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Statement of Principles 
of Internal Revenue 
Tax Administration 

The function of the Internal Revenue Service is to 
administer the Internal Revenue Code. Tax policy for 
raising revenue is determined by Congress. 

With this in mind, it is the duty of the Service to carry 
out that policy by correctly applying the laws enacted 
by Congress; to determine the reasonable meaning of 
various Code provisions in light of the Congressional 
purpose in enacting them; and to perform this work 
in a fair and impartial manner, with neither a govern- 
ment nor a taxpayer point of view. 

At the heart of administration is interpretation of the 
Code. It is the responsibility of each person in the 
Service, charged with the duty of interpreting the 
law, to try to find the true meaning of the statutory 
provision and not to adopt a strained construction in 

the belief that he or she is "protecting the revenue. " 
The revenue is properly protected only when we 
ascertain and apply the true meaning of the statute. 

The Service also has the responsibility of applying 
and administering the law in a reasonable, practical 
manner. Issues should only be raised by examining 
officers when they have merit, never arbitrarily or for 
trading purposes, At the same time, the examining 
officer should never hesitate to raise a meritorious 
issue. It is also important that care be exercised not 
to raise an issue or to ask a court to adopt a position 
inconsistent with an established Service position. 

Administration should be both reasonable and vigor- 
ous. It should be conducted with as little delay as 
possible and with great courtesy and considerateness. 
It should never try to overreach, and should be 
reasonable within the bounds of law and sound 
administration. It should, however, be vigorous in 

requiring compliance with law and it should be 
relentless in its attack on unreal tax devices and 
fraud. 

These principles of tax administration were previously published in 
the Internal Revenue Bulletin as Revenue Procedure 64-22, 
1964-1 (Part I) C. B. 689. They are restated here to emphasize 
their importance to all employees of the Internal Revenue Service. 
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Introduction 

The Internal Revenue Bulletin is the authoritative 
instrument of the Commissioner of Internal Revenue 
for announcing official rulings and procedures of the 
Internal Revenue Service and for publishing Treasury 
Decisions, Executive Orders, Tax Conventions, legisla- 
tion, court decisions, and other items of general 
interest. 

It is the policy of the Service to publish in the Bulletin 
all substantive rulings necessary to promote a uni- 

form application of the tax laws, including all rulings 
that supersede, revoke, modify, or amend any of 
those previously published in the Bulletin. All pub- 
lished rulings apply retroactively unless otherwise 
indicated. Procedures relating solely to matters of 
internal management are not published; however, 
statements of internal practices and procedures that 
affect the rights and duties of taxpayers are pub- 
lished. 

Revenue rulings represent the conclusions of the 
Service on the application of the law to the entire 
state of facts involved. In those based on positions 
taken in rulings to taxpayers or technical advice to 
Service field offices, identifying details and confiden- 
tial information are deleted to comply with statutory 
requirements. 

July 1 through December 31, 1987. The Internal 

Revenue Cumulative Bulletin is prepared in three 
parts as follows: 

Part I. — 1986 Code. 

This part includes rulings and decisions based on 

provisions of the Internal Revenue Code of 1986. 
Arrangement is sequential according to Code and 

regulations sections. The code section is shown at the 
top of each page. 

Part II. — Treaties and Tax Legislation. 

This part is divided into two subparts as follows: 

Subpart A, Tax Conventions, and Subpart B, Legisla- 

tion and Related Committee Reports. 

Part III. — Administrative, Procedural, and Miscella- 
neous. 

To the extent practicable, pertinent cross references 
to these subjects are contained in the other Parts 
and Subparts. Included in this Part is a list of persons 
disbarred or suspended from practice before the 
Interna I Revenue Service. 

Notice of Proposed Rulemaking 

Rulings and procedures reported in the Bulletin do 
not have the force and effect of Treasury Department 
Regulations, but they may be used as precedents. 
Unpublished rulings will not be relied on, used, or 
cited as precedents by Service personnel in the 
disposition of other cases. In a pplying published 
rulings and procedures, the effect of subsequent 
legislation, regulations, court decisions, rulings, and 
procedures must be considered, and Service person- 
nel and others concerned are cautioned against 
reaching the same conclusions in other cases unless 
the facts and circumstances are substantially the 
same. 

Cumulative Bulletin 1987-2 is a consolidation of all 

items of permanent nature published in the weekly 
Bulletins 1987-27 through 1987-52 for the period of 

The preambles and text of proposed regulations that 
were published in the Federal Register during this 
six-month period are printed in this section. 

The Bulletin Index-Digest System, a research and 
reference service supplementing the Bulletin, may be 
obtained from the Superintendent of Documents on a 
subscription basis. It consists of four Services: Ser- 
vice No. 1, Income Tax; Service No. 2, Estate and Gift 
Taxes; Service No. 3, Employment Taxes; Service No. 
4, Excise Taxes. Each Service consists of a basic 
volume and a cumulative supplement that provide (1) 
finding lists of items published in the Bulletin, (2) 
digests of revenue rulings, revenue procedures, and 
other published items, and (3) topical indexes of 
Public Laws, Treasury Decisions, and Tax 
Conventions. 
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Definition of Terms 

Revenue rulings and revenue proce- 
dures (hereinttffer referred to as "rul- 
ings") that have an effect on previous 
rulings use the following defined 
terms to describe the effect: 

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

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

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

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

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

Obsolefed describes a previously 
published ruling that is not consid- 
ered determinative with respect to 
future transactions. This term is most 
commonly used in a ruling that lists 
previously published rulings that are 
obsoleted because of changes in law 
or regulations. A ruling may also be 
obsoleted because the substance has 
been included in regulations subse- 
quently adopted. 

Revoked describes situations where 
the position in the previously pub- 
lished ruling is not correct and the 
correct position is being stated in the 
new ruling. 

Superseded describes a situation 
where the new ruling does nothing 
more than restate the substance and 
situation of a previously published 
ruling (or rulings). Thus, the term is 
used to republish under the 1986 
Code and regulations the same posi- 
tion published under the 1939 Code 
and regulations. The term is also used 
when it is desired to republish in a 
single ruling a series of situations, 
names, etc. , that were previously pub- 
lished over a period of time in sepa- 

rate rulings. If the new ruling does 
more than restate the substance of a 
prior ruling, a combination of terms 
is used. For example, modified and 
superseded describes a situation where 
the substance of a previously pub- 
lished r'uling is being changed in part 
and is continued without change in 

part and it is desired to restate the 
valid portion of the previously pub- 
lished ruling in a new ruling that is 
self contained. In this case the previ- 
ously published ruling is first modi- 
fied and then, as modified, is super- 
seded. 

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

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

Abbreviations 
The following abbreviations in current use and 

formerly used will appear in material published 
in the Bulletin. 

A — Individual. 
A cq. — Acquiescence. 
B — Individual. 
BE — Beneficiary. 
BK — Bank. 
B. T. A. — Board of Tax Appeals. 
C — Individual. 
C. B. — Cumulative Bulletin. 
CFR — Code of Federal Regulations. 
CI — City. 
COOP — Cooperative. 
Ct. D. — Court Decision. 
CY — County. 
D — Decedent. 
DC — Dummy Corporation. 
DE — Donee. 
Del. Order — Delegation Order. 
DISC — Domestic International Sales Corpora- 

tion. 
DR — Donor. 

E — Estate. 
EE — Employee. 
E. O. — Executive Order. 
ER — Employer. 
ERISA — Employee Retirement Income Security 

Act. 
EX — Executor. 
F — Fiduciary. 
FC — Foreign Country. 
FICA — Federal Insurance Contribution Act. 
F/SC — Foreign International Sales Company. 
FPH — Foreign Personal Holding Company. 
F. R. — Federal Register. 

FUTA — Federal Unemployment Tax Act. 
FX — Foreign Corporation. 

G. C. M. — Chief Counsel's Memorandum. 

GE — Grantee. 
GP — General Partner. 
GR — Grantor. 
IC — Insurance Company. 

I. R. B. — Internal Revenue Bulletin. 

LE — Lessee. 

LP — Limited Partner. 
LR — Lessor. 
M — Minor. 

Nonacq. — Nonacquiescence. 
0 — Organization. 
P — Parent Corporation. 
PHC — Personal Holding Company. 
PO — Possession of the U. S. 
PR — Partner. 
PRS — Partnership. 
PTE — Prohibited Transaction Exemption. 
Pub. L. — Public Law. 
REIT — Real Estate Investment Trust. 
Rev. Proc. — Revenue Procedure. 
Rev. Rul. — Revenue Ruling. 
S — Subsidiary. 
S. P. R. — Statements of Procedural Rules. 
Stat. — Statutes at Large. 
T — Target Corporation. 
T. C. — Tax Court. 
T, D, — Treasury Decision. 
TFE — Transferee. 
TFR — Transferor. 
T. I. R. — Technical Information Release. 
TP — Tax payer. 
TR — Trust. 
TT — Trustee. 
U. S. C. — United States Code. 
X — Corporation. 
Y — Corporation. 
Z — Corporation. 
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Cumulative List of Announcements Relating to Decisions of the Tax Court 
Published in the Internal Revenue Bulletin from January 1, 1987 thru December 
31, 1987 

lt is the policy of the Internal 
Revenue Service to announce in the 
Internal Revenue Bulletin at the earli- 
est practicable date the determination 
of the Commissioner to acquiesce or 
not acquiesce in a decision in a 
decision of the Tax Court which 
disallows a deficiency in tax deter- 
mined by the Commissioner to be 
due. 

Notice that the Commissioner has 
acquiesced or nonacquiesced in a 
decision of the Tax Court relates 
only to the issue or issues decided 
adversely to the Government. 

Actions of acquiescences in adverse 
decisions shall be relied on by Reve- 
nue officers and others concerned as 

conclusions of the Service only to the 
application of the law to the facts in 
the particular case. Caution should 
be exercised in extending the applica- 
tion of the decision to a similar case 
unless the facts and circumstances are 
substantially the same, and consider- 
ation should be given to the effect of 
new legislation, regulations, and rul- 
ings as well as subsequent court 
decisions and actions thereon. 

Acquiescence in a decision means 
acceptance by the Service of the 
conclusion reached, and does not 
necessary mean acceptance and ap- 
proval of any or all of the reasons 
assigned by the court for its conclu- 
sions. 

No announcements are made in the 
Bulletin with respect to memorandum 
opinions of the tax court. 

The announcements published in 

the weekly Internal Revenue Bulletins 
are consolidated semiannually and 
annually. The semiannual consolida- 
tion appears in the first Bulletin for 
July and in the Cumulative Bulletin 
for the first half of the year and the 
annual consolidation appears in the 
first Bulletin for the following Janu- 
ary and in the Cumulative Bulletin 
for the last half of the year. 

The Commissioner ACQUIESCES 
in the following decisions: 

Taxpayer 
Report 

Docket No. Volume Page 

Bedell, Jr. , Harry M. '. 
Bedell, Sr. , Est. of Harry M. , Trust, Helen Bedell Stamer & Harry M. 

Bedell, Jr. , Trustees' 
Boeshore, Est. of Minnie L. , Lincoln National Bank & Trust Co. of Fort 

Wayne & Melvin V. Ehrman, executors' 
CSX Corporation' . 

Champion International Corp. 
Ciba-Geigy Corp. 
Dyer, Macteline G. 
Foundation of Human Understanding' 
Giannini Packing Corp. 
Hudson, Shirley Duncan 
Insilco Corp. ' 

Main Properties, Inc. " . 
Mars, Inc. & Uncle Ben's, Inc. ' 
"Miss Elizabeth" D. Leckie Scholarship Fund, The' 
PACCAR, Inc. & Subsidiaries' 
Radel, Est. of Harlin A. , Lorraine L. Radel, Personal Representative' 
Scott, Charles A. & Jan F. ' 
South End Italian Independent Club, Inc. " 
Southern Loan & Investment Co. ". 
Tilton'". 

Twin Oaks Community, Inc ' 

21381-84) 
) 
) 

21382-84 

6777-80 
7521-82) 

30341-83) 
2585-79 
2831-78 
3226-75 

10431-83"X" 
6398-77 

38356 
2331-77 

815 
39472-85T 
5028-84X 
22221-82 
29631-84 
18916-82 
35770-84 

834 
12017-82) 
12022-82) 
26160-82 

86 

78 

89 
81 
85 
71 
88 
83 
20 
73 
4 

88 
87 
85 
88 
84 
87 

88 
87 

1207 

523 

424 
172 
560 

1341 
526 
926 
589 
364 
428 
251 
754 
1143 
683 
168 
364 

590 
123 

The Commissioner does NOT ACQUIESCE in the following decisions: 

Taxpayer Docket No. 
Report 

Volume Page 
CSX Corporation 

Giannini Packing Corp. ' . 
Hospital Corp. of America & Subsidiaries 

Hudson, Shirley Duncan ' 
Main Properties, Inc. 

Southern Loan & Investment Co. ' 
Texas Gas Distributing Co. z' 

7521-82) 
30341-83) 

6398-77 
12988-78) 
13183-78) 

38356 
815) 

) 
834) 

112785 

89 
83 

86 
20 

526 

520 
926 

364 

57 
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1 Acquiescence in result relating to whether the beneficiaries of the Harry M. Bedell, Sr. , Trust were associates in a joint business enterprise, so that 
the trust was properly classified as an association taxable as a corporation. Acquiescence "in result" means acceptance of the decision of the Court 
but disagreement with some or all the reasons assigned for the decision. 
'Acquiescence in result relating to whether section 20. 2055-2(e)(2)(vi)(e) of the regulations, to the extent that it disallows an estate tax deduction for 
the present value of a charitable unitrust interest which is preceded in time by a noncharitable unitrust interest, is valid. 
'Acquiescence relating to whether petitioner's depreciable basis for its assets subject to the Retirement-Replacement-Betterment ("RRB") method of 
accounting includes the Interstate Commerce Commission (ICC) estimate of pre-1913 construction period interest and taxes. 
Acquiescence published in 1984-2 C. B. I, relating to whether in computing an indirect foreign tax credit under section 902 of the Code, does an 

operating loss of a foreign subsidiary reduce any component (foreign taxes paid, dividends, or accumulated profits) of the section 902 formula for 
any year other than the year of the loss, is withdrawn and acquiescence in result is substituted therefore. Acquiescence "in result" means 
acceptance of the decision of the Court but disagreement with some or all the reasons assigned for the decision. See Rev. Rul. 87-72, page 170, this 
Bulletin. 
'Acquiescence in the issues relating to (I) whether Ciba-Geigy Corporation (Ardsley) and its Swiss parent Ciba-Geigy, Limited (Geigy-Basle) 
engaged in a joint research and development arrangement to develop certain herbicides for which an arm's length division of potential benefits 
would have been on the basis of a royalty-free geographical division of markets rather than the 10tya royalty fee paid by Ardsley to Geigy-Basle, 
and (2) whether respondent abused his discretion in determining that the IOtyo royalty paid by Ardsley to Geigy-Basle was excessive and should be 
reduced to 6tyo. 

Acquiescence in result published in 1979-2 C. B. I, relating to whether petitioner who was excused from work because of an injury suffered in the 
line of duty and who received payments while absent from work may exclude such payments from gross income under section 104(a)(l) of the Code 
as payments received under a statute in the nature of a workmen's compensation act, is withdrawn and acquiescence is substituted therefore. 
'Acquiescence in the issue relating to whether the Tax Court has jurisdiction under section 7428 of the Code to render a declaratory judgment as to 
non-private foundation classification as a church under sections 509(a)(1) and 170(b)(l)(A)(i) where the petitioner already possesses non-private 
foundation classification as publicly supported under sections 509(a)(1) and 170(b)(1)(A)(vi). Acquiescence in result in the issue relating to whether 
the Tax Court correctly found that the Foundation of Human Understanding, a section 501(c)(3) religious organization, qualified for non-private 
foundation classification as a church under sections 509(a)(1) and 170(b)(1)(A)(i). Acquiescence "in result" means acceptance of the decision of the 
Court but disagreement with some or all the reasons assigned for the decision. 
Acquiescence in result as to room 4 relating to whether the structural elements of two refrigerated rooms at a fruit-packing plant qualify for the 

investment credit because they were "used as an integral part of. . . production" within the meaning of section 48(a)(1)(B)(i) of the Code. 
Acquiescence in result relating to whether the value of quarters furnished petitioner, an employee of the United States Educational Foundation in 

China, was excludable from her gross income. See Rev. Rul. 87-29, 1987-1 C. B. 183. 
' Nonacquiescence published in 1982-1 C. B. I, relating to whether for the year 1971 subsidiary members of the affiliated group, of which petitioner 
is the parent, are prevented by the conformity requirement of section 472(e)(2) of the Code from using the last-in, first-out (LIFO) method to 
reflect their inventories for income tax purposes because the annual consolidated report of the group reflected the inventories of those subsidiaries 
for that year on a moving-average method, is withdrawn and acquiescence in result is substituted therefore. See Rev. Rul. 87-49, 1987-1 C. B. 156. 
"Acquiescence in the issue relating to whether a corporation was insolvent. 
' Acquiescence in result relating to whether the Commissioner reasonably determined that petitioners' transfer of French partnership assets to a 
newly formed French corporation was in pursuance of a plan having as one of its principal purposes the avoidance of federal income tax, thereby 
requiring the mclusion in petitioner's income of the excess of the net operating losses over the net operating income of the partnership, reduced to 
the extent of the provisions of section 904(f)(3) of the Code. Acquiescence "in result" means acceptance of the decision of the Court but 
disagreement with some or all the reasons assigned for the decision. 
"Acquiescence in result relating to whether petitioner, a charitable trust exempt from tax under section 501(c)(3) of the Code, is entitled to be 
classified as an "operating foundation" within the meaning of section 4942(j)(3). 
' Acquiescence relating to whether petitioner's sale prices of parts to its wholly owned subsidiary, PACCAR International, Inc. (Paccint), were fair 
market prices that would have prevailed between unrelated parties dealing at arm's length. 
"Acquiescence relating to whether the spousal allowance created under Minnesota law is a terminable interest for purposes of section 2056(b) of the 
Code. 
'~Acquiescence relating to whether the term "gross income derived from such use" as used in the "Limitation on Deductions" provision of section 
280A(c)(5) of the 1954 Code, concerning certain business or rental uses of taxpayers' homes, may reasonably be interpreted to mean "gross income 
from the business activity in the unit reduced by expenditures required for the activity but not allocable to the use of the unit itself". 
"Acquiescence in result relating to whether a social club described in section 501(c)(7) of the Code may fully deduct, as ordinary and necessary 
business expenses under section 162, amounts from the club's proceeds from beano games which it distributes for charitable, religious, or 

ieducational purposes pursuant to the requirements of the state law under which it was licensed to conduct the beano games, or are the amounts 
distributed treated as a charitable contribution subject to the limits imposed by section 512(b)(10). 
' Acquiescence in result relating to whether petitioners, David and Daniel Tilton, as sole shareholders of Circle Bar Ranch, Inc. , (" Circle" ) are 
liable as donee transferees of the 3, 599 acres of real property transferred by their parents to Circle. Acquiescence "in result" means acceptance of 
the decision of the Court but disagreement with some or all the reasons assigned for the decision. 
' Acquiescence relating to whether a religious or apostolic association or corporation satisfies the requirement of section 501(d) of the Code of 
having a common treasury or community treasury where it does not require its members to take a vow of poverty and totally renounce and 
completely divest themselves of individual or private ownership of all property, both real and personal, upon becoming members. 
' Nonacquiescence relating to whether petitioner's depreciable basis for its assets subject to ratable depreciation includes the ICC estimate of 
pre-1913 qoastruction period interest and taxes. 
"Nonacquiescence as to room 3 relating to whether the structural elements of two refrigerated rooms at a fruit-packing plant qualify for the 
investment credit because they were "used as an integral part of. . . production" within the meaning of section 48(a)(l)(B)(i) of the Code. 

Nonacquiescence in the issues relating to (I) whether the income derived from a contract to manage a hospital in Saudi Arabia is attributable to 
Hospital Corporation of America (HCA) and its domestic subsidiaries pursuant to section 61 of the Code or whether such income was attributable 
to Hospital Corporation of America Limited (Ltd), a second tier Cayman Islands subsidiary, (2) whether execution of the management contract in 
the name of Ltd after negotiation of the contract by HCA constituted a transfer of property for which an advance ruling under section 367 of the 
Code was required, (3) whether HCA received stock in Ltd in exchange for services rendered and to be rendered thereby causing HCA to realize 
ordinary income in the year 1973 to the extent of the fair market value of the stock of Ltd, and (4) whether the income received by Ltd pursuant to 
the management contract should be allocated to HCA under section 482 of the Code. 
'Nonacquiescence relating to whether a cash cost-of-living allowance received by petitioner was excludable from her gross income under the 

provisions of section 116(j) of the 1939 Code. See Rev. Rul. 87-29, 1987-1 C. B. 183, 
z4Nonacquiescence in the issue relating to whether a corporation which was insolvent before and after exchanging property for its own bonds 
recognized gain from the transaction. 
"Nonacquiescence in the issues relating to (I) whether a corporation which was insolvent before exchanging property in consideratton of 
cancellation of its note recognized gain from the transaction only to the extent that the transaction freed assets from the claims of creditors, and (2) 
whether a bookkeeping entry transferring credit balances from reserve accounts to surplus produced no taxable income, due to insolvency. 
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Part I. Rulings and Decisions Under the Internal Revenue Code of 1986 

Subpart A. -Income Taxes 

Chapter 1. -ftormal Taxes and Surtaxes 

Subchapter A. -Determination of Tax Liability 

Part I. -Tax on Individuals 

Section 1. — Tax Imposed 

26 CFR l. l(i)-lTt Questions and answers re- 
lating to the tax on unearned income of 
certain minor children (Temporaryj. 

T. D. 8158 

CHAPTER I. — SUBCHAPTER A, 
PART 1 — INCOME TAX; TAXABLE 
YEARS BEGINNING AFTER 
DECEMBER 31, 1953 

Tax on Unearned Income of Certain 
Minor Children 

AGENCY: Internal Revenue Service, 
Treasury. 

ACTION: Temporary regulations. 

SUMMARY: This document pro- 
vides temporary regulations relating 
to the tax on unearned income of 
certain minor children. Changes to 
the applicable law were made by the 
Tax Reform Act of 1986. The regula- 
tions affect minor children who, at 
the close of the taxable year, have 
not attained age 14; have at least one 
living parent; and realize at least 
$1, 000 of unearned income and pro- 
vide the guidance needed to comply 
with the law. 

DATES: The regulations are effec- 
tive for taxable years beginning after 
December 31, 1986. 

SUPPLEMENTARY 
INFORMATION: 

BACKGROUND 

This document contains temporary 
regulations relating to the tax on 
unearned income of certain minor 
children under section 1(i) of the 
I nternal Revenue Code of 1986 
(Code), as amended by section 1411 
of the Tax Reform Act of 1986 (Pub. 
L. 99-514; 100 Stat. 2714) [1986-3 
C. B. (Vol I) I, 631]. 

These temporary regulations are 
presented in the form of questions 
and answers. Taxpayers may rely on 
these questions and answers for guid- 
ance. No inference, however, should 
be drawn regarding questions not 
addressed in the temporary regula- 
tions. 

IN GENERAL 

For taxable years beginning after 
December 31, 1986, section 1(i) pro- 
vides that the tax imposed on the net 
unearned income of a child who at 
the close of the taxable year is under 
14 years of age and has at least one 
living parent, shall be no less than 
the additional tax that would have 
been imposed on the child's net un- 
earned income if such income had 
been added to such parent's taxable 
income. If the parent has two or 
more children subject to section 1(i), 
the tax imposed on each is the child' s 

proportionate share of additional tax 
that would have been imposed on the 
net unearned income of all such 
children if such income were aggre- 
gated and added to the parent's 
taxable income. 

Net unearned income is the excess 
of the portion of the child's adjusted 
gross income for the taxable year 
that is not earned income (as defined 
in section 911(d)(2)), over the sum of 
the standard deduction amount al- 
lowed in the case of certain depend- 
ents under section 63(c)(5)(A) ($500 
for 1987 and 1988 (indexed for infla- 
tion beginning after 1988)), plus the 
greater of such standard deduction 
amount or the child's itemized deduc- 
tions for the taxable year that are 
directly connected with the produc- 
tion of unearned income. A child' s 

net unearned income for the taxable 
year cannot exceed such child's tax- 
able income for the tax year. Fur- 
ther, if the child has itemized deduc- 
tions, the child may offset unearned 
income with the greater of the 
amount of such itemized deductions 
that is equal to the standard deduc- 
tion or the amount of allowed deduc- 
tions directly connected with the pro- 
duction of unearned income. 

UNEARNED INCOME SUB JECT 
TO TAX 

The regulations explain that the tax 
imposed by section 1(i) of the Code 
applies to net unearned income for 
taxable years beginning after Decem- 
ber 31, 1986, even though it is 
attributable to property transferred to 
the child prior to 1987. (See A-7). 
Further, the regulations illustrate that 
the tax under section 1(i) applies to 
net unearned income that is attribut- 

able to gifts from persons other than 
the child's parents as well as to 
unearned income derived with respect 
to assets from earned income of the 
child. (See A-8). In addition, the 
regulations clarify that unearned in- 

come includes social security and 
pension payments received by a child 
to the extent such amounts are in- 

cluded in the child's adjusted gross 
income. 

PARENT'S TAXABLE INCOME 

In the case of parents who file a 
joint return, the parental taxable in- 
come to be taken into account in 
determining the tax liability of a 
child is the joint taxable income of 
the parents. If the child's parents are 
married to each other but file sepa- 
rate returns, the taxable income of 
the parent with the greater taxable 
income is taken into account. In the 
case of parents who are not married 
to each other, treated as not married 
under section 7703(b) (relating to 
certain married individuals living 
apart), or divorced or legally sepa- 
rated, the taxable income of the 
custodial parent is taken into ac- 
count. (See A-12). If a custodial 
parent files a joint return with a 
spouse who is not a parent of the 
child, the parental taxable income to 
be taken into account is the total 
joint taxable income of the custodial 
parent and his or her spouse. (See 
A — 13. ) 

The regulations provide that a 
child subject to tax under section 1(i) 
may, upon written request to the 
Internal Revenue Service, obtain suf- 
ficient information regarding the par- 
ent's return so that the child can 
properly file his or her return. (See 
A-22). The Service recognizes that 
under certain unusual circumstances a 
child may not be able to obtain 
sufficient information regarding the 
parent's tax return directly from the 
parent. In such cases, it may be 
difficult for such child to file an 
accurate return in a timely manner. 
Accordingly, the Service is consider- 
ing the possibility of providing spe- 
cial rules for hardship cases. If spe- 
cial rules are subsequently determined 
by the Service to be appropriate, 
such rules will be provided in future 
regulations or revenue rulings and 
will be applied retroactively. The Ser- 
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vice welcomes comments as to 
whether special rules are needed, 
what type of rules are appropriate, 
and which children should qualify for 
the special rules. 

INCOME FROM A TRUST 

The regulations provide that in the 
case of a trust with children subject 
to tax under section 1(i) as income 
beneficiaries, such children will be 
taxed on the trust income to the 
extent of distributable net income 
that is included in the child's gross 
income. (See A-16). The regulations 
clarify that unearned income attribut- 
able to a gift to a child under the 
Uniform Gift to Minors Act is 
treated as the child's unearned in- 
come and is subject to tax under 
section 1(i). (See A-15). 

The regulations include no provi- 
sion regarding the application of the 
tax imposed by section 1(i) to accu- 
mulation distributions of a trust (as 
defined in section 665(b) of the 
Code). The Service believes that most 
accumulation distributions received 
by a child from a trust will not be 
included in the child's gross income 
because of the minority exception 
under section 665(b) and thus will 
not be subject to section 1(i). How- 
ever, to the extent that an accumula- 
tion distribution does not fall within 
the minority exception, the Internal 
Revenue Service will issue guidance 
in the future (by revenue ruling or 
other means) with respect to how 
section 1(i) applies in such situations. 

EFFECT OF ADJUSTMENTS TO 
THE PARENT'S TAXABLE 

INCOME 

The regulations provide that if the 
parent's taxable income is adjusted 
and if a child of the parent paid tax 
under section 1(i) for the same tax- 
able year with reference to such 
parent's taxable income, the child' s 

tax liability under section 1(i) must 
be recomputed using the parent's 
taxable income as adjusted. (See 
A-17). A similar recomputation must 

be made with respect to that child if 
there is an adjustment to the net 
unearned income of another child 
who used the same parent's taxable 
income to determine any allocable 
parental tax. (See A-18). Further, 
any additional tax liability to the 
child resulting from an adjustment to 

the parent's taxable income or an- 
other child's net unearned income 
shall be treated as an underpayment 
of tax and interest shall be imposed 
on such underpayment. However, the 
child will not be subject to any 
penalties on such underpayment as a 
result of additional tax being im- 

posed on the child because of such 
an adjustment. (See A-19). 

PHASE-OUT OF RATE BRACKET 
AND LIMITATIONS ON 

DEDUCTIONS AND CREDITS 

The regulations provide that the 
allocable parental tax, computed by 
adding the net unearned income of 
all children of a parent who are 
subject to section 1(i) to such par- 
ent's taxable income, reflects any 
phase-out of the 15 percent rate 
bracket or personal exemptions under 
section 1(g). Thus, the child is liable 
for any addition to tax resulting 
from any phase-out. (See A-20). 
However, the regulations provide that 
a child's net unearned income is not 
taken into account in computing any 
limitation on a deduction or credit, 
such as the phase-out of the $25, 000 
passive loss allowance for active 
rental real estate activities or the 2 
percent of adjusted gross income 
floor on miscellaneous deductions, 
for purposes of determining either 
the parent's tax liability or the child' s 
allocable parental tax. (See A-21). 

NEED FOR TEMPORARY 
REGULATIONS 

There is a need for immediate 
guidance with respect to the provi- 
sions contained in this Treasury deci- 
sion. For this reason, it is found 
impracticable to issue it with notice 
and public procedure under subsec- 
tion (b) of section 553 of Title 5 of 
the United States Code or subject to 
the effective date limitation of sub- 
section (d) of that section. 

SPECIAL ANALYSIS 

No general notice of proposed 
rulemaking is required by 5 U. S. C. 
553(b) for temporary regulations. Ac- 
cordingly, the Regulatory Flexibility 
Act does not apply and no Regula- 
tory Flexibility Analysis is required 
for this rule. The Commissioner of 
Internal Revenue has determined that 
this temporary rule is not a major 
rule as defined in Executive Order 

12291 and that a regulatory impact 
analysis therefore is not required. 

Adoption of A mendments to the 
Regulations 

Accordingly, 26 CFR Part I is 
amended as follows: 

Paragraph 1. The authority for 
Part 1 continues to read in part: 

Authority: 26 U. S. C. 7805*** 
Par. 2. A new $1. 1(i)-IT is added 

immediately following $1. 1-3 to read 
as set forth below. 
$1. 1(i)-IT Questions and answers re- 

lating to the tax on unearned in- 
come of certain minor children 
(Temporary). 

In general. 

Q-1. To whom does section 1(i) 
apply? 

A-1. Section 1(i) applies to any 
child who is under 14 years of age at 
the close of the taxable year, who 
has at least one living parent at the 
close of the taxable year, and who 
recognizes over $1, 000 of unearned 
income during the taxable year. 

Q-2. What is the effective date of 
section 1(i)? 

A-2. Section 1(i) applies to taxable 
years of the child beginning after 
December 31, 1986. 

Computation of tax. 

Q-3. What is the amount of tax 
imposed by section 1 on a child to 
whom section 1(i) applies? 

A-3. In the case of a child to 
whom section 1(i) applies, the 
amount of tax imposed by section 1 

equals the greater of (A) the tax 
imposed by section I without regard 
to section 1(i) or (B) the sum of the 
tax that would be imposed by section 
1 if the child's taxable income was 
reduced by the child's net unearned 
income, plus the child's share of the 
allocable parental tax. 

Q-4. What is the allocable paren- 
tal tax? 

A-4. The allocable parental tax is 
the excess of (A) the tax that would 
be imposed by section 1 on the sum 
of the parent's taxable income plus 
the net unearned income of all chil- 
dren of such parent to whom section 
1(i) applies, over (B) the tax imposed 
by section 1 on the parent's taxable 
income. Thus, the allocable parental 
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tax is not computed with reference to 
unearned income of a child over 14 
or a chilld under 14 with less than 
$1, 000 of unearned income. See A-10 
through A-13 for rules regarding the 
determination of the parent(s) whose 
taxable income is taken into account 
under section 1(i). See A-14 for rules 
regarding the determination of chil- 
dren of the parent whose net un- 
earned income is taken into account 
under section 1(i). 

Q-5. What is the child's share of 
the allocable parental tax? 

A-5. The child's share of the al- 
locable parental tax is an amount 
that bears the same ratio to the total 
allocable parental tax as the child' 
net unearned income bears to the 
total net unearned income of all 
children of such parent to whom 
section 1(i) applies. See A-14. 

Example (lj. During 1988, D, a 12 year old, 
receives $5, 000 of unearned income and no 
earned income. D has no itemized deductions 
and is not eligible for a personal exemption. 
D's parents have two other children, E, a 15 
year old, and F, a 10 year old. E has $10, 000 
of unearned income and F has $100 of 
unearned income. D's parents file a joint 
return for 1988 and report taxable income of 
$70, 000. Neither D's nor his parent's taxable 
income is attributable to net capital gain. D's 
tax liability for 19SS, determined without 
regard to section l(i), is $675 on $4, 500 of 
taxable income ($5, 000 less $500 allowable 
standard deduction). In applying section 1(i), 
D's tax would be equal to the sum of (A) the 
tax that would be imposed on D's taxable 
income if it were reduced by any net unearned 
income, plus (B) D's share of the allocable 
parental tax. Only D's unearned income is 
taken into account in determining the allocable 
parental tax because E is over 14 and F has 
less than $1, 000 of unearned income. See A-4. 
D's net unearned income is $4, 000 ($4, 500 
taxable unearned income less $500). The tax 
imposed on D's taxable income as reduced by 
D's net unearned income is $75 ($500 x 15%0). 
The allocable parental tax is $1, 225, the excess 
of $16, 957. 50 (the tax on $74, 000, the parent's 
taxable income plus D's net unearned income) 
over $15, 732. 50 (the tax on $70, 000, the 
parent's taxable income). See A-4. Thus, D's 
tax under section l(i)(I)(B) is $1, 300 ($1, 225 
+ $75). Since this amount is greater than the 
amount of D's tax liability as determined 
without regard to section l(i), the amount of 
tax imposed on D for 1988 is $1, 300. See A-3. 

Example (2). H and W have 3 children, A, 
B, and C, who are all under 14 years of age. 
For the taxable year 1988, H and W file a 
joint return and report taxable income of 
$129, 750. The tax imposed by section I on H 
and W is $35, 355. A has $5, 000 of net 
unearned income and B and C each have 
$2, 500 of net unearned income during 1988. 
The allocable parental tax imposed on A, B, 
and C's combined net unearned income of 
$10, 000 is $3, 300. This tax is the excess of 
$38, 655, which is the tax imposed by section I 

on $139, 750 ($129, 750 + 10, 000), over 

$35, 355 (the tax imposed by section I on H 
and Ws taxable income of $129, 750). See A-4. 
Each child's share of the allocable parental tax 
is an amount that bears the same ratio to the 
total allocable parental tax as the child's net 
unearned income bears to the total net un- 

earned income of A, B, and C. Thus, A' s 

share of the allocable parental tax is $1, 650 
( 5, 000 x 3, 300) and B and C's share of the 
10, 000 

tax is $825 ( 2, 500 x 3, 300) each. See A-5. 
10, 000 

Definition of net unearnedincome. 

Q-6. What is net unearned in- 

come? 
A-6. Net unearned income is the 

excess of the portion of adjusted 
gross income for the taxable year 
that is not "earned income" as de- 
fined in section 911(d)(2) (income 
that is not attributable to wages, 
salaries, or other amounts received as 
compensation for personal services), 
over the sum of the standard deduc- 
tion amount provided for under sec- 
tion 63(c)(5)(A) ($500 for 1987 and 
1988; adjusted for inflation thereaf- 
ter), plus the greater of (A) $500 
(adjusted for inflation after 1988) or 
(B) the amount of allowable itemized 
deductions that are directly connected 
with the production of unearned in- 
come. A child's net unearned income 
for any taxable year shall not exceed 
the child's taxable income for such 
year. 

Example (3). A is a child who is under 14 
years of age at the end of the taxable year 
1987. Both of A's parents are alive at this 
time. During 1987, A receives $3, 000 of inter- 
est from a bank savings account and earns 
$1, 000 from a paper route and performing odd 
jobs. A has no itemized deductions for 1987. 
A's standard deduction is $1, 000, which is an 
amount equal to A's earned income for 1987. 
Of this amount, $500 is applied against A' s 
unearned income and the remaining $500 is 
applied against A's earned income. Thus, A' s 
$500 of taxable earned income ($1, 000 less the 
remaining $500 of the standard deduction) is 
taxed without regard to section 1(i); A has 
$2, 500 of taxable unearned income ($3, 000 
gross unearned income less $500 of the stand- 
ard deduction) of which $500 is taxed without 
regard to section l(i). The remaining $2, 000 of 
taxable unearned income is A's net unearned 
income and is taxed under section l(i). 

Example (4). B is a child who ts subject to 
tax under section l(i). B has $400 of earned 
income and $2, 000 of unearned income. B has 
itemized deductions of $800 (net of the 2 
percent of adjusted gross income (AGI) floor 
on miscellaneous itemized deductions under 
section 67) of which $200 are directly con- 
nected with the production of unearned in- 
come. The amount of itemized deductions that 
B may apply against unearned income is equal 
to the greater of $500 or the deductions 
directly connected with the production of 
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unearned income. See A-6. Thus, $500 of B's 

itemized deductions are applied against the 

$2, 000 of unearned income and the remaining 

$300 of deductions are applied against earned 
income. As a result, B has taxable earned 
income of $100 and taxable unearned income 
of $1, 500. Of these amounts, all of the earned 
income and $500 of the unearned income are 
taxed without regard to section l(i). The 
remaining $1, 000 of unearned income is net 

unearned income and is taxed under section 

l(i). 

Unearned income subject to tax under 
section 1(i). 

Q-7. Will a child be subject to tax 
under section 1(i) on net unearned 
income (as defined in section 1(i)(4) 
and A-6 of this section) that is 
attributable to property transferred to 
the child prior to 1987? 

A-7. Yes. The tax imposed by 
section 1(i) on a child's net unearned 
income applies to any net unearned 
income of the child for taxable years 
beginning after December 31, 1986, 
regardless of when the underlying 
assets were transferred to the child. 

Q-8. Will a child be subject to tax 
under section 1(i) on net unearned 
income that is attributable to gifts 
from persons other than the child' s 
parents or attributable to assets re- 
sulting from the child's earned in- 
come? 

A-8. Yes. The tax imposed by 
section 1(i) applies to all net un- 
earned income of the child, regard- 
less of the source of the assets that 
produced such income. Thus, the 
rules of section 1(i) apply to income 
attributable to gifts not only from 
the parents but also from any other 
source, such as the child's grandpar- 
ents. Section 1(i) also applies to 
unearned income derived with respect 
to assets resulting from earned in- 
come of the child, such as interest 
earned on bank deposits. 

Exampte (5). A is a child who is under 14 
years of age at the end of the taxable year 
beginning on January I, 1987. Both of A' s 
parents are alive at the end of the taxable 
year. During 1987, A receives $2, 000 in inter- 
est from his bank account and $1, 500 from 
paper route. Some of the interest earned by A 
from the bank account is attributable to A' s 
paper route earnings that were deposited in the 
account. The balance of the account is attrib- 
utable to cash gifts from A's parents and 
grandparents and interest earned prior to 1987. 
Some cash gifts were received by A prior to 
1987. A has no itemized deductions and is 
eligible to be claimed as a dependent on his 
parent's return. Therefore, for the taxable year 
1987, A's standard deduction is $1, 500, the 
amount of A's earned income. Of this stan- 
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dard deduction amount, $500 is allocated 
against unearned income and $1, 000 is allo- 
cated against earned income. A's taxable un- 
earned income is $1, 500 of which $500 is taxed 
without regard to section 1(i). The remianing 
taxable unearned income of $1, 000 is net 
unearned income and is taxed under section 
1(i). The fact that some of A's unearned 
income is attributable to interest on principal 
created by earned income and gifts from 
persons other than A's parents or that some of 
the unearned income is attributable to property 
transferred to A prior to 1987, will not affect 
the tax treatment of this income under section 
1(i). See A-S. 

Q-9. For purposes of section 1(i), 
does income which is not earned 
income (as defined in section 
911(d)(2)) include social security ben- 
efits or pension benefits that are paid 
to the child? 

A-9. Yes. For purposes of section 
1(i), . earned income (as defined in 
section 911(d)(2)) does not include 
any social security or pension bene- 
fits paid to the child. Thus, such 
amounts are included in unearned 
income to the extent they are includ- 
ible in the child's gross income. 

Determination of the parent 's taxable 
income. 

Q-10, If a child's parents file a 
joint return, what is the taxable 
income that must taken into account 
by the child in determining tax liabil- 
ity under section 1(i)? 

A-10. In the case of parents who 
file a joint return, the parental tax- 
able income to be taken into account 
in determining the tax liability of a 
child is the total taxable income 
shown on the joint return. 

Q-11. If a child's parents are mar- 
ried and file separate tax returns, 
which parent's taxable income must 
be taken into account by the child in 
determining tax liability under section 
1(i)? 

A-11. For purposes of determining 
the tax liability of a child under 
section 1(i), where such child's par- 
ents are married and file separate tax 
returns, the parent whose taxable 
income is the greater of the two for 
the taxable year shall be taken into 
account. 

Q-12. If the parents of a child are 
divorced, legally separated, or treated 
as not married under section 7703(b), 
which parent's taxable income is 

taken into account in computing the 
child's tax liability? 

A-12. If the child's parents are 
divorced, legally separated, or treated 

as not married under section 7703(b), 
the taxable income of the custodial 
parent (within the meaning of section 
152(e)) of the child is taken into 
account under section 1(i) in deter- 
mining the child's tax liability. 

Q-13. I f a parent whose taxable 
income must be taken into account in 

determining a child's tax liability un- 
der section 1(i) files a joint return 
with a spouse who is not a parent of 
the child, what taxable income must 
the child take into account? 

A-13. The amount of a parent's 
taxable income that a child must take 
into account for purposes of section 
1(i) where the parent files a joint 
return with a spouse who is not a 
parent of the child is the total tax- 
able income shown on such joint 
return. 

Children of the parent 

Q-14. In determining a child' s 

share of the allocable parental tax, is 

the net unearned income of legally 
adopted children, children related to 
such child by half-blood, or children 
from a prior marriage of the spouse 
of such child's parent taken into 
account in addition to the natural 
children of such child's parent? 

A-14. Yes. In determining a 
child's share of the allocable parental 
tax, the net unearned income of all 
children subject to tax under section 
1(i) and who use the same parent's 
taxable income as such child to deter- 
mine their tax liability under section 
1(i) must be taken into account. Such 
children are taken into account re- 

gardless of whether they are adopted 
by the parent, related to such child 

by half-blood, or are children from a 
prior marrige of the spouse of such 
child's parent. 

Rules regarding income from a trust 
or similar instrument. 

Q-15. Will the unearned income of 
a child who is subject to section 1(i) 
that is attributable to gifts given to 
the child under the Uniform Gift to 
Minors Act (UGMA) be subject to 
tax under section 1(i)? 

A-15, Yes. A gift under the 
UGMA vests legal title to the prop- 
erty in the child although an adult 
custodian is given certain rights to 
deal with the property until the child 
attains majority. Any unearned in- 

come attributable to such a gift is the 

child's unearned income and is sub- 

ject to tax under section 1(i), whether 
distributed to the child or not. 

Q-16. Will a child who is a benefi- 
ciary of a trust be required to take 
into account the income of a trust in 

determining the child's tax liability 
under section 1(i)? 

A-16. The income of a trust must 
be taken into account for purposes 
of determining the tax liability of a 
beneficiary who is subject to section 
1(i) only to the extent it is included 
in the child's gross income for the 
taxable year under sections 652(a) or 
662(a). Thus, income from a trust 
for the fiscal taxable year of a trust 
ending during 1987, that is included 
in the gross income of a child who is 

subject to section 1(i) and who has a 
calendar taxable year, will be subject 
to tax under section 1(i) for the 
child's 1987 taxable year. 

Subsequent adjustments. 

Q-17. What effect will a subse- 

quent adjustment to a parent's tax- 
able income have on the child's tax 
liability if such parent's taxable in- 

come was used to determine the 
child's tax liability under section 1(i) 
for the same taxable year? 

A-17. If the parent's txable in- 

come is adjusted and if, for the same 
taxable year as the adjustment, the 
child paid tax determined under sec- 
tion 1(i) with reference to that par- 
ent's taxable income, then the child' s 
tax liability under section 1(i) must 
be recomputed using the parent's 
taxable income as adjusted. 

Q-18. In the case where more than 
one child who is subject to section 
1(i) uses the same parents taxable 
income to determine their allocable 
parental tax, what effect will a subse- 
quent adjustment to the net unearned 
income of one child have on the 
other child's share of the allocable 
parental tax? 

A-18. If, for the same taxable 
year, more than one child uses the 
same parent's taxable income to de- 
termine their share of the allocable 
parental tax and a subsequent adjust- 
ment is made to one or more of such 
children's net unearned income, each 
child's share of the allocable parental 
tax must be recomputed using the 
combined net unearned income of all 
such children as adjusted. 

Q-19. If a recomputation of a 
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child's tax under section 1(i), as a 
result of an adjustment to the taxable 
income of the child's parents or 
another child's net unearned income, 
results in additional tax being im- 

posed by section 1(i) on the child, is 
the child subject to interest and pen- 
alties on such additional tax? 

A-19. Any additional tax resulting 
from an adjustment to the taxable 
income of the child's parents or the 
net unearned income of another child 
shall be treated as an underpayment 
of tax and interest shall be imposed 
on such underpayment as provided in 
section 6601. However, the child 
shall not be liable for any penalties 
on the underpayment resulting from 
additional tax being imposed under 
section 1(i) due to such an adjust- 
ment. 

Example (6). D and M are the parents of C, 
a child under the age of 14. D and M file a 
joint return for 1988 and report taxable in- 

come of $69, 900. C has unearned income of 
$3, 000 and no itemized deductions for 1988. C 
properly reports a total tax liability of $635 
for 1988. This amount is the sum of the 
allocable parental tax of $560 on C's net 
unearned income of $2, 000 (the excess of 
$3, 000 over the sum of $500 standard deduc- 
tion and the first $500 of taxable unearned 
income) plus $75 (the tax imposed on C's first 
$500 of taxable unearned income). See A-3. 
One year later, D and M's 1988 tax return is 
adjusted on audit by adding an additional 
$1, 000 of taxable income. No adjustment is 
made to the amount reported as C's net 
unearned income for 1988. However, the ad- 
justment to D and M's taxable income causes 
C's tax liability under section 1(i) for 1988 to 
be increased by $50 as a result of the phase- 
out of the 15 percent rate bracket. See A-20. 
In addition to this further tax liability, C will 

be liable for interest on the $50. However, C 
will not have to pay any penalty on the 
delinquent amount. 

Miscellaneous rules. 

Q-20. Does the phase-out of the 
parent's 15 percent rate bracket and 
personal exemptions under section 
1(g), if applicable, have any effect on 
the calculation of the allocable paren- 
tal tax imposed on a child's net 
unearned income under section l(i)? 

A-20. Yes. Any phase-out of the 
parent's 15 percent rate bracket or 
personal exemptions under section 
1(g) is given full effect in determining 
the tax that would be imposed on the 
sum of the parent's taxable income 
and the total net unearned income of 
all children of the parent. Thus, any 
additional tax on a child's net un- 

earned income resulting from the 
phase-out of the 15 percent rate 

bracket and the personal exemptions 
is reflected in the tax liability of the 
child. 

Q-21. For purposes of calculating 
a parent's tax liability or the al- 

locable parental tax imposed on a 
child, are other phase-outs, limita- 

tions, or floors on deductions or 
credits, such as the phase-out of the 

$25, 000 passive loss allowance for 
rental real estate activities under sec- 
tion 469(i)(3) or the 2 percent of AGI 
floor on miscellaneous itemized de- 

ductions under section 67, affected 
by the addition of a child's net 
unearned income to the parent's tax- 
able income? 

A-21. No. A child's net unearned 
income is not taken into account in 

computing any deduction or credit 
for purposes of determining the par- 
ent's tax liability or the childs al- 

locable parental tax. Thus, for exam- 

ple, although the amounts allowable 
to the parent as a charitable contri- 
bution deduction, medical expense 
deduction, section 212 deduction, or 
a miscellaneous itemized deduction 
are affected by the amount of the 
parent's adjusted gross income, the 
amount of these deductions that is 

allowed does not change as a result 
of the application of section 1(i) 
because the amount of the parent's 
adjusted gross income does not in- 

clude the child's net unearned in- 

come. Similarly, the amount of item- 

ized deductions that is allowed to a 
child does not change as a result of 
section 1(i) because section 1(i) only 
affects the amount of tax liability 
and not the child's adjusted gross 
income. 

Q-22. If a child is unable to ob- 
tain information concerning the tax 
return of the child's parents directly 
from such parents, how may the 
child obtain information from the 
parent's tax return which is necessary 
to determine the child's tax liability 
under section 1(i)? 

A-22. Under section 610(e)(1) 
(A)(iv), a return of a parent shall, 
upon written request, be open to 
inspection or disclosure to a child of 
that individual (or the child's legal 
representative) to the extent necessary 
to comply with section 1(i). Thus, a 
child may request the Internal Reve- 
nue Service to disclose sufficient tax 
information about the parent to the 

child so that the child can properly 
file his or her return. 

Lawrence B. Gibbs, 
Commissioner of 

Internal Revenue. 
Approved August 25, 1987. 

O. Donaldson Chapoton, 
Acting Assistant 

Secretary of the 
Treasury. 

(Filed by the Office of the Federal Register on 
September 3, 1987 at 8:45 a. m. , and pub- 

lished in the issue of the Federal Register on 

September 4, 1987, 52 F. R. 33577) 

Part IV. — Credits Against Tax 

Subpart A. -ffonrefundable Personal Credits 

Section 23. — Residential Energy 
Credit 

26 CFR 1. 23-1: Residential energy credil. 

T. D. 8146 

TITLE 26 — INTERNAL REVENUE. — 
CHAPTER 1, SUBCHAPTER A- 
PART I. — INCOME TAX; TAXABLE 
YEARS BEGINNING AFTER 
D ECE M BE R 31, 1953. — PART 
601. — STATE ME N T OF 
PROCEDURAL RULES 

Residential Energy Credit 

AGENCY: Internal Revenue Service, 
Treasury. 

ACTION: Final regulations. 

SUMMARY: This document contains 
final regulations under section 23 
(formerly section 44C) of the Internal 
Revenue Code relating to the residen- 
tial energy credit. Changes to the 
applicable tax law were made by 
sections 201(a), 202, and 203 of the 
Crude Oil Windfall Profit Tax Act 
of 1980 [Pub. L. 96-223, 1980-3 C. B. 
1, 28]. These regulations provide the 
public with the guidance needed to 
comply with the law. The document 
also amends final regulations under 
section 6050D, relating to informa- 
tion returns with respect to energy 
grants and financing, because the 
residential energy credit has expired. 

DATES: 

EFFECTIVE DATES 

The redesignations, revisions and 
amendments are effective for taxable 
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years beginning after December 31, 1983, except as follows: 

Effective Dates 

For expenditures made after April 19, 
1977 
For expenditures made after April 19, 
1977, in taxable years beginning before 
January 1, 1980 
For expenditures made after April 19, 
1977, in taxable years beginning before 
January 1, 1984 
For expenditures made after December 
31, 1979 

For expenditures made in taxable years 
beginning after December 31, 1979 
For financing or grants made in tax- 
able years beginning after December 
31, 1980 
For taxable years beginning after De- 
cember 31, 1980 

For financing and grants with respect 
to energy conservation expenditures 
and renewable energy source expendi- 
tures made after December 31, 1985 

Addition of the first sentence in new paragraph (d)(3)(i) of $1. 44C-I. 
Addition of a new paragraph (d)(3)(ii) to $1. 44C-L 
Revision of the second sentence in paragraph (d)(2)(i) of 51. 44C-L 
Revision within example (2) in paragraph (h)(4) of $1. 44C-3. 

Amendments to redesignated paragraph (d)(4)(ii) of 51. 44C-1. 

Addition of a new sentence at the beginning of the flush material in 
paragraph (b)(2) of $1. 44C-2. 
Amendment to paragraph (d)(4)(iv) of $1. 44C-2. 
Amendment to the flush material in paragraph (e)(1)(iii) of $1. 44C-2. 
Amendment to the first sentence of paragraph (e)(2) of $1. 44C-2. 
Revisions in paragraph (f)(1) of $1. 44C-2. 
Revisions and addition within paragraph (f)(4) of $1. 44C-2. 
Amendments to paragraphs (g) and (h) of $1. 44C-2. 
Revisions of the heading and text of paragraph (j)(1) of $1. 44C-3. 
Revision of paragraph (c) of fj1. 44C-1. 

Addition of a new paragraph (i) to $1. 44C-2. 
Revision of paragraph (c) of $1. 44C-3. 

Redesignation of and within paragraph (d)(3) of $1. 44C-I. 
Addition of the second and third sentences in new paragraph (d)(3)(i) of 
51. 44C-1. 
Amendment to the first sentence of paragraph (e) of $1. 44C-I, concerning 
the reference to paragraph (d)(3). 
Amendments to $1. 6050D-1. 

The residential energy credit does not 
apply to expenditures made after De- 
cember 31, 1985. However, any un- 
used credit may be carried forward 
to taxable years beginning before 
January 1, 1988. 

SUPPLEMENTARY 
INFORMATION: 

BACKGROUND 

On October 31, 1985, the FED- 
ERAL REGISTER published pro- 
posed regulations (50 FR 45423) 
[LR-73-80, 1985-2 C. B. 763] to the 
Income Tax Regulations (26 CFR 
Part 1) under section 23 (formerly 
section 44C) of the Internal Revenue 

Code of 1954. The amendments were 

proposed to conform the regulations 

to sections 201(a), 202, and 203 of 
the Crude Oil Windfall Profit Tax 
Act of 1980 (Pub. L. 96-223, 94 Stat. 
256, 258) and section 471 of the Tax 
Reform Act of 1984 (Pub. L. 98-369, 
98 Stat. 825) [1984-3 C. B. (Vokl)1]. 

A public hearing was held on Febru- 
ary 14, 1986. After consideration of 
all comments regarding the proposed 
amendments, those amendments are 
adopted as revised by this Treasury 
decision. 

In addition, on March 29, 1985, 
the FEDERAL REGISTER published 
final regulations (50 FR 12531) [T. D. 
8018, 1985-1 C. B. , 347] to the In- 
come Tax Regulations (26 CFR Part 
1) under section 6050D. These regula- 
tions are amended because the resi- 
dential energy credit has expired. It 
does not apply to expenditures made 
after December 31, 1985. 

SUMMARY OR COMMENTS 
IN GENERAL 

Under section 23 a credit against 
Federal income tax is allowed for 
"qualified energy conservation ex- 
penditures" and "qualified renewable 
energy source expenditures. " 

Section 1. 23-1(c) of the final regu- 
lations reflects the statutory increase 

of the credit for renewable energy 
source expenditures to 40 percent of 
up to $10, 000 of expenditures, for a 
maximum credit of $4, 000. Section 
1. 23-1(d)(3) provides that expendi- 
tures financed with subsidized energy 
financing or Federal, state or local 
nontaxable grants are not taken into 
account in computing the credit ex- 
cept to reduce the maximum amount 
of allowable expenditures. 

Section 1. 23-2(b) expands the defi- 
nition of the term "renewable energy 
source expenditures. " Certain ex- 
penditures for an onsite well drilled 
for any geothermal deposit are 
treated as renewable energy source 
expenditures, but only if the taxpayer 
has not elected under section 263(c) 
to deduct any portion of such expen- 
ditures. 

Section 1. 23-2(f) expands the defi- 
nition of the term "solar energy 
property" (a category of "renewable 
energy source property") to include 
systems that use solar energy to pro 
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duce electricity. In addition, certain 
solar roof panels, although structural 
components of the buildings in which 
they are installed, are treated as 
renewable energy source property. 

SUBSIDIZED ENERGY 
FINANCING 

Section 1. 23-2(i)(1) of the final 
regulations defines subsidized energy 
financing. The definition clarifies 
that financing is subsidized if the 
interest rate or other terms of the 
financing provided to the taxpayer in 
connection with a government energy 
program or used to raise funds for 
the program are more favorable than 
the terms generally available commer- 
cially. In addition, financing is subsi- 
dized if the principal obligation of 
the financing provided to the tax- 
payer is reduced by funds provided 
under the program. 

In example (5) of $1. 23-2(i)(2), a 
taxpayer borrows $3, 000 from a bank 
in order to purchase a solar water 
heating system. The bank uses $500 
of the funds it receives under a 
Federal program, a principal purpose 
of which is to provide subsidized 
financing for projects designed to 
conserve or produce energy, to re- 
duce the principal obligation of the 
loan to the taxpayer to $2, 500. The 
amount of subsidized energy financ- 
ing is $3, 000. 

Many commentators objected to 
defining subsidized energy financing 
to include more than the amount of 
the actual subsidy received from a 
government program (i. e. , more than 
the $500 referred to in example (5) of 
$1. 23-2(i)(2)). Another commentator 
objected to defining the term to 
include more than the amount of 
expenditures taken into account for 
purposes of determining the amount 
of financial assistance disbursed un- 

der a government energy program. In 
addition, some commentators criti- 
cized the retroactive application of 
the definition. 

The final regulations retain the 
definition of subsidized energy fi- 
nancing included in the proposed 
regulations because that definition 
and its effect are supported by Code 
section 23(c)(10)(C), which was added 
to the Code by section 203(a) of the 
Windfall Profit Tax Act of 1980 
("Act"), and the language contained 
in the Conference Report explaining 
the section (H. R. Rep. No. 96-817, 

96th Cong. , 2d. Sess. 121 (1980) 
[1980-3 C. B. , 245]). Section 
23(c)(10)(C) defines subsidized energy 
financing as "financing provided un- 

der a Federal, State, or local pro- 
gram a principal purpose of which is 
to provide subsidized financing for 
projects designed to conserve or pro- 
duce energy" (emphasis added). 
Thus, the definition refers to financ- 
ing provided under a government 
program, not just the cost to a 
government of its subsidy with re- 
spect to the financing. In addition, 
the Conference Report states on page 
121 [1980-3 C. B. , 281] that "the 
purchaser of the eligible equipment 
must choose between the tax credit, 
on the one hand, and subsidized 
energy loans and nontaxable grants, 
on the other hand"*. [T]he portion 
of the expenditures which is provided 
by subsidized energy financing 
[$3, 000 in example (5)] is not to be 
eligible for a tax credit. " 

The effective date of the definition 
of subsidized energy financing con- 
tained in the final regulations is for 
financing made in taxable years be- 
ginning after December 31, 1980. 
This is the effective date provided by 
section 203(c) of the Act. 

In defining subsidized energy fi- 
nancing section 1. 23-2(i)(1) provides 
that the source from which the funds 
for a government energy program are 
derived is not a factor to be taken 
into account in determining whether 
the financing is subsidized. The defi- 
nition of subsidized energy financing 
only requires that subsidized funds be 
made available under Federal, State 
and local programs. It does not dis- 
tinguish among revenue sources fi- 
nancing such programs. Thus, below 
market loans provided through Fed- 
eral, State or local government en- 
ergy programs that are funded with 
amounts received from oil overcharge 
funds are subsidized energy financing 
as illustrated by example (2) in 
$1. 23-2(i)(2). Several commentators 
suggested excluding such loans from 
the definition of subsidized energy 
financing. The final regulations do 
not adopt this suggestion because the 
purpose of adding section 23(c)(10) 
to the Code, as stated on page 121 of 
the Conference Report, was to pre- 
vent a taxpayer from taking both a 
tax credit with respect to expendi- 
tures made for eligible equipment 
and using subsidized energy loans 
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under a Federal, State or local pro- 

gram to purchase such equipment. If 
a taxpayer is allowed a tax credit 

with respect to expenditures paid for 
with subsidized financing obtained 

through a government program the 
funds for which are derived from 
certain sources and not allowed a tax 
credit where the funds are derived 
from other sources, the purpose of 
section 23(c)(10) is thwarted. 

NON-TAXABLE GRANTS 

Section 1. 23-1(i)(2) of the final 
regulations states that subsidized en- 
ergy financing does not include 
grants, whether or not includible in 
gross income under section 61. One 
commentator thought that grants 
should be included within the defini- 
tion of subsidized energy financing 
because grants provide taxpayers with 
a double benefit in the same manner 
as subsidized loans. 

Section 23(c)(10)(C) defines subsi- 
dized energy financing as financing 
provided under a Federal, State or 
local program. The Conference Re- 
port under the Act, at page 121, 
states that "[g]rants which are tax- 
able are not taken into account under 
these rules [relating to subsidized 
energy financing] because their taxa- 
tion serves as a partial offset". How- 
ever, with respect to non-taxable 
grants, section 23(c)(10)(B)(ii) pro- 
vides that the dollar limits provided 
for in section 23(b)(1) and (2) with 
respect to energy conservation prop- 
erty or renewable energy source prop- 
erty, respectively, are reduced by the 
amount of any grants not included in 
the taxpayer's gross income. Thus, 
while non-taxable grants do not con- 
stitute subsidized energy financing 
they nevertheless are taken into ac- 
count for purposes of reducing quali- 
fied expenditures. See $1. 23-1(d)(3)(i) 
of the final regulations. 

PERFORMANCE AND QUALITY 
STANDARDS 

The proposed regulations contained 
performance and quality standards 
for energy-conserving components 
and solar energy property. Several 
commentators stated that some of the 
standards for solar energy property 
were unnecessary because they dupli- 
cate existing industry standards. In 
addition, the energy conservation 
property credit expired on December 
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31, 1985. Because those proposed 
standards would have applied only 
after their publication in the final 
regulations, they would serve no use- 
ful purpose. Accordingly, the pro- 
posed energy conservation property 
and the solar property standards are 
deleted from the final regulations. 

REGULATORY FLEXIBILITY 
ACT; EXECUTIVE ORDER 12291; 
AND PAPERWORK REDUCTION 

ACT OF 1980 

The Commissioner of Internal Rev- 
enue has determined that this final 
rule is not a major rule as defined in 
Executive Order 12291 and that a 
Regulatory Impact Analysis is there- 
fore not required. 

Although a notice of proposed 
rulemaking soliciting public comment 
was issued, the Internal Revenue Ser- 
vice concluded when the notice was 
issued that the regulations are inter- 
pretative and that the notice and 
public procedure requirements of 5 
U. S. C. 553 do not apply. Accord- 
ingly, the final regulations do not 
constitute regulations subject to the 
Regulatory Flexibility Act (5 U. S. C. 
chapter 6). The reporting require- 
ments added by this document have 
been submitted to the Office of Man- 
agement and Budget (0MB) in 
accordance with the requirements of 
the Paperwork Reduction Act of 
1980. The reporting requirements 
have been approved by OMB (control 
number 1545-0232). 

Proposed amendments to the 
regulations 

Accordingly, 26 CFR Parts 1, 601 
and 602 are amended as follows: 

Paragraph 1. The authority for 
Part 1 is amended by adding the 
following citation: 

Authority: 26 U. S. C. 7805. 
Sections 1. 23-1 — 1. 23-6 also issued 
under 26 U. S. C. 23. 

Par. 2. $1. 44C-1 is redesignated as 
$1. 23-1 and is amended as follows: 

1. Paragraph (a) is amended- 
a. By removing from the first sen- 

tence "Section 44C" and adding in 
its place the words "Section 23 or 
former section 44C", 

b. By removing from the third 
sentence "$1. 44C-3" and adding in 
its place "$1. 23-3", and 

c. By removing from the seventh 
sentence "$1. 44C-3(h)" and adding 
in its place "$1. 23-3(h)". 

2. Paragraph (b) is amended by 
removing from the last sentence 
"$1. 44C-2(a)" and adding in its 
place "$1. 23-2(a) ". 

3. Paragraph (c) is revised to read 
as set forth below. 

4. Paragraph (d) is amended- 
a. By removing from the first sen- 

tence of paragraph (d)(2)(i) 
"$1. 44C-3(h)" and adding in its 
place "$1. 23-3(h)", 

b. By revising the second sentence 
of paragraph (d)(2)(i) to read as set 
forth below, 

c. By removing from the last sen- 
tence of paragraph (d)(2)(ii) "$1. 44C- 
3(h)" and adding in its place 
"$1. 23(h)", 

d. By redesignating paragraph 
(d)(3)(i), (ii), (iii), (iv), (v), (vi), (vii), 
(viii), (ix), and (x) as paragraph 
(d)(4)(ii)(A), (B), (C), (D), (E), (F), 
(G), (H), (I), and (J), respectively, 
and by inserting a new paragraph 
(d)(3) after paragraph (d)(2) to read 
as set forth below, 

e. By inserting a new paragraph 
(d)(4)(i) after new paragraph (d)(3) to 
read as set forth below, 

f. By removing from the heading 
of redesignated paragraph (d)(4)(ii) 
the words "Tax Liability Limita- 
tion. " and adding in their place "For 
taxable years beginning before Janu- 
ary 1, 1984. ", and 

g. In redisignated paragraph 
(d)(4)(ii) introductory text, by remov- 
ing the first word, "The", and add- 
ing in its place the words "For 
taxable years beginning before Janu- 
ary 1, 1984, the". 

5. Paragraph (e) is amended- 
a. By removing from the heading 

the word "Carryover" and adding in 
its place the word "Carryforward", 

b. By removing from the first sen- 
tence "section 44C(b)(5)" and adding 
in its place "section 23(b)(5) (or 
former section 44C(b)(5))", 

c. By removing from the first sen- 
tence "paragraph (d)(3)", and adding 
in its place "paragraph (d)(4)", and 

d. By removing the words "car- 
ryover" and "carried over" wherever 
they appear and adding in their place 
the words "carryforward" and "car- 
ried forward", respectively. 

$1. 23-1 Residential energy credit. 

(c) Qualified renewable energy 
source expenditures. In the case of 
taxable years beginning after Decem- 

ber 31, 1979, the qualified renewable 
energy source expenditures are 40 
percent of the renewable energy 
source expenditures made by the tax- 
payer during the taxable year (and 
before January 1, 1986) with respect 
to the dwelling unit that do not 
exceed $10, 000. In the case of tax- 
able years beginning before January 
1, 1980, the qualified renewable en- 
ergy source expenditures are the re- 
newable energy source expenditures 
made by the taxpayer with respect to 
the dwelling unit during the taxable 
year, but not in excess of— 

(1) 30 percent of the expenditures 
up to $2, 000, plus 

(2) 20 percent of the expenditures 
over $2, 000, but not more than 
$10, 000. 

See &1. 23-2(b) for the definition of 
renewable energy source expendi- 
tures. 

(d) Limitation. *** 
(2) Prior expenditures taken into 

account — *(i) In general. *** In the 
case of expenditures made during 
taxable years beginning before Janu- 
ary 1, 1980, the reduction of the 
maximum amount under paragraph 
(c) must first be made with respect to 
the first $2, 000 of expenditures (to 
which a 30 percent rate applies) and 
then with respect to the next $8, 000 
of expenditures (to which a 20 per- 
cent rate applies). *** 

(3) Effects of grants and subsi- 
dized energy financing — (i) In gen- 
eral. Qualified expenditures financed 
with Federal, State, or local grants 
shall be taken into account for pur- 
poses of computing the residential 
energy credit only if the amount of 
such grants is taxable as gross in- 
come to the taxpayer under section 
61 (relating to the definition of gross 
income) and the regulations thereun- 
der. In the case of taxable years 
beginning after December 31, 1980, 
qualified expenditures made from 
subsidized energy financing (as de- 
fined in $1. 23-2(i)) shall not be taken 
into account (except as provided in 
the following sentence) for purposes 
of computing the residential energy 
credit. In addition, the taxpayer must 
reduce the maximum amount of al- 
lowable expenditures (reduced as pro- 
vided in paragraph (d)(2) of this 
section) with respect to the dwelling 
unit in computing qualified energy 
conservation expenditures (under 
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paragraph (b) of this section) or 
qualified renewable energy source ex- 
penditures (under paragraph (c) of 
this section), whichever is appropri- 
ate, by an amount equal to the sum 
of— 

(A) The amount of expenditures 
from subsidized energy financing (as 
defined in I)1. 23-2(i)) that were made 
by the taxpayer during the taxable 
year or any prior taxable year begin- 
ning after December 31, 1980, with 

respect to the same dwelling unit, 
and 

(B) The amount of any funds re- 
ceived by the taxpayer during the 
taxable year or any prior taxable year 
beginning after December 31, 1980, 
as a Federal, State, or local govern- 
ment grant made in taxable years 
beginning after December 31, 1980, 
that were used to make qualified 
expenditures with respect to the same 
dwelling unit and that were not in- 

cluded in the gross income of the 
taxpayer. 

(ii) Example. The provisions of 
this paragraph (d)(3) may be illus- 

trated by the following example: 

Example. A had in 1979 made a renewable 

energy source expenditure of $2, 000 in connec- 
tion with A's residence for which he took the 

then allowed credit of $600. In 1981 A made 

additional renewable energy source expendi- 

tures of $9, 000 with respect to which he 

received a loan of $5, 000 from the Federal 
Solar-Energy and Energy Conservation Ba;nk. 
Assume that the loan is subsidized energy 

financing. A computes the credit as follows: 

The initial maximum allowable dollar limit is 

$10, 000 which is reduced by the sum of the 

prior year expenditures of $2, 000 and the 

subsidized energy financing loan of $5, 000 
leaving a dollar limit of $3, 000 ($10, 000— 
($2, 000 + 5, 000)). The $5, 000 portion of the 

$9, 000 funded by the subsidized energy financ- 

ing loan is not allowed as a renewable energy 

source expenditure. The remaining expendi- 

tures in 1981 are $4, 000 ($9, 000 — $5, 000). 
However, this amount exceeds the allowed 

maximum dollar limit of $3, 000. Therefore, 
A's creditable expenses for 1981 are only 

$3 000 on which the credit is $1, 200 (40 
percent of $3, 000). 

(4) Tax liability limitation — (i) For 
taxable years beginning after Decem- 

ber 31, 1983. For taxable years be- 

ginning after December 31, 1983, the 
credit allowed by this section shall 

not exceed the amount of tax im- 

posed by chapter 1 of the Internal 

Revenue Code of 1954 for the tax- 
able year, reduced by the sum of 
credits allowable under— 

(A) Section 21 (relating to expenses 

for household and dependent care 

services necessary for gainful employ- 

ment), 
(B) Section 22 (relating to credit 

for the elderly and the permanently 

and totally disabled), and 

(C) Section 24 (relating to contri- 
butions to candidates for public of- 
fice). 
See section 26(b) and (c) for certain 
taxes that are not treated as imposed 

by chapter 1. 

Par. 3. Section 1. 44C-2 is 
redesignated as I)1. 23-2 and is 

amended as follows: 
1. In the introductory text, the 

language "section 44C" is removed 

and the language "section 23 or 
former secton 44C" is added in its 

place. 
2. Paragraph (a) thereof is 

amended- 
a. By removing from the last sen- 

tence of paragraph (a)(1)(i) 
"nil. 44C-3(e)" and adding in its 

place "$1. 23-3(e)", and 
b. By removing from the second 

sentence of paragraph (a)(1)(iii) 
"Ii 1. 44C-3(f)" and adding in its 
place "Ii 1. 23-3(f)". 

3. Paragraph (b) is amended- 
a. By removing from the last sen- 

tence of paragraph (b)(1) 
"$1. 44C-3(e)" and adding in its 

palce "I)1. 23-3(e)", and 
b. By adding a new sentence as 

flush material immediately before the 
flush material that follows paragraph 
(b)(2), to read as set forth below. 

4. Paragraph (c)(4) is amended by 
removing from the first sentence 
"(i1. 44C-4" and adding in its place 
44)I 23 479 

5. Paragraph (d) is amended- 
a. By removing from paragraph 

(d)(3) "C)1. 44C-4" and adding in its 

place "II1. 23-4", 
b. By removing from the first sen- 

tence of paragraph (d)(4)(iv) the 
word "include" and adding in its 

place the word "mean", and 
c. By removing from the last sen- 

tence of paragraph (d)(4)(viii) 
"()1. 44C-6" and adding in its place 
45)I 23 617 

6. Paragraph (e) is amended- 
a. By removing from paragraph 

(e)(1)(iii) "I)1. 44C-4" and adding in 

its place "Oil. 23-4", 
b. By removing the first sentence 

from the flush material immediately 
following paragraph (e)(1)(iii) and 
adding in its place a new sentence to 

read as set forth below. 

c. By removing "(i1. 44C-3(l)" 
from the last sentence in the flush 

material following paragraph 
(e)(1)(iii) and adding in its place 
"() 1. 23-3(1)", 

d. By adding in paragraph (e)(2) 
the words "or (in the case of expen- 
ditures made after December 31, 
1979) electricity" immediately follow- 

ing the words "or providing hot 
water" in the first sentence, and 

e. By removing from the last sen- 

tence of paragraph (e)(2) "Ii 1. 44C-6" 
and adding in its place "Iil. 23-6". 

7. Paragraph (f) is amended- 
a. By revising the first and third 

sentences of paragraph (f)(1) to read 
as set forth below, 

b. By revising the third sentence of 
paragraph (f)(4) and adding two new 

sentences immediately after that sen- 

tence, to read as set forth below. 

8. Paragraph (g) is amended by 
removing from the beginning of the 
first sentence the word "includes" 
and adding in its place the word 
"means". 

9. Paragraph (h) is amended by 
removing from the first sentence the 
word "includes" and adding in its 
place the word "means" and by 
adding a new sentence immediately 
after the first sentence to read as set 
forth below. 

10. A new paragraph (i) is added 
immediately after paragraph (h) to 
read as set forth below. 
|i1. 23-2 Definitions. 

(b) Renewable energy source 
expenditures. ***Additionally, the 
term "renewable energy source ex- 
penditures" includes expenditures 
made after December 31, 1979, and 
before January 1, 1986, for an onsite 
well drilled for any geothermal de- 
posit (as defined in paragraph (h)), 
or for labor costs properly allocable 
to onsite preparation, assembly, or 
original installation of such well, but 
only if the requirements of paragraph 
(b)(1) and (2) of this section are met 
and the taxpayer has not elected 
under section 263(c) to deduct any 
portion of such expenditures or al- 
locable labor costs. *** 

(e) Renewable energy source prop- 
erty — (1) In general. *** 

(iii)**~ 
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Renewable energy source property 

does not include heating or cooling 
systems, nor systems to provide hot 
water or electricity, which serve to 
supplement renewable energy source 
equipment in heating, cooling, or 
providing hot water or electricity to a 
dwelling unit, and which employ a 
form of energy (such as oil or gas) 
other than solar, wind, or geothermal 
energy (or other forms of renewable 
energy provided in paragraph (e)(2) 
of this section). *** 

(f) Solar energy property — ( I) In 
general. The term "solar energy 
property" means equipment and ma- 
terials of a solar energy system as 
defined in this paragraph (and parts 
solely related to the functioning of 
such equipment) which, when in- 
stalled in connection with a dwelling, 
transmits or uses solar energy to heat 
or cool the dwelling or to provide 
hot water or (in the case of expendi- 
tures made after December 31, 1979) 
electricity for use within the dwelling. 
***Property which uses, as an energy 
source, fuel or energy which is indi- 
rectly derived from sunlight (solar 
radiation), such as fossil fuel or 
wood or heat in underground water, 
is not considered solar energy 
property. *** 

(4) Components with dual 
functions. ***For example, roof 
ponds that form part of a roof 
(including additional structural com- 
ponents to support the roof), win- 
dows (including clerestories and sky- 
lights) and greenhouses do not 
qualify as solar energy property. 
However, with respect to expendi- 
tures made after December 31, 1979, 
a solar collector panel installed as a 
roof or portion thereof (including 
additional structural components to 
support the roof attributable to the 
collector) does not fail to qualify as 
solar energy property solely because 
it constitutes a structural component 
of the dwelling on which it is in- 
stalled. For this purpose, the term 
"solar collector panel" does not in- 
clude a skylight or other type of 
window. *** 

(h) Geothermal energy proper- 
ty. ***With respect to expenditures 
made after December 31, 1979, the 
term "geothermal energy property" 
also means equipment (and parts 
solely related to the functioning of 

such equipment) necessary to trans- 
mit or use energy from a geothermal 
deposit to produce electricity for use 
within the dwelling. *** 

(i) Subsidized energy financing— 
(1) In general. The term "subsidized 
energy financing" means financing 
(e. g. , a loan) made directly or indi- 
rectly (such as in association with, or 
through the facilities of, a bank or 
other lender) during a taxable year 
beginning after December 31, 1980, 
under a Federal, State, or local pro- 
gram, a principal purpose of which is 
to provide subsidized financing for 
projects designed to conserve or pro- 
duce energy. For purposes of this 
paragraph (i), financing is made 
when funds that constitute subsidized 
energy financing are disbursed. Subsi- 
dized energy financing includes fi- 
nancing under a Federal, State, or 
local program having two or more 
principal purposes (provided that at 
least one of the principal purposes is 
to provide subsidized financing for 
projects designed to conserve or pro- 
duce energy), but only to the extent 
that the financing- 

(i) Is to be used for energy pro- 
duction or conservation purposes, or 

(ii) Is provided out of funds desig- 
nated specifically for energy produc- 
tion or conservation. Loan proceeds 
meet the use test of paragraph 
(i)(1)(i) of this section only to the 
extent that the loan application, the 
loan instrument, or any other loan- 
related documents indicate that the 
funds are intended for such use. 
However, loan proceeds designated 
for the purchase either of property 
that contains "insulation" or any 
"other energy-conserving compo- 
nent" or of "renewable energy 
source property" as defined in para- 
graphs (c), (d), and (e), respectively, 
of this section meet the test of 
paragraph (i)(1)(i) of this section. 
Financing is subsidized if the interest 
rate or other terms of the financing 
(including any special tax treatment) 
provided to the taxpayer in connec- 
tion with the program or used to 
raise funds for the program are more 
favorable than the terms generally 
available commercially. In addition, 
financing is subsidized if the princi- 
pal obligation of the financing pro- 
vided to the taxpayer is reduced by 
funds provided under the program. 
The source from which the funds for 
the program are derived is not a 

factor to be taken into account in 
determining whether the financing is 
subsidized. If a public utility dis- 
burses funds for the financing of 
energy conservation or renewable en- 
ergy source property under a pro- 
gram that obtains the funds through 
sales to the utility's ratepayers, the 
program is not considered to be a 
Federal, State or local program even 
though the utility is a governmental 
agency, and, thus, the funds are not 
subsidized energy financing. Subsi- 
dized energy financing does not in- 
clude a grant includible in gross 
income under section 61, nontaxable 
grants, a credit against State or local 
taxes made directly to the taxpayer 
claiming the credit provided for in 
section 23, or a loan guarantee made 
directly to the taxpayer claiming the 
credit provided for in section 23. 

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

Example (tj. State A has a farm and home 
loan program. The program is used to provide 
low interest mortgage loans. In 1984 State A' s 
legislature enacted statutory amendments to its 
farm and home loan program in an effort to 
encourage energy-conservation-type measures. 
Low interest loans for such improvements were 
made available to qualified purchasers and 
owners under the farm and home loan pro- 
gram. The energy conservation measures subsi- 
dized by the program include energy conserv- 
ing components and renewable energy source 
devices. State A's tax exempt bonds are the 
source of funds for loans under the program. 
Although the 1984 legislation authorizing loans 
for energy conserving components and renew- 
able energy source improvements did not di- 
minish the original purpose of the farm and 
home loan program, the 1984 legislation added 
another principal purpose to the program. 
Therefore, State A's program which has two 
principal purposes, one of which is the conser- 
vation or production of energy, is considered 
as providing subsidized energy financing for 
purposes of section 23(c)(101 of the Code, to 
the extent that financing is provided by State 
A out of funds designated specifically for 
energy production or conservation. State A' s 
program will also be considered as providing 
subsidized energy financing to the extent that 
the loan proceeds are to be used for energy 
production or conservation purposes. Loan 
proceeds meet the use test of the preceding 
sentence only to the extent that the loan 
application, the loan instruments, or any other 
loan-related documents indicate that the funds 
are intended for such use. 

Example (2). The United States Department 
of Energy disburses funds to State B that the 
Department received from settlements from 
alleged petroleum pricing and allocation viola- 
tions. State B establishes a program under 
which B will use the funds to make loans at 
below market interest rates directly to qualified 
applicants for the purchase of renewable en- 
ergy source property. B's loans are subsidized 
energy financing. 
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Example (3). State C establishes a program 

under which C will make loans at below 
market interest rates directly to qualified appli- 
cants for the purchase of renewable energy 
source property. The program is funded with 
money that State C was able to borrow after it 

obtained a loan guarantee from a Federal 
agency, C's loans provided under the program 
are subsidized energy financing. 

Example (4), Company D is an electric 
utility that is a federal agency. D purchases its 
electricity from another federal agency, trans- 
mits the electricity over its own distribution 
system, and sells the electricity to numerous 
local public utilities that in turn sell the 
electricity to their customers. D wishes to start 
a program under which D will make loans at 
below market interest rates directly to custom- 
ers of the local utilities for the purchase of 
renewable energy source property from D. The 
local public utility will act as the collection 
agent for repayment of the loans. The loans 
will be repayable over a period of time not in 

excess of l5 years. Under law, D must cover 
its full costs through its own revenues derived 
from the sale of power and other services. 
While D may borrow for sale of bonds to the 
United States Treasury, D must borrow at 
rates comparable to the rates prevailing in the 
market for similar bonds. Thus, the subsidized 
loans made under D's program will be fi- 
nanced by the profits from the sale of electric- 
ity to consumers and not by the federal 
government. D's program, which is substan- 
tiany the same as that carried out by private 
(investor-owned) utilities, is not considered to 
be a Federal, State or local governmental 
program. Therefore, D's loans are not subsi- 
dized energy financing. 

Example (5). The Solar Energy and Energy 
Conservation Bank (Bank) disburses funds to 
State E. E disburses a portion of the funds to 
Financial Institution F. Both the Bank and 
State E make these disbursements under a 
program the principal purpose of which is to 
provide subsidized financing for projects de- 

signed to conserve or produce energy. F uses 
the funds to reduce a portion of the principal 
obligation on loans it issues to finance energy 
conservation or solar energy expenditures. Tax- 
payer G borrows $3, 000 from F in order to 
purchase a solar water heating system. F uses 
$500 of the funds it received from the Bank to 
reduce the principal obligation of the loan to 
G to $2, 500. The amount of subsidized energy 
financing to G is $3, 000. 

Example (6). State H allows a tax credit to 
Financial Institution J under a program the 
principal purpose of which is to provide loans 
at below market interest rates directly to 
qualified applicants for the purchase of renew- 
able energy source property. J receives a credit 
each year in the amount of the excess of the 
interest that would have been paid at private 
market rates over the actual interest paid on 
such loans. The State H tax credit arrange- 
ment is an interest subsidy. Thus, any low- 
interest loans made pursuant to this credit 
arrangements are subsidized energy financing. 

Par. 4. Section 1. 44C-3 is redes- 
ignated as $1. 23-3 and is amended as 
follows: 

1. Paragraph (a)(1) is amended by 
removing from the first sentence 
"section 44C" and adding in its 

place "section 23 or former section 
44C". 

2. Paragraph (b) is amended by 
removing "section 44C" in the first 
and second sentences and adding in 

place thereof "section 23 or former 
section 44C". 

3. The heading and text of para- 
graph (c) are revised to read as set 
forth below. 

4. Paragraph (d) is amended by 
removing ''$1. 44C — 2(a)'', 
"$1. 44C-2(b)", "$1. 44C-1(b)", and 
"i)1. 44C-I(c)" and adding in their 
places "411. 23-2(a) ", "$1. 23-2(b)", 
"$1. 23-1(b)" and "$1. 23-1(c)", re- 
spectively. 

5. Paragraph (e) is amended by 
removing from the first sentence 
"section 44C" and adding in its 
place "section 23 or former section 
44C". 

6. Paragraph (h) is amended- 
a. By removing from the first sen- 

tence of paragraph (h)(1)(i) and (ii) 
"section 44C" and adding in place 
thereof "section 23 or former section 
44C", 

b. By removing from paragraph 
(h)(2) "section 44C" and adding in 
its place "section 23 or former sec- 
tion 44C", 

c. By removing from paragraph 
(h)(2) "$1. 44C-I" and adding in its 
place "$1. 23-1", 

d. By removing from the second 
sentence of paragraph (h)(3) "section 
44C" and adding in its place "sec- 
tion 23 or former section 44C", 

e. By revising the first sentence of 
example (2) in paragraph (h)(4) to 
read as set forth below. 

7. Paragraph (j) is amended- 
a. By revising the heading and text 

of paragraph (j)(1) to read as set 
forth below, and 

b. By removing from the last sen- 
tence of the example in paragraph 
(j)(2) ' '$1. 44C-1(d)(1)' ' and 
"CI1. 44C-1(d)(2)" and adding in their 
places ' ' 

$ 1. 23 — 1(d)(1) ' ' and 
"51. 23-1(d)(2)", respectively. 

8. Paragraph (k) introductory text 
is amended by removing "section 
44C" and adding in its place "sec- 
tion 23 or former section 44C". 
$1. 23-3 Special rules. 

(c) Cross reference. For rules relat- 
ing to expenditures financed with 
Federal, State, or local government 
grants or subsidized financing see 
paragraph (d)(3) of $1. 23-1 and 

paragraph (i) of $1. 23-2. 

(h) Joint occupancy. *** 

(4) 
Example (2). In l 978, spouses C and D 

make $10, 000 of renewable energy source 
expenditures with respect to their principal 
residence, half of which is paid by each 
spouse. *" 

(j) Joint ownership of energy con- 
servation property or renewable en- 

ergy source property — (1) In general. 
Energy conservation property and re- 
newable energy source property in- 
clude property which is jointly owned 
by the taxpayer and another person 
(or persons) and installed in connec- 
tion with two or more dwelling units. 
For example, the fact that a wind- 
mill, solar collector, or geothermal 
well and distribution system is owned 
by two or more individuals does not 
preclude its qualification as renew- 
able energy source property. The 
amount of the credit allowable under 
section 23 shall be computed sepa- 
rately with respect to the amount of 
the expenditures made by each indi- 
vidual, subject to the limitations of 
$2, 000 imposed by section 23(b)(1) 
and $10, 000 imposed by section 
23(b)(2), per dwelling unit of jointly 
owned property. For example, in 
1982, A, B, and C purchased as joint 
owners renewable energy source 
property that serviced two houses. 
One of the houses is jointly owned 
and occupied by A and B and the 
other is owned and occupied by C 
alone. The renewable energy source 
property cost $30, 000 of which A 
paid $9, 000, B paid $6, 000, and C 
paid $15, 000. A and B must share 
the $4, 000 credit (40trro of $10, 000 
maximum) with respect to the expen- 
ditures for the jointly owned house. 
Therefore, A is allowed a $2, 400 
credit ($4 000 9, 000 

) 
$9, 000 + $6, 000 

and B is allowed a $1, 600 credit 

($4, 000 x ) 
$9, 000 + $6, 000 with re- 

spect to the expenditures attributable 
to the jointly owned house. C is 
entitled to a credit of $4, 000 with 
respect to the expenditures attribut- 
able to the other house. 

Par. 5. Section 1. 44C-4 is 
redesignated $1. 23-4. 

Par. 6. Section 1. 44C-5 is 

1987-2 C. B. 13 



Section 23 
redesignated as $1. 23-5 and is 
amended as follows: 

1. Paragraph (a) is amended- 
a. By removing from paragraph 

(a)(1) "$1. 44C-2(c)(1)" and adding 
in its place "$1. 23-2(c)(1)", 

b. By removing from paragraph 
(a)(2) "section 44C(c)(4)" and adding 
in its place "section 23(c)(4) or 
former section 44C(c)(4)", 

c. By removing from paragraph 
(a)(2) "$1. 44C-2(D)(4)" and adding 
in its place "fi1. 23-2(d)(4)", 

d. By removing from paragraph 
(a)(3) "$ L44C-2(f)", "1. 44C-2(g)" 
and "111. 44C-2(h)" and adding in 
their places ''$1. 23-2(f)'', 
"$1. 23-2(g)", and "$1. 23-2(h)", re- 
spectively, 

e. By removing from paragraph 
(a)(4) "Iil. 44C-2" and adding in its 
place "Cil. 23-2", and 

f. By removing from paragraph 
(a)(5) "II1. 44C-2" and adding in its 
place "Ii 1. 23-2". 

2. Paragraph (b)(1) is amended by 
removing from the first sentence the 
words "Assistant Commissioner 
(Technical), T:C:E, 1111 Constitution 
Avenue, N. W. , " and adding in their 
place the words "Associate Chief 
Counsel (Technical), CC:C:E, 1111 
Constitution Avenue, N. W. , ". 

3. Paragraph (c) is amended- 
a. By removing from the third 

sentence "$1. 44C-2" and adding in 
its place "$1. 23-2", and 

b. By removing from the last sen- 
tence "$1. 44C-4" and adding in its 
place "$1. 23-4". 

Par. 7. Section 1. 44C-6 is 
redesignated as $1. 23-6 and is 
amended as follows: 

1. Paragraph (a)(1) is amerced by 
removing from the first sentence 
"$1. 44C-2" and adding in its place 
cc)1 23 2&7 

2. Paragraph (e) is amended- 
a. By removing from the first sen- 

tence "$1. 44C-I" and adding in its 
place "$1. 23-1", and 

b. By removing from the third 
sentence "$1. 44C-4" and adding in 

its place "$L23-4". 
Par. 8. Paragraph (t) of (L1016-5 

is revised to read as follows: 
$1. 1016-5 Miscellaneous adjustments 
to basis. 

(t) Section 23 credit. In the case of 
property with respect to which a 
credit has been allowed under section 

23 or former section 44C (relating to 
residential energy credit), basis shall 
be adjusted as provided in paragraph 
(k) of $1. 23-3. 

Par. 9. Section 1. 6050D-1 is 
amended as follows: 

1. Paragraph (a) introductory text 
is amended by adding a new sentence 
immediately following the first sen- 
tence to read as set forth below. 

2. Paragraph (a)(1) is amended by 
removing the words "(as defined in 
section 48 and the regulations there- 
under) or a dwelling unit which" and 
adding in their place the words "or, 
in the case of financing or a grant 
for energy conservation expenditures 
or renewable energy source expendi- 
tures made by the taxpayer before 
January 1, 1986, a dwelling unit 
that". 
$1. 6050D-I Information returns re- 
lating to energy grants and financing. 

(a) Requirement of reporting. *** 
However, the preceding sentence shall 
not apply if none of the financing 
and grants provided under such pro- 
gram during the calendar year relate 
either to expenditures described in 
section 23(c)(1) or (2), relating to the 
residential energy credit, made by a 
taxpayer before January 1, 1986, 
with respect to a dwelling unit or to 
section 38 property (as defined in 
section 48 and the regulations 
thereunder). '** 

STATEMENT OF PROCEDURAL 
RULES 

(26 CFR Part 601) 

Par. 10. The authority citation for 
Part 601 continues to read as fol- 
lows: 

Authority: 26 U. S. C. 7805. 
Par. 11. Paragraph (c) of $601. 601 

is amended by revising the last sen- 
tence to read as follows: 
$601. 601 Rules and regulations. 

(c) Petition to change rules. *** 
However, in the case of petitions to 
amend the regulations pursuant to 
subsection (c)(4)(A)(viii) or (5)(A)(i) 
of section 23 or former section 44C, 
follow the procedure outlined in 
paragraph (a) of $1. 23-6. 

OMB CONTROL 
NUMBERS UNDER THE 

PAPERWORK 
REDUCTION ACT 
(26 CFR Part 602) 

Par. 10. The authority for Part 
602 continues to read as follows: 

Authority: 26 U. S. C. 7805. 
Par. 11. Paragraph (c) of $602. 101 

is amended by inserting in the appro- 
priate place in the table 
"5 L 6050D-1. . . 1545-0232". 

Lawrence B. Gibbs, 
Commissioner of 

Internal Revenue. 

Approved May 15, 1987. 

J. Roger Mantz, 
Assistant Secretary of 

the Treasury. 
(Filed by the Office of the Federal Register on 

July 15, 1987, at 8t45 a. m. , and published 
in the issue of the Federal Register for July 
16, 1987, 52 F. R. 26667) 

Subpart C. -Refundable Credits 

Section 32. — Earned Income 

26 CFR l. 32-1Tt Temporary reguiationsi ques- 
tions and answers concerning the employer's 
notification requirements. 

T. D. 8142 

TITLE 26. — INTERNAL REVENUE 
CHAPTER 1. — SUBCHAPTER A, 
PART 1 — INCOME TAX; TAXABLE 
YEARS BEGINNING AFTER 
DECEMBER 31, 1953 

Notice to Employees of Earned 
Income Credit 

AGENCY: Internal Revenue Service, 
Treasury, 
ACTION: Temporary regulations. 
SUMMARY: This document contains 
temporary regulations relating to the 
procedures necessary to implement 
the statutory requirement that em- 
ployers notify certain employees 
whose wages are not subject to in- 
come tax withholding that they may 
be eligible for the refundable earned 
income credit. These temporary regu- 
lations provide guidance to the em- 
ployers that are required to comply 
with those notification procedures. 
The text of the temporary regulations 
set forth in this document also serves 
as the text of the proposed regula- 
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tions cross-referenced *** [page 1031, 
this Bulletin]. 

EFFECTIVE DATE: Taxable years 
of employees beginning after Decem- 
ber 31, 1986. 

SUPPLEMENTARY INFORMA- 
TION: 

BACKGROUND 

This document contains temporary 
regulations relating to the procedures 
necessary to implement the statutory 
requirement that employers notify 
certain employees whose wages are 
not subject to income tax withhold- 
ing that they may be eligible for the 
refundable earned income credit. This 
document reflects the amendment 
made by section 111(e) of the Tax 
Reform Act of 1986 (100 Stat. 2108) 
[1986-3 C. B. (Vol. I) 1]. The tempo- 
rary regulations provided by this doc- 
ument will remain in effect until 
superseded by later temporary or 
final regulations. 

REGULATORY FLEXIBILITY 
ACT; 

EXECUTIVE ORDER 12291 

No general notice of proposed 
rulemaking is required by 5 U. S. C. 
553(b) for temporary regulations. 
Moreover, the Internal Revenue Ser- 
vice has concluded that the regula- 
tions herein will not have a signifi- 
cant impact on a substantial number 
of small entities. Accordingly, the 
Regulatory Flexibility Act does not 
apply and no Regulatory Flexibility 
Analysis is required for these tempo- 
rary regulations. The Commissioner 
of Internal Revenue has determined 
that this temporary rule is not a 
major rule as defined in Executive 
Order 12291 and that a Regulatory 
Impact Analysis is therefore not re- 
quired. 

Adoption of amendments to the reg- 
ulations 

Accordingly, 26 CFR Part 1 is 
amended as follows: 

INCOME TAXES 
(26 CFR Part 1) 

paragraph 1. The authority for 
Part 1 continues to read in part: 

Authority: 26 U. S. C. 7805. 
***Section 1, 32-IT is also issued un- 
der the authority of 26 U. S. C. 32. 

Par. 2. New $1. 32-IT is added 
immediately after $1. 31-2 to read as 
follows: 

$1. 32-IT Temporary regulations; 
questions and answers concerning the 
employer's notification requirement 

(a) Introduction — (1) Scope. This 
section prescribes temporary 
question-and-answer regulations un- 
der section 111(e) of the Tax Reform 
Act of 1986, Pub. L. 99-514. 

(2) Effective date. This section is 
effective with respect to any taxable 
year of an employee beginning after 
December 31, 1986. 

(b) Questions concerning the em- 

ployer 's notification requirement. 
The following questions and answers 
address the implementation of the 
employer's notification requirement: 

Q-1: To whom must an employer 
furnish a written notice to comply 
with the notification requirement pro- 
vided in section 111(e) of the Tax 
Reform Act of 1986? 

A-1: The employer must furnish 
the written notice to each employee 
who was employed by the employer 
at any time during the calendar year, 
and who did not have any income 
tax withheld during the calendar year 
in question. However, the employer 
does not have to furnish the written 
notice to any employee who did not 
have any income tax withheld during 
the calendar year in question because 
the employee claimed exemption 
from withholding pursuant to section 
3402(n). 

Q-2: What information must be 
contained in the written notice? 

A-2: The written notice must con- 
tain all the information contained in 
Notice 797, You May Be Eligible for 
a Refund on Your Federal Income 
Tax Return Because of the Earned 
Income Credit (EIC), although the 
employer is not required to use No- 
tice 797 (that is, the employer may 
use his own written notice form, but 
its wording must be an exact repro- 
duction of the wording used in No- 
tice 797). Notice 797 may be ob- 
tained from the Internal Revenue 
Service. 

Q-3: When must an employer fur- 
nish the written notice? 

Section 32 
A-3: The employer must furnish 

the written notice to the employee 
within one week (before or after) of 
the date that the employee is fur- 
nished his or her Form W-2, Wage 
and Tax Statement. 

Q-4: How must an employer fur- 
nish the written notice to the em- 
ployee? 

A-4: The employer may furnish 
the notice to the employee along with 
the employee's Form W-2. If the 
employer does not furnish the notice 
along with the employee's Form 
W-2, the employer must furnish the 
written notice to the employee by 
direct, personal delivery to such em- 
ployee or by first class mail ad- 
dressed to such employee. For pur- 
poses of the preceding sentence, 
direct personal delivery means hand 
delivery to the employee. Thus, for 
example, an employer does not meet 
the requirements of this section if the 
notice is sent through inter-office 
mail or is posted on a bulletin board. 

Q-5: With what other procedure 
must an employer comply to satisfy 
the notification requirement provided 
in section 111(e) of the Tax Reform 
Act of 1986? 

A-5: The employer must comply 
with all other procedures required by 
the Internal Revenue Service in any 
Publication or in any Form and its 
accompanying instructions. 

There is a need for immediate 
guidance with respect to the provi- 
sions contained in this Treasury deci- 
sion. For this reason, it is found 
impracticable to issue it with notice 
and public procedure under subsec- 
tion (b) of seciton 553 of title 5 of 
the United States Code or subject to 
the effective date limitation of sub- 
section (d) of that section. 

James I. Owens, 
Acting Commissioner of 

Internal Revenue. 

Approved May 29 1987 

J. Roger Mentz, 
Assistant Secretary 

of the Treasury. 

(Filed by the Office of the Federal Register on 
June 10, 1987, at 8:45 a. m. , and published 
in the issue of the Federal Register for June 
11, 1987, 52 F. R. 22301) 
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Section 38 
Subpart D. -Business Related Credits 

Section 38. — General Business 
Credit 

Whether section 47(a)(1) of the Code re- 

quires a recapture of the full amount of the 
unused investment credit that was carried back 
in a prior year when that carryback resulted in 

an increase in minimum tax under section 
56(a). See Rev. Rul. 87-56, page 27. 

Does the sale and leaseback exception in 
section 1. 47-3(g) of the Income Tax Regula- 
tions to the investment credit recapture rules in 
section 47 of the Code preclude recapture. See 
Rev. Rul. 87-73, page 28. 

Section 42. — Low-income Housing 
Credit 

26 CFR 1. 42-1T: Limitation on low-income 
housing credit allowed with respect to qualified 
low-income buildings receiving housing credit 
allocations from a State or local housing credit 
agency (temporary j. 

T. D. 8144 

TITLE 26, — INTERNAL 
REVENUE. — CHAPTER I, 
SUBCHAPTER A, SUBCHAPTER H, 
PART 1. — INCOME TAX; PART 
602 — OMB CONTROL NUMBERS 
UNDER THE PAPERWORK 
REDUCTION ACT 

Low-income Housing Credit 

AGENCY: Internal Revenue Service, 
Treasury. 

ACTION: Temporary regulations. 

SUMMARY: This document pro- 
vides temporary regulations concern- 
ing the low-income housing credit 
under section 42 of the Internal Rev- 
enue Code of 1986, as enacted by the 
Tax Reform Act of 1986 (Pub. L. 
99-514) [1986-3 C. B. (Vol. 1) 1]. 
These regulations provide guidance 
concerning the State low-income 
housing credit authority limitation. In 
addition, the text of the temporary 
regulations set forth in this document 
serves as the comment document for 
the proposed regulations cross- 
referenced in the notice of proposed 
rulemaking *** [page 1031, this 
Bulletin]. 

EFFECTIVE DATE: The regulations 
apply to buildings placed in service 
after December 31, 1986, in taxable 
years ending after that date. 

SUPPLEMENTARY INFORMA- 
TION: 

BACKGROUND 

This document contains temporary 
regulations relating to the low-income 
housing credit under section 42 of 
the Internal Revenue Code of 1986 as 
enacted by section 252 of the Tax 
Reform Act of 1986 (Pub. L. 
99-514). New II1. 42-1T is added by 
this document to Part 1 of Title 26 
of the Code of Federal Regulations. 
The temporary regulations provided 
by this document will remain in 
effect until superseded by final regu- 
lations on this subject. 

EXPLANATION OF PROVISIONS 

Section 252 of the Tax Reform Act 
of 1986 enacted a new low-income 
housing credit equal to the applicable 
percentage of the qualified basis of 
each qualified low-income building. 
The temporary regulations provide 
guidance with respect to the State 
housing credit ceiling, the special 
set-aside for qualified nonprofit orga- 
nization projects, apportionment of 
housing credit dollar amounts among 
housing credit agencies within each 
State, the time and manner for mak- 
ing housing credit allocations to qual- 
ified low-income buildings, the man- 
ner in which housing credit 
allocations are taken into account by 
owners of qualified low-income 
buildings, rules for low-income hous- 
ing financed in whole or in part with 
tax-exempt bonds, termination of au- 
thority to make housing credit alloca- 
tions, information reporting, and cer- 
tain definitional issues. 

NON-APPLICABILITY OF 
EXECUTIVE ORDER 12291 

The Commissioner of Internal Rev- 
enue has determined that these tem- 
porary regulations are not a major 
rule as defined in Executive Order 
12291 and that a regulatory impact 
analysis therefore is not required. 

REGULATORY FLEXIBILITY ACT 

No general notice of proposed 
rulemaking is required by 5 U. S. C. 
553(b) because these are temporary 
regulations, and there is a need to 
provide the public with immediate 
guidance. Accordingly, the Regula- 

tory Flexibility Act does not apply 
and no Regulatory Flexibility Analy- 
sis is required for this rule. 

PAPERWORK REDUCTION ACT 

The collection of information con- 
tained in these regulations has been 
submitted to the Office of Manage- 
ment and Budget (OMB) in accor- 
dance with the requirements of the 
Paperwork Reduction Act of 1980. 
These requirements have been ap- 
proved by OMB (Control no. 
1545-0988). 

Amendments to the regulations 

The amendments to 26 CFR Part 1 

and Part 602 are as follows: 

INCOME TAX REGULATIONS 
PART 1 

Paragraph 1. The authority for 
Part 1 is amended by adding the 
following citation: 

Authority: 26 U. S. C. 7805. 
***Section 1. 42-1T also issued under 
26 U. S. C. 42(m). 

Par. 2. A new section 1. 42-1T is 
added immediately following ()1. 41-8 
to read as follows: 

t)1. 42 — 1T Limitation on 
low-income housing credit allowed 
with respect to qualified low-income 
buildings receiving housing credit al- 
locations from a State or local hous- 
ing credit agency (temporary). 

(a) In general — (1) Determination 
of amount of low-income housing 
credit. Section 42 provides that, for 
purposes of section 38, a low-income 
housing credit is determined for a 
building in an amount equal to the 
applicable percentage of the qualified 
basis of the qualified low-income 
building. In general, the credit may 
be claimed annually for a 10-year 
credit period, beginning with the tax- 
able year in which the building is 
placed in service or, at the election of 
the taxpayer, the succeeding taxable 
year. If, after the first year of the 
credit period, the qualified basis of a 
building is increased in excess of the 
qualified basis upon which the credit 
was initially determined, the allow- 
able credit with respect to such addi- 
tional qualified basis is determined 
using a credit percentage equal to 
two-thirds of the applicable percent- 
age for the initial qualified basis. The 
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credit for additions to qualified basis 
is generally allowable for the remain- 
ing years in the 15-year compliance 
Period which begins with the first 
taxable year of the credit period for 
the building. In general, the low- 
tncome housing credit is available 
with respect to buildings placed in 
service after December 31, 1986, in 
taxable years ending after that date. 
See section 42 for the definitions of 
"qualified low-income building", 
"applicable percentage", "qualified 
basis", "credit period", "compliance 
period", and for other rules relating 
to determination of the amount of 
the low-income housing credit. 

(2) Limitation on low-income 
housing credit allowed. Generally, the 
low-income housing credit determined 
under section 42 is allowed and may 
be claimed for any taxable year if, 
and to the extent that, the owner of 
a qualified low-income building re- 
ceives a housing credit allocation 
from a State or local housing credit 
agency. The aggregate amount of 
housing credit allocations that may 
be made in any calendar year by all 
housing credit agencies within a State 
is limited by a State housing credit 
ceiling, or volume cap, described in 
paragraph (b) of this section. The 
authority to make housing credit al- 
locations within the State housing 
credit ceiling may be apportioned 
among the State and local housing 
credit agencies, under the rules pre- 
scribed in paragraph (c) of this sec- 
tion. Upon apportionment of the 
State housing credit volume cap, each 
State or local housing credit agency 
receives an aggregate housing credit 
dollar amount that may be used to 
make housing credit allocations 
among qualified low-income build- 
ings located within an agency's geo- 
graphic jurisdiction. The rules gov- 
erning the making of housing credit 
allocations by any State or local 
housing credit agency are provided in 
paragraph (d) of this section. Hous- 
ing credit allocations are required to 
be taken into account by owners of 
qualified low-income buildings under 
the rules prescribed in paragraph (e) 
of this section. Exceptions to the 
requirement that a qualified low- 

income building receive a housing 
credit allocation from a State or local 
housing credit agency are provided in 

paragraph (f) of this section. Rules 
regarding termination of the author- 

ity of State and local housing credit 
agencies to make housing credit allo- 
cations after December 31, 1989, are 
specified in paragraph (g) of this 
section. Rules concerning information 
reporting by State and local housing 
credit agencies and owners of quali- 
fied low-income buildings are pro- 
vided in paragraph (h) of this sec- 
tion. Special statutory transitional 
rules are incorporated into this sec- 
tion of the regulations as described in 

paragraph (i) of this section. 

(b) The State housing credit ceil- 
ing. The aggregate amount of hous- 
ing credit allocations that may be 
made in any calendar year by all 
State and local housing credit agen- 
cies within a State may not exceed 
the State's housing credit ceiling for 
such calendar year. The State hous- 
ing credit ceiling for each State for 
any calendar year is equal to $1. 25 
multiplied by the State's population. 
A State's population for any calendar 
year is determined by reference to the 
most recent census estimate (whether 
final or provisional) of the resident 
population of the State released by 
the Bureau of the Census before the 
beginning of the calendar year for 
which the State's housing credit ceil- 
ing is set. Unless otherwise prescribed 
by applicable revenue procedure, de- 
terminations of population are based 
on the most recent estimates of pop- 
ulation contained in the Bureau of 
the Census publication, "Current 
Population Reports, Series P-25: 
Population Estimates and Projec- 
tions, Estimates of the Population of 
States". For purposes of this section, 
the District of Columbia and United 
States possessions are treated as 
States. 

(c) Apportionment of State hous- 
ing credit ceiling among State and 
local housing credit agencies — (I) In 
general. A State's housing credit ceil- 
ing for any calendar year is appor- 
tioned among the State and local 
housing credit agencies within such 
State under the rules prescribed in 
this paragraph. A "State housing 
credit agency" is any State agency 
specifically authorized by gubernato- 
rial act or State statute to make 
housing credit allocations on behalf 
of the State and to carry out the 
provisions of section 42(h). A "local 
housing credit agency" is any agency 
of a political subdivision of the State 
that is specifically authorized by a 

Section 42 

State enabling act to make housing 

credit allocations on behalf of the 

State or political subdivision and to 
carry out the provisions of section 

42(h). A "State enabling act" is any 
gubernatorial act, State statute, or 
State housing credit agency regulation 

(if authorized by gubernatorial act or 
State statute). A State enabling act 
enacted on or before October 22, 
1986, the date of enactment of the 
Tax Reform Act of 1986, shall be 
given effect for purposes of this 

paragraph if such State enabling act 
expressly carries out the provisions of 
section 42(h). 

(2) Primary apportionment. Except 
as otherwise provided in paragraph 
(c)(3) and (4) of this section, a 
State's housing credit ceiling is ap- 
portioned in its entirety to the State 
housing credit agency. Such an ap- 
portionment is the "primary appor- 
tionment" of a State's housing credit 
ceiling. There shall be no primary 
apportionment of the State housing 
credit ceiling and no grants of hous- 
ing credit allocations in such State 
until a State housing credit agency is 
authorized by gubernatorial act or 
State statute. If a State has more 
than one State housing credit agency, 
such agencies shall be treated as a 
single agency for purposes of the 
primary apportionment. In such a 
case, the State housing credit ceiling 
may be divided among the multiple 
State housing credit agencies pursu- 
ant to gubernatorial act or State 
statute. 

(3) States with I or more constitu- 
tional home rule cities — (i) In gen- 
eral. Notwithstanding paragraph 
(c)(2) of this section, in any State 
with 1 or more constitutional home 
rule cities, a portion of the State 
housing credit ceiling is apportioned 
to each constitutional home rule city. 
In such a State, except as provided in 
paragraph (c)(4) of this section, the 
remainder of the State housing credit 
ceiling is apportioned to the State 
housing credit agency under para- 
graph (c)(2) of this section. See para- 
graph (c)(3)(iii) of this section. The 
term "constitutional home rule city" 
means, with respect to any calendar 
year, any political subdivision of a 
State that, under a State constitution 
that was adopted in 1970 and effec- 
tive on July 1, 1971, had home rule 
powers on the first day of the calen- 
dar year. 
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Section 42 
(ii) Amount of apportionment to a 

constitutional home rule city. The 
amount of the State housing credit 
ceiling apportioned to a constitu- 
tional home rule city for any calen- 
dar year is an amount that bears the 
same ratio to the State housing credit 
ceiling for that year as the popula- 
tion of the constitutional home rule 
city bears to the population of the 
entire State. The population of any 
constitutional home rule city for any 
calendar year is determined by refer- 
ence to the most recent census esti- 
mate (whether final or provisional) of 
the resident population of the consti- 
tutional home rule city released by 
the Bureau of the Census before the 
beginning of the calendar year for 
which the State housing credit ceiling 
is apportioned. However, determina- 
tions of the population of a constitu- 
tional home rule city may not be 
based on Bureau of the Census esti- 
mates that do not contain estimates 
for all of the constitutional home 
rule cities within the State. If no 
Bureau of the Census estimate is 
available for all such constitutional 
home rule cities, the most recent 
decennial census of population shall 
be relied on. Unless otherwise pre- 
scribed by applicable revenue proce- 
dure, determinations of population 
for constitutional home rule cities are 
based on estimates of population 
contained in the Bureau of the Cen- 
sus publication, "Current Population 
Reports, Series P-26: Local Popula- 
tion Estimates". 

(iii) Effect of apporti onments to 
constitutional home rule cities on 
apportionments to other housing 
credit agencies. The aggregate 
amounts of the State housing credit 
ceiling apportioned to constitutional 
home rule cities under this paragraph 
(c)(3) reduce the State housing credit 
ceiling available for apportionment 
under paragraph (c)(2) or (4) of this 
section. Unless otherwise provided in 

a State constitutional amendment or 
by law changing the home rule provi- 
sions adopted in a manner provided 

by the State constitution, the power 

of the governor or State legislature to 
apportion the State housing credit 

ceiling among local housing credit 

agencies under paragraph (c)(4) of 
this section shall not be construed as 

allowing any reduction of the portion 
of the State housing credit ceiling 

apportioned to a constitutional home 

rule city under this paragraph (c)(3). 
However, any constitutional home 
rule city may agree to a reduction in 
its apportionment of the State hous- 
ing credit ceiling under this para- 
graph (c)(3), in which case the 
amount of the State housing credit 
ceiling not apportioned to the consti- 
tutional home rule city shall be avail- 
able for apportionment under para- 
graph (c)(2) or (4) of this section. 

(iv) Treatment of governmental au- 
thori ty within constitutional home 
rule city, For purposes of determin- 
ing which agency within a constitu- 
tional home rule city receives the 
apportionment of the State housing 
credit ceiling under this paragraph 
(c)(3), the rules of this paragraph (c) 
shall be applied by treating the con- 
stitutional home rule city as a 
"State", the chief executive officer 
of a constitutional home rule city as 
a "governor", and a city council as a 
"State legislature". A constitutional 
home rule city is also treated as a 
"State" for purposes of the set-aside 
requirement for housing credit alloca- 
tions to projects involving a qualified 
nonprofit organization. See para- 
graph (c)(5) of this section for rules 
governing set-aside requirements. In 
this connection, a constitutional 
home rule city may agree with the 
State housing credit agency to ex- 
change an apportionment set aside 
for projects involving a qualified non 
profit organization for an apportion- 
ment that is not so restricted. In such 
a case, the authorizing gubernatorial 
act, State statute, or State housing 
credit agency regulation (if autho- 
rized by gubernatorial act or State 
statute) must ensure that the set-aside 
apportionment transferred to the 
State housing credit agency be used 
for the purposes described in para- 
graph (c)(5) of this section. 

(4) Apportionment to local hous- 
ing credit agencies — (I) In general. In 
lieu of the primary apportionment 
under paragraph (c)(2) of this sec- 
tion, all or a portion of the State 
housing credit ceiling may be appor- 
tioned among housing credit agencies 
of governmental subdivisions. Appor- 
tionments of the State housing credit 
ceiling to local housing credit agen- 

cies must be made pursuant to a 
State enabling act as defined in para- 
graph (c)(1) of this section. Appor- 
tionments of the State housing credit 
ceiling may be made to housing 

credit agencies of constitutional home 
rule cities under this paragraph (c)(4), 
in addition to apportionments made 
under paragraph (c)(3) of this sec- 
tion. Apportionments of the State 
housing credit ceiling under this para- 
graph (c)(4) need not be based on the 
population of political subdivisions 
and may, but are not required to, 
give balanced consideration to the 
low-income housing needs of the en- 
tire State. 

(ii) Change in apportionments dur- 

ing a calendar year. The apportion- 
ment of the State housing credit 
ceiling among State and local housing 
credit agencies under this paragraph 
(c)(4) may be changed after the be- 
ginning of a calendar year, pursuant 
to a State enabling act. No change in 
apportionments shall retroactively re- 
duce the housing credit allocations 
made by any agency during such 
year. Any change in the apportion- 
ment of the State housing credit 
ceiling under this paragraph (c)(4) 
that occurs during a calendar year is 
effective only to the extent housing 
credit agencies have not previously 
made housing credit allocations dur- 
ing such year from their original 
apportionments of the State housing 
credit ceiling for such year. To the 
extent apportionments of the State 
housing credit ceiling to local housing 
credit agencies made pursuant to this 
paragraph (c)(4) for any calendar 
year are not used by such local 
agencies before a certain date (e. g. , 
November I) to make housing credit 
allocations in such year, the amount 
of unused apportionments may revert 
back to the State housing credit 
agency for reapportionment. Such re- 
version must be specifically autho- 
rized by the state enabling act. 

(iii) Exchanges of apportionments. 
Any State or local housing credit 
agency that receives an apportion- 
ment of the State housing credit 
ceiling for any calendar year under 
this paragraph (c)(4) may exchange 
part or all of such apportionment 
with another State or local housing 
credit agency to the extent no hous- 
ing credit allocations have been made 
in such year from the exchanged 
portions. Such exchanges must be 
made with another housing credit 
agency in the same State and must be 
consistent with the State enabling act. 
If an apportionment set aside for 
projects involving a qualified non- 
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profit organization is transferred or 
exchanged, the transferee housing 
credit agency shall be required to use 
the set-aside apportionment for the 
purposes described in paragraph 
(c)(5) of this section. 

(iv) Written records of apportion- 
ments. All apportionments, ex- 
changes of apportionments, and reap- 
portionments of the State housing 
credit ceiling which are authorized by 
this paragraph (c)(4) must be evi- 
denced in the written records main- 
tained by each State and local hous- 
ing credit agency. 

(5) Set-aside apportionments for 
projects involving a qualified non- 
profit organization — (i) In general. 
Ten percent of the State housing 
credit ceiling for a calendar year 
must be set aside exclusively for 
projects involving a qualified non- 
profit organization (as defined in 
paragraph(c)(5)(ii)) of this section. 
Thus, at least 10 percent of appor- 
tionments of the State housing credit 
ceiling under paragraph (c)(2) and (3) 
of this section must be used only to 
make housing credit allocations to 
buildings that are part of projects 
involving a qualified nonprofit orga- 
nization. In the case of apportion- 
ments of the State housing credit 
ceiling under paragraph (c)(4) of this 
section, the State enabling act must 
ensure that the apportionment of at 
least 10 percent of the State housing 
credit ceiling be used exclusively to 
make housing credit allocations to 
buildings that are part of projects 
involving a qualified nonprofit orga- 
nization. The State enabling act shall 
prescribe which housing credit agen- 
cies in the State receive apportion- 
ments that must be set aside for 
making housing credit allocations to 
buildings that are part of projects 
involving a qualified nonprofit orga- 
nization. These set-aside apportion- 
ments may be distributed dispropor- 
tionately among the State or local 
housing credit agencies receiving ap- 
portionments under paragraph (c)(4) 
of this section. The 10-percent set- 
aside requirement of this paragraph 
(c)(4) is a minimum requirement, and 
the State enabling act may set aside 
more than 10 percent of the State 
housing credit ceiling for apportion- 
ment to housing credit agencies for 
exclusive use in making housing 
credit allocations to buildings that 

are part of projects involving a quali- 
fied nonprofit organization. 

(ii) Projects involving a qualified 
nonprofit organization. The term 
"projects involving a qualified non- 
profit organization" means projects 
with respect to which a qualified 
nonprofit organization is to materi- 
ally participate (within the meaning 
of section 469(h)) in the development 
and continuing operation of the 
project throughout the 15-year com- 
pliance period. The term "qualified 
nonprofit organization" means any 
organization that is described in sec- 
tion 501(c)(3) or (4), is exempt from 
tax under section 501(a), and includes 
as one of its exempt purposes the 
fostering of low-income housing. 
(6) Expiration of unused apportion- 
ment. Apportionments of the State 
housing credit ceiling under this para- 
graph (c) for any calendar year may 
be used by housing credit agencies to 
make housing credit allocations only 
in such calendar year. Any part of an 
apportionment of the State housing 
credit ceiling for any calendar year 
that is not used for housing credit 
allocations in such year expires as of 
the end of such year and does not 
carry over to any other year. How- 
ever, any part of an apportionment 
for 1989 that is not used to make a 
housing credit allocation in 1989 may 
be carried over to 1990 and used to 
make a housing credit allocation to a 
qualified low-income building de- 
scribed in section 42(n)(2)(B). See 
paragraph (g)(2) of this section. 

(d) Housing credit allocations 
made by State and local housing 
credit agencies — (1) In general. This 
paragraph governs State and local 
housing credit agencies in making 
housing credit allocations to qualified 
low-income buildings. The amount of 
the apportionment of the State hous- 
ing credit ceiling for any calendar 
year received by any State or local 
housing credit agency under para- 
graph (c) of this section constitutes 
the agency's aggregate housing credit 
dollar amount for such year. The 
aggregate amount of housing credit 
allocations made in any calendar year 
by a State or local housing credit 
agency may not exceed such agency's 
aggregate housing credit dollar 
amount for such year. A State or 
local housing credit agency may 
make housing credit allocations only 
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to qualified low-income buildings lo- 
cated within the agency's geographic 
jurisdiction. 

(2) Amount of a housing credit 
allocation. In making a housing 
credit allocation, a State or local 
housing credit agency must specify a 
credit percentage, not to exceed the 
building's applicable percentage de- 
termined under section 42(b), and a 
qualified basis amount. The amount 
of the housing credit allocation for 
any building is the product of the 
specified credit percentage and the 
specified qualified basis amount. In 
specifying the credit percentage and 
qualified basis amount, the State or 
local housing credit agency shall not 
take account of the first-year conven- 
tions described in section 42(f)(2)(A) 
and (3)(B). A State or local housing 
credit agency may adopt rules or 
regulations governing conditions for 
specification of less than the maxi- 
mum credit percentage and qualified 
basis amount allowable under section 
42(b) and (c), respectively. For exam- 
ple, an agency may specify a credit 
percentage and a qualified basis 
amount of less than the maximum 
credit percentage and qualified basis 
amount allowable under section 42(b) 
and (c), respectively, when the fi- 
nancing and rental assistance from all 
sources for the project of which the 
building is a part is sufficient to 
provide the continuing operation of 
the building without the maximum 
credit amount allowable under sec- 
tion 42. 

(3) Counting housing credit alloca- 
tions against an agency's aggregate 
housing credit dollar amount. The 
aggregate amount of housing credit 
allocations made in any calendar year 
by a State or local housing credit 
agency may not exceed such agency's 
aggregate housing credit dollar 
amount (i. e. , the agency's apportion- 
ment of the State housing credit 
ceiling for such year). This limitation 
on the aggregate dollar amount of 
housing credit allocations shall be 
computed separately for set-aside ap- 
portionments received pursuant to 
paragraph (c)(5) o f this section. 
Housing credit allocations count 
against an agency's aggregate housing 
credit dollar amount without regard 
to the amount or credit allowable to 
or claimed by an owner of a building 
in the taxable year in which the 
allocation is made or in any subse- 
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quent year. Thus, housing credit allo- 
cations (which are computed without 
regard to the first-year conventions 
as provided in paragraph (d)(2) of 
this section) count in full against an 
agency's aggregate housing credit dol- 
lar amount, even though the first- 
year conventions described in section 
42(f)(2)(A) and (3)(B) may reduce the 
amount of credit claimed by a tax- 
payer in the first year in which a 
credit is allowable. See also para- 
graph (e)(2) of this section. Housing 
credit allocations count against an 
agency's aggregate housing credit dol- 
lar amount only in the calendar year 
in which made and not in subsequent 
taxable years in the credit period or 
compliance period during which a 
taxpayer may claim a credit based on 
the original housing credit allocation. 
Since the aggregate amount of hous- 
ing credit allocations made in any 
calendar year by a State or local 
housing credit agency may not exceed 
such agency's aggregate housing 
credit dollar amount, an agency shall 
at all times during a calendar year 
maintain a record of its cumulative 
allocations made during such year 
and its remaining unused aggregate 
housing credit dollar amount. 

(4) Rules for when applications for 
housing credit allocations exceed an 
agency's aggregate housing credit dol- 
lar amount. A State or local housing 
credit agency may adopt rules or 
regulations governing the awarding of 
housing credit allocations when an 
agency expects that applicants during 
a calendar year will seek aggregate 
allocations in excess of the agency's 
aggregate housing credit dollar 
amount. The State enabling act may 
provide uniform standards for the 
awarding of housing credit alloca- 
tions when there is actual or antici- 
pated excess demand from applicants 
in any calendar year. 

(5) Reduced or additional housing 
credit allocations — (i) In general. A 
state or local housing credit agency 
may not reduce or rescind a housing 
credit allocation made to a qualified 
low-income building in the manner 
prescribed in paragraph (d)(8) of this 
section. Thus, a housing credit 
agency may not reduc'e or rescind a 
housing credit allocation made to a 
qualified low-income building which 
is acquired by a new owner who is 

entitled to a carryover of the allow- 
able credit for such building under 

section 42(d)(7). A housing credit 
agency may make additional housing 
credit a'llocations to a building in any 
year in the building's compliance 
period, whether or not there are 
additions to qualified basis for which 
an increased credit is allowable under 
section 42(f)(3). Each additional 
housing credit allocation made to a 
building is treated as a separate allo- 
cation and is subject to the rules and 
requirements of this section. How- 
ever, in the case of an additional 
housing credit allocation made with 
respect to additions to qualified basis 
for which an increased credit is al- 
lowable under section 42(f)(3), the 
amount of the allocation that counts 
against the agency's aggregate hous- 
ing credit dollar amount shall be 
computed as if the specified credit 
percentage were unreduced in the 
manner prescribed in section 
42(f)(3)(A) and the specified qualified 
basis amount were unreduced by the 
first-year convention prescribed in 
section 42(f)(3)(B). 

(ii) Examples. The rules of para- 
graph (d)(5)(i) of this section may be 
illustrated by the following examples: 

Example (l). For 1987, the County L Hous- 
ing Credit Agency has an aggregate housing 
credit dollar amount of $2 million. D, an 
individual, places in service on JULY I, 1987, 
a new qualified low-income building. As of the 
close of each month in 1987 in which the 
building is in service, the building consists of 
100 residential rental units, of which 20 units 
are both rent-restricted and occupied by indi- 
viduals whose income is 50 percent or less of 
area median gross income. The total floor 
space of the residential rental units is 120, 000 
square feet, and the total floor space of the 
low-income units is 20, 000 square feet. The 
building is not Federally subsidized within the 
meaning of section 42(i)(2). As the end of 
1987, the building has eligible basis under 
section 42(d) of $1 million. Thus, the qualified 
basis of the building determined without re- 
gard to the first-year convention provided in 
section 42(f) is $166, 666. 67 (l. e. , $1 million 
eligible basis times I/6, the floor space frac- 
tion which is required to be used instead of 
the larger unit fraction). However, the amount 
of the low-income housing credit determined 
for 1987 under section 42 reflects the first-year 
convention provided in section 42(I)(2). Since 
the building has the same floor space and unit 
fractions as of the close of each of the six 
months in 1987 during which it is in service, 
upon applying the first-year convention in 
section 42(f)(2), the qualified basis of the 
building in 1987 is $83, 333. 33 (l. e. , $1 million 
eligible basis times I/12, the fraction deter- 
mined under section 42(f)(2)(A)). Under para- 
graph (d)(2) of this section, the County L 
Housing Credit Agency may make a housing 
credit allocation by specifying a credit percent- 
age, not to exceed 9 percent, and a qualified 
basis amount, which may be greater or less 

than the qualified basis of the building in 1987 

as determined under section 42(c), without 

regard to the first-year convention provided in 

section 42(f)(2). If the County L Housing 

Credit Agency specifies a credit percentage of 
8 percent and a qualified basis amount of 
$100, 000, the amount of the housing credit 

allocation is $8, 000. Under paragraph (d)(3) of 
this section, the County L Housing Credit 
Agency's aggregate housing credit dollar 
amount of 1987 is reduced by $8, 000, notwith- 

standing that D is entitled to claim less than 

$8, 000 of the credit in 1987 under the rules in 

paragraph (e) of this section. Under paragraph 

(e)(2), in 1987 is entitled to claim only $4, 000 
of the credit, determined by applying the first 

year convention of 6/12 to the specifed quali- 

fied basis amount contained in the housing 

credit allocation (l. e, 08 x $100, 000 x (6/12)). 

Example (2). The facts are the same as in 

Example (l) except that on July I, 1988, the 
number of occupied low-income units increases 

to 50 units and the floor space of the occupied 
low-income units increases to 48, 000 square 

feet. These occupancy fractions remain un- 

changed as of the close of each month remain- 

ing in 1988. Under section 42(c), the qualified 

basis of the building in 1988, without regard 

to the first-year convention in section 
42(f)(3)(B), is $400, 000 (l. e. , $1 million eligible 

basis times . 4 the floor space fraction which is 

required to be used instead of the larger unit 

fraction). D's 1987 housing credit allocation 
from the County L Housing Credit Agency 
remains effective in 1988 and entitles D to a 
credit of $8, 000 (l. e, 08, the specified credit 
percentage times $100, 000 the specified quali- 

fied basis amount). With respect to the addi- 

tional $300, 000 of qualified basis which the 
1987 housing credit allocation does not cover, 
D must apply to the County L Housing Credit 
Agency for an additional housing credit alloca- 
tion. Assume that the County L Housing 
Credit Agency has a sufficient aggregate hous- 

ing credit dollar amount for 1988 to make a 
housing credit allocation to D in 1988 by 

specifying a credit percentage of 9 percent and 

a qualified basis amount of $300, 000. The 
amount of the housing credit allocation that 
counts against the County L Housing Credit 
Agency's aggregate housing credit dollar 
amount is $27, 000 (l. e. , the amount counted 

(. 09 times $300, 000) is unreduced in the man- 

ner prescribed in section 42(f)(3)(A) and (B)). 
Since D's qualified basis in 1987 was 

$166, 666. 67, D is entitled to claim a credit in 

1988 with respect to such basis of $14, 000 
(l. e, 08 x $100, 000, the 1987 credit alloca- 
tion, + . 09 x $66, 666. 67, the 1988 credit 
allocation). In addition, D is entitled to claim 
a credit in 1988 and subsequent years in the 
15-year compliance period with respect to the 
additional $233, 333. 33 of qualified basis cov- 
ered by the 1988 housing credit allocation. 
However, the allowable credit for 1988 with 

respect to this amount of additional qualified 
basis is subject to reductions prescribed in 
section 42(f)(3)(A) and (B). This, D is entitled 
in 1988 to a credit at a 6-percent rate applied 
to $116, 666. 67 of additional qualified basis, 
which is reduced to reflect the first-year con- 
vention. D's total allowable low-income hous- 

ing credit in 1988 is $21, 000 (l. e. , $14, 000 with 
respect to original qualified basis + $7, 000 
with respect to 1988 additions to qualified 
basis). If the County L Housing Credit Agency 
had specified an 8-percent credit percentage in 
1988 with respect to the qualified basis not 
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covered in the 1987 housing credit allocation 
to D, D's allowable credit with respect to the 
$&33, 333. 33 of additions to qualified basis 
would not exceed, in 1988 and subsequent 
years, an amount determined by applying a 
specified credit percentage of 5, 33 percent 
(i. e. , two-thirds of percent). In 1988, D's 
specified qualified basis amount would be 
adjusted for the first-year convention. 

(6) No carryover of unused aggre- 
gate housing credit dollar amount. 
Any portion of a State or local 
housing credit agency's aggregate 
housing credit dollar amount for any 
calendar year that is not used to 
make a housing credit allocation in 
such year may not be carried over to 
any other year, except as provided in 
paragraph (g) of this section. An 
agency may not permit owners of 
qualified low-income buildings to 
transfer housing credit allocations to 
other buildings. However, an agency 
may provide a procedure whereby 
owners may return to the agency, 
prior to the end of the calendar year 
in which housing credit allocations 
are made, unusable portions of such 
allocations. In such a case, an own- 
er's housing credit allocation is 
deemed reduced by the amount of 
the allocation returned to the agency, 
and the agency may rellocate such 
amount to other qualified low-income 
buildings prior to the end of the 
year. 

(7) Effect of housing credit alloca- 
tions in excess of an agency's aggre- 
gate housing credit dollar amount. In 
the event that a State or local hous- 
ing credit agency makes housing 
credit allocations in excess of its 
aggregate housing credit dollar 
amount for any calendar year, the 
allocations shall be deemed reduced 
(to the extent of such excess) for 
buildings in the reverse order in 
which such allocations were made 
during such year. 

(8) Time and manner for making 
housing credit allocations — (i) Time. 
Housing credit allocations are effec- 
tive for the calendar year in which 
made in the manner prescribed in 
paragraph (d)(8)(ii) of this section. A 
State or local housing credit agency 
may not make a housing credit allo- 
cation to a qualified low-income 
building prior to the calendar year in 
which such building is placed in 
service. An agency may adopt its 
own procedures for receiving applica- 
tions for housing credit allocations 
from owners of qualified low-income 
buildings. An agency may provide a 

procedure for making, in advance of 
a building's being placed in service, a 
binding commitment (e. g. , by con- 
tract, inducement resolution, or other 
means) to make a housing credit 
allocation in the calendar year in 
which a qualified low-income build- 
ing is placed in service or in a 
subsequent calendar year. Any ad- 
vance commitment shall not consti- 
tute a housing credit allocation for 
purposes of this section. 

(ii) Manner. Housing credit alloca- 
tions are deemed made when Part I 
of IRS Form 8609, Low-Income 
Housing Credit Allocation Certifica- 
tion, is completed and signed by an 
authorized official of the housing 
credit agency and mailed to the 
owner of the qualified low-income 
building. A copy of all completed (as 
to Part I) Form 8609 allocations 
along with a single completed Form 
8610, Annual Low-Income Housing 
Credit Agencies Report, must also be 
mailed to the Internal Revenue ser- 
vice not later than the 28th day of 
the second calendar month after the 
close of the calendar year in which 
the housing credit was allocated to 
the qualified low-income building. 
Housing credit allocations to a quali- 
fied low-income building must be 
made on Form 8609 and must in- 
clude— 

(A) The address of the building; 
(B) The name, address, and tax- 

payer identification number of the 
housing credit agency making the 
housing credit allocation; 

(C) The name, address, and tax- 
payer identification number of the 
owner of the qualified low-income 
building; 

(D) The date of the allocation of 
housing credit; 

(E) The housing credit dollar 
amount allocated to the building on 
such date; 

(F) The specified maximum appli- 
cable credit percentage allocated to 
the building on such date; 

(G) The specified maximum quali- 
fied basis amount; 

(H) The percentage of the aggre- 
gate basis financed by tax-exempt 
bonds taken into account for pur- 
poses of the volume cap under sec- 
tion 146; 

(I) A certification under penalties 
of perjury by an authorized State or 
local housing credit agency official 

that the allocation is made in compli- 
ance with the requirements of section 
42(h); and 

(J) Any additional information 
that may be required by Form 8609 
or by an applicable revenue proce- 
dure. 
See paragraph (h) of this section for 
additional rules concerning filing of 
forms. 

(iii) Certification. The certifying 
official for the State or local housing 
credit agency need not perform an 
independent investigation of the qual- 
ified low-income building in order to 
certify on Part I of Form 8609 that 
the housing credit allocation meets 
the requirements of section 42(h). 
For example, the certifying official 
may rely on information contained in 
an application for a low-income 
housing credit allocation submitted 
by the building owner which sets 
forth facts necessary to determine 
that the building is eligible for the 
low-income housing credit under sec- 
tion 42. 

(iv) Fee. A State or local housing 
credit agency may charge building 
owners applying for housing credit 
allocations a reasonable fee to cover 
the agency's administrative expenses 
for processing applications. 

(v) No continuing agency responsi- 
bility. The State or local housing 
credit agency need not monitor or 
investigate the continued compliance 
of a qualified low-income building 
with the requirements of section 42 
throughout the applicable compliance 
period. 

(e) Housing credit allocation taken 
into account by owner of a qualified 
low-income building — (1) Time and 
manner for taking housing credit 
allocation into account. An owner of 
a qualified low-income building may 
not claim a low-income housing 
credit determined under section 42 in 
any year in excess of an effective 
housing credit allocation received 
from State or local housing credit 
agency. A housing credit allocation 
made to a qualified low-income 
building is effective with respect to 
any owner of the building beginning 
with the owner's taxable year in 
which the housing credit allocation is 
received. A housing credit allocation 
is deemed received in a taxable year, 
except as modified in the succeeding 
sentence, if that allocation is made 
(in the manner described in para- 
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graph (d)(8) of this section not later 
than the earlier of (i) the 60th day 
after the close of the taxable year, or 
(ii) the close of the calendar year in 
which such taxable year ends. A 
housing credit allocation is deemed 
received in a taxable year ending in 
1987, if such allocation is made (in 
the manner described in paragraph 
(d)(8)) of this section on or before 
December 31, 1987. A housing credit 
allocation is not effective for any 
taxable year if received in a calendar 
year which ends prior to when the 
qualified low-income building is 
placed in service. A housing credit 
allocation made to a qualified low- 
income building remains effective for 
all taxable years in the compliance 
period A taxpayer is required to 
complete the Form 8609 on which a 
housing credit agency made the appli- 
cable . housing credit allocation and 
submit a copy of such Form 8609 
with its Federal income tax return for 
each year in the compliance period. 
Failure to comply with the require- 
ment of the preceding sentence with 
respect to any taxable year after the 
first taxable year in the credit period 
shall be treated as a mathematical or 
clerical error for purposes of the 
provisions of section 6213(b)(1) and 
(g)(2) 

(2) First-year convention limitation 
on housing credit allocation taken 
into account. For purposes of the 
limitation that the allowable low- 
income housing credit may not ex- 
ceed the effective housing credit allo- 
cation received from a State or local 
housing credit agency, as provided in 
paragraph (e)(1) of this section, the 
amount of the effective housing 
credit allocation shall be adjusted by 
applying the first-year convention 
provided in section 42(f)(2)(A) and 
(3)(B) and the percentage credit re- 
duction provided in section 
42(f)(3)(A). Under paragraph (d)(2) 
and (5) of this section, the State or 
local housing credit agency must 
specify the credit percentage and 
qualified basis amount, the product 
of which is the amount of the hous- 

ing credit allocation, without taking 
account of the first-year convention 
described in section 42(f)(2)(A) and 

(3)(B) or the percentage credit reduc- 
tion prescribed in section 42(f)(3)(A). 
However, for purposes of the limita- 
tion on the amount of the allowable 
low-income housing credit, as pro- 

vided in paragraph (e)(2) of this 
section, in a taxable year in which 
the first-year convention applies to 
the amount of credit determined un- 
der section 42(a), the specified quali- 
fied basis amount shall be adjusted 
by the first-year convention fraction 
which is equal to the number of full 
months (during the first taxable year) 
in which the building was in service 
divided by 12. In addition, for pur- 
poses of the limitation on the 
amount of the allowable low-income 
housing credit, as provided in para- 
graph (e)(1) of this section, in a 
taxable year in which the reduction 
in credit percentage applies to addi- 
tions to qualified basis, as prescribed 
in section 42(f)(3), the specified credit 
percentage shall be reduced by one- 
third. See examples in paragraph 
(d)(5)(ii) and (e)(3)(ii) of this section. 

(3) Use of excess housing credit 
allocation for increases in qualified 
basis — (i) In general. If the housing 
credit allocation made to a qualified 
low-income building exceeds the 
amount of credit allowable with re- 
spect to such building in any taxable 
year (without regard to the first-year 
conventions under section 42(f)), such 
excess is not transferable to another 
qualified low-income building. How- 
ever, if in a subsequent year there are 
increases in the qualified basis for 
which an increased credit is allowable 
under section 42(f)(3) at a reduced 
credit percentage, the original hous- 
ing credit allocation (including the 
specified credit percentage and quali- 
fied basis amount) would be effective 
with respect to such increased credit. 

(ii) Example. The provisions of 
this paragraph (e)(3) may be illus- 
trated by the following example: 

Example. In 1987, a newly-constructed qual- 
ified low-income building receives a housing 
credit allocation of $90, 000 based on a speci- 
fied credit percentage of 9 percent and a 
specified qualified basis amount of $1, 000, 000, 
The building is placed in service in 1987, but 
the qualified basis in such year is only 
$800, 000, resulting in an allowable credit in 
1987 (determined without regard to the first- 
year conventions) of $72, 000. In 1988, the 
qualified basis is increased to $1, 100, 000, 
resulting in an additional credit allowable 
under section 42(f)(3) (without regard to the 
first-year conventions) of $18, 000 (l. e. , 
$300, 000 x . 06, or 2/3 of . 09). The unused 
portion of the 1987 housing credit allocation 
($18, 000) is effective in 1988 and in each 
subsequent year in the compliance period only 
with respect to the specified qualified basis for 
the 1987 housing credit allocation ($1, 000, 000(. 
Thus, the owner is allowed to claim a credit in 

1988 and in each subsequent year (without 

regard to the first-year conventions), based on 
the effective housing credit allocation from 
1987, of $84, 000 (l. e. , $72, 000 + ($200, 000 x 
. 06)). The owner of the qualified low-income 
building must obtain a new housing credit 
allocation in 1988 with respect to the addi- 
tional $100, 000 of qualified basis in order to 
claim a credit on such basis in 1988 and in 

each subsequent year. If the applicable first- 

year convention under section 42(f)(3)(B) enti- 
tled the owner in 1988 to only I/2 of the 
otherwise applicable credit for the additions to 
qualified basis, under paragraph (e)(2) of this 
section the owner is allowed to claim a credit 
in 1988, based on the effective housing credit 
allocation from 1987, of $78, 000 (l. e. , $72, 000 
+ ($200, 000 x . 06 x . 5)). 

(4) Separate housing credit alloca- 
tions for new buildings and increases 
in qualified basis. Separate housing 
credit allocations must be received 
for each building with respect to 
which a housing credit may be 
claimed. Rehabilitation expenditures 
with respect to a qualified low- 
income building are treated as a 
separate new building under section 
42(e) and must receive a separate 
housing credit allocation. Increases in 
qualified basis in a qualified low- 
income building are not generally 
treated as a new building for pur- 
poses of section 42. To the extent 
that a prior housing credit allocation 
received with respect to a qualified 
low-income building does not allow 
an increased credit with respect to an 
increase in the qualified basis of such 
building, an additional housing credit 
allocation must be received in order 
to claim a credit with respect to that 
portion of increase in qualified basis. 
See paragraph (e)(3) of this section. 
The amount of credit allowable with 
respect to an increase in qualified 
basis is subject to the credit percent- 
age limitation of section 42(f)(3)(A) 
and the first-year convention of sec- 
tion 42(f)(3)(B). See paragraph (d)(5) 
of this section for a rule requiring 
that the State or local housing credit 
agency count a housing credit alloca- 
tion made with respect to an increase 
in qualified basis as if the specified 
credit percentage were unreduced in 
the manner prescribed in section 
42(f)(3) and the specified basis 
amount were unreduced by the first- 
year convention prescribed in section 
42(f)(3)(B). 

(5) Acquisition of building for 
which a prior housing credit alloca- 
tion has been made. If a carryover 
credit would be allowable to an 
acquirer of a qualified low-income 
building under section 42(d)(7), such 
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acquirer need not obtain a new hous- 
ing credit allocation with respect to 
such building. Under section 42(d)(7), 
the acquirer would be entitled to 
claim only such credits as would have 
been allowable to the prior owner of 
the building. 

(6) Multiple housing credit alloca- 
tions. A qualified low-income build- 
ing may receive multiple housing 
credit allocations from different 
housing credit agencies having over- 
lapping jurisdictions. A quali fied 
low-income building that receives a 
housing credit allocation set aside 
exclusively for projects involving a 
qualified nonprofit organization may 
also receive a housing credit alloca- 
tion from a housing credit agency's 
aggregate housing credit dollar 
amount that is not so set aside. 

(f) Exception fo housing credit al- 
location requirement — (1) Tax-exempt 
bond financing — (i) In general. No 
housing credit allocation is required 
in order to claim a credit under 
section 42 with respect to that por- 
tion of the eligible basis (as defined 
in section 42(d)) of a qualified low- 
income building that is financed with 
the proceeds of an obligation de- 
scribed in section 103(a) ("tax-exempt 
bond" ) which is taken into account 
for purposes of the volume cap un- 
der section 146. In addition, no 
housing credit allocation is required 
in order to claim a credit under 
section 42 with respect to the entire 
qualified basis (as defined in section 
42(c)) o f a quali fied low-income 
building if 70 percent or more of the 
aggregate basis of the building and 
the land on which the building is 
located is financed with the proceeds 
of tax-exempt bonds which are taken 
into account for purposes of the 
volume cap under section 146. For 
purposes of this paragraph, "land on 
which the building is located" in- 
cludes only land that is functionally 
related and subordinate to the quali- 
fied low-income building, See 
$ 1. 103- 
8(b)(4)(iii) for the meaning of the 
term "functionally related and subor- 
dinate". For purposes of this para- 
graph, the basis of the land shall be 
determined using principles that are 
consistent with the rules contained in 
section 42(d). 

(ii) Determining use of bond pro- 
ceeds. For purposes of determining 

the portion of proceeds of an issue 

of tax-exempt bonds used to finance 
(A) the eligible basis of a qualified 
low-income building, and (B) the 
aggregate basis of the building and 
the land on which the building is 
located, the proceeds or the issue 
must be allocated in the bond inden- 
ture or a related document (as de- 
fined in $ 1. 103-13(b)(8)) in a man- 
ner consistent with the method used 
to allocate the net proceeds of the 
issue for purposes of determining 
whether 95 percent or more of the 
net proceeds of the issue are to be 
used for the exempt purpose of the 
issue. If the issuer is not consistent in 
making this allocation throughout the 
bond indenture and related docu- 
ments, or if neither the bond inden- 
ture nor a related document provides 
an allocation, the proceeds of the 
issue will be allocated on pro rata 
basis to all of the property financed 
by the issue, based on the relative 
cost of the property, 

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

Example. In 1987, County K assigns 
$500, 000 of its volume cap for private activity 
bonds under section 146 to a $500, 000 issue of 
exempt facility bonds to provide a qualified 
residential rental project to be owned by A, an 
individual. The aggregate basis of the building 
and the land on which the building is located 
is $700, 000. Under the terms of the bond 
indenture, the net proceeds of the issue are to 
be used to finance $490, 000 of the eligible 
basis of the building. More than 70 percent of 
the aggregate basis of the qualified low-income 
building and the land on which the building is 
located is financed with the proceeds of tax- 
exempt bonds to which a portion of the 
volume cap under section 146 was allocated. 
Accordingly, A may claim a credit under 
section 42 without regard to whether any 
housing credit dollar amount was allocated to 
that building. If, instead, the aggregate basis 
of the building and land were $800, 000, A 
would be able to claim the credit under section 
42 without receiving a housing credit allocation 
for the building only to the extent that the 
credit was attributable to eligible basis of the 
building financed with tax-exempt bonds. 

(g) Termination of authority to 
make housing credit allocation— 
(1) In general. No State or local 
housing credit agency shall receive an 
apportionment of a State housing 
credit ceiling for calendar years after 
1989. Consequently, no housing 
credit allocations may be made after 
1989, except as provided in para- 
graph (g)(2) of this section. Housing 
credit allocations made prior to Janu- 
ary I, 1990, remain effective after 
such date. 
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(2) Carryover of unused 1989 ap- 
portionment. Any State or local 
housing credit agency that has an 
unused portion of its apportionment 
of the State housing credit ceiling for 
1989 from which housing credit allo- 
cations have not been made in 1989 
may carry over such unused portion 
into 1990. Such carryover portion of 
the 1989 apportionment shall be 
treated as the agency's apportionment 
for 1990. From this 1990 apportion- 
ment the State or local housing credit 
agency may make housing credit allo- 
cations only to a qualified low- 
income building meeting the follow- 
ing requirements: 

(i) The building must be con- 
structed, reconstructed, or rehabili- 
tated by the taxpayer seeking the 
allocation; 

(ii) More than 10 percent of the 
reasonably anticipated cost of such 
construction, reconstruction, or reha- 
bilitation must have been incurred as 
of January 1, 1989; and 

(iii) The building must be placed in 
service before January 1, 1991. 

(3) Expiration of exception for tax- 
exempt bond financed projects. The 
exception to the requirement that a 
housing credit allocation be received 
with respect to any portion of the 
eligible basis of a qualified low- 
income building, as provided in para- 
graph (f) of this section, shall not 
apply to any building placed in ser- 
vice after 1989, unless such building 
is described in paragraph (g)(2)(i), 
(ii), and (iii) of this section. 

(h) Filing of forms and special 
rules — (I) Completed form. For pur- 
poses of this section, a form shall be 
treated as completed if the State or 
local housing credit agency or the 
building owner has made a good 
faith effort to complete the form in 
accordance with the form and the 
instructions for the form. 

(2) Manner of filing. A completed 
Form 8586, Low-Income Housing 
Credit, shall be filed with the own- 
er's Federal income tax return for 
each taxable year the owner of a 
qualified low-income building is 
claiming the low-income housing 
credit during the 10-year credit pe- 
riod. A completed Form 8609 (or 
copy thereof) shall be filed with the 
owner's Federal income tax return 
for each of the 15 taxable years in 
the compliance period. If a housing 
credit allocation is not required to be 
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received by an owner under para- 
graph (f) of this section, the owner 
shall obtain a blank copy of Form 
8609 and fill in the address of the 
building and the name and address 
of the owner in Part I. Part II of 
Form 8609 shall be completed by the 
owner of the qualified low-income 
building only for the first year the 
low-income housing credit is claimed 
by the building owner. Part III of 
Form 8609 (Statement of Qualifica- 
tion) shall be completed by the owner 
of the qualified low-income building 
for each year of the 15-year compli- 
ance period. 

(3) Revised or renumbered forms. 
If any form is revised or renum- 
bered, any reference in this section to 
the form shall be treated as a refer- 
ence to the revised or renumbered 
form. 

(i) Transitional rules. The transi- 
tional rules contained in section 
252(f)(1) of the Tax Reform Act of 
1986 are incorporated into this sec- 
tion of the regulations for purposes 
of determining whether a qualified 
low-income building is entitled to 
receive a housing credit allocation or 
is excepted from the requirement that 
a housing credit allocation be re- 
ceived. Housing credit allocations 
made to qualified low-income build- 
ings described in section 252(f)(1) 
shall not count against the State or 
local housing credit agency's aggre- 
gate housing credit dollar amount. 
The transitional rules contained in 
section 252(f)(2) of the Tax Reform 
Act of 1986 are incorporated into 
this section of the regulations for 
purposes of determining amounts 
available to certain State or local 
housing credit agencies for the mak- 
ing of housing credit allocations to 
certain qualified low-income housing 
projects. Amounts available to hous- 
ing credit agencies under section 
252(f)(2) shall be treated as special 
apportionments unavailable for hous- 

ing credit allocations to qualified 
low-income buildings not described in 

section 252(f)(2). Housing credit allo- 
cations made from the special appor- 
tionments shall not count against the 
State or local credit agency's aggre- 

gate housing credit dollar amount. 
The set-aside requirements shall not 

apply to these special apportion- 
ments. The transitional rules con- 
tained in section 252(f)(3) of the Tax 
Reform Act of 1986 are incorporated 

in this section of the regulations for 
purposes of determining the amount 
of housing credit allocations received 
by certain qualified low-income 
buildings. Housing credit allocations 
deemed received under section 
252(f)(3) shall not count against the 
State or local housing credit agency's 
aggregate housing credit dollar 
amount. 

OMB CONTROL NUMBERS 
UNDER THE 

PAPERWORK REDUCTION ACT 
PART 602 

Par. 3. The authority citation for 
Part 602 continues to read as fol- 
lows: 

Authority: 26 U. S. C. 7805. 
Par. 4. Section 602. 101(c) is 

amended by inserting in the appropri- 
ate place in the table 

"51. 42-1T. . . 1545-0988". 

LAWRENCE B. GIBBS, 
Commissioner of 
Internal Revenue. 

Approved June 4, 1987. 

J. RQGER MENTz, 
Assistant Secretary 
of the Treasury. 

(Filed by the Office of the Federal Register on 
June 17, 1987, at 3:31 p. m. , and published 
in the issue of the Federal Register for June 
22, 1987, 52 F. R. 23432) 

26 CFR 1. 42-2T: Waiver of requirement that 
an existing building eligible for the low-income 
housing credit has been held for 10 years prior 
to acquisition by the taxpayer (temporaryj. 

T. D. 8162 

TITLE 26. — INTERNAL REVENUE 
CHAPTER I, SUBCHAPTER A, 
SUBCHAPTER H — Part 1 — INCOME 
TAX; PART 602 — OMB CONTROL 
NUMBERS UNDER THE 
PAPERWORK REDUCTION ACT 

Low-Income Housing Credit For 
Federally-Assisted Buildings 

AGENCY: Internal Revenue Service, 
Treasury. 

ACTION: Temporary regulations. 

SUMMARY: This document provides 
temporary regulations concerning the 
low-income housing credit for certain 
Federally-assisted buildings under sec- 

tion 42 of the Internal Revenue Code 
of 1986, as enacted by the Tax 
Reform Act of 1986. These regula- 
tions provide guidance concerning the 
low-income housing credit allowable 
for certain Federally-assisted build- 

ings acquired during a 10-year pe- 
riod. In addition, the text of the 
temporary regulations set forth in 

this document serves as the comment 
document for the proposed regula- 
tions *** [page 1055, this Bulletin]. 

EFFECTIVE DATE: The regulations 
are effective for buildings placed in 
service by a taxpayer after December 
31, 1986. 

SUPPLEMENTARY INFORMA- 
TION: 

BACKGROUND 

This document contains temporary 
regulations relating to the low-income 
housing credit allowable under sec- 
tion 42(d)(6) of the Internal Revenue 
Code of 1986 for certain Federally- 
assisted buildings described in section 
42(d)(2)(B)(ii), as enacted by section 
252 of the Tax Reform Act of 1986 
(Pub. L. 99-514)[1986-3 C. B. (Vol. 
1) 1, 106]. New $1. 42-2T is added by 
this document to Part 1 of Title 26 
of the Code of Federal Regulations. 
The temporary regulations provided 
by this document will remain in 
effect until superseded by final regu- 
lations on this subject. 

EXPLANATIONS OF PROVISIONS 

Section 252 of the Tax Reform Act 
of 1986 enacted a new low-income 
housing credit equal to the applicable 
percentage of the qualified basis of 
each qualified low-income building. 
The temporary regulations provide 
guidance with respect to the credit 
allowable for certain Federally- 
assisted buildings acquired during a 
10-year period. The low-income 
housing credit is available to the 
acquirer of a qualified low-income 
building for which a special waiver is 
granted by the Internal Revenue Ser- 
vice in order to avert an assignment 
of the mortgage secured by the build- 
ing to the Department of Housing 
and Urban Development or the 
Farmers' Home Administration, or to 
avert a claim against a Federal mort- 
gage insurance fund with respect to a 
mortgage which is so secured. 
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SPECIAL ANALYSES 

The Commissioner of Internal Rev- 
enue has determined that these tem- 
porary regulations are not a major 
rule as defined in Executive Order 
12291 and that a regulatory impact 
analysis therefore is not required. 

No general notice of proposed 
rulemaking is required by 5 U. S. C. 
553(b) because these are temporary 
regulations, and there is a need to 
provide the public with immediate 
guidance. Accordingly, the Regula- 
tory Flexibility Act does not apply 
and no Regulatory Flexibility Analy- 
sis is required for this rule. 

PAPERWORK REDUCTION ACT 

The collection of information re- 
quirements contained in these regula- 
tions have been submitted to the 
Office of Management and Budget 
(OMB) in accordance with the re- 
quirements of the Paperwork Reduc- 
tion Act of 1980. These requirements 
have been approved by OMB (Con- 
trol No. 1545-1005). 

Amendments to the regulations 

The amendments to 26 CFR Parts 
1 and 602 are as follows: 

INCOME TAX REGULATIONS 
Part 1 

Paragraph 1. The authority for 
Part 1 is amended by adding the 
following citation: 

Authority: 26 U. S. C. 7805. 
Section 1. 42-2T also issued under 26 
U. S. C. 42(m). 

Par. 2. A new $1. 42-2T is added 
immediately following $1. 42-1T to 
read as follows: 
$1. 42-2T Waiver of requirement that 

an existing building eligible for the 
low-income housing credit has been 
held for 10 years prior to acquisi- 
tion by the taxpayer (temporary). 
(a) Low-income housing credit for 

existing building. Section 42 provides 
that, for purposes of section 38, new 
and existing qualified low-income 
buildings are eligible for a low- 
income housing credit. The eligibility 
rules for new and existing buildings 
differ. Under section 42(d)(2), the 
acquisition cost (to the extent prop- 
erly included in basis) of an existing 
building may be eligible for the low- 
income housing credit if— 

(1) The taxpayer acquires the 
building by purchase (as defined in 

section 179(d)(2), as applicable under 

section 42(d)(2)(D)(iii)(I)), 
(2) There is a period of at least 10 

years between the date of the 
building's acquisition by the taxpayer 
and the later of- 

(i) The date the building was last 

placed in service, or 
(ii) The date of the most recent 

nonqualified substantial improvement 
of the building, and 

(3) The building was not previ- 

ously placed in service by the tax- 

payer, or by a person who was a 
related person (as defined in section 
42(d)(2)(D)(iii)(II)) with respect to the 
taxpayer as of the time the building 
was last previously placed in service. 

(b) Waiver of 10-year holding pe- 
riod requirement. Section 42(d)(6) 
provides that a taxpayer may apply 
for a waiver of the 10-year holding 
period requirement specified in para- 
graph (a)(2) of this section. The 
Internal Revenue Service will grant a 
waiver only if— 

(I) The existing building satisfies 
all of the requirements in paragraph 
(c) of this section, and 

(2) The taxpayer makes an applica- 
tion in conformity with the require- 
ments in paragraph (d) of this sec- 
tion. 

(c) Wai ver requirements — (1) 
Federally-assisted building. To satisfy 
the requirement of this paragraph 
(c)(1), a building must be a 
Federally-assisted building. The term 
"Federally-assisted building" means 
any building which is substantially 
assisted, financed, or operated under 
section 8 of the United States Hous- 
ing Act of 1937, section 221(d)(3) or 
236 of the National Housing Act of 
1934, or section 515 of the Housing 
Act of 1949, as such acts were in 
effect on October 22, 1986. 

(2) Federal mortgage funds at risk. 
To satisfy the requirement of this 
paragraph (c)(2), Federal mortgage 
funds must be at risk with respect to 
a mortgage that is secured by the 
building or a project of which the 
building is a part. For purposes of 
this paragraph (c)(2), Federal mort- 
gage funds are at risk if, in the event 
of a default by the mortgagor on the 
mortgage secured by the building or 
the project of which the building is a 
part- 

(i) The mortgage could be assigned 
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to the Department of Housing and 
Urban Development or the Farmers' 
Home Administration, or 

(ii) There could arise a claim 
against a Federal mortgage insurance 
fund (or such Department or Admin- 
istration). 

(3) Action by the Department of 
Housing and Urban Development or 
the Farmers' Home Administration. 
To satisfy the requirement of this 
paragraph (c)(3), speci fied Federal 
action must have been taken by 
either the Department of Housing 
and Urban Development or the 
Farmers' Home Administration ("the 
Federal agency") with respect to the 
building or the project of which the 
building is a part that demonstrates 
that a waiver of the 10-year holding 
period requirement is necessary to 
avert Federal mortgage funds being 
at risk within the meaning of para- 
graph (c)(2) of this section. The 
following specified Federal actions 
shall be the only means of satisfying 
the requirements of this paragraph 
(c)(3): 

(i) The Federal agency intends to 
accept an assignment of a mortgage 
secured by the building or the project 
of which the building is a part, and 
such assignment requires payments by 
the agency or a mortgage insurance 
fund maintained by the agency to the 
prior mortgagee; 

(ii) The Federal agency or a mort- 
gage insurance fund maintained by 
the agency intends to accept, as a 
consequence of foreclosure proceed- 
ings or otherwise, conveyance of the 
building or the project of which the 
building is a part; 

(iii) The Federal agency or a mort- 
gage insurance fund maintained by 
the agency intends, as a consequence 
of default, to take possession of, 
hold title to, or otherwise assume 
ownership of the building or the 
project of which the building is a 
part; or 

(iv) The Federal agency has desig- 
nated the building or the project of 
which the building is a part as a 
troubled building or project. A desig- 
nation of a troubled building or 
project must satisfy the following 
requirements: 

(A) Designation of troubled sta- 
tus must be based on a review by 
the Federal agency of the financial 
condition of the building or project 
and on a determination by the 
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agency of a history of financial 
distress and mortgage defaults; 

(B) Designation of troubled sta- 
tus must be made or received and 
approved by the national office of 
the Federal agency; and 

(C) Federal agency regulations 
or procedures must provide that, in 
the event of transfer of the owner- 
ship of a designated troubled 
building or project, the building or 
project may be subject to review 
by the Federal agency. 

Each Federal agency may prescribe 
its own standards and procedures for 
designating a troubled building or 
project so long as such standards are 
consistent with the requirements of 
this paragraph (c)(3)(iv). 

(4) No prior credit allowed. The 
requirement of this paragraph (c)(4) 
is satisfied only if no prior owner 
was allowed a low-income housing 
credit under section 42 for the build- 
ing. 

(d) Application for Waiver — (1) 
Time and manner. In order to receive 
a waiver of the 10-year holding 
period requirement specified in para- 
graph (a)(2) of this section, a tax- 
payer must file an application that 
complies with the requirement of this 
paragraph (d) and applicable proce- 
dural rules set forth in paragraph (e) 
of 5601. 201 (Statement of Procedural 
Rules). The application must be filed 
by a taxpayer who has acquired the 
building by purchase or who has a 
binding contract to purchase the 
building. Such binding contract may 
be conditioned upon the granting of 
a waiver under this section. The 
application may be filed at any time 
after a binding contact has been 
entered into, but no later than 12 
months after the taxpayer's acquisi- 
tion of the building. An application 
for a waiver of the 10-year holding 
period requirement must not contain 
a request for a ruling on any other 
issue arising under section 42 or 
other sections of the Internal Reve- 
nue Code. An application for a 
waiver of the 10-year holding period 
requirement must be mailed or deliv- 
ered to the Internal Revenue Service, 
Associate Chief Counsel (Technical 
and International), Attention 
CC: IND:C:D, Room 6545, 1111 
Constitution Avenue, N. W. , Wash- 
ington, D. C. 20224. 

(2) Information required. An ap- 
plication for a waiver of the 10-year 

holding period requirement must con- 
tain the following information: 

(i) The taxpayer's name, address 
and taxpayer identification number; 

(ii) The name (if any) and address 
of the acquired building and the 
project (if any) of which it is a part; 

(iii) The date of acquisition or of 
the binding contract for acquisition 
of the building by the taxpayer, the 
amount of consideration paid or to 
be paid for the acquisition (including 
the value of any liabilities assumed 
by the taxpayer), and the taxpayer's 
certification that such acquisition is 

by purchase (as defined in section 
179(d)(2), as applicable under section 
42(d)(2)(D)(iii)(I)); 

(iv) The identity of the person 
from whom the building is acquired, 
and whether such person is a Federal 
agency, a mortgagee holding title to 
the building, or the mortgagor or 
prior owner; 

(v) The date the building was last 
placed in service and the date of the 
most recent (if any) nonqualified sub- 
stantial improvement of the building 
(as defined in section 42(d)(2)(D)(i)); 

(vi) The taxpayer's certification 
that the building was not previously 
placed in service by the taxpayer, or 
by a person who was a related person 
(as defined in section 42(d)(2)(D) 
(iii)(II)) with respect to the taxpayer 
as of the time the building was last 
placed in service; 

(vii) The source of Federal assis- 
tance received by the building (for 
purposes of paragraph (c)(1) of this 
section); 

(viii) The taxpayer's certification 
that, as of the earlier of (A) the time 
of acquisition of the building or (B) 
the time of application for the 
waiver, the building is a Federally- 
assisted building (as defined in para- 
graph (c)(1) of this section); 

(ix) The amount and disposition 
(e. g. , discharge, assignment, assump- 
tion, or refinance) of any outstanding 
mortgage, if any, at the time of 
acquisition and the identities of the 
mortgagee and mortgagor; 

(x) The taxpayer's certification 
that, as of the earlier of (A) the time 
of acquisition of the building or (B) 
the time of application for the 
waiver, Federal mortgage funds are 
at risk within the meaning of para- 
graph (c)(2) of this section; 

(xi) Documentation of specified 
Federal agency action within the 

meaning of paragraph (c)(3) of this 
section; and 

(xii) The taxpayer's certification 
that no prior owner was allowed a 
low-income housing credit under sec- 
tion 42 for the building. 

(3) Other Rules. (i) In the event 
that an acquired building will be 
owned by more than one taxpayer, a 
single application for waiver may be 
filed by one taxpayer on behalf of 
the co-owners, if the application con- 
tains the names, addresses and tax- 
payer identification numbers of the 
other owners. A general partner or a 
designated limited partner may file 
an application for waiver on behalf 
of a partnership. 

(ii) With respect to the requirement 
in paragraph (d)(2)(xi) for documen- 
tation of specified Federal agency 
action, in the case of Federal agency 
designation of a troubled building or 
project (as described in paragraph 
(c)(3)(iv)), a letter or other written 
statement is required from an appro- 
priate official in the national office 
of the Federal agency verifying desig- 
nation of troubled status and compli- 
ance with the requirements in para- 
graph (c)(3)(iv) of this section. 

(iii) With respect to the certifica- 
tions required in paragraph (d)(2)(x) 
and (xii) of this section, the taxpayer 
may make the certifications to the 
best of its knowledge, and no docu- 
mentation from other persons need 
be submitted with the application. 

(4) Effecti ve date of wai ver. A 
waiver will be effective when granted 
but in no event later than 60 days 
after a taxpayer files a substantially 
complete application for waiver un- 

der this paragraph (d). If a taxpayer 
has filed a substantially complete 
application but the Internal Revenue 
Service requires additional informa- 
tion or materials, any waiver granted 
will be effective no later than 60 days 
after the initial application was filed. 

(5) Attachment to return. A waiver 
letter granted by the Internal Reve- 
nue Service shall be filed with the 
taxpayer's Federal income tax return 
for the first taxable year the low- 
income housing credit is claimed by 
the taxpayer. 

(e) Effective date of regulations. 
The provisions of $1. 42-2T are effec- 
tive for buildings placed in service by 
the taxpayer after December 31, 
1986. 
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OMB CONTROL NUMBERS 
UNDER THE 

PAPERWORK REDUCTION ACT 
PART 602 

Par. 3. The authority citation for 
Part 602 continues to read as fol- 
lows: 

Authority: 26 U. S. C. 7805. 
Par. 4. Section 602. 101(c) is 

amended by inserting in the appropri- 
ate place in the table "$1. 42-2T 
. . . OMB Control No. 1545-1005". 

Lawrence B. Gibbs, 
Commissioner of 

Internal Revenue. 
Approved October 19, 1987 

O. Donaldson Chapoton, 
Assistant Secretary of 

the Treasury. 

(Filed by the office of the Federal Register on 
October 30, 1987, at 9:56 a. m. , aud pub- 
lished ht the issue of the Federal Register for 
November 3, 1987, 52 F. R. 42098) 

Subpart E. -Rules for Computing Credit for Investment in 

Certain Depreciable Property 

Section 47. — Certain Dispositions, 
Etc. , of Section 38 Property 

26 CFR 1, 47-1: Recomputation of credit al- 
lowed by section 38. 
(Also Sections 38; 56; 1. 56-1. ) 

Investment credit; recapture; par- 
tially offset earryback. Where an 
unused investment credit carried back 
to an earlier year is recaptured due to 
an early disposition of section 38 
property the taxpayer recaptures the 
full amount of the credit even though 
the carryback of the investment 
credit was offset in part in the earlier 
year by an increase in the minimum 
tax under section 56 of the Code. 
Rev. Rul. 72-221 distinguished. 

Rev. Rul. 87-56 

ISSUE 
If a taxpayer carries back invest- 

ment credit to an earlier credit year, 
if the carryback of the investment 
credit was offset, in part, by an 
increase in the minimum tax under 
section 56 of the Internal Revenue 
Code, and if the taxpayer effects an 
early disposition of "section 38 prop- 
erty" that gave rise to the investment 
credit, does section 47(a)(1) require a 
recapture of the full amount of the 
investment credit that was carried 
back? 

FACTS 

In 1984, the taxpayer purchased 
and placed in service section 38 prop- 
erty that cost 500x dollars and has an 
estimated useful life of 7 years. Be- 
cause of the limitations of section 
38(c) of the Code, the taxpayer was 
not able to utilize the 50x dollars 
investment credit in 1984 attributable 
to the acquired section 38 property. 
However, the taxpayer was able to 
carry back the investment credit to 
the credit year 1981, the earliest year 
that it could utilize the investment 
credit. Carrying back the credit in 
this fashion reduced its federal in- 
come tax liability under section 11 of 
the Code by 50x dollars. 

The reduction in federal income 
tax under section 11 of the Code for 
credit year 1981 reduced the taxpay- 
er's regular tax deduction under sec- 
tion 56(c) for purposes of calculating 
taxpayer's minimum tax under sec- 
tion 56(a). This reduction in the 
taxpayer's section 56(c) regular tax 
resulted in an increase of 3x dollars 
in the taxpayer's minimum tax liabil- 
ity under section 56(a). 

In 1985, the taxpayer disposed of 
the section 38 property that it ac- 
quired in 1984. On its 1985 federal 
income tax return, the taxpayer 
claimed that only 47x dollars of the 
investment credit should be recap- 
tured because the original carryback 
of 50x dollars investment credit was 
offset by an increase in the minimum 
tax under section 56(a) of the Code 
of 3x dollars, leaving a balance of 
47x dollars to be recaptured. Upon 
examination, the taxpayer's tax liabil- 
ity was increased by 3x dollars due to 
the recomputation and the recapture 
of the investment credit. 

LAW AND ANALYSIS 

Section 38 of the Code allows as 
credit against federal income tax a 
general business credit that includes 
the investment credit for qualified 
investment in section 38 property. 
Property that qualifies as section 38 
property is defined in section 48. 

Section 47(a)(1) of the Code pro- 
vides that if during any taxable year 
any property is disposed of, or other- 
wise ceases to be section 38 property 
with respect to the taxpayer before 
the close of the useful life that was 
taken into account in computing the 
credit under section 38, then the tax 

Section 47 

under chapter 1 for such taxable year 
is increased by an amount equal to 
the aggregate decrease in the credits 
allowed under section 38 for all prior 
taxable years that would have re- 

sulted solely from substituting, in 

determining the qualified investment, 
for such useful life the period begin- 
ning with the time such property was 

placed in service by the taxpayer and 
ending with the time such property 
ceased to be section 38 property. 

Section 47(a)(6) of the Code pro- 
vides that in the case of any cessation 
described in section 47(a)(1), (3), or 
(5) or any change in the use de- 
scribed in section 47(a)(2) or (4), the 
carrybacks and carryovers under sec- 
tion 39 shall be adjusted by reason of 
such cessation (or change in use). 

Section 47(c) of the Code provides 
that any increase in tax under section 
47(a) is not treated as tax imposed by 
chapter 1 for purposes of determin- 
ing the amount of any credit allow- 
able under subpart A, B, or D. 

Section 1. 47-1(a)(1)(i) of the In- 
come Tax Regulations provides that 
under section 47(a)(1) of the Code 
the credit earned for the credit year 
is recomputed by substituting the 
actual useful life of the property for 
the useful life taken into account 
originally in computing the qualified 
investment. This regulation section 
further requires the recomputing of 
the credit allowed for the credit year 
and for any other taxable year af- 
fected by reason of the reduction in 
credit earned for the credit year, 
giving effect to such reduction in the 
computation of carryovers and car- 
rybacks of unused credit. If the 
recomputation results in an aggregate 
decrease in the credits allowed for 
the credit year and for any other 
taxable year affected by the reduction 
of the credit earned for the credit 
year, then the income tax for the 
recapture year is increased by the 
amount of such decrease in credits 
allowed. 

Section 56(a) of the Code, prior to 
its amendment by section 701(a) of 
the Tax Reform Act of 1986, pro- 
vided that in addition to the other 
taxes imposed by chapter 1, there is 
imposed for each taxable year, with 
respect to the income of every corpo- 
ration, a tax equal to 15 percent of 
the amount by which the sum of the 
items of tax preference exceeds the 
greater of $10, 000, or the regular tax 
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deduction for the taxable year (as 
determined under subsection 56(c)). 
Section 56(c) defines the term "regu- 
lar tax deduction" as an amount 
equal to the taxes imposed by chap- 
ter 1 for the taxable year (computed 
without regard to the taxes imposed 
by sections 531 and 541), reduced by 
the sum of the credits allowable 
under subparts A, B, and D of part 
IV. For purposes of the preceding 
sentence, the amount of the credit 
determined under section 38 for any 
taxable year shall be determined 
without regard to the employee stock 
ownership credit determined under 
section 41, prior to its repeal by 
section 1171(a) of the Tax Reform 
Act of 1986. 

In Rev. Rul. 72-221, 1972-1 C. B. 
15, a taxpayer placed in service vari- 
ous items of section 38 property in 
the taxable years 1963, 1964, and 
1966. Because the section 38 property 
placed in service in 1963 was dis- 
posed of in 1966, a determination of 
the increase in tax resulting from the 
disposition was required under sec- 
tion 47 of the Code. Prior to the 
recomputation of the taxpayer's addi- 
tional tax (recapture tax), taxpayer 
had an unused investment credit car- 
ryback of $300 in 1966. The issue in 
Rev. Rul. 72-221 was whether section 
47(c) precludes the carryback to 1963 
of the $300 unused investment credit, 
in recomputing the tax liabilities for 
all prior taxable years to determine 
the amount of recapture tax liability 
under section 47(a). 

Rev. Rul. 72-221 concludes that in 
computing the recapture tax under 
section 47(a) of the Code on the 
early disposition of section 38 prop- 
erty, unused investment credit earned 
during the tax year of disposition 
must be carried back to open tax 
years before the aggregate decrease in 
credits allowed under section 38 for 
all prior taxable years can be com- 
puted. That ruling thus holds that 
section 47(c) does not preclude the 
carryback of the $300 investment 
credit from 1966 to 1963 for pur- 
poses of recomputing the tax liabili- 
ties for all prior years. The carryback 
was not precluded because section 
47(c) applies only after the recapture 
tax liability has been computed and 
thus the section precludes only off- 
sets against carryovers or carrybacks 
available at that time. 

More specifically, Rev. Rul. 72-221 

indicates that if no investment credit 
had been claimed in 1963, the $300 
investment credit earned but unused 
in 1966 would have been added to 
the investment credit allowable in 
1963 in accordance with the provi- 
sions of section 46(b) of the Code. 
Since there would have been an in- 
come tax liability in that year against 
which the 1966 investment credit 
could have been applied, the invest- 
ment credit would have been treated 
as an investment credit allowed in 
1963 and a claim for refund would 
have been allowable. Thus the $300 
unused investment credit earned in 
1966 must be treated as an increase 
in credits allowed under section 38 
for prior taxable years that results 
solely from substituting the actual 
useful life of the section 38 property 
acquired in 1963 and disposed of in 
1966 in place of the useful life 
claimed initially, and this increase 
must be taken into account in com- 
puting the aggregate decrease in cred- 
its under section 47(a). 

There is no authority in section 
47(a)(1) of the Code and the regula- 
tions thereunder for the computation 
of the aggregate decrease in the cred- 
its allowed by section 38 to take into 
account not only decreases and in- 
creases in such credits but also a 
resulting increase in minimum tax 
under section 56(a). The legislative 
history of section 47 explicitly stated 
that the recapture mechanism in tl. at 
section would not require any actual 
recomputation of the taxes of prior 
years. See H. R. Rep. No. 1447, 87th 
Cong. , 2d Sess. 13, 14 (1962), 1962-3 
C. B. 405, 417-18; S. Rep. No. 1881, 
87th Cong. , 2d Sess. 18 (1962), 
1962-3 C. B. 707, 724. By its terms, 
section 47 involves a recomputation 
only of the investment credit and not 
of other taxes that may be affected. 
Thus, Rev. Rul. 72-221 is distin- 
guishable from the present situation. 

This result is not unjust. Since no 
interest is imposed on the investment 
credit recapture, the taxpayer enjoyed 
for a period of time interest-free use 
of the recaptured investment credit 
less the minimum tax. One of the tax 
benefits at which the minimum tax 
was targeted was deferral. See S. 
Rep. No. 938, 94th Cong. , 2d Sess. 
114 (1976), 1976-3 (Vol. 3) C. B. 57, 
152. Because a taxpayer subject to 
recapture has nevertheless enjoyed 
deferral, it is appropriate for the 

recapture to be unreduced by the 
minimum tax previously imposed. 

HOLDING 

Section 47(a)(1) of the Code re- 
quires a recapture of the full amount 
of 50x dollars unused investment 
credit that was carried back in 1981. 

EFFECT ON OTHER REVENUE 
RULINGS 

Rev. Rul. 72-221 is distinguished. 

26 CFR 1. 47-2: Disposition and cessation. 
(Also Sections 38, 48; 1. 48-1. ) 

Investment credit; recapture; dis- 
qualified use of property. When sec- 
tion 38 property is sold to a tax- 
exempt organization and, as part of 
the same transaction, is leased back 
to the seller, investment credit recap- 
ture is required unless the property is 
used predominantly in an unrelated 
trade or business, the income from 
which is subject to tax under section 
511 of the Code. 

Rev. Rul. 87-73 

ISSUE 

If section 38 property is sold to a 
tax-exempt organization and, as part 
of the same transaction, is leased 
back to the seller, does the sale and 
leaseback exception in section 
1. 47-3(g) of the Income Tax Regula- 
tions to the investment credit recap- 
ture rules in section 47 of the Inter- 
nal Revenue Code preclude 
recapture? 

FACTS 

On January 1, 1984, A; a calendar 
year corporation, placed in service 
new section 38 property. The section 
38 property was 5-year recovery 
property as defined in section 
168(c)(2)(B) of the Code. A properly 
claimed the investment credit with 
respect to the section 38 property. 

In 1985, A' sold the section 38 
property to Y, a tax-exempt organi- 
zation and leased it back. The leasing 
of the property by Y to X is not 
subject to tax under section 511 of 
the Code as part of an unrelated 
trade or business. The lease agree- 
ment is a valid lease for federal 
income tax purposes. 
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LAW AND ANALYSIS 

Section 38 of the Code allows as a 
credit against federal income tax a 
general business credit that includes 
the investment credit for qualified 
investment in section 38 property 
Section 49, as added by the Tax 
Reform Act of 1986, 1986-3 (Vol. 1) 
C. B. 83, effectively eliminates the 
regular investment credit for property 
placed in service after December 31, 
1985, with certain exceptions. 

Section 47(a)(5)(A) of the Code 
provides that, in general, if in any 
taxable year before the close of the 
recapture period, section 38 recovery 
property is disposed of or otherwise 
ceases to be section 38 property as to 
a taxpayer, then the tax for that year 
is generally increased by the recap- 
ture percentage (as provided by the 
recapture percentage table under sec- 
tion 47 (a)(5)(B) of the Code) of 
section 38 credit previously claimed 
by the taxpayer with respect to the 
property. 

Section 47(a)(5)(E)(i) of the Code 
defines the term section 38 recovery 
property to mean any section 38 
property that is recovery property 
(within the meaning of section 168). 

Section 47(a)(5)(E)(ii) of the Code 
defines the term recapture period to 
mean, with respect to any recovery 
property, the period consisting of the 
first full year after the property is 
placed in service and the four suc- 
ceeding full years in the case of 
5-year property. 

Section 1. 47-2(a)(1) of the regula- 
tions states that for recapture pur- 
poses, the term "disposition" in- 
cludes a sale in a sale and leaseback 
transaction. However, section 
1. 47-3(g) of the regulations provides 
that recapture does not occur where 
section 38 property is disposed of 
and as part of the same transaction is 
leased back to the vendor even 
though gain or loss is recognized to 
the vendor-lessee and the property 
ceases to be subject to depreciation 
in its hands. 

Section 48(a)(4) of the Code states 
that property used by an organization 
exempt from the tax imposed by 
chapter 1 shall be treated as section 
38 property only if such property is 
used predominantly in an unrelated 
trade or business the income of 
which is subject to tax under section 
511. Section 1. 48-1(j) of the regula- 

tions provides that property used by 
a tax-exempt organization includes 
property owned by the organization 
(whether or not leased to another 
person). 

Section 1. 47-3(g) of the regulations 
precludes investment credit recapture 
that would otherwise be triggered 
when section 38 property is sold and 
leased back to the vendor. The sale 
and leaseback exception is intended 
to prevent recapture when the section 
38 property for which the credit was 
claimed continued to be used by the 
taxpayer even though legal title was 
transferred to another person. But 
for section 1. 47-3(g), the sale and 
leaseback would be a disposition that 
triggers recapture. See section 
1. 47-2(a)(1) of the regulations. Sec- 
tion 1. 47-3(g), however, bars only 
that recapture which otherwise would 
flow as a direct consequence of the 
sale and leaseback transaction itself. 
The provision does not preclude re- 
capture that results from other 
causes, for instance, a disqualifying 
use of the property. 

In such a situation, recapture 
would be required even if, as a 
factual matter, the sale leaseback 
transaction was an essential step in 
bringing about the disqualifying use. 

In the present situation, the prop- 
erty became owned by a tax-exempt 
organization that did not use the 
property in an unrelated trade or 
business. Hence the property ceased 
to be section 38 property and section 
1. 47-3(g) of the regulations, which is 
limited in its applicability to the sale 
and leaseback of section 38 property, 
does not prevent recapture. Recap- 
ture of investment credit in this situa- 
tion is triggered by the disqualifying 
use by the tax-exempt organization 
rather than by the sale and 
leaseback. See Rev. Rul. 73-76, 
1973-1 C. B. 31, which holds that a 
corporation that changed its status to 
an exempt organization must recap- 
ture investment credit on property 
that had a remaining useful life when 
the status change occurred. 

An interpretation of section 
1. 47-3(g) of the regulations to reach 
a contrary result would be inappro- 
priate. If an exempt organization 
purchases property and leases it to a 
nonexempt entity (and the lease does 
not constitute an unrelated trade or 
business), neither the exempt organi- 
zation nor the nonexempt entity is 

Section 48 
permitted the investment credit be- 
cause, under section 48(a)(4) of the 
Code, the property is not section 38 
property. If the property is instead 
purchased by the non-exempt entity, 
which then enters into a sale and 
leaseback with the exempt organiza- 
tion, the parties are left in the same 
economic position as if the exempt 
organization had purchased the prop- 
erty in the first instance. If the 
investment credit is disallowed in the 
first case but is not recaptured in the 
second, similarly situated taxpayers 
would be treated differently. 

HOLDING 

When section 38 property is sold 
to a tax-exempt organization and 
leased back, the seller/lessee is sub- 
ject to investment credit recapture 
unless the property is used by the 
purchaser/lessor predominantly in an 
unrelated trade or business the in- 
come from which is subject to tax 
under section 511 of the Code. 

Section 48. — Definitions; Special 
Rules 

26 CFR 1. 48-1: Definition of section 38 prop- 
erty. 

Does the sale and leaseback exception in 
section 1. 47-3(g) of the Income Tax Regula- 
tions to the investment credit recapture rules in 
section 47 of the Code preclude recapture. See 
Rev. Rul. 87-73, page 28. 

26 CFR 1. 48-9t Definition of energy property. 

T. D. 8147 

TITLE 26 — INTERNAL REVENUE 
CHAPTER I — SUBCHAPTER A- 

PART 1 — INCOME TAX; TAXABLE 
YEARS BEGINNING AFTER 

DECEMBER 31, 1953 

Business Energy Investment Credit 
for Solar, Wind, and Geothermal 
Energy Property 

AGENCY: Internal Revenue Service, 
Treasury. 

ACTION; Final regulations. 

SUMMARY: This document contains 
final regulations under the Internal 
Revenue Code relating to the busi- 
ness energy investment credit ("busi- 
ness energy credit") for solar, wind, 
and geothermal energy property. 
These amendments will allow certain 
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Section 48 
equipment that uses solar, wind, or 
geothermal energy (" qualified en- 
ergy") to be eligible for the business 
energy credit to the extent of its basis 
or cost allocable to its annual use of 
qualified energy so long as the use of 
non-qualified energy does not exceed 
25 percent of the total energy input 
of the equipment in an annual mea- 
suring period. The regulations pro- 
vide the public with needed guidance. 

DATES: These amendments are ef- 
fective as of October 1, 1978. 

SUPPLEMENTARY 
INFORMATION: 

BACKGROUND 

This document contains final 
amendments to the Income Tax Reg- 
ulations (26 CFR Part 1) under sec- 
tion 48 of the Internal Revenue Code 
of 1954. These amendments were 
published in proposed form in the 
FEDERAL REGISTER on December 
9, 1986 (51 FR 44315) [LR-160-83, 
1987-1 C. B. 800. There was no public 
hearing. After consideration of com- 
ments regarding the proposed amend- 
ments, those amendments are 
adopted, as revised by this Treasury 
Decision. 

Section 48(l) and $1. 48-9 define 
energy property (which is eligible for 
the business energy credit) as includ- 
ing solar, wind, and geothermal en- 

ergy property. The regulations, as in 
effect before amendment by this doc- 
ument, required that for equipment 
to qualify as solar, wind, or 
geothermal property, it must use only 
qualified energy. If property used 
both qualified and non-qualified en- 

ergy (" dual use property"), it was 
not considered solar, wind, or 
geothermal property. 

Upon reconsideration of the legis- 
lative history, it has been determined 
that, while Congress did not intend 
that property that does not use quali- 
fied energy be eligible for the busi- 
ness energy credit as solar, wind, or 
geothermal property, Congress also 
did not intend to adopt an all or 
nothing rule for dual use solar, wind, 
or geothermal energy property. 

Therefore, the regulations under 
$1. 48-9 relating to solar, wind, and 
geothermal property are amended to 
allow dual use property to qualify to 
the extent of its basis or cost al- 
locable to its use of qualified energy 

during an annual measuring period 
so long as its use of non-qualified 
energy does not exceed 25 percent of 
its total energy input in an annual 
measuring period. This allocation 
may be made by comparing, on a 
Btu basis, energy input to dual use 
property from qualified sources with 
energy input from other sources. 
However, the Commissioner may ac- 
cept any other method that, in his 
opinion, accurately establishes the 
relative annual use of energy from 
qualified sources and energy from 
other sources. If, for a taxable year 
subsequent to the taxable year that 
dual use property was placed in ser- 
vice, the basis or cost allocable to its 
use of qualified energy is reduced, 
recapture may be required in whole 
or in part under section 47 and 
$1. 47-1(h). 

The amendments adopted by these 
final regulations differ from those in 
the notice of proposed rulemaking in 
minor respects. The final regulations 
modify the notice's proposed require- 
ment that input to dual use property 
from non-qualified sources not ex- 
ceed 25 percent of its total energy 
input in any calendar year by provid- 
ing that such input not exceed 25 
percent of total input in an annual 
measuring period. Under the final 
regulations, an annual measuring pe- 
riod is also the period during which 
the portion of dual use equipment's 
basis or cost allocable to use of 
energy from a qualified source is 
measured. An "annual measuring pe- 
riod" for an item of dual use prop- 
erty is defined as the 365 day period 
beginning with the day it is placed in 
service or a 365 day period beginning 
the day after the last day of the 
immediately preceding annual mea- 
suring period. Dual use property 
placed in service toward the end of a 
calendar year that would not have 
qualified for the business energy 
credit under the notice because of a 
greater than 25 percent input from 
non-qualified sources during the rela- 
tively short period between the date 
placed in service and the end of that 
calendar year will, nonetheless, qual- 

ify under the final regulation's 
amendment, provided that there is no 
more than 25 percent non-qualified 
input during the 365 day period 
beginning with the date the property 
is placed in service. 

Examples concerning geothermal 
and solar energy property were modi- 
fied and expanded to illustrate (A) 
the determination of the portion of 
the basis or cost of dual use property 
that is attributable to energy input 
from a qualified source and (B) the 
allowance or recapture of credit for 
dual use property based on that 
determination. 

A commentator suggested the 
adoption of a "safe-harbor" test for 
meeting the notice's threshold re- 
quirement that, in any calendar year, 
no more than 25 percent of dual use 
property's energy input be from non- 
qualified sources. Basically, it was 
suggested that dual use property be 
considered to meet that threshold 
requirement as long as it is part of a 
facility certified by the Federal En- 
ergy Regulatory Commission (FERC) 
as a "qualifying small power produc- 
tion facility" under FERC regula- 
tions (18 CFR Part 292). One of the 
criteria for a qualifying small power 
production facility, as set forth at 18 
CFR $292. 204(b), is that 75 percent 
or more of its total energy input be 
from biomass, waste, renewable re- 
sources, geothermal resources, or any 
combination thereof and that the 
facility's use of oil, natural gas, and 
coal not exceed, in the aggregate, 25 
percent of its total energy input dur- 
ing any calendar year period. Even if 
the notice's calendar year threshold 
requirement had been adopted, the 
FERC criterion would not have been 
narrow enough to justify adopting 
the suggested "safe harbor, " prima- 
rily because a facility can be certified 
under these requirements even though 
its energy input is predominately 
from a source other than solar, wind, 
or geothermal, such as a biomass or 
waste source. Thus, there would have 
been no assurance, based on such 
certification alone, that at least 75 
percent of the energy input of dual 
use property during a calendar year 
was from a geothermal, a solar, or a 
wind source. Although it would have 
been possible to provide a series of 
narrowly drawn safe harbors based 
on FERC certifications, such safe 
harbors would probably have been of 
little benefit to either the Service or 
to taxpayers because it would still 
have been necessary to establish the 
relative energy input to dual use 
property from qualified and non- 
qualified sources if more than 75 
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percent of the basis or cost of that 
property were to qualify as energy 
property. 

The commentator also suggested 
that, if the threshold requirement is 
met, then, for purposes of determin- 
ing the portion of that property's 
basis or cost that qualifies for the 
energy credit, that property's basis or 
cost should be multiplied by the ratio 
of the cost of the qualified source 
property to the cost of all property 
providing energy input to that dual 
use property. The final regulations, 
however, generally adopt the ap- 
proach taken in the notice of pro- 
posed rulemaking. Under this ap- 
proach, the portion of the basis or 
cost of dual use property that is 
allocable, for a particular year, to its 
use of energy from a qualified source 
generally is the basis or cost multi- 
plied by the ratio of the energy input 
from the qualified source for that 
year to the total amount of energy 
input for that year. Because, how- 
ever, the final regulations provide 
that the Commissioner may accept 
any allocation method that, in his 
opinion, accurately reflects the rela- 
tive annual amount of input to dual 
use equipment from its various 
sources, it is possible that the method 
suggested by the commentator would 
be accepted in appropriate circum- 
stances, even though that method 
does not reflect actual, relative en- 

ergy inputs, 
The final regulations do not reflect 

amendments made by the Crude Oil 
Windfall Profit Tax Act of 1980 
[Pub. L. 99-223, 1980-3 C. B. I] or 
subsequent legislation. 

SPECIAL ANALYSES 

The Commissioner of Internal Rev- 
enue has determined that this final 
rule is not a major rule as defined in 
Executive Order 12291 and that a 
Regulatory Impact Analysis is there- 
fore not required. Although a notice 
of proposed rulemaking that solicited 
public comment was issued, the In- 
ternal Revenue Service concluded 
when the notice was issued that the 
regulations are interpretative and that 
the notice and public procedure re- 
quirements of 5 U. S. C. 553 did not 
apply. Accordingly, the final regula- 
tions do not constitute regulations 
subject to the Regulatory Flexibility 
Act (5 U. S. C. chapter 6). 

Adoption of amendments to the 
regulations 

Accordingly, 26 CFR Part 1 is 

amended as follows: 
Paragraph 1. The authority for 

Part 1 continues to read in part: 
Authority: 26 U. S. C. 7805. 

Section 1. 48-9 is also issued under 26 
U. S. C. 38(b) (as in effect before the 
amendments made by Subtitle F of 
the Tax Reform Act of 1984). 

Par. 2. Paragraphs (c)(10), (d), 
and (e) of CI1. 48-9 are revised to read 
as set forth below. 
III. 48-9 Definition of energy prop- 
erty. 

(c) Alternative energy property 

(10) Geothermal equipment- 
(i) Alternative energy property in- 

cludes equipment (geothermal equip- 
ment) that produces, distributes, or 
uses energy derived from a 
geothermal deposit (as defined in 

I) 1. 44C-2(h)). 
(ii) In general, production equip- 

ment includes equipment necessary to 
bring geothermal energy from the 
subterranean deposit to the surface, 
including well-head and downhole 
equipment (such as screening or slot- 
ting liners, tubing, downhole pumps, 
and associated equipment). 
Reinjection wells required for pro- 
duction also may qualify. Production 
does not include exploration and de- 
velopment. 

(iii) Distribution equipment in- 
cludes equipment that transports 
geothermal steam or hot water from 
a geothermal deposit to the site of 
ultimate use. If geothermal energy is 
used to generate electricity, distribu- 
tion equipment includes equipment 
that transports hot water from the 
geothermal deposit to a power plant. 
Distribution equipment also includes 
components of a heating system, 
such as pipes and ductwork that 
distribute within a building the en- 

ergy derived from the geothermal 
deposit. 

(iv) Geothermal equipment in- 
cludes equipment that uses energy 
derived both from a geothermal de- 
posit and from sources other than a 
geothermal deposit (dual use equip- 
ment). Such equipment, however, is 
geothermal equipment (A) only if its 
use of energy from sources other 
than a geothermal deposit does not 
exceed 25 percent of its total energy 
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input in an annual measuring period 
and (B) only to the extent of its basis 
or cost allocable to its use of energ) 
from a geothermal deposit during an 
annual measuring period. An "an- 
nual measuring period" for an item 

of dual use equipment is the 365 day 
period beginning with the day it is 

placed in service or a 365 day period 
beginning the day after the last day 
of the immediately preceding annual 
measuring period. The allocation of 
energy use required for purposes of 
paragraph (c)(10)(iv)(A) and (B) of 
this section may be made by compar- 
ing, on a Btu basis, energy input to 
dual use equipment from the 
geothermal deposit with energy input 
from other sources. However, the 
Commissioner may accept any other 
method that, in his opinion, accu- 
rately establishes the relative annual 
use by dual use equipment of energy 
derived from a geothermal deposit 
and energy derived from other 
sources. 

(v) The existence of a backup sys- 
tem designed for use only in the 
event of a failure in the system 
providing energy derived from a 
geothermal deposit will not disqualify 
any other equipment. If geothermal 
energy is used to generate electricity, 
equipment using geothermal energy 
includes the electrical generating 
equipment, such as turbines and gen- 
erators. However, geothermal equip- 
ment does not include any electrical 
transmission equipment, such as 
transmission lines and towers, or any 
equipment beyond the electrical 
transmission stage, such as trans- 
formers and distribution lines. 

(vi) Examples. The following ex- 
amples illustrate this subparagraph 
(10): 

Example (I). On October 1, 1979, corpora- 
tion X, a calendar year taxpayer, places in 
service a system which heats its office building 
by circulating hot water heated by energy 
derived from a geothermal deposit through the 
building. Geothermal equipment includes the 
circulation system, including the pumps and 
pipes which circulate the hot water through the 
building. 

Example (2). The facts are the same as in 
Example (1), except that corporation X also 
places in service a boiler to produce hot water 
for heating the building, exclusively in the 
event of a failure of the geothermal equip- 
ment. Such a boiler is not geothermal equip- 
ment, but the existence of such a backup 
system does not serve to disqualifv property 
eligible in Example (1). 

Example (3). The facts are the same as in 
Example (1), except that the vater heated by 
energy derived from a geothermal deposit is 
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not hot enough to provide sufficient heat for 
the building. Therefore, the system includes an 
electric boiler in which the water is heated 
before being circulated in the heating system. 
Assume that, on a Btu basis, eighty percent of 
the total energy input to the circulating system 
during the 365 day period beginning on Octo- 
ber I, 1979, is energy derived from a 
geothermal deposit. The boiler is not 
geothermal equipment. For the 1979 taxable 
year, eighty percent of the circulating system is 

geothermal equipment because eighty percent 
of its basis or cost is allocable to use of energy 
from a geothermal deposit. If, in a subsequent 
taxable year, the basis or cost allocable to use 
of energy from a geothermal deposit falls 
below eighty percent, recapture may be re- 

quired under section 47 and tiI. 47-1(h). Thus, 
if, on a Btu basis, only 70 percent of the total 
energy input to the circulating system for the 
365 day period beginning October I, 1980, is 

energy derived from a geothermal deposit, 
then there will be complete recapture of the 
credit during the 1980 taxable year. If, how- 

ever, for that 365 day period, the portion of 
the total energy input that is derived from a 
geothermal deposit is less than 80 percent but 
greater than or equal to 75 percent, then only 
a proportional amount of credit will be recap- 
tured during the 1980 taxable year. No addi- 
tional credit is allowable in a subsequent 
taxable year, however, if the portion of the 
basis or cost allocable to use of energy from a 
geothermal deposit increases above what it was 
for a previous taxable year (see 
ti I 46-3(d)(4)(i))- 

Example (4). Corporation Y acquires a 
commercial vegetable dehydration system in 

1981. The system operates by placing fresh 
vegetables on a conveyor belt and moving 
them through a dryer. The conveyor belt is 
powered by electricity. The dryer uses solely 
energy derived from a geothermal deposit. The 
dryer is geothermal equipment while the equip- 
ment powered by electricity does not qualify. 

(d) Solar energy property — (I ) In 
general. Energy property includes so- 
lar energy property. The term "solar 
energy property" includes equipment 
and materials (and parts related to 
the functioning of such equipment) 
that use solar energy directly to (i) 
generate electricity, (ii) heat or cool a 
building or structure, or (iii) provide 
hot water for use within a building 
or structure. Generally, those func- 
tions are accomplished through the 
use of equipment such as collectors 
(to absorb sunlight and create hot 
liquids or air), storage tanks (to store 
hot liquids), rockbeds (to store hot 
air), thermostats (to activate pumps 
or fans which circulate the hot liq- 
uids or air), and heat exchangers (to 
utilize hot liquids or air to create hot 
air or water). Property that uses, as 
an energy source, fuel or energy 
derived indirectly from solar energy, 
such as ocean thermal energy, fossil 
fuel, or wood, is not considered solar 
energy property. 

(2) Passive solar excluded — (i) So- 
lar energy property excludes the ma- 
terials and components of "passive 
solar systems, " even if combined 
with "active solar systems. " 

(ii) An active solar system is based 
on the use of mechanically forced 
energy transfer, such as the use of 
fans or pumps to circulate solar 
generated energy. 

(iii) A passive system is based on 
the use of conductive, convective, or 
radiant energy transfer. Passive solar 
property includes greenhouses, 
solariums, roof ponds, glazing, and 
mass or water trombe walls. 

(3) Electric generation equipment. 
Solar energy property includes equip- 
ment that uses solar energy to gener- 
ate electricity, and includes storage 
devices, power conditioning equip- 
ment, transfer equipment, and parts 
related to the functioning of those 
items. In general, this process in- 
volves the transformation of sunlight 
into electricity through the use of 
such devices as solar cells or other 
collectors. However, solar energy 
property used to generate electricity 
includes only equipment up to (but 
not including) the stage that trans- 
mits or uses electricity. 

(4) Pipes and ducts. Pipes and 
ducts that are used exclusively to 
carry energy derived from solar en- 

ergy are solar energy property. Pipes 
and ducts that are used to carry both 
energy derived from solar energy and 
energy derived from other sources are 
solar energy property (i) only if their 
use of energy other than solar energy 
does not exceed 25 percent of their 
total energy input in an annual mea- 
suring period and (ii) only to the 
extent of their basis or cost allocable 
to their use of solar energy during an 
annual measuring period. (See para- 
graph (d)(6) of this section for the 
definition of "annual measuring pe- 
riod" and for rules relating to the 
method of allocation. ) 

(5) Specially adapted equipment. 
Equipment that uses solar energy 
beyond the distribution stage is eligi- 
ble only if specially adapted to use 
solar energy. 

(6) Auxiliary equipment. Solar en- 

ergy property does not include equip- 
ment (auxiliary equipment), such as 
furnaces and hot water heaters, that 
use a source of power other than 
solar or wind energy to provide us- 

able energy. Solar energy property 
does include equipment, such as 
ducts and hot water tanks, which is 
utilized by both auxiliary equipment 
and solar energy equipment (dual use 
equipment). Such equipment is solar 
energy property (i) only if its use of 
energy from sources other than solar 
energy does not exceed 25 percent of 
its total energy input in an annual 
measuring period and (ii) only to the 
extent of its basis or cost allocable to 
its use of solar or wind energy during 
an annual measuring period. An "an- 
nual measuring period" for an item 
of dual use equipment is the 365 day 
period beginning with the day it is 
placed in service or a 365 day period 
beginning the day after the last day 
of the immediately preceding annual 
measuring period. The allocation of 
energy use required for purposes of 
paragraph (d)(6)(i) and (ii) of this 
section may be made by comparing, 
on a Btu basis, energy input to dual 
use equipment from solar energy with 
energy input from other sources. 
However, the Commissioner may ac- 
cept any other method that, in his 
opinion, accurately establishes the 
relative annual use by dual use equip- 
ment of solar energy and energy 
derived from other sources. 

(7) Solar process heat equipment. 
Solar energy property does not in- 
clude equipment that uses solar en- 
ergy to generate steam at high tem- 
peratures for use in industrial or 
commercial processes (solar process 
heat). 

(8) Example. The following exam- 
ple illustrates this paragraph (d). 

Example. (a) In 1979, corporation X, a 
calendar year taxpayer, constructs an apart- 
ment building and purchases equipment to 
convert solar energy into heat for the building. 
Corporation X also installs an oil-fired water 
heater and other equipment to provide a 
backup source of heat when the solar energy 
equipment cannot meet the energy needs of the 
building. For purposes of this example, all 
equipment is placed in service on October I, 
1979. On a Btu basis, eighty percent of the 
total energy input to the dual use equipment 
during the 365 day period beginning October 
I, 1979, is from solar energy. 

(b) The items purchased, in addition to the 
water heater, include a roof solar collector, a 
heat exchanger, a hot water tank, a control 
component, pumps, pipes, fan-coil units, and 
valves. Assume the fan-coil units could be 
used with energy derived from an oil or gas 
substance without significant modification. All 
items are depreciable and have a useful life of 
three years or more. The use of the equipment 
to heat the building is the first use to which 
the equipment has been put. 

(c) Water is pumped from the basement 

32 1987-2 C. B. 



pipes to the roof solar collector. 
Heated water returns through pipes to a heat 
exchanger which transfers heat to the water in 
the hot water tank. 

(d) The hot water tank and the oil-fired 
water heater utilize the same distribution pipe, 
Pumps and valves at the points of connection 
between the hot water tank, the oil-fired water 
heater, and the distribution pipe regulate the 
auxiliary energy supply use. They also prevent 
the oil-fired water heater from heating water 
in the hot water tank. 

(e) An integrated control component deter- 
mines whether hot water from the hot water 
tank or from the oil-fired water heater is 
distributed to fan-coil units located throughout 
the building. 

(f) The roof solar collector is solar energy 
property. The pump that moves the water to 
the roof collector and the pipes between the 
roof collector and the hot water tank qualify 
because they are solely related to transporting 
solar heated water. The hot water tank quali- 
fies because it stores water heated solely by 
solar radiation. The heat exchanger also quali- 
fies. 

(g) The oil-fired water heater does not qual- 
ify as solar energy property because it is 
auxiliary equipment. 

(h) (i) Because the distribution pipe, the 
control component, and the pumps and valves 
serve the oil-fired water heater as weH as the 
solar energy equipment, they qualify only to 
the extent of eighty percent of their cost or 
basis, the portion allocable to use of solar 
energy. If, in a subsequent taxable year, the 
basis or cost allocable to their use of solar 
energy falls below eighty percent, recapture 
may be required under section 47 and 
II. 47-1(h). Thus, if, on a Btu basis, only 70 
percent of the total energy input to that 
equipment for the 365 day period beginning 
October I, 1980, is from solar energy, then 
there will be complete recapture of the credit 
during the 1980 taxable year. If, however, for 
that 365 day period, the portion of that 
equipment's total energy input that is from 
solar energy is less than 80 percent but greater 
than or equal to 75 percent, then only a 
proportional amount of credit will be recap- 
tured during the 1980 taxable year. No addi- 
tional credit is allowable for that equipment in 
a subsequent taxable year, however, if the 
portion of its basis or cost allocable to use of 
solar energy increases above what it was for a 
previous taxable year (see II. 46-3(d)(4)(I)). 

(ii) The fan-coil units do not qualify as 
solar energy property because they are not 
specially adapted to use energy derived from 
solar energy. 

(e) Wind energy property — (1) In 
general. Energy property includes 
wind energy property. Wind energy 
property is equipment (and parts re- 
lated to the functioning of that 
equipment) that performs a function 
described in paragraph (e)(2) of this 
section. In general, wind energy 
property consists of a windmill, 
wind-driven generator, storage de- 
vices, power conditioning equipment, 
transfer equipment, and parts related 
to the functioning of those items. 
Wind energy property does not in- 

elude equipment that transmits or 
uses electricity derived from wind 
energy. In addition, limitations apply 
similar to those set forth in para- 
graph (d)(5), (6), and (8) of this 
section. For example, if equipment is 
used by both auxiliary equipment and 
wind energy equipment, such equip- 
ment is wind energy property only if 
its use of energy other than wind 

energy does not exceed 25 percent of 
its total energy input in an annual 
measuring period and only to the 
extent of its basis or cost allocable to 
its use of wind energy during an 
annual measuring period. 

(2) Eligible functions. Wind energy 
property is limited to equipment (and 
parts related to the functioning of 
that equipment) that- 

(i) Uses wind energy to heat or 
cool, or provide hot water for use in, 
a building or structure, or 

(ii) Uses wind energy to generate 
electricity (but not mechanical forms 
of energy). 

Approved 

LAWRENCE B. GIBBS, 
Commissioner of 

Internal Revenue. 

J. ROGER MENTZ, 
Assistant Secretary of 

the Treasury. 

(Filed by the Office of the Federal Register on 
July 20, 1987, at 8:45 a. m. , and published 
in the issue of the Federal Register for July 
21, 1987, 52 F. R. 27336) 

Section 49. — Termination of Regular 
Percentage 

Investment credit; repeal; transition 
property; basis; carryforwards. Guid- 
ance is provided in applying the rules 
relating to the repeal of the regular 
investment credit in section 49. 

Rev. Rul. 87-113 

PURPOSE 

This revenue ruling provides guid- 
ance to taxpayers in applying the 
rules relating to the repeal of the 
regular investment credit (with the 
exception of the rules relating to 
qualified progress expenditures and 
qualified timber property) in section 
49 of the Internal Revenue Code. 

Section 49 

LAW 

Section 38(a) of the Code provides 
for a general business credit against 
tax that includes the investment tax 
credit determined under section 46(a). 
Section 38(a) further provides that 
the general business credit is equal to 
the sum of the business credit car- 
ryforwards, the amount of the cur- 
rent year business credit, and the 
business credit carrybacks, in that 
order. 

Section 49(a) of the Code, which 
was added by section 211 of the Tax 
Reform Act of 1986 (Act), 1986-3 
(Vol. 1) C. B. 83, states that, for 
purposes of determining the amount 
of the investment tax credit deter- 
mined under section 46, the regular 
percentage (10 percent) does not ap- 
ply to any property placed in service 
after December 31, 1985. Section 
49(b) provides that section 49(a) does 
not apply to (1) transition property 
as defined in section 49(e), (2) in the 
case of any taxpayer who has made 
an election under section 46(d)(6), the 
portion of the adjusted basis of any 
qualified progress expenditures for 
periods before January 1, 1986, or 
(3) the portion of the adjusted basis 
of qualified timber property that is 
treated as section 38; property under 
section 48(a)(1)(F). 

Section 49(e)(1) of the Code de- 
fines the term "transition property" 
as any property which was placed in 
service after December 31, 1985, and 
to which the amendments made by 
section 201 of the Act (relating to the 
modification of the accelerated cost 
recovery system) generally do not 
apply. For purposes of the invest- 
ment credit transition rules, section 
49(e)(l)(B) substitutes "December 31, 
1985" for "March 1, 1986" (the date 
generally applicable to the cost re- 
covery transition rules). As so modi- 
fied, the general transition rule for 
section 201 in section 203(b)(1) of the 
Act provides that the amendments 
made by section 201 of the Act shall 
not apply to (A) any property that is 
constructed, reconstructed, or ac- 
quired by the taxpayer pursuant to a 
written contract that was binding on 
December 31, 1985, (B) property that 
is constructed or reconstructed by the 
taxpayer if (i) the lesser of (I) 
$1, 000, 000 or (II) 5 percent of the 
cost of such property was incurred or 
committed by December 31, 1985, 
and (ii) the construction or recon- 

1987-2 C. B. 33 



Section 49 
struction of such property began by 
such date, or (C) an equipped build- 
ing or plant facility if construction 
had commenced as of December 31, 
1985, pursuant to a written specific 
plan and more than one-half of the 
cost of such equipped building or 
facility was incurred or committed by 
such date. 

Section 203(b)(2) of the Act, as 
modified by section 49(e)(1)(C) of the 
Code, imposes the further require- 
ment that the above described prop- 
erty must be placed in service by the 
following dates: 

Property with a 
Class Life of 
Less than 5 years 
At least 5 but less than 7 
years 
At least 7 but less than 20 
years 
20 years or more 

Placed in 
Service Date 

6-30-86 
12-31-86 

12-31-88 

12-31-90 

Under section 49(c) of the Code, 
there is a 35-percent credit reduction 
of (1) any portion of the current year 
business credit under section 38(b) 
for any tax year beginning after June 
30, 1987, that is attributable to the 
regular investment credit, and (2) any 
portion of a business credit car- 
ryforward under section 38(a)(1) at- 
tributable to the regular investment 
credit that has not expired as of the 
close of the tax year preceding the 
first year of the taxpayer beginning 
after June 30, 1987. 

Under section 49(c)(3) of the Code, 
if a tax year begins before and ends 
after (" straddles" ) July 1, 1987, the 
regular investment credit for that 
year must be reduced by the applica- 
ble percentage. Section 49(c)(5)(A) 
defines the applicable percentage as 
the percentage that bears the same 
ratio to 35 percent as the number of 
months in the tax year after June 30, 
1987, bears to the number of months 
in the tax year. For example, for a 
12-month tax year beginning on Oc- 
tober 1, 1986, the credit reduction 
for 1987 is 8. 75 percent (25 percent 
of 35 percent) because the number of 
months (3) in the tax year after June 
30, 1987, is 25 percent of the total 
number of months (12) in the year. 

Section 49(c)(4)(A) of the Code 
provides that the 35-percent reduc- 
tion in the regular investment credit 
under sections 49(c)(1) and (c)(2) 
shall not be allowed as a credit for 
any tax year. However, section 
49(c)(4)(B) provides that, for a tax 

year straddling July 1, 1987, the 
amount of the reduction of the regu- 
lar investment credit may not be 
carried back to any tax year, but 
shall be added to the carryforwards 
from the tax year before applying the 
35-percent reduction provided in sec- 
tion 49(c)(2). 

If a credit is determined under 
section 46(a) of the Code, section 
48(q)(1) requires the taxpayer to re- 
duce the basis of section 38 property 
by 50 percent of the investment 
credit determined with respect 
thereto. Under section 49(d)(1)(A), 
for property placed in service after 
December 31, 1985, section 48(q)(1) 
shall be applied with respect to tran- 
sition property by substituting "100 
percent" for "50 percent. " Section 
49(d)(1)(B) also states that section 
48(q) shall be applied without regard 
to section 48(q)(4), which provides 
for the election of reduced credit in 
lieu o f basis adj ustment. The Con fer- 
ence Report accompanying the Act 
indicates that the 100-percent-of- 
credit basis adjustment required by 
section 49(d)(1) is to be made after 
application of the phased-in 35-per- 
cent credit reduction required by sec- 
tion 49(d)(1). 2 H. R. Rep. No. 
99-841 (Conf. Rep. ), 99th Cong. , 2d 
Sess. II-63 (1986), 1986-3 (Vol. 4) 
C. B. 63. 

Section 196(a) of the Code pro- 
vides that, if any portion of the 
qualified business credit determined 
for any tax year has not, after the 
application of section 38(c), been 
allowed to the taxpayer as a credit 
under section 38 for any tax year, an 
amount equal to the unused credit is 
allowed as a deduction for the tax- 
payer for the first tax year following 
the last tax year for which the un- 
used credit could have been allowed 
under section 39. 

The following examples illustrate 
the above rules. 

Example 1 

Facts. X corporation files its tax 
return on a calendar year basis. On 
October 31, 1985, X entered into a 
written contract with a manufacturer 
to purchase a machine. The contract 
was binding on December 31, 1985. 
X acquired the machine pursuant to 
that contract and placed it in service 
in September 1986. The machine had 
a cost basis of $1 million and a class 
life of at least 5 years but less than 7 
years. 

Analysis and Holding. The ma- 
chinery is transition property as de- 
fined in section 49(e)(1) of the Code 
because it was acquired pursuant to a 
written contract that was binding on 
December 31, 1985, and it was 
placed in service by December 31, 
1986. The requirement that the ma- 
chine be acquired pursuant to a writ- 
ten contract is contained in section 
203(b)(1)(A) of the Act, as modified 
by section 49(e)(1)(B). The require- 
ment that the machine be placed in 
service by December 31, 1986, is 
contained in section 203(b)(2) of the 
Act, as modified by section 
49(e)(1)(C). Therefore, X comes 
within the exception of section 
49(b)(1) and, thus, in its 1986 tax 
year is entitled to a regular invest- 
ment credit of $100, 000 (10 percent 
of the $1 million cost basis) with 
respect to the machine. 

Under sections 49(d)(1) and 
48(q)(1) of the Code, X must reduce 
the basis of the machine ($1 million) 
by the amount of the regular invest- 
ment credit ($100, 000). Furthermore, 
pursuant to section 49(d)(1)(B), X 
may not elect a reduced credit in lieu 
of a basis adjustment under section 
48(q)(4). 

Example 2 
Facts. The facts are the same as in 

Example l except that the property 
acquired by X pursuant to the writ- 
ten contract that was binding on 
December 31, 1985, has a class life 
of at least 7 years but less than 20 
years and is acquired and placed in 
service by X in October 1987. 

Analysis and Holding. The prop- 
erty placed in service by X in 1987 is 
transition property within the mean- 
ing of section 49(e)(1) of the Code 
because the conditions of section 
203(b)(1)(A) and (b)(2) of the Act, as 
modified by section 49(e)(1), are sat- 
isfied. However, because the property 
is acquired and placed in service in a 
tax year that straddles July 1, 1987, 
the portion of the regular investment 
credit attributable to the property is 
reduced by the applicable percentage. 
Because July 1, 1987, divides X's tax 
year (calendar year) in half, with 6 
months before and 6 months after 
that date, section 49(c)(3) and 
49(c)(5)(A) requires that X's regular 
investment credit be reduced by 17. 5 
percent (6 months/12 months) times 
35-percent) from 10 percent to 8. 25 
percent. X, therefore, is entitled to a 
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regular investment credit in its 1987 
ax yea«f $82, 500. Under the 100- 

p«cent-of-credit basis reduction rule 
of ~ection 49(d)(1), X must reduce 
the $1 million basis of the property 
by $82, 500. 

Example 3 

Facts. The facts are the same as in 
Example l except that, under section 
38(c) of the Code, X is unable to use 
the $100, 000 credit until 1988, when 
it is used as a business credit car- 
ryforward from 1986. 

Analysis and Holding. Because the 
property was placed in service after 
December 31, 1985, X must reduce 
its depreciable basis in the property 
to $900, 000 under the 100-percent-of- 
credit basis reduction rule in section 
49(d)(1) of the Code. The basis must 
be reduced in the year the property is 
placed in service, in 1986. However, 
because it is carried forward to 1988, 
the $100, 000 credit is subject to the 
35-percent credit reduction under sec- 
tion 49(c)(2). Thus, the credit eventu- 
ally taken by X in 1988 is $65, 000 
($100, 000 reduced by 35 percent), 
even though X reduced its basis in 
the property by $100, 000 in 1986. X 
is not allowed to increase its basis in 
the property to reflect the reduction 
in the investment credit carryforward 
under section 49(c)(2). 

Example 4 

Facts. The facts are the same as in 
Example 2 except that X is able to 
use only $80, 000 of the $82, 500 
credit in its tax year that straddles 
July I, 1987, and X cannot carry 
back the unused $2, 500 credit. 

A nalysis and Holding. Section 
39(a) of the Code permits X to carry 
forward the unused $2, 500 credit for 
use in 1988. However, under section 
49(c)(4)(B), if X must carry over 
from a year straddling July 1, 1987, 
part of the reduced credit for that 
year, the amount of the carryover is 
increased by a corresponding portion 
of the amount by which the credit 
was reduced under section 49(c)(3). 
Here, the amount of the increase in 
the carryover is $530. 30. That figure 
is the amount that bears the same 
ratio to the total reduction ($17, 500) 
as the unused credit ($2, 500) bears to 
the credit potentially available in the 
year from which the carryover must 
be made ($82, 500). Thus, the amount 

that is carried forward to X's 1988 
tax year is $3, 030. 30 (the unused 
$2, 500 credit plus the $530. 30 adjust- 
ment). The $3, 030. 00 credit that is 
carried over to 1988 is subject to the 
full 35-percent credit reduction under 
section 49(c)(2). 

Because the property was placed in 
service after December 31, 1985, X 
must reduce its depreciable basis in 
the property by $82, 500 under the 
100-percent-of-credit basis reduction 
rule in section 49(d)(1) of the Code. 
X is not allowed to increase its basis 
in the property to reflect the reduc- 
tion in the investment credit that is 
carried over to 1988 under section 
49(c)(2). 

Example 5 

Facts. The facts are the same as in 
Example 2 except that X has a fiscal 
year ending June 30. 

Analysis and Holding. The regular 
investment credit of $100, 000 on the 
transition property placed in service 
by X in its tax year that begins July 
1, 1987, must be reduced by a full 35 
percent to $65, 000 under section 
49(c)(1) of the Code. The basis of the 
property is reduced by the full 
$65, 000 credit to $935, 000 under sec- 
tion 49(d)(1). 

In addition, the disallowed portion 
of the credit ($35, 000) is not eligible 
for a section 196 deduction because 
section 196 only applies to credits 
disallowed by reason of section 38(c), 
pertaining to tax limitation, and not 
to credits disallowed by reason of 
section 49(c)(1), (2) or (3). Likewise, 
in Examples 2, 3, and 4, the disal- 
lowed portion of the credit is not 
eligible for a section 196 deduction. 
In Example 4, after the full 35 
-percent credit reduction under sec- 
tion 49(c)(2) is applied to the 
$3, 030, 30 credit that is carried over 
to 1988, the remaining $1, 969. 70 
credit would be eligible for a section 
196 deduction if it is unused in years 
after 1988. 

Investment credit; transition prop- 
erty; qualified progress expenditures. 
Guidance is provided in applying to 
qualified progress expenditures the 
rules in section 49 of the Code 
relating to the repeal of the regular 
investment credit. 

Section 49 

Rev. Rul. 87-135 

PURPOSE 

This revenue ruling provides guid- 
ance to taxpayers in applying to 
qualified progress expenditures the 
rules in section 49 of the Internal 
Revenue Code relating to the repeal 
of the investment credit regular per- 
centage. 

LAW 

Section 38(a) of the Code provides 
for a general business credit against 
tax that includes the investment tax 
credit determined under section 46(a). 
Section 38(a) further provides that 
the general business credit is equal to 
the sum of the business credit car- 
ryforwards, the amount of the cur- 
rent year business credit, and the 
business credit carrybacks, in that 
order. 

The amount of the investment 
credit determined under section 46(a) 
of the Code includes the regular 
percentage (10 percent) of the 
taxpayer's qualified investment (as 
defined in section 46(c) and (d)). 
Section 46(d)(1)(A) permits a tax- 
payer to elect, under section 46(d)(6), 
to increase the amount of its quali- 
fied investment for the tax year by 
including qualified progress expendi- 
tures with respect to "progress ex- 
penditure property, " as defined in 
section 46(d)(2)(A). 

Section 46(d)(2)(A) of the Code 
defines the term "progress expendi- 
ture property" as any property that 
is being constructed by or for the 
taxpayer and that (i) has a normal 
construction period of 2 years or 
more, and (ii) it is reasonable to 
believe will be new section 38 prop- 
erty in the hands of the taxpayer 
when it is placed in service. 

Section 46(d)(3) of the Code de- 
fines the term "qualified progress 
expenditures" for both self-construc- 
ted property and non-self-constructed 
property. In the case of any self- 
constructed property, the term "qual- 
ified progress expenditures" for a tax 
year means the amount that is prop- 
erly chargeable during that tax year 
to capital account with respect to 
such property. For non-self-construc- 
ted property, the term means the 
lesser of (i) the amount paid during 
the tax year to another person for 
construction of the property or (ii) 
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the portion of the overall cost to the 
taxpayer of the construction by such 
other person attributable to construc- 
tion completed during the tax year. 
Any amount under (i) or (ii) above 
that exceeds the "qualified progress 
expenditures" for that property for 
that year is taken into account under 
(i) or (ii), respectively, in the calcula- 
tion for the following tax year. 

Section 49(a) of the Code, which 
was added by section 211 of the Tax 
Reform Act of 1986 (Act), 1986-3 
(Vol. 1) C. B. 83, states that, for 
purposes of determining the amount 
of the investment credit determined 
under section 46, the regular percent- 
age does not apply to any property 
placed in service after December 31, 
1985. However, section 49(b) pro- 
vides that section 49(a) does not 
apply to (1) transition property as 
defined in section 49(e), (2) in the 
case of any taxpayer who has made 
an election under section 46(d)(6), the 
portion of the adjusted basis of any 
qualified progress expenditure prop- 
erty attributable to qualified progress 
expenditures for periods before Janu- 
ary 1, 1986, or (3) the portion of the 
adjusted basis of qualified timber 
property that is treated as section 38 
property under section 48(a)(1)(F). 

Section 49(e)(1) of the Code de- 
fines the term "transition property" 
as any property which was placed in 
service after December 31, 1985, and 
to which the amendments made by 
section 201 of the Act (relating to the 

Property with a 
Class Life of 
Less than 5 years 
At least 5 but less than 7 years 
At least 7 but less than 20 years 
20 years or more 

Section 49(e)(2) of the Code states 
that, for purposes of applying the 
regular percentage, a taxpayer shall 
not take into account any progress 
expenditures for periods after Decem- 
ber 31, 1985, with respect to any 
property, unless it is reasonable to 
expect that such property will be 
transition property when placed in 
service. The section further provides 
that, if any progress expenditures are 
taken into account on that basis and 
subsequently there is not a reasonable 
expectation that such property will be 
transition property when placed in 

modification of the accelerated cost 
recovery system) generally do not 
apply. For purposes of the invest- 
ment credit transition rules, section 
49(e)(1)(B) substitutes "December 31, 
1985" for "March 1, 1986, " (the 
date generally applicable to the accel- 
erated cost recovery transitional 
rules). As so modified, the general 
transitional rule for section 201 in 
section 203(b)(1) of the Act provides 
that the amendments made by section 
201 of the Act shall not apply to (A) 
any property that is constructed, re- 
constructed, or acquired by the tax- 
payer pursuant to a written contract 
that was binding on December 31, 
1985, (B) property that is constructed 
or reconstructed by the taxpayer if (i) 
the lesser of (I) $1, 000, 000 or (II) 5 
percent of the cost of such property 
has been incurred or committed by 
December 31, 1985, and (ii) the con- 
struction or reconstruction of such 
property began by such date, or (C) 
an equipped building or plant facility 
if construction had commenced as of 
December 31, 1985, pursuant to a 
written specific plan and more than 
one-half of the cost of such equipped 
building or facility has been incurred 
or committed by such date. 

Section 203(b)(2) of the Act, as 
modified by section 49(e)(1)(C) of the 
Code, imposes the further require- 
ment that the above described prop- 
erty must be placed in service by the 
following dates: 

Placed in Service Date 
6-30-86 

12-31-86 
12-31-88 
12-31-90 

service, the credits attributable to 
progress expenditures with respect to 
such property shall be recaptured 
under section 47. See also 2 H. R. 
Rep. No. 99-841 (Conf. Rep. ), 99th 
Cong. , 2d Sess. II-66 (1986), 1986-3 
(Vol. 4) C. B. 66. 

The Conference Report states that 
the determination of whether it is 
reasonable to expect that the placed- 
in-service requirement will be met is 
to be made on a year-by-year basis, 
beginning with the first tax year that 
includes January 1, 1986. For any 
tax year in which reasonable expecta- 

tions change, no qualified progress 
expenditures are allowed, and previ- 
ously allowed post-1985 qualified 
progress expenditures are to be recap- 
tured. Further, if the property is not 
placed in service before the last ap- 
plicable date, post-1985 qualified 
progress expenditures will be recap- 
tured in the tax year that includes 
such date. 2 H. R. Rep. No. 99-841 
(Conf. Rep. ), 99th Cong. , 2d Sess. 
II-66 (1986), 1986-3 (Vol. 4) C. B. 
66. 

Under section 49(c) of the Code, 
there is a 35-percent reduction of (I) 
any portion of the current year busi- 
ness credit under section 38(b) for 
any tax year beginning after June 30, 
1987, that is attributable to the regu- 
lar investment credit, and (2) any 
portion of a business credit car- 
ryforward under section 38(a)(1) at- 
tributable to the regular investment 
credit that has not expired as of the 
close of the tax year preceding the 
first year of the taxpayer beginning 
after June 30, 1987. 

Under section 49(c)(3)(A) of the 
Code, if a tax year begins before and 
ends after (" straddles" ) July 1, 1987, 
the regular investment credit for that 
year must be reduced by the applica- 
ble percentage. Section 49(c)(5)(A) 
defines the applicable percentage as 
the percentage that bears the same 
ratio to 35 percent as the number of 
months in the tax year after June 30, 
1987, bears to the number of months 
in such tax year. For example, for a 
12-month tax year beginning on Oc- 
tober 1, 1986, the credit reduction 
for 1987 is 8. 75 percent (25 percent 
of 35 percent) because the number of 
months (3) in the tax year after June 
30, 1987, is 25 percent of the total 
number of months (12) in the year. 

Section 49(c)(4)(A) of the Code 
provides that the 35-percent reduction 
in the regular investment credit under 
sections 49(c)(1) and (c)(2) shall not 
be allowed as a credit for any tax 
year. However, section 49(C)(4)(B) 
provides that, for a tax year strad- 
dling July 1, 1987, the amount of the 
reduction of the regular investment 
credit may not be carried back to any 
tax year but shall be added to the 
carryforwards from the tax year be- 
fore applying the 35-percent reduc- 
tion provided in section 49(c)(2). 

If a credit is determined under 
section 46(a) of the Code, section 
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48(q)(1) requires taxpayers to reduce 
the basis of section 38 property by 50 
percent. of the investment credit de- 
«rmined with respect thereto. Under 
section 49(d)(1)(A), for property 
placed in service after December 31, 
1985, section 48(q)(1) shall be applied 
with respect to transition property by 
substituting "100 percent" for "50 
percent. " Section 49(d)(1)(B) also 
states that section 48(q) shall be 
applied without regard to section 
48(q)(4), which provides for the elec- 
tion of reduced credit in lieu of 
making a basis adjustment. The Con- 
ference Report accompanying the Act 
indicates that the 100-percent-of- 
credit basis adjustment required by 
section 49(d)(1) is to be made after 
application of the phased-in 35- 
percent credit reduction required by 
section 49(c)(1). 2 H. R. Rep. No. 
99-841 (Conf. Rep. ), 99th Cong. , 2d 
Sess ~ II-63, 1986-3 (Vol ~ 4) C. B. 63. 

Section 49(d)(2) of the Code pro- 
vides that, if a taxpayer made an 
election under section 48(q)(4) with 
respect to any qualified progress ex- 
penditures for periods before January 
1, 1986, (A) the 100-percent-of-credit 
basis adjustment required by section 
49(d)(1) shall not apply to the por- 
tion of the adjusted basis attributable 
to such expenditures, and (B) such 
election shall not apply to such ex- 
penditures for periods after Decem- 
ber 31, 1985. 

Section 196(a) of the Code pro- 
vides that, if any portion of the 
qualified business credits determined 
for any tax year has not, after the 
application of section 38(c), been 
allowed to the taxpayer as a credit 
under section 38 for any tax year, an 
amount equal to the unused credit is 
allowed as a deduction for the tax- 
payer for the first tax year following 
the last tax year for which the credit 
could, under section 39, have been 
allowed as a credit. 

The following examples illustrate 
the above rules: 

Example I 

Facts. X corporation files its tax 
return on a calendar year basis. On 
January 1, 1985, X entered into a 
binding written contract for the con- 
struction of certain property, the 
construction of which began during 
1985. On December 31, 1985, the 
property qualified as progress expend- 

iture property, within the meaning of 
section 46(d)(2)(A) of the Code, be- 
cause its normal construction period 
was 2 years or more and it was 
reasonable to believe that, when 
placed in service, the property would 
be new section 38 property in the 
hands of X. For 1985, X made the 
election under section 46(d) to in- 
crease the amount of its qualified 
investment for the tax year by the 
section 46(c) applicable percentage of 
the qualified progress expenditures 
for the tax year with respect to the 
property. X had qualified progress 
expenditures for 1985, as defined in 
section 46(d)(3), of 100x dollars ~ 

Analysis and Holding. The prop- 
erty was to be placed in service by X 
after December 31, 1985, and, there- 
fore, as a result of section 49(a) of 
the Code, would ordinarily be ineligi- 
ble for the regular investment credit. 
Section 49(b)(2), however, contains 
an exception to the application of 
section 49(a) for certain qualified 
progress expenditures for periods be- 
fore January 1, 1986. That exception 
applies because X made the election 
under section 46(d)(6). For 1985, X is 
therefore entitled to a regular invest- 
ment credit of 10x dollars (10 percent 
of the 100x dollars qualified progress 
expenditures for the year) with re- 
spect to the property under section 
46. Pursuant to section 48(q), 
must reduce the basis of the property 
by 50 percent of the credit, or 5x 
dollars. 

Even if the property is placed in 
service by X after the effective date 
of the section 49(c) 35-percent reduc- 
tion in the regular investment credit, 
no recapture of the 1985 credit is 
required. Moreover, even if the prop- 
erty did not qualify as transition 
property, within the meaning of sec- 
tion 49(e), no recapture is required, 
provided the property is new section 
38 property, within the meaning of 
section 48(b), when placed in service. 
See section 49(b)(2) ~ See also 2 H. R. 
Rep. No. 99-841 (Conf. Rep. ), 99th 
Cong. , 2d Sess. II-65 (1986), 1986-3 
(Vol. 4) C. B. 65 (" Neither the repeal 
of the regular investment credit nor 
the phased-in 35-percent reduction of 
credits affects QPEs claimed with 
respect to the portion of the basis of 
any progress expenditure property at- 
tributable to progress expenditures 
for periods before January 1, 
1986. "). 

Section 49 

Example 2 

Facts. The facts are the same as in 
Example I except that X made the 
election under section 48(q)(4) of the 
Code to reduce the credit in lieu of 
the basis adjustment. 

Analysis and Holding. Pursuant to 
the election under section 48(q)(4) of 
the Code, the amount of the credit 
for 1985 is 8 percent of the 100x 
dollar qualified progress expendi- 
tures, or 8x dollars. Under section 
49(d)(2), section 49(d)(1) (requiring a 
full basis adjustment) does not apply 
to X's qualified progress expenditures 
for 1985 because X made the election 
under section 48(q)(4). 

Example 3 

Facts. The facts are the same as in 
Example 1 except that X had addi- 
tional qualified progress expenditures 
of 100x dollars for 1986. The prop- 
erty under construction had a class 
life of at least 7 but less than 20 
years and on December 31, 1986, was 
reasonably expected to be placed in 
service on June 30, 1987. 

Analysis and Holding. Under sec- 
tion 203(b)(2)(A) of the Act, as mod- 
ified by section 49(e)(1)(C) of the 
Code, property with a class life of at 
least 7 but less than 20 years must be 
placed in service by December 31, 
1988, in order to qualify as transition 
property. X reasonably expected that 
the property with respect to which 
there were the qualified progress ex- 
penditures would be transition prop- 
erty when placed in service, because 
X reasonably expected on December 
31, 1986, to place it in service by the 
earlier date of June 30, 1987. 

Under sections 49(b)(2) and 
46(d)(1)(A) of the Code, a taxpayer 
can increase its qualified investment 
for qualified progress expenditures 
for periods ending after December 
31, 1985, if the taxpayer has quali- 
fied progress expenditures with re- 
spect to property that is reasonably 
expected to be transition property 
when placed in service. Section 
49(e)(2). Because X had that reason- 
able expectation on the last day of its 
1986 tax year, X is entitled to a 
regular investment credit with respect 
to the property. The credit is 10 
percent of the qualified progress ex- 
penditures, or 10x dollars. 

Under sections 49(d)(1) and 
48(q)(1) of the Code, X must reduce 
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the basis of the property by the full 
amount of the investment credit (10x 
dollars). 

Example 4. 

Facts. The facts are the same as in 

Example 2 except X had an addi- 
tional 100x dollars of qualified 
progress expenditures for 1986 and X 
reasonably expected on December 31, 
1986, to place the property in service 
on June 30, 1987. 

Analysis and Holding. As in Ex- 
ample 3, on December 31, 1986, the 
property was reasonably expected to 
be transition property as defined in 
section 49(e)(1) of the Code. There- 
fore, under sections 49(b)(1) and 
49(e)(2), X in its 1986 tax year is 
entitled to a regular investment credit 
of 10x dollars (10 percent of the 100x 
dollars qualified progress expendi- 
tures) with respect to the property. 
Although, as provided in section 
48(q)(4), X had elected the reduced 
credit in lieu of the basis adjustment, 
section 49(d)(2)(B) provides that the 
election shall not apply to such quali- 
fied progress expenditures for periods 
ending after December 31, 1985. 
Thus, X is entitled to the full (10 
percent) regular percentage for its 
qualified progress expenditures for 
1986 but, under sections 49(d)(1) and 
48(q)(1), must also reduce the basis 
of the property by the amount of the 
credit (10x dollars). 

Example 5 

Facts. The facts are the same as in 
Example 3 except X had additional 
qualified progress expenditures of 
100x dollars for 1987, and on De- 
cember 31, 1987, the property was 
reasonably expected to be placed in 
service by X in January 1988. 

Analysis and Holding. The prop- 
erty that was expected to be placed in 
service by X in 1988 was expected to 
be transition property within the 
meaning of sections 49(e)(1) and (2) 
of the Code because it has a class life 
of at least 7 but less than 20 years 
and was expected to be placed in 
service prior to December 31, 1988. 
However, because X's tax year strad- 
dles July 1, 1987, the portion of the 
regular 10 percent investment credit 
attributable to the qualified progress 
expenditures is reduced by the section 
49(c) applicable percentage. X's tax 
year (calendar year) straddles July 1, 
1987, with 6 months before and 6 

months after that date. Thus, under 
section 49(c)(3) and (c)(5)(A), X's 
regular investment credit for the 
year, including that attributable to 
the qualified progress expenditures, is 
reduced by 17. 5 percent ((6 
months/12 months) times 35 per- 
cent), from 10 percent to 8. 25 per- 
cent. X, therefore, is entitled to a 
regular investment credit of 8. 25x 
dollars attributable to its qualified 
progress expenditures for its 1987 tax 
year. Under the 100-percent-of-credit 
basis reduction rule of section 
49(d)(1), X must reduce the basis of 
the property by 8. 25x dollars. 

In addition, the disallowed portion 
of the credit (1. 75x dollars) is not 
eligible for a deduction under section 
196 of the Code because section 196 
only applies to credits disallowed by 
reason of section 38(c), pertaining to 
tax limitation, and not to credits 
disallowed by sections 49(c)(2) or (3). 

Example 6 

Facts. X corporation is a fiscal 
year taxpayer with a tax year ending 
June 30th. On July 1, 1985, X 
entered into a binding written con- 
tract for the construction of certain 
property that qualified as "progress 
expenditure property" within the 
meaning of section 46(d)(2) of the 
Code. For its tax year ending June 
30, 1986, X made the election under 
section 46(d)(6) to treat the property 
as progress expenditure property. X 
had qualified progress expenditures, 
as defined in section 46(d)(3), for its 
fiscal year ending June 30, 1986, of 
100x dollars. If X's 1985-1986 tax 
year had been 2 short years, with one 
year beginning on July 1, 1985, and 
ending on December 31, 1985, and 
the other year beginning on January 
1, 1986, and ending on June 30, 
1986, the qualified progress expendi- 
tures for the short years would have 
been 40x dollars for the first short 
year and 60x dollars for the second 
short year. The property under con- 
struction has a class life of at least 7 
but less than 20 years and on June 
30, 1986, was reasonably expected to 
be placed in service on July 30, 1988. 

Analysis and Holding. For the pe- 
riod July 1, 1985, to December 31, 
1985, X comes within the exception 
of section 49(b)(2) of the Code and 
can claim a regular investment credit 
of 4x dollars (10 percent of the 40x 
dollars qualified progress expendi- 

tures for the period). The progress 
expenditures for the period from Jan- 
uary 1, 1986, to June 30, 1986, are 
eligible for the credit under sections 
49(b)(1) and 49(e)(2), because (1) the 
property is reasonably expected to be 
transition property since it was ac- 
quired pursuant to a written contract 
that was binding on December 31, 
1985, and (2) on June 30, 1986, the 
property was reasonably expected to 
be placed in service by December 31, 
1988. Therefore, X is also entitled to 
a regular investment credit of 6x 
dollars (10 percent of the 60x dollars 
qualified progress expenditures) for 
the period January 1, 1986, to June 
30, 1986. 

Pursuant to section 48(q) of the 
Code, X must reduce the basis of the 
property attributable to the qualified 
progress expenditures for the period 
July 1, 1985, to December 31, 1985, 
by 50 percent of the credit (2x dol- 
lars). Pursuant to sections 49(d) and 
48(q), X must reduce the basis of the 
property by the full amount of the 
credit attributable to the qualified 
progress expenditures for the period 
January 1, 1986, to June 30, 1986 
(6x dollars). 

Example 7 

Facts. The facts are the same as 
Example 6 except that X had an 
additional 100x dollars of qualified 
progress expenditures for its fiscal 
year beginning on July 1, 1986, and 
ending June 30, 1987. On June 30, 
1987, X continued reasonably to ex- 
pect the property to be placed in 
service on July 30, 1988. 

Analysis and Holding. Because on 
the last day of its tax year ending 
June 30, 1987, X reasonably expected 
to place the property in service prior 
to the applicable date (December 31, 
1988) set forth in section 203(b)(2) of 
the Act, as modified by section 
49(e)(1)(C) of the Code, the qualified 
progress expenditures with respect to 
the property for the tax year ending 
June 30, 1987, are eligible for the 
credit. X comes within the exception 
of section 49(b)(1) and in its fiscal 
year ending June 30, 1987, is entitled 
to a regular investment credit of 10x 
dollars (10 percent of the 100x dol- 
lars qualified progress expenditures 
made during the fiscal year) with 
respect to the property. 

Under sections 49(d)(1) and 
48(q)(1) of the Code, X must reduce 
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the basis of the property by the 
amount of the investment credit (10x 
dollars). 

Example 8 

Facts. The facts are the same as in 
Example 7 except that X had an 
additional 100x dollars of qualified 
progress expenditures for tts ftscal 
year beginning July 1, 1987, and 
ending June 30, 1988. On June 30, 
1988, X continues reasonably to ex- 
pect the property to be placed in 
service on July 30, 1988. 

Analysis and Holding. Because on 
June 30, 1988, X reasonably expects 
to place the property in service prior 
to December 31, 1988, qualified 
progress expenditures with respect to 
the property are eligible for the regu- 
lar investment credit. However, under 
section 49(c)(1) of the Code, X is 
subject to the 35 percent reduction of 
the regular 10 percent investment 
credit because the qualified progress 
expenditures were for a tax year 
beginning after June 30, 1987. X, 
therefore, is eligible for a credit of 
6. 5x dollars with respect to the 100x 
dollars of qualified progress expendi- 
tures for its fiscal year ending June 
30, 1988. Under the 100-percent-of- 
credit basis reduction rule of section 
49(d)(1), X must reduce the basis of 
the property by 6. 5x dollars. In addi- 
tion, the disallowed portion of the 
credit (3. 5x dollars) is not eligible for 
a section 196 deduction. See Example 
5. 

Example 9 

Facts. The facts are the same as in 
Example 8 except that at the close of 
X's fiscal year ending June 30, 1988, 
X does not reasonably expect to 
place the property in service prior to 
December 31, 1988, although X does 
continue to expect the property to be 
new section 38 property when it does 
place the property in service. 

Analysis and Holding. Since X 
does not reasonably expect to place 
the property in service by the appli- 
cable date, the property is not rea- 
sonably expected to be transition 
property and, under section 49(e)(2) 
of the Code, no credit for qualified 
progress expenditures is permitted for 
the fiscal year ending June 30, 1988. 
Furthermore, section 49(e)(2) requires 
recapture under section 47 of credits 
taken with respect to the qualified 

progress expenditures for the period 
January 1, 1986, through June 30, 
1986, and for the tax year ending 
June 30, 1987. The credit claimed by 

with respect to the qualified 
progress expenditures for periods be- 
fore January 1, 1986, (4x dollars) is 
not recaptured in X's 1987-88 tax 
year because on June 30, 1988, X 
continues to expect the property to 
be new section 38 property when 
placed in service. See Sections 
46(d)(2); 49(b)(2) and (e)(2). 

Thus, in its tax year ending June 
30, 1988, X must recapture the 16x 
dollars credit claimed on its post- 
1985 qualified progress expenditures 
(6x + 10x). 

Example 10 

Facts. X corporation files its tax 
return on a calendar year basis. On 
January 1, 1984, X entered into a 
contract for the construction of cer- 
tain property, the construction of 
which began in 1984. The property 
qualified as progress expenditure 
property, within the meaning of sec- 
tion 46(d)(2)(A) of the Code. X made 
the election under section 46(d) to 
increase the amount of its qualified 
investment for the tax year by the 
section 46(c) applicable percentage of 
qualified progress expenditures for 
the tax year with respect to the 
property, For 1984, X had qualified 
progress expenditures, as defined in 
section 46(d)(3), of 100x dollars, and 
X claimed a credit of 10x dollars on 
its 1984 federal income tax return. 
Pursuant to section 48(q), X reduced 
the basis of the property by 50 
percent of the credit, or 5x dollars. 
For 1985, X had additional qualified 
progress expenditures, as defined in 
section 46(d)(3), of 100x dollars. 
However, X was unable to utilize the 
10x dollar credit attributable to the 
1985 qualified progress expenditures 
and carried the credit forward to 
1987, when it was able to claim the 
credit on its return. Pursuant to 
section 48(q), X reduced the basis of 
the property by 50 percent of the 
credit, or 5x dollars. The property 
was placed in service in 1986. 

Analysis and Holding 

Because X was unable to use the 
credit until 1987, the portion of the 
regular 10 percent investment credit 
attributable to the qualified progress 

Section 51 

expenditures for 1985 is reduced by 
the section 49(c) applicable percent- 
age. X's tax year (calendar year) 
straddles July 1, 1987, with 6 months 
before and 6 months after that date. 
Thus, under section 49(c)(3) and 

(c)(5)(A) of the Code, X's investment 
credit attributable to the 1985 quali- 
fied progress expenditures, is reduced 

by 17. 5 percent ((6 months/12 
months) times 35 percent), from 10 
percent to 8. 25 percent. X, therefore, 
is entitled to a regular investment 
credit of 8. 25x dollars in 1987 attrib- 
utable to its qualified progress expend- 
itures for its 1985 tax year that it 
carried forward. 

If X had been unable to use the 
credit until 1988, then the full 35- 
percent reduction of unexpired car- 
ryforwards in section 49(c)(2) would 
apply and X would be entitled to a 
regular investment credit of 6, 5x dol- 
lars in 1988 attributable to the quali- 
fied progress expenditures of its 1985 
tax year that X carried forward. In 
addition, the disallowed portion of 
the credit is not eligible for a deduc- 
tion under section 196 of the Code. 
See Example 5. 

X is not allowed to increase the 
basis of the property to reflect any 
reduction in investment tax credit 
carryfor wards pursuant to section 
49(c)(2) or (3). 

The result would be the same had 
X placed the property in service in 
1985 and carried forward to its calen- 
dar years 1987, 1988, or beyond, any 
credits for qualified progress expendi- 
tures for years before the year it was 
placed in service, with respect to the 
property. 

Subpart F. -Rules for Computing Credit for Employment of 
Certain New Employees. 

Section 51. — Amount of Credit 

26 CFR 1. 51-1: Amount of credit. 

Targeted jobs credit; certification 
requirements. An employer may not 
claim a targeted jobs credit for wages 
paid to an employee if on or before 
the date the employee begins work he 
or she does not receive a written 
preliminary determination and the 
employer does not request in writing 
or receive certification from a desig- 
nated local agency, as required by 
section 51(d)(16) of the Code, that 
the employee is a member of a 
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targeted group. This requirement is 
unchanged even if the employee was 
hired during the period from January 
1, 1986, through October 21, 1986, 
the day prior to the enactment of the 
Tax Reform Act of 1986, during 
which period no targeted jobs credit 
was in effect. 

Rev. Rul. 87-94' 

ISSUE 

Is an employer entitled to a tar- 
geted jobs credit under section 51 of 
the Internal Revenue Code with re- 

spect to an employee hired after 
December 31, 1985, although the 
employer on or before the day the 
employee began work did not receive 
or request certification that the em- 

ployee was a member of a targeted 
group described in section 51(d) of 
the Code? 

FACTS 

Employer A hired individual A 
after December 31, 1985, but before 
October 22, 1986. On or before the 
day A began work for X, 2 did not 
request or receive certification from a 
designated local agency that A was a 
member of a "targeted group" de- 
scribed in section 51(d)(1) of the 
Code. Also, A did not receive a 
written preliminary determination of 
A's status as a member of such a 
group. 

LAW AND ANALYSIS 

Section 51 of the Code provides a 
"targeted jobs credit" equal to a 
specified percentage of "qualified 
first-year wages" for each year, 

Section 51(b)(1) of the Code de- 
fines "qualified wages" as wages 
paid or incurred by the employer to 
individuals who are "members of a 
targeted group. " 

Section 51(b)(2) of the Code de- 
fines "qualified first-year wages" as 
qualified wages attributable to service 
rendered by an individual during the 
1-year period beginning with the day 
the individual begins work for the 
employer. 

Section 51(b)(3) of the Code pro- 
vides that the amount of the quali- 
fied first-year wages that may be 
taken into account with respect to 

' Also released as News Release IR-87-110, 
dated September 11, 1987. 

any individual shall not exceed 
$6, 000 per year. 

Section 51(d) of the Code lists nine 
currently applicable targeted groups, 
including vocational rehabilitation re- 
ferrals and qualified summer youth 
employees. 

Section 51(d)(16) of the Code pro- 
vides that an individual shall not be 
treated as a "member of a targeted 
group" unless, on or before the day 
the individual begins work, the em- 

ployer has received or requested in 

writing certification from a desig- 
nated local agency that the individual 
is a member of a targeted group. 
This deadline is extended until 5 days 
after the individual begins work if 
the individual receives a preliminary 
determination of his or her status on 
or before the day he or she begins 
work. 

Section 1701 of the Tax Reform 
Act of 1986 (the Tax Reform Act), 
1986-3 (Vol. 1) C. B. 689, which was 
signed into law October 22, 1986, 
made the following changes to sec- 
tion 51: 

(1) An employer may claim a tar- 
geted jobs credit only with respect to 
services rendered during the one-year 
period beginning with the day the 
individual in respect of whom the 
credit is being claimed begins work 
for the employer; the employer may 
not claim the credit for wages paid 
during the second year of employ- 
ment. 

(2) The credit is limited to 40 
percent (rather than 50 percent) of 
the first $6, 000 of wages, although, 
in the case of qualified summer 
youth employees, the former credit 
of 85 percent of up to $3, 000 of 
wages is retained. 

(3) The individual in respect of 
whom the credit is being claimed 
must be employed for at least 90 
days (14 days in the case of qualified 
summer youth employees) or perform 
services for at least 120 hours (20 
hours in the case of qualified sum- 
mer youth employees). 

(4) The period over which the 
credit is effective is extended. Prior 
to its amendment, section 51(c) of 
the Code had provided that the term 
"wages" did not include amounts 
paid to an individual who began 
work after December 31, 1985. Sec- 
tion 1701 of the Tax Reform Act 
replaced "December 31, 1985" with 
"December 31, 1988. " 

Although, prior to the Tax Refo 
Act amendments, the targeted jo 
credit did not apply with respect 
individuals who began work 
December 31, 1985, and the Tax 
Reform Act was not enacted 
October 22, 1986, section 1701(e) of 
the Tax Reform Act made the 
amendments to section 51 of the 

Code retroactive to apply with re- 

spect to individuals who began work 
after December 31, 1985. Accord- 
ingly, if an individual began work 
between December 31, 1985, and Oc- 
tober 22, 1986, and the individual's 
employer met all the conditions pre- 
cedent to claiming a targeted jobs 
credit in respect of that individual, 
the employer can claim the credit. 

As discussed above, among the 
conditions precedent to claiming a 
targeted jobs credit is the require- 
ment imposed by section 51(d)(16) of 
the Code that the employer have 
timely received or requested in writ- 

ing certification as to the status of 
the individual. Congress considered a 
special rule that would have allowed 
employers an extended period to re- 
quest certifications with respect to 
individuals hired after December 31, 
1985 and on or before the 25th day 
after enactment of the Tax Reform 
Act, but the rule was not included in 
the Tax Reform Act. See S. Rep. 
No. 99-313, 99th Cong. , 2d Sess. 881 
(1986), 1986-3 (Vol. 3) C. B. 881; 2 
H. R. Rep. No. 99-841, 99th Cong. , 
2d Sess. II-829 (1986), 1986-3 (Vol. 
4) C. B. 829. 

Certification procedures are unde 
the jurisdiction of the Department i 

Labor. On November 8, 1986, 
Department of Labor, in Emplo& 
ment Service Program Letter No. 
1-87, indicated that requests for cer- 
tification for employees who began 
work after December 31, 1985, and 
before October 22, 1986, would be 
processed by designated local agen- 
cies if the request was on file with an 
agency or if the employer provides 
clear and convincing documentary ev- 
idence that the request was timely 
filed. Examples of satisfactory evi- 
dence include the original written 
request with postmark, dated certifi- 
cate of mailing, or designated agency 
date-stamp, or a photocopy thereof, 
or, for hand-delivered requests, any 
dated receipt or designated agency 
dated log entry. 
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HOLDING 

Because, on or before the date A 
started working for X, A did 
receive a written preliminary determi- 
nation and X did not request in 
writing or receive certlflcatron from a 
designated local agency, as required 
by section 51(d)(16) of the Code, that 
A was a member of a targeted group, 
X may not claim a targeted jobs 
credit in respect of wages paid to A. 

Part VI. -Alternative Minimum Tax 

Section 56. — Adjustments in 
Computing Alternative Minimum 
Taxable Income 

26 CFR 1. 56-1: Imposition of tax. 

Whether section 47(a)(l) of the Code re- 
quires a recapture of the full amount of the 
unused investment credit that was carried back 
in a prior year when that carryback resulted in 
an increase in minimum tax under section 
56(a). See Rev. Rul. 87-56, page 27. 

Subchapter B. — Computation of Taxable Income 

Part I, -Definition of Gross Income, Adjusted 

Gross Income, Taxable Income, etc. 

Section 61. — Gross Income Defined 

26 CFR 1. 61-1: Gross income. 
(A iso Sections 77, 1016; I, 77-1, 1. 1016-5. ) 

Commodity certificates; Commod- 
ity Credit Corporation loan. The tax 
consequences are discussed concern- 
ing the receipt of generic commodity 
certificates, the pledging of a com- 
modity as collateral for a loan from 
the Commodity Credit Corporation, 
the repayment of that loan with the 
certificates, and the subsequent sale 

f the commodity. Rev. Rul. 87-17 
, oked. 

Rev. Rul. 87-103' 

ISSUE 

What are the federal income tax 
consequences of (1) the receipt of 
generic commodity certificates, (2) 
their use to repay a loan from the 
Commodity Credit Corporation 
(CCC), and (3) the subsequent sale 
of the commodity used to secure the 
CCC loan? 

FACTS 

Situation I: In March, 1986, A, a 
farmer using the cash receipts and dis- 

rgiso released as News Release IR-87-127, 
dared October 13, 1987. 

bursements method of accounting 
and filing Federal income tax returns 
on a calendar year basis, borrowed 
$12, 000 from the CCC pledging grain 
to the CCC as security for the 
nonrecourse loan. A currently de- 
ducted all expenses incurred in pro- 
ducing the grain and had a zero basis 
in the pledged grain. Pursuant to 
section 77 of the Internal Revenue 
Code, A elected to treat the loan 
proceeds as income in the year re- 
ceived. In July, 1986, pursuant to 
government deficiency and diversion 
programs, A received generic com- 
modity certificates with a total face 
value of $10, 000. In December, 1986, 
when the value of the grain securing 
the nonrecourse CCC loan had fallen 
to $10, 000, A used the certificates to 
repay the loan from the CCC and 
took back the pledged grain. In 1987, 
A sold the grain for $13, 000. 

Situation 2: The facts are the same 
as in Situation I except that A did 
not elect to report the loan proceeds 
as income in the year received. 

LAW AND ANALYSIS 

Section 61(a) of the Internal Reve- 
nue Code provides that gross income 
means all income from whatever 
source derived, including gross in- 
come derived from business. 

Section 1. 61-4 of the Income Tax 
Regulations provides, in relevant 
part, that a farmer using the cash 
receipts and disbursements method of 
accounting shall include in gross in- 
come the amount of cash and the 
value of merchandise or other prop- 
erty received during the taxable year 
from the sale of produce raised by 
the farmer and all subsidy and con- 
servation payments received which 
must be considered as income. 

Section 77(a) of the Code provides 
that amounts received as loans from 
the CCC shall, at the election of the 
taxpayer, be considered as income 
and shall be included in gross income 
for the taxable year in which re- 
ceived. 

Section 1001 of the Code provides 
that the gain from the sale or other 
disposition of property is the excess 
of the amount realized over the ad- 
justed basis provided in section 1011 
of the Code. 

Section 1016(a)(8) of the Code pro- 
vides that proper adjustments to ba- 
sis shall be made in the case of 
property pledged to the CCC, to the 

Section 61 
extent of the amount received as a 
loan from the CCC and treated by 
the taxpayer as income in the year in 
which received pursuant to section 
77, and to the extent of any defi- 
ciency on such loan with respect to 
which the taxpayer has been relieved 
from liability. 

Section 1. 1016-5(e) of the regula- 
tions provides, in part, that in the 
case of property pledged to the CCC 
and included by the taxpayer in 
income in the year received pursuant 
to section 77, the basis of such 
property shall be increased by the 
amount received as a loan from the 
CCC, and reduced to the extent of 
any deficiency on such loan with 
respect to which the taxpayer has 
been relieved from liability. 

In Rev. Rul. 80-19, 1980-1 C. B. 
185, a cash method farmer obtained 
a loan from the CCC pledging that 
year's crop as collateral. The farmer 
elected under section 77 of the Code 
to include the loan proceeds in gross 
income. The next year the loan was 
repaid as the crop pledged as collat- 
eral was redeemed. Thirteen months 
later the redeemed crop was sold at a 
price that exceeded the amount of 
the loan. The ruling states that if an 
election is made under section 77 of 
the Code, the crop is treated as being 
sold when it is pledged as collateral 
for the loan and is treated as being 
repurchased when it is redeemed by 
repayment of the loan. 

Rev. Rul. 87-17, 1987-9 I. R. B. 4, 
held that the extinguishment of the 
CCC loan liability in Situation 2, 
described above, would be treated as 
(1) a sale by A of the grain (loan 
collateral) for an amount equal to 
the loan balance ($12, 000), resulting 
in taxable income equal to $12, 000; 
and (2) a purchase of the grain by A 
through exchanging A's certificates 
for the grain held by the CCC, 
resulting in a cost basis in the grain 
equal to $10, 000. Similarly, Rev. 
Rul. 87-17 implicitly treated the ex- 
tinguishment of the CCC loan liabil- 
ity in Situation I as a sale by A of 
the grain for an amount equal to the 
loan balance of $12, 000. However, 
since A had previously elected to 
include the proceeds of the loan in 
gross income under section 77, no 
gain or loss was recognized in Situa- 
tion I upon the extinguishment of 
the loan liability. Rev. Rul. 87-17 
similarly viewed A, in Situation I, as 
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Section 61 
then purchasing the grain through 
exchanging A's certificates for the 
grain held by the CCC, resulting in a 
cost basis in the grain equal to 
$10, 000. 

Rev. Rul. 87-17 was based on 
regulations issued by the CCC, an 
agency within the United States De- 
partment of Agriculture (USDA), 
which characterized transactions de- 
scribed in Situations I and 2 as a 
redemption of a quantity of a com- 
modity pledged as loan collateral and 
a sale of that commodity to CCC for 
an amount equal to the loan balance, 
followed by an exchange of the com- 
modity which had been pledged as 
the loan collateral for certificates 
held by the farmer. See 7 C. F. R. 
section 770. 4, published in the Fed- 
eral Register o f March 11, 1986. 
Subsequent to the issuance of Rev. 
Rul. 87-17, officials from the USDA 
have informed the Internal Revenue 
Service that, notwithstanding the 
characterization of these transactions 
in the aforementioned regulations, in 
practice the USDA effectively permits 
farmers to directly extinguish out- 
standing CCC loans through the use 
of commodity certificates. The Inter- 
nal Revenue Service has been in- 
formed that, typically, the redemp- 
tion of the commodity pledge as loan 
collateral, the sale of that commodity 
to CCC and the exchange of the 
certificates for such commodity occur 
simultaneously in one transaction 
which in effect is treated as an 
extinguishment of the loan through 
use of the commodity certificates. 
Moreover, USDA official have repre- 
sented that the characterization of 
these transactions under CCC regula- 
tions is unrelated to the substance of 
the transaction and does not bear on 
the manner in which the transactions 
are effected by USDA officials in 
state and county offices. 

HOLDING 

Situation 1: A must include in 
gross income $10, 000 upon receipt of 
the commodity certificates. In addi- 
tion, since A elected to include the 
proceeds of the CCC loan in income, 
A is treated as selling the grain for 
the amount of the loan proceeds 
when the grain was pledged as collat- 
eral for the loan. Rev. Rul. 80-129, 

supra. Thus, A has $12, 000 of in- 
come from the deemed sale of the 
grain at the time it was pledged. A' s 

repayment of the CCC loan is treated 
as a purchase of the grain in ex- 
change for the certificates. No gain 
or loss is recognized on this pur- 
chase. A's basis in the repurchased 
grain is $10, 000 ($12, 000, amount of 
the loan, reduced by $2, 000, amount 
of liability from which relieved). Sec- 
tion 1016(a)(8). In 1987, the sale of 
the grain for $13, 000 results in gain 
of $3, 000 to A, the excess of the sale 
proceeds ($13, 000) over A's basis in 
the grain ($10, 000). 

Situation 2: As in Situation 1, A 
has $10, 000 of income upon receipt 
of the certificates and a basis of 
$10, 000 in the certificates. A's repay- 
ment of the loan results in a gain of 
$2, 000, the excess of the amount of 
the loan ($12, 000) over A's basis in 
the certificates ($10, 000). In 1987, the 
sale of the grain for $13, 000 results 
in gain of $13, 000 to A, the excess of 
the sale proceeds ($13, 000) over A' s 

basis in the grain ($0). 

EFFECT ON OTHER REVENUE 
RULINGS 

Rev. Rul. 87-17 is revoked. 

26 CFR 1. 61-1: Gross income. 

Funds distributed by a perpetual care trust 
fund to a cemetery corporation for the care 
and maintenance of gravesites are compensa- 
tion for services taxable to the corporation 
under section 61 of the Code and are not 
treated as trust distributions under section 652 
and 662. See Rev. Rul. 87-97, page 155. 

26 CFR 1. 61-1: Gross income. 

Treatment of payments received by the seller 
of a pre-need funeral trust. See Rev. Rul. 
87-127, page 156. 

26 CFR 1. 61-2: Compensation for services, 
including fees, commissions, and similar items. 

Whether certain expenditures of campaign 
funds — expenditures for an election night 
party, cash awards to campaign workers, and 
certain meals provided to campaign workers 
after the election — are includible in the gross 
income of the candidate. See Rev. Rul. 87-119, 
page 151. 

26 CFR 1. 61-2T; Taxation of fringe benefi». 

Fringe benefits; aircraft valuation 
formula. For purposes of section 
1. 61-2T(g) of the temporary regula- 
tions, relating to the rule for valuing 
noncommercial flights on employer- 
provided aircraft, the Standard 
dustry Fare Level (SIFL) cents-per- 
mile rates and the terminal charges in 
effect on June 30, 1987, and for 
prior periods are set forth. Rev. Rul. 
87-28 superseded. 

Rev. Rul. 87-101 
For purposes of the taxation of 

fringe benefits under section 61 of 
the Internal Revenue Code, section 
1. 61-2T(g) of the Temporary Income 
Tax Regulations provides a rule for 
valuing noncommercial flights on 
employer-provided aircraft. Section 
1. 61-2T(g)(5) of the temporary regu- 
lations sets forth an aircraft valua- 
tion formula to determine the value 
of such flights. The value of a flight 
is determined under the base aircraft 
formula (also known as the Standard 
Industry Fare Level formula or SIFL) 
by multiplying the SIFL cents-per- 
mile rates applicable for the period 
during which the flight was taken by 
the appropriate aircraft multiple pro- 
vided in section 1. 61-2T(g)(7) and 
then adding the applicable terminal 
charge. The value of a particular 
flight during the first 6 month 
of a calendar year is determined by 
using the SIFL rates and terminal 
charge in effect on December 31 of 
the preceding year. The value of a 
particular flight during the last 6 
months of a calendar year is deter- 
mined by using the SIFL rates and 
terminal charge in effect on June 30 
of that year. 

The terminal charge in effect on 
June 30, 1987, is $23. 95 and the 
SIFL rates in effect on June 30, 
1987, are $. 1310 per mile for the first 
500 miles, $. 0999 per mile for 501 
through 1500 miles, and $. 0960 per 
mile for miles over 1500. 

The following chart sets forth the 
cumulative terminal charges and 
SIFL mileage rates: 
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Period 

1/I/85-6/30/85 . 
Terminal 
Charge 

$27. 05 

7/1/85-12/31/85 $25. 62 

1/1/86-6/30/86 $26. 19 

7/1/86-12/31/86 $26. 02 

1/1/87-6/30/87 $23. 80 

7/1/87-12/31/87 $23. 95 

EFFECT ON OTHER REVENUE 
RULING 

SIFL Mileage Rates 

Up to 500 miles 

501-1500 miles 

Over 1500 miles 

Up to 500 miles 

501-1500 miles 

Over 1500 miles 

Up to 500 miles 

501-1500 miles 

Over 1500 miles 

Up to 500 miles 

501-1500 miles 

Over 1500 miles 

Up to 500 miles 

501-1500 miles 

Over 1500 miles 

Up to 500 miles 

501-1500 miles 

Over 1500 miles 

$. 1480 per mile 

$. 1128 per mile 

$. 1085 per mile 

$1402 per mile 

$. 1069 per mile 

$. 1028 per mile 

$1433 per mile 

$. 1092 per mile 

$. 1050 per mile 

$. 1423 per mile 

$. 1085 per mile 

$. 1043 per mile 

$. 1302 per mile 

$. 0993 per mile 

$. 0954 per mile 

$. 1310 per mile 

$. 0999 per mile 

$. 0960 per mile 

Part Il. -Items Specifically Included in Gross Income 

Mortality Table Used To Determine 
Exclusion for Deferred Payments of 

Life Insurance Proceeds. 

AGENCY: Internal Revenue Service, 
Treasury. 

ACTION: Temporary regulation. 

SUMMARY: This document contains 

temporary regulations that prescribe 
the mortality table to be used in 

determining the extent to which de- 

ferred payments of life insurance 

proceeds are excluded from gross 
income. The text of the temporary 
regulations set forth in this document 
also serves as the text of the pro- 

posed regulations for the notice of 
proposed rulemaking on this subject 
***[page 1047, this Bulletin] Changes 

to the applicable law were made by 
the Tax Reform Act of 1986. The 
regulations affect beneficiaries of life 
insurance contracts who receive life 
insurance proceeds at a date later 
than the death of the insured and 
provide them with the guidance 
needed to comply with the law. 

Rev. Rul. 87-28, 1987-1 C. B. 21, is 

superseded. 

26 CFR 1. 61-4: Gross income of farmers. 

The effective date of a portion of Rev. Rul. 
86-24, 1986-1 C. B. 80, dealing with the 
required capitalization of amounts properly 
allocable to the cost of embryos, is postponed 
until February 24, 1986. See Rev. Rul. 87-105, 
page 46. 

26 CFR 1. 61-7: Interest. 

lf a taxpayer transfers United States savings 
bonds to the taxpayer's spouse or former 
spouse in a transfer described in section 
1041(a) of the Code, must the taxpayer include 
the deferred, accrued interest on the bonds in 

gross income in the year of the transfer? See 
Rev. Rul. 87-112, page 207. 

26 CFR 1. 61-7: Interest. 

Whether interest on the bonds of a political 
subdivision of a state is exempt from federal 
income tax if the bonds are not valid under 

state law. See Rev. Rul. 87-116, page 44. 

Section 67. — 2-Percent Floor on 
Miscellaneous Itemized Deductions 

The proper amount of the deduction allow- 

able for legal fees when a portion of those fees 

are allowable to social security disability bene- 

fits not includible in the taxpayer's gross in- 

come. See. Rev. Rul. 87-102, page 78, 

Section 77. — Commodity Credit 
Loans 

26 CFR l. 77 — 1: Election to consider Commod- 
ity Credit Corporation loans as income. 

What are the tax consequences of the receipt 
of generic commodity certificates, the pledging 
of a commodity as collateral for a loan from 
the Commodity Credit Corporation, the repay- 
ment of that loan with the certificates, and the 
subsequent sale of the commodity. See Rev. 

Rul. 87-103, page 41. 

Section 86. — Social Security and 
Tier 1 Railroad Retirement Benefits 

The proper amount of the deduction allow- 

able for legal fees when a portion of those fees 

are allocable to social security disability bene- 

fits not includible in the taxpayer's gross in- 

come. See Rev. Rul. 87-102, page 78. 

Part Ill. -items Specifically Excluded From Gross Income 

Section 101. — Certain Death 
Benefits 

26 CFR 1. 101-7T: Mortality table used to 
determine exclusion for deferred payments of 
life insurance proceeds. (Temporary). 

T. D. 8161 

Title 26 — INTERNAL REVENUE. — 
Chapter 1, SUBCHAPTER A, PART 
1. — INCOME TAX; TAXABLE YEARS 
BEGINNING AFTER DECEMBER 
31, 1953 

EFFECTIVE DATE: The regulations 
are effective October 23, 1986, and 

apply to amounts received with re- 

spect to deaths occurring after Octo- 
ber 22, 1986, in taxable years ending 
after October 22, 1986. 

SUPPLEMENTARY INFORMA- 
TION: 

BACKGROUND 

This document amends the Income 
Tax Regulations (26 CRF Part 1) to 
provide temporary rules under sec- 
tions 101(d) of the Internal Revenue 
Code of 1986. The temporary regula- 
tions reflect the amendment of sec- 
tion 101(d)(2)(B)(ii) by section 1001 
(b) of the Tax Reform Act of 1986 
(100 Stat. 2387). [1987-3 C. B. (Vol. 
1) 304]. 

Section 101(d) provides rules relat- 
ing to the payment by an insurer of 
life insurance proceeds at a date later 
than the death of the insured. Under 
section 101(d)1), the amounts held by 
an insurer with respect to a benefi- 
ciary are prorated over the period or 
periods with respect to which the 
payments are to be made. A portion 
of each payment made to the benefi- 
ciary is excluded from income of the 
beneficiary on the basis of this prora- 
tion. 
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Section 101 
In determining the amount held by 

an insurer with respect to a benefi- 
ciary, section 101(d)(2)(A) provides 
that the amount must be held by the 
insurer under an agreement provided 
for in the life insurance contract to 
pay that amount on a date or dates 
later than the death of the insured. 
Section 101(d)(2)(B) provides that the 
amount held by the insurer is equal 
to the value of this agreement to the 
beneficiary determined as of the date 
of death of the insured, and as 
discounted on the basis of the inter- 
est rate used by the insurer in calcu- 
lating payments made under the 
agreement and mortality tables pre- 
scribed by the Secretary. 

These regulations prescribe a mor- 
tality table, which does not distin- 
guish among individuals on the basis 
of sex, to be used in determining the 
amount held by the insurer for pur- 
poses o f section 101(d)(2) and in 
determining the period or periods 
with respect to which payments are 
to be made for purposes of section 
101(d)(1). The mortality table pre- 
scribed in the regulation is the table 
set forth in ()1. 72-7(c)(1), relating to 
the adjustment of investment in a 
contract for the refund feature in the 
case of a joint and survivor annuity. 
Life expectancy tables based on this 
mortality table are set forth in Tables 
V through VIII of I)1. 72-9 

SPECIAL ANALYSES 

The Commissioner of Internal Rev- 
enue has determined that this tempo- 
rary rule is not a major rule as 
defined in Executive Order 12291 and 
that a Regulatory Impact Analysis 
therefore is not required. A general 
notice of proposed rulemaking is not 
required by 5 U. S. C. 553 for tempo- 
rary regulations. Accordingly, the 
temporary regulations do not consti- 
tute regulations subject to the Regu- 
latory Flexibility Act (5 U. S. C. chap- 
ter 6). 

Amendments lo the regulations 

For the reasons set out in the 
preamble, Title 26, Chapter 1, 
Subchapter A, Part 1 of the Code of 
Federal Regulations is amended as set 
forth below. 

INCOME TAX REGULATIONS 
(26 CFR Part 1) 

Paragraph 1. The authority for 

Part 1 is amended by adding the 
following citation: 

Authority: 26 U. S. C. 7805. 
Section 1. 101-7T also issued under 
26 U. S. C. 101(d)(2)(B)(ii). 

Par. 2. The following new section 
is added immediately after $1. 101-6. 
I)1. 101-7T Mortality table used to 

determine exclusion for deferred 
payments of life insurance pro- 
ceeds. (Temporary). 
(a) Mortality Table. Notwithstand- 

ing any provision of ()1. 104-4 that 
otherwise would permit the use of a 
mortality table not described in this 
section, the mortality table set forth 
in $1. 72-7(c)(1) must be used to 
determine— 

(1) The amount held by an insurer 
with respect to a beneficiary for 
purposes of section 101(d)(2) and 
()1. 104-4; and 

(2) The period or periods with re- 
spect to which payments are to be 
made for purposes of section 
101(d)(1) and $1. 101-4. 

(b) Examples. The principles of 
this section may be illustrated by the 
following examples: 

Example (I). A life insurance policy pro- 
vides only for the payment of $5, 000 per year 
for the life of the beneficiary, A, beginning 
with the insured's death. If A is 59 years of 
age at the time of the insured's death, the 
period with respect to which the payments are 
to be made is 25 years. This period is 
determined by using the mortality table set 
forth in 111. 72 — 7(c)(1), and is shown in Table V 
of $1. 72-9 (which contains life expectancy 
tables determined using this mortality table). If 
the present value of the proceeds, determined 
by reference to the interest rate used by the 
insurance company and the mortality table set 
forth in $1. 72-7(c)(1), is $75, 000, $3, 000 of 
each $5, 000 payment ($75, 000 divided by 25) is 
excluded from the gross income of A. 

Example (2). A life insurance policy pro- 
vides for the payment of $82, 500 in a lump 
sum to the beneficiary A, at the death of the 
insured. Upon the insured's death, however, A 
selects an option for the payment of $2, 000 
per year for life and for the same amount to 
be paid after A's death to B for B's life. If A 
is 51 years of age and B is 28 years of age at 
the death of the insured, the period with 
respect to which the payments are to be made 
is 55 years. This period is determined by using 
the mortality table set forth in $1. 72-7(c)(1), 
and is shown in Table VI of $1. 72-9 (which 
contains life expectancy tables determined us- 
ing this mortality table). Accordingly, $1, 500 
of each $2, 000 payment ($82, 500 divided by 
55) is excluded from the gross income of the 
recipient. 

(c) Effective date. This section ap- 
plies to amounts received with respect 
to deaths occurring after October 22, 
1986, in taxable years ending after 
October 22, 1986. 

There is need for immediate guid- 

ance with respect to the provision~ 
contained in this Treasury decision. 
For this reason, it is found impractt- 
cal to issue this Treasury decision 
with notice and public procedure un- 

der subsection (b) of section 553 of 
Title 5 of the United States Code or 
subject to the effective date limita- 
tion of subsection (d) of that section 

Lawrence B. Gibbs, 
Commissioner of 

Internal Revenue. 

Approved August 25, 1987. 

O. Donaldson Chapoton, 
Acting Assistant 

Secretary of the 
Treasury. 

(Filed by the Office of the Federal Register on 
September 18, 1987, 8:45 a. m. , and pub- 
lished in the issue of the Federal Register for 
September 21, 1987, 52 F. R. 35414) 

Section 103. — Interest on State and 
Local Bonds 

26 CFR 1. 103-1: Interest upon obligations of 
a State, territory, etc. 
(Also Section 61; I. 61-7. ) 

Obligations of states and subdivi- 
sions; bonds invalid under state law. 
Interest on the bonds issued by a 
political subdivision of a state is not 
excludable from gross income under 
section 103(a) of the Code if, subse- 
quent to issuance, the bonds are 
determined to be invalid under state 
law. 

Rev. Rul. 87-116 

ISSUE 

Does the exclusion from gross in- 
come contained in section 103(a) of 
the Internal Revenue Code apply to 
the interest on bonds issued by a 
political subdivision of a state if the 
bonds are not valid under state law? 

FACTS 

On December 8, 1986, city CI, a 
political subdivision of State ST, is- 
sued revenue bonds to finance the 
construction of a manufacturing fa- 
cility. The bonds satisfied the re- 
quirements for exemption under sec- 
tion 144(a)(4) of the Code and were 
intended to qualify for tax exemption 
under section 103(a). 

CI had taken timely steps to meet 
the public approval requirement con- 
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tained in section 147(f) of the Code. 
This was accomplished by approval 
of the Board of Supervisors of CI, 
which is the elected body of CI. The 
state constitution of ST required CI 
to obtain approval of the voters of 
CI prior to issuance of the bonds. 
Erroneously believing that all of the 
state law requirements for issuing the 
bonds had been met, CI issued the 
bonds without the prior approval of 
the voters of CI. 

In 1987, the supreme court of ST 
held that under state law the bonds 
were not valid obligations of CI 
because the ST voter approval re- 
quirement for issuance of the bonds 
had not been satisfied. 

LAW AND ANALYSIS 

Section 103(a) of the Code pro- 
vides that, except as provided in 
section 103(b), gross income does not 
include interest on any state or local 
bond. 

Section 1. 103-1 of the Income Tax 
Regulations provides, generally, that 
interest paid on the obligations of a 
state or any political subdivision 
thereof is not includible in gross 
income. Obligations issued by or on 
behalf of any state or local govern- 
mental unit by a constituted author- 
ity empowered to issue such obliga- 
tions are the obligations of such unit. 

The determination of whether 
bonds issued by a state or local 
governmental unit are the obligations 
of such unit is made under local law. 
If the failure to comply with a 
substantive or procedural requirement 
of local law causes bonds issued by a 
state or local governmental unit to be 
invalid under local law, the bonds 
are not the obligations of the state or 
political subdivision for purposes of 
section 103(a) of the Code. 

In this case, the bonds issued by 
CI were not valid under state law 
because the bonds did not satisfy the 
ST voter approval requirement for 
the issuance of the bonds. Because 
the bonds were not valid obligations 
of CI under state law, the CI bonds 
are not the obligations of a state or 
political subdivision for purposes of 
section 103(a). 

HOLDING 

The interest on bonds issued by a 
political subdivision of a state in the 

circumstances described above is not 
excludable from gross income under 
section 103(a) of the Code because 
the bonds are not valid obligations of 
the political subdivision under state 
law. 

Section 121. — One-Time Exclusion 
of Gain from Sale of Principal 
Residence by Individual who has 
Attained Age 55 

26 CFR L121-2: Limitations. 

Residence; sales proceeds; election; 
widowed taxpayer. A widowed tax- 
payer may make an election under 
section 121(a) of the Code even 
though the taxpayer's deceased 
spouse had made such election earlier 
provided the widowed taxpayer was 
not required to join in the earlier 
election. 

Rev. Rul. 87-104 

ISSUES 

1. If, within the same taxable year, 
an individual sold a principal resi- 
dence and subsequently married the 
taxpayer and if, for that year, the 
couple filed a joint return in connec- 
tion with which the individual makes 
the election under section 121(a) of 
the Internal Revenue Code, must the 
taxpayer join in that election? 

2. If a widowed taxpayer has never 
made an election under section 121(a) 
of the Code, but the taxpayer's now 
deceased spouse, after marriage to 
the taxpayer, had made a section 
121(a) election in which the taxpayer 
did not join, does that election by 
the deceased spouse bar the taxpayer 
from making such an election? 

FACTS 

A sold A's principal residence in 
January 1984. At the time of the sale 
A met all the age, ownership, and 
use requirements of section 121(a) of 
the Code for making an election to 
exclude gain from the sale. 

In June 1984, A married B. A and 
B filed a joint return for the taxable 
year ending on December 31, 1984. 
A' made an election on Form 2119 
(Sale or Exchange of Principal Resi- 
dence) to take the once-in-a-lifetime 
exclusion from gross income of gain 
from the sale of A's residence. B did 
not join in A's election. 

During their marriage, A and B 

Section 121 
lived in a residence owned by B. A 

died in 1986, and shortly thereafter B 
sold that residence. At the time of 
the sale B met all the age, ownership, 
and use requirements of section 
121(a) of the Code. For the taxable 
year ending December 31, 1986, B 
made an election on Form 2119 to 
take the once-in-a-lifetime exclusion 
from gross income of gain from the 
sale of B's residence. B had never 
previously made, or joined in, such 
an election. 

LAW AND ANALYSIS 

Section 121(a) of the Code pro- 
vides that at the election of the 
taxpayer, subject to certain limita- 
tions, gross income does not include 
gain from the sale or exchange of 
property if— 

(1) the taxpayer has attained the 
age of 55 before the date of the sale 
or exchange, and 

(2) during the 5-year period ending 
on the date of the sale or exchange, 
the property has been owned and 
used by the taxpayer as the taxpay- 
er's principal residence for periods 
aggregating 3 years or more. 

Section 121(b)(2) of the Code pro- 
vides that section 121(a) does not 
apply to any sale or exchange by the 
taxpayer if an election by the tax- 
payer or the taxpayer's spouse under 
section 121(a) with respect to any 
other sale or exchange is in effect. 
See also section 1. 121-2(b) of the 
Income Tax Regulations. 

Section 121(c) of the Code pro- 
vides, in part, that in the case of a 
taxpayer who is married, an election 
under section 121(a) may be made 
only if the taxpayer's spouse joins in 
the election. Section 1. 121-4(a) of the 
regulations provides, in part, that a 
taxpayer who is married at the time 
of the sale or exchange may not 
make an election under section 121(a) 
unless the taxpayer's spouse (at the 
time of the sale or exchange) joins 
the taxpayer in such election. 

Section 121(d)(6)(A) of the Code 
provides that, in the case of any sale 
or exchange, for purposes of section 
121, the determination of whether an 
individual is married is made as of 
the date of the sale or exchange. See 
also section 1. 121-5(f) of the regula- 
tions. 

Section 1. 121-2(b)(2) Example (3) 
of the regulations concerns a tax- 
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payer who sold a principal residence 
but, before making a section 121(c) 
election, married a person who had 
previously made an election that re- 
mained in effect. The example pro- 
vides that the spouse's ineligibility to 
make or join in such an election is 
not a bar to an election by the 
taxpayer, because the spouse does 
not have to join with the taxpayer in 

the election. 
Although A and B were married in 

the year A's residence was sold and 
although they filed a joint return for 
that year, they were not married on 
the date A sold that residence. Be- 
cause a taxpayer's marital status is 
determined under section 121(d)(6) on 
the date the property is sold and A 
was not married on that date, B is 
not required to join in A's election to 
exclude from gross income the gain 
from the sale of A's residence. 

B's election to exclude from gross 
income the gain from the sale of B's 
residence is proper because B was 
unmarried on the date of the sale 
and B had not previously made or 
joined in an election under section 
121(a). 

HOLDINGS 

1. B is not required to join in A' s 

election under section 121(a) of the 
Code. 

2. B may make an election under 
section 121(a) of the Code. 

Part Vl. — itemized Deductions for Individuals and Corpora 

tions 

Section 162. — Trade or Business 
Expenses 

Expeditious approval provisions for a tax- 

payer that desires to make a section 463 
election under section 91(i) of the Tax Reform 
Act of 1984 as modified and extended by 
section 1851(b)(1) of the Tax Reform Act of 
1986 and for a taxpayer that made a valid 

section 463 election under section 91(i) of the 
Tax Reform Act of 1984 that desires to treat 
the election as a change in method of account- 

ing in accordance with section 1851(b)(1)(A) of 
the Tax Reform Act of 1986. See Rev. Proc. 
87-55, page 671. 

26 CFR 1. 162-1: Business expenses. 

Whether licensee may deduct the fees paid 
to receive trading signals as rental for the use 
of business property. See Rev. Rul. 87-63, 
page 210. 

26 CFR 1. 162-/: Business expenses. 

Whether and to what extent expenditures of 
excess campaign funds are deductible. See Rev. 
Rul. 87-119, page 151. 

26 CFR 1. /62-/I: Rentals. 

Whether deductions for fees paid to receive 
trading signals must be deducted ratably over 
the life of the license agreement to which they 
relate. See Rev. Rul. 87-63, page 210. 

26 CFR I. /62-12: Expenses of farmers. 
(A/so Sections 61, 263, 10/2, 1231, 7805; 
/. 61-4, 1. 263(aj-/, 1. /0/2-1, /. 1231-2, 
301. 7805-/. ) 

Expenses of farmers; amounts paid 
for cows and embryo transplants. 
The portion of Rev. Rul. 86-24, 
1986-1 C. B. 80, requiring capitaliza- 
tion of amounts properly allocable to 
the cost of embryos will, in certain 
circumstances, be applied prospec- 
tively only from February 24, 1986, 
the date the ruling was published in 
the Internal Revenue Bulletin. Rev. 
Rul. 86-24 modified. 

Rev. Rul. 87-105 
Rev. Rul. 86-24, 1986-1 C. B. 80, 

deals with the allocation of expendi- 
tures between cows and subsequently 
born calves in situations where a 
taxpayer purchases cows that have 
been artificially impregnated with 
transplanted purebred embryos. The 
ruling provides, in part, that the 
costs allocable to the cows and the 
costs allocable to the embryos must 
be capitalized and are not deductible 
currently as expenses under section 
162 of the Internal Revenue Code. 

Pursuant to the authority con- 
tained in section 7805(b) of the 
Code, the requirement in Rev. Rul. 
86-24 regarding capitalization of the 
amount property allocable to the cost 
of the embryo will not be applied if, 
prior to February 24, 1986, the date 
Rev. Rul. 86-24 was published in the 
Internal Revenue Bulletin, the tax- 
payer had purchased a cow that was 
pregnant with a transplanted embryo, 
or if, prior to February 24, 1986, the 
taxpayer was subject to a binding 
written agreement to purchase such a 
cow and embryo. In such circum- 
stances, the cost properly allocable to 
the embryo may, if otherwise allow- 
able, be deducted as an expense in 
accordance with the provisions of 
section 162. 

Rev. Rul. 86-24 is modified. 

26 CFR I. /62-17: Reporting and subsranr(a 
lion of certain business expenses of employee 

Increase in the optional standard mileage 
rate for deducting the cost of operating 
automobile for business purposes. See Rev. 
Proc. 87-49, page 646. 

26 CFR 1. /62-17: Reporting and subs(ant(a- 
/ion of certain business expenses of employees. 

Mileage allowance for transportation paid by 
employers to employees. See Rev. Rul. 87-93, 
page 81. 

Section 163. — Interest 

26 CFR 1. 163-1: interest deduction in general. 

Interest; deduction; loan from 
child to parent after gift of money to 
child. No genuine indebtedness exists 
to support an interest deduction un- 
der section 163(a) of the Code where 
a parent purports to make a cash gift 
to a child and the child agrees to 
loan the cash back to the parent. 

Rev. Rul. 87-69 

ISSUE 

If a parent purports to make a gift 
of money to a child under circum- 
stances in which the child agrees to 
lend the money back to the parent, 
are payments made pursuant to the 
purported loan agreement between 
the parent and child deductible as 
interest under section 163(a) of the 
Internal Revenue Code? 

FACTS 

A is the parent of B. On May 1, 
1987, A gave $40, 000 to B. B was 
given the money with the understand- 
ing that B would lend the money to 
A in exchange for A's note. On May 
30, 1987, A borrowed the $40, 000 
from B. The loan agreement pro- 
vided for a market rate of interest, 
was fully secured, and required pay- 
ment of accrued interest at quarterly 
intervals. The entire principal balance 
was due in 4 years. The amounts 
characterized as "interest" by the 
loan agreement were not "personal 
interest" within the meaning of sec- 
tion 163(h) of the Code. 

LAW AND ANALYSIS 

Section 163(a) of the Code states 
that, subject to certain limitations, a 
deduction shall be allowed for 
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interest paid or accrued within the 
tax year on indebtedness. The term 
"interest" has been defined as com- 
pensation for the use or forebearance 
of money. Deputy v. duPont, 308 
U. S. 488 (1940), 1940-1 C. B. 118. 
For interest to be deductible, the 
payments must arise from genuine 
indebtedness, that is, indebtedness in 
substance and not merely in form. 
Knetsch v. United States, 364 U. S, 
361 (1960), 1961-1 C. B. 34. 

In Guaranty Trust Co. v. Commis- 
sioner, 98 F. 2d 62 (2d Cir. 1938), the 
court considered a case in which a 
husband transferred funds to his wife 
under a prearranged agreement that 
had the wife create a trust, with 
herself as trustee, that returned the 
money to the husband through a 
purported loan. The court concluded 
that the husband did not intend to 
divest himself of complete dominion 
and control over the funds because 
the prearranged agreement restricted 
the use of the funds to one purpose, 
namely, to establish a trust that 
would loan the money back to the 
husband. Under these circumstances 
the transfer of funds to the wife was 
found to be an incomplete gift. The 
court viewed the husband's note as 
no more than an unenforceable, gra- 
tuitous promise to make a gift, based 
on neither money nor money' s 

worth. Thus, the loan was not recog- 
nized as valid indebtedness. Accord, 
Elbert v. Commissioner, 45 B. T. A. 
685 (1941). 

In this instance, just as in the 
authorities cited above, the parties 
have failed to create a genuine 
debtor-creditor relationship. The 
transfer of money from A to B is not 
a completed gift because B received 
the $40, 000 with the understanding 
that B would return that sum to A. 
B was merely a conduit for a circular 
flow of money from A to A. This 
transaction is not a loan in sub- 
stance. As in the Guaranty Trust 
case, A's note is merely a gratuitous 
promise to make a series of gifts. 
Accordingly, no interest deduction is 
allowable for the quarterly payments 
to B on a purported loan from B to 
A. 

HOLDING 

The parent's payments to the child 
under the purported loan agreement 
do not constitute interest paid on 
indebtedness for purposes of section 

163(a) of the code because no genuine 
indebtedness exists. 

Section 163 
SUPPLEMENTARY INFORMA- 
TION: 

BACKGROUND 

26 CFR 1. 163-1: Interest deduction in general. 

Whether interest to be taken into account 
when making a mandatory change of account- 
ing method includes amounts claimed as inter- 
est on debt not recognized for federal tax 
purposes. See Rev. Rul. 87-140, page 120. 

26 CFR 1. 163-8Tt Allocation of interest ex- 

pense among expenditures (Temporaryj. 
(Also Section 469. ) 

T. D. 8145 

TITLE 26 — INTERNAL REVENUE. — 
CHAPTER I, SUBCHAPTER A, 

SU BCHAPTE R B — INTERNAL 
REVENUE PRACTICE; PART I— 
INCOME TAX; TAXABLE YEARS 
BEGINNING AFTER DECEMBER 
31, 1953; PART 602 — OMB 
CONTROL NUMBERS UNDER THE 
PAPERWORK REDUCTION ACT 

Allocation of Interest Expense 
Among Expenditures 

AGENCY: Internal Revenue Service, 
Treasury. 

ACTION: Temporary regulations. 

SUMMARY: This document contains 
temporary regulations relating to the 
allocation of interest expense among 
a taxpayer's expenditures. Changes to 
the applicable tax law were made by 
the Tax Reform Act of 1986 (the 
"Act" ). The temporary regulations 
affect taxpayers subject to the passive 
loss limitation, the investment interest 
limitation, or the disallowance of 
deductions for personal interest and 
provide them with the guidance 
needed to comply with the law. The 
text of the temporary regulations set 
forth in this document also serves as 
the text of the proposed regulations 
for the notice of proposed rulemak- 
ing on this subject***[Page 1053, this 
Bulletin]. 

EFFECTIVE DATE: The temporary 
regulations are effective with respect 
to interest expense paid or accrued in 
taxable years beginning after Decem- 
ber 31, 1986. 

This document amends the Income 
Tax Regulations (26 CFR Part 1) to 
provide temporary rules relating to 
the allocation of interest expense for 
purposes of applying the limitations 
on passive activity losses and credits, 
investment interest, and personal in- 

terest. The temporary regulations re- 

flect the amendment of the Internal 
Revenue Code of 1986 (the "Code" ) 
by sections 501 and 511 of the Act 
(100 Stat. 2233 and 2244) [Pub. L. 
99-514, 1986-3 C. B. (Vol. 1} 150, 
161], which added sections 469 (relat- 
ing to the limitation on passive activ- 
ity losses and credits) and 163(h) 
(relating to the disallowance of de- 
ductions for personal interest) and 
amended section 163(d) (relating to 
the limitation on investment interest). 

Section 469 provides that deduc- 
tions from passive activities generally 
may not offset income other than 
passive income. Section 163(d)(1) lim- 

its the investment interest deduction 
of a noncorporate taxpayer for any 
taxable year to the taxpayer's net 
investment income for the taxable 
year. Section 163(h)(1) disallows de- 
ductions for personal interest paid or 
accrued by a noncorporate taxpayer. 
Qualified residence interest described 
in section 163(h)(3) does not consti- 
tute personal interest. 

Section 469(e)(1)(A)(i)(II I) provides 
that in determining the income or 
loss from any passive activity there 
shall not be taken into account inter- 
est expense properly allocable to cer- 
tain items of gross income including 
gross income from interest, divi- 
dends, annuities, or royalties not de- 
rived in the ordinary course of a 
trade or business. Section 469(k)(4) 
provides that the Secretary of the 
Treasury shall prescribe such regula- 
tions as may be necessary to appro- 
priate to carry out the provisions of 
section 469, including regulations 
which provide for the determination 
of the allocation of interest expense 
for purposes of section 469. 

The Joint Explanatory Statement 
of the Committee of Conference ac- 
companying the Act (the "Confer- 
ence Report" ) [Conference Report 
99-841, 1986-3, C. B. (Vol. 4) II 134] 
states that the conferees anticipate the 
Treasury will issue regulations provid- 
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ing guidance to taxpayers with respect 
to interest allocation. The Conference 
Report further provides that these 
regulations should be consistent with 
the purpose of the passive loss rules 
to prevent sheltering of income from 
personal services and portfolio invest- 
ments with passive losses, and that 
the regulations should attempt to 
avoid inconsistent allocations of inter- 
est deductions under different Code 
provisions. 

Although regulations allocating in- 
terest expense are specifically autho- 
rized by section 469(k)(4), these regu- 
lations are being published under 
section 163 because it is believed 
most taxpayers seeking guidance con- 
cerning the tax treatment of interest 
expense will first consult the regula- 
tions under section 163. 

SCOPE OF RULES 

These temporary regulations pre- 
scribe rules for allocating interest 
expense for purposes of applying the 
passive loss limitation and the limita- 
tions on investment interest and per- 
sonal interest. Except as otherwise 
specifically provided, these rules do 
not control the allocation of interest 
for other purposes (e. g. , the windfall 
profit tax). Other limitations on the 
deductibility of interest expense gen- 
erally apply without regard to the 
manner in which interest expense is 
allocated under the temporary regula- 
tions. Thus, for example, section 
265(a)(2) may disallow deductions for 
interest expense allocated under the 
temporary regulations to an expendi- 
ture in connection with a trade or 
business producing taxable income. 
Similarly, section 263A(f) may re- 
quire the capitalization of interest 
allocated under the temporary regula- 
tions to a noncapital expenditure. 
(The temporary regulations provide, 
however, that interest expense allo- 
cated to a personal expenditure can- 
not be capitalized. ) Interest expense 
may also be deferred to a later year 
by one of the other limitations on the 
deductibility of interest (by the oper- 
ation, for example, of section 
267(a)(2)). In that case, the interest 
expense is allocated to expenditures 
under the temporary regulations as it 
would have been had the deferral 
provision not applied, but is not 
taken into account for purposes of 
applying the passive loss, investment 
interest and personal interest limita- 

tions until the taxable year in which 
the deferral provision ceases to ap- 
ply. Qualified residence interest is 
deductible without regard to the 
manner in which such interest is 

allocated under these rules. 

ALLOCATION RULES IN 
GENERAL 

Interest expense on a debt is allo- 
cated in the same manner as the debt 
to which the interest relates is allo- 
cated. Debt is allocated by tracing 
disbursements of the debt proceeds to 
specific expenditures. Thus, the allo- 
cation of intereest is not affected by 
the use of an interest in any property 
to secure payment of the debt to 
which the interest relates. The regula- 
tions provide specific rules for deter- 
mining the manner in which debt is 
allocated if the debt proceeds are 
deposited to the borrower's account. 
Rules are also provided for cases in 
which debt proceeds are not dis- 
bursed to the borrower (as in the 
case of seller financing) or in which 
the borrower receives debt proceeds 
in cash. 

Interest expense generally is subject 
to the limitation applicable to the 
expenditure to which the underlying 
debt is allocated. Thus, for example, 
if debt proceeds are allocated to an 
expenditure in connection with a pas- 
sive activity, any otherwise allowable 
deduction for interest expense on the 
debt is subject to the passive loss 
limitation. 

SPECIFIC RULES FOR 
ALLOCATION OF DEBT 

If debt proceeds are deposited to 
the borrower's account, and the ac- 
count also contains unborrowed 
funds, the debt generally is allocated 
to expenditures by treating subse- 
quent expenditures from the account 
as made first from the debt proceeds 
to the extent thereof. If the proceeds 
of two or more debts are deposited 
in the account, the proceeds are 
treated as expended in the order in 
which they were deposited. 

There are two exceptions to this 
rule. First, a taxpayer may treat any 
expenditure made from an account 
within 15 days after debt proceeds 
are deposited in the account as made 
from those proceeds to the extent 
thereof. Second, if an account con- 
sists solely of debt proceeds and 
interest income on the proceeds, the 

taxpayer may treat any expenditure 
as made first from the interest in- 
come to the extent of such income at 
the time of the expenditure. 

Special rules apply if the 
proceeds are not disbursed 
borrower. If the lender disburses the 
proceeds directly to a person selling 
property or providing services to the 
borrower, the disbursement is treated 
as an expenditure from the debt 
proceeds. If the debt does not in- 
volve cash disbursements (as in the 
case of assumptions or seller financ- 
ing), the debt is treated as if the 
borrower had made an expenditure 
from the debt proceeds for the prop- 
erty, services, or other purpose to 
which the debt relates. 

A taxpayer may treat any cash 
expenditure made within 15 days af- 
ter receiving debt proceeds in cash as 
made from the debt proceeds. In any 
other case, debt proceeds received in 
cash are treated as used to make 
personal expenditures. 

TREATMENT OF AMOUNTS 
HELD IN AN ACCOUNT 

Amounts held in an account are 
treated as property held for invest- 
ment, regardless of whether the ac- 
count bears interest. Thus, debt is 

allocated to an investment expendi- 
ture when the debt proceeds are 
deposited in an account. Debt allo- 
cated to such an investment expendi- 
ture is reallocated in accordance with 
the rules described above when the 
debt proceeds are expended from the 
account. In general the reallocation 
occurs on the date of the expendi- 
ture, but the taxpayer may elect to 
reallocate the debt as of the first day 
of the month in which the expendi- 
ture occurs (or the day on which the 
debt proceeds are deposited in the 
account, if later). A taxpayer may 
use this first-day-of-the-month con- 
vention only if all other expenditures 
from the account during that month 
are similarly treated. 

REPAYMENTS AND 
REF INANCINGS 

Debt repayments are applied 
against the debt in a manner in- 
tended to minimize the limitations on 
the deductibility of interest expense. 
For example, if a debt is allocated to 
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a personal expenditure and an expen- 
diture in connection with a passive 
activity, a repayment will be applied 
first against the portion of the debt 
allocated to the personal expenditure. 

A special rule applies in the case of 
a repayment made from the proceeds 
of another debt. To the extent the 
proceeds of the other debt are used 
for the repayment, such debt is allo- 
cated to the expenditures to which 
the repaid debt was allocated. The 
normal allocation rules apply, how- 
ever, to the extent proceeds of the 
debt are used for purposes other than 
the repayment. 

REALLOCATION OF DEBT 

Debt allocated to an expenditure 
properly chargeable to capital ac- 
count with respect to an asset must 
be reallocated whenever the asset is 
sold or the nature of the use of the 
asset changes. For example, if a 
debt-financed asset used in a trade or 
business is converted to personal use, 
the debt must be reallocated to a 
personal expenditure. If the proceeds 
from the disposition of an asset 
exceed the amount of debt allocated 
to the asset, the proceeds from the 
disposition are treated in the same 
manner as an account containing 
both borrowed and unborrowed 
funds. The extent to which expendi- 
tures from this account are made 
from debt proceeds is determined 
under the normal allocation rules. A 
similar rule applies in the case of 
deferred payment sales. 

DEBT IN CONNECTION WITH 
PASSTHROUGH ENTITIES 

Interest expense of partnerships 
and S corporations, and of partners 
and S corporation shareholders, is 
generally allocated in the same man- 
ner as the interest expense of other 
taxpayers. Special rules will be pro- 
vided, however, for cases in which 
partnerships and S corporations dis- 
tribute debt proceeds to interest hold- 
ers in the entity, and for cases in 
which taxpayers incur debt to acquire 
or increase their interests in partner- 
ships or S corporations. The treat- 
ment of these transactions is not 
addressed in these temporary regula- 
tions because the Internal Revenue 
Service is still studying the interest- 
allocation issues such transactions 
raise and invites public comment. 

MASS ASSET SITUATIONS 

The temporary regulations provide 
that debt allocated to an asset must 
be reallocated when the asset is sold 
or the nature of the use of the asset 
changes (for example, from use in a 
passive activity to use in a former 
passive activity). The Internal Reve- 
nue Service realizes that the applica- 
tion of this rule may be difficult in 
the case of taxpayers who continually 
acquire and dispose of debt-financed 
inventory or other assets and invites 
public comment on possible ways to 
facilitate administrability of the rule. 

TRANSITIONAL RULES 

The temporary regulations apply to 
interest expense paid or accrued in 
taxable years beginning after Decem- 
ber 31, 1986, regardless of when the 
underlying debt was incurred. In cer- 
tain cases, however, the manner in 
which interest expense is allocated 
may be determined under a transi- 
tional rule. 

The first transitional rule applies to 
expenditures made on or before Au- 
gust 3, 1987. Under this transitional 
rule, a taxpayer may treat any expen- 
diture made from an account within 
90 days after debt proceeds are de- 
posited in the account or any cash 
expenditure made within 90 days af- 
ter receiving debt proceeds in cash as 
made from the debt proceeds to the 
extent thereof. As previously de- 
scribed, the rules applicable to expen- 
ditures made after August 3, 1987 
permit taxpayers to treat an expendi- 
ture in this manner only if it is made 
within 15 days after the debt pro- 
ceeds are deposited or received in 
cash. 

Under the second transitional rule, 
debt outstanding on December 31, 
1986, that is properly attributable to 
a business or rental activity is allo- 
cated to the assets held for use or 
sale to customers in such business or 
rental activity. Debt is properly at- 
tributable to a business or rental 
activity for purposes of this transi- 
tional rule if the taxpayer has prop- 
erly and consistently deducted interest 
expense (including interest expense 
subject to limitation under section 
163(d) before its amendment by sec- 
tion 511 of the Act) on the debt on 
Schedule C, E, or F of Form 1040 in 
computing income or loss from the 
business or rental activity for taxable 
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years beginning before January I, 
1987. 

Debt subject to the second transi- 
tional rule must be allocated among 
assets in a reasonable and consistent 
manner. Examples of allocations of 
debt that are not reasonable and 
consistent include (i) an allocation of 
debt to goodwill in excess of the 
basis of the goodwill, and (ii) an 
allocation of debt to an asset in 

excess of the fair market value of the 
asset if the amount of debt allocated 
to any other asset is less than the fair 
market value (lesser of basis or fair 
market value in the case of goodwill) 
of such other asset. A taxpayer shall 

specify the manner in which debt is 

allocated under this second transi- 
tional rule by attaching an allocation 
statement to the taxpayer's return for 
the first taxable year beginning after 
December 31, 1986. If the taxpayer 
does not file an allocation statement 
or fails to allocate the debt in a 
reasonable and consistent manner, 
the Commissioner will allocate the 
debt. 

Debt allocated to an asset under 
the second transitional rule may be 
repaid or refinanced after December 
31, 1986, or there may be a disposi- 
tion or change in use of the asset 
after that date. The effect of these 
events is determined under the nor- 
mal repayment, refinancing and real- 
location rules. Thus, for example, if 
an asset is sold after December 31, 
1986, any debt allocated to the asset 
under the second transitional rule 
must be reallocated. Similarly, a re- 
payment or refinancing of debt sub- 
ject to the transitional rule is treated 
in the same manner as a repayment 
or refinancing of any other debt. 

The second transitional rule does 
not apply if the taxpayer elects to 
allocate debt outstanding on Decem- 
ber 31, 1986, based on the use of the 
debt proceeds (taking into account 
the first transitional rule). The elec- 
tion not to apply the transitional rule 
is made by attaching an election 
statement to the taxpayer's return for 
the first taxable year beginning after 
December 31, 1986. 

In addition, the applicability of the 
transitional rule may be limited in 
the case of debt of a partnership or S 
corporation used to fund a distribu- 
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tion or loan to a partner or share- 
holder. Transitional issues with re- 
spect to such debt will be addressed 
in the special rules to be provided for 
passthrough entities. 

ALTERNATIVE ALLOCATION 
METHODS AND POSSIBLE 

ANTIABUSE RULES 

In developing the tracing method 
of interest allocation in these tempo- 
rary regulations, the Internal Revenue 
Service seriously considered alloca- 
tion based on pro rata apportionment 
of interest expense among a 
taxpayer's assets. Pro rata apportion- 
ment accords with the notion that 
money is fungible, regardless of 
whether borrowed or earned, and is 
used in certain Code provisions such 
as section 864(e). Depending on the 
apportionment base, record keeping 
requirements may be less burdensome 
than under a tracing regime. An 
apportionment approach may also 
result in lower transaction costs be- 
cause taxpayers would have less in- 
centive to arrange borro wings and 
expenditures based on the tax conse- 
quences. 

Despite these possible advantages, 
the Service rejected pro rata appor- 
tionment for a number of reasons. 
First, there is no theoretically or 
practically satisfactory overall appor- 
tionment base. The use of either 
adjusted or unadjusted basis as an 
apportionment base could distort the 
amount of debt associated with par- 
ticular assets. Apportionment based 
on the fair market value of assets 
might result in more appropriate allo- 
cations, but would also require bur- 
densome and otherwise unnecessary 
appraisals of asset value. 

Second, in order to apportion the 
proper amount of interest expense to 
consumer assets, taxpayers would be 
required to determine and report ei- 
ther the basis or fair market value of 
all consumer assets. Many taxpayers 
would consider such requirements un- 

duly intrusive and burdensome. In 
addition, it would be extremely diffi- 
cult to enforce such requirements. 

Third, any general apportionment 
base would have to be adjusted in 
various ways in order to allocate a 
reasonable amount of interest to 
noncapital expenditures. For exam- 
ple, to maintain the integrity of the 

rule that personal interest is not 
deductible, it might be necessary to 
apportion some interest to personal 
consumption. Similarly, labor-in- 
tensive businesses would be disadvan- 
taged relative to capital-intensive 
businesses unless expenditures for 
noncapital items such as salaries, 
supplies, and research and develop- 
ment were capitalized for interest 
allocation purposes. 

Finally, a rule apportioning debt 
among all of a taxpayer's assets 
would distort certain economic deci- 
sions by ignoring the fact that such 
decisions are made by comparing the 
marginal cost of borrowing, the mar- 
ginal return from an expenditure, 
and the opportunity costs of liquidat- 
ing other assets in order to make the 
expenditure with unborrowed funds. 

Despite the practical and theoreti- 
cal problems that a comprehensive 
pro rata apportionment system would 
present, the Service is not foreclosing 
the possibility that future regulations 
may impose some form of pro rata 
apportionment. 

The Service recognizes that some 
taxpayers will attempt to manipulate 
the tracing rules in the temporary 
regulations to maximize their interest 
deductions. For example, a sole pro- 
prietor may be able to maximize the 
amount of fully deductible interest 
expense allocated to trade or business 
expenditures by borrowing to pay 
business expenses and making per- 
sonal expenditures from business re- 
ceipts. Similarly, upper-income tax- 
payers may have sufficient liquidity 
to business and investment expendi- 
tures from borrowed funds and per- 
sonal expenditures from unborrowed 
funds. Finally, the fact that the allo- 
cation of interest expense is not af- 
fected by the use of any property to 
secure repayment of a debt may 
permit manipulation. For example, a 
taxpayer may uses unborrowed funds 
to purchase an automobile for per- 
sonal use, incur debt secured by that 
asset, and use the debt proceeds to 
replace the unborrowed funds. 

The Service therefore is considering 
rules to prevent abuses of the tracing 
methods. For example, taxpayers 
whose gross income and total interest 
expense exceed specified amounts 
might be treated as having a mini- 
mum amount of personal interest. 
Alternatively, such taxpayers might 

be required to allocate interest ex- 
pense based on pro rata apportion- 
ment. The rule that the security for a 
debt is irrelevant for purposes of 
allocating interest expense on the 
debt might be modified in certain 
cases involving debt secured by an 
asset and incurred within a short 
period of time after the purchase of 
the asset. The Service invites com- 
ment on these approaches and on 
other possible methods of preventing 
abuses of the rules in the temporary 
regulations. 

SPECIAL ANALYSES 

The Commissioner of Internal Rev- 
enue has determined that this tempo- 
rary rule is not a major rule as 
defined in Executive Order 12291 and 
that a regulatory impact analysis 
therefore is not required. A general 
notice of proposed rulemaking is not 
required by 5 U. S. C. 553 for tempo- 
rary regulations. Accordingly, the 
temporary regulations do not consti- 
tute regulations subject to the Regu- 
latory Flexibility Act (5 U. S. C. chap- 
ter 6). 

The collection of information re- 
quirements contained in this regula- 
tion have been submitted to the Of- 
fice of Management and Budget 
(OMB) in accordance with the re- 
quirements of the Paperwork Reduc- 
tion Act of 1980. These requirements 
have been approved by OMB. 

Adoption of amendments to the 
regulations 

For the reasons set out in the 
preamble, Subchapter A, Part 1, and 
Subchapter H, Part 602, of Title 26, 
Chapter 1 of the Code of Federal 
Regulations are amended as set forth 
below: 

INCOME TAX REGULATIONS 
(26 CFR Part 1) 

Paragraph 1. The authority for 
Part 1 is amended by adding the 
following citation: 

Authority: 26 U. S. C. 7805. *** 
Section 1. 163-8T also issued under 
26 U. S. C. 469(k)(4). 

Par. 2. The following new section 
is added to Part 1 in the appropriate 
place: 
$1. 163-8T Allocation of interest ex 

50 1987-2 C. B. 



pense among expenditures (tempo- 
rary). 
(a) In general — (1) Application. 

This section prescribes rules for allo- 
cating interest expense for purposes 
of applying sections 469 (the "passive 
loss limitation" ) and 163(d) and (h) 
(the "nonbusiness interest limita- 
tions"). 

(2) Cross-references. This para- 
graph provides an overview of the 
manner in which interest expense is 
allocated for the purposes of apply- 
ing the passive loss limitation and 
nonbusiness interest limitations and 
the manner in which interest expense 
allocated under this section is treated. 
See paragraph (b) of this section for 
definitions of certain terms, para- 
graph (c) for the rules for allocating 
debt and interest expense among ex- 
penditures, paragraphs (d) and (e) for 
the treatment of debt repayments and 
refinancings, paragraph (j) for the 
rules for reallocating debt upon the 
occurrence of certain events, para- 
graph (m) for the coordination of the 
rules in this section with other limita- 
tions on the deductibility of interest 
expense, and paragraph (n) of this 
section for effective date and transi- 
tional rules. 

(3) Manner of allocation. In gen- 
eral, interest expense on a debt is 
allocated in the same manner as the 
debt to which such interest expense 
relates is allocated. Debt is allocated 
by tracing disbursements of the debt 
proceeds to specific expenditures. 

This section prescribes rules for trac- 
ing debt proceeds to specific expendi- 
tures. 

(4) Treatment of interest expense- 
(i) General rule. Except as otherwise 
provided in paragraph (m) of this 
section (relating to limitations on 
interest expense other than the pas- 
sive loss and nonbusiness interest 
limitations), interest expense allocated 
under the rules of this section is 
treated in the following manner: 

(A) Interest expense allocated to a 
trade or business expenditure (as de- 
fined in paragraph (b)(7) of this 
section) is taken into account under 
section 163(h)(2)(A); 

(B) Interest expense allocated to a 
passive activity expenditure (as de- 
fined in paragraph (b)(4) o f this 
section) or a former passive activity 
expenditure (as defined in paragraph 
(b)(2) of this section) is taken into 

account for purposes of section 469 
in determining the income or loss 
from the activity to which such ex- 
penditure relates; 

(C) Interest expense allocated to an 
investment expenditure (as defined in 
paragraph (b)(3) of this section) is 
treated for purposes of section 163(d) 
as investment interest; 

(D) Interest expense allocated to a 
personal expenditure (as defined in 
paragraph (b)(5) of this section) is 
treated for purposes of section 163(h) 
as personal interest; and 

(E) Interest expense allocated to a 
portfolio expenditure (as defined in 
paragraph (b)(6) of this section) is 
treated for purposes of section 
469(e)(2)(B)(ii) as interest expense de- 
scribed in section 469(e)(1)(A)(i)(III). 

(ii) Examples. The following exam- 
ples illustrate the application of this 
paragraph (a)(4): 

Example (l). Taxpayer A, an individual, 
incurs interest expense allocated under the 
rules of this section to the following 
expenditures: 

$6, 000 Passive activity expenditure 
$4, 000 Personal expenditure 

The $6, 000 interest expense allocated to the 
passive activity expenditure is taken into ac- 
count for purposes of section 469 in comput- 
ing A's income or loss from the activity to 
which such interest relates. Pursuant to section 
163(h), A may not deduct the $4, 000 interest 
expense allocated to the personal expenditure 
(except to the extent such interest is qualified 
residence interest, within the meaning of sec- 
tion 163(h)(3)). 

Example (2). (i) Corporation M, a closely 
held C corporation (within the meaning of 
section 469(j)(l)) has $10, 000 of interest ex- 
pense for a taxable year. Under the rules of 
this section, M's interest expense is allocated 
to the following expenditures: 

$2, 000 Passive activity expenditure 
$3, 000 Portfolio expenditure 
$5, 000 Other expenditures 

(ii) Under section 163(d)(3)(D) and this 
paragraph (a)(4), the $2, 000 interest expense 
allocated to the passive activity expenditure is 

taken into account in computing M's passive 
activity loss for the taxable year, but, pursuant 
to section 469(e)(1) and this paragraph (a)(4), 
the interest expense allocated to the portfolio 
expenditure and the other expenditures is not 
taken into account for such purposes. 

(iii) Since M is a closely held C corporation, 
its passive activity loss is allowable under 
section 469(e)(2)(A) as a deduction from net 
active income. Under section 469(e)(2)(B) and 
this paragraph (a)(4), the $5, 000 interest ex- 
pense allocated to other expenditures is taken 
into account in computing M's net active 
income, but the interest expense allocated to 
the passive activity expenditure and the portfo- 
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lio expenditure is not taken into account for 
such purposes. 

(iv) Since M is a corporation, the $3, 000 
interest expense allocated to the portfolio 
expenditure is allowable without regard to 
section 163(d). If M were an individual, how- 

ever, the interest expense allocated to the 
portfolio expenditure would be treated as 
investment interest for purposes of applying 
the limitation of section 163(d). 

(b) Definitions. For purposes of 
this section— 

(I) "Former passive activity" 
means an activity described in section 
469(f)(3), but only if an unused de- 
duction or credit (within the meaning 
of section 469(f)(1)(A) or (B)) is 
allocable to the activity under section 
469(b) for the taxable year. 

(2) "Former passive activity expen- 
diture" means an expenditure that is 
taken into account under section 469 
in computing the income or loss 
from a former passive activity of the 
taxpayer or an expenditure (including 
an expenditure properly chargeable to 
capital account) that would be so 
taken into account if such expendi- 
ture were otherwise deductible. 

(3) ''Investment expenditure'' 
means an expenditure (other than a 
passive activity expenditure) properly 
chargeable to capital account with 
respect to property held for invest- 
ment (within the meaning of section 
163(d)(5)(A)) or an expenditure in 
connection with the holding of such 
property. 

(4) "Passive activity expenditure" 
means an expenditure that is taken 
into account under section 469 in 
computing income or loss from a 
passive activity of the taxpayer or an 
expenditure (including an expenditure 
properly chargeable to capital ac- 
count) that would be so taken into 
account if such expenditure were oth- 
erwise deductible. For purposes of 
this section, the term passive activity 
expenditure does not include any ex- 
penditure with respect to any low- 
income housing project in any tax- 
able year in which any benefit is 
allowed with respect to such project 
under section 502 of the Tax Reform 
Act of 1986. 

(5) "Personal expenditure" means 
an expenditure that is not a trade or 
business expenditure, a passive activ- 
ity expenditure, or an investment 
expenditure. 

(6) "Portfolio expenditure" means 
an investment expenditure properly 
chargeable to capital account with 
respect to property producing income 
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of a type described in section 
469(e)(1)(A) or an investment expen- 
diture for an expense clearly and 
directly allocable to such income. 

(7) "Trade or business expendi- 
ture" means an expenditure (other 
than a passive activity expenditure or 
an investment expenditure) in connec- 
tion with the conduct of any trade or 
business other than the trade or 
business of performing services as an 
employee. 

(c) Allocation of debt and interest 
expense — (1) Allocation in accor- 
dance with use of proceeds. Debt is 
allocated to expenditures in accor- 
dance with the use of the debt pro- 
ceeds and, except as provided in 

paragraph (m) of this section, interest 
expense accruing on a debt during 
any period is allocated to expendi- 
tures in the same manner as the debt 
is allocated from time to time during 
such period. Except as provided in 
paragraph (m) of this section, debt 
proceeds and related interest expense 
are allocated solely by reference to 
the use of such proceeds, and the 
allocation is not affected by the use 
of an interest in any property to 
secure the repayment of such debt or 
interest. The following example illus- 
trates the principles of this paragraph 
(c)(1): 

Example. Taxpayer A, an individual, pledges 
corporate stock held for investment as security 
for a loan and uses the debt proceeds to 
purchase an automobile for personal use. 
Interest expense accruing on the debt is allo- 
cated to the personal expenditure to purchase 
the automobile even though the debt is secured 

by investment property. 

(2) Allocation period — (i) Alloca- 
tion of debt. Debt is allocated to an 
expenditure for the period beginning 
on the date the proceeds of the debt 
are used or treated as used under the 
rules of this section to make the 
expenditure and ending on the earlier 
of— 

(A) The date the debt is repaid; or 

(B) The date the debt is reallocated 
in accordance with the rules in para- 
graphs (c)(4) and (j) of this section. 

(ii) Allocation of interest ex- 
pense — (A) In general. Except as oth- 
erwise provided in paragraph (m) of 
this section, interest expense accruing 
on a debt for any p'eriod is allocated 
in the same manner as the debt is 

allocated from time to time, regard- 
less of when the interest is paid. 

(B) Effect of compounding. Ac- 
crued interest is treated as a debt 

Year Amount 

1988. . . 
1989. . . 
1990. . . 

$10, 000 x . 11 
I 1, 100 x . I I 
12, 321 x . 11 = 1, 355 
1, 355 x 2, 321/12, 321 
1, 355 x 10, 000/12, 321 

1991. . . 13, 676 x . 11 = 1, 504 
1, 504 x 2, 576/13, 676 
1, 504 x 11, 100/13, 676 

1992. . . 15, 180 x . 11 = 1, 670 
1, 670 x 2, 859/15, 180 
1, 670 x 12, 321/15, 180 

until it is paid and any interest 
accruing on unpaid interest is allo- 
cated in the same manner as the 
unpaid interest is allocated. For the 
taxable year in which a debt is 

reallocated under the rules in para- 
graphs (c)(4) and (j) of this section, 
however, compound interest accruing 
on such debt (other than compound 
interest accruing on interest that ac- 
crued before the beginning of the 

year) may be allocated between the 
original expenditure and the new ex- 

penditure on a straight-line basis 

(i. e. , by allocating an equal amount 

of such interest expense to each day 
during the taxable year). In addition, 
a taxpayer may treat a year as con- 
sisting of 12 30-day months for pur- 

poses of allocating interest on a 
straight-line basis. 

Accrual of interest expense. For 
purposes of this paragraph (c)(2)(ii), 
the amount of interest expense that 
accrues during any period is deter- 
mined by taking into account rele- 

vant provisions of the loan agreement 
and any applicable law such as sec- 
tions 163(e), 483, and 1271 through 
1275. 

(iii) Examples. The following ex- 
amples illustrate the principles of this 
paragraph (c)(2): 

Example (l). (i) On January I, taxpayer B, 
a calendar year taxpayer, borrows $1, 000 at an 
interest rate of ll percent, compounded semi- 
annually. B immediately uses the debt proceeds 
to purchase an investment security. On July I, 
B sells the investment security for $1, 000 and 
uses the sales proceeds to make a passive 
activity expenditure. On December 31, B pays 
accrued interest on the $1, 000 debt for the 
entire year. 

(ii) Under this paragraph (c)(2) and para- 
graph (j) of this section, the $1, 000 debt is 

Expenditure 

$1, 100 
1, 221 

Passive activity 
Passive activity 

255 
1, 100 

1, 355 

Passive activity 
Former passive activity 

283 
1, 221 

1, 504 

Passive activity 
Former passive activity 

315 
1, 355 

1, 670 

Passive activity 
Former passive activity 

allocated to the investment expenditure for the 
period from January I through June 30, and 
to the passive activity expenditure from July I 
through December 31. Interest expense accru- 
ing on the $1, 000 debt is allocated in accor- 
dance with the allocation of the debt from 
time to time during the year even though the 
debt was allocated to the passive activity 
expenditure on the date the interest was paid. 
Thus, the $55 interest expense for the period 
from January I through June 30 is allocated 
to the investment expenditure, In addition, 
during the period from July I through Decem- 
ber 31, the interest expense allocated to the 
investment expenditure is a debt, the proceeds 
of which are treated as used to make an 
investment expenditure. Accordingly, an addi- 
tional $3 of interest expense for the period 
from July I through December 31 ($55 x 
. 055) is allocated to the investment expendi- 
ture. The remaining $55 of interest expense for 
the period from July I through December 31 
($1, 000 x . 055) is allocated to the passive 
activity expenditure. 

(iii) Alternatively, under the rule in para- 
graph (c)(2)(ii)(B) of this section, B may 
allocate the interest expense on a straight-line 
basis and may also treat the year as consisting 
of 12 30-day months for this purpose. In that 
case, $56. 50 of interest expense (180/360 x 
$113) would be allocated to the investment 
expenditure and the remaining $56. 50 of inter- 
est expense would be allocated to the passive 
activity expenditure. 

Example (2). On January I, 1988, taxpayer 
C borrows $10, 000 at an interest rate of ll 
percent, compounded annually. All interest 
and principal on the debt is payable in a lump 
sum on December 31, 1992, C immediately 
uses the debt proceeds to make a passive 
activity expenditure. C materially participates 
in the activity in 1990, 1991, and 1992. 
Therefore, under paragraphs (c)(2)(i) and (j) of 
this section, the debt is allocated to a passive 
activity expenditure from January I, 1988, 
through December 31, 1989, and to a former 
passive activity expenditure from January I, 
1990, through December 31, 1992. In accor- 
dance with the loan agreement (and consistent 
with )I. 1272-1(d)(I) of the proposed regula- 
tions), interest expense accruing during any 
period is determined on the basis of annual 
compounding. Accordingly, the interest ex- 
pense on the debt is allocated as follows: 
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(3) A !location of debt; proceeds 
not disbursed to borrower — (i) Third- 
party financing. If a lender disburses 
debt proceeds to a person other than 
the borrower in consideration for the 
sale or use of property, for services, 
or for any other purpose, the debt is 
treated for purposes of this section as 
if the borrower used an amount of 
the debt proceeds equal to such dis- 
bursement to make an expenditure 
for such property, services, or other 
purpose. 

(ii) Debt assumptions not involving 
cash disbursements. If a taxpayer 
incurs or assumes a debt in consider- 
ation for the sale or use of property, 
for services, or for any other pur- 
pose, or takes property subject to a 
debt, and no debt proceeds are dis- 
bursed to the taxpayer, the debt is 
treated for purposes of this section as 
if the taxpayer used an amount of 
the debt proceeds equal to the bal- 
ance of the debt outstanding at such 
time to make an expenditure for such 
property, services, or other purpose. 

(4) A llocati on of debt; proceeds 
deposited in borrower's account — (i) 
Treatment of deposit. For purposes 
of this section, a deposit of debt 
proceeds in an account is treated as 
an investment expenditure, and 
amounts held in an account (whether 
or not interest bearing) are treated as 
property held for investment. Debt 
allocated to an account under this 
paragraph (c)(4)(i) must be reallo- 
cated as required by paragraph (j) of 
this section whenever debt proceeds 
held in the account are used for 
another expenditure. This paragraph 
(c)(4) provides rules for determining 
when debt proceeds are expended 
from the account. The following ex- 
ample illustrates the principles of this 
paragraph (c)(4)(i): 

Example. Taxpayer C, a calendar year tax- 
payer, borrows $100, 000 on January I and 
immediately uses the proceeds to open a 
noninterest-bearing checking account. No 
otheramounts are deposited in the account 
during the year, and no portion of the princi- 
pal amount of the debt is repaid during the 
year. On April I, C uses $20, 000 of the debt 
proceeds held in the account for a passive 
activity expenditure. On September I, C uses 
an additional $40, 000 of the debt proceeds 
held in the account for a personal expenditure. 
Under this paragraph (c)(4)(i), from January I 

through March 31 the entire $100, 000 debt is 

allocated to an investment expenditure for the 
account. From April I through August 31, 
$20, 000 of the debt is allocated to the passive 
activity expenditure, and $80, 000 of the debt is 

allocated to the investment expenditure for the 
account. From September I through December 

41, $40, 000 of the debt is allocated to the 
personal expenditure, $20, 000 is allocated to 
the passive activity expenditure, and $40, 000 is 

allocated to an investment expenditure for the 
account. 

(ii) Expenditures from account; 
general ordering rule. Except as pro- 
vided in paragraph (c)(4)(iii)(B) or 
(C) of this section, debt proceeds 
deposited in an account are treated 
as expended before— 

(A) Any unborrowed amounts held 
in the account at the time such debt 
proceeds are deposited; and 

(B) Any amounts (borrowed or 
unborrowed) that are deposited in the 
account after such debt proceeds are 
deposited. The following example il- 
lustrates the application of this para- 
graph (c)(4)(ii): 

Example. On January 10, taxpayer E opens 
a checking account, depositing $500 of pro- 
ceeds of Debt A and $1, 000 of unborrowed 
funds. The following chart summarizes the 
transactions which occur during the year with 
respect to the account: 

Date 

January 10. . . . . 

January 11. . . . . 

February 17. . . . 
February 26. . . . 

June 21. . 

November 24. . . 
December 20. . . 

Transaction 

$500 proceeds of Debt A 
and $1, 000 unborrowed 
funds deposited 

$500 proceeds of Debt B 
deposited 

$800 personal expenditure 
$700 passive activity expen- 

diture 
$1, 000 proceeds of Debt C 

deposited 
$800 investment expenditure 
$600 personal expenditure 

The $800 personal expenditure is treated as 
made from the $500 proceeds of Debt A and 
$300 of the proceeds of Debt B. The $700 
passive activity expenditure is treated as made 
from the remaining $200 proceeds of Debt B 
and $500 of unborrowed funds. The $800 
investment expenditure is treated as made 
entirely from the proceeds of Debt C. The 
$600 personal expenditure is treated as made 
from the remaining $200 proceeds of Debt C 
and $400 of unborrowed funds. Under para- 
graph (c)(4)(i) of this section, debt is allocated 
to an investment expenditure for periods dur- 
ing which debt proceeds are held in the 
account. 

(iii) Expenditures form account; 
supplemental ordering rules — (A) 
Checking or similar accounts. Except 
as otherwise provided in this para- 
graph (c)(4)(iii), an expenditure from 
a checking or similar account is 
treated as made at the time the check 
is written on the account, provided 
the check is delivered or mailed to 
the payee within a reasonable period 
after the writing of the check. For 
this purpose, the taxpayer may treat 
checks written on the same day as 
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written in any order. In the absence 
of evidence to the contrary, a check 
is presumed to be written on the date 
appearing on the check and to be 
delivered or mailed to the payee 
within a reasonable period thereafter. 
Evidence to the contrary may include 
the fact that a check does not clear 
within a reasonable period after the 
date appearing on the check. 

(B) Expenditures within l5 days 
after deposit of borrowed funds. The 
taxpayer may treat any expenditure 
made from an account within 15 
days after debt proceeds are depos- 
ited in such account as made from 
such proceeds to the extent thereof 
even if under paragraph (c)(4)(ii) of 
this section the debt proceeds would 
be treated as used to make one or 
more other expenditures. Any such 
expenditures and the debt proceeds 
from which such expenditures are 
treated as made are disregarded in 

applying paragraph (c)(4)(ii) of this 
section. The following examples illus- 
trate the application of this para- 
graph (c)(4)(iii)(B): 

Example (t). Taxpayer D incurs a $1, 000 
debt on June 5 and immediately deposits the 
proceeds in an account (" Account A"). On 
June 17, D transfers $2, 000 from Account A 
to another account (" Account B"). On June 
30, D writes a $1, 500 check on Account B for 
a passive activity expenditure. In addition, 
numerous deposits of borrowed and 
unborrowed amounts and expenditures occur 
with respect to both accounts throughout the 
month of June. Notwithstanding these other 
transactions, D may treat $1, 000 of the deposit 
to Account B on June 17 as an expenditure 
from the debt proceeds deposited in Account 
A on June 5. In addition, D may similarly 
treat $1, 000 of the passive activity expenditure 
on June 30 as made from debt proceeds 
treated as deposited in Account B on June 17. 

Example (2). The facts are the same as in 
the example in paragraph (c)(4)(ii) of this 
section, except that the proceeds of Debt B are 
deposited on February 11 rather than on 
January 11. Since the $700 passive activity 
expenditure occurs within 15 days after the 
proceeds of Debt B are deposited in the 
account, E may treat such expenditure as 
being made from the proceeds of Debt B to 
the extent thereof. If E treats the passive 
activity expenditure in this manner, the expen- 
ditures from the account are treated as 
follows: The $800 personal expenditure is 
treated as made from the $500 proceeds of 
Debt A and $300 of unborrowed funds. The 
$700 passive activity expenditure is treated as 
made from the $500 proceeds of Debt B and 
$200 of unborrowed funds. The remaining 
expenditures are treated as in the example in 
paragraph (c)(4)(ii) of this section. 

(C) Interest on segregated account. 
In the case of an account consisting 
solely of the proceeds of a debt and 
interest earned on such account, the 
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Date 

January 10. . . . . 

January 11. . . . . 

February 17. . . . 
February 26. . . . 

June 21. . 

November 24. . . 
December 20. . . 

Transaction 

$500 proceeds of Debt A 
and $1, 000 unborrowed 
funds deposited 

$500 proceeds of Debt B 
deposited 

$800 personal expenditure 
$700 passive activity expen- 

diture 
$1, 000 proceeds of Debt C 

deposited 
$800 investment expenditure 
$600 personal expenditure 

Assume that G chooses to apply the optional 
rule of this paragraph (c)(4)(iv) to all expendi- 
tures. For purposes of determining the date on 
which debt is allocated to the $800 personal 
expenditure made on February 17, the $500 
treated as made from the proceeds of Debt A 
and the $300 treated as made from the 
proceeds of Debt B are treated as expenditures 
occurring on February l. Accordingly, Debt A 
is allocated to an investment expenditure for 
the account from January 10 through January 
31 and to the personal expenditure from 
February I through December 31, and $300 of 
Debt B is anocated to an investment expendi- 
ture for the account from January 11 through 
January 31 and to the personal expenditure 
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taxpayer may treat any expenditure 
from such account as made first 
from amounts constituting interest 
(rather than debt proceeds) to the 
extent of the balance of such interest 
in the account at the time of the 
expenditure, determined by applying 
the rules in this paragraph (c)(4). To 
the extent any expenditure is treated 
as made from interest under this 
paragraph (c)(4)(iii)(C), the expendi- 
ture is disregarded in applying para- 
graph (c)(4)(ii) of this section. 

(iv) Optional method for determin- 
ing date of reallocation. Solely for 
the purpose of determining the date 
on which debt allocated to an ac- 
count under paragraph (c)(4)(i) of 
this section is reallocated, the tax- 
payer may treat all expenditures 
made during any calendar month 
from debt proceeds in the account as 
occurring on the later of the first day 
of such month or the date on which 
such debt proceeds are deposited in 
the account. This paragraph (c)(4)(iv) 
applies only if all expenditures from 
an account during the same calendar 
month are similarly treated. The fol- 
lowing example illustrates the appli- 
cation of this paragraph (c)(4)(iv): 

Example. On January 10, taxpayer G opens 
a checking account, depositing $500 of pro- 
ceeds of Debt A and $1, 000 of unborrowed 
funds. The following chart summarizes the 
transactions which occur during the year with 
respect to the account (note that these facts 
are the same as the facts of the example in 
paragraph (c)(4)(ii) of this section): 

from February I through December 31. The 
remaining $200 of Debt B is agocated to an 
investment expenditure for the account from 
January 11 through January 31 and to the 
passive activity expenditure from February I 

through December 31. The $800 of Debt C 
used to make the investment expenditure on 
November 24 is allocated to an investment 
expenditure for the account from June 21 
through October 31 and to an investment 
expenditure from November I through Decem- 
ber 31. The remaining $200 of Debt C is 
allocated to an investment expenditure for the 
account from June 21 through November 30 
and to a personal expenditure from December 
I through December 31. 

(v) Simultaneous deposits — (A) In 
general. If the proceeds of two or 
more debts are deposited in an ac- 
count simultaneously, such proceeds 
are treated for purposes of this para- 
graph (c)(4) as deposited in the order 
in which the debts were incurred. 

(B) Order in which debts incurred. 
If two or more debts are incurred 
simultaneously or are treated under 
applicable law as incurred simulta- 
neously, the debts are treated for 
purposes of this paragraph (c)(4)(v) 
as incurred in any order the taxpayer 
selects. 

(C) Borrowings on which interest 
accrues at different rates. If interest 
does not accrue at the same fixed or 
variable rate on the entire amount of 
a borrowing, each portion of the 
borrowing on which interest accrues 
at a different fixed or variable rate is 
treated as a separate debt for pur- 
poses of this paragraph (c)(4)(v). 

(vi) Multiple accounts. The rules in 
this paragraph (c)(4) apply separately 
to each account of a taxpayer. 

(5) A llocation of debt; proceeds 
received in cash — (i) Expenditure 
within l5 days of receiving debt 
proceeds. If a taxpayer receives the 
proceeds of a debt in cash, the 
taxpayer may treat any cash expendi- 
ture made within 15 days after re- 
ceiving the cash as made from such 
debt proceeds to the extent thereof 
and may treat such expenditure as 
made on the date the taxpayer re- 
ceived the cash. The following exam- 
ple illustrates the rule in this para- 
graph (c)(5)(i): 

Example. Taxpayer F incurs a $1, 000 debt 
on August 4 and receives the debt proceeds in 
cash. F deposits $1, 500 cash in an account on 
August 15 and on August 27 writes a check on 
the account for a passive activity expenditure. 
In addition, F engages in numerous other cash 
transactions throughout the month of August, 
and numerous deposits of borrowed and 
unborrowed amounts and expenditures occur 
with respect to the account during the same 
period. Notwithstanding these other transac- 

tions, F may treat $1, 000 of the deposit on 
August 15 as an expenditure made from 
debt proceeds on August 4. In addition, under 
the rule in paragraph (c)(4)(v)(B) of this 
section, F may treat the passive activity expen- 
diture on August 27 as made from the $1, 000 
debt proceeds treated as deposited in the 
account. 

(ii) Other expenditures. Except as 
provided in paragraphs (c)(5)(i) and 
(iii) of this section, any debt proceeds 
a taxpayer (other than a corporation) 
receives in cash are treated as used to 
make personal expenditures. For pur- 
poses of this paragraph (c)(5), debt 
proceeds are received in cash if, for 
example, a withdrawal of cash from 
an account is treated under the rules 
of this section as an expenditure of 
debt proceeds. 

(iii) Special rules for certain tax- 
payers. [Reserved. ] 

(6) Special rules — (i) Qualified resi- 
dence debt. [Reserved. ] 

(ii) Debt used to pay interest. To 
the extent proceeds of a debt are 
used to pay interest, such debt is 
allocated in the same manner as the 
debt on which such interest accrued 
is allocated from time to time. The 
following example illustrates the ap- 
plication of this paragraph (c)(6)(ii): 

Example. On January I, taxpayer H incurs 
a debt of $1, 000, bearing interest at an annual 
rate of 10 percent, compounded annually, 
payable at the end of each year (" Debt A"). 
H immediately opens a checking account, in 
which H deposits the proceeds of Debt A. No 
other amounts are deposited in the account 
during the year. On April 1, H writes a check 
for a personal expenditure in the amount of 
$1, 000. On December 31, H borrows $100 
(" Debt B") and immediately uses the proceeds 
of Debt B to pay the accrued interest of $100 
on Debt A. From January I through March 
31, Debt A is allocated, under the rule in 

paragraph (c)(4)(i) of this section, to the 
investment expenditure for the account. From 
April I through December 31, Debt A is 
allocated to the personal expenditure. Under 
the rule in paragraph (c)(2)(ii) of this section, 
$25 of the interest on Debt A for the year is 
allocated to the investment expenditure, and 
$75 of the interest on Debt A for the year is 
allocated to the personal expenditure. Accord- 
ingly, for the purpose of allocating the interest 
on Debt B for all periods until Debt B is 
repaid, $25 of Debt B is allocated to the 
investment expenditure, and $75 of Debt B is 
allocated to the personal expenditure. 

(iii) Debt used to pay borrowing 
costs — (A) Borrowing costs with re- 
spect to different debt. To the extent 
the proceeds of a debt (the "ancillary 
debt") are used to pay borrowing 
costs (other than interest) with 
spect to another debt (the "primary 
debt"), the ancillary debt is allocated 
in the same manner as the primary 
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debt is allocated from time to time. 
To the extent the primary debt is 
repaid, the ancillary debt will con- 
tinue to be allocated in the same 
manner as the primary debt was 
allocated immediately before its re- 
payment. The following example il- 
lustrates the rule in this paragraph 
(c)(6)(iii)(A): 

Erampte. Taxpayer I incurs debts of $60, 000 
(" Debt A") and $10, 000 (" Debt B"). I imme- 
diately uses $30, 000 of the proceeds of Debt A 
to make a trade or business expenditure, 
$20, 000 to make a passive activity expenditure, 
and $10, 000 to make an investment expendi- 
ture. I immediately uses $3, 000 of the proceeds 
of Debt B to pay borrowing costs (other than 
interest) with respect to Debt A (such as loan 
origination, loan commitment, abstract, and 
recording fees) and deposits the remaining 
$7, 000 in an account. Under the rule in this 
paragraph (c)(6)(iii)(A), the $3, 000 of Debt B 
used to pay expenses of incurring Debt A is 

allocated $1, 500 to the trade or business 
expenditure ($3, 000 x $30, 000/$60, 000), $1, 000 
to the passive activity expenditure ($3, 000 x 
$20, 000/$60, 000), and $500 ($3, 000 x 
$10, 000/$60, 000) to the investment expendi- 
ture. The manner in which the $3, 000 of Debt 
B used to pay expenses of incurring Debt A is 
allocated may change if the allocation of Debt 
A changes, but such allocation will be unaf- 
fected by any repayment of Debt A. The 
remaining $7, 000 of Debt B is allocated to an 
investment expenditure for the account until 
such time, if any, as this amount is used for a 
different expenditure. 

(B) Borrowing costs with respect to 
same debt. To the extent the pro- 
ceeds of a debt are used to pay 
borrowing costs (other than interest) 
with respect to such debt, such debt 
is allocated in the same manner as 
the remaining debt is allocated from 
time to time. The remaining debt for 
this purpose is the portion of the 
debt that is not used to pay borrow- 
ing costs (other than interest) with 
respect to such debt. Any repayment 
of the debt is treated as a repayment 
of the debt allocated under this para- 
graph (c)(6)(iii)(B) and the remaining 
debt in the same proportion as such 
amounts bear to each other. The 
following example illustrates the 
application of this paragraph 
(c)(6)(iii)(B): 

Example. (i) Taxpayer J borrows $85, 000. 
The lender disburses $80, 000 of this amount to 
J, retaining $5, 000 for borrowing costs (other 
than interest) with respect to the loan. J 
immediately uses $40, 000 of the debt proceeds 
to make a personal expenditure, $20, 000 to 
make a passive activity expenditure, and 
$20, 000 to make an investment expenditure. 
Under the rule in this paragraph (c)(6)(iii)(B), 
the $5, 000 used to pay borrowing costs is 

allocated $2, 500 ($5, 000 x $40, 000/$80, 000) to 
the personal expenditure, $1, 250 ($5, 000 x 

$20, 000/$80, 000) to the passive activity expen- 

diture, and $1, 250 ($5, 000 x $20, 000/$80, 000) 
to the investment expenditure. The manner in 

which this $5, 000 is allocated may change if 
the allocation of the remaining $80, 000 of debt 
is changed. 

(ii) Assume that J repays $50, 000 of the 
debt. The repayment is treated as a repayment 
of $2, 941 ($50, 000 x $5, 000/$85, 000) of the 
debt used to pay borrowing costs and a 
repayment of $47, 059 ($50, 000 x $80, 000/ 
$85, 000) of the remaining debt. Under para- 
graph (d) of this section, J is treated as 
repaying the $42, 500 of debt allocated to the 
personal expenditure ($2, 500 of debt used to 
pay borrowing costs and $40, 000 of remaining 
debt). In addition, assuming that under para- 
graph (d)(2) J chooses to treat the allocation 
to the passive activity expenditure as having 
occurred before the allocation to the invest- 
ment expenditure, J is treated as repaying 
$7, 500 of debt allocated to the passive activity 
expenditure ($441 of debt used to pay borrow- 
ing costs and $7, 059 of remaining debt). 

(iv) Allocation of debt before ac- 
tual receipt of debt proceeds. I f 
interest properly accrues on a debt 
during any period before the debt 
proceeds are actually received or used 
to make an expenditure, the debt is 
allocated to an investment expendi- 
ture for such period. 

(7) A ntiabuse rules. [Reserved. ] 
(d) Debt repayments — (I) General 

ordering rule. If, at the time any 
portion of a debt is repaid, such debt 
is allocated to more than one expen- 
diture, the debt is treated for pur- 
poses of this section as repaid in the 
following order: 

(i) Amounts allocated to personal 
expenditures; 

(ii) Amounts allocated to invest- 
ment expenditures and passive activ- 
ity expenditures (other than passive 
activity expenditures described in 
paragraph (d)(1)(iii) of this section). 

(iii) Amounts allocated to passive 
activity expenditures in connection 
with a rental real estate activity with 
respect to which the taxpayer actively 
participates (within the meaning of 
section 469(i)); 

(iv) Amounts allocated to former 
passive activity expenditures; and 

(v) Amounts allocated to trade or 
business expenditures and to expendi- 
tures described in the last sentence of 
paragraph (b)(4) of this section. 

(2) Supplemental ordering rules for 
expenditures in same class. Amounts 
allocated to two or more expendi- 
tures that are described in the same 
subdivision of paragraph (d)(1) of 
this section (e. g. , amounts allocated 
to different personal expenditures) 
are treated as repaid in the order in 
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which the amounts were allocated (or 
reallocated) to such expenditures. For 
purposes of this paragraph (d)(2), the 
taxpayer may treat allocations and 
reallocations that occur on the same 
day as occurring in any order (with- 
out regard to the order in which 

expenditures are treated as made un- 

der paragraph (c)(4)(iii)(A) of this 
section). 

(3) Continuous borrowings. In the 
case of borrowings pursuant to a line 
of credit or similar account or ar- 
rangement that allows a taxpayer to 
borrow funds periodically under a 
single loan agreement- 

(i) All borrowings on which inter- 
est accrues at the same fixed or 
variable rate are treated as a single 

debt; and 

(ii) Borrowings or portions of bor- 
rowings on which interest accrues at 
different fixed or variable rates are 
treated as different debts, and such 
debts are treated as repaid for pur- 
poses of this paragraph (d) in the 
order in which such borrowings are 
treated as repaid under the loan 
agreement. 

(4) Examples. The following exam- 
ples illustrate the application of this 
paragraph (d): 

Example (t). Taxpayer B borrows $100, 000 
(" Debt A") on July 12, immediately deposits 
the proceeds in an account, and uses the debt 
proceeds to make the following expenditures 
on the following dates: 

August 31 

October 5 

December 24 

$40, 000 passive activity ex- 
penditure ¹ 1 

$20, 000 passive activity ex- 
penditure ¹ 2 

$40, 000 personal expendi- 
ture 

On January 19 of the following year, B repays 
$90, 000 of Debt A (leaving $10, 000 of Debt A 
outstanding). The $40, 000 of Debt A allocated 
to the personal expenditure, the $40, 000 allo- 
cated to passive activity expenditure ¹ I, and 
$10, 000 of the $20, 000 allocated to passive 
activity expenditure ¹ 2 are treated as repaid. 

Example (2). (i) Taxpayer A obtains a line 
of credit. Interest on any borrowing on the 
line of credit accrues at the lender's "prime 
lending rate" on the date of the borrowing 
plus two percentage points. The loan docu- 
ments provide that borrowings on the line of 
credit are treated as repaid in the order the 
borrowings were made. A borrows $30, 000 
(" Borrowing ¹ I") on the line of credit and 
immediately uses $20, 000 of the debt proceeds 
to make a personal expenditure (" personal 
expenditure ¹ I") and $10, 000 to make a trade 
or business expenditure ("trade or business 
expenditure ¹ I "). A subsequently borrows 
another $20, 000 (" Borrowing ¹ 2") on the line 
of credit and immediately uses $15, 000 of the 
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August 31 

October 5 

December 24 

$40, 000 passive activity ex- 
penditure ¹ I 

$20, 000 passive activity ex- 
penditure ¹ 2 

$40, 000 personal expendi- 
ture ¹ I 

On January 19 of the following year, C 
borrows $120, 000 (" Debt B") and uses 
$90, 000 of the proceeds to repay $90, 000 of 
Debt A (leaving $10, 000 of Debt A outstand- 
ing). In addition, C uses $30, 000 of the 
proceeds to Debt B to make a personal 
expenditure (" personal expenditure ¹ 2"). 
Debt B is allocated $40, 000 to personal expen- 
diture ¹ I, $40, 000 to passive activity expendi- 
ture ¹ 1, $10, 000 to passive activity expendi- 
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debt proceeds to make a personal expenditure 
(" personal expenditure ¹ 2") and $5, 000 to 
make a trade or business expenditure ("trade 
or business expenditure ¹ 2"). A then repays 
$40, 000 of the borrowings. 

(ii) If the prime lending rate plus two 
percentage points was the same on both the 
date of Borrowing ¹ I and the date of 
Borrowing ¹ 2, the borrowings are treated for 
purposes of this paragraph (d) as a single debt, 
and A is treated as having repaid $35, 000 of 
debt allocated to personal expenditure ¹ 1 and 
personal expenditure ¹ 2, and $5, 000 of debt 
allocated to trade or business expenditure ¹ l. 

(iii) If the prime lending rate plus two 
percentage points was different on the date of 
Borrowing ¹ I and Borrowing ¹ 2, the borrow- 
ings are treated as two debts, and, in accor- 
dance with the loan agreement, the $40, 000 
repaid amount is treated as a repayment of 
Borrowing ¹ I and $10, 000 of Borrowing ¹ 2. 
Accordingly, A is treated as having repaid 
$20, 000 of debt allocated to personal expendi- 
ture ¹ 1, $10, 000 of debt allocated to trade or 
business expenditure ¹ I, and $10, 000 of debt 
allocated to personal expenditure ¹ 2. 

(e) Debt refinancings — (I) In gen- 
eral. To the extent proceeds of any 
debt (the "replacement debt" ) are 
used to repay any portion of a debt, 
the replacement debt is allocated to 
the expenditures to which the repaid 
debt was allocated. The amount of 
replacement debt allocated to any 
such expenditure is equal to the 
amount of debt allocated to such 
expenditure that was repaid with pro- 
ceeds of the replacement debt. To the 
extent proceeds of the replacement 
debt are used for expenditures other 
than repayment of a debt, the re- 
placement debt is allocated to expen- 
ditures in accordance with the rules 
of this section. 

(2) Example. The following example illus- 
trates the application of this paragraph (e): 

Example. Taxpayer C borrows $100, 000 
(" Debt A") on July 12, immediately deposits 
the debt proceeds in an account, and uses the 
proceeds to make the following expenditures 
on the following dates (note that the facts of 
this example are the same as the facts of 
example (I) in paragraph (d)(4) of this 
section): 

ture ¹ 2, and $30, 000 to personal expenditure 
¹ 2. Under paragraph (d)(l) of this section, 
Debt B will be treated as repaid in the 
following order: (I) amounts allocated to 
personal expenditure ¹ I, (2) amounts allo- 
cated to personal expenditure ¹ 2, (3) amounts 
allocated to passive activity expenditure ¹ I, 
and (4) amounts allocated to passive activity 
expenditure ¹ 2. 

(f) Debt allocated to distributions 
by passthrough entities. [Reserved. ] 

(g) Repayment of passthrough en- 
tity debt. [Reserved. ] 

(h) Debt allocated to expenditures 
for interests in passthrough entities. 
[Reserved. ] 

(i) Allocation of debt to loans be- 
tween passthrough entities and inter- 
est holders. [Reserved. ] 

(j) Reallocation of debt — (I) Debt 
allocated to capital expenditures — (i) 
Time of reallocation. Except as pro- 
vided in paragraph (j)(2) of this 
section, debt allocated to an expendi- 
ture properly chargeable to capital 
account with respect to an asset (the 
"first expenditure") is reallocated to 
another expenditure on the earlier 
of— 

(A) The date on which proceeds 
from a disposition of such asset are 
used for another expenditure; or 

(B) The date on which the charac- 
ter of the first expenditure changes 
(e. g. , from a passive activity expendi- 
ture to an expenditure that is not a 
passive activity expenditure) by rea- 
son of a change in the use of the 
asset with respect to which the first 
expenditure was capitalized. 

(ii) Limitation on amount reallo- 
cated. The amount of debt reallo- 
cated under paragraph (j)(1)(i)(A) of 
this section may not exceed the pro- 
ceeds from the disposition of the 
asset. The amount of debt reallocated 
under paragraph (j)(l)(i)(B) of this 
section may not exceed the fair mar- 
ket value of the asset on the date of 
the change in use. In applying this 
paragraph (j)(1)(ii) with respect to a 
debt in any case in which two or 
more debts are allocable to expendi- 
tures properly chargeable to capital 
account with respect to the same 
asset, only a ratable portion (deter- 
mined with respect to any such debt 
by dividing the amounts of such debt 
by the aggregate amount of all such 
debts) of the fair market value or 
proceeds from the disposition of such 
asset shall be taken into account. 

(iii) Treatment of loans made by 
the taxpayer, Except as provided in 

paragraph (j)(1)(iv) of this section, an 
expenditure to make a loan is treated 
as an expenditure properly chargeable 
to capital account with respect to an 
asset, and for purposes of paragraph 
(j)(1)(i)(A) of this section any repay- 
ment of the loan is treated as a 
disposition of the asset. Paragraph 
(j)(3) of this section applies to ally 
repayment of a loan in installments. 

(iv) Treatment of accounts. Debt 
allocated to an account under para- 
graph (c)(4)(i) of this section is 
treated as allocated to an expenditure 
properly chargeable to capital ac- 
count with respect to an asset, and 
any expenditure from the account is 
treated as a disposition of the asset. 
See paragraph (c)(4) of this section 
for rules under which debt proceeds 
allocated to an account are treated as 
used for another expenditure. 

(2) Disposition proceeds in excess 
of debt. If the proceeds from the 
disposition of an asset exceed the 
amount of debt reallocated by reason 
of such disposition, or two or more 
debts are reallocated by reason of the 
disposition of an asset, the proceeds 
of the disposition are treated as an 
account to which the rules in para- 
graph (c)(4) o f this section apply. 

(3) Special rule for deferred pay- 
ment sales. If any portion of the 
proceeds of a disposition of an asset 
are received subsequent to the dispo- 
sition— 

(i) The portion of the proceeds to 
be received subsequent to the disposi- 
tion is treated for periods prior to 
the receipt as used to make an 
investment expenditure; and 

(ii) Debt reallocated by reason of 
the disposition is allocated to such 
investment expenditure to the extent 
such debt exceeds the proceeds of the 
disposition previously received (other 
than proceeds used to repay such 
debt). 

(4) Examples. The following exam- 
ples illustrate the application of this 
paragraph (j): 

Example (lj. On January I, 1988, taxpayer 
D sells an asset for $25, 000. Immediately 
before the sale, the amount of debt allocated 
to expenditures properly chargeable to capital 
account with respect to the asset was $15, 000. 
The proceeds of the disposition are treated as 
an account consisting of $15, 000 of debt 
proceeds and $10, 000 of unborrowed funds to 
which paragraph (c)(4) of this section applies. 
Thus, if D immediately makes a $10, 000 
personal expenditure from the proceeds and 
within 15 days deposits the remaining proceeds 
in an account, D may, pursuant to paragraph 
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(c)(4)(iii)(B) of this section, treat the entire 
$15, 000 deposited in the account as proceeds 
of a debt. 

Example (2). The facts are the same as in 
example (1) except that, instead of receiving all 
$25, 000 of the sale proceeds on January I, 
1988, D receives $5, 000 on that date, $10, 000 
on January I, 1989, and $10, 000 on January 
I, 1990. D does not use any portion of the 
sale proceeds to repay the debt. Between 
January I, 1988, and December 31, 1988, D is 
treated under paragraph (j)(3) of this section 
as making an investment expenditure of 
$20, 000 to which $10, 000 of debt is allocated. 
In addition, the remaining $5, 000 of debt is 
reallocated on January I, 1988, in accordance 
with D's use of the sales proceeds received on 
that date. Between January 1, 1989, and 
December 31, 1989, D is treated as making an 
investment expenditure of $10, 000 to which no 
debt is allocated. In addition, as of January 1, 
1989, $10, 000 of debt is reallocated in accor- 
dance with D's use of the sales proceeds 
received on that date. 

Example (3). The facts are the same as in 
example (2), except that D immediately uses 
the $5, 000 sale proceeds received on January 
I, 1988, to repay $5, 000 of the $15, 000 debt. 
Between January I, 1988, and December 31, 
1988, D is treated as making an investment 
expenditure of $20, 000 to which the remaining 
balance ($10, 000) of the debt is reallocated. 
The results in 1989 are as described in example 
(2) 

(k) Modification of rules in the 
case of interest expense allocated to 
foreign source income. [Reserved. ] 

(1) Reserved. 
(m) Coordination with other provi- 

sions — (1) Effect of other limi ta- 
ti ons — (i) In general. All debt is 
allocated among expenditures pursu- 
ant to the rules in this section, 
without regard to any limitations on 
the deductibility of interest expense 
on such debt. The applicability of the 
passive loss and nonbusiness interest 
limitations to interest on such debt, 
however, may be affected by other 
limitations on the deductibility of 
interest expense. 

(ii) Disallowance provisions. Inter- 
est expense that is not allowable as a 
deduction by reason of a disallow- 
ance provision (within the meaning 
of paragraph (m)(7)(ii) of this sec- 
tion) is not taken into account for 
any taxable year for purposes of 
applying the passive loss and 
nonbusiness interest limitations. 

(iii) Deferral provisi ons. Interest 
expense that is not allowable as a 
deduction for the taxable year in 
which paid or accrued by reason of a 
deferral provision (within) the mean- 

ing of paragraph (m)(7)(iii) of this 
section) is allocated in the same man- 

ner as the debt giving rise to the 
interest expense is allocated for such 

taxable year. Such interest expense is 

taken into account for purposes of 
applying the passive loss and 
nonbusiness interest limitations for 
the taxable year in which such inter- 

est expense is allowable under such 
deferral provision. 

(iv) Capitalization provisions. In- 

terest expense that is capitalized pur- 
suant to a capitalization provision 
(within the meaning of paragraph 
(m)(7)(i) of this section) is not taken 
into account as interest for any tax- 
able year for purposes of applying 
the passive loss and nonbusiness in- 

terest limitations. 

(2) Effect on other limitations — (i) 
Genera! rule. Except as provided in 

paragraph (m)(2)(ii) of this section, 
any limitation on the deductibility of 
an item (other than the passive loss 
and nonbusiness interest limitations) 
applies without regard to the manner 
in which debt is allocated under this 
section. Thus, for example, interest 
expense treated under section 
265(a)(2) as interest on indebtedness 
incurred or continued to purchase or 
carry obligations the interest on 
which is wholly exempt from Federal 
income tax is not deductible regard- 
less of the expenditure to which the 
underlying debt is allocated under 
this section. 

(ii) Exception. Capitalization pro- 
visions (within the meaning of para- 
graph (m)(7)(i) of this section) do not 
apply to interest expense allocated to 
any personal expenditure under the 
rules of this section. 

(3) Qualified residence interest. 
Qualified residence interest (within 
the meaning of section 163(h)(3)) is 
allowable as a deduction without re- 
gard to the manner in which such 
interest expense is allocated under the 
rules of this section. In addition, 
qualified residence interest is not 
taken into account in determining the 
income or loss from any activity for 
purposes of section 469 or in deter- 
mining the amount of investment 
interest for purposes of section 
163(d). The following example illus- 
trates the rule in this paragraph 
(m)(3): 

Example. Taxpayer E, an individual, incurs 
a $20, 000 debt secured by a residence and 
immediately uses the proceeds to purchase an 
automobile exclusively for E's personal use. 
Under the rules in this section, the debt and 
interest expense on the debt are allocated to a 
personal expenditure. If, however, the interest 
on the debt is qualified residence interest 
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within the meaning of section 163(h)(3), the 

interest is not treated as personal interest for 

purposes of section 163(h). 

(4) Interest described in section 
163(h)(2)(E). Interest described in sec- 

tion 163(h)(2)(E) is allowable as a 
deduction without regard to the rules 
of this section. 

(5) Interest on deemed distributee 
debt. [Reserved. ] 

(6) Examples. The following exam- 

ples illustrate the relationship be- 
tween the passive loss and non- 
business interest limitations and other 
limitations on the deductibility of 
interest expense: 

Example ()). Debt is allocated pursuant to 
the rules in this section to an investment 
expenditure for the purchase of taxable invest- 

ment securities. Pursuant to section 265(a)(2), 
the debt is treated as indebtedness incurred or 
continued to purchase or carry obligations the 
interest on which is wholly exempt from 
Federal income tax, and, accordingly, interest 
on the debt is disallowed. If section 265(a)(2) 
subsequently ceases to apply (because, for 
example, the taxpayer ceases to hold any 
tax-exempt obligations), and the debt at such 
time continues to be allocated to an investment 
expenditure, interest on the debt that accrues 
after such time is subject to section 163(d). 

Example (2). An accrual method taxpayer 
incurs a debt payable to a cash method lender 
who is related to the taxpayer within the 
meaning of section 267(b). During the period 
in which interest on the debt is not deductible 
by reason of section 267(a)(2), the debt is 
allocated to a passive activity expenditure. 
Thus, interest that accrues on the debt for 
such period is also allocated to the passive 
activity expenditure. When such interest ex- 
pense becomes deductible under section 
267(a)(2), it will be allocated to the passive 
activity expenditure, regardless of how the 
debt is allocated at such time. 

Example (3). A taxpayer incurs debt that is 
allocated under the rules of this section to an 
investment expenditure. Under section 263A(f), 
however, interest expense on such debt is 
capitalized during the production period 
(within the meaning of section 263A(f)(4)(B)) 
of property used in a passive activity of the 
taxpayer. The capitalized interest expense is 
not allocated to the investment expenditure, 
and depreciation deductions attributable to the 
capitalized interest expense are subject to the 
passive loss limitation as long as the property 
is used in a passive activity. However, interest 
expense on the debt for periods after the 
production period is allocated to the invest- 
ment expenditure as long as the debt remains 
allocated to the investment expenditure. 

(7) Other limitations on interest ex- 
pense — (i) Capitalization provisions. 
A capitalization provision is any pro- 
vision that requires or allows interest 
expense to be capitalized. Capitaliza- 
tion provisions include sections 
263(g), 263A(f), and 266. 

(u) Disallowance provisions. A dis- 
allowance provision is any provision 
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(other than the passive loss and 
nonbusiness interest limitations) that 
disallows a deduction for interest 
expense for all taxable years and is 
not a capitalization provision. Disal- 
lowance provisions include sections 
163(f)(2), 264(a)(2), 264(a)(4), 
265(a)(2), 265(b)(2), 279(a), 
291(e)(1)(B)(ii), 805(b)(1), and 
834(c)(5). 

(iii) Deferral provisions. A deferral 
provision is any provision (other than 
the passive loss and nonbusiness in- 
terest limitations) that disallows a 
deduction for interest expense for 
any taxable year and is not a capitali- 
zation or disallowance provision. De- 
ferral provisions include sections 
267(a)(2), 465, 1277, and 1282. 

(n) Effective date — (1) In general. 
This section applies to interest ex- 
pense paid or accrued in taxable 
years beginning after December 31, 
1986. 

(2) Transitional rule for certain ex- 
penditures. For purposes of determin- 
ing whether debt is allocated to ex- 
penditures made on or before August 
3, 1987, paragraphs gc)(4)(iii)(B) and 
(c)(5)(i) of this section are applied by 
substituting "90 days" for "15 
days. " 

(3) Transitional rule for certain 
debt — (i) General rule. Except as pro- 
vided in paragraph (n)(3)(ii) of this 
section, any debt outstanding on De- 
cember 31, 1986, that is properly 
attributable to a business or rental 
activity is treated for purposes of this 
section as debt allocated to expendi- 
tures properly chargeable to capital 
account with respect to the assets 
held for use or for sale to customers 
in such business or rental activity. 
Debt is properly attributable to a 
business or rental activity for pur- 
poses of this section (regardless of 
whether such debt otherwise would 
be allocable under this section to 
expenditures in connection with such 
activity) if the taxpayer has properly 
and consistently deducted interest ex- 
pense (including interest subject to 
limitation under section 163(d) as in 
effect prior to the Tax Reform Act 
of 1986) on such debt on Schedule C, 
E, or F of Form 1040 in computing 
income or loss from such business or 
rental activity for taxable years be- 
ginning before January 1, 1987. For 
purposes of this paragraph (n)(3), 
amended returns filed after July 2, 
1987, are disregarded in determining 

whether a taxpayer has consistently 
deducted interest expense on Schedule 
C, E, or F of Form 1040 in comput- 
ing income or loss from a business or 
rental activity. 

(ii) Exceptions — (A) Debt financed 
distributions by passthrough entities. 
[Reserved. ] 

(B) Election out. This paragraph 
(n)(3) does not apply with respect to 
debt of a taxpayer who elects under 
paragraph (n)(3)(viii) of this section 
to allocate debt outstanding on De- 
cember 31, 1986, in accordance with 
the provisions of this section other 
than this paragraph (n)(3) (i. e, , in 

accordance with the use of the debt 
proceeds). 

(iii) Business or rental activity. For 
purposes of this paragraph (n)(3), a 
business or rental activity is any 
trade or business or rental activity of 
the taxpayer. For this purpose— 

(A) A trade or business includes a 
business or profession the income 
and deductions of which (or, in the 
case of a partner or S corporation 
shareholder, the taxpayer's share 
thereof) are properly reported on 
Schedule C, E, or F of Form 1040; 
and 

(B) A rental activity includes an 
activity of renting property the in- 
come and deductions of which (or, in 
the case of a partner or S corpora- 
tion shareholder, the taxpayer's share 
thereof) are properly reported on 
Schedule E of Form 1040. 

(iv) Example. The following exam- 
ple illustrates the circumstances in 
which debt is properly attributable to 
a business or rental activity: 

Example. Taxpayer H incurred a debt in 
1979 and properly deducted the interest ex- 
pense on the debt on Schedule C of Form 
1040 for each year from 1979 through 1986. 
Under this paragraph (n)(3), the debt is prop- 
erly attributable to the business the results of 
which are reported on Schedule C. 

(v) Allocation requirement — (A) In 
general. Debt outstanding on Decem- 
ber 31, 1986, that is properly attrib- 
utable (within the meaning of para- 
graph (n)(3)(i) of this section) to a 
business or rental activity must be 
allocated in a reasonable and consis- 
tent manner among the assets held 
for use or for sale to customers in 
such activity on the last day of the 
taxable year that includes December 
31, 1986. The taxpayer shall specify 
the manner in which such debt is 
allocated by filing a statement in 

accordance with paragraph (n)(3)(vh) 
of this section. If the taxpayer does 
not file such a statement or fail«o 
allocate such debt in a reasonable 
and consistent manner, the Commis- 
sioner shall allocate the debt. 

(B) Reasonable and consistent 
manner — examples of improper allo- 
cation. For purposes of this para- 
graph (n)(3)(v), debt is not treated as 
allocated in a reasonable and consis- 
tent manner if— 

(I) The amount of debt allocated 
to goodwill exceeds the basis of the 
goodwill; or 

(2) The amount of debt allocated 
to an asset exceeds the fair market 
value of the asset, and the amount of 
debt allocated to any other asset is 
less than the fair market value (lesser 
of basis or fair market value in the 
case of goodwill) of such other asset. 

(vi) Coordination with other provi- 
sions. The effect of any events occur- 
ring after the last day of the taxable 
year that includes December 31, 
1986, shall be determined under the 
rules of this section, applied by treat- 
ing the debt allocated to an asset 
under paragraph (n)(3)(v) of this sec- 
tion as if proceeds of such debt were 
used to make an expenditure properly 
chargeable to capital account with 
respect to such asset on the last day 
of the taxable year that includes 
December 31, 1986. Thus, debt that 
is allocated to an asset in accordance 
with this paragraph (n)(3) must be 
reallocated in accordance with para- 
graph (j) of this section upon the 
occurrence with respect to such asset 
of any event described in such para- 
graph (j). Similarly, such debt is 
treated as repaid in the order pre- 
scribed in paragraph (d) of this sec- 
tion. In addition, a replacement debt 
(within the meaning of paragraph (e) 
of this section) is allocated to an 
expenditure properly chargeable to 
capital account with respect to an 
asset to the extent the proceeds of 
such debt are used to repay the 
portion of a debt allocated to such 
asset under this paragraph (n)(3). 

(vii) Form for allocation of debt. 
A taxpayer shall allocate debt for 
purposes of this paragraph (n)(3) by 
attaching to the taxpayer's return for 
the first taxable year beginning after 
December 31, 1986, a statement that 
is prominently identified as a TRAN- 
SITIONAL ALLOCATION STATF- 
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MENT UNDER fj1. 163-8T(n)(3) and 
includes the following information: 

(A) A description of the business 
or rental activity to which the debt is 
properly attributable; 

(B) The amount of debt allocated; 
(C) The assets among which the 

debt is allocated; 

(D) The manner in which the debt 
is allocated; 

(E) The amount of debt allocated 
to each asset; and 

(F) Such other information as the 
Commissioner may require. 

(viii) Form for election out. A tax- 
payer shall elect to allocate debt 
outstanding on December 31, 1986, 
in accordance with the provisions of 
this section other than this paragraph 
(n)(3) by attaching to the taxpayer's 
return (or amended return) for the 
first taxable year beginning after De- 
cember 31, 1986, a statement to that 
effect, prominently identified as an 
ELECTION OUT UNDER 
$1. 163-8T(n)(3). 

(ix) Special rule for partnerships 
and S corporations. For purposes of 
paragraph (n)(3)(ii)(B), (v), (vii) and 
(viii) of this section (relating to the 
allocation of debt and election out), 
a partnership or S corporation shall 
be treated as the taxpayer with re- 
spect to the debt of the partnership 
or S corporation. 

(x) Irrevocability. An allocation or 
election filed in accordance with 
paragraph (n)(3)(vii) or (viii) of this 
section may not be revoked or modi- 
fied except with the consent of the 
Commissioner. 

OMB CONTROL NUMBERS 
UNDER THE 

PAPERWORK REDUCTION ACT 
(26 CFR Part 602) 

Par. 3. The authority for Part 602 
continues to read as follows: 

Authority: 26 U. S. C. 7805. 
Par. 4. Section 602. 101(c) is 

amended by inserting in the appropri- 
ate place in table "$1. 163-8T. . . 
1545-0995". 

There is need for immediate guid- 
ance with respect to the provisions 
contained in this Treasury decision. 
For this reason, it is found impracti- 
cal to issue this Treasury decision 
with notice and public procedure un- 
der subsection (b) of section 553 of 
Title 5 of the United States Code or 

subject to the effective date limita- 
tion of subsection (d) of that section. 

LAWRENCE B. GIBBS, 
Commissioner of 

Internal Revenue 

Approved June 15, 1987. 

J. ROGER MENTZ, 
Assistant Secretary of 

the Treasury. 

(Filed by the Office of the Federal Register on 
July 1, 1987, at 8:45 a. m. , and published in 
the issue of the Federal Register for July 2, 
1987, 52 F. R. 24996) 

Section 165. — Losses 

26 CFR 1. 165-1: Losses. 
(Atso Sections 611, 1231; 1. 165-7, 1. 611-3, 
l. 1231- L) 

Losses; timber in trees killed by 
insects. Loss of timber over a 9- 
month period following an unex- 
pected and unusual insect attack that 
killed the timber trees gives rise to an 
allowable noncasualty business loss 
deduction that must be netted with 
other noncasualty section 1231 gains 
and losses. Rev. Ruls. 66-9 and 
79-174 distinguished. 

Rev. Rul. 87-59 

ISSUE 

Is a loss deduction allowable with 
respect to the death of pine trees 
from attack by southern pine beetles 
and the subsequent destruction of 
timber in some of the trees by wood- 
destroying organisms? 

FACTS 

The corporate taxpayer grows, 
manages, and harvests pine timber 
for use in its wood products manu- 
facturing facilities. A 40-acre stand 
of merchantable pine trees that the 
taxpayer had grown on its timberland 
was attacked by southern pine beetles 
(Dendroctonus frontalis). Although 
the beetle was indigenous to the area 
in normal populations, this extensive, 
widespread beetle attack was unex- 
pected and unusual. The attack 
caused the death of 90 percent of the 
merchantable trees in the stand 
within 30 days. 

The taxpayer immediately began to 
cut the dead trees and to process the 
timber cut from the trees. Opera- 
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tional problems of the loggers and 
adverse weather conditions, however, 
forced suspension of the logging op- 
erations. Because of the suspension, 
15 percent of the units of timber 
contained in the beetle-killed trees 
were not cut and removed by the end 
of the year in which the beetle attack 
occurred. Nine months after the bee- 
tle attack, the uncut timber had 
deteriorated to the point of worth- 
lessness as a result of the action of 
wood-destroying organisms (insects 
and fungi). This occurred before 
weather conditions improved and log- 
ging operations could be resumed. 

The killing of the pine trees by the 
southern pine beetles had no immedi- 
ate effect on the usefulness of the 
timber because the beetles do not 
appreciably damage wood. The death 
of the trees, however, rendered them 
vulnerable to wood-destroying organ- 
isms that gradually caused the deteri- 
oration of the wood in the uncut 
trees and eventually rendered the tim- 
ber worthless. 

None of the timber was insured. 
Logging debris and trees containing 
timber that was rendered worthless 
were bulldozed into piles and burned. 
Subsequently, the affected timberland 
was reforested by planting. The tim- 
ber was "property used in the trade 
or business" as that term is defined 
in section 1231(b) of the Internal 
Revenue Code. 

LAW AND ANALYSIS 

Section 165(a) of the Code pro- 
vides the general rule that there shall 
be allowed as a deduction any loss 
sustained during the tax year and not 
compensated for by insurance or oth- 
erwise. 

Section 1. 165-7(a)(1) of the Income 
Tax Regulations provides, in general, 
that any loss arising from fire, 
storm, shipwreck, or other casualty is 
allowable as a deduction under sec- 
tion 165(a) of the Code for the tax 
year in which the loss is sustained. 
"Other casualty" refers to an event 
that is (1) identifiable, (2) damaging 
to property, and (3) sudden, unex- 
pected, and unusual in nature. To be 
sudden, an event must be of a swift 
and precipitous nature and not grad- 
ual or progressive. Rev. Rul. 72-592, 
1972-2 C. B. 101. Damage or loss 
resulting from progressive deteriora- 
tion of property through a steadily 
operating cause would not be a casu- 
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alty loss, 

Section 1. 165-1(b) of the regula- 
tions provides that an allowable loss 
must be evidenced by closed and 
completed transactions, fixed by 
identifiable events, and, with an ex- 
ception not relevant here, actually 
sustained during the tax year. The 
deduction is allowed by section 
1. 165-1(d)(1) in the tax year that the 
loss occurs as evidenced by such 
transactions and events. 

Section 611(a) of the Code pro- 
vides that there shall be allowed as a 
deduction in computing taxable in- 
come a reasonable allowance for de- 
pletion in the case of timber, under 
regulations prescribed by the Secre- 
tary. 

Section 1. 611-3(e) of the regula- 
tions describes circumstances under 
which the units of timber in a deple- 
tion account are to be adjusted with- 
out a corresponding basis adjust- 
ment. It provides that if, as the result 
of the growth of the timber, of 
changes in standards of utilization, 
of losses not otherwise accounted 
for, of abandonment of timber, or of 
operations or development work, it is 
ascertained that there remain on the 
ground available for utilization more 
or less units of timber at the appro- 
priate time for measurement than 
remain in the timber account on the 
basis of the original estimate, then 
the original estimate (but not the 
basis for depletion) shall be revised. 

Section 1231(a) of the Code pro- 
vides that if recognized gains on sales 
or exchanges of "property used in 
the trade or business, " as defined in 
section 1231(b), plus recognized gains 
from the involuntary conversion into 
other property or money of property 
used in the trade or business or of 
certain capital assets, exceed the rec- 
ognized losses in the tax year from 
such sales, exchanges, or conversions, 
they are treated as long-term capital 
gains and losses. If such gains do not 
exceed such losses, they are not 
treated as resulting from the sale or 
exchange of capital assets. In the 
case of any involuntary conversion of 
such property arising from fire, 
storm, shipwreck, or other casualty, 
or from theft, section 1231(a) does 
not apply if the recognized losses 
exceed the recognized gains from 
such conversions. Losses upon the 
complete or partial destruction of 
property are treated as losses upon 

an involuntary conversion whether or 
not there is conversion of the prop- 
erty into other property or money 
according to section 1231(a)(4)(B) 
and section 1. 1231-1(e)(1) of the reg- 
ulations. 

Rev. Ru1. 57-599, 1957-2 C. B. 
142, concerns a loss arising from the 
death of trees as a result of a disease 
or an attack by insects. The loss was 
not allowable as a casualty loss be- 
cause the death of the trees resulted 
from progressive deterioration and, 
therefore, the element of suddenness 
was lacking. Rev. Rul. 79-174, 
1979-1 C. B. 99, modified Rev. Rul. 
57-599 to remove the implication 
that fatal damage to ornamental trees 
as a result of insect infestation can 
never be sufficiently sudden to meet 
the requirement of a casualty loss. 
Rev. Rul. 79-174 holds that a casu- 
alty loss deduction is allowable to the 
taxpayer for the death of ornamental 
trees on residential property within 5 

to 10 days of an unexpected, massive 
attack by southern pine beetles. The 
ornamental trees became worthless on 
their death. 

The "suddenness" element of a 
casualty loss is discussed in Maher v. 
Commissioner, 76 T. C. 593 (1981), 
aff'd, 680 F. 2d 91 (11th Cir. 1982). 
That case involves the death of orna- 
mental palm trees following their 
infection by insects with lethal yel- 
lowing, a disease that kills palm trees 
in an average of 9 to 10 months. 
When the palm trees were infected 
and the disease became apparent, 
there was no treatment for, nor pre- 
cautionary measures against, the dis- 
ease. In denying a casualty loss de- 
duction, the court reasoned that the 
suddenness of the loss itself, not the 
suddenness of its onset, determines 
whether the suddenness requirement 
is met. The lapse of time from 
infection to the death of the trees 
indicated not a sudden loss, but a 
loss resulting from gradual deteriora- 
tion. 

In the present case, the attack of 
the insects and the death of the trees 
rendered the wood in the trees vul- 

nerable to the wood-destroying or- 
ganisms that gradually caused the 
deterioration of the wood and de- 

stroyed the timber in the uncut trees. 
The entire process occurred over a 
9-month period. Applying the reason- 

ing in Maher to a situation involving 

t~ees grown for timber rather than 
ornamental use, the period o f time 
from the precipitating event, the bee- 
tle attack, to the identifiable event 
that fixes the loss, the bulldozing and 
burning of worthless timber, deter- 
mines the suddenness of the timber 
loss, and the period of 9 months over 
which the damage occurred is not 
sufficiently sudden to indicate a casu- 
alty loss. As in Maher, the fact that 
the damage was the result of the 
combined action of more than one 
organism does not affect this deter- 
mination. 

Section 1. 611-3(e) of the regula- 
tions requires that a taxpayer adjust 
the quantity, but not the depletion 
basis, in a timber depletion account 
for losses not otherwise accounted 
for. Such an adjustment is the proper 
method of accounting for normal 
and expected physical losses that oc- 
cur in growing timber. Thus, for 
example, a loss resulting from deteri- 
oration of timber in trees killed by 
southern pine beetles in normal pop- 
ulations would not be a deductible 
loss, but would be recovered through 
depletion of the remaining timber in 
the account. 

In the present case, however, al- 
though the southern pine beetle was 

present in the affected area in normal 
populations, the loss of timber from 
the combined effects of the beetles 
and the wood-destroying organisms 
was unexpected and unusual. This 
distinguishes the taxpayer's timber 
loss from losses properly recoverable 
through depletion under section 
1. 611-3(e) of the regulations. 

The taxpayer's unexpected and un- 
usual loss of timber need not result 
from casualty in order to be deduct- 
ible under section 165(a) of the 
Code, since the loss was incurred in a 
trade or business. The taxpayer must 
demonstrate, however, pursuant to 
section 1. 165-1(b) of the regulations, 
that the loss is evidenced by closed 
and completed transactions, fixed by 
identifiable events, and actually sus- 
tained. Subsequent to the extensive, 
widespread attack by the pine beetles, 
an attempt was made to cut and 
remove the timber in the killed trees. 
Trees containing timber eventually 
determined to have become worthless 
because of the action of wood 
destroying organisms were bulldozed 
and burned. These facts are sufficient 
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to evidence a closed and completed 
transaction, fixed by identifiable 
events. Under section 1. 165-(d)(1), 
the loss was sustained and is allow- 
able in the tax year that the timber 
became worthless and was bulldozed 
and burned. 

Under section 1231(a) of the Code, 
gains or losses from the sale, ex- 
change, or conversion of qualifying 
property are netted together in a 
"hotchpot" computation. Any net 
gain is treated as long-term capital 
gain, and net loss gives rise to a 
deduction against ordinary income. 
However, if losses from casualty or 
theft exceed gains therefrom in a 
preliminary netting computation, they 
are not taken into account in the 
main hotchpot, and the net loss is 
deductible from ordinary income. In 
the present case, the timber was 
property used in the taxpayer's trade 
or business within the meaning of 
section 1231(b). The overall destruc- 
tion of the timber in the killed trees 
not cut was an involuntary conver- 
sion pursuant to section 1. 1231-1 
(e)(1) of the regulations. Because the 
loss did not result from casualty, it is 
taken into account in the main 
hotchpot computation under section 
1231(a). 

HOLDING 

The taxpayer's unusual and unex- 
pected loss of timber in trees killed in 
the extensive, widespread attack by 
southern pine beetles gives rise to an 
allowable business loss deduction un- 
der section 165(a) of the Code in the 
tax year that the timber became 
worthless and was bulldozed and 
burned. Because the loss did not 
result from a casualty, it must be 
netted with other noncasualty section 
1231 gains and losses. 

EFFECT ON OTHER REVENUE 
RULINGS 

Rev. Rul. 79-174 is distinguished 
because in that revenue ruling the 
trees became worthless as ornamen- 
tals on death, which occurred within 
a few days of the insect attack, 
whereas in the present case the loss 
of timber in the affected trees oc- 
curred gradually over a 9-month pe- 
riod, extending beyond the death of 
the trees. 

Rev. Rul. 66-9, 1966-1 C. B. 39, 
concerns a casualty loss allowed on 

the destruction of a portion of the 
taxpayer's timber by a hurricane. 
That revenue ruling is distinguished 
because in it the hurricane immedi- 
ately rendered the timber unfit for 
use. In the present case, by contrast, 
the killing of the trees by the south- 
ern beetles did not immediately make 
the timber in the trees unfit for use; 
instead, the timber was gradually 
rendered unfit by subsequent deterio- 
ration of the wood. 

26 CFR /. l65-1: Losses. 

Public utilities; abandonment of 
nuclear power plant. A public utility 
company that abandons a partially 
constructed nuclear power plant is 
entitled to deduct the costs incurred 
with respect to such plant under 
section 165(a) of the Code despite the 
fact that the utility obtained a rate 
increase based in part on such costs. 

Rev. Rul. 87-117 

ISSUE 

Can a public utility deduct the cost 
of an abandoned, partially completed 
nuclear power plant under section 
165(a) of the Internal Revenue Code 
if the utility is granted a rate increase 
that takes into account the amortiza- 
tion of the cost of the abandoned 
project? 

FACTS 

Taxpayer, a public utility company 
engaged in the business of generating 
and distributing electricity, aban- 
doned a partially completed nuclear 
generating plant. The state commis- 
sion with ratemaking authority over 
Taxpayer, in determining to grant 
Taxpayer a subsequent rate increase, 
permitted Taxpayer to amortize the 
cost of the abandoned plant over a 
specified period and to include such 
costs in Taxpayer's cost of service 
for ratemaking purposes. The 
unamortized cost of the project was 
not included in Taxpayer's rate base. 

LAW AND ANALYSIS 

Section 165(a) of the Code pro- 
vides that there shall be allowed as a 
deduction any loss sustained during 
the taxable year and not compensated 
for by insurance or otherwise. 

Section 1. 165-1(d)(2)(i) of the In- 
come Tax Regulations provides that 

Section 165 
if a casualty or other event occurs 
which may result in a loss and, in the 
year of such casualty or event, there 
exists a claim for reimbursement with 

respect to which there is a reasonable 
prospect of recovery, no portion of 
the loss with respect to which reim- 
bursement may be received is sus- 
tained, for purposes of section 165, 
until it can be ascertained with rea- 
sonable certainty whether or not such 
reimbursement will be received. 
Whether or not such reimbursement 
will be received may be ascertained 
with reasonable certainty, for exam- 
ple, by a settlement of the claim, by 
an adjudication of the claim, or by 
an abandonment of the claim. 

In Shanahan v. Commissioner, 63 
T. C. 21 (1974), the Tax Court, in 
interpreting the words "insurance or 
otherwise" in section 165(a) of the 
Code, determined that the general 
term "or otherwise" must be con- 
strued consistently with the specific 
term "insurance. " In finding that 
government payments under the 1969 
Disaster Relief Act are of the same 
nature as insurance, the court stated 
that the general purpose of insurance 
is to spread the risk of loss from any 
peril among a large number of those 
who are exposed to a similar peril. 

In Estate of Bryan v. Commis- 
sioner, 74 T. C. 725 (1980), the Tax 
Court, citing Shanahan, determined 
that in the phrase "insurance or 
otherwise" in section 2054 o f the 
Code (reducing the taxable estate by 
the value of enumerated losses "not 
compensated for by insurance or oth- 
erwise") the general term "or other- 
wise" must be construed consistently 
with the specific term "insurance. " 
The court stated that the phrase 
"insurance or otherwise" in sections 
165(a) of the Code and 2054 contem- 
plates that the type of compensation 
received must be such that it was 
structured to replace what was lost. 
The case concerned a disbursement in 
compensation for losses incurred due 
to an attorney's unethical behavior. 
The disbursement had been made 
from a trust fund established by a 
state bar association for that pur- 
pose. On these facts, the court found 
that the disbursement was in the 
nature of insurance. 

The above cases indicate that the 
phrase "insurance or otherwise" in 
section 165(a) of the Code must be 
interpreted to mean insurance or 
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other compensation of the same na- 
ture as insurance. Hence, a person 
who incurs a loss that otherwise 
qualifies for a deduction under sec- 
tion 165(a) is denied a deduction 
under that section only if that person 
has received for such loss compensa- 
tion in the nature of insurance. 

In the present case, Taxpayer has 
incurred a loss upon abandoning a 
partially constructed power plant. 
Such loss qualifies as a loss under 
section 165(a) of the Code and the 
Taxpayer is entitled to a deduction 
under that section unless the Tax- 
payer has received compensation for 
such loss in the nature of insurance. 

Taxpayer has not directly received 
any compensation for its loss but has 
been granted authority to charge a 
higher price for the electricity it 
produces. As stated in Estate of 
Bryan, the phrase "insurance or oth- 
erwise" in section 165(a) of the Code 
contemplates that the type of com- 
pensation received must be such that 
it was structured to replace what was 
lost. Although a utility commission 
may give consideration to the fact 
that a utility suffered a loss in deter- 
mining whether a rate increase is 
warranted, the rate is not structured 
to reimburse the utility for its loss. 
Rather the rate increase is structured 
to enable the utility to perform its 
functions of serving its customers at 
a fair charge, while at the same time 
maintaining its financial integrity and 
its ability to attract capital at reason- 
able terms by paying its investors a 
reasonable rate of return on their 
investment. Moreover, the increased 
revenue is taxable income to Tax- 
payer without regard to Taxpayer's 
basis in the nuclear power plant. This 
is unlike insurance, where the pay- 
ment is treated as a sale or exchange 
and serves to reduce basis before any 
gain or income is recognized. 

If Taxpayer were not a regulated 
company, it could raise its price at 
will, and revenues produced by its 

price increase could not be consid- 
ered as compensation for a loss by 
"insurance or otherwise. " The gov- 
ernmental grant of authority to in- 
crease rates is of the same nature as 
a price increase by an unregulated 
company. The function of the utility 
commission is merely to assure that 
the increase is warranted. Thus, such 
a grant of authority is not of the 
same nature as insurance, and 
Taxpayer's loss has not been com- 
pensated for by "insurance or other- 
wise. " 
HOLDING 

For purposes of section 165(a) of 
the Code, the fact that a public 
utility company that has abandoned a 
partially constructed nuclear power 
plant obtains a rate increase that is 
based in part on such costs does not 
cause it to have been "compensated 
for by insurance or otherwise. " 
Therefore, such costs are deductible. 

26 CFR 1. 165-7t Casualty losses. 

Whether the death of pine trees and the 
subsequent destruction of timber due to an 
attack by southern pine beetles is a "other 
casualty" allowable as a deduction under 
section l 65(a) of the Code. See Rev. Rul. 
87-59, page 59. 

26 CFR 1. 165-11: Election in respect of losses 
attributable to a disaster. 

Losses; casualty; disaster areas; 
year of deduction. Disaster areas in 
which losses during 1987 qualify for 
special tax treatment under section 
165(i) of the Code are listed. 

Rev. Rul. 87-136 

LAW AND ANALYSIS-HOLDING 

Under section 165(i) of the Internal 
Revenue Code, if a taxpayer suffers 
a loss attributable to a disaster occur- 
ring in an area subsequently deter- 
mined by the President of the United 
States to warrant assistance by the 
Federal Government under the Disas- 

ter Relief Act of 1974, sections 101 
and 102, 42 U. S. C. sections 512»nd 
5122 (1982), 1974-2 C. B. 414, then 
the taxpayer may elect to take 
deduction for that loss on the 
taxpayer's federal income tax return 
for the taxable year immediately pre- 
ceding the taxable year in which the 
disaster occurred. 

The election to deduct for the 
preceding year must be made on or 
before the later of (1) the original 
due date of the taxpayer's income tax 
return for the year in which the 
disaster occurred, or (2) the due date 
of the preceding year's return (taking 
into account extensions of time for 
filing granted to the taxpayer). Sec- 
tion 1. 165-11 of the Income Tax 
Regulations. This section of the regu- 
lations sets forth the procedures for 
making an election with respect to 
such losses. 

The provisions of section 165(i) of 
the Code apply only to losses that 
are otherwise deductible under sec- 
tion 165(a). An individual taxpayer 
may deduct losses if they are in- 
curred in a trade or business, if they 
are incurred in a transaction entered 
into for profit, or if they are casualty 
losses under section 165(c)(3). 

As of November 30, 1987, the 
President had determined that the 
areas listed below have been ad- 
versely affected by disasters of suffi- 
cient severity occurring during 1987 
to warrant disaster assistance by the 
Federal Government under the Disas- 
ter Relief Act of 1974. 

There may be areas in which a 
disaster occurs during 1987 and 
which the President, after November 
30, 1987, declares eligible for disaster 
assistance under the Disaster Relief 
Act of 1974. Information concerning 
these areas will be published in fu- 
ture issues of the Internal Revenue 
Bulletin, and these areas will be 
included in this revenue ruling when 
it is published in the Cumulative 
Bulletin. 
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Disaster Areas in 1987 
Type of 
Disaster 

Section 165 
Date Disaster 
Occurred or 

Began 

American Samoa 
Manua Islands 

Arkansas' 
Crittenden County 
Arkansas, Crittenden, Cross, Lee, 
Lonoke, Mississippi, Monroe, Oua- 
chita, Poinsett, Pulaski, and Woo- 
druff Counties 

California 
Los Angeles and Orange Counties 

Federated States of Micronesia 
Ulithi Atoll and Island of Fais 
State of Truk 

Hawaii 
City and County of Honolulu 

Illinois 
Cook County Townships of Berwyn, Cicero, Elk Grove, 
Hanover, Leyden, Lyons, Maine, Norwood Park, Oak 
Park, Palatine, Proviso, River Forest, Riverside, 
Schaumburg, and Wheeling, the portion of Cook County 
north of the Cook-Du Page County line and north of 
Roosevelt Road; Du Page County (all areas) 

Iowa 
Fremont, Mills, Montgomery, and Page Counties 

Louisiana 
Avoyelles, Caddo, Catahoula, DeSoto, Franklin, Grant, 
LaSalle, Madison, Rapides and Winn Parishes 

Maine 
Androscoggin, Cumberland, Franklin, Hancock, 
Kennebec, Knox, Lincoln, Oxford, Penobscot, 
Piscataquis, Sagadahoc, Somerset, and Waldo Counties; 
The Town of Old Orchard Beach and the City of Saco in 
York County. 

Marshall Islands 
Majuro Atoll 

Massachusetts 
Berkshire, Essex, Franklin, Hampshire, Middlesex, 
Norfolk, and Worcester Counties 

Minnesotta 
Anoka, Beltrami, Carver, Dakota, Hennepin, Norman, 
Polk, Ramsey, Scott, and Washington Counties 

Mississippi 
Jones County 

New Hampshire 
Carroll, Cheshire, Grafton, Hillsborough, Merrimack, 
Rockingham, Strafford, and Sullivan Counties 

New York 
Delaware, Greene, Montgomery, Schoharie and Ulster 
Counties 
Albany, Columbia, Dutchess, Greene, Rensselaer, 
Schenectady, and Washington Counties 

Northern Marianas 
Rota, Saipan, and Tinian 

Oklahoma 
Caddo, Canadian, Carter, Comanche, Cotton, Custer, 
Garvin, Grady, Kay, Kingfisher, Kiowa, Logan, 
McClain, Murray, Stephens, and Tillman Counties 

Ohio 
Crawford, Marion, Morrow, and Richland Counties 

Typhoon Tusi January 17, 1987 

Earthquake and 
aftershocks 

Typhoon Orchid 

Typhoon Nina 

Severe storms, flooding 
and mudslides 

Severe storms and flooding 

October 1, 1987 

January 10, 1987 

November 21, 1987 

December 11, 1987 

August 13, 1987 

Severe storms and flooding May 26, 1987 

Tornadoes and severe 
flooding 

November 15-19, 1987 

Severe storms and flooding March 30, 1987 

Fire February 24, 1987 

Severe storms and flooding April 2, 1987 

Severe storms, tornadoes July 20, 1987 
and flooding 

Severe storms, tornadoes, February 28, 1987 
and flooding 

Severe storms and flooding March 30, 1987 

Severe flooding April 3, 1987 

Severe winter storm October 4, 1987 

Typhoon Lynn October 18-19, 1987 

Severe storms and flooding May 19, 1987 

Severe storms and flooding July 1, 1987 

Tornadoes December 14, 1987 

Severe storms and flooding December 24, 1987 
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Disaster Areas in 1987 

Puerto Rico' 
Adjuntas, Aibonito, Canovanas, 
Carolina, Coamo, Culebra, Fa- 
jardo, Guayanilla, Gurabo, Huma- 
cao, Juana Diaz, Juncos, Lajas, 
Las Piedras, Loiza, Maunabo, Na- 
guabo, Orocovis, Patillas, Pe- 
nuelas, Ponce, Rio Grande, Sabana 
Grande, Salinas, San Lorenzo, 
Santa Isabel, Utuado, Vieques, Vil- 
lalba, Yabucoa, and Yauco Munici- 
palities 

Texas 
Reeve County 
Anderson, Burleson, Cherokee, 
Lee, Leon, Madison, Panola, 
Putnam', Saratoga', Shelby, Smith 
and Upshur Counties 

Type of 
Disaster 

Severe storms and flooding 

Severe storms and 
tornadoes 

Severe storms and 
tornadoes 

Date Disaster 
Occurred or 

Began 

November 24, 1987 

May 22, 1987 

November 15-16, 1987 

tNot previously published in the Internal Revenue Bulletin. 

Section 167. — Depreciation 

26 CFR 1. 167(a)-lt Depreciation in general. 

Increase in the depreciation amount for 
automobiles placed in service for business 
purposes for taxpayers using the optional 
standard mileage rate. See Rev. Proc. g7-49, 
page 646. 

26 CFR 1. 167(lj-2t Public utility property. 

Public utilities; normalization; 
change from normalization to a flow- 
through method of accounting. Once 
a taxpayer adopts the normalization 
method of accounting, section 
167(1)(2)(C) of the Code no longer 
applies. If a taxpayer returns to a 
flow-through method of accounting, 
taxpayer can no longer continue to 
use an accelerated method of com- 
puting depreciation. 

Rev. Rul. 87-137 

ISSUE 

Can a public utility taxpayer con- 
tinue to use an accelerated method of 
computing depreciation on post-1969 
public utility property if under the 
grandfathering provision in section 
167(l)(2)(C) of the Internal Revenue 
Code the public utility was eligible to 
use a flow-through method of ac- 
counting and accelerated deprecia- 
tion, but instead adopted a normal- 
ization method and later reverted to 

a flow-through method of accounting 
for property placed in service before 
January 1, 1981? 

FACTS 

Taxpayer, a public utility engaged 
in the production, transmission, dis- 
tribution, and sale of electric energy, 
is subject to the regulatory jurisdic- 
tion of the public utility commission 
of state A (Commission). Prior to 
1972 (including the latest taxable year 
for which a return was filed before 
August 1, 1969), Taxpayer used a 
"flow-through method of account- 
ing. " Under a flow-through method, 
a taxpayer's cost of service for 
ratemaking purposes reflects the 
taxpayer's federal tax liability actu- 
ally payable for the current year. 
Thus, use of accelerated depreciation 
for tax purposes reduces tax liability, 
reduces cost of service, and so re- 
duces the utility's rates. Hence, the 
characterization that the accelerated 
depreciation "flows through" to 
ratepayers. Taxpayer did not make 
the election granted by section 
167(l)(4)(A) of the Code. Under such 
an election, a taxpayer relinquishes 
its right to use the applicable 1968 
method, as defined in section 
167(l)(3)(D), and thus may use accel- 
erated depreciation for tax purposes 
only if it uses a normalization 
method of accounting with respect to 

new property representing growth in 
capacity. However, in 1972 the Com- 
mission permitted Taxpayer to adopt 
a normalization method of account- 
ing for ratem aking purposes with 
respect to all property placed in 
service after 1972. Under a normal- 
ization method, the amount of tax 
expense that a taxpayer uses for 
ratemaking purposes includes a de- 
ferred tax amount to reflect the fact 
that the taxpayer is using an acceler- 
ated method of depreciation for tax 
purposes. In 1984, the Commission 
issued a rate order requiring the 
taxpayer to revert to the flow- 
through method of accounting with 
respect to property placed in service 
before January 1, 1981. 

LA tV AND ANALYSIS 

Section 167(l)(2) of the Code states 
that in the case of any post-1969 
public utility property (as defined in 
section 167(l)(3)(C)), the term "rea- 
sonable allowance" as used in section 
167(a) means an allowance computed 
under— 

(A) a subsection (l) method (as 
defined in section 167(l)(3)(F)) 

(B) a method otherwise allowable 
under section 167 if the taxpayer uses 
a normalization method of account- 
ing; or 

(C) the applicable 1968 method (as 
defined in section 167(l)(3)(D)) if, 
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with respect to its pre-1970 public 
utility property of the same (or simi- 
lar) kind most recently placed in 
service, the taxpayer used a flow- 
through method of accounting for its 
July 1969 accounting period. 

Section 167(I)(3)(G) of the Code, 
defines the normalization method of 
accounting. Under that provision a 
normalization method of accounting 
is used with respect to public utility 
property provided that- 

(i) the taxpayer uses the same 
method of depreciation to compute 
both its tax expense and its deprecia- 
tion expense for purposes of estab- 
lishing its cost of service for rate- 
making purposes and for reflecting 
operating results in its regulated 
books of account, and 

(ii) if, to compute its allowance for 
depreciation under section 167, it 
uses a method of depreciation other 
than the method it used for the 
purposes described in clause (i), the 
taxpayer makes adjustments to a re- 
serve to reflect the deferral of taxes 
resulting from the use of such differ- 
ent methods of depreciation. 

Section 167(l)(3)(H) of the Code, 
which defines the flow-through 
method of accounting, states that a 
taxpayer uses a "flow-through 
method of accounting" with respect 
to any public utility property if it 
uses the same method of depreciation 
(other than a subsection (I) method) 
to compute its allowance for depreci- 
ation under section 167, and to com- 
pute its tax expense for purposes of 
reflecting operating results in its reg- 
ulated books of account. 

Section 167(I)(4)(A) of the Code 
provides that if a taxpayer makes an 
election before June 29, 1970, for 
taxable years beginning after Decem- 
ber 31, 1970, the right to use the 
applicable 1968 method of accounting 
that is provided by section 167 
(I)(2)(C) shall not apply to certain 
post 1969 public utility property. 

Section 1. 167(l)-2(a) of the Income 
Tax Regulations states that a regula- 
tory agency is not precluded by sec- 
tion 167(l) of the Code from requir- 
ing a taxpayer subject to its 
jurisdiction to continue to use the 
flow-through method of accounting 
unless the taxpayer makes the elec- 
tion pursuant to section 167(l)(4)(A). 
Whether or not the election is made, 
if the regulatory agency permits the 
taxpayer to change from the flow- 

through method of accounting, sub- 
sections (2)(A) or (2)(B) of section 
167(l) apply and the taxpayer can use 
a subsection (I) method of deprecia- 
tion (generally straight-line) or, if the 
taxpayer uses the normalization 
method of accounting, any other 
method of depreciation otherwise al- 
lowable under section 167. 

Section 167(l) was added to the 
Code by the Tax Reform Act of 
1969, 1969-3 C. B. 10, 90, to provide 
limitations on the use of certain 
methods of computing a reasonable 
allowance for depreciation under sec- 
tion 167(a) for utilities adopting the 
flow-through method of accounting. 
Utilities using flow-through account- 
ing and accelerated depreciation prior 
to the legislation were grandfathered 
under section 167(l)(2)(C). The Senate 
Committee report states— 

Both versions of the bill in the 
case of new property have the 
effect that if the taxpayer presently 
flows through to its customers the 
benefits of deferred taxation, then 
it would stay on accelerated depre- 
ciation and flow through unless the 
regulatory agency permits it to 
change (or unless the exception 
under the committee amendments 
pointed out below applies). In all 
other cases, accelerated deprecia- 
tion is to be permitted only if the 
utility normalizes the deferred in- 
come taxes. The taxpayer is per- 
mitted to elect straight line depreci- 
ation as to this new property. If 
the taxpayer seeks to use acceler- 
ated depreciation, the regulatory 
agency may permit it to normalize; 
if the regulatory agency does not, 
the taxpayer must use straight line 
depreciation. 

S. Rep. No. 91-552, 91st Cong. , 1st 
Sess. 173 (1969), 1969-3 C. B. 423, 
533 (emphasis added). 

Section 1. 167(I)-2(a) of the regula- 
tions contemplates that a taxpayer 
that is eligible to continue using a 
flow-through method of accounting 
and accelerated depreciation under 
section 167(l)(2)(C) of the Code may 
change from the flow-through 
method of accounting to a normal- 
ization method with the approval of 
the regulatory agency. However, if a 
taxpayer changes from the flow- 
through method of accounting it 
must use a subsection (I), method 
(generally straight line), or any other 
method allowable under section 167 

Section 167 
(but a method other than a subsec- 
tion (I) method may be used only if 
the taxpayer uses the normalization 
method of accounting). That is, once 
a taxpayer shifts to the normalization 
method of accounting, section 167 
(I)(2)(C) no longer applies. 

In light of the legislative history of 
section 167(l) of the Code and the 
regulations issued thereunder, it is 
clear that section 167(l)(2)(C) is a 
grandfathering provision that allows 
utilities that were already using flow- 

through accounting and accelerated 
depreciation to continue to do so. 
Thus, these utilities could continue to 
use accelerated depreciation without 
incurring the burden of shifting from 
flow-through to normalization ac- 
counting. However, once a utility has 
shifted to normalization accounting, 
there is no longer any reason to 
grandfather that taxpayer. Section 
167(I)(2)(C) was intended to avoid 
tax-imposed discontinuity in regula- 
tory accounting, and it would not 
further that purpose for the section 
to apply to a taxpayer that shifted 
independently from flow-through to 
normalization. 

HOLDING 

Once Taxpayer adopted the nor- 
malization method of accounting, 
section 167(I)(2)(C) of the Code no 
longer applies. When Taxpayer re- 
turned to flow-through accounting, 
Taxpayer could not continue to use 
an accelerated method of computing 
depreciation. 

26 CFR 1. 167(l)-2t Public utility property. 
(Also Section 168. ) 

Public utilities; reduction of excess 
tax reserve caused by tax rate 
change. Section 203(e) of the Tax 
Reform Act of 1986 applies to tax- 
payers that voluntarily adopted a 
normalization method of accounting 
in the same manner as it does to 
taxpayers to which either section 
167(1)(2)(C) of the Code never ap- 
plied or, as a result of an election 
under section 167(1)(4)(A), section 
167(1)(2)(C) no longer applies. 

Rev. Rul. 87-139 

ISSUE 

A public utility taxpayer has prop- 
erty that under section 167(l)(2)(C) of 
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the Internal Revenue Code could 
have been depreciated under an accel- 
erated method even if the taxpayer 
used the flow-through method of 
regulatory accounting, but the tax- 
payer voluntarily adopted the nor- 
malization method of regulatory ac- 
counting. Does the excess tax reserve 
reduction rule of section 203(e) of 
the Tax Reform Act of 1986 (Act), 
1986-3 (Vok 1) C. B. 1, 63, apply to 
such taxpayer in the same manner as 
it applies to taxpayers to which either 
section 167(l)(2)(C) never applied or, 
as a result of an election under 
section 167(l)(4)(A), section 167 
(!)(2)(C) no longer applies? 

FACTS 

X, a regulated public utility com- 
pany, was permitted by Y, a public 
utility commission, to normalize the 
difference between federal income tax 
depreciation and the regulatory de- 
preciation it utilized in the ratemak- 
ing process. At the time of Y's 
decision to allow normalization, sec- 
tion 167(l)(2)(C) of the Code allowed 
X to use an accelerated method of 
depreciation with respect to the pub- 
lic utility property in issue, notwith- 
standing that the differences in de- 
preciation were not normalized. As 
provided in Rev. Rul. 87-137, page 
64, this Bulletin, even though X did 
not make the election under section 
167(l)(4)(A) to be required to use 
normalization accounting, once that 
method was adopted section 
167(l)(2)(C) ceased to apply to X. 
Thus, at that point, the normaliza- 
tion method had to be maintained 
for regulatory purposes, or an accel- 
erated method of depreciation would 
not be allowed for federal tax pur- 
poses. 

X, upon adopting the normaliza- 
tion method of accounting, made the 
necessary adjustments to a reserve 
account, in a manner consistent with 
the provisions of section 167 
(l)(3)(G)(ii) of the Code, to reflect 
the deferral of taxes resulting from 
the use of different methods of de- 
preciation for tax and regulatory pur- 
poses. 

Under the Act, corporate federal 
income tax rates were significantly 
reduced. As a consequence of this 
reduction in rates, there is an excess 
balance in X's deferred tax reserve. 
That is, the amount in X's deferred 
tax reserve is greater than the 

amount of taxes that eventually will 
be paid to the government under the 
reduced rates. Y issued a rate order 
that requires X to reduce its cost of 
service by reducing the excess tax 
reserve more rapidly than the reserve 
would have been reduced under the 
average rate assumption method as 
defined in section 203(e)(2)(B) of the 
Act. The reduction in the excess tax 
reserve is attributable to property 
that would have been eligible for 
flow-through treatment had X not 
adopted a normalization method. 

LAW AND ANALYSIS 

Sections 167(l) and 168(i) of the 
Code provide that a public utility can 
use an accelerated method of depreci- 
ation only if it uses a "normaliza- 
tion" method of accounting for pur- 
poses of establishing cost of service 
and reflecting operating results on its 
regulated books of account. Under 
the normalization method of account- 
ing the deferred taxes must be re- 
flected in a reserve for deferred taxes 
account. The reserve is equal to the 
excess, if any, of the income tax 
liability that would have been due for 
current and past years if the taxpayer 
had used for tax purposes the same 
depreciation expense that was com- 
puted for regulatory purposes over 
the actual income tax liability for 
those years computed using an accel- 
erated method of depreciation. 

The reduction of corporate income 
tax rates by the Act results in an 
"excess amount" in the tax reserves 
that were established as a result of 
normalizing the difference between 
regulatory and tax depreciation o f 
public utility property. Section 203(e) 
of the Act provides, in pertinent 
part, that a normalization method of 
accounting shall not be treated as 
being used with respect to any public 
utility property for purposes of sec- 
tion 167 or 168 of the Code if the 
taxpayer, in computing its cost of 
service for ratemaking purposes and 
reflecting operating results in its reg- 
ulated books of account, "reduces 
the excess tax reserve more rapidly or 
to a greater extent than such reserve 
would be reduced under the average 
rate assumption method. " 

As provided in Rev. Rul. 87-137, 
the normalization requirements of the 
Code are fully applicable to public 
utility property, even though the tax- 
payer voluntarily adopted a normal- 

ization method o f accounting 
respect to that property. Thus, base 
on the principals of Rev. 
87-137, the requirements of section 

203(e) of the Act should be applica- 
ble to excess deferred tax 
regardless of whether the reserves 
resulted from the voluntary adoption 
of a normalization method of ac- 
counting that was not required under 
the Code at the time of the adoption. 
In addition, the reserve for deferred 
taxes resulting from the voluntary 
adoption of a normalization method 
of accounting for public utility prop- 
erty is clearly a reserve described in 

section 167(l)(3)(G)(ii) of the Code; 
thus, the requirements of section 
203(e) on its face apply to that 
reserve and limit the extent to which 
that reserve may be reduced to cost 
of service. 

Accordingly, the requirements of 
section 203(e) of the Act apply to the 
excess of the reserve for deferred 
taxes (as described in section 167 
(l)(3)(G)(ii) of the Code or former 
section 168(e)(3)(B)(ii) over the 
amount that would be the balance in 
the reserve if the corporate rate re- 
ductions provided by the Act had 
been in effect for all prior periods, 
regardless of whether the deferred tax 
reserve resulted from the voluntary 
adoption of a normalization method 
of accounting. Based on the forego- 
ing, if, in computing its cost of 
service for ratemaking purposes and 
reflecting operating results in its reg- 
ulated books of account, a public 
utility uses a method of accounting 
involving a deferred tax reserve and 
that utility reduces any excess tax 
reserve more rapidly or to a greater 
extent than the reserve would be 
reduced under the average rate as- 
sumption method, then the utility 
does not use a normalization method 
of accounting for purposes of section 
167 or 168. 

X's method of accounting reduces 
its cost of service by the excess tax 
reserve more rapidly than the reserve 
would be reduced under the average 
rate assumption method. Thus, under 
section 203(e) of the Act, that meth- 
od is not a normalization method of 
accounting, even though the reserve 
is attributable to property for which 
X originally could have used a flow- 
through method of accounting and 
accelerated depreciation but for 
which it adopted a normalization 
method of accounting. 

66 1987-2 C. B. 



HOLDING 

Section 203(e) of the Act applies to 
taxpayers that voluntarily adopted a 
normalization method of accounting 
in the same manner as it does to 
taxpayers to which either section 
167(l)(2)(C) of the Code never ap- 
plied or, as a result of an election 
under section 167(l)(4)(A), section 
167(l)(2)(C) no longer applies. 

Section 168. — Accelerated Cost 
Recovery System 

Does section 203(e) of the Tax Reform Act 
of 1986, apply to taxpayers that voluntarily 
adopted a normalization method of accounting 
in the same manner as it does to taxpayers to 
which either section 167(l)(2)(C) of the Code 
never applied or, as a result of an election 
under section 167(l)(4)(A), section 167(l)(2)(C) 
no longer applies. See Rev. Rul, 87-139, page 
6$. 

Section 170. — Charitable, etc. , 
Contributions and Gifts 

26 CFR 1. 170A-lt Charitable, etc. , contribu- 
lions and gifts; allowance of deduction. 

Whether, in a transaction that is a part of a 
foreign country's program to reduce the 
amount of its U. S. dollar denominated debt, 
U. S. taxpayers are entitled to a charitable 
contribution deduction. See Rev. Rul, 87-124, 
page 205. 

Part VII. — Additional Itemized Deductions for Individuals 

Section 212. — Expenses for 
Production of Income 

26 CFR 1. 212-1: Nontrade or nonbusiness ex- 
penses. 

The proper amount of the deduction allow- 
able for legal fees when a portion of those fees 
are allocable to social security disability bene- 

fits not includible in the taxpayer's gross in- 

come. See Rev. Rul. 87-102, page 78. 

Section 213. — Medical, Dental, Etc. , 
Expenses 

26 CFR 1. 213-1: Afedicai, dental, etc. , ex- 

penses. 

Medical expenses; handicapped 
condition; capital expenditures. 
Listed are expenditures eligible for 
the medical expense deduction if 
made for the primary purpose of 
accommodating a personal residence 
to the handicapped condition of the 
taxpayer, the taxpayer's spouse, or 
dependents who reside there. 

Rev. Rul. 87-106 

ISSUE 

What capital expenditures incurred 
to accommodate a residence to a 
handicapped condition of the tax- 

payer, the taxpayer's spouse, or one 
of the taxpayer's dependents are de- 
ductible in full under section 213 of 
the Internal Revenue Code? 

LAW AND ANALYSIS 

Section 213(a) of the Code allows 
a deduction in computing taxable 
income for expenses paid during the 
taxable year, not compensated for by 
insurance or otherwise, for medical 
care of the taxpayer, the taxpayer's 
spouse, or a dependent (as defined in 
section 152) to the extent that the 
expenses exceed 7. 5 percent of the 
taxpayer's adjusted gross income. 

Section 213(d)(1) of the Code de- 
fines the term "medical care" to 
include amounts paid for the diagno- 
sis, cure, mitigation, treatment, or 
prevention of disease, or for the 
purpose of affecting any structure or 
function of the body. 

Section 1. 213-1(e)(1)(ii) of the reg- 
ulations provides, in part, that de- 
ductions for expenditures for medical 
care allowable under section 213 of 
the Code will be confined strictly to 
expenses incurred primarily for the 
prevention or alleviation of a physi- 
cal or mental defect or illness. An 
expenditure that is merely beneficial 
to the general health of an individual 
is not an expenditure for medical 
care. 

Section 1. 213-1(e)(1)(iii) of the reg- 
ulations provides, in part: 
Capital expenditures are generally not deduct- 
ible for Federal income tax purposes. See 
section 263 and the regulations thereunder. 
However, an expenditure which othewise quali- 
fies as a medical expense under section 213 
shall not be disqualified merely because it is a 
capital expenditure. For purposes of section 
213 and this paragraph, a capital expenditure 
made by the taxpayer may qualify as a medical 
expense, if it has as its primary purpose the 
medical care (as defined in subdivisions (i) and 
(ii) of this subparagraph) of the taxpayer, his 
spouse, or his dependent. Thus, a capital 
expenditure which is related only to the sick 
person and is not related to permanent im- 
provement or betterment of property, if it 
otherwise qualifies as an expenditure for medi- 
cal care, shall be deductible; for example, an 
expenditure for eye glasses, a seeing eye dog, 
artificial teeth and limbs, a wheel chair, 
crutches, an inclinator or an air conditioner 
which is detachable from the property and 
purchased only for the use of a sick person, 
etc, Moreover, a capital expenditure for per- 

Section 213 
manent improvement or betterment of prop- 

erty which would not ordinarily be for the 

purpose of medical care (within the meaning 

of this paragraph) may, nevertheless, qualify 
as a medical expense to the extent that the 
expenditure exceeds the increase in the value 

of the related property, if the particular expen- 
diture is related directly to medical care. Such 
a situation could arise, for example, where a 
taxpayer is advised by a physician to install an 
elevator in his residence so that the taxpayer's 
wife who is afflicted with heart disease will not 
be required to climb stairs. If the cost of 
installing the elevator is $1, 000 and the in- 

crease in the value of the residence is deter- 
mined to be only $700, the difference of $300, 
which is the amount in excess of the value 
enhancement, is deductible as a medical ex- 
pense. If, however, by reason of this expendi- 
ture, it is determined that the value of the 
residence has not been increased, the entire 
cost of installing the elevator would qualify as 
a medical expense. 

In making a capital expenditure 
that would otherwise qualify as being 
for medical care, any additional ex- 
penditure that is attributable to per- 
sonal motivation does not have medi- 
cal care as its primary purpose and is 
not related directly to medical care 
for purposes of section 213 of the 
Code. Such personal motivations in- 
clude, for instance, architectural or 
aesthetic compatibility with the re- 
lated property. Consequently, such 
additional expenditures are not de- 
ductible under section 213. Ferris v. 
Commissioner, 582 F. 2d 1112 (7th 
Cir. 1978), rev'g and rem'g T. C. M. 
1977-186. In Ferris, the taxpayer had 
incurred additional costs for architec- 
tural and aesthetic reasons in build- 
ing an enclosed pool that otherwise 
qualified as an expenditure for medi- 
cal care. A deduction for the addi- 
tional costs was denied. 

In Jacobs v. Commissioner, 62 
T. C. 813 (1974), the Tax Court held 
that for an expense to be deductible 
under section 213 of the Code it both 
must be an essential element of treat- 
ment and must not have otherwise 
been incurred for nonmedical rea- 
sons. An expenditure failing either 
test would be a nondeductible per- 
sonal, living, or family expense under 
section 262. See Rev. Rul. 76-80, 
1976-1 C. B. 71. 

In S. Rep. No. 99 313, 99th 
Cong. , 2d Sess. 59 (1986), 1986-3 
(Vol. 3) C. B. 59, and 2 H. R. Rep. 
No. 99-841 (Conf. Rep. ), 99th 
Cong. , 2d Sess. 11-22 (1986), 1986-3 
(Vol. 4) C. B. 22, Congress expressed 
a desire to clarify that certain capital 
expenditures generally do not increase 
the value of a personal residence and 
thus generally are deductible in full 
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Section 213 
as medical expenses. These expendi- 
tures are those made for removing 
structural barriers in a personal resi- 
dence for the purpose of accommo- 
dating it to the handicapped condi- 
tion of the taxpayer or the taxpayer's 
spouse or dependents who reside 
there. 

The Internal Revenue Service has 
determined that expenditures for the 
following purposes generally do not 
increase the fair market value of a 
personal residence and thus generally 
are eligible in full for the medical 
expense deduction when made for the 
primary purpose of accommodating a 
personal residence to the handicapped 
condition of the taxpayer, the tax- 
payer's spouse, or dependents who 
reside there: 

1. constructing entrance or exit 
ramps to the residence; 

2. widening doorways at entrances 
or exits to the residence; 

3. widening or otherwise modify- 
ing hallways and interior doorways; 

4. installing railing, support bars, 
or other modifications to bathrooms; 

5. lowering of or making other 
modifications to kitchen cabinets and 
equipment; 

6. altering the location of or other- 
wise modifying electrical outlets and 
fixtures; 

7. installing porch lifts and other 
forms of lifts (Generally, this does 
not include elevators, as they may 
add to the fair market value of the 
residence and any deduction would 
have to be decreased to that extent. 
See section 1. 213-1(e)(1)(iii) of the 
regulations. ); 

8. modifying fire alarms, smoke 
detectors, and other warning systems; 

9. modifying stairs; 
10. adding handrails or grab bars 

whether or not in bathrooms; 
11. modifying hardware on doors; 
12. modi fying areas in front of 

entrance and exit doorways; and 
13. grading of ground to provide 

access to the residence. 
The above list of expenditures is 

not exhaustive. If substantially simi- 
lar expenditures are incurred to ac- 
commodate a personal residence to 
the handicapped condition of the 
taxpayer or the taxpayer's spouse or 
dependents who reside there, those 
expenditures may be eligible in full 
for the medical deduction, provided 
they do not increase the fair market 

value of the personal residence. 
Moreover, only reasonable costs in- 
curred to accommodate a personal 
residence to the handicapped condi- 
tion are considered to be incurred for 
the purpose of medical care or are 
directly related to medical care for 
purposes of section 213 of the Code. 
Additional costs attributable to per- 
sonal motivations are not deductible 
under section 213. 

HOLDING 

Subject to the percentage limitation 
of section 213(a) of the Code, the 
above capital expenditures incurred 
to accommodate a residence to the 
handicapped condition of the tax- 
payer, the taxpayer's spouse, or one 
of the taxpayer's dependents gener- 
ally are deductible in full under sec- 
tion 213 provided that the residence 
is the personal residence of the hand- 
icapped individual. 

Section 216. — Deduction of Taxes, 
Interest, and Business Depreciation 
By Cooperative Housing 
Corporation Tenant-Stockholder 

26 CFR 1. 216-1: Amounts representing taxes 
and interest paid to cooperative housing corpo- 
ration. 

Cooperatives; housing; garage 
space. The "one and only class of 
stock" requirement in section 
216(b)(1)(A) of the Code is met if a 
cooperative housing corporation is- 
sues shares of stock entitling the 
stockholders to enter into proprietary 
leasehold agreements for the occu- 
pancy of specific apartment units and 
the use of specific garage parking 
spaces. 

Rev. Rul. 87-130 

ISSUE 

If a corporation issues shares of 
stock to its stockholders entitling 
them to enter into proprietary leases 
for occupancy of specific apartment 
units and also for use of specific 
garage spaces in the corporation's 
apartment complex, does the corpo- 
ration have "one and only one class 
of stock outstanding" within the 
meaning of section 216(b)(1)(A) of 
the Internal Revenue Code? 

FACTS 

COOP, a newly created corpora- 
tion, owns an apartment complex 
containing 1200 residential apart- 
ments and 1600 garage park&ng 
spaces. COOP's certificate of incor- 
poration authorizes only one class of 
stock. COOP proposes to issue 
shares of voting stock and to enter 
into proprietary leasehold agreements 
with its stockholders. Ownership of a 
block of COOP shares will entitle the 
stockholder to a proprietary lease 
that will provide for occupancy of a 
specific apartment unit in COOP's 
complex for dwelling purposes and 
may also provide for use of one or 
more specific garage spaces in such 
complex for parking purposes, 
COOP's bylaws provide that the 
value of such a block of shares, on 
the date of original issuance, shall 
bear a reasonable relationship to the 
portion of the fair market value of 
COOP's equity in its apartment com- 
plex that is attributable to the apart- 
ment unit and garage space or spaces 
which the stockholder is entitled to 
occupy or use. COOP's stockholders 
will be entitled to one vote per share. 

Persons may acquire COOP shares 
and proprietary leases entitling them 
to use the garage spaces only if they 
also have shares and proprietary 
leases entitling them to occupy apart- 
ment units in COOP's apartment 
complex. This ensures that all the 
stock of COOP is in the hands of 
persons having the right to occupy an 
apartment for dwelling purposes, 
thus satisfying the requirement in 
section 216(b)(1)(B) o f the Code. 
Shares of COOP stock, entitling a 
stockholder to enter into a lease for 
the occupancy of an apartment or 
for the use of a specific garage space 
or spaces, may be transferred from 
one stockholder to another. Upon a 
transfer of COOP stock, new certifi- 
cates will be issued to the transferor 
and the transferee reflecting the new 
total number of shares held by each. 
The old certificates will be cancelled, 
The lease agreement of each stock- 
holder will be amended to reflect the 
change in rights to occupy an apart- 
ment or to use a garage space or 
spaces, the new number of shares 
owned, and the new amount of 
monthly maintenance fees, which are 
directly proportionate to the total 
number of shares held. 
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LAW AND ANALYSIS 

Section 216(a) of the Code pro- 
vides that tenant-stockholders of a 
cooperative housing corporation are 
entitled to deduct amounts paid or 
accrued to a cooperative housing cor- 
poration representing their propor- 
tionate shares of certain real estate 
taxes and interest paid or incurred by 
the corporation. 

Section 216(b)(1) of the Code pro- 
vides that the term "cooperative 
housing corporation" means a corpo- 
ration: (A) having one and only one 
class of stock outstanding, (B) each 
of the stockholders of which is enti- 
tled, solely by reason of the 
stockholder's ownership of stock in 
the corporation, to occupy for dwell- 
ing purposes a house, or an apart- 
ment in a building, owned or leased 
by such corporation, (C) no stock- 
holder of which is entitled (either 
conditionally or unconditionally) to 
receive any distribution not out of 
earnings and profits of the corpora- 
tion except on a complete or partial 
liquidation of the corporation, and 
(D) 80 percent or more of the gross 
income of which for the taxable year 
in which the taxes and interest de- 
scribed in section 216(a) are paid or 
incurred is derived from tenant- 
stockholders. Section 1. 216-1(d)(1) of 
the Income Tax Regulations reiterates 
the "one and only one class of stock 
outstanding" requirement. 

In the present situation, the shares 
of stock issued by COOP satisfy the 
"one and only one class of stock 
outstanding" requirement of section 
216(b)(1)(A) o f the Code for the 
following reasons. The general pur- 
pose of section 216 is to place the 
tenant-stockholders of a cooperative 
apartment in the same position as the 
owners of dwelling houses so far as 
deductions for interest and taxes are 
concerned. S. Rep. No. 1631, 77th 
Cong. , 2d Sess. 51, 97 (1942), 1942-2 
C. B. 504 at 546, 577. Although will- 

ing to permit tenant-stockholders to 
deduct a share of their corporation's 
mortgage interest and real estate 
taxes in proportion to their share- 
holdings, Congress feared tenant- 
stockholders might try to distort the 
allocation of such expenses by ma- 
nipulation of the corporation's capi- 
tal structure. See Revenue Act of 
19421 Hearings on H. R. 7378 Before 
the Senate Committee on Finance, 
77th Cong. , 2d Sess. 169-70 (1942) 

(statement of J. Frederick Eagle, rep- 
resenting the Tenant-Owned Apart- 
ment Association). Thus, Congress 
apparently included the "one and 
only one class of stock outstanding" 
requirement at least in part to pre- 
vent this abuse. The COOP shares 
offer no opportunity for such abuse 
because they have identical valuation, 
voting, and distribution rights. 

Moreover, the focus of the "one 
and only one class of stock outstand- 
ing" requirement in section 216 
(b)(1)(A) of the Code is on the 
identity of rights in a cooperative 
housing corporation accorded tenant- 
stockholders as owners of the 
corporation's stock. The COOP 
shares are separate and distinct from 
the proprietary leasehold agreements. 
Ownership of a block of COOP 
shares entitles the stockholder to en- 
ter into a leasehold agreement with 
COOP. The leasehold agreements, 
not the shares, provide stockholders 
with differing leasehold rights to oc- 
cupy specific apartment units and to 
use specific garage spaces. That some 
of COOP's stockholders have larger 
apartments than others, or that not 
all of COOP's stockholders have the 
right to use the same number of 
parking spaces does not, in effect, 
create a second class of stock. Differ- 
ences in the specific apartment occu- 
pancy rights and garage space rights 
conferred on the stockholders by the 
proprietary leasehold agreements do 
not, standing alone, create differ- 
ences in the stock rights of the 
stockholders. This conclusion is con- 
sistent with Example (I) of section 
1. 216-1(c)(2) and Example (1) of sec- 
tion 1. 216-1(g) of the regulations. 
Both of these examples describe co- 
operative housing corporations with 
two different categories of apart- 
ments. 

HOLDING 

Under the facts set forth above, 
COOP will have "one and only one 
class of stock outstanding" within 
the meaning of section 216(b)(1)(A) 
of the Code. 

Section 219. — Retirement Savings 

Procedures relating to processing of rulings 
and opinion letters issued by the National 
Office on individual retirement accounts and 
individual retirement annuities and on proto- 
type simplified employee pension agreements. 
See Rev. Proc. 87-50, page 647. 

Section 263 

Part IX. -Items Iiot Deductible 

Section 263. — Capital Expenditures 

26 CFR 1. 263(a)-1: Capital expenditures; in 
general. 

The effective date of a portion of Rev. Rul. 
86-24, 1986-1 C. B. 80, dealing with the 

required capitalization of amounts properly 
allocable to the cost of embryos, is postponed 
until February 24, l986. See Rev. Rul. 87-105, 
page 46. 

26 CFR 1. 263(c)-1: Intangible drilling and 
development costs in the case of oil and gas 
wells. 
(Also Section 612; 1. 612-4. ) 

Intangible drilling and development 
costs (IDC) associated with property 
located outside the U. S. IDC associ- 
ated with productive wells located on 
foreign property, to the extent repre- 
sented by physical property, must be 
recovered through depreciation by the 
taxpayer that has elected to capitalize 
the IDC under section 263(i)(2)(A) of 
the Code. Rev. Rul. 67-34 is obso- 
leted with respect to IDC after De- 
cember 31, 1986. 

Rev. Rul. 87-134 

ISSUE 

If the owner of an operating inter- 
est in oil and gas property located 
outside the United States elects to 
capitalize intangible drilling and de- 
velopment costs associated with the 
productive wells on such property, 
must the costs that represent physical 
property, as defined in section 
1. 612-4(b)(2) of the Income Tax Reg- 
ulations, be recovered through depre- 
ciation? 

FACTS 

On January 1, 1987, the taxpayer 
acquired an operating interest in cer- 
tain oil and gas property located 
outside the United States, and in- 
curred intangible drilling and devel- 
opment costs with respect to produc- 
tive wells on the property. The 
taxpayer elected to capitalize the in- 
tangible drilling and development 
costs relating to the foreign property 
under section 263(i)(2)(A) of the In- 
ternal Revenue Code and include 
such costs in adjusted basis for pur- 
poses of computing the amount of 
any deduction allowable under sec- 
tion 611. 
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Section 263 
LAW AND ANALYSIS 

Pursuant to section 263(c) of the 
Code, and the regulations thereunder, 
taxpayers have the option to expense 
intangible drilling and development 
costs. Section 263(i), however, pro- 
vides that section 263(c) shall not 
apply to intangible drilling and devel- 
opment costs paid or incurred with 
respect to an oil, gas, or geothermal 
well located outside the United 
States. Section 263(i)(2)(A) provides 
that, at the election of the taxpayer, 
such costs shall be included in ad- 
justed basis for purposes of comput- 
ing the amount of any deduction 
allowable under section 611 (deter- 
mined without regard to section 613). 
If an election is not made by the 
taxpayer, section 263(i)(2)(B) provides 
that such costs shall be allowed as a 
deduction ratably over the 10- 
taxable-year period beginning with 
the taxable year in which such costs 
were paid or incurred. Section 263(i) 
applies to costs paid or incurred after 
December 31, 1986, in taxable years 
ending after that date. Section 263(i) 
does not apply to costs paid or 
incurred with respect to a nonproduc- 
tive well. 

For purposes of section 263(i) of 
the Code, the United States includes 
the 50 states, the District of Colum- 
bia, and those continental shelf areas 
which are adjacent to United States 
territorial waters and over which the 
United States has exclusive rights 
with respect to the exploration and 
exploitation of natural resources. See 
S. Rep. No. 313, 99th Cong. , 2d 
Sess. 282 (1986), 1986-3 (Vol. 3) 
C. B. 282, and section 638(1). 

Section 611 of the Code provides 
that a reasonable allowance for de- 
pletion and for depreciation shall be 
allowed as a deduction in computing 
taxable income and such reasonable 
allowance in all cases is to be made 
under regulations prescribed by the 
Secretary. Under the authority 
granted by section 611 of the Code, 
sections 1. 611-1 through 1. 614-8 of 
the regulations provide for such rea- 
sonable allowance in the case of 
mines, oil and gas wells, other natu- 
ral deposits, and timber. 

Section 1. 612-4(b)(1) of the regula- 
tions discusses those items recover- 
able through depletion. If the tax- 
payer capitalizes intangible drilling 
and development costs, those 

amounts so capitalized and not de- 
ducted as a loss are returnable 
through depletion insofar as they are 
not represented by physical property. 
For the purposes of section 1. 612- 
4(b)(1) the expenditures for clearing 
ground, draining, road making, sur- 

veying, geological work, excavation, 
grading, and the drilling, shooting, 
and cleaning of wells, are considered 
not to be represented by physical 
property, and when charged to capi- 
tal account are returnable through 
depletion. 

Section 1. 612-4(b)(2) of the regula- 
tions discusses those items recover- 
able through depreciation. If the tax- 
payer capitalizes intangible drilling 
and development costs, those 
amounts so capitalized and not de- 
ducted as a loss are returnable 
through depreciation insofar as they 
are represented by physical property. 
Such costs are amounts paid for 
wages, fuel, repairs, hauling, sup- 
plies, etc. , used in the installation of 
casing and equipment and in the 
construction on the premises of der- 
ricks and other physical structures. 

In the present situation, the tax- 
payer elected to capitalize foreign 
intangible drilling and development 
costs under section 263(i)(2)(A) of the 
Code, and thus to include those costs 
in adjusted basis for purposes of 
computing the amount of any deduc- 
tion allowable under section 611. The 
provisions of section 1. 612-4 of the 
regulations apply for purposes of 
computing the amount of that deduc- 
tion because they are promulgated 
pursuant to authority granted by sec- 
tion 611(a). 

drilling and development costs under 
section 263(c) of the Code appli~~ to 
oil and gas property located outside 
the United States, is obsoleted with 
respect to intangible drilling and de- 
velopment costs paid or incurred af- 
ter December 31, 1986, in taxable 
years ending after that date. 

Section 263A. — Capitalization and 
Inclusion in Inventory Costs of 
Certain Expenses 

26 CFR 1. 263A-1 Tt Capttalization and inclu- 
sion in inventory costs of certain expenses. 
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TITLE 26, INTERNAL REVENUE. — 
CHAPTER 1, SUBCHAPTER A, 
SUBCHAPTER H, PART 1. — 
INCOME TAX; TAXABLE YEARS 
BEGINNING AFTER DECEMBER 
31, 1953 

Capitalization and Inclusion in 
Inventory of Certain Costs 
AGENCY: Internal Revenue Service, 
Treasury. 

ACTION: Temporary Regulations. 

SUMMARY: This document contains 
temporary regulations under section 
263A of the Internal Revenue Code 
of 1986, relating to accounting for 
costs incurred in the production of 
property. In addition, the text of the 
temporary regulations set forth in 
this document also serves as the text 
of the proposed regulations***[page 
1054, this Bulletin]. Changes to the 
applicable tax law were made by the 
Tax Reform Act of 1986 [1986-3 
C. B. (Vol. 1) 1]. 

HOLDING DATES: In general, the amendments 
are effective for costs incurred after 
December 31, 1986 or, in the case of 
inventories, for taxable years begin- 
ning after December 31, 1986. 

The taxpayer who elects to capital- 
ize intangible drilling and develop- 
ment costs relating to productive 
wells on oil and gas property under 
section 263(i)(2)(A) of the Code, 
must recover those costs (1) through 
depletion to the extent the costs are 
not represented by physical property 
and (2) through depreciation to the 
extent the costs are represented by 
physical property. 

SUPPLEMENTARY INFORMA- 
TION: 

BACKGROUND 

EFFECT ON OTHER 
DOCUMENTS 

Rev. Rul. 67-34, 1967-1 C. B. 72, 
which provides that the option to 
capitalize or expense the intangible 

On March 30, 1987, proposed and 
temporary regulations interpreting 
section 263A of the Internal Revenue 
Code of 1986 were published in the 
Federal Register (Treasury Decision 
8131) [1987-1 C. B. 98]. This docu- 
ment contains additional amendments 
to the Income Tax Regulations (26 
CFR Part 1) under section 263A of 
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Code. These amendments con- 
form the regulations to the require- 
ments of section 803 of the Tax 
Reform Act of 1986 (Pub. L. 
99-514), 100 Stat. 2085 (the "Act"). 
The temporary regulations contained 
in this document will remain in effect 
until additional temporary or final 
regulations are published in the FED- 
ERAL REGISTER. 

PRACTICAL CAPACITY 

Under prior law, section 
1. 471-11(d)(4) of the full absorption 
regulations permitted manufacturers 
of inventory to use the "practical 
capacity concept" in determining the 
amounts of fixed indirect production 
costs which were subject to inclusion 
in ending inventory. Under the prac- 
tical capacity concept, taxpayers were 
required to apportion only a percent- 
age of their fixed indirect production 
costs to units of production; this 
percentage corresponded to the per- 
centage of productive capacity at 
which the particular manufacturing 
facility was operating. The remaining 
amounts of fixed indirect production 
costs were then currently deducted by 
the taxpayer. 

The temporary regulations prohibit 
the use of the practical capacity 
concept in accounting for costs under 
section 263A. The legislative history 
to section 263A clearly provides that 
the new uniform capitalization rules 
are to be patterned after the rules 
contained in $1. 451-3 of the Income 
Tax Regulations applicable to "ex- 
tended period long-term contracts. " 
S. Rep. No. 99-313, 99th Cong. , 2d 
Sess. 141-42 (1986) [1986-3 C. B. 
(Vol. 3) I]. It is the position of the 
Internal Revenue Service that the 
rules of $1. 451-3 do not permit the 
use of the practical capacity concept. 
The capitalization rules applicable to 
extended period long-term contracts 
contain no provision allowing the use 
of the practical capacity concept, an 
exception to the general rules of 
"full absorption" accounting that ap- 
ply to the determination of inventori- 
able costs. 

The practical capacity concept con- 
flicts with the principles of the ex- 
tended period long-term contract reg- 
ulations which, in order to properly 
match income and expense, require 
capitalization of all indirect costs that 
"directly benefit the performance of 

extended period long-term contracts, 
or are incurred by reason of the 
performance of extended period long- 
term contracts. " $1. 451-3(d)(6)(ii). 
The use of the practical capacity 
concept would undermine and con- 
flict with the careful delineation in 
the extended period long-term con- 
tract regulations of certain indirect 
costs which may be currently ex- 
pensed and not allocated to produc- 
tion activities (e. g. , certain costs of 
equipment and facilities which are 
temporarily idle). 

Moreover, the fact that the tempo- 
rary regulations retain certain cost 
allocation methods available to man- 
ufacturers under prior law (e. g. , the 
manufacturing burden rate method, 
and the standard cost method) does 
not support the ratification of the 
practical capacity concept under sec- 
tion 263A. The cost allocation meth- 
ods retained in the regulations are 
used to apportion inventoriable costs 
among different units of production; 
in contrast, the practical capacity 
concept identifies which costs are 
subject to capitalization. Thus, the 
practical capacity concept effectively 
functions as a capitalization rule 
which allows a specified percentage 
of otherwise inventoriable costs to be 
currently expensed, with the remain- 
ing inventoriable costs to be sepa- 
rately apportioned to units of pro- 
duction under whatever separate cost 
allocation methods are used by the 
taxpayer. 

The repeal of the practical capacity 
concept applies under the effective 
data provisions of section 803(d) of 
the Act, including section 803(d)(2) 
which requires a change in method of 
accounting for inventory taxpayers 
and a corresponding section 481(a) 
adj ustment. The section 481(a) ad- 
justment is determined by assuming 
that the capitalization rules of section 
263A (including the repeal of the 
practical capacity concept) applied 
for all relevant prior years of the 
taxpayer. 

CHANGE IN METHOD OF 
ACCOUNTING AND DEFERRED 

INTERCOMPANY 
TRANSACTIONS 

Section 1. 1502-13 o f the regula- 
tions provides rules with respect to 
affiliated groups of corporations fil- 
ing consolidated Federal income tax 
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returns. Under those regulations, gain 
or loss with respect to certain 
intercompany transactions may be de- 
ferred by members of the affiliated 
group until such time as certain sub- 
sequent events occur. For example, a 
member of an affiliated group may 
sell inventory property to another 
member of the group, and the selling 
taxpayer may defer recognition of the 
gain from such sale until the prop- 
erty is sold to a person outside the 
affiliated group. Moreover, in deter- 
mining the amount of gain which is 
deferred by the selling taxpayer in 
such a situation, the rules of section 
263A shall apply in determining the 
cost of the sold property. See 
$1. 1502-13(c)(2) as amended by Trea- 
sury Decision 8131, published in the 
Federal Register on March 30, 1987. 

Under section 263A, taxpayers are 
required to change their methods of 
accounting with respect to inventory 
property, effective for taxable years 
beginning after December 31, 1986. 
The regulations clarify that taxpayers 
with outstanding balances of deferred 
intercompany gain or loss as of the 
beginning of the year of change in 
method of accounting must revalue 
the amount of the deferred intercom- 
pany gain or loss if such gain or loss 
pertains to the sale or exchange of 
inventory property. The deferred 
intercompany gain or loss must be 
revalued to an amount equal to the 
deferred gain or loss which would 
have resulted had the cost of goods 
sold for that inventory property been 
determined under the capitalization 
rules of section 263A. 

Thus, for example, assume that 
corporation A, a member of an affil- 
iated group filing a consolidated Fed- 
eral income tax return on a calendar 
year, manufactures and sells inven- 
tory property to corporation B, a 
member of the same affiliated group, 
in 1985. As of January 1, 1987, the 
inventory property is still held by 
corporation B, based on the particu- 
lar inventory identification method 
used by B for Federal income tax 
purposes, e. g. , the last-in, first-out 
method (" LIFO" ) or the first-in, 
first-out method ( FIFO ). 

The property was sold by A to B 
in 1985 for $150; the cost of goods 
sold with respect to the property 
under the law in effect at the time 
the inventory was produced (see 
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$1. 471-3) was $100, resulting in a 
gain of $50 which A deferred under 
$1. 1502-13(c). The deferred inter- 
company gain of $50 is still outstand- 
ing on A's books and records as of 
January 1, 1987. 

The regulations require A to 
revalue the amount of the deferred 
gain, assuming that the rules of sec- 
tion 263A had applied to A's produc- 
tion of the inventory in 1985 and 
thus had determined the cost of the 
property. Assume that the cost of the 
inventory under the capitalization 
rules of section 263A would have 
been $110, had the rules applied to 
A's manufacturing activities in 1985. 
Under the regulations, A is required 
to revalue the amount of the deferred 
gain to $40; moreover, since the 
revaluation of the deferred gain 
would result in the omission of $10 
of such gain, A is required to in- 
crease its section 481(a) adjustment 
by $10. 

The regulations require the revalua- 
tion of the deferred gain or loss 
resulting from sales of inventory 
property for both inventory property 
which was produced by the selling 
taxpayer, and inventory property 
which was acquired for resale by the 
selling taxpayer. The regulations pro- 
vide that, in revaluing the amount of 
the deferred gain, all of the provi- 
sions applicable to the revaluation of 
inventory property accompanying the 
taxpayer's change in method of ac- 
counting under section 263A shall 
apply, including, for example, the 
use of simplified methods and other 
procedures available to inventory tax- 
payers under the regulations. 

The regulations require the revalua- 
tion of the deferred gain or loss from 
intercompany sales in order to pre- 
vent such sales from substantially 
altering the results which would oth- 
erwise occur from the change in 
method of accounting under section 
263A. (See section 263A(h)(1) of the 
Code). Without such a revaluation of 
deferred gain or loss, an affiliated 
group making intercompany sales of 
inventory property would experience 
significantly different results under 
section 263A than inventory taxpay- 
ers not making such sales. Such 
results could be favorable, or unfa- 
vorable to the affiliated group, de- 
pending on the particular methods of 
accounting used by members of the 
group. Moreover, any such dif fer- 

ences in result would be inappropri- 
ate, in light of the fact that the 
affiliated sales are not given full, 
immediate effect for Federal income 
tax purposes and may, in certain 
situations, lack economic signifi- 
cance. Thus, based on the foregoing, 
the regulations require the revalua- 
tion of deferred gain or loss from 
inventory sales under section 263A in 

order that the transitional rules of 
section 263A may be applied in an 
equitable and uniform manner. 

The requirement to revalue the 
amount of deferred intercompany 
gain or loss applies only for purposes 
of determining the section 481(a) ad- 
justment that results from the appli- 
cation of the rules of section 263A. 
The Service, however, is considering 
the issue of whether to require a 
similar restatement of deferred 
intercompany gain or loss in other 
situations where a change in method 
of accounting generates a section 
481(a) adjustment within a consoli- 
dated group. 

AVAILABILITY OF CERTAIN 
INVENTORY METHODS FOR 
PROPERTY PRODUCED IN 

FARMING BUSINESSES 

Under the existing regulations, the 
costs required to be allocated to any 
plant or animal produced in the trade 
or business of farming may be deter- 
mined using reasonable inventory 
methods such as the farm-price 
method or the unit-livestock-price 
method. See $/1. 263A-IT(c)(5)(i) and 
1. 471-6. The regulations clarify that, 
for purposes of section 263A, taxpay- 
ers may use the farm-price method or 
the unit-livestock-price method to de- 
termine the costs allocated to any 
plant or animal produced in the trade 
or business of farming, regardless of 
whether such plant or animal is held 
as inventory by the taxpayer. Thus, 
for example, taxpayers may use the 
unit-livestock-price method to ac- 
count for the costs of raising live- 
stock which will be used in the trade 
or business of farming (e. g. , a breed- 
ing animal or a dairy cow), although 
the animal in question will not be 
held or treated as inventory property 
by the taxpayer. In addition, the 
regulations contain a clarifying exam- 

ple with respect to the definition of 
farming under section 263A. 

CAPITALIZATION OF TAXES 

Section 1. 263A-1T(b)(2)(iii)(I) 
the existing regulations generally «- 
quires the capitalization of taxes oth- 
erwise allowable as a deduction under 
section 164 (other than income taxes) 
that relate to labor, matenals, sup- 

plies, equipment, land or facilities. 
The regulations modify the reference 
to section 164 in acknowledgement of 
the fact that taxes relating to labor, 
materials, supplies, equipment, land 
or facilities may be deducted under 
sections of the Code other than sec- 
tion 164 (e. g. , section 162). Thus, 
under section 263A, taxes relating to 
the previously enumerated factors are 
required to be capitalized irrespective 
of the particular Code section which 
would otherwise allow the deduction 
of such taxes. 

USE OF SIMPLIFIED METHODS 

Under the existing regulations, tax- 
payers producing certain types of 
property may elect the use of the 
simplified production method and the 
simplified service cost method to ac- 
count for the costs required to be 
capitalized under section 263A. Simi- 
larly, taxpayers acquiring property 
for resale may elect the use of the 
simplified resale method to account 
for their section 263A costs. It is 
intended that inventory taxpayers 
electing the use of a particular sim- 

plified method shall use such method 
for purposes of both (i) restating 
their beginning inventory balances 
under the change in method of ac- 
counting required by section 263A, 
and (ii) accounting for their inven- 
tory costs under section 263A on an 
ongoing, prospective basis. Taxpayers 
may not, for example, use a simpli- 
fied method to restate their beginning 
inventory balances, and another 
method to account for their section 
263A costs incurred after the effec- 
tive date of section 263A unless such 
taxpayers obtain the consent of the 
Commissioner to change their meth- 
ods of accounting. Although the In- 
ternal Revenue Service believes that 
the regulations already required the 
use of the simplified methods in the 
foregoing manner, the regulations 
have been amended in order to make 
this requirement more clear. 
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ACCELERATION OF SECTION 
481(a) ADJUSTMENT 

Section 1. 263A-1T(e)(3)(iii) of the 
existing regulations provides that, in 
certain circumstances, a taxpayer is 
required to take its section 481(a) 
adjustment into account over the 
number of tax years (not to exceed 4) 
that the taxpayer has used its present 
method of accounting. The regula- 
tions clarify that, for purposes of 
this particular provision only, the 
section 481(a) adjustment is to be 
taken into account ratably over the 
number of tax years (not to exceed 4) 
that the taxpayer has engaged in the 
particular trade or business to which 
the adjustment applies. Thus, the 
period over which the section 481(a) 
adjustment is to be taken into ac- 
count is not limited to the number of 
years that the taxpayer has used a 
particular method of accounting in 
such trade or business. For example, 
a taxpayer engaged in the business of 
producing property for 5 years prior 
to its taxable year beginning after 
December 31, 1986 shall, if otherwise 
allowed under the regulations, take 
into account the section 481(a) ad- 
justment over a period of 4 years, 
although such taxpayer changed its 
method of accounting for the prop- 
erty produced in the particular trade 
or business within the four year 
period preceding the year of change 
under section 263A. 

ON-SITE STORAGE 

Under the present regulations, 
costs associated with an "on-site 
storage facility" are not required to 
be capitalized with respect to inven- 
tory property. The present regula- 
tions provide that an on-site storage 
facility is a facility which is physi- 
cally attached to, and an integral 
part of, a retail sales facility where 
the taxpayer sells merchandise stored 
at the facility to retail customers 
physically present at the facility. The 
present regulations provide that a 
storage or warehousing area operated 
by a person making sales of goods 
"wholesale" to persons physically 
present at the facility who in turn 
resell the goods to others, is not an 
on-site storage facility because such 
sales are not made to retail custom- 
ers. The regulations clarify that, for 
purposes of this provision, the term 
"retail sales" means sales to a "retail 
customer", i. e. , the final purchaser 

or consumer of the merchandise sold. 
Thus, the term "retail sales" does 
not mean sales of goods to an inter- 
mediary who resells the goods to 
others, including a contractor or 
manufacturer who incorporates the 
goods into another product which is 
then sold to customers. 

DISTRIBUTION COSTS 

The present regulations provide 
that "distribution costs" are not sub- 
ject to capitalization under section 
263A. Distribution costs are defined 
as "the costs of delivering goods 
directly to the customer, e. g. , costs 
incurred in delivering an item from a 
storage facility to a customer' s 

home. " Section 1. 263A-IT(d)(3) 
(ii)(C)(3). It is intended that distribu- 
tion costs include costs incurred in 
delivering goods directly to an unre- 
lated customer's facility although that 
customer resells such goods to other 
persons. The regulations clarify the 
definition of distribution costs in this 
regard. Distribution costs do not, 
however, include internal transporta- 
tion or delivery costs, such as costs 
incurred by a taxpayer in moving 
inventory from the taxpayer's ware- 
house to its retail store. 

CHANGE IN METHOD OF 
ACCOUNTING 

The present regulations generally 
require that taxpayers change their 
method of accounting in order to 
conform to the capitalization require- 
ments of section 263A. Section 
1. 263A-IT(e)(11) of the regulations 
provides that such change in method 
of accounting shall be automatic if 
such change in method of accounting 
is required under that section, i. e. , if 
such change is necessary in order for 
the taxpayer to properly capitalize 
and allocate costs with respect to 
production and resale activities in the 
manner prescribed in the regulations. 
The regulations clarify that an auto- 
matic change in method of account- 
ing under section 263A includes: 

(i) a change in method of ac- 
counting whereunder a taxpayer 
properly expenses certain costs un- 
der section 263A which were previ- 
ously capitalized by the taxpayer 
under the taxpayer's prior method 
of accounting; and 

(ii) a change in method of ac- 
counting whereunder a taxpayer 
properly capitalizes certain costs 
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under section 263A which were 
previously expensed by the tax- 
payer under the taxpayer's prior 
method of accounting, 

regardless of whether such prior 
methods of accounting were correct 
or erroneous methods under the law 
in effect at that time. 

The regulations also provide guid- 
ance regarding the interaction of the 
change in method of accounting un- 
der section 263A with respect to 
inventory property, and any other 
changes in method of accounting 
which the taxpayer may make for its 
first taxable year beginning after De- 
cember 31, 1986. The regulations 
provide that the taxpayer is deemed 
to make any change in method of 
accounting required under section 
263A (and the accompanying section 
481(a) adjustment) before making 
any other changes in methods of 
accounting for the same taxable year. 

Thus, for example, assume a calen- 
dar year taxpayer that produces in- 
ventory property is required to 
change its method of accounting un- 
der section 263A for its taxable year 
beginning January 1, 1987. That tax- 
payer also desires to change from the 
LIFO to the FIFO method for the 
same taxable year, and complies with 
all necessary procedures to eftectuate 
such change, including obtaining the 
consent of the Commissioner to such 
change in method of accounting (if 
required under such procedures). The 
change in method of accounting re- 
quired by section 263A shall be 
deemed to occur first, and such 
change in method of accounting (in- 
cluding the calculation of the section 
481(a) adjustment) shall be based on 
the taxpayer's inventory records exist- 
ing as of January I, 1987, under the 
LIFO method used by the taxpayer. 
After the change in method of ac- 
counting under section 263A is 
deemed to be made and the amount 
of the resulting section 481(a) adjust- 
ment is determined, the change in 
method of accounting from LIFO to 
FIFO is then deemed to occur. 

TANGIBLE PERSONAL 
PROPERTY 

The existing regulations provide 
that section 263A applies to the pro- 
duction of tangible personal prop- 
erty, including the production of 
property such as films, sound record- 
ings, video tapes, books and other 
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similar property. In the case of a 
book, the costs of production include 
the costs incurred in developing, re- 
searching, and writing the book (in- 
cluding costs incurred by authors 
engaged in these activities) as well as 
the costs incurred in connection with 
the book's publication. The regula- 
tions have been amended in order to 
make this requirement more clear. 

SPECIAL ANALYSES 

The Commissioner of Internal Rev- 
enue has determined that this tempo- 
rary rule is not a major rule as 
defined in Executive Order 12291. 
Accordingly, a Regulatory Impact 
Analysis is not required. A general 
notice of proposed rulemaking is not 
required for temporary regulations. 
Accordingly, the temporary regula- 
tions are not subject to the Regula- 
tory Flexibility Act (5 U. S. C. chapter 
6). 

Amendments to the regulations 
For the reasons set forth in the 

preamble, Subchapter A, Part 1, 
Chapter 1 of the Code of Federal 
Regulations are amended as set forth 
below: 

Income Tax Regulations 
(26 CFR Part 1) 

Paragraph 1. The authority for 
Part 1 continues to read as follows: 

Authority: 26 U. S. C. 7805. 
Section 1. 263A-1T also issued under 
26 U. S. C. 263A. 

Par. 2. Section 1. 263A-1T is 
amended as follows: 

1. Paragraph (a)(5)(iii)(A) is re- 
vised; 

2. Paragraph (b) is amended by 
revising paragraphs (b)(2)(iii)(I) and 
(b)(2)(vii), and by adding paragraphs 
(b)(5)(vii) and (b)(6)(vi); 

3. Paragraph (c) is amended by 
revising paragraph (c)(4)(i)(C) and by 
adding paragraph (c)(5)(iii). 

4. Paragraph (d) is amended by 
revising paragraphs (d)(3)(ii)(A)(I), 
(d)(3)(ii)(C)(3) and (4), and (d)(5); 

5. Paragraph (e) is amended by 
revising paragraphs (e)(1), (e)(3)(iii), 
(e)(7)(iii), (e)(7)(iv), by adding new 
examples (4) and (5) to paragraph 
(e)(9)(ii), and by revising paragraph 
(e)(11)(iii) and (v). 

The revised and added provisions 
read as follows: 
$1. 263A-IT Capitalization and inclu- 

sion in inventory costs of certain 
expenses. 
(a) Introduction and effective date. 

(5) Definitions and special rules. 

(iii) Tangible personal property— 
(A) General rule. For purposes of 
this section, the term "tangible per- 
sonal property" includes films, sound 
recordings, video tapes, books and 
other similar property containing 
words, ideas, concepts, images or 
sounds. A sound recording is a work 
that results from the fixation of a 
series of musical, spoken, or other 
sounds, regardless of the nature of 
the material objects, such as discs, 
tapes or other phonorecordings, in 
which such sounds are embodied. 
This section applies to the production 
of tangible personal property within 
the meaning of this paragraph 
(a)(5)(iii) without regard to whether 
such property is treated as tangible 
or intangible under other sections of 
the Code. Thus, the requirements of 
this section apply to the costs of the 
properties enumerated in this para- 
graph (a)(5)(iii) although such costs 
may consist of copyrights, licenses, 
manuscripts, and other items which 
may be treated as intangible for 
other purposes of the Code. For 
example, the costs of producing or 
developing a book (including teaching 
aids and other similar property) re- 
quired to be capitalized under this 
section include costs incurred by au- 
thors in researching, preparing, and 
writing literary works. In addition, 
such costs include prepublication ex- 
penditures incurred by publishers of 
books and other similar property, 
including payments made to authors 
of literary works, as well as costs 
incurred by such publishers in the 
writing, editing, compiling, illustrat- 
ing, designing and development of 
books or similar property. Such costs 
are required to be capitalized under 
this section without regard to 
whether such costs are determined to 
relate to the production of a manu- 
script or copyright of a book, as 
opposed to physical costs (e. g. , paper 
and ink) of printing and binding a 
book. See $1. 174-2(a)(1), which pro- 
vides that the term "research or 
experimental expenditures" does not 
include expenditures incurred for re- 
search in connection with literary, 
historical, or similar projects. 

(b) Capitalization of costs. 
(2) Types of costs. *** 
(iii) Examples of indirect costs 

(I) Taxes otherwise allowable as a 
deduction (other than State, local, 
and foreign income taxes) that relate 
to labor, materials, supplies, equip- 
ment, land or facilities, (oth« than 
taxes described in section 164 that 
are paid or accrued by a taxpayer in 
connection with the acquisition of 
property described in paragraph 
(b)(2)(iii)(J) of this section, and 
which are treated as part of the cost 
of such acquired property); 

(vii) Practical capacity. Notwith- 
standing any provision to the con- 
trary, the use, directly or indirectly, 
of the "practical capacity concept" is 
not permitted under this section. For 
purposes of this section, the practical 
capacity concept is defined as any 
concept, method, procedure, or for- 
mula (such as the practical capacity 
concept described in $1. 471-11(d)(4)) 
whereunder fixed costs are not capi- 
talized because of the relationship 
between the actual production at the 
taxpayer's production facility and the 
"practical capacity" of such facility. 
For purposes of this section, the 
practical capacity of a facility shall 
include either the practical capacity 
or theoretical capacity of the facility, 
as defined in (1. 471-11(d)(4), or any 
other similar determination of pro- 
ductive or operating capacity. Under 
this section, the practical capacity 
concept may not be used with respect 
to any activity to which this section 
applies, i. e. , production or resale 
activities. For purposes of this sec- 

tion, a taxpayer shall not be consid- 
ered as utilizing the practical capacity 
concept solely because the taxpayer 
properly does not capitalize costs 
described in paragraph (b)(2)(v) of 
this section, relating to certain costs 
attributable to temporarily idle equip- 
ment. 

(5) Simplified method of account- 
ing for production costs. *** 

(vii) Section 48I(a) adjustment. 
Taxpayers using the simplified pro- 
duction method must use such 
method for purposes of both allocat- 
ing costs incurred after the effective 
date of this section and for revaluing 
their inventories under the change in 
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ethod of accounting required under 
this section. See paragraph (e) of this 
section for rules relating to the meth- 
ods permitted for inventory revalua- 
tions and the calculation of the ad- 
justment under section 481(a). 

(6) Simplified procedure for allo- 
cating mixed service costs. *** 

(vi) Section 481(aj adjustment. 
Taxpayers using the simplified service 
cost method must use such method 
for purposes of both allocating costs 
incurred after the effective date of 
this section and for revaluing their 
inventories under the change in 
method of accounting required under 
this section. See paragraph (e) of this 
section for rules relating to the meth- 
ods permitted for inventory revalua- 
tions and the calculation of the ad- 
justment under section 481(a). 

(c) Special rules for property pro- 
duced in a farming business. *** 

(4) Definitions — (i) Farming busi- 
ness. *** 

(C) (I) For purposes of this sec- 
tion, the term "farming business" 
does not include the processing of 
commodities or products beyond 
those activities which are normally 
incident to the growing, raising or 
harvesting of such products. 

(2) Thus, for example, assume the 
taxpayer, a C corporation, is in the 
business of growing and harvesting 
wheat and other grains. The taxpayer 
processes grains that it has harvested 
in order to produce breads, cereals, 
and other similar food products, 
which it then sells to customers in the 
course of its business. Although the 
taxpayer is in the farming business 
with respect to the growing and har- 
vesting of grain, the taxpayer is not 
in the farming business with respect 
to the processing of such grains to 
produce food products that it sells to 
customers. 

(3) Similarly, assume the taxpayer 
is in the business of raising poultry 
or other livestock. The taxpayer then 
uses such livestock in a meat process- 
ing operation in which the livestock 
are slaughtered, processed, and pack- 
ages or canned in preparation for 
their sale to customers. Although the 
taxpayer is in the farming business 
with respect to the raising of live- 

stock, the taxpayer is not in the 
farming business with respect to the 
meat processing operation. 

(4) However, under this section the 
term "farming business" does in- 
clude processing activities which are 
normally incident to the growing, 
raising or harvesting of agricultural 
products. For example, assume a 
taxpayer is in the business of growing 
fruits and vegetables. When the fruits 
and vegetables are ready to be har- 
vested, the taxpayer picks, washes, 
inspects, and packages the fruits and 
vegetables for sale. Such activities are 
normally incident to the raising of 
these crops by farmers. The taxpayer 
will be considered to be in the busi- 
ness of farming with respect to the 
growing of fruits and vegetables, and 
the processing activities incident to 
their harvest. 

(5) Inventory methods — *** 
(iii) Availability to property used 

in trade or business. The farm-price 
method or the unit-livestock-price 
method may be used by any taxpayer 
to allocate costs to any plant or 
animal under this section, regardless 
of whether the plant or animal is 
held or treated as inventory property 
by the taxpayer. Thus, for example, 
a taxpayer may use the unit-livestock- 
price method to account for the costs 
of raising livestock which will be 
used in the trade or business of 
farming (e. g. , a breeding animal or a 
dairy cow) although the property in 
question is not inventory property. 

(d) Definitions and special rules 
relating to property acquired for re- 
sale. *** 

(3) Simplified method of account- 
ing for resale costs. *** 

(ii) Costs required to be capital- 

(A) Off-site storage or warehous- 
ing — (1) Definition. (i) Costs attribut- 
able to the operation of off-site stor- 
age or warehousing facilities ("off- 
site storage facilities" ) under this 
section are required to be capitalized 
with respect to inventory. 

(i() For purposes of this section, 
an off-site storage facility is defined 
as any storage or warehousing facility 
that is not an on-site storage facility. 
An on-site storage facility is a facility 
which is physically attached to, and 
an integral part of, a retail sales 
facility where the taxpayer sells mer- 
chandise stored at the facility to 
retail customers physically present at 
the facility ("on-site sales" ). 
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(iit') For purposes of this section, a 
retail customer is defined as the final 
consumer of the merchandise in ques- 
tion. A retail customer does not 
include a person who resells the 
merchandise to others, such as a 
contractor or manufacturer who in- 
corporates the merchandise into an- 
other product for sale to customers. 
A facility where sales are made to 
both retail customers physically 
present at the facility and to persons 
acquiring merchandise for resale to 
others (regardless of whether such 
persons are physically present at the 
facility) is a dual function facility 
which shall be accounted for under 
the provisions of paragraph 
(d)(3)(ii)(A)(2) of this section. 

(iv) Thus, for example, a catalog 
or mail order center which stores 
merchandise for shipment to custom- 
ers who purchase such merchandise 
through orders placed over the tele- 
phone, or orders delivered in the 
mail, is not an on-site storage facil- 
ity, and thus is treated as an off-site 
storage facility. 

(v) Similarly, a "pooled stock fa- 
cility" which functions as a "back- 
up" regional storage facility for par- 
ticular retail sales outlets in the 
nearby area is not an on-site storage 
facility, and is thus treated as an 
off-site storage facility. 

(vi) Moreover, a storage or ware- 
housing area operated by a person 
making sales of goods "wholesale" 
to persons physically present at the 
facility who in turn resell the goods 
to others, is not an on-site storage 
facility because such facility is not an 
integral part of a retail sales facility. 

(C) Handling, processing, assem- 
bly, and repackaging. *** 

(3) Exception for distribution 
costs. For the purpose of this para- 
graph (d)(3), handling costs shall not 
include distribution costs. Distribu- 
tion costs are defined as the costs of 
delivering goods directly to an unre- 
lated customer, e. g. , costs incurred in 
delivering an item from a storage 
facility to a customer's home or a 
customer's sales facility where the 
item will be resold. Except as pro- 
vided in paragraph (d)(3)(ii)(C)(4) of 
this section, distribution costs do not 
include costs of transporting an item 
from a storage facility to a store or 
outlet of the taxpayer where the sale 
of the item occurs. 
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(4) Custom delivery of ordered 
items. Costs incurred in delivering 
goods from a storage facility to a 
store of the taxpayer where the sale 
of the goods occurs are presumed to 
be handling costs allocable to the 
property and not distribution costs 
incurred for delivery of goods di- 
rectly to the customer. This presump- 
tion can be overcome only if the 
taxpayer can demonstrate that a de- 
livery to the taxpayer's store or other 
selling location is made to fill an 
identifiable order of a particular cus- 
tomer (placed by such customer be- 
fore the delivery of the goods occurs) 
for the particular goods in question. 
Factors that may demonstrate the 
existence of a specific, identifiable 
delivery include the following: 

(1) The customer has paid for the 
item in advance of delivery; 

(ir) The customer has submitted a 
written order for the item; 

(iit) The item is not normally avail- 
able at the retail store for on-site 
customer purchases; or 

(iv) The item will be returned to 
the storage facility (and not held for 
sale at the store or selling location) if 
the customer cancels an order. 

(5) Section 48I(a) adj ustment. Tax- 
payers using the simplified resale 
method must use such method for 
purposes of both allocating costs in- 
curred after the effective date of this 
section and for revaluing their inven- 
tories under the change in method of 
accounting required under this sec- 
tion. See paragraph (e) of this section 
for rules relating to the methods 
permitted for inventory revaluations 
and the calculation of the adjustment 
under section 481(a). 

(e) Inventories — (1) In general. (i) 
Under this section, taxpayers are re- 
quired to change their method of 
accounting with respect to inventory 
property, effective for taxable years 
beginning after December 31, 1986. 
The required change in method of 
accounting applies to inventory pro- 
duced by the taxpayer, as well as to 
inventory acquired by the taxpayer 
for resale. The change in method of 
accounting is to be made by revalu- 
ing the items or costs included in 
beginning inventory in the year of 
change as if the new capitalization 
rules of section 263A and this section 

had been in effect during all prior 
periods. In revaluing inventory costs 
under this procedure, all of the capi- 
talization provisions of this section, 
(e. g. , the requirement to capitalize 
the entire amount of the tax depreci- 
ation and cost recovery allowances 
with respect to equipment and facili- 
ties and the repeal of the practical 
capacity concept), shall apply to all 
inventory costs accumulated in prior 
periods. The necessity to revalue be- 
ginning inventory as if the new capi- 
talization rules had been in effect for 
all prior periods includes, for exam- 
ple, the revaluation of costs or layers 
incurred in taxable years preceding 
the transition period to the full ab- 
sorption method of inventory costing 
as described in $1. 471-11(e), regard- 
less of whether a taxpayer employed 
a "cut-off" method under those reg- 
ulations. The difference between the 
inventory as originally valued and the 
inventory as revalued by applying the 
new capitalization rules is equal to 
the amount of the adjustment re- 
quired under section 481(a). For ex- 
ample, with respect to inventories of 
films, sound recordings, video tapes, 
books, and other similar property, 
the taxpayer shall revalue the costs of 
such items under the principles of 
this paragraph (e)(1). 

(ii) Pursuant to the change in 
method of accounting required under 
this section, taxpayers are required to 
revalue the amount of deferred gain 
or loss resulting from the sale or 
exchange of inventory property in a 
deferred intercompany transaction, to 
an amount equal to the deferred gain 
or loss that would have resulted had 
the cost of goods sold for that 
inventory property been determined 
under the capitalization rules of this 
section. The requirement of the pre- 
ceding sentence shall apply with re- 
spect to both property produced by 
the taxpayer, or property acquired by 
the taxpayer for resale. In addition, 
the requirements of this paragraph 
shall apply only to the deferred gain 
or loss of the taxpayer as of the 
beginning of the year of change in 
method of accounting required under 
this section. (See I) 1. 1502-13(c)(2), 
which separately requires that the 
capitalization rules of this section 
shall apply in determining the cost of 
goods sold for deferred intercompany 
transactions occurring after the effec- 
tive date of section 263A). Corre- 

sponding changes to the adjustment 
required under section 481(a) shall be 
made with respect to any adjustment 
of the deferred gain or loss requt«d 
under this paragraph. Moreover, the 
requirements of this paragraph shall 

apply regardless of whether the tax- 
payer has any items in beginning 
inventory as of the year of change in 

method of accounting. The terms 
"deferred gain or loss" and "de- 
ferred intercompany transaction" as 
used herein are defined in 
$1. 1502-13. 

(iii) The provisions of paragraph 
(e)(1)(ii) of this section are illustrated 

by the following example. 
(A) Example. Assume that corporation A, a 

member of an affiliated group of corporations 
filing a consolidated Federal income tax return 
on a calendar year, manufactures and sells 

inventory property to corporation B, a mem- 

ber of the same affiliated group, in 1985. The 
gain from the sale of the inventory property is 
deferred by A under 111. 1502-13(c) of the 
regulations. As of the beginning of the year of 
change in method of accounting (January I, 
1987), the inventory property is still held by 
corporation B based on the particular inven- 
tory method of accounting used by B for 
federal income tax purposes (e. g. , LIFO or 
FIFO). The property was sold by A to B in 
1985 for $150; the cost of goods sold with 
respect to the property under the law in effect 
at the time the inventory was produced (see 
t)1. 471-3) was $100, resulting in a gain of $50 
which A deferred under ail. 1502 — 13(c). The 
deferred intercompany gain as of January I, 
1987, with respect to the transaction, is $50. 

(B) Under this section. A is required to 
revalue the amount of deferred intercompany 
gain resulting from the sale of the inventory 
property to an amount equal to the deferred 
gain which would have resulted had the cost of 
goods sold for that inventory property been 
determined under the capitalization rules of 
this section. Assume that the cost of the 
inventory under the capitalization rules of this 
section would have been $110, had the capital- 
ization rules applies to A's manufacture of the 
property in 1985. Thus, A is required to 
revalue the amount of deferred gain to $40 
(i, e. , $150 less $110), necessitating a negative 
adjustment to the deferred gain of $10. More- 
over, A is required to increase its section 
481(a) adjustment by $10 in order to prevent 
the omission of such amount by virtue of the 
decrease in the deferred intercompany gain. 

(iv) In determining the amount of 
intercompany gain which would have 
resulted had the cost of goods sold 
for that inventory property been de- 
termined under the capitalization 
rules of this section, a taxpayer may 
use the other methods and proce- 
dures otherwise properly available to 
that particular taxpayer in revaluing 
inventory under this section, includ- 
ing, if appropriate, the various sim 
plified methods provided in this sec- 
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1 ton and the various procedures 
described in paragraph (e) of this 
section. 

(3) Timing of section 481(a) adjust- 
ment. '** 

(iii) If paragraph (e)(3)(ii) of thts 
section does not apply, the section 
481(a) adjustment is to be taken into 
account ratably over the number of 
tax years (not to exceed 4) that the 
taxpayer has engaged in the particu- 
lar trade or business or producing 
property or acquiring property for 
resale to which the adjustment ap- 
plies. 

(7) Adjustments to inventory costs 
from prior years. *** 

(iii) Exceptions from general rule. 
Costs which are described in this 
paragraph (e)(7)(iii) shall be eligible 
for the restatement adjustment proce- 
dure under paragraph (e)(9) of this 
section even though such costs do 
not otherwise meet the requirements 
for such eligibility under the provi- 
sions of paragraph (e)(7)(i) of this 
section. Except as provided in this 
paragraph (e)(7)(iii), no other costs 
shall be eligible for the restatement 
procedure unless those costs satisfy 
the requirements of paragraph 
(e)(7)(i) of this section. Costs de- 
scribed in this paragraph which are 
eligible for the restatement adjust- 
ment procedure are: 

(A) Costs attributable to different 
depreciation and cost recovery ("de- 
preciation") methods used for Fed- 
eral income tax purposes, except that 
no adjustment shall be made for 
"applicable pre-cutoff years" as de- 
fined in paragraph (e)(8) of this 
section; and 

(B) Differences in the percentage 
of fixed indirect production costs 
which were expensed due to unutil- 
ized capacity by taxpayers in prior 
years using the practical capacity 
concept, as described in $1. 471-11 
(d)(4), subject to the consecutive year 
requirement as described in para- 
graph (e)(7)(iv) of this section. More- 
over, any taxpayer adjusting the 
revaluation factor with respect to 
practical capacity shall make such 
adjustment after the revaluation fac- 
tor is adjusted for all other eligible 

costs as permitted under this section. 
[n addition, if such other eligible 

costs are fixed indirect production 

costs, the adjustments attributable to 
such eligible costs shall be taken into 
account in determining the amount 
of fixed indirect production costs 
which are utilized in adjusting the 
revaluation factor with respect to the 
practical capacity concept. 

(iv) Consecutive year requirement. 
Any taxpayer adjusting the revalua- 
tion factor to reflect differences in 
the percentages of fixed indirect pro- 
duction costs which were expensed 
under the practical capacity concept, 
shall only make such adjustments for 
consecutive years. Thus, for example, 
assume a taxpayer's beginning inven- 
tory balance as of the year of change 
in method of accounting consists of 
costs accumulated in years 1983, 
1982, 1980 and 1978. The taxpayer 
may not apply the restatement ad- 
justment procedure with respect to 
the practical capacity concept for the 
years 1983 and 1980, unless such 
procedure is similarly applied for 
1982. However, the taxpayer may 
apply the restatement adjustment 
procedure only to the year 1983 (or 
for the years 1983 and 1982), with no 
restatement adjustment with respect 
to the practical capacity concept oc- 
curring for earlier years. 

(9) Restatement adjustment proced- 
ure. *** 

(ii) Examples of restatement ad- 
j ustment procedure. *** 

Example (4j. Assume that taxpayer A is 
eligible to make a restatement adjustment by 
virtue of differences in the percentage of fixed 
indirect production costs which were expensed 
under the practical capacity concept. Assume 
that during the revaluation period, A's produc- 
tion facilities functioned, on a weighted aver- 
age basis, at 60 percent of practical capacity. 
Assume the revaluation factor before adjust- 
ment of data to reflect the differences in 
operating capacity is the same factor as in 
example (1), i. e. , a percentage restatement 
change for 1984 of . 29. A determines that 
during the taxable year 1983, A's facilities 
operated at 70 percent of capactiy. Under the 
restatement procedure, A determines, using 
reasonable assumptions and estimates, the total 
amount of inventoriable costs under A's prior 
method of accounting which would have been 
incurred in 1984, had the facilities been oper- 
ating at 70 percent of capacity for that year. 
Using this information, A determines that the 
total inventoriable costs under A's prior 
method of accounting for 1984 would have 
been $38, 000. (This difference is attributable 
to the fact that A's facilities functioned at a 
higher rate of capacity in 1983 than in 1984). 
The total inventoriable costs under this section 
continue to be $45, 150. The restatement ad- 
justment determined under this paragraph 
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would then be equal to . 19. A would make 
similar calculations with respect to 1985 and 
1986. The weighted average of such amounts 
for each of the three years in the revaluation 
period would then be determined as in the 
example in paragraph (e)(6)(iv)(c) of this sec- 
tion. Such weighted average would be used to 
revalue the cost layer for 1983. With respect to 
cost layers incurred during the revaluation 
years, no adjustment of the revaluation factor 
would occur. As provided in paragaph 
(e)(7)(iv) of this section, any taxpayer using 
the restatement adjustment procedure with 
respect to the practical capacity concept must 
do so for consecutive years. 

Example (Sj. Assume the same facts as in 
example (4), except that during the taxable 
year 1983, B's facilities functioned at 50 
percent of capacity. Using this information, B 
determines that the total inventoriable costs 
under B's prior method of accounting for 1984 
would have been $32, 000 had the facilities 
been operating at 50 percent of capacity for 
that year. The total inventoriable costs under 
this section continue to be $45, 150. The re- 
statement adjustment determined under this 
paragraph would then be equal to . 41. A 
would make similar calculations with respect 
to 1985 and 1986. The weighted average of 
such amounts for each of the three years in 
the revaluation period would then be deter- 
mined as in the example in paragraph 
(e)(6)(iv)(C) of this section. Such weighted 
average would be used to revalue the cost layer 
for 1983. With respect to cost layers incurred 
during the revaluation years, no adjustment of 
the revaluation factor would occur. 

(11) Change in methods of ac- 
counting. *** 

(iii) Definition of changes in meth- 
od required. For purposes of this 
paragraph (e)(11), a change in 
method of accounting is required 
under this paragraph (e)(11) if such 
change is necessary in order for the 
taxpayer to properly capitalize and 
allocate costs with respect to produc- 
tion and resale activities in the man- 
ner prescribed in this section, A 
change in method of accounting may 
be described in the preceding sen- 
tence irrespective of whether the tax- 
payer's previous method of account- 
ing resulted in the capitalization of 
more (or fewer) costs than the costs 
required to be capitalized under this 
section, and irrespective of whether 
the taxpayer's previous method of 
accounting was a correct method un- 
der the law in effect at that time. A 
change in method of accounting is 
not required under this paragraph 
(e)(11) if such change relates to fac- 
tors other than those described 
herein. For example, a required 
change in method of accounting does 
not include a change from an inven- 
tory valuation method to another 
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inventory valuation method, such 
as— 

(A) A change from LIFO (or 
FIFO) to FIFO (or LIFO); or 

(B) A change in accounting 
method for an inventory of securities 
from market value to cost. 
In addition, a required change in 

method of accounting does not in- 

clude a change within inventory valu- 
ation methods, such as a change 
from the "double-extension" method 
to the "link-chain method", or a 
change in the method used for deter- 
mining the number of pools. 

(v) Ordering rule for other changes 
in method of accounting. A change 
in method of accounting required 
under this section for any taxable 
year shall be deemed to occur prior 
to any other change in method of 
accounting for such taxable year. 
Thus, for example, assume a calen- 
dar year taxpayer who produces in- 
ventory property is required to 
change its method of accounting un- 
der this section for its taxable year 
beginning January 1, 1987. The tax- 
payer also desires to change from the 
LIFO to the FIFO method for the 
same taxable year, and complies with 
all necessary procedures to effectuate 
such change, including obtaining the 
consent of the Commissioner to such 
change in method of accounting, if 
required under such procedures. The 
change in method of accounting re- 
quired by section 263A shall be 
deemed to occur first, and such 
change in method of accounting (in- 
cluding the calculation of the section 
481(a) adjustment) shall be based on 
the taxpayer's inventory records 
exisiting as of January 1, 1987, under 
the LIFO method used by the tax- 
payer. After the change in method of 
accounting under section 263A is 
deemed to be made, and the amount 
of the resulting section 481(a) adjust- 
ment is determined, the change in 
method of accounting from LIFO to 
FIFO is then deemed to occur. 

There is need for immediate guid- 
ance with respect to the provisions 
contained in this Treasury decision. 
For this reason, it is found impracti- 
cal to issue this Treasury decision 
with notice and public procedure un- 
der subsection (b) of section 553 of 
Title 5 of the United States Code or 

subject to the effective date limita- 
tion of subsection (d) of that section. 

Lawrence B. Gibbs, 
Commissioner of 

Internal Revenue 
Approved July 30, 1987. 

J. Roger Mentz, 
Assistant Secretary of 

the Treasury. 
(Filed by the Office of the Federal Register on 

August 4, 1987, at 3:29 p. m. , and published 
in the issue of the Federal Register on 
August 7, 1987, 52 F. R. 29375) 

26 CFR 1. 263A-IT: Capitalization and inclu- 
sion in inventory costs of certain expenses. 

For tax years beginning after December 31, 
1986, the taxpayer must include cash bonsuses 
paid to production and production supervisory 
employees, which represent direct or indirect 
labor costs, in its computation of its inventori- 
able costs pursuant to section 1. 263A-IT of the 
Temporary Income Tax Regulations. See Rev. 
Rul. 87-84, page 137. 

Section 265. — Expenses and 
Interest Relating to Tax-Exempt 
Income 

26 CFR 1. 265-1s Expenses relating to tax- 
exempt income. 
(Also Sections 67, 86, 212; 1. 212-1. ) 

Allocation of income and deduc- 
tions; exempt and nonexempt in- 
come; nonbusiness expenses. The 
amount of the deduction otherwise 
allowable for legal fees is decreased 
to the extent that those fees are 
allocable to the portion of social 
security disability benefits not includ- 
ible in the taxpayer's gross income. 

Rev. Rul. 87-102 

ISSUE 

To what extent are legal fees that a 
taxpayer incurred to collect social 
security disability benefits fully de- 
ductible under section 212 of the 
Internal Revenue Code if a portion 
of those benefits when received is not 
includible in the taxpayer's gross in- 
come? 

FACTS 

A is an unmarried taxpayer who 
uses the cash receipts and disburse- 
ments method of accounting and files 
federal income tax returns on a cal- 

endar year basis. A earned incom~ o 
$31, 000 in 1987. In addition, A 
ceived social security disability bene 
fits in 1987 totaling $7, 000. In accor- 
dance with section 86 of the Code, A 
included $3, 500 of those disability 
benefits in A's gross income for 
1987. 

In order to establish A's claim for, 
and to thus collect, the disability 
benefits, A engaged the services of 
an attorney and paid legal fees of 
$1, 500 in 1987. 

LAW AND ANALYSIS 

Section 86 of the Code generally 
provides for the inclusion of social 
security benefits in a taxpayer's gross 
income in an amount equal to the 
lesser of (1) one-half of the social 
security benefits received during the 
taxable year, or (2) one-half of the 
excess of the taxpayer's modified 
adjusted gross income plus one-half 
of the social security benefits received 
during the taxable year over $25, 000 
(or $32, 000 in the case of a joint 
return). Social security benefits are 
defined in section 86(d) to include 
any amount received by the taxpayer 
by reason of entitlement to a 
monthly benefit under title II of the 
Social Security Act (which includes 
disability benefit payments under 42 
U. S. C. section 423). 

Section 212(1) of the Code pro- 
vides generally that, in the case of an 
individual, there will be allowed as a 
deduction all the ordinary and neces- 
sary expenses paid or incurred during 
the taxable year for the production 
or collection of income. 

Section 1. 212-1(a)(1) of the Income 
Tax Regulations provides, in part, 
that an expense may be deducted 
under section 212 of the Code only if 
it has been paid or incurred by the 
taxpayer during the taxable year for 
the production or collection of in- 
come that, if and when realized, will 
be required to be included in income 
for federal income tax purposes. 

Citing section 265 of the Code, 
section 1. 212-1(e) of the regulations 
provides, in part, that no deduction 
is allowed under section 212 for any 
amount allocable to the collection of 
one or more classes of income that 
are not includible in gross income. 

Section 265(a)(1) of the Code pro- 
vides, in part, that no deduction will 
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be allowed for any amount otherwise 
allowable as a deduction that is al- 
locable to one or more classes of 
»come other than interest (whether 
or not any amount of income of that 
~lass or classes is received or accrued) 
wholly exempt from the taxes im- 
posed by subtitle A of the Code. 

Section 1. 265-1(c) of the regula- 
tions provides that expenses and 
amounts otherwise allowable that are 
directly allocable to any class or 
classes of exempt income will be 
allocated thereto, and expenses and 
amounts directly allocable to any 
class or classes of nonexempt income 
will be allocated thereto. If an ex- 
pense or amount otherwise allowable 
is indirectly allocable to both a class 
of nonexempt income and a class of 
exempt income, a reasonable propor- 
tion thereof, determined in the light 
of all the facts and circumstances in 
each case, will be allocated to each. 

Section 67 of the Code, as added 
by the Tax Reform Act of 1986, 
section 132(a), 1986-3 (Vol. 1) C. B. 
30, provides, in part, that in the case 
of an individual, the miscellaneous 
itemized deductions for any taxable 
year beginning after December 31, 
1986, shall be allowed only to the 
extent that the aggregate of those 
deductions exceeds 2 percent of ad- 
justed gross income. Under section 
67(b), the term "miscellaneous item- 
ized deductions" includes an itemized 
deduction under section 212. 

Under the facts of this case, sec- 
tion 265 of the Code and the regula- 
tions thereunder require that the 
amount of the legal fees expended by 
A for the collection of income and 
otherwise deductible by A under sec- 
tion 212 in 1987 be allocated between 
taxable and tax-exempt income, be- 
cause only one-half of the social 
security disability benefits received by 
A in 1987 is includible in A's gross 
income. The one-half that remains 
deductible under section 212 is then 
added to A's other miscellaneous 
itemized deductions, and the aggre- 

gate amount of those deductions in 

excess of 2 percent of A's adjusted 
gross income is deductible pursuant 

to section 67. 

HOLDING 

The amount of the section 212 
itemized deduction otherewise allow- 

able for legal fees must be decreased 

to the extent that those fees are 

allocable to the portion of social 
security disability benefits not in- 

cluded in the taxpayer's gross in- 

come. 
In this case the legal fees that 

otherwise qualified for a section 212 
deduction are decreased by $750, 
computed by multiplying $1, 500 (the 
amount of the fee otherwise deduct- 
ible under section 212 of the Code) 
by a fraction, the numerator of 
which is $3, 500 (the amount not 
includible in income under section 
86) and the denominator of which is 

$7, 000 (the total amount of social 
security disability benefits received): 
$1, 500 x $3, 500 = $750. Therefore, 

$7, 000 
the itemized deduction for legal fees 
allowable under section 212 is $750 
($1, 500 — $750). This amount is de- 
ductible to the extent provided in 
section 67. 

26 CFR 1. 265-2: Interest relating to tax- 

exempt income. 

Section 6. 03 of Rev. Proc. 72-18 is modified 
to implement a nonsalable standard for pur- 

poses of applying Section 265(a)(2) of the 
Code when a taxpayer holds tax-exempt obli- 
gations acquired in the ordinary course of 
business from state or local governments in 

payment for goods and services. See Rev. Proc. 
87-53, page 669. 

Section 274. — Disallowance of 
Certain Entertainment, Etc. , 
Expenses 

26 CFR 1. 274-1: Disallowance of certain en- 
tertainment, etc„expenses. 

Disallowance of convention ex- 
penses; North American geographical 
area listed. All the geographical areas 
included in the North American area 
for purposes of section 274 of the 
Code are listed. Rev. Ruls. 82-151 
and 78-23 superseded. 

Rev. Rul. 87-95 

ISSUE 

Section 274(h) of the Internal Rev- 
enue Code of 1986 limits deductions 
for expenses incurred in connection 
with a convention, seminar, or simi- 
lar meeting held outside the "North 
American area. " This revenue ruling 
lists all the geographical areas in- 
cluded in the North American area 
for purposes of this section. 

LAW AND ANALYSIS 

Section 274 

Section 274(h) of the Code, as 

amended by the Tax Reform Act of 
1986 1986 — 3 (Vol I) C B 1 prohib- 
its any taxpayer from deducting un- 

der section 162 expenses incurred by 
or on behalf of an individual in 

attending a convention, seminar, or 
similar meeting (a "convention") 
held outside the "North American 
area. " The prohibition does not ap- 

ply if the taxpayer can demonstrate 
that the convention's location satis- 
fies specified standards of reasonable- 
ness. 

Section 274(h)(7) of the Code, 
added by the Tax Reform Act of 
1986, provides that no deduction is 
allowed under section 212 for ex- 
penses allocable to a convention. 
This provision is effective for taxable 
years beginning after December 31, 
1986. 

Three different statutory provisions 
define the term "North American 
area" for purposes of section 274(h) 
of the Code. 

Section 274(h)(3)(A) 

Section 274(h)(3)(A) of the Code 
defines the North American area as 
the United States, its possessions, the 
Trust Territory of the Pacific Islands, 
Canada, and Mexico, Rev. Ru1. 
82-151, 1982-2 C. B. 75, holds that 
the North American area includes the 
United States Virgin Islands, Guam, 
and American Samoa. Rev. Rul. 
78-23, 1978-1 C. B. 79, holds that 
for purposes of section 274(h), the 
Commonwealth of Puerto Rico is 

treated as a possession of the United 
States. 

Until November 3, 1986, the 
Northern Mariana Islands were in- 
cluded in the Trust Territory of the 
Pacific Islands, and were part of the 
North American area for that reason. 
The Covenant to establish a Com- 
monwealth of the Northern Mariana 
Islands in Political Union with the 
United States, Pub. L. No. 94-241, 
90 Stat. 263 (1976), reprinted at 48 
U. S. C. section 1681 note (1982) (the 
"Covenant" ), entered into force on 
November 3, 1986, pursuant to Presi- 
dential Proclamation 5564, 22 
Weekly Comp. Pres. Doc. 1522 
(Nov. 3, 1986) (the "1986 Proclama- 
tion"). The 1986 Proclamation termi- 
nated the Trust Agreement with re- 
spect to the Northern Mariana 
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Section 274 
Islands on the date the Covenant 
entered into force. The Covenant 
defines the relationship between the 
United States and the Commonwealth 
of the Northern Mariana Islands. 
Beginning November 3, 1986, the 
Commonwealth of the Northern 
Mariana Islands will be treated for 
purposes of section 274(h) of the 
Code as a possession of the United 
States, and from that date is part of 
the North American area for that 
reason. 

As described in this revenue ruling, 
the Trust Agreement governing the 
Trust Territory of the Pacific Islands 
has been terminated for most areas 
therein. However, the 1986 Procla- 
mation states that Palau is still in- 
cluded in the Trust Territory. Palau 
is therefore part of the North Ameri- 
can area for that reason. 

Section 274(h)(6) 

Section 274(h)(6) of the Code pro- 
vides that, with respect to any con- 
vention, the North American area 
includes any "beneficiary country" if 
at the time the convention begins (1) 
there is in effect an agreement de- 
scribed in section 274(h)(6)(C) provid- 
ing for the exchange of information 
between the United States and the 
beneficiary country, and (2) there is 
not in effect a finding by the Secre- 
tary of the Treasury that the tax laws 
of the beneificary country discrimi- 
nate against conventions held in the 
United States. Section 274(h)(6)(B) 
defines a beneficiary country as ei- 
ther (1) a beneficiary country as 
defined in section 212(a)(1)(A) of the 
Caribbean Basin Economic Recovery 
Act (the "Act"), 1983-2 C. B. 352, 
360, or (2) Bermuda. Section 
212(a)(1)(A) of the Act defines a 
beneficiary country as any country 
that (1) is on a list contained in that 
section, and (2) has been designated 
a beneficiary country by presidential 
proclamation. 

Barbados, Jamaica, and Grenada 
are among the countries listed in 
section 212(a)(1)(A) of the Act, and 
are among the countries designated 
as beneficiary countries by Presiden- 
tial Proclamation 5133, 3 CFR, 1983 
Comp. , page 126 (November 30, 
1983), reprinted at 19 U. S. C. section 
1202 (Supp. III 1985). These three 
countries are therefore beneficiary 
countries as defined in section 
274gh)(6) of the Code. Each has 
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Republic of the Marshall Islands, and 
on November 3, 1986, with respect to 
the Federated States of Micronesia. 
The 1986 Proclamation terminated 
the Trust Agreement with respect to 
each area on the date the Compact 
entered into force for that area. 
However, section 405 of Title IV of 
the Compact provides that, for pur- 
poses of section 274(h)(3)(A) of the 
Code, both the Republic of the 
Marshall Islands and the Federated 
States of Micronesia are included in 

the North American area. Therefore, 
both areas continue to be part of the 
North American area despite the ter- 
mination of the Trust Agreement. 

entered into an agreement described 
in section 274(h)(6)(C) (the Agree- 
ment between the United States and 
Barbados for the Exchange of Infor- 
mation with Respect to Taxes, signed 
at Washington, D. C. , on November 
3, 1984, and entered into force on 
that date; the Agreement between the 
United States and Jamaica for the 
Exchange of Information with Re- 
spect to Taxes, signed at Washing- 
ton, D. C. , on December 18, 1986, 
and entered into force on that date; 
and the Agreement between the 
United States and Grenada for the 
Exchange of Information with Re- 
spect to Taxes, signed at Washing- 
ton, D. C. , on December 18, 1986, 
and entered into force on July 13, 
1987). There has been no finding by 
the Secretary of the Treasury that the 
tax laws of Barbados, Jamaica, or 
Grenada discriminate against conven- 
tions held in the United States. These 
three countries are therefore part of 
the North American area pursuant to 
section 274(h)(6). 

Article 25 of the United States- 
Jamaica Income Tax Convention, 
1982-1 C. B. 257, provides in general 
that certain expenses incurred by a 
citizen or resident of the United 
States in connection with a conven- 
tion, seminar, or similar meeting held 
in Jamaica may be deducted as if the 
convention had been held in the 
United States. This provision was 
added by a Protocol to the conven- 
tion dated May 21, 1980, and is 
effective for conventions and meet- 
ings that began on or after January 
1, 1982. These expenses may there- 
fore be deducted without a specific 
showing of reasonableness, even 
though Jamaica did not become part 
of the North American area until 
December 18, 1986. 

HOLDING 

The Compact of Free Association Act 
of 1985 

Until late 1986, the Marshall Is- 
lands and the Federated States of 
Micronesia were included in the Trust 
Territory of the Pacific Islands, and 
were part of the North American 
area for that reason. Pursuant to the 
1986 Proclamation, the Compact of 
Free Association Act of 1985, 
Pub. L. No. 99-239, 99 Stat. 1770 
(1986), reprinted at 48 U. S. C. section 
1681 note (Supp. III 1985) (the 
"Compact" ), entered into force on 
October 21, 1986, with respect to the 

For purposes of section 274(h) of 
the Code, the term "North American 
area" means the following places: 

1 The fifty states of the United 
States and the District of Columbia; 

2 The possessions of the United 
States, which for this purpose are 
American Samoa, Baker Island, the 
Commonwealth of Puerto Rico, the 
Commonwealth of the Northern 
Mariana Islands, Guam, Howland 
Island, Jarvis Island, Johnston Is- 
land, Kingman Reef, the Midway 
Islands, Palmyra, the United States 
Virgin Islands, Wake Island, and 
other United States islands, cays, and 
reefs not part of any of the fifty 
states or the District of Columbia; 

3 Canada; 
4 Mexico; 
5 The Trust Territory of the Pa- 

cific Islands (that is, Palau); 
6 Barbados (for expenses incurred 

in attending a convention that began 
on or after November 3, 1984); 

7 Jamaica (for expenses incurred 
in attending a convention that began 
on or after December 18, 1986; see 
also the United State-Jamaica Income 
Tax Convention); 

8 Grenada (for expenses incurred 
in attending a convention that began 
on or after July 13, 1987); 

9 The Republic of the Marshall 
Islands; and 

10 The Federated States of 
Micronesia. 
Expenses incurred in attending a con- 
vention, seminar, or similar meeting 
in these geographical areas may be 
deducted as provided in section 
274(h). Pursuant to the United 
States-Jamaica Income Tax Conven- 
tion, certain expenses incurred in 



connection with such a meeting held 
in Jamaica that began in a taxable 
year beginning on or after January 1, 
1982, may also be deducted without 
a specific demonstration of reason- 
ableness. 

This revenue ruling will be updated 
as future events cause geographical 
areas to become included in or ex- 
cluded from the North American 
area. For example, exchange of in- 
formation agreements with Costa 
Rica and Saint Lucia have been 
signed, but have not yet entered into 
force. For current information on the 
compass of the North American area, 
taxpayers may telephone Branch 1 of 
the Office of the Associate Chief 
Counsel (International) at (202) 
287-4851 (not a toll-free call). 

EFFECT ON OTHER REVENUE 
RULINGS 

Rev. Rul. 82-151 and Rev. Rul. 
78-23 are superseded. 

26 CFR 1. 274-5: Substantiation requirements. 
(Also Section 162; 1, 162-17. ) 

Travel expenses; reimbursement; 
mileage allowances. For expenses 
paid or incurred after 1986, mileage 
allowances not exceeding 22. 5 cents 
per mile for transportation paid by 
employers to employees will satisfy 
the substantiation and adequate ac- 
counting requirements of sections 
1. 162-17(b) and 1. 274-5 of the regu- 
lations. Rev. Rul. 80-62, as modified 
by Rev. Ruls. 80-203, 84-51, and 
85-155, is further modified. 

Rev. Rul. 87-93' 
This revenue ruling modifies Rev. 

Rul. 80-62, 1980-1 C. B. 63, as modi- 
fied by Rev. Rul. 80-203, 1980-2 
C. B. 101, Rev. Rul. 84-51, 1984-1 
C. B. 90, and Rev. Rul. 85-155, 
1985-2 C. B. 89, with respect to the 
mileage allowance for transportation 
paid by employers to employees. 

The sixth paragraph of Rev. Rul. 
80-62, which was modified by Rev. 
Rul. 80-203, Rev. Rul. 84-51, and 
Rev. Rul. 85-155, is further modified 
as follows: 

If a fixed mileage allowance not 
exceeding 22. 5 cents a mile is used by 
an employer in payment of an em- 

r Also released as News Release IR-87-105, 
dated September 2, 1987. 

ployee's ordinary and necessary ex- 
penses of transportation while travel- 
ing away from home, and the 
elements of time, place, and business 
purpose of the travel are substanti- 
ated in accordance with paragraphs 
(b)(2) and (c) (other than 
subparagraph (2)(iii)(a) thereof) of 
section 1. 274-5 of the Income Tax 
Regulations, such as allowance will 
be deemed as satisfying, with respect 
to such travel amounts, the substanti- 
ation requirements of section 
1. 274-5(c) of the regulations and the 
adequate accounting requirements of 
section 1. 274-5(e). Also, if an em- 
ployer grants an allowance not ex- 
ceeding 22. 5 cents a mile to an 
employee for ordinary and necessary 
transportation expenses not involving 
travel away from home, such an 
arrangement will be considered to be 
an accounting to the employer within 
the meaning of section 1. 162-17(b). 
However, an employer may grant an 
additional allowance for the parking 
fees and tolls attributable to the 
traveling and transportation expenses 
as separate items. 

This modification is effective with 
respect to expenses paid or incurred 
after December 31, 1986. 

EFFECT ON OTHER REVENUE 
RULINGS 

Rev. Rul. 80-62, as modified by 
Rev. Rul. 80-203, Rev. Rul. 84-51, 
and Rev. Rul. 85-155, is further 
modified. 

26 CFR 1. 274-5: Substantiation requirements. 

Increase in the optional standard mileage 
rate for deducting the cost of operating an 
automobile for business purposes. See Rev. 
Proc. 87-49, page 646. 

Section 280G. — Golden Parachute 
Payments 

Federal short-term, mid-term, and long-term 
rates are set forth for the month of July 1987. 
See Rev. Rul. 87-55, page 212. 

Federal short-term, mid-term, and long-term 
rates are set forth for the month of August 
1987. See Rev. Rul. 87-68, page 213. 

Federal short-term, mid-term, and long-term 
rates are set forth for the month of September 
1987. See Rev. Rul. 87-83, page 214. 

Section 302 
Federal short-term, mid-term, and long-term 

rates are set forth for the month of October 
1987. See Rev. Rul. 87-100, page 214. 

Federal short-term, mid-term, and long-term 

rates are set forth for the month of November 

1987. See Rev. Rul. 87-109, page 215. 

Federal short-term, mid-term, and long-term 
rates are set forth for the month of December 
1987. See Rev. Rul. 87-128, page 216. 

Subchapter C. -Corporate Distributions and Adjustments 

Part I. -Distributions by Corporations 

Subpart A. -Eflects on Recipients 

Section 302. — Distributions in 
Redemption of Stock 

26 CFR 1. 302-3: Substantially disproportion- 
ate redemption. 

Redemption of stock; application 
of substantially disproportionate re- 
quireynent when both voting and non- 
voting common stock are outstand- 
ing. When more than one class of 
common stock is outstanding, the 
provisions of section 302(b)(2)(CO of 
the Code are applied in an aggregate 
and not a class-by-class manner. 

Rev. Rul. 87-88 

ISSUE 

If shares of both voting and non- 
voting common stock are redeemed 
from a shareholder in one transac- 
tion, are the two classes aggregated 
for purposes of applying the substan- 
tially disproportionate requirement in 
section 302(b)(2)(C) o f the Internal 
Revenue Code? 

FACTS 

A corporation had outstanding 10 
shares of voting common stock and 
30 shares of nonvoting common 
stock. The fair market values of a 
share of voting common stock and a 
share of nonvoting common stock 
are approximately equal. A owned 6 
shares of A voting common stock 
and all the nonvoting common stock. 
The remaining 4 shares of the X 
voting common stock were held by 
persons unrelated to A within the 
meaning of section 318(a) of the 
Code. 
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Section 302 
X redeemed 3 shares of voting 

common stock and 27 shares of 
nonvoting common stock from A in 
a single transaction. Thereafter, A 
owned 3 shares of X voting common 
stock and 3 shares of nonvoting 
common stock. The ownership of the 
remaining 4 shares of X voting com- 
mon stock was unchanged. 

LAW AND ANALYSIS 

If a distribution in redemption 
of stock qualifies under section 
302(b)(2) of the Code as substantially 
disproportionate, the distribution is 
treated under section 302(a) as a 
payment in exchange for the stock 
redeemed. 

Under section 302(b)(2)(B) and (C) 
of the Code, a distribution is sub- 
stantially disproportionate if (i) the 
shareholder owns less than 50 percent 
of the total combined voting power 
of the corporation immediately after 
the redemption, (ii) immediately after 
the redemption the ratio of voting 
stock owned by the shareholder to all 
the voting stock of the corporation is 
less than 80 percent of the same ratio 
immediately before the redemption, 
and (iii) immediately after the re- 
demption the ratio of common stock 
owned by the shareholder to all of 
the common stock of the corporation 
(whether voting or nonvoting) is less 
than 80 percent of the same ratio 
immediately before the redemption. 

Under section 302(b)(2)(C) of the 
Code, if more than one class of 
common stock is outstanding, the 
determination in (iii) above is made 
by reference to fair market value. 
Section 302(b)(2) applies to a re- 
demption of both voting stock and 
other stock (although not to the 
redemption solely o f nonvoting 
stock). Section 1. 302-3(a) of the In- 
come Tax Regulations. 

With regard to requirements (i) 
and (ii) described above, after the 
redemption, A owned less than 50 
percent of the voting power of X (43 
percent), and A's voting power was 
reduced to less than 80 percent of the 
percentage of voting power in X that 
A owned before the redemption 
(from 60 percent to 43 percent for a 
reduction to 72 percent of the 
preredemption level). 

With regard to requirement (iii) 
above, section 302(b)(2)(C) of the 
Code provides that, if there is more 

than one class of common stock 
outstanding, the fair market value of 
all of the common stock (voting and 
nonvoting) will govern the determina- 
tion of whether there has been the 
requisite reduction in common stock 
ownership. The fact that this test is 

based on fair market value and is 

applied by reference to all of the 
common stock of the corporation 
suggests that the requirement con- 
cerning reduction in common stock 
ownership is to be applied on an 

aggregate basis rather than on a 
class-by-class basis. Thus, the fact 
that A has no reduction in interest 
with regard to the nonvoting com- 
mon stock and continues to own 100 
percent of this stock does not prevent 
the redemption of this class of stock 
from qualifying under section 
302(b)(2) when the whole transaction 
meets section 302(b)(2) requirements. 
To conclude otherwise would require 
that, notwithstanding a redemption 
of one class of common stock in an 
amount sufficient to reduce the 
shareholder's aggregate common 
stock ownership by more than 20 
percent in value, every other class of 
common stock owned by the share- 
holder must be subject to a redemp- 
tion. 

Prior to the redemption, A owned 
90 percent of the total fair market 
value of all the outstanding X com- 
mon stock (36 out of the 40 shares 
of voting and nonvoting common 
stock). After the redemption, A 
owned 60 percent of the total fair 
market value of all the X common 
stock (6 out of 10 shares). The 
reduction in ownership (from 90 per- 
cent to 60 percent) was a reduction 
to less than 80 percent of the fraction 
that A previously owned of the total 
fair market value of all the X com- 
mon stock. 

HOLDING 

If more than one class of common 
stock is outstanding, the provisions 
of section 302(b)(2)(C) of the Code 
are applied in an aggregate and not a 
class-by-class manner. Accordingly, 
the redemption by X of 3 shares of 
voting common stock and 27 shares 
of nonvoting common stock qualifies 
as substantially disproportionate 
within the meaning of section 
302(b)(2), even though A continues 

to own 100 percent of the outstand- 
ing nonvoting common stock. 

Section 303. — Distributions in 
Redemption of Stock to Pay Death 
Taxes 

26 CFR 1. 303-1: General. 
(Also Section 305; 1. 305-1. 1 

Redemption to pay death taxes; 
redemption of newly issued nonvot- 
ing stock. Section 303(a) of the Code 
applies to a distribution of cash by a 
corporation to an estate in redemp- 
tion of the corporation's nonvoting 
stock that is newly issued to its 
shareholders as part of the same 
transaction. The issuance of that 
stock is tax-free to the redeemed 
shareholder under section 305(a). 
Rev. Ruls. 76-258 and 83-68 distin- 
guished. 

Rev. Rul. 87-132 

ISSUE 

Whether the application of section 
303 of the Internal Revenue Code to 
a stock redemption is precluded when 
the stock redeemed was newly distrib- 
uted as part of the same transaction. 

FACTS 

X corporation had outstanding 300 
shares of voting common stock that 
were owned equally by an estate and 

by A, an individual, who had no 
interest in the estate under section 
318 of the Code. The value of the X 
stock held by the estate exceeded 
the amount specified in section 
303(b)(2)(A). The estate wanted to 
effect a redemption pursuant to sec- 
tion 303 to pay death taxes. 

In order to maintain relative voting 
power and to preserve continuity of 
management, X undertook the fol- 
lowing two steps. First, X issued 10 
shares of a new class of nonvoting 
common stock on each share of 
common stock outstanding. Thus, the 
estate and A each received 1, 500 
shares of this stock. Immediately 
thereafter, 1, 000 shares of the non- 
voting common stock were redeemed 
by X from the estate in exchange for 
cash. The overall result of these two 
steps was that the estate obtained the 
cash it needed while giving up only 
nonvoting stock. 
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The redemption of the ~ nonvot- 
»g common stock occurred within 
th«ime limits prescribed by section 
303(b)(1)(A) of the Code and did not 
exceed the amount permitted by sec- 
tion 303(a). 

LAW AND ANALYSIS 

Section 303(a) of the Code pro- 
vides that a distribution of property 
to a shareholder by a corporation in 
redemption of stock of the corpora- 
tion, which (for federal estate tax 
purposes) is included in determining 
the gross estate of a decedent, is 
treated as a distribution in full pay- 
ment in exchange for the stock re- 
deemed to the extent of the sum of 
certain taxes and expenses. These 
taxes and expenses are the estate, 
inheritance, legacy and succession 
taxes plus the amount of funeral and 
administrative expenses allowable as 
deductions for federal estate tax pur- 
poses. 

Section 303(c) of the Code pro- 
vides that if a shareholder owns 
stock of a corporation (new stock) 
the basis of which is determined by 
reference to the basis of stock of a 
corporation (old stock) that was in- 
cluded in determining the gross estate 
of a decedent, and section 303(a) 
would apply to a distribution in 
redemption of the old stock, then 
section 303(a) applies to a distribu- 
tion in redemption of the new stock. 
Section 1. 303-2(d) of the Income Tax 
Regulations specifically provides that 
section 303 applies to a distribution 
in redemption of stock received by 
an estate in a distribution to which 
section 305(a) applies. 

Section 305(a) of the Code pro- 
vides that, generally, gross income 
does not include the amount of any 
distribution of the stock of a corpo- 
ration made by the corporation to its 
shareholders with respect to its stock. 
Section 305(b)(1), however, provides 
that if the distribution is, at the 
election of any of the shareholders 
(whether exercised before or after the 
declaration of the distribution), pay- 
able either in its stock or in property, 
then the distribution of stock is 
treated as a distribution to which 
section 301 applies. Section 305(b)(2) 
provides that if the distribution has 
the result of the receipt of property 
by some shareholders and an increase 
in the proportionate interest of other 
shareholders in the assets or earnings 

and profits of the corporation, then 
the distribution of stock is treated as 
a distribution to which section 301 
applies. 

Section 307(a) of the Code pro- 
vides that if a shareholder already 
owning stock in a corporation (" old 
stock") receives additional stock 
("new stock") in a distribution to 
which section 305(a) applies, then the 
basis of the old stock prior to the 
distribution is allocated between the 
old stock and new stock subsequent 
to the distribution. 

Here, 3, 000 shares of nonvoting 
common stock were distributed and 
1, 000 shares were subsequently re- 
deemed by A as part of a plan 
designed to allow the estate to avail 
itself of the benefits of section 303 of 
the Code. The intent of Congress in 
enacting the statutory predecessor of 
section 303 was to provide an effec- 
tive means whereby the estate of a 
decedent owning an interest in a 
family enterprise could finance the 
estate tax without being required to 
dispose of its entire interest in the 
family business in order to avoid the 
imposition of an ordinary dividend 
tax. H. R. Rep. No. 2319, 81st 
Cong. , 2d Sess. 63-64 (1950). Given 
this intent, it follows that the estate 
should be able to obtain the benefits 
of section 303 without a substantially 
adverse effect on the estate's owner- 
ship of the family business. 

Moreover, section 303(c) o f the 
Code is a remedial provision that was 
added to expand the application of 
section 303 to the redemption of 
stock which, despite a technical 
change in the form of ownership, 
represents the same stock as that 
owned at death. S. Rep. No. 1622, 
83rd Cong. , 2nd Sess. 239 (1954). 
The sole requirement for application 
of section 303 to the redemption, 
under section 303(c), is that the basis 
of the stock redeemed ("new stock") 
be determined by reference to the 
basis of the "old stock" included in 
the estate. Section 1. 303-2(d) of the 
regulations provides that stock re- 
ceived by an estate in a section 305(a) 
distribution is entitled to section 303 
treatment. Rev. Rul. 83-68, 1983-1 
C. B. 75, holds that a distribution of 
stock that is immediately redeemable 
at the option of a shareholder gives 
the shareholder an election to receive 
either stock or property within the 
meaning of section 305(b)(1) and, 

Section 311 
therefore, is a distribution to which 
section 301 applies. See also Rev. 
Rul. 76-258, 1976-2 C. B. 95. 

The nature of section 303 of the 
Code and the limited time period for 
redemption provided in section 
303(b)(1) are generally indicative of a 
Congressional intent that section 303 
be applicable to stock issued as part 
of the same plan as the redemption. 
Consequently, for purposes of section 
303 only, section 305 should be ap- 
plied prior to, and without reference 
to, the subsequent redemption. 

HOLDING 

The exclusion from gross income 
provision of section 305(a) of the 
Code, and the carryover of basis 
provisions of section 307(a), apply to 
X's distribution of its new nonvoting 
common stock to A and the estate. 
Section 303(a) applies to X's distribu- 
tion of cash to the estate in redemp- 
tion of the 1, 000 shares of its new 
nonvoting common stock. For the 
tax consequences to A (the nonre- 
deeming shareholder) as a result of 
this transaction, see section 305. 

EFFECT ON OTHER REVENUE 
RULINGS 

Rev. Rul. 83-68 and Rev. Rul. 
76-258 are distinguished. 

Section 305. — Distributions of Stock 
and Stock Rights 

26 CFR 1. 305-1: Stock dividends. 

Whether a distribution of a new class of 
nonvoting common stock by a corporation, 
part of which will be redeemed by the corpora- 
tion from an estate to pay death taxes, is 
tax-free to the shareholders under section 
'305(a) of the Code. See Rev. Rul, 87-132, page 
82. 

Subpart B. — Effects on Corporation 

Section 311. — Taxability of 
Corporation on Distribution 

26 CFR 1. 311-1: General. 

The gain recognized pursuant to section 
311(b) of the Code on the distribution of 
appreciated stock of a controlled foreign cor- 
poration by a domestic corporation to its 
domestic parent with which it files a consoli- 
dated return will be deferred under the consol- 
idated return regulation. See Rev. Rul. 87-96, 
page 209. 
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Section 361 
Part III. -Corporate Organizations and Reorganizations 

Subpart C. — Effects on Corporations 

Section 361. — Nonrecognition of 
Gain or Loss to Transferor 
Corporation; Other Treatment of 
Transferor Corporation; Etc. 

26 CFR 1. 361-1: Nonrecognition of gain or 
loss of corporations. 

Whether transfer of partnership interest pur- 
suant to reorganization of corporate partner is 
section 708(b)(1)(B) "exchange". See Rev. Ruf. 
87-110, page 159. 

Subpart D. -Special Rules; Definitions 

Section 368. — Definitions Relating 
to Corporate Reorganizations 

26 CFR 1. 368-1: Purpose and scope of excep- 
tion of reorganization exchanges. 

Reorganizations; investment com- 
panies; continuity of business enter- 
prise. Where, under a plan of reorga- 
nization, the corporation to be 
acquired sells all of its historic busi- 
ness assets, consisting of an invest- 
ment portfolio of corporate stocks 
and bonds, and reinvests the pro- 
ceeds in municipal bonds, the busi- 
ness the acquiring corporation will 
continue is not the same as the 
historic business of the acquired cor- 
poration and, therefore, the continu- 
ity of business enterprise requirement 
of section 1. 368-1(d) of the Income 
Tax Regulations is not met, and the 
transaction does not qualify as a 
reorganization. 

Rev. Rul. 87-76 

ISSUE 

Are the requirements of section 
1. 368-1(d) of the Income Tax Regu- 
lations, relating to continuity of busi- 
ness enterprise, satisfied under the 
circumstances described below? 

FACTS 

T is a corporation engaged in the 
investment business since 1975. From 
its inception, T's investment practice 
has been to maintain approximately 
one-third of the value of its invest- 
ment portfolio in diversified corpo- 
rate stock purchased primarily for 
equity growth, one-third in corporate 
stock purchased with a view to maxi- 
mizing current income, and the re- 
maining one-third in general corpo- 
rate bonds purchased with a view to 

producing steady, predictable returns 
of income. T has no other significant 
assets, tangible or intangible. 

P is a diversified open-end man- 
agement investment company whose 
investment policy since it was orga- 
nized in 1978 has been to attract 
investors who wish to participate in a 
managed portfolio consisting exclu- 

sively of high grade municipal bonds, 
the income from which is exempt 
from federal income tax. 

In 1982, P acquired substantially 
all of T's assets in exchange solely 
for shares of P voting common stock 
in a transaction intended to qualify 
as a reorganization described in sec- 
tion 368(a)(1)(C) of the Internal Rev- 
enue Code. Pursuant to the plan of 
reorganization, T was required, prior 
to the reorganization, to sell its entire 
portfolio of corporate stock and 
bonds, and reinvest the proceeds 
therefrom in municipal bonds that 
were subject to P's approval. 

For more than 3 years prior to the 
proposed transaction, both P and T 
have been "investment companies" 
as defined in section 368(a)(2)(F) of 
the Code, and at no time following 
the transaction will P fail to meet the 
diversification requirements of sec- 
tion 368(a)(2)(F)(iii). Except as to the 
issue of whether the continuity of 
business enterprise requirement has 
been met, the transaction otherwise 
qualified as a reorganization de- 
scribed in section 368(a)(1)(C). 

LAW AND ANALYSIS 

Section 368(a)(1)(C) of the Code 
provides that the term "reorganiza- 
tion" means the acquisition by one 
corporation, in exchange solely for 
shares of its voting stock, of substan- 
tially all of the properties of another 
corporation. 

Section 1. 368-1(b) of the regula- 
tions states that in order for a reor- 
ganization to qualify under section 
368(a)(1) of the Code, there must be 
a continuity of the business enterprise 
under the modified corporate form. 

Section 1. 368-1(d) of the regula- 
tions provides, in general, that the 
continuity of business enterprise re- 
quirement is satisfied if the acquiring 
corporation in a corporate reorgani- 
zation either (i) continues the ac- 
quired corporation's historic business 
or (ii) uses a significant portion of 
the acquired corporation's historic 

business assets in a business. Sectio~ 
1. 368-1(d) is applicable to a transac- 
tion intended to qualify as a tax free 
reorganization under section 
368(a)(1)(C) of the Code. See section 
1. 368-1(b). Therefore, the acquiring 
corporation must continue the ac- 

quired corporation's historic busi- 

ness, or continue to use a significant 
portion of the acquired corporation's 
historic business assets, for the trans- 

action to qualify under section 
368(a)(1)(C). 

In the present situation, the trans- 
action does not meet the asset conti- 
nuity test since all of T's historic 
assets, the portfolio of corporate 
stocks and bonds, were, as part of 
the plan of reorganization, sold be- 
fore the transaction was consum- 
mated, and the proceeds were rein- 
vested in municipal bonds. Con- 
sequently, the issue is whether P will 

continue T's historic business. 
Section 1. 368-1(d)(3)(i) of the regu- 

lations provides that the fact that the 
acquiring corporation is in the same 
line of business as the acquired cor- 
poration tends to establish the requi- 
site continuity, but is not alone suffi- 
cient. In Example (1) of section 
1. 368-1(d)(5), the manufacture of 
synthetic resins was considered a dif- 
ferent line of business from the man- 
ufacture of chemicals for the textile 
industry. In the present situation, 
although P and T were both in the 
business of making investments, T's 
historic business of investing in cor- 
porate stocks and bonds is not the 
same line of business as investing in 
municipal bonds. Moreover, as pro- 
vided in section 1, 368-1(d)(3)(iii), a 
corporation's historic business is not 
one the corporation enters into as 
part of a plan of reorganization. The 
business that P will continue after 
the reorganization is consummated is 
not the same as the historic business 
T was engaged in prior to the reorga- 
nization. 

HOLDING 

The continuity of business enter- 
prise requirement of section 
1. 368-1(d) of the regulations is not 
met upon the transfer to P of all of 
?'s assets consisting of municipal 
bonds T purchased with the proceeds 
from the sale of its historic business 
assets. Accordingly, the transaction 
does not qualify as a reorganization 
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under section 368(a)(1)(C) of the 
Code. 

26 CFR 1. 368-lt Purpose and scope of excep 
tion of reorganization exchanges. 

Whether transfer of partnership interest pur- 
suant to reorganization of corporate partner is 
section 708(b)(1)(B) "exchange". See Rev. Rul. 
87-110, page 159. 

Part V. -Carryovers 

Section 382. — Limitation on Net 
Operating Loss Carryforwards and 
Certain Built-in Losses Following 
Ownership Change 

T. D. 8149 

TITLE 26, — INTERNAL 
REVENUE. — CHAPTER I, 
SUBCHAPTER A, SUBCHAPTER H, 
PART 1 — INCOME TAX; TAXABLE 
YEARS BEGINNING AFTER 
DECEMBER 31, 1986. — PART 
602 — OM B CONTROL NUM BE RS 
UNDER THE PAPERWORK 
REDUCTION ACT 

Temporary Regulations Under 
Section 382 of the Internal Revenue 
Code of 1986; Limitations on 
Corporate Net Operating Loss 
Carryforwards 

AGENCY: Internal Revenue Service, 
Treasury 

ACTION: Temporary regulations, 

SUMMARY: This document contains 
temporary regulations relating to cor- 
porate ownership changes and the 
limitation on corporate net operating 
loss carryforwards under section 382 
of the Internal Revenue Code of 
1986 (" Code" ). The temporary regu- 
lations provide guidance relating to 
the section 382 limitation on corpo- 
rate net operating loss carryforwards 
when there is an ownership change 
within the meaning of section 382. 
The text of the temporary regulations 
set forth in this document also serves 

as the text of the proposed regula- 
tions *** [page 1035, this Bulletin]. 

DATES: The temporary regulations 
are effective August 11, 1987 and 

apply generally to any ownership 
change, within the meaning of sec- 

tion 382, occurring after December 

31, 1986. 

SUPPLEMENTARY 
INFORMATION: 

I. BACKGROUND 

This document provides temporary 
regulations to be added to the In- 
come Tax Regulations (26 CFR Part 
I) under section 382 of the Internal 
Revenue Code of 1986. The tempo- 
rary regulations provide guidance re- 
garding the section 382 limitation on 
corporate net operating loss car- 
ryforwards and certain unrealized 
losses that is applicable to a corpora- 
tion with respect to which an owner- 
ship change within the meaning of 
section 382 has occurred. Section 382 
was amended by section 621 of the 
Tax Reform Act of 1986 (Pub. L. 
No. 99-514; 100 Stat. 2085) (the 
"Act") [1983-3 C. B. (Vol. 1) 1, 171] 

II. EXPLANATION OF 
PROVISIONS 

The Act substantially altered the 
manner in which 382 limits the use of 
net operating loss ("NOL") car- 
ryforwards and certain unrealized 
losses. Section 382, as amended by 
the Act, applies in the event of a 
substantial change in the stock own- 
ership of the loss corporation that 
occurs during a limited time period 
(an "ownership change"). These tem- 
porary regulations relate principally 
to issues that arise in connection with 
determining whether an ownership 
change has occurred. 

After an ownership change occurs 
with respect to a loss corporation, 
section 382 limits the amount of 
taxable income against which NOL 
carryforwards and certain unrealized 
built-in losses of the corporation may 
be applied. The limitation is applied 
annually and is equal to a prescribed 
percentage rate, multiplied by the 
value of the stock of the loss corpo- 
ration immediately before the owner- 
ship change. 

A. OVERVIEW OF OWNERSHIP 
CHANGE 

In general, an ownership change 
occurs if the percentage of stock of a 
loss corporation owned by one or 
more "5-percent shareholders" has 
increased by more than 50 percentage 
points over the lowest percentage of 
such stock that was owned by those 
persons at any time during the testing 
period. The determination whether an 
ownership change has occurred is 
made by adding together the separate 
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increases in percentage ownership of 
each 5-percent shareholder whose 

percentage ownership interest in the 

loss corporation has increased over 
such shareholder's lowest percentage 
ownership interest at any time during 
the testing period. The testing period 
(described below) generally is the 
three-year period that precedes any 
date on which the loss corporation is 
required to make the determination 
of whether an ownership has oc- 
curred. 

Under the temporary regulations, 
the determination whether an owner- 
ship change has occurred is generally 
made as of the close of any date (a 
"testing date") on which there is an 
owner shift (described below), an 
equity structure shift (described be- 
low), or a transcaction in which an 
option (or other similar interest) is 
acquired by a 5-percent shareholder 
(or a person who would be a 5- 
percent shareholder if the option 
were exercised). The temporary regu- 
lations require that a loss corporation 
file an information statement with its 
income tax return for each taxable 
year that it is a loss corporation, 
primarily to provide information con- 
cerning ownership of its stock on 
certain testing dates. 

In general, in determining whether 
an ownership change has occurred, 
all transactions (whether related or 
unrelated) occurring during the test- 
ing period that affect the stock own- 
ership of any 5-percent shareholder 
whose percentage of stock ownership 
has increased as of the close of the 
testing date are taken into account. 
Because an increase in stock owner- 
ship is measured by reference to the 
lowest percentage of stock owned by 
a 5-percent shareholder at any time 
during the testing period, if a 5- 
percent shareholder disposes of loss 
corporation stock and subsequently 
reacquires all or a portion of such 
stock during the testing period, the 
increase resulting from the subse- 
quent acquisition is taken into ac- 
count in determining whether an 
ownership change has occurred (even 
if the percentage ownership between 
the first and last day of the testing 
period is the same or has decreased). 

The determination of the percent- 
age ownership interest of any share- 
holder is made on the basis of the 
relative fair market value of the loss 
corporation stock owned by the 
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shareholder to the total fair market 
value of the outstanding stock of the 
loss corporation. In general, all stock 
of the loss corporation, except cer- 
tain preferred stock described in sec- 
tion 1504(a)(4), is taken into account. 
(The definition of stock is discussed 
further below. ) The temporary regu- 
lations reserve a paragraph under 
which changes in percentage owner- 
ship may be disregarded if they are 
attributable solely to fluctuations in 
value. The Internal Revenue Service 
invites comments on this issue. 

The temporary regulations provide 
that, if more than one transaction 
occurs on a testing date, all of the 
transactions are deemed to occur si- 
multaneously at the close of the day. 
Accordingly, stock ownership by a 
person who acquires and disposes of 
stock on the same day is not taken 
into account under the temporary 
regulations. Rather, the percentage 
stock ownership of the 5-percent 
shareholders immediately after the 
close of the testing date is compared 
to the lowest percentage of stock 
owned by such shareholders at any 
time during the testing period. 

B. TESTING PERIOD 

As described above, the testing 
period is generally the three-year pe- 
riod ending on any testing date. 
Because a new testing period begins 
on the day following any ownership 
change, however, a loss corporation 
is not required to take into account 
transactions occurring on or before 
the date of the most recent owner- 
ship change in determining whether a 
subsequent ownership change has oc- 
curred. In addition, a testing period 
does not begin until a corporation is 
a loss corporation (e. g. , a corpora- 
tion with NOL carryforwards or sig- 
nificant unrealized losses). Shifts in 
ownership that occur before the date 
that a corporation becomes a loss 
corporation thus are disregarded. 

C. OWNER SHIFT 

An owner shift is defined as any 
change in the ownership of the stock 
of the loss corporation that affects 
the percentage of stock owned (di- 
rectly and by attribution) by any 
person who is a 5-percent share- 
holder. Thus, an owner shift includes 
(but is not limited to) the following 
transactions: (1) a purchase or 
dispostion of loss corporation stock 

by a 5-percent shareholder; (2) a 
section 351 exchange that affects the 
percentage of stock owned by a 
5-percent shareholder; (3) a decrease 
in the outstanding stock of a loss 
corporation (e. g. , by virtue of re- 
demption) that affects the percentage 
of stock owned by a 5-percent share- 
holder; (4) an issuance of loss corpo- 
ration stock that affects the percent- 
age of stock owned by a 5-percent 
shareholder; and (5) an equity struc- 
ture shift that affects the percentage 
of stock owned by a 5-percent share- 
holder. 

Under the temporary regualtions, 
transfers of stock between persons 
who are not 5-percent shareholders 
generally are not taken into account. 
Thus, actual transfers of loss corpo- 
ration stock between shareholders of 
the loss corporation who, in their 
individual capacities, are not 5- 
percent shareholders are disregarded 
even if the transfers are between 
shareholders that are segregated into 
separate groups of shareholders (as 
described below). 

D. EQUITY STRUCTURE SHIFT 

An equity structure shift is any 
tax-free reorganization within the 
meaning of section 368, other than 
certain divisive reorganizations, and 
mere changes in form (as defined in 
section 368(a)(1)(F)). Although sec- 
tion 382 and the temporary regula- 
tions separately define transactions as 
equity structure shifts and owner 
shifts, any equity structure shift that 
affects the percentage of loss corpo- 
ration stock owned by a 5-percent 
shareholder also constitutes an own- 
ers shift. Under the temporary regu- 
lations, therefore, no substantive dif- 
ferences (other than for purposes of 
the statutory effective date) result 
from a transaction being defined as 
an equity structure shift. For this 
reason, the temporary regulations do 
not include an exercise of the regula- 
tory authority in section 382(g)(3)(B) 
to treat some owner shifts, namely 
taxable reorganization-type 
transactions and public offerings, as 
equity structure shifts. Rather, the 
segregation rules (described below) 
accomplish the result intended under 
section 382(g)(3)(B), as explained in 
the accompanying legislative history 
(see H. Rep. 99-841, 99th Cong. , 2d 
Sess. , 176-178 (1986) (Statement of 
Managers)) [1986-3 C. B. (Voh 4) 1], 

even though the transactions are not 
designated as equity structure shifts. 
The Internal Revenue Service has 
taken this into account for purposes 
of establishing the effective dates 
(described below) for the portion of 
the temporary regulations providing 
segregation rules applicable to trans- 
actions with respect to which the 
regulatory authority contained in sec- 
tion 382(g)(3)(B), as provided in the 
Statement of Managers, was required 
to be exercised prospectively (I'. e. , 
certain public offerings). 

E. 5-PERCENT SHAREHOLDER 

The temporary regulations identify 
four categories of shareholders that 
are 5-percent shareholders. First, an 
individual who has either a direct 
ownership interest or an indirect 
ownership interest (by virtue of an 
ownership interst in any one entity) 
in loss corporation stock of at least 
five percent is a 5-percent share- 
holder. Second, the direct sharehold- 
ers of the loss cor poration (both 
individuals and entities) who own less 
than five percent of loss corporation 
stock (referred to in the temporary 
regulations as "public sharehold- 
ers"), as described further below, are 
aggregated together as a group that is 

a single 5-percent shareholder. Third, 
the owners (other than individual 
5-percent shareholders referred to 
above) of an entity that has a five 

percent or more direct or indirect 
ownership interest in the loss corpo- 
ration are also generally aggregated 
together as a group that is a separate 
5-percent shareholder. Finally, as dis- 
cussed further below, the temporary 
regulations provide a mechanism to 
segregate the groups of shareholders 
referred to above into two or more 
separate groups following certain 
enumerated transactions, with each 
such group being a 5-percent share- 
holder. 

In general, through the attribution 
rules discussed below, section 382 
measures ownership changes among 
persons who are the ultimate benefi- 
cial owners of five percent or more 
of the stock of a loss corporation. 
Certain rules of administrative conve- 
nience are provided under the tempo 
rary regulations, however, to lessen a 
loss corporatron's obitgatton to 
count for certain small interests and 
to ascertain the identities of persons 
who may own several small, indirect 
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interests in the loss corporation. In 
t»s regard, the temporary regulations 
provide a rule for the determination 
of the percentage stock ownership of 
a 5-percent shareholder that requires 
an ownership interest to be taken 
into account only to the extent that 
the interest (whether direct or indirect 
by virtue of the attribution rules 
described below) constitutes five per- 
cent or more of the loss corporation 
stock. For example, if individual A 
owns two percent of loss corporation 
stock through one first tier entity and 
four percent through another first 
tier entity, A is not a 5-percent 
shareholder unless certain other pro- 
visions of the temporary regulations 
that alter the rule of administrative 
convenience apply. (See the discus- 
sion of actual knowledge regarding 
stock ownership and anti-abuse rules, 
below. ) Similarly, individual A is not 
a 5-percent shareholder even if he 
also owns a two percent direct own- 
ership interest in the loss corpora- 
tion. 

Furthermore, under the temporary 
regulations, the loss corporation has 
no obligation to take into account 
the actual identity of the owner of an 
indirect ownership of less than five 
percent. As discussed further below, 
this rule restricts the inquiry that the 
loss corporation must make to iden- 
tify its ultimate beneficial sharehold- 
ers. If, for example, a first tier entity 
(an entity that owns a direct interest 
in the loss corporation of five per- 
cent or more) owns 100 percent of 
the loss corporation (i. e. , the loss 
corporation is a wholly owned sub- 
sidiary), the loss corporation is re- 
quired to determine the identity of 
the owners of the first tier entity, 
and their respective ownership inter- 
est, to the same extent that it would 
have to determine the identity and 
ownership interests of the sharehold- 
ers having a direct ownership interest 
in loss corporation. If, on the other 
hand, a first tier entity owns only 
five percent of the stock of the loss 
corporation, the loss corporation 
must take into account the indirect 
ownership of an owner of the first 
tier entity only if there is a person 
who owns 100 percent of the first tier 
entity. 

F. ATTRIBUTION RULES 

In determining stock ownership, 
constructive ownership rules of 

section 318, with significant modifi- 

cations, apply to attribute loss corpo- 
ration stock owned by a corporation 
or other entity. The principal modifi- 
cation to the constructive ownership 
rules requires attribution of stock 
from a corporation to its sharehold- 
ers without regard to the 50 percent 
stock ownership limitation in section 
318(a)(2)(C). A second significant 
modification to the constructive own- 
ership rules is that stock attributed 
from an entity to its owners is not 
treated as owned by the entity. Ac- 
cordingly, loss corporation stock 
owned, directly or constructively, by 
an entity is attributed to all of its 
owners and is not treated as owned 
by the entity. 

As noted above, the temporary 
regulations modify the statutory attri- 
bution rules so that, in effect, a 
particular shareholder (or owner of 
another entity) generally is treated as 
constructively owning loss corpora- 
tion stock only if the application of 
the attribution rules would cause 
shareholder (or other owner) to own 
constructively five percent or more of 
loss corporation stock. Any stock 
owned by a corporation (or other 
entity) that is not attributed to a 
particular shareholder (or other 
owner) under this rule is attributed to 
the public owners of the corporation 
(or other entity), and, under the 
aggregation rules described below, 
the ownership interests of these own- 
ers generally are aggregated and 
treated as owned by a separate 5- 
percent shareholder. Moreover, stock 
owned by an entity that owns less 
than five percent of loss corporation 
stock is not attributed to the owners 
of the entity. Rather, such an entity 
is treated as an individual who owns 
the stock. 

As noted above, the attribution 
rules are designed to provide a mech- 
anism for tracking the changes in 
ownership by the ultimate beneficial 
owners of the loss corporation. The 
regulations therefore provide rules to 
allow a loss corporation to establish 
the extent, if any, to which there is 
common ownership among different 
entities for the purpose of avoiding 
an ownership change (or any increase 
in stock ownership). Thus, for exam- 
ple, the mere formation of a holding 
company to own all of the stock of 
the loss corporation, unaccompanied 
by a change in the beneficial owner- 
ship of the loss corporation, is not 
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an owner shift, because, under the 
attribution rules, the persons who 
directly owned the loss corporation 
stock before the transaction continue 
to own constructively such stock 
thereafter. Conversely, the attribution 
rules result in an ownership change 
where more than 50 percent of loss 
corporation stock is purchased indi- 
rectly through an acquisition of stock 
in the loss corporation's parent cor- 
poration. 

G. OPTION ATTRIBUTION RULE 

Subject to certain exceptions pro- 
vided in the temporary regulations, 
the owner of an option is treated as 
owning the underlying stock if such 
treatment would cause an ownership 
change. In applying this option attri- 
bution rule to determine whether an 
ownership change occurs, the analysis 
is made separately with respect to 
each option holder (and each combi- 
nation of such persons), so that, in 
appropriate cases, certain options will 
be deemed exercised while others may 
not. This determination is first made 
on the date an option is issued and is 
repeated on any subsequent testing 
date that occurs (as a result of other 
transactions) while the option is out- 
standing. 

The option attribution rule ignores 
any contingency relating to the exer- 
cise of the option. An option subject 
to a contingency, therefore, is treated 
in the same manner as an option that 
is not contingent. In addition, a 
person (including the loss corpora- 
tion) generally is treated as owning 
stock that may be acquired pursuant 
to any warrant, convertible debt, 
other instruments that are convertible 
into stock, a put, a risk of forfeiture, 
a contract to acquire or sell stock or 
any similar interest, under the same 
rules that are applicable to an op- 
tion. The types of rights to acquire 
stock that are subject to this rule 
thus may include rights that are not 
treated as options under section 
318(a)(4). 

The regulations provide for certain 
circumstances in which the operation 
of the option attribution rule is lim- 
ited. For example, the temporary 
regulations exclude from the applica- 
tion of the option attribution rule 
certain long-held options with respect 
to actively traded stock, options out- 
standing following an ownership 
change, certain types of buy-sell 
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agreements and several other options 
or similar interests. The Internal Rev- 
enue Service, in promulgating these 
exceptions from the option attribu- 
tion rule, has attempted to include as 
many rights as possible without com- 
promising the purpose of the rule. 
Comments are invited, however, with 
respect to additional options or simi- 
lar rights that should be added to the 
list of exceptions. 

The regulations also prevent the 
application of the option rule at a 
time that a corporation has incurred 
only de minimis amount of losses. 
This limitation is intended to prevent 
use of the option attribution rule to 
commence a new testing period (by 
causing an ownership change) at a 
time that the application of section 
382 would not have a material ad- 
verse impact upon the utilization of a 
loss corporation's NOL car- 
ryforwards and unrealized built-in 
losses. 

If an option that lapses or is 
forfeited caused an ownership change 
under the temporary regulations, the 
loss corporation may file amended 
tax returns (subject to any applicable 
statute of limitations) for prior years 
as if the corporation had not been 
subject to the special limitations. 

The temporary regulations disre- 
gard the actual exercise of any option 
in existence immediately before and 
after an ownership change if the 
option is exercised by the person who 
owned the option immediately before 
the ownership change. The actual 
exercise of any other option, howver, 
is not disregarded, and is taken into 
account under the rules that are 
generally applicable to transfers of 
stock. 

In addition, if the actual exercise 
of an option occurs on or before 120 
days after the date the option is 
treated as exercised, the loss corpora- 
tion may ignore the deemed exercise 
under the option attribution rule and 
take into account only the actual 
exercise of the option to determine 
the date on which the ownership 
change occurs. Accordingly, even 
though an option (or contract) to 
acquire more than 50 percent of loss 
corporation stock would ordinarily 
result in an ownership change on the 
date of the option (or contract), the 
loss corporation may treat the owner- 
ship change as occurring on a date 
that the actual acquisition of stock 

occurs during the ensuing 120-day 
period. This provision is intended to 
avoid the necessity of valuing stock 
(and determining whether any built-in 

gains or losses exist) at a time prior 
to the date that actual control is 

acquired. 

H. STOCK 
The temporary regulations provide 

that the term "stock" generally 
means stock other than limited, pre- 
ferred stock described in section 
1504(a)(4), except that such stock is 
not excluded for purposes of deter- 
mining the value of the loss corpora- 
tion under section 382(e). Preferred 
stock that would be described in 
section 1504(a)(4), but for the fact 
that it is entitled to vote solely as a 
result of dividend arrearages, never- 
theless does not constitute stock and 
is disregarded. Furthermore, certain 
stock that is not described in section 
1504(a)(4) (such as voting preferred 
stock) is disregarded if (1) as of the 
time of its issuance or transfer to (or 
by) a 5-percent shareholder, the likely 
participation of such interest in fu- 
ture corporate growth is dispropor- 
tionately small when compared to the 
value of such stock as a proportion 
of the total value of the outstanding 
stock of the corporation, (2) treating 
the stock as not constituting stock 
would result in an ownership change, 
and (3) the amount of the losses of 
the corporation is not de minimis. As 
is the case of preferred stock de- 
scribed in 1504(a)(4), stock that is 
otherwise treated as not constituting 
stock under the temporary regula- 
tions is taken into account for pur- 
poses of determining the value of the 
loss corporation under section 382(e), 

The temporary regulations also 
treat certain interests that do not 
constitute stock as stock if (1) as of 
the time of its issuance or transfer to 
(or by) a 5-percent shareholder (or a 
person that would be a 5-percent 
shareholder if the interest not consti- 
tuting stock were treated as stock), 
such interest offers a potential signif- 
icant participation in the growth of 
the corporation, (2) treating the inter- 
est as stock would result in an own- 
ership change, and (3) the amount of 
the losses of the corporation is not 
de mini mis. Thus, for example, a 
financial instrument that generally is 
treated as debt for Federal income 
tax purposes nevertheless may be 
treated as stock under the temporary 

regulations if such debt offers 
potential significant participation 
the growth of the loss corporation. 
An ownership interest that is treated 
as stock under the temporary regula 
tions is taken into account for p«- 
poses of determining the value of the 
loss corporation under section 382(e). 

I. AGGREGATION RULES 

Aggregation rules are applied un- 

der the temporary regulations to all 

stock ownership by (1) public share- 
holders (persons who directly own 
less than five percent of loss corpora- 
tion stock) and (2) owners of any 
first tier entity (or higher tier entity) 
who each indirectly own less than 
five percent of the stock of the loss 
corporation. Under the temporary 
regulations, stock owned by any such 
group of persons generally is treated 
as being owned by a separate 5- 

percent shareholder (referred to in 
the temporary regulations as a "pub- 
lic group"). In general, therefore, all 
of the stock of a widely held loss 
corporation is treated as owned by a 
single 5-percent shareholder. Simi- 
larly, a loss corporation that is 
owned, in part, by a widely held 
corporate shareholder that owns five 
percent or more of the loss corpora- 
tion stock and, in part, by public 
shareholders will, under the aggrega- 
tion rules, be treated as owned by 
two separate public groups that are 
5-percent shareholders — one owning 
the stock owned by public sharehold- 
ers and the other owning the stock 
indireclty owned by the owners of 
the corporate shareholder. 

The temporary regulations presume 
that no person who is a member of a 
public group identified under the 
aggregation rules has an ownership 
interest in another public group. As 
noted above, this presumption may, 
however, be rebutted to establish the 
extent of common ownership among 
the members of any two public 
gr'o ups. 

J. SEGREGATION RULES 

As a result of various types of 
transactions enumerated in the regu- 
lations, the public shareholders of a 
loss corporation may be segregated 
into two or more separate groups 
(also referred to in the temporary 
regulations as "public groups"), each 
of which is treated as a separate 
5-percent shareholder (regardless o f 
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whether the group owns as much as 
five percent of loss corporation 
stock). For example, public share- 
holders who receive loss corporation 
stock as the result of an equity 
structure shift or any other transac- 
tion to which section 1032 applies are 
segregated and treated separately 
from the public shareholders that 
owned stock of the loss corporation 
prior to the transaction. Thus, for 
example, public shareholders who re- 
ceive stock of a widely held corpora- 
tion in a new stock issuance are 
segregated from the public sharehold- 
ers who own stock prior to the 
transaction, and the group of public 
shareholders that acquire stock in the 
offering is treated as a separate 5- 
percent shareholder whose percentage 
stock ownership has increased. A 
similar rule applies in the case of the 
issuance of a right to acquire stock 
for purposes of testing whether the 
option attribution rule will be appli- 
cable to treat the persons acquiring 
the rights to acquire stock as having 
acquired the underlying stock. 

In addition, if the public share- 
holders surrender stock in exchange 
for property other than stock (e. g. , a 
cash redemption), those shareholders 
are segregated immediately before the 
transaction from all other public 
shareholders so that the public share- 
holders who continue to own stock 
are treated as a separate 5-percent 
shareholder whose percentage stock 
ownership has increased as a result 
of the transaction. 

Finally, the segregation rules apply 
to any transaction in which a first 
tier entity or an individual 5-percent 
shareholder of the loss corporation 
transfers a direct ownership interest 
in the stock of the loss corporation 
to public shareholders of the loss 
corporation. In such a case, the 
acquiring shareholders are segregated 
from any continuing public share- 
holders, and are treated as a separate 
5-percent shareholder whose percent- 
age ownership has increased. The 
application of this portion of the 
segregation rules, while not affecting 
the determination of whether an 
ownership change has occurred with 

respect to the disposition described in 

the preceding sentence, may affect 
such a determination in connection 
with acquisitions on any subsequent 
testing date. 

In analyzing shifts in ownership on 

any testing date following application 
of the segregation rules, if the loss 
corporation (or an entity with a five 
percent or more direct or indirect 
ownership interest in the loss corpo- 
ration) has two or more groups of 
shareholders that are treated as sepa- 
rate 5-percent shareholders then, un- 
less a different proportion is other- 
wise established, acquisitions of stock 
shall be treated as being made pro- 
portionately from each public group 
immediately before such acquisition. 

Similar segregation rules are appli- 
cable under the temporary regulations 
in the case of any transactions de- 
scribed above that involve a first tier 
entity or a higher tier entity that 
owns five percent or more of the loss 
corporation. 

K. PRESUMPTIONS REGARDING 
STOCK OWNERSHIP 

The temporary regulations provide 
the loss corporation with an ability 
to establish the identity of its 5- 
percent shareholders under two dif- 
ferent rules that are designed to 
reduce the burdens of compliance 
with section 382. With respect to loss 
corporation stock that is described in 
Rule 13d-1(d) of Regulation 13D-G, 
promulgated under the Securities and 
Exchange Act of 1934 ("registered 
stock"), a loss corporation may rely 
on the existence or absence of filings 
under Schedules 13D and 13G as of a 
date to identify the corporation's 
shareholders (both individuals and 
entities) who have a direct ownership 
interest of five percent or more. 
Depending upon the particular securi- 
ties rule applicable to the sharehold- 
ers, Schedules 13D and 13G will 

enable a loss corporation to establish 
stock ownership as of a date by 
providing information to the loss 
corporation either shortly after an 
acquisition or shortly after the close 
of the year in which the acquisition 
occurs. With respect to registered 
stock of any entity that has a direct 
or indirect ownership interest in the 
loss corporation, the loss corporation 
similarly is permitted to identify 
those persons who indirectly own five 
percent or more of the loss corpora- 
tion stock by virtue of an ownership 
interest in any such entity. Thus, if 
all of the stock of the loss corpora- 
tion and all of the stock of each 
entity that has a five percent or more 
direct (or indirect) ownership interest 
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in the loss corporation is registered 
stock, the loss corporation may, sub- 

ject only to its actual knowledge to 
the contrary (described below) and 
certain anti-abuse rules (described be- 

low), conclusively establish the iden- 

tity of its 5-percent shareholders 
solely by reference to the filings of 
Schedules 13D and 13G. 

The second part of the rule pro- 
vides the loss corporation with an 
ability to determine shifts in the 
indirect ownership of its stock with- 

out regard to the actual identity of 
the ultimate beneficial owners of the 
loss corporation. Under this rule, a 
loss corporation may rely on a state- 
ment, signed under penalties of per- 
jury, by any entity with a five per- 
cent or more ownership interest in 
the loss corporation, to establish the 
extent, if any, to which the owner- 
ship interests of any such entity's 
owners have changed as of the test- 
ing date. This rule may not be relied 
upon by the loss corporation if (1) it 
knows that such a statement is false 
or (2) the statement is offered by an 
entity that has either a direct or 
indirect ownership interest of 50 per- 
cent or more of the stock of the loss 
corporation. As under the safe har- 
bor rule for registered stock (de- 
scribed above), the application of this 
rule is also subject to the loss corpo- 
ration's actual knowledge of contrary 
in formation (described below) and 
certain anti-abuse rules (described be- 
low). 

L. ACTUAL KNOWLEDGE 
REGARDING STOCK 

OWNERSHIP 

Under a special rule, the presump- 
tions regarding stock ownership oth- 
erwise supplied by the temporary 
regulations are unnecessary to the 
extent the loss corporation has actual 
knowledge of such ownership and 
therefore are made inapplicable in 
such a case. In general, to the extent 
that the loss corporation has actual 
knowledge of stock ownership that is 
inconsistent with the regulatory pre- 
sumptions regarding stock ownership 
(and shifts in ownership) with respect 
to the loss corporation on any testing 
date (or acquires such knowledge 
before the date that the income tax 
return of the loss corporation is filed 
for the taxable year in which the 
testing date occurs), the loss corpora- 
tion must take such stock ownership 
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into account for purposes of deter- 
mining whether an ownership change 
occurs on that testing date. If the 
actual knowledge is acquired after 
such income tax return is filed, the 
loss corporation is permitted to, but 
need not, take such information into 
account for purposes of redetermin- 
ing whether an ownership change 
occurred on that testing date. Thus, 
subject to any applicable statute of 
limitations, the loss corporation may 
file an amended income tax return. 

M. DUTY TO INQUIRE 
REGARDING STOCK 

OWNERSHIP 

On each testing date, the loss cor- 
poration is required to determine 
both the stock ownership and the 
changes in the stock ownership dur- 
ing the testing period for only the 
following four categories of persons: 
(1) any individual shareholder who 
has a direct ownership interest of five 
percent or more in the loss corpora- 
tion, (2) any entity with a direct 
ownership interest of five percent or 
more in the loss corporation, (3) any 
entity with an indirect ownership in- 
terest of five percent or more in the 
loss corporation, and (4) any individ- 
ual who has an indirect ownership 
interest of five percent or more in the 
loss corporation, through any one of 
the entities described above. The reg- 
ulations relieve the loss corporation 
of any obligation to make any other 
inquiries regarding the owners of the 
stock of the loss corporation. 

N. ANTI-ABUSE RULE 

If the ownership interests in a loss 
corporation are structured to take 
advantatge of the presumptions and 
rules of administrative convenience 
contained in the temporary regula- 
tions and thereby to avoid treating a 
person as a 5-percent shareholder (or 
to permit the loss corporation to 
presume that a 5-percent sharehold- 
er's ownership interest remains un- 

changed) for a principal purpose of 
circumventing the section 382 limita- 
tion, then, with respect to the inter- 
ests so structured, (I) any regulatory 
limitation upon the application of the 
attribution rules is made inapplicable, 
(2) the determination of whether a 
person is a 5-percent shareholder and 
the percentage stock ownership inter- 
est of such person in the loss corpo- 
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ration shall take into account each 
direct and indirect ownership interests 
and (3) the loss corporation must 
determine the actual ownership inter- 
est of any such 5-percent share- 
holder. This anti-abuse rule applies 
even if the loss corporation does not 
have actual knowledge regarding the 
ownership interests involved. 

Thus, although the temporary reg- 
ulations ordinarily would not take 
into account each of the less than 
five percent ownership interests in the 
loss corporation that a person (who, 
unknown to the loss corporation, 
actually owns five percent or more of 
the loss corporation) may own 
through his ownership interests in 
entities other than the loss corpora- 
tion, those interests each would be 
taken into account if they were struc- 
tured with a principal purpose of 
avoiding the application of the sec- 
tion 382 limitation. For example, if 
individual A acquires a loss corpora- 
tion by making equal capital contri- 
butions to each of eleven newly 
formed corporations, and the contri- 
butions, in turn, are used by each 
such corporation for the acquisition 
of a 4. 64 percent ownership interest 
in the loss corporation, individual A 
would be treated as a 5-percent 
shareholder that acquires 51 percent 
of the loss corporation, and the loss 
corporation is thus subject to the 
section 382 limitation, without regard 
to the loss corporation's actual 
knowledge of A's ownership inter- 
ests. 

III. EFFECTIVE DATES 

In general, section 382 applies to 
any ownership change that occurs 
immediately after an owner shift or 
an equity structure shift that occurs 
after December 31, 1986, or any 
other event occurring after such date 
that requires the determination of 
whether an ownership change has 
occurred (e. g. , the issuance of a 
warrant by the loss corporation). A 
special rule is provided for reorgani- 
zations (constituting both equity 
structure shifts and owner shifts) 
completed pursuant to plans adopted 
before January 1, 1987, so that the 
transaction will be treated as occur- 
ring at the time such the plan was 

adopted. For purposes of determining 
whether an ownership change occurs 

at any time after May 5, 1986, the 
testing period may commence no ear- 
lier than May 6, 1986. 

For purposes of determining 
whether an ownership change has 
occurred for any testing before Sep- 
tember 4, 1987, the regulations make 
inapplicable (1) the aggregation rules 

to stock acquired by a first tier entity 
or higher tier entity before May 6, 
1986, (2) the segregation rules gov- 
erning transactions (other than dispo- 
sitions of stock) involving loss corpo- 
rations, except in the case of an 

equity structure shift in which more 
than one corporation is a party to 
the reorganization, (3) the segregation 
rules governing transactions (other 
than dispositions of stock) involving 
first tier entities or higher tier enti- 

ties, except in the case of an equity 
structure shift in which more than 
one corporation is a party to the 
reorganization and (4) the segregation 
ruels governing dispositions of stock, 
except in the case of a disposition of 
stock acquired after May 5, 1986, by 
an entity with a five percent or more 
direct or indirect ownership interest 
in the loss corporation or an individ- 

ual 5-percent shareholder. Under the 

temporary regulations, however, the 
loss corporation may elect to apply 
the aggregation and segregation rules 

to transactions occurring before Sep- 
tember 4, 1987, but only if all such 

rules are applied on any testing date 
occurring after May 5, 1986. 

In addition, the portions of the 

temporary regulations regarding the 
treatment of stock as not constituting 
stock and the treatment of interests 
other than stock as stock do not 

apply to stock or interests issued (or 
transferred) before September 4, 
1987. Finally, several special effective 
date rules apply to options (and 
other similar interests), certain bank- 

ruptcy transactions, and public offer- 
ings by domestic building and loan 
associations. 

NON-APPLICABILITY OF 
EXECUTIVE ORDER 12291 

The Commissioner of Internal Rev- 

enue has determined that this tempo 
rary regulation is not a major rule 
subject to review under Executive 
Order 12291 and that a regulatory 

impact analysis, therefore, is not re 
quired. 



REGULATORY FLEXIBILITY 
ANALYSIS 

A general notice o f proposed 
rulemaking is not required by 5 
U. S. C. 553 for temporary regula- 
tions. Accordingly, the temporary 
regulations do not constitute regula- 
tions subject to the Regulatory Flexi- 
bility Act (5 U. S. C. chapter 6). 

PAPERWORK REDUCTION ACT 

The collections of information con- 
tained in these regulations have been 
submitted to the Office of Manage- 
ment and Budget (OMB) under the 
Paperwork Reduction Act of 1980. 
The requirements have been approved 
by OMB under control number 
1545-0123. 

Adoption of amendments to the 
regulations. 

Accordingly, 26 CFR Parts 1 and 
602 are amended as follows: 

Paragraph 1. The authority citation 
for 26 CFR Part 1 is amended by 
adding the following citation: 

Authority: 26 U. S. C. 7805 
$1. 382-2T also issued under 26 
U. S. C. 382(g)(4)(C), 26 U. S. C. 
382(i), 26 U. S. C. 382(k)(1), 26 
U. S. C. 382(k)(6), 26 U. S. C. 
382(1)(3), and 26 U. S. C. 382(m). 

Par. 2. There is inserted in the 
appropriate place a new $1. 382-1T. 
The new section reads as follows: 
51. 382-1T Limitation on Net Operat- 

ing Loss Carryforwards and Cer- 
tain Built-In Losses Following 
Ownership Change (temporary). 
In order to facilitate use of 

51. 382-2T, this seciton lists the para- 
graphs, subparagraphs, and subdivi- 
sions contained in $1. 382-2T. 

(a) Ownership change. 
(1) In general. 
(2) Events requiring a determina- 

tion of whether an ownership change 
has occurred. 

(i) Testing date. 
(ii) Information statement re- 

quired. 
(iii) Records to be maintained by 

loss corporation. 
(b) Nomenclature and assump- 

tions. 
(c) Computing the amount of in- 

creases in percentage ownership. 

(1) In general. 
(2) Example. 

(3) Related and unrelated increases 
in percentage stock ownership. 

(4) Example. 
(d) Testing period. 
(1) In general. 
(2) Effect of a prior ownership 

change. 
(3) Commencement of the testing 

period. 
(i) In general. 
(ii) Exception for corporations 

with net unrealized built-in loss. 
(4) Disregarding testing dates. 
(5) Example. 
(e) Owner shift and equity struc- 

ture shift. 
(1) Owner shift 
(i) Defined 
(ii) Transactions between persons 

who are not 5-percent shareholders 
disregarded. 

(iii) Examples. 
(2) Equity structure shift. 
(i) Tax-free reorganizations. 
(ii) Transactions designated under 

section 382(g)(3)(B) treated as equity 
structure shifts. 

(iii) Overlap of owner shift and 
equity structure shift. 

(iv) Examples. 
(f) Definitions. 
(1) Loss corporation 
(i) In general. 
(ii) Distributor or transferor loss 

corporation in a transaction under 
section 381. 

(iii) Separate accounting required 
for losses of an acquiring corporation 
and a distributor or transferor loss 
corporation. 

(2) Old loss corporation. 
(3) New loss corporation. 
(4) Successor corporation. 
(5) Predecessor corporation. 
(6) Shift. 
(7) Entity. 
(8) Direct ownership interest. 
(9) First tier entity. 
(10) 5-percent owner. 
(11) Public shareholder. 
(12) Public owner. 
(13) Public group. 
(14) Higher tier entity. 
(15) Indirect ownership interest. 
(16) Highest tier entity. 
(17) Next lower tier entity. 
(18) Stock. 
(i) In general. 
(ii) Treating stock as not stock. 
(iii) Treating interests not consti- 

tuting stock as stock. 
(iv) Stock of the loss corporation. 
(19) Change date. 
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(20) Year. 
(21) Old section 382. 
(22) Pre-change loss. 
(23) Unrelated. 
(24) Percentage ownership interest. 

(g) 5-percent shareholder. 
(1) In general. 
(2) Determination of whether a 

person is a 5-percent shareholder. 
(3) Determination of the percent- 

age stock ownership interest of a 
5-percent shareholder. 

(4) Examples. 
(5) Stock ownership presumptions 

in connection with certain acquisi- 
tions and dispositions of loss corpo- 
ration stock. 

(i) In general. 
(ii) Example. 
(h) Constructive ownership of 

stock. 
(1) In general. 
(2) Attribution from corporations, 

partnerships, estates and trusts. 
(i) In general. 
(ii) Limitation on attribution from 

entities with respect to certain inter- 
ests. 

(iii) Limitation on attribution from 
certain entities. 

(iv) Examples. 
(3) Attribution to corporations, 

partnerships, estates and trusts. 
(4) Option attribution. 
(i) In general. 
(ii) Examples. 
(iii) Contingencies. 
(iv) Series of options. 
(v) Interests that are similar to 

options. 
(vi) Actual exercise of options. 
(A) In general. 
(B) Actual exercise within 120 days 

of deemed exercise. 
(vii) Effect of deemed exercise of 

options on the outstanding stock of 
the loss corporation. 

(A) Right or obligation to issue 
stock. 

(B) Right or obligation to acquire 
outstanding stock by the loss corpo- 
ration. 

(C) Effect on value of old loss 
corporation. 

(vii) Options that lapse or are for- 
feited. 

(ix) Option rule inapplicable if pre- 
change losses are de minimis. 

(x) Options not subject to attribu- 
tion 

(A) Long-held options with respect 
to actively traded stock. 

(B) Right to receive or obligation 
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to issue a fixed dollar amount of 
value of stock upon maturity or 
certain debt. 

(C) Right or obligation to redeem 
stock of the loss corporation. 

(D) Options exercisable only upon 
death, disability or mental incompe- 
tency. 

(E) Right to receive or obligation 
to issue stock as interest or divi- 
dends. 

(F) Options outstanding following 
an ownership change. 

(1) In general. 
(2) Example. 
(G) Right to acquire loss corpora- 

tion stock pursuant to a default 
under loan agreement. 

(H) Agreement to acquire or sell 
stock owned by certain shareholders 
upon retirement. 

(xi) Certain transfers of options 
disregarded, 

(xii) Exercise of an option that has 
not been treated as stock. 

(5) Stock transferred under certain 
agreements. 

(6) Family attribution. 
(i) [Reserved]. 
(j) Aggregation and segration 

rules. 
(1) Aggregation of public share- 

holders and public owners into public 
groups. 

(i) Public group. 
(ii) Treatment of public group that 

is a 5-percent shareholder. 
(iii) Presumption of no cross- 

ownership. 
(iv) Identification of the public 

groups treated as 5-percent share- 
holders. 

(A) Analysis of highest tier enti- 
ties. 

(B) Analysis of other higher tier 
entities and first tier entities. 

(C) Aggregation of the public 
shareholders. 

(v) Appropriate adjustments, 
(vi) Examples. 
(2) Segregation rules applicable to 

transactions involving the loss corpo- 
ration. 

(i) In general 
(ii) Direct public group. 
(iii) Transactions to which segrega- 

tion rules apply. 

(A) In general. 
(B) Certain equity structure shifts 

and transactions to which section 
1032 applies. 

(1) In general. 

(2) Examples. 
(C) Redemption-type transactions. 
(I) In general. 
(2) Examples. 
(D) Acquisition of loss corporation 

stock as the result of the ownership 
of a right to acquire stock. 

(1) In general. 
(2) Example. 
(E) Transactions identified in the 

Internal Revenue Bulletin. 

(F) Issuance of rights to acquire 
loss corporation stock. 

(1) In general. 
(2) Example. 
(iv) Combination of de minimis 

public groups. 
(A) In general. 
(B) Example. 
(v) Multiple transactions. 
(A) In general. 
(B) Example. 
(vi) Acquisitions made by either a 

5-percent shareholder or the loss cor- 
poration following application of the 
segregation rules. 

(3) Segregation rules applicable to 
transactions involving first tier enti- 
ties or higher tier entities. 

(i) Dispositions. 
(ii) Example. 
(iii) Other transactions affecting 

direct public groups of a first tier 
entity or higher tier entity. 

(iv) Examples. 
(v) Acquisitions made by a 5- 

percent shareholder, a higher tier 
entity, or a first tier entity following 
application of the segregation rules. 

(k) Operating rules 

(1) Presumptions regarding stock 
ownership. 

(i) Stock subject to regulation by 
the Securities and Exchange Commis- 
sion. 

(ii) Statements under penalties of 
perjury. 

(2) Actual knowledge regarding 
stock ownership. 

(3) Duty to inquire as to actual 
stock ownership in the loss corpora- 
tion. 

(4) Ownership interests structured 
to avoid the section 382 limitation. 

(5) Example. 
(6) First tier entity or higher tier 

entity that is a foreign corporation or 
entity. [Reserved. ] 

(I) Changes in percentage owner- 
ship which are attributable to fluctu- 
ations in value. [Reserved. ] 

(m) Effective date. 

(1) In general. 
(2) Plan of reorganization. 
(3) Earliest commencement of the 

testing period, 
(4) Transitional rules. 
(i) Rules provided in paragraph (j) 

of this section for testing dates be- 
fore September 4, 1987. 

(ii) Example. 
(iii) Rules provided in paragraph 

(j) of this section for testing dates on 
or after September 4, 1987. 

(iv) Rules provided in paragraphs 
(f)(18)(ii) and (iii) of this section. 

(v) Rules provided in paragraph 
(a)(2)(ii) of this section. 

(5) Bankruptcy proceedings. 
(t) In general 
(ii) Example. 
(6) Transactions of domestic build- 

ing and loan association. 
(7) Transactions not subject to sec- 

tion 382. 
(i) Application of old section 382. 
(ii) Effect on testing period. 
(iii) Termination of old section 

382. [Reserved] 
(8) Options issued or trans ferred 

before January 1, 1987. 
(i) Options issued before May 6, 

1986. 
(ii) Options issued on or after May 

6, 1986 and beforer September 18, 
1986. 

(iii) Options issued on or after 
September 18, 1986 and before Janu- 
ary 1, 1987. 

(9) Examples. 
(b) [Reserved]. 

Par. 3. There is inserted in the 
appropriate place a new $1. 382-2T. 
The new section reads as follows: 
$1. 382-2T Definition of ownership 
change under section 382, as 
amended by the Tax Reform Act of 
1986 (temporary). 

(a) Ownership change — (1) In gen- 
eral. A corporation is a new loss 
corporation and thus subject to limi- 
tation under section 382 only if an 

ownership change has occurred with 
respect to such corporation. An own- 

ership change occurs with respect to 
a corporation if it is a loss corpora- 
tion on a testing date and, immedi- 
ately after the close of the testing 
date, the percentage of stock of the 
corporation owned by one or more 
5-percent shareholders has increased 
by more than 50 percentage points 
over the lowest percentage of stock 
of such corporation owned by such 
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shareholders at any time during the 
testing period. See paragraph (a)(2)(i) 
of this section for the definition of 
testing date. See paragraph (d) of 
this section for the definition of 
testing period. See paragraphs (f)(1) 
and (3) of this section for the respec- 
tive definitions of loss corporation 
and new loss corporation. See para- 
graph (g) of this section for the 
definition of 5-percent shareholder. 

(2) Events requiring a determina- 
tion of whether an ownership change 
has occurred — (i) Testing date. Ex- 
cept as otherwise provided in this 
paragraph (a)(2)(i), a loss corporation 
is required to determine whether an 
ownership change has occurred im- 
mediately after any owner shift, any 
equity structure shift, or any transac- 
tion in which an option with respect 
to stock of the loss corporation is— 

(A) Transferred to (or by) a 5- 
percent shareholder (or a person who 
would be 5-percent shareholder if the 
option were treated as exercised), or 

(B) Issued by the loss corporation, 
a first tier entity, or a higher tier 
entity that owns five percent or more 
of the loss corporation (determined 
without regard to the application of 
paragraph (h)(2)(i)(A) of this sec- 
tion). Notwithstanding the preceding 
sentence, any transfer of stock of the 
loss corporation (or an option with 
respect to such stock) in any of the 
cirumstances described in section 
382(1)(3)(B), or any equity structure 
shift that is not also an owner shift, 
is not an event that requires the loss 
corporation to make a determination 
of whether an ownership change has 
occurred. For purposes of this sec- 
tion, each date on which a loss 
corporation is required to make a 
determination of whether an owner- 
ship change has occurred is referred 
to as a testing date, all computations 
of increases in percentage ownership 
are to be made as of the close of the 
testing date, and any transactions 
described in this paragraph (a)(2)(i) 
that occur on that date are treated as 
occurring simultaneously at the close 
of the testing date. See paragraphs 
(e)(1) and (2) of this section for the 
respective definitions of owner shift 
and equity structure shift. See para- 
graphs (f)(9) and (14) of this section 
for the respective definitions of first 
tier entity and higher tier entity. 

(ii) Information statement re- 

quired. A loss corporation must file 
a statement with its income tax re- 

turn for each taxable year that it is a 
loss corporation. The statement must 

(A) indicate whether any testing dates 
occurred during the taxable year; (B) 
identify each testing date, if any, on 
which an ownership change occurred; 
(C) identify the testing date, if any, 
that occurred during and closest to 
the end of each of the three month 
periods ending on March 31, June 
30, September 30 and December 31 
during the taxable year, regardless of 
whether an ownership change oc- 
curred on the testing date, (D) iden- 
tify each 5-percent shareholder on 
each such testing date; (E) state the 
percentage ownership of the stock of 
the loss corporation for each 5- 

percent shareholder as of each such 
testing date and the increase, if any, 
in such ownership during the testing 
period; and (F) disclose the extent to 
which the loss corporation relied 
upon the presumptions regarding 
stock ownership under paragraph 
(k)(1) of this section to determine 
whether an ownership change oc- 
curred on any identified testing date. 

(iii) Records to be maintained by 
loss corporation. A loss corporation 
shall keep such records as are neces- 
sary to determine (A) the identity of 
its 5-percent shareholders, (B) the 
percentage of its stock owned by 
each such 5-percent shareholder, and 
(C) whether the section 382 limitation 
is applicable. Such records shall be 
retained so long as they may be 
material in the administration of any 
internal revenue law. 

(b) Nomenclature and assump- 
tions. For purposes of the examples 
in this section— 

(1) L is a loss corporation, and, if 
there is more than one loss corpora- 
tion, they are designated at L&, L&, 

L3, etc. 
(2) P is a corporation that is not a 

loss corporation, and, if there is 
more than one such corporation, they 
are designated as P, , P2, P„etc. 

(3) HC is a corporation whose 
assets consist solely of the stock of 
other corporations. 

(4) E is an entity other than a 
corporation (e. g. , a partnership), 
and, if there is more than one such 
entity, they are designated as E&, E2, 
E, , etc. 

(5) Unless otherwise stated, — 
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(i) A, B, C, D, AA, BB, CC, and 
DD are unrelated individuals who 

own interests in corporations or other 
entities only to the extent expressly 
stated, 

(ii) all corporations have one class 
of stock outstanding and each share 
of stock has the same fair market 
value as each other share, 

(iii) the capital structure of the loss 
corporation and its business do not 
change over time, and 

(iv) the rules of paragraphs (k)(2) 
and (4) of this section are not appli- 
cable. 

(6) Public L represents a group of 
unrelated individuals and entities that 
own direct (and not indirect) stock 
ownership interests in loss corpora- 
tion L, each of whom owns less than 
five percent of the stock of the loss 
corporation, and, if there is more 
than one loss corporation, such 
groups are designated as Public L„ 
Public L„Public L„etc. 

(7) Public P represents a group of 
unrelated individuals and entities that 
own direct (and not direct) stock 
ownership interests in corporation P, 
each of whom owns less than five 
percent of the stock of the corpora- 
tion, and, if there is more than one 
corporation, such groups are desig- 
nated as Public P„Public P„Public 
P„etc. 

(8) Public E represents a group of 
unrelated individuals and entities that 
own direct (and not indirect) owner- 
ship interests in entity E, each of 
whom owns less than five percent of 
the entity, and, if there is more than 
one entity, such groups are desig- 
nated as Public E„Public E2, Public 
E3, etc. 

(c) Computing the amount of in- 
creases in percentage ownership — (1) 
In general. In order to determine 
whether an ownership change has 
occurred on a testing date, the loss 
corporation must identify each 5- 
percent shareholder whose percentage 
of stock ownership in the loss corpo- 
ration immediately after the close of 
the testing date has increased, com- 
pared to such shareholder's lowest 
percentage of stock ownership in 
such corporation at any time during 
the testing period. The amount of the 
increase in the percentage of stock 
ownership in the loss corporation of 
each 5-percent shareholder must be 
computed separately by comparing 
the percentage ownership of each 
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such 5-percent shareholder immedi- 
ately after the close of the testing 
date to such shareholder's lowest 
percentage ownership at any time 
during the testing period. Each such 
increase in the percentage ownership 
of a 5-percent shareholder is then 
added together with any other such 
increases of other 5-percent share- 
holders to determine whether an 
ownership change has occurred. Be- 
cause only those 5-percent sharehold- 
ers whose percentages of stock own- 
ership have increased are taken into 
account, a 5-percent shareholder is 
disregarded if his percentage of stock 
ownership, immediately after the 
close of the testing date, has de- 
creased (or has remained the same), 
compared to his lowest percentage 
ownership interest on any previous 
data during the testing period. 

(2) Example — (i) A and B each own 40 
percent of the outstanding L stock. The re- 
maining 20 percent of the L stock is owned by 
100 unrelated individuals, none of whom own 
as much as five percent of L stock ("Public 
L"). C negotiates with A and B to purchase 
all their stock in L. 

(ii) The acquisitions from both A and B are 
completed on September 13, 1990. C's acquisi- 
tion of 80 percent of L stock results in an 
ownership change because C's percentage own- 
ership has increased by 80 percentage points as 
of the testing date, compared to his lowest 
percentage ownership in L at any time during 
the testing period (0 percent). 

(3) Related and unrelated increases 
in percentage stock ownership. The 
determination whether an ownership 
change has occurred is made without 
regard to whether the changes in 
stock ownership of the loss corpora- 
tion (by one or more 5-percent share- 
holders) result from related or unre- 
lated events. 

(4) Example — (i) L has outstanding 200 
shares of common stock. A, B and C respec- 
tively own 100, 50 and 50 shares of the L 
stock. On January 2, 1988, A sells 60 shares 
of L stock to B. Thus, B's percentage owner- 
ship interest in L increases by 30 percentage 
points, from 50 shares to 110 shares. On 
January 1, 1989, A purchases C's entire 
interest in L. Thus, A's percentage ownership 
interest in L increases by 25 percentage points, 
compared to his lowest percentage ownership 

interest in L, from 40 shares immediately 
following the January 2, 1988 sale to B to 90 
shares. Even though A's ownership interest in 
L as of January I, 1989 has decreased, 
compared to his 50 percent ownership interest 
at the beginning of the testing period, A is a 
5-percent shareholder who must be taken into 
account for purposes of the computation re- 

quired under paragraph (c)(1) of this section 
because his interest in L on that testing date 
(45 percent) has increased, compared to his 
lowest percentage ownership interest in L at 
any time during the testing period (20 percent 

following the sale to B). 
(ii) Accordingly, although A and B jointly 

have increased their aggregate total ownership 
interest in L between January 2, 1988 and 
January I, 1989 by only 25 percentge points 
(l. e. , the total ownership interest in L held by 
A and B at all times is not less than a 75 
percent interest), the total of their separate 
increases in the percentage stock ownership of 
L, compared to their respective lowest percent- 
age ownership interests at any time during the 
testing period, is 55 percentage points. Thus, 
an ownership change occurs as a result of A' s 

acquisition of L stock on January I, 1989. 

(d) Testing period — (1) In general. 
Except as otherwise provided in this 
paragraph (d) and paragraph (m) of 
this section, the testing period for 
any testing date is the three-year 
period ending on the testing date. See 
paragraph (a)(2)(i) of this section for 
the definition of testing date. 

(2) Effect of a prior ownership 
change. Following an ownership 
change, the testing period for deter- 
mining whether a subsequent owner- 
ship change has occurred shall begin 
no earlier than the first day following 
the change date of the most recent 
ownership change. See paragraph 
(f)(19) of this section for the defini- 
tion of change date. 

(3) Commencement of the testing 
period — (i) In general. Except as oth- 
erwise provided in paragraph 
(d)(3)(ii) of this section, the testing 
period for any loss corporation shall 
not begin before the earlier of the 
first day of either— 

(A) the first taxable year from 
which there is a loss or excess credit 
carryforward to the first taxable year 
ending after the testing date, or 

(B) the taxable year in which the 
testing date occurs. 

(ii) Exception for corporations 
with net unrealized built-in loss. 
Paragraph (d)(3)(i) of this section 
shall not apply if the corporation has 
a net unrealized built-in loss (deter- 
mined after application of section 
382(h)(3)(B)) on the testing date, un- 
less the loss corporation establishes 
the taxable year in which the net 
unrealized built-in loss first accrued. 

In that event, the testing period 
shall not begin before the earlier of— 

(A) the first day of the taxable 
year in which the net unrealized 
built-in loss first accrued, or 

(B) the day described in paragraph 
(d)(3)(i) of this section. 
See section 382(h) for the definition 
of net unrealized built-in loss. 

(4) Disregarding testing dates. Any 

testing date that occurs before 
beginning of the testing period shall 
be disregarded for purposes of t»s 
section. 

(5) Example — (i) A owns all 100 outstanding 
shares of L stock. A sells 40 shares of L stock 
ftom A on July I, 1991. In determining if an 
ownershtp change occurs on the July 1, 1991 
testing date, B's acquisition of L stock is 

disregarded because it occurred before the 
testing period that ends on such testing date. 
Thus, B's ownership interest in L does not 
increase during the testing period, and no 
ownership change results from C's acquisition. 

(ii) The facts are the same as in (i), except 
that throughout the period during which B 
negotiated his stock purchase transaction with 
A, B knew that C intended to attempt to 
acquire a significant stock interest in L. Also, 
B and C have been partners in a number of 
significant business ventures. The result is the 
same as in (i). 

(e) Owner shift and equity struc- 
ture shift — (1) Owner shift — (i) De- 
fined. For purposes of this section, 
an owner shift is any change in the 
ownership of the stock of a loss 
corporation that affects the percent- 
age of such stock owned by any 
5-percent shareholder. See paragraph 
(g) of this section for the definition 
of a 5-percent shareholder. An owner 
shift includes, but is not limited to, 
the following transactions: 

(A) a purchase or disposition of 
loss corporation stock by a 5-percent 
shareholder, 

(B) a section 351 exchange that 
affects the percentage of stock owned 
by a 5-percent shareholder. 

(C) a redemption or a recapitaliza- 
tion that affects the percentage of 
stock owned by a 5-percent share- 
holder. 

(D) an issuance of loss corporation 
stock that affects the percentage of 
stock owned by of a 5-percent share- 
holder, and 

(E) an equity structure shift that 
affects the percentage of stock owned 
by a 5-percent shareholder. 

(ii) Transacti ons between persons 
who are not 5-percent shareholders 
disregarded. Transfers of loss corpo- 
ration stock between persons who are 
not 5-percent shareholders of such 
corporation (and between members 
of separate public groups resulting 
from the application of the segrega- 
tion rules of paragraphs (j)(2) and 
(3)(iii) of this section) are not owner 
shifts and thus are not taken into 
account. See paragraph (h)(4)(xi) of 
this section for a similar rule applica- 
ble to transfers of options. 

(iii) Examples — Example (lj. A has owned 
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all 1000 shares of outstanding L stock for 
more than three years. On June 15, 1988, A 
sells 300 of his L shares to B. This transaction 
is an owner shift. No other 5-percent share- 
holder has increased his percentage ownership 
of L stock during the testing period. Thus, the 
owner shift resulting from B's acquisition does 
not result in an ownership change, because B 
has increased his stock ownership in L by only 
30 percentage points. 

Example (2). The facts are the same as in 
Example (I). In addition, on June 15, 1989, L 
issues 100 shares to each of C, D and AA. 
The stock issuance is an owner shift. The 
transaction, however, does not result in an 
ownership change, because B, C, D and AA 
(the 5-percent shareholders whose stock owner- 
ship has increased as of the testing date, 
compared to any other time during the testing 
date, compared to any other time during the 
testing period) have increased their percentage 
of stock ownership in L by a total of only 
46. 2 percentage points during the testing pe- 
riod (by 23. 1 percentage points [300 
shares/1300 shares] for B, and 7. 7 percentage 
points [100 shares/1300 shares] for each of C, 
D and AA). 

Example (3). All 1000 shares of L stock are 
owned by a group of 100 unrelated individu- 
als, none of whom own as much as five 
percent of L stock (" Public L"). Several of 
the members of Public L sell their L stock, 
amounting to a 30 percent ownership interest 
in L, to B on June 15, 1988. The sale of stock 
to B is an owner shift. Between June 16, 1988, 
and June 15, 1989, each of the remaining 
individuals in Public L sells his stock to 
another person who is not a 5-percent share- 
holder. Under paragraph (e)(l)(ii) of this sec- 
tion, trading activity among the members of 
Public L is disregarded and does not result in 
an owner shift. On June 15, 1989, L issues 100 
shares to each of C, D and AA. The only sale 
transactions by members of Public L that are 
taken into account in determining whether an 
ownership change occurs on June 15, 1989 are 
the sales to B on June 15, 1988. Because B, C, 
D and AA together have increased their per- 
centage ownership of L stock as a result of B's 
purchase and the stock issuance by an amount 
not in excess of 50 percentage points during 
the testing period ending on June 15, 1988, an 
ownership change does not occur on that date. 

Example (4). The facts are the same as in 
Example (2). In addition, on December 15, 
1989, L redeems 200 of the L shares from A. 
The redemption is an owner shift that results 
in an ownership change, because B, C, D and 
AA are 5-percent shareholders whose percent- 
age ownership of L increase by a total of 54. 6 
percentage points during the testing period (by 
27. 3 percentage points [300 shares/1100 shares] 
for B and 9. 1 percentage points [100 
shares/1100 shares] for each of C, D and AA). 

Example (5). L is owned entirely by 10, 000 
unrelated shareholders, none of whom owns as 
much as five percent of the stock of L 
(" Public L"). Accordingly, Public L is L's 
only 5-percent shareholder. See paragraph 
(j)(l) of this section. There are one million 
shares of common stock outstanding. On 
December I, 1988, L issues two million new 

shares of its common stock to members of the 
public, none of whom owned any L stock 
prior to the issuance. Following the public 
offering, no shareholder of L owns, directly or 
indirectly, five percent. or more of L stock. 

Under paragraph (j)(2) of this section, how- 

ever, all of the newly issued stock is treated as 
acquired by a 5-percent shareholder (" Public 
NL") that is unrelated to Public L. Therefore, 
the public offering constitutes an owner shift 
that results in an ownership change because 
Public NL's percentage of stock ownership in 
L increased by 66 2/3 percentage points (two 
million shares acquired in the public of- 
fering/three million shares outstanding follow- 
ing the offering) over its lowest percentage 
ownership during the testing period (0 percent 
prior to the offering), 

Examp!e (6). The facts are the same as in 

Example (5), except that L issues only 500, 000 
new shares of L stock on December I, 1988, 
and Public NL's percentage ownership interest 
in L increases by only 33 I/3 percentage points 
(500, 000 shares outstanding following the of- 
fering). During the two years following De- 
cember 2, 1988, 14 percent of the stock 
outstanding on that date is sold over a public 
stock exchange. On December 3, 1990, A 
purchases five percent of L stock (75, 000 
shares) over a public stock exchange. The 
purchase of five percent of L stock by A is an 
owner shift and is presumed to have been 
made proportionately from Public L and Pub- 
lic NL under paragraph (j)(2)(vi) of this sec- 
tion. Under paragraph (e)(1)(ii) of this section, 
transfers of L stock in transactions not involv- 
ing A (i. e. , in transactions among or between 
members of separate public groups resulting 
from the application of paragraphs (j)(2) and 
(3) of this section) are not taken into account, 
and do not constitute owner shifts. (Transfers 
between members of Public NL and Public L, 
which are treated as separate 5-percent share- 
holders solely by virtue of paragraph (j)(2) of 
this section, are disregarded even if L has 
actual knowledge of any such transfers. ) A 
and Public NL, the only 5-percent sharehold- 
ers whose interests in L have increased during 
the testing period, have increased their respec- 
tive stock ownership by only 36 2/3 percentage 
points — five percentage points for A [75, 000 
shares/1. 5 million shares outstanding] and 31 
2/3 percentage points for Public NL [((500, 000 
shares issued in the public offering) — (5 per- 
cent x 500, 000 shares presumed to have been 
acquired by A))/1. 5 million shares outstand- 
ing]. Accordingly, there is no ownership 
change with respect to L notwithstanding that, 
taking into account the public trading, a 
change of more than 50 percentage points in 
the ultimate beneficial ownership of L stock 
occurred during the three-year period ending 
on the December 3, 1990 testing date. 

Example (7). The facts are the same as in 
Example 6, except that five percent of the L 
stock has always been owned by P which, in 

turn, has always been owned by Public P. On 
December 6, 1990, P sells all of its L stock 
over a public stock exchange. Although the 
trading of P stock among persons that are not 
5-percent shareholders (without regard to the 
segregation rules of paragraph (j) of this 
section) are disregarded under paragraph 
(e)(l)(ii) of this section, the disposition of the 
L stock by P is not disregarded because the L 
stock is transferred in a transaction that is 
subject to paragraph (j)(3)(i) of this section. 

(2) Equity structure shift — (i) Tax- 
free reorganizations. An equity struc- 
ture shift is any reorganization within 
the meaning of section 368 with 
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respect to which the loss corporation 
is a party to the reorganization, 
except that such term does not in- 

clude a reorganization described in— 
(A) Section 368(a)(1)(D) or (G) un- 

less the requirements of sections 
354(b)(1) are met, or 

(B) Section 368(a)(1)(F). 
(ii) Transactions designated under 

section 382(g)(3)(B) treated as equity 
structure shifts. [Reserved]. 

(iii) Overlap of o wner shift and 
equity structure shi ft. Any equity 
structure shift that affects the per- 
centage of loss corporation stock 
owned by a 5-percent shareholder 
also constitutes an owner shift. See 
paragraph (e)(1)(i)(E) of this section. 

(iv) Examples — Example (1). A owns all of 
the stock of L and B owns all of the stock of 
P. On October 13, 1988, L merges into P in a 
reorganization described in section 
368(a)(1)(A). As a result of the merger, A and 
B own 25 and 75 percent, respectively, of the 
stock of P. The merger is an equity structure 
shift (and, because it affects the percentage of 
L stock owned by 5-shareholders, it also 
constitutes an owner shift). On the October 
13, 1988 testing date, B is a 5-percent share- 
holder whose stock ownership in the loss 
corporation following the merger has increased 
by 75 percentage points over his lowest per- 
centage of stock ownership is L at any time 
during the testing period (0 percent prior to 
the merger). Accordingly, an ownership change 
occurs as a result of the merger. P is thus a 
new loss corporation and L's pre-change losses 
are subject to limitation under section 382. See 
paragraph (f)(1)(iii) of this section requiring P 
to account separately for L's pre-change 
losses. 

Example (2) — (r) A owns 100 percent of L, 
stock and B owns 100 percent of Lz stock. On 
January 1, 1988, L, merges into L, in a 
reorganization described in section 
368(a)(1)(A). Immediately after the merger, A 
and B own 40 percent and 60 percent, respec- 
tively, of the L, stock. There is an equity 
structure shift (as well as the owner shift) with 
respect to both L, and L, on January 1, 1988. 

(ii) Because the percentage of Lz stock 
owned by B immediately after the merger (60 
percent) increases by more than 50 percentage 
points over the lowest percentage of the stock 
of L, owned by B during the testing period (0 
percent prior to the merger), there is an 
ownership change with with respect to L, . L, 
is a new loss corporation and thus, under 
paragraph (f)(1)(iii) of this section, the pre- 
change losses of L, must be accounted for 
separately by L, from the losses of L, (imme- 
diately before the ownership change) and are 
subject to limitation under section 382. 

(iir) L, is a new loss corporation because it 
is a successor corporation to L&. There is no 
ownership change with respect to L, , however, 
because A's stock ownership in Lz increased 
by only 40 percentage points (to 40 percent) 
over the amount owned by A prior to the 
merger (0 percent). Therefore, the pre-change 
losses of L, are not limited under section 382 
as a result of the merger, but must be 
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separately accounted for under paragraph 
(f)(1)(iii) of this section. 

Example (3). The result in Example (2) 
would be the same if L& had survived the 
merger (l. e. , Lz merged into L, ) with A and B 
owning 40 and 60 percent, respectively, of L, 
stock. L 1's pre-change losses would be ac- 
counted for separately and limited under sec- 
tion 382 and the pre-change losses of Lz would 
be accounted for separately under paragraph 
(f)(1)(iii) of this section, but would not be 
limited under section 382. See paragraph 
(f)(1)(ii) for the treatment of Lz following the 
transaction. 

Example (4). The facts are the same as 
Example (2), except, instead of acquiring L, in 

a merger, L, acquires all of the L, stock from 
A on January 1, 1988, solely in exchange for 
stock representing a 40 percent interest in Lz, 
in a reorganization described in section 
368(a)(l)(B). The acquisition of stock by Lz is 

an equity structure shift (as well as an owner 
shift) with respect to L, that results in an 

ownership change with respect to L, because 
the percentage of L, stock owned by B 
immediately after the reorganization (60 per- 
cent, by virtue of B's ownership of Lz, 
through the operation of the constructive 
ownership rules of paragraph (h) of this 

section) increases by more than 50 percentage 
points over the lowest percentage of L, stock 
owned by B at any time during the testing 

period (0 percent prior to the reorganization). 
The acquisition also results in an equity struc- 
ture shift and an owner shift with respect to 
Lz, but Lz incurs no ownership change, be- 

cause A's stock ownership in Lz increased by 
only 40 percentage points over the percentage 
of Lz stock owned by A prior to the reorgani- 
zation (0 percent). 

(f) Definitions. For purposes of 
this section— 

(1) Loss corporation — (i) In gen- 
eral. The term "loss corporation" 
means a corporation entitled to use a 
net operating loss carryforward or 
having a net operating loss for the 
taxable year in the which an owner 
shift, equity structure shift or other 
transaction described in paragraph 
(a)(2)(i) of this section occurs (deter- 
mined for purposes of this paragraph 
(f)(1) without regard to whether the 
corporation is a loss corporation). 
The term loss corporation also in- 
cludes any corporation with a net 
unrealized built-in loss (determined 
for purposes of this paragraph (f)(1) 
by treating the date on which such 
determination is made as the change 
date). See section 382(h)(3) for the 
definition of net unrealized built-in 
loss. Any predecessor or successor to 
a loss corporation described in this 
paragraph (f)(1) also is a loss corpo- 
ration. 

(ii) Distributor or transferor loss 
corporation in a transaction under 
section 38I. Notwithstanding that a 
loss corporation ceases to exist under 

state law, if its net operating loss 
carryforwards (or other items de- 
scribed in section 381(c)) are suc- 
ceeded to and taken into account by 
an acquiring corporation in a trans- 
action described in section 381(a), 
such loss corporation shall be treated 
as continuing in existence until— 

(A) any pre-change losses (deter- 
mined as if the date of such transac- 
tion were the change date) are fully 
absorbed or expire under section 172, 
and 

(B) any net unrealized built-in 
losses (determined as if the date of 
such transaction were the change 
date) may no longer be treated as 
pre-change losses. 
Following a transaction described in 
the preceding sentence, the stock of 
the acquiring corporation shall be 
treated as the stock of the loss 
corporation for purposes of deter- 
mining whether an ownership change 
occurs with respect to the pre-change 
losses and net unrealized built-in 
losses that may be treated as pre- 
change losses of the distributor or 
transferor corporation. 

(iii) Separate accounting required 
for losses of an acquiring corporation 
and a distributor or transferor loss 
corporation. Pre-change losses (deter- 
mined as if the testing date were the 
change date and treating the amount 
of any net unrealized built-in loss as 
a pre-change loss) that are succeeded 
to and taken into account by an 
acquiring corporation in a transac- 
tions to which section 381(a) applies 
must be accounted for separately 
from losses of the acquiring corpora- 
tion for purposes of applying this 
section. See Example (2) of para- 
graph (e)(2)(iv) of this section. 

(2) Old loss corporation. The term 
"old loss corporation" means any 
corporation with respect to which 
there is an ownership change and 
that was a loss corporation immedi- 
ately before the ownership change. 

(3) New loss corporation. The term 
"new loss corporation" means a cor- 
poration with respect to which there 
is an ownership change if, immedi- 
ately after such change, it is a loss 
corporation. A successor corporation 
to the corporation described in the 
preceding sentence also is a new loss 
corporation. 

(4) Successor corporation. A suc- 
cessor corporation is a distributee or 
transferee corporation that succeeds 

to and takes into account items de- 
scribed in section 381(c) from a loss 
corporation as the result of an acqui- 
sition of assets described in section 
381(a). 

(5) Predecessor corporation. A 
predecessor corporation is a distribu- 
tor or transferor corporation that 
distributes or transfers its assets to 
an acquiring corporation in a trans- 
action described in section 381(a). 

(6) Shift. As the context may re- 
quire, a shift means an equity struc- 
ture shift, an owner shift or both. 

(7) Entity. An entity is any corpo- 
ration, estate, trust, association, com- 
pany, partnership, or similar organi- 
zation. 

(8) Direct ownership interest. A di- 
rect ownership interest means the 
interest a person owns in an entity, 
including a loss corporation, without 
regard to the constructive ownership 
rules of paragraph (h) of this section. 

(9) First tier entity. A first tier 
entity is an entity that, at any time 
during the testing period, owns a five 
percent or more direct ownership 
interest in the loss corporation. 

(10) 5-percent owner. A 5-percent 
owner is any individual that, at any 
time during the testing period, owns 
a five percent or more direct owner- 
ship interest in a first tier entity or a 
higher tier entity. See paragraph (g) 
of this section for rules to determine 
whether, as a result of the construc- 
tive ownership rules of paragraph (h) 
of this section, a 5-percent owner is a 
5-percent shareholder. 

(11) Public shareholder. A public 
shareholder is any individual, entity, 
or other person with a direct owner- 
ship interest in a loss corporation of 
less than five percent at all times 
during the testing period. 

(12) Public owner. A public owner 
is any individual, entity, or other 
person that, at all times during the 
testing period, owns less than a five 
percent direct ownership interest in a 
first tier entity or any higher tier 
entity. 

(13) Public group. A public group 
is a group of individuals, entities, or 
other persons each of whom owns, 
directly or constructively, less than 
five percent of the loss corporation. 
See paragraphs (g) and (j) of this 
section for the rules applicable to 
identify public groups and to deter- 
mine whether a public group is a 
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5-percent shareholder. 
(14) Higher tier entity. A higher 

tier entity is any entity that, at any 
time during the testing period, owns 
a five percent or more direct owner- 
ship interest in a first tier entity or in 
any higher tier entity. 

(15) Indirect ownership interest. 
An indirect ownership interest is an 
interest a person owns in an entity 
determined solely as a result of the 
application of the constructive owner- 
ship rules of paragraph (h) of this 
section and without regard to any 
direct ownership interest (or other 
beneficial ownership interest) in the 
entity. 

(16) Highest tier entity. A highest 
tier entity is a first tier entity or a 
higher tier entity that is not owned, 
in whole or in part, at any time 
during the testing period by a higher 
tier entity. 

(17) Next lower tier entity. The 
next lower tier entity with respect to 
a first tier entity is the loss corpora- 
tion. The next lower tier entity with 
respect to a higher tier entity is any 
first tier entity or other higher tier 
entity in which the higher tier entity 
owns, at any time during the testing 
period, a five percent or more direct 
ownership interest. 

(18) Stock — (i) In general. Except 
as provided in this paragraph (f)(18), 
the term "stock" means stock other 
than stock described in section 
1504(a)(4). Nothwithstanding the pre- 
ceding sentence, stock that is not 
described in section 1504(a)(4) solely 
because it is entitled to vote as a 
result of dividend arrearages shall be 
treated as so described and thus shall 
not be considered stock. Stock de- 
scribed in section 1504(a)(4), how- 
ever, is not excluded for purposes of 
determining the value of the loss 
corporation under section 382(e). The 
determination of the percentage of 
stock of any corporation owned by 
any person shall be made on the 
basis of the relative fair market value 
of the stock owned by such person to 
the total fair market value of the 
outstanding stock of the corporation. 

(ii) Treating stock as not stock. 
Any ownership interest that otherwise 
would be treated as stock under 
paragraph (f)(18)(i) of this section 
shall not be treated as stock if— 

(A) As of the time of its issuance 
or transfer to (or by) a 5-percent 

shareholder, the likely participation 
of such interest in future corporate 
growth is disproportionately small 
when compared to the value of such 
stock as a proportion of the total 
value of the oustanding stock of the 
corporation, 

(B) Treating the interest as not 
constituting stock would result in an 
ownership change, and 

(C) The amount of the pre-change 
loss (determined as if the testing date 
were the change date and treating the 
amount of any net unrealized built-in 
loss as a pre-change loss) is more 
than twice the amount determined by 
multiplying (I) the value of the loss 
corporation (as determined under sec- 
tion 382(e)) on the testing date, by 
(2) the long-term tax exempt rate (as 
defined in section 382(f)) for the 
calendar month in which the testing 
date occurs. Stock that is not treated 
as stock under this paragraph 
(f)(18)(ii), however, is taken into ac- 
count for purposes of determining 
the value of the loss corporation 
under section 382(e). 

(iii) Treating interests not consti- 
tuting stock as stock. Any ownership 
interest that would not be treated as 
stock under paragraph (f)(18)(i) o f 
this section (other than an option 
that is subject to paragraph (h)(4) of 
this section) shall be treated as con- 
stituting stock if— 

(A) As of the time of its issuance 
or transfer to (or buy) a 5-percent 
shareholder (or a person who would 
be a 5-percent shareholder if the 
interest not constituting stock were 
treated as stock), such interest offers 
a potential significant participation in 
the growth of the corporation, 

(B) Treating the interest as consti- 
tuting stock would result in an own- 
ership change, and 

(C) The amount of the pre-change 
losses (determined as if the testing 
date were the change date and treat- 
ing the amount of any net unrealized 
built-in loss as a pre-change loss) is 
more than twice the amount deter- 
mined by multiplying (I) the value of 
the loss corporation (as determined 
under section 382(e)) on the testing 
date, by (2) the long-term tax exempt 
rate (as defined in section 382(f)) for 
the calendar month in which the 
testing date occurs. An ownership 
interest that is treated as stock under 
this paragraph (f)(18)(iii) is taken 
into account for purposes of deter- 
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mining the value of the loss corpora- 
tion under section 382(e). 

(iv) Stock of the loss corporation. 
The stock of the loss corporation 
means stock of such corporation 
within the meaning of this paragraph 
(f)(18) and, as the context may re- 

quire, includes any indirect ownership 
interest in the loss corporation. 

(19) Change date. The change date 
means the date on which a shift (or 
any other transaction described in 

paragraph (a)(2)(i) of this section) 
that is the last component of an 
ownership change occurs. 

(20) Year. A year, or any multiple 
thereof, means a 365-day period (or 
a 366-day period in the case of a leap 
year), or any multiple thereof, unless 
the year is specifically identified as a 
taxable year. 

(21) Old section 382. Old section 
382 means section 382, as in effect 
prior to the effective date of section 
382 in the Tax Reform Act of 1986 
(the "Act"), but taking into account 
section 621(f)(2) of the Act. 

(22) Pre-change loss. The terms 
pre-change loss means- 

(i) any net operating loss car- 
ryforward of the old loss corporation 
to the taxable year ending on the 
change date or in which the change 
date occurs, 

(ii) any net operating loss of the 
old loss cororation for the taxable 
year in which the ownership change 
occurs to the extent such loss is 
allocable to the period in such year 
on or before the change date, and 

(iii) any recognized built-in loss for 
any recognition period taxable year 
(within the meaning of section 
382(h)). 

(23) Unrelated. Any two persons 
are unrelated if the construction own- 
ership rules of paragraph (h) of this 
section do not apply to treat either 
person as owning stock that is 
owned, directly or constructively, by 
the other person. 

(24) Percentage ownership interest. 
A person's percentage ownership in- 
terest in- 

(i) a corporation shall be deter- 
mined under the rules of this section 
that are applicable to the determina- 
tion of a shareholder's percentage 
stock ownership interest in a loss 
corporation (see paragraphs (f)(18)(i) 
through (iii) of this section), 

(ii) a partnership shall be equal to 
the relative fair market value of such 
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person's partnership interest to the 
total fair market value of all out- 
standing partnership interests, deter- 
mined without regard to any limited 
and preferred partnership interest 
that is described in paragraph 
(h)(2)(ii)(C) of this section, 

(iii) a trust shall be determined in 

accordance with the principles of 
section 318(a)(2)(B) for determining 
the constructive ownership of stock, 

(iv) an estate shall be determined 
in accordance with the principles of 
section 318(a)(2)(A) for determining 
the constructive ownership of stock, 
and 

(v) all other entities shall be deter- 
mined by reference to the person' s 

relative economic interest in the en- 

tity, taking into account all of the 
relevant facts and circumstances. 

(g) 5-percent shareholder — (1) In 
general. Subject to the rules of para- 
graphs (k)(2) and (4) of this section, 
the term "5-percent shareholder" 
means- 

(i) an individual that owns, at any 
time during the testing period, (A) a 
direct ownership interest in the stock 
of the loss corporation of five per- 
cent or more or (B) an indirect 
ownership interest in the stock of the 
loss corporation of five percent or 
more by virtue of an ownership inter- 
est in any one first tier entity or 
higher tier entity, 

(ii) a public group, of either a first 
tier entity or a higher tier entity, 

identified as a 5-percent shareholder 
under paragraphs (j)(1)(iv)(A) or (B) 
of this section, 

(iii) a public group of the loss 
corporation identified as a 5-percent 
shareholder under paragraph 
(j)(1)(iv)(C) of this section, and 

(iv) a public group, of the loss 
corporation, a first tier entity or a 
higher tier entity, identified as a 
5-percent shareholder under para- 
graphs (j)(2) or (3) of this section. 
An individual owning five percent or 
more of the stock of the loss corpo- 
ration at any time during the testing 
period is a 5-percent shareholder not- 

withstanding that the individual may 
own less than five percent of the 
stock of the loss corporation on the 
testing date. See paragraph 
(g)(5)(i)(B) of this section for rules 
permitting a loss corporation to make 
an adjustment in cases described in 
the preceding sentence. 

(2) Determination of whether a 
person is a 5-percent shareholder. 
Except as provided in paragraphs 
(k)(2) and (4) o f this section, a 
person shall be treated as construc- 
tively owning stock of the loss corpo- 
ration pursuant to paragraph (h)(2) 
of this section only if the loss corpo- 
ration stock is attributed to such 
person in the person's capacity as a 
higher tier entity or a 5-percent 
owner of the first tier entity or 
higher tier entity from which such 
stock is attributed. See paragraph 

(k)(3) of this section for rules ex- 
plaining the extent of the obligation 
of the loss corporation to determine 
the identity of its 5-percent share- 
holders. Nothing in this paragraph 
(g)(2), however, shall limit the attri- 
bution of loss corporation stock un- 

der section 318(a)(2) and paragraph 
(h) of this section to a public owner. 

(3) Determination of the percent- 
age stock ownership interest of a 
5-percent shareholder. Subject to the 
rules of paragraphs (k)(2) and (4) of 
this section, in determining a 5- 

percent shareholder's percentage 
ownership interest in the loss corpo- 
ration, the shareholder's direct own- 

ership interest, if any, and each indi- 
rect ownership interest that he may 
have in the loss corporation in his 

capacity as a 5-percent owner of any 
one first tier entity or higher tier 
entity, if any, are required to be 
added together and taken into ac- 
count with respect to such share- 
holder only to the extent that each 
such direct or indirect ownership in- 

terest constitutes five percent or more 
of the stock of the loss corporation. 

(4) Examples — Exampte (tj — (i) Twenty per- 
cent of L stock is owned by A, 10 percent is 
owned by Po 20 percent is owned by E, a 
joint venture, and the remaining 50 percent of 
L stock is owned by Public L. P, is owned 15 
percent by B and 85 percent by Public P, . E is 
owned 30 percent by P, and 70 percent by P3, 
which, in turn, are owned by Public P, and 
Public P„respectively. 

(ii) The ownership structure of L is illus- 

trated by the following chart: 
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Public Pg Public Pg 

Pg Pg 

Public Ps 

15 

Pq 

Public L 

10 

(iii) P, and E, each of which has a direct 
ownership interest in L of five percent or 
more, are first tier entities. The shareholders 
with direct ownership interests in L who 
individually own less than five percent of L 
are public shareholders (Public L). B, who has 
a direct ownership interest of five percent or 
more in P„ is a 5-percent owner of P, . P~ and 
Pz, each of which has a direct ownership 
interest in a first tier entity (E) of five percent 
or more, are higher tier entities with respect to 
L and, because neither entity is owned at any 
time during the testing period by a higher tier 
entity, they also are highest tier entities. The 
shareholders of P~ and P, (Public P~ and 

Public P, , respectively) are public owners of 
such entities, because none of these sharehold- 
ers own five percent or more of either entity at 
any time during the testing period. 

(iv) A, who has a 20 percent direct owner- 
ship interest in L, is a 5-percent shareholder of 
L. Because, by application of the constructive 
ownership rules of paragraph (h) of this 
section, B owns only 1. 5 percent of L stock in 
his capacity as a 5-percent owner of P, (15 
percent ownership of P, x 1Q percent owner- 
ship of L), B is not a 5-percent shareholder of 
L, even though he is a 5-percent owner of P, . 
Under the rules of paragraph (j) of this 
section, therefore, B is treated as a member of 

Public P, . See example (3) of paragraph 
(i)(l)(vi) of this section for a determination of 
which public owners and public shareholders 
constitute public groups that are treated as 
5-percent shareholders of L. 

Example (2j — (i) The facts are the same as 
in Example (1), except that Ps is owned by 60 
percent by C, 30 percent by P4, and 10 percent 
by Public P, . The stock of P4 is owned by a 
group of persons (Public P4), none of whom 
own five percent or more of the stock of P4. 

(ii) The ownership structure of L is illus- 
trated by the following chart: 
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(iii) The defined terms are the same as in 
Example (1), except that P, is a higher tier 
entity, not a highest tier entity, because five 
percent or more of Ps is, in turn, owned by 
another entity (P4). P4, which owns five 
percent or more of a higher tier entity (P3), 
also is a higher tier entity and, because it is 
not owned at any time during any testing 
period by any entity that is also a higher tier 
entity, P4 is a highest tier entity. All of the 
shareholders of P4, none of which own a 
direct ownership interest of five percent or 
more in P4, are public owners of P4. 

(iv) C is a 5-percent owner of P„and, 
under the constructive ownership rules of 
paragraph (h) of this section, C indirectly 
owns 8. 4 percent of L ([60 percent ownership 
of P, ] x [70 percent ownership of E] x [20 
percent ownership of L]), in his capacity as a 
5-percent owner of P, . B is a 5-percent owner 
of Pl and, under the constructive ownership 
rules of paragraph (h) of this section, B owns 
1. 5 percent of L [15 percent ownership of P, ] 
x [10 percent ownership of L]) in his capacity 
as a 5-percent owner of P, . Therefore, C is a 
5-percent shareholder of L, but B is not a 
5-percent shareholder of L, even though he is 

a 5-percent owner of P, . See Example (4) of 
paragraph (j)(1)(vi) of this section for a deter- 
mination of which public owners and public 

~ uoae pg 

~ vattte ps 

pg 

a a io 

shareholders constitute public groups that are 
treated as separate 5-percent shareholders of 
L. 

Example (3) — (i) L is owned 30 percent by 
A and 70 percent by P. A owns six percent of 
P stock and the balance (94 percent) is owned 
equally by 500 unrelated shareholders (" Public 
p& &) 

(ii) A is a 5-percent shareholder because he 
directly owns 30 percent of L. Even though A 
is a 5-percent owner of P, A's 4. 2 percent 
indirect ownership interest in L (six percent 
ownership interest in P x P's 70 percent 
ownership of L) is generally not taken into 
account in determining A's ownership interest, 
because such indirect ownership interest is less 
than five percent. Instead, A's 4. 2 percent 
indirect interest is treated under paragraph 
(j)(l)(iv) of this section as owned by Public P. 
If, however, L has actual knowledge of A' s 
less-than-five-percent indirect ownership inter- 
est in L and is thus subject to paragraph (k)(2) 
of this section, or paragraph (k)(4) of this 
section otherwise applies, L must take A' s 
total 34. 2 percent ownership interest into ac- 
count in determining A's percentage ownership 
in L. 

Example (4j. The facts are the same as in 
Example (3), except that A owns ten percent 
of P's stock. Because A's indirect ownership 

interest in L in his capacity as a 5-percent 
owner of P is five percent or more, both A' s 

30 percent direct ownership interest in L and 
his seven percent indirect ownership interest in 
L (10 percent ownership interest in P x P's 70 
percent ownership of L) are taken into account 
in determining his ownership interest in L, 
without regard to L's actual knowledge or 
whether paragraph (k)(4) of this section ap- 
plies. 

(5) Stock ownership presumptions 
in connection with certain acquisi- 
tions and dispositions of loss corpo- 
ration stock — (i) In general. For pur- 
poses of this section— 

(A) if an individual owns less than 
five percent of the stock of a loss 
corporation during the testing period 
(excluding the testing date) and ac- 
quires an amount of such stock so 
that the individual becomes a 5- 
percent shareholder on the testing 
date, the loss corporation may treat 
any interest in the loss corporation 
owned by such individual prior to 
that acquisition as owned by a public 
group during the period of such 
individual's ownership of that interest 
and as not owned by the 5-percent 
shareholder during the same period, 
and 

(B) if a 5-percent shareholder's 
percentage ownership interest in the 
loss corporation is reduced to less 
than five percent, the loss corpora- 
tion may presume that the remaining 
stock owned by such 5-percent share- 
holder immediately after such reduc- 
tion is the stock owned by such 
shareholder for each subsequent test- 
ing data having a testing period that 
includes the date on which the reduc- 
tion occurred as long as such share- 
holder continues to own less than 
five percent of the stock of the loss 
corporation. In that event, such own- 
ership interest shall be treated as 
owned by a separate public group for 
purposes of the rules of paragraph 
(j)(2)(vi) of this section. 

(ii) Example. L has 100, 000 shares of stock 
outstanding. All of the L stock is owned 
equally by 40 unrelated individual sharehold- 
ers, including A (who owns 2. 5 percent of L 
stock). Because no person owns as much as 
five percent of L stock, Public L is the only 
5-percent shareholder of L. See paragraph 
(j)(1) of this section. A purchases 5, 000 shares 
of L stock over a public stock exchange on 
June 8, 1989. The purchase is an owner shift. 
When added to his ownership interest before 
that date (the testing date), A owns 7, 500 
share of L stock (7. 5 percent). Under para- 
graph (g)(5)(i)(A) of this section, L may treat 
A and Public L as having owned 0 percent 
and 100 percent, respectively, at all times prior 
to June 8, 1989 (rather than having owned 2. 5 
percent by A and 97. 5 percent by Public L, 
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even if L has actual knowledge of A's less 
than five percent ownership interest). The 
increase in A's stock ownership of L as of 
June 8, 1989 thus would be 7. 5 percentage 
points, rather than 5. 0 percentage points, for 
purposes of determining whether an ownership 
change occurs on that testing date and any 
subsequent testing date. 

(h) Constructive ownership of 
stock — (1) In generaL Subject to cer- 
tain modifications set forth in this 
section and section 382( )(3), the 
constructive ownership rules of sec- 
tion 318(a) generally apply for pur- 
poses of determining ownership of 
loss corporation stock. 

(2) Attribution from corporations, 
partnershi ps, estates and trusts — (i) 
In generaL Stock owned (directly or 
indirectly) by an entity shall be at- 
tributed to its owners— 

(A) Except as otherwise provided 
in this section, by treating the stock 
attributed pursuant to section 
318(a)(2) as no longer being owned 
by the entity from which it is attrib- 
uted, and 

(B) if attribution is from a corpo- 
ration, without regard to the 50 
percent stock ownership limitation 
constained in section 318(a)(2)(C). 

(ii) Limitation on attribution from 
entities with respect to certain inter- 
ests. Section 318(a)(2) shall not apply 
to treat the stock of the loss corpora- 
tion that is owned directly by a first 
tier entity (or indirectly by any higher 
tier entity) as being indirectly owned 
by any person that has an ownership 
interest in the first tier entity (or any 
higher tier entity) to the extent that 
such interest is (or is attributable 
to)— 

(A) stock of any such entity that is 
described in section 1504(a)(4), 

(B) any ownership interest in any 
such entity that does not constitute 
stock under paragraph (f)(18)(ii) of 
this section, or 

(C) if the entity is not a corpora- 
tion, any ownership interest in any 
such entity that has characteristics 
similar to the interests described in 
paragraphs (h)(2)(ii)(A) or (B) of this 
section. 
The ownership interests described in 
this paragraph (h)(2)(ii) shall not be 
taken into account in determining a 
person's percentage ownership inter- 
est in an entity under paragraph 
(f)(24) of this section. 

(iii) Limitation on attribution from 
certain entities. For purposes of this 
section, except as provided in para- 
graphs (k)(2) and (4) of this section, 

each of the following shall be treated 
as an individual who is unrelated to 
any other owner (direct or indirect) 
of the loss corporation— 

(A) any entity other than a higher 
tier entity that owns five percent or 
more of the loss corporation stock 
(determined without regard to para- 
graph (h)(2)(i)(A) of this section) on 
a testing date, a first tier entity or 
the loss corporation, 

(B) a qualified trust described in 
section 401(a), 

(C) any State, any possession of 
the United States, the District of 
Columbia, the United States (or any 
agency or instrumentality thereof), 
any foreign government, or any polit- 
ical subdivision of any of the forego- 
ing, and 

(D) any other person designated by 
the Internal Revenue Service in the 
Internal Revenue Bulletin. 
Stock of a loss corporation that is 
owned by any such person shall thus 
not be attributed to any other person 
for purposes of this section. See 
paragraph (g)(2) of this section limit- 
ing attribution from a first tier entity 
or a higher tier entity to any person 
that is not a 5-percent owner or a 
higher tier entity. 

(iv) Examples — Example (1). All the stock 
of L is owned by A. B and C respectively own 
70 and 30 percent of the outstanding P stock. 
P acquires 60 percent of the outstanding L 
stock from A on July 1, 1988 (a testing date). 
After the acquisition, P is a first tier entity 
and a highest tier entity of L. B and C are 
each 5-percent owners of P and also are 
5-percent shareholders of L having a 42 per- 
cent and 18 percent stock ownership interest in 
L, repsectively, through the operation of the 
constructive ownership rules of paragraph (h) 
of this section. Becaue B and C together have 
increased their ownership in L by more than 
50 percentage points during the testing period 
ending on the testing date (60 percent on the 
testing date and 0 percent prior thereto), an 
ownershp change occurs with respect to L on 
July 1, 1988. 

Example (2). The fact are the same as in 
Example (I), except that B and C are not 
shareholders in a corporation, but instead are 
partners in a general partnership, E. B and C 
respectively own 70 percent and 30 percent of 
E. E acquires 60 percent of the L stock on 
July 1, 1988. The results are the same as in 

Example (1). 
Example (3). The facts are the same as in 

Example (I), except that the acquisition is 
accomplished in a transaction that qualifies 
under section 351(a). In that transaction, HC 
is informed through (i) a contribution of 
money by P in exchange for 60 shares of HC 
common stock and (ii) a contribution of all 
the outstanding shares of L stock plus cash by 
A in exchange for 40 shares of HC common 
stock and 30 shares of HC preferred stock that 
is d=scribed in section 1504(a)(4). The respec- 
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tive values of each share of HC stock, com- 
mon and preferred, are equal. The stock of L 
is attributed to A through his interest in HC 
common stock, but not through his interest in 

HC preferred stock (see paragraph (h)(2)(ii)(A) 
of this section). Thus, A is treated as owning 
indirectly only 40 percent of L. B and C are 
5-percent shareholders of L having direct own- 
ership interests in L of 42 percent and 18 
percent, respectively, through their ownership 
of HC common stock. The results are there- 
fore the same as in Example (I). 

(3) Attribution to corporations, 
partnerships, esttes and trusts. Except 
as otherwise provided by regulation 
under section 382 or by the Internal 
Revenue Service in the Internal Reve- 
nue Bulletin, the rules of section 
318(a)(3) shall not apply in determin- 
ing the ownership of stock under this 
section. 

(4) Option attribution — (1) In gen- 
eraL Solely for the purpose of deter- 
mining whether there is an ownership 
change on any testing date, stock of 
the loss corporation that is subject to 
an option shall be treated as acquired 
on any such date, pursuant to an 
exercise of the option by its owner 
on that date, if such deemed exercise 
would result in an ownership change. 
The preceding sentence shall be ap- 
plied separately with respect to— 

(A) each class of options (i. e. , op- 
tions with terms that are identical, 
issued by the same issuer, and issued 
on the same date) owned by each 
5-percent shareholder (or person who 
would be a 5-percent shareholder if 
the option were treated as exercised), 
and 

(B) each 5-percent shareholder, 
each owner of an option who would 
be a 5-percent shareholder if the 
option were treated as exercised, and 
each combination of such persons. 

(ii) Examples — Example (i) (t) A owns all of 
the 100 shares of outstanding L stock. A 
grants options for the purchase of his L stock, 
exercisable for 10 years from the date of 
issuance, in the following transactions: an 
option to B for four shares (issued January I, 
1988), an option to C for six shares (issued 
June I, 1989), and an option to D for 15 
shares (issued July 30, 1989). On July 30, 
1990, A sells 41 shares of his L stock to BB. 

(it) Pursuant to paragraph (a)(2)(i) of this 
section, the date on which each option is 
acquired is a testing date. The issuance of 
options to acquire L stock to each of B, C, 
and D is not treated as an acquisition of the 
underlying stock on any such testing date since 
such treatment with respect to any one of the 
option owners (or any combination thereof) 
would not have resulted in an ownership 
change on any of those testing dates. 

(it)) The date on which BB acquires 41 
shares also is a testing date. BB's acquisition 
of 41 percent of the L stock, taken together 
with the shift in ownership that would result if 
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the options held by B, C and D were exer- 
cised, would result in an ownership change, 
beause the stock owned or treated as owned by 
Public L (a group including only B, the sole 
shareholder who owns less than five percent of 
L stock), C, D and BB would have increased 
by 66 percentage points (four, six, 15, and 41 
percentage points, respectively) during the test- 
ing period. Subject to paragraph (h)(4)(ix) of 
this section, the options are treated as exer- 
cised and an ownership change occurs on July 
30, 1990, pursuant to paragraph (h)(4)(i) of 
this section. Accordingly, no new testing pe- 
riod can begin before July 31, 1990. Under 
paragraph (h)(4)(x)(F) of this section, the 
option attribution rules of paragraph (h)(4)(i) 
of this section shall not be applicable with 
respect to any of the options owned by B, C, 
and D immediately before the ownership 
change until such time, if any, that such 
options are transferred to (or by) a 5-percent 
shareholder (or a person who would be a 
5-percent shareholder if such option were 
exercised). In addition, the subsequent exercise 
of any of those options by A, B, or C (the 
persons owning such options immediately be- 
fore the ownership change) is disregarded. See 
paragraph (h)(4)(vi) of this section. Also see 
paragraph (h)(4)(viii) of this section for the 
treatment of options that lapse or are for- 
feited. 

(iv) The facts are the same as in (i), except 
that the sale of A's 41 shares of L stock to BB 
occurs on July 30, 1995. Because the options 
are treated as exercised and the related stock is 
treated as acquired on the July 30, 1995 testing 
date, the results are the same as described in 
(iir). 

Example (2j — (r) A owns all of the outstand- 
ing 100 shares of the stock of L. On July 22, 
1988, the value of A's stock in L is $500 and 
the following agreements are entered into: (i) 
A sells 40 shares of his L stock to B for $200, 
(ii) in exchange for $10, A grants B an option 
to acquire the balance of his L stock for $305 
at any time before July 22, 1992, and (iii) L 
grants A an option to acquire 100 shares of L 
stock at a price of $600 exercisable until such 
time as B's option is no longer outstanding. 

(ir) If the stock subject to the options 
owned by both A and B were treated as 
acquired on the July 22, 1988 testing date, B 
would have increased his ownership interest in 
L by only 50 percentage points to 50 percent 
([40 shares purchased + 60 shares acquired 
pursuant to the option]/200 outstanding shares 
of L stock, including 100 shares deemed 
outstanding pursuant to the option issued to A 
by L) as compared with 0 percent prior to July 
22, 1988. In determining whether the options 
with respect to the stock of L would, if 
exercised, result in an ownership change, para- 
graph (h)(4)(i)(B) of this section requires that 
such options be treated as exercised separately 
with respect to each 5-percent shareholder, 
each person who would be a 5-percent share- 
holder if the option were treated as exercised 
or each combination of such persons. There- 
fore, by treating the option owned by A as not 
having been exercised and the option owned 
by B as having been exercised, B's interest in 
L increases by 100 percentage points during 
the testing period. An ownership change with 
respect to L therefore results from the transac- 
tions occurring on July 22, 1988. 

(iii) Contingencies. Except as pro- 
vided in paragraph (h)(4)(x)(D) of 
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this section, the extent to which an 
option is contingent or otherwise not 
currently exercisable shall be disre- 
garded for purposes of this section. 

. (iv) Series of options. For pur- 
poses of this section, an option to 
acquire an option with respect to the 
stock of the loss corporation, and 
each one of a series of such options, 
shall be considered as an option to 
acquire such stock. 

(v) Interests that are similar to 
options. For purposes of this section, 
(A) an interest that is similar to an 
option includes, but is not limited to, 
a warrant, a convertible debt instru- 
ment, an instrument other than debt 
that is convertible into stock, a put, 
a stock interest subject to risk of 
forfeiture, and a contract to acquire 
or sell stock, and (B) any such 
interest shall be treated as an option. 

(vi) Actual exercise of options— 
(A) In general. The actual exercise of 
any option in existence immediately 
before and after an ownership 
change, whether or not the option 
was treated as exercised in connection 
with the ownership change under 
paragraph (h)(4)(i) of this section, 
shall be disregarded for purposes of 
this section, but only if the option is 
exercised by the 5-percent shareholder 
(or person who would have been a 
5-percent shareholder if the options 
owned by such person had been 
exercised immediately before the 
ownership change) who owned the 
option immediately before and after 
such ownership change. 

(B) Actual exercise within 120 days 
of deemed exercise. If the actual 
exercise of an option occurs on or 
before the end of the period which is 
120 days after the date on which the 
option is treated as exercised under 
paragraph (h)(4)(i) of this section, the 
loss corporation may elect to treat 
paragraphs (h)(4)(i) and (vi)(A) of 
this section as not applying to such 
option and take into account only 
the acquisition of loss corporation 
stock resulting from the actual exer- 
cise of the option. An election under 
this paragraph (h)(4)(vi)(B) shall have 
no effect on the determination of 
whether an ownership change occurs, 
but shall apply only for the purpose 
of determining the date on which the 
change date occurs. An election un- 

der this paragraph (h)(4)(vi)(B) shall 

be made in the statement described in 

paragraph (a)(2)(ii) of this section. 

(vii) Effect of deemed excercise of 
options on the outstanding stock of 
the loss corporaiion — (A) Right ol 
obligation to issue stock. Solely for 
purposes of determining whether an 
ownership change has occurred under 

paragraph (h)(4)(i) of this section, the 
deemed exercise of an option with 
respect to unissued stock (or treasury 
stock) of a corporation shall result in 

a corresponding increase in the 
amount of its total outstanding 
stock, 

(B) Right or obligation to acquire 
outstanding stock by the loss corpo- 
ration. Solely for purposes of deter- 
mining whether an ownership change 
has occurred under paragraph 
(h)(4)(i) of this section, the deemed 
exercise of a right to transfer out- 
standing stock to the issuing corpora- 
tion (or a right of the issuing corpo- 
ration to acquire its stock) shall 

result in a corresponding decrease in 

the amount of its total outstanding 
stock. 

(C) Effect on value of old loss 
corporation. The deemed exercise of 
an option with respect to unissued 

stock (or treasury stock) under para- 

graph (h)(4)(i) of this section shall 

have no effect on the determination 
of the value of the old loss corpora- 
tion and the computation of the 
section 382 limitation. See section 

382(l)(1)(B) disregarding capital con- 

tributions made during the two-year 

period preceding the change date for 
purposes of computing the section 
382 limitation. 

(viii) Options that lapse or are for- 
feited. If an option that is treated as 
exercised under paragraph (h)(4)(i) of 
this section lapses unexercised or the 
owner of such option irrevocably 
forfeits his right to acquire stock 
pursuant to the option, the option 
shall be treated for purposes of this 
section as if it never had been issued. 
In that case, the loss corporation 
may file an amended return for prior 
years (subject to any applicable stat- 
ute of limitations) if the section 382 
limitation was thus inapplicable. If 
paragraph (h)(4)(i) of this section 
applied to an option (or options) 
with respect to a taxable year for 
which an income tax return has not 
been flied by the date that the option 
(or options) lapses or is irrevocably 
forfeited, the loss corporation may 
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treat paragraph (h)(4)(i) of this sec- 
tion as inapplicable to such option 
(or options). 

(ix) Option rule inapplicable if pre- 
change losses are de minimis. Para- 
graph (h)(4)(i) of this section shall 
not apply to treat the stock of the 
loss corporation as acquired by the 
owner of an option if, on a testing 
date, the amount of pre-change losses 
(determined as if the testing date 
were a change date and treating the 
amount of any net unrealized built-in 
loss as a pre-change loss) is less than 
twice the amount determined by mul- 
tiplying (A) the value of the loss 
corporation (as determined under sec- 
tion 382(e)) on the testing date, by 
(B) the long-term tax exempt rate (as 
defined in section 382(f)) for the 
calendar month in which the testing 
date occurs. 

(x) Options not subject to attribu- 
tion. Paragraph (h)(4)(i) of this sec- 
tion shall not apply to— 

(A) Long-held options with respect 
to actively traded stock. Any option 
with respect to stock of the loss 
corporation which stock is actively 
traded on an established securities 
market (within the meaning of sec- 
tion 1273(b)) for which market quo- 
tations are readily available, if such 
option has been continuously owned 
by the same 5-percent shareholder (or 
a person who would be a 5-percent 
shareholder if such option were exer- 
cised) for at least three years, but 
only until the earlier of such time 
as— 

(I) the option is transferred by or 
to a 5-percent shareholder (or a per- 
son who would be a 5-percent share- 
holder if such option were exercised), 
or 

(2) the fair market value of the 
stock that is subject to the option 
exceeds the exercise price for such 
stock on the testing date. For pur- 
poses of this paragraph (h)(4)(x)(A), 
options with respect to the stock of a 
loss corporation that are assumed (or 
substituted) in a reorganization and 
converted into options with respect to 
the stock of another party to the 
reorganization shall not be treated as 
transferred, provided that there are 
not changes in the terms of the 
options, other than that the stock 
that may be acquired pursuant to the 
option is that of another party to the 
reorganization and that the amount 
of stock subject to the option is 

adjusted only to reflect the exchange 
ratio for the exchange of stock of the 
loss corporation in the reorganiza- 
tion. 

(B) Right to receive or obligation 
to issue a fixed dollar amount of 
value of stock upon maturity of 
certain debt. Any right to receive or 
obligation to issue stock pursuant to 
the terms of a debt instrument that, 
in economic terms, is equivalent to 
nonconvertible debt because the right 
to receive stock of the issuer of a 
fixed dollar amount is based upon 
the fair market value for such stock 
determined at or about the date the 
stock is transferred pursuant to such 
right or obligation (i. e. , the amount 
of the stock transferred pursuant to 
the option is equal to a fixed dollar 
amount, divided by the value of each 
share of such stock at or about the 
date of the stock transfer). This 
paragraph (h)(4)(x)(B) shall not apply 
if the method for determining the 
fair market value of the stock of the 
issuer is intended to or, in fact, 
provides the owner of the debt in- 
strument with a participation in any 
appreciation of any stock of the 
issuer. 

(C) Right or obligation to redeem 
stock of the loss corporation. Any 
right or obligation of the loss corpo- 
ration to redeem any of its stock at 
the time such stock is issued, but 
only to the extent such stock is issued 
to persons who are not 5-percent 
shareholders immediately before the 
issuance. 

(D) Options exercisable only upon 
death, disability or mental incompe- 
tency. Any option entered into be- 
tween owners of the same entity (or 
an owner and the entity in which the 
owner has a direct ownership inter- 
est) with respect to such owner's 
ownership interest in the entity that 
is exercisable only upon the death, 
complete disability or mental incom- 
petency of such owner. 

(E) Right to receive or obligation 
to issue stock as interest or divi- 
dends. Any right to receive or obliga- 
tion to issue stock of a corporation 
in payment of interest or dividends 
by the issuing corporation. (For an 
example illustrating this exception, 
see paragraph (j)(2)(iv)(B) of this 
section. ) 

(F) Options outstanding following 
an ownership change — (I) In general. 
Any option in existence immediately 

before and after an ownership 
change, whether or not the option 
was treated as exercised in connection 
with the ownership change under 
paragraph (h)(4)(i) of this section, 
but only so long as the option con- 
tinues to be owned by the 5-percent 
shareholder (or person who was 
treated as a 5-percent shareholder) 
who owned the option immediately 
before and after such ownership 
change. 

(2) Example — (r) A, B, C and D own all of 
the outstanding stock of L. A owns 70 shares 
of L stock and each of B, C and D own 10 
shares of L stock. On July 12, 1988, L issues 
warrants to each of its shareholders entitling 
them to acquire an additional 8. 5 shares of L 
stock for each share of stock owned. 

(ir) If B, C and D, but not A, each exercise 
their respective rights to acquire an additional 
85 shares of L stock (10 shares x 8. 5 shares 
that may be acquired for each share owned) 
on July 12, 1988, their combined ownership 
interest in L on that date would exceed 80 
percent (255 shares deemed to be acquired + 
30 shares actually owned)/355 shares outstand- 
ing (actual and deemed)). B, C and D thus 
would increase their ownership interest in L by 
50. 3 percentage points during the testing pe- 
riod, causing an ownership change, because, 
under paragraph (h)(4)(i)(B) of this section, the 
options are treated as exercised if the exercise 
would cause an ownership change. 

(iir) Following the ownership change, para- 
graph (h)(4)(i) of this section applies to pre- 
vent A's right to acquire 595 shares of L stock 
(70 shares x 8. 5 shares that may be acquired 
for each share owned) or the rights held by B, 
C, or D, to be treated as exercised on any 
subsequent testing date, except to the extent 
that those rights are transferred. To the extent 
any of those options are transferred following 
the ownership change, paragraph (h)(4)(i) of 
this section will apply to any such options on 
the date of the transfer and on any subsequent 
testing date. 

(G) Right to acquire loss corpora- 
tion stock pursuant to a default 
under a loan agreement. Any right to 
acquire stock of a corporation by a 
bank (as that term is defined in 
section 581), an insurance company 
(as that term is defined in 
I)1. 801-3(a)), or a trust qualified un- 
der section 401(a) solely as the result 
of a default under a loan agreement 
entered into in the ordinary course of 
the trade or business of such bank, 
life insurance company or qualified 
trust. 

(H) Agreement to acquire or sell 
stock owned by certain shareholders 
upon retirement. Any option entered 
into between noncorporate owners of 
the same entity (or a noncorporate 
owner and the entity in which the 
owner has a direct ownership inter- 
est) with respect to such owner's 
ownership interest in the entity, but 
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only if each of such owners actively 
participate in the management of the 
entity's trade or business, the option 
is issued at a time that the loss 
corporation is not a loss corporation 
and the option is exerciseably solely 
upon the retirement of such owner. 
An option with terms described in 
both this paragraph (h)(4)(x)(H) and 
in paragraph (h)(4)(x)(D) of this 
sectoin shall also not be subject to 
paragraph (h)(4)(i) of this section. 

(xi) Certain transfers of options 
disregarded. Transfers of options be- 
tween persons who are not 5-percent 
shareholders (and between members 
of separate public groups resulting 
from the application of the segrega- 
tion rules of paragraphs (j)(2) and 
(3)(iii) of this section) are not taken 
into account. Transfers of options in 
any of the circumstances described in 
section 382(l)(3)(B) are also disre- 
garded and the transferee shall be 
treated as having owned the option 
for the period that it was owned by 
the transferor. 

(xii) Exercise of an option that has 
not been treated as stock. The acqui- 
sition of stock pursuant to the actual 
exercise of an option (other than an 
option described in paragraph 
(h)(4)(vi)(A) of this section) shall not 
be disregarded. 

(5) Stock transferred under certain 
agreements. Notwithstanding para- 
graph (h)(4) of this section, no shift 
results solely because under section 
1058(a)— 

(i) a shareholder transfers stock of 
a corporation pursuant to an agree- 
ment that meets the requiremnents of 
section 1058(b), or 

(ii) a person having rights under 
such an agreement exchanges those 
rights for stock identical to the stock 
transferred pursuant to the agree- 
ment, 

(6) Family attribution. For pur- 
poses of this section- 

(i) paragrahs (1) and (5)(B) of sec- 
tion 318(a) shall not apply, 

(ii) an individual and all members 
of his family described in section 
318(a)(1) shall be treated as one 
individual, 

(iii) subject to paragraph (k)(2) of 
this section, paragraph (h)(6)(ii) of 
this section shall not apply to mem- 
bers of a family who, without regard 
to that paragraph (h)(6)(ii), would 
not be 5-percent shareholders, and 

(iv) if under paragraph (h)(6)(ii) of 
this section, an individual may be 
treated as a member of more than 
one family, and each family that is 
treated as one individual is a 5- 
percent shareholder (or would be 
treated as a 5-percent shareholder if 
such individual were treated as a 
member of such family), then such 
individual shall be treated only as a 
member of the family that results in 
the smallest increase in the total 
percentage stock ownership of the 
5-percent shareholders on the testing 
date and shall not be treated as the 
member of any other family. 

(i) [Reserved]. 

(j) Aggregation and segregation 
rules. For purposes of this section, 
except as provided in paragraphs 
(k)(2) and (4) of this section— 

(1) Aggregation of public share- 
holders and public owners into public 
groups — (i) Public group. Under this 
paragraph (j), a loss corporation or 
other entity can be treated as owned, 
in whole or in part, by one or more 
public groups. A public group can 
include public shareholders, public 
owners, and 5-percent owners who 
are not 5-percent shareholders of the 
loss corporation. 

(ii) Treatment of a public group 
that is a 5-percent shareholder. Each 
public group that is treated as a 
5-percent shareholder under para- 
graphs (g)(1)(ii), (iii) or (iv) of this 
section shall be treated as one indi- 
vidual. See paragraph (j)(2)(iv) for a 
rule combining certain de minimis 
public groups. 

(iii) Presumption of no cross- 
ownership. The public owners, 5- 
percent owners who are not 5-percent 
shareholders and public shareholders 
in any public group, subject to para- 
graphs (j)(2)(iii), (k)(2) and (k)(4) of 
this section, are presumed not to be 
members of any other public group. 
It also is presumed that each such 
person is unrelated to all other share- 
holders (direct and indirect) of the 
loss corporation. See paragraph 
(h)(6)(iii) of this section. The mem- 
bers of a public group that exists by 
virtue of its direct ownership interest 
in an entity are presumed not to be 
members (and not to be related to a 
member) of any other public group 
that exists at any time by virtue of its 
direct ownership interest in any other 
entity, To the extent that the pre- 
sumptions adopted in this paragraph 

(j)(1)(iii) are not applicable because 
the loss corporation has actual 
knowledge of facts to the contrary 
and is thus subject to paragraph 
(k)(2) of this section, public share- 
holders, public owners and 5-percent 
owners who are not 5-percent share- 
holders may be aggregated into addi- 
tional public groups. 

(iv) Identification of the public 
groups treated as 5-percent share- 
holders — (A) Analysis of highest tier 
entities. The loss corporation must 
identify first tier entities and higher 
tier entities in order to identify any 
highest tier entities that must be 
identified under paragraph (k)(3) of 
this section. The loss corporation 
must then identi fy any 5-percent 
owners of each such highest tier 
entity who indirectly own, at any 
time during the testing period, five 
percent or more of the loss corpora- 
tion through the ownership interest in 
such highest tier entity. Under para- 
graph (g)(1)(i)(B) of this section, any 
such 5-percent owner is a 5-percent 
shareholder. See paragraph (k)(3) of 
this section for rules explaining the 
extent of the obligation of the loss 
corporation to determine the identity 
of its shareholders. Each person who 
has an ownership interest in any 
highest tier entity and who is not 
treated as a 5-percent shareholder 
(i. e. , persons who are public owners 
or 5-percent owners who are not 
5-percent shareholders) is a member 
of the public group of that highest 
tier entity. A public group, so identi- 
fied, that indirectly owns five percent 
or more of the loss corporation on 
the testing date is treated under para- 
graph (g)(1)(ii) of this section as a 
5-percent shareholder. If the public 
group so identified owns less than 
five percent of the loss corporation 
on the testing date, such public 
group is treated as part of the public 
group of the next lower tier entity. 

(B) Analysis of other higher tier 
entities and first tier entities. The 
analysis and aggregation of public 
groups described in paragraph 
(j)(1)(iv)(A) of this section is repeated 
for any next lower tier entity and 
successively for any next lower tier 
entity of any entity described in this 
paragraph (j)(1)(iv)(B) until applied 
to each first tier entity. 

(C) Aggregation of the public 
shareholders. The public shareholders 
are aggregated and, under paragraph 
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(g)(1)(iii) of this section, are treated 
as a public group that is a 5-percent 
shareholder without regard to 
whether such group, at any time 
during the testing period, owns five 
percent or more of the loss corpora- 
tion. For this purpose, if the public 
group of any first tier entity indi- 
rectly owns less than five percent of 
the loss corporation on the testing 
date, and is thus not treated as a 
5-percent shareholder, but is treated 
as part of the public group of the 
loss corporation under paragraph 
(j)(1)(iv)(A) or (B) of this section, the 
ownership interest of that group is 
included in the public group of the 
loss corporation referred to in the 
preceding sentence. 

(v) Appropriate adjustments. A 
loss corporation may apply the prin- 
ciples of paragraph (g)(5) of this 
section with respect to— 

(A) any public group that is 
treated as a 5-percent shareholder on 
the testing date if such public group, 
at any time during the testing period, 
was treated as part of the public 
group of the next lower tier entity, or 

(B) any public group that is 
treated as part of the public group of 
a next lower tier entity if such public 
group, at any time during the testing 
period, was part of the public group 
of a higher tier entity that was 
treated as a 5-percent shareholder 
and had a direct or indirect owner- 
ship interest in such next lower tier 
entity. 

(vi) Examples — Example (lj — (i) All of the 
stock of L is owned by 1, 000 shareholders, 
none of whom own as much as five percent of 
L stock (" Public L"). All of the stock of P is 
owned by 150, 000 shareholders, none of whom 
own as much as five percent of P stock (" Public P"). Between July 12, 1988 and 
August 13, 1988, P purchases all of the L 
stock through a series of transactions on a 
public stock exchange. P's percentatge of 
direct stock ownership in L increases from 4. 9 
percent to five percent on July 15, 1988, and 
from 50 percent to 51 percent on July 30, 
1988. 

(ii) Before July 15, 1988, P is a public 
shareholder of L. On and after July 15, 1988, 
P is a first tier entity (and a highest tier entity) 
of L. Accordingly, under the rules of para- 
graph (j)(l) of this section, Public P, on and 
after July 15, 1988, is treated as a public 
group that is a 5-percent shareholder. Each 
acquisition by P on and after such date affects 
the percentage of L stock that is owned by 
Public P and thus constitutes an owner shift. 

(iir') Immediately after the transaction on 
July 30, 1988, P owns 51 percent of L stock. 
Under paragraph (j)(1)(iv)(A) of this section, 

Public P thus owns 51 percent of L. Under 
paragraph (j)(1)(iv)(C) of this section, Public 
L, the public group that includes the public 
shareholders of L, is treated as a 5-percent 
shareholder that owns 49 percent of L. Under 
paragraph (j)(l)(iii) of this section, public L 
and Public P are presumed not to have any 
common members and it is also presumed that 
no member of either public group is related to 
any other member of either of the two public 
groups. 

(i v) Assuming that the presumption pro- 
vided in paragraph (j)(1)(iii) of this section 
(i. e. , that no person owns stock in both P and 
L) is not rebutted to any extent, Public P is 
treated as a 5-percent shareholder whose stock 
ownership in L, as of the July 30, 1988 testing 
date, has increased by 51 percentage points 
over its lowest percentage of stock ownership 
in L at any time during the testing period (0 
percent prior to July 12, 1988). Accordingly, 
an ownership change with respect to L occurs 
as a result of P's acquisition on July 30, 1988. 
L is thus a new loss corporation and its 
pre-change losses are subject to limitation 
under section 382. 

Example (2) — (i) All of the stock of P is 
owned by 1, 000 unrelated shareholders, none 
of whom owns as much as five percent of P 
stock. L, is a wholly owned subsidiary of P. 
On January 2, 1988, P distributes all of the L, 
stock pro rata to its shareholders. 

(i'r) Prior to the stock distribution, the pub- 
lic owners of P are members of a public group (" Public P") that is treated as a 5-percent 
shareholder owning 100 percent of the stock of 
L, . 

See paragraph (j)(1)(iv)(A) of this section. 
Following the stock distribution to the P 
shareholders, L, is owned by 1, 000 public 
shareholders that are members of a public 
group (" Public L, ") that is treated as a 
5-percent shareholder owning 100 percent of 
the stock of L, . See paragraph (j)(1)(iv)(C) of 
this section. 

(iii) Public P and Public L, are treated as 
unrelated, individual 5-percent shareholders 
under paragraph (j)(1)(iii) of this section. 
Although the members of one public group are 
presumed not to be members of any other 
public group under paragraph (j)(l)(iii) of this 
section, L, has actual knowledge that all of its 
public shareholders immediately following the 
distribution (Public L, ) received L, stock pro 
rata in respect of the outstanding P stock and 
thus were also members of Public P. Applying 
paragraph (k)(2) of this section, the loss 
corporation may take into account the identity 
of ownership interests between Public L, and 
Public P to establish that Public L, did not 
increase its percentage ownership in L, . Ac- 
cordingly, the transaction would not constitute 
an owner shift. 

Example (3) — (i). The facts are the same as 
in Example (I) of paragraph (g)(4) of this 
section. Thus, 20 percent of L stock is owned 
by A, 10 percent is owned by P, , 20 percent is 
owned by E, a joint venture, and the remain- 
ing 50 percent of L stock is owned by Public 
L. P, is owned 15 percent by B and 85 percent 
by Public P, . E is owned 30 percent by P, and 
70 percent by P„which are owned by Public 
Pz and Public P„respectively. See Example 
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(1)(ii) of paragraph (g)(4) of this section for a 
chart illustrating this ownership structure. 

(it) The public owners of P, and P, (Public 
P, and Public P„respectively), are public 
groups that are treated as 5-percent sharehold- 
ers of L, because each such public group 
indirectly owns five percent or more of L 
stock (six percent by Public Pi [(30 percent 
ownership of E) x (20 percent ownership of 
L)] and 14 percent by Public P, [(70 percent 
ownership of E) x (20 percent ownership of 
L)]). The public owners of Pi (" Public P, "), 
who indirectly own 8. 5 percent of L stock [(85 
percent ownership of P, ) x (10 percent owner- 
ship of L)] and B, who indirectly owns 1. 5 

percent of L and is thus included in Public P, 
under paragraph (j)(l)(iv)(A) of this section, 
are members of a public group that is treated 
as a 5-percent shareholder of L that owns ten 
percent of L stock. Finally, the public group 
of L (" Public L") is a 5-percent shareholder 
that owns 50 percent of L. Accordingly, A, 
Public L, Public P, (including B), Public P2, 
and Public P, are the only 5-percent share- 
holders of L. 

Example (4) — (i) The facts are the same as 
Example (3) above, except that P& is owned 60 
percent by C, 30 percent by P4, and 10 percent 
by Public P, . The stock of P4 is publicly 
traded and is owned by Public P4. The facts 
are thus the same as in Example (2) in 
paragraph (g)(4) of this section. See Example 
(2)(n) of paragraph (g)(4) of this section for a 
chart illustrating this ownership structure. 

(ii) The public owners of P4 (Highest tier 
entity) are members of a public group that 
indirectly owns 4. 2 percent of L ([30 percent 
ownership of P, ] x [70 percent ownership of 
E] x [20 percent ownership of L]). For 
purposes of identifying public groups that are 
5-percent shareholders, L is not required to 
identify P4 as a highest tier entity under 
paragraph (k)(3) of this section because P4 
does not own five percent or more of L stock. 
Moreover, under paragraph (h)(2)(iii) of this 
section, P& generally is treated as an individual 
from which there is no attribution of loss 
corporation stock. The public group of P, 
(including P4) indirectly owns 5. 6 percent of L 
([40 percent of Pz] x [70 percent ownership of 
E] x [20 percent of L]), and is thus a 5-percent 
shareholder of L. The public groups of P2 and 
P, (both Public P, and B), respectively, also 
own five percent or more of L stock and are 
thus 5-percent shareholders of L. In addition, 
the public group of L is a 5-percent share- 
holder regardless of whether it owns five 
percent of L stock. Accordingly, A, Public L, 
Public P, (including P4), Public P2, and Public 
P, (including B), are the only 5-percent share- 
holders of L. 

Example (5) — (i) On September 4, 1987, L is 
owned 14 percent by each of A and B, 30 
percent by each of P, and P„ four percent by 
each of C and P„and two percent by each of 
D and AA. P, is owned 30 percent by each of 
A, B, and P4 and 10 percent by D. Pz is 
owned 70 percent by A, 10 percent by each of 
B and D, six percent by DD and four percent 
by C. AA owns 100 percent of the stock of 
P, . P4 is owned 60 percent by C and 20 
percent by each of BB and CC. 

(ii) The ownership structure of L is illus- 
trated by the following chart: 
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(iir') In order to identify L's 5-percent share- 
holders and their respective ownership interests 
in L on September 4, 1987, the rules of 
paragraph (j)(l) of this section apply to iden- 
tify the public groups that are treated as 
separate 5-percent shareholders. Analysis be- 
gins with any highest tier entity, such as P4. 
Each of P4's shareholders is a 5-percent owner 
of P4. C owns 5. 4 percent of L in his capacity 
as a 5-percent owner of P4 and therefore is a 
5-percent shareholder. Notwithstanding that C 
actually owns, directly and by attribution, 10. 6 
percent of L (four percent directly, 5. 4 percent 
indirectly through P4, and 1. 2 percent through 
Pz), C's ownership interest in L as a 5-percent 
shareholder is presumed to include only the 
5. 4 percent indirect ownership through P4. 
(Under paragraphs (g) and (k)(2) of this 
section, however, L must account for C's 
direct and indirect ownership interests in deter- 
mining whether an ownership change occurs 
on any testing date if it has actual knowledge 
of such ownership on or before the date that 
its income tax return is filed for the taxable 
year that includes the testing date). Although 
BB and CC are each 5-percent owners of P„ 
they are not 5-percent shareholders and there- 
fore are members of the public group of P4. 
Because the public group of P, indirectly owns 
only 3. 6 percent of L, it is treated under 
paragraph (j)(I)(iv)(A) of this section as part 
of the public group of the next lower tier 
entity, P, . 

(iv) With respect to P„a first tier entity, 
each of its shareholders are 5-percent owners. 
Because A and B each indirectly own nine 
percent of L as 5-percent owners of P, and A 
indirectly owns 21 percent of L as a 5-percent 
owner of P„ they are each 5-percent share- 

holders without regard to their direct owner- 
ship interests in L. A's ownership interest in L 
as a 5-percent shareholder is 44 percent (14 
percent directly, nine percent in his capacity as 
a 5-percent owner of P„and 21 percent in his 
capacity as a 5-percent owner of Pz). B's 
ownership interest in L as a 5-percent share- 
holder is 23 percent (14 percent directly and 
nine percent in his capacity as a 5-percent 
owner of P, ). B's ownership interest as a 
5-percent shareholder does not include the 
three percent interest he owns indirectly 
through Pz. (Under paragraphs (g) and (k)(2) 
of this section, however, L must account for 
B's direct and indirect ownership interests, 
including his three percent interest through Pz, 
in determining whether an ownership change 
occurs on any testing date if L has actual 
knowledge of such ownership on or before the 
date that its income tax return is filed for the 
taxable year that includes the testing date. ) D 
is a 5-percent owner of P, . Although D owns 
eight percent of L (two percent directly, three 
percent indirectly through P„and three per- 
cent indirectly through Pz), he is not a 5- 
percent shareholder because he does not own 
five percent or more of L stock either directly 
or in his capacity as a 5-percent owner of 
either P, or Pz. (Under paragraphs (g) and 

(k)(2) of this section, however, L must account 
for D's direct and indirect ownership interests 
in determining whether an ownership change 
occurs on any testing date to the extent L has 

actual knowledge of such ownership amount- 

ing to five percent or more of L stock before 
the date that its income tax return is filed for 
the taxable year that includes the testing date. ) 
The public group of P, (comprised of the 

public group of P4 and D's direct ownership 

interest in P, ) has a 6. 6 percent interest in L 
and is therefore treated as a separate 5-percent 
shareholder. 

(v) With respect to highest tier entity Pz, D 
is a 5-percent owner who is not a 5-percent 
shareholder for the reason described in the 
preceding subdivision. DD is a 5-percent owner 
of Pz, who is not a 5-percent shareholder, 
because DD indirectly owns only 1. 8 percent 
of L. Assuming that L does not have actual 
knowledge of B's and C's direct ownership 
interest in Pz, those interests are accounted for 
in computing the ownership interest of the 
public group of P, . Therefore, each of Pz's 
shareholders, except A who is a 5-percent 
shareholder in his capacity as a 5-percent 
owner of Pz, are treated as members of the 
public group of P, that owns nine percent of 
L and is thus treated as a separate 5-percent 
shareholder. 

(vt) Because the direct ownership interest of 
P, is less than five percent, it is a public 
shareholder. Therefore, assuming that L does 
not have actual knowledge of C's, D's or 
AA's direct and/or indirect ownership interests 
in L, the public group of L is a separate 
5-percent shareholder owning 12 percent of L 
(comprised of the direct ownership interests of 
C, D, AA and P, ). 

(2) Segregation rules applicable to 
transactions involving the loss corpo- 
ration — (i) In general. For purposes 
of this section, if— 

(A) a transaction is described in 

paragraph (j)(2)(iii) of this section, 
and 

(B) the loss corporation has one or 
more direct public groups immedi- 
ately before and after the transac- 
tion, the stock owned by such direct 
public group or groups is subject to 
the segregation rules described in 

paragraph (j)(2)(iii) of this section for 
purposes of determining whether an 
ownership change has occurred on 
the date of the transaction (and on 
any subsequent testing date with a 
testing period that includes the date 
of such transaction). See paragraph 
(j)(3) of this section for the applica- 
tion of the rules of this paragraph 
(j)(2) to transactions involving first 
tier entities or higher tier entities. 

(ii) Direct public group. For pur- 
poses of this section, a direct public 
group is any public group of the loss 
corporation described in paragraph 
(j)(1)(iv)(C) of this section or any 
public group of the loss corporation 
resulting from the application of 
paragraphs (j)(2)(iii) or (j)(3)(i) of 
this section. 

(iii) Transactions to which segrega- 
ti on rules apply) — (A) In general. 
The segregation rules of this para- 
graph (j)(2)(iii) apply to any transac 
tion described in paragraphs 
(j)(2)(iii)(B), (C), (D), (E), or (F) of 
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this section in the manner specified. 
The presumptions adopted by this 
Paragraph (j)(2)(iii) shall not apply 
only if, and to the extent that, the 
loss corporation either has actual 
knowledge of facts to the contrary 
regarding its stock ownership and is 
thus subject to paragraph (k)(2) of 
this section, or is subject to para- 
graph (k)(4) of this section. Any 
direct public group that is required to 
be identified as a result of a transac- 
tion described in paragraph (j)(2)(iii) 
of this section shall be treated as a 
5-percent shareholder under para- 
graph (g)(1)(iv) of this section with- 
out regard to whether such group, at 
any time during the testing period, 
owns five percent or more of the loss 
corporation stock. To the extent that 
the presumptions are rebutted, the 
public shareholders, public owners 
and 5-percent owners who are not 
5-percent shareholders may be aggre- 
gated into additional public groups. 

(B) Certain equity structure shifts 
and transactions to which section 
1032 applies — (1) In general. In the 
case of— 

(I') a transaction that is an equity 
structure shift that also is described 
in section 381(a)(2) and in which the 
loss corporation is a party to the 
reorganization, or 

(il) a transfer of the stock of the 
loss corporation (including treasury 
stock) by the loss corporation in any 
other transaction to which section 
1032 applies, each direct public group 
that exists immediately after such 
transaction shall be segregated so 
that each direct public group that 
existed immediately before the trans- 
action is treated separately from the 
direct public. group that acquires 
stock of the loss corporation in the 
transaction. The direct public group 
that acquires stock of the loss corpo- 
ration in the transaction is presumed 
not to include any members of any 
direct public group that existed im- 
mediately before the transaction. For 
purposes of this paragraph 
(j)(2)(iii)(B), a person is treated as 
acquiring stock of the loss corpora- 
tion in a reorganization as the result 
of the person's ownership interest in 
another corporation that succeeds to 
the loss corporation's pre-change 
losses (determined as if the testing 
date were the change date and treat- 
ing the amount of any net unrealized 
built-in loss as a pre-change loss) in a 

transaction to which section 381(a)(2) 
applies. In determining whether a 
transaction is described in section 
1032 for purposes of this paragraph 
(j)(2)(iii)(B), the transfer by the loss 
corporation of any interest not con- 
stituting stock that is treated as stock 
under paragraph (f)(18)(iii) of this 
section shall be treated as the trans- 
fer of stock. 

(2) Examples — Example (l) — (r) P, owns 60 
percent of the stock of L. The remaining L 
stock (40 percent) is owned by Public L. A 
owns 40 percent of the P, stock. The remain- 
ing P, stock (60 percent) is owned by Public 
P, . Pz is a publicly traded corporation owned 
by shareholders who each own less than five 
percent of Pr stock (Public Pz). 

(ir) On May 22, 1988, L merges into Pz in a 
transaction described in section 368(a)(1)(A), 
with the shareholders of L receiving an 
amount of Pz stock equal to 70 percent of the 
value of P, immediately after the reorganiza- 
tion. 

(iir') Immediately before the merger, L's 5- 
percent shareholders were Public L (40 per- 
cent), Public P r (36 percent), and A (24 
percent). Although the shareholders of P, 
(immediately before the merger) do not acquire 
any stock in the merger, they are treated as 
acquiring a direct ownership interest in the loss 
corporation in the reorganization because Pr 
succeeds to the pre-change losses of L in a 
transaction to which section 381(a)(2) applies. 
As a result of the merger, which constitutes a 
transaction described in (j)(2)(iii)(B)(1) of this 
section, L's direct public group, Public L, 
must be segregated from the direct public 
group that would otherwise exist after the 
transaction (Public L and Public Pz). Public 
L, the direct public group that exists before 
the merger, has a continuing 28 percent inter- 
est in the loss corporation [70 percent of Pz 
shares received in the merger x 40 percent of 
shares of L owned prior to the merger] that 
must be segregated from the interests acquired 
by Public P, . 

(iv) In addition, Public P„which owns five 
percent or more of the stock of P& through 
P, 's ownership interest in P„also is segre- 
gated from any other public group (i. e. , both 
Public L and Public P&) under paragraph (j)(l) 
of this section. Therefore, under paragraphs 
(j)(l) and (2) of this section, Public P, (exclud- 
ing the members of Public L and Public P, 
immediately before the merger) is treated as a 
separate public group and 5-percent share- 
holder. 

(v) The only 5-percent shareholder whose 
interest in the loss corporation, P„has in- 

creased during the testing period is Public P&. 
Its interest has increased by 30 percentage 
points. Accordingly, no ownership change re- 
sults from the merger. For purposes of mea- 
suring the shift in ownership of P, on any 
subsequent testing date with a testing period 
that includes May 22, 1988 (the date on which 
L merged into P, ), Public P, will continue to 
be treated as a direct public group, separate 
from Public L (the members of which own P, 
stock as a result of the merger) and Public P, . 

Example (2) — (i) P and L are each owned 
by 21 equal shareholders. Each of 14 of the 
shareholders of P and L are owners of both 
corporations ("common owners"). L has ac- 
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tual knowledge of this cross ownership. There- 
fore, as a group, these persons own 66 2/3 
percent of each of P and L. P stock has a 
value of $600 and L stock has a value of $400. 

(ii) P merges into L under section 
368(a)(1)(A) on June 10, 1988. Ordinarily, the 
direct public group of L that exists immedi- 

ately before the transaction would be segre- 

gated from the direct public group that ac- 
quires stock in the merger (the public group of 
P immediately before the merger). In view of 
the common ownership of P and L, however, 
a third group may be created under paragraph 
(j)(2)(iii)(A) of this section so that L's owners 
following the merger would be: the common 
owners (66 2/3 percent), Public L, less the 
common owners, (13 I/3 percent), and Public 
P, less the common owners (20 percent). 
Accordingly, the only 5-percent shareholder 
increasing its ownership interest in L, Public 
P, would increase its ownership interest by 20 
percentage points and no ownership change 
occurs as a result of the merger. 

Example (3) — (r') L is entirely owned by 
Public L. L commences and completes a 
public offering of common stock on January 
22, 1988, with the result that its outstanding 
stock increases from 100, 000 shares to 300, 000 
shares. No person owns as much as five 
percent of L stock following the public offer- 
ing. 

(ir) The public offering of L stock is a 
transaction to which section 1032 applies. 
Immediately before the public offering, L's 
only 5-percent shareholder was Public L, a 
direct public group. Therefore, Public L (as in 

existence immediately before the transaction) 
must be segregated from the direct public 
group that would otherwise exist immediately 
after the transaction. Under paragraph 
Q)(2)(»r)(B)(l) of thrs sectron, the acquisitron 
of 200, 000 shares of L stock in the public 
offering must be treated as acquired by a 
direct public group (" New Public L") that is 
separate from Public L. Each such public 
group is treated as an individual that is a 
separate 5-percent shareholder. See paragraphs 
(g)(1)(iv) and (j)(l)(ii) of this section. 

(iir) As a result of the public offering, L has 
two 5-percent shareholders, Public L and New 
Public L, which own 33 I/3 percent and 66 
2/3 percent of the stock of L, respectively. 
Because the members of new Public L are 
presumed not to be members of Public L (and 
not to be related to any such members), the 
ownership interest of New Public L immedi- 
ately prior to the offering of stock was 0 
percent. 

(iv) New Public L is a 5-percent shareholder 
that has increased its ownership interest in L 
by more than 50 percentage points during the 
testing period (by 66 2/3 percentage points). 
Thus, there is an ownership change with 
respect to L. For purposes of subsequent 
transactions, Public L and New Public L will 
not be segregated into two public groups 
because a new testing period commences on 
the day following the change date, January 23, 
1988 (i. e. , any subsequent testing date will not 
have a testing period that includes the date of 
the public offering). 

Example (4). The facts are the same as in 
Example (3), but L establishes that 60, 000 
shares of the newly issued L stock were 
acquired by its shareholders of record on the 
date of the stock issuance (i. e. , members of 
Public L, referred to as Acquiring Public L) 
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by persons owning 27 percent of the L stock 
immediately before the stock issuance. Accord- 
ingly, L has actual knowledge that New Public 
L acquired no more than 140, 000 shares of L 
stock in the public offering. Under paragraphs 
(j)(2)(iii) and (k)(2) of this section, New Public 
L may be treated as having increased its 
ownership interest in L by 46 2/3 percentage 
points (140, 000 shares acquired in the offer- 
ing/300, 000 shares outstanding). L also has 
actual knowledge that the members of Public 
L owning 27 percent of L stock immediately 
before the stock issuance (27, 000 
shares/100, 000 shares outstanding) own 29 
percent of L stock immediately after such 
issuance ([27, 000 shares + 60, 000 shares ac- 
quired in the offering]/300, 000 shares out- 
standing). Assuming that L chooses to take its 
actual knowledge into account for purposes of 
determining whether an ownership change oc- 
curred on January 22, 1988, Public L is 

segregated into two direct public groups imme- 

diately before the stock issuance so that the 
two percentage point increase in the ownership 
interest in L by Acquiring Public L is taken 
into account. The total increased ownership 
interest in L by New Public L and Acquiring 
Public L on the testing date over their lowest 
ownership interest during the testing period is 

48 2/3 percent. Thus, no ownership change 
occurs with respect to L. 

Example (5) — (t) L is owned entirely by 
10, 000 unrelated individuals, none of whom 
own as much as five percent of L stock 
(" Public L"). P is owned entirely by 1, 500 
unrelated individuals, none of whom own as 
much as five percent of P stock (" Public P"). 
On December 22, 1988, L acquires all of the P 
stock from Public P in exchange for L stock 
representing 25 percent of the value of L in a 
transaction described in section 368(a)(1)(B). 

(it) Under paragraph (j)(2)(iii)(B)(l) of this 
section, Public L, the direct public group that 
owns L stock immediately before and after the 
transaction to which section 1032 applies, is 
treated separately from Public P, the direct 
public group that acquires L stock in the 
transaction. Because Public P's percentage 
ownership interest in L increases to only 25 
percent (as compared with 0 percent before the 
acquisition), no ownership change occurs. For 
purposes of determining whether an ownership 
change occurs on any testing date with a 
testing period that includes December 22, 
1988, Public L and Public P will continue to 
be treated as separate 5-percent shareholders. 

(ih) See example (4) in paragraph (j)(3)(iv) 
of this section for the application of paragraph 
(j)(2)(iii)(B) of this section to a reorganization 
under section 368(a)(1)(B) in which the loss 
corporation is acquired. 

(C) Redemption-1'ype transac- 
tions — (I) In general. In the case of 
a transaction in which the loss corpo- 
ration acquires its stock in exchange 
for property, each direct public 
group that exists immediately before 
the transaction shall be segregated at 
that time (and thereafter) so that the 
stock that is acquired in the transac- 
tion is treated as owned by a separate 
public group from each public group 
that owns the stock that is not 
acquired. For purposes of the preced- 

ing sentence, the term property shall 
include stock described in section 
1504(a)(4) and stock described para- 
graph (f)(18)(ij) of this section. Each 
direct public group that owned the 
stock that is acquired in the transac- 
tion is presumed not to own any such 
stock immediately after the transac- 
tion. 

(2) Examples — Example ()). L is entirely 
owned by Public L. There are 500, 000 shares 
of L stock outstanding. On July 12, 1988, L 
acquires 150, 000 shares of its stock for cash. 
Because L's acquisition is a redemption, Public 
L is segregated into two different public 
groups immediately before the transaction (and 
thereafter) so that the redeemed interests 
(" Public RL") are treated as part of a public 
group that is separate from the ownership 
interests that are not redeemed (" Public CL"). 
Therefore, as a result of the redemption, 
Public CL's interest in L increases by 30 
percentage points (from 70 percent 
(350, 000/500, 000) to 100 percent) on the July 
12, 1988 testing date. Because the resulting 
increase is not more than 50 percentage points, 
no ownership change occurs. For purposes of 
determining whether an ownership change oc- 
curs on any subsequent testing date having a 
testing period that includes such redemption, 
Public CL is treated as a 5-percent shareholder 
whose percentage ownership interest in L in- 
creased by 30 percentage points as a result of 
the redemption. 

Example (2). L is entirely owned by Public 
L. There are 250, 000 shares of L common 
stock outstanding. On April 22, 1988, L 
acquires 100, 000 shares of its outstanding 
common stock in exchange for 100, 000 shares 
of preferred stock described in section 1504 
(a)(4). (The transaction thus constitutes a 
recapitalization within the meaning of section 
368(a)(1)(E). ) As a result of the recapitaliza- 
tion, which is a transaction described in para- 
graph (j)(2)(iii)(C) of this section, Public L is 
segregated into two different public groups 
immediately before the transaction (and there- 
after) so that the stock acquired by L is 
treated as owned by a public group (" Public 
RL") that is separate from the public group 
that owns the stock that is not so acquired 
(" Public CL"). Therefore, as a result of the 
transaction, Public CL's interest in L increases 
by 40 percentage points (from 60 percent to 
100 percent). Because the resulting increase is 
not more than 50 percentage points, no owner- 
ship change occurs. For purposes of determin- 
ing whether an ownership change occurs on 
any subsequent testing date with a testing 
period that includes the date of the recapital- 
ization, Public CL is treated as a separate 
5-percent shareholder whose percentage owner- 
ship interest increased by 40 percentage points 
as a result of the redemption type transaction. 

(D) Acquisition of loss corporation 
stock as the result of the ownership 
of a right to acquire stock — (I) In 
general. In the case of a deemed 
acquisition of stock of the loss cor- 
poration as the result of the owner- 

ship of a right issued by the loss 
corporation to acquire such stock 
(see paragraph (h)(4) of this section), 

each direct public group that exists 
immediately after such acquisition 
shall be segregated so that each direct 
public group that existed immediately 
before the transaction is treated sepa- 
rately from the direct public group 
that is deemed to acquire stock of 
the loss corporation as a result of the 
ownership of the right to acquire 
such stock. The direct public group 
that is treated as acquiring stock of 
the loss corporation in the transac- 
tion is presumed not to include any 
members of any direct public group 
that existed immediately before the 
transaction. In applying the rules of 
paragraph (h)(4) of this section, the 
segregation rules of this paragraph 
(j)(2)(iii)(D) shall apply before mak- 
ing the determination required under 
that paragraph (h)(4) of this section. 

(2) Examp(e — (0 L has 700, 000 shares of 
common stock outstanding. Public L owns all 
of the outstanding L common stock. On May 
20, 1988, L issues a class of debentures to the 
public that, in the aggregate, may be converted 
into 300, 000 shares of L common stock. On 
September 7, 1988, P, acquires 210, 000 shares 
of L common stock over a public stock 
exchange. None of the L debentures have been 
converted as of that date. 

(io By virture of L's issuance of convertible 
debentures, May 20, 1988 is a testing date. See 
paragraph (a)(2)(i) of this section. Immediately 
before the issuance of the convertible deben- 
tures, L's only 5-percent shareholder was Pub- 
lic L, a direct public group. Therefore, under 
paragraph (j)(2)(iii)(D) of this section, Public 
L must be segregated from the direct public 
group that would otherwise exist immediately 
after the transaction for the purpose of apply- 
ing paragraph (h)(4) of this section, so that 
any acquisition of L stock through the conver- 
sion of L's debentures is treated as made by a 
public group other than Public L (" New 
Public L"). Assuming the largest increase in 

the total percentage stock ownership of New 

Public L on the testing date (see paragraph 
(h)(4) of this section), New Public L would 
have increased its ownership interest in L by 
30 percentage points. Therefore, the stock of 
L would not be treated as acquired pursuant 
to a deemed conversion of the L debentures on 
May 20, 1988, under paragraph (h)(4) of this 
section, because the conversion would not 
cause an ownership change. 

(ih) P, 's acquisition of L common stock 
results in second testing date. For the purpose 
of applying paragraph (h)(4) of this section, 
Public L must again be segregated from the 
direct public group that would otherwise result 
from conversion of the debentures, so that a 
deemed acquisition of L stock through the 
conversion of L's debentures on September 7, 
1988 is treated as made by a public group 
other than Public L (" New Public L"). As on 
the previous testing date, New Public L would 
have increased its ownershiP interest in L by 
30 percentage points if it were treated 
having acquired L common stock pursuant to 
the conversion of the L debentures. 

increase in New Public L's ownership, taken 
together with P, 's 21 percentage point owner 
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ship increase in L during the testing period 
[210, 000 shares deemed converted/(700, 000 
(actual) + 300, 000 (deemed) shares outstand- 
ing)l, results in an ownership change. 

(E) Transactions identified in the 
Internal Revenue Bulletin. Any trans- 
action that is designated by the Inter- 
nal Revenue Service in the Internal 
Revenue Bulletin shall be subject to 
rules, as provided in such bulletin, 
similar to the rules described in this 
paragraph (j)(2)(iii). 

(F) Issuance of rights to acquire 
loss corporation stock — (I) In gen- 
eral. In the case of any transaction 
that is described in paragraphs 
(j)(2)(iii)(B), (D) or (E) of this section 
in which the loss corporation issues 
rights to acquire its stock to the 
members of more than one public 
group, those rights shall be presumed 
to be exercised pro rata by each such 
public group as those rights are actu- 
ally exercised. 

(2) Example — (r') L, which has six million 
shares outstanding, is owned entirely by Public 
L and P is owned entirely by Public P. On 
November 30, 1988, P merges into L in a 
transaction qualifying under section 
368(a)(1)(A) with Public P receiving four mil- 
lion shares of L stock as a result of the 
reorganization. Under paragraph (j)(2)(iii)(B) 
of this section, Public L and Public P continue 
to be treated as separate public groups follow- 
ing the merger. Pursuant to the plan of 
reorganization, L also issues an amount of 
warrants in L stock pro rata to Public L and 
Public P that, if exercised, would result in the 
issuance of an additional two million shares of 
L stock. On November 30, 1989, when only 
one-half of the outstanding warrants have been 
exercised, A acquires all of the unexercised 
warrants. 

(it) Without regard to the warrants distrib- 
uted in reorganization, Public P's ownership 
interest in L increases by 40 percentage points 
on November 30, 1988, relative to its lowest 
ownership interest in L at any time during the 
testing period (0 percent prior to the merger). 
For purposes of determining whether an own- 
ership change occurs on November 30, 1988, 
the segregation rules of paragraphs (j)(2)(iii)(B) 
and (D) of this section does not require that a 
third direct public group be separately identi- 
fied and treated as acquiring the warrants, 
because L has actual knowledge that Public L 
and Public P acquired the distributed warrants 
in proportion to their respective ownership 
interests in L stock. Because the largest in- 
crease in the ownership of L on the testing 
date results from treating only Public P as 
exercising the distributed warrants, in which 
event, its ownership interest would increase by 
44. 4 percentage points ([four million shares 
acquired in the merger + 800, 000 shares 
deemed acquired]/10. 8 million (actual and 
deemed) shares outstanding), the issuance of 
the warrants by L does not cause an ownership 
change on November 30, 1988. 

(iit) Under paragraph (j)(2)(iii)(F)(1) of this 
section, each actual exercise of warrants to 
acquire one million shares of L stock between 
November 30, 1988 and November 30, 1989 is 

treated as made pro rata by Public L and 

Public P (600, 000 shares to Public L and 

400, 000 shares to Public P). Accordingly, as a 
result of the actual exercises of warrants 

during that period the ownership interests of 
the only 5-percent shareholders, Public L and 
Public P, are proportionately increased. 

(iv) A's acquisition of the all of the out- 
standing warrants on November 30, 1989 re- 

quires the determination whether there has 
been an ownership change with respect to L, 
because A would be a 5-percent shareholder 
under paragraph (g)(1)(i) of this section own- 

ing 8 I/3 percent of the L stock if the 
acquired warrants were exercised (one million 
shares deemed acquired/12 million (actual and 
deemed) shares outstanding). See paragraph 
(a)(2)(i) of this section. Under paragraph 
(h)(4)(i) of this section, A is not treated as 
having exercised those warrants because an 
ownership change would not result. (Public P's 
36 2/3 percentage point increase [(four million 
shares acquired in the merger + 400, 000 
shares deemed acquired)/12 million (actual and 
deemed) shares outstanding] and A's 8 I/3 
percentage point increase is not greater than 50 
percentage points). 

(iv) Combination of de minimis 
public groups — (A) In general. Not- 
withstanding paragraph (j)(2)(iii)(A) 
of this section, any public group first 
identified during a taxable year, as a 
result of any transaction described in 
paragraphs (j)(2)(iii)(B), (D), (E) or 
(F) of this section, that owns less 
than five percent of loss corporation 
stock may be combined, at the op- 
tion of the loss corporation, with any 
other such groups also first identified 
as a result of any such transaction 
that occurs during such taxable year. 

(B) Example — (t) L is widely held with no 
person owning as much as five percent of the 
L stock at any time (" Public L"). L's taxable 
year ends on December 31. On January I, 
1989, L issues a class of debt maturing on 
December 31, 2019 (" Class A Debentures" ) 
with respect to which it will semi-annually 
issue L stock in discharge of its interest 
obligation. In addition, L issues an amount of 
L stock to the public in two separate transac- 
tions during 1989. As a percentage of the L 
stock outstanding at the close of L's taxable 
year on December 31, 1989, L issued, 45 
percent of its stock on each of two dates in 
payment of interest with respect to the Class A 
Debentures, 4. 5 percent of its stock in the first 
stock offering and six percent of its stock in 
the second stock offering. During 1990, L did 
not issue stock other than in payment of 
interest with respect to the class A Debentures. 
As a percentage of L stock outstanding on 
December 31, 1990, L issued . 41 percent of its 
stock on each of two dates during 1990 with 
respect to its outstanding debt. 

(ir) Under paragraph (h)(4)(x)(E) of this sec- 
tion, L's obligation to issue stock in satisfac- 
tion of the interest with respect to the Class A 
Debentures until December 31, 2019, is not 
subject to paragraph (h)(4)(i) of this section 
and thus is taken into account only as such 
stock is issued. 

(iir') The application of the segregation rules 
of paragraphs (j)(2)(iii)(B) and (iv) of this 

section require the identification of at least 
two additional, separate direct public groups 
during 1989. First, the persons who acquire six 
percent of L stock in a public offering to 
which section 1032 applies must be treated as a 
separate 5-percent shareholder (" Public IL"). 
See paragraph (j)(2)(iii)(B) of this section. 
Even though this group was first identified in 

1989, it may not be combined with other 
public groups also first identified in 1989 
because it owns five percent or more of L 
stock. Second, although each of the three 
other issuances of L stock during the year 
ordinarily result in the identification of an 
additional, separate direct public group, each 
such direct public group may be combined 
with the two other such groups into a single 
public group (" Public 2L"). As of the end of 
1989, Public 2L would own a total of 5. 4 
percent of the stock of L. 

(iv) The application of the segregation rules 
of paragraph (j)(2)(iii)(B) and (iv) of this 
section require the identification of at least 
one additional, direct public group during 
1990. Because each additional, direct public 
group first identified in 1990 acquires less than 
five percent of L stock, they may be combined 
into a single public group (" Public 3L") 
owning . 82 percent of the stock of L. Public 
3L is treated as a five percent shareholder even 
though it owns less than five percent of the 
stock of L. See paragraph (j)(2)(iv)(A) of this 
section. 

(v) Multiple transactions — (A) In 
general. If a transaction (or any part 
thereof) is described by more than 
one subdivision of paragraph 
(j)(2)(iii) of this section, each such 
subdivision shall apply to the transac- 
tion (or each part of the transaction) 
in the manner that results in the 
largest increase in the percentage 
stock ownership by the 5-percent 
shareholders. 

(B) Example — (r') All of the common stock 
of L is owned by 1, 000 unrelated persons, 
none of whom owns as much as five percent 
of the L stock (' Public CL"). L has outstand- 
ing a class of preferred stock described in 
section 1504(a)(4) that is owned in equal 
amounts by 500 unrelated persons (" Public 
PL"). 

(it) On September 4, 1988, L rearranges its 
capital structure by redeeming 70 percent of 
the common stock owned by 700 of the 
shareholders in exchange for cash. In addition, 
all of the preferred stock is exchanged for a 
new class of common stock (nonvoting) repre- 
senting 40 percent of the value of L. 

(iit) With respect to the part of the transac- 
tion that is treated as a redemption under 
paragraph (j)(2)(iii)(C) of this section (the 
exchange of common stock for cash), Public 
CL is segregated into two different public 
groups immediately before the transaction (and 
thereafter) so that the owners of the redeemed 
stock (" Public RCL") are treated as part of a 
public group that is separate from the public 
group comprised of the owners of the stock 
that is not redeemed (" Public CCL"). As a 
result of the redemption, Public CCL's per- 
centage ownership interest in L thus increases 
by 30 percentage points from 30 percent to 60 
percent (taking into account all transactions 
occurring on the testing date, because the 
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change in ownership is measured under para- 
graph (a)(1)(i) of this section by reference to 
each 5-percent shareholder's ownership interest 
immediately after the testing date). In addi- 
tion, the exchange of preferred stock for 
nonvoting common stock is a transaction to 
which section 1032 applies. Under paragraph 
(j)(2)(v) of this section, the part of the transac- 
tion to which section 1032 applies is also 
subject to the segregation rules in the manner 
specified in paragraph (j)(2)(iii)(B) of this 
section. Accordingly, Public PL, the direct 
public group that acquires L nonvoting com- 
mon stock in exchange for L preferred stock, 
must be treated as a separate public group 
from the other direct public groups, Public 
CCL and Public RCL. As a separate public 
group, Public PL's percentage stock ownership 
in L increases by 40 points (as compared to 0 
percent prior to the transaction). 

(iv) In summary, Public CCL increases its 
percentage ownership in L by 30 percentage 
ponts and Public PL increases its percentage 
ownership by 40 percentage points. Conse- 
quently, an ownership change occurs with 
respect to L on September 4, 1988. 

(vi) Acquisitions made by either a 
5-percent shareholder or the loss cor- 
poration following application of the 
segregation rules. Unless a different 
proportion is established by either the 
loss corporation or the Internal Reve- 
nue Service, the acquisition of loss 
corporation stock by either a 5- 
percent shareholder or the loss corpo- 
ration on any date on which more 
than one public group of the loss 
corporation exists by virtue of the 
application of the rules of this para- 
graph (j)(2) shall be treated as being 
made proportionately from each pub- 
lic group existing immediately before 
such acquisition. See paragraph 
(g)(5)(i)(B) of this section for the 
application of this paragraph to the 
ownership interest of a 5-percent 
shareholder that owns less than five 
percent of the stock of the loss 
corporation on the testing date. 

(3) Segregation rules applicable to 
transactions involving first tier enti- 
ties or higher tier entities- 
(i) Dispositions. If a loss corporation 
is o~ned, in whole or in part, by a 
public group (or groups), the rules of 
paragraphs (j)(2)(iii)(B) and (iv) of 
this section shall apply to any trans- 
action in which a first tier entity or 
an individual that owns a direct 
ownership interest in the loss corpo- 
ration of five percent or more trans- 
fers a direct ownership interest in the 
loss corporation to public sharehold- 
ers. Therefore, each direct public 
group that exists immediately after 
such a disposition shall be segregated 
so that the ownership interests of 
each public group that existed imme- 

diately before the transaction are 
treated separately from the public 
group that acquires stock of the loss 
corporation as a result of the disposi- 
tion by the individual or first tier 
entity. The principles of this para- 
graph (j)(3)(i) shall also apply to 
transactions in which an ownership 
interest in a higher tier entity that 
owns five percent or more of the loss 
corporation (determined without re- 
gard to the application of paragraph 
(h)(2)((i)(A) of this section) or a first 
tier entity is transferred to a public 
owner or 5-percent owner who is not 
a 5-percent shareholder. 

(ii) Example) — (A) L is owned equally by 
Public L, P and E. Public L consists of 150 
equal, unrelated shareholders. P is owned by 
Public P, a group consisting of 1, 500 equal, 
unrelated shareholders. E is a partnership and 
none of its partners are 5-percent owners. On 
October 22, 1988, E sells its entire interest in 

L over a public stock exchange. No individual 
or entity acquires as much as five percent of 
L's stock as the result of E's disposition of the 
L stock. 

(B) The disposition of the L stock by E is a 
transaction that causes the segregation of L's 
direct public group that exists immediately 
before the transaction (Public L) from the 
direct public group that acquires L stock in the 
transaction (Public EL). As a result, L has 
three 5-percent shareholders, Public L, Public 
P (through the application of paragraph (j)(1) 
of this section) and Public EL, each of which 
owns 33 I/3 percent of L stock. Therefore, 
Public EL is a 5-percent shareholder that has 
increased its ownership interest in L by 33 I/3 
percentage points during the testing period. 
For purposes of subsequent transactions, Pub- 
lic L and Public EL will continue to be treated 
as separate direct public groups until any 
subsequent testing date that does not have a 
testing period that includes E's disposition of 
L stock. 

(iii) Other transactions affecting 
direct public groups of a first tier 
entity or higher tier entity. The rules 
of paragraphs (j)(2)(i), (iii), (iv) and 
(v) of this section shall apply to 
transactions described in such para- 
graphs that involve either a higher 
tier entity that owns five percent or 
more of the loss corporation (deter- 
mined without regard to the applica- 
tion of paragraph (h)(2)(i)(A) of this 
section) or a first tier entity. In 
applying those rules for purposes of 
this paragraph (j)(3)(iii), each direct 
public group of a first tier entity or a 
higher tier entity is any public group 
of any such entity identified in para- 
graph (j)(1)(iv)(A) or (B) of this 
section or resulting from the applica- 
tion of this paragraph (j)(3)(iii). The 
principles of paragraph (j)(2)(iii)(C) 
of this section also shall apply to any 
transaction that has the effect of a 

redemption-type transaction (e. g. , an 
acquisition by the loss corporation of 
stock in a first tier entity). 

(iv) Examples — Example (t). The facts are 
the same as in Example (I) of paragraph 
(j)(2)(iii)(B)(2) of this section, except that 
Public L and P, own 40 percent and 60 
percent, respectively, of the stock of HC 
which, in turn, owns 100 percent of L and HC 
merges into Pz. Under ParagraPh (j)(3)(iii) of 
this section, the rules of paragraph (j)(2)(iii)(B) 
of this section apply to segregate HC's direct 
public group (Public L) immediately before the 
merger from the direct public group (Public 
Pz) that acquires loss corporation stock in the 
merger. The consequences of the merger of 
HC into Pz are thus the same as in Example 
(I) of paragraph (j)(2)(iii)(B)(2) of this section. 

Example (2) — (i) Twenty-five individual 
shareholders each own four percent of L 
(" Public L"). Public L is therefore the only 
5-percent shareholder of L. Each of the share- 
holders of L contribute their L stock to a 
newly formed corporation, HC. In exchange 
for their contribution of L stock, HC issues 
100 percent of each of its two classes of 
common stock (voting and nonvoting). 

(it) The formation of HC, a first tier entity 
of L, is a transaction to which section 1032 
applies. Under paragraph (j)(3)(iii) of this 
section, the rules of paragraphs (j)(l)(iii) and 

(j)(2)(iii)(B) of this section are applied to this 
transaction with the result that the sharehold- 
ers of HC, immediately after the issuance of 
HC stock, are presumed not to include any 
persons that previously had a direct or indirect 
ownership interest in L. The presumption 
underlying those rules, however, is rebutted by 
establishing that all of the HC stock outstand- 
ing immediately after the transaction was 
issued solely in exchange for L stock. Thus, 
Public HC (immediately after the transaction) 
and Public L (immediately before the transac- 
tion) would be treated owned by the same 
direct public group. 

Example (3) — (t) All of the stock of L is 
owned by unrelated shareholders, none of 
whom owns as much as five percent of L 
stock. P also is owned by unrelated sharehold- 
ers, none of whom owns as much as five 
percent of P stock. On November 22, 1988, P 
incorporates P, with a contribution of P stock. 
Immediately thereafter, P, acquires all of the 
properties of L in exchange for its P stock in a 
forward triangular merger qualifying under 
sections 368(a)(l)(A) and (a)(2)(D). The P 
stock transferred by P, equals 45 percent of 
the total outstanding P stock. 

(it) Immediately before the merger of L into 
Pn P's only 5-percent shareholder was Public 
P, a direct public group of P. The rules of 
paragraph (j)(2)(iii)(B) of this section thus 

apply to the transaction under paragraph 
(j)(3)(i) of this section since P, a first tier 
entity, is a party to the reorganization de- 
scribed in such paragraph. Although Public P 
does not acquire any stock in the merger, it is 
treated as acquiring stock in the loss corpora- 
tion, Pn because such corporation succeeds to 
the pre-change losses of L in a transaction to 
which 381(a) applies. As a result of the 
merger, Public P, the direct public group of P 
that exists immediately before the merger, 
must be segregated from the direct public 
groups acquiring P stock in the reorganization. 
Public P is, therefore, treated as acquiring 55 
percent of the outstanding stock of the loss 
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corporation, p„ in the transaction. The trans- 
action, therefore, results in an ownership 
change for P, . 

Example (4) — (r) L is owned 20 percent by A 
and 80 percent by 1, 000 unrelated individuals 
and entities, none of whom owns as much as 
five percent of L stock (" Public L"). P is 
owned 10 percent by B, 40 percent by E, and 
50 percent by 5, 000 unrelated individuals, none 
of whom owns as much as five percent of P 
stock (" Public P"). E is owned 30 percent by 
C and 70 percent by 30 unrelated individuals, 
none of whom owns as much as five percent 
of E (" Public E"). 

(ir) On October 31, 1987, P acquires all of 
the L stock from and Public L in exchange for 
P stock representing 20 percent of the value of 
P (determined immediately after the acquisi- 
tion) in a transaction described in section 
368(a)(1)(B). After the acquisition, P is owned 
eight percent by B, 32 percent by E, four 
percent by A, and 56 percent by 6, 000 unre- 
lated individuals, none of whom owns as much 
as five percent of P. Because L is wholly 
owned by P immediately after the acquisition, 
L, under paragraph (j)(l) of this section, is 
treated as owned as follows: eight percent by 
B, 9. 6 percent by C through C's ownership 
interest in E, a highest tier entity, and E's 
ownership interest in P, a first tier entity), 
22. 4 percent by Public E (through its owner- 
ship interest in E and E's ownership interest in 
P) four percent by A, and 56 percent by the 
shareholders who each own less than five 
percent of L through their ownership interest 
in P. 

(iir) Under paragraph (j)(3)(iii) of this sec- 
tion, the rules of paragraph (j)(2)(iii)(B) of this 
section apply to the reorganization since the 
transaction involved a first tier entity of L. 
Thus, the direct public group of P that exists 
immediately after the transaction must be 
segregated into two public groups — the direct 
public group of P that existed immediately 
before the acquisition (Public P) is treated 
separately from the direct public group consist- 
ing of the persons who acquire P stock in the 
transaction (Public L). Accordingly, immedi- 
ately after the reorganization, public P and 
Public L own 40 percent and 16 percent of L, 
respectively. See paragraph (h) of this section. 
(Under paragraph (g)(5)(ii)(B) of this section, 
L may treat the four percent of L stock owned 
by A immediately after the reorganization as 
the amount of L stock owned by A for each 
subsequent testing date having a testing period 
that includes the reorganization. ) 

(iv) In summary, after applying the rules of 
paragraphs (j)(1) and (3) of this section, L is 
treated as owned as follows: 
5-percent shareholder Percentage ownership interest 

A 4. 0 percent 
B 8. 0 percent 
C 9. 6 percent 
Public E 22. 4 percent 
Public P 40. 0 percent 
Public L l6. 0 percent 

(v) The reorganization results in an owner- 
ship change, because B, C, Public E and 
Public P, all of whom are 5-percent sharehold- 
ers, together have increased their percentage 
ownership in L by 80 percentage points as 
compared to their lowest percentage ownership 
in L at any time during the testing period (0 
percent prior to the acquisition). 

(v) Acquisitions made by 
percent shareholder, a higher tier 

entity, or a first tier entity following 
application of the segregation rules. 
The rules of paragraph (j)(2)(vi) of 
this section shall apply to the acquisi- 
tion of an ownership interest in a 
first tier entity (or higher tier entity) 
if more than one direct public group 
of any such entity are segregated 
under the rules of this paragraph 
(j)(3). Accordingly, an acquisition by 
such an entity or a 5-percent share- 
holder of any ownership interest in 
such an entity shall be treated as 
made proportionately from the direct 
public groups resulting from the ap- 
plication of this paragraph (j)(3). 

(k) Operating rules — (1) Presump- 
tions regarding stock ownership. Sub- 
ject to paragraphs (i)(2) and (4) of 
this section, for purposes of applying 
paragraphs (f), (g), (h), and (j)(1) of 
this section- 

(i) Stock subject to regulation by 
the Securities and Exchange Commis- 
sion. With respect to loss corporation 
stock that is described in Rule 13d- 
1(d) of Regulation 13D-G (or any 
rule or regulation to generally the 
same effect), promulgated by the 
Securities and Exchange Commission 
under the Securities and Exchange 
Act of 1934 ("registered stock"), a 
loss corporation may rely on the 
existence and absence of filings of 
Schedules 13D and 13G (or any 
similar schedules) as of any date to 
identify all of the corporation's 
shareholders who have a direct own- 
ership interest of five percent or 
more (both individuals and first tier 
entities) — on such date. A loss corpo- 
ration may similarly rely on the exist- 
ence and absence of such filings as of 
any date with respect to registered 
stock of any first tier entity or any 
higher tier entity to identify the 5- 
percent owners of any such entities 
on such date who indirectly own five 
percent or more of the loss corpora- 
tion stock, and are thus 5-percent 
shareholders, and to identify any 
higher tier entities of such entities. 

(ii) Statements under penalties of 
perjury. A loss corporation may rely 
on statement, signed under penalties 
of perjury, by an officer, director, 
partner, trustee, executor or similar 
responsible person, on behalf of a 
first tier entity or a higher tier entity 
to establish the extent, if any, to 
which the ownership interests of any 
5-percent owners or higher tier enti- 
ties with respect to such entities have 
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changed during a testing period. A 
loss corporation may not rely on 
such a statement (A) that it knows to 
be false or (B) that is made by either 
a first tier entity or higher tier entity 
that owns 50 percent or more of the 
stock of the loss corporation. For 
purposes of the preceding sentence, 
any first tier entities and higher tier 
entities that are known by the loss 
corporation to be members of the 
same controlled group (within the 
meaning of section 267(f)) shall be 
treated as one corporation. 

(2) Actual knowledge regarding 
stock ownership. For purposes of this 
section (other than paragraphs (g)(5) 
and (j)(1)(v) of this section), to the 
extent that the loss corporation has 
actual knowledge of stock ownership 
on any testing date (or acquires such 
knowledge before the date that the 
income tax return is filed for the 
taxable year in which the testing date 
occurs) by- 

(i) an individual who would be a 
5-percent shareholder, but for the 
application of paragraphs (h)(2)(iii), 
(h)(6)(iii) or (g)(2) of this section, or 

(ii) a 5-percent shareholder that 
would be taken into account, but for 
paragraphs (h)(2)(iii), (h)(6)(iii) or 
(g)(3) of this section, 
the loss corporation must take such 
stock ownership into account for 
purposes of determining whether an 
ownership change has occurred on 
that testing date. If a loss corpora- 
tion acquires such knowledge after 
such income tax return is filed, the 
loss corporation may take such own- 
ership into account for purposes of 
determining whether an ownership 
change occurred on that testing date 
and, if appropriate, file an amended 
income tax return (subject to any 
applicable statute of limitations). To 
the extent the loss corporation has 
actual knowledge on or after any 
testing date regarding the ownership 
interest in the loss corporation by 
members of one public group (de- 
scribed in paragraphs (g)(1)(ii), (iii) 
or (iv) of this section) and the owner- 
ship interest of those members in the 
loss corporation as members in an- 
other such public group, the loss 
corporation may take such ownership 
into account for purposes of deter- 
mining whether an ownership change 
occurred on that testing date. 

(3) Duty to inquire as to actual 
stock ownership in the loss corpora- 
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tion. For purposes of this section, 
the loss corporation is required to 
determine the stock ownership on 
each testing date (and, except as 
otherwise provided in this section, 
the changes in the stock ownership 
during the testing period) of- 

(i) any individual shareholder who 
has a direct ownership interest of five 
percent or more in the loss corpora- 
tion, 

(ii) any first tier entity, 
(iii) any higher tier entity that has 

an indirect ownership interest of five 
percent or more in the loss corpora- 
tion (determined without regard to 
paragraph (h)92)(i)(A) of this sec- 
tion), and 

(iv) any 5-percent owner who indi- 
rectly owns five percent or more of 
the stock of the loss corporation in 
his capacity as a 5-percent owner in 
any one first tier entity or higher tier 
entity. 
The loss corporation does not have 
any obligation to inquire or to deter- 
mine facts relating to the stock own- 
ership of any shareholders other than 
those described in the preceding sen- 
tence. In addition, the loss corpora- 
tion does not have any obligation to 
inquire or to determine if the actual 
facts relating to the stock ownership 
of any shareholder are consistent 
with the ownership interests of the 
loss corporation as determined by 
applying the presumptions and other 
rules of paragraphs (g), (h), (j) or 
(k)(1) of this section. 

(4) Ownership interest structured 
to avoid the section 382 limitation. 
For purposes of this section, if the 
ownership interests in a loss corpora- 
tion are structured by a person with 
a direct or indirect ownership interest 
in the loss corporation to avoid treat- 
ing a person as a 5-percent share- 
holder (or to permit the loss corpora- 
tion to rely on the presumption 
provided in paragraph (g)(5)(i)(B) of 
this section) for a principal purpose 
of circumventing the section 382 limi- 
tation, then- 

(i) paragraph (h)(2)(iii) of this sec- 
tion shall not apply with respect to 
the ownership interests so structured 
and the constructive ownership rules 
of paragraph (h)(2)(i) of this section 
shall thus apply to attribute stock 
from any entity without regard to the 
amount of stock it owns in the loss 
corporation or any other corporation, 

(ii) paragraphs (g)(2) and (3) o f 

this section shall be modified with 
respect to the ownership interests so 
structured so that the ownership in- 
terest of a person includes all of an 
individual's direct and indirect own- 
ership in the loss corporation, with- 

out regard to whether each such 
interest represents five percent or 
more of the stock of the loss corpo- 
ration, and 

(iii) paragraph (g)(5)(i)(B) of this 
section shall not apply with respect 
to the ownership interests so struc- 
tured so that the ownership interest 
of a person takes into account his 
actual ownership interest in the loss 
corporation. This paragraph (k)(4) 
shall apply, however, only if applica- 
tion would result in an ownership 
change. 

(5) Example. L is owned by 25 individuals 
who each own four percent of the outstanding 
L stock. A purchases 40 percent of L stock 
from such shareholders on August 13, 1988. 
Thereafter, B plans to acquire 15 percent of 
the L stock. B is advised concerning the 
potential application of section 382 to L. On 
February 1, 1989, B acquires a 15 percent 
interest in L pursuant to a program in which 
each of four corporations, P, through P4, each 
of which is wholly-owned by B, acquire a 3. 75 
percent interest in L. A principal purpose of 
acquiring the L stock through four corpora- 
tions is to avoid treating B as owning any 
ownership interest in L amounting to as much 
as five percent, and thus to circumvent the 
section 382 limitation by avoiding an owner- 
ship change. Under paragraph (k)(4) of this 
section, the limitation on the constructive 
ownership rules of paragraph (h)(2)(iii) of this 
section are disregarded and B is treated as a 
5-percent shareholder owning 15 percent of the 
stock of L by virtue of his ownership interests 
in P, through P4, notwithstanding paragraph 
(g)(2) of this section. Accordingly, an owner- 
ship change occurs with respect to L. 

(6) First tier entity or higher tier 
entity that is a foreign corporation or 
entity. [Reserved. ] 

(1) Changes in percentage owner- 
ship which are attributable to fluctu- 
ations in value. [Reserved. ] 

(m) Effective Date — (1) In general. 
Except as provided in this paragraph 
(m), section 382 shall apply to any 
ownership change that occurs imme- 
diately after an owner shift or an 
equity structure shift that occurs af- 
ter December 31, 1986, or any other 
event occurring after such date that 
requires the determination of whether 
an ownership change has occurred 
under paragraph (a)(2)(i) of this sec- 
tion. In the case of an equity struc- 
ture shift (including an equity struc- 
ture shift that also constitutes an 
owner shift), any equity structure 
shift completed pursuant to a plan of 

reorganization adopted before Janu- 
ary 1, 1987, shall be treated 
occurring on the date such plan was 

adopted. Therefore, section 382 shall 

apply to any ownership change oc- 
curring immediately after- 

(i) an owner shi ft (excluding an 

owner shift that also constttutes 
equity structure shift) that occurs on 
or after January 1, 1987, 

(ii) an equity structure shift that 
occurs after December 31, 1986, if it 
is completed pursuant to a plan of 
reorganization adopted on or after 
January 1, 1987, or 

(iii) any transfer or issuance of an 
option, or other interest that is simi- 

lar to an option, that occurs on or 
after January 1, 1987 and that is 
taken into account under paragraph 
(a)(2)(i) of this section. With respect 
to equity structure shifts completed 
pursuant to plans adopted before 
January 1, 1987, section 382 shall be 
inapplicable only if the equity struc- 
ture shift that is treated as occurring 
on the date the plan of reorganiza- 
tion for such shift was adopted (or 
other event occurring after the adop- 
tion of such plan) results in an 
ownership change before January 1, 
1987. In that event, a new testing 
period for the loss corporation shall 
begin on the day after such owner- 
ship change. 

(2) Plan of reorganization. For 
purposes of paragraph (m)(1) of this 
section, a plan of reorganization shall 
be treated as adopted on the earlier 
of- 

(i) the first date that the boards of 
directors of all the parties to the 
reorganization have adopted the plan 
or have recommended adoption to 
their shareholders, or 

(ii) the date the shareholders ap- 
prove such reorganization. If there is 

an ownership change with respect to 
a subsidiary as the result of a reorga- 
nization of the parent, the treatment 
of the subsidiary under this para- 
graph (m)(2) shall be governed by the 
classification of the parent-level 
transaction. For purposes of the pre- 
ceding sentence, a corporation shall 
be treated as a subsidiary of another 
corporation only if the othel' corpo 
ration owns stock in that corporation 
meeting the requirements of section 
1504(a)(2). 

(e) Earliest commencement of tl, e 
testing period. For purposes of dete~ 
mining if an ownershiP change has 
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occurred at any time after May 5, 
1986, the testing period shall begin 
no earlier than May 6, 1986. Under 
paragraph (d)(4) of this section, 
therefore, shifts in the ownership of 
stock of the loss corporation prior to 
May 6, 1986 are disregarded. 

(4) Transitional rules — (i) Rules 
provided in paragraph j() of this 
section for testing dates before Sep- 
tember 4, 1987. For purposes of 
determining whether an ownership 
change occurs for any testing date 
before September 4, 1987. 

(A) The rules of paragraph (j)(1) 
of this section shall apply only to 
stock of the loss corporation ac- 
quired after May 5, 1986, by any 
first tier entity or higher tier entity 
and shall not apply to any stock 
acquired by such an entity on or 
before that date, 

(B) The rules of paragraph (j)(2) 
of this section shall apply only to 
equity structure shifts in which more 
than one corporation is a party to 
the reorganization and shall not ap- 
ply to any other transactions, and 

(C) The rules of paragraph (j)(3) 
of this section shall apply only to— 

(1) dispositions of stock acquired 
by an individual, a first tier entity or 
higher tier entity after May 5, 1986 
(and shall not apply to dispositions 
of stock acquired on or before such 
date), and 

(2) equity structure shifts in which 
more than one corporation is party 
to the reorganization (and shall not 
apply to any other transactions). 

For any testing date before Sep- 
tember 4, 1987, however, the loss 
corporation is permitted to apply all 
of the rules of paragraph (j) of this 
section. A loss corporation that ap- 
plies the rules of paragraph (j) of this 
section under the preceding sentence 
must apply all of the rules of such 
paragraph in determining whether 
any ownership change occurs on any 
testing dates after May 5, 1986. 

(ii) Example — (t) L is owned entirely by 
10, 000 unrelated individuals, none of whom 
owns as much as five percent of the stock of L 
(" Public L"). P is owned entirely by 1, 000 
unrelated individuals, none of whom owns as 
much as five percent of the stock of P 
(" Public P"). 

(it) Between March 1, 1987 and June 1, 
1987, P acquires 45 percent of L stock in a 
series of transactions. On June 15, 1987, L 
redeems 20 percent of the L stock from Public 
L. 

(iit') Under paragraph (m)(4)(i)(A) of this 
section, the rules of paragraph (j)(1) of this 
section apply to the acquisitions made by P, 

because they occurred after May 5, 1986. 
Accordingly, following those acquisitions, the 
stock of L is owned 45 percent by Public P 
and 55 percent by Public L. Because the 
increase in the percentage ownership by Public 
P as a result of P's stock purchases is not 
more than 50 percent, no ownership change 
occurs as the result of P's purchases. 

(iv) On or after September 4, 1987, the rules 

of paragraph (j)(2)(iii)(C) of this section apply 
to treat any L stock that is redeemed as owned 

by a public group that is separate from the 
public group owning the stock that is not 
redeemed. (Under paragraph (j)(2)(iii)(C) of 
this section, the continuing shareholders of 
Public L, who owned 35 percent of the stock 
of L before the redemption ([55 percent -20 
percent]/100 percent) increase their ownership 
interest in L by 8. 8 percentage points as a 
result of such redemption (43. 8 percent -35 
percent)). Those rules, however, do not apply 
to the June 15, 1987 redemption because it 
occurs before the date that paragraph (j)(2)(iii) 
of this section generally is effective. (Until 
September 4, 1987, paragraph (j)(2)(iii) of this 
section generally is effective only for equity 
structure shifts in which more than one corpo- 
ration is a party to the reorganization. ) Solely 
because of the application of paragraph (j)(1) 
of this section to P's acquisitions of L stock, 
Public P's ownership interest in L as a result 
of the redemption has increased from 45 
percentage points to 56. 2 percentage points 
which, compared to its lowest percentage own- 
ership interest at any time during the testing 
period (0 percent prior to March 1, 1987), is a 
more than 50 percentage point increase thus 
causing an ownership change with respect to L 
on June 15, 1987. 

(iii) Rules provided in paragraph j (j of this section for testing dates on 
or after September 4, 1987. For 
purposes of determining whether an 
ownership change occurs for any test- 
ing date on or after September 4, 
1987, the rules of paragraphs j()(2) 
and (3) of this section shall not apply 
to identify any public group resulting 
from— 

(A) any transaction described in 
such paragraphs (j)(2) and (3), unless 
that transaction is also described in 
paragraphs (m)(4)(i)(B) or (C) of this 
section, or 

(B) any disposition of stock ac- 
quired on or before May 5, 1986, but 
only if such disposition or other 
transaction occurs before September 
4, 1987. Thus, for example, the rules 
of paragraph (j)(2)(iii)(D) of this sec- 
tion shall apply only to rights to 
acquire stock of the loss corporation 
issued on or after such date. 

(iv) Rules provided in paragraphs 
(f)(18)(ii) and (iii) of this section. For 
purposes of determining whether an 
ownership change occurs for any test- 
ing date, the rules of paragraphs 
(f)(18)(ii) and (iii) of this section 
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apply only to stock (or any other 
ownership interest) that is— 

(A) issued on or after September 
4, 1987, or 

(B) transferred to (or by) a person 
who is a 5-percent shareholder (or 
would be a 5-percent shareholder if 
paragraph (f)(18)(iii) of this section 
were applicable) on or after Septem- 
ber 4, 1987. 

(v) Rules provided in paragraph 
(a)(2)(ii) of this section. The informa- 
tion statement required under para- 
graph (a)(2)(ii) of this section is not 
required to be filed with respect to 
any taxable year for which the due 
date (including extensions) of the 
income tax return of the loss corpo- 
ration is on or before October 5, 
1987. 

(5) Bankruptcy proceedings — (i) In 
general. In the case of a reorganiza- 
tion described in section 368(a)(1)(G) 
or an exchange of debt for stock in a 
title 11 or similar case (within the 
meaning of section 368(a)(3)), section 
382 shall not apply to any ownership 
change resulting from such a reorga- 
nization or proceeding if a petition in 
such case was filed with the court 
before August 14, 1986. Accordingly, 
any shift in ownership in the loss 
corporation arising out of such reor- 
ganization or proceeding shall not be 
taken into account for purposes of 
determining whether an ownership 
change occurs on any testing date 
that occurs after December 31, 1986. 

(ii) Example — (i) L filed a petition in bank- 
ruptcy on September 29, 1985. As a result of a 
title 11 bankruptcy reorganization of L that is 
confirmed by a court on February 2, 1988, 
there is a shift in the ownership of L so that 
JK increased her interest in L by 24 percentage 
points relative to her lowest ownership interest 
in L during the testing period. JK is the only 
5-percent shareholder of L following the reor- 
ganization whose interest in L increased as a 
result of the transaction. On December 25, 
1988, GK purchases 42 percent of the out- 
standing stock of L from shareholders other 
than JK. 

(ii) There is no ownership change on De- 
cember 25, 1988 because the 24 percentage 
point increase in JK's ownership interest in L 
is not taken into account under paragraph 
(m)(6)(i) of this section. 

(iii) The facts are the same as in (t), except 
that the acquisitions by JK and GK occurred 
on August 5, 1986 and September 26, 1986, 
respectively. Because paragraph (m)(6)(i) of 
this section is only applicable with respect to 
the determination of whether an ownership 
change has occurred on any testing date that 
occurs after December 31, 1986, there is an 
ownership change as a result of GK's acquisi- 
tion on September 26, 1986. Accordingly, 
section 382 is inapplicable to such ownership 
change under paragraph (m)(1) of this section 
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because it occurred prior to January 1, 1987. 
Under paragraph (d)(2) of this section, the 
testing period for determining whether an 
ownership change occurs on any subsequent 
testing date shall commence no earlier than 
September 27, 1986. 

(6) Transactions of domestic build- 
ing and loan associations. The rules 
of paragraph (j)(2)(iii)(B) of this sec- 
tion (and the application of those 
rules by virtue of paragraph (j)(3) of 
this section) shall not apply to a 
public offering of stock by a domes- 
tic building and loan association de- 
scribed in section 591 (or any corpo- 
ration that owns stock in the 
association meeting the requirements 
of section 1504(a)(2)) prior to Janu- 
ary 1, 1989. In the case of any 
transaction described in the preceding 
sentence, any transitory ownership of 
stock by any entity that is an under- 
writer shall be disregarded so that the 
rules of paragraph (j)(1) of this sec- 
tion shall not apply to treat such 
stock as owned by the owners of the 
underwriter and thus the rules of 
paragraph (j)(3)(i) of this section 
shall not apply to the disposition of 
such stock by the underwriter. For 
purposes of this paragraph (m)(7)— 

(i) ownership shall be considered 
transitory only with respect to an 
underwriter acquiring stock in a firm 
commitment underwriting to the ex- 
tent the stock is disposed of pursuant 
to the offer (but in no event later 
than sixty (60) days after the intial 
offering) and, 

(ii) to the extent a transaction may 
be described both by paragraph 
(j)(2)(iii)(B) of this section and any 
other provision of paragraphs 
(j)(2)(iii) or (3) of this section, para- 
graph (j)(2)(v)(A) of this section shall 
not apply and the transaction shall 
be treated as described solely by 
paragraph (j)(2)(iii)(B) of this section. 

(7) Transactions not subject to sec- 
tion 382 — (i) Application of old sec- 
tion 382. Old section 382 shall not 
apply to a loss corporation on or 
after the date on which an ownership 
change occurs, but only if such own- 
ership change results in the applica- 
tion of the section 382 limitation (as 
defined in section 382(b)) with re- 
spect to the loss corporation. 

(iii) Effect on testing period. The 
application of old section 382 to a 
transaction is disregarded for pur- 
poses of paragraph (d)(2) of this 
section unless the transaction that 
results in such application is the last 

component of an ownership change 
after May 5, 1986 that is not subject 
to section 382 under the effective 
date rules of this paragraph (m) 
(e. g. , an ownership change occurring 
as the result of an individual's pur- 
chase of more than 50 percent of L 
stock on any date on or before 
December 31, 1986). 

(iii) Termination of old section 
382, [Reserved). 

(8) Options issued or transferred 
before January 1, 1987 — (i) Options 
issued before May 6, 1986. An op- 
tion issued before May 6, 1986, is 
subject to the rules of paragraph 
(h)(4) of this section only if it is 
transferred by (or to) a 5-percent 
shareholder (or a person who would 
be a 5-percent shareholder if the 
option were treated as exercised) on 
or after such date. In all other cases, 
such an option shall not be subject to 
paragraph (h)(4)(i) of this section, 
but shall be subject to paragraph 
(h)(4)(xii) of this section. Thus, for 
example, a warrant to acquire stock 
of the loss corporation issued before 
May 6, 1986 shall be not be subject 
to paragraph (h)(4) of this section 
unless the warrant is transferred by 
(or to) a 5-percent shareholder. The 
exercise of such a warrant, however, 
would be taken into account as re- 
quired by this paragraph (m)(8)(i) 
and paragraph (h)(4)(xii) of this sec- 
tion. 

(ii) Options issued on or after May 
6, 1986 and before September 18, 
1986. An option issued or transferred 
on or after May 6, 1986, and before 
September 18, 1986, is subject to the 
rules of paragraph (h)(4) of this 
section. 

(iii) Options issued on or after 
September 18, 1986 and before Janu- 
ary 1, 1987. An option issued or 
transferred on or after September 18, 
1986, and before January 1, 1987, is 
subject to the rules of paragraph 
(h)(4) of this section, except that the 
option shall be treated for purposes 
of this section as if it never had been 
issued in the event that either— 

(A) the option lapses unexercised 
or is irrevocably forfeited by the 
holder thereof, or 

(B) on the date the option was 
issued, there was no significant likeli- 
hood that such option would be 
exercised within the five-year period 
from the date of such issuance and a 
purpose for the issuance of the op- 

tion was to cause an ownershtp 
change prior to January 1, 1987. 

(9) Examples. The rules of this paragraph 
(m) may be illustrated by the following exam- 
ples. 

Example (lj — (i) A owns all 100 outstanding 
shares of L stock. A sells 11 shares to B on 
January 1, 1986. The January 1, 1986 testing 
date is disregarded under paragraph (m)(3) of 
this section. A sells another 40 shares to B on 
January 1, 1988. B's second stock purchase is 
an owner shift that does not result in an 
ownership change. B's percentage ownership 
interest on the testing date (51 percent) is only 
40 percentage points greater than the lowest 
percentage of L stock owned by B at any time 
during the testing period (11 percent on and 
after May 6, 1986). 

(ii) The facts are the same as in (i). In 
addition A sells 20 shares of his L stock to C 
on July 1, 1990. C's stock purchase is an 
owner shift. Because B and C together have 
increased their respective ownership interests in 
L by 40 and 20 percentage points relative to 
their lowest percentage stock ownership inter- 
ests in L at any time during the testing period, 
C's purchase causes an ownership change. The 
testing period for any subsequent ownership 
change begins on the first day following C's 
acquisition, July 2, 1990. 

Example (2) — (i) C has owned 100 percent 
of L since March 22, 1980. On October 13, 
1986, P merges into L. As a result of the 
merger, 40 percent of L stock is acquired by 
A, the sole shareholder of P. The merger of P 
into L is both an equity structure shift and an 
owner shift. The transaction, however, is not 
an ownership change with respect to L, be- 
cause A's percentage ownership interest has 
increased by only 40 percentage points. On 
August 22, 1987, B purchases 15 percent of 
the L stock from C. B's purchase constitutes 
an owner shift resulting in an ownership 
change that is subject to section 382 because 
the aggregate increases in percentage ownership 
by B and C (respectively 40 percent and 15 
percent) is more than 50 percentage points. 

(ii) The facts are the same as in (i), except 
that the plan of reorganization is adopted on 
October 13, 1986, and the merger is completed 
on July 22, 1987. The result is the same as in 

(i). 
(iii) The facts are the same as in (ii), except 

that the reorganization is completed on August 
22, 1987, and B's purchase of the L stock 
occurs one month earlier, on July 22, 1987. 
Assume that after the reorganization on Au- 
gust 22, 1987, A and B own 40 percent and 15 
percent, respectively, of L stock. Although the 
merger occurred pursuant to a plan of reorga- 
nization adopted before 1987, L is subject to 
section 382 following the equity structure shift, 
because the merger would not have caused an 
ownership change if it had been completed in 
1986 after the commencement of the L's 
testing period. 

(iv) The facts are the same as in (ii), except 
that B's purchase occurs on June 7, 1986. 
Assume that immediately after the reorganiza- 
tion on August 22, 1987, A and B own 40 
percent and 15 percent, respectively, of L 
stock. Since the reorganization pursuant to a 
plan adopted before 1987, taken together with 
the other shifts in the ownership of L's stock 
between May 5, 1986, and December 31, 1986, 
would have caused an ownership change, sec- 
tion 382 does not apply as a result of the 
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merger Since an ownership change occurs as a 
of the merger; L's testing period for 

purposes of any subsequent ownership change 
begins on October 14, 1986. 

( ) The facts are the same as in (iv), except 
that B makes an additional purchase from C 
of one percent of L's stock on February 14, 
1987. The result is the same as in (iv). B's 
additional purchase, however, is taken into 
account for the purpose of determining 
whether there is a second ownership change 
with respect to L. 

Part 602 — OMB CONTROL NUM- 
BERS UNDER THE PAPERWORK 
REDUCTION ACT. 

Par. 4. The authority citation for 
26 CFR Part 602 continues to read as 
follows: 

Authority: 26 U. S. C. 7805. 
Par. 5. Section 602. 101(c) is 

amended by inserting in the appropri- 
ate place in the table "(i1. 382-1T 
. . . 1545 — 0123". 

There is a need for immediate 
guidance with respect to the provi- 
sions contained in this Treasury deci- 
sion. For this reason, it is found 
impracticable to issue this Treasury 
decision with notice and public pro- 
cedure under subsection (b) of sec- 
tion 553 of Title 5 of the United 
States Code or subject to the effec- 
tive date limitation of subsection (d) 
of that section. 

Lawrence B, Gibbs, 
Commissioner of 

Internal Revenue. 

Approved: July 29, 1987. 

J. Roger Mentz, 
Assistant Secretary of 

the Treasury. 

(Filed by the Office of the Federal Register on 
August 5, 1987, at 3:47 p. m. , and published 
in the issue of the Federal Register on 
August 11, 1987, 52 F. R. 29668) 

The adjusted federal long-term rate is set 
forth for the month of July 1987. See Rev. 
Rul. 87-55, page 212. 

The adjusted federal long-term rate is set 
forth for the month of August 1987. See Rev. 
Rul. 87-68, page 213. 

The adjusted federal long-term rate is set 
forth for the month of September 1987. See 
Rev. Rul. 87-83, page 214. 

adjusted federal long-term rate is set 
forth for the month of October 1987. See Rev. 
Rul. 87-100, page 214. 

The adjusted federal long-term rate is set 
forth for the month of November 1987. See 
Rev. Rul. 87-109, page 215. 

The adjusted federal long-term rate is set 
forth for the month of December 1987. See 
Rev. Rul. 87-128, page 216. 

Section 383. — Special Limitations 
on Certain Excess Credits, etc. 

The adjusted federal long-term rate is set 
forth for the month of July 1987. See Rev. 
Rul. 87-55, page 212, 

The adjusted federal long-term rate is set 

forth for the month of August 1987. See Rev. 
Rul. 87-68, page 213. 

The adjusted federal long-term rate is set 

forth for the month of September 1987. See 
Rev. Rul. 87-83, page 214. 

The adjusted federal long-term rate is set 
forth for the month of October 1987. See Rev. 
Rul. 87-100, page 214. 

The adjusted federal long-term rate is set 
forth for the month of November 1987. See 
Rev. Rul. 87-109, page 215. 

The adjusted federal long-term rate is set 
forth for the month of December 1987. See 
Rev. Rul. 87-128, page 216. 

Subchapter D. -Deferred Compensation, etc. 
Part I. -Pension, Profit-Sharing, Stock Bonus 

Plans, etc. 
Subpart A. -General Rule 

Section 402. — Taxability of 
Beneficiary of Employees' Trust 

Individual retirement account; 
rollover contributions. The contribu- 
tion of cash representing the fair 
market value of retained property 
received in a qualified total distribu- 
tion does not qualify as a rollover 
contribution under section 402(a) of 
the Code. 

Rev. Rul. 87-77 

ISSUE 

Whether the contribution of a cash 
amount representing the fair market 
value of property received in a quali- 
fied total distribution from a quali- 
fied plan to an individual retirement 
account (IRA) within 60 days of the 
distribution is a rollover contribution 

Section 402 

described in section 402(a)(5) of the 
Internal Revenue Code if the prop- 
erty received in the distribution is 

retained by the employee. 

FACTS 

B received a qualified total distri- 
bution consisting of 10x dollars cash 
and 15x dollars worth of property 
from a noncontributory profit- 
sharing plan meeting the require- 
ments of section 401(a) of the Code. 
B immediately contributed into an 
IRA the cash received plus an addi- 
tional 15x dollars cash representing 
the fair market value of the property 
received. B retained the original 
property received in the distribution. 

LAW AND ANALYSIS 

Section 402(a)(1) of the Code pro- 
vides, in general, that the amount 
actually distributed to any distributee 
by an employees' trust described in 
section 401(a) is taxable to such 
individual, in the year in which it is 
distributed, under section 72 (relating 
to annuities). 

Section 402(a)(5)(A) of the Code 
provides that if (i) any portion of the 
balance to the credit of an employee 
is paid in a qualified total distribu- 
tion or a partial distribution satisfy- 
ing section 402(a)(5)(D), (ii) the em- 
ployee transfers any portion of the 
property received to an IRA, and (iii) 
in the case of a distribution of 
property other than money, the 
amount transferred consists of the 
property distributed, then such distri- 
bution (to the extent transferred) 
shall not be includible in the 
distributee's gross income in the tax- 
able year in which paid. 

Section 402(a)(6)(D)(i) of the Code 
provides that, for purposes of section 
402(a)(5), the contribution of an 
amount equal to the proceeds from 
the sale of property received in the 
distribution shall be treated as the 
contribution of property received in 
the distribution. 

Employees who receive property 
other than cash as part of a qualified 
total distribution and wish to make a 
rollover contribution of such prop- 
erty must either contribute the identi- 
cal property received or sell the prop- 
erty in a bona fide sale and 
contribute the proceeds. See H. R. 
Rep. No. 95-1737, 95th Cong. , 2d 
Sess 16 (1978). In this case, B neither 
contributed the property nor sold it 
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and rolled over the proceeds. Instead 
B retained the property and contrib- 
uted cash in its place. 

HOLDING 

The contribution to an IRA of 
cash representing the fair market 
value of property received by B in 
the qualified total distribution was 
not a rollover contribution described 
in section 402(a) of the Code. How- 
ever, the fact that the portion of the 
cash contributed to the IRA that is 
attributable to the property does not 
qualify as a rollover contribution 
does not affect the treatment of the 
remaining portion of the cash contri- 
bution under section 402(a)(5). 

Section 403. — Taxation of Employee 
Annuities 

26 CFR 1. 403(b)-1: Taxability of beneficiary 
under annuity purchased by a section 501(c)(3) 
organization or public school. 

Annuities; exempt organization; 
salary reduction agreement. A con- 
tinuing salary reduction agreement 
entered into in a prior taxable year 
does not preclude the employee from 
entering into a new salary reduction 
agreement at any time during the 
employee's current taxable year. 

Rev. Rul. 87-114 

ISSUE 

Whether a continuing salary reduc- 
tion agreement entered into in a prior 
taxable year precludes an employee 
from entering into a new salary re- 
duction agreement at any time during 
the employee's current taxable year? 

FACTS 

A, an organization exempt from 
taxation under section 501(c)(3) of 
the Internal Revenue Code, allows 
employees of A to agree for an 
indefinite duration to reduce their 
salaries. A contributes the amount of 
the reduction in salary to its annuity 
program. The salary reduction agree- 
ment is irrevocable as to amounts 
earned while the agreement is in 
effect but may be revoked as to 
future earnings. A permits each em- 
ployee to make one amendment to 
the agreement during any taxable 
year of the employee, after the initial 
taxable year of the agreement, to 
change prospectively the contribution 

amount or percentage. This one 
amendment may be made at any time 
chosen by the employee within the 
employee's taxable year. 

year. Therefore, permitting an em- 

ployee covered by such an agreement 
to make a single new agreement, on 
a date of the employee's choosing, 
during any taxable year of the em- 

ployee after the taxable year in which 
such agreement was made will not 
result in the employee's being permit- 
ted to make more than one agree- 
ment in a taxable year for purposes 
of section 1. 403(b)-1(b)(3) of the 
regulations. 

LAW AND ANALYSIS 

Section 403(b)(1) of the Code pro- 
vides that if an annuity contract 
which is nonforfeitable except for 
failure to pay premiums is purchased 
for an employee by an employer 
described in section 403(b)(1)(A) 
(which includes section 501(c)(3) or- 
ganizations), the amounts contributed 
by the employer shall be excluded 
from the gross income of the em- 
ployee to the extent the aggregate of 
the amounts contributed does not 
exceed the exclusion allowance for 
the taxable year. 

Section 1. 403(b)-1(b)(3) of the In- 
come Tax Regulations provides that 
this exclusion from' gross income ap- 
plies to amounts contributed by an 
employer for an annuity contract as 
a result of an agreement with an 
employee to take a reduction in sal- 
ary or to forego an increase in 
salary, but only to the extent such 
amounts are earned by the employee 
after the agreement becomes effec- 
tive. Such an agreement must be 
legally binding and irrevocable with 
respect to amounts earned while the 
agreement is in effect. The employee 
must not be permitted to make more 
than one agreement with the same 
employer during any taxable year of 
such employee and the exclusion pro- 
vided shall not apply to any amounts 
contributed under any further agree- 
ment made by such employee during 
the same taxable year. However, the 
employee may be permitted to termi- 
nate the entire agreement with respect 
to amounts not yet earned. 

A salary reduction agreement made 
for an indefinite period of time and 
providing for the periodic contribu- 
tions of a specified percentage of the 
employee's salary or a specified dol- 
lar amount to purchase an annuity is 
not terminated or modified merely 
because one taxable year of the em- 
ployee ends and a new taxable year 
begins. Rather, the "making of an 
agreement, " for purposes of section 
1. 403(b)-1(b)(3) of the regulations, 
describes an affirmative change in 
such a salary reduction agreement 
rather than the mere voluntary con- 
tinuation of the prior salary reduc- 
tion agreement into a new taxable 

HOLDING 

Under the circumstances described 
above, a continuing salary reduction 
agreement entered into in a prior 
taxable year does not preclude the 
employee from entering into a new 

salary reduction agreement at any 
time during the employee's current 
taxable year. 

Section 404. — Deduction for 
Contributions of an Employer to an 
Employees' Trust or Annuity Plan 
and Compensation under a 
Deferred-Payment Plan 

Procedures relating to processing of opinion 
letters issued by the National Office on proto- 
type simplified employee pension agreements. 
See Rev. Proc. 87-50, page 647. 

26 CFR 1. 404(a)-1: Contributions of an em- 

ployer to an employees' trust or annuity plan 
and compensation under a deferred payment 
plan; general rule. 

Expeditious approval provisions for a tax- 
payer that desires to make a section 463 
election under section 91(i) of the Tax Reform 
Act of 1984 as modified and extended by 
section 1851(b)(l) of the Tax Reform Act of 
1986 and for a taxpayer that made a valid 
section 463 election under section 91(i) of the 
Tax Reform Act of 1984 that desires to treat 
the election as a change in method of account- 
ing in accordance with section 1851(b)(l)(A) of 
the Tax Reform Act of 1986. See Rev. Proc. 
87-55, page 671. 

Section 408. — Individual Retirement 
Accounts 

26 CFR 1. 408-1: General rules. 

Procedures for the issuance of rulings and 
opinion letters relating to individual retirement 
accounts and individual retirement annuities, 
and prototype simplified pension agreements. 

See Rev. Proc. 87-50, page 647. 
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Subpart B. -Special Rules 

Section 415. — Limitation on 
Benefits and Contributions under 
Qualified Plans 

Procedures relating to processing of opinion 
letters issued by the National Office on proto- 
type simplified pension agreements. See Rev. 
Proc. 87-50, page 647. 

Subchapter E. -Accounting Periods and Methods of 
Accounting 

Part I. -Accounting Periods 

Section 441. — Period for 
Computation of Taxable Income 

26 CFR 1. 441-1: Period of computation of 
taxable income. 

Guidance is provided for any partnership, S 
Corporation, or Personal Service Corporation 
that desires to adopt, retain, or change its tax 
year. See Rev. Proc. 87-32, page 396. 

26 CFR 1. 441-1: Period of computation of 
taxable income. 

Whether the taxpayer has established, to the 
satisfaction of the Secretary, a business pur- 
pose for adopting, retaining, or changing its 
tax year. See Rev. Rul. 87-57, below. 

Section 442. — Change of Annual 
Accounting Period 

26 CFR 1. 442-1: Change of annual accounting 
period. 
(Also Sections 441, 706, 1378; 1. 441-1, 
1. 706-1, 18. 1378-1. 1 

Accounting periods; business pur- 
pose test for tax year. Whether, in 
the situations described, the taxpayers 
have established, to the satisfaction 
of the Secretary, a business purpose 
for adopting, retaining, or changing 
their tax years. 

Rev. Rul. 87-57' 

ISSUE 

In the situations described below, 
has a partnership, an S Corporation, 
or a personal service corporation es- 
tablished, to the satisfaction of the 
Secretary, a business purpose for 
adopting, retaining, or changing its 
tax year? 

FACTS 

each of these situations, the 
raxpayer is a parnership, an S eorpo- 

iAlso released as News Release lR-87-77, 
dated June 30, 1987. 

ration, or a personal service corpora- 
tion. In addition, in each instance the 
owners of the taxpayer have tax 
years that differ from the tax year 
requested by the taxpayer. The re- 
quested tax year is not a "grand- 
fathered fiscal year" within the 
meaning of section 5. 01(2) of Rev. 
Proc. 87-32, page 396, this Bulletin. 

Situation 1. The taxpayer desires to 
use a January 31 tax year. The 
taxpayer's reason for the requested 
tax year is that that year corresponds 
to the natural business year for the 
taxpayer's type of business as sug- 
gested by the Natural Business Year 
Committee of the American Institute 
of Certified Public Accountants 
(AICPA) in an official release pub- 
lished in 100 Journal of Accountancy 
59 (December 1955). In addition, the 
taxpayer is using a January 31 fiscal 
year for financial reporting purposes. 

Situation 2. The taxpayer desires to 
use a September 30 tax year. The 
taxpayer's reasons for the requested 
tax year are that the taxpayer's ac- 
countant is extremely busy during the 
first six months of the year and that, 
if the taxpayer were to have a Sep- 
tember 30 tax year, the taxpayer 
would receive a reduced charge for 
the accountant's services. 

Situation 3. The taxpayer desires to 
retain its November 30 tax year. The 
taxpayer's reasons for the requested 
tax year are that the taxpayer has 
used a November 30 tax year since 
the inception of its business 15 years 
ago and that, if the taxpayer is 
required to change its tax year, it 
would lose its recordkeeping consis- 
tency and thus would suffer a finan- 
cial hardship in changing the records 
to another year. 

Situation 4. The taxpayer desires to 
use a tax year ending September 30. 
The taxpayer's reason for the re- 
quested tax year is that the taxpayer 
desires to issue timely tax informa- 
tion (for example, Schedules K-l, 
Form 1065 Partner's Share of In- 
come, Credits, Deductions, Etc. ) to 
its owners to facilitate the filing of 
timely returns by its owners. 

Situation 5. The taxpayer desires to 
use a November 30 tax year. The 
taxpayer can establish a natural 
business year ending on January 31 
under section 4. 01(1) of Rev. Proc. 
87-32. If the taxpayer had not satis- 
fied the natural business year test for 
January 31, it would have met the 

Section 442 

natural busmess year test for Novem- 
ber 30. 

Situation 6. The taxpayer desires to 
use a June 30 tax year. The taxpay- 
er's reason for the requested tax year 
is that it coincides with the taxpay- 
er's natural business year. For this 

taxpayer, June 30 is not a "natural 
business year, " within the meaning 
o f section 4. 01(1) o f Rev. Proc. 
87-32. This failure to satisfy section 
4. 01(1) of Rev. Proc. 87-32 is caused 
by unusual gross receipts figures for 
several months during the 47-month 
period (36-month period for re- 
quested tax year plus additional 11- 
month period for comparing re- 
quested tax year with other potential 
tax years) covered by the test. The 
figures for those months were un- 
usual because a labor strike closed 
the taxpayer's business during a pe- 
riod that included its normal peak 
season. The taxpayer has data for the 
most recent five years demonstrating 
that the requested tax year would 
have satisfied the definition of a 
natural business year within the 
meaning of section 4. 01(1) of Rev. 
Proc. 87-32, if the strike had not 
occurred. 

Situation 7. The taxpayer desires to 
use a May 31 tax year. The taxpay- 
er's reason for the requested tax year 
is that due to weather conditions the 
business is operational only during 
the period of September 1 through 
May 31. For the 10 years it has been 
in business, the taxpayer has had 
insignificant gross receipts for the 
period June 1 through August 31. 
The facility used by the taxpayer is 
not used for any other purpose dur- 
ing the three months of insignificant 
gross receipts. This taxpayer does not 
have a "natural business year, " 
within the meaning of section 4. 01(1) 
of Rev. Proc. 87-32. 

Situation 8. The taxpayer desires to 
continue to use a March 31 tax year. 
The taxpayer changed its method of 
accounting to the accrual method for 
the tax year ended March 31, 1987. 
The taxpayer's reason for the re- 
quested tax year is that it coincides 
with the taxpayer's natural business 
year. For this taxpayer, March 31 is 
not a "natural business year, " within 
the meaning of section 4. 01(1) of 
Rev. Proc. 87-32. The 25-percent test 
in section 4. 01(1) of Rev. Proc. 
87-32 requires the taxpayer to com- 
pute the gross receipts on the basis of 
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Section 442 
the method of accounting used to file 
its return for each year of the test. 
Therefore, the taxpayer must com- 
pute gross receipts on the cash 
method of accounting for tax years 
prior to the tax year ended March 
31, 1987. The taxpayer has audited 
financial statements that were pre- 
pared on the basis of an accrual 
method that is acceptable for tax 
purposes. The taxpayer's gross re- 
ceipts based on the accrual method 
would satisfy the 25-percent test for 
a tax year ending March 31. 

LAW AND ANALYSIS 

Section 441(b)(1) of the Internal 
Revenue Code provides that the term 
"taxable year" generally means the 
taxpayer's annual accounting period, 
if it is a calendar year or a fiscal 
year. Section 441(c) provides that the 
term "annual accounting period" 
means the annual period on the basis 
of which the taxpayer regularly com- 
putes its income in keeping its books. 
Section 441(d) defines the term "cal- 
endar year" as a period of 12 
months ending on December 31. Sec- 
tion 441(e) defines the term "fiscal 
year" as a period of 12 months 
ending on the last day of any month 
other than December or a 52-53 
week period as described in section 
441(f). See also sections 1. 441-1 and 
1. 441-2 of the Income Tax Regula- 
tions. 

Section 441(i) of the Code, as 
added by section 806(c) of the Tax 
Reform Act of 1986 (the Act), 
1986-3 (Vol. 1) C. B. 279, provides 
that the tax year of any personal 
service corporation shall be the calen- 
dar year unless the corporation estab- 
lishes, to the satisfaction of the Sec- 
retary, a business purpose for having 
a different period for its tax year. 
Any deferral of income to sharehold- 
ers is not to be treated as a business 
purpose. 

Section 706(b)(1)(B) of the Code, 
as added by section 806(a) of the 
Act, requires that, except as provided 
in section 706(b)(1)(C), a partnership 
shall not have a tax year other than: 

(i) the tax year of one or more of 
its partners that have an aggregate 
interest in partnership profits and 
capital of greater than 50 percent; 

(ii) if there is no tax year described 
in (i), the tax year of all the principal 
partners of the partnership; or 

(iii) If there is no tax year de- 
scribed in (i) or (ii), the calendar year 
unless the Secretary by regulations 
prescribes another period. 
Section 706(b)(1)(C) provides that a 
partnership may have a tax year not 
described in section 706(b)(1)(B) if it 
establishes, to the satisfaction of the 
Secretary, a business purpose there- 
for. Any deferral of income to part- 
ners is not to be treated as a business 
purpose. 

Section 706(b)(3) of the Code pro- 
vides that a principal partner is a 
partner having an interest of 5 per- 
cent or more in the partnership's 
profits or capital. 

Section 1378(a) of the Code, as 
amended by section 806(b) of the 
Act, provides that the tax year of an 
S corporation shall be a "permitted 
year. " Section 1378(b) defines the 
term "permitted year" as a tax year 
which (1) is a year ending December 
31, or (2) is any other accounting 
period for which the corporation es- 
tablishes a business purpose to the 
satisfaction of the Secretary. Any 
deferral of income to shareholders is 
not to be treated as a business 
purpose. 

Prior to the Act, Rev. Proc. 
74-33, 1974-2 C. B. 489, set forth the 
factors considered in determining if a 
"natural business year" existed for 
purposes of granting a request for a 
change in accounting period. The 
Conference Report for the Act, 2 
H. R. Rep. No. 99-841 (Conf. Rep. ), 
99th Cong. , 2d Sess. II-319 (1986), 
states that the conferees intend that 
any partnership that received permis- 
sion under the provisions of Rev. 
Proc. 74-33 to use a fiscal tax year 
(other than a tax year that resulted in 
a three-month-or-less deferral of in- 
come) will be allowed to continue to 
use such tax year without obtaining 
the approval of the Secretary. Simi- 
larly, any S corporation that received 
permission to use a fiscal tax year 
(other than a tax year that resulted in 
a three-month-or-less deferral of in- 
come) which permission was granted 
on or after the effective date of Rev. 
Proc. 74-33 will be allowed to con- 
tinue to use such tax year without 
obtaining the approval of the Secre- 
tary, See Rev. Proc. 87-32, which 
defines the term "grandfathered fis- 
cal year" to include tax years for 
which a taxpayer received the permis- 
sion described in the Conference Re- 

port. None of the taxpayers in th 
factual situations here is requesting 
to retain a grandfathered fiscal year. 

With respect to the establishment 
of a business purpose for the use of 
a tax year, the Con ference Report 
states that the Secretary may P«- 
scribe tests to be used to establish the 
existence of a business purpose if, in 

the discretion of the Secretary, such 
tests are desirable and expedient to- 
wards the efficient administration of 
the tax laws. Rev. Proc. 87-32 sets 
forth a mechanical natural business 
year test and an ownership tax year 
test that, if either is satisfied, estab- 
lish, to the satisfaction of the Secre- 
tary, a business purpose (as described 
in sections 441(i), 706(b)(1)(C), and 
1378(b)(2)) for a taxpayer to retain, 
and in limited situations, adopt or 
change to a tax year. 

A taxpayer that cannot satisfy any 
of the tests set forth in Rev. Proc. 
87-32 must establish a business pur- 
pose based on consideration of all 

the facts and circumstances, including 
the tax consequences. The tax conse- 
quences to be considered include: (1) 
deferring a substantial portion of a 
taxpayer's income or shifting a sub- 
stantial portion of a taxpayer's de- 
ductions from one year to another to 
reduce substantially a taxpayer's tax 
liability; (2) causing a similar deferral 
or shift in the case of any other 
person, such as a partner, a benefi- 
ciary, or a shareholder in an S 
corporation; and (3) creating a short 
period in which there is a substantial 
net operating loss. 

The Conference Report lists vari- 
ous nontax factors that will ordi- 
narily not be sufficient to establish 
that the business purpose requirement 
for a particular tax year has been 
met. These factors are: (1) the use of 
a particular year for regulatory or 
financial accounting purposes; (2) the 
hiring patterns of a particular busi- 
ness — for example, the fact that a 
firm typically hires staff during cer- 
tain times of the year; (3) the use of 
a particular year for administrative 
purposes, such as the admission or 
retirement of partners or sharehold- 
ers, promotion of staff, and compen- 
sation or retirement arrangements 
with staff, partners, or shareholders; 
and (4) the fact that a particular 
business involves the use of price 
lists, a model year, or other items 
that change on an annual basis. 
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B«h tax factors and nontax fac- 
«rs must be considered for purposes 

determining whether a taxpayer 
has established a business purpose 
for the requested tax year. In this 
context the Conference Report dem- 
onstrates the significant weight that 
must be assigned to tax factors. The 
four nontax factors that the report 
identifies as ordinarily insufficient all 
involve issues of convenience for the 
taxpayer. Accordingly, if a requested 
tax year creates deferral or distor- 
tion, the taxpayer's nontax factors 
must demonstrate compelling reasons 
for the requested tax year, 

The taxpayer in each of the eight 
situations must establish, to the satis- 
faction of the Secretary, a business 
purpose for the use of the requested 
tax year. Each taxpayer has nontax, 
business reasons for the use of the 
requested tax year. However, because 
the requested tax year is different 
from the tax year of the taxpayer's 
owners, the taxpayer's use of the 
requested tax year would inherently 
create deferral or distortion. Under 
these circumstances, the taxpayer can 
establish, to the satisfaction of the 
Secretary, a business purpose for the 
requested tax year only if the nontax 
reasons for the use of that year are 
compelling. 

The taxpayer's reason for the re- 
quested tax year in Situation I is that 
the requested tax year is the natural 
business year suggested by the Natu- 
ral Business Year Committee of the 
AICPA and the taxpayer uses the 
requested tax year for financial state- 
ment purposes. As stated in the Con- 
ference Report, the use of a particu- 
lar year for financial accounting 
purposes is not sufficient to establish 
that the business purpose requirement 
for that year has been met. In addi- 
tion, the natural business year sug- 
gested by the AICPA is not based 
upon the taxpayer's own facts and 
circumstances. 

In Situations 2-4, the taxpayers' 
reasons for the requested tax years 
are to take advantage of an accoun- 
tant's reduced rate (Situation 2), to 
have recordkeeping consistency (Situ- 
ation 3), and to issue timely tax 
information forms to partners (Situa- 
iion 4). The reasons given in these 

three situations are ones of conve- 

nience to the taxpayers. Although the 
reasons are not among those specifi- 

cally enumerated in the Conference 

Report, they are very similar to the 
convenience reasons listed there as 
being insufficient to establish that the 
business purpose requirement for a 
requested tax year has been met. 

The taxpayer's reason in Situation 
5 is that the requested November 30 
tax year would be a natural business 
year but for the fact that the January 
31 year produces a higher percentage 
under the 25-percent test of Rev. 
Proc. 87-32. Because a November 30 
fiscal year satisfies the 25-percent test 
and results in less deferral to the 
shareholders than January 31, the 
Commissioner, in his discretion, con- 
siders it desirable and expedient for 
the efficient administration of the tax 
laws for this taxpayer to use Novem- 
ber 30 as its tax year. Accordingly, 
the taxpayer has established a busi- 
ness purpose for using the requested 
tax year. See 2 H. R. Rep. No. 
99-841 at II-319. 

The taxpayer's reasons in Situation 
6 are that the requested tax year 
coincides with the taxpayer's natural 
business year and that, if the strike 
had not occurred, the requested year 
would have been a natural business 
year according to the test set forth in 
Rev. Proc. 87-32. The taxpayer's 
failure to establish a natural business 
year under the 25-percent test is due 
to unusual circumstances that oc- 
curred during the test period and that 
were beyond the taxpayer's control. 
The historical data support the tax- 
payer's contention that, in the ab- 
sence of these unusual circumstances, 
the requested year would have quali- 
fied as the taxpayer's natural busi- 
ness year. Thus, the Commissioner is 
satisfied that the taxpayer has estab- 
lished a business purpose for the 
requested tax year. 

The taxpayer's reason in Situation 
7 is that the requested May 31 tax 
year coincides with the time the tax- 
payer has closed down operations for 
the past 10 years. That closing is not 
within the taxpayer's control. Ac- 
cordingly, the taxpayer has estab- 
lished a business purpose for using 
the requested tax year. 

The taxpayer's reason in Situation 
8 is that the requested Marcy 31 tax 
year coincides with the taxpayer's 
natural business year and that, if the 
taxpayer had used the accrual 
method of accounting, the requested 
year would have been a natural busi- 
ness year according to the test set 

Section 446 

forth in Rev. Proc. 87-32. The tax- 

payer has changed its method of 
accounting to the accrual method. 
Therefore, it is reasonable for the 
Commissioner, to allow the taxpayer 
to use a March 31 tax year if the 
accrual method, which will be used 
for all future tax years, would estab- 
lish a natural business year ending on 
March 31. 

HOLDING 

Each taxpayer in Situations 1-4 
has failed to establish, to the satis- 
faction of the Secretary, a business 

purpose for the use of its requested 
tax year. Each taxpayer in Situations 
5-8 has established, to the satisfac- 
tion of the Secretary, a business 
purpose for the use of its requested 
tax year. 

26 CFR 1. 442-1: Change of annual accounting 
period. 

Guidance is provided for any partnership, S 
corporation, or personal service corporation 
that desires to adopt, retain, or change its tax 
year. See Rev. Proc. 87-32, page 396. 

Part Ik-Methods ot Accounting 

Subpart A. -Methods of Accounting in General 

Section 446. — General Rule For 
Method of Accounting 

26 CFR 1. 446-1: General rule for methods of 
accounting. 

Procedures are provided for Blue Cross or 
Blue Shield organizations described in section 
833 and certain other organizations described 
in section 501(m) and (m)(2) that provide 
commercial-type insurance to obtain automatic 
consent to change their methods of accounting 
because of section 1012 of the Tax Reform Act 
of 1986. See Rev. Proc. 87-51, page 650. 

26 CFR 1. 446-1: General rule for methods of 
accounting. 

Expeditious approval provisions for a tax- 
payer that desires to make a section 463 
election under section 91(i) of the Tax Reform 
Act of 1984 as modified and extended by 
section 1851(b)(1) of the Tax Reform Act of 
1986 and for a taxpayer that made a valid 
section 463 election under section 91(i) of the 
Tax Reform Act of 1984 that desires to treat 
the election as a change in method of account- 
ing in accordance with section 1851(b)(1)(A) of 
the Tax Reform Act of 1986. See Rev. Proc. 
87-55, page 671. 
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26 CFR 1. 446-1(el: Requirement respecting the 
adoption or change of accounting method. 
(Also Sections 163, 481; 1. 163-1, 1. 481-1. ) 

Accounting methods; interest; eco- 
nomic accrual. Amounts included as 
interest in a mandatory accounting 
method change are limited to the 
amount attributable to valid indebt- 
edness. 

Rev. Rul. 87-140 

ISSUE 

What amounts are treated as inter- 
est when a taxpayer is required to 
change its method of accounting 
from the Rule of 78's method to the 
economic accrual method and the 
purported debt is not recognized as 
debt for federal tax purposes? 

FACTS 

FP, a partnership that computes 
income using the accrual method of 
accounting, purchased 7 condomin- 
ium time share units in 1983 from 
corporation X for a purchase price 
of 300x dollars. The agreement called 
for FP to make a cash down pay- 
ment of 100x dollars and to finance 
the remainder with a 30-year 
nonrecourse note with "add-on inter- 
est" at a rate of 20010 per annum. 
The entire amount of interest due on 
the 30-year obligation is calculated 
based on the sum of the outstanding 
principal balance each year and un- 

paid interest. In accordance with the 
nonrecourse note, the interest pay- 
ments are earned by the seller and 
allocated in accordance with the Rule 
of 78's. No payments are due on the 
note until year 30, at which time the 
entire amount of outstanding princi- 
pal and interest (a total amount of 
8, 000x dollars) becomes due and pay- 
able. The units were appraised in 
1983 at a fair market value of 14x 
dollars per unit. FP has accrued 
interest based upon the Rule of 78's 
method. This situation is similar to 
the facts in Estate of Franklin v. 
Commissioner, 544 F. 2d 1045 (9th 
Cir. 1976), aff'g 64 T. C. 752 (1975). 

Rev. Rul. 83-84, 1983-1 C. B. 97, 
generally provides that the Rule of 
78's will not be recognized for fed- 
eral tax purposes as a proper method 
to account for interest income and 
expense. Rev. Proc. 84-28, 1984-1 
C. B. 475, provides a mandatory pro- 

cedure for taxpayers to change their 
method of accounting for interest on 
indebtedness in certain situations 
when they have been reporting inter- 
est income or claiming interest deduc- 
tions in accordance with the Rule of 
78's computation. Rev. Proc. 84-28 
applies to certain loans in which the 
interest computed using the Rule of 
78's exceeds the loan payments dur- 
ing any year of the term of the loan. 
The revenue procedure requires a 
taxpayer to reallocate the interest to 
the appropriate periods of the loan, 
with adjustments for interest errone- 
ously deducted in periods prior to the 
accounting change. 

FP is required to change its ac- 
counting method from the Rule of 
78's to economic accrual under Rev. 
Proc. 84-28. FP contends that be- 
cause Rev. Proc. 84-28 is a manda- 
tory procedure that applies to the 
interest stated in the note, all of the 
stated interest must be included in 
the determination of allowable inter- 
est deductions following the change 
in accounting method. 

LAW AND ANALYSIS 

Section 163(a) of the Internal Rev- 
enue Code provides that there shall 
be allowed as a deduction all interest 
paid or accrued within the tax year 
on indebtedness. In order for interest 
to be deductible under section 163(a), 
there must be a valid indebtedness to 
pay a principal sum and interest 
thereon. See Estate of Franklin; Rev. 
Rul. 77-110, 1977-1 C. B. 58; and 
Rev. Rul. 84-5, 1984-1 C. B. 32. 

Section 446(b) of the Code states 
that if the method of accounting 
regularly used by the taxpayer does 
not clearly reflect income, the com- 
putation of taxable income shall be 
made by such method as, in the 
opinion of the Secretary, does clearly 
reflect income. Section 1. 446-1 
(e)(2)(ii)(b) of the Income Tax Regu- 
lations states that a change in 
method of accounting does not in- 
clude adjustment of any item of 
income or deduction that does not 
involve the proper time for the inclu- 
sion of the item of income or the 
taking of the deduction. As an exam- 

ple, the regulation indicates that an 
adjustment in a method of account- 
ing does not include an attempt to 

deduct an expense that is not in fact 
interest or any other deductible ex- 

pense. 
Rev. Proc. 84-28 provides a proce- 

dure for taxpayers to change their 
method of accounting for interest 
income and interest expense from the 
Rule of 78's method to the economic 
accrual method. The revenue proce- 
dure does not provide any substan- 
tive rules for the determination of 
whether any item must actually be 
included in income or properly 
claimed as a deduction from income. 
Thus, Rev. Proc. 84-28 may only be 
applied to items that are properly 
determined to be includible in income 
or properly claimed as deductions. 

In Estate of Franklin, the court 
stated: 

For debt to exist, the purchaser, 
in the absence of personal liability, 
must confront a situation in which 
it is presently reasonable from an 
economic point of view for him to 
make a capital investment in the 
amount of the unpaid purchase 
price. 

544 F. 2d at 1049. 

A nonrecourse debt is not recog- 
nized for federal tax purposes if the 
economic significance of the debt is 

contingent upon substantial apprecia- 
tion in value of the security for the 
loan prior to the time when a very 

large portion of the debt is to be 

discharged. As in Estate of Franklin, 
the disparity between the current fair 
market value of the property at the 
time the note was executed and the 
balloon payment required of FP part- 
nership by the nonrecourse financing 
agreement is unreasonably large. Un- 
der these circumstances, the note will 

not be recognized for federal tax 
purposes. For this reason, no interest 
deductions are permitted and Rev. 
Proc. 84-28 is not applicable. 

HOLDING 

The amounts taken into account as 
interest when a taxpayer is required 
to change to the economic accrual 
method of accounting for interest are 
limited to the amount attributable to 
valid indebtedness. 
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Sanction 448. — Limitation on Use of 
Cash Method of Accounting 

26 CFR L448-tTt Limitation on the use of 
cash receipts and disbursements method of 
accounting (temporary j. 
T. D. 8143 
TITLE 26 — INTERNAL REVENUE, 
CHAPTER 1, SUBCHAPTER A. — 
PART 1 — INCOME TAX; TAXABLE 
YEARS BEGINNING AFTER 
DECEMBER 31, 1953; PART 602— 
OMB CONTROL NUMBERS UNDER 
THE PAPERWORK REDUCTION 
ACT 

Limitation on the Use of Cash 
Method of Accounting 
AGENCY: Internal Revenue Service, 
Treasury. 
ACTION: Temporary regulations. 
SUMMARY: This document contains 
temporary regulations relating to the 
limitation on the use of the cash 
method of accounting. Changes to 
the law were made by the Tax Re- 
form Act of 1986. These regulations 
affect taxpayers using the cash 
method of accounting and provide 
them with guidance needed to comply 
with the changes to the law. The text 
of the temporary regulations con- 
tained in this document also serves as 
the text of the proposed regulations 
*** [page 1032, this Bulletin]. 
DATES: The regulations contained 
in this document are effective for 
taxable years beginning after Decem- 
ber 31, 1986. 
SUPPLEMENTARY 
INFORMATION: 

BACKGROUND 

This document contains amend- 
ments to the Income Tax Regulations 
(26 CFR Part 1) under section 448 of 
the Internal Revenue Code of 1986. 
These amendments are necessary to 
conform the regulations to section 
801 of the Tax Reform Act of 1986 
(Pub. L. 99-514, 100 Stat. 2085) (the 
Act). [1986-3 C. B. (Vol. 1)] 

EXPLANATION OF 
PROVISIONS IN GENERAL 

Section 448 prohibits the use of the 
cash receipts and disbursements 
method of accounting (the cash 

method) by C corporations, partner- 

ships with a C corporation partner, 

and tax shelters. For this purpose, a 

trust subject to tax under section 

511(b) is treated as a C corporation 
with respect to its activities constitut- 

ing an unrelated trade of business. 
The following corporations and 

partnerships are excepted from the 

section 448 prohibition on the use of 
the cash method: (1) C corporations 
and partnerships with a C corpora- 
tion partner with respect to any 

farming business engaged in by such 

entities, (2) C corporations with gross 
receipts of $5 million or less, (3) 
partners hips with a C corporation 
partner if the partnerships have gross 
receipts of $5 million or less, and (4) 
qualified personal service corpora- 
tions. These exceptions do not apply 
to tax shelters. 

EFFECT ON OTHER PROVISIONS 

The legislative history of the Act 
provides that section 448 "does not 
change the rules of present law relat- 

ing to what accounting methods 
clearly reflect income or the authority 
of the Secretary of the Treasury to 
require the use of an accounting 
method that clearly reflects income. " 
H. R. Rep. No. 99-426, 99th Cong. , 

1st Sess. 606 (1985) (House Report) 
[1986-3 C. B. (Vol. 2)]. Pursuant to 
this statement o f legislative intent, 
the regulations clarify that section 
448 does not override other provisons 
of law, such as sections 446(b) and 
447, that may prohibit the use of the 
cash method in certain cases. For 
example, a taxpayer excepted from 
the section 448 prohibition on the use 
of the cash method may still be 
prohibited from using the cash 
method under section 446(b), if the 
cash method does not clearly reflect 
that taxpayer's income. 

DEFINITION OF 
FARMING BUSINESS 

For purposes of section 448, the 
term "farming business" has the 
same meaning as given to such term 
in section 263A(e)(4). In addition, the 
term "farming business" includes the 
raising or harvesting of any tree 
described in section 263A(c)(5). Thus, 
the term includes the operation of a 
nursery or sod farm, the raising or 
harvesting of trees bearing fruits, 
nuts or other crops, and the raising 
or harvesting of timber and ornamen- 
tal trees. The regulations clarify that 
the term "farming business" does 
not include the processing of agricul- 
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tural commodities or products be- 

yond those activities normally inci- 

dent to the growing, raising or 
harvesting of such products. 

QUALIFIED PERSONAL 
SERVICE CORPORATIONS 

A C corporation is a qualified 
personal service corporation if it 

meets both an ownership test and a 
function test. The ownership test is 
satisfied if substantially all the stock 
of the corporation, in value, is 

owned by (1) employees performing 
services for the corporation in eight 
qualifying fields (discussed more fully 

below), (2) retired employees who 
previously performed such services, 
(3) the estates of employees or retired 
employees who performed such ser- 
vices, or (4) persons who acquired 
their stock by reason of the death of 
an employee or a retired employee 
(but only for the 2-year period begin- 
ning on the date of death of the 
employee). For purposes of the own- 
ership test, the term "substantially 
all" means an amount equal to at 
least 95 percent. 

The function test is satisfied if 
substantially all the activities of the 
corporation involve the performance 
of services in the fields of health, 
law, engineering, architecture, ac- 
counting, actuarial science, perform- 
ing arts, or consulting. For this pur- 
pose, substantially all the activities of 
the corporation involve the perfor- 
mance of services in the qualifying 
fields if 95 percent or more of the 
time spent by employees of the cor- 
poration (in their capacity as such) is 
devoted to the actual performance of 
services in one or more of the quali- 
fying fields or activities incident to 
the actual performance of those ser- 
vices. For example, employee time 
devoted to personnel management in- 
cident to the performance of services 
in a qualifying field is considered the 
performance of services in that quali- 
fying field. 

The regulations provide guidance 
relating to the types of activities that 
qualify as services performed in the 
fields of health, performing arts and 
consulting. For example, the regula- 
tions clarify that the performance of 
services that involve the provision of 
advice and counsel. Thus, under sec- 
tion 448, the performance of other 
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services such as sales or brokerage 
services, or economically similar ser- 
vices, is not considered the perfor- 
mance of services in the field of 
consulting. 

ENTITIES WITH $5 MILLION 
OR LESS OF GROSS RECEIPTS 

Section 448 does not apply to any 
C corporaton or partnership with a C 
corporation partner for any taxable 
year if, for all its prior taxable years 
after December 31, 1985, the C cor- 
poration of partnership meets a $5 
million gross receipts tests. A C 
corporation meets the $5 million 
gross receipts test for a prior taxable 
year if its average annual gross re- 
ceipts for the 3-taxable year period 
(or, if shorter, the period of exist- 
ence) ending with such prior taxable 
year is $5 million or less. With 
respect to a partnership with a C 
corporation as a partner, the $5 
million gross receipts test is applied 
only at the partnership level. For 
these purposes, gross receipts for a 
short taxable year are annualized. 
The regulations provide guidance re- 
lating to the calculation of gross 
receipts for purposes of secton 448. 
For this purpose, gross receipts in- 
clude amounts representing interest, 
dividends, rents, royalties or annu- 
ities, irrespective of whether such 
amounts are derived in the ordinary 
course of a trade of business. The 
regulations include these items in the 
definition of gross receipts because 
section 448 applies to income from 
all the activities of a taxpayer, as 
opposed to income from a particular 
trade or business. 

NONACCRUAL OF CERTAIN 
ACCOUNTS RECEIVABLE 
OF SERVICE PROVIDERS 

Section 448(d)(5) provides that tax- 
payers who use an accrual method of 
accounting need not accrue as income 
any amounts (accounts receivable) to 
be received from the performance of 
services if, on the basis of experi- 
ence, such amounts will be collected. 
This rule, however, does not apply to 
any amounts if interest or penalties 
for untimely payment are required to 
be paid on such amounts. 

The regulations provide that this 
nonaccrual of amounts to be received 
by service providers is a method of 
accounting under the Code (the 

nonaccrual-experience method). The 
regulations provide guidance relating 
to the types of accounts receivable 
that may benefit from the nonac- 
crual-experience method. Under the 
regulations, an account receivable 
may be eligible for the nonaccrual- 
experience method if the amounts in 

question would be properly recog- 
nized in income under an accrual 
method of accounting without regard 
to the nonaccrual-experience method, 
i. e. , all the events have occurred 
which fix the right to receive such 
income and the amount thereof can 
be determined with reasonable accu- 
racy. In addition, the regulations 
provide procedures to enable taxpay- 
ers to change their method of ac- 
counting to the nonaccrual-experience 
method. 

Under the nonaccrual-experience 
method, the taxpayer determines, on 
the basis of experience, the amount 
of each account receivable that will 

be uncollectible. This estimated 
uncollectible portion is not accrued 
as gross income at the time the 
taxpayer would normally recognize 
the gross income with respect to the 
account receivable. Upon the collec- 
tion of the account receivable, the 
difference between the amount col- 
lected and the income previously rec- 
ognized with respect to the account 
receivable is accounted for by in- 
creasing, or decreasing, as the case 
may be, gross income by the appro- 
priate amount. Moreover, no bad 
debt deduction under section 166 for 
a wholly or partially worthless ac- 
count receivable is allowed for any 
amount not previously taken into 
income under the nonaccrual- 
experience method. 

The regulations provide guidance 
relating to the manner in which a 
taxpayer determines, on the basis of 
experience, the portion of each ac- 
count receivable that will be uncol- 
lectible. The legislative history of the 
Act provides that "[t]he amount of 
billings that, on the basis of experi- 
ence, will not be collected is equal to 
the total amount billed, multplied by 
a fraction whose numerator is the 
total amount of such receivables 
which were billed and determined not 
to be collectible within the most 
recent five taxable years of the tax- 

payer, and whose denominator is the 
total of such amounts billed within 

the same five year period. " House 

Report at 608. 
Based on this language, the regula- 

tions adopt a six-year moving average 
method similar to the experience 
method under ) L585-2(c)(I). The 
regulations provide that the six-year 
moving average method is the exclu- 
sive means for determining the 
uncollectible portion of accounts re 
ceivable under the nonaccrual-expe- 
rience method. Thus, other methods 
of estimating uncollectible amounts 
which were available under section 
166 are not available under the 
nonaccrual-experience method. See, 
e. g. , Rev. Rul. 76-362, 1976-2 C. B. 
45; Westchester Development Co. v. 
Commissioner, 63 T. C. 198 (1974) 
acq. , 1975-2 C. B. 2. 

The regulations provide that the 
nonaccrual-experience method is ap- 
plied separately to each amount re- 
ceivable. The legislative history to the 
Act provides that "the Secretary of 
the Treasury may provide a periodic 
system of accounting for billings 
that, on the basis of experience, will 

not be collected where the periodic 
system results in the same taxable 
income as would be the case where 
each receivable recorded separately. " 
House Report at 608. The regulations 
do not provide a system for applying 
the nonaccrual-experience method on 
the basis of such a periodic system. 
However, the Service specifically in- 

vites comment on the operation of a 

periodic system o f applying the 
nonaccrual-experience method, and 
the manner in which a taxpayer using 
that system would account for wholly 
or partially worthless debts. 

EFFECTIVE DATE; 
TRANSITIONAL AND 
PROCEDURAL RULES 

Section 448 applies to taxable years 
beginning after December 31, 1986. 
Nevertheless, at the election of the 

taxpayer, section 448 does not apply 
to any transaction with a related 
party (within the meaning of section 
267(b) of the Internal Revenue Code 
of 1954 as in effect before enactment 
of the Act), loan, or lease if such 
transaction, loan, or lease was en- 
tered into before September 26, 1985. 
The regulations provide guidance re- 
lating to these transactions. In addi- 
tion, section 448 does not apply to 
any contract for the acquisition or 
transfer of real property, or for 
services relating to the acquisition or 
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development of real property if such 
contract was entered into before Sep- 
tember 25, 1985, and the sole 
unperformed element of such con- 
tract as of September 25, 1985, is 
payment for the property or services. 

In the case of any taxpayer re- 
quired by section 448 to change its 
method of accounting, such change is 
treated as initiated by the taxpayer. 
Thus, no diminution in the amount 
of the section 481(a) adjustment oc- 
curs by reason of amounts attribut- 
able to years preceding the effective 
date of Internal Revenue Code of 
1954. In addition, the regulations 
provide rules relating to the treat- 
ment of the section 481(a) adjustment 
resulting from a change in accounting 
method required by section 448. The 
regulations also provide procedures 
for taxpayers to change their method 
of accounting as required by section 
448. 

REGULATORY FLEXIBILITY ACT 

A general notice of proposed 
rulemaking is not required by 5 
U. S. C. 553 for temporary regula- 
tions. Accordingly, these temporary 
regulations are not subject to the 
Regulatory Flexibility Act (5 U. S. C. 
chapter 6). 

EXECUTIVE ORDER 12291 

The Commissioner of Internal Rev- 
enue has determined that this tempo- 
rary rule is not a major rule as 
defined in Executive Order 12291. 
Therefore, a regulatory impact analy- 
sis is not required. 

PAPERWORK REDUCTION ACT 

The collection of information re- 
quirements contained in these regula- 
tions have been submitted to the 
Office of Management and Budget 
(OMB) in accordance with the re- 
quirements of the Paperwork Reduc- 
tion Act of 1980. These requirements 
have been approved by OMB. 

Amendments to the regulations 

For the reasons set out in the 
preamble, Title 26, chapter 1, 
subchapter A, Part 1 and subchapter 

H, Part 602 of the Code of Federal 
Regulations amended as set forth 
below: 

Paragraph 1. The authority for 
Part 1 continues to read as follows: 

Authority: 26 U. S. C. 7805. *** 
Par. 2. New $1. 448-1T and 

$1. 448-2T are added in the appropri- 
ate place. 

$1. 448-1T Limitation on the use of 
the cash receipts and disbursements 
method of accounting (temporary). 

(a) Limitation on accounting meth- 

ods — (1) In general. This section pre- 
scribes regulations under section 448 
relating to the limitation on the use 
of the cash receipts and disburse- 
ments method of accounting (the 
cash method) by certain taxpayers. 

(2) Limitation rule. Except as oth- 
erwise provided in this section, the 
computation of taxable income using 
the cash method is prohibited in the 
case of a- 

(i) C corporation, 
(ii) Partnership with a C corpora- 

tion as a partner, or 
(iii) Tax shelter. 
A partnership is described in para- 

graph (a)(2)(ii) of this section, if the 
partnership has a C corporation as a 
partner at any time during the part- 
nership's taxable year beginning after 
December 31, 1986. 

(3) Meaning of C corporation. For 
purposes of this section, the term "C 
corporation" includes any corpora- 
tion that is not an S corporation. For 
example, a regulated investment com- 
pany (as defined in section 851) or a 
real estate investment trust (as de- 
fined in section 856) is a C corpora- 
tion for purposes of this section. In 
addition, a trust subject to tax under 
section 511(b) shall be treated, for 
purposes of this section, as a C 
corporation, but only with respect to 
the portion of its activities that con- 
stitute an unrelated trade or business. 
Similarly, for purposes of this sec- 
tion, a corporation that is exempt 
from federal income taxes under sec- 
tion 501(a) shall be treated as a C 
corporation only with respect to the 
portion of its activities that constitute 
an unrelated trade or business. More- 
over, for purposes of determining 
whether a partnership has a C corpo- 
ration as a partner, any partnership 
described in paragraph (a)(2)(ii) of 
this section is treated as a C corpora- 
tion. Thus, if partnership ABC has a 
partner that is a partnership with a C 
corporation, then, for purposes of 
this section, partnership ABC is 
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treated as a partnership with a C 
corporation partner. 

(4) Treatment of a combination of 
methods. For purposes of this sec- 
tion, the use of a method of account- 
ing that records some, but not all, 
items on the cash method shall be 
considered the use of the cash 
method. Thus, a C corporation that 
uses a combination of accounting 
methods including the use of the cash 
method is subject to this section. 

(b) Tax shelter defined — (1) In 
general. For purposes of this section, 
the term "tax shelter" means any- 

(i) Enterprise (other than a C cor- 
poration) if at any time (including 
taxable years beginning before Janu- 
ary 1, 1987) interests in such enter- 
prise have been offered for sale in 
any offering required to be registered 
with any federal or state agency 
having the authority to regulate the 
offering of securities for sale, 

(ii) Syndicate (within the meaning 
of paragraph (b)(3) of this section), 
or 

(iii) Tax shelter within the meaning 
of section 6661(b)(2)(C)(ii) (relating 
to (A), partnership or other entity, 
(B) any investment plan or arrange- 
ment, or (C) any other plan or 
arrangement, whose principal pur- 
pose is the avoidance or evasion of 
Federal income tax). 

(2) Requirement of registration. 
For purposes of paragraph (b)(1)(i) 
of this section, an offering is re- 
quired to be registered with a federal 
or state agency if, under the applica- 
ble federal or state law, failure to 
register the offering would result in a 
violation of the applicable federal or 
state law (regardless of whether the 
offering is in fact registered). In 
addition, an offering is required to 
be registered with a federal or state 
agency if, under the applicable fed- 
eral or state law, failure to file a 
notice of exemption from registration 
would result in a violation of the 
applicable federal or state law (re- 
gardless of whether the notice is in 
fact filed). 

(3) Meaning of syndicate. For pur- 
poses of paragraph (b)(1)(ii) of this 
section, the term "syndicate" means 
a partnership or other entity (other 
than a C corporation) if more than 
35 percent of the losses of such entity 
during the taxable year (for taxable 
years beginning after December 31, 
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1986) are allocated to limited part- 
ners or limited entrepreneurs. For 
purposes of this paragraph (b)(3), the 
term "limited entrepreneur" has the 
same meaning given such term in 
section 464(e)(2). In addition, in de- 
termining whether an interest is a 
partnership is held by a limited part- 
ner, or an interest in an entity or 
enterprise is held by a limited entre- 
preneur, section 464(c)(2) shall apply 
in the case of the trade or business 
of farming (as defined in paragraph 
(d)(2) of this section), and section 
1256(e)(3)(C) shall apply in any other 
case. Moreover, for purposes of this 
paragraph (b)(3), the losses of a 
partnership, entity, or enterprise (the 
enterprise) means the excess of the 
deductions allowable to the enterprise 
over the amount of income recog- 
nized by such enterprise under the 
enterprise's method of accounting 
used for federal income tax purposes 
(determined without regard to this 
section). For this purpose, gains or 
losses from the sale of capital assets 
or section 1221(2) assets are not 
taken into account. 

(4) Presumed tax avoidance. For 
purposes of paragraph (b)(1)(iii) of 
this section, marketed arrangements 
in which persons carry on farming 
activities using the services of a com- 
mon managerial or administrative 
service will be presumed to have the 
principal purpose of tax avoidance if 
such persons use borrowed funds to 
prepay a substantial portion of their 
farming expenses (e. g. , payment for 
farm supplies that will not be used or 
consumed until a taxable year subse- 
quent to the taxable year of pay- 
ment). 

(5) Taxable year tax shelter must 
change accounting method. A part- 
nership, entity, or enterprise that is a 
tax shelter must change from the 
cash method for the later of (i) the 
first taxable year beginning after De- 
cember 31, 1986, or (ii) the taxable 
year that such partnership, entity, or 
enterprise becomes a tax shelter. 

(c) Effect of section 448 on other 
provisions. Nothing in section 448 
shall have any effect on the applica- 
tion of any other provision of law 
that would otherwise limit the use of 
the cash method, and no inference 
shall be drawn from section 448 with 
respect to the application of any such 
provision. For example, nothing in 
section 448 affects the requirement of 

section 447 that certain corporations 
must use an accrual method of ac- 
counting in computing taxable in- 
come from farming, or the require- 
ment of $1. 446-1(c)(2) that an 
accrual method be used with regard 
to purchases and sales of inventory. 
Similarly, nothing in section 448 af- 
fects the authority of the Commis- 
sioner under section 446(b) to require 
the use of an accounting method that 
clearly reflects income, or the re- 
quirement under section 446(e) that a 
taxpayer secure the consent of the 
Commissioner before changing its 
method of accounting. For example, 
a taxpayer using the cash method 
may be required to change to an 
accrual method of accounting under 
section 446(b) because such method 
clearly reflects that taxpayer's in- 
come, even though the taxpayer is 
not prohibited by section 448 from 
using the cash method. Similarly, a 
taxpayer using an accrual method of 
accounting that is not prohibited by 
section 448 from using the cash 
method may not change to the cash 
method unless the taxpayer secures 
the consent of the Commissioner un- 
der section 446(e), and, in the opin- 
ion of the Commissioner, the use of 
the cash method clearly reflects that 
taxpayer's income under section 
446(b). 

(d) Exception for farming busi- 
ness — (1) In general. Except in the 
case of a tax shelter, this section 
shall not apply to any farming busi- 
ness. A taxpayer engaged in a farm- 
ing business and a separate non- 
farming business is not prohibited by 
this section from using the cash 
method with respect to the farming 
business, even though the taxpayer 
may be prohibited by this section 
from using the cash method with 
respect to the nonfarming business. 

(2) Meaning of farming business. 
For purposes of paragraph (d) of this 
section, the term "farming business" 
means- 

(i) The trade or business of farm- 
ing as defined in section 263A(e)(4) 
(including the operation of a nursery 
or sod farm, or the raising or har- 
vesting of trees bearing fruit, nuts, or 
other crops, or ornamental trees), or 

(ii) The raising, harvesting, or 
growing of trees described in section 
263A(c)(5) (relating to trees raised, 
harvested, or grown by the taxpayer 
other than trees described in para- 

graph (d)(2)(i) of this section). 
Thus, for purposes of this section, 

the term "farming business" includ~~ 
the raising of timber. For purposes 
of this section, the term "farming 
business" does not include the pro- 
cessing of commodities or products 
beyond those activities normally inci- 
dent to the growing, raising or har- 
vesting of such products. For exam- 
ple assume that a C corporation 
taxpayer is in the business of growing 
and harvesting wheat and other 
grains. The taxpayer processes the 
harvested grains to produce breads, 
cereals, and similar food products 
which it sells to customers in the 
course of its business. Although the 
taxpayer is in the farming business 
with respect to the growing and har- 
vesting of grain, the taxpayer is not 
in the farming business with respect 
to the processing of such grains to 
produce food products which the 
taxpayer sells to customers. Similarly, 
assume that a taxpayer is in the 
business of raising poultry or other 
livestock. The taxpayer uses the live- 
stock in a meat processing operation 
in which the livestock are slaugh- 
tered, processed, and packaged or 
canned for sale to customers. Al- 
though the taxpayer is in the farming 
business with respect to the raising of 
livestock, the taxpayer is not in the 
farming business with respect to the 
meat processing operation. However, 
under this section the term "farming 
business" does include processing ac- 
tivities which are normally incident tc 
the growing, raising or harvesting of 
agricultural products. For example, 
assume a taxpayer is in the business 
of growing fruits and vegetables. 
When the fruits and vegetables are 
ready to be harvested, the taxpayer 
picks, washes, inspects, and packages 
the fruits and vegetables for sale. 
Such activities are normally incident 
to the raising of these crops by 
farmers. The taxpayer will be consid- 
ered to be in the business of farming 
with respect to the growing of fruits 
and vegetables, and the processing 
activities incident to the harvest. 

(e) Exception for qualified per- 
sonal service corporation — (1) In 
general. Except in the case of a tax 
shelter, this section does not apply to 
a qualified personal service corpora- 
tion. 

(2) Certain treatment for qualified 
personal service corporation For 
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purposes of paragraph (a)(2)(ii) of 
t»s section (relating to whether a 
partnership has a C corporation as a 
partner), a qualified personal service 
corporation shall be treated as an 
individual. 

(3) Meaning of qualified personal 
service corporation. For purposes of 
this section, the term "qualified per- 
sonal service corporation" means any 
corporation that meets- 

(i) The function test of paragraph 
(e)(4) of this section, and 

(ii) The ownership test of para- 
graph (e)(5) of this section. 

(4) Function test — (i) In general. A 
corporation meets the function test if 
substantially all the corporation's ac- 
tivities for a taxable year involve the 
performance of services in one or 
more of the following fields— 

(A) Health, 
(B) Law, 
(C) Engineering (including survey- 

ing and mapping), 
(D) Architecture, 
(E) Accounting, 
(F) Actuarial science, 
(G) Performing arts, or 
(H) Consulting. 
Substantially all of the activities of 

a corporation are involved in the 
performance of services in any field 
described in the preceding sentence (a 
qualifying field), only if 95 percent 
or more of the time spent by employ- 
ees of the corporation, serving in 
their capacity as such, is devoted to 
the performance of services in a 
qualifying field; For purposes of de- 
termining whether this 95 percent test 
is satisfied, the performance of any 
activity incident to the actual perfor- 
mance of services in a qualifying 
field is considered the performance 
of services in that field. Activities 
incident to the performance of ser- 
vices in a qualifying field include the 
supervision of employees engaged in 
directly providing services to clients, 
and the performance of administra- 
tive and support services incident to 
such activities. 

(ii) Meaning of services performed 
in the field of health. For purposes 
of paragraph (e)(4)(i)(A) of this sec- 
tion, this performance of services in 

the field of health means the provi- 
sion of medical services by physi- 

cians, nurses, dentists, and other sim- 

ilar healthcare professionals. The 
performance of services in the field 

o f health does not include the provi- 

sion of services not directly related to 
a medical field, even though the 
services may purportedly relate to the 
health of the service recipient. For 
example, the performance of services 
in the field of health does not include 
the operation of health clubs or 
health spas that provide physical ex- 
ercise or conditioning to their cus- 
tomers. 

(iii) Meaning of services performed 
in the field of performing arts. For 
purposes of paragraph (e)(4)(i)(G) of 
this section, the performance of ser- 
vices in the field of the performing 
arts means the provision of services 
by actors, actresses, singers, musi- 
cians, entertainers, and similar artists 
in their capacity as such. The perfor- 
mance of services in the field of the 
performing arts does not include the 
provision of services by persons who 
themselves are not performing artists 
(e. g. , persons who may manage or 
promote such artists, and other per- 
sons in a trade or business that 
relates to the performing arts). Simi- 
larly, the performance of services in 
the field of the performing arts does 
not include the provision of services 
by persons who broadcast or other- 
wise disseminate the performances of 
such artists to members of the public 
(e. g. , employees of a radio station 
that broadcasts the performances of 
musicians and singers). Finally, the 
performance of services in the field 
of the performing arts does not in- 
clude the provision of services by 
athletes. 

(iv) Meaning of services performed 
in the field of consulting — (A) In 
general. For purposes of paragraph 
(e)(4)(i)(H) of this section, the perfor- 
mance of services in the field of 
consulting means the provision of 
advice and counsel. The performance 
of services in the field of consulting 
does not include the performance of 
services other than advice and coun- 
sel, such as sales or brokerage ser- 
vices, or economically similar ser- 
vices. For purposes of the preceding 
sentence, the determination of 
whether a person's services are sales 
or brokerage services, or economi- 
cally similar services, shall be based 
on all the facts and circumstances of 
that person's business. Such facts 
and circumstances include, for exam- 
ple, the manner in which the tax- 
payer is compensated for the services 
provided (e. g. , whether the compen- 
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sation for the services is contingent 
upon the consummation of the trans- 
action that the services were intended 
to effect). 

(B) Examples. The following ex- 
amples illustrate the provisions of 
paragraph (d)(4)(iv)(A) of this sec- 
tion. The examples do not address all 
types of services that may or may not 
qualify as consulting. The determina- 
tion of whether activities not specifi- 
cally addressed in the examples qual- 
ify as consulting shall be made 
comparing the service activities in 
question to the types of service activ- 
ities discussed in the examples. With 
respect to a corporation which per- 
forms services which qualify as con- 
sulting under this section, and other 
services which do not qualify as 
consulting, see paragraph (e)(4)(i) of 
this section which requires that sub- 
stantially all of the corporation's ac- 
tivities involve the performance of 
services in a qualifying field. 

Example (t) A taxpayer is in the business 
of providing economic analyses and forecasts 
of business prospects for its clients. Based on 
these analyses and forecasts, the taxpayer 
advises its clients on their business activities. 
For example, the taxpayer may analyze the 
economic conditions and outlook for a partic- 
ular industry which a client is considering 
entering. The taxpayer will then make recom- 
mendations and advise the client on the pros- 
pects of entering the industry, as well as on 
other matters regarding the client's activities in 
such industry. The taxpayer provides similar 
services to other clients, involving, for exam- 
ple, economic analyses and evaluations of 
business prospects in different areas of the 
United States or in other countries, or eco- 
nomic analyses of overall economic trends and 
the provision of advice based on these analyses 
and evaluations. The taxpayer is considered to 
be engaged in the performance of services in 
the field of consulting. 

Example (2). . A taxpayer is in the business 
of providing services that consist of determin- 
ing a client's electronic data processing needs. 
The taxpayer will study and examine the 
client's business, focusing on the types of data 
and information relevant to the client and the 
needs of the client's employees for access to 
this information. The taxpayer will then make 
recommendations regarding the design and 
implementation of data processing systems 
intended to meet the needs of the client. The 
taxpayer does not, however, provide the client 
with additional computer programming ser- 
vices distinct from the recommendations made 
by the taxpayer with respect to the design and 
implementation of the client's data processing 
systems. The taxpayer is considered to be 
engaged in the performance of services in the 
field of consulting. 

Example (3). A taxpayer is in the business 
of providing services that consist of determin- 
ing a client's management and business struc- 
ture needs. The taxpayer will study the client's 
organization, including, for example, the de- 
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partments assigned to perform specific func- 
tions, lines of authority in the managerial 
hierarchy, personnel hiring, job responsibility, 
and personnel evaluations and compensation. 
Based on the study, the taxpayer will then 
advise the client on changes in the client's 
management and business structure, including, 
for example, the restructuring of the client's 
departmental systems or its lines of managerial 
authority. The taxpayer is considered to be 
engaged in the performance of services in the 
field of consulting. 

Example (4). A taxpayer is in the business 
of providing financial planning services. The 
taxpayer will study a particular client's finan- 
cial situation, including, for example, the 
client's present income, savings and invest- 

ments, and anticipated future economic and 
financial needs. Based on this study, the 
taxpayer will then assist the client in making 
decisions and plans regarding the client's fi- 

nancial activities. Such financial planning in- 

cludes the design of a personal budget to assist 
the client in monitoring the client's financial 
situation, the adoption of investment strategies 
tailored to the client's needs, and other similar 
services. The taxpayer is considered to be 
engaged in the performance of services in the 
field of consulting. 

Example (5). A taxpayer is in the business 
of executing transactions for customers involv- 

ing various types of securities or commodities 
generally traded through organized exchanges 
or other similar networks. The taxpayer pro- 
vides its clients with economic analyses and 
forecasts of conditions in various industries 
and businesses. Based on these analyses, the 
taxpayer makes recommendations regarding 
transactions in securities and commodities. 
Clients place orders with the taxpayer to trade 
securities or commodities based on the taxpay- 
er's recommendations. The taxpayer's compen- 
sation for its services is typically based on the 
trade orders. The taxpayer is not considered to 
be engaged in the performance of services in 
the field of consulting. The taxpayer is en- 

gaged in brokerage services. Relevant to this 
determination is the fact that the compensation 
of the taxpayer for its services is contingent 
upon the consummation of the transaction the 
services were intended to effect (i. e. , the 
execution of trade orders for its clients). 

Example (6). A taxpayer is in the business 
of studying a client's needs regarding its data 
processing facilities and making recommenda- 
tions to the client regarding the design and 
implementation of data processing systems. 
The client will then order computers and other 
data processing equipment through the tax- 
payer based on the taxpayer's recommenda- 
tions. The taxpayer's compensation for its 
services is typically based on the equipment 
orders made by the clients. The taxpayer is not 
considered to be engaged in the performance 
of services in the field of consulting. The 
taxpayer is engaged in the performance of 
sales services. Relevant to this determination is 
the fact that the compensation of the taxpayer 
for its services is contingent upon the consum- 
mation of the transaction the services were 
intended to effect (i. e. , the execution of equip- 
ment orders for its clients). 

Example (7). A taxpayer is in the business 
of assisting businesses in meeting their person- 
nel requirements by referring job applicants to 
employers with hiring needs in a particular 
area. The taxoayer may be informed by poten- 

tial employers of their need for job applicants, 
or, alternatively, the taxpayer may become 
aware of the client's personnel requirements 
after the taxpayer studies and examines the 
client's management and business structure. 
The taxpayer's compensation for its services is 

typically based on the job applicants, referred 
by the taxpayer to the clients, who accept 
employment positions with the clients. The 
taxpayer is not considered to be engaged in the 
performance of services in the field of consult- 
ing. The taxpayer is involved in the perfor- 
mance of services economicaHy similar to 
brokerage services. Relevant to this determina- 
tion is the fact that the compensation of the 
taxpayer for its services is contingent upon the 
consummation of the transaction the services 
were intended to effect (i. e. , the hiring of a 
job applicant by the client). 

Example (8). The facts are the same as in 

example (7), except that the taxpayer's clients 
are individuals who use the services of the 
taxpayer to obtain employment positions. The 
taxpayer is typically compensated by its clients 
who obtain employment as a result of the 
taxpayer's services. For the reasons set forth in 

example (7), the taxpayer is not considered to 
be engaged in the performance of services in 

the field of consulting. 

Example (9). A taxpayer is in the business 
of assisting clients in placing advertisements 
for their goods and services. The taxpayer 
analyzes the conditions and trends in the 
client's particular industry, and then makes 
recommendations to the client regarding the 
types of advertisements which should be placed 
by the client and the various types of advertis- 
ing media (e. g. , radio, television, magazines, 
etc. ) which should be used by the client. The 
client will then purchase, through the taxpayer, 
advertisements in various media based on the 
taxpayer's recommendations. The taxpayer's 
compensation for its services is typically based 
on the particular orders for advertisements 
which the client makes. The taxpayer is not 
considered to be engaged in the performance 
of services in the field of consulting. The 
taxpayer is engaged in the performance of 
services economically similar to brokerage ser- 
vices. Relevant to this determination is the fact 
that the compensation of the taxpayer for its 
services is contingent upon the consummation 
of the transaction the services were intended to 
effect (i. e. , the placing of advertisements by 
clients). 

Example (10). A taxpayer is in the business 
of selling insurance (including life and casualty 
insurance), annuities, and other similar insur- 
ance products to various individual and busi- 
ness clients. The taxpayer will study the partic- 
ular client's financial situation, including, for 
example, the client's present income, savings 
and investments, business and personal insur- 
ance risks, and anticipated future economic 
and financial needs. Based on this study, the 
taxpayer will then make recommendations to 
the client regarding the desirability of various 
insurance products. The client will then pur- 
chase these various insurance products through 
the taxpayer. The taxpayer's compensation for 
its services is typically based on the purchases 
made by the clients. The taxpayer is not 
considered to be engaged in the performance 
of services in the field of consulting. The 
taxpayer is engaged in the performance of 
brokerage or sales services. Relevant to this 
determination is the fact that the compensation 

of the taxpayer for its services is contingen 
upon the consummation of the transaction the 
services were intended to effect (i. e. , 
purchase of insurance products by its clients). 

(5) Ownership test — (i) In general. 
A corporation meets the ownership 
test, if at all times during the taxable 
year, substantially all the corpora- 
tion's stock, by value, is held, di- 
rectly or indirectly, by— 

(A) Employees performing services 
for such corporation in connection 
with activities involving a field re- 
ferred to in paragraph (e)(4) of this 
section, 

(B) Retired employees who had 
performed such services for such cor- 
poration, 

(C) The estate of any individual 
described in paragraph (e)(5)(i)(A) or 
(B) of this section, or 

(D) Any other person who ac- 
quired such stock by reason of the 
death of an individual described in 
paragraph (e)(5)(i)(A) or (B) of this 
section, but only for the 2-year pe- 
riod beginning on the date of the 
death of such individual. 

For purposes of this paragraph 
(e)(5) of this section, the term "sub- 
stantially all" means an amount 
equal to or greater than 95 percent. 

(ii) Definition of employee. For 
purposes of the ownership test of this 
paragraph (e)(5) of this section, a 
person shall not be considered an 
employee of a corporation unless the 
services performed by that person for 
such corporation, based on the facts 
and circumstances, are more than de 
minimis. In addition, a person who is 
an employee of a corporation shall 
not be treated as an employee of 
another corporation merely by reason 
of the employer corporation and the 
other corporation being members of 
the same affiliated group or other- 
wise related. 

(iii) A ttril)ution rules. For pur- 
poses of this paragraph (e)(5) of this 
section, a corporation's stock is con- 
sidered held indirectly by a person if, 
and to the extent, such person owns 
a proportionate interest in a partner- 
ship, S corporation, or qualified per- 
sonal service corporation that owns 
such stock. No other arrangement or 
type of ownership shall constitute 
indirect ownership of a corporation's 
stock for purposes of this paragraph 
(e)(5) of this section. Moreover, stock 
of a corporation held by a trust is 
considered held by a person if, and 
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to the extent, such person is treated 
under subpart E, part 1, subchapter 

chapter 1 of the Code as the 
owner of the portion of the trust that 
consists of such stock. 

(iv) Disregard of community prop- 
erty laws. For purposes of this para- 
graph (e)(5) of this section, commu- 
nity property laws shall be disre- 
garded. Thus, in determining the 
stock ownership of a corporation, 
stock owned by a spouse solely by 
reason of community property laws. , 
shall be treated as owned by the 
other spouse. 

(v) Treatment of certain stock 
plans. For purposes of this paragraph 
(e)(5) of this section, stock held by a 
plan described in section 401(a) that 
is exempt from tax under section 
501(a) shall be treated as held by an 
employee described in paragraph 
(e)(5)(i)(A) of this section. 

(vi) Specia! election for certain af- 
filiated groups. For purposes of de- 
termining whether the stock owner- 
ship test of this paragraph (e)(5) of 
this section has been met, at the 
election of the common parent of an 
affiliated group (within the meaning 
of section 1504(a)), all members of 
such group shall be treated as one 
taxpayer if substantially all (within 
the meaning of paragraph (e)(4)(i) of 
this section) the activities of all such 
members (in the aggregate) are in the 
same field described in paragraph 
(e)(4)(i)(A)-(H) of this section. For 
rules relating to the making of the 
election, see 26 CFR 5h. 5 (temporary 
regulations relating to elections under 
the Tax Reform Act of 1986). 

(vii) Examples. The following ex- 
amples illustrate the provisions of 
paragraph (e) of this section: 

Example (I). (i) X, a C corporation, is 
engaged in the business of providing account- 
ing services to its clients. These services consist 
of the preparation of audit and financial 
statements and the preparation of tax returns. 
For purposes of section 448, such services 
consist of the performance of services in the 
field of accounting. In addition, for purposes 
of section 448, the supervision of employees 
directly preparing the statements and returns, 
and the performance of all administrative and 

support services incident to such activities 
(including secretarial, janitorial, purchasing, 
personnel, security, and payroll services) are 

performance of services in the field of 
accounting. 

(ii) In addition, X owns and leases a portion 
office building. For purposes of this 

section, the following types of activities under- 

by the employees of X shall be consid- 

ered as the performance of services in a field 

other than the field of accountmg: (A) services 
directly relating to the leasing activities, e. g. , 
time spent in leasing and maintaining the 
leased portion of the building; (B) supervision 
of employees engaged in directly providing 
services in the leasing activity; and (C) all 
administrative and support services incurred 
incident to services described in (A) and (B). 
The leasing activities of X are considered the 
performance of services in a field other than 
the field of accounting, regardless of whether 
such leasing activities constitute a trade or 
business under the Code. If the employees of 
X spend 95%%ua or more of their time in the 
performance of services in the field of ac- 
counting, X satisfies the function test of 
paragraph (e)(4) of this section. 

Example (2). Assume that Y, a C corpora- 
tion, meets the function test of paragraph 
(e)(4) of this section. Assume further that all 
the employees of Y are performing services for 
Y in a qualifying field as defined in paragraph 
(e)(4) of this section. P, a partnership, owns 
40%%ua, by value, of the stock of Y. The 
remaining 60%%ua of the stock of Y is owned 
directly by employees of Y. Employees of Y 
have an aggregate interest of 90%%ua in the 
capital and profits of P. Thus, 96'Va of the 
stock of Y is held directly, or indirectly, by 
employees of Y performing services in a 
qualifying field. Accordingly, Y meets the 
ownership test of paragraph (e)(5) of this 
section and is a qualified personal service 
corporation. 

Example (3). The facts are the same as in 
example (2), except that 40'%%ua of the stock of 
Y is owned by Z, a C corporation. The 
remaining 60'Va of the stock is owned directly 
by the employees of Y. Employees of Y own 
90'Va of the stock, by value, of Z. Assume that 
Z independently qualifies as a personal service 
corporation. The result is the same as in 
example (2), i. e. , 96%%ua of the stock of Y is 
held, directly or indirectly, by employees of Y 
performing services in a qualifying field. Thus, 
Y is a qualified personal service corporation. 

Example (4). The facts are the same as in 
example (3), except that Z does not independ- 
ently qualify as a personal service corporation. 
Because Z is not a qualified personal service 
corporation, the Y stock owned by Z is not 
~reated as being held indirectly by the Z 
shareholders. Consequently, only 60%%ua of the 
stock of Y is held, directly or indirectly, by 
employees of Y. Thus, Y does not meet the 
ownership test of paragraph (e)(5) of this 
section, and is not qualified personal service 
corporation. 

Example (5). Assume that W, a C corpora- 
tion, meets the function test of paragraph 
(e)(4) of this section. In addition, assume that 
all the employees of W are performing services 
for W in a qualifying field. Nominal legal title 
to 100%%ua of the stock of W is held by 
employees of W. However, due solely to the 
operation of community property laws, 20%%ua 

of the stock of W is held by spouses of such 
employees who themselves are not employees 
of W. In determining the ownership of the 
stock, community property laws are disre- 
garded. Thus, Y meets the ownership test of 
paragraph (e)(5) of this section, and is a 
qualified personal service corporation. 

Example (6). Assume that 90%%ua of the stock 
of T, a C corporation, is directly owned by 
the employees of T. Spouses of T's employees 
directly own 5%%ua of the stock of T. The 
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spouses are not employees of T, and their 
ownership does not occur solely by operation 
of community property laws. In addition, 5% 
of the stock of T is held by trusts (other than 
a trust described in section 401(a) that is 

exempt from tax under section 501(a)), the 
sole beneficiaries of which are employees of T. 
The employees are not treated as owners of 
the trusts under subpart E, part I, subchapter 
J, chapter I of the Code. Since a person is not 
treated as owning the stock of a corporation 
owned by that person's spouse, or by any 
portion of a trust that is not treated as o~ned 
by such person under subpart E, only 90'Va of 
the stock of T is treated as held, directly or 
indirectly, by employees of T. Thus, T does 
not meet the ownership test of paragraph 
(e)(5) of this section, and is not a qualified 
personal service corporation. 

Example (7). Assume that Y, a C corpora- 
tion, directly owns all the stock of three 
subsidiaries, F, G, and H. Y is a common 
parent of an affiliated group within the mean- 
ing of section 1504(a) consisting of Y, F, G, 
and H. Y is not engaged in the performance 
of services in a qualifying field. Instead, Y is a 
holding company whose activities consist of its 
ownership and investment in its operating 
subsidiaries. Substantially all the activities of F 
involve the performance of services in the field 
of engineering. In addition, a majority of (but 
not substantially all) the activities of G involve 
the performance of services in the field of 
engineering; the remainder of G's services 
involve the performance of services in a 
nonqualifying field. Moreover, a majority of 
(but not substantially all) the activities of H 
involve the performance of services in the field 
of engineering; the remainder of H's activities 
involve the performance of services in the field 
of architecture. Nevertheless, substantially all 
the activities of the group consisting of Y, F, 
G, and H, in the aggregate, involve the 
performance of services in the field of engi- 
neering. Accordingly, Y elects under paragraph 
(e)(5)(vi) of this section to be treated as one 
taxpayer for determining the ownership test of 
paragraph (e)(5) of this section. Assume that 
substantially all the stock of Y (by value) is 
held by employees of F, G, or H who perform 
services in connection with a qualifying field 
(engineering or architecture). Thus, for pur- 
poses of determining whether any member 
corporation is a qualified personal service 
corporation, the ownership test of paragraph 
(e)(5) of this section has been satisfied. Since F 
and H satisfy the function test of paragraph 
(e)(4) of this section, F and H are qualified 
personal service corporations. However, since 
Y and G each fail the function test of 
paragraph (e)(4) of this section, neither corpo- 
ration is a qualified personal service corpora- 
tion. 

Example (8). The facts are the same as in 
example (7), except that less than substantially 
all the activities of the group consisting of Y, 
F, G, and H, in the aggregate, are performed 
in the field of engineering. Substantially all the 
activities of the group consisting of Y, F, G, 
and H, are, in the aggregate, performed in two 
fields, the fields of engineering and architec- 
ture. Y may not elect to have the affiliated 
group treated as one taxpayer for purposes of 
determining whether group members meet the 
ownership test of paragraph (e)(5) of this 
section. The election is available only if sub- 
stantially all the activities of the group, in the 
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aggregate, involve the performance of services 
in only one qualifying field. Moreover, none 
of the group members are qualified personal 
service corporations. Y fails the function test 
of paragraph (e)(4) of this section because less 
than substantially all the activities of Y are 
performed in a qualifying field. In addition, F, 
G, and H, fail the ownership test of paragraph 
(e)(5) of this section because substantially all 
their stock is owned by Y and not by their 
employees. The owners of Y are not deemed 
to indirectly own the stock owned by Y 
because Y is not a qualified personal service 
corporation. 

Example (9). (i) The facts are the same as in 
example (8), except that Y itself satisfies the 
function test of paragraph (e)(4) of this section 
because substantially an the activities of Y 
involve the performance of services in the field 
of engineering. In addition, assume that all 

employees of Y are involved in the perfor- 
mance of services in the field of engineering, 
and that all such employees own l00'Vo of Y's 
stock. Moreover, assume that one-third of all 
the employees of Y are separately employed by 
F. Similarly, another one-third of the employ- 
ees of Y are separately employed by G and H, 
respectively. None of the employees of Y are 
employed by more than one of Y's subsidiar- 
ies. Also, no other persons except the employ- 
ees of Y are employed by any of the subsidiar- 
ies. 

(ii) Y is a personal service corporation under 
section 448 because Y satisfies both the func- 
tion and the ownership test of paragraphs 
(e)(4) and (5) of this section. As in example 
(8), Y is unable to make the election to have 
the affiliated group treated as one taxpayer for 
purposes of determining whether group mem- 
bers meet the ownership test of paragraph 
(e)(5) of this section because less than substan- 
tially all the activities, in the aggregate, of the 
group members are performed in one of the 
qualifying fields. However, because Y is a 
personal service corporation, the stock owned 
by Y is treated as indirectly owned, propor- 
tionately, by the owners of Y. Thus, the 
employees of F are collectively treated as own- 

ing one-third of the stock of F, G, and H. The 
employees of G and H are similarly treated as 
owning one-third of each subsidiary's stock. 

(iii) F, G, and H each fail the ownership 
test of paragraph (e)(5) of this section because 
less than substantially all of each corporation's 
stock is owned by the employees of the 
respective corporation. Only one-third of each 
corporation's stock is owned by employees of 
that corporation. Thus, F, G, and H are not 
qualified personal service corporations. 

Example (t0). (i) Assume that Y, a C 
corporation, directly owns all the stock of 
three subsidiaries, F, G, and Z. Y is a 
common parent of an affiliated group within 
the meaning of section 1504(a) consisting of Y, 
F, and G. Z is a foreign corporation and is 
excluded from the affiliated group under sec- 
tion 1504. Assume that Y is a holding com- 
pany whose activities consist of its ownership 
and investment in its operating subsidiaries. 
Substantially all the activities of F, G, and Z 
involve the performance of services in the field 
of engineering. Assume that employees of Z 
own one-third of the stock of Y and that none 
of these employees are also employees of Y, F, 
or G. In addition, assume that Y elects to be 
treated as one taxpayer for determining 
whether group members meet the ownership 

test of paragraph (e)(5) of this section. Thus, 
Y, F, and G are treated as one taxpayer for 
purposes of the ownership test. 

(ii) None of the members of the group are 
qualified personal service corporations. Y, F, 
and G fail the ownership test of paragraph 
(e)(5) of this section because less than substan- 
tially all the stock of Y is owned by employees 
of either Y, F, or G. Moreover, Z fails t. he 
ownership test of paragraph (e)(5) of this 
section because substantially all its stock is 
owned by Y and not by its employees. 

(6) Applicati on of function and 
ownership tests. A corporation that 
fails the function test of paragraph 
(e)(4) of this section for any taxable 
year, or that fails the ownership test 
of paragraph (e)(5) of this section at 
any time during any taxable year, 
shall change from the cash method 
effective for the year in which the 
corporation fails to meet the function 
test or the ownership test. For exam- 
ple, if a personal service corporation 
fails the function test for taxable 
year 1987, such corporation must 
change from the cash method effec- 
tive for taxable year 1987. A corpo- 
ration that fails the function or own- 
ership test for a taxable year shall 
not be treated as a qualified personal 
service corporation for any part of 
that taxable year. 

(f) Exception for entities with 
gross receipts of not more than $5 
million — (1) In general. Except in the 
case of a tax shelter, this section 
shall not apply to any C corporation 
or partnership with a C corporation 
as a partner for any taxable year if, 
for all prior taxable years beginning 
after December 31, 1985, such corpo- 
ration or partnership (or any prede- 
cessor thereof) meets the $5, 000, 000 
gross receipts test of paragraph (f)(2) 
of this section. 

(2) The 55, 000, 000 gross receipts 
test — (i) In general. A corporation 
meets the $5, 000, 000 gross receipts 
test of this paragraph (f)(2) for any 
prior taxable year if the average 
annual gross receipts of such corpo- 
ration for the 3 taxable years (or, if 
shorter, the taxable years during 
which such corporation was in exist- 
ence) ending with such prior taxable 
year does not exceed $5, 000, 000. In 
the case of a C corporation exempt 
from federal income taxes under sec- 
tion 501(a), or a trust subject to tax 
under section 511(b) that is treated as 
a C corporation under paragraph 
(a)(3) of this section, only gross 
receipts from the activities of such 
corporation or trust that constitute 

unrelated trades or businesses a« 
taken into account in determining 
whether the $5, 000, 000 gross receipts 
test is satisfied. A partnership with a 
C corporation as a partner meets the 
$5, 000, 000 gross receipts test of this 
paragraph (f)(2) for any prior taxable 
year if the average annual gross 
receipts of such partnership for the 3 
taxable years (or, if shorter, the 
taxable years during which such part- 
nership was in existence) ending with 
such prior year does not exceed 
$5, 000, 000. The gross receipts of the 
corporate partner are not taken into 
account in determining whether the 
partnership meets the $5, 000, 000 
gross receipts test. 

(ii) Aggregation of gross receipts. 
For purposes of determining whether 
the $5, 000, 000 gross receipts test has 
been satisfied, all persons treated as 
a single employer under section 52(a) 
or (b), or section 414(m) or (o) (or 
who would be treated as a single 
employer under such sections if they 
had employees) shall be treated as 
one person. Gross receipts attribut- 
able to transactions between persons 
who are treated as a common em- 
ployer under this paragraph shall not 
be taken into account in determining 
whether the $5, 000, 000 gross receipts 
test is satisfied. 

(iii) Treatment of short taxable 
year. In the case of any taxable year 
of less than 12 months (a short 
taxable year), the gross receipts shall 
be annualized by (A) multiplying the 
gross receipts for the short period by 

12 and (B) dividing the result by the 
number of months in the short pe- 
riod. 

(iv) Determination of gross re- 

ceipts — (A) In general. The term 
"gross receipts" means gross receipts 
of the taxable year in which such 

receipts are properly recognized un- 

der the taxpayer's accounting method 
used in that taxable year (determined 
without regard to this section) for 
federal income tax purposes. For this 

purpose, gross receipts include total 
sales (net of returns and allowances) 
and all amounts received for services. 
In addition, gross receipts include 
any income from investments and 
from incidental or outside sources. 
For example, gross receipts include 
interest (including original issue dis- 
count and tax-exempt interest within 
the meaning of section 103), divi 
dends, rents, royalties, and annuities, 
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regardless of whether such amounts 
are derived in the ordinary course of 
the taxpayer's trade or business. 
Gross receipts are not reduced by 
cost of goods sold or by the cost of 
property sold if such property is 
described in section 1221(1), (3), (4) 
or (5). With respect to sales of 
capital assets as defined in section 
1221, or sales of property described 
in 1221(2) (relating to property used 
in a trade or business), gross receipts 
shall be reduced by the taxpayer's 
adjusted basis in such property. 
Gross receipts do not include the 
repayment of a loan or similar in- 
strument (e. g. , a repayment of the 
principal amount of a loan held by a 
commercial lender). Finally, gross re- 
ceipts do not include amounts re- 
ceived by the taxpayer with respect to 
sales tax or other similar state and 
local taxes if, under the applicable 
state or local law, the tax is legally 
imposed on the purchaser of the 
good or service, and the taxpayer 
merely collects and remits the tax to 
the taxing authority. If, in contrast, 
the tax is imposed on the taxpayer 
under the applicable law, then gross 
receipts shall include the amounts 
received that are allocable to the 
payment of such tax. 

(3) Examples. The following exam- 
ples illustrate the provisions of para- 
graph (f) of this section: 

Example (1). X, a calendar year C corpora- 
tion, was formed on January I, 1986. Assume 
that in 1986 X has gross receipts of $15 
million. For taxable year 1987, this section 
applies to X because in 1986, the period 
during which X was in existence, X has 
average annual gross receipts of more than $5 
million. 

Example (2). Y, a calendar year C corpora- 
tion that is not a qualified personal service 
corporation, has gross receipts of $10 million, 
$9 million, at)d $4 million for taxable years 
1984, 1985, and 1986, respectively. In taxable 
year 1986, X has average annual gross receipts 
for the 3-taxable-year period ending with 1986 
of $7. 67 million ($10 million + 9 million + 4 
million —: 3). Thus, for taxable year 1987, this 
section applies and Y must change from the 
cash method for such year. 

Example (3). Z, a C corporation which is 
not a qualified personal service corporation, 
has a 5'Vo partnership interest in ZAB partner- 

ship, a calendar year cash method taxpayer. 
All other partners of ZAB partnership are 
individuals. Z corporation has average annual 

gross receipts of$100, 000 for the 3-taxable- 

year period ending with 1986, (l. e. , 1984, 1985 

and 1986). The ZAB partnership has average 

annual gross receipts of $6 million for the 

same 3-taxable-year period. Since ZAB fails to 
the $5, 000. 000 gross receipts test for 

1986, this section applies to ZAB for tts 

taxable year beginning January I, 1987. Ac- 

cordingly, ZAB must change from the cash 
method for its 1987 taxable year. The gross 
receipts of Z corporation are not relevant in 
determining whether ZAB is subject to this 
section. 

Example (4). The facts are the same as in 
example (3), except that during the 1987 
taxable year of ZAB, the Z corporation trans- 
fers its partnership interest in ZAB to an 
individual. Under paragraph (a)(l) of this 
section, ZAB is treated as a partnership with a 
C corporation as a partner. Thus, this section 
requires ZAB to change from the cash method 
effective for its taxable year 1987. If ZAB 
later desires to change its method of account- 
ing to the cash method for its taxable year 
beginning January I, 1988 (or later), ZAB 
must comply with all requirements of law, 
including sections 446(b), 446(e), and 481, to 
effect the change. 

Example (5). X, a C corporation that is not 
a qualified personal service corporation, was 
formed on January I, 1986, in a transaction 
described in section 351. In the transaction, A, 
an individual, contributed all of the assets and 
liabilities of B, a trade or business, to X, in 
return for the receipt of all of the outstanding 
stock of X. Assume that in 1986 X had gross 
receipts of $4 million. In 1984 and 1985, the 
gross receipts of B, the trade or business, were 
$10 million and $7 million, respectively. The 
gross receipts test is applied for the period 
during which X and its predecessor trade or 
business were in existence. X has average 
annual gross receipts for the 3-taxable-year 
period ending with 1986 of $7 million ($10 
million + $7 million + $4 million —: 3). 
Thus, for taxable year 1987, this section 
applies and X must change from the cash 
method for such year. 

(g) Treatment of accounting 
method change and timing rules for 
section 4(81(a) adjustment — (1) Treat- 
ment of change in accounting 
method. In the case of any taxpayer 
required by this section to change its 
method of accounting for any taxable 
year, such change shall be treated as 
initiated by the taxpayer and made 
with the consent of the Commis- 
sioner. Thus, the adjustments re- 
quired under section 481(a) with re- 
spect to the change in method of 
accounting of such a taxpayer shall 
not be reduced by amounts attribut- 
able to taxable years preceding the 
Internal Revenue Code of 1954. See 
paragraph (h) of this section for rules 
to effect the change in accounting 
method. 

(2) Timing rules for section 481(a) 
adjustment — (i) In general. Except as 
otherwise provided in paragraph 
(g)(2)(ii) and (g)(3) of this section, a 
taxpayer required by this section to 
change from the cash method shall 
take the section 481(a) adjustment 
into account ratably (beginning with 
the year of change) over the shorter 
of— 

Section 448 

(A) The number of taxable years 
the taxpayer used the cash method, 
or 

(B) 4 taxable years. 
(ii) Hospital timing rules — (A) In 

genera(. In the case of a hospital 
required by this section to change 
from the cash method, the section 
481(a) adjustment shall be taken into 
account ratably (beginning with the 
year of change) over 10 years. 

(B) Definition of hospital. For 
purposes of paragraph (g) of this 
section, a hospital is an institution— 

(1) Accredited by the Joint Com- 
mission of Accreditation of Hospitals 
(the JCAH) (or accredited or ap- 
proved by a program of the qualified 
governmental unit in which such in- 
stitution is located if the Secretary of 
Health and Human Services has 
found that the accreditation or com- 
parable approval standards of such 
qualified governmental unit are essen- 
tially equivalent to those of the 
JCAH); 

(2) Used primarily to provide, by 
or under the supervision of physi- 
cians, to inpatients diagnostic services 
and therapeutic services for medical 
diagnosis, treatment, and care of 
injured, disabled, or sick persons; 

(3) Requiring every patient to be 
under the care and supervision of a 
physician; and 

(4) Providing 24-hour nursing ser- 
vices rendered or supervised by a 
registered professional nurse and hav- 
ing a licensed practical nurse or regis- 
tered nurse on duty at all times. 
For purposes of this section, an 
entity need not be owned by or on 
behalf of a governmental unit or by 
a section 501(c)(3) organization, or 
operated by a section 501(c)(3) or- 
ganization, in order to be considered 
a hospital. In addition, for purposes 
of this section, a hospital does not 
include a rest or nursing home, con- 
tinuing care facility, daycare center, 
medical school facility, research labo- 
ratory, or ambulatory care facility. 

(C) Dual function facilities. With 
respect to any taxpayer whose opera- 
tions consist both of a hospital, and 
other facilities not qualifying as a 
hospital, the portion of the adjust- 
ment required by section 481(a) that 
is attributable to the hospital shall be 
taken into account in accordance 
with the rules of paragraph (g)(2) of 
this section relating to hospitals. The 
portion of the adjustment required 
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by section 481(a) that is not attribut- 
able to the hospital shall be taken 
into account in accordance with the 
rules of paragraph (g)(2) of this 
section not relating to hospitals. 

(3) Special timing rules for section 
481(a) adjustment — (i) One-third 
rule. If, during the period the section 
481(a) adjustment is to be taken into 
account, the balance of the taxpay- 
er's accounts receivable as of the last 
day of each of two consecutive tax- 
able years is less than 66 2/3 percent 
of the taxpayer's accounts receivable 
balance at the beginning of the first 
year of the section 481(a) adjustment, 
the balance of the section 481(a) 
adjustment (relating to accounts re- 
ceivable) not previously taken into 
account shall be included in income 
in the second taxable year. This 
paragraph (g)(3)(i) shall not apply to 
any hospital (within the meaning of 
paragraph (g)(2)(ii) of this section). 

(ii) Cooperatives. Notwithstanding 
paragraph (g)(2)(i) of this section, if 
a taxpayer is a cooperative within the 
meaning of section 1381(a), the entire 
section 481(a) adjustment may, at the 
taxpayer's option, be taken into ac- 
count in the year of change. 

(iii) Cessation of trade or business. 
If a taxpayer ceases to engage in the 
trade or business to which the section 
481(a) adjustment relates prior to the 
expiration of the adjustment period 
described in paragraph (g)(2)(i) or (ii) 
of this section, the taxpayer must 
take into account, in the year of such 
cessation, the balance of the adjust- 
ment not previously taken into ac- 
count in computing taxable income. 
If the taxpayer is acquired in a 
transaction to which section 381 ap- 
plies, and the acquiring corporation 
continues to engage in the trade or 
business to which the section 481(a) 
adjustment relates, the acquiring tax- 
payer shall continue to take into 
account the section 481(a) adjustment 
as if it were the distributor or 
transferor taxpayer. 

(4) Additional rules relating to sec- 
tion 481(a) adjustment. In addition 
to the rules set forth in paragraph 
(g)(2) and (3) of this section, the 
following rules shall apply in taking 
the section 481(a) adjustment into 
account- 

(i) Any net operating loss and tax 
credit carryforwards will be allowed 
to offset any positive section 481(a) 
adjustment, 

(ii) Any net operating loss arising 
in the year of change or in any 
subsequent year that is attributable to 
a negative section 481(a) adjustment 
may be carried back to earlier tax- 
able years in accordance with section 
172, and 

(iii) For purposes of determining 
estimated income tax payments under 
sections 6654 and 6655, the section 
481(a) adjustment will be recognized 
in taxable income ratably throughout 
a taxable year. 

(5) Outstanding section 481(a) ad- 

j us(ment from previous change in 
method of accounting. If a taxpayer 
changed its method of accounting to 
the cash method for a taxable year 
prior to the year the taxpayer was 
required by this section to change 
from the cash method (the section 
448 year), any section 481(a) adjust- 
ment from such prior change in 
method of accounting that is out- 
standing as of the section 448 year 
shall be taken into account in ac- 
cordance with the provisions of this 
paragraph (g)(5). A taxpayer shall 
account for any remaining portion of 
the prior section 481(a) adjustment 
outstanding as of the section 448 
year by continuing to take such re- 
maining portion into account under 
the provisions and conditions of the 
prior change in method of account- 
ing, or, at the taxpayer's option, 
combining or netting the remaining 
portion of the prior section 481(a) 
adjustment with the section 481(a) 
adjustment required under this sec- 
tion, and taking into account under 
the provisions of this section the 
resulting net amount of the adjust- 
ment. Any taxpayer chosing to com- 
bine or net the section 481(a) adjust- 
ments as described in the preceding 
sentence shall indicate such choice on 
the Form 3115 required to be filed by 
such taxpayer under the provisions of 
paragraph (h) of this section. 

(6) Examples. The following exam- 
ples illustrate the provisions of para- 
graph (g) of this section: 

Example (l). Y is required by this section to 
change from the cash method of accounting 
for its taxable year beginning January 1, 1987. 
Y changes to an overall accrual method. The 
adjustment required by section 481(a) to effect 
the change is $10, 000. Y has been using the 
cash method for the 10-year period preceding 
the year of change. Y is required by paragraph 
(g)(2)(i) to include the section 481(a) adjust- 
ment in taxable income ratably over four 
consecutive taxable years, beginning with 198'l, 
i. e. , $2, 500 of the section 481(a) adjustment 

should be included in income for each of 
four years. 

Example (2). The facts are the same as 
example (1), except that Y is required 
change from the cash method and changes to 
an overall accrual method of accounting for Its 

taxable year beginning January 1, 1989 
result is the same as in example (1), except 
that the four-year period for ratably taking the 
section 481(a) adjustment into account begins 
with the 1989 taxable year. 

Example (3). Assume that X is required by 
this section to change from the cash method 
and that it changes to an overall accrual 
method for its taxable year beginning January 
I, 1987. The adjustment required by section 
481(a) to effect the change is $10, 000. X was 
formed on January 1, 1986, and began busi- 
ness operations during that year. Since X only 
used the cash method for one year, X is 
required by paragraph (g)(2)(i) of this section 
to include all ($10, 000) of the section 481(a) 
adjustment in taxable income for the 1987 
taxable year. 

Example (4). The facts are the same as in 
example (1). In addition, Y previously changed 
from an accrual method of accounting to the 
cash method for its taxable year beginning 
January 1, 1983. As a result of that prior 
change, Y was required to take into account a 
$5, 000 negative section 481(a) adjustment rat- 
ably over a ten-year period, beginning with the 
1983 taxable year. As of the beginning of the 
1987 taxable year $3, 000 of that adjustment 
had not been taken into account. Y may 
continue to take the remaining negative $3, 000 
section 481(a) adjustment into account ratably 
over the remaining adjustment period for the 
prior change in method of accounting (l. e. , six 
remaining years). Alternatively, Y may com- 
bine or net the negative $3, 000 adjustment 
with the positive $10, 000 section 481(a) adjust- 
ment required by this section, and include the 
resulting $7, 000 amount in taxable income 
ratably over four consecutive taxable years, 
beginning with 1987. Y is not allowed to take 
the entire unamortized amount of the prior 
section 481(a) adjustment into account for its 
1987 taxable year. 

(h) Procedures for change in 
method of accounting — (1) Applica- 
bility. Paragraph (h) of this section 
applies to taxpayers who change 
from the cash method as required by 
this section. Paragraph (h) of this 
section does not apply to a change in 

accounting method required by any 
Code section (or regulations thereun- 
der) other than this section. 

(2) Automatic rule for changes to 
an overall accrual method. Taxpayers 
to whom paragraph (h) of this sec- 
tion applies who desire to change to 
an overall accrual method must make 
that change under the provisions of 
this paragraph (h)(2). The consent of 
the Commissioner to the change in 
method of accounting is granted to 
taxpayers who change to an overall 
accrual method under this paragraph 
(h)(2). A taxpayer changing to an 
accrual method under this paragraph 
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(h)(2) shall complete and file a cur- 
rent Form 3115. The Form 3115 shall 
be filed no later than the due date 
(including extension) of the taxpay- 
er's federal income tax return for the 
year of change and shall be attached 
to that return. In addition, the tax- 
payer must set forth on a statement 
accompanying the Form 3115 the 
period over which the section 481(a) 
adjustment will be taken into account 
and the basis for such conclusion. 
Moreover, the taxpayer shall type or 
legibly print the following statement 
at the top of page 1 on Form 3115: 
"Automatic Change to Accrual 
Method — Section 448. " 

(3) Changes to a method other 
than overall accrual method — (i) In 
general. Taxpayers to whom para- 
graph (h) of this section applies who 
desire to change to a special method 
of accounting must make that change 
under the provisions of this para- 
graph (h)(3). Such taxpayers include 
taxpayers who change to an accrual 
method of accounting and a special 
method of accounting such as a 
long-term contract method. Taxpay- 
ers who change their accounting 
method under this paragraph (h)(3) 
shall submit an application for 
change in accounting method under 
the applicable administrative proce- 
dures in effect at the time of change, 
including the applicable procedures 
regarding the time and place of filing 
the application for change in method. 
Moreover, taxpayers who change 
their accounting method under this 
paragraph (h)(3) shall type or legibly 
print the following statement on the 
top of page I of Form 3115: 
"Change to a Special Method of 
Accounting — Section 448. " The filing 
of a Form 3115 by any taxpayer 
requesting a change of method of 
accounting under this paragraph 
(h)(3) for its taxable year beginning 
in 1987 shall not be considered late if 
such form is filed with the appropri- 
ate office of the Internal Revenue 
Service on or before the later of (A) 
the date that is the 180th day of the 
taxable year of change; or (B) Sep- 
tember 14, 1987. If the Commis- 
sioner approves the taxpayer's appli- 
cation for change in method of 
accounting, then the timing of the 
adjustment required under section 
481(a), if applicable, shall be deter- 

ined under the provisions of para- 

graph (g)(2) of this section. If the 

Commissioner denies the taxpayer's 
application for change in accounting 
method, or the taxpayer's application 
is untimely, the taxpayer must change 
to an overall accrual method of ac- 
counting under the provisions of 
paragraph (h)(1) of this section for 
the taxable year of the taxpayer's 
request to change from the cash 
method. 

(ii) Extension of filing deadline. 
Notwithstanding paragraph (h)(3)(i) 
of this section, if the events or 
circumstances which under section 
448 disqualify a taxpayer from using 
the cash method occur after the time 
prescribed under applicable proce- 
dures for filing the Form 3115, the 
filing of such form shall not be 
considered late if such form is filed 
on or before 30 days after the close 
of the taxable year. 

(i) Effective date — (I) In general. 
Except as provided in paragraph 
(i)(2) of this section, this section 
applies to any taxable year beginning 
after December 31, 1986. 

(2) Election out of section 448 — (i) 
In general. A taxpayer may elect not 
to have this section apply to any (A) 
transaction with a related party 
(within the meaning of section 267(b) 
of the Internal Revenue Code of 
1954, as in effect on October 21, 
1986), (B) loan, or (C) lease, if such 
transaction, loan, or lease was en- 
tered into on or before September 
25, 1985. Any such election described 
in the preceding sentence may be 
made separately with respect to each 
transaction, loan, or lease. For rules 
relating to the making of such elec- 
tion, see 26 CFR 5h. 5 (temporary 
regulations relating to elections un- 
der the Tax Reform Act of 1986) 
[Treasury Decision 8124, 1987-1 C. B. 
353]. Notwithstanding the provisions 
of this paragraph (i)(2), the gross 
receipts attributable to a transaction, 
loan, or lease described in this para- 
graph (i)(2) shall be taken into ac- 
count for purposes of the $5, 000, 000 
gross receipts test described in para- 
graph (f) of this section. 

(ii) Special rules for loans. If the 
taxpayer makes an election under 
paragraph (i)(2)(i) of this section with 
respect to a loan entered into on or 
before September 25, 1985, the elec- 
tion shall apply only with respect to 
amounts that are attributable to the 
loan balance outstanding on Septem- 
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ber 25, 1985. The election shall not 
apply to any amounts advanced or 
lent after September 25, 1985, re- 
gardless of whether the loan agree- 
ment was entered into on or before 
such date. Moreover, any payments 
made on outstanding loan balances 
after September 25, 1985, shall be 
deemed to first extinguish loan bal- 
ances outstanding on September 25, 
1985, regardless of any contrary 
treatment of such loan payments by 
the borrower and lender. 

$1. 448-2T Nonaccrual of certain 
amounts by service providers (tempo- 
rary j. 

(a) In general. Except as otherwise 
provided, this section applies to any 
person using an accrual method of 
accounting with respect to amounts 
to be received from the performance 
of services by such person. This 
section applies to such persons re- 
gardless of whether such persons 
changed their method of accounting 
from the cash method under section 
448. For example, this section applies 
to a taxpayer who used an overall 
accrual method of accounting in tax- 
able years prior to 1987. 

(b) Nonaccrual-experience method; 
treatment as method of accounting. 
Any person to whom this section 
applies is not required to accrue any 
portion of amounts to be received 
from the performance of services 
which, on the basis of experience, 
will not be collected. This nonaccrual 
of amounts to be received for the 
performance of services shall be 
treated as a method of accounting 
under the Code (the nonaccrual- 
experience method). 

(c) Method not available if interest 
charged on amounts due — (I) In gen- 
eral. The nonaccrual-experience 
method of accounting may not be 
used with respect to amounts due for 
which interest is required to be paid, 
or for which there is any penalty for 
failure to timely pay any amounts 
due. For this purpose, interest or 
penalties for late payment will be 
deemed to be charged by a taxpayer 
if such treatment is in accordance 
with the economic substance of a 
transaction, regardless of the charac- 
terization of the transaction by the 
parties, or the treatment of the trans- 
action under state or local law. How- 
ever, the offering of a discount for 
early payment of an amount due will 
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not be regarded as the charging of 
interest or penalties for late payment 
under this section, if (i) the full 
amount due is otherwise accrued as 
gross income by the taxpayer at the 
time the services are provided, and 
(ii) the discount for early payment is 
treated as an adjustment to gross 
income in the year of payment, if 
payment is received within the time 
required for allowance of such dis- 
count. 

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

Example. X uses an accrual method of 
accounting for amounts to be received from 
the provision of services. For such amounts, X 
has two billing methods. Under one method, 
for amounts that are more than 90 days past 
due, X charges interest at a market rate until 
such amounts (together with interest) are paid. 
Under the other billing method, X charges no 
interest for amounts past due. X cannot use 
the nonaccrual-experience method of account- 
ing with respect to any of the amounts billed 
under the method that charges interest on 
amounts that are more than 90 days past due. 
X may, however, use the nonaccrual-experi- 
ence method with respect to the amounts billed 
under the method that does not charge interest 
for amounts past due. 

(d) Method not available for cer- 
tain receivables. The nonaccrual- 
experience method of accounting may 
be used only with respect to amounts 
earned by the taxpayer and otherwise 
recognized in income (an account 
receivable) through the performance 
of services by such taxpayer. For 
example, the nonaccrual-experience 
method may not be used with respect 
to amounts owed to the taxpayer by 
reason of the taxpayer's activities 
with respect to (1) lending money; (2) 
selling goods; or (3) acquiring receiv- 
ables or other rights to receive pay- 
ment from other persons (including 
persons related to the taxpayer) re- 
gardless of whether those other per- 
sons earned such amounts through 
the provision of services. 

(e) Use of experience to estimate 
uncollectible amounts — (1) In gen- 
eral. In determining the portion of 
any amount due which, on the basis 
of experience, will not be collected, 
the formula prescribed by paragraph 
(e)(2) of this section shall be used by 
the taxpayer with respect to each 
separate trade or business of the 
taxpayer. No other method or for- 
mula may be used by a taxpayer in 

determining the uncollectible amounts 
under this section. 

(2) Six-year moving average — (i) 
General rule. For any taxable year 
the uncollectible amount of a receiv- 
able is the amount which bears the 
same ratio to the account receivable 
outstanding at the close of the tax- 
able year as (A) the total bad debts 
with respect to accounts receivable 
sustained during the period consisting 
of the taxable year and the five 
preceding taxable years (or with the 
approval of the Commissioner, a 
shorter period), adjusted for recover- 
ies of bad debts during such period, 
bears to (B) the sum of the accounts 
receivable at the close of such six (or 
fewer) taxable years. Accounts receiv- 
able described in paragraphs (c) and 
(d) of this section are not taken into 
account in computing the ratio. 

(ii) Period of less than six years. A 
period shorter than six years gener- 
ally will be appropriate only if there 
is a change in the type of a substan- 
tial portion of the outstanding ac- 
counts receivable such that the risk 
of loss is substantially increased. A 
decline in the general economic 
conditions in the area, which sub- 
stantially increases the risk of loss, is 
a relevant factor in determining 
whether a shorter period is appropri- 
ate. However, approval to use a 
shorter period will not be granted 
unless the taxpayer supplies specific 
evidence that the loans outstanding at 
the close of the taxable years for the 
shorter period requested are not com- 
parable in nature and risk to loans 
outstanding at the close of the six 
taxable years. A substantial increase 
in a taxpayer's bad debt experience, 
is not, by itself, sufficient to justify 
the use of a shorter period. If ap- 
proval is granted to use a shorter 
period, the experience for the ex- 
cluded taxable years shall not be used 
for any subsequent year. A request 
for approval to exclude the experi- 
ence of a prior taxable year shall be 
made in accordance with the applica- 
ble procedures for requesting a letter 
ruling and shall include a statement 
of the reasons such experience should 
be excluded. A request will not be 
considered unless it is sent to the 
Commissioner at least 30 days before 
the close of the first taxable year for 
which such approval is requested. 

(iii) Special rule for new taxpayers. 
In the case of any current taxable 
year which is preceded by less than 5 

taxable years, paragraph (e)(2)(i) of 
this section shall be applied by using 
the experience of the current year 
and the actual number of preceding 
taxable years. However, for this pur- 
pose, experience from preceding tax- 
able years of a predecessor trade or 
business may be used in applying 
paragraph (e)(2)(i) of this section. 

(3) Mechanics of nonaccrual-expe- 
rience method. The nonaccrual- 
experience method shall be applied 
with respect to each account receiv- 
able of the taxpayer which is eligible 
for such method. With respect to a 
particular account receivable, the tax- 
payer will determine, in the manner 
prescribed in paragraph (e) of this 
section, the amount of such account 
receivable that is not expected to be 
collected. Such determination shall be 
made only once with respect to each 
account receivable, regardless of the 
term of such receivable. The esti- 
mated uncollectible amount shall not 
be recognized as gross income. Thus, 
the amount recognized as gross in- 
come shall be the amount that would 
otherwise be recognized as gross in- 
come with respect to the account 
receivable, less the amount which is 
not expected to be collected. Upon 
the collection of the account receiv- 
able, additional gross income shall be 
recognized with respect to the collec- 
tion of any amount not initially 
expected to be collected. Similarly, 
no bad debt deduction under section 
166 for a wholly or partially worth- 
less account receivable shall be al- 
lowed for any amount not previously 
taken into income under the nonac- 
crual-experience method. 

(4) Examples. The following exam- 
ples illustrate the provisions of para- 
graph (e) of this section: 

Example (lj. X is a calendar year service 
provider that uses an accrual method of 
accounting with respect to the amounts (ac- 
counts receivable) to be received from the 
provision of services. X does not require the 
payment of interest or penalties with respect to 
past due accounts receivable. Assume that 
under this section, X adopts for taxable year 
1987 the nonaccrual-experience method of ac- 
counting with respect to its accounts receiv- 
able. Further, assume that X's accounts receiv- 
able and bad debt experience with respect to 
those receivables for the current and five 
preceding taxable years is as follows: 
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Years 

1982 
1983 
1984 
1985 
1986 
1987 

Accounts 
receivables 

$30, 000 
40, 000 
50, 000 
60, 000 
70, 000 
80, 000 

$330, 000 

Bad debts 
adjusted for 

recoveries 

$5, 700 
7, 200 

11, 000 
10, 200 
14, 000 
16, 800 

$64, 900 

Thus, the ratio of the bad debts (adjusted for 
recoveries) for the current and five preceding 
taxable years to the total accounts receivable 
over the same period is 19. 67to ($64, 900/ 
$330, 000). Assume that the $80, 000 of the 
accounts receivable outstanding as of the close 
of the tax year 1987 consist of sixteen separate 
accounts receivable. The noncollectible amount 
of each receivable is 19. 67'Vo. The amount of 
these accounts receivable and the noncollectible 
amount of each is as follows: 

Accounts 
receivables 

I. $ 5, 200 
2. 7, 300 
3. 3, 200 
4. 4, 300 
5. 1, 700 
6. 4, 000 
7. 6, 300 
8. 8, 000 
9. 3, 200 
10. 6, 100 
11. 2, 700 
12. 8, 000 
13. 900 
14. 10, 000 
15. 7, 100 
16. 2, 000 

$80, 000 

Applicable 
ratio 
. 1967 
. 1967 
. 1967 
. 1967 
. 1967 
. 1967 
. 1967 
. 1967 
. 1967 
. 1967 
. 1967 
. 1967 
. 1967 
. 1967 
. 1967 
. 1967 

Uncollectible 
amount 

$1, 022. 84 
1, 435. 91 

629. 44 
845. 81 
334. 39 
786. 80 

1, 239. 21 
1, 573. 60 

629. 44 
1, 199. 87 

531. 09 
1, 573. 60 

177. 03 
1, 967. 00 
1, 396. 57 

393. 40 
$15, 736. 00 

For taxable year 1987, X will not accrue as 
income $15, 736 of its total accounts receivable 
of $80, 000. 

Example (2j. The facts are the same as in 
example (I). In 1988 the entire amount of 
account receivable number 8 becomes wholy 
worthless. Since in 1987 X did not accrue as 
income under the nonaccrual-experience 
method $1, 573. 60 of that account receivable, 
no deduction under section 166 is allowable 
with respect to that amount of the account 
receivable; a deduction of $6, 426. 40 under 
section 166 is allowable for 1988. 

Example (3). The facts are the same as in 
example (I). In 1988 X collects, in full, 
account receivable number 5. Accordingly, in 
1988 X must recognize additional gross income 
of $334. 39, the amount of the account receiv- 
able that was initially considered uncollectible. 

(f) [Reserved]. 

(g) Coordination of change in ac- 
counting method with section 48l— 
(1) Taxpayers required to change 
tlteir method of accounting under 
section 448. The provisions of this 

paragraph (g)(1) apply to taxpayers 
who under (I1. 448-1T(h) change from 

the cash method as required by sec- 

tion 448 and who also change under 

paragraph (h) of this section to a 
method of accounting that includes 
the nonaccrual-experience method. 
With respect to such taxpayers, the 
section 481(a) adjustment resulting 
from the change in method of ac- 
counting to the nonaccrual-experience 
method shall be combined or netted 
with the section 481(a) adjustment 
applicable to the change in method 
of accounting required under section 
448. The resulting amount shall then 
be taken into account in accordance 
with the provisions of $1. 448-1T(g) 
applicable to the change in method 
of accounting required by section 
448 ~ 

(2) Taxpayers not requi red to 
change their method of accounting 
under section 448. The provisions of 
this paragraph (g)(2) apply to taxpay- 
ers who are not required by section 
448 to change their method of ac- 
counting (e. g. , taxpayers who were 
using an accrual method of account- 
ing for taxable years preceding 1987) 
and who change to the nonaccrual- 
experience method under paragraph 
(h)(3) of this section. With respect to 
such taxpayers, the section 481(a) 
adjustment resulting from the change 
in method of accounting to the 
nonaccrual-experience method shall 
be taken into account ratably over 
four taxable years. The provisions of 
this paragraph (g)(2) shall apply to 
any taxpayer regardless of whether 
such taxpayer was required to change 
its method of accounting for bad 
debts under section 805 of the Tax 
Reform Act of 1986. 

(h) Changes in method of account- 
ing to nonaccrual-experience 
method — (1) Automatic changes to 
overall accrual method. The provi- 
sions of this paragraph (h)(1) apply 
to taxpayers who change from the 
cash method as required by section 
448, and change to an overall accrual 
method of accounting under the au- 
tomatic change provisions of 
$1. 448-1T(h)(2). Taxpayers to whom 
this paragraph (h)(1) applies may 
automatically change their method of 
accounting to the nonaccrual-expe- 
rience method under this paragraph 
(h)(1), if they otherwise qualify under 
this section for the use of such 
method. Taxpayers changing to the 
nonaccrual-experience method under 

Section 448 

this paragraph (h)(1) shall comply 
with the provisions of (11. 448-1T 
(h)(2). Moreover, such taxpayers shall 
type or legibly print the following 
statement at the top of page 1 of 
Form 3115: "Automatic Change to 
Nonaccrual Experience Method — Sec- 
tion 448. " The consent of the Com- 
missioner to the change in method of 
accounting is granted to taxpayers 
changing to the nonaccrual-experi- 
ence method under this paragraph 
(h)(1). 

(2) Changes to a method other 
than overall accrual method. The 
provisions of this paragraph (h)(2) 
apply to taxpayers who change from 
the cash method as required by sec- 
tion 448 and who also change to a 
permissible special method of ac- 
counting under $1. 448-1T(h)(3). Tax- 
payers to whom this paragraph (h)(2) 
applies may change their method of 
accounting to the nonaccrual-expe- 
rience method under this paragraph 
(h)(2). Taxpayers changing to the 
nonaccrual-experience method under 
this paragraph (h)(2) shall comply 
with the provisions of $1. 448-1T 
(h)(3) ~ Moreover, such taxpayers shall 
type or legibly print the following 
statement on the top of page I of 
Form 3115: "Change to Nonaccrual- 
Experience Method and Special 
Method of Accounting-Section 448 ~" 
The consent of the Commissioner to 
the change in method of accounting 
is granted to taxpayers changing to 
the nonaccrual-experience method un- 
der this paragraph (h)(2) ~ 

(3) Taxpayers not required to 
change their method of accounting 
under section 448. The provisions of 
this paragraph (h)(3) apply to taxpay- 
ers who are not required by section 
448 to change their method of ac- 
counting for the taxable year in 
which such taxpayers desire to adopt 
the nonaccrual-experience method 
(e. g. , taxpayers who were using an 
accrual method of accounting for 
taxable years preceding 1987) ~ Such 
taxpayers may automatically change 
their method of accounting to the 
nonaccrual-experience method under 
the provisions of this paragraph 
(h)(3), for their taxable year begin- 
ning in 1987, if they otherwise qual- 
ify under the provisions of this sec- 
tion for the use of such method. 
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Taxpayers changing to the nonac- 
crual-experience method for their tax- 
able year beginning in 1987 shall 
complete and file a current Form 
3115. The Form 3115 shall be filed 
no later than the due date (including 
extension) of the taxpayer's federal 
income tax return for the year of 
change and shall be attached to that 
return. Moreover, the taxpayer shall 

type or legibly print the following 
statement at the top of page 1 of 
Form 3115: "Automatic Change to 
Nonaccrual Experience Method— 
Taxpayer not Required to Change 
Method of Accounting Under Section 
448. " The consent of the Commis- 
sioner to the change in method of 
accounting is granted to taxpayers 
changing to the nonaccrual-expe- 
rience method for their taxable year 
beginning in 1987 under this para- 
graph (h)(3). With respect to taxpay- 
ers described in this paragraph (h)(3) 
who desire to change to the non- 
accrual-experience method for a tax- 
able year beginning after December 
31, 1987, such taxpayers shall submit 
an application for change in account- 
ing method under the administrative 
procedures applicable to taxpayers at 
the time of change, including the 
applicable procedures regarding the 
time and place of filing the applica- 
tion for change in method. Taxpayers 
described in the preceding sentence 
include taxpayers who were required 
to change their method of accounting 
under section 448 for an earlier tax- 
able year, but who did not change to 
the nonaccrual-experience method at 
that time. 

(i) Effective dale. This section ap- 
plies to any taxable year beginning 
after December 31, 1986. 

Par. 3. The authority for Part 602 
continues to read: Authority: 26 
C. F. R. 7805. 

Par. 4. Section 602. 106(c) is 
amended by inserting in the appropri- 
ate place in the table "III. 448-1T 
(h)(2) and (3). . . 1545-0152, '' " 

$ 1. 448-2T(e) (2)(i). . . 1545-0152, " 
and "III. 448-2T(h)(1), (2) and (3) 
. . . 1545-0152. " 

There is a need for immediate 
guidance with respect to the provi- 
sions contained in this Treasury deci- 
sion. For this reason it is impractica- 
ble to issue this Treasury decision 
with notice and public procedure un- 
der subsection (b) of section 553 of 
Title 5 of the United States Code or 

subject to the effective date limita- 
tion of subsection (d) of that section. 

LAWRENCE B. GIBBS, 
Commissioner of 

Internal Revenue. 

Approved May 29, 1987. 

J. ROGER MENTZ, 
Assistant Secretary of 

the Treasury. 

(Filed by the Office of the Federal Register on 
June 12, 1987, at 8:45 a. m. , and published 
in the issue of the Federal Register on June 
16, 1987, 52 F. R. 22764) 

Subpart B. -Taxable Year for Which Items of Gross Income 

included 

Section 454. — Obligations Issued At 
Discount 

26 CFR 1. 454-1: Obligations issued at dis- 
counl. 

If a taxpayer transfers United States savings 
bonds to the taxpayer's spouse or former 
spouse in a transfer described in section 
1041(a) of the Code, must the taxpayer include 
the deferred, accrued interest on the bonds in 
gross income in the year of the transfer? See 
Rev. Rul. 87-112, page 207. 

Subpart C. -Taxable Year for Which Deductions Taken 

Section 461. — General Rule for 
Taxable Year of Deduction 

26 CFR 1. 461-1: General rule for taxable year 
of deduction. 

Ct. D. 2039 

SUPREME COURT OF THE 
UNITED STATES 

No. 85-1385 

United States, Petitioner v. General 
Dynamics Corp. , et al 

[481 U. S. ] 

On Writ of Certiorari to the United 
States Court of Appeals for the 

Federal Circuit 

April 22, 1987 

Syllabus 

Under the "all events" test, as embodied in 
Treasury Regulations, an accrual basis tax- 
payer is entitled to deduct a business expense 
for the taxable year in which all events have 
occurred which determine the fact of the 
taxpayer's liability, and in which the amount 
of that liability can be determined with reason- 
able accuracy. In the year at issue, a consoli- 
dated federal income tax return was filed by 

General Dynamics Corporation and several of 
its wholly-owned subsidiaries (hereafter respon- 
dent). Respondent is an accrual basis taxpayer 
whose fiscal year is the calendar year. Begin- 
ning in 1972, it became a self-insurer with 
regard to its employee medical care plan. To 
receive medical payment reimbursements, em- 

ployees must submit claims forms to employee 
benefits personnel, who verify eligibility and 
forward worthy claims to the plan's adminis- 
trators, whose claims processors review the 
claims and approve covered expenses for pay- 
ment. To account for the delay between the 
provision of medical services and the payment 
of claims, respondent established reserve ac- 
counts reflecting its liability for medical care 
received, but still not paid for, as of December 
31, 1972. On its amended 1972 tax return, 
respondent sought a refund based on its 
claimed deduction of its reserve as an accrued 
expense. The Internal Revenue Service disal- 
lowed the deduction, but the Claims Court 
sutained it, holding that "all events" which 
determined the fact of respondent's liability 
had taken place when its employees received 
covered services, and that the amount of 
liability could be determined with reasonable 
accuracy. The Court of Appeals affirmed. 

Held: Where filing of claims is a condition 
precedent to liability, an accrual basis taxpayer 
providing medical benefits to its employees 
cannot deduct at the close of the taxable year 
an estimate of its obligation to pay for medical 
care obtained by employees or their qualified 
dependents during the final quarter of the 
year, claims for which have not been reported 
to the employer. 

(a) The proposed deduction fails the "all 
events" test because it depends on a mere 
estimate of respondent's liability based on 
events that had not occurred before the close 
of the 1972 taxable year. The last event 
necessary to fix the respondent's liability was 
not the receipt of medical care by covered 
individuals, but the filing of properly docu- 
mented claims forms. Such filing is not a mere 
technicality, nor is the possibility that some 
employees might not file claims after receiving 
services "extremely remote and speculative. " 

(b) Respondent has not demonstrated that 
its liability as to any medical care claims was 

firmly established as of the close of the 1972 
taxable year. Although the parties stipulated 
that respondent had not received claims for all 
services rendered during the year by the year' s 
end, and that some claims received had not 
been processed at that time, respondent failed 
to show what portion of the claims had been 
filed by the end of the year, or even that it 
knew of specific claims that had been filed but 
not yet processed. The fact that respondent 

may have been able to make a reasonably 
accurate actuarial estimate of how many 
claims would be filed for the last quarter of 
1972 cannot justify a deduction. If the "all 
events" test permitted such a deduction, Con- 
gress would not have retained 26 U. S. C, 
rI832(b)(5), which allows insurance companies 
to deduct additions to reserves for "incurred 
but not reported" claims. 

773 F. 2d 1224, reversed. 

MARSHALL, J. , delivered the opin- 
ion of the Court, in which REHNQU 

IsT, C. J. , and BRENNAN, WHITE, 
PowELL, and ScALIA, J J. , joined. 
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O) 
QNNQR, J. , filed a dissenting 

p'»on, in which BLAcKMUN and 
STEYENS J J. jotned 

U8TicE MARsHALL delivered the 
optnion of the Court. 

The issue in this case is whether an 
accrual basis taxpayer providing med- 
ical benefits to its employees may 
deduct at the close of the taxable 
year an estimate of its obligation to 
pay for medical care obtained by 
employees or their qualified depen- 
dents during the final quarter of the 
year, claims for which have not been 
reported to the employer. 

I 
Taxpayers, respondents herein, are 

the General Dynamics Corporation 
and several of its wholly-owned sub- 
sidiaries (General Dynamics). ' Gen- 
eral Dynamics uses the accrual 
method of accounting for federal tax 
purposes; its fiscal year is the same 
as the calendar year. From 1962 until 
October 1, 1972, General Dynamics 
purchased group medical insurance 
for its employees and their qualified 
dependents from two private insur- 
ance carriers. Beginning in October, 
1972, General Dynamics became a 
self-insurer with regard to its medical 
care plans. Instead of continuing to 
purchase insurance from outside car- 
riers, it undertook to pay medical 
claims out of its own funds, while 
continuing to employ private carriers 
to administer the medical care plans. 

To receive reimbursement of ex- 
penses for covered medical services, 
respondent's employees submit claims 
forms to employee benefits person- 
nel, who verify that the treated per- 
sons were eligible under the applica- 
ble plan as of the time of treatment. 
Eligible claims are then forwarded to 
the plan's administrators. Claims 
processors review the claims and ap- 
prove for payment those expenses 
that are covered under the plan. 

Because the processing of claims 
takes time, and because employees do 
not always file their claims immedi- 

ately, there is a delay between the 
provision of medical services and 
payment by General Dynamics. To 
account for this time lag, General 
Dynamics established reserve ac- 
counts to reflect its liability for medi- 

cal care received, but still not paid 

1Respondents filed a consolidated federal in- 

come tax return for 1972, the year at issue 
We therefore treat them as a single 

entity 

for, as o f December 31, 1972. It 
estimated the amount of those re- 
serves with the assistance of its 
former insurance carriers. 

Originally, General Dynamics did 
not deduct any portion of this re- 
serve in computing its tax for 1972. 
ln 1977, however, after the IRS 
began an audit of its 1972 tax return, 
General Dynamics filed an amended 
return, claiming it was entitled to 
deduct its reserve as an accrued ex- 
pense, and seeking a refund. The IRS 
disallowed the deduction, and Gen- 
eral Dynamics sought relief in the 
Claims Court. 

The Claims Court sustained the 
deduction, holding that it satisfied 
the "all events" test embodied in 
Treas. Reg. 1. 461-1(a)(2), 26 CFR 
1. 461-1(a)(2) (1986), since "all 
events" which determined the fact of 
liability had taken place when the 
employees received covered services, 
and the amount of liability could be 
determined with reasonable accuracy. 
Thus, the court held that General 
Dynamics was entitled to a refund. 6 
CI. Ct. 250 (1984). The Court of 
Appeals for the Federal Circuit af- 
firmed, largely on the basis of the 
Claims Court opinion. 773 F. 2d 
1224, 1226 (1985). 

The United States sought review of 
the question whether all the events 
necessary to fix liability had oc- 
curred. ' We granted certiorari, 476 
U. S. — (1986). We reverse. 

As we noted in United States v. 
Hughes Properties, Inc. , 476 U. S. 

(1986), [Ct. Dec. 2033, 
1986-2 C. B. 63] whether a business 
expense has been "incurred" so as to 
entitle an accrual-basis taxpayer to 
deduct it under (1162(a) of the Inter- 
nal Revenue Code, 26 U. S. C. 
(1162(a), is governed by the "all 
events" test that originated in United 
States v. Anderson, 269 U. S. 422, 
441 (1926) [T. D. 3839, V-1 C. B. 
179]. In Anderson, the Court held 
that a taxpayer was obliged to deduct 
from its 1916 income a tax on profits 
from munitions sales that took place 
in 1916. Although the tax would not 
be assessed and therefore would not 

~The United States did not seek review of 
whether the amount of liability in this case 
could be determined with reasonable accuracy. 
See Pet. for Cert. 13, n. 2. 

Section 461 

formally be due until 1917, all the 
events which fixed the amount of the 
tax and determined the taxpayer's 
liability to pay it had occurred in 
1916. The test is now embodied in 
Treas. Reg. 1. 461-1(a)(2), 26 CFR 
()1. 461-1(a)(2) (1986), which provides 
that "[u]nder an accrual method of 
accounting, an expense is deductible 
for the taxable year in which all the 
events have occurred which determine 
the fact of the liability and the 
amount thereof can be determined 
with reasonable accuracy. " Ibid. s 

The "all events" test has been incorporated 
into the Internal Revenue Code by the Deficit 
Reduction Act of 1984, Pub. L. 98-369, 98 
Stat 598, 607, 26 U. S. C. $461(h)(4) (1982 ed. 
supp. III). Section 461(h) imposed limits on 
the application of the test, providing that "in 
determining whether an amount has been 
incurred with respect to any item during any 
taxable year, the all events test shall not be 
treated as met any earlier than when economic 
performance with respect to such item oc- 
curs. " $461(h)(1). The pertinent portions of 
the 1984 amendments were retained in the Tax 
Reform Act of 1986. 

Section 461(h) does not apply in this case. It 
became effective as of July 18, 1984, the date 
of the enactment of the Deficit Reduction Act. 
See $91(g)(I)(A), 26 U. S. C. ()46l note (1982 
ed. supp. III). While that statute permits a 
taxpayer to elect the application of $461(h) to 
amounts incurred on or before July 18, 1984, 
see $91(g)(2), there is no indication that the 
taxpayer here has done so. We do not address 
how this case would be decided under 11461(h), 
but note that the legislative history of the Act 
indicates that, "[i]n the case of. . . employee 
benefit liabilities, which require a payment by 
the taxpayer to another person, economic 
performance occurs as the payments to such 
person are made. " H. R. Rep. No. 98-432, pt. 
2, p. 1255 (1984); see also H. Conf. Rep. No. 
98-861, p. 872 (1984). 

It is fundamental to the "all 
events" test that, although expenses 
may be deductible before they have 
become due and payable, liability 
must first be firmly established. This 
is consistent with our prior holdings 
that a taxpayer may not deduct a 
liability that is contingent, see Lucas 
v. American Code Co. , 280 U. S. 
445, 452 (1930) [Ct. D. 168, IX-1 
C. B. 314], or contested, see Security 
Flour Mills Co. v. Commissioner of 
Internal Revenue, 321 U. S. 281, 284 
(1944) [Ct. D. 1603, 1944 C. B. 526]. 
Nor may a taxpayer deduct an esti- 
mate of an anticipated expense, no 
matter how statistically certain, if it is 
based on events that have not oc- 
curred by the close of the taxable 

&The regulation in force in 1972 was identical 
to the present version. See 26 CFR 
$1. 461-1(a)(2) (1972). 
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year. Brown v. Helvering, 291 U. S. 
193, 201 (1934) [Ct. D. 786, XIII-1 
C. B. 223]; cf. American Automobile 
Assn. v. United States, 367 U. S. 687, 
693 (1961) [Ct. Dec. 1865, 1961-2 
C. B. 245]. 

We think that this case, like 
Brown, involves a mere estimate of 
liability based on events that had not 
occurred before the close of the 
taxable year, and therefore the pro- 
posed deduction does not pass the 
"all events" test. We disagree with 
the legal conclusion of the courts 
below that the last event necessary to 
fix the taxpayer's liability was the 
receipt of medical care by covered 
individuals. 4 A person covered by a 
plan could only obtain payment for 
medical services by filling out and 
submitting a health expense benefits 
claim form. App. 23. Employees 
were informed that submission of 
satisfactory proof of the charges 
claimed would be necessary to obtain 
payment under the plans. App. 58. 
General Dynamics was thus liable to 
pay for covered medical services only 
if properly documented claims forms 
were filed. ' Some covered individu- 
als, through oversight, procrastina- 
tion, confusion over the coverage 
provided, or fear of disclosure to the 
employer of the extent or nature of 
the services received, might not file 
claims for reimbursement to which 

they are plainly entitled. Such filing 
is not a mere technicality. It is 

crucial to the establishment of liabil- 

ity on the part of the taxpayer. Nor 
does the failure to file a claim repre- 
sent the type of "extremely remote 
and speculative possibility" that we 
held in Hughes, 476 U. S. , at, did 
not render an otherwise fixed liability 

4We do not challenge the Claims Court's 
factual conclusion that the processing of the 
claims was "routine, " "clerical, " and "minis- 
terial in nature, " 6 CI. Ct. 250, 254 (1984). 
The Claims Court did not, however, make any 
factual findings with respect to the filing of 
claims. We conclude that, as a matter of law, 
the filing of a claim was necessary to create 
liability. 

sGeneral Dynamics could not avoid its obliga- 
tion to pay for services after they were 
received by, for example, discharging the em- 

ployee. If an employee were terminated after 
receiving covered services but before filing a 
claim, the taxpayer would still be obliged to 
reimburse that employee, App. 22 — but only in 
the evenl that the employee filed a claim form. 
The filing of the claim is thus a true condition 
precedent to liability on the part of the 
taxpayer. 

contingent. Cf. Lucas v. North Texas 
Lumber Co. , 281 U. S. 11, 13 (1930) 
[Ct. D. 169, IX-1 C. B. 294] (where 
executory contract of sale was cre- 
ated in 1916 but papers necessary to 
effect transfer were not prepared un- 
til 1917, unconditional liability for 
the purchase price was not created in 
1916 and the gain from the sale was 
therefore not realized until 1917). 
Mere receipt of services for which, in 
some instances, claims will not be 
submitted does not, in our judgment, 
constitute the last link in the chain of 
events creating liability for purposes 
of the "all events" test. 

The parties stipulated in this case 
that as of December 31, 1972, the 
taxpayer had not received all claims 
for medical treatment services ren- 
dered in 1972, and that some claims 
had been filed for services rendered 
in 1972 that had not been processed. 
App. 26. The record does not reflect 
which portion of the claims against 
General Dynamics for medical care 
had been filed but not yet processed 
and which portion had not even been 
filed at the close of the 1972 tax 
year. The taxpayer has the burden of 
proving its entitlement to a deduc- 
tion. Helvering v. Taylor, 293 U. S. 
507, 514 (1935) [CT. D. 912, 1935-1 
C. B. 168]. Here, respondent made no 
showing that, as of December 31, 
1972, it knew of specific claims 
which had been filed but which it 
had not yet processed. Because the 
taxpayer failed to demonstrate that 
any of the deducted reserve repre- 
sented claims for which its liability 
was firmly established as of the close 
of 1972, all the events necessary to 
establish liability were not shown to 
have occurred, and therefore no de- 
duction was permissible. 

This is not to say that the taxpayer 
was unable to forecast how many 
claims would be filed for medical 
care received during this period, and 
estimate the liability that would arise 
from those claims. Based on actuarial 
data, General Dynamics may have 
been able to make a reasonable esti- 
mate of how many claims would be 
filed for the last quarter of 1972. But 
that alone does not justify a deduc- 
tion. In Brown, supra, the taxpayer, 
a general agent for insurance compa- 
nies, sought to take a deduction for a 
reserve representing estimated liability 
for premiums to be returned on the 

percentage of insurance policies it 

anticipated would be cancelled in 

future years. The agent may well 

have been capable of estimating with 

a reasonable degree of accuracy the 
ratio of cancellation refunds to P«- 
miums already paid and establishing 
its reserve accordingly. Despite the 
"strong probability that many of the 
policies written during the taxable 
year" would be cancelled, 291 U. S. , 
at 201, the Court held that "no 
liability accrues during the taxable 
year on account of cancellations 
which it is expected may occur in 

future years, since the events neces- 
sary to create the liability do not 
occur during the taxable year. " 291 
U. S. , at 200. A reserve based on the 
proposition that a particular set of 
events is likely to occur in the future 
may be an appropriate conservative 
accounting measure, but does not 
warrant a tax deduction. See Ameri- 
can Automobile Assn. v. United' 

States, 367 U. S. , at 692 [CT. D. 
1865, 1961-2 C. B. 245]; Lucas v. 
American Code Co. , 280 U. S. , at 
452 [CT. D. 168, IX-1 C. B. 314 
(930)]. 

That these estimated claims were 
not intended to fall within the "all 
events" test is further demonstrated 
by the fact that the Internal Revenue 
Code specifically permits insurance 
companies to deduct additions to 
reserves for such "incurred but not 
reported" (IBNR) claims. See 26 
U. S. C. $832(b)(5) (providing that an 
insurance company may treat as 
losses incurred "all unpaid losses 
outstanding at the end of the taxable 
year"); $832(c)(4) (permitting deduc- 
tion of losses incurred as defined in 

5832(b)(5)). s If the "all events" test 
permitted the deduction of an esti- 
mated reserve representing claims 
that were actuarially likely but not 
yet reported, Congress would not 
have needed to maintain an explicit 
provision that insurance companies 
could deduct such reserves. ' 

General Dynamics did not show 
that its liability as to any medical 
care claims was firmly established as 

sDuring the time that private insurance carriers 
provided insurance coverage for General Dy- 
namics employees, the insurers maintained 
serves for IBNR claims and deducted those 
reserves in the tax year in which the services 
were received. 6 Cl. Ct. , at 252. 

7Respondent has never sought to be treated as 
an insurance company entitled to take IBNR 
deductions under the provisions of Subchapter 
L. 
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« the close of the 1972 tax year, and 
ts therefore entitled to no deduction. 
The judgment of the Court of Ap- 
peals is 

Reversed. 

26 CFR 1. 461-1: Genera! rule for taxable year 
of deduction. 

Whether deduction for fees paid to receive 
trading signals may not be claimed any earlier 
than when economic performance occurs. See 
Rev. Rul. 87-63, page 210. 

Section 463. — Accrual of Vacation 
Pay 

26 CFR 1. 463-1T: Transitional rule for vested 
accrued vacation pay, 

Expeditious approval provisions for a tax- 
payer that desires to make a section 463 
election under section 91(i) of the Tax Reform 
Act of 1984 as modified and extended by 
section 1851(b)(1) of the Tax Reform Act of 
1986 and for a taxpayer that made a valid 
section 463 election under section 91(i) of the 
Tax Reform Act of 1984 that desires to treat 
the election as a change in method of account- 
ing in accordance with section 1851(b)(1)(A) of 
the Tax Reform Act of 1986. See Rev. Proc. 
87-55, page 671. 

26 CFR 10. 2: Election to accrue vacation pay. 

Expeditious approval provisions for a tax- 

payer that desires to make a section 463 
election under section 91(i) of the Tax Reform 
Act of 1984 as modified and extended by 
section 1851(b)(l) of the Tax Reform Act of 
1986 and for a taxpayer that made a valid 

section 463 election under section 91(i) of the 

Tax Reform Act of 1984 that desires to treat 

the election as a change in method of account- 

ing in accordance with section 1851(b)(1)(A) of 
the Tax Reform Act of 1986. See Rev. Proc. 
87-55, page 671. 

Section 467. — Certain Payments for 
the Use of Property or Services 

The adjusted applicable federal short-term, 
mid-term and long-term rates are set forth for 
the month of July 1987. See Rev. Rul. 87-55, 
page 212. 

The adjusted applicable federal short-term, 
mid-term and long-term are set forth for the 

month of August 1987. See Rev. Rul. 87-68, 

page 213. 

adjusted applicable federal short-term, 

mid term and long-term rates are set forth for 

the month of SePtember 1987. See Rev. Rul. 

87 83, page 214. 

The adjusted applicable federal short-term, 
mid-term and long-term rates are set forth for 
the month of October 1987. See Rev. Rul 

87-100, page 214. 

The adjusted applicable federal short-term, 

mid-term and long-term are set forth for the 

month of November 1987. See Rev. Rul. 
87-109, page 215. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of December 1987. See Rev. Rul. 
87-128, page 216. 

Section 468. — Special Rules for 
Mining and Solid Waste Reclamation 
Closing Costs 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of July 1987. See Rev. Rul. 87-55, 
page 212. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of August 1987. See Rev. Rul. 
87-68, page 213. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of September 1987. See Rev. Rul. 
87-83, page 214. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of October 1987. See Rev. Rul. 
87-100, page 214. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of November 1987. See Rev. Rul. 
87-109, page 215. 

The ad)usted apphcable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of December 1987. See Rev. Rul. 
87-128, page 216. 

Section 469. — Passive Activity 
Losses and Credits Limited 

In determining the allocation of interest ex- 
pense for purposes of applying the limitation 
on passive activity investment interest. See 
T. D. 8145, page 47. 

Section 471 

Subpart D. -inventories 

Section 471. — General Rule For 
Inventories 

26 CFR 1. 471-11: inventories of manufac- 
turers. 
(Also Section 263A; 1. 263-1T(b1(21. j 

Inventories; full absorption regula- 
tions; cash bonuses. For tax years 
beginning before January I, 1987, 
cash bonuses paid to production and 
production supervisory employees 
were direct or indirect labor costs, 
and should have been included in 

inventoriable costs under section 
1. 471-11(b)(2)(i) or (c)(2)(i)(e) of the 
regulations without regard to their 
treatment for financial reporting pur- 
poses. 

Rev. Rul. 87-84 

ISSUE 

For tax years beginning before 
January I, 1987, whether the cash 
bonuses the taxpayer paid its produc- 
tion employees under the circum- 
stances described below constituted 
employee benefits within the meaning 
of section 1. 471-11(c)(2)(iii)(c) of the 
Income Tax Regulations so that the 
taxpayer could have included or ex- 
cluded such costs from inventoriable 
costs depending on the taxpayer's 
treatment of these costs for financial 
reporting purposes or whether such 
bonuses should have been included in 
inventoriable costs under section 
1. 471-11(b)(2)(i) or (c)(2)(i)(e) with- 
out regard to their treatment for 
financial reporting purposes. 

FACTS 

Taxpayer was a domestic corpora- 
tion that was a manufacturer and 
used a calendar year taxable year. 
Taxpayer paid its employeers semi- 
monthly on one of three bases: piece- 
work rate, hourly rate, or monthly 
salary. Production workers were pri- 
marily paid on a piecework basis. In 
addition, for many years taxpayer 
paid its production and production 
supervisory employees an annual bo- 
nus. 

The bonus reflected the overall 
incentive philosophy of the taxpayer 
and was designed to motivate em- 
ployees and to increase the productiv- 
ity and efficiency of the company's 
operations. The Employee Hand- 
book, v;hich was available to each 
employee, described the bonus as 
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follows under the heading "Incentive 
Compensation and Merit Rating": 

The Corporation has paid its 
production and production supervi- 
sory employees a substantial bonus 
for many years. The bonus, which 
is paid on the last day of Decem- 
ber, is determined by the Board of 
Directors, based on the overall 
performance of the Corporation 
for the current calendar year. That 
is, there is no guarantee that the 
bonus will be paid in any given 
year; whether the bonus will be 
paid depends upon the success of 
the Corporation, which depends 
upon efficiencies created in produc- 
tion by you. 

The amount of the bonus paid to an 
employee depended on the employ- 
ee's compensation for the current 
calendar year and on the employee's 
merit rating on such factors as de- 
pendability, workmanship, output, 
creativity, and cooperation. Although 
there had never been an express 
contract, agreement, or guarantee of 
payment of the bonus in any year, 
taxpayer's long uninterrupted history 
of bonus payments had given rise to 
a general expectation that it would 
pay a bonus annually. There had 
never been any fixed formula for 
determining the total amount of 
money to be paid as a bonus to 
employees as a group or individually. 

The average hourly earnings (not 
including the bonus) of taxpayer's 
production and production-related 
workers were consistently higher than 
the average hourly earnings of other 
workers in taxpayer's industrial clas- 
sification group in its geographical 
area. The cash bonus had approxi- 
mated 50 percent of the regular pay- 
roll of the taxpayer during the period 
in which the bonus had been paid. 

Taxpayer computed its inventories 
in accordance with the full absorp- 
tion method of inventory costing set 
forth in section 1. 471-11 of the regu- 
lations. The taxpayer deducted the 
full amount of the cash bonus pay- 
ments in the year of payment on 
its federal income tax returns. The 
taxpayer contended that this treat- 
ment was appropriate because these 
bonus payments 'were "employee 
benefits" as described in section 
1. 471-11(c)(2)(iii)(c) of the regula- 
tions and the taxpayer deducted such 
payments currently for financial re- 
porting purposes. 

LAW AND ANALYSIS 

Section 471 of the Internal Reve- 
nue Code provides that whenever in 
the opinion of the Secretary the use 
of inventories is necessary in order 
clearly to determine the income of 
any taxpayer, inventories shall be 
taken by such taxpayer on such basis 
as the Secretary may prescribe as 
conforming as nearly as may be to 
the best accounting practice in the 
trade or business and as most clearly 
reflecting the income. 

Section 263A of the Code, as 
enacted by the Tax Reform Act of 
1986, section 803(a), 1986-3 (Vol. 1) 
C. B. 267, provides for the nonde- 
ductibility of certain direct and indi- 
rect costs with respect to real or 
tangible personal property produced 
by the taxpayer and certain property 
acquired for resale. With respect to 
property that is inventory in the 
hands of the taxpayer, the direct 
costs of such property and such 
property's share of those indirect 
costs (including taxes) part or all of 
which are allocable to such property 
shall be included in inventory costs. 
Section 1. 263A-1T(b)(2)(i) and (ii) of 
the Temporary Income Tax Regula- 
tions provides rules for determining 
what direct costs and indirect costs, 
respectively, are properly capitalized 
with respect to property that is pro- 
duced or acquired for resale. Those 
provisions require that the taxpayer 
in the instant situation include these 
bonuses in its computation of its 
inventoriable costs for tax years be- 
ginning after December 31, 1986. 

On the other hand, for tax years 
not covered by section 263A of the 
Code and section 1. 263A-1T of the 
temporary regulations, the relevant 
authority is section 1. 471-11 of the 
regulations (the full absorption regu- 
lations). Thus, the following discus- 
sion addresses the proper tax treat- 
ment of these bonuses for tax years 
beginning prior to January 1, 1987. 

Section 1. 471-11(a) of the regula- 
tions provides that in order to con- 
form as nearly as may be possible to 
the best accounting practices and to 
clearly reflect income (as required by 
section 471 of the Code), both direct 
and indirect production costs must be 
taken into account in the computa- 
tion of inventoriable costs in accor- 
dance with the "full absorption" 

method of inventory costing. Under 
the full absorption method of inven- 

tory costing, production costs must 
be allocated to goods produced dur- 

ing the taxable year, whether sold 
during the taxable year or in inven- 

tory at the close of the taxable year 
determined in accordance with the 
taxpayer's method of identifying 
goods in inventory. 

Section 1. 471-11(b)(1) of the regu- 
lations provides that costs are consid- 
ered to be production costs to the 
extent that they are incident to and 
necessary for production or manufac- 
turing operations or processes. Pro- 
duction costs include direct produc- 
tion costs and fixed and variable 
indirect production costs. 

Section 1. 471-11(b)(2)(i) of the reg- 
ulations provides that "direct produc- 
tion costs" are generally those pro- 
duction costs that are components of 
the costs of either direct material or 
direct labor. Direct labor costs in- 

clude the costs of labor that can be 
identified or associated with particu- 
lar units or groups of units of a 
specific product. The elements of 
direct labor costs include such items 
as basic compensation, overtime pay, 
vacation and holiday pay, sick leave 

pay (other than payments pursuant to 
a wage continuation plan under sec- 
tion 105(d)), shift differential, payroll 
taxes, and payments to a supplemen- 
tal unemployment benefit plan paid 
or incurred on behalf of the employ- 
ees engaged in direct labor. Section 
1. 471-11(b)(2)(ii) provides that under 
the full absorption method, a tax- 
payer must take into account in 

inventoriable costs all items of direct 
production cost. 

Section 1. 471-11(b)(3)(i) of the reg- 
ulations provides that the term "indi- 
rect production costs" includes all 
costs that are incident to and neces- 
sary for production or manufacturing 
operations or processes other than 
direct production costs. 

Section 1. 471-11(c)(1) of the regu- 
lations states that, except as provided 
in section 1. 471-11(c)(3) (not relevant 
here), in order to determine whether 
indirect production costs referred to 
in section 1. 471-11(b) must be in- 

cluded in a taxpayer's computation 
of the amount of inventoriable costs, 
three categories of costs have been 
provided in subparagraph (2). Re- 
gardless of their treatment by the 
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taxpayer in its financial reports, costs 
described in section 1. 471-11(c)(2)(i) 
must be included in the taxpayer's 
computation of the amount of 
inventoriable costs, and costs de- 
scribed in section 1. 471-11(c)(2)(ii) 
need not enter into the taxpayer's 
computation of the amount of inven- 
toriable costs. Finally, costs listed in 
section 1. 471-11(c)(2)(iii) must be in- 
cluded in, or excluded from, the tax- 
payer's computation of the amount 
of inventoriable costs in accordance 
with the treatment of those costs by 
the taxpayer in its financial reports 
and generally accepted accounting 
principles. In the case of costs that 
are not included in subdivision (i) or 
(ii) of section 1. 471-11(c)(2), nor 
listed in section 1. 471-11(c)(2)(iii), 
whether such costs must be included 
in or excluded from the computation 
of inventoriable costs for tax pur- 
poses depends upon the extent to 
which such costs are similar to costs 
included in subdivision (i) or (ii), and 
if such costs are dissimilar to costs in 
subdivision (i) or (ii), these costs 
shall be treated as included in or 
excludable from the amount of 
inventoriable costs in accordance with 
section 1. 471-11(c)(2)(iii). 

Indirect labor and production su- 
pervisory wages are costs described in 
section 1. 471-11(c)(2)(i) of the regula- 
tions and thus must be included in 
the taxpayer's computation of 
inventoriable costs. Included in the 
cost of indirect labor and production 
supervisory wages are basic compen- 
sation, overtime pay, vacation and 
holiday pay, sick leave pay (other 
than payments pursuant to a wage 
continuation plan under section 
105(d)), shift differential, payroll 
taxes, and contributions to a supple- 
mental unemployment benefit plan. 
See section 1. 471-11(c)(2)(i)(e). 

Included in the costs listed in sec- 
tion 1. 471-11(c)(2)(iii) are employee 
benefits. Section 1. 471-11(c)(2)(iii)(c) 
defines employee benefits as follows: 

Pension and profit-sharing contributions repre- 
senting current service costs otherwise allow- 
able as a deduction under section 404, and 
other employee benefits incurred on behalf of 
labor incident to and necessary for production 
or manufacturing operations or processes. 
These other benefits include workmen's com- 
pensation expenses, . . . amounts of a type 
which would be includible in the gross income 
of employees under nonqualified pension, 
profit-sharing and stock bonus plans, premi- 
ums on life and health insurance and miscella- 
neous benefits provided for employees such as 

safety, medical treatment, cafeteria, recre- 

ational facilities, membership dues, etc. , which 

are otherwise allowable as deductions under 

chapter 1 of the Code. 

Lincoln Electric Company v. Com- 
missioner, 444 F. 2d 491 (6th Cir. 
1971), aff 'g 54 T, C. 926 (1970), 
involved a similar bonus plan with 

respect to tax years predating the 
promulgation of section 1. 471-11 of 
the regulations by T. D. 7285, 38 
F. R. 26184 (September 14, 1973). 
Although Lincoln Electric does not 
interpret the full absorption regula- 
tions, they should be construed in 

light of the holding in that case. In 
Lincoln Electric, the United States 
Tax Court held that, in order clearly 
to reflect income pursuant to sections 
446 and 471 of the Code, the taxpay- 
er's bonus payments allocable to pro- 
duction and production-oriented 
workers must be included in inven- 
toriable costs. The court stated that 
probably the most significant reason 
for treating the bonus as an inven- 
toriable cost was that it derived from 
production. An additional basis for 
the holding was a finding by the Tax 
Court that the bonus represented a 
distribution that was obligatory rather 
than discretionary. Although payment 
of the bonus was at the discretion of 
the Board of Directors, the court 
noted that the taxpayer consistently 
paid it over a 30-year period resulting 
in an understanding between taxpayer 
and its employees that it would pay 
an annual bonus. In affirming the 
judgment of the Tax Court, the Sixth 
Circuit concluded that, regardless or 
whether payment of the bonus was 
obligatory, the bonus payments must 
be regarded as compensation for la- 
bor performed and necessarily a di- 
rect or indirect cost of labor with 
respect to which allocable portions 
should be included in inventory in a 
manner similar to overtime pay, va- 
cation pay, and payroll taxes. 

In the instant situation, taxpayer's 
bonuses paid to its production em- 
ployees and production supervisory 
employees were compensation for pro- 
duction work. See Lincoln Electric. 
Except to the extent excluded under 
section 1. 471-11(c)(2)(ii) or (iii), all 
compensation for production is in- 
cluded in the cost of direct or indirect 
labor under section 1. 471-11(c)(2)(i) 
or section 1. 471-11(c)(2)(i)(e). Thus, 
the issue is whether the bonuses 
were properly characterized as "em- 
ployee benefits" under section 

Section 471 
1. 471-11(c)(2)(iii)(c), and thus ex- 
cluded from section 1. 471-11(b)(2)(i) 
or section 1. 471-11(c)(2)(i)(e). 

The bonuses that the taxpayer paid 
in the instant situation do not come 
within the ambit of section 
1. 471-11(c)(2)(iii)(c) of the regula- 
tions as "employee benefits. " The 
term "employee benefits, " as used in 
the regulations, is limited to certain 
noncash and similar benefits and de- 
ferred compensation. The bonus paid 
by the taxpayer was cash compensa- 
tion that was in no sense deferred 
compensation. See generally section 
404(a)(5) and (b) of the Code and 
the regulations thereunder. Even 
assuming the bonus was sufficient- 
ly dependent on corporate profits 
to constitute a form of profit- 
sharing, it was not deferred compen- 
sation and therefore was not paid 
pursuant to a nonqualified profit- 
sharing plan within the meaning of 
section 1. 471-11(c)(2)(iii)(c) of the 
regulations. Thus, the arrange- 
ment does not fall under section 
1. 471-11(c)(2)(iii)(c). 

Moreover, the size of the bonuses 
that the taxpayer paid in relation to 
the employees' overall compensation 
and the regularity with which the bo- 
nuses were paid suggest that the bo- 
nuses played an integral role in the 
determination of the basic compensa- 
tion of production employees. Thus, 
based on the foregoing, the bonuses 
constituted a direct production cost 
under section 1. 471-11(b)(2)(i) of the 
regulations. 

HOLDING 

The bonuses taxpayer paid to its 
production and production supervi- 
sory employees were direct or indi- 
rect labor costs, not costs ("em- 
ployee benefits") described in sec- 
tion 1. 471-11(c)(2)(iii) of the regula- 
tions. Therefore, the taxpayer should 
have included these bonuses in 
its computation of the amount of 
its inventoriable costs as required 
by section 1. 471-11(b)(2)(i) or 
1. 471-11(c)(2)(i)(e). For tax years 
beginning after December 31, 1986, 
the taxpayer must include these bo- 
nuses in its computation of its 
inventoriable costs pursuant to sec- 
tion 1. 263A-1T(b)(2) of the tempo- 
rary regulations. 

Any change in a taxpayer's method 
of accounting for cash bonuses from 
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not allocating them to inventory to 
treating them under either section 
1. 471 — 11(b)(2)(i) or section 
1. 471-11(c)(2)(i)(e) (or under section 
1. 263A-1T(b)(2) of the temporary 
regulations for tax years beginning 
after December 31, 1986) as required 
by this revenue ruling is a change in 
method of accounting. Accordingly, 
the provisions of sections 446 and 
481 of the Code and the regulations 
thereunder apply. 

Section 472. — Last-in, First-out 
Inventories 

26 CPR L472-lt Last-in, first-out inventories. 

LIFO; price indexes; department 
stores. The February 1987 Bureau of 

Labor Statistics price indexes are ac- 
cepted for use by department stores 
employing the retail inventory and 
last-in, first-out inventory method for 
valuing inventories for tax years 
ended on, or with reference to, Feb- 
ruary 28, 1987. 

Rev. Rul. 87-70 
The following price indexes for 

February 1987 were issued by the 
Bureau of Labor Statistics on March 
31, 1987, for use by department 
stores, and are accepted by the Inter- 
nal Revenue Service, under section 
1. 472-1(k) of the Income Tax Regu- 
lations and Rev. Proc. 86-46, 1986-2 
C. B. 739, for appropriate application 

to inventories of department stores 
employing the retail inventory and 
last-in, first-out inventory methods 
for tax years ended on, or with refer- 
ence to, February 28, 1987. 

Indexes are prepared on a national 
basis for the store total, for 23 major 
groups of departments, and for three 
special combinations — soft goods, 
durable goods and miscellaneous 
goods. The store total index covers 
all departments, including some not 
listed separately, with the following 
exceptions: candy, foods, liquor, to- 
bacco, as well as contract de- 
partments. 

BUREAU OF LABOR STATISTICS, DEPARTMENT STORE 
INVENTORY PRICE INDEXES BY DEPARTMENT GROUPS 

(January 1941 = 100 unless otherwise noted) 

Groups 

1. Piece Goods. . . . . 
2. Domestics and Draperies. . . . . . . . . . . . . 
3. Women's and Children's Shoes 
4. Men's Shoes. 
5. Infants' Wear. 
6. Women's Underwear . 
7. Women's and Girls' Hosiery. 
8. Women's and Girls' Accessories. 
9. Women's Outerwear and Girls' Wear . . 

10. Men's Clothing 
11. Men's Furnishings. 
12. Boys' Clothing and Furnishings 
13. Jewelry 
14. Notions 
15. Toilet Articles and Drugs. 
16. Furniture and Bedding 
17. Floor Coverings 
18, Housewares . . . . . . . . . . . . . . . . . 
19. Major Appliances . . . . . . . . . . . . . . . . . . . 
20. Radio and Television . 
21. Recreation and Education 
22. Home Improvements . 
23. Auto Accessories 

Groups 1-15: Soft Goods. 
Groups 16-20: Durable Goods 
Groups 21-23: Misc. Goods . 
Store Total. 

February 
1986 

394. 7 
546. 9 
523. 4 
714. 6 
523. 2 
431. 1 

234. 8 
444. 5 
329. 3 
465. 0 
479. 4 
432. 7 
670. 3 
472. 6 
657. 2 
540. 0 
461. 6 
715. 5 
241. 3 
100. 4 
99. 6 

100. 4 
99. 7 

472. 7 
444. 0 
99, 8 

465. 2 

February 
1987 

398. 2 
566. 5 
519. 6 
752. 5 
524. 0 
429. 6 
237. 1 

458. 3 
338. 5 
478. 4 
485. 7 
426. 8 
707. 6 
486. 7 
672. 3 
549. 8 
462. 8 
732. 0 
248. 3 
100. 1 

100. 2 
103. 0 
99. 8 

483. 3 
451. 3 
100. 6 
473. 7 

Percent 
Change from 

February 1986 to 
February 1987 

0. 9 
3. 6 

-0. 7 
5. 3 
0. 2 

-0. 3 
1. 0 
3. 1 

2. 8 
2. 9 
1. 3 

-1. 4 
5. 6 
3. 0 
2. 3 
1. 8 
0. 3 
2. 3 
2. 9 

-0. 3 
0. 6 
2. 6 
0. 1 

2. 2 
1. 6 
0. 8 
1. 8 

'Absence of a minus sign before percentage change in this column signifies price increase 
Indexes on a January 1986= 100 base 
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26 CFR 1. 472-1: Last-in, first-out inventories. 

LIFO; price indexes; department 
stores. The March 1987 Bureau of 
Labor Statistics price indexes are ac- 
cepted for use by department stores 
employing the retail inventory and 
last-in, first-out inventory method for 
valuing inventories for tax years 
ended on, or with reference to, 
March 31, 1987. 

Rev. Rul. 87-74 
The following price indexes for 

March 1987 were issued by the Bu- 

reau of Labor Statistics on April 28, 
1987, for use by department stores, 
and are accepted by the Internal 
Revenue Service, under section 
1. 472-1(k) of the Income Tax Regula- 
tion and Rev. Proc. 86-46, 1986-2 
C. B. 739, for appropriate application 
to inventories of department stores 
employing the retail inventory and 
last-in, first-out inventory methods 
for tax year ended on, or with refer- 
ence to, March 31, 1987. 

Section 472 
Indexes are prepared on a national 

basis for the store total, for 23 major 
groups of departments, and for three 
special combinations — soft goods, 
durable goods and miscellaneous 
goods. The store total index covers 
all departments, including some not 
listed separately with the following 
exceptions: candy, foods, liquor, to- 
bacco, as well as contract depart- 
ments. 

BUREAU OF LABOR STATISTICS, DEPARTMENT STORE 
INVENTORY PRICE INDEXES BY DEPARTMENT GROUPS 

(January 1941 = 100 unless otherwise noted) 

1. 
2. 
3. 
4. 
5. 
6. 
7. 
8. 
9 

10. 
11. 
12. 
13. 
14. 
15. 
16. 
17. 
18. 
19. 
20. 
21. 
22. 
23. 

Groups 

Piece Goods. 
Domestics and Draperies. 
Women's and Children's Shoes. . . . . . . 
Men's Shoes. 
Infant's Wear 
Women's Underwear . 
Women's and Girls' Hosiery . 
Women's and Girl's Accessories . . . . . . 
Women's Outerwear and Girls' Wear . . 
Men's Clothing 
Men's Furnishings 
Boy's Clothing and Furnishings. . . . . . . 
Jewelry 
Notions 
Toilet Articles and Drugs . 
Furniture and Bedding. 
Floor Coverings 
Housewares 
Major Appliances. 
Radio and Television 
Recreation and Education' 
Home Improvements 
Auto Accessories2 . 

Groups 1 - 15: Soft Goods. 
Groups 16 - 20: Durable Goods . . . . . . . 
Groups 21 - 23: Misc. Goods . 
Store Total. 

March 
1986 

404. 2 
558. 9 
529. 4 
718. 5 
523, 8 
432. 3 
237. 5 
450. 3 
340. 6 
470. 1 

478. 1 

436. 0 
660. 7 
472. 6 
659. 1 

540. 9 
460. 3 
713. 5 
245. 7 
100. 8 
99. 2 
99. 3 
99. 6 

478. 4 
445. 3 
99. 3 

468. 2 

March 
1987 

402. 3 
565. 4 
538. 7 
757. 0 
539. 6 
433. 0 
235. 6 
463. 5 
363. 4 
492. 1 

491. 1 

428. 4 
703. 4 
471. 6 
672. 8 
557. 9 
469. 3 
727. 5 
249. 4 
99. 6 

101. 4 
102. 5 
100. 0 
494. 6 
451. 4 
101. 3 
480. 4 

Percent 
Change from 

March 1986 to 
March 1987' 

-0. 5 
1. 2 
1. 8 
5. 4 
3. 0 
0. 2 

-0. 8 
2. 9 
6. 7 
4. 7 
2. 7 

-1. 7 
6. 5 

-0. 2 
2. 1 

3. 1 

2. 0 
2. 0 
1. 5 

-1. 2 
2. 2 
3. 2 
0. 4 
3. 4 
1. 4 
2. 0 
2. 6 

'Absence of a minus sign before percentage change in this column signifies price increase 
Indexes on a January 1986= 100 base 

26 CFR 1. 472-1: Last-in, first-out inventories 

LIFO: price indexes; department 
stores. The April 1987 Bureau of 
Labor Statistics price indexes are ac- 
cepted for use by department stores 
employing the retail inventory and 
last-in, first-out inventory method for 
valuing inventories for tax years 
ended on, or with reference to, April 

30, 1987. 

Rev. Rul. 87-78 
The following price indexes for 

April 1987 were issued by the Bureau 
of Labor Statistics on May 27, 1987, 
for use by department stores, and are 
accepted by the Internal Revenue 
Service, under section 1. 472-1(k) of 
the Income Tax Regulations and Rev. 
Proc. 86-46, 1986-2 C. B. 739, for 
appropriate application to inventories 

of department stores employing the 
retail inventory and last-in, first-out 
inventory methods for tax years 
ended on, or with reference to, April 
30, 1987. 

Indexes are prepared on a national 
basis for the store total, for 23 major 
groups of departments, and for three 
special combinations — soft goods, 
durable goods and miscellaneous 
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Section 472 
goods. The store total index covers listed separately, with the following bacco, as well as contract depart- 
all departments, including some not exceptions: candy, foods, liquor, to- ments. 

BUREAU OF LABOR STATISTICS, DEPARTMENT STORE 
IINVENTORY PRICE INDEXES BY DEPARTMENT GROUPS 

(January 1941 = 100 unless otherwise noted) 

Groups 

1. Piece Goods 
2. Domestics and Draperies . 
3. Women's and Children's Shoes . 
4. Men's Shoes. 
5. Infants' Wear 
6. Women's Underwear 
7. Women's and Girls' Hosiery 
8. Women's and Girls' Accessories. 
9. Women's Outerwear and Girls' Wear . 

10. Men's Clothing 
11. Men's Furnishings. 
12. Boys' Clothing and Furnishings . 
13. Jewelry 
14. Notions 
15. Toilet Articles and Drugs. 
16. Furniture and Bedding 
17. Floor Coverings. 
18. Housewares . . . . . . . . . . 
19. Major Appliances . . . . . . . . . . . . . . . . . . . 
20. Radio and Television 
21. Recreation and Education 
22. Home Improvements 
23. Auto Accessories 

Groups 1-15: Soft Goods 
Groups 16-20: Durable Goods. 
Groups 21-23: Misc. Goods~ 
Store Total . 

April 
1986 

403. 0 
541. 7 
531. 1 

726. 1 

529. 9 
431. 3 
238. 4 
452. 6 
343. 4 
475. 9 
479. 5 
440. 6 
669. 4 
472. 6 
660. 9 
542. 1 

468. 8 
711. 6 
250. 0 
100. 7 
99. 0 
97. 2 
99. 6 

479. 2 
446. 7 
98. 9 

468. 7 

April 
1987 

402. 9 
569. 2 
549. 7 
755. 7 
539. I 
437. 4 
237. 5 
470. 1 

378. 3 
501. 1 

495. 7 
428. 0 
707. 2 
477. 8 
673. 9 
566. 4 
468. 1 

726. 3 
249. 8 
98. 8 

101. 9 
101. 8 
99. 5 

502. 2 
451. 6 
101. 4 
484. 8 

Percent 
Change from 
April 1986 to 
April 1987' 

0. 0 
5. 1 

3. 5 
4. 1 

1. 7 
1. 4 

-0. 4 
3. 9 

10. 2 
5. 3 
3. 4 

-2. 9 
5. 6 
1. 1 

2. 0 
4. 5 

-0. 1 

2. 1 

-0. 1 

-1. 9 
2, 9 
4. 7 

-0. 1 

4. 8 
1. 1 

2. 5 
3. 4 

'Absence of a minus sign before percentage change in this column signifies price increase 
~Indexes on a January 1986= 100 base 

LIFO, price indexes; department 
stores. The May 1987 Bureau of 
Labor Statistics price indexes are ac- 
cepted for use by department stores 
employing the retail inventory and 
last-in, first-out inventory method for 
valuing inventories for tax years 
ended on, or with reference to, May 
31, 1987. 

The following price indexes for 
May 1987 were issued by the Bureau 
of Labor Statistics on June 25, 1987, 
for use by department stores, and are 
accepted by the Internal Revenue Ser- 
vice, under section 1. 472-1(k) of the 
Income Tax Regulations and Rev. 
Proc. 86-46, 1986-2 C. B. 739, for 
appropriate application to inventories 
of department stores employing the 
retail inventory and last-in, first-out 

26 CFR L472-lt Last-in, first-out inventories R8V. RUI. 87-81 inventory methods for tax years 
ended on, or with reference to, May 
31, 1987. 

Indexes are prepared on a national 
basis for the store total, for 23 major 
groups of departments, and for three 
special combinations — soft goods, 
durable goods and miscellaneous 
goods. The store total index covers 
all departments, including some not 
listed separately, with the following 
exceptions: candy, foods, liquor, to- 
bacco, as well as contract depart- 
ments. 
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BUREAU OF LABOR STATISTICS, DEPARTMENT STORE 
INVENTORY PRICE INDEXES BY DEPARTMENT STORES 

(January 1941 = 100 unless otherwise noted 

Section 472 

Groups 

1. Piece Goods 
2. Domestics and Draperies. . . . . . . . . . 
3. Women's and Childrens Shoes. . . . . 
4. Men's Shoes. . . . . . . . . . . . . . . . . . . . . 
5. Infants' Wear. 
6. Women's Underwear . 
7. Women's and Girls' Hosiery. . . . . . . 
8. Women's and Girls' Accessories. . . . 
9. Women's Outerwear and Girls' 

Wear 
10. Men's Clothing 
11. Men's Furnishings 
12. Boys' Clothing and Furnishings. . . . 
13. Jewelry 
14. Notions 
15. Toilet Articles and Drugs. . . . . . . . . . 
16. Furniture and Bedding. . . . . . . . . . . . 
17. Floor Coverings. 
18. Housewares 
19. Major Appliances. . . . . . . . . . . . . . . . 
20. Radio and Television . 
21. Recreation and Education 
22. Home Improvements . 
23. Auto Accessories' . 

Groups I — 15: Soft Goods. . . . . . 
Groups 16 — 20: Durable Goods. . 
Groups 21 - 23: Misc. Goods2. . . 

Store Total 

May 
1986 

401. I 
548. 3 
533. 0 
730. 0 
533. 9 
427. 8 
236. 1 

455. 5 

336. 9 
475. 8 
482. 7 
440. 8 
669. 0 
472. 0 
661. 6 
543. 4 
467. 7 
711. 8 
249. I 
100. 3 
100. 3 
97. 5 
99. 5 

478. 6 
446. 1 

99. 7 
469. 0 

May 
1987 

397. 1 

566. 2 
555. 0 
754. 9 
535. 5 
439. 6 
238. 4 
470. 1 

372. 5 
504. 3 
499. 6 
428. 1 

709. 7 
482. 1 

676. 8 
564. 9 
464. 6 
727. 2 
252. 3 
97. 9 

101. 7 
102. 7 
100. 1 

501. 4 
451. 4 
101. 6 
484. 4 

Percent 
Change from 
May 1986 to 
May 1987' 

1. 0 
3, 3 
4. 1 

3. 4 
0. 3 
2. 8 
1. 0 
3. 2 

10. 6 
6. 0 
3. 5 
2. 9 
6. 1 

2. 1 

2. 3 
4. 0 

-0. 7 
2. 2 
1. 3 

— 2. 4 
1. 4 
5. 3 
0. 6 
4. 8 
1. 2 
1. 9 
3. 3 

'Absence of a minus sign before percentage change in this column signifies price increase 
Indexes on a january 1986 = 100 base 

26 CFR 1. 472-i: Lastin, first-out inventories. 

Rev. Rul. 87-91 

The following price indexes for 
June 1987 were issued by the Bureau 
of Labor Statistics on July 24, 1987, 
for use by department stores, and are 
accepted by the Internal Revenue 
Service, under section 1. 472-1(k) of 

the Income Tax Regulations and Rev. 
Proc. 86-46, 1986-2 C. B. 739, for 
appropriate application to inventories 
of department stores employing the 
retail inventory and last-in, first-out 
inventory methods for tax years 
ended on, or with reference to, June 
30, 1987. 

Indexes are prepared on a national 
basis for the store total, for 23 major 

groups of departments, and for three 
special combinations — soft goods, 
durable goods and miscellaneous 
goods. The store total index covers 
all departments, including some not 
listed separately, with the following 
exceptions: candy, foods, liquor, to- 
bacco, as well as contract depart- 
ments. 
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Section 472 
BUREAU OF LABOR STATISTICS, DEPARTMENT STORE 

INVENTORY PRICE INDEXES BY DEPARTMENT GROUPS 
(January 1941 = 100 unless otherwise noted) 

Groups 

1. Piece Goods . . 
2. Domestics and Draperies . 
3. Women's and Children's Shoes 
4. Men's Shoes 
5. Infants' Wear. 
6. Women's Underwear . 
7. Women's and Girls' Hosiery. 
8. Women's and Girls' Accessories. 
9. Women's Outerwear and Girls' Wear 

10. Men's Clothing 
11. Men's Furnishings 
12. Boys' Clothing and Furnishings . 
13. Jewelry 
14. Notions 
15. Toilet Articles and Drugs. 
16. Furniture and Bedding 
17. Floor Coverings. 
18. Housewares . 
19. Major Appliances 
20. Radio and Television 
21. Recreation and Education 
22. Home Improvements' 
23. Auto Accessories 

Groups 1-15: Soft Goods. . . . . 
Groups 16-20: Durable Goods . 
Groups 21-23: Misc. Goods 

June 
1986 

406. 2 
543. 8 
528. 4 
729. 0 
534. 4 
422. 3 
236. 2 
447. 9 
329. 1 

470. 3 
477. 9 
436. 9 
668. 1 

448. 2 
661. 2 
541. 8 
467, 4 
716. 4 
253. 3 
99. 9 

100. 3 
98. 5 
99. 1 

473. 5 
448. 1 

99. 8 

June 
1987 

395. 3 
570. 7 
549. 7 
748. 4 
527. 2 
435. 4 
237. 9 
468. 8 
360. 3 
500. 3 
492. 9 
431. 2 
713. 6 
484. 7 
678. 3 
563. 3 
477. 6 
728. 5 
250. 9 
97. 5 

101. 8 
102. 9 
100. 0 

496. 3 
451. 3 
101. 6 

Percent 
Change from 
June 1986 to 
June 1987' 

-2. 7 
4. 9 
4. 0 
2. 7 

-1. 3 
3, 1 

0. 7 
4. 7 
9. 5 
6. 4 
3. 1 

-1. 3 
6. 8 
8. 1 

2. 6 
4. 0 
2. 2 
1. 7 

-0. 9 
-2. 4 

1. 5 
4. 5 
0. 9 

4. 8 
0. 7 
1. 8 

Store Total. 466. 8 481. 7 3. 2 

'Absence of a minus sign before percentage change in this column signifies price increase 

Indexes on a January 1986= 100 base 

LIFO; price indexes; department 
stores. The July 1987 Bureau of 
Labor Statistics price indexes are ac- 
cepted for use by department stores 
employing the retail inventory and 
last-in, first-out inventory method for 
valuing inventories for tax years 
ended on, or with reference to, July 
31, 1987. 

The following price indexes for 
July 1987 were issued by the Bureau 
of Labor Statistics on August 25, 
1987, for use by department stores, 
and are accepted by the Internal 
Revenue Service, under section 
1. 472-1(k) of the Income Tax Regu- 
lations and Rev. Proc. 86-46, 
1986-2 C. B. 739, for appropriate 
application to inventories of depart- 
ment stores employing the retail in- 

26 CFR i. 472-l: Last-in, first-out inventories. ReV. RUl. 87-107 ventory and last-in, first-out inven- 
tory methods for tax years ended on, 
or with reference to, July 31, 1987. 

Indexes are prepared on a national 
basis for the store total, for 23 major 
groups of departments, and for three 
special combinations — soft goods, 
durable goods and miscellaneous 
goods. The store total index covers 
all departments, including some not 
listed separately, with the following 
exceptions: candy, foods, liquor, to- 
bacco, as well as contract depart- 
ments. 
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BUREAU OF LABOR STATISTICS, DEPARTMENT STORE 
INVENTORY PRICE INDEXES BY DEPARTMENT GROUPS 

(January 1941 = 100 unless otherwise noted) 

Section 472 

Groups 

1. Piece Goods. 
2. Domestics and Draperies 
3. Women's and Children's Shoes. . . . . . . 
4. Men's Shoes. 
5. Infants' Wear 
6. Women's Underwear 
7. Women's and Girls' Hosiery 
8. Women's and Girls' Accessories . . . . . . 
9. Women's Outerwear and Girls' Wear 

10. Men's Clothing . 
11. Men's Furnishings. 
12. Boys' Clothing and Furnishings 
13. Jewelry . 
14. Notions. 
15. Toilet Articles and Drugs 
16. Furniture and Bedding. 
17. Floor Coverings. 
18. Housewares 
19. Major Appliances 
20, Radio and Television 
21. Recreation and Education 
22. Home Improvements~ 
23. Auto Accessories~ 
Groups 1-15: Soft Goods. 
Groups 16-20: Durable Goods . 
Groups 21-23: Misc. Goods 
Store Total. 

July 
1986 

408. 1 

546. 6 
522. 9 
727. 0 
523. 2 
421. 8 
236. 3 
440. 0 
320. 9 
465. 9 
474. 0 
430. 1 

677. 1 

440. 8 
660. 5 
548. 0 
461. 6 
708. 2 
253. 6 
98. 8 

100. 0 
99. 5 
99. 3 

469. 3 
445. 6 
99. 8 

463. 9 

July 
1987 

394. 6 
565. 0 
531. 6 
749. 0 
516. 7 
433. 7 
237. 8 
465. 3 
346. 9 
492. 7 
489. 7 
427. 0 
718. 9 
489. 4 
682. 3 
563. 7 
485. 9 
731. 8 
250. 4 
96. 5 

102. 3 
103. 4 
100. 0 
489. 2 
451. 5 
102. 1 

478. 3 

Percent 
Change from 
July 1986 to 
July 1987' 

— 3. 3 
3. 4 
1. 7 
3. 0 

— 1. 2 
2. 8 
0. 6 
5. 8 
8. 1 

5. 8 

3. 3 
— 0. 7 

6. 2 
11. 0 
3. 3 
2. 9 
5. 3 
3. 3 

— 1. 3 
— 2. 3 

2. 3 
3. 9 
0. 7 
4. 2 
1. 3 
2. 3 
3. 1 

'Absence of a minus sign before percentage change in this column signifies price increase 

'Indexes on a January l986= I00 base 

26 CFR 1. 472-1: Last-in, first-out inventories. 

LIFO; price indexes; department 
stores. The August 1987 Bureau of 
Labor Statistics price indexes are ac- 
cepted for use by department stores 
employing the retail inventory and 
last-in, first-out inventory methods 
for valuing inventories for tax years 
ended on, or with reference to, Au- 
gust 31, 1987. 

Rev. Rul. 87-118 
The following price indexes for 

August 1987 were issued by the Bu- 
reau of Labor Statistics on Septem- 
ber 25, 1987, for use by department 
stores, and are accepted by the Inter- 
nal Revenue Service, under section 
1. 472-1(k) of the Income Tax Regu- 
lations and Rev. Proc. 86-46, 1986-2 
C. B. 739, for appropriate application 
to inventories of department stores 
employing the retail inventory and 
last-in, first-out inventory methods 

for tax years ended on, or with 
reference to, August 31, 1987. 

Indexes are prepared on a national 
basis for the store total, for 23 major 
groups of departments, and for three 
special combinations — soft goods, 
durable goods and miscellaneous 
goods. The store total index covers 
all departments, including some not 
listed separately, with the following 
exceptions: candy, foods, liquor, to- 
bacco, as well as contract depart- 
ments. 
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Section 472 
BUREAU OF LABOR STATISTICS, DEPARTMENT STORE 

INVENTORY PRICE INDEXES BY DEPARTMENT GROUPS 

(January 1941 = 100 unless otherwise noted) 

Groups 

1. Piece Goods 
2. Domestics and Draperies 
3. Women's and Children's Shoes . . . . . . . 
4. Men's Shoes 
5. Infants' Wear 
6. Women's Underwear . 
7. Women's and Girls' Hosiery 
8. Women's and Girls' Accessories. . . . . . . 
9. Women's Outerwear and Girls' Wear . . 

10. Men's Clothing 
11. Men's Furnishings. 
12. Boys' Clothing and Furnishings. . . . . . . 
13. Jewelry . 
14. Notions 
15. Toilet Articles and Drugs. 
16. Furniture and Bedding. 
17. Floor Coverings 
18. Housewares . . . . . . . . . . . . . . . . 
19. Major Appliances . 
20. Radio and Television 
21. Recreation and Education 
22. Home Improvements 
23. Auto Accessories 
Groups 1 — 15: Soft Goods 
Groups 16 — 20: Durable Goods 
Groups 21 — 23: Misc. Goods~. 

Store Total. 

August 
1986 

409. 0 
545. 3 
522. 2 
729. 7 
528. 3 
433. 3 
237. 5 
448. 5 
337. 4 
471. 3 
478. 3 
431. 9 
694. 0 
441. 1 

664. 4 
542. 2 
465. 8 
718. 6 
251. 6 
98. 9 

100. 3 
99. 1 

99. 4 
477. 6 
447. 1 

99. 9 
468. 9 

August 
1987 

366. 6 
570. 1 

535. 0 
756. 2 
525. 8 
434. 2 
239. 0 
461. 7 
357. 6 
492. 7 
495. 6 
423. 1 

728. 7 
489. 8 
682. 4 
561. 2 
485. 0 
732. 3 
251. 9 
96. 9 

102. 2 
103. 1 

100. 0 
494. 9 
452. 0 
101. 9 
481. 3 

Percent 
Change from 

August 1986 to 
August 1987' 

-10. 4 
4. 5 
2. 5 
3. 6 

-0. 5 
0. 2 
0. 6 
2. 9 
6. 0 
4. 5 
3. 6 

-2. 0 
5. 0 

1 1. 0 
2. 7 
3. 5 
4. 1 

1. 9 
0. 1 

— 2. 0 
1. 9 
4. 0 
0. 6 
3. 6 
1. 1 

2. 0 
2. 6 

'Absence of a minus sign before percentage change in this column signifies price increase 
Indexes on a January 1986= 100 base 

26 CFR L472. 1t Last-in, first-out inventories. 

LIFO; price Indexes; department 
stores. The September 1987 Bureau 
of Labor Statistics price indexes are 
accepted for use by department stores 
employing the retail inventory and 
last-in, first-out inventory methods 
for valuing inventories for tax years 
ended on, or with reference to, Sep- 
tember 30, 1987. 

Rev. Rul. 87-125 

The following price indexes for 
September 1987 were issued by the 
Bureau of Labor Statistics on Octo- 
ber 27, 1987, for use by department 
stores, and are accepted by the In- 
ternal Revenue Service, under sec- 
tion 1. 472-1(k) of the Income Tax 
Regulations and Rev. Proc. 86-46, 
1986-2 C. B. 739, for appropriate 
application to inventories of depart- 
ment stores employing the retail in- 
ventory and last-in, first-out inven- 

tory methods for tax years ended on, 
or with reference to, September 30, 
1987. 

Indexes are prepared on a national 
basis for the store total, for 23 major 
groups of departments, and for three 
special combinations — soft goods, 
durable goods and miscellaneous 
goods. The store total index covers 
all departments, including some not 
listed separately, with the following 
exceptions: candy, foods, liquor, to- 
bacco, as well as contract depart- 
ments. 
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Section 472 

BUREAU OF LABOR STATISTICS, DEPARTMENT STORE 
INVENTORY PRICE INDEXES BY DEPARTMENT GROUPS 

(January 1941 = 100 unless otherwise noted) 

Groups 

1. Piece Goods. 
2. Domestics and Draperies. . . . . . . . . . . . . . 
3. Women's and Children's Shoes . . . . . . . . 
4. Men's Shoes. 
5. Infants' Wear 
6. Women's Underwear 
7. Women's and Girls' Hosiery. . . . . . . . . . . 
8. Women's and Girls' Accessories . . . . . . . 
9. Women's Outerwear and Girls' Wear. . . 

10. Men's Clothing . 
11. Men's Furnishings. 
12. Boys' Clothing and Furnishings. . . . . . . . 
13. Jewelry . 
14. Notions. 
15. Toilet Articles and Drugs . . . . . . . . . . . . . 
16. Furniture and Bedding. 
17. Floor Coverings. 
18. Housewares 
19. Major Appliances 
20. Radio and Television 
21. Recreation and Education2. . . . . . . . . . . . 
22. Home Improvements 
23. Auto Accessories 
Groups 1-15: Soft Goods 
Groups 16-20: Durable Goods. . . . . . . . . . . . . 
Groups 21-23: Misc. Goods 

Store Total. 

September 
1986 

408. 8 
556. 4 
530. 6 
730. 4 
527. 3 
430. 9 
237. 5 
460. 9 
363. 4 
485. 8 
486. 1 

445. 3 
694. 8 
442. 8 
664. 8 
546. 1 

470. 3 
722. 5 
253. 0 
98. 9 
99. 9 
98. 3 
99. 2 

490. 5 
449. 3 
99. 5 

476. 0 

September 
1987 

380. 6 
585. 4 
548. 4 
758. 7 
537. 5 
436. 3 
239. 0 
468. 0 
384. 1 

502. 7 
504. 4 
432. 2 
734. 9 
489. 7 
683. 9 
562. 0 
483. 6 
733, 6 
250. 5 
96, 6 

102. 0 
102. 5 
101. 2 
509. 2 
451. 7 
101. 9 
489. 1 

Percent 
Change from 

September 1986 to 
September 1987' 

-6. 9 
5. 2 
3. 4 
3. 9 
1. 9 
1. 3 
0. 6 
1. 5 
5. 7 
3. 5 
3. 8 

-2. 9 
5. 9 

10. 6 
2. 9 
2. 9 
2. 8 
1. 5 

-1. 0 
-2. 3 
2. 1 

4. 3 
2. 0 
3. 8 
0. 5 
2. 4 
2. 8 

'Absence of a minus sign before percentage change in this column signifies price increase 
Indexes on a January 1986= 100 base 

26 CFR L472-lt Last-in, first-out inventories. 

LIFO; price indexes; department 
stores. The October 1987 Bureau of 
Labor Statistics price indexes are ac- 
cepted for use by department stores 
employing the retail inventory and 
last-in, first-out inventory methods 
for valuing inventories for tax years 
ended on, or with reference to, Octo- 
ber 31, 1987. 

Rev. Rul. 87-141 
The following price indexes for 

October 1987 were issued by the 
Bureau of Labor Statistics on No- 
vember 24, 1987, for use by depart- 
ment stores, and are accepted by the 
Internal Revenue Service, under sec- 
tion 1. 472-1(k) of the Income Tax 
Regulations and Rev. Proc. 86-46, 
1986-2 C. B. 739, for appropriate 
application to inventories of depart- 
ment stores employing the retail in- 
ventory and last-in, first-out inven- 
tory methods for tax years ended on, 
or with reference to, October 31, 

1987. 
Indexes are prepared on a national 

basis for the store total, for 23 major 
groups of departments, and for three 
special combinations — so ft goods, 
durable goods and miscellaneous 
goods. The store total index covers 
all departments, including some not 
listed separately, with the following 
exceptions: candy, foods, liquor, to- 
bacco, as well as contract depart- 
ments. 
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Section 472 
BUREAU OF LABOR STATISTICS, DEPARTMENT STORE 

INVENTORY PRICE INDEXES BY DEPARTMENT GROUPS 
(January 1941 = 100 unless otherwise noted) 

Groups 

1. Piece Goods 
2. Domestics and Draperies. . . 
3. Women's and Children's Shoes . . . . . . . 
4. Men's Shoes. . . . . . . . . . . . . . . . . 
5. Infants' Wear. 
6. Women's Underwear . 
7. Women's and Girls' Hosiery. . . . . . . . . . 
8. Women's and Girls' Accessories. . . . . . . 
9. Women's Outerwear and Girls' Wear . . 

10. Men's Clothing 
11. Men's Furnishings 
12. Boys' Clothing and Furnishings. . . . . . . 
13. Jewelry 
14. Notions 
15. Toilet Articles and Drugs. . . . . . . . . . . . . 
16. Furniture and Bedding 
17. Floor Coverings. 
18. Housewares . 
19. Major Appliances 
20. Radio and Television . 
21. Recreation and Education~ . . . . . . . . . . . 
22. Home Improvements . 
23. Auto Accessories 
Groups 1-15: Soft Goods . 
Groups 16-20: Durable Goods. . . . . . . . . . . . 
Groups 21-23: Misc. Goods2. . . . . . . . . . . . . 

Store Total 

October 
1986 

400. 8 
558. 1 

541. 9 
735. 2 
529. 0 
435. I 
236. 8 
467. 0 
363. 6 
489. 4 
488. 5 
448. 1 

687. 7 
460. 5 
667. 4 
551. 6 
471. 2 
716. 8 
249. 1 

98. 5 
100. 3 
99. 4 
98. 8 

492. 6 
446. 9 
99. 9 

476. 9 

October 
1987 

392. 2 
582. 5 
558. 6 
762. 1 

552. 2 
445. 1 

238. 3 
477. 7 
396. 6 
510. 2 
506. 9 
448. 7 
741. 7 
490. 1 

683. 9 
563. 5 
480. 0 
728. 7 
245. 6 
96. 3 

102. 7 
103. 0 
101. 4 
516. 9 
448. 7 
102. 5 
492. 9 

Percent 
Change from 

October 1986 to 
October 1987' 

-2. 1 

4. 4 
3. 1 

3. 7 
4. 4 
2. 3 
0. 6 
2. 3 
9. 1 

4. 3 
3. 8 
0. 1 

7. 9 
6. 4 
2. 5 
2. 2 
1. 9 
1. 7 

-1. 4 
-2. 2 
2. 4 
3. 6 
2. 6 
4. 9 
0. 4 
2. 6 
3. 4 

'Absence of a minus sign before percentage change in this column signifies price increase 
Indexes on a January 1986 = 100 base 

Part Ilk-Adjustments 

Section 481. — Adjustments 
Required by Changes in Method of 
Accounting 

26 CFR 1. 481-1: Adj ustments in general. 

Expeditious approval provisions for a tax- 
payer that desires to make a section 463 
election under section 91(i) of the Tax Reform 
Act of 1984 as modified and extended by 
section 1851(b)(l) of the Tax Reform Act of 
1986 and for a taxpayer that made a valid 
section 463 election under section 91(i) of the 
Tax Reform Act of 1984 that desires to treat 
the election as a change in method of account- 
ing in accordance with section 1851(b)(1)(A) of 
the Tax Reform Act of 1986. See Rev. Proc. 
87-55, page 671. 

26 CFR 1. 481-1: Adjustments in general. 

Whether the adjustments required by a 
mandatory change from the Rule of 78's 
method to the economic accrual method of 
accounting includes all stated interest without 
regard to whether the stated interest is attrib- 
utable to valid indebtedness. See Rev. Ru!. 
87-140, page 120. 

Section 482. — Allocation of Income 
and Deductions Among Taxpayers 
26 CFR 1. 482-2: Determination of taxable 
income in specific situations. 

Allocation of income; sale of iron 
ore to parent corporation; arm' s 
length price. Only uncontrolled sales 
made to purchasers of iron ore who 
are located in the same geographic 

market as the purchasers in con- 
trolled sales are considered in estab- 
lishing an arm's length price under 
section 482 of the Code in that 
geographic market. Rev. Rul. 79-216 
revoked. 

Rev. Rul. 87-71 
ISSUE 

How is the arm's length price of 
iron ore determined under section482 
of the Internal Revenue Code under 
the circumstances described below? 

FACTS 

S, a wholly owned foreign mining 
subsidiary of domestic corporation P, 
operates an iron ore mine in a for- 
eign country. The ore is extracted 
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from the ground and loaded at the 
mine for shipment by rail to a sea- 
port. The ore is a direct shipping 
grade ore suitable for blast furnace 
feed and needs no concentration. 
After nonmining transportation, the 
ore is unloaded from rail cars at the 
seaport and loaded on seagoing ves- 
sels for shipment to purchasers. 

All of the ore is sold at the port to 
various purchasers, including P and 
unrelated purchasers in geographic 
market A and unrelated persons in 
geographic market B. The ore is 
processed in the geographic market 
of each purchaser. All sales prices 
include the cost of transportation to 
the purchasers in both geographic 
markets. The cost of transportation 
to the purchasers in both geographic 
markets is the same. Due to eco- 
nomic conditions existing in each 
marketplace, S is able to sell its ore 
to unrelated purchasers in geographic 
market B at a price which is substan- 
tially higher than the price at which 
the ore is sold to unrelated purchas- 
ers located in market A. The eco- 
nomic conditions have a definite but 
not reasonably ascertainable effect on 
the price of ore in each market. 

The price charged by S for the sale 
of ore to P is substantially higher 
than the price charged for the sale of 
ore to unrelated purchasers located in 
geographic market A. 

LAW AND ANALYSIS 

Section 1. 482-2(e)(1) of the Income 
Tax Regulations provides that, where 
one member of a group of controlled 
entities sells or otherwise disposes of 
tangible property to another member 
of such group at other than an arm' s 
length price, the district director may 
make appropriate allocations to re- 
flect an arm's length price for such 
sale or disposition. An arm's length 
price is the price that an unrelated 
party would have paid for the prop- 
erty under the same circumstances. 
Section 1. 482-2(e)(1)(v) of the regula- 
tions provides that the selling price, 
for purposes of section 482 of the 
Code, of mineral products (other 
than oil and gas) sold to related 
parties at the stage at which mining 
ends will be determined under the 
provisions of section 1. 613-4. Section 
1. 613-4 provides rules for the deter- 
mination of gross income from min- 
erals (other than oil and gas) at the 
stage at which mining ends. 

Under the facts of this case, the 
direct shipping grade ore was ex- 

tracted and shipped by rail to the 

seaport. The only processes applied 
at the mine were extraction and 

loading for shipment to the port. 
Therefore, mining ended when the 
ore was loaded for shipment to the 
port. This was followed by nonmin- 

ing transportation to the port prior 
to sale. Since a nonmining process 
involving transportation occurred be- 
fore the sale in the case of both 
related and unrelated party sales, the 
special rule in section 1. 482-2(e)(1)(v) 
of the regulations does not apply. 

The determination of an arm' s 

length selling price under section 
1. 482-2(e)(2) of the regulations is 

p r i m a r i I y f a c t u a I . S e c t i o n 

1. 482-2(e)(2)(ii) provides that uncon- 
trolled sales are considered compara- 
ble to controlled sales if the circum- 
stances involved in the uncontrolled 
sales are so nearly identical to the 
controlled sales that any differences 
can be reflected by a reasonable 
number of adjustments to the price 
of the uncontrolled sales. Differences 
can be reflected by adjusting prices 
only where such differences have a 
definite and reasonably ascertainable 
effect on price. One difference which 
may affect the price of property is a 
difference in the geographic market 
in which the sale takes place. 

In this case, the economic condi- 
tions present in geographic market B 
have a definite effect on the price of 
ore sold in that marketplace. How- 
ever, the amount of the adjustment 
in price to reflect the difference in 
economic conditions cannot be rea- 
sonably ascertained. Thus, the price 
of ore sold to unrelated purchasers in 
geographic market B cannot be ad- 
justed to account for differences in 
economic conditions in the two geo- 
graphic markets and, therefore, can- 
not be considered to be comparable 
to the arm's length price charged for 
ore in geographic market A. 

In Paccar, Inc. and Subsidiaries v. 
Commissioner, 85 T. C. 754 (1985), 
Tax Court held that the comparable 
uncontrolled price method was not 
applicable due, in part, to the fact 
that the controlled sales and uncon- 
trolled sales were made into different 
geographic markets and the adjust- 
ments needed to account for the 
differences in the geographic markets 
had not been established. 

Section 483 
The uncontrolled sales by S to 

purchasers in geographic market A, 
in which P is located, are comparable 
to the sales S made to P. The price S 
charged P for ore is substantially 
higher than the price charged to 
unrelated purchasers located in the 
same market. Accordingly, the price 
S charged P for ore is not an arm' s 

length price. 

HOLDING 

The provisions of section 
1. 482-2(e)(2) of the regulations are 
applicable under the circumstances 
described, and only the uncontrolled 
sales made to the purchasers located 
in geographic market A are consid- 
ered in establishing an arm's length 
selling price for purposes of section 
482 of the Code. 

EFFECT ON OTHER REVENUE 
RULINGS 

Rev. Ru1. 79-216, 1979-2 C. B. 
224, is revoked. 

PROSPECTIVE APPLICATION 

Pursuant to the authority con- 
tained in section 7805(b) of the 
Code, the holding herein will not be 
applied to intercompany transactions 
occuring before August 3, 1987, if 
the taxpayer demonstrates that the 
price for such transaction was deter- 
mined in reliance on Rev. Rul. 
79-216. 

Section 483. — Interest on Certain 
Deferred Payments 

The adjusted applicable federal short-term 
mid-term, and long-term rates are set forth for 
the month of July 1987. See Rev. Rul. 87-55, 
page 212. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of September 1987. See Rev. Rul. 
87-83, page 214. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of October 1987. See Rev. Rul. 
87-100, page 214. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of November 1987. See Rev. Rul. 
87-109, page 215. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of December 1987. See Rev. Rul. 
87-128, page 216. 
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Section 501 

Subpart F. -Exempt Organizations 

Part I. -General Rule 

Section 501. — Exemption From Tax 
On Certain Corporations, Certain 
Trusts, Etc. 

26 CFR l. 501(aj-l: Exemption from rax. 

Procedures are provided for Blue Cross or 
Blue Shield organizations described in section 
833 and other organizations described in sec- 
tion 501(m)(1) and (m)(2) that provided 
commercial-type insurance to obtain automatic 
consent to change their methods of accounting 
because of section 1012 of the Tax Reform Act 

of 1986. See Rev. Proc. 87-51, page 650. 

26 CFR 1, 50l(cj(4j-l: Civic organizations and 
local associations of employees. 

Civic; social welfare; firefighters' 
association. A nonprofit firefighters' 
association that provides firefighters 
with retirement benefits, which are 
funded by government sources and 
which are the exclusive retirement 
benefits provided to these firefight- 
ers, qualifies for exemption as a 
social welfare organization described 
in section 501(c)(4) of the Code. Rev. 
Rul. 81-58 distinguished. 

Rev. Rul. 87-126 

ISSUE 

Does the nonprofit firefighters' as- 
sociation described below, which is 
engaged in providing retirement bene- 
fits to memebers, qualify for exemp- 
tion from federal income tax under 
section 501(c)(4) of the Internal Reve- 
nue Code as a social welfare organi- 
zation? 

FACTS 

An association of firefighters em- 
ployed by a community fire depart- 
ment was established and is main- 
tained by the local government to 
provide retirement benefits for cer- 
tain of its firefighters. Only firefight- 
ers who were employed by the local 
government prior to the effective 
date of the civil service retirement 
program provided by the state and 
local governments are members of 
the association. Membership of these 
firefighters in the association is auto- 
matic. The association is the exclu- 
sive provider of retirement benefits to 
these individuals and such benefits 
are similar in kind and amount to the 
benefits that the state and local gov- 
ernments provide under the civil ser- 

vice retirement program and that in 
other communities are also provided 
and funded by the state and local 
governments. 

Over seventy-five percent of the 
association's income consists of 
amounts received from the state and 
local governments and of investment 
income on such amounts. The associ- 
ation also receives amounts from 
membership dues and assessments, 
contributions from the general pub- 
lic, and fundraising activities. 

The association's funding, financ- 
ing, and eligibility requirements are 
governed by an act of the state 
legislature. The local government is 
represented on the association's 
board of directors, retains the ulti- 
mate authority to approve changes in 
the association's benefit plan, partici- 
pates in the association's investment 
process, and is required to approve 
all significant expenditures of the 
association. 

LAW AND ANALYSIS 

Section 501(c)(4) of the Code pro- 
vides for the exemption from federal 
income tax of civic leagues or organi- 
zations not organized for profit but 
operated exclusively for the promo- 
tion of social welfare. 

Section 1, 501(c)(4)-1(a)(2)(i) of the 
Income Tax Regulations provides 
that an organization is operated ex- 
clusively for the promotion of social 
welfare if it is primarily engaged in 
promoting in some way the common 
good and general welfare of the 
people of the community. An organi- 
zation embraced within this section is 
one that is operated primarily for the 
purpose of bringing about civic better- 
ments and social improvements. 

Rev. Rul. 75-199, 1975-1 C. B. 
160, provides that a nonprofit orga- 
nization that (a) restricts its member- 
ship to individuals of good moral 
character and health who belong to a 
particular ethnic group residing in a 
stated geographical area and (b) pro- 
vides sick benefits to members and 
death benefits to beneficiaries of de- 
ceased members does not qualify for 
exemption under section 501(c)(4) of 
the Code, because the benefit to the 
community at large is minor and 
incidental. Membership dues are the 
primary source of support of the 
organization. 

Rev. Rul. 81-58, 1981-1 C. B. 331, 
provides that a nonprofit association 

of police officers that is primarily 
engaged in providing retirement bene- 
fits to members and death benefits to 
beneficiaries of members does not 
qualify for exemption under section 
501(c)(4) of the Code because the 
primary benefits from the organiza- 
tion are limited to its members, while 

there is only an incidental benefit to 
the community. The association's 
benefit program serves as a supple- 
ment to the civil service benefit pro- 
gram provided by the political subdi- 
vision in which the police officers are 
employed. Also, the association's pri- 
mary sources of income are from 
contributions by the general public 
and amounts raised in fundraising 
events. 

An organization similar to the or- 
ganization described in Rev. Rul. 
81-58 was the subject of litigation in 
Police Benevolent Association of 
Richmond, Virginia v. United States, 
661 F. Supp. 765 (E. D. Va. 1987). 
The organization was held not to be 
exempt under section 501(c)(4) of the 
Code. 

The association in this situation is 
similar to the organizations in Rev. 
Rul. 81-58 and in the Police Benevo- 
lent Association of Richmond, Vir- 

ginia case in that the class of individ- 
uals receiving benefits is restricted to 
individuals engaged in the perfor- 
mance of essential and hazardous 
public services that are uniquely ben- 
eficial to their respective communi- 
ties. However, Rev. Rul. 81-58, and 
the Police Benevolent Association of 
Richmond, Virginia case are distin- 
guishable because this association was 
established and is maintained by the 
local government, and the benefits 
provided are funded primarily by the 
state and local governments. In addi- 
tion, the association's funding, fi- 
nancing, and eligibility requirements 
are governed by state law, member- 
ship in the association is automatic 
for those individuals who satisfy the 
applicable eligibility conditions, and 
the local government retains author- 
ity over the significant activities of 
the association. Further, the benefits 
provided by this association are the 
exclusive retirement benefits provided 
to firefighters hired before the civil 
service retirement system was insti- 
tuted by the state and local govern- 
ments. In this regard, the association 
is providing a retirement benefit simi- 

lar to that provided to firefighters in 
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this community hired after the effec- 
tive date of the civil service retire- 
ment system, and in other communi- 
ties by other state and local 
governments. The organizations de- 
scribed in Rev. Rul. 81-58, and the 
Police Benevolent Association of 
Richmond, Virginia case, on the 
other hand, were established by their 
members who control their opera- 
tions and provided benefits that sup- 
plement benefits provided to these 
individuals by political subdivisions. 

This association is providing a ben- 
efit of a type and in an amount that 
the local government has decided is 
sufficiently in the public interest to 
be recognized as a legitimate function 
of government, as evidenced by its 
and the state government's willing- 
ness to fund the association and by 
the establishment of a civil service 
retirement program to provide com- 
parable benefits. Therefore, the asso- 
ciation is serving the common good 
and general welfare of the people of 
the community within the meaning of 
section 1. 501(c)(4)-1(a)(2)(i) o f the 
regulations. 

This ruling contains no inference 
as to the application of sections 83, 
402(b), and 457 of the Code to this 
fact situation. 

HOLDING 

The nonprofit firefighters' associa- 
tion described above, which is en- 
gaged in providing retirement benefits 
to members, qualifies for exemption 
from federal income tax under sec- 
tion 501(c)(4) of the Code as a social 
welfare organization. 

EFFECT ON OTHER 
DOCUMENTS 

Rev. Rul. 81-58 is distinguished. 

APPLICATION INSTRUCTIONS 

Even though an organization con- 
siders itself within the scope of this 
revenue ruling, it must file an appli- 
cation on Form 1024, Application for 
Recognition of Exemption, in order 
to be recognized by the Service as 

exempt under section 501(c)(4) of the 
Code. See section 1. 501(a)-1 of the 
Income Tax Regulations. In accor- 
dance with the instructions to Form 
1024, the application should be filed 
with the key District Director of 
Internal Revenue for the key district 
indicated therein. 

Part VI. -Political Organizations 

Section 527. — Political 
Organizations 

26 CFR 1, 527-2: Definitions. 

(Also Sections 61, 162; 1. 61-2, 1. 162-1. ) 

Campaign funds. A series of ques- 

tions and answers concerning the 

income tax treatment of certain ex- 

penditures of campaign funds is set 

forth. 

Rev. Rul. 87-119 

ISSUES 

Are certain expenditures of cam- 

paign funds — expenditures for an 
election night party, cash awards to 
campaign workers, and certain meals 

provided to campaign workers after 
the election — expenditures for exempt 
function purposes within the meaning 
of section 527 of the Internal Reve- 

nue Code, or are the expenditures 
diversions of such funds and includ- 

ible in the gross income of the 
candidate under section 61? 

QUESTIONS AND ANSWERS 

1. Q. Is a party or celebration given 
on election night by a candidate's 
campaign committee for the candi- 
date's campaign workers an exempt 
function activity under section 
527(e)(2) of the Code? 

A. Yes. Section 1. 527-2(c)(1) of 
the Income Tax Regulations defines 
an "exempt function" to include all 
activities that are directly related to 
and support the process of influenc- 
ing or attempting to influence the 
selection, nomination, election, or 
appointment of any individual to 
public office or office in a political 
organization (the selection process). 
A party or celebration that is held on 
election night by the candidate's cam- 
paign committee for the candidate's 
campaign workers is an inherent part 
of, and the traditional public culmi- 
nation of, the selection process. Such 
party or celebration expenditures are 
thus exempt function expenditures. 
2. Q. Are cash awards made to cam- 
paign workers after the election ex- 
empt function expenditures under 
section 527(e)(2) of the Code? 

A. Yes. If the amount of the 
award to each campaign worker is 
reasonable, considering the exempt 
function services rendered by the 
worker and the amount of other 

Section 527 
compensation, if any, already paid to 
the worker, the awards are an ex- 

empt function expenditure in the na- 

ture of compensation for services 
related to and in support of the 
campaign selection process. 
3. Q. Are the cash awards includible 
in the recipients' gross incomes under 
section 61 of the Code? 

A. Yes. If the recipients are em- 

ployees of the campaign committee 
or the candidate, the amount received 
is includible in the recipients' gross 
incomes under section 61 of the Code 
as additional compensation for ser- 
vices rendered. If the recipients are 
unpaid volunteers, the amount re- 
ceived is also includible in their gross 
incomes under the broad language of 
section 61, 
4. Q. During a legislative session 
shortly after the election, several 
members of an elected official's cam- 
paign staff (employees of the official 
rather than employees of the govern- 
ment) work through lunch on a spe- 
cific legislative item. The official 
sends out for sandwiches that are 
paid for with money that, but for the 
issue presented here, would be 
treated as excess campaign funds 
within the meaning of section 
1. 527-5(c) of the regulations. Is the 
cost of the food an exempt function 
expenditure under section 527(e)(2) of 
the Code? 

A. No. Under section 1. 527-2(c)(1) 
of the regulations, an "exempt func- 
tion" includes all activities that are 
directly related to and support the 
selection process. Work on legislative 
items is part of an elected official's 
trade or business and is not part of 
the selection process. Therefore, the 
use of campaign funds to pay an 
elected official's trade or business 
(including office) expenses is not an 
exempt function expenditure. See sec- 
tion 1. 527-2(a)(3)(ii) of the regula- 
tions. 
5. Q. Is the cost of the food includ- 
ible in the elected official's gross 
income under section 61 of the 
Code? 

A. Yes. The cost of the food is 
includible in the elected official's 
gross income under section 61 of the 
Code because, under section 
1. 527-5(c) of the regulations, excess 
campaign funds are generally treated 
as expended for the personal use of 
the person having control over them 
unless, within a reasonable period of 

1'987-2 C. B. 151 



Section 527 
time, they are transferred or held for 
use as specified in that section. The 
expenditure of excess campaign funds 
for food consumed in connection 
with work on a legislative item is not 
one of the uses specified in the 
regulations as an exception to the 
personal use, nonexempt function 
treatment set forth in section 
1. 527-5(c). Whether and to what ex- 
tent the expenditure is allowable as a 
deduction by the elected official is 
determined under section 67 (2-Per- 
cent Floor on Miscellaneous Itemized 
Deductions), section 162 (Trade or 
Business Expenses), and section 274 
(Disallowance of Certain Entertain- 
ment, etc. , Expenses). 

Subchapter G. — Corporations Used to Avoid Income 

Tax on Shareholders 

Part H. — Personal Holding Companies 

Section 542. — Definition Of 
Personal Holding Company 

26 CFR 1. 542-4: Corporations filing consoli- 
dated returns. 
(Also Section 1504; 1. 1504-1. ) 

Personal holding companies; affili- 
ated groups. In deciding whether an 
affiliated group of corporations may 
determine its status as a personal 
holding company on a consolidated 
basis under section 542(b)(1) of the 
Code, the dividend exclusion provi- 
sions of section 542(b)(4) apply only 
to dividends received by the common 
parent corporation from another cor- 
poration of which the common par- 
ent owns more than 50 percent of 
the outstanding stock, but which is 
not a member of the affiliated group 
and is not a personal holding 
company. 

Rev. Rul. 87-75 

ISSUE 

This ruling addresses two issues in 
connection with the determination of 
whether an affiliated group of corpo- 
rations filing a consolidated return 
may determine its status as a per- 
sonal holding company on a consoli- 
dated basis under section 542(b)(1) of 
the Internal Revenue Code. First, 
does the dividend exclusion provision 
of section 542(b)(4) apply to divi- 
dends from all corporations (other 
than a personal holding company) of 
which the common parent owns more 
than 50 percent of the outstanding 

voting stock? Second, does section 
542(b)(4) apply to otherwise excludi- 
ble dividends received by affiliated 
corporations other than the parent 
corporation? 

FACTS 

In January 1987, corporation P 
acquired 100 percent of the voting 
stock and value of the stock of 
corporation Sl. Sl owns 60 percent 
of the outstanding voting stock of 
corporation Y. Following P's acquisi- 
tion of Sl, Sl acquired 100 percent 
of the voting stock and value of the 
stock of corporation S2. Both Sl and 
S2 own shares of stock in other 
corporations, but none of these own- 
ership interests constitutes more than 
50 percent of the outstanding voting 
stock of the corporations involved. P 
also owns 60 percent of the outstand- 
ing voting stock of corporation X, 
which is not a personal holding com- 
pany, and less than 50 percent own- 

Corporation 
Dividend from Sl 
Dividend from S2 
Dividend from A 
Dividend from Y 
Dividend from less-than-50rrto-owned 
corporations 
Operating income 
Gt oss income 

Prior to 1987, P, S1, and S2 had 
always filed separate federal income 
tax returns. P, Sl, and S2 elected to 
file a consolidated return for 1987. 

LAW AND ANALYSIS 

Section 1504(a)(1) of the Code de- 
fines an affiliated group as one or 
more chains of includible corpora- 
tions connected through stock owner- 
ship with a common parent corpora- 
tion that is an includible corporation 
if (i) the common parent owns di- 
rectly stock meeting the requirements 
of section 1504(a)(2) in at least one 
of the other includible corporations, 
and (ii) stock meeting the require- 
ments of section 1504(a)(2) in each of 
the includible corporations (except 
the common parent) is owned directly 
by one or more of the other includ- 
ible corporations. 

Section 1504(a)(2) of the Code pro- 
vides that the ownership of stock of 
any corporation meets the require- 
ments of section 1504(a)(2) if it (A) 

ership of the outstanding voting 
stock of several other corporations. 
All of the corporations are domestic 
corporations. 

At the time of the above transac- 
tions and throughout all of 1987, all 

of P's capital stock was owned by 
three individuals. P's income for 
1987 consisted solely of dividends 
received from all its stock holdings. 
Sl and S2 are actively engaged in the 
conduct of a trade or business that 
does not generate personal holding 
company income. 

During 1987, P, Sl, and S2 re- 
ceived dividends on all of the shares 
of stock that they own. Those divi- 
dends and income received by Sl and 
S2 from their normal operations were 
the only income received by members 
of the group during 1987. The fol- 
lowing table shows a partial income 
statement for the members of the 
consolidated group: 

P 
$95 

50 

Sl 

$95 

50 
5 

S2 

$5 

$150 
10 

$160 
95 

$100 

possesses at least 80 percent of the 
total voting power of the stock of 
such corporation and (B) has a value 
equal to at least 80 percent of the 
total value of the stock of such 
corporation. 

Section 541 of the Code imposes a 
tax equal to 28 percent (38. 5 percent 
in the case of tax years beginning in 
1987) of the undistributed personal 
holding company income (as defined 
in section 545) of every personal 
holding company (as defined in sec- 
tion 542). 

Section 542(a) of the Code defines 
the term "personal holding com- 
pany" as any corporation (other than 
a corporation described in section 
542(c)) which meets certain stock 
ownership requirements and of which 
at least 60 percent of the adjusted 
ordinary gross income (as defined in 
section 543(b)(2)) for the tax year is 
personal holding company income (as 
defined in section 543(a)). 

Section 543(a)(1) of the Code pro 
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vides that the term "personal holding 
company income" includes the por- 
tion of the adjusted ordinary gross 
income that consists of dividends. 

Section 542(b)(1) of the Code pro- 
vides that, in the case of an affiliated 
group of corporations filing a consol- 
idated return, the adjusted ordinary 
gross income requirement of section 
542(a)(1) shall generally be applied 
with respect to the consolidated ad- 
justed ordinary gross income and the 
consolidated personal holding com- 
pany income of the affiliated group. 

Section 542(b)(2) of the Code pro- 
vides that section 542(b)(1) shall not 
apply to an affiliated group of cor- 
porations if: 

(A) any member of the affiliated 
group of corporations (including the 
common parent corporation) derived 
10 percent or more of its adjusted 
ordinary gross income for the tax 
year from sources outside the affili- 
ated group, and 

(B) 80 percent or more of the 
amount described in section 
542(b)(2)(A) consists o f personal 
holding company income (as defined 
in section 543). 
Thus, if section 542(b)(2) rather than 
section 542(b)(1) applies, the adjusted 
ordinary gross income requirement of 
section 542(a)(1) is applied separately 
to each member of the affiliated 
group. An affiliated group to which 
section 542(b)(2) applies is referred to 
as an "ineligible affiliated group. " 

Section 542(b)(4) of the Code pro- 
vides that, in applying sections 
542(b)(2)(A) and (B), personal hold- 

ing company income and adjusted 
ordinary gross income shall not in- 

clude dividends received by a com- 
mon parent corporation from another 
corporation if the common parent 
corporation owns, directly or indi- 

rectly, more than 50 percent of the 
outstanding voting stock of that 
other corporation and the other cor- 
poration is not a personal holding 

company for the tax year in which 

the dividends are paid. 
Section 1. 542-4(b)(1) of the In- 

come Tax Regulations provides that 

for purposes of the 10 percent test of 
section 542(b)(2)(A) of the Code, 
intercorporate dividends received by 
members of the affiliated group (in- 

cluding the common parent) are to 
be included in the gross income from 
all sources. 

Section 1. 542-4(d)(1) of the regula- 

tions provides that, for purposes of 
section 542(b)(2), gross income of a 

common parent corporation shall not 

include dividends received from a 
corporation that is not a member of 
the affiliated group if the conditions 

of section 542(b)(4) are met with 

respect to the dividend paying corpo- 
ration. 

In the present situation, P, Sl, and 

S2 constitute an affiliated group of 
corporations. See section 1504(a) of 
the Code. X and Y are not part of 
the group because less than 80 per- 

cent of their stock is owned by 
members of the affiliated group. 

In general, in the case of an 

affiliated group of corporations filing 

a consolidated return, the adjusted 
ordinary gross income test of section 
542(a)(1) of the Code for determining 
a corporation's potential status as a 
personal holding company is to be 
applied on a consolidated basis, 
rather than to each corporation sepa- 
rately. See section 542(b)(1). How- 
ever, section 542(b)(2) provides an 
exception in that consolidated treat- 
ment is denied to an affiliated group 
if any member of the affiliated group 
derived 10 percent or more of its 
adjusted ordinary gross income for 
the tax year from sources outside the 
affiliated group and if 80 percent or 
more of such income from sources 
outside the affiliated group consists 
of personal holding company income. 

The exception to consolidated 
treatment contained in section 
542(b)(2) of the Code is itself quali- 
fied by section 542(b)(4), which pro- 
vides that, in applying the tests of 
section 542(b)(2), dividends received 
by a common parent corporation are 
not included in computing adjusted 
ordinary gross income and personal 
holding company income if the com- 
mon parent owns 50 percent or more 
of the outstanding voting stock of 
the corporation paying the dividends 
and if the other corporation is not a 
personal holding company. The first 
issue addressed in this revenue ruling 
is whether the provisions of section 
542(b)(4) apply to all dividend paying 
corporations of which the common 
parent corporation owns 50 percent 
or more of the outstanding voting 
stock (including subsidiaries that are 
members of the affiliated group) or 
whether the provisions apply only to 
non-affiliated, but majority-owned, 

Section 542 

dividend paying corporations (that is, 
corporations that are more than 50 
percent owned, but either less than 
80 percent owned or excepted from 
the definition of includible corpora- 
tion in section 1504(b)). Consistent 
with the legislative history, the regu- 
lations under section 542 provide that 
only dividends received from corpo- 
rations not members of the affiliated 
group are excluded in applying the 
test of section 542(b)92). See sections 
1. 542-4(b)(1) and 1. 542-4(d)(1) of the 
regulations; see also Senate Commit- 
tee on Finance, Summary of Finance 
Committee Amendments to H. R. 
8300, 83d Cong. , 2d Sess. , 27 (1954). 

In the present situation, P had 
$100 of adjusted ordinary gross in- 

come for purposes of section 
542(b)(2) of the Code. Under section 
542(b)(4), section 1. 542-4(b)(1) of the 
regulations, and section 
1. 542-4(d)(1), the $50 dividend re- 
ceived by P from A is not included 
in the section 542(b)(2) computation. 
This $100 consisted of $95 from Sl 
and $5 from a less-than-50 percent- 
owned corporation. Thus, only 5 

percent ($5) of the $100 was from 
sources outside the affiliated group. 
The dividend received by P from S 1 

is not eliminated. Thus, consolidated 
treatment is not denied as a result of 
the income received by P for the tax 
year. 

The second issue addressed in this 
revenue ruling is whether section 
542(b)(4) of the Code excludes divi- 
dends received from controlled but 
non-affiliated corporations by lower- 
tier members of the affiliated group. 
Section 542(b)(4) and section 
1. 542-4(d)(1) of the regulations ex- 
clude dividends received from certain 
subsidiaries only in the case of divi- 
dends received by the common parent 
corporation of an affiliated group. In 
the case of lower-tier members of the 
affiliated group, all dividend income 
received from corporations outside 
the affiliated group is included in 
computing the gross income and per- 
sonal holding income of such lower- 
tier members. 

Thus, in the present situation Sl 
had $160 of adjusted ordinary gross 
income. This $160 consisted of $10 
from operating income, $95 dividend 
income from S2, $50 dividend in- 
come from Y and $5 dividend in- 
come from a less-than-50 percent- 
owned corporation. Approximately 
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35 percent ($55) of the $160 was 
from sources outside the affiliated 
group. The $55 consisted of $50 
dividend income from Y and $5 
dividend income from a less-than-50 
percent-owned corporation. Because 
more than 10 percent of Sl's ad- 
justed ordinary gross income is from 
otuside the affiliated group and all of 
that income is personal holding com- 
pany income under section 543(a)(1), 
the affiliated group of which P is the 
common parent is an "ineligible af- 
filiated group" under section 
542(b)(2). 

HOLDING 

For purposes of determining 
whether an affiliated group of corpo- 
rations may determine its status as a 
personal holding company on consol- 
idated basis under section 542(b)(1) 
of the Code, the dividend exclusion 
provisions of section 542(b)(4) apply 
only to dividends received by the 
common parent corporation from an- 
other corporation of which the com- 
mon parent owns more than 50 per- 
cent of the outstandng voting stock 
but which is not a member of the 
affiliated group and is not a personal 
holding company. 

Subchapter I. -Natural Resources 
Part I. -Deductions 

Section 611. — Allowance of 
Deduction for Depletion 

26 CFR 1. 611-3: Rules applicable to timber. 

Whether the unexpected and unusual loss of 
timber that is not a casualty loss is distinguish- 
able from losses properly recoverable through 
depletion and gives rise to an allowable busi- 
ness loss deduction. See Rev. Rul. 87 — 59, page 
59. 

Section 612. — Basis for Cost 
Depletion 

26 CFR 1. 612-4: Charges to capital and to 
expense in case of oil and gas wells. 

Where a taxpayer elects under section 
263(i)(2)(A) of the Code to capitalize intangi- 
ble drilling and development costs associated 
with a productive oil or gas well located 
outside the United States, those costs which 
are represented by physical property must be 
recovered through depreciation rather than de- 
pletion. See Rev. Rul. 87-l34, page 69. 

Section 613. — Percentage Depletion 

26 CFR 1. 613-4: Gross income from the prop- 
erty in the case of minerals other than oil and 
gas. 
(Also Section 13021 1. 1302-13. ) 

Percentage depletion. If the payor- 
lessee of a mineral property pays a 
royalty and uses all of the mined 
mineral in the manufacture of depre- 
ciable property, and the payor-lessee 
and the payee-lessor of the royalty 
file a consolidated income tax return, 
the payee-lessor's depletion deduction 
is taken when the royalty income is 
reportable in its separate taxable in- 
come. Rev. Rul. 74-10 clarified and 
distinguished. 

Rev. Rul. 87-60 

ISSUE 

If the payor-lessee of a mineral 
property (X) pays a royalty, the 
payor-lessee uses all of the mined 
mineral in the manufacture of depre- 
ciable property, and the payor-lessee 
and the lessor-payee of the royalty 
(Y) file a consolidated income tax 
return, then is the lessor-payee's de- 
pletion deduction with respect to the 
royalty allowable when the royalty is 
received or is it allowable as the 
payor-lessee depreciates the property 
manufactured from the mineral? 

FACTS 

X is a regulated public utility en- 
gaged in the production and sale of 
nuclear generated electricity and Y is 
a corporation owning properties that 
contain deposits of uranium minerals. 

X and Y are affiliated companies 
that file consolidated income tax re- 
turns using the accrual method of 
accounting. X and Y operate as 
separate entities. 

Under an arm' s-length agreement 
having a valid business purpose, Y 
conveyed to X the operating mineral 
rights in a producing mine and other 
properties considered to have mineral 
reserves. In return, X agreed to pay 
Y a royalty of a specific percentage 
of the fair market value of the 
minerals produced from the mines. 
The royalty payment from X to Y is 
payable (and was paid) in the year 
the minerals were produced. Under 
this agreement X and Y each have an 
economic interest in the mineral 
properties. 

The uranium minerals produced 
under the royalty agreement are man- 

ufactured into uranium pellets by X 
for use as nuclear fuel elements in 
X's nuclear reactors for generating 
electricity. Payment by X of the 
royalty is charged to a capital ac- 
count that becomes part of the de- 
preciable basis in the manufactured 
nuclear fuel elements used by X. 

LAW AND ANALYSIS 

Section 613(a) of the Internal Rev- 
enue Code provides an allowance for 
depletion based on a percentage of 
gross income from mining. This al- 
lowance shall not exceed 50 percent 
of the taxpayer's taxable income 
from the property computed without 
allowance for depletion. 

Section 1. 613-2(c)(5)(i) of the In- 
come Tax Regulations provides that 
any rents or royalties representing 
depletable income to the payee that 
are paid or incurred by the taxpayer 
in respect of the property shall be 
excluded in determining the "gross 
income from the property. " 

Rev. Rul. 68-565, 1968-2 C. B. 
263, states the general rule that the 
time for taking the deduction for 
depletion by a lessor of mineral 
property is the taxable year in which 
the lessor reports income from the 
leased property. See also Rev. Rul. 
76-533, 1976-2 C. B. 189; Rev. Rul. 
67-303, 1967-2 C. B. 221. Thus, Y 
may claim the depletion deduction 
for the taxable year in which the 
income from the royalty is property 
reported. 

Section 1. 1502-13(a)(1)(i) of the 
regulations provides that, with certain 
exceptions not here relevant, the term 
"intercompany transaction" means a 
transaction during a consolidated re- 
turn year between corporations that 
are members of the same group im- 
mediately after such transaction. 

Section 1. 1502-13(a)(2) of the regu- 
lations provides that the term "de- 
ferred intercompany transaction" 
means (i) the sale or exchange of 
property, (ii) the performance of ser- 
vices in a case where the amount of 
the expenditure for such services is 
capitalized, or (iii) any other expendi- 
ture in a case where the amount of 
the expenditure is capitalized, in an 
intercompany transaction. 

Section 1. 1502-13(c)(1)(i) o f the 
regulations provides that, to the ex- 
tent gain or loss on a deferred 
intercompany transaction is recog- 
nized under the Code for a consoli- 
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dated return year, such gain or loss 
shall be deferred by the selling mem- 
ber (hereinafter referred to as "de- 
ferred gain or loss" ). 

Section 1. 1502-13(c)(1)(ii)(b) of the 
regulations provides that, with re- 
spect to the deferral of gain or loss 
on a deferred intercompany transac- 
tion, a selling member shall take into 
account the gain or loss on a de- 
ferred intercompany transaction in 
accordance with the provisions of 
sections 1. 1502-13(d), (e), and (f), 
notwithstanding that such selling 
member, under its method of ac- 
counting, would not otherwise recog- 
nize such gain or loss until a later 
taxable year. 

Section 1. 1502-13(d)(1)(i) of the 
regulations provides, as a general 
rule, that if property (including a 
capitalized expenditure for services or 
any other capitalized expenditure) ac- 
quired in a deferred intercompany 
transaction is, in the hands of any 
member of the group, subject to 
depreciation, amortization, or deple- 
tion, then, for each taxable year 
(whether consolidated or separate) 
for which a depreciation, amortiza- 
tion, or depletion deduction is al- 
lowed to any member of the group 
with respect to such property, a 
portion (as determined under section 
1. 1502-13(d)(1)(ii)) of the deferred 
gain or loss attributable to such 
property shall be taken into account 
by the selling member. 

Rev. Rul. 74-10, 1974-1 C. B. 251, 
considered the issue of whether the 
payment of a coal royalty by one 
member of an affiliated group which 
filed a consolidated return to another 
member of that group was a deferred 
intercompany transaction. Under the 
facts of the ruling, "the royalties 
paid by [the lessee were] a reduction 
of [the lessee's] gross income from 
mining and [were] not capital- 
ized. . . . " 1974-1 C. B. at 252. The 
ruling held that the transaction was 

not a deferred intercompany transac- 
tion because the royalties paid by the 
lessee were not capitalized. 

Rev. Rul. 72-507, 1972-2 C. B. 
198, clarified by Rev. Rul. 74-237, 
1974-1 C. B. 70, states that expendi- 
tures for nuclear fuel assemblies (that 
is, the composite of fabricated nu- 

clear fuel and container) are capital 
expenditures subject to an allowance 
for depreciation under section 167 of 
the Code. 

The royalty agreement between X 
and Y is within the meaning of an 
"intercompany transaction" since a 
consolidated return was filed and X 
and Y were members of the same 

group immediately after the transac- 
tion. See Rev. Rul. 74-10, which 

held that such a transaction and 
payment is an intercompany transac- 
tion within the meaning of section 
1. 1502-13(a)(1) of the regulations. 

The expenditures by X are for the 
manufacture of nuclear fuel elements, 
and those expenditures were properly 
capitalized. See Rev. Ruls. 72-507 
and 74-237. Therefore, the transac- 
tions are "deferred intercompany 
transactions" under section 1. 1502- 
13(a)(2) of the regulations. Rev. Rul. 
74-10 is distinguishable because in 
that case the royalty payment was 
not capitalized by the payor. 

In a deferred intercompany trans- 
action, any gain or loss on the 
transaction is deferred from the time 
it would otherwise be reported by the 
selling member under its method of 
accounting. The deferred gain or loss 
is taken into account ("restored") in 
accordance with the provisions of 
sections 1. 1502-13(d), (e), or (f) of 
the regulations, which describe vari- 
ous "restoration events. " Under sec- 
tion 1. 1502-13(d)(1), if in any taxable 
year a member of the group is 
allowed depreciation with respect to 
property acquired in a deferred 
intercompany transaction, then a por- 
tion of the deferred gain or loss is 
taken into account in that year by 
the selling member. 

In the present case, Y (the "selling 
member") has recognized royalty in- 
come when the income is received or 
the right to payment arises. However, 
because the transaction that gives rise 
to the royalty is a deferred inter- 
company transaction, the income is 
deferred under section 1. 1502-13(c) 
of the regulations. Under section 
1. 1502-13(d)(1), the royalty is taken 
into income by Y when depreciation 
is taken by X (the "purchasing mem- 
ber") on the manufactured mineral 
product. Therefore, Y is entitled to 
take depletion with respect to that 
royalty only when the royalty income 
is taken into income. See Rev. Rul. 
68-565. 

Section 652 
royalty. The depletion deduction is to 
be taken at the time the royalty 
income is reportable in Y's separate 
taxable income. 

EFFECT ON OTHER REVENUE 
RULINGS 

Rev. Rul. 74-10 is clarified and 
distinguished. 

Subchapter J. -Estates, Trusts, Beneficiaries 

and Decedenls 

Part I. -Estates, Trusts, and Beneficiaries 

Subpart A. — General Rules for Taxation of Estate 

and Trusts 

Section 642. — Special Rules for 
Credits and Deductions 

26 CFR 1. 642(i)-1: Certain distributions by 
cemetery perpetual care funds. 

Funds distributed by a perpetual care trust 
fund to a cemetery corporation for the care 
and maintenance of gravesites are compensa- 
tion for services taxable to the corporation 
under section 61 of the Code and are nor 
treated as trust distributions under section 652 
and 662. See Rev. Rul. 87-97 below. 

Subpart B. -Trusls Which Distribute Current Income Only 

Section 652. — Inclusion Of Amounts 
In Gross Income Of Beneficiaries Of 
Trusts Distributing Current Income 
Only 

26 CFR 1. 652(b)-l: Character of amounts. 
(Also Sections 61, 642, 662; 1. 61-1, 1. 642(i)-l, 
1. 662(a)-1. ) 

Trusts distributions by a perpetual 
care trust fund. Funds distributed by 
a perpetual care trust fund to a 
cemetery corporation for the care 
and maintenance of gravesites are 
compensation for services taxable to 
the corporation under section 61 of 
the Code. 

Rev. Rul. 87-97 

ISSUE 

If a cemetery corporation receives 
from a cemetery perpetual care trust 
a distribution of funds for the care 
and maintenance of cemetery grave- 
sites and these distributions meet the 
requirements of section 642(i) of the 
Internal Revenue Code, does the cor- 
poration receive those funds, for pur- 
poses of section 652 and section 662, 
in the capacity of beneficiary of the 
trust? 

HOLDING FACTS 

Y cannot deduct the depletion al- C, a taxable cemetery corporation, 
lowance at the time X pays the owns and operates a perpetual care 
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cemetery in state X. Under the laws 
of state X, a cemetery company must 
set aside and deposit in a mainte- 
nance trust fund a stated percentage 
of the payments received from the 
sale of gravesites. For this purpose, 
C established T, a cemetery per- 
pertual care fund trust that qualifies 
under section 642(i) of the Code. 

T invests its trust funds in various 
corporate and governmental securi- 
ties, including governmental obliga- 
tions whose interest payments are 
exempt from taxation under section 
103 of the Code. During each taxable 
year, T distributes funds to C for the 
expenses incurred by C for the care 
and maintenance of cemetery grave- 
sites. 

LAW AND ANALYSIS 

Section 61(a) of the Code provides, 
in pertinent part, that gross income 
means all income from whatever 
source derived, including compensa- 
tion for service and gross income 
derived from business. 

Section 642(i) of the Code provides 
that if certain conditions are met, a 
distribution by a cemetery perpetual 
care trust for the care and mainte- 
nance of gravesites shall be consid- 
ered a distribution solely for pur- 
poses of section s 651 and 661, but 
only to the extent that the aggregate 
amount so distributed during a tax- 
able year does not exceed the dollar 
limitation contained in section 642(i). 

Section 651(a) of the Code pro- 
vides, generally, that in computing its 
taxable income a simple trust may 
take a deduction for income that is 
required to be distributed currently. 
Similarly, section 661(a) provides, 
generally, that a complex trust may 
take a deduction for income required 
to be distributed currently or for any 
other amounts properly paid or cred- 
ited or required to be distributed in 
that taxable year. 

Sections 652(a) and 662(a) of the 
Code provide, in general, when and 
to what extent a beneficiary of a 
trust is required to include in its 
gross income the amounts that are 
required to be distributed by a trust 
described in section 651, or the 
amounts specified in section 661(a). 

Sections 652(b) and 662(b) of the 
Code provide, in general, that the 
amounts specified in sections 652(a) 
and 662(a) shall have the same char- 

aeter in the hands of the beneficiary 
as in the hands of the trust. 

Metairie Cemetery Association v. 
United States, 282 F. 2d 225 (5th Cir. 
1960), holds that a cemetery corpora- 
tion is not a beneficiary of a ceme- 
tery perpetual care trust and that 
tax-exempt interest income distrib- 
uted to the corporation by the trust 
for the maintenance of cemetery 
grounds is compensation for services 
in the hands of the corporation. Ac- 
cord, Monte Vista Burial Park, Inc. 
v. United States, 340 F. 2d 595 (6th 
Cir. 1965). 

In explaining section 642(i) of the 
Code, the Senate Finance Committee 
Report states that: 

Since the taxable cemetery com- 
pany is not the beneficiary of the 
perpetual care fund trust, the bill 
does not change the treatment of the 
receipt of such amounts by the tax- 
able cemetery company. Conse- 
quently, such an amount is to con- 
tinue to be taxable to the cemetery 
company as ordinary income (sec. 61) 
and is not to be treated as a trust 
distribution in the hands of the ceme- 
tery company (secs. 652 and 662). 
For example, even though the perpet- 
ual care fund makes a distribution 
out of dividend income, tax-exempt 
interest, or long-term capital gains, 
the cemetery company is to include 
in income the total amount, without 
regard to the dividends received de- 
duction, the exclusion of tax-exempt 
interest, and the deduction for half of 
long-term capital gains. 
S. Rep. No. 94-1317, 94th Cong. , 2d 
Sess. 3 (1976), 1976-2 C. B. 553, 
554-55. 

In the present situation, section 
642(i) of the Code provides that the 
distibutions by T, the trust fund, to 
C for the care and maintenance of 
gravesites are considered distributions 
by T to the extent provided in section 
642(i) solely for purposes of sections 
651 and 661. Under the holdings in 
Metairie and Monte Vista Burial 
Park, however, the funds distributed 
to C are not distributions to a trust 
beneficiary but, rather, are compen- 
sation for services rendered by C to 
the trust. The provisions of sections 
651 and 661 that are applicable to 
the distribution apply only to T. The 
amounts distributed are not consid- 
ered distributions for purposes of any 
other section of the Code, including 
sections 652 or 662. Therefore, the 

characterization provisions of sec- 
tions 652(b) and 662(b) do not applY 
to the distribution made to C by T. 
Thus, for example, these distributions 
do not entitle C to an exclusion for 
tax-exempt income. 

HOLDING 

Funds distributed by a perpetual 
care trust fund to a cemetery corpo- 
ration for the care and maintenance 
of gravesites are compensation for 
services and are taxable to the corpo- 
ration under section 61 of the Code. 
Therefore, since the trust distribu- 
tions are not made to the cemetery 
corporation in its capacity as benefi- 
ciary, the provisions of sections 
652(b) and 662(b) do not apply, and 
the funds distributed do not have the 
same character in the hands of the 
cemetery corporation as in the hands 
of the cemetery perpetual care fund 
trust. 

Subpart C. — Estates and Trusts Which May Accumulate 

Income or Which Distribute Corpus 

Section 662. — Inclusion Of Amounts 
ln Gross Income of Beneficiaries of 
Estates and Trusts Accumulating 
Income or Distributing Corpus 

26 CFR 1. 662(a)-1: Inclusion of amounts in 
gross income of beneficiaries of estates and 
complex trusts; general. 

Funds distributed by a perpetual care trust 
fund to a cemetery corporation for the care 
and maintenance of gravesites are compensa- 
tion for services taxable to the corporation 
under section 61 of the Code and are not 
treated as trust distributions under section 652 
and 662. See Rev. Rul. 87-97, page 155. 

Subpart E. -Grantors and Others Treated 

as Substantial Owners 

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

26 CFR 1. 671-1: Grantors and others treated 
as substantial owners; scope, 
(Also Sections 61, 673, 676, 677, 7805; 1. 61-1, 
1. 673 (d)-1, 1. 676(a)- I, 1. 67 7(a)- I, 
301. 7805 — 1. ) 

Trusts; pre-need funeral trusts. The 
purchasers of pre-need funeral ser- 
vices, rather than the sellers, are the 
grantors and the owners of pre-need 
funeral trusts established under state 
laws. Any money received from the 
trust by a seller of a pre-need funeral 
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is a payment for merchandise and 
services includible in the seller's gross 
income under section 61 of the Code. 
Rev. Rul. 73-140 superseded. 

Rev. Rul. 87-127 

ISSUES 

(1) In the four situations described 
below, is the purchaser of a pre-need 
funeral the grantor of a pre-need 
funeral trust? 

(2) If the purchaser is the grantor 
of the trust, is the purchaser treated 
as the owner of any portion of the 
trust under section 671 of the Inter- 
nal Revenue Code? 

(3) Is any money received from the 
trust by a seller of a pre-need funeral 
a payment for merchandise and ser- 
vices and includible as such in the 
seller's gross income under section 61 
of the Code? 

FACTS 

Generally, state law provides that a 
decedent's estate or spouse has a 
legal obligation to pay for the 
decedent's funeral. A pre-need fu- 
neral is a funeral that has been 
arranged for, and purchased by, the 
decedent prior to the decedent's 
death. In a pre-need funeral arrange- 
ment, the purchaser of the funeral 
enters into a contract with the seller, 
which is usually a funeral home. The 
purchaser selects the desired mer- 
chandise and services and agrees to 
pay for them in a lump sum or in 
installments. The merchandise and 
services are delivered upon death by 
the seller. 

Most states have laws or regula- 
tions that govern pre-need funerals. 
These laws and regulations protect 
the purchaser and provide for the 
investment of the money transferred 
to the seller. Usually, the seller is 
required to deposit a percentage of 
the money into a pre-need funeral 
trust for the use, benefit and protec- 
tion of the purchaser; the money is 
invested and held by the trust until 
the seller performs. Based upon the 
purchaser's life expectancy, the 
present value of the right to use the 
deposit to pay for the purchaser's 
funeral exceeds 5 percent of the 
amount of money deposited in the 
trust at its inception. 

Although the terms of the trust 
agreements may vary from seller to 
seller and the provisions of state law 

Section 671 
Section 671 of the Code provides 

that when it is specified in subpart E 
of part I of subchapter 3 that the 
grantor shall be treated as the owner 
of any portion of a trust, there shall 

be included in computing the taxable 
income and credits of the grantor 
those items of income, deductions, 
and credits against tax of the trust 
that are attributable to that portion 
of the trust to the extent that such 

items would be taken into account 
under chapter 1 in computing taxable 
income or credits against the tax of 
an individual. 

Section 673(a) of the Code pro- 
vides that the grantor shall be treated 
as the owner of any portion of a 
trust in which he has a reversionary 
interest in either the corpus or the 
income therefrom, if, as of the incep- 
tion of that portion of the trust, the 
value of such interest exceeds 5 per- 
cent of the value of such portion. 

Section 676(a) of the Code pro- 
vides that the grantor shall be treated 
as the owner of any portion of a 
trust, whether or not he is treated as 
owner under any other provision of 
this part, if at any time the power to 
revest in the grantor title to such 
portion is exercisable by the grantor 
or a nonadverse party, or both. 

Section 677(a) of the Code pro- 
vides, in relevant part, that the 
grantor shall be treated as the owner 
of any portion of a trust whose 
income without the approval or con- 
sent of any adverse party is, or, in 
the discretion of the grantor or a 
nonadverse party, or both, may be 
distributed, or held or accumulated 
for future distribution, to the grantor 
or the grantor's spouse. 

may vary from state to state, there 

are four pre-need funeral trust ar- 

rangements that are commonly used. 
Each of the following situations de- 

scribes one of these arrangements. 

Situation 1. The purchaser can 
cancel the contract with the seller at 
any time. Income earned on the 
money deposited in the trust is accu- 
mulated. Upon per formance, the 
seller receives all of the purchaser's 
money that was deposited in the trust 
and the accumulated income. If the 
purchaser cancels the contract with 

e se er, all money eposite in 

trus an the accumulated income is 
received by the urchaser. 

ttuation 2. The purchaser can can- 
cel the contract with the seller at any 
time. Income earned on the money 
deposited in the trust is paid annually 
to the seller. Upon performance, the 
seller receives all of the purchaser's 
money that was deposited in the 
trust. If the purchaser cancels the 
contract with the seller, all money 
deposited in the trust is returned to 
the purchaser. 

Situation 3. The purchaser can 
cancel the contract with the seller at 
any time. Income earned on the 
money deposited in the trust is accu- 
mulated. Upon performance, the 
seller receives all of the purchaser's 
money deposited in the trust and the 
accumulated income. If the purchaser 
cancels the contract, the purchaser is 
not entitled to receive any money 
from the trust but is only entitled to 
select a new seller to provide the 
funeral. 

Situation 4. The purchaser can 
cancel the contract with the seller at 
any time. Income earned on the 
money deposited in the trust is accu- 
mulated. Upon performance, the 
seller receives all of the purchaser's 
money that was deposited in the trust 
and the accumulated income. If the 
purchaser cancels the contract with 
the seller, all the money deposited in 
the trust is returned to the purchaser, 
and the accumulated income is paid 
to the seller. 

LAW 

Section 61(a) of the Code and the 
Income Tax Regulations thereunder 
provide that, except as otherwise pro- 
vided by law, gross income means all 
income from whatever source de- 
rived. 

Section 1. 677(a)-1(d) of the regula- 
tions provides, in relevant part, that 
under section 677 of the Code a 
grantor is, in general, treated as the 
owner of a portion of a trust whose 
income is, or in the discretion of the 
grantor or a nonadverse party, or 
both, may be applied in discharge of 
a legal obligation of the grantor (or 
his spouse in the case of property 
transferred in trust by the grantor 
after October 9, 1969). 

In Rev. Rul. 73-140, 1973-1 C. B. 
323, the taxpayer contracts with a 
funeral home for prepaid funeral ser- 
vices. State law provides that a seller 
of prepaid funeral services must de- 
posit 90 percent of all funds collected 
under contracts to provide funeral 
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Section 671 
services into a trust fund for the use, 
benefit and protection of the pur- 
chasers. The purchaser of the contract 
is considered to be the grantor of the 
trust. Since f any 
time withdraw the portion of the 
grantor's payments paid into the 
trust fund, together with any in crest 
earned thereon, t sl(f- 
ere~re owner of the trust under 
section 676(a) of the Code. The 
ru mg co at t e purchaser 
must include in gross income the 
interest earned on amounts in the 
trust fund for the year in which such 
interest is earned by the trust. 

In Rev. Rul. 73-251, 1973-1 C. B. 
324, the taxpayer transferred certain 
property to an irrevocable trust es- 
tablished by the taxpayer on the date 
of transfer. One year later, the tax- 
payer transferred additional property 
to the same trust. The trust instru- 
ment directed the trustee to pay the 
trust net income to certain other 
persons during the life of the tax- 
payer and on the death of the tax- 
payer to pay all property then in the 
trust to the taxpayer's estate. The 
ruling concludes that because of the 
reversionary interest in the trust and 
because of the taxpayer's life expect- 
ancies at the time of the two trans- 
fers to the trust, the taxpayer is 
considered the owner under section 
673(a) of the Code of that portion of 
the trust attributable to the second 
transfer of property, but not the 
owner of the portion attributable to 
the first transfer of property. 

ANALYSIS AND HOLDINGS 

(I) In each of the four situations, 
the purchaser is treated for federal 
income tax purposes as the grantor 
of the trust for the following rea- 
sons. The money that funds the trust 
comes from the purchaser. See, 
Bixby v. Commissioner, 58 T. C. 757 
(1972), acq. , 1975-2 C. B. 1. Al- 

to the seller, under state law the 
setter does not have dominion anti 
co~atro over it and is not free to 

o lace the 
money in trust. See, Buhl v. 
Xavanagh, I IY F. 2d 315 (6th Cir. 
1941). The placement of the money 
into the trust usually occurs soon 
after the purchaser's money is re- 
ceived by the seller. See, Estate of 

Schwartz v. Commissioner, 9 T. C. 
229 (1947), acq. , 1947-2 C. B. 4. 
Once it is in trust, the disposition of 
the money, and the income earned 
on it, reflects the wishes of the 
purchaser more. than those -of the 
seller. See, Smith v. Commissioner, 
56 T. C. 263 (1971), acq. , 1972-2 
C. B. 3. 

(2) In each of the four situations, 
the purchaser is treated under section 
671 as the owner of the entire trust. 

Situation 1. Because the purchaser 
can cancel the contract at any time 
and receive the money deposited into 
the trust and the accumulated in- 
come, the purchaser has the power to 
revoke the trust. Therefore, under 
section 676(a) of the Code the pur- 
chaser is treated as the owner of the 
entire trust and the income of the 
trust is includible in the purchaser's 
gross income in the year in which it 
is earned by the trust. Rev. Rul. 
73-140. 

Situation 2. This trust differs from 
the trust in Situation 1 in that in- 
come of the trust is paid annually to 
the seller. Because the purchaser can 
cancel the contract at any time and 
receive the money deposited in the 
trust, the purchaser has the power to 
revoke the trust. Therefore, under 
section 676(a) of the Code, the pur- 
chaser is treated as the owner of the 
entire trust and the income of the 
trust is includible in the purchaser's 
gross income in the year in which it 
is earned by the trust. The income 
paid annually by the trustee to the 
seller is a payment for merchandise 
and services and is includible in the 
seller's gross income in the year 
received or properly accrued depend- 
ing upon the seller's method of ac- 
counting. 

Situation 3. In those states in 
which the purchaser's estate has a 
legal obligation to pay for a funeral, 
the purchaser has a reversionary in- 
terest in the trust because the money 
deposited into the trust and the in- 
come earned thereon will relieve the 
estate of such obligation. See the 
Example in section 1. 673(d)-1 of the 
regulations and Rev. Rul. 73-251 
(both of which involve section 673 of 
the Code prior to its amendment by 
the Tax Reform Act of 1986). The 
value of this reversionary interest 
exceeds 5 percent of the value of that 
portion of the trust that includes the 
money deposited into the trust as of 

the inception of that portion. Be- 
cause the value of this reversionary 
interest exceeds 5 percent of the 
value of the money deposited in the 
trust, the purchaser is treated under 
section 673(a) as the owner of the 
entire trust and the income of the 
trust is includible in the purchaser's 
gross income in the year in which it 
is earned by the trust. 

In those states in which the 
purchaser's spouse has a legal obliga- 
tion to pay for a funeral, the income 
earned on the money deposited into 
the trust may be applied in discharge 
of this obligation. Therefore, under 
section 677(a) of the Code the pur- 
chaser is treated as the owner of the 
entire trust and the income of the 
trust is includible in the purchaser's 
gross income in the year in which it 
is earned by the trust. 

Situation 4. In this trust the in- 
come is accumulated. However, un- 
like the trust in Situation 1, the seller 
will receive the income even if the 
contract is cancelled by the pur- 
chaser. Because the trust is revocable, 
the purchaser is treated as the owner 
of that portion of the trust that 
includes the money deposited into the 
trust. Therefore, under section 676(a) 
of the Code the income earned on 
this portion is includible in the 
purchaser's gross income in the year 
in which it is earned by the trust. 
The income earned on the accumu- 
lated income is not subject to revoca- 
tion and is paid to the seller. jIow- 
ever, as in Situation 3, this income 
will benefit the purchaser's estate or 
s ouse. T ere ore un P 
tions 673(a) or 677(a), the purchaser 
is the owner of that portion of the 
trust that includes the accumulated 
income, and, thus, the income earned 
on the accumulated income is includ- 
ible in the purchaser's gross income 
in the year in which it is earned by 
the trust. 

(3) In each of the four situations 
the purchaser has contracted with the 
seller for certain merchandise and 
services and the money is deposited 
into the trust to pay for the merchan- 
dise and services. Accordingly, any 
payment received by the seller from 
the trust is a payment for merchan- 
dise and services and under section 
61 of the Code is includible in the 
seller's gross income in the year 
received or properly accrued depend- 
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ing upon the seller's method of ac- 
counting. 

APPLICATION OF SECTION 
7805(b) 

Pursuant to the authority con- 
tained in section 7805(b), holdings (1) 
and (2) of this revenue ruling will not 
apply to contracts described in Situa- 
tions 2, 3, and 4 and entered into 
before January 29, 1988. 

Pursuant to the authority con- 
tained in section 7805(b), holding (3) 
will not apply to any payment of 
income earned by the trust that is 
received by the seller from the trust 
under contracts described in 

Situat- 

ionss 2, 3, and 4 and entered into 
before January 29, 1988; however, 
holding (3) will be applied with retro- 
active effect to the lump sum or 
installment payments that were de- 
posited in the trust for the purchaser 
and that are received by the seller 
from the trust under contracts de- 
scribed in Situations 2, 3, and 4. 

Holdings (1), (2), and (3) will be 
applied with retroactive effect to Sit- 
uation i because Situation I involves 
essentially the same facts and trans- 
action as set forth in Rev. Rul. 
73-140. 

EFFECT ON OTHER REVENUE 
RULINGS 

Rev. Rul. 73-140 is superseded. 

26 CFR 1. 671-1: Grantors and others treated 
as substantial owners; scope. 

A taxpayer who transfers appreciated prop- 
erty to a foreign trust is not subject to the tax 
imposed by section 1491 of the Code if the 

taxpayer is treated as the owner of the trust 

under section 673 through 679. See Rev. Rul. 
87-61, page 219. 

Section 673. — Reversionary 
Interests 

CFR 1. 673(d)-1: Postponement of date speci- 

fied for reacquisition. 

Is the purchaser of a pre-need funeral trust, 
who has a reversionary interest in the funeral 
trust in excess of 5 percent, treated as the 

owner of the entire trust. See Rev, Rul. 
87-127, page 156. 

Section 676. — Power to Revoke 

26 CFR 1. 676(aj-l: Power to revest title to 

portion of trust property in grantor; general 

rule, 

If the purchaser of a pre-need funeral trust 

can cancel the contract with the seller at any 

time, is the purchaser treated as the owner of 
the pre-need funeral trust. See Rev. Rul. 

87-127, page 156. 

Section 677. — Income for Benefit of 
Grantor 

26 CFR 1. 677(a)-1: Income for benefit of 
grantor; general rule. 

If the income earned by a pre-need funeral 

trust may be applied to discharge the obliga- 
tion of the purchaser's spouse to pay for a 
funeral, is the purchaser treated as the owner 
of the trust. See Rev. Rul. 87-127, page 156. 

Subchapter K. -Partners and Partnerships 

Part I. -Determinations of Tax Liability 

Section 708 
an interest in partnership capital and 
profits subject to section 708(b)(1) 
(B)? 

(2) Is gain or loss recognized to 
the transfer corporation when the 
partnership interest is exchanged? 

FACTS 

X corporation owned a 50 percent 
interest in the capital and profits of 
XZ partnership. Pursuant to a reor- 
ganization under section 368(a)(1) of 
the Code, X transferred its assets, 
including the 50 percent interest in 
XZ, to Z corporation solely for Y 
stock in a transaction qualifying un- 
der section 361(a). The liabilities of 
X assumed by Y in the reorganiza- 
tion did not exceed X's basis in the 
assets transferred. The business of 
XZ was continued in a partnership 
composed of Y and Z. 

LAW AND ANALYSIS Section 706. — Taxable Years of 
Partner and Partnership 

26 CFR 1. 706-1: Taxable years of partner and 
partnership. 

Guidance is provided for any partnership, S 
Corporation, or Personal Service Corporation 
that desires to adopt, retain, or change its tax 
year. See Rev. 87-32, page 396. 

26 CFR 1. 706-1: Taxable years of partner and 
partnership. 

Whether the taxpayer has established, to the 
satisfaction of the Secretary, a business pur- 
pose for adopting retaining, or changing its tax 
year. See Rev. Rul. 87-57, page 117. 

Section 708. — Continuation of 
Partnership 

26 CFR I. 708-1: Termination. 
(Also Sections 361, 368, 741; 1. 361-1, 1. 368-1, 
1. 741-1. ) 

Partnerships; termination. Transfer 
of a partnership interest pursuant to 
a reorganization of a corporate part- 
ner is an "exchange" for purposes of 
section 708(b)(1)(B), except where the 
reorganization qualifies under section 
368(a)(1)(F). 

Rev. Rul. 87-110 

ISSUES 

(1) If a corporation transfers an 
interest in a partnership to another 
corporation in a transaction qualify- 
ing under sections 361(a) and 
368(a)(1) of the Internal Revenue 
Code, is the transfer an exchange of 

Section 361(a) of the Code pro- 
vides that no gain or loss is recog- 
nized to a transferor corporation that 
is a party to a reorganization on any 
exchange of property pursuant to the 
plan of reorganization. 

The term "reorganization" is de- 
fined in section 368(a)(1) of the 
Code. 

Section 741 of the Code provides 
that, in the case of an exchange of 
an interest in a partnership, gain or 
loss shall be recognized to the 
transferor partner. 

Section 708(a) of the Code pro- 
vides that an existing partnership 
shall be considered as continuing if it 
is not terminated. 

Section 708(b)(1)(B) of the Code 
provides that a partnership will be 
considered terminated if within a 
twelve-month period there is a sale or 
exchange of 50 percent or more of 
the total interest in partnership capi- 
tal and profits. 

Section 1. 708-1(b)(1)(ii) of the In- 
come Tax Regulations provides that, 
for purposes of section 708(b)(1)(B) 
of the Code, a sale or exchange 
includes a sale or exchange to an- 
other member of the partnership. 
However, a disposition of a partner- 
ship interest by gift (including assign- 
ment to a successor in interest), be- 
quest, or inheritance, or the 
liquidation of a partnership interest, 
is not a sale or exchange for pur- 
poses of this subparagraph. Further- 
more, the contribution of property to 
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Section 708 
a partnership does not constitute 
such a sale or exchange. 

In Rev. Rul. 81-38, 1981-1 C. B. 
386, a 50 percent partnership interest 
was transferred to a corporation in a 
transaction qualifying under section 
351(a) of the Code. Section 351(a) 
provides that no gain or loss shall be 
recognized if property is transferred 
to a corporation by one or more 
persons solely in exchange for stock 
in such corporation and immediately 
after the exchange such person or 
persons are in control of the corpora- 
tion. Rev. Rul. 81-38 holds that, 
under the facts of the ruling, the 
section 351 exchange is also an ex- 
change within the meaning of section 
708(b)(1)(B). Rev. Rul. 81-38 further 
holds that, although section 741 
would otherwise require recognition 
of gain, section 351 provides for 
nonrecognition treatment. 

Similarly, if the assets exchanged 
in a transaction described in sections 
361(a) and 368(a)(1) o f the Code 
include an interest in a partnership, 
there has been an exchange of the 
partnership interest for purposes of 
section 708(b)(1)(B). Furthermore, al- 
though section 741 would otherwise 
require recognition of gain, section 
361 applies to provide nonrecognition 
treatment of any gain realized on the 
exchange by the transferor corpora- 
tion. 

However, a section 361 exchange 
of a partnership interest made pursu- 
ant to a plan of reorganization quali- 
fying under section 368(a)(1)(F) of 
the Code is not an exchange for 
purposes of section 708. In a section 
368(a)(1)(F) reorganization, there is 
virtually no change in the identity of 
the shareholders and their interests or 
in the assets involved. See Rev. Rul. 
66-284, 1966-2 C. B. 115. The provi- 
sions governing corporate reorganiza- 
tions recognize this unique feature of 
reorganizations qualifying under sec- 
tion 368(a)(1)(F). See section 381(b); 
section 1. 381(b)-1(a)(2) of the regula- 
tions. Finally, section 368(a)(1)(F) re- 
organizations involve only one oper- 
ating company. See H. R. Rep. No. 
97-760, 97th Cong. , 2d Sess. 541, 
1982-2 C. B. 600, 634. 

HOLDINGS 

(1) The transfer by a corporation 
of its interest in the capital and 
profits of a partnership to another 
corporation in a transaction qualify- 
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ing under sections 361(a) and 
368(a)(1) of the Code is an exchange 
for purposes of section 708(b)(1)(B), 
unless the reorganization qualifies un- 

der section 368(a)(1)(F). Accordingly, 
X's transfer to Y of its 50 percent 
interest in the AZ partnership causes 
a termination of that partnership 
under section 708(b)(1)(B). For the 
effect of the transfer with respect to 
a closing of the partnership year, see 
section 706(c). For the tax treatment 
of the transferee corporation where a 
section 754 election is in effect, see 
section 743. For the federal income 
tax treatment of the transferee corpo- 
ration and the continuing partners 
upon termination of the partnership, 
see section 1. 708-1(b)(1) of the regu- 
lations and Rev. Rul. 86-73, 1986-1 
C. B. 282. 

(2) Since the transfer qualifies un- 
der section 361(a) of the Code, no 
gain or loss is recognized to the 
transferor corporation upon the 
transfer of its assets, including its 
partnership interest, to the transferee 
corporation solely for stock of the 
transferee corporation. However, for 
situations in which the transferor 
corporation may recognize gain under 
section 357(c), see Rev. Rul. 75-161, 
1975-1 C. B. 114, and compare Rev. 
Rul. 80-323, 1980-2 C. B. 124. 

Section 709. — Treatment of 
Organization and Syndication Fees 

26 CFR 1. 709-1t Treatment of organization 
and syndication costs. 
(Also Section 731;1. 731-1. ) 

Partnershlps; treatment of organi- 
zation expenses. A partner's share of 
amounts paid or incurred to organize 
the partnership may not be deducted 
as a loss under section 165 of the 
Code in the year of the partnership's 
liquidation if the partnership has not 
made an election under section 709(b) 
to treat such amounts as deferred 
expenses amortizable over a period of 
not less than 60 months. 

Rev. Rul. 87-111 

ISSUE 

Whether, in the year of a 
partnership's liquidation, a partner is 
entitled to a loss deduction under 
section 165 of the Internal Revenue 
Code for his share of amounts paid 
or incurred to organize the partner- 

ship if the partnership did not elect 
under section 709(b) to amortize such 
amounts. 

FACTS 

G contributed $100x for a partner- 
ship interest in partnership GL. In its 

first year, GL incurred legal fees of 
$20x for services incident to the 
organization of the partnership. G's 
distributive share of these fees was 

$10X. GL did not elect to amortize 
the legal fees as deferred organiza- 
tional fees under section 709(b) of 
the Code. At the end of its third year 
of operation, GL decided to wind up 
its operation and liquidate. Based on 
G's capital account at that time, GL 
then made a final liquidating distri- 
bution of G to $90x. In determining 
the taxable income of the partnership 
for its final taxable year, GL sepa- 
rately stated the organizational legal 
fees of $20x as a loss under section 
165. 

LAW AND ANALYSIS 

Section 709(a) of the Code pro- 
vides in relevant part that, except as 
provided in section 709(b), no deduc- 
tion shall be allowed under chapter 1 

of subtitle A of the Code to the 
partnership or to any partner for any 
amounts paid or incurred to organize 
a partnership. 

Section 709(b)(1) of the Code pro- 
vides that amounts paid or incurred 
to organize a partnership may, at the 
election of the partnership (made in 
accordance with regulations pre- 
scribed by the Secretary), be treated 
as deferred expenses. Such deferred 
expenses shall be allowed as a deduc- 
tion ratably over such period of not 
less than 60 months as may be 
selected by the partnership (beginning 
with the month in which the partner- 
ship begins business), or if the part- 
nership is liquidated before the end 
of such 60-month period, such de- 
ferred expenses (to the extent not 
deducted under section 709) may be 
deducted to the extent provided in 
section 165. 

Section 1. 709-1(c) of the regula- 
tions provides that the election to 
amortize organizational expenses pro- 
vided by section 709(b) shall be made 
by attaching a statement to the 
partnership's return of income for 
the taxable year in which the partner- 
ship begins business. Once an elec- 



tion has been made, an amended 
return and statement may be filed to 
include any organizational expenses 
not included in the 

partnership�'s 

originial return and statement. 
Section 1. 709-1(b)(2) of the regula- 

tions provides that if a partnership 
has elected under section 709(b) to 
amortize its organizational expenses 
over a period of not less than 60 
months, and if there is a winding up 
and complete liquidation of the part- 
nership prior to the end of the 
amortization period, the unamortized 
amount of organizational expenses is 
a partnership deduction in its final 
taxable year to the extent provided 
under section 165 (relating to losses). 
However, there is no partnership de- 
duction with respect to the part- 
nership's capitalized syndication ex- 
penses. 

Section 731(a)(2) of the Code pro- 
vides that in the case of a distribu- 
tion in liquidation of a partner's 
interest in a partnership, loss shall be 
recognized to the extent of the excess 
of the adjusted basis of such 
partner's interest in the partnership 
over the sum of money or unrealized 
receivables and inventory (as defined 
in section 751) distributed, but only 
if no other property is distributed. 
Any loss recognized shall be consid- 
ered as loss from the sale or ex- 
change of the partnership interest of 
the distributee partner. 

In the present situation, the part- 
nership failed to make an election 
under section 709(b)(1) to treat the 
partnership's organizational legal fees 
as deferred expenses amortizable over 
a period of not less than 60 months. 
Thus, the legal fees are to be treated 
as organizational expenses that are 
chargeable to the partnership's capi- 
tal account. As section 709 denies 

any deduction for organizational fees 
under chapter 1 of Subtitle A of the 
Code unless allowed under section 
709(b), the provisions of section 709 
and the regulations thereunder super- 
sede any other section contained in 

chapter 1 of the Code with respect to 
the deductibility of the cost of GL's 
legal fees. See Rev. Rul. 85-32, 
1985-1 C. B. 186. Section 709(b)(1) 
permits a section 165 deduction for 
the unamortized portion of amounts 
treated as deferred expenses pursuant 
to a section 709(b) election if the 

partnership is liquidated before the 
end of the amortization period se- 

Section 731 

lected by the partnership. Section 

709(b) makes no corresponding provi- 
sion for the deduction of organiza- 

tional fees that are required to be 

capitalized because the partnership 
failed to make the section 709(b) 
election. Therefore, on the winding 

up and complete liquidation of the 
partnership, no deduction under sec- 

tion 165 is permitted at the partner- 
ship or partner level for the 
partnership's capitalized organiza- 
tional expenses. However, on GL's 
cash distribution to G of $90x, G 
may recognize a capital loss under 
section 731(a)(2) to the extent that 
the adjusted basis of G's partnership 
interest (which would be reduced by 
G's share of the section 165 loss if 
the deduction were permitted) is in 
excess of $90x. 

HOLDING 

A partner's share of amounts paid 
or incurred to organize the partner- 
ship may not be deducted as a loss 
under section 165 of the Code in the 
year of the partnership's 'liquidation 
if the partnership has not made an 
election under section 709(b) to treat 
such amounts as deferred expenses 
amortizable over a period of not less 
than 60 months. These amounts are 
required to be capitalized and may 
contribute to a capital loss under 
section 731(a)(2) to the extent that 
the adjusted basis of the partner's 
interest in the partnership exceeds the 
partnership's liquidating distribution 
of money to the partner. 

decreases in partner's liabilities occur- 
ring upon distributions of encum- 
bered property are treated as occur- 
ring simultaneously for purposes of 
determining gain or loss to the part- 
ners. Rev. Rul. 79-205 amplified. 

Rev. Rul. 87-120 

ISSUE 

If a partnership makes distribu- 
tions of encumbered property in liq- 
uidation — with resulting increases and 
decreases in the retiring partners' 
liabilities — are those increases and de- 
creases treated as occurring simulta- 
neously for purposes of determining 
each partner's gain or loss on the 
liquidating distribution under section 
731 of the Internal Revenue Code? 

FACTS 

Partnership AYZ owns three par- 
cels of unimproved land. Each parcel 
has a fair market value of $15x and 
is encumbered by a mortgage of $9x. 
The partners A, Y, and A decide to 
terminate operations and make liqui- 
dating distributions of one parcel to 
each of the three equal partners. 
Each partner has a basis in its part- 
nership interest of $6x. A YZ and 2', 
Y, and Z file their returns on a 
calendar year basis. A YZ does not 
own any assets described in section 
751(c) and (d) of the Code. The 
distributions are part of a single 
transaction and are all made during 
the same taxable year. 

Part II. -Contributions, Distributions, and Transfers 

Subpart A. -Contributions to a Partnership 

Section 722. — Basis of Contributing 
Partner's Interest 

26 CFR 1. 722-1: Basis of contributing 
partner's interest. 

Whether increases and decreases to a part- 
ner's basis are made simultaneously when a 
partnership distributes encumbered property. 
See Rev. Rul. 87-120, below. 

Subpart B. -Distributions by a Partnership 

Section 731. — Extent of Recognition 
of Gain or Loss on Distribution 

26 CFR I. 731-1: Extent of recognition of gain 
or loss on distribution. 
(Also Sections 722, 732, 752; 1. 722-1, 1. 732-1, 
1. 752- I. J 

Partnerships; distribution of en- 
cumbered property. Increases and 

LAW AND ANALYSIS 

Section 722 of the Code provides 
that the basis of a partner's interest 
in a partnership is increased upon a 
contribution of money by the part- 
ner. 

Section 731(a) of the Code pro- 
vides that in the case of a distribu- 
tion by a partnership to a partner: 
(1) gain shall not be recognized to 
the partner except to the extent that 
any money distributed exceeds the 
adjusted basis of such partner's inter- 
est in the partnership immediately 
before the distribution, and (2) loss 
shall not be recognized to a distri- 
butee partner except that, upon a 
distribution in liquidation of a 
partner's partnership interest, where 
no property other than money, unre- 
alized receivables, and inventory 
items are distributed, loss is recog- 
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nized to the extent of the excess of 
the adjusted basis of the partner's 
interest in the partnership over the 
sum of any money distributed plus 
the basis to the distributee of any 
unrealized receivables and inventory 
items. 

Section 732(b) of the Code pro- 
vides that the basis of property 
(other than money) distributed by a 
partnership to a partner in liquida- 
tion of the partner's interest shall be 
an amount equal to the adjusted 
basis of such partner's interest in the 
partnership reduced by any money 
distributed in the same transaction. 

Section 752(a) of the Code pro- 
vides that any increase in a partner's 
share of the liabilities of a partner- 
ship, or any increase in a partner's 
individual liabilities by reason of the 
assumption by such partner of part- 
nership liabilities, shall be considered 
as a contribution of money by such 
partner to the partnership. 

Section 752(b) of the Code pro- 
vides that any decrease in a partner's 
share of the liabilities of a partner- 
ship, or any decrease in a partner's 
individual liabilities by reason of the 
assumption by the partnership of 
such individual liabilities, shall be 
considered as a distribution of money 
to the partner by the partnership. 

Section 752(c) of the Code pro- 
vides that, for purposes of section 
752, a liability to which property is 

subject shall, to the extent of the fair 
market value of such property, be 
considered as a liability of the owner 
of the property. 

Rev. Rul. 79-205, 1979-2 C. B. 
255, considers increases and decreases 
in partners' individual liabilities re- 
sulting from a transaction involving 
nonliquidating distributions of en- 
cumbered partnership properties. 
That ruling holds that these increases 
and decreases are treated as occurring 
simultaneously for purposes of deter- 
mining the amount of money consid- 
ered distributed or contributed. The 
ruling also holds that, for purposes 
of applying sections 732(a) and 733 
to a distributee of encumbered prop- 
erty, the basis adjustments triggered 
by the distribution are treated as 
occurring first, and the distribution 
itself as occurring second. 

In general, partnership distribu- 
tions are taxable under section 
731(a)(1) of the Code only to the 
extent that the amount of money 

distributed exceeds the distributee 
partner's basis for the partner's part- 
nership interest. This rule reflects 
Congressional intent to limit the cir- 
cumstances in which gain or loss is 
recognized upon a distribution in 
order to facilitate the movement of 
property into and out of partnerships 
as business reasons dictate. See S. 
Rep. No. 1622, 83d Cong. , 2d Sess. 
389 (1954). 

In the present situation, each 
partner's individual liability is in- 
creased by $9x as a result of that 
partner's assumption of the mortgage 
that encumbered the property that 
was distributed to that partner in 
liquidation of the partnership inter- 
est. Under section 752(a) of the 
Code, this increase in liabilities is 
considered a contribution of money 
by the partner to the partnership. In 
addition, each partner's share of 
partnership liabilities is decreased by 
$9x, representing each partner's $3x 
share of the mortgage that encum- 
bered each of the distributed parcels. 
Under section 752(b), this reduction 
in liabilities is considered a distribu- 
tion of money to the partner by the 
partnership. Because the nonrecogni- 
tion provision of section 731(a)(1) is 
limited to the amount of the 
distributee partner's adjusted basis, 
the tax consequences for A, Y, and Z 
depend on the order in which the 
money is deemed distributed to, or 
contributed by, each of them. 

In a liquidating distribution of en- 
cumbered property, the liability ad- 
justments — and thus the resulting 
deemed distributions and contribu- 
tions under sections 752(a) and (b)— 
are all treated as occurring simulta- 
neously. See Rev. Rul. 79-205. Since 
the amount of the increase in each 
partner's individual liabilities equals 
the decrease in each partner's share 
of the partnership liabilities, the 
deemed contribution of money under 
section 752(a) and the deemed distri- 
bution of money under section 752(b) 
for each partner are exactly offsetting 
amounts. Therefore, no gain or loss 
to X, Y, or Z results from the 
section 752 liability adjustments. 
Moreover, after taking into account 
such liability adjustments, each 
partner's interest has a remaining 
basis of $6x ($6x + $9x — $3x 
$3x — $3x). The determination of a 
partner's basis in the distributed 
property is made after the partner's 

basis in his partnership interest is 
adjusted to reflect any net increase or 
decrease in liabilities. See Rev. Rul. 
79-205. Thus, under section 731(a) 
no gain or loss is recognized by anY 
partner upon the distribution of a 
parcel of property to such partner, 
and under section 732(b), each such 
parcel takes a basis of $6x in the 
hands of the distributee partner. 

HOLDING 

When a partnership terminates and 
makes liquidating distributions of en- 
cumbered property as part of a single 
transaction and within the same tax- 
able year, increases and decreases in 

the retiring partners' liabilities are 
deemed to occur simultaneously for 
purposes of determining the gain or 
loss to the partners under section 
731. This holding applies with equal 
force to deemed liquidations under 
section 1. 708-1(b)(1)(iv) of the regu- 
lations and to liquidating distribu- 
tions of encumbered property to re- 
tiring partners where there is no 
termination of the partnership. 

EFFECT ON OTHER REVENUE 
RULINGS 

Rev. Rul. 79-205 is amplified. 

26 CFR 1. 731. 1: Extent of recognition of gain 
or loss on distribution. 

A partner's share of amounts paid or in- 
curred to organize the partnership may not be 
deducted as a loss under section 165 of the 
Code in the year of the partnership's liquida- 
tion if the partnership has not made an 
election under section 709(b). However, such 
amounts may affect the amount of gain or loss 
recognized by a partner under section 731 on a 
liquidating distribution. See Rev. Rul. 87-111, 
page 160. 

Section 732. — Basis of Distributed 
Property Other Than Money 

26 CFR 1. 732-1: Basis of distributed property 
other than money. 

Whether the increases and decreases in a 
partner's basis in a partnership interest are 
made simultaneously prior to the determining 
the partner's basis in distributed property. See 
Rev. Rul. 87-120, page 161. 
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SohPan C. -Transfers of Interests in a Partnership 

Section 741. — Recognition and 
Character of Gain or Loss on Sale 
or Exchange 

26 CFR 1. 741-1: Recognition and character of 
gain or loss on sale or exchange. 

Whether gain or loss is recognized on trans- 
fer of partnership interest pursuant to reorga- 
nization of corporate partner. See Rev. Rul. 
g7-110, page 159. 

Section 743 — Optional Adjustment 
to Basis of Partnership Property 

26 CFR 1. 743 — 1: Optional adjustment to basis 
of partnership property. 
(A Iso Sections 754, 755, 1. 754-1, 1. 755-1. ) 

Partnerships; sale or exchange of 
an interest in an upper-tier partner- 
ship. Under section 743(b) of the 
Code, the sale of an interest in an 
upper-tier partnership (UTP) results 
in an adjustment to the basis of the 
property of a lower-tier partnership 
(LTP) in which UTP has an interest 
if, and only if, both UTP and LTP 
have made an election under section 
754. Rev. Rul. 78-2 clarified and 
amplified. 

Rev. Rul. 87-115 

ISSUES 

Under section 743(b) of the Inter- 
nal Revenue Code, does a sale of an 
interest in an upper-tier partnership 
(UTP) result in an adjustment to the 
basis of the property of a lower-tier 
partnership (LTP) in which UTP has 
an interest if: 

(1) both UTP and LTP have made 
an election under section 754? 

(2) Only UTP has made the elec- 
tion under section 754? 

(3) only LTP has made the elec- 

tion under section 754? 

FACTS 

UTP is a partnership in which A, 
B, C, and D are equal partners. UTP 
is a partnership in which A, B, C, 
and D each contributed 30x dollar of 
cash to UTP upon its formation, and 
they each have a, 30x interest in part- 
nership capital and surplus. A's share 
of the adjusted basis of partnership 
property is 30x dollars, the sum of 
A's interest as a partner in partner- 
ship capital and surplus, plus A' s 

share of partnership liabilities (neither 
UTP nor LTP have any liabilities). 
UTP is an equal partner in LTP, 
along with X and Y. L TP was 

formed by X, Y, and Z, who each 
contributed 110x dollars of cash to 
LTP upon its formation. UTP pur- 
chased its interest in LTP from Z for 
80x dollars in a taxable year for 
which LTP did not have an election 
under section 754 in effect. UTP, X, 
and Y each have a 110x dollar inter- 
est in partnership capital and surplus. 

UTP has an adjusted basis of 120x 
dollars in its property as follows: an 
adjusted basis of 80 dollars in its 
partnership interest in LTP and an 
adjusted basis of 40x dollars in in- 
ventory. UTP's partnership interest 
in LTP has a fair market value of 
120x dollars, and UTP's inventory 
has a fair market value of 80x dol- 
lars. L TP has only one asset, a 
capital asset that is not a section 751 
asset. LTP's asset has an adjusted 
basis of 330x dollars and a fair 
market value of 360x dollars. 

In 1985, A sold A's entire interest 
in UTP to E for 50x dollars. 

Situation I 
Both UTP and L TP have valid 

section 754 elections in effect. 

Situation 2 

UTP has a section 754 election in 
effect, but LTP does not. 

Situation 3 

UTP does not have a section 754 
election in effect, but LTP does. 

LAW AND ANALYSIS 

Section 742 of the Code provides 
that the basis of an interest in a 
partnership acquired other than by 
contribution shall be determined un- 
der part II of subchapter 0 of 
chapter 1 (sections 1011 through 
1015). 

Section 1012 of the Code provides, 
with certain exceptions, that the basis 
of property shall be the cost of such 
property. 

Section 754 of the Code provides 
that if a partnership files an election, 
in accordance with regulations pre- 
scribed by the Secretary, the basis of 
partnership property shall be ad- 
justed, in the case of a transfer of a 

partnership interest, in the manner 
provided in section 743(b). Such elec- 
tion shall apply with respect to all 
transfers of interests in the partner- 
ship during the taxable year with 

respect to which such election was 
filed and all subsequent years. 

Section 743(a) of the Code pro- 
vides the general rule that the basis 
of partnership property shall not be 
adjusted as the result of a transfer of 
an interest in a partnership by sale or 
exchange or on the death of a part- 
ner unless the election provided by 
section 754 is in effect with respect to 
such partnership. 

Section 743(b) of the Code pro- 
vides that, in the case of a transfer 
of an interest in a partnership by sale 
or exchange or upon the death of a 
partner, a partnership with respect to 
which the election provided in section 
754 is in effect shall (1) increase the 
adjusted basis of partnership prop- 
erty by the excess of the basis to the 
transferee partner of such partner's 
interest in the partnership over the 
partner's proportionate share of the 
adjusted basis of partnership prop- 
erty; or (2) decrease the adjusted 
basis of partnership property by the 
excess of the transferee partner's pro- 
portionate share of the adjusted basis 
of partnership property over the basis 
of such partner's interest in the part- 
nership. Section 743(b) further pro- 
vides that the increase or decrease 
shall be an adjustment to the basis of 
partnership property with respect to 
the transferee partner only. 

Section 1. 743-1(b)(1) of the In- 
come Tax Regulations provides that, 
in general, a partner's share of the 
adjusted basis of partnership prop- 
erty is equal to the sum of that 
partner's interest as a partner in 
partnership capital and surplus, plus 
that partner's share of partnership 
liabilities. 

Section 755(a) of the Code requires 
that, in general, the amount of the 
basis adjustment be allocated among 
partnership assets in a manner which 
has the effect of reducing the differ- 
ence between the fair market value 
and the adjusted basis of those as- 
sets, or in any other manner permit- 
ted by the regulations prescribed by 
the Secretary. 

Section 755(b) of the Code pro- 
vides that in applying the allocation 
rules provided in section 755(a), in- 
creases or decreases in the adjusted 
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basis of partnership property arising 
from the transfer of an interest at- 
tributable to (1) capital assets and 
property described in section 
1231(b)("capital assets"), or (2) any 
other property of the partnership, 
shall in general be allocated to part- 
nership property of like character. 

Section 1. 755-1(b)(2) of the In- 
come Tax Regulations provides that 
to the extent an amount paid by a 
purchaser of a partnership interest is 
attributable to the value of capital 
assets, any difference between the 
amount so attributable and the trans- 
feree partner's share of the partner- 
ship basis of such property shall 
constitute a special basis adjustment 
with respect to partnership capital 
assets. Similarly, any such difference 
attributable to any other property of 
the partnership shall constitute a spe- 
cial basis adjustment with respect to 
such property. 

Section 741 of the Code provides 
that, except as provided in section 
751, the gain or loss on the exchange 
of an interest in a partnership shall 
be considered as a gain or loss from 
the sale of a capital asset. 

Rev. Rul. 78-2, 1978-1 C. B. 202, 
concerns the transfer of an interest in 
an investment partnership, X, which 
is a partner of an operating partner- 
ship, Y. The ruling concludes that if 
elections under section 754 of the 
Code are in effect for A' and Y, the 
adjustment to the basis of partner- 
ship property under section 743(b) 
includes (a) an adjustment to X's 
partnership interest in Y and (b) a 
corresponding basis adjustment to 
1" s property with respect to 4 and 
the transferee partner of 2 only. 

In essence, if an election under 
section 754 is not in effect, the 
partnership is treated as an indepen- 
dent entity, separate from its part- 
ners. Thus, absent a section 754 
election, even though the transferee 
receives a cost basis for the acquired 
partnership interest, the partnership 
does not adjust the transferee's share 
of the adjusted basis of partnership 
property. If, however, an election 
under section 754 is in effect, the 
partnership is treated more like an 
aggregate of its partners, and the 
transferee's overall basis in the assets 
of the partnership is generally the 
same as it would have been had the 
transferee acquired a direct interest in 
its share of those assets. Neverthe- 

less, the transferee's adjusted basis 
for specific partnership assets will not 
necessarily equal the basis the assets 
would have had if the transferee had 
acquired a direct interest in the as- 
sets. The difference is due to the fact 
that the transferee's basis in specific 
partnership assets is controlled by 
section 755, which does not adopt a 
pure aggregate approach. See section 
1. 755-1(c) of the regulations. 

Situation I 

E purchased A's interest for 50x 
dollars. Thus, under section 742, E's 
basis in E's partnership interest is 
50x dollars. Because UTP made a 
valid section 754 election, under sec- 
tion 743(b) UTP must increase the 
adjusted basis of its property by 20x 
dollars, the excess of the transferee 
partner's basis in the partnership in- 
terest (50x dollars) over that partner's 
share of the adjusted basis of such 
property. Under section 
1. 743-1(b)(1), E's share of the ad- 
justed basis of partnership property 
is 30x dollars, because E succeeds to 
A's interest in partnership capital and 
surplus. See, e, g. , section 
1. 743-1(b)(1) Example (2). The 20x 
dollar special basis adjustment raises 
UTP's adjusted basis in its partner- 
ship property to 140x dollars, but the 
additional 20x dollars must be segre- 
gated and allocated solely to E. Un- 
der section 755, the 20x dollars must 
be allocated between capital assets 
(UTP's interest in LTP) and other 
assets (UTP's inventory). 

Under section 1. 755-1(b)(2) of the 
regulations, to the extent that an 
amount paid by a purchaser of a 
partnership interest (here, 50x dol- 
lars) is attributable to the value of 
capital assets (here, 120x dollars, the 
value of UTP's interest in LTP), any 
difference between the amount so 
attributable and the transferee 
partner's share of the partnership 
basis of such property constitutes a 
special basis adjustment with respect 
to such capital assets. In the instant 
case, 30x dollars (60 percent of 50x 
dollars) of E's purchase price is at- 
tributable to the value of UTP's 
interest in LTP, because 120x dollars, 
the value of UTP's interest in LTP, 
is 60 percent of 200x dollars, the 
total value of UTP's property. Thus, 
10x dollars, the difference between 
the 30x dollars attributable to the 
value of UTP's interest in LTP and 

20x dollars, E's proportionate share 
of UTP's basis in LTP, is a special 
basis adjustment to UTP's interest in 
L TP. This adjustment gives E an 
adjusted basis of 30x dollars in 
UTP's interest in LTP. The remain- 
ing 10x dollars o f the 20x dollar 
special basis adjustment is allocated 
to the adjusted basis of UTP's inven- 

tory. This gives E a 20x dollar 
adjusted basis in UTP's inventory. 

Because UTP made a section 754 
election manifesting an intent to be 
treated as an aggregate for purposes 
of sections 754 and 743, it is appro- 
priate, for purposes of section 743 
and 754, to treat the sale of A' s 

partnership interest in UTP as a 
deemed sale of an interest in LTP. 
The selling price of E's share of 
UTP's interest in LTP is deemed to 
equal E's share of UTP's adjusted 
basis in LTP, 30x dollars (I/O of 80x 
dollars plus 10x dollars, E's special 
basis adjustment). Further, this 
deemed sale of an interest in LTP 
triggers the application of section 
743(b) to LTP. Because LTP made a 
valid section 754 election, under sec- 
tion 743(b) LTP must increase the 
adjusted basis of its partnership 
property by 2. 5x dollars, the excess 
of E's share of UTP's adjusted basis 
in LTP (30x dollars) over E's share 
of the adjusted basis of LTP's prop- 
erty (1/4 of 110x dollars, or 27. 5x 
dollars). Section 755 applies to LTP 
to allocate this basis adjustment, but 
because LTP has only one asset, no 
allocation is necessary. The 2. 5x dol- 
lar adjustment must be segregated 
and allocated solely to UTP and E, 
the transferee partner of UTP. 

Situation 2 

UTP has made a valid section 754 
election. Thus, as in Situation I, E 
gets an adjusted basis of 30x dollars 
in UTP's interest in LTP and an 
adjusted basis of 20x dollars in 
UTP's inventory. Also, as in Situa- 
tion 1, because UTP made a section 
754 election, it is appropriate, for 
purposes of sections 754 and 743, to 
treat the sale of A's interest in UTP 
as the sale of an interest in LTP. 
However, in this situation, LTP does 
not have a section 754 election in 
effect. That is, under section 743(a), 
LTP chose not to have the basis of 
its property adjusted as the result of 
the transfer of an interest in it. Thus, 
E's purchase of a partnership interest 
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UTP has no affect on LTP's 
adjusted basis in its property 

Situation 3 
LTP has made a valid election 

under section 754, but UTP does not 
make a section 754 election. On the 
sale by A of an interest in UTP, E 
succeeds to A's 20x dollar adjusted 
basis in UTP's interest in LTP and 
to A's 10x dollar adjusted basis in 
UTP's inventory. E succeeds to these 
bases because, by not making a sec- 
tion 754 election, UTP chose not to 
have the basis of its property ad- 
justed as the result of the transfer of 
an interest in UTP 

In addition, by not making a sec- 
tion 754 election, UTP manifested an 
intent to be treated as an entity for 
purposes of sections 754 and 743. 
Thus, it is inappropriate, for pur- 
poses of sections 754 and 743, to 
treat A's sale of an interest in UTP 
as the sale of an interest in LTP. 
Consequently, UTP cannot increase 
E's share of the basis of L TP's 
property. Nevertheless, L TP's section 
754 election is not meaningless. If 
UTP were to sell its partnership 
interest in LTP, the purchaser's share 
of the adjusted basis of LTP's assets 
would be adjusted. 

HOLDINGS 

Situation I 
Upon the sale of A's partnership 

interest in UTP, the transferee's (E's) 
share of UTP's adjusted basis in its 
assets is adjusted by the amount by 
which the basis in E's partnership 
interest differs from E's share of 
UTP's adjusted basis in its assets. In 
addition, E's share of LTP's adjusted 
basis in its assets is adjusted by the 
amount by which E's share of UTP's 
adjusted basis in LTP differs from 
E's share of the adjusted basis of 
L TP's property. 

Situation 2 

Upon the sale of A's partnership 
interest in UTP, E's share of UTP's 
adjusted basis in its assets is adjusted 
by the amount by which the basis in 
E's partnership interest differs from 
E's share of UTP's adjusted basis in 
its assets. However, because LTP did 
not make a section 754 election, the 
transfer does not affect LTP's ad- 
justed basis in its property. 

Situation 3 

The sale of A's partnership interest 
in UTP does not affect either UTP's 
adjusted basis in its property or 
LTP's adjusted basis in its property. 

EFFECT ON OTHER REVENUE 
RULINGS. 

Rev. Rul. 78-2 is clarified and 
amplified. 

Subpart D. -Provisions Common to Other Subparts 

Section 752. — Treatment of Certain 
Liabilities 

26 CFR 1. 752-1: Treatment of certain liabili- 
ties. 

Whether the deemed contribution and distri- 
bution of money upon distribution of encum- 
bered property are treated as occurring simulta- 
neously. See Rev. Rul. 87-120, page 161. 

Section 754. — Manner of Electing 
Optional Adjustment to Basis of 
Partnership Property 

26 CFR 1. 754-1: Time and manner of making 
election to adjusl basis of partnership prop- 
erty. 

Whether the sale of exchange by an individual 
of its interest in an upper-tier partnership 
(UTP) that has an interest in a lower-tier 
partnership (LTP) results in an adjustment to 
the basis of the property of LTP. See Rev. 
Rul. 87-115, page 163. 

Section 755. — Rules for Allocation 
of Basis 

26 CFR 1. 755-1: Rules for allocation of basis, 

Whether the sale or exchange by an individual 
of its interest in an upper-tier partnership 
(UTP) that has an interest in a lower-tier 
partnership (LTP) results in an adjustment to 
the basis of the property of LTP. See Rev. 
Rul. 87-115, page 163. 

Subchapter L-Insurance Companies 
Part I. -Lite Insurance Companies 

Subpart C. — Life Insurance Deductions 

Section 809. — Reduction in Certain 
Deductions of Mutual Life Insurance 
Companies 

Mutual life insurance companies; 
differential earnings rate. The differ- 
ential earnings rate for 1986 and the 
recomputed differential earnings rate 
for 1985 are set forth for use by 
mutual life insurance companies to 
compute their income tax liability for 
1986. 

Rev. Rul. 87-92 
Section 809 

This revenue ruling contains the 
differential earnings rate for 1986 
and the recomputed differential earn- 
ings rate for 1985. Under section 809 
of the Internal Revenue Code, mu- 
tual life insurance companies use 
these rates in computing their income 
tax liability for 1986. This ruling also 
contains some of the figures on 
which the determinations of these 
rates are based. Announcement 
87-17, 1987-10 I. R. B. 26, contained 
tentative determinations of these 
same rates. 

Section 809(a) of the Code pro- 
vides that, in the case of any mutual 
life insurance company, the amount 
of the deduction allowable under 
section 808 for policyholder dividends 
shall be reduced (but not below zero) 
by the "differential earnings 
amount. " Any excess of the differen- 
tial earnings amount over the amount 
of the deduction allowable under 
section 808 shall be taken into ac- 
count as a reduction in the closing 
balance of reserves under subsections 
(a) and (b) of section 807. The 
"differential earnings amount" for 
any taxable year is an amount equal 
to the product of (a) the life insur- 
ance company's average equity base 
for the taxable year multiplied by (b) 
the "differential earnings rate" for 
such taxable year. The "differential 
earnings rate" for the taxable year is 
the excess of (a) the "imputed earn- 
ings rate" for the taxable year over 
(b) the "average mutual earnings 
rate" for the second calendar year 
preceding the calendar year in which 
the taxable year begins. The "im- 
puted earnings rate" for any taxable 
year is an amount which bears the 
same ratio to 16. 5 percent as the 
"current stock earnings rate" for the 
taxable year bears to the "base pe- 
riod stock earnings rate. " 

Section 809(f) of the Code provides 
that, in the case of any mutual life 
insurance company, if the "recom- 
puted differential earnings amount" 
for any taxable year exceeds the 
differential earnings amount for 
such taxable year, such excess shall 
be included in life insurance gross 
income for the suceeding taxable 
year. If the differential earnings 
amount for any taxable year ex- 
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Section 809 
ceeds the recomputed differential 
earnings amount for such taxable 
year, such excess shall be allowed as 
a life insurance deduction for the 
succeeding taxable year. The "recom- 
puted differential earnings amount" 
for any taxable year is an amount 
calculated in the same manner as 
the differential earnings amount for 
such taxable year, except that the 
average mutual earnings rate for the 
calendar year in which the taxable 
year begins is substituted for the 

average mutual earnings rate for the 
second calendar year preceding the 
calendar year in which the taxable 
year begins. 

For purposes of section 809 of 
the Code, the differential earnings 
rate for 1986, the rate used to cal- 
culate the recomputed differential 
earnings amount for 1985 (the "re- 
computed differential earnings rate" 
for 1985), and the figures on which 
these two rates are based are as 
follows: 

Part II. -Nonresident Aliens and Foreign Corporations 
Subpart A. -Nonresident Alien Individuals 

Section 872. — Gross Income 

26 CFR 1. 872 — 1: Gross income of nonresident 
alien individuals. 

A taxpayer who transfers appreciated prop- 
erty to a foreign trust is not subject to the tax 
imposed by section 1491 of the Code if the 
taxpayer is treated as the owner of the trust 
under sections 673 through 679. See Rev. Rul. 
87-61, page 219. 

Subpart B. — Foreign Corporations 

10. 539 
3. 188 

16. 285 
18. 221 
17. 983 
17. 316 
18. 812 
18. 535 
16. 731 
18. 683 
5. 746 

13. 135 

Regulations under section 809 of 
the Code have not yet been issued, 
and when these regulations are is- 
sued, they may be effective prior to 
the date of their issuance. Even if 
that is the case, however, in deter- 
mining the rates that are to be used 
in computing 1986 tax liability, the 
Service will not change the adminis- 
trative procedures that govern its 
determination of the rates announced 
in this revenue ruling. Moreover, the 
Service generally will not restate any 
of the rates announced in this ruling 
to reflect subsequent changes in the 
data on which the rate is based, 
such as a change resulting from the 
audit of a life insurance company. 
Regulations or other pronounce- 
ments, however, may result in a 
change in these and other procedures 
for determination of the rates to be 
used in computing the tax liability of 
subsequent years. 

Subpart E. — Definitions and Special Rules 

Part II. -Other Insurance Com panies 

Section 833. — Treatment of Blue 
Cross and Blue Shield 
Organizations, etc. 

Procedures are provided for Blue Cross or 
Blue Shield organizations described in section 
833 and certain other organizations described 
in section 501(m)(l) and (m)(2) that provide 
commercial-type insurance to obtain automatic 
consent to change their methods of accounting 
because of section 1012 of the Tax Reform Act 
of 1986. See Rev. Proc. 87-51, page 650. 

Subchapter N. -Tax Based on Income from 

Sources Within or Without the United States 

Part I. -Determination of Sources of Income 

Section 861. — Income from Sources 
Within the United States 

26 CFR 1. 861-8: Computation of taxable in- 
come from sources within the United States 
and from other sources and activities. 

To the extent that a corporate state franchise 
tax is effectively connected with the conduct of 
a trade or business in the United States and 
thus deductible. See Rev. Rul. 87-64, this page. 

Differential earnings rate for 1986. 
Recomputed differential earnings rate for 1985 
Imputed earnings rate for 1986 . . 
Base period stock earnings rate 
Current stock earnings rate for 1986. 
Stock earnings rate for 1981 
Stock earnings rate for 1982 
Stock earnings rate for 1983 . 
Stock earnings rate for 1984 . 
Stock earnings rate for 1985 . 
Average mutual earnings rate for 1984 
Average mutual earnings rate for 1985 

Section 882 — Tax on Income of 
Foreign Corporations Connected 
With United States Business 

26 CFR 1. 882-1: Taxation of foreign corpora- 
tions engaged in U. S. business or of foreign 
corporations treated as having effectively con- 
nected income. 
(Also Section 861; L861-8. ) 

Foreign corporations; corporate 
franchise tax. A state corporate fran- 
chise tax must be allocated to a class 
of gross income consisting of the 
income attributable under state law 
to the corporations activities in the 
state and then apportioned between 
effectively connected income and the 
noneffectively connected income in 
that class of gross income in order to 
determine the amount deductible un- 
der section 882(c) of the Code. Rev. 
Rul. 79-186 revoked. 

Rev. Rul. 87-64 

ISSUE 

In determining the deductions al- 
lowed in computing the taxable in- 

come of a foreign corporation under 
section 882(c)(1)(A) of the Internal 
Revenue Code, to what extent is a 
state-imposed corporate franchise tax 
considered to be connected with in- 
come which is effectively connected 
with the conduct of a trade or busi- 
ness in the United States, and thus 
deductible? 

FACTS 

Section 819. — Foreign Life 
Insurance Companies 

26 CFR 1. 819-2: Foreign Life insurance 
companies. 

Percentages to be used in computing income 
tax for the taxable year 1986 and estimated tax 
for the taxable year 1987. See Notice 87-48, 
page 354. 

26 CFR 1. 861-8: Computation of taxable in- 
come from sources within the United States 
and from other sources and activities. 

How is a state corporate franchise tax 
allocated and apportioned when computing 
foreign source taxable income for the foreign 
tax credit limitation under section 904? See 
Rev. Rul. 87-65, page 173. 

Taxpayer is a foreign corporation 
engaged in a trade or business in the 
United States through a branch lo- 
cated in State A. It operates a uni- 
tary (integrated) business in a number 
of foreign countries, either directly or 
through wholly owned subsidiaries. 

State A imposes one of two alter- 
native taxes on corporations (includ- 
ing foreign corporations deriving in 
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come from State A). One of the 
taxes is a franchise tax imposed on a 
corporation for the privilege of doing 
business or exercising a corporate 
franchise in the state. The other tax 
is an income tax imposed on corpo- 
rations deriving income from activi- 
ties in the state which do not rise to 
the level of doing business or exercis- 
ing a corporate franchise. 

The State A corporate franchise 
tax is equal to a stated tax rate 
applied to the amount of Taxpayer's 
entire net income that is attributed to 
State A activities. The State A corpo- 
rate income tax in all cases is im- 
posed on the amount of Taxpayer's 
entire net income attributed to State 
A activities. The amount of the en- 
tire net income attributed to Taxpay- 
er's activities in State A for purposes 
of computing both the franchise tax 
and the income tax is the sum of the 
allocable net business income and the 
allocable net investment income. Al- 
locable net business income and al- 
locable net investment income are 
determined by dividing Taxpayer's 
worldwide income (which is Federal 
taxable income as adjusted under 
state law) between business and in- 
vestment income, and then multiply- 
ing separate business and investment 
allocation fractions against those re- 
spective amounts of income. 

The business allocation fraction is 
the average of three fractions which 
are determined by comparing (1) the 
average value of Taxpayer's real and 
personal property within State A with 
the average value of all of Taxpay- 
er's real and personal property, (2) 
sales within the state with worldwide 
sales, and (3) payroll within the state 
with worldwide payroll. Taxpayer's 
net business income is multiplied by 
the business allocation fraction to 
determine the amount of Taxpayer's 
net business income deemed to be 
derived from State A. 

State A includes in its definition of 
worldwide business income foreign 
source portfolio dividends that are 
not effectively connected with a U. S. 
trade or business for Federal pur- 
poses. These dividends are subject to 
the business allocation fraction deter- 
mined on the basis of state factors. 
The state business allocation fraction 
does not include, however, any fac- 
tors relating to the foreign corpora- 
tions paying those dividends. Conse- 
quently, the state's inclusion of 
foreign source portfolio dividends in 

worldwide business income (without 
including the associated factors) in- 

creases Taxpayer's net income subject 
to tax beyond the amount that would 
be subject to tax if State A excluded 
from income all income not effec- 
tively connected with a U. S. trade or 
business. 

LAW AND ANALYSIS 

A foreign corporation engaged in a 
U. S. trade or business is taxed on 
income which is effectively connected 
with the conduct of a U. S. trade or 
business in the same manner as a 
U. S. corporation. Section 882(a)(l ) 
of the Code. In computing its effec- 
tively connected taxable income, a 
foreign corporation is allowed deduc- 
tions only to the extent that they are 
connected with income which is ef- 
fectively connected with a U. S. trade 
or business. Section 882(c)(1). The 
amount of a state corporate franchise 
tax that is deductible by a foreign 
corporation depends, therefore, on 
the amount of the tax that is allo- 
cated and apportioned to income 
which is effectively connected with 
the conduct of a trade or business 
within the United States. Section 
882(c)(1)(A). Deductible expenses 
(other than charitable contributions 
and interest expense) are allocated 
and apportioned between effectively 
connected income and non-effectively 
connected income in accordance with 
the rules of section 1. 861-8 of the 
Income Tax Regulations. Sections 
1. 882-4(c)(1) and 1. 861-8(f)(1)(iv). 

Under the general expense alloca- 
tion and apportionment rules of sec- 
tion 1. 861-8(a)(2) of the regulations, 
expenses must be allocated and ap- 
portioned on the basis of the factual 
relationship of expenses to gross in- 
come. Expenses must be allocated 
and apportioned in certain circum- 
stances even to gross income that is 
exempt from U. S. taxation (such as 
the non-effectively connected income 
of a foreign corporation or nonresi- 
dent alien). Section 1. 861-8(d)(2). 
Section 1. 861-8(e) provides for the 
application of this general principle 
in the context of specific types of 
deductible expenses. Section 
1. 861-8(e)(6) governs the allocation 
and apportionment of the deduction 
for state, local, and foreign income, 
war profits, and excess profits taxes 
allowed under section 164 of the 
Code. Section 1. 861-8(e)(6) states 

Section 882 
that such taxes are considered to be 
definitely related and allocable to the 
gross income with respect to which 
the taxes are imposed. 

Rev. Rul. 79-186, 1979-1 C. B. 
238, discusses the allocation and ap- 
portionment of state franchise taxes 
for the purpose of determining the 
amount of a foreign corporation's 
deduction for the New York State 
corporate franchise tax under section 
882(c)(1) of the Code. The facts of 
Rev. Rul. 79-186 involve a foreign 
corporation engaged in a U. S. trade 
or business through a branch located 
in New York State. The foreign 
corporation's franchise tax liability 
for the year is calculated by applying 
a stated tax rate to the portion of the 
foreign corporation's net worldwide 
income (as defined under New York 
law) that is allocated to activities in 
New York State. The ruling states 
that net income for purposes of the 
franchise tax may include income 
which is not includable in the foreign 
corporation's Federal taxable income, 
because New York State's definition 
of worldwide net income may include 
income that is not effectively con- 
nected with a U. S. trade or business. 

Rev. Rul. 79-186 states that the 
specific allocation rules of section 
1. 861-8(e)(6) of the regulations, relat- 
ing to state income taxes, do not 
apply in allocating and apportioning 
the New York franchise tax, because 
the tax is imposed on the activity of 
doing business in New York State 
and is not an income tax within the 
meaning of section 1. 861-8(e)(6). The 
ruling concludes that the New York 
franchise tax is solely attributable to 
the gross income generated by the 
corporation's activities in the state, 
and holds that . the franchise tax is 
deductible in full against the foreign 
corporation's effectively connected 
income. 

Section 1. 861-8(e)(6) of the regula- 
tions treats as an "income tax, " 
subject to the allocation and appor- 
tionment rules of that section, state 
taxes imposed on state taxable in- 
come determined by apportioning ad- 
justed taxable income on the basis of 
the ratio of a taxpayer's payroll, 
property, and sales within the state 
to all payroll, property, and sales, 
wherever located. Section 1. 861-8(g), 
Example (25). The franchise tax im- 
posed by State A is generally com- 
puted in the same manner as the 
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Section 882 
income tax which is described in 
Example (25) of section 1. 861-8(g). 
The only difference between the state 
income tax subject to section 
1. 861-8(e)(6) and the franchise tax 
imposed by State A is that the 
income tax is a tax imposed on 
income while the franchise tax, al- 
though also measured by income, is 
nominally a tax imposed on the right 
to do business or exercise a corporate 
franchise in State A. Since the State 
A corporate franchise tax and the 
income tax subject to section 
1. 861-8(e)(6) have the same factual 
relationship to the same state law 
definition of taxable income, the ba- 
sic principle of section 1. 861-8 — that 
the allocation and apportionment of 
expenses must be made on the basis 
of the factual relationship of ex- 
penses to gross income — requires that 
both taxes be allocated and appor- 
tioned in a consistent fashion. The 
franchise tax, when based on entire 
net income, thus must be allocated 
and apportioned in accordance with 
the rules of section 1. 861-8(e)(6). 

Under section 1. 861-8(e)(6) of the 
regulations, which incorporates the 
principles of sections 1. 861-8(a)(2) 
and (b)(2) of the regulations, the 
allocation of a deduction is to be 
made by first determining the activity 
from which the deduction resulted or 
to which the deduction was incident, 
or the property in connection with 
which the deduction was incurred. 
The deduction is then allocated to 
the class of gross income generated 
by that activity or that property. The 
State A franchise tax is incurred as 
the result of the activities that the 
state defines as taxable. The class of 
gross income generated by those ac- 
tivities is the income allocated to the 
state as a result of the state law 
definition of income and the applica- 
tion of the allocation percentages, 
even in situations in which that gross 
income includes income exempt or 
excluded from Federal income taxa- 
tion. Section 1. 861-8(d) of the regu- 
lations. This class of gross income is 
appropriate because there is (1) a 
direct factual relationship between 
the amount of income included in 
state taxable income and the activities 
taxable by the state and (2) a direct 
correlation between the amount of 
the tax and the amount of income in 
that class of gross income. 

Rev. Rul. 79-186 states that the 

New York franchise tax is determined 
by an allocation percentage that may 
result in deeming part of the taxpay- 
er's net income to be derived from 
New York State for state tax pur- 
poses even though not connected 
with the conduct of a U. S. trade or 
business under Federal rules. Rev, 
Rul. 79-186 is incorrect to the extent 
that it holds that the entire amount 
of the New York franchise tax would 
be deductible even if imposed, in 
part, on non-effectively connected in- 
come. This result is contrary to the 
limitation on deductions contained in 
section 882(c)(1)(A) of the Code and 
section 1. 882-4(c)(1) of the regula- 
tions and i: inconsistent with section 
1. 861-8(d)(2) which explicitly requires 
the allocation of deductions to the 
class of gross income to which they 
relate — even to gross income not ef- 
fectively connected to a U. S. trade or 
business. It is the prerogative of a 
state to consider foreign source port- 
folio dividends to be income gener- 
ated in whole or in part from state 
business activities. However, when a 
state imposes a tax on an amount 
that exceeds the income that would 
be taxed if the state did not include 
non-effectively connected income in 
its computation, the tax imposed on 
such excess income is not a tax on 
effectively connected income and is 
not, therefore, deductible for Federal 
income tax purposes. 

HOLDING 

The amount of the State A corpo- 
rate franchise tax that is deductible 
by a foreign corporation under sec- 
tion 882(c)(1) of the Code is the 
amount allocated and apportioned to 
effectively connected income under 
section 1. 861-8(e)(6) of the regula- 
tions. The total amount of the tax 
must be allocated to a class of gross 
income consisting of the income at- 
tributed under state law to the for- 
eign corporation's activities in State 
A, and then apportioned between the 
effectively connected income and the 
non-effectively connected income in 
that class of gross income. 

EFFECT OF OTHER RULINGS 

Rev. Rul. 79-186 is hereby revoked 
for taxable years ending on or after 
the date of publication of this ruling. 

Section 884. — Branch Profits Tax 
Rev. Rul. 75-23, 1975-1 C, 13. 290, concern- 

ing the Netherlands Antilles is obsolete 
taxable years beginning after December 31, 
1986. See Rev. Rul. 87-80, page 292. 

Subpart C. — Miscellaneous Provisions 

Section 894. — Income Affected By 
Treaty 

26 CFR 1. 894-1: Income affected by treaty. 

Whether the exemption of Article VIII(1) of 
the United States Netherlands Income Tax 
Convention as extended to the Netherlands 
Antilles continues to apply to certain interest 
payments made after December 31, 1987. See 
Rev. Rul. 87-89, page 195. 

Section 897. — Disposition of 
Investment in United States Real 
Property 

Foreign corporations; U. S. real 
property interest. Examples provide 
guidance under sections 897(d) and 
(e) of the Code concerning certain 
reorganization and liquidation trans- 
actions involving foreign corporations 
that own U. S. real property interests. 

Rev. RUI. 87-66 

The following examples apply sec- 
tion 897(d) and (e) of the Internal 
Revenue Code, in the absence of 
regulations under section 897(d)(1)(B) 
and (e)(2), to certain reorganization 
and liquidation transactions involving 
foreign corporations that own United 
States real property interests. 

Examp/e (I j 
A, a nonresident alien, organized 

FX, a Country W corporation, in 
September 1980 to invest in U. S. real 
estate. In 1986, FX's only asset is 
Parcel P, a U. S. real property inter- 
est with a fair market value of 
$600, 000 and an adjusted basis to FX 
of $200, 000. Parcel P is subject to a 
mortgage with an outstanding bal- 
ance of $100, 000. The fair market 
value of the FX stock is $500, 000, 
and A's adjusted basis in the stock is 
$100, 000. FX does not have liabilities 
in excess of the adjusted basis in 
Parcel P. The United States does not 
have a treaty with Country W that 
entitles FX to nondiscriminatory 
treatment as described in section 
1. 897-3(b)(2) of the Income Tax Reg- 
ulations. 

In 1986, A transferred the FX 
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stock to a domestic corporation 
(USRPHC) solely in exchange for 
USRPHC stock. Following the trans- 
f«, USRPHC is a U. S. real property 
holding company. FX is immediately 
"liquidated" by USRPHC, and all of 
the FX assets are transferred to 
USRPHC. 

The transfers are characterized 
as a reorganization under section 
368(a)(1)(D) of the Code. FX is 
treated as transferring its assets to 
USRPHC in exchange for USRPHC 
stock which FX distributes to A (in 
exchange for A's FX stock) pursuant 
to the plan of reorganization. Under 
section 897(e)(1), FX is entitled to 
nonrecognition treatment granted un- 
der section 361(a) on the transfer of 
its U, S. real property interest (Parcel 
P) to USRPHC because FX receives 
a U. S. real property interest 
(USRPHC stock) in the exchange. 
Under section 362(b), USRPHC takes 
FX's basis of $200, 000 in Parcel P. 
Under section 358(a)(1), FX takes a 
$100, 000 basis in the USRPHC stock 
because FX's substituted basis of 
$200, 000 in the USRPHC stock is 
reduced by the $100, 000 of liabilities 
to which parcel P is subject. See 
section 358(d)(1). 

Section 897(d)(1)(A) of the Code 
provides that, unless provided other- 
wise in regulations, gain shall be 
recognized by a foreign corporation 
on the distribution of a U. S. real 
property interest in an amount equal 
to the excess of the fair market value 
of such interest at the time of the 
distribution over its adjusted basis. 

Under section 897(d)(1)(A) of the 
Code, FX generally must recognize 
gain on the distribution of the 
USRPHC stock received in exchange 
for FX s assets equal to the differ- 
ence between the fair market value of 
the USRPHC stock ($500, 000) and 
FX's adjusted basis in the USRPHC 
stock prior to the distribution 
($100, 000). This results in a potential 
gain of $400, 000. 

Section 897(d)(1)(B) of the Code 
provides that gain wi11 not be recog- 
nized under section 897(d)(1)(A) if at 
the time of the receipt of the distrib- 
uted property, the distributee would 

be subject to taxation on a subse- 
quent disposition of the distributed 
property, and if the basis of the 
distributed property in the hands of 
the distributee is no greater than the 
adjusted basis of such property be- 

fore the distribution, increased by the 
amount of gain recognized by the 
distributing corporation. 

Under section 358(a)(1) of the 
Code, A takes a basis in the 
USRPHC stock equal to its basis in 
the FX stock of $100, 000. No gain is 
recognized by FX on the distribution 
of the USRPHC stock under the 
exception to the general rule of sec- 
tion 897(d)(1)(A) provided in section 
897(d)(1)(B) because A's basis in the 
USRPHC stock. ($100, 000) does not 
exceed FX's adjusted basis in the 
USRPHC stock ($100, 000) immedi- 
ately prior to the distribution and 
because A, at the time of receipt of 
the USRPHC stock, would be subject 
to U. S. taxation on a subsequent 
disposition of the stock. 

The FX stock in the hands of A is 
not a U. S. real property interest 
because FX is a foreign corporation 
that has not elected to be treated as a 
domestic corporation under section 
897(i) of the Code. Accordingly, the 
exchange of the FX stock by A for 
USRPHC stock is not a disposition 
of a U. S. real property interest under 
section 897(a). 

This transaction may also be recast 
as a reorganization under section 
368(a)(1)(F) of the Code. See Rev. 
Rul. 87-27, 1987-1 C. B. 134. In such 
case, the same analysis under section 
897(d) and (e) would apply to the 
section 361 exchange and to the dis- 
tribution of the USRPHC stock. 

Example (2j 

Assume the facts are the same as 
in Example 1, except that A pur- 
chased the FX stock in September 
1983 for $100, 000 from S, a nonresi- 
dent alien. S had a basis of $40, 000 
in the FX stock at the time of the 
sale to A. The results are the same as 
in Example 1. 

Example (3) 

The facts are the same in Example 
1, except that A's adjusted basis in 
the FX stock prior to the reorganiza- 
tion is $300, 000. Following the distri- 
bution, A takes its basis of $300, 000 
in the FX stock as its basis in the 
USRPHC stock. 

Unless otherwise provided in regu- 
lations, section 897(d)(1)(A) of the 
Code requires that FX recognize a 
gain on the distribution of the 
USRPHC stock equal to the differ- 

Section 897 
ence ($400, 000) between the fair mar- 
ket value of the USRPHC stock 
($500, 0000) and FX s adjusted basis 
in the USRPHC stock prior to the 
distribution ($100, 000). 

Example (4) 

The facts are the same as in Exam- 
ple (3), except that the United States 
has an income tax treaty with Coun- 
try W entitling FX to nondiscrim- 
inatory treatment under section 
1. 897-3(b)(2) of the regulations. A 
valid election under section 897(i) of 
the Code is made to treat FX as a 
U. S. corporation. 

FX is treated as a domestic corpo- 
ration for purposes of section 897 of 
the code and is not required to 
recognize gain under section 897(d)(1) 
on the distribution of the USRPHC 
stock as described in Example 3. (If 
a valid section 897(i) election were 
not made, the result would be the 
same as in Example (3). ) 

The FX stock in the hands of A is 
a U. S. real property interest because 
an election was made under section 
897(i) of the Code to treat FX as a 
U. S. corporation. The exchange of 
the FX stock for USRPHC stock by 
A is a disposition of a U. S. real 
property interest. Under section 
897(e)(1), A does not recognize gain 
on the exchange because there is an 
exchange of a U. S. real property 
interest (the FX stock) for another 
U. S. real property interest (the 
USRPHC stock). Under section 
358(a)(1), A takes as its basis in the 
USRPHC stock A's basis in the FX 
stock. 

Example (5) 
B, a nonresident alien, organized 

FX, a Country W corporation, in 
September 1980 to invest in U. S. real 
estate. Immediately thereafter, FX 
purchased parcel P, a U. S. real prop- 
erty interest. In June 1983, B trans- 
ferred all of the FX stock to 
USRPHC in exchange for USRPHC 
stock. 

(a) In September 1986, FX liqui- 
dates and transfers Parcel P, its only 
asset, to USRPHC. At that time, 
Parcel P has a fair market value of 
$500, 000 and an adjusted basis of 
$100, 000. USRPHC has an adjusted 
basis of $300, 000 in the FX stock 
which has a fair market value of 
$500, 000. Country W does not have 
a treaty with the United States that 
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entitles FX to nondiscriminatory 
treatment as described in section 
1, 897-3(b)(2) of the regulations, and 
therefore, FX cannot make an elec- 
tion under section 897(i) of the Code. 
It is assumed that the "step transac- 
tion" doctrine would not apply based 
on all facts and circumstances sur- 
rounding these transactions. 

USRPHC does not recognize any 
gain under section 332(a) of the Code 
on the receipt of Parcel P. In addi- 
tion, subject to the application of 
section 897(d), FX would not recog- 
nize gain under section 336(a) (as in 
effect prior to its amendment by the 
Tax Reform Act of 1986) on the 
distribution of Parcel P. 

Under section 897(d)(1)(A) of the 
Code, FX generally must recognize 
gain on the distribution of Parcel P 
equal to the difference between the 
fair market value of Parcel P 
($500, 000) and FX's adjusted basis in 
Parcel P prior to the distribution 
($100, 000). This recognition to FX is 
required even though USRPHC 
would otherwise take FX's adjusted 
basis in Parcel P under section 
334(b)(1) because, pursuant to sec- 
tions 336 and 337 as in effect prior 
to the Tax Reform Act of 1986, 
USRPHC would not necessarily be 
subject to U. S. income taxation if 
USRPHC immediately disposed of 
Parcel P in a transaction in which 
the transferee received a fair market 
value basis in Parcel P. FX therefore 
cannot meet the exception to gain 
recognition provided in section 
897(d)(1)(B). 

(b) The facts are the same as in 
paragraph 5(a) except that Country 
II' has an income tax treaty with the 
United States that entitles FX to 
nondiscriminatory treatment as de- 
scribed in section 1. 897-3(b)(2) of the 
regulations, and FX makes a valid 
section 897(i) election prior to the 
liquidation. 

Neither section 897(d)(1)(A) nor 
section 897(e)(1)of the Code is appli- 
cable to the transaction because FX 
will be treated as a domestic corpora- 
tion for purposes of section 897. In 
this case, no gain or loss will be 
recognized by FX on the liquidation 
under section 336(a) (as in effect 
prior to its amendment by the Tax 
Reform Act of 1986) or by USRPHC 
under section 332(a). 

Part III. — Income from Sources Without the United States 

Subpart A. -Foreign Tax Credit 

Year 

Earnings and Profits 
or (Deficit) under 
U. S. Tax Rules 

1000 
1000 

(1500) 

Situation 
FS had taxable profits under FC 

law for taxable years 1, 2, 3 and 4 
and paid FC income taxes each year. 
As computed under U. S. tax rules, 
however, FS had a deficit in earnings 
and profits in year 1. FS made a 

Year 

Earnings and Profits 
or (Deficit) under 

U. S. Tax Rules 

(100u) 
500 

100u 
Ou 

Situation 3 
The facts are the same as in Situa- 

tion 2 except that FS made a 100u 
distribution in year 4, rather than in 
year 3. 

Section 902. — Credit For Corporate 
Stockholders In Foreign Corporation 

26 CFR 1. 902-lt Credit for domestic corpo- 
rate shareholder of a foreign corporation. 

Foreign tax credit; earnings and 
profits. A deficit in earnings and 
profits of a foreign corporation is 
carried back to taxable years preced- 
ing the deficit year whether or not 
the applicable foreign law provides 
for the carryback of deficits. 

Rev. Rul. 87-72 

ISSUE 

For distributions occurring nr!or to 
the effective date of section 902 of 
the Internal Revenue Code of 1986, 
whether a deficit in earnings and 
profits of a foreign corporation is 
carried back to taxable years preced- 
ing the deficit year for purposes of 
determining accumulated profits un- 
der section 902 (or carried forward to 
taxable years following the deficit 
year) without regard to whether the 
applicable foreign law provides for 
the carryback or carryforward of 
deficits in earnings and profits. 

FACTS 

FS is a foreign corporation that is 
wholly owned by X, a domestic 
corporation. FS is organized under 
FC law, which imposes an income 
tax on FC corporations of 30 percent 
of the current taxable profits of FC 
corporations for each taxable year. 
FC law does not permit the car- 
ryforward or carryback of losses to 
offset taxable profits in other taxable 
years. The FC income tax is a credit- 
able income tax under section 902 of 
the Internal Revenue Code of 1954 
and the regulations thereunder. The 
taxable years in the following situa- 
tions each begin before January 1, 
1987. The distributions are made 
more than 60 days after the begin- 
ning of the relevant taxable year. 

Situation 1 
FS had taxable profits under FC 

law for taxable years 1, 2 and 3 and 
paid FC income taxes each year. As 
computed under U. S. tax rules, how- 
ever, FS has a deficit in earnings and 
profits in year 3. FS made a 50u 
distribution to X in year 3. The 
earnings and profits of FS (computed 
under U. S. tax rules) and the foreign 
taxes paid for taxable years 1, 2, and 
3, each computed in FS's functional 
currency, are stated below: 

Foreign 
Tax 

30u 
40u 
10u 

Distribution 

50 

100u distribution to X in year 3. The 
earnings and profits of FS (computed 
under U. S. tax rules) and the foreign 
taxes paid for taxable years 1, 2, 3 
and 4, each computed in FS's func- 
tional currency, are stated below: 

Foreign 
Tax 

300 
400 
10u 
10u 

Distribution 

1000 

LAW AND ANALYSIS 

For distributions from accumulated 
profits derived during taxable years 
beginning before January 1, 1987, 
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dends (determined without regard to 
section 78) bears to the amount of 
accumulated profits in excess of for- 
eign income taxes. The dividend and 
credit are calculated on a year-by- 
year basis, based on the accumulated 
profits for each year. 

Expressed in algebraic terms, the 
credit for taxes deemed paid by a 
domestic corporate shareholder of a 
foreign corporation pursuant to sec- 
tion 902 of the 1954 Code is deter- 
mined as follows: 

section 902(a) of the 1954 Code 
Provides, in part, that a domestic 
corporation which owns at least 10 
percent of the voting stock of a 
foreign corporation from which it 
receives dividends shall be deemed to 
have paid the same proportion of 
foreign income taxes paid or deemed 
to be paid by the foreign corporation 
on or with respect to the accumu- 
lated profits of the foreign corpora- 
tion from which the dividends were 
paid, which the amount of the divi- 

Foreign taxes 
paid on or with 
respect to the 
accumulated 
profits from 
which divided is 
paid 

Dividend received by the 
domestic corporation out 

x of accumulated profits for 
the taxable year 
Accumlated profits of the 
foreign corporation less 
foreign taxes paid or 
deemed paid for the 
taxable year 

Foreign taxes 
deemed paid 
with respect to 
a dividend 
distribution 

Accumulated profits for a taxable 
year for purposes of section 902 of 
the 1954 Code is the sum of the 
foreign corporation's earnings and 
profits for that year plus the foreign 
taxes imposed for that year under the 
taxpayer's method of accounting. 
Section 902(c) and section 1. 902-1(e) 
of the Income Tax Regulations. 
Earnings and profits for this purpose 
are computed under U. S. tax rules. 
Section 1. 902-1(e). Generally, divi- 

dend is considered to be distributed 
for purposes of section 902 first out 
of the accumulated profits of the 
current taxable year, and then out of 
the accumulated profits for each im- 

mediately preceding taxable year. 
Section 1. 316-2. See, however, the 
"sixty day" rule in section 902(c)(1). 

The aggregate amount of dividends 

considered distributed for all taxable 
years for purposes of section 902 of 
the 1954 Code cannot exceed the 

aggregate dividends as determined 

under section 316. Under section 316, 
a dividend is a distribution out of the 

corporation's current earnings and 

profits or its accumulated earnings 

and profits. In Situation I, for exam- 

ple, the maximum dividend that X 
can receive from FS in year 3 is 50u. 
In order to determine which taxable 
year's foreign income taxes are to be 

considered in calculating the deemed 

paid credit under section 902, it is 

necessary to determine from which 

taxable years' earnings and profits 

the 50u dividend is paid. 

Under Rev. Rul. 74-550, 1974-2 
C. B. 209, a deficit in earnings and 
profits incurred in any year is carried 
back and reduces the accumulated 
profits of the most recent preceding 
year(s) for purposes of determining 
the earnings and profits from which 
a dividend is paid. Thus, in Situation 
1, the deficit of (150u) in year 3 is 
carried back first to offset year 2's 
earnings and profits of 100u and 
then to offset 50u of year 1's earn- 
ings and profits. As a result, the 50u 
dividend paid in year 3 is considered 
to have been paid from year 1's 
earnings and profits, and, in deter- 
mining the indirect foreign tax credit 
from the 50u dividend, the multipli- 
cand of the section 902 formula will 
consist of year 1's foreign taxes paid 
or deemed paid by FS. Rev, Rul. 
74-550, however, did not address 
whether the denominator of the sec- 
tion 902 fraction, which consists of 
accumulated profits for year 1, is 
affected by deficits from other years. 

In Champion International Corp. , 
81 T. C. 424 (1984), acq. , 1984-2 C. B. 
I, the court held that a deficit is 
accumulated profits resulting from a 
net operating loss incurred by a for- 
eign subsidiary of a domestic corpo- 
ration reduces the prior years' accu- 
mulated profits for purposes of 
section 902 of the 1954 Code when a 
loss or deficit results under both U. S. 
and foreign law. However, the 
Champion case did not involve a 

Section 902 

U. S. computed deficit where: (I) the 

foreign law does not provide for a 
carryback or carryforward of losses; 

or (2) even though carryovers are 

permitted generally under foreign 

law, a deficit approximating the defi- 

cit computed under U. S. tax princi- 

ples does not result under foreign 

law. 
Earnings and profits are deter- 

mined under U. S. principles for pur- 

poses of computing the amount of 
accumulated profits under section 902 
of the Code. The foreign rules for 
computing deficits and for the car- 

ryforward or carryback of deficits 

are not applicable in calculating the 
amount of the section 902 deemed 

paid credit. 

In Situation 1, the earnings and 
profits for years 2 and 1 are reduced 

by year 3's deficit for purposes of 
determining the aggregate amount of 
dividends that can be paid and deter- 
mining from which years' earnings 
and profits the dividends are paid. 
The accumulated profits for year 1 

includible in the denominator of the 
section 902 fraction also are reduced. 
Otherwise, a portion of year I's taxes 
could never be deemed paid by X 
under section 902 of the 1954 Code 
even though all distributable earnings 
and profits from year 1 have been 
distributed — a result which the court 
in Champion found inappropriate 
when foreign law permits carryovers 
of losses. 

Accordingly, in Situation I, X's 
indirect foreign tax credit under sec- 
tion 902 of the 1954 Code resulting 
from the 50u dividend received from 
FS in year 3 is determined by apply- 
ing the year 3 deficit of (150u) first 
against the earnings and profits accu- 
mulated in year 2 of 100u and the 
balance (50u) against the 100u of 
earnings and profits accumulated in 
year 1. This procedures applies for 
purposes of determining both the 
year's earnings and profits from 
which the dividend is paid and the 
amount of accumulated profits in the 
denominator of the section 902 frac- 
tion. Therefore, the 50u dividend 
paid in year 3 is treated as being paid 
out of the remaining 50u of accumu- 
lated profits in year 1. The tax 
deemed paid with respect to this 
dividend pursuant to section 902 of 
the 1954 Code is 30u: 
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In Situation 2, FS has a deficit of 
100u in its earnings and profits for 
year 1. The deficit cannot be carried 
back because there are no accumu- 
lated profits for prior years. There- 
fore, the deficit may be carried for- 
ward. The effect of the deficit in 
computing the indirect foreign tax 
credit under section 902 of the 1954 
Code will depend on whether a distri- 
bution in a subsequent year is 
deemed to be made out of the cur- 
rent year's earnings and profits (sec- 
tion 316(a)(2)) or earnings and profits 
accumulated during all years (section 
316(a)(1)). 

Dividend received by X out 
x of year 1's accumulated 

profits (50u) 
Year 1's accumulated profits 
(80u) less foreign taxes 
paid (30u) 

In Situation 2, FS made a 100u 
distribution to X in year 3. The 
deficit in year 1 has no effect on 
FS's current earnings and profits for 
purposes of determining the amount 
of the 100u distribution made in year 
3 that will be treated as a dividend, 
Section 1. 316-1(a)(1) of the regula- 
tions. Because FS has earnings and 
profits of 100u in year 3, the 100u 
distributed to X in year 3 will be 
treated as a dividend in its entirety. 
The tax deemed paid with respect to 
this dividend pursuant to section 902 
of the 1954 Code is 10u: 

Foreign taxes = Year 3 foreign 
deemed paid (10u) taxes (10u) 

x Dividend received by X out 
of year 3's accumulated 
profits (100u) 
Year 3's accumulated profits 
(110u) less foreign taxes 
paid (10u) 

If in Situation 2 FS distributed 
only one half of the current year 
earnings and profits in year 3 (50u), 
the amount of the deemed paid credit 
under section 902 of the 1954 Code 
would be correspondingly reduced to 
5u. The numerator of the section 902 
fraction would be 50u, instead of 
100u, but the denominator would 
remain 100u because the year 1 defi- 
cit would not reduce the year 3 
earnings and profits from which the 
dividend was paid. 

In Situation 3, the facts are the 
same as in Situation 2 except that FS 
distributed 100u to X in year 4. FS 
has no year 4 earnings and profits; 
therefore, under section 316 of the 
1954 Code, the amount of the 100u 
distribution in year 4 that will be 
considered a dividend is limited to 

FS's accumulated profits for years 1 

through 4, or 50u. The dividend of 
50u will be considered to have been 
made out of FS's year 3 earnings and 
profits. In determining FS's accumu- 
lated profits for year 3, the year I 
deficit of (100u) may be carried for- 
ward. The deficit will eliminate all of 
the earnings in year 2 (50u) and the 
remaining year 1 deficit (50u) will 
reduce the year 3 earnings from 100u 
to 50u. The deficit carries over for 
purposes of determining both the 
year's earnings and profits from 
which a dividend can be paid and the 
amount of accumulated profits in the 
denominator of the section 902 frac- 
tion. The year 3 tax deemed paid by 
X with respect to the distribution will 
be 10u (the same amount deemed 
paid by X with respect to the 100u 
distribution in year 3 in Situtation 2): 

Foreign taxes 
deemed paid (10u) 

= Year 3 foreign 
taxes (10u) 

x Dividend received by X out 
of year 3's accumulated 
profits (50u) 
Year 3's accumulated 
profits (60u) less foreign 
taxes (10u) 

Section 902 
Foreign taxes Year 1 foreign 
deemed paid (30u) = taxes (30u) 

The taxes paid by FS in year 1 

year 2 will not be allowed as a credit 
to X under section 902 of the 1954 
Code regardless of whether the 100u 
distribution to X occurs in year 3 or 
year 4. 

The results in Situations 1, 2, and 
3 would occur even if the foreign law 
contained rules for the carryforward 
or carryback of losses which are 
inconsistent with U. S. principles, In 
Situations I, 2, and 3 the deficit 
computed for U. S. purposes did not 
result in a taxable loss as computed 
under foreign tax rules. This may 
occur in a variety of circumstances 
due to differences between U. S. and 
foreign law with respect to the timing 
of income recognition, the timing 
and deductibility of expenses, reorga- 
nization provisions, etc. Differences 
between U. S. and foreign tax law 
may result in a deficit as computed 
under U. S. rules and positive taxable 
profits under foreign tax rules (or 
vice versa) even if U. S. and foreign 
laws are consistent with respect to 
carryovers of losses or deficits. For- 
eign law carryovers of losses are 
merely one of many aspects of for- 
eign law which affect the effective 
rate of foreign tax on U. S. computed 
earnings and profits. Pursuant to 
section 1. 902-1(e) of the regulations, 
earnings and profits and "accumu- 
lated profits" must be computed for 
purposes of section 902 of the 1954 
Code without regard to foreign tax 
rules governing carryovers of foreign 
computed losses. Therefore, the In- 
ternal Revenue Service's acquiescence 
in the Champion decision is limited 
to the result reached in the decision: 
a deficit is carried back to reduce the 
prior years' earnings and profits for 
purposes of computing the denomina- 
tor of the section 902 fraction. The 
Internal Revenue Service does not 
acquiesce to the Champion decision 
to the extent that it states that a 
carryback of a deficit in earnings and 
profits may depend on foreign law, 
because the carryback or car- 
ryforward of a deficit in earnings 
and profits for section 902 purposes 
is determined solely under U. S. law 
and is not governed to any extent by 
foreign law. 

HOLDING 

For purposes of section 902 of the 
1954 Code, a deficit in earnings and 
profits of a foreign corporation is 
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carried back to reduce prior 
accumulated profits to the ex- 

tent of such prior years' accumulated 
profits and is then carried forward to 
reduce accumulated profits in years 
following the deficit without regard 
to whether foreign law provides for 
the car ryback or car ryfor ward of 
losses. This ruling applies only to 
distributions which are subject to the 
rules of section 902 of the 1954 Code 
as in effect prior to the effective date 
of section 902 of the Internal Reve- 
nue Code of 1986, 

Section 904 — Limitation on Credit 
26 CFR 1. 904-1t Limitation on credit for 
foreign taxes. 
(Also Section 861; 1. 861-8. 1 

Foreign tax credit; limitation; cor- 
porate franchise tax. A state corpo- 
rate franchise tax must be allocated 
and apportioned under section 1. 861- 
8(e)(6) of the regulations between 
foreign source and U. S. source in- 
come includable in the state tax base 
for purposes of computing the for- 
eign tax credit limitation under sec- 
tion 904 of the Code. 

Rev. Rul. 87-65 

ISSUE 

How is the deduction for a state- 
imposed corporate franchise tax to be 
allocated and apportioned for pur- 
poses of computing a taxpayer's for- 
eign source taxable income for pur- 
poses of the foreign tax credit 
limitation under section 904 of the 
Internal Revenue Code? 

FACTS 

Taxpayer is a domestic corporation 
organized under the laws of State A. 
It operates a unitary (integrated) 
business in the United States (includ- 
ing State A) and in a number of 
foreign countries, either directly or 
through wholly owned subsidiaries. 

State A imposes a franchise tax on 
corporations for the privilege of do- 

ing business or exercising a corporate 
franchise in the state. The State A 
corporate franchise tax is equal to a 
stated tax rate applied to the amount 
of Taxpayer's entire net income that 
is attributed to State A activities. The 
amount of the entire net income 
attributed to Taxpayer's activities in 

State A is the sum of the allocable 
net business income and the allocable 
net investment income. Allocable net 

business income and allocable net 
investment income are determined by 
dividing Taxpayers worldwide income 
(which is Federal taxable income as 
adjusted understate law) between 
business and investment income, and 
then multiplying separate business 
and investment allocation fractions 
against those respective amounts of 
income. 

The business allocation fraction is 
the average of three fractions which 
are determined by comparing (1) the 
average value of Taxpayer's real and 
personal property within State A with 
the average value of all of Taxpay- 
er's real and personal property, (2) 
sales within the state with worldwide 
sales, and (3) payroll within the state 
with worldwide payroll. Taxpayer's 
net business income is multiplied by 
the business allocation fraction to 
determine the amount of Taxpayer's 
net business income deemed to be 
derived from State A. 

State A includes foreign source 
dividends in the definition of world- 
wide business income that is subject 
to allocation, but does not include 
any factors relating to the foreign 
corporations paying those dividends 
when computing the state business 
allocation fraction. The state's inclu- 
sion of these portfolio dividends 
(without factors) increases Taxpayer's 
state taxable income, and the in- 
creased amount is entirely from for- 
eign sources. 

LAW AND ANALYSIS 

Under the general expense alloca- 
tion and apportionment rules of sec- 
tion 1. 861-8(a)(2) of the regulations, 
expenses must be allocated and ap- 
portioned on the basis of the factual 
relationship of expenses to gross in- 
come. The allocation of a deduction 
is to be made by first determining the 
activity from which the deduction 
resulted or to which the deduction 
was incident, or the property in con- 
nection with which the deduction was 
incurred. The deduction is then allo- 
cated to the class of gross income 
generated by that activity or that 
property. Section 1. 861-8(a)(2) and 
(b)(2). Section 1. 861-8(e)(6) governs 
the allocation and apportionment of 
the deduction for state, local, and 
foreign income, war profits, and ex- 
cess profits taxes allowed under sec- 
tion 164 of the Code. 

Section 904 

Section 1. 861-8(e)(6) of the regula- 
tions treats as an "income tax, " 
subject to the allocation and appor- 
tionment rules of that section, state 
taxes imposed on state taxable in- 
come determined by apportioning ad- 
justed taxable income on the basis of 
the ratio of a taxpayer's payroll, 
property, and sales within the state 
to all payroll, property, and sales, 
wherever located. Section 1. 861-8(g), 
Example (25). The franchise tax im- 
posed by State A is generally com- 
puted in the same manner as the 
income tax which is described in 
example (25) of section 1. 861-8(g) 
and is consequently subject to the 
allocation and apportionment rules of 
section 1. 861-8(e)(6). See Rev. Rul. 
87-64, page 4, this Bulletin. Under 
section 1. 861-8(e)(6), the deduction 
for the franchise tax is definitely 
related and allocated to the gross 
income on which the tax is imposed, 
and must be apportioned between the 
statutory and residual groupings of 
foreign source and U. S. source in- 
come contained therein for purposes 
of computing the foreign tax credit 
limitation under section 904. 

Rev. Rul. 79-186, 1979-1 C. B. 
238, discusses the allocation and ap- 
portionment of state franchise taxes 
in determining the amount of a for- 
eign corporation's deduction for the 
New York State franchise tax under 
section 882(c)(1) of the Code. The 
facts of Rev. Rul. 79-186 involve a 
foreign corporation engaged in a 
U. S. trade or business through a 
branch located in New York State. 
The ruling concludes that the New 
York franchise tax is solely attribut- 
able to the gross income generated by 
the corporation's activities in the 
state, and holds that the franchise 
tax is deductible in full against the 
foreign corporation's effectively con- 
nected income. 

Rev. Rul. 79-186 does not address 
the allocation and apportionment of 
deductions for purposes of comput- 
ing the section 904 foreign tax credit 
limitation of a U. S. corporation and 
thus has no relevance with respect to 
this issue. 

HOLDING 

For purposes of computing the 
section 904 foreign tax credit limita- 
tion, a state-imposed corporate fran- 
chise tax must be allocated and ap- 
portioned between the foreign source 
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Section 904 
and U. S. source income includable in 
the state tax base. Section 1. 861- 
8(e)(6) of the regulations must be 
applied in making this allocation and 
apportionment. 

26 CFR 1. 904(fj-lt Overall foreign loss and 
the overall foreign loss account. 
(Also Section 1502; 1. 1502-9. ) 

T. D. 8153 

TITLE 26 — INTERNAL REVENUE, 
CHAPTER I, SUBCHAPTER A. — 
PART 1 — INCOME TAX; TAXABLE 
YEARS BEGINNING AFTER 
DECEMBER 31, 1953 
PART 602 — OMB CONTROL 
NUMBERS UNDER THE 
PAPERWORK REDUCTION ACT 

Recapture of Overall Foreign Losses 

AGENCY: Internal Revenue Service, 
Treasury. 

ACTION: Final regulations. 

SUMMARY: This document contains 
final regulations relating to the recap- 
ture of overall foreign losses. 
Changes to the applicable tax law 
were made by the Tax Reform Act of 
1976 [1976-3 C. B. (Vol. 1) 1]. These 
regulations provide the public with 
the guidance needed to comply with 
that Act and may affect taxpayers 
receiving income from foreign 
sources. The regulations do not re- 
flect changes made to section 904(f) 
by the Tax Reform Act of 1986 
[1986-3 C. B. (Vol. I) 1] and there- 
fore for taxable years beginning after 
December 31, 1986, some provisions 
of these regulations may not apply. 

DATES: The amendments are effec- 
tive in general for taxable years be- 
ginning after December 31, 1975 ex- 
cept for the amendments under 
|i1. 1502-9, which are effective for 
taxable years for which the due date 
(without extensions) for filing returns 
is after September 24, 1987. 

SUPPLEMENTARY INFORMA- 
TION: 

BACKGROUND 

This document contains amend- 
ments to the Income Tax Regulations 
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(26 CFR Part 1) under section 904(f) 
of the Internal Revenue Code of 
1954. These amendments are made to 
conform the regulations to section 
1032 of the Tax Reform Act of 1976 
[1976-3 C. B. (Vol. 1) 1, 100] (90 Stat. 
1624) and are issued under the au- 
thority contained in section 7805 of 
the Internal Revenue Code of 1954 
(68A Stat. 917, 26 U. S. C. 57805). 
The amendments under paragraph 3 
are also issued under the authority 
contained in section 1502 of the 
Internal Revenue Code (68A Stat. 
637, 26 U. S. C. $1502). 

On January 24, 1986, the FED- 
ERAL REGISTER published pro- 
posed amendments to the Income 
Tax Regulations (26 CFR Part 1) 
under sections 904 and 1502 of the 
Internal Revenue Code of 1954 (51 
FR 3193) [LR-3-77, 1986-1 C. B. 
711]. On April 2, 1986, the FED- 
ERAL REGISTER published correc- 
tions to the proposed regulations (51 
FR 11324). The amendments provide 
rules for determining a taxpayer's 
overall foreign losses in a taxable 
year and for determining how and 
when such losses will be recaptured. 
In addition, the amendments provide 
rules for determining overall foreign 
losses on a consolidated basis. 

Numerous written comments were 
received with respect to the proposed 
regulations. A public hearing was 
held on June 5, 1986. The significant 
points raised by the comments and 
the changes made to the proposed 
amendments are discussed in the re- 
mainder of the preamble. After con- 
sideration of the comments regarding 
the proposed amendments, the 
amendments are adopted as modified 
by this Treasury decision. 

DISCUSSION OF MAJOR 
COMMENTS AND 

REVISED AMENDMENTS 
Section 1. 904(f)-1 

Overall foreign loss 
and overall foreign 

loss accounts 

Paragraphs (a) and (c) of section 
1. 904(f)-1 have been revised to pro- 
vide that for taxable years beginning 
prior to January 1, 1983, a taxpayer 
will be allowed to net losses and 
income subject to the separate limita- 
tions in former section 904(d)(1)(A) 
(passive interest limitation), (B) 
(DISC dividend limitation), and (C) 
(general limitation) (prior to amend- 

ment by the Tax Reform Acts 
1984 and 1986) in determining 
whether the taxpayer incurred 
overall foreign loss. This alternative 
is available to a taxpayer only if the 
taxpayer filed its pre-1983 return us- 

ing this method of computing overall 
foreign losses. 

The proposed amendments re- 
quired all taxpayers to determine 
whether they had overall foreign 
losses on a separate limitation basis 
for all years beginning after Decem- 
ber 31, 1975. Many commenters criti- 
cized this position in the proposed 
regulations. Nevertheless, for taxable 
years beginning after December 31, 
1982 and before January 1, 1987, the 
final regulations retain the require- 
ment that overall foreign losses must 
be determined on a separate limita- 
tion basis. The determination of 
overall foreign losses on a separate 
limitation basis, while not clearly 
required by the statute, is consistent 
with Congressional intent as ex- 
pressed in section 904(d) to prevent 
United States tax on separate limita- 
tion items from being reduced by 
foreign tax credits attributable to 
other types of income. If this intent 
is to be effectuated, the separate 
limitations approach should apply 
when there is a loss under a separate 
limitation as well as when there is 
income. However, because this re- 
quirement is not clear on the face of 
the statute and taxpayer could, in the 
absence of regulations, reasonably 
have computed their foreign losses on 
an overall basis, the requirement that 
overall foreign losses be determined 
on a separate limitation basis will 

only be applied to the extent all 

taxpayers would have had open years 
at the time the proposed regulations 
were issued. 

Section 1. 904(f)-2 
Recapture of overall 

foreign losses 

In response to comments, para- 
graph (b) has been modified to delete 
the requirement that section 904(a) 
apply before recapture under section 
904(f). Therefore, under the final 
regulations, recapture will apply be- 
fore the application of section 904(a). 

Paragraph (c) has been revised to 
provide for recapture in years in 
which taxpayers deduct and do not 
credit foreign taxes. A number of 
taxpayers objected to the fact that, 



the proposed regulations, re- 
capture was limited to cases in which 
the«was a reduction in a taxpayer's 
foreign tax credit limitation. This 
provision was changed because, to 
the extent a taxpayer deducts its 
foreign taxes and its foreign taxable 
income minus foreign taxes paid is 
subject to United States tax, the 
double benefit that section 904(f) is 
intended to prevent is not present. In 
cases in which the amount of recap- 
ture (foreign taxable income minus 
foreign taxes paid) in a deduction 
year exceeds fifty percent of the 
foreign source taxable income subject 
to recapture, taxpayers will be 
deemed to have elected under section 
904(f)(1)(B) to recapture such larger 
percentage that the recapture amount 
represents. 

In addition, in response to com- 
ments, paragraph (c) has been clari- 
fied with respect to the treatment of 
the overall foreign losses of a section 
936 corporation that was a member 
of a consolidated group. The final 
regulations provide that in the case 
of a section 936 corporation that was 
previously part of a consolidated 
group, the possession source income, 
including qualified possession source 
investment income, shall be used to 
recapture the portion of any overall 
foreign loss that was allocated to the 
section 936 corporation under 
$1. 1502-9. 

Paragraph (c) has also been revised 
to provide a rule for recapturing 
from post-1982 income pre-1983 
overall foreign losses incurred when 
taxpayers computed their pre-1983 
overall foreign losses on a combined 
basis. That rule provides that overall 
foreign loss accounts created in tax- 
able years beginning before January 
1, 1983 and computed on a combined 
basis shall be recaptured solely out of 
foreign source income subject to the 
general limitation. A similar transi- 
tion rule for overall foreign losses 
that are part of net operating losses 
is added in $1. 904(f)-3(c). 

Paragraph (d)(4)(iv) provides an 
ordering rule for dispositions in 
which gain is deemed to be recog- 
nized. That paragraph was changed 
to add a rule that provides for 
recapture on a pro rata basis when 
there is a simultaneous transfer of 
more than one asset in a disposition 
subject to the rules in section (d)(4). 

paragraph (d)(5)(i) has been revised 

to provide two additional exceptions 
to the definition of dispositions for 
section 904(f)(3) purposes. Several 
commenters argued that the proposed 
regulation's definition of "disposi- 
tion" was too broad and that, in 

light of the purpose of section 
904(f)(3), the disposition rule should 
only apply to situations in which the 
disposition is of a type such that the 
taxpayer would escape application of 
the recapture rule. It was, therefore, 
suggested that the regulations be 
amended to include an exception to 
the disposition rule for any tran:sac- 
tion in which after the transaction a 
taxpayer is as likely to recapture the 
balance of its overall foreign loss 
account as before the transaction. It 
was decided that such an exception 
to the disposition rule was inapp ro- 
priate both because it is contrary to 
the statutory definition of a disptisi- 
tion in section 904(f)(3)(B)(i) a. nd 
because an exception based on a 
subjective judgment as to whether or 
not the overall foreign loss is like;ly 
to be recaptured would not be ad- 
ministrable. However, paragraIih 
(d)(5)(i) has been revised to exce;pt 
from the definition of dispositicin 
two specific situations: (1) transa:- 
tions in which gross income is nrit 
realized (such as farmouts); and (2) 
the entering into of certain unitiza- 
tion or pooling agreements in whicli 
gain from any subsequent dispositiori 
would be entirely foreign source. Th&: 
exception for non-realization events iu 
a clarifying change. The exception 
for pooling and unitization agree- 
ments was made because such ar- 
rangements are essentially financing 
transactions. The pooling exception is 
limited to cases in which the subse- 
quent disposition would generate all 
foreign source income in order to 
eliminate the potential for avoidance 
of overall foreign loss recapture. 

In response to one commenter's 
suggestion, paragraph (d)(5)(ii) has 
been revised to provide that, for 
purposes of 904(f)(3), stock of a 
corporation will not be considered 
property used in a trade or business 
if a substantial investment motive 
exists for acquiring and holding the 
stock. This change was made to 
conform these rules to the standard 
developed in Corn Products Refining 
Co. v. Commissioner, 350 U. S. 46 

Section 904 
(1955) [1955-2 C. B. 511], as applied 
by the Service in Rev. Rul. 78-94, 
1978-1 C. B. 58. 

Paragraph (d)(5)(ii) has also been 
revised to provide that a partnership 
interest will be property used in a 
trade or business if the underlying 
assets of the partnership would be 
property used in a trade or business. 
Without such a rule, recapture of 
overall foreign losses incurred by a 
partner could be avoided by structur- 
ing a disposition of partnership assets 
as the disposition of a partnership 
interest. 

Section 1. 904(f)-3 
Net operating loss 

carrybacks and carryovers 

Paragraph (a) has been clarified to 
provide that an overall foreign loss 
that is part of a net operating loss 
first offsets foreign source taxable 
income in the carryback or carryover 
year that is subject to the same 
limitation as the loss, next offsets 
United States source taxable income 
in the carryback or carryover year 
and then offsets foreign source tax- 
able income subject to other limita- 
tions. 

Paragraph (c) has been added to 
provide a rule for the treatment of 
loss carryovers when a loss is in- 
curred in a pre-1983 year and carried 
forward to a post-1982 year or when 
a loss is incurred in a post-1982 year 
and is carried back to a pre-1983 
year. The rule provides that a post- 
1982 loss that is carried back to a 
pre-1983 year and creates an overall 
foreign loss in that year is treated as 
if the loss arose in the post-1982 
year. The rule also provides that a 
pre-1983 loss that is carried forward 
and creates an overall foreign loss in 
a post-1982 year is treated as if it 
arose in a post-1982 year. This en- 
sures, to the maximum extent possi- 
ble, that an overall foreign loss will 
be recaptured on a separate limita- 
tion basis, regardless of the method 
used by the taxpayer to compute 
overall foreign losses for pre-1983 
years. 

Section 1. 904(f)-6 
Transition rules 

Paragraph (a) provides transition 
rules for recapture of pre-1983 for- 
eign oil related income (FORI) limita- 
tion and general limitation losses 
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from post-1982 income subject to the 
general limitation. This paragraph 
has been revised to account for the 
revision to section 1. 904(f)-1(a) and 
(c) which allows pre-1983 overall for- 
eign losses to be computed on a 
combined basis, if the taxpayer com- 
puted overall foreign losses in that 
manner on returns previously filed. 

Section 1. 1502-9 
Consolidated overall 
foreign loss accounts 

In response to suggestions by sev- 
eral commenters, paragraph (b)(1)(iii) 
has been revised to limit the recap- 
ture of an overall foreign loss from a 
separate return limitation year 
(SRLY) to 500to of the consolidated 
foreign source taxable income minus 
500to of such income recomputed by 
excluding the items of income and 
deduction of the SRLY member. 

A suggestion that paragraph (b) be 
revised to provide that an overall 
foreign loss that is part of a net 
operating loss carryover be classified 
as a SRLY loss only if the loss 
reduced United States income in a 
SRLY year was not adopted because 
it was considered to be inconsistent 
with the rules for allocating consoli- 
dated overall foreign losses to depart- 
ing members of the group. It was 
decided that, in both cases, the ap- 
propriate focus was on the year in 
which the loss arose rather than the 
carryover year. 

In response to one comment, para- 
graph (e) has been revised to provide 
that dispositions between members of 
an affiliated group will not automati- 
cally trigger 904(f)(3) recapture. 
However, gain will be recognized 
(and a loss recaptured) to the extent 
of the balance in the selling mem- 
ber's SRLY overall foreign loss ac- 
count to the applicable consolidated 
overall foreign loss account. The ef- 
fect of this requirement is to 
recharacterize SRLY overall foreign 
losses as overall foreign losses arising 
in a consolidated year. This new rule, 
which permits a taxpayer to defer 
intercompany profit notwithstanding 
SRLY overall foreign losses, has been 
adopted because it more closely fol- 
lows the consolidated group provi- 
sions on intercompany dispositions. 
Recharacterization is required so that 
the recapture rule cannot be circum- 
vented. Without such recharacteriza- 
tion as a consolidated overall foreign 

loss, income derived from such trans- 
ferred property could avoid recap- 
ture. The selling member might have 
no subsequent foreign source income 
and if the overall foreign loss re- 
mai. ned a SRLY overall foreign loss, 
it could only be recaptured to the 
extent of the selling member's foreign 
sou rce income. 

SPECIAL ANALYSES 

It has been determined that this 
regu. lation will not have a significant 
economic impact on a substantial 
nun&ber of small entities. The number 
of s, mall entities affected is minimal. 
Acc ordingly, these final regulations 
are not subject to the requirements 
of t. he Regulatory Flexibility Act of 
198IO (5 U. S. C. Chapter 6). 

Ii) has been determined that this 
regiulation is not a major rule as 
defined in Executive Order 12291 and 
tha t a regulatory impact analysis is 
therefore not required. 

PAPERWORK REDUCTION ACT 

The collection of information re- 
qu, irements contained in this regula- 
tic&n have been submitted to the Of- 
fi&:e of Management and Budget 
(C)MB) in accordance with the re- 
qu. irements of the Paperwork Reduc- 
tion Act of 1980. These requirements 
h. ave been approved under OMB 
n umber 1545-0121. 

Adoption of Amendments 
to the Regulations 

Accordingly, 26 CFR Part 1 and 
26 CFR Part 602 are amended as 
follows: 

INCOME TAX REGULATIONS 
[26 CFR Part 1] 

Paragraph 1. The authority contin- 
ues to read in part: 

Authority: 26 U. S. C. 7805. 
Sections 1. 904(f)-(2) and 1. 1502-9 
are also issued under 26 U. S. C. 
904(f)(3)(B) and 26 U. S. C. 1502. *** 

Par. 2. The following new sections 
are added immediately following 
)L904(b)-4 to read as set forth be- 
low: 

)L904(f)-1 Overall foreign loss and 
the overall foreign loss account. 
(a) Overview of regulations. In 

general, section 904(f) and these reg- 

ulations apply to any taxpayer that 
sustains an overall foreign loss (as 
defined in paragraph (c)(1) of this 
section) in a taxable year beginning 
after December 31, 1975. For taxable 
years ending after December 31, 
1984, and beginning before January 
1, 1987, there can be five types of 
overall foreign losses: a loss under 
each of the five separate limitations 
contained in former section 
904(d)(1)(A) (passive interest limita- 
tion), (d)(1)(B) (DISC dividend limi- 
tation), (d)(1)(C) (foreign trade in- 
come limitation), (d)(1)(D) (foreign 
sales corporation (FSC) distributions 
limitation), and (d)(1)(E) (general 
limitation). For taxable years begin- 
ning after December 31, 1982, and 
ending before January 1, 1985, there 
can be three types of overall foreign 
losses under former section 
904(d)(1)(A) (passive interest limita- 
tion), former section 904(d)(1)(B) 
(DISC dividend limitation) and 
former section 904(d)(1)(C) (general 
limitation). For taxpayers subject to 
section 907, the post-1982 general 
limitation overall foreign loss account 
may be further subdivided, as pro- 
vided in $1. 904(f)-6. For taxable 
years beginning after December 31, 
1975, and before January 1, 1983, 
taxpayers should have computed 
overall foreign losses separately under 
the passive interest limitation, the 
DISC dividend limitation, the general 
limitation, and the section 907(b) 
(FORI) limitation. However, for tax- 
able years beginning after December 
31, 1975, and before January 1, 
1983, taxpayers may have computed 
only two types of overall foreign 
losses: a foreign oil related loss under 
the FORI limitation and on overall 
foreign loss computed on a combined 
basis for the passive interest limita- 
tion, the DISC dividend limitation, 
and the general limitation. A tax- 
payer that computed overall foreign 
losses for these years on a combined 
basis will not be required to amend 
its return to recompute such losses 
on a separate basis. If a taxpayer 
computed its overall foreign losses 
for these years separately under the 
passive interest limitation, the DISC 
dividend limitation, and the general 
limitation, on returns previously 
filed, a taxpayer may not amend 
those returns to compute such overall 
foreign losses on a combined basis. 
Section 1, 904(f)-1 provides rules for 
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determining a taxpayer's overall for- 
eign losses, for establishing overall 
f«etgn loss accounts, and for mak- 
ing additions to and reductions of 
such accounts for purposes of section 
904(f). Section 1. 904(f)-2 provides 
rules for recapturing the balance in 
any overall foreign loss account un- 
der the general recapture rule of 
section 904(f)(1) and under the spe- 
cial recapture rule of section 904(f)(3) 
when the taxpayer disposes of prop- 
erty used predominantly outside the 
United States in a trade or business. 
Section 1. 904(f)-3 provides rules for 
allocating overall foreign losses that 
are part of net operating losses or net 
capital losses to foreign source in- 
come in years to which such losses 
are carried. In addition $1. 904(f)-3 
provides transition rules for the treat- 
ment of net operating losses incurred 
in taxable years beginning after De- 
cember 31, 1982, and carried back to 
taxable years beginning before Janu- 
ary 1, 1983, and of net operating 
losses incurred in taxable years begin- 
ning before January 1, 1983, and 
carried forward to taxable years be- 
ginning after December 31, 1982. 
Section 1. 904(f)-4 provides rules for 
recapture out of an accumulation 
distribution of a foreign trust. Sec- 
tion 1. 904(f)-5 provides rules for 
recapture of overall foreign losses of 
domestic trusts. Section 1. 904(f)-6 
provides a transition rule for recap- 
turing a taxpayer's pre-1983 overall 
foreign losses under the general limi- 
tation and the FORI limitation out 
of taxable income subject to the 
general limitation in taxable years 
beginning after December 31, 1982. 
Section $1. 1502-9 provides rules con- 
cerning the application of these regu- 
lations to corporations filing consoli- 
dated returns. 

(b) Overall foreign loss accounts. 
Any taxpayer that sustains an overall 
foreign loss under paragraph (c) of 
this section must establish an account 
for such loss. Separate types of over- 
all foreign losses must be kept in 

separate accounts. For taxable years 
beginning prior to January 1, 1983, 
taxpayers that computed losses on a 
combined basis in accordance with 

( I 904(f)-1(c)(1) will keep one overall 

foreign loss account for such overall 

foreign loss. The balance in each 

overall foreign loss account repre- 

sents the amount. of such overall 

foteign loss subject to recapture by 

the taxpayer in a given year. From 
year to year, amounts may be added 
to or subtracted from the balance in 
such accounts as provided in para- 
graphs (d) and (e) of this section. 
The taxpayer must report the bal- 
ances (if any) in its overall foreign 
loss accounts annually on a Form 
1116 or 1118. Such forms must be 
filed for each taxable year ending 
after September 24, 1987. The bal- 
ance in each account does not have 
to be attributed to the year or years 
in which the loss was incurred. 

(c) Determination of a taxpayer's 
overall foreign loss — (1) Overall for- 
eign loss defined. For taxable years 
beginning after December 31, 1982, 
and before January 1, 1987, a tax- 
payer sustains an overall foreign loss 
in any taxable year in which its gross 
income from sources without the 
United States subject to a separate 
limitation (as defined in paragraph 
(c)(2) of this section) is exceeded by 
the sum of the deductions properly 
allocated and apportioned thereto. 
Such losses are to be determined 
separately in accordance with the 
principles of the separate limitations. 
Accordingly, income and deductions 
subject to a separate limitation are 
not to be netted with income and 
deductions subject to another sepa- 
rate limitation for purposes of deter- 
mining the amount of an overall 
foreign loss. A taxpayer may, for 
example, have an overall foreign loss 
under the general limitation in the 
same taxable year in which it has 
taxable income under the DISC divi- 
dend limitation. The same principles 
of calculating overall foreign losses 
on a separate limitation basis apply 
for taxable years beginning before 
January 1, 1983, except that a tax- 
payer shall determine its foreign 
losses on a combined basis, except 
for income subject to the FORI limi- 
tation, if the taxpayer filed its pre- 
1983 returns on such basis. Thus, for 
taxable years beginning prior to Jan- 
uary 1, 1983, a taxpayer can net 
income and losses among the passive 
interest limitation, the DISC dividend 
limitation, and the general limitation 
if the taxpayer calculated its overall 
foreign losses that way at the time. 
Taxpayers that computed overall for- 
eign losses separately under each of 
the separate limitations on their re- 
turns filed for taxable years begin- 
ning prior to January 1, 1983, may 
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not amend such returns to compute 
their overall foreign losses for pre- 
1983 years on a combined basis. 

(2) Separate limitation defined. 
For purposes of paragraph (c)(1) of 
this section and these regulations, the 
term separate limitation means any 
of the separate limitations under 
former section 904(d)(1)(A) (passive 
interest limitation), (B) (DISC divi- 
dend limitation), (C) (foreign trade 
income limitation), (D) FSC distribu- 
tions limitation), and (E) (general 
limitation) and the separate limitation 
under section 907(b) (FORI limita- 
tion) (for taxable years ending after 
December 31, 1975, and beginning 
before January 1, 1983). 

(3) Method of allocation and ap- 
poi ntment of deductions. In deter- 
mining its overall foreign loss, a 
taxpayer shall allocate and apportion 
expenses, losses, and other deduc- 
tions to the appropriate category of 
gross income in accordance with sec- 
tion 862(b) and $1. 861-8 of the regu- 
lations. However, the following de- 
ductions shall not be taken into 
account: 

(i) The amount of any net operat- 
ing loss deduction for such year 
under section 172(a); and 

(ii) To the extent such losses are 
not compensated for by insurance or 
otherwise, the amount of any— 

(A) Expropriation losses for such 
year (as defined in section 172(h)), or 

(B) Losses for such year which 
arise from fire, storm, shipwreck, or 
other casualty, or from theft. 

(d) Additions to the overall foreign 
loss account — (1) General rule. A 
taxpayer's overall foreign loss as de- 
termined under paragraph (c) of this 
section shall be added to the applica- 
ble overall foreign loss account at the 
end of its taxable year to the extent 
that the overall foreign loss has re- 
duced United States source income 
during the taxable year or during a 
year to which the loss has been 
carried back. For rules with respect 
to carryovers see paragraph (d)(4) of 
this section and $1. 904(f)-3. 

(2) Overall foreign net capital loss. 
An overall foreign net capital loss 
shall be added to the applicable over- 
all foreign loss account at the end of 
the taxable year to the extent that the 
foreign source capital loss has re- 
duced United States source capital 
gain net income during the taxable 
year or during a year to which the 
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loss has been carried back, subject to 
the adjustments in paragraph (d)(5) 
of this section. For rules with respect 
to carryovers, see paragraph (d)(4) of 
this section and II1. 904(f)-3. As pro- 
vided under II1211(b), to the extent 
that a foreign source net capital loss 
has reduced United States source in- 
come other than United States source 
capital gain net income, this addi- 
tional amount would be added to the 
taxpayer's overall foreign loss ac- 
count as if the United States source 
income had been offset by a foreign 
net operating loss that is not a 
capital loss. 

(3) Overall foreign losses of an- 
other taxpayer. If any portion of any 
overall foreign loss of another tax- 
payer is allocated to the taxpayer in 
accordance with III. 904(f)-5 (relating 
to overall foreign losses of domestic 
trusts) or I)1. 1502-9 (relating to con- 
solidated overall foreign losses), the 
taxpayer shall add such amount to its 
applicable overall foreign loss ac- 
count. 

(4) Additions lo overall foreign 
loss account created by loss carryov- 
ers. Subject to the adjustments under 
II I. 904(f)-1(d)(5), the taxpayer shall 
add to each overall foreign loss ac- 
count— 

(i) All net operating loss carryovers 
to the current taxable year attribut- 
able to the same limitation to the 
extent that overall foreign losses in- 
cluded in the net operating loss car- 
ryovers reduced United States source 
income for the taxable year, and 

(ii) All capital loss carryovers to 
the current taxable year attributable 
to the same limitation to the extent 
that foreign source capital loss car- 
ryovers reduced United States source 
capital gain net income for the tax- 
able year. 

(5) Adjustments. The amount of 
overall foreign loss determined in 
paragraph (d)(1) of this section and 
the amount of overall foreign net 
capital loss determined in paragraph 
(d)(2) of this section which shall be 
added to a taxpayer's overall foreign 
loss account shall be adjusted as 
follows prior to being added to an 
account. 

(i) Adjustment dtte to reduction in 
foreign source income under section 
904(b). A taxpayer's overall foreign 
loss account shall not include any net 
capital loss from sources without the 
United States to the extent that the 

application of section 904(b) would 
result in a reduction of foreign 
source taxable income (but not below 
zero) for purposes of the numerator 
of the foreign tax credit limitation 
fraction. 

(ii) Adjustment lo account for rate 
differential between ordinary income 
rate and capital gain rate. Subject to 
the provisions of paragraph (d)(5)(i) 
of this section, if an overall foreign 
loss for a taxable year includes an 
overall foreign net capital loss, such 
amount shall be reduced as follows, 
in accordance with the provisions of 
section 904(b), before being added to 
the overall foreign loss account: 

(A) In the case of a corporate 
taxpayer, to the extent that the 
United States source capital gain net 
income reduced by the foreign source 
net capital loss consists of United 
States source net capital gain, by an 
amount equal to the rate differential 
portion (as defined in section 
904(b)(3)(D) of the Code and the 
regulations thereunder) of the United 
States source net capital gain; or 

(B) In the case of a taxpayer other 
than a corporate taxpayer, for tax- 
able years beginning prior to January 
I, 1979, an amount equal to the 
taxpayer's United States source net 
capital gain that is offset by such 
foreign source net capital loss re- 
duced by 50 percent of such gain, 
and for taxable years beginning after 
December 31, 1978, and before Janu- 
ary I, 1987, reduced by an amount 
equal to 60 percent of such gain. 

(e) Reductions of overall foreign 
loss accounts. The taxpayer shall sub- 
tract the following amounts from its 
overall foreign loss accounts at the 
end of its taxable year in the follow- 
ing order, if applicable: 

(1) Pre-recttpture reduction for 
amounts allocated to other taxpayers. 
An overall foreign loss account is 
reduced by the amount of any overall 
foreign loss which is allocated to 
another taxpayer in accordance with 
I)1. 904(f)-5 (relating to overall for- 
eign losses of domestic trusts) or 
('11. 1502-9 (relating to consolidated 
overall foreign losses). 

(2) Reduction for amounts recap- 
tured. An overall foreign loss ac- 
count is reduced by the amount of 
any foreign source income that is 
subject to the same limitation as the 
loss that resulted in the account and 
that is recaptured in accordance with 

Ik(11. 904(f)-2(c) (relating to recapture 
under section 904(f)(1)); 1. 904(f)-2(d) 
(relating to recapture when the tax- 
payer disposes of certain properties 
under section 904(f)(3)); and 
1. 904(f)-4 (relating to recapture when 
the taxpayer receives an accumulation 
distribution from a foreign trust un- 

der section 904(f)(4)). 
(f) Illustrations. The rules of this section are 

illustrated by the following examples. 
Example (l). X Corporation is a domestic 

corporation with foreign branch operations in 

country C. X's taxable income and losses for 
its taxable year 1983 are as follows: 

U. S. source taxable income. . . . . . . . . . 
Foreign source taxable income (loss) 

subject to general limitation. . . . . . . 
Foreign source taxable income subject 

to the passive interest limitation. . . . 

$1, 000 

($500) 

$200 

X has a general limitation overall foreign loss 
of $500 for 1983 in accordance with paragraph 
(c)(l) of this section. Since the general limita- 
tion overall foreign loss is not considered to 
offset income under the separate limitation for 
passive interest income, it therefore offsets 
$500 of United States source taxable income. 
This amount is added to X's general limitation 
overall foreign loss account at the end of 1983 
in accordance with paragraphs (c)(1) and (d)(1) 
of this section. 

Example (2). Y Corporation is a domestic 
corporation with foreign branch operations in 

Country C. Y's taxable income and losses for 
its taxable year 1982 are as follows: 

U. S. source taxable income. . . . . . . . . . 
Foreign source taxable income (loss) 

subject to the general information . . 
Foreign source taxable income subject 

to the passive interest limitation. . . . 

$1, 000 

($500) 

$250 

For its pre-1983 taxable years, Y filed its 
returns determining its overall foreign losses 
on a combined basis. In accordance with 

paragraphs (a) and (c)(l) of this section, Y 
may net the foreign source income and loss 
before offsetting the United States source 
income. Y therefore has a section 
904(d)(1)(A-C) overall foreign loss account of 
$250 at the end of 1982. 

Example (3). X Corporation is a domestic 
corporation with foreign branch operations in 
country C. For its taxable year 1985, X has 
taxable income (loss) determined as follows: 

U. S. source taxable income. . . . . . . . . . 
Foreign source taxable income (loss) 

subject to the general limitation. . . . ($1, 000) 
Foreign source taxable income (loss) 

subject to the passive limitation. . . $1, 800 

X has a general limitation overall foreign loss 
of $1, 000 in accordance with paragraph (c)(1) 
of this section. The overall foreign loss offsets 
$200 of United States source taxable income in 
1985 and, therefore, X has a $200 general 
limitation overall foreign loss account at the 
end of 1985. The remaining $800 general 
limitation loss is offset by the passive interest 
limitation income in 1985 so that X has no net 
operating loss carryover that is attributable to 
the general limitation loss and no additional 
amount attributable to that loss will be added 
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the overall foreign loss account in 1985 or 
in any other year. 

(4) 1 1986, V CorP 
$1000 of ral 1tmitation foreign so 

me and $500 of gene" 
fo eign source net capital loss 

d $500 of United States source c p 
ain net income ("sho« ter 

gain) Und 
904(b), the numerator of V's foreign 
limitation fraction for income subject to the 
general limitation is reduced by $500 (see 
(i1. 904(b)-l(a)(3)). Under paragraph (d)(5)(i) of 
this section, none of that $500 goes into its 
general limitation overall foreign loss account, 

Exampte (5). Z Corporation is a domestic 
corporation with foreign branch operations. 
For the taxable year 1984, Z's taxable income 
and (losses) are as follows: 

U. S. source taxable ordinary income . $1, 000 
U. S. source net capital gain. . . . . . . . . $460 
Foreign source taxable ordinary 

income subject to the general 
limitation $200 

Foreign source net capital loss subject 
to the general limitation . . . . . . . . . . ($800) 

Z had no capital gain net income in any prior 
taxable year. Under paragraph (d)(2) and (5) 
of this section, the amount to be added to Z's 
general limitation overall foreign loss account 
is the excess of the amount which has reduced 
United States source capital gain net income 
for the taxable year ($460), adjusted for the 
rate differential because it has reduced United 
States source net capital gain ($460 x 28/46 = 
$280), over the amount which has reduced the 
numerator of Z's foreign tax credit limitation 
fraction under section 904(b)(2), which is $200. 
(The $200 amount is foreign source net capital 
loss that has reduced United States source net 
capital gain in the denominator of the frac- 
tion, but not exceeding the amount of foreign 
source income in the numerator before the 
section 904(b)(2) adjustment. ) Thus, Z must 
add $80 (the excess of the $280 over $200) to 
its general limitation overall foreign loss ac- 
count in 1984. 
51. 904(f)-2 Recapture of overall for- 

eign losses. 
(a) In general. A taxpayer shall be 

required to recapture an overall for- 
eign loss as provided in this section. 
Recapture is accomplished by treating 
as United States source income a 
portion of the taxpayer's foreign 
source taxable income of the same 
limitation as the foreign source loss 
that resulted in an overall foreign 
loss account. As a result, if the 
taxpayer elects the benefits of section 
901 or section 936, the taxpayer's 
fpreign tax credit limitation with re- 

spect to such income is decreased. As 
prpvided in Iii. 904(f)-1(e)(2), the bal- 
ance in a taxpayer's overall foreign 
lpss account is reduced by the 
ampunt of loss recaptured. Recapture 
cpntinues until such time as the 
amount of foreign source taxable 
;ncpme recharacterized as United 

States source income equals the 
amount in the overall foreign loss 
account. As provided in $1. 904(f)- 
1(e)(2), the balance in a overall for- 
eign loss account is reduced at the 
end of each taxable year by the 
amount of the loss recaptured during 
that taxable year. Regardless of 
whether recapture occurs in a year in 
which a taxpayer elects the benefits 
of section 901 or in a year in which a 
taxpayer deducts its foreign taxes 
under section 164, the overall foreign 
loss account is recaptured only to the 
extent of foreign source taxable in- 
come remaining after applying the 
appropriate section 904(b) adjust- 
ments, if any, as provided in para- 
graph (b) of this section. 

(b) Determination of taxable in- 
come from sources without the 
United States for purposes of recap- 
ture — (1) In general. For purposes of 
determining the amount of an overall 
foreign loss subject to recapture, the 
taxpayer's income from sources with- 
out the United States shall be com- 
puted with respect to each of the 
separate limitations described in 
C)1. 904(f)-1(c)(2) in accordance with 
the rules set forth in $1. 904(f)-1(c)(1) 
and (3). This computation is made 
without taking into account foreign 
source taxable income (and deduc- 
tions properly allocated and appor- 
tioned thereto) subject to other sepa- 
rate limitations. Before applying the 
recapture rules to foreign source tax- 
able income, the following provisions 
shall be applied to such income in 
the following order: 

(i) Former section 904(b)(3)(C) 
(prior to its removal by the Tax 
Reform Act of 1986) and the regula- 
tions thereunder shall be applied to 
treat certain foreign source gain as 
United States source gain; and 

(ii) Section 904(b)(2) and the regu- 
lations thereunder shall be applied to 
make adjustments in the foreign tax 
credit limitation fraction for certain 
capital gains and losses. 

(c) Section 904(fj(lj recapture — (I) 
In general. In a year in which a 
taxpayer elects the benefits of sec- 
tions 901 or 936, the amount of any 
foreign source taxable income subject 
to recapture in a taxable year in 
which paragraph (a) of this section is 
applicable is the lesser of the balance 
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in the applicable overall foreign loss 
account (after reduction of such ac- 
count in accordance with I)1. 904(f)- 
1(e)) or fifty percent of the taxpay- 
er's foreign source taxable income of 
the same limitation as the loss that 
resulted in the overall foreign loss 
account (as determined under para- 
graph (b) of this section). If, in any 
year, in accordance with sections 
164(a) and section 275(a)(4)(A), a 
taxpayer deducts rather than credits 
its foreign taxes, recapture is applied 
to the extent of the lesser of (i) the 
balance in the applicable overall for- 
eign loss account or (ii) foreign 
source taxable income of the same 
limitation type that resulted in the 
overall foreign loss minus foreign 
taxes imposed on such income. 

(2) Election to recapture more of 
the overall foreign loss than is re- 
quired under paragraph (cj(Ij. In a 
year in which a taxpayer elects the 
benefits of sections 901 or 936, a 
taxpayer may make an annual revo- 
cable election to recapture a greater 
portion of the balance in an overall 
foreign loss account than is required 
to be recaptured under paragraph 
(c)(1) of this section. A taxpayer may 
make such an election or amend a 
prior election by attaching a state- 
ment to its annual Form 1116 or 
1118. If an amendment is made to a 
prior year's election, an amended tax 
return should be filed. The statement 
attached to the Form 1116 or 1118 
must indicate the percentage and dol- 
lar amount of the taxpayer's foreign 
source taxable income that is being 
recharacterized as United States 
source income and the percentage 
and dollar amount of the balance 
(both before and after recapture) in 
the overall foreign loss account that 
is being recaptured. Except for the 
special recapture rules for section 936 
corporations and for recapture of 
pre-1983 overall foreign losses deter- 
mined on a combined basis, the 
taxpayer that elects to credit its for- 
eign taxes may not elect to recapture 
an amount in excess of the taxpayer's 
foreign source taxable income subject 
to the same limitation as the loss that 
resulted in the overall foreign loss 
account. 

(3) Special rule for recapture of 
losses incurred prior to section 936 
election. If a corporation elects the 
application of section 936 and at the 
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time of the election has a balance in 

any overall foreign loss account, such 
losses will be recaptured from the 
possessions source income of the 
electing section 936 corporation that 
qualifies for the section 936 credit, 
including qualified possession source 
investment income as defined in sec- 
tion 936(d)(2), even though the over- 
all foreign loss to be recaptured may 
not be attributable to a loss in an 
income category of a type that would 
meet the definition of qualified pos- 
session source investment income. 
For purposes of recapturing an over- 
all foreign loss incurred by a consoli- 
dated group including a corporation 
that subsequently elects to use section 
936, the electing section 936 corpora- 
tion's possession source income that 
qualifies for the section 936 credit, 
including qualified possession source 
investment income, shall be used to 
recapture the section 936 corpora- 
tion's share of previously incurred 
overall foreign loss accounts. Rules 
for determining the section 936 cor- 
poration's share of the consolidated 
group's overall foreign loss accounts 
are provided in I)1. 1502-9(c). 

(4) Recapture of pre-I983 overall 
foreign losses determined on a com- 
bined basis. If a taxpayer computed 
its overall foreign losses on a com- 
bined basis in accordance with 
II1. 904(f)-1(c)(1) for taxable years be- 
ginning before January 1, 1983, any 
losses recaptured in taxable years 
beginning after December 31, 1982, 
shall be recaptured from income sub- 
ject to the general limitation, subject 
to the rules in I)1. 904(f)-6(a) and (b). 
Ordering rules for recapture of these 
losses are provided in III. 904(f)-6(c). 

(5) Illustrations. The rules of this 
paragraph (c) are illustrated by the 
following examples, all of which as- 
sume a United States corporate tax 
rate of 50 percent unless otherwise 
stated. 

Example ()) X Corporation is a domestic 
corporation that does business in the United 
States and abroad. On December 31, 1983, the 
balance of X's general limitation overall for- 
eign loss account is $600, all of which is 
attributable to a loss incurred in 1983. For 
1984, X has United States source taxable 
income of $500 and foreign source taxable 
income subject to the general limitation of 
$500. For 1984, X pays $200 in foreign taxes 
and elects section 901. Under paragraph (c)(1) 
of this section, X is required to recapture $250 
(the lesser of $600 or 50 percent of $500) of its 
overall foreign loss. As a consequence, X's 
foreign tax credit limitation under the general 

limitation is $250/$1, 000 x $500, or $125, 
instead of $500/$1, 000 x $500, or $250. The 
balance in X's general limitation overall for- 
eign loss account is reduced by $250 in 
accordance with tj 1. 904(f)-l(e)(2). 

Example (2). The facts are the same as in 

example (I) except that X makes an election to 
recapture its overall foreign loss to the extent 
of 80 percent of its foreign source taxable 
income subject to the general limitation (or 
$400) in accordance with paragraph (c)(2) of 
this section. As a result of recapture, X's 1984 
foreign tax credit limitation for income subject 
to the general limitation is $100/$1, 000 x $500, 
or $50, instead of $500/$1, 000 x $500, or 
$250. X's general limitation overall foreign 
loss account is reduced by $400 in accordance 
with t)1. 904(f)-1(e)(2). 

Example (3). The facts are the same as in 

example (I) except that X does not elect the 
benefits of section 901 in 1984 and instead 
deducts its foreign taxes paid. In 1984, X 
recaptures $300 of its overall foreign loss, the 
difference between X's foreign source taxable 
income of $500 and $200 of foreign taxes 
paid. The balance in X's general limitation 
overall foreign loss account is reduced by $300 
in accordance with (l1. 904(f)-l(e)(2). 

Example (4). The facts are the same as in 
example (I) except that in 1984, X also has 
$1, 000 of foreign source DISC dividend in- 
come subject to the separate limitation for 
DISC dividends which carries a foreign tax of 
$50. Under paragraph (c)(1) of this section the 
amount of X's general limitation overall for- 
eign loss subject to recapture is $250 (the lesser 
of the balance in the overall foreign loss 
account or 50 percent of the foreign source 
taxable income subject to the general limita- 
tion). There is no recapture with respect to the 
DISC dividend income. X's separate limitation 
for DISC dividend income is $1, 000/$2, 000 x 
$1, 000, or $500. Its general limitation is 
$250/$2, 000 x $1, 000, or $125, instead of 
$500/$2, 000 x $1, 000, or $250. The balance in 
X's general limitation overall foreign loss 
account is reduced by $250 in accordance with 
tel. 904(f)-l(e)(2). 

Example (5). On December 31, 1980, V, a 
domestic corporation that does business in the 
United States and abroad, has a balance in its 
section 904(d)(1)(A-C) overall foreign loss ac- 
count of $600. V also has a balance in its 
FORI limitation overall foreign loss account of 
$900. For 1981, V has foreign source taxable 
income subject to the general limitation of 
$500 and $500 of United States source income. 
V also has foreign source taxable income 
subject to the FORI limitation of $800. V is 
required to recapture $250 of its section 
904(d)(1)(A-C) overall foreign loss account 
(the lesser of $600 or 50/0 of $500) and its 
general limitation foreign tax credit limitation 
is $250/$1, 800 x $900, or $125 instead of 
$500/$1, 800 x $900, or $250. V is also re- 
quired to recapture $400 of its FORI limitation 
overall foreign loss account (the lesser of $900 
or 50% of $800). V's foreign tax credit 
limitation for FORI is $400/$1, 800 x $900, or 
$200, instead of $800/$1, 800 x $900, or $400. 
The balance in V's FORI limitation overall 
foreign loss account is reduced to $500 and the 
balance in V's section 904(d)(1)(A-C) account 
is reduced to $350, in accordance with 
$1. 904(f)-1(e)(2). 

Example (6). This example assumes a United 
States corporate tax rate of 46 percent (under 

section 11(b)) and an alternative rate of tax 
under section 1201(a) of 28 percent. W is a 
domestic corporation that does business in the 
United States and abroad. On December 31, 
1984, W has $350 in its general limitation 
overall foreign loss account. For 1985, W has 
$500 of United States source taxable income, 
and has foreign source income subject to the 
general ltmttatton as follows: 

Foreign source taxable income other 
than net capital gain . . . . . . . . . . , . . $720 

Foreign source net capital gain . . . . . . $460 

Under paragraph (b)(2) of this section, foreign 
source taxable income for purposes of recap- 
ture includes foreign source capital gain net 
income, reduced, under section 904(b)(2), by 
the rate differential portion of foreign source 
net capital gain, which adjusts for the reduced 
tax rate for net capital gain under section 
1201(a): 

Foreign source capital gain net in- 
come 

Rate differential portion of foreign 
source net capital gain (18/46 of 
$460). 

Foreign source capital gain included in 
foreign source taxable income. . . . . 

$460 

-180 

$280 

The total foreign source taxable income of 
W for purposes of recapture in 1985 is $1, 000 
($720 + $280). Under paragraph (c)(l) of this 
section, W is required to recapture $350 (the 
lesser of $350 or 50 percent of $1, 000), and 
W's general limitation overall foreign loss 
account is reduced to zero. W's foreign tax 
credit limitation for income subject to the 
general limitation is $650/$1, 500 x $690 ((. 46) 
(500 + 720) + (. 28)(460)), or $299, instead of 
$1, 000/$1, 500 x $690, or $460. 

(d) Recapture of overall foreign 
losses from dispositions under section 
904(f)(3j — (I) In general. If a tax- 
payer disposes of property used or 
held for use predominantly without 
the United States in a trade or 
business during a taxable year and 
that property generates foreign source 
taxable income subject to a separate 
limitation to which paragraph (a) of 
this section is applicable, (i) gain will 

be recognized on the disposition of 
such property, (ii) such gain will be 
treated as foreign source income sub- 

ject to the same limitation as the 
income the property generated, and 

(iii) the applicable overall foreign loss 
account shall be recaptured as pro- 
vided in paragraphs (d)(2), (d)(3), 
and (d)(4) of this section. See para- 
graph (d)(5) of this section for defini- 
tions. 

(2) Treatment of net capital gain. 
If the gain from a disposition of 
property to which this paragraph (d) 
applies is treated as net capital gain, 
all references to such gain in para- 
graphs (d)(3) and (d)(4) of this sec- 
tion shall mean such gain as adjusted 
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under paragraph (b) of this section. 
The amount by which the overall 
foreign loss account shall be reduced 
shall be determined from such ad- 
justed gain. 

(3) Dispositions where gain is rec- 
ognized irrespective of section 
904(fj(3). If a taxpayer recognizes 
foreign source gain subject to a sepa- 
rate limitation on the disposition of 
property described in paragraph 
(d)(1) of this section, and there is a 
balance in a taxpayers overall foreign 
loss account that is attributable to a 
loss under such limitation after ap- 
plying paragraph 9(c) of this section, 
an additional portion of such balance 
shall be recaptured in accordance 
with paragraphs (a) and (b) of this 
section. The amount recaptured shall 
be the lesser of such balance or 100 
percent of the foreign source gain 
recognized on the disposition that 
was not previously recharacterized. 

(4) Dispositions in which gain 
would not otherwise be recognized- 
(i) Recognition of gain to the extent 
of the overall foreign loss account. If 
a taxpayer makes a disposition of 
property described in paragraph 
(d)(1) of this section in which any 
amount of gain otherwise would not 
be recognized in the year of the 
disposition, and such property was 
used or held for use to generate 
foreign source taxable income subject 
to a separate limitation under which 
the taxpayer had a balance in its 
overall foreign loss account (includ- 

ing a balance that arose in the year 
of the disposition), the taxpayer shall 

recognize foreign source taxable in- 

come in an amount equal to the 
lesser of: 

(A) The sum of the balance in 

the applicable overall foreign loss 

account (but only after such bal- 

ance has been increased by 
amounts added to the account for 
the year of the disposition or has 

been reduced by amounts recap- 

tured for the year of the disposi- 

tion under paragraph (c) and para- 
graph (d)(3) of this section) plus 
the amount of any overall foreign 
loss that would be part of a net 
operating loss for the year of the 
disposition if gain from the dispo- 
sition were not recognized under 
section 904(f)(3), plus the amount 
of any overall foreign loss that is 

part of a net operating loss car- 
ryover from a prior year, or 

(B) The excess of the fair mar- 

ket value of such property over the 

taxpayer's adjusted basis in such 

property. 
The excess of the fair market value 

of such property over its adjusted 
basis shall be determined on an asset 

by asset basis. Losses from the dispo- 
sition of an asset shall not be recog- 
nized. Any foreign source taxable 
income deemed received and recog- 
nized under this paragraph (d)(4)(i) 
will have the same character as if the 

property had been sold or exchanged 
in a taxable transaction and will 

constitute gain for all purposes. 

(ii) Basis adjustment. The basis of 
the property received in an exchange 
to which this paragraph (d)(4) applies 
shall be increased by the amount of 
gain deemed recognized, in accor- 
dance with applicable sections of 
subchapters C (relating to corporate 
distributions and adjustments), K (re- 
lating to partners and partnerships), 
0 (relating to gain or loss on the 
disposition of property), and P (relat- 
ing to capital gains and losses). If the 
property to which this paragraph 
(d)(4) applies was transferred by gift, 
the basis of such property in the 
hands of the donor immediately pre- 
ceding such gift shall be increased by 
the amount of the gain deemed rec- 
ognized. 

(iii) Recapture of overall foreign 
loss to the extent of amount recog- 
nized. The provisions of paragraphs 
(a) and (b) of this section shall be 
applied to the extent of 100 percent 
of the foreign source txable income 
which is recognized under paragraph 
(d)(4)(i) of this section. However, 
amounts of foreign source gain that 
would not be recognized except by 
application of section 904(f)(3) and 
paragraph (d)(4)(i) of this section, 
and which are treated as United 
States source gain by application of 
section 904(b)(3)(C) (prior to its re- 
moval by the Tax Reform Act of 
1986) and paragraph (b)(1) of this 
section, shall reduce the overall for- 
eign loss account (subject to the 
adjustments described in paragraph 
(d)(2) of this section) if such gain is 
net capital gain, notwithstanding the 
fact that such amounts would other- 
wise not be recaptured under the 
ordering rules in paragraph (b) of 
this section. 

(iv) Priorities among dispositions 
in which gain is deemed to be recog- 
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nized. If, in a single taxable year, a 
taxpayer makes more than one dispo- 
sition to which this paragraph (d)(4) 
is applicable, the rules of this para- 

graph (d)(4) shall be applied to each 
disposition in succession starting with 

the disposition which occurred earli- 

est, until the balance in the applica- 
ble overall foreign loss account is 

reduced to zero. If the taxpayer 
simultaneously makes more than one 
disposition to which this paragraph 
(d)(4) is applicable, the rules of para- 

graph (d)(4) shall be applied so that 
the balance in the applicable overall 
foreign loss account to be recaptured 
will be allocated pro rata among the 
assets in proportion to the excess of 
the fair market value of each asset 
over the adjusted basis of each asset. 

(5) Definitions — (i) Disposition. A 
disposition to which this paragrah (d) 
applies includes a sale; exchange; 
distribution; gift; transfer upon the 
foreclosure of a security interest (but 
not a mere transfer of title to a 
creditor upon creation of a security 
interest or to a debtor upon termina- 
tion of a security interest); involun- 
tary conversion; contribution to a 
partnership, trust, or corporation; 
transfer at death; or any other trans- 
fer of property whether or not gain 
or loss is recognized under other 
provisions of the Code. However, a 
disposition to which this paragraph 
(d) applies does not include: 

(A) A distribution or transfer of 
property to a domestic corporation 
described in section 381(a) (provided 
that paragraph (d)(6) of this section 
applies); 

(B) A disposition of property 
which is not a material factor in the 
realization of income by the taxpayer 
(as defined in paragraph (d)(5)(iv)— 
of this section); 

(C) A transaction in which gross 
income is not realized; or 

(D) The entering into of a unitiza- 
tion or pooling agreement (as defined 
in $1. 614-8(b)(6) of the regulations) 
containing a valid election under sec- 
tion 761(a)(2), and in which the 
source of the entire gain from any 
disposition of the interest created by 
the agreement would be determined 
to be foreign source under section 
862(a)(5) if the disposition occurred 
presently. 

(ii) Property used in a trade or 
business. Property is used in a trade 
or business if it is held for the 
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principal purpose of promoting the 
present or future conduct of the 
trade or business. This generally in- 
cludes property acquired and held in 
the ordinary course of a trade or 
business or otherwise held in a direct 
relationship to a trade or business. In 
determining whether an asset is held 
in direct relationship to a trade or 
business, principal consideration shall 
be given to whether the asset is used 
in the trade or business. Property 
will be treated as held in a direct 
relationship to a trade or business if 
the property was acquired with funds 
generated by that trade or business 
or if income generated from the asset 
is available for use in that trade or 
business. Property used in a trade or 
business may be tangible or intangi- 
ble, real or personal property. It 
includes property, such as equipment, 
which is subject to an allowance for 
depreciation under section 167 or 
cost recovery under section 168. 
Property may be considered used in a 
trade or business even if it is a 
capital asset in the hands of the 
taxpayer. However, stock of another 
corporation shall not be considered 
property used in a trade or business 
if a substantial investment motive 
exists for acquiring and holding the 
stock. On the other hand, stock 
acquired or held to assure a source 
of supply for a trade or business 
shall be considered property used in 
that trade or business. Inventory is 
generally not considered property 
used in a trade or business. However, 
when disposed of in a manner not in 
the ordinary course of a trade or 
business, inventory will be considered 
property used in the trade or busi- 
ness. A partnership interest will be 
treated as property used in a trade or 
business if the underlying assets of 
the partnership would be property 
used in a trade or business. For 
purposes of section 904(f)(3) and 
II)1. 904(f)-2(d)(1) and (5), a disposi- 
tion of a partnership interest to 
which this section applies will be 
treated as a disposition of a propor- 
tionate share of each of the assets of 
the partnership. For purposes of allo- 
cating the purchase price of the inter- 
est and the seller's basis in the 
interest to those assets, the principles 
of $1. 751-1(a) will apply. 

(iii) Property used predominantly 
outside the United States. Property 
will be considered used predomi- 

nantly outside the United States if 
for a 3-year period ending on the 
date of the disposition (or, if shorter, 
the period during which the property 
has been used in the trade or busi- 
ness) such property was located out- 
side the United States more than 50 
percent of the time. An aircraft, 
railroad rolling stock, vessel, motor 
vehicle, container, or other property 
used for transportation purposes is 
deemed to be used predominantly 
outside the United States if, during 
the 3-year (or shorter) period, either 
such property is located outside the 
United States more than 50 percent 
of the time or more than 50 percent 
of the miles traversed in the use of 
such property are traversed outside 
the United States. 

(iv) Property which is a material 
factor in the realization of income. 
For purposes of this section, property 
used in a trade or business will be 
considered a material factor in the 
realization of income unless the tax- 
payer establishes that it is not (or, if 
the taxpayer did not realize income 
from the trade or business in the 
taxable year, would not be expected 
to be) necessary to the realization of 
income by the taxpayer. 

(6) Carryover of overall foreign 
loss accounts in a corporate acquisi- 
tion to which section 38I(a) applies. 
In the case of a distribution or 
transfer described in section 381(a), 
an overall foreign loss account of the 
distributing or transferor corporation 
shall be treated as an overall foreign 
loss account of the acquiring or 
transferee corporation as of the close 
of the date of the distribution or 
transfer. If the transferee corporation 
had an overall foreign loss account 
under the same separate limitation 
prior to the distribution or transfer, 
the balance in the transferor's ac- 
count must be added to the transfer- 
ee's account. If not, the transferee 
must adopt the transferor's overall 
foreign loss account. An overall for- 
eign loss of the transferor will be 
treated as incurred by the transferee 
in the year prior to the year of the 
transfer. 

(7) Illustrations. The rules of this 
paragraph (d) are illustrated by the 
following examples which assume 
that the United States corporate tax 
rate is 50 percent (unless otherwise 
stated). For purposes of these exam- 
ples, none of the foreign source gains 

are treated as net capital gains (un- 
less so stated). 

Example (1). X Corporation has a balance 
in its general limitation overall foreign loss 
account of $600 at the close of its taxable year 
ending December 31, 1984. In 1985, X sells 
assets used predominantly outside the United 
States in a trade or business and recognizes 
$1, 000 of gain on the sale under section 1001. 
This gain is subject to the general limitation. 
This sale is a disposition within the meaning of 
paragraph (d)(5)(i) of this section, and to 
which this paragraph (d) applies. X has no 
other foreign source taxable income in 1985 
and has $1, 000 of United States source taxable 
income. Under paragraph (c), X is required to 
recapture $500 (the lesser of the balance in X's 
general limitation overall foreign loss account 
($600) or 50 percent of $1, 000) of its overall 
foreign loss account. The balance in X's 
general limitation overall foreign loss account 
is reduced to $100 in accordance with 
tj1. 904(f)-1(e)(2). In addition, under paragraph 
(d)(3) of this section, X is required to recap- 
ture $100 (the lesser of the remaining balance 
in its general limitation overall foreign loss 
account ($100) or 100 percent of its foreign 
source taxable income recognized on such 
disposition that has not been previously 
recharacterized ($500)). The total amount re- 
captured is $600. X's foreign tax credit limita- 
tion for income subject to the general limita- 
tion in 1985 is $200 ($400/$2, 000 x $1, 000) 
instead of $500 ($1, 000/$2, 000 x $1, 000). The 
balance in X's general limitation overall for- 
eign loss account is reduced to zero in accor- 
dance with tj1. 904(f)-1(e)(2). 

Example (2). On December 31, 1984, Y 
Corporation has a balance in its general 
limitation overall foreign loss account of 
$1, 500. In 1985, Y has $500 of United States 
source taxable income and $200 of foreign 
source taxable income subject to the general 
limitation. Y's foreign source taxable income is 
from the sale of property used predominantly 
outside of the United States in a trade or 
business. This sale is a disposition to which 
this paragraph (d) is applicable. In 1985, Y 
also transferred property used predominantly 
outside of the United States in a trade or 
business to another corporation. Under section 
351, no gain was recognized on this transfer. 
Such property has been used to generate 
foreign source taxable income subject to the 
general limitation. The excess of the fair 
market value of the property transferred over 
Y's adjusted basis in such property was 
$2, 000. In accordance with paragraph (c) of 
this section, Y is required to recapture $100 
(the lesser of $1, 500, the amount in Y's 
general limitation overall foreign loss account, 
or 50 percent of $200, the amount of general 
limitation foreign source taxable income for 
the current year) of its general limitation 
overall foreign loss. Y is then required to 
recapture an additional $100 of its general 
limitation overall foreign loss account under 
paragraph (d)(3) of this section out of the 
remaining gain recognized on the sale of 
assets, because 100 percent of such gain is 
subject to recapture. The balance in Y's 
general limitation overall foreign loss account 
is reduced to $1, 300 in accordance with 
tel. 904(0-1(e)(2). Y corporation is then re- 
quired to recognize $1, 300 of foreign source 
taxable income on its section 351 transfer 
under paragraph (d)(4) of this section. The 
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remaining $700 of potential gain associated 
with the section 351 transfer is not recognized. 
Under paragraph (d)(4), 100 percent of the 
$1, 300 is recharacterized as United States 
source taxable income, and Y's general limita- 
tion overall foreign loss account is reduced to 
zero. Y's entire taxable income for 1985 is: 

U. S. source taxable income . . . . . . . . . 
Foreign source taxable income subject 

to the general limitation that is 
recharacterized as U. S. source in- 
come by paragraphs (c) and (d)(3) 
of this section. . . . . . 

Gain recognized under section 
904(f)(3) and paragraph (d)(4) of 
this section, and recharacterized as 
U. S. source income . . . . . . . . . . . . . . 

Total 

$500 

$200 

$1, 300 

$2, 000 

Y's foreign tax credit limitation for 1985 for 
income subject to the general limitation is $0 
($0/$2, 000 x $1, 000) instead of $100 
($200/$700 x $350). 

Example (3), W Corporation is a calendar 
year domestic corporation with foreign branch 
operations in country C. As of December 31, 
1984, W has no overall foreign loss accounts 
and has no net operating loss carryovers. W's 
entire taxable income in 1985 is: 

U. S. source taxable income . . . . . . . . . $800 
Foreign source taxable income (loss) 

subject to the general limitation . . . ($1, 000) 

W cannot carry back its 1985 NOL to any 
earlier year. As of December 31, 1985, W 
therefore has $800 in its general limitation 
overall foreign loss account. In 1986, W earns 
$400 United States source taxable income and 
has an additional $1, 000 loss from the opera- 
tions of the foreign branch. Income in the loss 
category would be subject to the general 
limitation. Also in 1986, W disposes of prop- 
erty used predominantly outside the United 
States in a trade or business. Such property 
generated income subject to the general limita- 
tion. The excess of the property's fair market 
value over its adjusted basis is $3, 000. The 
disposition is of a type described in 
i)1. 904(f)-2(d)(4)(i). W has no other income in 

1986. Under tj1. 904(f)-2(d)(4)(i), W is required 
to recognize foreign source taxable income on 
the disposition in an amount equal to the 
lesser of $2, 000 ($800 (the balance in the 
general limitation overall foreign loss account 
as of 1985) + $400 (the increase in the general 

limitation overall foreign loss account attribut- 

able to the disposition year) + $600 (the 
general limitation overall foreign loss that is 

part of the NOL from 1986) + $200 (the 
general limitation overall foreign loss that is 

part of the NOL from 1985)) or $3, 000. The 

$2, 000 foreign source income required to be 

recognized under section 904(f)(3) is reduced to 
$1, 200 by the remaining $600 loss in 1986 and 

the $200 net operating loss carried forward 

from 1985. This $1, 200 of income is subject to 
the general limitation. In computing the for- 

eign tax credit limitation for general limitation 

income, the $1, 200 of foreign source income is 

treated as United States source income and, 
therefore, W's foreign tax credit limitation for 
income subject to the general limitation is 

zero. W's overall foreign loss account is 

reduced to zero. 

Example (4). Z Corporation has a balance in 

its FORI overall foreign loss account of $1, 500 

at the end of its taxable year 1980. In 1981, Z 

has $1, 600 of foreign oil related income sub- 

ject to the separate limitation for FORI in- 

come and no United States source income. In 

addition, in 1981, Z makes two dispositions of 
property used predominantly outside the 

United States in a trade or business on which 

no gain was recognized. Such property gener- 

ated foreign oil related income. The excess of 
the fair market value of the property trans- 

ferred in the first disposition over Z's adjusted 

basis in such property is $575. The excess of 
the fair market value of the property trans- 

ferred in the second disposition over Z's 

adjusted basis in such property is $1, 000. 
Under paragraph (c) of this section, Z is 

required to recapture $800 (the lesser of 50 
percent of its foreign oil related income of 
$1, 600 or the balance ($1, 500) in its FORI 
overall foreign loss account) of its foreign oil 

related loss. In accordance with paragraphs 

(d)(4)(i) and (iv) of this section Z is required 

to recognize foreign oil related income in the 
amount of $575 on the first disposition and, 
since the foreign oil related loss account is 

now reduced by $1, 375 (the $800 and $575 
amounts previously recaptured), Z is required 

to recognize foreign oil related income in the 
amount of $125 on the second disposition. In 
accordance with paragraph (d)(4)(iii) of this 
section, the entire amount recognized is treated 
as United States source income and the bal- 
ance in the FORI overall foreign loss account 
is reduced to zero under $1. 904(f)-1(e)(2). Z's 
foreign tax credit limitation for FORI is $400 
($800/$2, 300 x $1, 150) instead of $800 
($1, 600/$1, 600 x $800). 

Example (5). The facts are the same as in 

example (4), except that the gain from the two 
dispositions of property is treated as net 
capital gain and the United States corporate 
tax rate is assumed to be 46 percent. As in 

example (4), Z is required to recapture $800 of 
its foreign oil related loss from its 1981 
ordinary foreign oil related income. In accor- 
dance with paragraph (d)(4)(i) and (iv) of this 
section, Z is first required to recognize foreign 
oil related income (which is net capital gain) 
on the first disposition in the amount of $575. 
Under paragraphs (b) and (d)(2) of this sec- 
tion, this net capital gain is adjusted by 
subtracting the rate differential portion of such 
gain from the total amount of such gain to 
determine the amount by which the foreign oil 
related loss account is reduced, which is $350 
($575 — ($575 x 18/46)). The balance remain- 
ing in Z's foreign oil related loss account after 
this step is $350. Therefore, this process will 
be repeated, in accordance with paragraph 
(d)(4)(iv) of this section, to recapture that 
remaining balance out of the gain deemed 
recognized on the second disposition, resulting 
in reduction of the foreign oil related loss 
account to zero and net capital gain required 
to be recognized from the second disposition 
in the amount of $575, which must also be 
adjusted by subtracting the rate differential 
portion to determine the amount by which the 
foreign oil related loss account is reduced 
(which is $350). The $575 of net capital gain 
from each disposition is recharacterized as 
United States source net capital gain. Z's 
section 907 (b) foreign tax credit limitation is 
the same as in example (4), and Z has $1, 150 
($5'75 + $575) of United States source net 
capital gain. 

Section 904 

I)1. 904(f)-3 Allocation of net operat- 
ing losses and net capital losses. 

(a) Allocation of net operating loss 
carrybacks and carryovers that in- 
clude overall foreign losses. I f a 
taxpayer sustains an overall foreign 
loss that is part of a net operating 
loss for the year, then, in carrying 
such net operating loss back to an 
earlier year or forward to a later year 
in accordance with section 172 (or 
I)$1. 1502-21(b) and 1. 1502-79(a)), the 
portion, if any, of the net operating 
loss attributable to a United States 
source loss shall be allocated first to 
United States source income and the 
portion of the net operating loss 
attributable to an overall foreign loss 
shall be allocated first to foreign 
source taxable income subject to the 
same separate limitation in the car- 
ryback or carryover year. To the 
extent that the overall foreign loss 
component of the net operating loss 
exceeds foreign source taxable income 
subject to the same separate limita- 
tion in the year to which it is carried, 
it shall be allocated next to the 
taxpayer's United States source in- 
come for such year and then to 
foreign source taxable income subject 
to another separate limitation. See 
paragraph I)1. 904(f)-1(d) of this sec- 
tion for additions to the applicable 
overall foreign loss account to the 
extent that United States source tax- 
able income is reduced in the taxable 
year to which the loss is carried. 

(b) Allocation of net capital loss 
carrybacks and carryovers that in- 
clude overall foreign losses. If a 
taxpayer sustains an overall foreign 
loss that is part of a net capital loss 
for the year, then in carrying the net 
capital loss back to an earlier year or 
forward to a later year in accordance 
with section 1212 (or )I)1. 1502-22 
and 1. 1502-79(b)), the portion of the 
net capital loss that is attributable to 
a foreign source capital loss shall be 
allocated first to foreign source capi- 
tal gain net income subject to the 
same separate limitation in the car- 
ryback or carryover year. To the 
extent that such foreign source capi- 
tal loss exceeds foreign source capital 
gain net income subject to the same 
separate limitation in the year to 
which it is carried, it shall be allo- 
cated first to United States source 
capital gain net income in such year 
and then to foreign source capital 
gain net income subject to another 
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Section 904 
separate limitation. An overall for- 
eign source net capital loss carried 
over to a later year in accordance 
with this paragraph (b) shall be taken 
into consideration in determining the 
taxpayer's overall foreign loss in the 
year to which it is carried and shall 
be added to the applicable overall 
foreign loss account for such year in 
accordance with paragraph (c) of this 
section. An overall foreign source net 
capital loss carried back to an earlier 
year in accordance with this para- 
graph (b) shall be added to the 
applicable overall foreign loss ac- 
count in the year in which the loss 
occurred. 

(c) Transitional rule. When a tax- 
payer incurs a net operating loss in a 
post-1982 taxable year that is carried 
back to a pre-1983 taxable year and 
creates an overall foreign loss in the 
pre-1983 year, for purposes of this 
section, $1, 904(f)-1(c)(1), and 
$1. 904(f)-2(b), that loss will be 
treated as if it arose in the post-1982 
year; thus the loss will first offset 
United States source income before it 
offsets foreign source income subject 
to another limitation. When a tax- 
payer incurs a net operating loss in a 
pre-1983 taxable year that is carried 
forward to a post-1982 taxable year 
and creates an overall foreign loss in 
the carryover year, for purposes of 
this section, $1. 904(f)-1(c)(1), and 
$1. 904(f)-2(b), that loss is treated as 
if it arose in the post-1982 taxable 
year; thus the loss will first offset 
United States source income before it 
offsets foreign source income subject 
to another limitation. 

(d) Illustrations. The following ex- 
amples illustrate the application of 
this section. 

Example (I). X Corporation is a domestic 
corporation with foreign branch operations in 
Country C. For its taxable year 1985, X has a 
net operating loss of ($1250), determined as 
follows: 

U. S. source taxable income (loss). . . . ($250) 
Foreign source taxable income (loss) 

subject to the general limitation . . . ($1, 000) 

The only prior year to which the net operating 
loss can be carried under section 172 is 1983. 

For its taxable year 1983, X had the following 
taxable income: 

U. S. source taxable income . . . . . . . . . $1, 900 
Foreign source taxable income subject 

to the general limitation. . . . . . . . . . $400 

X has a general limitation overall foreign loss 
for 1985 of $1, 000. X's overall foreign loss is 
part of a net operating loss of $1, 250 for 

1985. In accordance with tj1. 904(f)-3(a), the 
foreign loss carried back to 1983 is first 
allocated to X's foreign source taxable income 
subject to the limitation under which the loss 
arose, the general limitation. This amount is 
not added to X's overall foreign loss account 
under paragraph (c)(1)(i). The remaining $600 
of 1985 foreign source loss is allocated to and 
thus reduces 1983 United States source income, 
and this amount is added to X's general 
limitation overall foreign loss account in 1985. 

Example (2). The facts are the same as in 

example (I), except that in 1983, X's United 
States source taxable income was zero. No 
amount is added to X's overall foreign loss 
account at the end of 1985. X's income and 
deductions for 1986 are as follows: 

U. S. source taxable income . . . . . . . . . $1, 250 
Foreign source taxable income subject 

to the general limitation. . . . . . . . . . $300 

X has a net operating loss carryover to 1986 
of $850 ($1, 250 — $400). The $850 net 
operating loss carryover is comprised of $600 
of foreign losses ($1, 000 of 1985 loss, minus 
$400 offset by foreign source income in the 
carryback year) and $250 of United States 
source loss. The $600 foreign source compo- 
nent of the net operating loss is first allocated 
to X's foreign source taxable income subject 
to the general limitation in 1986, in accordance 
with tj1. 904(f)-3(a), prior to reducing United 
States source income. The $250 United States 
source component of the net operating loss 
component is also allocated first to United 
States income in the carryover year before 
reducing any foreign source income. Thus, 
$300 of the remaining $600 of foreign source 
net operating loss carryover is first applied to 
eliminate foreign source income in the car- 
ryover year, leaving $300 of foreign source net 
operating loss. The $250 United States source 
component of the net operating loss reduces 
United States source taxable income to $1, 000 
in 1986. This $1, 000 of United States source 
income is then further reduced by the remain- 
ing $300 of foreign source net operating loss. 
Therefore, in 1986, X has $700 of United 
States source income and $300 is added to X's 
general limitation overall foreign loss account 
in accordance with tj1. 904(f)-I(d)(4) of this 
section. 

Example (3). Z is a domestic corporation 
that does business in the United States and 
abroad. For taxable years prior to 1983, Z 
computed its overall foreign losses on a sepa- 
rate limitation basis. In 1980, Z had $100 of 
United States source income and ($100) of 
foreign source loss subject to the general 
limitation. On December 31, 1980, the balance 
in Z's general limitation overall foreign loss 
account was $100. In 1981, Z had $50 of 
United States source income and $100 of 
general limitation foreign source income. In 
1982, Z also had $50 United States source 
income and $100 foreign source general limita- 
tion income. Therefore, in both 1981 and 
1982, Z recaptured $50 and at the end of 
1982, Z's general limitation overall foreign loss 
account was reduced to zero. In 1983, Z had 
no income. In 1984, Z had a ($150) United 
States source loss and a ($150) general limita- 
tion foreign source loss. The 1984 net operat- 
ing loss is carried back first to 1981 and then 
to 1982. Because of the overall foreign loss 
recapture that occurred in those years, Z is 

considered to have $1pp of United State~ 
source income and $50 of foreign sourc~ 
income in each year. Thus, in 1981, ($50) of 
the ($150) foreign source component of 
carryback eliminated the $50 foreign soui'ce 
income in that year and ($100) of the ($150) 
domestic source component of the carryback 
eliminated in the United States source income 
in that year. In 1982, ($50) of the remaining 
domestic source component of the net operat- 
mg loss reduced the United States source 
income to $50. The remaining ($100) of the 
foreign source component of the loss first 
reduced the foreign source income to zero and 
then reduced the remaining United States 
source income to zero, thus creating a $50 
overall foreign loss. Therefore, at the end of 
1984, Z has $50 in its general limitation overall 
foreign loss account. 

Example (4). In 1985, V Corporation has a 
general limitation loss of &$1, 000& and no 
other income or loss in that year. The 1985 
loss is carried back to 1982. For taxable years 
prior to 1983, V computed its overall foreign 
losses on a combined basis for income subject 
to the passive interest limitation, the DISC 
dividend limitation, and the general limitation. 
In 1982, V had $400 of passive interest 
limitation income and $200 of general limita- 
tion income and $1, 000 of United States 
source taxable income. Under paragraph (d) of 
this section, the $1, 000 NOL attributable to 
the 1985 loss is first offset by the general 
limitation income in 1982 and then the United 
States source passive interest limitation income 
in that year. V therefore adds $800 to its 

general limitation overall foreign loss account 
in 1985. 

Example (5). In 1982, W Corporation has a 
general limitation loss of &$500& and $200 
of passive interest limitation income. For tax- 
able years prior to 1983, W computed its 
overall foreign losses on a combined basis. W 
has no other taxable income or loss. W cannot 
carry back the $300 NOL and so it carries it 
forward to 1983, a year in which it has $600 
passive interest limitation income and $500 of 
United States source income and no general 
limitation income. Under paragraph (d) of this 
section, the NOL is not offset by the foreign 
source income in 1984 but first is applied 
against United States source income. Thus, 
$300 is added to W's general limitation overall 
foreign loss account in 1984. 
1. 904(f)-4 Recapture of foreign 

losses out of accumulation distribu- 
tions from a foreign trust. 
(a) In general. If a taxpayer re- 

ceives a distribution of foreign source 
taxable income subject to a separate 
limitation in which the taxpayer had 
a balance in an overall foreign loss 
account and that income is treated 
under section 666 as having been 
distributed by a foreign trust in a 
preceding taxable year, a portion of 
the balance in the taxpayer's applica- 
ble overall foreign loss account shall 
be subject to recapture under this 
section. The amount subject to recap- 
ture shall be the lesser of the balance 
in the taxpayer's overall foreign loss 
account (after applying 551. 904(f)-I, 

184 1987-2 C. B. 



904(f)-2, 1. 904(f)-3, and 1. 904(f)-6 
the taxpayer's other income or 

Ios»n the current taxable year) or 
the entire amount of foreign source 
taxable income deemed distributed in 
a preceding year or years under sec- 
tion 666. 

(b) Effect of recapture on foreign 
tax credit limitation under section 
667(d). If paragraph (a) of this sec- 
tion is applicable, then in applying 
the separate limitation (in accordance 
with section 667(d)(1)(A) and (C)) to 
determine the amount of foreign 
taxes deemed distributed under sec- 
tion 666(b) and (c) that can be 
credited against the increase in tax in 
a computation year, a portion of the 
foreign source taxable income 
deemed distributed in such computa- 
tion year shall be treated as United 
States source income. Such portion 
shall be determined by multiplying 
the amount of foreign source taxable 
income deemed distributed in the 
computation year by a fraction. The 
numerator of this fraction is the 
balance in the taxpayer's overall for- 
eign loss account (after application of 
$/1. 904(f)-1, 1. 904(f)-2, 1. 904(f)-3, 
and 1. 904(f)-6), and the denominator 
of the fraction is the entire amount 
of foreign source taxable income 
deemed distributed under section 666. 
However, the numerator of this frac- 
tion shall not exceed the denominator 
of the fraction. 

(c) Recapture if taxpayer deducts 
foreign taxes deemed distributed. If 
paragraph (a) of this section is appli- 
cable and if, in accordance with 

section 667(d)(1)(B), the beneficiary 
deducted rather than credited its 

taxes in the computation year, the 

beneficiary shall reduce its overall 

foreign loss account (but not below 

zero) by an amount equal to the 

lesser of the balance in the applicable 

overall foreign loss account or the 

amount of the actual distribution 

deemed distributed in the computa- 

tion year (without regard to the for- 

eign taxes deemed distributed). 

(d) Illustrations. The provisions of 
this section are illustrated by the 

following examples: 
Example (l) X Corporation is a domestic 

corPoration that has a balance Pf $1P PPP tn 

its general limitation overall foreign loss 

count on December 31, 1980. For its taxable 

year beginning January I 19g I 

income is an accumulation distribution frpm 

foreign trust of $20, 000 pf general limitation 

foreign source taxable income. Under sectipn 

666, the amount distributed and the foreign 

taxes paid on such amount ($4, 000) are 

deemed distributed in two prior taxable years. 

In determining the partial tax on such distribu- 

tion under section 667(b), the amount added 

to each computation year is $12, 000 (the sum 

of the actual distribution plus the taxes 

deemed distributed ($24, 000) divided by the 

number of accumulation years (2)). Of that 

amount, $5, 000 ($10, 000/$24, 000 x $12, 000) 
is treated as United States source taxable 

income in accordance with paragraph (b) of 
this section. Assuming the United States tax 

rate is 50 percent, X's separate foreign tax 
credit limitation against the increase in tax in 

each computation year is $3, 500 ($7, 000/ 
$12, 000 x $6, 000) instead of $6, 000 
($12, 000/$12, 000 x $6, 000). X's overall for- 

eign loss account is reduced to zero in accor- 
dance with paragraph (a) of this section. 

Example (2). Assume the same facts as in 

Example (1), except that X deducted rather 

than credited its foreign taxes in the computa- 
tion years. In 1979, the amount added to X's 
income is $12, 000 under section 667(b), $2, 000 
of which is deductible under section 
667(d)(1)(B). X must reduce its overall foreign 
loss account by $10, 000, the amount of the 

actual distribution that is deemed distributed 
in 1979 (without regard to the $2, 000 foreign 
taxes also deemed distributed). The entire 
overall foreign loss account is therefore re- 

duced to $0 in 1979. 
$1. 904(f)-5 Special rules for recap- 

ture of overall foreign losses of a 
domestic trust. 
(a) In general. Except as provided 

in this section, the rules contained in 
5)1. 904(f)-1, 1. 904(f)-2, 1. 904(f)-3, 
1. 904(f)-4, and 1. 904(f)-6 apply to 
domestic trusts. 

(b) Recapture of trust 's overall 
foreign loss. In taxable years in 
which a trust has foreign source 
taxable income subject to a separate 
limitation in which the trust has a 
balance in its overall foreign loss 
account, the balance in the trust's 
overall foreign loss account shall be 
recaptured as follows: 

(I) Trust accumulates income. If 
the trust accumulates all of its for- 
eign source taxable income subject to 
the same limitation as the loss that 
created the balance in the overall 
foreign loss account, its overall for- 
eign loss shall be recaptured out of 
such income in accordance with 
$/1. 904(f)-1, 1. 904(f)-2, 1. 904(f)-3, 
1. 904(f)-4, and 1. 904(f)-6. 

(2) Trust distributes income. If the 
trust distributes all of its foreign 
source taxable income subject to the 
same limitation as the loss that cre- 
ated the overall foreign loss account, 
the amount of the overall foreign 
loss that would be subject to recap- 
ture by the trust under paragraph 
(b)(1) of this section shall be allo- 
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cated to the beneficiaries in propor- 
tion to the amount of such income 
which is distributed to each benefi- 

ciary in that year. 

(3) Trust accumulates and dis(rib- 

utes income. If the trust accumulates 

part of its foreign source taxable 
income subject to the same limitation 

as the loss that created the overall 

foreign loss account and distributes 

part of such income, the portion of 
the overall foreign loss that would be 

subject to recapture by the trust 
under paragraph (b)(1) of this section 
if the distributed income were accu- 
mulated shall be allocated to the 
beneficiaries receiving income distri- 

butions. The amount of overall for- 
eign loss to be allocated to such 

beneficiaries shall be the same por- 
tion of the total amount of such 
overall foreign loss that would be 
recaptured as the amount of such 
income which is distributed to each 
beneficiary bears to the total amount 
of such income of the trust for such 
year. That portion of the overall 
foreign loss subject to recapture in 

such year that is not allocated to the 
beneficiaries in accordance with this 

paragraph (b)(3) shall be recaptured 

by the trust in accordance with para- 
graph (b)(1). 

(c) Amounts allocated lo beneficia- 
ries. Amounts of a trust's overall 
foreign loss allocated to any benefi- 
ciary in accordance with paragraph 
(b)(2) or (3) of this section shall be 
added to the beneficiary's applicable 
overall foreign loss account and 
treated as an overall foreign loss of 
the beneficiary incurred in the tax- 
able year preceding the year of such 
allocation. Such amounts shall be 
recaptured in accordance with 
)I)1. 904(f)-1, 1. 904(f)-2, 1. 904(f)-3, 
1. 904(f)-4, and 1. 904(f)-6 out of for- 
eign source taxable income distrib- 
uted by the trust which is subject to 
the same separate limitation. 

(d) Section 904(fj(3) dispositions to 
which (21. 904(f)-2(d)(4)(i) is applica- 
ble. Foreign source taxable income 
recognized by a trust under ()1. 904 
(f)-2(d)(4) on a disposition of prop- 
erty used in a trade or business 
outside the United States shall be 
deemed to be accumulated by the 
trust. All such income shall be used 
to recapture the trust's overall for- 
eign loss in accordance with 
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51. 904(f)-2(cl)(4). 

(e) Illustrations. The provisions of 
this section are illustrated by the 
following examples: 

Example (I). T, a domestic trust, has a 
balance of $2, 000 in a general limitation 
overall foreign loss account on December 31, 
1983. For its taxable year ending on December 
31, 1984, T has foreign source taxable income 
subject to the general limitation of $1, 600, all 
of which it accumulates. Under paragraph 
(b)(1) of this section, T is required to recap- 
ture $800 in 1984 (the lesser of the overall 
foreign loss or 50 percent of the foreign source 
taxable income). This amount is treated as 
United States source income for purposes of 
taxing T in 1984 and upon subsequent distri- 
bution to T's beneficiaries. At the end of its 
1984 taxable year, T has a balance of $1, 200 
in its overall foreign loss account, 

Example (2). The facts are the same as in 
example (I). In 1985, T has general limitation 
foreign source taxable income of $1, 000 which 
it distributes to its beneficiaries as fol- 
lows: $500 to A, $250 to B, and $250 to C. 
Under paragraph (b)(1) of this section, T 
would have been required to recapture $500 of 
its overall foreign loss if it had accumulated all 
of such income. Therefore, under paragraph 
(b)(2) of this section, T must allocate $500 of 
its overall foreign loss to A, B, and C as 
follows: $250 to A ($500 x $500/$1, 000), 
$125 to B ($500 x $250/$1, 000), and $125 to 
C ($500 x $250/$1, 000). Under paragraph (c) 
of this section and )1. 904(f)-1(d)(4), A, B, 
and C must add the amounts of general 
limitation overall foreign loss anocated to 
them from T to their overall foreign loss 
accounts and treat such amounts as overall 
foreign losses incurred in 1984. A, B, and C 
must then apply the rules of $111. 904(f)-I, 
1. 904(f)-2, 1. 904(f)-3, 1. 904(f)-4, and 
1. 904(f)-6 to recapture their overall foreign 
losses. T's overall foreign loss account is 
reduced in accordance with $1. 904(f)-1(e)(l) by 
the $500 that is allocated to A, B, and C. At 
the end of 1985, T's general limitation overall 
foreign loss account has a balance of $700. 

Example (3). The facts are the same as in 
example (2), including an overall foreign loss 
account at the end of 1984 of $1, 200, except 
that in 1985 T's general limitation foreign 
source taxable income is $1, 500 instead of 
$1, 000, and T accumulates the additional $500. 
Under paragraph (b)(l) of this section, T 
would be required to recapture $750 of its 
overall foreign loss if it accumulated all of the 
$1, 500. Under paragraph (b)(3) of this section, 
T must allocate $500 of its overall foreign loss 
to A, B, and C as follows: $250 to A ($750 x 
$500/$1, 500) and $125 each to B and C ($750 
x $250/$1, 500). T must also recapture $250 
of its overall foreign loss, which is the amount 
subject to recapture in 1985 that is not 
allocated to the beneficiaries ($750 — $500 
$250). Under Ill. 904(f)-l(e)(I), T reduces its 

general limitation overall foreign loss account 

by $500. Under $1. 904(f)-1(e)(2), T reduces its 

general limitation overall foreign loss account 

by $250. At the end of 1985 there is a balance 
in the general limitation overall foreign loss 
account of $450 ($1, 200 — $500) — $250). 
$1. 904(f)-6 Transitional rule for re- 

capture of FORI and general limi- 
tation overall foreign losses in- 

curred in taxable years beginning 
before January 1, 1983, from for- 
eign source taxable income subject 
to the general limitation in taxable 
years beginning after December 31, 
1982. 
(a) General Rule. For taxable years 

beginning after December 31, 1982, 
foreign source taxable income subject 
to the general limitation includes for- 
eign oil related income (as defined in 
section 907(c)(2) prior to its amend- 
ment by section 211 of the Tax 
Equity and Fiscal Responsibility Act 
of 1982 [1982-2 C. B. 462, 484j. 
However, for purposes of recapturing 
general limitation overall foreign 
losses incurred in taxable years begin- 
ning before January 1, 1983 (pre- 
1983) out of foreign source taxable 
income subject to the general limita- 
tion in taxable years beginning after 
December 31, 1982 (post-1982), the 
taxpayer shall make separate determi- 
nations of foreign oil related income 
and other general limitation income 
(as if the FORI limitation under "old 
section 907(b)" (prior to its amend- 
ment by section 211 of the Tax 
Equity and Fiscal Responsibility Act 
of 1982) were still in effect), and 
shall apply the rules set forth in this 
section. The taxpayer shall maintain 
separate accounts for its pre-1983 
FORI limitation overall foreign 
losses, its pre-1983 general limitation 
overall foreign losses (or its pre-1983 
section 904(d)(1)(A-C) overall foreign 
losses if such losses were computed 
on a combined basis), and its post- 
1982 general limitation overall for- 
eign losses. The taxpayer shall con- 
tinue to maintain such separate 
accounts, make such separate deter- 
minations, and apply the rules of this 
section separately to each account 
until the earlier of— 

(1) Such time as the taxpayer's 
entire pre-1983 FORI limitation over- 
all foreign loss account and pre-1983 
general limitation overall foreign loss 
account (or, if the taxpayer deter- 
mined pre-1983 overall foreign losses 
on a combined basis, the section 
904(d)(1)(A-C) account) have been 
recaptured, or 

(2) The end of the taxpayer's 8th 
post-1982 taxable year, at which time 
the taxpayer shall add any remaining 

balance in its pre-1983 FORI limita- 
tion account and pre-1983 general 
limitation overall foreign loss account 
(or the section 904(d)(1)(A-C) ac- 

count) to its post-1982 general limita- 
tion overall foreign loss account. 

(b) Recapture of pre-1983 FORI 
and general limitation overall foreign 
losses from post-1982 income. A tax- 
payer having a balance in its pre- 
1983 FORI limitation overall foreign 
loss account or its pre-1983 general 
limitation overall foreign loss account 
(or its pre-1983 section 
904(d)(1)(A-C) account) in a post- 
1982 taxable year shall recapture such 
overall foreign loss as follows: 

(I) Recapture from income subj ect 
to the same limitation. The taxpayer 
shall first apply the rules of 
fc)1. 904(f)-1 through 1. 904(f)-5 to 
the taxpayer's separately determined 
foreign oil related income to recap- 
ture the pre-1983 FORI limitation 
overall foreign loss account, and 
shall apply such rules to the taxpay- 
er's separately determined general 
limitation income (exclusive of for- 
eign oil related income) to recapture 
the pre-1983 general limitation overall 
foreign loss account (or the section 
904(d)(1)(A-C) overall foreign loss 
account). Rules for determining the 
recapture of the pre-1983 section 
904(d)(1)(A-C) losses are contained 
in section 1. 904(f)-2(c)(4). 

(2) Recapture from income subj ect 
to the other limitation. The taxpayer 
shall next apply the rules of 
$/1. 904(f)-1 through -5 to the tax- 
payer's separately determined foreign 
oil related income to recapture the 
pre-1983 general limitation overall 
foreign loss account (or the section 
904(d)(1)(A-C) overall foreign loss 
account) and shall apply such rules 
to the taxpayer's separately deter- 
mined general limitation income to 
recapture foreign oil related losses to 
the extent that— 

(i) The amount recaptured from 
such separately determined income 
under paragraph (b)(1) of this sec- 
tion is less than 50 percent (or such 
larger percentage as the taxpayer 
elects) of such separately deter- 
mined income, and 

(ii) The amount recaptured from 
such separately determined income 
under this paragraph (b)(2) does 
not exceed an amount equal of 12 
I/2 percent of the balance in the 
taxpayer's pre-1983 FORI limita- 
tion overall foreign loss account or 
the pre-1983 general limitation 
overall foreign loss account (or the 
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section 904(d)(1)(A-C) overall for- 
eign loss account) at the beginning 
of the taxpayer's first post-1982 
taxable year, multiplied by the 
number of post-1982 taxable years 
(including the year to which this 
rule is being applied) which have 
elapsed, less the amount (if any) 
recaptured in prior post-1982 tax- 
able years under this paragraph 
(b)(2) from such separately deter- 
mined income. 

The taxpayer may elect to recapture 
a pre-1983 overall foreign loss from 
post-1982 income subject to the gen- 
eral limitation at a faster rate than is 
required . by this paragraph (b)(2). 
This election shall be made in the 
same manner as an election to recap- 
ture more than 50 percent of the 
income subject to recapture under 
section 904(f)(1), as provided in 
$1. 904(f)-2(c)(2). 

(c) Coordination of recapture of 
pre-1983 and post-1982 overall for- 
eign losses. A taxpayer incurring a 
general limitation overall foreign loss 
in any post-1982 taxable year in 
which the taxpayer has a balance in a 
pre-1983 FORI limitation or its pre- 
1983 general limitation overall for- 
eign loss account (or the section 
904(d)(1)(A-C) overall foreign loss 
account) shall establish a separate 
overall foreign loss account for such 
loss. The taxpayer shall recapture its 
overall foreign losses in succeeding 
taxable years by first applying the 
rules of this section to recapture its 
pre-1983 overall foreign losses, and 
then applying the rules of 
)t)1. 904(f)-1 through 1. 904(f)-5 to 
recapture its post-1982 general limita- 
tion overall foreign loss. A post-1982 
general limitation overall foreign loss 
is required to be recaptured only to 
the extent that the amount of foreign 
source taxable income recharacterized 
under paragraph (b) of this section is 

less than 50 percent of the taxpayer's 
total general limitation foreign source 
taxable income (including foreign oil 
related income) for such taxable year 
(except as required by section 
904(f)(3)). However, a taxpayer may 
elect to recapture at a faster rate. 

(d) Illustrations. The provisions of 
this section are illustrated by the 
following examples: 

Example (I). X Corporation is a domestic 
corporation which has the calendar year as its 
taxable year. On December 31, 1982, X has a 
balance of $1, 000 in its section 904(d)(1)(A-C) 

overall foreign loss account. X does not have a 
balance in a FORI limitation overall foreign 
loss account. For 1983, X has income of 
$1, 200, which was subject to the general 

limitation and includes foreign oil related 
income of $1, 000 and other general limitation 
income of $200. In 1983, X is required to 
recapture $225 of its pre-1983 section 
904(d)(1)(A-C) overall foreign loss account 
computed as follows: 

Amount recaptured under paragraph 
(b)(1) of this section. . . . . . . . . . . . . , 
The amount recaptured from gen- 
eral limitation income exclusive of 
foreign oil related income is the 
lesser of $1, 000 (the pre-1983 loss 
reflected in the section 904(d) 
(l)(A-C) overall foreign loss ac- 
count) or 50 percent of $200 (the 
separately determined general limita- 
tion income (exclusive of foreign oil 
related income). 

Amount recaptured under paragraph 
(b)(2) of this section. . . . . . . . . . . . . . 
The amount recaptured from for- 
eign oil related income is the lesser 
of $900 (the remaining pre-1983 
section 904(d)(1)(A-C) overall for- 
eign loss account after recapture 
under paragraph (b)(1) of this sec- 
tion) or 50 percent of $1, 000 (the 
separately determined foreign oil re- 
lated income), but as limited by 
paragraph (b)(2)(ii) of this section 
to (12 I/2 percent of $1, 000 x I)— 
$0, which is $125. 

Total amount recaptured in 1983 . . . . 

$100 

$125 

$225 

Example (2). The facts are the same as in 
example (1), except that X has general limita- 
tion income of $50 for 1984 and $600 for 
1985, all of which is foreign oil related 
income. X is required to recapture $25 in 1984 
and $225 in 1985 of its pre-1983 section 
904(d)(1)(A-C) overall foreign loss account 
computed as follows: 

Amount recaptured under paragraph 
(b)(2) of this section in 1984 . . . . . . 
The amount recaptured from for- 
eign oil related income is the lesser 
of $775 (the remaining pre-1983 
section 904(d)(1)(A-C) overall for- 
eign loss account or 50 percent of 
$50 (the separately determined for- 
eign oil related income). This 
amount is within the limitation of 
paragraph (b)(2)(ii) of this section, 
(12 1/2 percent of $1, 000 x 2) 
$125, which is $125. 

Amount recaptured under paragraph 
(b)(2) of this section in 1985 . . . . . . 

$25 

$225 

Amount of pre-1983 overall foreign 
loss recaptured under paragraph 
(b)(2) of this section. . . . . . . . . . . . . . 
The amount of the pre-1983 section 
904(d)(1)(A-C) overall foreign loss 
account attributable to a general 
limitation loss recaptured from for- 
eign oil related income is the lesser 
of $400 (the loss) or 50 percent of 
$1, 200 (the separately determined 
foreign oil related income), but as 
limited by paragraph (b)(2)(ii) of 
this section to (12 I/2 percent of 
$400 x 2) — $0, which is $100. 

Amount of post-1982 overall foreign 
loss recaptured under paragraph (c) 
of this section. . . . . . . . . . . . . . . . . . . 
The amount of post-1982 general 
limitation overall foreign loss recap- 
tured is the amount computed under 
II '1. 904(f)-2(c)(I), which is the lesser 
of $200 (the post-1982 loss) or 50 
percent of $1, 200 (the income), but 
only to the extent that the amount 
of pre-1983 loss recaptured under 
paragraph (b) of this section is less 
than 50 percent of such income ((50 
percent of $1, 200) — $100 recap- 
tured under paragraph (b) = $500). 

Total amount recaptured in 1984 . . . . 

$100 

$200 

$300 

At the end of 1984, Y has a balance in its 
pre-1983 section 904(d)(1)(A-C) overall foreign 
loss account of $300, and has reduced its 
post-1982 general limitation overall foreign loss 
account to zero. 

Example (4). Z is a domestic corporation 
which has the calendar year as its taxable year. 
On December 31, 1982, Z has a balance of 
$400 in its section 904(d)(1)(A-C) overall for- 
eign loss account, and a balance of $1, 000 in 
its FORI limitation overall foreign loss ac- 
count. For 1983, Z has general limitation 
income of $2, 000, which includes foreign oil 
related income of $1, 000 and other general 
limitation income of $1, 000. Keeping these 
amounts separate for purposes of this section, 
Z is required to recapture a total of $1, 000 in 
1983, computed as follows: 

The amount recaptured from foreign oil 
related income is the lesser of $750 (the 
remaining pre-1983 section 904(d)(1)(A-C) 
overall foreign loss account) or 50 percent of 
$600 (the separately determined foreign oil 
related income), but as limited by paragraph 
(b)(2)(ii) of this section to (12 I/2 percent of 
$1, 000 x 3) — ($125 + $25), which is $225. 
($125 is the amount recaptured in 1983 under 
paragraph (b)(2) of this section, and $25 is the 
amount recaptured in 1984 under paragraph 

Amount recaptured under paragraph 
(b)(1) of this section. . . . . . . . . . . . . . 
The amount of pre-1983 section 
904(d)(l)(A-C) overall foreign loss 
account recaptured from general 
limitation income exclusive of for- 
eign oil related income, in accor- 
dance with $1. 904(f)-2(c)(I), is the 
lesser of $400 (the section 
904(d)(l)(A-C) overall foreign loss) 
or 50 percent of $1, 000, the general 
limitation income exclusive of for- 

$900 

Section 904 
(b)(2) of this section. ) 

Example (3). Y Corporation is a domestic 
corporation which has the calendar year as its 
taxable year. On December 31, 1982, Y has a 
balance of $400 in its section 904(d)(l)(A-C) 
overall foreign loss account. Y does not have a 
balance in a FORI overall foreign loss ac- 
count. For 1983, Y has a general limitation 
overall foreign loss of $200. For 1984, Y has 
general limitation income of $1, 200, all of 
which is foreign oil related income. In 1984, Y 
is required to recapture a total of $300 
computed as follows: 
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eign oil related income), which is 
$400. 
The amount of pre-1983 FORI over- 
all foreign loss recaptured from for- 
eign oil related income, in accor- 
dance with $1. 904(f)-2(c)(I), is the 
lesser of $1, 000 (the FORI overall 
foreign loss) or 50 percent of 
$1, 000, (the foreign oil related in- 
come), which is $500. 

Amount recaptured under paragraph 
(b)(2) of this section. . . . . . . . . . . . . . 
The amount of pre-1983 FORI 
907(b) overall foreign loss recap- 
tured from section general limitation 
income exclusive of foreign oil re- 
lated income is the lesser of $500 
(the remaining balance in that loss 
account) or 50 percent of $1, 000 
(the general limitation income exclu- 
sive of foreign oil related income), 
but only to the extent that the 
amount recaptured from such in- 
come under paragraph (b)(1) of this 
section is less than 50 percent of 
such income, or $100 ((50 percent 
of $1, 000) — $400 recaptured due to 
section 904(d)(l)(A-C) overall for- 
eign loss account, and only up to 
the amount permitted by paragraph 
(b)(2)(ii) of this section, which is 
(I2'r'z percent of $1, 000 x I) — $0, 
or $125. 

Total amount recaptured in 1983 . . . . 

$100 

$1, 000 

At the end of 1983, Z has reduced its pre-1983 
section 904(d)(1)(A-C) overall foreign loss ac- 
count to zero, and has a balance in its 
pre-1983 FORI overall foreign loss account of 
$400. 

Par. 3. A new $1. 1502-9 is added 
in the appropriate place to read as 
set forth below: 

$1. 1502-9 Application of overall for- 
eign loss recapture rules to corpo- 
rations filing consolidated returns. 

(a) In general. An affiliated group 
of corporations filing a consolidated 
return sustains an overall foreign loss 
(a consolidated overall foreign loss) 
in any taxable year in which its gross 
income from sources without the 
United States subject to a separate 
limitation (as defined in $1. 904(f)- 
1(c)(2)) is exceeded by the sum of the 
deductions properly allocated and ap- 
portioned thereto. However, for tax- 
able years prior to 1983, affiliated 
groups may have determit)ed their 
overall foreign losses for income sub- 
ject to the passive interest limitation, 
DISC dividend limitation, and gen- 
eral limitations on a combined basis 
in accordance with the rules in 

$1. 904(f)-1(c)(1). The rules contained 
in () $1. 904(f)-1 through 1. 904(f)-6 
are applicable to affiliated groups 
filing consolidated returns. This sec- 
tion provides special rules for apply- 
ing those sections to such groups. 

Paragraph (b) provides rules for ad- 
ditions and subtractions of a portion 
of overall foreign losses to and from 
consolidated overall foreign loss ac- 
counts. Paragraph (c) requires that 
separate notional overall foreign loss 
accounts be kept for each member of 
the group that contributes to a con- 
solidated overall foreign loss account 
and provides for allocation of a 
portion of the group's overall foreign 
loss account to a member when the 
member leaves the group prior to 
recapture of the entire amount of the 
loss account. These rules are similar 
to the rules provided in (1. 1502-79 
concerning the apportionment of con- 
solidated net operating losses to a 
member who leaves the group. How- 
ever, the rules differ somewhat be- 
cause the absorption rules of 
$1. 1502-79 is applied year-by-year, 
consistently with the sequence rules 
of section 172(b), and recapture of 
overall foreign losses is based on 
overall foreign loss accounts that 
may consist of losses in more than 
one year. Paragraph (d) provides 
rules for recapture of amounts in 
consolidated overall foreign loss ac- 
counts. Paragraph (e) provides spe- 
cial rules pertaining to section 
904(f)(3) dispositions between mem- 
bers of a group. Paragraphs (b), (c), 
and (e) also contain special rules that 
apply to overall foreign losses that 
arise in separate return limitation 
years; the principles therein also ap- 
ply to overall foreign losses when 
there has been a consolidated return 
change of ownership (as defined in 
$1. 1502-1(g)). 

(b) Consolidated overall foreign 
loss accounts. Any group that sus- 
tains an overall foreign loss (or ac- 
quires a member with a balance in an 
overall foreign loss account) must 
establish a consolidated overall for- 
eign loss account for such loss, and 
amounts shall be added to and sub- 
tracted from such account as pro- 
vided in ($1. 904(f)-1 through 
1. 904(f)-6 and this section. 

(1) Additions to the consolidated 
overall foreign loss accounts — (i) 
Consolidated overall foreign losses. 
Any consolidated overall foreign loss 
shall be added to the applicable con- 
solidated overall foreign loss account 
for such separate limitation, to the 

extent that the overall foreign loss 
has reduced United States source in- 

come, in accordance with the rules of 
H 1. 904(f)-1 and 1. 904(f)-3. 

(ii) Overall foreign losses from sep- 
arate return years. If a corporation 
joins in the filing of a consolidated 
return in a taxable year in which 
such corporation has a balance in an 
overall foreign loss account from a 
prior separate return year that is not 
a separate return limitation year, 
such balance shall be added to the 
applicable consolidated overall for- 
eign loss account in such year and 
treated as a consolidated overall for- 
eign loss incurred in the previous 
year (and shall therefore be subject 
to recapture, in accordance with 
paragraph (d) of this section, begin- 
ning in the same year in which it is 
added to the consolidated overall 
foreign loss account), 

(iii) Overall foreign losses from 
separate return limitation years. If a 
corporation joins in the filing of a 
consolidated return in a taxable year 
in which such corporation has a 
balance in an overall foreign loss 
account from a prior separate return 
limitation year, such balance shall be 
added to the applicable consolidated 
overall foreign loss account in such 
consolidated return year to the extent 
of the lesser of the balance in the 
overall foreign loss account from the 
separate return limitation year or 50 
percent (or such larger percentage as 
the taxpayer may elect) of the differ- 
ence between the consolidated foreign 
source taxable income subject to the 
same separate limitation (computed 
in accordance with (1)1. 904(f)-2(b) 
and 1. 1502-4(d)(1)) minus such con- 
solidated foreign source taxable in- 
come recomputed by excluding the 
items of income and deduction of 
such corporation (but not less than 
zero). The amount added to a con- 
solidated overall foreign loss account 
in any taxable year under this para- 
graph (b)(1)(iii) shall be treated as a 
consolidated overall foreign loss in 
the previous year (and shall therefore 
be subject to recapture, in accor- 
dance with paragraph (d) of this 
section, beginning in the same year in 
which it is added to the consolidated 
overall foreign loss account). 

(iv) Overall foreign losses that are 
part of a net operating loss or net 
capital loss carried over from a sepa- 
rate return limitation year. Overall 
foreign losses that are part of a net 
operating loss or net capital loss 
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carryover from a separate return lim- 
itation year of a member that is 
absorbed in a consolidated return 
year shall be treated as though they 
were added to an overall foreign loss 
account in a separate return limita- 
tion year of such member and will be 
subject to the limitation on recapture 
of SRLY losses contained in para- 
graph (b)(1)(iii) of this section. See 
paragraph (c)(2) of this section for 
rules regarding the addition of such 
losses to the applicable overall for- 
eign loss account of such member. 

(2) Reductions of the consolidated 
overall foreign loss accounts — (i) 
Amounts allocated to members leav- 
ing the group. When a member 
leaves the group, each applicable 
consolidated overall foreign loss ac- 
count shall be reduced by the amount 
allocated from such account to such 
member in accordance with para- 
graph (c)(3)(i) of this section. 

(ii) Amounts recaptured. A consol- 
idated overall foreign loss account 
shall be reduced by the amount of 
any overall foreign loss under the 
same separate limitation that is re- 
captured from consolidated income in 
accordance with $1. 904(f)-2. 

(c) Allocation of overall foreign 
losses among members of an affili- 
ated group — (1) Notional overall for- 
eign loss accounts. Separate notional 
overall foreign loss accounts shall be 
established for each member of a 
group that contributes to a consoli- 
dated overall foreign loss account. 
Additions to and reductions of such 
notional accounts shall be made 
when additions or reductions are 
made to consolidated overall foreign 
loss accounts in accordance with 

paragraph (b) of this section and 
$ 1. 904(f)-1. 

(i) Additions to notional ac- 
counts — (A) Consolidated overall for- 
eign losses. When a consolidated 
overall foreign loss is added to a 
consolidated overall foreign loss ac- 
count, each member shall add its pro 
rata share of the amount of such loss 
to the member's notional overall for- 
eign loss account. A member's pro 
rata share of a consolidated overall 
foreign loss for any taxable year is 
determined by multiplying the consol- 
idated loss by a fraction. The numer- 

ator of this fraction is the amount by 
which the member's separate gross 
income for the taxable year from 
sources without the United States 

subject to the applicable separate 
limitation is exceeded by the sum of 
the deductions properly allocated and 

apportioned thereto (including such 
member's share of any consolidated 
net operating loss deduction and con- 
solidated net capital loss carryovers 
and carrybacks to the taxable year), 
for each member with such deduc- 

tions in excess of such income. The 
denominator of this fraction is the 
sum of the numerators of this frac- 
tion for all such members of the 
group. 

(B) Overall foreign losses from 
separate return years and separate 
return limitation years. When an 
amount from a member's overall 
foreign loss account from a separate 
return year or separate return limita- 
tion year is added to a consolidated 
overall foreign loss account in accor- 
dance with paragraph (b)(1)(ii) or (iii) 
of this section, such amount shall 
also be added to that member's no- 
tional overall foreign loss account for 
such separate limitation. 

(ii) Reductions of notional ac- 
counts. When a consolidated overall 
foreign loss account is reduced by 
recapture, in accordance with para- 
graph (b)(2)(ii) of this section, each 
member of the group shall reduce its 
notional overall foreign loss account 
for that separate limitation by its pro 
rata share of the amount by which 
the consolidated overall foreign loss 
account is reduced. A member's pro 
rata share of the amount by which a 
consolidated overall foreign loss ac- 
count is reduced is determined by 
multiplying the amount recaptured by 
a fraction, the numerator of which is 
the amount in such member's no- 
tional account under such separate 
limitation, and the denominator of 
which is the amount in the consoli- 
dated overall foreign loss account 
under such separate limitation before 
reduction for the amount recaptured 
for that taxable year. 

(2) Overall foreign losses that are 
part of a net operating loss or net 
capital loss from a separate return 
limitation year. An overall foreign 
loss that is part of a net operating 
loss or net capital loss carryover 
from a separate return limitation year 
of a member that is absorbed in a 
consolidated return year shall be 
treated as an overall foreign loss of 
such member (rather than the group) 
and shall be added to such member's 
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separate overall foreign loss account 
to the extent it reduces United States 
source income, in accordance with 
$1. 904(f)-1(d)(5). Such overall for- 
eign losses shall be added to the 
appropriate consolidated overall for- 
eign loss account in later years in 
accordance with paragraph (b)(1)(iii) 
of this section. 

(3) A llocation of a portion of 
overall foreign loss accounts to a 
member leaving the group — (i) Con- 
solidated overall foreign losses. When 
a corporation ceases to be a member 
of an affiliated group filing consoli- 
dated returns, a portion of the bal- 
ance in each applicable consolidated 
overall foreign loss account shall be 
allocated to such corporation. The 
amount allocated to such corporation 
shall be equal to the amount, if any, 
in such member's notional overall 
foreign loss account under the same 
separate limitation. 

(ii) Overall foreign losses from sep- 
arate return limitation years. When a 
corporation ceases to be a member of 
an affiliated group filing consolidated 
returns, it shall take with it the 
remaining portion of such separate 
overall foreign loss account for over- 
all foreign losses from separate re- 
turn limitation years (including 
amounts added to such accounts un- 
der paragraph (c)(2) of this section). 

(d) Recapture of consolidated 
overall foreign losses. The amount in 
any consolidated overall foreign loss 
account shall be recaptured under 
$$ L904(f)-1 through 1. 904(f)-6 by 
recharacterizing consolidated foreign 
source taxable income subject to the 
separate limitation under which the 
loss arose as United States source 
taxable income. For purposes of re- 
capture, consolidated foreign source 
taxable income subject to the sepa- 
rate limitation under which the loss 
arose shall be determined in accor- 
dance with )$1. 904(f)-2 and 
1. 1502-4. Amounts in a member's 
excess loss account that are included 
in income under (L1502-19 shall be 
subject to recapture to the extent that 
they are included in consolidated for- 
eign source taxable income subject to 
the separate limitation under which 
the loss arose. 

(e) Dispositions of property be- 
tween members of the same affiliated 
group during a consolidated return 
year — (1) In general. Except as pro- 
vided in paragraph (2) with respect to 
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overall foreign losses of a selling 
member from a separate return limi- 
tation year, the rules of I)1. 1502-13 
with respect to intercompany transac- 
tions will apply to dispositions of 
property to which section 904(f)(3)(A) 
applies. 

(2) Recapture of overall foreign 
loss from a separate return limitation 
year. Paragraph (1) will not apply 
and gain will be recognized to the 
extent that the selling member has a 
balance in its overall foreign loss 
account from a separate return limi- 
tation year unless the selling member 
adds the entire amount of its overall 
foreign loss account from separate 
return limitation years to the applica- 
ble consolidated overall foreign loss 
account and treats such amount as 
an overall foreign loss incurred in the 
previous year. Such loss shall be 
subject to recapture, in accordance 
with paragraph (d) of $1. 1502-9, 
beginning in the same year in which 
it is added to the consolidated overall 
foreign loss account. 

(f) Illustrations. The provisions of 
this section are illustrated by the 
following examples. All foreign 
source income or loss in these exam- 
ples is subject to the general limita- 
tion. 

Example (l). A, B, and C are the members 
of an affiliated group of corporations (as 
defined in section 1504), and all use the 
calendar year as their taxable year. For 1983, 
A, B, and C file a consolidated return. ABC 
has United States source income of $1, 000 and 
foreign source losses (overall foreign loss) of 
$400. In accordance with paragraph (b)(l)(i) of 
this section, ABC adds $400 to its consolidated 
overall foreign loss account at the end of 1983. 
For 1983, the separate foreign source taxable 
income (or loss) of A is $400, of B is ($200), 
and of C is ($600). Under paragraph (c)(1) of 
this section, B and C must establish separate 
notional overall foreign loss accounts. Under 
paragraph (c)(1)(i)(A) of this section, the 
amount added to each notional account is the 
pro rata share of the consolidated overall 
foreign loss of each member contributing to 
such loss. The pro rata share is determined by 
multiplying the consolidated loss by the 
member's proportionate share of the total 
foreign source losses of all members having 
such losses. B's foreign source loss is $200 and 
C's foreign source loss is $600, totaling $800. 
B must add $400 x 200/800, or $100, to its 

notional overall foreign loss account. C must 
add $400 x 600/800, or $300, to its notional 
overall foreign loss account. 

Example (2). The facts are the same as in 

example (I). In 1984, ABC has consolidated 
foreign source taxable income of $200. Under 

paragraph (d) of this section and l)1. 904(f)-2, 
ABC is required to recapture $100 of the 

amount in its consolidated overall foreign loss 
account, which reduces that account by $100 
under paragraph (b)(2)(ii) of this section. In 
accordance with paragraph (c)(1)(ii) of this 
section, B reduces its notional account by $100 
x 100/400, or $25, and C reduces its notional 
account by $100 x 300/400, or $75. At the 
end of 1984 ABC has $300 in its consolidated 
overall foreign loss account, B has $75 in its 
notional account, and C has $225 in its 
notional account. 

Example (3). D and E are members of an 
affiliated group and file separate returns using 
the calendar year as their taxable year for 
1980. In 1980, D has an overaB foreign loss of 
$200, which it adds to its overall foreign loss 
account, and E has no overall foreign losses. 
For 1981, D and E file a consolidated return, 
and DE must establish a consolidated overall 
foreign loss account, to which D's overall 
foreign loss from 1980 is added under para- 
graph (b)(l)(ii) of this section. D also adds the 
same amount $200 to its notional account 
under paragraph (c)(1)(i)(B) of this section. In 
1981, DE has consolidated foreign source 
taxable income of $300. Since the amount 
added to the consolidated overall foreign loss 
account in 1981 is treated as a consolidated 
overall foreign loss from 1980, DE must 
recapture $150 in 1981 under paragraph (d) of 
this section and t)1. 904(f)-2. DE's consolidated 
overall foreign loss account is reduced by $150 
under paragraph (b)(2)(ii) of this section, and 
D's notional account is reduced by $150 under 
paragraph (c)(l)(ii) of this section, leaving 
balances of $50 in each of those accounts at 
the end of 1981. 

Example (4). F and G are not members of 
an affiliated group in 1980, and G has an 
overall foreign loss of $200, which it adds to 
its overall foreign loss account. F has no 
overall foreign loss. On January I, 1981, F 
acquires G, and FG files a consolidated return 
for the calendar year 1981. In 1981, F has no 
foreign source taxable income or loss, and G 
has $100 of foreign source taxable income. 
FG's consolidated foreign source taxable in- 
come, $100, minus such income without G's 
items of income and deduction, $0, is $100. 
Therefore 50% of that amount, $50, of G's 
overall foreign loss from its 1980 separate 
return limitation year is added to FG's consoli- 
dated overall foreign loss account under para- 
graph (b)(1)(iii) of this section, and the same 
amount is added to G's notional account 
under paragraph (c)(l)(i)(B) of this section. In 
accordance with paragraph (d) of this section 
and ail. 904(f)-2, FG must recapture the $50 
balance in its consolidated overall foreign loss 
account in 1981 because the amount added 
from G's separate return limitation year is 
treated as a 1980 consolidated overall foreign 
loss. At the end of 1981, FG has a balance of 
$0 in its consolidated overall foreign loss 
account, G has $0 in its notional account, and 
G also has $150 remaining from its 1980 
overall foreign loss that has not yet been 
added to the consolidated overall foreign loss 
account. 

On January I, 1982, F sells G and G leaves 

the affiliated group. Under paragraph (c)(3)(i) 
of this section, G takes with it the balance in 

its overall foreign loss account from 1980 (its 
prior separate return limitation year) that has 

not been added to the consolidated account. G 
has $150 of overau foreign loss in its overall 
foreign loss account. Because the amount in 
the consolidated overall foreign loss account is 
zero, no amount from that account is allo- 
cated to G. 

Example (5). (i) In 1982 corporation H has 
United States source income of $300 and 
foreign source losses of $500, resulting in a net 
operating loss of $200 and a balance in H's 
overall foreign loss account at the end of 1982 
of $300. 

(ii) On January 1, 1983, H is 
acquired by J, and for the calendar 
year 1983 JH files a consolidated 
return. JH has consolidated taxable 
income of $700 in 1983, including a 
consolidated net operating loss de- 
duction of $100. This net operating 
loss deduction is $100 of H's $200 
net operating loss from 1982 (a sepa- 
rate return limitation year), which is 
limited by $1. 1502-21(c). For 1983, 
H has separate taxable income of 
$100, comprised of $100 of United 
States source taxable income and 
zero foreign source taxable income, 
and J has separate taxable income of 
$700, comprised of $700 of United 
States source taxable income and 
zero foreign source taxable income. 
Under paragraph (c)(2) of this sec- 
tion, H adds $100 of its separate 
overall foreign loss account, since 
that amount of its net operating loss 
has reduced United States source in- 
come. H has $400 in its separate 
overall foreign loss account at the 
end of 1983, none of which has been 
added to a consolidated overall for- 
eign loss account. 

(iii) In 1984, H has separate tax- 
able income of $400, comprised of 
$100 of United States source taxable 
income and $300 of foreign source 
taxable income. J has separate tax- 
able income of $900, comprised of 
$700 of United States source taxable 
income and $200 of foreign source 
taxable income. JH has consolidated 
taxable income of $1200, which in- 
cludes $100 of consolidated net oper- 
ating loss deduction from H's 1982 
net operating loss. Since this net 
operating loss deduction is allocated 
to foreign source income, it does not 
reduce United States source income 
and will not be added to an overall 
foreign loss account. Under para- 
graph (b)(1)(iii) of this section, $100, 
from H's overall foreign loss is 
added to the consolidated overall 
foreign loss account computed as 
follows: 
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Consolidated foreign source taxable 
income 

Consolidated foreign source taxable 
income recomputed by excluding 
H's foreign source income and de- 
ductions 

x 50'Wo 

Amount from H's separate return lim- 
itation year overall foreign loss ac- 
count added to the consolidated 
overall foreign loss account 

$400 

— 200 

$200 
$100 

$100 

This amount is subject to recapture beginning 
in the same taxable year, as it is treated as a 
consolidated overall foreign loss incurred in a 
previous year. Therefore, under paragraph (d) 
of this section and I)1. 904(f)-2, JH also recap- 
tures this $100, reducing the consolidated 
overall foreign loss account to $0. H has $300 
remaining in its separate overall foreign loss 
account at the end of 1984. 

(iv) In 1985, H has separate taxable income 
of $400, comprised of $100 of United States 
source taxable income and $300 of foreign 
source taxable income. J has separate taxable 
income of $300 comprised of $600 of United 
States source taxable income and $300 of 
foreign source losses. JH has consolidated 
taxable income of $700, all of which is United 
States source. Under paragraph (b)(1)(iii) of 
this section, an additional $150 from H's 
separate overall foreign loss is added to the 
consolidated overall foreign loss account, com- 
puted as follows: 

Consolidated foreign source taxable 
Income $0 

Consolidated foreign source taxable 
income recomputed by excluding 
H's foreign source income and de- 
ductions — (300) 

300 
150 x 50vto 

Amount from H's separate return lim- 
itation year overall foreign loss ac- 
count added to the consolidated 
overall foreign loss account $150 

Thus, an additional $150 of H's separate 
overall foreign loss is added to the consoli- 
dated overall foreign loss account, and, under 
paragraph (c)(1)(i)(B) of this section, the same 
amount is added to J's notional account. 
While this amount is subject to recapture 
beginning in the same taxable year, JH has no 
consolidated foreign source taxable income in 
1985, so no overall foreign loss is recaptured. 
H has a remaining balance of $150 in its 
separate return limitation year overall foreign 
loss account and HJ has $150 in its consoli- 
dated overall foreign loss account. 

Example (6). A, B, and C are members of 
an affiliated group of corporations (as defined 
in section 1504), and all use the calendar year 
as their taxable year. For 1986, A, B, and C 
file a consolidated return. A has an overall 

foreign loss account which arose in a separate 
return limitation year. The amount in the 
overall foreign loss account is $2, 000. A makes 

a disposition of all its assets to B on January 
I, 1986. The gain on the transfer is $1, 500, all 

of which would be recognized under section 

904(f)(3). However, if A adds the total amount 

of its overall foreign loss from separate return 

limitation years to ABC's consolidated overall 

foreign loss account, no gain will be recog- 
nized on the transfer until a restoration event 
under section 1. 1502-13(f) occurs. In the in- 
terim, any foreign source gain of the purchas- 
ing member (or any other member of the 
consolidated group) may be used to recapture 
on a consolidated basis the amount in ABC' s 

consolidated overall foreign loss account. 

OMB CONTROL NUMBERS 
UNDER THE PAPERWORK 

REDUCTION ACT 
(26 CFR Part 602) 

Par. 4 The authority for Part 602 
continues to read as follows: 

Authority: 26 U. S. C. 7805. 
Par. 5. Section 602. 101(c) is 

amended by inserting in the appropri- 
ate place in the table "fj1. 904(f)-1 

1545-0121", "$1. 904(f)-2 
1545-0121", ''(I1. 904(f)-3 
1545-0121", "51. 904(f)-4 
1545-0121", ''$1. 904(f)-5 
1545-0121'', ''()1. 904(f)-6 
1545-0121", and $ 1. 1502-9 
1545-0121". 

LAWRENCE B. GIBBS, 
Commissioner of 

Internal Revenue. 

Approved July 30, 1987. 

J. ROGER MENTZ, 
Assistant Secretary of 

the Treasury. 
(Filed by the Office of the Federal Register on 

August 21, 1987, at 8:45 a. m. , and pub- 
lished in the issue of the Federal Register for 
August 25, 1987, 52 F. R. 31992) 

Section 907. — Special Rules in Case 
of Foreign Oil and Gas Income 

26 CFR l. 907(c)-l: Definitions relating to 
FORI and FOGEI. 

T. D. 8160 

TITLE 26 — INTERNAL REVENUE. — 
CHAPTER I, SUBCHAPTER A, PART 
I — INCOME TAX; TAXABLE YEARS 
BEGINNING AFTER DECEMBER 
31, 1953 

Limitation on Foreign Tax Credit for 
Foreign Oil and Gas Taxes; Election 
Period for Foreign Tax Credit; 
Mailing Address for Withholding 
Exemption Statements and Forms 

AGENCY: Internal Revenue Service, 
Treasury 

ACTION: Final regulations. 
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SUMMARY: This document contains 
final Income Tax Regulations relating 
to the limitation on the foreign tax 
credit with respect to taxes paid on 
foreign oil related income. The Tax 
Reduction Act of 1975 changed the 
applicable tax law. The regulations 
provide the public with the guidance 
needed to comply with the subject 
limitation added by that Act and will 

affect all taxpayers claiming a foreign 
tax credit for taxes paid with respect 
to foreign oil related income. In 
addition, this document contains fi- 
nal Income Tax Regulations relating 
to the period during which a tax- 
payer may elect to claim the foreign 
tax credit. Also, this document con- 
tains final Income Tax Regulations 
relating to the mailing address to be 
used for filing Forms 1078 or with- 
holding exemption statements. 

DATES: The amendments to 
$1. 907(c)-1 are applicable for taxable 
years ending after December 31, 1974 
and beginning before January 1, 
1983. The amendment to $1. 901-1(d) 
is applicable for taxable years ending 
after December 31, 1953. The amend- 
ment to ('11. 1441-5(c) is applicable 
November 9, 1987. 

SUPPLEMENTARY INFORMA- 
TION: 

BACKGROUND 

Limitation 

This document contains amend- 
ments to the Income Tax Regulations 
(26 CFR Part 1) under section 
907(c)(1) and (2) o f the Internal 
Revenue Code. Amendments were 
proposed to conform the regulations 
to section 601(a) of the Tax Reduc- 
tion Act of 1975 (89 Stat. 54) 
[1975-1 C. B. 545]. They do not 
reflect the changes in section 907(c) 
made by section 211(b) of the Tax 
Equity and Fiscal Responsibility Act 
of 1982 (96 State. 449) [1982-2 C. B. 
462, 484] hereafter referred to as 
TEFRA. 

On June 27, 1984, the FEDERAL 
REGISTER published as final regula- 
tions amendments to the Income Tax 
Regulations (26 CFR Part 1) under 
section 907 of the Internal Revenue 
Code (49 FR 26208)(1984 final 
regulations). [T. D. 7961, 1984-2 C. B. 
130]. The notice which preceded the 
1984 final regulations was published 
on November 17, 1980 (45 FR 
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75695)(1980 notice). Section 
1. 907(c)-1(e) and (f) of the 1984 final 
regulations reserved certain rules that 
would apply in defining a taxpayer's 
foreign oil and gas extraction income 
and foreign oil related income. On 
June 27, 1984, the FEDERAL REG- 
ISTER published the notice of pro- 
posed rulemaking for those reserved 
rules (49 FR 26258)(1984 
notice) [LR-149-83, 1984-2 C. B. 
883]. A public hearing was neither 
requested nor held. After consider- 
ation of all comments regarding the 
1984 notice, the amendments as set 
forth below are adopted by this Trea- 
sury decision. 

Election Period 

This document also contains an 
amendment to $1. 901-1(d) of the 
Income Tax Regulations (26 CFR 
Part 1) under section 901(a) of the 
Internal Revenue Code. 

Mailing Address 

In addition, this document amends 
51. 1441-5(c) of the Income Tax Reg- 
ulations (26 CFR Part 1) under sec- 
tion 1441 of the Internal Revenue 
Code. 

EXPLANATION OF PROVISIONS 

Limitation 

Prior to the enactment in 1975 of 
section 907, foreign oil and gas pro- 
ducers were generating excess foreign 
tax credits attributable to their pro- 
ducing operations. The excess credits 
arose because the effective foreign 
tax rate on income from the extrac- 
tion of oil and gas often far exceeded 
the U. S. rate on that income. In 
addition, there were serious questions 
whether payments made to certain 
countries, that were called taxes and 
were claimed as foreign tax credits, 
were in reality deductible royalty pay- 
ments. Moreover, the excess credits 
generated by extraction income could 
be used to offset the U. S. tax on the 
producer's other foreign-source in- 
come even though that other income 
was frequently low taxed income 
completely unrelated to the oil and 
gas business. 

In order to address these problems, 
Congress enacted section 907(a) and 
(b). In the first instance, section 
907(a) limits the producer's creditable 
foreign oil and gas extraction taxes 

to a certain percentage of foreign oil 
and gas extraction income (FOGEI). 
FOGEI is foreign-source taxable in- 
come derived from the extraction of 
minerals from oil or gas wells or 
from the sale or exchange of assets 
used in the extraction activity. 

Secondly, section 907(b) (as in ef- 
fect prior to TEFRA) provides that 
these extraction taxes on FOGEI, as 
limited by section 907(a), along with 
the producer's creditable taxes on 
income from downstream trades or 
businesses (other FORI) may only be 
allowed by reason of section 904 as 
credits against the U. S. tax on for- 
eign oil related income (FORI)(and 
not other income). FORI is com- 
posed of FOGEI and "other FORI. " 
"Downstream" trades or businesses 
include the processing of minerals 
from oil or gas wells into primary 
products, marketing and transporting 
the minerals or primary products, 
and the selling or exchanging of 
assets used in these trades or busi- 
nesses. 

Interest Income 

The 1980 notice of proposed 
rulemaking (45 FR 75695) generally 
defined FOGEI narrowly so as to 
include within the definition only 
income which a producing country 
would tax excessively. For example, 
in a situation where an oil and gas 
producer is required to make 
monthly payments of royalties and 
taxes to the producing country, the 
producer may temporarily invest the 
funds which it sets aside to make the 
monthly payments in assets that gen- 
erate interest income. Under the 1980 
notice, the interest income earned on 
those temporary investments would 
not have been either FOGEI or other 
FORI. The special section 907(b) for- 
eign tax credit limitation would, 
therefore, not have applied with the 
result that foreign taxes, if any, paid 
on that income, even though attribut- 
able to the extraction activity, would 
have been creditable against income 
that was not foreign oil related in- 
come. 

The 1984 notice provided, and this 
regulation adopts without change, the 
rule that FOGEI and other FORI is 
defined to include interest on reason- 
able amounts of working capital and 
other amounts that are directly re- 
lated to the conduct by the taxpayer 
of extraction, processing, and other 

activities described in section 
907(c)(1) and (2). 

Service and Rental Income 

The 1980 notice contained a rule 
(proposed $1. 907(c)-1(b)(2)) provid- 
ing that income from the perfor- 
mance of extraction services would 
be extraction income, even in the 
absence of an economic interest in 
the minerals in place, if the consider- 
ation received for those services de- 
pended in whole or in part on the 
amount of minerals discovered or 
extracted. The 1984 final regulations 
eliminated the above specific provi- 
sion for extraction services. Those 
regulations provided, however, that 
income that is directly related to 
(rather than directly derived from) 
the conduct of the section 907(c)(1) 
and (2) activities may be FOGEI or 
other FORI. The definition of di- 
rectly related income was reserved. 
The 1984 notice defined directly re- 
lated income to include only income 
derived from the performance of cer- 
tain described services and from the 
lease or license of property used by 
the lessor, licensor, or another person 
in the active conduct of the section 
907(c)(1) and (2) activities. The ear- 
lier 1980 "income based on output" 
test was eliminated. These final regu- 
lations reinstate the income based on 
output tests. Accordingly, the defini- 
tion of directly related FOGEI in- 
cludes income from extraction ser- 
vices which is based on output. 

Election Period 

This provision amends $1. 901-1(d) 
to state that a taxpayer may elect the 
foreign tax credit at any time during 
the 10-year period of limitations pre- 
scribed by section 6511(d)(3)(A) of 
the Internal Revenue Code. 

Mailing Address for 
Withholding Exemption 

Statements and 
Forms 1078 

Section 1. 1441-5 provides that a 
person claiming to be exempt from 
withholding shall provide a withhold- 
ing agent duplicate copies of either 
Form 1078 or a statement asserting 
citizenship or residency in the United 
States. This provision revises 
$1. 1441-5(c) to provide that the with- 
holding agent shall mail one copy of 
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the filed document to the Internal 
Revenue Service Center, Philadel- 
phia, PA 19255. 

DISCUSSION OF COMMENTS 

Limitation 

The comments from the public 
received on the 1984 notice stated 
that the income based on output test 
which was abandoned in the 1984 
notice should be reinstated. The com- 
mentators asserted that the income 
based on output test is supported by 
the legislative history of section 907. 
They pointed out that the House 
Report on section 907 as introduced 
in 1974 reflects the intention that 
FOGEI should be interpreted broadly 
to include income from any arrange- 
ment where the facts demonstrate 
that the income is "essentially profits 
from the extraction of crude oil. " 
H. R. Rep. No. 1502, 93rd Cong. 2d 
Sess. 45 (1974). This intention was 
expressed in the context of the spe- 
cific recognition by the Ways and 
Means Committee of "the changing 
relationships between the foreign gov- 
ernments of the countries where oilt 
and gas wells are located and the 
petroleum companies operating in 

those countries. . . " H. R. Rep. No. 
1502, supra at 64. 

In this regard and in response to 
the comments, these final regulations 
reinstate the income based on output 
test. 

One commentator requested that 
the final regulations clarify that the 
proceeds (including interest) received 
from the nationalization (or expropri- 
ation) of an asset (or oil concession) 
of a petroleum company used in an 
activity described in section 907(c)(1) 
or (2) may be either FOGEI or other 
FORI. In response to this comment, 
these final regulations so provide that 
those proceeds will be FOGEI or 
other FORI under $1. 907(c)-1(e)(6). 

SPECIAL ANALYSES 

It has been concluded that these 
regulations are interpretative and that 
the notice and public comment proce- 
dural requirements of 5 USC 553 do 
not apply. Accordingly, these regula- 
tions are not subject to the require- 
ments of the Regulatory Flexibility 
Act of 1980 (5 U. S. C. Chapter 6), 
and a Regulatory Flexibility Analysis 
is not required and has not been 

prepared. It has been determined that 

these regulations are not major regu- 

lations subject to Executive Order 

12291. Accordingly, a Regulatory Im- 

pact Analysis is not required and has 

not been prepared. 

LIST OF SUBJECTS IN 
26 CFR 5(1. 861-1 THROUGH 

1. 997-1 

Income taxes, Aliens, Exports, 
DISC, FSC, Foreign Investment in 

U. S. , Foreign tax credit, Source of 
income, United States investment 
abroad. 

LIST OF SUBJECTS IN 
26 CFR $/1. 1441-1 through 1. 1465-1 

Income taxes, Aliens, Foreign cor- 
porations. 

Adoption of amendments to the 
regulations 

Accordingly, 26 CFR Part 1 is 
amended as follows: 

INCOME TAX REGULATIONS 
(26 CFR Part I) 

Paragraph 1. The authority for 
Part 1 continues to read in part: 

Authority: 26 U. S. C. 7805. *** Sec- 
tion 1. 1441-5(c) also issued under 26 
U. S. C. 1441(c). *** 

Par. 2. Section 1. 901-1 is amended 
by revising paragraph (d) to read as 
follows: 
51. 901-1 Allowance of credit for 

taxes. 

(d) Period during which election 
can be made or changed. The tax- 
payer may, for a particular taxable 
year, claim the benefits of section 
901 (or claim a deduction in lieu of a 
foreign tax credit) at any time before 
the expiration of the period pre- 
scribed by section 6511(d)(3)(A) (or 
section 6511(c) if the period is ex- 
tended by agreement). 

Par. 3. Section 1. 907(c)-1 is 
amended by adding the text of para- 
graphs (e)(3), (4), (5), and (6) and (f) 
to read as set forth below. 
$1. 907(c)-1 Definitions relating to 

FORI and FOGEI. 

(e) Terms and items common to 
other FORI and FOGEI. 

(3) Interest on working capital. 
Other FORI and FOGEI may include 
interest on bank deposits or on any 

Section 907 
other temporary investment which is 

not in excess of funds reasonably 
necessary to meet the working capital 
requirements and the specifically an- 

ticipated business needs of the person 
that is engaged in the conduct of the 
activities listed in paragraphs (b) and 

(c) of this section. 

(4) Exchange gain or loss. Ex- 
change gain (and loss) may be other 
FORI and FOGEI. 

(5) Allocation. Interest income and 
exchange gain (or loss) described, 
respectively, in paragraphs (e)(3) and 
(4) of this section are allocated 
among other FORI, FOGEI, and any 
other class of income relevant for 
purposes of the foreign tax credit 
limitations under any reasonable 
method which is consistently applied 
from year-to-year. 

(6) Facts and circumstances. In- 
come not described elsewhere in this 
section may be FOGEI or other 
FORI if, under the facts and circum- 
stances in the particular case, the 
income is in substance directly attrib- 
utable to the activities described in 
section 907(c)(1) or (2). For example, 
assume that a producer in the North 
Sea suffers a casualty caused by an 
explosion, fire, and resulting destruc- 
tion of a drilling platform. Insurance 
proceeds received for the platform's 
destruction in excess o f the 
producer's basis is extraction income 
if the excess constitutes income from 
sources outside the United States. In 
addition, income from an insurance 
policy for business interruption may 
be extraction income to the extent 
the payments under the policy are 
geared directly to the loss of income 
from production and are treated as 
income from sources outside the 
United States. Also, if an oil 
company's oil concession or assets 
used in extraction activities described 
in section 907(c)(1)(A) and located 
outside the United States are nation- 
alized or expropriated by a foreign 
government, or instrumentality 
thereof, income derived from that 
nationalization or expropriation (in- 
cluding interest on the income paid 
pursuant to the nationalization or 
expropriation) is FOGEI. Likewise, if 
a company's assets used in the activi- 
ties described in section 907(c)(2)(B) 
through (D) and located outside the 
United States are nationalized or ex- 
propriated by a foreign government, 
or instrumentality thereof, income 
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(including interest on the income paid 
pursuant to the nationalization or 
expropriation) derived from the na- 
tionalization or expropriation will be 
other FORI. For this purpose, na- 
tionalization or expropriation is 
deemed to be a sale or exchange. In 
further example, assume that an oil 
company has an exclusive right to 
buy all the oil in country X from Y, 
an instrumentality of the foreign sov- 
ereign which owns all of the oil in X. 
The oil company does not have an 
economic interest in any oil in coun- 
try X. Y has a temporary cash-flow 
problem and demands that the oil 
company make advance deposits for 
the purchase of oil not yet delivered. 
In return, Y grants the oil company a 
discount on the price of the oil when 
delivered. Income represented by the 
discount on the later disposition of 
the oil is other FORI described in 
section 907(c)(2)(D). The result would 
be the same if Y credited the oil 
company with interest on the advance 
deposits, which had to be used to 
purchase oil (the interest income 
would be other FORI). 

(f) Directly related income (I) In 
general. This paragraph (f) includes 
in other FORI and FOGEI income 
from the performance of directly 
related services (as defined in para- 
graph (f)(2) of this section) or from 
the lease or license of related prop- 
erty (as defined in paragraph (f)(3) of 
this section). This paragraph (f) does 
not apply to a person if- 

(i) Neither that person nor a re- 
lated person (as defined in paragraph 
(f)(4) of this section) has FOGEI 
described in paragraph (b) of this 
section (other than paragraph (b)(4) 
thereof) or other FORI described in 
paragraph (c) of this section (other 
than paragraph (c)(7) thereof), or 

(ii) Less than 50 percent of that 
person's gross income from sources 
outside the United States which is 
related exclusively to the performance 
of services and from the lease or 
license of property described in para- 
graph (f)(2) and (3) of this section, 
respectively, is attributable to services 
performed for (or on behalf of), 
leases to, or licenses with, related 
persons, but 

(iii) Subdivision (ii) of this para- 
graph (f)(1) will not apply to a 
person if 50 percent or more of that 
person's total gross income from 

sources outside the United States is 
FOGEI and other FORI (as both 
described in subdivision (i) of this 
paragraph (f)(1)). 

A person described in subdivisions 
(i) or (ii) of this paragraph will, 
however, have directly related ser- 
vices income which is FOGEI if the 
income is so classified by reason of 
the income based on output test set 
forth in paragraph (f)(2)(i)(B) of this 
section. 

(2) Di rectly related services — (i) 
FOGEI. (A) Income from directly re- 
lated services will be FOGEI, as that 
term is defined in paragraph (b)(1) 
and (3) of this section, if those 
services are directly related to the 
active conduct of extraction (includ- 
ing exploration) of minerals from oil 
and gas wells. Paragraph (b)(1) of 
this section provides that, in order to 
have extraction income, a person 
must have an economic interest in 
the minerals in place. However, para- 
graph (b)(3) of this section recognizes 
that income arising from "other cir- 
cumstances" is extraction income if 
that income is in substance attribut- 
able to the extraction of minerals. 

(B) An example of "other circum- 
stances" under paragraph (b)(3) of 
this section is the "income based on 
output test. " This income based on 
output test provides that, if the 
amount of compensation paid or 
credited to a person for services is 
dependent on the amount of minerals 
discovered or extracted, the income 
of the person from the performance 
of the services will be directly related 
services income which is FOGEI. 
This test will apply whether or not 
the person performing the services 
has, or had, an economic interest in 
the minerals discovered or extracted. 

(ii) Other FORI. With regard to the 
determination of directly related ser- 
vices income which is other FORI, 
directly related services are those ser- 
vices directly related to the active 
conduct of the operations described 
in section 907(c)(2)(B) through (D). 
Those services include, for example, 
services performed in relation to the 
distribution of minerals or primary 
products or in connection with the 
operation of a refinery, or the types 
of services described in $1. 954-6(d) 
(other than paragraph (d)(4) thereof) 

which relate to foreign base company 
shipping income. 

(iii) Recipient of the services. 
rectly related services described 
paragraph (f)(2)(i) and (ii) of t»s 
section may be performed for any 
person without regard to whether 
that person is a related person. 

(iv) Excluded services. Directly re- 
lated services do not include insur- 
ance, accounting, or managerial ser- 
vices. 

(3) Leases and licenses. A lease or 
license of related property is the lease 
or license of assets used (or held for 
use) by the lessor, licensor, or an- 
other person (including the lessee or 
a sublessee) in the active conduct of 
the activities described in section 
907(c)(1)(A) or (c)(2)(A) through (D). 
The leases or licenses described in 
this paragraph (f)(3) include, for ex- 
ample, a lease of a means of trans- 
portation under a bareboat charter 
hire, of drilling equipment used in 
extraction operations, or the license 
of a patent, know-how, or similar 
intangible property used in extract- 
ing, transporting, distributing or pro- 
cessing minerals or primary products. 
This paragraph (f)(3) applies without 
regard to whether the parties are 
related persons. 

(4) Related person. A person will 
be treated as a related person for 
purposes of this paragraph (f) if (i) 
that person would be so treated 
within the meaning of section 
954(d)(3) (as applied by substituting 
the word "corporation" for the word 
"controlled foreign corporation", or 
(ii) that person is a partnership or 
partner described in section 707(b)(1). 

(5) Gross income. A foreign corpo- 
ration shall be treated as a domestic 
corporation for the purpose of apply- 
ing the gross-income rules in para- 
graph (f)(1)(ii) and (iii) of this 
section. 

Par. 4. Section 1. 1441-5(c) is re- 
vised to read as follows: 
$1. 1441-5 Claiming to be a person 

not subject to withholding. 

(c) Disposi ti on of statement and 
form. The duplicate copy of each 
statement and form filed pursuant to 
this section shall be forwarded with a 
letter of transmittal to Internal Reve- 
nue Service Center, Philadelphia, 
PA 19255. The original statement 

194 1987-2 C. B. 



shall be retained by the withholding 
agent. 

Lawrence B. Gibbs, 
Commissioner of 

Internal Revenue. 
Approved August 21, 1987. 

O. Donaldson Chapoton, 
A cting Assistant 

Secretary of the 
Treasury. 

(Filed by the Office of the Federal Register on 
September 8, 1987, 8:45 a. m. , and published 
in the issue of the Federal Register for 
September 9, l987, 52 F. R. 33930) 

Subpart F, -Controlled Foreign Corporations 

Section 956. — Investment of 
Earnings in United States Property 

26 CFR 1. 956-lt Investment of earnings in 
Uni ted States property. 
(Also Section l442; I. 1442-i. ) 

Increase in earnings invested in 
U. S. property. A lender is considered 
to have made a direct loan to a 
related borrower where the lender 
deposits funds with an unrelated en- 
tity and that entity, in turn, lends 
funds to the borrower. 

Rev. Rul. 87-89 

ISSUE 

For purposes of the withholding 
tax on interest under sections 881and 
1442 of the Internal Revenue Code 
of 1986 and for purposes of deter- 
mining whether a controlled foreign 
corporation has an increase in its 
earnings invested in United States 
property under section 956 of the 
Code, under what circumstances will 

a lender be considered to have made 
a direct loan to a related borrower 
where the lender deposits funds with 

an unrelated entity and that entity, in 

turn, lends funds to the borrower? 

FACTS 

Situation (I) 
FP is a corporation organized in 

country X, a country that does not 
have in effect an income tax conven- 
tion with the United States. DS is 
FP's wholly owned domestic operat- 
ing subsidiary. BK is a publicly held 
unrelated bank organized and en- 

gaged in business in country Z. An 
income tax convention is in effect 
between the United States and coun- 
try Z. Under the terms of that 

convention, no United States income 

tax is imposed on interest paid by a 
United States person to a country Z 
resident. 

During 1987, FP deposited 100x 

dollars denominated as a demand 
deposit with BK. Subsequently, BK 
loaned 80x dollars to DS for use in 

expanding DS's business. During the 
term of BK's loan to DS, the amount 
of FP's deposit with BK exceeded the 
balance due BK from DS. The differ- 
ence between the interest paid by BK 
to FP on its deposit and the interest 
charged by BK on the loan to DS 
was less than one percentage point. 
The interest rate charged by BK on 
the loan to DS would have differed 
absent the deposit by FP in BK. 

Situation (2) 
The facts are the same as in Situa- 

tion (1) except that BK is organized 
in country X and is not a bank. 
Furthermore, FP's "deposit" with 
BK is in the nature of a long term, 
short term, or demand loan. 

Situation (3) 
DP is a domestic operating corpo- 

ration that owns all of the stock of 
FS, a country Y corporation. BE is 
an unrelated bank organized and en- 
gaged in business in country Y. An 
income tax convention is in effect 
between the United States and Coun- 
try Y. Under the terms of that 
convention, no United States income 
tax is imposed on interest paid by a 
United States person to a country Y 
resident. 

During 1987, FS deposited 100x 
dollars denominated as a demand 
deposit with BK. Subsequently, BK 
loaned 80x dollars to DP for use in 
expanding DP's business. During the 
term of BK's loan to DP, the 
amount of FS's deposit with BK 
exceeded the balance due BK from 
DP. The difference between the inter- 
est paid by BK to FS on its deposit 
and the interest charged by BK on 
the loan to DP was less than one 
percentage point. The interest rate 
charged by BK on the loan to DP 
would have differed absent the de- 
posit by FS in BK. 

LAW 

Situations (1) and (2) 
Under sections 881(a) and 1442(a) 

of the Code, United States source 
interest income is subject to a 30 
percent withholding tax when paid to 
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a foreign corporation not engaged in 
a United States trade or business. 
Under section 894(a), such interest, to 
the extent required by any treaty 
obligation of the United States, is 
exempt from the tax. Furthermore, 
under section 881(c), the 30 percent 
tax under section 881(a) is not im- 
posed on portfolio interest received 
by a foreign corporation from 
sources within the United States. 
However, pursuant to section 
881(c)(3)(B), portfolio interest does 
not include interest received by a 10 
percent shareholder of the issuer of 
the obligation on which the interest is 
paid. Additionally, under section 
881(c)(3)(A), portfolio interest gener- 
ally does not include interest received 
by a bank. 

In the first situation, if the deposit 
by FP and subsequent loan to BK to 
DS are treated as independent trans- 
actions, the interest paid by BK is 
not subject to the United States with- 
holding tax imposed under sections 
881(a) and 1442(a) of the Code, 
pursuant to the income tax conven- 
tion between the United States and 
country Z. Interest paid on a loan 
made directly by FP to DS, however, 
is not covered by the provisions of 
the income tax treaty since FP is a 
resident of country X, a non-treaty 
jurisdiction. Thus, any interest con- 
sidered paid by DS to FP is subject 
to the United States withholding tax 
of 30 percent. 

In the second situation, if the loan 
by FP to BK and subsequent loan by 
BK to DS are treated as independent 
transactions, section 881(c) of the 
Code exempts the interest paid to BK 
from the United States withholding 
tax that would otherwise be imposed 
under sections 881(a) and 1442(a). 
Interest paid on a loan made directly 
by FP to DS, however, is not cov- 
ered by section 881(c) because FP is 
a 10 percent shareholder of DS. 

Situation (3) 

Under section 951(a)(1)(B) of the 
Code, a United States shareholder of 
a controlled foreign corporation 
(CFC) generally must include in gross 
income income its pro rata share 
(determined under section 956(a)(2)) 
of the CFC's increase in earnings 
invested in United States property 
during the taxable year. Section 
956(a)(1) provides that the amount of 
earnings of a CFC invested in United 

1987-2 C. B. 195 



Section 956 
States property at the close of any 
taxable year is the aggregate amount 
of such property held, directly or 
indirectly, by the CFC at the close of 
the taxable year, to the extent the 
amount would have constituted a 
dividend if it had been distributed. 

Section 956(b)(1)(C) of the Code 
provides, in part, that for purposes 
of section 956(a), the term "United 
States property" includes any prop- 
erty acquired after December 31, 
1962, that is an obligation of a 
United States person. Under section 
7701(a)(30)(C), a domestic corpora- 
tion is a United States person. Sec- 
tion 956(b)(2)(F) provides that the 
term "United States property" does 
not include the obligations of domes- 
tic corporations in certain situations. 
However, the section 956(b)(2)(F) ex- 
ception does not apply if the domes- 
tic corporation whose obligation is 
acquired is the sole shareholder of 
the acquiring CFC. 

If the deposit by FS and subse- 
quent loan by BK are treated as 
independent transactions, FS will not 
be considered to have invested its 
earnings in United States property 
within the meaning of section 956 of 
the Code. However, if FS holds, 
directly or indirectly, DP's obliga- 
tion, section 956 will apply. 

ANALYSIS 

The principal issue presented in 
each of the three situations is 
whether the deposit of funds with BK 
and the loan from BK are in sub- 
stance a direct loan from FP to DS 
(in Situations (1) and (2)) or from FS 
to DP (in Situation (3)). Rev. Rul. 
76-192, 1976-1 C. B. 205, deals with 
a similar issue. In that revenue rul- 
ing, a CFC deposited funds with a 
financial institution that then loaned 
funds of a similar amount to another 
CFC related to the depositing CFC. 
The borrowing CFC then loaned the 
funds to the common domestic par- 
ent corporation. The borrowing CFC 
was a newly organized corporation 
with no earnings and profits. 

The revenue ruling holds that the 
deposit of the funds with the finan- 
cial institution was part of an overall 
plan by the United States parent to 
avoid a section 956 investment of 
earnings in United States property 
that would result from a direct loan 
from the depositing CFC to the do- 

mestic parent. The ruling recharacter- 
izes the transaction as a loan from 
the depositing CFC to the domestic 
parent on the basis that the loan 
from the financial institution would 
not have been made but for the 
corresponding deposit by the deposit- 
ing CFC. 

In each of the three present situa- 
tions, if the deposit and loan are 
independent transactions such that 
the loan from BK would be made or 
maintained on the same terms irre- 
spective of the deposit, the form of 
the transaction will be respected for 
United States income tax purposes. If 
the loan would not have been made 
or maintained by BK on the same 
terms without the corresponding de- 
posit in BK (or a related person of 
BK), the transaction will be 
recharacterized as a direct loan be- 
cause the deposit and loan are depen- 
dent transactions used as a device to 
disguise the substance of the transac- 
tions. Gregory v. Helvering, 293 U. S. 
465 (1935). 

The determination whether the 
loan would have been made or main- 
tained on substantially the same 
terms irrespective of the deposit will 
be made taking into account all the 
facts and circumstances of the rela- 
tionship between the lender and the 
borrower (and parties related to the 
borrower). A statutory or contractual 
right on the part of BK to offset the 
deposit against the liability on the 
subsequent loan is presumptive evi- 
dence that BK would not have made 
or maintained the loan on the same 
terms without the deposit. Even if 
BK does not have a statutory or 
contractual right to offset the deposit 
against the debtor's liability on the 
loan from BK, additional facts and 
circumstances may indicate that the 
loan from BK would not have been 
made or maintained on the same 
terms but for the deposit. 

HOLDINGS 

Situations (1) and (2) 
Under the facts presented above, 

the loan by BK to DS would not 
have been made or maintained on the 
same terms but for FP's deposit of 
funds in BK. The two transactions 
will therefore be treated as a direct 
loan from FP to DS. Interest paid by 
DS on the loan will be subject to the 
30 pecent United States withholding 
tax under sections 881(a) and 1442(a) 

of the Code. 
Situation (3) 
Under the facts presented above, 

the loan by BK to DP would not 
have been made or maintained on the 
same terms but for FS's deposit of 
funds in BK. The two transactions 
will therefore be treated as a direct 
loan from FS to DP. The loan will 

be considered United States property 
under section 956(b)(1)(C) of the 
Code. 

These holdings to not provide a 
taxpayer the right to compel the 
Internal Revenue Service to disregard 
the form of its transactions for Fed- 
eral income tax purposes. See Com- 
missioner v. National Alfalfa Dehy- 
drating & Milling Co. , 417 U. S. 134 
(1974). 

Part IV. — Domestic International Sales Corporations 

Subpart B. -Treatment of Distributions to Shareholders 

Section 995. — Taxation of DISC 
Income to Shareholders 

Taxation of DISC income to share- 
holders. This revenue ruling sets 
forth the "base period T-bill rate" 
for the period ending September 30, 
1987, as required by section 995(f)(4) 
of the Code. 

Rev. Rul. 87-129 
Section 995(f)(1) of the Internal 

Revenue Code provides that a share- 
holder of a DISC shall pay interest 
each taxable year in an amount equal 
to the product of the shareholder's 
DISC-related deferred tax liability for 
the year and the "base period T-bill 
rate. " Under section 995(f)(4) of the 
Code, the base period T-bill rate is 
the annual rate of interest determined 
by the Secretary to be equivalent to 
the average investment yield o f 
United States Treasury bills with 
maturities of 52 weeks which were 
auctioned during the one-year period 
ending on September 30 of the calen- 
dar year ending with (or of the most 
recent calendar year ending before) 
the close of the taxable year of the 
shareholder. The base period T-bill 
rate for the period ending September 
30, 1987, is 6. 49 percent. 

Pursuant to section 6622 of the 
Code, interest must be compounded 
daily. 

The table below provides factors 
for compounding the base period 
T-bill rate daily for any number of 
days in the shareholder's taxable year 
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(including a 52-53 week accounting 
period) for the 1987 base period 
T-bill rate. To compute the amount 
of the interest charge for the 
shareholder's taxable year, multiply 
the amount of the 

shareholder�'s 

DISC-related deferred tax liability (as 
defined in section 995(f)(2) of the 

Code) for that year by the base 
period T-bill rate factor correspond- 
ing to the number of days in the 
shareholder's taxable year for which 
the interest charge is being computed. 
Generally, use the factor for 365 
days. Use a different factor only if 
the 

shareholder�'s 
taxable year for 

Section 995 
which the interest charge is being 
determined is a short taxable year, if 
the shareholder uses the 52-53 week 
taxable year, or if the shareholder's 
taxable year is a leap year. 

For the base period T-bill rates for 
the periods ending in prior years, see 
Rev. Rul. 86-132, 1986-2 C. B. 137. 
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ANNUAL RATE, COMPOUNDED DAILY ANNUAL RATE, CONFOUNDED DAYLY 

DAYS 

6. 49 PERCENT 
FACTOR DAYS 

6. 49 PERCENT 
FACTOR 

6 
7 
8 
9 

10 

11 
12 
13 
14 
15 

16 
17 
18 
19 
20 

21 
22 
23 
24 
25 

26 
27 
28 
29 
30 

31 
32 
33 
34 
35 

36 
37 
38 
39 
40 

41 
42 
43 
44 
45 

46 
47 
48 
49 
50 

51 
52 
53 
54 
55 

. 000177808 

. 000355648 

. 000533520 
~ 000711423 
. 000889357 

~ 001067324 
. 001245322 
. 001423351 
. 001601413 
. 001779506 

. 001957630 

. 002135787 

. 002313974 

. 002492194 

. 002670446 

. 002848729 

. 003027043 . 003205390 

. 003383768 

. 003562178 

. 003740619 

. 003919093 

. 004097598 

. 004276135 

. 004454703 

. 004633303 

. 004811936 

. 004990599 

. 005169295 

. 005348022 

. 005526781 

. 005705572 

. 005884395 

. 006063250 

. 006242136 

. 006421054 

. 006600004 

. 006778986 

. 006957999 

. 007137045 

. 007316122 

. 007495231 

. 007674372 

. 007853545 

. 008032749 

. 008211986 

. 008391254 

. 008570555 

. 008749887 

. 008929251 

. 009108647 
~ 009288074 
009467534 
. 009647026 
. 009826549 

56 
57 
58 
59 
60 

61 
62 
63 
64 
65 

66 
67 
68 
69 
70 

71 
72 
73 
74 
75 

76 
77 
78 
79 
80 

81 
82 
83 
84 
85 

86 
87 
88 
89 
90 

91 
92 
93 
94 
95 

96 
97 
98 
99 

100 

101 
102 
103 
104 
105 

106 
107 
108 
109 
110 

~ 010006105 
. 010185692 
. 010365311 
~ 010544963 
. 010724646 

~ 010904361 
. 011084108 
011263887 

-011443698 
~ 011623541 

. 011803416 . 011983323 

. 012163262 

. 012343233 . 012523236 

. 012703271 

. 012883338 . 013063437 

. 013243568 

. 013423731 

. 013603926 . 013784153 

. 013964412 

. 014144704 

. 014325027 

014505382 
. 014685770 
014866189 

~ 015046641 
. 015227124 

. 015407640 . 015588188 

. 015768768 

. 015949380 

. 016130024 

. 016310700 

. 016491408 

. 016672149 

. 016852922 . 017033726 

~ 017214563 
. 017395433 
. 017576334 
. 017757267 
017938233 

018119231 
~ 018300261 
. 018481323 
. 018662417 
. 018843544 

. 019024702 

. 019205893 

. 019387117 
019568372 

. 019749660 
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ANNUAL RATE, COMPOUNDED DAILY 

Section 995 
ANNUAL RATE, COMPOUNDED DAILY 

DAYS 

6 . 49 PERCENT 
FACTOR DAYS 

6. 49 PERCENT 
FACTOR 

111 
112 
113 
114 
115 

116 
117 
118 
119 
120 

121 
122 
123 
124 
125 

126 
127 
128 
129 
130 

. 019930980 

. 020112332 

. 020293716 

. 020475133 

. 020656581 

020838063 
. 021019576 
~ 021201122 
. 021382700 
. 021564310 

. 021745952 

. 021927627 

. 022109334 

. 022291074 . 022472846 

. 022654650 

. 022836486 

. 023018355 

. 023200256 

. 023382189 

166 
167 
168 
169 
170 

171 
172 
173 
174 
175 

176 
177 
178 
179 
180 

181 
182 
183 
184 
185 

029953382 
. 030136516 
. 030319682 
030502882 

. 030686114 

. 030869378 

. 031052675 

. 031236005 

. 031419367 

. 031602762 

. 031786189 
~ 031969649 
. 032153142 
. 032336667 
. 032520225 

. 032703816 
032887439 
. 033071095 
. 033254784 
. 033438505 

131 
132 
133 
134 
135 

136 
137 
138 
139 
140 

141 
142 
143 
144 
145 

146 
147 
148 
149 
150 

151 
152 
153 
154 
155 

156 
157 
158 
159 
160 

161 
162 
163 
164 
165 

. 023564155 

. 023746153 

. 023928184 

. 024110246 

. 024292342 

. 024474469 

. 024656629 . 024838822 

. 025021046 

. 025203304 

. 025385593 

. 025567915 

. 025750269 

. 025932656 

. 026115076 

. 026297527 

. 026480011 

. 026662528 

. 026845077 

. 027027659 

. 027210272 

. 027392919 

. 027575598 

. 027758309 

. 027941053 

. 028123829 

. 028306638 

. 028489480 

. 028672354 

. 028855260 

. 029038199 

. 029221170 

. 029404174 

. 029587211 

. 029770280 

186 
187 
188 
189 
190 

191 
192 
193 
194 
195 

196 
197 
198 
199 
200 

201 
202 
203 
204 
205 

206 
207 
208 
209 
210 

211 
212 
213 
214 
215 

216 
217 
218 
219 
220 

. 033622259 
033806045 

. 033989864 

. 034173716 

. 034357601 

~ 034541518 
. 034725468 
. 034909451 
. 035093466 
. 035277514 

. 035461595 

. 035645709 

. 035829855 
036014034 
. 036198246 

~ 036382491 
. 036566768 
. 036751078 
. 036935421 
. 037119796 

. 037304205 
, 037488646 
. 037673120 
. 037857627 
. 038042166 

. 038226739 

. 038411344 
038595982 
. 038780653 
. 038965357 

. 039150093 

. 039334863 

. 039519665 

. 039704500 

. 039889368 
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ANNUAL RATE, CONFOUNDED DAILY RATE COMPOUNDED DAILY 

DAYS 

6. 49 PERCENT 
FACTOR DAYS 

6. 49 PERCENT 
FACTOR 

221 
222 
223 
224 
225 

226 
227 
228 
229 
230 

231 
232 
233 
234 
235 

236 
237 
238 
239 
240 

241 
242 
243 
244 
245 

246 
247 
248 
249 
250 

251 
252 
253 
254 
255 

256 
257 
258 
259 
260 

040074269 
~ 040259203 
. 040444170 
~ 040629169 
040814202 

. 040999267 

. 041184365 

. 041369496 

. 041554660 

. 041739857 

. 041925087 

. 042110350 

. 042295646 

. 042480975 

. 042666336 

. 042851731 

. 043037158 

. 043222619 

. 043408113 
043593639 

. 043779199 

. 043964791 

. 044150417 

. 044336075 

. 044521767 

. 044707491 

. 044893249 

. 045079040 

. 045264863 
~ 045450720 

. 045636610 

. 045822S32 

. 046008488 

. 046194477 

. 046380499 

. 046566554 

. 046752642 

. 046938763 

. 047124918 

. 047311105 

276 
277 
278 
279 
280 

281 
282 
283 
284 
285 

286 
287 
288 
289 
290 

291 
292 
293 
294 
295 

296 
297 
298 
299 
300 

301 
302 
303 
304 
305 

306 
307 
308 
309 
310 

311 
312 
313 
314 
315 

050294610 
. 050481361 
. 050668145 
050854963 

. 051041814 

. 051228697 

. 051415615 

. 051602565 

. 051789548 

. 051976565 

. 052163615 

. 052350699 

. 052537815 
052724965 

. 052912148 

053099363 
. 053286614 
~ 053473898 
. 053661214 
. 053848563 

. 054035946 

. 054223363 

. 054410812 

. 054598295 

. 054785811 

. 054973361 

. 055160944 

. 055348560 

. 055536210 

. 055723893 

. 055911609 

. 056099359 
056287142 
. 056474959 
. 056662809 

. 056850692 

. 057038609 

. 057226559 

. 0574 14542 

. 057602559 

261 
262 
263 
264 
265 

266 
267 
z6e 
269 
270 

271 
272 
273 
274 
275 

. 047497326 

. 047683579 

. 047869866 

. 048056186 

. 048242539 

. 048428925 

. 048615344 

. 048801797 

. 048988282 

. 049174801 

. 049361353 
049547938 
049734556 

. o499z1zoe 

. 050107892 

316 
317 
318 
319 
320 

321 
322 
323 
324 
325 

326 
327 
328 
329 
330 

. 057790610 
~ 057978694 
. 058166811 
. 058354962 
. 058543146 

. 0587 31364 

. 058919615 

. 059107899 

. 059296217 
059484569 

. 059672954 

. 059861373 

. 060049825 

. 060238310 

. O6O4268Z9 
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6. 49 PERCENT 

DAYS FACTOR 
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331 
332 
333 
334 
335 

. 060615382 

. 060803968 

. 060992588 

. 061181241 

. 061369928 

336 
337 
338 
339 
340 

. 061558648 

. 061747402 

. 061936189 

. 062125010 

. 062313865 

341 
342 
343 
344 
345 

. 062502753 

. 062691675 

. 062880630 

. 063069619 

. 063258641 

346 
347 
348 
349 
350 

063447698 
. 063636787 
~ 063825911 
~ 064015068 
064204258 

351 
352 
353 
354 
355 

356 
357 
358 
359 
360 

361 
362 
363 
364 
365 

366 
367 
368 
369 
370 

371 

064393483 
~ 064582740 
. 064772032 
. 064961357 
. 065150716 

065340109 
. 065529535 
065718995 

~ 065908488 
~ 066098016 

~ 066287577 
. 066477171 
. 066666800 
. 066856462 
. 067046158 

~ 067235887 
. 067425651 
067615448 

. 067805279 
~ 067995143 

. 068185041 
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Section 1001 
Subchapter 0:-Gain or Loss on Disposition of 

Property 

Park I. -Determination ol Amount of 

and Recognition of Gain or Loss 

Section 1001. — Determination of 
Amount of And Recognition of Gain 
or Loss 

26 CFR 1. 1001-1: Computation of gain or 
loss. 
(Also Section 1012; 1. /0/2-1. 1 

Ct. D. 2040 

SUPREME COURT OF THE 
UNITED STATES 

No. 86-511 

Commissioner of the Internal 
Revenue, Petitioner v. Peter R. Fink, 

et ux 
[483 U. S. ] 

On Writ of Certiorari to the United 
States Court of Appeals for the Sixth 

Circuit 
[June 22, 1987] 

Syllabus 

In an unsuccessful effort to increase the 
attractiveness of their financially troubled cor- 
poration to outside investors, respondents vol- 
untarily surrendered some of their shares to 
the corporation, thereby reducing their com- 
bined percentage ownership from 72. 5 percent 
to 68. 5 percent. Respondents received no con- 
sideration for the surrendered shares, and no 
other shareholders surrendered any stock. The 
corporation eventually was liquidated. On their 
1976 and 1977 joint federal income tax re- 
turns, respondents claimed ordinary loss de- 
ductions for the full amount of their adjusted 
basis in the surrendered shares. The Commis- 
sioner of Internal Revenue disallowed the 
deductions, concluding that the surrendered 
stock was a contribution to the corporation's 
capital, and that, accordingly, the surrender 
resulted in no immediate tax consequences and 
respondents' basis in the surrendered shares 
should be added to the basis of their remain- 
ing shares. The Tax Court sustained the 
Commissioner's determination, but the Court 
of Appeals reversed, ruling that respondents 
were entitled to deduct their basis in the 
surrendered shares immediately as an ordinary 
loss less any resulting increase in the value of 
their remaining shares. 

Held: A dominant shareholder who volun- 

tarily surrenders a portion of his shares to the 
corporation, but who retains control of the 
corporation, does not sustain an immediate 
loss deductible for income tax purposes. 
Rather, the rule applicable to contributions to 
capital applies, so that the surrendering share- 
holder must reallocate his basis in the surren- 

dered shares to the shares he retains, and 

deduct his loss, if any, when he disposes of 
the remaining shares. This rule is not rendered 
inapplicable simply because a stock surrender 
is not a contribution to capital in the strict 
accounting sense, or because, unlike a typical 
contribution to capital, a surrender reduces the 

shareholder's proportionate interest in the cor- 
poration. Where, as here, a closely held corpo- 
ration's shares are not traded on an open 
market, a stock surrender to that corporation 
often will not meet the requirement that an 
immediately deductible loss must be actually 
sustained during the taxable year, since there 
will be no reliable method of determining 
whether the surrender has resulted in a loss 
until the shareholder disposes of his remaining 
shares. Moreover, treating stock surrenders as 
ordinary losses might encourage shareholders 
in failing corporations to convert potential 
capital losses to ordinary losses by voluntarily 
surrendering their shares before the corpora- 
tion fails, thereby avoiding the consequences 
of the rule requiring capital loss treatment for 
stock that becomes worthless. Similarly, share- 
holders might be encouraged to transfer corpo- 
rate stock rather than other property to the 
corporation in order to realize a current loss. 
Pp. 6-10. 

789 F. 2d 427, reversed. 
Powell, J. , delivered the opinion of the 

Court, in which Rehnquist, C. J. , and Bren- 
nan, White, Marshall, and O' Connor, JJ. , 
joined. White, J. , filed a concurring opinion. 
Scalia, J. , filed an opinion concurring in the 
judgment. Blackmun, J. , concurred in the 
result. Stevens, J. , filed a dissenting opinion. 

Justice Powell delivered the opin- 
ion of the Court. 

The question in this case is 
whether a dominant shareholder who 
voluntarily surrenders a portion of 
his shares to the corporation, but 
retains control, may immediately de- 
duct from taxable income his basis in 
the surrendered shares. 

Respondents Peter and Karla Fink 
were the principal shareholders of 
Travco Corporation, a Michigan 
manufacturer of motor homes. 
Travco had one class of common 
stock outstanding and no preferred 
stock. Mr. Fink owned 52. 2 percent, 
and Mrs. Fink 20. 3 percent, of the 
outstanding shares. ' Travco urgently 
needed new capital as a result of 
financial difficulties it encountered in 
the mid-1970s. The Finks voluntarily 
surrendered some of their shares to 
Travco in an effort to "increase the 
attractiveness of the corporation to 
outside investors. " Brief for Respon- 
dents 3. Mr. Fink surrendered 
116, 146 shares in December 1976; 
Mrs. Fink surrendered 80, 000 shares 
in January 1977. As a result, the 
Finks' combined percentage owner- 
ship of Travco was reduced from 

tin addition, Mr. Fink's sister owned 10 
percent of the stock, his brother-in-law owned 
4. 1 percent, and his mother owned 2. 2 per- 

cent. App, to Pet. for Cert. 30a. 

72. 5 percent to 68. 5 percent. The 
Finks received no consideration for 
the surrendered shares, and no other 
shareholder surrendered any stock. 
The effort to attract new investors 
was unsuccessful, and the corpora- 
tion eventually was liquidated. 

On their 1976 and 1977 joint fed- 
eral income tax returns, the Finks 
claimed ordinary loss deductions to- 
taling $389, 040, the full amount of 
their adjusted basis in the surren- 
dered shares. ' The Commissioner of 
Internal Revenue disallowed the de- 
ductions. He concluded that the 
stock surrendered was a contribution 
to the corporation's capital. Accord- 
ingly, the Commissioner determined 
that the surrender resulted in no 
immediate tax consequences, and that 
the Finks' basis in the surrendered 
shares should be added to the basis 
of their remaining shares of Travco 
stock. 

In an unpublished opinion, the Tax 
Court sustained the Commissioner's 
determination for the reasons stated 
in Frantz v. Commissioner, 83 T. C. 
162, 174-182 (1984), aff'd, 784 F. 2d 
119 (CA2 1986), cert. pending, No. 
86-11. In Frantz the Tax Court held 
that a stockholder's non pro rata 
surrender of shares to the corpora- 
tion does not produce an immediate 
loss. The court reasoned that "[t]his 
conclusion. . . necessarily follows 
from a recognition of the purpose of 
the transfer, that is, to bolster the 
financial position of [the corporation] 
and, hence, to protect and make 
more valuable [the stockholder's] re- 
tained shares. " 83 T. C. , at 181. 
Because the purpose of the share- 
holder's surrender is "to decrease or 
avoid a loss on his overall invest- 
ment, " the Tax Court in Frantz was 
"unable to conclude that [he] sus- 
tained a loss at the time of the 
transaction. " Ibid. "Whether [the 
shareholder] would sustain a loss, 
and if so, the amount thereof, could 
only be determined when he subse- 
quently disposed of the stock that the 
surrender was intended to protect 
and make more valuable. " Ibid. The 
Tax Court recognized that it had 

zThe unadjusted basis of shares is their cost. 
26 U. S. C. IJI012. Adjustments to basis are 
made for, among other things, "expenditures 
receipts, losses, or other items, properly 
chargeable to capital account. " f11016(a)(I). 
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sustained the taxpayer's position in a 
series of prior cases. ' Id. , at 174-175. 
But it concluded that these decisions 
were incorrect, in part because they 
"encourage[d] a conversion of even- 
tual capital losses into immediate 
ordinary losses. " Id. , at 182. 4 

In this case, a divided panel of the 
Court of Appeals for the Sixth Cir- 
cuit reversed the Tax Court. 789 F. 
2d 427 (1986). The court concluded 
that the proper tax treatment of this 
type of stock surrender turns on the 
choice between "unitary" and "frag- 
mented" views of stock ownership. 
Under the " 'fragmented view, ' " 
"each share of stock is considered a 
separate investment, " and gain or 
loss is computed separately on the 
sale or other disposition of each 
share. Id. , at 429. According to the " 'unitary view, ' " "the 'stockhold- 
er's entire investment is viewed as a 
single indivisible property unit, ' 

~E. g. , Tilford v. Commissioner, 75 T, C. 134 
(1980), rev'd, 705 F. 2d 828 (CA6), cert. 
denied, 464 U. S. 992 (1983); Smith v. Com- 
missioner, 66 T. C. 622, 648 (1976), rev'd sub 
norm. Schleppy v. Commissioner, 601 F. 2d 
196 (CA5 1979); Downer v. Commissioner, 48 
T. C. 86, 91 (1967); Estate of Foster v. Com- 
missioner, 9 T. C. 930, 934 (1947); Miller v. 
Commissioner, 45 B. T. A. 292, 299 (1941); 
Budd International Corp. v. Commissioner, 45 
B. T. A. 737, 755-756 (1941). The Commis- 
sioner acquiesced in Miller and Budd, but later 
withdrew his acquiescence. See 1941-2 C. B. 9; 
1942-2 C. B. 3; 1977-1 C. B. 2. 

The dissent overstates the extent to which 
the Commissioner's disallowance of ordinary 
loss deductions is contrary to the "settled 
construction of law. " Post, at 5. In fact, the 
Commissioner's position was uncertain when 
the Finks surrendered their shares in 1976 and 
1977. Although the Commissioner had acqui- 
esced in the Tax Court's holdings that non pro 
rata surrenders give rise to ordinary losses, "it 
often took a contrary position in litigation. " 
Note, Frantz or Fink: Unitary or Fractional 
View for Non-Prorata Stock Surrenders, 48 U. 
Pitt. L. Rev. 905, 908 (1987). See, e. g. , Smith 
v. Commissioner, supra, at 647-650; Duell v. 
Commissioner, 19 T. C. M. (CCH) 1381 (1960) 
In 1969, moreover, the Commissioner clearly 
took the position that a non pro rata surrender 
by a majority shareholder is a contribution to 
capital that does not result in an immediate 
loss. Rev. Rul. 69-368, 1969-2 C. B. 27. Thus, 
the Finks, unlike the taxpayer in Dickman v. 
Commissioner, 465 U. S. 330 (1984), knew or 
should have known that their ordinary loss 
deductions might not be allowed. For this 
reason, the Commissioner's disallowance of 
the Finks' deductions was not an abuse of 
discretion. 

4The Court of Appeals for the Second Circuit 
affirmed the Tax Court's holding and agreed 
with its reasoning. Frantz v. Commissioner, 
784 F. 2d 119, 123-126 (1986), cert. pending, 
No. 86 — 11. 

ibid. (citation omitted), and a sale or 
disposition of some of the stockhold- 
er's shares only produces "an 
ascertainable gain or loss when the 
stockholder has disposed of his re- 
maining shares. " Id. , at 432. The 
court observed that both it and the 
Tax Court generally had adhered to 
the fragmented view, and concluded 
that "the facts of the instant case [do 
not] present sufficient justification 
for abandoning" it. Id. , at 431. It 
therefore held that the Finks were 
entitled to deduct their basis in the 
surrendered shares immediately as an 
ordinary loss, except to the extent 
that the surrender had increased the 
value of their remaining shares. The 
Court of Appeals remanded the case 
to the Tax Court for a determination 
of the increase, if any, in the value 
of the Finks' remaining shares that 
was attributable to the surrender. 

Judge Joiner dissented. Because the 
taxpayers' "sole motivation in dis- 
posing of certain shares is to benefit 
the other shares they hold[, ] 
. . . [v]iewing the surrender of each 
share as the termination of an indi- 
vidual investment ignores the very 
reason for the surrender. " Id. , at 
435. He concluded: "Particularly in 
cases such as this, where the diminu- 
tion in the shareholder's corporate 
control and equity interest is so 
minute as to be illusory, the stock 
surrender should be regarded as a 
contribution to capital. " Ibid. 

We granted certiorari to resolve a 
conflict among the circuits, ' 479 
U. S. — (1986), and now reverse. 

II 
A 

It is settled that a shareholder's 
voluntary contribution to the capital 
of the corporation has no immediate 
tax consequences. 26 U. S. C. (1263; 26 
CFR $1. 263(a)-2(f) (1986). Instead, 
the shareholder is entitled to increase 
the basis of his shares by the amount 
of his basis in the property trans- 
ferred to the corporation. See 26 
U. S. C. $1016(a)(1). When the share- 
holder later disposes of his shares, 
his contribution is reflected as a 
smaller taxable gain or a larger de- 

sThe Court of Appeals for the Second and 
Fifth Circuits have held that a dominant 
shareholder's non pro rata stock surrender 
does not give rise to an ordinary loss. Frantz 
v. Commissioner, supra; Schleppy v. Commis- 
sioner, supra. 

Section 1001 
ductible loss. This rule applies not 

only to transfers of cash or tangible 

property, but also to a shareholder's 

forgiveness of a debt owed to him by 

the corporation. 26 CFR II1. 61-12(a) 
(1986). Such transfers are treated as 

contributions to capital even if the 
other shareholders make proportion- 
ately smaller contributions, or no 
contribution at all. See, e. g. , 
Sacksfein v. Commissioner, 14 T. C. 
566, 569 (1950). The rules governing 
contributions to capital reflect the 
general principle that a shareholder 
may not claim an immediate loss for 
outlays made to benefit the corpora- 
tion. Deputy . v. du Pont, 308 U. S. 
488 (1940) [Ct. D. 1435, 1940-1 C. B. 
118]; Eskimo Pie Corp. v. Commis- 
sioner, 4 T. C. 669, 676 (1945), aff'd, 
153 F. 2d 301 (CA3 1946). We must 
decide whether this principle also 
applies to a controlling shareholder's 
non pro rata surrender of a portion 
of his shares. ' 

B 
The Finks contend that they sus- 

tained an immediate loss upon sur- 
rendering some of their shares to the 
corporation. By parting with the 
shares, they gave up an ownership 
interest entitling them to future divi- 
dends, future capital appreciation, 
assets in the event of liquidation, and 
voting rights. ' Therefore, the Finks 
contend, they are entitled to an im- 
mediate deduction. See 26 U. S. C. 
I)$165(a) and (c)(2). In addition, the 
Finks argue that any non pro rata 
stock transaction "give[s] rise to im- 
mediate tax results. " Brief for Re- 
spondents 13. For example, a non 
pro rata stock dividend produces in- 
come because it increases the recipi- 
ent's proportionate ownership of the 
corporation. Koshland v. Helvering, 
298 U. S. 441, 445 (1936 [Ct. D. 

sThe Finks concede that a pro rata stock 
surrender, that by definition does not change 
the percentage ownership of any shareholder, 
is not a taxable event. Cf. Eisner v. 
Macomber, 252 U. S. 189 (1920) (pro rata 
stock dividend does not produce taxable in- 
come). 
7As a practical matter, however, the Finks did 
not give up a great deal. Their percentage 
interest in the corporation declined by only 
four percent. Because the Finks retained a 
majority interest, this reduction in their voting 
power was inconsequential. Moreover, Travco, 
like many corporations in financial difficulties, 
was not paying dividends. 
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1124, XV-1 C. B. 219 (1936))]. s By 
analogy, the Finks argue that a non 
pro rata surrender of shares should 
be recognized as an immediate loss 
because it reduces the surrendering shareholder�'s 

proportionate owner- 
ship. 

Finally, the Finks contend that 
their stock surrenders were not con- 
tributions to the corporation's capi- 
tal. They note that a typical contri- 
bution to capital, unlike a non pro 
rata stock surrender, has no effect on 
the contributing shareholder's pro- 
portionate interest in the corporation. 
Moreover, the Finks argue, a contri- 
bution of cash or other property 
increases the net worth of the corpo- 
ration. For example, a shareholder's 
forgiveness of a debt owed to him by 
the corporation decreases the corpo- 
ration's liabilities. In contrast, when 
a shareholder surrenders shares of 
the corporation's own stock, the cor- 
poration's net worth is unchanged. 
This is because the corporation can- 
not itself exercise the right to vote, 
receive dividends, or receive a share 
of assets in the event of liquidation. 
G. Johnson & J. Gentry, Finney and 
Miller's Principles of Accounting 538 
(7th ed. 1974). ' 

A shareholder who surrenders a 
portion of his shares to the corpora- 
tion has parted with an asset, but 
that alone does not entitle him to an 
immediate deduction. Indeed, if the 
shareholder owns less than 100 per- 
cent of the corporation's shares, any 
non pro rata contribution to the 
corporation's capital will reduce the 
net worth of the contributing share- 
holder. " A shareholder who surren- 

sIn most cases, however, stock dividends are 
not recognized as income until the shares are 
sold. See 26 U. S. C. (305. 
9Treasury stock — that is, stock that has been 
issued, reacquired by the corporation, and not 
canceled — generally is shown as an offset to 
shareholder's equity on the liability side of the 
balance sheet. G. Johnson 4 J. Gentry, Finney 
& Miller's Principles of Accounting 538 (7th 
ed. 1974). 

mFor example, assume that a shareholder 
holding an 80 percent interest in a corporation 
with a total liquidation value of $100, 000 
makes a non pro rata contribution to the 
corporation's capital of $20, 000 in cash. As- 
sume further that the shareholder has no other 
assets. Prior to the contribution, the share- 
holder's net worth was $100, 000 ($20, 000 plus 
80 percent of $100, 000). If the corporation 

ders stock thus is similar to one who 
forgives or surrenders a debt owed to 
him by the corporation; the latter 
gives up irrterest, principal, and also 
potential voting power in the event 
of insolvency or bankruptcy. But, as 
stated above, such forgiveness of 
corporate debt is treated as a contri- 
bution to capital rather than a cur- 
rent deduction. Supra, at 4. The 
Finks' voluntary surrender of shares, 
like a shareholder's voluntary for- 
giveness of debt owed by the corpo- 
ration, closely resembles an invest- 
ment or contribution to capital. See 
B. Bittker & J. Eustice, Federal In- 
come Taxation of Corporations and 
Shareholders $3. 14, p. 3-59 (4th ed. 
1979) (" If the contribution is volun- 
tary, it does not produce gain or loss 
to the shareholder" ). We find the 
similarity convincing in this case. 

The fact that a stock surrender is 
not recorded as a contribution to 
capital on the corporation's balance 
sheet does not compel a different 
result. Shareholders who forgive a 
debt owed by the corporation or pay 
a corporate expense also are denied 
an immediate deduction, even though 
neither of these transactions is a 
contribution to capital in the ac- 
counting sense. " Nor are we per- 
suaded by the fact that a stock 
surrender, unlike a typical contribu- 
tion to capital, reduces the sharehold- 
er's proportionate interest in the cor- 
poration. This Court has never held 
that every change in a shareholder's 
percentage ownership has immediate 
tax consequences. Of course, a share- 
holder's receipt of property from the 
corporation generally is a taxable 
event. See 26 U. S, C. $/301, 316. In 
contrast, a shareholder's transfer of 
property to the corporation usually 
has no immediate tax consequences. 
(263. 

were immediately liquidated following the con- 
tribution, the shareholder would receive only 
$96, 000 (80 percent of $120, 000). Of course 
such a non pro rata contribution is rare in 
practice. Typically a shareholder will simply 
purchase additional shares. 
' 'It is true that a corporation's stock is not 
considered an asset of the corporation. A 
corporation's own shares nevertheless may be 
as valuable to the corporation as other prop- 
erty contributed by shareholders, as treasury 
shares may be resold. This is evidenced by the 
fact that corporations often purchase their 
own shares on the open market. 

The Finks concede that the pur- 
pose of their stock surrender was to 
protect or increase the value of their 
investment in the corporation. Brief 
for Respondents 3. 'z They hoped to 
encourage new investors to provide 
needed capital and in the long run 
recover the value of the surrendered 
shares through increased dividends or 
appreciation in the value of their 
remaining shares. I f the surrender 
had achieved its purpose, the Finks 
would not have suffered an economic 
loss. See Johnson, Tax Models for 
Nonprorata Shareholder Contribu- 
tions, 3 Va. Tax. Rev. 81, 104-108 
(1983). In this case, as in many cases 
involving closely-held corporations 
whose shares are not traded on an 
open market, there is no reliable 
method of determining whether the 
surrender will result in a loss until 
the shareholder disposes of his re- 
maining shares. Thus, the Finks' 
stock surrender does not meet the 
requirement that an immediately de- 
ductible loss must be "actually sus- 
tained during the taxable year. " 26 
CFR I)1. 165-1(b) (1986). 

Finally, treating stock surrenders as 
ordinary losses might encourage 
shareholders in failing corporations 
to convert potential capital losses to 
ordinary losses by voluntarily surren- 
dering their shares before the corpo- 
ration fails. In this way shareholders 
might avoid the consequences of 26 
U. S. C. $165(g)(I), that provides for 
capital loss treatment of stock that 
becomes worthless. " Similarly, share- 

tzlndeed, if the Finks did not make this 
concession their surrender probably would be 
treated as a non-deductible gift. See 26 CFR 
$25. 2511-1(h)(1) (1986). 
'3The Tax Reform Act of 1986, Pub. L. 
99-514, )IJ301, 311, 100 Stat. 2216, 2219 (Oct. 
22, 1986), eliminated the differential tax rates 
for capital gains and ordinary income. The 
difference between a capital loss and an ordi- 
nary loss remains important, however, because 
individuals are permitted to deduct only $3, 000 
of capital losses against ordinary income each 
year, and corporations may not deduct any 
capital losses from ordinary income. 26 
U. S. C. 1)1211. In contrast, ordinary losses gen- 
erally are deductible from ordinary income 
wtthout hmttatton. $(165(a) and (c)(2). 

The Court of Appeals in this case did not 
discuss the possibility of allowing a capital loss 
rather than an ordinary loss, and the parties 
raise it only in passing. We note, however that 
a capital loss is realized only upon the "salle] 
or exchang[e]" of a capital asset. 26 U. S C 
$1211(b)(3). A voluntary surrender, for no 
consideration, would not seem to qualify as a 
sale or exchange. Franrz v. Commissioner, 784 
F. 2d, at 124. 
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ho lders may be encouraged to trans- 
««orporate stock rather than other 
ProPerty to the corporation in order 
to realize a current loss. " 

We therefore hold that a dominant 
shareholder who voluntarily surren- 
ders a portion of his shares to the 
corporation, but retains control, does 
not sustain an immediate loss deduct- 
ible from taxable income. Rather, the 
surrendering shareholder must reallo- 
cate his basis in the surrendered 
shares to the shares he retains. ts The 
shareholder's loss, if any, will be 

'40ur holding today also draws support from 
two other sections of the Code. First, ) 83 
provides that, if a shareholder makes a "bar- 
gain sale" of stock to a corporate officer or 
employee as compensation, the "bargain" ele- 
ment of the sale must be treated as a contribu- 
tion to the corporation's capital. S. Rep. No. 
91-552, pp. 123-124 (1969); 26 CFR 
$1. 83-6(d) (1986). Section 83 reversed the 
result in Downer v. Commissioner, 48 T. C. 86 
(1967), a decision predicated on the frag- 
mented view of stock ownership adopted by 
the Court of Appeals in this case. To be sure, 
Congress was concerned in $ 83 with transfers 
of restricted stock to employees as compensa- 
tion rather than surrenders of stock to im- 
prove the corporation's financial condition. In 
both cases, however, the shareholder's underly- 
ing purpose is to increase the value of his 
investment. 

Second, if a shareholder's stock is re- 
deemed — that is, surrendered to the corpora- 
tion in return for cash or other property — the 
shareholder is not entitled to an immediate 
deduction unless the redemption results in a 
substantial reduction in the shareholder's own- 
ership percentage. IJIJ302(a), (b), (d); 26 CFR 
111. 302-2(c) (1986). Because the Finks' surren- 
ders resulted in only a slight reduction in their 
ownership percentage, they would not have 
been entitled to an immediate loss if they had 
received consideration for the surrendered 
shares. 26 U. S. C. $302(b). Although the Finks 
did not receive a direct payment of cash or 
other property, they hoped to be compensated 
by an increase in the value of their remaining 
shares. 
tsThe Finks remained the controlling share- 
holders after their surrender. We therefore 
have no occasion to decide in this case whether 
a surrender that causes the shareholder to lose 
control of the corporation is immediately 
deductible. In related contexts, the Code dis- 
tinguishes between minimal reductions in a 
shareholder's ownership percentage and loss of 
corporate control. See $302(b)(2) (providing 
"exchange" rather than dividend treatment for 
a "substantially disproportionate redemption 
of stock" that brings the shareholder's owner- 
ship percentage below 50 percent); $302(b)(3) 
(providing similar treatment when the redemp- 
tion terminates the shareholder's interest in the 
corporation). 

In this case we use the term "control" to 
mean ownership of more than half of a 
corporation's voting shares. We recognize, of 
course, that in larger corporations — especially 
those whose shares are listed on a national 
exchange — a person or entity may exercise 

recognized when he disposes of his 

remaining shares. A reallocation of 
basis is consistent with the general 
principle that "[p]ayments made by a 
stockholder of a corporation for the 
purpose of protecting his interest 
therein must be regarded as [an] 
additional cost of his stock, " and so 
cannot be deducted immediately. Es- 
kimo Pie Corp. v. Commissioner, 4 
T. C. 669, 675 (1945), aff'd, 153 F. 
2d 301 (CA3 1946). Our holding 
today is not inconsistent with the 
settled rule that the gain or loss on 
the sale or disposition of shares of 
stock equals the difference between 
the amount realized in the sale or 
disposition and the shareholder's ba- 
sis in the particular shares sold or 
exchanged. See 26 U. S. C. $1001(a); 
26 CFR $1. 1012-1(c)(1) (1986). We 
conclude only that a controlling 
shareholder's voluntary surrender of 
shares, like contributions of other 
forms of property to the corporation, 
is not an appropriate occasion for 
the recognition of gain or loss. 

IV 

For the reasons we have stated, the 
judgment of the Court of Appeals 
for the Sixth Circuit is reversed. 

It is so ordered. 
Justice Blackmun concurs in the 

result. 

26 CFR 1. 1001-1: Computauon of gain or 
loss. 
(Also Section 170; 1. 170A-I. ) 

Gain or loss recognition; debt for 
equity swaps. The federal income tax 
consequences are set forth for vari- 
ous transactions that are a part of a 
foreign country's program to reduce 
the amount of its outstanding U. S. 
dollar denominated debt. 

Rev. Rul. 87-124 

ISSUE 

What are the federal income tax 
consequences resulting from various 
transactions, described below, that 
are part of a foreign country's pro- 
gram to reduce the amount of its 
outstanding United States dollar de- 
nominated debt? 

control in fact while owning less than a 
majority of the voting shares. See Securities 
Exchange Act of 1934, )13(d), 48 Stat. 894, 15 
U. S. C. )78m(d) (requiring persons to report 
acquisition of more than 5 percent of a 
registered equity security). 

FACTS 

Section 1001 

X, a United States commercial 
bank, holds a United States dollar 
denominated debt (the Obligation) of 
the central bank (the Central Bank) 
of foreign country FC. The Obliga- 
tion evidences a loan of $100 that X 
made to the Central Bank. X's ad- 
justed basis in the Obligation, as 
determined under section 1011 of the 
Internal Revenue Code of 1986, is 

$100. Under the laws of FC, the 
Obligation cannot be held by an FC 
entity. 

Y is a domestic corporation. FX is 

a corporation organized in FC and 
engaged in business in FC but not in 

the United States. Prior to the trans- 
actions described below, there was no 
cross-ownership among X, Y, FX, 
and the Central Bank. The functional 
currency, as defined in section 985 of 
the Code, of X and Y is the United 
States dollar. 

The local currency of FC is the 
LC. On July 1, 1987, the free market 
exchange rate was $1 = 10 LCs. 

FC has a program (the Program) 
whereby a holder of United States 
dollar denominated debt of FC can 
negotiate with the Central Bank to 
deliver the FC debt to the Central 
Bank for LCs if the holder agrees to 
invest the LCs in stock of an FC 
corporation or otherwise use the LCs 
in FC in a manner approved in 
advance by the government of FC. 
The Program controls the LCs by 
either (1) remitting the LCs to, or 
crediting them to the account of, an 
FC corporation that issues capital 
stock to the holder, or (2) otherwise 
channeling the LCs to their desig- 
nated use in FC. In the case of a 
stock investment in an FC corpora- 
tion, the stock cannot be sold or 
otherwise transferred to FC entities. 
The amount of LCs the Central Bank 
will give the holder in exchange for 
the debt varies according to how the 
LCs are used. 

In accordance with a prearranged 
plan pursuant to the Program, the 
following transactions occurred on 
July 1, 1987: 

Situation I 
Y purchased the Obligation from 

X for $60, which was the fair market 
value of similar FC debt in the 
secondary markets outside of FC. X, 
on behalf of Y, delivered the Obliga- 
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Section 1001 
tion to the Central Bank, which 
credited an account of FX at the 
Central Bank with 900 LCs. FX then 
issued all its capital stock to Y. 

Situation 2 

The facts are the same as in Situa- 
tion I, except that instead of selling 
the Obligation to Y for $60, X 
delivered the Obligation to the Cen- 
tral Bank, which credited an account 
of FX at the Central Bank with 900 
LCs. FX then issued all its capital 
stock to X. 

Situation 3 

The facts are the same as in Situa- 
tion 2, except that instead of credit- 
ing an account of FX, the Central 
bank credited an account of Z, a 
United States corporation that is a 
charitable organization described in 
section 170(c)(2) of the Code, with 
900 LCs. Under the terms of the 
Program, Z can use the 900 LCs only 
in FC for charitable purposes meet- 
ing the requirements of section 170 
(including those described in Rev. 
Rul. 63-252, 1963-2 C. B. 101, and 
Rev. Rul. 66-79, 1966-1 C. B. 48). 

LAW AND ANALYSIS 

Situation I 

Under section 1001(a) of the Code, 
the amount of loss from a sale of 
property is the excess of the 
property's adjusted basis over the 
amount realized by the seller. X's 
sale of the Obligation to Y produces 
a loss of $40 ($100 — $60). Y's 

adjusted basis in the Obligation is 

$60; see section 1011. The remainder 
of the transaction will be treated for 
federal income tax purposes as if Y 
received 900 LCs from the Central 
Bank in exchange for the Obligation, 
and then contributed the 900 LCs to 
FX in exchange for FX stock. See 
section 1271(a)(1); Lucas v. Earl, 281 
U. S. 111 (1930). 

With respect to Y, LCs are consid- 
ered property; see Rev. Rul. 74-7, 
1974-1 C. B. 198. Thus, Y has a gain 
on the exchange of the Obligation 
for 900 LCs with the Central Bank to 
the extent the fair market value of 
the 900 LCs exceeds $60, Y's ad- 
justed basis in the Obligation. The 
fair market value of the 900 LCs is 
determined by taking into account all 
the facts and circumstances of the 

exchange. The limitation on Y's use 
of the 900 LCs under the Program 
will generally reduce their fair market 
value below $90 (the value of 900 
LCs convertible at the free market 
exchange rate). 

Y's basis on the 900 LCs is $60 
plus the gain, if any, recognized on 
the exchange. The fair market value 
of the FX stock is presumed to equal 
the fair market value of the 900 LCs. 
Y's basis in the FX stock received in 
exchange for the 900 LCs equals the 
fair market value of the 900 LCs. 

Situation 2 

The analysis is the same as in 
Situation l, except that X will be 
treated as if it received 900 LCs from 
the Central Bank in exchange for the 
Obligation and then contributed the 
900 LCs to FX in exchange for FX 
stock. X recognizes a loss on the 
exchange of the Obligation for 900 
LCs equal to the excess o f X's 
adjusted basis in the Obligation 
($100) over the fair market value of 
the 900 LCs. 

Situation 3 

The analysis is the same as in 
Situation 2, except that X will be 
treated as if it received the 900 LCs 
from the Central Bank in exchange 
for the Obligation and then contrib- 
uted the 900 LCs to Z. X recognizes 
a loss on the exchange of the Obliga- 
tion for 900 LCs equal to the excess 
of X's adjusted basis in the Obliga- 
tion ($100) over the fair market value 
of the 900 LCs. In addition, assum- 

ing X and Z satisfy all requirements 
of the Code relating to charitable 
contributions, X is entitled to a char- 
itable contribution deduction under 
section 170 of the Code equal to the 
fair market value of the 900 LCs at 
the time of the contribution; see 
section 1. 170A-1(c)(1) of the Income 
Tax Regulations. 

HOLDINGS 

Under the facts described above, 
the federal income tax consequences 
to X and Y are as follows: 

Situation l 

(1) X recognizes a loss of $40 on 
the sale of the Obligation to Y. 

(2) Y recognizes a gain on the 

exchange of the Obligation for the 
900 LCs to the extent the fair market 
value of the 900 LCs exceeds $60. 

(3) Y recognizes no gain on the 
exchange of the 900 LCs for FX 
stock because its basis in the LCs 
equals the stock's fair market value. 

Situation 2 

(1) X recognizes a loss on the 
exchange of the Obligation for the 
900 LCs to the extent of the excess 
of its adjusted basis in the Obligation 
($100) over the fair market value of 
the 900 LCs. 

(2) X recognizes no gain on the 
exchange of the 900 LCs for FX 
stock because its basis in the LCs 
equals the stock's fair market value. 

Situation 3 

(1) X recognizes a loss on the 
exchange of the Obligation for the 
900 LCs to the extent of the excess 
of its adjusted basis in the Obligation 
($100) over the fair market value of 
the 900 LCs. 

(2) If X and Z otherwise satisfy all 
requirements of the Code relating to 
charitable contributions, X is entitled 
to a charitable contribution deduction 
equal to the fair market value of the 
900 LCs at the time of the contribution. 

Part II. -Basis Rules of General Application 

Section 1012. — Basis of 
Property-Cost 

26 CFR 1. 1012-1: Basis of property. 

Whether a shareholder is entitled to increase 
the basis of his remaining shares by the 
amount of his basis in shares of stock volun- 
tarily contributed to the capital of a corpora- 
tion. See Ct. D. 2040, page 202. 

26 CFR 1. 1012-1: Basis of property. 

The effective date of a portion of Rev. Rul. 
86-24, 1986-1 C. B. 80, dealing with the 
required capitalization of amounts properly 
allocable to the cost of embryos, is postponed 
until February 24, 1986. See Rev. Rul. 87-105, 
page 46. 

Section 1014. — Basis of Property 
Acquired from a Decedent 

26 CFR 1. 1014-1: Basis of property acquired 
from a decedent. 

Basis property acquired from de- 
cedent; community property. Prop- 
erty held in joint tenancy is commu 
nity property for purposes of section 
1014(b)(6) of the Code if its status 
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was community property under state 
law. 

Rev. Rul. 87-98 

ISSUE 

If property is held in a common 
law estate but, for state law pur- 
poses, the property is characterized 
as community property, then is that 
property community property for 
purposes of section 1014(b)(6) of the 
Internal Revenue Code? 

FACTS 

D and D's spouse S, residents of 
community property state X, pur- 
chased real property in X with com- 
munity funds and took title as joint 
tenants with rights of survivorship. 
However, D and S later executed 
joint wills in which they declared the 
property to be a community asset. 

Although X is a community prop- 
erty state, under the laws of X, 
spouses may hold property in joint 
tenancy or other common law estate. 
Because the laws of X do not make 
specific provision for the coexistence 
of a common law estate and a com- 
munity property interest, taking title 
in a common law estate raises the 
presumption that the spouses in- 
tended to terminate the community 
interest, effectively transmuting the 
property's character from community 
to separate. This presumption is 
overcome by evidence that the 
spouses intended for the property not 
to be transmuted to separate prop- 
erty, in such a case, the community 
nature of the property is preserved. 
Under the law of X, an express 
statement of such intent in joint wills 
precludes transmutation by reason of 
taking title in joint tenancy. 

D died in 1985. At the time of D's 
death, the fair market value of the 
property was 100x dollars. The value 
of D's one-half interest in the prop- 
erty was included in D's estate for 
federal estate tax purposes. 

LAW AND ANALYSIS 

Section 1012 of the Code provides 
that the basis of property shall be the 
cost of such property. 

Section 1014(a) of the Code pro- 
vides that the basis of property in the 

hands of a person acquiring the 
property from a decedent or to 
whom the property passed from a 
decedent shall be the fair market 
value of the property at the dece- 
dent's death. 

Section 1014(b)(6) of the Code pro- 
vides that the surviving spouse's one- 
half share of community property 
held by the decedent and the surviv- 
ing spouse under the community 
property laws of any state shall be 
considered to have been acquired 
from the decedent if at least one-half 
of the whole of the community inter- 
est in the property was includible in 
determining the value of the dece- 
dent's gross estate for federal estate 
tax purposes. 

Rev. Rul. 68-80, 1968-1 C. B. 348, 
concerns property that was obtained 
by a husband and wife as tenants in 
common. Even though acquired in 
exchange for community assets, it 
constituted separate property under 
state law. The ruling holds that the 
property was not community prop- 
erty for purposes of section 1014 
(b)(6). Accordingly, the surviving 
spouse's interest did not take a fair 
market value basis on the death of 
the first spouse. However, the con- 
trolling factor was the state law de- 
termination that the property did not 
constitute community property. See 
Morgan v. Commissioner, 309 U. S. 
78 (1940) (local law creates legal 
rights and interests; federal law deter- 
mines the federal tax treatment 
thereof). 

In the present situation, under the 
laws of X, the property remained 
community property. Even though 
the property was held in joint ten- 
ancy, a common law estate, the clear 
intention of D and S, as expressed in 
their joint wills, prevented its trans- 
mutation to separate property. Be- 
cause it is community property under 
state law, it is also community prop- 
erty within the meaning of section 
1014(b)(6). Therefore, S's interest in 
one-half of the property receives a 
fair market value basis under section 
1014(a). The interest in the one-half 
of the property that was considered 
to have padded from D and that was 
included in D's estate also receives a 
fair market value basis pursuant to 
the provisions of section 1014(a). 
Accordingly, after D's death, S owns 
the entire property with a basis of 
100x dollars. 

HOLDING 

Section 1041 

If property held in a common law 
estate is community property under 
state law, it is community property 
for purposes of section 1014(b)(6) of 
the Code, regardless of the form in 
which title was taken. 

Section 1016. — Adjustments to 
Basis 

26 CFR i. 1016-3: Erhaustion, wear and lear, 
obsolescene, amortization, and depletion for 
periods since February 28, 1913. 

Reduction of basis under optional standard 
mileage rate method for computing deductible 
expenses for business use of an automobile. See 
Rev. Proc. 87-49, page 646. 

26 CFR l. 1016-5: Loans from Commodity 
Credit Corporation. 

What is the proper adjustment to basis in 
the case of property pledged to the Commod- 
ity Credit Corporation as collateral for a loan 
and included by the taxpayer in income pursu- 
ant to section 77. See Rev. Rul. 87-103, page 
41. 

Rev. Rul. 87-112 

ISSUES 

(1) If a taxpayer transfers Umted 
States savings bonds to the taxpayer's 
spouse or former spouse in a transfer 
described in section 1041(a) of the 
Internal Revenue Code, must the 

Part III. -Common Nontaxable Exchanges 

Section 1041. — Transfers Of 
Property Between Spouses Or 
Incident To Divorce 

26 CFR 1. 1041-1T: Treatment of transfer of 
property between spouses or incident to 
divorce. 
(Also Sections 61, 454; 1. 61-7, 1. 454-1 j 

Transfer of property between 
spouses or incident to divorce. The 
deferred, accrued interest on U. S. 
savings bonds is includible in the 
transferor's gross income in the tax- 
able year in which the transferor 
transfers the bonds to the trans- 
feror's spouse or former spouse in a 
transfer described in section 1041(a) 
of the Code. The transferee's basis in 
the bonds immediately after the 
transfer is equal to the transferor's 
basis in the bonds increased by the 
interest income includible by the 
transferor as a result of the transfer 
of the bonds. 
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Section 1041 
taxpayer include the deferred, ac- 
crued interest on the bonds in gross 
income in the year of the transfer? 

(2) What is the basis in the bonds 
of the taxpayer's spouse or former 
spouse immediately after the transfer 
of the bonds? 

FACTS 

A, an individual who uses the cash 
receipts and disbursements method of 
accounting, held Series E and EE 
bonds with maturity dates after 1985. 
The bonds were registered in A' s 
name and purchased entirely with A' s 
funds. A had not elected pursuant to 
section 454 of the Code currently to 
include in income any interest ac- 
crued on the bonds. In taxable year 
1985, as part of a divorce property 
settlement, A transferred the bonds 
to B, A's former spouse. B redeemed 
the bonds in 1986. 

LAW AND ANALYSIS 

Section 61(a) of the Code provides 
that, unless otherwise excluded by 
law, gross income means all income 
from whatever source derived, includ- 
ing interest. 

Under section 454(c) of the Code 
and section 1. 454-1(a) of the Income 
Tax Regulations thereunder, if a tax- 
payer holds a United States saving 
bond issued at a discount and re- 
deemable for fixed amounts increas- 
ing at stated intervals, the increase in 
redemption value is includible in 
gross income as interest income for 
the taxable year in which the bond 
matures, is redeemed, or is disposed 
of, whichever is earlier, unless the 
taxpayer elects under section 454 to 
report this interest income in the 
years in which increments in the 
redemption value of the bond occur. 

Under section 1. 454-1(a)(1) of the 
regulations, an owner of Series E 
bonds may elect to report the incre- 
ment on these bonds each year. This 
election is exercised by reporting as 
interest income, with respect to 
bonds owned at any time during a 
taxable year, the increments that oc- 
curred in taxable years up to and 
including the taxable year for which 
the income is reported. The same 
rules are applicable to Series EE 
bonds. 

Section 1041(a) of the Code pro- 

vides that no gain or loss will be 
recognized on a transfer of property 
from an individual to (or in trust for 
the benefit of) (1) a spouse, or (2) a 
former spouse (but only if the trans- 
fer to the former spouse is incident 
to the divorce). The effect of section 
1041 is to defer the tax consequences 
(recognition of gain or loss) until the 
transferee disposes of the property. 

Although section 1041(a) o f the 
Code shields from recognition gain 
that would ordinarily be recognized 
on a sale or exchange of property, it 
does not shield from recognition in- 
come that is ordinarily recognized 
upon the assignment of that income 
to another taxpayer. Because the in- 
come at issue here is accrued but 
unrecognized interest, rather than 
gain, section 1041(a) does not shield 
that income from recognition. The 
transferred bonds in the present situ- 
ation contain an interest element that 
has not been included in income. 
Accordingly, the specific rule of sec- 
tion 1. 454-1(a) of the regulations for 
dispositions of interest-deferred obli- 
gations applies to require that the 
transferor include the accrued interest 
in income in the year of the transfer. 
See Rev. Rul. 55-278, 1955-1 C. B. 
471 (interest accrued on bonds prior 
to reissue to transferee includible in 
transferor's gross income for taxable 
year in which gift made), and Rev. 
Rul. 54-143, 1954-1 C. B. 12 
(transferor recognizes interest accrued 
on bond upon transfer of interest in 
bond to daughter). 

Section 1041(b)(1) of the Code pro- 
vides that, in the case of any transfer 
of property described in section 
1041(a), for purposes of subtitle A, 
the property will be treated as ac- 
quired by the transferee by gift. 
Section 1041(b)(2) provides that, in 
the case of any transfer of property 
described in section 1041(a), the basis 
of the transferee in the property will 
be the same as the adjusted basis of 
the transferor. In general, section 
1041(b)(2) is intended to operate in 
the same manner as section 1015(a), 
which applies to property acquired by 
gift in transfers not described in 
section 1041(a). The difference be- 
tween the two provisions is that 
under section 1041(b)(2) the carryover 
basis rule applies to property having 
a fair market value less than the 
transferor's basis as well as to prop- 

erty having a fair market value equal 
to or greater than the transferor's 
basis. See section 1. 1041-1T(d) of the 
Temporary Income Tax Regulations 
under the Tax Reform Act of 1984. 

Rev. Rul. 79-371, 1979-2 C. B. 
294, considered the donee's basis 
under section 1015 for an installment 
note in a situation where the donor's 
transfer of the note to the donee 
resulted in the recognition of gain to 
the donor. The gain was required to 
be recognized under the former ver- 
sion of section 453B(a) and (b) of the 
Code (section 453(d)(1) and (2) of the 
Code as in effect immediately prior 
to the enactment of the Installment 
Sales Revision Act of 1980, 1980-2 
C. B. 489). Under section 1015(a), the 
donor's basis in the installment obli- 
gation at the time of the gift became 
the donee's basis in the installment 
obligation. That revenue ruling holds 
that for this purpose the donor's 
basis is increased to include the gain 
resulting from the disposition. Ac- 
cordingly, in the instant case, imme- 
diately after the transfer the 
transferee's basis in the bonds is the 
sum of the transferor's basis in the 
bonds immediately prior to the trans- 
fer plus any income recognized by 
the transferor under section 
1. 454-1(a) of the regulations as a 
result of the transfer of the bonds. 

HOLDING 

(1) The deferred, accrued interest 
on United States savings bonds is 
includible in the transferor's gross 
income in the taxable year in which 
the transferor transfers the bonds to 
the transferor's spouse or former 
spouse in a transfer described in 
section 1041(a) of the Code. The 
deferred, accrued interest from the 
date of original issuance of the bonds 
to the date of transfer of the bonds 
to B is includible in A's gross in- 
come. Only the deferred, accrued 
interest on the bonds from the date 
of the transfer to the date of redemp- 
tion of the bonds by B is includible 
in B's gross income. See Rev. Rul. 
54-143. 

(2) The transferee's basis in the 
bonds immediately after the transfer 
is equal to the transferor's basis in 
the bonds increased by the interest 
income includible by the transferor as 
a result of the transfer of the bonds 
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Part IV. -Special Rules 

Section 1059. — Corporate 
Shareholder's Basis in Stoc" 
Reduced by Nontaxed Portion of 
Extraordinary Dividends 

How to make the election under section 
1059(c)(4) and how to establish the fair market 
value of stock for purposes of that election. 
See Rev. Proc. 87-33, page 402. 

Subchapter P. -Capital Gains and Losses 
Part IV. -Special Rules for Determining 
Capital Gains and Losses 

Section 1231. — Property Used in 
the Trade or Business and 
Involuntary Conversions 

26 CFR 1. 1231-1: Gains and losses from the 
sale or exchange of certain property used in 
the trade or business. 

Whether the allowable noncasualty business 
loss deduction on the loss of timber must be 
netted with other noncasualty section 1231 
gains and losses. See Rev. Rul. 87-59, page 59. 

26 CFR 1. 1231-2: Livestock held for draft, 
breeding, dairy or sporting purposes. 

The effective date of a portion of Rev. Rul. 
86-24, 1986-1 C. B. 80, dealing with the 
required capitalization of amounts properly 
allocable to the cost of embryos, is postponed 
until February 24, 1986. See Rev. Rul. 87-105, 
page 46. 

Section 1248 — Gain From Certain 
Sales or Exchanges of Stock in 
Foreign Corporations 

26 CFR 1. 1248-lt Treatment of gain from 
certain sales or exchanges of stock in certain 
foreign corporations 
(Also Sections 311, 1502; 1. 311-1, 1. 1502-13, 
1. 1502-14. j 

Gain from certain sales or ex- 
changes of stock in certain foreign 
corporations. When a domestic cor- 
poration that files a consolidated 
return with its parent distributes to 
its parent the appreciated stock of a 
controlled foreign corporation, the 
transaction will be treated as a sale 
for purposes of section 1248(a) and 
the section 311(b) gain will be de- 
ferred pursuant to the consolidated 
return regulations. 

Rev. Rul. 87-96 

ISSUES 

If a domestic corporation that files 
a consolidated return with its par~„t 
distributes to the parent the apprect 

ated stock of a controlled foreign 
corporation in a transaction charac- 
terized as a sale by section 311(b) of 
the Internal Revenue Code of 1986: 

(1) Will the transaction be treated 
as a sale for purposes of section 
1248(a)? 

(2) When will the domestic subsid- 
iary take its section 311(b) gain into 
income? 

(3) How will section 1248 apply to 
the section 311(b) gain? 

FACTS 

P, a domestic corporation, files a 
consolidated federal income tax re- 
turn with S, its wholly owned domes- 
tic subsidiary corporation. S owns all 
of the stock of FX, a controlled 
foreign corporation as defined in 
section 957(a) of the Code. FX's 
functional currency is the United 
States dollar. The fair market value 
of the FX stock held by S exceeds 
S's basis in the stock. 

On December 31, 1987, as part of 
a corporate restructuring, S distrib- 
uted all of its FX stock to P as an 
intercorporate dividend in a transac- 
tion to which section 355 of the Code 
did not apply. Following this distri- 
bution, P owned all of the stock of 
both S and FX. On December 31, 
1987, FX had post-1962 earnings and 
profits that had not been previously 
taxed under subpart F. P and S file 
their tax returns on a calendar year 
basis. 

LAW AND ANALYSIS 

Issue I 
Section 301 of the Code describes 

the tax treatment of the distribution 
of property by a corporation with 
respect to its stock, and applies to 
the distribution of the FX stock by S 
to P. Section 311(b) provides that, if 
a corporation distributes property to 
a shareholder in a transaction to 
which section 301 applies and the fair 
market value of the property exceeds 
its adjusted basis in the hands of the 
distributing corporation, then gain is 
recognized by the distributing corpo- 
ration as if the property distributed 
had been sold to the distributee at its 
fair market value. For purposes of 
section 311(b), the transaction will be 
treated as if S had sold the FX stock 
to P at its fair market value. 

Section 1248(a) of the Code pro- 

Section 1248 
vides that, if a United States person 
sells stock in a foreign corporation 
and the ownership requirements of 
section 1248(a)(2) are satisfied, the 
gain recognized on the sale will be 
included in the seller's gross income 
as a dividend to the extent of certain 
earnings and profits of the foreign 
corporation. Section 1248(f) provides 
that, if, in a transaction to which 
section 311, 336, or 337 applies, a 
domestic corporation distributes, 
sells, or exchanges stock in a foreign 
corporation and the ownership re- 
quirements of section 1248(a)(2) are 
satisfied, the excess of the fair mar- 
ket value of the stock over its ad- 
justed basis in the hands of the 
transferor will be included in the 
transferor's gross income as a divi- 
dend to the extent of certain earnings 
ar. d profits of the foreign corpora- 
tion. 

The legislative histories of section 
1248(f) of the Code and section 
311(d) of the Internal Revenue Code 
of 1954 (the predecessor to current 
section 311(b)) indicate that section 
1248(a) is intended to apply to trans- 
actions in which gain is recognized 
under other sections of the Code 
(including section 311(b) and its pre- 
decessor), and that a transaction 
treated as a sale for purposes of 
section 311(b) is also to be treated as 
a sale for purposes of section 
1248(a). Section 1248(f) is intended 
to apply to transactions in which 
gain would not otherwise be recog- 
nized. See S. Rep. No. 938, 94th 
Cong. , 2d Sess. , 263-64, 270 (1976), 
1976-3 (Vol. 3) C. B. 301-02, 308; 
H. R. Rep. No. 861 (Conf. Rep. ), 
98th Cong. , 2d Sess. 823 (1984), 
1984-3 (Vol. 2) C. B. 77. In accor- 
dance with this legislative history, 
section 1248(a) and not section 
1248(f) applies to the gain realized by 
S on its distribution of FX stock to 
P. 

Issue 2 

Section 1. 1502-11(a) of the Income 
Tax Regulations provides that consol- 
idated taxable income for any year is 
determined by taking into account 
the separate taxable income of each 
member of the group for that year. 
Section 1. 1502-12 of the regulations 
provides that the separate taxable 
income of a member is computed in 
accordance with the provisions of the 
Code prescribing the determination 
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Section 1248 
of the taxable income of corporations 
generally, subject to certain modifica- 
tions. 

Sections 1. 1502-13 and 1. 1502-14 
of the regulations provide that one 
such modification is the deferral of 
income or loss with respect to certain 
intercompany transactions. Section 
1. 1502-14 provides that the inclusion 
in income of any gain recognized by 
a distributing corporation in certain 
intercompany distributions (including 
any amount treated as gain under 
section 311) will be deferred until one 
of the triggering events described in 
section 1. 1502-13(f) occurs. 

Therefore, pursuant to section 
1. 1502-14(c)(1) of the regulations, S 
will defer the section 311(b) gain on 
its distribution of FX stock to P until 
the occurrence of a triggering event. 
Section 1248(a) will not apply until 
that time, 

Issue 3 

In order to determine the applica- 
tion of section 1248(a) to the section 
311(b) gain that S will include on the 
occurrence of a triggering event, S 
will maintain a separate account on 
its books reflecting the potential sec- 
tion 1248 recharacterization. Initially, 
this account will equal the amount of 
the earnings and profits of FX equal 
to the portion of S's section 311(b) 
gain that would have been rechar- 
acterized as a dividend at the time of 
the distribution of the FX stock to P 
had P and S not filed consolidated 
returns. FX's earnings and profits 
will not be reduced by the earnings 
included in the section 1248 rechar- 
acterization account. In addition, 
earnings included in the section 1248 
recharacterization account will not be 
treated as previously taxed income 
("PTI") in the hands of FX pursu- 
ant to section 959(e) because such 
earnings are not included in income 
under section 1248 prior to the inclu- 
sion of the deferred gain on the FX 
stock on the occurrence of a trigger- 
ing event described in section 
1. 1502-13(f). 

Any dividend distributions by FX 
to P out of earnings and profits that 
have been included in the section 
1248 recharacterization account will 

be treated as having been received 
from FX by S and then distributed to 
P by S. As a result, the section 1248 
recharacterization account will be re- 
duced by the amount of any such 

distributions. Similarly, any increase 
in earnings of FX invested in United 
States property under section 956 
that would result in a section 
951(a)(1)(B) inclusion in P's income 
will, to the extent that the inclusion 
relates to the earnings and profits 
included in the section 1248 
recharacterization account, be treated 
as a section 951(a)(1)(B) inclusion to 
S and a distribution from S to P. 
The section 1248 recharacterization 
account will be reduced by the 
amount of the section 951 inclusion 
by S. 

FX's earnings and profits will be 
reduced by the amount of any divi- 
dends, including those dividends that 
reduce S's section 1248 rechar- 
acterization account. FX will treat 
the earnings and profits included un- 
der section 951 that reduce S's sec- 
tion 1248 recharacterization account 
as PTI pursuant to section 959(e). 
Post-1987 deficits in FX's earnings 
and profits will not affect the section 
1248 recharacterization account. 

When a triggering event described 
in section 1. 1502-13 occurs, S will 
include in its income the amount of 
deferred gain required by the consoli- 
dated return regulations. An amount 
of that gain equal to any remaining 
section 1248 recharacterization ac- 
count will be characterized as a divi- 
dend by section 1248(a) at that time. 
FX's earnings and profits become 
PTI under section 959(e) to the ex- 
tent of the amount taken into ac- 
count under section 1248. 

For purposes of the foreign tax 
credit, as S's section 1248 
recharacterization account is reduced 
by distributions or section 951 inclu- 
sions, S will take into account an 
appropriate amount of the total for- 
eign tax credit for foreign taxes paid 
with respect to the earnings and 
profits in such account, adjusted as 
necessary under section 905(c). The 
calculation of such foreign tax credit 
will be made as of the time that S's 
section 1248 recharacterization ac- 
count is reduced, and by taking into 
account all the applicable provisions 
of the Code, including the rules of 
section 902 and 904 relating to the 
ordering and characterization of such 
earnings and profits. 

HOLDINGS 

(I) A transaction characterized as 

a sale under section 311(b) will also 
be treated as a sale for purposes of 
section 1248(a). 

(2) The domestic subsidiary will 

defer its section 311(b) gain on the 
distribution and the resulting section 
1248 recharacterization until the oc- 
currence of one of the triggering 
events enumerated in the consolidated 
return regulations. 

(3) Section 1248(a) will apply to 
the deferred section 311(b) gain in 
the manner described in this revenue 
ruling. 

Section 1253. — Transfers of 
Franchises, Trademarks, and Trade 
Names 

(Also Sections 162, 461; 26 CFR 1. 162-1, 
1. 162-11, 1. 461-1. ) 

Franchises; license agreements; de- 
ductions. A license agreement to re- 
ceive computerized commodity trad- 
ing suggestions does not constitute a 
franchise under section 1253 of the 
Code and payments by the licensee 
must be deducted ratably over the 
term of the agreement. 

Rev. Rul. 87-63 

ISSUE 
If a taxpayer enters into a 12-year 

license agreement under which the 
taxpayer is authorized to receive trad- 
ing suggestions for commodities 
traded on major commodities ex- 
changes, may the taxpayer deduct 
fees paid to the licensor in the year 
the taxayer pays the fees? 

FACTS 

X corporation develops computer 
programs designed to aid in the pre- 
diction of commodity price trends. X 
inputs current commodity trading 
data into a central computer. Licens- 
ees can then access the computer's 
trading suggestions (trading signals) 
and use the information for invest- 
ment advisory purposes. 

In 1983, LP, a limited partnership 
engaged in the business of commod- 
ity trading and commodity invest- 
ment advising, entered into a 12-year 
license agreement with X, under 
which LP was licensed to receive 
trading signals for up to 26 different 
commodities traded on major corn 
modites exchanges. LP uses the ac 
crual method of accounting to corn 
pute income for federal tax purposes. 
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For each commodity for which LP 
elected to receive trading signals, X 
was to be paid a 900x dollar fee, of 
which 225x dollars was in cash and 
the remainder in the form of a 
12-year full recourse promissory note, 
requiring equal quarterly payments. 
LP was also required to pay X in 
cash each year additional fees based 
upon performance and the total 
amount of customers' funds under 
LP's management during that year. 

X claims that its relationship with 
LP is that of franchisor-franchisee 
and is controlled for tax purposes by 
section 1253 of the Internal Revenue 
Code. X therefore contends that the 
fees paid to license the trading sig- 
nals constitute contingent fees under 
section 1253(d)(1). This contention is 
based on characterizing the total pay- 
ments under the agreement as pay- 
ments that are contingent on the 
number of commodities (which could 
vary from 1-26) for which LP elects 
to receive trading signals. X contends 
as well that the fees based on perfor- 
mance and the amount of customers' 
funds under management also consti- 
tute contingent fees, as defined in 
section 1253(d)(1). 

X plays no part in the management 
or operation of LP's business, and 
LP acquired no rights to the name, 
trademarks, or logos of X. X has no 
control over the manner in which LP 
utilizes the trading signals. 

For the tax year 1983, LP had a 
cash outlay, exclusive of business 
formation costs, of 225x dollars for 
each commodity for which it elected 
to receive trading signals. For that 
tax year, LP claimed a deduction for 
the entire 900x dollar cost for each 
commodity for which LP elected to 
receive trading signals. 

LAW AND ANALYSIS 

Section 162(a) of the Code pro- 
vides that there shall be allowed as a 
deduction all the ordinary and neces- 
sary expenses paid or incurred during 
the tax year in carrying on any trade 
or business. 

Section 1253(b) of the Code states 
that the term franchise includes an 
agreement which gives one of the 
parties to the agreement the right to 
distribute, sell, or provide goods, 
services, or facilities, within a speci- 
fied area. 

Section 1253(d)(1) of the Code 
states that amounts paid or incurred 

during the tax year on account of a 
transfer, sale, or other disposition of 
a franchise, which are contingent on 
the productivity, use, or disposition 
of the franchise, shall be allowed as 
a deduction under section 162(a). 

The legislative history of section 
1253 of the Code shows that Con- 
gress did not intend section 1253 to 
control transactions like the one be- 
tween LP and X. As indicated by the 
Senate Finance Committee report, 
this section was intended to apply to 
systems of distribution generally 
characterized by many or all of the 
traditional indicia of franchise ar- 
rangements. These include the contin- 
ued use by the franchisee of the 
franchisor's trade name and trade- 
marks, quality controls by the 
franchisors, management and opera- 
tional guidance, and common adver- 
tising and promotion by the 
franchisor, within a specified area. 
See S. Rep. No. 91-552, 91st Cong. , 
1st Sess. 207-211 (1969), 1969-3 C. B. 
423, 554-557. X and LP are totally 
independent entities and are not part 
of a common system of distribution, 
promotion, or management. LP does 
not distribute, sell, or provide to its 
customers the information provided 
to LP by X. LP is merely a licensee 
of information compiled and pro- 
vided by X, and not a franchisee. 
Therefore, the provisions of section 
1253 are inapplicable to this situa- 
tion. 

The fees paid by LP to X for 
receipt of the trading signals are 
ordinary and necessary business ex- 
penses deductible by LP over the 
duration of the franchise agreement, 
as provided by section 162(a) of the 
Code. Section 1. 162-1(a) of the 
Income Tax Regulations provides 
that among the items included in 
business expenses is rental for the 
use of business property. Section 
1. 162-11(a) provides that if a 
leasehold is acquired for business 
purposes for a specific sum, the 
purchaser may take as a deduction 
an aliquot share of the cost of the 
leasehold each year during the term 
of the leasehold. 

Rev. Rul. 74-358, 1974-2 C. B. 43, 
concerns amounts paid for contracts 
that permit a television station to 
exhibit films an unlimited number of 
times during a limited period of time. 
The ruling holds that section 
1. 162-11(a) of the regulations applies 

Section 1253 
to payments for these contracts, 
whether the contracts are licenses or 
leases. 

In the present situation, LP has 
contracted to receive and use the 
signals chosen an unlimited number 
of times during the 12-year term of 
the agreement. Therefore, like the 
contracts in Rev. Rul. 74-358 de- 
scribed above, the license fees paid 
by LP are governed by the provisions 
of section 1. 162-11(a) of the regula- 
tions. LP is entitled to deduct a 
ratable portion of the fees for the 
signals each year. In addition, LP is 
entitled to deduct in the years in 
which they are incurred the fees 
based on performance and the 
amount of funds under management. 

Even if the arrangement between X 
and LP were to be construed as a 
franchise with contingent fees that 
are subject to the provisions of sec- 
tion 1253(d)(1) of the Code, the 
timing for the deduction of the fees 
under section 162(a) would be subject 
to the provisions of section 461(a) 
and section 1. 461-1(a)(2) of the regu- 
lations. See Rev. Rul. 81-262, 1981-2 
C. B. 164. 

After July 18, 1984, the timing of 
deductions taken by a taxpayer in 
LP's situation is determined by sec- 
tion 461(h) o f the Code. Section 
461(h) provides that in determining 
whether an amount has been incurred 
with respect to any item, the all 
events test shall not be treated as met 
any earlier than when economic per- 
formance occurs. Section 461(h)(2) 
(A)(i) provides that if the liability of 
the taxpayer arises out of services to 
the taxpayer by another person, eco- 
nomic performance occurs as that 
other person provides the services. 
Since the payments to X constitute 
rental payments under section 
1. 162-11(a) of the regulations, per- 
formance corresponds to the rental 
period covered by the fees paid or 
incurred. Thus, application of section 
461(h) provides the result described 
above regardless of whether the con- 
tractual relationship between X and 
LP is governed by section 1253. LP 
could still deduct a ratable portion of 
the 900x dollar fee for each year of 
the agreement. Moreover, section 
461(h) would not preclude the deduc- 
tion of any other fees that are other- 
wise deductible and that are allocable 
to the performance of X in a given 
year. 
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Section 1253 
HOLDING 

The licensing agreement between 
LP and X does not constitute a 
franchise under section 1253 of the 
Code. Thus, the fees payable by LP 
to X pursuant to the licensing agree- 
ment are not contingent payments 
under section 1253(d)(1). The fees for 
the trading signals are for the unlim- 
ited access to the computer informa- 
tion for a limited period of time and, 
therefore, are deductible ratably over 
that period of time in accordance with 
the provisions of section 1. 162-11(a) 
of the regulations. The fees that are 
contingent on the performance of the 
commodities and on the amount of 
customers' funds under management 
may be deducted in whole in the year 
in which they are incurred. 

Section 1256. — Section 1256 
Contracts Marked to Market 

Regulated futures contracts; 
nonequity option. An option on the 
Institutional Index of the American 
Stock Exchange is a nonequity option 
for purposes of section 1256 of the 
Code. 

Rev. Rul. 87-67 

ISSUE 

Whether an option on the Institu- 
tional Index of the American Stock 
Exchange is a nonequity option 
within the meaning of section 
1256(g)(3) of the Internal Revenue 
Code. 

LA II' 

Section 1256 of the Code pre- 
scribes special rules for reporting 
gains and losses from "section 1256 
contracts. " 

Section 1256(b) of the Code de- 
fines the term "section 1256 con- 
tract" as any regulated futures con- 
tract, any foreign currency contract, 
any nonequity option, and any dealer 
equity option. 

Section 1256(g)(3) of the Code pro- 
vides that the term "nonequity op- 
tion" means any listed option which 
is not an equity option. 

Section 1256(g)(5) of the Code pro- 
vides that the term "listed option" 
means any option (other than a right 
to acquire stock from the issuer) 
which is traded on (or subject to the 
rules of) a qualified board or ex- 
change. 

Section 1256(g)(7) of the Code pro- 
vides that the term "qualified board 
or exchange" includes a national se- 
curities exchange which is registered 
with the Securities and Exchange 
Commission. 

Section 1256(g)(6)(A) of the Code 
provides that except as provided in 
section 1256(g)(6)(B), the term "eq- 
uity option" means any option (i) to 
buy or sell stock, or (ii) the value of 
which is determined directly or indi- 
rectly by reference to any stock (or 
group of stocks) or stock index. 

Section 1256(g)(6)(B) of the Code 
provides that the term "equity op- 
tion" does not include any option 
with respect to any group of stocks 
or stock index if (i) there is in effect 
a designation by the Commodity Fu- 
tures Trading Commission of a con- 
tract market for a contract based on 
such group of stocks or index, or (ii) 
the Secretary determines that such 
option meets the requirements of law 
for such a designation. 

HOLDING 

The Internal Revenue Service has 
determined that an option on the 
Institutional Index of the American 
Stock Exchange is a nonequity option 
within the meaning of section 
1256(g)(3) of the Code. This determi- 
nation applies to positions established 
on or after July 27, 1987. 

Part V. -Special Rules for Bonds and Other 

Debt Instruments 

Subpart A. -Original Issue Discount 

Section 1273. — Determination of 
Amount of Original Issue Discount 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of July 1987. See Rev. Rul. 87-55, 
this page. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of August 1987. See Rev. Rul. 
87-68, page 213. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of September 1987. See Rev. Rul. 
87-83, page 214. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of October 1987. See Rev. Rul. 
87-100, page 214. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of November 1987. See Rev. Rul. 
87-109, page 215. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates are set forth for 
the month of December 1987. See Rev. Rul. 
87-128, page 216. 

Section 1274. — Determination of 
Issue Price in the Case of Certain 
Debt Instruments Issued for 
Property 

(Also Sections 280G, 382, 383, 467, 468, 483, 
1273, 1288, 7872) 

Rev. Rul. 87-55 
For purposes of section 1274(d) of 

the Internal Revenue Code, the short- 
term, mid-term, and long-term appli- 
cable federal rates (AFR) for the 
month of July 1987 are as follows: 

~Munrhl 

Short- Term 
AFR 

110% AFR 
120% AFR 

7. 50% 
8. 26% 
9. 02% 

7. 36% 
8. 10% 
8. 83% 

7. 29% 
8. 02% 
8. 73% 

7. 25% 
7. 97% 
8. 67% 

Mid- Term 
AFR 

110% AFR 
120% AFR 

8. 56% 
9. 43% 

10. 31% 

8. 38 7o 

9. 22% 
10. 06% 

8. 29% 
9. 12% 
9. 94% 

8. 24% 
9. 05% 
9. 86% 

Long- Term 
AFR 

110% AFR 
120% AFR 

8. 91% 
9. 82% 

10. 73% 

8. 72% 
9. 59% 

10. 46% 

8. 63% 
9. 48% 

10. 33% 

8. 57% 
9. 40% 

10. 24% 

Period for Compounding 
Annual Semiannual Quuarterl 
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Section 1274 

For purposes of section 1288 of the Code, the sport-term, mid-term, and long-term adjusted federal rates (adJusted 

AFR) for the month of July 1987 are as follows: 

Short-terin 
AFR 

Mi d- ternt 
AFR 

Long-1ernt 
Al R 

Annual 

4. 82% 

6. 04% 

7. 46% 

Period for Cotnpounding 

Semiannual 

4. 76% 

5. 95% 

7. 33% 

Quar lerly 

4. 73% 

5. 91% 

7. 26% 

Monthly 

4. 71% 

5. 88% 

7. 22% 

purposes «section 382 of the Code, the adjusted federal long-term rate and the long-germ tax-exempt rate for 

July 1987 are as follows: 

Adjusted federal long-term rate for July 7. 46% 
Long-«rm tax-exempt rate for ownership changes during July (the highest of the adjusted federal 

long-term rates for the current month and the prior two months) 7. 46% 

As described in Rev. Rul. 86-17, 1986-1 C. I1. 377, for purposes of section 7872(e)(2) of the Code, the 

"blended annual rate" for 1987 is 6. 81 percent. 

(Also Sections 280G, 382, 383, 467, 468, 483, 1273, 1288, 7872. 1 

Rev. Rul. 87-68 
For purposes of section 1274(d) of the Internal Revenue Code, the short-term, mid-term, and long-term applicable 

federal rates (AFR) for the month of August 1987 are as follows: 

Short- Term 

AFR 
110olo AFR 
120% AFR 

Mid- Term 

AFR 
110% AFR 
120% AFR 

Long- Term 

AFR 
110% AFR 
120% AFR 

Annual 

7. 16% 
7. 89% 
8. 63% 

8. 19% 
9. 02% 
9. 87% 

8. 58% 
9. 45% 

10. 33% 

Period for Compounding 

Semiannual 

7. 04% 
7. 74% 
8. 45% 

8. 03% 
8. 83% 
9. 64% 

8. 40% 
9. 24% 

10. 08% 

Quarterly 

6. 98% 
7. 67% 
8. 36% 

7. 95% 
8. 73% 
9. 53% 

8. 31% 
9. 14% 
9. 96% 

Monthly 

6. 94% 
7. 62% 
8. 30% 

7. 90% 
8. 67% 
9. 45% 

8. 26% 
9. 07% 
9. 97% 

For purposes of section 1288 of the Code, the short-term, mid-term, and long-term adjusted federal rates (adjusted 
AFR) for the month of August 1987 are as follows: 

Short- Term 

AFR 

Mid- Term 

AFR 

Long- Term 

AFR 

A nnual 

4. 51% 

5, 68% 

7. 11% 

Period for Compounding 

Semiannual 

4. 46% 

5. 60% 

6. 99% 

Quarterly 

4. 44% 

5. 56% 

6. 93% 

Monthly 

4. 42% 

5. 54% 

6. 89% 

7. 46% 

For purposes of section 382 of the Code, the adjusted federal long-term rate and the long-term tax-exempt rate for 
August 1987 are as follows: 

Adjusted federal long-term rate for August 7. 11% 
Long-term tax-exempt rate for ownership changes during August (the highest of the adjusted federal 

long-term rates for the current month and the prior two months) 
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Section 1274 
(Also Sections 280G, 382, 383, 467, 468, 483, 1273, 1288) 

Rev. Rul. 87-83 
For purposes of section 1274(d) of the Internal Revenue Code, the short-term, mid-term, and long-term applicable 

federal rates (AFR) for the month of September 1987 are as follows: 

Short- Term 
AFR 

110% AFR 
120/o AFR 
Mid-Term 

AFR 
110% AFR 
120% AFR 
L ong- Term 

AFR 
110% AFR 
120% AFR 

Annual 

7. 32% 
8. 07% 
8. 82% 

8. 46o1o 

9. 33% 
10. 20% 

8. 93'1o 
9. 84 /o 

10. 77% 

Period for Compounding 

Semiannual 

7. 19% 
7. 91% 
8. 63% 

8. 29% 
9. 12% 
9. 95% 

8. 74% 
9. 61% 

10. 49 /o 

Quarterly 

7. 13% 
7. 83% 
8. 54% 

8. 21% 
9. 02% 
9. 83% 

8. 65% 
9. 50 1o 

10. 36% 

Monthly 

7. 08% 
7. 78 1o 

8. 48o1o 

8. 15% 
8. 95o/o 

9. 75 1o 

8. 58% 
9. 42% 

10. 27% 

For purposes of section 1288 of the Code, the short-term, mid-term, and long-term adjusted federal rates (adjusted 
AFR) for the month of September 1987 are as follows: 

Short- term 
AFR 

Mid-term 
AFR 

Long-term 
AFR 

Annual 

4. 82% 

5. 75% 

7. 22% 

Period for Compounding 
Semiannual 

4. 76% 

5. 67% 

7. 09% 

Quarterly 

4. 73% 

5. 63% 

7. 03% 

Monthly 

4. 71% 

5. 60% 

6. 99% 

For purposes of section 382 of the Code, the adjusted federal long-term rate and the long-term tax-exempt rate for 
September 1987 are as follows: 

Adjusted federal long-term rate for September 7. 22o1o 

Long-term tax-exempt rate for ownership changes during September (the highest of the adjusted federal 
long-term rates for the current month and the prior two months) 7. 46% 

(Also Sections 280G, 382, 383, 467, 468, 483, 1273, 1288, 7872. ) 

Rev. Rul. 87-100 
For purposes of section 1274(d) of the Internal Revenue Code, the short-term, mid-term, and long-term applicable 

federal rates (AFR) for the month of October 1987 are as follows: 

Short- Term 
AFR 

110% AFR 
120% AFR 

Mid- Term 
AFR 

110% AFR 
120% AFR 

Long- Term 
AFR 

110% AFR 
120o/o AFR 

Annual 

7. 79% 
8. 58% 
9, 38% 

8. 91% 
9. 82% 

10. 73~1o 

9. 36% 
10. 32o/o 

11. 28% 

Period for Compounding 

Semiannual 

7. 64% 
8. 40% 
9. 17o/o 

8. 72% 
9. 59% 

10. 46% 

9. 15o1o 

10. 07~1o 

10, 98% 

Quarterly 

7. 57% 
8. 31% 
9. 07% 

8. 63% 
9. 48o1o 

10. 33% 

9. 05% 
9. 95% 

10. 83% 

Monthly 

7. 52% 
8. 26 /o 

9. 00 /o 

8. 57~1o 

9. 40 1o 

10. 24% 

8. 98% 
9. 87% 

10. 74 /o 
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Section 1274 
For purposes of section 1288 of the Code, the short-term, mid-term, and long-term adjusted federal rates (adjusted 

AFR) for the month of October 1987 are as follows: 

Short- Term 
AFR 

Mid-term 
AFR 

Long- Term 
AFR 

Annual 

4. 98% 

6. 02o/o 

7. 44o/o 

Period for Compounding 
Semiannual 

4. 92% 

5. 93 /o 

7. 31o/o 

Quarterly 

4. 89% 

5. 89% 

7. 24% 

Monthly 

4. 87% 

5. 86% 

7. 20o/o 

F«purposes of section 382 of the Code, the adjusted federal long-term rate and the long-term tax-exempt rate for 
October 1987 are as follows: 

Adjusted federal long-term rate for October 7. 44o/o 

Long-term tax-exempt rate for ownership changes during October (the highest of the adjusted federal 
long-term rates for the current month and the prior two months) 7. 44o/o 

(A/so Sections 280G, 382, 383, 467, 468, 483, 1273, l288) 

Rev. Rul. 87-109 
For purposes of section 1274(d) of the Internal Revenue Code, the short-term, mid-term, and long-term applicable 

federal rates (AFR) for the month of November 1987 are as follows: 

Short- Term 
AFR 

110% AFR 
120% AFR 
Mid- Term 

AFR 
110% AFR 
120% AFR 
Long- Term 

AFR 
110/o AFR 
120o/o AFR 

Annual 

8. 38% 
9. 23% 

10. 09% 

9. 54o/o 

10. 51% 
11. 49o/o 

9. 92o/o 

10. 94% 
11. 97% 

Period for Compounding 
Semiannual 

8. 21% 
9. 03o/o 

9. 85o/o 

9. 32% 
10. 25o/o 

11. 18% 

9. 69% 
10. 66o/o 

11. 63% 

Quarterly 

8. 13 o/o 

8. 93% 
9. 73o/o 

9. 21o/o 

10. 12o/o 

11. 03% 

9. 58 /o 

10. 52% 
11. 47% 

Monthly 

8. 07o/o 

8. 86 /o 

9. 65 /o 

9. 14 /o 

10. 04% 
10. 93o/o 

9. 50% 
10. 43% 
11. 36% 

For purposes of section 1288 of the Code, the short-term, mid-term, and long-term adjusted federal rates (adjusted 
AFR) for the month of November 1987 are as follows: 

Period for Compounding 
Annual Semiannual Quarterly Monthly 

Short- term 
AFR 

Mid-term 
AFR 

Long-term 
AFR 

5. 79% 

6. 96o/o 

8. 00o/o 

5. 71 o/o 

6. 84o/o 

7. 85 /o 

5. 67% 

6. 78% 

7. 77% 

5. 64% 

6. 74% 

7. 72 /o 

For purposes of section 382 of the Code, the adjusted federal long-term rate and the long-term tax-exempt rate for 
November 1987 are as follows: 

Adjusted federal long-term rate for November 8. 00o/o 
Long-term tax-exempt rate for ownership changes during November (the highest of the adjust federal 

long-term rates for the current month and the prior two months) 8. 00% 
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Section 1274 
(Atso Sections 280G, 382, 383, 467, 468, 483, /273, /288. ) 

Rev. Rul. 87-128 
For purposes of section 1274(d) of the Internal Revenue Code, the short-term, mid-term, and long-term applicable 

federal rates (AFR) for the month of December 1987 are as follows: 

Short- Term 
AFR 

110/o AFR 
120% AFR 
Mid- Term 

AFR 
110% AFR 
120o/o AFR 

Long- Term 
AFR 

110% AFR 
120% AFR 

Annual 

7. 62o/o 

8. 40% 
9. 18% 

8. 95% 
9. 87% 

10. 79% 

9. 38% 
10. 34o/o 

11. 30o/o 

Period for Compounding 
Semiannual 

7. 48o/o 

8. 23% 
8. 98% 

8. 76% 
9. 64o/o 

10. 51% 

9. 17% 
10. 09% 
11. 00% 

Quarterly 

7. 41% 
8. 15% 
8. 88% 

8. 67o/o 

9. 53% 
10. 38% 

9. 07% 
9. 97% 

10. 85% 

Monthly 

7. 37% 
8. 09% 
8. 82% 

8. 60o/o 

9. 45% 
10. 29o/o 

9. 00o/o 

9. 88% 
10. 76% 

For purposes of section 1288 of the Code, the short-term, mid-term, and long-term adjusted federal rates (adjusted 

AFR) for the month of December 1987 are as follows: 

Period for Compounding 
A nnual Semiannual Quarterly Monthly 

Short- Term 
AFR 

Mid-Term 
AFR 

Long- term 
AFR 

5. 72o/o 

7. 00% 

8. 04% 

5. 64% 

6. 88% 

7. 88% 

5. 60% 

6. 82o/o 

7. 80% 

5. 57o/o 

6. 78o/o 

7. 75o/o 

For purposes of section 382 of the Code, the adjusted federal long-term rate and the long-term tax-exempt rate for 

December 1987 are as follows: 

Adjusted federal long-term rate for December 
Long-term tax-exempt rate for ownership changes during December (the highest of the adjusted 

federal long-term rates for the current month and the prior two months) 

8. 04 /o 

8. 04 /o 

Subpart D. -Miscellaneous Provisions 

Section 1288. — Treatment of 
Original Issue Discount on Tax- 
Exempt Obligations 

The adjusted applicable federal short-term, 
mid-term, and long-term rates for the month of 
July 1987. See Rev. Rul. 87-55 page 212. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates for the month of 
August 1987. See Rev. Rul. 87-68 page 213. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates for the month of 
September 1987. See Rev. Rul. 87-83 page 214. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates for the month of 
October 1987. See Rev. Rul. 87-100, page 214. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates for the month of 
November 1987. See Rev. Rul. 87-109, page 
215. 

The adjusted applicable federal short-term, 
mid-term, and long-term rates for the month of 
December 1987. See Rev. Rul. 87-128, this 
page. 

Part VI. -Treatment of Certain Passive 

Foreign Investment Companies 

Subpart C. -General Provisions 

Section 1296. — Passive Foreign 
Investment Company 

Passive foreign investment com- 
pany; manufacturing trade or busi- 
ness. A controlled foreign corpora- 
tion actively engaged in a 
manufacturing trade or business is a 
passive foreign investment company 
when 50 percent or more of the 
assets it owns directly or indirectly 

through certain lower-tier cor- 
porations produce passive income or 
are held for the production of pas- 
sive income. 

Rev. Rul. 87-90 

ISSUE 

Is a controlled foreign corporation 
actively engaged in a manufacturing 
trade or business a passive foreign 
investment company under the facts 
described below? 

FACTS 

P, a domestic corporation, owns 
all of the stock of FSI, a controlled 
foreign corporation (CFC) within the 
meaning of section 957 of the Inter 
nal Revenue Code. FSI is organized 
under the laws of foreign country F 
and maintains a calendar year annual 
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accounting period for financial and 
tax purposes. During the period 1978 
through 1987 FS1 operated a branch 
in foreign country G that manufac- 
tures and sells product M to unre- 
lated distributors located throughout 
Europe. FSI's assets, other than 
stock in FS2, described below, are as 
follows: (1) property with an average 
value of 1, 000x dollars during 1987 
which is located in the country G 
branch and used to conduct its man- 
ufacturing activities; and (2) property 
producing passive income as defined 
in section 1296(b) of the Code that 
during 1987 had an average value of 
100x dollars. It is assumed that the 
sales income derived by the branch is 
not foreign base company sales in- 
come because the branch is engaged 
in manufacturing within country G. 
See section 1. 954-3(a)(4) of the In- 
come Tax Regulations. 

FS1 owns all the stock of FS2, a 
CFC organized under the laws of 
foreign country H. Throughout the 
period 1978 to 1987, FS1 contributed 
most of its manufacturing profits to 
FS2 for investment by FS2. During 
1987, FS2 owned assets that had an 
average value of 1, 000x dollars and 
produced only passive income within 
the meaning of section 1296(b) of the 
Code. None of FS2's assets is an 
ownership interest in a subsidiary 
corporation the value of which equals 
or exceeds 25 percent of the total 
value of all outstanding stock in the 
subsidiary corporation. All of FS2's 
income is subpart F income within 
the meaning of section 952. 

LAW AND ANALYSIS 

Any United States person who is a 
shareholder of a passive foreign in- 

vestment company is potentially tax- 
able under section 1291 of the Code 
on receipt of a distribution paid by 
the passive foreign investment com- 

pany or upon disposition of the stock 
in the passive foreign investment 

company. Section 1291 imposes tax 
which includes an interest charge 
based on the value of tax deferral on 
income realized from a passive for- 

eign investment company. Section 
1293, however, provides that each 

United States person who is a share- 

holder of a passive foreign invest- 

ment company that makes the elec- 

tion under section 1295 to be a 
qualified electing fund is taxed cur- 

rently on his pro rata share of the 

Section 1366 

income of the passive foreign invest- 

ment company. If a passive foreign 
investment company that has made 

the election under section 1295 also is 

a controlled foreign corporation 
within the meaning of section 957, 
section 951(f) provides that an 
amount that otherwise would be in- 

cluded in the gross income of a 
United States shareholder (as defined 
in section 951(b)) under both section 
951(a)(1)(A)(i) and section 1293 will 

only be included in income under 
section 951(a)(1)(A). Section 
1291(d)(1) provides that the section 
1291 tax shall not apply to distribu- 
tions from a qualified electing fund, 
or to dispositions of stock in a 
passive foreign investment company 
that has been a qualified electing 
fund for each of its taxable years 
beginning after 1986 that include any 
portion of the taxpayer's holding 
period. 

Section 1296(a) defines a passive 
foreign investment company as any 
foreign corporation if either 75 per- 
cent or more of its gross income for 
the taxable year is passive income as 
defined in section 1296(b), or 50 
percent or more of the average value 
of its assets during the tax year 
produce passive income or are held 
for the production of passive income. 
Section 1296(c) provides that, for 
purposes of determining whether a 
foreign corporation is a passive for- 
eign investment company, a foreign 
corporation will be treated as owning 
its proportionate share of the assets 
and receiving its proportionate share 
of the income of any subsidiary in 
which it owns at least 25 percent of 
the stock (determined by value). 

Under section 1296(c), for purposes 
of determining whether FS1 is a 
passive foreign investment company, 
FSJ is treated as owning all of the 
assets of FS2. Accordingly, FSl is 
treated as owning 1, 100x dollars in 
assets that produce passive income 
(1, 000x dollars from FS2 and 100x 
dollars from FS1), and 1, 000x dollars 
in assets used in manufacturing prod- 
uct M. FS1 is a passive foreign 
investment company because at least 
50 percent of the average value of its 
assets during 1987 produce passive 
income. FS2 also is a passive foreign 
investment company because all of its 
assets produce passive income. 

If in 1987 FS1 and FS2 elect under 
section 1295 of the Code to be 

qualified electing funds, P will be 
taxable under section 951(a)(1)(A) 
with respect to FSPs subpart F in- 
come, if any, and all of FS2's in- 

come, and under section 1293 with 
respect to FSPs nonsubpart F in- 
come. 

HOLDING 

A controlled foreign corporation 
that engages in manufacturing is a 
passive foreign investment company 
when 50 percent or more of the 
assets it owns directly or indirectly 
through certain lower-tier corpora- 
tions produce passive income or are 
held for the production of passive 
income. 

Subchapter S. — Tax Treatment of S Corporations 

and Their Shareholders 

Part II. -Tax Treatment of Shareholders 

Section 1366. — Pass-thru of Items 
to Shareholders 

(Also Section 6654; 1. 6654-1. ) 
Estimated tax; pass-thru of items 

to shareholders. Under section 1366 of 
the Code, an individual shareholder's 
pro-rata share of an S corporation's 
gross income from farming or fishing 
is treated as gross income from 
farming or fishing for purposes of 
section 6654(i). Rev. Rul. 76-141 
obsoleted. 

Rev. Rul. 87-121 

ISSUE 

Whether, under section 1366 of the 
Internal Revenue Code, an individual 
shareholder's pro rate share of an S 
corporation's gross income from 
farming or fishing is treated as gross 
income from farming or fishing for 
purposes of the estimated tax provi- 
sions of section 6654(i). 

FACTS 

A, an individual who files federal 
income tax returns on a calendar 
year basis, is a shareholder of A', an 
S corporation as defined by section 
1361 of the Code. All of X's gross 
income is from farming. A's pro rata 
share of X's gross income, as com- 
puted under section 1366, is more 
than 66 2/3 percent of A's total 
gross income from all sources. 

LAW AND ANALYSIS 

Section 1366(a)(l) of the Code pro- 
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Section 1366 
vides that, in determining the tax of 
a shareholder of an S corporation for 
the shareholder's taxable year in 
which the taxable year of the S 
corporation ends, there shall be taken 
into account the shareholder's pro 
rata share of the corporation's — (A) 
items of income (including tax- 
exempt income), loss, deduction, or 
credit the separate treatment of 
which could affect the liability for 
tax of any shareholder, and (B) 
nonseparately computed income or 
loss. 

Section 1366(b) of the Code pro- 
vides that the character of any item 
included in an S corporation share- 
holder's pro rata share under section 
1366(a)(1) shall be determined as if 
such item were realized directly from 
the source from which realized by the 
corporation, or incurred in the same 
manner as incurred by the corpora- 
tion. 

Section 1366(c) of the Code pro- 
vides that, in any case where it is 
necessary to determine the gross in- 
come of a shareholder of an S 
corporation for purposes of the 
Code, such gross income shall in- 
clude the shareholder's pro rata share 
of the gross income of the S corpora- 
tion. Sections 1366(a), (b), and (c) 
are effective for taxable years begin- 
ning after December 31, 1982. 

Section 6654 of the Code provides 
the general rule that individuals filing 
returns on a calendar year basis must 
pay estimated tax in four installments 
by April 15, June 15, and September 
15 of the taxable year and by Janu- 
ary 15 of the following taxable year. 
The required payment for each in- 
stallment is generally 25 percent of 
the lesser of 90 percent of the tax 
shown on the return for the taxable 
year (80 percent for taxable years 
beginning on or before December 31, 
1986) or 100 percent of the tax 
shown on the return for the preced- 
ing taxable year. If, by January 31 of 
the following taxable year, the indi- 
vidual files a return and pays the tax, 
then no addition to tax is imposed 
for any underpayment of the 4th 
installment for the taxable year. 

Section 6654(i) of the Code pro- 
vides a special rule for farmers and 
fishermen. Under section 6654(i)(1), 
if an individual is a farmer or fisher- 
man for a taxable year, there is only 
one installment payment required, 
due by January 15 of the following 

taxable year. The required payment is 
the lesser of 66 2/3 percent of the 
tax shown on the return for the 
taxable year or 100 percent of the tax 
shown on the return for the preced- 
ing year. If the individual files a 
return and pays the tax by March 1, 
then there is no requirement to make 
the installment payment. Similar pro- 
visions that were contained in section 
6073 were replaced by section 6654(i) 
for taxable years beginning after De- 
cember 31, 1984. See section 411 of 
the Tax Reform Act of 1984, 1984-3 
(Vol. 1) C. B. 1, 296. 

Section 6654(i)(2) of the Code pro- 
vides that an individual is a farmer 
or fisherman for any taxable year if 
the individual's gross income from 
farming or fishing for the taxable 
year in question is at least 66 2/3 
percent of the total gross income 
from all sources or the individual's 
gross income from farming or fishing 
shown on the individual's return for 
the preceding taxable year is at least 
66 2/3 percent of the total gross 
income from all sources shown on 
such return. 

Rev. Rul. 76-141, 1976-1 C. B. 
381, considered whether dividends 
from an electing small business cor- 
poration engaged exclusively in farm- 
ing qualify as income from farming 
for the purpose of filing a declara- 
tion of estimated tax under section 
6015 of the Code. The corporation 
was an electing S corporation under 
the predecessor to section 1361 of 
subchapter S of the Code (former 
section 1371 as in effect prior to the 
Subchapter S Revision Act of 1982). 
Based on the prior law, Rev. Rul. 
76-141 held that dividends from a 
small business corporation exclusively 
engaged in the business of farming 
lose their identity as income from 
farming, insofar as the shareholders 
are concerned, and do not qualify as 
income from farming for estimated 
tax purposes. 

The Subchapter S Revision Act of 
1982 sets forth rules for the taxation 
of income earned by, and the allow- 
ance of losses incurred by S corpora- 
tions. These rules generally follow 
the rules governing the taxation of 
partners with respect to items of 
partnership income and loss. See S. 
Rep. No. 640, 97th Cong. , 2d Sess. 
15, 17 (1982), 1982-2 C. B. 718, 725. 
In explaining section 1366 and the 
pass-through of items to sharehold- 

ers, the legislative history states (1) 
that a "conduit" rule for determin- 
ing the character of items realized by 
the corporation and included in the 
shareholder's pro rata share will be 
the same as the partnership rule 
under section 702(b) and (2) that the 
"gross income" determinations made 
by a shareholder will parallel the 
partnership rule under section 702(c). 
Id. 

In illustrating how the "gross in- 
come" determination rules apply to a 
partner of a farming partnership, 
section 1. 702-1(c)(1)(iv) of the In- 
come Tax Regulations states that a 
partner is required to include the 
partner's distributive share of part- 
nership gross income in determining 
the partner's "gross income from 
farming" for purposes of the esti- 
mated tax provisions now contained 
in section 6654(i). The gross income 
determinations made by a share- 
holder of an S corporation parallels 
the gross income determinations 
made by a partner. Thus, an individ- 
ual shareholder must also include the 
shareholder's pro rata share of an S 
corporation's gross income from 
farming for purposes of determining 
the shareholder's individual gross in- 
come from farming for purposes of 
the estimated tax provisions of sec- 
tion 6654(i). 

Accordingly, A's pro rata share of 
income from X is treated as gross 
income from farming for purposes 
of section 6654(i) of the Code, Thus, 
A, must make one installment pay- 
ment by January 15 of the following 
year of the lesser of 66 2/3 percent 
of the tax shown on A's return for 
the taxable year or 100 percent of the 
tax shown on A's return for the 
preceding year. If, however, A files a 
return and pays the tax by March 1, 
then there is no requirement to make 
the installment payment. 

HOLDING 

Under section 1366(c) of the Code, 
an individual shareholder's pro rata 
share of an S corporation's gross 
income from farming is treated as 
the individual's gross income from 
farming for purposes of the esti- 
mated tax provisions of section 
6654(i). Similarly, if an S corporation 
receives income from fishing, an indi- 
vidual shareholder's pro rata share of 
the corporation's fishing income will 
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be treated as the individual's gross 
income from fishing for purposes of 
section 6654(i). 

EFFECT ON OTHER REVENUE 
RULINGS 

Rev. Rul. 76-141 is obsolete for 
taxable years beginning after Decem- 
ber 31, 1982, the effective date of the 
Subchapter S Revision Act of 1982. 

Pari IV. -Definitions; Miscellaneous 

Section 1378. — Taxable Year of S 
Corporation 

26 CFR I8. 1378-It Taxable year of S corpo- 
ration. 

Guidance is provided for any partnership, S 
corporation, or personal service corporation 
that desires to adopt, retain, or change its tax 
year. See Rev. Proc. 87-32, page 396. 

26 CFR 18. 1378-1: Taxable year of S corpora- 

tionn. 

Whether the taxpayer has established, to the 
satisfaction of the Secretary, a business pur- 
pose for adopting, retaining, or changing its 
tax year. See Rev. Rul. 87-57, page 687. 

Chapter 3. -Withholding of Tax on Nonresident 

Aliens and Foreign Corporations 

Subchapter A. — Nonresident Aliens and Foreign 

Corporations 

Section 1441. — Withholding of Tax 
on Nonresident Aliens 

26 CFR 1. 1441-1: Requirement for withhold- 

ing of tax on nonresident aliens, foreign 
partnerships, and foreign corporations. 

Requirements and conditions under which 
Forms 1042S withholding information returns 
may be filed on magnetic tape. See Rev. Proc. 
87-63, page 809. 

Section 1443. — Foreign Tax-Exempt 
Organizations 

26 CFR 1. 1443-1: Foreign tax-exempt organi- 

zations. 

Requirements and conditions under which 

Forms 1042S withholding information returns 

may be filed on magnetic tape. See Rev. Proc. 
87-63, page 809. 

Subchapter B. -Application of 

Withholding Provisions 

Section 1461. — Liability for 
Withheld Tax 

26 CFR l. 1461-2: Return of tax withheld. 

Requirements and conditions under which 
Forms 1042S withholding information returns 

may be filed on magnetic tape. See Rev. Proc. 
87-63, page 809. 

Section 1462. — Withheld Tax as 
Credit to Recipient of Income 

26 CFR 1. 1462-1: Withheld tax as credit to 
recipient of income. 

Requirements and conditions under which 
Forms 1042S withholding information returns 
may be filed on magnetic tape. See Rev. Proc. 
87-63, page 809. 

Section 1463. — Tax Paid by 
Recipient of Income 

26 CFR 1. 1463-1: Tax paid by recipient on 
income. 

Requirements and conditions under which 
Forms 1042S withholding information returns 
may be filed on magnetic tape. See Rev. Proc. 
87-63, page 809. 

Section 1464. — Refunds and Credits 
with Respect to Withheld Tax 

26 CFR 1. 1464-1: Refunds or credits. 

Section 1491 
the grantor is treated as the owner of 
the trust under sections 673 through 
679. Rev. Rul. 69-450 revoked. 

Rev. Rul. 87-61 

ISSUE 

If a United States citizen transfers 
appreciated property to a trust estab- 
lished in a foreign country and if the 
transferor is the owner of the trust 
within the meaning of section 671 of 
the Internal Revenue Code, then is 
that transfer subject to the tax im- 

posed by section 1491? 

FACTS 

In 1983, A, a citizen of the United 
States, established a trust, FT, under 
the laws of Country X by executing a 
trust document and transferring ap- 
preciated property to TT as trustee. 
TT is a bank incorporated in, and 
having its only place of business in, 
Country X. As a result of the trans- 
fer, TT acquired legal title to the 
appreciated property and that prop- 
erty became located in Country X. 

The terms of the trust document 
require the payment of all trust in- 
come to A's adult child B for B's 
life, with remainder to C, A's grand- 
child. Both B and C are citizens and 
residents of Country X. 

When A created the trust, A ex- 
pressly retained certain powers of the 
kind described in Subpart E of Part I 
of Subchapter J of the Code (sec- 
tions 671 through 679). For purposes 
of Subpart E, A was treated as the 
owner of the entire trust from its 
inception in 1983 until December 31, 
1984, when A renounced the powers 
previously retained. A ceased to be 
treated as owner of any portion of 
the trust on December 31, 1984. 

Section 1442. — Withholding of Tax 
on Foreign Corporations 

26 CFR 1. 1442-1: Withholding of tax on 

foreign corporations. 

Requirements and conditions under which 

Forms 1042S withholding information returns 

may be filed on magnetic tape. See Rev. Proc. 
87-63, page 809. 

26 CFR 1. 1442-1: Withholding of tax on 

foreign corporations. 

Whether lender considered to have made a 
direct loan to a related borrower where the 
lender deposits funds with an unrelated entity 

and that entity, in turn, lends funds to the 

borrower. See Rev. Rul. 87-89, page 195. 

Requirements and conditions under which 
Forms 1042S withholding information returns 
may be filed on magnetic tape. See Rev. Proc. 
87-63, page 809. 

Chapter 5. -Tax on Transfers to Avoid Income Tax 

Section 1491. — Imposition of Tax 

26 CFR 1. 1491-1: Imposition of tax. 
(Also Sections 671, 872, 1492, 1494, 7701, 
7805; 1. 671-1, 1. 872-1, 1. 1492-1, 1. 1494-1, 
301. 7805-1. ) 

Transfer of appreciated property to 
a foreign grantor trust. The transfer 
of appreciated property to a foreign 
trust is not subject to the tax im- 
posed by section 1491 of the Code if 

LAW AND ANALYSIS 

Sections 673 through 679 of the 
Code set forth the rules for determin- 
ing when a grantor or other taxpayer 
is treated as the owner of a trust or 
any portion thereof. If a grantor is 
treated as the owner of an entire 
trust, then section 671 and the regu- 
lations interpreting that section pro- 
vide that the grantor must take into 
account in computing the grantor's 
tax liability all of the trust's items of 
income, deduction, and credit as 
though the trust had not been in 
existence during the period the 
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Section 1491 
grantor is treated as the owner. If the 
grantor is treated as the owner of a 
portion of a trust and that portion 
consists of specific trust property and 
its income, then all items directly 
related to that property are to be 
taken into account in computing the 
grantor's income tax liability. Section 
1. 671-3(a) of the Income Tax Regu- 
lations. 

Section 1491 of the Code imposes 
an excise tax on transfers of appreci- 
ated property by United States citi- 
zens or residents to foreign trusts. 
Section 1492 provides certain excep- 
tions to the imposition of the section 
1491 tax. 

Section 1494(a) of the Code pro- 
vides that the tax imposed by section 
1491 shall, without assessment or 
notice and demand, be due and pay- 
able by the transferor at the time of 
the transfer, and shall be assessed, 
collected, and paid under regulations 
prescribed by the Secretary. Section 
1. 1494-1(a) of the regulations pro- 
vides, among other things, that every 
person making a transfer to a foreign 
trust shall make a return to the 
district director on the day which the 
transfer is made and, unless the 
transfer is nontaxable under section 
1492, pay the tax due on the trans- 
fer. 

Section 7701(a)(31) of the Code 
defines the terms "foreign estate" 
and "foreign trust" to mean an 
estate or trust, as the case may be, 
the income of which, from sources 
without the United States that is not 
effectively connected with the con- 
duct of a trade or business within the 
United States, is not includible in 
gross income under subtitle A. 

Under section 872 of the Code, a 
nonresident alien individual does not 
include in gross income items of 
foreign source income unless that 
income is effectively connected with 
the conduct of a trade or business 
within the United States. A nonresi- 
dent alien individual is an individual 
whose residence is not within the 
United States and who is not a 
citizen of the United States. Section 
1. 871-2(a) of the regulations. 

The initial question presented by 
this case is whether FT is a foreign 
trust. Section 7701(a)(31) of the Code 
defines a foreign trust as one whose 
foreign source income "is not includ- 
ible in gross income under subtitle 
A. " In so doing, however, section 

7701(a)(31) does not specify whose 
gross income is not includible. The 
purpose of section 7701(a)(31) is to 
define a class of foreign trusts that is 
analogous to the class of nonresident 
alien individuals. It is therefore rea- 
sonable to conclude that section 
7701(a)(31) is referring to the gross 
income of the trust rather than that 
of the grantor. Furthermore, the leg- 
islative history accompanying the part 
of the Tax Reform Act of 1976 
dealing with foreign trusts indicates 
clearly that Congress did not intend 
that the status of a trust as a foreign 
trust be dependent upon whether the 
grantor is treated as the owner of the 
trust. See S. Rep. No. 94-938, 94th 
Cong. , 2d Sess. 215 (1976), 1976-3 
(Vol. 3) C. B. 49, 253; H. R. Rep. No. 
94-658, 94th Cong. , 1st Sess. 206 
(1975), 1976-3 (Vol. 2) C. B. 695, 
898. Rather, the status of a trust as a 
foreign trust turns upon whether the 
trust is comparable to a nonresident 
alien individual. See Rev. Rul. 
60-181, 1960-1 C. B. 257, citing 
B. W. Jones Trust v. Commissioner, 
46 B. T. A. 531 (1942), aff'd 132 F. 2d 
914 (4th Cir. 1943), which held that a 
trust is a nonresident alien if it is 
foreign as to both alienage and resi- 
dency. See also Rev. Rul. 81-112, 
1981-1 C. B. 598, which applies the 
standards set out in B. W. Jones 
Trust in determining that a dece- 
dent's estate was a foreign estate. In 
the present case, the trust was estab- 
lished in, and is administered under, 
the laws of a foreign country, and 
the trustee is a foreign entity. Fur- 
ther, the trust corpus is located in a 
foreign country. Therefore, FT is like 
a nonresident alien individual and, as 
a result, FT is a foreign trust. 

Rev. Rul. 77-402, 1977-2 C. B. 
222, considers a situation in which a 
grantor established a trust over which 
the grantor at first retained certain 
powers that caused the grantor to be 
treated as the owner of the entire 
trust. The grantor funded the trust 
with a contribution of money, and 
the trustees used the money to ac- 
quire a limited partnership interest in 
a real estate investment partnership. 
During the first few years of the 
trust, the partnership generated losses 
and the grantor, as owner of the 
entire trust, deducted the distributive 
share of partnership losses attribut- 
able to the partnership interest held 

by the trust. When the basis of the 

partnership interest had been signifi- 
cantly reduced, the grantor re- 
nounced the powers that caused the 
grantor to be treated as the owner of 
the trust. 

Rev. Rul. 77-402 holds that the 
grantor recognized gain upon the 
renunciation of powers to the extent 
that the share of partnership liabili- 
ties attributable to the partnership 
interest exceeded the adjusted basis 
of that interest. The ruling explains 
that during the period that the 
grantor was treated as the owner of 
the trust, the grantor was considered 
to be the owner of all the trust 
property for federal income tax pur- 
poses, including the partnership inter- 
est. Consequently, when the grantor 
renounced the powers that caused the 
grantor to be the owner of the trust, 
the grantor is considered to have 
transferred the partnership interest to 
the trust. Example 5 of section 
1. 1001-2(c) of the regulations closely 
parallels the facts and holding of 
Rev. Rul. 77-402. Furthermore, the 
conclusions reached in Rev. Rul. 
77-402 and Example 5 of section 
1. 1001-2(c) were sustained in 
Madorin v. Commissioner, 84 T. C. 
667 (1985). See also Rev. Rul. 85-13, 
1985-1 C. B. 184, which holds that a 
grantor who is treated as the owner 
of an entire trust is considered to 
own the trust assets. Rev. Rul. 85-13 
holds also that a grantor who is 
treated as the owner of a portion of 
a trust represented by specific trust 
property is considered to be the 
owner of that property. 

In the present case, A was treated 
as the owner of the entire trust from 
its inception in 1983 until December 
31, 1984. During that period, all of 
the items of trust income, deduction, 
and credit were attributed to A, and, 
in accordance with Rev. Rul. 77-402 
and Rev. Rul. 85-13, A was consid- 
ered to be the owner of the trust 
assets for federal income tax pur- 
poses. Thus, A is viewed as having 
transferred property to FT only at 
the time A ceased to be the owner of 
the trust. Accordingly, the section 
1491 tax is imposed, not at the time 
that A established the trust, but 
(unless one of the exceptions set out 
in section 1492 of the Code applies) 
at the time A ceased to be the owner 
of the trust. Further, A is subject fo 
the reporting requirements of section 
1. 1494-1(a) of the regulations only at 
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the time A ceased to be the owner of 
the trust. 

Rev. Rul. 69-450, 1969-2 C. B. 
168, considers a transfer to a foreign 
trust. The transfer in that ruling does 
not differ materially from the one 
described in this ruling. Rev. Rul. 
69-450 holds that the transfer of 
appreciated stock to a foreign trust is 
a transfer subject to the provisions of 
section 1491 of the Code even if the 
grantor is the owner of the entire 
trust. Rev. Rul. 69-450 is incorrect 
because it fails to recognize that a 
grantor, as the owner of the entire 
trust, continues to own the trust 
assets until the grantor ceases to be 
the owner of the trust. Rev. Rul. 
69-450 is, therefore, revoked. 

HOLDING 

The transfer by A of appreciated 
property to FT is not a transfer 
subject to the tax imposed by section 
1491 of the Code because A is 
treated as the owner of the entire 
trust within the meaning of section 
671. Rather, unless one of the excep- 
tions set out in section 1492 applies, 
the section 1491 tax is imposed at the 
time A, the grantor, ceases to be the 
owner of the trust, and A must 
comply at that time with the report- 
ing requirements of section 1494 and 
the related regulations. 

The holding of this ruling would 
be the same if the grantor, rather 
than being treated as the owner of 
the entire trust, were treated as own- 

ing only the portion of the trust 
represented by the transferred prop- 
erty. See Section 1. 671-3(a)(2) of the 
regulations. In addition, the holding 
of this ruling would be the same if 
the grantor ceased to be treated as 

the owner of the trust due to the 
expiration or lapse of powers. Fur- 
ther, the holding would be the same 

if the grantor was treated as the 
owner of the trust because of powers 
exercisable by a party other than the 

grantor, and the grantor's ownership 

of the trust ceased due to the release 
of renunciation of those powers by 
that other party, or by the expiration 
or lapse of the powers. 

EFFECT ON OTHER 
DOCUMENTS 

Rev. Rul. 69-450 is revoked. 

PROSPECTIVE APPLICATION 

Pursuant to authority granted by 
section 7805(b) of the Code, the 
holding of this ruling will not be 

applied adversely to a taxpayer if the 
transfer of appreciated property to a 
foreign trust occurred before July 13, 
1987, and at the time of the transfer 
of appreciated property in trust, the 
grantor complied with the require- 
ments of sections 1491 (unless section 
1492 applied) as set forth in the 
holding of Rev. Rul. 69-450. 

Section 1492. — Nontaxable 
Transfers 

26 CFR 1. 1492-1: Nontaxable transfers. 

A taxpayer who transfers appreciated prop- 
erty to a foreign trust is not subject to the tax 
imposed by section 1491 of the Code if the 
taxpayer is treated as the owner of the trust 
under sections 673 through 679. See Rev. Rul. 
87-61, page 219. 

Section 1494. — Payment And 
Collection 

26 CFR 1. 1494-1: Returns, payment and col- 
lection of tax. 

A taxpayer who transfers appreciated prop- 
erty to a foreign trust is not subject to the tax 
imposed by section 1491 of the Code if the 
taxpayer is treated as the owner of the trust 
under sections 673 through 679. See Rev. Rul. 
87-61, page 219. 

Chapter 6. -Consolidated Returns 

Subchapter A. -Returns and Payment of Tax 

Section 1502. — Regulations 

26 CFR 1. 1502-9: Application of overall for- 
eign loss recapture rules to corporations filing 
consolidated returns. 

Whether the application of overall foreign 
loss rules apply to affiliated groups filing 
consolidated returns. See T. D. 8153, page 174. 

26 CFR 1. 1502-13: Intercompany transactions. 

Whether, if a payor-lessee of a mineral 
property pays a royalty, uses all of the mined 
mineral in the manufacture of depreciable 
property, and files a consolidated income tax 
return with the payee-lessor, the payee-lessor's 
depletion deduction is taken when the royalty 
income is reportable in its separate taxable 
income or when the royalty is received. See 
Rev. Rul. 87-60, page 154. 

Section 2032A 

26 CFR 1. 1502-13: Intercompany transactions. 

When a domestic corporation that files a 
consolidated return with its domestic parent 
distributes to its parent the appreciated stock 
of a controlled foreign corporation, the gain 
recognized under section 311(b) of the Code 
will be deferred pursuant to the consolidated 
return regulations. See Rev. Rul. 87-96, page 
209, 

26 CFR 1. 1502-14: Stock, bonds, and other 
obligations of members. 

When a domestic corporation that files a 
consolidated return with its domestic parent 
distributes to its parent the appreciated stock 
of a controlled foreign corporation, the gain 
recognized under section 311(b) of the Code 
will be deferred pursuant to the consolidated 
return regulations. See Rev. Rul. 87-96, page 
209. 

Section 1504. — Definitions 

26 CFR 1. 1504-1: Definitions. 

ln deciding whether an affiliated group of 
corporations may determine its status as a 
personal holding company on a consolidated 
basis under section 542(b)(1) of the Code, the 
dividend exclusion provisions of section 
542(b)(4) apply only to dividends received by 
the common parent corporation from another 
corporation of which the common parent owns 
more than 50 percent of the outstanding 
voting common stock but is not a member of 
the affiliated group and is not a personal 
holding company. See Rev. Rul. 87-75, page 
152. 

Subtitle B. — Estate and Gift Taxes 

Chapter 11. -Estate Tax 

Subchapter A. — Estate of Citizens or Residents 

Part III. -Gross Estate 

Section 2032A. — Valuation of 
Certain Farm, etc. Real Property 

(Also Section 2035; 20. 2035-1. ) 
Elections to specially value less 

than all qualified real property in- 
cluded in an estate. Property trans- 
ferred by gift within 3 years of death 
is taken into account for purposes of 
the 50 percent eligibility requirement 
and the 25 percent eligibility require- 
ment of section 2032A(b)(1) of the 
Code, but is not taken into account 
for purposes of the 25 percent elec- 
tion test of section 20. 2032A-8(a)(2) 
of the regulations. 

Rev. Rul. 87-122 

ISSUE 

For purposes of meeting the per- 
centage requirements of section 
2032A(b)(1)(A) and (B) of the Inter- 
nal Revenue Code, does a decedent's 
estate take account of qualified real 
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Section 2032A 

property transferred by the decedent 
within 3 years of death? 

FACTS 

D gave farmland A to his children 
in 1985 and paid a gift tax on the 
transfer. D had owned and farmed 
farmland A for more than 6 years 
prior to the transfer. D's children 
continued to own and farm farmland 
A until D died 2 years later, in 1987. 
D made no other gifts within 3 
years of death. 

On the date of D's death, D 
owned farmland B and was using the 
land for farming purposes. D had 
owned and operated farmland B for 
20 years immediately preceding D's 
death. The adjusted value, as defined 
in section 2032A(b)(3) of the Code, 
of D's gross estate, excluding farm- 
land A, was $600, 000. The adjusted 
value of farmland A was $90, 000 at 
the time of D's death. The adjusted 
value of farmland B was $270, 000. 

The executor of D's estate wishes 
to elect special use valuation under 
section 2032A. 

LAW AND ANALYSIS 

Section 2032A(a)(1) of the Code 
provides that, if the decedent was a 
citizen or resident of the United 
States and the executor elects the 
application of section 2032A(d)(2), 
the value of qualified real property 
for estate tax purposes shall be its 
value for farming or business use, 
rather than its fair market value. 

Section 2032A(b)(1)(A) of the Code 
provides that, for purposes of section 
2032A, the term "qualified real prop- 
erty" means real property located in 
the United States which was acquired 
from or passed from the decedent to 
a qualified heir of the decedent and 
which, on the date of the decedent's 
death, was being used for a qualified 
use (that is, for farming or business 
purposes) by the decedent or a mem- 
ber of the decedent's family, but 
only if 50 percent or more of the 
adjusted value of the gross estate 
consists of the adjusted value of real 
or personal property which- 

(i) on the date of the decedent's 
death was being used for a qualified 
use by the decedent or a member of 
the decedent's family, and 

(ii) was acquired from or passed 
from the decedent to a qualified heir 
of the decedent. 
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Section 2032A(b)(1)(B) of the Code 
imposes the additional requirement 
that 25 percent or more of the 
adjusted value of the gross estate 
must consist of real property which 
passed from the decedent to a quali- 
fied heir and which meets certain 
ownership and use requirements. 

Section 2032A(b)(1)(C) of the Code 
requires that during the 8-year period 
ending on the date of the decedent's 
death there have been periods aggre- 
gating 5 years or more during 
which- 

(i) such real property was owned 
by the decedent or a member of the 
decedent's family, and 

(ii) there was material participation 
by the decedent or a member of the 
decedent's family in the operation of 
the farm or other business. 

Section 20. 2032A-8(a)(2) of the Es- 
tate Tax Regulations requires that a 
section 2032A election must include 
sufficient property to satisfy the 25 
percent requirement of section 
2032A(b)(1)(B). 

Section 2035(a) of the Code pro- 
vides that the value of the gross 
estate shall include the value of all 
property to the extent of any interest 
therein of which the decedent has at 
any time made a transfer, by trust or 
otherwise, during the 3-year period 
ending on the date of the decedent's 
death. 

Section 2035(d)(1) of the Code pro- 
vides generally that, except as other- 
wise provided in section 2035(d), sec- 
tion 2035(a) shall not apply to the 
estate of a decedent dying after De- 
cember 31, 1981. 

Section 2035(d)(3)(B) of the Code 
provides that section 2035(d)(1) shall 
not apply for purposes of section 
2032A. 

The purpose of section 2035(d) 
(3)(B) of the Code, as reflected in the 
legislative history, is to prevent 
deathbed transfers of ineligible assets 
from articifically qualifying estates 
for favorable treatment under section 
2032A. H. R. Rep. No. 97-201, 97th 
Cong. , 1st Sess. 186-187 (1981), 
1981-2 C. B. 352, 390. Thus, section 
2035(d)(3)(B) retains the 3-year rule 
of section 2035(a)(1) for purposes of 
determining an estate's qualification 
for section 2032A. Section 2035(d)(3) 
does not include such gifts in the 
value of a decedent's gross estate for 
purposes of determining the amount 
of the federal estate tax liability. 

In the present situation, at D's 
death, the adjusted value of the 
qualified real property owned by D 
comprised less than 50 percent of the 
adjusted value of D's gross estate, 
determined without regard to the gift 
of farmland A made by D within 
three years of death. By operation of 
section 2035(d)(3)(B) of the Code, the 
adjusted value of farmland A must 
be included in the adjusted value of 
D's gross estate for purposes of 
section 2032A. Farmland A contin- 
ued to be qualified real property 
from the time of the gift to the time 
of the decedent's death. Accordingly, 
the adjusted value of farmland A is 
combined with the adjusted value of 
farmland B for purposes of the 50 
percent requirement of section 
2032A(b)(1)(A). Because the adjusted 
values of farmlands A and B 
($360, 000) comprised over 50 percent 
of the adjusted value of D's gross 
estate after the inclusion of farmland 
A ($690, 000) for purposes of section 
2032A, D's estate satisfies the 50 
percent test of section 2032A(b) 
(1)(A). 

The lifetime transfer was of prop- 
erty that qualified for section 2032A 
valuation, and its inclusion in the 
decedent's estate permits, rather than 
prevents, qualification of the estate 
under section 2032A. Although the 
primary purpose of section 2035(d) 
(3)(B) was to disqualify estates when 
the decedent made a transfer shortly 
before his death in an attempt to 
qualify otherwise disqualified prop- 
erty, by its terms it includes not only 
nonqualifying but also qualifying as- 
sets if transferred within 3 years of 
death. Compare section 2035(d)(4) of 
the Code, which explicitly provides 
that an estate shall be treated as 
meeting the 35 percent of adjusted 
gross estate requirement for the in- 
stallment payment privileges under 
section 6166(a)(1) only if the estate 
meets that requirement both with and 
without the application of section 
2035(d)(1). 

Although a decedent's estate takes 
into account property that the dece- 
dent transferred by gift within 3 
years of his death to determine 
whether the 50 percent test is satis- 
fied, section 20. 2032A-8(a)(2) of the 
regulations provides that sufficient 
property to satisfy the 25 percent test 
"must be specially valued under the 
election. " Since farmland A is not 



included in the gross estate of D for 
purposes of subjecting it to estate 
tax, the election necessarily cannot 
cover this property. Therefore, D's 
estate, excluding farmland A, must 
contain sufficient property to allow 
an election with respect to 25 percent 
or more the adjusted value of the 
gross estate, with farmland A in- 
cluded. 

Because the adjusted value of 
farmland B ($270, 000) comprised 
39trt'o of the adjusted value of D's 
gross estate after the inclusion of 
farmland A (690, 000), D's estate has 
sufficient qualified real property to 
satisfy the requirements of section 
20. 2032A-8(a)(2). 

HOLDING 

For purposes of section 2032A of 
the Code, a decedent's estate takes 
account of property transferred by 
the decedent by gift within 3 years of 
death. If such property continued to 
be qualified real property until the 
decedent's death, it may be used to 
satisfy the 50 percent requirement. 
However, the decedent's estate must 
include sufficient property to enable 
the estate to meet the 25 percent test 
described in section 2032A(b)(1)(B) 
and section 20. 2032A-8(a)(2) of the 
regulations. 

26 CFR 20. 2032A-4t Method of valuing farm 
real property. 

Special use value; farms; interest 
rates. The 1987 interest rates to be 
used in computing the special use 
value of farm real property for which 
an election is made under section 
2032A of the Code are listed for 
estates of decedents. 

Rev. Rul. 87-142 

This revenue ruling contains a list 

of the average annual effective inter- 
est rates on new Federal Land Bank 
loans. Under section 2032A(e)(7) 
(A)(ii) of the Internal Revenue Code, 
rates on new Federal Land Bank 
loans are used in computing the 

special use value of real property 
used as a farm for which an election 
is made under section 2032A. This 

revenue ruling also contains a list of 
the states within each land bank 
district. The rates in this revenue 

ruling may be used by estates that 

value farmland under section 2032A 

as of a date in 1987. 
Average annual effective interest 

rates, calculated in accordance with 
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section 2032A(e)(7)(A) of the Code 
and section 20. 2032A-4(e) of the Es- 
tate Tax Regulations, to be used 
under section 2032A(e)(7)(A)(ii) are 
as follows: 

Federal Land Bank District 
in which property is located 
Baltimore 
Columbia 
Jackson (Formerly New Orleans) . 
Louisville 
Omaha . 
Sacramento . 
St. Louis . . . . . 
St. Paul . 
Spokane 
Springfield 
Texas (Formerly Houston). . . . . . . 
Wichita. 

Year of valuation 
1987 
12. 60 
12. 37 
12. 54 
13. 19 
13. 22 
12. 50 
12. 69 
12. 70 
12. 62 
12. 44 
11. 85 
12. 86 

Federal Land Bank District: 

District 
Baltimore . . 

Columbia . . 

Jackson. . . . . 
Louisville. . . 
Omaha. . . . . 
Sacramento, 
St. Louis . . . 
St. Paul . . . . 
Spokane . . . . 
Springfield . . 

Texas. 
Wichita. . . 

Rev. Rul. 81-170, 1981-1 C. B. 
454, which sets forth rates for several 
prior years, contains an illustrative 
computation of an average annual 
effective interest rate. The rates ap- 
plicable for valuations in subsequent 
years are listed in Rev. Rul. 82-104, 
1982-1 C. B. 129 (for 1982); Rev. 
Rul. 83-71, 1983-1 C. B. 227 (for 
1983); Rev. Rul. 84-119, 1984-2 C. B. 
193 (for 1984); Rev. Rul. 85-92, 
1985-2 C. B. 198 (for 1985); and in 
Rev. Rul. 86-85, 1986-1 C. B. 299 
(for 1986). 

Section 2035. — Adjustment for 
Gifts Made within 3 
years of Decedent's Death 

26 CFR 20. 2035-l: Transactions in contempla- 
tion of death. 

For purposes of meeting the percentage re- 
quirements of section 2032A(b)(1)(A) and (B) 
of the Code, does a decedent's estate take 
account of qualified real property transferred 
by the decedent within 3 years of death. See 
Rev. Rul. 87-122, page 221. 

States 
Delaware, District of Columbia, Maryland, Penn- 
sylvania, Virginia, West Virginia. 
Florida, Georgia, North Carolina, South Caro- 
lina. 
Alabama, Louisiana, Mississippi. 
Indiana, Kentucky, Ohio, Tennessee. 
Iowa, Nebraska, South Dakota, Wyoming. 
Arizona, California, Hawaii, Nevada, Utah. 
Arkansas, Illinois, Missouri. 
Michigan, Minnesota, North Dakota, Wisconsin. 
Alaska, Idaho, Montana, Oregon, Washington. 
Connecticut, Maine, Massachusetts, New Hamp- 
shire, New Jersey, New York, Rhode Island, 
Vermont. 
Texas. 
Colorado, Kansas, New Mexico, Oklahoma. 
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Section 3221 
Subtitle C. -Employment Taxes 

Chapter 22. — Railroad Retirement Tax Act 
Subchapter C. -Tax on Employers 

Section 3221. — Rate of Tax 

Determination of Quarterly Rate of 
Excise Tax for Railroad Retirement 
Supplemental Annuity Program 

In accordance with directions in 
section 3221(c) of the Railroad Re- 
tirement Tax Act (26 U. S. C. , 
3221(c)), the Railroad Retirement 
Board has determined that the excise 
tax imposed by such section 3221(c) 
on every employer, with respect to 
having individuals in his employ, for 
each work-hour for which compensa- 
tion is paid by such employer for 
services rendered to him during the 
quarter beginning October 1, 1987, 
shall be at the rate of 24 cents. 

In accordance with directions in 
section 15(a) of the Railroad Retire- 
ment Act of 1974, the Railroad Re- 
tirement Board has determined that 
for the quarter beginning October 1, 
1987, 29. 9 percent of the taxes col- 
lected under sections 3211(b) and 
3221(c) o f the Railroad Retirement 
Tax Act shall be credited to the 
Railroad Retirement Account and 
70. 1 percent of the taxes collected 
under such sections 3211(b) and 
3221(c) plus one hundred percent of 
the taxes collected under section 
3221(d) of the Railroad Retirement 
Tax Act shall be credited to the 
Railroad Retirement Supplemental 
Account. 

By Authority of the Board 

Beatrice Ezerski, 
Secretary to the Board. 

(Filed by the Office of the Federal Register on 
August 19, 1987, 8:45 a. m. , and published 
in the issue of the Federal Register for 
August 20, 1987, 52 F. R. 31457) 

Chapter 23. — Federal Unemployment Tax Act 

Section 3306. — Definitions 

26 CFR 31. 3306(c)(7)-1: Services in employ of 
States or their political subdivisions or instru- 
mentalities. 

Exemption; State Bar of Texas. 
The Service will not follow the deci- 
sion in State Bar of Texas v. United 
States, 560 F. Supp. 21 (N. D. Texas 
1983), holding that at least some of 
the service of the State Bar's employ- 
ees was exempt from the Federal 
unemployment tax. 

Rev. Rul. 87-58 
In State Bar of Texas v. United 

States, 560 F. Supp. 21 (N. D. Tex. 
1983), the court considered whether 
the State Bar of Texas (State Bar) 
was a part of the State of Texas, or 
a political subdivision of Texas, or a 
wholly owned instrumentality of the 
state or a political subdivision, or, if 
not wholly owned, an instrumentality 
that is constitutionally immune from 
tax for purposes of section 3306(c)(7) 
of the Internal Revenue Code, and 
therefore exempt from the federal 
unemployment tax imposed by sec- 
tion 3301. The court held that at 
least some of the service of the State 
Bar's employees was exempt from the 
federal unemployment tax because of 
constitutional immunity and that the 
United States had waived any such 
taxes that might be assessable with 
respect to the remaining service of 
the State Bar's employees. 

In similar cases with respect to 
other professional organizations, the 
Internal Revenue Service will not 
follow the decision in State Bar of 
Texas. 

Chapter 24. -Collection of Income Tax at Source 

Subchapter A. — Withholding from Wages 

Section 3402. — Income Tax 
Collected at Source 

26 CFR 31. 3402(b)-1: Percentage method 
withholding. 

Requirements and conditions for submitting 
Forms W-4 on magnetic tape. See Rev. Proc. 
86-47, page 635. 

26 CFR 31. 3402(f)(1)-1: Withholding exemp- 
tions. 

T. D. 8164 

TITLE 26 — INTERNAL REVENUE. — 
CHAPTER I, SUBCHAPTER C, 
PART 31 — EMPLOYMENT TAXES 
AND COLLECTION OF INCOME 
TAX AT SOURCE 

Submission of Certain Withholding 
Exemption Certificates and 
Entitlement to Additional 
Withholding Exemption 

AGENCY: Internal Revenue Service, 
Treasury. 

ACTION: Final regulations. 

SUMMARY: This document contains 
final regulations under section 3402(f) 

that relate to the submission of with- 
holding exemption certificates when 
the total number of withholding ex- 
emptions claimed on the certificate 
exceeds 10, and to the requirements 
that an employee must meet to be 
entitled to the additional withholding 
exemption in respect of the standard 
deduction. The final rules modify the 
withholding rules as appropriate to 
take into account changes made by 
the Tax Reform Act of 1986. 

DATES: These regulations are effec- 
tive with respect to Forms W-4 re- 
ceived after November 30, 1986. 

SUPPLEMENTARY 
INFORMATION 

BACKGROUND 

On December 17, 1986, the Federal 
Register published temporary regula- 
tions (51 FR 45107) [T. D. 8112, 
1987-1 C. B. 301] and a cross- 
referenced notice (51 FR 45132) 
[LR-144-86, 1987-1 C. B. 805] 
amending the Income Tax Regula- 
tions (26 CFR Part 31) under section 
3402(f) of the Internal Revenue Code 
of 1986. The amendments detail the 
circumstances under which an em- 
ployer must submit an Employee's 
Withholding Allowance Certificate 
and those under which an employee 
may claim an additional withholding 
exemption. The Tax Reform Act of 
1986 (Pub. L. 99-514, 100 Stat. 
2085) increased the amount of each 
withholding exemption. It also modi- 
fied or eliminated a number of de- 
ductions and credits which an em- 
ployee previously could take into 
account in determining the number 
of withholding allowances the em- 
ployee was entitled to claim on the 
withholding exemption certificate. 
The Service did not receive any writ- 
ten comments in response to the 
notice of proposed rulemaking. No 
public hearing was requested or held. 
Accordingly, the proposed regula- 
tions are adopted as proposed. 

EXPLANATION OF PROVISIONS 

Section 3402(f)(2) of the Code pro- 
vides that an employee must furnish 
his or her employer with a withhold- 
ing exemption certificate claiming a 
number of withholding exemptions, 
which may in no event exceed the 
number to which the employee is 
entitled. In an attempt to ensure that 
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employees do not claim an excessive 
number of withholding exemptions, 
current $31. 3402(f)(2)-1(g) provides 
that an employer must submit to the 
Internal Revenue Service a copy of 
any withholding exemption certificate 
if the total number of withholding 
exemptions claimed on the certificate 
exceeds 14. Since the Tax Reform 
Act of 1986 increased the amount of 
each withholding exemption and 
eliminated or limited a number of the 
deductions and credits previously 
used in determining the number of 
withholding allowances to which an 
employee was entitled, in some cases 
the number of withholding exemp- 
tions that an employee is entitled to 
claim has been reduced. To reflect 
these changes, these final regulations 
amend the regulations relating to 
withholding exemption certificates to 
require employers to submit to the 
Service a copy of any Form W-4 or 
W-4A (Employee's Withholding Al- 
lowance Certificate) on which an em- 
ployee claims more than 10 exemp- 
tions. 

Section 31. 3402(f)(1)-1(e) provides 
that an employee may claim an addi- 
tional withholding exemption if cer- 
tain requirements are met. Since the 
Tax Reform Act of 1986 replaced the 
zero bracket allowance with the stan- 
dard deduction and to ensure that 
withholding more closely matches tax 
liabilities, these final regulations 
amend the regulation relating to this 
additional withholding exemption to 
reflect the new law. 

SPECIAL ANALYSES 

The Commissioner of Internal Rev- 
enue has determined that this final 
rule is not a major rule as defined in 

Executive Order 12291 and that a 
regulatory impact analysis therefore 
is not required. It has been certified 
that this rule will not have a signifi- 
cant impact on a substantial number 
of small entities because the eco- 
nomic and any other secondary or 
incidental impact flows directly from 
the underlying statute. A regulatory 
flexibility analysis, therefore, is not 
required under the Regulatory Flexi- 

bility Act (5 U. S. C. chapter 6). 

Adoption of amendments to the 

regulations 

Accordingly, 26 CFR Part 31 is 

amended as follows: 
Paragraph 1. The authority for 

Part 31 is amended by adding the 

following citation: 
Authority: 26 U. S. C. 7805. 

Section 31. 3402(f)(1)-1(e) also issued 
under 26 U. S. C. 3402(m). *** 

Par. 2. Paragraph (e) o f 
$31. 3402(f)(1)-1 is revised to read as 
follows: 
$31. 3402(f)(1)-1 Withholding exemp- 

tions. 

(e) Additional withholding exemp- 
tion to which an employee is entitled 
in respect of the standard deduction. 
After November 30, 1986, an em- 

ployee is entitled to one additional 
withholding exemption unless: 

(1) The employee is married (as 
determined under section 143) and 
the employee's spouse is an em- 

ployee receiving wages subject to 
withholding, or 

(2) The employee has withhold- 
ing exemption certificates in effect 
with respect to more than one 
employer. 

These restrictions do not apply if the 
combined wages of the employee and 
the spouse (if any) from other than 
one employer is less than the amount 
specified in the instructions to Form 
W-4 or W-4A (Employee's With- 
holding Allowance Certificate). 

Par. 3. Paragraph (g)(1) of 
$31. 3402(f)(2)-1 is revised to read as 
follows: 
$31. 3402(f)(2)-1 Withholding exemp- 

tion certificates. 

(g) Submission of certain withhold- 
ing certificates — (I ) General rule. 
With respect to withholding exemp- 
tion certificates received after No- 
vember 30, 1986, an employer shall 
submit, in accordance with paragraph 
(g)(3) of this section, a copy of any 
withholding exemption certificate, to- 
gether with a copy of any written 
statement received from the employee 
in support of the claims made on the 
certificate, which is received from the 
employee during the reporting period 
(even if the certificate is not in effect 
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at the end of the quarter) if the 
employee is employed by that em- 

ployer on the last day of the report- 
ing period and if- 

(i) The total number of withhold- 

ing exemptions (within the meaning 
of section 3402(f)(1) and the regula- 
tions thereunder) claimed on the cer- 
tificate exceeds 10, or 

(ii) The certi ficate indicates that 
the employee claims a status exempt- 
ing the employee from withholding, 
and the exception provided by para- 
graph (g)(2) of this section does not 
apply. 

Par. 4. Section 31. 3402(f)(1)-1T is 

hereby removed. 
Par. 5. Section 31. 3402(f)(2)-1T is 

hereby removed. 
Par. 6. The authority for Part 31 

is amended by deleting the following 
citation: 

Section 31. 3402(f)(1)-1T also is- 
sued under 26 U. S. C. 3402(m). *** 

Lawrence B. Gibbs, 
Commissioner of 

Internal Revenue. 

Approved November 4, 1987. 

O. Donaldson Chapoton, 
Assistant Secretary of 

the Treasury. 

26 CFR 31. 3402(f)(5)-1: Form and contents of 
withholding exemption certificates. 

Requirements and conditions for submitting 
Forms W-4 on magnetic tape. See Rev. Proc. 
87-47, page 635. 

26 CFR 31. 3402(h)(4)-1: Other methods. 

Requirements and conditions for submitting 
Forms W-4 on magnetic tape. See Rev. Proc. 
87-47, page 635. 

26 CFR 31. 3402(p)- 1: Voluntary withholding 
agreements. 

Requirements and conditions for submitting 
Forms W-4 on magnetic tape. See Rev. Proc. 
87-47, page 635. 
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Section 3406 
Section 3406. — Backup Withholding 

26 CFR 35a. 3406-1: 1mposition of backup 
withholding due to notification of an incorrect 
taxpayer identification number. 

T. D. 8163 

TITLE 26 — INTERNAL REVENUE 
CHAPTER I, SUBCHAPTER C- 
EMPLOYMENT TAXES AND 
COLLECTION OF INCOME TAX AT 
SOURCE; SUBCHAPTER H- 
INTERNAL REVENUE PRACTICE 
PART 35a — TEMPORARY 
EMPLOYMENT TAX REGULATIONS 
UNDER THE INTEREST AND 
DIVIDEND TAX COMPLIANCE ACT 
OF 1983 

Imposition of Backup Withholding 
Due to Notification of an Incorrect 
Taxpayer Identification Number and 
the Due Diligence Exception to the 
Imposition of a Penalty For a 
Missing or an Incorrect Taxpayer 
Identification Number 

AGENCY: Internal Revenue Service, 
Treasury. 

ACTION: Temporary regulations. 

SUMMARY: This document provides 
temporary regulations that relate to 
backup withholding on any report- 
able payment when the Internal Rev- 
enue Service notifies the payor or 
broker to backup withhold due to an 
incorrect taxpayer identification num- 
ber. Changes to the applicable tax 
law were made by the Interest and 
Dividend Tax Compliance Act of 
1983 [Pub. L. 98-67, 1983-2 C. B. 
352] and the Tax Reform Act of 
1986 [1986-3 C. B. (Vol. 1) 1]. These 
regulations affect payors, brokers, 
and payees of certain reportable pay- 
ments and provide them with the 
guidance necessary to comply with 
the law. These regulations explain 
when a payor of such reportable 
payments must backup withhold due 
to notification of an incorrect tax- 
payer identification number, provide 
a definition of an incorrect taxpayer 
identification number, and explain 
how a payee may correct his taxpayer 
identification number to avoid the 
imposition of backup withholding 
due to an incorrect taxpayer identifi- 
cation number. 

This document also provides addi- 
tional guidance to payors of report- 

able interest or dividend payments 
with respect to the due diligence 
exception to the imposition of a 
penalty for failing to furnish a tax- 
payer identification number or for 
furnishing an incorrect taxpayer iden- 
tification number on an information 
return filed with the Internal Revenue 
Service. 

DATES: The regulations apply gener- 
ally to reportable payments made 
after December 31, 1983, and infor- 
mation returns filed after December 
31, 1984. However, the requirements 
of $55a. 3406-1 as added by these 
regulations are not effective until 
January 1, 1988. Thus, a payor is 
only required to notify payees and 
backup withhold on payee accounts 
as required by these regulations if the 
payor receives a notice of an incor- 
rect taxpayer identification number 
from the Internal Revenue Service on 
or after January 1, 1988. 

SUPPLEMENTARY 
INFORMATION: 

BACKGROUND 

This document contains temporary 
regulations relating to the require- 
ment that a payor or broker backup 
withhold 20 percent from any report- 
able payment under section 
3406(a)(1)(B) of the Internal Revenue 
Code of 1986. This provision was 
added to the Code by section 104 of 
the Interest and Dividend Tax Com- 
pliance Act of 1983 (Pub. L. 98-67, 
97 Stat. 369, 371) [1983-2 C. B. 352]. 
This document also contains tempo- 
rary regulations relating to due dili- 
gence requirements under section 
6676(b) of the Code as amended by 
section 105 of the Act (Pub. L. 
98-67, 97 Stat. 369, 380). 

On October 4, 1983, the FED- 
ERAL REGISTER published Tempo- 
rary Employment Tax Regulations 
under the Interest and Dividend Tax 
Compliance Act of 1983 (26 CFR 
Part 35a) under sections 3406 and 
6676(b) of the Internal Revenue Code 
of 1954 (26 CFR Part 35a. 9999-1; 
T. D. 7916, 48 FR 45362 [1983-2 
C. B. 272], as amended on November 
25, 1983, by T, D. 7922, 48 FR 
53111) [1983-2 C. B. 282]. Additional 
temporary regulations were published 
in the FEDERAL REGISTER on 
November 25, 1983 (26 CFR Part 
35a. 9999-2; T. D. 7922, 48 FR 53106, 

as amended on December 20, 1983, 
by T. D. 7929, 48 FR 56342 [1984-1 
C. B. 285], and on March 13, 1984, 
by T. D. 7922, 49 FR 9417), on 
December 20, 1983 (26 CFR Part 
35a. 9999-3; T. D. 7929, 48 FR 56330, 
as amended on January 3, 1984, by 
T. D. 7933, 49 FR 63 [1984-1 C. B. 
300], and on August 22, 1984, by 
T. D. 7966, 49 FR 33236) [1984-2 
C. B. 324], on February 28, 1984 (26 
CFR Part 35a. 9999-3A; T. D. 7946, 
49 FR 7227) [1984-1 C, B. 302], on 
August 22, 1984 (26 CFR Part 
35a. 9999-4T, T. D. 7966, 49 FR 
33237, as amended on August 29, 
1984, by T. D. 7972, 49 FR 34340; 
and 26 CFR Part 35a. 9999-5, T. D. 
7967, 49 FR 33240 [1984-2 C. B. 329], 
as amended on September 19, 1984, 
by T. D. 7973, 49 FR 36645 [1984-2 
C. B. 170], on August 20, 1985, by 
T. D. 8046, 50 FR 33526 [1985-2 
C. B. 61], on April 3, 1986, by T. D. 
8046, 51 FR 11447, on December 19, 
1986, by T. D. 8110, 52 FR 45453) 
[1987-1 C. B. 81], and on April 23, 
1987 (26 CFR Part 35a. 3406-2; T. D. 
8137, 51 FR 13430) [1987-1 C. B. 
302]. Those regulations were pub- 
lished primarily to provide guidance 
under the Interest and Dividend Tax 
Compliance Act of 1983. 

Under this document $35a. 3406-1 
is no longer reserved and is added to 
26 CFR Part 35a, Temporary Em- 
ployment Tax Regulations under the 
Interest and Dividend Tax Compli- 
ance Act of 1983. Section 35a. 3406-1 
will contain the temporary regula- 
tions in this document, issued under 
section 3406(a)(1)(B), and will remain 
in effect until superseded by final 
regulations on this subject. 

This document also adds additional 
questions and answers to $35a. 9999-1 
and $35a. 9999-3 concerning the due 
diligence requirements under section 
6676(b) which were published in the 
FEDERAL REGISTER on October 
4, 1983 (26 CFR Part 35a. 9999-1; 
T. D. 7916; 48 FR 45362) and on 
December 20, 1983 (26 CFR Part 
35a. 9999-3; T. D. 7929; 48 FR 
56330). These questions and answers 
also will remain in effect until super- 
seded by final regulations on this 
subject. 

These temporary regulations are 
necessary to provide immediate guid 
ance to payors, brokers, and payees 
when there is notification of an in 
correct taxpayer identification num 
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ber. The Internal Revenue Service 
intends to publish a notice of pro- 
posed rulemaking in the FEDERAL 
REGISTER in the near future that 
will provide comprehensive rules re- 
garding backup withholding. Gener- 
ally, the pertinent provisions of all 
the temporary regulations with re- 
spect to backup withholding will be 
incorporated in the notice of pro- 
posed rulemaking. The notice of pro- 
posed rulemaking will provide the 
public an opportunity to comment on 
the regulations. 

EXPLANATION OF PROVISIONS 

The temporary regulations provide 
guidance concerning the backup with- 
holding process when the payee fur- 
nishes a taxpayer identification num- 
ber (hereafter, "TIN") to the payor, 
and the payor is subsequently noti- 
fied by the Internal Revenue Service 
or by a broker that the number is 
incorrect. In general, payments sub- 
ject to backup withholding due to an 
incorrect TIN are payments required 
to be shown on information returns 
under section 6049(a) (relating to 
returns regarding payments of inter- 
est), 6042(a) (relating to returns re- 
garding payments of dividends and 
corporate earnings and profits), 6041 
(relating to information at source), 
section 6041A(a) (relating to returns 
regarding payments of remuneration 
for services and direct sales), section 
6044 (relating to returns regarding 
payments of patronage dividends), 
section 6045 (relating to returns of 
brokers), section 6050A (relating to 
reporting requirements of certain 
fishing boat operators), and 6050N 
(relating to returns regarding pay- 
ments of royalties), hereinafter "re- 
portable payments. " Some reportable 
payments described in the preceding 
sentence are not subject to backup 
withholding under section 
3406(a)(1)(B) under certain circum- 
stances. In general, these circum- 
stances are described in the regula- 
tions in this document. 

Definition of an Incorrect TIN 

A payee will be subject to backup 
withholding under section 
3406(a)(1)(B) if the Service or a bro- 
ker notifies a payor that the TIN 
furnished by the payee is incorrect. 
The Service will determine that a 
payee provided an incorrect TIN if 

either the name or number provided 
on an information return filed with 

respect to the payee does not match 
the name and associated number on 
the records of the Social Security 
Administration or the Service at the 
time the Internal Revenue Service 
determines if the number is correct. 

Notice to Payors and Brokers 
Regarding Backup Withholding 

The Service will notify payors and 
brokers that the payee is subject to 
backup withholding due to an incor- 
rect taxpayer identification number. 
The form of the notice that the 
Service will send to a payor or 
broker is set forth in the Appendix to 
these temporary regulations. If a 
payor receives notification from the 
Service or a broker that a payee 
provided an incorrect TIN and if at 
the time of such notice that incorrect 
TIN is reflected on a payee's account 
with the payor or will be used by the 
payor on information returns filed 
with the Service with respect to the 
payee, the payor must send a copy of 
the notice or a substitute notice to 
the payee within 5 business days after 
the date the payor receives the notice 
from the Service or a broker. The 
notice generally will inform the payee 
that the payor has been notified that 
the TIN furnished by the payee is 
incorrect and will advise the payee 
that backup withholding may apply 
to reportable payments made to him 
unless he provides his current sur- 
name and TIN under penalties of 
perjury to the payor within 30 busi- 
ness days. 

The payor must also include with 
this notice a reply envelope (self- 
addressed) which may, but is not 
required to, be postage prepaid, and 
a Form W-9 or acceptable substitute 
form on which the payee may certify, 
under penalties of perjury, that he is 
furnishing his correct TIN to the 
payor. 

A broker who receives notice from 
the Service that a payee is subject to 
backup withholding under section 
3406(a)(1)(B) and through whom the 
payee subsequently acquires a readily 
tradable instrument as defined in 
section 3406(h)(6) with respect to 
which the broker is not the payor is 
required to notify the payor of that 
instrument that the payee is subject 
to backup withholding under section 
3406(a)(1)(B). The broker is required 
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to give this information to the payor 
in connection with the transfer in- 
structions for the acquisition. See 
A-41 of $35a. 9999-1 for the time 
and manner in which the broker is 
required to provide this information 
to the payor. Upon receiving the 
notice from a broker, a payor is 
required to notify the payee and to 
begin backup withholding under the 
same rules that apply to payors who 
receive a notice from the Service to 
begin backup withholding under sec- 
tion 3406(a)(1)(B). 

If the payee timely provides a 
certified Form W-9 pursuant to the 
notice of the incorrect TIN, backup 
withholding will not commence on 
the account or will cease if the payor 
has already imposed backup with- 
holding on the account under section 
3406(e)(5)(A). The payor must use 
the name and certified TIN provided 
by the payee on the Form W-9 on 
subsequent information returns re- 
quired to be made with respect to the 
payee. 

If the payee does not furnish an- 
other Form W-9 to the payor within 
the prescribed period, the payor must 
begin withholding on (1) any report- 
able payment made after the close of 
the 30th business day after the day 
the payor received notification from 
the Service or a broker that the payee 
provided an incorrect TIN and (2) 
any withdrawal that occurs after the 
close of the 7th business day after 
the day the payor received notifica- 
tion that the payee provided an in- 
correct TIN to the extent of report- 
able payments made to the payee 
after the date the payor received such 
notification and before the earlier of 
(1) the close of the 30th business day 
after the day the payor received 
notification of an incorrect TIN, (2) 
the date the payor receives a new 
certified TIN from the payee, or (3) 
the date of the withdrawal. For pur- 
poses of the preceding sentence all 
cash withdrawals in an amount up to 
the amount of reportable payments 
made during such period are treated 
as reportable payments. 

After receiving notification of the 
incorrect TIN, the payor may elect, 
however, to begin backup withhold- 
ing on reportable payments made at 
any time during the 30-business-day 
period unless backup withholding is 
required on a withdrawal as de- 
scribed in the preceding paragraph. 
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Backup withholding applies to all 
existing accounts or instruments mak- 
ing reportable payments that a payor 
can locate using reasonable care if 
the incorrect TIN is used on such 
accounts or instruments. 

Backup withholding will continue 
until the payor receives a Form W-9 
from the payee. The payor must stop 
backup withholding under section 
3406(a)(1)(B) within 30 calendar days 
of receiving a Form W-9 from the 
payee. The payor, however, may 
elect to treat the TIN as having been 
received at any time within the 30- 
calendar-day period. The payee still 
may be subject to backup withhold- 
ing if other provisions of section 
3406(a)(1) require backup withhold- 
ing. 

The procedures and the backup 
withholding requirements described in 
the above paragraphs are effective 
only with respect to a notice of an 
incorrect TIN issued by the Service 
on or after January 1, 1988. 

Two Notices of an Incorrect TIN 
8'ithin 3 Calendar Years 

If a payor receives two notifica- 
tions of an incorrect TIN with re- 
spect to a payee, and if the payor is 
still using that second incorrect TIN 
with respect to reportable payments 
made to the payee, the payor must 
send a notice to the payee informing 
him that the payor must impose 
backup withholding on all reportable 
payments made on accounts or in- 
struments for which that incorrect 
TIN is being used and must ignore 
any further TINs received from the 
payee for all existing accounts of the 
payee until the payor is notified by 
the Service that the payee has pro- 
vided a correct TIN. Payors are 
responsible for determining whether 
they have received two notices within 
3 calendar years. A notice of an 
incorrect TIN issued by the Service 
prior to January 1, 1988, shall not be 
considered in determining whether a 
payor has received two notices of an 
incorrect TIN with respect to a payee 
within 3 calendar years. Further, only 
those notices issued by the Service on 
or after January 1, 1990, shall be 
counted as the second of two notices 
of an incorrect TIN with respect to a 
payee within 3 calendar years. Thus, 
a notice issued by the Service in 1988 
or 1989 will be counted as the first 

notice even though a payor may have 
received a notice in both years with 
respect to the same payee. Addition- 
ally, even though a payor receives 
two or more notices in the same 
calendar year with respect to a payee, 
those notices will be treated as one 
notice for that calendar year. 

Miscellaneous 

Payors are required to remit to the 
Service amounts withheld under sec- 
tion 3406(a)(1)(B) in the same man- 
ner as other backup withholding un- 
der section 3406(a)(1). See A-47 of 
$35a. 9999-1 for requirements relating 
to remitting to the Service amounts 
withheld under section 3406. 

These regulations also explain how 
backup withholding applies, describe 
the manner in which the payee must 
furnish a TIN, and provide guidance 
on other procedural and miscella- 
neous issues. 

Due Dthgence 

These regulations provide guidance 
concerning the rules under which a 
payor will be considered to have 
exercised due diligence in attempting 
to comply with his obligation to 
obtain and provide correct TINs to 
the Service. 

Due Diligence Before Notification of 
an Incorrect TIN 

(I) Due Diligence Requirements for 
Pre-I984 Accounts or Instruments 

A payor will be treated as having 
exercised due diligence for his pre- 
1984 accounts or instruments (as de- 
fined in A-34 of $35a. 9999-1) if at 
least annually the payor solicits a 
TIN from the payee for whom the 
payor does not have a TIN provided 
under penalties of perjury. Generally, 
these mailings must meet the require- 
ments of A-5 and A-6 and the 
related questions and answers on due 
diligence under $35a. 9999-1. 

Some payor s have questioned 
whether a return envelope is required 
in the nonseparate annual mailing 
which must be made for years after 
1983 for pre-1984 accounts and in- 
struments with respect to those pay- 
ees who have not provided a certified 
TIN. These regulations clarify that a 
reply envelope (self-addressed) is re- 
quired to be included in the annual 

mailing, but no penalties will be 
assessed against payors for failure to 
provide an reply envelope in 
nonseparate annual mailings made 
before January 1, 1988. Further, the 
failure to include the envelope in the 
mailing shall not be taken into ac- 
count in determining whether a payor 
has exercised due diligence on the 
particular account in a subsequent 
calendar year. 

Questions also have arisen concern- 
ing a TIN that is determined to be 
incorrect as a result of a human, 
clerical, or processing error (collec- 
tively defined as a "processing er- 
ror"). Specifically, the question is 
whether a processing error is a de- 
fense to the penalty under section 
6676(b). The regulations make clear 
that a penalty will be imposed for a 
processing error unless the payor has 
satisfied all the due diligence criteria 
set forth in $35a. 9999-1. The due 
diligence criteria require, in part, that 
the payor must use the same care in 
processing TINs that a reasonably 
prudent payor would use in the 
course of his business in handling 
account information, such as account 
numbers and account balances. Cor- 
relatively, a payor who otherwise 
satisfies the due diligence criteria but 
does not exercise care in processing 
TINs will be liable for the $50 pen- 
alty for each information return filed 
with an incorrect TIN as a result of 
the processing error. Of course, 
payors who did not undertake due 
diligence are liable for the penalty 
whether or not the TIN is incorrect 
due to a processing error. 

Many payors of pre-1984 accounts 
or instruments have inquired how 
they can exercise due diligence with 
respect to those accounts or instru- 
ments for which they do not have a 
certified TIN if they missed one or 
more of the prescribed mailings or 
failed to follow properly the mailing 
procedures under A-5 and A-6 and 
under the related questions and an- 
swers on due diligence under 
$35a. 9999-1. These temporary regula- 
tions reiterate the rule provided in 
the earlier temporary regulations that 
a $50 penalty will be imposed on 
payors for each information return 
filed with an incorrect TIN or a 
missing TIN for which there is not a 
valid awaiting-TIN certification un 
less the payor (1) satisfied the cumu 
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lative due diligence requirements set 
forth in A-5 and A-6 of 535a. 9999-1 
(and the related questions and an- 
swers on due diligence) for the ac- 
count or instrument with respect to 
which an information return was 
filed with an incorrect or an missing 
TIN or (2) received a certified TIN 
from the payee and used it on infor- 
mation returns filed with respect to 
that payee for the calendar year 
subject to the penalty. (See the next 
topical heading which describes the 
requirement for obtaining prospective 
relief from the penalty for those 
payors who did not comply with the 
requirements set forth in A-5 and 
A-6 and in the related questions and 
answers under $35a. 9999-1 and who 
have not obtained a certified TIN 
with respect to such pre-1984 ac- 
counts or instruments. ) 

Thus, for example, if a payor 
receives notice from the Service in 
1988 that an information return was 
filed in 1986 with an incorrect TIN, 
the payor is liable for the penalty for 
all information returns previously 
filed with that incorrect TIN unless 
the payor had a certified TIN from 
the payee at the time the information 
return was filed and used that num- 

ber on the information return or 
made the mailings in the time and 
manner required by A-5 and A-6 
and by the related questions and 
answers on due diligence under 
$35a. 9999-1. Except as provided be- 

low, payors who were required but 

failed to properly make the mailings 

with respect to accounts or instru- 

ments for which the payor does not 
have a certified taxpayer identifica- 

tion number are subject to penalties 

for any year with respect to which 

they file an information return with 

an incorrect or missing taxpayer iden- 

tification number whether or not the 

payor made the mailings at a later 

date or imposed backup withholding 

on the payee. 

(2) Prospective Relief Administrative 
Discretion 

Even though a payor may have 

failed to undertake the mailings as 

described in A-5 and A-6 and in the 

related questions and answers on due 

diligence in $35a. 9999-1, in its ad- 

ministrative discretion the Service will 

not enforce the penalty with respect 
to information returns filed for the 

1988 or subsequent calendar years 

with a missing or an incorrect TIN 
under the following circumstances: 

First, the payor must have sent a 

separate mailing by June 30, 1988, to 
all payess of pre-1984 accounts and 

instruments who have not provided a 
certified taxpayer identification num- 

ber to the payor. Second, the payor 
must have sent nonseparate mailings 

requesting the certified taxpayer iden- 

tification number by December 31 of 
each year subsequent to the year of 
the separate mailing to payees who 

have not by that time provided their 
certified taxpayer identification num- 

bers. Third, if the payee has pro- 
vided no taxpayer identification num- 

ber or one which is obviously 
incorrect (e. g. , contains an incorrect 
number of digits), the payor must 
have commenced backup withholding 
on payments made after December 
31, 1983. Fourth, the payor must use 
the same care in processing taxpayer 
identification numbers provided by 
payees that a reasonably prudent 
payor would use in the course of the 
payor's business in handling account 
information, such as account num- 
bers and account balances. 

In addition, in order to receive 
administrative relief, each year a 
payor must make an affirmative 
showing to the satisfaction of the 
district director or director of the 
Internal Revenue Service Center that 
the person otherwise liable for such 
penalty fulfilled the above require- 
ments or the mailings in 
fj35a. 3406-1(c) or (f)(2) of these regu- 
lations if applicable, with respect to 
the calendar year in question. A 
description of the rules for obtaining 
this relief is set forth in Q/A-56 of 
$35a. 9999-1. 

(3) Due Diligence Requirements for 
Post-1983 A ccounts 

In general, a payor of an account 
or instrument that is a post-1983 
account (as described in A-34 and 
A-41 of $35a, 9999-1) must obtain a 
certified TIN from the payee at the 
time the account is opened in order 
to satisfy due diligence. The Service 
believes that a certified TIN can be 
obtained most easily and efficiently 
at the time the account is opened. 
Thus, if a payor permits a payee to 
open an account or acquire an instru- 
ment without obtaining a certified 
TIN from the payee and an informa- 

tion return is filed by the payor with 

a missing or incorrect TIN, the payor 
will be liable for a penalty whether 
or not the payor backup withheld on 
the account. 

These regulations also amplify the 
few limited circumstances in which 

due diligence may be shown by the 

payor in the absence of obtaining a 
certified TIN from the payee at the 
time the account is opened. These 
include cases where the payor used a 
TIN provided by a broker, cases in 

which a payor records on its books a 
transfer to which the payor was not a 
party, cases in which the payee pro- 
vides the payor with an awaiting-TIN 
certification as discussed below, and 
case in which the payor could have 
exercised due diligence only by incur- 

ring undue hardship. Generally, un- 

due hardship is an extraordinary cost 
or unexpected event such as the de- 
struction of records or place of busi- 
ness by fire or other casualty. Thus, 
the Service anticipates that only in 
exceptional circumstances will there 
be an undue hardship preventing a 
payor from obtaining or reporting a 
certified TIN on an information re- 
turn. 

These regulations clarify the rules 
regarding how a payor may satisfy 
due diligence when the payee pro- 
vides an awaiting- TIN certification 
but fails to provide a certified TIN 
within 60 days. If a payor obtains an 
awaiting-TIN certification in 1984, 
1985, 1986, or 1987, in the manner 
provided in A-18 of $35a. 9999-2, the 
payor will be considered to have 
exercised due diligence by backup 
withholding on reportable payments 
made to the payee after the 60-day 
period if the payee fails to provide a 
certified TIN by that time. These 
regulations also provide that an 
awaiting-TIN certification received in 
1984, 1985, 1986, or 1987 (hereinaf- 
ter a "pre-1988 awaiting-TIN certifi- 
cation") shall become null and void 
on the later of 60 days after the day 
the awaiting-TIN certification is re- 
ceived or January 1, 1988, unless the 
payor (1) continues to backup with- 
hold on reportable payments made to 
the account and (2) sends an annual 
mailing to the payee similar to the 
mailing described in A-5 and A-6 in 
the related questions and answers on 
due diligence under $35a. 9999-1 by 
December 31, of each calendar year 
until a certified TIN is received from 
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the payee or the account is closed. 

Different rules apply for awaiting- 
TIN certifications that are not pre- 
1988 awaiting- TIN certifications. A 
payor who receives an awaiting-TIN 
certification from a payee in 1988 or 
a subsequent calendar year must ob- 
tain a certified TIN from the payee 
within the 60-day period to show due 
diligence. In addition, to exercise due 
diligence the payor must backup 
withhold on any withdrawal during 
the 60-day period that occurs after 
the close of the 7th calendar day 
after the day the payor receives the 
certification to the extent of report- 
able payments made after the day the 
certification is received and before 
the earlier of (1) the date a certified 
TIN is received, (2) the end of the 
60-day period, or (3) the date of 
withdrawal. For purposes of the pre- 
ceding sentence all cash withdrawals 
in an amount up to the amount of 
reportable payments made during 
such period are treated as reportable 
payments. 

If no certified TIN is provided by 
the payee within the 60-day period 
described above and the payor there- 
after files an information return with 
respect to the payee, the payor will 

be liable for the penalty regardless of 
whether the payor imposed backup 
withholding on the payee after the 
60-day period. The payor may close 
the account at the end of the 60-day 
period in order to avoid the penalty. 
A payor who closes an account be- 
cause a payee fails to provide a 
certified TIN will not be in violation 
of the Internal Revenue Code. See 
Q/A-48 of $35a. 9999-1. 

Due Diligence Following Notification 
of the First Incorrect TIN 

If, on or after January 1, 1988, a 
payor is notified that he filed an 
information return with an incorrect 
TIN (for either pre-1984 or post-1983 
accounts or instruments) and the 
payor continues to use that same 
incorrect number on the account, the 
payor must satisfy additional require- 
ments in order to demonstrate due 
diligence for years beginning in the 
year he was notified. First, the payor 
must be exercising due diligence (or 
complying with the requirements for 
administrative relief under A-56 of 
$35a. 9999-1) at the time the payor 
receives notification of an incorrect 
TIN as described above. Second, the 
payor must send the notice prescribed 

in $35a. 3406-1(b)(1) or an acceptable 
substitute notice to the payee within 
5 business days after the date the 
payor receives the notice of the in- 
correct TIN. Third, the payor must 
continue to send this notice (and not 
the notice described in A-5 and A-6 
(or A-56) of (35a. 9999-1 by Decem- 
ber 31 of each year to a payee who 
has not by that time responded to the 
notice by returning a certified Form 
W-9 to the payor. Fourth, in the case 
of payee who responds to the notice 
by providing a certified Form W-9, 
within 30 calendar days after receiv- 
ing the certified Form W-9 from the 
payee the payor must use the name 
and TIN provided by the payee on a 
new Form W-9 on all subsequent 
information returns relating to that 
payee filed with the Service. 

Due Diligence Following Notification 
of the Second Incorrect TIN 

If, on or after January 1, 1988, a 
payor receives two notifications of an 
incorrect TIN within 3 calendar years 
(for either pre-1984 or post-1983 
accounts) with respect to a payee and 
the payor continues to use that same 
incorrect number on the account of 
payee, the payor must satisfy addi- 
tional requirements to exercise due 
diligence for years beginning in the 
year he is notified. First, the payor 
must be exercising due diligence at 
the time the payor receives notifica- 
tion of an incorrect TIN. Second, the 
payor must send the notice prescribed 
in $35a. 3406-1(f) to the payee and 
code any information return that is 
filed with that incorrect TIN with the 
words "2nd notice. " With respect to 
information returns so coded, the 
Service will not continue to notify 
payors that the payee provided an 
incorrect TIN. See the heading, 
"Two Notices of an Incorrect TIN 
within 3 calendar years", in this 
preamble for the circumstances under 
which a notice will be counted as the 
second of two notices within 3 calen- 
dar years. 

NON-APPLICABILITY OF 
EXECUTIVE ORDER 12291 

The Commissioner has determined 
that these temporary regulations are 
not a major rule subject to review 
under Executive Order 12291 and 
that a regulatory impact analysis, 
therefore, is not required. 

REGULATORY FLEXIBILITY 
ANALYSIS 

A general notice of proposed 
rulemaking is not required by 
U. S. C. 553 for temporary regula- 
tions. Accordingly, the temporary 
regulations do not constitute regula- 
tions subject to the Regulatory Flexi- 
bility Act (5 U. S. C. chapter 6). 

PAPERWORK 
REDUCTION ACT 

The collection-of-information re- 
quirements contained in these regula- 
tions have been submitted to the 
Office of Management and Budget in 
accordance with the requirements of 
the Paperwork Reduction Act of 
1980. These requirements have been 
approved by OMB under control 
number 1545-0969. 

Adoption of amendments to the 
regulations 

Accordingly, 26 CFR Part 35a is 
amended as follows: 

PART 35a — EMPORARY 
EMPLOYMENT TAX 

REGULATIONS 
UNDER THE INTEREST 

AND DIVIDEND TAX 
COMPLIANCE ACT OF 1983 

Paragraph 1. The authority for 
Part 35a continues to read in part: 

Authority: 26 U. S. C. 7805. 
Section 35a. 3406-1 also issued under 
26 U. S. C. 3406 (a), (b), (e), (g), (h), 
and (i); 26 U. S. C. 6109; and 26 
U. S. C. 6676. 

Par. 2. The heading for 
$35a. 3406-1 is revised and text is 
added thereto to read as follows: 
$35a. 3406-1 Imposition of backup 

withholding due to notification of 
an incorrect taxpayer identification 
number. 
(a) Requirement that a payor 

backup withhold due to notification 
of an incorrect taxpayer identification 
number — (1) In general. Except as 
otherwise provided in paragraph 
(a)(3) of this section, backup with- 
holding under section 3406(a)(1)(B) 
applies to any reportable payment (as 
defined in section 3406(b) and para- 
graph (a)(2) of this section) made to 
an account (as defined in paragraph 
(a)(7) of this section) of a payee if, 
after December 31, 1987, the Internal 
Revenue service or a broker (as de- 
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fined in section 3406(h)(5) and pursu- 
ant to section 3406(d)(2)(B)(ii)(I I)) 
notifies a payor (as defined in section 
3406(h)(4) that the payee's taxpayer 
identification number is incorrect (as 
defined in paragraph (a)(6) of this 
section) and such incorrect taxpayer 
identification number is used with 
respect to such account of the payee. 
The payor is required under section 
3406(h)(8) and paragraph (c) of this 
section to send a copy of the notice 
received by the payor (from the In- 
ternal Revenue Service or a broker) 
to inform the payee that he has, 
furnished an incorrect taxpayer iden- 
tification number and that, as a 
result, he may be subject to backup 
withholding under section 
3406(a)(1)(B). The requirements for 
the notice that a payor must send to 
a payee are set forth in paragraph 
(c)(3) of this section. An example of 
the notice required by paragraph 
(c)(3) is set forth in the Appendix to 
this section. The period for which 
backup withholding applies due to 
notification of an incorrect taxpayer 
identification number is described in 
paragraph (d) of this section. See 
paragraph (e) of this section for the 
rules regarding how a payee may 
prevent backup withholding from 
starting or to stop it once it has 
begun. See paragraph (f) of this 
section for the applicable rules when 
the Internal Revenue Service or a 
broker notifies a payor twice within 3 
calendar years that a payee has fur- 
nished an incorrect taxpayer identifi- 
cation number. See section 6676 for 
the penalty that may be imposed on 
a payor for providing an incorrect or 
a missing taxpayer identification 
number on an information return 
filed with the Internal Revenue Ser- 
vice unless, in the case of reportable 
interest and dividend payments as 
defined in section 3406(b)(2), the 

payor has exercised due diligence (or 
complied with the rules under A-56 
of $35a. 9999-1 to obtain administra- 
tive relief from the penalty or comes 
within a due diligence exception) or, 
in the case of other reportable pay- 
ments as defined in section 3406(l )(3) 
the payor has exercised reasonable 
care. See the questions and answers 

in $35a. 9999-3 for the actions that a 
payor must take to exercise due dili- 

gence after being notified of an in- 

correct taxpayer identification num- 

ber. 

Section 3406 

(i) Certain dividends. Certain re- 
portable dividend payments as de- 
fined in A-9 of $35a. 9999-3. 

(ii) Certain section 6041(a) and 
6041A(a) payments. Certain section 
6041(a) and 6041A(a) payments as 
described in A-13 and A-14 of 
$35a. 9999-3. 

(iii) Exempt recipients. Certain re- 
portable payments made to exempt 
recipients as described in A-21 of 
$35a. 9999-2 and A-13 of 
$35a. 9999-3. 

(iv) Minimal payments. Minimal 
payments of reportable interest and 
dividends and section 6045 payments 
(as described in A-19 of 35a. 9999-2), 
if the payor elects not to impose 
backup withholding on such 
amounts. 

(v) Net commissions. Net commis- 
sions as described in A-17 of 
$35a. 9999-3 unless there is a pay- 
ment in cash. 

(vi) Original issue discount. Origi- 
nal issue discount as defined in sec- 
tion 1273, unless there is a payment 
in cash. See A-15 of $35a. 9999-2. 

(vii) Security sales through margin 
account. Certain gross proceeds from 
a security sale through a margin 
account as described in A-24 of 
$35a. 9999-3. 

(viii) Security short sales. Certain 
gross proceeds with respect to a short 
sale of securities, at the option of the 
broker, as described in A-25 of 
$35a. 9999-3. 

(ix) Payments subject to other 
withholding. Payments already sub- 
ject to withholding under section 
3406 or another provision of the 
Internal Revenue Code, e. g. , as de- 
scribed in A-19 of $35a. 9999-3. 

(4) Definition of payor. See section 
3406(h)(4) for the definition of a 
payor. 

(5) Definition of broker. See sec- 
tion 3406(h)(5) for the definition of 
broker. 

(6) Definition of incorrect taxpayer 
identification number. An incorrect 
taxpayer identification number is any 
number that, at the time the Internal 
Revenue Service makes a determina- 
tion that the taxpayer identification 
number is incorrect- 

(i) Is not assigned under section 
6109 to any surname of the payee, 
or 

(2) Definition of reportable pay- 

ment — (i) In general. See section 

3406(b), and the questions and an- 

swers under $535a. 9999 — 1, 
35a. 9999-2, 35a. 9999-3A, and 
35a. 9999-5 for the definition of a 
reportable payment. 

(ii) Exceptions. The following pay- 

ments are not "reportable payments" 
for purposes of section 3406(a)(1)(B): 

(A) Section 6041(a) or section 
6041A(a) payments. Payments de- 

scribed in section 6041(a) and 
6041A(a) are not treated as report- 
able payments for purposes of 
backup withholding under section 
3406(a)(1)(B) if reportable payments 
to the payee (1) are less than $600 in 

the aggregate during the calendar 
year; (2) the payor was not required 
to file an information return under 
section 6041(a) or 6041A(a) with re- 
spect to that payee for the preceding 
calendar year; and (3) the payor was 
not required to impose backup with- 
holding on payments made to the 
payee as described in sections 6041(a) 
or 6041A(a) during the preceding 
calendar year. See Code section 
3406(b)(6), A-11 of $35a. 9999-2, and 
A-13, A-14, A-15, A-16, A-17, 
A-18, and A-19 of $35a. 9999-3 for 
more information on amounts subject 
to information reporting under sec- 
tion 6041(a) and 6041A(a). 

(B) Patronage Dividends. Pay- 
ments of patronage dividends as de- 
scribed in section 3406(b)(2)(A)(iii) 
are not treated as reportable interest 
or dividend payments for purpose of 
backup withholding under section 
3406(a)(1)(B) unless the payment is in 
money. 

(C) Section 6050A payments. Pay- 
ments under section 6050A are 
treated as reportable payments for 
purposes of backup withholding un- 
der section 3406(a)(1)(B) only to the 
extent such payments are in money 
and represent a share of the proceeds 
of the catch. 

(D) 8'indow payments. Window 
payments as defined in A-42 of 
535a. 9999-1 and A-9 of $35a. 9999-2 
are not treated as reportable pay- 
ments for purposes of backup with- 
holding under section 3406(a)(1)(B). 

(3) Reportable payments excluded 
from backup withholding. The fol- 
lowing reportable payments are not 
subject to backup withholding under 
section 3406(a)(1)(B): 
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(ii) Is not assigned by the Inter- 

nal Revenue Service to the name of 
a nonindividual such as a corpora- 
tion, estate, partnership, or trust, 

and that was provided on an infor- 
mation return filed with respect to a 
payee. 

(7) Definition of account. The 
term "account" means any account, 
instrument, or other relationship with 

a payor. 

(b) Notice regarding an incorrect 
taxpayer identification number — (1) 
Notice from the Internal Revenue 
Service to payors and brokers. The 
Internal Revenue Service will notify- 

(i) Payors that a payee's tax- 
payer identification number is in- 

correct and that the payor must 
commence backup withholding as 

required under section 
3406(a)(1)(B) and paragraphs (d) 
and (f) of this section on report- 
able payments made to accounts of 
the payee as defined in paragraph 
(a)(7) of this section that contain 
such incorrect taxpayer identifica- 
tion number, and 

(ii) Brokers that a payee's tax- 

payer identification number is in- 

correct and that the broker must 

notify a payor that the payee is 

subject to backup withholding un- 
der section 3406(a)(1)(B) on ac- 
counts of the payee as defined in 

paragraph (a)(7) of this section 
that contain that incorrect taxpayer 
identification number. 

The Internal Revenue Service will 

furnish the payor or broker with a 
copy of the notice and the payor 
shall furnish such copy, or an accept- 
able substitute copy, to the payee as 
described in paragraph (c) of this 
section. 

(2) Notice from a broker to a 
payor. A broker who receives a no- 
tice from the Internal Revenue Ser- 
vice pursuant to paragraph (b)(1)(ii) 
of this section that a payee has 
furnished an incorrect taxpayer iden- 
tification number and through whom 

the payee subsequently acquires a 
readily tradable instrument (as de- 

fined in section 3406(h)(6) with re- 

spect to which the broker is not the 

payor as defined in section 3406(h)(4) 
must notify the payor of that instru- 

ment of the following information: 
(i) The fact that the broker was 

notified by the Internal Revenue 
Service that the payee furnished an 

incorrect taxpayer identification 
number and the date set forth on 
such notice from the Internal Reve- 
nue Service. 

(ii) The name and taxpayer iden- 

tification number of the payee with 

respect to whom the broker was 

notified and 
(iii) The fact that the named 

payee is subject to backup with- 

holding under 3406(a)(1)(B). 
The broker is required to provide this 
information to the payor of the in- 

strument in the time and manner 
provided in A-41 of $35a. 9999-1. A 
broker is required to exercise reason- 
able care as prescribed in paragraph 
(b)(5)(ii) of this section in locating all 

accounts of the payee with respect to 
which the broker is required to notify 
a payor under this paragraph (b)(2). 

(3) Accounts subj ect to backup 
withholding. After receiving notice 
from the Internal Revenue Service or 
from a broker, as provided in para- 
graph (b)(1) and (2) of this section, 
the payor is required to notify the 
payee in accordance with paragraph 
(c) of this section and to institute 
backup withholding as prescribed in 
paragraph (d) of this section on all 
reportable payments subject to 
backup withholding that are made to 
any account of the payee that con- 
tains the incorrect taxpayer identifica- 
tion number. See paragraph (f) of 
this section for the rules that apply 
when a payor has received two notifi- 
cations of an incorrect taxpayer iden- 
tification number with respect to a 
payee from the Internal Revenue Ser- 
vice or a broker within 3 calendar 
years. See paragraph (b)(5) of this 
section for an exception to the rule 
that a payor backup withholds on all 
accounts of a payee paying report- 
able payments subject to backup 
withholding. 

(4) Joint accounts — (i) In general. 
Generally, payors are required to 
backup withhold on reportable pay- 
ments made to the account of joint 
payees if the payee subject to backup 
withholding under section 
3406(a)(1)(B) is the first person listed 
on the account at the time the payor 
receives the notice under paragraph 
(b)(1) or (2) of this section. 

(ii) Exception. In the case where 
the first person listed on the account 
is an exempt foreign person for in- 
formation reporting purposes under 
the applicable information reporting 

provisions and the account contains 
the names of persons who are not 
foreign persons, the payor is required 
to backup withhold on the account if 
the incorrect taxpayer identification 
number matches the name and num- 
ber combination of the person on the 
account used for information report- 
ing. 

(iii) Change in order of names. If 
the account of a payee may be 
subject to backup withholding as 
described in paragraph (b)(4) of this 
section, backup withholding shall ap- 
ply, if required, even though the 
order of the names on the account is 
subsequently changed, provided that 
the incorrect taxpayer identification 
number giving rise to backup with- 
holding remains on the account. 

(5) Reasonable care exception — (i) 
Payors. Payors are not required to 
withhold on reportable payments 
made to an account of a payee that 
could not be located with reasonable 
care. A payor will be considered to 
have exercised reasonable care if the 
payor uses the name, taxpayer identi- 
fication number, and any account 
numbers provided on the notice from 
the Internal Revenue Service or from 
a broker as described in paragraph 
(b)(1) and (2) of this section in 
locating all accounts of a payee. 

(ii) Brokers. Brokers are not re- 
quired to notify payors of the ac- 
counts of payees that could not be 
located with reasonable care as de- 
scribed in paragraph (b)(5)(i) of this 
section. Thus, brokers are required to 
use the information and follow the 
procedures described in paragraph 
(b)(5)(i) to locate accounts of the 
payee with respect to which a broker 
is required to notify a payor pursu- 
ant to paragraph (b)(2) of this sec- 
tion. 

(c) Notice from payors of backup 
withholding due to an incorrect tax- 
payer identification number — (1) In 
general. If the name and taxpayer 
identification number listed on the 
notice from the Internal Revenue 
Service or a broker as described in 
paragraph (b)(1) or (2) of this section 
matches the name and taxpayer iden- 
tification number used on the payee's 
account at the time the payor 
ceives the notification of an incorrect 
taxpayer identification number- 

(i) The payor who receive~ 
notice from the Internal Revenu 
Service is required under sect, o 
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3406(h)(8) to send a copy of the 
notice required by paragraph (b)(1) 
or a substitute notice as described 
in paragraph (c)(3) of this section 
to the payee of the account in 
accordance with paragraph (c)(2) 
of this section (an example of the 
notice from the Internal Revenue 
Service required by section 
3406(h)(8) and paragraph (b)(1) is 
set forth in the Appendix to these 
temporary regulations), and 

(ii) The payor who receives noti- 
fication of an incorrect TIN from 
a broker as described in paragraph 
(b)(2) of this section must send a 
substitute notice as described in 
paragraph (c)(3) of this section to 
the payee in accordance with para- 
graph (c)(2) of this section. 

If a payor sends a substitute notice, 
such notice must include all the in- 
formation set forth in paragraph 
(c)(3) of this section. In addition to 
the copy of the notice required by 
paragraph (b)(1) or the substitute 
notice described in paragraph (c)(3), 
the payor must include a Form W-9 
or an acceptable substitute form (as 
described in A-36 of $35a. 9999-1) 
with the notice for the payee to use 
to provide his name and taxpayer 
identification number and to certify 
that the taxpayer identification num- 
ber is correct, or to provide his name 
and the taxpayer identification num- 
ber that was originally furnished and 
to certify that such taxpayer identifi- 
cation number is correct. The payor 
is required to include a reply enve- 
lope (self-addressed) with the notice 
to the payee which may, but is not 
required to, be postage prepaid. The 
envelope containing the notice and 
Form W-9 or acceptable substitute 
form must state on the outside in a 
bold and conspicuous manner: "Im- 
portant Tax Document Enclosed". 
The mailing may not include any 
material other than the notice, the 
Form W-9 or acceptable substitute 
form, and the reply envelope to the 
payee. The notice required by para- 
graph (c) of this section, and not the 
notice required by A-39 of 
$35a. 9999-1 and in the Appendix to 
$35a. 9999-2, shall apply to those 
payors notified by a broker that a 
payee is subject to backup withhold- 

ing under section 3406(a)(1)(B). For 
purposes of this section, the date set 
forth on the notice from the Internal 
Revenue Service (or a broker) shall 

be considered the date of receipt by 

and of notification to the payor. 

(2) Procedure. The payor must 

send the notice described in para- 

graph (c) to the payee within 5 

business days after the date that the 

Internal Revenue Service or a broker 
notifies the payor pursuant to para- 

graph (b)(1) or (2) of this section. 
The payor must mail the notice to 
the payee's last known address by 
first-class mail. If it is the customary 
practice of the payor not to mail any 

correspondence to a payee, the payor 
may furnish the notice by personal 
delivery, by intra-office mail, or by 

any other means reasonably expected 
to furnish the notice to the payee 
promptly. A payor is not required to 
send the notice to the payee if there 
is currently a "do not mail" or a 
"stop mail hold" instruction with 
respect to the payee's account subject 
to backup withholding under section 
3406(a)(1)(B). However, the payor 
must handle the notice in the same 
manner that the payor handles other 
correspondence of the payee. 

(3) Requirements of substitute no- 
tice to the payee. If the payor does 
not send a copy of the notice re- 
ceived from the Internal Revenue 
Service pursuant to paragraph (b) or 
if the payor is notified by a broker 
as described in paragraph (b)(2) of 
this section that the payee provided 
an incorrect taxpayer identification 
number, the payor may send a sub- 
stitute notice as provided for in this 
paragraph (c)(3). The notice to the 
payee will satisfy the requirements of 
section 3406(h)(8) and paragraph 
(c)(1) of this section if the notice- 

(i) Informs the payee that the 
payor has been notified that the 
taxpayer identification number fur- 
nished by the payee is an incorrect 
number (as defined in paragraph 
(a)(6) of this section); 

(ii) Advises the payee of the name 
and taxpayer identification number 
combination that the Internal Reve- 
nue Service has determined to be 
incorrect; 

(iii) Informs the payee that the 
payee must either— 

(A) Correct the surname (or busi- 
ness name) or taxpayer identification 
number (or both) and certify, under 
penalties of perjury, that the newly 
provided taxpayer identification num- 
ber is correct, or 
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(B) State— 
(1) Under penalties of perjury that 

the taxpayer identification number 
originally furnished to the payor is 

correct and provide that number and 
the corresponding listed surname (or 
business name), 

(2) That the Social Security Ad- 
ministration (or the local office of 
the Internal Revenue Service in the 
case of an incorrect employer identi- 
fication number) has been contacted 
by the payee to resolve the problem 
giving rise to the notification of an 
incorrect taxpayer identification num- 

ber, or 
(C) In the case of a notification of 

an incorrect taxpayer identification 
number of an individual payee due to 
a name change by the payee when 
the payee has not communicated the 
change of name to the Social Secu- 
rity Administration— 

(1) Contact the Social Security Ad- 
ministration and reassign the tax- 
payer identification number to the 
surname that is used on the account 
with the payor, certify under penal- 
ties of perjury that the existing tax- 
payer identification number shown 
on the account is correct (and pro- 
vide the corresponding surname used 
with that number), and provide a 
statement that the Social Security 
Administration has been contacted to 
reassign the taxpayer identification 
number to the surname shown on the 
account, or 

(2) Use both surnames on the 
account with the payor (the surname 
currently shown on the account and 
the surname shown on the payee's 
Social Security Administration card if 
the payee is unable to contact the 
Social Security Administration at this 
time) provide the surnames and cer- 
tify, under penalties of perjury, that 
the furnished taxpayer identification 
number is correct, and 

(3) Follow either paragraph 
(c)(3)(iii)(C)(1) or (2) of this section 
consistently with respect to all ac- 
counts with the payor; 

(iv) Advises the payee how to 
provide the new information to the 
payor; 

(v) Advises the payee to contact 
the Social Security Administration to 
obtain a social security card if the 
payee was never assigned an SSN or 
to obtain a replacement social secu- 
rity card if the payee lost his card 
and does not remember his SSN; 
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(vi) Advises the payee that as a 

result of providing an incorrect tax- 
payer identification number, the 
payor is required under section 
3406(a)(1)(B) of the Internal Revenue 
Code to begin backup withholding 20 
percent of— 

(A) Reportable payments made to 
the payee no later than after the 
close of the day 30 business days 
after the date that the payor is 

notified of the incorrect taxpayer 
identification number if the payee 
has not provided the payor with the 
required certification, i. e. , the Form 
W-9, and 

(B) Any withdrawals of reportable 
payments by the payee (or a joint 
payee in the case of a joint account) 
that occur after the close of 7 busi- 
ness days after the date that the 
payor received notice of the incorrect 
taxpayer identification number and 
before the day that is 31 business 
days after the day that the payor 
received notice of the incorrect tax- 
payer identification number, if the 
payee has not provided the payor 
with the required certified Form W-9 
prior to any such withdrawals; 

(vii) Gives the payee the date that 
the payor received the notice that the 
payee provided an incorrect taxpayer 
identification number; and 

(viii) States that the payee must 
complete and return the enclosed 
Form W-9 and if necessary, the 
statement that the payee contacted 
the Social Security Administration (or 
the Internal Revenue Service) before 
the time described in paragraph 
(c)(3)(vi) of this section in order to 
prevent backup withholding under 
section 3406(a)(1)(B) from starting, 
or after the time described in para- 
graph (c)(3)(vi) of this section to stop 
backup withholding once it has be- 
gun and to avoid the imposition of 
other penalties for failure to provide 
a correct taxpayer identification num- 
ber. 

(4) Payor must use new certified 
number. If the payor receives a certi- 
fied Form W-9 or acceptable substi- 
tute form from the payee in the 
manner required in paragraph (e) of 
this section before the end of a 
calendar year, the payor shall use the 
name and certified taxpayer identifi- 
cation number on the Form W-9 or 
acceptable substitute form on infor- 
mation returns that the payor is 
required to file for reportable pay- 

ments made with respect to the payee 
for that year and subsequent calendar 
years. A payor who uses the name 
and certified taxpayer identification 
number on an information return as 
described in this paragraph will sat- 
isfy the requirement to provide this 
information to the Internal Revenue 
Service as prescribed in section 
3406(h)(9). 

(d) Period during which backup 
withholding is required due to notifi- 
cation of an incorrect taxpayer iden- 
tification number — (1) In general. Ex- 
cept as provided in paragraph (d)(2) 
of this section, upon receiving a 
notice described in paragraph (b)(1) 
or (2) of this section, the payor must 
impose backup withholding on all 
reportable payments made to the 
payee that are subject to backup 
withholding during the following pe- 
nods: 

(i) After the close of the 30th 
business day after the date the 
payor receives the notice described 
in paragraph (b)(1) or (2) of this 
section and on or before the close 
of the 30th calendar day after the 
day the payor receives from the 
payee the certification described in 
paragraph (e) of this section, and 

(ii) At the time of any with- 
drawal by the payee (or a joint 
payee in the case of a joint ac- 
count) that occurs after the close 
of 7 business days after the date 
the payor receives the notice de- 
scribed in paragraph (b)(1) or (2) 
of this section to the extent of 
reportable payments made after re- 
ceiving the notice described in 
paragraph (b)(1) or (2) of this 
section and before the earlier of 
(A) the date the payor imposes 
backup withholding under para- 
graph (d)(1)(i) of this section, (B) 
the date the payor receives the 
certification described in paragraph 
(e) of this section, or (C) the date 
of the withdrawal. 

For purposes of paragraph (d)(1)(ii), 
all cash withdrawals in an amount up 
to the amount of reportable pay- 
ments made during the period begin- 
ning after the day that the payor 
receives the notice described in para- 
graph (b)(1) or (2) of this section to 
the end of the period described in 
paragraph (d)(1)(ii)(A), (B), or (C) 
are treated as reportable payments. 
The payor is required to backup 
withhold 20 percent of all reportable 

payments subject to backup with- 
holding under section 3406(a)(1)(B) 
that are made with respect to 
account of the payee where that 
incorrect taxpayer identification num- 
ber is used (or will be used) by a 
payor on an information return. 
However, the payor is not required 
to backup withhold on any account 
that could not be located using rea- 
sonable care. See paragraph (b)(5) of 
this section for the definition of 
reasonable care. 

(2) Grace periods — (i) Starting 
backup withholding. Pursuant to sec- 
tion 3406(e)(5)(A), the payor may 
elect, on a payee-by-payee basis or in 
general, to begin backup withholding 
at any time during the 30-business- 
day period described in paragraph 
(d)(1)(i) of this section. However, a 
payor must impose backup withhold- 
ing if there is a withdrawal from the 
account of the payee as described in 

paragraph (d)(1)(ii) of this section. 

(ii) Stopping backup withholding. 
Pursuant to section 3406(e)(5)(B), the 
payor may elect, on a payee-by-payee 
basis or in general, to treat the 
certified Form W-9 or acceptable 
substitute form described in para- 

graph (e) of this section as having 
been received at any time within 30 
calendar days after such certification 
is provided by the payee and to stop 
backup withholding at any time 
within such 30-day period. See sec- 
tion 3406(e)(5)(B) and A-31 of 
fj35a. 9999-1 for the application of 
the rule contained in this paragraph 
(d)(2). 

(e) Manner required for payee to 
furnish certified taxpayer identifica- 
tion number. A payee with respect to 
whom the payor has been notified (as 
described in paragraph (b) of this 
section) that the payee's taxpayer 
identification number is incorrect is 
required to provide his name and 
taxpayer identification number and to 
certify, under penalties of perjury, 
that the taxpayer identification num- 
ber being provided to the payor on a 
Form W-9 or acceptable substitute 
form is correct in order to prevent 
backup withholding from starting or 
to stop it once it has begun. Addi 
tionally, the payee may be required 
to state on the notice provided to the 
payor, as described in paragraph 
(c)(3)(iii)(C)(l) of this section, 
the Social Security Administration (or 
the Internal Revenue Service) was 
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contacted by the payee within 30 
calendar days from the date of the 
notice from the payor. In general, 
the payee is required to provide the 
information described in this para- 
graph for each account, including 
any pre-1984 account or instrument 
(as defined in A-34 of $35a. 9999-1 
and A-20 of 535a. 9999-3) that con- 
tains the incorrect taxpayer identifica- 
tion number identified by the Inter- 
nal Revenue Service pursuant to 
paragraph (b)(1) or (2) of this sec- 
tion. See A-9, A-IO, and A-49 of 
$35a. 9999-1 which respectively pro- 
vide that the Form W-9 is the pre- 
scribed form for the payee to make 
the certification, permit the use of 
identification number for the period 
described in paragraph (f)(3) of this 
section, 
For purposes of this paragraph (f), a 
payor shall not count any notice 
received from the Internal Revenue 
Service or a broke prior to January 
1, 1990, as the second of two notices. 
Additionally, a payor shall treat the 
receipt of two or more notices in a 
calendar year as described in para- 
graph (b)(1) or (2) with respect to the 
same payee as the receipt of one 
notice for purposes of this para- 
graph. The preceding sentence applies 
only with respect to a payor who 
receives such two or more notices 
under the same Employer Identifica- 
tion Number. The payor shall main- 
tain sufficient records to determine 
whether the payor has received no- 
tices described in this paragraph and 
paragraph (b)(1) or (2) of this section 
twice within 3 calendar years with 
respect to a payee as described in this 
paragraph (f). The envelope contain- 
ing the notice must state on the 
outside in a bold and conspicuous 
manner: "Important Tax Document 
Enclosed". The payor is not required 
to include a Form W-9, nor is the 
payor required to include a reply 
envelope in the mailing of the notice 
to the payee. The payor may not 
include any material in the mailing of 
the notice described in this paragraph 
(f). The notice requirements provided 
in this paragraph (f), and not the 
notice requirements provided in A-39 
of $35a. 9999-1 and in the Appendix 
to $35a. 9999-2, shall apply to a 
payor notified by a broker that a 
payee is subject to backup withhold- 
ing under section 3406(a)(1)(B). The 

mailing procedure described in para- 

graph (c)(2) of this section shall 

apply to the mailing of the notice 
described in paragraph (f) of this 

section. 

(2) Notice to payee who has pro- 
vided two incorrect taxpayer identifi- 
cation numbers with 3 years. The 
notice to the payee required by para- 
graph (f)(1) of this section must list, 
in a bold and conspicuous manner, 
the payor's access key number, the 
relevant sequence number, the date 
the payor was notified of the second 
incorrect taxpayer identification num- 

ber, the payee's name, address (in- 
cluding street, city, state, (or coun- 
try) and zip or mailing code), and 
such other information that be re- 
quired by revenue procedures and 
revenue rulings. In addition the no- 
tice must state that- 

(i) The payor has been notified 
that the taxpayer identification num- 
ber furnished by the payee is incor- 
rect, setting forth the name and 
taxpayer identification number that 
the Internal Revenue Service has de- 
termined to be incorrect and the 
specific account number that contains 
the incorrect taxpayer identification 
number; 

(ii) The payor has been notified 
twice within 3 calendar years that the 
payee has furnished an incorrect tax- 
payer identification number on an 
account with the payor; 

(iii) The payor is required to disre- 
gard any future taxpayer identifica- 
tion numbers, whether or not certi- 
fied under penalties of perjury, 
received from the payee with respect 
to existing accounts with the payor; 

(iv) As a result of providing an 
incorrect taxpayer identification num- 
ber, the payor is required under 
section 3406(a)(1)(B) with respect to 
any account of the payee that con- 
tains that incorrect taxpayer identifi- 
cation number when the payor is 
notified that the number is incorrect 
as described in paragraph (f) of this 
section, to begin backup withholding 
20 percent of— 

(A) Reportable payments made to 
the payee no later than after the 
close of the day 30 business days 
after the date that the payor is 
notified of the incorrect taxpayer 
identification number, and 

(B) Any withdrawals of reportable 
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payments by the payee (or a joint 
payee in the case of a joint account) 
that occur after the close of 7 busi- 
ness days after the date that the 
payor received the second notice of 
an incorrect taxpayer identification 
number and before the day that is 31 
business days after the date that the 
payor received such notice if the 
Internal Revenue Service has not no- 
tified the payor that the payee pro- 
vided a correct taxpayer identification 
number to the Internal Revenue Ser- 
vice; and 

(v) The payee must contact the 
Internal Revenue Service Center 
where the payee is required to file his 
income tax return in order to prevent 
backup withholding under section 
3406(a)(1)(B) from starting or to stop 
it once it has begun. 

(3) Period during which backup 
withholding is required due to a 
second notification of an incorrect 
number within 3 years. Upon receiv- 
ing the second notice of an incorrect 
taxpayer identification number from 
the Internal Revenue Service or a 
broker as described in paragraph 
(f)(1) of this section, the payor must 
backup withhold on all reportable 
payments subject to backup with- 
holding (as described in this para- 
graph) made to the payee- 

(i) After the close of the 30th 
business day after the day on 
which the payor receives a notice 
described in paragraph (b)(1) or (2) 
of this section and ending as of the 
close of the 30th calendar day after 
the payor receives the notification 
from the Internal Revenue service 
as described in paragraph (h) of 
this section, or 

(ii) At the time of any with- 
drawal by the payee (or a joint 
payee in the case of a joint ac- 
count) that occurs after the close 
of 7 business days after the date 
the payor receives the notice de- 
scribed in paragraph (b)(1) or (2) 
of this section and before the ear- 
lier of— 

(A) The date payor imposes 
backup withholding as described in 
paragraph (f)(3)(i) of this section, 

(B) The date the payor receives 
notification from the Internal Rev- 
enue Service as described in para- 
graph (h) of this section, or 

(C) The date of withdrawal. 
For purposes of paragraph (f)(3)(ii), 
all cash withdrawals in an amount up 
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to the amount of the reportable 
payments made during the period 
beginning from the day after the day 
that the payor received the notice 
described in paragraph (b)(1) or (2) 
of this section to the end of the 
period described in paragraph 
(f)(3)(jj)(A), (B), or (C) are treated as 
reportable payments. The payor is 
required to withhold 20 percent of all 
reportable payments that are made 
with respect to accounts that the 
payee maintains with the payor at the 
time the payor received the second 
notice of an incorrect taxpayer identi- 
fication number if that incorrect tax- 
payer identification number is used 
by the payor on the account. How- 
ever, the payor is not required to 
backup withhold on any account that 
could not be located using reasonable 
care. See paragraph (b)(5) of this 
section for the definition of reason- 
able care. The payor may not stop 
backup withholding under paragraph 
(f)(3) of this section even if the payee 
provides the certification described in 

paragraph (e) of this section. 

(4) Grace periods — (i) Starting 
backup withholding. Pursuant to sec- 
tion 3406(e)(5)(A), the payor may 
elect, on a payee-by-payee basis or in 
general, to begin backup withholding 
at any time during the 30-business- 
day period described in paragraph 
(f)(3)(i) of this section. However, a 
payor must impose backup withhold- 
ing as described in paragraph 
(f)(3)(ii) of this section if there is a 
withdrawal from the account of the 
payee. 

(ii) Stopping backup withholding. 
Pursuant to section 3406(e)(5)(B), the 
payor may elect, on a payee-by-payee 
basis or in general, to treat the 
notification from the Internal Reve- 
nue Service as described in paragraph 
(h) of this section as having been 
received at any time within 30 calen- 
dar days after such notification is 
provided by the Internal Revenue 
Service and to stop backup withhold- 
ing at any time within 30 calendar 
days of receiving such notice. See 
A-31 of $35a. 9999-1 for the applica- 
tion of the rule contained in this 
paragraph (f)(4)(ii). 

(g) Procedure for furnishing a cor- 
rect taxpayer identification number to 
the Internal Revenue Service. The 
procedure that a payee must follow 
after the Internal Revenue Service or 

a broker has notified a payor twice 
within 3 calendar years that the 

payee provided an incorrect taxpayer 
identification number as described in 

paragraph (f)(1) of this section will 

be provided in a revenue procedure 
published by the Internal Revenue 
Service. 

(h) Notice from the Internal Reve- 
nue Service to stop backup withhold- 

ing. A payor who received a notice 
pursuant to paragraph (f) of this 
section will be notified by the Inter- 
nal Revenue Service to stop backup 
withholding after the Internal Reve- 
nue Service receives a correct tax- 
payer identification number from the 
payee. A broker who received a 
notice pursuant to paragraph (b) of 
this section will be notified by the 
Internal Revenue Service that the 
payee is no longer subject to backup 
withholding under section 3406(a) 
(1)(B) and that the broker is no 
longer required to provide notices to 
payors under paragraph (b)(2) of this 
section. A broker who receives a 
notice under this paragraph (h) from 
the Internal Revenue Service is not 
required to provide the notice to any 
payor to which the broker has previ- 
ously provided the notice required 
under paragraph (b)(2) of this sec- 
tion. 

(i) [Reserved]. 

(j) Examples. The application of 
the provisions of this section may be 
illustrated by the following examples: 

Example (l). D opened an account with 
Bank 0 prior to 1984 and furnished a taxpayer 
identification number to 0 at the time he 
opened the account. 0 is open for business 
Monday through Friday. 0 pays interest on 
the account at the end of each calendar 
quarter, and the account is a pre-1984 account 
as described in A-34 of $35a. 9999-I and A-20 
of $35a. 9999-3. On July 1, 1988, the Internal 
Revenue Service notifies Bank 0 that the 
taxpayer identification number provided by D 
is incorrect. 0 timely sends the notice informa- 
tion to D as required in paragraph (c)(1) of 
this section. 0 does not receive a certification 
from D as described in paragraph (e) of this 
section. 0 is required to backup withhold 20 
percent of (i) all reportable payments made 
after August 15, 1988 (which is 30 business 
days after the date the Internal Revenue 
Service notified 0), and (ii) any withdrawal 
made after July 13, 1988 (which is 7 business 
days after the day that 0 was notified by the 
Internal Revenue Service) and on or before 
August 15, 1988, to the extent of the report- 
able payments made between July 2, 1988, and 
the date of withdrawal if earlier than August 
16, 1988, or the date 0 receives the certifica- 
tion as described in paragraph (e) of this 
section from D. Therefore, 0 is required to 

backup withhold on the reportable payment 
made on September 30, 198g. 0 is required to 
continue to backup withhold under sectior 

3406(a)(1)(B) until 0 receives the certification 
described in paragraph (e) of this section from 

D. 
Example (2). Assume the same facts as in 

Example (l) except that D furnishes a new 

taxpayer identification number to 0 o«ugust 
7, 1988, but does not certify, under penalties 

of perjury, that it is his correct taxpayer 
tdenttftcatton number as requtred m paragraph 

(e) of this section. Even though the account is 

a pre-1984 account, 0 is required to withhold 

20 percent of (i) all reportable payments made 

after August 15, 1988 (which is 30 business 

days after the date the Internal Revenue 

Service notified 0), and (ii) any withdrawal 

made by 0 after July 13, 1988 (which is 7 

business days after the day that 0 was notified 

by the Internal Revenue Service) and on or 

before August 15, 1988, to the extent of the 

reportable payments made between July 2, 
1988, and the date of withdrawal if earlier 

than August 16, 1988, or the date 0 receives 

the certified taxpayer identification number as 

described in paragraph (e) of this section from 

D. 
Example (3). Assume the same facts as in 

Example (2) except that D provides 0 with the 

certification described in paragraph (e) of this 

section on August 31, 1988. D elects pursuant 

to paragraph (d)(2) of this section to treat the 

certification as received on August 31, 1988. 

Even though D did not provide the certifica- 

tion to 0 within 30 business days after the 

Internal Revenue Service notified 0 that D 

provided an incorrect taxpayer identification 

number, 0 is not required to backup withhold 

under section 3406(a)(1)(B) because D did not 

make any withdrawal and 0 did not make any 

reportable payment to D after notification of 
an incorrect taxpayer identification number 

and before 0 received D's certification in the 

manner required in paragraph (e) of this 

section. Pursuant to section 3406(e)(5)(B), 0 
may elect to treat the certification as having 

been received at any time within 30 calendar 
days after it is provided by D. 

Example (4). Individual E has an account 
with Credit Union P that will pay interest on 
the first day of each month. Credit Union P is 

open for business Monday through Friday. 
The account is a pre-1984 account. E has 

furnished his taxpayer identification number to 
P. On June I, 1988, the Internal Revenue 
Services notifies P that E's taxpayer identifica- 
tion number is incorrect as defined in para- 
graph (a)(6) of this section. P sends a copy of 
the notice information described in paragraph 
(b)(l) of this section to E, and P receives the 
certification described in paragraph (e) of this 
section from E on August 16, 1988. P is not 
required to backup withhold on the reportable 
payment made on July I because backup 
withholding under section 3406(a)(1)(B) may 
not apply until after the close of the 30th 
business day after the date that the Internal 
Revenue Service notifies P of the incorrect 
taxpayer identification number unless E with- 
draws funds before that date. P is required to 
withhold 20 percent of the reportable payment 
made on August I, however, because that is 
reportable payment made more than 30 busi- 
ness days after the date the Internal Revenue 
Service notifies P and before P receives the 
certification described in paragraph (e) of this 
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section from E. P is required to backup 
withhold on September I unless P elects 
pursuant to paragraph (d)(2) of this section to 
treat E's certification as having been received 
by that date. P is required to stop backup 
withholding by September 15, 1988. 

Example (5). Assume the same facts as 
Example (4) except that E makes a withdrawal 
on July I, 1988. P is required to withhold 20 
percent of the withdrawal, to the extent of 
reportable payments made to the account from 
June 2, 1988, to July I, 1988, because the 
withdrawal occurred after the close of 7 
business days after the date P was notified by 
the Internal Revenue Service of the incorrect 
taxpayer identification number and on or 
before 30 business days after the date the 
Internal Revenue Service notified P of the 
incorrect taxpayer identification number. 

Example (6). Assume the same facts as in 
Example (4) except that the Internal Revenue 
Service notifies P again on November 9, 1990, 
that E's taxpayer identification number is 
incorrect. P is required to maintain its business 
records in a manner that P can determine that 
the Internal Revenue Service has notified P 
twice within a 3-year period that E's taxpayer 
identification number is incorrect. P is re- 
quired to send the notice described in para- 
graph (f)(2) of this section to E. E does not 
make any withdrawal from the account after 

November 9, 1990. Under paragraph (f) of this 

section, P is required to begin backup with- 

holding on reportable payments made after 

December 24, 1990 (after the close of the 30th 

business day after the day Internal Revenue 

Service notifies P), and P is required to 

continue backup withholding until the Internal 

Revenue Service notifies P to stop backup 

withholding because E has furnished a correct 

taxpayer identification number to the Internal 

Revenue Service. Because P has been notified 

twice in a 3-year period that E's taxpayer 

identification number is incorrect, P may not 

stop withholding under section 3406(a)(1)(B) 
even if E furnishes another certification de- 

scribed in paragraph (e) of this section to P. 
Example (7). Individual F has three post- 

1983 accounts with Bank R that pay reportable 

interest: a checking account, a savings ac- 

count, and a money market account. The 

checking and money market account were 

opened in 1986 and the saving account was 

opened in October of 1988. R treats each of 
these accounts as a separate account with the 

Bank. F provided R with the certifications as 

described under A-32 of $35a. 9999-1 at the 

time each account was opened. On June I, 
1988, the Internal Revenue Service notified R 
pursuant to paragraph (b)(1) of this section 

that F furnished an incorrect taxpayer identifi- 

cation number. From its business records, R 

determined that only the money market ac- 

count contains the incorrect taxpayer identifi- 

cation number. R timely sends F the notice 

required under paragraph (b)(l) of this section 

and receives the certification required under 

paragraph (e) of this section from F on June 

30, 1988. On November 15, 1990, the Internal 

Revenue Service notifies R that F furnished an 

incorrect taxpayer identification number. R 
determines from its business records that two 

notifications of an incorrect taxpayer identifi- 

cation number have been received with respect 

to F within 3 calendar years. R checks all 

accounts of F and determines that only the 

savings account contains the incorrect taxpayer 
identification number. R must send F the 

notice required under paragraph (f)(2) of this 

section and must commence backup withhold- 

ing on reportable interest paid on the savings 
account pursuant to paragraph (f)(2) of this 
section after December 31, 1990. R must 

continue to backup withhold on the savings 
account until the Internal Revenue Service 
notifies R pursuant to paragraph (h) of this 
section that F has furnished a correct taxpayer 
identification number. 

APPENDIX to section 35a. 3406-1 

A notice required by paragraph (c)(3) 
of this section shall be substantially 
similar in content to the following. 

IMPORTANT TAX INFORMATION — PLEASE READ CAREFULLY 
NOTICE OF BACKUP WITHHOLDING 

We received a notice from the Internal Revenue Service (IRS) stating that the taxpayer identification number (TIN) on 
your account with us is incorrect. A TIN is incorrect if either the name or number shown on an account does not 
match a name and number combination shown on the records of the Social Security Administration (SSA) or IRS. 
You must act to correct this problem within 30 calendar days from the date shown above. Otherwise, we may be 
required to withhold 20o7o of the interest, dividends, and certain other payments that we make to your account. 

Section 3406 of the Internal Revenue Code requires that we withhold 20o7o in tax, called backup withholding, when 
you do not give us your correct TIN. Further, you may be subject to a $50 penalty by the IRS under section 6676 of 
the Internal Revenue Code for failing to provide us with your correct TIN. This notice provides you with instructions 
to correct your account record in order to avoid backup withholding and the possible imposition of the penalty. 

INSTRUCTIONS FOR INDIVIDUALS 

For individuals, the TIN is the social security number (SSN). Very often a TIN is incorrect because of a name change 
due to marriage, divorce, adoption, or some other reason that has not been communicated to the Social Security 
Administration (SSA) and recorded on its records. Alternatively, the account may not contain the correct SSN of the 
actual owner. For example, an account in a child's name may contain a parent's SSN. An account should be titled in 
the name of the actual owner of the account with that person's SSN. 

WHAT TO DO 

To determine what actions you should take to correct your TIN, compare the name and SSN on your account with us 
(listed on page 3) with the name and SSN shown on your social security card and then follow the chart below to 
determine what action you should take. (If you have never been assigned a SSN by SSA or if you lost your card and 
do not know your SSN, contact your local SSA office to apply for an original or a replacement SSN card, whichever 
is required. Also, read the enclosed Form W-9, write the words "applied for" on the form according to its 
instructions, and return the form to us. You do not need to follow the chart below. You must send us your name and 
SSN, as shown on the SSN card that you get from SSA, on a Form W-9 within 60 days. ) 
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IF— 
1. The last name and SSN on your account agree with the 

last name and SSN on your social security card 

2. The SSN on your account is different from the SSN on 
your social security card, but the last name is the same 

3. The last name on your account is different from the 
last name on your social security card, but the SSN is 
the same on both 

4. Both the last name and SSN on your account are 
different from the last name and SSN on your social 
security card 

THEN— 
1. Contact your local SSA office to ascertain why the 

information on SSA's records is different from that 
on your social security card and to resolve that 
problem. Also, put your name and SSN on the 
enclosed Form W-9 according to its instructions. 
Sign the Form W-9 and the statement below that 

you contacted SSA. Send both forms to us. 

2. Put your name and SSN, shown on your social 
security card, on the enclosed Form W-9 according 
to its instructions, sign it and send it to us. No 
contact with SSA is necessary. 

3, Take one of the following steps (but not all): 

If the last name on your account is correct, 

(a) Contact SSA to correct the name on your social 
security card. Put your SSN and name shown on 
your account on the enclosed Form W-9 according 
to its instruction, sign it and the statement that you 
contacted SSA. Send both forms to us. 

(b) If you are not able to contact SSA at this time, 
you can provide us with both last names. Put your 
SSN and the name shown on your social security 
card plus the last name shown on your account (in 
that order) on the enclosed Form W-9 according to 
its instructions, sign it, and return it to us. For 
example, if your social security card lists your 
maiden name, you can provide us with your SSN and 
your name in the following order: First/maiden/mar- 
ried name. Please note, however, that you should 
contact SSA as soon as possible. 

If the last name on your social security card is 

correct, 

(c) Put that name and your SSN on the enclosed 
Form W-9 according to its instructions, sign it, and 
return it to us. No contact with SSA is necessary. 

4. (a) If the last name and SSN on your social security 
card are correct, put that name and SSN on the 
enclosed Form W-9 according to its instructions, sign 
it, and send it to us. No contact with SSA is 
necessary. 

(b) If the last name on your account and the SSN on 
your social security card are correct, follow the 
procedures in section 3(a) or (b) above. Be sure to 
put the name shown on your account and the SSN 
shown on your social security card on the Form 
W-9. 

You must be consistent with the name and number (SSN) that you furnish (1) to us for all of your accounts and (2) 
to your other payors in order to avoid a problem in the future. If you must visit SSA, take this notice, your social 
security card, and other relevant documents with you. You should call SSA first so they can explain to you what 
other documents you need to bring to the SSA office. 

INSTRUCTIONS FOR NONINDIVIDUALS 

For most nonindividuals, (such as trusts, estates, partnerships, and similar entities), the taxpayer identification number 
is the employer identification number (EIN). The EIN on your account may be incorrect because it does not contain 
the number of the actual owner of the account. For example, an account of an investment club or bowling league 
should reflect the organization's own EIN and name, rather than the SSN of a member. (The account of a sole 
proprietor who may have both an EIN and a SSN should reflect the individual name of the sole proprietor and his or 
her SSN. ) Please put the name and EIN on the enclosed Form W-9, sign it, and send it to us. 
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YOU MUST SEND US A SIGNED FORM W — 9 WITHIN 30 CALENDAR DAYS FROM THE DATE SHOWN AT 
THE TOP OF PAGE 1 even if the name and number (SSN or EIN) on your account with us match the name and 
number (SSN or EIN) on your social security card or the document issuing you a EIN. If we do not receive your 
Form W-9 and, if necessary, the statement that you contacted SSA or IRS within the 30-day period, we may be 
required to withhold 20% from any reportable payment that we pay to your account until we receive the necessary 
documents. Also, if you make a withdrawal from your account before the end of a 30-business-day period beginning 
«om the date after the date of this notice and before we receive the necessary documents, we may be required to 
withhold 20% of reportable payments made to your account during such period. 

Please complete the form below if you are required to contact SSA or the IRS. 

DETACH AND RETURN TO US 

STATEMENT OF SSA OR IRS CONTACT 

I hereby state that I have contacted the Social Security Administration concerning my social security number (SSN) or 
the Internal Revenue Service concerning my employer identification number (EIN) to resolve the problem with my 
name or number which resulted in my being notified of an incorrect taxpayer identification number. 

Account Number 
(Print name) 

(Signature) 
Current TIN on Account 

BY 
(For Nonindividuals and 

Agents Only) 

Current Name on Account 

Date 

Par. 3. Section 35a. 9999-1 is 
amended by adding a new sentence at 
the end of A-4, by adding two new 
sentences at the end of A-5, by 
adding a new heading and new 
Q/A-7A and Q/A-7B immediately 
after A-7, by adding a new sentence 
at the end of A-37, by revising the 
heading immediately before Q-42, by 
adding new Q/A-42A, a new heading 
and new Q/A-42B immediately after 
Q/A-42A, by adding a new sentence 
at the end of A-48, and by adding a 
new heading and a new Q/A-56 
immediately after A-55 to read as 
follows: 
$35a. 9999-1 Questions and answers 

concerning the due diligence re- 
quirement and the certification re- 
quirements in connection with 
backup withholding and other re- 
lated issues. 

A-4. *** See A-51 of $35a. 9999-3 
for the general rule for the actions 
that a payor of an account or instru- 

ment that is not a pre-1984 account 
(as defined in A-34 of $35a. 9999-1 
and A-20 of $35a. 9999-3) must take 
to exercise due diligence under sec- 

tion 6676(b). 

A-5. *** See A-7A of this section 
for the rule for nonseparate annual 
mailings. See A-56 of this section for 
the actions that payors who failed to 
exercise due diligence as described in 
A-5 and A-6 and the related ques- 
tions and answers on due diligence 
under this section on all or part of 
their pre-1984 accounts or instru- 
ments may take to be relieved of the 
penalty otherwise due under section 
6676(b). 

Subsequent Year's Mailing 

Q-7A. In order for a payor of 
reportable interest or dividend pay- 
ments to be considered to have exer- 
cised due diligence in soliciting a 
taxpayer identification number of a 
payee with respect to a pre-1984 
account or instrument, what informa- 
tion is the payor required to include 
in the subsequent year's mailing 
(nonseparate annual mailings) de- 
scribed in the fourth paragraph of 
A-5 of $35a. 9999-1 to a payee who 
has not provided the payor with a 
certification, under penalties of per- 
jury, that his taxpayer identification 
number is correct? 

A-7A. The payor is required to 
include (1) an appropriately modified 
copy of the notice described in A-7 
of $35a. 9999-1, (2) a Form W-9 or 
acceptable substitute form for the 
payee to provide a correct taxpayer 
identification number, and (3) a reply 
envelope (self-addressed) for the 
payee to return the Form W-9 or 
acceptable substitute form. However, 
for those subsequent mailings de- 
scribed in A-5 or A-6 made before 
the 1988 calendar year, the mailings 
should, but are not required to, 
contain the reply envelope. 

Q-7B. In order to be considered to 
have exercised due diligence in solicit- 
ing the payee's certified taxpayer 
identification number, by what date 
must the payor of reportable interest 
or dividends mail the subsequent 
year's mailing described in the fourth 
paragraph of A-5 and in A-7A of 
this section to a payee of a pre-1984 
account who has not certified, under 
penalties of a perjury, that his tax- 
payer identification number is cor- 
rect? 

A-7B. The payor may send the 
mailing at any time during each year 
that a nonseparate annual mailing is 
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required, but in no event later than 
December 31 of such year. Section 
7503 shall apply in determining the 
time for sending the subsequent 
year's mailing if December 31 falls 
on a Saturday, Sunday, or a legal 
holiday. 

A-37. *~* See A-4 of $35a. 9999-1 
and the answers under $35a. 9999-3 
beginning with A-51 for the actions 
that a payor of an account or instru- 
ment that is not a pre-1984 account 
must take to exercise due diligence 
and thereby avoid a penalty under 
section 6676(b) for filing an informa- 
tion return with a missing or an 
incorrect taxpayer identification num- 
ber. 

Window Transactions 

Pre-1984 Instruments 

Q-42A. Is a payor on a pre-1984 
instrument in a window transaction 
subject to a penalty under section 
6676(b) for filing an information re- 
turn with a missing or an incorrect 
taxpayer identification number with 
respect to that transaction? 

A-42A. No, However, see A-42 in 
this section which provides, in part, 
that a payor is required to backup 
withhold if a payee fails to provide a 
taxpayer identification number (i. e. , 
there is an missing taxpayer' identifi- 
cation number). See A-66 of 
$35a. 9999-3 for the actions that 
payors of post-1983 window transac- 
tions, as defined in A-42B, must 
take to avoid a penalty under section 
6676(b). 

Post-1983 Instruments 

Q-42B. Is a payor required to treat 
an instrument that is negotiated in a. 
window transaction (as defined in 
A-42 of $35a. 9999-1 and A-9 of 
$35a. 9999-2) after December 23, 
1987, as an instrument acquired after 
December 31, 1983? 

A-42B. Yes. A window transaction 
occurring on or after December 23, 
1987, will be considered made with 
respect to an instrument acquired 
after December 31, 1983, regardless 
of when the instrument was issued by 
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the payor or acquired by the payee. 
See A-66 of $35a. 9999-3 for the 
actions that payors must take to 
avoid a penalty under section 6676(b) 
with respect to a post-1983 window 
transaction. 

A-48. *** See A-4 of $35a. 9999-1 
and the answers under $35a. 9999-3 
beginning with A-51 for the actions 
that a payor of an account or instru- 
ment that is not a pre-1984 account 
or instrument must take to exercise 
due diligence and thereby avoid a 
penalty under section 6676(b) or fil- 
ing an information return with a 
missing or an incorrect taxpayer iden- 
tification number. 

Nonassessment of the Penalty by 
Administrative Discretion 

Q-56. Is a payor of a pre-1984 
account or instrument who did not 
undertake the mailings in accordance 
with A-5 and A-6 and the related 
questions and answers on due dili- 
gence under this section liable for the 
penalty under section 6676(b) for 
filing an information return with a 
missing or an incorrect taxpayer iden- 
tification number for all years in 
which the payor did not have a 
certified Form W-9 or acceptable 
substitute form from a payee? 

A-56. Yes. The payor is liable for 
the penalty under section 6676(b) for 
each year the payor files an informa- 
tion return with a missing or an 
incorrect taxpayer identification num- 
ber for a pre-1984 account or instru- 
ment if the payor has not exercised 
due diligence as described in A-5 and 
A-6 and in the related questions and 
answers on due diligence under this 
section or obtained a certified tax- 
payer identification number from the 
payee. However, in its administrative 
discretion the Internal Revenue Ser- 
vice will not impose the penalty on a 
payor for an information return filed 
for calendar years after 1987 if the 
payor makes or has made a separate 
mailing of the type described in A-5 
and A-52 (as applicable under those 
Q and A' s) on or before June 30, 
1988, and makes or has made the 
nonseparate mailing described in A-5 
and A-52 (as applicable under those 
Q and A' s) in each year subsequent 

to the year of the separate mailing 
claimed as the basis for administra- 
tive relief. Such separate and 
nonseparate mailings must be made 
with respect to all pre 1984 accounts 
or instruments of payees who have 
not previously certified, under penal- 
ties of perjury, that the taxpayer 
identification number furnished to 
the payor is the payee's correct tax- 
payer identification number or estab- 
lished the payee's foreign status (un- 
der $1, 6049-5(b)(2)(iv) with respect to 
interest payments or under Q & A 36 
of $35a. 9999-3 with respect to divi- 
dend payments). The rules described 
in A-5 and A-6 and the related 
questions and answers on due dili- 
gence under this section shall apply, 
as shall the rules described in A-8, 
A-9, A-10, A- 1 1, A-12, A-14, 
A-15, and A-16. Further, the special 
rules in A-17, A-18, A-19, A-20, 
A-21, A-22, A-23, A-24, and A-25 
also shall apply to the mailing de- 
scribed in A-56 of this section. 

In order to receive administrative 
relief each year, a payor must make 
an affirmative showing to the satis- 
faction of the district director or the 
director of the Internal Revenue Ser- 
vice Center that the person otherwise 
liable for such penalty fulfilled the 
requirements of this paragraph. A 
payor will remain liable for any 
applicable penalties under section 
6676(b) for years prior to 1988. 

Par. 4. Section 35a. 9999-2 is 
amended by adding a new sentence at 
the end of A-18 to read as follows: 
$35a. 9999-2 Questions and answers 

concerning due diligence and issues 
in connection with backup with- 
holding. 

A-18. *** See A-56, A-57, A-58 
and A-59 of $35a. 9999-3 for the 
actions that a payor must take to 
exercise due diligence after December 
31, 1987, for an account with respect 
to which the payor received an 
awaiting-TIN certification to avoid a 
penalty under section 6676(b) for 
filing an information return with a 
missing taxpayer identification num- 
ber. Payors will remain liable for any 
applicable penalties under section 
6676 for years prior to 1988. 

Par. 5. Section 35a. 9999-3 is 
amended by adding a new heading 
before A-51, by revising Q/A-51 by 
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renumbering Q/A-52 as Q/A-104, 
and by adding new Q/A-52 through 
Q/A-103 immediately after Q/A-51 
as revised. The revised and added 
provisions read as follows: 
$35a. 9999-3 Questions and answers 

concerning backup withholding 

DUE DILIGENCE DEFINED FOR 
A CCOUNTS OPENED AND 
INS TR UMENTS A CQUIRED 
AFTER DECEMBER 3I, 1983 

Before Notification of an Incorrect 
TIN 

Q-51. In order for a payor of a 
reportable interest or dividend pay- 
ment (other than in a window trans- 
action) to be considered to have 
exercised due diligence in furnishing 
the correct taxpayer identification 
number of a payee with respect to an 
account opened or an instrument 
acquired after December 31, 1983, 
what actions must the payor take? 

A-51. In general, the payor of an 
account or instrument that is not a 
pre-1984 account (see A-34 o f 
$35a. 9999-1 and A-20 of 35a. 9999-3) 
nor a window transaction (as defined 
in A-42 of $35a. 9999-1 and A-9 of 
$35a. 9999-2) must use a taxpayer 
identification number provided by the 
payee under penalties of perjury on 
information returns filed with the 
Internal Revenue Service to satisfy 
the due diligence requirement. There- 
fore, if, after 1983, a payor permits a 
payee to open an account without 
obtaining the payee's taxpayer identi- 
fication number under penalties of 
perjury and files an information re- 
turn with the Internal Revenue Ser- 
vice with a missing or an incorrect 
taxpayer identification number, the 

payor will be liable for the $50 
penalty. Once notified by the Internal 
Revenue Service (or a broker) that a 
number is incorrect, a payor is liable 
for the penalty for all prior years in 

which an information return was 

filed with that particular incorrect 
number if the payor has not exer- 

cised due diligence with respect to 
such years. See A-56 through A-70 
of this section for the exceptions to 
due diligence. A pre-existing certified 
taxpayer identification number does 
not constitute an exercise of due 
diligence after the Internal Revenue 
Service or a broker notifies the payor 

that the number is incorrect if the 

Internal Revenue Service or a broker 

notifies the payor on or after Janu- 

ary 1, 1988, unless the payor under- 

takes the actions specified in A-88 of 
this section. 

Q-52, Is a payor as described in 

A-51 liable for the penalty if the 

payor obtained a certified taxpayer 
identification number from a payee 

but inadvertently processed the name 

or number incorrectly on the infor- 

mation return? 

A-52. Yes. The payor is liable for 
the penalty unless the payor exercised 

that degree of care in processing the 

taxpayer identification number and 

name and in furnishing it on the 
information return that a reasonably 
prudent payor would use in the 
course of the payor's business in 

handling account information, such 

as account numbers and account bal- 

ances. 

Payors and Trustees of Certain 
Grantor Trusts 

Q-53. Is a payor of reportable 
interest or dividend payments to a 
grantor trust that was established on 
or after January 1, 1984, and which 
has ten or fewer grantors, liable for 
the penalty under section 6676(b) for 
filing an information return with a 
missing taxpayer identification num- 
ber if the trustee could not provide a 
certified taxpayer identification num- 
ber to the payor at the time the 
account was opened because each 
grantor had not furnished the trustee 
with a certified taxpayer identifica- 
tion number under penalties of per- 
jury as provided under A-20 of 
$35a. 9999-2? 

A-53. A payor of a post-1983 
grantor trust which has ten or fewer 
grantors is liable for the penalty 
under section 6676(b) for filing an 
information return with a missing 
taxpayer identification number unless 
the payor has exercised due diligence 
or comes within one of the excep- 
tions to due diligence in this section. 
In general, a payor of a post-1983 
grantor trust exercises due diligence 
by obtaining a certified taxpayer 
identification number from the payee 
(trust) as described in A-4 of 
$35a. 9999-1 and A-51 of this sec- 
tion. 

Q-54. Under what circumstances is 
a grantor trust liable for a penalty 

under section 6676(b) for filing an 
information return with a missing or 
an incorrect taxpayer identification 
number? 

A-54. Only a grantor trust with 10 
or more grantors is a payor and may 
be liable for a penalty under section 
6676(b) unless the trust has exercised 
due diligence as described in A-51 of 
this section or comes within an ex- 

ception to the due diligence require- 
ments. 

Special Rules Under Q/A 28 of 
$35a. 9999-3 

Q-55. Is a payor who obtains a 
taxpayer identification number pursu- 
ant to the special rule under A-28 of 
this section, relating to readily trad- 
able instruments, liable for the pen- 

alty under section 6676(b) for those 
years in which the payor filed an 
information return with an incorrect 
taxpayer identification number if the 

payor did not obtain a certified tax- 

payer identification number from the 
payee within the 30-day grace period 
provided in A-28 of this section? 

A-55. Yes. A payor of a post-1983 
account is liable for the penalty un- 
der section 6676(b) for filing an 
information return with an incorrect 
taxpayer identification number unless 
the payor has exercised due diligence. 
In general, a payor of a post-1983 
account exercises due diligence by 
obtaining a certified taxpayer identifi- 
cation number from the payee as 
described in A-4 of 535a. 9999-1 and 
A-51 of this section. Thus, the payor 
described in Q-55 will be liable for 
the penalty for filing an information 
return with an incorrect taxpayer 
identification number if the payee did 
not provide the required certification 
to the payor within the 30-day period 
whether or not the payor backup 
withholds on the account. The rule 
described in this answer is effective 
with respect to information returns 
filed for the 1988 and subsequent 
calendar years. 

EXCEP' IONS TO DUE 
DILIGENCE 

(I) A waiting- TIN Certification 

Q-56. In general, what actions 
must a payor who receives an 
awaiting-TIN certification prior to 
January 1, 1988 (a "pre-1988 
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awaiting-TIN certification"), take to 
be considered to have exercised due 
diligence? 

A-56. In general, a payor with 
respect to an account or instrument 
that is not a pre-1984 account, in- 
strument or relationship nor a win- 
dow transaction will be considered to 
have exercised due diligence if the 
payee has complied with the require- 
ments of A-18 of $35a. 9999-2 (ex- 
ception for a payee who is waiting 
for receipt of a taxpayer identifica- 
tion number) prior to January 1, 
1988, provided that the payor im- 

poses backup withholding if the 
payee fails to provide a taxpayer 
identification number in the manner 
and within the period required by 
A-18 of $35a. 9999-2. This provision 
applies only with respect to informa- 
tion returns filed for calendar years 
before 1988. 

Q-57. Is a payor who receives an 
awaiting-TIN certification before 
January 1, 1988, liable for the pen- 
alty under section 6676(b) for filing 
an information return with a missing 
taxpayer identification number for 
the 1988 or a later calendar year? 

A-57. A payor who receives a 
pre-1988 awaiting- TIN certification 
for an account of a payee and files 
an information return with a missing 
taxpayer identification number for 
the 1988 or a later calendar year with 
respect to that account will be sub- 
ject to the penalty under section 
6676(b) unless the payor continues to 
exercise due diligence by undertaking 
additional actions described in A-58 
below to solicit the payee's taxpayer 
identification number. 

Q-58. What actions must a payor 
with a pre-1988 awaiting-TIN certifi- 
cation take in order to exercise due 
diligence after December 31, 1987, so 
that the payor will not be subject to 
a $50 penalty for filing an informa- 
tion return with a missing taxpayer 
identification number for a calendar 
year after 1987? 

A-58. A payor with a pre-1988 
awaiting-TIN certification may exer- 
cise due diligence after December 31, 
1987, by: (1) continuing to backup 
withhold on the account, instrument, 
or relationship until a certified tax- 

payer identification number is re- 
ceived, (2) sending a mailing before 
December 31 of each year after 1987, 
requesting the certified taxpayer iden- 
tification number from a payee who 

has not by that time provided a 
certified TIN, and (3) including a 
Form W-9 or acceptable substitute 
form in the mailing for the payee to 
provide his certified taxpayer identifi- 
cation number. The payor must in- 
clude a reply envelope (self- 
addressed) in the mailing. The enve- 
lope sent to the payee must contain 
the following statement in a bold and 
conspicuous manner: "Important Tax 
Document Enclosed. " The payor 
may include other information in the 
mailing. The payor must continue to 
backup withhold and send the mail- 
ing each year until the payor receives 
a certified taxpayer identification 
number from the payee or until the 
account is closed. 

Q-59. What actions must a payor 
take in order to exercise due diligence 
on an account, instrument or rela- 
tionship for which the payor receives 
an awaiting-TIN certification after 
December 31, 1987 (a "post-1987 
awaiting-TIN certification")? 

A-59, In order to exercise due 
diligence a payor who receives a 
post-1987 awaiting- TIN certi fication 
from a payee must: (1) obtain a 
certified taxpayer identification num- 
ber from the payee within 60 days 
after the date that the payor receives 
the awaiting- TIN certification, and 
(2) backup withhold on any with- 
drawals made after the close of 7 
business days after the date the 
awaiting-TIN certification is received 
and before the earlier of (i) the date 
that the payor receives a certified 
taxpayer identification number from 
the payee, (ii) the date the account is 
closed, or (iii) the date backup with- 
holding commences on all reportable 
payments made to the account, in- 
strument, or relationship. For pur- 
poses of sub-section (ii) in this A-59, 
a payor is also required to backup 
withhold on any reportable payment 
made at the time the account or 
relationship is closed. For purposes 
of subsection (2) in this A-59, all 
cash withdrawals in an amount up to 
the reportable payments made from 
the day after the date of receipt of 
the awaiting-TIN certification to the 
date of withdrawal are treated as 
reportable payments. Thus, a payor 
who receives a post-1987 awaiting- 
TIN certification from a payee who 
does not provide the payor with a 
certified taxpayer identification num- 
ber within the 60 days described in 

A-18 of $35a. 9999-2 is liable for the 
penalty if reportable payments are 
paid to the account after the 60 days 
and the payor files an information 
return with respect to the account 
with a missing taxpayer identification 
number. The payor is liable for the 
penalty whether or not the payor 
backup withholds on the reportable 
payments made after the 60-day pe- 
riod. 

(2) Instruments Acquired From A 
Broker 

Q-60. Under what circumstances 
will a payor whose readily tradable 
instrument was acquired by a payee 
through a broker be considered to 
have exercised due diligence? 

A-60. Generally, a payor will be 
considered to have exercised due dili- 
gence with respect to a readily trad- 
able instrument that was acquired by 
the payee through a post-1983 bro- 
kerage account as described in A-41 
of $35a. 9999-1 if the payor uses a 
taxpayer identification number fur- 
nished by a broker. In addition, to 
exercise due diligence a payor must 
use the same care in processing the 
taxpayer identification number and 
name provided by the broker that a 
reasonably prudent payor would use 
in the course of the payor's business 
in handling account information, 
such as account numbers and account 
balances. A taxpayer identification 
number acquired from a broker as 
described in this A-60 will not con- 
stitute an exercise of due diligence 
after the Internal Revenue Service or 
a broker notifies the payor that the 
number is incorrect unless the payor 
undertakes the actions specified in 
A-88 of this section. 

Q-61. Is the payor in A-60 liable 
for the penalty if the payor obtained 
the taxpayer identification number 
and name from a broker but inad- 
vertently processed the number or 
name incorrectly and thus put an 
incorrect number on the information 
return? 

A-61. Yes. The payor is liable for 
the penalty unless the payor exercised 
that degree of care in processing the 
certified taxpayer identification num- 
ber and name and in furnishing it on 
the information return that a reason- 
ably prudent payor would use in the 
course of the payor's business in 
handling account information, such 
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as account numbers and account bal- 
ances. 

Q-62. What actions must a payor 
who was notified by a broker that a 
payee failed to certify or furnish a 
taxpayer identification number take 
to be considered to have exercised 
due diligence? 

A-62. A payor who is notified by 
a broker that a payee failed to certify 
or furnish a taxpayer identification 
number to the broker will be consid- 
ered to have exercised due diligence 
if the payor: (1) imposes backup 
withholding if the payee did not 
certify his taxpayer identification 
number to the payor, (2) provides 
notice to the payee as provided in 
A-39 of $35a. 9999-1 and A-18 of 
$35a. 9999-2, and (3) encloses a 
postage-paid reply envelope (self- 
addressed) in the mailing of the no- 
tice. A payor described in this A-62 
will be liable for the penalty under 
section 6676(b) for filing an informa- 
tion return with a missing taxpayer 
identification number for the 1988 or 
subsequent calendar years unless the 
payor complies with the procedures 
described in this A-62 in each such 
calendar year until the payor receives 
a certified taxpayer identification 
number from the payee or until the 
account is closed. For years prior to 
1988, no penalty will be imposed on 
a payor who has complied with the 
requirements in this A-62 in the year 
the payor was notified by a broker. 

A payor as described in this A-62 
who receives a noncertified taxpayer 
identification number from a broker 
may be liable for the penalty under 
section 6676(b) for the 1988 or subse- 
quent calendar years with respect to 
which the number provided by a 
payor on an information return filed 
with the Internal Revenue Service is 
determined to be incorrect unless the 
payor complies with the procedures 
described in this A-62 in each such 
calendar year until the payor receives 
a certified taxpayer identification 
number from the payee, the account 
is closed, or the payor undertakes the 
actions described in A-88 of this 
section after being notified of the 
incorrect taxpayer identification num- 
ber. 

(3) Instruments Transferred Without 
the Assistance of a Broker 

Q-63. With respect to an instru- 
ment transferred without the assis- 

tance of a broker, is a payor liable 

for the penalty under section 6676(b) 
if the payor records on its books a 
transfer of a readily tradable instru- 

ment in a transaction in which the 

payor was not a party? 
A-63. Generally, a payor as de- 

scribed in Q-63 will be considered to 
have exercised due diligence with re- 

spect to a readily tradable instrument 

that is not part of a pre-1984 account 
with the payor if the payor records 
on its books a transfer in which the 

payor was not a party. This excep- 
tion applies until the calendar year in 
which the payor receives a certified 
taxpayer identification number from 
the payee. 

Q-64. Is the payor described in 

A-63 required to solicit the taxpayer 
identification number of a payee of 
an account with a missing TIN in 

order to be considered as having 
exercised due diligence in a subse- 
quent calendar years? 

A-64. There is no requirement on 
the payor to solicit the taxpayer 
identification number in order to be 
considered to have exercised due dili- 
gence in a subsequent calendar year 
under the rule set forth in A-63. 

Q-65. Is a payor as described in 
Q-63 considered to have exercised 
due diligence if the payee provides a 
taxpayer identification number to the 
payor (whether or not certified), the 
payor uses that number on the infor- 
mation return filed for the payee, 
and the number is later determined 
to be incorrect? 

A-65. A payor as described in 
Q-63 who records on its books a 
transfer in which it was not a party 
is considered to have exercised due 
diligence under the rule set forth in 
A-63 where the transfer is accompa- 
nied with a taxpayer identification 
number provided that the payor uses 
the same care in processing the tax- 
payer identification number provided 
by a payee that a reasonably prudent 
payor would use in the course of the 
payor's business in handling account 
information, such as account num- 
bers and account balances. Thus, a 
payor will not be liable for the 
penalty if the payor uses the taxpayer 
identification number provided by the 
payee on information returns that it 
files, even if the taxpayer identifica- 
tion number provided by the payee is 
later determined to be incorrect. 
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However, a payor will not be consid- 
ered as having exercised due diligence 
under A-63 after the Internal Reve- 
nue Service or a broker notifies the 
payor that the number is incorrect 
unless the payor undertakes the ac- 
tions described in A-88 of this sec- 
tion. 

(4) Window Transactions 

Q-66. What action must a payor 
of a post-1983 window transaction 
(as defined in A-42 and A-42B of 
$35a. 9999-1 and A-9 of $35a. 9999-2) 
take to be considered as having exer- 
cised due diligence? 

A-66. A payor of a post-1983 
window transaction shall be consid- 
ered to have exercised due diligence 
only if the payor uses the taxpayer 
identification number provided by the 
payee on information returns filed 
with the Internal Revenue Service. If 
no number is provided, the payor 
will not be considered to have exer- 
cised due diligence. 

(5) Undue hardship 

Q-67. Is a payor liable for a 
penalty under section 6676(b) with 
respect to a post-1983 account or 
instrument if the payor could have 
met the due diligence requirements 
but for the fact that the payor 
incurred an undue hardship? 

A-67. A payor of a post-1983 
account or instrument is not liable 
for a penalty under section 6676(b) 
for filing an information return with 
a missing or an incorrect taxpayer 
identification number if the Internal 
Revenue Service determines that the 
payor could have satisfied the due 
diligence requirements but for the 
fact that the payor incurred an undue 
hardship. An undue hardship is an 
extraordinary or unexpected event 
such as the destruction of records or 
place of business of the payor by fire 
or other casualty (or the place of 
business of the payor's agent who 
under a pre-existing written contract 
had agreed to fulfill the payor's due 
diligence obligations under section 
6676(b) with respect to the account 
subject to the penalty and there was 
no means for the obligations to be 
performed by another agent or the 
payor). Undue hardship will also be 
found to exist if the payor could 
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have met the due diligence require- 
ments only by incurring an extraordi- 
nary cost. 

Q-68. How does a payor obtain a 
determination from the Internal Rev- 
enue Service that the payor has met 
the undue hardship exception to the 
penalty under section 6676(b) for the 
year with respect to which the payor 
is subject to the penalty? 

A-68. A determination of undue 
hardship may be established only by 
submitting a written statement to the 
Internal Revenue Service signed un- 
der penalties of perjury that sets 
forth all the facts and circumstances 
that make an affirmative showing 
that the payor could have satisfied 
the due diligence requirements but 
for the occurrence of an undue hard- 
ship. Thus, the statement must de- 
scribe the undue hardship and make 
an affirmative showing that the 
payor either was in the process of 
exercising or stood ready to exercise 
due diligence when the undue hard- 
ship occurred. A payor may request 
an undue hardship determination 
from the district director or the di- 
rector of the Internal Revenue Ser- 
vice Center where the payor is re- 
quired to remit the penalty under 
section 6676(b). 

(6) Error in Agency Records 

Q-69. Is a payor liable for the 
penalty under section 6676(b) if the 
taxpayer identification number is in- 
correct as a result of an intrinsic 
error in the number records of the 
Social Security Administration or In- 
ternal Revenue Service? 

A-69. Generally, a payor will not 
be liable for a penalty under section 
6676(b) if a taxpayer identification 
number is determined to be incorrect 
as a result of an intrinsic error in the 
records of the Social Security Admin- 
istration or the Internal Revenue Ser- 
vice (for instance, because the 
records of such agencies in the nor- 
mal course of business should be, but 
are not, up-to-date at the time the 
Internal Revenue Service makes a 
determination that a taxpayer identi- 
fication number is incorrect). The 
records of the Social Security Admin- 
istration or the Internal Revenue Ser- 
vice will not be treated as in error if 
the records contain the name and 
taxpayer identification number of a 
person (or business) who subse- 
quently changes his or her name (or 

business name) and does not commu- 
nicate the change of name to the 
Social Security Administration or the 
Internal Revenue Service before the 
Internal Revenue Service determines 
that the taxpayer identification num- 
ber is incorrect. The burden of proof 
will be on the payor to substantiate 
that the records of the Social Secu- 
rity Administration or the Internal 
Revenue Service are in error. A pho- 
tocopy of the payee's social security 
card or the document provided by 
the Internal Revenue Service issuing 
the payee's employer identification 
number (that contains identical infor- 
mation to that on the information 
return with respect to which the 
penalty may be imposed) will be 
sufficient proof to come within this 
exception. 

(7) Exempt Recipients 

Q-70. Is a payor liable for the 
penalty under section 6676(b) if the 
payor files an information return 
with a missing or an incorrect tax- 
payer identification number for an 
exempt recipient whom the payor 
determined was exempt at the time of 
the payment pursuant to the rules 
under A-29 of $35a. 9999-1? 

A-70. A payor is not liable for the 
penalty under section 6676(b) for 
filing an information return with a 
missing or an incorrect taxpayer iden- 
tification number if the payee is 
exempt from information reporting 
under the applicable information re- 
porting provisions o f the Internal 
Revenue Code. 

CIRC VMS TANCES WHERE DUE 
DILIGENCE IS NOT SHOWN 

Both Pre-1984 and Post-1983 
A ccounts and Instruments 

Q-71. Is a payor liable for the 
penalty under section 6676(b) if, after 
the due date of an information re- 
turn (including extensions of time for 
filing), the payor files a corrected 
information return that contains the 
correct taxpayer identification num- 
ber? 

A-71. Yes. The payor is still liable 
for the penalty under section 6676(b) 
for filing an information return with 
an incorrect or a missing taxpayer 
identification number. The payor is 
not liable for the penalty, however, if 

the payor files a corrected informa- 
tion return with the correct taxpayer 
identification number before the due 
date of the return with regard to 
extensions. 

Q-72. Is a payor liable for the 
penalty under section 6676(b) if the 
payor has been assessed (or has self- 
assessed) a $5 penalty under section 
6723(a) for the failure to put correct 
information (which may include an 
incorrect taxpayer identification num- 

ber) on an information return? 
A-72. Yes. The payor is liable for 

the penalty under section 6676(b) if 
the payor files an information return 
with a missing or an incorrect tax- 
payer identification number without 
exercising due diligence, coming 
within one of the exceptions to due 
diligence, or coming within the rule 
described in A-56 of this section, 
whether or not the payor is liable for 
or has been assessed the penalty 
under section 6723(a) with respect to 
the information return. To the extent 
that a penalty under sections 6723(a) 
and 6676(b) is assessed with respect 
to the same information return, the 
payor should file for a refund of the 
penalty under section 6723(a). Thus, 
with respect to the failure to include 
the correct taxpayer identification 
number (a missing or an incorrect 
taxpayer identification number) on an 
information return, the provisions 
under section 6676(b) shall apply and 
not the provisions under section 
6723(a). If the penalty for the inten- 
tional failure to include the correct 
taxpayer identification number on an 
information return under section 
6723(b) is assessed, no penalty shall 
be assessed under section 6676(b). 

Q-73. Is a payor who is not 
exercising due diligence liable for the 
penalty under section 6676(b) if the 
taxpayer identification number is de- 
termined to be incorrect because the 
payor (or his agent) improperly pre- 
pared or formatted the information 
return? 

A-73. Yes. A payor who is not 
satisfying all the due diligence re- 
quirements for the account in ques- 
tion is liable for a penalty under 
section 6676(b) if the taxpayer identi- 
fication number is determined to be 
missing or incorrect due to a human, 
clerical, or processing error on the 
part of the payor (or the payor's 
agent) in preparing or formatting the 
information return. In general, 
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payor (or his agent) will not be 
considered to have erroneously pre- 
pared or formatted an information 
return if the payor (or his agent) has 
complied with all pertinent income 
tax regulations, revenue rulings, and 
procedures in effect with respect to 
information returns. 

REVISED DUE DILIGENCE 
S TANDARDS FOR 
TRANSA CTIONS WITH FOREIGN 
PERSONS 

Q-74. What actions must a payor 
or broker of a pre-1984 account or 
instrument take to establish due dili- 
gence with respect to the penalty 
under section 6676(b) for filing an 
information return with a missing 
taxpayer identification number for 
the 1984 and subsequent calendar 
years if payment on the account 
would not have been a reportable 
payment under section 6045 or 6049 
but for the fact that the foreign 
person failed to provide the pre- 
scribed penalty of perjury statement 
under $1. 6045-1(g)(1) or under 
$1. 6049-5(b)(2)(iv) of the Income Tax 
Regulations? 

A-74. The payor or broker will be 
considered to have exercised due dili- 
gence on the account, if— 

(1) The payor or broker sent the 
separate and nonseparate annual 
mailings to the payee as described in 
A-5 and A-6 and in the related 
questions and answers on due dili- 
gence in $35a. 9999-1 and imposed 
backup withholding on the account 
beginning on January 1, 1984 (or, 
alternatively, imposed backup with- 
holding under A-18 of $35a. 9999-2 
on payments made on or after Janu- 
ary 16, 1984), until the taxpayer 
identification number is received 
from the payee, or 

(2) The payor or broker sent a 
separate mailing as described in A-52 
or A-55 of $35a. 9999-1 to the payee 
requesting the required penalty of 
perjury statement (provided that the 

payor or broker has evidence in its 
records that the payee is a foreign 
person and provided that the payor 
or broker has no actual knowledge 
that such evidence is false), com- 
menced backup withholding on pay- 
ments made on or after July 1, 1984, 
and sends a nonseparate mailing by 
December 31 of the 1987 calendar 
year and each calendar year thereaf- 

A-76. A payor or broker of a 
pre-1984 or a post-1983 account or 
instrument that becomes subject to 
information reporting because a 

' Form W-8 is no longer in effect may 
exercise due diligence with respect to 
such account by (I) sending a sepa- 
rate mailing to the payee before 
January 1 of the first calendar year 
that a Form W-8 is no longer in 

effect (and during which a Form 
W-9 or its acceptable substitute has 
not been received) and before Decem- 
ber 31 of each such calendar year 
thereafter requesting the required 
penalty of perjury statement (Form 
W-8), and (2) imposing backup with- 

holding on reportable payments made 
on the account during a year that a 
Form W-8 is not in effect (and 
during which a Form W-9 or its 
acceptable substitute has not been 
received). (For Forms W-8 that ex- 
pired in the 1986 calendar year, the 
payor may make one separate mail- 

ing that will satisfy the mailing re- 
quirement for both the 1986 and 
1987 calendar years. This separate 
mailing must be made on or before 
June 30, 1988. ) The mailing must be 
by first-class mail, or airmail if sent 
to a foreign address, and must con- 
tain the Form W-8 and a notice 
describing the Form W-8 and advis- 
ing the payee that backup withhold- 
ing may commence (or has com- 
menced) because the form is not 
provided. The payor must also in- 
clude a reply envelope (sel f- 
addressed) in the mailing. The rules 
of A-18 and A-19 shall apply to this 
rule provided in this A-76. 

CLARIFICA TION OF THE DUE 
DILIGENCE S TA NDARD PRIOR 
TO BEING NOTIFIED BY THE 
INTERNAL RE VENUE SER VICE 
THA T A NUMBER IS INCORRECT 

Pre-I984 Accounts and Instruments 

Q-77. What action must a payor 
of reportable interest or dividends on 
a pre-1984 account or instrument 
take to exercise due diligence so that 
the payor is not liable for the penalty 
under section 6676(b) for filing an 
information return with an incorrect 
taxpayer identification number? 

A-77. A payor of reportable inter- 
est or dividends on a pre-1984 ac- 
count or instrument will be consid- 

ter until the required penalty of per- 

jury statement is received from the 

payee, or 

(3) The payor or broker sent a 

mailing as described in A-52 or A-55 
of $35a. 9999-1 to the payee request- 

ing the required penalty of perjury 
statement (provided that the payor or 
broker has evidence in its records 
that the payee is a foreign person 
and has no actual knowledge that 

such evidence is false), imposed 
backup withholding on payments 
made on or after January 1, 1985, 
and sent an additional mailing as 

described in A-3 of $35a. 9999-4 dur- 

ing the 1984 and 1987 calendar years 
and each calendar year thereafter, 
until the payor or broker receives the 
required penalty of perjury state- 
ment. 

Q-75. What actions must a payor 
or broker of a post-1983 account or 
instrument take to establish due dili- 

gence with respect to the penalty 
under section 6676(b) for filing an 
information return with a missing 
taxpayer identification number for 
the 1984 and subsequent calendar 
years when payment on the account 
would not have been a reportable 
payment under Code section 6045 or 
6049 but for the fact that the foreign 
person failed to provide any pre- 
scribed penalty of perjury statement 
under $1. 6045-1(g)(1) or under 
$1. 6049-5(b)(2)(iv) of the Income Tax 
Regulations? 

A-75. Generally, payor or broker 
will be treated as having satisfied the 
due diligence requirements with re- 
spect to a post-1983 account or in- 
strument if at the time the account or 
instrument was opened or acquired 
the payor or broker obtained a certi- 
fied taxpayer identification number 
from the payee and used that number 
on the information return that was 
filed for the particular calendar year 
that is subject to the penalty. See 
A-51 of this section for the due 
diligence requirements for payors of 
accounts or instruments that are not 
pre-1984 accounts or instruments. 

Q-76. What actions must a payor 
or broker take to exercise due dili- 
gence with respect to an account for 
which a Form W-8 is no longer in 
effect so that the payor or broker is 
not liable for the penalty for filing 
an information return with a missing 
taxpayer identification number? 
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ered to have exercised due diligence 
in furnishing a taxpayer identification 
number with respect to a particular 
calendar year if in such year the 
payor (1) has made the prescribed 
yearly mailings as described in A-5 
and A-6 and in the related questions 
and answers on due diligence in 
$35a. 9999-1 with respect to such ac- 
count or instrument, or (2) obtained 
a certified taxpayer identification 
number from the payee. In addition, 
to be considered to have exercised 
due diligence the payor must have 
used the same care in processing the 
taxpayer identification number pro- 
vided by the payee and in furnishing 
that taxpayer identification number 
on the information return that is 
filed for the year that a reasonably 
prudent payor would use in the 
course of the payor's business in 
handling account information, such 
as account numbers and account bal- 
ances. However, see A-56 of 
535a. 9999-1 for the circumstances 
under which the penalty will not be 
imposed through administrative dis- 
cretion with respect to information 
returns filed for the 1988 or subse- 
quent calendar years. 

Q-78. Will a payor who filed an 
information return with an incorrect 
taxpayer identification number be 
considered to have exercised due dili- 
gence for a particular calendar year 
with respect to a pre-1984 account or 
instrument for which the payor did 
not have a certified taxpayer identifi- 
cation number if, in such calendar 
year, the payor undertook a mailing 
as described in A-5 and A-6 and in 
the related questions and answers on 
due diligence in $35a. 9999-1 but 
failed to undertake one or more of 
the mailings required under A-5 or 
A-6 of $35a. 9999-1 in an earlier 
year? 

A-78. No. The annual solicitation 
of the correct taxpayer identification 
number for a pre-1984 account or 
instrument is a cumulative require- 
ment. Thus, if the separate mailing 
or one of the nonseparate annual 
mailings described under A-5 or A-6 
of $35a. 9999-1, respectively, is not 
undertaken or is undertaken improp- 
erly, the payor can never demonstrate 
due diligence for the particular ac- 
count or instrument in question 
through solicitation of the taxpayer 
identification number. Therefore, the 
payee is liable for the penalty under 

section 6676(b) with respect to the 
year in which the payor failed to 
make a mailing or makes a mailing 
improperly and all subsequent years 
(regardless of whether a mailing is 
made in a subsequent year) in which 
a return is filed with an incorrect 
taxpayer identification number. See 
A-56 of $35a. 9999-1 for the circum- 
stances under which the penalty will 
not be imposed through the adminis- 
trative discretion of the Internal Rev- 
enue Service with respect to informa- 
tion returns filed for the 1988 or 
subsequent calendar years. 

Q-79. Can a payor of reportable 
interest or dividends ever establish 
due diligence for a pre-1984 account 
or instrument if the payor missed one 
of the prescribed annual mailings or 
if one of the mailings was not under- 
taken in accordance with A-5 and 
A-6 and in accordance with the 
related questions and answers on due 
diligence described in $35a. 9999-1? 

A-79. The payor of a pre-1984 
account or instrument who failed to 
undertake one or more of the annual 
mailings as described in A-5 and A-6 
and in the related questions and 
answers on due diligence described in 
$35a. 9999-1 (or undertook those 
mailings improperly) can establish 
due diligence by obtaining a certified 
taxpayer identification from the 
payee and using that number on the 
information return. Due diligence will 
be considered as exercised beginning 
in the calendar year in which the 
certified number is received and used 
on the information return filed for 
that year. Also, see A-56 of 
$35a. 9999-1 for the circumstances 
under which the penalty will not be 
imposed through the administrative 
discretion of the Internal Revenue 
Service. 

Q-80. Does a payor who subse- 
quently obtains a certified taxpayer 
identification number or a Form W-8 
on a pre-1984 account or instrument 
remain liable for the penalty for 
filing an information return with an 
incorrect or a missing taxpayer iden- 
tification number in prior years if the 
payor did not exercise due diligence 
in such years by the prescribed mail- 
ings, by obtaining a certified tax- 
payer identification number, or by 
obtaining a Form W-8 signed under 
penalties of perjury? 

A-80. Yes, Obtaining a certified 

taxpayer identification number on a 
pre-1984 account or instrument may 
be considered an exercise of 
diligence only for the year in which 
the certified number is received and 
subsequent calendar years. 

Q-81. Does the answer in A-80 
change with respect to a calendar 
year if the payor subsequently ob- 
tains a certified number from a payee 
that matches the number used by the 
payor on a previous information re- 
turn filed for such year? 

A-81. No. The payor remains lia- 
ble for the penalty for those calendar 
years with respect to which the payor 
filed an information return with an 
incorrect taxpayer identification num- 
ber without exercising due diligence 
in such year, The question of 
whether a payor has exercised due 
diligence is a year-by-year determina- 
tion. Due diligence must be exercised 
in the particular year for which the 
payor is subject to the penalty. 

Q-82. Is a payor of a pre-1984 
account or instrument who obtained 
a noncertified taxpayer identification 
number from a payee liable for the 
penalty if the payor undertook all the 
prescribed annual mailings but inad- 
vertently processed the name or tax- 
payer identification number incor- 
rectly on the information return? 

A-82. Yes. The payor is liable for 
the penalty unless the payor can 
show that the payor exercised that 
degree of care in processing the name 
and taxpayer identification number 
and in furnishing it on the informa- 
tion return that a reasonably prudent 
payor would use in the course of the 
payor's business in handling account 
information, such as account num- 
bers and account balances. 

Q-83. Is a payor of a pre-1984 
account or instrument who has a 
certified taxpayer identification num- 
ber from a payee liable for the 
penalty if the payor inadvertently 
processed the name or taxpayer iden- 
tification number incorrectly on the 
information return? 

A-83. Yes. The payor is liable for 
the penalty unless the payor can 
show that the payor exercised that 
degree of care in processing the name 
and taxpayer identification number 
and in furnishing it on the informa- 
tion return that a reasonably prudent 
payor would use in handling account 
information, such as account num 
bers and balances. 
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DUE DILIGENCE DEFINED 
AFTER NOTIFICA TION BY THE 
INTERNAL REVENUE SER VICE 
THA T A TA XPA YER 
IDENTIFICA TION NUMBER IS 
INCORRECT 

In General 

Q-84. Is a payor of a reportable 
interest or dividend payment liable 
for the penalty under section 6676(b) 
in 1989 and subsequent calendar 
years if the Internal Revenue Service 
or a broker notifies the payor on or 
after January 1, 1988, and before the 
original due date of an information 
return that a payee's taxpayer identi- 
fication number is incorrect, and the 
payor later provides that number on 
an information return? 

A-84. Yes. A payor will be liable 
for the penalty under section 6676(b) 
for providing an incorrect taxpayer 
identification number on an informa- 
tion return for the 1988 and subse- 
quent calendar years if the payor is 
notified by the Internal Revenue Ser- 
vice on or after January 1, 1988, and 
before the original due date of an 
information return that such number 
is incorrect, unless the payor is exer- 
cising due diligence. 

Pre-1984 Accounts and Instruments 

Q-85. What actions must a payor 
of a pre-1984 account or instrument 
take to exercise due diligence to 
avoid the penalty under section 
6676(b) for filing an information re- 
turn with an incorrect taxpayer iden- 
tification number for the 1988 and 
subsequent calendar years, if the In- 
ternal Revenue Service or a broker 
notifies the payor, on or after Janu- 
ary 1, 1988, and before the original 
due date of such information return, 
that the payee's taxpayer identifica- 
tion number is incorrect? 

A-85. A payor of a pre-1984 ac- 
count or instrument will not be liable 
for the penalty if (1) at the time that 
the payor receives the first notice of 
an incorrect taxpayer identification 
number on or after January 1, 1988, 
the payor is considered to be exercis- 

ing due diligence as described in A-5 
and A-6 and the related questions 
and answers on due diligence under 
$35a. 9999-1 or is complying or with 

the rule described in A-56 and the 
related questions and answers on due 

diligence under $35a. 9999-1, (2) the 

payor sent the notice to the payee in 

the manner prescribed in 
$35a. 3406-1(c), (3) if the payor re- 

ceived a Form W-9 or acceptable 
substitute Form W-9 (including a 
recertified taxpayer identification 
number) from the payee before the 
original due date of an information 
return (see A-31 under $35a. 9999-1 
and $35a. 3406-1(d)(2) as to when a 
payor may treat a Form W-9 or 
substitute Form W-9 as being re- 

ceived), the payor used the new name 

and taxpayer number provided on the 
Form W-9 or acceptable substitute 
form on information returns filed 
after the calendar year in which the 
number is received, and (4) the payor 
sends the notice prescribed in 
535a. 3406-1(c) in each year subse- 
quent to the year in which the notice 
was first sent to the payee (who has 
not by the end of such year provided 
a certified Form W-9 or acceptable 
substitute form) until the Internal 
Revenue Service or a broker sends a 
second notice (of an incorrect tax- 
payer identification number for the 
payee) to the payor within 3 calendar 
years. If a second notice is sent, due 
diligence is met according to the rules 
set forth in A-89 of this section. 

Q-86. Is a payor of a pre-1984 
account or instrument who is consid- 
ered to be exercising due diligence 
through the prescribed annual mail- 
ings in A-5 and A-6 (or who is 
undertaking the actions described in 
A-56 of $35a. 9999-1) and through 
the related questions and answers on 
due diligence under $35a. 9999-1 in 
the year that the Internal Revenue 
Service notifies the payor of an in- 
correct taxpayer identification num- 
ber required to undertake those mail- 
ings in addition to mailing the notice 
required in $35a. 3406-1(c) (or in 
$35a. 3406-1(f)(2) in the case of the 
notification of two incorrect taxpayer 
identification numbers in 3 calendar 
years)? 

A-86. No. A payor of a pre-1984 
account or instrument is not required 
to undertake the mailings prescribed 
in A-5 and A-6 of $35a. 9999-1 (or 
A-56 of $35a. 9999-1) in any year in 
which the payor is also required to 
send the notice prescribed in 
$35a. 3406-1(c) (or in $35a. 3406-1 
(f)(2)). Thus, for example, assume 
that Payor X pays reportable interest 
on a pre-1984 account and has un- 

Section 3406 
dertaken all the prescribed mailings 
in A-5 and A-6 by December 31, 
1988, for the account of Payee A. 
Also assume that Payor X filed the 
calendar year 1984 return on Febru- 
ary 28, 1985, with respect to Payee A 
with an incorrect taxpayer identifica- 
tion number and the 1985, 1986, and 
1987 calendar year information re- 
turns on February 28, 1986, March 
2, 1987, and February 29, 1988, 
respectively, with the same incorrect 
taxpayer identification number. 
Payor X has not filed a Form 8210 
for any of these years to remit the 
penalty under section 6676(b). In 
November of 1988 the Internal Reve- 
nue Service notifies Payor X that the 
number set forth on the 1986 calen- 
dar year information return (l. e. , 
filed in 1987 with respect to Payee A) 
was filed with an incorrect taxpayer 
identification number. Under these 
facts, Payor X is not liable for the 
penalty for filing the 1986 informa- 
tion return with an incorrect taxpayer 
identification number because (I) 
Payor X filed the information return 
before being notified by the Internal 
Revenue Service of the incorrect tax- 
payer identification number, and (2) 
Payor X exercised due diligence in 
1986 through the prescribed annual 
mailing (L e. , Payor X made the 
separate mailing in 1983 and the 
nonseparate mailings in 1984, 1985 
and 1986 with respect to Payee A). 

Similarly, Payor X is not liable for 
the penalty for the 1984, 1985, and 
1987 calendar year information re- 
turns filed on February 28, 1985, 
February 28, 1986, and February 29, 
1988, respectively. 

Payor X will be liable for the 
penalty, however, for filing the 1988 
calendar year information return with 
the same incorrect taxpayer identifi- 
cation number (i. e. , the number that 
the Internal Revenue Service notified 
was incorrect) unless Payor X (1) 
sends the notice information as de- 
scribed in $35a. 3406-1(c), and (2) 
uses the certified taxpayer identifica- 
tion number that is furnished by the 
payee, if one is received before the 
end of 1988, on the information 
return that is filed for the 1988 
calendar year. If Payor X sends the 
notice described in $35a. 3406-1(c) in 
the 1988 calendar year, Payor X is 
not also required to send the mailing 
described in A-5 and A-6 (or A-56) 
of $35a. 9999-1 in 1988. If the payee 
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does not provide a new taxpayer 
identification number to the payor, 
the payor must continue to use the 
existing taxpayer identification num- 
ber on information returns filed for 
such payee. 

Q-87. Is Payor X in the example 
in A-86 required to send the notice 
to Payee A described in 
$35a. 3406-1(c) if, earlier in the year, 
Payor X sent the 1988 annual mail- 

ing to Payee A as described in A-5 
and A-6 of (or A-56) $35a. 9999-1? 

A-87. Yes. Once a payor is noti- 
fied of an incorrect taxpayer identifi- 
cation number, the payor must send 
the mailing prescribed in 
535a. 3406-1(c) in order to continue 
exercising due diligence. 

Post-1983 Accounts or Instruments 

Q-88. What actions must a payor 
of a post-1983 account or instrument 
take to exercise due diligence so as to 
avoid the penalty for filing an infor- 
mation return with an incorrect tax- 
payer identification number after be- 
ing notified by the Internal Revenue 
Service or a broker on or after 
January 1, 1988, and before the 
original due date of such return that 
the number is incorrect? 

A-88. A payor as described in 
Q-88 of an account or instrument 
that is a post-1983 account or instru- 
ment will not be liable for the pen- 
alty for filing an information return 
with an incorrect taxpayer identifica- 
tion number after the Internal Reve- 
nue Service notifies the payor that 
the number is incorrect if (1) the 
payor is considered to be exercising 
due diligence at the time of the 
notice from the Internal Revenue 
Service because the payor has a certi- 
fied taxpayer identification number 
from the payee or comes within one 
of the exceptions to due diligence, (2) 
the payor sent the notice in the 
manner prescribed in $35a. 3406-1(c), 
and (3) if the payor received a new 
certified Form W-9 or acceptable 
substitute form (which may contain a 
recertified taxpayer identification 
number) from the payee in a calen- 
dar year prior to the calendar year 
that is the original due date of an 
information return, the payor used 
the new name and taxpayer identifi- 
cation number provided on the Form 
W-9 or acceptable substitute form on 
information returns filed after the 

calendar year in which the taxpayer 
identification number is received. 
(See A-31 under $35a. 9999-1 and 
$35a. 3406-1(d)(2)(ii) as to when a 
payor may treat a taxpayer identifica- 
tion number as being received. ) 

In order to continue the exercise of 
due diligence, the payor must send 
the notice as described in 
$35a. 3406-1(c) in each calendar year 
until the payor obtains a certified 
taxpayer identification number from 
the payee or until the Internal Reve- 
nue Service sends a second notice (of 
an incorrect number for the payee) to 
the payor within 3 calendar years 
with respect to the account in ques- 
tion in which case due diligence is 
met according to the rules set forth 
in A-89 of this section. 

DUE DILIGENCE DEFINED 
AFTER TWO NOTIFICA TIONS OF 
AN INCORRECT TAXPA YER 
IDEN TIFICA TION NUMBER 
WITH 3 CALENDAR YEARS 

Both Pre-1984 and Post-1983 
Accounts and Instruments 

Q-89. What actions must a payor 
take, if the payor is notified twice 
within 3 calendar years that a payee 
has provided an incorrect taxpayer 
identification number, to exercise due 
diligence so that the payor will not 
be subject to the penalty for the 
continued use of that incorrect tax- 
payer identification number? 

A-89. The payor (1) must send the 
notice to the payee as prescribed in 
$35a. 3406-1(f)(2), (2) must code all 
subsequent information returns that 
are filed in the calendar year after 
the calendar year in which the second 
notice is received with the words 
"2ND NOTICE", and (3) must, if 
the payor receives a new name and 
taxpayer identification number with 
respect to the payee from the Inter- 
nal Revenue Service as described in 
paragraph (g) of $35a. 3406-1, use 
that name and taxpayer identification 
number on the information returns 
that are filed after the calendar year 
in which the name and number are 
received. The manner in which the 
words "2ND NOTICE" should be 
set forth on the information return 
will be provided in a revenue proce- 
dure issued by Internal Revenue Ser- 
vice. A payor shall not count any 
notice received from the Internal 
Revenue Service or a broker prior to 

January 1, 1990, as the second 
two notices within 3 calendar years. 
Further, a payor shall treat two o 
more notices received in a calendar 
year with respect to the same payee 
as one notice received in that calen- 
dar year for that payee. The preced- 
ing sentence applies only with respect 
to a payors who receive such two or 
more notices under the same Em- 
ployer Identification Number. See 
$35a. 3406-1(f). 

PROCEDURAL ITEMS 

Q-90. In what year does the liabil- 

ity for the penalty under section 
6676(b) arise? 

A-90. The liability for the penalty 
arises on the day following the date 
that the payor files an information 
return with an incorrect (or a missing 
taxpayer identification number) with 
respect to a calendar year in which 
the payor failed to exercise due dili- 

gence. 
Q-91. When must the payor remit 

the penalty to the Internal Revenue 
Service? 

A-91. The penalty is due by April 
1 of the year following the calendar 
year for which the information return 
is filed. 

Q-92. Will interest accrue on the 
penalty if it is not timely paid? 

A-92. Yes. The interest rate will be 
determined pursuant to section 6621 
of the Internal Revenue Code. For 
example, assume Bank Y is notified 
by the Internal Revenue Service in 
November 1986 that Y filed 1500 
information returns with respect to 
the 1984 calendar year with incorrect 
taxpayer identification numbers. Y 
exercised due diligence in 1984 on 
1, 000 of the accounts for which Y 
filed information returns with incor- 
rect taxpayer identification numbers. 
As a result, Y is liable for a $25, 000 
penalty (500 X $50) with respect to 
the information returns filed for the 
1984 calendar year. Further, interest 
will be charged on the $25, 000 begin- 
ning April I, 1985. To the extent Y 
filed information returns for the cal- 
endar year 1985 (or a later calendar 
year) with those same incorrect tax- 
payer identification numbers, Y may 
also be liable for a penalty and 
interest beginning on April 1, 1986 
(or April 1 of the year following such 
later calendar year), with respect to 
such information returns. 
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Q-93. In what manner should a 
payor remit the penalty to the Inter- 
nal Revenue Service? 

A-93. Generally, the payor shall 
remit the penalty with a properly 
executed Form 8210. However, effec- 
tive for information returns filed for 
the 1984 and 1985 calendar years 
with missing or incorrect taxpayer 
identification numbers, the payor 
may remit the penalty only with the 
certification statement set froth in 
CP 2100 and Letter 2137 provided by 
the Internal Revenue Service for noti- 
fying payors of missing or incorrect 
taxpayer identification numbers. The 
submission to the Internal Revenue 
Service of the signed certification 
statement shall constitute the filing of 
a return. With respect to information 
returns filed with missing or incorrect 
taxpayer identification numbers for 
the 1986 or a later calendar year, the 
payor must remit the penalty with 
the Form 8210. 

Q-94. What method should the 
payor use to contest any part of the 
proposed penalty under section 
6676(b)? 

A-94. A payor may contest the 
penalty judicially and administra- 
tively. With respect to a judicial 
contest, each penalty with respect to 
a return or statement is separable; 
therefore, a payor may contest its 
liability for the penalty by paying 
one such penalty and suing for a 
refund in a case in which the same 
issue arises with respect to multiple 
failures. A payor may also request an 
administrative appeals conference 
with the Internal Revenue Service. A 
request for an appeals conference 
may be made and granted after the 
penalty has been imposed by the 
Internal Revenue Service. The man- 
ner for requesting an appeals confer- 
ence is set forth in Publication 556. 

Q-95. When does the period for 
the statute of limitations on assess- 
ment begin to run on the penalty 
under section 6676(b)? 

A-95. The period for the statute of 
limitations on assessment begins to 
run on a penalty that is due under 
section 6676(b) on the date the payor 
files the respective Form 8210 or, 
with respect to the penalty due for 
the 1984 and 1985 calendar year 
information returns, the earlier of the 
date the payor files the Form 8210 or 
files the certification statement set 
forth in CP 2100 and Letter 2137. 

The period for the statute of limita- 
tions on assessment runs for a period 
of 3 years. See section 6501. 

Q-96. May a payor surcharge or 
pass the penalty on to the account of 
the payee with respect to which the 
payor was liable for the penalty 
under section 6676(b)? 

A-96. No. A payor shall not sur- 
charge or otherwise pass the penalty 
on directly or indirectly to the ac- 
count of a particular payee. Section 
6676 provides for a separate $50 
penalty for a payee who fails to 
provide a correct taxpayer identifica- 
tion number to a payor. 

MISCELLANEOUS ITEMS 

Q-97. Is a payor of a pre-1984 
account or instrument who does not 
undertake the prescribed mailings in 
A-5 and A-6 of (or A-56) 
$35a. 9999-1 but obtained a certified 
taxpayer identification number from 
a payee required to retain a copy of 
the document containing the certified 
number in its files? 

A-97. Yes. A payor of a pre-1984 
account or instrument who does not 
undertake the prescribed mailings un- 
der A-5 or A-6 (or A-56) of 
$35a. 9999-1 is required to maintain a 
copy of the document containing the 
certified number in its files in the 
same manner and for the same pe- 
riod of time that the payor retains 
other account-creation or instrument- 
purchase documents. 

Q-98. If a payor is notified that a 
payee is subject to backup withhold- 
ing under both section 3406(a)(1)(B) 
and (C), with which rules should the 
payor comply and subject the payee 
to backup withholding? 

A-98. A payor should comply with 
both provisions. Certain reportable 
payments that are subject to backup 
withholding under section 
3406(a)(1)(B) are not subject to 
backup withholding under section 
3406(a)(1)(C). In a case where a 
reportable payment, such as interest 
reportable under section 6049, is po- 
tentially subject to backup withhold- 
ing under both provisions, the payor 
must comply with the notice require- 
ments under both section 
3406(a)(1)(B) and (C). The payor 
should stop backup withholding on 
the account only when all conditions 
subjecting the account to backup 
withholding have been satisfied by 
the payee. Backup withholding 
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should be stopped according to the 
provision that applies last to the 
account in question. 

Acquisitions and Mergers 

Q-99 Under what circumstance is 
a taxpayer liable for the penalty 
under section 6676(b) with respect to 
another taxpayer? 

A-99. A taxpayer will be liable for 
the penalty under section 6676(b) of 
another taxpayer if there is a validly 
enforceable agreement under State 
law by which the taxpayer agreed to 
pay the Federal tax liability of the 
other taxpayer or has guaranteed the 
payment of such taxpayer's tax liabil- 
ities. Alternatively, the penalty may 
be collectible from the taxpayer as a 
transferee of property of the other 
taxpayer pursuant to section 6901 if 
the liability arises on the liquidation 
of a partnership or corporation, or 
on a reorganization within the mean- 
ing of section 368(a). See section 
6901 and the regulations thereunder. 
In the latter situation the taxpayer 
will be liable for any interest on the 
penalty if the value of the assets 
transferred exceeds the amount of 
such penalty, other taxes, related 
penalties, and interest as prescribed 
under the Internal Revenue Code. 
However, if the value of such trans- 
ferred assets is less than the penalty, 
interest will not be collected from the 
transferee taxpayer. 

Q-100. Is a pre-1984 account or 
instrument of a payor that is ex- 
changed for an account or instrument 
of another payor as a result of a 
merger of the other payor or acquisi- 
tion of the accounts or instruments 
of such payor transformed into a 
post-1983 account or instrument if 
the merger or acquisition occurs after 
December 31, 1983? 

A-100. No. A pre-1984 account or 
instrument that is exchanged for an- 
other account or instrument pursuant 
to a statutory merger or the acquis- 
tion of accounts or instruments is not 
transformed into a post-1983 account 
or instrument because the exchange 
occurs without the participation of 
the payee. See A-34 of $35a. 9999-1. 

Q-101. May the acquiring taxpayer 
described in A-100 rely upon the 
business records and past procedures 
of the merged payor or the payor 
whose accounts or instruments were 
acquired in order to establish that 
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due diligence has been exercised on 
the acquired pre-1984 and post-1983 
accounts or instruments? 

A-101. Yes. The acquiring payor 
may rely upon the business records 
and past procedures of the merged 
payor or of the payor whose ac- 
counts or instruments were acquired 
in order to establish due diligence to 
avoid the penalty under section 
6676(b) with respect to information 
returns that have been or will be 
filed. 

Q-102. If the business records of a 
marger payor or of a payor whose 
accounts or instruments were ac- 
quired do not disclose whether an 
account is a pre-1984 or post-1983 
account or instrument, how should 
the payor classify such account or 
instrument? 

A-102. The payor described in 
Q-102 may presume that such ac- 
count or instrument is a pre-1984 
account or instrument for purposes 
of backup withholding and due dili- 

gence. A payor who so treats such 
accounts and instruments may com- 
ply with the provisions of A-56 of 
II35a. 9999-1 in the calendar year of 
such merger or acquisition to obtain 
relief from the penalty under section 
6676(b) with respect to information 
returns filed for the year following 
the year of the acquisition or merger 
and subsequent calendar years. With 
respect to the requirement to backup 
withhold on such accounts or instru- 
ments with respect to which there is a 
missing or an obviously incorrect 
taxpayer identification number, the 
payor may commence such backup 
withholding no later than sixty days 
following the date of the merger or 
acquisition of such accounts or in- 

struments. A payor who withholds as 
described under the prior sentence 
will meet the backup withholding 
criterion under A-56 $35a. 9999-1. A 
payor as described in this answer is 

not required to obtain a determina- 
tion from the Internal Revenue Ser- 
vice as described in A-56 of 
$35a. 9999-1. 

Q-103. Is a payor required to 
retain the notice of an incorrect 
taxpayer identification number de- 

scribed in $35a. 3406-1(b)(1) or (2) 
that the Internal Revenue Service or 
a broker sends to the payor? 

A-103. Yes. The payor is required 
to maintain the notices (whether or 

not such payor imposes backup with- 

holding on the account to which the 
notice relates or incurs any liability 
for backup withholding) for a period 
of four years after the later of (1) the 
due date of such tax (backup with- 

holding) for the return period to 
which the notice relates, (2) the date 
an information return is filed reflect- 

ing the final payments that are sub- 

ject to backup withholding as a result 

of the notice described in 
$35a. 3406-1(b)(1) or (2), or (3) the 
date the tax is paid with respect to 
the notice. See section 6001 and the 
regulations issued thereunder for 
other rules on record retention. 

There is a need for immediate 
guidance with respect to the provi- 
sions contained in this Treasury deci- 
sion. For this reason, it is found 
impracticable to issue it with notice 
and public procedure under subsec- 
tion (b) of section 553 of Title 5 of 
the United States Code or subject to 
the effective date limitation of sub- 
section (d) of that section. 

Lawrence B. Gibbs, 
Commissioner of 

Internal Revenue. 
Approved October 2, 1987. 

O. Donaldson Chapoton, 
Acting Assistant 

Secretary of the 
Treasury. 

(Filed by the Office of the Federal Register on 
November 17, 1987, 1:52 p, m„and pub- 
lished in the issue of the Federal Register for 
November 23, 1987, 52 F. R. 44861) 

Subtitle D. -Miscellaneous Excise Taxes 

Chapter 31. -Retail Excise Taxes 

Subchapter A. -Special Fuels 

Section 4041. — Imposition of Tax 

26 CFR 48. 4041-5t Sales of diesel and special 
motor fuels and fuel for use in aircraft; rules 
of general application, 

T. D. 8154 

TITLE 26 — INTERNAL REVENUE 
CHAPTER I. — SUBCHAPTER D. — 
PART 48 — MANUFACTURERS AND 
RETAILERS EXCISE TAXES; PART 
602 — OMB CONTROL NUMBERS 
UNDER THE PAPERWORK 
REDUCTION ACT 

Sales of Diesel and Special Motor 
Fuel From Unattended Locations 

AGENCY: Internal Revenue Service, 
Treasury. 

ACTION: Tempory regulations. 

SUMMARY: This document contains 
temporary regulations relating 
sales of liquid fuel from unattended 
locations. The regulations affect re- 

tailers of diesel fuel, special motor 
fuel, and fuel used in noncommercial 
aviation and provide them with the 
guidance needed to comply with the 
law. 

DATES: The regulations are effec- 
tive on or after January 2, 1986. 

SUPPLEMENTARY 
INFORMATION: 

BACKGROUND 

This document contains temporary 
regulations amending the Excise Tax 
Regulations (26 CFR Part 48) under 
section 4041 of the Internal Revenue 
Code of 1986 (Code). These regula- 
tions are intended to clarify treat- 
ment of sales of liquid fuel from 
unattended locations. 

IN GENERAL 

Under section 4041(a)(1) of the 
Code, excise taxes are imposed on 
the sale of any liquid sold for use as 
fuel in a diesel-powered highway ve- 

hicle. The taxes are imposed when 

the liquid is sold to an owner, lessee, 
or other operator of a diesel powered 
highway vehicle for use as fuel in 

such vehicle. 

SALES FROM UNATTENDED 
LOCATIONS 

Section 48. 4041-5(a)(1) of the regu- 
lations provides that the sale of diesel 
fuel, special motor fuel, or fuel used 
in noncommercial aviation is consid- 
ered a taxable sale if the seller deliv- 
ers the fuel into the fuel supply tank 
of a vehicle, motorboat, or aircraft. 
Section 48. 4041-5(a)(1) further pro- 
vides that for this purpose, fuel sold 
at a location unattended by the seller 
is considered to be delivered into the 
fuel supply tank by the seller. This 
provision regarding sales from unat- 
tended locations was added to the 
regulations by T. D. 8066, published 
on January 2, 1986 (51 FR 11) 
[1986-1 C. B. 306]. 

The regulations clarify that the rule 
in $48. 4041-5(a)(1) regarding 
from unattended locations only ap 
plies to sales on or after January 2 
1986. In addition, $48. 4041-5(a)(1)(;;) 
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of the regulations provides that sales 
of fuel for nontaxable uses from 
unattended locations will not be con- 
sidered taxable if the seller maintains 
special devices to accurately account 
for sales to customers who regularly 
purchase fuel for nontaxable uses. 
The regulations further provide that 
the seller must maintain accurate 
records of such nontaxable sales. 

This amendment to the regulations 
is effective for sales of fuel on or 
after January 2, 1986. 

NEED FOR TEMPORARY 
REGULATIONS 

There is a need for immediate 
guidance with respect to the provi- 
sions contained in this Treasury deci- 
sion. For this reason, it was found 
impracticable to issue it with notice 
and public procedure under subsec- 
tion (b) of section 553 of Title 5 of 
the United States Code or subject to 
the effective date limitation of sub- 
section (d) of that section. 

SPECIAL ANALYSIS 
EXECUTIVE ORDER 12291 

The Commissioner of Internal Rev- 
enue has determined that this tempo- 
rary rule is not a major rule as 
defined in Executive Order 12291. 
Accordingly, a Regulatory Impact 
Analysis is not required. 

REGULATORY FLEXIBILITY 
ANALYSIS 

No notice of proposed rulemaking 
is required by 5 U. S. C. 553(b) for 
temporary regulations. Accordingly, 
the Regulatory Flexibility Act does 
not apply and no Regulatory Flexibil- 
ity Analysis is required for this rule. 

PAPERWORK REDUCTION ACT 

The collection of information re- 
quirements contained in these tempo- 
rary regulations have been submitted 
to the Office of Management and 
Budget (OMB) for review under the 
Paperwork Reduction Act of 1980. 
These regulations have been approved 
by OMB. 

Adoption of amendments to the 

regulations 

Accordingly, 26 CFR Parts 48 and 
602 are amended as follows: 

Paragraph 1. The authority for 
Part 48 continues to read as follows: 

Authority: 26 U. S. C. 7805. 
Par. 2. Section 48. 4041-5 is 

amended as follows: 
1. Paragraph (a)(1) is redesignated 

as paragraph (a)(1)(i). 
2. The second sentence of newly 

designated paragraph (a)(1)(i) is re- 
vised to read as set forth below. 

3. A new paragraph (a)(1)(ii) is 

added to read as set forth below. 
$48. 4041-5 Sales of diesel and special 

motor fuels and fuel for use in 
aircraft; rules of general applica- 
tion. 
(a) Taxability of liquid fuel deliv- 

ered into purchaser's tanks — (I) Fuel 
supply tanks — (i) *** For purposes of 
this paragraph (a), liquid fuel sold at 
a location unattended by the seller 
(such as under a cardlock or meter 
system) on or after January 2, 1986, 
is considered to be delivered into the 
fuel supply tank by the seller except 
as provided in paragraph (a)(1)(ii) of 
this section. *** 

(ii) If the seller maintains special 
devices at the unattended location to 
account accurately for sales of liquid 
fuel for nontaxable uses (such as 
assigning a separate "nontaxable" 
meter or, in a cardlock system, issu- 
ing a special "nontaxable" card to a 
customer who regularly purchases 
fuel for nontaxable uses), then such 
sales of liquid fuel shall be consid- 
ered nontaxable. The seller must 
maintain sufficient records of such 
nontaxable sales and include in these 
records the name of the purchaser, 
the date of the purchase, and the 
quantity of fuel purchased in each 
sale. 

Lawrence B. Glbbs, 
Commissioner of 

Internal Revenue. 

Approved August 13, 1987. 

(Filed by 
August 
in the 
August 

O. Donaldson Chapoton, 
Assistant Secretary of 

the Treasury. 
the Office of the Federal Register on 
24, 1987, 8:45 a. m. , and published 
issue of the Federal Register for 

25, 1987, 52 F. R. 32008) 

Par. 3. The authority for 26 CFR 
Part 602 continues to read as follows: 

Authority: 26 U. S. C. 7805. 
Par. 4. Section 602. 101(c) is 

amended by inserting the following 
items in the appropriate place in the 
table: 
"$48. 4041-5(a)(1)(ii) . . . . 1545-0977" 

Section 4051 

Subchapter B. -Heatry Trucks artd Trailers 

Section 4051. — Imposition of Tax on 
Heavy Trucks and Trailers Sold at 
Retail 

26 CFR 145. 4051-1: Imposition of tax on 
heavy trucks and trailers sold at retail. 
(A iso Sections 4052, 4221; 145. 4052-1, 
48. 4221-2. ) 

Act of manufacture or further 
manufacture; applicability of manu- 
facturers tax revenue rulings to retail- 
ers tax. Revenue rulings are listed 
which were issued under section 
4061(a)(1) of the Code and that are 
also applicable to section 4051(a)(1) 
to the extent that they determine 
whether a particular operation is, or 
is not, an act of manufacture or 
further manufacture. 

Rev. Rul. 87-85 

The Internal Revenue Service has 
reviewed those rulings previously 
published in the Internal Revenue 
Bulletin that defined the terms "man- 
ufacture" and "further manufac- 
ture" for purposes of the manufac- 
turers excise tax formerly imposed by 
section 4061(a) of the Internal Reve- 
nue Code, and the Service has identi- 
fied those rulings that are also appli- 
cable under the retailers excise tax 
now imposed by section 4051(a). 

Section 4061(a)(1) of the Code, 
repealed effective April 1, 1983, im- 
posed a 10 percent tax on the sale by 
the manufacturer, producer, or im- 
porter of specified articles, including 
certain truck bodies and chassis, 
truck trailers and semitrailers, and 
highway truck tractors. Section 
4051(a)(1), effective April I, 1983, 
imposes a 12 percent tax on the first 
retail sale of most of the articles previ- 
ously subject to the section 4061 tax. 

Section 4221(a)(1) of the Code, 
applicable to both sections 4061(a)(1) 
and 4051(a)(1), provides that no tax 
shall be imposed on the sale by the 
manufacturer (or under section 4051 
on the first retail sale) of an article 
for use by the purchaser for further 
manufacture, or for resale by the 
purchaser to a second purchaser for 
use by such second purchaser in 
further manufacture. 

Section 4221(d)(6)(A) of the Code 
provides that an article shall be 
treated as sold for use in further 
manufacture if such article is sold for 
use by the purchaser as material in 
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the manufacture or production of, or 
as a component part of, another 
article taxable under chapter 32 of 
the Code to be manufactured or 
produced by the purchaser. 

Section 4052(c) of the Code pro- 
vides that for purposes of the tax 
imposed by section 4051 a person, in 
general, shall not be treated as en- 
gaged in the manufacture of any 
article by reason of merely combining 
such article with any coupling device 
(including any fifth wheel), wrecker 
crane, loading and unloading equip- 
ment (including any crane, hoist, 
winch, or power liftgate), aerial lad- 

der or tower, snow and ice control 
equipment, earthmoving, excavation 
and construction equipment, spread- 
er, sleeper cab, cab shield, or wood 
or metal floor. Section 4063(d) previ- 
ously provided the same for purposes 
of the tax imposed by section 4061. 

The Service has determined that 
the following revenue rulings, which 
were issued under section 4061(a)(1) 
of the Code, are also applicable to 
section 4051(a)(1) to the extent that 
they determine whether a particular 
operation is, or is not, an act of 
manufacture or further manufacture: 

Rev. Rul 
58-582 
60-155 
60-258 
60-271 
60-310 

63-128 
64-335 
68-40 
69-186 
69-418 
69-419 

71-584 
74-262 
75-129 
75-276 
75-329 
75-509 

76-129 
77-101 
78-33 
78-187 
78-205 
78-217 

78-311 
79-191 
79-192 
79-253 
79-254 
82-157 
83-149 

No. 

(as distinguished by Rev. Rul. 75-509, 
1975-2 C. B. 420. ) 

(Situation i only) 

(application limited to restoration of milk 
tank bodies) 

(as modified by Rev. Rul. 82-157, 1982-2 
C. B. 288. ) 

(Situation I only) 
(Situations 1 and 3 only) 

C. B. Citation 
1958-2 C. B. 768 
1960-1 C. B. 410 
1960-2 C. B. 296 
1960-2 C. B. 332 

1960-2 C. B. 334 
1963-2 C. B. 476 
1964-2 C. B. 413 
1968-1 C. B. 452 
1969-1 C. B. 285 
1969-2 C. B. 195 

1969-2 C. B. 197 
1971-2 C. B. 358 
1974-1 C. B. 305 
1975-1 C. B. 336 
1975-2 C. B. 432 
1975-2 C. B. 484 

1975-2 C. B. 420 
1976-1 C. B. 332 
1977-1 C. B. 315 
1978-1 C. B. 342 
1978-1 C. B. 347 
1978-1 C. B. 345 

1978-1 C. B. 346 
1978-2 C. B. 260 
!979-1 C. B. 338 
1979-1 C. B. 340 
1979-2 C. B. 368 
1979-2 C. B. 369 
1982-2 C. B. 288 
1983-2 C. B. 186 

(as modified by Rev. Rul. 82-157, 1982-2 
C. B. 288. ) 

Section 4052. — Definitions and 
Special Rules 

26 CFR 145. 4052-1: Special rules and 
defini ti ons. 
(Also Section 7805; 501. 7805-1. 1 

Manufacturers; general; sales price. 
The requirement to include certain 
delivery charges in the taxable sale 
price of a truck does not apply to 
sales prior to October 1, 1986. Rev. 
Rul. 86-68 modified. 

Rev. Rul. 87-86 
Rev. Rul. 86-68, 1986-1 C. B. 318, 

deals with the excludability of certain 
transportation and delivery expenses 
in determining a tax base for pur- 
poses of computing the federal excise 
tax on truck bodies and chassis im- 
posed by section 4051(a)(1) of the 
Code. In Situation 2 of Rev. Rul. 
86-68, a trucking company orders a 
taxable truck from a retail truck 
dealer. Under the contractual ar- 
rangement between that dealer and 
the trucking company, the truck is 
shipped by the truck manufacturer 
from the manufacturer's factory di- 
rectly to the customer. The revenue 
ruling holds that the actual transpor- 
tation and delivery charges for ship- 
ping the truck directly from the man- 
ufacturer to the retail dealer's 
customer are includable in the tax- 
able sale price to the extent that such 
charges do not exceed the charges 
that would have been incurred to 
ship the truck from the manufacturer 
to the retail dealer through whom the 
truck was ordered. The balance (if 
any) of the actual transportation and 
delivery charges is excludable from 
the taxable sale price. 

Rev. Rul. 86-68 is modified to 
provide that the conclusion in Situa- 
tion 2 does not apply to sales prior 
to October 1, 1986. 

26 CFR 145. 4052-1: Special rules and defini- 
tions. 

This revenue ruling does not reach 
a determination as to the applica- 
bility to section 4051(a)(1) of the 
Code of any other conclusions in 
these revenue rulings and should not 

be interpreted as being all inclusive 
insofar as whether an act of manu- 
facture of further manufacture has 
occurred. 

Revenue rulings are listed which were issued 
under section 406l(a)(l) of the Code and that 
are also applicable to section 4051(a)(I) to the 
extent that they determine whether a particular 
operation is, or is not, an act of manufacture 
or further manufacture. See Rev. Rul. 87-85 
page 251. 
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26 CFR 48. 404l-lgt Fuels containing alcohol. 

T. D. 8152 

TITLE 26 — INTERNAL REVENUE. — 
CHAPTER 1, SUBCHAPTER D, 
PART 48 — MANUFACTURERS AND 
RETAILERS EXCISE TAXES; PART 
602 — OMB CONTROL NUMBERS 
UNDER THE PAPERWORK 
REDUCTION ACT OF 1980 

Excise Taxes on Gasohol and other 
Alcohol Mixture Fuels, Tread 
Rubber and Inner Tubes 

AGENCY: Internal Revenue Service, 
Treasury. 

ACTION: Final regulations. 

SUMMARY: This document contains 
final regulations relating to the excise 
tax on gasohol and other alcohol 
mixture fuels. This document also 
contains final regulations relating to 
the rate of excise tax on tires, tread 
rubber, and inner tubes. Changes to 
the laws relating to gasohol and 
other alcohol mixture fuels and tires 
were made by the Highway Revenue 
Act of 1982 and the Tax Reform Act 
o f 1984. These regulations provide 
necessary guidance to Internal Reve- 
nue Service personnel who administer 
the Internal Revenue Code and mem- 
bers of the public who are subject to 
these laws. 

DATES: The amendments made to 
sections 48. 4041-18, 48. 4041-19, 
48. 4041-20, 48. 4081-2, 48. 6420-4 
and 48. 6427-1 of the regulations, 
relating to alcohol fuels, are effective 
for sales or uses made on and after 
April I, 1983. The amendments made 
to sections 48. 4071-1 and 48. 4071-2 
of the regulations, relating to tires, 
are effective for sales or uses made 
on and after January 1, 1984. 

SUPPLEMENTARY 
INFORMATION: 

BACKGROUND 

On August 22, 1985, the Federal 
Register (50 F. R. 33977) published 
proposed amendments to the Manu- 
facturers and Retailers Excise Tax 
Regulations (26 CFR Part 48) under 
sections 4041, 4071, 4081, 6420 and 
6427 of the Internal Revenue Code 
of 1954 (Code) [LR-119-83, 1985-2 

C. B. 801]. The amendments were 

proposed to conform the regulations 
to sections 511(b), (d), (e), (f) and 
514 of the Highway Revenue Act of 
1982 (Pub. L. 97-424; 96 Stat. 2171) 
[1983-1 C. B. 405] and sections 
732(a), 912(a), (b), (d), (f) and 913 of 
the Tax Reform Act of 1984 (Pub. 
L. 98-369; 98 Stat. 976, 1007) 
[1984-3 C. B. (Vol. 1) 1]. A public 
hearing regarding the proposed regu- 
lations was held on January 14, 
1986. After consideration of com- 
ments regarding the proposed amend- 
ments, those amendments are 
adopted as revised by this Treasury 
decision. 

SUMMARY OF PUBLIC 
COMMENTS 

Temperature Adjustment 
Requirements 

Under sections 4041 and 4081 of 
the Code certain alcohol mixture fu- 
els are taxed at a reduced rate if the 
mixture contains at least 10 percent 
alcohol. Certain other alcohol mix- 
tures are either fully exempt from 
taxation or partially exempt under 
section 4041 if they consist of at least 
85ttt'0 alcohol. The proposed regula- 
tions required that in order to deter- 
mine whether an alcohol mixture fuel 
contains the appropriate percentage 
of alcohol, the volume of each com- 
ponent is adjusted to its appropriate 
volume at 60 degrees Fahrenheit, 
known as its net volume. 

Many commenters objected to this 
requirement. Most of the commenters 
instead favored determination of the 
applicable percentage based upon the 
actual volume of the mixture without 
any adjustment for temperature, 
known as its gross volume. In re- 
sponse to these comments, the final 
regulations have been revised to pro- 
vide that the determination of 
whether a mixture contains the re- 
quired percentage of alcohol will be 
based on the actual volume of each 
component at the time the fuel is 
blended. Several points raised in the 
comments led to this revised rule. 

Most commenters stated that the 
actual volume of a alcohol mixture is 
not usually converted to its net vol- 
ume by the blender. In order to 
make the conversion to net volume it 
would be necessary to make burden- 
some and complicated calculations. 

Section 4052 
Several commenters objected that it 

would be necessary to purchase new 

metering equipment in order to make 
the conversions and that the cost of 
such equipment would be prohibitive. 

Commenters also described con- 
flicts between the temperature adjust- 
ment requirements and state laws. 
The commenters believed that it 
would be extremely difficult to meet 
both state and federal requirements. 

Several commenters also indicated 
that the temperature adjustment re- 
quirement is not necessary. Accord- 
ing to these commenters, the compo- 
nents of the alcohol fuel mixtures 
expand and contract at similar rates. 
As a result, even without temperature 
correction there would be no signifi- 
cant difference in the mixture ratio 
of fuel unless the temperatures of the 
components were very different when 
the mixture was blended. 

Determination of a 
Fuel's Mixture Ratio 

The proposed regulations required 
that an alcohol mixture fuel shall 
contain at least 10%0 alcohol, for 
purposes of taxation at the rates set 
out in section 4041(k) or section 
4081(c), or at least 850to alcohol for 
purposes of section 4041(b)(2) or 
4041(m). The proposed regulations 
did not provide guidance as to how 
strictly these percentage requirements 
would be enforced. However, The 
Senate Finance Committee Report to 
the Technical Corrections Act of 
1982 (S. Rep. No. 97-592, 48) indi- 
cated that the 10 percent requirement 
for qualification of a mixture as 
gasohol should be enforced in a 
reasonable manner which recognizes 
commercial and operational prac- 
ticalities. 

At the January hearing, several 
individuals testified about the need 
for tolerance in determining whether 
a fuel contains the required percent- 
age of alcohol. According to these 
individuals, deviation from the appli- 
cable percentages is due to meter 
inaccuracies, blender error and evap- 
oration loss of the alcohol portion of 
a mixture following blending. 

In response to these comments and 
Congressional correspondence re- 
ceived, the final regulations provide 
guidance for application of the per- 
centage requirements. Generally, a 
mixture must contain at least 100to 
alcohol in order to qualify for a 
reduced rate of tax under section 
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4041(k) or section 4081(c), or 85oto 

alcohol in order to qualify under 
section 4041(b)(2) or section 4041(m). 
However, a mixture which does not 
contain precisely the applicable per- 
centage may qualify under these sec- 
tions if the blender demonstrates to 
the satisfaction of the District Direc- 
tor the existence of facts and circum- 
stances that establish that but for the 
commercial and operational realities 
of the blending process, the percent- 
age requirement would have been 
met. However, in order to qualify 
under section 4041(k) or section 
4081(c) the percentage of alcohol 
contained in a 10 percent alcohol 
mixture may not be less than 9. 802 
percent regardless of the circum- 
stances. This percentage is based 
upon a tolerance of . 22oto in measur- 
ing the percentage of nonalcohol fuel 
in the mixture, as determined from 
tolerances specified for wholesale 
measuring devices in National Bureau 
of Standards Handbook 44, Specifi- 
cations, Tolerances and Other Tech- 
nical Requirements for Weighing and 
Measuring Devices (1986). The toler- 
ance is determined based on the 
measurement of the nonalcohol por- 
tion of a mixture because, typically, 
industry's practice is to blend these 
mixtures by first putting the appro- 
priate amount of nonalcohol fuel in 
a tank and then topping off the tank 
with alcohol. This percentage cap 
does not apply for purposes of quali- 
fication as an 85 percent alcohol 
mixture under section 4041(b)(2) or 
section 4041(m) because these mix- 
tures are not generally blended in the 
same manner as mixtures containing 
10 percent alcohol. In addition, the 
regulations clarify that the determina- 
tion of whether a mixture contains 
the appropriate amount of alcohol is 

made at the time the mixture is 

blended, before any evaporation can 
occur. Announcement to 
be published shortly in the Internal 
Revenue Bulletin will contain guid- 
ance for blenders of alcohol mixtures 
to obtain a credit or refund if they 
paid tax at the rate applicable to 
nonqualified fuel mixtures with re- 

spect to a mixture which would be 
eligible for the reduced rate under 

the rules of this Treasury decision. 

One individual testifying at the 
hearing suggested that whether a tax- 

payer has blended qualifying mixtures 
should be determined based upon the 

average percentage o f alcohol con- 
tained in mixtures blended by the 
taxpayer during a three-month pe- 
riod. If the average percentage of 
alcohol contained in the mixtures met 
the statutory standard, then all such 
mixtures blended during the period 
would be taxed at the applicable 
reduced rate of tax. However, if the 

average percentage of alcohol con- 
tained in the mixture did not meet 
the statutory requirement then all 

mixtures blended would be taxed at 
the higher rate. This rule was not 
adopted in the Treasury decision be- 

cause it can lead to unfair results. 
For example, all mixtures blended in 

a period may be disqualified if one 
mixture fails to meet the statutory 
requirement by a large amount, even 

if all other mixtures blended meet the 
statutory requirements precisely. 

Failure to Qualify as 
an Alcohol Mixture 

The proposed regulations did not 
specify the tax treatment of a fuel 
which fails to qualify as an alcohol 
mixture under either section 4041 or 
section 4081. One commenter ex- 

pressed the view that if a fuel fails to 
qualify as an alcohol mixture fuel, 
only the excess nonalcohol fuel 
should be taxed at the higher rate. 
The rest of the mixture would be 
taxed at the reduced rate applicable 
for qualifying mixtures. For example, 
if a mixture contains 100 gallons of 
gasoline and 10 gallons of alcohol, 
100 gallons of the mixture would be 
taxed at a rate of 3 cents per gallon 
under section 4081(c) and 10 gallons 
of excess gasoline would be taxed at 
a rate of 9 cents per gallon under 

section 4081(a). The Treasury deci- 

sion clarifies that if a mixture does 
not contain the required percentage 
of alcohol, none of the fuel is taxed 
as a qualifying mixture, but rather all 

o f the fuel is taxed as a special 
motor fuel under section 4041(a)(2) 
or gasoline under section 4081(a). 
Thus, in the above example, all 110 
gallons of mixture would be taxed at 
a rate of 9 cents per gallon. 

NON-APPLICABILITY OF 
EXECUTIVE ORDER 12291 

The Commissioner of Internal Rev- 

enue has determined that this final 

rule is not a major rule as defined in 

Executive Order 12291 and that a 
regulatory impact analysis therefore 
is not required. 

REGULATORY FLEXIBILITY 
ANALYSIS 

Although a notice of proposed 
rulemaking that solicited public com- 
ment was issued, the Internal Reve- 

nue Service concluded when the no- 

tice was issued that the regulations 
are interpretative and that the notice 
and public procedure requirements of 
5 U. S. C. 553 did not apply. Accord- 
ingly, the final regulations do not 
constitute regulations subject to the 
Regulatory Flexibility Act (5 U. S. C. 
chapter 6). 

PAPERWORK REDUCTION ACT 

The collection of information re- 
quirements contained in these regula- 
tions have been submitted to the 
Office of Management and Budget in 
accordance with the requirements of 
the Paperwork Reduction Act of 
1980. These requirements have been 
approved by OMB under control 
number 1545-0023. 

Accordingly, 26 CFR Part 48 and 
602 are amended as follows: 

Paragraph 1. The authority for 
Part 48 continues to read in part: 

Authority: 26 U. S. C. 7805. *** 
Section 48. 4041-18 also issued under 
26 U. S. C. 4041(k)(1): $48. 4041-2 
also issued under 26 U. S. C. 
4081(c)(1). *** 

Par. 2. Section 48. 4041-14 is 
redesignated as $48. 4041-18 and re- 
vised to read as set forth below. 
$48. 4041-18 Fuels containing alcohol. 

(a) In general — (1) Sale or use af- 
ter December 31, 1984 and before 
January I, 1993. Under section 
4041(k) the rate of tax applicable to 
the sale or use after December 31, 
1984 and before January 1, 1993, of 
any liquid fuel described in section 
4041(a)(1) or (2) which consists of at 
least 10oto alcohol by volume is: 

(i) 9 cents for each gallon of 
alcohol mixture sold or used in the 
case of mixtures described in section 
4041(a)(1); or 

(ii) 3 cents for each gallon o f 
alcohol mixture sold or used in the 
case of mixtures described in section 
4041(a)(2). 
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The amount of tax is based upon 
the total volume of fuel and not 
merely upon the volume of the 
nonalcohol components of such fuel. 
However, see section 4041(b)(2) and 
$48. 4041-19 for rules relating to the 
complete exemption from taxes im- 
posed by section 4041(a) where at 
least 85oio of the fuel consists of 
alcohol produced from certain 
sources. 

(2) Sale or use after March 31, 
1983, and before January 1, 1985. 
For rules relating to the rate of tax 
imposed on the sale or use after 
March 31, 1983, and before January 
1, 1985 of any liquid fuel described 
in section 4041(a)(1) or (2) which 
consists of at least 10' alcohol by 
volume, see section 4041(k) prior to 
the enactment of the Tax Reform 
Act of 1984 (Pub. L. 98-369, 98 
Stat. 1007). 

(3) Sale or use before A pril I, 
1983. No tax is imposed upon the 
sale or use of any liquid fuel de- 
scribed in section 4041(a)(1) or (a)(2) 
which consists of at least 10oto alco- 
hol if the sale or use occurs after 
December 31, 1978 and before April 
1, 1983. 

(4) Rate of tax for mixtures which 
fail to qualify. If an alcohol mixture 
fuel fails to qualify under this sec- 
tion, the entire mixture is taxed at 
the rate of tax specified under section 
4041(a)(1) if the mixture contains 
diesel fuel, or section 4041(a)(2) if 
the mixture contains special motor 
fuel. 

(b) Alcohol mixture fuels qualify- 
ing for special tax treatment. In 
order to qualify for the reduced rates 
of tax described in paragraphs (a)(1) 
and (a)(2) of this section or the 
exemption from tax described in 
paragraph (a)(3) of this section, at 
least 10'Vo of an alcohol mixture fuel 
must consist of alcohol as defined in 
section 4081(c) and $48. 4081-2(a)(4) 
of the regulations. The actual gallon- 
age of each component of the mix- 
ture (without adjustment for temper- 
ature) shall be used in determining 
whether the 10 percent alcohol re- 
quirement has been met. Further, in 
determining whether a particular mix- 
ture containing less than 10 percent 
alcohol satisfies &his percentage re- 
quirement, the District Director shall 
take into account the existence of 
any facts and circumstances that es- 
tablish that but for the commercial 

and operational realities of the blend- 

ing process, it may reasonably be 
concluded that the mixture would 

have contained at least 10 percent 
alcohol. A circumstance from which 

it might be concluded that the mix- 

ture would have contained 10 percent 
alcohol but for its existence is mal- 

functioning of the meter measuring 
the amount of a component pumped 
into a mixture. However, the neces- 

sary facts and circumstances will not 
be found to exist if over a period of 
time the mixtures blended by a 
blender show a consistent pattern of 
failing to contain 10 percent alcohol. 
In no case will any mixture contain- 
ing less than 9. 802 percent alcohol 
qualify for the reduced rates set forth 
in this section. See paragraph (f) of 
this section for rules relating to in- 
formation required to be attached to 
the taxpayer's return of the tax im- 
posed by chapter 31 relating to the 
alcohol content of the mixture for 
which tax is paid. 

(c) Later separation. If a person 
separates out the alcohol from a 
mixture which has been taxed under 
the rates of section 4041(k), such 
separation will be treated as a sale of 
the liquid on the date separated and 
is subject to tax at the rates set forth 
under section 4041(a)(1) or (2). The 
tax liability incurred upon the separa- 
tion is reduced by the amount of any 
tax previously imposed under section 
4041. Thus, if Y buys 1000 gallons of 
alcohol mixture fuel taxed at the rate 
of 3 cents per gallon under section 
4041(k) and later separates the fuel 
into 900 gallons of special motor fuel 
and 100 gallons of alcohol, the sepa- 
ration is treated as a sale of 900 
gallons of special motor fuel, taxed 
at the rate of 9 cents per gallon 
under section 4041(a), and a sale of 
100 gallons of alcohol, exempt from 
tax under section 4041(b)(2). The tax 
of $81 on the deemed sale of special 
motor fuel is reduced by the tax of 
$30 previously paid on the sale of the 
alcohol mixture fuel. 

(d) Exemption from tax for alco- 
hol mixture fuels sold or used in an 
aircraft in noncommercial aviation— 
(1) In general. No tax is imposed 
upon the sale or use of any liquid 
fuel described in section 4041(a)(1) or 
(a)(2) which consists of at least 10oto 
alcohol if such fuel is sold to or used 
by an owner, lessee or other operator 
of an aircraft as fuel in such aircraft 
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in noncommercial aviation. See sec- 
tion 4041(c)(4) and the regulations 
thereunder for the definition of non- 
commercial aviation. 

(2) Failure to use alcohol mixture 
fuel in an aircraft in noncommercial 
aviation. If fuel which is exempt 
from tax under paragraph (d)(1) of 
this section is not used as fuel in an 
aircraft in noncommercial aviation, 
any other use or sale of such fuel 
will be considered the use or sale of 
an alcohol mixture fuel subject to tax 
according to the rules of this section. 

(e) Refunds relating to diesel, spe- 
cial motor and noncommercial avia- 
tion fuels. See section 6427 for rules 
which relate to the allowance of a 
refund or credit to a person who uses 
tax-paid diesel, special motor or non- 
commercial aviation fuels to produce 
an alcohol mixture fuel. 

(f) Records required to be fur- 
nished by the taxpayer. A taxpayer 
making a return of the tax imposed 
by chapter 31 indicating payment of 
the tax under section 4041(k) and 
$48. 4041-18 at the reduced rate must 
attach a statement to the return 
indicating the total number of gallons 
of alcohol mixture fuels containing at 
least 10 percent alcohol and the total 
number of gallons of alcohol mixture 
fuels containing less than 10 percent 
alcohol but more than 9. 802 percent 
alcohol. However, the taxpayer does 
not have to specify the precise mix- 
ture ratio for every mixture blended 
for which tax is being paid. For 
example, the taxpayer pays tax for 
10, 000 gallons of alcohol mixture 
fuels. Of these mixtures, 1, 000 gal- 
lons contain 9. 9 percent alcohol, 
1, 500 gallons contain 9. 91 percent 
alcohol and 7, 500 gallons contain 10 
percent alcohol. The taxpayer seeks 
to have all of the mixtures described 
above qualify for taxation at the 
reduced rate under the rules of para- 
graph (b) of this section. The blender 
must attach a statement to the return 
of tax filed for these mixtures indi- 
cating that of the 10, 000 gallons, 
7, 500 gallons contain at least 10 
percent alcohol and 2, 500 gallons 
contain less than 10 percent alcohol. 

(g) Alcohol mixture fuel within the 
tank of a vehicle — (1) Mixtures 
within the tank of a vehicle before 
April 1, 1983. If an alcohol mixture 
fuel is put into the tank of a vehicle 
prior to April 1, 1983, the fuel is 
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considered used prior to that date. 
Thus, such fuel will not be subject to 
the tax described in paragraph (a)(2) 
of this section and will be exempt 
from tax according to the provision 
of paragraph (a)(3) of this section. 

(2) Mixture within the tank of a 
vehicle before January 1, 1985. If an 
alcohol mixture is put into the tank 
of a vehicle prior to January 1, 1985, 
the fuel is considered used prior to 
that date. Thus, such fuel is subject 
to the tax described in paragraph 
(a)(2) of this section. 

Par. 3. A new $48. 4041-19 is 
added to read as set forth below. 
$48. 4041-19 Exemption for qualified 

methanol and ethanol fuel. 

(a) In general. Under section 
4041(b)(2), the tax imposed upon the 
sale or use of motor fuels under 
section 4041(a) does not apply to the 
sale or use of qualified methanol or 
ethanol fuel. 

(b) Qualified methanol or ethanol 
fuel defined. For purposes of section 
4041(b)(2) and this section, qualified 
methanol or ethanol fuel is liquid 
motor fuel, 85% of the volume of 
which consists of alcohol, as defined 
in section 4081(c) and $48. 4081-2 
(a)(4) of the regulations as modified 
by the following sentence. For pur- 
poses of section 4041(b)(2) and this 
section, the alcohol contained in a 
qualified methanol or ethanol fuel 
may be produced from coal. The 
actual gallonage of each component 
of the mixture (without adjustment 
for temperature) shall be used in 
determining whether the 85 percent 
alcohol has been met. Further, in 
determining whether a particular mix- 
ture containing less than 85 percent 
alcohol satisfies this percentage re- 
quirement, the District Director shall 
take into account the existence of 
any facts and circumstances, that 
establish that but for the commercial 
and operational realities of the blend- 
ing process, it may reasonably be 
concluded that the mixture would 
have contained at least 85 percent 
alcohol. The necessary facts and cir- 
cumstances will not be found to exist 
if over a period of time the mixtures 
blended by a blender show a consis- 
tent pattern of failing to contain 85 
percent alcohol. 

(c) Mixtures which do not qualify 
as qualified methanol or ethanol fuel. 
If a methanol or ethanol fuel does 
not qualify as qualified methanol or 

ethanol fuel under this section, the 
entire mixture is taxed at the rate of 
tax applicable to sales of special 
motor fuels under section 4041(a)(2) 
of the Code. 

(d) Refunds relating to fuels used 
to produce qualified fuels. See sec- 
tion 6427 for rules which relate to 
the allowance of a refund or credit to 
a person who uses tax-paid diesel, 
special motor of noncommercial avia- 
tion fuels to produce a qualified 
methanol or ethanol fuel and section 
6416 for rules which relate to the 
allowance of a refund or credit to a 
person who uses tax-paid gasoline to 
produce a qualified methanol or 
ethanol fuel. 

(e) Later blending. If a qualified 
methanol or ethanol fuel is blended 
with other motor fuel in a mixture 
less than 85 percent of which consists 
of alcohol, the subsequent sale or use 
of such alcohol mixture fuel is tax- 
able under the provisions of section 
4041 or section 4081 subject to the 
requirements, limitations and exemp- 
tions of those sections. Thus, if the 
alcohol mixture fuel is at least 10% 
alcohol by volume, sale or use of the 
fuel is taxed at the rates provided in 
section 4041(k) or section 4081(c), 
but if the fuel is less than 10% 
alcohol, sale or use of the fuel is 
taxed at the rates provided in section 
4041(a) or section 4081(a). 

(f) Effective date. Section 
4041(b)(2) applies to sales or uses 
after March 31, 1983, and before 
October 1, 1988. 

Par. 4. A new $48. 4041-20 is 
added to read as set forth below. 
$48. 4041-20 Partially exempt metha- 

nol and ethanol fuel. 
(a) In general. Under section 

4041(m), the sale or use of partially 
exempt methanol or ethanol fuel is 
taxed at the rate of 4 A cents per 
gallon of fuel sold or used. The 
amount of tax is based upon the 
total volume of fuel and not merely 
upon the nonalcohol portion of the 
fuel. 

(b) Partially exempt methanol or 
ethanol fuel defined. For purposes of 
section 4041(m) and this section, par- 
tially exempt methanol or ethanol 
fuel is liquid motor fuel, 85% of 
which by volume consists of alcohol, 
as defined in section 4081 and 
$48. 4081-2(a)(4) of the regulations, 
as modified by the following sen- 
tence. For purposes of section 

4041(m) and this section, the alcohol 
contained in partially exempt metha- 
nol or ethanol fuel must be produced 
from natural gas. The actual gallon- 
age of each component of the mix- 
ture (without adjustment for temper- 
ature) shall be used in determining 
whether the 85 percent alcohol re- 
quirement has been met. Further, in 

determining whether a particular mix- 
ture containing less than 85 percent 
alcohol satisfies this percentage re- 
quirement, the District Director shall 

take into account the existence of 
any facts and circumstances that es- 
tablish that but for the commercial 
and operational realities of the blend- 

ing process, it may reasonably be 
concluded that the mixture would 
have contained at least 85 percent 
alcohol. The necessary facts and cir- 
cumstances will not be found to exist 
if over a period of time the mixtures 
blended by a blender show a consis- 
tent pattern of failing to contain 85 
percent alcohol. See paragraph (f) of 
this section for rules relating to in- 

formation required to be attached to 
the taxpayer's return of the tax im- 

posed by chapter 31 relating to the 
alcohol content of the partially ex- 

empt methanol or ethanol fuel for 
which tax is paid. 

(c) Mixtures which do not qualify 
as partially exempt methanol or 
ethanol fuel. If methanol or ethanol 
fuel does not qualify as partially 
exempt methanol or ethanol fuel un- 
der this section, the entire mixture is 
taxed at the rate of tax applicable 
under section 4041(a)(2) of the Code. 

(d) Refunds relating to fuels. See 
section 6427 for rules which relate to 
the allowance of a refund or credit to 
a person who uses tax-paid diesel, 
special motor or noncommercial avia- 
tion fuel to produce a partially ex- 
empt methanol or ethanol fuel and 
section 6416 for rules which relate to 
the allowance of a refund or credit to 
a person who uses tax-paid gasoline 
to produce a partially exempt metha- 
nol or ethanol fuel. 

(e) Later blending. If a partially 
exempt methanol or ethanol fuel is 
blended with other motor fuel in a 
mixture less than 85 percent o& which 
consists of alcohol, the subsequent 
sale or use of such blended moto~ 
fuel is taxable under the provisions 
of section 4041(a) or section 4081(a) 
subject to the requirements, limita 
tions and exemptions of those 
tions. 
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(f) Records required to be fur- 
nished by the taxpayer. A taxpayer 
making a return of the tax imposed 
by chapter 31 indicating payment of 
the tax under section 4041(m) and 
$48. 4041-20 at the reduced rate must 
attach a statement to the return 
indicating the total number of gallons 
of partially exempt methanol or 
ethanol fuel containing at least 85 
percent alcohol and the total number 
of gallons of partially exempt metha- 
nol or ethanol fuel containing less 
than 85 percent alcohol, but qualify- 
ing for taxation at the reduced rate 
under the rules of paragraph (b) of 
this section. However, the taxpayer 
does not have to specify the precise 
mixture ratio of every mixture 
blended for which tax is being paid. 

(g) Effective date. Section 4041(m) 
applies to sales and uses after July 
31, 1984. If methanol or ethanol fuel 
meeting the requirements of para- 
graph (b) of this section was put into 
the tank of a vehicle prior to August 
1, 1984, the fuel is considered used 
prior to that date and is subject to 
the tax described in paragraph (a) of 
section 4041. 

Par. 5. Section 48. 4071 — I is 
amended as follows: 

(a) Paragraph (a) is revised to read 
as set forth below. 

(b) Paragraph (b)(1) is revised to 
read as set forth below. 

(c) Paragraph (b)(2) is redesignated 
paragraph (b)(3). 

(d) A new paragraph (b)(2) is 
added to read as set forth below. 

$48. 4071-1 Imposition and rate of 
tax. 
(a) Imposition of tax — (1) Imposi- 

tion of tax before January 1, 1984. 
Section 4071 imposes a tax at the 
rates set forth in paragraph (b)(1) of 
this section on tires made wholly or 
in part of rubber, inner tubes (for 
tires) made wholly or in part of 
rubber and tread rubber which are 
sold by the manufacturer thereof 
before January I, 1984. 

(2) Imposition of tax after Decem- 
ber 31, 1983. Section 4071 imposes a 
tax at the rates set forth in paragraph 
(b)(2) of this section on tires of the 

type used on highway vehicles and 
made wholly or in part of rubber 
which are sold by the manufacturer 
thereof after December 31, 1983. 

(3) Definitions. For definitions of 
the terms "tires, " "inner tubes, " 
"tread rubber, " "rubber" and 
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as set forth below. 

(b) Paragraph (b) is revised to read 
as set forth below. 

(c) The heading of paragraph (c) is 

revised to read as set forth below. 

(d) Paragraph (c)(1) is amended by 
removing the first sentence of the 
paragraph and inserting in lieu 
thereof the sentence set forth below 
and by removing the word "exempt" 
in the fifth sentence. 

(e) Paragraph (c)(2) is amended by 
removing "tax free" wherever it ap- 
pears and inserting in lieu thereof 
"at the reduced rate (or tax free for 
sales before April I, 1983)". 

(f) Paragraph (e)(1) is revised to 
read as set forth below. 

(g) Paragraph (e)(2) is retitled to 
read as set forth below and is 
amended by removing the last sen- 
tence of the paragraph and inserting 
in lieu thereof the two sentences set 
forth below. 

(h) A new paragraph (e)(3) is 
added to read as set forth below 

(i) Paragraph (f)(1) is retitled and 
is revised to read as set forth below. 

(j) The heading and text of para- 
graph (f)(2) are amended by inserting 
"and less than 85 percent alcohol" 
after "40 percent alcohol" wherever 
it appears. 

(k) A new paragraph (f)(3) is 
added to read as set forth below. 

(1) Paragraph (g) is revised to read 
as set forth below. 

(m) Paragraph (h) is amended by 
removing "tax free" wherever it ap- 
pears and inserting in lieu thereof 
"at the reduced rate (or tax free for 
sales before April I, 1983)". 

(n) A new paragraph (h)(4) is 
added to read as set forth below. 

(o) Paragraph (i) is removed. 
$48. 4001-2 Gasoline mixed with alco- 

hol. 
(a) In general — (I) Sale after 

March 31, 1983, and before October 
I, 1983. Under section 4081(c), the 
rate of tax applicable to the sale of 
qualifying gasohol (as defined in 
paragraph (a)(5) of this section) and 
on the sale of gasoline for the pur- 
pose of producing qualifying gasohol 
is: 

(i) For sales occurring after De- 
cember 31, 1984, and before October 
I, 1988, 3 cents per gallon of fuel in 
the case of the sale of qualifying 
gasohol and 3 I/3 cents per gallon of 
fuel in the case of the sale of 

"manufacturer, " see $48. 4071-1 of 
the regulations. 

(b) Rates and computation of 
tax — (I) Rates of tax before January 

I, 1984. 
(i) Tires: 
(A) Of the type used on highway 

vehicles: 
(I) For the period of July I, 1965 

to December 31, 1980, inclusive — 10 
cents per pound. 

(2) For the period January I, 1981 
to December 31, 1983, inclusive— 
9. 75 cents per pound. 

(B) Of the type used on other than 

highway vehicles: 
(I) For the period July I, 1965, to 

December 31, 1980, inclusive — 5 

cents per pound. 
(2) For the period January I, 1981 

to December 31, 1983, inclusive— 
4. 875 cents per pound. 

(C) Laminated tires for the period 
July I, 1965 to December 31, 1983, 
inclusive — I cent per pound. 

(ii) Inner tubes: 
For the period July I, 1965 to 

December 31, 1983, inclusive — 10 
cents per pound. 

(iii) Tread Rubber: 
For the period July I, 1965 to 

December 31, 1983, inclusive — 5 

cents per pound. 
(2) Rates of tax on or after Janu- 

ary 1, 1984. Tires of the type used 
on highway vehicles: 

(i) Tires weighing not more than 
40 pounds — 0 cents. 

(ii) Tires weighing more than 40 
pounds but not more than 70 
pounds — 15 cents for each pound in 
excess of 40 pounds. 

(iii) Tires weighing more than 70 
pounds but not more than 90 
pounds — $4. 50 plus 30 cents for each 
pound in excess of 70 pounds. 

(iv) Tires weighing more than 90 
pounds — $10. 50 plus 50 cents for 
each pound in excess of 90 pounds. 

$48. 4071-2. [Amended] 
Par. 6, Paragraph (b) of 

$48. 4071-2 is retitled "A lternati ve 
method of determining the weight of 
tires after Decembert 31, 1983" and 
is amended by removing "and inner 
tubes" wherever it appears and by 
removing in the first sentence the 
phrase "shown in schedules published 
by the tire industry". 

Par. 7. Section 48. 4081-2 is 
amended as follows: 

(a) Paragraph (a) is revised to read 
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gasoline purchased for the purpose of 
producing qualifying gasohol. 

(ii) For sales occurring after March 
31, 1983, and before January I, 
1985, 4 cents per gallon of fuel in the 
case of the sale of qualifying gasohol 
and 4 4/9 cents per gallon of fuel in 
the case of the sale of gasoline 
purchased for the purpose of produc- 
ing qualifying gasohol. 

(2) Sale before April I, 1983. For 
sales before April 1, 1983 no tax is 
imposed upon the sale of qualifying 
gasohol or on the sale of gasoline to 
produce qualifying gasohol. 

(3) Mixtures which do not qualify 
as gasohol. If a mixture of gasoline 
and alcohol does not qualify as 
gasohol under this section, the entire 
mixture is taxed at the rate of tax 
applicable to sales of gasoline under 
section 4081(a) of the Code. 

(4) Alcohol defined. For purposes 
of this section and section 4081(c), 
the term "alcohol" generally includes 
methanol, ethanol, and any other 
alcohol, whether produced domesti- 
cally or imported, which is not pro- 
duced from petroleum, natural gas, 
or coal. In the case of alcohol mix- 
ture fuels sold after December 31, 
1984, alcohol produced from peat is 
considered alcohol produced from 
coal. The term alcohol, for purposes 
of this section and section 4081(c), 
does not include alcohol with a proof 
of less than 190' of proof (deter- 
mined without regard to added dena- 
turants). Thus, in determining what 
percentage of any mixture consists of 
alcohol, the volume of alcohol in- 
cludes the volume of any impurities 
that reduce the purity of the alcohol 
to not less than 95trro (190 degrees of 
proof), determined without regard to 
denaturants, unless such impurities 
consist of gasoline or the other non- 
alcohol fuel with which the alcohol is 
mixed. In addition, the volume of 
alcohol includes the volume of any 
denaturants (including gasoline or 
other non-alcohol fuel denaturants) 
which are added under any formula 
approved by the Secretary to the 
extent that the volume of such dena- 
turants does not exceed 50(o of the 
volume of the alcohol (including the 
denaturants). If the volume of such 
denaturants exceeds 5trro of the vol- 
ume of the alcohol, the excess over 
5trjo is considered part of the non- 
alcohol content of the fuel. For cer- 
tain requirements imposed on pro- 

ducers of alcohol (ethanol) under 
chapter 51 of the Code relating to 
distilled spirits, see 27 CFR Part 201. 
For certain requirements imposed on 
purchasers of specially denatured al- 
cohol (ethanol), see 27 CFR Part 
211. 

(5) Qualifying gasohol. (i) Qualify- 
ing gasohol defined. Qualifying 
gasohol (hereinafter referred to as 
gasohol) is a blend of gasoline and 
alcohol in a mixture at least 10 
percent of which is alcohol immedi- 
ately after the mixture is blended. 
The actual gallonage of each compo- 
nent of the gasohol (without adjust- 
ment for temperature) shall be used 
in determining whether the 10 percent 
alcohol requirement has been met. 
Further, in determining whether a 
particular mixture containing less 
than 10 percent alcohol satisfies this 
percentage requirement, the District 
Director shall take into account the 
existence of any facts and circum- 
stances that establish that but for the 
commercial and operational realities 
of the blending process, it may rea- 
sonably be concluded that the mix- 
ture would have contained at least 10 
percent alcohol. A circumstance from 
which it might be concluded that the 
mixture would have contained 10 
percent alcohol but for its existence 
is malfunctioning of the meter mea- 
suring the amount of a component 
pumped into a mixture. However, the 
necessary facts and circumstances will 
not be found to exist if over a period 
of time the mixtures blended by a 
blender show a consistent pattern of 
failing to contain 10 percent alcohol. 
In no case will any mixture contain- 
ing less than 9. 802 percent alcohol 
qualify as gasohol. See paragraph 
(h)(4) of this section for rules relating 
to information required to be at- 
tached to the taxpayer's return of the 
tax imposed by chapter 32 relating to 
the alcohol content of gasohol for 
which tax is paid. 

(ii) Examples. The provisions of 
this paragraph are illustrated by the 
following examples. 

Example (1). A gasohol blender blends 100 
tanks of gasohol during a period from January 
1, 1985, to March 31, 1985. Each tank holds 
1, 000 gallons of mixture. The mixture is 
blended by first pumping 900 gallons of 
gasoline into the empty tank, and then filling 
the tank with alcohol. Thus, the resulting 
blend should contain 90 percent gasoline and 
10 percent alcohol. According to the pump 
meter readings, 99 of the 100 tanks contain 

900 gallons gasoline and 100 gallons of alco- 
hol. However, in the case of one tank, 
gallons of gasoline are mistakenly pumped tnto 
the tank, and only 99 gallons of alcohol a« 
added. Thus, the mixture consists of 90 I 

percent gasoline and 9. 9 percent alcohol. The 
District Director determines that there are facts 
and circumstances reflecting that but for the 
realities of the blending process, it may rea- 

sonably be concluded that the one tank con- 
taining 99 gallons of alcohol would have also 
contained 10 percent alcohol. As a result, all 

100 tanks of gasohol are taxed at a rate of 3 
cents per gallon of mixture blended, 

Example (2j. Assume the same facts as in 

example (1) except that one of the 100 tanks 
contains 910 gallons of gasoline and 90 gallons 
of alcohol so that the mixture contains 91 
percent gasoline and 9 percent alcohol. The 99 
tanks containing 10 percent alcohol will be 
taxed at a rate of 3 cents per gallon or $30 per 
tank. Since the one tank contains less than 
9. 802 percent alcohol, this mixture cannot 
qualify for taxation at the reduced rate and is 

taxed at a rate of 9 cents per gallon. 
Example (3j. Assume the same facts as in 

example (1) except that all 100 tanks blended 
contain 9. 802 percent alcohol. In this case the 
District Director determines that there are no 
facts and circumstances reflecting that but for 
the realities of the blending process, it may 
reasonably be concluded that all of the tanks 
would have contained mixtures consisting of 
10 percent alcohol. As a result, all 100 tanks 
are taxed at a rate of 9 cents per gallon or $90 
per tank. 

(b) Sale of gasoline to produce 
gasohol. The sale of gasoline for use 
in producing gasohol is subject to the 
provisions of section 4081(c) rather 
than section 4081(a) only if the sale 
is in bulk quantities for delivery into 
a bulk storage tank of a gasohol 
producer as defined in this paragraph 
(b). For purposes of this section, the 
term "gasohol producer" means any 
person who, in the ordinary course 
of his or her trade or business, 
regularly buys gasoline and alcohol in 
bulk quantities for blending into 
gasohol for the use in the trade or 
business or for resale. Thus, an iso- 
lated purchase of gasoline for blend- 
ing into gasohol does not qualify the 
seller of such gasoline for taxation 
under section 4081(c) and this sec- 
tion. A person who qualifies as a 
gasohol producer for purposes of this 
section will also qualify as a "pro- 
ducer" for purposes of section 4082. 
Accordingly, the sale of gasoline to a 
gasohol producer, whether or not for 
use in producing gasohol, may be 
exempt from tax under section 4083 
(relating to certain exempt sales to 
producers). If the sale of gasoline for 
use in producing gasohol is taxed at 
the rate provided in section 4081(c) 
no tax will be imposed upon the sale 
of the gasohol produced with 
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gasoline. In addition, if the sale of 
gasoline for use in producing gasohol 
is taxed at the rate provided in 
section 4081(c) applicable to sales 
before January 1, 1985, and such 
gasoline is blended into gasohol after 
December 31, 1984, no refund or 
credit is allowed for the difference 
between the tax imposed and the 
lower tax which would have been 
imposed if such gasoline had been 
taxed at the rate applicable to sales 
after December 31, 1984. 

(c) Requirements for gasohol pro- 
ducers purchasing at lower rates or 
tax free — (1) Certificate of Registry. 
A person qualifying as a gasohol 
producer under paragraph (b) of this 
section who wishes to purchase gaso- 
line taxed at a reduced rate (or 
exempt from tax in the case of sales 
prior to April 1, 1983) under section 
4081(c)(1)(B) must be registered with 
the district director for the district in 
which his principal place of business 
is located, unless the person is ex- 
empt from the registration require- 
ments under section 4222(b). *** 

(e) Special rules — (1) Limitation on 
sales taxed at lower rates. The re- 
duced rate of tax (or the exemption 
from tax in the case of sales prior to 
April 1, 1983) under section 
4081(c)(1)(B) only applies to the sale 
of gasoline for use in producing 
gasohol. Therefore, unless the sale is 

exempt from tax or is taxed at a 
reduced rate under another provision 
of the Code, the producer of the 
gasoline may sell at the reduced rate 
of tax provided in section 4081(c), 
only that portion of the gasoline that 
is intended for use in producing 
gasohol. 

(2) Sales to exempt users. *** 
Therefore, where the ultimate vendor 
sells both tax-paid gasoline and tax- 

paid gasohol and the sales of the two 

types of fuel are not clearly distin- 

guished, the producer of the gasoline 

and gasohol will not be entitled to a 
full credit or refund with respect to 
these fuels, if the amounts of each 

type sold by the ultimate vendor to 
tax-exempt users cannot be estab- 

lished. If the producer cannot distin- 

guish the amount of each type sold, 
the credit allowed will be equal to the 

credit that would have been allowed 

if all the fuel sold had been tax-paid 
gasohol. 

(3) Later blending. If gasohol is 

Section 4052 

blended with other motor fuel, the 

subsequent sale or use of such 

blended motor fuel is taxable under 

the provisions of section 4041(a) or 
4081(a) if the resulting blend is less 

than 10alo alcohol by volume. 

(f) Refunds and credits — (1) Tax- 

paid gasoline under section 4081(a) 
used to produce gasohol. See section 
5427(f) for rules which relate to the 
allowance of a refund or credit to a 
blender of gasohol where the blender 
uses tax-paid gasoline to produce the 
gasohol. 

(3) Mixture of gasoline and alcohol 
containing at least 85% alcohol. If a 
person uses tax-paid gasoline in 
blending a mixture of gasoline and 
alcohol containing at least 85a/o alco- 
hol by volume that qualifies for the 
exemption from tax under section 
4041(b)(2) for qualified methanol or 
ethanol fuels, the refund provisions 
under section 6416 apply. 

(g) Later separation and failure to 
blend — (1) In general. Any person 
who fails to use gasoline which was 
taxed at a reduced rate (or was 
exempt from tax in the case of sales 
prior to April 1, 1983) under section 
4081(c) to make gasohol or who 
separates gasoline from gasohol 
which was taxed, if at all, under 
section 4081(c), is treated as a pro- 
ducer of gasoline (as defined under 
section 4082), and is subject to tax 
upon the subsequent sale of such 
gasoline. I f gasoline is purchased 
under section 4081(c) for use in pro- 
ducing gasohol, and the amount pur- 
chased is in excess of the amount of 
gasoline that the purchaser is able to 
establish has actually been used to 
produce gasohol by the records re- 
quired under paragraph (b)(3) of this 
section, then the purchaser is treated 
as having failied to use the excess 
gasoline to produce gasohol. In such 
a case, any of the excess gasoline 
that is not in the purchaser's posses- 
sion is treated as having been dis- 
posed of by sale or by a use consid- 
ered a sale. See section 7201 for 
criminal penalties relating to a willful 
attempt to evade or defeat tax, and 
section 8651 for additions to tax for 
failure to file a return or pay tax. 

(2) Rates of tax. If gasoline or 
gasohol described in the preceding 
paragraph was purchased tax free 
prior to April 1, 1983, the person 
who is treated as separating the 

gasohol or failing to use the gasoline 
to produce gasohol is taxed as a 
producer at the applicable rate of tax 
in effect under section 4081(a) at the 
time of the sale of the gasoline by 
such person. If the gasoline or 
gasohol was purchased at the rate of 
tax applicable to sales after March 
31, 1983, and before January 1, 
1985, the rate of tax imposed upon 
the person treated as separating the 
gasohol or failing to use the gasoline 
to produce gasohol is 4 8/9 cents per 
gallon. If the gasoline or gasohol was 
purchased at the reduced rate of tax 
applicable to sales after December 
31, 1984, the rate of tax imposed 
upon the person treated as separating 
the gasohol or failing to use the 
gasoline to produce gasohol is 5 2/3 
cents per gallon. 

(3) Examples. The requirements of 
this paragraph are illustrated by the 
following examples. 

Example (lj. A gasohol blender X produces 
10, 000 gallons of gasohol using 9, 000 gallons 
of gasoline and 1, 000 gallons of alcohol. 
Because of a lack of demand for the gasohol, 
X separates the gasoline and sells it. X will be 
treated as the producer of the gasoline. 

(i) If the gasoline was previously subject to 
a 9 cents per gallon tax under section 4081(a), 
or $810, the sale of the separated gasoline is 
not subject to any additional tax. 

(ii) If the gasoline was previously subject to 
a 44/9 cents per gallon tax under section 
4081(c), or $400, X will be subject to a 4 5/9 
cents per gallon tax upon the sale or gasoline, 
or $410. 

(iii) If the gasoline was previously subject to 
a 3 1/3 cents per gallon tax under section 
4081(c), or $300, X will be subject to a 5 2/3 
cents per gallon tax upon the sale of gasoline, 
or $510. 

(iv) Assume that X never blended the 9, 000 
gallons into gasohol, but instead sold the 
gasoline. X will be treated as the producer of 
the gasoline. If the gasoline had been subject 
to a 9 cents per gallon tax, X will not be 
subject to any additional tax. If the gasoline 
had been taxed at a rate of 44/9 cents per 
gallon, or $400, X will be subject to a 45/9 
cents per gallon tax upon the sale of the 
gasoline, or $410. If the gasoline had been 
taxed at a rate of 3 1/3 cents per gallon, or 
$300, X win be subject to a 5 2/3 cents per 
gallon tax upon the sale of the gasoline, or 
$510, 

(h) 
(4) Records required fo be fur 

nished by the taxpayer 
A taxpayer making a return of the 

tax imposed by chapter 32 indicating 
payment of the tax under section 
4081(c) and $48. 4081-2 at the re- 
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duced rate must attach a statement to 
the return indicating the total number 
of gallons of gasohol containing less 
than 10 percent alcohol but not less 
than 9. 802 percent alcohol. However, 
the taxpayer does not have to specify 
the precise mixture ratio of every 
mixture blended for which tax is 
being paid. For example, a gasohol 
blender pays tax for 10, 000 gallons 
of gasohol. Of this gasohol, 1, 000 
gallons contain 9. 98 percent alcohol 
and 1, 500 gallons contain 9. 9 percent 
alcohol. The blender seeks to have all 
of the mixtures described above qual- 
ify for taxation at the reduced rate 
under the rules of paragraph (a)(2) of 
this section. The blender must attach 
a statement to the return of tax filed 
for these mixtures indicating that of 
the 10, 000 gallons, 7, 500 gallons con- 
tain at least 10 percent alcohol, and 
2, 500 gallons contain less than 10 
percent alcohol. 

$48. 6420-4 [Amended] 
Par. 8. Section 48. 6420-4(1) is 

amended by inserting "or other ap- 
plicator" after "an aerial applicator" 
wherever it appears. 
()48. 6427-1 [Amended] 

Par. 9. Section 48. 6427-1(a)(2)(iv) 
is amended by inserting "or other 
applicator" after "an aerial applica- 
tor" wherever it appears. 

Par. 10. The authority for Part 
602 continues to read as follows: 

Authority: 26 U. S. C. 7805 
Par. 11. Section 602. 101(c) is 

amended by inserting in the appropri- 
ate place in the table. 

Subchapter G. — Exemptions, Registration, etc. 

Section 4221. — Certain Tax-free 
Sales 

26 CFR 48. 422I-2: Tax-free sale of articles to 
be used for, or resold for, further manufac- 
ture. 

Revenue rulings are listed which were issued 
under section 4061(a)(1) of the Code and that 
are also applicable to section 4051(a)(1) to the 
extent that they determine whether a particular 
operation is, or is not, an act of manufacture 
or further manufacture. See Rev. Rul. 87-85, 
page 251. 

Chapter 33. -Facilities and Services 

Subchapter B. — Communications 

Section 4251. — Imposition of Tax 

26 CFR 49. 425I-I: Imposition of tax. 
(Also Section 4252. ) 

Communications tax; taxability of 
subscriber line charges. Amounts 
paid to local telephone companies for 
subscriber line charges are subject to 
tax under section 4251(a) of the Code 
as amounts paid for local telephone 
service. 

Rev. Rul. 87-108 

ISSUE 

Are "subscriber line charges" sub- 
ject to tax under section 4251(a) of 
the Internal Revenue Code as 
amounts paid for "local" telephone 
service or for "toll" telephone ser- 
vice as described in section 4252 of 
the Code? 

FACTS 

X is a local telephone company 
providing local telephone service in 
several metropolitan areas. It also 
provides intrastate and (to a limited 
degree) interstate toll telecommunica- 
tions, exchange access, and directory 
services. 

Subscriber line charges ("SLC") 
are flat-rate monthly charges autho- 
rized by the Federal Communications 
Commission ("FCC") and imposed 
by X as well as by other local 
telephone companies on their sub- 
scribers. The SLC compensates these 
local telephone companies for the 
availability of their local exchange 
facilities for interstate use by long- 
distance carriers and subscribers. The 
local lines and related equipment 
connecting each subscriber's premises 
with X's central switching office (the 

"local loop" ) are used in making anY 
call, that is, local, long-distance, 
intrastate, or interstate. The SI-C 
thus recovers a portion of the fixed 
(not traffic sensitive) costs attribut- 
able to the local loop that is allo- 
cated to the FCC's interstate jurisdic- 
tion. Costs of the local loop 
recovered through the SLC are not 
traffic sensitive since the local tele- 
phone company incurs these costs 
regardless of whether a subscriber 
actually makes any calls and regard- 
less of whether any calls actually 
made are local or long-distance. 

Although the local exchange facili- 
ties are used by long-distance carriers 
and subscribers, payment of the SLC 
does not entitle the subscriber to 
make a long-distance telephone call 
and does not entitle the subscriber to 
any special facility or service in con- 
nection with making long-distance 
calls. Under applicable tariffs, failure 
to pay the SLC can result in suspen- 
sion or termination of all telephone 
service. 

LAW AND ANALYSIS 

Section 4251(a)(1) of the Code im- 
poses a tax on amounts paid for 
communications services, including 
local telephone service and toll tele- 
phone service. Section 4251(a)(2) pro- 
vides that the tax shall be paid by the 
person paying for the services, and 
section 4291 provides that generally 
the tax shall be collected by the 
person receiving payment for the ser- 
vice. 

Section 4252(a) of the Code pro- 
vides that the term "local telephone 
service" means (1) the access to a 
local telephone system, and the privi- 
lege of telephonic quality communi- 
cation with substantially all persons 
having telephone or radio telephone 
stations constituting a part of such 
local telephone system, and (2) any 
facility or service provided in connec- 
tion with such service. Section 
4252(a) further provides that the term 
"local telephone service" does not 
include any service that is a "toll 
telephone service" as defined in sec- 
tion 4252(b). 

Section 4252(b) of the Code de- 
fines the term "toll telephone ser- 
vice" as meaning— 

(1) a telephonic quality communi 
cation for which (A) there is a toll 
charge which varies in amount with 
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the distance and elapsed transmission 
time of each individual communica- 
tion and (B) the charge is paid within 
the United States, and 

(2) a service which entitles the sub- 
scriber, upon payment of a periodic 
charge (determined as a flat amount 
or upon the basis of total elapsed 
transmission time), to the privilege of 
an unlimited number of telephonic 
communications to or from all or a 
substantial portion of the persons 
having telephone or radio telephone 
stations in a specified area which is 
outside the local telephone system 
area in which the station provided 
with this service is located. 

The essence of the definition of 
local telephone service in section 
4252(a) of the Code is access to a 
local telephone system. The SLC, 
even though separately stated, is a 
charge that represents some of X's 
basic costs of providing its local 
exchange facilities that X passes on 
to its subscribers. Although the SLC 
recovers a portion of the fixed costs 
that the FCC allocates to its inter- 
state jurisdiction, the SLC is a charge 
that must be paid in order to obtain 
access to the local telephone system 
for all purposes, including the mak- 

ing of local calls. Hence, the SLC 
comes within the scope of the defini- 
tion of local telephone service in 

section 4252(a) of the Code. 
The situation in Revenue Ruling 

79-404, 1979-2 C. B. 382, is distin- 

guishable from the present situation. 
In Rev. Rul. 79-404, a company 
offered a service that permitted com- 

munication between ships at sea or 
other offshore facilities and telephone 
subscribers in the United States. Calls 

from a ship's radio station were 

relayed through an earth satellite to a 
landline station of the company in 

the United States that was connected 
into the regular long-distance tele- 

phone system for completion of the 

call. Rev. Rul 79-404 holds that the 
satellite service is toll telephone ser- 

vice because it provides access to the 
long-distance telephone system in the 

United States. 
Unlike the situation in Rev. Rul. 

79-404, the SLC does not give tele- 

phone subscribers the right to make 

long-distance calls without further 

charge. Moreover, unlike the situa- 

tion in Rev. Rul. 79-404, the SLC 
must be paid to obtain access to the 

local telephone system for purely 

local calls. The satellite service in 

Rev. Rul. 79-404 provided direct 

access into the long-distance tele- 

phone system in the United States 

without the call passing through any 

local exchange, and charges were 

imposed for specific long distance 

calls. Payment of the SLC, however, 

entitles the customer to obtain access 

to the long-distance system only 

through use o f the local system's 

exchange facilities and is not for a 
specific long distance call. 

HOLDING 

Amounts paid to X for subscriber 
line charges are subject to the tax 
imposed by section 4251(a) of the 
Code as amounts paid for local tele- 

phone service. 

Section 4252. — Definitions 

Whether "subscriber line charges" are 
amounts paid for "toll" telephone service. See 
Rev. Rul. 87-108, page 260. 

Subchapter C. — Transportation by Air 

Part I. -Persons 

Section 4261. — Imposition of Tax 

26 CFR 49. 426l-le Imposition of tax; in general. 

Transportation by air between the 
U. S. and the 225-mile zone; airfare 
paid on board. Airfare paid on 
board a flight from a city in the 
continental U. S. to a city located in 
the 225-mile zone is an amount paid 
in the U. S. for purposes of section 
4261(a) of the Code. Airfare paid on 
board a flight from a city located in 
the 225-mile zone to a city in the 
continental U. S. is an amount paid 
outside the U. S. and is not subject to 
the tax. 

Rev. Rul. 87-133 

ISSUE 

Is air fare paid on board an air- 
craft traveling from a point in the 
continental United States to a point 
outside the United States treated as a 
payment made in the United States 
for purposes of the air transportation 
tax imposed by section 4261(a) of the 
Internal Revenue Code? 

FACTS 

X is an air carrier that provides 
regularly scheduled passenger service 

between city D, located within the 
continental United States, and city F, 
located outside, but within 225 miles 

of, the continental United States. In 

order to minimize operating costs, X 
requires its passengers to purchase 
their tickets either on board the air- 

craft in flight or through a travel 

agent. Both one-way and round-trip 
tickets are sold aboard the aircraft. 
Thus, the passenger may purchase a 
one-way ticket while in flight from D 
to F, and a second one-way ticket, in 

flight, while returning from F to D, 
or the passenger may purchase a 
round-trip ticket while in flight from 
Dto F. 

LAW AND ANALYSIS 

Section 4261(a) of the Code im- 

poses on the amount paid for taxable 
transportation (as defined in section 
4262) of any person a tax equal to 8 

percent of the amount so paid. In the 
case of an amount paid outside of 
the United States for taxable trans- 
portation, the tax applies only if the 
transportation begins and ends in the 
United States. 

Section 4262(a) of the Code defines 
"taxable transportation" as including 
air transportation that begins in the 
United States or in the 225-mile zone 
and ends in the United States or the 
225-mile zone. Section 4262(c)(2) de- 
fines "225-mile zone" as the portion 
of Canada and Mexico that is not 
more than 225 miles from the nearest 
point in the continental United 
States. Section 4262(c)(1) of the Code 
defines "continental United States" 
as the District of Columbia and the 
states other than Alaska and Hawaii. 

Section 4263(e) of the Code pro- 
vides that for purposes of the tax 
imposed by section 4261, a round- 
trip shall be considered to consist of 
transportation from the point of de- 
parture to the destination, and of 
separate transportation thereafter. 

Section 49. 4261-3(a) of the Facili- 
ties and Services Excise Tax Regula- 
tions states that the tax imposed by 
section 4261(a) of the Code applies 
to payments made within the United 
States for transportation which be- 
gins in the United States or in 'he 
225-mile zone and ends in the United 
States or in the 225-mile zone. 

In the instant case, passengers who 
have not purchased tickets in advance 
must purchase their tickets (either 
one-way or round-trip) after they 
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board the aircraft. To provide consis- 
tent tax treatment to tickets pur- 
chased prior to embarkation with 
tickets purchased en route, amounts 
paid for tickets sold on board the 
aircraft in flight are considered 
amounts paid at the point of embar- 
kation. 

HOLDING 

An amount paid for air fare (either 
one-way or round-trip) on X's flight 
from D, located in the continental 
United States, to F, located in the 
225-mile zone, is an amount paid in 
the United States for purposes of the 
tax imposed by section 4261(a) of the 
Code. 

An amount paid for air fare (either 
one-way or round-trip) on X's flight 
from F to D is an amount paid 
outside the United States and, as 
such, is not subject to the section 
4261(a) tax because the flight does 
not both begin and end in the United 
States. 

Chapter 36. -Certain Other Excise Taxes 

Subchapter O. — Tax on Use ef Certain Vehicles 

Section 4481. — Imposition of Tax 

26 CFR 41. 448I: Imposition of tax. 

T. D. 8159 

TITLE 26. — INTERNAL REVENUE— 
CHAPTER I, SUBCHAPTER D, 
PART 41 — EXCISE TAX ON USE OF 
CERTAIN MOTOR VEHICLES; PART 
602 — OMB CONTROL NUMBERS 
UNDER THE PAPERWORK 
REDUCTION ACT 

Excise Taxes; Reduction of Heavy 
Vehicle Use Tax for Foreign-Based 
Vehicles 

AGENCY: Internal Revenue Service. 
Treasury. 

ACTION: Temporary and final regu- 
lations. 

SUMMARY: This document contains 
temporary and final regulations relat- 
ing to the imposition of the heavy 
vehicle use tax on foreign-based high- 
way motor vehicles. Changes to the 
applicable law were made by the 
Surface Transportation and Uniform 
Relocation Assistance Act of 1987. 
The regulations affect owners of 
highway motor vehicles that have a 
base for registration purposes in a 
contiguous foreign country and pro- 

vide them with the guidance needed 
to comply with the law. The text of 
the temporary regulations set forth in 
this document also serves as the text 
of the proposed regulations cross- 
referenced in the Notice of Proposed 
Rulemaking *** [page 1053, this 
Bulletin], 

EFFECTIVE DATE: The regulations 
are effective for taxable periods be- 
ginning after June 30, 1987. 

SUPPLEMENTARY 
INFORMATION: 

BACKGROUND 

This document contains temporary 
regulations relating to the imposition 
of the heavy vehicle use tax on 
foreign-based highway motor vehicles 
under section 4481 of the Internal 
Revenue code of 1986 (Code), as 
amended by section 507 of the High- 
way Revenue Act of 1987 (Title V of 
the Surface Transportation and Uni- 
form Relocation Assistance Act of 
1987 (Pub. L. 100-17, 101 Stat. 260) 
(Act). The regulations will remain in 
effect until superseded by final regu- 
lations on this subject. gross weight 
of at least 55, 000 pounds. For tax- 
able periods beginning after June 30, 
1987, section 4481(b) o f the Code 
provides that the heavy vehicle use 
tax imposed by section 4481(a) shall 
be paid by the person in whose name 
the highway motor vehicle is regis- 
tered, or is required to be registered, 
under the law of the State or contig- 
uous foreign country in which such 
vehicle is registered or required to be 
registered. Section 4483(f) o f the 
Code provides that if the base for 
registration purposes of any highway 
motor vehicle is in a contiguous 
foreign country for any taxable pe- 
riod, the tax imposed by section 4481 
for such period shall be 75 percent of 
the tax that would otherwise be im- 
posed. 

Prior to the Act, $41. 4481-1(a)(2) 
of the regulations provided that for 
taxable periods after June 30, 1985, 
any highway motor vehicle that is 
issued a base plate by a Canadian 
province under the International Reg- 
istration Plan (IRP) or similar agree- 
ment and has a proportional registra- 
tion under such agreement to satisfy 
the registration laws of any of the 
United States shall be exempt from 
the tax imposed by section 4481. 

Under the temporary regulations, t»s 
exemption is ef fective for taxable 
periods beginning after June 
1985, and before July 1, 1987. The 
temporary regulations further provide 
under (41. 4481-1(a)(2)(ii) that fo r 
taxable periods beginning after June 
30, 1987, the tax imposed by section 
4481 shall apply to any highway 
motor vehicle that has a base for 
registration purposes in a contiguous 
foreign country upon the first use of 
such vehicle on the public highways 
in the United States during such 
period. 

Reduction in Tax for Foreign-based 
Vehicles 

Section 41. 4483-7T of the regula- 
tions provides that in the case of a 
highway motor vehicle that has a 
base for registration purposes in a 
contiguous foreign country for any 
taxable period, the tax imposed by 
section 4481 for such taxable period 
shall be 75 percent of the tax that 
would otherwise be imposed. A high- 
way motor vehicle has a base for 
registration purposes in a contiguous 
foreign country in any taxable period 
in which such vehicle is registered 
under the laws of a contiguous for- 
eign country and is not registered 
under the laws of any of the United 
States other than under a proration 
agreement (such as the International 
Registration Plan). Further, a high- 
way motor vehicle is not considered 
to have a base for registration pur- 
poses in a contiguous foreign country 
if the vehicle is registered under the 
laws of any of the 

EXPLANATION OF PROVISIONS 

Section 4481(a) of the Code im- 

poses a tax on the use of any 
highway motor vehicle that (together 
with the semitrailers and trailers cus- 
tomarily used in connection with 
highway motor vehicles of the same 
type as such highway motor vehicle) 
has a taxable United States and such 
State is required to receive proof of 
payment of the tax imposed by sec- 
tion 4481 with respect to such vehicle 
as a condition for registration in that 
State. 

Proof of Payment for Entry into the 
United States 

Section 41. 6001-3T(a) of the regu 
lations generally provides that proof 
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of payment of the heavy vehicle use 
tax must be presented with respect to 
any highway motor vehicle subject to 
the tax imposed by section 4481 that 
has a base for registration purposes 
in a contiguous foreign country, 
upon entry of such vehicle into the 
United States. Section 41. 6001-3T(b) 
provides generally that if proof of 
payment of the heavy vehicle use tax 
is not presented with respect to any 
highway motor vehicle with a base 
for registration purposes in a contig- 
uous foreign country upon attempt- 
ing to enter such vehicle into the 
United States, such vehicle may be 
deined entry into the United States. 

Section 41. 6001-3T(a)(2) of the 
regulations provides that no proof of 
payment is required to be presented 
upon entry of a highway motor vehi- 
cle into the United States if, as of 
the date of such entry, the period of 
time for filing the heavy vehicle use 
tax return with respect to such vehi- 
cle for the taxable period that in- 
cludes the date of such entry has not 
expired. Section 41. 6001-3T(a)(2) of 
the regulations further provides that, 
under this exception to the proof of 
payment requirement, a written dec- 
laration must be presented upon en- 

try into the United States stating 
that, as of the date of such entry, the 
period for filing the heavy vehicle use 
tax return for such vehicle has not 
expired. Such declaration must in- 

clude: (1) The name, address, and 
taxpayer identification number of the 
person liable for heavy vehicle use 
tax imposed on such vehicle; (2) the 
vehicle identification number of the 
vehicle; (3) a statement of the date 
such vehicle was first used on the 

public highways in the United States 
during the taxable period; and (4) an 
acknowledgement by the person liable 

for the tax that the misuse of the 

declaration will subject such person 
to fine or imprisonment. The declara- 
tion must be signed by the person 
liable for the tax imposed on such 
vehicle and must be retained as part 
of such person's records. 

Section 41. 6001-3T(c)(1) of the 
regulations provides that proof of 
payment of the heavy vehicle use tax 
shall consist of a receipted Schedule 

1 (Form 2290) that is returned by the 

Internal Revenue Service to a tax- 

payer that files a Form 2290 and 

pays the amount of tax due with 

such return. A photocopy of such 

receipted Schedule 1 shall also serve 

as proof of payment. In addition, a 
receipted Schedule I (or photocopy 
thereof) shall serve as proof of sus- 

pension of the heavy vehicle use tax 
under $41. 4483-3 for vehicles for 
which tax has been suspended. The 
regulations further provide that the 

vehicle identification number of any 
vehicle for which a return is being 

filed, whether tax is being paid or 
suspended with respect to such vehi- 

cle, must appear on the Schedule 1 

(or an attached page) in order for the 
Schedule 1 to be valid proof of 
payment for such vehicle. Section 
41. 6001-3T(c)(2) of the regulations 
provides that a photocopy of the 
Form 2290 (with Schedule 1 attached) 
that is filed with the Internal Reve- 
nue Service for a vehicle being en- 

tered into the United States with 
sufficient documentation of payment 
of the tax due at the time the Form 
2290 is filed (such as a photocopy of 
both sides of a cancelled check) shall 
be accepted as a substitute proof of 
payment. The regulations also pro- 
vide that no documentation of pay- 
ment of the tax is required with the 
substitute proof of payment if at the 
time the Form 2290 is filed the tax is 

suspended with respect to the vehicle 
entering the United States. 

SPECIAL ANALYSIS 

No general notice of proposed 
rulemaking is required by 5 U. S. C. 
553(b) for temporary regulations. Ac- 
cordingly, the Regulatory Flexibility 
Act does not apply and no Regula- 
tory Flexibility Analysis is required 
for this rule. the Commissioner of 
Internal Revenue has determined that 
this temporary rule is not a major 
rule as defined in Executive Order 
12291 and that a regulatory impact 
analysis therefore is not required. 

PAPERWORK REDUCTION ACT 

The collection of information re- 
quirements contained in these tempo- 
rary regulations have been submitted 
to the Office of Management and 
Budget (OMB) for review under the 
Paperwork Reduction Act of 1980. 
These regulations have been approved 
by OMB. 

LIST OF SUBJECTS 

26 CFR Part 4I 

Section 4481 
Excise taxes, Motor vehicles. 

26 CFR Part 602 

Reporting and record keeping re- 
quirements. 

ADOPTION OF AMENDMENTS 
TO THE REGULATIONS 

Accordingly, 26 CFR Parts 41 and 
602 are amended as follows: 

PART 41 — [AMENDED] 

Paragraph 1. The authority for 
Part 41 is amended by adding the 
following citation: 

Authority: 26 U. S. C. 7805. *** Sec- 
tion 41. 6001-3T also issued under 
101 Stat. 260. 

Par. 2. Section 41. 4481-1 is 
amended by substituting "1993" for 
"1986" every place it appears and by 
revising paragraph (a)(2) to read as 
set forth below: 
$41. 4481-1 Imposition of tax. 

(a) In general. *** 
(2)(i) For taxable periods beginning 

after June 30, 1985, and before July 
1, 1987, any highway motor vehicle 
that is issued a base plate by a 
Canadian province under the Interna- 
tional Registration Plan (IRP) or 
similar agreement and has a propor- 
tional registration under such agree- 
ment to satisfy the registration laws 
of any of the United States shall be 
exempt from the tax imposed by 
section 4481(a). 

(ii) For each taxable period begin- 
ning after June 30, 1987, the tax 
imposed by section 4481(a) shall ap- 
ply to any highway motor vehicle 
that has a base for registration pur- 
poses in a contiguous foreign country 
upon the first use of such vehicle on 
the public highways in the United 
States during such period. See 
$41. 4483-7T relating to a reduction 
of the tax in the case of a highway 
motor vehicle that has a base for 
registration purposes in a contiguous 
foreign country. 

Par. 3. Section 41. 4481-3 is 
amended by revising the first sen- 
tence of paragraph (a) (consisting of 
(a) introductory text, and (a)(1) and 
(2)) to read as set forth below: 
$41. 4481-3 Registration. 

(a) For purposes of the regulattons 
in this part, the term "registered" 
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Section 4481 
when used in reference to a highway 
motor vehicle means— 

(1) Registered under the law of 
any State or Territory of the United 
States, the District of Columbia, or 
contiguous foreign country, or 

(2) Required to be registered under 
the law of any State or Territory of 
the United States or contiguous for- 
eign country in which such highway 
motor vehicle is operated or situated 
or, in case the vehicle is operated or 
situated in the District of Columbia, 
under the law of the District of 
Columbia. 

Par. 4. Section 41. 4482(c)-1 is 
amended by substituting "1993" for 
"1988" every place it appears in 
paragraph (b). 

Par. 5. Section 41. 4483-5 is 
amended by substitution "1993" for 
"1988" where it appears. 

Par. 6. A new $41. 4483-7T is 
added immediately after $41. 4483-6 
to read as follows: 
$41. 4483-7T Reduction in tax for 

vehicles registered in a contiguous 
foreign country (temporary). 
(a) In general. In the case of a 

highway motor vehicle that, for any 
taxable period, has a base for regis- 
tration purposes in a contiguous for- 
eign country, the tax imposed by 
section 4481 for such taxable period 
shall be 75 percent of the tax that 
would be imposed but for this sec- 
tion. A highway motor vehicle has a 
base for registration purposes in a 
contiguous foreign country in any 
taxable period in which such vehicle 
is registered under the laws of a 
contiguous foreign country and such 
vehicle is not registered under the 
laws of any of the United States 
other than proportionately registered 
under a proration agreement (such as 
the International Registration Plan). 
A highway motor vehicle is not con- 
sidered to have a base for registra- 
tion purposes in a contiguous foreign 
country in any taxable period in 
which such vehicle is registered under 
the laws of any of the United States 
and such State is required under 
$41. 6001-2(b) to receive proof of 
payment of the tax imposed by sec- 
tion 4481(a) with respect to such 
highway motor vehicle. For purposes 
of this paragraph (a), a highway 
motor vehicle that is allowed to oper- 
ate in a State under a reciprocity 

agreement is not considered to be 
registered under the laws of that 
State. 

(b) Contiguous forei gn country. 
The term "contiguous foreign coun- 
try" means Canada or Mexico. 

Par. 7. A new $41. 6001-3T is 
added immediately after $41. 6001-2 
to read as follows: 
$41. 6001-3T Proof of payment for 

entry into the United States (tem- 
porary). 

(a) In general. (1) Except as other- 
wise provided in paragraph (a)(2) of 
this section, proof of payment of the 
tax imposed by section 4481(a) must 
be presented to United States Cus- 
toms officials with respect to any 
highway motor vehicle subject to the 
tax imposed by section 4481(a) that 
has a base for registration purposes 
in a contiguous foreign country upon 
entry of such vehicle into the United 
States during any taxable period to 
which this section applies. Such 
proof of payment must relate to tax 
paid (or suspended under $41. 4483-3) 
for the taxable period that includes 
the date of entry into the United 
States. See paragraph (c) of this 
section for the definition of the term 
"proof of payment. " 

(2) No proof of payment is re- 
quired upon entry of a highway 
motor vehicle described in paragraph 
(a)(1) of this section into the United 
States if, as of the date of such 
entry, the period of time for filing a 
return of the tax imposed on such 
vehicle by section 4481(a) for the 
taxable period that includes the date 
of such entry has not expired and a 
written declaration is presented to 
United States Customs officials. Such 
declaration must state that, as of the 
date of such entry, the period of time 
for filing a return of the tax imposed 
on such vehicle by section 4481(a) for 
the taxable period that includes the 
date of such entry has not expired. 
The written declaration must include 
(i) the name, address, and taxpayer 
identification number of the person 
liable under $41. 4481-2 for the tax 
imposed on such vehicle; (ii) the 
vehicle identification number of such 
vehicle; (iii) the date on which such 
vehicle was first used on the public 
highways in the United States during 
the taxable period (or a statement 
that the current entry is the first use 
on the public highways in the United 

States dunng the taxable penod), (») 
an acknowledgment by the person 
liable for the tax imposed on such 
vehicle that the willful use of the 
declaration to evade or defeat the tax 
otherwise applicable under section 
4481(a) will subject such person to a 
fine or imprisonment or both; and 
(v) the signature of the person liable 
for the tax imposed on such vehicle. 
A copy of the written declaration 
shall be retained in the records of the 
person liable for the tax imposed on 
such vehicle under the rules of 
$41. 6001-1. See 541. 6071(a)-1 for 
rules regarding the time for filing a 
return of the tax imposed by section 
4481(a). 

(b) Failure to provide proof of 
payment. If, upon attempting to enter 
the United States, the operator of a 
highway motor vehicle described in 

paragraph (a) of this section is un- 
able to present proof of payment of 
the tax imposed by section 4481(a), 
or documentation described in para- 
graph (a)(2) o f this section, with 
respect to such vehicle, then such 
vehicle may be denied entry into the 
United States. 

(c) Proof of payment — (I) In gen- 
eral, For purposes of this section, the 
proof of payment required in para- 
graph (a) of this section shall consist 
of a receipted Schedule 1 (Form 
2290) that is returned by the Internal 
Revenue Service to a taxpayer that 
files a return of tax under section 
4481(a) and pays the amount of tax 
(or installment thereof) due with such 
return. A photocopy of such re- 
ceipted Schedule 1 shall also serve as 
proof of payment. Such proof of 
payment shall also serve as proof or 
suspension of the tax under 
$41. 4483-3 for the number of vehi- 
cles entered in that part of the 
Schedule 1 designated for vehicles for 
which tax has been suspended. The 
vehicle identification number of any 
vehicle for which a return is being 
filed, whether tax is being paid with 
respect to such vehicle or tax is 
suspended on such vehicle, must ap- 
pear on the Schedule 1 (or an at- 
tached page) in order for the Sched- 
ule 1 to be a valid proof of payment 
for such vehicle. 

(2) A cceptable substi tute for 
ceipted Schedule 1. For purposes of 
this section, a photocopy of 
Form 2290 (with the Schedule 
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attached) that is filed with the Inter- 
nal Revenue Service for a vehicle 
being entered into the United States 
with sufficient documentation of pay- 
ment of tax due at the time the Form 
2290 is filed (such as a photocopy of 
both sides of a cancelled check) shall 
be accepted as proof of payment. No 
documentation of payment of tax is 
required with the substitute proof of 
payment if at the time the Form 2290 
is filed the tax imposed by section 
4481(a) is suspended under 
$41. 4483-3 with respect to the vehicle 
entering the United States. This sub- 
stitute proof of payment may be used 
to enter a vehicle into the United 
States when, for example, the re- 
ceipted Schedule 1 has been lost, or 
if the taxpayer that filed a Form 
2290 with respect to such vehicle has 
not received a receipted Schedule 1 at 
the time such vehicle enters the 
United States. 

(d) Taxable periods to which this 
section applies. This section shall 
apply to any taxable period beginning 
on or after July 1, 1987. 

Par. 8. Section 41. 6091-1 is 
amended as follows: 

a. The second sentence of para- 
graph (a) is revised to read as set 
forth below. 

b. The second sentence of para- 
graph (b) is revised to read as set 
forth below. 
$41. 6091-1 Place for filing returns. 

(a)***If the person has no princi- 
pal place of business or legal resi- 
dence in any internal revenue district, 
the return shall be filed with the 
Internal Revenue Service Center, 
Philadelphia, PA. 

(b)***If a corporation has no prin- 
cipal place of business or principal 
office or agency in any internal reve- 
nue district, the return shall be filed 
with the Internal Revenue Service 
Center, Philadelphia, PA. 

PART 602 — [AMENDEDj 

Par. 9. The authority for 26 CFR 
Part 602 continues to read as fol- 
lows: 

Authority: 26 U. S. C. 7805. 
Par. 10. Section 602. 101(c) is 

amended by inserting the following 
item in the appropriate place in the 
table: 

$41. 6001-3. . . . . . . . . . . . . . 1545-0143 

Lawrence B. Gibbs, 
Commissioner of 

Internal Revenue. 
Approved August 6, 1987. 

O. Donaldson Chapoton, 
Acting Assistant 

Secretary of the 
Treasury. 

(Filed by the Office of the Federal Register on 
September 3, 1987, 8:45 a. m. , and published 
in the issue of the Federal Register for 
September 4, 1987, 52 F. R. 33583) 

Subtitle F. -Procedure and Administration 

Chapter 61. -Information and Returns 

Subchapter A. -Returns and Records 

Part I. -Records, Statements, and Special Returns 

Section 6001. — Notice or 
Regulations Requiring Records, 
Statements, and Special Returns 

26 CFR 31. 6001-5: Additional records in con- 
nection with collection of income tax at source 
of wages. 

Requirements and conditions for submitting 
Forms W-4 on magnetic tape. See Rev. 
Proc. 86-47, page 635. 

Part II. -Tax Returns or Statements 
Subpart A. -General Requirements 

Section 6011. — General 
Requirement of Return, Statement 
or List 

26 CFR 1. 6011-1: General requirement of 
return, statement or lis!. 

Requirements and conditions under which 
Forms 1042S withholding information returns 
may be filed on magnetic tape. See Rev. Proc. 
87-63, page 809. 

26 CFR 301. 6011-2: Required use of magnetic 
media. 

T. D. 8140 

TITLE 26 — INTERNAL REVENUE. — 
CHAPTER 1, SUBCHAPTER F, 
PART 301 — PROCEDURE AND 
ADMINISTRATION 

Returns Required on Magnetic 
Media 

AGENCY: Internal Revenue Service, 
Treasury. 

ACTION: Final regulations. 

SUMMARY: This document contains 
final regulations relating to the re- 
quired use of magnetic media for 
filing certain returns. The regulations 
clarify that the failure to file an 
information return on a machine- 
readable form when required to do 
so is treated as a failure to file the 
return and may result in the imposi- 
tion of a failure to file penalty. The 
regulations apply to persons required 
to file certain information returns on 
magnetic media or machine-readable 
forms. 

EFFECTIVE DATE: The regulations 
are effective as of May 21, 1987, and 
apply to returns filed for a calendar 
year (or annual filing period) begin- 
ning after December 31, 1986. Thus, 
for example, in the case of a return 
that may be filed on a paper form 
for the 1986 calendar year (or an 
annual filing period beginning in 
1986), a failure to file penalty will 
not apply if such return is timely 
filed on a paper form that is not 
machine-readable. 

FOR FURTHER INFORMATION 
CONTACT: 1. Magnetic Media Re- 
porting, Internal Revenue Service, 
National Computer Center, P. O. Box 
1359, Martinsburg, West Virginia 
25401-1359, 304-263-8700 (not a 
toll-free call), if the inquiry relates to 
the waiver procedure. 
2. The following regional magnetic 
media coordinators of the Social Se- 
curity Administration, if the inquiry 
relates to magnetic media filing for 
returns required on Form W-2 or 
W-2P: 

1987-2 C. B. 265 



Section 6011 
SSA Regional Office 

Social Security Administration 
J. F. Kennedy Building 
Boston, Mass. 02203 
ATTN: Joanne Shulman, Rm. 1109 
617-223-4375 (not a toll-free call) 

Social Security Administration 
26 Federal Plaza 
New York, New York 10007 
ATTN: Anne Coe, Rm. 4012 
212-264-0253 (not a toll-free call) 

Social Security Administration 
P. O. Box 8788, 3535 Market Street 
Philadelphia, Penn. 19101 
ATTN: Frank O' Brien, Rm. 8490 
215-596-0474 (not a toll-free call) 

Social Security Administration 
P. O. Box 1684, 101 Marietta Tower 
Atlanta, Ga. 30301 
ATTN: Pat McCarron, Suite 1804 
404-221-2587 (not a toll-free call) 

Social Security Administration 
300 South Wacker Drive 
Chicago, Illinois 60606 
ATTN: Jim Juntunen, 32nd Floor 
312-353-6717 (not a toll-free call) 

Social Security Administration 
1200 Main Tower, Room 1535 
Dallas, Texas 75202 
ATTN: Pat Insko 
214-767-4311 (not a toll-free call) 

Social Security Administration 
601 East 12th Street 
Kansas City, Mo. 64106 
ATTN: Dale Fick, 4th Floor East 
816-374-2095 (not a toll-free call) 

Social Security Administration 
Federal Office Building 
1961 Stout Street 
Denver, Col. 80294 
ATTN: Rick Schremp, Rm. 1194 
303-837-2364 (not a toll-free call) 

Social Security Administration 
100 Van Ness Avenue 
San Francisco, Cal. 94102 
ATTN: Bill Brees, Systems Branch 
415-556-4788 (not a toll-free call) 

Social Security Administration 
2901 Third Avenue 
Seattle, Wash. 98121 
ATTN: Jan Hotson, M/S 302 
206-442-0468 (not a toll-free call) 

For Persons Residing In 

Connecticut 
Maine 
Massachusetts 
New Hampshire 
Rhode Island 
Vermont 

New Jersey 
New York 
Puerto Rico 
Virgin Islands 

Delaware 
District of Columbia 
Maryland 
Pennsylvania 
Virginia 
West Virginia 

Alabama 
Florida 
Georgia 
Kentucky 
Mississippi 
North Carolina 
South Carolina 
Tennessee 

Illinois 
Indiana 
Michigan 
Minnesota 
Ohio 
Wisconsin 

Arkansas 
Louisiana 
New Mexico 
Oklahoma 
Texas 

Iowa 
Kansas 
Missouri 
Nebraska 

Colorado 
Montana 
North Dakota 
South Dakota 
Utah 
Wyoming 

American Samoa 
Arizona 
California 
Guam 
Hawaii 
Nevada 

Alaska 
Idaho 
Oregon 
Washington 

SUPPLEMENTARY 
INFORMATION: 
BACKGROUND 

On March 25, 1986, the FED- 
ERAL REG/STER published final 
regulations relating to section 6011(e) 
o f the Internal Revenue Code o f 
1986 (51 FR 10348) [1986-1 C. B. 
343]. The regulations were adopted 
to reflect the additon to the Code of 
section 6011(e) by section 319 of the 
Tax Equity and Fiscal Responsibility 
Act of 1982 (Pub. L. 97-248, 96 
Stat. 610) [1982-2 C. B. 462] and its 
amendment by section 109 of the 
Interest and Dividend Tax Compli- 
ance Act of 1983 (Pub. L. 98-67, 97 
Stat. 383) [1983-2 C. B. 352]. 

Under those regulations, any per- 
son that is required to use Form 
1042S (Income Subject to Withhold- 
ing under Chnapter 3 of the Internal 
Revenue Code), 1098 (Mortgage In- 
terest Statement), 5498 (Individual 
Retirement Arrangement Informa- 
tion), 6248 (Annual Information Re- 
turn of Windfall Profit Tax), 8027 
(Employer's Annual Informaton Re- 
turn of Tip Income and Allocated 
Tips), W-2 (Wage and Tax State- 
ment), W-2G (Statement for Recipi- 
ents of Certain Gambling Winnings), 
W-2P (Statement for Recipients of 
Annuities, Pensions, Retired Pay, or 
IRA Payments) or any form in the 
1099 series (Informaton Returns) for 
the purpose of making a return must 
provide the information required by 
such form on magnetic media, unless 
(1) the person is a low-volume filer 
with respect to the return or (2) the 
person is granted a waiver with re- 
spect to the return by the Internal 
Revenue Service. Failure to file a 
return on magnetic media when re- 
quired to do so by the regulations is 
treated as a failure to file the return 
and may result in the imposition of a 
failure to file penalty. 

In the case of a return that may be 
filed on a paper form, the return 
must be filed on a machine-readable 
form if applicable revenue procedures 
provide for a machine-readable form. 
These amendments clarify that the 
failure to file an information return 
on a machine-readable form when 
required to do so is treated as a 
failure to file the return and may 
result in the imposition of a failure 
to file penalty. 
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EXECUTIVE ORDER 12291 AND 
REGULATORY FLEXIBILITY ACT 

The Commissioner of Internal Rev- 
enue has determined that this rule is 
not a major rule as defined in Execu- 
tive Order 12291 and that a Regula- 
tory Impact Analysis therefore is not 
required. A general notice of pro- 
posed rulemaking is not required by 
5 U. S. C. 553 for final regulations 
subject to 5 U. S. C. 533(b)(B). Ac- 
cordingly, the final regulations do 
not constitute regulations subject to 
the Regulatory Flexibility Act (5 
U. S. C. chapter 6). 

Adoption of amendments to the 
regulations 

For the reasons set out in the 
preamble, Title 26, Chapter 1, 
subchapter F, Part 301 of the Code 
of Federal Regulations is amended as 
set forth below: 

PROCEDURE AND 
ADMINISTRATION REGULATIONS 
(26 CFR Part 301) 

Paragraph 1. The authority citation 
for Part 301 continues to read in 
part: 

Authority: 26 U. S. C. 7805. 
Section 301. 6011-2 also issued un- 
der 26 U. S. C. 6011(e). 
Par. 2. Section 301. 6011-2 is 

amended by revising paragraph (f) to 
read as follows: 

$301. 6011-2 Required use of mag- 
netic media. 

(f) Failure to file. If a person 
fails to file a return on magnetic 
media when required to do so by 
section 6011(e) and this section, 
such person is deemed to have 
failed to file the return. In addi- 
tion, if a person making returns on 
a paper form under paragraph (c) 
of this section for a claendar year 
(or annual filing period) beginning 
after December 31, 1986, fails to 
file a return on a machine-readable 
paper form when required to do so 
by this section, such person is 
deemed to have failed to file the 
return. See sections 6652, 6693, 
and 6721 for penalties for failure 
to file certain returns. 
This Treasury decision clarifies that 

the failure to file an information 
return on a machine-readable paper 

form when required to do so is 

treated as a failure to file the return 

and may result in the imposition of a 
failure to file penalty. For this rea- 

son, it is found unnecessary to issue 

this Treasury decision with notice 
and public procedure under subsec- 

tion (b) of section 553 of title 5 of 
the United States Code or subject to 
the effective date limitation of sub- 
section (d) of that section. 

Lawrence B. Gibbs, 
Commissioner of 

Internal revenue. 
Approved April 30, 1987. 

J. Roger Mentz, 
Assistant Secretary of 

the Treasury. 

(Filed by the Office of the Federal Register on 
May 20, 1987, 8:45 a. m. , and published in 
the issue of the Federal Register for May 
21, 1987, 52 F. R. 19136) 

Part Ill. -lnlormation Returns 

Subpart B. -information Concerning Transactions with 

Other Persons 

Section 6041. — Information at 
Source 

26 CFR 1. 6041-3: Payments for which no 
return of information is required under section 
6041. 

T. D. 8151 

TITLE 26. — INTERNAL REVENUE, 
CHAPTER I, SUBCHAPTER A. — 
PART 1 — INCOME TAX; TAXABLE 
YEARS BEGINNING AFTER 
DECEMBER 31, 1953 

Information Reporting of 
Allowances, Reimbursements, or 
Charges for Travel and Other 
Expenses of Public Employees and 
Certain Other Persons 

AGENCY: Internal Revenue Service, 
Treasury. 

ACTION: Final regulations. 

SUMMARY: This document contains 
final regulations governing informa- 
tion returns required to be filed by 
public sector employers and by 
payors with respect to persons in the 
service of certain international orga- 
nizations regarding allowances of re- 
imbursements provided for traveling 
or other bona fide ordinary and 
necessary expenses, including an al- 
lowance for meals and lodging or a 
per diem allowance in lieu of subsis- 

Section 6041 
tence. This action is necessary to 
clarify existing regulations with re- 
spect to information reporting. These 
regulations affect employers, employ- 
ees, certain third-party paying agents, 
and payors with respect to persons in 
the service of an international organi- 
zation. 

DATE: These regulations are effec- 
tive January I, 1986, and shall apply 
to information returns required to be 
filed for calendar years after 1985 
without regard to extensions. 

SUPPLEMENTARY INFORMA- 
TION: 

BACKGROUND 

On January 9, 1986, the FED- 
ERAL REGISTER published pro- 
posed amendments (51 FR 985) [LR 
59-85, 1986-1 C. B. 900] to the In- 
come Tax Regulations (26 CFR Part 
1) under section 6041 of the Internal 
Revenue Code of 1954, These pro- 
posed amendments would clarify the 
position of the Internal Revenue Ser- 
vice on the reporting of amounts 
provided to employees and certain 
other persons as allowances or reim- 
bursements for traveling or certain 
other business expenses. No public 
hearing was requested or held. The 
Internal Revenue Service received a 
number of comments including sev- 
eral from international organizations 
indicating that the proposed amend- 
ments conflict with certain immuni- 
ties granted to international organiza- 
tions. After consideration of all the 
comments, the Internal Revenue Ser- 
vice has revised the proposed amend- 
ments to avoid this conflict, as dis- 
cussed below. 

In addition, in these final regula- 
tions the Internal Revenue Service 
has made a revision to $1. 6041-3(i) 
to specify the necessary accounting 
requirements under existing regula- 
tions. 

PUBLIC COMMENTS 

Several international organizations 
commented that the proposed dele- 
tion of $1. 6041-3(n), by which cer- 
tain international organizations 
would be subject to reporting under 
$1. 6041-3(i), would not be consistent 
with the obligations of the United 
States Government with respect to 
international organizations designated 
by the President of the United States 
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in Executive Orders issued pursuant 
to 22 U. S. C. 288. Under 22 U. S. C. 
288(a), certain organizations have im- 
munities from information reporting 
because their archives are inviolable. 
The proposed amendment deleting 
51. 6041-3(n) is therefore revised to 
preserve the existing exemption for 
such organizations. 

Under the proposed amendment, 
the exemption is not dependent upon 
whether the recipient is required to 
account for the amounts received. In 
the preamble of the notice of pro- 
posed rulemaking on these regula- 
tions, the Internal Revenue Service 
stated that the exemption available to 
public sector employers under 
Iil. 6041-3(j) is subject to an implicit 
accounting requirement. Paragraphs 
(j) and (n) of $1. 6041 appear to be 
comparable provisions. As a result, 
some international organizations 
might misconstrue the proposed 
amendment of $1. 6041-3(n) (redesig- 
nated as $1. 6041-3(m)) as containing 
an implicit accounting requirement. 
Therefore, the proposed amendment 
makes clear that the exemption is not 
subject to an accounting requirement. 

NON-APPLICABILITY OF 
EXECUTIVE ORDER 12291 

The Commissioner of Internal Rev- 
enue has determined that this final 
rule is not a major rule as defined in 
Executive Order 12291 and that a 
regulatory impact analysis, therefore, 
is not required. 

REGULATORY FLEXIBILITY 
ANALYSIS 

It is hereby certified that this rule 
will not have a significant impact on 
a substantial number of small entities 
because the economic and any other 
secondary or incidental impact flows 
directly from the underlying statute. 
A regulatory flexibility analysis, 
therefore, is not required under the 
Regulatory Flexibility Act (5 U. S. C. 
chapter 6). 

Adoption of amendments to the 
regulations 

Accordingly, 26 CFR Part 1 is 
amended as follows: 

Paragraph 1. The authority for 
Part 1 is amended by adding the 
following citation: 

Authority: 26 U. S. C. 7805. 
Section 1. 6041-3 also issued under 26 
U. S. C. 6041(a). 

Par. 2. Section 1. 6041-3 is 
amended as follows: 

1. Paragraph (i) is amended by 
removing the words "paragraph 
(b)(4) of $1. 162-17" and by adding 
in their place the words 
"($1. 162-17(b)(4), 1. 274-5(e)(4), or 
1. 274-5T(f)(4), whichever is applica- 
ble". 

2. Paragraph (j) is removed. 
3. Paragraph (k) is redesignated as 

paragraph (j). 
4. Paragraph (1) is redesignated as 

paragraph (k). 
5. Paragraph (m) is redesignated as 

paragraph (I). 
6. Paragraph (n) is redesignated as 

paragraph (m). 
7. Paragraph (o) is redesignated as 

paragraph (n). 
8. Paragraph (p) is redesignated as 

paragraph (o). 
9. Paragraph (g) is redesignated as 

paragraph (p). 
10. Paragraph (m) as redesignated 

is revised to read as set forth below: 

$1. 6041-3 Payments for which no 
return of information is required 
under section 6041. 

(m) Amounts paid as an allowance 
of reimbursement for traveling or 
other bona fide ordinary and neces- 
sary expenses, including an allowance 
for meals and lodging or a per diem 
allowance in lieu of subsistence, to 
persons in the service of an interna- 
tional organization (without regard to 
whether there is a requirement to 
account for such amounts) if— 

(1) The organization is designated 
as an international organization by 
the President of the United States in 
Executive Orders issued pursuant to 
22 U. S. C. 288, and 

(2) The organization has immunity 
with respect to the inviolability of its 
archives pursuant to an international 

agreement having full force and ef- 
fect in the United States; 

LAWRENCE B. GIBBS, 
Commissioner of 

Internal Revenue. 

Approved July 29, 1987. 

J. ROGER MENTZ, 
Assistant Secretary of 

the Treasury. 

(Filed by the Office of the Federal Register on 
August 13, 1987, at 8:45 a. m. , and pub- 
lished in the issue of the Federal Register for 
August 14, l987, 52 F. R. 30357) 

Section 6042. — Returns Regarding 
Payments of Dividends and 
Corporate Earnings and Profits 

26 CFR 1. 6042-3: Dividends subject to 
reporti ng. 
(Also Section 6049; 1. 6049-6. 1 

Information returns; Canadian 
banks. The Service will no longer 
accept Canadian Form NR4, Supple- 
mentary Statement of Amounts Paid 
or Credited for Non-Residents of 
Canada, in lieu of Form 1099, Infor- 
mation Return. Rev. Rul. 64-304 
revoked. 

Rev. Rul. 87-123 
Rev. Rul. 64-304, 1964-2 C. B. 

466, holds that the Internal Revenue 
Service will accept the filing by Ca- 
nadian banks of Canadian Form 
NR4, Supplementary Statement of 
Amounts Paid or Credited to Non- 
Residents of Canada, as being in 
substantial compliance with the re- 
porting requirements of sections 6042 
and 6049 of the Internal Revenue 
Code with respect to the payment of 
dividends and interest by the banks 
to persons with United States ad- 
dresses. 

The reporting requirements of sec- 
tions 6042 and 6049 of the Code 
were amended by the Interest and 
Dividend Tax Compliance Act of 
1983, 1983-2 C. B. 352, 359, which 
also established backup withholding 
provisions. Sections 6042 and 6049 as 
amended are applicable to informa 
tion statements due after 1983. Uncler 
those sections, a payor must provide 
a payee of dividends or interest an 
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official Form 1099 that contains a 
clear statement that the income being 
reported is subject to tax, has been 
reported to the Service and, if not 
reported, will generate a negligence 
penalty. See H. R. Rep. No. 98-325 
(Conf. Rep. ) 98th Cong. , 1st Sess. 33 
(1983), 1983-2 C. B. 362, 371. 

Under A-45 of section 35a. 9999-1 
of the Temporary Employment Tax 
Regulations, a payor must provide an 
official Form 1099 either by separate 
mailing or in person for payments 
made after 1983. A substitute Form 
1099 may be used if it complies with 
the requirements of relevant revenue 
procedures. 

Rev. Proc. 87-17, 1987-1 C. B. 688, 
provides requirements for reproduc- 
ing paper substitutes of Form 1099. 
Section 8 of the revenue procedure 
states that the requirements for an 
official Form 1099 may be met by 
furnishing a substitute Form 1099 
(form recipient copy) if it contains 
language substantially similar to that 
of the official form and provides all 
additional information required in 
the revenue procedure including a 
statement in bold and conspicuous 
type, "This is important information 
and is being furnished to the Internal 
Revenue Service. If you are required 
to file a return, a negligence penalty 
will be imposed on you if this income 
is taxable and the IRS determines 
that it has not been reported. " 

Canadian Form NR4 does not 
comply with the current requirements 
of sections 6042 and 6049 of the 
Code. In addition, it does not meet 
the requirements of Rev. Proc. 87-17 
for furnishing a substitute for Form 
1099. Therefore, the Service will no 
longer accept Form NR4 in lieu of 
Form 1099. 

Rev. Rul. 64-304 is revoked. 

Section 6049. — Returns Regarding 
Payments of Interest 

26 CFR 1. 6049-6: Statements to recipients of 
interesl payments and holders of obligations as 
to which there is attributed original issue 
discount after December 31, 1982. 

The Service will no longer accept Canadian 
Form NR4, Supplementary Statement of 
Amounts Paid or Credited to Non-Residents 
of Canada, in lieu of Form 1099. See Rev. Rul. 
87-123, page 268. 

Section 6050I. — Returns Relating to 
Cash Received in Trade or Business 

26 CFR 1. 60501-1: Relurns relating to cash in 

excess of $10, 000 received in a trade or 

business. 

Information reporting; Nevada ca- 
siytos. Gambling casinos in the State 
of Nevada that have been granted an 

exemption from the Treasury report- 

ing requirements under 31 CFR sec- 

tion 103 are also exempt from the 

reporting requirements of section 
6050I of the Code for cash transac- 
tions in exces of $10, 000. 

Rev. Rul. 87-82 

ISSUE 

Are Nevada gambling casinos that 
have been granted an exemption un- 

der 31 C. F. R. section 103. 45(c) 
(1986) from the Treasury Department 
recordkeeping and reporting require- 
ments under 31 C. F. R. section 103 
subject to the reporting requirements 
of section 60501 of the Internal Reve- 
nue Code? 

LAW AND ANALYSIS 

Section 6050I(a) of the Code pro- 
vides that any person (1) who is 

engaged in a trade or business, and 
(2) who, in the course of the trade or 
business, receives more than $10, 000 
in cash in one transaction (or two or 
more related transactions) must make 
an information return at such time as 
the Secretary may prescribe by regu- 
lations. Section 6050I(b) provides 
that the return must be in such form 
and contain such information as 
the Secretary may prescribe. 

Section 6050I(c) of the Code pro- 
vides certain exceptions to the report- 
ing requirements of section 60501(a) 
for cash received by financial institu- 
tions. Section 6050I(c)(1)(A) provides 
that section 6050I(a) shall not apply 
to cash received in a transaction 
reported under title 31, United States 
Code, if the Secretary determines 
that reporting under this section 
would duplicate the reporting to the 
Treasury under title 31. 

Section 1. 6050l-l(d)(2)(ii) of the 
Income Tax Regulations provides 
that under the authority of section 
6050I(c)(1)(A) of the Code the Secre- 
tary may exempt from the reporting 
requirements of section 6050I casinos 

with gross annual gaming revenue in 

excess of $1, 000, 000 that are exempt 

under 31 C. F. R. section 103. 45(c) 
from reporting certain cash transac- 

tions to the Treasury Department 

under 31 C. F. R. sections 103. 22(a)(2) 
and 103. 25. The determination as to 
whether a casino that is granted an 

exemption under 31 C. F. R. section 

103. 45(c) will be required to report 
under section 6050I will be made on 
a case by case basis concurrently with 
the granting of the exemption. 

HOLDING 

The Commissioner has determined 
that gambling casinos in the State of 
Nevada that have been granted an 
exemption under 31 C. F. R. section 
103. 45(c) from the Treasury Depart- 
ment reporting and record-keeping 
requirements of 31 C. F. R. sections 
103. 22(a)(2), 103. 25(a) and 103. 36 
also satisfy the standard for exemp- 
tion from the reporting requirements 
of section 6050I of the Code for cash 
transactions in excess of $10, 000. 
This exemption from section 6050I 
reporting applies only to casinos with 
gross annual gaming revenue in ex- 
cess of $1, 000, 000. The Commis- 
sioner may withdraw the exemption 
should that state's reporting system 
subsequently fail to satisfy the re- 
porting requirements of section 
605 0I. 

Nevada casinos with gross annual 
gaming revenue of $1, 000, 000 or less 
are subject to the reporting require- 
ments of section 6050I of the Code. 
In addition, non-gambling businesses 
at casino hotels and resorts, such as 
shops, restaurants, and hotels, are 
separate trades and businesses from 
casinos operations and must report 
under section 6050I. 

Subpart C. — Information Regarding Wages Paid 

Employees 

Section 6053. — Reporting of Tips 

26 CFR 31. 6053-3: Reporting by certain large 
food or beverage establishments with respect 
to tips. 

T. D. 8141 

TITLE 26 — INTERNAL REVENUE. 
CHAPTER 1, SUBCHAPTER C, 
PART 31 — EMPLOYMENT TAXES 
AND COLLECTION OF INCOME 
TAX AT SOURCE; PART 602 — OMB 
CONTROL NUMBERS UNDER THE 
PAPERWORK REDUCTION ACT 
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Section 6053 
Employee Tip Reporting and 
Substantiation Requirements 

AGENCY: Internal Revenue Service, 
Treasury. 
ACTION: Final regulations and 
withdrawal of temporary regulations. 

SUMMARY: This document pro- 
vides final regulations relating to em- 

ployee tip reporting and substantia- 
tion requirements and withdraws the 
temporary regulations published in 

the Federal Register July 23, 1985 (50 
FR 29964). These final regulations 
reflect section 1072 of the Tax Re- 
form Act of 1984 and section 1571 of 
the Tax Reform Act of 1986, as well 

as provide guidance to employers and 

employees with respect to the new 

provisions. 
DATES: The regulations contained 
in this document in $31. 6053-3(h) are 
effective on and after July 18, 1984. 
The regulations in $31. 6053-3(j)(9) 
are effective for taxable years begin- 

ning after December 31, 1982. The 
regulations in $31. 6053-3(b)(5) and 
$31. 6053-4 are effective for tips re- 

ceived on or after October 1, 1985. 
The regulations in 
$31. 6053-3(f)(1)(iv) and (j)(19) are 
effective for payroll periods begin- 
ning after December 31, 1986. 

SUPPLEMENTARY 
INFORMATION: 
BACKGROUND 

Under current law, all employees 
who receive cash tips of $20 or more 
in a calendar month are required to 
report such tips to their employers 
for purposes of income, social secu- 
rity, and railroad retirement tax with- 
holding requirements. To increase 
compliance with this requirement, the 
Tax Equity and Fiscal Responsibility 
Act of 1982 (TEFRA) provided rules 
which, under certain circumstances, 
require large food and beverage es- 
tablishments to file an information 
report setting forth an allocation of 
tip amounts. Generally, whenever the 
employees of a large food or bever- 

age establishment fail to report to 
their employer tips aggregating 8 per- 
cent or more of the gross receipts of 
an establishment, the employer must 
allocate to the employees (as tips for 
purposes of section 6053(c)) an 
amount equal to the difference be- 
tween 8 percent of the establish- 
ment's gross receipts and the aggre- 
gate amount of tips reported by the 

employees. The Secretary of the 
Treasury is authorized to reduce the 
allocation figure based on a showing 

by an employer that the tip rate for 
its particular establishment was lower 
than 8 percent. Under the provisions 
enacted in TEFRA, the rate could 
not be lower than 5 percent. The 
TEFRA rules were amended by sec- 
tion 1072 of the Tax Reform Act of 
1984 (DEFRA) (98 Stat. 1052, 26 
U. S. C. 6053 note) to allow a major- 
ity of employees to petition for a 
reduced allocation rate and to permit 
a minimum allocaton rate of 2 per- 
cent. In addition, the Act provides 
that for purposes of determining 
whether an establishment normally 
employed more than 10 employees 
and thus was a large food or bever- 
age establishment, an individual who 
owns 50 percent or more in value of 
the stock of a corporation operating 
a food or beverage establishment is 
not considered an employee of such 
establishment. The Act also directed 
the Secretary to promulgate regula- 
tions with respect to record keeping 
requirements applicable to tipped em- 
ployees. 

TEMPORARY REGULATIONS 
AND CROSS-REFERENCING 

NOTICE OF PROPOSED 
RULEMAKING 

On July 23, 1985, the FEDERAL 
REGISTER published Temporary 
Employment Tax regulations (26 
CFR Part 31) (50 FR 29964) [T. D. 
8039, 1985-2 C. B. 316] and a cross- 
referencing notice of proposed 
rulemaking (50 FR 29990) [LR 
162-84, 1985-2 C. B. 811] under sec- 
tion 6053(c) of the Internal Revenue 
Code of 1954. Comments were re- 
ceived in response to the proposed 
regulations, but no hearing was re- 
quested. Consequently a public hear- 
ing was not held. After consideration 
of all comments, the proposed regu- 
lations are adopted, with minor clari- 
fying changes, by this Treasury deci- 
sion, and the temporary regulations 
are withdrawn. 

RESPONSE TO COMMENTS 

Documentary Evidence 

Documentary evidence, for pur- 
poses of the substantiation require- 
ments for tipped employees, is de- 

scribed in $31. 6053-4(a)(3) as copies 
of any documents that contain (i) 
amounts that were added to a check 
by customers as a tip and paid over 
to the employee or (ii) amounts that 
were paid by a customer for food or 
beverages with respect to which tips 
generally would be received by the 
employee. Examples of documentary 
evidence are copies of restaurant 
bills, credit card charges, or charges 
under any other arrangement which 
contain amounts added by the cus- 
tomers as a tip. 

Commenters have expressed fear 
that $31. 6053-4(a)(3) would make it 
necessary for an employer to provide 
the described documents to tipped 
employees, thus shifting the employ- 
ee's substantiation burden to his or 
her employer. They are also con- 
cerned that the provision would per- 
mit employees access to sensitive em- 

ployer !nformation. The commenters 
urge that $31. 6053-4(a)(3) be revised 
to remove this perceived employer 
burden. 

This suggestion is not adopted in 
the final regulations since 
$31. 6053-4(a)(3) does not require em- 

ployers to supply their employees 
with the described documents. The 
provision merely illustrates the types 
of documents that can be used by an 
employee to substantiate the receipt 
of tip income if the employee does 
not maintain a daily record of tips. 

Miscellaneous 

Section 31. 6053-4(a) requires em- 

ployees to maintain sufficient evi- 

dence to establish the amount of tip 
income received during a taxable year 
and describes the types of evidence 
that will be considered suf ficient. 
That evidence may not be sufficient, 
however, if facts and circumstances 
indicate that the employee received a 
different amount of tip income than 
shown by the employee's records. 

One commenter suggests that the 
regulations be revised to delineate the 
facts and circumstances that may 
indicate that the employee received a 
different amount of tip income than 
shown by his or her records. How- 
ever, because facts and circumstances 
vary in every case, it is impracticable 
to provide such dehneation. 

Other comments urged various re 
visions to the regulations that 
only be accomplished by amending 
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the underlying statutory provision. 
Thus, the regulatory definitions of a 
large food and beverage establish- 
ment in $31. 6053-3(j)(7) and of an 
employee in $31. 6053-3(j)(9) for pur- 
poses of the large food or beverage 
establishment definition cannot be re- 
vised as suggested by the commenters 
absent amendments to the definition 
of a large food or beverage establish- 
ment in section 6053(d)(4) o f the 
Internal Revenue Code. 

Certain other comments suggest re- 
visions to the regulations (i) to clarify 
that the 10-employee test for pur- 
poses of the determination of a large 
food or beverage establishment is 
made as of the preceding calendar 
year, and (ii) to set forth the applica- 
tion of the reporting requirements to 
start-up restaurants. These comments 
are not adopted since such rules 
currently exist in $31. 6053-3(j)(7)(i) 
of the Employment Tax Regulations 
with respect to the 10-employee test 
and $31. 6053-3(i) of those regula- 
tions with respect to new businesses. 

EXPLANATION OF 
PROVISIONS 

These final regulations reflect 
amendments to section 6053 with 
respect to the reduction of the mini- 
mum allocation rate from 5 percent 
to 2 percent ($31. 6053-3(h)(1)) and 
with respect to the treatment of 50- 
percent stockholders as nonemployees 
(531. 6053-3(j)(9)). 

In addition, the final regulations 
provide rules with respect to 
employee-originated petitions for a 
reduction in the tip allocation rate. 
Section 31. 6053-3(h)(2) provides that 
employee-originated petitions must be 
consented to by a majority of em- 

ployees, which, for this purpose, 
means more than one-half of the 
directly tipped employees employed 
by the establishment at the time the 
petiton is filed. Further requirements 
of employee-originated petitions are 
set forth in $31. 6053-3(h)(2)(iii), in- 

cluding a requirement that employers 
provide certain information to the 
district director. Such information 
constitutes return information (as de- 
fined in section 6103(b)(2)) and as 
such shall not be disclosed by the 
Internal Revenue Service except as 
provided in section 6103. 

In addition to the general record- 
keeping requirements applicable to all 

taxpayers, these final regulations, in 

response to the congressional man- 

date to promulgate regulations with 

respect to recordkeeping requirements 

applicable to tipped employees, pro- 
vide rules specifically applicable to 
tipped employees. Under these final 

regulations, an employee is required 
to maintain sufficient evidence to 
establish the amount of tip income 
received by the employee during a 
taxable year. The regulations provide 
that sufficient evidence consists of 
either (a) a daily record, or (b) other 
evidence (such as documentary evi- 

dence) of the tip income received 
which is as credible and as reliable as 
a daily record ($31. 6053-4). The 
daily record or other evidence may 
not be sufficient evidence if facts and 
circumstances indicate that the em- 

ployee received a larger amount of 
tip income ($31. 6053-4). 

The effective date for these sub- 
stantiation rules is October 1, 1985. 
However, under the general 
recordkeeping provisions of section 
6001 and the regulations thereunder, 
tipped employees are required, for 
periods prior to that date, to have 
books and records adequate to sub- 
stantiate the amount of tip income 
received. Substantiation considered 
sufficient under 531, 6053-4 of these 
final regulations will also be consid- 
ered sufficient for such prior periods. 

TAX REFORM ACT OF 1986 
This Treasury decision also makes 

conforming amendments to 
$31. 6053-3(f)(1)(iv) and (j) to reflect 
section 1571 of the Tax Reform Act 
of 1986. Thus, for payroll periods 
beginning after December 31, 1986, 
$31. 6053-3(f)(1)(iv) provides that the 
method of allocation of tips based on 
the number of hours worked may be 
utilized only by an employer that 
employs less than the equivalent of 
25 full-time employees at the estab- 
lishment during the payroll period. 
Section 31. 6053-3(j)(19) provides that 
an employer is considered to employ 
less than the equivalent of 25 full- 
timq employees at an establishment 
during a payroll period if the average 
number of employee hours worked 
per business day during the payroll 
period is less than 200 hours. 

REGULATORY FLEXIBILITY 
ACT; EXECUTIVE ORDER 12291; 
PAPERWORK REDUCTION ACT 

OF 1980 

The amendment of the regulations 

Section 6053 
proposed by notice of proposed 
rulemaking on July 23, 1985, and 
adopted by this Treasury decision is 
interpretative. Accordingly, the Regu- 
latory Flexibility Act did not apply to 
the notice of proposed rulemaking 
and no Regulatory Flexibility Analy- 
sis was required. The Commissioner 
of Internal Revenue has determined 
that this rule is not a major rule as 
defined in Executive Order 12291 and 
that a Regulatory Impact Analysis is 
therefore not required. The reporting 
requirements added by this document 
have been submitted to the Office of 
Management and Budget (OMB) in 
accordance with the requirements of 
the Paperwork Reduction Act of 
1980. The reporting requirements 
have been approved by OMB. 

Adoption of amendments to the 
regulations. 

Accordingly, 26 CFR Part 31 and 
Part 602 are amended as follows: 

PART 31 EMPLOYMENT TAXES 
AND COLLECTION OF INCOME 
TAX AT SOURCE 

Paragraph 1. The authority for 
Part 31 is amended by adding the 
following citation: 

Authority: 26 U. S. C. 
7805. ~**Sections 31. 6053-3(b)(5), (h) 
and (j)(9) and 31. 6053-4 are also 
issued under section 1072 of Pub. L. 
98-369, 98 Stat. 1052; and 26 U. S. C. 
6001. 

Par. 2. Section 31. 6053-3T and 
$31. 6053-4T of the temporary Em- 
ployment Tax Regulations are re- 
moved. 

Par. 3. Section 31. 6053-3 is 
amended by adding a sentence at the 
end of paragraph (f)(1)(iv), by adding 
a new paragraph (j)(19) immediately 
after existing paragraph (j)(18), and 
by revising paragraphs (b)(5), (h) and 
(j)(9) to read as set forth below: 

$31. 6053-3 Reporting by certain 
large food or beverage establishments 
with respect to tips. 

(b) Employer statement to 
employees*** 

(5) Employee reporting to tip in- 
come. Regardless of whether an em- 
ployee receives an allocation under 
section 6053(c) and $31. 6053-3, the 
employee is required to report as 
income on his or her Federal income 
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tax return all tips received. For tips 
received before October 1, 1985, an 
employee must be able to substanti- 
ate the amount of reported tip in- 

come as provided in section 6001 and 
the regulations thereunder. For tips 
received on or after October 1, 1985, 
an employee must be able to substan- 
tiate the amount of reported tip 
income as provided in $31. 6053-4. 
The Internal Revenue Service may 
determine that a tipped employee 
received a larger amount of tip in- 

come than is reflected by the employ- 
ee's allocation. 

(f) Allocation method to be used 
in the absence of a good faith agree- 
ment. (1)'"* 

(iv)***For payroll periods begin- 
ning after December 31, 1986, the 
method of allocation described in the 
preceding sentence may be used only 
by an employer that employs less 
than the equivalent of 25 full-time 
employees (as defined in paragraph 
(j)(19) of this section) at the estab- 
lishment during the payroll period. 

(h) Lowering the percentage to be 
used — (1) In general. On and after 
July 18, 1984, an employer or a 
majority of the employees (as defined 
in paragraph (h)(2)(iii) of this 
seciton) of an employer may petition 
the district director for the internal 
revenue district in which the employ- 
er's establishment is located to have 
the percentage of gross receipts that 
is used to determine the amount to 
be allocated under section 
6053(c)(3)(A) and paragraph (d) of 
$31. 6053-3 reduced from 8 percent to 
the percentage that the petitioning 
employer or employees believe to be 
the actual percentage of the amount 
of the establishment's gross receipts 
that reflects the amount of tips. The 
district director may thereafter reduce 
the percentage of gross receipts used 
to determine the amount to be so 
allocated to the percentage that the 
district director determines to be the 

proper estimate of the actual percent- 

age of gross receipts constituting tips. 
The district director, however, may 
not reduce the percentage below 2 
percent. For the rules in effect prior 
to July 18, 1984, see 26 CFR 
$31. 6053-3(h) (Rev. as of April 1, 
1984). 

(2) Time and manner for petition 

to have percentage reduced — (i) In 
general. The petition shall be in 
writing and shall include sufficient 
information to allow the district di- 
rector to estimate with reasonable 
accuracy the actual tip rate of the 
establishment. For example, such in- 
formation might include the charged 
tip rate, the type of establishment, 
menu prices, the location of the 
establishment, the amount of "self- 
service" required, the days and hours 
open for business, and whether the 
customer receives the check from or 
pays the server for the meal. 

(ii) Employer petitions. In the case 
of employer-originated petitions, the 
employer has the burden of supplying 
sufficient information to allow the 
district director to estimate with rea- 
sonable accuracy the actual tip rate 
of the establishment. The employer 
also shall attach to the petition cop- 
ies of Form 8027 (if any) filed for 
the establishment for the 3 immedi- 
ately preceding calendar years. 

(iii) Employee petitions. (A) In the 
case of employee-originated petitions, 
a majority of the employees of an 
establishment must consent to the 
petition. A majority for purposes of 
this paragraph is more than one-half 
of all the directly tipped employees 
(within the meaning of paragraph 
(j)(12) of this section) employed by 
the establishment at the time the 
petition is filed. In the case of a 
single petition for certain multi- 
establishment employers (see para- 
graph (h)(4) of this section), more 
than one-half of the aggregate di- 
rectly tipped employees (at the time 
the petition is filed) of the establish- 
ments covered by the petition must 
consent. The petition filed with the 
district director must state the total 
number of directly tipped employees 
employed by the establishment (or 
establishments) and the number of 
the directly tipped employees consent- 
ing to the petition. 

(B) the petitioning employees have 
the burden of supplying sufficient 
information to allow the district di- 
rector to estimate with reasonable 
accuracy the actual tip rate of the 
establishment to the extent they pos- 
sess such information. If the em- 
ployer possesses relevant information, 
the employer must provide such in- 
formation to the district director 
upon the request of the petitioning 
employees or district director. Em- 

Ployees who file a petition under this 
Paragraph must promptly notify their 
employer of the petition. prompty 
upon receipt of such notification, 
their employer must submit to the 
district director copies of the Form 
8027 (if any) filed for the establish- 
ment for the 3 immediately preceding 
calendar years. Any information sup- 
plied by the employer during the 
petitioning process constitutes return 
information (as defined in section 
6103(b)(2)) which shall not be dis- 

closed by the Internal Revenue Ser- 
vice (except as provided in section 
6103) to any employees of the em- 

ployer or to representatives of such 
employees. 

(3) Effective date for reduced per- 
centage. The district director shall 
determine the term for which the 
reduced percentage is to be effective. 
At the end of such term, the reduced 
percentage shall cease to apply unless 

previously extended by the district 
director for the district in which the 
large food or beverage establishment 
is located. In no event shall the 
reduced percentage be applied to pay- 
roll periods before the date the peti- 
tion describe in paragraph (h)(2) of 
this section is filed unless the estab- 
lishment is a new business (as de- 
scribed in paragraph (i) of 
$31. 6053-3). In the case of a new 
business or a petition for reduction 
filed prior to September 30, 1983, the 
district director may allow the ap- 
proved reduced percentage to be ap- 
plied retroactively to the first day of 
the calendar year of the petition. 
Until such time as the employer is 
notified in writing by the district 
director of approval of a reduction, 
the employer must continue to use 8 

percent of gross receipts for purposes 
of complying with section 6053(c) 
and this section. 

(4) Single petition for certain 
multi-establishment employers. An 
employer (including a single employer 
as defined in section 52(a) or (b)) or 
a majority of the employees of such 
employer may use a single petition 
for two or more of the employer's 
establishments if such establishments 
are essentially the same type of busi- 
ness, the petitioning emplover or em- 
ployees have made a good faith 
determination that the tip rates 
such establishments are essentially the 
same, and the establishments are lo 
cated in the same internal revenue 

272 1987-2 C. B. 



region. Single petitions shall include 
the names and locations of the estab- 
lishments for which a reduction is 
requested and the information re- 
quired by paragraph (h)(2) of this 
section for a typical establishment. A 
single petition for 
multi-establishments located within 
an internal revenue region shall be 
filed with the district director for the 
internal revenue district in which the 
greatest number of the establishments 
included in the petition are located. 
If there is an equal number of estab- 
lishments located in two or more 
internal revenue districts the em- 
ployer or employees petitioning may 
choose the district to which the peti- 
tion is sent. 

(j) Definitions*** 
(9) More than 10 employees on a 

typical business day. An employer 
shall be considered to have normally 
employed more than 10 employees on 
a typical business day during a calen- 
dar year if one-half of the sum of 
the average number of employee 
hours worked per business day dur- 
ing the calendar month in which the 
aggregate gross receipts of food or 
beverage operations were the greatest 
plus the average number of employee 
hours worked per business day dur- 
ing the calendar month in which the 
aggregate gross receipts from food or 
beverage operations were the least, is 
greater than 80 hours. The average 
number of employee hours worked 
per business day during a month 
shall be computed by dividing the 
total number of hours worked during 
the month by all employees of the 
employer who are employed in a 
food or beverage operation by the 
average of the number of days dur- 

ing the month that each food or 
beverage operation as which such 
employees worked was open for busi- 
ness. If an employer operates both a 
food or beverage operation and a 
nonfood or beverage operation, and 
one or more of his or her employees 
work for both operations, the em- 

ployer may make a good faith esti- 
mate of the number of hours such 
employees worked for each operation 
in a given month. Similarly, in cases 
where one or more of an employer's 
employees work for more than one 
of such employer's food or beverage 
operations, a good faith estimate 

may be made of the number of hours 
such employees worked for each op- 
eration in a given month. For pur- 

poses of this subparagraph, employ- 
ees who are employed in a food or 
beverage operation include all em- 

ployees of the operation, not just 
food or beverage employees. The 
employees of an employer shall in- 

clude all employees at all food or 
beverage operations who, along with 
the employees of such employer, 
would be treated as employees of a 
single employer under secton 52(a) or 
(b) (as in effect on September 3, 
1982) and the regulations thereunder. 
For example, if an employer at a 
food or beverage operation is a mem- 
ber of a controlled group of corpora- 
tions, then all employees of all cor- 
porations which are members of such 
controlled group o f corporations 
shall be treated as employed by each 
such employer for purposes of this 
paragraph. However, an individual 
who owns 50 percent or more in 
value of the stock of a corporation 
operating an establishment shall not 
be treated as an employee of any 
establishment owned by the corpora- 
tion. 

(19) Less than the equivalent of 25 
full-time employees. For purposes of 
paragraph (f)(1)(iv) of this section, 
an employer shall be considered to 
employ less than the equivalent of 25 
full-time employees at an establish- 
ment during a payroll period (as 
defined in section 3401(b) and the 
regulations thereunder) if the average 
number of employee hours worked 
per business day during a payroll 
period is less than 200 hours. The 
average number of employee hours 
worked per business day during a 
payroll period shall be computed by 
dividing the total number of hours 
worked during the period by all 
employees of the employer who are 
employed in a food or beverage 
operation by the average of the num- 
ber of days during the period that 
each food or beverage operation at 
which such employees worked was 
open for business. If an employer 
operates both a food or beverage 
operation and a nonfood or beverage 
operation, and one or more of his 
employees work for both operations, 
the employer may make a good faith 
estimate of the number of hours such 
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employees worked for each operation 
in a given payroll period. Similarly, 
in cases where one or more of an 
employer's employees work for more 
than one of such employer's food or 
beverage operations, a good faith 
estimate may be made of the number 
of hours such employees worked for 
each operation in a given payroll 
period. If there is more than one 
payroll period for the establishment, 
the payroll period which is used for 
the greatest number of employees 
shall be the payroll period for pur- 
poses of this paragraph (j)(19). For 
purposes of this paragraph (j)(19), 
employees who are employed in a 
food or beverage operation include 
all employees of the operation, not 
just food or beverage employees. The 
employers of an employer shall in- 
clude all employees at all food or 
beverage operations who, along with 
the employers of such employer, 
would be treated as employees of a 
single employer under section 52(a) 
or (b) (as in effect on September 3, 
1982) and the regulations thereunder. 
For example, if an employer at a 
food or beverage operation is a mem- 
ber of a controlled group of corpora- 
tions, then all employees of all cor- 
porations which are members of such 
controlled group of corporations 
shall be treated as employed by each 
such employer for purposes of this 
paragraph. 

Par. 4. A new $31. 6053-4 is added 
immediately after existing $31. 6053-3 
to read as follows: 

$31. 6053-4 Substantiation require- 
ments for tipped employees. 

(a) Substantiation of tip income— 
(1) In general. An employee shall 
maintain sufficient evidence to estab- 
lish the amount of tip income re- 
ceived by the employee during a 
taxable year. A daily record main- 
tained by the employee (as described 
in paragraph (a)(2) of this section) 
shall constitute sufficient evidence. If 
the employee does not maintain a 
daily record, other evidence of the 
amount of tip income received during 
the year, such as documentary evi- 
dence (as described in paragraph 
(a)(3) of this section), shall constitute 
sufficient evidence, but only if such 
other evidence is as credible and as 
reliable as a daily record. However, 
notwithstanding any other provision 
of this paragraph (a)(1), a daily 
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record or other evidence that is as 
credible and as reliable as a daily 
record may not be sufficient evidence 
if there are facts or circumstances 
which indicate that the employee re- 
ceived a larger amount of tip income. 
Moreover, oral statements of the em- 

ployee, without corroboration, can- 
not constitute sufficient evidence. 

(2) Daily record. The daily record 
shall state the employee's name and 
address, the 

employer�'s 

name, and 
the establishment's name. The daily 
record shall show for each work day 
the amount of cash tips and charge 
tips received directly from customers 
or from other employees, and the 
amount of tips, if any, paid out to 
other employees through tip sharing, 
tip pooling or other arrangements 
and the names of such employees. 
The record shall also show the date 
that each entry is made. Form 
4070A, Employee's Daily Record of 
Tips, may be used to maintain such 
daily record. The daily record of tips 
received by an employee shall be 
prepared and maintained in such 
manner that each entry is made on or 
near the date the tip income is 
received. A daily record made on or 
near the date the tip income is 

received has a high degree of credi- 
bility not present with respect to a 
record prepared subsequent thereto 
when generally there is a lack of 
accurate recall. An entry is made 
"near the date the tip income is 
received" if the required information 
with respect to tips received and paid 
out by the employee for the day is 
recorded at a time when the em- 

ployee has full present knowledge of 
those reciepts and payments. 

(3) Documentary evidence. Docu- 
mentary evidence consists of copies 
of any documents that contain (i) 
amounts that were added to a check 

by customers as a tip and paid over 

to the employee or (ii) amounts that 
were paid by a customer for food or 
beverages with respect to which tips 
generally would be received by the 

employee. Examples of documentary 
evidence are copies of restaurant 
bills, credit card charges, or charges 
under any other arrangement (see 
$31. 6053-3(j)(4)) containing amounts 
added by the customer as a tip. 

(b) Retention of records. Records 
maintained under this section shall be 

kept at all time available for inspec- 
tion by authorized internal revenue 
officers or employees, and shall be 
retained so long as the contents 
thereof may become material in the 
administration of any internal reve- 

nue law. 

(c) Effective date. The substantia- 
tion requirements of this $31. 6053-4 
shall be effective for tips received on 
or after October 1, 1985. For the 
rules in effect prior to October 1, 
1985, see section 6001 and the regula- 
tions thereunder. substantiation con- 
sidered sufficient as provided in this 

()31. 6053-4 will also be considered 
sufficient for tips received before 
October 1, 1985. 

PART 602 OMB CONTROL 
NUMBERS UNDER THE 
PAPERWORK REDUCTION ACT 

Par. 5. The authority for Part 602 
continues to read as follows: 

Authority: 26 U. S. C. 7805. 
Par. 6. Section 602. 101(c) is 

amended by removing from the table 
"$31. 6053-3T and C)31. 6053-4T 
. . . 1545-0065" and inserting in the 
appropriate places in the table 

31. 6053-3 and II 31. 6053-4 
. . . 1545-0065. " 

Lawrence B. Gibbs, 
Commissioner of 

Internal Revenue. 

Approved May 15, 1987. 

J. Roger Mentz, 
Assistant Secretary of 

the Treasury. 

(Filed by the Office of the Federal Register on 
June 5, 1987, 8r45 a. m. , and published in 
the issue of the Federal Register for June 8, 
1987, 52 F. R. 21509) 

Subchapter B. -Miscellaneous provisions 

Section 6103. — Confidentiality and 
Disclosure of Returns and Return 
Information 

Ct. D. 2041 

SUPREME COURT 
OF THE 

UNITED STATES 
No. 86-472 

Church of Scientology of California, 
Petitioner v. Internal Revenue 

Service 
[U. S. ] 

Certiorari to the United States 
Court of Appeals for the District of 

Columbia Circuit 
[November 10, 1987] 

Syllabus 
Section 6103(a) of the Internal Revenue 

Code provides that tax returns and "return 
information" shall be confidential and shall 
not be disclosed except as authorized. "Return 
information" is defined in IJ6103(b)(2) to in- 

clude a taxpayer's identity, the nature, source, 
or amount of his income, payments, receipts, 
deductions, exemptions, credits, assets, liabili- 
ties, net worth, tax liability, tax withheld, 
deficiencies, overassessments, tax payments, or 
any other data with respect to a return or to 
the determination of the existence or amount 
of liability. However, 56103(b)(2) also contains 
the proviso, known as the Haskell amendment, 
that "return information" does not include 
data "in a form" which cannot be associated 
with, or otherwise identify, directly or indi- 

rectly, a particular taxpayer. Upon 
respondent's slow response to petitioner's Free- 
dom of Information Act (FOIA) request for 
the production of numerous records containing 
information relating to it, petitioner filed suit 

in Federal District Court to compel release of 
the materials. The court held that respondent 
had correcly limited its search for and disclo- 
sure of the requested materials, and the Court 
of Appeals affirmed, holding that the Haskell 
amendment's "in a form" phrase contemplates 
agency reformulation of return information 
into a statistical study or some other compos- 
ite product and not merely the deletion of the 
taxpayer's name and other identifying data. 

Held: The Haskell amendment does not ex- 
empt from II6103(b)(2)'s definition of confi- 
dential "return information" material in IRS 
files which can be redacted to delete those 
parts which would identify a particular tax- 
payer. If the mere removal of identifying 
details sufficed to put the information "in a 
form" envisioned by the amendment, the 
remainder of the protected categories of infor- 
mation included in $6103(b)(2) would often be 
irrelevant, and the "in a form" phrase would 
itself by extremely awkward, confusing, 
unnecessary. Petitioner's contrary construction 
of the amendment is likewise belted bv other 
provisions of II6103 which set forth various 
exceptions to the general rule of confidentiality 
and recognize that "return information" 

mains such even when it does not identify 
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particular taxpayer. Moreover, the legislative 
history also refutes petitioner's construction, 
since allowing the disclosure of otherwise 
confidential return information merely by the 
redaction of identifying details would undercut 
IJ6103's primary purpose of limiting access to 
tax filings. In fact, the amendment was simply 
intended to permit continuation of the IRS' 
practice of releasing statistical studies and 
compilations that do not identify particular 
taxpayers. Thus, since deletion of identifying 
data would not make otherwise protected 
return information discloseable, there is no 
merit to petitioner's contention that respondent 
has an FOIA duty to undertake such redac- 
tion. 

253 U. S. App. D. C. 85, 792 F. 2d 153, 
affirmed. 

REHNQUIST, C. J. , delivered the opinion 
of the Court, in which all other Members 
joined, except BRENNAN and SCALIA, J. J. , 
who took no part in the consideration or 
decision of the case. 

CHIEF JUSTICE REHNQUIST 
delivered the opinion of the Court. 

Section 6103 of the Internal Reve- 
nue Code lays down a general rule 
that "returns" and "return informa- 
tion" as defined therein shall be 
confidential. "Return information" 
is elaborately defined in $6103(b)(2); 
immediately after that definition ap- 
pears the following priviso, known as 
the Haskell amendment: 

"[B]ut such term does not in- 

clude data in a form which cannot 
be associated with, or otherwise 
identify, directly or indirectly, a 
particular taxpayer. " 

Petitioner Church of Scientology of 
California, seeking disclosure under 
the Freedom of Information Act, 
contends that the Haskell amendment 

excepts from the definition of "re- 
turn information" all material in the 
files of the IRS which can be re- 

dacted to delete those parts which 

would identify a particular taxpayer. 
Respondent Internal Revenue Service 

in opposition argues that the mere 

redaction of identifying data will not, 

by virtue of the Haskell amendment, 

take the material out of the defini- 

tion of "return information. " We 

agree with the Internal Revenue Ser- 

vice. 

Petitioner filed a request with re- 

spondent under the Freedom of In- 

formation Act (FOIA), 5 U. S. C. 
$552, for the production of numer- 

ous documents. Among the materials 

sought by petitioner were "[c]opies 
of all information relating to or 

containing the names of, Scientology, 
Church of Scientology, any specific 

Scientology church or entity identi- 

fied by containing the words 
Scientology, Hubbard and/or Dianet- 

ics in their names, L. Ron Hubbard 

or Mary Sue Hubbard in the form of 
written record, correspondence, docu- 

ment, memorandum, form computer 

[sic] tape, computer [sic] program or 
microfilm, which is contained in" an 

extensive list of respondent's case 
files and data systems. FOIA Request 
Dated May 16, 1980, App. 20a-27a. 
Petitioner also requested similar in- 

formation from the offices and per- 
sonal areas of a number of 
respondent's officials. 

Dissatisfied by the slow response to 
its request, petitioner filed suit in the 
United States District Court for the 
District of Columbia to compel re- 

lease of the materials. In the District 
Court the parties agreed — as they 
continue to agree here — that $6103 of 
the Internal Reverue Code is the sort 
of statute referred to by 5 U. S. C. 
$552(b)(3) of the FOIA relating to 
matters that are "specifically ex- 

empted from disclosure by stat- 
ute. . . "; thus, if $6103 forbids the 
disclosure of material, it may not be 
produced in response to a request 
under the FOIA. Respondent argued 
that many of the records were pro- 
tected as "returns" or "return infor- 
mation" under $6103. Section 
6103(a) provides that "[r]eturns and 
return information shall be confiden- 
tial" and shall not be disclosed "ex- 
cept as authorized by this title. " A 
"return" is defined in Ii6103(b)(1) as 
"any tax or information return, dec- 
laration of estimated tax, or claim 
for refund" including supporting 
schedules, attachments, and lists. Sec- 
tion 6103(b)(2) then supplies a more 
extensive definition of "return infor- 
mation, " which includes: 

"[A] taxpayer's identity, the na- 
ture, source, or amount of his 
income, payments, receipts, deduc- 
tions, exemptions, credits, assets, 
liabilities, net worth, tax liability, 
tax withheld, deficiencies, over- 
assessments, or tax payments, 
whether the taxpayer's return was, 
is being, or will be examined or 
subject to other investigation or 
processing, or any other data, re- 
ceived by, recorded by, prepared 
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by, furmshed to, or collected by 
the Secretary with respect to a 
return or with respect to the deter- 
mination of the existence, or possi- 
ble existence, of liability (or the 
amount thereof) of any person 
under this title for any tax, pen- 

alty, interest, fine, forfeiture, or 
other imposition, or offense. . . " 

After providing this detailed explana- 
tion of confidential "return informa- 

tion, " $6103(b)(2), as previously 
noted, continues: "but such term 

does not include data in a form 
which cannot be associated with, or 
otherwise identify, directly or indi- 

rectly, a particular taxpayer. " This 
last clause — the Haskell amend- 
ment — was proposed as a floor 
amendment by Senator Haskell of 
Colorado and was adopted by a 
voice vote during the debate on the 
1976 amendments to the Internal 
Revenue Code. 

The District Court, after an in 
camera review of representative docu- 

ments, held that respondent had cor- 
rectly limited its search for and dis- 

closure of materials requested by 
petitioner. See 569 F. Supp. 1165 
(DC 1983). Petitioner appealed that 
decision to the United States Court 
of Appeals for the District of Colum- 
bia. Following briefing and argument 
before a three-judge panel, the Court 
of Appeals sua sponte undertook en 
banc review of the meaning of the 
Haskell amendment and the modifi- 
cation it works upon Ii6103(b)(2). 
The Court of Appeals concluded 
that, by using the words "in a 
form, " Congress contemplated "not 
merely the deletion of an identifying 
name or symbol on a document that 
contains return information, but 
agency reformulation of the return 
information into a statistical study or 
some other composite product. . . " 
253 U. S. App. D. C. 85, 92, 792 F. 2d 
153, 160 (1986) (en banc) (emphasis 
in original). Thus the court held, 
before respondent may produce docu- 
ments, otherwise protected, the 
Haskell amendment requires that 
some modification have occurred in 
the form of the data contained in the 
documents. "[M]ere delation of the 
taxpayer's name or other identifying 
data is not enough, since that would 
render the reformulation requirement 
entirely duplicative of the nonidenti- 
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fication requirement. "' Id. , at 95, 
792 F. 2d, at 163. 

We granted certiorari, 479 U. S. 
(1987), to consider the scope of 

the Haskell amendment and its rela- 
tion to the confidentiality provisions 
of [I6103(a) and (b). ' Petitioner be- 
lieves that the Haskell amendment 
makes significantly greater inroads on 
the definition of "return informa- 
tion" than did the Court of Appeals. 
It makes two interrelated contentions: 
first, that the Haskell amendment 
removes from the classification of 
"return information" all data which 
does not identify a particular tax- 
payer, and second, that 5 U. S. C. 
$552(b) — requiring that "[a]ny rea- 
sonably segregable portion" of a 
record be provided to a requestor 
after deletion of the portions which 
are exempt — compels respondent to 
redact "return information" in its 
files where possible so as to bring 
that material within the terms of the 

'The decision of the District of Columbia 
Circuit was thus in substantial agreement with 
the Seventh Circuit's opinion in King v. IRS, 
688 F. 2d 488 (CA7 1982), and the Eleventh 
Circuit's determination in Currie v. IRS, 704 
F. 2d 523 (CA11 1983). The Seventh Circuit 
concluded in King that $6103 "protects from 
disclosure all nonamalgamated items listed in 
subsection (b)(2)(A), and that the Haskell 
amendment provides only for the disclosure of 
statistical tabulations which are not associated 
with or do not identify particular taxpayers. " 
688 F. 2d, at 493. Similarly, in Currie the 
Eleventh Circuit held that the Haskell amend- 
ment does not obligate the IRS, in a suit 
under the FOIA, to delete identifying material 
from documents and release what would other- 
wise be return information. 704 F. 2d, at 
531-532. The Ninth Circuit, however, reached a 
different result in Long v. IRS, 596 F. 2d 362 
(CA9 1979), cert. denied, 446 U. S. 917 (1980). 
In Long, the court found that the Haskell 
amendment removes from the category of 
protected return information any documents 
that do not identify a particular taxpayer once 
names, addresses, and similar details are de- 
leted. See 596 F. 2d at 367-369. 
'-The original panel applied the en banc deci- 
sion to the search and disclosure undertaken 
by respondent. See 253 U. S. App. D. C. 78, 
792 F. 2d 146 (1986). Although many of the 
requested documents were protected as "return 
information, " the panel found that the District 
Court had erred in accepting respondent's 
blanket assertion that all information respon- 
sive to petitioner's request in files unrelated to 
petitioner's California branch was exempt 
from disclosure. The panel remanded the case 
to District Court with instructions that respon- 
dent conduct a new search for information 
about the third parties identified by petitioner 
and justify any withholding of the information 
under the FOIA or $6103. See id. , at 84-85, 
792 F. 2d, at 152-153. 

Haskell amendment. We reject both 
of these arguments. 

We are told by the Government 
that, as a practical matter, "return 
information" might include the re- 

port of an audit examination, inter- 
nal IRS correspondence concerning a 
taxpayer's claim, or a notice of defi- 

ciency issued by the IRS proposing 
an increase in the taxpayer's assess- 
ment. Tr. of Oral Arg. 24-25. Peti- 
tioner asserts that the segregation 
requirement of the FOIA, (552(b), 
directs respondent to remove the 
identifiers from such documents as 
these and that, once the materials are 
purged of such identifiers, they must 
be disclosed because they no longer 
constitute return information de- 
scribed in $6103(b)(2). 

We find no support for petitioner's 
arguments in either the language of 
$6103 or in its legislative history. In 
addition to the returns themselves, 
which are protected from disclosure 
by $6103(b)(1), [16103(b)(2) contains 
an elaborate description of the sorts 
of information related to returns that 
respondent is compelled to keep con- 
fidential. If the mere removal of 
identifying details from return infor- 
mation sufficed to put the informa- 
tion "in a form" envisioned by the 
Haskell amendment, the remainder of 
the categories included in $6103(b)(2) 
would often be irrelevant. The entire 
section could have been prefaced by 
the simple instruction to respondent 
that the elimination of identifiers 
would shift related tax data outside 
the realm of protected return infor- 
mation. Respondent would then first 
determine whether the information 
could be redacted so as not to iden- 
tify a taxpayer; only if it could not 
would the extensive list of materials 
that comprise "return information" 
become pertinent. And if petitioner 
correctly interprets the intent of the 
Haskell amendment, Congress draft- 
ing was awkward in the extreme. The 
amendment exempts "data in a 
form" that cannot be associated with 
or otherwise identify a particular tax- 
payer. A much more natural phrasing 
would omit the confusing and unnec- 
essary words "in a form" and refer 
simply to data. 

Other provisions of $6103 likewise 
belie petitioner's construction of the 
Haskell amendment. Subsections (c) 
through (o) of $6103 set forth vari- 
ous exceptions to the general rule 

that returns and return mformatton 
are confidential and not to be dis- 
closed. These subsections provide 
that in some circumstances, and with 
special safeguards, returns and return 
information can be made available to 
Congressional committees, the Presi- 
dent, state tax officials, and other 
federal agencies. The subsections also 
recognize that "return information" 
remains such even when it does not 
identify a particular taxpayer. Sub- 
sections 6103(f)(1), (2), and (4), for 
example, allow the release of returns 
and return information to Congres- 
sional committees, but distinguish be- 
tween return information that identi- 
fies a taxpayer and return 
information that does not. Subsection 
(f) is thus inconsistent with 
petitioner's theory that nonidentify- 
ing data ceases to be return informa- 
tion at all. 

The legislative history of the Tax 
Reform Act of 1976, Pub. L. 
94-455, 90 Stat. 1520, [1976-3 C. B. 
(Vol. 1) I]of which the amendments 
fo $6I03 are a part, also indicates 
that Congress did not intend the 
statute to allow the disclosure of 
otherwise confidential return infor- 
mation merely by the redaction of 
identifying details. One of the major 
purposes in revising $6103 was to 
tighten the restrictions on the use of 
return information by entities other 
than respondent. See S. Rep. No. 
94-938, p. 318 (1976) [1976-3 C. B. 
(Vol. 3) 356] ("returns and return 
information should generally be 
treated as confidential and not sub- 
ject to disclosure except in those 
limited situations delineated in the 
newly amended section 6103"). 
Petitioner's suggestion that the 
Haskell amendment was intended to 
modify the restrictions of $6103 by 
making all nonidentifying return in- 
formation eligible for disclosure 
would mean that the amendment was 
designed to undercut the legislation's 
primary purpose of limiting access to 
tax filings. 

The circumstances under which the 
Haskell amendment was adopted 
make us reluctant to credit it with 
this expansive purpose. During de- 
bate on the Senate floor, Senator 
Haskell proposed that 56103(b)(2) be 
amended to make clear that return 
information "does not include data 
in a form which cannot be associated 
with, or otherwise identify, directly 
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or indirectly, a particular taxpayer. " 
He then added this explanation of his 
proposal: 

"[T]he purpose of this amend- 
ment is to insure that statistical 
studies and other compilations of 
data now prepared by the Internal 
Revenue Service and disclosed by it 
to outside parties will continue to 
be subject to disclosure to the 
extent allowed under present law. 
Thus the Internal Revenue Service 
can continue to release for re- 
search, purposes statistical studies 
and compilations of data, such as 
the tax model, which do not iden- 
tify individual taxpayers. 

The definition of "return infor- 
mation" was intended to neither 
enhance nor diminish access now 
obtainable under the Freedom of 
Information Act to statistical stud- 
ies and compilations of data by the 
Internal Revenue Service. Thus, the 
addition by the Internal Revenue 
Service of easily deletable identify- 
ing information to the type of 
statistical study or compilation of 
data which, under its current prac- 
tice, has been subject to disclosure, 
will not prevent disclosure of such 
study or compilation under the 
newly amended ti6103. In such an 
instance, the identifying informa- 
tion would be deleted and disclo- 
sure of the statistical study or 
compilation of data be made. " 122 
Cong. Rec. 24012 (1976). 

After these remarks, the floor man- 
ager of the legislation, Senator Rus- 
sell Long, added that he would "be 
happy to take this amendment to 
conference. It might not be entirely 
necessary, but it might serve a good 
purpose. " The Haskell amendment 
was then passed by voice vote in the 
Senate and became part of the con- 
ference bill. 

We find it difficult to believe that 
Congress in this manner adopted an 
amendment which would work such 
an alteration to the basic thrust of 
the draft bill amending Ii6103. The 
Senate's purpose in revising $6103 
was, as we have noted, to impose 
greater restrictions on the disclosure 
of tax data; a change in the proposed 
draft permitting disclosure of all re- 
turn information after deletion of 
material identifying a particular tax- 
payer would have, it seems to us, at 
a minimum engendered some debate 
in the Senate and resulted in a roll 

call vote. More importantly, Senator 
Haskell's remarks clearly indicate 
that he did not mean to revise 

$6103(b)(2) in this fashion. He refers 
only to statistical studies and compi- 
lations, and gives no intimation that 
his amendment would require the 
respondent to remove identifying de- 
tails from material as it exists in its 
files in order to comply with its 
requirement. All in all, we think this 
is a case where common sense sug- 
gests, by analogy to Sir Arthur 
Conan Doyle's "dog that didn' t 
bark, " that an amendment having 
the effect petitioner ascribes to it 
would have been differently described 
by its sponsor, and not nearly as 
readily accepted by the floor manager 
of the bill. 

We thus hold that, as with a return 
itself, removal of identification from 
return information would not deprive 
it of protection under $6103(b). Since 
such deletion would not make other- 
wise protected return information 
discloseable, respondent has no duty 
under the FOIA to undertake such 
redaction. The judgment of the 
Court of Appeals is accordingly 

Affirmed. 

JUSTICES BRENNAN AND 
SCALIA took no part in the consid- 
eration or decision of this case. 

Chapter 63. -Assessment 

Subchapter A. -ln General 

Section 6205. — Special Rules 
Applicable to Certain Employment 
Taxes 

26 CFR 3l. 6205-2: Adjustments of hospital 
insurance taxes that accrue after March 3l, 
l986 and before January l, l987 with respect 
to wages of State and local government em- 
ployees. 

T. D. 8156 

PART 31. — EMPLOYMENT TAXES 
AND COLLECTION OF INCOME 
TAX AT SOURCE 

Interest on Hospital Insurance 
Taxes on Wages of State and Local 
Government Employees 

AGENCY: Internal Revenue Service, 
Treasury. 

ACTION: Final regulations. 

SUMMARY: This document contains 

Section 6205 
final regulations that relate to 
interest-free adjustments of under- 
payments of hospital insurance taxes 
(Medicare) with respect to wages of 
State and local government employ- 
ees hired after March 31, 1986. 
Changes to the hospital insurance tax 
law were made by the Consolidated 
Omnibus Budget Reconciliation Act 
of 1985 [1986-2 C. B. 298]. 

DATES: These regulations are effec- 
tive with respect to State and local 
government employees hired after 
March 31, 1986, for services per- 
formed after that date. 

SUPPLEMENTARY 
INFORMATION: 

BACKGROUND 

This document contains final regu- 
lations under section 6205 of the 
Internal Revenue Code of 1954 to 
provide for making interest-free ad- 
justments of certain underpayments 
of hospital insurance taxes. Section 
3121 of the Code as amended by 
section 13205 of the Consolidated 
Omnibus Budget Reconciliation Act 
of 1985 (Pub. L. 99-272, 100 Stat. 
313) [1986-2 C. B. 298, 327] provides 
that hospital insurance taxes are to 
be withheld from, and paid by the 
employer, pursuant to section 3101(b) 
and 3111(b), with respect to, the 
wages of State and local government 
employees hired after March 31, 
1986. It was determined that no 
notice and public comment procedure 
is necessary since this document will 
not be detrimental to any taxpayer. 

EXPLANATION OF PROVISIONS 

Section 6205(a)(1) authorizes the 
Secretary to issue regulations pre- 
scribing the manner and time for 
making interest-free adjustments of 
underpayments of taxes imposed by 
sections 3101 or 3111. Section 3121 
of the Code has been amended to 
provide for the withholding and pay- 
ment under sections 3101(b) and 
3111(b) of the hospital insurance 
taxes on wages of State and local 
government employees hired after 
March 31, 1986. 

The Consolidated Omnibus Budget 
Reconciliation Act of 1985 was en- 
acted on April 7, 1986. On July 14, 
1986, the Internal Revenue Service 
published Revenue Ruling 86-88, *** 
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Section 6205 
[1986-2 C. B. 172], to provide guide- 
lines concerning the applicability of 
the hospital insurance taxes to em- 

ployees of States and local govern- 
ments. Generally, the ruling states 
that the Service will automatically 
waive penalties for failure to pay and 
for failure to make timely deposits of 
the hospital insurance taxes with re- 
spect to services performed through 
the fourth quarter of 1986, so long 
as all payments due for April 
through December of 1986 are paid 
by February 2, 1987. 

In view of the unique circum- 
stances surrounding the application 
of the new FICA tax provisions, it 

appears appropriate as well for the 
Service to permit interest-free adjust- 
ments of underpayments of these 
taxes. Accordingly, this Treasury de- 
cision makes a technical amendment 
to the regulations under section 6205 
to provide that interest will not be 
imposed for the failure to timely pay 
these new taxes required to be re- 
ported on returns due July 31, 1986, 
October 31, 1986, or February 2, 
1987, provided all such taxes were 
paid on or before February 2, 1987. 
The right to the interest-free adjust- 
ments, however, will not be lost if 
the only amount not paid by Febru- 
ary 2, 1987, is itself eligible for, and 
paid pursuant to, an interest-free 
adjustment under $31. 6205-1. 

NON-APPLICABILITY OF 
EXECUTIVE ORDER 12291 

The Commissioner of Internal Rev- 
enue has determined that this rule is 
not a major rule as defined in Execu- 
tive Order 12291 and that a regula- 
tory impact analysis therefore is not 
required. 

REGULATORY FLEXIBILITY 
ANALYSIS 

A regulatory flexibility analysis is 
not required by 5 U. S. C. 553 for 
final regulations not preceded by no- 
tice because notice would be unneces- 
sary. Accordingly, the regulations do 
not constitute regulations subject to 
the Regulatory Flexibility Act (5 
U. S. C. chapter 6). 

Adoption of amendments to the 
regulations 

Accordingly, 26 CFR Part 31 is 

amended as follows: 

Paragraph 1. The authority for 
Part 31 is amended by adding the 
following citation: 

Authority: 26 U. S. C. 7805. 
Section 31. 6205-2 also issued under 
26 U. S. C. 6205(a)(1). *** 

Par. 2. A new $31. 6205-2 is added 
immediately after $31. 6205-1, to read 
as follows: 
IJ31. 6205-2 Adjustments of under- 

payments of hospital insurance 
taxes that accrue after March 31, 
1986, and before January 1, 1987, 
with respect to wages of State and 
local government employees. 
(a) Adjustments without interest. 

A State or local government em- 

ployer who makes, or has made, an 
undercollection or underpayment of 
the hospital insurance taxes imposed 
by sections 3101(b) and 3111(b) 
that— 

(1) Are required to be paid by 
reason of section 3121(u)(2), and 

(2) Are required to be reported 
on returns due July 31, 1986, 
October 31, 1986, or February 2, 
1987, 

may make an adjustment without 
interest with respect to such taxes 
provided that all such taxes for the 
time period specified in paragraph 
(a)(2) (except for amounts that are 
subsequently paid pursuant to an 
interest-free adjustment under 
II31. 6205-1) are paid on or before 
February 2, 1987. 

(b) Example. The application of 
the provisions of this section are 
illustrated by the following example: 

Example, A State or local government em- 

ployer should have withheld and paid $100 
dollars in hospital insurance taxes for the 
quarter beginning April 1, 1986, and ending 
June 30, 1986. The due date for the return 
and payment for that period is July 31, 1986. 
If the employer made the payment by Febru- 
ary 2, 1987, then, under section 6601, interest 
is not assessable with respect to the underpay- 
ment of the hospital insurance taxes. If the 
employer did not make the payment by Febru- 
ary 2, 1987, the interest is assessable for the 
period from July 31, 1986, until the time of 
payment. 

Lawrence B. Gibbs, 
Commissioner of 

Internal Revenue. 

Approved August 25, 1987. 

J. Roger Mentz, 
Assistant Secretary of 

the Treasury. 
(Filed by the office of the Federal Register on 

September 3, 1987 at 8:45 a. m. , and pub- 

lished in the issue of the Federal Register on 

September 4, 1987, 52 F. R, 33581) 

Chapter 64. -Collection 
Subchapter A. — General Provisions 

Section 6302. — Mode or Time of 
Collections. 
26 CFR /. 6302-I. Use of Government deposi- 
taries in connection with corporation income 
and estimated income taxes and certain taxes 
tax-exempt organizations. 

T. D. 8157 
TITLE 26 — INTERNAL REVENUE 
CHAPTER I, SUBCHAPTER A. 
SUBCHAPTER H. PART 1— 
INCOME TAX REGULATIONS; PART 

602 — OMB CONTROL NUMBERS 
UNDER THE PAPERWORK 
REDUCTION ACT 

Deposit of Estimated Income Tax by 
Certain Private Foundations and 
Tax-Exempt Organizations 

AGENCY: Internal Revenue Service, 
Treasury. 

ACTION: Final regulations. 

SUMMARY: This document pro- 
vides final regulations that revise the 
Federal tax deposit regulations relat- 

ing to corporate estimated income tax 
to make them applicable to quarterly 
payments required by the Tax Re- 
form Act of 1986 of unrelated busi- 
ness income tax imposed upon cer- 
tain tax-exempt organizations and the 
net investment income excise tax im- 

posed upon certain private founda- 
tions. These amendments affect cer- 
tain tax-exempt organizations which 
have income subject to the tax upon 
unrelated business income imposed 
by section 511 and certain private 
foundations subject to the net invest- 
ment income excise tax imposed by 
section 4940. 

DATE: These amendments are appli- 
cable and effective for taxable years 
beginning after December 31, 1986. 

SUPPLEMENTARY 
INFORMATION: 

BACKGROUND 

On December 24, 1986, the FED- 
ERAL REGISTER published a notice 
of proposed rulemaking (51 FR 
46689) by cross reference to tempo 
rary regulations published the same 
day in the FEDERAL REGISTF R 
(51 FR 46619) [T. D. 8117 1987 
C. B. 345] under section 1542 of the 
Tax Reform Act of 1986 which re 
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quires quarterly payments of the tax 
upon net investment income and un- 
related business income of certain 
private foundations and tax-exempt 
organizations. 

This document contains final regu- 
lations regarding deposits under sec- 
tion 6302(c) of the Internal Revenue 
Code of 1986 of the above-described 
tax effective for taxable years begin- 
ning after December 31, 1986. No 
hearing was requested with respect to 
the proposed regulations, and none 
was held. Several written public com- 
ments were received in response to 
the cross-reference notice, but since 
none of them requested any revision 
to the temporary regulations under 
section 6302(c), the final regulations 
promulgate the proposed regulations 
without substantive change. 

EXPLANATION OF PROVISIONS 

Prior to the enactment of the Tax 
Reform Act of 1986, tax-exempt or- 
ganizations were required to pay the 
tax imposed by section 511 upon 
their unrelated business income, and 
some private foundations were re- 
quired to pay the excise tax imposed 
by section 4940 upon their net invest- 
ment income, annually with their 
returns. Section 1542 of the Tax 
Reform Act of 1986 provides that 
private foundations and tax-exempt 
organizations must make quarterly 
estimated payments of the tax on net 
investment income or of the tax on 
unrelated business income, respec- 
tively, under the same rules that 
currently require quarterly estimated 
payments of corporate income taxes. 

This Treasury decision provides 
that private foundations and tax- 
exempt organizations shall pay their 
quarterly estimated taxes in the same 
manner and time as corporations pay 
their quarterly estimated taxes by 
making a deposit of their quarterly 
taxes through the Federal Tax De- 
posit (FTD) system by the due dates 
for paying estimated taxes. 

PUBLIC COMMENTS 

Two commentators discussed the 
problems which they believe private 
foundations and tax-exempt organiza- 
tions face in making accurate and 
timely estimated tax payments by the 
15th day of the 4th month of the 
taxable year (April 15 in the case of 
a calendar-year organization) as re- 

quired under section 6154(b) of the 
Internal Revenue Code of 1986, while 

section 6072(e) of the Code provides 
that such organizations are not re- 

quired to file their income tax returns 
for the previous taxable year until 
the 15th day of the 5th month of the 
taxable year (May 15 in the case of a 
calendar-year organization). Any 
problem caused by the application of 
these rules arises directly from the 
effect of Code section 6154(h) in 

subjecting private foundations and 
tax-exempt organizations to the esti- 
mated tax rules applicable to corpo- 
rations and not from any provision 
of the proposed regulations. 

No commentator noted any prob- 
lem in requiring such organizations 
to make their estimated tax payments 
through the Federal Tax Deposit 
(FTD) system instead of using esti- 
mated tax payment vouchers similar 
to those used by individual taxpayers. 
Hence, this document promulgates, 
without substantive revision, the pro- 
posed regulations which simply re- 
quire such organizations to make 
their quarterly estimated tax pay- 
ments through the FTD system. 

NONAPPLICABILITY OF 
EXECUTIVE ORDER 12291 

The Commissioner of Internal Rev- 
enue has determined that this rule is 
not a major rule as defined in Execu- 
tive Order 12291 and that a regula- 
tory impact analysis therefore is not 
required. 

REGULATORY FLEXIBILITY ACT 

The Secretary of the Treasury has 
certified that this rule will not have a 
significant impact on a substantial 
number of small entities because the 
economic and any other secondary or 
incidental impact of the requirement 
for quarterly tax payments flows di- 
rectly from the underlying statute. A 
regulatory flexibility analysis, there- 
fore, is not required under the Regu- 
latory Flexibility Act (5 U. S. C. chap- 
ter 6). 

PAPERWORK REDUCTION ACT 

The collection of information re- 
quirements contained in this regula- 
tion have been submitted to the Of- 
fice of Management and Budget 
(OMB) in accordance with the re- 
quirements of the Paperwork Reduc- 
tion Act of 1980. The requirements 

Section 6302 
have been approved by OMB under 
control number 1545-0257. *** 

Adoption of amendments to the 
regulations 

Accordingly, 26 CFR Parts I and 
602 are amended as follows: 

INCOME TAX REGULATIONS 
(26 CFR Part 1) 

Paragraph 1. The authority for 
Part 1 is amended by removing the 
citation for $1. 6302-1T, and adding 
the following citation: 

Authority: 26 U. S. C. 7805. 
***Section 1. 6302-1(a) also issued 
under 26 U. S. C. 6302(c). *** 

Par. 2. The heading and paragraph 
(a) of $1. 6302-1 are hereby revised to 
read as follows: 
$1. 6302-1 Use of Government depos- 

itaries in connection with corpora- 
tion income and estimated income 
taxes and certain taxes of tax- 
exempt organizations. 
(a) Requirement. A corporation 

(and, for taxable years beginning 
after December 31, 1986, any organi- 
zation subject to the tax imposed by 
section 511, and any private founda- 
tion subject to the tax imposed by 
section 4940) shall deposit with an 
authorized depositary of Federal 
taxes all payments of tax imposed by 
chapter 1 of the Code (or treated as 
so imposed by section 6154(h)), in- 
cluding any payments of estimated 
tax, on or before the date otherwise 
prescribed for paying such tax. This 
paragraph does not apply to a for- 
eign corporation or entity which has 
no office or place of business in the 
United States. 

Par. 3. Section 1. 6302-1T is 
hereby removed. 

OMB CONTROL NUMBERS 
UNDER THE PAPERWORK 

REDUCTION ACT 
(26 CFR Part 602) 

Par. 4. The authority citation for 
Part 602 continues to read as fol- 
lows: 

Authority: 26 U. S. C. 7805 
Par. 5. Section 602. 101(c) is 

amended by inserting in the appropri- 
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ate place in the table "II 1. 6302-1 
. . . . . . 1545-0257". 

Lawrence B. Gibbs, 
Commissioner of 

Internal Revenue. 

Approved August 19, 1987. 

O. Donaldson Chapoton, 
Acting Assistant 

Secretary of the 
Treasury. 

(Filed by the Office of the Federal Register on 
September 4, 1987, 8:45 a. m. , and published 
in the issue of the Federal Register on 
September 8, 1987, 52 F. R. 33808) 

Subchapter E. -Collection of State Individual 

Income Taxes 

Section 6361. — General Rules 

Requirements and conditions for submitting 
Forms W-4 on magnetic tape. See Rev. Proc. 
87-47, page 635. 

Chapter 85. -Abatements, Credits and Refunds 

Subchapter A. — Procedures in General 

Section 6402. — Authority to Make 
Credits or Refunds 

26 CFR 301. 6402-6T: Authority to make cred- 

its or refunds. 

T. D. 8139 

TITLE 26 — INTERNAL REVENUE. — 
CHAPTER 1, SUBCHAPTER F, 
PART 301 — PROCEDURE AND 
ADMINISTRATION 

Reduction of Tax Overpayments by 
Amount of Past-due Legally 
Enforceable Debt Owed to Federal 
Agency 

AGENCY: Internal Revenue Service, 
Treasury. 
ACTION: Temporary Regulations. 
SUMMARY: This document contains 
temporary regulations which amend 
temporary regulations "** [T. D. 
8053, 1985-2 C. B. 333], relating to 
the reduction of a taxpayer's over- 

payment (i. e. , tax refund) by the 
amount of any past-due legally en- 

forceable debt owed to a Federal 
agency and referred by that agency 
to the Internal Revenue Service for 
offset. The text of the temporary 
regulations set forth in this document 
also serves as the text of the pro- 
posed regulations cross-referenced in 

the notice of proposed rulemaking 
*** [page 1030, this Bulletin]. 
Changes to the applicable law were 
made by the Spending Reduction Act 
of 1984 [1984-3 C. B. Vol. 1]. The 
regulations affect any taxpayer who 
owes a past-due legally enforceable 
debt to any Federal agency identified 
as eligible to participate in the tax 
refund offset program by the Com- 
missioner of Internal Revenue and 
who has made an overpayment of 
taxes, and such Federal agency to 
which the past-due legally enforceable 
debt is owed. 

EFFECTIVE DATES: The regula- 
tions apply to refunds payable under 
section 6402 of the Internal Revenue 
Code of 1954 after December 31, 
1985 and before January 1, 1988 and 
are effective May 13, 1987. 

SUPPLEMENTARY 
INFORMATION: 
BACKGROUND 

On September 30, 1985, temporary 
regulations under section 6402(d) and 
(e) of the Internal Revenue Code of 
1954, and section 3720A of 
subchapter II of chapter 37 of title 
31, United States Code were pub- 
lished in the Federal Register (50 FR 
39713, Sept. 30, 1985) [T. D. 8053, 
1985-2 C. B. 333]. This document 
amends those temporary regulations, 
which provided guidance concerning 
which debts qualify for referral to 
the Service for the Federal tax refund 
offset program and concerning proce- 
dures relating to operation of the 
program. 

IN GENERAL 

Section 6402(d) o f the Internal 
Revenue Code requires the Internal 
Revenue Service (1) to reduce the 
amount of any overpayment (i. e. , tax 
refund) otherwise payable to a tax- 
payer by the amount of any past-due 
legally enforceable debt owed to a 
Federal agency of which the Service 
has been notified, (2) to pay the 
amount of the reduction to the 
agency to which the debt is owed, 
and (3) to notify the taxpayer that 
the overpayment has been reduced. 

The temporary regulations require 
that prior to referral of a debt to the 
Service, an agency notify, or make a 
reasonable attempt to notify the 
debtor that the debt is past due and 
that unless repaid, it will be referred 

to the Service. The temporary regula- 
tions are amended to clarify that a 
reasonable attempt. to notify the 
debtor must include using address 
information obtained from the S«- 
vice pursuant to section 6103(m)(2) 
or 6103(m)(4). The temporary regula- 
tions require the Federal agency to 
give the debtor at least 60 days to 
present evidence that all or part of 
the debt is not past-due or legally 
enforceable, consider any evidence 
presented, and determine that the 
debt is past-due and legally enforce- 
able. These amendments to the regu- 
lations provide that the federal 
agency itself must receive and con- 
sider any evidence presented by the 
debtor. Evidence presented to or con- 
sidered by any organization, govern- 
mental entity or person acting on the 
Federal agency's behalf does not sat- 

isfy this requirement, unless the 
debtor is accorded at least 30 days 
from the date of a determination by 
the entity or person acting on the 
Federal agency's behalf that the debt 
is past-due or legally enforceable to 
request review by an officer or em- 

ployee of the Federal Agency of any 
unresolved dispute and the Federal 
agency directly notifies the debtor of 
the agency's final determination. 

The temporary regulations require 
debts to be offset after June 30, 1986 
to be referred to a consumer report- 
ing agency under 31 U. S. C. 3711(f). 
The temporary regulations are 
amended to waive the requirement 
that a debt be referred to a consumer 
reporting agency if the consumer re- 

porting agency would be prohibited 
from making a consumer report re- 
garding the debt under 15 U. S. C. 
1681c or if the amount of the debt 
does not exceed $100. 

These amendments to the regula- 
tions contain an additional require- 
ment that agencies referring debts to 
the Service for offset after June 30, 
1986 have regulations governing the 
federal tax refund offset program, 
regulations governing administrative 
offset under 31 U. S. C. 3716 and 
regulations governing salary offset 
under 5 U. S. C. 5514(a) (unless the 
agency has certified that it will not 
refer to the Service any names of 
present or former Federal employees 
or other persons whose debts are 
subject to offset under the provisions 
of 5 U. S. C. 5514(a)(1)). 
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Section 6404 

EXECUTIVE ORDER 12291 AND 
REGULATORY FLEXIBILITY ACT 

The Commissioner of Internal Rev- 
enue has determined that this tempo- 
rary rule is not a major rule as 
defined in Executive Order 12291 
and, therefore, a Regulatory Impact 
Analysis is not required. A general 
notice of proposed rulemaking is not 
required by 5 U. S. C. 553 for tempo- 
rary regulations. Accordingly, these 
temporary regulations do not consti- 
tute regulations subject to the Regu- 
latory Flexibility Act (5 U. S. C. chap- 
ter 6). 

Amendments to the regulations 

The amendments to 26 CFR Part 
301 are as follows: 

Paragraph 1. The authority for 
Part 301 continues to read as fol- 
lows: 

Authority: 26 U. S. C. 7805. 
Section 301. 6402-6T also issued un- 
der 31 U. S. C. 3720A. 

Par. 2. Section 301. 6402-6T(b) is 
revised to read as follows: 

$301. 6402-6T Offset is past-due 
legally enforceable debt against over- 
payment. (Temporary) 

(b) Past-due legally enforceable 
debt eligible for refund offset. For 
purposes of this section, a past-due 
legally enforceable debt which may 
be referred by a Federal agency to 
the Service for offset is a debt— 

(I) Which, in the case of a debt to 
be referred to the Service after June 
30, 1986, is owed to an agency that 
has promulgated temporary or final 

regulations under 31 U. S. C. 3720A, 
governing the operation of the Fed- 

eral tax refund offset program in 

such agency; has promulgated tempo- 

rary or final regulations under 31 

U. S. C. 3716, governing the operation 
of the administration offset program 
in such agency; and has promulgated 
temporary or final regulations under 

5 U. S. C. 5514(a), governing the oper- 

ation of the salary offset program in 

such agency (unless the agency has 

certified that it will not refer to the 

Service any names of present or 
former Federal employees or other 
persons whose debts are subject to 
offset under the provisions of 5 

U. S. C. 5514(a)(1)); 

(2) Which, except in the case of a 

judgment debt, has been delinquent 

for at least three months but has not 

been delinquent for more than ten 

years at the time the offset is made; 

(3) Which cannot be currently col- 

lected pursuant to the salary offset 
provisions of 5 U. S. C. 5514(a)(1); 

(4) Which is ineligible for adminis- 

trative offset under 31 U. S. C. 
3716(a) by reason of 31 U. S. C. 
3716(c)(2), or cannot be currently 
collected by administrative offset un- 

der 31 U. S. C. 3716(a) by the refer- 

ring agency against amounts payable 
to the debtor by the referring agency; 

(5) With respect to which the 

agency has given the taxpayer at least 

60 days to present evidence that all 

or part of the debt is not past-due or 
legally enforceable, has considered 
evidence presented by such taxpayer, 
and determined that an amount of 
such debt is past-due and legally 
enforceable; 

(6) Which, in the case of a debt to 
be referred to the Service after June 
30, 1986, has been disclosed by such 
agency to a consumer reporting 
agency as authorized by 31 U. S. C. 
3711(f), unless the consumer report- 
ing agency would be prohibited from 
reporting information concerning the 
debt by reason of 15 U. S. C. 168lc, 
or unless amount of the debt does 
not exceed $100; 

(7) With respect to which that the 
agency has notified, or has made a 
reasonable attempt to notify, the tax- 
payer that the debt is past due, and 
unless repaid within 60 days thereaf- 
ter, will be referred to the Service for 
offset against any overpayment of 
tax; and 

(8) Which is at least $25. 
For purposes of this paragraph, in 
order to make a reasonable attempt 
to notify the taxpayer the agency 
must use such address information as 
may be obtainable from the Service 
pursuant to section 6103(m)(2) or (4) 
of the Code. Further, in the case of 
a debt to be referred to the Service 
after June 30, 1986, the taxpayer's 
evidence that the debt is not past-due 
or legally enforceable must be pre- 
sented directly to and be considered 
directly by the Federal agency to 
which the debt is owed and not to 
other entities or persons acting on 
the Federal agency's behalf, unless 
the debtor is accorded at least 30 
days from the date of a determina- 

tion by the entity or person acting on 
the Federal agency's behalf that the 
debt is past-due or legally enforceable 
to request review by an officer or 
employee of the Federal agency of 
any unresolved dispute as to whether 
all or part of the debt is past-due or 
legally enforceable and the Federal 
agency directly notifies the debtor of 
the agency's final determination. 

There is need for immediate guid- 
ance with respect to the provisions 
contained in this Treasury decision. 
For this reason, it is found impracti- 
cal to issue this Treasury decision 
with notice and public procedure un- 

der subsection (b) of section 553 of 
Title 5 of the United States Code of 
subject to the effective date limita- 
tion of subsection (d) of that section. 

Lawrence B. Gibbs, 
Commissioner of 
Internal Revenue. 

Approved April 30, 1987 

J. Roger Mentz, 
Assistant Secretary of 
the Treasury. 

(Filed by the Office of the Federal Register on 
May 12, 1987, 8:45 a. m. , and published in 
the issue of the Federal Register for May 
13, 1987, 52 F. R. 17949) 

Section 6404 — Abatements 

26 CFR 301. 6404-2T: Definition of ministerial 
act (temporary). 

Procedure for filing requests for abatement 
of interest under section 6404(e)(1) of the 
Code where there has been an error or delay 
by an officer or employee of the Internal 
Revenue Service in performing a ministerial 

act. See Rev. Proc. 87-42, page 589. 

26 CFR 301. 6404-2Tt Definition of ministerial 
act (temporaryj. 

T. D. 8150 

TITLE 26 — INT ERNAL REVENUE— 
Chapter 1, SUBCHAPTER F, 
SUBCHAPTER H, PART 301— 
PROCEDURE AND 
ADMINISTRATION; PART 602— 
OMB CONTROL NUMBERS UNDER 
THE PAPERWORK REDUCTION 
ACT 

Definition of Ministerial Act 

AGENCY: Internal Revenue Service, 
Treasury. 
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Section 6404 
ACTION: Temporary regulations. 

SUMMARY: This document contains 
temporary regulations relating to the 
definition of ministerial act for the 
purposes of abatement of interest. 
Changes to the applicable law were 
made by the Tax Reform Act of 
1986. The temporary regulations af- 
fect both taxpayers requesting abate- 
ment of certain interest and Internal 
Revenue Service personnel responsi- 
ble for administering the abatement 
provision and provide these persons 
with guidance needed to comply with 
the changes to the law. The text of 
the temporary regulations set forth in 
this document also serves as the text 
of the proposed regulations for the 
notice of proposed rulemaking on this 
subject. *** 

EFFECTIVE DATE: The regulations 
apply to interest accruing with re- 
spect to deficiencies or payments for 
taxable years beginning after Decem- 
ber 31, 1978. 

SUPPLEMENTARY 
INFORMATION: 

BACKGROUND 

This document amends the Proce- 
dure and Administration Regulations 
(26 CFR Part 301) to provide tempo- 
rary rules relating to the definition of 
ministerial act for the purposes of 
abatement of interest under section 
6404(e)(1) of the Internal Revenue 
Code of 1986. The temporary regula- 
tions reflect the addition of section 
6404(e)(1) to the Code by section 
1563(a) of the Tax Reform Act of 
1986 (100 Stat. 2762). 

Section 6404(e)(1) provides that the 
Commissioner may abate interest at- 
tributable to an error or delay by an 
officer or employee of the Internal 
Revenue Service (acting in an official 
capacity) in performing a ministerial 
act. The legislative history to section 
6404(e)(1) provides that Congress 
"does not intend that this provision 
be used routinely to avoid payment 
of interest. " S. Rep. No. 313, 99th 
Cong. , 2d Sess. 208 (1986) (Senate 
Report). Rather, Congress intended 
the section to be used in instances in 
which an error or delay in perform- 
ing a ministerial act results in the 
imposition of interest, and the failure 
to abate the interest "would be 
widely perceived as grossly unfair. " 

Senate Report at 208. 
The temporary regulations define 

the term "ministerial act" as a pro- 
cedural or mechanical act that does 
not involve the exercise of judgment 
or discretion. A decision concerning 
the proper application of federal tax 
law (or other law) is not a ministerial 
act. A ministerial act is a procedural 
or mechanical act that is nondis- 
cretionary and that occurs during the 
processing of a taxpayer's case after 
all the prerequisites to the act, such 
as conferences and review by supervi- 
sors, have taken place. 

SPECIAL ANALYSES 

The Commissioner of Internal Rev- 
enue has determined that this tempo- 
rary rule is not a major rule as 
defined in Executive Order 12291 and 
that a regulatory impact analysis 
therefore is not required. A general 
notice of proposed rulemaking is not 
required by 5 U. S. C. 553 for tempo- 
rary regulations. Accordingly, the 
temporary regulations do not consti- 
tute regulations subject to the Regu- 
latory Flexibility Act (5 U. S. C. chap- 
ter 6). 

PAPERWORK REDUCTION ACT 

The collection of information re- 
quirements contained in these regula- 
tions have been submitted to the 
Office of Management and Budget 
(OMB) in accordance with the re- 
quirements of the Paperwork Reduc- 
tion Act of 1980. These requirements 
have been approved by OMB. 

Adoption of amendment to the 
regulations 

For the reasons set out in the 
preamble, Title 26, Chapter 1, 
Subchapter F, Part 301 and Sub- 
chapter H, Part 602 of the Code of 
Federal Regulations is amended as set 
forth below: 

Paragraph 1. The authority for 
Part 301 continues to read as fol- 
lows: 

Authority: 26 U. S. C. 7805. *** 
Par. 2. The following new 

$301. 6404-2T shall be added in the 
appropriate place. 

$301. 6404-2T Definition of minis- 
terial act (temporary). 

(a) In general. Section 6404(e)(1) 

provides that the Commissioner may 
(in his or her discretion) abate the 
assessment of all or any part of 
interest on— 

(1) Any deficiency (as defined in 
section 6211(a), relating to income, 
estate, gift, generation-skipping, and 
certain excise taxes) attributable in 
whole or in part to any error or 
delay by an officer or employee of 
the Internal Revenue Service (acting 
in an official capacity) in performing 
a ministerial act, or 

(2) Any payment of any tax de- 
scribed in section 6212(a) (relating to 
income, estate, gift, generation- 
skipping, and certain excise taxes) to 
the extent that any delay in such 
payment is attributable to such an 
officer or employee being dilatory in 
performing a ministerial act. An er- 
ror or delay in performing a ministe- 
rial act shall be taken into account 
only if no significant aspect of such 
error or delay can be attributed to 
the taxpayer involved or to a person 
related to the taxpayer within the 
meaning of section 267(b) or 707 
(b)(1). Moreover, an error or delay in 
performing a ministerial act shall be 
taken into account only if it occurs 
after the Service has contacted the 
taxpayer in writing with respect to 
the deficiency or payment. 

(b) Ministerial act — (1) Definition. 
The term "ministerial act" means a 
procedural or mechanical act that 
does not involve the exercise of judg- 
ment or discretion, and that occurs 
during the processing of a taxpayer's 
case after all prerequisites to the act, 
such as conferences and review by 
supervisors, have taken place. A deci- 
sion concerning the proper applica- 
tion of federal tax law (or other 
federal or state law) is not a ministe- 
rial act. 

(2) Examples. The definition of 
ministerial act may be illustrated by 
the following examples. 

Example (I). A taxpayer moves from one 
state to another before the Internal Revenue 
Service selects the taxpayer's income tax return 
for examination. A letter explaining that the 
return has been selected for examination is 
sent to the taxpayer's old address and then 
forwarded to the new address. The taxpayer 
timely responds, asking that the audit be 
transferred to the Service's district office that 
is nearest the new address. The group manager 
approves the request. After the request for 
transfer has been approved, the transfer of the 
case is a ministerial act. The Commissioner 
may (in his or her discretion) abate interest 
attributable to a delay in transferring the case. 
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Example (2). An examination of a taxpay- 
er's income tax return reveals a deficiency with 
respect to which a notice of deficiency will be 
issued. After the taxpayer and the Internal 
Revenue Service have identified all agreed and 
unagreed issues, the notice has been prepared 
and reviewed (including review by District 
Counsel, if necessary) and any other relevant 
prerequisites have been completed, the issuance 
of the notice of deficiency is a ministerial act. 
The Commissioner may (in his or her discre- 
tion) abate interest attributable to a delay in 
issuing the notice. 

Example (3). A taxpayer invested in a tax 
shelter and reported a loss from the tax shelter 
on the taxpayer's income tax return. Internal 
Revenue Service personnel conducted an exten- 
sive examination of the tax shelter, and the 
processing of the taxpayer's case was delayed 
during such examination. Because the period 
of limitations on assessment was about to 
expire, the taxpayer executed a consent to 
extend the period of limitations. The time 
required to process the taxpayer's case was not 
a result of a delay in performing a ministerial 
act; consequently, interest attributable to this 
period cannot be abated under paragraph (a) 
of this section. 

Example (4). A revenue agent is sent to a 
training course, and the agent's supervisor 
decides not to reassign the agent's cases. 
During the training course, no work is done 
on the cases assigned to the agent. Neither the 
decision to send the agent to the training 
course nor the decision not to reassign the 
agent's cases is, under the circumstances, a 
ministerial act. Thus, interest attributable to 
the delay cannot be abated. 

Example (5). A taxpayer who claimed a loss 
from a tax shelter on the taxpayer's income 
tax return is notified that the Internal Revenue 
Service intends to examine the return. How- 
ever, because of other work priorities and 
resource limitations, a decision is made not to 
commence the examination for an extended 
period thereafter. The decision not to com- 
mence the examination involves the exercise of 
judgment and discretion and is not a ministe- 
rial act; consequently, interest. attributable to 
the period of delay cannot be abated. 

(c) Effective date. The provisions 
of this section apply to interest ac- 
cruing with respect to deficiencies or 
payments of tax described in section 
6212(a) for taxable years beginning 
after December 31, 1978. If a refund 
or credit of interest attributable to 
the application of paragraph (a) of 
this section to a tax liability arising 
with respect to any such taxable year 
is prevented at any time on or before 
October 22, 1987, by the operation 
of any law or rule of law (including 
res judicata), refund or credit of such 
interest (to the extent attributable to 
the application of paragraph (a) of 
this section) may, 

' nevertheless, be 
made or allowed if a claim for such 
interest is filed on or before October 
22, 1987. 

Par. 3. The authority for Part 602 
continues to read as follows: 

Authority: 26 U. S. C. 7805. 
Par. 4. Section 602. 101(c) is 

amended by inserting in the appro- 
priate places in the table " L301. 6404-2T. . . 1545-0024. " 

There is need for immediate guid- 

ance with respect to the provisions 
contained in this Treasury decision. 
For this reason, it is found impracti- 
cal to issue this Treasury decision 
with notice and public procedure un- 

der subsection (b) of section 553 of 
Title 5 of the United States Code or 
subject to the effective date limita- 
tion of subsection (d) of that section. 

Lawrence B. Gibbs, 
Commissioner of 

Internal Revenue. 

Approved July 30, 1987. 

J. Roger Mentz, 
Assistant Secretary of 

the Treasury. 
(Filed by the Office of the Federal Register on 

August 10, 1987, 1:50 p. m. , and published 
in the issue of the Federal Register for 
August 13, 1987, 52 F. R. 30162) 

Subchapter 67. — Interest 

Subchapter A. -interest on Underpaymenls 

Section 6601 — Interest on 
Underpayment, Nonpayment, or 
Extensions of Time for Payment, of 
Tax 

26 CFR 301. 6601-1: Interest on underpay- 
ments. 

Procedure for filing requests for credit, 
refund, or abatement of interest that was 
compounded on an interest liability that was 
suspended pursuant to section 6601(c) of the 
Code. See Rev. Proc. 87-43, page 590. 

Subchapter C. -Determination of Interest Rate; 
Compounding of Interest 

Section 6621. — Determination of 
Interest Rate 

26 CFR 301. 6621-1: Interest rate. 

Interest rates; underpayments and 
overpayments. The rate of interest 
determined under section 6621 of the 
Code for the calendar quarter begin- 
ning July 1, 1987, will continue to be 
8 percent for overpayments and 9 
percent for underpayments. 

Section 6621 

Rev. Rul. 87-62' 

Section 6621 of the Internal Reve- 
nue Code establishes differential 
rates for allowance of interest on tax 
overpayments and assessment of in- 
terest on tax underpayments. Under 
section 6621(a)(1), the overpayment 
rate is the sum of the short-term 
federal rate plus 2 percentage points. 
Under section 6621(a)(2), the under- 
payment rate is the sum of the 
short-term federal rate plus 3 per- 
centage points. 

Section 6621(b)(1) of the Code pro- 
vides that the Secretary shall deter- 
mine the short-term federal rate for 
the first month in each calendar 
quarter. 

Section 6621(b)(2)of the Code pro- 
vides that the federal short-term rate 
determined under section 6621(b)(1) 
for any month shall apply during the 
first calendar quarter beginning after 
such month. 

Section 6621(b)(3) of the Code pro- 
vides that the federal short-term rate 
for any month shall be the federal 
short-term rate determined during 
such month by the Secretary in ac- 
cordance with section 1274(d), 
rounded to the nearest full percent 
(or, if a multiple of I/2 of 1 percent, 
such rate shall be increased to the 
next highest full percent). 

Rounded to the nearest full per- 
cent, the federal short-term rate de- 
termined during the month of April 
1987 is 6 percent. Accordingly, an 
overpayment rate of 8 percent and an 
underpayment rate of 9 percent are 
established for the calendar quarter 
beginning July 1, 1987. The rates 
apply to amounts bearing interest 
during that calendar quarter. The 9 
percent rate also applies to estimated 
tax underpayments for the quarter. 

Interest factors for daily compound 
interest for annual rates of 8 percent 
and 9 percent were published in 
Tables 14 and 15 of Rev. Proc. 83-7, 
1983-1 C. B. 583, 597, 598. 

Annual interest rates to be com- 
pounded daily pursuant to section 
6622 of the Code that apply for prior 
periods are set forth in the following 
table: 

'Also released as News Release No. IR-87-78, 
dated July 1, 1987. 
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Section 6621 

PERIOD 
DAILY RATE TABLE 

RATE In 1983-1 C. B. 

OVERPAYMENTS AND UNDERPAYMENTS 

January 1, 1983 — June 30, 1983 16% 
July 1, 1983 — December 31, 1983 11% 
January 1, 1984 — June 30, 1984 11% 
July 1, 1984 — December 31, 1984 11% 
January 1, 1985 — June 30, 1985 13% 
July 1, 1985 — December 31, 1985 11% 
January 1, 1986 — June 30, 1986 10% 
July 1, 1986 — December 31, 1986 9% 

OVERPAYMENTS 

January 1, 1987 — March 31, 1987 8% 
April 1, 1987 — June 30, 1987 8% 

UNDERPAYMENTS 

Table 22, pg. 605 
Table 17, pg. 6pp 
Table 41, pg. 625 
Table 41, pg. 625 
Table 19, pg. 602 
Table 17, pg. 600 
Table 16, pg. 599 
Table 15, pg. 598 

Table 14, pg. 597 
Table 14, pg. 597 

January 1, 1987 — March 31, 1987 
April 1, 1987 — June 30, 1987 

9% 
9% 

Table 15, pg. 598 
Table 15, pg. 598 

26 CFR 301. 6621-1: 1nterest rate. 

Interest rates; underpayments and 
overpayments. The rate of interest 
determined under section 6621 of the 
Code for the calendar quarter begin- 
ning October 1, 1987, will increase to 
9 percent for overpayments and 10 
percent for underpayments. 

Rev. Rul. 87-87 

Section 6621 of the Internal Reve- 
nue Code establishes differential 
rates for allowance of interest on tax 
overpayments and assessment of in- 

terest on tax underpayments. Under 
section 6621(a)(1), the overpayment 
rate is the sum of the short-term 
federal rate plus 2 percentage points. 
Under section 6621(a)(2), the under- 
payment rate is the sum of the 
short-term federal rate plus 3 per- 
centage points. 

Section 6621(b)(1) of the Code pro- 
vides that the Secretary shall deter- 
mine the short-term federal rate for 
the first month in each calendar 
quarter. 

Section 6621(b)(2) of the Code pro- 
vides that the federal short-term rate 
determined under section 6621(b)(1) 
for any month shall apply during the 
first calendar quarter beginning after 
each month. 

Section 6621(b)(3) of the Code pro- 
vides that the federal short-term rate 
for any month shall be the federal 
short-term rate determined during 
such month by the Secretary in ac- 
cordance with section 1274(d), 
rounded to the nearest full percent 
(or, if a multiple of I/2 of 1 percent, 
such rate shall be increased to the 
next highest full percent). 

Rounded to the nearest full per- 

cent, the federal short-term rate de- 

termined during the month of July 
1987 is 7 percent. Accordingly, an 

overpayment rate of 9 percent and 

an underpayment rate of 10 per- 

cent is established for the calendar 
quarter beginning October 1, 1987. 
The rates apply to amounts bearing 
interest during that calendar quarter. 
The 10 percent rate also applies to 
estimated tax underpayments for the 

quarter. 
Interest factors for daily compound 

interest for annual rates of 9 percent 
and 10 percent were published in 

Tables 15 and 16 of Rev. Proc. 83-7, 
1983-1 C. B. 583, 598, 599. 

Annual interest rates to be com- 

pounded daily pursuant to section 
6622 of the Code that apply for prior 
periods are set forth in the following 
table: 

Table 15, pg. 598 
Table 15, pg. 598 
Table 15, pg. 598 

DAILY RATE TABLE 
PERIOD RATE IN 1983-1 C. B. 

OVERPAYMENTS AND UNDERPAYMENTS 
January 1, 1983 — June 30, 1983 16% Table 22, pg. 605 
July 1, 1983 — December 31, 1983 11% Table 17, pg. 600 
January 1, 1984 — June 30, 1984 I 1% Table 41, pg. 625 
July 1, 1984 — December 31, 1984 11% Table 41, pg. 625 
January 1, 1985 — June 30, 1985 13% Table 19, pg. 602 
July 1, 1985 — December 31, 1985 11% Table 17, pg. 600 
January 1, 1986 — June 30, 1986 10% Table 16, pg. 599 
July 1, 1986 — December 31, 1986 9% Table 15 pg 598 

OVERPAYMENTS 
January 1, 1987 — March 31, 1987 8% Table 14, pg. 597 
April 1, 1987 — June 30, 1987 8% Table 14, pg. 597 
July 1, 1987 — September 30, 1987 8% Table 14, pg. 597 

UNDERPAY MENTS 
Janaury 1, 1987 — March 31, 1987 9% 
April 1, 1987 — June 30, 1987 9% 
July 1, 1987 — September 30, 1987 9% 
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Section 6653 

26 CFR 301. 6621-1: Interest rate. 

Interest rates; underpayments and 
overpayments. The rate of interest 
determined under section 6621 of the 
Code for the calendar quarter begin- 
ning January 1, 1988, will increase to 
10 percent for overpayments and 11 
percent for underpayments. 

quarter beginning January 1, 1988. 
The rates apply to amounts bear- 

ing interest during that calendar 

quarter. 
The 11 percent rate also applies to 
estimated tax underpayments for the 

quarter and for the first 15 days in 

April. 
Interest factors for daily compound 

interest for annual rates of 10 per- 
cent and 11 percent were published in 

Tables 40 and 41 of Rev. Proc. 83-7, 
1983-1 C. B. 583, 624, 625. 

Annual interest rates to be com- 
pounded daily pursuant to section 
6622 of the Code that apply for prior 
periods are set forth in the following 
table: 

Rev. Rul. 87-131 

Section 6621 of the Internal Reve- 
nue Code establishes differential rates 
for allowance of interest on tax over- 
payments and assessment of interest 
on tax underpayments. Under section 
6621(a)(1), the overpayment rate is 
the sum of the short-term federal 
rate plus 2 percentage points. Under 
section 6621(a)(2), the underpayment 
rate is the sum of the short-term 
federal rate plus 3 percentage points. 

Section 6621(b)(1) of the Code pro- 
vides that the Secretary shall deter- 
mine the short-term federal rate for 
the first month in each calendar 
quarter. 

Section 6621(b)(2)(A) of the Code 
provides that the federal short-term 
rate determined under section 
6621(b)(1) for any month shall apply 
during the first calendar quarter be- 

ginning after such month. 

Section 6621(b)(2)(B) of the Code 
provides that in determining the addi- 

tion to tax under section 6654 for 
failure to pay estimated tax for any 
taxable year, the federal short-term 
rate that applies during the 3rd 
month following such taxable year 
shall also apply during the first 15 

days of the fourth month following 

such taxable year. 
Section 6621(b)(3) of the Code 

provides that the federal short- 
term rate for any month shall be 
the federal short-term rate deter- 

mined during such month by the 
Secretary in accordance with sec- 

tion 1274(d), rounded to the nearest 
full percent (or, if a multiple of I/2 
of 1 percent, such rate shall be 
increased to the next highest full 

percent). 
Rounded to the nearest full per- 

cent, the federal short-term rate de- 

termined during the month of Octo- 
ber 1987 is 8 percent. Accordingly, 
an overpayment rate of 10 percent 

and an underpayment rate of 11 

percent is established for the calendar 

DAILY RATE TABLE 
IN 1983-1 C. B. 

AYMENTS 
Table 22, pg. 605 
Table 17, pg. 600 
Table 41, pg. 625 
Table 41, pg. 625 
Table 19, pg. 602 
Table 17, pg. 600 
Table 16, pg. 599 
Table 15, pg. 598 

PERIOD 

Table 14, pg. 597 
Table 14, pg. 597 
Table 14, pg. 597 
Table 15, pg. 598 

Table 15, pg. 598 
Table 15 pg 598 
Table 15, pg. 598 
Table 16, pg. 599 

Chapter 68. -Additions lo the Tax, Additional 

Accounts, and Assessable Penalties 

Subchapter A. — Additions to the Tax and 

Additional Amounts 

Section 6653. — Additions to Tax for 
Negligence and Fraud 

26 CFR 301. 6653-1t Failure to pay tax. 

Ct. D. 2038 

SUPREME COURT 
OF THE 

UNITED STATES 

Nos. 86-1053, 86-1054 

Asphalt Products Co. , Inc. v. 
Commissioner of Internal Revenue 

[482 U. S. ] 

On Petitions for Writs of Certiorari 
to the United States Court 

of Appeals for the Sixth Circuit 

[June 1, 1987] 

PER CURIAM. 
Asphalt Products Co. (APC) man- 

ufactures emulsified asphalt, a paving 

material containing oil refining resi- 
dues, principally for sale to Tennes- 
see county governments for use in 
highway construction. For reasons 
related to the rise in oil prices attend- 
ing the 1973 Arab oil embargo, 
APC's 1974 year-end inventories and 
accounts receivable were substantially 
higher than in prior years. Because 
APC kept its books, and prepared its 
1974 federal tax return, on a cash 
receipts and disbursements basis, its 
reported 1974 taxable income did not 
fully reflect these changes. APC's 
1974 return also claimed a deduction 
of $1, 103. 04 for the expense of trans- 
porting two trucks from their place 
of purchase in Seattle to Tennessee. 
The trucks were driven to Tennessee 
by way of California, where they 
picked up two trailer-mounted 
wastewater treatment plants bought 
by APC's shareholders in their indi- 
vidual capacities. 

The Commissioner of Internal Rev- 
enue determined that, because of the 
increase in APC's inventories and 
accounts receivable, the company's 
traditional cash-basis bookkeeping 
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RATE 

OVERPAYMENTS AND UNDERP 

January 1, 1983 — June 30, 1983 16trt'o 

July 1, 1983 — December 31, 1983 11 trt'o 

January 1, 1984 — June 30, 1984 1 1 rrt'o 

July 1, 1984 — December 31, 1984 11 trt'o 

January 1, 1985 — June 30, 1985 13'Vo 

July 1, 1985 — December 31, 1985 11oto 

January 1, 1986 — June 30, 1986 10oto 

July 1, 1986 — December 31, 1986 9%o 

OVERPAYMENTS 

January 1, 1987 — March 31, 1987 8'Vo 

April 1, 1987 — June 30, 1987 8rrto 

July 1, 1987 — September 30, 1987 8trto 

October 1, 1987 — December 31, 1987 9trto 

UNDERPAYMENTS 

January 1, 1987 — March 31, 1987 9trto 

April 1, 1987 — June 30, 1987 9oto 

July 1, 1987 — September 30, 1987 9/o 
October 1, 1987 — December 31, 1987 10trt'o 
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did not "clearly reflect income, " 26 
U. S. C. $446(b), for the 1974 tax 
year, and APC was therefore re- 
quired to compute its 1974 income 
on an accrual basis. The Commis- 
sioner also disallowed the deduction 
for the expense of transporting the 
trucks and trailers, on the ground 
that it was a personal expense of the 
shareholders. After several other ad- 
justments, the Commissioner recom- 
puted APC's taxes to show a defi- 
ciency of $154, 332. 16. 

The Commissioner further con- 
tended that APC's use of the wrong 
accounting method and its deduction 
of the truck transportation expenses 
constituted negligence, and it added 
to the deficiency a penalty under 26 
U. S. C. $6653(a)(1), which then pro- 
vided: "If any part of any 
underpayment. . . . is due to negli- 
gence or intentional disregard of 
rules or regulations (but without in- 
tent to defraud&, there shall be added 
to the tax an amount equal to 5 

percent of the underpayment. " (Sec- 
tion 6653 was amended in minor 
respects by the Tax Reform Act of 
1986, Pub. L. 99-514, $1503, 10 
Stat. 2742; unless otherwise indi- 
cated, all further references are to 
the pre-1986 statute. ) The penalty 
totaled $7, 716. 61 — 5 percent of the 
full alleged underpayment of 
$154, 332. 16. 

In the Tax Court, APC stipulated 
that the truck transportation expenses 
were not properly deductible, unsuc- 
cess ully contested the requirement 
that it use accrual accounting, and 
successfully contested certain other 
determinations, resulting in a recalcu- 
lated deficiency of $133, 248. 69 — al- 
most all of which was due to the 
change in accounting methods. The 
Tax Court concluded that APC's use 
of cash-basis accounting was non- 
negligent, but affirmed the Commis- 
sioner's finding that APC has negli- 
gently deducted the truck 
transportation expenses. It thus 
added to APC's tax a negligence 
penalty of $6, 943. 37, computed as 
before by reference to the full 
amount of the deficiency (adjusted 
for carryback credits, see 26 U. S. C. 
( $6211, 6653(c)(1)). 

The Court of Appeals for the Sixth 
Circuit affirmed, over a dissent, the 
Tax Court's determination that APC 
was required to use accrual account- 
ing, and unanimously (albeit with 

little enthusiasm) affirmed the finding 
that the deduction for truck transpor- 
tation expenses was negligent. 796 F. 
2d 843 (1986). APC has petitioned 
for certiorari on those two issues in 
No. 86-1054, and we deny that peti- 
tion. Accordingly, for purposes of 
this opinion we accept, without ap- 
proving, the Commissioner's finding 
of negligence. The Court of Appeals 
reversed the Tax Court's imposition 
of the negligence penalty on the full 
amount of the deficiency, concluding 
that the penalty "should be applied 
only to that portion of the deficiency 
attributable to the disallowed deduc- 
tion. " Id. , at 850. The Commissioner 
has petitioned for certiorari on that 
issue in No. 86-1053. Because this 
holding is in apparent conflict with 
Abrams v. United States, 449 F. 2d 
662 (CA2 1971), and is in obvious 
conflict with the plain language of 
the statute, we grant certiorari in No. 
86-1053 and reverse. 

Section 6653(a)(1) could not be 
clearer. If "any part of any under- 
payment" is due to negligence, the 
Commissioner shall add to the tax a 
penalty of "5 percent of the under- 
payment. " It is impossible further to 
explain the statute without merely 
repeating its language — the penalty is 
imposed on "the underpayment, " 
not on the "part of [the] underpay- 
ment" attributable to negligence. By 
contrast (if contrast is thought neces- 
sary), the very next paragraph of the 
statute, $6653(a)(2) (added in 1981, 
see Pub. L. 97-34, [1981-2 C. B. 256, 
352, 412, 219], $722(b)(1), 95 Stat. 
342), limits the 50 percent penalty on 
interest due on negligent underpay- 
ments to "the portion of the 
underpayment. . . which is attribut- 
able to the [taxpayer's] negligence. " 
The section imposing interest penal- 
ties on fraudulent under payments 
contains the same provision, 
$6653(b)(2)(A), as does (after the 
1986 Tax Reform Act) the provision 
for direct penalties on fraudulent 
underpayments. See 51503(b)(1)(A), 
100 Stat. 2742 (" If any part of any 
underpayment. . . is due to fraud, 
there shall be added to the tax. . . 75 
percent of the portion of the under- 
payment which is attributable to 
fraud"). As the Court of Appeals for 
the Second Circuit held in Abrams v. 
United States: "It is evident that it 
was intended that the five percent 
was to be assessed not just against 

that segment of the deficiency due to 
negligence but against the entit e 

amount. The language is clear and 

leads to no other interpretation. " 449 
F. 2d, at 664. 

The taxpayers in A brams argued 
"that a literal application of the 
statute could lead to absurd results 

where a comparatively insignificant 
item of income is negligently omit- 

ted, " ibid. , and the court in Abrams 
expressly reserved judgment on that 
situation. Ibid. (" That case is not 
before us on this appeal and we 
therefore express no opinion what- 
ever as to its proper disposition if it 
should ever arise"). The Court of 
Appeals in this litigation relied on 
that reservation, and on the absence 
of any "egregious attempts [by APC] 
to avoid the payment of taxes, " 796 
F. 2d, at 849, to distinguish Abrams, 
concluding that the 

Commissioner�'s 

construction of the statute lets "the 
tail wag the dog. " Id. , at 850; ibid. 
(Nelson, J. , concurring in part and 
dissenting in part) (" Where the tax- 
payer is subject to a penalty only 
because of the negligent omission of 
a comparatively insignificant item of 
income, and the Commissioner also 
asserts that there is a large underpay- 
ment not claimed to be due to negli- 

gence, I agree with the court that it 

would be absurd to let the Commis- 
sioner calculate the negligence penalty 
by applying the statutory percentage 
to the sum of the negligent and 
non-negligent underpayments"). This 
was error. Judicial perception that a 
particular result would be unreason- 
able may enter into the construction 
of ambiguous provisions, but cannot 
justify disregard of what Congress 
has plainly and intentionally pro- 
vided. Given the Government's plau- 
sible interest in deterring negligent 
tax preparation and given the stat- 
ute's explicit limitation of other pen- 
alties to the amount of the negligent 
or fraudulent underpayment, no con- 
clusion can be drawn from the provi- 
sion here at issue except that Con- 
gress desired to impose a modest 
penalty (5 percent) upon underpay- 
ments any part of which was attrib- 
utable to neglience of the taxpayer. It 
is not our assigned role to alter that 
disposition. 

The decision of the Court of Ap 
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peals limiting the amount of negli- 
gence penalty is 

Reversed. 

Section 6654. — Failure by Individual 
to Pay Estimated Income Tax 

26 CFR 1. 6654-1: Addition to the tax in the 
case of an indivt'dual. 

Whether, under section 1366 of the Code, 
an individual shareholder's pro rata share of 
an S corporation's gross income from farming 
or fishing is treated as gross income from 
farming or fishing for purposes of the esti- 
mated tax provisions of section 6654(i). See 
Rev. Rul. 87-121, page 217. 

Section 6661. — Substantial 
Understatement of Liability 

26 CFR 1. 6661-3: Substantial authority. 

Rev. Rul. 87-138t 
Announcements and Notices; sub- 

stantial authority. Announcements 
and Notices that contain substantive 
procedural guidance are the equiva- 
lent of revenue rulings and revenue 
procedures and are "administrative 
pronouncements" as that term is 
used in section 1. 6661-3 of the regu- 
lations. 

ISSUE 
Are Notices and Announcements 

released by the Internal Revenue Ser- 
vice authority for purposes of apply- 
ing the penalty imposed by section 
6661 of the Internal Revenue Code? 

LAW AND ANALYSIS 

Section 6661(a) of the Code pro- 
vides for an addition to the tax in 

the case of a substantial understate- 
ment of income tax for any taxable 
year. 

Section 6661(b)(2) of the Code de- 

fines the term "understatement" as 
the excess of: (I) the amount of the 
tax required to be shown on the 
return for the taxable year, over (2) 
the amount of tax imposed which is 

shown on the return, reduced by any 
rebate (within the meaning of section 
6211(b)(2)). 

Section 6661(b)(2)(B) of the Code 
provides, in part, that the amount of 
any understatement shall be reduced 

'Also released as News Release IR-87-175, 
dated December 11, 1987. 

by any portion of the understatement 

which is attributable to the tax treat- 

ment of any item by the taxpayer if 
there is or was substantial authority 
for such treatment. 

Section 1. 6661-3(b)(2) of the In- 

come Tax Regulations states the 

types of authority that will be con- 
sidered in determining whether sub- 

stantial authority exists. Section 
1. 6661-3(b)(2) states that "adminis- 
trative pronouncements (including 
revenue rulings and revenue proce- 
dures)" are considered authority. 

The Internal Revenue Service pub- 
lishes a number of items in the 
Internal Revenue Bulletin. Generally, 
it is the Service's policy to publish in 

the Bulletin all substantive rulings 

(revenue rulings) necessary to pro- 
mote a uniform application of the 
tax laws. In addition, procedures 
(revenue procedures) are published 
that affect the rights and duties of 
taxpayers. 

Notices and Announcements are 
also published in the Internal Reve- 
nue Bulletin. These items may also 
contain substantive guidance regard- 
ing a position of the Service involv- 
ing the tax laws or contain guidance 
to taxpayers of a procedural nature. 
Generally, Notices and Announce- 
ments are used when expeditious 
guidance is needed. Since Notices and 
Announcements that contain substan- 
tive or procedural guidance are in- 
tended to be relied on by taxpayers, 
they are the equivalent of revenue 
rulings and revenue procedures and, 
therefore, are "administrative pro- 
nouncements" as that term is used in 
section 1. 6661-3(b)(2) of the regula- 
tions. 

HOLDING 

Notices and Announcements are 
authority for purposes of applying 
section 6661 of the Code. Further- 
more, the Service will be bound by 
substantive or procedural guidance 
provided in Notices and Announce- 
ments to the same extent it would be 
bound if the same guidance were 
contained in a revenue ruling or 
revenue procedure. 

All Notices and Announcements 
issued on or after December 28, 1987 
will include specific reliance language 
in them if the Service intends that 
they function as "administrative pro- 
nouncements" as that term is used in 
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section 1. 6661-3(b)(2) of the regula- 
tions. 

26 CFR 1. 6661-4: Disclosure of certain infor- 
mation. 

Guidelines are provided as to when informa- 
tion provided on a return in accordance with 

the applicable forms and instructions will be 
adequate disclosure for purposes of reducing 
an understatement of income tax under section 
6661 of the Code. See Rev. Proc. 87-48, page 
645. 

Part II. -Failure to File Certain Information Returns or 

Statements 

Section 6723. — Failure to Include 
Correct Information 

26 CFR 301. 6723-1T: Failure to include cor- 
rect information. 

T. D. 8155 

TITLE 26 — INTERNAL REVENUE. — 
CHAPTER I, SUBCHAPTER C, 
SUBCHAPTER F, SUBCHAPTER H, 
PART 31. — EMPLOYMENT TAXES 
AND COLLECTION OF INCOME 
TAX AT SOURCE; PART 301. — 
PROCEDURE AND 
ADMINISTRATION; PART 602. — 
OMB CONTROL NUMBERS UNDER 
THE PAPERWORK REDUCTION 
ACT 

Penalty For Failure to Include 
Correct Information on Information 
Returns and Payee Statements 

AGENCY; Internal Revenue Service, 
Treasury. 

ACTION: Temporary regulations. 

SUMMARY: This document pro- 
vides temporary regulations on the 
penalty for failure to provide correct 
information on information returns 
and payee statements. Congress en- 
acted this penalty in section 1501 of 
the Tax Reform Act of 1986 
(Pub. L. 99-514). These regulations 
affect persons who are required to 
file information returns with the In- 
ternal Revenue Service and furnish 
statements to payees. The text of 
these temporary regulations [page 
1048, this bulletin] also serves as the 
text of the proposed regulations***. 

DATES: These regulations are effec- 
tive January I, 1987, as applicable to 
information returns and payee state- 
ments the due date for which (deter- 
mined without regard to extensions) 
is after December 31, 1986. 
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SUPPLEMENTARY 
INFORMATION: 

BACKGROUND 

This document contains temporary 
regulations on the penalty under sec- 

tion 6723 for failure to include cor- 
rect information on information re- 
turns and payee statements. Section 
6723 was added to the Internal Reve- 
nue Code by the Tax Reform Act of 
1986. These temporary regulations 
will remain in effect until superseded 
by final regulations on this subject. 

EXPLANATION OF PROVISIONS 

Section 6723 imposes a penalty on 
any person who files an information 
return (as defined in section 
6724(d)(1)), or furnishes a payee 
statement (as defined in section 
6724(d)(2)), and fails to include all of 
the required information or includes 
incorrect information. The amount of 
the penalty is $5 for each return or 
statement for which there is a failure 
to include correct information. How- 
ever, the total penalty imposed on 
any person for all such failures dur- 
ing a calendar year is limited to 
$20, 000. 

The statute provides higher penal- 
ties for intentional disregard of the 
correct information reporting require- 
ment, and these higher penalties are 
not subject to the $20, 000 maximum. 
Likewise, pursuant to section 6724, 
the $20, 000 maximum does not apply 
with respect to interest or dividend 
returns or statements. 

The temporary regulations provide 
that for purposes of the penalty for 
failure to include correct informa- 
tion, the information that is required 
to be included correctly on a return 
or statement is the information re- 
quired by the applicable information 
reporting statute or by any adminis- 
trative pronouncement issued there- 
under (such as a regulation, revenue 
ruling, revenue procedure, or infor- 
mation reporting form). 

Exception for Inconsequential 
Omissions and Inaccuracies 

The temporary regulations provide 
an exception from the penalty for 
inconsequential omissions and inaccu- 
racies. Under this exception, the pen- 
alty will not be assessed for any 
failure to include correct information 

on an information return if the fail- 
ure does not prevent or hinder the 
Internal Revenue Service from pro- 
cessing the return or from correlating 
the information required to be shown 
on the return with the information 
shown on the payee's tax return. 
Similarly, the penalty will not be 
assessed with respect to a payee state- 
ment if the failure cannot reasonably 
be expected to prevent or hinder the 
payee from receiving correct informa- 
tion and reporting it on his or her 
tax return. 

Exception for Corrected Omissions 
and Inaccuracies 

To encourage the reporting of cor- 
rect information, the temporary regu- 
lations also provide an exception for 
corrected failures. Under this excep- 
tion, the penalty generally will not be 
assessed for omissions and inaccura- 
cies that are corrected timely. To be 
considered timely, a correction must 
occur by the earliest of: (1) 30 days 
after the person who filed the return 
or furnished the statement discovers 
the failure; (2) 30 days after the date 
of a written request from the Internal 
Revenue Service for corrected infor- 
mation; or (3) October I (March 1 

for payee statements) of the calendar 
year in which the return or statement 
is due. Under the regulations, timely 
correction does not prevent assess- 
ment of the penalty for any failure 
that is part of a pattern of conduct 
of repeatedly failing to include cor- 
rect information, or for any failure 
that is intentional. 

The October 1 deadline for correct- 
ing information returns reflects the 
Internal Revenue Service's need to 
receive corrected returns in time to 
process them with other information 
returns. The March 1 deadline for 
correcting payee statements reflects 
the need of payees to include correct 
information in their tax returns due 
April 15. Note that these deadlines 
for qualifying for the exception from 
the penalty differ from the deadlines 
contained in $531. 6051-1(d) and 
-2(b) with respect to the separate 
requirements to furnish corrected 
Forms W-2 (Wage and Tax State- 
ments). 

Waiver for Reasonable Cause or Due 
Diligence 

Section 6724 waives the penalty for 

failure to include correct informat&« 
if it is shown that the failure is due 
to reasonable cause and not to willful 
neglect (or, for interest and dividend 
returns and statements, if it is shown 
that due diligence was exercised). The 
temporary regulations set forth 
procedure to be followed in seeking a 
waiver for reasonable cause or due 
diligence. 

Intentional Disregard of the 
Correct Information Reporting 
Requirement 

As mentioned above, section 6723 
provides higher penalties for inten- 
tional disregard of the correct infor- 
mation reporting requirement. The 
temporary regulations provide rules 

regarding the circumstances in which 

a failure to include correct informa- 
tion on an information return will be 
treated as due to intentional disre- 

gard. Under the regulations, the fail- 

ure to include correct information on 

payee statements will not be treated 
as due to intentional disregard. 

Coordination with Other Penalties 

The temporary regulations also 
provide rules for coordinating the 
penalty for failure to include correct 
information with other penalties, 
such as the section 6676 penalty for 
failure to supply identifying numbers. 
Section 6723(c) and the temporary 
regulations provide that no penalty 
for failure to include correct infor- 
mation will be imposed with respect 
to a return or statement if a penalty 
is imposed under section 6676 with 

respect to such return or statement. 
The temporary regulations also pro- 
vide a comparable rule for coordinat- 
ing the penalty for failure to include 
correct information with the penalties 
under sections 6721 and 6722 for 
failure to file information returns 
and furnish payee statements. 

EXECUTIVE ORDER 12291 

The Commissioner of Internal Rev- 
enue has determined that these tem- 
porary regulations are not a major 
rule as defined in Executive Order 
12291 and that therefore a regulatory 
impact analysis is not required. 

PAPERWORK REDUCTION ACT 

The collection-of-information 
quirements contained in these regula 
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tions have been submitted to the 
Office of Management and Budget in 
accordance with the requirements of 
the Paperwork Reduction Act of 
1980. These requirements have been 
approved by OMB under control 
number 1545-0909. 

REGULATORY FLEXIBILITY ACT 

A general notice of proposed 
rulemaking is not required by 5 
U. S. C. 553 for temporary regula- 
tions. Accordingly, these temporary 
regulations do not constitute regula- 
tions subject to the Regulatory Flexi- 
bility Act (5 U. S. C. chapter 6). 

Adoption of amendments to the 
regulations 

Accordingly, 26 CFR Parts 31, 301 
and 602 are amended as follows: 

PROCEDURE AND 
ADMINISTRATION 

(26 CFR Part 301) 

Paragraph 1. The authority for 
Part 301 continues to read in part: 

Authority: 26 U. S. C. 7805. *** 
Par. 2. Section 301. 6723-1T is 

added immediately after 
$301. 6708-1T to read as follows: 
$301. 6723-1T Failure to include cor- 

rect information (temporary). 
(a) General rule. I f any person 

files an information return (as de- 
fined in section 6724(d)(1)) or fur- 
nishes a payee statement (as defined 
in section 6724(d)(2)), and such per- 
son fails to include all of the infor- 
mation required to be shown on such 
return or statement or includes incor- 
rect information, such person will be 
considered to have failed to include 
correct information. For this pur- 

pose, information required to be 
shown on a return or statement is the 
information required by the applica- 
ble information reporting statute or 
by any administrative pronouncement 
issued thereunder (such as a regula- 

tion, revenue ruling, revenue proce- 
dure, or information reporting form). 
Except as otherwise provided in this 

section, any person who fails to 
include correct information shall pay 
$5 for each return or statement with 

respect to which such failure occurs; 
however, the total amount imposed 
on any person for all such failures 

during any calendar year shall not 
exceed $20, 000. See paragraph (e) of 

this section regarding the higher pen- 

alties for intentional disregard of the 

correct information reporting require- 

ment and for interest and dividend 

returns and statements. 

(b) Exception for inconsequential 
omissions and inaccuracies — (I) Ex- 

ception. The penalty imposed by 

paragraph (a) of this section will not 

be assessed for any failure to include 

correct information on an informa- 

tion return if the failure does not 

prevent or hinder the Internal Reve- 

nue Service from processing the re- 

turn or from correlating the informa- 

tion required to be shown on the 

return with the information shown 

on the payee's tax return. Similarly, 

the penalty imposed by paragraph (a) 
of this section will not be assessed 
for any failure to include correct 
information on a payee statement if 
the failure cannot reasonably be ex- 

pected to prevent or hinder the payee 
from timely receiving correct infor- 
mation and reporting it on his or her 
tax return. 

(2) Examples. The provisions of 
this paragraph (b) may be illustrated 
by the following examples: 

Example (l). A payor files a Form 
1099-MISC (relating to miscellaneous income) 
with the Internal Revenue Service and fur- 
nishes a corresponding statement to the payee. 
Both the Form 1099-MISC and the payee 
statement are complete and correct, except that 
the word "Street" is misspelled in the payee's 
address. The error does not prevent or hinder 
the Internal Revenue Service from processing 
the return or from correlating the information 
required to be shown on the return with the 
information shown on the payee's tax return. 
In addition, the error cannot reasonably be 
expected to prevent or hinder the payee from 
timely receiving correct information and re- 
porting it on his or her tax return. Therefore, 
the penalty imposed by paragraph (a) will not 
be assessed. 

Example (2). Assume the same facts as in 
Example (I), except that the only error on the 
Form 1099-MISC and the payee statement is 
that the payee's first name, "William, " is 
misspelled as "Wiiiaim. " The penalty imposed 
by paragraph (a) will not be assessed, for the 
reasons set forth in Example (I). 

Example (3). Assume the same facts as in 
Example (I), except that the only error on the 
Form 1099-MISC and the payee statement is 
that the payee's street address, 4821 Main 
Street, is incorrectly reported as 8421 Main 
Street. The penalty imposed by paragraph (a) 
will not be assessed with respect to the Form 
1099-MISC if the error does not prevent or 
hinder the Internal Revenue Service from 
processing the return or from correlating the 
information required to be shown on the 
return with the information shown on the 
payee's tax return. However, the penalty will 
be assessed with respect to the payee statement 
because the error can reasonably be expected 
to prevent or hinder the payee from timely 
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receiving correct information and reporting it 

on hts or her tax return. See paragraph (d) of 
this section regarding waiver of the penalty for 
reasonable cause or due diligence. 

(c) Exception for corrected omis- 
sions and inaccuracies — (1) Excep- 
tion. The penalty imposed by para- 
graph (a) of this section generally 
will not be assessed for a failure to 
include correct information on an 
information return or payee state- 
ment if the person who filed the 
return or furnished the statement 
corrects the failure by the earliest 
of- 

(i) The date that is 30 days after 
the date that the person discovers the 
failure; or 

(ii) The date that is 30 days after 
the date of a written request, from 
the Internal Revenue Service to the 
person, for corrected information; or 

(iii) October I (March I for payee 
statements) of the calendar year in 
which the return or statement is due. 

(2) Limitations on exception. Not- 
withstanding paragraph (c)(1) of this 
section, timely correction of a failure 
to include correct information on a 
return or statement will not prevent 
assessment of the penalty for any 
failure that is part of a pattern of 
conduct, by the person who filed the 
return or furnished the statement, of 
repeatedly failing to include correct 
information. Further, correction of a 
failure to include correct information 
will not prevent assessment of the 
penalty for intentional disregard o f 
the correct information reporting re- 
quirement. See paragraph (e)(1) of 
this section with respect to inten- 
tional disregard. 

(3) Examples. The provisions of 
this paragraph (c) may be illustrated 
by the following examples: 

Example (l). In January 1987, Bank M 
prepares Forms 1099-INT (relating to interest 
income) with respect to interest income earned 
by its depositors in calendar year 1986. M 
timely files the forms with the Internal Reve- 
nue Service and timely furnishes copies to its 
depositors. On March 16, 1987, M discovers 
that the amount of backup withholding tax 
(Federal income tax withheld) was inadvert- 
ently omitted from several of the forms and 
payee copies. Several days later M files cor- 
rected forms with the Service and furnishes 
corrected copies to the affected payees. The 
penalty for failure to include correct informa- 
tion will not be due with respect to the 
incomplete Forms 1099-INT filed with the 
Internal Revenue Service, since they were 
corrected within 30 days after M discovered 
the omission and before October I, 1987. 
However, the penalty will be due with respect 
to the incomplete copies furnished to the 
payees, since they were not corrected by 
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March 1, 1987. 

Example (2j. In January 1987, Corporation 
N files Forms 1099-DIV (relating to dividends 
and distributions) for calendar year 1986 and 
furnishes copies to its shareholders. A signifi- 
cant number of the forms and payee copies do 
not include the amount of backup withholding 
tax. On December I, 1987, the Internal Reve- 
nue Service provides N with a written request 
for corrected information. On December 15, 
1987, N files corrected forms with the Service 
and furnishes corrected copies to the payees. 
The penalty for failure to include correct 
information will be due with respect to the 
incomplete forms, since they were not cor- 
rected by October I, 1987. In addition, the 
penalty will be due with respect to the incom- 
plete copies furnished to the payees, since they 
were not corrected by March 1, 1987. How- 
ever, N's correction of the forms is a fact to 
be considered, along with other facts, in 

determining whether the higher penalty for 
intentional failures will be imposed; see para- 
graph (e)(1)(ii)(B) of this section. 

Example (3j. In January 1987, Corporation 
0 files Forms 1099-DIV for calendar year 
1986 and furnishes copies to its shareholders. 
0 intentionally does not include the amount of 
backup withholding tax for any shareholder, 
Since the omissions represent an intentional 
disregard of the correct information reporting 
requirement, correction of the omissions will 

not prevent assessment of the penalty for 
intentional failure to include correct informa- 
tion. 

(d) Waiver for reasonable cause or 
due diligence — (I j Reasonable cause. 
Except as provided in paragraph 
(d)(2) (relating to interest or dividend 
returns or statements), the penalty 
imposed by paragraph (a) of this 
section will be waived for any failure 
to include correct information if it is 
established to the satisfaction of the 
district director or the director of the 
internal revenue service center that 
such failure was due to reasonable 
cause and not to willful neglect. 

(2) Due diligence. Paragraph (d)(1) 
of this section will not apply in the 
case of any interest or dividend re- 
turn or statement (as defined in sec- 
tion 6724(c)(5)). However, in such a 
case, the penalty imposed by para- 
graph (a) of this section will be 
waived for any failure to include 
correct information if it is established 
to the satisfaction of the district 
director or the director of the inter- 
nal revenue service center that the 

person otherwise liable for such pen- 

alty exercised due diligence in at- 

tempting to include such information. 
The requirement to exercise due dili- 

gence imposes a higher standard of 
conduct than required under the rea- 
sonable cause defense. 

(3) Procedure for seeking waiver. 
Reasonable cause (or due diligence) 
may be established only by submit- 
ting a written statement that sets 
forth all the facts alleged as reason- 
able cause (or due diligence) and 
makes an affirmative showing of rea- 
sonable cause (or due diligence). The 
statement must be signed by the 
person required to file the informa- 
tion return or furnish the payee state- 
ment to which the penalty imposed 
by paragraph (a) of this section re- 
lates, and must contain a declaration 
that it is made under the penalties of 
perjury. See $31. 6061-1 for rules on 
the signing of returns. 

(e) Higher penalties in certain 
cases — (1) Intentional disregard of 
the correct information reporting re- 
quirement — (i) Application of section 
6723(b). If a person fails to include 
correct information on an informa- 
tion return and such failure is due to 
intentional disregard of the correct 
information reporting requirement, 
the penalty imposed by paragraph (a) 
of this section with respect to such 
return will be determined under sec- 
tion 6723(b). The penalty prescribed 
by section 6723(b) for such a return 
is $100 or, if greater, the amount 
equal to 10 percent (or, in some 
cases, 5 percent) of the aggregate 
amount of the items required to be 
reported correctly on the return. In 
the case of any penalty determined 
under section 6723(b), the $20, 000 
limitation of paragraph (a) of this 
section will not apply. In addition, 
such penalty will not be taken into 
account in applying the $20, 000 limi- 
tation to penalties not determined 
under section 6723(b). 

(ii) Meaning of intentional disre- 
gard. A failure to include correct 
information on an information return 
will be treated as due to intentional 
disregard of the correct information 
reporting requirement if the person 
who filed the return knowingly or 
willfully failed to include correct in- 
formation at the time the return was 
filed. Whether a person knowingly or 
willfully failed to include correct in- 
formation will be determined on the 
basis of all of the facts and circum- 
stances in the particular case. Facts 
and circumstances to be considered 

for this purpose include, but are not 
hmtted to, the followmg— 

(A) Whether the failure to include 
correct information is part of a pa 
tern of conduct, by the person who 
filed the return, of repeatedly failing 
to include correct information on 
information returns; 

(B) Whether the person who filed 
the return corrects the failure within 
30 days after the date of any written 
request from the Internal Revenue 
Service for corrected information; 
and 

(C) Whether the person who filed 
the return can reasonably be expected 
to have discovered the failure during 
the calendar year the return was due 
and, if so, whether timely correction 
was made. 

(2) Interest and dividend returns 
and statements. In the case of any 
interest or dividend return or state- 
ment (as defined in section 
6724(c)(5)), the $20, 000 limitation of 
paragraph (a) of this section will not 
apply. In addition, any penalty im- 

posed by paragraph (a) with respect 
to such a return or statement- 

(i) Will not be taken into account 
in applying the $20, 000 limitation of 
paragraph (a) with respect to other 
returns or statements, and 

(ii) Will not be taken into account 
in applying the $100, 000 limitations 
of sections 6721(a) and 6722(a) with 
respect to any return or statement. 

(f) Manner of payment — (1) In 
general. Except as provided in para- 
graph (f)(2) (relating to interest and 
dividend returns and statements), any 
penalty imposed by paragraph (a) 
shall be paid on notice and demand 

by the Internal Revenue Service and 
in the same manner as a tax liability 
is paid. 

(2) Self-assessment for interest and 
dividend returns and statements. Any 
penalty imposed by paragraph (a) 
with respect to an interest or divi- 
dend return or statement will be 
assessed and collected in the same 
manner as an excise tax imposed by 
subtitle D of the Internal Revenue 
Code, and the deficiency procedures 
of subchapter B of chapter 63 of the 
Code will not apply. In such a case, 
the penalty must be self-assessed and 
will be due and payable on April 1 

of the calendar year following the 
calendar year for which the return or 
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statement is required. The penalty 
should be remitted with a properly 
executed Form 8210 (Self-Assessed 
Penalties Return). 

(g) Coordination with other penal- 
ties — (1) Penalty for failure to supply 
identifying numbers. Pursuant to sec- 
tion 6723(c), no penalty shall be 
imposed under paragraph (a) of this 
section with respect to any return or 
statement if a penalty is imposed 
under section 6676 (relating to the 
failure to supply identifying numbers) 
with respect to such return or state- 
ment. 

(2) Penalty for failure to file infor- 
mation returns or furnish payee state- 
ments. No penalty shall be imposed 
under paragraph (a) of this section 
with respect to any return or state- 
ment if a penalty is imposed under 
section 6721 (relating to the failure to 
file certain information returns) or 
section 6722 (relating to the failure to 
furnish certain payee statements) with 

respect to such return or statement. 

(3) Examples. The provisions of 
this paragraph (g) may be illustrated 

by the following examples: 

Example (1). Corporation P timely files 
Forms 1099-DIV (relating to dividends and 
distributions) for a calendar year and furnishes 
copies to its shareholders. Several of these 
forms and shareholder copies do not include 
correct taxpayer identification numbers (TINs), 
and Corporation P does not show that it 

exercised due diligence in attempting to include 
correct TINs; therefore, a penalty is imposed 
under section 6676(b) with respect to these 
several forms and shareholder copies. Since a 
penalty is imposed under section 6676, no 
penalty is imposed under paragraph (a) of this 
section with respect to the same several forms 
and shareholder copies. 

Example (2). Corporation Q, a bank, fails 
to file certain required Forms 1099-INT (relat- 

ing to interest income of its depositors) in a 
timely fashion. Corporation Q claims that it 

exercised due diligence in attempting to file the 
forms on time and that therefore no penalty 
under section 6721 or 6723 should apply. If 
the Internal Revenue Service finds that Corpo- 
ration Q did not exercise due diligence and 
imposes the failure-to-file penalty under sec- 
tion 6721 with respect to the forms, no penalty 
will be imposed under paragraph (a) of this 
section. 

Example (3). Corporation R files with the 
Internal Revenue Service a document purport- 

ing to be an information return. The docu- 
ment contains so many omissions and inaccu- 

racies that its utility as an information return 

is minimized or eliminated. The Service im- 

poses the failure-to-file penalty under section 

6721 with respect to the document. Since the 

failure-to-file penalty is imposed, no penalty 

will be imposed under paragraph (a) of this 

section. 

Chapter 70. -)eepatdy, Receivetships, etc. 

Subchapter B. -Receiverships, elc. 
EMPLOYMENT TAXES AND 

COLLECTION OF INCOME TAX 
AT SOURCE 

(26 CFR PART 31) 
Section 6871. — Claims for income, 
Estate, Gift, and Certain Excise 
Taxes in Receivership 
Proceedings, etc. 

Par. 3. The authority for Part 31 

continues to read in part: 
Authority: 26 U. S. C. 7805. *** 

(i31. 6051-1 [Amended] 
Par. 4. Section 31. 6051-1(h) is 

amended by adding the following 
new sentence at the end thereof: 
"See section 6723 and $301. 6723-1T 
for provisions relating to the penalty 
for failure to include correct infor- 
mation on an information return or 
payee statement and for the excep- 
tions to the penalty, particularly the 
exception for timely correction. " 

Par. 5. Section 31. 6051-2(c) is 

amended by adding the following 
new sentence at the end thereof: 
"See section 6723 and $301. 6723-1T 
for provisions relating to the penalty 
for failure to include correct infor- 
mation on an information return or 
payee statement and for the excep- 
tions to the penalty, particularly the 
exception for timely correction. " 

26 CFR 301. 6871(a)-2t Collection of assessed 
taxes in bankruptcy and receivership proceed- 
ings. 

Bankruptcy Reform Act; post- 
petition interest. Post-petition interest 
and pecuniary loss and nonpecuniary 
loss penalties may be claimed against 
the estate of a bankrupt in bankrupt 
proceedings commenced on or after 
October 1, 1979, in general receiver- 
ship, and in cases involving assign- 
ment for the benefit of creditors. 
Rev. Ruls. 68-574 and 71-31 are 
declared obsolete with respect to 
bankruptcy proceedings commenced 
on or after October 1, 1979. 

Rev. Rul. 87-99 

ISSUE 

May post-petition interest and pe- 
cuniary loss and nonpecuniary loss 
penalties be claimed against the estate 
of a bankrupt in bankruptcy proceed- 
ings commenced on or after October 
1, 1979, in general receivership, or in 
caes involving assignment for the 
benefit of creditors? 

OMB CONTROL NUMBERS 
UNDER THE PAPERWORK 

REDUCTION ACT 
(26 CFR 602) 

Par. 6. The authority for Part 602 
continues to read as follows: 

Authority: 26 U. S. C. 7805. 
Par. 7. Section 602. 101(c) is 

amended by inserting the following in 
the appropriate place in the table: 
"$301. 6723-1T(d). . . 1545-0909". 

There is a need for immediate 
guidance with respect to the provi- 
sions contained in this Treasury deci- 
sion. For this reason, it is found 
impracticable to issue it with notice 
and public procedure under subsec- 
tion (b) of section 553 of Title 5 of 
the United States Code or subject to 
the effective date limitation of sub- 
section (d) of that section. 

LAW AND ANALYSIS 

Lawrence B. Gibbs, 
Commissioner of 

Internal Revenue. 
Approved August 25, 1987. 

J. Roger Mentz, 
Acting Assistant 

Secretary of the 
Treasury. 

(Filed by the Office of the Federal Register on 
September 9, 1987, 8:45 a. m. , and published 
in the issue of the Federal Register for 
September 10, 1987, 52 F. R. 34354) 
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Rev. Rul. 68-574, 1968-2 C. B. 
595, holds that post-petition interest, 
whether or not secured by a federal 
tax lien, generally will not be claimed 
by the Service against the estate of a 
bankrupt in proceedings under the 
Bankruptcy Act of 1898, Pub. L. 
No. 61, 30 Stat. 544, as amended, 
nor will it be claimed in general 
receivership, or in cases involving 
assignment for the benefit of credi- 
tors. Rev. Rul. 68-574 also holds 
that nonpecuniary loss penalties, 
whether or not secured by a federal 
tax lien, generally will not be claimed 
in proceedings under the Bankruptcy 
Act, but will be claimed in general 
receiverships and in cases involving 
assignment for the benefit of 
creditors. 

Rev. Rul. 71-31, 1971-1 C. B. 408, 
holds that the Service will not set off 
nonpecuniary loss penalties and post- 
petition interest against funds due a 
bankrupt or insolvent taxpayer or 
estate by the United States under 
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circumstances where such nonpecu- 
niary loss penalties and post-petition 
interest would not be collectible as a 
claim against the bankrupt or insol- 
vent estate. 

These two revenue rulings were 
promulgated under the Bankruptcy 
Act of 1898, as amended. The Bank- 
ruptcy Act of 1898 was superseded 
by the Bankruptcy Reform Act of 
1978, 11 U. S. C. 101 (1979) (Bank- 
ruptcy Code), as amended, applicable 
to proceedings initiated on or after 
October 1, 1979. Under section 
506(b) of the Bankruptcy Code, post- 
petition interest has been held to be 
recoverable on an oversecured claim, 
Best Repair Company, Inc. v. United 
States, 789 F. 2d 1080 (4th Cir. 1986), 
and there is no justification for a 
different rule in a receivership, as- 
signment for the benefit of creditors 
case, or other insolvency. See In re 
Pavone Textile Corp. , 302 N. Y. 2d 
206, 97 N. E. 2d 755 (1951), aff'd sub. 
nom. , United States v. Bloom, 342 
U. S. 912 (1952) (the priority in as- 
signment proceedings and the priority 
in bankruptcy proceedings should be 
treated the same). 

HOLDING 

Post-petition interest and pecuniary 
loss and nonpecuniary loss penalties 
may be claimed against the estate of 
a bankrupt in bankruptcy proceed- 
ings commenced on or after October 
1, 1979, in general receiverships, or 
in cases involving assignment for the 
benefit of creditors. 

EFFECT ON OTHER REVENUE 
RULINGS 

Rev. Ruls. 68-574 and 71-31 are 
declared obsolete with respect to 
bankruptcy proceedings commenced 
on or after October 1, 1979. 

Chapter 79. -Definitions 

Section 7701. Definitions 

Whether the Service will rule as to the 
classification of separately tradeabie instru- 
ments that are issued by a corporation as a 
unit, the components of which collectively 
contain the attributes of stock. See Rev. Proc. 
87-37, page 503. 

A taxpayer who transfers appreciated prop- 
erty to a foreign trust is not subject to the tax 
imposed by section 1491 of the Code if the 
taxpayer is treated as the owner of the trust 
under sections 673 through 679. See Rev. Rul. 
87-61, page 219. 

Subchapter 80. -General Rules 

Subchapter A. — Applications of internal Revenue 

Laws 

Section 7805. — Rules and 
Regulations 

26 CFR 30I. 7805- I: Rules and regulations. 
(Also Part I, Section 884; Part II, United 
States-Netherlands Income Tax Convention. I 

Obsolete ruling. Rev. Rul. 75-23, 
1975-1 C. B. 290, concerning the 
Netherlands Antilles is obsolete for 
taxable years beginning after Decem- 
ber 31, 1986. 

Rev. Rul. 87-80 

FACTS 

Rev. Proc. 67-6, 1967-1 C. B. 576, 
announced a program for the review 
of rulings published before 1953 with 
the immediate objective of identifying 
and publishing lists of those rulings 
that, although not specifically re- 
voked and superseded, are not con- 
sidered determinative with respect to 
future transactions. 

Consistently with the objectives of 
that program, the Internal Revenue 
Service has periodically undertaken a 
review of certain rulings that were 
published in the Internal Revenue 
Bulletin after 1952. The purpose of 
this revenue ruling is to declare obso- 
lete Rev. Rul. 75-23, 1975-1 C. B. 
290, for taxable years beginning after 
December 31, 1986. The ruling is 
obsolete because the Tax Reform Act 
of 1986, 1986-3 (Vol. 1) C. B. 493, 
added section 884 to the Internal 
Revenue Code of 1986, and because 
of the partial termination of the 
treaty discussed in the ruling. 

Section 884 of the Code, which 
applies to taxable years beginning on 
or after January 1, 1987, imposes a 
branch tax on United States branches 
of foreign corporations and modifies 
the application of the 30 percent 
United States withholding tax to in- 
terest allocable to the effectively con- 
nected income of foreign corpora- 
tions. Sections 884(e) and 884(f) 

Prohibit corporations that are not 
"qualified residents" (as defined 
therein) of a treaty country from 
claiming certain benefits under the 
treaty. The second holding of Rev. 
Rul. 75-23 is based on Article XII of 
the United States-Netherlands Income 
Tax Convention, T. D. 5778, 1950-1 
C. B. 92, as extended to the Nether- 
lands Antilles (the Convention). Be- 
ginning January 1, 1987, section 884 
renders the second holding of Rev. 
Rul. 75-23 inapplicable to corpora- 
tions that are not qualified residents 
of the Antilles. 

A notice delivered by the United 
States to the Kingdom of the Nether- 
lands on June 29, 1987, and modi- 
fied on July 10, 1987, terminates all 
provisions of the Convention apply- 
ing to the Antilles other than Article 
VIII and such other ancillary provi- 
sions of the Convention and supple- 
mentary agreements thereto as apply 
to effectuate, modify, or limit the 
exemption from tax provided in Arti- 
cle VIII for interest described therein. 
The termination will take effect Jan- 
uary 1, 1988. Article XII of the 
Convention will therefore terminate 
on that date, and the ruling's second 
holding will not apply to corpora- 
tions that are qualified residents of 
the Antilles. 

HOLDING 

Rev. Rul. 75-23 is obsolete for 
taxable years beginning after Decem- 
ber 31, 1986. This revenue ruling 
does not determine the applicability 
of Rev. Rul. 75-23 to taxable years 
beginning on or before that date. 

The Service will continue to review 
other rulings published after 1952 to 
ascertain those that are inapplicable 
to future transactions because of the 
statutory and treaty changes dis- 
cussed in this ruling. In view of the 
continuing nature of the review pro- 
gram, however, failure to announce 
the obsolescence of any particular 
ruling should not be construed as an 
indication that the ruling necessarily 
is determinative with respect to fu- 
ture transactions. 

EFFECT ON OTHER 
DOCUMENTS 

Rev. Rul. 75-23 is obsolete. 

292 1987-2 C. B. 



A taxpayer who transfers appreciated prop- 
erty to a foreign trust is not subject to the tax 
imposed by section 1491 of the Code if the 
taxpayer is treated as the owner of the trust 
under sections 673 through 679. See Rev. Rul. 
87-61, page 219. 

The effective date of a portion of Rev. Rul. 
86-24, 1986-1 C. B. 80, dealing with the 

required capitalization of amounts properly 
allocable to the cost of embryos, is postponed 
until February 24, 1986. See Rev. Rul. 87-105, 
page 46. 

CFR 3N. 7805-1: Rules and regulations. 26 CFR 3N. 7805-1: Rules and regulations. 

Section 7872 

Subchapter C. -Provisions Affecting More Than 

One Subtitle 

Section 7872. — Treatment of Loans 
with Below-market Interest Rates 

The "blended annual rate" is set forth for 
1987. See Rev. Rul. 87-55, page 212. 

26 CFR 301. 7805-1: Rules and regulations 

For the effective date requiring inclusion of 
certain delivery charges in the taxable sale price 
of a truck. See Rev. Rul. 87-86, page 252. 

26 CFR 301. 7805-1: Rules and regulations. 

Non-retroactive application of certain hold- 

ings of a ruling relating to the taxation of 
pre-need funeral trusts. See Rev. Rul. 87-127, 
page 156. 

Federal short-term, mid-term, and long-term 
rates are set forth for the month of August 
1987. See Rev. Rul. 87-68, page 213. 
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Article 2 

AGREEMENT BETWEEN THE 
GOVERNMENT OF 

BARBADOS AND THE 
GOVERNMENT OF 

THE UNITED STATES OF AMERICA 
FOR THE EXCHANGE OF 

INFORMATION WITH 
RESPECT TO TAXES 

The Government of Barbados and 
the Government of the United States 
of America, desiring to conclude an 
Agreement for the exchange of infor- 
mation with respect to taxes (herein- 
after referred to as the "Agree- 
ment"), have agreed as follows: 

Article l 

TAXES COVERED 

1. This Agreement shall apply to the 
following taxes imposed by or on 
behalf of a Contracting State: 

a) in the case of the United States 
of America, 

(i) Federal income taxes; 
(ii) Federal taxes on self-employ- 

ment income; 
(iii) Federal taxes on transfers to 

avoid income tax; 
(iv) Federal estate and gift taxes; 

and 
(v) Federal excise taxes; 
b) in the case of Barbados, 
(i) Income Tax (including premium 

income tax); 
(ii) Corporation Tax (including the 

tax on branch profits); and 
(iii) Petroleum Winning Operations 

Tax, 
2. This Agreement shall apply also to 
any identical or substantially similar 
taxes imposed after the date of signa- 
ture of the Agreement in addition to 
or in place of the existing taxes. The 
competent authority of each Con- 
tracting State shall notify the other 
of significant changes in laws which 
may affect the obligations of that 
State pursuant to this Agreement. 

3. This Agreement shall not apply to 
the extent that an action or proceed- 
ing concerning taxes covered by this 
Agreement is barred by the applicant 
State's statute of limitations. 

4. This Agreement shall not apply to 
taxes imposed by states, municipali- 
ties or other political subdivisions, or 
possessions of a Contracting State. 

DEFINITIONS 

1. In this Agreement, unless other- 
wise defined: 

a) The term "competent author- 
ity" means: 

(i) in the case of the United States 
of America, the Secretary of the 
Treasury or his delegate, and 

(ii) in the case of Barbados, the 
Minister of Finance and Planning or 
his authorized representative, 

b) The term "national" means: 

(i) in the case of the United States, 
any individual who is a citizen of the 
United States and any person other 
than an individual deriving its status 
as such from the laws of the United 
States or any political subdivision 
thereof; and 

(ii) in the case of Barbados, any 
individual who is a citizen of Barba- 
dos and any person other than an 
individual deriving its status as such 
from the laws of Barbados. 

c) The term "person" includes an 
individual and a partnership, corpo- 
ration, trust, estate, association or 
other legal entity. 

d) The term "tax" means any tax 
to which the Agreement applies. 

e) For purposes of determining the 
geographical area within which juris- 
diction to compel production of in- 
formation may be exercised, the term 
"United States" means the United 
States of America, including Puerto 
Rico, the Virgin Islands, Guam, and 
any other United States possession or 
territory, and the territorial waters 
thereof. 

f) For purposes of determining the 
geographical area within which juris- 
diction to compel production of in- 
formation may be exercised, the term 
"Barbados" means the island of Bar- 
bados and the territorial waters 
thereof. 

2. Any term not defined in this 
Agreement, unless the context other- 
wise requires or the competent au- 
thorities agree to a common meaning 
pursuant to the provisions of Article 
4, shall have the meaning which it 
has under the laws of the Contract- 
ing State relating to the taxes which 
are the subject of this Agreement. 

Part IL Treaties and Tax Legislation 

Subpart A. -Tax Conventions Article 3 

EXCHANGE OF INFORMATION 

1. The competent authorities of the 
Contracting States shall exchange in- 
formation to administer and enforce 
the domestic laws of the Contracting 
States concerning taxes covered by 
this Agreement. Information shall be 
exchanged to fulfill the purpose of 
this Agreement without regard to 
whether the information relates to, or 
is held by, a resident or national of a 
Contracting State. 
2. The competent authority of the 
requested State shall endeavour to 
provide information upon request by 
the competent authority of the appli- 
cant State for the purposes referred 
to in paragraph 1 of this Article. If 
the information available in the tax 
files of the requested State is not 
sufficient to enable compliance with 
the request, that State shall take all 
relevant measures to provide the ap- 
plicant State with the information 
requested. The competent authorities 
of the Contracting States have au- 
thority to obtain and provide infor- 
mation from financial institutions. 
Privileges under the laws or practices 
of the applicant State shall not apply 
to the requested State's execution of 
a request but shall be preserved for 
resolution by the applicant State, 
3. If information is requested by a 
Contracting State pursuant to para- 
graph 2 of this Article, the requested 
State shall endeavour to obtain the 
information requested in the same 
manner, and provide it in the same 
form, as if the tax of the applicant 
State were the tax of the requested 
State and were being imposed by the 
requested State. If specifically re- 
quested, the requested State shall 
endeavour to provide information un- 
der this Article in the form of depo- 
sitions of witnesses and authenticated 
copies of unedited original documents 
(including books, papers, statements, 
records, accounts and writings), to 
the same extent such depositions and 
documents can be obtained under the 
laws and administrative practices of 
the requested State with respect to its 
own taxes. 
4. The provisions of the preceding 
paragraphs shall not be construed so 
as to impose on a Contracting State 
the obligation: 
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a) to carry out administrative mea- 
sures at variance with the laws and 
administrative practice of that State 
or of the other Contracting State; 

b) to supply particular items of 
information which are not obtainable 
under the laws or in the normal 
course of the administration of that 
State or of the other Contracting 
State; 

c) to supply information which 
would disclose any trade, business, 
industrial, commercial or professional 
secret or trade process; 

d) to supply information, the dis- 
closure of which would be contrary 
to public policy (ordre public); 

e) to supply information requested 
by the applicant State to administer 
or enforce a provision of the tax law 
of the applicant State, or any re- 
quirement connected therewith, which 
discriminates against a national of 
the requested State. A provision of 
tax law, or connected requirement, 
will be considered to be discrimina- 
tory against a national of the re- 
quested State if it is more burden- 
some with respect to a national of 
the requested State than with respect 
to a national of the applicant State in 
the same circumstances. For purposes 
of the preceding sentence, a national 
of the applicant State who is subject 
to tax on worldwide income is not in 
the same circumstances as a national 
of the requested State who is not 
subject to tax on worldwide income. 
The provisions of this subparagraph 
shall not be construed to prevent the 
exchange of information with respect 
to 

(i) the taxes imposed by Barbados 
on branch profits, and on the pre- 
mium income of nonresident insurers 
or foreign insurance companies (at 
the rates prescribed under the Income 
Tax Act); or 

(ii) any additional tax imposed by 
the United States on the income of a 
permanent establishment maintained 

by a resident of Barbados in the 
United States, 
5. Except as provided in paragraph 4 
of this Article, the provisions of the 

preceding paragraphs shall be con- 
strued so as to impose on a Contract- 
ing State the obligation to use all 

legal means and its best efforts to 
execute a request. A Contracting 
State may, in its discretion, take 
measures to obtain and transmit to 

the other State information which, 

pursuant to paragraph 4, it has no 
obligation to transmit. 
6. Any information received by a 
Contracting State shall be treated as 

secret in the same manner as infor- 
mation obtained under the domestic 
laws of that State and shall be 
disclosed only to individuals or au- 
thorities (including judicial and ad- 
ministrative bodies) involved in the 
determination, assessment, collection, 
and administration of, the recovery 
and collection of claims derived 
from, the enforcement or prosecution 
in respect of, or the determination of 
appeals in respect of, the taxes which 
are the subject of this Agreement. 
Such individuals or authorities shall 
use the information only for such 
purposes. These individuals or au- 
thorities may disclose the information 
in public court proceedings or in 
judicial decisions. Information shall 
not be disclosed to any third jurisdic- 
tion for any purpose without the 
consent of the Contracting State orig- 
inally furnishing the information. 

Article 4 

MUTUAL AGREEMENT 
PROCEDURE AND COSTS 

1. The competent authorities of the 
Contracting States shall agree to im- 
plement a program to carry out the 
purposes of this Agreement. 
2. The competent authorities of the 
Contracting States shall endeavour to 
resolve by mutual agreement any dif- 
ficulties or doubts arising as to the 
interpretation or application of this 
Agreement and may communicate 
directly for this purpose. In particu- 
lar, the competent authorities may 
agree to a common meaning of a 
term and may determine when costs 
are extraordinary for purposes of this 
Article. 
3. Unless the competent authorities 
of the Contracting States otherwise 
agree, ordinary costs incurred in pro- 
viding assistance shall be borne by 
the requested State and extraordinary 
costs incurred in providing assistance 
shall be borne by the applicant State. 

Article 5 

OTHER APPLICATIONS OF 
AGREEMENT 

This agreement is consistent with 
the standards for an exchange of 

information agreement described in 
section 274(h)(6)(C) of the United 
States Internal Revenue Code of 
1954, as amended (the "Code" ) (re- 
lating to deductions for attendance at 
foreign conventions), and referred to 
by cross-reference in section 
927(e)(3)(A) of the Code: (relating to 
foreign sales corporations). 

Article 6 

ENTRY INTO FORCE 

This Agreement shall enter into 
force upon signature by the duly 
authorized representatives of the 
Contracting States. 

Article 7 

AMENDMENT AND 
TERMINATION 

1. This Agreement may be modified 
or amended by mutual consent of the 
Contracting States. 
2. This Agreement shall remain in 
force until terminated by one of the 
Contracting States. Either Contract- 
ing State may terminate the Agree- 
ment at any time after the Agreement 
enters into force provided that at 
least 6 months prior notice of termi- 
nation has been given. 

DONE at Washington, D. C. , in du- 
plicate, this 3rd day of November, 
1984. 

FOR BARBADOS 

The Honourable 
R. L. Cheltenham 
Minister of Agriculture, 

Food and Consumer 
Affairs 

FOR THE UNITED STATES OF 
AMERICA 

Ronald A. Pearlman 
Acting Assistant 

Secretary 
(Tax Policy) 
Department of the 
Treasury 
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Treasury Department Technical 
Explanation of the Convention 
Between the United States of 
America and Canada With Respect 
to Taxes on Income and on Capital 
Signed at Washington, D. C. on 
September 26, 1980, as Amended 
by the Protocol Signed at Ottawa on 
June 14, 1983 and the Protocol 
Signed at Washington on March 28, 
1984. ' 

INTRODUCTION 

This is a technical explanation of 
the Convention between the United 
States and Canada signed on 
September 26, 1980, as amended by 
the Protocols signed on June 14, 
1983 and March 28, f984. ("the 
Convention" ). References are made 
to the Convention and Protocol be- 
tween Canada and the United States 
with respect to Income Taxes signed 
on March 4, 1942, as amended by 
the Convention signed on June 12, 
1950, the Convention signed on Au- 

gust 8, 1956 and the Supplementary 
Convention signed on October 25, 
1966 (the "1942 Convention" ). These 
references are intended to put various 
provisions of the Convention into 
context. The technical explanation 
does not, however, provide a com- 
plete comparison between the Con- 
vention and the 1942 Convention. 
Moreover, neither the Convention 
nor the technical explanation is in- 

tended to have implications for the 
interpretation of the 1942 Conven- 
tion. 

The technical explanation is an 
official guide to the Convention. It 
reflects policies behind particular 
Convention provisions, as well as 
understandings reached with respect 
to the interpretation and application 
of the Convention. 

Article I. PERSONAL SCOPE 

Article I provides that the Conven- 
tion is generally applicable to persons 
who are residents of either Canada 
or the United States or both Canada 
and the United States. The word 
"generally" is used because certain 
provisions of the Convention apply 

'This is the final version of the Technical 
Explanation and supersedes and earlier version 
published in 1986-2 C. B. 275. 

to persons who are residents of nei- 
ther Canada nor the United States. 

Article II. TAXES COVERED 

Paragraph I states that the Con- 
vention applies to taxes "on income 
and on capital" imposed on behalf 
of Canada and the United States, 
irrespective of the manner in which 
such taxes are levied. Neither Canada 
nor the United States presently im- 
pose taxes on capital. Paragraph 1 is 
not intended either to broaden or to 
limit paragraph 2, which provides 
that the Convention shall apply, in 
the case of Canada, to the taxes 
imposed by the Government of Can- 
ada under Parts I, XIII, and XIV of 
the Income Tax Act and, in the case 
of the United States, to the Federal 
income taxes imposed by the Internal 
Revenue Code ("the Code" ). 

National taxes not generally cov- 
ered by the Convention include, in 
the case of the United States, the 
estate, gift, and generation-skipping 
transfer taxes, the Windfall Profits 
Tax, Federal unemployment taxes, 
social security taxes imposed under 
sections 1401, 3101, and 3111 of the 
Code, and the excise tax on insur- 
ance premiums imposed under Code 
section 4371. The Convention also 
does not generally cover the Cana- 
dian excise tax on net insurance 
premiums paid by residents of Can- 
ada for coverage of a risk situated in 
Canada, the Petroleum and Gas Rev- 
enue Tax (PGRT) and the Incremen- 
tal Oil Revenue Tax (IORT). How- 
ever, the Convention has the effect 
of covering the Canadian social secu- 
rity tax in certain respects because 
under Canadian domestic tax law no 
such tax is due if there is no income 
subject to tax under the Income Tax 
Act of Canada. Taxes imposed by 
the states of the United States, and 
by the provinces of Canada, are not 
generally covered by the Convention. 
However, if such taxes are imposed 
in accordance with the provisions of 
the Convention, a foreign tax credit 
is ensured by paragraph 7 of Article 
XXIV (Elimination of Double Taxa- 
tion). 

Paragraph 2 contrasts with para- 
graph 1 of the Protocol to the 1942 
Convention, which refers to "Domin- 
ion income taxes. " In addition, un- 

like the 1942 Convention, the Con- 
vention does not contain a reference 

to "surtaxes and excess-profits 
taxes. " 

Paragraph 3 provides that the Con- 
vention also applies to any taxes 
identical or substantially similar to 
the taxes on income in existence on 
September 26, 1980 which are im- 

posed in addition to or in place of 
the taxes existing on that date. Simi- 
larly, taxes on capital imposed after 
that date are to be covered. 

It was agreed that Part I of the 
Income Tax Act of Canada is a 
covered tax even though Canada has 
made certain modifications in the 
Income Tax Act after the signature 
of the Convention and before the 
signature of the 1983 Protocol. In 
particular, Canada has enacted a low 
flat rate tax on petroleum production 
(the PGRT) which, at the time of the 
signature of the 1983 Protocol, is 
imposed generally at the statutory 
rate of 14. 67 percent for the period 
June 1, 1982 to May 31, 1983, and at 
16 percent thereafter, generally re- 
duced to an effective rate of 11 
percent or 12 percent after deducting 
a 25 percent resource allowance. The 
PGRT is not deductible in computing 
income for Canadian income tax pur- 
poses. This agreement is not intended 
to have implications for any other 
convention or for the interpretation 
of Code sections 901 and 903. Fur- 
ther, the PGRT and IORT are not 
taxes described in paragraphs 2 or 3. 

Paragraph 4 provides that, not- 
withstanding paragraphs 2 and 3, the 
Convention applies to certain United 
States taxes for certain specified pur- 
poses: the accumulated earnings tax 
and personal holding company tax 
are covered only to the extent neces- 
sary to implement the provisions of 
paragraphs 5 and 8 of Article X 
(Dividends); the excise taxes imposed 
with respect to private foundations 
are covered only to the extent neces- 
sary to implement the provisions of 
paragraph 4 of Article XXI (Exempt 
Organizations); and the social secu- 
rity taxes imposed under sections 
1401, 3101, and 3111 of the Code are 
covered only to the extent necessary 
to implement the provisions of para- 
graph 4 of Article XXIX (Miscella- 
neous Rules). The pertinent provi- 
sions of Articles X, XXI, and XXIX 
are described below. Canada has no 
national taxes similar to the United 
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States accumulated earnings tax, per- 
sonal holding company tax, or excise 
taxes imposed with respect to private 
foundations. 

Article II does not specifically refer 
to interest, fines and penalties. Thus, 
each Contracting State may, in gen- 
eral, impose interest, fines, and pen- 
alties or pay interest pursuant to its 
domestic laws. Any question whether 
such items are being imposed or paid 
in connection with covered taxes in a 
manner consistent with provisions of 
the Convention, such as Article XXV 
(Non-Discrimination), may, however, 
be resolved by the competent authori- 
ties pursuant to Article XXVI (Mu- 
tual Agreement Procedure). See, 
however, the discussion below of the 
treatment of certain interest under 
Articles XXIX (Miscellaneous Rules) 
and XXX (Entry Into Force). 

Article III. GENERAL 
DEFINITIONS 

Article III provides definitions and 
general rules of interpretation for the 
Convention. Paragraph 1(a) states 
that the term "Canada, " when used 
in a geographical sense, means the 
territory of Canada, including any 
area beyond the territorial seas of 
Canada which, under international 
law and the laws of Canada, is an 
area within which Canada may exer- 
cise rights with respect to the seabed 
and subsoil and their natural re- 
sources. This definition differs only 
in form from the definition of Can- 
ada in the 1942 Convention; para- 
graph 1(a) omits the reference in the 
1942 Convention to "the Provinces, 
the Territories and Sable Island" as 
unnecessary. 

Paragraph 1(b)(i) defines the term 
"United States" to mean the United 
States of America. The term does not 
include Puerto Rico, the Virgin Is- 
lands, Guam, or any other United 
States possession or territory. 

Paragraph 1(b)(ii) states that when 

the term "United States" is used in a 
geographical sense the term also in- 

cludes any area beyond the territorial 
seas of the United States which, 
under international law and the laws 

of the United States, is an area 
within which the United States may 
exercise rights with respect to the 
seabed and subsoil and their natural 
resources. 

Paragraph 1(c) defines the term 
"Canadian tax" to mean the taxes 
imposed by the Government of Can- 

ada under Parts I, XIII, and XIV of 
the Income Tax Act as in existence 
on September 26, 1980 and any iden- 

tical or substantially similar taxes on 
income imposed by the Government 
of Canada after that date and which 

are in addition to or in place of the 
then existing taxes. The term does 
not extend to capital taxes, if and 
when such taxes are ever imposed by 
Canada. 

Paragraph 1(d) defines the term 
"United States tax" to mean the 
Federal income taxes imposed by the 
Internal Revenue Code as in existence 
on September 26, 1980 and any iden- 
tical or substantially similar taxes on 
income imposed by the United States 
after that date in addition to or in 

place of the then existing taxes. The 
term does not extend to capital taxes, 
nor to the United States taxes identi- 
fied in paragraph 4 of Article II 
(Taxes Covered). 

Paragraph 1(e) provides that the 
term "person" includes an individ- 
ual, an estate, a trust, a company, 
and any other body of persons. Al- 
though both the United States and 
Canada do not regard partnerships as 
taxable entities, the definition in the 
paragraph is broad enough to include 
partnerships where necessary. 

Paragraph 1(f) defines the term 
"company" to mean any body cor- 
porate or any entity which is treated 
as a body corporate for tax purposes. 

The term "competent authority" is 
defined in paragraph 1(g) to mean, in 
the case of Canada, the Minister of 
National Revenue or his authorized 
representative and, in the case of the 
United States, the Secretary of the 
Treasury or his delegate. The Secre- 
tary of the Treasury has delegated 
the general authority to act as com- 
petent authority to the Commissioner 
of the Internal Revenue Service, who 
has redelegated such authority to the 
Associate Commissioner (Opera- 
tions). The Assistant Commissioner 
(Examination) has been delegated the 
authority to administer programs for 
simultaneous, spontaneous and 
industrywide exchanges of informa- 
tion. The Director, Foreign Opera- 
tions District, has been delegated the 
authority to administer programs for 
routine and specific exchanges of 
information and mutual assistance in 

collection. The Assistant Commis- 
sioner (Criminal Investigations) has 
been delegated the authority to ad- 
minister the simultaneous criminal in- 

vestigation program with Canada. 

Paragraph 1(h) defines the term 
"international traffic" to mean, with 
reference to a resident of a Contract- 
ing State, any voyage of a ship or 
aircraft to transport passengers or 
property (whether or not operated or 
used by that resident), except where 
the principal purpose of the voyage is 
transport between points within the 
other Contracting State. For exam- 
ple, in determining for Canadian tax 
purposes whether a United States 
resident has derived profits from the 
operation of ships or aircraft in 
international traffic, a voyage of a 
ship or aircraft (whether or not oper- 
ated or used by that resident) that 
includes stops in both Contracting 
States will not be international traffic 
if the principal purpose of the voyage 
is to transport passengers or property 
from one point in Canada to another 
point in Canada. 

Paragraph 1(i) defines the term 
"State" to mean any national State, 
whether or not a Contracting State. 

Paragraph 1(j) establishes "the 
1942 Convention" as the term to be 
used throughout the Convention for 
referring to the pre-existing income 
tax treaty relationship between the 
United States and Canada. 

Paragraph 2 provides that, in the 
case of a term not defined in the 
Convention, the domestic tax law of 
the Contracting State applying to the 
Convention shall control, unless the 
context in which the term is used 
requires a definition independent of 
domestic tax law or the competent 
authorities reach agreement on a 
meaning pursuant to Article XXVI 
(Mutual Agreement Procedure). The 
term "context" refers to the purpose 
and background of the provision in 
which the term appears. 

Pursuant to the provisions of Arti- 
cle XXVI, the competent authorities 
of the Contracting States may resolve 
any difficulties or doubts as to the 
interpretation or application of the 
Convention. An agreement by the 
competent authorities with respect to 
the meaning of a term used in the 
Convention would supersede conflict- 
ing meanings in the domestic laws of 
the Contracting States. 

1987-2 C. B, 299 



Article IV. RESIDENCE 

Article IV provides a detailed defi- 
nition of the term "resident of a 
Contracting State. " The definition 
begins with a person's liability to tax 
as a resident under the respective 
taxation laws of the Contracting 
States. A person who, under those 
laws, is a resident of one Contracting 
State and not the other need look no 
further. However, the Convention 
definition is also designed to assign 
residence to one State or the other 
for purposes of the Convention in 
circumstances where each of the Con- 
tracting States believes a person to be 
its resident. The Convention defini- 
tion is, of course, exclusively for 
purposes of the Convention. 

Paragraph 1 provides that the term 
"resident of a Contracting State" 
means any person who, under the 
laws of that State, is liable to tax 
therein by reason of his domicile, 
residence, place o f management, 
place of incorporation, or any other 
criterion of a similar nature. The 
phrase "any other criterion of a 
similar nature" includes, for U. S. 
purposes, an election under the Code 
to be treated as a U. S. resident. An 
estate or trust is, however, considered 
to be a resident of a Contracting 
State only to the extent that income 
derived by such estate or trust is 
liable to tax in that State either in its 
hands or in the hands of its benefi- 
ciaries. To the extent that an estate 
or trust is considered a resident of a 
Contracting State under this provi- 
sion, it can be a "beneficial owner" 
of items of income specified in other 
articles of the Convention — e. g. , 
paragraph 2 of Article X (Dividends). 

Paragraphs 2, 3, and 4 provide 
rules to determine a single residence 
for purposes of the Convention for 
persons resident in both Contracting 
States under the rules set forth in 
paragraph 1. Paragraph 2 deals with 
individuals. A "dual resident" indi- 
vidual is initially deemed to be a 
resident of the Contracting State in 
which he has a permanent home 
available to him in both States or in 
neither, he is deemed to be a resident 
of the Contracting State with which 
his personal and economic relations 
are closer. If the personal and eco- 
nomic relations of an individual are 
not closer to one Contracting State 
than to the other, the individual is 
deemed to be a resident of the 

Contracting State in which he has an 
habitual abode. If he has such an 
abode in both States or in neither 
State, he is deemed to be a resident 
of the Contracting State of which he 
is a citizen. If the individual is a 
citizen of both States or of neither, 
the competent auhorities are to settle 
the status of the individual by mutual 
agreement. 

Paragraph 3 provides that if, under 
the provisions of paragraph I, a 
company is a resident of both Can- 
ada and the United States, then it 
shall be deemed to be a resident of 
the State under whose laws (including 
laws of political subdivisions) it was 
created. Paragraph 3 does not refer 
to the State in which a company is 
organized, thus making clear that the 
tie-breaker rule for a company is 
controlled by the State of the 
company's original creation. Various 
jurisdictions may allow local incorpo- 
ration of an entity that is already 
organized and incorporated under the 
laws of another country. Paragraph 3 
provides certainty in both the United 
States and Canada with respect to 
the treatment of such an entity for 
purposes of the Convention. 

Paragraph 4 provides that where, 
by reason of the provisions of para- 
graph 1, an estate, trust, or other 
person, other than an individual or a 
company, is a resident of both Con- 
tracting States, the competent author- 
ities of the States shall by mutual 
agreement endeavor to settle the 
question and determine the mode of 
application of the Convention to 
such person. This delegation of au- 
thority to the competent authorities 
complements the provisions of Article 
XXVI (Mutual Agreement Proce- 
dure), which implicitly grant such 
authority. 

Paragraph 5 provides a special rule 
for certain government employees, 
their spouses, and dependent chil- 
dren. An individual is deemed to be 
a resident of a Contracting State if 
he is an employee of that State or of 
a political subdivision, local author- 
ity, or instrumentality of that State, 
is rendering services in the discharge 
of functions of a governmental na- 
ture in any State, and is subjected in 
the first-mentioned State to "similar 
obligations" in respect of taxes on 
income as are residents of the first- 
mentioned State. Paragraph 5 pro- 
vides further that a spouse and de- 

pendent children residing with 
government employee and also sub- 
ject to "similar obligations" in re- 
spect of income taxes as residents of 
the first-mentioned State are also 
deemed to be residents of that State. 
Paragraph 5 overrides the normal 
tie-breaker rule of paragraph 2. A 
U. S. citizen or resident who is an 
employee of the U. S. government in 
a foreign country or who is a spouse 
or dependent of such employee is 
considered to be subject in the 
United States to "similar obliga- 
tions" in respect of taxes on income 
as those imposed on residents of the 
United States, notwithstanding that 
such person may be entitled to the 
benefits allowed by sections 911 or 
912 of the Code. 

Article V. PERMANENT 
ESTABLISHMENT 

Paragraph 1 provides that for the 
purposes of the Convention the term 
"permanent establishment" means a 
fixed place of business through which 
the business of a resident of a Con- 
tracting State is wholly or partly 
carried on. Article V does not use the 
term "enterprise of a Contracting 
State, " which appears in the 1942 
Convention. Thus, paragraph 1 

avoids introducing an additional term 
into the Convention. The omission of 
the term is not intended to have any 
implications for the interpretation of 
the 1942 Convention. 

Paragraph 2 provides that the term 
"permanent establishment" includes 
especially a place of management, a 
branch, an office, a factory, a 

worshop, and a mine, oil or gas well, 

quarry, or any other place of extrac- 
tion of natural resources. Paragraph 
3 adds that a building site or con- 
struction or installation project con- 
stitutes a permanent establishment if 
and only if it lasts for more than 12 

months. Paragraph 4 provides that a 
permanent establishment exists in a 
Contracting State if the use of an 

installation or drilling rig or drilling 
ship in that State to explore for or 
exploit natural resources lasts for 
more than 3 months in any 12 month 
period, but not if such activity exists 
for a lesser period of time. The 
competent authorities have entered 
into an agreement under the 1942 
Convention setting forth guidelines as 
to certain aspects of Canadian taxa 
tion of drilling rigs owned by U S 

300 1987-2 C. B. 



persons that constitute Canadian per- 
manent establishments. The agree- 
ment will be renewed when this Con- 
vention enters into force. 

Paragraph 5 provides that a person 
acting in a Contracting State on 
behalf of a resident of the other 
Contracting State is deemed to be a 
permanent establishment of the resi- 
dent if such person has and habitu- 
ally exercises in the first-mentioned 
State the authority to conclude con- 
tracts in the name of the resident. 
This rule does not apply to an agent 
of independent status, covered by 
paragraph 7. Under the provisions of 
paragraph 5, a permanent establish- 
ment may exist even in the absence 
of a fixed place of business. If, 
however, the activities of a person 
described in paragraph 5 are limited 
to the ancillary activities described in 
paragraph 6, then a permanent estab- 
lishment does not exist solely on 
account of the person's activities. 

There are a number of minor dif- 
ferences between the provisions of 
paragraphs 1 through 5 and the 
analagous provisions of the 1942 
Convention. One important deviation 
is elimination of the rule of the 1942 
Convention which deems a perma- 
nent establishment to exist in any 
circumstance where a resident of one 
State uses substantial equipment in 
the other State for any period of 
time. The Convention thus generally 
raises the threshhold for source basis 
taxation of activities that involve sub- 
stantial equipment (and that do not 
otherwise constitute a permanent es- 
tablishment). Another deviation of 
some significance is elimination of 
the rule of the 1942 Convention that 
considers a permanent establishment 
to exist where a resident of one State 
carries on business in the other State 
through an agent or employee who 
has a stock of merchandise from 
which he regularly fills orders that he 
receives. The Convention provides 
that a person other than an agent of 
independent status who is engaged 
solely in the maintenance of a stock 
of goods or merchandise belonging to 
a resident of the other State for the 
purpose of storage, display or deliv- 

ery does not constitute a permanent 
establishment. 

Paragraph 6 provides that a fixed 
place of business used solely for, or 
an employee described in paragraph 5 

engaged solely in, certain specified 

activities is not a permanent estab- 
lishment, notwithstanding the provi- 
sions of paragraphs 1, 2, and 5. The 
specified activities are: a) the use of 
facilities for the purpose of storage, 
display, or delivery of goods or mer- 
chandise belonging to the resident 
whose business is being carried on; b) 
the maintenance of a stock of goods 
or merchandise belonging to the resi- 
dent for the purpose of storage, 
display, or delivery; c) the mainte- 
nance of a stock of goods or mer- 
chandise belonging to the resident for 
the purpose of processing by another 
person; d) the purchase of goods or 
merchandise, or the collection of in- 
formation, for the resident; and e) 
advertising, the supply of informa- 
tion, scientific research, or similar 
activities which have a preparatory or 
auxiliary character, for the resident. 
Combinations of the specified activi- 
ties have the same status as any one 
of the activities. Thus, unlike the 
OECD Model Convention, a combi- 
nation of the activities described in 
subparagraphs 6(a) through 6(e) need 
not be of a preparatory or auxiliary 
character (except as required by 
subparagraph 6(e)) in order to avoid 
the creation of a permanent establish- 
ment. The reference in paragrah 6(e) 
to specific activities does not imply 
that any other particular activities- 
for example, the servicing of a patent 
or a know-how contract or the in- 
spection of the implementation of 
engineering plans — do not fall within 
the scope of paragraph 6(e) provided 
that, based on the facts and circum- 
stances, such activities have a prepa- 
ratory or auxiliary character. 

Paragraph 7 provides that a resi- 
dent of a Contracting State is not 
deemed to have a permanent estab- 
lishment in the other Contracting 
State merely because such resident 
carries on business in the other State 
through a broker, general commis- 
sion agent, or any other agent of 
independent status, provided that 
such persons are acting in the ordi- 
nary course of their business. 

Paragraph 8 states that the fact 
that a company which is a resident of 
one Contracting State controls or is 
controlled by a company which is 
either a resident of the other Con- 
tracting State or which is carrying on 
a business in the other State, whether 
through a permanent establishment 
or otherwise, does not automatically 

render either company a permanent 
establishment of the other. 

Paragraph 9 provides that, for pur- 
poses of the Convention, the provi- 
sions of Article V apply in determin- 
ing whether any person has a 
permanent establishment in any 
State. Thus, these provisions would 
determine whether a person other 
than a resident of Canada or the 
United States has a permanent estab- 
lishment in Canada or the United 
States, and whether a person resident 
in Canada or the United States, has a 
permanent establishment in a third 
State. 

Article VI. INCOME FROM REAL 
PROPERTY 

Paragraph I provides that income 
derived by a resident of a Contract- 
ing State from real property situated 
in the other Contracting State may 
be taxed by that other State. Income 
from real property includes, for pur- 
poses of Article VI, income from 
agriculture, forestry or other natural 
resources. Also, while "income 
derived. . . from real property" in- 
cludes income from rights such as an 
overriding royalty or a net profits 
interest in a natural resource, it does 
not include income in the form of 
rights to explore for or exploit natu- 
ral resources which a party receives 
as compensation for services (e. g. , 
exploration services); the latter in- 
come is subject to the provisions of 
Article VII (Business Profits), XIV 
(Independent Personal Services), or 
XV (Dependent Personal Services), as 
the case may be. As provided by 
paragraph 3, paragraph 1 applies to 
income derived from the direct use, 
letting or use in any other form of 
real property and to income from the 
alienation of such property. 

Generally speaking, the term "real 
property" has the meaning which it 
has under the taxation laws of the 
Contracting State in which the prop- 
erty in question is situated, in accor- 
dance with paragraph 2. In any case, 
the term includes any option or simi- 
lar right in respect of real property, 
the usufruct of real property, and 
rights to explore for or to exploit 
mineral deposits, sources, and other 
natural resources. The reference to 
"rights to explore for or to exploit 
mineral deposits, sources and other 
natural resources" includes rights 
generating either variable (e. g. , com- 
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puted by reference to the amount of 
value or production) or fixed pay- 
ments. The term "real property" 
does not include ships and aircraft. 

Unlike Article XIII A of the 1942 
Convention, Article VI does not con- 
tain an election to allow a resident of 
a Contracting State to compute tax 
on income from real property situ- 
ated in the other State on a net basis. 
Both the Internal Revenue Code and 
the Income Tax Act of Canada gen- 
erally allow for net basis taxation 
with respect to real estate rental 
income, although Canada does not 
permit such an election for natural 
resource royalties. Also, unlike the 
1942 Convention which in Article XI 
imposes a 15 percent limitation on 
the source basis taxation of rental or 
royalty income from real property, 
Article VI of the Convention allows 
a Contracting State to impose tax on 
such income under its internal law. 
In Canada the rate of tax on re- 
source royalties is 25 percent of the 
gross amount of the royalty, if the 
income is not attributable to a busi- 
ness carried on in Canada. In an 
exchange of notes to the Protocol, 
the United States and Canada agreed 
to resume negotiations, upon request 
by either country, to provide an 
appropriate limit on taxation in the 
State of source if either country 
subsequently increases its statutory 
tax rate now applicable to such roy- 
alties (25 percent in the case of 
Canada and 30 percent in the case of 
the United States). 

Article VII. BUSINESS PROFITS 

Paragraph 1 provides that business 
profits of a resident of a Contracting 
State are taxable only in that State 
unless the resident carries on business 
in the other Contracting State 
through a permanent establishment 
situated in that other State. If the 
resident carries on, or has carried on, 
business through such a permanent 
establishment, the other State may 
tax such business profits but only so 
much of them as are attributable to 
the permanent establishment. The 
reference to a prior permanent estab- 
lishment ("or has carried on") makes 
clear that a Contracting State in 
which a permanent establishment ex- 
isted has the right to tax the business 
profits attributable to that permanent 
establishment, even if there is a delay 
in the receipt or accrual of such 

profits until after the permanent es- 
tablishment has been terminated. 

Any business profits received or 
accrued in taxable years in which the 
Convention has effect, in accordance 
with Article XXX (Entry Into Force), 
which are attributable to a permanent 
establishment that was previously ter- 
minated are subject to tax in the 
Contracting State in which such per- 
manent establishment existed under 
the provisions of Article VII. 

Paragraph 2 provides that where a 
resident of either Canada or the 
United States carries on business in 
the other Contracting State through a 
permanent establishment in that other 
State, both Canada and the United 
States shall attribute to that perma- 
nent establishment business profits 
which the permanent establishment 
might be expected to make if it were 
a distinct and separate person en- 
gaged in the same or similar activities 
under the same or similar conditions 
and dealing wholly independently 
with the resident and with any other 
person related to the resident. The 
term "related to the resident" is to 
be interpreted in accordance with 
paragraph 2 of Article IX (Related 
Persons). The reference to other re- 
lated persons is intended to make 
clear that the test of paragraph 2 is 
not restricted to independence be- 
tween a permanent establishment and 
a home office. 

Paragraph 3 provides that, in de- 
termining business profits of a per- 
manent establishment, there are to be 
allowed as deductions those expenses 
which are incurred for the purposes 
of the permanent establishment, in- 
cluding executive and administrative 
expenses, whether incurred in the 
State in which the permanent estab- 
lishment is situated or in any other 
State. However, nothing in the para- 
graph requires Canada or the United 
States to allow a deduction for any 
expenditure which would not gener- 
ally be allowed as a deduction under 
its taxation laws. The language of 
this provision differs from that of 
paragraph 1 of Article III of the 
1942 Convention, which states that in 
the determination of net industrial 
and commercial profits of a perma- 
nent establishment there shall be al- 
lowed as deductions "all expenses, 
wherever incurred" as long as such 
expenses are reasonably allocable to 
the permanent establishment. Para- 

graph 3 of Article VII of the Con- 
vention is not intended to have anY 
implications for interpretation of the 
1942 Convention, but is intended to 
assure that under the Convention 
deductions are allowed by a Con- 
tracting State which are generally 
allowable by that State. 

Paragraph 4 provides that no busi- 
ness profits are to be attributed to a 
permanent establishment of a resident 
of a Contracting State by reason of 
the use of the permanent establish- 
ment for merely purchasing goods or 
merchandise or merely providing ex- 
ecutive, managerial, or administrative 
facilities or services for the resident. 
Thus, if a company resident in a 
Contracting State has a permanent 
establishment in the other State, and 
uses the permanent establishment for 
the mere performance of stewardship 
or other managerial services carried 
on for the benefit of the resident, 
this activity will not result in profits 
being attributed to the permanent 
establishment. 

Paragraph 5 provides that business 
profits are to be attributed to a 
permanent establishment by the same 
method in every taxable period unless 
there is good and sufficient reason to 
change such method. In the United 
States, such a change may be a 
change in accounting method requir- 
ing the approval of the Internal Rev- 
enue Service. 

Paragraph 6 explains the relation- 
ship between the provisions of Article 
VII and other provisions of the Con- 
vention. Where business profits in- 

clude items of income which are 
dealt with separately in other Articles 
of the Convention, those other Arti- 
cles are controlling. 

Paragraph 7 provides a definition 
for the term "attributable to. " Prof- 
its "attributable to" a permanent 
establishment are those derived from 
the assets or activities of the perma- 
nent establishment. Paragraph 7 does 
not preclude Canada or the United 
States from using appropriate domes- 
tic tax law rules of attribution. The 
"attributable to" definition does not, 
for example, preclude a taxpayer 
from using the rules of section 
1. 864-4(c)(5) of the Treasury Regula- 
tions to assure for U. S. tax purposes 
that interest arising in the United 
States is attributable to a permanent 
establishment in the United States. 
(Interest arising outside the United 
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States is attributable to a permanent 
establishment in the United States 
based on the principles of Regula- 
tions sections 1. 864-5 and 1. 864-6 
and Revenue Ruling 75-253, 1975-2 
C. B. 203). Income that would be 
taxable under the Code and that is 
"attributable to" a permanent estab- 
lishment under paragraph 7 is taxable 
pursuant to Article VII, however, 
even if such income might under the 
Code be treated as fixed or determin- 
able annual or periodical gains or 
income not effectively connected with 
the conduct of a trade or business 
within the United States. The "attrib- 
utable to" definition means that the 
limited "force-of-attraction" rule of 
Code section 864(c)(3) does not apply 
for U. S. tax purposes under the 
Convention. 

Article VIII. TRANSPORTATION 

Paragraph 1 provides that profits 
derived by a resident of a Contract- 
ing State from the operation of ships 
or aircraft in international traffic are 
exempt from tax in the other Con- 
tracting State, even if, under Article 
VII (Business Profits), such profits 
are attributable to a permanent estab- 
lishment. Paragraph 1 also provides 
that gains derived by a resident of a 
Contracting State from the alienation 
of ships, aircraft or containers (in- 
cluding trailers and related equipment 
for the transport of containers) used 

principally in international traffic are 
exempt from tax in the other Con- 
tracting State even if, under Article 
XIII (Gains), those gains would be 
taxable in that other State. These 
rules differ from Article V of the 
1942 Convention, which conditions 
the exemption in the State of source 
on registration of the ship or aircraft 
in the other State. Paragraph 1 also 

applies notwithstanding the provi- 

sions of Article XII (Royalties). 
Thus, to the extent that profits de- 

scribed in paragraph 2 would also 
fall within Article XII (Royalties) 

(e. g. , rent from the lease of a con- 

tainer), the provisions of Article VIII 
are controlling. 

Paragraph 2(a) provides that prof- 

its covered by paragraph 1 include 

profits from the rental of ships or 
aircraft operated in international traf- 

fic. Such rental profits are included 

whether the rental is on a time, 

voyage, or bareboat basis, and irre- 

spective of the State of residence of 
the operator. 

Paragraph 2(b) provides that prof- 
its covered by paragraph 1 include 

profits derived from the use, mainte- 

nance or rental of containers, includ- 

ing trailers and related equipment for 
the transport of containers, if such 

containers are used in international 
traffic. 

Paragraph 2(c) provides that prof- 
its covered by paragraph 1 include 

profits derived by a resident of a 
Contracting State from the rental of 
ships, aircraft, or containers (includ- 
ing trailers and related equipment for 
the transport of containers), even if 
not operated in international traffic, 
as long as such profits are incidental 
to profits of such person referred to 
in paragraphs 1, 2(a), or 2(b). 

Paragraph 3 states that profits de- 
rived by a resident of a Contracting 
State from a voyage of a ship where 
the principal purpose of the voyage is 

to transport passengers or property 
between points in the other Contract- 
ing State is taxable in that other 
State, whether or not the resident 
maintains a permanent establishment 
there. Paragraph 3 overrides the pro- 
visions of Article VII. Profits from 
such a voyage do not qualify for 
exemption under Article VIII by vir- 
tue of the definition of "interna- 
tional traffic" in paragraph 1(h) of 
Article III (General Definitions). 
However, profits from a similar voy- 
age by aircraft are taxable in the 
Contracting State of source only if 
the profits are attributable to a per- 
manent establishment maintained in 
that State. 

Paragraph 4 provides that profits 
derived by a resident of a Contract- 
ing State engaged in the operation of 
motor vehicles or a railway as a 
common carrier or contract carrier, 
and attributable to the transportation 
of passengers or property between a 
point outside the other Contracting 
State and any other point are exempt 
from tax in that other State. In 
addition, profits of such a person 
from the rental of motor vehicles 
(including trailers) or railway rolling 
stock, or from the use, maintenance, 
or rental of containers (including 
trailers and related equipment for the 
transport of containers) used to 
transport passengers or property be- 
tween a point outside the other Con- 

tracting State and any other point are 
exempt from tax in that other State. 

Paragraph 5 provides that a resi- 
dent of a Contracting State that 
participates in a pool, a joint busi- 

ness, or an international operating 
agency is subject to the provisions of 
paragraphs I, 3, and 4 with respect 
to the profits or gains referred to in 

paragraphs 1, 3, and 4. 
Paragraph 6 states that profits de- 

rived by a resident of a Contracting 
State from the use, maintenance, or 
rental of railway rolling stock, motor 
vehicles, trailers, or containers (in- 
cluding trailers and related equipment 
for the transport of containers) used 
in the other Contracting State for a 
period not expected to exceed 183 
days in the aggregate in any 12- 
month period are exempt from tax in 
that other State except to the extent 
that the profits are attributable to a 
permanent establishment, in which 
case the State of source has the right 
to tax under Article VII. The provi- 
sions of paragraph 6, unlike the 
provisions of paragraph 4, apply 
whether or not the resident is en- 

gaged in the operation of motor 
vehicles or a railway as a common 
carrier or contract carrier. Paragraph 
6 overrides the provisions of Article 
XII (Royalties), which would other- 
wise permit taxation in the State of 
source in the circumstances described. 

Gains from the alienation of motor 
vehicles and railway rolling stock 
derived by a resident of a Contract- 
ing State are not affected by para- 
graph 4 or 6. Such gains would be 
taxable in the other Contracting 
State, however, only if the motor 
vehicles or rolling stock formed part 
of a permanent establishment main- 
tained there. See paragraphs 2 and 4 
of Article XIII. 

Article IX. RELATED PERSONS 

Paragraph 1 authorizes Canada 
and the United States, as the case 
may be, to adjust the amount of 
income, loss, or tax payable by a 
person with respect to arrangements 
between that person and a related 
person in the other Contracting 
State. Such adjustment may be made 
when arrangements between related 
persons differ from those that would 
obtain between unrelated persons. 
The term "person" encompasses a 
company resident in a third State 
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with, for example, a permanent es- 
tablishment in a Contracting State. 

Paragraph 2 provides that, for the 
purposes of Article IX, a person is 
deemed to be related to another 
person if either participates directly 
or indirectly in the management or 
control of the other or if any third 
person or persons participate directly 
or indirectly in the management or 
control of both. Thus, if a resident 
of any State controls directly or 
indirectly a company resident in Can- 
ada and a company resident in the 
United States, such companies are 
considered to be related persons for 
purposes of Article IX. Article IX 
and the definition of "related per- 
son" in paragraph 2 may encompass 
situations that would not be covered 
by provisions in the domestic laws of 
the Contracting States. Nor is the 
paragraph 2 definition controlling for 
the definition of "related person" or 
similar terms appearing in other Arti- 
cles of the Convention. Those terms 
are defined as provided in paragraph 
2 of Article III (General Definitions). 

Paragraph 3 provides that where, 
pursuant to paragraph 1, an adjust- 
ment is made or to be made by a 
Contracting State, the other Con- 
tracting State shall make a corre- 
sponding adjustment to the income, 
loss, or tax of the related person in 
that other State, provided that the 
other State agrees with the adjust- 
ment and, within six years from the 
end of the taxable year of the person 
in the first State to which the adjust- 
ment relates, the competent authority 
of the other State has been notified 
in writing of the adjustment. The 
reference to an adjustment which "is 
made or to be made" does not 
require a Contracting State to for- 
mally propose an adjustment before 
paragraph 3 becomes pertinent. The 
notification required by paragraph 3 

may be made by any of the related 
persons involved or by the competent 
authority of the State which makes 
or is to make the initial adjustment. 
The notification must give details 

regarding the adjustment sufficient to 
apprise the competent authority re- 

ceiving the notification of the nature 
of the adjustment. If the require- 
ments of paragraph 3 are complied 
with, the corresponding adjustment 
will be made by the other Contract- 

ing State notwithstanding any time or 
procedural limitations in the domestic 
law of that State. 

Paragraph 4 provides that in a case 
where the other Contracting State has 
not been notified as provided in 

paragraph 3 and if the person whose 

income, loss, or tax is being adjusted 
has not received notification of the 
adjustment within five and one-half 
years from the end of its taxable year 
to which the adjustment relates, such 
adjustment shall not be made to the 
extent that the adjustment would give 
rise to double taxation between the 
United States and Canada. Again, 
the notification referred to in this 
paragraph need not be a formal 
adjustment, but it must be in writing 
and must contain sufficient details to 
permit the taxpayer to give the notifi- 
cation referred to in paragraph 3. 

If, for example, the Internal Reve- 
nue Service proposes to make an 
adjustment to the income of a U. S. 
company pursuant to Code section 
482, and the adjustment involves an 
allocation of income from a related 
Canadian company, the competent 
authority of Canada must receive 
written notification of the proposed 
IRS adjustment within six years from 
the end of the taxable year of the 
U. S. company to which the adjust- 
ment relates. If such notification is 
not received in a timely fashion and 
if the U. S. company does not receive 
written notification of the adjustment 
from the IRS within 5-1/2 years 
from the end of its relevant taxable 
year, the IRS will unilaterally recede 
on the proposed section 482 adjust- 
ment to the extent that this adjust- 
ment would otherwise give rise to 
double taxation between the United 
States and Canada. The Internal Rev- 
enue Service will determine whether 
and to what extent the adjustment 
would give rise to double taxation 
with respect to income arising in 
Canada by examining the relevant 
facts and circumstances such as the 
amount of foreign tax credits attrib- 
utable to Canadian taxes paid by the 
U. S. company, including any car- 
ryovers and credits for deemed paid 
taxes. 

Paragraph 5 provides that neither a 
corresponding adjustment described 
in paragraph 3 nor the cancelling of 
an adjustment described in paragraph 
4 will be made in any case of fraud, 

willful default, neglect, or gross neg- 
ligence on the part of the taxpayer or 
any related person. 

Paragraphs 3 and 4 of Article IX 
are exceptions to the ''saving clause" 
contained in paragraph 2 of Article 
XXIX (Miscellaneous gules), as Pro- 
vided in paragraph 3(a) of Article 
XXIX. Paragraphs 3 and 4 of Article 
IX apply to adjustments made or to 
be made with respect to taxable years 
for which the Convention has effect 
as provided in paragraphs 2 and 5 of 
Article XXX (Entry Into Force). 

Article X. DIVIDENDS 

Paragraph I allows a Contracting 
State to impose tax on its residents 
with respect to dividends paid by a 
company which is a resident of the 
other Contracting State. 

Paragraph 2 limits the amount of 
tax that may be imposed on such 
dividends by the Contracting State in 

which the company paying the divi- 

dends is resident if the beneficial 
owner of the dividends is a resident 
of the other Contracting State. The 
limitation is 10 percent of the gross 
amount of the dividends if the bene- 
ficial owner is a company that owns 
10 percent or more of the voting 
stock of the company paying the 
dividends; and 15 percent of the 
gross amount of the dividends in all 

other cases. Paragraph 2 does not 
impose any restrictions with respect 
to taxation of the profits out of 
which the dividends are paid. 

Paragraph 3 defines the term "div- 
idends, " as the term is used in this 
Article. Each Contracting State is 

permitted to apply its domestic law 

rules for differentiating dividends 
from interest and other disburse- 
ments. 

Paragraph 4 provides that the limi- 
tations of paragraph 2 do not apply 
if the beneficial owner of the divi- 
dends carries on business in the State 
in which the company paying the 
dividends is a resident through a 
permanent establishment or fixed 
base situated there, and the stock- 
holding in respect of which the divi- 
dends are paid is effectively con- 
nected with such permanent establish- 
ment or fixed base. In such a case, 
the dividends are taxable pursuant to 
the provisions of Article VII (Busi- 
ness Profits) or Article XIV (Inde 
pendent Personal Services), as 
case may be. Thus, dividends paid in 
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respect of holdings forming part of 
the assets of a permanent establish- 
ment or fixed base or which are 
otherwise effectively connected with 
such permanent establishment or 
fixed base (i. e. , dividends attributable 
to the permanent establishment or 
fixed base) will be taxed on a net 
basis using the rates and rules of 
taxation generally applicable to resi- 
dents of the State in which the 
permanent establishment or fixed 
base is situated. 

Paragraph 5 imposes limitations on 
the right of Canada or the United 
States, as the case may be, to impose 
tax on dividends paid by a company 
which is a resident of the other 
Contracting State. The State in which 
the company is not resident may not 
tax such dividends except insofar as 
they are paid to a resident of that 
State or the holding in respect of 
which the dividends are paid is effec- 
tively connected with a permanent 
establishment or fixed base in that 
State. In the case of the United 
States, such dividends may also be 
taxed in the hands of a U. S. citizen 
and certain former citizens, pursuant 
to the "saving clause" of paragraph 
2 of Article XXIX (Miscellaneous 
Rules). In addition, the Contracting 
State in which the company is not 
resident may not subject such 
company's undistributed profits to 
any tax. See, however, paragraphs 6, 
7, and 8 which, in certain circum- 
stances, qualify the rules of para- 
graph 5. Neither paragraph 5 nor any 
other provision of the Convention 
restricts the ability of the United 
States to apply the provisions of the 
Code concerning foreign personal 
holding companies and controlled 
foreign corporations. 

Paragraph 6 provides that, not- 
withstanding paragraph 5, a Con- 
tracting State in which is maintained 

a permanent establishment or perma- 
nent establishments of a company 
resident in the other Contracting 
State may impose tax on such 
company's earnings, in addition to 
the tax that would be charged on the 

earnings of a company resident in 

that State. The additional tax may 

not, however, exceed 10 percent of 
the amount of the earnings which 

have not been subjected to such 

additional tax in previous taxation 

years. Thus, Canada, which has a 
branch profits tax in force, may 

impose that tax up to the 10 percent 

limitation in the case of a United 

States company with one or more 

permanent establishments in Canada. 
This branch profits tax may be 

imposed notwithstanding other rules 

of the Convention, including para- 

graph 6 of Article XXV (Non- 
Discrimination). 

For purposes of paragraph 6, the 

term "earnings" means the excess of 
business profits attributable to all 

permanent establishments for a year 
and previous years over the sum of: 
a) business losses attributable to such 

permanent establishments for such 

years; b) all taxes on profits, whether 
or not covered by the Convention 
(e. g. , provincial taxes on profits and 
provincial resource royalties (which 
Canada considers "taxes") in excess 
of the mineral resource allowance 
provided for under the law of Can- 
ada), other than the additional tax 
referred to in paragraph 6; c) profits 
reinvested in such State; and d) 
$500, 000 (Canadian, or its equivalent 
in U. S. dollars) less any amounts 
deducted under paragraph 6(d) with 
respect to the same or a similar 
business by the company or an asso- 
ciated company. The deduction under 
paragraph 6(d) is available as of the 
first year for which the Convention 
has effect, regardless of the prior 
earnings and tax expenses, if any, of 
the permanent establishment. The 
$500, 000 deduction is taken into ac- 
count after other deductions, and is 
permanent. For the purpose of para- 
graph 6, references to business prof- 
its and business losses include gains 
and losses from the alienation of 
property forming part of the business 
property of a permanent establish- 
ment. The term "associated com- 
pany" includes a company which 
directly or indirectly controls another 
company or two companies directly 
or indirectly controlled by the same 
person or persons, as well as any two 
companies that deal with each other 
not at arm's length. This definition 
differs from the definition of "re- 
lated persons" in paragraph 2 of 
Article IX (Related Persons). 

Paragraph 7 provides that, not- 
withstanding paragraph 5, a Con- 
tracting State that does not impose a 
branch profits tax as described in 

paragraph 6 (i. e. , under current law, 
the United States) may tax a dividend 
paid by a company wl;ich is a resi- 

dent of the other Contracting State if 
at least 50 percent of the company's 
gross income from all sources was 
included in the computation of busi- 
ness profits attributable to one or 
more permanent establishments which 
such company had in the first- 
mentioned State. The dividend sub- 

ject to such a tax must, however, be 
attributable to profits earned by the 
company in taxable years beginning 
after September 26, 1980 and the 50 
percent test must be met for the 
three-year period preceding the tax- 
able year of the company in which 
the dividend is declared (including 
years ending on or before September 
26, 1980) or such shorter period as 
the company had been in existence 
prior to that taxable year. Dividends 
will be deemed to be distributed, for 
purposes of paragraph 7, first out of 
profits of the taxation year of the 
company in which the distribution is 
made and then out of the profits of 
the preceding year or years of the 
company. Paragraph 7 provides fur- 
ther that if a resident of the other 
Contracting State is the beneficial 
owner of such dividends, any tax 
imposed under paragraph 7 is subject 
to the 10 or 15 percent limitation of 
paragraph 2 or the rules of para- 
graph 4 (providing for dividends to 
be taxed as business profits or in- 
come from independent personal ser- 
vices), as the case may be. 

Paragraph 8 provides that, not- 
withstanding paragraph 5, a company 
which is a resident of Canada and 
which, absent the provisions of the 
Convention, has income subject to 
tax by the United States may be 
liable for the United States accumu- 
lated earnings tax and personal hold- 
ing company tax. These taxes can be 
applied, however, only if 50 percent 
or more in value of the outstanding 
voting shares of the company is 
owned, directly or indirectly, 
throughout the last half of its taxable 
year by residents of a third State or 
by citizens or residents of the United 
States, other than citizens of Canada 
who are resident in the United States 
but who either do not have immi- 
grant status in the United States or 
who have not been resident in the 
United States for more than three 
taxable years. The accumulated earn- 
ings tax is applied to accumulated 
taxable income calculated without the 
benefits of the Convention. Similarly, 
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the personal holding company tax is 
applied to undistributed personal 
holding company income computed 
as if the Convention had not come 
into force. 

Article X does not apply to divi- 
dends paid by a company which is 
not a resident of either Contracting 
State. Such dividends, if they are 
income of a resident of one of the 
Contracting States, are subject to tax 
as provided in Article XXII (Other 
Income). 

Article XI. INTEREST 

Paragraph 1 allows interest arising 
in Canada or the United States and 
paid to a resident of the other State 
to be taxed in the latter State. Para- 
graph 2 provides that such interest 
may also be taxed in the Contracting 
State where it arises, but if a resident 
of the other Contracting State is the 
beneficial owner, the tax imposed by 
the State of source is limited to 15 
percent of the gross amount of the 
interest. 

Paragraph 3 provides a number of 
exceptions to the right of the source 
State to impose a 15 percent tax 
under paragraph 2. The following 
types of interest beneficially owned 
by a resident of a Contracting State 
are exempt from tax in the State of 
source: a) interest beneficially owned 
by a Contracting State, a political 
subdivision, or a local authority 
thereof, or an instrumentality of such 
State, subdivision, or authority, 
which interest is not subject to tax by 
such State; b) interest beneficially 
owned by a resident of a Contracting 
State and paid with respect to debt 
obligations issued at arm's length 
which are guaranteed or insured by 
such State or a political subdivision 
thereof, or by an instrumentality of 
such State or subdivision (not by a 
local authority or an instrumentality 
thereof), but only if the guarantor or 
insurer is not subject to tax by that 
State; c) interest paid by a Contract- 
ing State, a political subdivision, or a 
local authority thereof, or by an 
instrumentality of such State, subdi- 
vision, or authority, but only if the 
payor is not subject to tax by such 
State; and d) interest beneficially 
owned by a seller of equipment, 
merchandise, or services, but only if 
the interest is paid in connection with 
a sale on credit of equipment, mer- 
chandise, or services and the sale was 

made at arm's length. Whether such 

a transaction is made at arm's length 
will be determined in the United 
States under the facts and circum- 
stances. The relationship between the 
parties is a factor, but not the only 
factor, taken into account in making 
this determination. Furthermore, in- 

terest paid by a company resident in 

the other Contracting State with re- 

spect to an obligation entered into 
before September 26, 1980 is exempt 
from tax in the State of source 
(irrespective of the State of residence 
of the beneficial owner), provided 
that such interest would have been 
exempt from tax in the Contracting 
State of source under Article XII of 
the 1942 Convention. Thus, interest 
paid by a United States corporation 
whose business is not managed and 
controlled in Canada to a recipient 
not resident in Canada or to a 
corporation not managed and con- 
trolled in Canada would be exempt 
from Canadian tax as long as the 
debt obligation was entered into be- 
fore September 26, 1980. The phrase 
"not subject to tax by that. . . 
State" in paragraph 3(a), (b), and (c) 
refers to taxation at the Federal 
levels of Canada and the United 
States. 

The phrase "obligation entered 
into before the date of signature of 
this Convention" means: (1) any ob- 
ligation under which funds were dis- 
persed prior to September 26, 1980; 
(2) any obligation under which funds 
are dispersed on or after September 
26, 1980, pursuant to a written con- 
tract binding prior to and on such 
date, and at all times thereafter until 
the obligation is satisfied; or (3) any 
obligation with respect to which, 
prior to September 26, 1980, a lender 
had taken every action to signify 
approval under procedures ordinarily 
employed by such lender in similar 
transactions and had sent or depos- 
ited for delivery to the person to 
whom the loan is to be made written 
evidence of such approval in the 
form of a document setting forth, or 
referring to a document sent by the 
person to whom the loan is to be 
made that sets forth, the principal 
terms of such loan. 

Paragraph 4 defines the term "in- 
terest, " as used in Article XI, to 
include, among other things, debt 
claims of every kind as well as 
income assimilated to income from 

money lent by the taxation laws « 
the Contracting State in which the 
income arises. In no event, however, 
is income dealt with in Article 
(Dividends) to be considered interest 

Paragraph 5 provides that neither 
the 15 percent limitation on tax in 

the Contracting State of source pro- 
vided in paragraph 2 nor the various 
exemptions from tax in such 
provided in paragraph 3 apply if the 
beneficial owner of the interest is a 
resident of the other Contracting 
State carrying on business in the 
State of source through a permanent 
establishment or fixed base, and the 
debt claim in respect of which the 
interest is paid is effectively con- 
nected with such permanent establish- 
ment or fixed base (i. e. , the interest 
is attributable to the permanent es- 

tablishment or fixed base). In this 

case, interest income is to be taxed in 

the Contracting State of source as 
business profits — that is, on a net 
basis. 

Paragraph 6 establishes the source 
of interest for purposes of Article 
XI. Interest is considered to arise in 

a Contracting State if the payer is 

that State, or a political subdivision, 
local authority, or resident of that 
State. However, in cases where the 
person paying the interest, whether a 
resident of a Contracting State or of 
a third State, has in a State other 
than that of which he is a resident a 
permanent establishment or fixed 
base in connection with which the 
indebtedness on which the interest 
was paid was incurred, and such 
interest is borne by the permanent 
establishment or fixed base, then 
such interest is deemed to arise in the 
State in which the permanent estab- 
lishment or fixed base is situated and 
not in the State of the payer's resi- 
dence. Thus, pursuant to paragraphs 
6 and 2, and Article XXIJ (Other 
Income), Canadian tax will not be 
imposed on interest paid to a U. S. 
resident by a company resident in 
Canada if the indebtedness is in- 
curred in connection with, and the 
interest is borne by, a permanent 
establishment of the company situ- 
ated in a third State. "Borne by" 
means allowable as a deduction in 
computing taxable income. 

Paragraph 7 provides that in cases 
involving special relationships 
tween persons Article XI does not 
apply to amounts in excess of the 
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amount which would have been 
agreed upon between persons having 
no special relationship; any such ex- 
cess amount remains taxable accord- 
ing to the laws of Canada and the 
United States, consistent with any 
relevant provisions of the Conven- 
tion. 

Paragraph 8 restricts the right of a 
Contracting State to impose tax on 
interest paid by a resident of the 
other Contracting State. The first 
State may not impose any tax on 
such interest except insofar as the 
interest is paid to a resident of that 
State or arises in that State or the 
debt claim in respect of which the 
interest is paid is effectively con- 
nected with a permanent establish- 
ment or fixed base situated in that 
State. Thus, pursuant to paragraph 8 
the United States has agreed not to 
impose tax on certain interest paid by 
Canadian companies to persons not 
resident in the United States, to the 
extent that such companies would 
pay U. S. -source interest under Code 
section 861(a)(1)(C) but not under the 
source rule of paragraph 6. It is to 
be noted that paragraph 8 is subject 
to the "saving clause" of paragraph 
2 of Article XXIX (Miscellaneous 
Rules), so the United States may in 
all events impose its tax on interest 
received by U. S. citizens. 

Article XII. ROYALTIES 

Generally speaking, under the 1942 
Convention royalties, including royal- 
ties with respect to motion picture 
films, which are derived by a resident 
of one Contracting State from 
sources within the other Contracting 
State are taxed at a maximum rate of 
15 percent in the latter State; copy- 
right royalties are exempt from tax in 

the State of source, if the resident 

does not have a permanent establish- 
ment in that State. See Articles II, 
III, XIII C, and paragraph 1 o f 
Article XI of the 1942 Convention, 
and paragraph 6(a) of the Protocol 
to the 1942 Convention. 

Paragraph 1 of Article XII of the 
Convention provides that a Contract- 
ing State may tax its residents with 

respect to royalties arising in the 

other Contracting State. Paragraph 2 

provides that such royalties may also 
be taxed in the Contracting State in 

which they arise, but that if a resi- 

dent of the other Contracting State is 

the beneficial owner of the royalties 

the tax in the Contracting State of 
source is limited to 10 percent of the 

gross amount of the royalties. 

Paragraph 3 provides that, not- 

withstanding paragraph 2, copyright 
royalties and other like payments in 

respect of the production or repro- 
duction of any literary, dramatic, 
musical, or artistic work, including 
royalties from such works on video- 

tape or other means of reproduction 
for private (home) use, if beneficially 
owned by a resident of the other 
Contracting State, may not be taxed 

by the Contracting State of source. 
This exemption at source does not 

apply to royalties in respect of mo- 
tion pictures, and of works on film, 
videotape or other means of repro- 
duction for use in connection with 

television broadcasting. Such royal- 
ties are subject to tax at a maximum 
rate of 10 percent in the Contracting 
State in which they arise, as provided 
in paragraph 2 (unless the provisions 
of paragraph 5, described below, 
apply). 

Paragraph 4 defines the term "roy- 
alties" for purposes of Article XII. 
"Royalties" means payments of any 
kind received as consideration for the 
use of or the right to use any 
copyright of literary, artistic, or sci- 
entific work, including motion pic- 
tures, and works on film, videotape 
or other means of reproduction for 
use in connection with television 
broadcasting, any patent, trademark, 
design or model, plan, secret formula 
or process, or any payment for the 
use of or the right to use tangible 
personal property or for information 
concerning industrial, commercial, or 
scientific experience. The term "roy- 
alties" also includes gains from the 
alienation of any intangible property 
or rights described in paragraph 4 to 
the extent that such gains are contin- 
gent on the productivity, use, or 
subsequent disposition of such intan- 
gible property or rights. Thus, a 
guaranteed minimum payment de- 
rived from the alienation of (but not 
the use of) any right or property 
described in paragraph 4 is not a 
"royalty. " 

Any amounts deemed 
contingent on use by reason of Code 
section 871(e) are, however, royalties 
under paragraph 2 of Article III 
(General Definitions), subject to Arti- 
cle XXVI (Mutual Agreement Proce- 
dure). The term "royalties" does not 
encompass management fees, which 

are covered by the provisions of 
Article VII (Business Profits) or XIV 
(Independent Personal Services), or 
payments under a bona fide cost- 
sharing arrangement. Technical ser- 
vice fees may be royalties in cases 
where the fees are periodic and de- 
pendent upon productivity or a simi- 
lar measure. 

Paragraph 5 provides that the 10 
percent limitation on tax in the Con- 
tracting State of source provided by 
paragraph 2, and the exemption in 
the Contracting State of source for 
certain copyright royalties provided 
by paragraph 3, do not apply if the 
beneficial owner of the royalties car- 
ries on business in the State of source 
through a permanent establishment 
or fixed base and the right or prop- 
erty in respect of which the royalties 
are paid is effectively connected with 
such permanent establishment or 
fixed base (i. e. , the royalties are 
attributable to the permanent estab- 
lishment or fixed base). In that 
event, the royalty income would be 
taxable under the provisions of Arti- 
cle VII (Business Profits) or XIV 
(Independent Personal Services), as 
the case may be. 

Paragraph 6 establishes rules to 
determine the source of royalties for 
purposes of Article XII. The first 
rule is that royalties arise in a Con- 
tracting State when the payer is that 
State, or a political subdivision, local 
authority, or resident of that State. 
Notwithstanding that rule, royalties 
arise not in the State of the payer's 
residence but in any State, whether 
or not a Contracting State, in which 
is situated a permanent establishment 
or fixed base in connection with 
which the obligation to pay royalties 
was incurred, if such royalties are 
borne by such permanent establish- 
ment or fixed base. Thus, royalties 
paid to a resident of the United 
States by a company resident in 
Canada for the use of property in a 
third State will not be subject to tax 
in Canada if the obligation to pay 
the royalties is incurred in connection 
with, and the royalties are borne by, 
a permanent establishment of the 
company in a third State. "Borne 
by" means allowable as a deduction 
in computing taxable income. 

A third rule, which overrides both 
the residence rule and the permanent 
establishment rule just described, 
provides that royalties for the use of, 
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or the right to use, intangible prop- 
erty or tangible personal property in 
a Contracting State arise in that 
State. Thus, consistent with the pro- 
visions of Code section 861(a)(4), if a 
resident of a third State pays royal- 
ties to a resident of Canada for the 
use of or the right to use intangible 
property or tangible personal prop- 
erty in the United States, such royal- 
ties are considered to arise in the 
United States and are subject to 
taxation by the United States consis- 
tent with the Convention. Similarly, 
if a resident of Canada pays royalties 
to a resident of a third State, such 
royalties are considered to arise in 
the United States and are subject to 
U. S. taxation if they are for the use 
of or the right to use intangible 
property or tangible personal prop- 
erty in the United States. The term 
"intangible property" encompasses 
all the items described in paragraph 
4, other than tangible personal prop- 
erty. 

Paragraph 7 provides that in cases 
involving special relationships be- 
tween persons the benefits of Article 
XII do not apply to amounts in 
excess of the amount which would 
have been agreed upon between per- 
sons with no special relationship; any 
such excess amount remains taxable 
according to the laws of Canada and 
the United States, consistent with any 
relevant provisions of the Conven- 
tion. 

Paragraph 8 restricts the right of a 
Contracting State to impose tax on 
royalties paid by a resident of the 
other Contracting State. The first 
State may not impose any tax on 
such royalties except insofar as they 
arise in that State or they are paid to 
a resident of that State or the right 
or property in respect of which the 
royalties are paid is effectively con- 
nected with a permanent establish- 
ment or fixed base situated in that 
State. This rule parallels the rule in 
paragraph 8 of Article XI (Interest) 
and paragraph 5 of Article X (Divi- 
dends). Again, U. S. citizens remain 
subject to U. S. taxation on royalties 
received despite this rule, by virtue of 
paragraph 2 of Article XXIX (Mis- 
cellaneous Rules). 

Article XIII. GAINS 

Paragraph I provides that Canada 
and the United States may each tax 
gains from the alienation of real 

property situated within that State 
which are derived by a resident of 
the other Contracting State. The term 
"real property situated in the other 
Contracting State" is defined for this 
purpose in paragraph 3 of this Arti- 
cle. The term "alienation" used in 

paragraph 1 and other paragraphs of 
Article XIII means sales, exchanges 
and other dispositions or deemed 
dispositions (e. g. , change of use, 
gifts, distributions, death) that are 
taxable events under the taxation 
laws of the Contracting State apply- 
ing the provisions of the Article. 

Paragraph 2 of Article XIII pro- 
vides that the Contracting State in 
which a resident of the other Con- 
tracting State "has or had" a perma- 
nent establishment or fixed base may 
tax gains from the alienation of 
personal property constituting busi- 
ness property if such gains are attrib- 
utable to such permanent establish- 
ment or fixed base. Unlike paragraph 
1 of Article VII (Business Profits), 
paragraph 2 limits the right of the 
source State to tax such gains to a 
twelve-month period following the 
termination of the permanent estab- 
lishment or fixed base. 

Paragraph 3 provides a definition 
of the term "real property situated in 
the other Contracting State. " Where 
the United States is the other Con- 
tracting State, the term includes reaI 
property (as defined in Article VI 
(Income from Real Property)) situ- 
ated in the United States and a 
United States real property interest. 
Thus, the United States retains the 
ability to exercise its full taxing right 
under the Foreign Investment in Real 
Property Tax Act (Code section 897). 
(For a transition rule from the 1942 
Convention, see paragraph 9 of this 
Article). 

Where Canada is the other Con- 
tracting State, the term means real 

property (as defined in Article VI) 
situated in Canada; shares of stock 
of a company, the value of whose 
shares consists principally of Cana- 
dian real property; and an interest in 

a partnership, trust or estate, the 
value of which consists principally of 
Canadian real property. The term 
"principally" means more than 50 
percent. Taxation in Canada is pre- 
served through several tiers of entities 
if the value of the company's shares 
or the partnership, trust or estate is 

ultimately dependent principally upon 
real property situated in Canada. 

Paragraph 4 reserves to the Con- 
tracting State of residence the sole 
right to tax gains from the alienation 
of any property other than property 
referred to in paragraphs 1, 2, and 3. 

Paragraph 5 states that, despite 
paragraph 4, a Contracting State may 
impose tax on gains derived by an 
individual who is a resident of the 
other Contracting State if such indi- 

vidual was a resident of the first- 
mentioned State for 120 months 
(whether or not consecutive) during 
any period of 20 consecutive years 
preceding the alienation of the prop- 
erty, and was a resident of that State 
at any time during the 10-year period 
immediately preceding the alienation 
of the property. The property (or 
property received in substitution in a 
tax-free transaction in the first- 
mentioned State) must have been 
owned by the individual at the time 
he ceased to be a resident of the 
first-mentioned State. 

Paragraph 6 provides a rule to 
coordinate Canadian and United 
States taxation of gains from the 
alienation of a principal residence 
situated in Canada. An individual 
(not a citizen of the United States) 
who was a resident of Canada and 
becomes a resident of the United 
States may determine his liability for 
U. S. income tax purposes in respect 
of gain from the alienation of a 
principal residence in Canada owned 
by him at the time he ceased to be a 
resident of Canada by claiming an 
adjusted basis for such residence in 
an amount no less than the fair 
market value of the residence at that 
time. Under paragraph 2(b) of Arti- 
cle XXX, the rule of paragraph 6 
applies to gains realized for U. S. 
income tax purposes in taxable years 
beginning on or after the first day of 
January next following the date when 
instruments of ratification are ex- 
changed, even if a particular individ- 
ual described in paragraph 6 ceased 
to be a resident of Canada prior to 
such date. Paragraph 6 supplements 
any benefits available to a taxpayer 
pursuant to the provisions of the 
Code, e. g. , section 1034. 

Paragraph 7 provides a rule to 
coordinate U. S. and Canadian taxa- 
tion of gains in circumstances where 
an individual is subject to tax in both 
Contracting States and one Contract 
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ing State deems a taxable alienation 
of property by such person to have 
occurred, while the other Contracting 
State at that time does not find a 
realization or recognition of income 
and thus defers, but does not for- 
give, taxation. In such a case the 
individual may elect in his annual 
return of income for the year of such 
alienation to be liable to tax in the 
latter Contracting State as if he had 
sold and repurchased the property 
for an amount equal to its fair 
market value at a time immediately 
prior to the deemed alienation. The 
provision would, for example, apply 
in the case of a gift by a U. S. citizen 
or a U. S. resident individual which 
Canada deems to be an income pro- 
ducing event for its tax purposes but 
with respect to which the United 
States defers taxation while assigning 
the donor's basis to the donee. The 
provision would also apply in the 
case of a U. S. citizen who, for 
Canadian tax purposes, is deemed to 
recognize income upon his departure 
from Canada, but not to a Canadian 
resident (not a U. S. citizen) who is 
deemed to recognize such income. 
The rule does not apply in the case 
of death, although Canada also 
deems that to be a taxable event, 
because the United States in effect 
forgives income taxation of economic 
gains at death. If in one Contracting 
State there are losses and gains from 
deemed alienations of different prop- 
erties, then paragraph 7 must be 
applied consistently in the other Con- 
tracting State within the taxable pe- 
riod with respect to all such proper- 
ties. Paragraph 7 only applies, how- 
ever, if the deemed alienations of the 
properties result in a net gain. 

Paragraph 8 concerns the coordina- 
tion of Canadian and U. S. rules with 

respect to the recognition of gain on 
corporate organizations, reorganiza- 
tions, amalgamations, divisions, and 
similar transactions. Where a resident 
of a Contracting State alienates prop- 
erty in such a transaction, and profit, 
gain, or income with respect to such 

alienation is not recognized for in- 

come tax purposes in the Contracting 
State of residence, the competent 
authority of the other Contracting 
State may agree, pursuant to para- 

graph 8, if requested by the person 
who acquires the property, to defer 
recognition of the profit, gain, or 
income with respect to such property 

for income tax purposes. This defer- 
ral shall be for such time and under 
such other conditions as are stipu- 
lated between the person who ac- 
quires the property and the compe- 
tent authority. The agreement of the 
competent authority of the State of 
source is entirely discretionary and 
will be granted only to the extent 
necessary to avoid double taxation of 
income. This provision means, for 
example, that the United States com- 
petent authority may agree to defer 
recognition of gain with respect to a 
transaction if the alienator would 
otherwise recognize gain for U. S. tax 
purposes and would not recognize 
gain under Canada's law. The provi- 
sion only applies, however, if alien- 
ations described in paragraph 8 result 
in a net gain. In the absence of 
extraordinary circumstances the pro- 
visions of the paragraph must be 
applied consistently within a taxable 
period with respect to alienation s 

described in the paragraph that take 
place within that period. 

Paragraph 9 provides a transitional 
rule reflecting the fact that under 
Article VIII of the 1942 Convention 
gains from the sale or exchange of 
capital assets are exempt from taxa- 
tion in the State of source provided 
the taxpayer had no permanent estab- 
lishment in that State. Paragraph 9 
applies to deemed, as well as actual, 
alienations or dispositions. In addi- 
tion, paragraph 9 applies to a gain 
described in paragraph 1, even 
though such gain is also income 
within the meaning of paragraph 3 of 
Article VI. Paragraph 9 will apply to 
transactions notwithstanding section 
1125(c) of the Foreign Investment in 
Real Property Tax Act, Public Law 
96-499 ("FIRPTA"). 

Paragraph 9 applies to capital as- 
sets alienated by a resident of a 
Contracting State if (a) that person 
owned the asset on September 26, 
1980 and was a resident of that 
Contracting State on September 26, 
1980 (and at all times after that date 
until the alienation), or (b) the asset 
was acquired by that person in an 
alienation of property which qualified 
as a non-recognition transaction for 
tax purposes in the other Contracting 
State. For purposes of subparagraph 
9(b), a non-recognition transaction is 
a transaction in which gain resulting 
therefrom is, in effect, deferred for 
tax purposes, but is not permanently 

forgiven. Thus, in the United States, 
certain tax-free organizations, reor- 
ganizations, liquidations and like- 
kind exchanges will qualify as non- 
recognition transactions. However, a 
transfer of property at death will not 
constitute a non-recognition transac- 
tion, since any gain due to apprecia- 
tion in the property is permanently 
forgiven in the United States due to 
the fair market value basis taken by 
the recipient of the property. If a 
transaction is a non-recognition 
transaction for tax purposes, the 
transfer of non-qualified property, or 
"boot, " which may cause some por- 
tion of the gain on the transaction to 
be recognized, will not cause the 
transaction to lose its character as a 
non-recognition transaction for pur- 
poses of subparagraph 9(b). In addi- 
tion, a transaction that would have 
been a non-recognition transaction in 
the United States but for the applica- 
tion of sections 897(d) and 897(e) of 
the Code will also constitute a non- 
recognition transaction for purposes 
of subparagraph 9(b). Further, a 
transaction which is not a non- 
recognition transaction under U. S. 
law, but to which non-recognition 
treatment is granted pursuant to the 
agreement of the competent authority 
under paragraph 8 of this Article, is 
a non-recognition transaction for 
purposes of subparagraph 9(b). How- 
ever, a transaction which is not a 
non-recognition transaction under 
U. S. Iaw does not become a non- 
recognition transaction for purposes 
of subparagraph 9(b) merely because 
the basis of the property in the hands 
of the transferee is reduced under 
section 1125(d) of FIRPTA. 

The benefits of paragraph 9 are 
not available to the alienation or 
disposition by a resident of a Con- 
tracting State of an asset that (a) on 
September 26, 1980 formed part of 
the business property of a permanent 
establishment or pertained to a fixed 
base which a resident of that Con- 
tracting State had in the other Con- 
tracting State, (b) was alienated after 
September 26, 1980 and before the 
alienation in question in any transac- 
tion that v as not a non-recognition 
transaction, as described above, or 
(c) was owned at any time prior to 
the alienation in question and after 
September 26, 1980 by a person who 
was not a resident of that same 
Contracting State after September 26, 
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1980 while such person held the 
asset. Thus, for example, in order 
for paragraph 9 to be availed of by a 
Canadian resident who did not own 
the alienated asset on September 26, 
1980, the asset must have been 
owned by other Canadian residents 
continuously after September 26, 
1980 and must have been transferred 
only in transactions which were non- 
recognition transactions for U. S. tax 
purposes. 

The availability of the benefits of 
paragraph 9 is illustrated by the 
following examples. It should be 
noted that the examples do not pur- 
port to fully describe the U. S. and 
Canadian tax consequences resulting 
from the transactions described 
therein. Any condition for the appli- 
cation of paragraph 9 which is not 
discussed in an example should be 
assumed to be satisfied. 
Example I. A, an individual resident of Can- 
ada, owned an appreciated U. S. real property 
interest on September 26, 1980. On January I, 
1982, A transferred the U. S. real property 
interest to X, a Canadian corporation, in 
exchange for 100 percent of X's voting stock. 
A's gain on the transfer to X is exempt from 
U. S. tax under Article VIII of the 1942 
Convention. Since the transaction qualifies as 
a non-recognition transaction for U. S. tax 
purposes, as described above, X is entitled to 
the benefits of paragraph 9, pursuant to 
subparagraph 9(b), upon a subsequent disposi- 
tion of the U. S. real property interest occur- 
ring after the entry into force of this Conven- 
tion. If A's transfer to X had instead occurred 
after the entry into force of this Convention, 
A would be entitled to the benefits of para- 
graph 9, pursuant to subparagraph 9(a), with 
respect to U. S. taxation of that portion of the 
gain resulting from the transfer to X that is 
attributable on a monthly basis to the period 
ending on December 31 of the year in which 
the Convention enters into force (or a greater 
portion of the gain as is shown to the 
satisfaction of the U. S. competent authority). 
X would be entitled to the benefits of para- 
graph 9 pursuant to subparagraph 9(b), upon 
a subsequent disposition of the U. S. real 
property interest. 

Example 2. The facts are the same as in 
Example I, except that A is a corporation 
which is resident in Canada. Assuming that 
the transfer of the U. S. real property interest 
to X is a section 351 transaction or a tax-free 
reorganization for U. S. tax purposes, the 
results are the same as in Example I. 
Example 3. The facts are the same as in 

Example I, except that X is a U. S. corpora- 
tion. If the transfer to X by A took place on 
January I, 1982, A's gain on the transfer to X 
would be exempt from tax under Article VIII 
of the 1942 Convention and A would be 
entitled to the benefits of paragraph 9, pursu- 
ant to subparagraph 9(b), upon a subsequent 
disposition of the stock of X occurring after 
the entry into force of this Convention. If the 
transfer to X by A took place after the entry 
into force of this Convention, A would be 

entitled to the benefits of paragraph 9, pursu- 
ant to subparagraph 9(a), with respect to U. S. 
taxation (if any) of the gain resulting from the 
transfer to X, and would also be entitled to 
the benefits of paragraph 9, pursuant to 
subparagraph 9(b), upon a subsequent disposi- 
tion of the stock of X. For ct that X is a U. S. 
corporation, paragraph 9 has no impact on the 
U. S. tax consequences of a subsequent disposi- 
tion by X of the U. S. real property interest in 

either case. 
Example 4. B, a corporation resident in Can- 
ada, owns all of the stock of C, which is also 
a corporation resident in Canada. C owns a 
U. S. real property interest. After the Conven- 
tion enters into force, B liquidates C in a 
section 332 liquidation. The transaction is 
treated as a non-recognition transaction for 
U. S. tax purposes under the definition of a 
non-recognition transaction described above. C 
is entitled to the benefits of paragraph 9, 
pursuant to subparagraph 9(a), with respect to 
gain taxed (if any) under section 897(d), and B 
is entitled to the benefits of paragraph 9, 
pursuant to subparagraph 9(b), upon a subse- 
quent disposition of the U. S. real property 
interest. Generany, the United States would 
not subject B to tax upon the liquidation of C. 
Example 5. The facts are the same as in 
Example 4, except that C is a U. S. corpora- 
tion. B is entitled to the benefits of paragraph 
9, pursuant to subparagraph 9(a), with respect 
to U. S. taxation (if any) of the gain resulting 
from the liquidation of C. B is not entitled to 
the benefits of paragraph 9 upon a subsequent 
disposition of the U. S. real property interest 
since that asset was held after September 26, 
1980 by a person who was not a resident of 
Canada. The U. S. tax consequences to C are 
governed by the internal law of the United 
States. 
Example 6. D, an individual resident of the 
United States, owns Canadian real estate. On 
January I, 1982, D transfers the Canadian real 
estate to E, a corporation resident in Canada, 
in exchange for all of E's stock. This transfer 
is treated as a taxable transaction under the 
Income Tax Act of Canada. However, D's 
gain on the transfer is exempt from Canadian 
tax under Article VIII of the 1942 Convention. 
D. is not entitled to the benefits of 
subparagraph 9(b) upon a subsequent disposi- 
tion of the stock of E since the stock was not 
transferred in a transaction which was a 
non-recognition transaction for Canadian tax 
purposes. E is not entitled to Canadian bene- 
fits under this paragraph since, inter alia, it is 
a Canadian resident. (However, under Cana- 
dian law, both D and E would have a basis 
for tax purposes equal to the fair market value 
of the property at the time of D's transfer). If 
the transfer to E had taken place after entry 
into force of this Convention, D would be 
entitled to the benefits of paragraph 9, pursu- 
ant to subparagraph 9(a), with respect to 
Canadian tax resulting from the transfer to E, 
but would not be entitled to the benefits of 
subparagraph 9(b) upon a subsequent disposi- 
tion of the E stock. (Note that E could seek to 
have the transaction treated as a non- 
recognition transaction under paragraph 8 of 
this Article, with the result that, if the compe- 
tent authority agrees, D will take a carryover 
basis in the stock of E and be entitled to the 
benefits of subparagraph 9(b) upon a subse- 
quent disposition thereof). 

Example 7. The facts are the same as in 
Example 6, except that E is a U. S. corpora- 
tion. This transaction is also a recognition 
event under Canadian law at the shareholder 
level. The results are generally the same as tn 

Example 6. However, if the transfer to E had 
been granted nonrecognition treatment in Can- 
ada pursuant to paragraph 8, both D and E 
would be entitled to the benefits of paragraph 
9 for Canadian tax purposes, pursuant to 
subparagraph 9(b), upon subsequent disposi- 
tions of the stock of E or the Canadian real 

estate, respectively. 

Example 9. F, an individual resident of the 
United States, owns all of the stock of G, a 
Canadian corporation, which in turn owns 
Canadian real estate. F causes G to be amal- 
gamated in a merger with another Canadian 
corporation. This is a non-recognition transac- 
tion under Canadian law and F is entitled, for 
Canadian tax purposes, to the benefits of 
paragraph 9, pursuant to subparagraph 9(b), 
upon a subsequent disposition of the stock of 
the other Canadian corporation. 
Example 9. H, a U. S. corporation, owns all of 
the stock of J, another U. S. corporation. J 
owns Canadian real estate. H liquidates J. For 
Canadian tax purposes, no tax is imposed on 
H as a result of the liquidation and H receives 
a fair market value basis in the Canadian real 
estate. Accordingly, since gain has been for- 
given due to the fair market value basis (rather 
than postponed in a non-recognition transac- 
tion), H would not be entitled to the benefits 
of subparagraph 9(b) upon the subsequent 
disposition of the Canadian real estate. Can- 
ada would impose a tax on J, but J would be 
entitled to the benefits of paragraph 9, pursu- 
an( to subparagraph 9(a), with respect to 
Canadian tax imposed on the liquidation. 
Example 10. The facts are the same as in 
Example 9, except that J is a Canadian 
corporation. Paragraph 9 does not affect the 
Canadian taxation of J. While H is subject to 
Canadian tax on the liquidation of J, H is 
entitled to the benefits of paragraph 9, pursu- 
ant to subparagraph 9(a), with respect to such 
Canadian taxation. H will take a fair market 
value basis (rather than have gain postponed 
in a non-recognition transaction) in the Cana- 
dian real estate for Canadian tax purposes and 
is thus not entitled to the benefits of para- 
graph 9 upon a subsequent disposition of the 
Canadian rea] estate (since, inter alia, the gain 
has been forgiven due to the fair market value 
basis). 
Example 11. K, a U. S. corporation, owns the 
stock of L, another U. S. corporation, which is 
turn owns Canadian real estate. K causes L to 
be merged into another U. S. corporation. For 
Canadian tax purposes, such a transaction is 
treated as a recognition event, but Canada will 
not impose a tax on K under its internal law. 
Canada would impose tax on L, but L is 
entitled to the benefits of paragraph 9, pursu- 
ant to subparagraph 9(a), with respect to 
Canadian taxation of gain resulting from the 
merger. The acquiring U. S. corporation would 
take a fair market value basis in the Canadian 
real estate, and v ould thus not be entitled to 
the benefits of subparagraph 9(b) upon a 
subsequent disposition of the real estate. (Note 
that the acquiring U. S. corporation could seek 
to obtain non-recognition treatment under 
paragraph 8 of this Article, with the result 
that, if approved by the competent authority, 
it would obtain a carryover basis in the 
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property and be entitled to the benefits of 
sub ar paragraph 9(b) upon a subsequent disposi- 
tion of the Canadian real estate). 

Paragraph 9 provides that where a 
resident of Canada or the United 
States is subject to tax pursuant to 
Article XIII in the other Contracting 
State on gains from the alienation of 
a capital asset, and if the other 
conditions of paragraph 9 are satis- 
fied, the amount of the gain shall be 
reduced for tax purposes in that 
other State by the amount of the 
gain attributable to the period during 
which the property was held up to 
and including December 31 of the 
year in which the documents of rati- 
fication are exchanged. The gain at- 
tributable to such person is normally 
determined by dividing the total gain 
by the number of full calendar 
months the property was held by 
such person, including, in the case of 
an alienation described in paragraph 
9(b), the number of months in which 
a predecessor in interest held the 
property, and multiplying such 
monthly amount by the number of 
full calendar months ending on or 
before December 31 of the year in 
which the instruments of ratification 
are exchanged. 

Upon a clear showing, however, a 
taxpayer may prove that a greater 
portion of the gain was attributable 
to the specified period. Thus, in the 
United States the fair market value 
of the alientated property at the 
treaty valuation date may be estab- 
lished under paragraph 9 in the man- 
ner and with the evidence that is 
generally required by U. S. Federal 
income, estate, and gift tax regula- 
tions. For this purpose a taxpayer 
may use valid appraisal techniques 
for valuing real estate such as the 
comparable sales approach (see Rev. 
Proc. 79-24, 1979-1 C. B. 565) and 

the reproduction cost approach. I f 
more than one property is alienated 
in a single transaction each property 
will be considered individually. 

A taxpayer who desires to make 

this alternate showing for U. S. tax 
purposes must so indicate on his 

U. S. income tax return for the year 
of the sale or exchange and must 

attach to the return a statement 
describing the relevant evidence. The 
U, S. competent authority or his au- 

thorized delegate will determine 
whether the taxpayer has satisfied the 
requirements of paragraph 9. 

The amount of gain which is re- 

duced by reason of the application of 
paragraph 9 is not to be treated for 
U. S. tax purposes as an amount of 
"nontaxed gain" under section 
1125(d)(2)(B) of FIRPTA, where that 
section would otherwise apply. (Note 
that gain not taxed by virtue of the 
1942 Convention is "nontaxed 
gain"). 

U. S. residents, citizens and former 
citizens remain subject to U. S. taxa- 
tion on gains as provided by the 
Code notwithstanding the provisions 
of Article XIII, other than para- 
graphs 6 and 7. See paragraphs 2 and 
3(a) of Article XXIX (Miscellaneous 
Rules). 

Article XIV. INDEPENDENT 
PERSONAL SERVICES 

Article XIV concerns the taxation 
of income derived by an individual in 
respect of the performance of inde- 
pendent personal services. Such in- 
come may be taxed in the Contract- 
ing State of which such individual is 
a resident. It may also be taxed in 
the other Contracting State if the 
individual has or had a fixed base 
regularly available to him in the 
other State for the purpose of per- 
forming his activities, but only to the 
extent that the income is attributable 
to that fixed base. The use of the 
term "has or had" ensures that a 
Contracting State in which a fixed 
base existed has the right to tax 
income attributable to that fixed base 
even if there is a delay between the 
termination of the fixed base and the 
receipt or accrual of such income. 

Unlike Article VII of the 1942 
Convention, which provides a limited 
exemption from tax at source on 
income from independent personal 
services, Article XIV does not restrict 
the exemption to persons present in 
the State of source for fewer than 
184 days, Furthermore, Article XIV 
does not allow the $5, 000 exemption 
at source of the 1942 Convention, 
which was available even if services 
were performed through a fixed base. 
However, Article XIV provides com- 
plete exemption at source if a fixed 
base does not exist. 

Article XV. DEPENDENT 
PERSONAL SERVICES 

Paragraph I provides that, in gen- 
eral, salaries, wages, and other simi- 

lar remuneration derived by a resi- 
dent of a Contracting State in respect 
of an employment are taxable only in 

that State unless the employment is 

exercised in the other Contracting 
State. If the employment is exercised 
in the other Contracting State, the 
entire remuneration derived there- 
from may be taxed in that other 
State but only if, as provided by 
paragraph 2, the recipient is present 
in the other State for a period or 
periods exceeding 183 days in the 
calendar year, or the remuneration is 
borne by an employer who is a 
resident of that other State or by a 
permanent establishment or fixed 
base which the employer has in that 
other State. However, in all cases 
where the employee earns $10, 000 or 
less in the currency of the State of 
source, such earnings are exempt 
from tax in that State. "Borne by" 
means allowable as a deduction in 
computing taxable income. Thus, if a 
Canadian resident individual em- 
ployed at the Canadian permanent 
establishment of a U. S. company 
performs services in the United 
States, the income earned by the 
employee from such services is not 
exempt from U. S. tax under para- 
graph 1 if such income exceeds 
$10, 000 (U. S. ) because the U. S. com- 
pany is entitled to a deduction for 
such wages in computing its taxable 
income. 

Paragraph 3 provides that a resi- 
dent of a Contracting State is exempt 
from tax in the other Contracting 
State with respect to remuneration 
derived in respect of an employment 
regularly exercised in more than one 
State on a ship, aircraft, motor vehi- 
cle, or train operated by a resident of 
the taxpayer's State of residence. The 
word "regularly" is intended to dis- 
tinguish crew members from persons 
occasionally employed on a ship, 
aircraft, motor vehicle, or train. Only 
the Contracting State of which the 
employee and operator are resident 
has the right to tax such remunera- 
tion. However, this provision is sub- 
ject to the "saving clause" of para- 
graph 2 of Article XXIX (Mis- 
cellaneous Rules), which permits the 
United States to tax its citizens de- 
spite paragraph 3. 

Article XV states that its provi- 
sions are overridden by the more 
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specific rules of Article XVIII (Pen- 
sions and Annuities) and Article XIX 
(Government Services). 

Article XVI. ARTISTES AND 
ATHLETES 

Article XVI concerns income de- 
rived by a resident of a Contracting 
State as an entertainer, such as a 
theatre, motion picture, radio, or 
television artiste, or a musician, or as 
an athlete, from his personal activi- 
ties as such exercised in the other 
Contracting State. Article XVI over- 
rides Articles XIV (Independent Per- 
sonal Services) and XV (Dependent 
Personal Services) to allow source 
basis taxation of an entertainer or 
athlete in cases where the latter Arti- 
cles would not permit such taxation. 
Thus, paragraph 1 provides that cer- 
tain income of an entertainer or 
athlete may be taxed in the State of 
source in all cases where the amount 
of gross receipts derived by the enter- 
tainer or athlete, including expenses 
reimbursed to him or borne on his 
behalf, exceeds $15, 000 in the cur- 
rency of that other State for the 
calendar year concerned. For exam- 
ple, where a resident of Canada who 
is an entertainer derives income from 
his personal activities as an enter- 
tainer in the United States, he is 
taxable in the United States on all 
such income in any case where his 
gross receipts are greater than 
$15, 000 for the calendar year. Article 
XVI does not restrict the right of the 
State of source to apply the provi- 
sions of Articles XIV and XV. Thus, 
an entertainer or athlete resident in a 
Contracting State and earning 
$14, 000 in wages borne by a perma- 
nent establishment in the other State 
may be taxed in the other State as 
provided in Article XV. 

Paragraph 2 provides that where 
income in respect of personal activi- 
ties exercised by an entertainer or an 
athlete accrues not to the entertainer 
or athlete himself but to another 
person, that income may, notwith- 
standing the provisions of Article VII 
(Business Profits), Article XIV, and 
Article XV, be taxed in the Contract- 
ing State in which the activities are 
exercised. The anti-avoidance rule of 
paragraph 2 does not apply if it is 
established by the entertainer or ath- 
lete that neither he nor persons re- 
lated to him participate directly or 
indirectly in the profits of the other 
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person in any manner, including the 
receipt of deferred remuneration, bo- 
nuses, fees, dividends, partnership 
distributions, or other distributions. 

Thus, if an entertainer who is a 
resident of Canada is under contract 
with a company and the arrangement 
between the entertainer and the com- 
pany provides for payments to the 
entertainer based on the profits of 
the company, all of the income of 
the company attributable to the 
performer's U. S. activities may be 
taxed in the United States irrespective 
of whether the company maintains a 
permanent establishment in the 
United States. Paragraph 2 does not 
affect the rule of paragraph 1 that 
applies to the entertainer or athlete 
himself. 

Paragraph 3 provides that para- 
graphs 1 and 2 of Article XVI do not 
apply to the income of an athlete in 
respect of an employment with a 
team which participates in a league 
with regularly scheduled games in 
both Canada and the United States, 
nor do those paragraphs apply to the 
income of such a team. Such an 
athlete is subject to the rules of 
Article XV. Thus, the athlete's remu- 
neration would be exempt from tax 
in the Contracting State of source if 
he is a resident of the other Con- 
tracting State and earns $10, 000 or 
less in the currency of the State of 
source, or if he is present in that 
State for a period or periods not 
exceeding in the aggregate 183 days 
in the calendar year, and his remu- 
neration is not borne by a resident of 
that State or a permanent establish- 
ment or fixed base in that State. In 
addition, a team described in para- 
graph 3 may not be taxed in a 
Contracting State under paragraph 2 
of this Article solely by reason of the 
fact that a member of the team may 
participate in the profits of the team 
through the receipt of a bonus based, 
for example, on ticket sales. The 
employer may be taxable pursuant to 
other articles of the Convention, such 
as Article VII. 

Paragraph 4 provides that, not- 
withstanding Artcles XIV and XV, 
an amount paid by a resident of a 
Contracting State to a resident of the 
other State as an inducement to sign 
an agreement relating to the perfor- 
mance of the services of an athlete 
may be taxed in the first-mentioned 
State. However, the tax imposed may 

not exceed 15 percent. of the gross 
amount of the payment. The provi- 
sion clarifies the taxation of signing 
bonuses in a manner consistent with 
their treatment under U. S. interpreta- 
tions of the 1942 Convention. 
Amounts paid as salary or other 
remuneration for the performance of 
the athletic services themselves are 
not taxable under this provision, but 
are subject to the provisions of para- 
graphs 1 and 3 of this Article, or 
Articles XIV or XV, as the case may 
be. The paragraph covers all amounts 
paid (to the athlete or another per- 
son) as an inducement to sign an 
agreement for the services of an 
athlete, such as a bonus to sign a 
contract not to perform for other 
teams. An amount described in this 
paragraph is not to be included in 
determining the amount of gross re- 

ceipts derived by an athlete in a 
calendar year for purposes of para- 
graph 1. Thus, if an athlete receives 
a $50, 000 signing bonus and a 
$12, 000 salary for a taxable year, the 
State of source would not be entitled 
to tax the salary portion of the 
receipt of the athlete for that year 
under paragraph 1 of this Article. 

Article XVII. WITHHOLDING OF 
TAXES IN RESPECT OF 
PERSONAL SERVICES 

Article XVII confirms that a Con- 
tracting State may require withhold- 
ing of tax on account of tax liability 
with respect to remuneration paid to 
an individual who is a resident of the 
other Contracting State, including an 
entertainer or athlete, in respect of 
the performance of independent per- 
sonal services in the first-mentioned 
State. However, withholding with re- 
spect to the first $5, 000 (in the 
currency of the State of source) of 
such remuneration paid in that tax- 
able year by each payor shall not 
exceed 10 percent of such payment. 
In the United States, the withholding 
described in paragraph 1 relates to 
withholding with respect to income 
tax liability and does not relate to 
withholding with respect to other 
taxes, such as social securhy taxes. 
Nor is the paragraph intended to 
suggest that withholding in circum- 
stances not specifically mentioned, 
such as withholding with respect to 
dependent personal services, is pre 
eluded by the Convention. 



Paragraph 2 provides that in any 
case where the competent authority 
of Canada or the United States be- 
lieves that withholding with respect 
to remuneration for the performance 
of personal services is excessive in 
relation to the estimated tax liability 
of an individual to that State for a 
taxable year, it may determine that a 
lesser amount will be deducted or 
withheld. In the case of independent 
personal services, paragraph 2 may 
thus result in a lesser withholding 
than the maximum authorized by 
paragraph 1. 

Paragraph 3 states that the provi- 
sions of Article XVII do not affect 
the liability of a resident of a Con- 
tracting State for taxes imposed by 
the other Contracting State. The Ar- 
ticle deals only with the method of 
collecting taxes and not with substan- 
tive tax liability. 

Article XVIII A of the 1942 Con- 
vention authorizes the issuance of 
regulations to specify circumstances 
under which residents of the United 
States temporarily performing per- 
sonal services in Canada may be 
exempted from deduction and with- 
holding of United States tax. This 
provision is omitted from the Con- 
vention as unnecessary. The Code 
and regulations provide sufficient au- 
thority to avoid excessive withholding 
of U. S. income tax. Further, para- 
graph 2 provides for adjustments in 
the amount of withholding where 
appropriate. 

Article XVII I. PENSIONS AND 
ANNUITIES 

Paragraph 1 provides that a resi- 

dent of a Contracting State is taxable 
in that State with respect to pensions 
and annuities arising in the other 
Contracting State. However, the 
State of residence shall exempt from 
taxation the amount of any such 

pension that would be excluded from 
taxable income in the State of source 
if the recipient were a resident 
thereof. Thus, if a $10, 000 pension 

payment arising in a Contracting 
State is paid to a resident of the 

other Contracting State and $5, 000 
of such payment would be excluded 

from taxable income as a return of 
capital in the first-mentioned State if 
the recipient were a resident of the 
first-mentioned State, the State of 
residence shall exempt from tax 
$5, 000 of the payment. Only $5, 000 

would be so exempt even if the 
first-mentioned State would also 
grant a personal allowance as a de- 

duction from gross income if the 

recipient were a resident thereof. 
Paragraph 1 imposes no such restric- 
tion with respect to the amount that 
may be taxed in the State of resi- 

dence in the case of annuities. 

Paragraph 2 provides rules with 

respect to the taxation of pensions 
and annuities in the Contracting 
State in which they arise. If the 
beneficial owner of a periodic pen- 
sion payment is a resident of the 
other Contracting State, the tax im- 

posed in the State of source is limited 
to 15 percent of the gross amount of 
such payment. Thus, the State of 
source is not required to allow a 
deduction or exclusion for a return 
of capital to the pensioner, but its 
tax is limited in amount in the case 
of a periodic payment. Other pension 
payments may be taxed in the State 
of source without limit. 

In the case of annuities beneficially 
owned by a resident of a Contracting 
State, the Contracting State of source 
is limited to a 15 percent tax on the 
portion of the payment that would 
not be excluded from taxable income 
(i. e. , as a return of capital) in that 
State if the beneficial owner were a 
resident thereof. 

Paragraph 3 defines the term 
"pensions" for purposes of the Con- 
vention to include any payment un- 
der a superannuation, pension, or 
retirement plan, Armed-Forces retire- 
ment pay, war veterans pensions and 
allowances, and amounts paid under 
a sickness, accident, or disability 
plan. Thus, the term "pension" in- 
cludes pensions paid by private em- 
ployers as well as any pension paid 
by a Contracting State in respect of 
services rendered to that State. A 
pension for government service is 
covered. The term "pensions" does 
not include payments under an in- 
come averaging annuity contact or 
benefits paid under social security 
legislation. The latter benefits are 
taxed, pursuant to paragraph 5, only 
in the Contracting State paying the 
benefit. Income derived from an in- 
come averaging annuity contract is 
taxable pursuant to the provisions of 
Article XXII (Other Income). 

Paragraph 4 provides that, for pur- 
poses of the Convention, the term 
"annuities" means a stated sum paid 

periodically at stated times during life 
or during a specified number of 
years, under an obligation to make 
payments in return for adequate and 
full consideration other than services 
rendered. The term does not include 
a payment that is not periodic or any 
annuity the cost of which was de- 
ductible for tax purposes in the Con- 
tracting State where the annuity was 
acquired. Items excluded from the 
definition of "annuities" are subject 
to the rules of Article XXII. 

Paragraph 5, as amended by the 
1984 Protocol, provides that benefits 
under social security legislation in 

Canada or the United States paid to 
a resident of the other Contracting 
State are taxable only in the State in 
which the recipient is resident. How- 
ever, the State of residence must 
exempt from taxation one-half of the 
total amount of such benefits paid in 
a taxable year. Thus, if U. S. social 
security benefits are paid to a resi- 
dent of Canada, the United States 
will exempt such benefits from tax 
and Canada will exempt one-half of 
the benefits from taxation. The ex- 
emption of one-half of the benefits 
in the State of residence is an excep- 
tion to the saving clause under 
subparagraph 3(a) of Article XXIX 
(Miscellaneous Rules). The United 
States will not exempt U. S. social 
security benefits from tax if the Ca- 
nadian resident receiving such bene- 
fits is a U. S. citizen. If a U. S. citizen 
and resident receives Canadian social 
security benefits, Canada will not tax 
such benefits and the United States 
will exempt from tax one-half of the 
total amount of such benefits. The 
United States will also exempt one- 
half of Canadian social security bene- 
fits from tax if the recipient is a U. S. 
citizen who is a resident of Canada, 
under paragraph 7 of Article XXIX. 
Paragraph 5 encompasses benefits 
paid under social security legislation 
of a political subdivision, such as a 
province of Canada. 

Paragraph 6(a) provides that only 
the State of which a person is resi- 
dent has the right to tax alimony and 
other similar amounts (including 
child support payments) arising in the 
other Contracting State and paid to 
such person. However, under para- 
graph 6(b), the State of residence 
shall exempt from taxation the 
amount that would be excluded from 
taxable income in the State of source 
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if the recipient were a resident 
thereof. Thus, if child support pay- 
ments are made by a U. S. resident to 
a resident of Canada, Canada shall 
exempt from tax the amount of such 
payments which would be excluded 
from taxable income under section 
71(b) of the Internal Revenue Code. 
Paragraph 6 does not define the term 
"alimony", the term is defined pur- 
suant to the provisions of paragraph 
2 of Article III (General Definitions). 

Article XVIII does not provide 
rules to determine the State in which 
pensions, annuities, alimony, and 
other similar amounts arise. The pro- 
visions of paragraph 2 of Article III 
are used to determine where such 
amounts arise for purposes of deter- 
mining whether a Contracting State 
has the right to tax such amounts. 

Paragraphs I, 3, 4, 5(b) and 6(b) 
of Article XVIII are, by reason of 
paragraph 3(a) of Article XXIX 
(Miscellaneous Rules), exceptions to 
the "saving clause. " Thus, the rules 
in those paragraphs change U. S. tax- 
ation of U. S. citizens and residents. 

Article XIX. GOVERNMENT 
SERVICE 

Article XIX provides that remuner- 
ation, other than a pension, paid by 
a Contracting State or political subdi- 
vision or local authority thereof to a 
citizen of that State in respect of 
services rendered in the discharge of 
governmental functions shall be tax- 
able only in that State. (Pursuant to 
paragraph 5 of Article IV (Resi- 
dence), other income of such a citi- 
zen may also be exempt from tax, or 
subject to reduced rates of tax, in the 
State in which he is performing ser- 
vices, in accordance with other provi- 
sions of the Convention. ) However, 
if the services are rendered in connec- 
tion with a trade or business, then 
the provisions of Article XIV (Inde- 
pendent Personal Services), Article 
XV (Dependent Personal Services), or 
Article XVI (Artistes and Athletes), 
as the case may be, are controlling. 
Whether functions are of a govern- 
mental nature may be determined by 
a comparison with the concept of a 
governmental function in the State in 
which the income arises. 

Pursuant to paragraph 3(a) of Ar- 
ticle XXIX (Miscellaneous Rules), 
Article XIX is an exception to the 
"saving clause. " As a result, a U. S. 
citizen resident in Canada and per- 

forming services in Canada in the 
discharge of functions of a govern- 
mental nature for the United States is 
taxable only in the United States on 
remuneration for such services. 

This provision differs from the 
rules of Article VI of the 1942 
Convention. For example, Article 
XIX allows the United States to 
impose tax on a person other than a 
citizen of Canada who earns remu- 
neration paid by Canada in respect 
of services rendered in the discharge 
of governmental functions in the 
United States. (Such a person may, 
however, be entitled to an exemption 
from U. S. tax as provided in Code 
section 893. ) Also, under the provi- 
sions of Article XIX Canada will not 
impose tax on amounts paid by the 
United States in respect of services 
rendered in the discharge of govern- 
mental functions to a U. S. citizen 
who is ordinarily resident in Canada 
for purposes other than rendering 
governmental services. Under para- 
graph 1 of Article VI of the 1942 
Convention, such amounts would be 
taxable by Canada. 

Article XX. STUDENTS 

Article XX provides that a student, 
apprentice, or business trainee tempo- 
rarily present in a Contracting State 
for the purpose of his full-time edu- 
cation or training is exempt from tax 
in that State with respect to amounts 
received from outside that State for 
the purpose of his maintenance, edu- 
cation, or training, if the individual 
is or was a resident of the other 
Contracting State immediately before 
visiting the first-mentioned State. 
There is no limitation on the number 
of years or the amount of income to 
which the exemption applies. 

The Convention does not contain 
provisions relating specifically to pro- 
fessors and teachers. Teachers are 
treated under the Convention pursu- 
ant to the rules established in Articles 
XIV (Independent Personal Services) 
and XV (Dependent Personal Ser- 
vices), in the same manner as other 
persons performing services. In Arti- 
cle VIII A of the 1942 Convention 
there is a 2-year exemption in the 
Contracting State of source in the 
case of a professor or teacher who is 

a resident of the other Contracting 
State. 

Article XXI. EXEMPT 
ORGANIZATIONS 

Paragraph 1 provides that a «li- 
gious, scientific, literary, educational, 
or charitable organization resident in 

a Contracting State shall be exempt 
from tax on income arising in the 
other Contracting State but only to 
the extent that such income is exempt 
from taxation in the Contracting 
State in which the organization is 
resident. Since this paragraph, and 
the remainder of Article XXI, deal 
with entities that are not normally 
taxable, the test of "resident in" is 
intended to be similar — but cannot be 
identical — to the one outlined in 
paragraph 1 of Article IV (Resi- 
dence). Paragraph 3 provides that 
paragraph 1 does not exempt from 
tax income of a trust, company, or 
other organization from carrying on 
a trade or business, or income from 
a "related person" other than a 
person referred to in paragraph 1 or 
2. 

Paragraph 2 provides that a trust, 
company, or other organization that 
is resident in a Contracting State and 
constituted and operated exclusively 
to administer or provide employee 
benefits or benefits for the self- 
employed under one or more funds 
or plans established to provide pen- 
sion or retirement benefits or other 
employee benefits is exempt from 
taxation on dividend and interest 
income arising in the other Contract- 
ing State in a taxable year, if the 
income of such organization is gener- 
ally exempt from taxation for that 
year in the Contracting State in 
which it is resident. In addition, a 
trust, company, or other organization 
resident in a Contracting State and 
not taxed in a taxable year in that 
State shall be exempt from taxation 
in the other State in that year on 
dividend and interest income arising 
in that other State if it is constituted 
and operated exclusively to earn in- 
come for the benefit of an organiza- 
tion described in the preceding sen- 
tence. Pursuant to paragraph 3 the 
exemption at source provided by 
paragraph 2 does not apply to divi- 
dends or interest from carrying on a 
trade or business or from a "related 
person, " other than a person referred 
to in paragraph 1 or 2. The term 
"related person" is not necessarily 
defined by paragraph 2 of Article IX 
(Related Persons). 
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Paragraph 4 provides an exemption 
«om U. S. excise taxes on private 
foundations in the case of a reli- 
gious, scientific, literary, educational, 
or charitable organization which is 
resident in Canada but only if such 
organization has received substan- 
tially all of its support from persons 
other than citizens or residents of the 
United States. 

Paragraph 5 provides that contri- 
butions by a citizen or resident of the 
United States to an organization 
which is resident in Canada and is 
generally exempt from Canadian tax 
are treated as charitable contribu- 
tions, but only if the organization 
could qualify in the United States to 
receive deductible contributions if it 
were resident in (i. e. , organized in) 
the United States. Paragraph 5 gener- 
ally limits the amount of contribu- 
tions made deductible by the Conven- 
tion to the income of the U. S. citizen 
or resident arising in Canada, as 
determined under the Convention. In 
the case of contributions to a college 
or university at which the U. S. citi- 
zen or resident or a member of his 
family is or was enrolled, the special 
limitation to income arising in Can- 
ada is not required. The percentage 
limitations of Code section 170 in 
respect of the deductibility of charita- 
ble contributions apply after the limi- 
tations established by the Conven- 
tion. Any amounts treated as 
charitable contributions by paragraph 
5 which are in excess of amounts 
deductible in a taxable year pursuant 
to paragraph 5 may be carried over 
and deducted in subsequent taxable 
years, subject to the limitations of 
paragraph 5. 

Paragraph 6 provides rules for pur- 

poses of Canadian taxation with re- 

spect to the deductibility of gifts to a 
U. S. resident organization by a resi- 

dent of Canada. The rules of para- 

graph 6 parallel the rules of para- 

graph 5. The current limitations in 

Canadian law provide that deductions 
for gifts to charitable organizations 

may not exceed 20 percent of in- 

come. Excess deductions may be car- 

ried forward for one year. 

The term "family" used in para- 

graphs 5 and 6 is defined in para- 

graph 2 of the Exchange of Notes 
accompanying the Convention to 
mean an individual's brothers and 

sisters (whether by whole or half- 

blood, or by adoption), spouse, an- 

cestors, lineal descendents, and 
adopted descendents. Paragraph 2 of 
the Exchange of Notes also provides 

that the competent authorities of 
Canada and the United States will 

review procedures and requirements 
for organizations to establish their 

exempt status under paragraph I of 
Article XXI or as an eligible recipient 
of charitable contributions or gifts 
under paragraphs 5 and 6 of Article 
XXI. It is contemplated that such 

review will lead to the avoidance of 
duplicative administrative efforts in 

determining such status and eligibil- 

ity. 
The provisions of paragraph 5 and 

6 generally parallel the rules of Arti- 
cle XIII D of the 1942 Convention. 
However, paragraphs 5 and 6 permit 
greater deductions for certain contri- 
butions to colleges and universities 
than do the provisions of the 1942 
Convention. 

Article XXII. OTHER INCOME 

Paragraph 1 provides that a Con- 
tracting State of which a person is a 
resident has the sole right to tax 
items of income, wherever arising, if 
such income is not dealt with in the 
prior Articles of the Convention. If 
such income arises in the other Con- 
tracting State, however, it may also 
be taxed in that State. The determi- 
nation of where income arises for 
this purpose is made under the do- 
mestic laws of the respective Con- 
tracting States unless the Convention 
specifies where the income arises 
(e. g. , paragraph 6 of Article XI 
(Interest)) for purposes of determin- 
ing the right to tax, in which case the 
provisions of the Convention control. 

Paragraph 2 provides that to the 
extent that income distributed by an 
estate or trust resident in one Con- 
tracting State is deemed under the 
domestic law of that State to be a 
separate type of income "arising" 
within that State, such income dis- 
tributed to a beneficiary resident in 
the other Contracting State may be 
taxed in the State of source at a 
maximum rate of 15 percent of the 
gross amount of such distribution. 
Such a distribution will, however, be 
exempt from tax in the State of 
source to the extent that the income 
distributed by the estate or trust was 
derived by the estate or trust from 
sources outside that State. Thus, in a 
case where the law of Canada treats 

a distribution made by a trust resi- 
dent in Canada as a separate type of 
income arising in Canada, Canadian 
tax is limited by paragraph 2 to 15 
percent of the gross amount distrib- 
uted to a U. S. resident beneficiary. 
Although the Code imposes tax on 
certain domestic trusts (e. g. , accumu- 
lation trusts) and such trusts are 
residents of the United States for 
purposes of Article IV (Residence) 
and paragraph 2 of Article XXII, 
paragraph 2 does not apply to distri- 
butions by such trusts because, pur- 
suant to Code sections 667(e) and 
662(b), these distributions have the 
same character in the hands of a 
nonresident beneficiary as they do in 
the hands of the trust. Thus, a 
distribution by a domestic accumula- 
tion trust is not a separate type of 
income for U. S. purposes. The taxa- 
tion of such a distribution in the 
United States is governed by the 
distribution's character, the provi- 
sions of the Code and the provisions 
of the Convention other than the 
provision in paragraph 2 limiting the 
tax at source to 15 percent. 

Article XXIII. CAPITAL 

Although neither Canada nor the 
United States currently has national 
taxes on capital, Article XXIII pro- 
vides rules for the eventuality that 
such taxes might be enacted in the 
future. Paragraph 1 provides that 
capital represented by real property 
(as defined in paragraph 2 of Article 
VI (Income From Real Property)) 
owned by a resident of a Contracting 
State and situated in the other Con- 
tracting State may be taxed in that 
other State. 

Paragraph 2 provides that capital 
represented by either personal prop- 
erty forming part of the business 
property of a permanent establish- 
ment or personal property pertaining 
to a fixed base in a Contracting State 
may be taxed in that State. 

Paragraph 3 provides that capital 
represented by ships and aircraft op- 
erated by a resident of a Contracting 
State in international traffic and by 
personal property pertaining to the 
operation of such ships and aircraft 
are taxable only in the Contracting 
State of residence. 

Paragraph 4 provides that all ele- 
ments of capital other than those 
covered by paragraphs I, 2, and 3 
are taxable only in the Contracting 

1987-2 C B. 315 



State of residence. Thus, capital rep- 
resented by motor vehicles or railway 
cars, not pertaining to a permanent 
establishment or fixed base in a Con- 
tracting State, would be taxable only 
in the Contracting State of which the 
taxpayer is a resident. 

Article XXIV. ELIMINATION OF 
DOUBLE TAXATION 

Paragraph 1 provides the general 
rules that will apply under the Con- 
vention with respect to foreign tax 
credits for Canadian taxes paid or 
accrued. The United States under- 
takes to allow to a citizen or resident 
of the United States, or to a com- 
pany electing under Code section 
1504(d) to be treated as a domestic 
corporation, a credit against the Fed- 
eral income taxes imposed by the 
Code for the appropriate amount of 
income tax paid or accrued to Can- 
ada. In the case of a company which 
is a resident of the United States 
owning 10 percent or more of the 
voting stock of a company which is a 
resident of Canada (which for this 
purpose does not include a company 
electing under Code section 1504(d) 
to be treated as a domestic corpora- 
tion), and from which it receives 
dividends in a taxable year, the 
United States shall allow as a credit 
against income taxes imposed by the 
Code the appropriate amount of in- 
come tax paid or accrued to Canada 
by the Canadian company with re- 
spect to the profits out of which such 
company paid the dividends. 

The direct and deemed-paid credits 
allowed by paragraph 1 are subject 
to the limitations of the Code as they 
may be amended from time to time 
without changing the general princi- 
ple of paragraph 1. Thus, as is 
generally the case under U. S. income 
tax conventions, provisions such as 
Code sections 901(c), 904, 905, 907, 
908, and 911 apply for purposes of 
computing the allowable credit under 
paragraph 1. In addition, the United 
States is not required to maintain the 
overall limitation currently provided 
by U. S. law. 

The term "income tax paid or 
accrued" is defined in paragraph 7 
of Article XXIV to include certain 
specified taxes which are paid or 
accrued. The Convention only pro- 
vides a credit for amounts paid or 
accrued. The determination of 
whether an amount is paid or ac- 

crued is made under the Code. Para- 
graph 1 provides a credit for these 
specified taxes whether or not they 
qualify as creditable under Code sec- 
tion 901 or 903. A taxpayer who 
claims credit under the Convention 
for Canadian taxes made creditable 
solely by paragraph 1 is not, as a 
result of the Protocol, subject to a 
per-country limitation with respect to 
Canadian taxes. Thus, credit for such 
Canadian taxes would be computed 
under the overall limitation currently 
provided by U. S. law. (However, see 
the discussion below of the source 
rules of paragraphs 3 and 9 for a 
restriction on the use of third coun- 
try taxes to offset the U. S. tax 
imposed on resourced income). 

A taxpayer claiming credits for 
Canadian taxes under the Convention 
must apply the source rules of the 
Convention, and must apply those 
source rules in their entirety. Simi- 
larly, a taxpayer claiming credit for 
Canadian taxes which are creditable 
under the Code and who wishes to 
use the source rules of the Conven- 
tion in computing that credit must 
apply the source rules of the Conven- 
tion in their entirety. 

Paragraph 3 provides source rules 
for purposes of applying Article 
XXIV. Profits, income or gains of a 
resident of a Contracting State which 
may be taxed in the other Contract- 
ing State in accordance with the 
Convention, for reasons other than 
the saving clause of paragraph 2 of 
Article XXIX (Miscellaneous Rules) 
(e. g. , pensions and annuities taxable 
where arising pursuant to Article 
XVIII (Pensions and Annuities)), are 
deemed to arise in the latter State. 
This rule does not, however, apply to 
gains taxable under paragraph 5 of 
Article XIII (Gains) (i. e. , gains taxed 
by a Contracting State derived from 
the alienation of property by a 
former resident of that State). Gains 
from such an alienation arise, pursu- 
ant to paragraph 3(b), in the State of 
which the alienator is a resident. 
Thus, if in accordance with para- 
graph 5 of Article XIII, Canada 
imposes tax on certain gains of a 
U. S. resident such gains are deemed, 
pursuant to paragraphs 2 and 3(b) of 
Article XXIV, to arise in the United 
States for purposes of computing the 
deduction against Canadian tax for 
the U. S. tax on such gain. Under the 
Convention such gains arise in the 

United States for purposes 
United States foreign tax credit. 
Paragraph 3(b) also provides that 
profits, income, or gains arise in the 
Contracting State of which a person 
is a resident if they may not be taxed 
in the other Contracting State under 
the provisions of the Convention 
(e. g. , alimony), other than the "sav- 
ing clause" of paragraph 2 of Article 
XXIX. 

Paragraph 9 provides clarification 
that the source rules of this Article 
shall not be used to determine the 
credit available against U. S. tax for 
foreign taxes other than income taxes 
paid or accrued to Canada (i. e. , 
taxes of third countries). Thus, cred- 
itable third country taxes may not 
offset the U. S. tax on income treated 
as arising in Canada under the source 
rules of the Convention. A person 
claiming credit for income taxes of a 
third country may not rely upon the 
rules of paragraphs 3 and 6 for 
purposes of treating income that 
would otherwise have a U. S. source 
as having a foreign source. Thus, if 
the taxpayer elects to compute the 
foreign tax credit for any year using 
the special source rules set forth in 
paragraphs 3 and 6, paragraph 9 
requires that a separate limitation be 
computed for taxes not covered by 
paragraph 1 without regard to the 
source rules of paragraphs 3 and 6, 
and the credit for such taxes may not 
exceed such limitation. The credit 
allowed under this separate limitation 
may not exceed the proportion of the 
Federal income taxes imposed by the 
Code that the taxpayer's taxable in- 
come from foreign sources (under the 
Code) not included in taxable income 
arising in Canada (and not in excess 
of total foreign source taxable in- 
come under the Code) bears to the 
taxpayer's worldwide taxable income. 
In any case the credit for taxes 
covered by paragraph 1 and the 
credit for other foreign taxes is lim- 
ited to the amount allowed under an 
overall limitation computed by aggre- 
gating taxable income arising in Can- 
ada and other foreign source taxable 
income. 

If creditable Canadian taxes exceed 
the proportion of U. S. tax that tax- 
able income arising in Canada bears 
to the entire taxable income, such 
taxes may qualify to be absorbed by 
any excess in the separate limitation 
computed with respect to other taxes 
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In a case where a taxpayer has 
different types of income subject to 
separate limitations under the Code 
(e. g. , section 904(d)(l)(B) DISC divi- 
dends) the Convention rules just de- 
scribed apply in the context of each 
of the separate Code limitations. 

A taxpayer may, for any year, 
claim a credit pursuant to the rules 
of the Code. In such case, the tax- 
payer would be subject to the limita- 
tions established in the Code, and 
would forego the rules of the Con- 
vention that determine where taxable 
income arises. In addition, any Cana- 
dian taxes covered by paragraph I 

which are not creditable under the 
Code would not be credited. 

Thus, where a taxpayer elects to 
use the special source rules of this 
Article to compute the foreign tax 
credit for any year, the following 
computations must be made: 

Step 1(a): Compute a hypothetical 
foreign tax credit limitation for Ca- 
nadian income and taxes using the 
source rules of the Convention. 

Step 1 (b): Compute a hypothetical 
foreign tax credit limitation for third 
country income and taxes using the 
source rules of the Code. 

Step 1 (c): Compute an overall 
foreign tax credit limitation using the 
source rules of the Convention to the 
extent they resource Canadian source 
income as U. S. source income or 
U. S. source income as Canadian 
source income, and using the source 
rules of the Code with respect to any 
other income. 

Step 2: Allocate the amount of 
creditable Canadian taxes to the 
amount of the limitation computed 
under step 1(a), and allocate the 
amount of creditable third country 
taxes to the amount of the limitation 
computed under step 1(b). The 
amount of credit to be so allocated 

may not exceed the amount of the 

respective limitation. 
Step 3: (I) If the total credits 

allocated under step 2 exceed the 

amount of the limitation computed 
under step 1(c), the amount of allow- 

able credits must be reduced to that 

limitation (see Rev. Rul. 82-215, 
1982-2 C. B. 153 for the method of 
such reduction). 

(2) I f the total credits allocated 
under step 2 are less than the amount 

of the limitation computed under 

step 1(c), then (a) any amount of 
creditable Canadian taxes in excess of 

the amount of the step 1(a) limitation 

may be credited to the extent of the 

excess of the step l(c) limitation over 

the total step 2 allocation, and (b) 
any amount of third country taxes in 

excess of the amount of the step 1(b) 
limitation may not be credited. 

The following examples (in which 

the taxpayer's U. S. tax rate is pre- 
sumed to be 46/o) illustrate the ap- 
plication of the source rules of Arti- 

cle XXIV: 
Example l. (a) A U. S. corporate taxpayer 

has for the taxable year $100 of taxable 

income having a U. S. source under both the 

Convention and the Code; $100 of taxable 
income having a Canadian source under both 
the Convention and the Code; $50 of taxable 
income having a Canadian source under the 
Convention but a U. S. source under the Code 
(see, for example, paragraph I of Article VII 
(Business Profits) and paragraph 3(a) of Arti- 

cle XXIV); and $80 of taxable income having 

a foreign (non-Canadian) source under the 
Code. The taxpayer pays $75 of Canadian 
income taxes and $45 of third country income 
taxes. All the foreign source income of the 
taxpayer constitutes "other" income described 
in Code section 904(d)(1)(C). 

The source rule of the Convention are 
applied as follows to compute the taxpayer's 
foreign tax credit: 

Step l(a): $150 (Canadian source taxable 
income under convention) 

$330 (total taxable income) 

x $151. 80 = $69 limit for Canadian taxes. 

Step 1(b): $80 (third country source tax- 
able income under Code) 

$330 (total taxable income) 

x $151. 80 = $36. 80 limit for third country 
taxes. 

Step 1(c): $230 (overall foreign taxable 
income under source rules 
described above) 

$330 (total taxable income) 

x $151. 80 = $105. 80 total limit. 

Step 2: The taxpayer may tentatively credit 
$69 of the $75 Canadian income taxes under 
the step 1(a) limitation, and $36. 80 of the 
third country income taxes under the step 1(b) 
limitation. 

Step 3: Since the total amount of taxes 
credited under step 2 equals the taxpayer's 
total limitation of $105. 80 under step 1(c), no 
additional taxes may be credited. The taxpayer 
has a $6 Canadian income tax carryover and a 
$8. 20 third country income tax carryover for 
U. S. foreign tax credit purposes. 

(b) If the taxpayer had paid only $30 of 
third country taxes, he would credit that $30 
in step 2. Since the total amount of credits 
allowed under step 2 ($99) is less than the 
taxpayer's total limit of $105. 80, and since the 
taxpayer has $6 of excess Canadian taxes not 
credited under step 2, he may also claim a 
credit for that $6 of Canadian income taxes, 
for a total credit of $105. 

(c) If the taxpayer had paid $45 of third 
country income taxes and $65 of Canadian 
income taxes, the computation would be as 
follows: 

Step 2: The taxpayer would credit the $65 of 
Canadian income taxes, and would also credit 
$36. 80 of the $45 of third country income 
taxes. 

Step 3: Although the total amount of credits 
computed under step 2 ($101. 80) is less than 
the taxpayer's total limitation of $105. 80, no 
additional credits can be claimed since the 
taxpayer has only excess third country income 
taxes. The excess third country income taxes 
are thus not permitted to offset U. S. tax on 
income that is Canadian source income under 
the Convention. The taxpayer would have 
$8. 20 of third country income taxes as a 
carryover for U. S. foreign tax credit purposes. 

Example 2. A United States corporate tax- 

payer has for the taxable year $100 of taxable 
income having a Canadian source under the 
Convention but a U. S. source under the Code; 
$100 of taxable income having a U. S. source 
under both the Convention and the Code; $80 
of taxable income having a foreign (non- 
Canadian) source under the Code; and ($50) 
of loss allocated or apportioned to Canadian 
source income. The taxpayer pays $50 of 
foreign (non-Canadian) income taxes, and $20 
of Canadian income taxes. 

The source rules of the Convention are 
applied as follows to compute the taxpayer's 
foreign tax credit: 

Step 1(a): $50 (Canadian source taxable 
income under Contention) 

$230 (total taxableincome) 

x $105. 80 = $23 limit for Canadian taxes. 

Step 1(b): $80 (third country source tax- 
able income under Code) 

$230 (total taxable income) 

x $105. 80 = $36. 80 limit for third country 
taxes. 

Step 1(c): $130 (overall foreign taxable 
income under source rules 
described above) 

$230 (total taxable income) 
x $105. 80 = $59. 80 total limit. 

Step 2: Since the taxpayer paid $20 of 
Canadian income taxes, he may credit that 
amount in full since the step 1(a) limit is $23. 
Since the step l(b) limit is $36. 80, the taxpayer 
may credit $36. 80 of the $50 foreign income 
taxes paid. 

Step 3: Although the total taxes credited 
under step 2 ($56. 80) is less than the 
taxpayer's total limit of $59. 80, no additional 
credits may be claimed since the only excess 
taxes are third country income taxes, and 
those may not be used to offset any excess 
limitation in step 3. The $13. 20 of foreign 
taxes not allowed as a credit is available as a 
foreign tax credit carryover. 

Example 3: The facts are the same as in 
Example 2, except that foreign (non-Canadian) 
operations result in a loss of ($30) rather than 
taxable income of $80, and no foreign (non- 
Canadian) income taxes are paid. The 
taxpayer's credit is computed as follows: 

Step l(a): $50 x $55. 20 = $23 limit for 
$120 Canadian taxes. 

Step 1(b): Since there is no third country 
source taxable income under the Code, the 
limit for third country income taxes is zero. 
Step 1(c): $20 x $55. 20 = $9. 20 limit limit. 

$120 
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Step 

Step 
$65 of 

1(c): $180 x $82. 80 = $82. 80 total 
$180 limit. 

2: The taxpayer tentatively credits the 
Canadian income taxes against the $69 

Step 2: Since the taxpayer paid $20 of 
Canadian income tax, he may tentatively credit 
that amount in full since the step 1(a) limit is 
$23. 

Step 3: Since the total taxes credited under 
step 2 ($20) exceeds the taxpayer's total limit 
of $9. 20, the taxpayer must reduce the total 
amount claimed as a credit of $9. 20. The 
remaining $10. 80 of Canadian income taxes 
are available as a foreign tax credit carryover. 

Example 4. The facts are the same as in 
Example 2, except that the first $100 of 
taxable income mentioned in Example 2 has a 
Canadian source under both the Convention 
and the Code. 

Step 1(a): $50 x $105. 80 = $23 limit for 
$120 Canadian taxes. 

Step 1(b): $80 x $105. 80 = $36. 80 limit 
$120 for third country 

income taxes. 

Step 1(c): $130 x $105. 80 = $59. 80 total 
$230 limit. 

Step 2: The taxpayer credits the $20 of 
Canadian income tax and $36. 80 of third 
country income tax, 

Step 3: As explained in Example 2, the 
taxpayer's total credit is limited to $56. 80. In 
this case, however, if the Canadian taxes 
covered by the Convention are creditable un- 
der the Code, the taxpayer could elect the 
Code limitation of $59. 80 ($130 x $105. 80), 

$230 
which is more advantageous than the Conven- 
tion limitation because that limitation does not 
permit third country income taxes to be cred- 
ited against the U. S. tax on income arising in 
Canada under the Convention. 

Example 5. The facts are the same as in 
Example 2, except that the corporation pays 
$25 of Canadian income taxes and $12 of 
foreign (non-Canadian) income taxes. Under 
step 2, the taxpayer would credit $23 of the 
$25 of Canadian income taxes and the full $12 
of third country income taxes. Since the total 
amount of income taxes credited under step 2 
is $35, which is less than the taxpayer's total 
limit of $59. 80, the taxpayer may credit an 
amount of Canadian income taxes up to the 
$24. 80 excess. Here, the taxpayer may claim a 
credit for the additional $2 of Canadian 
income taxes not credited under step 2, and 
has a total credit of $37. 

Example 6. (a) A U. S. corporate taxpayer 
has for the taxable year $100 of taxable 
income having a Canadian source under the 
Convention and the Code; $50 of taxable 
income having a Canadian source under the 
Convention but a U. S. source under the Code; 
$80 of taxable income having a foreign (non- 
Canadian) source under the Code; and ($50) 
of loss allocated or apportioned to U. S. source 
income. The taxpayer pays $65 of Canadian 
income taxes, and $45 of third country income 
taxes. 

Step l(a): $150 x $82. 80 = $69 limit for 
$180 Canadian income 

taxes. 

Step 1(b): $80 x $82. 80 = $36. 80 limit 
$180 for third country 

income taxes. 

limit of step 1(a), and $36. 80 of the $45 of 
third country income taxes against the $36. 80 
limit of step 1(b). 

Step 3: Since the total amount of credits 
tentatively allowed under step 2 ($101. 80) 
exceeds the taxpayer's total limit of $82. 80 
under step 1(c), the taxpayer's allowable credit 
is reduced to $82. 80 under the method pro- 
vided by Rev. Rul. 82-215. 

(b) If the taxpayer had paid only $40 of 
Canadian income taxes, the total credits tenta- 
tively allowed under step 2 is $76. 80. Although 
that amount is less than the $82. 80 total limit 
under step l(c), no additional taxes may be 
credited since the taxpayer only has excess 
third country income taxes. The $8. 20 of 
excess third country income taxes would be 
allowed as a foreign tax credit carryover. 

The general rule for avoiding double taxa- 
tion in Canada is provided in paragraph 2. 
Pursuant to paragraph 2(a) Canada undertakes 
to allow to a resident of Canada a credit 
against income taxes imposed under the In- 
come Tax Act for the appropriate amount of 
income taxes paid or accrued to the United 
States. Paragraph 2(b) provides for the deduc- 
tion by a Canadian company, in computing 
taxable income, of any dividend received out 
of the exempt surplus of a U. S. company 
which is an affiliate. The provisions of para- 
graphs 2 (a) and (b) are subject to the 
provisions of the Income Tax Act as they may 
be amended from time to time without chang- 
ing the genera! principle of paragraph 2. 
Paragraph 2(c) provides that where Canada 
imposes a tax on the alienation of property 
pursuant to the provisions of paragraph 5 of 
Article XIII (Gains), Canada will allow a 
credit for the income tax paid or accrued to 
the United States on such gain. 

The rules of paragraph 1 are modified in 
certain respects by rules in paragraphs 4 and 5 

for income derived by United States citizens 
who are residents of Canada. Paragraph 4 
provides two steps for the elimination of 
double taxation in such a case. First, para- 
graph 4(a) provides that Canada shall allow a 
deduction from (credit against) Canadian tax 
in respect of income tax paid or accrued to the 
United States in respect of profits, income, or 
gains which arise in the United States (within 
the meaning of paragraph 3(a)); the deduction 
against Canadian tax need not, however, ex- 
ceed the amount of income tax that would be 
paid or accrued to the United States if the 
individual were not a U. S. citizen, after taking 
into account any relief available under the 
Convention. 

The second step, as provided in 
paragraph 4(b), is that the United 
States allows as a credit against 
United States tax, subject to the rules 
of paragraph 1, the income tax paid 
or accrued to Canada after the Cana- 
dian credit for U. S. tax provided by 
paragraph 4(a). The credit so allowed 
by the United States is not to reduce 
the portion of the United States tax 
that is creditable against Canadian 
tax in accordance with paragraph 
4(a). 

The following example illustrates 
the application of paragraph 4. 

Example A 
ada — A U. S. citizen who is a resident of Cana 

earns $175 of income from the performance 
of independent personal services, of \ 

' 

$100 is derived from services performed in 

Canada and $75 from services performed in 

the United States. That is his total world- 
wide income. 
If he were not a U. S. citizen, the United 
States could tax $75 of that amount under 
Article XIV (Independent Personal Ser- 
vices). By reason of paragraph 3(a), the $75 
that may be taxed by the United States 
under Article XIV is deemed to arise in the 
United States. Assume that the U. S. tax on 
the $75 would be $25 if the taxpayer were 

not a U. S. citizen. 
— However, since the individual is a U. S. 

citizen, he is subject to U. S. tax on his 

worldwide income of $175. After excluding 
$75 under section 911, his taxable income is 

$100 and his U. S. tax is $40. 
— Because he is a resident of Canada, he is 

also subject to Canadian tax on his world- 
wide income. Assume that Canada taxes the 
$175 at $75. — Canada will credit against its tax of $75 the 
U. S. tax at source of $25, leaving a net 
Canadian tax of $50. 

— The United States will credit against its tax 
of $40 the Canadian tax net of credit, but 
without reducing its source basis tax of $25; 
thus, the allowable credit is $40 — $25 
$15. 

— To use a credit of $15 requires Canadian 
source taxable income of $37. 50 
($37. 50/$100 x $40 = $15). Without any 
special treaty rule, Canadian source taxable 
income would be only $25 ($100 less the 
section 911 exclusion of $75). Paragraph 6 
provides for resourcing an additional $12. 50 
of income to Canada, so that the credit of 
$15 can be fully used. 
Paragraph 5 provides special rules for the 

elimination of double taxation in the case of 
dividends, interest, and royalties earned by a 
U. S. citizen resident in Canada. These rules 

apply notwithstanding the provisions of para- 
graph 4, but only as long as the law in Canada 
allows a deduction in computing income for 
the portion of any foreign tax paid in respect 
of dividends, interest, or royalties which ex- 
ceeds 15 percent of the amount of such items 
of income, and only with respect to those 
items of income. The rules of paragraph 4 
apply with respect to other items of income; 
moreover, if the law in force in Canada 
regarding the deduction for foreign taxes 
changes, the provisions of paragraph 5 shall 
not apply and the U. S. foreign tax credit for 
Canadian taxes and the Canadian credit for 
U. S. taxes will be determined solely pursuant 
to the provisions of paragraph 4. 

The calculations under paragraph 5 are as 
follows. First, the deduction allowed in Can- 
ada in computing income shall be made with 
respect to U. S. tax on the dividends, interest, 
and royalties before any foreign tax credit by 
the United States with respect to income tax 
paid or accrued to Canada. Second, Canada 
shall allow a deduction from (credit against) 
Canadian tax for U. S. tax paid or accrued 
with respect to the dividends, interest, 
royalties, but such credit need not exceed 
percent of the gross amount of such items of 
income that have been included in computing 
income for Canadian tax purposes. (The credtt 
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mav, however, exceed the amount of tax that 
the United States would be entitled to levy 
under the Convention upon a Canadian resi- 
dent who is not a U. S. citizen. ) Third, for 
purposes of computing the U. S. tax on such 
dividends, interest, and royalties, the United 
States shall allow as a credit against the U. S. 
tax the income tax paid or accrued to Canada 
after the 15 percent credit against Canadian 
tax for income tax paid or accrued to the 
United States. The United States is in no event 
obliged to give a credit for Canadian income 
tax which will reduce the U. S. tax below 15 
percent of the amount of the dividends, inter- 
est, and royalties. 

The rules of paragraph 5 are illustrated by 
the following examples. 
Example B — A U. S. citizen who is a resident of Canada 

has $100 of royalty income arising in the 
United States. The tentative U. S. tax before 
foreign tax credit is $40. — Canada, under its law, allows a deduction 
for the U, S. tax in excess of 15 percent or, 
in this case, a deduction of $25 ($40 
$15). The Canadian taxable income is $75 
and the Canadian tax on that amount is 
$35. — Canada gives a credit of $15 (the maximum 
credit allowed is 15 percent of the gross 
royalty taken into Canadian income) and 
collects a net tax of $20. — The United States allows a credit for the net 
Canadian tax against its tax in excess of 15 
percent. Thus, the maximum credit is $25 
($40 — $15). But since the net Canadian tax 
paid was $20, the usable credit is $20. — To be able to use a credit of $20 requires 
Canadian source taxable income of $50 
(50% of the U. S. tentative tax of $40). 
Under paragraph 6, $50 of the U. S. royalty 
is resourced to be of Canadian source. The 
credit of $20 may then be offset against the 
U. S. tax of $40, leaving a net V. S. tax of 
$20, — The combined tax paid to both countries is 

$40, $20 to Canada and $20 to the United 
States. 

Example C 
A U. S. citizen who is a resident of Canada 

receives $200 of income with respect to per- 
sonal services performed within Canada and 
$100 of royalty income arising within the 
United States. Taxable income for U. S. pur- 

poses, taking into account the rules of Code 
section 911, is $220. U. S. tax (before foreign 
tax credits) is $92. The $100 of royalty income 
is deemed to bear U. S. tax (before foreign tax 
credits) of $41. 82 

($100 x $92). 
$220 

Under Canadian law, a deduction of $26. 82 

(the excess of $41. 82 over 15 percent of the 

$100 royalty income) is allowed in computing 

income. The Canadian tax on $273. 18 of 
income ($300 less the $26. 82 deduction) is 

$130. Canada then gives a credit against the 

$130 for $15 (the U. S. tax paid or accrued 

with respect to the royalty, $41. 82, but limited 

to 15 percent of the gross amount of such 

income, or $15), leaving a final Canadian tax 

of $115. Of the $115, $30. 80 is attributable to 
the royalty 
($73. )8 ($100 royalty less $26. 82 deduction) x $115. 

( 273. 18 ( 300 income less $26. 82 deduction) 

Of this amount, $26. 82 is creditable against 

U. S. tax pursuant to paragraph 5. (Although 

the U. S. allows a credit for the Canadian tax 

imposed on the royalty, $30. 80, the credit may 

not reduce the U. S. tax below 15 percent of 
the amount of the royalty. Thus, the maxi- 

mum allowable credit is the excess of $41. 82, 

the U. S. tax imposed on the royalty income, 

over $15, which is 15 percent of the $100 
royalty). The remaining $3. 98 (the Canadian 

tax of $30. 80 less the credit allowed of $26. 82) 
is a foreign tax credit carryover for U. S, 
purposes, subject to the limitations of para- 

graph 5. (An additional $50. 18 of Canadian 

tax with respect to Canadian source services 

income is creditable against U. S. tax pursuant 

to paragraphs 3 and 4(b). The $50. 18 is 

computed as follows: tentative U. S. tax (be- 

fore foreign tax credits) is $92; the U. S. tax on 

Canadian source services income is $50. 18 ($92 
less the U. S. tax on the royalty income of 
$41. 82); the limitation on the services income 
ts: 
$120 (taxable income from services) x $92, 
$220 (total taxable income) 
or $50, 18. The credit for Canadian tax paid on 
the services income is therefore $50. 18; the 
remainder of the Canadian tax on the services 
income, or $34. 02, is a foreign tax credit 
carryover for U. S. purposes, subject to the 
limitations of paragraph 5). 

Paragraph 6 is necessary to imple- 
ment the objectives of paragraphs 
4(b) and 5(c). Paragraph 6 provides 
that where a U. S. citizen is a resident 
of Canada, items of income referred 
to in paragraph 4 or 5 are deemed 
for the purposes of Article XXIV to 
arise in Canada to the extent neces- 
sary to avoid double taxation of 
income by Canada and the United 
States consistent with the objectives 
of paragraphs 4(b) and 5(c). Para- 
graph 6 can override the source rules 
of paragraph 3 to permit a limited 
resourcing of income. The principles 
of paragraph 6 have effect, pursuant 
to paragraph 3(b) of Article XXX 
(Entry Into Force), for taxable years 
beginning on or after January 1, 
1976. See the discussion of Article 
XXX below. 

The application of paragraph 6 is 
illustrated by the following example. 
Example D 

The facts are the same as in Example C. 
The United States has undertaken, pursuant to 
paragraph 5(c) and paragraph 6, to credit 
$26. 82 of Canadian taxes on royalty income 
that has a U. S. source under both paragraph 3 
and the internal Revenue Code. (As illustrated 
in Example C, the credit, however, only 
reduces the U. S. tax on the royalty income 
which exceeds 15 percent of the amount of 
such income included in computing U. S. tax- 
able income). Pursuant to paragraph 6, for 
purposes of determining the U. S. foreign tax 
credit limitation under the Convention with 
respect to Canadian taxes, 
$64. 13 ( A x $92 = $26. 82; A = $64. 13) 

$220 
of taxable income with respect to the royalties 
is deemed to arise in Canada. 

Paragraph 7 provides that any ref- 
erence to "income tax paid or ac- 
crued" to Canada or the United 
States includes Canadian tax or 
United States tax, as the case may 
be. The terms "Canadian tax" and 
"United Staes tax" are defined in 

paragraphs 1(c) and 1(d) of Article 
III (General Definitions). References 
to income taxes paid or accrued also 
include taxes of general application 
paid or accrued to a political subdivi- 
sion or local authority of Canada or 
the United States which are not im- 

posed by such political subdivision or 
local authority in a manner inconsis- 
tent with the provisions of the Con- 
vention and which are substantially 
similar to taxes of Canada or the 
United States referred to in para- 
graphs 2 and 3(a) of Article II (Taxes 
Covered). 

In order for a tax imposed by a 
political subdivision or local author- 
ity to fall within the scope of para- 
graph 7, such tax must apply to 
individuals, companies, or other per- 
sons generally, and not only to a 
particular class of individuals or 
companies or a particular type of 
business. The tax must also be sub- 
stantially similar to the national taxes 
referred to in paragraphs 2 and 3(a) 
of Article II. Finally, the political 
subdivision or local authority must 
apply its tax in a manner not incon- 
sistent with the provisions of the 
Convention. For example, the politi- 
cal subdivision or local authority 
must not impose its tax on a resident 
of the other Contracting State earn- 
ing business profits within the politi- 
cal subdivision or local authority but 
not having a permanent establishment 
there. It is understood that a Cana- 
dian provincial income tax that satis- 
fied the conditions of paragraph 7 on 
September 26, 1980 also satisfied the 
conditions of that paragraph on June 
14, 1983 — i. e. , no significant changes 
have occurred in the taxes imposed 
by Canadian provinces. 

Paragraph 8 relates to the provi- 
sions of Article XXIII (Capital). It 
provides that where a resident of a 
Contracting State owns capital which, 
in accordance with the provisions of 
Article XXIII, may be taxed in the 
other Contracting State, the State of 
residence shall allow as a deduction 
from (credit against) its tax on capi- 
tal an amount equal to the capital 
tax paid in the other Contracting 
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State. The deduction is not, however, 
to exceed that part of the capital tax, 
computed before the deduction, 
which is attributable to capital which 
may be taxed in the other State. 

Article XXV. 
NON-DISCRIMINATION 

Paragraphs 1 and 2 of Article 
XXV protect individual citizens of a 
Contracting State from discrimina- 
tion by the other Contracting State in 
taxation matters. Paragraph 1 pro- 
vides that a citizen of a Contracting 
State who is a resident of the other 
Contacting State may not be sub- 
jected in that other State to any 
taxation or requirement connected 
with taxation which is other or more 
burdensome than the taxation and 
connected requirements imposed on 
similarly situated citizens of the other 
State. 

Paragraph 2 assures protection in a 
case where a citizen of a Contracting 
State is not a resident of the other 
Contracting State. Such a citizen may 
not be subjected in the other State to 
any taxation or requirement con- 
nected to taxation which is other or 
more burdensome than the taxation 
and connected requirements to which 
similarly situated citizens of any third 
State are subjected. The reference to 
citizens of a third State "in the same 
circumstances" includes consideration 
of the State of residence. Thus, pur- 
suant to paragraph 2, the Canadian 
taxation with respect to a citizen of 
the United States resident in, for 
example, the United Kingdom may 
not be more burdensom than the 
taxation of a U. K. citizen resident in 
the United Kingdom. Any benefits 
available to the U. K. citizen by virtue 
of an income tax convention between 
the United Kingdom and Canada 
would be available to the U. S. citizen 
resident in the United Kingdom if he 
is otherwise in the same circum- 
stances as the U. K. citizen. 

Paragraph 3 assures that, in com- 
puting taxable income, an individual 
resident of a Contracting State will 

be entitled to the same deduction for 
dependents resident in the other Con- 
tracting State that would be allowed 
if the dependents were residents of 
the individual's State of residence. 
The term "dependent" is defined in 
accordance with the rules set forth in 

paragraph 2 of Article III (General 
Definitions). For U. S. tax purposes, 

paragraph 3 does not expand the 
benefits currently available to a resi- 
dent of the United States with a 
dependent resident in Canada. See 
Code section 152(b)(3). 

Paragraph 4 allows a resident of 
Canada (not a citizen of the United 
States) to file a joint return in cases 
where such person earns salary, 
wages, or other similar remuneration 
as an employee and such income is 
taxable in the United States under 
the Convention. Paragraph 4 does 
not apply where the resident of Can- 
ada earns wages which are exempt in 

the United States under Article XV 
(Dependent Personal Services) or 
earns only income taxable by the 
United States under provisions of the 
Convention other than Article XV. 

The benefit provided by paragraph 
4 is available regardless of the resi- 
dence of the taxpayer's spouse. It is 
limited, however, by a formula de- 
signed to ensure that the benefit is 
available solely with respect to per- 
sons whose U. S. source income is 
entirely, or almost entirely, wage in- 
come. The formula limits the United 
States tax with respect to wage in- 
come to that portion of the total 
U. S. tax that would be payable for 
the taxable year if both the individ- 
ual and his spouse were United States 
citizens as the individual's taxable 
income (determined without any of 
the benefits made available by para- 
graph 4, such as the standard deduc- 
tion) bears to the total taxable in- 
come of the individual and his 
spouse. The term "total United 
States tax" used in the formula is 
total United States tax without regard 
to any foreign tax credits, as pro- 
vided in subparagraph 4(a). (Foreign 
income taxes may, however, be 
claimed as deductions in computing 
taxable income, to the extent allowed 
by the Code. ) In determining total 
taxable income of the individual and 
his spouse, the benefits made avail- 
able by paragraph 4 are taken into 
account, but a deficit of the spouse is 
not. 

The following example illustrates 
the application of paragraph 4. 

A, a Canadian citizen and resident, is 
married to B who is also a Canadian citizen 
and resident. A earns $12, 000 of wages taxable 
in the U. S. under Article XV (Dependent 
Personal Services) and $2, 000 of wages taxable 
only in Canada. B earns $1, 000 of U. S. source 
dividend income, taxed by the United States at 
15 percent pursuant to Article X (Dividends). 
B also earns $2, 000 of wages taxable only in 

Canada. A's taxable income for U. S P" 
poses, determined without regard to paragraph 
4, is $11, 700 ($12, 000 — $2, 000 (Code sections 
151(b) and 873(b)(3)) + $1, 700 (Code section 
63)). The U. S. tax (Code section 1(d)) 
respect to such income is $2, 084. 50. The total 
U. S. tax payable by A and B if both were 

U. S. citizens and all their income arose in the 
United States would be $2, 013 under Code 
section 1(a) on taxable income of $14, 800 
($17, 000 — $200 (Code section 116) — $2, 000 
(Code section 151)). Pursuant to paragraph 4, 
the U. S. tax imposed on A's wages from U. S. 
sources is limited to 
$1, 591. 36 ($1 1, 700 x $2, 013). B's U. S. 

$14, 800 
tax liability with respect to the U. S. source 
dividends remains $150. 

The provisions of paragraph 4 may 
be elected on a year-by-year basis. 
They are purely computational and 
do not make either or both spouses 
residents of the United States for the 
purpose of other U. S. income tax 
conventions. The rules relating to the 
election provided by U. S. law under 
Code section 6013(g)(see section 
1. 6013-6 of the Treasury Regula- 
tions) do not apply to the election 
described in this paragraph. 

Paragraph 5 protects against dis- 
crimination in a case where the capi- 
tal of a company which is a resident 
of one Contracting State is wholly or 
partly owned or controlled, directly 
or indirectly, by one or more resi- 
dents of the other Contracting State. 
Such a company shall not be sub- 

jected in the State of which it is a 
resident to any taxation or require- 
ment connected therewith which is 

other or more burdensome than the 
taxation and connected requirements 
to which are subjected other similar 
companies which are residents of that 
State but whose capital is wholly or 
partly owned or controlled, directly 
or indirectly, by one or more resi- 
dents of a third State. 

Paragraph 6 protects against dis- 
crimination in the case of a perma- 
nent establishment which a resident 
of one Contracting State has in the 
other Contracting State. The taxation 
of such a permanent establishment by 
the other Contracting State shall not 
be less favorable than the taxation of 
residents of that other State carrying 
on the same activities. The paragraph 
specifically overrides the provisions 
of Article XXIV (Elimination of 
Double Taxation), thus ensuring that 
permanent establishments will be en- 
titled to relief from double taxation 
on a basis comparable to the relief 
afforded to similarly situated resi- 
dents. Paragraph 6 does not oblige a 
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Contracting State to grant to a resi- 
dent of the other Contracting State 
any personal allowances, reliefs, and 
reductions for taxation purposes on 
account of civil status or family 
responsibilities which it grants to its 
own residents. In addition, paragraph 
6 does not require a Contracting 
State to grant to a company which is 
a resident of the other Contracting 
State the same tax relief that it grants 
to companies which are resident in 
the first-mentioned State with respect 
to intercorporate dividends. This pro- 
vision is merely clarifying in nature, 
since neither the United States nor 
Canada would interpret paragraph 6 
to provide for granting the same 
relief in the absence of a specific 
denial thereof. The principles of 
paragraph 6 would apply with respect 
to a fixed base as well as a perma- 
nent establishment. Paragraph 6 does 
not, however, override the provisions 
of Code section 906. 

Paragraph 7 concerns the right of 
a resident of a Contracting State to 
claim deductions for purposes of 
computing taxable profits in the case 
of disbursements made to a resident 
of the other Contracting State. Such 
disbursements shall be deductible un- 
der the same conditions as if they 
had been made to a resident of the 
first-mentioned State. Thus, this 
paragraph does not require Canada 
to permit a deduction to a Canadian 
trust for disbursements made to a 
nonresident beneficiary out of income 
derived from a business in Canada or 
Canadian real property; granting 
such a deduction would result in 

complete exemption by Canada of 
such income and would put Canadian 
trusts with nonresident beneficiaries 
in a better position than if they had 
resident beneficiaries. These provi- 
sions do not apply to amounts to 
which paragraph 1 o f Article IX 
(Related Persons), paragraph 7 of 
Article XI (Interest), or paragraph 7 

of Article XII (Royalties) apply. 
Paragraph 7 of Article XXV also 

provides that, for purposes of deter- 

mining the taxable capital of a resi- 

dent of a Contracting State, any 

debts of such person to a resident of 
the other Contracting State shall be 

deductible under the same conditions 

as if they had been contracted to a 
resident of the first-mentioned State. 
This portion of paragraph 7 relates 

to Article XXIII (Capital). 

Paragraph 8 provides that, not- 

withstanding the provisions of para- 

graph 7, a Contracting State may 
enforce the provisions of its taxation 
laws relating to the deductibility of 
interest, in force on September 26, 
1980, or as modified subsequent to 
that date in a manner that does not 
change the general nature of the 
provisions in force on September 26, 
1980; or which are adopted after 
September 26, 1980, and are designed 
to ensure that nonresidents do not 
enjoy a more favorable tax treatment 
under the taxation laws of that State 
than that enjoyed by residents. Thus 
Canada may continue to limit the 
deductions for interest paid to certain 
nonresidents as provided in section 
18(4) of Part I of the Income Tax 
Act. 

Paragraph 9 provides that expenses 
incurred by citizens or residents of a 
Contracting State with respect to any 
Convention, including any seminar, 
meeting, congress, or other function 
of similar nature, held in the other 
Contracting State, are deductible for 
purposes of taxation in the first- 
mentioned State to the same extent 
that such expenses would be deduct- 
ible if the convention were held in 
that first-mentioned State. Thus, for 
U. S. income tax purposes an individ- 
ual who is a citizen or resident of the 
United States and who attends a 
convention held in Canada may claim 
deductions for expenses incurred in 
connection with such convention 
without regard to the provisions of 
Code section 274(h). Section 274(h) 
imposes special restrictions on the 
deductibility of expenses incurred in 
connection with foreign conventions. 
A claim for a deduction for such an 
expense remains subject, in all 
events, to the provisions of U. S. law 
with respect to the deductibility of 
convention expenses generally (e. g. , 
Code sections 162 and 212). Simi- 
larly, in the case of a citizen or 
resident of Canada attending a con- 
vention in the United States, para- 
graph 9 requires Canada to allow a 
deduction for expenses relating to 
such convention as if the convention 
had taken place in Canada. 

Paragraph 10 provides that, not- 
withstanding the provisions of Article 
II (Taxes Covered), the provisions of 
Article XXV apply in the case of 
Canada to all taxes imposed under 
the Income Tax Act; and, in the case 

of the United States, to all taxes 
imposed under the Code. Article 
XXV does not apply to taxes im- 

posed by political subdivisions or 
local authorities of Canada or the 
United States. 

Article XXV substantially broadens 
the protection against discrimination 
provided by the 1942 Convention, 
which contains only one provision 
dealing specifically with this subject. 
That provision, paragraph 11 of the 
Protocol to the 1942 Convention, 
states that citizens of one of the 
Contracting States residing within the 
other Contracting State are not to be 
subjected to the payment of more 
burdensome taxes than the citizens of 
the other State. 

The benefits of Article XXV may 
affect the tax liability of a U. S. 
citizen or resident with respect to the 
United States. See paragraphs 2 and 
3 of Article XXIX (Miscellaneous 
Rules). 

Article XXVI. MUTUAL 
AGREEMENT PROCEDURE 

Paragraph I provides that where a 
person considers that the actions of 
one or both of the Contracting States 
will result in taxation not in accor- 
dance with the Convention, he may 
present his case in writing to the 
competent authority of the Contract- 
ing State of which he is a resident or, 
if he is a resident of neither Con- 
tracting State, of which he is a 
national. Thus, a resident of Canada 
must present to the Minister of Na- 
tional Revenue (or his authorized 
representative) any claim that such 
resident is being subjected to taxation 
contrary to the Convention. A person 
who requests assistance from the 
competent authority may also avail 
himself of any remedies available 
under domestic laws. 

Paragraph 2 provides that the com- 
petent authority of the Contracting 
State to which the case is presented 
shall endeavor to resolve the case by 
mutual agreement with the competent 
authority of the other Contracting 
State, unless he believes that the 
objection is not justified or he is able 
to arrive at a satisfactory unilateral 
solution. Any agreement reached be- 
tween the competent authorities of 
Canada and the United States shall 
be implemented notwithstanding any 
time or other procedural limitations 
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in the domestic laws of the Contract- 
ing States, except where the special 
mutual agreement provisions of Arti- 
cle IX (Related Persons) apply, pro- 
vided that the competent authority of 
the Contracting State asked to waive 
its domestic time or procedural limi- 
tations has received written notifica- 
tion that such a case exists within six 
years from the end of the taxable 
year in the first-mentioned State to 
which the case relates. The notifica- 
tion may be given by the competent 
authority of the first-mentioned 
State, the taxpayer who has requested 
the competent authority to take ac- 
tion, or a person related to the 
taxpayer. Unlike Article IX, Article 
XXVI does not require the competent 
authority of a Contracting State to 
grant unilateral relief to avoid double 
taxation in a case where timely noti- 
fication is not given to the competent 
authority of the other Contracting 
State. Such unilateral relief may, 
however, be granted by the compe- 
tent authority in its discretion pursu- 
ant to the provisions of Article 
XXVI and in order to achieve the 
purposes of the Convention. In a 
case where the provisions of Article 
IX apply, the provisions of para- 
graphs 3, 4, and 5 of that Article are 
controlling with respect to adjust- 
ments and corresponding adjustments 
of income, loss, or tax and the effect 
of the Convention upon time or 
procedural limitations of domestic 
law. Thus, if the provisions of para- 
graph 2 of Article XXVI do not 
independently authorize such relief. 

Paragraph 3 provides that the com- 
petent authorities of the Contacting 
States shall endeavor to resolve by 
mutual agreement any difficulties or 
doubts arising as to the interpretation 
or application of the Convention. In 
particular, the competent authorities 
may agree to the same attribution of 
profits to a resident of a Contracting 
State and its permanent establishment 
in the other Contracting State; the 
same allocation of income, deduc- 
tions, credits, or allowances between 
persons; the same determination of 
the source of income; the same char- 
acterization of particular items of 
income; a common meaning of any 
term used in the Convention; rules, 
guidelines, or procedures for the 
elimination of double taxation with 

respect to income distributed by an 
estate or trust, or with respect to a 

partnership; or to increase any dollar 
amounts referred to in the Conven- 
tion to reflect monetary or economic 
developments. The competent author- 
ities may also consult and reach 
agreements on rules, guidelines, or 
procedures for the elimination of 
double taxation in cases not provided 
for in the Convention. 

The list of subjects of potential 
mutual agreement in paragraph 3 is 
not exhaustive; it merely illustrates 
the principles set forth in the para- 
graph. As in the case of other U. S. 
tax conventions, agreement can be 
arrived at in the context of determin- 
ing the tax liability of a specific 
person or in establishing rules, guide- 
lines, and procedures that will apply 
generally under the Convention to 
resolve issues for classes of taxpay- 
ers. It is contemplated that paragraph 
3 could be utilized by the competent 
authorities, for example, to resolve 
conflicts between the domestic laws 
of Canada and the United States 
with respect to the allocation and 
apportionment of deductions. 

Paragraph 4 provides that each 
Contracting State will endeavor to 
collect on behalf of the other State 
such amounts as may be necessary to 
ensure that relief granted by the 
Convention from taxation imposed 
by the other State does not enure to 
the benefit of persons not entitled to 
such relief. Paragraph 4 does not 
oblige either Contracting State to 
carry out administrative measures of 
a different nature from those that 
would be used by Canada or the 
United States in the collection of its 
own tax or which would be contrary 
to its public policy. 

Paragraph 5 confirms that the 
competent authorities of Canada and 
the United States may communicate 
with each other directly for the pur- 
pose of reaching agreement in the 
sense of paragraphs 1 through 4. 

Article XXVII. EXCHANGE OF 
INFORMATION 

Paragraph 1 authorizes the compe- 
tent authorities to exchange the infor- 
mation necessary for carrying out the 
provisions of the Convention or the 
domestic laws of Canada and the 
United States concerning taxes cov- 
ered by the Convention, insofar as 
the taxation under those domestic 
laws is not contrary to the Conven- 
tion. The authority to exchange in- 

formation granted by paragraph 
not restricted by Article I (Persona 
Scope), and thus need not relate 
solely to persons otherwise covered 
by the Convention. It is contem- 
plated that Article XXVII will be 
utilized by the competent authorities 
to exchange information upon re- 

quest, routinely, and spontaneously. 

Any information received by a 
Contracting State pursuant to the 
Convention is to be treated as secret 
in the same manner as information 
obtained under the taxation laws of 
that State. Such information shall be 
disclosed only to persons or authori- 
ties, including courts and administra- 
tive bodies, involved in the assess- 
ment or collection of, the 
administration and enforcement in 

respect of, or the determination of 
appeals in relation to, the taxes cov- 
ered by the Convention and the 
information may be used by such 
persons only for such purposes. (In 
accordance with paragraph 4, for the 
purposes of this Article the Conven- 
tion applies to a broader range of 
taxes than those covered specifically 
by Article II (Taxes Covered). 

In specific cases a competent au- 
thority providing information may, 
pursuant to paragraph 3, impose 
such other conditions on the use of 
information as are necessary. Al- 

though the information received by 
persons described in paragraph 1 is 

to be treated as secret, it may be 
disclosed by such persons in public 
court proceedings or in judicial deci- 
sions. 

The provisions of paragraph 1 au- 
thorize the U. S. competent authority 
to continue to allow the General 
Accounting Office to examine tax 
return information received from 
Canada when GAO is engaged in a 
study of the administration of U. S. 
tax laws pursuant to a directive of 
Congress. However, the secrecy re- 
quirements of paragraph 1 must be 
met. 

If a Contracting State requests in- 
formation in accordance with Article 
XXVII, the other Contracting State 
shall endeavor, pursuant to para- 
graph 2, to obtain the information to 
which the request relates in the same 
manner as if its own taxation were 
involved, notwithstanding the fact 
that such States does not need the 
information. In addition, the compe- 
tent authority requested to obtain 
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information shall endeavor to provide 
the information in the particular 
form requested, such as depositions 
of witnesses and copies of unedited 
original documents, to the same ex- 
tent such depositions and documents 
can be obtained under the laws or 
administrative practices of that State 
with respect to its own taxes. 

Paragraph 3 provides that the pro- 
visions of paragraphs 1 and 2 do not 
impose on Canada or the United 
States the obligation to carry out 
administrative measures at variance 
with the laws and administrative 
practice of either State; to supply 
information which is not obtainable 
under the laws or in the normal 
course of the administration of either 
State; or to supply information which 
would disclose any trade, business, 
industrial, commercial, or profes- 
sional secret or trade process, or 
information the disclosure of which 
would be contrary to public policy. 
Thus, Article XXVII allows, but does 
not obligate, the United States and 
Canada to obtain and provide infor- 
mation that would not be available 
to the requesting State under its laws 

or administrative practice or that in 

different circumstances would not be 
available to the State requested to 
provide the information. Further, Ar- 

ticle XXVI I allows a Contracting 
State to obtain information for the 
other Contracting State even if there 

is no tax liability in the State re- 

quested to obtain the information. 
Thus, the United States will continue 

to be able to give Canada tax infor- 
mation even if there is no U. S. tax 

liability at issue. 

Paragraph 4 provides that, for the 

purposes of Article XXVII, the Con- 

vention applies, in the case of Can- 

ada, to all taxes imposed by the 

Government of Canada on estates 

and gifts and under the Income Tax 
Act and, in the case of the United 

States, to all taxes imposed under the 

Internal Revenue Code. Article 
XXVII does not apply to taxes im- 

posed by political subdivisions or 

local authorities of the Contracting 

States. Paragraph 4 is designed to 
ensure that information exchange will 

extend to most national level taxes 

on both sides, and specifically to 

information gathered for purposes of 
Canada's taxes on estates and gifts 

(not effective for deaths or gifts after 

1971). This provision is intended to 

mesh with paragraph 8 of Article 

XXX (Entry Into Force), which ter- 

minates the existing estate tax con- 

vention between the United States 

and Canada. 

Article XXVI II. DIPLOMATIC 
AGENTS AND CONSULAR 
OFFICERS 

Article XXVIII states that nothing 

in the Convention affects the fiscal 

privileges of diplomatic agents or 

consular officers under the general 

rules of international law or under 

the provisions of special agreements. 

However, various provisions of the 

Convention could apply to such per- 

sons, such as those concerning ex- 

change of information, mutual agree- 

ment, and non-discrimination. 

Article XXIX. MISCELLANEOUS 
RULES 

Paragraph 1 states that the provi- 

sions of the Convention do not re- 

strict in any manner any exclusion, 
exemption, deduction, credit, or 
other allowance accorded by the laws 

of a Contracting State in the determi- 
nation of the tax imposed by that 
State. Thus, if a deduction would be 
allowed for an item in computing the 
taxable income of a Canadian resi- 

dent under the Code, such deduction 
is available to such person in com- 
puting taxable income under the 
Convention. Paragraph 1 does not, 
however, authorize a taxpayer to 
make inconsistent choices between 
rules of the Code and rules of the 
Convention. For example, if a resi- 
dent of Canada desires to claim the 
benefits of the "attributable to" rule 
of paragraphs 1 and 7 of Article VII 
(Business Profits) with respect to the 
taxation of business profits of a 
permanent establishment, such person 
must use the "attributable to" con- 
cept consistently for all items of 
income and deductions and may not 
rely upon the "effectively connected" 
rules of the Code to avoid U. S. tax 
on other items of attributable in- 
come. In no event are the rules of 
the Convention to increase overall 
U. S. tax liability from what liability 
would be if there were no conven- 
tion. 

Paragraph 2 provides a "saving 
clause" pursuant to which Canada 
and the United States may each tax 
its residents, as determined under 

Article IV (Residence), and the 
United States may tax its citizens 

(including any former citizen whose 

loss of citizenship had as one of its 

principal purposes the avoidance of 
tax, but only for a period of 10 years 

following such loss) and companies 
electing under Code section 1504(d) 
to be treated as domestic corpora- 
tions, as if there were no convention 

between the United States and Can- 

ada with respect to taxes on income 

and capital. 
Paragraph 3 provides that, not- 

withstanding paragraph 2, the United 

States and Canada must respect cer- 

tain specified provisions of the Con- 

vention in regard to residents, citi- 

zens, and section 1504(d) companies. 
Paragraph 3(a) lists certain para- 

graphs and Articles of the Conven- 

tion that represent exceptions to the 
"saving clause" in all situations; 
paragraph 3(b) provides a limited 

further exception for students who 

have not acquired immigrant status 

in the State where they are tempo- 
rarily present. 

Paragraph 4 provides relief with 

respect to social security taxes im- 

posed on employers, employees, and 
self-employed persons under Code 
sections 1401, 3101, and 3111. In- 

come from personal services not sub- 

ject to tax by the United States under 
the provisions of this Convention or 
the 1942 Convention is not to be 
considered wages or net earnings 
from self-employment for purposes 
of the U. S. social security taxes with 

respect to taxable years of the tax- 
payer not barred by the statute of 
limitations relating to refunds (under 
the Code) ending on or before De- 
cember 31 of the year before the year 
in which the Social Security Agree- 
ment between Canada and the United 
States (signed in Ottawa on March 
11, 1981) enters into force. Thus, if 
that agreement enters into force in 
1986, a resident of Canada earning 
income from personal services and 
such person's employer may apply 
for refunds of the employee's and 
employer 's shares o f U. S. social secu- 
rity tax paid attributable to the 
employee's income from personal ser- 
vices that is exempt from U. S. tax by 
virtue of this Convention or the 1942 
Convention. In this example, the re- 
funds would be available for social 
security taxes paid with respect to 
taxable years not barred by the stat- 
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ute of limitations of the Code ending 
on or before December 31, 1985. For 
purposes of Code section 6611, the 
date of overpayment with respect to 
refunds of U. S. tax pursuant to 
paragraph 4 is the later of the date 
on which the Social Security Agree- 
ment between Canada and the United 
States enters into force and the date 
on which instruments of ratification 
of the Convention are exchanged. 

Under certain limited circum- 
stances, an employee may, pursuant 
to paragraph 5 of Article XXX (En- 
try Into Force), claim an exemption 
from U. S. tax on wages under the 
1942 Convention for one year after 
the Convention comes into force. 
The provisions of paragraph 4 would 
not, however, provide an exemption 
from U. S. social security taxes for 
such year. 

Paragraph 4 does not modify exist- 
ing U. S. statutes concerning social 
security benefits or funding. The So- 
cial Security Act requires the general 
funds of the Treasury to reimburse 
the social security trust funds on the 
basis of the records of wages and 
self-employment income maintained 
by the Social Security Administra- 
tion. The Convention does not alter 
those records. Thus, any refunds of 
tax made pursuant to paragraph 4 
would not affect claims for U. S. 
quarters of coverage with respect to 
social security benefits, And such 
refunds would be charged to general 
revenue funds, not social security 
trust funds. 

Paragraph 5 provides a method to 
resolve conflicts between the Cana- 
dian and U. S. treatment of individual 
retirement accounts. Certain Cana- 
dian retirement plans which are qual- 
ified plans for Canadian tax purposes 
do not meet Code requirements for 
qualification. As a result, the earn- 
ings of such a plan are currently 
included in income, for U. S. tax 
purposes, rather than being deferred 
until actual distributions are made by 
the plan. Canada defers current taxes 
on the earnings of such a plan but 
imposes tax on actual distributions 
from the plan. Paragraph 5 is de- 
signed to avoid a mismatch of U. S. 
taxable income and foreign tax cred- 
its attributable to the Canadian tax 
on such distributions. Under the 
paragraph a beneficiary of a Cana- 
dian registered retirement savings 
plan may elect to defer U. S. taxation 

with respect to any income accrued 
in the plan but not distributed by the 
plan, until such time as a distribution 
is made from the plan or any substi- 
tute plan. The election is to be made 
under rules established by the compe- 
tent authority of the United States. 
The election is not available with 
respect to income accrued in the plan 
which is reasonably attributable to 
contributions made to the plan by 
the beneficiary while he was not a 
Canadian resident. 

Paragraph 6 provides rules denying 
the benefits of the Convention in 
certain situations where both coun- 
tries believed that granting benefits 
would be inappropriate. Paragraph 
6(a) provides that Articles VI (In- 
come from Real Property) through 
XXIV (Elimination of Double Taxa- 
tion) shall not apply to profits, in- 
come or gains derived by a trust 
which is treated as the income of a 
resident of a Contracting State (see 
paragraph 1 of Article IV (Resi- 
dence)), if a principal purpose of the 
establishment, acquisition or mainte- 
nance of the trust was to obtain a 
benefit under the Convention or the 
1942 Convention for persons who are 
not residents of that State. For exam- 
ple, the provision could be applied to 
a case where a nonresident of the 
United States created a United States 
trust to derive dividend income from 
Canada and a principal purpose of 
the establishment or maintenance of 
the trust was to obtain the reduced 
rate of Canadian tax under Article X 
(Dividends) for the nonresident. 
Paragraph 6(b) provides that Articles 
VI through XXIV shall not apply to 
Canadian nonresident owned invest- 
ment companies, as defined in sec- 
tion 133 of the Income Tax Act, or 
under a similar provision that is 
subsequently enacted. This provision 
operates to deny the benefits of the 
Convention to a Canadian nonresi- 
dent owned investment company, and 
does not effect the grant of benefits 
to other persons. Thus, for example, 
a dividend paid by such a company 
to a shareholder who is a U. S. 
resident is subject to the reduced 
rates of tax provided by Article X. 
The denial of the benefits of Articles 
VI through XXIV in such cases ap- 
plies notwithstanding any other pro- 
vision of the Convention. A Cana- 
dian nonresident owned investment 
company may, however, be entitled 

to claim the benefits o f the 1942 
Convention for an additional one- 
year period, pursuant to paragraph 5 
of Article XXX (Entry Into For«) 
Where the provisions of this para- 
graph apply, the Contracting State in 
which the income arises may tax such 
income under its domestic law. 

Paragraph 7 provides rules for the 
U. S. taxation of Canadian social se- 
curity benefits paid to a resident of 
Canada who is a U. S. citizen. These 
rules are described in the discussion 
of paragraph 5 of Article XVIII 
(Pens&ons and Annu&t&es). 

Article XXX. ENTRY INTO FORCE 

Paragraph 1 provides that the Con- 
vention is subject to ratification in 
accordance with the procedures of 
Canada and the United States. The 
exchange of instruments of ratifica- 
tion is to take place at Ottawa as 
soon as possible. 

Paragraph 2 provides, subject to 
paragraph 3, that the Convention 
shall enter into force upon the ex- 
change of instruments of ratification. 
It has effect, with respect to source 
State taxation of dividends, interest, 
royalties, pensions, annuities, ali- 
mony, and child support, for 
amounts paid or credited on or after 
the first day of the second calendar 
month after the date on which the 
instruments of ratification are ex- 
changed. For other taxes, the Con- 
vention takes effect for taxable years 
beginning on or after January 1 next 
following the date when instruments 
of ratification are exchanged. In the 
case of relief from United States 
social security taxes provided by 
paragraph 4 of Article XXIX (Mis- 
cellaneous Rules), the Convention 
also has effect for taxable years 
before the date on which instruments 
of ratification are exchanged. 

Paragraph 3 provides special effec- 
tive date rules for foreign tax credit 
computations with respect to taxes 
paid or accrued to Canada. Para- 
graph 3(a) provides that the tax on 
1971 undistributed income on hand 
imposed by Part IX of the Income 
Tax Act of Canada is considered to 
be an "income tax" for distributions 
made on or after January 1, 1972 
and before January 1, 1979. Any 
such tax which is paid or accrued 
under U. S. standards is considered to 
be imposed at the time of distribu- 
tion and on the recipient of the 
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distribution, in the proportion that 
the distribution out of undistributed 
income with respect to which the tax 
has been paid bears to 85 percent of 
such undistributed income. A person 
claiming a credit for tax pursuant to 
paragraph 3(a) is obligated to com- 
pute the amount of the credit in 
accordance with that paragraph. 

Paragraph 3(b) provides that the 
principles of paragraph 6 of Article 
XXIV (Elimination of Double Taxa- 
tion), which provides for resourcing 
of certain dividend, interest, and roy- 
alty income to eliminate double taxa- 
tion of U. S. citizens residing in Can- 
ada, have effect for taxable years 
beginning on or after January 1, 
1976. The paragraph is intended to 
grant the competent authorities suffi- 
cient flexibility to address certain 
practical problems that have arisen 
under the 1942 Convention. It is 
anticipated that the competent au- 
thorities will be guided by paragraphs 
4 and 5 of Article XXIV in applying 
paragraph 3(b) of Article XXX. 
Paragraph 3(c) provides that the pro- 
visions of paragraph 1 of Article 
XXIV (and the source rules of that 
Article) shall have effect for taxable 
years beginning on or after January 
1, 1981. 

Any claim for refund based on the 
provisions of paragraph 3 may be 
filed on or before June 30 of the 
calendar year following the year in 
which instruments of ratification are 
exchanged, notwithstanding statutes 
of limitations or other rules of do- 
mestic law to the contrary. For pur- 

poses of Code section 6611, the date 
of overpayment is the date on which 

instruments of ratification are ex- 

changed, with respect to any refunds 
of U. S. tax pursuant to paragraph 3. 

Paragraph 4 provides that, subject 
to paragraph 5, the 1942 Convention 
ceases to have effect for taxes for 
which the Convention has effect un- 

der the provisions of paragraph 2. 
For example, if under paragraph 2 

the Convention were to have effect 
with respect to taxes withheld at 

source on dividends paid as of Octo- 

ber I, 1984, the 1942 Convention will 

not have effect with respect to such 

taxes. 
Paragraph 5 modifies the rule of 

paragraph 4 to allow all of the 

provisions of the 1942 Convention to 

continue to have effect for the period 

through the first taxable year with 

respect to which the provisions of the 

Convention would otherwise have ef- 

fect under paragraph 2(b), if greater 

relief from tax is available under the 

1942 Convention than under the 
Convention. Paragraph 5 applies to 
all provisions of the 1942 Conven- 

tion, not just those provisions of the 

convention for which the Convention 

takes effect under paragraph 2(b) of 
this Article. Thus, for example, as- 

sume that the Convention has effect, 
pursuant to paragraph 2(b), for tax- 

able years of a taxpayer beginning on 

or after January 1, 1985. Further 
assume that a U. S. resident with a 
taxable year beginning on April I 

and ending on March 31 receives 
natural resource royalties from Can- 
ada which are subject to a 251o tax 
under Article VI (Income from Real 
Property) of the Convention, as 
amended by the Protocol, and 
Canada's internal law, but which 
would be subject to a 15'Vo tax under 
Article XI of the 1942 Convention. 
Pursuant to paragraph 5, the greater 
benefits of the 1942 Convention 
would continue to apply to royalties 
paid or credited to the U. S. resident 
through March 31, 1986. 

Paragraph 6 provides that the 1942 
Convention terminates on the last of 
the dates on which it has effect in 
accordance with the provisions of 
paragraphs 4 and 5. 

Paragraph 7 terminates the Ex- 
change of Notes between the United 
States and Canada of August 2 and 
September 17, 1928 providing for 
relief from double taxation of ship- 
ping profits. The provisions of the 
Exchange of Notes no longer have 
effect for taxable years beginning on 
or after January 1 following the 
exchange of instruments of ratifica- 
tion of the Convention. The 1942 
Convention, in Article V, had sus- 
pended the effectiveness of the Ex- 
change of Notes. 

Paragraph 8 terminates the Con- 
vention between Canada and the 
United States for the Avoidance of 
Double Taxation with Respect to 
Taxes on the Estates of Deceased 
Persons signed on February 17, 1961. 
The provisions of that Convention 
cease to have effect with respect to 
estates of persons deceased on or 

after January I of the year following 
the exchange of instruments of ratifi- 
cation of the Convention. 

Article XXXI. TERMINATION 

Paragraph 1 provides that the Con- 
vention shall remain in force until 
terminated by Canada or the United 
States. 

Paragraph 2 provides that either 
Canada or the United States may 
terminate the Convention at any time 
after 5 years from the date on which 

instruments of ratification are ex- 

changed, provided that notice of ter- 
mination is given through diplomatic 
channels at least 6 months prior to 
the date on which the Convention is 

to terminate. 

Paragraph 3 provides a special ter- 
mination rule in situations where 
Canada or the United States changes 
its taxation laws and the other Con- 
tracting State believes that such 
change is significant enough to war- 
rant modification of the Convention. 
In such a circumstance, the Canadian 
Ministry of Finance and the United 
States Department of the Treasury 
would consult with a view to resolv- 
ing the matter. If the matter cannot 
be satis factorily resolved, the Con- 
tracting State requesting an accom- 
modation because of the change in 
the other Contracting State's taxation 
laws may terminate the Convention 
by giving the 6 months' prior notice 
required by paragraph 2, without 
regard to whether the Convention has 
been in force for 5 years. 

Paragraph 4 provides that, in the 
event of termination, the Convention 
ceases to have effect for tax withheld 
at source under Articles X (Divi- 
dends), XI (Interest), XII (Royalties), 
and XVIII (Pensions and Annuities), 
and under paragraph 2 of Article 
XXII (Other Income), with respect to 
amounts paid or credited on or after 
the first day of January following the 
expiration of the 6 month period 
referred to in paragraph 2. In the 
case of other taxes, the Convention 
shall cease to have effect in the event 
of termination with respect to taxable 
years beginning on or after January 1 

following the expiration of the 6 
month period referred to in para- 
graph 2. 
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Protocol to the Convention Between 
the United States of America and the 
French Republic With Respect to 
Taxes on Income and Property of 
July 28, 1967 as Amended by the 
Protocols of October 12, 1970 and 
November 24, 1978. 

Protocol signed at Paris January 17, 
1984 

Ratification advised by the Senate of 
the United States of America July 
16, 1984 

Ratlflcatlons exchanged August 23, 
1985 

Entered into force October 1, 1985 

The President of the United States 
of America and the President of the 
French Republic, desiring to amend 
the Convention between the United 
States of America and the French 
Republic with respect to taxes on 
income and property of July 28, 1967 
[1968-2 C. B. 691] as amended by the 
Protocols of October 12, 1970 
[1972-1 C. B. 438] and November 24, 
1978, [1979-2 C. B. 411] have agreed 
upon the following provisions: 

ARTICLE 1 

1. The preamble of the Convention 
is amended to read as follows: 

"The President of the French Re- 
public and the President of the 
United States of America, desiring to 
conclude a convention for the avoid- 
ance of double taxation of income 
and capital and the prevention. . . " 
(the rest is not modified). 

2. Subparagraph (1)(b) of Article 1 

is completed by adding the following: 
"(iii) the wealth tax (1'impot sur 

les Grandes Fortunes). " 
ARTICLE 2 

Paragraph (3) of Article 5 is de- 
leted. 

ARTICLE 3 

Article 10 is replaced by the fol- 
lowing article: 

"ARTICLE 10 

"Interest 

"(I) Interest derived and benefi- 
cially owned by a resident of a 
Contracting State shall be taxable 
only in that State. 

"(2) Notwithstanding that under 
Article 3 of the Convention a perma- 
nent establishment in one of the 

Contracting States of an enterprise of 
the other Contracting State is not a 
resident of the first-mentioned State, 
a permanent establishment in the 
United States of a French bank or 
financial or credit institution shall be 
treated by France solely for purposes 
of paragraph 1 of this Article for 
purposes of French taxes as if it were 
a resident of the United States, pro- 
vided that the indebtedness in respect 
of which the interest is paid is effec- 
tively connected with such permanent 
establishment in the ordinary course 
of its business. 

"(3) The term 'interest' as used in 
this Convention means income from 
indebtedness of every kind, whether 
or not secured by mortgage, and 
whether or not carrying a right to 
participate in the debtor's profits, 
and in particular, income from gov- 
ernment securities, and income from 
bonds or debentures, including pre- 
miums or prizes attaching to such 
securities, bonds or debentures. Pen- 
alty charges for late payment shall 
not be regarded as interest for the 
purposes of the Convention. 

"(4) The provisions of paragraph 1 

shall not apply if the beneficial 
owner of the interest, being a resi- 
dent of a Contracting State, carries 
on business in the other Contracting 
State, in which the interest arises, 
through a permanent establishment 
situated therein, or performs in that 
other State independent personal ser- 
vices from a fixed base situated 
therein, and the interest is attribut- 
able to such permanent establishment 
or fixed base. In such case the 
provisions of Article 6 or Article 14, 
as the case may be, shall apply. 

"(5) Interest shall be deemed to 
arise in a Contracting State when the 
payor is that State itself or a political 
subdivision, local authority, or resi- 
dent of that State. Where, however, 
the person paying the interest, 
whether he is a resident of a Con- 
tracting State or not, has in a Con- 
tracting State a permanent establish- 
ment or a fixed base in connection 
with which the indebtedness in re- 
spect of which the interest is paid 
was incurred, and such interest is 
borne by such permanent establish- 
ment or fixed base, then such interest 
shall be deemed to arise in the State 
in which the permanent establishment 
or fixed base is situated. 

"(6) Where, by reason of a special 

relationship between the payor and 
the beneficial owner or between both 
of them and some other person, the 
amount of the interest, having regard 
to the debt-claim for which it is paid, 
exceeds the amount which would 
have been agreed upon by the payor 
and the beneficial owner in the ab- 
sence of such relationship, the provi- 
sions of this Article shall apply only 
to the last-mentioned amount. In 
such case the excess part of the 
payments shall remain taxable ac- 
cording to the laws of each Contract- 
ing State, due regard being had to 
the other provisions of the Conven- 
tion. 

"(7) A Contracting State may not 
impose any tax on interest paid by a 
resident of the other Contracting 
State, except insofar as: 

"(a) the interest is paid to a resi- 
dent of the first-mentioned State: 

"(b) the interest is attributable to 
a permanent establishment or a fixed 
base of the beneficial owner of the 
interest situated in the first-men- 
tioned State; or 

"(c) the interest arises in the first- 
mentioned State and is not paid to a 
resident of the other State. " 

ARTICLE 4 

In Article 14, the second sentence 
of paragraph (4) is amended to read 
as follows: 

"(4). . . In no event, however, shall 
that provision result in France ex- 
empting under Article 23 more than 
50 percent of the earned income 
from a partnership accruing to a 
resident of France. . . . . " 

ARTICLE 5 

In Article 15, paragraph (3) is 
replaced by the following paragraph: 

"(3) Notwithstanding the preceding 
provisions of this Article, remunera- 
tion derived by a resident of a Con- 
tracting State in respect of employ- 
ment as a member of the regular 
complement of a ship or aircraft 
operated in international traffic may 
be taxed only in that State. " 

ARTICLE 6 

A new Article 15A is added which 
reads as follows: 
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"ARTICLE 15A 

"Artistes and Athletes 

"(I) Notwithstanding the provi- 
sions of Articles 14 and 15, income 
derived by a resident of a Contract- 
ing State as an entertainer, such as a 
theatre, motion picture, radio, or 
television artiste, or a musician, or as 
an athlete, from his personal activi- 
ties as such exercised in the other 
Contracting State, may be taxed in 
that other State, except where the 
amount of the gross receipts derived 
by such entertainer or athlete, includ- 
ing expenses reimbursed to him or 
borne on his behalf, from such activ- 
ities does not exceed ten thousand 
United States dollars ($10, 000) or its 
equivalent in French francs for the 
taxable year concerned. 

"(2) Where income in respect of 
activities exercised by an entertainer 
or an athlete in his capacity as such 
accrues not to the entertainer or 
athlete but to another person, that 
income of that other person may, 
notwithstanding the provisions of Ar- 
ticles 6 and 14, be taxed in the 
Contracting State in which the activi- 
ties of the entertainer or athlete are 
exercised, unless it is established that 
neither the entertainer or athlete nor 
persons related thereto participate di- 
rectly or indirectly in any profits of 
that other person in any manner, 
including the receipt of deferred re- 
muneration, bonsues, fees, dividends, 
partnership distributions, or other 
distributions. " 

ARTICLE 7 

In Article 17, paragraph (I) is 

amended as follows: 
The phrase "other accredited edu- 

cational institution" is replaced by 
the phrase "other accredited educa- 
tional or research institution", and 

the phrase "such educational institu- 
tion" is replaced by the phrase "such 
educational or research institution. " 

ARTICLE 8 

1. Subparagraphs (a) and (b) of 
paragraph (3) of the exchange of 
letters of November 24, 1978 are 

deleted. 
2. Article 19 is amended by adding 

the following paragraph (5): 
"(5)(a) Contributions paid by, or 

on behalf of, an individual resident 

of a Contracting State, who is not a 
citizen of that State, to pension, 
profit-sharing, and other retirement 

plans that are recognized for tax 

purposes in the other Contracting 
State will be treated in the same way 

for tax purposes in the first-men- 

tioned State as contributions paid to 

pension, profit-sharing and other re- 

tirement plans that are recognized for 
tax purposes in that first-mentioned 

State, provided that the competent 
authority of the first-mentioned State 
agrees that the plans correspond to 
pension, profit-sharing or other re- 

tirement plans recognized for tax 
purposes by that State. 

(b) Payments received by the bene- 
ficiary in respect of the plans re- 
ferred to in (a) will be included in 

income for tax purposes of the State 
of residence, to the extent that they 
are not exempt under Article 23, 
when and to the extent that such 
payments are considered gross in- 
come by the other Contracting 
State. " 

ARTICLE 9 

Article 22 is amended as follows: 
1. Paragraph (I) is replaced by the 

following paragraph: 
"(I) Items of income of a resident 

of a Contracting State, wherever aris- 
ing, not dealt with in the foregoing 
Articles of this Convention shall be 
taxable only in that State. " 

2. Subparagraph (b) of paragraph 
(4) is deleted. 

ARTICLE 10 

A new article 22A is added which 
reads as follows: 

"ARTICLE 22A 

"Capital 

"(I) Capital represented by real 
property or interests in real property 
or by shares or rights in a corpora- 
tion or a body corporate the assets of 
which consist principally of real 
property or interests in real property 
may be taxed in the Contracting 
State where such real property is 
situated. For the purposes of this 
provision, real property pertaining to 
the industrial, commercial or agricul- 
tural operation of such corporation 
or body corporate or to the perfor- 
mance of independent personal ser- 
vices shall not be taken into account. 

"(2) Capital represented bi furni- 
ture and fixtures may be taxed in the 
Contracting State in which they are 
situated. 

"(3) Capital represented by mov- 
able property forming part of the 
assets of a permanent establishment 
of a business or pertaining to a fix 
base used for the performance of 
independent personal services may be 
taxed in the Contracting State where 
the permanent establishment or the 
fixed base is situated. 

"(4) Capital of a resident of a 
Contracting State represented by 
ships and aircraft operated in inter- 
national traffic and movable property 
pertaining to the operation of such 
ships and aircraft shall be taxable 
only in that State. 

'(5) Capital represented by shares 
or rights forming part of a substan- 
tial interest in the capital of a corpo- 
ration which is a resident of a Con- 
tracting State may be taxed in that 
State. A person is considered to have 
a substantial interest if he or she 
owns, alone or with related persons, 
directly or indirectly, shares or rights 
the total of which gives right to at 
least 25 percent of the corporate 
earnings. 

"(6) All other elements of capital 
of a resident of a Contracting State 
are taxable only in that State. 

"(7) Notwithstanding the provi- 
sions of the preceding paragraphs of 
this Article, for the purposes of 
taxation with respect to the wealth 
tax referred to in subparagraph 
(1)(b)(iii) of Article I of an individ- 
ual resident of France who is a 
citizen of the United States and not a 
French national, the assets situated 
outside of France that such a person 
owns on the first of January of each 
of the five years following the calen- 
dar year in which he becomes a 
resident of France shall be excluded 
from the base of assessment of the 
taxes referred to in subparagraph 
(1)(b)(iii) of Article I relating to each 
of those five years. If such an indi- 
vidual loses the status of resident of 
France for a duration of at least 
three years and then again becomes a 
resident of France, the assets situated 
outside of France that such a person 
owns on the first of January of each 
of the five years following the calen- 
dar year in which he again becomes a 
resident of France shall be excluded 
from the base of assessmet of the 
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taxes referred to in subparagraph 
(1)(b)(iii) of Article 1 relating to each 
of those five years. " 

ARTICLE 11 

Article 23 is amended to read as 
folows: 

"ARTICLE 23 

"Relief from Double Taxation 

"(I) In accordance with the provi- 
sions and subject to the limitations 
of the law of the United States (as it 
may be amended from time to time 
without changing the general princi- 
ple hereof), the United States shall 
allow to a citizen or a resident of the 
United States as a credit against the 
United States income tax: 

"(a) the income tax paid to 
France by or on behalf of such 
citizen or resident; and 

"(b) in the case of a United 
States corporation owning at least 
10 percent of the voting stock of a 
corporation which is a resident of 
France and from which the United 
States corporation receives divi- 
dends, the income tax paid to 
France by or on behalf of the 
distributing corporation with re- 
spect to the profits out of which 
the dividends are paid. 

"For the purposes of this paragraph, 
the taxes referred to in subparagraph 
(1)(b)(i) and paragraph 3 of Article 1 

shall be considered income taxes. 
"(2) In the case of France: 
"(a) income referred to below de- 

rived by a resident of France shall be 
exempt from the French taxes men- 
tioned in subparagraph (1)(b)(i) of 
Article 1: 

"(i) income (other than income re- 
ferred to in paragraph (2)(b) of this 
Article) which is taxable in the 
United States under this Convention 
other than by reason of the citizen- 
ship of the taxpayer; and 

"(ii) in the case of an individual 
who is a citizen of the United States: 

"(a) income which would be ex- 
empt from United States tax under 
Articles 17 or 18 if the recipient were 
not an individual who is a citizen of 
the United States; and 

"(b) income dealt with in para- 
graph (1) of Article 19 to the extent 
attributable to services performed 
while his principal place of employ- 
ment was in the United States, and 
alimony and annuities dealt with in 

paragraph (2) of Article 19. 
"(b) As regards income taxable in 

the United States under Articles 9, 1 

or 15 A, France shall allow to a 
resident of France a tax credit corre- 
sponding to the amount of tax levied 

by the United States under this Con- 
vention other than by reason of 
citizenship. Such tax credit, not to 
exceed the amount of French tax 
levied on such income, shall be al- 
lowed against taxes mentioned in 

subparagraph (1)(b)(i) and paragraph 
(3) of Article 1 of the Convention in 
the bases of which such income is 
included. 

"(c) Notwithstanding the provi- 
sions of subparagraphs (a) and (b), 
French tax may be computed on 
income chargeable in France by vir- 
tue of this Convention at the rate 
appropriate to the total of the in- 
come chargeable in accordance with 
French law. 

"(d) As regards capital taxable in 
the United States under Article 22 A 
that is also taxable in France, France 
shall allow to a resident of France a 
tax credit corresponding to the 
amount of tax levied by the United 
States on such capital. Such tax 
credit, not to exceed the amount of 
French tax levied on such capital, 
shall be allowed against the wealth 
tax referred to in subparagraph 
(1)(b)(iii) of Article 1 of the Conven- 
tion in the bases of assessment of 
which such capital is included. 

"(3) In the case of an individual 
who is both a resident of France and 
a citizen of the United States: 

"(a) The amount of the tax credit 
referred to in subparagraph (b) of 
paragraph (2) shall be equal to the 
amount of tax which the United 
States would be entitled to levy in 
respect of the item of income if the 
individual deriving the income were 
not a citizen of the United States, 
but shall not exceed the amount of 
French tax levied on such item of 
income; 

"(b) The United States shall allow 
as a credit against United States tax 
the income tax paid to France after 
the credit referred to in paragraph 
2(b). However, the credit so allowed 
against United States tax shall not 
reduce that portion of the United 
States tax that is creditable against 
French tax in accordance with para- 
graph 2(b). 

"(c) Income referred to in para- 

graph 2 and income that, but for t"e 
citizenship of the taxpayers, is 
empt from United States tax under 
the Convention, shall be considered 
income from sources within France 
to the extent necessary to give effect 
to the provisions of paragraph 3(b) 
This provision shall apply only to The 

extent that an item of income is 

included in gross income for pur- 
poses of determining French tax. No 
provision of this paragraph (3)(c) 
relating to source of income shall 

apply in determining credits against 
United States tax for foreign taxes 
other than those referred to in 

subparagraph (1)(b)(i) and paragraph 
(3) of Article l. 

"(4) If for any taxable year a 
partnership of which an individual 
member is a resident of France so 
elects, for United States tax pur- 
poses. 

"(a) any income which solely by 
reason of paragraph (4) of Article 
14 is not exempt from French tax 
under this Article shall be consid- 
ered income from sources within 
France; and 

"(b) the amount of income to 
which subparagraph (a) applies 
shall reduce (but not below zero) 
the amount of partnership earned 
income from sources outside the 
United States which would other- 
wise be allocated to partners who 
are not residents of France. For 
this purpose the reduction shall 

apply first to income from sources 
within France and then to other 
income from sources outside the 
United States. 

If the individual member of the part- 
nership is both a resident of France 
and a citizen of the United States, 
this provision shall not result in a 
reduction of United States tax below 
that which the taxpayer would have 
incurred without the benefit of de- 
ductions or exclusions available solely 
by reason of his presence or resi- 
dence outside the United States. 

"(5) A resident of a Contracting 
State who maintains one or several 
abodes in the territory of the other 
Contracting State shall not be subject 
in that other State to an income tax 
according to an "imputed" income 
based on the rental of that or those 
abodes. " 
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ARTICLE 12 

A new Article 24A is added which 
reads as follows: 

"ARTICLE 24A 

"Limitation on Benefits 

(I) A person (other than an indi- 
vidual) which is a resident of one of 
the Contracting States shall not be 
entitled under this Convention to 
relief from taxation in the other 
Contracting State unless: 

"(a) more than 50 percent of the 
beneficial interest in such person (or, 
in the case of a corporation, more 
than 50 percent of the number of 
shares of each class of the corpora- 
tion's shares) is owned, directly or 
indirectly, by any combination of one 
or more of: 

"(i) individuals who are residents 
of the United States; 

"(ii) citizens of the United States; 
"(iii) individuals who are residents 

of France; 
"(iv) corporations as described in 

subparagraph (b); and 
"(v) the Contracting States. 
"(b) it is a corporation in whose 

principal class of shares there is 
substantial and regular trading on a 
recognized stock exchange in one of 
the Contracting States; or 

"(c) the establishment, acquisition 
and maintenance of such person and 
the conduct of its operations did not 
have as one of its principal purposes 
the purpose of obtaining benefits 
under the Convention. 

"(2) For the purposes of para- 
graph (1)(b), the term 'a recognized 
stock exchange' means: 

"(a) any stock exchange registered 
with the Securities and Exchange 
Commission as a national securities 
exchange for the purposes of the 
Securities Exchange Act of 1934 and 
the NASDAQ system owned by the 
National Association of Securities 
Dealers Inc. : 

"(b) The French stock exchanges 
(Bourses de Valeurs); and 

"(c) any other stock exchange 
agreed upon by the competent au- 
thorities of the Contracting States. " 

ARTICLE 13 

In Article 25, the following sen- 
tence is added at the end of para- 

graph (4): "Any agreement reached 

shall be implemented notwithstanding 

any time limits or other procedural 
limitations in the domestic law of the 

Contracting States. " 

ARTICLE 14 

In Article 26, the second sentence 
of paragraph (1) is amended to read 

as follows: ". . . concerned with the 

assessment, collection, or administra- 
tion of, or the enforcement of prose- 
cution in respect of, or the determi- 
nation of appeals in relation to, the 
taxes which are the subject of the 
Convention. " 

FOR THE PRESIDENT OF THE 
UNITED STATES OF AMERICA: 

EVAN G. GALBRAITH, 
A m bassador 

Extraordinary and 
Plenipotentiary of the 
United States of 
A meri ca. 

FOR THE PRESIDENT OF THE 
FRENCH REPUBLIC: 

JACQUES DELORS, 
Minister for the 

Economy, Finance 
and the Budget. 

ARTICLE 15 

1. This Protocol will be subject to 
ratification. The instruments of ratifi- 
cation will be exchanged in Washing- 
ton. It shall enter into force on the 
first day of the second month follow- 
ing the exchange of the instruments 
of ratification. 

2. The provisions of this Protocol 
shall apply: 

(a) as regards taxes withheld at 
source, to amounts payable on or 
after the date of entry into force of 
this Protocol; 

(b) as regards other taxes on in- 
come, for taxable years beginning on 
or after the date of entry into force 
of this Protocol; 

(c) as regards the wealth tax, to 
capital owned on or any time after 
the first of January 1982. 

ARTICLE 16 

1. This Protocol shall remain in 
force as long as the Convention of 
July 28, 1967, as amended by the 
Protocols of October 12, 1970 and 
November 24, 1978, remain in force. 

2. In Article 32, paragraph 1 is 
amended by substituting a semicolon 
for the period at the end of 
subparagraph (c) and by adding a 
subparagraph (d) which reads as fol- 
lows: 

"(d) as regards the wealth tax, to 
capital owned on the first of January 
of the calendar year following the 
year in which notice is given. " 

IN WITNESS WHEREOF, the un- 
dersigned, duly authorized thereto, 
have signed this Protocol. 

Done at Paris this 17th day of 
January 1984, in duplicate, in the 
English and French languages, both 
texts being equally authoritative. 

AGREEMENT BETWEEN THE 
GOVERNMENT OF THE 

UNITED STATES OF AMERICA 
AND THE GOVERNMENT OF 

GRENADA FOR THE EXCHANGE 
OF INFORMATION WITH 

RESPECT TO TAXES 

The Government of the United States 
of America and the Government of 
Grenada, desiring to conclude an 
Agreement for the exchange of infor- 
mation with respect to taxes (herein- 
after referred to as the "Agree- 
ment"), have agreed as follows: 

Article l 

OBJECT AND SCOPE OF THE 
AGREEMENT 

1. The Contracting States shall assist 
each other to assure the accurate 
assessment and collection of taxes, to 
prevent fiscal fraud and evasion, and 
to develop improved information 
sources for tax matters. The Con- 
tracting States shall provide assis- 
tance through exchange of informa- 
tion authorized pursuant to Article 4 
and such related measures as may be 
agreed upon by the competent au- 
thorities pursuant to Article 5. 
2. Information shall be exchanged to 
fulfill the purpose of this convention 
without regard to whether the person 
to whom the information relates is, 
or whether the information is held 
by, a resident or national of a Con- 
tracting State. 

Article 2 

TAXES COVERED 

1. This Agreement shall apply to the 
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following taxes imposed by or on 
behalf of a Contracting State: 

a) in the case of the United States 
of America, 

(i) Federal income taxes, 
(ii) Federal taxes on self-employ- 

ment income, 
(iii) Federal taxes on transfers to 

avoid income tax, 
(iv) Federal estate and gift taxes, 
(v) Federal excise taxes; and 
b) in the case of Grenada, 
(i) Business Levy Tax, 
(ii) Value Added Tax, 
(iii) Alien Land Holding Tax, 
(iv) Real Property Tax, and 
(v) Excise Taxes. 

2. This Agreement shall apply also to 
any identical or substantially similar 
taxes imposed after the date of signa- 
ture of the Agreement in addition to 
or in place of the existing taxes. The 
competent authority of each Contract- 
ing State shall notify the other of 
significant changes in laws which 
may affect the obligations of that 
State pursuant to this Agreement. 
3. This Agreement shall not apply to 
the extent that an action or proceed- 
ing concerning taxes covered by this 
Agreement is barred by the applicant 
State's statute of limitations. 
4. This Agreement shall not apply to 
taxes imposed by states, municipali- 
ties or other political subdivisions, or 
possessions of a Contracting State. 

Article 3 

DEFINITIONS 

1. In this Agreement, unless other- 
wise defined: 

a) The term "competent author- 
ity" means: 

(i) in the case of the United States 
of America, the Secretary of the 
Treasury or his delegate, and 

(ii) in the case of Grenada, the 
Director General, Minister of Finance 
or his delegate. 

b) The term "national" means: 
(i) in the case of the United States, 

any United States citizen and any 
legal person, partnership, corpora- 
tion, trust, estate, association, or 
other entity deriving its status as such 
from the laws in force in the United 
States; and 

(ii) in the case of Grenada, any 
Grenada citizen and any legal person, 
partnership, corporation, trust, es- 
tate, association, or other entity de- 
riving its status as such from the laws 

in force in Grenada. 
c) The term "person" includes an 

individual and a partnership, corpo- 
ration, trust, estate, association or 
other legal entity. 

d) The term "tax" means any tax 
to which the Agreement applies. 

e) The term "information" means 
any fact or statement, in any form 
whatever, that may be relevant or 
material to tax administration and 
enforcement, including (but not lim- 
ited to): 

(i) testimony of an individual, and 
(ii) documents, records or tangible 

personal property of a person or 
Contracting State. 

f) The terms "applicant State" 
and "requested State" mean, respec- 
tively, the Contracting State applying 
for or receiving information and the 
Contracting State providing or re- 
quested to provide such information. 

g) For purposes of determining the 
geographical area within which juris- 
diction to compel production of in- 
formation may be exercised, the term 
"United States" means the United 
States of America, including Puerto 
Rico, the Virgin Islands, Guam, and 
any other United States possession or 
territory. 

h) For purposes of determining the 
geographical area within which juris- 
diction to compel production of in- 
formation may be exercised, the term 
"Grenada" means the islands of 
Grenada, Carriacou, Petit Martinique 
and its offshore islands. 
2. Any term not defined in this 
Agreement, unless the context other- 
wise requires or the competent au- 
thorities agree to a common meaning 
pursuant to the provisions of Article 
5, shall have the meaning which it 
has under the laws of the Contract- 
ing State relating to the taxes which 
are the subject of this Agreement. 

Article 4 

EXCHANGE OF INFORMATION 

1. The competent authorities of the 
Contracting States shall exchange in- 
formation to administer and enforce 
the domestic laws of the Contracting 
States concerning taxes covered by 
this Agreement, including informa- 
tion to effect the determination, as- 
sessment, and collection of tax, the 
recovery and enforcement of tax 
claims, or the investigation or prose- 
cution of tax crimes or crimes involv- 

ing the contravention of tax adminis- 
tration, 
2. The competent authorities of the 
Contracting States shall automatically 
transmit information to each other 
for the purposes referred to in para- 
graph 1. The competent authorities 
shall determine the items of informa- 
tion to be exchanged pursuant to this 
paragraph and the procedures to be 
used to exchange such items of infor- 
mation. 
3. The competent authority of a 
Contracting State shall spontaneously 
transmit to the competent authority 
of the other State information which 
has come to the attention of the 
first-mentioned State and which is 
likely to be relevant to, and bear 
significantly on, accomplishment of 
the purposes referred to in paragraph 
1. The competent authorities shall 
determine the information to be ex- 
changed pursuant to this paragraph 
and take such measures and imple- 
ment such procedures as are neces- 
sary to ensure that the information is 
forwarded to the competent authority 
of the other state. 

4. The competent authority of the 
requested State shall provide infor- 
mation upon request by the compe- 
tent authority of the applicant State 
for the purposes referred to in para- 
graph 1. If the information available 
in the tax files of the requested State 
is not sufficient to enable compliance 
with the request, that State shall take 
all relevant measures, including com- 
pulsory measures, to provide the ap- 
plicant State with the information 
requested. 

a) The requested State shall have 
the authority to: 

(i) examine any books, papers, 
records, or other tangible property 
which may be relevant or material to 
such inquiry; 

(ii) question any person having 
knowledge or in possession, custody 
or control of information which may 
be relevant or material to such in- 

quiry; 
(iii) compel any person having 

knowledge or in possession, custody 
or control of information which may 
be relevant or material to such in- 
quiry to appear at a stated time and 
place and testify under oath and 
produce books, papers, records, or 
other tangible property; 

(iv) take such testimony of any 
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individual under oath. 
b) Laws or practices of the re- 

quested State pertaining to disclosure 
of information 

(i) by banks, nominees or person 
acting in an agency or fiduciary 
capacity, or 

(ii) respecting ownership of in- 
terests in a person (other than 
solely as a creditor) 

shall not prevent or otherwise affect 
the authority of the requested State 
described in subparagraph a). The 
competent authorities of the Con- 
tracting States shall have authority to 
obtain and provide information not- 
withstanding such disclosure laws and 
practices. 

c) Privileges under the laws or 
practices of the applicant State shall 
not apply in the execution of a 
request but shall be preserved for 
resolution by the applicant State. 
5. If information is requested by a 
Contracting State pursuant to para- 
graph 4, the requested State shall 
obtain the information requested in 
the same manner, and provide it in 
the same form, as if the tax of the 
applicant State were the tax of the 
requested State and were being im- 
posed by the requested State. How- 
ever, if specifically requested by the 
competent authority of the applicant 
State, the requested State shall: 

a) specify the time and place for 
the taking of testimony or the pro- 
duction of books, papers, records, 
and other tangible property; 

b) place the individual giving testi- 
mony or producing books, papers, 
records and other tangible property 
under oath; 

c) permit the presence of individu- 

als designated by the competent au- 
thority of the applicant State as 
being involved in or affected by 
execution of the request, including an 

accused, counsel for the accused, 
individuals charged with the adminis- 

tration and enforcement of the do- 
mestic laws of the applicant State 
covered by this Agreement, and a 
commissioner or magistrate present 
for the purpose of determining issues 

of privilege under the laws of the 

applicant State; 
d) provide individuals permitted to 

be present with an opportunity to 
question, directly or through the exe- 

cuting authority, the individual giving 

testimony or producing books, pa- 

pers, records and other tangible 

property; 
e) secure original and unedited 

books, papers, and records, and 

other tangible property; 

f) secure or produce true and cor- 

rect copies of original and unedited 

books, papers and records; 

g) determine the authenticity of 
books, papers, records and other 

tangible property produced; 

h) examine the individual produc- 

ing books, papers, records and other 

tangible property regarding the pur- 

pose for which and the manner in 

which the item produced is or was 

maintained; 
i) permit the competent authority 

of the applicant State to provide 
written questions to which the indi- 

vidual producing books, papers, 
records and other tangible property is 

to respond regarding the item pro- 
duced; 

j) perform any other act not in 

violation of the laws or at variance 
with the administrative practice of 
the requested State; 

k) certify either that procedures re- 

quested by the competent authority 
of the applicant State were followed 
or that the procedures requested 
could not be followed, with an expla- 
nation of the deviation and the rea- 
son therefor. 
6. Except as provided in paragraph 
4b) and paragraph 5, the provisions 
of the preceding paragraphs shall not 
be construed so as to impose on a 
Contracting State the obligation: 

a) to carry out administrative mea- 
sures at variance with the laws and 
administrative practice of that State 
or of the other Contracting State; 

b) to supply particular items of 
information which are not obtainable 
under the laws or in the normal 
course of the administration of that 
State or of the other Contracting 
State; 

c) to supply information which 
would disclose any trade, business, 
industrial, commercial or professional 
secret or trade process; 

d) to supply information, the dis- 
closure of which would be contrary 
to public policy (ordre public); 

e) to supply information requested 
by the applicant State to administer 
or enforce a provision of the tax law 
of the applicant State, or any re- 
quirement connected therewith, which 
discriminates against a national of 

the requested State. A provision of 
tax law, or connected requirement, 
will be considered to be discrimina- 

tory against a national of the re- 

quested State if it is more burden- 

some with respect to a national of 
the requested State than with respect 
to a national of the applicant State in 

the same circumstances. For purposes 
of the preceding sentence, a national 

of the applicant State who is subject 
to tax on worldwide income is not in 

the same circumstances as a national 
of the requested State who is not 
subject to tax on worldwide income. 
The provisions of this subparagraph 
shall not be construed to prevent the 
exchange of information with respect 
to the taxes imposed by the United 
States on branch profits, or by 
Grenada under the Aliens (Land- 
Holding Regulation) Ordinance. 
7. Except as provided in paragraph 
6, the provisions of the preceding 
paragraphs shall be construed so as 
to impose on a Contracting State the 
obligation to use all legal means and 
its best efforts to execute a request. 
A Contracting State may, in its dis- 
cretion, take measures to obtain and 
transmit to the other State informa- 
tion which, pursuant to paragraph 6, 
it has no obligation to transmit. 

8. The competent authority of the 
requested State shall allow represen- 
tatives of the applicant State to enter 
the requested State to interview indi- 
viduals and examine books and 
records with the consent of the indi- 
viduals contacted. 
9. Any information received by a 
Contracting State shall be treated as 
secret in the same manner as infor- 
mation obtained under the domestic 
laws of that State and shall be 
disclosed only to individuals or au- 
thorities (including judicial and ad- 
ministrative bodies) involved in the 
determination, assessment, collection, 
and administration of, the recovery 
and collection of claims derived 
from, the enforcement or prosecution 
in respect of, or the determination of 
appeals in respect of, the taxes which 
are the subject of this Agreement, or 
the oversight of the above. Such 
individuals or authorities shall use 
the information only for such pur- 
poses. These individuals or authori- 
ties may disclose the information in 
public court proceedings or in judi- 
cial decisions. 
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Article 5 

MUTUAL AGREEMENT 
PROCEDURE 

1. The competent authorities of the 
Contracting States shall agree to im- 

plement a program to carry out the 
purposes of this Agreement. This 
program may include, in addition to 
exchanges specified in Article 4, 
other measures to improve tax com- 
pliance, such as exchanges of techni- 
cal know-how, development of new 
audit techniques, identification of 
new areas of non-compliance, and 
joint studies of non-compliance ar- 
eas. 
2. The competent authorities of the 
Contracting States shall endeavor to 
resolve by mutual agreement any dif- 
ficulties or doubts arising as to the 
interpretation or application of this 
Agreement. In particular, the compe- 
tent authorities may agree to a com- 
mon meaning of a term and may 
determine when costs are extraordi- 
nary for purposes of Article 6. 
3. The competent authorities of the 
Contracting States may communicate 
with each other directly for the pur- 
poses of reaching an agreement under 
this Article. 

Article 6 

COSTS 

Unless the competent authorities of 
the Contracting States otherwise 
agree, ordinary costs incurred in pro- 
viding assistance shall be borne by 
the requested State and extraordinary 
costs incurred in providing assistance 
shall be borne by the applicant State. 

Article 7 

IMPLEMENTATION 

A Contracting State shall enact 
such legislation as may be necessary 
to effectuate this Agreement. 

Article 8 

ENTRY INTO FORCE 

This Agreement shall enter into 
force upon an exchange of notes by 
the duly authorized representatives of 
the Contracting States confirming 
their mutual agreement that both 
sides have met all constitutional and 
statutory requirements necessary to 
effectuate this Agreement. 

Article 9 

TERMINATION 

This agreement shall remain in 
force until terminated by one of the 
Contracting States. Either Contract- 
ing State may terminate the Agree- 
ment at any time after the Agreement 
enters into force provided that at 
least 6 months' prior notice of termi- 
nation has been given through diplo- 
matic channels. 

DONE at Washington, D. C. , in du- 
plicate, this 18th day of December, 
1986. 

FOR THE GOVERNMENT OF THE 
UNITED STATES OF AMERICA: 

J. Roger Mentz 
Assistant Secretary 

(Tax Policy) 
Department of the 
Treasury 

FOR THE GOVERNMENT OF 
GRENADA: 

Albert O. Xavier 
Ambassador 

Agreement Between the 
Government of the 

United States of America 
and the Government of 

Jamaica for the Exchange 
of Information with 
Respect to Taxes 

The Government of the United States 
of America and the Government of 
Jamaica, desiring to conclude an 
Agreement for the exchange of infor- 
mation with respect to taxes (herein- 
after referred to as the "Agree- 
ment"), have agreed as follows: 

Article 1 

TAXES COVERED 

1. This Agreement shall apply to the 
following taxes imposed by or on 
behalf of a Contracting State: 

a) in the case of the United States 
of America, 

(i) Federal income taxes; 
(ii) Federal taxes on self-employ- 

ment income; 
(iii) Federal taxes on transfers to 

avoid income tax; 
(iv) Federal estate and gift taxes; 

and 

(v) Federal excise taxes; 
b) in the case of Jamaica, 
(i) Income Tax; 
(ii) Company profits tax (including 

the tax on branch profits); and 
(iii) Transfer Tax. 

2. This Agreement shall apply also to 
any identical or substantially similar 
taxes imposed after the date of signa- 
ture of the Agreement in addition to 
or in place of the existing taxes. The 
competent authority of each Con- 
tracting State shall notify the other 
of significant changes in laws which 

may affect the obligations of that 
State pursuant to this Agreement. 
3. This Agreement shall not apply to 
the extent that an action or proceed- 
ing concerning taxes covered by this 
Agreement is barred by the applicant 
State's statute of limitations. 
4. This Agreement shall not apply to 
taxes imposed by states, municipali- 
ties or other political subdivisions, or 
possessions of a Contracting State. 

Article 2 

DEFINITIONS 

1. In this Agreement, unless other- 
wise defined: 

a) The term "competent author- 
ity" means: 

(i) in the case of the United States 
of America, the Secretary of the 
Treasury or his delegate, and 

(ii) in the case of Jamaica, the 
Minister responsible for finance or 
his authorized representative. 

b) The term "national" means: 
(i) in the case of the United States, 

any individual who is a citizen of the 
United States and any person other 
than an individual deriving its status 
as such from the laws of the United 
States or any political subdivision 
thereof; and 

(ii) in the case of Jamaica, any 
individual who is a citizen of Ja- 
maica and any person other than an 
individual deriving its status as such 
from the laws of Jamaica. 

c) The term "person" includes an 
individual, a partnership, a corpora- 
tion, an estate, a trust, and any other 
body of persons. 

d) The term "tax" means any tax 
to which the Agreement applies. 

e) For purposes of determining the 
geographical area within which juris- 
diction to compel production of in 
formation may be exercised, the term 
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"United States" means the United 
States of America, including Puerto 
Rico, the Virgin Islands, Guam, and 
any other United States possession or 
territory, and the territorial waters 
thereof. As provided in Article I, 
paragraph 4, however, the Agreement 
does not cover taxes imposed by any 
of those jurisdictions except the 
United States itself. 

f) For purposes of determining the 
geographical area within which juris- 
diction to compel production of in- 
formation may be exercised, the term 
"Jamaica" means the island of Ja- 
maica, the Morant Cays, the Pedro 
Cays and their Dependencies and 
when used in a geographical sense 
includes the territorial waters of Ja- 
maica. 

g) the term "Contracting State" 
means the United States or Jamaica 
as the context requires; 
2. Any term not defined in this 
Agreement, unless the context other- 
wise requires or the competent au- 
thorities agree to a common meaning 
pursuant to the provisions of Article 
4, shall have the meaning which it 
has under the laws of the Contract- 
ing State relating to the taxes which 
are the subject of this Agreement. 

Article 3 

EXCHANGE OF INFORMATION 

1. The competent authorities of the 
Contracting States shall exchange in- 
formation to administer and enforce 
the domestic laws of the Contracting 
States concerning taxes covered by 
this Agreement. Information shall be 
exchanged to fulfill the purpose of 
this Agreement without regard to 
whether the information relates to, or 
is held by, a resident or national of a 
Contracting State. 
2. The competent authority of the 
requested State shall endeavour to 
provide information upon request by 
the competent authority of the appli- 
cant State for the purposes referred 
to in paragraph I of this Article. If 
the information available in the tax 
files of the requested State is not 
sufficient to enable compliance with 

the request, that State shall take all 

relevant measures to provide the ap- 
plicant State with the information 
requested. The competent authorities 
of the Contracting States have au- 
thority to obtain and shall provide 
information from financial institu- 

tions. Privileges under the laws or 

practices of the applicant State shall 

not apply to the requested State' s 

execution of a request but shall be 

preserved for resolution by the appli- 

cant State. 
3. If information is requested by a 
Contracting State pursuant to para- 

graph 2 of this Article, the requested 

State shall endeavour to obtain the 
information requested in the same 

manner, and provide it in the same 

form, as if the tax of the applicant 
State were the tax of the requested 

State and were being imposed by the 

requested State. I f specifically re- 

quested, the requested State shall 

endeavour to provide information un- 

der this Article in the form of depo- 
sitions of witnesses and authenticated 
copies of unedited original documents 
(including books, papers, statements, 
records, accounts and writings), to 
the same extent such depositions and 
documents can be obtained under the 
laws and administrative practices of 
the requested State with respect to its 
own taxes. 
4. The provisions of the preceding 
paragraphs shall not be construed so 
as to impose on a Contracting State 
the obligation: 

a) to carry out administrative mea- 
sures at variance with the laws and 
administrative practice of that State 
or of the other Contracting State; 

b) to supply particular items of 
information which are not obtainable 
under the laws or in the normal 
course of the administration of that 
State or of the other Contracting 
State; 

c) to supply information which 
would disclose any trade, business, 
industrial, commercial or professional 
secret or trade process; 

d) to supply information, the dis- 
closure of which would be contrary 
to public policy (ordre public); 

e) to supply information requested 
by the applicant State to administer 
or enforce a provision of the tax law 
of the applicant State, or any re- 
quirement connected wthere with, 
which discriminates against a national 
of the requested State. A provision 
of tax law, or connected requirement, 
will be considered to be discrimina- 
tory against a national of the re- 
quested State if it is more burden- 
some with respect to a national of 
the requested State than with respect 

to a national of the applicant State in 
the same circumstances. For purposes 
of the preceding sentence, a national 
of the applicant State who is subject 
to tax on worldwide income is not in 
the same circumstances as a national 
of the requested State who is not 
subject to tax on worldwide income. 
The provisions of this subparagraph 
shall not be construed to prevent the 
exchange of information with respect 
to: 

(I) The taxes imposed by Jamaica 
on branch profits, and on the pre- 
mium income of non-resident insurers 
or foreign insurance companies (at 
the rates prescribed under the Income 
Tax Act); or 

(2) Any additional tax imposed by 
the United States on the income of 
or interest payments allocable to a 
permanent establishment maintained 
by a resident of Jamaica in the 
United States. 
5. Except as provided in paragraph 4 
of this Article, the provisions of the 
preceding paragraphs shall be con- 
strued so as to impose on a Contract- 
ing State the obligation to use all 

legal means and its best efforts to 
execute a request. A Contracting 
State may, in its discretion, take 
measures to obtain and transmit to 
the other State information which, 
pursuant to paragraph 4, it has no 
obligation to transmit. 
6. Any information received by a 
Contracting State shall be treated as 
secret in the same manner as infor- 
mation obtained under the domestic 
laws of that State and shall be 
disclosed only to individuals or au- 
thorities (including judicial and ad- 
ministrative bodies) involved in the 
determination, assessment, collection, 
and administration of, the recovery 
and collection of claims derived 
from, the enforcement or prosecution 
in respect of, or the determination of 
appeals in respect of, the taxes which 
are the subject of this Agreement, or 
the oversight of the above. Such 
individuals or authorities shall use 
the information only for such pur- 
poses. These individuals or authori- 
ties may disclose the information in 
public court proceedings or in judi- 
cial decisions. Information shall not 
be disclosed to any third jurisdiction 
for any purpose without the consent 
of the Contracting State originally 
furnishing the information. 
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Article 4 

MUTUAL AGREEMENT 
PROCEDURE AND COSTS 

1. The competent authorities of the 
Contracting States shall agree to im- 
plement a program to carry out the 
purposes of this Agreement. 
2. The competent authorities of the 
Contracting States shall endeavour to 
resolve by mutual agreement any dif- 
ficulties or doubts arising as to the 
interpretation or application of this 
Agreement and may communicate di- 
rectly for this purpose. In particular, 
the competent authorities may agree 
to a common meaning of a term and 
may determine when costs are ex- 
traordinary for purposes of this Arti- 
cle. 
3. Unless the competent authorities 
of the Contracting States otherwise 
agree, ordinary costs incurred in pro- 
viding assistance shall be borne by 
the requested State and extraordinary 
costs incurred in providing assistance 
shall be borne by the applicant State. 

Article 5 

OTHER APPLICATIONS OF 
AGREEMENT 

The Government of Jamaica ad- 
vises and the Secretary of the Trea- 
sury of the United States hereby 
determines that the tax laws of Ja- 
maica do not discriminate against 
conventions or business meetings held 
in the United States. 

Article 6 

ENTRY INTO FORCE 

This Agreement shall enter into 
force upon signature by the duly 
authorized representatives of the 
Contracting States. 

Article 7 

AMENDMENT AND 
TERMINATION 

1. This Agreement may be modified 
or amended by mutual written con- 
sent of the Contracting States. 
2. This Agreement shall remain in 
force until terminated by one of the 
Contracting States. Either Contract- 
ing State may terminate the Agree- 
ment at any time after the Agreement 
enters into force provided that at 
least 6 months' prior notice of termi- 
nation has been given. 

DONE at Washington, D. C. in 
duplicate, this 18th day of December, 
1986. 

FOR THE GOVERNMENT OF THE 
UNITED STATES OF AMERICA: 

J. Roger Mentz 
Assistant Secretary 

(Tax Policy) 
Department of the 
Treasury 

FOR THE GOVERNMENT OF 
JAMAICA: 

Dr. Earl Alexander Carr 
Charge d' Affaires, A. I. 

United States- Netherlands Income 
Tax Convention 

T. D. 5778, 1950-1 C. B. 92; 1956-2 C. B. 1116; 
and 1965-1 C. B. 624 
(Also Part I, Section 8941 

Netherlands Antilles; tax avoid- 
ance. Article VIII(1) of the Conven- 
tion continues to apply to certain 
interest payments made after Decem- 
ber 31, 1987. 

Rev. Rul. 87-79 

ISSUE 

Does the exemption provided by 
Article VIII(1) of the United States- 
Netherlands Income Tax Convention 
as extended to the Netherlands 
Antilles, continue to apply to interest 
payments made by a domestic corpo- 
ration to an Antilles corporation after 
December 31, 1987, under the circum- 
stances described below? 

FACTS 

P, a corporation organized under 
the laws of the United States, owns 
100 percent of the stock of S, a 
corporation organized under the laws 
of the Antilles. 

P determined that its wholly owned 
domestic subsidiary corporation, R, 
required a significant increase in 
working capital to upgrade R's pro- 
duction facilities. P desired to obtain 
funds for this purpose outside the 
United States, where interest rates 
would be lower. P arranged to have 
S issue bonds in an offering dated 
September 1, 1984. The bonds were 
sold to foreign persons in public 

off«ings outside the United States. 
On September 15, 1984, S lent to R 
an amount equal to the proceeds « 
the September 1 offering at a rate « 
interest that was one percentage point 
higher than the rate payable by S o" 
the S bonds. 

Thereafter, R made timely interest 
payments to S and S made timely 
interest payments to its bondholders. 
These payments will continue past 
December 31, 1987. P, R, and S are 
not thinly capitalized. 

S is not entitled to any of the 
special tax benefits provided under 

Article 13, 14, or 14A of the Nether- 

lands Antilles' National Ordinance on 
Profit Tax of 1940, as in effect on 

September 1, 1963, or to substan- 
tially similar tax benefits granted un- 

der any law of the Antilles enacted 
after that date (the Antilles Tax 
Articles). S is not engaged in a trade 
or business within the United States 
through a permanent establishment as 

defined in Article II(1)(i) of the 
United States-Netherlands Income 
Tax Convention, T. D. 5778, 1950-1 
C. B. 92 (the Convention), as supple- 
mented by the Protocol of June 15, 
1955, extending the Convention to 
the Netherlands Antilles (the 1955 
Protocol), 1956-2 C. B. 1116, as 
modified by the Protocol of October 
23, 1963 (the 1963 Protocol), 1965-1 
C. B. 624, and as terminated by a 
notice of termination delivered to the 
Kingdom of the Netherlands on June 
29, 1987, and modified in part on 
July 10, 1987. 

LAW AND ANALYSIS 

Sections 871(a)(1)(A) and 881(a)(1) 
of the Internal Revenue Code of 
1986 generally impose a 30 percent 
tax on any interest received by non- 
United States persons from sources 
within the United States, to the ex- 
tent the interest is not effectively 
connected with the conduct of a 
trade or business within the United 
States. Sections 1441(a) and 1442(a) 
of the Code provide generally that 
the tax is to be deducted and with- 
held at the source of the income. 

Section 894(a) of the Code pro- 
vides that income of any kind, to the 
extent required by any treaty obliga- 
tion of the United States, shall not 
be included in gross income and shall 
be exempt from income taxation. 
Article VIII(1) of the Convention, as 
extended to the Antilles, provides 
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generally that interest (other than 
mortgage interest) from sources 
within the United States derived by a 
resident or corporation of the Antil- 
les not engaged in trade or business 
in the United States through a per- 
manent establishment there shall be 
exempt from United States tax. Arti- 
cle I of the 1963 Protocol limits the 
applicability of Article VIII of the 
Convention, as extended to the Antil- 
les, where the person receiving the 
interest is entitled to any special tax 
benefits provided under the Antilles 
Tax Articles. 

A notice delivered by the United 
States to the Kingdom of the Nether- 
lands on June 29, 1987, and modi- 
fied on July 10, 1987, terminates all 
provisions of the Convention apply- 
ing to the Antilles other than Article 
VIII and such other ancillary provi- 
sions in the Convention and the 1955 
and 1963 Protocols as apply to effec- 
tuate, modify, or limit the exemption 
from tax provided in Article VIII for 
interest described therein. The termi- 
nation will take effect January 1, 
1988. Under this notice as modified, 
therefore, Article VIII and the ancil- 
lary provisions remain in force after 
December 31, 1987, and will exempt 
from United States tax interest pay- 
ments made by a domestic corpora- 
tion to an Antilles corporation after 
that date if the payments satisfy the 
requirements of those provisions. 

Rev. Rul. 84-153, 1984-2 C. B. 
383, examines facts similar to those 
presented in this ruling, and holds 
that certain interest payments are not 
exempt from tax under Article 
VIII(1) of the Convention, as ex- 
tended to the Antilles, because they 
are not "derived by" an Antilles 
corporation. Rev. Rul. 85-163, 
1985-2 C. B. 349, provides that the 
holding of Rev. Rul. 84-153 will not 
be applied to interest payments made 
in connection with obligations issued 

before October 15, 1984. 
The interest to be paid from R to 

S satisfies the requirements of Article 
VIII(1) of the Convention, as ex- 

tended to the Antilles, and the ancil- 

lary provisions. Because S is not 

entitled to tax benefits under the 

Antilles Tax Articles, Article I of the 

1963 Protocol does not deny S the 

benefits of Article VIII(1) of the 

Convention, as extended to the Antil- 

les. Rev. Rul. 84-153 will not charac- 
terize the interest paid in connection 
with R's September 15, 1984 obliga- 
tion as not "derived by" an Antilles 
corporation within the meaning of 
Article VIII(1) of the Convention, as 
extended to the Antilles, because the 
holding of that ruling will be applied 
only to obligations issued on or after 
October 15, 1984. Article VIII(1) of 
the Convention, as extended to the 
Antilles, therefore applies to those 
interest payments. 

Section 127(g)(3) of the Tax Re- 
form Act of 1984, 1984-3 (Vol. I) 
C. B. I, provides that interest on a 
"United States affiliate obligation" 
(as defined therein) paid to an "ap- 
plicable CFC" (as defined therein) is 
treated as paid to a resident of the 
country in which the applicable CFC 
is incorporated. The applicable CFC 
must have been in existence on or 
before June 22, 1984, and the United 
States affiliate obligation must have 
been issued before that date. For this 
purpose, United States affiliate obli- 
gations issued before June 22, 1984, 
include rollovers — with or without a 
change in interest — of pre-June 22, 
1984 affiliate obligations and new 
affiliate obligations that are substi- 
tuted for the pre-June 22, 1984 
United States affiliate obligations, as 
long as the total amount of United 
States affiliate obligations is not in- 
creased by the foregoing, and as long 
as the applicable CFC does not ac- 
quire new funds after June 22, 1984. 
If, under circumstances similar to 
those described above, R had made 
payments to S in connection with a 
United States affiliate obligation is- 
sued before June 22, 1984, and S 
were an applicable CFC, the interest 
payments on the obligation would be 
treated as payments to a resident of 
the Antilles for all purposes of the 
Code. 

HOLDING 

Under the circumstances described 
above, interest payments made by R 
to S after December 31, 1987, are 
exempt from taxation by the United 
States under Article VI II(1) of the 
Convention, as extended to the Antil- 
les. 

United States-United Kingdom 
Income Tax Convention 

7980-1 C. B, 394, 

Rev. Proc. 87-44 

SECTION 1. BACKGROUND 

The current United States-United 
Kingdom Income Tax Convention, 
1980-1 C. B. 394, entered into force 
on April 25, 1980. Rev. Proc. 80-18, 
1980-1 C. B. 623, as modi fied by 
Rev. Proc. 81-58, 1981-2 C. B. 678, 
and Rev. Proc. 84-60, 1984-2 C. B. 
504, set forth procedures for taxpay- 
ers to follow in applying certain 
provisions of the current Convention. 

Rev. Proc. 67-17, 1967-1 C. B. 
595, prescribes procedures to be fol- 
lowed by United States withholding 
agents for the withholding of tax 
from income subject to the current 
United States-United Kingdom In- 
come Tax Convention, as amended 
by the Protocol of March 17, 1966, 
1966-2 C. B. 582 (the former Conven- 
tion). 

Rev. Proc. 68-7, 1968-1 C. B. 752, 
outlines arrangements that may be 
made with the United Kingdom De- 
partment of Inland Revenue by 
United States companies issuing 
American depositary receipts that 
elect to remit directly to the Depart- 
ment of Inland Revenue additional 
United Kingdom tax withheld from 
United Kingdom source dividends un- 
der the former Convention. 

SEC. 2. APPLICATION 

Because Rev. Proc. 67-17 and Rev. 
Proc. 68-7 provide procedures under 
the former Convention, they are not 
determinative under the current Con- 
vention and are obsolete. 

SEC. 3. EFFECT ON OTHER 
DOCUMENTS 

Rev. Proc. 67-17 and Rev. Proc. 
68-7 are obsolete. 

United States-Netherlands Income 
Tax Convention 

Rev. Rul. 75-23, 1975-1 C. B. 290, concern- 
ing the Netherlands Antilles is obsolete for 
taxable years beginning after December 31, 
1986. See Rev. Rul. 87-80, page 292. 
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Subpart B. -Legislation and Related 
Committee Reports 

Public Law 99-264 
99th Congress, S. 1396' 
March 24, 1986 
An Act to settle unresolved claims 
relating to certain allotted Indian 
lands on the White Earth Indian 
Reservation, to remove clouds from 
the titles to certain lands, and for 
other purposes. 

Be it enacted by the Senate and 
House of Representatives of the 
United States of America in Congress 
assembled, That this Act may be 
cited as the "White Earth Reserva- 
tion Land Settlement Act of 1985". 

SEC. 3. For purposes of this Act: 
(a) "Allotment" shall mean an al- 

location of land on the White Earth 
Reservation, Minnesota, granted, 
pursuant to the Act of January 14, 
1889 (25 Stat. 642), and the Act of 
February 8, 1887 (24 Stat. 388), to a 
Chippewa Indian. 

(b) "Allottee" shall mean the re- 
cipient of an allotment. 

(c) "Full blood" shall mean a 
Chippewa Indian of the White Earth 
Reservation, Minnesota, who was 
designated as a full blood Indian on 
the roll approved by the United 
States District Court for the District 
of Minnesota on October 1, 1920, or 
who was so designated by a decree of 
a Federal court of competent juris- 
diction; it shall also refer to an 
individual who is not designated on 
said roll but who is the biological 
child of two full blood parents so 
designated on the roll or of one full 
blood parent so designated on the 
roll and one parent who was an 
Indian enrolled in any other federally 
recognized Indian tribe, band, or 
community. 

(d) "Inherited" shall mean re- 
ceived as a result of testate or intes- 
tate succession or any combination of 
testate or intestate succession, which 
succession shall be determined by the 
Secretary of the Interior or his au- 
thorized representative. 

' This publication of the law is restricted to 
excerpts involving tax matters. House Report 
No. 99-489 and Senate Report 99 — 192 are not 
published. 

the Secretary, or for allotments or 
interests which were sold or mort- 
gaged by anyone where such sale or 
mortgage was the subject o f litigation 
in Federal court which proceeded to 
a judgment on the merits and where 
the outcome of such litigation did 
not vacate or void said sale or mort- 
gage. 

(j) "Interest", except where such 
item is used in conjunction with 
"compound", shall mean a fractional 
holding, less than the whole, held in 

an allotment. 

(k) "Adult" shall mean having at- 
tained the age of majority. 

(I) "Heir" shall mean one who 
received or was entitled to receive an 
allotment or interest as a result of 
testate or intestate succession under 
applicable Federal or Minnesota law. 

(m) "Transfer" includes but is not 
limited to any voluntary or involun- 
tary sale, mortgage, tax forfeiture or 
conveyance pursuant to State law; 
any transaction the purpose of which 
was to effect a sale, mortgage, tax 
forfeiture or conveyance pursuant to 
State law; any Act, event, or circum- 
stance that resulted in a change of 
title to, possession of, dominion 
over, or control of an allotment or 
interest therein. 

SEc. 4. (a) The provisions of this 
Act shall apply to the following 
allotments: 

(e) "Mixed blood" shall mean a 
Chippewa Indian of the White Earth 
Reservation, Minnesota, who was 

designated as a mixed blood Indian 
on the roll approved by the United 
States District Court of Minnesota on 
October 1, 1920, unless designated a 
full blood by decree of a Federal 
court of competent jurisdiction; it 
shall also refer to any descendants of 
an individual who was listed on said 
roll providing the descendant was not 
a full blood under the definition in 

subsection (c) of this section. The 
term "mixed blood" shall not in- 

clude an Indian enrolled in any fed- 
erally recognized Indian tribe, band, 
or community other than the White 
Earth Band. 

(f) "Tax forfeited" shall mean an 
allotment which, pursuant to State 
law, was declared forfeited for non- 
payment of real property taxes and 
purportedly transferred directly to the 
State of Minnesota or to private 
parties or governmental entities. 

(g) "Majority" shall mean the age 
of twenty-one years or older. 

(h) "Secretary" shall mean the 
Secretary of the Interior or his/or 
her authorized representative. 

(i) "Trust period" shall mean the 
period during which the United 
States held an allotment in trust for 
the allottee or the allottee's heirs. 
For the purpose of this Act, the 
Executive Order Numbered 4642 of 
May 5, 1927, Executive Order Num- 
bered 5768 of December 10, 1931, 
and Executive Order Numbered 5953 
of November 23, 1932, shall be 
deemed to have extended trust peri- 
ods on all allotments or interests 
therein the trust periods for which 
would otherwise have expired in 
1927, 1932, or 1933, notwithstanding 
the issuance of any fee patents for 
which there were no applications, 
and if such allotments were not spe- 
cifically exempted from the Executive 
orders; and the Indian Reorganiza- 
tion Act of June 18, 1934, shall be 
deemed to have extended indefinitely 
trust periods on all allotments or 
interests therein the trust periods for 
which would otherwise have expired 
on June 18, 1934, or at any time 
thereafter. Said Executive orders and 
Act shall be deemed not to have 
extended the trust period for allot- 
ments or interests which were sold or 
mortgaged by adult mixed bloods, by 
non-Indians, or with the approval of 

(1) allotments which were never 
sold or mortgaged by the allottees or 
by their heirs and which were tax 
forfeited during the trust period; 

(2) allotments which were sold or 
mortgaged during the trust period, 
without the approval of the Secre- 
tary, by the allottees prior to having 

attained majority, and were never 

again sold or mortgaged either by the 
allottees upon their having attained 
majority or by heirs of the allottees; 

(3) allotments which were sold or 
mortgaged during the trust period by 
full blood allottees without the ap- 
proval of the Secretary, and were 
never again the subject of a sale or 
mortgage by heirs of the allottees; 
and 

(4) allotments which were never 
sold or mortgaged by the allottees, 
but which subsequent to the deaths 
of the allottees, purportedly were 
sold or mortgaged, during the trust 
period, by administrators, executors 

or representatives, operating under 

336 1987-2 C. B. 



authority from State courts, and were 
never again the subject of a sale or 
mortgage by heirs of the allottees. 

(b) The provisions of this Act shall 
also apply to the following allotments 
or interests in allotments: 

(1) allotments or interests which 
were inherited by full or mixed 
bloods who never sold or mortgaged 
their allotments or interests or by 
Indians enrolled in other federally 
recognized Indian tribes, bands, or 
communities who never sold or mort- 
gaged their allotments or interests, 
where the allotments or interests were 
tax forfeited during the trust period; 

(2) allotments or interests which 
were inherited by mixed bloods under 
the age of majority and which were 
sold or mortgaged during the trust 
period without the approval of the 
Secretary prior to such mixed bloods 
having attained majority, but which 
were never again sold or mortgaged 
by them upon having attained major- 
ity or by their heirs; 

(3) allotments or interests which 
were inherited by full bloods or by 
Indians enrolled in other federally 
recognized Indian tribes, bands, or 
communities, who sold or mortgaged 
such allotments or interests during 
the trust period without the approval 
of the Secretary; 

(4) allotments or interests which 
were inherited by full or mixed 
bloods who never sold or mortgaged 
their allotments or interests, but 
which, subsequent to the death of 
such heirs, were sold or mortgaged 
during the trust period by administra- 
tors, operating under authority from 
State courts; 

(5) allotments or interests which 
were owned by allot tees or which 
were inherited by full or mixed 
bloods for whom guardians were ap- 
pointed by State courts, which guard- 
ians sold or mortgaged the allotments 
or interests during the trust period 
without the approval of the Secre- 
tary; 

(6) interests which were inherited 

by full or mixed bloods who never 

sold or mortgaged their interests dur- 

ing the trust period, even though 
other interests in the same allotment 
were sold by other heirs where the 
land comprising the allotment has 

been claimed in full by other parties 
adversely to the full or mixed bloods 
who never sold or mortgaged their 
interests; and 

(7) allotments or interests which 

were inherited by full or mixed 
bloods or by Indians enrolled in 

other federally recognized Indian 
tribes, bands, or communities which 
were never sold or mortgaged during 
the trust period but which were pur- 
portedly distributed by State court 
probate proceedings to other individ- 

uals. 

SEC. 6. (a) As soon as the condi- 
tions set forth in section 10 of this 

Act have been met, the Secretary 
shall publish a certification in the 
Federal Register that such conditions 
have been met. After such publica- 
tion, any allotment or interest which 
the Secretary, in accordance with this 
Act, determines falls within the pro- 
visions of section 4(a), 4(b), or 5(c), 
the tax forfeiture, sale, mortgage, or 
other transfer, as described therein, 
shall be deemed to have been made 
in accordance with the Constitution 
and all laws of the United States 
specifically applicable to transfers of 
allotments or interests held by the 
United States in trust for Indians, 
and Congress hereby does approve 
and ratify any such transfer effective 
as of the date of said transfer, 
subject to the provisions of section 
6(c). Compensation for loss of allot- 
ments or interests resulting from this 
approval and ratification shall be 
determined and processed according 
to the provisions of section 8. 

SEC. 15. There are hereby autho- 
rized to be appropriated to the White 
Earth Band $6, 600, 000 as a grant to 
be expended as provided in section 
12. 

SEC. 16. None of the moneys 
which are distributed under this Act 
shall be subject to Federal or State 
income taxes or be considered as 
income or resources in determining 
eligibility for or the amount of assis- 
tance under the Social Security Act 
or any other federally assisted pro- 
gram. 

Public Law 99-346 
99th Congress, S. 1106' 
June 30, 1986 

An Act to provide for the use and 
distribution of funds appropriated in 
satisfaction of judgments awarded to 
the Saginaw Chippewa Tribe of 
Michigan in dockets numbered 57, 
59, and 13E of the Indian Claims 
Commission and docket numbered 
13F of the United States Claims 
Court, and for other purposes. 

Be it enacted by the Senate and 
House of Representatives of the 
United States of America in Congress 
assembled, 

SHORT TITLE; DEFINITIONS 

SEcTION 1. (a) This Act may be 
cited as the "Saginaw Chippewa In- 
dian Tribe of Michigan Distribution 
of Judgment Funds Act". 

(b) For purposes of this Act— 
(1) The term "tribe" means the 

Saginaw Chippewa Indian Tribe of 
Michigan. 

(2) The term "Tribal Council" 
means the Saginaw Chippewa Tribal 
Council. 

(3) The term "Secretary" means 
the Secretary of the Interior. 

ABROGATION OF PRIOR PLAN 

SEC. 2. Notwithstanding Public 
Law 93-134 (25 U. S. C. 1401 et seq. ) 
or any plan prepared or regulation 
promulgated by the Secretary pursu- 
ant to such law— 

(1) the funds appropriated in 
satisfaction of judgments awarded 
the tribe in dockets numbered 59 
and 13E of the Indian Claims 
Commission, and 

(2) the balance of any undistrib- 
uted funds appropriated in satisfac- 
tion of the judgments awarded the 
tribe in docket numbered 57 of the 
Indian Claims Commission and 
docket numbered 13F of the 
United States Claims Court, 

and any interest or investment in- 
come accrued on the amount of such 
funds on or before the date of any 
transfer made pursuant to section 5 
or 8 (less any attorneys' fees and 
court costs), shall be distributed and 

'This publication of the law is restricted to 
excerpts involving tax matters. House Report 
No. 99-502 and Senate Report No. 99-l 19 are 
not published. 
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used in accordance with the provi- 
sions of this Act. 

INVESTMENT FUND 

SEC. 3. (a)(1) The tribe, through 
the Tribal Council, shall establish a 
trust fund for the benefit of the tribe 
which shall be known as the "Invest- 
ment Fund". 

(2) The Tribal Council shall be the 
trustee of the Investment Fund and 
shall administer the Investment Fund 
in accordance with the provisions of 
this Act. 

(e)(1) From the funds described in 
section 2 and transferred to the 
Tribal Council pursuant to section 
5(a), the sum of $1, 000, 000 shall be 
set aside within 90 days of receipt of 
such funds by the Tribal Council for 
the express purposes of establishing a 
separate Elderly Assistance Invest- 
ment Fund. 

(2) Income generated by the Eld- 
erly Assistance Investment Fund shall 
be distributed on a per capita basis 
to each enrolled Tribal member who 
is 50 years of age or older on the 
date that is 18 months after the date 
on which the amendments to the 
constitution of the tribe referred to 
in section 4(a) are adopted and rati- 
fied by the qualified voting members 
of the tribe. 

(3) Tribal members entitled to par- 
ticipate in the distribution of such 
income shall submit verifiable docu- 
mentation as to their age to the 
Tribal Council no later than the date 
that is 3 months after the date 
established pursuant to paragraph (2) 
of this subsection. The Tribal Coun- 
cil shall prepare and certify a list of 
all Tribal members entitled to partici- 
pate in the distribution of income 
from the Elderly Assistance Invest- 
ment Fund within 30 days following 
the above date. 

(4) Distribution of the income 
from the Elderly Assistance Invest- 
ment Fund shall be made pursuant to 
the following terms and conditions: 

(A) No Tribal member certified to 
participate shall receive more than 
the aggregate sum of $3, 000 from the 
income generated by the Elderly As- 
sistance Investment Fund. 

(B) Payments shall be made to 
each Tribal member certified to par- 
ticipate on an equal pro-rata basis 

from the available income generated 
by the Elderly Assistance Investment 
Fund. 

(C) The initial per capita distribu- 
tion shall be made no sooner than the 
date that is 30 days after the date that 
the Tribual Council certifies the list 
of eligible Tribal members pursuant 
to paragraph (3) nor no later than 
120 days following such date. 

(E) If succeeding per capita distri- 
butions are necessary to bring the 
aggregate payment to each Tribal 
member certified to participate to the 
sum of $3, 000, such distribution shall 
be made on or before the anniversary 
date of the initial per capita distribu- 
tion. 

(F) If any Tribal member certified 
to participate should die before re- 
ceiving the initial or any succeeding 
per capital distribution, the payment 
which would have been paid to that 
individual shall be returned to the 
Elderly Assistance Investment Fund 
for distribution in accordance with 
this subsection. 

(5) When all Tribal members certi- 
fied to participate in the per capita 
distribution have been paid the aggre- 
gate sum o f $3, 000, the principal 
sum of $1, 000, 000 together with any 
remaining interest of the Elderly As- 
sistance Fund shall revert back and 
become part of the Investment Fund 
established pursuant to subsection 
(a)(1): Provided, That, nothing in 
this subsection shall be construed to 
prevent the Tribal Council from es- 
tablishing an Elderly Assistance In- 
vestment Fund or Program providing 
for per capita distributions or other 
programs for elderly Tribal members 
from the income of the Investment 
Fund and subject to such terms, 
conditions and eligibility criteria as 
the Tribal Council may provide. 

(6)(A) The Elderly Assistance In- 
vestment Fund shall be governed and 
subject to the same conditions as 
provided for in subsections (b) and 
(d) but not the provisions of subsec- 
tion (c) of this section. 

(B) Any Elderly Assistance Invest- 
ment Fund or Program which may 
be subsequently established by the 
Tribal Council shall be subject to the 
terms of this Act except that subsec- 
tion (e) of this section shall not be 
applicable to such Fund or Program. 

SEC. 6. (a) No amount of an)' 
payment or distribution— 

(1) from the principal or incom~ 
of the Investment Fund, or 

(2) of any funds transferred to 
the Tribal Council under section 

8(a) 
to any payee or distributee who is an 

enrolled member of the tribe shall be 
included in the gross income of the 

payee or distributee for purposes of 
any Federal, State, or local income 
tax. 

(b) Any payments or distributions 
described in subsection (a), and the 
availability of any amount for such 

payments or distributions, shall not 
be considered as income or resources 
or otherwise used as the basis for 
denying or reducing— 

Public Law 99-377 
99th Congress, H. R. 1904' 
August 8, 1986 

An Act to provide for the use and 
distribution of funds appropriated in 
satisfaction of judgments awarded to 
the Chippewas of the Mississippi in 

Docket Numbered 18-S before the 
Indian Claims Commission, and for 
other purposes. 

Be it enacted by the Senate and 
House of Representatives of the 
United States of America in Con- 

gress assembled, 

SECTION 1. Notwithstanding any 
other provision of law, the funds 
appropriated for the Indian Claims 
Commission judgment awards in 
Docket 18-S for the Chippewas of 
the Mississippi (less attorney fees and 
litigation expense and plus all invest- 
ment income and interest accrued) 
shall be used and distributed under 
this Act. 

SEC. 2. The Secretary of the Inte- 
rior shall divide the amount for 
Docket 18-S with two-thirds of the 
funds for the Chippewas of Lake 
Superior and one-third for the Chip- 
pewas of the Mississippi. The respec- 
tive shares of the Mississippi Band in 

'This publication of the Iaw is restricted to 
excerpts involving tax matters. House Report 
No. 99-269 and Senate Report No. 99-309 are 
not published. 
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Docket 18-S shall be divided by 
reservation affiliation as follows: 

(1) Mille Lac Reservation, Minne- 
sota 569/7624; 

(2) White Earth Reservation, Min- 
nesota 6431/7624; and 

(3) Leech Lake Reservation, Min- 
nesota 624/7624. 

SEC. 3. The apportioned shares of 
funds under section 2 of this Act of 
each reservation or community shall 
be used as follows: 

(1) Eighty percent of each reserva- 
tion's share shall be held and admin- 
istered by the Secretary for per capita 
distribution and the sums (including 
the investment income accrued) shall 
be distributed in a sum as nearly 
equal as possible for each individual 
born on or prior to and living on the 
date of enactment of this Act who is 
enrolled on the respective tribal mem- 
bership roll brought current to such 
date of enactment under tribal enroll- 
ment procedures. 

(2) Twenty percent of each reserva- 
tion's share shall be held in trust in 
separate accounts for the tribal orga- 
nization of the reservation and in- 
vested by the Secretary under the Act 
of June 24, 1938 (52 Stat. 1037; 25 
U. S. C. 162a) until needed for use or 
distribution under the tribe's plan 
approved by the Secretary. 

(3) The per capita distributions un- 
der this section from funds appor- 
tioned to reservations or communities 
of the Minnesota Chippewa Tribe 
shall only be made to those individu- 
als enrolled with the historical band 
designation for which the award was 
made. Plans submitted by two or 
more of the reservation business 
committees of the Minnesota Chip- 
pewa Tribe may include joint invest- 
ment and use programs. 

SEC. 4. (a) MlSCELLANEOUS. — The 
per capita shares under this Act of 
competent adults shall be paid di- 

rectly to them. The per capita shares 
under this Act of deceased individual 
beneficiaries, legal incompetents, and 
minors shall be determined and dis- 

tributed under regulations prescribed 

by the Secretary which are generally 

applicable to funds distributed under 

the Act of October 19, 1973 (87 Stat. 
466), as amended (25 U. S. C. 1401 et 

seq. ). 

(b) None of the funds distributed 

per capita or held in trust shall be 

subject to Federal or State income 

taxes or be considered as income or 
resources in determining the extent of 
eligibility for assistance under the 
Social Security Act or other Federal 
assistance programs. 

Public Law 99-440 
99th Congress, H. R. 2840' 
October 2, 1986 

An Act to prohibit loans to, other 
investments in, and certain other ac- 
tivities with respect to, South Africa, 
and for other purposes. 

Be it enacted by the Senate and 
House of Representatives of the 
United States of America in Congress 
assembled, 

SHORT TITLE 

SECTION 1. This Act may be cited 
as the "Comprehensive Anti- 
Apartheid Act of 1986". 

fic, to improve enforcement of 
Federal drug laws and enhance 
interdiction of illicit drug ship- 
ments, to provide strong Federal 
leadership in establishing effective 
drug abuse prevention and educa- 
tion programs, to expand Federal 
support for drug abuse treatment 
and rehabilitation efforts, and for 
other purposes. 
Be it enacted by the Senate and 

House of Representatives of the 
United States of America in Congress 
assembled, 

Section 1 ~ SHORT TITLE. 

This Act may be cited as the 
"Anti-Drug Abuse Act of 1986. " 

Subtitle H — Money Laundering 
Control Act of 1986 

SEC. 1351 ~ SHORT TITLE. 

This subtitle may be cited as the 
"Money Laundering Control Act of 
1986". 

TERMINATION OF TAX TREATY 
AND PROTOCOL 

SEC. 313. The Secretary of State 
shall terminate immediately the fol- 
lowing convention and protocol, in 
accordance with its terms, the Con- 
vention Between the Government of 
the United States of America and the 
Government of the Union of South 
Africa for the Avoidance of Double 
Taxation and for Establishing Rules 
of Reciprocal Administrative Assis- 
tance With Respect to Taxes on 
Income, done at Pretoria on Decem- 
ber 13, 1946, and the protocol relat- 
ing thereto. 

Public Law 99-570 
99th Congress, H. R. 5484 
October 27, 1986 
An Act to strengthen Federal efforts 

to encourage foreign cooperation 
in eradicating illicit drug crops and 
in halting international drug traf- 

'This publication of the law is restricted to 
excerpts involving tax matters. House Report 
No. 99-638 and Senate Report No. 99-370 are 
not published. 

SEC. 1352. NEW OFFENSE FOR 
LAUNDERING OF MONETARY 
INSTRUMENTS ~ 

(a) Chapter 95 of title 18, United 
States Code, is amended by adding at 
the end thereof the following: 
"$1956. Laundering of monetary in- 

struments 
"(a)(1) Whoever, knowing that the 

property involved in a financial 
transaction represents the proceeds of 
some form of unlawful activity, con- 
ducts or attempts to conduct such a 
financial transaction which in fact 
involves the proceeds of specified 
unlawful activity— 

"(A) with the intent to promote 
the carrying on of specified unlawful 
activity; or 

"(B) knowing that the transaction 
is designed in whole or in part- 

"(i) to conceal or disguise the 
nature, the location, the source, 
the ownership, or the control of 
the proceeds of specified unlawful 
activity; or 

"(ii) to avoid a transaction re- 
porting requirement under State or 
Federal law, 

shall be sentenced to a fine of not 
more than $500000 or twice the 
value of the property involved in the 
transaction, whichever is greater, or 
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imprisonment for not more than 
twenty years, or both. 

"(2) Whoever transports or at- 
tempts to transport a monetary in- 

strument or funds from a place in 
the United States to or through a 
place outside the United States or to 
a place in the United States from or 
through a place outside the United 
States- 

"(A) with the intent to promote 
the carrying on of specified unlawful 
activity; or 

"(B) knowing that the monetary 
instrument or funds involved in the 
transportation represent the proceeds 
of some form of unlawful activity 
and knowing that such transportation 
is designed in whole or in part- 

"(i) to conceal or disguise the 
nature, the location, the source, 
the ownership, or the control of 
the proceeds of specified unlawful 
activity; or 

"(ii) to avoid a transaction re- 
porting requirement under State or 
Federal law, 

shall be sentenced to a fine of 
$500, 000 or twice the value of the 
monetary instrument or funds in- 
volved in the transportation, which- 
ever is greater, or imprisonment for 
not more than twenty years, or both. 

"(b) Whoever conducts or attempts 
to conduct a transaction described in 
subsection (a)(1), or a transportation 
described in subsection (a)(2), is lia- 
ble to the United States for a civil 
penalty of not more than the greater 
of— 

"(1) the value of the property, 
funds, or monetary instruments in- 
volved in the transaction; or 

"(2) $10, 000. 
"(c) as used in this section— 
"(1) the term 'knowing that the 

property involved in a financial 
transaction represents the proceeds of 
some form of unlawful activity' 
means that the person knew the 
property involved in the transaction 
represented proceeds from some 
form, though not necessarily which 
form, of activity that constitutes a 
felony under State or Federal law, 
regardless of whether or not such 
activity is specified in paragraph (7); 

"(2) the term 'conducts' includes 
initiating, concluding, or participat- 
ing in initiating or concluding a 
transaction; 

"(3) the term 'transaction' includes 
a purchase, sale, loan, pledge, gift, 
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transfer, delivery, or other disposi- 
tion, and with respect to a financial 
institution includes a deposit, with- 

drawal, transfer between accounts, 
exchange of currency, loan, extension 
of credit, purchase or sale of any 
stock, bond, certificate of deposit, or 
other monetary instrument, or any 
other payment, transfer, or delivery 

by, through, or to a financial institu- 
tion, by whatever means effected; 

"(4) the term 'financial trans- 
action' means a transaction involving 
the movement of funds by wire or 
other means or involving one or 
more monetary instruments, which in 

any way or degree affects interstate 
or foreign commerce, or a transac- 
tion involving the use of a financial 
institution which is engaged in, or 
the activities of which affect, inter- 
state or foreign commerce in any way 
or degree; 

"(5) the term 'monetary instru- 
ments' means coin or currency of the 
United States or of any other coun- 
try, travelers' checks, personal 
checks, bank checks, money orders, 
investment securities in bearer form 
or otherwise in such form that title 
thereto passes upon delivery, and 
negotiable instruments in bearer form 
or otherwise in such form that title 
thereto passes upon delivery; 

"(6) the term 'financial institution' 
has the definition given that term in 
section 5312(a)(2) of title 31, United. 
States Code, and the regulations pro- 
mulgated thereunder; 

"(7) the term 'specified unlawful 
activity' means— 

"(A) any act or activity constitut- 
ing an offense listed in section 
1961(l) of this title except an act 
which is indictable under the Cur- 
rency and Foreign Transactions Re- 
porting Act; 

"(B) with respect to a financial 
transaction occurring in whole or in 
part in the United States, an offense 
against a foreign nation involving the 
manufacture, importation, sale, or 
distribution of a controlled substance 
(as such term is defined for the 
purposes of the Controlled Sub- 
stances Act); 

"(C) any act or acts constituting a 
continuing criminal enterprise, as that 
term is defined in section 408 of the 
Controlled Substances Act (21 U. S. C. 
848); or 

"(D) an offense under section 152 
(relating to concealment of assets; 

false oaths and claims; bribery), sec- 
tion 215 (relating to commissions or 
gifts for procuring loans), any of 
sections 500 through 503 (relating to 
certain counterfeiting offenses), 
tion 511 (relating to securities 
States and private entities), sectio n 

543 (relating to smuggling goods into 
the United States), section 641 (relat- 
ing to public money, property, or 
records), section 656 (relating to 
theft, embezzlement, or misapplica- 
tion by bank officer or employee), 
section 666 (relating to theft or brib- 

ery concerning programs receiving 
Federal funds), section 793, 794, or 
798 (relating to espionage), section 
875 (relating to interstate communica- 
tions), section 1201 (relating to kid- 

napping), section 1203 (relating to 
hostage taking), section 1344 (relating 
to bank fraud), or section 2113 or 
2114 (relating to bank and postal 
robbery and theft) of this title, sec- 
tion 38 of the Arms Export Control 
Act (22 U. S. C. 2778), section 2 (re- 
lating to criminal penalties) of the 
Export Administration Act of 1979 
(50 U. S. C. App. 2401), section 203 
(relating to criminal sanctions) of the 
International Emergency Economic 
Powers Act (50 U. S. C. 1702), or 
section 3 (relating to criminal viola- 
tions) of the Trading with the Enemy 
Act (50 U. S. C. App. 3). 

"(d) Nothing in this section shall 

supersede any provision of Federal, 
State, or other law imposing criminal 
penalties or affording civil remedies 
in addition to those provided for in 

this section. 
"(e) Violations of this section may 

be investigated by such components 
of the Departme'nt of Justice as the 
Attorney General may direct, and by 
such components of the Department 
of the Treasury as the Secretary of 
the Treasury may direct, as appropri- 
ate. Such authority of the Secretary 
of the Treasury shall be exercised in 
accordance with an agreement which 
shall be entered into by the Secretary 
of the Treasury and the Attorney 
General. 

"(f) There is extraterritorial juris- 
diction over the conduct prohibited 
by this section if— 

"(1) the conduct is by a United 
States citizen or, in the case of a 
non-United States citizen, the con- 
duct occurs in part in the United 
States; and 



"(2) the transaction or series of 
related transactions involves funds or 
monetary instruments of a value ex- 
ceeding $10, 000. 

"$1957. Engaging in monetary trans- 
actions in property derived from 
specified unlawful activity 
"(a) Whoever, in any of the cir- 

cumstances set forth in subsection 
(d), knowingly engages or attempts to 
engage in a monetary transaction in 
criminally derived property of a value 
greater than $10, 000 and is derived 
from specified unlawful activity, shall 
be punished as provided in subsection 
(b). 

"(b)(1) Exept as provided in para- 
graph (2), the punishment for an 
offense under this section is a fine 
under title 18, United States Code, or 
imprisonment for not more than ten 
years, or both. 

"(2) The court may impose an 
alternate fine to that imposable under 
paragraph (1) of not more than twice 
the amount of the criminally derived 
property involved in the transaction. 

"(c) In a prosecution for an of- 
fense under this section, the Govern- 
ment is not required to prove the 
defendant knew that the offense 
from which the criminally derived 
property was derived was specified 
unlawful activity. 

"(d) The circumstances referred to 
in subsection (a) are— 

"(1) that the offense under this 
section takes place in the United 
States or in the special maritime and 
territorial jurisdiction of the United 
States; or 

"(2) that the offense under this 
section takes place outside the United 
States and such special jurisdiction, 
but the defendant is a United States 
person (as defined in section 3077 of 
this title, but excluding the class 
described in paragraph (2)(D) of such 
section). 

"(e) Violations of this section may 
be investigated by such components 
of the Department of Justice as the 
Attorney General may direct, and by 
such components of the Department 
of the Treasury as the Secretary of 
the Treasury may direct, as appropri- 
ate. Such authority of the Secretary 
of the Treasury shall be exercised in 
accordance with an agreement which 
shall be entered into by the Secretary 

of the Treasury and the Attorney 
General. 

"(f) As used in this section— 
"(1) the term 'monetary trans- 

action' means the deposit, with- 

drawal, transfer, or exchange, in or 
affecting interstate or foreign com- 
merce, of funds or a monetary in- 

strument (as defined for the purposes 
of subchapter II of chapter 53 of title 

31) by, through, or to a financial 
institution (as defined in section 5312 
of title 31); 

"(2) the term 'criminally derived 
property' means any property consti- 
tuting, or derived from, proceeds 
obtained from a criminal offense; 
and 

"(3) the term 'specified unlawful 
activity' has the meaning given that 
term in section 1956 of this title. " 

(b) The table of sections at the 
beginning of chapter 95 of title 18 is 
amended by adding at the end the 
following new items: 
"1956. Laundering of monetary instruments. 
"l957. Engaging in monetary transactions in 
property derived from specified unlawful activ- 
lt. y. 

SEC. 1353. AMENDMENTS TO 
THE RIGHT TO FINANCIAL 
PRIVACY ACT. 

(a) CLARIFIcATIQN QF RIGHT QF 
FINANCIAL INSTITUTIONS TO REPORT 
SUsPEcTED VIQLATIQNs. — Section 
1103(c) of the Right to Financial 
Privacy Act of 1978 (12 U. S. C. 
3403(c)) [1978-2 C. B. 446, 447] is 
amended by adding at the end 
thereof the following new sentences: 
"Such information may include only 
the name or other identifying infor- 
mation concerning any individual or 
account involved in and the nature of 
any suspected illegal activity. Such 
information may be disclosed not- 
withstanding any constitution, law, 
or regulation of any State or political 
subdivision thereof to the contrary. 
Any financial institution, or officer, 
employee, or agent thereof, making a 
disclosure of information pursuant to 
this subsection, shall not be liable to 
the customer under any law or regu- 
lation of the United States or any 
constitution, law, or regulation of 
any State or political subdivision 
thereof, for such disclosure or for 
any failure to notify the customer of 
such disclosure. " 

(b) Section 1113(i) of the Right to 
Financial Privacy Act of 1978 (12 

U. S. C. 3413(i)) is amended by insert- 
ing immediately before the period at 
the end thereof a comma and the 
following: "except that a court shall 
have authority to order a financial 
institution, on which a grand jury 
subpoena for customer records has 
been served, not to notify the cus- 
tomer of the existence of the sub- 
poena or information that has been 
furnished to the grand jury, under 
the circumstances and for the period 
specified and pursuant to the proce- 
dures established in section 1109 of 
the Right to Financial Privacy Act of 
1978 (12 U. S. C. 3409) [1978-2 C. B. 
446, 449]". 

SEC. 1354. STRUCTURING 
TRANSACTIONS TO EVADE 
REPORTING REQUIREMENTS 
PROHIBITED. 

(1) IN GENERAL. — Subchapter II of 
chapter 53 of title 31, United States 
Code (relating to records and reports 
on monetary instruments transac- 
tions) is amended by adding at the 
end thereof the following new sec- 
tion: 
"$5324. Structuring transactions to 

evade reporting requirement pro- 
hibited 
"No person shall for the purpose 

of evading the reporting requirements 
of section 5313(a) with respect to 
such transaction— 

"(1) cause or attempt to cause a 
domestic financial institution to fail 
to file a report required under section 
5313(a); 

"(2) cause or attempt to cause a 
domestic financial institution to file a 
report required under section 5313(a) 
that contains a material omission or 
misstatement of fact; or 

"(3) structure or assist in structur- 
ing, or attempt to structure or assist 
in structuring, any transaction with 
one or more domestic financial insti- 
tutions. ". 

(b) CLERICAL AMENDMENT. — The 
table of sections for chapter 53 of 
title 31, United States Code, is 
amended by adding at the end 
thereof the following new item: 
"5324. Structuring transactions to evade re- 
porting requirement prohibited. ". 
SEC. 1355. SEIZURE AND CIVIL 
FORFEITURE OF MONETARY 
INSTRUMENTS AND RELATED 
PROVISION S. 

(a) CUSTOMS AUTHORITY TO CON- 
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DUcT SEARcHEs AT BQRDER. — Sec- 
tion 5317(b) of title 31, United States 
Code, is amended to read as follows: 

"(b) SEARcHEs AT BQRDER. — Foi 
purposes of ensuring compliance with 
the requirements of section 5316, a 
customs officer may stop and search, 
at the border and without a search 
warrant, any vehicle, vessel, aircraft, 
or other conveyance, any envelope or 
other container, and any person en- 
tering or departing from the United 
States. ". 

(b) FAILURE TO REPORT EXPORT 
OR IMPORT OF MONETARY INSTRU- 
MENT. — The first sentence of section 
5317(c) of title 31, United States 
Code (relating to seizure and forfei- 
ture of monetary instruments in for- 
eign commerce) is amended to read 
as follows: "If a report required 
under section 5316 with respect to 
any monetary instrument is not filed 
(or if filed, contains a material omis- 
sion or misstatement of fact), the 
instrument and any interest in prop- 
erty, including a deposit in a finan- 
cial institution, traceable to such in- 
strument may be seized and forfeited 
to the United States Government. ". 
SEC. 1356. COMPLIANCE 
AUTHORITY FOR SECRETARY 
OF THE TREASURY AND 
RELATED MATTERS. 

(a) SUMMQNs PowER. — Section 
5318 of title 31, United States Code, 
is amended— 

(1) by inserting "(a) GENERAL 
POWERS OF SECRETARY. — ' 

(2) in paragraph (I), by inserting 
"except as provided in subsection 
(b)(2), " before "delegate", 

(3) by striking out "and" at the 
end of paragraph (2); 

(4) by inserting after paragraph (2) 
the following new paragraphs: 

"(3) examine any books, papers, 
records, or other data of domestic 
financial institutions relevant to the 

record keeping or reporting require- 
ments of this subchapter; 

"(4) summon a financial institu- 
tion, an officer or employee of a 
financial institution (including a 
former officer or employee), or any 
person having possession, custody, or 
care of the reports and records re- 
quired under this subchapter, to ap- 
pear before the Secretary of the 
Treasury or his delegate at a time 
and place named in the summons 
and to produce such books, papers, 

records, or other data, and to give 
testimony, under oath, as may be 
relevant or material to an investiga- 
tion described in subsection (b); 
and"; 

(5) by redesignating paragraph (3) 
as paragraph (5); and 

(6) by adding at the end the fol- 
lowing new subsections: 

"(b) LIMITATIONS ON SUMMONS 

POWER. — 
"(I) ScoPE oF PowER. — The Secre- 

tary of the Treasury may take any 
action described in paragraph (3) or 
(4) of subsection (a) only in connec- 
tion with investigations for the pur- 
pose of civil enforcement of viola- 
tions of this subchapter, section 21 
of the Federal Deposit Insurance Act, 
section 411 of the National Housing 
Act, or chapter 2 of Public Law 
91-508 (12 U. S. C. 1951 et seq. ) or 
any regulation under any such provi- 
sion. 

"(2) AUTHORITY TO ISSUE. — A 
summons may be issued under sub- 
section (a)(4) only by, or with the 
approval of, the Secretary of the 
Treasury or a supervisory level dele- 
gate of the Secretary of the Treasury. 

"(c) ADMINIsTRATIvE AsPEcTs oF 
SUMMONS. — 

"(I) PRODUCTION AT DESIGNATED 
sITE. — A summons issued pursuant 
to this section may require that 
books, papers, records, or other data 
stored or maintained at any place be 
produced at any designated location 
in any State or in any territory or 
other place subject to the jurisdiction 
of the United States not more than 
500 miles distant from any place 
where the financial institution oper- 
ates or conducts business in the 
United States. 

''(2) FEES AND TRAVEL EX- 
PENSES. — Persons summoned under 
this section shall be paid the same 
fees and mileage for travel in the 
United States that are paid witnesses 
in the courts of the United States. 

' '(3) NO LIABILITY FOR EX- 
PENsEs. — The United States shall not 
be liable for any expense, other than 
an expense described in paragraph 
(2), incurred in connection with the 
production of books, papers, records, 
or other data under this section. 

"(d) SERVICE OF SUMMONS. — Ser- 
vice of a summons issued under this 
section may be by registered mail or 
in such other manner calculated to 

give actual notice as the Secretary 
may prescribe by regulation. 

"(e) CONTUMACY OR REFUSAL. — 
"(I) REFERRAL TO ATTORNEY GEN- 

ERAL. — In case of contumacy by 
person issued a summons under para- 
graph (3) or (4) of subsection (a) or a 
refusal by such person to obey such 
summons, the Secretary of the Trea- 
sury shall refer the matter to the 
Attorney General. 

"(2) JURISDICTION OF COURT. — 
The Attorney General may invoke 
the aid of any court of the United 
States within the jurisdiction of 
which— 

"(A) the investigation which 
gave rise to the summons is being 
or has been carried on; 

"(B) the person summoned is an 
inhabitant; or 

"(C) the person summoned car- 
ries on business or may be found, 
to compel compliance with the 
summons. 
"(3) CQURT oRDER. — The court 

may issue an order requiring the 
person summoned to appear before 
the Secretary or his delegate to pro- 
duce books, papers, records, and 
other data, to give testimony as may 
be necessary to explain how such 
material was compiled and main- 
tained, and to pay the costs of the 
proceeding. 

"(4) FAILURE TO COMPLY WITH 

ORDER. — Any failure to obey the 
order of the court may be punished 
by the court as a contempt thereof. 

(5) SERvlcE oF PRocEss. AII pro- 
cess in any case under this subsection 
may be served in any judicial district 
in which such person may be 
found. ". 

(b) AMENDMENT RELATING TO EX- 
EMPTIONS GRANTED FOR MONETARY 
TRANSACTION REPORTING REQUIRE- 
MENTS. — Section 5318 of title 31, 
United States Code, is amended by 
adding after subsection (e) (as added 
by subsection (a) of this section) the 
following new subsection: 

"(f) WRITTEN AND SIGNED STATE- 
MENT REQUI RED. — No person shall 
qualify for an exemption under sub- 
section (a)(5) unless the relevant fi- 
nancial institution prepares and main- 
tains a statement which— 

"(I) describes in detail the reasons 
why such person is qualified for such 
exemption; and 

"(2) contains the signature of such 
person. ". 
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(c) CQNFQRMING AMENDMENTs. — 
(I) Sections 5321 and 5322 of title 

31, United States Code, are each 
amended by striking out "5318(2)" 
each place such term appears and 
inserting in lieu thereof "5318(a)(2)". 

(2) The heading of section 5318 of 
title 31, United States Code, is 
amended to read as follows: 
"$5318. Compliance, exemptions, 

and summons authority". 
(d) CLERIcAL AMENDMENT. — The 

table of sections for chapter 53 of 
title 31, United States Code, is 
amended by striking out the item 
relating to section 5318 and inserting 
in lieu thereof the following: 
"5318. Compliance, exemptions, and summons 
authority. ". 

SEC. 1357. PENALTY 
PROVISIONS. 

(a) CIVIt. MQNEY PENALTY FQR 
STRUCTURED TRANSACTION VIOLA- 
TION. — Section 5321(a) of title 31, 
United States Code, is amended by 
adding at the end thereof the follow- 
ing new paragraph: 

"(4) STRUCTURED TRANSACTION 
VIOLATION. — 

"(A) PENALTY AUTHORIZED. — The 
Secretary of the Treasury may im- 
pose a civil money penalty on any 
person who willfully violates any pro- 
vision of section 5324. 

"(B) MAXIMUM AMOUNT LIMITA- 

TION. — The amount of any civil 
money penalty imposed under 
subparagraph (A) shall not exceed 
the amount of the coins and currency 
(or such other monetary instruments 
as the Secretary may prescribe) in- 
volved in the transaction with respect 
to which such penalty is imposed. 

"(C) COORDINATION WITH FORFEI- 

TURE PRovIsIQN. — The amount of 
any civil money penalty imposed by 
the Secretary under subparagraph (A) 
shall be reduced by the amount of 
any forfeiture to the United States 
under section 5317(d) in connection 
with the transaction with respect to 
which such penalty is imposed. ". 

(b) INCREASE IN AMOUNT OF PEN- 

ALTY FOR FINANCIAL INSTITU- 
TIONS. — Section 5321(a)(1) of title 31, 
United States Code, is amended— 

(I) by striking out "$10, 000" and 
inserting in lieu thereof "the greater 
of the amount (not to exceed 
$100, 000) involved in the transaction 
or $25, 000"; and 

(2) by striking out "section 5315" 

each place such term appears and 

inserting in lieu thereof "sections 
5314 and 5315". 

(c) SEPARATE CIVIL MONEY PEN- 

ALTY FOR VIOLATION OF SECTION 

5314. — Section 5321(a) of title 31, 
United States Code, is amended by 
inserting after paragraph (4) (as 
added by subsection (a) of this sec- 

tion) the following new paragraph: 
"(5) FOREIGN FINANCIAL AGENCY 

TRANSACTION VIOLATION. — 
"(A) PENALTY AUTHQRIzED. — The 

Secretary of the Treasury may im- 

pose a civil money penalty on any 
person who willfully violates any pro- 
vision of section 5314. 

"(B) MAXIMUM AMOUNT LIMITA- 

TIQN. — The amount o f any civil 
money penalty imposed under 
subparagraph (A) shall not exceed- 

"(i) in the case of violation of such 
section involving a transaction, the 
greater of— 

"(I) the amount (not to exceed 
$100, 000) of the transaction; or 

"(II) $25, 000; and 
(ii) in the case of violation of such 

section involving a failure to report 
the existence of an account or any 
identifying information required to 
be provided with respect to such 
account, the greater of— 

"(I) an amount (not to exceed 
$100, 000) equal to the balance in the 
account at the time of the violation; 
or 

"(II) $25, 000. ". 
(d) SEPARATE CIVIL MONEY PEN- 

ALTY FOR NEGLIGENT VIOLATION OF 
SUBcHAPTER. — Section 5321(a) of ti- 
tle 31, United States Code, is 
amended by inserting after paragraph 
(5) (as added by subsection (d) of 
this section) the following new para- 
graph: 

"(6) NEGLIGENcE. — The Secretary 
of the Treasury may impose a civil 
money penalty of not more than 
$500 on any financial institution 
which negligently violates any provi- 
sion of this subchapter or any regula- 
tion prescribed under this sub- 
chapter. ". 

(e) ExTENsloN QF TIME LIMITA- 
TIONS FOR ASSESSMENT OF CIVIL 
PENALTY. — Section 5321(b) of title 
31, United States Code, is amended 
to read as follows: 

"(b) TIME LIMITATIONS FOR AS- 
SESSMENTS AND COMMENCEMENT OF 
CIVIL ACTIONS. — 

"(I) AssEssMENTs. — The Secretary 
of the Treasury may assess a civil 

penalty under subsection (a) at any 
time before the end of the 6-year 
period beginning on the date of the 
transaction with respect to which the 
penalty is assessed. 

"(2) CIVIL ACTIONS. — The Secre- 
tary may commence a civil action to 
recover a civil penalty assessed under 
subsection (a) at any time before the 
end of the 2-year period beginning 
on the later of— 

"(A) the date the penalty was 
assessed; or 

"(B) the date any judgment be- 
comes final in any criminal action 
under section 5322 in connection with 
the same transaction with respect to 
which the penalty is assessed. ". 

(f) CLARIFICATION OF RELATION- 
SHIP BETWEEN CIVIL PENALTY AND 

CRIMINAL PENALTY. — Section 5321 
of title 31, United States Code, is 
amended by adding at the end 
thereof the following new subsection: 

"(d) CRIMINAL PENALTY NOT EX- 
cLUsIYE QF CIYIL PENALTY. — A civil 
money penalty may be imposed un- 
der subsection (a) with respect to any 
violation of this subchapter notwith- 
standing the fact that a criminal 
penalty is imposed with respect to the 
same violation. ". 

(g) AMENDMENTS TO CRIMINAL 
PENALTY FOR CERTAIN OFFENSES. — 
Section 5322(b) of title 31, United 
States Code, is amended— 

(I) by striking out "illegal activity 
involving transactions of" and insert- 
ing in lieu thereof "any illegal activ- 
ity involving"; and 

(2) by striking out "5 years" and 
inserting in lieu thereof "10 years". 

(h) CONFORMING AMENDMENT. — 
Section 5321(c) of title 31, United 
States Code, is amended by striking 
out "section 5317(b)" and inserting 
in lieu thereof "subsection (c) or (d) 
of section 5317". 

SEC. 1358. MONETARY 
TRANSACTION REPORTING 
AMENDMENTS. 

(a) CLosELY RELATED EYENTs. — 
Section 5316 of title 31, United 
States Code, is amended by adding at 
the end the following new subsection: 

"(d) CUMULATION OF CLOSELY 
RELATED EvENTs. — The Secretary of 
the Treasury may prescribe regula- 
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tions under this section defining the 
term 'at one time' for purposes of 
subsection (a). Such regulations may 
permit the cumulation of closely re- 
lated events in order that such events 
may collectively be considered to oc- 
cur at one time for the purposes of 
subsection (a). ". 

(b) INcHQATE oFFENsE. — Section 
5316(a)(1) of title 31, United States 
Code, is amended— 

(1) by striking out "or attempts to 
transport or have transported, ", and 

(2) by inserting ", is about to 
transport, " after "transports". 

(c) TEcHNIcAL AND CQNFQRMING 

AMENDMENT. — Section 5316(a)(2) of 
Title 31, United States Code, is 
amended by striking out "$5, 000" 
and inserting in lieu thereof 
"$10, 000". 

SEC. 1359. BANKING 
REGULATORY AGENCY 
SUPERVISION OF 
RECORDKEEPING SYSTEMS. 

(a) INsURED BANKs. — 
(1) In General. — Section 8 of the 

Federal Deposit Insurance Act (12 
U. S. C. 1818) is amended by adding 
at the end thereof the following new 
subsection: 

"(s) CQMPLIANcE WITH MQNE- 

TARY TRANSACTION RECORDKEEPING 

AND REPORT REQUIREMENTS. — 
"(1) COMPLIANCE PROCEDURES RE- 

QUIRED. — Each appropriate Federal 
banking agency shall prescribe regula- 
tions requiring insured banks to es- 
tablish and maintain procedures rea- 
sonably designed to assure and 
monitor the compliance of such 
banks with the requirements of 
subchapter II of chapter 53 of title 
31, United States Code. 

"(2) EXAMINATIONS OF BANK TO 

INCLUDE REVIEW OF COMPLIANCE 

PROCEDURES. — 
"(A) IN GENERAL. — Each examina- 

tion of an insured bank by the 
appropriate Federal banking agency 
shall include a review of the proce- 
dures required to be established and 
maintained under paragraph (1). 

' '(B) EXAM REPORT REQU I RE- 
MENT. — The report of examination 
shall describe any problem with the 
procedures maintained by the insured 
bank. 

"(3) ORDER TO COMPLY WITH RE- 

QUIREMENTS. — If the appropriate 
Federal banking agency determines 
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that an insured bank— 
"(A) has failed to estabhsh and 

maintain the procedures described 
in paragraph (1); or 

"(B) has failed to correct any 
problem with the procedures main- 
tained by such bank which was 
previously reported to the bank by 
such agency, 

the agency shall issue an order in the 
manner prescribed in subsection (b) 
or (c) requiring such bank to cease 
and desist from its violation of this 
subsection or regulations prescribed 
under this subsection. ". 

(2) CIVIL MONEY PENALTIES FOR 

FAILURE TO MAINTAIN COMPLIANCE 

PRocEDUREs. — Section 8(i)(2)(i) of 
the Federal Deposit Insurance Act 
(12 U. S. C. 1818(i)(2)(i)) is amended 
by striking out "subsection (b) or 
(c)" and inserting in lieu thereof 
"subsection (b), (c), or (s)". 

(b) INSTITUTIONS REGULATED BY 
THE BANK BOARD. — 

(1) IN GENERAL. — Section 5(d) of 
the Home Owners' Loan Act of 1933 
(12 U. S. C. 1464(d) is amended by 
adding at the end thereof the follow- 
ing new paragraph: 

"(16) COMPLIANCE WITH MONE- 

TARY TRANSACTION RECORDKEEPING 
AND REPORT REQUIREMENTS. — 

"(A) COMPLIANCE PROCEDURES 
REQUIRED. — The Board shall pre- 
scribe regulations requiring associa- 
tions to establish and maintain proce- 
dures reasonably designed to assure 
and monitor the compliance of such 
associations with the requirements of 
subchapter II of chapter 53 of title 
31, United States Code. 

"(B) EXAMINATIONS OF ASSOCIA- 

TIONS TO INCLUDE REVIEW OF COM- 

PLIANCE PROCEDURES. — 
"(i) IN GENERAL. — Each examina- 

tion of an association by the Board 
shall include a review of the proce- 
dures required to be established and 
maintained under subparagraph (A). 

"(ii) EXAM REPORT REQUIRE- 
MENT. — The report of examination 
shall describe any problem with the 
procedures maintained by the associa- 
tion. 

"(C) ORDER TO COMPLY WITH RE- 

QUIREMENTS. — If the Board deter- 
mines that an association- 

"(i) has failed to establish and 
maintain the procedures described 
in subparagraph (A); or 

"(ii) has failed to correct any 

problem with the procedures main- 
tained by such association which 
was previously reported to the»- 
sociation by the Board, 

the Board shall issue an order in the 
manner prescribed in paragraph (2) 
or (3) requiring such association to 
cease and desist from its violation of 
this paragraph or regulations pre- 
scribed under this paragraph. ". 

(2) CIVIL MONEY PENALTIES FOR 

FAILURE TO MAINTAIN COMPLIANCE 

PROCEDURES. — Section 5(d)(8)(B)(i) 
of the Home Owners' Loan Act of 
1933 (12 U. S. C. 1464(d)(8)(B)(i)) is 
amended by striking out "paragraph 
(2) or (3)" and inserting in lieu 
thereof "paragraph (2), (3), or (16)". 

(c) INsURED THRIFT INsTITU- 
TIONS. — 

(1) IN GENERAL. — Section 407 of 
the National Housing Act (12 U. S. C. 
1730) is amended by adding at the 
end thereof the following new subsec- 
tion: 

"(s) COMPLIANCE WITH MONE- 

TARY TRANSACTION RECORDKEEPING 
AND REPORT REQUIREMENTS. — 

"(1) COMPLIANCE PROCEDURES RE- 

QUIRED. — The Corporation shall pre- 
scribe regulations requiring insured 
institutions to establish and maintain 
procedures reasonably designed to as- 
sure and monitor the compliance of 
such institutions with the require- 
ments of subchapter II of chapter 53 
of title 31, United States Code. 

"(2) EXAMINATIONS OF INSTITU- 

TIONS TO INCLUDE REVIEW OF COM- 

PLIANCE PROCEDURES. — 
"(A) IN GENERAL. — Each examina- 

tion of an insured institution by the 
Corporation shall include a review of 
the procedures required to be estab- 
lished and maintained under para- 
graph (1). 

' '(B) EXAM REPORT REQU IRE- 
MENT. — The report of examination 
shall describe any problem with the 
procedures maintained by the insured 
institution. 

"(3) ORDER TO COMPLY WITH RE- 

QUIREMENTs. — If the Corporation 
determines that an insured institu- 
tion— 

"(A) has failed to establish and 
maintain the procedures described 
in paragraph (1); or 

"(B) has failed to correct any 
problem with the procedures main- 
tained by such institution which 
was previously reported to the in- 



stitution by the Corporation, 
the Corporation shall issue an order 
in the manner prescribed in subsec- 
tion (e) or (f) requiring such institu- 
tion to cease and desist from its 
violation of this subsection or regula- 
tions prescribed under this subsec- 
tion. ". 

(2) CIVIL MONEY PENALTIES FOR 
FAILURE TO MAINTAIN COMPLIANCE 
PROCEDURES. — Section 407(k)(3)(A) 
of the National Housing Act (12 
U. S. C. 1730(k)(3)(A)) is amended by 
striking out "subsection (e) or (f) of 
this section shall forfeit" and insert- 
ing in lieu thereof "subsection (e), 
(f), or (s) of this section shall for- 
feit". 

(d) INSURED CREDIT UNIONS. — 
(1) IN GENERAL. — Section 206 of 

the Federal Credit Union Act (12 
U. S. C. 1786) is amended by adding 
at the end thereof the following new 
subsection: 

"(q) COMPLIANCE WITH MONE- 

TARY TRANSACTION RECORDKEEPING 
AND REPORT REQUIREMENTS. — 

"(I) COMPLIANCE PROCEDURES RE- 

QUIRED. — The Board shall prescribe 
regulations requiring insured credit 
unions to establish and maintain pro- 
cedures reasonably designed to assure 
and monitor the compliance of such 
credit unions with the requirements 
of subchapter II of chapter 53 of title 

31, United States Code. 
"(2) EXAMINATIONS OF CREDIT 

UNIONS TO INCLUDE REVIEW OF COM- 

PLIANCE PROCEDURES. — 
"(A) IN GENERAL. — Each examina- 

tion of an insured credit union by the 

Board shall include a review of the 

procedures required to be established 

and maintained under paragraph (1). 
''(B) EXAM REPORT REQUIRE- 

MENT. — The report of examination 

shall describe any problem with the 

procedures maintained by the credit 

union. 
"(3) ORDER TO COMPLY WITH RE- 

QUIREMENTS. — If the Board deter- 

mines that an insured credit union— 
"(A) has failed to establish and 

maintain the procedures described 

in paragraph (1); or 
"(B) has failed to correct any 

problem with the procedures main- 

tained by such credit union which 

was previously reported to the 

credit union by the Board, 
the Board shall issue an order in the 

manner prescribed in subsection (e) 
or (f) requiring such credit union to 

cease and desist from its violation of 
this subsection or regulations pre- 

scribed under this subsection. ". 
(2) CIVIL MONEY PENALTIES FOR 

FAILURE TO MAINTAIN COMPLI- 

ANcE PRocEDUREs. — Section 
206(k)(2)(A) of the Federal Credit 
Union Act (12 U. S. C. 
1786(f)(2)(A)) (as in effect on Sep- 
tember 1, 1986) is amended by 

striking out "subsection (e) or (f)" 
and inserting in lieu thereof "sub- 
section (e), (f), or (q)". 

SEC. 1360. CHANGE IN BANK 
CONTROL ACT AMENDMENTS. 

(a) ADDITIQNAL REYIEw TIME. — 
(1) INITIAL EXTENSION AT DISCRE- 

TIQN oF AGENcY, — The first sentence 
of section 7(j)(l) of the Federal De- 
posit Insurance Act (12 U. S. C. 
1817(j)(1)) is amended by striking out 
"or extending up to another thirty 
days" and inserting in lieu thereof 
"or, in the discretion of the agency, 
extending for an additional 30 days". 

(2) ADDITIONAL EXTENSIONS IN 

CASE OF INCOMPLETE OR INACCU- 

RATE NOTICE OR TO CONTINUE INVES- 

TIGATIGN. — The second sentence of 
section 7(j)(1) of the Federal Deposit 
Insurance Act (12 U. S. C. 1817(j)(1)) 
is amended to read as follows: "The 
period for disapproval under the pre- 
ceding sentence may be extended not 
to exceed 2 additional times for not 
more than 45 days each time if— 

"(A) the agency determines that 
any acquiring party has not furnished 
all the information required under 
paragraph (6); 

"(B) in the agency's judgment, any 
material information submitted is 
substantially inaccurate; 

"(C) the agency has been unable to 
complete the investigation of an ac- 
quiring party under paragraph (2)(B) 
because of any delay caused by, or 
the inadequate cooperation of, such 
acquiring party; or 

"(D) the agency determines that 
additional time is needed to investi- 
gate and determine that no acquiring 
party has a record of failing to 
comply with the requirements of 
subchapter II of chapter 53 of title 
31, United States Code. ". 

(b) DUTY TO INVESTIGATE APPLI- 
CANTS FOR CHANGE IN CONTROL AP- 
PRovAL. — Section 7(j)(2) of the Fed- 
eral Deposit Insurance Act (12 
U. S. C. 1817(j)(2)) is amended— 

(I) by striking out "(2)" and in- 

serting in lieu thereof "(2)(A) NO- 

TlcE To STATE AGENcY. — "; and 

(2) by adding at the end thereof 
the following new subparagraphs: 

"(B) INVESTIGATION OF PRINCI- 

PALS REQUIRED. — Upon receiving 
any notice under this subsection, the 
appropriate Federal banking agency 
shall- 

"(i) conduct an investigation of the 
competence, experience, integrity, 
and financial ability of each person 
named in a notice of a proposed 
acquisition as a person by whom or 
for whom such acquisition is to be 
made; and 

"(ii) make an independent determi- 
nation of the accuracy and complete- 
ness of any information described in 
paragraph (6) with respect to such 
person. 

"(C) REPQRT. — The appropriate 
Federal banking agency shall prepare 
a written report of any investigation 
under subparagraph (B) which shall 
contain, at a minimum, a summary 
of the results of such investigation. 
The agency shall retain such written 
report as a record of the agency. ". 

(c) PUBLIc CQMMENT QN CHANGE 
QF CQNTRQL NQTIcEs. — Section 
7(j)(2) of the Federal Deposit Insur- 
ance Act (12 U. S. C. 1817(j)(2)) is 
amended by adding after 
subparagraph (C) (as added by sub- 
section (b) of this section) the follow- 
ing new sub-paragraph: 

"(D) PUBLIC COMMENT. — Upon 
receiving notice of a proposed acqui- 
sition, the appropriate Federal bank- 
ing agency shall, within a reasonable 
period of time- 

"(i) publish the name of the 
insured bank proposed to be ac- 
quired and the name of each per- 
son identified in such notice as a 
person by whom and for whom 
such acquisition is to be made; and 

"(ii) solicit public comment on 
such proposed acquisition, particu- 
larly from persons in the geo- 
graphic area where the bank pro- 
posed to be acquired is located, 
before final consideration of such 
notice by the agency, 

unless the agency determines in writ- 
ing that such disclosure or solicita- 
tion would seriously threaten the 
safety or soundness of such bank. ". 

(d) INVESTIGATIONS AND ENFORCE- 
MENT. — Section 7(j) of the Federal 
Deposit Insurance Act (12 U. S. C. 
1817(j)) is amended— 
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(1) by redesignating paragraphs 
(15) and (16) as paragraphs (16) and 
(17), respectively; and 

(2) by inserting after paragraph 
(14) the following new paragraph: 

''(15) INVESTIGATIVE AND EN- 
FORCEMENT AUTHORITY. — 

"(A) INvESTIcATIGNS. — The ap- 
propriate Federal banking agency 
may exercise any authority vested in 
such agency under section 8(n) in the 
course of conducting any investiga- 
tion under paragraph (2)(B) or any 
other investigation which the agency, 
in its discretion, determines is neces- 
sary to determine whether any person 
has filed inaccurate, incomplete, or 
misleading information under this 
subsection, or otherwise is violating, 
has violated, or is about to violate 
any provision of this subsection or 
any regulation prescribed under this 
subsection. 

"(B) ENFORCEMENT. — Whenever it 
appears to the appropriate Federal 
banking agency that any person is 
violating, has violated, or is about to 
violate any provision of this subsec- 
tion or any regulation prescribed un- 
der this subsection, the agency may, 
in its discretion, apply to the appro- 
priate district court of the United 
States or the United States court of 
any territory for- 

"(i) a temporary or permanent 
injunction or restraining order en- 
joining such person from violating 
this subsection or any regulation pre- 
scribed under this subsection; or 

"(ii) such other equitable relief as 
may be necessary to prevent any such 
violation (including divestitu|ej. 

"(C) JURISDICTION. — "(i) The dis- 
trict courts of the United States and 
the United States courts in any terri- 
tory shall have the same jurisdiction 
and power in connection with any 
exercise of any authority by the ap- 
propriate Federal banking agency un- 
der subparagraph (A) as such courts 
have under section 8(n). 

"(ii) The district courts of the 
United States and the United States 
courts of any territory shall have 
jurisdiction and power to issue any 
injunction or restraining order or 
grant any equitable relief described in 
subparagraph (B). When appropriate, 
any injunction, order, or other equi- 
table relief granted under this para- 
graph shall be granted without re- 
quiring the posting of any bond". 

SEC. 1361. CHANGE IN SAVINGS 
AND LOAN CONTROL ACT 
AMENDMENTS. 

named in a notice of a proposed 
acquisition as a person by whom or 
for whom such acquisition is to be 
made; and 

"(ii) make an independent determi- 
nation of the accuracy and complete- 
ness of any information described in 
paragraph (6) with respect to such 
person. 

"(C) REPQRT. — The Corporation 
shall prepare a written report of any 
investigation under subparagraph (B) 
which shall contain, at a minimum, a 
summary of the results of such inves- 
tigation. The Corporation shall retain 
such written report as a record of the 
Corporation. ". 

(c) PUBLIC COMMENT ON CHANGE 

OF CONTROL NOTICES. — Section 
407(q)(2) of the National Housing 
Act (12 U. S. C. 1730(q)(2)) is 
amended by adding after 
subparagraph (C) (as added by sub- 
section (b) of this section) the follow- 
ing new subparagraph: 

"(D) PUBLIc CQMMENT. — Upon 
receiving notice of a proposed acqui- 
sition, the Corporation shall, within 
a reasonable period of time- 

"(i) publish the name of the 
insured institution proposed to be 
acquired and the name of each 
person identified in such notice as 
a person by whom or for whom 
such acquisition is to be made; and 

"(ii) solicit public comment on 
such proposed acquisition, particu- 
larly from persons in the geo- 
graphic area where the institution 
proposed to be acquired is located, 
before final consideration of such 
notice by the Corporation, 

unless the Corporation determines in 
writing that such disclosure or solici- 
tation would seriously threaten the 
safety or soundness of such institu- 
tion. ". 

(d) INVESTIGATIONS AND ENFORCE- 
MENT. — Section 407(q) of the Na- 
tional Housing Act (12 U, S. C. 
1730(q)) is amended— 

(1) by redesignating paragraphs (16 
and (17) as paragraphs (17) and (18), 
respectively; and 

(2) by inserting after paragraph 
(15) the following new paragraph: 

(a) ADDITIONAL REVIEW TIME. — 
(1) INITIAL EXTENSION AT DISCRE- 

TIQN QF AGENcY. — The first sentence 
of section 407(q)(l) of the National 
Housing Act (12 U. S. C. 1730(q)(1) is 
amended by striking out "or extend- 
ing up to another thirty days" and 
inserting in lieu thereof "or, in the 
discretion of the Corporation, ex- 
tending for an additional 30 days". 

(2) ADDITIONAL EXTENSIONS IN 

CASE OF INCOMPLETE OR INACCU- 

RATE NOTICE OR TO CONTINUE INVES- 

TIGATIQN. — The second sentence of 
section 407(q)(1) of the National 
Housing Act (12 U. S. C. 1730(q)(1)) 
is amended to read as follows: "The 
period for disapproval under the pre- 
ceding sentence may be extended not 
to exceed 2 additional times for not 
more than 45 days each time if— 

"(A) the Corporation determines 
that any acquiring party has not 
furnished all the information required 
under paragraph (6); 

"(B) in the Corporation's judg- 
ment, any material information sub- 
mitted is substantially inaccurate; 

"(C) the Corporation has been 
unable to complete the investigation 
of an acquiring party under para- 
graph (2)(B) because of any delay 
caused by, or the inadequate cooper- 
ation of, such acquiring party; or 

"(D) the Corporation determines 
that additional time is needed to 
investigate and determine that no 
acquiring party has a record of fail- 
ing to comply with the requirements 
of subchapter II of chapter 53 of title 
31, United States Code. ". 

(b) DUTY TO INVESTIGATE APPLI- 
CANTS FOR CHANGE IN CONTROL AP- 
PROVAL. — Section 407(q)(2) of the 
National Housing Act (12 U. S. C. 
1730(q)(2)) is amended— 

(1) by striking out "(2)" and in- 
serting in lieu thereof "(2)(A) NO- 
TlcE To STATE AGENcY. — "; and 

(2) by adding at the end thereof 
the following new subparagraphs: 

"(B) INVESTIGATION OF PRINCI- 
PALs REQUIRED. — Upon receiving 
any notice under this subsection, the 
Corporation shall- 

"(i) conduct an investigation of the 
competence, experience, integrity, 
and financial ability of each person 

' '(16) INVESTIGATIVE AND EN 
FORCEMENT AUTHORITY. — 

"(A) INvEsTIGATIQNs. — The Cor- 
poration may exercise any authority 
vested in the Corporation under 
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paragraph (2) or (3) of subsection 
(m) in the course of conducting any 
investigation under paragraph (2)(B) 
or any other investigation which the 
Corporation, in its discretion, deter- 
mines is necessary to determine 
whether any person has filed inaccu- 
rate, incomplete, or misleading infor- 
mation under this subsection or oth- 
erwise is violating, has violated, or is 
about to violate any provision of this 
subsection or any regulation pre- 
scribed under this subsection. 

"(B) ENFQRcEMENT. — Whenever it 
appears to the Corporation that any 
person is violating, has violated, or is 
about to violate any provision of this 
subsection or any regulation pre- 
scribed under this subsection, the 
agency may, in its discretion, apply 
to the appropriate district court of 
the United States or the United 
States court of any territory for— 

"(i) a temporary or permanent 
injunction or restraining order en- 
joining such person from violating 
this subsection or any regulation pre- 
scribed under this subsection; or 

"(ii) such other equitable relief as 
may be necessary to prevent any such 
violation (including divestiture). 

"(C) JURISDICTION. — 
"(i) The district courts of the 

United States and the United States 
courts in any territory shall have the 
same jurisdiction and power in con- 
nection with any exercise of any 
authority by the Corporation under 
subparagraph (A) as such courts have 
under paragraph (2) or (3) of subsec- 
tion (m). 

"(ii) The district courts of the 
United States and the United States 
courts of any territory shall have 
jurisdiction and power to issue any 
injunction or restraining order or 
grant any equitable relief described in 

subparagraph (B). When appropriate, 
any injunction, order, or other equi- 

table relief under this paragraph shall 

be granted without requiring the 
posting of any bond. ". 

SEC. 1362. AMENDMENTS TO 
DEFINITIONS. 

(a) UNITED STATEs AGENcIEs IN- 

cLUDEs THE PosTAL SERYIcF 
tion 5312(a)(2)(U) of title 31, United 

States Code (defining financial 
institutions)(as redesignated by sub- 

section (a)) is amended by inserting 

before the semicolon at the end the 
following: ", including the United 
States Postal Service". 

(b) UNITED STATES INCLUDES CER- 

TAIN TERRITORIES AND POSSES- 
sIONS. — Section 5312(a)(5) of title 31, 
United States Code, is amended by 
inserting "the Virgin Islands, Guam, 
the Northern Mariana Islands, Amer- 

ican Samoa, the Trust Territory of 
the Pacific Islands, " after "Puerto 
Rico". 

SEC. 1363. INTERNATIONAL 
INFORMATION EXCHANGE 
SYSTEM; STUDY OF FOREIGN 
BRANCHES OF DOMESTIC 
INSTITUTIONS. 

(a) DISCUSSIONS ON INTERNA- 
TIONAL INFORMATION EXCHANGE 
SYsTEM. — The Secretary of the Trea- 
sury, in consultation with the Board 
of Governors of the Federal Reserve 
System, shall initiate discussion with 
the central banks or other ap- 
porpriate governmental authorities of 
other countries and propose that an 
information exchange system be es- 
tablished to assist the efforts of each 
participating country to eliminate the 
international flow of money derived 
from illicit drug operations and other 
criminal activities. 

(b) REPORT ON DISCUSSIONS RE- 
QUIRED. — Before the end of the 9- 
month period beginning on the date 
of the enactment of this Act, the 
Secretary of the Treasury shall pre- 
pare and transmit a report to the 
Committee on Banking, Finance and 
Urban Affairs of the House of Rep- 
resentatives and the Committee on 
Banking, Housing, and Urban Af- 
fairs of the Senate on the results of 
discussions initiated pursuant to sub- 
section (a). 

(c) STUDY QF MQNEY LAUNDERING 
THROUGH FOREIGN BRANCHES OF 
DOMESTIC FINANCIAL INSTITUTIONS 
REQUIRED. — The Secretary of the 
Treasury, in consultation with the 
Attorney General and the Board of 
Governors of the Federal Reserve 
System, shall conduct a study of— 

(1) the extent to which foreign 
branches of domestic institutions are 
used— 

(A) to facilitate illicit transfers of 
coins, currency, and other monetary 

instruments (as such term is defined 
in section 5312(a)(3) of title 31, 
United States Code) into and out of 
the United States; and 

(B) to evade reporting requirements 
with respect to any transfer of coins, 
currency, and other monetary instru- 
ments (as so defined) into and out of 
the United States; 

(2) the extent to which the law of 
the United States is applicable to the 
activities of such foreign branches; 
and 

(3) methods for obtaining the co- 
operation of the country in which 
any such foreign branch is located 
for purposes of enforcing the law of 
the United States with respect to 
transfers, and reports on transfers, of 
such monetary instruments into and 
out of the United States. 

(d) REPORT ON STUDY OF FOREIGN 
BRANcHEs REQUIRED. — Before the 
end of the 9-month period beginning 
on the date of the enactment of this 
Act, the Secretary of the Treasury 
shall prepare and transmit a report to 
the Committee on Banking, Finance 
and Urban Affairs and the Commit- 
tee on the Judiciary of the House of 
Representatives and the Committee 
on Banking, Housing, and Urban 
Affairs and the Committee on the 
Judiciary of the Senate on the results 
of the study conducted pursuant to 
subsection (c). 

SEC. 1364. EFFECTIVE DATES. 

(a) The amendment made by sec- 
tion 1354 shall apply with respect to 
transactions for the payment, receipt, 
or transfer of United States coins or 
currency or other monetary instru- 
ments completed after the end of the 
3-month period beginning on the date 
of the enactment of this Act. 

(b) The amendments made by sec- 
tions 1355(b) and 1357(a) shall apply 
with respect to violations committed 
after the end of the 3-month period 
beginning on the date of the enact- 
ment of this Act ~ 

(c) The amendments made by sec- 
tion 1357 (other than subsection (a) 
of such section) shall apply with 
respect to violations committed after 
the date of the enactment of this 
Act. 

(d) Any regulation prescribed un- 
der the amendments made by section 
1358 shall apply with respect to 
transactions completed after the ef- 
fective date of such regulation. 
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(e) The regulations required to be 
prescribed under the amendments 
made by section 1359 shall take 
effect at the end of the 3-month 
period beginning on the date of the 
enactment of this Act. 

(f) The amendments made by sec- 
tions 1360 and 1361 shall apply with 
respect to notices of proposed acqui- 
sitions filed after the date of the 
enactment of this Act. 

SEC. 1365. PREDICATE 
OFFENSES. 

(a) Subsection (b) of section 1952 
of title 18, United States Code, is 
amended by striking out "or" before 
"(2)", and by striking out the period 
at the end thereof and inserting in 
lieu thereof the following ", or (3) 
any act which is indictable under 
subchapter II of chapter 53 of title 
31, United States Code, or under 
section 1956 or 1957 of this title. ". 

(b) Subsection (1) of section 1961 
of title 18, United States Code, is 
amended by inserting "section 1956 
(relating to the laundering of mone- 
tary instruments), section 1957 (relat- 
ing to engaging in monetary transac- 
tions in property derived from 
specified unlawful activity), " after 
"section 1955 (relating to the prohi- 
bition of illegal gambling busi- 
nesses), ". 

(c) Subsection (1) of section 2516 
of title 18, United States Code, is 
amended in paragraph (c) by insert- 
ing "section 1956 (laundering of 
monetary instruments), section 1957 
(relating to engaging in monetary 
transactions in property derived from 
specified unlawful activity), " after 
"section 1955 (prohibition of relating 
to business enterprises of gam- 
bling), ". 
SEC. 1366. FORFEITURE. 

(a) Title 18 of the United States 
Code is amended by adding after 
chapter 45 a new chapter 46 as 
follows: 

"Chapter 46 — Forfeiture 

"Sec. 
"981. Civil Forfeiture. 
"982. Criminal Forfeiture. 

"$981. Civil forfeiture 
"(a)(1) Except as provided in para- 

graph (2), the following property is 
subject to forfeiture to the United 
States: 

"(A) Any property, real or per- 
sonal, which represents the gross re- 
ceipts a person obtains, directly or 
indirectly, as a result of a violation 
of section 1956 or 1957 of this title, 
or which is traceable to such gross 
receipts. 

"(B) Any property within the juris- 
diction of the United States, which 
represents the proceeds of an offense 
against a foreign nation involving the 
manufacture, importation, sale, or 
distribution of a controlled substance 
(as such term is defined for the 
purposes of the Controlled Sub- 
stances Act), within whose jurisdic- 
tion such offense or activity would 
be punishable by death or imprison- 
ment for a term exceeding one year 
and which would be punishable by 
imprisonment for a term exceeding 
one year if such act or activity had 
occurred within the jurisdiction of 
the United States. 

"(C) Any coin and currency (or 
other monetary instrument as the 
Secretary of the Treasury may pre- 
scribe) or any interest in other prop- 
erty, including any deposit in a fi- 
nancial institution, traceable to such 
coin or currency involved in a trans- 
action or attempted transaction in 
violation of section 5313(a) or 5324 
of title 31 may be seized and for- 
feited to the United States Govern- 
ment. No property or interest in 
property shall be seized or forfeited 
if the violation is by a domestic 
financial institution examined by a 
Federal bank supervisory agency or a 
financial institution regulated by the 
Securities and Exchange Commission 
or a partner, director, officer, or 
employee thereof. 

"(2) No property shall be forfeited 
under this section to the extent of the 
interest of an owner or lienholder by 
reason of any act or emission estab- 
lished by that owner or lienholder to 
have been committed without the 
knowledge of that owner or 
lienholder. 

"(b) Any property subject to for- 
feiture to the United States under 
subsection (a)(1)(A) or (a)(1)(B) of 
this section may be seized by the 
Attorney General or, with respect to 
property involved in a violation of 
section 1956 or 1957 of this title 
investigated by the Secretary of the 
Treasury, may be seized by the Secre- 
tary of the Treasury, and any prop- 
erty subject to forfeiture under sub- 

section (a)(1)(C) of this section may 
be seized by the Secretary of 
Treasury, in each case upon process 
issued pursuant to the supplemental 
Rules for certain Admiralty and Mar- 
itime Claims by any district court of 
the United States having jurisdiction 
over the property, except that seizure 
without such process may be made 
when— 

"(1) the seizure is pursuant to a 
lawful arrest or search; or 

"(2) the Attorney General or the 
Secretary of the Treasury, as the case 
may be, has obtained a warrant for 
such seizure pursuant to the Federal 
Rules of Criminal Procedure, in 
which event proceedings under sub- 
section (d) of this section shall be 
instituted promptly. 

"(c) Property taken or detained 
under this section shall not be 
repleviable, but shall be deemed to 
be in the custody of the Attorney 
General or the Secretary of the Trea- 
sury, as the case may be, subject 
only to the orders and decrees of the 
court or the official having jurisdic- 
tion thereof. Whenever property is 
seized under this subsection, the At- 
torney General or the Secretary of 
the Treasury, as the case may be, 
may— 

"(1) place the property under seal; 
"(2) remove the property to a 

place designated by him; or 
"(3) require that the General Ser- 

vices Administration take custody of 
the property and remove it, if practi- 
cable, to an appropriate location for 
disposition in accordance with law. 

"(d) For purposes of this section, 
the provisions of the customs laws 
relating to the seizure, summary and 
judicial forfeiture, condemnation of 
property for violation of the customs 
laws, the disposition of such property 
or the proceeds from the sale of this 
section, the remission or mitigation 
of such forfeitures, and the compro- 
mise of claims (19 U. S. C. 1602 et 
seq. ) insofar as they are applicable 
and not inconsistent with the provi- 
sions of this section, shall apply to 
seizures and forfeitures incurred, or 
alleged to have been incurred, under 
this section, except that such duties 
as are imposed upon the customs 
officer or any other person with 
respect to the seizure and forfeiture 
of property under the customs laws 
shall be performed with respect to 
seizures and forfeitures of property 
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under this section by such officers, 
agents, or other persons as may be 
authorized or designated for that 
purpose by the Attorney General or 
the Secretary of the Treasury, as the 
case may be. 

"(e) Notwithstanding any other 
provision of the law, except section 3 
of the Anti Drug Abuse Act of 1986, 
the Attorney General or the Secretary 
of the Treasury, as the case may be, 
is authorized to retain property for- 
feited pursuant to this section, or to 
transfer such property on such terms 
and conditions as he may determine 
to— 

"(I) any other Federal agency; 
or 

"(2) any State or local law en- 
forcement agency which partipated 
directly in any of the acts which 
led to the seizure or forfeiture of 
the property. 

The Attorney General or the Secre- 
tary of the Treasury, as the case may 
be, shall ensure the equitable transfer 
pursuant to paragraph (2) of any 
forfeited property to the appropriate 
State or local law enforcement 
agency so as to reflect generally the 
contribution of any such agency par- 
ticipating directly in any of the acts 
which led to the seizure or forfeiture 
of such property. A decision by the 
Attorney General or the Secretary of 
the Treasury pursuant to paragraph 
(2) shall not be subject to review. 
The United States shall not be liable 

in any action arising out of the use 

of any property the custody of which 

was transferred pursuant to this sec- 

tion to any non-Federal agency. The 

Attorney General or the Secretary of 
the Treasury may order the discon- 

tinuance of any forfeiture proceed- 

ings under this section in favor of the 

institution of forfeiture proceedings 

by State or local authorities under an 

appropriate State or local statute. 

After the filing of a complaint for 

forfeiture under this section, the At- 

torney General may seek dismissal of 
the complaint in favor of forfeiture 

proceedings under State or local law. 

Whenever forfeiture proceedings are 

discontinued by the United States in 

favor of State or local proceedings, 

the United States may transfer cus- 

tody and possession of the seized 

property to the appropriate State or 
local official immediately upon the 

initiation of the proper actions by 

such officials. Whenever forfeiture 

proceedings are discontinued by the 

United States in favor of State or 

local proceedings, notice shall be sent 

to all known interested parties advis- 

ing them of the discontinuance or 
dismissal. The United States shall not 

be liable in any action arising out of 
the seizure, detention, and transfer of 
seized property to State or local 
officials. 

"(f) All right, title, and interest in 

property described in subsection (a) 
of this section shall vest in the 

United States upon commission of 
the act giving rise to forfeiture under 

this section. 
"(g) The filing of an indictment or 

information alleging a violation of 
law which is also related to a forfei- 
ture proceeding under this section 
shall, upon motion of the United 
States and for good cause shown, 

stay the forfeiture proceeding. 
"(h) In addition to the venue pro- 

vided for in section 1395 of title 28 
or any other provision of law, in the 
case of property of a defendant 
charged with a violation that is the 
basis for forfeiture of the property 
under this section, a proceeding for 
forfeiture under this section may be 
brought in the judicial district in 
which the defendant owning such 
property is found or in the judicial 
district in which the criminal prosecu- 
tion is brought. 

"(i) In the case of property subject 
to forfeiture under subsection 
(a)(1)(B), the following additional 
provisions shall, to the extent pro- 
vided by treaty, apply: 

"(1) Notwithstanding any other 
provision of law, except section 3 of 
the Anti Drug Abuse Act of 1986, 
whenever property is civilly or crimi- 
nally forfeited under the Controlled 
Substances Act, the Attorney General 
may, with the concurrence of the 
Secretary of State, equitably transfer 
any conveyance, currency, and any 
other type of personal property 
which the Attorney General may des- 
ignate by regulation for equitable 
transfer, or any amounts realized by 
the United States from the sale of 
any real or personal property for- 
feited under the Controlled Sub- 
stances Act to an appropriate foreign 
country to reflect generally the con- 
tribution of any such foreign country 
participating directly or indirectly in 
any acts which led to the seizure or 
forfeiture of such property. Such 

property when forfeited pursuant to 
subsection (a)(1)(B) of this section 

may also be transferred to a foreign 
country pursuant to a treaty provid- 

ing for the transfer of forfeited prop- 
erty to such foreign country. A deci- 

sion by the Attorney General pursu- 

ant to this paragraph shall not be 
subject to review. The foreign coun- 

try shall, in the event of a transfer of 
property or proceeds of sale of prop- 
erty under this subchapter, bear all 

expenses incurred by the United 
States in the seizure, maintenance, 
inventory, storage, forfeiture, and 
disposition of the property, and all 

transfer costs. The payment of all 

such expenses, and the transfer of 
assets pursuant to this paragraph, 
shall be upon such terms and condi- 
tions as the Attorney General may, 
in this discretion, set. Transfers may 
be made under this subsection during 
a fiscal year to a country that is 

subject to paragraph (1)(A) of section 
481(h) of the Foreign Assistance Act 
of 1961 (relating to restrictions on 
United States assistance) only if there 
is a certification in effect with respect 
to that country for that fiscal year 
under paragraph (2) of that section. 

"(2) The provisions of this section 
shall not be construed as limiting or 
superseding any other authority of 
the United States to provide assis- 
tance to a foreign country in obtain- 
ing property related to a crime com- 
mitted in the foreign country, 
including property which is sought as 
evidence of a crime committed in the 
foreign country. 

"(3) A certified order or judgment 
of forfeiture by a court of competent 
jurisdiction of a foreign country con- 
cerning property which is the subject 
of forfeiture under this section and 
was determined by such court to be 
the type of property described in 
subsection (a)(1)(B) of this section, 
and any certified recordings or tran- 
scripts of testimony taken in a for- 
eign judicial proceeding concerning 
such order or judgment of forfeiture, 
shall be admissible in evidence in a 
proceeding brought pursuant to this 
section. Such certified order or judg- 
ment of forfeiture, when admitted 
into evidence, shall constitute proba- 
ble cause that the property forfeited 
by such order or judgment of forfei- 
ture is subject to forfeiture under this 
section and creates a rebuttable pre- 
sumption of the forfeitability of such 
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property under this section. 
"(4) A certified order or judgment 

of conviction by a court of compe- 
tent jurisdiction of a foreign country 
concerning an unlawful drug activity 
which gives rise to forfeiture under 
this section and any certified record- 
ings or transcripts of testimony taken 
in a foreign judicial proceeding con- 
cerning such order or judgment of 
conviction shall be admissible in evi- 
dence in a proceeding brought pursu- 
ant to this section. Such certified 
order or judgment of conviction, 
when admitted into evidence, creates 
a rebuttable presumption that the 
unlawful drug activity giving rise to 
forfeiture under this section has oc- 
curred. 

"(5) The provisions of paragraphs 
(3) and (4) of this subsection shall 
not be construed as limiting the ad- 
missibility of any evidence otherwise 
admissible, nor shall they limit the 
ability of the United States to estab- 
lish probable cause that property is 

subject to forfeiture by any evidence 

otherwise admissible. 
"(j) For purposes of this section 
"(1) the term 'Attorney General' 

means the Attorney General or his 

delegate; and 
"(2) the term 'Secretary of the 

Treasury' means the Secretary of the 
Treasury or his delegate. 
"f982. Criminal forfeiture 

"(a) The court, in imposing sen- 
tence on a person convicted of an 
offense under section 1956 or 1957 of 
this title shall order that the person 
forfeit to the United States any prop- 
erty, real or personal, which repre- 
sents the gross receipts the person 
obtained, directly or indirectly, as a 
result of such offense, or which is 
traceable to such gross receipts. 

"(b) The provisions of subsections 
413(c) and (e) through (o) of the 
Comprehensive Drug Abuse Preven- 
tion and Control Act of 1970 (2 
U. S. C. 853 (c) and (e) — (o)) shall 
apply to property subject to forfei- 

ture under this section, to any seizur~ 
or disposition thereof, and to any 
administrative or judicial proceeding 
in relation thereto, if not inconsistent 
with this section. ". 

(b) The chapter analysis of Part I 
of title 18, United States Code, is 

amended by inserting after the item 
for chapter 45 the following 
"46. Forfeiture 981 

SEC. 1367. SEVERABILITY 
CLAUSE. 

If any provision of this subtitle or 
any amendment made by this Act, or 
the application thereof to any person 
or circumstances is held invalid, the 
provisions of every other part, and 
their application, shall not be af- 
fected thereby. 

Approved October 27, 1986 
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Part III. Administrative, Procedural, and Miscellaneous 

31 CFR Part 103 

Amendment to the Bank Secrecy 
Act Regarding the Granting of 
Exemptions to the Reporting 
Requirements by Banks 

AGENCY: Office of the Secretary, 
Treasury. 

ACTION: Final rule. 

SUMMARY: The Anti-Drug Abuse 
Act, Pub. L. No. 99-570 [page 339, 
this Bulletin], which the President 
signed into law on October 27, 1986, 
sets forth a number of statutory 
provisions relating to the fight 
against money laundering and drug 
trafficking. These provisions include 
an amendment to the Bank Secrecy 
Act that requires a financial institu- 
tion to obtain from a customer who 
wishes to be placed on its exemption 
list, a signed statement, describing 
why transactions with that customer 
qualify for exemptions from the 
Bank Secrecy Act reporting require- 
ments for large cash transactions. 
This final rule merely incorporates 
that statutory requirement into the 
regulations that implement the Bank 
Secrecy Act. 

EFFECTI VE DATE: December 17, 
1986. 

SUPPLEMENTARY INFORMA- 
TION: The Bank Secrecy Act, Pub. 
L. No. 91-508 (codified at 12 U. S. C. 
1829b, 12 U. S. C. 1951 et seq. and 31 
U. S. C. 5311 et seq. ) [1971-1 C. B. 
523], empowers the Secretary of the 
Treasury to require financial institu- 
tions to keep records and file reports 
that the Secretary determines have a 
high degree of usefulness in criminal, 
tax, and regulatory matters. The Sec- 
retary also has the authority to pre- 
scribe appropriate exemptions from 
these reporting requirements. Treas- 
ury regulations implementing the Act, 
31 CFR Part 103, require a variety of 
financial institutions to file reports of 
large currency transactions. The 
present regulations also permit banks 
to exempt the deposit and withdrawal 
transactions of certain customers 
from the reporting requirements and 
to apply to Treas-ury for special 
exemptions for other customers. 

Subtitle H of Title I of the Anti- 
Drug Abuse Act of 1986, the 

"Money Laundering Control Act of 
1986, " contains amendments to, 
among other statutes, the Bank Se- 
crecy Act. Section 1356 of Subtitle H 
makes several substantive changes in 

31 U. S. C. 5318. The statutory au- 
thority of the Secretary to prescribe 
exemptions from the reporting re- 

quirements is substantively un- 
changed, but renumbered as section 
5318(a)(5). Among the new additions 
to section 5318, effective upon enact- 
ment, is new section 5318(f): 

(f) No person shall qualify for an 
exemption under subsection (a)(5) un- 

less the relevant financial institution 
prepares and maintains a statement 
which— 

(1) describes in detail the reasons 
why such person is qualified for such 
exemption; and 

(2) contains the signature of such 
person. 

Pursuant to present Treasury regu- 
lations, the only financial institutions 
eligible to grant exemptions are 
banks as defined in 31 CFR 103. 11. 
This final rule does not extend to 
other financial institutions the au- 
thority to grant exemptions. 

Present Treasury regulations, at 31 
CFR 103. 22, state the circumstances 
under which banks may exempt the 
currency transactions of certain cus- 
tomers from the reporting require- 
ments. Exemptions that banks may 
not unilaterally grant under the regu- 
lations may be authorized by the 
Secretary upon application by the 
bank. The present regulations require 
neither a detailed statement of rea- 
sons for the exemption, nor a signed 
statement by the customer seeking 
the exemption. 

The revised regulation below will 
require that for all exemptions 
granted after October 27, 1986, the 
effective date of section 1356 of the 
Anti-Drug Abuse Act of 1986, the 
financial institution must prepare a 
detailed statement of reasons, signed 
by the customer. The statement must 
explain why the exemption is sought, 
and what transactions and amounts 
of transactions are covered by the 
exemption, and state certain identify- 
ing information concerning the cus- 
tomer that the current regulations 

already require. The signature of the 
customer, which should also indicate 
the signer's title and position, 
attest to the accuracy of the informa- 
tion concerning the nature of the 
customer's business. Once the state- 
ment is signed, the customer may be 
held liable under 18 U. S. C. 1001 if 
he has provided false information on 
the statement. The regulation requires 
a statement by the customer attesting 
that the information provided is true 
and correct to the best of the 
customer's knowledge and belief, and 
that this information will be read and 
relied upon by the Government. 
Banks should not merely adopt with- 

out question the information a cus- 
tomer provides regarding usual 
amounts of cash transactions, but 
should independently evaluate the 
customer's account activity to deter- 
mine proper exemption amounts. 
This evaluation should include a re- 
view of past cash transactions for 
their frequency and the dollars 
amounts of the type of cash transac- 
tions to be exempted. 

Treasury will not issue a model or 
prescribed form for the customer' s 

signed statement. Accordingly, each 
bank may develop its own format for 
the required statement so long as it 
includes all of the categories of infor- 
mation specified in the revised regu- 
lation, and the attestation statement 
signed by the customer. Each bank 
will retain this statement as long as 
the exemption remains in effect, and 
for a period of five years following 
the removal of the customer from the 
exempt list. When a bank requests 
authority for a special exemption 
from Treasury, a copy of the state- 
ment signed by the customer must 
accompany the request. The revised 
regulation also includes the new ad- 
dress for requesting such exemptions. 

By Notice of Proposed Rulemak- 
ing, 51 FR 30233, August 25, 1986, 
Treasury proposed certain amend- 
ments to the Bank Secrecy Act regu- 
lations with a 90-day comment period 
to end on November 24, 1986. 
comment period has now been 
tended to December 24, 1986. 
proposed amendments included 
amendments to 31 CFR 103. 22 (d) 
and (e) that would require banks to 
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obtain signed statements from their 
customers on a Treasury-prescribed 
form, attesting to the basis for their 
exemption from the currency transac- 
tion reporting requirements. The pas- 
sage of section 1356 of the Anti-Drug 
Abuse Act and the promulgation of 
this final rule supersede the proposed 
revision to 31 CFR 103. 22 (d) and 
(e). As a consequence, commenters 
should no longer direct comments to 
this aspect of the proposed rulemak- 
ing. Treasury will continue to receive 
comments on the remainder of the 
proposed regulations under December 
24, 1986. 

Finally, the Office of Financial 
Enforcement welcomes any written 
comments or questions from banks 
concerning their experiences in imple- 
menting this regulation. Please direct 
your written comments to the Office 
of Financial Enforcement at the ad- 
dress listed above. 

Applicability of Notice and Effective 
Date Requirements 

Because this amendment merely 
conforms the present regulations to a 
recent statutory change, and because 
that statutory change was effective 
upon signature, for such good cause 
found, notice and public procedure 
pursuant to 5 U. S. C. 553(b)(B) and a 
delayed effective date pursuant to 5 
U. S. C. 553(d)(3) are impracticable 
and unnecessary. 

Executive Order 12291 

This rule is not a major rule for 
purposes of Executive Order 12291. 
It is not anticipated to have an 
annual effect on the economy of 
$100 million or more. It will not 
result in a major increase in costs or 
prices for consumers, individual in- 
dustries, Federal, State, or local gov- 
ernment agencies, or geographic re- 
gions. It will not have any significant 
adverse effects on competition, em- 
ployment, investment, productivity, 
or innovation, or on the ability of 
United States based-enterprises to 
compete with foreign-based enter- 
prises in domestic or foreign markets. 
A Regulatory Impact Analysis there- 
fore is not required. 

Regulatory Flexibility Act 

This document is not subject to the 
provision of the Regulatory Flexibil- 

ity Act, 5 U. S. C. 603 and 604. That 
Act does not apply to any regulation 
(such as this) for which a notice of 
proposed rulemaking is not required 

by the Administrative Procedure Act 
(5 U. S. C. 551 et seq. ), or by any 
other statute. 

Paperwork Reduction Act 

The information collection require- 
ments mandated by this final rule 
have been reviewed and approved by 
the Office of Management and Budg- 
et under section 3507 of the Paper- 
work Reduction Act. (OMB Control 
No. 1505-0063). 

Drafting Information 

The principal author of this docu- 
ment is the Office of the Assistant 
General Counsel (Enforcement), De- 
partment of the Treasury. However, 
personnel from other offices partici- 
pated in its development. 

List of Subjects in 31 CFR Part 103 

Authority Delegations (Government 
agencies), Banks and banking, Cur- 
rency, Foreign banking, Investiga- 
tions, Law enforcement, Reporting 
and record keeping requirements, 
Taxes. 

For the reasons set forth in the 
preamble, 31 CFR Part 103 is 
amended to read as follows 

PART 103 — FINANCIAL 
RECORDKEEPING AND 
REPORTING OF CURRENCY AND 
FOREIGN TRANSACTIONS 

1. The authority citation for Part 
103 is revised to read as follows: 

Authority: Sec. 21 of the Federal Deposit 
Insurance Act, Pub. L. No. 91-508, Title I, 
84 Stat. 1114, 1116 (12 U. S. C. 1829b, 
1951-1959); and the Currency and Foreign 
Transactions Reporting Act, Pub. L. No. 
91-506, Title II, 84 Stat. 1118, as amended (31 
U. S. C. 5311-5324). 

2. Section 103. 22 paragraphs (d), 
(e), and (f) are redesignated as para- 
graphs (e), (f), and (g) respectively; 
newly redesignated paragraph (e) is 

revised; new by redesignated para- 
graph (g) is amended by changing 

"paragraph (e)" to "paragraph (f)" 
and a new paragraph (d) is added to 
read as follows: 
$103. 22 Reports of currency transac- 

tions. 

(d) After October 27, 1986, a bank 
may not place any customer on its 

exempt list without first preparing a 
written statement, signed by the cus- 
tomer, describing the customary con- 
duct of the lawful domestic business 
of that customer and a detailed state- 
ment of reasons why such person is 
qualified for an exemption. The 
statement shall include the name, 
address, nature of business, taxpayer 
identification number, and account 
number of the customer being ex- 
empted. The signature, including the 
title and position of the person sign- 
ing, will attest to the accuracy of the 
information concerning the name, ad- 
dress, nature of business, and tax 
identification number of the cus- 
tomer. Immediately above the signa- 
ture line, the following statement 
shall appear: "The information con- 
tained above is true and correct to 
the best of my knowledge and belief. 
I understand that this information 
will be read and relied upon by the 
Government. " The bank shall indi- 
cate in this statement whether the 
exemption covers withdrawals, depos- 
its, or both, as well as the dollar 
limit of the exemption for both de- 
posits and withdrawals. The bank 
also shall indicate whether the ex- 
emption is limited to certain types of 
deposits and withdrawals (e. g. , with- 
drawals for payroll purposes). In 
each instance, the exempted transac- 
tions must be in amounts that the 
bank may reasonably conclude do 
not exceed amounts commensurate 
with the customary conduct of the 
lawful domestic business of that cus- 
tomer. The bank is responsible for 
independently verifying the activity of 
the account and determining applica- 
ble dollar limits for exempted depos- 
its or withdrawals. The bank must 
retain each statement that it obtains 
pursuant to this subparagraph as 
long as the customer is on the ex- 
empt list, and for a period of five 
years following removal of the cus- 
tomer from the bank's exempt list. 
(Approved by the Office of Management and 

Budget Control under Control No. 
1505-0063) 

(e) A bank may apply to the 
Commissioner of Internal Revenue 
for additional authority to grant an 
exemption to the reporting require- 
ment, not otherwise permitted under 
paragraph (b), if the bank believes 
that circumstances warrant such an 
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exemption. Such requests shall be 
addressed to: Chief, Currency and 
Banking Reports Branch, Exemption 
Review Staff, IRS Data Center, Post 
Office Box 32063, Detroit, Michigan 
48232, and must be accompanied by 
a statement of the circumstances that 
warrant special exemption treatment 
and a copy of the statement signed 
by the customer required by para- 
graph (d). 

Dated: December 2, 1986. 

Francis A. Keating, II, 
Assistant Secretary 

(Enforcement). 
(Filed by the Office of the Federal Register on 

December 16, 1986, 8:45 a. m. , and pub- 
lished in the issue of the Federal Register for 
December 17, 1986, 51 F. R. 45108) 

Delegation Order No. 226 
(Effective September 10, 1987) 

Authority to Extend the Time to File 
Form 1042 

1. Pursuant to the authority vested 
in the Commissioner of the Internal 
Revenue by 26 CFR 1. 6081-1, 
301. 7701-9 and 301. 6011-2, there is 
hereby delegated to the Director, Na- 
tional Computer Center, the author- 
ity to grant extensions of time to file 
Form 1042, Annual Withholding Tax 
Return for U. S. Source Income of 
Foreign Persons, only when also ap- 
proving extensions to file associated 
Forms 1042S on magnetic tape. 

2. This authority may be redele- 
gated no lower than Magnetic Media 
Specialists. 

James I. Owens, 
Deputy Commissioner. 

(Filed by the Office of the Federal Register on 
October 7, 1987, at 8:45 a. m. , and pub- 
lished in the issue of the Federal Register for 
October 8, 1987, 52 F. R. 37712) 

Diversification Requirements for 
Variable Annuity, Endowment, and 
Life Insurance Contracts 

Notice 87-47 

This notice concerns the effective 
date of the diversification require- 
ments for variable annuity, endow- 

ment, and life insurance contracts. 
Taxpayers may rely of this notice 
until the publication in the Federal 
Register of final regulations under 
section 817(h) of the Internal Reve- 
nue Code. 

Section 817(h) of the Code autho- 
rizes the Secretary of the Treasury to 
prescribe diversification requirements 
for the investments underlying a vari- 
able annuity, endowment, or life in- 
surance contract and provides that a 
variable contract generally is not 
treated as an annuity, endowment, or 
life insurance contract unless those 
requirements are satisfied. Temporary 
and proposed regulations prescribing 
diversification requirements under 
section 817(h) were published in the 
Federal Register on September 15, 
1986 (51 FR 32633, 32664). Subse- 
quently, Announcement 86-129, 
1986-52 I. R. B. 22, informed taxpay- 
ers that the final regulations under 
section 817(h) would modify the ef- 
fective date provisions set forth in 
the temporary regulations. 

The Temporary Income Tax Regu- 
lations under section 817(h) are gen- 
erally effective for taxable years be- 
ginning after December 31, 1983. 
Section 1. 817-5T(i)(2)(iii) of those 
regulations contains an exception that 
is applicable to certain debt instru- 
ments during the transitional period. 
Under the general rule of the tempo- 
rary regulations, any security issued, 
guaranteed, or insured by the United 
States or an instrumentality of the 
United States is treated as a Govern- 
ment security. Nevertheless, for pur- 
poses of determining whether a segre- 
gated asset account is adequately 
diversified for any calendar quarter 
ending before July 1, 1987, certain 
debt instruments secured by mort- 
gages on real property, or represent- 
ing an interest in a pool of debt 
instruments secured by such mort- 
gages, are treated under this excep- 
tion as securities issued by the obli- 
gors rather than as Government- 
issued securities. 

In addition, Announcement 86-129 
informed taxpayers of an exception 
to the rule treating all Government 
securities as the securities of a single 
issuer. Under the exception described 
in the announcement, each govern- 
ment agency or instrumentality is 
treated as a separate issuer for pur- 
poses of determining whether a segre- 
gated asset account is adequately di- 

versified for any calendar quarter 
ending before July 1, ]987 

The final regulations under section 
817(h) of the Code will provide that 
these exceptions to the general effec- 
tive date of the section apply until 
the end of 1987. Thus, for purposes 
of determining whether a segregated 
asset account is adequately diversified 
for any calendar quarter ending be- 
fore January 1, 1988, (i) debt instru- 
ments described in section 
1. 817-5T(i)(2)(iii) of the temporary 
regulations will not be treated as 
Government securities, and (ii) each 
government agency or instrumentality 
will be treated as a separate issuer. 

Foreign Life Insurance Companys 
Percentage 

Notice 87-48 

(Also Part I, Section 819; 1. 819-2. ) 
SUMMARY: This proclamation an- 
nounces the percentage to be used to 
compute the income tax liability of 
foreign corporations carrying on life 
insurance business in the United 
States. 

EFFECTIVE DATE: March 15, 
1987. 

SUPPLEMENTARY INFORMA- 
TION: This proclamation, issued 
each year by the Secretary of the 
Treasury, announces the percentage 
to be used to compute the income tax 
liability of foreign corporations car- 
rying on life insurance business in the 
United States. 

Proclamatton: 

For purposes of computing the 
1986 income tax of foreign corpora- 
tions carrying on a life insurance 
business, a percentage of 18. 9 percent 
shall be used in determining the 
"minimum figure" under Section 
813. The same percentage shall be 
used for purposes of computing the 
estimated tax and the installment 
payments of estimated tax for the 
taxable year 1987. No additions to 
tax shall be made because of any 
underpayment of estimated tax for 
the taxable year 1987 which results 
solely from the use of this percent- 
age. 

This proclamation is issued without 
notice and public procedure because 
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e public cannot effectively partici- 
Pate in the determination of the 
percentage. It is computed from in- 
formation contained in income tax 
returns that are not open to the 
public. The proclamation was not 
published prior to its effective date 
because the percentage is computed 
on the basis of data which was not 
then available. 

J. Roger Mentz, 
Assistant Secretary 
(Tax Policy). 
May 4, 1987. 

(Filed by the Office of the Federal Register on 
May 15, 1987, 8:45 a. m. , and published in 
the issue of the Federal Register for May 
18, 1987, 52 F. R. 18562) 

Changes to Incentive Stock Option 
Requirements by Section 321 of the 
Tax Reform Act of 1986 

Notice 87-49 
Section 321 of the Tax Reform Act 

of 1986 (the "Act"), which amended 
section 422A(b) of the Internal Reve- 
nue Code, changed the qualification 
requirements applicable to incentive 
stock options (" ISOs"). Section 
103(d) of the Technical Corrections 
Bill of 1987 would further amend 
such requirements. This notice pro- 
vides guidance on various issues 
raised by the amendments. Taxpayers 
may rely on this notice pending the 
publication of further guidance with 

respect to those issues. To the extent 
future guidance is inconsistent with 

the guidance provided by this notice, 
such future guidance will be given 

prospective effect only. 

Background 

Section 422A(b) of the Code pre- 

scribes the requirements for qualifica- 
tion as an ISO (the "qualification 
requirements"). Before its amend- 

ment by the Act, section 422A(b)(8) 
required, in the case of an option 
granted after December 31, 1980, 
that the incentive stock option plan 

limit the aggregate fair market value 

(determined at the time of grant) of 
the stock for which ISOs could be 

granted. Under this limitation (the 
$1pp, ppp grant limitation" ), the ag- 

gregate fair market value of stock for 
which an employee could be granted 

ISOs in any calendar year could not 

exceed $100, 000 plus any unused 

limit carryover to such year. In addi- 

tion, section 422A(b)(7) generally re- 

quired that the terms of an ISO not 

permit its exercise while any ISO 
previously granted to the employee 
was outstanding (the "sequential ex- 

ercise rule" ). 
Section 321 of the Act repealed the 

$100, 000 grant limitation and the 

sequential exercise rule. In place of 
the $100, 000 grant limitation, section 

422A(b)(7) of the Code, as amended 

by section 321 of the Act, imposes 

the following new limitation (the 
"$100, 000 exercise limitation" ): 

(7) under the terms of the [in- 

centive stock option] plan, the ag- 

gregate fair market value (deter- 
mined at the time the option is 

granted) of the stock with respect 
to which incentive stock options 
are exercisable for the 1st time by 
such individual during any calendar 
year (under all such plans of the 
individual's employer corporation 
and its parent and subsidiary cor- 
porations) shall not exceed 
$100, 000. 

Section 321(c) of the Act provides 
that the amendments made by section 
321 shall apply to options granted 
after December 31, 1986 ("post-1986 
options"). 

Incentive Stock Options Granted 
Before January 1, 1987 

Incentive stock options granted be- 
fore January 1, 1987, are subject to 
the $100, 000 grant limitations, but 
are not taken into account in apply- 
ing the new $100, 000 exercise limita- 
tion. Thus, for example, notwith- 
standing the $100, 000 exercise 
limitation, an option for $100, 000 of 
stock granted in 1986 and an option 
for an additional $100, 000 of stock 
granted to the same employee in 1987 
may both qualify as ISOs even if 
both options are first exercisable and 
are exercised in 1987. 

The sequential exercise rule contin- 
ues to apply to ISOs granted before 
January 1, 1987, even if such ISOs 
are canceled or modified, but does 
not apply to ISOs granted after De- 
cember 31, 1986. Thus, for example, 
if an employee has ISOs granted in 
1985, 1986, and 1987, the 1987 op- 
tion may be exercisable before either 
the 1985 or 1986 option, but the 1986 
option may not be exercisable before 

the 1985 option is exercised or ex- 

pires by reason of lapse of time. 

Stock Options Granted After 
December 31, 1986 

Incentive stock options granted af- 

ter December 31, 1986, are subject to 
the new $100, 000 exercise limitation. 

The language of section 422A(b)(7) 
and the accompanying legislative his- 

tory are unclear, however, as to the 

consequences of a failure to satisfy 

this limitation. In particular, it is 

unclear whether such a failure dis- 

qualifies all options granted under a 
plan. The Technical Corrections Bill 

of 1987 (H. R. 2636, S. 1350) (the 
"Bill" ), as introduced in Congress on 
June 10, 1987, clarifies that this is 
not the case and provides rules for 
determining which options are dis- 
qualified when the $100, 000 exercise 
limitation is not satisfied. Section 
103(d) of the Bill provides for the 
removal of section 422A(b)(7) and 
the addition of the following new 
subsection: 

(d) $100, 000 PER YEAR LIMITA- 
TION. — 

(1) IN GENERAL. — To the ex- 
tent that the aggregate fair market 
value of stock with respect to 
which incentive stock options (de- 
termined without regard to this 
subsection) are exercisable for the 
1st time by any individual during 
any calendar year (under all plans 
of the individual's employer cor- 
poration and its parent and sub- 
sidiary corporations) exceeds 
$100, 000, such options shall be 
treated as options which are not 
incentive stock options, 

(2) ORDERING RULE. — Para- 
graph (1) shall be applied by tak- 
ing options into account in the 
order in which they were granted. 

(3) DETERMINATION OF 
FAIR MARKET VALUE. — For 
purposes of paragraph (1), the fair 
market value of any stock shall be 
determined as of the time the op- 
tion with respect to such stock is 
granted. 

In addition, section 103(d) of the 
Bill provides that an option granted 
after December 31, 1986, will not be 
treated as an ISO if (as of the time 
the option is granted) the terms of 
such option provide that it will not 
be treated as an ISO. Thus, such an 
option is disregarded in applying the 
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$100, 000 exercise limitation. In the 
case of an option granted after De- 
cember 31, 1986, and on or before 
the date of the enactment of the Bill, 
such an option will not be treated as 
an ISO if the terms of such option 
are amended before the date 90 days 
after such date of enactment to pro- 
vide that such option will not be 
treated as an ISO. 

The Internal Revenue Service be- 
lieves that the proposed technical 
corrections properly interpret section 
422A(b)(7) as amended by the Act. 
Therefore, the Service will apply sec- 
tion 422A in a manner consistent 
with the proposed technical correc- 
tions. Thus, the Service will not 
require that the terms of an incentive 
stock option plan limit the aggregate 
fair market value of stock with re- 
spect to which options first become 
exercisable in a calendar year. In 
addition, neither the adoption nor 
the removal of such a limitation will 
be treated as a 'nodification of any 
option for purposes of section 
425(h). For example, if a corporation 
adopts such a limitation by removing 
an acceleration provision (i. e. , a pro- 
vision accelerating the exercisability 
of options upon the occurrence of 
certain events) from a plan or option 
and subsequently restores the acceler- 
ation provision, neither the removal 
nor the restoration will be treated as 
a modification for purposes of sec- 
tion 425(h). 

Under the proposed technical cor- 
rection, an option may be treated in 

Date of grant 
Option I January 1987 
Option 2 March 1987 
Option 3 June 1987 

Fair 

All three options satisfy the require- 
ments of section 422A(b)(1) through 
(6), and the options do not contain 
any terms providing that they will 
not be treated as ISOs. 

In 1987, a change of control of the 
granting corporation occurs, and pur- 
suant to the terms of the plan, all 
outstanding options become immedi- 
ately exercisable. If all previously 
granted options are taken into ac- 
count, Option 2 exceeds the $100, 000 
exercise limit by $10, 000 ($60, 000 + 
$50, 000), and Option 3 exceeds the 

part as an ISO and in part as a 
nonqualified stock option ("NQO"). 
For example, if a single, otherwise- 
qualifying option for $150, 000 of 
stock first becomes exercisable in a 
calendar year, the option is treated as 
an ISO for $100, 000 of stock and an 

NQO for $50, 000 of stock. In such a 
case, the corporation may designate 
the stock that is treated as stock 
acquired pursuant to the exercise of 
an ISO by issuing a separate certifi- 
cate (or certificates) for $100, 000 of 
stock and identifying such certificates 
as ISO stock in its stock trans- fer 
records. In the absence of such a 
designation, two-thirds ($100, 000/ 
$150, 000) of each share of stock will 

be treated as stock acquired pursuant 
to the exercise of an ISO and one- 
third as stock acquired pursuant to 
the exercise of an NQO. The same 
principles will apply if the terms of 
an otherwise qualifying option pro- 
vide that only part of the option is 
not treated as an ISO. 

The following example illustrates 
the application of the proposed tech- 
nical correction in a case in which 
multiple options first become exercis- 
able in a calendar year: In 1987, a 
corporation grants an employee three 
options to acquire stock with an 
aggregate fair market value of 
$150, 000. The dates of grant, the fair 
market value of the stock with re- 

spect to which the options are exer- 
cisable, and the years in which the 
options are first exercisable (without 
regard to acceleration provisions) are 
summarized in the following table: 

market value 
of stock 
$60, 000 
$50, 000 
$40, 000 

First exer- 
cisable 

1987 
1987 
1989 

limit by $50, 000 ($60, 000 + $50, 000 
+ $40, 000). Thus, Option 1 will be 
treated as an ISO, and Option 2 will 
be treated as an ISO to the extent 
such option entitles the employee to 
acquire stock with a fair market 
value (determined at the time of 
grant) of $40, 000. Option 3 is treated 
as an NQO. 

Stockholder Approval of Conforming 
A mendments 

Section 422A(b)(1) of the Code 
provides that an incentive stock op- 

tion plan must include the aggregate 
number of shares which may 
issued under options and the employ- 
ees (or class of employees) eligible to 
receive options, and that the plan 
must be approved by the stockhold- 
ers of the granting corporation within 
12 months before or after the date 
such plan is adopted. Stockholder 
approval is not required for amend- 
ments of an incentive stock option 
plan that do not increase the aggre- 
gate number of shares that may be 
issued under options or change the 
eligibility of employees (or a class of 
employees) to receive options. Thus, 
stockholders need not approve 
amendments that merely remove the 
$100, 000 grant limitation, $100, 000 
exercise limitation, or sequential exer- 
cise rule, or otherwise provide for the 
treatment of options in accordance 
with the rules in the proposed techni- 
cal corrections and this notice. 

Withholding of Tax Upon 
Disqualifying Disposition 

Section 422A(a)(1) of the Code 
provides that section 421(a) shall ap- 
ply with respect to the transfer of a 
share of stock to an individual pursu- 
ant to the exercise of an ISO only if 
the individual does not dispose of the 
share within two years from the date 
of the granting of the option or 
within one year after the transfer of 
the share to him. If there is a 
disqualifying disposition of a share 
of stock acquired by the exercise of 
an ISO (i. e. , a disposition before the 
expiration of either holding period 
described in section 422A(a)(1)), sec- 
tion 1. 422A-1(b) of the proposed 
income tax regulations provides, with 
certain exceptions, that the effects of 
the disposition are determined pursu- 
ant to section 83 and the regulations 
thereunder. 

Section 83(h) of the Code provides 
in relevant part that in the case of a 
transfer of property to which section 
83 applies, there shall be allowed as a 
deduction under section 162, to the 
person for whom were performed the 
services in connection with which 
such property was transferred, an 
amount equal to the amount included 
under section 83(a), (b), or (d)(2) in 
the gross income of the person who 
performed such services. 

Section 1. 83-6(a)(2) of the income 
tax regulations provides that if the 
service provider is an employee of 
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the person for whom services were 
Performed, the deduction provided 
by section 83(h) of the Code is 
allowed only if the employer deducts 
and withholds upon the amount in- 
cludible in the employee's gross in- 
come in accordance with section 
3402. This position conflicts with the 
rule articulated in Revenue Ruling 
71-52, 1971-1 C. B. 278, in which the 
Service ruled that the disqualifying 
disposition of stock acquired by the 
exercise of a qualified stock option 
described in section 422(b) of the 
Code did not result in the receipt of 
wages for Federal employment tax 
purposes. 

The Internal Revenue Service has 
decided that the allowability of a 
deduction upon a disqualifying dispo- 
sition of stock acquired by the exer- 
cise of an ISO does not depend on 
whether a corporation described in 

section 1. 422A-I(b)(1) of the pro- 
posed income tax regulations deducts 
and withholds upon the gross income 
resulting from the disposition under 
section 421(b) of the Code. Accord- 
ingly, to the extent it is inconsistent 
with this determination, section 
1. 422A-I(b)(1) of the proposed regu- 
lations will not be adopted as a final 

regulation. 
The Internal Revenue Service is 

reconsidering Revenue Ruling 71-52. 
Until the results of such reconsidera- 
tion are announced, the principles of 
that revenue ruling will apply to a 
disqualifying disposition of stock ac- 

quired by the exercise of an ISO. 
Pursuant to section 7805(b) of the 

Code, any determination that the 

gross income resulting from such a 
disqualifying disposition is wages for 
Federal employment tax purposes will 

be given prospective effect only. 

Election to Treat Related Person 
Insurance Income As Effectively 
Connected With a U. S. Trade or 
Business 

Notice 87-50 
The election under section 953(c) 

(3)(C) of the Internal Revenue Code 

to treat "related person insurance 

income" as effectively connectecl with 

a U. S. trade or business may be 

made at any time after the date of 
this notice. In order for the election 

to be effective for a taxable year, it 

must be made by the due date (in- 

eluding extensions) of the electing 

corporation's tax return reporting the 

related person insurance income 

earned during the taxable year. 
The election is available to a for- 

eign corporation which is not a con- 

trolled foreign corporation as defined 

in section 957(a) or (b) (without 

regard to section 953(c)) for the 

taxable year for which the election is 

made or any prior taxable year be- 

ginning after 1986. However, a cor- 

poration which is a successor to 

another corporation which during 

any taxable year beginning after De- 

cember 31, 1986 was a controlled 

foreign corporation (determined with- 

out regard to Section 953(c)) may not 
make the election. If a foreign corpo- 
ration having in effect a valid elec- 

tion during any taxable year meets 

the definition of a controlled foreign 
corporation contained in section 
957(a) or (b) because of a change in 

ownership, the election will be termi- 
nated as of the end of that taxable 
year and the election thereafter will 

not be available to the corporation or 
its successors. 

The election allows a corporation 
to treat its related person insurance 
income as if it were effectively con- 
nected with the conduct of a U. S. 
trade or business. Related person 
insurance income, as defined in sec- 
tion 953(c)(2), includes underwriting 
income with respect to risks of U. S. 
shareholders and related persons as 
well as an allocable share of invest- 
ment income derived by the foreign 
corporation. A corporation making 
this election must utilize the calendar 
year as its annual accounting period 
for U. S. tax purposes as required by 
section 843. A corporation making 
this election must waive all benefits 
(other than with respect to section 
884) with respect to related person 
insurance income under any treaty 
between the United States and any 
foreign country. As a result, all in- 

come that is effectively connected 
with the conduct of a U. S. trade or 
business (as determined under section 
864(c)) and all related person insur- 
ance income that is not effectively 
connected with the conduct of a U. S. 
trade or business will be taxable 
under section 882 as if it were effec- 
tively connected. The branch profits 
tax imposed by section 884 and the 
tax imposed on interest described in 
section 884(f) will apply to an elect- 

ing corporation to the same extent 

and in the same manner that those 

taxes would have applied if the cor- 

poration had not made the election. 

In order to make a valid election 

the foreign corporation must. provide 

the Internal Revenue Service with a 

signed election statement, a signed 

closing agreement, and a letter of 
credit (in an amount described later 

in this notice). The purpose of the 

closing agreement and letter of credit 

is to secure payment of taxes due 

from the foreign corporation or its 

shareholders with respect to related 

person insurance income. 
The process of making an election 

must be initiated by mailing an origi- 
nal and one copy of an election 
statement to the Director, Internal 
Revenue Service Center, P. O. Box 
21086, Philadelphia, Pennsylvania. 
The statement must be signed by a 
responsible corporate officer, within 
the meaning of section 6062, stating 
under penalty of perjury that the 
statement and accompanying docu- 
ments are true and complete to the 
best of his/her knowledge and belief. 

The following is the suggested for- 
mat for the election statement, which 

must, in order to be accepted, set 
forth the following information: 

FOREIGN CAPTIVE INSURANCE 
COMPANY ELECTION UNDER 

SECTION 953(c)(3)(C) 
(I) 

(Name, address, tax identifica- 
tion number [a number will 

automatically be assigned to 
those corporations not already 
having a number] and place of 
incorporation of the corp- 
oration) 
hereby elects under section 
953(c)(3)(C) to treat its related 
person insurance income, as de- 
fined in section 953(c)(2), as 
income effectively connected 
with the conduct of a U. S. 
trade or business. 

(2) (Name of corporation) waives 
all benefits (other than with 
respect to section 884) with 
respect to related person insur- 
ance income under any treaty 
between the United States and 
any foreign country. 

(3) (Name of corporation) agrees 
to timely file a U. S. income tax 
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return and timely remit the 
income tax due on its related 
person insurance income, deter- 
mined as if all such income 
were effectively connected with 
the conduct of a U. S. trade or 
business. 

(4) Attached to this election state- 
ment is a complete list of all 
U. S. shareholders (within the 
meaning of section 951(b)) as 
of a date no more than 90 days 
prior to the date this election 
statement is mailed, The list 
includes the name, address, tax 
identification number and own- 
ership percentage for each U. S. 
shareholder. (Name of corpora- 
tion) agrees to file an updated 
list containing the information 
prescribed in this paragraph de- 
termined as of the last day of 
each taxable year. This updated 
list will be filed with the U. S. 
tax return reporting the related 
person insurance income earned 
by the corporation for each 
taxable year the election is in 
effect. [Attach listing. ] 

(5) (Name of corporation) agrees 
to file a complete list of all 
U. S. persons (whether or not 
listed as shareholders) whose 
risks are insured or reinsured 
by (Name of corporation) as of 
the last day of each taxable 
year. The list will include the 
name, address and tax identifi- 
cation number of each U. S. 
person so insured or reinsured. 
This list will be filed with the 
U. S. tax return reporting the 
related person insurance in- 
come earned by the corporation 
for each taxable year the elec- 
tion is in effect. 

(6) (Name of corporation) agrees 
to provide security for the pay- 
ment of tax due on its related 
person insurance income. The 
security will be in an amount 
and upon such terms as stated 
in a closing agreement to be 
executed between the Internal 
Revenue Service and (Name of 
corporation). 

(7) This election shall be effective 
as of 

(8) Attached is the power of attor- 
ney, Form 2848, of the person 
authorized to negotiate a clos- 
ing agreement on behalf of 
(Name of corporation). 

The undersigned declares under 
penalty of perjury that the 
statements contained in this 
election and accompanying 
documents are true and com- 
plete to the best of his/her 
knowledge and belief. 

Date (Title) 
(Name of Corporation) 

After receipt of the election state- 
ment, the taxpayer's designated rep- 
resentative will be provided with a 
closing agreement form and further 
instructions on completing the elec- 
tion process. When the parties have 
executed the closing agreement, a 
stamped copy of the election state- 
ment and the executed closing agree- 
ment will be returned to the electing 
corporation as notification that the 
election has been accepted by the 
Internal Revenue Service. A copy of 
the accepted election statement 
should be attached to the first tax 
return of the electing corporation 
filed after the election is accepted. 
Once made, the election to treat 
related person insurance income as 
income effectively connected with the 
conduct of a trade or business in the 
United States is effective for the year 
made and all subsequent taxable 
years, unless revoked by, or with the 
consent of, the Commissioner. If an 
election is unilaterally revoked by the 
Commissioner, the foreign corpora- 
tion and its successors will be barred 
from making another election under 
section 953(c)(3)(C). 

In determining the amount of the 
letter of credit necessary to secure the 
payment of the excise and income 
taxes due in the event the electing 
corporation fails to pay the tax due 
under this election, the Internal Reve- 
nue Service will use the following 
guidelines: The letter of credit gener- 
ally must be in an amount equal to 
100to of the prior year's gross pre- 
mium income from insuring or 
reinsuring the risks of U. S. share- 
holders and related persons. In most 
circumstances, a minimum amount of 
$75, 000 will be required, and the 
maximum amount required will not 
exceed $10, 000, 000. A corporation 
may provide evidence that the 
amount computed pursuant to this 
guideline is in excess of the amount 
reasonably needed and should be 
reduced. In the case of a corporation 

that did not receive gross premium~ 
from U. S. shareholders or related 
persons in the previous year, the 
amount of the security required will 
be based on an estimate of the 
projected gross premiums of the cor- 
poration for the first year of the 
election. Taxpayers may be required 
to provide evidence to support the 
computation of the amount of secu- 
rity determined under these guide- 
lines. 

If an electing corporation fails to 
timely file a return or to pay the tax 
due as stated on the return with 

respect to related person insurance 
income taxed as effectively connected 
income under this election, the elec- 
tion will be automatically revoked. 
Revocation of the election may cause 
the U. S. shareholders of the foreign 
corporation to be liable for subpart F 
inclusions and make the foreign cor- 
poration and its premium payors lia- 
ble for the unpaid excise tax on 
premiums for insurance or reinsur- 
ance issued by the foreign corpora- 
tion. Funds obtained by the Internal 
Revenue Service under the security 
agreement will be applied to the taxes 
due from the foreign corporation or 
its shareholders with respect to re- 
lated person insurance income. 

An accepted election will exempt 
transactions generating related person 
insurance income that is taxed pursu- 
ant to this election from the opera- 
tion of the excise tax under section 
4371, beginning after the later of the 
date of acceptance of the election or 
the first day of the first taxable year 
for which the election is made. A 
copy of a stamped election statement 
shall serve to place others on notice 
of the exemption. If an election has a 
retroactive effective date with respect 
to treating related person insurance 
income as effectively connected in- 
come for income tax purposes, any 
excise taxes that have been paid in 
any prior quarter of the taxable year 
with respect to such related person 
insurance income may be refunded to 
the person who remitted the taxes. A 
refund of excise tax (including statu- 
tory interest) may be obtained by 
filing a claim on Form 720 or Form 
843. 

If the election is to be applicable 
retroactively, the Internal Revenue 
Service will waive the penalty for 
underpayment of estimated tax under 
section 6655 for electing corporations 
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the installment payments due 
April 15, 1987 and June 15, 1987. 
The waiver of the penalty for under- 
payment of estimated tax is only 
applicable to the income tax due on 
related person insurance income that 
is taxed as income effectively con- 
nected with the conduct of a U. S. 
trade or business pursuant to this 
election. To qualify for the waiver, 
the following requirements must be 
met: 

(1) Any excise tax due on premi- 
ums paid to the electing corporation 
must have been timely paid; 

(2) The electing corporation must 
deposit by September 15, 1987, in- 
stallment payments of estimated in- 
come tax equal to the lesser of: 

(i) the sum of the installments that 
would have been due under section 
6154; or 

(ii) the amount of the installment 
that would have been due under the 
exception to the addition to tax un- 
der section 6655(d)(3)(A)(iii). 
For this purpose, the estimated pay- 
ments should be computed as if the 
election had been made on the first 
day of the corporation's taxable year; 
and 

(3) The corporation must meet the 
requirements agreed to in the election 
statement. 
If these conditions are not satisfied, 
an election having retroactive applica- 
tion may subject the electing corpora- 
tion to penalties for the underpay- 
ment of tax under section 6655. 

For further information concerning 
the execution of a closing agreement 
pursuant to this election, contact the 
Assistant Commissioner (Interna- 
tional), Chief, Special Procedures 
Section, at (202) 287-4605 (not a 
toll-free number). Written comments 
on this notice may be sent to: 

Office of Associate Chief Counsel 
(International) 

1111 Constitution Avenue, N. W. 
Washington, DC 20224 
Attn: CC:INTL:Br2; 939-86 

Modification of Notice 87-34 

Notice 87-51 

I. P URPOSE 

This notice modifies Notice 87-34, 
1987 1 C. B. 490, to amend section 

7. 1. e of the model cash or deferred 
arrangement (CODA) adoption agree- 
ment and to make available certain 
optional amendments concerning 
hardship distributions and qualified 
matching contributions. 

Sponsoring organizations that have 

adopted, or intend to adopt, the 
model CODA, including section 7. 1. e 

of the model CODA adoption agree- 
ment regarding distributions on ac- 
count of financial hardship, must 

amend section 7. 1. e o f the model 
CODA adoption agreement as pro- 
vided herein. 

In addition, sponsoring organiza- 
tions that have adopted, or intend to 
adopt, the model CODA may, at 
their discretion, adopt certain op- 
tional amendments contained herein. 

II. BACKGROUND 

In Notice 87-34, the Service issued 
a model amendment to be used by a 
sponsor of a master or prototype 
profit-sharing plan to incorporate a 
qualified CODA. Pursuant to Reve- 
nue Procedure 87-18, 1987-1 C. B. 
178, a sponsoring organization may 
adopt the model CODA as an attach- 
ment to a currently approved plan 
through an expedited review of the 
plan by the National Office. 

III. SCOPE 

This notice provides two amend- 
ments that affect hardship distribu- 
tions under section 7. 1. e of the 
model CODA adoption agreement, 
and one amendment regarding quali- 
fied matching contributions. 

A sponsoring organization which 
has received a favorable opinion let- 
ter with regard to the model CODA 
may make these amendments to the 
CODA without further application to 
the National Office. However, if 
adopted, these amendments must be 
adopted on a word-for-word identical 
basis. 
A. Hardship Distributions. 

Section 7. 1. e of the model CODA 
adoption agreement allows a sponsor- 
ing organization that adopts the 
model CODA to offer its adopting 
employers an option to elect to dis- 
tribute elective deferrals and qualified 
non-elective contributions on account 
of a participant's financial hardship 
to the extent provided for in the 
underlying profit-sharing plan. 

The Service recognizes that the 
plans of a number of sponsoring 

organizations that have adopted, or 
wish to adopt, the model CODA 
either do not permit distributions on 
account of hardship in the underlying 
profit-sharing plan, or do permit 
such distributions but not in accor- 
dance with applicable regulations un- 

der the Code. The result is that these 
plans are precluded from using sec- 
tion 7. 1. e of the model CODA adop- 
tion agreement. 

Accordingly, the Service has devel- 
oped two model amendments. Model 
Amendment I is designed to be used 
when distributions on account of 
financial hardship are to be made in 
accordance with the underlying 
profit-sharing plan. Model Amend- 
ment II is a Service approved hard- 
ship distribution provision that may 
be used in lieu of, or as an alterna- 
tive to, Model Amendment I. 

Among other things, Model 
Amendments I and II both include a 
new section 7. 2 in the model CODA 
adoption agreement which requires 
an adopting employer to state objec- 
tive nondiscretionary standards to be 
applied in determining financial hard- 
ship. An adopting employer will be 
considered to have amended its plan 
if, after adopting standards pursuant 
to section 7. 2 of the model CODA 
adoption agreement, the adopting 
employer alters such standards in any 
way except for the sole purpose of 
complying with subsequent applicable 
regulations. The Service will provide, 
at a future date, model language that 
may be used to complete sections 
7. 2(a) through (c) of Model Amend- 
ments I and II. 

1. Model Amendment I. 
Model Amendment I is designed to 

explicitly provide that distributions 
under section 7. 1. e of the model 
CODA adoption agreement, as it 
appears in Notice 87-34, are subject 
to applicable existing regulations (in- 
cluding proposed regulations) and 
any subsequent regulations prescribed 
by the Secretary of the Treasury. 

Model Amendment I applies to a 
sponsoring organization that has 
adopted, or intends to adopt, the 
model CODA, including section 7. 1. e 
of the model CODA adoption agree- 
ment as it appears in Notice 87-34. 
Such a sponsoring organization must 
amend section 7. 1. e of, and add 
section 7. 2 to, the model CODA 
adoption agreement in accordance 
with Model Amendment I. 
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Model Amendment I provides: 
[Note: This section amends 7. 1. e 

of the model CODA adoption agree- 
ment] 

[ ] e. Upon the hardship of the 
Participant, to the extent provided 
for in the underlying plan docu- 
ment, if such document's hardship 
provision complies with applicable 
regulations prescribed by the Secre- 
tary of the Treasury. 

[Note: This section adds section 
7. 2 to the model CODA adoption 
agreement] 

7. 2. The following objective 
nondiscretionary standards shall be 
applied in determining financial 
hardship under Section VII of the 
CODA adoption agreement. 

7. 2(a). [Each adopting employer 
must state the criteria for determin- 
ing immediate and heavy financial 
need] 

7. 2(b). [Each adopting employer 
must state the criteria for determin- 
ing the amount required to meet 
such need] 

7. 2(c). [Each adopting employer 
must state the criteria for determin- 
ing whether other financial re- 
sources of the Participant are rea- 
sonably available] 
2. Model Amendment II. 
Model Amendment II is designed 

primarily to permit a sponsoring or- 
ganization whose underlying profit- 
sharing plan does not permit distribu- 
tions on account of hardship, or 
permits such distributions but not in 
accordance with applicable regula- 
tions, to add a hardship distribution 
option that complies with applicable 
existing regulations (including pro- 
posed regulations) and any subse- 
quent regulations prescribed by the 
Secretary of the Treasury. 

Model Amendment II is composed 
of two parts that amend the model 
CODA and the model CODA adop- 
tion agreement, respectively. Model 
Amendment II applies to a sponsor- 
ing organization that wishes to pro- 
vide a hardship distribution option in 
lieu of section 7. 1. e of the model 
CODA adoption agreement as 
amended by Model Amendment I, or 
as a second hardship distribution 
option to adopting employers in ad- 
dition to section 7. l. e of the model 
CODA adoption agreement, as 
amended. In either case, if Model 
Amendment II is adopted by a spon- 

soring organization, then section 5. 2 
of the model CODA must be added, 
section 7. 1. e of the model CODA 
adoption agreement must be 
amended, and section 7. 2 of the 
adoption agreement must be added. 
If the sponsoring organization pro- 
vides both options, sections 7. l. e. of 
the adoption agreement parts of 
Model Amendments I and II must be 
designated as sections 7. 1. e(1) and 
7. 1. e(2), respectively. 

Model Amendment II provides: 

[Note: This section adds section 
5. 2 to the model CODA] 

5. 2. Distribution on Account of 
Financial Hardship (Optional) 

5. 2(a). If elected by the Em- 
ployer in section 7. 1e of the 
CODA adoption agreement, distri- 
butions of Elective Deferrals and 
Qualified Non-elective Contribu- 
tions under the CODA may be 
made on account of financial hard- 
ship if the distribution is necessary 
in light of the immediate and 
heavy financial needs of the Partic- 
ipant. Such a distribution shall not 
exceed the amount required to 
meet the immediate financial need 
created by the hardship and may 
not be made to the extent that 
other financial resources of the 
Participant are reasonably avail- 
able. 

5. 2(b). The determination of the 
existence of financial hardship, and 
the amount required to be distrib- 
uted to meet the need created by 
the hardship, shall be made by a 
person or persons designated by 
the employer (unless a different 
person or persons are given author- 
ity elsewhere in the plan to ap- 
prove hardship distributions). 

5. 2(c). All determinations re- 
garding financial hardship shall be 
made in accordance with written 
procedures that are established by 
the person or persons described in 
section 5. 2(b) above, and applied 
in a uniform and nondiscrimina- 
tory manner. Such written proce- 
dures shall specify the requirements 
for requesting and receiving distri- 
butions on account of hardship, 
including what forms must be sub- 
mitted and to whom. All determi- 
nations regarding financial hard- 
ship must be made in accordance 
with objective criteria set forth in 
sections 7. 2(a) through (c) of the 
CODA adoption agreement. Such 

determinations must also comply 
with applicable regulations under 
the Code. 

5. 2(d). Processing of applica- 
tions and distributions of amounts 
under this section, on account of a 
bona fide financial hardship, must 
be made as soon as administra- 
tively feasible. 

5. 2(e). If the underlying plan 
document provides for distribu- 
tions on account of hardship, but 
does not comply with the require- 
ments for hardship as stated in this 
section 5. 2, and as otherwise pro- 
vided in applicable regulations un- 
der the Code, then Elective Defer- 
rals and Qualified Non-elective 
Contributions may be distributed 
on account of hardship only in 
accordance with this section 5. 2. 
[Note: This section amends section 

7. 1. e of the model CODA adoption 
agreement) 

[ ] e. Upon the hardship of the 
Participant, to the extent provided 
for in section 5. 2 of the CODA 
and section 7. 2 of this CODA 
adoption agreement, and subject to 
applicable regulations prescribed by 
the Secretary of the Treasury. 
[Note: This section adds section 

7. 2 to the model CODA adoption 
agreement] 

7. 2. The following objective 
nondiscretionary standards shall be 
applied in determining financial 
hardship under section VII of the 
CODA adoption agreement. 

7. 2(a). [Each adopting employer 
must state the criteria for deter- 
mining immediate and heavy finan- 
cial need] 

7. 2(b). [Each adopting employer 
must state the criteria for deter- 
mining the amount required to 
meet such need] 

7. 2(c). [Each adopting employer 
must state the criteria for deter- 
mining whether other financial re- 
sources of the Participant are rea- 
sonably available] 

B. Qualified Matching Contributions. 

Qualified matching contributions 
are contributions made by the em- 

ployer by reason of elective deferrals 
that 1) are nonforfeitable when 

made, and 2) are distributable only 
as specified in section 401(k)(2)(B) of 
the Code. 

Model Amendment III is an op 
tional amendment that applies to a 
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sponsoring organization that has 
adopted, or intends to adopt, the 
model CODA, including section VI 
of the model CODA, and wishes to 
permit the use of qualified matching 
contributions therein. Qualified 
matching contributions may be used 
as qualified non-elective contributions 
for the purpose of the actual deferral 
percentage test in section 3. 6 of the 
CODA, but must be included in the 
contribution percentage test in section 
7. 1 of the model CODA to the extent 
not taken into account in section 3. 6. 

A sponsoring organization may, at 
its discretion, adopt Model Amend- 
ment III by making all of the follow- 
ing additions and substitutions: 

Substitute section 2. 1 for section 
2. 1 of the model CODA as it appears 
in Notice 87-34 (" Existing Model 
CODA" ): 

2. 1. "Actual Deferral Percent- 
age" shall mean the ratio (ex- 
pressed as a percentage) of Elective 
Deferrals, Qualified Matching Con- 
tributions (to the extent taken into 
account in section 3. 6 of the 
CODA, pursuant to section 3. 4(A) 
of the CODA adoption agreement) 
and Qualified Non-elective Contri- 
butions on behalf of a Participant 
for the Plan Year to the Partici- 
pant's Compensation for the Plan 
Year. The Actual Deferral Percent- 
age of an employee who is eligible 
to, but does not make an Elective 
Deferral, and who does not receive 
an allocation of a Qualified Match- 
ing Contribution or a Qualified 
Non-elective Contribution, is zero. 

Add section 2. 1(a) to the Existing 

Model CODA: 
2. 1(a). Qualified Matching Con- 

tributions (to the extent taken into 
account in section 3. 6 of the 

CODA) shall be treated as Quali- 

fied Non-elective Contributions for 
the purposes of this section, as 

well as sections 2. 11, 3. 7(a), 3. 7(b), 
3. 7(c), 3. 8, 3. 8(a), 3. 8(b), 3. 10, 
3. 11, 5. 1, [and 5. 2] of the CODA 
and section 7. 1 of the CODA 

adoption agreement. Also, to the 

extent that Qualified Matching 
Contributions are taken into ac- 

count in section 3. 6 of the CODA, 
then any earnings that are attribut- 

able to such Qualified Matching 
Contributions must be allocated to 

Participant's Qualified Non- 

elective Contribution accounts un- 

der section 3. 10 of the CODA. 

Add section 2. 20 to the Existing 

Model CODA: 
2. 20. "Qualified Matching Con- 

tributions" shall mean any contri- 
butions to the plan made by the 

Employer for the Plan Year and 

allocated to a Participant's account 

by reason of Elective Deferrals, 
that are nonforfeitable when made, 
and that are distributable only as 

specified in section 5. 1. 
Substitute section 3. 8(b) for section 

3. 8(b) of the Existing Model CODA: 
3. 8(b). Accounting for Excess 

Contributions. Amounts distributed 
under this section shall be made 
from the Participant's Elective De- 
ferral account and Qualified Non- 
elective Contribution account in 

proportion to the Participant's 
Elective Defer rais and Qualified 
Non-elective Contributions for the 
Plan Year. 
Add section 6. 5 to the Existing 

Model CODA: 
6. 5. Qualified Matching Contri- 

butions. 
6. 5(1). If elected by the Em- 

ployer in section 3. 1(A) of the 
CODA adoption agreement, the 
Employer will make Qualified 
Matching Contributions to the 
plan. The amount of such Quali- 
fied Matching Contributions shall 
be calculated by reference to the 
Participant's Elective Deferrals as 
specified in the CODA adoption 
agreement. 
Substitute heading of Section VII 

for the heading of Section VII of the 
Existing Model CODA: 

SECTION VII: L I M ITATIONS 
ON EMPLOYEE CONTRIBU- 
TIONS AND MATCH I NG 
CONTRIBUTIONS (Required if 
Section VI is Adopted, if Qualified 
Matching Contributions may be 
made, or if Employee Contribu- 
tions are permitted) 
Substitute section 7. 2(b) for section 

7. 2(b) of the Existing Model CODA: 
7. 2(b). "Contribution Percent- 

age" shall mean the ratio (ex- 
pressed as a percentage) of the sum 
of the Employee Contributions, 
Matching Contributions, and Qual- 
ified Matching Contributions (to 
the extent not taken into account in 
section 3. 6 of the CODA) under 
the plan on behalf of the Partici- 

pant for the Plan Year to the 
Participant's Compensation for the 
Plan Year. 

Add section 7. 2(b)(1) to the Exist- 
ing Model CODA: 

7. 2(b)(1). Qualified Matching 
Contributions (to the extent not 
taken into account in section 3. 6 
of the CODA) shall be treated as 
Matching Contributions for the 
purposes of this section and sec- 
tions 7. 3(a), 7. 3(c), 7. 4(a), 7. 4(b), 
and 7. 4(d) of the CODA. 
Add Section III(A) after Section 

III of the Existing Model CODA 
adoption agreement: 

SECTION III(A). QUALIFIED 
MATCHING CONTRIBUTIONS 
(Required if Section 6. 5 is 
Adopted) 

3. 1(A). The Employer [elect one] 
[ ] will [ ] will not make Quali- 
fied Matching Contributions to the 
plan on behalf of Participants who 
make Elective Deferrals. 

3. 2(A). The Employer will make 
Qualified Matching Contributions 
to the plan on behalf of [elect 
one]: 

[ ] a. All Participants who 
make Elective Deferrals. 

[ ] b. All Participants who are 
Non-highly Compensated Employ- 
ees and who make Elective Defer- 
rals. 

3. 3(A). The amount of such 
Qualified Matching Contributions 
made on behalf of each Participant 
as specified in section 3. 2(A) of 
this adoption agreement shall be 
[elect as appropriate]: 

[ ] a. [ ] percent of the Elec- 
tive Deferral made for each Plan 
Year. 

[ ] b. The sum of [ ] percent 
of the portion of the Elective De- 
ferral which does not exceed [ ] 
percent of the Participant's Com- 
pensation plus [ ] percent of the 
portion of the Elective Deferral 
which exceeds [ ] percent of the 
Participant's Compensation, but 
does not exceed [ ] percent of the 
Participant's Compensation. 

[ ] c. The Employer shall not 
match Elective Deferrals as pro- 
vtded m a or b above m excess of 
[$ ] or in excess of [ ] percent 
of the Participant's Compensation. 
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3. 4(A). The amount of Qualified 
Matching Contributions made un- 

der section 6. 5 of the CODA and 
this Section III(A) of the CODA 
adoption agreement, that are taken 
into account as Qualified Non- 
elective Contributions under section 
3. 6 of the CODA, subject to such 
other requirements as may be pre- 
scribed by the Secretary of the 
Treasury, shall be: 

[ ] a. All such Qualified 
Matching Contributions. 

[ ] b. Such Qualified Matching 
Contributions that are needed to 
meet the Actual Deferral Percent- 
age test stated in section 3. 6 of the 
CODA. 

IV. CONCLUSION 

Adoption of any of these amend- 
ments will not alter the rule initially 
stated in Notice 87-34 that the model 
CODA must be adopted on a word- 
for-word identical basis. 

Sponsoring organizations that have 
received favorable opinion letters 
with respect to the model CODA 
may make any or all of the model 
amendments pursuant to the terms of 
this notice and continue to rely on 
such opinion letters. Such sponsoring 
organizations which permit distribu- 
tions on account of financial hard- 
ship must amend their plans as re- 
quired by this notice, on behalf of 
adopting employers, in accordance 
with section 5. 01 of Revenue Proce- 
dure 84-23, 1984-1 C. B. 457, in 
order to retain qualified status. 

Certification of Exchange of 
Information Programs of Treaty 
Partners for Purposes of the 
Foreign Sales Corporation 
Legislation 

Notice 87-52 

Notice of Certification of Ex- 
change of Information Programs of 
Certain U. S. Treaty Partners for 
Purposes of the Foreign Sales Corpo- 
ration Legislation. 

SUMMARY: 

This document contains a list of 
new income tax treaty partners of the 
United States that have exchange of 
information programs under such 
treaty that the Secretary of the Treas- 
ury has certified for purposes of the 

Foreign Sales Corporation legislation 
in accordance with section 927 
(e)(3)(B) o f the Internal Revenue 
Code. This document supplements 
the list of treaty partners with satis- 
factory information exchange pro- 
grams that was issued by the Trea- 
sury Department on November 6, 
1984. This document also contains 
notice that the certification of South 
Africa will terminate simultaneously 
with the termination of the U. S. — 

South Africa tax treaty. 

Notice: 

Sections 801 through 805 of the 
Tax Reform Act of 1984, Pub. L. 
No. 98-369 [1984-3 C. B. (Vol. 1) 1, 
493], amended the Internal Revenue 
Code generally to replace the Domes- 
tic International Sales Corporation 
(" DISC" ) provisions of the Code 
(sections 911-997) with the Foreign 
Sales Corporation ("FSC") provi- 
sions (sections 921-927). The FSC 
provisions were enacted primarily in 
response to concerns raised by trad- 
ing partners of the United States 
about the DISC program in the Gen- 
eral Agreement on Tariffs and Trade. 

A FSC must be incorporated under 
the laws of a county outside the U. S. 
Customs jurisdiction that fulfills cer- 
tain criteria relating to exchange of 
tax information with the United 
States. Section 927(e)(3)(B) of the 
Code provides that a FSC shall not 
be incorporated under the laws of a 
foreign country that has a bilateral 
income tax treaty with the United 
States unless the Secretary of the 
Treasury certified that the exchange 
of information program under the 
treaty carries out the purposes of the 
exchange of information require- 
ments of the FSC legislation. 

On November 6, 1984, the Trea- 
sury Department issued a notice list- 
ing the income tax treaty partners 
that were certified for purposes of 
section 927(e)(3)(B) of the Internal 
Revenue Code. All of the countries 
on that list continue to be certified 
for FSC purposes. The following 
countries were listed in the November 
6, 1984 notice: Australia, Canada, 
Denmark, Egypt, Finland, France, 
Germany, Iceland, Ireland, Jamaica, 
Korea, Malta, Morocco, New Zeal- 
and, Norway, Pakistan, Philippines, 
South Africa, Sweden, and Trinidad 
& Tobago. 

As of January 1, 1986, tax treaties 
between the United States and 

Cyprus and the United States and 
Barbados came into effect. The coun- 
tries of Cyprus and Barbados are 
hereby certified for FSC purposes. 
Barbados entered into an agreement. 
to exchange tax information with the 
United States that went into effect 
upon signature on November 3, 1984. 
That agreement fulfilled the criteria 
of Code section 927(e)(3)(A). There- 
fore, Barbados has satisfied the ex- 
change of information requirements 
of the FSC legislation at all times on 
and after November 3, 1984. The 
certification announced in this notice 
has no additional effect on the FSC 
qualification of Barbados. 

The tax treaty between the United 
States and South Africa will termi- 
nate on July 1, 1987 in accordance 
with Article 18(2) of the treaty. The 
treaty was terminated according to its 
terms as required by recent Congres- 
sional legislation. Simultaneously 
with the termination of the treaty. 
South Africa will no longer be a 
foreign country that meets the re- 
quirements of Code section 
927(e)(3)(B). Therefore, the FSC cer- 
tification for South Africa will be 
revoked effective July 1, 1987. 

A FSC may incorporate as a com- 
pany that is covered by the exchange 
of information program under the 
tax treaty of any certified country. 

The FSC certification procedure 
has been undertaken to comply with 
the intent of the legislation that a 
FSC be allowed to incorporate only 
in a country with which the United 
States has a satisfactory overall ex- 

change of information program. The 
absence of any tax treaty partner of 
the United States from the list of 
certified countries is not intended to 
imply that the Treasury Department 
takes the position that such treaty 
partner is not fulfilling its exchange 
of information obligations under the 
treaty. The Treasury Department is 

having continuing consultations with 
certain treaty partners. Treaty part- 
ners not listed may subsequently be 
certified at any time upon publication 
of a notice to that effect in the 
Federal Register. 

If, following a certification, the 
information exchange program with a 
treaty partner deteriorates signifi- 
cantly, the Secretary may terminate 
the certification. Such termination 
would be effective six months after 
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the date of the publication of the 
notice of such termination in the 
Federal Register. Consultations with 
the tax officials of the treaty partner 
will precede any such termination. 

Dated: June 4, 1987. 
J. Roger Mentz, 

Assistant Secretary for 
Tax Policy. 

(Filed by the Office of the Federal Register on 
June 10, 1987, at 8:45 a. m. , and published 
in the issue of the Federal Register on June 
11, 1987, 52 F. R. 22412) 

Certification of Exchange of 
Information Programs of Treaty 
Partners for Purposes of the 
Foreign Sales Corporation; 
Legislation 

Notice 87-53 

SUMMARY: 

This document contains corrections 
to the notice of certification of ex- 
change of information programs of 
certain U. S. treaty partners for pur- 
poses of the Foreign Sales Corpora- 
tion legislation. The notice was pub- 
lished in the Federal Register on 
Thursday, June 11, 1987 (52 FR 
22412) [Notice 87-52, page 362, this 
Bulletin] ~ 

SUPPLEMENTARY 
INFORMATION: 

Background 

On November 6, 1984, the Trea- 
sury Department issued a notice [No- 
tice 84-15, 1984-2 C. B. 475] listing 

the income tax treaty partners that 
were certified for purposes of section 
927(e)(3)(B) of the Internal Revenue 

Code. On June 11, 1987, the Trea- 
sury Department published a notice 

(52 FR 22412) that supplemented the 

list of treaty partners that has been 

published on November 6, 1984. 

Need for Correction 

As published, the June 11, 1987 
notice inadvertently omitted 
names of three countries that 

on the November 6, 1984, list, and 
failed to reflect an editorial correc 
tion in the text of one of the para- 
graphs. 

Corrections of Publication 

Accordingly, the publication of the 

notice which was the subject FR. Doc. 
87-13329 is corrected as follows: 

Paragraph l. On page 22412, sec- 

ond column, at the end of the first 
full paragraph, the language "carries 
out the purposes of the exchange of 
information requirements of the FSC 
legislation. " is removed and the lan- 

guage "is satisfactory in practice. " is 

added in its place. 
Par. 2. On the same page 22412, 

second column, in the listing of the 
countries that is part of the third 
sentence of the second full para- 
graph, the countries "Austria", 
"Belgium, and "Netherlands" are 
added in the correct alphabetical lo- 
cations. 

Stephen E. Shay, 
International Tax Coun- 
sel. 

(Filed by the Office of the Federal Register on 
July 2, 1987, at 8:45 a. m. , and published in 

the issue of the Federal Register on July 6, 
1987, 52 F. R. 25335) 

Transitional Rules Relating to 
Amendments to the Foreign Tax 
Credit Provisions under the Tax 
Reform Act of 1986 

Notice 87-54 

This notice provides guidance relat- 
ing to several aspects of the amend- 
ments made to the foreign tax credit 
rules by the Tax Reform Act of 1986 
(the "Act") [1986-3 C. B. (Vol. 1)]. 
The rules contained in this notice will 
be incorporated in regulations to be 
issued under the Act. Taxpayers may 
rely on the rules provided herein for 
the purposes specified until regula- 
tions are issued. 

Specifically, this notice provides 
guidance with respect to the car- 
ryforward and carryback of deficits 
between post-1986 and pre-1987 earn- 
ings and profits, and the foreign 
currency issues with respect thereto, 
for purposes of computing the 
deemend-paid foreign tax credit of 
section 902 of the Code. 

A separate notice will provide 
guidance with respect to the car- 
ryforward and carryback of deficits 
between post-1986 and pre-1987 earn- 
ings and profits for purposes of 
computing the deemed-paid foreign 
tax credit of section 960 of the Code. 

Transitional Issues Affecting the 
Computation of the Deemed-Paid 
Foreign Tax Credit of Section 902 

Section 1202(a) of the Act amends 
section 902 of the Code by replacing 
the annual ordering rules of prior 
law for the deemed-paid foreign tax 
credit with ordering rules for post- 
1986 earnings and taxes based on 
perpetual pools. Subject to qualifica- 
tions similar to those of prior law, 
post-1986 foreign income taxes paid 
by a foreign corporation may be 
treated as paid by a 10 percent 
domestic corporate shareholder in the 
same proportion as dividends that are 
paid out of post-1986 earnings bear 
to the foreign corporation's post-1986 
undistributed earnings pool. As under 
prior law, post-1986 foreign income 
taxes paid by 2nd-tier or 3rd-tier 
foreign corporations are also deemed 
paid by a domestic corporate share- 
holder if certain qualifications con- 
tained in section 902(b) are met. 

Section 902(c)(1) of the Code de- 
fines the term "post-1986 undis- 
tributed earnings" as the amount of 
earnings and profits of the foreign 
corporation (computed in accordance 
with sections 964(a) and 986) accu- 
mulated in taxable years beginning 
after December 31, 1986, determined 
as of the close of the taxable year of 
the foreign corporation in which the 
dividend is distributed without dimi- 
nution by reason of dividends distrib- 
uted during the taxable year. Section 
902(c)(2) defines the term "post-1986 
foreign income taxes" as the sum of 
(1) the foreign income taxes with 
respect to the taxable year of the 
foreign corporation in which the divi- 
dend is distributed and (2) the for- 
eign income taxes with respect to 
prior taxable years beginning after 
December 31, 1986, to the extent 
such foreign taxes were not deemed 
paid with respect to dividends distrib- 
uted by the foreign corporation in 
prior taxable years. 

Section 1261 of the Act added 
sections 985 through 989 to the Code 
to provide rules for the treatment of 
foreign currency transactions ~ Section 
985 requires that, unless otherwise 
provided in regulations, all determi- 
nations under Subtitle A of tne Code 
shall be made in the taxpayer's func- 
tional currency. Section 986(a) specif- 
ically states that the earnings and 
profits of a foreign corporation are 
determined in the corporation's func- 
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tional currency. When such earnings 
and profits are distributed, deemed 
distributed, or otherwise taken into 
account, they are translated into U. S. 
dollars, if necessary, using the appro- 
priate exchange rate as defined in 
section 989. Section 986(b) provides 
that, in determining the amount of 
foreign taxes deemed paid under sec- 
tion 902, any foreign income taxes 
paid by a foreign corporation shall 
be translated into U. S. dollars using 
the exchange rate of the of the time 
of payment. 

Generally, the currency rules of 
sections 985 through 989 of the Code 
are effective for taxable years begin- 
ning after December 31, 1986. How- 
ever, a special transition rule in sec- 
tion 1261(e)(2) of the Act provides 
that for purposes of section 902 the 
amendments made by Act section 
1261 apply only to earnings and 
profits of a foreign corporation for 
taxable years beginning after Decem- 
ber 31, 1986, and foreign taxes paid 
or accrued by the foreign corporation 

with respect to such earnings and 
profits. 

The following rules will apply with 
respect to the computation of the 
deemed-paid foreign tax credit under 
section 902 of the Code as amended 
by the Act. These rules, however, 
apply only with respect to dividends 
from foreign corporations (including 
2nd-tier and 3rd-tier foreign corpora- 
tions) whose functional currency is 
the same after the effective date of 
the Act as it was under prior laaw. 
Transition rules applicable to foreign 
corporations whose functional cur- 
rency is different before and after the 
effective date of the Act will be 
provided later. 

The examples in paragraphs (a) 
and (b) of this notice assume 
that: (I) all earnings and profits and 
deficits in earnings and profits are 
attributable to the taxpayer's general 
limitation category (section 
904(d)(1)(I)); (2) the foreign corpora- 
tion's earnings and profits and re- 
lated tax amounts are computed in 
the corporation's foreign functional 

currency ("u"), which did not 
change from pre 1987 to post 1986 
taxable years; and (3) the foreign 
income taxes attributable to post- 
1986 taxable years have been trans- 
lated into U. S. dollars at the ex- 
change rate as of the date of 
payment, as required by section 
986(b). 

(a) Carryhack of deficits from 
post-1986 earnings and profits to 
pre-1987 earnings and profits for 
purposes of section 902 of the Code. 
In computing the section 902 
deemed-paid foreign tax credit for 
dividends paid in a taxable year of 
the foreign corporation in which 
there is a deficit in the post-1986 
undistributed earnings pool, the 
deficit is carried back to pre-effective 
date taxable year(s). The amount 
carried back will reduce the earnings 
and profits of such pre-effective date 
taxable year(s) for purposes of calcu- 
lating the deemed-paid credit and will 
be removed from the pool of post- 
1986 undistributed earnings. The fol- 
lowing examples illustrate this rule. 

CALENDAR 
TAXABLE 
YEAR 
SHARE- 
HOLDER 
AND 
FOREIGN 
CORP. 

1985 
1986 
1987 
1988 
1989 
1990 

CURRENT E&P 
AFTER- TAX 
A CCUMULA TED 
PROFITS 
(DEFICITS) 

150u 
150u 

(100u) 
100u 
-0- 
-0- 

Example 1 

CURRENT PL US 
ACCUMULA TED 
Ed'cP 

150u 
300u 
200u 
250u 
250u 
200u 

POST- '86 
UNDISTRI- FOREIGN 
BUTED INCOME 
EARNINGS TAXES 
POOL (ANNUAL) 

120u 
120u 

(100u) $10 
100u $50 
100u -0- 
50u -0- 

$10 
$60 
$60 
$30 

POST- '86 
POOL OF 
FOREIGN DEC. 31 
INCOME DIS TRI- 
TAXES BUTIONS 

-0- 
-0- 
50u 
-0- 
50u 
-0- 

Under section 316(a) of the Code, 
the 50u distribution in 1987 is treated 
as a dividend in its entirety, because 
the current plus accumulated earnings 
and profits for 1987 (i. e. , 200u) 
exceeds 50u. The dividend is deemed 
to be made out of 1986 earnings and 
profits. Cf. Rev. Rul. 74-550, 1974-2 
C. B. 209. The denominator of the 
section 902 fraction for 1986 is 50u 
(the 1986 150u earnings and profits 
reduced by the 100u deficit carried 
back to 1986 from the post-1986 
undistributed earnings pool), and the 
section 902 credit is 120u. Cf. Rev. 

Rul. 87-72, page 170, this bulletin. The 
100u deficit that is carried back to 
1986 is removed from the post-1986 
undistributed earnings pool, just as a 
positive amount of earnings would be 
removed from the pool if it has been 
distributed. (Compare the post-1986 
undistributed earnings pool in 1987 
to such pool in 1988). The $10 of 
foreign taxes associated with the 1987 
deficit will not, however, be carried 
back to 1986 or removed from the 

pool o f post-1986 foreign income 
taxes. Accordingly, for the 50u divi- 

dend in 1989, the denominator of the 

section 902 fraction is 100u (the 
post-1986 undistributed earnings pool 
as of 1989, the year of the distribu- 
tion), and the section 902 credit is 
$30. 

If a foreign corporation pays a 
dividend in a year when it has a 
deficit in its post-1986 undistributed 
earnings pool, carrying back the defi- 
cit may prevent the crediting of for- 
eign income taxes paid with respect 
to earnings and profits of a pre- 
effective date taxable year. Thus, if 
in example I the foreign corporation 
had a deficit in earnings and profits 
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'" 1987 of 150u (instead of 100u), the 
distribution of 50u would still 

be a dividend. However, the dividend 
would be deemed to be made out of 
the 1985 earnings and profits, be- 
cause the 150u deficit in the post- 
1986 undistributed earnings pool 
would be carried back to offset all 
the 1986 earnings and profits (150u). 
Cf. Rev. Rul. 74-550 and Rev. Rul. 

87-72, page 170, this bulletin. Be- 

cause no future distribution would be 

treated as made out of the 1986 
earnings and profits, the foreign in- 

come taxes with respect to the 1986 
earnings and profits would never be 
creditable. The denominator of the 
section 902 credit for 1985 would be 

150u (the 1985 earnings and profits), 
and the section 902 credit would be 

Example 2 

40u. The 150u deficit would be re- 
moved from the post-1986 undis- 

tributed earnings pool by the 1987 
distribution because the deficit was 
carried back to offset pre-1987 earn- 
ings and profits. 

A deficit in the post-1986 un- 
distributed earnings pool will not, 
however, be carried back to pre- 
effective date year(s) unless and until 
there is a dividend. 

CALENDAR 
TAXABLE 
YEAR 
SHA RE- 
HOLDER 
AND 
FOREIGN 
CORP. 

1986 
1987 
1988 
1989 
1990 
1991 

CURRENT E&P/ 
AFTER- TAX 
ACCUMULA TED 
PROFITS 
(DEFICITS) 

100u 
(50u) 
150u 
75U 
25u 
-0- 

CURRENT PL US 
ACCUMULA TED 
E&P 

100u 
50u 

200u 
175u 
200u 

80u 

POST- '86 
UNDIS TRI- 
BUTED 
EARNINGS 
POOL 

(50u) 
100u 
75u 

100u 
-0- 

FOREIGN 
INCOME 
TAXES 
(ANNUAL) 

80u 
-0- 

$120 
$20 
$20 
-0- 

POST- '86 
POOL OF 
FOREIGN 
INCOME 
TAXES 

-0- 
$120 
$20 
$40 
-0- 

DEC. 31 
DIS TRI- 
BUTIONS 

-0- 
-0- 

100u 
-0- 

120u 
-0- 

In this situation, no portion of the 
50u 1987 deficit is carried back be- 
cause no distribution is made until a 
year in which the post-1986 undis- 
tributed earnings pool is positive. 
The 1988 dividend is made entirely 
out of the post-1986 undistributed 
earnings pool, because the pool of 
undistributed post-effective date earn- 

ings and profits is at least as great as 
the dividend. The denominator of the 
section 902 fraction for 1988 is 100u 
(the post-1986 undistributed earnings 

pool as of 1988, the year of the 
distribution), and the section 902 
credit is $120. 

For the 1990 dividend of 120u, 
only 100u can be made out of the 

post-1986 undistributed earnings pool 

because the pool contains only 100u. 
The additional 20u will be deemed to 
be made out of the 1986 earnings 
and profits of 100u. The denomina- 
tor of the section 902 fraction for the 
portion of the dividend made out of 
the post-1986 undistributed earnings 
pool is 100u, and the section 902 
credit derived from that portion of 
the dividend is $40. The denominator 
of the section 902 fraction for the 
portion of the dividend deemed to be 
made out of the 1986 earnings and 
profits is 100u, and the section 902 
credit derived from that portion of 
the dividend is 16u. 

(b) Carry forward of deficits from 
pre-1987 earnings and profits to post- 
1986 earnings and profits for pur- 

poses of section 902. In computing 
the section 902 deemed-paid foreign 
tax credit for dividends paid in a 
taxable year of the foreign corpora- 
tion beginning after the effective date 
of the Act, the amount of a deficit in 
earnings and profits (or after-tax ac- 
cumulated profits) of the foreign cor- 
poration accumulated as of the end 
of the last pre-effective date taxable 
year is carried forward and included 
in the post-1986 undistributed earn- 
ings pool. Such amount is carried 
forward as of the first day of the 
foreign corporation's first taxable 
year beginning after December 31, 
1986. The following examples illus- 
trate this rule. 

CALENDAR 
TAXABLE 
YEAR 
SHARE- 
HOLDER 
AND 
FOREIGN 
CORP. 

1984 
1985 
1986 
1987 
1988 
1989 

C URRENT E&P/ 
AFTER- TAX 
A CCUMULA TED 
PROFITS 
(defi ci ts) 

25u 
(100U) 

(25u) 
200u 
100u 
100u 

Example 3 

CURRENT PL US 
A CCUMULA TED 
E&P 

25u 
(75u) 

(100u) 
100u 
200u 
100u 

POS T-'86 
UNDIS TRI- FOREIGN 
BUTED INCOME 
EARNINGS TAXES 
POOL (ANNUAL) 

20u 
5u 

-0- 
100u $100 
200u $50 
100u $ 50 

POST- '86 
POOL OF 
FOREIGN 
INCOME 
TAXES 

$100 
$150 
$50 

DEC. 31 
DISTRI- 
BUTION 

-0- 
-0- 
-0- 
-0- 

200u 
-0- 
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Under section 316(a), the 1988 div- 
idend distribution of 200u represents 
all the earnings and profits (current 
plus accumulated) of the foreign cor- 
poration and is made out of the 
post-1986 undistributed earnings 
pool. The denominator of the section 
902 fraction for the 1988 distribution 

is 200u (the post-1986 undistributed 
earnings of 300u reduced by the 100u 
accumulated deficit carried forward 
from 1986), and the section 902 
credit is $150. Cf. Rev. Rul. 87-72, 
page 170, this Bulletin. None of the 
foreign income taxes associated with 
pre-1987 tax years will be carried 

forward and included in the post 
1986 pool of foreign income taxes. 

If a dividend is paid out of current 
earnings and profits and there is a 
deficit in current plus accumulated 
earnings and profits, then the results 
will be modified. 

CALENDAR 
TAXABLE 
YEAR 
SHARE- 
HOLDER 
AND 
FOREIGN 
CORP. 

1986 
1987 
1988 
1989 
1990 
1991 

CURRENT E&P/ 
AFTER- TAX 
A CCUMULA TED 
PROFITS 
(DEFICITS) 

(100 u) 
150u 

(150u) 
100u 
250u 
-0- 

Example 4 

CURRENT PL US 
A CCUMULA TED 
EXP 

(100u) 
50u 

(200U) 
(100u) 

50u 
-0- 

POST- '86 
UNDIS TRI- 
BUTED 
EARNINGS 
POOL 

50u 
(200 u) 
(100u) 

50u 
-0- 

FOREIGN 
INCOME 
TAXES 
(ANNUAL) 

-0- 
$120 
-0- 

$50 
$100 
-0- 

POST- '86 
POOL OF 
FOREIGN 
INCOME 
TAXES 

$120 
-0- 

$50 
$150 
-0- 

DEC. 3I 
DISTRI- 
BUTIONS 

-0- 
100u 
-0- 

100u 
50u 
-0- 

Under these facts, the 1987 distri- 
bution of 100u is considered a divi- 
dend in its entirety (as a result of 
current earnings and profits in 1987 
of 150u). The denominator of the 
section 902 fraction is 50u (the post- 
1986 undistributed earnings pool of 
150u reduced by the 100u accumu- 
lated deficit carried forward from 
1986). Cf. Rev. Rul. 87-72, page 170, 
this Bulletin. Although the dividend 
is 100u, because the section 902 
credit cannot exceed the taxes actu- 
ally paid or deemed paid by the 
foreign corporation, the numerator 
of the section 902 fraction cannot 
exceed the denominator of the frac- 
tion; thus, the numerator of the 
fraction for 1987 is limited to 50u, 
and the section 902 is 50u/50u multi- 
plied by $120, or $120. 

After determination of the section 
902 credit for 1987, the 1987 nimble 
dividend of 100u reduces the current 
earnings and profits for 1987 of 150u 
to 50u, which is added to the accu- 
mulated earnings and profits of 
(100u) from the previous year. At the 
end of 1987 (after the distribution), 
the corporation has a deficit of (50u) 
in accumulated earnings and profits. 

In 1989, the 100u distribution will 

be taxed as a dividend because there 
are current earnings and profits in 
1989 of 100u. The post-1986 undis- 
tributed earnings pool for 1989 is 

(100u), which is the sum of (50u) (the 
deficit in accumulated earnings and 

profits at the end of 1987), plus 
(150u) (the deficit in current earnings 
and profits for 1988), plus 100u (the 
current earnings and profits for 
1989). Because there is a deficit in 
the corporation's post-1986 pool of 
undistributed earnings and profits, 
and foreign income taxes of $50 will 
not be creditable in 1989. The taxes 
will, however, remain in the pool of 
post-1986 foreign income taxes not 
previously credited. The 100u divi- 
dend in 1989 eliminates the current 
earnings and profits of 100u for that 
year; therefore, at the end of 1989 
(after the distribution), accumulated 
earnings and profits are exactly what 
they were at the end of 1988, that is 
(200u), which is the sum of (50u) (the 
deficit in accumulated earnings and 
profits at the end of 1987) plus 
(150u) (the deficit in current earnings 
and profits for 1988). 

Since there are 250u of current 
earnings and profits in 1990, the 50u 
distribution in that year will be taxed 
as a dividend. The post-1986 undis- 
tributed earnings pool for 1990 is 50u 
which equals the total of (200u) (the 
post-1986 undistributed earnings pool 
at the end of 1989, after the 1989 
distribution), plus 250u (the current 
earnings and profits for 1990). Thus, 
the section 902 credit is 50u/50u 
times $150 (the pool of foreign in- 

come taxes not previously credited), 
or $150. 

Boycott Provisions (Section 999) of 
the Internal Revenue Code; 
Additional Boycott Guidelines 

Notice 87-55 
SUMMARY: Section 999 of the In- 
ternal Revenue Code denies certain 
tax benefits to taxpayers who partici- 
pate in or cooperate with interna- 
tional boycotts, other than boycotts 
which are sanctioned by U. S. law. 
The Treasury Department today is- 
sued an additional guideline which 
states that certain prohibitions which 
are part of government procurement 
boycotts taken pursuant to Common- 
wealth initiatives against South Af- 
rica are sanctioned by U. S. law. 
Thus, participation in or cooperation 
with those prohibitions does not give 
rise to penalties under section 999. 

SUPPLEMENTARY INFORMA- 
TION: This document contains an 
additional guideline relating to the 
Department of the Treasury's en- 
forcement of section 999 of the Inter- 
nal Revenue Code. Section 999 incor- 
porates provisions of the Tax Reform 
Act of 1976 (90 Stat. 1649-54) [Pub. 
L. 99-455, 1976-3 C. B. (Vol. I)], 
specifically sections 1061 — 1064 
(known as the "Ribicoff Amend- 
ment"), which deny certain tax bene- 
fits for participation in or coopera- 
tion with international boycotts. 
Published guidelines which are still in 
effect today are found at 49 FR 

366 1987-2 C. B. 



18061 (April 26, 1984), 44 FR 66272 
(November 19, 1979), and 43 FR 
3454 (January 24, 1978). 

Executive Order 12291 

The Department of the Treasury 
has determined that this guideline is 
not a major rule as defined in Execu- 
tive Order 12291, and that a Regula- 
tory Impact Analysis is therefore not 
required. 

Analysis 

This guideline responds to ques- 
tions concerning certain prohibitions 
which are part of the Australian and 
Canadian Government procurement 
boycotts of South Africa. These pro- 
hibitions were imposed pursuant to 
Commonwealth initiatives taken 
against South Africa in October 1985 
and August 1986, and consist of 
prohibitions of government contracts 
with companies majority (51tIto) 
owned by South Africans. 

Treasury decided to publish this 
guideline in order to remove any 
confusion over withether the excep- 
tion for boycotts sanctioned by U. S. 
law, found in section 999(b)(4)(A), 
covered these prohibitions. A provi- 
sion of U. S. Iaw, section 314 of the 
Comprehensive Anti-Apartheid Act 
of 1986, is similar to these prohibi- 
tions. U. S. Iaw therefore sanctions 
participation in or cooperation with 
these prohibitions. 

The Guidelines are amended as 

follows: 

P. Boycotts Sanctioned By U. S. Law 

P-1 Q: Pursuant to the Common- 
wealth boycott of South Africa, the 
government of a Commonwealth 
country, or an entity owned or con- 
trolled by such a government, refuses 

to purchase goods and services of 
South African origin. Tender docu- 
ments issued by such government or 
entity specifically require the success- 

ful contractor, in carrying out the 

contract, to agree (1) to observe the 
government's policy of not purchas- 

ing goods and services from entities 

which are majority (51'Vo) owned by 
South Africans and/or (2) not to 
enter into a subcontract with an 

entity which is majority (51trto) owned 

by South Africans. Company C 
agrees to either, or both, of these 
prohibitions. Does Company C's ac- 

tion constitute participation in or 
cooperation with an international 
boycott under section 99(b)(3)(A)(i)? 

A: No. Company C's action comes 
within the exemption under section 
999(b)(4)(A) and does not constitute 
an agreement to refrain from doing 
business with a person described in 

section 999(b)(3)(A)(i). Section 314 of 
the Comprehensive Anti-Apartheid 
Act of 1986, Pub. L. 99-440, prohib- 
its U. S. Government agencies from 
procuring goods or services from 
South African parastatal organiza- 
tions. As this provision is similar to 
the procurement prohibitions de- 
scribed above, U. S. Iaw sanctions 
participation in or cooperation with 

those prohibitions. 

Effect of Income Tax Treaties on 
5884 

Notice 87-56 

The Internal Revenue Service is 
herein announcing that the branch 
profits tax will not be imposed on 
foreign corporations that are quali- 
fied residents of certain countries, 
listed under section 1 below, with 
which the United States has an in- 
come tax treaty. The income tax 
treaties in effect between the United 
States and the countries listed under 
section 2 below permit imposition of 
the branch profits tax subject, in the 
case of foreign corporations that are 
qualified residents of countries 
marked with an asterisk, to any 

Aruba 
Austria 
Belgium 
People' s 

Republic of 
China 

Cyprus 
Denmark 

Egypt 
Finland 

Germany 
Greece 
Hungary 
Iceland 
Ireland 
Italy 
Jamaica 
Japan 
Korea 
Luxembourg 

J. ROGER MENTZ, 
Assistant Secretary 
for Tax Policy. 

(Filed by the Office of the Federal Register on 
July 1, 1987, at 8i45 a. m. , and published in 

the issue of the Federal Register for July 2, 
1987, 52 F. R. 25118) 

limitations contained in the treaty 
with that country. 

Section 3 describes the circum- 
stances under which income tax trea- 
ties prohibit or limit the taxation of 
interest paid by a foreign corpora- 
tion's trade or business in the United 
States. 

This notice applies to income tax 
treaties in effect on the publication 
date of this notice, August 31, 1987. 
Taxpayers should verify that these 
income tax treaties have not been 
superseded or terminated after the 
publication date of this notice. 

Section 1. Countries whose quali- 
fied residents are not subject to the 
branch profits tax. 

Section 884(a) of the Internal Rev- 
enue Code of 1986, as added by 
section 1241 of the Tax Reform Act 
of 1986, imposes a 30-percent branch 
profits tax on a foreign corporation's 
after-tax U. S. earnings that are not 
reinvested in the corporation's U. S. 
business. Section 884(e)(1)(A) pro- 
vides that an income tax treaty be- 
tween the United States and a foreign 
country will exempt a foreign corpo- 
ration from the branch profits tax if 
the foreign corporation is a qualified 
resident of the foreign country. Sec- 
tion 884(e)(4) generally defines a 
"qualified resident" as any foreign 
corporation that is a resident of a 
foreign country unless (I) more than 
50 percent (by value) of its stock is 
owned by individuals who are not 
residents of such foreign country and 
who are not U. S. citizens or resident 
aliens, or (2) 50 percent or more of 
its income is used (directly or indi- 
rectly) to meet liabilities to persons 
who are not residents of such foreign 
country or the United States. 

The branch profits tax will not be 
imposed on a foreign corporation 
that is a qualified resident of a 
country listed below. 

Malta 
Morocco 
Netherlands 
Netherlands Antilles 
Norway 
Pakistan 
Philippines 
Sweden 
Switzerland 
United Kingdom 
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Section 2. Treaties that permit im- 

position of the branch profits tax. 
The treaties in effect between the 

United States and the countries listed 
below permit imposition of the 
branch profits tax. If a corporation 
is a qualified resident of one of these 
countries, the branch profits tax will 

be imposed at the rate applicable to 
dividends paid to it by a wholly 
owned subsidiary if a rate of tax on 
branch profits is not specified in the 
treaty. The branch profits tax of a 
foreign corporation that is a qualified 
resident of a country marked with an 
asterisk (*) is computed by applying 
any limitations contained in the 
treaty with that country. Such limita- 
tions will be set out in a future 
publication of the Internal Revenue 
Service. 
Australia* 
Barbados 
Canada* 
France* 
New Zealand* 
Poland 
Romania 
Trinidad & Tobago* 
U. S. S. R. 

Section 3. Circumstances under 
which treaties prohibit or limit the 
taxation of interest paid by a branch. 

Section 884(f)(1)(A) provides that, 
in the case of a foreign corporation 
engaged in a trade or business in the 
United States, any interest paid by 
such trade or business in the United 
States to another person shall be 
treated, for purposes of sections 871, 
881, 1441 and 1442, as if it were paid 
by a domestic corporation. 

Section 884(f)(1) further provides 
that rules similar to the rules of 
section 884(e)(3)(B) shall apply to 
such interest. Under these rules, a 
foreign corporation that is not a 
qualified resident of a foreign coun- 
try may not claim benefits under an 
income tax treaty between the United 
States and that country with respect 
to interest described in section 
884(f)(1). 

Where interest is paid by the U. S. 
trade or business of a foreign corpo- 
ration to a foreign corporation that 
is a qualified resident of a foreign 
country or to an individual resident 
of that country, and the income tax 
treaty between the United States and 
that country prohibits or limits taxa- 
tion by the United States of interest 

paid to, or derived, beneficially 
owned, or received by, a resident or 
corporation of the foreign country 
(or by a corporation organized under 
its laws), the recipient may claim 
benefits under the treaty with respect 
to the tax imposed by sections 871 
and 881 on interest described in 
section 884(f)(1)(A). In addition, 
where interest is paid by the U. S. 
trade or business of a foreign corpo- 
ration that is a qualified resident of a 
foreign country, and the income tax 
treaty between the United States and 
that country prohibits taxation by the 
United States of interest paid by a 
resident or corporation of the foreign 
country (or by a corporation orga- 
nized under its laws), the United 
States will not impose a tax under 
sections 871 or 881 on (or subject to 
withholding under sections 1441 or 
1442) interest paid by the trade or 
business and described in section 
884(f)(A). Thus, interest paid by a 
foreign corporation's trade or busi- 
ness in the United States may be 
exempt from, or subject to a reduced 
rate of, taxation (1) under a treaty 
with the recipient's country of resi- 
dence provided, in the case of a 
corporate recipient, the recipient is a 
qualified resident of that country or 
(2) under a treaty with the payor 
corporation's country of residence if 
the payor corporation is a qualified 
resident of that country. 

Amendment of Terminating Plans to 
Conform to the Tax Reform Act of 
1986 

Notice 87-57 

This notice advises the sponsor of 
a terminating pension, profit-sharing, 
or stock bonus plan that such a plan 
must be amended to meet the qualifi- 
cation requirements of the Internal 
Revenue Code (Code) as amended by 
the Tax Reform Act of 1986 (TRA 
'86) that are in effect at the time of 
the plan's termination in order for 
the termination of such plan not to 
adversely affect its qualified status. 
Furthermore, the Internal Revenue 
Service will review requests for deter- 
mination letters with respect to termi- 
nating plans for compliance with the 
qualification requirements of the 
Code, as amended by TRA '86. 

BACKGROUND 

TRA '86, enacted on October 22, 
1986, changed many of the qualifica- 
tion requirements under the Code 
applicable to pension, profit-sharing, 
and stock bonus plans. Some of the 
new qualification requirements are 
effective for plan years beginning 
after December 31, 1986, some are 
effective for plan years beginning 
after December 31, 1988, and others 
are effective retroactively. TRA '86 
also contains Technical Corrections 
to the Tax Reform Act of 1984 (TRA 
'84) and to the Retirement Equity 
Act of 1984 (REA). Some of these 
technical corrections are also effective 
retroactively. 

Section 1140 of TRA '86 provides, 
in general, that if any provision of 
subtitle A or C of Title XI of TRA 
'86 requires an amendment to any 
plan, such amendment need not be 
made until the first plan year begin- 
ning after December 31, 1988 (or 
later, in the case of certain collec- 

tively bargained plans) so long as 
such amendment is made retroactive 
and the plan is operated in accor- 
dance with the requirements of such 
provision as of the provision's effec- 
tive date. 

Notice 86-13, 1986-2 C. B. 377 
states that, pending further notice, 
the Service will not review plans 
requesting determination and opinion 
letters for conformity with the quali- 
fication requirements of the Code as 
changed by TRA '86, except with 
respect to the retroactive technical 
corrections provisions of REA under 
Title XVIII of TRA '86 (Title 
XVIII). 

Notice 87-2, 1987-1 C. B. 396, 
provides guidance in the form of 
model amendments that plan spon- 
sors of individually designed plans 
may adopt to satisfy the provisons of 
TRA '86 (other than Title XVIII) 
that are effective prior to plan years 
beginning after December 31, 1988. 

Notice 87-33, 1987-1 C. B. 480, 
provides guidance in the form of 
model amendments that sponsors of 
master and prototype plans may 
adopt to satisfy the provisons of 
TRA '86, exclusive of Title XVIII, 
that are effective for plan years be- 
ginning before January 1, 1989. , 

Notice 87-20, 1987-1 C. B. 456, 
provides guidance to sponsors of de 
fined benefit plans in complying with 
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sections 411(a)(11)(B) and 417(e)(3) 
of the Code, as amended by TRA 
'86. These sections limit the interest 
rate that may be used under a de- 
fined benefit plan for computing the 
present values and amounts of cer- 
tain benefits. 

Notice 87-21, 1987-1 C. B. 458, 
provides guidance to sponsors of 
plans regarding the new limitations 
on contributions and benefits under 
section 415 of the Code, as amended 
by TRA '86. The notice also states 
that plans generally must be amended 
to conform to the changes in section 
415 no later than the last day of the 
first plan year beginning on or after 
January 1, 1989, or upon plan termi- 
nation, if earlier. 

Notice 87-28, 1987-1 C. B. 472, 
states that plans must comply in 
operation with the temporary REA 
regulations and Title XVII I. This 
notice also describes the conditions 
under which plans may delay until 
the dates described by section 1140 
of TRA '86 the adoption of amend- 
ments that conform to the Technical 
Corrections to REA. 

AMENDMENT UPON PLAN 
TERMINATION 

Section 1140 of TRA '86 provides 
a delayed date by which plans must 
be amended to conform to changes 
in the qualification requirements, as 
do the notices described above. Sec- 
tion 1140 also requires that any plan 
amendment must apply retroactively 
to the effective date of the statutory 
change which necessitates such 
amendment. Furthermore, the plan 
must be operated in accordance with 

all applicable provisions of the Code 
as of the effective date for each 
provision. 

A plan that terminates after the 

effective date of one or more changes 

made by TRA '86, but prior to the 

date that amendments are otherwise 

required under section 1140, must 

operate in conformity with the appli- 

cable provisions of TRA '86 from 

the date on which such provisions 
become effective with respect to the 

plan. Because such a terminated plan 
would no longer be in existence by 

the amendment date described by 
section 1140, and therefore could not 

be amended on that date, such plan 

must be amended in connection with 

the plan termination to comply with 

those provisions of TRA '86 that 

become effective with respect to the 

plan on or before the date of plan 

termination (such amendments in- 

clude any amendments after the date 
of plan termination required in order 

to obtain a favorable determination 

letter). In addition, annuity contracts 
distributed from such terminated 
plans also must meet all the applica- 
ble provisions of TRA '86, including 

the requirements of REA, the tempo- 

rary REA regulations and Title XVIII 
of TRA '86. 

Accordingly, the Internal Revenue 
Service will not issue a determination 
letter stating that termination does 
not adversely affect plan qualification 
unless the terminating plan is 
amended to meet the requirements of 
TRA '86 in effect at the time of plan 
termination. Sponsors of terminating 
pension, profit-sharing, or stock bo- 
nus plans, including adopting employ- 
ers of master or prototype plans 
whose sponsors have not adopted the 
model master and prototype amend- 
ments of Notice 87-33, may adopt 
individually designed amendments or 
the model plan amendments described 
by Notice 87-2 in order to make 
conforming amendments to terminat- 
ing plans as required by TRA '86. 
However, in each case, including the 
case of a terminating master of proto- 
type plan whose sponsor has adopted 
the model plan amendments of Notice 
87-33, the plan must also be 
amended, as necessary, to satisfy the 
temporary REA regulations and Title 
XVIII of TRA '86. 

EFFECT ON PRIOR NOTICES 

Notice 86-13 is hereby modified to 
provide that the Service will review 
plans requesting determination letters 
on termination for compliance with 
qualification requirements of the 
Code as changed by TRA '86 that 
are in effect for the plan at the time 
of plan termination. Notice 87-20 
and 87-28 are hereby clarified to 
require plan amendment upon termi- 
nation to comply with TRA '86, 
including Title XVIII and the tempo- 
rary REA regulations, where the plan 
terminates prior to the plan year 
beginning after December 31, 1988. 
This modification will apply to deter- 

mination letter issued after August 

31, 1987. 

Election to Have Excise Tax on 
Diesel Fuel Imposed on Sales to 
Qualified Retailer 

Notice 87-58 
The purpose of this notice is to 

modify Notice 87-43, 1987-1 C. B. 
501. Notice 87-43 provides guidance 
relating to section 4041(n) of the 
Internal Revenue Code. Section 
4041(n) permits a retailer of diesel 
fuel to elect to purchase diesel fuel 
tax-paid under section 4041(a)(1). 
Notice 87-43 required that, for the 
election to become effective, all 
of a qualified retailer's sellers had 
to consent in writing to assume 
the liability for the diesel fuel tax 
imposed under section 4041(a)(1), 
along with the obligation to file 
Form 720 (Quarterly Federal Excise 
Tax Return) with respect to such 
tax. 

This Notice 87-58 makes it clear 
that a qualified retailer is not re- 
quired to make the election with 
respect to all of its sellers in order 
for the election to become effective. 
A qualified retailer must, however, 
obtain a written consent from each 
seller as to whom the election is 
made, and each election must be 
validated by the District Director. 
For example, a qualified retailer, A, 
buys diesel fuel from sellers A, Y, 
and Z. If A decides to make the 
election as to A' and Y, but not as to 
Z, A must obtain a written consent 
from X and Y. If 4 consents and Y 
does not, the election is effective 
only as to X, upon validation by the 
District Director. 

To the extent not modified in this 
notice, Notice 87-43 continues to 
apply to an election made by a 
qualified retailer under section 
4041(n) of the Code. 

EFFECT ON OTHER 
DOCUMENTS: 

Notice 87-43 modified. 
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List of Countries Requiring 
Cooperation With an International 
Boycott 

Notice 87-59 
In order to comply with the man- 

date of section 999(a)(3) of the Inter- 
nal Revenue Code of 1986, the De- 
partment of the Treasury is pub- 
lishing a current list of countries 
which may require participation in, 
or cooperation with an international 
boycott [within the meaning of sec- 
tion 999(b)(3) of the Internal Reve- 
nue Code of 1986]. The list is the 
same as the prior quarterly list pub- 
lished in the Federal Register. 

On the basis of the best informa- 
tion currently available to the De- 
partment of the Treasury, the follow- 
ing countries may require partic- 
ipation in, or cooperation with, an 
international boycott [within the 
meaning of section 999(b)(3) of the 
Internal Revenue Code of 1986]. 
Bahrain 
Iraq 
Jordan 
Kuwait 
Lebanon 
Libya 
Oman 
Qatar 
Saudi Arabia 
Syria 
United Arab Emirates 
Yemen Arab Republic 
Yemen, People's Democratic Republic 

of 
Dated: June 29, 1987 

J. ROGER MENTZ, 
Assistant Secretary for 

Tax Policy. 

(Filed by the Office of the Federal Register on 
July 2, 1987, at 8:45 a. m. , and published in 
the issue of the Federal Register on July 6, 
1987, 52 F. R. 25335) 

Inflation Adjustment for 
Computation of Windfall Profit Tax 

Notice 87-60 

Section 4989(b) of the Internal 
Revenue Code requires the determi- 
nation of an inflation adjustment 
factor for use in computing the wind- 
fall profit tax. 

The Service has determined that, 
for oil removed during the October— 

December quarter of 1987, the infla- 
tion adjustments are as follows: 

Tier 1 or Tier 2 oil 0. 5064 
Tier 3 oil 0. 7671 

Worksheets for computation of the 
windfall profit tax are included in the 
Instructions for Form 6047, Windfall 
Profit Tax, and an explanation of 
the inflation adjustment may be 
found in the Specific Instructions for 
Line 4 of the worksheets. 

Long-term Contracts; Methods of 
Accounting Under Tax Reform 

Notice 87-61 
This notice provides guidance with 

respect to certain provisions regard- 
ing the accounting for long-term con- 
tracts enacted into law by the Tax 
Reform Act of 1986 (the "Act") 
Pub. L. No. 99-514, 100 Stat. 2085 
[1986-3 C. B. (Vol. 1)]. In particular, 
this notice relates to the procedures 
by which taxpayers may change their 
methods of accounting for long-term 
contracts for purposes of section 460 
of the Internal Revenue Code of 
1986. In addition, this notice provides 
an elective, simplified method for de- 
termining the percentage of comple- 
tion with respect to long-term con- 
tracts under sections 460 and 56 of 
the Code. 

I. Background. 

Section 460 provides that, in the 
case of a long-term contract, 
amounts are to be taken into account 
using (i) the percentage of comple- 
tion — capitalized cost method, or (ii) 
the percentage of completion method 
(as modified by section 460). Section 
460 is effective for long-term con- 
tracts entered into by the taxpayer 
after February 28, 1986, beginning 
with the taxpayer's first taxable year 
ending after such date. However, 
with the exception of the interest 
capitalization requirements of section 
460(c)(3), section 460 does not apply 
to any contract for the construction 
of real property entered into by a 
taxpayer if (i) the taxpayer reason- 
ably estimates (at the time the con- 
tract is entered into) that the contract 
will be completed within the 2-year 
period beginning on the contract's 
commencement date; and (ii) the tax- 
payer's average annual gross receipts 

for the 3 taxable years preceding the 
taxable year in which the contract ls 
entered into do not exceed 
$10, 000, 000. 

Under the percentage of comple- 
tion method (as modified by section 
460), the taxpayer is required to 
determine the percentage of comple- 
tion with respect to each long-term 
contract under the "cost-to- 
cost "method. For purposes of the 
cost-to-cost method, the percentage 
of completion is determined by divid- 

ing the cumulative amount of con- 
tract costs incurred through the end 
of the taxable year by the total 
expected contract costs. (Contract 
costs are defined under section 460(c) 
as all costs which directly benefit or 
are incurred by reason of the long- 
term contract activities of the tax- 
payer). The cumulative amount of 
income earned under the contract 
through the end of the taxable year 
equals the percentage of the contract 
completed, multiplied by the expected 
contract price. The amount of in- 
come recognized for the taxable year 
is equal to the cumulative amount of 
income earned with respect to the 
contract through the end of the tax- 
able year, decreased by the total 
amount of income with respect to the 
contract that was recognized by the 
taxpayer in previous taxable years. 
Moreover, under the percentage of 
completion method (as modified by 
section 460), the "look-back 
method" as described in section 
460(b)(3) shall apply to all long-term 
contracts of the taxpayer to which 
section 460 applies. 

For taxpayers using the percentage 
of completion — capitalized cost 
method of accounting for long-term 
contracts, 40 percent of the items 
with respect to each contract are to 
be taken into account using the per- 
centage of completion method (as 
modified by section 460), and 60 
percent of the items with respect to 
each contract are to be taken into 
account under the taxpayer's "nor- 
mal" method of accounting for long- 
term contracts, subject to the require- 
ments of section 460, including the 
cost allocation requirements of sec- 
tion 460(c). The cost allocation re- 
quirements of section 460(c) require 
the capitalization of costs that di- 
rectly benefit or are incurred by 
reason of, the long-term contract 
activities of the taxpayer. For pur 
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poses of section 460, a taxpayer's 
normal method of accounting for 
long-term contracts is the method the 
taxpayer was using to account for 
long-term contracts immediately prior 
to the effective date of section 460. 

II. Taxpayers Previously Using 
Percentage of Completion. 

Any taxpayer previously reporting 
income from long-term contracts us- 
ing the percentage of completion 
method immediately prior to the ef- 
fective date of section 460 shall use 
the percentage of completion method 
(as modified by section 460) for all 
items under all long-term contracts 
entered into by the taxpayer after 
February 28, 1986, beginning with 
the taxpayer's first taxable year end- 
ing after such date. If, for example, 
a taxpayer was previously determin- 
ing the percentage of the contract 
completed by comparing, as of the 
end of the taxable year, the work 
performed on the contract with the 
estimated total work to be performed 
(the "engineering cost method"), 
then such taxpayer shall use the 
percentage of completion method (as 
modified by section 460) for all con- 
tracts entered into after February 28, 
1986. Thus, the taxpayer will be 
required to use the cost-to-cost 
method of determining the percentage 
of the contract completed for 100 
percent of the items under each long- 
term contract, in addition to using 
the look-back method with respect to 
each contract. 

Similarly, if a taxpayer was previ- 

ously determining the percentage of 
the contract completed by using the 
cost-to-cost method allowed under 

prior law (see section 1. 451-3(c)(2)(ii) 
of the Regulations), then such tax- 

payer shall use the cost-to-cost 
method under section 460, utilizing, 

for example, the costs required to be 
allocated to the contract under sec- 

tion 460(c), and the look-back 
method. (However, see section VIII, 
relating to the simplified cost-to-cost 
method. ) 

Taxpayers described in this section 

II who are required to use the per- 

centage of completion method (as 
modified by section 460) shall follow 

the notification procedures of section 

VI of this notice. Any taxpayer de- 

scribed in this section who desires to 
use a method other than the percent- 

age of completion method (as modi- 

fied by section 460), shall follow the 

provisions of section V of this notice. 

III. Taxpayers Previously Using 

Methods Other Than Percentage of 
Completion. 

Any taxpayer previously reporting 
income from long-term contracts im- 

mediately prior to the effective date 

of section 460 using a method of 
accounting other than the percentage 
of completion method is required to 
use the percentage of completion— 
capitalized cost method of accounting 
for all long-term contracts entered 

into by the taxpayer after February 
28, 1986, beginning with the taxpay- 
er's first taxable year ending after 
such date. (However, see section IV, 
relating to automatic changes to the 
percentage of completion method. ) 
The requirements of this section shall 

apply regardless of whether the tax- 
payer's previous method of account- 
ing for long-term contracts (i) was a 
correct method of accounting under 
the Code; or (ii) allocated more or 
fewer costs to long-term contracts 
than required under section 460(c). 
Thus, any taxpayer previously using 
the completed contract method to 
account for long-term contracts prior 
to the effective date of section 460 
shall use the percentage of comple- 
tion method (as modified by section 
460) with respect to 40 percent of the 
items under each long-term contract, 
and the completed contract method 
(the taxpayer's "normal" method) 
with respect to 60 percent of the 
items under each long-term contract, 
subject to the cost allocation require- 
ments of section 460(c). Moreover, 
such taxpayer shall be required to 
capitalize, under the completed con- 
tract method, the costs described in 
section 460(c) regardless of whether 
the taxpayer properly accounted for 
all costs required to be capitalized 
under the completed contract method 
of prior law. 

Similarly, a taxpayer previously us- 
ing an accrual method to account for 
long-term contracts immediately prior 
to the effective date of section 460 
shall use the percentage of comple- 
tion method (as modified by section 
460) for 40 percent of the items 
under each contract, and the particu- 
lar accrual method used by the tax- 
payer with respect to 60 percent of 
the items under each long-term con- 

tract, subject to the cost allocation 
requirements of section 460(c). 

Finally, a taxpayer who was using 

the cash method of accounting to 
account for its long-term contracts 
immediately prior to the effective 
date of section 460 shall use the 

percentage of completion method (as 
modified by section 460) with respect 
to 40 percent of the items under each 
contract and the cash method with 

respect to 60 percent of the items 
under each long-term contract. (See 
section 448 of the Code which re- 

quires certain taxpayers to change 
from the cash method of accounting 
as their normal method of accounting 
for long-term contracts with respect 
to taxable years beginning after De- 
cember 31, 1986). 

Taxpayers described in this section 
I II who are required to use the 
percentage of completion — capitalized 
cost method of accounting for long- 
term contracts shall follow the notifi- 
cation procedures of section VI of 
this notice. 

IV. Automatic Change to Percentage 
of Completion For All Taxpayers. 

For purposes of section 460, any 
taxpayer (e. g. , a taxpayer using the 
completed contract method of ac- 
counting or an accrual method of 
accounting as its normal method of 
accounting for long-term contracts) 
may automatically change its method 
of accounting to the percentage of 
completion method of accounting (as 
modified by section 460) for all items 
under all long-term contracts entered 
into by the taxpayer after February 
28, 1986, beginning with the taxpay- 
er's first taxable year ending after 
such date. Any such taxpayer shall 
follow the notification procedures of 
section VI of this notice. 

V. Changes in Method of Accounting 
Requiring Commissioner's Consent. 

Any taxpayer using the percentage 
of completion method of accounting 
for long-term contracts immediately 
prior to the effective date of section 
460 who wishes to change to any 
method of accounting other than the 
percentage of completion method (as 
modified by section 460) will be 
required to obtain the consent of the 
Commissioner with respect to such 
change in method of accounting. In 
addition, any change in the taxpay- 
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er's "normal" method of accounting 
such as a change from an accrual 
method to the completed contract 
method, from the completed contract 
method to an accrual method, or 
from one accrual method to another 
(e. g. , a change from accrual-shipment 
to accrual-delivery) for long-term 
contracts will constitute a change in 

method of accounting that requires 
the consent of the Commissioner. 

Similarly, any taxpayer who, im- 
mediately prior to the effective date 
of section 460, accounted for con- 
tracts based on the position that such 
contracts were long-term contracts 
under section 1. 451-3(b) of the Regu- 
lations, shall be required to account 
for such contracts (and any successor 
contracts) under section 460 unless 
such taxpayer obtains the consent of 
the Commissioner to change its 
method of accounting. The term suc- 
cessor contracts, as used in the pre- 
ceding sentence, shall mean all con- 
tracts which, under the criteria and 
methods used by the taxpayer prior 
to the effective date of section 460 in 
determining whether a contract was a 
long-term contract under section 
1. 451-3(b), would be classified by 
such taxpayer as a long-term contract 
under section 1. 451-3(b), regardless 
of whether such criteria and methods 
are correct. 

Any taxpayer described in this sec- 
tion V who desires to change its 
method of accounting shall submit an 
application for change in accounting 
method under the administrative pro- 
cedures applicable to taxpayers at the 
time of change, including the applica- 
ble procedures regarding the time and 
place of filing the application for 
change in method. However, with 
respect to any taxpayer described in 
this section who desires to change its 
method of accounting with respect to 
long-term contracts for any taxable 
year to which section 460 applies 
(including taxable years for which the 
taxpayer has previously filed a Fed- 
eral income tax return), such tax- 
payer shall not be treated as filing 
the application for change in ac- 
counting method late if such applica- 
tion is filed with the National Office 
of the Internal Revenue Service on or 
before 180 days after the date that 
this notice is published in the Inter- 
nal Revenue Bulletin. The taxpayer 
shall type or legibly print at the top 
of page I of the application for 

change in accounting method (Form 
3115) the following statement: "Filed 
under Notice 87-61. " In the case of 
a taxpayer receiving permission to 
change its methods of accounting for 
its first taxable year ending after 
February 28, 1986 under this section 
V, such change in method shall be 
effectuated by using a "cut-off" 
method with respect to contracts en- 
tered into after February 28, 1986, 
i. e. , the taxpayer shall not compute a 
section 481(a) adjustment with re- 
spect to its use of the new method of 
accounting. Taxpayers receiving per- 
mission to change their methods of 
accounting may be required, under 
appropriate circumstances, to file 
amended Federal income tax returns 
reflecting the new method of ac- 
counting for the year of change. 

VI. Notification Procedures for 
Certain Methods of Accounting. 

Any taxpayer described in section 
II, III, IV, or VIII of this notice 
shall complete and file a statement 
notifying the Service of its use of the 
various methods of accounting under 
this notice with the taxpayer's Fed- 
eral income tax return (including 
amended returns) for the first taxable 
year ending after February 28, 1986, 
for which the taxpayer is required to 
account under section 460 for long- 
term contracts. The taxpayer shall 
type or legibly print the following 
language at the top of the statement 
required to be filed: Notification 
Procedures under Section VI of No- 
tice 87-61. Any amended return filed 
for the purpose, in whole or in part, 
of changing a taxpayer's method of 
accounting as described in sections 
IV or VIII of this notice must be 
filed on or before 180 days after the 
date that this notice is published in 
the Internal Revenue Bulletin. 

Notwithstanding the requirements 
of the preceding paragraph, with re- 
spect to any taxpayer who has (i) 
filed a Federal income tax return for 
the first taxable year ending after 
February 28, 1986 for which the 
taxpayer is required to account under 
section 460 for long-term contracts, 
(ii) failed to file the statement de- 
scribed in the preceding paragraph 
with such return, and (iii) otherwise 
properly used the method of account- 
ing as required or allowed under 
sections II, III, IV, or VIII of this 

notice, such taxpayer may file a 
statement indicating the use of its 
method of accounting under the fol- 
lowing procedures. Such statement 
shall be attached to the taxpayer's 
first Federal income tax return filed 
subsequent to 90 days after the publi- 
cation of this notice in the Internal 
Revenue Bulletin, for a taxable year 
subsequent to the first taxable year 
ending after February 28, 1986 for 
which the taxpayer is required to 
account under section 460 for long- 
term contracts. (A taxpayer, at its 
option, may attach such a statement 
with a return filed before the date 
described in the preceding sentence. ) 
The taxpayer shall type or legibly 
print the following language at the 
top of the statement required to be 
filed: Notification Procedures under 
Section VI of Notice 87-61. Any use 
of a method of accounting described 
in this section VI shall be effectuated 
by using a "cut-off" method with 
respect to contracts entered into after 
February 28, 1986, i. e. , the taxpayer 
shall not compute a section 481(a) 
adjustment with respect to its use of 
the new method of accounting. 

VII. General Requirement to Use 
Same Method of Accounting for all 
Long-Term Contracts. 

Under section 1. 451-3(a)(1) of the 
Regulations, taxpayers are generally 
required to use the same long-term 
contract method of accounting for all 
long-term contracts within the same 
trade or business. This general re- 
quirement to use the same long-term 
contract method for all long-term 
contracts shall be continued under 
section 460 of the Code, subject to 
the effective date provisions of sec- 
tion 460 which may require the use 
of different methods of accounting 
for long-term contracts depending on 
whether such contracts were entered 
into after February 28, 1986. 

Under the current Regulations, 
however, an exception from this rule 
is provided for taxpayers who have 
certain long-term contracts of "sub- 
stantial duration" and other long- 
term contracts of less than substan- 
tial duration. See section 
1. 451-3(a)(1) of the Regulations. Un- 
der the Regulations, taxpayers may 
report the income from the long-term 
contracts of substantial duration un- 
der the same long-term contract 
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method, while reporting the income 
from the long-term contracts of less 
than substantial duration using an- 
other proper method of accounting 
(e. g. , an inventory method). Under 
section 460, taxpayers may continue 
this practice and utilize two different 
methods of accounting as their "nor- 
mal" methods of accounting for sixty 
percent of the items under each long- 
term contract, subject to the consis- 
tency provisions of the present Regu- 
lations and subject to section 460, 
including the cost allocation require- 
ments of section 460(c). 

Any taxpayer who used two differ- 
ent methods of accounting for long- 
term contracts immediately prior to 
the effective date of section 460 is 
required to obtain the consent of the 
Commissioner if the taxpayer desires 
to change to the use of only one 
method as its "normal" method of 
accounting for long-term contracts. 
Similarly, any taxpayer who wishes 
to change its method of accounting 
to the use of two methods as its 
"normal" method of accounting for 
long-term contracts is required to 
obtain the consent of the Commis- 
sioner to any such change. Any tax- 
payer described in this paragraph 
who desires to change its method of 
accounting may, at the taxpayer's 
option, submit an application for a 
change in method of accounting un- 
der the procedures and filing dead- 
lines provided in section V of this 
notice. 

VIII. Simplified Method for 
Determining Degree of Contract 
Completion. 

For purposes of section 460, an 
elective, simplified method (the "sim- 
plified cost-to-cost method") is pro- 
vided herein for determining the per- 
centage of completion under the 
cost-to-cost method for taxpayers us- 

ing the percentage of completion 
method (as modified by section 460) 
for all items under all long-term 
contracts. In addition to taxpayers 
using the percentage of completion 
method, taxpayers who are properly 
using the cash method of accounting 
as their normal method of accounting 
for long-term contracts may use the 
simplified cost-to-cost method in de- 
termining percentage of completion 
under the cost-to-cost method for 40 
percent of the items under each long- 

term contract. Any taxpayer properly 
using the cash method as its normal 
method of accounting for long-term 
contracts that uses the simplified 
cost-to-cost method as described 
herein, shall automatically change 
from the simplified cost-to-cost 
method to the cost-to-cost method 
under section 460 for the first taxable 
year that such taxpayer is required to 
change from the cash method of 
accounting under any section of the 
Code (including section 448). Such 
change shall take place under the 
transitional provisions of the particu- 
lar section under which the taxpayer 
is required to change from the cash 
method of accounting. 

Under the simplified cost-to-cost 
method, the following costs shall be 
used in determining the percentage of 
completion (i. e. , contract costs in- 

curred to date divided by total ex- 
pected contract costs) attributable to 
a particular long-term contract: 

(i) direct material costs and direct 
labor costs, as described in section 
1. 451-3(d)(6)(i) of the Regulations; 
and 

(ii) depreciation, amortization and 
cost recovery allowances on equip- 
ment and facilities (to the extent 
allowable as deductions under Chap- 
ter 1 of the Code) directly used to 
construct or produce the subject mat- 
ter of the long-term contract. 

Thus, a taxpayer using the simpli- 
fied cost-to-cost method shall utilize 
the costs described in clauses (i) and 
(ii) above in determining both the 
costs allocated to the contract and 
incurred before the close of the tax- 
able year, and the estimated total 
contract costs. Moreover, such costs 
shall be used by any such taxpayer 
under the look-back method, as de- 
scribed in section 460(b)(3). 

Any taxpayer described in this sec- 
tion VIII who desires to change its 
method of accounting to the simpli- 
fied cost-to-cost method for its first 
taxable year ending after February 
28, 1986, shall follow the notification 
procedure of section VI of this no- 
tice. If the taxpayer elects to change 
its method of accounting to the sim- 
plified method for a year subsequent 
to the taxable year described in the 
preceding sentence, then such tax- 
payer shall attach a statement de- 
scribing the election to use the sim- 
plified cost-to-cost method to the 
taxpayer's Federal income tax return 

for the taxable year in issue. Any 
such election to use the simplified 
cost-to-cost method shall apply only 
to contracts entered into on or after 
the first day of the year of election. 
Such an election shall be treated as a 
method of accounting, and may not 
be revoked without obtaining the 
consent of the Commissioner. 

IX. Alternative Minimum Tax. 

Section 56(a)(3) of the Code pro- 
vides that the percentage of comple- 
tion method of accounting (as modi- 
fied by section 460) shall be used in 
determining the alternative minimum 
taxable income ("AMTI") of a tax- 
payer for all long-term contracts en- 
tered into on or after March 1, 1986, 
with respect to taxable years begin- 
ning after December 31, 1986. The 
requirement to use the percentage of 
completion method of accounting un- 
der section 56(a)(3) applies to all 
long-term contracts of the taxpayer, 
including certain construction con- 
tracts with a duration of less than 2 
years to which the provisions of 
section 460 do not otherwise apply. 

Thus, in computing AMTI, taxpay- 
ers shall use the percentage of com- 
pletion method (as modified by sec- 
tion 460) to account for all items 
under all applicable long-term con- 
tracts of the taxpayer. In addition, 
the cost-to-cost method under section 
460 shall be used in determining the 
degree of completion, and the look- 
back method shall apply to the tax- 
payer's long-term contracts. 

In determining the percentage of 
completion under the cost-to-cost 
method for purposes of determining 
AMTI, taxpayers may elect to deter- 
mine their percentage of completion 
(i. e. , cumulative contract costs in- 
curred to date divided by total ex- 
pected contract costs), using the 
methods of accounting and costs ap- 
plied in computing regular tax ("reg- 
ular methods" and "regular costs"). 
Thus, for example, with respect to 
equipment and facilities used in the 
performance of a particular long- 
term contract, a taxpayer making this 
election would determine the degree 
of completion of the contract for 
purposes of computing AMTI by 
taking into account depreciation de- 
ductions used in determining the reg- 
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ular tax (" regular depreciation") for 
both (i) the cumulative contract costs 
incurred through the end of the tax- 
able year, and (ii) the total expected 
contract costs. In contrast, a tax- 
payer not electing to use this method 
would, in determining the degree of 
completion of a long-term contract 
for purposes of computing AMTI, 
calculate both cumulative contract 
costs incurred through the end of the 
taxable year, and total expected con- 
tract costs, using the depreciation 
methods described in section 56(a)(1) 
("AMT depreciation"), including the 
alternative depreciation system of sec- 
tion 168(g). 

Moreover, with respect to taxpay- 
ers having certain construction con- 
tracts with a duration of less than 2 
years to which the provisions of 
section 460 do not otherwise apply, 
such taxpayers may elect to use the 
costs required to be capitalized under 
present law as it applies to such 
contracts in making the cost-to-cost 
calculations required under section 
56(a)(3). In addition, taxpayers de- 
scribed in the preceding sentence who 
are properly using the cash method 
of accounting for long-term contracts 
may elect the use of the simplified 
cost-to-cost method as described in 
section VIII of this notice for pur- 
poses of section 56(a)(3). 

Although taxpayers may elect to 
use regular methods and regular costs 
for purposes of calculating the degree 
of completion under section 56 for a 
long-term contract, the determination 
of AMTI shall be made under the 
provisions of section 55, including, 
for example, the adjustments pro- 
vided in sections 56 and 58. Thus, 
for example, in determining AMTI 
with respect to a long-term contract, 
taxpayers shall determine their depre- 
ciation deductions using AMT depre- 
ciation under section 56(a)(1), al- 
though the degree of completion 
under the cost-to-cost method may 
have been determined using regular 
depreciation. The use of regular de- 
preciation (and any other regular cost 
or method) for purposes of the alter- 
native minimum tax is confined 
solely to the determination of the 
degree of completion of a long-term 
contract using the cost-to-cost 
method as described in section 460. 

Taxpayers electing to use regular 
methods and regular costs in deter- 

mining the degree of completion for 
long-term contracts under section 56 
shall use whatever methods were used 
to determine the percentage of com- 
pletion under section 460 for regular 
tax purposes. Thus, for example, an 
electing taxpayer shall use the simpli- 
fied cost-to-cost method of determin- 
ing its percentage of completion un- 
der section 56, if such taxpayer has 
used this method under section 460 
in determining its regular tax. An 
electing taxpayer not using the sim- 
plified cost-to-cost method under sec- 
tion 460 shall use the costs described 
in section 460(c) in determining the 
degree of completion for long-term 
contracts under section 56. 

Any taxpayer who elects to use 
regular methods and regular costs in 
determining the degree of completion 
for long-term contracts under section 
56, shall note such election on the 
taxpayer's Federal income tax return 
for the first taxable year in which the 
taxpayer (i) is subject to the alterna- 
tive minimum tax as amended by the 
Act, and (ii) computes income from 
a long-term contract under section 56 
using the percentage of completion 
method. Such election shall be 
treated as a method of accounting, 
and shall not be revoked without 
obtaining the consent of the Commis- 
sioner. 

Any taxpayer desiring to change to 
this method of accounting for a 
subsequent year shall submit an ap- 
plication for change in accounting 
method under the administrative pro- 
cedures applicable to taxpayers at the 
time of change, including the applica- 
ble procedures regarding the time and 
place of filing the application for 
change in method. 

This notice has been submitted to 
the Office of Management and Bud- 
get in accordance with the Paperwork 
Reduction Act of 1980 and has been 
approved by OMB (Control Number 
1545-1011). 

Amendment of SEPs to Conform to 
the Tax Reform Act of 1986 

Notice 87-62 

This notice provides guidance to 
sponsors of prototype Simplified Em- 
ployee Pensions (SEPs) with respect 
to certain provisions of the Tax Re- 
form Act of 1986 (the Act) concern- 

ing participation requirements for 
SEPs. 

Section 408(k) of the Internal Rev- 
enue Code was amended by the Act 
to lower the minimum age require- 
ment for participation in a SEP from 
25 to 21, and to permit a SEP to use 
a plan year other than a calendar 
year for purposes of determining 
whether an employee has performed 
service for the employer during three 
of the immediately preceding five 
years. This section also permits an 
employer to exclude from participa- 
tion an employee who receives less 
than $300 from the employer during 
the year. These changes are effective 
for years beginning after December 
31, 1986. 

Sponsors of prototype SEPs are 
required to amend their prototype 
SEPs to comply with the new mini- 
mum age requirement no later than 
December 31, 1987 in order to con- 
tinue reliance on their previously is- 

sued opinion letters. 

Prototype plan sponsors and em- 

ployers may also amend their SEPs 
to exclude from participation for any 
year employees whose compensation 
was less than $300 for that year or to 
designate a plan year other than a 
calendar year for purposes of deter- 
mining eligibility to participate and 
allocation of contributions. 

Prototype SEPs that are amended 
solely to make one or more of the 
changes described below may, until 
further notice, continue to rely on 
their existing favorable opinion let- 
ters: 

1. To change the minimum age for 
participation in the SEP from not 
over age 25 to not over age 21. 

2. To permit the employer to in- 
crease the compensation required to 
participate in the SEP to not more 
than $300, effective no earlier than 
the first plan year beginning after the 
date of the increase. 

3. To permit the employer to 
change the plan year used to deter- 
mine eligibility to participate and 
allocation of contributions from a 
calendar year to the employer's tax- 
able year, provided each employee 
participates in the first short year if 
he or she would have participated in 
the calendar year that includes the 
short plan year had there been no 
change. 
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No opinion letter or determination 
letters will be issued on SEPs that 
have been amended solely to make 
these changes. 

Pursuant to Rev. Proc. 87-50, page 
647, this Bulletin, the Service will is- 
sue opinion letters on new proto- 
type SEPs and SEPs that have been 
amended to add or change provisions 
other than those described above. 
However, until further notice, no 
opinion letters will be issued on SEPs 
that provide for contributions pursu- 
ant to the employee's election. 

Effective Date of Regulations under 
Section 1504(a)(5)(A) and (B) of the 
Code as They May Apply to Certain 
Complete Liquidations and Stock 
Acquisitions 

Notice 87-63 
Sections 1804(e)(6) and (8) of the 

Tax Reform Act of 1986 amended 
sections 332(b)(1) and 338(d)(3) of 
the Internal Revenue Code by substi- 
tuting the stock ownership require- 
ments of section 1504(a)(2) of the 
Code for the stock ownership tests 
previously set forth in those provi- 
sions. Section 1804(e)(7) of the 1986 
Act made conforming changes to 
section 337(c)(3) of the Code, as in 
effect prior to the 1986 Act (" old 
section 337"). 

The stock ownership requirements 
of section 1504(a)(2) of the Code are 
met if the stock directly owned repre- 
sents at least 80 percent of the total 
voting power and at least 80 percent 
of the total value of the corporation. 
Section 1504(a)(5)(A) and (B) autho- 
rizes the promulgation of regulations 
that may treat options to acquire or 
sell stock as having been exercised, 
that may treat warrants, obligations 
convertible into stock, and other sim- 
ilar interests as stock, and that may 
treat stock as not stock. When is- 
sued, the regulations under section 
1504(a)(5)(A) and (B) will apply for 
purposes of section 332, old section 
337 and section 338. 

No regulations have yet been is- 

sued under section 1504(a)(5)(A) and 
(B) of the Code, as amended by the 
Tax Reform Act of 1984. It has been 
determined, however, that regulations 
under section 1504(a)(5)(A) and (B), 

when issued, will not apply to certain 

transactions, as described below. 

For purposes of section 332(b)(1) 
of the Code, regulations under sec- 

tion 1504(a)(5)(A) and (B) will not be 

effective with respect to plans of 
liquidation adopted on or before the 

date proposed regulations are pub- 

lished in the Federal Register. For 
purposes of old section 337, such 

regulations will not be effective with 

respect to a plan of liquidation 
adopted by the selling corporation on 
or before the date proposed regula- 

tions are published. For purposes of 
section 338(d)(3), such regulations 
will not be effective for purchases 
made during any 12-month acquisi- 
tion period beginning on or before 
the date proposed regulations are 
published. 

No inferences should be drawn 
from this notice regarding the effec- 
tive date of regulations under section 
1504(a)(5)(A) and (B) of the Code as 
they may relate to Code provisions 
other than section 332(b)(1), old sec- 
tion 337, and section 338(d)(3), or of 
regulations under other subpara- 
graphs of section 1504(a)(5). 

Suspension of Operation of Section 
1248(e) and Limitation of Application 
of Section 1248(f) 

Notice 87-64 

The Internal Revenue Service today 
announced that, pursuant to the reg- 
ulatory authority granted by section 
631(d)(2) of the Tax Reform Act of 
1986 (the Act), regulations under 
section 1248(e) and (f) of the Internal 
Revenue Code will be published to 
suspend the application of section 
1248(e) for periods during which 
there is no capital gains rate differen- 
tial in the Code and to limit the 
application of section 1248(f). 

Section 1248 generally recharacter- 
izes gain recognized by a United 
States shareholder on the disposition 
of stock in a controlled foreign cor- 
poration (CFC) as a dividend to the 
extent of earnings attributable to the 
United States shareholder's owner- 
ship interest in the CFC. 

Prior to the Act, there were several 
important consequences of section 
1248. Primarily, section 1248 pre- 
vented repatriation of income at capi- 
tal gains rather than ordinary income 

rates. In addition, because section 
1248 recharacterized gain as a divi- 
dend, a corporate United States 
shareholder received an indirect credit 
for an appropriate portion of foreign 
taxes paid or accrued by the CFC. 
After the effective date of the repeal 
of the capital gains rate differential 
by sections 301(a) and 311(a) of the 
Act, the primary consequence of 
characterizing gain on CFC stock as 
a dividend will be the receipt of the 
indirect foreign tax credit that ac- 
companies the deemed dividend. 

Section 1248(e), which treats cer- 
tain dispositions of the stock of a 
domestic corporation as a disposition 
of the stock of a foreign corporation, 
is an anti-abuse provision designed to 
prevent a United States shareholder 
from converting what would be ordi- 
nary income under section 1248 to 
capital gain. The repeal of the capital 
gains rate differential eliminates the 
need for section 1248(e). Section 
631(d)(2) of the Act amended section 
1248(e) and (f) of the Code to pro- 
vide that those provisions would be 
applicable "Except as provided in 
regulations prescribed by the Secre- 
tary. " Pursuant to the grant of regu- 
latory authority in section 631(d)(2) 
of the Act, regulations under section 
1248(e) will be published to suspend 
the application of section 1248(e) for 
periods during which capital gains 
are taxed at the same rates as ordi- 
nary income. 

Regulations will also be published 
to restrict the application of section 
1248(f). Section 1248(f) prevents a 
taxpayer from avoiding section 1248 
by engaging in certain nonrecognition 
transactions. The Act, by amending 
certain sections, including sections 
311, 336, 337 and 361(c), expands the 
number of situations in which gain is 
recognized on distributions, sales or 
exchanges of stock in CFCs, In situa- 
tions in which gain on CFC stock is 
recognized under the rules of 
subchapter C as if the CFC stock 
were sold on the date of the distribu- 
tion, section 1248(a) shall apply so 
that the gain recognized under the 
rules of subchapter C will be charac- 
terized as a dividend accompanied by 
an indirect foreign tax credit. Ac- 
cordingly, regulations will be pub- 
lished under section 1248(a) and (f) 
to provide that section 1248(f) will 
not apply to those distributions in 
which gain on CFC stock is recog- 
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nized pursuant to certain sections, 
including sections 311, 336, and 
361(c), as if the CFC stock had been 
sold at its fair market value at the 
time of the distribution. In situations 
in which gain on the CFC's stock is 
recognized under the rules of 
subchapter C but the gain is deferred 
under the consolidated return rules, 
section 1248(a) will apply at such 
time as the deferral of gain ends. 

Pursuant to the exception con- 
tained in section 1248(f)(2), section 
1248(f)(1) will not apply to certain 
distributions of CFC stock to a do- 
mestic corporation in which no gain 
is recognized under new section 337. 
In addition, regulations under section 
1248(f) may limit the application of 
section 1248(f)(1) in section 355 dis- 
tributions of CFC stock to situations 
in which the CFC is no longer a CFC 
after the distribution or in which one 
or more of the distributees of the 
CFC stock are not "United States 
shareholders" within the meaning of 
section 951(b) after the distribution. 
These regulations would also contain 
provisions to ensure that subsequent 
to a section 355 distribution that 
would not be subject to section 
1248(f)(1) as stated above, the 
amount of section 1248 dividend re- 
sulting from a subsequent disposition 
of the CFC stock would include the 
section 1248 earnings attributable to 
the CFC stock as of the date of the 
section 355 distribution. The regula- 
tions may require appropriate adjust- 
ments to the basis and holding period 
of the stock of the CFC in the hands 
of the distributee. The changes to the 
section 1248(f) regulations would re- 
main in effect regardless of whether 
a capital gains rate differential exists. 

The regulations described in this 
notice will be effective as of Septem- 
ber 21, 1987, the date of publication 
of this notice, even though the regu- 
lations are published after such date. 

Guidance Concerning Effective Date 
of Source Rules under Section 865 

Notice 87-65 

The Internal Revenue Service 
herein provides guidance concerning 
the effective dates of the source rules 
under section 865 of the Code in the 
case of income received pursuant to 

installment sales under section 453 of 
the Code. 

Section 1. Effective date for U. S. 
persons and controlled foreign 
corporations as defined under section 
957(a) of the Code. 

Section 1211 of the Tax Reform 
Act of 1986 [Pub. L. 99-514, 1986-3 
(Vol. 1) 450] added section 865 to the 
Code, effective for taxable years be- 
ginning after December 31, 1986. Sec- 
tion 865(a) provides that, subject to 
certain exceptions, income from the 
sale of personal property must be 
sourced according to the residence of 
the seller. Thus, if income from the 
sale of personal property is received 
in a taxable year beginning after De- 
cember 31, 1986, section 865 applies 
to determine the source of the in- 
come. Accordingly, payments under 
installment sales contracts received by 
U, S. persons after December 31, 
1986, must be sourced in accordance 
with the provisions of section 865, 
even if the installment sale contract 
was entered into prior to January 1, 
1987. 

Thus, for example, if a U. S. per- 
son sold property on the installment 
basis on June 1, 1986, payments on 
that sale that are received after De- 
cember 31, 1986, must be sourced 
under the provisions of section 865. 
For purposes of section 1211(c)(1) 
and the rule set forth in this para- 
graph, the term U. S. person includes 
a controlled foreign corporation 
(within the meaning of section 
957(a)). 

Section 2. Effective date for foreign 
persons other than controlled foreign 
corporations under section 957(a) of 
the Code. 

Section 1211(c)(2) of the Tax Re- 
form Act of 1986 provides a special 
effective date rule for foreign per- 
sons. The source of income received 
by foreign persons from transactions 
entered into after March 18, 1986, 
must be determined under the provi- 
sions of section 865 of the Code. 
Thus, the source of amounts received 
by foreign persons under section 453 
installment sales contracts entered 
into after March 18, 1986, must be 
determined under section 865 of the 
Code. The source of amounts re- 
ceived by foreign persons under sec- 
tion 453 installment sales contracts 
entered into on or before March 18, 

1986, will be determined under appli- 
cable prior law, regardless of when 
such amounts are received. Thus, for 
example, if a foreign person sold 
property on the installment basis on 
January 1, 1986, payments on that 
sale must be sourced under applicable 
prior law, even if such payments are 
received on or after the general effec- 
tive date of section 865 (January 1, 
1987). For purposes of section 
1211(c)(2) and the rule set forth in 
this paragraph, the term foreign per- 
son does not include a controlled 
foreign corporation (within the mean- 
ing of section 957(a)). 

Taxpayers may rely upon the pro- 
visions of this notice; regulations will 
be promulgated under section 865 
consistent with the terms of this 
notice. 

Notice 87-5 Concerning the 
Application of Tax Treaty Provisions 
to Certain Liquidations of Foreign- 
Owned Corporations is Modified 

Notice 87-66 

The Internal Revenue Service today 
announced that, for the reasons set 
forth below, the last paragraph of 
Notice 87-5, 1987-1 C. B. 416, is 

being withdrawn as of the date of 
this Notice. The last paragraph of 
Notice 87-5 provided that section 
367(e)(2) of the Internal Revenue 
Code of 1986 (the "Code" ) will be 
inapplicable to liquidations of domes- 
tic subsidiaries of foreign corpora- 
tions in situations in which applica- 
tion of that section would violate a 
treaty nondiscrimination provision 
based on capital ownership similar to 
Article 24(5) of the 1981 draft of the 
U. S. Model Income Tax Convention 
(U. S. Model). 

Section 337 of the Code generally 
provides that no gain or loss will be 
recognized on the distribution of 
property to an 80 percent corporate 
shareholder in a complete liquidation 
of the distributing corporation. The 
purpose of this non-recognition pro- 
vision is to postpone collection of the 
U. S. corporate-level tax where the 
distributed property remains in U. S. 
corporate solution and thus is subject 
to U. S. corporate-level taxing juris- 
diction. On the other hand, section 
337 non-recognition is not available 
when the distributee of property is an 
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individual or other person that is not 
a corporation. In each of these cases, 
recognition of gain or loss is required 
when the distributed property leaves 
U. S. corporate solution. 

Except as provided in regulations, 
section 367(e)(2) denies section 337 
nonrecognition treatment in the case 
of liquidations of controlled subsid- 
iaries into foreign parent corpora- 
tions. Property distributed to foreign 
corporations leaves U. S. corporate 
solution, and any appreciation inher- 
ent in such property at the time of 
the distribution will not generally be 
subject to U. S. corporate-level tax 
upon a subsequent disposition by the 
foreign corporation unless the dispo- 
sition gives rise to gain which is 
effectively connected with the con- 
duct of a trade or business within the 
United States by the foreign corpora- 
tion. 

Article 24(5) of the U. S. Model 
generally provides that enterprises of 
a Contracting State which are owned 
or controlled by residents of the 
other Contracting State shall not be 
subjected to any taxation or con- 
nected requirement which is other or 
more burdensome than the taxation 
or connected requirements to which 
other similar enterprises of the first- 
mentioned Contracting State are or 
may be subjected. This provision is 
identical to Article 24(6) of the 
OECD Model Double Taxation Con- 
vention On Income and On Capital. 

The capital ownership nondiscrimi- 
nation provision requires that a 
foreign-owned corporation be treated 
no worse than a similar domestically- 
owned corporation. This rule, like all 
nondiscrimination provisions, does 
not prohibit differing treatment of 
entities that are in differing circum- 
stances. Rather, a protected enter- 
prise is only required to be treated in 
the same manner as other enterprises 
that, from the point of view of the 
application of the tax law, are in 

substantially similar circumstances 
both in law and in fact. 

Accordingly, section 367(e)(2)'s de- 
nial o f section 337 nonrecognition 
treatment constitutes prohibited capi- 
tal ownership discrimination only if a 
U. S. corporation owned by a foreign 
corporation is, in the context of a 
liquidation, similar to a U. S. corpo- 
ration owned by another U. S. corpo- 
ration. It is clear that such enter- 

prises are not similar, since a 
liquidating distribution by the for- 

eign-owned corporation may remove 

U. S. corporate assets from U. S. 
corporate-level taxing jurisdiction, 
while in the liquidation of the U. S. - 
owned corporation the assets will 

remain in U. S. corporate solution, 

assuring U. S. corporate-level taxa- 
tion. 

Thus, section 367(e)(2) or other 
domestic law provisions that ensure 

U. S. corporate-level taxation of in- 

come that could escape such taxation 
in the hands of a nonresident owner 

do not violate a treaty nondiscrimina- 
tion provision based on capital own- 

ership similar to Article 24(5) of the 
U. S. Model. 

Consistent with the above, the last 

paragraph of Notice 87-5, 1987-1 
C. B. 416, is hereby withdrawn; pur- 
suant to authority granted by section 
7805(b), this withdrawal applies to 
distributions made after the date of 
this Notice. Regulations will be issued 
under section 367(e)(2) consistent with 
the terms of this Notice; such regula- 
tions will generally be effective as of 
January 1, 1987, but will follow the 
last paragraph of Notice 87-5 with 
respect to the period between January 
1, 1987, and the date of this notice. 
Regulations to be issued under section 
367(e)(1) will be effective 30 days 
after their date of publication. 

The Internal Revenue Service in- 
vites comments on how it might 
exercise its regulatory authority to 
allow section 337 nonrecognition for 
property used by an 80-percent for- 
eign corporate distributee in the con- 
duct of a U. S. trade or business. 
Comments may be directed to: As- 
sociate Chief Counsel (Technical and 
International), Internal Revenue Ser- 
vice, Washington, DC 20224. 

Real Estate Mortgage Investment 
Conduits 

Notice 87-67 

This notice provides guidance with 
respect to certain provisions of the 
Internal Revenue Code concerning 
real estate mortgage investment con- 
duits, or REMICs. Taxpayers may 
rely on this notice until regulations 
are issued relating to these provi- 
sions. To the extent that future guid- 
ance is inconsistent with the guidance 
provided by this notice, such future 

guidance will be given prospective 
effect only. This notice is intended to 
supplement Notice 87-41, 1987-1 
C. B. 500. 

Section 860G(a)(1) of the Code 
defines the term "regular interest" to 
mean an interest that, among other 
things, "provides that interest pay- 
ments (or other similar amounts), if 
any, at or before maturity are pay- 
able based on a fixed rate (or to the 
extent provided in regulations, at a 
variable rate). " In addition to vari- 
able rate regular interests that qualify 
under Notice 87-41, the Internal Rev- 
enue Service intends to issue regula- 
tions that authorize the payment of 
interest on a REMIC regular interest 
at a variable rate based on a 
weighted average of the interest rates 
on the qualified mortgages held by 
the REMIC. This rule will apply only 
if interest on each qualified mortgage 
is payable, during each accrual pe- 
riod, at a fixed rate or at a variable 
rate based on current values of an 
objective interest index (within the 
meaning of paragraphs (a), (b) and 
(c) of proposed Treasury regulation 
$1. 1275-5, as published in the Fed- 
eral Register for Tuesday, April 8, 
1986 (51 FR 12094)). Thus, for ex- 
ample, a mortgage could have a fixed 
interest rate for one or more accrual 
periods and a variable interest rate 
for other accrual periods. 

For this purpose, in determining 
whether interest on a qualified mort- 
gage held by the REMIC is payable 
at a variable rate, the phrase "inter- 
est based on current values of an 
objective interest index" in paragraph 
(a) of proposed Treasury regulation 
$1. 1275-5 will be applied to permit 
interest on a qualified mortgage to be 
expressed as a fixed multiple of an 
objective interest index plus or minus 
a constant number of basis or per- 
centage points and to permit the 
interest rate to be subject to a maxi- 
mum or minimum rate. In addition, 
for this purpose, the phrase "objec- 
tive interest index" in paragraph (b) 
of $1. 1275-5 will be applied to in- 
clude a rate reflecting the average 
cost of funds of one or more finan- 
cial institutions. 

Regulations permitting variable 
rate regular interests as described in 
this notice will be effective for regu- 
lar interests issued on or after June 
15, 1987. 
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Suspension of Revenue Rulings that 
Rely upon or Apply the "Corn 
Products Doctrine" 

Notice 87-68 

The Service is suspending its pub- 
lished revenue rulings that rely upon 
or apply the "Corn Products doc- 
trine, " pending the United States 
Supreme Court's decision in Arkan- 
sas Best and Subsidiaries v. Commis- 
sioner, 800 F. 2d 215 (8th Cir. 1986), 
cert. granted, March 23, 1987 (No. 
86-751). The doctrine, which takes 
its name from the Supreme Court's 
decision in Corn Products Refining 
Co. v. Commissioner, 350 U. S. 46 
(1955), 1955-2 C. B. 511, has been 
construed to permit ordinary income 
(or loss) treatment for certain 
business-motivated transactions in 
stock and other capital assets. 

In Arkansas Best, the Court of 
Appeals for the Eighth Circuit, ruling 
for the government and reversing the 
Tax Court in part, held that a hold- 
ing company sustained capital losses 
on all its sales of stock in a bank 
subsidiary. The Eighth Circuit con- 
cluded that capital stock that is not 
held by a dealer (or otherwise within 
the exceptions listed in section 1221 
of the Internal Revenue Code) is 

always a capital asset under section 
1221, regardless of the taxpayer's 
business purpose in acquiring or 
holding the stock. In doing so, the 
Eighth Circuit is in conflict with 
other circuits, including the Fifth 
Circuit, which concluded, in Camp- 
bell Taggart, Inc. v. United States, 
744 F. 2d 441 (1984), that a holding 
company's acquisition and holding of 
stock in one of its subsidiaries was 
solely business-motivated and that 
sale of the stock therefore resulted in 
an ordinary loss. 

The government will argue before 
the Supreme Court that the Eighth 
Circuit was correct in Arkansas Best 
and that Congress statutorily defined 
a capital asset to include all property 
other than property specifically ex- 
cepted by section 1221. The Service 
is, therefore, suspending any pub- 
lished revenue ruling to the extent 
that the ruling relies upon an inter- 
pretation of the Corn Products doc- 
trine that is inconsistent with the 
position adopted by the Eighth Cir- 
cuit and being defended by the gov- 
ernment in the Supreme Court in 
Arkansas Best. This suspension in- 

eludes, but is not limited to, Rev. 
Rul. 78-94, 1978-1 C. B. 58, Rev. 
Rul. 70-64, 1970-1 C. B. 36, and 
Rev. Rul. 58-40, 1958-1 C. B. 275. 
No inference is intended as to 
whether the result reached in any 
suspended ruling would be correct 
using another rationale. 

Private Activity Bond; Private 
Business Tests — Section 141(b) of 
the Code 

Notice 87-69 

This notice provides guidance to 
issuers of state and local bonds for 
purposes of applying the private busi- 
ness tests of section 141(b) of the 
Internal Revenue Code of 1986. The 
guidance provided herein may be 
relied on until regulations under sec- 
tion 141(b) are published in the Fed- 
eral Register. 

BACKGROUND 

Section 103(a) of the Code pro- 
vides that gross income dc . . s not 
include interest on any state or local 
bond. Section 103(a) does not apply 
to any private activity bond that is 
not a qualified bond (within the 
meaning of section 141(d)). See sec- 
tion 103(b)(1) of the Code. 

Section 141(a) of the Code pro- 
vides that the term "private activity 
bond" means any bond issued as 
part of an issue that meets either the 
private business tests of section 
141(b) or the private loan financing 
test of section 141(c). An issue meets 
the private business tests of section 
141(b) if the issue meets the private 
business use test of section 141(b)(1) 
and the private security or payment 
test of section 141(b)(2). 

An issue meets the private business 
use test of section 141(b)(1) if more 
than 10 percent of the proceeds of 
the issue are to be used for any 
private business use. Section 141(b)(6) 
provides that the term "private busi- 
ness use" means use (directly or 
indirectly) in a trade or business 
carried on by any person other than 
a governmental unit. Use as a mem- 
ber of the general public is not taken 
into account. 

An issue meets the private security 
or payment test of section 141(b)(2) 
if the payment of the principal of, or 

the interest on, more than 10 percent 
of the proceeds of the issue is (under 
the terms of such issue or any under- 
lying arrangement) directly or indi 
rectly (A) secured by any interest in 

property used or to be used for 
private business use (or by any inter- 
est in payments in respect of such 

property), or (B) to be derived from 
payments (whether or not to the 
issuer) in respect of property (or 
borrowed money) used or to be used 
for a private business use. 

The legislative history of section 
141(b)(2) indicates that payments in 

respect of property (or borrowed 
money) financed with the proceeds of 
an issue need not be pledged as 
security for, or directly used to pay, 
debt service on the issue in order to 
be taken into account under section 
141(b)(2)(B) of the Code. See H. R. 
Rep. No. 99-841, 99th Cong. , 2d 
Sess. II-688 (1986). Thus, for pur- 

poses of section 141(b)(2)(B), the 
payment of the principal of, or the 
interest on, the proceeds of an issue 
generally is considered (under an un- 

derlying arrangement) to be derived 
from such payments. 

An issue that does not meet the 
private business tests nevertheless is 

treated as meeting those tests under 
section 141(b)(3) of the Code if such 
tests would be met by substituting 5 

percent for 10 percent, and by apply- 
ing the tests only to proceeds of the 
issue that are to be used for any' 

private business use that is not re- 

lated (or is disproportionate) to any 
government use of such proceeds 
(and to payments, property, and bor- 
rowed money with respect to any 
such private business use). For this 

purpose, a use is disproportionate to 
the extent that the proceeds of the 
issue to be used for the private 
business use exceed the proceeds of 
the issue to be used for the related 
government use. 

In addition, an issue 5 percent or 
more of the proceeds of which are to 
be used with respect to any output 
facility (other than a facility for the 
furnishing of water) is treated as 

meeting the private business tests 
under section 141(b)(4) of the Code 
if the nonqualified amount with re- 

spect to such issue exceeds the excess 
of $15 million over the aggregate 
nonqualified amounts with respect to 
certain prior tax-exempt issues for 
the same project 
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Finally, a bond that is not a 
private activity bond (as described 
above) nonetheless is treated as a 
private activity bond under section 
141(b)(5) of the Code if the 
nonqualified amount with respect to 
the issue of which such bond is a 
part exceeds $15 million, and the, 
issuer does not allocate a portion of 
its volume cap under section 146 to 
such issue in an amount equal to the 
excess of such nonqualified amount 
over $15 million. 

Section 141(b)(8) of the Code pro- 
vides that the ''nonqualified 
amount" with respect to an issue is 
the lesser of the proceeds of the issue 
to be used for any private business 
use, or the proceeds of the issue with 
respect to which there are payments 
(or property or borrowed money) 
described in section 141(b)(2). 

GUIDANCE 

Until regulations under section 
141(b) of the Internal Revenue Code 
are published in the Federal Register, 
issuers may rely on the rules set for 
the purposes specified. 

(a) Pri vate payment test. (1) In 
general. An issue meets the private 
security or payment test of section 
141(b)(2) of the Code if the issue 
meets the private security interest test 
of section 141(b)(2)(A) or the private 
payment test of section 141(b)(2)(B). 
This paragraph (a) applies only for 
purposes of applying the private pay- 
ment test. 

(2) Present value test. (i) In gen- 
eral. In determining whether an issue 
meets the private payment test, the 
present value of the payments taken 
into account under paragraph (a)(3) 
below is compared to the present 
value of the debt service to be paid 
over the term of the issue. Therefore, 
an issue meets the private payment 
test if the present value of such 
payments is more than 10 percent of 
the present value of such debt ser- 
vice. 

(ii) Debt service. Debt service in- 

cludes credit enhancement fees taken 
into account in computing the yield 
on the issue under section 148 of the 
Code, but does not include any 
amount to be paid from proceeds of 
the issue. For example, debt service 
does not include accrued or capital- 
ized interest or other amounts to be 

paid with proceeds of the issue (e. g. , 

with proceeds in a reserve fund). 

(iii) Present value. Present values 

are determined by using the yield on 

the issue as the discount rate and by 

discounting all amounts to the date 

of issue. The yield on the issue is 

determined in the same manner as in 

section 148 of the Code. 

(3) Payments taken into account. 

(i) In general. The following pay- 
ments are taken into account in de- 

termining whether an issue meets the 
private payment test: 

(A) Payments to be made by a 
person for any private business use 

of proceeds of the issue to the extent 
allocable under paragraph (a)(3)(iv) 
to the payment of the debt service on 
the proceeds used by such person, 

(B) Payments of debt service on 
the issue to be made from proceeds 
of any other issue to the extent 
treated under paragraph (a)(3)(v) as 
payments taken into account under 
this paragraph (a)(3), and 

(C) Payments taken into account 
under section 141(b)(2)(A)(ii) (relating 
to the private security interest test) 
with respect to ths issue. 

(ii) Payments in respect of prop- 
erty. Payments for a use of proceeds 
include payments (whether or not to 
the issuer) in respect of property 
financed (directly or indirectly) with 
such proceeds. 

(iii) Payments for operating ex- 
penses. Payments by a person for a 
use of proceeds do not include the 
portion of any payment that is prop- 
erly allocable to the payment of 
ordinary and necessary expenses 
(within the meaning of section 162 of 
the Code and the regulations thereun- 
der) directly attributable to the oper- 
ation and maintenance of the prop- 
erty financed with the proceeds used 
by such person, The preceding sen- 
tence shall not apply to any general 
overhead or administrative expense. 
For example, if an issuer received 
$5, 000 rent during the year for the 
use of space in a facility financed 
with proceeds of an issue and paid 
$500 during the year for ordinary 
and necessary expenses properly al- 
locable to the operation and mainte- 
nance of such space, $500 of the 
$5, 000 received would not be consid- 
ered a payment for the use of the 
proceeds allocable to such space 
(even if the $500 actually were used 
for the payment of debt service). 

(iv) Allocation to debt service. 
Payments by a person for a use of 
proceeds are allocable to the payment 
of the debt service on the proceeds 
used by such person to the extent 
that the present value of such pay- 
ments does not exceed the present 
value of the debt service on such 
proceeds. Thus, if 10 percent of the 
proceeds of an issue were used by a 
person, payments by such person 
would not be taken into account 
under paragraph (a)(3)(i)(A) to the 
extent that the present value of such 
payments exceeded the present value 
of 10 percent of the debt service on 
the issue. 

(v) Refinanced debt service. Pay- 
ments of debt service on the issue to 
be made from proceeds of any other 
issue are treated as payments taken 
into account under this paragraph 
(a)(3) in the same proportion that: 

(A) The present value of the pay- 
ments taken into account under this 
paragraph (a)(3) with respect to such 
other issue, bears to 

(B) The present value of the debt 
service to be paid on such other 
issue, 
determined in the same manner as 
under paragraph (a)(2). For example, 
if all the debt service on a note were 
to be paid with proceeds of a refund- 
ing issue, the note would meet the 10 
percent private test if (and to the 
same extent that) the refunding issue 
meets the 10 percent private payment 
test. 

(vi) Use. For purposes of this 
paragraph (a), all uses of any pro- 
ceeds of an issue by one person are 
treated as one use. 

(b) Certain incidental uses disre- 
garded. (I) In general. For purposes 
of section 141(b) of the Code, inci- 
dental uses of a facility (e. g. , a 
building) are disregarded. The pro- 
ceeds of an issue to which the pre- 
ceding sentence applies may not ex- 
ceed 2-1/2 percent of the proceeds of 
the issue. 

(2) Incidental use. A use of a facil- 
ity by a person is an incidental use 
if: 

(i) The use does not involve the 
transfer to the person of possession 
and control over space that is sepa- 
rated from other areas of the facility 
by walls, partitions, or other physical 
barriers (such as a night gate affixed 
to a structural component of a build- 
ing); 

1987-2 C. B. 379 



(ii) The use described in paragraph 
(b)(2)(i) is not related to any other 
use of the facility by the same person 
that is not described in paragraph 
(b)(2)(i); and 

(iii) All uses of the facility that are 
described in paragraph (b)(2)(i) and 
(ii) do not, in the aggregate, involve 
the use of more than 2-1/2 percent 
of the facility. 
Under this paragraph (b), for exam- 
ple, uses of space in common areas 
of an office building for coin- 
operated telephones, advertising dis- 
plays, vending machines, or a news- 
stand or shoeshine stand would be 
disregarded (i. e. , the space would be 
allocated to other uses of the facility 
that are not incidental). 

(c) Certain building improvements. 
(1) In general. For purposes of sec- 
tion 141(b) of the Code, proceeds of 
an issue to be used to finance any 
qualified improvement are not treated 
as proceeds to be used for a private 
business use. 

(2) Qualified improvement. An im- 
provement is a qualified improvement 
if: 

(i) The improvement is to a build- 
ing or its structural components 
(within the meaning of section 
1. 48-1(e) of the regulations) or to 
land functionally related and subordi- 
nate thereto (hereinafter collectively 
referred to as the "facility" ); 

(ii) The facility and improvement 
(hereinafter collectively referred to as 
the "improved facility" ) are owned 
for Federal income tax purposes by a 
governmental unit; 

(iii) No portion of the improved 
facility or any payments in respect 
thereof are taken into account under 
section 141(b)(2)(A) of the Code (re- 
lating to the private security interest 
test); 

(iv) The acquisition or construction 
of the improvement did not begin 
prior to the date that is one year 
after the first date on which the 
facility was in operation at substan- 
tially the level for which it was 
designed; 

(v) The improvement does not re- 
sult in the enlargement of the facil- 
ity; 

(vi) No more than 15 percent of 
the improved facility is used for any 
private business use; 

(vii) The increase in the fair mar- 
ket value of the facility resulting 
from all improvements financed with 

proceeds of the issue (and any other 
improvements made or to be made 
pursuant to a common plan) does 
not exceed 10 percent; 

(viii) The product of (A) the per- 
cent of the improved facility used for 
any private business use, and (B) the 
percent determined under paragraph 
(c)(vii) with respect to the facility, 
does not exceed 50 (e. g. , if 10 per- 
cent of the improved facility were 
used for a private business use, the 
increase in fair market value could 
not exceed 5 percent); and 

(ix) The improvement is not made 
to interior space occupied exclusively 
for any private business use. 

(d) Allocation of proceeds to ex- 
penditures. (1) In general. For pur- 
poses of section 141(b) of the Code, 
proceeds of two or more related 
issues that are to be used to finance 
a single facility or related facilities 
may be allocated ratably to all the 
expenditures for such facility or facil- 
ities that are to be financed with the 
proceeds of all the related issues. 

(2) Related. Issues are related i f 
they are issued by the same issuer 
pursuant to a common plan of fi- 
nancing. Facilities are related if they 
are part of a single integrated project 
and it is reasonably expected that the 
facilities will be placed in service for 
Federal income tax purposes within 
12 months of one another. 

(e) Nonquali fied amount, etc. If 
proceeds of an issue (hereinafter re- 
ferred to as the "multi-project is- 
sue") are to be used with respect to 
more than one project, section 
141(b)(4), (5), and (8) of the Code 
are applied by treating the portion of 
the proceeds of the multi-project is- 
sue to be used with respect to each 
project as a separate issue; provided 
that, if any bond issued as part of 
the multi-project issue is thereby 
treated as a private activity bond, all 
bonds issued as part of the multi- 
project issue are treated as private 
activity bonds. 

(f) Proceeds. Proceeds of an issue 
include amounts resulting from the 
investment of proceeds of the issue in 
investment property (as defined in 
section 148(b)(2) of the Code, but 
without regard to the last sentence 
thereof) that is not acquired in order 
to carry out the governmental pur- 
pose of the issue. 

(g) Person. All persons who are 
related (within the meaning of section 

144(a)(3) of the Code) are treated as 
one person. 

COMMENTS 

The Internal Revenue Service solic- 
its comments relating to the defini- 
tion of private activity bond. Com- 
ments should be sent to: Internal 
Revenue Service, Attention: CC: 
LR:T (LR-87-86), Washington, D. C. 
20224. 

Statement-Mailing Requirement for 
Payee Statements Required Under 
Sections 6042, 6044, 6049, and 
6050N 

Notice 87-70 

Recently, the Internal Revenue Ser- 
vice issued guidance to the public on 
the statement-mailing requirement 
that was enacted under the Tax Re- 
form Act of 1986. The statement- 
mailing requirement imposes an obli- 
gation on payors of interest and 
original issue discount, dividends, pa- 
tronage dividends, and royalties to 
provide a written statement to a 
payee. The statement may be pro- 
vided in person or by first-class mail. 
Certain nontax enclosures may be 
included in the envelope containing 
the payee statement. 

On January 26, 1987, the Service 
issued Notice 87-17, 1987-1 C. B. 
454, which provided, in part, that the 
payee statement could not be perfo- 
rated to any permissible enclosure in 
the mailing of a payee statement. 
Upon further consideration the Ser- 
vice has modified the statement- 
mailing requirement. 

A payee statement may now be 
perforated to a check with respect to 
the account reported on the payee 
statement or to a statement of the 
payee's specific account if payments 
on such account are reflected on the 
payee statement. The enclosure to 
which the payee statement is perfo- 
rated must contain, in a bold and 
conspicuous type, the legend "Impor- 
tant Tax Return Document At- 
tached". 

The revised statement-mailing re- 
quirement will be set forth in pro- 
posed regulations LR-224-82 and are 
proposed to be effective with respect 
to information returns (and payee 
statements) required to be filed after 
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October 22, 1986 (without regard to 
extensions). 

Due Diligence Mailings — Relief from 
Section 6676(b) Penalty 

Notice 87-71 
The Internal Revenue Service an- 

nounced today that it will issue tem- 
porary regulations in the near future 
that will describe the circumstances 
under which payors who failed to 
make the due diligence mailings on 
their pre-1984 accounts or instru- 
ments may obtain administrative re- 
lief from the penalty under Code 
section 6676(b) for filing an informa- 
tion return for the 1988 or a subse- 
quent calendar year with respect to a 
payment of interest, dividends, pa- 
tronage dividends, or original issue 
discount (reportable interest or divi- 
dends) with a missing or with an 
incorrect taxpayer identification num- 
ber. 

The penalty will not be imposed on 
a payor, as described above, for an 
information return filed for the 1988 
or a subsequent calendar year if, 
with respect to all pre-1984 accounts 
or instruments (paying reportable in- 
terest or dividends) of payees who 
have not previously certified, under 
penalties of perjury, that the tax- 
payer identification number furnished 
to the payor is the payee's correct 
taxpayer identification number, the 
payor complies with the mailing rules 
as described in the questions and 
answers on due diligence under 

$ 35a. 9999-1. (A payor will remain 
liable for any applicable penalties 
under section 6676(b) with respect to 
information returns filed for years 
prior to 1988. ) 

The payor must make the separate 
mailing on or after October 26, 1987, 
and before January I, 1988, and the 
nonseparate mailings beginning after 
December 31, 1987. These mailing 
rules will be set forth in the regula- 
tions on backup withholding due to 
an incorrect taxpayer identification 
number (LR-07-84) that will be pub- 
lished shortly. 

Modification of Notice 87-2 

Notice 87-72 

Purpose 

This notice advises plan sponsors 

who have adopted or intend to adopt 
certain model amendments previously 

published by the Service in Notice 
87-2, 1987-1 C. B. 396, that optional 
provisions in those model amend- 

ments relating to the distribution of 
certain excess contributions and ex- 

cess deferrals may be modified, to 
the extent provided herein, so as to 
reduce the amounts that would other- 

wise be required to be distributed by 
losses allocable to such amounts. 
This notice also modifies a require- 
ment in Notice 87-2 relating to the 
determination of the top-heavy status 
of certain target benefit plans. The 
provisions of the model amendments 
contained in Notice 87-2 that are 
affected by this notice are section IX 
of Model Amendment II, section 
VIII of Model Amendment III, and 
sections IX, X, XI and XII of Model 
Amendment IV. 

Background 

I. In General 

Notice 87-2 provides model 
amendments that certain plan spon- 
sors (excluding master or prototype 
plan sponsors) may adopt to conform 
with those provisions of the Tax 
Reform Act of 1986 (TRA), Pub. L. 
99-514, that relate to plan qualifica- 
tion under section 401(a) of the Code 
and that are effective for plan years 
beginning before January 1, 1989. 

Notice 87-33, 1987-1 C. B. 480, 
provides similar model amendments 
that sponsors of master or prototype 
plans may adopt. Notice 87-34, 
1987-1 C. B. 490, provides a model 
amendment that may be used by 
sponsors of master or prototype 
profit-sharing plans to incorporate a 
cash or deferred arrangement 
(CODA) into the sponsor's basic plan 
document. 
II. Allocation of Losses to Certain 
Excess Amounts 

Section IX of Model Amendment 
II and section XII of Model Amend- 
ment IV in Notice 87-2 are optional 
provisions that plan sponsors may 
adopt to provide for the distribution 
(or forfeiture, if applicable) of excess 

aggregate contributions within the 
meaning of section 401(m)(6)(B) of 
the Internal Revenue Code. Sections 
X and XI of Model Amendment IV 
of Notice 87-2 are similar optional 
provisions that plan sponsors may 
adopt to provide for the distribution 
of excess deferrals, as described in 

section 402(g) of the Code, that the 
participant has allocated to the plan, 
and for the distribution of excess 
contributions, as defined in section 
401(k)(8)(B) of the Code, respec- 
tively. Each of these sections pro- 
vides that where there is a loss 
allocable to the excess amount, then 

the amount to be distributed shall in 

no event be less than the lesser of the 
participant's account under the plan 
or the total of those contributions on 
the participant's behalf which are 
taken into account in computing the 
excess amount. 

The model amendments contained 
in Notices 87-33 and 87-34 also 
include provisions relating to the dis- 
tribution (or forfeiture) of excess 
deferrals, excess contributions, and 
excess aggregate contributions. How- 
ever, the provisions in these notices 
reduce the amounts otherwise re- 
quired to be distributed (or forfeited) 
by any loss properly allocable 
thereto. As a result, these provisions 
require a smaller distribution (or for- 
feiture) where there are allocable 
losses, than the corresponding op- 
tional provisions of the model 
amendments in Notice 87-2. 
III. Requirements for Target Benefit 
Plans 

Notice 87-2 requires the inclusion 
of section VIII of Model Amendment 
III or section IX of Model Amend- 
ment IV when either of these models 
is adopted as an amendment to any 
target benefit plan. These sections of 
the model amendments relate to the 
determination of whether a plan is a 
top-heavy plan within the meaning of 
section 416 of the Code. 

Permitted Modification of Notice 
87-2 Model Amendments 

For purposes of determining the 
amount of distribution (or forfeiture) 
under sections 401(k)(8), 401(m)(6) 
and 402(g)(2) of the Code, the 
amount of elective deferrals includ- 
ible in an individual's gross income 
under section 402(g)(1), and the 
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amount of tax under section 4979, a 
portion of any losses should be allo- 
cated to excess deferrals, excess con- 
tributions and excess aggregate con- 
tributions in the same manner as 
income is allocated. Accordingly, 
plan sponsors who have adopted or 
intend to adopt the optional provi- 
sions of the model amendments in 
Notice 87-2 discussed herein are per- 
mitted, but not required at this time, 
to modify such provisions in the 
manner described below. 

I. Plan Sponsors Who Intend to 
Adopt Notice 87-2 Model Amend- 
ments 

Plan sponsors who intend to adopt 
section IX of Model Amendment II 
or sections X, XI or XII of Model 
Amendment IV of Notice 87-2, but 
have not yet done so, may modify 
the language contained in such sec- 
tions by substituting and renumbering 
the appropriate language contained in 
the model amendments in Notice 
87-33 and 87-34, or contained 
herein, as follows: 

Deletion From Notice 87-2 Models 
1. Model Amendment II — Section IX 

Delete 9. 3 and 9. 4 

2. Model Amendment IV — Section X 
Delete 10. 4 

3. Model Amendment IV — Section XI 
Delete 11. 3 and 11. 4 

Substitution 

Substitute section 7. 5(c) of Model 
Amendment I in Notice 87-33 and 
renumber as section 9. 3. 

Substitute section 3. 5(a)(2) of the 
Model CODA in Notice 87-34 and 
with the following modification: The 
term "calendar year" should be 
substituted for the term "Plan Year" 
in each place where the latter term 
appears in section 3. 5(a)(2). 
Renumber this section, as modified, 
as 10. 4. 

Substitute section 3. 8(a) of the Model 
CODA in Notice 87-34 with the 
following modification: The term 
"Qualified Employer Deferral 
Contributions" should be substituted 
for the term "Qualified Nonelective 
Contributions" in both places where 
the latter term appears in section 
3. 8(a). Renumber this section, as 
modified, as 11. 3. Add the following 
new section 11, 4: 
11. 4 Reduction for Excess Deferrals 
Distributed. The Excess Contributions 
which would otherwise be distributed 
to the Participant shall be reduced, in 
accordance with regulations, by the 
amount of Excess Deferrals 
distributed to the Participant. 

II. Plan Sponsors Who Have Previ- 
ously Adopted Notice 87-2 Model 
A mendments 

Plan sponsors who have previously 
adopted section IX of Model Amend- 
ment II or sections X, XI, or XII of 
Model Amendment IV of Notice 
87-2 may modify such sections by 

adopting the following additional 
plan amendment: 

"To the extent the plan or any amendment 
thereto provides for the distribution of Excess 
Deferral Amounts or Excess Contributions, or 
for the distribution or forfeiture of Excess 
Aggregate Contributions, then notwithstanding 
anything contained in such plan or amendment 
to the contrary, the amount of such Excess 

4. Model Amendment IV — Section XII 
Delete 12. 3 and 12. 4 Renumber Substitute Section 7. 4(b) of the Model 

section 12. 5 and 12. 6 as 12. 4 and 12. 5 CODA in Notice 87-34 and renumber 
respectively. as section 12. 3. 

Deferral Amounts or Excess Contributions to 
be distributed and the amounts of such Excess 
Aggregate Contributions to be distributed or 
forfeited shall be increased by any income and 
decreased by any loss allocable thereto. The 
determination of income or loss to be allo- 
cated shall be made as follows. In the case of 
Excess Deferral Amounts, the income or loss 
allocable to such amoums shall be determined 

by multiplying the income or loss allocable to 
the Participant's Elective Deferrals for the 
calendar year by a fraction, the numerator of 
which is the Excess Deferral Amount of behalf 
of the Participant for the preceding calendar 
year and the denominator of which is the 
Participant's account balance attributable to 
Elective Deferrals on the last day of the 
preceding calendar year. In the case of Excess 
Contributions, the income or loss allocable to 
such amounts shall be determined by multiply- 

ing the income or loss allocable to the 
Participant's Elective Deferrals and Qualified 
Employer Deferral Contributions for the Plan 
Year by a fraction, the numerator of which is 

the Excess Contribution on behalf of the 

Participant for the preceding Plan Year and 

the denominator of which is the sum of the 
Participant's account balances attributable to 
Elective Deferrals and Qualified Employer De- 

ferral Contributions on the last day of the 

preceding Plan Year. After adjustment for 
income or loss, the amount of such Excess 
Contributions to be distributed shall be further 
adjusted by reducing such amounts, in accor- 
dance with regulations, by the amount of 
Excess Deferrals distributed to the Participant. 
In the case of Excess Aggregate Contributions, 
the income or loss allocable to such amounts 
shall be determined by multiplying the income 
or loss allocable to the Participant's Employee 
Contributions (and Matching Contributions, if 
any) on behalf of the Participant for the Plan 
Year by a fraction, the numerator of which is 
the Excess Aggregate Contributions on behalf 
of the Participant for the preceding plan year 
and the denominator of which is the sum of 
the Participant's account balances attributable 
to Employee Contributions (and Matching 
Contributions, if any) on the last day of the 
preceding Plan Year. " 
III. Adoption Procedure 

Plan sponsors who intend to adopt 
section IX of Model Amendment II 
or sections X, XI, or XII of Model 
Amendment IV of Notice 87-2 and 
who wish to make the modifications 
described herein should make these 
modifications at the time of adoption 
of these optional sections. As pro- 
vided in Notice 87-2, these optional 
sections may be adopted subsequent 
to adoption of the other parts of the 
model amendment and may have an 
effective date that is later than that 
of the other parts. The four require- 
ments under "Adoption Procedures" 
in Notice 87-2 apply to the adoption 
of these optional sections except that 
the requirement that such optional 
sections be word-for-word identical 
to the language contained in Notice 
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87-2 is modified as discussed herein. 
Plan sponsors who have previously 

adopted any of the aforementioned 
optional sections of the model 
amendments in Notice 87-2 and wish 
to adopt the additional amendment 
provided herein may do so at any 
time subsequent to the adoption of 
the model amendment in Notice 87-2 
but not later than the last day of the 
first plan year beginning after De- 
cember 31, 1988. Since the plan must 
operate in accordance with the terms 
of the model amendment it incorpo- 
rates for the entire period for which 
the amendment is effective, plan 
sponsors should not make the addi- 
tional amendment provided herein 
effective prior to the time the plan 
can comply with this requirement. 
The four requirements under "Adop- 
tion Procedures" in Notice 87-2 also 
apply to the additional amendment 
contained herein. 

IV. Reliance 
A plan sponsor's adoption of the 

additional amendment or modifica- 
tions described herein will not ad- 
versely affect the reliance by adopt- 
ing employers, as provided under 
Notice 87-2, that the plan satisfies as 
to form the requirements for qualifi- 
cation under section 401(a) o f the 
Code. The reliance by adopting em- 
ployers provided by Notice 87-2 also 
will not be adversely affected by a 
plan sponsor's decision not to adopt 
the modifications or additional amend- 
ment set forth in this notice. 

Modification of Requirements for 
Target Benefit Plans 

Section VIII of Model Amendment 
III and section IX of Model Amend- 
ment IV of Notice 87-2 provide the 
manner prescribed under section 
416(g)(4)(F) of the Code of calculat- 
ing the accrued benefits of certain 
employees in defined benefit plans in 
order to determine if a plan, or any 
other plan included in a required 
aggregation group (as defined in sec- 
tion 416(g)(2)(A) of the Code) of 
which such plan is a part, is top- 
heavy. Therefore, plan sponsors who 
adopt either of these model amend- 
ments as an amendment to any de- 
fined contribution plan, including a 
target benefit plan, must include sec- 
tion VIII of Model Amendment III 
or section IX of Model Amendment 
IV only if the employer (or any 

entity aggregated with the employer 
under section 414(b), (c), (m) or (o) 
of the Code) maintains, in addition 
to the defined contribution plan, a 
defined benefit plan which may be 
aggregated with such defined contri- 
bution plan in determining top-heavy 
status. Plan sponsors of target bene- 
fit plans who have already adopted 
these sections of the model amend- 
ments, but who would not be re- 
quired to do so based on the forego- 
ing, need take no further action as 
these sections will not affect the 
determination of such target benefit 
plans' top heavy status. 

Effect on Prior Notices 

Notice 87-2 is hereby modified to 
allow plan sponsors to substitute cer- 
tain model amendment provisions 
contained in Notices 87-33 and 87-34 
for certain other model amendment 
provisions contained in Notice 87-2, 
or to adopt the additional amend- 
ment provided in this notice, in order 
to reduce certain excess contributions 
and excess deferrals by any allocable 
losses. Notice 87-2 is also hereby 
modified to require a plan sponsor of 
a target benefit plan which adopts a 
model amendment to include the pro- 
vision contained therein relating to 
the determination of top-heavy status 
only if the employer also maintains a 
defined benefit plan which may be 
aggregated with the target benefit 
plan in determining top-heavy status. 

List of Countries Requiring 
Cooperation With an International 
Boycott 

Notice 87-73 
In order to comply with the man- 

date of section 999(a)(3) of the Inter- 
nal Revenue Code of 1954, the De- 
partment of the Treasury is 
publishing a current list of countries 
which may require participation in, 
or cooperation with, an international 
boycott [within the meaning of sec- 
tion 999(b)(3) of the Internal Reve- 
nue Code of 1954]. The list is the 
same as the prior quarterly list pub- 
lished in the Federal Register. 

On the basis of the best informa- 
tion currently available to the De- 
partment of the Treasury, the follow- 
ing countries may require partici- 

pation in, or cooperation with, an 
international boycott [within the 
meaning of section 999(b)(3) of the 
Internal Revenue Code of 1954]. 
Bahrain 
Iraq 
Jordan 
Kuwait 
Lebanon 
Libya 
Oman 
Qatar 
Saudi Arabia 
Syria 
United Arab Emirates 
Yemen, Arab Republic 
Yemen, People's Democratic Repub- 
lic of 

Date: October 14, 1987. 

O. Donaldson Chapoton, 
Assistant Secretary for 

Tax Policy. 
(Filed by the Office of the Federal Register on 

October 19, 1987, at 8:45 a. m. , and pub- 
lished in the issue of the Federal Register on 
October 20, 1987, 52 F. R. 38992) 

Due Diligence Mailing — Relief From 
Section 6676(b) Penalty 

Notice 87-74 

Recently, the Internal Revenue Ser- 
vice announced that it will issue 
temporary regulations in the near 
future that will describe the circum- 
stances under which payor s who 
failed to make the due diligence 
mailings on their pre-1984 accounts 
or instruments may obtain adminis- 
trative relief from the penalty under 
Code section 6676(b) for filing an 
information return for the 1988 or a 
subsequent calendar year with respect 
to a payment of interest, dividends, 
patronage dividends, or original issue 
discount (reportable interest or divi- 
dends) with a missing or with an 
incorrect taxpayer identification num- 
ber. 

On November 2, 1987, the Service 
issued Notice 87-71, page 381, this 
Bulletin, which provided that the pen- 
alty will not be imposed on a payor, 
as described above, for an informa- 
tion return filed for the 1988 or 
subsequent calendar year if, with re- 
spect to all pre-1984 accounts or in- 
struments (paying reportable interest 
or dividends) of payees who have not 
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previously certified, under penalties 
of perjury, that the taxpayer identifi- 
cation number furnished to the payor 
is the payee's correct taxpayer identi- 
fication number, the payor complies 
with the mailing rules as described in 
the questions and answers on due 
diligence under $35a. 9999-1. (A pa- 
yor will remain liable for any applica- 
ble penalties under section 6676(b) 
with respect to information returns 
filed for years prior to 1988. ) 

To qualify for administrative relief, 
Notice 87-71 required the payor to 
make the separate mailing on or after 
October 26, 1987, and before Janu- 
ary 1, 1988, and the nonseparate 
mailings beginning after December 
31, 1987. Upon further consideration, 
the Service has modified these re- 
quirements. To qualify for relief, the 
payor must make or have made the 
separate mailing at any time on or 
before June 30, 1988, and the 
nonseparate mailing in each year sub- 
sequent to the year of the separate 
mailing claimed as the basis for ad- 
ministrative relief. These mailing 
rules will be set forth in the regula- 
tions on backup withholding due to 
an incorrect taxpayer identification 
number (LR-7-84) that will be pub- 
lished shortly. 

Section 1804(e)(4) of the Tax 
Reform Act of 1986 — Alaska Native 
Corporations 

Notice 87-75 

This notice concerns the position 
of the Internal Revenue Service re- 
garding section 1804(e)(4) of the Tax 
Reform Act of 1986 (the 1986 Act), 
1986-3 (Vol. 1) C. B. 1, 718, as it 
relates to Alaska Native Corporations 
(ANCs) established under the Alaska 
Native Claims Settlement Act, 43 
U. S. C. sections 1601-1616 (1982). 

BACKGROUND 

Section 60(b) of the Tax Reform 
Act of 1984 (the 1984 Act), 1984-3 
(Vol. 1) C. B. 1, 85, amended section 
1504(a) of the Internal Revenue Code 
to alter the general requirements for 
affiliation and add an 80 percent 
equity ownership test. In the case of 
the affiliation of a corporation with 
an ANC, paragraph (5) of section 
60(b) delayed the effective date of 
the changes to the affiliation rules 

until taxable years beginning in 1992 
or a subsequent year. 

Section 1804(e)(4) of the 1986 Act 
amended section 60(b)(5) of the 1984 
Act to liberalize the requirements for 
affiliation with an ANC or with a 
corporation all of whose stock is 
owned directly by an ANC (a wholly 
owned ANC subsidiary) for any tax- 
able year beginning after 1984 and 
before 1992. Under section 
1804(e)(4), affiliation with an ANC 
or with a wholly owned ANC subsid- 
iary is to be determined solely ac- 
cording to the provisions expressly 
contained in section 1504(a) of the 
Code as it existed before the amend- 
ments of the 1984 Act, without re- 
gard to escrow arrangements, re- 
demption rights, or similar pro- 
visions. Section 1804(e)(4) addition- 
ally provides, in general, that no 
provision of the Code or principle of 
law shall deny the benefit or use of 
losses or credits of an ANC which is 
the common parent of an affiliated 
group of corporations (an ANC 
group) filing a consolidated return, 
or of a wholly owned ANC subsid- 
iary, to the group. Section 1804(e)(4) 
is intended by Congress to allow an 
ANC or a wholly owned ANC sub- 
sidiary with losses and credits to use 
these losses and credits to offset the 
income and tax liability, respectively, 
of a profitable corporation in a con- 
solidated income tax return and to be 
compensated for the use of the tax 
benefits by the profitable corpora- 
tion. 

The Service promulgated section 
1. 1502-81T of the Temporary Income 
Tax Regulations on March 13, 1987. 
The temporary regulations make clear 
that sections 60(b)(5) of the 1984 Act, 
and 1804(e)(4) of the 1986 Act (the 
ANC affiliation rules) result in no 
tax saving, tax benefit, or tax loss to 
any person, other than the use of the 
losses and credits of an ANC and its 
wholly owned subsidiaries. In partic- 
ular, except as granted by the Secre- 
tary, no positive adjustment under 
section 1. 1502-32(b)(1) of the Income 
Tax Regulations will be made with 
respect to the basis of stock of a 
corporation that is affiliated with an 
ANC through application of the 
ANC affiliation rules. 

INSTRUCTIONS TO TAXPAYERS 

Section 1804(e)(4) of the 1986 Act 
requires that the use of losses and 

credits of an ANC or a wholly 
owned ANC subsidiary be accom- 
plished by the form of affiliation of 
a profitable corporation with an 
ANC or a wholly owned ANC sub- 
sidiary. 

The Service will issue rulings to 
taxpayers, requested in accordance 
with the procedure described in Rev. 
Proc. 87-1, 1987-1 C. B. 503, with 

respect to section 1804(e)(4) of the 

1986 Act. If a taxpayer seeks a 
positive adjustment under section 
1. 1502-32(b)(1) of the regulations 
with respect to the basis of stock of 
a corporation that is affiliated with 
an ANC through application of the 
ANC affiliation rules, a ruling must 
be requested from the National Of- 
fice in accordance with Rev. Proc. 
87-1. No positive basis adjustment is 
allowed unless a ruling is so ob- 
tained. In general, the determination 
of whether to grant the positive basis 
adjustment will take into account the 
economic effect of the investment by 
the ANC in the corporation with 
which it is affiliated through the 
application of the ANC affiliation 
rules. 

Section 263A Election — Farming 

Notice 87-76 
This notice provides guidance with 

respect to the election, available to 
certain taxpayers engaged in a farm- 
ing business, not to have the capitali- 
zation rules of section 263A apply to 
any plant or animal produced by 
such taxpayers in their farming busi- 
ness. 

Section 263A requires the capitali- 
zation or inclusion in inventory of 
the direct and indirect costs incurred 
in the business. Section 263A is ef- 
fective for costs incurred after De- 
cember 31, 1986, in taxable years 
ending after such date. In the case of 
inventory property, section 263A is 
effective for taxable years beginning 
after December 31, 1986. 

In general, section 263A and the 
regulations thereunder provide that 
an election not to have the rules of 
section 263A apply to the production 
of certain farm property (a "section 
263A election" ) is available to tax- 
payers engaged in a farming business, 
except that no election may be made 
by a corporation, partnership or tax 
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shelter required to use an accrual 
method of accounting under section 
447 or 448(a)(3). (In addition, a 
section 263A election may not be 
made with respect to certain costs 
involving the farming of pistachio 
trees and citrus or almond groves. ) 
Further, unless consent is obtained 
from the Commissioner, the section 
263A election may only be made for 
the taxpayer's first taxable year that 
begins after December 31, 1986 and 
during which the taxpayer engages in 
a farming business. A section 263A 
election, once made by a taxpayer, 
can only be revoked with the consent 
of the Commissioner. In the case of 
a partnership or S corporation, the 
election must be made by the partner 
or shareholder. 

This notice clarifies the application 
of these rules in several respects. The 
first issue concerns the case of a 
fiscal year taxpayer (i. e. , a taxpayer 
with a taxable year other than a 
calendar year) engaged in a farming 
business who would be required un- 
der section 263A to capitalize costs 
incurred after December 31, 1986 
within a fiscal year which began 
before that date. Unless consent is 
obtained from the Commissioner, 
such a taxpayer would be precluded 
from making a section 263A election 
for the fiscal year in question be- 
cause such year did not begin after 
December 31, 1986. 

Under this notice, the consent of 
the Commissioner is hereby granted 
to any otherwise eligible taxpayer to 
make a section 263A election if the 
taxpayer's first taxable year to which 
section 263A applied began before 
December 31, 1986. Such a taxpayer 
may make a section 263A election by 
(i) making such election on schedule 
E, F, or other schedule attached to a 
timely filed income tax return for the 
fiscal year for which the election is 
effective; or (ii) as provided in 

$1. 263A-IT(c)(6)(iv), reporting in- 

come and expenses in accordance 
with the rules under the election on a 
timely filed income tax return for the 
fiscal year for which the election is 

effective. For purposes of these pro- 
visions only, a taxpayer described in 

this paragraph will be considered to 
have timely filed a federal income tax 
return for the first fiscal year to 
which section 263A applies if that 
return (including an amended return) 
is filed on or before the later of (i) 

180 days after the date this notice is 

published in the Internal Revenue 

Bulletin; or (ii) the date such return 

(including extensions) would other- 

wise be due. 

In order to be treated as having 

made the section 263A election by 
reporting income and expenses in 

accordance with the rules under the 

election, it is necessary to report both 
income and expenses in accordance 
with the rules contained in $1. 263A- 
1T(c), e. g. , it is necessary to use the 
alternative depreciation system as 

provided in section 168(g)(2) with 

respect to all property of the tax- 

payer (or a related person) used 
predominantly in any farming busi- 

ness of the taxpayer which is placed 
in service during a taxable year for 
which the section 263A election is in 
effect. Any taxpayer not complying 
with these rules will not be treated as 
having made a section 263A election 
and thus is required to capitalize 
costs with respect to farming prop- 
erty produced by the taxpayer as 
provided under section 263A. Thus, 
for example, a farmer who continues 
to expense production costs otherwise 
required to be capitalized under sec- 
tion 263A but fails to use the alterna- 
tive depreciation system under section 
168(g)(2) for applicable property 
placed in service has not made a 
section 263A election and thus is not 
in compliance with the provisions of 
section 263A. 

In addition, this notice provides 
guidance to taxpayers engaged in the 
business of farming who do not 
produce property to which the rules 
of section 263A apply until a taxable 
year subsequent to the general effec- 
tive date of section 263A. Assume, 
for example, that Farmer A, a calen- 
dar year taxpayer, is engaged in the 
growing of wheat and corn for the 
taxable year beginning in January 1, 
1987 and that Farmer A is not 
required to use an accrual method 
under section 447 or 448(a)(3). Since 
Farmer A is producing property that 
has a pre-productive period of less 
than 2 years, the provisions of sec- 
tion 263A would not apply to Farmer 
A for his first taxable year beginning 
on January 1, 1987, during which he 
was engaged in the trade or business 
of farming. In addition, assume that 
Farmer A does not make a section 
263A election for the taxable year 
beginning in 1987. Moreover, assume 

that in 1990, Farmer A begins to 
raise dairy cattle or another type of 
property with a pre-productive period 
of more than 2 years. Unless Farmer 
A obtains the consent of the Com- 
missioner, he would be precluded 
from making a section 263A election 
with respect to his production of 
farm property, because the election 
was required to be made for his first 
taxable year beginning after Decem- 
ber 31, 1986. Under this notice, the 
consent of the Commissioner is 
hereby granted to any otherwise eligi- 
ble taxpayer to make a section 263A 
election for the first taxable year 
during which the taxpayer produces 
property to which the provisions of 
section 263A apply, although such 
year may be subsequent to the gen- 
eral effective date of section 263A. 
Thus, in the previous example, 
Farmer A may make a section 263A 
election for his 1990 taxable year. 

Employee Plans — New Reporting 
Requirements in 1988 

Notice 87-77 

The purpose of this document is to 
inform employers and plan adminis- 
trators that they will be subject to 
new reporting requirements in 1988 
and later years in connection with 
excess deferrals, excess contributions 
and excess aggregate contributions 
under plans described in section 
401(a), section 401(k) cash or de- 
ferred arrangements (401(k) plans), 
annuity plans described in section 
403(a), section 403(b) salary reduc- 
tion agreements (403(b) plans) and/or 
section 408(k)(6) salary reduction 
simplified employee pensions 
(SARSEPs). 

The applicable forms and regula- 
tions will be revised to reflect these 
new requirements. In addition, Form 
1099-R for 1988 is being revised to 
include boxes for reporting "gross" 
and "taxable" amounts of total dis- 
tributions. Therefore, the reporting 
instructions contained in this an- 
nouncement apply to Form 1099-R 
as revised. The instructions apply 
only to distribution made on or be- 
fore December 31, 1988. 

Payors making distribution of ex- 
cess defer rais, excess contributions 
and excess aggregate contributions 
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must advise plan participants at the 
time of the distribution that the 
receipt of amounts includible in in- 
come in a prior year will require 
participants to file an amended in- 
come tax return if a return has 
already been filed for that year. Plan 
administrators accounting for excess 
contributions as employee contribu- 
tions for purposes of sections 72 and 
6047 must also advise plan partici- 
pants that such recharacterized con- 
tributions are includible in income 
for the prior year. 

EXCESS DEFERRALS 

Excess deferrals are elective defer- 
rals in excess of $7, 000 (or $9, 500, in 
general, in the case of section 403(b) 
agreements) made by an employee in 
the employee's taxable year under 
401(k) plans, 403(b) plans and 
SARSEPs. Excess deferrals are in- 
cludible in income in the taxable year 
in which the deferral was made. In 
general, if the plan so provides, the 
employee is permitted to determine 
the amount of excess deferrals for 
1987 under all plans by April 15, 
1988 (or such earlier date as the plan 
may provide) and must withdraw any 
excess deferrals together with income 
earned thereon by April 15, 1988. 

Under section 402(g) of the Inter- 
nal Revenue Code, 1987 excess defer- 
rals and income earned thereon are 
includible in income in the 1987 
taxable year. If the employee fails to 
withdraw excess deferrals and income 
earned thereon by April 15, 1988, 
either because the withdrawal is not 
timely or because the plan does not 
so provide, the 1987 excess deferrals 
and income earned thereon are in- 
cludible in income both in 1987 and 
in the year of distribution. 

In the case of 1987 excess deferrals 
and income earned thereon distrib- 
uted on or before April 15, 1988 
under a 401(k) plan, 403(b) plan or 
SARSEP, the payor, plan administra- 
tor or IRA trustee must report the 
total of the excess deferrals reported 
by the employee and income earned 
thereon in Box 9 and Box 10 on 1988 
Form W-2P with a Code P in Box 
14, or in the case of a total distribu- 
tion, in Box 1 and Box 2 on 1988 
Form 1099-R with a Code P in Box 
7. Because elective deferrals were 
subject to Federal Insurance Contri- 
butions Act (FICA) taxes at the time 
they were contributed to the plan, 

these amounts are not subject to 
FICA taxes when distributed. These 
distributions are also not subject to 
income tax withholding. 

EXCESS CONTRIBUTIONS 

Excess contributions are elective 
deferrals under a section 401(k) plan 
or SARSEP that exceed those permit- 
ted after application of the special 
discrimination tests under section 
401(k) and section 408(k)(6) of the 
Code. Excess contributions and in- 
come earned thereon must, in gen- 
eral, be distributed with twelve 
months after the close of the plan 
year in which the discrimination oc- 
curred in order to prevent plan dis- 
qualification. To the extent provided 
in regulations, excess contributions 
under a 401(k) plan may be treated 
as recharacterized as employee contri- 
butions. 

In the case of a 401(k) plan, the 
1987 excess contributions and income 
earned thereon are includible in in- 
come in 1987 if distributed within the 
first 2 1/2 months after the close of 
the plan year beginning in 1987, and 
includible in income in 1988 if dis- 
tributed after that date, and during 
1988. In the case of a SARSEP, the 
1987 excess contributions and income 
earned thereon are includible in in- 
come in 1987 whether or not distrib- 
uted within 2 1/2 months after the 
close of the 1987 plan year. 

In the case of a 401(k) plan distrib- 
uting excess contributions and income 
earned thereon within the first 2 1/2 
months after the close of the 1987 
plan year, the payor or plan adminis- 
trator must report the amount of 
1987 excess contributions and income 
earned thereon in Box 9 and Box 10 
on 1988 Form W-2P with a Code P 
in Box 14 or, in the case of a total 
distribution, on 1988 Form 1099-R in 
Box 1 and Box 2 with a Code P in 
Box 7. These amounts are not sub- 
ject to FICA taxes and are not 
subject to income tax withholding. 

In the case of 401(k) plan under 
which excess contributions are, pur- 
suant to regulations, recharacterized 
and accounted for as employee con- 
tributions for purposes of sections 72 
and 6047, the plan administrator 
must report the amount of 1987 
excess contributions in Box 9 and 
Box 10 on 1988 Form W-2P with a 
Code P in Box 14 or, in case treated 
as a total distribution, on 1988 Form 

1099-R in Box 1 and Box 2 with a 
Code P in Box 7. These amounts are 
not subject to FICA taxes and are 
not subject to income tax withhold- 
ing. In addition, the plan administra- 
tor must provide the employer with 
copies of the Forms W-2P and/or 
1099-R reporting excess contributions 
accounted for as employee contribu- 
tions for purposes of sections 72 and 
6047 within 30 days of the date on 
which the excess contributions are 
recharacterized. 

In the case of a 401(k) plan distrib- 
uting excess contributions and income 
earned thereon during the 1988 plan 
year but after the first 2 1/2 months 
after the close of the 1987 plan year, 
the payor or plan administrator must 
report the amount of the excess con- 
tributions and income earned thereon 
in Box 9 and Box 10 on the 1988 
Form W-2P with a Code 8 in Box 
14, or in the case of a total distribu- 
tion, in Box 1 and Box 2 on the 1988 
Form 1099-R with a Code 8 in Box 
7. These amounts are subject to 
income tax withholding under section 
3405 but are not subject to FICA 
taxes. In addition, the payor or plan 
administrator must provide the em- 
ployer with copies of the Forms 
W-2P and/or 1099-R reporting dis- 
tributions of excess contributions and 
income earned thereon that occur 
after the first 2 1/2 months after the 
close of the 1987 plan year. These 
copies must be provided within 30 
days of the date on which the distri- 
butions occur. 

In the case of a SARSEP distribut- 
ing excess contributions and income 
earned thereon at any time during 
the 1988 plan year, the IRA trustee 
must report the amount of the excess 
contributions and income earned 
thereon in Box 9 of 1988 Form 
W-2P. The income earned thereon 
must also be reported in Box 10 on 
1988 Form W-2P with a Code P in 
Box 14. In the case o f a total 
distribution, the excess contributions 
and income earned thereon is re- 
ported in Box 1 and the income 
earned thereon is again reported in 
Box 2 on the Form 1099-R with a 
Code P in Box 7. These amounts are 
not subject to FICA taxes and are 
not subject to income tax withhold- 
ing. 

In addition, in the case of a 
SARSEP, the employer must report 
the amount of excess contributions in 
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Box 10 on the employee's 1987 Form 
W-2 or a supplemental Form W-2 
for 1987. Although these amounts 
are includible in the employee's in- 
come, they are not subject to FICA 
taxes and are not subject to income 
tax withholding. 

EXCESS AGGREGATE 
CONTRIBUTIONS 

Excess aggregate contributions are 
employee contributions and/or 
matching employer contributions to 
plans described in section 401(a), 
annuity plans described in section 
403(a) and 403(b) plans that exceed 
the amounts permitted after applica- 
tion of the nondiscrimination rules of 
section 401(m). 

In general, 1987 excess aggregate 
contributions together with income 
earned thereon must be distributed in 
the same manner as excess contribu- 
tions. Distributions of after-tax em- 
ployee contributions are not reported 
as taxable amounts when distributed, 
however, because those amounts were 
reported as wages includible in in- 
come when contributed to the plan. 

In the case of a plan distributing 
excess aggregate contributions to- 
gether with income earned thereon 
with 2 1/2 months after the close of 
the 1987 plan year, the payor or plan 
administrator should report the total 
of the excess aggregate contributions 
together with income earned thereon 
in Box 9 and the total of the excess 
aggregate contributions together with 

income earned thereon less any after- 
tax employee contributions in Box 10 
on 1988 Form W-2P with a Code P 
in Box 14. In the case of a total 
distribution, the payor or plan ad- 
ministrator should report the total of 
the excess aggregate contributions to- 
gether with income earned thereon in 

Box 1, the total of the excess aggre- 

gate contributions together with in- 

come earned thereon less any after- 
tax employee contributions in Box 2 

and the amount of after-tax em- 

ployee contributions in Box 5 on 
1988 Form 1099-R with a Code P in 

Box 7. These amounts are not sub- 

ject to income tax withholding or 
PICA taxes. 

If the excess aggregate contribu- 

tions together with income earned 

thereon are distributed after the first 

2 I/2 months after the close of the 

1987 plan year, the payor or plan 

administrator must report the excess 

aggregate contributions together with 

income earned thereon in Box 9 and 

the total of the excess aggregate 
contributions together with income 

earned thereon less any after-tax em- 

ployee contributions in Box 10 on 

1988 Form W-2P with a Code 8 in 

Box 14, or in the case of a total 
distribution, the total of the excess 

aggregate contributions together with 

income earned thereon in Box 1, the 

total of the excess aggregate contri- 

butions together with income earned 

thereon less any after-tax employee 

contributions in Box 2 and the 

amount of after-tax employee contri- 

butions in Box 5 on 1988 Form 
1099-R with a Code 8 in Box 7. 
These amounts are subject to income 

tax withholding under section 3405 

but are not subject to FICA taxes. In 

addition, the payor or plan adminis- 
trator must provide the employer 
with copies of the Forms W-2P 
and/or 1099-R reporting distribu- 
tions of excess aggregate contribu- 
tions and income earned thereon that 
occur after the first 2 1/2 months 
after the close of the 1987 plan year. 
These copies must be provided within 
30 days of the date on which the 
distributions occur. 

Applicable Percentage for 
Substantial Understatement Penalty 

Notice 87-78 

The Internal Revenue Service will 

apply the substantial understatement 
penalty under section 6661 of the 
Internal Revenue Code at a 25 per- 
cent rate with respect to returns the 
due date for which (regardless of 
extensions) is on or after January 1, 
1987. The Service also will apply the 
penalty at a 25 percent rate with 
respect to returns the due date for 
which (regardless of extensions) is on 
or after January 1, 1983, if the 
penalty is assessed after October 21, 
1986. 

Section 8002 of the Omnibus Bud- 
get Reconciliation Act of 1986, Pub. 
L. No. 99-509, 100 Stat. 1951 (Bud- 
get Act), increased the section 6661 
penalty for substantial understate- 
ment of income tax to 25 percent, 
effective for penalties assessed after 
October 21, 1986, and repealed sec- 

tion 1504 of the Tax Reform Act of 
1986, 1986-3 (Vol. 1) C. B. 660 (TRA 
of 1986). Section 1504 of the TRA of 
1986 increased the section 6661 pen- 

alty from 10 percent to 20 percent, 
effective for returns the due date for 
which is after December 31, 1986. 

The Budget Act was signed into 

law on October 21, 1986, and the 

TRA of 1986 was signed into law on 

October 22, 1986. Thus, section 8002 

of the Budget Act was signed into 

law before section 1504 of the TRA 
of 1986, the section it was intended 

to repeal. Notwithstanding the se- 

quence in which the laws were 

signed, the intent of Congress is clear 
that the 25 percent rate in the Budget 
Act overrides the 20 percent rate in 

the TRA of 1986. 

Allocation of Income and Loss to 
Periods Before and After the 
Change Date for Purposes of 
Section 382 of the Code 

Notice 87-79 
Section 621(a) of the Tax Reform 

Act of 1986 (the "Act") amended 
section 382 of the Internal Revenue 
Code to provide that, for any taxable 
year ending after the change date, 
the amount of a loss corporation's 
taxable income that may be offset by 
any pre-change loss cannot exceed 
the section 382 limitation for such 
year. The change date is the date on 
which an ownership change occurs. 
In general, the section 382 limitation 
is the value of the old loss corpora- 
tion multiplied by the long-term tax- 
exempt rate. The annual limitation is 
increased by certain items of built-in 
gain and by any unused section 382 
limitation for any prior post-change 
years. Section 382, as amended, gen- 
erally applies to ownership changes 
occurring after December 31, 1986. 
Section 621(f)(1) of the Act. 

For the taxable year that includes 
the change date, section 382 requires 
an allocation of income and loss 
between the periods ending with and 
after such date. Section 382(b)(3)(A) 
provides that the section 382 limita- 
tion does not apply to the portion of 
the taxable income for a year that 
includes the change date to the extent 
the income is allocable to the period 
ending with the change date. Simi- 
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larly, section 382(d)(1)(B) provides 
that a pre-change loss includes a net 
operating loss of the old loss corpo- 
ration for a year that includes the 
change date only to the extent the 
loss is allocable to the period ending 
with the change date. Except as 
provided in section 382(h)(5) and in 
regulations, the statute further re- 
quires that the taxable income (or net 
operating loss) for a year that in- 

cludes the change date be allocated 
ratably to each day in the year. 

No regulations have yet been is- 

sued under section 382(b)(3) or 
(d)(1). It has been determined, how- 
ever, that regulations will be issued 
to provide taxpayers with an election, 
subject to certain conditions, to allo- 
cate income and loss between the 
periods ending with and after the 
change date on the basis of a closing 
of their books as of the change date, 
rather than on the basis of a ratable 
allocation of the year's taxable in- 

come or net operating loss. In appro- 
priate circumstances, the regulations 
will permit income that is realized 
after the change date, but is properly 
attributable to the period ending with 

the change date to be allocated to the 
pre-change period. For example, it is 

anticipated that the regulations would 

permit income from a discharge of 
indebtedness which is determined to 
be integrally related to a transaction 
resulting in an ownership change to 
be allocated to the pre-change period. 
Until regulations are issued, taxpay- 
ers must continue to allocate income 
and loss under sections 382(b)(3) and 

382(d)(1), respectively, on the basis 
of a ratable allocation over the entire 
taxable year unless a private letter 

ruling allowing a different method of 
allocation is obtained from the Ser- 
vice. 

Employee Plans Not Timely 
Amended — Cutoff of 7805(b) Relief 

Notice 87-80 

This notice modifies Notice 86-3, 
1986-1 C. B. 388, by ending, as of 
January 14, 1988, the period within 
which an individually designed pen- 
sion, profit-sharing, stock bonus or 
annuity plan that was not timely 
amended to comply with the laws 
mentioned below must be replaced by 
the adoption of a master or proto- 

type plan in order for an extended 
compliance date to be obtained under 
section 12 of Revenue Procedure 
84-23, 1984-1 C. B. 457. 

Notice 86-3 describes procedures 
established by the Internal Revenue 

Service for the granting of partial 
relief, under section 7805(b) of the 
Internal Revenue Code, from the 

sanctions for failure to satisfy the 
requirements of section 401(a) of the 

Code in the case of certain pension, 
profit-sharing, stock bonus, and an- 

nuity plans that were not timely 
amended to comply with the Tax 
Equity and Fiscal Responsibility Act 
of 1982, Pub. L. 97-248 (TEFRA), 
the Tax Reform Act of 1984, Pub. 
L. 98-369 (TRA '84), and the Retire- 
ment Equity Act of 1984, Pub. L. 
98-397 (REA). 

Notice 86-3 as initially published 
in the Internal Revenue Bulletin 
(1986-9 I. R. B. 21) was revised by 
Announcement 86-60, 1986-19 
I. R. B. 17. As revised, Notice 86-3 
extended until June 30, 1986, the 
applicable compliance date for all 
plans to which it applied and whose 
applicable compliance date was be- 
fore June 30, 1986. (The compliance 
date is the last date by which (A) a 
plan had to be amended to conform 
with TEFRA, TRA '84 and/or REA, 
and (B) if necessary, a request for a 
determination letter had to be sub- 
mitted to the Service for the plan in 
order to continue previously obtained 
reliance as to plan qualification. ) 

Under Notice 86-3 the compliance 
date for a master or prototype plan 
adopted by an employer after March 
19, 1984, to replace an existing indi- 
vidually designed plan that is eligible 
for relief under Notice 86-3 is deter- 
mined under section 12 of Rev. Proc. 
84-23, 1984-1 C. B. 457, provided 
two conditions are met: (1) the spon- 
soring organization requested an 
opinion letter in accordance with 
Rev. Proc. 84-23 with respect to 
such plan (or a plan that replaced it) 
no later than December 31, 1984, 
and (2) such master or prototype 
plan is first adopted by the employer 
no later than the last day o f the 
twelfth month after either the Service 
issued an opinion letter with respect 
to the plan or the sponsoring organi- 
zation withdrew its application for an 
opinion letter. 

If a master or prototype plan had 
been adopted such that its compli- 

ance date was determined under sec- 
tion 12 of Rev, Proc. 84-23 but the 
employer did not adopt the sponsor- 
ing organization's amendments or did 

not, if required under Rev. 
84-23 to do so, request a determina- 
tion letter by the last day of the 
twelfth month after the Service issued 

a favorable opinion letter with re- 

spect to the plan, or, &f appl&cable, 

by the end of the remedial amend- 

ment period provided by regulations 
under section 401(b) of the Code, no 
further extension of the compliance 
date is available under section 12 of 
Rev. Proc. 84-23 or Notice 86-3. 
Accordingly, in the case of a master 

or prototype plan, where the em- 

ployer did not adopt the sponsoring 
organization's amendments or, if re- 

quired to do so, did not request a 
determination letter by the end of the 

period described in section 12 of 
Rev. Proc. 84-23, the compliance 
date will be determined under Notice 
86-3 without regard to section 12 of 
Rev. Proc. 84-23. The employer's 

plan will not be qualified under sec- 

tion 401(a) of the Code for the 

period beginning with the first plan 

year for which the plan failed to 
comply with a qualification require- 
ment. 

This modification of Notice 86-3 
applies to individually designed plans 
for which the compliance date would 

otherwise be determined under sec- 
tion 12 of Rev. Proc. 84-23. This 
notice modifies Notice 86-3 by end- 

ing the period within which such an 

individually designed plan may obtain 
the compliance date determined un- 

der section 12 of Rev. Proc. 84-23 
through replacement by the bona fide 
adoption of a master or prototype 
plan. For these plans, in addition to 
satisfying the requirements of Notice 
86-3 for obtaining a compliance date 
under section 12 of Rev. Proc. 
84-23, the adoption of the master or 
prototype plan must occur on or 
before January 14, 1988. In addition, 
in order to continue prior reliance 
for plan years immediately preceding 
the plan year of the adoption, any 
such adoption must be given retroac- 
tive effect so that the requirements of 
TEFRA, TRA '84 and REA will be 
met as of their respective effective 
dates, and the employer must take 
appropriate action to adjust 
employees' rights and/or benefits so 
that such rights and/or benefits cor- 
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respond to what they would have 
been had the plan or plans been 
amended timely. 

In the case of a plan to which this 
notice applies, if the employer has 
not satisfied the requirements to ob- 
tain the compliance date under sec- 
tion 12 of Rev. Proc. 84-23 on or 
before January 14, 1988, the compli- 
ance date will be determined under 
Notice 86-3 without regard to section 
12 of Rev. Proc. 84-23. Conse- 
quently, the employer's plan will not 
be qualified under section 401(a) for 
the period beginning with the first 
plan year for which the plan failed to 
comply with a qualification require- 
ment. 

Inflation Adjustment for 
Computation of Windfall Profit Tax 

Notice 87-81 
Section 4989(b) of the Internal 

Revenue Code requires the determi- 
nation of an inflation adjustment 
factor for use in computing the wind- 
fall profit tax. 

The Service has determined that, 
for oil removed during the January- 
March quarter of 1988, the inflation 
adjustments are as follows: 

Tier 1 or Tier 2 oil 0. 5154 
Tier 3 oil 0. 7866 
Worksheets for computation of the 

windfall profit tax are included in the 
Instructions for Form 6047, Windfall 
Profit Tax, and an explanation of 
the inflation adjustment may be 
found in the Specific Instructions for 
Line 4 of the worksheets. 

Regulated Public Utilities— 
Contributions in Aid of Construction 
After Tax Reform 

Notice 87-82 

This notice provides guidance with 

respect to the treatment of contribu- 
tions in aid of construction after 
enactment of section 824 of the Tax 
Reform Act of 1986 (the "Act"), 
Pub. L. No. 99-514 [1986-3 (Vol. 1) 
291]. 
I. Background 

Section 118(b) of the Internal Rev- 

enue Code of 1954 (the "1954 
Code" ) provided a special rule for 
contributions in aid of construction 

received by regulated public utilities 
("utilites") providing certain services. 

Under this rule, contributions in aid 

of construction were treated as con- 
tributions to capital and were there- 

fore excluded from gross income un- 

der section 118(a). Section 824 of the 

Act changed the treatment of 
amounts received as contributions in 

aid of construction after December 
31, 1986, in taxable years ending 

after such date. New section 118(b) 
of the Internal Revenue Code of 
1986 (the "1986 Code" ) expressly 
provides that contributions in aid of 
construction and other contributions 
made by a customer or potential 
customer (collectively, "CIACs") are 
not contributions to capital and thus 
are not excluded from gross income 
under section 118. Accordingly, such 
amounts are required to be included 
in gross income under section 61. 

II. Relocation of Utility Facilities 

The Internal Revenue Service has 
received numerous inquiries regarding 
the Federal income tax treatment 
under the 1986 Code of fees and 
other amounts received by utilities 
for relocating utility facilities ("relo- 
cation fees"). Frequently, utilities are 
required to relocate utility facilities in 
order to accommodate a public right- 
of-way. For example, a utility line 
may have to be relocated in order to 
allow for the construction or im- 
provement of a public highway. Simi- 
larly, overhead utility lines may be 
placed underground under a govern- 
mental program undertaken for rea- 
sons of community esthetics and pub- 
lic safety. In such cases, the utility 
typically receives, directly or indi- 
rectly, a relocation fee in reimburse- 
ment for the costs of relocating the 
utility facilities. 

The legislative history to section 
824 of the Act indicates that Con- 
gress viewed the receipt by utilities of 
CIACs as a prepayment for future 
services that the utilities would pro- 
vide to their customers. H. R. Rep. 
No. 99-426, 99th Cong. , 1st Sess. 
643-45 (1985) (" House Report" ). 
Congress viewed the exclusion of 
these amounts from income as inap- 
propriate and accordingly, required 
that a utility 

report as an item of gross income 
the value of any property, includ- 
ing money, that it receives to pro- 
vide, or encourage. . . the provision 

of, services to or for the benefit of 
the person transferring the prop- 
erty. A utility is considered as 
having received property to encour- 

age the provision of services if the 
receipt of the property is a prereq- 
uisite to the provision of services, 
if the receipt of the property re- 
sults in the provision of services 
earlier than would be the case had 
the property not been received, or 
if the receipt of the property other- 
wise causes the transferor to be 
favored in any way. 

House Report at 644. 

The legislative history to the Act 
also indicates that a 

person transferring the property 
will be considered as having been 
benefitted [from such transfer] if 
he is the person who will receive 
the [utility] services, an owner of 
the property that will receive the 
services, a former owner of the 
property that will receive the ser- 
vices, or if he derives any benefit 
from the property that will receive 
the services. Thus, a builder who 
transfers property to a utility in 
order to obtain services for a 
house that he was paid to build 
will be considered as having 
benefitted from the provision of 
the services. . . despite the fact that 
the builder may never have had an 
ownership interest in the property 
and may make the transfer to the 
utility after the house has been 
completed and accepted. 

House Report at 644-45. 
In contrast, the legislative history 

to the Act provides that the repeal of 
section 118(b) of the 1954 Code does 
not affect transfers of property which 
are not made in connection with the 
provision of services, including situa- 
tions where "it is clearly shown that 
the benefit of the public as a whole 
was the primary motivating factor in 
the transfers. "Id. 

Based on the foregoing, the Fed- 
eral income tax treatment of many 
types of relocation fees has not be 
affected by section 824 of the Act. 
If, for example, it can be shown that 
a particular payment received by a 
utility does not reasonably relate to 
the provision of services by such 
utility to or for the benefit of the 
person making the payment but 
rather relates to the benefit of the 
public at large, then the payment is 
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not treated as a CIAC under section 
118(b) of the 1986 Code. For exam- 
ple, relocation payments received by 
a utility under a government program 
for placing utility lines underground 
shall not be treated as CIACs where 
such relocation is undertaken for 
purposes of community esthetics and 
public safety and not for the direct 
benefit of particular customers of the 
utility in their capacity as customers. 
See Brown Shoe Co. v. Commis- 
sioner, 339 U. S. 583 (1950) (pay- 
ments made by certain community 
groups as an inducement to location 
or expansion of taxpayer's factory 
were held to be contributions to 
taxpayer's capital because the pay- 
ments were made to benefit the com- 
munity at large, and not for ser- 
vices). Similar principles apply where 
the utility is being reimbursed for the 
costs of relocating utility lines to 
accommodate the construction or ex- 
pansion of a highway and not for the 
provision of utility services. 

Moreover, taxpayers failing to 
meet the criteria for exclusion of 
relocation fees under section 118(a) 
may treat such fees under the provi- 
sions of section 1031 or 1033 if the 
conditions of the respective section 
are otherwise met. 

In other cases, however, relocation 
fees are treated as CIACs and in- 
cluded in gross income because they 
relate to the provision of services by 
the utility to or for the benefit of the 
person making the payment. Assume, 
for example, that a customer of a 
utility moves its business office to 
another location and is required to 
pay the utility a fee to relocate the 
utility facilities to the new office site. 
The utility has received the fee as a 
prerequisite to the provision of ser- 
vices to the new location, and thus 
the fee is a CIAC under section 
118(b) and is included currently in 
the utility's income. In addition, as- 
sume a real estate developer pays a 
fee to a utility in return for the 
utility extending new underground 
services to a particular tract being 
developed. Since the payment is be- 
ing made to or for the benefit of the 
developer and since the fee is a 
prerequisite to the provision of un- 
derground services to the tract, the 
fee is a CIAC and currently included 
in the utility's gross income. 

Similarly, assume that a potential 
customer of a utility is required (ei- 

ther by the utility or by a govern- 
mental entity) to pay the utility for 
the costs of relocating utility facilities 
in order to obtain access to utility 
services for a site the customer is 
developing. Since the payment of the 
relocation fees is a prerequisite to 
obtaining utility services, the payment 
is a CIAC and is included in the 
utility's income, regardless of 
whether the particular utility facilities 
being relocated are related to the site 
the customer is developing. 

Relocation fees are treated as 
CIACs and included in gross income 
if such payments relate to the provi- 
sion of services by the utility, regard- 
less of the status or identity of the 
customer from whom the fees are 
received. For example, assume a util- 

ity receives a payment relating to the 
relocation or extension of utility fa- 
cilities to a newly constructed munici- 
pal building (e. g. , a public hospital, 
civic center, or museum) whose oper- 
ations are conducted for the benefit 
of the community at large. Assume 
also that payment of the relocation 
fee was required in order to obtain 
utility services for the new building. 
Since the relocation fee is a prerequi- 
site to the provision of services to the 
customer, the fee is a CIAC and 
included in gross income even though 
the customer is exclusively engaging 
in activities for the public benefit. 
Similarly, payments that are made to 
a utility as a prerequisite to the 
utility providing new or additional 
services to particular customers are 
treated as CIACs and included in 
gross income because such payments 
are a prerequisite to the provision of 
services by the utility, although a 
governmental entity may be making 
the payments in question. 

III. Fair Market Value of CIACs 

A utility shall include in income 
the amount of any cash received as a 
CIAC and the fair market value of 
all property received as a CIAC. If 
the property received by the utility 
will be used in the provision of utility 
services, all of the relevant facts and 
circumstances are taken into account 
in determining the fair market value 
of the property. Absent unusual cir- 
cumstances, normally the value of 
such property provided to a utility is 
the "replacement cost" of the prop- 
erty, i. e. , the cost that another party 

would incur to construct prop«ty 
that is functionally similar to 
subject property and thus could « 
place such subject property in 
performance of the property'& 
tended function. The fact that P«p- 
erty received as a CIAC is not in- 

cluded in the utility's rate base or 
cost of service for regulatory ac- 
counting purposes shall not, in any 
manner, affect the determination of 
the fair market value of the property 
for this purpose. See Rev. Rul. 
87-117, page 61, this Bulletin. 

IV. Other Transactions Qualifying as 
CIACs 

A transaction will be treated as a 
CIAC if such treatment is in accor- 
dance with the substance of the 
transaction, regardless of the form in 
which such transaction is conducted. 
For example, a sale of property to a 
utility at less than its fair market 
value (with fair market value being 
determined as described in the provi- 
sions of section III of this notice) 
will be treated as CIAC that is 

taxable to the utility to the extent of 
the bargain element in the sale. A 
lease of property to a utilty at less 

than its fair market rental value will 

be treated in a similar manner, with 
the bargain element inherent in each 
periodic rent payment taxed to the 
utility at the time such payment is 

made. 
In addition, a transaction will be 

treated as a CIAC if the utility 
effectively obtains the burdens and 
benefits of ownership with respect to 

property, although legal title to such 
property is held by the customer, a 

governmental entity, or another per- 
son. Transactions which purportedly 
avoid CIAC characterization through 
the retention of legal title to property 
by a person other than a utility will 

be scrutinized carefully and will be 
treated as taxable CIACs to the 
utility if, in fact, the utility is, for 
Federal income tax purposes, the 
owner of the property. Factors which 
suggest ownership of the property by 
the utility include, but are not limited 
to, (i) whether the utility is responsi- 
b]e for maintaining the property; (ii) 
whether the utility effectively 
unrestricted access to and control of 
the property; and (iii) whether the 
utility would bear legal liabiilty with 
respect to a malfunction of or acci- 
dent mvolvmg the property 
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Similarly, any payment to a utility 
(whether such payment is direct or 
indirect) will be treated as a CIAC if 
such payment is made to obtain the 
provision of services from the utility 
and otherwise meets the requirements 
of this notice. Thus, for example, a 
utility will be taxed on a CIAC 
regardless of whether the customer 
engages the services of an unrelated 
contractor to construct the property 
to which the CIAC relates or whether 
the customer instead directly pays the 
CIAC to the utility with the utility 
itself assuming responsibility to con- 
struct the related property. 

Moreover, a purported loan to a 
utility from a person benefitting from 
utility services relating to the loan 
(e. g. , a real estate developer, cus- 
tomer, or potential customer) will be 
treated as a CIAC and included in 
the utility's gross income if the trans- 
action lacks the economic characteris- 
tics of a genuine loan for Federal 
income tax purposes. As an example, 
where repayment of a "loan" by a 
utility to the lender is contingent and 
the contingent loan is made to allow 
or to encourage the utility to provide 
services for the benefit of the person 
making the loan, the amount received 
by the utility will be treated as a 
taxable CIAC. Where a utility in- 
cluded the entire amount of such a 
"loan" in taxable income as a 
CIAC, repayments of such loan by 
the utility to the lender would nor- 
mally be deductible by the utility 
when made. 

Finally, where a genuine loan with 
a "below-market" interest rate is 
made from persons benefitting from 
utility services to the utility, the 
utility shall currently include in in- 
come as a CIAC the benefit that the 
utility receives from the below-market 
interest rate. See section 7872. 

V. Normalization of CIACs 

Section 168(f)(2) of the 1986 Code 
effectively provides that a utility is 
required to use a normalization 
method of accounting with respect to 
public utility property in order to use 
the accelerated methods of deprecia- 
tion under section 168 with respect to 
that property. Under section 
168(i)(9)(C), a utility not using a 
normalization method of accounting 
with respect to public utility property 
is required to use a method of depre- 
ciation and a depreciation period for 

such property that is the same as the 
method and period used by the tax- 
payer in computing its depreciation 
expense for purposes of establishing 
its cost of service for ratemaking 
purposes and reflecting operating re- 
sults in its regulated books of ac- 
count. Public utility property is de- 
fined in section 167(1)(3)(A) as 
property used predominantly in the 
trade or business of furnishing or 
selling various enumerated utility ser- 
vices at rates established or approved 
by certain governmental entities, pub- 
lic utility commissions, and other 
similar bodies. Public utility property 
includes property that is received as a 
CIAC or that is financed or acquired 
with the proceeds of CIACs. In any 
such case, the CIAC property is 
subject to the normalization rules of 
sections 167 and 168. 

For regulatory accounting pur- 
poses, utilities typically disregard the 
receipt of CIACs on their regulated 
books of account and do not include 
CIACs or CIAC property in income, 
cost of service, or rate base. This 
method of accounting (the 
"noninclusion method") is equivalent 
to including a CIAC in income in the 
year of receipt and depreciating the 
related CIAC property in its entirety 
in the same year. Accordingly, a 
utility using the noninclusion method 
of accounting for a CIAC will be 
treated for purposes of the normal- 
ization rules as if it computed its 
regulated tax expense by depreciating 
the related CIAC property in its 
entirety in the year in which the 
CIAC is received. the Internal Reve- 
nue Service believes that this treat- 
ment is consistent with the noninclu- 
sion method of accounting and is 
necessary in order to carry out the 
purposes of the normalization rules. 

Under the normalization rules, a 
utility must make adjustments to a 
reserve to reflect the deferral of taxes 
resulting from the difference between 
the amount of depreciation used to 
determine the utility's Federal income 
tax liability and the amount of depre- 
ciation used to compute regulated tax 
expense. In the typical case, part of 
the utility's tax expense is deferred 
(I. e. , taxes are actually paid to the 
Federal government after they are 
taken into account under the regula- 
tory accounting method) because 
property is depreciated more rapidly 
in determining Federal income tax 

liability than in computing regulated 
tax expense. If a utility uses the 
noninclusion method of accounting 
for CIACs, however, CIAC property 
is depreciated less rapidly in deter- 
mining Federal income tax liability 
than in computing regulated tax ex- 
pense, and taxes are paid before they 
are taken into account under the 
regulatory accounting method. This 
prepayment, or negative deferral, of 
tax is also subject to the normaliza- 
tion rules, and the utility must make 
adjustments to the reserve for de- 
ferred taxes to reflect the prepay- 
ment. 

Under these adjustments, the 
amount of deferred taxes on the 
utility's regulated books of account is 
offset or decreased by the prepay- 
ment of tax resulting from the tax- 
able receipt of the CIAC. Thus, if a 
taxpayer reduces rate base by the 
deferred taxes resulting from normal- 
ization, any prepayment to tax result- 
ing from the normalization of CIACs 
will increase the rate base to which 
the utility's rate of return is applied. 
Similarly, if a taxpayer treats the 
deferred taxes resulting from normal- 
ization as "zero-cost" or "no-cost" 
capital for ratemaking purposes, any 
prepayment of taxes resulting from 
the normalization of CIACs will de- 
crease the amount of zero-cost capi- 
tal or no-cost capital for ratemaking 
purposes. 

Further adjustments are made to 
the reserve for deferred taxes when 
the timing differences with respect to 
CIAC property reverse. This occurs 
as depreciation is taken into account 
in determining Federal income tax 
liability over the applicable recovery 
period prescribed under section 168. 
As the reversal occurs, previously 
paid taxes will be taken in account 
under the regulatory accounting 
method that will reduce, ultimately to 
zero, the amount of prepaid tax 
resulting from the normalization of 
the CIAC. 

If, in its regulatory accounting for 
CIACs, a utility uses or changes to a 
method other than the noninclusion 
method, the normalization rules ap- 
ply to timing differences determined 
under the regulatory accounting 
method used by the utility. For ex- 
ample, if a utility changes to a 
regulatory accounting method under 
which CIAC property is depreciated 
over its useful life, the deferral of tax 
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resulting from the normalization of a 
CIAC taken into account under the 
new method would depend on the 
difference between the depreciation 
taken into account under the new 
method and the depreciation taken 
into account in determining Federal 
income tax liability. 

VI. Normalization Rules Not 
Applicable to Certain CIACs 

The normalization rules do not 
apply to a CIAC (or property related 
thereto) if the following conditions 
are satisfied: 

(1) The CIAC is included in gross 
income solely by reason of the 
amendments to section 118(b) of the 
Code by section 824 of the Act; 

(2) The utility uses the noninclu- 
sion method of accounting for the 
CIAC; 

(3) The Federal income tax attrib- 
utable to the receipt of the CIAC is 
not taken into account in determining 
cost of service for any person (other 
than, perhaps, the person from 
whom the CIAC is received, i. e. , the 
"contributor" ); and 

(4) The contributor pays the utility 
an additional amount that is reason- 
ably intended to indemnify or reim- 
burse the utility for the prepayment 
of tax resulting from receipt of the 
CIAC (an "indemnification"). 

In the case of CIAC that satisfies 
these conditions (a "grossed-up" 
CIAC), neither the utility nor its 
ratepayers (other than the contribu- 
tor) are affected by the prepayment 
of taxes that results from receipt of 
the CIAC. Thus, it is not necessary 
to normalize a grossed-up CIAC in 
order to carry out the purposes of 
the normalization rules. See section 
167(1)(5). Alternatively, grossed-up 
CIACs may be normalized in the 
same manner as other CIACs. Thus, 
a utility may use an accelerated 
method of depreciation under section 
168 with respect to its public utility 
property whether or not grossed-up 
CIACs are normalized by the utility. 
The utility's depreciable basis in the 
CIAC property is determined under 
other provisions of the Code and is 
independent of the existence of an 
indemnification. If, for example, a 
utility receives a total payment from 
a contributor of $160 and expends 
$100 in constructing the CIAC prop- 
erty, the utility's depreciable basis in 
the property is $100. Similarly, if a 

utility receives a total payment from 
a contributor of $100 and expends 
$100 in constructing the CIAC prop- 
erty (with the income tax payments 
pertaining to the CIAC being ob- 
tained from other sources), the 
utility's depreciable basis in the prop- 
erty is also $100. 

The condition of indemnification, 
necessary in order for a payment to 
qualify as a grossed-up CIAC, is 

required only for the prepayment of 
tax that results from receipt of the 
CIAC. Thus, the amount of the 
indemnification may be determined 
by reducing the amount of tax attrib- 
utable to the receipt of the CIAC by 
the present value of the tax benefits 
to be obtained by depreciating the 
CIAC property in determining the 
utility's Federal income tax liability. 
A reduction attributable to such tax 
benefits is not required, however, 
because the identity of the ultimate 
recipient of those benefits pertaining 
to the grossed-up CIAC (i. e. , the 
contributor, the utility, or the 
utility's ratepayers) is a matter out- 
side the scope of the normalization 
rules and Federal income tax laws. 

A utility may establish that an 
indemnification has occurred (i) by 
reference to a contract or agreement 
in which the contributor and the 
utility provide for such indemnifica- 
tion, (ii) by reference to an indemni- 
fication requirement contained in a 
rate order issued by a regulatory 
commission or in the record of a 
hearing or similar proceeding con- 
ducted by such a commission, or (iii) 
by any other reasonable method or 
procedure. Moreover, the Internal 
Revenue Service will not scrutinize 
the adequancy of an indemnification 
in any case in which the parties have 
attempted in good faith to indemnify 
or reimburse the utility for the pre- 
payment of tax that results from 
receipt of the CIAC. 

VII. Accounting Treatment of CIACs 
By Customers 

Sections 1. 461-1(a)(1) and (2) of 
the Income Tax Regulations provide 
that taxpayers using the cash and 
accrual methods of accounting, re- 
spectively, may not currently deduct 
the total amount of an expenditure 
which results in the creation of an 
asset having a use&A ife which ex- 
tends substantially beyon e close 
of the taxable year. Instead, 

taxpayers are required to capitalize 
such expenditures as assets and de- 
duct the costs of the expenditures 
over the useful life of the asset in 
question. See, e. g. , Rev. Rul. 70-413 
1970-2 C. B. 103. 

Any taxpayer paying a CIAC to a 
utility is incurring an expenditure 
which results in the creation of an 
intangible asset having a useful life 
extending substantially beyond the 
close of the taxpayer's taxable year. 
If a taxpayer incurs a CIAC with 

respect to property used in a trade or 
business and is required to replace 
the CIAC property upon its obsoles- 
cence or deterioration, the amount of 
such payment is capitalized and de- 
ducted on a pro rata basis over the 
useful life of the asset. In such a 
situation, the useful life of the intan- 
gible asset would correspond to the 
economic life (in contrast to the tax 
life or recovery period) of the public 
utility property to which the CIAC 
relates. See, e. g, , Rev. Rul. 69-229, 
1969-1 C. B. 86. In contast, if the 

taxpayer incurs a CIAC with respect 
to property used in a trade or busi- 

ness and is not required to replace 
the CIAC property upon its obsoles- 
cence or deterioration, the intangible 
asset has an indeterminate economic 
life. In such a case, the taxpayer 
must capitalize the payment and is 

not permitted to amortize the amount 
of the prepaid asset. See, e. g. , Rev. 
Rul. 68-607, 1968 — 2 C. B. 115. 

In the case of a taxpayer (e. g. , a 
real estate developer or home builder) 
who incurs CIACs with respect to 
property primarily held for sale to 
customers in the ordinary course of 
the taxpayer's business, the cost of 
the CIAC should be capitalized. The 
intangible asset should be allocated 
to the property held for sale to 
customers and deducted when such 

property and the related intangible 
asset are sold. 

VIII. Transactions not Affected by 
this Notice 

This notice does not apply to 
transactions which do not involve 
CIACs as described under section 
118(b) and this notice. Thus, for 
example, this notice does not apply 
to "customer connection fees" as 
defined in section 118(b)(3)(A) of the 
1954 Code (Such connection fees are 
currently included in gross income by 
utilities under both the 1986 and 
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1954 Codes). Similarly, this notice 
does not apply to payments made 
from utilities to their customers. 
Thus, for example, this notice does 
not apply to payments made to a 
public utility in connection with the 
supply of electricity to such utility by 
a cogenerating facility under the Pub- 
lic Utilities Regulatory Policy Act of 
1978 ("PURPA"), Pub. L. No. 
95-617 No inference is intended 
herein as to the treatment of such 
transactions. 

Tax on Sale or Removal of 
Gasoline — Changes to Regulations 

Notice 87-83 

The purpose of this notice is to 
notify taxpayers and other affected 
persons of changes that the Internal 
Revenue Service intends to make in 
regulations recently proposed under 
sections 4081 and 4101 of the Inter- 
nal Revenue Code ("the Code" ) as 
amended by section 1703 of the Tax 
Reform Act of 1986 (P. L. 99-514, 
100 Stat. 2774) ("the Act") [1986-3 
(Vol. 1) 691]. These proposed regula- 
tions were published in the Federal 
Register on November 18, 1987 (52 
FR 44141). As amended, section 4081 
of the Code generally provides that 
the gasoline excise tax is imposed on 
the earlier of the removal or sale of 
gasoline by the refiner or importer 
thereof or the terminal operator. A 
bulk transfer of gasoline to a terminal 
operator by a refiner or importer, 
however, is not considered a removal 
or sale of gasoline by such refiner or 
importer for this purpose. The 
amendments made by section 1703 of 
the Act are effective on January 1, 
1988. 

The proposed regulations provide 
that all Certificates of Registry (Form 
637) issued under section 4101 of the 
Code prior to January 1, 1988, will 

be revoked as of the close of business 
on December 31, 1987. All taxpayers 
subject to the registration require- 
ments contained in the proposed reg- 
ulations would be required to hold a 
new Certificate of Registry effective 
after December 31, 1987. The pro- 

posed regulations also require that 
taxpayers give a bond (Form 928) as 

a condition for receiving a new Cer- 

tificate of Registry. See Proposed 
Reg. $48. 4101-1. 

The Service is concerned that it 

may not be feasible for district direc- 

tors to implement, and for taxpayers 

to comply with, the new registration 

and bonding requirements by January 

1, 1988. Accordingly, when the pro- 

posed regulations are issued in tem- 

porary or final form, they will pro- 
vide that Certificates of Registry 
issued prior to January 1, 1988, will 

be revoked on March 31, 1988, 
rather than on December 31, 1987, 
and that the bonding requirements 
will be effective April 1, 1988. There- 
fore, until April 1, 1988, taxpayers 
may rely on registrations currently in 

effect for all purposes for which 

registration is relevant under the pro- 
posed regulations, including, but not 
limited to, the following: (1) determi- 
nation of whether a particular trans- 
action constitutes a "qualified sale" 
within the meaning of paragraph 
48. 4081-1(e)(9); (2) determination of 
whether a "bulk transfer", as de- 
fined in paragraph 48. 4081-1(e)(2), 
involves a "registered taxpayer" 
within the meaning of paragraph 
48. 4081-1(a); and (3) determination 
of whether a terminal operator that 
does not own gasoline in the 
operator's terminal (a "for-hire" op- 
erator) may be liable under para- 
graph 48. 4081-1(c) for permitting a 
"nonregisterd owner" to remove or 
sell such gasoline. 

Prior to the date that the new 
registration and bonding procedures 
take effect, any person that does not 
own the gasoline that such person 
handles, and that therefore would 
not have been required to register 
under sections 4081 and 4101 of the 
Code, as in effect prior to amend- 
ment by the Act (e. g. , a "for-hire" 
terminal operator), will not be re- 
quired to register. Any person that 
owns gasoline, and that may be liable 
for tax under section 4081 of the 
Code, as amended by the Act, but 
that does not currently hold a Certif- 
icate of Registry, will be required to 
register. Such persons might include, 
for example, an industrial user of 
gasoline, and a terminal operator 
who first makes purchases of gaso- 
line in January, 1988. Application 
for registration by any such person 
should be made on new Form 637 
(Rev. October 1987), if that form is 
available at the appropriate IRS dis- 
trict office. If that form is unavail- 

able, application for registration 
should be made as a producer of 
gasoline on Form 637 as in use under 
section 4101 of the Code prior to 
amendment by the Act (" old Form 
637"). In either case, the applicant 
must mark "Priority — new gasoline 
excise tax registrant" on the top of 
the Form 637 and any envelope used 
for mailing the Form. Due to the 
time constraints in processing new 
Certificates of Registry, new regis- 
trants are encouraged to submit a 
Form 637 to the appropriate district 
director by December 21, 1987. No 
bond is required for these registra- 
tions (until the new registration and 
bond requirements take effect). Any 
registration on the old Form 637 will 
be revoked as of the close of business 
on March 31, 1988. 

As indicated in the preamble to the 
proposed regulations, the Service is 
considering adopting a verification 
procedure whereby a transferor of 
gasoline will be able to ascertain 
whether a transferee is currently reg- 
istered to purchase or remove gaso- 
line tax-free. The Service anticipates 
that any such procedure, if adopted, 
will be implemented at the same time 
that the new registration and bonding 
rules take effect. 

Until the Service implements such 
a procedure, a transferor of gasoline 
may treat a transferee as registered 
if, prior to removal or sale, the 
transferor obtains a written statement 
from such transferee that (1) states 
that the transferee is registered, (2) 
identifies the district director with 
which the transferee is registered, and 
(3) gives the Certificate of Registry 
number. The preceding sentence does 
not apply if the transferor knows 
that such transferee is not currently 
registered. In lieu of obtaining the 
written statement described in this 
paragraph, the transferor may obtain 
from the transferee a copy of the 
transferee's Certificate of Registry. It 
is not necessary that a transferor of 
gasoline obtain a new statement prior 
to each individual sale to, or removal 
by, a particular transferee. The tran- 
sitional vertification procedures de- 
scribed in this paragraph are based 
on the rules set forth in 
)$48. 4083-1(a)(2) and 48. 4083-1(d) 
of the regulations, issued under sec- 
tion 4083 of the Code, as in effect 
before amendment by the Act. 

Until the Service implements the 

1987-2 C. B. 393 



verfication procedure described 
above, a "for-hire" terminal opera- 
tor will not be liable for tax under 
paragraph 48. 4081-1(c) of the pro- 
posed regulations, because of the 
removal or sale by an unregistered 
owner of any gasoline, if the opera- 
tor obtains the written statement de- 
scribed in the preceding paragraph 
(or a copy of the Certificate of 
Registry) from each person that, at 
any time that such gasoline is stored 
in the terminal, both (1) owns such 
gasoline or holds the inventory posi- 
tion to such gasoline (as reflected on 
the records of the terminal operator), 
and (2) has a contractual relationship 
with such terminal operator. For ex- 
ample, a terminal operator that has 
obtained such statement from each 
such person will not be liable for tax 
on a sale or removal of gasoline 
from the terminal by an unregistered 
owner that has no contractual rela- 
tionship with the terminal operator, 
but that has purchased such gasoline 
from a person that does have such a 
relationship, even if the terminal op- 
erator has notice of such purchase. 
For purposes of this paragraph, the 
terminal operator will be deemed to 
have obtained such statement (or 
copy of the Certificate of Registry) 
from any person described in the 
first sentence of this paragraph if the 
terminal operator has written evi- 
dence that such operator made a 
good faith effort to obtain such 
statement (or copy of the Certificate 
of Registry) from such person, but 
was unable to do so because (1) such 
person refused to provide such state- 
ment (or copy of the Certificate of 
Registry), and (2) such operator 
could not, by reason of its contract 
with such person, prevent such per- 
son from selling or removing gasoline 
within or from the terminal despite 
such person's refusal to supply such 
statement (or copy of the Certificate 
of Registry). 

This notice does not change the 
effective date of section 1703 of the 
Act, and involves only the effective 
date of the bonding requirements and 
the date by which some new registra- 
tions will be required. This notice 
also does not affect the rule in 
paragraph 48. 4081(a)(1) of the pro- 
posed regulations that a removal or 
sale of gasoline that is neither a 
"bulk transfer" nor a "qualified 
sale" generally is taxable even though 

all parties to the removal or sale are 
registered persons. For example, this 
notice does not affect the definition 
of "bulk transfer" in the proposed 
regulations. Therefore, as of January 
1, 1988, in accordance with the pro- 
posed regulations, a sale of gasoline 
in a quantity of less than 10, 000 
barrels to a registered person will be 
taxable unless it is a "qualified sale" 
within the meaning of paragraph 
48. 4081-1(e)(9). 

The Service is currently considering 
whether the amounts of the bonds 
required by the proposed regulations 
are reasonable, particularly in the 
case of "for-hire" terminal operators 
that do not own the gasoline passing 
through their terminals. The Service 
requests comments on possible modi- 
fications or alternatives (e. g. , letters 
of credit) to the bonding require- 
ments. The Service anticipates that it 
will announce what changes, if any, 
will be made in the bonding require- 
ments contained in the proposed reg- 
ulations shortly after the public hear- 
ing relating to the proposed 
regulations. 

As indicated in the preamble to the 
proposed regulations, the Service is 
considering procedures whereby 
gasohol blenders might qualify to 
buy gasoline at a reduced rate of tax 
even though alcohol for blending is 
purchased at a terminal other than 
the terminal at which the gasoline is 
purchased. A notice dealing with that 
question will be issued in the near 
future. 

Effect of the Tax Reform Act of 
1976 on Certain Closing 
Agreements 

Notice 87-84 

Several provisions of subchapter C 
of the Internal Revenue Code of 
1986 provide for the nonrecognition 
of gain realized in certain corporate 
reorganizations and other transac- 
tions. Nonrecognition treatment gen- 
erally is available only if the parties 
to the transaction are treated as 
corporations for tax purposes. Sec- 
tion 367 of the Code provides rules 
for determining when a foreign cor- 
poration will be treated as a corpora- 
, tion under subchapter C. 

For certain potentially tax-free 
transactions occurring before January 

1, 1978, that involved a foreign cor- 
poration, section 367 as then in «- 
feet provided that the foreign corpo- 
ration would nc t be treated as 
corporation unless a favorable ruling 
was obtained from the Internal Reve- 
nue Service. If the foreign corpora- 
tion was a controlled foreign corpo- 
ration (a CFC) as defined in section 
957(a) of the Code, the Service 
would issue such a ruling only if its 
United States shareholders (as de- 
fined in section 951(b)) agreed that, 
when they later disposed of the stock 
of the CFC, they would include in 
income as a dividend the section 1248 
earnings of the CFC (determined at 
the time of the reorganization) and 
certain other earnings (if the disposi- 
tion was a liquidation) even if the 
later disposition would otherwise be a 
tax-free transaction. The Service re- 
quired the shareholders to execute a 
closing agreement under section 7121 
reflecting this understanding. See 
Rev. Proc. 68-23, 1968-1 C. B. 821, 
amplified by Rev. Proc. 80-14, 
1980-1 C. B. 617. 

Section 367(b) o f the Code was 
amended by section 1042 of the Tax 
Reform Act of 1976, 1976-3 (Vol. 1) 
C. B. I (the Act). Congress instructed 
the Service to promulga)e regulations 
governing transactions involving for- 
eign corporations, and contemplated 
that those regulations would permit 
the deferral of taxation, when appro- 
priate, without a ruling. Where a 
CFC was acquired in exchange for 
stock in another CFC, Congress an- 
ticipated that the regulations would 
also prescribe the consequences of 
later dispositions of the CFC stock 
received in the transaction, thereby 
eliminating the need for closing 
agreements. Section 1042 of the Act 
specified that regulations were to be 
issued by January 1, 1978; Congress 
expected that the statutory change to 
section 367(b) would thereby become 
effective for transactions and disposi- 
tions occurring on or after that date. 
See S. Rep. 94-938, 94th Cong. , 2d 
Sess. , at 269. 

The Service promulgated tempo- 
rary regulations under section 367(b) 
of the Code, as amended, on Decem- 
ber 27, 1977; see T. D. 7530. Unlike 
the pre-1978 closing agreement rules, 
the regulations provide that the sec- 
tion 1248 or other inclusion that is 
deferred in a tax-free transaction in 
volving CFC stock is not necessarily 
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included in the United States 
shareholders' income on any subse- 
quent disposition of the CFC stock 
received in exchange. In appropriate 
circumstances, the initially deferred 
inclusion may be further deferred 
when the CFC stock received in the 
initial transaction is disposed of in a 
subsequent tax-free reorganization or 
other tax-free transaction. The regu- 
lations defer the inclusion until a 
subsequent transaction triggers taxa- 
tion under section 1248 or under the 
generally applicable section 367 rules. 

Closing agreements entered into 
under section 7121 of the Code are 
subject to later changes in applicable 
law. See section 301. 7121-1(c) of the 
Income Tax Regulations. The 1976 
change made to section 367, which 
became effective on January 1, 1978, 
reflects a Congressional intent to de- 
fer tax on certain post-1977 transfers 
of stock in foreign corporations that 
United States shareholders received in 
a reorganization, rather than impose 
the current tax that the pre-1978 
closing agreements had required. 

Therefore, if a taxpayer was re- 
quired to execute a closing agreement 
pursuant to Rev. Proc. 68-23 in 
order to obtain a favorable section 
367 ruling for a transaction occurring 
before January 1, 1978, section 367 
as amended by the Tax Reform Act 
of 1976 (and the regulations promul- 
gated thereunder) will apply to the 
shareholder's post-1977 disposition 
of the stock of the CFC and override 
any inconsistent provision in the 
taxpayer's closing agreement. If a 
taxpayer received stock in a foreign 
corporation in a pre-1978 section 367 
transaction subject to a closing agree- 
ment, and after 1977 disposes of the 
stock in a transaction in which the 
section 367(b) regulations would not 
otherwise cause an inclusion of earn- 

ings (if any) in gross income, this 
notice allows the taxpayer to apply 
the section 367(b) regulations not- 
withstanding the closing agreement. 
The taxpayer need not include in 

gross income under the closing agree- 
ment any amount that is not required 
to be included under the section 
367(b) regulations. Instead, the earn- 

ings whose inclusion was deferred 
will be subject to the attribution rules 

of section 7. 367(b)-9 and 10 and the 
other provisions of the section 367(b) 
regulations. 

The Service will entertain requests 

for further guidance on the applica- 

tion of this notice to particular clos- 

ing agreements or transactions, but 

will not issue a ruling on any issue 

that the notice clearly and adequately 
addresses. 

This document serves as an "ad- 
ministrative pronouncement" as that 
term is used in section 1. 6661-3(b)(2) 
of the Income Tax Regulations and 

may be relied on to the same extent 
as a revenue ruling or revenue proce- 
dure. See Rev. Rul. 87-138, page 287, 
this Bulletin. 

Rules to be Incorporated in Final 
Regulations Governing Outbound 
Transfers of Stock and Securities 
Under Section 367(a) of the Code 

Notice 87-85 

The Internal Revenue Service today 
announced rules that will be incorpo- 
rated in final regulations governing 
certain transfers of stock and securi- 
ties under section 367(a) of the Inter- 
nal Revenue Code of 1986. 

Section 367(a)(1) of the Code gen- 
erally provides that, for purposes of 
applying the corporate organization, 
reorganization, and liquidation provi- 
sions to a U. S. person's transfer of 
property to a foreign corporation, 
the foreign corporation will not be 
considered to be a corporation unless 
the transfer falls within one of the 
listed exceptions to the rule. There- 
fore, the transfer will generally be 
treated as a taxable exchange. 

The current temporary regulations 
provide that a transfer of stock or 
securities by a U. S. person to a 
foreign corporation in connection 
with an exchange described in section 
332, 351, 354, 356 (as it relates to 
section 354 exchanges), or 361 of the 
Code is subject to section 367(a)(1) 
unless one of several exceptions de- 
scribed in the regulations applies. To 
qualify for most of the exceptions, 
the U. S. transferor must enter into a 
gain recognition agreement with the 
Internal Revenue Service pursuant to 
section 1. 367(a)-3T(g) of the tempo- 
rary regulations. The gain recognition 
agreement provides that, if the trans- 
feree foreign corporation disposes of 
the transferred stock prior to the 
close of the fifth taxable year follow- 
ing the taxable year of the initial 

transfer, the transferor will file an 
amended return for the year of the 
initial transfer and recognize the gain 
realized but not recognized on the 
initial transfer. 

Under the temporary regulations, 
two of the exceptions that apply to 
the transfer of both domestic and 
foreign stock and securities focus on 
the percentage of the transferee for- 
eign corporation's stock owned im- 

mediately after the transfer by all 
U. S. persons that transferred any 
type of property (including stock) to 
the transferee foreign corporation. 
Transfers of domestic or foreign 
stock or securities by U. S. transferors 
who own in the aggregate fifty per- 
cent or more of the transferee for- 
eign corporation's stock immediately 
after the transfer are excepted from 
section 367(a)(1) of the Code only in 
limited circumstances. These limited 
exceptions include transfers of do- 
mestic or foreign stock or securities 
that constitute an operating asset of 
the U. S. transferor, and certain 
transfers of foreign stock or securi- 
ties where the transferred foreign 
corporation and the transferee for- 
eign corporation either constitute an 
integrated business or are created or 
organized under the laws of the same 
foreign country. 

The final regulations, when issued, 
will simplify the stock transfer rules 
by providing generally uniform ex- 
ceptions to section 367(a)(1) of the 
Code for transfers of both domestic 
and foreign stock or securities. The 
exceptions under the final regulations 
will be based generally on the per- 
centage of the transferee foreign 
corporation's stock that the U. S. 
transferors own immediately after the 
transfer. In response to public com- 
ments, the final regulations will be 
liberalized to permit an exception to 
section 367(a)(1) of the Code for 
certain transfers of domestic or for- 
eign stock or securities where imme- 
diately after the transfer all U. S. 
transferors own fifty percent or more 
of the transferee foreign corp- 
oration's stock, provided that certain 
U. S. transferors enter into a ten-year 
gain recognition agreement. 

In no event will any exception to 
section 367(a)(1) of the Code, includ- 
ing those described below, apply to 
the transfer of stock of a foreign 
corporation in which the U. S. 
transferor is a United States share- 
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holder (as defined in section 
7. 367(b)-2(b) of the temporary regu- 
lations or section 953(c) of the Code) 
unless the U. S. transferor receives 
back stock in a controlled foreign 
corporation (as defined in section 
953(c), section 957(a) or section 
957(b) of the Code) as to which the 
U. S. transferor is a United States 
shareholder immediately after the 
transfer. Furthermore, in no event 
will an exception to section 367(a)(1) 
of the Code apply to the transfer of 
stock or securities in a domestic 
corporation to a foreign corporation 
where the U. S. transferor owns (ap- 
plying the attribution rules of section 
958) more than fifty percent of either 
the total voting power or the total 
value of the stock of the transferee 
foreign corporation immediately after 
the transfer. Specifically, the excep- 
tions will be as follows: 

(1) Each U. S. transferor of stock 
or securities who owns less than 5 

percent of both the total voting 
power and the total value of the 
stock of the transferee foreign cor- 
poration immediately after the 
transfer will not be subject to 
section 367(a)(1) of the Code and 
will not have to enter into a gain 
recognition agreement; 

(2) If the U. S. transferors in the 
aggregate own less than fifty per- 
cent of both the total voting power 
and the total value of the stock of 
the transferee foreign corporation 
immediately after the transfer, the 
transfer by a U. S. transferor of 
stock or securities that owns five 
percent or more of the total voting 
power or the total value of the 
transferee foreign corporation's 
stock immediately after the transfer 
will not be subject to section 
367(a)(1) of the Code if that U. S. 
transferor enters into a five-year 
gain recognition agreement as pro- 
vided in section 1. 367(a)-3T(g) of 
the temporary regulations; and 

(3) If all U. S. transferors own in 
the aggregate fifty percent or more 
of either the total voting power or 
the total value of the stock of the 
transferee foreign corporation im- 

mediately after the transfer, a 
transfer by a U. S. transferor of 
stock or securities owning five per- 
cent or more of the total voting 
power or the total value of the 
stock of the transferee foreign cor- 
poration immediately after the 

transfer will not be subject to 
section 367(a)(1) of the Code i f 
that U. S. transferor enters into a 
gain recognition agreement as pro- 
vided in section 1. 367(a)-3T(g) of 
the temporary regulations except 
that a ten-year period shall be 
substituted for the five-year term 
of agreement specified in the tem- 

porary regulations. 
The term "U, S. transferor" shall 
include a U. S. person who transfers 
property other than stock or securi- 
ties. In determining the ownership of 
stock for purposes of these excep- 
tions the rules of section 958 shall 

apply. 
If a U. S. transferor cannot deter- 

mine whether all of the U. S. 
transferors own in the aggregate less 
than fifty percent of both the total 
voting power and the total value of 
the stock of the transferee foreign 
corporation immediately after the 
transfer, the U. S. transferors will be 
deemed to own in the aggregate fifty 
percent or more of either the total 
voting power or the total value of the 
stock of the transferee foreign corpo- 
ration immediately after the transfer. 

Since the stock transfer rules under 
the final regulations will depend gen- 
erally on the amount of stock the 
U. S. transferors own in the trans- 
feree foreign corporation after the 
transfer, the operating asset, consoli- 
dation of integrated business, and 
same-country stock transfer excep- 
tions from 367(a)(1) of the Code 
under the temporary regulations will 

be omitted from the final regulations. 
The rules described above, when 

incorporated in final regulations, will 

apply to transactions occurring after 
December 16, 1987. The final regula- 
tions will specify the extent to which 
these rules may be applied with re- 
spect to transactions occurring on or 
before December 16, 1987. This doc- 
ument serves as an "administrative 
pronouncement" as that term is used 
in section 1. 6661-3(b)(2) of the In- 
come Tax Regulations and may be 
relied upon to the same extent as a 
revenue ruling or revenue procedure. 

26 CFR 601 204' Changes in accounting peri- 
ods and in methods of accounting. 
(Also Part I, Sections 441, 442, 706, 
1. 441-1, 1. 442-1, 1. 706-1, 18. 1378-1) 

Rev. Proc. 87-32t 

CONTENTS 

SECTION 1. SUMMARY 

. 01 Introduction 

. 02 Purpose 

SECTION 2. BACKGROUND 

SECTION 3. SCOPE 

. 01 Expeditious Approval 
(1) Coverage 
(2) Exceptions 

. 02 Special Notification 

. 03 Instructions for Any Other 
Taxpayer 

SECTION 4. EXPEDITIOUS 
APPROVAL PROVISIONS 

. 01 Definitions 
(1) Natural Business Year 
(2) Ownership Tax Year 

. 02 Application 
(1) Instructions 
(2) Conditions 

. 03 Filing Instructions 
(1) Forms 1128 — Partnerships, S 

Corporations, and Personal 
Service Corporations 

(2) Forms 2553 — Corporations 
Electing to be S Corpora- 
tions 

(3) Additional Information to be 
Submitted 

SECTION 5. SPECIAL 
NOTIFICATION PROVISIONS 
UNDER THE ACT 

. 01 Definitions 
(1) Required Tax Year 
(2) Grandfathered Fiscal Year 

. 02 Filing Instructions 

SECTION 6. INSTRUCTIONS TO 
TAXPAYERS THAT DO NOT 
QUALIFY FOR EITHER 
EXPEDITIOUS APPROVAL 
PROVISIONS OR THE SPECIAL 
NOTIFICATION PROVISIONS 

. 01 Forms 1128 — Partnerships, S 
Corporations, and Personal 
Service Corporations 

tAlso released as News Release IR-Sp pp 
dated June 30, 1987. 

396 1987-2 C. B. 



(1) Retentions 
(2) Changes 
(3) Adoptions 

. 02 Extension of Time for Filing 
Form 1128 

. 03 Forms 2553 — Corporations 
Electing to be S Corporations 

SECTION 7. GENERAL RULES 
OR PROCEDURES 

SECTION 8. LATE FILING OF 
FORM 1128 

SECTION 9. EFFECT ON OTHER 
REVENUE PROCEDURES 

SECTION 10. EFFECTIVE DATE 

SECTION 11. MONITORING OF 
THE 25-PERCENT TEST 

SECTION 12. INQUIRIES 

SECTION 1. SUMMARY 

. 01 Introduction 
This revenue procedure provides 

guidance for any partnership, S cor- 
poration, corporation electing to be 
an S corporation, or personal service 
corporation that desires to adopt, 
retain, or change its tax year. Sec- 
tions 441, 706, and 1378 of the 
Internal Revenue Code, as amended 
by section 806 of the Tax Reform 
Act of 1986 (the Act), 1986-3 (Vol. 
1) C. B. 279, generally require that all 
partnerships, S corporations, and 
personal service corporations con- 
form their tax years to the tax years 
of their owners. An exception to 
these rules is made in the case where 
the partnership, S corporation, or 
personal service corporation estab- 
lishes to the satisfaction of the Secre- 
tary a business purpose for having a 
different tax year. 

For purposes of this revenue proce- 
dure, the term "S corporation" shall 
not include a corporation that is 

electing to be an S corporation. 
. 02 Purpose 
This revenue procedure provides 

the following: 
(1) Expeditious approval provisions 

for any partnership, S corporation, 
corporation electing to be an S cor- 
poration, or personal service corpora- 
tion that desires to retain a tax year 
that coincides with its natural busi- 

ness year, as defined in section 
4. 01(1). See section 4; 

(2) Expeditious approval provisions 
for any partnership, S corporation, 

corporation electing to be an S cor- 

poration, or personal service corpora- 
tion that desires to change to a tax 

year that coincides with its natural 

business year, as defined in section 

4. 01(1), and such tax year results in 

less deferral of income to the owners 

than its present tax year. See section 

4; 
(3) Expeditious approval provisions 

for any S corporation or corporation 
electing to be an S corporation that 

desires to adopt, retain, or change to 
a tax year that is the tax year of a 
majority of its shareholders (owner- 

ship tax year). See section 4; 
(4) Special notification provisions 

for any partnership, S corporation, 
corporation electing to be an S cor- 
poration, or personal service corpora- 
tion that intends to adopt, retain, or 
change its tax year as required by the 
Act. See section 5; 

(5) Special notification provisions 
for any partnership or S corporation 
that desires to retain a grandfathered 
fiscal year, See section 5; and 

(6) Instructions for any partner- 
ship, S corporation, cor poration 
electing to be an S corporation, or 
personal service corporation that de- 
sires to adopt, retain, or change its 
tax year but can do so only by 
establishing a business purpose be- 
cause it does not qualify for either 
the expeditious approval provisions 
or the special notification provisions. 
See section 6. 

SEC. 2. BACKGROUND 

. 01 Section 441(b)(1) of the Code 
provides that the term "taxable 
year" (tax year) generally means the 
taxpayer's annual accounting period 
if it is a calendar year or a fiscal 
year. Section 441(c) provides that the 
term "annual accounting period" 
means the annual period on the basis 
of which the taxpayer regularly com- 
putes its income in keeping its books. 

Section 441(d) of the Code defines 
the term "calendar year" as a period 
of 12 months ending on December 
31. Section 441(e) defines the term 
"fiscal year" as a period of 12 
months ending on the last day of any 
month other than December. In the 
case of any taxpayer who has made 
the election provided in section 
441(f), the term fiscal year means the 
annual period (varying from 52-53 
weeks) so elected. Section 441(f)(1) 
states that a taxpayer who, in keep- 

ing its books, regularly computes its 
income on the basis of an annual 
period which varies from 52 to 53 
weeks and ends always on the same 
day of the week and ends always— 

(A) on whatever date such same 

day of the week last occurs in a 
calendar month, or 

(B) on whatever date such same 
day of the week falls which is nearest 
to the last day of a calendar month, 
may elect to compute its taxable 
income on the basis of such annual 
period. 

. 02 Section 706(b)(1)(B) of the 
Code, as added by section 806(a) of 
the Act, requires that, except as 
provided in section 706(b)(1)(C), a 
partnership shall not have a tax year 
other than: (i) the tax year of one or 
more of its partners who have an 
aggregate interest in partnership prof- 
its and capital of greater than 50 
percent; (ii) if there is no tax year 
described in clause (i), the tax year of 
all the principal partners of the part- 
nership; or (iii) if there is no tax year 
described in clause (i) or (ii), the 
calendar year unless the Secretary by 
regulations prescribes another period. 
A principal partner is defined in 
section 706(b)(3) as a partner having 
an interest of 5 percent or more in 
partnership profits or capital. Section 
706(b)(1)(C) states that a partnership 
may have a tax year not described in 
section 706(b)(1)(B) if it establishes, 
to the satisfaction of the Secretary, a 
business purpose therefor. For pur- 
poses of section 706(b)(1)(C), any 
deferral of income to partners is not 
a business purpose. Subparagraphs 
(B) and (C) of section 706(b)(1) are 
effective for tax years beginning after 
December 31, 1986. 

. 03 Section 1378(a) of the Code, as 
amended by section 806(b) of the 
Act, states that the tax year of an S 
corporation shall be a permitted year. 
Section 1378(b), as amended by sec- 
tion 806(b) of the Act, states that the 
term "permitted year" means a tax 
year that (1) is a year ending Decem- 
ber 31, or (2) is any other accounting 
period for which the corporation es- 
tablishes a business purpose to the 
satisfaction of the Secretary. For pur- 
poses of section 1378(b)(2), any de- 
ferral of income to shareholders is 
not a business purpose. The Act's 
amendments to section 1378(a) and 
(b) are effective for tax years begin- 
ning after December 31, 1986. 
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. 04 Section 441(i)(1) of the Code, 
as added by section 806(c) of the 
Act, states that the tax year of any 
personal service corporation shall be 
the calendar year unless the corpora- 
tion establishes, to the satisfaction of 
the Secretary, a business purpose for 
having a different period for its tax 
year. For purposes of section 
441(i)(1), any deferral of income to 
shareholders is not a business pur- 
pose. Section 441(i) is effective for 
tax years beginning after December 
31, 1986. 

. 05 Rev. Proc. 72-51, 1972-2 C. B. 
832, provides that a request by a 
partnership to adopt or change to a 
tax year differing from that of its 
principal partners will generally be 
approved when the requested tax year 
would result in a deferral of income 
to the partners of three months or 
less. Rev. Proc. 72-51 also applies to 
a change of tax year by S corpora- 
tions. The Act made Rev. Proc. 
72-51 obsolete. 

. 06 Rev. Proc. 74-33, 1974-2 C. B. 
489, provides that the requirement of 
a business purpose may be satisfied if 
the desired tax year coincides with 
the natural business year of the busi- 
ness. Moreover, section 4. 02 of Rev. 
Proc. 74-33 states that in the absence 
of substantial distortion of income, 
or other factors showing that the 
change is requested for purposes of 
tax advantage, the showing of a 
natural business year will ordinarily 
be accepted as a substantial business 
purpose for approval of a change in 
accounting period. Rev. Proc. 74-33 
is clarified by this revenue procedure. 

. 07 Rev. Proc. 83-25, 1983-1, 
C. B. 689, provides a procedure 
whereby a corporation electing to be 
an S corporation may obtain ap- 
proval of an adoption, a retention, 
or a change to a tax year other than 
a tax year ending on December 31. 
Rev. Proc. 83-25 is modified and 
superseded by this revenue procedure. 

. 08 The Conference Report for the 
Act indicates that, by incorporating 
amendments made by the Senate, the 
Act generally requires any partner- 
ship, S corporation, or personal ser- 
vice corporation to conform its tax 
year to the tax year of its owners. 
An exception to the rule is made for 
any partnership, S corporation, or 
personal service corporation that es- 
tablishes, to the satisfaction of the 
Secretary, a business purpose for 

having a different tax year. The 
deferral of income to owners for a 
limited period of time, such as the 
three-month-or-less rule of Rev. 
Proc. 72-51, is not intended to be 
treated as a business purpose. 2 H. R. 
Rep. No. 99-841 (Conf. Rep. ), 99th 
Cong. , 2d Sess. 11-318 (1986) 1986-3 
(Vol. 4) C. B. 

The Conference Report states that 
the conferees intended that if a part- 
nership, under the provisions of Rev. 
Proc. 74-33, received permission to 
use a fiscal year (other than a year 
that resulted in a three-month-or-less 
deferral of income), then it would be 
allowed to continue to use that tax 
year without obtaining the approval 
of the Secretary. Similarly, if an S 
corporation received permission on or 
after the effective date of Rev. Proc. 
74-33 to use a fiscal year (other than 
a year that resulted in a three-month- 
or-less deferral of income), then it 
would be allowed to continue to use 
such tax year without obtaining the 
approval of the Secretary. 2 H. R. 
Rep. No. 99-841 at II-319. 

The Conference Report states that 
the Secretary may prescribe tests to 
be used to establish the existence of a 
business purpose if, in the discretion 
of the Secretary, such tests are desir- 
able and expedient towards the effi- 
cient administration of the tax laws. 

. 09 Section 1. 441-2(b)(1) of the In- 
come Tax Regulations states that for 
purposes of determining the effective 
date or the applicability of any provi- 
sion of title 26 C. F. R. that is ex- 
pressed in terms of tax years begin- 
ning, including, or ending with 
reference to the first or last day of a 
specified calendar month, a 52-53- 
week tax year is deemed to begin on 
the first day of the calendar month 
beginning nearest to the first day of 
the 52-53-week tax year and is 
deemed to end on the last day of the 
calendar month ending nearest to the 
last day of the 52-53-week tax year, 
as the case may be. 

. 10 Section 1. 442-1(b)(1) of the 
regulations provides that approval for 
a change of a taxpayer's tax year will 
not be granted unless the taxpayer 
and the Commissioner agree to the 
terms and conditions under which the 
change will be effected. In general, a 
change of annual accounting period 
will be approved where the taxpayer 
establishes a substantial business pur- 
pose for making the change. In de- 

ter mining whether a taxpayer 
established a substantial business pur 
pose for making the change, co»id 
eration will be given to the facts and 
circumstances relating to the chang~ 
including the tax consequences of the 
change. 

SEC. 3. SCOPE 

. 01 Expeditious Approval 
(I) Coverage 
Except as provided in section 

3. 01(2), the expeditious approval pro- 
visions contained in section 4 of this 
revenue procedure apply to: 

(a) a partnership, an S corpora- 
tion, a corporation electing to be an 
S corporation, or a personal service 
corporation, if that taxpayer desires 
to retain a fiscal tax year that coin- 
cides with its natural business year, 
as defined in section 4. 01(1); 

(b) a partnership, an S corpora- 
tion, a corporation electing to be an 
S corporation, or a personal service 
corporation, if that taxpayer desires 
to change to a fiscal tax year that 
coincides with its natural business 
year, as defined in section 4. 01(1), 
and such year results in less deferral 
of income to the owners than its 
present tax year; and 

(c) an S corporation (or a corpora- 
tion electing to be an S corporation) 
that desires to adopt, retain, or 
change to a fiscal tax year that 
satisfies the "ownership tax year 
test" set forth in section 4. 01(2). 

(2) Exceptions 
The expeditious approval provi- 

sions of section 4 do not apply to: 
(a) any taxpayer, except as pro- 

vided in 3. 01(3) below, that has used 
section 4 of this revenue procedure to 
adopt, retain, or change its tax year 
at any time within the most recent six 
tax years ending on or before the 
date of application; 

(b) a personal service corporation 
that is seeking to change its tax year 
if that taxpayer makes an S corpora- 
tion election (under section 1362 of 
the Code) for the tax year immedi- 
ately following the short tax year; or 

(c) a partnership, an S corpora- 
tion, a corporation electing to be an 
S corporation, or a personal service 
corporation if that taxpayer, as of 
the date described below, is a partner 
in a partnership, a beneficiary o f 
trust or estate, a United States share 
holder of a controlled foreign corpo 
ration, or a shareholder of a Domes 
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tic International Sales Corporation. 
The date referred to in the preceding 
sentence is: 

(i) in the case of a change in tax 
year by a partnership, S corporation, 
or personal service corporation, the 
last day of the short tax year re- 
quired to effect the change; 

(ii) in the case of an adoption of a 
tax year by a partnership or personal 
service corporation, the last day of 
the first tax year; 

(iii) in the case of an adoption, 
retention, or change of a tax year by 
a corporation electing to be an S 
corporation, the first day of the first 
tax year the taxpayer is an S corpora- 
tion; or 

(iv) in the case of a retention of a 
tax year by a partnership, an S 
corporation, or a personal service 
corporation, the first day of the first 
tax year beginning on or after Janu- 
ary 1, 1987. 

(3) Exception for Ownership Tax 
Year Test 

An S corporation that previously 
met the ownership tax year test may 
use the expeditious approval provi- 
sions in section 4 of this revenue 
procedure in the first year it no 
longer meets the ownership tax year 
test ~ 

. 02 Special Notification 
The special notification provisions 

of section 5 of this revenue proce- 
dure apply to: 

(I) a partnership, an S corpora- 
tion, a corporation electing to be an 
S corporation, or a personal service 
corporation that intends to adopt, 
retain, or change to a calendar year 
or to a fiscal year under section 806 
of the Act; or 

(2) a partnership or an S corpora- 
tion that intends to retain a 
grandfathered fiscal year, as defined 

in section 5. 01(2). 
. 03 Instructions for Any Other 

Taxpayer 
The instructions for any taxpayer 

that desires to adopt, retain, or 
change its tax year but does not 

qualify for either the expeditious ap- 

proval provisions or the special noti- 

fication provisions are contained in 

section 6. 

SEC. 4. EXPEDITIOUS APPROVAL 
PROVISIONS 

. 01 Definitions 

(I) Natural Busmess Year 
For purposes of this section 

4. 01(1), the natural business year of 
a partnership, an S corporation, a 
corporation electing to be an S cor- 
poration, or a personal service corpo- 
ration is determined by the following 
"25-percent test": 

(a) Gross receipts from sales and 
services for the most recent 12-month 

period that ends before the filing of 
the request and that ends with the 
last month of the requested fiscal 
year are computed. This amount is 

divided into the amount of gross 
receipts from sales and services for 
the last two months of this 12-month 
period. 

(b) The same computation as in (a) 
above is made for the two 12-month 
periods immediately preceding the 12- 
month period described in (a). 

(c) If each of the three results 
described in (a) and (b) equals or 
exceeds 25 percent, then the re- 
quested fiscal year is the taxpayer's 
natural business year. 

(d) Notwithstanding (c), if the tax- 
payer qualifies under (c) for more 
than one natural business year, the 
fiscal year producing the highest av- 
erage of the three percentages 
(rounded to I/100 of a percent) 
described in (a) and (b) is the taxpay- 
er's natural business year. 

To apply the 25-percent test de- 
scribed above for any particular year, 
the taxpayer must compute its gross 
receipts under the method of ac- 
counting used to prepare the tax 
returns for such tax year. 

If a taxpayer has a predecessor 
organization and is continuing the 
same business as its predecessor, the 
taxpayer must use the gross receipts 
of its predecessor for purposes of 
satisfying the 25-percent test. If the 
taxpayer (including any predecessor 
organization) does not have a 47- 
month period of gross receipts (36- 
month period for requested tax year 
plus additional 11-month period for 
comparing requested tax year with 
other potential tax years), then it 
cannot establish a natural business 
year under section 4. 01(1) of this 
revenue procedure. 

If the requested tax year is a 
52-53-week tax year, the calendar 
month ending nearest to the last day 
of the 52-53-week tax year shall be 
treated as the last month of the 
requested tax year for purposes of 

computing the 25-percent test de- 
scribed above. 

(2) Ownership Tax Year 
An S corporation or a corporation 

electing to be an S corporation meets 
the "ownership tax year test" if the 
corporation is adopting, retaining, or 
changing to a tax year and share- 
holders holding more than one-half 
of its issued and outstanding shares 
of stock (as of the first day of the 
tax year to which the request relates) 
have, or are concurrently changing 
to, the same tax year. A shareholder 
in an S corporation that desires to 
change its tax year concurrently 
should see the instructions generally 
applicable to taxpayers changing their 
tax years. These instructions are con- 
tained in section 1. 442-1(b)(1) of the 
regulations. 

If, as of the first day of any tax 
year, the S corporation no longer 
meets the ownership tax year test, it 
must change its tax year to a permit- 
ted year by following the instructions 
for a change in tax year contained in 
this revenue procedure. 

. 02 Application 
(I) Instructions 
A partnership, an S corporation, a 

corporation electing to be an S cor- 
poration, or a personal service corpo- 
ration has established, to the satisfac- 
tion of the Secretary, a business 
purpose for the use of a requested 
tax year, if the following two condi- 
tions are met: 

(a) The requested tax year is a 
natural business year as defined in 
section 4. 01(1), or in the case of an S 
corporation or corporation electing to 
be an S corporation, the requested 
tax year satisfies the ownership tax 
year test set forth in section 4. 01(2); 
and 

(b) In adopting, retaining, or 
changing to the requested tax year, 
the taxpayer complies with, and satis- 
fies all the conditions of, section 4 of 
this revenue procedure. 
Approval is hereby granted to any 
such taxpayer to adopt, retain, or 
change to a tax year for which such 
a business purpose has been so estab- 
lished. 

(2) Conditions 
If a partnership, an S corporation, 

a corporation electing to be an S 
corporation, or a personal service 
corporation is relying on section 4 of 
this revenue procedure to adopt, re- 
tain, or change its tax year, that 
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taxpayer must comply with the fol- 
lowing conditions: 

(a) The taxpayer must file a fed- 
eral income tax return for the short 
period required to effect the change 
or adoption or for the retained tax 
year (whichever is applicable) by the 
due date of the return, including 
extensions. 

(b) If a short period is required to 
effect the change, that period shall 
begin with the day following the 
close of the old tax year and shall 
end with the day preceding the first 
day of the new tax year. 

(c) The books of the taxpayer 
must be closed as of the last day of 
the short period in the case of a 
change or adoption that establishes a 
new tax year. Returns for subsequent 
years generally must be made on the 
basis of a full tax year. 

(d) The taxpayer's books and 
records (including financial reports 
and statements for credit purposes) 
must be kept on the basis of the 
retained or new tax year. 

(e) In the case of a personal ser- 
vice corporation, taxable income 
must be annualized and the tax com- 
puted in accordance with the provi- 
sions of section 443(b) of the Code 
and section 1. 443-1(b) of the regula- 
tions. 

. 03 Filing Instructions 
(1) Forms 1128 — Partnerships, S 

Corporations, and Personal Service 
Corporations 

If a partnership, an S corporation, 
or a personal service corporation de- 
sires to change to a tax year that is 
its natural business year as defined in 
section 4. 01(1) or if an S corporation 
desires to change to a tax year that 
meets the "ownership tax year test" 
set forth in section 4. 01(2), that 
taxpayer must effect such change of 
tax year by filing a current Form 
1128, Application for Change in Ac- 
counting Period, with the Director, 
Internal Revenue Service Center, At- 
tention: ENTITY CONTROL, where 
the taxpayer files its income tax 
returns. The Form 1128 must be filed 
on or before the later of (i) the 15th 
day of the second calendar month 
following the close of the short pe- 
riod for which a return is required in 

order to effect the change in account- 
ing period or (ii) September 11, 1987. 

If no short period is created be- 
cause the taxpayer is retaining its 
fiscal year in accordance with section 

4. 01(1) or section 4. 01(2) of this 
revenue procedure, the Form 1128 
must be filed with the Director, In- 
ternal Revenue Service Center, Atten- 
tion: ENTITY CONTROL, where the 
taxpayer files its tax returns. The 
Form 1128 must be filed on or 
before the later of (i) the 75th day of 
the first tax year beginning on or 
after January 1, 1987 or (ii) Septem- 
ber 11, 1987. 

The burden of proof of filing rests 
with the taxpayer. The taxpayer will 
be notified only if the Form 1128 is 
received by the Service Center but 
was not timely filed. The taxpayer 
must also attach a copy of the Form 
1128 to the return filed for the short 
period or, in the case of a retention, 
for the first tax year beginning on or 
after January 1, 1987. 

In order to assist in the processing 
of the retention or change in tax 
year, taxpayers should refer to this 
revenue procedure by either typing or 
legibly printing the following state- 
ment at the top of page 1 of the 
Form 1128: "FILED UNDER REV. 
PROC. 87-32. " 

(2) Forms 2553 — Corporations 
Electing to be S Corporations 

A request to adopt, retain, or 
change to a tax year under this 
section by a corporation electing to 
be an S corporation should be made 
by properly completing Form 2553, 
Election by a Small Business Corpo- 
ration, when the election to be an S 
corporation is filed. If the election is 
valid and the corporation receives 
permission to adopt, retain, or 
change to a tax year ending other 
than December 31, the S corporation 
election shall be effective. If a corpo- 
ration electing to be an S corporation 
desires to use a fiscal year not de- 
scribed in this section, it should 
follow the instructions in section 6. 02 
of this revenue procedure. 

(3) Additional Information to be 
Submitted 

The following additional informa- 
tion should be attached to the Form 
1128 or Form 2553: 

(a) In the case of Form 1128, 
whether the selected tax year repre- 
sents a retention or a change of tax 
year; 

(b) The amount of gross receipts 
for the most recent 47 months for 
the taxpayer (or any predecessor) if 
the taxpayer is retaining or changing 
to a fiscal year on the grounds that 

the requested year is the taxpayer's 
natural business year as defined in 
section 4. 01(1). In the case of Form 
2553, the monthly gross receipts must 
be attached to any Form 2553 filed 
on or after September 11, 1987; and 

(c) In the case of Form 1128, one 
of the following, representations, 
whichever is applicable, signed by a 
partner in the case of a partnership, 
or by an authorized corporate of- 
ficer: — "Under penalties of perjury, I 
represent that [insert 
name of taxpayer) is 

(retaining) 
(changing to) 

[whichever is applicable] a tax year 
that coincides with its natural busi- 
ness year as defined in section 4. 01(1) 
and as verified by its satisfaction of 
the requirements of section 4. 02(1) of 
Rev. Proc. 87-32. " 

"Under penalties of perjury, I 
represent that, as of 
[insert the first day of the tax year to 
which the request relates], sharehold- 
ers holding more than one-half of the 
shares of the stock of 
[insert name of S corporation) have 
the same tax year or are concurrently 
changing to the tax year that [insert 
name of S corporation] is 

(retaining) 
(changing to) 

[whichever is applicable] per this 
statement. " 

In the case of a corporation elect- 
ing to be an S corporation, the 
taxpayer should check the appropri- 
ate box on Form 2553 in order to 
make a corresponding representation. 
SEC. 5. SPECIAL NOTIFICATION 
PROVISIONS UNDER THE ACT 

. 01 Definitions 
(1) Required Tax Year 
For purposes of this revenue proce- 

dure, a "required tax year" is the tax 
year a partnership, an S corporation, 
or a personal service corporation is 
required to use under the Act if that 
taxpayer does not establish a business 
purpose for a different tax year. 

(2) Grandfathered Fiscal Year 
For purposes of this revenue proce- 

dure, a "grandfathered fiscal year" 
is a fiscal year: 

(a) that a partnership or an S 
corporation received permission 
use on or after July 1, 1974; and 

(b) that, as of the date of 
letter granting permission, did 
result in a three month-or-less defer 
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ral of income. Thus, any taxpayer 
with calendar year owners (as of the 
date of the letter granting permission) 
that received permission to use a tax 
year ending September 30, October 
31, or November 30 does not have a 
grandfathered fiscal year. 

. 02 Filing Instructions 
In order to allow the Service to 

process federal income tax returns in 
an efficient manner, taxpayers that 
desire to use a required tax year or a 
grandfathered tax year should indi- 
cate the following: 

(1) In the case of a taxpayer that 
uses a required tax year, the taxpayer 
should type or legibly print at the top 
of the first page of the return for the 
first required tax year, "FILED UN- 
DER SECTION 806 OF THE TAX 
REFORM ACT OF 1986. " The tax- 
payer must file a return on or before 
the due date (including extension) for 
the retained year or for the short 
period (in the case of adoptions and 
changes). Any taxpayer that is re- 
quired to retain the calendar year 
need not notify the Internal Revenue 
Service of such retention. 

(2) In the case of a partnership or 
an S corporation that retains a 
grandfathered fiscal year, that tax- 
payer should indicate such retention 
on its return for the first tax year 
beginning on or after January 1, 
1987. The taxpayer should type or 
legibly print at the top of the front 
page of the return, "GRAND- 
FATHERED FISCAL YEAR. " The 
taxpayer must attach to the return a 

copy of the ruling letter that granted 
it permission to use its present tax 
year. If the taxpayer does not have a 

copy of the ruling letter and it desires 

to retain its present tax year, it must 

apply to retain its fiscal year under 

either section 4 or section 6. 

SEC. 6. INSTRUCTIONS TO 
TAXPAYERS THAT DO NOT 

QUALIFY FOR EITHER 
EXPEDITIOUS APPROVAL 
PROVISIONS OR THE SPECIAL 
NOTIFICATION PROVISIONS 

. 01 Forms 1128 — Partnerships, S 

Corporations, and Personal Service 

Corporations 
(1) Retentions 
If a partnership, an S corporation, 

or a personal service corporation de- 

sires to retain a tax year not de- 

scribed in section 4 or section 5 of 
this revenue procedure, then that 

taxpayer must request permission to 

retain its tax year by filing a Form 

1128 on or before the 75th day of 
the tax year for which the retention 

is to apply. The Form 1128 should be 

filed with the Commissioner of Inter- 

nal Revenue, Washington, D. C. 
20224, Attn: CC:C:4. Before filing 

Form 1128, the taxpayer should refer 

to Rev. Rul. 87-57, page 117, this 

Bulletin. If the taxpayer does not 

receive permission to retain its tax 

year, it must use the calendar year 

(or in the case of a partnership, the 

year prescribed by section 
706(b)(1)(B) of the Code). 

(2) Changes 
If a partnership, an S corporation, 

or a personal service corporation de- 

sires to change to a tax year not 
described in section 4 or section 5 of 
this revenue procedure, then that 
taxpayer must request permission to 
change to the desired tax year in 

accordance with section 1. 442-1(b)(1) 
of the regulations. 

(3) Adoptions 
(a) If a partnership desires to 

adopt a tax year not described in 
section 5 of this revenue procedure, 
then that partnership must request 
permission to adopt the tax year 
in accordance with section 
1. 706-1(b)(4)(ii) of the regulations. 

(b) If a personal service corpora- 
tion desires to adopt a fiscal year, 
then it must request permission to 
adopt by filing Form 1128 on or 
before the 15th day of the second 
calendar month following the close 
of the first tax year for which a 
return is required to effect the adop- 
tion of the tax year. The Form 1128 
should be filed with the Commis- 
sioner of Internal Revenue, Washing- 
ton, D. C. 20224, Attn: CC:C:4. Be- 
fore filing Form 1128, the taxpayer 
should refer to Rev. ' Rul. 87-57. 

. 02 Extension of Time for Filing 
Form 1128 

The due date for filing a Form 
1128 described in section 6. 01 is the 
later of: (i) the date referred to in 
section 6. 01 or (ii) September 11, 
1987. 

. 03 Forms 2553 — Corporations 
Electing to be S Corporations 

If a corporation electing to be an S 
corporation desires to adopt, retain, 
or change to a fiscal year not de- 
scribed in section 4 or section 5 of 
this revenue procedure, then it should 
attach additional material to its S 
corporation election. The additional 

material should satisfy the then- 
effective requirements for a request 
for rulings. See, e. g. , Rev. Proc. 
87-1, 1987-1 C. B. 503. The addi- 
tional material should set forth the 
business purpose for the desired tax 
year. These requests will be for- 
warded by the Service Centers to the 
National Office for consideration. If 
the request is denied, the corporation 
will be required to use the calendar 
year if it chooses be an S corpora- 
tion. 

SEC. 7. GENERAL RULES OR 
PROCEDURES 

. 01 If the taxpayer's year is deter- 
mined by the tax years of the taxpay- 
er's owners, then for purposes of 
determining the tax year that the 
taxpayer is required to use, the tax 
years of the owners are considered to 
be the tax years that the Act requires 
those owners to use. 

For example, Y, a personal service 
corporation as defined in section 
441(i), uses a tax year ending Janu- 
ary 31. Y is a partner of PRS1, a 
calendar year partnership. Y has a 
greater than 50 percent interest in the 
profits and capital of PRS1. Y is 
required under section 806(c) of the 
Act to change to a calendar year for 
its tax year beginning February 1, 
1987, For purposes of determining 
the tax year which PRSI is required 
to use, the tax year of Y is consid- 
ered to be the calendar year. Based 
on the above facts, PRS1 is required 
to retain the calendar year as its tax 
year under the Act. PRS1 may not 
first change to a tax year ending 
January 31, 1987, and then subse- 
quently change to a tax year ending 
December 31, 1987. 

. 02 If, because of a change in a 
partnership's or S Corporation's tax 
year required by the Act, a partner 
or shareholder is required to report 
in any one tax year of the partner or 
shareholder income from more than 
one tax year of the partnership or S 
corporation, then the partner or 
shareholder may account for its share 
of income in excess of expenses for 
the short tax year of the partnersh'. p 
or S corporation by including a rat- 
able portion of that share in each of 
its first four tax years beginning with 
the year in which ends the first tax 
year of the partnership or S corpora- 
tion that begins after December 31, 
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1986. The partner or shareholder 
may, however, elect to include that 
share entirely in the year in which the 
partnership's or S corporation's short 
tax year ends. 

For example, PRS2, a partnership 
with a tax year ending September 30, 
is required by the Act to change its 
tax year to a calendar year. All of 
the partners of PRS2 are individuals 
that use a calendar year for tax 
purposes. PRS2 is required to change 
to a calendar year for its tax year 
beginning October 1, 1987, and to 
file a return for the short tax year 
ending December 31, 1987. Under 
section 806(e) of the Act, each part- 
ner's distributive share of the income 
in excess of expenses of PRS2 for the 
short tax year ending December 31, 
1987, shall be taken into account 
ratably by that partner in each of 
that partner's first four tax years 

beginning with the partner's 1987 tax 
year. However, each partner may 
elect to include all of that excess 
amount in that partner's 1987 tax 
year. 

SEC. 8. LATE FILING OF FORM 
1128 

Any taxpayer described in section 4 
or section 6 of this revenue proce- 
dure that does not timely file Form 
1128 to adopt, retain, or change its 
tax year may request relief under 
section 1. 9100-1 of the regulations. 
See section 1. 9100-1(a)(3) of the reg- 
ulations and section 2 of Rev. Proc. 
79-63, 1979-2 C. B. 578. Applications 
received beyond 90 days after the 
time required by this revenue proce- 
dure for filing Form 1128 will be 
considered to jeopardize the interest 
of the Government and, except in 

very unusual and compelling circum- 
stances, will not be approved. 

SEC. 9. EFFECT ON OTHER 
REVENUE PROCEDURES 

Rev. Proc. 83-25 is modified and 
as modified is superseded. If any 
revenue procedure or revenue ruling 
makes reference to Rev. Proc. 83-25, 
a reference to this revenue procedure 
should be appropriately substituted. 

As a result of section 806 of the 
Act, Rev. Proc. 74-33 is clarified to 
provide that a natural business year, 
as defined in the revenue procedure, 
is not the sole factor used to deter- 

mine if a business purpose has been 
satis fied. All factors, including the 
deferral of income to the owners, 
will be considered in making such 
determination. 

Rev. Proc. 72-51 is obsoleted. 

SEC. 10. EFFECTIVE DATE 

This revenue procedure is effective 
for adoptions, retentions, and 
changes of a tax year in which the 
requested tax year begins on or after 
January 1, 1987. 

SEC. 11. MONITORING OF THE 
25-PERCENT TEST 

This revenue procedure sets forth a 
test (the 25-percent test), the purpose 
of which is to identify those taxpay- 
ers with genuine business reasons for 
using a fiscal tax year. If the Service 
determines that the 25-percent test is 
not achieving that purpose, the Ser- 
vice may modify the requirements of 
this procedure. First, taxpayers using 
a fiscal year on the basis of a natural 
business year under section 4. 01(1) of 
this revenue procedure may be re- 
quired periodically to demonstrate 
the continued existence of such a 
year. Second, different requirements 
may be issued under which taxpayers 
must demonstrate a natural business 
year to establish a business purpose. 
Such new requirements may apply to 
taxpayers seeking to retain a tax year 
previously granted under this revenue 
procedure. 

SEC. 12. INQUIRIES 

Inquiries in regard to this revenue 
procedure should refer to its number 
and should be addressed to the Com- 
missioner of Internal Revenue, Atten- 
tion: CC:C:4, 1111 Constitution Ave- 
nue, N. W. , Washington, D. C. 20224. 

26 CFR 601. 105: Examination of returns 
and claims for refund, credit, or abatement; 
determination of correct tax liability. 
(Also Part I, Section 1059. ) 

Rev. Proc. 87-33 

SECTION 1. PURPOSE 

The purpose of this revenue proce- 
dure is to provide guidance to corpo- 
rate taxpayers on how to make the 
election under section 1059(c)(4) of 
the Internal Revenue Code and how 
to establish the fair market value of 

stock for purposes of that election. 
This revenue procedure sets forth an 
automatic procedure to value certain 
stocks and informs taxpayers unable 
to use that automatic procedure how 
to establish the fair market value of 
the stock to the satisfaction of the 
Secretary. 

SEC. 2. BACKGROUND 

Section 1059(a)(1) of the Code gen- 
erally provides that if any corpora- 
tion receives any "extraordinary divi- 
dend" with respect to any share of 
stock and the corporation has not 
held the stock for more than 2 years 
before the "dividend announcement 
date, " the basis in the stock held by 
the corporation shall be reduced (but 
not below zero) by the "nontaxed 
portion" of the dividend. 

Section 1059(a)(2) of the Code pro- 
vides that, in addition to any gain 
recognized under normal income tax 
rules, there shall be treated as gain 
from the sale or exchange of any 
stock for the taxable year in which 
the sale or disposition of the stock 
occurs an amount equal to the aggre- 
gate nontaxed portions of any ex- 
traordinary dividends with respect to 
the stock that did not reduce the 
basis of the stock by reason of the 
limitation on reducing basis below 
zero. 

Under section 1059(b) of the Code, 
the nontaxed portion of any dividend 
generally equals the amount of the 
dividend not taxed because of a 
corporate shareholder's dividends re- 

ceived deduction under section 243, 
244, or 245. 

Under section 1059(c)(1) of the 

Code, the term "extraordinary divi- 
dend" means any dividend with re- 
spect to a share of stock if the 
amount of the dividend equals or 
exceeds the "threshold percentage" 
(5 percent for preferred stock, 10 
percent otherwise, and specified in 
section 1059(c)(2)) « the taxpayer's 
adjusted basis in the share of stock. 
Under section 1059(c)(3)(A), all divi- 
dends that are received by a taxpayer 
with respect to any share of stock 
and that have "ex-dividend dates" 
within the same period of 85 consec- 
utive days are treated as one 
dend. Moreover, under section 
1059(c)(3)(B), all dividends that are 
received by a taxpayer with respect t to 
any share of stock and that ave 
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ex-dividend dates during the same 
period of 365 consecutive days are 
treated as extraordinary dividends if 
the aggregate of the dividends ex- 
ceeds 20 percent of the taxpayer's 
adjusted basis in the stock (deter- 
mined without regard to section 
1059). 

Section 1059(c)(4) of the Code pro- 
vides that if the taxpayer establishes 
to the satisfaction of the Secretary 
the fair market value of any share of 
stock as of the day before the ex- 
dividend date, the taxpayer may elect 
to apply sections 1059(c)(1) and (3) 
by substituting this value for the 
taxpayer's adjusted basis. 

Section 1059(d)(4) of the Code de- 
fines the term "ex-dividend date" as 
the date on which the share of stock 
becomes ex-dividend. 

Section 1059(d)(6) of the Code de- 
fines the term "dividend announce- 
ment date, " with respect to any 
dividend, as the date on which the 
corporation declares, announces, or 
agrees to, the payment of the divi- 
dend, whichever is the earliest. 

Under section 614(f) of the Tax 
Reform Act of 1986, 1986-3 (Vol. 1) 
C. B. 171, section 1059(c)(4) of the 
Code applies to dividends declared 
after July 18, 1986, in tax years 
ending after that date. 

SEC. 3. AUTOMATIC 
VALUATION PROCEDURES 

The procedures in this section ap- 

ply only to stocks that are publicly 
traded on a national or regional 
stock exchange or on the NASDAQ 
system. 

For purposes of the election under 
section 1059(c)(4) of the Code, the 

closing price of the stock on the day 
before the ex-dividend date estab- 
lishes, to the satisfaction of the Sec- 

retary, the fair market value of the 

stock as of the day before the ex- 

dividend date. If there were no sales 

of the stock on the day before the 

ex-dividend date, the mean of the bid 

and asked prices on the day before 
the ex-dividend date establishes the 

fair market value of the stock as of 
the day before the ex-dividend date. 

For stock listed on more than one 

exchange, the price of the stock on a 
composite listing of the combined 

exchanges must be used if the records 

are set forth in a generally available 

listing or publication of general circu- 

lation. If a composite listing of com- 

bined exchange prices is not avail- 

able, the records of the price on the 

exchange where the stock is princi- 

pally traded must be used. 

SEC. 4. VALUATION 
PROCEDURES FOR STOCKS 
THAT ARE NOT PUBLICLY 
TRADED ON A NATIONAL OR 
REGIONAL STOCK EXCHANGE 
OR ON THE NASDAQ SYSTEM 

A corporate taxpayer who wishes 

to make the election under section 

1059(c)(4) of the Code but to whom 

the procedures in section 3 of this 
revenue procedure do not apply must 

comply with sections 4. 01 and 4. 02 in 

order to establish the fair market 
value of the stock to the satisfaction 
of the Secretary. 

. 01 A taxpayer must request from 
the Internal Revenue Service a writ- 
ten determination of the stock's fair 
market value. The request should be 
sent to the Corporation Tax Division, 
Internal Revenue Service, Washing- 
ton, D. C. 20224, Attn: Branch 5, 
must include a proposed determina- 
tion of the stock's fair market value, 
and must be supported by a credible 
appraisal that follows the guidelines 
contained in Rev. Rul. 59-60, 1959-1 
C. B. 237, as amplified by Rev. Rul. 
77-287, 1977-2 C. B. 319, Rev. Rul. 
80-213, 1980-2 C. B. 101, and Rev. 
Rul. 83-120, 1983-2 C. B. 170. The 
request must be made no later 
than: (1) 60 days after the close of 
the tax year containing the ex- 
dividend date at issue (or the last of 
the ex-dividend dates at issue if the 
election is made for purposes of 
section 1059(c)(3)), or (2) September 
18, 1987, whichever is later. The 
request must comply with section 8 
(Instructions To Taxpayers) of Rev. 
Proc. 87-1, 1987-1 C. B. 503 (or, if 
applicable, the corresponding section 
of the most recent successor revenue 
procedure). 

. 02 The Corporation Tax Division 
will respond with a letter indicating 
what fair market value has been 
established to the satisfaction of the 
Secretary for purposes of section 
1059(c)(4). When the Service's re- 
sponse is received by the taxpayer, it 
is to be retained in the taxpayer's 
records. 

SEC. 5. ELECTION PROCEDURE 
If a tax year contains an ex- 

dividend date (or the last of the 

ex-dividend dates at issue if the elec- 
tion is made for purposes of section 
1059(c)(3)) and the taxpayer wishes to 
make an election under section 
1059(c)(4) and this revenue proce- 
dure, the taxpayer must attach the 
statement described in this section 
(Election Statement) to its federal 
income tax return for such year. The 
top of the Election Statement should 
contain the words "ELECTION 
FI LED UNDER SECTION 
1059(c)(4)"; and the Election State- 
ment must include the following in- 
formation: (1) the taxpayer's name, 
address, and taxpayer identification 
umber; (2) identification of the stock; 
(3) the amount of the dividend(s); (4) 
the number of shares of stock; and 

(5) the ex-dividend date(s). 

. 01 A taxpayer to whom the auto- 
matic procedures described in section 
3 apply must include in the Election 
Statement the following additional 
information: (6) closing price of the 
stock or, if applicable, the mean of 
the bid and asked prices of the stock 
on the day before the ex-dividend 
date(s); and (7) identification of the 
publication that sets forth the com- 
posite listing, principal exchange list- 
ing, or NASDAQ listing used. 

. 02 A taxpayer to whom the proce- 
dures described in section 4 apply 
and who has received the Service's 
response referred to in section 4. 02 
must include with the Election State- 
ment a copy of the Service's response 
to the request for a written determi- 
nation of the fair market value. 

. 03 A taxpayer to whom the proce- 
dures described in section 4 apply 
and who, at the time its tax return is 
filed, has not received the Service's 
response referred to in section 4. 02 
must include in the Election State- 
ment the following additional mate- 
rial: (6) the proposed fair market 
value of the stock in the written 
request; and (7) a representation that 
the letter requesting the proposed fair 
market value was filed with the Cor- 
poration Tax Division (the represen- 
tation must specify the date the re- 
quest was mailed). 

SEC. 6. EFFECTIVE DATE 
This revenue procedure applies to 

all dividends declared after July 18, 
1986, in tax years ending after that 
date. 
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l. Electronic/Magnetic Media Re- 

turns 

1. Overview 
This Revenue Procedure sets the 

specifications for the 1987 Elec- 
tronic/Magnetic Media Filing Pilot of 

Tax Year 1986 U. S. Partnership Re- 
turns of Income, Forms 1065. It is 
issued solely to document the proce- 
dures for the filing period that has 
just been completed. In this Pilot, 
qualified tax return filers will trans- 
mit return information to the Inter- 

nal Revenue Service over communica- 
tion lines, or via approved magnetic 
tape. Filers will retain related paper 
documents (taxpayer declarations, 
etc. ) for submission to IRS every 
week. 

To participate in this Pilot, filers 
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must follow all requirements and 
specifications in this Revenue Proce- 
dure and must provide a signed state- 
ment to that effect (see attachment 
III). Filers will also have to success- 
fully complete a test transmission or 
provide a correct test tape by Febru- 
ary 28, 1987. The data for the test 
will be provided by the Service. Ap- 
proval to participate will be for 1987 
only. Specifications and application 
procedures for 1988 will be issued in 
mid-1987. 

The Service reserves the right to 
revoke the electronic/magnetic filing 
privilege of any preparer/transmitter 
who varies from these requirements 
and specifications or does not consis- 
tently transmit error-free returns. 

2. Composition of an Electronic/ 
Magnetic Return 

a. An electronic/magnetic tape re- 
turn consists of data transmitted to 
the Service via electronic means or 
on magnetic tape and data filed with 
the Service on paper documents. In 
total, an electronic/magnetic return 
must contain the same information as 
a comparable return filed entirely on 
paper documents. 

b. For the 1987 pilot, data trans- 
mitted electronically or on magnetic 
tape is limited to entries from the 
returns and schedules listed below. 

1. Form 1065 — U. S. Partnership 
Return of Income. 

2. Schedule D — Capital Gains & 
Losses 

3. Schedule K — Partners' Shares of 
Income, etc. 

4. Schedule K-1 — Partner's Share 
of Income, etc. 

5. Form 3468 — Computation and 
Investment Credit 

6. Form 4562 — Depreciation and 
Amortization 

7. Form 4797 — Gains & Losses 
from Sales, etc. 

8. Form 8308 — Report of Sale or 
Exchange of Certain Partnership In- 

terests 
c. The non-electronic/magnetic 

tape portion of the return consists of 
the following: 

(1) Form 8453-P, U. S. Partnership 
Declaration for Magnetic Media/ 
Electronic Filing, which is required 

for all electronic returns. 

(2) Other documents containing re- 

quired signatures or supporting infor- 

mation, such as Form 8271, Investor 

Reporting of Tax Shelter Registration 

Number, or elections made under 

various sections of the IR Code such 

as Section 266 or 754. 
(3) Any other documents which 

(a) are not required by the Service, 

(b) are not IRS forms or sched- 
ules, 

(c) are not covered in (2) above, 

(d) are included as supporting ma- 
terial. 

(4) Also, in certain instances a 
signed copy of the paper tax return 
will have to be attached. (See para- 
graph VI below). 

d. The non-electronic/magnetic 
tape material described in sub- 
paragraph 2. c above must be stapled 
to the Taxpayer Declaration (Form 
8453-P). 

3. Exclusions 
The following types of returns are 

excluded from the 1987 pilot. 
a. Those returns with remittance. 
b. Amended or Corrected returns. 

(Even if the return being amended 
was filed on magnetic tape or elec- 
tronically). Only one electronic/mag- 
netic tape return should be filed for 
any taxpayer for the filing season. 

c. Returns containing Forms or 
Schedules not listed above. 

d. Returns for any tax period 
other than January 1, 1986 to De- 
cember 31, 1986. 

e. Returns transmitted by a filer 
not approved by the Service for 
electronic/magnetic tape filing. 

f. Returns completed after April 
15, 1987, even if the taxpayer has 
secured an extension. 

g. Returns with dollars and cents 
entries (even dollars only accepted). 

h. Returns filed under Sections 
6020B, 501(d), or 761(a). 

i. Nominee returns. 
j. Returns with any dollar amount 

equal to or greater than $10 billion. 
k. Returns with a "Power of At- 

torney" 

II. Filer Eligibility Requirements 

A participating filer must meet the 
following qualifications: 

1. have substantial experience with 
the use of computers to process tax 
return data, either directly or through 
a service bureau. 

2. if filing electronically, have sub- 
stantial communication experience 
under IBM 3780 RJE bi-synchronous 
protocol at 4800 BAUD through a 

dial-up modem, or associate with an- 
other firm which has such experience. 

3. will observe all requirements of 
this Revenue Procedure. 

III. Advertising Standards 

1. Advertising Restrictions 
Preparers/transmitters of electronic 

or magnetic tape returns, with respect 
to their capability to file returns 
electronically or on magnetic tape, 
shall comply with the advertising and 
solicitation provisions of 31 C. F. R. 
Part 10 (Treasury Department Circu- 
lar No. 230). Such provisions pro- 
hibit the use in any way or participa- 
tion in the use of any form of public 
communication containing a false, 
fraudulent, misleading, deceptive, un- 
duly influencing, coercive or unfair 
statement or claim. The prohibition 
includes, but is not limited to, state- 
ments pertaining to the quality of 
services rendered unless subject to 
factual verification, claims of special- 
ized expertise not authorized by State 
or Federal agencies having jurisdic- 
tion over the preparer/transmitter, 
and statements or suggestions that 
the ingenuity and/or prior record of 
a preparer/transmitter rather than the 
merit of the matter are principal fac- 
tors likely to determine the result of 
the matter. In addition, advertising 
must not imply a special relationship 
with the Internal Revenue Service. 

2. Communications 
Communications, including fee in- 

formation, shall be limited to profes- 
sional lists, telephone directories, 
print media, permissible mailings, ra- 
dio and television. In the case of 
radio and television broadcasting, the 
broadcast shall be pre-recorded and 
the practitioner shall return a record- 
ing of the actual audio transmission. 

3. IRS Endorsement Must Not Be 
Implied 

Approval to participate in the pro- 
gram does not imply endorsement 
by the Internal Revenue Service of 
the computer software or quality of 
services provided. Therefore, any 
public communication in which a 
preparer's electronic/magnetic tape 
filing capability is referenced whether 
through publication or broadcast, 
must clearly indicate that IRS accep- 
tance of the preparer for electronic/ 
magnetic tape filing does not consti- 
tute an endorsement or approval of 
the quality of tax preparation services 
provided. 
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IV. Taxpayer Declarations (Form 
8453-P) 

1. Prior to submitting an elec- 
tronic/magnetic tape return, a filer 
must obtain the taxpayer's signature 
on a declaration form (see attach- 
ment I). In addition, the filer must 
obtain all other documents currently 
required to be filed with returns. 
Note: Partners authorized to sign for 
more than one partnership may sign 
a consolidated Form 8453-P. (See 
attachment IV) 

The declaration will serve the fol- 
lowing purposes: — authenticate the return. — authorize the filer to file the 
return on behalf of the partnership. — provide a transmittal for the 
associated paper documents that will 

be stapled to the declaration. — authorize the filer to transmit via 
a third-party transmitter. 

2. If any one of the amounts on 
the declaration differs from corre- 
sponding amounts on the return by 
more than $25. 00 the filer will be 
required to file a corrected declara- 
tion or file a corrected return. If a 
taxpayer declaration is determined to 

be missing, the filer must expedi- 
tiously provide a signed form; other- 
wise the return will be considered 
unsigned and unfiled. 

3. Filers must use the official 
Form 8453-P or a substitute form 
which duplicates the official form in 
size, format, language and contents. 
Note: See attachment IV — Consoli- 
dated 8453-P Declaration. 

4. After the declaration has been 
properly executed, including the tax- 
payer and filer signatures, the filer 
will transmit the electronic/magnetic 
tape portion of the return to the 
Service in accordance with Service 
specifications (see Section VI for sig- 
nature requirements). By transmitting 
the electronic/magnetic tape portion 
of the return to the Service the filer 
is stipulating that the declaration has 
been executed and that the official 
descriptions of each entry of the 
electronic/magnetic tape return apply 
(i. e. , retained copies do not contain 
any unauthorized caveats). 

5. The filer will assign a unique 14 
digit Declaration Control Number 
(DCN) to each Form 8453-P. Its 
structure will be as follows: 

Position 

1-2 
3-7 

8-13 
14 

6. The DCN must be recorded in 
the upper right hand corner of the 
Form 8453-P for each taxpayer. Hy- 
phens must appear between the 2nd 
and 3rd, 7th and 8th and 13th and 
14th digits. 

(e. g. 00-12345-678910-7) 

V. Filing of Electronic/Magnetic 
Media Returns and Distribution of 
Copies 

1. The Service will advise elec- 
tronic/magnetic tape filers when they 
can begin to file electronic/magnetic 
tape returns. This will be as early in 
the filing period as possible, but only 
after all the programs, equipment, 
and facilities related to electronic/ 
magnetic tape filing have been thor- 
oughly tested. Until this notification 
has been issued, electronic/magnetic 

tape returns will not be accepted by 
the Service. 

2. Similarly, if the electronic/mag- 
netic tape filing system breaks down 
for a potentially length period, the 
Service will advise filers to discon- 
tinue electronic/magnetic tape filing 
until they are notified by the Service 
that the problem has been resolved. 

3. To Be Filed With The Service. 
a. Participating filers must trans- 

mit to the Service all electronic/mag- 
netic tape data, all taxpayer declara- 
tions, and all other materials 
described in Section I. 2. c above. 

b. The filer will maintain the doc- 
uments referred to in Section I. 2. d in 
DCN order and place them in the 
folders (to be provided by the IRS) 
in groups of 100. 

c. Beginning on January 30, 1987, 

Comments 

These two digits must be "00". 
The Electronic/Magnetic Media Filer Identification Number 
(EFIN). This is a unique number assigned by the IRS to each 
participating filer. The first two digits will always be the Dis- 
trict Office code. 
A sequential number assigned to each return by the filer. 
This digit must be "7". 

and every week thereafter through 
the end of the filing period, 
electronic or magnetic tape filer will 

send this material to the Andov« 
Service Center, in accordance with 

shipping instructions described in 

paragraphs V. 3. d-k below. No Form 
8453-P may be sent to the Service 
for any electronic/magnetic tape re- 
turn that has not been acknowledged 
as received by the Service. Each 
shipment should include forms for all 
electronic/magnetic tape returns filed 
during that period which have been 
acknowledged by the Service. 

d. A Form 1332, Block and Selec- 
tion Record, (see attachment II), 
must be the first item inside each 
folder. The Service will provide these 
forms. Record the last DCN at the 

top of the form as illustrated in 
attachment II. If a return has been 
rejected or not acknowledged by the 
Service (see Section XI), pull the 
applicable Forms 8453-P from the 
folder and circle the last two digits of 
the sequential number for each such 
form not included in the folder. If 
rejected or unacknowledged returns 
are subsequently transmitted, the ap- 
plicable Forms 8453-P must be 
renumbered, and a new DCN issued. 

e. The paper documents in each 
folder must be maintained in ascend- 
ing sequence following the Form 
1332. The first DCN must be re- 
corded on the tab of the folder. 

f. Place folders in the IRS Stand- 
ing Type 3 Cartons (to be provided) 
so that the identifying sequence num- 
ber information appearing on the tab 
is visible from the open end of the 
container. 

g. The sequence of folders in the 
carton is from right to left, beginning 
with the lowest number. The top of 
the returns must always be at the 
open end of the container. Number 
and ship boxes in strict DCN se- 

quence. 
h. Place the lids provided on the 

cartons and seal with gummed tape 
which is at least 2 inches wide. 

i. Ship cartons to: Internal Reve- 
nue Service, Andover Service Center, 
P 0 Box 311, Andover, MA 01810, 
Stop 108 D SUPERB 

j. The initial supply of shipping 
materials will be forwarded 
to your offices. If additional supplies 
are needed, contact the Management 
SuPPort Branch of the Andover Ser 
vice Center at 617-681-5428 (not a 
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toll free number). 
k. Cartons should be shipped via a 

carrier that will ensure receipt at the 
service center within two days of 
shipment. 

4. To Be Retained By The Filer- 
The filer must retain a copy of the 
material furnished to the taxpayer. 
The filer copy of the electronic mate- 
rial (described in Paragraph 1. 2. b) 
may be retained on magnetic tape. In 
addition, the filer must retain the 
acknowledgment file or hard copy 
received from the Services to facili- 
tate taxpayer inquiries. The retention 
period for this material must be 
consistent with IRC 6107. 

5 ~ To Be Provided To The Tax- 
payer — The filer must furnish the 
taxpayer with a printed copy of all 
material filed with the Service cov- 
ered in Paragraphs 1. 2. b and 1. 2. c. 
In addition, the filer should advise 
the taxpayer to retain copies of mate- 
rials which the taxpayer provided to 
the filer. The copy of the electronic/ 
magnetic tape material described in 
Paragraph I. 2. b can be contained on 
replicas of official forms or on forms 
designed by the filer. If the latter, 
data entries must be referenced to the 
line numbers on official forms. 

VI. Electronic/Magnetic Media Filer 
Requirements and Responsibilities 

1. The Service will accept elec- 
tronic/magnetic tape returns only 
from filers who have been approved 
for electronic/magnetic tape filing. 

2. Normally the electronic/mag- 
netic tape filer must be identified on 
the electronic/magnetic tape return as 
the paid preparer, and must also sign 
the Form 8453-P as the preparer. 

3. If an electronic/magnetic tape 
filer accepts returns prepared by oth- 
ers solely for purposes of electronic/ 
magnetic tape input, this will be 
considered to come under the "me- 
chanical assistance" exception de- 
scribed in Treasury Regulation 
301. 7701-15(d)(1), and hence the ap- 
proved firm will not be considered to 
be a paid preparer for purposes of 
301. 7701. However, in these cases the 
following requirements must be met: 

a. The electronic/magnetic tape 
filer must sign the Form 8453-P as 
the transmitter, and obtain the tax- 
payer's signature on that same form. 

b. The return must meet all of the 
consistency tests required for any 
other electronic/magnetic tape return. 

However, the minor correction provi- 
sions in VI. 5 are not applicable. The 
taxpayer or the filer must correct the 
source material prior to submission. 
If the electronic/magnetic tape filer 
corrects any material, the electronic/ 
magnetic tape filer becomes the re- 

turn preparer. 
c. A signed copy of the tax return 

must be attached to the Form 
8453-P. 

d. A filer may not transmit returns 
submitted by another paid preparer 
for transmission. A filer may trans- 
mit returns submitted by the tax- 

payer, even if they are prepared by 
another paid preparer. 

4. If electronic/magnetic tape re- 

turns are transmitted to the Service 
via a communications company, and 
the communications company does 
not alter the return information, the 
Service will consider the actions of 
the approved filer as a permissible 
disclosure under Treas. Reg. 
301. 7216-2h, and will consider the 
actions of the communications com- 
pany as an "auxiliary service" under 
Treas. Reg. 301. 7216-1(b)(2)(i)(B). 

5. If an electronic/magnetic tape 
return is corrected in a non-sub- 
stantive way after the taxpayer's sig- 
nature has been obtained on Form 
8453-P, but before transmission to 
the Service, it will not be necessary 
for the filer to obtain the taxpayer's 
signature on a new Form 8453-P, 
provided the following conditions are 
met: 

a. The corrections do not affect by 
more than $25. 00 any of the amounts 
included on the Form 8453-P signed 
by the taxpayer. 

b. The non-substantive changes are 
limited to corrections of arithmetic 
errors, inconsistencies due to round- 
ing, and corrections of spelling er- 
rors. 

6. Once an electronic/magnetic 
tape return is submitted, it cannot be 
recalled or intercepted in process. 
Hence, if either the filer or the 
taxpayer wishes to change any en- 
tries, an amended return must be 
filed, in the form of a paper docu- 
ment. 

7. The filer must promptly satisfy 
Service requests to resolve problems 
relating to missing or inconsistent 
Forms 8453-P and provide copies of 
such forms within three workdays 

upon request by the Service. 
8. The filer must provide access to 

all materials that the filer is required 
to maintain for the purpose of ensur- 
ing compliance with the retention 
requirements of this Revenue Pro- 
cedure. 

VII. Electronic Filing Communica- 
tions Requirements 

1. These procedures will only ap- 
ply to this limited pilot and may not 
be relevant when this project is ex- 
panded in subsequent years. 

2. Returns can be transmitted by 
individual firms, preparers or by 
communication firms acting for 
preparers. For purposes of this sec- 
tion both will be termed transmitters. 
The Internal Revenue Service will 
arrange a schedule of days and times 
when approved transmitters may 
transit return data in the format 
covered in this Revenue Procedure. 
Normally, all data communications 
will be over the Public Telephone 
Switching Network to the Andover 
Service Center. However, if a firm 
prefers to provide a dedicated line 
for transmission of its data it should 
contact the Technology Research Of- 
fice at (202) 376-0388. Telephone 
numbers, specific password conven- 
tions and a test transmission schedule 
will be developed between the IRS 
and transmitters at a later time. 

3. All data communications over 
the Public Telephone Switching Net- 
work between transmitters and the 
Service wil! be accomplished using 
the following requirements: 

a. 4800 BAUD line speed. 
b. EBCDIC or ASCII character 

code. 
c. IBM 3780 communications pro- 

tocol. 
d. Half-duplex, Synchronous Bell 

compatible dial-up MODEMs. 
e. Line-level and system-level secu- 

rity (passwords). 
4. Transmitters will be responsible 

for the security of all transmitted 
data. Transmittals will not be consid- 
ered filed returns until they success- 
fully pass through the IRS Electronic 
Filing pre-processing computer. 

5. The receipt date of the elec- 
tronic record will constitute the "re- 
ceived date" of the return for the 
purpose of determination of timely 
filing, if it is acknowledged by the 
IRS as an accepted return. 
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6. Returns Prepared on April 15th. 
All electronic returns must be re- 
ceived by April 15 in order for the 
returns to be timely filed. 

7. A filer transmitting both Forms 
1065 and Forms 1041 must use sepa- 
rate transmissions. 

VIII. Magnetic Tape Specifications 

In most instances, the Service will 
be able to process any compatible 
tape files. Compatible tape files must 
meet the following: 

1. Type of tape — 0 5 inch 
(12. 7mm) wide, computer grade mag- 
netic tape on reels of up to 2400 feet 
(731. 52m) within the following speci- 
fications: 

a. Tape thickness — 1. 0 or 1. 5 mils 
b. Reel diameter — 10. 5 inch 

(26. 67cm), 8. 5 inch (21. 59cm), or 7 
inch (17. 78cm) 

2. Interrecord gap — 3/4 inch 
3. 9 channel EBCDIC (Extended 

Binary Coded Decimal Interchange 
Code) with odd parity and 1600 or 
6250 bits per inch density, or 
9 channel ASCII (American Standard 
Coded Information Interchange) with 
odd parity and 1600 or 6250 bits per 
inch density. 

IX. Overview of Electronic Transmis- 
sion Procedures (See appendices A 
and B for all record formats. ) 

The following sequence of events 
will constitute a tax return data 
transmission session: 

1. The Andover Service Center will 
call the transmitter during the sched- 
uled time and initiate the authentica- 
tion procedure. 

2. When the transmitter has been 
authenticated, the transmitter will 
place a data call, and a tax return 
transmission session will commence. 
Data transmission costs are borne by 
the transmitter. 

3. Each transmitter sending session 
will consist of no more than approxi- 
mately 30 minutes line time. If more 
returns are available for transmission, 
they must be sent in subsequent 
transmissions. If a single session of 
30 minutes or less is interrupted, it 
must be re-initiated from the begin- 
ning; there is no checkpoint capabil- 
ity at the IRS site. 

4. The IRS Service Center will 
continue to poll the transmitter for 
returns after each session until the 
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final record is sent by the transmit- 
ter. After receiving the final record, 
the IRS Service Center will break the 
connection. 

X. Magnetic Tape Shipping Proce- 
dures 

All filers shipping their returns via 
magnetic tape must ensure delivery to 
the address specified in V. 3. i. The 
receipt date of the magnetic tape will 
be the receipt date of the return 
unless the return is not acknowledged 
by IRS. 

XI. Acknowledgment of Returns 

Each transmission of a file of 
electronic/magnetic tape returns will 
be acknowledged to the transmitter 
as soon as possible after successful 
receipt. The transmitter should imme- 
diately match the acknowledgment 
file back to the original file transmit- 
ted. Any tax return transmitted 
which is not acknowledged will have 
been bypassed by the Service due to 
transmission or file format problems 
and must be resubmitted to be con- 
sidered a filed return. Any return not 
acknowledged as received by the ser- 
vice will be considered not filed. 

Note: Any transmitter who re- 
ceives acknowledgments for returns 
which were not transmitted on the 
designated transmission or who does 
not receive transmission of an Ac- 
knowledgment File must contact the 
Andover Service Center at 617-681- 
5428. (Not a toll-free number). 

Returns filed electronically will be 
acknowledged via an electronic trans- 
mission. Returns filed on magnetic 
tape will be acknowledged by a 
hardcopy printout mailed to the filer. 

XII. Production Monitoring 

The Service will continually moni- 
tor the quality of each participant's 
transmissions to ensure that quality is 
kept at an acceptable level. 

It is understandable that a filer's 
first few submissions will have more 
problems than will later ones. There- 
fore, an extensive review of a filer's 
initial submissions will be performed. 
Subsequent files will then be mea- 
sured for marked improvement. At a 
minimum, transmitter's subsequent 
files should have a minimum of 950to 
of its returns acceptable and process- 
able. 

lf a filer is unable to attain an 
acceptable level of quality, its filing 
authorization may be revoked. 

Once a firm's authorization 
been revoked, it will be left to the 
Service Center Director's determina- 
tion whether the filer's authorizatio n 

will be reinstated 
A filer's transmissions will con- 

tinue to be monitored throughout the 
filing season to ensure that an ac- 
ceptable level of quality is main- 
tained. 

XIII. Evaluation Requirements 

To assist the Service in evaluation, 
participants will be asked to compile 
their reactions to electronic/magnetic 
tape filing, reactions of their clients 
to electronic/magnetic tape filing, 
statistics on the number of taxpayers 
eligible for electronic/magnetic tape 
filing and the number of electronic/ 
magnetic tape returns filed. This in- 
formation will be sent to the service 
in June 1987. The Service will pro- 
vide forms for these purposes at a 
later date. 

The Service will share with the 
participants the resultant evaluation 
report. 

Appendix A — Electronic/Magnetic 
Tape 

Return File Specifications 

Summary 

The sequence of record transmis- 
sions is as follows: 

1. TRANS record (this record 
identifies the transmitter). 

2. Tax Return records (including 
all form, schedule, and statement 
records). 

3. Summary record. 
4. RECAP record. 
For electronic filers this sequence 

will be repeated for each transmission 
session of approximately 30 minutes. 

For electronic filers the sequence 
of the acknowledgment transmission 
is as follows: 

1. The original TRANS record. 
2. An ACK record for each recog- 

nizable return received. 
3. The original RECAP record 

plus counts for accepted and rejected 
returns. 

For magnetic tape filers compara- 
ble data will be printed on hardcopy 
and shipped to the filer. 

I. General Description 

a. The IBM byte count convention 
is required. This convention is for a 



four byte counter to precede each 
block and a four byte counter to 
precede each logical record. 

b. The first record on a transmit- 
ted file (the TRANS record) contains 
information regarding the transmitter 
and file format. This record should 
be followed by the records compris- 
ing the tax returns being transmitted. 
The last record on a transmitted file 
(the RECAP record) will provide 
balancing counts of returns. 

c. A tax return will consist of a 
variable number of fixed-field 
records. The size and format of the 
logical record for each page of each 
form, schedule etc. , are specified 
herein. In addition, a variable 
field/record format option is accept- 
able. See details under Variable 
Length Option. 

d. Maximum-sized physical record 
(i. e. , block) is 4500 characters. physi- 
cal records may be of varying lengths 
but the logical records described 
herein may not be broken between 
physical records. 

e. Each logical record should con- 
tain all data fields pertaining to one 
printed page of an official form, 
schedule or continuation statement. 
The logical record therefore contains 
either an entire form, schedule or 
statement, or a logical part (i. e. , a 

page) of a form, schedule or state- 
ment. The complete tax return must 

consist of all logical records pertain- 

ing to it in the following sequence: 

Return, Schedules, Forms, State- 
ments and Summary. Schedules must 

be in alphabetical sequence and 

forms must be in numeric sequence. 
Return, Schedule, Form, and State- 
ment Records may contain additional 

sequential Page Records if they con- 

sist of more than one printed page. 

(Pages are only numbered within a 

form schedule or statement, not 

across the return. ) All records must 

appear in the proper sequence, with 

the space provided on the printed 
form or schedule. See details under 
Statement Record Layout in V II, 
below. 

h. All money fields are 11 charac- 

ters, 10 numerics followed by the 

sign character. Money fields contain- 

ing no significant data must be filled 

with spaces, by filers using fixed 
formats. Significant numeric charac- 

ters should . be right justified, and 
zero filled. Dollar signs, decimal 
points, or other non-numeric charac- 
ters are not permitted. The right- 
most position of any negative money 
field must contain the negative sign; 
for positive fields this position is 
always blank. Money fields must be 
all whole dollars (no cents). 

i. A summary record will be the 
final record for each tax return. This 
record will contain electronic/mag- 
netic tape filer identification data and 
counts of the Schedules, Forms and 
Statements included in the return and 
indicators for paper documents re- 
tained by the electronic/magnetic 
tape filer for subsequent transmission 
to the IRS. 

j. Except where designated, do not 
enter blanks or spaces between data 
elements. 

k. The file should be unlabeled (no 
standard header or trailer records). 

l. Each file must contain only 
complete returns. 

m. All alphabetic data must be in 

upper case only. 
n. Assign a 7 digit number to each 

K-I (Seq 4003) in ascending order. 
Following is the format of each 

record. 

I I. TRA NS Record 

The first record on each file is the 
TRANS record which wi!1 contain the 
following (for this purpose, Trans- 
mitter is the firm handling the data 
communication): 

the proper control information and 

the counts of the schedules and 

forms must balance to the Summary 

Record or the return will be rejected. 
f. The first logical record for a tax 

return (i. e. , the Return Record for 

page 1 of the tax form) will include 

the tax period and return type and a 
unique 16-digit field for user-assigned 

return transmission number which 

will include the electronic/magnetic 
tape filers identification and the date, 
time and sequence of the transmitted 
return. This 16 digit Return Sequence 
Number appears in the RETURN 
record and consists of the following 
fields: 

(1) Electronic/Magnetic Tape Filer 
Identification Number (EFIN) (5 
characters) 

(2) EFIN suffix for optional use 

by electronic filers (2 characters) 

(3) Julian date of transmission (3 
characters) 

(4) Transmission sequence number 
for the given Julian date (2 charac- 
ters) 

(5) Sequential number assigned to 
the return (4 characters) 

g. If the number of data items 
appearing on the same line exceeds 
the number that can be contained in 

the space provided in the printed 
forrp or schedule, the data must be 
provided on a separate continuation 
statement (STM) record. The total 
should be entered in the base return 
and the details in the statement 
record. The first line entry for the 
continued item on the base form or 
schedule record itself shall read 
"STMbnn ("nn" being the applicable 
statement number). All of the appli- 
cable entries must then be on the 
statement record and cannot be split 
between the continued item record(s) 
and the statement. Statements can 
only be used by the electronic/ 
magnetic tape filer when the open- 
ended item cannot be contained in 

Field¹ Identification 

(I) 
(2) 
(3) 
(4) 
(5) 
(6) 
(7) 
(g) 
(9) 
(10) 

Record I. D. 
Transmitter Name 
EIN of Transmitter 
Address 
City, State, Zip Code 
Area Code, Telephone Number 

Type Transmitter (Preparer's Agent or Preparer) 
Reserved 
Reserved 
Transmission Date 

Length 

5 

35 
9 

35 
35 
10 
16 
6 

12 
6 

Description 

Value "TRANS" 
Alphanumeric 
Numeric 
Alphanumeric 
Alphanumeric 
Numeric 
Alphanumeric 
Blank 
Blank 
MMDDYY 
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Field Identification Length Description 

(11) 
(12) 
(13) 
(14) 
(15) 

Electronic Transmitter Identification Number 
Julian Date of Transmission 
Transmission Sequence Number for Julian Date in (12) 
RESERVED 
Record Type 

7 Numeric 
3 Numeric 
2 Numeric 
1 

1 F = fixed, V = variable length option 

III. Variable Length Option 

The variable format will be indi- 
cated by a "V" in the Record Type 
field of the initial (TRANS) Record 
for a file. In this format the data 
field is preceded by the applicable 
field identification number shown in 
specific record layouts. The field 
identification number is enclosed with 
field delimiters ([]). These characters 
will also enclose the control informa- 
tion (i. e. , Record I. D. field) which 
begins each return, schedule or form 
record. 

The beginning of record control 
information remains in the same 
fixed format shown; the individual 
data fields need only contain the 
significant data (i. e. no leading zeros 

or trailing spaces). The Summary and 
Statement records, which are not 
keyed to field numbers, must be full 
length expanded records but must 
still be enclosed in field delimi- 
ters. 

Each variable record will end with 
a Record Terminus Character (¹). 
IMPORTANT: THE FOLLOWING 

THREE CHARACTERS "[", "]", 
and "¹" ARE RESERVED AS 
DELIMITERS AND MAY NOT AP- 
PEAR AS DATA CHARACTERS. 
The basic record would follow this 
format. 

[RECORD ID FIELD] [1st field 
number] DATA 

[Next field number] DATA . . . ¹ 

] = ASCII 
[ = ASCII 
¹ = ASCII 

93 
91 
35 

173 decimal 
159 decimal 
123 decimal 

AD hexadecimal 
BD hexadecimal 
7B hexadecimal 

IV. Tax Return Record have a new page record with the 

Page Number incremented. These 
The Page 01 record for each tax 

return starts with the following 12 records will each begin with Fields 

fields. Each page of the return will 1-9 below. 

Field Identification Length Description 

(I) 
(2) 
(3) 
(4) 
(5) 
(6) 
(7) 
(8) 
(9) 

(10) 
(11) 

***Begin 
(12) 

(13) 

***Begin 
(14) 

Record ID 
Filler 
Return Type 
Filler 
Page Number 
Filler 
Tax Period 
Filler 
Employer 
Identification 
Filler 
Master File Tax Code 
(MFT) 
data fields here for pages 
Sequence Number 

Declaration Control 
Number 
data fields here for Page 
Data Fields 

3 
I 
6 
1 

4 
1 

4 
1 

9 

after Page 
16 

14 

01 

gpss 

various 

Value "RET" 
Blank 
Alphanumeric; Valid Value "1065bb" 
Blank 
Value "PG01", format PGnn, "nn" will increment for each printed page 
Blank 
Value "8612", YYMM 
Blank 
9 Numerics ( &001010000) 

Blank 
Must be 06 

01+++ 
Return Transmission Sequence Number (See item f. under General 
Description) 
Assigned by electronic filer to taxpayer declaration and related paper 
documents 

Page data fields 

V. Schedule Record 

The second record or series of records is the Schedule Record. Each page of a schedule will have a new Schedule 
Record with the Page Number incremented. This record should appear in alphabetic order by Schedule type. 

Field Identification Length Description 

(I) 
(2) 
(3) 
(4) 
(5) 
(6) 
(7) 
(8) 

Record ID 
FILLER 
Schedule Type 
FILLER 
Page Number 
FILLER 
EIN 
Data fields 

3 
1 

2 
1 

4 
1 

9 
Various 

Value "SCH" 
Blank 
Alphanumeric (left justified) Values "Db", "Kl", etc. 
Blank 
Value "PGnn" nn = 01 to 99 
Blank 
Employer Identification Number 
Page data fields 
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Field Identification Length 

(1) 
(2) 
(3) 
(4) 
(5) 
(6) 
(7) 
(8) 

Record ID 
FILLER 
Form Number 
FILLER 
Page Number 
FILLER 
EIN 
Data fields 

3 
1 

6 
1 

4 
I 
9 

various 

VII. Statement Record 

The statement record is the fourth 
series of records after Returns, 
Schedules and Forms. Statement 
records are used to continue a field 
or related series of fields which ap- 
pear on the same print line. Each 
statement is given a sequential num- 
ber beginning with 01. The first data 
field of the line item(s) being contin- 
ued will contain "STMbnn" with 
"nn" being the sequential statement 
number. Each statement will consist 
of a series of records with LINE 
NUMBERS of 01 up to 50 for each 
sequential PAGE NUMBER. 

VI. Form Record 

The third series of records after 
Returns and Schedules are the Form 
records. They should appear in nu- 

meric order by form number. Each 

page of a form will have a new Form 

Record with the Page Number 
incremented. 

Descri pti on 

Value "FRM" 
Blank 
Alphanumeric (left justified) 
Blank 
"PGnn" nn = 01 to 99 
Blank 
Employer Identification Number 

Page 1 data fields 

After the control information there 
will be 80 characters of data for each 
line. The first line record (LN01) for 
each page of a statement will contain 
only the title of the item(s) being 
continued. The second line of each 
page (LN02) will contain the column 
titles for tabular data. For continu- 
ous non-tabular data this line will be 
blank. 

The third line record (LN03) con- 
tains up to eight pairs of two digit 
counters giving the field length and 
beginning displacement from the left 
margin for printing of each related 
field occurring in the same print line. 

(e. g. , if a 20 position description and 
a 12 position amount are to be 
positioned beginning in columns 15 
and 40, the record would contain 
"20151240"). Each following state- 
ment record from "LN04" on will 

contain, left-justified, the related 
data fields in the same format as 

they appear in the base layout. 
The tabular column titles will be 

spaced in the same format as would 

be printed on a blank continuation 
page. Related contiguous fields which 
would have appeared as a single print 
line on the basic form or schedule 
shall also appear on the same state- 
ment line record, left justified, begin- 
ning with the fourth line record 
("LN04") on. The first data field 
for a table or a group of related line 
entries must contain the "STMbnn" 
for the entire table (i. e. , part of the 
table cannot appear on the form and 
part in a statement). 

Only fields marked with an asterisk 
in the record layout may contain 
"STMbnn". Fields marked with an "" sign in the record layout must 
contain "STMbnn" on the record 
and the related data entries must 
appear on a statement. 

Field Identification Length Description 

(I) 
(2) 
(3) 
(4) 
(5) 
(6) 
(7) 
(8) 
(9) 
(10) 
(11) 

Record ID 
FILLER 
Statement Number 
FILLER 
Page Number 
FILLER 
Line Number 
FILLER 
EIN 
Sequential K-1 ¹ 
Data Record 

3 
I 

2 
1 

4 
1 

4 
1 

9 
7 

80 

Value "STM" 
Blank 
nn Value 01-99 
Blank 
Value "PGnn" nn = 01 to 99 
Blank 
LNnn, nn = 01-50 
Blank 
EIN 
Numeric (K-1 only) 
Statement Title if "LN01"; column Titles and tab settings or blank 
if "LN02"; Digit counters giving field length & displacement if 
"LN03", otherwise left justified field(s) from record being 
continued 

VIII. Summary Record 

The final record for each tax return is the summary record. (A "1" in the paper document indicator field shows that 
the paper document specified is a part of the return, and has been attached to the Taxpayer Declaration Form 
8453-P, ) The format is as follows: 

Field Identificati on Length Description 

(I) 
(2) 
(3) 
(4) 
(5) 
(6) 

Record ID 
FILLER 
Taxpayer's EIN 
Name of Preparer 
Preparer's SSN 
Preparer Self-Employment Indicator 

3 
1 

9 
35 
9 
1 

Value "SUM" 
blank 
Employer Identification Number 
Alphanumeric 
Numeric 
Alphanumeric ("X" if self employed), 
otherwise blank 
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Field Identification Length Description 

(7) 
(8) 
(9) 
(10) 
(11) 
(12) 

(13) 
(14) 
(15) 
(16) 
(17) 

Preparer Firm EIN 
Preparer Firm Name 
Firm's City 
Firm's State 
Firm's Zip 
Number of Logical Records in Tax Return (incl 
Summary) 
Number of Schedules 
Number of Forms 
Number of Statements 
Paper Document Indicator I 

Paper Document Indicator 2 

9 
35 
20 

2 
9 
7 

Numeric 
Alphanumeric 
Alphanumeric 
Alpha 
Numeric 
Numeric 

(0000000-9999999 "SCH or bbbbbbb) 
(000-999 "FRM" of bbb) 
(0000000-9999999 "STM" or bbbbbbb) "I" = Form 8271 Attached else "0" 
"1" = Other paper document attached, 
else "0" 

(18) Reserved 
(19) Reserved 

IX. RECAP Record 

The final record on each file is the RECAP record. This record will contain a count of all returns in the file by 
type, and by a grand total. The format is as follows: 

Field Identification Length Description 

(1) 
(2) 
(3) 
(4) 
(5) 
(6) 
(7) 

(8) 
(9) 
(10) 
(11) 
(12) 
(13) 

(14) 

Record ID 
Reserved 
Reserved 
Reserved 
Reserved 
Total Return Count 
Total Logical Data Records (not including 
TRANS and RECAP) 
Reserved 
Reserved 
Reserved 
Electronic Transmitter Identification Number 
Julian date of transmission 
Transmission sequence number for Julian date 
in (12) 
Transmitter User Area 

5 
6 
6 
6 
6 
6 

12 

50 

Value "RECAP" 

Filler (alphanumeric) 

X. Format of the Acknowledgment 
File 

The acknowledgment will be a 
transmission of a file consisting of 
the TRANS record submitted by the 
transmitter, an acknowledgment 
("ACK") record for each recogniz- 
able return transmitted and the origi- 
nal "RECAP" record information 
submitted, plus counts for accepted, 
rejected and duplicate records. For 
each transmission file sent during a 
transmission session, a separate ACK 
file will be transmitted back to the 
sender. 

Further, if an ACK record contains 
an "R" in the Acceptance Code 
field, the return has been rejected 
due to a fatal error involving the 

return format, internal consistency, 
or data errors in a key field, and 
must also be corrected and resubmit- 
ted to the IRS to be considered as a 
filed return. The IRS will provide 
additional information on the rejects 
to aid the transmitter in correcting 
the errors (see Section XI). 

If an ACK record contains a "D" 
in the Acceptance code field, the 
return has been identified as a dupli- 
cate record, i. e. , a return record has 
been previously transmitted and ac- 
cepted for that EIN. 

Any tax return with an "A" in the 
Acceptance Code field has been ac- 
cepted as a filed tax return and will 

be processed from that point in the 
same manner as a return originally 

submitted on a paper document. This 
does not imply that the return will 

pass all IRS service center validity 
checks or post to the IRS Master File 
without delays. 

The acknowledgment file can be a 
separate transmission or can precede 
or follow a return file transmission. 
For magnetic tape filers, the ac- 
knowledgment file will be a hard 
copy printout. 

The first record on the acknowl- 
edgment file will be the same 
TRANS record as the first record of 
the tax return file being acknowl- 
edged. (see TRANS Record format 
above). For each recognizable tax 
return in the transmission an ACK 
record will be generated. 
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XI. The format for the ACK record is as follows: 

Identification Field Length Description 

Value "ACK" 
Item 3, Return Record (See IV. Tax Return 
General Specs. ) 
Numeric 
Numeric 
Alphanumeric 

(I ) Record ID 
(2) Return Type 

Employer Identification No. 
Electronic Filer Identification Number (EFIN) 
Preparer's use to further identify originating 
office. 
Julian date of transmission from originating 
office. 
Transmission sequence number for date 
specified in (6) 
Sequential number assigned return for 
transmission sequence in (7) 
Reserved 
Acceptance Code 

(3) 
(4) 
(5) 

3 Numeric 

2 Numeric 

4 Numeric 

(6) 

(7) 

(8) 

(9) 
(10) 

Numeric 
Value "A" Accepted "R" Rejected "D" 
Duplicate 
(MMDDYY) 
Time of Acceptance 

10 
1 

(11) 
(12) 
(13) 

Date Accepted 
Time Accepted 
Error Counters 
(a) Internal Inconsistency 
(b) Control Data Error 
(c) Key Field Data Error 

2 Numeric 00-99 
2 Numeric 00-99 
2 Numeric 00-99 

Error Counter Explanation 
(a) Internal Inconsistency - The return's total number of records, forms, schedules or statements do not 
balance to totals in Summary Record or left bottom line entries for schedules and forms do not coincide 
with return carry forward entries. 
(b) Control Data Error Erroneous data or sequence error(s) found in analyzing the control information at 
the beginning of each logical record. 
(c) Key Field Data Error Data found in a key field (not security) in accordance with valid ranges specified 
herein or significant data present in prohibited fields. 

Field 

(I) 
(2) 
(3) 
(4) 
(5) 
(6) 
(7) 
(8) 
(9) 
(10) 
(11) 
(12) 

Identification 

Record ID 
Reserved 
Reserved 
Reserved 
Reserved 
Total Return Count 
Total Return Records 
Reserved 
Reserved 
Reserved 
Total Returns Accepted 
Total Returns Rejected 

XIII. Data Valida(ion and Rejection 
Criteria 

The following data controls must 

be adhered to or the return shall be 

rejected: 

XII. Acknowledgment Recap Record 

After the ACK records, the final 
record of the file will be the RECAP 
record which is the final record of 
the tax return file being acknowl- 
edged with the addition of counts for 
accepted and rejected returns. 

Format of the Acknowledgment 
File RECAP Record 

Fields 1-10 are identical to those in 
the RECAP record originally trans- 
mitted. Fields 11 and 12 are the total 
returns accepted and rejected (counts 
of "A" and "R" codes from ACK 
record field 10, Acceptance Code). 

Length Descripti on 

5 
6 
6 
6 
6 
6 

12 
12 
6 
6 
6 
6 

VALUE "RECAP" 
NUMERIC 

A. The data records must be in 
the following sequence: 

(1) Return Record (must be first 
record for each 1065) 

(2) Schedule Records other than 
K-1's (optional) 

(3) Form Records (optional) 
(4) Statement Records (Statements 

not related to K-1's) 
(5) Schedule K-I records 

(6) Statement Records for K-1's 
(optional) 

Record pairs (5) and (6) above 
are repeated for each K-1 in return. 

(7) Summary Record (must be fi- 
nal record for each return. 

Note: The K-I Statement record 
should always contain statement ¹99 
(STMb99), and an additional field 
containing the sequential K-1 number 
(Seq ¹010) assigned to the K-1 to 
which it relates. 

B. Page records must be consecu- 
tive and sequential. 

C. Schedule records must be in 
ascending alpha sequence. 

(1) Schedule D 

(2) Schedule K 
D. Form records must be in as- 

cending numeric sequence. 
(1) Form 3468 
(2) Form 4562 
(3) Form 4797 
(4) Form 8308 
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SEQ ¹ Title 
320 Net Farm Profit 

Line ¹ 
8 

J. There must be no significant 
data present for the following fields 
from Schedule K: 

SEQ ¹ Title 
012 Income or loss 

Rental Real Estate- 
FY FILER 

014 Income or loss 
Other Rental-FY 
Filer 

Line ¹ 
lb 

lc 

E. The Employer Identification 
Number must be numeric and be 
consistent throughout all data records 
for a tax return. 

F. The tax period must be 
"8612". 

G. The format and content of the 
record identification information 
which begins each type of record 
must be exactly as presented in the 
input specifications. 

H. Statement records do not have 
to be consecutive or in sequence but 
each statement number reference oc- 
curing in a data field ("STMbNN") 
must have a corresponding statement 
record. A statement record may be 
referenced only once, except for K-1 
Statements. 

I. There must be no significant 
data present for the following fields 
from the Form 1065 record: 

SEQ ¹ 
016 

112 

114 

116 

118 

140 

172 

174 

Title 
Portfolio Income 
not reported on 
K-1. FY Filer 
Low Income 
Housing Credit-FY 
Filer 
Rehab. Credit - FY 
Filer 
Credits related to 
rental activity other 
than 1 lb or I lc 
Credits related to 
rental activity other 
than lib, llc, lid 
Gross farming or 
fishing income 
Accel-Dep personal 
property placed in 
service after 
12-31-86- FY-Filer 
Passive Loss- FY 
Filer 

Line ¹ 
ld 

lib 

llc 

lid 

lie 

13b 

14c 

14d 

SEQ ¹ 
043 

046 

Title 
Does partner 
materially 
participate in 
parnership FY-Filer 
Does partner 
actively participate 
in parnership FY- 
Filer 

Line ¹ 
A 

A 

K. There must-be-no significant 
data present for the following fields 
from Schedule K-I: 

SEQ ¹ 
160 

162 
164 

242 

246 

342 

344 

346 

370 

402 

404 

244 

Title 
Did Partner is 
ownershtp incr 
Percentage Increase 
Did Partnership 
start or acquire new 
activity 
Income or Loss 
from rental real 
estate- FY Filer 
Portfolio income 
not reported on K-1 
Low income 
housing credit 
Rehab. credit FY 
Filer 
Credit Related to 
rental activity other 
than lib or 1lc FY 
Filer 
Gross farming or 
fishing income 
Accel-Dep on 
Personal Prop. 
placed in service 
after 12-31-86. FY 
Filer 
Passive Loss. FY 
Filer 
Income or Loss 
from other rental 
activety- FY Filer 

Line ¹ 
Gl 

Gl 
Gl 

lb 

Id 

Ilb 

llc 

11d 

13b 

14c 

14d 

lc 

L. There must be 

Sch/Form 
Sch. D 
Sch. D 
Frm 4797 
Frm 4797 
Frm 4797 
Frm 4797 
Frm 4797 
Frm 4797 
Frm 4797 
Frm 4797 
Frm 4797 
Frm 4797 
Frm 4797 
Frm 4797 
Frm 4797 
Frm 4797 
Frm 4797 
Frm 4797 
Frm 4797 
Frm 4797 
Frm 4797 
Frm 4797 
Frm 4797 
Frm 4797 
Frm 4797 

no significant entry for the fields of the Schedules 

Title 
Short-term capital gain from Form 6252 
Long-term capital gain from Form 6252 
Gain from Form 4686 
Section 1231 gain from Form 6252 
Net gain or loss from Form 4684- LOSS 
Net gain or loss from Form 4684- GAIN 
Ordinary gain from installment sales 
From Form 6252 Indiv. Return Loss 
Indiv. Return Gain/Loss 
Sec 291 Amount, Prop A 
Sec 291 Amount, Prop B 
Sec 291 Amount, Prop C 
Sec 291 Amount, Prop D 
Sec 1252, Prop A 
Sec 1252, Prop B 
Sec 1252, Prop C 
Sec 1252, Prop D 
Sec 1252, Prop A 
Sec 1252, Prop B 
Sec 1252, Prop C 
Sec 1252, Prop D 
Sec 1252, Prop A 
Sec 1252, Prop B 
Sec 1252, Prop C 
Sec 1252, Prop D 

Seq ¹ 
390 
780 
170 
180 
480 
490 
500 
518 
520 
1120 
1130 
1140 
1150 
1200 
1210 
1220 
1230 
1240 
1250 
1260 
1270 
1280 
1290 
1300 
1310 

and Forms specified below. 

Line ¹ 
2 
6 
2 
3 
Pt II 13 
Pt II 13 
Pt II 14 
17(b)1 
17(b)2 
25f A 
25f B 
25f C 
25f D 
26a A 
26a B 
26a C 
26a D 
26b A 
26b B 
26b C 
26b D 
26c A 
26c B 
26c C 
26c D 
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Sch/Form 
Frm 3468 
Frm 3468 
Frm 3468 

Frm 3468 
Frm 3468 

Frm 3468 
Frm 3468 

Frm 3468 
Frm 3468 

Frm 3468 
Frm 3468 

Frm 3468 
Frm 3468 
Frm 3468 
Frm 3468 
Frm 3468 
Frm 3468 
Frm 3468 
Frm 3468 
Frm 3468 
Frm 3468 
Frm 3468 

Title 

Certified Historic Structure 
250to of line Saiii 
Transition Property placed in service after 12-31-86 30 

year building 
10070 of line Sbi 
Transition property placed in service after 12-31-86 40 

year building 
13 /0 of hne Sbn 
Transition property placed in service after 12-31-86 
Cert. Hist. Structure 
250to of line Sbiii 
Rehab. property placed in service after 12-31-86 Pre 
1936 building 
100to of line Sci 
Rehab. property placed in service after 12-31-86 Cert. 
Hist. Structure 
200to of line Scii 
Tax Liability Limitations 
Tax Liability Limitations 
Income Tax liability as adjusted 
Smaller of line 11 or 25000 
Line 11 more than 25000 
Investment credit limitation 
Total allowed credit 
Solar Energy Prop. FY Filer 
Bio-Mass Wind FY Filer 
Ocean Thermal FY Filer 

Line ¹ 
5aiii 
Saiii 
Sbi 

Sbi 
Sbii 

Sbii 
Sbiii 

5biii 
Sci 

Sci 
5cii 

5cii 
9 
10 
11 
12a 
12b 
13 
14 
SchB 4a 
SchB 4b 
SchB 4c 

Seq ¹ 
260 
265 
270 

272 
274 

276 
278 

280 
282 

284 
286 

288 
350 
360 
370 
380 
390 
400 
410 
590 
600 
610 

Title 
Cost of Goods Sold and/or 
Operations 
Net Gain (loss) 
Depreciation 

330 
470 

9 4797 
19a 4562 

516 
490 

M. The following fields must be equal (comparison of bottom line of 
line): 

Line From 1065 Record 

SEQ¹ I. ine ¹ Sch/Form SEQ ¹ 
240 2 Sched. A 620 

Title 
Cost of Goods Sold 

Line ¹ 
7 

Combine Gain/losses 
Total Depreciation 

17 
10 

schedule or form with return carry-forward 

SEQ¹ 
810 

Line From Schedule D 
Title Line ¹ Sch/Form SEQ ¹ 
Net long term gain (loss) from 9 Sched. B 700 
lines 5, 6, 7, & 8 Form 1065 

Title 
Net long term Capital gain or 
loss 

N. The format of the TRANS and 

the RECAP record must correspond 
exactly to that shown herein. Pro- 
gram accumulators will be main- 

tained which correspond to the 

counters shown in the RECAP 
record. If they disagree at the end of 
processing the entire transmission will 

be rejected. 
O. Accumulators will be main- 

tained when processing each set of 
records for a tax return which corre- 

sponds to the counters in the SUM- 

MARY record. If they disagree, the 

return will be rejected. 
P. Foreign address returns are not 

permitted. 
Q. Business Code Number (Seq. ¹ 

075) and the Number of Partners 

(Seq ¹ 120) must be present. 

XIV. Special Instructions for Enter- 
ing Partnership's Name and Address 

These instructions must be care- 
fully followed to avoid delaying re- 
turns for error conditions. They must 
be included in electronic filers' pro- 
grams as consistency tests and in the 
data entry instructions. 

1. Name Line I 
A. Only alphabetic characters, nu- 

merics, spaces the ampersand (&) and 
hyphen (-) may appear in Name Line 
l. 

B. Only one intervening space may 
separate any component of a name 
line. 

C. All apostrophes and any other 
punctuation characters, unless previ- 
ously mentioned must be omitted 

from names and the alphabetic char- 
acters shifted to the left in their place 
(e. g. , O' Shea = OSHEA). 

Parentheses illustrate last name 
of taxpayer with primary EIN. 

2. Instructions for Street Address 
and Name Line 2 

A. Only alphabetic and numeric 

characters, ampersand (&), hyphen 
(-), percent (Oto), slash (/) and spaces 
appear in the Street Address and 
Name Line 2 fields. 

B. Name Line 2 will be used for 
street addresses that require two lines 
or "In Care Of" address. An "In 
Care of" address must be indicated 
by a percent character (/0) followed 
by the name which is in care of 
delivery. 
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C. Enter the house number and 
street, route number, post office box, 
or box number. 

D. Abbreviate words requiring 
standard abbreviations unless the 
word is a proper name. 

Examples 
South Court Street 
Circle Drive 
Lane Building 
Northeast Street 
Third Street 
3 Ave. 

Enter As 
S COURT ST 
CIRCLE DR 
LANE BLDG 
NORTHEAST ST 
THIRD ST 
3RD AVE 

E. If two addresses are present 
enter the address shown immediately 
above or before the city and state '" 
the Street Address field. The remain 
ing address should be entered in the 
Name Line 2 field. 

Example 1: 

Enter As: 

Example 2: 

Enter As: 

J. Lamb & H. Lamb Ptrs 
801 N. Erie Street 
P. O. Box 1502 
Toledo, OH 43603 
J LAMB & H. LAMB PTRS 
801 N ERIE ST 
PO BOX 1502 
J. Lamb & H. Lamb Ptrs 
P. O. Box 1502 
801 N. Erie St. , Toledo, OH 
J LAMB & H LAMB PTRS 
PO BOX 1502 
801 N ERIE ST 

(First Name Line) 
(Second Name Line) 
(Street Address) 

43603 
(First Name Line) 
(Second Name Line) 
(Street Address) 

F. Enter college, building, post office branch as the address if no mailing address is given. 
G. If "In Care Of" is the mailing address, use the symbol ' 0'" followed by a space, 

Example: 

Enter As: 

J. Lamb & H. Lamb Ptrs 
In Care of Alice B. Smith 
801 Brown St. 
J LAMB & H LAMB PTRS 
'r/0 ALICE SMITH 
801 BROWN ST 

(Name Line 1) 
(Name Line 2) 
(Street Address) 

H. Do not use "¹" symbol, 
"No. ", and "Number" as a prefix 
to a house, apt. , route, or P. O. Box. 

I. Always add st, nd, rd, th, to a 
numbered street or avenue. Exam- 
ples: 1 = 1ST; 2 = 2ND; 3 = 3RD, 
etc. 

J. Enter 1/2 as 1/2 (no spaces). 
K. Plurals for street, road, avenue, 

apartment, etc. , will be entered as 
STS, RDS, AVES, APTS, etc. 

L, Omit the letters "APO" and 
"FPO" for address. ZIP code MUST 
be nine (9) digits, left justified. 

M. Space for all hyphens and peri- 
ods in the address line. 

N. Always use the following street 
abbreviations: 

WORD 
and 
Air Force Base 
Apartment 
Avenue 
Boulevard 
Building 
Care of, or In care of 
Circle 
Court 
Drive 
East 
General Delivery 
Highway 
Lane 
North 
Northeast, N. E. 
Northwest, N. W. 
One-Half 

Parkway 
Place 

ABBR. 
& 
AFB 
APT 
AVE 
BLVD 
BLDG 

CL 
CT 
DR 
E 
GEN DEL 
HWY 
LN 
N 
NE 
NW 
1/2 (all fractions, space before and 

after the number, i. e. , 1012 
1/2 ST) 

PKY 
PL 
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WORD 
Post Office Box, P. O. Box 
Route, Rte. 
Road 
R. D. , Rural Delivery, RFD, R. F. D. , 

R. R. or Rural Route 
South 
Southeast, S. E. 
Southwest, S. W. 
Street 
Terrace 
West 

ABBR. 
PO BOX 
RT 
RD 
RD 

S 
SE 
SW 
ST 
TER 
W 

3. Instructions for City-State and 
Zip Code Fields 

A. The City-State field may con- 
tain only alphabetic or numeric char- 
acters, ampersand, percent, slash or 
spaces. 

B. The City-State field consists of 
the city followed by a slash and the 

valid code abbreviation with no inter- 

vening spaces between the city and 

state (e. g. , NEW YORK/NY). 

C. The following standard abbrevi- 

ations for STATE CODE and corre- 

sponding three high order zip code 
digits must always be used. 

STA TE 
Alabama 
Alaska 
American Samoa 
Arizona 
Arkansas 

California 
Caroline Isis 
Colorado 
Connecticut 
Delaware 
District of Columbia 
Florida 

Georgia 
Hawaii 
Idaho 
Illinois 
Indiana 
Iowa 
Kansas 
Kentucky 

Louisiana 

Maine 

Mariana Isis 
Maryland 

Marshall Isis 
Massachusetts 
Michigan 
Minnesota 
Mississippi 
Missouri 
Montana 

A bbr. 
AL 
AK 
AS 
AZ 
AR 

CA 
TT 
CO 
CT 
DE 
DC 
FL 

GA 
HI 
ID 
IL 
IN 
IA 
KS 
KY 

LA 

ME 

TT 
MD 

TT 
MA 
MI 
MN 
MS 
MO 
MT 

Zip Code 
350-369 
995-999 

967 
850-865 
716-729 
(75502) 
900-966 

969 
800-816 
060-069 
197-199 
200-205 
320-340 
& 342 

300-319 
967-968 
832-838 
600-629 
460-479 
500-528 
660-679 
400-427 
(45275) 
700-714 
(71749) 
039-049 
(03801) 

969 
206-219 
(20331) 

969 
002, 010-027 

480-499 
550-567 
386-397 
630-658 
590-599 

STA TE 
Nebraska 
Nevada 
New Hampshire 
New Jersey 
New Mexico 
New York 

North Carolina 
North Dakota 
Ohio 
Oklahoma 
Oregon 
Pennsylvania 
Rhode Island 

South Carolina 
South Dakota 
Tennessee 
Texas 

Utah 
Vermont 
Virginia 

Washington 
West Virginia 

Wisconsin 
Wyoming 
Puerto Rico 

Virgin Islands 
Guam 

Abbr. 
NE 
NV 
NH 
NJ 
NM 
NY 

NC 
ND 
OH 
OK 
OR 
PA 
RI 

SC 
SD 
TN 
TX 

UT 
VT 
VA 

WA 
WV 

WI 
WY 
PR 

VI 
GU 

Zip Code 
680-693 
890-898 
030-038 
070-089 
870-884 
004-005 
090-098 
100-149 
(06330) 
270-289 
580-588 
430-459 
730-749 
970-979 
150-196 
027-029 
(06379) 
290-299 
570-577 
370-385 
750-799 
(73949) 
840-848 
050-059 
220-246 
(20041) 
(20370) 
(20301) 
980-994 
247-268 
(49936) 
530-549 
820-831 
006-007 

009 
008 
969 

- Special Instructions for Determin- 

ing the IRS Name Control Field 
A. The Name Control consists of 

the first four significant characters of 

an individual's last name if the part- 
nership's name is a series of individu- 
als' names, or the first four signifi- 
cant characters of the name of the 

partnership if the name is a business 
name. Disregard blanks between let- 
ters in the last name. Omit punctua- 
tion marks, titles and suffixes. 
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Examples 

Par(nership Name 
Shamrock, Shinleaf and Smartweed 
Bones and Bones Attorneys at Law 
James En & Robert Yee 
J. Lamb & H. Lamb Ptrs. 
En, En Yee & Yee 
James, Mary, and John Grey 
Black and White Associates 
Bernard Black Associates 
Three Stars Legal Services 
J & H Lamb, Attorneys at Law 
Alley and Avenue Realtors 

Name Control 
SHAM 
BONE 

EN 
LAMB 

EN 
GREY 
BLAC 
BERN 
THRE 
LAMB 
ALLE 

The name control consists of the 
first four positions. Valid characters 
are A-Z, 0-9, Hyphen (-), amper- 
sands (&), and blank. The first posi- 

tion cannot be blank, nor can there 
be intervening blanks between charac- 
ters. Partnership names are reported 
in several ways. Following are some 

examples of partnership names and 
the corresponding name controls. 

Type of Name 
Trade name or "doing business as" (dba) 
Partnership name 

List of partners 

General partnership 

Name Control 
Flower Diner 
Green Brothers 
Partnership 
J. Apple, 
T. Banana, et al 
D. Dahlia, 
General Partner, 
et al 

NOTE. If Partnership uses more than one name, use the DBA or Trade Name for name control purposes. 

Appendix B 

I. Return Specifications and Record 
Layouts 

An asterisk (*) precedes any field 
which may contain a statement refer- 

ence (STMbnn) indicating either the 
first entry of a line or table of 
related items to be continued on a 
statement record. An at-sign () 
precedes any field which must con- 
tain a statement reference. 

Form l065 for Tax Year 1986 

Record Length Page 1: 709 Char- 
acters 

Record Length Page 2: 997 Char- 
acters 

Field 
No. Identification 

Form 
Ref. Length Field Description 

000 Record ID 

005 Name Control 

010 Principal Bus. Activity 
020 Name Line 1 

030 Name Line 2 
040 Employer Identification ¹ 
050 Principal Product or Service 
060 Address 
065 Date business Started 
070 City 
072 State 
074 Zip Code 
075 Business Code Number 

080 Enter Total Assets 
090 Method of Acctg 

A 

D 
B 

E 

F 
G 1-3 

63 Value "RETb1065bbb 
PGOlb8612b99999999 
9b06N(30 = Seq ¹ + 
DCN (9 + EIN) 

4 Alphanumeric 
(See instructions) 

15 Alpha 
35 Alphanumeric 
35 Alphanumeric 
9 Numeric 

15 Alpha 
35 Alphanumeric 
4 YYMM 

20 Alphanumeric 
2 Alpha 
9 Numeric 
4 Numeric 

(0120-8999) 
11 Numeric 

1 1 =cash 
2 = accrual 
3 = other 
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Field 
No. Identification 

Form 
Ref. Length Field Description 

100 
110 
112 
114 
120 
130 
140 
150 
160 
170 

180 
190 
200 

205 
210 
220 
230 
240 
250 
260 
262 
270 
280 
290 
292 
300 
310 
312 
320 
330 
340 
350 
360 
370 
380 
390 
400 
410 

420 
430 
440 
450 
460 
470 
480 
490 
500 
510 
520 
530 
532 
540 
550 
555 

560 
570 

Distribution of Partnership 
Final Return 
Change in Address 
Amended Return 
Number of Partners this Partnership 
Foreign Acct. Country 
Foreign Acct. 
Limited Part. ? 
In another Part. ? 
Are any Partners in this Partnership also 
a partnership? 
Foreign Trust 
Requirement of Question M 
Application for Registration of a Tax 
Shelter 
Acctg under TEFRA 
Gross Receipts or Sales 
Returns and allowances 
Balance 
Cost of Goods Sold 
Gross Profit 
Ordinary Income (Loss) 
Ordinary Income (Loss) 
Taxable Int. % Nonqualifying Div. 
Gross rents 
Rental expenses 
Rental Expenses 
Net Rental Income (Loss) 
Net Income (Loss) from royalties 
Net Income (Loss) from royalties 
Net Farm Profit (Loss) 
Net Gain (Loss) (Form 4797) 
Other Income (Loss) 
Total Income (Loss) 
Salaries & Wages 
Jobs Credit 
Balance 
Guaranteed Pmts 
Rent 
Total Deductible Interest Expense (not 
claimed) 
Interest Pass Thru 
Balance 
Taxes 
Bad debts 
Repairs 
Depreciation (Form 4562) 
Minus Claimed Elsewhere 
Balance 
Depletion 
Retirement Plans 
Employee Benefit Programs 
Other Deduction 
Other Deduction 
Total Deduction 
Ordinary Income (Loss) 
Record ID 

Inventory - Beg. 
Purchases 

N 

H(1) 
H(2) 
H(3) 

I 
0 
0 
J 
K 
L 

P 
M 

Q 

R 
la 
lb 
lc 
2 
3 
4 

5 
6a 
6b 

6c 
7 

8 
9 
10 
11 

12a 
12b 
12c 
13 
14 
lsa 

15b 
15c 
16 
17 
18 

19a 
19b 
19c 
20 

21a 
21b 
22 

23 
24 

A-I 
A-2 

1 

1 

I 

1 

6 
20 

1 

1 

1 

1 

1 

11 
ll 
ll 
ll 
11 
11 
6 

11 
11 
11 
6 

11 
11 
6 

11 
11 
11 
11 
11 
11 
11 
11 
11 
11 

11 
ll 
11 
I] 
11 
11 
11 
11 
11 
11 
11 
ll 
6 

11 
11 
33 

11 
11 

Value "Y" or "N" 
vlaue "x" or "b" 
value "x" or "b" 
Value "b" 
Numeric 
Alphanumeric 
Value "Y" or "N" 
Value "Y" or "N" 
&& Y» &&N» or»b» 
Value "Y", "N" or "b" 

Value "Y" or "N" 
Value "Y" or "N" 
Value "X" or "b" 

Value "X" or "b" 
Numeric 
Numeric 
Numeric 
Numeric 
Numeric 
Numeric 
STMbnn or bbbbbb 
Numeric 
Numeric 
Numeric 
STMbnn or bbbbbb 
Numeric 
Numeric 
STMbnn or bbbbbb 
NO ENTRY 
Numeric 
Numeric 
Numeric 
Numeric 
Numeric 
Numeric 
Numeric 
Numeric 
Numeric 

Numeric 
Numeric 
Numeric 
Numeric 
Numeric 
Numeric 
Numeric 
Numeric 
Numeric 
Numeric 
Numeric 
Numeric 
STMbnn or bbbbbb 
Numeric 
Numeric 
Value "RETb1065 
bbbPG02b8612 
b999999999b06 
Numeric 
Numeric 
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Field 
No. Identi fication 

Form 
Ref. Length Field Description 

580 
590 
592 
600 
610 
620 
630 
640 
650 

660 
*665 
670 
680 
690 
*695 
700 
710 
720 
730 
740 
750 
760 
770 
780 
790 
800 
810 
820 
830 
840 
850 
860 
862 
870 
872 
880 
890 
900 
902 
910 
912 
920 
930 
940 
950 
960 
970 
980 
990 
1000 
1010 
1020 
1030 
1040 
1050 
1060 
1070 
1080 
1090 
1100 

Cost of Labor 
Other Costs 
Other Costs 
Total 
Inventory - End. 
Cost of Goods Sold 
Closing Inv. -Cost 
Closing Inv - Lower Cost or market 
Closing Inv. - Writedown of Subnormal 
goods 
Closing Inventory Other 
Specify Method & Attach Explanation 
LIFO Inventory adopted this year 
Full absorption 
Changes in Inv. 
Attach Explanation 
Net Long-term Capital Gain (Loss) 
Other Net Gain (Loss) 
Name of Country 
Total Gross Income outside U. S. 
Cash — Beginning 
Cash - Ending 
Trade Notes + Accts. Rec. Beg. 
Trade Notes + A/R - Ending 
Allowance for Bad debts 
Allowance for Bad debts 
Allowance for Bad debts 
Allowance for 
Inventories Beg. 
Inventories End. 
Federal & State Govt. Obligations 
Federal & State Govt. Obligations 
Other Current Assets 
Other Current Assets 
Other Current Assets 
Other Current Assets 
Mortgage & Real Estate Loans 
Mortgage & Real Estate Loans 
Other Investments 
Other Investments 
Other Investments 
Other Investments 
Buildings & Other Depreciable Assets 
Buildings & Other Depreciable Assets 
Accumulated Dep. 
Accumulated Dep. 
Accumulated Dep. 
Accumulated Dep. 
Depletable Assets 
Depletable Assets 
Accum. Depletion 
Accum. Depletion 
Accum. Depletion 
Accum. Depletion 
Land 
Land 
Intangible Assets 
Intangible Assets 
Accum. Amortization 
Accum. Amortization 
Accum. Amortization 

A-3 
A-4 

A-5 
A-6 
A-7 

A-8a(i) 
A-8a(ii) 
A-8a(iii) 

A-8a(iv) 
A-8a(iv) 

A-8b 
A-Sc 
A-8d 
A-8d 
B-1 
B-2 
B-3 

B-3b 
L-lb 
L-ld 
L-2a 
L-2c 

L-2a(a) 
L-2a(b) 
L-2a(c) 
L-2a(d) 
L-3(b) 
L-3(cl) 
L-4(b) 
L-4((i) 
L-5(b) 

L-5((i) 

L-6(b) 
L-6((i) 
L-7(b) 

L-7(cl) 

L-8(a) 
L-8(C) 
L-8a(a) 
L-8a(b) 
L-Sa(c) 
L-8a(d) 
L-9(a) 
L-9(c) 

L-9a(a) 
L-9a(b) 
L-9a(c) 
L-9a(d) 
L-10(b) 
L-10(d) 
L-11(a) 
L-11(c) 

L-1 la(a) 
L- 1 1 a(b) 
L-1 la(c) 

11 
11 
6 

11 
11 
11 

1 

1 

1 

1 

40 
1 

1 

1 

6 
11 
11 
20 
11 
11 
11 
11 
11 
11 
11 
11 
11 
11 
11 
11 
ll 
ll 
6 

11 
6 

11 
ll 
ll 
6 

11 
6 

11 
ll 
11 
11 
11 
11 
11 
11 
11 
11 
11 
11 
11 
11 
11 
ll 
ll 
11 
11 

or blank Value "X" 
Alphanume 
Value "X" 
cjY77 c(N)9 

Value "Y" 
Stmbnn 
Numeric 
Numeric 
Alpha 
Numeric 
Numeric 
Numeric 
Numeric 
Numeric 
Numeric 
Numeric 
Numeric 
Numeric 
Numeric 
Numeric 
Numeric 
Numeric 
Numeric 
STMbnn or 
Numeric 
STMbnn or 
Numeric 
Numeric 
Numeric 
STMbnn or 
Numeric 
STMbnn or 
Numeric 
Numeric 
Numeric 
Numeric 
Numeric 
Numeric 
Numeric 
Numeric 
Numeric 
Numeric 
Numeric 
Numeric 
Numeric 
Numeric 
Numeric 
Numeric 
Numeric 
Numeric 
Numeric 

ric 
or blank 

&Ibad& 

or "N" 

bbbbbb 

bbbbbb 

bbbbbb 

bbbbbb 

Numeric 
Numeric 
STMbnn or bbbbbb 
Numeric 
Numeric 
Numeric 
Value "X" or blank 
Value "X" or blank 
Value "X" or blank 
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Field 
No. Identification 

Form 
Ref. Length Field Description 

1110 
1120 
1122 

1130 
1132 

1140 
1150 
1160 
1170 
1180 

1190 

1200 
1202 

1210 
1212 

1220 
1230 
1240 

1250 

1260 
1262 

1270 
1272 

1280 
1290 
1300 
1310 
1320 
1330 
1340 

1350 

1360 

1370 
1380 

Accum. Amortization 
Other assets 
Other assets 

Other assets 
Other assets 

Total assets 
Total assets 
Accts. Payable 
Accts. Payable 
Mortgages, notes 
bonds payable less than 1 year 
Mortgages, notes 
bonds payable less than 1 year 
Other current liabilities 
Other current Liabilities 

Other current liabilities 
Other current liabilities 

All nonrecourse loans 
All nonrecourse loans 
Mortgages, notes 
bonds payable in 1 year or more 
Mortgages, notes 
bonds payable in 1 year or more 
Other liabilities 
Other Liabilities 

Other liabilities 
Other Liabilities 

Partner's Capital Accounts 
Partner's Capital Accounts 
Total liabilities & Capital 
Total liabilities & Capital 
Capital Account at Beginning of Year 
Capital contributed during year 
Ordinary Income (Loss) from page 1, 
Line 24 
Income not included in column (c), plus 

nontaxable income 
Losses not included in column (c), plus 
unallowable deductions 
Withdrawals & Contributions 
Capital Account at End of Year 

L-1 la(d) 
L-12(b) 

L-12(d) 

L-13(b) 
L-13(cl) 
L-14(b) 
L-14(cl) 
L-15(b) 

L-15(cl) 

L-16(b) 

L-16(d) 

L-17(b) 
L-17(d) 
L-18(b) 

L-18(d) 

L-19(b) 

L-19(d) 

L-20(b) 
L-20(cj) 
L-21(b) 
L-21(d) 
M-(a) 
M-(b) 
M-(c) 

M-(d) 

M-(e) 

M-(f) 
M-(g) 

11 
11 
6 

11 
6 

11 
11 
11 
11 
ll 

11 
6 

ll 
6 

11 
11 
ll 

11 
6 

11 
6 

11 
11 
11 
11 
11 
11 
ll 

Numeric 
Numeric 
STMbnn or 
bbbbbb 
Numeric 
STMbnn or 
bbbbbb 
Numeric 
Numeric 
Numeric 
Numeric 
Numeric 

Numeric 

Numeric 
STMbnn or 
bbbbbb 
Numeric 
STMbnn or 
bbbbbb 
Numeric 
Numeric 
Numeric 

Numeric 

Numeric 
STMbnn or 
bbbbbb 
Numeric 
STMbnn or 
bbbbbb 
Numeric 
Numeric 
Numeric 
Numeric 
Numeric 
Numeric 
Numeric 

Numeric 

Numeric 

Numeric 
Numeric 

Schedule D 

Record Length Page lt 1253 Characters 

Field 
No. Identification 

Form 
Ref. Length Field Description 

000 

010 
020 
030 

Record ID 

Name of Partnership 
EIN 
Transaction 1 

Description of Property 
Part I 

la 

21 

30 
9 

48 

Value "SCHbDbb 
PG01 bNNNNNNNNN 
(N = EIN) 
Alphanumeric 
Numeric 
Alphanumeric 
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Field 
No. 

040 

050 

060 

070 

080 

090 

100 

110 

120 

130 

140 

150 

160 

170 

180 

190 

200 

210 

220 

230 

240 

250 

260 

270 

280 

290 

300 

310 

320 

330 

Identification 

Transaction 1 

Date Acquired 
Transaction 1 

Date Sold 
Transaction 1 

Gross Sales Price 
Transaction 1 

Cost or Other Basis 
Transaction I 
Gain (Loss) 
Transaction 2 
Description of Property 
Transaction 2 
Date Acquired 
Transaction 2 
Date Sold 
Transaction 2 
Gross Sales Price 
Transaction 2 
Cost or Other Basis 
Transaction 2 
Gain (Loss) 
Transaction 3 
Description of Property 
Transaction 3 
Date Acquired 
Transaction 3 
Date Sold 
Transaction 3 
Gross Sales Price 
Transaction 3 
Cost or Other Basis 
Transaction 3 
Gain (Loss) 
Transaction 4 
Description of Property 
Transaction 4 
Date Acquired 
Transaction 4 
Date Sold 
Transaction 4 
Gross Sales Price 
Transaction 4 
Cost or Other Basis 
Transaction 4 
Gain (Loss) 
Transaction 5 
Description of Property 
Transaction 5 
Date Acquired 
Transaction 5 
Date Sold 
Transaction 5 
Gross Sales Price 
Transaction 5 

Cost or Other Basis 
Transaction 5 
Gain (Loss) 
Transaction 6 
Description of Property 

Part I 
lb 

Part I 

lc 
Part I 

Id 
Part I 

le 

6 Value "MMDDYY" 

6 Value "MMDDYY" 

11 Alphanumeric 

11 Numeric 

Part I f I 1 Numeric 

Part I 

la 
Part I 

lb 
Part I 

lc 
Part I 

Id 
Part I 

le 

48 Alphanumeric 

6 Value "MMDDYY" 

6 Value "MMDDYY" 

11 Alphanumeric 

11 Numeric 

Part I f 11 Numeric 

Part I 
la 

Part I 
lb 

Part I 
lc 

Part I 
ld 

Part I 
le 

Part I f 

Part I 
la 

Part I 
lb 

Part I 
lc 

Part I 
ld 

Part I 
le 

Part I 
f 

Part I 

la 
Part I 

lb 
Part I 

lc 
Part I 

ld 
Part I 

le 
Part I f 

Part I 
la 

48 Alphanumeric 

6 Value "MMDDYY" 

6 Value "MMDDYY" 

11 Alphanumeric 

11 Numeric 

11 Numeric 

48 Alphanumeric 

6 Value "MMDDYY" 

6 Value "MMDDYY" 

11 Alphanumeric 

11 Numeric 

11 Numeric 

48 Alphanumeric 

6 Value "MMDDYY" 

6 Value "MMDDYY" 

11 Alphanumeric 

11 Numeric 

11 Numeric 

48 Alphanumeric 

Form 
Ref. Length Field Description 
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Field 
No. Identification 

Form 
Ref. Length Field Description 

340 

350 

360 

370 

380 

390 

400 

410 
420 

430 

440 

450 

460 

470 

480 

490 

500 

510 

520 

530 

540 

550 

560 

570 

580 

590 

600 

610 

620 

630 

Transaction 6 
Date Acquired 
Transaction 6 
Date Sold 
Transaction 6 
Gross Sales Price 
Transaction 6 
Cost or Other Basis 
Transaction 6 
Gain (Loss) 
Short-term Capital gain fro 
sales (Form 6252) 
Partnership's share of net s 
Capital Gain (Loss) from o 
Partnerships and Fiduciarie 
Net Short-term Gain (Loss) 
Transaction 1 

Description of Property 
Transaction I 
Date Acquired 
Transaction I 
Date Sold 
Transaction 1 

Gross Sales Price 
Transaction 1 

Cost or Other Basis 
Transaction 1 

Gain (Loss) 
Transaction 2 
Description of Property 
Transaction 2 
Date Acquired 
Transaction 2 
Date Sold 
Transaction 2 
Gross Sales Price 
Transaction 2 
Cost or Other Basis 
Transaction 2 
Gain (Loss) 
Transaction 3 
Description of Property 
Transaction 3 
Date Acquired 
Transaction 3 
Date Sold 
Transaction 3 
Gross Sales Price 
Transaction 3 
Cost or Other Basis 
Transaction 3 
Gain (Loss) 
Transaction 4 
Description of Property 
Transaction 4 
Date Acquired 
Transaction 4 
Date Sold 
Transaction 4 
Gross Sales Price 

m Installment 

hort-term 
ther 
s 

line 1, 2, 3 

Part I 
lb 

Part I 
lc 

Part I 
ld 

Part I 
le 

6 Value "MMDDYY" 

6 Value "MMDDYY" 

11 Alphanumeric 

11 Numeric 

Part I f 11 Numeric 

11 NO ENTRY 

11 Numeric 

4 
Part II 

sa 
Part II 

5b 
Part II 

5c 
Part II 

5d 
Part II 

5e 
Part II 

5f 
Part II 

Sa 
Part II 

Sb 
Part II 

5c 
Part II 

5d 
Part II 

5e 
Part II 

5f 
Part II 

sa 
Part II 

5b 
Part II 

5c 
Part II 

5d 
Part II 

5e 
Part II 

5f 
Part II 

sa 
Part II 

5b 
Part II 

5c 
Part II 

5d 

11 Numeric 
48 Alphanumeric 

6 Value "MMDDYY" 

6 Value "MMDDYY" 

11 Alphanumeric 

11 Numeric 

11 Numeric 

48 Alphanumeric 

6 Value "MMDDYY" 

6 Value "MMDDYY" 

11 Alphanumeric 

11 Numeric 

11 Numeric 

48 Alphanumeric 

6 Value "MMDDYY" 

6 Value "MMDDYY" 

11 Alphanumeric 

11 Numeric 

11 Numeric 

48 Alphanumeric 

6 Value "MMDDYY" 

6 Value "MMDDYY" 

11 Alphanumeric 
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Field 
No. 

640 

650 

660 

670 

680 

690 

700 

710 

720 

730 

740 

750 

760 

770 

780 

790 

800 
810 

Identification 

Transaction 4 
Cost or Other Basis 
Transaction 4 
Gain (Loss) 
Transaction 5 

Description of Property 
Transaction 5 

Date Acquired 
Transaction 5 

Date Sold 
Transaction 5 
Gross Sales Price 
Transaction 5 
Cost or Other Basis 
Transaction 5 

Gain (Loss) 
Transaction 6 
Description of Property 
Transaction 6 
Date Acquired 
Transaction 6 
Date Sold 
Transaction 6 
Gross Sales Price 
Transaction 6 
Cost or Other Basis 
Transaction 6 
Gain (Loss) 
Long-term Capital gain from Install. 
Sales (Form 6252) 
Partnership's share 7 of Net Long-term 
gain (loss) from other partnership or 
fiduciaries 
Capital gain Distribution 
Net Long-term gain (loss) from lines 

5, 6, 7, and 8. 

Form 
Ref. 

Part II 
se 

Part II 
sf 

Part II 
sa 

Part II 
sb 

Part II 
sc 

Part II 
sd 

Part Il 
se 

Part II 
sf 

Part II 
sa 

Part II 
sb 

Part II 
sc 

Part II 
sd 

Part II 
se 

Part II 
sf 
6 

Length 

48 

48 

Field Description 

Numeric 

Numeric 

Alphanumeric 

Value "MMDDYY" 

Value "MMDDYY" 

Alphanumeric 

Numeric 

Numeric 

Alphanumeric 

Value "MMDDYY" 

Value "MMDDYY" 

Alphanumeric 

Numeric 

Numeric 

NO ENTRY 

Numeric 

Numeric 
Numeric 

Schedule K 

Record Length Page 1: 650 Characters 

Field 
No. Identification 

Form 
Ref. Length Field Description 

000 

010 
012 

014 
016 

020 
030 
040 
050 
060 
070 
072 
080 
082 
090 
100 

Record ID 

Ordinary Income (Loss) 
Income or Loss from Rental Real Estate. 
FY filer 
Income or loss from other rental FY filer 
Portfolio income not reported on Kl FY 
filer 
Guaranteed Pmt. 
Dividends qual. for Exclusion 
Net Short-term Capital Gain (Loss) 
Net Long-term Capital Gain (Loss) 
Net Gain (Loss) under Sec. 1231 
Other-Income (Loss) 
Other Income (Loss) 
Charitable Cont. 
Charitable Cont. 
Expenses deduction for recovery property 
Other 

la 
lb 

lc 
ld 

2 
3 
4 
5 

6 
7 
7 
8 
8 

9 
10 

21 

11 
11 

11 
ll 
11 
11 
11 
ll 
6 

11 
6 

11 
11 

Value "SCHbKbbPG01 
bNNNNNNNNN (N = EIN) 
Numeric 
NO ENTRY 

NO ENTRY 
NO ENTRY 

Numeric 
Numeric 
Numeric 
Numeric 
Numeric 
Numeric 
STMbnn 
Numeric 
STMbnn 
Numeric 
Numeric 
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Field 
No. Identification 

Form 
Ref. Length Field Description 

102 
110 
112 
114 

116 

118 

120 
122 
130 

140 
150 
160 

170 

172 

174 

180 
190 

200 

210 
220 
230 
232 
240 
250 

260 
270 
280 
290 

300 

305 
307 
310 

312 

320 
322 
325 
330 

340 

350 

352 
360 
362 
370 

Other 
Credit for Income tax withheld 
Low income housing credit. FY filer 
Rehab credit 
FY filer 
Credits related to rental activity, other 
than 1 lb, 1 lc 
Credits rel to rent activity, other than 
lib, llc or lid 
Other 
Other 
Net Earnings (loss) 
self-employment 
Gross farming or fishing income 
Gross non-farm income 
Accel. Depr. on Non-Rec. Prop. or 15-yr 
or 18 hr 
Accel. Depr. on leased pers. prop. other 
than 15 yr or 18 yr 
Accel depreciation 
Personal property in service after 1986. 
FY filer 
Passive loss. 
FY filer 
Depletion 
Gross income from oil, gas & Geoth. 
Prop. 
Deduction, alloc. to oil, gas, & Geoth. 
Prop. 
Qual. Inv. Income 
Qual. Inv. Income 
Other 
Other 
Interest exp. on Invest debt pre-12-17-69 
Int. exp. on Inv. debt pre-9-11-75 but 
after 12-16-69 
Int. exp. on Inv. debt after 9-10-75 
Int. exp on Inv. Income 
Int. exp on Inv. Expense 
Int, exp on Income from "net lease 
property" 
Int. exp on Exp. from "net lease 
property" 
Type of Income 
Foreign Country or U. S. Possession 
Total gross income from source outside 
U. S. 
Total gross income from sources outside 
U. S. — Schedule 
Total applicable deductions & loss 
Total Applicable ded & loss-Schedule 
Total Foreign Tax 
Total Foreign Tax Paid 

Total Foreign Tax Accrued 

Reduction in taxes 
Available for credit 
Red. in taxes avail. for credit-Schedule 
Other 
Other 
Other Items & amts 

10 
lla 
lib 
llc 

Ild 

I le 

12 
12 
13a 

13b 
13c 
14a 

14b 

14c 

14d 

14e 
14f(1) 

14f(2) 

14g(1) 
14g(2) 

14h 
14h 

15a(1) 
15 a(2) 

15 a(3) 
15b(1) 
15b(2) 
15c(1) 

15c(2) 

16a 
16b 
16c 

16c 

16d 
16d 
16e 
16e 

16e 

16f 

16f 
16g 
16g 
17 

6 
11 
11 
ll 

11 
6 

11 

ll 
11 
11 

11 
11 
11 
6 

11 
11 

11 
11 
11 
11 

43 
40 
11 

11 
6 

11 
1 

6 
11 
6 
6 

STMbnn 
Numeric 
NO ENTRY 
NO ENTRY 

NO ENTRY 

NO ENTRY 

Numeric 
STMbnn 
Numeric 

NO ENTRY 
Numeric 
Numeric 

Numeric 

NO ENTRY 

NO ENTRY 

Numeric 
Numeric 

Numeric 

Numeric 
Nu mene 
Numeric 
STMbnn 
Numeric 
Numeric 

Numeric 
Numeric 
Numeric 
Numeric 

Numeric 

Alphanumeric 
Alphanumeric 
Numeric 

STMbnn 

Numeric 
STMbnn 
Numeric 
Value "X" or "b" 
(1st box) 
Value "X" or "b" 
(2nd box) 
Numeric 

STMbnn 
Numeric 
STMbnn 
STMbnn 

1987-2 C. B. 425 



Schedule K-1 

Record Length Page l: 634 Characters 

Record Length Page 2: 621 Characters 

Field 
No. Identification 

Form 
Ref. Length Field Description 

000 

003 
005 
010 
015 
020 
030 
033 
035 
037 
040 
043 

046 

050 
060 

070 
080 
090 

100 
110 

120 
130 
140 

150 
160 
164 
170 
180 
190 
200 

210 

220 
230 
240 
242 

244 

246 

250 
260 
270 
280 
290 
300 

Record ID 

Sequential K-1 ¹ 
Partner's ID 
Partner's Name 1 

Partner's Name 2 
Partner's address 
Partner's city 
Partner's state 
Partner's zip code 
Partnership's ID 
general partner? 
Does partner materially participate in 
partnership-FY Filer 
Does partner particpate in rental activity- 
FY Filer 
Partner's share of liabilities — nonrecourse 
Partner's % of Profit sharing before dec. 
or term 
Partner's % of profit sharing end of year 
Partner's share of liabilities other 
Partner's % of loss sharing before dec or 
term 
Partner's % of loss sharing end of year 
Partner's % of Capital before dec or 
term 
Partner's % of capital — End of year 
Type of entity 
IRS Center where returns filed 

Tax Shelter Registration ¹ 
Did partner ownership incr. 
Start or Acquire new activity 
Capital Acct. Beginning of year 
Cap. Contributed during year 
Ordinary Inc/loss 
Income not included in col. c + non- 
taxable income 
Losses not incl. in col. c + unall. 
deductions 
Withdrawals & Cont. 
Cap. Acct. End Year 
Ordinary Income (Loss) 
Income or loss from rental real estate. FY 
filer 
Income or loss from other rental activity 
FY filer 
Portfolio income not reported on K-1. FY 
filer 
Guaranteed Pmts 
Div Qual for Excl 
Net short-term Cap gain 
Net long-term Cap gain 
Net gain (loss) under Sec. 1231 
Other 

A(1) 
A(2) 

A(3) 

B 
D(i) 

D(ii) 
B-other 

D(i) 

D(ii) 
D(i) 

D(ii) 
C 
E 

F 
Gl 
G2 

H(a) 
H(b) 
H(c) 
H(d) 

H(e) 

H(f) 
H(g) 

la 
lb 

lc 

ld 

21 

7 
9 

40 
40 
40 
40 

2 
9 
9 
1 

1 

11 
6 

6 
11 
6 

6 
20 
4 

11 
1 

1 

11 
11 
11 
11 

11 
11 
11 
11 

ll 
ll 
ll 
ll 
11 
11 

Value "SchbKlb 
PGO I bNNNNNNNNN 
(N = EIN) 
Numeric 
Numeric (SSN) 
Alphanumeric 
Alphanumeric 
Alphanumeric 

i 

Alphanumeric 
i 

Alphanumeric 
Alphanumeric 
Numeric (E IN) 
V a I u e c c Y P j o r c c N ) 1 

NO ENTRY 

NO ENTRY 

Numeric or blank 
Numeric 

Numeric 
Numeric 
Numeric 

Numeric 
Numeric 

Numeric 
Alphanumeric 
Alpha 
(Andover = ANSC) 
Numeric 
NO ENTRY 

I 

NO ENTRY 
Numeric 

i 

Numeric 
i 

Numeric 
i 

Numeric 
i 

Numeric 
i 

Numeric 
i 

Numeric 
Numeric 
NO ENTRY 

NO ENTRY 

NO ENTRY 

Numeric 
Numeric 
Numeric 
Numeric 
Numeric 
Numeric 
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Field 
No. Identification 

Form 
Ref. Length Field Description 

310 
320 
330 
340 
342 
344 
346 

348 

350 
360 

370 
380 
385 

440 
450 
460 
470 

570 

580 
590 
600 
700 

387 
390 

402 

404 

480 

490 
500 

510 

520 

530 

533 
537 
540 

550 
560 

Charitable Cont. 
Exp. Deduct. for recovery prop. 
Other 
Credit for Income Tax Withheld 
Low income housing credit. FY filer 
Qualified Rehab expenditures 
Credit related to rental activity other than 
lib & I lc. FY Filer 
Credit Related to rental activity other 
than lib, llc & lid 
Other Credit 
Net Earnings (Loss) 
Self Employment 
Gross Farming or Fishing Income 
Gross non-farm Income 
Record ID 

Sequential K-1 ¹ 
Accel. Depr. on non. rec. prop on 15yr, 
18yr or 19 
Accel. Depr. on Leased or other than 
1, 18 or 19yr 
Accel depreciation on personal prop 
placed in serv after 1986. FY filer. 
Passive loss 
FY filer 
Depletion 
Gross Income oil gas, Geoth Prop 
Deduct. Alloc. to oil, gas, and Geoth 
Prop 
Qualified Invest. Income 
Qualified Invest. Expenses 
Other 
Interest Exp. on Invest. debt before 
12-17-69 
Interest Exp. on Invest. Debt before 
9-11-75, but after 12-16-69 
Interest Exp. on Invest. debt after 9-10-75 
Interest Expenses 
Invest Income 
Interest Expenses 
Invest Expenses 
Interest Expenses 
Income from "Net Lease Property" 
Interest Expenses 
Expense from "Net Lease property" 
Type of Income 
Foreign Country or U. S. Possession 
Total Gross Income from sources outside 
U. S. 
Total applicable Deductions & losses 
Total Foreign Taxes Paid 

Total Foreign Taxes Accrued 

Total Foreign Taxes 
Reduction in taxes available for credit 
Other 
Prop. subject to Recapture of ITC 
Description of Property 

8 
9 
10 
lla 
Ilb 
llc 
lid 

1 le 

12 
13a 

13b 
13c 

14a 

14b 

14c 

14d 

14e 
14f(1) 
14f(2) 

14g(1) 
14g(2) 

14h 
15al 

15 a(2) 

15a(3) 
15b(1) 

15b(2) 

15c(1) 

I 5c(2) 

16a 
16b 
16c 

16d 
16e 

16e 

16e 
16f 
16g 

18aA 

11 
11 
11 
11 
11 
11 
11 

11 
11 
21 

7 
11 

11 
11 
11 

11 
11 
ll 
ll 

20 
20 
11 

11 
11 
11 
48 

Numeric 
Numeric 
Numeric 
Numeric 
NO ENTRY 
NO ENTRY 
NO ENTRY 

NO ENTRY 

Numeric 
Numeric 

NO ENTRY 
Numeric 
Value "SchbKlb 
PG02bNNNNNNNNN 
(N = EIN) 
Numeric 
Numeric 

Numeric 

NO ENTRY 

NO ENTRY 

Numeric 
Numeric 
Numeric 

Numeric 
Numeric 
Numeric 
Numeric 

Numeric 

Numeric 
Numeric 

Numeric 

Numeric 

Numeric 

Alphanumeric 
Alphanumeric 
Numeric 

Numeric 
Value "X" or blank 
1st block on 16c 
Value "X" or blank 
2nd block on 16c 
Numeric 
Numeric 
Numeric 
Alphanumeric 

1987-2 C. B. 4py 



Field 
No. 

710 

720 

730 

740 

750 

760 

770 

780 

790 

800 

810 

820 

830 

840 

850 

Identification 

Prop. subject to Recapture of ITC 
Description of property 
Prop. subject to Recapture of ITC 
Description of property 
Prop. subject to Recapture of ITC 
Date placed in service 
Prop. subject to Recapture of ITC 
Date placed in service 
Prop. subject to Recapture of ITC 
Date placed in service 
Prop. Subject to Recapture of ITC 
Cost or other basis 
Prop. Subject to Recapture of ITC 
Cost or other basis 
Prop. Subject to Recapture of ITC 
Cost or other basis 
Prop. subject to Recapture of ITC 
Class of recovery prop. or original 
estimated useful life 
Prop. subject to Recapture of ITC 
Class of recovery prop. or original 
estimated useful life 
Prop. subject to Recapture of ITC 
Class of recovery prop. or original 
estimated useful life 
Prop. subject to Recapture of ITC 
Date item ceased to be ITC prop. 
Prop. subject to Recapture of ITC 
Date item ceased to be ITC prop. 
Prop. subject to Recapture of ITC 
Date item ceased to be ITC prop. 
Statement Record For Schedule K-1 

Form 
Ref. Length 

18aB 48 

18aC 48 

18bA 6 

18bB 6 

18bc 6 

18cA 11 

18cB 11 

18cC 11 

18dA 30 

18dB 30 

18dc 30 

18eA 

18eB 

18eC 

Field Description 

Alphanumeric 

Alphanumeric 

Numeric 
MMDDYY 
Numeric 
MMDDYY 
Numeric 
MMDDYY 
Numeric 

Numeric 

Numeric 

Alphanumeric 

Alphanumeric 

Alphanumeric 

Numeric 
MMDDYY 
Numeric 
MMDDYY 
Numeric 
MMDDYY 
STMb99 or 
bbbbbb 

Record Layout Form 3468 

Record Length Page j: 542 Characters 

Record Length Page 2: 254 Characters 

Field 
No. 

000 

005 
020 

025 
030 

040 

050 

Identification 

Record ID 

Partnership's ID 
Elect for all qualified progress 
expenditures made 
Total qualified expenditures 
Elect full credit on certain ships under 
Section 46(g)(3) 
Recovery Property 
Regular Percentage 
New Property 
3 Year, Cost or Other Basis 
Recovery Property 
Regular Percentage 
New Property 
3 year, Qualified Investment 

Form 
Ref. Length 

25 

Part IA 

Part IA 
Part IB 

Part II 
1(a)(2) 

Part II 11 
1(a)(4) 

Description 

Value 
"FRMb3468bbb 
PGOI b 
NNNNNNNNN" 
(N = EIN) 
Numeric (EIN) 
Value "X" or blank 
Numeric 
Value 
"X" or blank 
Numeric 

Numeric 
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Field 
No. 

060 

070 

080 

090 

100 

110 

120 

130 

140 

150 

160 

170 

180 

190 

200 

230 

Identification 

Recovery Property 
Regular Percentage 
New Property 
Other, Cost or Other Basis 
Recovery Property 
Regular Percentage 
New Property 
Other, Qualified Investment 
Recovery Property 
Regular Percentage 
Used Property 
3 Year, Cost or Other Basis 
Recovery Property 
Regular Percentage 
Used Property 
3 year, Qualified Investment 
Recovery Property 
Regular Percentage 
Used Property 
Other, Cost or Other Basis 
Recovery Property 
Regular Percentage 
Used Property 
Other, Qualified Investment 
Recovery Property 
Section 48(q) Election 
New Property 
3 Year, Cost or Other Basis 
Recovery Property 
Section 48(q) Election 
New Property 
3 year, Qualified Investment 
Recovery Property 
Section 48(q) Election 
New Property 
Other, Cost or Other Basis 
Recovery Property 
Section 48(q) Election 
New Property 
Other, Qualified Investment 
Recovery Property 
Section 48(q) Election 
Used Property 
3 Year, Cost or Other Basis 

Recovery Property 
Section 48(q) Election 
Used Property 
3 year, Qualified Investment 
Recovery Property 
Section 48(q) Election 
Used Property 
Other, cost or basis 
Other Basis 
Recovery Property 
Section 48(q) Election 
Used Property 
Other, Qualified Investment 
Nonrecovery Property 
Total qualified investment 
Total qualified investment in 1010 

property 

Form 
Ref. Length Field Description 

Part II 11 Numeric 

1(b)(2) 

Part II 11 Numeric 

l(b)(4) 

Part II 11 Numeric 

l(c)(2) 

Part II 11 Numeric 

1(c)(4) 

Part II 11 Numeric 

1(d)(2) 

Part II 11 Numeric 

1(d)(4) 

Part I I 11 Numeric 

1(e)(2) 

Part II 11 Numeric 
1(e)(4) 

Part I I 11 Numeric 
I(f)(2) 

Part I I 11 Numeric 
1(f)(4) 

Part II 11 Numeric 
1(g)(2) 

Part II 11 Numeric 
1(g)(4) 

Part I I 11 Numeric 
1(h)(2) 

Part I I 11 Numeric 
1(h)(4) 

Part II 2 11 Numeric 

Part II 3 11 Numeric 

1987-2 C. B. 429 



Field 
No. Identification 

Form 
Ref. Length Field Description 

232 

240 

245 

250 

255 

260 

265 

270 

272 

274 

276 

278 

280 

282 

284 

286 

288 

310 
330 
340 
350 

360 

370 

380 

390 

Regular credit 
10'Vo of line 3 
Qualified rehab. expenditures total 
qualified 
Investment-30 yr. buildings 
15%o of Line Sai 

Qualified rehab. expenditures total 
qualified 
Investment-40yr. buildings 
20'Vo of Line Saii 

Qualified rehab. expenditures total 
qualified 
Investment — Certified historic structures 
251o of Line Saiii 

Transition Prop. Placed in service after 
123186. 
30 year building. 
10'Vo of Line Sbi 

Transition Prop. Placed in service after 
12-31-86. 
40 Year building. 
13' of Line Sbii 

Transition Prop. placed in service after 
12-31-86. Cert. Hist. Stru. 
25%o of Line Sbiii 

Rehab. Property placed in service after 
12-31-86. 
Pre. 1936 building 
10' of Line Sci 

Rehab. Property placed in service after 
12-31-86. 
Cert. Hist. Stru. 
20&Vo of Line Scii 

Credit from Cooperatives 
Business energy investment credit 
Current year investment credit 
Tax Liability Limitations 
1040 line 46, 
1120 line Sch. J or 
1120-A line 1, 
Other filers 
Tax Liability Limitations 
1040 line 47, 
1120 line Sch. J lines 
4(a) through 4(e) 
Other filers 
Income tax liability as adjusted 

Enter smaller of line 11 or $25, 000 

If line 11 is more than $25, 000— 
enter 75%o of the excess 

Part II 
Sai 

11 Numeric 

Part II 
Sai 

Part II 
Saii 

Part II 
Saii 

Part II 
Saiii 

11 Numeric 

11 Numeric 

11 Numeric 

11 NO ENTRY 

Part II 
Saiii 

Part II 
Sbi 

11 NO ENTRY 

11 NO ENTRY 

Part II 
Sbi 

Part II 
Sbii 

11 NO ENTRY 

11 NO ENTRY 

Part II 
Sbii 

Part II 
Sbiii 

Part II 
Sbiii 

Part II 
Sci 

11 NO ENTRY 

11 NO ENTRY 

11 NO ENTRY 

11 NO ENTRY 

Part II 
Sci 

Part II 
Scii 

11 NO ENTRY 

11 NO ENTRY 

Part II 
Scii 

Part II 6 
Part II 7 
Part II 8 
Part III 

9 

11 NO ENTRY 

11 
11 
11 
11 

Numeric 
Numeric 

Numeric 
NO ENTRY 

Part III 
10 

11 NO ENTRY 

Part III 
11 

Part III 
12a 

Part I II 
12b 

11 NO ENTRY 

11 NO ENTRY 

11 NO ENTRY 

Part II 4 11 Numeric 

430 1987-2 C. B. 



Field 
No. 

410 

420 

430 

440 

450 

460 

470 

480 

490 

500 

510 

520 

530 

540 

550 

560 

565 

570 
580 
590 

600 

610 

615 

617 

620 

630 
640 

Identification 

Investment credit limitation 

Total allowed credit 

Record I. D. 

Recovery Property 
3 year — Code 
Recovery Property 
3 year — Basis 
Recovery Property 
3 year Qualified Investment 
Recovery Property 
Other — Code 
Recovery Property 
Other — Basis 
Recovery Property 
Other — Qualified Investment 
Nonrecovery Property 
3 or more but less than 5-Code 
Nonrecovery Property 
3 or more but less than 5-Basis 
Nonrecovery Property 
3 or more but less than 5-Qualified 
Investment 
Nonrecovery Property 
5 or more but less than 7-Code 
Nonrecovery Property 
5 or more but less than 7-Basis 
Nonrecovery Property 
5 or more but less than 7-Qualified 
Investment 
Nonrecovery Prop. 
7 or more Code 
Nonrecovery Prop. 
7 or more Basis 
Nonrecovery Prop. 
7 or more Qualified Investment 
Total qualified investment 
1986 Credit 
Solar Energy property. FY Filer 

Bio-mass, Wind energy & geothermal 
prop. 
FY Filer 
Ocean Thermal Property. FY Filer. 

Long Term Sec 
46(b)(2)(A)(i)proj 
Name Plate Cap. 

Hydroelectric gen. Propty placed in ser- 
vice during yr. 
Cooperative Cr, 
Tentative business energy investment 
credit. 

Form 
Ref. 

Part III 
13 

Part II I 
14 

Sch B 
1(a)(2) 
Sch B 
1(a)(3) 
Sch B 
1(a)(5) 
Sch B 
1(b)(2) 
Sch B 
1(b)(3) 
Sch B 
1(b)(5) 
Sch B 
1(c)(2) 
Sch B 
1(c)(3) 
Sch B 
1(c)(5) 

Sch B 
1(d)(2) 
Sch B 
1(cl)(3) 
Sch B 
1(d)(5) 

Sch B 
1(e)(2) 
Sch B 
1(e)(3) 
Sch B 
1(e)(5) 

Sch B 2 
Sch B 3 
Sch B 
4(a) 

Sch B 
4(b) 

Sch B 
4(c) 

Sch B 
sa 

Sch B 
5b 

Sch B 
5b 

Sch B 6 
Sch B 

7 

Length 

25 

I 

11 

I 

11 

I 

11 

1 

11 

11 
11 
11 

15 

Field Description 

NO ENTRY 

NO ENTRY 

Value 
"FRMb3468bbb 
PG02bNNNNNNNNN" 
(N = EIN) 
Value = a, b, c, 
d, e, f or blank 
Numeric 

Numeric 

Value = a, b, c, 
d, e, f or blank 
Numeric 

Numeric 

Value = a, b, c, 
d, e, f or blank 
Numeric 

Numeric 

Value = abc 
d, e, f or blank 
Numeric 

Numeric 

Value = a, b, c, 
d, e, f or blank 
Numeric 

Numeric 

Numeric 
Numeric 
NO ENTRY 

NO ENTRY 

NO ENTRY 

Numeric 

Alphanumeric 

Numeric 

Numeric 
Numeric 
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Record Layout Form 4562 

Record Length Page I: 781 Characters 

Record Length Page 2: 897 Characters 

Field 
No. Identification 

Form 
Ref. Length Field Description 

000 

003 
007 
010 

020 

030 

040 

050 

060 

070 
080 
090 

110 

120 

130 

140 

150 

160 

170 

180 

190 

200 

210 

220 

230 

432 

Record I. D. 

Partnership's ID 
Business or Act. 
Class of Property 
Property I 
Cost— 
Property 1 

Expense deduction 
Property 1 

Class of Property 
Property 2 
Cost— 
Property 2 
Expense deduction 
Property 2 
Listed Property 
Total 
ACRS 
3-year Property Basis for Depreciation 
ACRS 
3-year Property 
Recovery period 
ACRS 
3-year Property Method o f figuring 
depreciaton 
ACRS 
3-year Property Deduction 
ACRS 
5-year Property Basis for depreciation 
ACRS 
5-year Property Recovery period 
ACRS 
5-year Property Method of figuring de- 
preciation 
ACRS 
5-year Property Deduction 
ACRS 
10-year Property Basis for depreciation 
ACRS 
10-year Property Recovery period 
10-year Property Method of figuring de- 
preciation 
ACRS 
10-year Property Deduction 
ACRS 
15-year public utility property Basis for 
depreciation 
ACRS 
15-year public utility property Recovery 
period 
ACRS 
15-year public utility property Method of 
figuring depreciation 

1987-2 C. B. 

Pt I 
1(a) 
Pt I 
1(b) 
Pt I 
1(c) 
Pt I 
1(a) 
Pt I 
1(b) 
Pt I 
1(c) 

Pt12 
Pt I 3 
Pt I 
4a(c) 
Pt I 

4a(d) 

Pt I 
4a(e) 

Pt I 
4a(f) 
Pt I 
4b(c) 
Pt I 

4b(cl) 
Pt I 

4b(e) 

Pt I 
4b(f) 
Pt I 
4c(c) 
Pt I 
4c(d) 
Pt I 
4c(e) 
Pt I 
4c(f) 
Pt I 
4d(c) 

Pt I 
4d(d) 

Pt I 

4d(e) 

25 Value "FRMb4562 

bbbPG01 b 

NNNNNNNNN" 

(N = EIN) 
9 Numeric (EIN) 

40 Alphanumeric 
48 Alphanumeric 

Numeric 11 

11 Numeric 

48 Alphanumeric 

11 Numeric 

11 Numeric 

11 Numeric 
11 Numeric 
11 Numeric 

2 Numeric 

3 Alphanumeric 

11 Numeric 

11 Numeric 

2 Numeric 

3 Alphanumeric 

11 Numeric 

11 Numeric 

2 Numeric 

3 Alphanumeric 

11 Numeric 

11 Numeric 

2 Numeric 

3 Alphanumeric 



Field 
No. 

240 

250 

260 

270 

280 

290 

300 

310 

320 

330 

340 

350 

360 

370 

380 

390 

400 

410 

Identification 

ACRS 
15-year public utility property Deduction 
ACRS 
Low-income housing 
Property I 
Date placed in service 
ACRS 
Low-income housing 
Property 1 Basis for depreciation 
ACRS 
Low-income housing 
Property 1 

Recovery period 
ACRS 
Low-income housing 
Property 1 

Method of figuring depreciation 
ACRS 
Low-income housing 
Property 1 

Deduction 
ACRS 
Low-income housing 
Property 2 
Date placed in service 
ACRS 
Low-income housing 
Property 2 Basis for depreciation 
ACRS 
Low-income housing 
Property 2 
Recovery period 
ACRS 
Low-income housing 
Property 2 
Method of figuring depreciation 
ACRS 
Low-income housing 
Property 2 
Deduction 
ACRS 
15-year real property 
Date placed in service 
ACRS 
15-year real property 
Basis for depreciation 
ACRS 
15-year real property 
Recovery period 
ACRS 
15-year real property 
Method of figuring depreciation 
ACRS 
15-year real property 
Deduction 
ACRS 
18-year real property 
Date placed in service 
ACRS 
18-year real property 
Basis for depreciation 

Pt I 11 Numeric 
4e(c) 

Pt. I 
4e(d) 

2 Numeric 

Pt I 
4e(e) 

3 Alphanumeric 

Pt I 11 Numeric 
4e(f) 

Pt I 
4e(b) 

4 Numeric 
MMYY 

Pt I 11 Numeric 
4e(c) 

Pt I 
4e(d) 

2 Numeric 

Pt I 
4e(e) 

3 Alphanumeric 

Pt I 11 Numeric 
4e(f) 

P tel 4 Numeric 
4f(b) MMYY 

Pt I 11 Numeric 
4f(c) 

Pt I 
4f(d) 

2 Numeric 

Pt I 
4f(e) 

3 Alphanumeric 

Pt I 11 Numeric 
4f(f) 

Pt I 4 Numeric 
4g(b) MMYY 

Pt I 11 Numeric 
4g(c) 

Form 
Ref. Length Field Description 

Pt I 11 Numeric 
4d(f) 
Pt I 4 Numeric 

4e(b) MMYY 
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Field 
No. Identification 

Form 
Ref. Length Field Description 

420 

430 

440 

441 

442 

443 

444 

445 

450 

460 
470 

480 
485 
490 
500 

510 

520 

530 

540 

550 

560 

570 

580 

590 

600 

610 

612 

614 
620 

Pt I 
4g(d) 

ACRS 
18-year real property 
Recovery period 
ACRS 
18-year real property 
Method of figuring depreciation 
ACRS 
18-year real property 
Deduction 
ACRS 
19-year real property 
Date placed in service 
ACRS 
19 year real property basis for dep 
tion 
ACRS 
19 year real property 
Recovery period 
ACRS 
19 year real property. Method for 
ing depreciation. 
ACRS 
19 year real property deduction. 
Listed 
Property 
ACRS Deduction 
Property subject to section 168(e)(2 
tion 
Other depreciation 
Depreciation from form 4562-A 
Total 
Description of Property— 
Property 1 

Date Acquired 
Property 1 

Cost or other basis— 
Property 1 

Code section— 
Property 1 

Amortization Period Percentage— 
Property I 
Amortization for this year— 
Property 1 

Description of Property— 
Property 2 
Date Acquired 
Property 2 
Cost or other basis— 
Property 2 
Code section— 
Property 2 
Amortization Period Percentage— 
Property 2 
Amortization for this year— 
Property 2 
Amortization for property placed i 
vice prior to 1986 
Total 
Record I. D. 

recta- 

figur- 

) elec- 

n ser- 

Pt I 

4g(e) 

PtcI 
4g(f) 

Pt I 
4h(b) 

Pt I 
4h(c) 

Pt I 
4h(cl) 

Pt I 
4h(e) 

Pt 1 

4h(f) 
Pt15 

Pt I 6 
Pt I 7 

Pt I 8 
Pt1 9 
Pt I 10 

Part II 
(a) 

Part II 
(b) 

Part II 
(c) 

Part I I 
(d) 

Part II 
(e) 

Part II 
(f) 

Part II 
(a) 

Part II 
(b) 

Part II 
(c) 

Part II 
(d) 

Part II 
(e) 

Part II 
(f) 

Part II 2 

Part II 3 

2 Numeric 

3 Alphanumeric 

11 Numeric 

4 Numeric 
MMYY 

11 Numeric 

2 Numeric 

3 Alphanumeric 

11 Numeric 

11 Numeric 

11 Numeric 
11 Numeric 

11 
11 
11 
40 

Numeric 
Numeric 
Numeric 
Alphanumeric 

6 Numeric 
"MMDDYY" 

11 Numeric 

18 Alphanumeric 

11 Alphanumeric 

11 Numeric 

40 Alphanumeric 

6 Numeric "MMDDYY" 

11 Numeric 

18 Alphanumeric 

11 Alphanumeric 

11 Numeric 

11 Numeric 

11 Numeric 
25 Value "FRMb4562bb 

bPG02bNNNNNNNNN" 
(N = EIN) 
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Field 
No. Identification 

Form 
Ref. Length Field Description 

625 

627 

630 

640 

650 

660 

665 

670 

680 

690 

700 

710 

720 

730 

740 

745 

750 

760 

770 

780 

Evidence for business use of listed prop- 
erty 
Evidence written 

Depreciation 
Item 1 Description 

Depreciation 
Item 1 

Date placed in service 
Depreciation 
Item 1 

Business use percentage 
Depreciation 
Item I 
Cost or other basis— 
Depreciation 
Item 1. Basis — business use. 

Depreciation 
Item 1 

Recovery period 
Depreciation 
Item 1 

Method of figuring depreciation 
Depreciation 
Item 1 

Deduction 
Depreciation 
Item 1 

Section 179 expense 
Depreciation 
Item 2 Description 

Depreciation 
Item 2 
Date placed in service 
Depreciation 
Item 2 
Business use percentage 
Depreciation 
Item 2 
Cost or other basis— 
Depreciation 
Item 2. Basis — business use. 

Depreciation 
Item 2 
Recovery period 
Depreciation 
Item 2 
Method of figuring depreciation 
Depreciation 
Item 2 
Deduction 
Depreciation 
Item 2 
Section 179 expense 

Part III 
Sec A 

Part III 
Sec A 

Pt III 
Sec A 

1(a) 
Pt III 
Sec A 
1(b) 

Pt III 
Sec A 

1(c) 
Pt 111 

Sec A 
1(d) 

Pt III 
Sec A 

1(e) 
Pt III 

Sec A 1(f) 
Part 1 

Pt III 
Sec A 1(f) 

Part 2 
Pt III 
Sec A 

1(g) 
Pt III 
Sec A 

1(h) 
Pt III 
Sec A 
2(a) 

Pt III 
Sec A 
2(b) 

Pt III 
Sec A 
2(c) 

Pt III 
Sec A 
2(d) 

Pt III 
Sec A 
3(e) 

Pt III 
Sec A 2(f) 

Part 1 

Pt III 
Sec A 2(f) 

Part 2 
Pt III 

Sec A 2(g) 

Pt III 
Sec A 
2(h) 

12 

Value 
4YIt or clN77 

Value 
CCY!7 or 44N77 

or ccbll 

Alphanumeric 

6 Numeric 

11 Numeric 

11 Numeric 

2 Numeric 

3 Alphanumeric 

11 Numeric 

11 Numeric 

12 Alphanumeric 

6 Numeric "MMDDYY" 

6 Alphanumeric 

11 Numeric 

11 Numeric 

2 Numeric 

3 Alphanumeric 

11 Numeric 

11 Numeric 

6 Numeric "MMDDYY" 
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Field 
No. 

790 

800 

810 

820 

825 

830 

840 

850 

860 

870 

880 

890 

900 

905 

910 

920 

930 

940 

950 

Identification 

Depreciation 
Item 3 Description 

Depreciation 
Item 3 
Date placed in service 
Depreciation 
Item 3 
Business use percentage 
Depreciation 
Item 3 
Cost or other basis— 
Depreciation 
Item 3. Basis — business use. 

Depreciation 
Item 3 
Recovery period 

Depreciation 
Item 3 
Method of figuring depreciation 
Depreciation 
Item 3 
Deduction 
Depreciation 
Item 3 
Section 179 expense 
Depreciation 
Item 4 
Description 
Depreciation 
Item 4 
Date placed in service 
Depreciation 
Item 4 
Business use percentage 
Depreciation 
Item 4 
Cost or other basis— 
Depreciation 
Item 4. Basis — business use. 

Depreciation 
Item 4 
Recovery period 

Depreciation 
Item 4 
Method of figuring depreciation 

Depreciation 
Item 4 
Deduction 
Depreciation 
Item 4 
Section 179 expense 
Depreciation 
Item 5 
Description 

Form 
Ref. 

Pt III 
Sec A 
3(a) 

Pt III 
Sec A 
3(b) 

Pt III 
Sec A 
3(c) 

Pt III 
Sec A 
3(d) 

Pt. 111 
Sec A 
3(e) 

Pt III 
Sec A 
3(f) 

Part 1 

Pt III 
Sec A 3(f) 

Part 2 
Pt III 
Sec A 

3(g) 
Pt III 
Sec A 
3(h) 

Pt III 
Sec A 
4(a) 

Pt III 
Sec A 
4(b) 

Pt III 
Sec A 
4(c) 

Pt III 
Sec A 
4(d) 

Pt III 
Sec A 
4(e) 

Pt III 
Sec A 

4(f) 
Part I 
Pt III 
Sec A 
4(f) 

Part 2 
Pt III 
Sec A 
4(g) 

Pt III 
Sec A 
4(h) 

Pt III 
Sec A 

Length Field Description 

12 Alphanumeric 

6 Numeric "MMDDYY" 

6 Alphanumeric 

11 Numeric 

11 Numeric 

2 Numeric 

3 Alphanumeric 

11 Numeric 

11 Numeric 

12 Alphanumeric 

6 Numerica "MMDDYY" 

6 Alphanumeric 

11 Numeric 

11 Numeric 

2 Numeric 

3 Alphanumeric 

11 Numeric 

11 Numeric 

12 Alphanumeric 
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Field 
No. 

960 

970 

980 

985 

Identification 

Depreciation 
Item 5 
Date placed in service 
Depreciation 
Item 5 
Business use percentage 
Depreciation 
Item 5 
Cost or other basis— 
Depreciation 
Item 5. Basis — business use. 

990 Depreciation 
Item 5 
Recovery period 

1000 Depreciation 
Item 5 
Method of figuring depreciation 

1010 

1020 

1030 

1040 

1050 

1060 

1065 

1070 

1080 

1090 

1100 

1110 

1130 

Depreciation 
Item 5 
Deduction 
Depreciation 
Item 5 

Section 179 expense 
Depreciation 
Item 6 
Description 
Depreciation 
Item 6 
Date placed in service 
Depreciation 
Item 6 
Business use percentage 
Depreciation 
Item 6 
Cost or other basis 
Depreciation 
Item 6. Basis — business use. 
Depreciation 
Item 6 
Recovery period 
Depreciation 
Item 6 
Method of figuring depreciation 
Depreciation 
Item 6 
Deduction 
Depreciation 
Item 6 
Section 179 expense 
Depreciation 
Item 7 
Description 
Depreciation 
Item 7 
Date placed in service 
Depreciation 
Item 7 
Business use percentage 

Form 
Ref. 

Pt III 
Sec A 
5(b) 

Pt ill 
Sec A 

5(c) 
Pt III 
Sec A 
5(d) 

Pt III 
Sec A 

5(e) 
Pt III 
Sec A 

5(f) 
Part 1 

Pt III 
Sec A 

5(f) 
Part 2 
Pt III 
Sec A 
5(g) 

Pt III 
Sec A 
5(h) 

Pt III 
Sec A 
6(a) 

Pt III 
Sec A 
6(b) 

Pt III 
Sec A 
6(c) 

Pt III 
Sec A 
6(d) 

Pt III 
Sec A 
Pt III 

Sec A 6(f) 
Part 1 

Pt III 
Sec A 6(f) 

Part 2 
Pt Ill 
Sec A 
6(g) 

Pt III 
Sec A 
6(h) 

Pt III 
Sec A 
7(a) 

Pt III 
Sec A 
7(b) 

Pt III 
Sec A 
7(c) 

Length Field Description 

6 Numeric "MMDDYY" 

6 Alphanumeric 

11 Numeric 

11 Numeric 

2 Numeric 

3 Alphanumeric 

11 Numeric 

11 Numeric 

12 Alphanumeric 

6 Numeric "MMDDYY" 

6 Alphanumeric 

11 Numeric 

11 Numeric 

2 Numeric 

3 Alphanumeric 

11 Numeric 

1 Numeric 

12 Alphanumeric 

6 Numeric "MMDDYY" 

6 Alphanumeric 
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Field 
No. Identification 

Form 
Ref. Length Field Description 

1140 

1145 

1150 

1160 

1170 

1180 

1190 

1200 

1210 

1220 

1225 

1230 

1240 

1250 

1260 

1270 

1280 

1290 

1300 

1305 

1310 

438 

Depreciation 
Item 7 
Cost or other basis— 
Depreciation 
Item 7. Basis — business use. 
Depreciation 
Item 7 
Recovery period 
Depreciation 
Item 7 
Method of figuring depreciation 
Depreciation 
Item 76 
Deduction 
Depreciation 
Item 7 
Section 179 expense 
Depreciation 
Item 8 
Description 
Depreciation 
Item 8 
Date placed in service 
Depreciation 
Item 8 
Business use percentage 
Depreciation 
Item 8 
Cost or other basis— 
Depreciation 
Item 8. Basis — business use. 

Depreciation 
Item 8 
Recovery period 
Depreciation 
Item 8 
Method of figuring depreciation 
Depreciation 
Item 8 
Deduction 
Depreciation 
Item 8 
Section 179 expense 
Depreciation 
Item 9 
Description 
Depreciation 
Item 9 
Date placed in service 
Depreciation 
Item 9 
Business use percentage 
Depreciation 
Item 9 
Cost or other basis— 
Depreciation 
Item 9. Basis — Business use. 
Depreciation 
Item 9 
Recovery period 

1987-2 C. B. 

Pt III 
Sec A 
7(d) 

Pt III 
Sec A 7(e) 

Pt III 
Sec A 7(f) 

Part I 

Pt III 
Sec A 7(f) 

Part 2 
Pt III 
Sec A 
7(g) 

Pt III 
Sec A 
7(h) 

Pt III 
Sec A 
8(a) 

Pt III 
Sec A 
8(b) 

Pt III 
Sec A 

8(c) 
Pt III 
Sec A 
8(d) 

Pt III 
Sec A 

8(e) 
Pt III 

Sec A 8(f) 
Part 1 

Pt III 
Sec A 8(f) 

Part 2 
Pt III 
Sec A 
8(g) 

Pt III 
Sec A 
8(h) 

Pt Ill 
Sec A 
9(a) 

Pt III 
Sec A 
9(b) 

Pt III 
Sec A 
9(c) 

Pt III 
Sec A 
9(d) 

Pt III 
Sec A 9(e) 

Pt III 
Sec A 

9(f) 
Part 1 

11 Numeric 

11 Numeric 

2 Numeric 

3 Alphanumeric 

11 Numeric 

11 Numeric 

12 Alphanumeric 

6 Numeric "MMDDYY" 

6 Alphanumeric 

11 Numeric 

11 Numeric 

2 Numeric 

3 Alphanumeric 

11 Numeric 

11 Numeric 

12 Alphanumeric 

6 Numeric "MMDDYY" 

6 Alphanumeric 

11 Numeric 

11 Numeric 

2 Numeric 



Field 
No. 

1320 

1330 

1340 

1350 

1360 

1420 

1430 

1440 

1450 

1460 

1470 

1480 

1490 

1500 

1510 

1520 

1530 

1540 

1550 

1560 

1570 

1580 

1590 

1600 

1610 

Identification 

Depreciation 
Item 9 
Method of figuring depreciation 

Depreciation 
Item 9 
Deduction 
Depreciation 
Item 9 
Section 179 expense 
Total Section 179 expense 

Total 
Deduction 
Total miles driven during year 
Vehicle 1 

Total miles driven during year 
Vehicle 2 
Total miles driven during year 
Vehicle 3 
Total miles driven during year 
Vehicle 4 
Total miles driven during year 
Vehicle 5 
Total miles driven during year 
Vehicle 6 
Total business miles driven during year 
Vehicle 1 

Total business miles driven during year 
Vehicle 2 
Total business miles driven during year 
Vehicle 3 
Total business miles driven during year 
Vehicle 4 
Total business miles driven during year 
Vehicle 5 
Total business miles driven during year 
Vehicle 6 
Total commuting miles driven during 
year 
Vehicle 1 

Total commuting miles driven during 
year 
Vehicle 2 
Total commuting miles driven during 
year 
Vehicle 3 
Total commuting miles driven during 
year 
Vehicle 4 
Total commuting miles driven during 
year 
Vehicle 5 
Total commuting miles driven during 
year 
Vehicle 6 
Total non-commuting miles driven during 
year 
Vehicle 1 

Total non-commuting miles driven during 
year 
Vehicle 2 

Form 
Ref. 

pt III 
Sec A 

9(f) 
Part 2 
Pt III 
Sec A 
9(g) 

Pt III 
Sec A 
9(h) 

Pt III 
Sec A (h) 

Pt III 
Sec A (g) 

Pt III 
Sec B 1 

Pt III 
Sec B 1 

Pt III 
Sec B 1 

Pt III 
Sec B 1 

Pt III 
Sec B1 
Pt III 

Sec B 1 

Pt III 
Sec B2 
Pt III 

Sec B2 
Pt III 

Sec B2 
Pt. III 

Sec B 2 
Pt III 

Sec B2 
Pt III 

Sec B 2 
Pt III 

Sec B 3 

Pt III 
Sec B 3 

Pt III 
Sec B 3 

Pt III 
Sec B3 

Pt III 
Sec B 3 

Pt III 
Sec B 3 

Pt III 
Sec B4 

Pt III 
Sec B4 

Length Field Description 

3 Alphanumeric 

11 Numertc 

11 Numertc 

11 Numenc 

11 Numeric 

7 Numeric 

7 Numeric 

7 Numeric 

7 Numeric 

7 Numeric 

7 Numeric 

7 Numeric 

7 Numeric 

7 Numeric 

7 Numeric 

7 Numeric 

7 Numeric 

7 Numeric 

7 Numeric 

7 Numeric 

7 Numeric 

7 Numeric 

7 Numeric 

7 Numeric 

7 Numeric 
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Field 
No. Identification 

Form 
Ref. Length Field Description 

Pt III 
Sec B4 

Pt III 
Sec B4 

Pt III 
Sec B4 

Pt II 
Sec B4 

1620 Total non-commuting miles driven during 
year 
Vehicle 3 
Total non-commuting miles driven during 
year 
Vehicle 4 
Total non-commuting miles driven during 
year 
Vehicle 5 
Total non-commuting miles driven during 
year 
Vehicle 6 
Was vehicle available for personal use- 
Vehicle 1 

Was vehicle available for personal use- 
Vehicle 2 
Was vehicle available for personal use- 
Vehicle 3 
Was vehicle available for personal use- 
Vehicle 4 
Was vehicle available for personal use- 
Vehicle 5 
Was vehicle available for personal use- 
Vehicle 6 
Was vehicle used by more than 5'7o 
owner or related person — Vehicle 1 

Was vehicle used by more than Sfo 
owner or related person — Vehicle 2 
Was vehicle used by more than Sfo 
owner or related person — Vehicle 3 
Was vehicle used by more than Sfo 
owner or related person — Vehicle 4 
Was vehicle used by more than 5%o 
owner or related person — Vehicle 5 
Was vehicle used by more than 5%o 
owner or related person — Vehicle 6 
Is another vehicle available for personal 
use — Vehicle 1 

Is another vehicle available for personal 
use — Vehicle 2 
Is another vehicle available for personal 
use — Vehicle 3 
Is another vehicle available for personal 
use — Vehicle 4 
Is another vehicle available for personal 
use — Vehicle 5 
Is another vehicle available for personal 
use — Vehicle 6 
Do you maintain a written statement 
including commuting. 
Do you maintain a written prohibiting 
personal use. 
Do you treat all use of vehicles by 
employees as personal use. 

1630 

1640 

1650 

1660 

1670 

1680 

1690 

1700 

1710 

1711 

1712 

1713 

1714 

1715 

1716 

1720 

1730 

1740 

1750 

1760 

1780 

1790 

1800 

1810 

1820 Do you provide more than 5 vehicles. 

18330 Do you meet requirements concerning 
fleet vehicle or qual. auto demo use. 

1840 Other Information 

440 1987-2 C. B. 

Pt III 
Sec BS 
Pt III 

Sec B 5 
Pt III 

Sec B 5 
Pt III 

Sec B 5 
Pt III 

Sec BS 
Pt III 

Sec BS 
Pt III 

Sec B6 
Pt III 

Sec B 6 
Pt III 

Sec B6 
Pt III 

Sec B6 
Pt III 

Sec B6 
Pt III 

Sec B6 
Pt III 

Sec B 7 
Pt III 

Sec B 7 
Pt III 

Sec B7 
PT III 

Sec B7 
Pt III 

Sec B7 
Pt III 

Sec B7 
Pt III 

Sec C (8) 
Pt III 

Sec C (9) 
Pt III 
Sec C 
(10) 

Pt III 
Sec C 
(11) 

Pt. III 
Sec C 
(12) 

7 Numeric 

7 Numeric 

7 Numeric 

7 Numeric 

1 Value "Y" or "N" 

1 Value "Y" or "N" 

1 Value "Y" or "N" 

1 Value "Y" or "N" 

1 Value "Y" or "N" 

1 Value "Y" or "N" 

1 Value "Y" or "N" 

I Value c4YP&pr4 AN) 

I Value(cY9&pre cN9 1 

Value ccyr& p ccNis 

1 Value "Y" or "N" 

1 Value "Y" or "N" 

1 Value "Y" or "N" 

1 Value "Y" pr "N" 

I Value "Y" or "N" 

1 Value "Y" or «N» 

I Value c c Y 7 ) p r c 4 N & j 

1 Value ''Y'' or 

1 Value Y or N 

1 Value "Y" or "N" 

1 Value "Y" or "N" 

1 Value "Y" or "N" 

1 Value "Y" or "N" 

6 Valu«STMbNN 



Record Layout Form 4797 

Record Length Page 1: 1104 Characters 

Record Length Page 2( 1314 Characters 
Field 
No. Identification 

Form 
Ref. Length Field Description 

000 

005 
010 

048 

052 

054 

056 

058 

060 

062 

012 

014 

016 

018 

020 

022 

024 

026 

028 

030 

032 

034 

036 

040 

044 

046 

050 

Record I. D. 

Partnership's ID 
Description of Property Item 1 

Date Acquired 
Item I 
Date sold 
Item 1 

Gross sales price 
Item 1 

Depreciation allowed 
Item 1 

Cost or other basis 
Item 1 

LOSS 
Item 1 

GAIN 
Item 1 

Description of Property 
Item 2 
Date Acquired 
Item 2 
Date sold 
Item 2 
Gross sales price 
Item 2 
Depreciation allowed 
Item 2 
Cost or other basis 
Item 2 
LOSS 
Item 2 
GAIN 
Item 2 
Description of Property 
Item 3 
Date Acquired 
Item 3 
Date sold 
Item 3 
Gross sales price 
Item 3 
Depreciation allowed 
Item 3 
Cost or other basis 
Item 3 
LOSS 
Item 3 
GAIN 
Item 3 
Description of Property 
Item 4 
Date Acquired 
Item 4 

Pt I 
1 (a) 
Pt I 

1(b) 
Pt I 

1(c) 
Pt I 
1 (d) 
Pt I 
1 (e) 
Pt I 
1(f) 
Pt I 
I(8) 
Pt I 
1(h) 
Pt I 
1(a) 
Pt I 
1(b) 
Pt I 
1(c) 
Pt I 
1(d) 
Pt I 
1(e) 
Pt I 
1(f) 
Pt I 
I(8) 
Pt I 
1(h) 
Pt I 
1(a) 
Pt I 
1(b) 
Pt I 
1(c) 
Pt I 
1(d) 
Pt I 
1(e) 
Pt I 
1(f) 
Pt I 
I(S) 
Pt I 
1(h) 
Pt I 
1(a) 
Pt I 
1(b) 

25 

9 
18 

6 

6 

11 

11 

11 

11 

11 

18 

6 

6 

11 

11 

11 

11 

11 

18 

6 

6 

11 

11 

11 

11 

11 

18 

Alphanumeric 

Numeric 

Numeric 

Numeric 

Numeric 

Alphanumeric 

Numeric 

Numeric 

Numeric 

Numeric 

Alphanumeric 

Numeric 

Numeric 

Numeric 

Numeric 

Alphanumeric 

Value "mmddyy" 
Numeric 
Value "mmddyy" Numeric 

Value "mmddyy" 
Numeric 
Value "mmddyy" 
Numeric 
Alphanumeric 

Alphanumeric 

Value "mmddyy" 
Numeric 

Value "FRMb4797b 

bbPG01 bNNNNNNNNN" 

(N = EIN) 
Numeric (EIN) 
Alphanumeric 

Value "mmddyy" 
Numeric 
Value "mmddyy" Numeric 

1987 2 C 8 44( 



066 

068 

070 

080 

082 

084 

086 

090 

088 

092 

094 

096 

098 

170 
180 
190 
200 

205 
210 
220 
230 
240 

250 

260 

270 

280 

290 

300 

310 

320 

330 

442 

Field 
No. 

064 

Identification 

Date sold 
Item 4 
Gross sales price 
Item 4 
Depreciation allowed 
Item 4 
Cost or other basis 
Item 4 
LOSS 
Item 4 
GAIN 
Item 4 
Description of Property 
Item 5 
Date Acquired 
Item 5 
Date sold 
Item 5 
Gross sales price 
Item 5 

Depreciation allowed 
Item 5 
Cost or other basis 
Item 5 
LOSS 
Item 5 
GAIN 
Item 5 
Gain from Form 4684 
Section 1231 gain 
Gain on line 31 
Add lines 1 through 4 

Add lines 1 through 4 
Combine columns (g) and (h) 
Nonrecaptured losses from prior years 
Subtract line 7 from line 6 
Ordinary Gains and Losses— 
Description of Property Item 1 

Ordinary Gains Losses — Date Acquired 
Item 1 

Ordinary Gains and Losses — Date sold 
Item 1 

Ordinary Gains and Losses — Gross sales 
price 
Item 1 

Ordinary Gains and Losses — Depreciation 
allowed 
Item 1 

Ordinary Gains and Losses — Cost or 
other basis 
Item 1 

Ordinary Gains and Losses — LOSS 
Item 1 

Ordinary Gains and Losses — GAIN 
Item 1 

Ordinary Gains and Losses — Description 
of Property 
Item 2 
Ordinary Gains and Losses — Date 
Acquired 
Item 2 

1987-2 C. B. 

Form 
Ref. 
Pt I 
1(c) 
Pt I 

1(d) 
Pt I 
1(e) 
Pt I 
I(f) 
Pt I 
1(g) 
Pt I 
1(h) 
Pt I 
1(a) 
Pt I 
1(b) 
Pt I 
1(c) 
Pt I 

1(d) 
Pt I 
1(e) 
Pt I 
1(f) 
Pt I 
1(g) 
Pt I 
1(h) 

Pt I 2 
Pt I 3 
Pt I 4 

Pt I 5g 

Pt I 5h 
Pt I 6 
Pt I 7 
Pt I 8 
Pt II 
9 (a) 
Pt II 
9 (b) 
Pt II 
9 (c) 
Pt II 
9 (cl) 

Pt II 
9 (e) 

Pt II 
9 (f) 

Pt II 
9 (g) 
Pt II 
9 (h) 
Pt II 
9 (a) 

Pt II 
9 (b) 

Length 

6 

11 

18 

11 
11 
11 
11 

11 
11 
11 
11 
18 

18 

Field Description 

Value "mmddyy" 
Numeric 
Alphanumeric 

Numeric 

Numeric 

Numeric 

Numeric 

Alphanumeric 

Value "mmddyy" 
Numeric 
Value "mmddyy" 
numeric 
Alphanumeric 

Numeric 

Numeric 

Numeric 

Numeric 

NO ENTRY 
NO ENTRY 
Numeric 
Numeric 
Negative, if present 
Numeric 
Numeric 
Numeric 
Numeric 
Alphanumeric 

Value "mmddyy" 
Numeric 
Viue "mmddyy" 
Numeric 
Numeric 

Numeric 

Numeric 

Numeric 

Numeric 

Alphanumeric 

Value "mmddyy" 
numeric 



Field 
No. 

340 

350 

360 

370 

380 

390 

392 

394 

396 

398 

400 

402 

404 

406 

410 

412 

414 

416 

418 

420 

422 

424 

426 

Identification 

Ordinary Gains and Losses — Date sold 
Item 2 
Ordinary Gains and Losses — Gross sales 
price 
Item 2 
Ordinary Gains and Losses — Depreciation 
allowed 
Item 2 
Ordinary Gains and Losses — Cost or 
other basis 
Item 2 
Ordinary Gains and Losses — LOSS 
Item 2 
Ordinary Gains and Losses — GAIN 
Item 2 
Ordinary Gains and Losses — Description 
of Property 
Item 3 
Ordinary Gains 
Losses — Date Acquired 
Item 3 
Ordinary Gains and Losses — Date sold 
Item 3 
Ordinary Gains and Losses — Gross sales 
price 
Item 3 
Ordinary Gains and Losses — Depreciation 
allowed 
Item 3 
Ordinary Gains and Losses — Cost or 
other basis 
Item 3 
Ordinary Gains and Losses — LOSS 
Item 3 
Ordinary Gains and Losses — GAIN 
Item 3 
Ordinary Gains and Losses — Description 
of Property 
Item 4 
Ordinary Gains and Losses — Date 
Acquired 
Item 4 
Ordinary Gains and Losses — Date sold 
Item 4 
Ordinary Gains and Losses — Gross sales 
price 
Item 4 
Ordinary Gains and Losses — Depreciation 
allowed 
Item 4 
Ordinary Gains and Losses — Cost or 
other basis 
Item 4 
Ordinary Gains and Losses — LOSS 
Item 4 
Ordinary Gains and Losses — GAIN 
Item 4 
Ordinary Gains and Losses — Description 
of Property 
Item 5 

Form 
Ref. 

Pt II 
9 (c) 
Pt II 
9 (d) 

Pt II 
9 (e) 

Pt II 
9 (f) 

Pt II 
9 (g) 
Pt II 
9 (11) 
Pt II 
9 (a) 

Pt II 
9 (b) 

Pt II 
9 (c) 
Pt II 
9 (d) 

Pt II 
9 (e) 

Pt II 
9 (f) 

Pt II 
9 (g) 
Pt II 
9 (h) 
Pt II 
9 (a) 

Pt II 
9 (b) 

Pt II 
9 (c) 
Pt II 
9 (d) 

Pt II 
9 (e) 

Pt II 
9 (f) 

Pt II 
9 (g) 
Pt II 
9 (h) 
Pt II 
9 (a) 

Length Field Description 

6 Value "mmddyy" 
numeric 

11 Numeric 

11 Numeric 

11 Numeric 

11 Numeric 

11 Numeric 

18 Alphanumeric 

6 Value "mmddyy" 
Numeric 

6 Value "mmddyy" 
Numeric 

11 Numeric 

11 Numeric 

11 Numeric 

11 Numeric 

11 Numeric 

18 Alphanumeric 

6 Value "mmddyy" 
numeric 

6 Value "mmddyy" 
numeric 

11 Numeric 

11 Numeric 

11 Numeric 

11 Numeric 

11 Numeric 

18 Alphanumeric 
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Field 
No. 

428 

430 

432 

434 

436 

438 

440 

450 
460 
470 
480 
490 
500 
502 
512 

514 

516 
518 

520 

521 

522 

530 

540 

550 

560 

570 

580 

590 

600 

Identification 

Ordinary Gains Losses — Date Acquired 
Item 5 
Ordinary Gains and Losses — Date sold 
Item 5 
Ordinary Gains and Losses — Gross sales 
price 
Item 5 
Ordinary Gains and Losses — Depreciation 
allowed 
Item 5 
Ordinary Gains and Losses — Cost or 
other basis 
Item 5 

Ordinary Gains and Losses — LOSS 
Item 5 
Ordinary Gains and Losses — GAIN 
Item 5 
Loss from line 6 
Gain from line 6 or amount from line 7 
Net gain from line 30 
Net gain or loss from Form 4684 LOSS 
Net gain or loss from Form 4684 GAIN 
Ordinary gain from installment sales 
Recapture of section 179 deduction 
Add lines 9 through 15 LOSS 

Add lines 9 through 15 GAIN 

Combine (g) and (h) of 16 
Individual return loss 

Individual return loss or gain 

Record I. D. 

Gain from disp. of Property 
Description of Property A 
Gain from disp. of Property 
Date Acquired 
Property A 
Gain from disposition of Property 
Date Sold 
Property A 
Gain from disposition of Property 
Description of Property B 
Gain from disposition of Property 
Date Acquired 
Property B 
Gain from disposition of Property 
Date Sold 
Property B 
Gain from disposition of Property 
Description of Property C 
Gain from disposition of Property 
Date Acquired 
Property C 
Gain from disposition of Property 
Date Sold 
Property C 

Form 
Ref. 

Pt II 
9 (b) 
Pt II 
9 (c) 
Pt II 
9 (d) 

Pt II 
9 (e) 

Pt II 
9 (f) 

Pt II 
9 (g) 
Pt II 
9 (h) 

Pt II 10 
Pt II 11 
Pt II 12 
Pt II 13 
Pt II 13 
Pt II 14 
Pt II 15 

Pt II 
16(g) 
Pt II 
16 (h) 

Pt II 17 
Pt II 

17 b (1) 
Pt II 

17 b (2) 

Pt III 
18A 

Pt III 
18 A 

Pt III 
18 A 

Pt III 
18 B 

Pt III 
18 B 

Pt III 
18 B 

Pt III 
18 C 

Pt III 
18 C 

Pt III 
18 C 

Length 

11 
11 
11 
11 
11 
11 
11 
11 

25 

50 

50 

50 

Field Description 

Value "mmddyy" 
Numeric 
Value "mmddyy" 
Numeric 
Numeric 

Numeric 

Numeric 

Numeric 

Numeric 

Numeric 
Numeric 
Numeric 
NO ENTRY 
NO ENTRY 
NO ENTRY 
Numeric 
Numeric, 
Negative if present 
Numeric 

Numeric 
NO ENTRY 

NO ENTRY 

Value "FRMb4797b 
bbPG02bNNNNNNNNN" 
(N = EIN) 
Alphanumeric 

Numeric "MMDDYY" 

Numeric "MMDDYY" 

Alphanumeric 

Numeric "MMDDYY" 

Numeric "MMDDYY" 

Alphanumeric 

Numeric "MMDDYY" 

Numeric "MMDDYY" 
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Field 
No. 

700 

610 

620 

630 

640 

650 

660 

670 

680 

710 

720 

730 

740 

750 

760 

770 

780 

790 

800 

810 

820 

830 

840 

850 

860 

870 

Identification 

f Property 
D 
f Property 

f Property 

expense 

expense 

expense 

expense 

Gain from disposition o 
Description of Property 
Gain from disposition o 
Date Acquired 
Property D 
Gain from disposition o 
Date Sold 
Property D 
Gross sales price 
Property A 
Gross sales price 
Property B 
Gross sales price 
Property C 
Gross sales price 
Property D 
Cost or other basis plus 
Property A 
Cost or other basis plus 
Property B 
Cost or other basis plus 
Property C 
Cost or other basis plus 
Property D 
Depreciation 
Property A 
Depreciation 
Property B 
Depreciation 
Property C 
Depreciation 
Property D 
Adjusted basis 
Property A 
Adjusted basis 
Property B 
Adjusted basis 
Property C 
Adjusted basis 
Property D 
Total gain 
Property A 
Total gain 
Property B 
Total gain 
Property C 
Total gain 
Property D 
Section 1245 
Depreciation 
Property A 
Section 1245 
Depreciation 
Property B 
Section 1245 
Depreciation 
Property C 
Section 1245 
Depreciation 
Property D 

Form 
Ref. 

Pt III 
18 D 

Pt III 
18 D 

Pt III 
18 D 

Pt III 
19 A 
Pt II 
19 B 

Pt III 
19 C 

Pt III 
19 D 

Pt III 
20A 

Pt III 
20 B 
Pt III 
20 C 
Pt III 
20 D 
Pt III 
21 A 
Pt III 
21 B 
Pt III 
21 C 
Pt III 
21 D 
Pt III 
22A 

Pt III 
22 B 
Pt III 
22 C 
Pt III 
22 D 
Pt III 
23 A 
Pt III 
23 B 

Pt III 
23 C 
Pt III 
23 D 
Pt III 
24a A 

Pt III 
24a B 

Pt III 
24a C 

Pt III 
24a D 

Length Field Description 

50 Alphanumeric 

6 Numeric "MMDDYY" 

6 Numeric "MMDDYY" 

11 Numeric 

11 Numeric 

11 Numeric 

11 Numeric 

11 Numeric 

11 Numeric 

11 Numeric 

11 Numeric 

11 Numeric 

11 Numeric 

11 Numeric 

11 Numeric 

11 Numeric 

11 Numeric 

11 Numeric 

11 Numeric 

11 Numeric 

11 Numeric 

11 Numeric 

11 Numeric 

11 Numeric 

11 Numeric 

11 Numeric 

11 Numeric 
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Field 
No. Identi fication 

Form 
Ref. Length Field Description 

880 

890 

900 

910 

920 

930 

940 

950 

960 

970 

980 

990 

1000 

1010 

1020 

1030 

1040 

1050 

1060 

1070 

Section 1245 
smaller of 23 or 24a 
Property A 
Section 1245 
smaller of 23 or 24a 
Property B 
Section 1245 
smaller of 23 or 24a 
Property C 
Section 1245 
smaller of 23 or 24a 
Property D 
Section 1250 
Additional depreciation 
Property A 
Section 1250 
Additional depreciation 
Property B 
Section 1250 
Additional depreciation 
Property C 
Section 1250 
Additional depreciation 
Property D 
Section 1250 
Applicable percentage 
Property A 
Section 1250 
Applicable percentage 
Property B 
Section 1250 
Applicable percentage 
Property C 
Section 1250 
Applicable percentage 
Property D 
Section 1250 
Subtract 25a from 23 
Property A 
Section 1250 
Subtract 25a from 23 
Property B 
Section 1250 
Subtract 15a from 23 
Property C 
Section 1250 
Subtract 25a from 23 
Property D 
Section 1250 
Additional depreciation 
Property A 
Section 1250 
Additional depreciation 
Property B 
Section 1250 
Additional depreciation 
Property C 
Section 1250 
Additional depreciation 
Property D 

Pt III 
24b A 

Pt III 
24b B 

Pt III 
24b C 

Pt III 
24b D 

Pt III 
25a A 

Pt II 
25a B 

Pt III 
25a C 

Pt. III 
25a D 

Pt III 
25b A 

Pt III 
25b B 

Pt III 
25b C 

Pt III 
25b D 

Pt III 
25c A 

Pt III 
25c B 

Pt III 
25c C 

Pt III 
25c D 

Pt III 
25d A 

Pt III 
25d B 

Pt III 
25d C 

Pt III 
25d D 

11 Numeric 

11 Numeric 

11 Numeric 

11 Numeric 

11 Numeric 

11 Numeric 

11 Numeric 

11 Numeric 

11 Numeric 

11 Numeric 

11 Numeric 

11 Numeric 

11 Numeric 

11 Numeric 

11 Numeric 

11 Numeric 

11 Numeric 

11 Numeric 

11 Numeric 

11 Numeric 
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Field 
No. Identification 

Form 
Ref. Length Field Description 

1080 

1090 

1100 

1110 

1120 

1130 

1140 

1150 

1160 

1170 

1180 

1190 

1200 

1210 

1220 

1230 

1240 

1250 

1260 

1270 

1280 

1290 

1300 

Water and 

expenses 

expenses 

expenses 

ercentage 

ercentage 

ercentage 

ercentage 

Section 1250 
Applicable percentage 
Property A 
Section 1250 
Applicable percentage 
Property B 
Section 1250 
Applicable percentage 
Property C 
Section 1250 
Applicable percentage 
Property D 
Section 291 amount 
Property A 
Section 291 amount 
Property B 
Section 291 amount 
Property C 
Section 291 amount 
Property D 
Add lines 
Property A 
Add lines 
Property B 
Add lines 
Property C 
Add lines 
Property D 
Section 1252 Soil, 
expenses 
Property A 
Section 1252 
Soil, Water and Land 
Property B 
Section 1252 
Soil, Water and Land 
Property C 
Section 1252 
Soil, Water and Land 
Property D 
Section 1252 
26a times application p 
Property A 
Section 1252 
26a times application p 
Property B 
Section 1252 
26a times application p 
Property C 
Section 1252 
26a times application p 
Property D 
Section 1252 
smaller of 23 or 26b 
Property A 
Section 1252 
smaller of 23 or 26b 
Property B 
Section 1252 
smaller of 23 or 26b 
Property C 

Land 

Pt III 
25e A 

Pt III 
25e B 

Pt III 
25e C 

Pt III 
25e D 

Pt III 
25f A 
Pt III 
25f B 
Pt III 
25f C 
Pt III 
25f D 
Pt III 
25g A 
Pt III 
25g B 
Pt III 
25g C 
Pt III 
25g D 
Pt III 
26a A 

Pt III 
26a B 

Pt III 
26a C 

Pt III 
26a D 

Pt III 
26b A 

Pt III 
26b B 

Pt III 
26b C 

Pt III 
26b D 

Pt III 
26c A 

Pt III 
26c B 

Pt III 
26c C 

11 

11 

11 

11 

11 

11 

11 

11 

11 

Numeric 

Numeric 

Numeric 

Numeric 

NO ENTRY 

NO ENTRY 

NO ENTRY 

NO ENTRY 

Numeric 

Numeric 

Numeric 

Numeric 

NO ENTRY 

NO ENTRY 

NO ENTRY 

NO ENTRY 

NO ENTRY 

NO ENTRY 

NO ENTRY 

NO ENTRY 

NO ENTRY 

NO ENTRY 

NO ENTRY 
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Field 
No. Identification 

Form 
Ref. Length Field Description 

1310 

1320 

1330 

1340 

1350 

1360 

1370 

1380 

1390 

1400 

1410 

1420 

1430 

1440 

1450 

1460 

1470 

1480 

1490 
1500 
1510 
1520 
1530 
1540 
1550 

Section 1252 
smaller of 23 or 26b 
Property D 
Section 1254 
Intangible drilling and development 
Property A 
Section 1254 
Intangible drilling and development 
Property B 
Section 1254 
Intangible drilling and development 
Property C 
Section 1254 
Intangible drilling and development 
Property D 
Section 1254 
smaller of 23 or 27a 
Property A 
Section 1254 
smaller of 23 or 27a 
Property B 
Section 1254 
smaller of 23 or 27a 
Property C 
Section 1254 
smaller of 23 or 27a 
Property D 
Section 1255 
Applicable percentage 
Property A 
Section 1255 
Applicable percentage 
Property B 
Section 1255 
Applicable percentage 
Property C 
Section 1255 
Applicable percentage 
Property D 
Section 1255 
smaller of 23 or 28a 
Property A 
Section 1255 
smaller of 23 or 28a 
Property B 
Section 1255 
smaller of 23 or 28a 
Property C 
Section 1255 
smaller of 23 or 28a 
Property D 
Total gains 
All properties 
Columns A through D 
Subtract line 30 from line 29 
Check for installment method 
Face amount of note 
Percentage of valuation 
Section 179 expense deduction 
Section 280F recovery deduction 

Pt III 
26c D 

11 NO ENTRY 

Pt III 
27a A 

11 Numeric 

Pt III 
27a B 

11 Numeric 

Pt III 
27a C 

Pt III 
27a D 

11 Numeric 

11 Numeric 

Pt III 
27b A 

11 Numeric 

Pt III 
27b B 

Pt III 
27b C 

11 Numeric 

11 Numeric 

Pt III 
27b D 

11 Numeric 

Pt III 
28a A 

11 Numeric 

Pt III 
28a B 

11 Numeric 

Pt III 
28a C 

Pt III 
28a D 

11 Numeric 

11 Numeric 

Pt III 
28b A 

11 Numeric 

Pt III 
28b B 

11 Numeric 

Pt III 
28b C 

11 Numeric 

Pt III 
28b D 

11 Numeric 

Pt III 30 
Pt. III 31 

Pt IV 
Pt IV 
Pt IV 

Pt V 1(a) 
Pt V 1(b) 

11 
11 

I 

11 
6 

11 
11 

Numeric 
Numeric 
Value "x" or blank 
Numeric 
Numeric 
Numeric 
Numeric 

Pt II I 29 11 Numeric 
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Field 
No. Identification 

1560 Section 179 
Depreciation 

1570 Section 280F 
Depreciation 

1580 Section 179 
Recapture amount 

1590 Section 280F 
Recapture amount 

Form 8308 

Form 
Ref. Length Field Description 

Pt V 2(a) 11 Numeric 

Pt V 2(b) 11 Numeric 

Pt V 3(a) 11 Numeric 

Pt V 3(b) 11 Numeric 

Record Length: 271 Characters 

Field 
No. Identification 

Form 
Ref. Length Field Description 

000 Record ID 

010 Partnership's EIN 
015 Sequence Number 
020 Transferor's name 
030 Transferor's SSN 
040 Transferor's Address 
050 Transferor's city, state & zip code 
060 Transferee's name 
065 Transferee's SSN 
070 Transferee's Address 
080 Transferee's city, state & zip code 
090 Date of sale or Exchange of Partnership 

Interest 

25 

9 
3 

Part I 35 
Part I 9 
Part I 35 
Part I 35 
Part II 35 
Part II 9 
Part II 35 
Part II 35 
Part III 6 

Value "FRMb8308bbb 
PG01 bNNNNNNNNN 
(N = EIN) 
Numeric 
Numeric 
Alphanumeric 
Numeric 
Alphanumeric 
Alphanumeric 
Alphanu mene 
Numeric 
Alphanumeric 
Alphanumeric 
Numeric 
MMDDYY 
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AT1'ACHNENT I 

, . . . 8453-P 
Department of the Treasury 
Internal Revenue Sconce 

Name of Partnership 

U. S. partnership Declaration for Magnetic 
Media/Electronic Filing 

For the year January 1 — December 31, 1986 

OMB No. 1545-OB7O 

186 
Employer tdenttftcation number 

Paperwork Reduction Act Notice. — We ask for this information to carry out the Internal Revenue laws of the Unitt;d States. We need it to 

ensure that taxpayers are complying with these laws and to allow us to figure and collect the right amount of tax. You are required to give 

us this information. 

gag Partnership Return Information 

1 Gross receipts or sales minus returns and allowances (Form 1065, line 1c) 

2 Gross profit (Form 1065, line 3) 

3 Total income or loss (Form 1065, line 11) 

4 Ordinary income or loss (Form 1065, line 24), 

5 Net long-term capital gain or loss (Form 1065, Schedule 6, line 1) 

6 Total liabilities and capital at end of tax year (Form 1065, Schedule L, line 21, column (d)) 
(If no balance sheet is required, enter N/A. ) 

~m Declaration of Partnership 

Under penalties of perlury, I declare that the above described amounts agree with the amounts shown on the corresponding lines of our 

1986 Federal partnership return. I have also examined a copy of the return being filed on magnetic media or electronically with the internal 

Revenue Service, including accompanying schedules and statements. To the best of my knowledge and belief, the return is true, correct, 

and complete. 
If I am not the transmitter, I consent that our return, including this declaration and accompanying schedules and statements, be sent to 

the Internal Revenue Service by our tax return transmitter. 

Please 
Sign 

Signature of general partner Date 

ggmDeclaration of Preparer/Transmitter (If the transmitter also prepared the partnership return, check here i . ) 

I declare that the above partnership return is based on all information of which I have knowledge. A copy of all forms and information to be 
filed with the Internal Revenue Service has been or will be provided to the partnership. 

Paid 

Transmitter's „, , „, „„„ 
USe Qn/y yo urs, it selt emiiioyed) 

and address 

Date 

Check if 
self-employed 

E. l. No. 

ZIP code 

Your social secunty number 

Form 8453 P (1BBB) 
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S. C. Block Control Number 

ATI'PCHMENT II 
5Am P 

Year ransaction Code MFT Codi 

Batch Control Number Count Code Date 

Surveyed by and O, ite Missinq Numbers at time of Survey (If short block. show number of 
last return/ 

Returns marked "S" 
forwarded to Statistics 

Date 

Record of Selected Returns 

All returns in block 
forwarded to Statistics 

Date 

25 50 75 

01 51 76 

02 27 52 77 

28 53 78 

05 30 55 

31 81 

07 32 57 82 

33 58 83 

34 59 

10 35 85 

36 61 

12 37 62 87 

13 38 63 

14 39 

15 40 65 

16 41 91 

17 42 92 

18 43 68 93 

19 44 69 

45 70 95 

21 46 71 

22 47 72 97 

23 48 73 98 

24 49 

Use and issue 
Form 1332 fRev. 1 f rst "ffev. 9. 69" 

74 

Block and Selection Record 

99 

Department Of the Tieatuiy 
Internal Revenue Service 
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Preparer~ansmitter Agreeaent for Electrcnic Filing 

Name and Mdress of Preparer/Tranaaitter 

Name and title of r~xasible cmpany official 

address of location(s) where electrcnic returns are prepared 
(if more than one location, list all on back) 

address of location(s) where taxpayer declarations are stored 
while awaiting shipment to the Internal Revere Service 
(if more than one location, list all on back) 

Name and address of communicaticns canpar~, and name of 
responsible official of that ecagamy 

I agree to the following conditions to file Partnership 
Returns of Income electronically or on magnetic tape. I 
understand that my failure to meet any of the criteria will 
result in my not being certified to participate in the program. 

l. I agree to submit a test transmission by January 30, 1987. I 
understand that until a successful test transmission has been 
acknowledged by the Service I am not certifed to file. 

2. Before transmitting an electronic return, I agree to secure a 
taxpayer declaration signed by each taxpayer for whom I 
file a return, and to store and submit the declarations in the 
manner and timeframes prescribed by the Service. 

3. I agree to secure, store and submit all forms, documents, etc. , 
that are required for a complete return, and to do so in the 
manner and timeframes prescribed by the Service. 

4. I agree that my return transmission will conform exactly to 
all prescribed specifications. 

5. I understand that any return not acknowledged as received by the 
Service will be considered not filed. 
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6. I understand that, inclusion in the Pilot does not guarantee 
permission to file electronically in future years. 

I agree that the advertising language I use will not infer 
any special relationship with the Internal Revenue Service, 
nor endorsement of my services by the Internal Revenue Service, 
aced that claims about my services will not differ from language 
in Service publications. 

8. I will keep copies of the returns at (address) in accordance 
with Service specifications. 

9. I understand that if a taxpayer declaration is missing or in 
error, I will be responsible for supplying another together 
with accompanying paper documents. If a copy cannot be 
supplied, the return will be considered unsigned and unfiled. 

10. I agree to ccmply with all provisions of the Revenue Procedure 
for the Electronic/Magnetic Tape Filing Pilot. 

In consideration for the opportunity to participate in the 
IRS Electronic/Magnetic Media filing pilot, my firm/company 
agrees to meet and satisfy each of the conditions enumerated 
herein. It is understood and agreed that the failure of my 
firm/company to satisfy any of the above criteria as determined 
solely by the Internal Revenue Service may result, without 
advance notice, in immediate cancellation of this agreement along 
with participation of my firm/company in the electronic/magnetic 
tape pilot. I further understand and agree that any 
administrative appeal from said determination will be 
limited to the review procedures established by the Internal 
Revenue Service. 

Signature of responsible carpany official 
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CONSOL IDATED 
U. S. PARTNERSHIP DECLARATION FOR NAGNETIC 

MED I A/ELEC TROIJI C F IL ING 

FORN 8453-P 1986 
FOR THE YEAR JANUARY 1-DECEMBER 31, 1986 

NAME OF PARTNERSHIP 
XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX 

PART I PARTNERSHIP RETURN INFORMATION 

EIN 
XX-XXXXXXX 

1. GROSS 2. GROSS 3. TOTAL 4. ORDINARY 5. NET LT 6. TOTAL 
RECEIPTS PROFIT INCOME INCOME CAP GAIN LIAB. 

XXXXXXXXXX XXXXXXXXXX XXXXXXXXXX XXXXXXXXXX XXXXXXXXXX XXXXXXXXXX 

NAME OF PARTNERSHIP 
XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX 

EIN 
XX-XXXXXXX 

PART I PARTNERSHIP RETURN INFORMATION 

1. GROSS 2. GROSS 3. TOTAL 4. ORDINARY 5. NET LT 6. TOTAL 
RECEIPTS PROFIT INCONE INCONE CAP GAIN LIAB. 
XXXXXXXXXX XXXXXXXXXX XXXXXXXXXX XXXXXXXXXX XXXXXXXXXX XXXXXXXXXX 

ETC' ETC. 

PART II DECLARATION OF PARTNERSHIP 

UNDER PENALTIES OF PERJURY, I DECLARE THAT THE ABOVE DESCRIBED 
AMOUNTS AGREE WITH THE ANOUNTS SHOWN ON THE CORRESPONDING LINES 
OF OUR 1986 PARTNERSHIP RETURNS. I HAVE ALSO EXANINED A COPY OF 
THE RETURNS BE IN G F IL ED ON MAGNETIC MEDIA OR ELEC TROI'JI CALLY W I TH 
THE INTERNAL REVENUE SERVICE, INCLUDING ACCONPANYING SCHEDULES 
AND STATEMENTS. TO THE BEST OF NY KNOWLEDGE AND BELIEF, THE 
RETURNS ARE TRUE, CORRECT AND CONPLETE. 

IF I AM NOT THE TRANSMITTER, I CONSENT THAT OUR RETURNS, 
INCLUDING THIS DECLARATION AND ACCOMPANYING SCHEDULES AND 
STATEMENTS, BE SENT TO THE INTERNAL REVENUE BY OUR TAX RETURN 
TRANSMITTER. 

SIGNATURE OF GENERAL PARTNER DATE 
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PART I I I DECLARATION QF PREPARER/TRANSMITTER 

I DECLARE THAT THE ABOVE PARTNERSHIP RETURNS ARE BASED ON ALL 
INFORMATION QF WHICH I HAVE KNOWLEDGE. A COPY OF ALL FORMS AND 
INFORMATION TO FILED gITH THE INTERNAL REVENUE HAS BEEN OR MILL 
BE PROVIDED TO THE PARTNERSHIPS ~ 

PREPARER'S/TRANSMITTER'S SIGNATURE 
& SSN, IF SELF-EMPLOYED 

XXX-XX-XXXX DATE 

FIRM'S NAME E. I ~ NO- 

FIRM'S ADDRESS ZIP CODE 
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26 CFR 60l. 20l Ruling and determination 
letters. 

Rev. Proc. 87-35 

SECTION 1. PURPOSE 

The purpose of this revenue proce- 
dure is to announce that the Internal 
Revenue Service will consider re- 
quests for rulings on proposed trans- 
actions involving questions under sec- 
tion 704(b) of the Internal Revenue 
Code. 

SEC. 2. BACKGROUND 

Subchapter K of the Code, sections 
701 through 761, sets forth the rules 
concerning the federal income tax 
treatment of partners and partner- 
ships. Section 704(b) of the Code 
provides that a partner's distributive 
share of income, gain, loss, deduc- 
tion, or credit shall be determined in 
accordance with the partner's interest 
in the partnership (determined by 
taking into account all facts and 
circumstances) if either (1) the part- 
nership agreement fails to allocate 
such items or (2) the allocation pro- 
vided in the agreement lacks substan- 
tial economic effect. 

Section 1. 704-1 of the Income Tax 
Regulations provides three tests for 
determining whether an allocation 
will be respected under section 
704(b). They are as follows: 

(1) if it has "substantial economic 
effect, " i. e. if the allocation has 
"economic effect, " and if such eco- 
nomic effect is "substantial, " as de- 

termined under rules set forth in the 
regulations, 

(2) if it is in accordance with the 
partner's interest in the partnership, 
and 

(3) if it is deemed to be in accord- 
ance with the partner's interest in the 
partnership. 

Satisfaction of any one of the tests 
is sufficient to find that an alloca- 
tion will be respected under section 
704(b). 

The Service's existing practice is 
not to issue advance rulings regarding 
section 704(b)(2). See subsection 30 
of section 3. 01 of Rev. Proc. 87-3, 
1987-1 C. B. 523: 

30 Section 704(b)(2). — Partner's 
Distributive Share Determined. — 
Whether the allocation to a part- 
ner under the partnership agree- 
ment of income, gain, loss, de- 
duction, or credit (or an item 
thereof) has substantial economic 
effect. 

The Service will now consider re- 
quests for advance rulings on pro- 
posed transactions involving section 
704(b)(2). However, pursuant to sec- 
tion 4. 02(1) of Rev. Proc. 87-3, the 
Service will continue ordinarily to 
decline to rule on issues that are 
inherently factual; examples of fac- 
tual questions include the determina- 
tion of whether the economic effect 
of an allocation is "substantial" (the 
second part of the "substantial eco- 
nomic effect" test) and the determi- 
nation of a partner's interest in the 

partnership. In addition, the Service 
will continue to decline to rule in 
areas where rulings would, for other 
reasons, be inappropriate, e. g. those 
in which the promulgation of regula- 
tions is pending. 

SEC. 3. PROCEDURE 

Rev. Proc. 87-3 is modified by 
deleting from section 3. 01 the follow- 
ing subsection: 

30 Section 704(b)(2). — Partner's 
Distributive Share Determined. — 
Whether the allocation to a part- 
ner under the partnership agree- 
ment of income, gain, loss, de- 
duction, or credit (or an item 
thereof) has substantial economic 
effect. 

SEC. 4. REQUESTS FOR RULINGS 
UNDER SECTION 704(b)(2) 

Requests for rulings should be sent 
to the Internal Revenue Service, As- 
sociate Chief Counsel (Technical), 
Attention CC:IND, Room 6545, 1111 
Constitution Avenue, N. W. , Wash- 
ington, DC 20224. 

SEC. 5. EFFECT ON OTHER 
REVENUE PROCEDURES 

Rev. Proc. 87-3 is modified. 

SEC. 6. EFFECTIVE DATE 

This revenue procedure is effective 
July 27, 1987, the date of its publica- 
tion. 

26 CFR 601. 602: Tax forms and instructions. 
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PART A. — GENERAL 

SECTION 1. PURPOSE 
. 01 The purpose of this revenue 

procedure is to provide the require- 
ments and conditions for filing infor- 
mation return Forms 1098, 1099, 
5498, and W-2G on magnetic tape. 
Other revenue procedures provide in- 
structions for filing on 8 inch mag- 
netic diskette, 5 1/4 inch magnetic 
diskette and on Burroughs mini-disk. 
THIS REVENUE PROCEDURE IS 
TO BE USED FOR THE PREPA- 
RATION OF TAX YEAR I987 IN- 
FORMA TION RETURNS ONL Y. 
THIS PROCEDURE IS UPDATED 
YEARLY TO REFLECT NECES- 
SARY CHANGES. PLEASE READ 
THIS PUBLICATION CARE- 
FULLY. Specifications for filing the 
following forms are contained in this 
procedure: 

(a) Form 1098, Mortgage Interest 
Statement. 

(b) Form 1099-A, Information Re- 
turn for Acquisition or Abandonment 
of Secured Property. 

(c) Form 1099-B, Statement for 
Recipients of Proceeds From Real 
Estate, Broker, and Barter Exchange 
Transactions. 

(d) Form 1099-DIV, Statement for 
Recipients of Dividends and Distribu- 
tions. 

(e) Form 1099-G, Statement for 
Recipients of Certain Government 
Payments. 

(f) Form 1099-INT, Statement for 
Recipients of Interest Income. 

(g) Form 1099-MISC, Statement 
for Recipients of Miscellaneous In- 
come. 

(h) Form 1099-OID, Statement for 
Recipients of Original Issue Discount. 

(i) Form 1099-PATR, Statement 
for Recipients (Patrons) of Taxable 
Distributions Received From Cooper- 
atives. 

(j) Form 1099-R, Statement for 
Recipients of Total Distributions 
From Profit-Sharing, Retirement 
Plans, Individual Retirement Ar- 
rangements, Insurance Contracts, 
Etc. 

(k) Form 5498, Individual Retire- 
ment Arrangement Information. 

(1) Form W-2G, Statement for Re- 
cipients of Certain Gambling Win- 
nings. 

Specifications for filing Forms 
1042S, 6248, 8027, W-2, and W-2P 
are contained in separate publica- 
tions. 

. 02 All filing requirements that fol- 
low apply individually to each report- 
ing entity as defined by its separate 
TIN (Social Security Number or Em- 
ployer Identification Number). For 
example, if you are a corporation 
with several branches or locations 
and each uses the same EIN, you 
must aggregate the total volume of 
returns to be filed for that EIN and 
apply the filing requirements for each 
type of return accordingly. 

Section 1. 6045-1(1) of the Income 
Tax Regulations requires brokers and 
barter exchanges to use magnetic me- 
dia to report ALL Form 1099-B data 
with the exception of real estate 
transactions to IRS. For real estate 
transactions, magnetic media filing is 
required if 250 or more Forms 
1099-B must be filed. THESE RE- 
QUIREMENTS APPL Y SEPA- 
RA TEL Y TO BOTH ORIGINA L 
AND CORRECTED RETURNS. 

Section 6011(e) of the Internal 
Revenue Code and the regulations 
thereunder, require any person, in- 
cluding corporations, partnerships, 
individuals, estates, and trusts, who 
must file, or were required to file for 
the prior year, more than 50 infor- 
mation returns in the aggregate for 
payments of interest (Forms 1099- 

INT and 1099-OID), dividends 
(Form 1099-DIV), or patronage divi- 
dends (Form 1099-PATR), for any 
calendar year, must file such returns 
on magnetic media. For example, if 
you must file 30 Forms 1099-DIV 
and 25 Forms 1099-INT, filing on 
magnetic media is required. THIS 
REQUIREMENT APPLIES SEPA- 
RA TEL Y TO BOTH ORIGINAL 
AND CORRECTED RETURNS. 

In addition, for returns filed in 
1988 (for tax year 1987), magnetic 
media reporting is required if you 
file, or were required to file for the 
prior year, 250 or more of each of 
the following forms: Forms W-2, 
W-2P, W-2G, 1098, 1099-A, 
1099-G, 1099-MISC, 1099-R, 5498, 
1042S, 6248, and 8027. THIS RE- 
Q UIREMEN T A PPL IES SEPA- 
RA TEL Y TO BOTH ORIGINAL 
AND CORRECTED RETURNS. For 
example, if you file 300 1099-MISC 
returns and later file 50 corrections 
for Forms 1099-MISC, only the orig- 
inal 300 returns would be required to 
be filed on magnetic media. The 50 
1099-MISC corrections could be filed 
on paper since there are less than 250 
corrections to be filed. To determine 
the number of returns you are re- 
quired to file, or were required to file 
for the prior year, count each type of 
form separately. For example, if you 
must file 450 Forms 1098 and 100 
Forms 1099-A, the 450 Forms 1098 
must be filed on magnetic media; 
however, you are not required to file 
the 100 Forms 1099-A on magnetic 
media. All Forms 1099-B are re- 
quired to be filed on magnetic media 
with the exception of real estate 
transactions. For 1099-B real estate 
transactions, magnetic media filing is 
required if 250 or more returns must 
be filed. Forms W-2 and W-2P are 
filed with the Social Security Admin- 
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istration (SSA), NOT Internal Reve- 
nue Service (IRS). These require- 
ments shall not apply if you establish 
that it will cause you undue hard- 
ship. Refer to Part A, Sec. 3. 

. 03 This procedure also provides 
the requirements and specifications 
for magnetic tape filing under the 
Combined Federal/State Filing Pro- 
gram. Refer to Part A, Sec. 12. 

. 04 The following revenue proce- 
dures and publications provide more 
detailed filing procedures for certain 
information returns: 

(a) 1987 "Instructions for Forms 
1099, 1098, 5498, 1096, and W-2G, " 
provide further information on filing 
returns with IRS. These instructions 
are available at IRS offices and are 
included in magnetic media reporting 
packages mailed to filers on this 
program each year. 

(b) 1987 "Instructions for Report- 
ing Real Estate Transactions on 
Form 1099-B" which are available at 
IRS offices. 

(c) Rev. Proc. 84-24, 1984-1 C, B. 
465, or other current revenue proce- 
dure, regarding preparation of trans- 
mittal documents (Forms 1096 and 
4804) for information returns. 

(d) Rev. Proc. 84-33, 1984-1 C. B. 
502, or other current revenue proce- 
dure, regarding the optional method 
for agents to report and deposit 
backup withholding. 

(e) Publication 1179, Specifi- 
cations for Paper Document Report- 
ing and Paper Substitutes for Forms 
1096, 1098, 1099, 5498, and W-2G. 

. 05 This procedure supersedes the 
following revenue procedure: Rev. 
Proc. 86-28, 1986-1 C. B. 624, also 
published in Publication 1220 (Rev. 
6-86), Requirements and Conditions 
for Filing Information Returns in the 
Forms 1098, 1099, 5498, and W-2G 
Series on Magnetic Tape. 

. 06 Refer to Part A, Sec. 13 for 
definitions of terms used in this 
publication. 
SEC. 2. NATURE OF CHANGES— 
CURRENT YEAR (TAX YEAR 
1987) 

. 01 Numerous editorial changes 
have been made to the publication. 
The following changes must be incor- 
porated into your programs for tax 
year 1987. 

. 02 GENERAL CHANGES ARE 
AS FOLLOWS: 

(a) The note on the cover was 
revised to indicate changes to the 

maximum penalty per calendar year 
and to alert filers that penalties may 
be assessed for failure to include 
correct information. 

(b) Information returns can no 
longer be filed on cassette. 

(c) If you were required to file on 
. magnetic media for tax year 1986, 
you are also required to file on 
magnetic media for tax year 1987. 

(d) The title of Form 1099-B has 
been changed to include real estate 
transactions. For a real estate trans- 
action closing after 1986, proceeds of 
certain sales must be reported on 
Form 1099-B. For more information 
on this new reporting requirement, 
refer to the 1987 "Instructions for 
Reporting Real Estate Transactions 
on Form 1099-B. " All Forms 1099-B 
are required to be filed on magnetic 
media with the exception of real 
estate transactions. For real estate 
transactions, if 250 or more returns 
are to be filed on Form 1099-B, they 
must be filed on magnetic media. 

(e) A note was added to Part A, 
Sec. 1. 02 concerning the magnetic 
media filing requirements as they 
apply to each TIN (SSN or EIN). 

(f) References to Forms W-2 and 
W-2P have been deleted from several 
sections in the revenue procedure 
since these forms are filed with SSA. 

(g) Additional information con- 
cerning the application Form 4419 
has been added to Part A, Sec. 3. 01. 

(h) Filers are no longer required to 
submit a hardcopy printout or dump 
of their files except when submitting 
a "test" file after December 15. 

(i) All test files must be submitted 
between October 1 and December 15. 
Only a hardcopy printout test will be 
accepted after December 15 and it 
must be postmarked by January 15, 
1988. 

(j) Part A, Sec. 3. 05 instructs filers 
to submit separate application Forms 
4419 if they submit two types of 
magnetic media. 

(k) Transmitters may request waiv- 
ers on behalf of persons required to 
file on magnetic media if all infor- 
mation requested on Form 8508 is 
provided for each player and each 
type of information return. Refer to 
Part A, Sec. 3. 08. 

(I) Filers are instructed in Part A, 
Sec. 7. 01 to open all files returned to 
them as soon as they are received. In 
some cases, files are returned due to 

errors and must be corrected and 
returned to IRS within 30 days 
your receipt. 

(m) Part A, Sec. 8 has been re- 
vised in its entirety to delete instruc- 
tions concerning filing corrected re- 
turns on paper forms. This inf«- 
mation is available in the 1987 "In- 
structions for Forms 1099, 1098, 
5498, 1096, and W-2G. " 

(n) The chart in Part A Sec. 8. 10 
has been changed to indicate that 
two transactions are required to cor- 
rect a payee TIN. 

(o) Information concerning penal- 
ties has been revised in Part A, Sec. 
9. 

(p) Part A, Sec. 10 has been re- 
vised in its entirety to update infor- 
mation concerning machine scannable 
forms and statements provided to the 
payee. 

(q) To contact the IRS National 
Computer Center by telephone, calls 
must be placed between 8:30 A. M. 
and 6:30 P. M. Eastern Time Zone. 
Part A, Sec. 11 has been updated to 
reflect the new hours. 

(r) Part A, Sec. 12. 02 includes a 
note to filers requesting approval to 
participate in the Combined Fed- 
eral/State Program. When "test" 
files are submitted for this program, 
attach a letter to the Form 4804 
submitted with the "test" which indi- 
cates that you wish to participate. 

(s) The dollar criteria in Table 2 of 
Part A, Sec. 12 has changed. For the 
state of New York, Form 1099- 
PATR must now be reported if the 
amount is $600. 00 or greater. The 
dollar criteria for Forms 1099-R, 
1099-D I V, 1099- IN T, and 
1099-PATR has been increased for 
the state of Wisconsin to $600. 00. 
For the state of Minnesota all Forms 
5498 must be reported. 

(t) A definition has been added to 
Part A, Sec. 13 for PS58 Costs. 

(u) Part A, Sec. 14 has been re- 
vised to include new instructions in 
the usage of foreign country codes. 

(v) Part B, Sec. 2. 01(b) instructs 
filers that all records must be a fixed 
length of 420 positions. 

(w) Part B, Sec. 2. 01(c) indicates 
that the last block of the file may be 
truncated if the use of blocked 
records would result in a short block. 

. 03 THE FOLLOWING 
CHANGES HA VE BEEN 1VIADE 
TO THE PAYER/TRANSMITTFR 
"A" RECORD: 
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(a) Part B, Sec. 4. 02 informs filers 
that all records must be a fixed 
length of 420 positions. 

(b) Tape positions 2 and 3 of the "A" Record now represent the pay- 
ment year. 

(c) Tape positions 4 through 6 now 
represent the Reel Sequence Number. 
You may enter the reel sequence 
incremented by 1 for each tape in the 
file or you may enter blanks or 
zeros. IRS bypasses this sequence 
check. You must indicate the proper 
sequence on the external label Form 
5064. 

(d) A Payer Name Control has 
been added to the "A" Record. 

(e) The Amount Indicators now 
appear in positions 23-31. Wherever 
possible, these codes have been 
changed to agree with the box num- 
ber on paper forms. 

(f) Form 1099-B now includes real 
estate transactions. Amount Code "1" has been added for reporting 
gross proceeds from real estate. Refer 
to the 1987 "Instructions for Report- 
ing Real Estate Transactions on 
Form 1099-B" for information on 
this new reporting requirement. 

(g) Form 1099-DIV has been re- 
vised considerably for tax year 1987. 
Dividends qualifying and dividends 
not qualifying for exclusion have 
been eliminated. Amount Code "2" 
now represents "Investment expenses 
included in Amount Code 1. " 
Amount Code "3" is now "Capital 
gain distributions. " Amount Code "5" is "Nontaxable distributions (if 
determinable)" and Amount Code "6" is "Foreign tax paid. " 

(h) The Amount Codes for Form 
1099-INT have also changed for tax 
year 1987. Amount Code "2" repre- 
sents "Early withdrawal penalty. " 
"U. S. Savings Bonds" are now 
Amount Code "3. " Amount Code 
"4" is "Federal income tax with- 
held, " and Amount Code "5" is 
"Foreign tax paid (if eligible for 
foreign tax credit). " 

(i) Two changes have been made 
to the Amount Codes for Form 
1099-MISC. Amount Code "8" is 
now "Substitute payments in lieu of 
dividends or interest, " and Amount 
Code "9" is the "Direct sales indica- 
tor. " Royalty payments must now be 
reported in Amount Code "2" if 
they total $10 or more. The old 
reporting requirement for royalties 
was $600 or more. 

(j) The title of Amount Code "3" 
for Form 1099-OID is now "Early 
withdrawal penalty. " 

(k) Two changes have been made 
to the Amount Codes for Form 
1099-R. Amount Code "6" is now 
"Net unrealized appreciation in em- 
ployer's securities" and Amount 
Code "8" is "IRA or SEP distribu- 
tions. " For distributions of qualified 
deductible voluntary employee contri- 
butions (DECs) made in 1987 and 
later years, do not report the distri- 
butions in Amount Code "8" as you 
have in the past. Rather, report these 
in Amount Codes "I" and "3. " 
Only IRAs and SEPs are to be 
reported in Amount Code "8. " 

(1) The Amount Codes for Form 
5498 have also changed considerably. 
Amount Code "1" is "Regular IRA 
contributions made in 1987 and 1988 
for 1987, " Amount Code "2" is 
"Rollover IRA contributions, " 
Amount Code "3" is "Life insurance 
cost included in Code 1, " and 
Amount Code "4" is "Fair market 
value o f account. " The Amount 
Code for reporting contributions to 
an SEP has been eliminated. Only 
the value of the account is to be 
reported in Amount Code "4" for 
SEPs. Do not report employer contri- 
butions to an SEP on Form 5498. 
Also, DECs can no longer be made; 
therefore, they have been eliminated 
from the Amount Codes. A new 
Amount Code for the value of the 
account has been added. Trustees 
and issuers of IRAs and SEPs should 
use this Amount Code to report the 
value of the accounts in existence 
during the year, even if no contribu- 
tions were made during the year. 

(m) A Foreign Corporation Indica- 
tor has been added to the "A" 
Record for payers who are foreign 
corporations. 

(n) It is no longer necessary to 
indicate the "A" and "B" Record 
lengths in the "A" Record since all 
records are a fixed length of 420 
positions. 

(o) The Second Payer Name Line 
is now 40 positions in length. 

(p) If the Payer and Transmitter 
are the same, positions 211 through 
420 of the "A" Record will be 
blank. 

(q) Record layouts have been in- 
cluded in Part B, Sec. 5 to assist you 
in developing the "A" Record. 

. 04 THE FOLLOWING 
CHANGES HAVE BEEN MADE 
TO THE PAYEE "B" RECORD: 

(a) Part B, Sec. 6. 01 informs filers 
that all "B" Records must be a fixed 
length of 420 positions. 

(b) Information has been added to 
the Document Specific Code, De- 
scription and Remarks section for 
DEC distributions reported on Form 
1099-R. 

(c) The Direct Sales Indicator in 
the Document Specific Code of the 
Payee "B" Record for Form 1099- 
MISC has been eliminated. 

(d) For tax year 1987, a new indi- 
cator has been added to the Docu- 
ment Specific Code for Form 1099- 
MISC to report crop insurance pro- 
ceeds. Tape position 4 of the "B" 
Record will be used to indicate that 
the amount being reported for 
Amount Code "7, " "Nonemployee 
compensation, " represents crop in- 
surance proceeds. 

(e) The Payer's Account Number 
for Payee field length has been in- 
creased from 10 to 20 positions. 

(f) Due to the fixed record length 
of 420 positions, the payment 
amount fields are no longer variable. 
All payment amounts are indicated as 
being used. For payment amounts 
where no amount is to be reported, 
you will enter zeros. For example, 
if you are indicating Amount Codes 
2, 4, and 7 as being used in the "A" 
Record, positions 23 through 31 of 
the ''A'' Record will be 
"247bbbbbb". The "B" Record will 
have zeros in Payment Amounts 1, 3, 
5, 6, 8, and 9. Payment Amounts 2, 
4, and 7 will reflect the dollar 
amount to be reported. All money 
amounts must be reported in U. S. 
dollars. 

(g) If you are reporting for a 
payee in a foreign country, enter a "1" in the Foreign Country Indicator 
field. This field appears in position 
161 of the "B" Record. This will 
allow any format for the Payee Ad- 
dress, City, State and ZIP Code. For 
foreign addresses, you are not re- 
quired to use the foreign country 
codes provided in the revenue proce- 
dure. You may spell out or abbrevi- 
ate the foreign country. This free 
format is only allowable for foreign 
addresses. U. S. addresses must utilize 
the 2 position state codes provided in 
Part A, Sec. 14. 
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(h) Due to the fixed record 
lengths, the Special Data Entries field 
is now a fixed length and will only 
vary depending on the type of return 
being reported. IRS does not utilize 
the information in this field. It may 
be used for state reporting require- 
ments or for the filer's own pur- 
poses. 

(i) Negative amounts must not be 
reported for Bartering transactions 
on Form 1099-B. 

(j) A Principal Residence Indicator 
has been added to Form 1099-B for 
real estate transactions; however, this 
indicator is not required to be used 
for tax year 1987. 

(k) The Date of Sale field, Form 
1099-B, may also represent a Closing 
Date for real estate transactions. 

(1) The Cusip Number field for 
Form 1099-B has been increased 
from 8 to 15 positions. 

(m) Record layouts have been in- 
cluded in the revenue procedure to 
assist you in developing the "B" 
Record. 

. 05 THE FOLLOWING 
CHANGES HAVE BEEN MADE 
TO THE "C, " "K " AND "F" 
RECORDS: 

(a) All records must be a fixed 
length of 420 positions, 

(b) Record layouts have been in- 
cluded in the revenue procedure to 
assist you in developing these 
records. 
SEC. 3. APPLICATION FOR 
MAGNETIC MEDIA REPORTING 
AND REQUESTS FOR UNDUE 
HARDSHIP WAIVERS 

. 01 For purposes of this revenue 
procedure, the PAYER includes the 
person making payments, a recipient 
of mortgage interest payments, a bro- 
ker, a barter exchange, a real estate 
broker, a trustee or issuer of an IRA 
or SEP, or a lender who acquires an 
interest in secured property or who 
has reason to know that the property 
has been abandoned. The TRANS- 
MITTER is the organization prepar- 
ing the magnetic tape file. The payer 
and transmitter may be the same 
organization. Payers or their trans- 
mitters are required to complete 
Form 4419, Application for Magnetic 
Media Reporting of Information Re- 
turns. A single Form 4419 should be 
filed no matter how many types of 
returns the payer or transmitter will 
be submitting. For example, if you 
plan to file Forms 1099-INT and 

Forms 1099-DIV on magnetic media, 
submit one Form 4419. If you later 
wish to file another type of return on 
magnetic media in the Form 1099, 
1098, 5498, or W-2G series, it is not 
necessary to submit a new Form 
4419. 

If you plan to file for multiple 
payers, IRS encourages filers to sub- 
mit one application and to use one 
Transmitter Control Code for all 
payers. Include a list of all payers 
and their TINs with the Form 4419. 
If you file for additional payers in 
later years, you may simply notify 
IRS in writing providing the addi- 
tional names and TINs. Do not sub- 
mit a new application for these addi- 
tional payers. 

Copies of Form 4419, for your 
use, are included in this publication. 
Requests for additional information 
or forms related to magnetic media 
processing should be addressed to the 
IRS National Computer Center. The 
address is listed in Part A, Sec. 11. 

. 02 Application Form 4419 should 
be filed with the IRS National Com- 
puter Center before "test" files are 
submitted. (" Test" files must be sub- 
mitted between October 1 and De- 
cember 15 each year. ) IRS will act on 
an application and notify the appli- 
cant, in writing, of authorization to 
file. A five character alpha/numeric 
Transmitter Control Code will be 
assigned and included in an ac- 
knowledgement letter. Magnetic tape 
returns may not be filed with IRS 
until the application has been ap- 
proved and a Transmitter Control 
Code assigned. Do not enter blanks 
in the "A" Record Transmitter Con- 
trol Code field; enter the five charac- 
ter alpha/numeric Transmitter Con- 
trol Code that is assigned to you by 
IRS after you have filed an applica- 
tion and it has been approved. 

. 03 After you have received ap- 
proval to file on magnetic media, 
you do not need to reapply each 
year; however, notify IRS in writing 
1f: 

(a) there are hardware or software 
changes that would affect the charac- 
teristics of the magnetic media sub- 
mission (e. g. , changing from diskette 
to tape filing or vice versa, or report- 
ing using more than one type of 
magnetic media), a new Transmittal 
Control Code may be necessary or, 

(b) you discontinue filing on mag- 
netic media for a year (your five 

character alpha/numeric Transmitter 
Control Code may be reassigned). 

If either of these conditions apply 
to you, you should contact IRS for 
clarification. In ALL correspondence, 
refer to your current five character 
alpha/numeric Transmitter Control 
Code to assist IRS in locating your 
files. 

. 04 IRS will assist new filers with 
their initial magnetic tape submission 
by reviewing "test" files submitted 
in advance of the filing season. The 
"test" data should be actual data for 
the "A" Records, not fictitious in- 
formation. Approved payers or trans- 
mitters should submit "test" files to 
the IRS National Computer Center. 
You MUST submit a "test" file in 
order to participate in the Combined 
Federal/State Program; however, you 
are encouraged to submit "test" files 
if you are a new filer on magnetic 
media. All "test" files must be sub- 
mitted between October 1 and De- 
cember 15 each year. Refer to Part 
A, Sec. 11 for the address. Do not 
submit "test" files after December 
15. If you are unable to submit your 
"test" file by this date, you may 
only send a sample hardcopy printout 
or tape dump that shows a sample of 
each type of record (A, B, C, K, and 
F) used to the IRS National Com- 
puter Center. This sample hardcopy 
printout must be postmarked by Jan- 
uary 15, 1988. Clearly mark the 
hardcopy printout or tape dump as 
"TEST DATA, " and include identi- 
fying information such as name, ad- 
dress, and telephone number of 
someone familiar with the "test" 
print or tape dump who may be 
contacted to discuss its acceptability. 
With all "test" data, include a trans- 
mittal Form 4804, 4802 or computer 
generated substitute marked as 
"TEST DATA" that identifies your 
five character alpha/numeric Trans- 
mitter Control Code and total record 
and money amounts. The transmittal 
Form 4804 and 4802 were updated in 
tax year 1986. Agencies who produce 
a computer generated substitute must 
include the additional information re- 
quired on these forms. The Form 
4804 includes a checkbox 1 to indi- 
cate the type of file (e. g. , original, 
correction, replacement, test). The 
"test" data must be coded according 
to the current revenue procedure. 

. 05 If your magnetic media files 
have been prepared for you in the 
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past by a service agency, and you 
now have computer equipment com- 
patible with that of IRS and wish to 
prepare your own files, you must 
request your own five character al- 
pha/numeric Transmitter Control 
Code by filing an application, Form 
4419, as described above. If you 
should happen to file on two types of 
magnetic media (e. g. , tape and 5 1/4 
inch diskette), you must submit two 
applications. IRS assigns different 
Transmitter Control Codes to each 
type of magnetic media. This ensures 
that IRS will provide the proper 
revenue procedure to filers each year. 

. 06 If you as an individual or 
organization are an approved filer on 
magnetic media and you change the 
name of your organization, please 
notify the IRS National Computer 
Center, in writing, so that your file 
may be updated to reflect the proper 
name. 

. 07 In accordance with section 
1. 6041-7(b) of the Income Tax Regu- 
lations, payments to providers of 
medical and health care services from 
separate departments of a health care 
carrier may be reported as separate 
returns on magnetic media. In this 
case, the headquarters office will be 
considered to be the transmitter, and 
the individual departments of the 
company filing reports will be consid- 
ered to be payers. A single applica- 
tion form covering all the depart- 
ments that will be filing on magnetic 
tape should be submitted. One five 
character alpha/numeric Transmitter 
Control Code may be used for all 

departments. 
. 08 Any person required to file 

original or corrected returns on mag- 

netic media may request a waiver 

from the filing requirements by sub- 

mitting Form 8508, Request for 
Waiver From Filing Information Re- 
turns on Magnetic Media, with the 

I RS National Computer Center i f 
filing on magnetic media would cre- 

ate an undue hardship. A SEPA- 
RATE FORM 8508 MUST BE SUB- 
MITTED FOR EACH PAYER AND 
FOR EACH TYPE OF RETURN. It 
is not acceptable to submit a list of 
payers. You must submit a separate 
Form 8508 for each payer and each 

type of return. You must specify the 

specific type of return, e. g. , 1099- 
DIV. If you only indicate that the 

waiver request is for 1099, the waiver 

will be denied. Transmitters may file 

Form 8508 for persons required to 
file on magnetic media if all informa- 

tion requested on Form 8508 is pro- 

vided for each payer and each type 

of information return and if the 

payer or transmitter signs the request 

attesting that all information is true, 
correct, and complete. Requests for 
waivers for Forms W-2 and W-2P 
are due by June 30 for the tax year 

requested. For all other returns re- 

quired to be filed on magnetic media, 
waiver requests must be filed at least 

90 days before the returns are due. 
This waiver, if approved, will only 
provide exemption from magnetic 
media filing for one tax year. Filers 

may not apply for a waiver for more 
than one tax year at a time. You 
must reapply each year that a waiver 

is necessary. Copies of Form 8508 
are included in this publication and 

may be obtained from the IRS Na- 
tional Computer Center and other 
IRS offices. See Part A, Sec. 11 for 
the address of the IRS National 
Computer Center. 

. 09 Section 1. 6045-1(1) of the In- 
come Tax Regulations requires bro- 
kers and barter exchanges to use 
magnetic media in reporting to IRS 
ALL Form 1099-B data, with the 
exception of real estate transactions. 
THIS REQUIREMENT APPLIES 
SEPARA TEL Y TO BOTH ORIGI- 
NAL AND CORRECTED RE- 
TURNS. Generally NEW brokers and 
NEW barter exchanges may request 
an undue hardship exemption by fil- 
ing a request for waiver with the IRS 
National Computer Center by the 
end of the second month following 
the month in which they became a 
broker or barter exchange. 

. 10 All requests for magnetic me- 
dia related undue hardship exemp- 
tions must be submitted to the IRS 
National Computer Center at least 90 
days before the due date of the 
return except as stated in Part A, 
Sec. 3. 09. All magnetic media related 
undue hardship requests for Forms 
W-2 and W-2P are to be filed with 
the IRS National Computer Center, 
not SSA, and must be filed by June 
30 for the tax year requested. Refer 
to Part A, Sec. 11 for the address. 

. 11 If you request a waiver from 
filing on magnetic media and it is 
approved, do not send a copy of the 
approved waiver to the service center 
where you file your paper returns. 
Keep the waiver for your records. Do 

not staple, paperclip or use rub- 

berbands on any scan nable forms. 
Paper information returns are read 

by an optical scanner (OCR) at the 
service centers. 

. 12 Waivers are granted on a case- 
by-case basis and may be approved 
at the discretion of the IRS National 
Computer Center. 

. 13 If you are required to file on 
magnetic media but fail to do so, 
and you do not have an approved 
waiver on record, you may be subject 
to a failure to file penalty. Refer to 
Part A, Sec. 4. 01. 

. 14 An approved waiver from fil- 
ing information returns on magnetic 
media does not provide exemption 
from filing; you MUST still file your 
information returns on acceptable pa- 
per forms. 

. 15 A magnetic media reporting 
package, which includes all the neces- 
sary transmittals, labels, and instruc- 
tions, will be mailed to the last 
known address of all approved filers 
each year. 
SEC. 4. FILING OF MAGNETIC 
MEDIA REPORTS AND RETEN- 
TION REQUIREMENTS 

. 01 If you do not file your returns 
on time, you may be subject to a $50 
per document failure to file penalty. 
If you file without following the 
instructions in this revenue proce- 
dure, you may also be subject to a 
$50 per document failure to file 
penalty. The maximum penalty is 

$100, 000 per calendar year. However, 
there is no maximum penalty for 
returns of 1099-INT, 1099-OID, 
1099-DI V, 1099-PATR, 5498 or if 
the failure to file is due to intentional 
disregard of the filing requirements. 

, 02 Generally, you are now subject 
to a $50 penalty for each failure to 
include the payee's correct TIN on 
an interest or dividend (1099-D I V, 
1099-INT, 1099-OID, 1099-PATR) 
information return unless the payer 
can demonstrate that the payer met 
the due diligence requirements. Refer 
to Part A, Sec. 9. For the definition 
of Payer and Payee see Part A, Sec. 
13. 

. 03 Rev. Proc. 84-24, 1984-1 C. B. 
465, or other current revenue proce- 
dure gives detailed information on 
preparing transmittal documents 
(Forms 1096 and 4804) for informa- 
tion returns and is available at IRS 
offices. Specific guidelines are given 
on how to report the payer's name, 
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address, and TIN on transmittal doc- 
uments and information returns. In- 
structions for multiple transmittals 
and the submission of transmittals by 
service bureaus or agents are also 
covered. 

. 04 Form 4804, Transmittal of In- 
formation Returns Reported on Mag- 
netic Media, must accompany mag- 
netic tape submissions. If you file for 
multiple payers and have the author- 
ity to sign the affidavit on Form 
4804, you should also submit Form 
4802, Transmittal for Multiple Mag- 
netic Media Reporting. Be sure to 
include Form 4804, 4802 or computer 
generated substitute with your tape 
shipment. DO NOT MAIL THE 
TAPES AND THE TRANSMITTAL 
DOCUMENTS SEPARATELY. IRS 
encourages the use of a computer 
generated Form 4804 which includes 
all necessary information requested 
on the current form. 

Paper information returns must be 
transmitted to the appropriate service 
center using Form 1096, Annual 
Summary and Transmittal of U. S. 
Information Returns. Do not send 
information returns filed on paper 
forms to the IRS National Computer 
Center. 

. 05 The affidavit for Form 4804 
should be signed by the payer; how- 
ever, the transmitter, service bureau, 
paying agent, or disbursing agent (all 
hereafter referred to as agent), may 
sign the affidavit on behalf of the 
payer if the conditions in (a), (b)(i), 
or (b)(ii), and (c) are met: 

(a) The agent has the authority to 
sign the affidavit under an agency 
agreement (either oral, written, or 
implied) that is valid under the state 
law. 

(b)(i) The agent has the responsi- 
bility (either oral, written or implied) 
conferred on it by the payer to 
request the TINs of payees (or others 
for whom information is being 
reported), 

OR 
(ii) If the return of more than one 

payer is included in a single magnetic 
media submission, covered by a sin- 

gle Form 4804, each payer has at- 
tested by affidavit to the agent that 
the payer has complied with the law 
in attempting to secure correct TINs. 

(c) The agent signs the affidavit 
and adds the caption "For: (name of 
payer). " 

. 06 Although a duly authorized 
agent signs the affidavit, the payer is 

held responsible for the accuracy of 
the Form 4804, and the payer will be 
liable for penalties for failure to 
comply with filing requirements. 

. 07 DO NOT REPORT THE 
SAME INFORMATION ON PAPER 
FORMS THAT YOU REPORT ON 
MAGNETIC MEDIA. IF YOU RE- 
PORT PART OF YOUR RETURNS 
ON PAPER AND PART ON MAG- 
NETIC MEDIA, BE SURE THAT 
DUPLICATE RETURNS, WITH 
THE SAME INFORMATION, ARE 
NOT INCLUDED ON BOTH. This 
does not mean that corrected docu- 
ments are not to be filed. If a return 
has been prepared and submitted 
improperly, you must file a corrected 
return as soon as possible. Refer to 
Part A, Sec. 8 for requirements and 
instructions on filing corrected re- 
turns. 

. 08 Reports from different 
branches or locations for one payer, 
if submitted on the same file, MUST 
be consolidated under one Payer/ 
Transmitter "A" Record for each 
type of information return. For ex- 
ample, all Forms 1099-INT for the 
same payer on a single file must be 
sorted together under one Payer/ 
Transmitter "A" Record followed by 
the appropriate "B" Records and 
one "C" Record. 

. 09 Before submitting magnetic 
media files, include the following: 

(a) A signed Form 4804 or com- 
puter generated substitute. 

(b) A Form 4802 if you transmit 
for multiple payers and have the 
authority to sign the affidavit on 
Form 4804. 

(c) The magnetic media with an 
external identifying label as described 
in Part B, Sec. 1. Be sure to include 
the proper sequence on this label. 

(d) On the outside of the shipping 
container, include a Form 4801 or a 
substitute for the form which reads 
"DELIVER UNOPENED TO TAPE 
LIBRARY — MAGNETIC MEDIA 
REPORTING — BOX of . " If 
there is only one container, mark the 
outside as Box I of 1. For multiple 
containers, include the sequence (e. g. , 
Box I of 33, 2 of 33, etc. ). 

(e) If you were granted an exten- 
sion, include a copy of the approval 
letter with the magnetic media 
shipment. 

. 10 IRS will not pay or accept 
"Collect on Delivery" or "Charged 
to IRS" shipments of reportable tax 
information that an individual 
organization is legally required to 
submit. 

. 11 Files may be returned to you 
due to coding or format errors. 
These are to be corrected and re- 
turned to IRS within 30 days of your 
receipt or the payer may be subject 
to a failure to file penalty. If you are 
unable to return the file within 30 
days, request an extension of time. 

. 12 Payers are required to retain a 
copy of the information returns filed 
with IRS or to have the ability to 
reconstruct the data for at least three 
years. 
SEC. 5. FILING DATES 

. 01 The dates prescribed for filing 

paper returns with IRS also apply to 
magnetic media filing. Magnetic me- 

dia reporting to IRS for Forms 1098, 
1099, and W-2G must be on a 
calendar year basis. Form 5498 is 

used to report amounts contributed 
during or after the calendar year but 
not later than April 15. 

. 02 Information returns filed on 
magnetic media for Forms 1098, all 

types of Forms 1099, and W-2G 
must be submitted to IRS and post- 
marked by February 28 but not be- 
fore January 1. The due date for 
furnishing the required copy or state- 
ment to the payee is January 31. 

. 03 Information returns filed on 
magnetic media for Form 5498 must 
be submitted to IRS and postmarked 
by May 31. Trustees or issuers of 
IRA's or SEP's must provide partici- 
pant's with a statement of the value 
of the participant's account by Janu- 
ary 31, in any written format. State- 
ments are due to the participants by 
May 31 for contributions made to 
IRAs for the prior calendar year. 
Form 5498 is filed for contributions 
to be applied to 1987 that are made 
between January 1, 1987, and April 
15, 1988. 
SEC. 6. EXTENSIONS OF TIME 
TO FILE 

. 01 If a payer or transmitter of 
returns on magnetic media or paper 
forms filed with IRS, or on magnetic 
media filed with SSA is unable fo 
submit their magnetic media file by 
the dates prescribed in Sec. 5. 02 and 
5. 03 above, submit a letter requesting 
an extension of time for a maximum 
of 60 days as soon as you are awar~ 
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that an extension will be necessary. In 
order to be considered, the request 
MUST be filed before the due date 
of the return; otherwise, you will be 
subject to the late filing penalty of 
$50 per document. The letter should 
be sent to the attention of the Mag- 
netic Media Reporting Program at 
the IRS National Computer Center. 
See Part A, Sec. 11 for the address. 
The request should include: 

(a) The filer's (or transmitter's, if 
filing for multiple payers) name and 
address. 

(b) The filer's Taxpayer Identifica- 
tion Number (SSN or EIN). 

(c) The tax year for which the 
extension of time is requested: tax 
year 1987. 

(d) The name and telephone num- 
ber of a person to contact who is 
familiar with the request. 

(e) The specific type of returns and 
expected volume (e. g. , 5000 Forms 
1099-INT). 

(f) The five character alpha/nu- 
meric Transmitter Control Code as- 
signed to the organization or individ- 
ual requesting the extension (if a 
number has been assigned). 

(g) The reason for the delay and 
date that you will be able to file. 

(h) If you file for multiple payers, 
the request must include a list of all 

payers and their TINs (SSN or EIN). 
An approved extension for mag- 

netic media filing does not provide 
additional time for supplying a copy 
to the payee. If additional time is 

needed in providing a copy to the 

payee, contact the District Director 
of the IRS District in which you 
reside or in which your business is 

located. 
. 02 If an extension of time to file 

on magnetic media is granted by the 
IRS National Computer Center, a 

copy of the letter granting the exten- 

sion MUST be included with the 
transmittal Form 4804 or computer 
generated substitute when the file is 

submitted. 
SEC. 7. PROCESSING OF MAG- 
NETIC MEDIA RETURNS 

. 01 All data received at the IRS 
National Computer Center for pro- 
cessing will be given the same protec- 
tion as individual returns (1040), and 

will be returned to the originator 
after processing. Please open all re- 

turned files as soon as you receive 

them. In some cases, files are re- 

turned due to errors and they must 

be corrected and returned to IRS 
within 30 days of your receipt or you 

may be subject to a failure to file 

penalty. 
. 02 Due to the volume of input 

received and the cost to return spe- 

cial containers, special shipping con- 

tainers should not be used for trans- 

mitting data to the IRS National 
Computer Center since IRS cannot 
guarantee return of such containers. 

. 03 Files will be returned to you 
for correction if they are unprocess- 
able due to format or coding errors, 
or by the request of the filer. 
Unprocessable files must be corrected 
and returned to the IRS National 
Computer Center within 30 days of 
your receipt or the payer may be 
subject to a failure to file penalty. 
The corrected files will be returned to 
the filer by the IRS National Com- 
puter Center after processing. 
PLEASE BE SURE THAT YOUR 
FORMAT AND CODING COMPLY 
WITH THIS REVENUE PROCE- 
DURE. THIS REVENUE PROCE- 
DURE IS TO BE USED FOR THE 
PREPARA TION OF TAX YEA R 
I987 INFORMA TION RETURNS 
ONL Y. LEGISLATIVE AND 
FORMS CHANGES AFFECTING 
INFORMATION RETURNS MAY 
OCCUR EACH YEAR. THESE 
PROCEDURES ARE UPDATED 
TO REFLECT NECESSARY 
CHANGES. PLEASE READ THIS 
PUBLICATION CAREFULLY. 
SEC. 8. HOW TO FILE COR- 
RECTED RETURNS 

. 01 The filing requirement thresh- 
olds listed in Part A, Sec. I apply 
separately to both original and cor- 
rected returns. A hardship waiver is 
only required for corrected returns if 
the total number of corrections for a 
particular tax year exceeds the mag- 
netic media threshold. For example, 
if 100 corrections for Form 1099-A 
are filed, they may be submitted on 
paper forms and no waiver is re- 
quired; however, if 300 corrected 
Forms 1099-A are to be filed on 
paper, a waiver is required. Correc- 
tions should be aggregated and filed 
as soon as possible but not later than 
October 1 of each year. ALL 
FIELDS M US T BE COMPLETED 
WITH THE CORRECT INFORMA- 
TION, NOT JUS T THE DA TA 
FIELDS NEEDING CORRECTION. 
Submit corrections only for the re- 
turns filed in error, not the entire 

file. If your complete file is in error, 
contact the IRS National Computer 
Center immediately. If you file cor- 
rected returns on paper forms, sub- 
mit Copy A to the appropriate ser- 
vice center. There are numerous types 
of errors. It may require more than 
one transaction to properly correct 
the initial error. In prior years, plac- 

ing a "G" in tape position 6 of the 
"B" Record was used as the cor- 
rected return indicator. This has been 
changed to position 7. You must 

adjust your programs. You are 
strongly encouraged to read this EN- 
TIRE section before attempting to 
make ANY correction. If the initial 
return was filed as an aggregate, you 
must consider this in filing the cor- 
rected return. 

. 02 Corrected returns submitted to 
IRS on magnetic media, using a "G" 
coded Payee "B" Record, may be 
submitted on the same tape as those 
corrections submitted without the 
"G" code; however, they must be 
submitted using a separate "A" 
record. Corrected returns are to be 
identified as corrections on the trans- 
mittal document, by marking the 
appropriate checkbox, and on the 
EXTERNAL affixed label of the file. 

. 03 The instructions that follow 
will provide information on how to 
file corrected returns on magnetic 
media. The 1987 "Instructions for 
Forms 1099, 1098, 5498, 1096, and 
W-2G, " provide more specific in- 
structions for filing corrections on 
paper forms and are included in your 
magnetic media reporting packages 
each year. The 1987 "Instructions for 
Forms 1099, 1098, 5498, 1096, and 
W-2G" specify that one transaction 
is necessary to correct a payee TIN; 
however, for magnetic media filing, 
this will require two transactions. See 
Part A, Sec. 8. 10 for instructions on 
how to correct the payee TIN on 
magnetic media. 

. 04 If you are not required to file 
your corrections on magnetic media 
and you file them on paper forms, 
do not submit the paper returns to 
the IRS National Computer Center. 
All paper returns, whether original or 
corrected, must be filed with the 
appropriate service center. Corrected 
returns filed on magnetic media must 
be filed with the IRS National Com- 
puter Center. Refer to Part A, Sec. 
11 for the address. 
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. 05 Statements to payees should be 
identified as "CORRECTED" and 
should be provided to them as soon 
as possible. 

. 06 Use the same name and TIN 
(SSN or EIN) for the filer on the 
Form 4804 transmittal form and all 
related "A" Records that follow. 

. 07 A transmittal Form 4804 or 
computer generated substitute is used 
to transmit magnetic media. A Form 
4802 is a continuation form for a 
Form 4804. Please utilize a Form 
4802 if you file on magnetic media 
for multiple payers and are an autho- 
rized agent for the payers. 

. 08 Use the correct tax year's reve- 
nue procedures to file information 
returns with IRS (i. e. , do not substi- 
tute tax year 1987 returns using the 
1986 format). You must submit your 
returns filed on magnetic media using 
the revenue procedure for the tax 
year of the returns. Forms and reve- 

nue procedures are normally updated 
each year to include necessary legisla- 
tive and forms changes. 

. 09 On magnetic media files, the 
Payee "B" Record provides space to 
enter a Payer's Account Number for 
the Payee. This same account num- 
ber may be provided on paper forms. 
In order to properly file corrected 
returns, this number will help iden- 
tify the appropriate incorrrect return 
if more than one return was filed for 
a particular payee. DO NOT ENTER 
A TIN (SSN OR EIN). A PA YER'S 
A CCOUNT NUMBER FOR THE 
PAYEE MAY BE A CHECKING 
ACCOUNT NUMBER, SA VINGS 
A CCOUNT NUMBER, SERIA L 
NUMBER OR ANY OTHER NUM- 
BER ASSIGNED TO THE PAYEE 
B Y THE PA YER, THA T WILL 
DISTINGUISH THE SPECIFIC AC- 
COUNT. THIS NUMBER MUS T 
APPEAR ON THE INITIA L RE- 

TURN A ND ON THE COR- 
RECTED RETURN IN ORDER TO 
IDENTIF Y AND PROCESS 
CORREC TION PROPERL Y. 

. 10 REVIEW THE CHART 
THAT FOLLOWS. The type~ 
errors made will normally fall under 
one of the three categories 
Next to each type of error made, you 
will find a list of instructions to tell 

you how to properly file the cor- 
rected return for that type of error. 
READ ALL OF THE INSTRUC- 
TIONS LISTED AND FOLLOW 
THEM FOR THE TYPE OF ER- 
ROR MADE ON THE INITIAL 
RETURN. IN SOME CASES TWO 
TRANSACTIONS ARE REQUIRED 
TO PROPERL Y FILE CORREC- 
TIONS. IF THE ORIGINAL RE- 
TURN WAS FILED AS AN AG- 
GREGA TE, YOU MUST 
CONSIDER THIS IN FILING COR- 
REC TED RETURNS. 

Guidelines for Filing Corrected Returns on Magnetic Media 

(PLEASE READ SEC. 8. 01 THROUGH 8. 10 OF THIS PUBLICATION BEFORE MAKING ANY CORRECTIONS) 

Error Made on the Original Return 
Filed on Magnetic Media 

1. Original return was filed with NO 
Payee TIN (SSN or EIN), OR the 
return was filed with an INCOR- 
RECT Payee TIN. THIS WILL 
REQUIRE TWO SEPARATE 
TRANSACTIONS TO MAKE THE 
CORRECTION PROPERLY. 
READ AND FOLLOW ALL IN- 
STRUCTIONS FOR BOTH 
TRANSACTIONS 1 AND 2. 

How to File the Corrected Return on Magnetic Media 

TRANSACTION 1: Identifying return submitted with NO TIN or an 
INCORRECT TIN 
A. Form 4804 and/or 4802 (or computer substitute) 

1. Prepare a new transmittal Form 4804 (and 4802 if you file for 
multiple payers), or a computer generated substitute, that includes 
information related to this new file. 

2. Mark the Correction box in Block 1 of the current copy of Form 
4804. If you submit a computer generated substitute for Form 4804, 
indicate "MAGNETIC MEDIA CORRECTION" at the top of the 
listing. 

3. Provide ALL requested information correctly. 
4. If you are a Combined Federal/State filer, IRS will not transmit 

corrected returns to the state. This will be the responsibility of the 
filer. Do not include "K" Records in your corrected returns. 

B. 1098, 1099 Series, 5498 and W-2G Returns 
1. Prepare a new file. 
2. Use a separate Payer/Transmitter "A" Record for each type of 

return being reported. The information in the "A" Record will be 
the same as it was in the original submission. 

3. The Payee "B" Record must contain exactly the same information 
as submitted previously EXCEPT: insert a "G" in tape position 7 
of the "B" Record AND for ALL payment amounts used, enter "0" (zero). 

4. Corrected returns submitted to IRS using a "G" coded "B" Record 
may be submitted on the same tape as those returns submitted 
without the "G" code; however, separate "A" Records are 
required. 

5. Mark the EXTERNAL label of the tape "MAGNETIC MEDIA 
CORRECTION. " 

6. Submit the tape(s) and the transmittal document(s) to the IRS 
National Computer Center. (Refer to Part A, Sec. 11 for 
address. ) 
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Guidelines (Cont. j 
(PLEASE READ SEC. 8. 01 THROUGH 8. 10 OF THIS PUBLICATION BEFORE MAKING ANY CORRECTIONS) 

Error Made on the Original Return 
Filed on Magnetic Media 

1. (continued) 

2. Original return was filed with an 
incorrect money amount(s) in the 
Payee "B" Record, OR a money 
amount was reported using an in- 
correct Payment Amount Indicator 
in the original Payer/Transmitter 
"A" Record. Correct Type Of Re- 
turn indicator was used in the "A" 
Record. (NOTE: If the wrong Type 
of Return indicator was used, see 
Number 3 of this chart. ) 

How to File the Corrected Return on Magnetic Media 

TRANSACTION 2: Reporting the correct information. 
A. Form 4804 and/or 4802 (or computer generated substitute). 

1. If you submitted records with the corrected information on a 
separate tape from those that are "G" coded, prepare a new 
Transmittal Form 4804 (and 4802 if you file for multiple payers), or 
a computer generated substitute, that includes information related 
to this new file. 

2. Mark the Correction box in Block 1 of the current copy of Form 
4804. If you submit a computer generated substitute for Form 4804, 
indicate "MAGNETIC MEDIA CORRECTION" at the top of the 
listing. 

3. Provide ALL requested information correctly. 
4. If you are a Combined Federal/State filer, IRS will not transmit 

corrected returns to the state. This will be the responsibility of the 
filer. Do not include "K" Records in your corrected returns. 

B. 1098, 1099 Series, 5498 and W-2G Returns 
1. Prepare a new file with the correct information in ALL records. 
2. Use a separate Payer/Transmitter "A" Record for each type of 

return being reported. 
3. Do not code the Payee "B" Record as a corrected return for this 

type of correction. 
4. Submit the new returns as though they were originals. Provide all 

of the correct information including the TIN (SSN or EIN). 
5. Mark the EXTERNAL label of the tape "MAGNETIC MEDIA 

CORRECTION. " 
6. Submit the tape(s) and the transmittal document(s) to the IRS 

National Computer Center. (Refer to Part A, Sec. 11 for the 
address. ) 

A. Form 4804 and 4802 (or computer generated substitutej 
1. Prepare a new transmittal Form 4804 (and 4802 if you file for 

multiple payers), or a computer generated substitute, that includes 
information related to this new file. 

2. Mark the Correction box in Block 1 of the current copy of Form 
4804. If you submit a computer generated substitute for Form 4804, 
indicate "MAGNETIC MEDIA CORRECTION" at the top of the 
listing. 

3. Provide ALL requested information correctly. 
4. If you are a Combined Federal/State filer, IRS will not transmit 

corrected returns to the state. This will be the responsibility of the 
filer. Do not include "K" Records in your corrected returns. 

B. 1098, 1099 Series, 5498 and W-2G Returns 
1. Prepare a new file. 
2. Use a separate Payer/Transmitter "A" Record for each type of 

return being reported. The information in the "A" Record will be 
the same as it was in the original submission EXCEPT, the correct 
Amount Indicators will be used. 

3. The Payee "B" Record must contain exactly the same information 
as submitted previously EXCEPT: insert a "G" in tape position 7 
of the "B" Record AND report the correct payment amounts as 
they should have been reported on the initial return. 

4. Corrected returns submitted to IRS using a "G" coded "B" Record 
may be submitted on the same tape as those returns submitted 
without the "G" code; however, separate "A" Records are 
required. 

5. Mark the EXTERNAL label of the tape "MAGNETIC MEDIA 
CORRECTION. " 
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Guidelines (Cont. ) 
(PLEASE READ SEC. 8. 01 THROUGH 8. 10 OF THIS PUBLICATION BEFORE MAKING ANY CORRE( TIONS) 
Error Made on the Original Return 
Filed on Magnetic Media 

2. (continued) 

How to File the Corrected Return on Magnetic Media 

6. Submit the tape(s) and the transmittal document(s) to the IRS 
National Computer Center. (Refer to Part A, Sec. 11 for the 
address. ) 

3. Original return was filed using the 
WRONG Type of Return indicator in 
the Payer/Transmitter "A" Record. 
For example, a return was coded using 
the Type of Return indicator for 
1099-DIV and it should have been 
coded for 1099-INT. THIS WILL RE- 
QUIRE TWO SEPARATE TRANS- 
ACTIONS TO MAKE THE CORREC- 
TION PROPERLY. READ AND 
FOLLOW ALL INSTRUCTIONS FOR 
BOTH TRANSACTIONS 1 AND 2. 

TRANSACTION 1: Identify return submitted with an incorrect Type Of 
Return indicator 
A. Form 4804 and 4802 (or computer generated substitute 

1. Prepare a new transmittal Form 4804 (and 4802 if you file for 
multiple payers), or a computer generated substitute, that includes 
information related to this new file. 

2. Mark the Correction box in Block I of the current copy of Form 
4804. If you submit a computer generated substitute for Form 4804, 
indicate "MAGNETIC MEDIA CORRECTION" at the top of the 
listing. 

3. Provide ALL requested information correctly. 
4. If you are a Combined Federal/State filer, IRS will not transmit 

corrected returns to the state. This will be the responsibility of the 
filer. Do not include "K" Records in your corrected returns. 

B. 1098, 1099 Series, 5498 and W-2G Returns 
1. Use a separate Payer/Transmitter "A" Record for each type of 

return being reported. The information in the "A" Record will be 
exactly the same as it was in the original submission using the same 
incorrect type of return indicator. 

2. The corrected Payee "B" Record must contain the same informa- 
tion as submitted previously EA'CEPT: insert a "G" in tape 
position 7 of the "B" Record and for ALL payment amounts used, 
enter "0" (zero). 

3. Corrected returns submitted to IRS using a "G" coded "B" Record 
may be submitted on the same tape as those returns submitted 
without the "G" code; however, separate "A" Records are 
required. 

4. Mark the EXTERNAL label of the tape "MAGNETIC MEDIA 
CORRECTION. " 

5. Submit the tape(s) and the transmittal document(s) to the IRS 
National Computer Center. (Refer to Part A, Sec. 11 for the 
address. ) 

TRANSACTION 2: Report correct information 
A. Form 4804 and 4802 (or computer generated substitute) 

1. If you submit records with the corrected information on a separate 
tape from those that are "G" coded, prepare a new transmittal 
Form 4804 (and 4802 if you file for multiple payers), or a computer 
generated substitute, that includes information related to this new 
file. 

2. Mark the Correction box in Block 1 of the current copy of Form 
4804. If you submit a computer generated substitute for Form 4804, 
indicate "MAGNETIC MEDIA CORRECTION" at the top of the 
listing. 

3. Provide ALL requested information correctly. 
4. If you are a Combined Federal/State filer, IRS will not transmit 

corrected returns to the state. This will be the responsibility of the 
filer. Do not include "K" Records in your corrected returns. 

B. 1098, 1099 Series, 5498 and W-2G Returns 
1. Prepare a new file with the correct information in ALL records. 
2. Use a separate Payer/Transmitter "A" Record for each type of 

return being reported and use the correct Type Of Return indicator. 
3. Do not code the Payee "B" Record as a corrected ret'urn for this 

type of correction. 

466 1987-2 C. B. 



Guidelines (Conl. ) 
(PLEASE READ SEC. 8. 01 THROUGH 8. 10 OF' THIS PUBLICATION BEFORE MAKING ANY CORRECTIONS) 
Error Made on the Original Return 
Filed on Magnetic Media 

3. (continued) 

How to File the Corrected Return on Magnetic Media 

4. Provide all of the correct information. 
5. Mark the EXTERNAL label of the tape "MAGNETIC MEDIA 

CORRECTION. " 
6. Submit the tape(s) and the transmittal document(s) to the IRS 

National Computer Center. (Refer to Part A, Sec. 11 for the 
address). 

SEC. 9. TAXPAYER IDENTIFICA- 
TION NUMBERS 

. 01 Under section 6109 of the In- 
ternal Revenue Code, recipients of all 
reportable payments on information 
returns are required to furnish tax- 
payer identification numbers (TINs) 
to the payer. The number must be 
furnished to the payer whether or not 
the payee is required to file a tax 
return or is covered by social secu- 
rity. Refer to Part A, Sec. 13 for a 
definition of taxpayer identification 
number (TIN). 

. 02 The recipient's TIN is used to 
associate and verify amounts reported 
to IRS with corresponding amounts 
on tax returns. Therefore, it is partic- 
ularly important that correct social 
security and employer identification 
numbers for payees be provided on 
magnetic media or paper forms sub- 
mitted to IRS. DO NOT ENTER 
H YPHENS, ALPHA CHARA C- 
TERS, ALL 9s OR ALL ZEROS. 

. 03 Under section 6676 of the In- 
ternal Revenue Code, a $50 penalty 
applies for each failure to furnish a 
TIN to another person who is re- 
quired to file an information return, 
and for each failure to include a TIN 
on an information return. The pen- 
alty applies unless the failure to 
comply is due to reasonable cause 
and not willful neglect. 

. 04 With respect to all payers of 
interest, dividends, and royalty pay- 
ments, section 6676 of the Internal 
Revenue Code provides that the 
payer must self-assess a $50 penalty 
for each failure to include a payee's 
TIN or each inclusion of an incorrect 
TIN on an information return, unless 
the payer can demonstrate that the 
payer met the due diligence require- 
ments in attempting to acquire cor- 
rect TINs for payees. Use Form 
8210, Self-Assessed Penalties Return. 
For mortgages in existence before 

1985, you will not be subject to the 
penalty for failure to provide the 
TIN of the payer of record on Form 
1098 if you followed the rules for 
requesting TINs contained in Tempo- 
rary Regulations section 1. 6050H-IT, 
and you properly and promptly pro- 
cessed the responses. 

A penalty of $5 per failure applies 
to each failure by a payer to include 
his or her own TIN in any return, 
statement, or document and for each 
failure to include correct information 
on a return or statement. 

. 05 For any reportable payment, if 
the payee fails to provide a TIN to 
the payer, then backup withholding 
must be instituted for that payee. If 
the payee has applied for a TIN, the 
payee may certify to this on Form 
W-9 by noting "Applied For" in the 
TIN block and by signing the form. 
This form then becomes an 
"awaiting-TIN certificate. " If the 
TIN is not received and certified, if 
required, within 60 days, begin with- 
holding and continue until you re- 
ceive a TIN in the manner required. 
If IRS notifies the payer that the 
payee's TIN is incorrect, the payee 
has 30 days to provide a TIN to the 
payer in the manner required or 
backup withholding must be insti- 
tuted. 

. 06 The TIN to be furnished to 
IRS depends primarily upon the man- 
ner in which the account is main- 
tained or set up on the payer's 
record. The payer and payee names 
and taxpayer identification numbers 
should be consistent with the names 
and numbers used on other tax re- 
turns. The TIN must be that of the 
owner of the account. If the account 
is recorded in more than one name, 
furnish the TIN and name of one of 
the owners of the account. The TIN 
provided must be associated with the 
name of the payee provided in the 

first name line of the Payee "B" 
Record. For individuals, including 
sole proprietors, the payee TIN is the 
payee's social security number. For 
other entities, the payee TIN is the 
payee's employer identification num- 
ber. 

. 07 Sole proprietors who are pay- 
ers should show their employer iden- 
tification number in the Payer/ 
Transmitter "A" Record. However, 
sole proprietors who are not other- 
wise required to have an employer 
identification number should use 
their social security number. 

. 08 Sole proprietors' social security 
numbers must be used in the Payee "B" Record. 

. 09 The charts appearing on page 
468, will help you determine the num- 
ber to be furnished to IRS for recipi- 
ents of reportable payments (payees). 

SEC. 10. EFFECT ON PAPER RE- 
TURNS 

. 01 Magnetic tape reporting of the 
information returns listed in Part A, 
Sec. 1 applies only to the original 
(Copy A). 

. 02 For payments of dividends or 
interest (reported on Forms 1099- 
DIV, 1099-PATR, 1099-INT or 1099- 
OID) the payer is required to furnish 
an official Form 1099 to a payee in 
person or in a "statement mailing" 
by first-class mail. For payments of 
royalties, a "statement mailing" is 
also required. These forms may not 
be combined or mailed with other 
information furnished to the recipient 
except Forms W-2, W-2P, W-8, W-9, 
other Forms 1098, 1099, 5498, a 
check, a letter explaining why no 
check is enclosed, a letter limited to 
an explanation of the tax conse- 
quences of the information shown on 
the payee statement and a statement 
of the person's account. The outside 
of the envelope and each check, 
letter, or account statement must 
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contain the legend, "Important Tax 
Return Document Enclosed. " No ad- 
ditional enclosures, such as advertis- 
ing, promotional material, or a quar- 
terly or annual report are permitted; 
however, if you follow the more 
stringent "separate mailing" require- 
ments of prior law, the legend need 
not appear on the envelope. The 
payer may use substitute Forms 1099 
if they utilize the proper language, 
are substantially similar to the offi- 
cial forms and if the payer complies 
with all revenue procedures relating 
to substitute Forms 1099 in effect at 
the time (see Publication 1179). The 
substitute payee statement must con- 
tain instructions substantially similar 
to those on the back of Copy B of 
the official form. The following mes- 
sages must appear on the payee state- 
ments: 

(a) Forms 5498 and 1099-R- 
"This information is being furnished 
to the Internal Revenue Service. " 

(b) Forms 1099-G and W-2G- 
"This is important tax information 
and is being furnished to the Internal 
Revenue Service. If you are required 
to file a return, a negligence penalty 
or other sanction may be imposed on 
you if this income is taxable and IRS 
determines that it has not been re- 
ported. " 

(c) Forms 1099-B and 
1099-MISC — Same as item (b) 
above, except change "may" to 
"will" in the second sentence. 

(d) Form 1099-A — "This is impor- 
tant tax information and is being 
furnished to the Internal Revenue 
Service. If you are required to file a 
return, a negligence penalty or other 
sanction will be imposed on you if 
taxable income results from this 
transaction and the IRS determines 
that it has not been reported. " 

(e) Form 1098 — "The amount in 
Box I is important tax information 
and is being furnished to the Internal 
Revenue Service. If you are required 
to file a return, a negligence penalty 
or other sanction will be imposed on 
you if IRS determines that an under- 
payment of tax results because you 
failed to properly show this amount 
on your return. The amount shown 
may not be fully deductible by you 
on your Federal income tax return. 
Limitations based on the cost and 
value of the secured property may 
apply. In addition, you may only 
deduct an amount of mortgage inter- 

CHART 1. Guidelines for Social Security Numbers 

For this type of account- 

In the Taxpayer 
Identification Number 
field of the Payee "B" 
Record, enter the 
SSN of- 

In the First Payee 
Name Line of the 
Payee "B" Record, 
enter the name of- 

1. 

2. 

3. 

4 

5. 

7. 

An individual's ac- 
count. 
A joint account (Two 
or more individuals, 
husband and wife). 

Account in the name 
of a guardian or com- 
mittee for a desig- 
nated ward, minor, or 
incompetent person. 
Custodian account of 
a minor (Uni form 
Gift to Minors Act). 
The usual revocable 
savings trust account 
(grantor is also 
trustee). 
A so-called trust ac- 
count that is not a 
legal or valid trust un- 
der state law. 

' 

A sole proprietorship. 

The individual. 

The actual owner of 
the account. (If more 
than one owner, the 
first individual on the 
account. ) 
The ward, minor, or 
incompetent person. 

The individual. 

The individual whole 
SSN is entered. 

The individual whose 
SSN is entered. 

The minor. The minor. 

The grantor-trustee. The grantor-trustee. 

The actual owner. The actual owner. 

The owner. The owner. 

CHART 2. Guidelines for Employer Identification Numbers 

For this account- 

In the Taxpayer 
Identification Number 
field of the Payee "B" 
Record, enter the 
EIN of- 

In the First Payee 
Name Line of the 
Payee "B" Record, 
enter the name of- 

1. 

2. 
3. 

4. 

5. 

6. 

A valid trust, estate, 
or pension trust. 
A corporate account. 
An association, club, 
religious, charitable, 
educational or other 
tax-exempt organiza- 
tion. 
A partnership account 
held in the name of 
the business. 
A broker or registered 
nominee/middleman. 
Account with the De- 
partment of Agricul- 
ture in the name of a 
public entity such as a 
state or local govern- 
ment, school district 
or prison that receives 
agriculture program 
payments. 

Legal entity. ' 

The corporation. 
The organization. 

The partnership. 

The broker or nomi- 
nee/middleman. 
The public entity. 

The legal trust, estate, 
or pension trust. 
The corporation. 
The organization. 

The partnership. 

The broker or nomi- 
nee/middleman. 
The public entity. 

'Do not furnish the identification number of the personal representative or trustee unless the 
name of the representative or trustee is used in the account title. 
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est to the extent it was actually paid 
by you and not reimbursed by an- 
other person, and to the extent the 
interest is attributable to a loan for 
which you are liable for repayment. " 

. 03 Statements to recipients for 
Forms 1098, 1099-A, 1099-B, 1099-G, 
1099-MISC (except for substitute 
payments in lieu of dividends and 
tax-exempt interest), 1099-R, 5498, or 
W-2G need not be a copy of the 
paper form filed with IRS. It is 
important that income items be prop- 
erly classified for Federal tax pur- 
poses on the statement the payer 
gives to recipients. The space provi- 
sions on official paper forms do not 
agree with those used in magnetic 
media. The amount of space on 
paper forms is less than that allowed 
on magnetic media. Filers may wish 
to seek a substitute form for state- 
ments to payees that accommodates 
the space provisions used in magnetic 
media. Payers are permitted consider- 
able flexibility in designing statements 
to payees. The payer may combine 
the information return data with 
other reports or statements as long as 
all required information is present 
and worded properly and the payee's 
copy is conducive to proper reporting 
of income on tax returns. (This does 
not apply to Forms 1099-INT, 1099- 
OID, 1099-DIV and 1099-PATR. See 
. 02 above for the requirements for 
these four forms. ) 
SEC. 11. HOW TO CONTACT 
THE IRS NATIONAL COMPUTER 
CENTER 

. 01 Magnetic media processing for 
all service centers is centralized at the 
IRS National Computer Center. 
Please direct all requests for IRS 
magnetic media related publications, 
information, undue hardship waivers, 
extensions of time or forms to the 
following addresses (if Postal Service 
or land carrier): 

Magnetic Media Reporting 
Internal Revenue Service 
Post Office Box 1359 
Martinsburg, WV 25401-1359 

OI' 

Magnetic Media Reporting 
Internal Revenue Service 
Route 9 & Needy Road 
Martinsburg, WV 25401 

Hours of operation at this address 
will be 8:30 A. M. until 6:30 
P. M. Eastern Time Zone. The tele- 

phone number is (304) 263-8700. 

Requests for paper returns, publi- 

cations or forms not related to mag- 

netic media processing should be re- 

quested by calling the toll-free 
number in your area. 

. 02 The National Computer Center 
will process returns filed on magnetic 
media only. All information returns, 
including corrections, that are filed 
on paper forms should be submitted 
to the appropriate service center, not 
the IRS National Computer Center. 
Organizations who file their informa- 
tion returns on magnetic media but 
who submit their corrected returns on 
Paper forms refer to the 1987 "In- 
structions for Forms 1099, 1098, 
5498, 1096, and W-2G" for the 
service center addresses. 
SEC. 12. COMBINED FEDERAL/ 
STATE FILING 

, 01 The Combined Federal/State 
Program was established to simplify 
information returns filing for the 
taxpayer. IRS will accept, upon prior 
approval, magnetic tape files contain- 
ing state reporting information only 
for those states listed in Table 1 in 
this section. FORMS 1098, 1099-A, 
1099-B, AND W-2G CANNOT BE 
FILED UNDER THE COMBINED 
FEDERAL/STATE FILING PRO- 
GRAM. 

. 02 To request approval to partici- 
pate in the Combined Federal/State 
Program, a "test" file, coded for 
this program, must be submitted by 
the transmitter to the IRS National 
Computer Center between October 1 

and December 15 using the revenue 
procedure that will be used for the 
actual data files. Blanket approval 
will not be given to software pack- 
ages. A TTA CH A LETTER TO 
THE FORM 4804 S UBMI T TED 
WITH THE "TEST" FILE WHICH 
INDICATES THAT YOU WISH TO 
PAR TICIPA TE IN THIS PRO- 
GRAM. The "(est" file is only re- 
quired for the first year. Once you 
are approved, you do not need to 
resubmit "tests" each year, except 
when notified by IRS. Refer to Part 
A, Sec. 11 for the address. See Part 
A, Sec. 3. 04 for general guidelines on 
submission of "test" files. Each 
record, both in the "test" file and 
actual data file, must conform ex- 
actly to the revenue procedure for 
the tax year of the actual data. 
Combined Federal/State records must 
be coded using each state's dollar 

criteria from Table 2 of this section 
for each type of return. 

If the "test" file is determined to 
be acceptable, IRS will return it to 
the filer with Form 6847, Consent 
For Internal Revenue Service to Re- 
lease Tax Information. The payer 
must complete Form 6847. The five 
character alpha/numeric Transmitter 
Control Code must be included on 
the form. The form should then be 
returned to IRS before IRS will re- 
lease tax information to any of the 
participating states. 

Form 6847 must be signed by one 
of the individuals listed at the bot- 
tom of the form and returned to the 
address listed in Part A, Sec. 11. If 
the form is signed by an attorney-in- 
fact, the written consent from the 
taxpayer to the attorney-in-fact must 
be included with the Form 6847. This 
consent by language and/or scope 
must clearly indicate that the 
attorney-in-fact is empowered to au- 
thorize release of the information 
document returns to the state(s). A 
separate Form 6847 is required for 
each payer. A transmitter may not 
combine payers on one Form 6847 
even though acting as attorney-in-fact 
for several payers. Form 6847 may 
be photocopied if you receive an 
insufficient number of the form. If 
you have filed on this program in the 
past and have not met these require- 
ments, you must resubmit the Form 
6847 with the proper signatures as 
specified. If you file for multiple 
payers, code the records to go to the 
state(s) only for those payers that 
participate and have properly submit- 
ted Form 6847. Do not submit actual 
data records coded for the Combined 
Federal/State Program without prior 
approval from IRS. 

. 03 States that participate in this 
program and the valid state code 
assigned to each are listed in Table 1 

of this section. If the state that you 
wish information released to does not 
participate in the program, do not 
code your records for that state. If 
the state participates, if you have 
received prior approval, and if all 
other conditions are met, IRS will 
forward the tax information to the 
participating state at no charge to the 
filer. You do not need to reapply for 
this program each year. 

. 04 IF CORRECTIONS MUST BE 
MA DE, IRS WILL NOT TRA NS- 
MIT CORRECTED RETURNS TO 
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THE S TA TES; THIS WILL BE 
THE RESPONSIBILI T Y OF THE 
FILER. 

. 05 IRS will make no attempt to 
process files with any deviations. Ap- 
proval to participate in the Combined 
Federal/State Program will be re- 
voked if any files are submitted that 
do not totally conform. 

. 06 IRS is acting as a forwarding 
agent ONL Y. Some participating 
states require separate notification 
that you are filing in this manner. It 
is your responsibility to contact the 
appropriate states for further infor- 
mation. 

. 07 The appropriate state code 
should be entered for those docu- 
ments which meet that state's filing 
requirements. It is the filer's respon- 
sibility to determine the state code to 

be used and to obtain the filing 
requirements from the appropriate 
state(s). 

. 08 If you meet all of the require- 
ments for this program, you must 
provide the state totals from the "K" 
Record on a separate Form 4804, 
Transmittal of Information Returns 
on Magnetic Media (or Form 4802, 
Transmittal For Multiple Magnetic 
Media Reporting) or computer gener- 
ated substitute for each state, or you 
must include a listing which identifies 
each state and the "K" Record totals 
for each. 

. 09 If you have met AL1. of the 
above conditions: 

(a) You must submit all records 
which indicate the appropriate coding 

related to this program. 
(b) The "C" Record must be fol- 

lowed by a "K" Record for each 
state. The "K" Record indicates the 
number of payees being reported to 
each particular state. 

(c) Payment amount totals and the 
valid participating state code must be 
included in the state totals "K" 
Record. Refer to Part B, Sec. 8, for 
a description of the "K" Record. 

(d) The "K" Record is followed 
by an end of transmission "F" 
Record (if this is the last record of 
the entire file). 

. 10 Only those states listed in Ta- 
ble 1 will receive information from 
IRS. It is the filer's responsibility to 
file information returns with states 
that do not participate in this pro- 
gram. 

TABLE 1. PARTICIPATING STATES AND THEIR CODES 

State 
Alabama 
Arizona 
Arkansas 
California 
Delaware 
District of Columbia 
Georgia 
Hawaii 
Idaho 
Indiana 

Code 
01 
04 
05 
06 
10 
11 
13 
15 
16 
18 

State 
Iowa 
Kansas 
Maine 
Massachusetts 
Minnesota 
Mississippi 
Missouri 
Montana 
New Jersey 
New Mexico 

Code 
19 
20 
23 
25 
27 
28 
29 
30 
34 
35 

State 
New York 
North Carolina 
North Dakota 
Oregon 
South Carolina 
Tennessee 
Wisconsin 

Code 
36 
37 
38 
41 
45 
47 
55 

. 11 To simplify filing, several of the participating states have provided lists of their information return reporting 
requirements (see Table 2). This cumulative list is for information purposes only and represents dollar criteria. For 
complete information on state filing requirements, contact the appropriate state tax agencies. 

STA TE 1099-R 

TABLE 2. DOLLAR CRITERIA 

1099- 
DIV 

1099- 
INT 

1099- 
MISC 

1099- 
PA TR 1099-G 

1099- 
OID 5498 

Alabama 
Arizona' 
Arkansas 
District of 

Columbia 
Hawaii 
Idaho 
Iowa 
Minnesota 
Missouri 
Montana 
New Jersey 
New York 
North Carolina 
Oregon 
Tennessee 
Wisconsin 

1500 
300 

2500 

600 
600 
600 

1000 
600 
NR 
600 

1000 
600 
100 
6oo" 
NR 
600 

1500 
300 
100 

600 
10 
10 

100 
10 

NR 
10 

1000 
NR 
100 

10 
25 

600 

1500 
300 
100 

600 
10' 
10 

1000 
10 

NR 
10 

1000 
600 
100 

10 
25 

600 

1500 
300 

2500 

600 
600 
600 

1000 
600 

1200" 
600 

1000 
600' 
600 
600 
NR 
100 

1500 
300 

2500 

600 
10 
10 

1000 
10 

NR 
10 

1000 
600 
100 

10 
NR 
600 

NR 
300 

2500 

600 
h 

10 
1000 

10 
NR 

10 
1000 
600 
100 

10 
NR 
NR 

1500 
300 

2500 

600 
10 
10 

1000 
10 

NR 
10 

1000 
NR 
100 

10 
NR 
NR 

NR 
NR 

g 

NR 

g 
g 

NR 
h 

NR 
g 

NR 
NR 

g 
NR 
NR 
NR 

NR — No filing requirements. 
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Footnotes: 
a. These requirements apply to individuals and business entities. 
b. Amounts are for aggregates of several types of income from the same payroll. 
c. State regulation changing filing requirement from $600 to $10 is pendmg. 
d. The state would prefer those returns filed with respect to non-Missouri residents to be sent directly « the state gen y. 
e. Aggregate of several types of income. 
f. Return required for state of Oregon residents only. 
g. Same as Federal requirement for this type of return. 
h. All forms are to be reported. 
~NOTE: Filing requirements for any state in Table l not shown on the above chart are the same as the "' "" "qu'r 

RMS SEC. 13. DEFINITIONS OF TE 
Element 
b 

Coding Range 
EIN 

Excess Golden Parachute Pay- 
ment 

File 

PS58 Costs 

Payee 

Payer 

Special Character 
SSA 
SSN 
Taxpayer Identification Number 
(TIN) 
Transfer Agent (Paying Agent) 

Transmitter 

Transmitter Control Code 
(TCC) 

Descnptton 
Denotes a blank position. Enter blank(s) when this symbol is used (do not enter 

the letter "b"). This appears in numerous areas throughout the record descriptions. 

Indicates the allowable codes for a particular type of statement. 

Employer Identification Number that has been assigned by IRS to the reporting 

entity. 
Parachute payments (also called "golden parachutes") are certain payments in the 

nature of compensation that corporations make to key individuals, often in excess 

of their usual compensation, in the event that ownership or control of the 

corporation changes. 
For purposes of this procedure, a file consists of all magnetic tape records 

submitted by a Payer or Transmitter. 
The current cost of life insurance under a qualified plan taxable under section 

72(m) and Regulations section 1. 72-16(b). See Part B, Sec. 6 Payee "B" Record, 
Category of Total Distribution, Code 9. 
Person(s) or organization(s) receiving payments from the Payer, or for whom an 

information return must be filed. The payee includes a borrower (Form 1099-A), 
participant (Form 5498) and a winner Form (W-2G). For Form 1098, the payee is 

the individual paying the interest. 
Includes the person making payments, a recipient of mortgage interest payments, a 
broker, including a real estate broker, a barter exchange, a trustee or issuer of an 
IRA or SEP, or a lender who acquires an interest in secured property or who has 
reason to know that the property has been abandoned. The Payer will be held 

responsbile for the completeness, accuracy and timely submission of magnetic tape 
files. 
Any character that is not a numeral, a letter or a blank. 
Social Security Administration. 
Social Security Number. 
May be either an EIN or SSN. 

The transfer agent or paying agent is the entity who has been contracted or 
authorized by the payer to perform the services of paying and reporting backup 
withholding (Form 941). The payer must submit to IRS a Form 2678, Employer 
Appointment of Agent under Section 3504, which notifies IRS of the transfer agent 
relationship. 
Person or organization preparing magnetic tape file(s). May be Payer or agent of 
Payer. 
A five character alpha/numeric number assigned by IRS to the transmitter prior to 
actual filing on magnetic media. This number is inserted in the "A" Record of 
your files and must be present before the file can be processed. An application 
Form 4419 must be filed with IRS to receive this number. See Part A, Sec. 3. 
(Abbreviation for this term is ARTCC. ) 

SEC. 14. STATE AND COUNTRY ABBREVIATION& 

. 01 You MUST use the following state abbreviations when developing the state code portion of address fields. (This 
table provides state abbreviations only and does not represent those states participating in the Combined Federal/State 
Program. For a list of states that participate in the Combined Federal/State Program, refer to Part A, Sec. 12. 10. ) 

State Code State Code State Code 

Alabama 
Alaska 
Arizona 

AL Kentucky KY North Dakota ND 
AK Louisiana LA Ohio OH 
AZ Maine ME Oklahoma OK 

1987-2 C. B. 471 



State Code State Code State Code 

Arkansas 
California 
Colorado 
Connecticut 
Delaware 
District of Columbia 
Florida 
Georgia 
Hawaii 
Idaho 
Illinois 
Indiana 
Iowa 
Kansas 

AR 
CA 
CO 
CT 
DE 
DC 
FL 
GA 
HI 
ID 
IL 
IN 
IA 
KS 

Maryland 
Massachusetts 
Michigan 
Minnesota 
Mississippi 
Missouri 
Montana 
Nebraska 
Nevada 
New Hampshire 
New Jersey 
New Mexico 
New York 
North Carolina 

MD 
MA 
MI 
MN 
MS 
MO 
MT 
NE 
NV 
NH 
NJ 
NM 
NY 
NC 

Oregon 
Pennsylvania 
Rhode Island 
South Carolina 
South Dakota 
Tennessee 
Texas 
Utah 
Vermont 
Virginina 
Washington 
West Virginina 
Wisconsin 
Wyoming 

OR 
PA 
RI 
SC 
SD 
TN 
TX 
UT 
VT 
VA 
WA 
WV 
WI 
WY 

NOTE: A "I" in the Foreign Country Indicator field of the Payee "B" Record will identify the state code that follows as a foreign country 
code rather than a state code. For foreign addresses, you are nor required to use the foreign country codes or Canadian Province codes provided. 
You may enter foreign addresses using a 40 position free format rather than the 29-2-9 format for the Payee City, Payee State and Payee ZIP 
Code; however, this is only allowable if a "I" appears in the Foreign Country Indicator field. This 40 position free format may only be used for 
foreign addresses. Addresses in the United States must use the state codes provided and must be in the 29-2-9 format. 

Code 
BC 

NS 
PE 

SK 

. 02 The following list represents Canadian Provinces and the corresponding code to be associated with each. If you 
know the Province Code, please use it rather than the code for Canada. The Province Code will be entered in the 
State Code portion of the Payee "B" Record. 

Province Code Pro vi nce Province 
Alberta AB British Labrador 
Manitoba MB Columbia New Brunswick 
Newfoundland NF Nova Scotia Northwest 
Ontario ON Prince Edward Territories 
Quebec PQ Island Saskatchewan 
Yukon Territories YK 

. 03 The following list represents 
foreign countries and the correpond- 
ing code to be associated with each. 
This code will be entered in the State 
Code portion of the Payee "B" 
Record. If a country code is not 
listed in the following table, enter 
"OC". (This code may only be used 
if the country code is not listed. ) You 
may notice that some country and 

state codes are the same. A "1" in 
the Foreign Country Indicator field 
will identify the state code that fol- 
lows as a foreign address rather than 
an address in the United States. You 
are not required to use these codes. 
You may choose to spell out the 
name of the foreign country or use 
abbreviations other than those listed. 
This is only allowable if you enter a 

"1" in the Foreign Country Indicator 
field. These foreign country codes are 
intended for IRS information only 

and are not acceptable by the U. S. 
Postal Service as a mailing address. 
For foreign mailing address informa- 
tion refer to the U. S. Postal Service 
International Mail Manual Sec. 
122. 1. 

Foreign 
Country Code 

Foreign 
Country Code 

Foreign 
Country Code 

Afghanistan 
Albania 
Algeria 
American Samoa 
Andorra 
Angola 
Antigua & Barbuda 
Argentina 
Australia 
Austria 
Azores 
Bahamas, The 
Bahrain 

AF 
AL 
AG 
AQ 
AN 
AO 
AC 
AR 
AS 

AU 
PO 
BF 
BA 

Bangladesh 
Barbados 
Belgium 
Belize (Formerly British 

Honduras) 
Benin (Formerly Dahomey) 
Bermuda 
Bhutan 
Bolivia 
Botswana 
Brazil 
British Indian Ocean 

Territory 

BG 
BB 
BE 

BH 
DM 
BD 
BT 
BL 
BC 
BR 

IO 

British Virgin Islands 
Brunei 
Bulgaria 
Burma 
Burundi 
Cambodia 
Cameroon 
Canada 
Canton & Enderbury Islands 
Canary Islands 
Cape Verde, Republic of 
Cayman Islands 
Central Africa Repubhc 

VI 
BX 
BU 
BM 
BY 
CB 

CM 
CA 
EQ 
SP 

CV 
CJ 
CT 
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Foreign 
Country Code 

Foreign 
Country Code 

Foreign 
Country Code 

Chad 
Channel Islands 
Chile 
China (Peking) 
China (Taiwan) 
Christmas Island 
Cocos (Keeling) Islands 
Colombia 
Comoros 
Congo 
Cook Islands 
Costa Rica 
Cuba 
Cyprus 
Czechoslovakia 
Denmark 
Djibouti (Formerly Afars & 

Issas) 
Dominica 
Dominican Republic 
Ecuador 
Egypt 
El Salvador 
England 
Equatorial Guinea 
Ethiopia 
Falkland Islands (Also called 

Islas Malvinas) 
Faroe Islands 
Fiji 
Finland 
France 
French Guiana 
French Polyneisa 
French Southern & Antarctic 

Lands 
Gabon 
Gambia, The 
German Democratic Republic 

(East Germany) 
Germany, Federal Republic 

of (West Germany) 
Ghana 
Gibraltar 
Gilbert Islands 
Greece 
Greenland 
Grenada 
Guadeloupe 
Guam 
Guatemala 
Guinea 
Guinea-Bissau 
Guyana 
Haiti 
Heard Island & McDonald 

Island 
Honduras 

CD 
OC 
CI 

CH 
TW 
KT 
CK 
CO 
CN 
CF 

CW 
CS 
CU 
CY 
CZ 
DA 

DJ 
DO 
DR 
EC 
EG 
ES 

UK 
EK 
ET 

FA 
FO 
FJ 
FI 

FR 
FG 
FP 

FS 
GB 
GA 

GC 

GE 
GH 
GI 
GS 
GR 
GL 
GJ 
GP 
GQ 
GT 
GV 
PU 
GY 
HA 

HM 
HO 

Hong Kong 
Hungary 
Iceland 
India 
Indonesia 
Iran (Also called Persia) 
Iraq 
Ireland 
Isle of Man 
Israel 
Italy 
Ivory Coast 
Jamaica 
Japan 
Johnston Atoll 
Jordan 
Kenya 
Korea, Democratic Peoples 

Republic (North Korea) 
Korea, Republic of (South 

Korea) 
Kuwait 
Laos 
Lebanon 
Lesotho 
Liberia 
Libya 
Liechtenstein 
Luxembourg 
Macao 
Madagascar 
Malawi 
Malaysia 
Maldives 
Mali 
Malta 
Martinique 
Mauritania 
Mauritius 
Mexico 
Midway Islands 
Monaco 
Mongolia 
Montserrat 
Morocco 
Mozambique 
Nauru 
Navassa Island 
Nepal 
Netherlands (Also called 

Holland) 
Netherlands Antilles 
New Caledonia 
New Hebrides (Also called 

Vanuatu 
New Zealand 
Nicaragua 
Niger 

HK 
HU 
IC 
IN 
ID 
IR 
IZ 
EI 

OC 
IS 
IT 
IV 

JM 
JA 
JQ 
JO 
KE 

KN 

KS 
KU 
LA 
LE 
LT 
LI 

LY 
LS 

LU 
MC 
MA 
MI 

MY 
MV 
ML 
MT 
MB 
MR 
MP 
MX 
MQ 
MN 
MG 
MH 
MO 
MZ 
NR 
BQ 
NP 

NL 
NA 
NC 

NH 
NZ 
NU 
NG 

Nigeria 
Niue 
Norfolk Island 
Northern Island 
Norway 
Oman 
Pakistan 
Panama 
Papua-New Guinea 
Paracel Islands 
Paraguay 
Peru 
Philippines 
Pitcairn 
Poland 
Portugal 
Portuguese Timor 
Puerto Rico 
Qatar 
Reunion 
Romania 
Rwanda 
St. Christopher-Nevis- 

Anguilla (Also called St. 
Kitts) 

St. Helena 
St. Lucia 
St Pierre & Miquelon 
St. Vincent 
San Marino 
Sao Tome and Principe 
Saudi Arabia 
Scotland 
Senegal 
Seychelles 
Sierra Leone 
Singapore 
Solomon Islands 
Somalia 
South Africa 
Southern Rhodesia 
South-West Africa (Also 

called Namibia) 
Spain 
Spratly Islands 
Sri Lanka (Also called 

Ceylon) 
Sudan 
Suriname 
Svalbard & Jan Mayen 
Swaziland 
Sweden 
Switzerland 
Syria 
Tanzania 
Thailand 
Togo 
Tokelau Islands 

NI 
NE 
NF 
UK 
NO 
MU 
PK 

PM 
PP 
PF 
PA 
PE 
RP 
PC 
PL 
PO 
PT 
RQ 
QA 
RE 
RO 
RW 

SC 
SH 
ST 
SB 
VC 
SM 
TP 
SA 
UK 
SG 
SE 
SL 
SN 
BP 
SO 
SF 

RH 

WA 
SP 
PG 

CE 
SU 
NS 
JS 

WZ 
SW 
SZ 
SY 
TZ 
TH 
TO 
TL 
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Foreign 
Country Code 

Tonga 
Trinidad & Tobago 
Trust Territory of the Pacific 

Islands 
Tunisia 
Turkey 
Turks & Caicos Islands 
Tuvalu (Also called Ellice 

Islands) 
Uganda 
Union of Soviet Socialist 

Republics 
United Arab Emirates 
United Kingdom 
United States 
Upper Volta 
Uruguay 
Vatican City 
Venezuela 
Vietnam 
Virgin Islands of the U. S. 
Wake Island 
Wales 
Wallis & Futuna 
Western Sahara 
Western Samoa 
Yemen (South) 
Yemen (North) 
Yugoslavia 
Zaire 
Zambia 
Zimbabwe 

TN 
TD 

TQ 
TS 
TU 
TK 

TV 
UG 

UR 
TC 
UK 
US 
UV 
UY 
VT 
VE 

VM 
VQ 

WQ 
UK 
WF 
WI 
WS 
YS 
YE 
YO 
CG 
ZA 
RH 

PART B. TAPE SPECIFICATIONS 
SECTION 1. GENERAL 

. 01 The specifications contained in 
this part of the revenue procedure 
define the required format and con- 
tents of the records to be included in 
the tape file. These specifications 
must be adhered to unless deviations 
have been specifically granted by 
IRS. 

. 02 In most instances, IRS will be 
able to process any compatible tape 
files. Tape files must be EBCDIC, 
ASCII or BCD and must meet the 
following criteria: 

(a) 9 track EBCDIC (Extended Bi- 
nary Coded Decimal Interchange 
Code) with 

(1) Odd Parity and 
(2) A density of 800, 1600, or 6250 

BPI. 
(3) If you use UNIVAC Series 

1100, you must submit an inter- 
change tape. 

(b) 9 track ASCII (American Stan- 
dard Coded Information Interchange) 
with 

(1) Odd Parity and 
(2) A density of 800, 1600, or 6250 

BPI. 
(c) 7 track BCD (Binary Coded 

Decimal) with 
(1) Either Even or Odd Parity and 
(2) A density of 556 or 800 BPI. 

(IRS will accept and process 7 track 
tapes; however, 9 track is preferred. ) 

Please be consistent in the use of 
recording codes and density on your 
files. Enter the recording code and 
density on the exterior label. If files 
are generated in more than one re- 
cording code and/or density, multiple 
shipments would be appreciated. 

. 03 All compatible tape files must 
have the following characteristics: 
Type of tape - 0. 5 inch (12. 7 mm) 
wide, computer grade magnetic tape 
on reels of up to 2400 feet (731. 52 
m) within the following specifica- 
tions: 

(a) Tape thickness: 1. 0 or 1. 5 mils 
and 

(b) Reel diameter: 10. 5 inch (26. 67 
cm), 8. 5 inch (21. 59 cm), or 7 inch 
(17. 78 cm). 

(c) At this time, IRS cannot accept 
cartridge tape. 

. 04 Payers who can substantially 
conform to these specifications, but 
who require some minor deviations, 
MUST contact the IRS National 
Computer Center. Under no circum- 
stances may tapes deviating from the 
specifications in this revenue proce- 
dure be submitted without prior ap- 
proval from IRS. If you file on the 
Combined Federal/State Program, 
your files must conform totally to 
this revenue procedure. 

. 05 An external affixed label, 
Form 5064, must appear on each 
tape submitted for processing. The 
following information is needed: 

(a) The transmitter's name. 
(b) The five character alpha/nu- 

meric Transmitter Control Code. 
(c) State of transmitter (e. g. , NY). 
(d) Tape density. 
(e) Checkbox (indicates whether 

tape contains header label or is 
unlabeled). 

(f) Track (7 or 9). 
(g) Recording code (e. g. , EBCDIC 

or ASCII). 
(h) The tax year of the data (e. g. , 

1987). 
(i) Document types (e. g. , 1099- 

INT). 
(j) The total number of "B" 

Records after each "A" Record (this 

figure is taken from the 
Records). 

(k) A number assigned by 
transmitter to the tape. 

(I) The sequence of each tape (e. g. , 
001 of 008). 

The external media label, Form 
5064, was updated in tax year 1986. 
You must use the updated label. This 
information will assist IRS in pro- 
cessing the file or in locating a file, 
should the transmitter request that it 
be returned due to errors. IRS ad- 
vises that special shipping containers 
not be used for transmitting data 
since it cannot be guaranteed that 
they will be returned. 
SEC. 2. RECORD LENGTH 

. 01 The tape records defined in 
this revenue procedure may be 
blocked or unblocked, subject to the 
following: 

(a) A block must not exceed 
10, 000 tape positions. 

(b) All records must be a fixed 
length of 420 positions. Use "K" 
Records only if you are an approved 
Combined Federal/State filer. 

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

(d) All records, except the Header 
and Trailer Labels, may be blocked. 

(e) Records may not span blocks. 
. 02 A provision is made in the 

Payee "B" Records for Special Data 
Entries. These entries are optional. If 
the field is not utilized, enter blanks 
to maintain a fixed record length of 
420 positions. The field is intended 
to serve one or both of these pur- 
poses: 

(a) Contain information required 
by state or local governments. Filers 
who wish to use this option for 
satisfying state or local reporting re- 
quirements should contact their state 
or local department of revenue for 
filing instructions. Also refer to Part 
A, Sec. 12. 

(b) This field is also reserved for 
the filer's own personal use and may 
be used at the discretion of the filer 
to include information related to 
each individual return. IRS will not 
use the information supplied in this 
field. (The length of this field will 
vary depending on the type of return. 
For Forms 1098, 1099-DIV, 1099-G, 
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1099-INT, 1099-MISC, 1099-PATR, 
1099-R, and 5498, there are 67 posi- 
tions reserved for Special Data En- 
tries. For Form 1099-A, there are 23 
positions, for Form 1099-B, there are 
18 positions and for Forms 1099- 
OID, there are 41 positions. For 
Form W-2G, there is no available 
space within the Payee "B" Record 
for Special Data Entries. 
SEC. 3. LABEL CHARACTERIS- 
TICS 

For the purposes of this revenue 
procedure the following must be 
used. Header Label: 

1. The Header Label and data 
must be in the same recording mode. 

2. Consist of a maximum of 80 
positions. 

IRS PREFERS STANDARD OR 
ANSI LABELED TAPES. IF YOU 
SUBMIT AN UNLABELED TAPE, 
THIS MUST BE INDICATED ON 
THE EXTERNAL LABEL AND ON 
THE FORM 4804 OR COMPUTER 
GENERATED SUBSTITUTE. 

Trailer Label: 
1. Standard trailer labels may be 

used provided that they begin with 
1EOR, 1EOF, EOR1, EOF1, EOV1 
or EOV2. 

2. Consist of a maximum of 80 
positions. 

Tape Mark: 
1. Used to signify the physical end 

of the recording on tape. 

2. For even parity, use BCD con- 

figuration 001111 ("8421"). 
3. May follow the header label and 

precede and/or follow the trailer la- 

bel. 
SEC. 4. PAYER/TRANSMITTER 
"A" RECORD 

. 01 Identifies the payer and trans- 

mitter of the tape file and provides 

parameters for the succeeding Payee 
"B" Records. IRS computer pro- 

grams rely on the absolute relation- 

ship between the parameters and data 
fields in the "A" Record and the 

data fields in the "B" Records to 
which they apply. 

. 02 The number of "A" Records 
appearing on a tape reel will depend 
on the number of payers and the 
different types of returns being re- 

ported. The payment amounts for 
one payer for one type of return 
must be consolidated under one "A" 
Record if submitted on the same file. 
Do not submit separate "A" Records 
for each payment amount being re- 

ported. For example, if you are filing 
Form 1099-DIV to report Amount 
Codes 1, 2, and 3, all three amount 
codes must be reported under one 
"A" Record, not three separate "A" 
Records. For Payee "B" Records 
which do not contain payment 
amounts for all three amount codes, 
enter zeros for those which have no 
payment to be reported. After the 

header label on the tape, the first 
record appearing in the file must be 

an "A" Record. All records must be 
a fixed length of 420 positions. A 
transmitter may include Payee "B" 
Records for more than one payer on 
a tape reel; however, each GROUP 
of Payee "B" Records must be pre- 
ceded by an "A" Record. A single 

tape reel may also contain different 

types of returns, but the types of 
returns must not be intermingled. A 
separate "A" Record is required for 
each payer and each type of return 
being reported. An "A" Record may 
be blocked with "B" Records; how- 

ever, the initial record on a file must 
be an "A" Record. IRS will accept 
an "A" Record after a "C" Record; 
but RECORDS MA Y NOT SPAN 
BLOCKS. Do not begin any record 
at the end of a block and continue 
the same record into the next block. 

. 03 All alpha characters entered in 

the "A" Record should be upper- 
case. 

. 04 WHEN REPORTING FORM 
1098, "MORTGAGE INTEREST 
STATEMENT, '' THE ''A'' 
RECORD WILL REFLECT THE 
NAME OF THE RECIPIENT OF 
THE INTEREST. THE ''B'' 
RECORD WILL REFLECT THE 
INDI VIDUAL PAYING THE IN- 
TEREST AND THE AMOUNT 
PAID. 

RECORD NAME: PAYER/TRANSMITTER "A" RECORD 

bIOTE: For all fields marked REQUIRED, you must provide the information described under Description and Remarks. For those fields nor 
marked REQUIRED, you must allow for the field but may be instructed to enter blanks of zeros in the indicated tape position(s) and for the 
indicated length. All records are now a fixed length of 420 positions. 

Tape 
Position Field Title Length Description and Remarks 

Record Type REQUIRED. Enter "A". 

2-3 Payment Year REQUIRED. Must be the last two digits of the year for which 
information is being reported. (e. g. , if payments were made in 
1987, enter "87"). Must be incremented each year. 

4-6 Reel Sequence Num- 3 
ber 

The reel sequence number incremented by 1, for each tape on the 
file starting with 001. You may choose to enter blanks or zeros. 
IRS bypasses this information. You must indicate the proper 
sequence on the external label Form 5064. 

7-15 Payer's Federal EIN 9 REQUIRED. Must be the valid 9-digit number assigned to the 
payer by IRS. DO NOT ENTER BLANKS, HYPHENS, ALPHA 
CHARACTERS, ALL 9s OR ALL ZEROS. (Also see Part A, Sec, 
9. 07, ) 

1987-2 C. B. 475 



RECORD NAME: PAYER/TRANSMITTER "A" RECORD — Continued 

Tape 
Position Field Title Length Description and Remarks 

16-19 Payer Name Control 4 The Payer Name Control can be obtained from the mail label on 
the Package 1099 which is mailed to most payers on record each 
December. Names of less than (4) four letters should be left- 
justified, filling the unused positions with blanks. If you have not 
received a Package 1099 or you do not know your Payer Name 
Control, this field should be blank filled. 

20 Blank Enter blank. 

21 Combined Federal/ I 
State Filer 

Enter the appropriate code from the table below. Prior approval is 

required. A Consent Form 6847 must be submitted to IRS before 
tax information will be released to the States. Refer to Part A, 
Sec. 12. 11 for money criteria. Not all states participate in this 
program. If the Payer/Transmitter is not participating in the 
Combined Federal/State Filing Program, enter blanks. (Refer to 
Part A, Sec. 12 for the requirements that must be met prior to 
actual participation in this program. ) Forms 1098, 1099-A, 1099-B, 
and W-2G cannot be filed on this program. Filers who participate 
in this program must incorporate state totals into corresponding 
"K" Records as described in Part B, Sec. 8. 

Code Meaning 
I Participating in the Combined Federal/State Fil- 

ing Program. 
blank Not participating. 

22 Type of Return REQUIRED. Enter 

Type of Return 
1098 
1099-A 
1099-B 
1099-DIV 
1099-G 
1099-INT 
1099-MISC 
1099-OID 
1099-PATR 
1099-R 
5498 
W-2G 

appropriate code from table below: 

Code 
3 
4 
B 
1 

F 
6 
A 
D 
7 
9 
L 
W 

23-31 Amount Indicators 9 REQUIRED. In most cases, the box numbers on paper informa- 
tion returns correspond with the Amount Codes used to file on 
magnetic media; however, should you notice discrepancies between 
this revenue procedure and paper forms, please disregard them and 
program according to this revenue procedure for your returns filed 
on magnetic media. For specific instructions on information to be 
reported in each Amount Code, refer to the 1987 "Instructions for 
Forms 1099, 1098, 5498, 1096, and W-2G, " included in your 
reporting packages. The amount indicators entered for a given type 
of return indicate type(s) of payment(s) which were made. For each 
Amount Code entered in this field, a corresponding payment 
amount will appear in the Payee "B" Record. Example: If 
position 22 of the Payer/Transmitter "A" Record is "7" (for 
1099-PATR) and positions 23-31 are "247bbbbbb", this indicates 
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RECORD NAME: PAYER/TRANSMITTER "A" RECORD — Continued 

Tape 
Position Field Title Length Descnptton and Remarks 

that you will be reporting 3 actual payment amounts in all of the 
following Payee "B" Records. The first payment amount field in 
the Payee "B" Record will be all "0" (zeros), the second will 
represent Nonpatronage distributions, the third will be all "0" 
(zeros), the fourth will represent Federal income tax withheld, the 
fifth and sixth will be all "0" (zeros), the seventh will represent 
Energy investment credit, and the eighth and ninth will be all "0" 
(zeros). Enter the Amount Indicators in ASCENDING SE- 
QUENCE (i. e. , 1247bbbbb), left-justify, filling unused positions 
with blanks. For any further clarification of the Amount Indicator 
codes, contact the IRS National Computer Center, 

Amount Indicators 
Form 1098 — Mort- 
gage Interest State- 
ment 

For Reporting 

Amount 
Code 
1 

Interest Received from Payers on Form 1098: 

Amount Type 
Mortgage interest received from payer(s)/borrow- 
er(s) 
Optional field for items such as real estate taxes 
or insurance paid from escrow 

Amount Indicators 
Form 1099-A — Ac- 
quisition or Aban- 
donment of Secured 
Property Amount Type 

Amount of debt outstanding 
Amount of debt satisfied 
Fair market value of property at acquisition or 
abandonment 

For Reporting the Acquisition or Abandonment of Secured 
Property on Form 1099-A: 

Amount 
Code 
2 
3 
4 

Amount Indicators 
Form 1099-B — Pro- 
ceeds From Real Es- 
tate, Broker, and 
Barter Exchange 
Transactions 

For Reporting 

Amount 
Code 
1 

2 

Payments on Form 1099-B: 

Amount Type 
Real estate (See Note 1) 
Stocks, bonds, etc. (For Forward Contracts see 
NOTE 2 below. ) 
Bartering (Do not report negative amounts) 
Federal income tax withheld 
Profit (or loss) realized in 1987 
Unrealized profit (or loss) on open contracts- 
12/31/86 
Unrealized profit (or loss) on open contracts— 
12/31/87 
Aggregate profit (or loss) 

NOTE 1: Refer to the 1987 "Instructions for Reporting Real Estate Transactions on Form 1099-B" for detailed information. 
NOTE 2: The Payment Amount field associated with Amount Code 2 may be used to represent a loss when the reporting is for Forward Contracts. Refer to Payee "B" Record General Field Descriptions, Payment Amount Fields, for instructions on reporting negative amounts. Do not report negative amounts for Amount Codes 3 and 4. 
Amount Indicators 
Form 1099-DI V— 
Dividends and Distri- 
butions 

For Reporting 

Amount 
Code 
1 

2 
3 
4 
5 

Payments on Form 1099-DIV: 

Amount Type 
Gross dividends and other distributions on stock 
Investment expenses included in Amount Code 1 

Capital gain distributions 
Federal income tax withheld 
Nontaxable distributions (if determinable) 
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Tape 
Position Field Title Length Description and Remarks 

Amount 
Code 
6 
8 
9 

Amount Type 
Foreign tax paid 
Cash liquidation distributions 
Noncash liquidation distributions (Show fair mar- 
ket value) 

Amount Indicators 
Form 1099-G - Cer- 
tain Government 
Payments 

For Reporting 

Amount 
Code 
1 

2 
4 
5 
6 
7 

Payments on Form 1099-G: 

Amount Type 
Unemployment compensation 
State or local income tax refunds 
Federal income tax withheld 
Discharge of indebtedness 
Taxable grants 
Agriculture payments 

Amount Indicators 
Form 1099-INT- 
Interest Income 

For Reporting Payments on Form 1099-INT: 

Amount 
Code 
1 

Amount Type 
Earnings from savings and loan associations, 
credit unon, bank deposits, bearer certificates of 
deposit, etc. 
Early withdrawal penalty 
U. S. Savings Bonds, etc. 
Federal income tax withheld 
Foreign tax paid (if eligible for foreign tax credit) 

Amount Indicators 
Form 1099-MISC— 
Miscellaneous In- 
come (See NOTES 1, 
2, 3and4) 

For Reporting Payments on Form 1099-MISC: 
Amount 
Code 
1 

2 
3 
4 
5 
6 
7 
8 

Amount Type 
Rents 
Royalties (See NOTE 1) 
Prizes and awards 
Federal income tax withheld 
Fishing boat proceeds 
Medical and health care payments 
Nonemployee compensation 
Substitute payments in lieu of dividends or 
interest (see NOTE 2) 
Direct sales "indicator" (see NOTE 3) 

NOTE I: Beginning in tax year 1987, royalties of $10 or more must now be reported. 

NOTE 2: Brokers are subject to a reporting requirement for payments received after 1984. Brokers who transfer securities of a 
customer for use in a short sale must use Amount Code 8 to report the aggregate payments received in lieu of dividend or 
tax-exempt interest on behalf of a customer while the short sale was open. Generally, for substitute payments in lieu of dividends, 
a broker is required to file a Form 1099-MISC for each affected customer who is not an individual. Refer to the 1987 
"Instructions for Forms 1099, 1098, 5498, 1096, and W-2G, " for detailed information. The instructions are included in your 
magnetic media reporting packages. 

NOTE 3: Use Amount Code "9" to report sales by you of $5, 000 or more of consumer products to a person on a buy-sell, 
deposit-commission, or any other commission basis for resale. Refer to the 1987 "Instructions for Forms 1099, 1098, 5498, 1096, 
and W-2G, " for specific instructions. Do not use this indicator for sales of less than $5, 000. The use of Amount Code "9" 
actually reflects an indicator of direct sales over $5, 000 and is not an actual payment amount or amount code, The corresponding 
payment amount field is in the payee "B" Record MUST be reflected as 0000000100. This does not mean that a payment of $1. 00 
was made or is being reported. 

NOTE 4: If you are reporting Excess Golden Parachute Payments, use paper forms 1099-MISC. Do not report these payments on 
magnetic media. See Part A, Sec. 13 for a definition of an Excess Golden Parachute Payment. 
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Tape 
Position Field Title Length Description and Remarks 

Amount Indicators 
Form 1099-OID- 
Original Issue Dis- 
count 

For Reporting Payments on Form 1099-OID: 

Amount 
Code Amount Type 
1 Total original issue discount 
2 Other eriodic interest the 

for 1987 
p ( regular interest paid 

on this obligation without regard to any original 
issue discount) 
Early withdrawal penalty 
Federal income tax withheld 

Amount Indicators 
Form 1099-PATR- 
Taxable Distributions 
Received From Co- 
operatives 

For Reporting 

Amount 
Code 
1 

2 
3 
4 
5 

Payments on Form 1099-PATR: 

Amount Type 
Patronage dividends 
Nonpatronage distributions 
Per-unit retain allocations 
Federal income tax withheld 
Redemption of nonqualified notices and retain 
allocations 
Investment credit (See NOTE) 
Energy investment credit (See NOTE) 
Jobs credit (See NOTE) 

NOTE: The amounts shown for Amount Indicators "6, " "7, " and "8" must be reported to the payee; however, they need not be 
reported to IRS. 

Amount Indicators 
Form 1099-R — Total 
Distributions From 
Profit-Sharing, Re- 
tirement Plans, Indi- 
vidual Retirement 
Arrangements, Insur- 
ance Contracts, Etc. 
(See NOTES 1, 2 
and 3) 

For Reporting Payments on Form 1099-R: 
Amount 
Code Amount Type 
1 unt in Amo cludable as income (add amounts in 

codes 2 and 3) 
Capital gain (for lump-sum distributions only) 
Ordinary income 
Federal income tax withheld 
Employee contributions (profit-sharing or retire- 
ment plans) or insurance premiums 
Net unrealized appreciation in employer's securi- 
ties 
State income tax withheld (see NOTE 2) 
IRA or SEP distributions (See NOTE 3) 
Other 

NOTE I: A distribution from a KEOGH plan should be reported in Amount Codes I, 2, and 3 as appropriate. 

NOTE 2: State income tax withheld has been added for the convenience of the payer but need not be reported to IRS. 
NOTE 3: Do not report DEC distributions in Amount Code 8. These are reported in Amount Codes I and 3. 
Amount Indicators 
Form 5498 — Individ- 
ual Retirement Ar- 
rangement Informa- 
tion (See NOTE) 

For Reporting Payments on Form 5498: 
Amount 
Code Amount Type 
1 Regular IRA contnbutions made in 1987 and 

1988 for 1987 
Rollover IRA contributions 
Life insurance cost included in code 1 for 
endowment contracts only 
Fair market value (of the IRA or SEP account 
on December 31, 1987) 
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NOTE: Form 5498 is filed for each person for whom you maintained an individual retirement arrangement (IRA) or simplified 

employee pension (SEP) during 1987. Amount Code 4 represents the value of the account. Trustees and issuers of IRAs and SEPs 
must report the value of accounts in existence during the year, even if no contributions were made during the year. Do not report 
employer SEP contributions on Form 5498; however, you must report the value of an SEP account. For an IRA, use all applicable 
Amount Codes. If no IRA contributions were made in 1987, you will only use Amount Code 4. Only IRA contributions to be 

applied to 1987 that are made between January 1, 1987, and April 15, 1988, are to be reported in Amount Code 1. Deductible 
voluntary employee contributions (DECs) can no longer be made; therefore, they have been eliminated from the form. 

Amount Indicators 
Form W-2G — Cer- 
tain Gambling Win- 
nings 

Amount Type 
Gross winnings 
Federal income tax withheld 
State income tax withheld (See NOTE) 
Winnings from identical wagers 

For Reporting Payments on Form W-2G: 

Amount 
Code 
I 
2 
3 
7 

NOTE: State income tax withheld has been added for the convenience of the payer but need not be reported to IRS. 

32-43 Blank 12 Enter blanks. 

44-48 Transmitter Control 5 
Code (TCC) 

REQUIRED. Enter the five character alpha/numeric Transmitter 
Control Code assigned by IRS. See Part A, Sec. 13 for a 
definition of Transmitter Control Code (TCC). You must have a 
TCC to file actual data on this program. 

49 Foreign Corporation 1 

Indicator 
Enter a "1" if the payer is a foreign corporation and income is 
paid by the corporation to a U. S. resident from sources outside of 
the United States. A foreign corporation is any corporation 
organized or created other than in or under the laws of the United 
States or any state or territory. Otherwise, enter a blank in this 
field. 

50-89 First Payer Name 40 
Line 

REQUIRED. Must be present or files will be returned for 
correction. Enter the name of the payer whose Federal EIN 
appears in positions 7-15 above, in the manner in which it is used 
in normal business. Any extraneous information must be deleted 
from the name line. Left-justify and fill with blanks. (Do not enter 
the Transfer Agent's name in this field. The Transfer Agent's 
name should appear in the Second Payer Name Line. ) NOTE: 
WHEN REPORTING FORM 1098, "MORTGAGE INTEREST 
STA TEMENT, " THE "A" RECORD WILL REFLECT THE 
NAME OF THE RECIPIENT OF THE INTEREST. THE "B" 
RECORD WILL REFLECT THE INDIVIDUAL PAYING THE 
INTEREST (THE PA YER OF RECORD) AND THE AMOUNT 
PAID. 

90-129 Second Payer Name 40 
Line 

The contents of this field are dependent upon the TRANSFER 
AGENT INDICATOR in position 130 of this record. If the 
Transfer Agent Indicator contains a "1", this field must contain 
the name of the Transfer Agent. If the Transfer Agent Indicator 
contains a "0" (zero), this field must contain either a continuation 
of the First Payer Name field or blanks. Left-justify and fill 
unused positions with blanks. IF NO ENTRIES ARE PRESENT 
FOR THIS FIELD FILL WITH BLANKS. (See Part A, Sec. 13 
for a definition of Transfer Agent. ) 
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130 Transfer Agent Indi- 1 

cator 

0 (zero) 

REQUIRED. Identifies the entity in the Second Payer Name field. 
(See Part A, Sec. 13 for a definition of Transfer Agent. ) 

Code Meaning 
1 The entity in the Second Payer Name field is the 

Transfer Agent. 
The entity shown is not the Transfer Agent (i. e. , 
the Second Payer Name field contains either a 
continuation of the First Payer Name field or 
blanks). 

131-170 Payer Shipping Ad- 40 
dress 

REQUIRED. If the TRANSFER AGENT INDICATOR in posi- 
tion 130 is a "1" enter the shipping address of the Transfer Agent. 
Otherwise, enter the shipping address of the payer. Left-justify and 
fill with blanks. 

171-210 Payer City, State, 40 
and ZIP Code 

REQUIRED. If the TRANSFER AGENT INDICATOR in posi- 
tion 130 is "1" enter the City, State, and ZIP Code of the 
Transfer Agent. Otherwise, enter the City, State and ZIP Code of 
the payer. Left-justify and fill with blanks. 

211-290 Transmitter Name 80 REQUIRED (only if the payer and transmitter are not the same). 
Enter the name of the transmitter in the manner in which it is used 
in normal business. The name of the transmitter must be constant 
through the entire file. Left-justify and fill with blanks. If the 
payer and transmitter are the same, enter blanks in this field. 

291-330 Transmitter Mailing 40 
Address 

REQUIRED (only if the payer and transmitter are not the same). 
Enter the mailing address of the transmitter. Left-justify and fill 
with blanks. If the payer and transmitter are the same, enter 
blanks in this field. 

331-370 Transmitter City, 40 
State and ZIP Code 

REQUIRED (only if the payer and transmitter are not the same). 
Enter the City, State, and ZIP Code of the transmitter. Left-justify 
and fill with blanks. If the payer and transmitter are the same, 
enter blanks in this field. 

371-420 Blank 50 Enter blanks. 

SEC. 5. PAYER/TRANSMITTER "A" RECORD — RECORD LAYOUT 

RECORD 
TYPE 

PAYMENT 
YEAR 

REEL 
SEQUENCE 

NUMBER 

PAYER'S 
FEDERAL 

EIN* 

PAYER 
NAME 

CONTROL* 
BLANK 

COMBINED 
FEDERAL/STATE 

FILER 

I 2-3 4-6 7-15 16-19 20 21 

TYPE 
OF 

RETURN 
AMOUNT 

INDICATORS 
BLANK 

TRANSMITTER 
CONTROL 

CODE 

FOREIGN 
COUNTRY 

INDICATOR 

FIRST 
PAYER 
NAME* 

SECOND 
PAYER 
NAME* 

32-43 22 23-31 44-48 49 50-89 90-129 
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TRANSFER 
AGENT 

INDICATOR 

PAYER 
SHIPPING 
ADDRESS* 

PAYER 
CITY, STATE 

AND ZIP CODE* 
TRANSMITTER 

NAME 

TRANSMITTER 
MAILING 
ADDRESS 

130 131-170 171-210 211-290 291-330 

TRANSMITTER 
CITY, STATE 

AND ZIP CODE 
BLANK 

331-370 371-420 

*When reporting Form 1098 "Mortgage Interest Statement", the "A" record will reflect the name of the recipient of the interest. 

SEC. 6 PAYEE "B" RECORD— 
GENERAL FIELD DESCRIPTIONS 
AND RECORD LAYOUTS 

. 01 The Payee "B" Record con- 
tains the payment information from 
the individual statements. When fil- 
ing information documents on 
tape(s), the format for the Payee "B" Records will remain constant 
and is a fixed length of 420 posi- 
tions. The record layout for positions 
1 through 321 is the same for all "B" Records. Positions 322 through 
420 varies slightly for Forms 1099-A, 
1099-B, 1099-OI D and W-2G to 
accommodate variations within these 
forms. The individual field defini- 
tions can be found following the 
Payee Zip Code field in the "B" 
Record. 

In the past, IRS has accepted 
variable length records; however, for 
tax year 1987 data, all records must 
be submitted with a fixed length of 
420 positions. In the "A" Record, 
the Amount Indicator Codes that 
appear in tape positions 23 through 
31 will be left-j usti fied and blank 
filled. In the "B" Record, you will 
allow for all nine payment amount 
fields and for those not used, enter 
zeros. For example, if you are re- 
porting on Form 1099-PATR, you 
will enter a "7" in tape position 22 
of the "A" Record, Type of Return 
Indicator field. If you are reporting 
payments for Amount Codes 2, 4, 
and 7, then tape positions 23 through 
31 of the "A" Record will be 
"247bbbbbb". In the Payee "B" 
Record, positions 51 through 60 for 
Payment Amount 1 will be zeros. 
Positions 61-70 will reflect the actual 
payment amount to be reported for 
"Nonpatronage distributions. " Posi- 
tions 71-80 for Payment Amount 3 
will 'be zeros. Positions 81-90 will 

reflect the actual payment amount to 

be reported for "Federal income tax 
withheld. " Positions 91-110 for Pay- 
ment Amounts 5 and 6 will be zeros. 
Positions 111-120 will reflect the ac- 
tual payment amount to be reported 
for "Energy investment credit. " Po- 
sitions 121-140 for Payment 
Amounts 8 and 9 will be zeros. The 
First Payee Name Line will always 
appear in positions 162-201. 

. 02 All records must be a fixed 
length. Records may be blocked or 
unblocked. Records may not span 
blocks. A block may not exceed 
10, 000 positions. DO NOT PAD A 
BLOCK WITH BLANKS. If the use 
of blocked records would result in a 
short block, all remaining positions 
of the block must be filled with 9s; 
however, the last block of the file 
may be filled with 9's or truncated. 

. 03 IRS must be able to identify 
the surname associated with the TIN 
(SSN or EIN) furnished on a state- 
ment. The specifications below in- 
clude a field in the payee records 
called "Name Control" in which the 
first four alphabetic characters of the 
payee's surname or last name are to 
be entered by the payer. The sur- 
name or last name should appear 
first in the First Payee Name Line of 
all Payee "B" Records; however, if 
your records have been developed 
using the first name first, IRS pro- 
grams will accept this but a blank 
must appear between the first and 
last name. 

. 04 If payers are unable to deter- 
mine the first four characters of the 
surname, the Name Control Field 
may be left blank; however, compli- 
ance with the following will facilitate 
IRS computer programs in generating 
the Name Control. 

(a) The surname of the payee 
whose TIN (SSN or EIN) is shown in 
the Payee "B" Record should always 

appear first. If, however, you enter 
the first name first, you must leave a 
blank space between the first and last 
name. 

(b) In the case of multiple payees, 
only the surname of the payee whose 
TIN (SSN or EIN) is shown in the 
Payee "B" Record, must be present 
in the First Payee Name Line. Sur- 
names of any other payees in the 
record must be entered in the Second 
Payee Name Line. 

. 05 A field is also provided in 
these specifications for Special Data 
Entries. This field may be used to 
record information required by state 
or local governments or for the 
filer's own personal use. IRS does 
not use the data provided in the 
Special Data Entries field. 

. 06 Those filers participating in the 
Combined Federal/State Filing Pro- 
gram must code their records appro- 
priately for the state to receive the 
information. The state code now ap- 
pears in tape positions 419 and 420 
of the "B" Record. The file should 
also meet the money criteria de- 
scribed in Part A, Sec. 12. 11. Do not 
code for the states unless prior ap- 
proval to participate has been 
granted by IRS. See Part A, Sec. 
12. 10 for a list of the valid partici- 
pating state codes. FORMS 1098, 
1099-A, 1099-B, AND 8/-2G CAN- 
NOT BE FILED UNDER THE 
COMBINED FEDERA L/S TA TE 
FILING PROGRAM. Your files 
must meet all of the requirements 
specified in Part A, Sec. 12 in order 
to participate in this program. 

. 07 All alpha characters entered in 
the "B" Record should be upper- 
case. 

. 08 Do not use decimal points (. ) 
to indicate dollars and cents on mag- 
netic media. 
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. 09 IRS STRONGL Y ENCOUR- AGESS 
FILERS TO REVIEW THEIR 

DATA FOR ACCURACY BEFORE 
SUBMISSION TO PREVENT ER- 
RONEOUS NOTICES BEING 
MA ILED TO PERSONS FOR 
WHOM REPOR TS ARE FILED. 
FILERS SHOULD BE ESPE- 

CIALLY CAREFUL THAT THEIR 
TAXPA YER NAMES, SOCIAL SE- CURITYY 

NUMBERS (SSNs), A C- 
COUNT NUMBERS, TYPES OF IN- 

COME, AND INCOME AMOUNTS 
ARE CORRECT. 

. 10 WHEN REPORTING FORM 
I 098, "MOR TGA GE IN TERES T 

STA TEMENT, " THE "A " REC- 
ORD WILL REFLECT THE NAME 
OF THE RECIPIENT OF THE IN- 

TERES T. THE "B" RECORD 
WILL REFLEC T THE INDI VID- 

UAL PA YING THE INTERES T 
AND THE AMOUNT PAID. 

RECORD NAME: PAYEE "B" RECORD 

Tape 
Positions Field Title Length Description and Remarks 

&TE: F«all ftelds marked REQUIRED, you must provide the information described under Description and Remarks. For those fields nor 
marked REQUIRED, you must allow for the field but may be instructed to enter blanks or zeros in the indicated tape position(s) and for the 
indicated length. All records are now a fixed length of 420 positions. 

1 Record Type 1 REQUIRED. Enter "B". 

2-3 Payment Year REQUIRED. Must be the last two digits of the year for which 
payments are being reported (e. g. , if payments were made in 1987 
enter "87"). Must be incremented each year. 

4-5 Document 
Specific 
Code 

Category of 
Total Distribution 
(Form 1099-R only) 

REQUIRED for Forms 1099-R, 1099-MISC, 1099-G, and W-2G. 
FOR ALL OTHER FORMS, ENTER BLANKS. FOR Form 
1099-R, enter the appropriate code(s) for the Category of Total 
Distribution. More than one code may apply for Form 1099-R; 
however, if only one code is required, it will be entered in position 
4 and position 5 will be blank. For Form 1099-MISC, Position 4 
is used to indicate Crop Insurance Proceeds, position 5 will be 
blank. For Form 1099-G, enter the year of income tax refund in 
position 4, position 5 will be blank. For Form W-2G enter the 
Type of Wager in position 4, position 5 will be blank. 

Used only for reporting on Form I099-R to identify the Category 
of Total Distribution. When applicable, you may enter a numeric 
and an alpha code but not two numeric codes. No numeric code is 
needed for normal distributions reported in Amount Code 1, but 
codes A, B, or C might apply. IRS suggests that anyone using 
code P advise payees, at the time the distribution is made, that the 
earnings are taxable in the year in which the contribution was 
made. Enter the applicable code from the table that follows. Code 
7 in the table must not be used if a significant amount (greater 
than zero) is included in a particular "B" Record for Amount 
Indicators 1, 2, and 3. A "0" (zero) is not a valid code for Form 
1099-R. IF YOU ARE REPORTING A DISTRIBUTION FROM 
A KEOGH PLAN, OR FROM ANY OTHER DISTRIBUTION, 
TO WHICH THE FOLLOWING CODES DO NOT APPLY, 
ENTER BLANKS IN THIS FIELD. If you are reporting a total 
distribution from a plan that includes a distribution of a DEC, you 
must report two separate "B" Records — One to report the 
distribution of DECs and the other to report the distribution from 
the other part of the plan. This is necessary since DECs are not 
subject to 5-year/10-year averaging. Report the distribution of 
DECs in Amount Codes 1 and 3 of the "A" Record. 

Category 
Premature distribution (other than codes 2, 

8, orP) 
Rollo ver 
Disability 
Death (includes payments to a beneficiary. ) 
Prohibited transaction 

Code 
3, 4, 5, 1 
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Category 
Other 
Normal IRA or SEP distributions 
Excess contributions refunded plus earnings 

excess contributions 
PS 58 Costs (See NOTE) 
Excess contributions refunded plus earnings 

excess contributions taxable in 1986 
Qualifies for 5-year/10-year averaging 
Qualifies for death benefit exclusion 
Qualifies for both A and B 

Code 
6 
7 

on such 8 

9 
on such P 

A 
B 
C 

NOTE: PS 58 Costs may be reported on Form 1099-R if a total distribution is also 
made; otherwise, use Form W-2P (filed with SSA). Since this is not actually a total 
distribution, a separate "B" Record is required to report PS 58 Costs. These costs 
may not be reported in combination with a total distribution. Refer to the 1987 
"Instructions for Forms 1099, 1098, 5498, 1096, and W-2G, " included in your 
reporting packages. 

Crop Insurance 
Proceeds (Form 
1099-MISC only) 

Refund is for Tax 
Year (Form 1099-G 
only) 

If the payment amount reported for Amount Code 7 is Crop 
Insurance Proceeds, enter a "1" in position 4. Position 5 will be 
blank. 

Use only for reporting the tax year for which the refund is issued. 
If the payment amount field associated with Amount Indicator 2, 
Income Tax Refunds, contains a refund, credit or offset that is 
attributable to an income tax that applies exclusively to income 
from a trade or business and is not of general application, then 
enter the ALPHA equivalent of the year for which the refund was 

issued, from the table below (i. e. , for 1986, enter F). Otherwise, 
enter the NUMERIC year for which the refund was issued (i. e. , 
for 1986, enter 6). This code should appear in position 4. Position 
5 will be blank. 

Year for which 
Refund was Issued 

1 

2 
3 
4 
5 

6 
7 
8 
9 
0 

Alpha 
Equivalent* 

A 
B 
C 
D 
E 
F 
G 
H 
I 
J 

Type of Wager 
(Form W-2G only) 

*To be used for trade or business refunds only. 

Use only for reporting the Type of Wager on Form W-2G. This 
code will appear in position 4. Position 5 will be blank. 

Category 
Horse Race Track (or Off Track Betting of a Horse 

Track nature) 
Dog Race Track (or Off Track Betting of a Dog 

Track nature) 
Jai-alai 

Code 
1 
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Tape 
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Category 
State Conducted Lottery 
Keno 
Casino Type Bingo. DO NOT use this code for any 

other type of Bingo winnings (l. e. , Church, Fire 
Dept. etc. ). 

Slot Machines 
Any other types of gambling winnings. This includes 

Church Bingo, Fire Dept. Bingo, unlabeled 
winnings, etc. 

Code 
4 
5 
6 

Blank Enter blank. 

Blank or Corrected 1 

Return Indicator 
Enter blank. Tape position 7 is used to indicate a corrected return. 
Refer to Part A, Sec. 8 for specific instructions on how to file 
corrected returns using magnetic media. 

8-11 4 Enter the first 4 letters of the surname of the payee. The surname 
of the person whose TIN is being reported in position 15-23 of the "B" Record should be used to determine the Name Control, this is 
especially important in the case of trustee accounts, If the name 
that corresponds to the TIN is not included in the First or Second 
Payee Name Line every effort should be made to develop the 
correct name control of the name that corresponds to the TIN, 
Surnames of less than four (4) letters should be left-justified, 
filling the unused positions with blanks. Special characters and 
imbedded blanks should be removed. In the case of a business, use 
the first significant word of the business name (i. e. , words such as 
"the", "a", "an" and "of" are not considered significant). 
Disregard the word "the" when it is the first word of the name, 
unless there are only two words in the name. IF THE NAME 
CONTROL IS NOT DETERMINABLE BY THE PAYER, 
LEAVE THIS FIELD BLANK. A dash (-) and ampersand (&) are 
the only acceptable special characters. 

The following examples may be helpful to you in developing the Name Control: 

Name 
John Brown 
John A. Lee 
James P. En Sr. 
John O' Neill 
Mary Van Buren 
Juan De Jesus 
John A. El-Roy 
Mr. John Smith 
Joe McCarthy 
Pedro Torres-Lopes 
Mark D'Allesandro 
The First Bank 
The Hideaway 
IRS 
A & B Cafe 

Name Control 
BROW 
LEE * 
EN * 
ONEI 
VANB 
DEJE 
EL-R 
SMIT 
MCCA 
TORR 
DALL 
FIRS 
THEH 
INTE 
A&BC 

'Name Controls of less than four (4) significant characters must be left-justified and blank filled. 
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RECORD NAME: PAYEE "B" RECORD — Continued 

Tape 
Position Field Title Length Description and Remarks 

12-13 Blank Enter blanks. 

14 Type of TIN REQUIRED. This field is used to identify the Taxpayer Identifica- 
tion Number (TIN) in positions 15-23 as either an Employer 
Identification Number, a Social Security Number, or the reason no 
number is shown. Enter the appropriate code from the following 
table: 

Type of 
TIN 

1 

2 
blank 

Type of 
Account 
EIN 
SSN 
N/A 

A business or an organization 
An individual 
If the type of TIN is undetermin- 
able, enter a blank. If a number 
is unobtainable due to legitimate 
cause; e. g. , number applied for 
but not received, enter a blank. 

15-23 Taxpayer 
Identification 
Number 

REQUIRED. Enter the valid 9-digit Taxpayer Identification Num- 
ber of the payee (SSN or EIN, as appropriate). Where an 
identification number has been applied for but not received or 
where there is any other legitimate cause for not having an 
identification number, enter blanks. Refer to Part A, Sec. 9. DO 
NOT ENTER HYPHENS, ALPHA CHARACTERS, ALL 9s OR 
ALL ZEROS. Any record containing an invalid identifying number 
in this field will be returned for correction. 

24-43 Payer's Account 
Number 
for Payee 

20 THIS FIELD HAS BEEN EXPANDED FROM 10 TO 20 
POSITIONS. The payer may use this field to enter the payee's 
account number. The use of this item will facilitate easy reference 
to specific records in the payer's file should any questions arise. 
DO NOT ENTER A TAXPAYER IDENTIFICATION NUMBER 
IN THIS FIELD. An account number can be any account number 
assiged by the payer to the payee (l. e. , checking account, savings 
account, etc. ). THIS NUMBER WILL HELP TO DISTINGUISH 
THE INDIVIDUAL PAYEE'S ACCOUNT WITH YOU AND 
SHOULD BE UNIQUE TO IDENTIFY THE SPECIFIC TRANS- 
ACTION MADE WITH THE ORGANIZATION, SHOULD 
MULTIPLE RETURNS BE FILED FOR ONE PAYEE. This 
information will be particularly necessary if you need to file a 
corrected return. You are strongly encouraged to use this field. 
You may use any number that will help identify the particular 
transaction that you are reporting. For real estate transactions 
reported on Forms 1099-B only, if the transferor recieved or will 
receive property or services as part of the consideration for the 
property transfered, enter "PST" in this field. If you are entering 
an account number, enter "PST" after the number. If a number is 
not determinable, enter blanks. If fewer than twenty characters are 
required, right-justify filling the remaining positions with blanks. 

44-50 Blank Enter blanks. 

Payment Amount 
Fields (Must be 
numeric) 
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REQUIRED. All records submitted in this program must be a 
fixed length of 420 positions. You must allow for all payments 
amounts and for those not used you will enter zeros. For 
example: If position 22 of the Payer/Transmitter "A" Record is 



RECORD NAME: PAYEE "B" RECORD — Continued 

Tape 
Position Field Title Length Description and Remarks 

"7" (for 1099-PATR) and positions 23-31 are "247bbbbbb", this 

indicates that you will be reporting 3 actual payment amounts in 

all of the following Payee "B" Records. Payment Amount I will 

be all "0" (zeros), Payment Amount 2 will represent Nonpatron- 

age distributions, Payment Amount 3 will be all "0" (zeros), 
Payment Amount 4 will represent Federal income tax withheld, 

Payment Amounts 5 and 6 will be all "0" (zeros), Payment 

Amount 7 will represent Energy investment credit, and Payment 

Amounts 8 and 9 will be all "0" (zeros). Each payment field must 

contain 10 numeric characters (see NOTE 1). 

Each payment amount must be entered in U. S. dollars and cents. 

Do not enter dollar signs, commas, decimal points, or NEGATIVE 
PA YMENTS (except those items that reflect a loss on Form 
1099-B and must be negative overpunched in the units position). 
Payment amounts MUST be right-justified and unused positions 
MUST be zero filled. Federal income tax withheld is not reported 
as a negative amount for any form. 

NOTE 1: If any one payment amount exceeds "9999999999" 
(dollars and cents), as many SEPARATE Payee "B" Records as 
necessary to contain the total amount MUST be submitted for the 
Payee. 

NOTE 2: If you file 1099-MISC and you are reporting a direct 
sale of $5, 000 or more, enter 0000000100 in Payment Amount 9. 
This will not represent an actual money amount; this is an 
indicator of direct sales. (Refer to Part B, Sec. 4, NOTE 3, of the 
Amount Indicators, Form 1099-MISC, for clarification. ) 

51-60 

61-70 

71-80 

81-90 

91-100 

101-110 

111-120 

121-130 

131-140 

Payment 
Amount 1 

Payment 
Amount 2 
Payment 
Amount 3 
Payment 
Amount 4 
Payment 
Amount 5 
Payment 
Amount 6 
Payment 
Amount 7 
Payment 
Amount 8 
Payment 
Amount 9 

10 

10 

10 

10 

10 

10 

10 

10 

10 

The amount reported in this field represents payments 
Code 1 in the Payer/Transmitter "A" Record. 
The amount reported in this field represents payments 
Code 2 in the Payer/Transmitter "A" Record. 
The amount reported in this field represents payments 
Code 3 in the Payer/Transmitter "A" Record. 
The amount reported in this field represents payments 
Code 4 in the Payer/Transmitter "A" Record. 
The amount reported in this field represents payments 
Code 5 in the Payer/Transmitter "A" Record. 
The amount reported in this field represents payments 
Code 6 in the Payer/Transmitter "A" Record. 
The amount reported in this field represents payments 
Code 7 in the Payer/Transmitter "A" Record. 
The amount reported in this field represents payments 
Code 8 in the Payer/Transmitter "A" Record. 
The amount reported in this field represents payments 
Code 9 in the Payer/Transmitter "A" Record. 

for Amount 

for Amount 

for Amount 

for Amount 

for Amount 

for Amount 

for Amount 

for Amount 

for Amount 

141-160 Blank 20 Enter blanks. 

161 Foreign Country 
Indicator 

REQUIRED. If the payee address is in a foreign country enter a "1" in this field. This will allow you to use any format for the 
Payee Address, City, State, and ZIP Code. Address information 
must not appear in the First or Second Payee Name Lines. You 
may choose to use the foreign country codes provided in Part A, 
Sec. 14; however, the U. S. Postal Service will not recognize these 
foreign codes for mailing purposes. 
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RECORD NAME: PAYEE "B" RECORD — Continued 

Tape 
Position Field Title Length Description and Remarks 

If the address for the payee is a U. S. address, you must enter a 
blank in this field. The free address format may only be used for 
foreign addresses. For U. S. addresses, you must use the U. S. 
Postal Service state abbreviations in tape positions 311 and 312. 
These abbreviations are provided in Part A, Sec. 14. 

162-201 First Payee Name 40 
Line 

REQUIRED. The First Payee Name Line will always appear in 
positions I62-20I. Do not enter address information in this field. 
Enter the name of the payee (preferably surname first) whose 
Taxpayer Identification Number appears in positions 15-23 above. 
If fewer than 40 characters are required, left-justify and fill unused 
positions with blanks. If more space is required for the name, 
utilize the Second Payee Name Line field below. If there are 
multiple payees, only the name of the payee whose Taxpayer 
Identification Number has been provided should be entered in this 
field. The names of the other payees should be entered in the 
Second Payee Name Line field. NOTE: WHEN REPOR TING 
FORM 1098, "MORTGAGE INTEREST STA TEMENT, " THE 
"A" RECORD WILL REFLECT THE NAME OF THE RECIPI- 
ENT OF THE INTEREST. THE "B" RECORD WILL RE- 
FLECT THE INDIVIDUAL PA YING THE INTEREST AND 
THE AMOUNT PAID. 

202-241 Second Payee Name 40 
Line 

If the payee name requires more space than is available in the First 
Payee Name Line, enter only the remaining portion of the name in 
this field. If there are multiple payees, (e. g. , partners or joint 
owners) this field may be used for those payees' names who are 
not associated with the Taxpayer Identification Number provided 
in positions 15-23 above. Do not enter address information in this 
field. Left-justify and fill unused positions with blanks. FILL 
WITH BLANKS IF NO ENTRIES ARE PRESENT FOR THIS 
FIELD. 

242-281 Payee Mailing 
Address 

40 REQUIRED. Enter mailing address of payee. Left-justify and fill 
unused positions with blanks. The address MUST be present. This 
field MUST NOT contain any data other than the payee's mailing 
address. 

282-310 Payee City 29 REQUIRED. Enter the city, left-justified and fill the unused 
positions with blanks. Do not enter state and ZIP Code informa- 
tion in this field. 

311-312 Payee State REQUIRED. Enter the abbreviation for the state or foreign 
country (if you have chosen to use the foreign country abbrevia- 
tions) as shown in Part A, Sec. 14. You MUST use valid U. S. 
Postal Service state abbreviations for U. S. addresses; however, you 
are not required to use the foreign country codes. Refer to Part A, 
Sec. 14 for more information. Use this field for state or country 
abbreviations only. If the code used is for a foreign country, insert 
a "1" in position "161" of the Foreign Country Indicator field. If 
the code used is for a state, enter a blank in position "161". 

313-321 Payee ZIP Code REQUIRED. Enter the valid 9 digit ZIP Code assigned by the 
U. S. Postal Service. If only the first 5 digits are known, left-justify 
and fill the unused positions with blanks. Use this field for the 
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RECORD NAME: PAYEE "B" RECORD — Continued 

Tape 
Position Field Title Length Description and Remarks 

ZIP Code only. For foreign countries, alpha characters are 

acceptable as long as you have entered a "1" in position "161" of 
the Foreign Country Indicator field. 

THE FOLLOWING FIELD DEFINITIONS DFSCRIBE PAYEE "B" RECORD POSITIONS FOLLOWING THE PAYEE ZIP CODE FOR 

EITHER (I) FORMS 1098, 1099-DIV 1099 G 1099-1NT, 1099-MISC, 1099-PATR, 1099-R AND 8498 OR (2) FORM 1099-A OR (3) FORM 

1099-B OR (4) FORM 1099-OID OR (5) FORM W-2G. 

(I) FORMS Ip98 lp99 Dip 1099 G lp99-INT, 1099-MISC, 1099-PATR, 1099-R and 5498 

322-351 Blank 

NEXT FIELD AFTER PAYEE ZIP CODE: 

30 Enter blanks. 

352-418 Special Data Entries 67 This portion of the Payee "B" Record may be used to record 
information for state or local government reporting or for the 
filer's own purposes. Payers should contact their state or local 
revenue departments for their filing requirements. If this field is 

not utilized, ENTER BLANKS. 

419-420 State Code If this payee record is to be forwarded to a state agency as part of 
the Combined Federal/State Filing Program, enter the valid state 
code from Part A, Sec. 12. 10. For those filers or states NOT 
participating in this program or for Form 1098, ENTER BLANKS. 

PAYEE "B" RECORD — RECORD LAYOUT 
FORMS 1098, 1099-DIV, 1099-G, 1099-INT, 1099-MISC, 1099-PATR, 

1099-R and 5498 

DOCUMENT BLANK OR 
RECORD PAYMENT SPECIFIC CORRECTED NAME 

TYPE YEAR CODE BLANK RETURN CONTROL BLANK 
INDICATOR 

TYPE TAXPAYER 
OF IDENTIFICATION 
TIN NUMBER 

2-3 4-5 7 8-11 12-13 14 15-23 

PAYER'S 
ACCOUNT NUMBER 

FOR PAYEE BLANK 
PAYMENT 
AMOUNT 1 

PAYMENT 
AMOUNT 2 

PAYMENT 
AMOUNT 3 

PAYMENT 
AMOUNT 4 

24-43 44-50 51-60 61-70 71-80 81-90 

PAYMENT 
AMOUNT 5 

91-100 

PAYMENT 
AMOUNT 6 

101-110 

PAYMENT 
AMOUNT 7 

111-120 

PAYMENT 
AMOUNT 8 

121-130 

PAYMENT 
AMOUNT 9 

131-140 

BLANK 

141-160 

FOREIGN 
COUNTRY 

INDICATOR 

FIRST 
PAYEE NAME 

LINE 

SECOND 
PAYEE NAME 

LINE 

PAYEE 
MAILING 
ADDRESS 

PAYEE 
CITY 

PAYEE 
STATE 

PAYEE 
ZIP CODE 

161 162-201 202-241 242-281 282-310 311-312 313-321 
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BLANK 

322-351 

SPECIAL 
DATA 

ENTRIES 

352-418 

STATE 
CODE 

419-420 

'When reporting Form 1098, "Mortgage Interest Statement, " the "B" record will reflect the individual paying the interest and the amount paid. 

(2) Form 1099-A (For detailed explanations of the following fields see the 1987 "Instructions for Forms 1099, 1098, 
5498, 1096, and W-2G, " included in your reporting packages. ) 

RECORD NAME: PAYEE "B" RECORD — Continued 

Tape 
Position Field Title Length Description and Remarks 

NEXT FIELD AFTER PAYEE ZIP CODE: 

322-351 Blank 30 Enter blanks. 

352-374 Special Data 
Entries 

23 This portion of the Payee "B" Record may be used to record 
information for state or local government reporting or for the 
filer's own purposes. Payers should contact their state or local 
revenue departments for their filing requirements. If this field is 

not utilized, ENTER BLANKS. 

375-380 Lender's 
Date of 
Acquisition 
or Knowledge 
of Abandonment 

REQUIRED FOR FORM 1099-A ONLY. Enter the date of your 
acquisition of the secured property or the date you first knew or 
had reason to know that the property was abandoned in the 
format MMDDYY. DO NOT ENTER HYPHENS OR SLASHES. 

381 Liability 
Indicator 

Required FOR FORM 1099-A ONL Y. Enter the appropriate 
indicator from the table below: 

Indicator 
1 

Blank 

Usage 
Borrower is personally liable for 
repayment of the debt. 
Borrower is not liable for repayment of 
the debt. 

382-418 Description 37 REQUIRED FOR FORM 1099-A ONLY. Enter a brief description 
of the property. For example, for real property, enter the address, 
or if the address does not sufficiently identify the property, enter 
the section, lot and block. For personal property, enter the type, 
make and model (e. g. , Car-1987 Buick Regal or Office Equip- 
ment, etc. ). If fewer than 37 positions are required, left-justify and 
fill unused positions with blanks. 

419-420 Blank Enter blanks. 

PAYEE "B" RECORD — RECORD LAYOUT 
FORM 1099-A 

RECORD PAYMENT 
TYPE YEAR BLANK 

BLANK OR 
CORRECTED NAME 
RETURN IND. CONTROL BLANK 

TYPE OF 
TIN 

TAXPAYER 
IDENTIFICATION 

NUMBER 

I 2-3 4-6 7 8-11 12-13 14 15-23 
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PAYER'S 
ACCOUNT NUMBER 

FOR PAYEE 

24-43 
BLANK 

44-50 

PAYMENT 
AMOUNT 1 

51-60 

PAYMENT 
AMOUNT 2 

61-70 

PAYMENT 
AMOUNT 3 

71-80 

PAYMENT 
AMOUNT 4 

81-90 

PAYMENT 
AMOUNT 5 

91-100 

PAYMENT 
AMOUNT 6 

101-110 

PAYMENT 
AMOUNT 7 

111-120 

PAYMENT 
AMOUNT 8 

121-130 

PAYMENT 
AMOUNT 9 

131-140 

BLANK 

141-160 

FOREIGN 
COUNTRY 

INDICATOR 

FIRST 
PAYEE NAME 

LINE 

SECOND 
PAYEE NAME 

LINE 

PAYEE 
MAILING 
ADDRESS 

PAYEE 
CITY 

PAYEE 
STATE 

PAYEE 
ZIP CODE 

161 162-201 202-241 242-281 282-310 311-312 313-321 

BLANK 

SPECIAL 
DATA 

ENTRIES 

LENDER'S 
DATE OF 

ACQUISITION 
OR ABANDONMENT 

LIABILITY 
INDICATOR DESCRIPTION BLANK 

322-351 352-374 375-380 381 382-418 419-420 

(3) Form 1099-B (For detailed explanations of the following fields see the 1987 "Instructions for Forms 1099, 1098, 
5498, 1096, and W-2G, " and 1987 "Instructions for Reporting Real Estate Transactions on Form 1099-B". ) 

RECORD NAME: PAYEE "B" RECORD — Continued 

Tape 
Position Field Title Length Description and Remarks 

NEXT FIELD AFTER PAYEE ZIP CODE: 

322-351 Blank 30 Enter blanks. 

352-369 Special Data 
Entries 

18 This portion of the Payee "B" Record may be used to record 
information for state or local government reporting or for the 
filer's own purposes. Payers should contact their state or local 
revenue departments for their filing requirements. If this field is 
not utilized, ENTER BLANKS. 

370 Principal 
Residence 
Indicator 

For real estate transactions reported on Form 1099-B only. The 
use of this field is not required, if it is not used, enter blanks. 
Enter appropriate indicator from table below: 

Indicator 
P 
blank 

Usage 
Principal residence 
Other real estate 

371 Date of Sale 
Indicator 

REQUIRED FOR FORM 1099-B ONL Y. Enter appropriate 
indicator from table below: 

Indicator 
S 

blank 

Usage 
Date of Sale is the actual settlement 
date 
Date of Sale is the trade date or this is 
an aggregate transaction 

1987-2 C. B. 491 



RECORD NAME: PAYEE "B" RECORD — Continued 

Tape 
Position Field Title Length Description and Remarks 

372-377 Date of 
Sale/Closing 

378-392 CUSIP No. 

393-418 Description 

419-420 Blank 

15 

26 

REQUIRED FOR FORM 1099-B ONLY. Enter the trade date or 
the actual settlement date of the transaction in the format 
MMDDYY. Enter blanks if this is an aggregate transaction. DO 
NOT ENTER HYPHENS OR SLASHES. For real estate transac- 
tions, enter the date of closing. 

REQUIRED FOR FORM 1099-B ONL Y. Enter the CUSIP 
(Committee on Uniform Security Identification Procedures) num- 
ber of the items reported for Amount Indicator "2" (Stocks, 
bonds, etc. ). Enter blanks if this is an aggregate transaction. Enter 
"0" (zeros) if the number is not available. For CUSIP numbers 
with less than 15 characters, right-justify and fill the remaining 
positions with blanks. 

REQUIRED FOR FORM 1099-B ONLY. Enter a brief description 
of the item or services for which the proceeds are being reported. 
If fewer than 26 characters are required, left-justify and fill unused 
positions with blanks. For regulated futures contracts, enter 
"RFC" and any amount subject to backup withholding. Enter 
blanks if this is an aggregate transaction. For real estate transac- 
tions, if you are reporting a refinancing, although you are not 
required to report it, enter "Refinancing. " 

Enter blanks. 

PAYEE "B" RECORD — RECORD LAYOUT 
FORM 1099-B 

RECORD 
TYPE 

PAYMENT 
YEAR BLANK 

BLANK OR 
CORRECTED NAME 
RETURN IND. CONTROL BLANK 

TYPE OF 
TIN 

TAXPAYER 
IDENTIFICATION 

NUMBER 

1 2-3 4-6 7 8-11 12-13 14 15-23 

PAYER'S 
ACCOUNT NUMBER 

FOR PAYEE 

24-43 

BLANK 

44-50 

PAYMENT 
AMOUNT 1 

51-60 

PAYMENT 
AMOUNT 2 

61-70 

PAYMENT 
AMOUNT 3 

71-80 

PAYMENT 
AMOUNT 4 

81-90 

PAYMENT 
AMOUNT 5 

91-100 

PAYMENT 
AMOUNT 6 

101-110 

PAYMENT 
AMOUNT 7 

PAYMENT 
AMOUNT 8 

111-120 121-130 

PAYMENT 
AMOUNT 9 

131-140 

BLANK 

141-160 

FOREIGN 
COUNTRY 

INDICATOR 

FIRST 
PAYEE NAME 

LINE 

SECOND 
PAYEE NAME 

LINE 

PAYEE 
MAILING 
ADDRESS 

PAYEE 
CITY 

PAYEE 
STATE 

PAYEE 
ZIP CODE 

161 162-201 202-241 242-281 282-310 311-312 313-321 

492 1987-2 C. B. 



BLANK 

322-351 

SPECIAL 
DATA 

ENTRIES 

352-369 

PRINCIPAL 
RESIDENCE 
INDICATOR 

370 

DATE OF 
SALE 

INDICATOR 

371 

DATE OF 
SALE/CLOSING 

372-377 

CUSIP 
NUMBER 

378-392 

DESCRIPTION BLANK 

393-418 419-420 

(4) Form 1099-OID (For detailed explanations of the following fields see the 1987 "Instructions for Forms 1099, 
1098, 5498, 1096, and W-2G. ") 

RECORD NAME: PAYEE "B" RECORD — Continued 

Tape 
Position Field Title Length Description and Remarks 

NEXT FIELD AFTER PAYEE ZIP CODE: 

322-351 Blank 30 Enter blanks. 

352-392 Special Data 
Entries 

393-418 Description 

419-420 State Code 

41 

26 

This portion of the Payee "B" Record may be used to record 
information for state or local government reporting or for the 
filer's own purposes. Payers should contact their state or local 
revenue departments for their filing requirements. If this field is 
not utilized, ENTER BLANKS, 

REQUIRED FOR FORM 1099-OID ONLY. Enter a brief descrip- 
tion of the item or services for which the proceeds are being 
reported. If fewer than 26 characters are required, left-justify and 
fill unused positions with blanks. 

If this payee records is to be forwarded to a state agency as part 
of the Combined Federal/State Filing Program, enter the valid 
state code from Part A, Sec. 12. 10. For those filers or states NOT 
participating in this program or for Form 1098, ENTER BLANKS. 

PAYEE "B" RECORD — RECORD LAYOUT 
FORM 1099-B 

RECORD 
TYPE 

PAYMENT 
YEAR BLANK 

BLANK OR 
CORRECTED NAME 
RETURN IND. CONTROL BLANK 

TYPE OF 
TIN 

TAXPAYER 
IDENTIFICATION 

NUMBER 

1 2-3 4-6 7 8-11 12-13 14 15-23 

PAYER'S 
ACCOUNT NUMBER 

FOR PAYEE 

24-43 

BLANK 

44-50 

PAYMENT 
AMOUNT 1 

51-60 

PAYMENT 
AMOUNT 2 

61-70 

PAYMENT 
AMOUNT 3 

71-80 

PAYMENT 
AMOUNT 4 

81-90 

PAYMENT 
AMOUNT 5 

91-100 

PAYMENT 
AMOUNT 6 

PAYMENT 
AMOUNT 7 

101-110 111-120 

PAYMENT 
AMOUNT 8 

121-130 

PAYMENT 
AMOUNT 9 

131-140 

BLANK 

141-160 
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FOREIGN 
COUNTRY 

INDICATOR 

FIR S'F 
PAYEE NAME 

LINE 

SECOND 
PAYEE NAME 

LINE 

PAYEE 
MAILING 
ADDRESS 

PAYEE 
CITY 

PAYEE 
STATE 

PAYEE 
ZIP CODE 

161 162-201 202-241 242-281 282-310 311-312 313-321 

BLANK 

SPECIAL 
DATA 

ENTRIES 
DESCRIPTION 

COMBINED 
FEDERAL 

STATE 
CODE 

322-351 352-392 393-418 419-420 

(5) Form W-2G (For detailed explanations of the following fields see the 1987 "Instructions for Forms 1099, 1098, 
5498, 1096, and W-2G, " included in your reporting packages. ) 

RECORD NAME: PAYEE "B" RECORD — Continued 

Tape 
Position Field Title Length Description and Remarks 

NEXT FIELD AFTER PAYEE ZIP CODE: 

322-352 Blank 31 Enter blanks, 

353-358 Date Won REQUIRED FOR FORM W-2G ONLY. Enter the date of the 
winning event in MMDDYY format. This is not the date the 
money was paid, if paid after the date of the race (or game). DO 
NOT ENTER HYPENS OR SLASHES. 

359-373 Transaction 15 REQUIRED FOR FORM W-2G ONLY. If applicable, the ticket 
number, card number (and color, if applicable), machine serial 
number or any other information that will help identify the 
winning transaction. If no entry, enter blanks. Not applicable for 
horse and dog racing, jai-alai, and certain other wagering transac- 
tions, sweepstakes, wagering pools, and certain lotteries. 

374-378 Race 

379-383 Cashier 

384-388 Window 

389-403 First ID 

404-418 Second ID 

15 

15 

REQUIRED FOR FORM W-2G ONLY. The race (or game) 
applicable to the winning ticket. If no entry, enter blanks. 

REQUIRED FOR FORM W-2G ONLY. If applicable, the initials 
of the cashier and/or the window number making the winning 
payment. If no entry, enter blanks. 

REQUIRED FOR FORM W-2G ONLY. If applicable, the location 
of the person paying the winnings. If no entry, enter blanks. 

REQUIRED FOR FORM W-2G ONLY. If applicable, the first 
identification number of the person receiving the winnings. If no 
entry, enter blanks. 

REQUIRED FOR FORM W-2G ONLY. If applicable, the second 
identification number of the person receiving the winnings. If no 
entry, enter blanks. 

419-420 Blank REQUIRED. Enter blanks. 
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PAYEE "B" RECORD — RECORD LAYOUT 
FORM W-2G 

RECORD 
TYPE 

PAYMENT 
YEAR 

DOCUMENT 
SPECIFIC 

CODE BLANK 

BLANK OR 
CORRECTED NAME 
RETURN IND. CONTROL BLANK 

TYPE 
OF 
TIN 

I 2-3 4 5-6 7 8-11 12-13 14 

TAXPAYER 
IDENTIFICATION 

NUMBER 

15-23 

PAYER'S 
ACCOUNT NUMBER 

FOR PAYEE 

24-43 

BLANK 

44-50 

PAYMENT 
AMOUNT 1 

51-60 

PAYMENT 
AMOUNT 2 

61-70 

PAYMENT 
AMOUNT 3 

71-80 

PAYMENT PAYMENT PAYMENT PAYMENT PAYMENT PAYMENT 
AMOUNT 4 AMOUNT 5 AMOUNT 6 AMOUNT 7 AMOUNT 8 AMOUNT 9 BLANK 

81-90 91-100 101-110 111-120 121-130 131-140 141-160 

FOREIGN 
COUNTRY 

INDICATOR 

FIRST 
PAYEE NAME 

LINE 

SECOND 
PAYEE NAME 

LINE 

PAYEE 
MAILING 
ADDRESS 

PAYEE 
CITY 

PAYEE 
STATE 

PAYEE 
ZIP CODE 

161 162-201 202-241 242-281 282-310 311-312 313-321 

BLANKS DATE WON TRANSACTION RACE CASHIER 

322-352 353-358 359-373 374-378 379-383 

FIRST SECOND 
WINDOW ID ID BLANK 

384-388 389-403 404-418 419-420 

SEC. 7. END OF PAYER "C" RECORD 
. 01 THE "C" RECORD IS A FIXED RECORD LENGTH OF 420 POSITIONS. The Control Total fields are each 

15 positions in length. 
. 02 The End of Payer "C" Record is a summary record for a type of return for a given payer. 
. 03 The "C" Record will contain the total number of payees and the totals of the payment amounts fields filed by 

a given payer. The "C" Record must be written after the last Payee "B" Record for each type of return for a given 
payer. For each "A" record and group of "B" Records on the file, there must be a corresponding "C" Record. 

. p4 In developing the "C" Record, for example, if you used Amount Codes I, 3 and 6 in the "A" Record, the 
totals from the "B" Records will appear in Control Totals 1, 3 and 6 of the "C" Record. In this example, positions 
26-40, 56-85, and 101-145 would be zero filled. Positions 146-420 would be blank filled. 

. 05 payer/Transmitters must verify the accuracy of the totals in the "C" Record and must enter the totals on the 
transmittal, Form 4804, 4802 or computer generated substitute, which will accompany the shipment. The lines used on 
Forms 4804 and 4802 to record payment amounts correspond with the Amount Codes used in the "A" Record. These 
forms were updated in 1986. 

RECORD NAME: END OF PAYER "C" RECORD 

Tape 
Position Field Title Length Description and Remarks 

2-7 

Record Type 

Number of 
Payees 

REQUIRED. Enter "C". 

REQUIRED. Enter the total number of Payee "B" Records 
covered by the preceding Payer/Transmitter "A" Record. Right- 
justify and zero fill. 
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RECORD NAME: PAYER "C" RECORD — Continued 

Tape 
Position Field Title Length Description and Remarks 

8-10 Blank 3 Enter blanks. 

26-40 

41-55 

56-70 

15 71-85 

86-100 

15 

116-130 

15 

REQUIRED. If any corresponding Payment Amount fields are present in the Payee "B" Records, accumulate 
into the appropriate Control Total field. RIGHT JUSTIFY AND ZERO FILL UNUSED CONTROL TOTAL 
FIELDS. Please note that all Control Total fields are 15 positions in length. 

11-25 Control 15 
Total 1 

Control 15 
Total 2 
Control 15 
Total 3 
Control 15 
Total 4 
Control 
Total 5 
Control 15 
Total 6 

101-115 Control 
Total 7 
Control 15 
Total 8 

131-145 Control 
Total 9 

146-420 Blank 275 REQUIRED. Enter blanks. 

END OF PAYER "C" RECORD — RECORD LAYOUT 

RECORD NUMBER OF 
TYPE PAYEES BLANK 

CONTROL 
TOTAL 1 

CONTROL 
TOTAL 2 

CONTROL 
TOTAL 3 

CONTROL 
TOTAL 4 

2 — 7 8-10 11-25 26-40 41-55 56-70 

CONTROL 
TOTAL 5 

CONTROL 
TOTAL 6 

CONTROL 
TOTAL 7 

CONTROL 
TOTAL 8 

CONTROL 
TOTAL 9 BLANK 

71-85 86-100 101-115 116-130 131-145 146-420 

SEC. 8. STATE TOTALS "K" RECORD 
. 01 THE "K" RECORD IS A FIXED RECORD LENGTH OF 420 POSITIONS. The Control Total fields are each 

15 positions in length. 
. 02 The State Totals "K" Record is a summary for a given payer and a given state in the Combined Federal/State 

Filing Progam, used ONLY when state reporting approval has been granted. ALL RECORDS ARE A FIXED 
LENGTH OF 420 POSITIONS. 

. 03 The "K" Record will contain the total number of payees and the totals of the payment amount fields filed by a 
given payer for a given state. The "K" Record(s) must be written after the "C" Record for the related "A" Record. 

. 04 There MUST be a separate "K" Record for each state being reported. 

. 05 Refer to Part A, Sec. 12 for the requirements and conditions that MUST be met to file on this program. 

RECORD NAME: STATE TOTALS "K" RECORD 

Tape 
Position Field Title Length Description and Remarks 

1 Record Type 
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RECORD NAME: STATE TOTALS "K" RECORD — Continued 

Tape 
Position Field Title Length Description and Remarks 

2-7 

8-10 

Number of 
Payees 

Blank 

REQUIRED. Enter the total number of Payee "B" Records being 

coded for this state. Right-justify and zero fill. 

Enter blanks. 

26-40 

41-55 

56-70 

71-85 

86-100 

101-115 

116-130 

15 

REQUIRED. If any corresponding Payment Amount fields are present in the Payee "B" Records, accumulate 

into the appropriate Control Total field. RIGHT JUSTIFY AND ZERO FILL UNUSED CONTROL TOTAL 
FIELDS. Please note that all Control Total fields are 15 positions in length. 

11-25 Control 15 
Total 1 

Control 15 
Total 2 
Control 15 
Total 3 
Control 15 
Total 4 
Control 15 
Total 5 
Control 15 
Total 6 
Control 15 
Total 7 
Control 15 
Total 8 

131-145 Control 
Total 9 

146-418 Reserved 

419-420 State Code 

273 Reserved for IRS use. Enter blanks. 

REQUIRED. Enter the code assigned to the state which is to 
receive the information. Refer to Part A, Sec. 12. 10. 

STATE TOTALS "K" RECORD — RECORD LAYOUT 

RECORD NUMBER OF 
TYPE PAYEES 

2-7 

BLANK 

8-10 

CONTROL 
TOTAL 1 

11-25 

CONTROL 
TOTAL 2 

26-40 

CONTROL 
TOTAL 3 

41-55 

CONTROL 
TOTAL 4 

56-70 

CONTROL 
TOTAL 5 

71-85 

CONTROL 
TOTAL 6 

86-100 

CONTROL 
TOTAL 7 

101-115 

CONTROL 
TOTAL 8 

116-130 

CONTROL 
TOTAL 9 

131-145 

RESERVED 

146-418 

STATE 
CODE 

419-420 

SEC. 9. END OF TRANSMISSION "F" RECORD 

. p1 THF "F" RECORD IS A FIXED RECORD LENGTH OF 420 POSITIONS. The "F" Record is a summary 
of the number of payers and tapes in the entire file. 

. 02 This record should be written after the last "C" Record (or "K" Record, when applicable' of the entire file. 
p3 Only a Tape Mark or a Tape Mark and Trailer Label may follow the "F" Record (except when fixed blocks 

are used; in this instance, 9s may follow the "F" Record or the block may be truncated). 
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RECORD NAME: END OF TRANSMISSION "F" RECORD 

Tape 
Position Field Title Length Description and Remarks 

2-5 

Record Type 

Number of 
"A" Records 

REQUIRED. Enter "F". 

You may enter the total number of Payer/Transmitter "A" 
Records in this transmission. Right-justify and zero fill or enter all 

zeros. 

6-8 Number of Reels You may enter the total number of reels in this transmission. 
Right-justify and zero fill or enter all zeros. 

9-30 Zero 22 Enter zeros. 

31-420 Blank 390 Enter blanks. 

END OF TRANSMISSION "F" RECORD — RECORD LAYOUT 

RECORD 
TYPE 

NUMBER OF 
"A" RECORDS 

2-5 

NUMBER 
OF REELS 

6-8 

ZEROS 

9-30 

BLANK 

31-420 
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Form 441 9 
(Rev. March 1986) 

Department of the Treasury — Internal Revenue Service 

Application for Magnetic Media 

Reporting of Information Returns 

IRS Use Only 
OMB No, 
1545-0387 

Expires: 7-31. 88 

1. Name and address of organization (street, ci ty, State and ZIP code) 

3. Employer identification number 

2. Person to contact about this request 

Name: 

Title: 

Telephone number: (include area code) 

4. Tax year for which you are requesting authorization to file on 
magnetic media 

Documents To Be Reported (Check all that you wish to file on magnetic media) 

Form Form Form Form 

0 W-2G 

0 W-4 

0 1042S 

0 1098 

0 1099-A 

0 1099-B 

0 1099-0 I V 

0 1099-G 

0 1099-INT 

0 1099-MISC 

0 1099-0 I D 

0 1099-PATR 

0 1099-R 

0 5498 

6248 

8027 

Do NOT file Forms W-2 or W-2P with IRS. Submit that information to the Social Security Administration. 

Kind of equipment on which media will be prepared 

Please check the type of media you plan to file and provide the requestedinformation for that type of media. 

Type of Media Main Frame Drive Unit Recording Mode Track Software 

Magnetic Tape 0 1/2" Only 

0 EBCD IC 
0 ASCII 
0 BCD 

07 09 

P 8" Diskette rs 0 EBCDIC 
Only 

P 5. 1/4" Diskette 0 ASCII 
Only 

Cassette 0 Burroughs Only 0 EBCDIC 
0 ASCII 

Q Mini-Disk Burroughs Only 0 ASCII 
Only 

7 If you are acting as transmitter, please list the name and employer identification number of each filer for whom you will prepare magnetic 
media on a separate sheet and attach it to this application, 

Name (type or print) Title 

8. Person responsible 
for preparation of 
tax reports 

Signature Date 

For Paperwork Reduction Act Notice, see back of this form, Form 4419 (Rev, 3-86) 
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Instructions for Form 4419 

File Form 4419 to request authorization to file any of the forms shown in Block 5 on magnetic media. Please be sure to complete all appropriate blocks. For 

further information, contact a magnetic media coordinator at the National Computer Center address given below under "Filing Your Application, " or by tele 

phone at (304) 263-6700. 

Block 1 Block 8 

Enter the name and complete address of the person or organization that 
will prepare and submit the magnetic media. 

The form must be signed and dated by an official of the company or 

organization requesting authorization to report on magnetic media, 

Block 4 

Show the tax year for which you are requesting authorization to file on 
magnetic media. 

Block 5 

Check the boxes next to all of the returns you will file with IRS on mag. 
netic media. 

Block 6 

Note: The only type of magnetic media on which you can report Forms 
1042-S, 6246, 6027 and W-4 is 1/2 inch magnetic tape. 

Enter the information requested for the type of magnetic media you 
intend to submit. Check the appropriate boxes. Enter the name of the 
manufacturer and the model number or name under "Main Frame" and 
"Drive Unit. " Under "Software, " indicate whether the software was 

purchased or is self-programmed. If purchased, provide the name of the 
software company. 

Block 7 

If you will be preparing returns on magnetic media for filers other than 

yourself, attach to your application a list of names and employer identi- 

fication numbers of the other filers. If you add or delete any names from 

your file, submit an updated list to IRS. 

Filing Your Application 

If by Postal Service, 
Magnetic Media Reporting 
Internal Revenue Service 
National Computer Center 
P. O. Box 1359 
Martinsburg, WV 25401-1359 

If by truck or air freight, 
Magnetic Media Reporting 
Internal Revenue Service 
National Computer Center 
Route 9 and Needy Road 
Martinaburg, WV 25401 

2. IRS will approve or disapprove yourgpplication within 30 days 
of its receipt, Do not submit magnetic media until you receive an author- 

ization letter. 

3, After authorization is received, we encourage new filers to submit 

test data on magnetic media before the filing season. If you want to submit 

test data, contact the magnetic media coordinator. 

4. Your authorization will be valid as long as the magnetic media sub- 

mitted conforms to the specifications of the applicable revenue procedures. 
A new application is not required in following years unless magnetic media 

filing has been discontinued and you wish to resume it. 

1, Mail the completed application and any attached lists 90 days before 

the due date of the returns to: 

PAPERWORK REDUCTION ACT NOTICE 

We ask for this information to carry out the Internal Revenue laws of the United States. We need it to ensure that the magnetic media you are using will be 
compatible with our processing equipment. The information is also used to more efficiently schedule and manage its processing at the National Computer 
Center. You are required to give us this information. 
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Form 8508 
(Rev. May 1987) 

Department of the Treasury — Internal Revenue Service 

(See instructions on back) 

Request for Waiver From Filing 
Information Returns on Magnetic Media 

(Forms W-2/W-2P, W-2G, 1042S, 1098, 
1099 Series, 5498, 6248 and 8027) 

OMB Number 
1545-0957 

Expires: 04-30-89 

Waiver 
requested 
for tax 
year 

1. Filer name nad mailing address (Number and street or post off'ce bo", 
city, state, and ZIP code) 

2. Federal identification number 
(EIN/SSN) 

19 3. Person to contact about this request if I RS needs addt'I information 4. Telephone number 

( ) 

Est. Volume of Forms Checked that Est. Volume of Forms Checked that 
Waiver 

Requested for 

P 1042 S 

1098 

P 1099-A 

0 1099-8 

p 1099- D I V, I NT, 
OID and/or PATR 

0 1099-G 

0 1099-MISC 

(a) 
You wish to 
file on paper 

(b) 
You will be 

filing in total 

(c) 
You expect to 
file next tax yr 

Waiver 
Requested for 

1099- R 

P 5498 

6248 

P 8027 

P W2 

W-2G 

W-2P 

(a) 
You wish to 
file on paper 

(b) 
You will be 

filing in total 

(c) 
You expect to 
file next tax yr 

6. If you expect to file any forms shown in Block 5 on magnetic media for the tax 
year of this waiver request, enter the total volume of all such forms. 

7. Complete only if this is the first time you have requested a waiver from the magnetic media filing requirements. 

If you are unable to file on magnetic media for the tax year entered above, will you file on magnetic media for the 
following tax year? (Piease attach explanation ) Yes No 

Note: If "Yes, " skip Blocks Ba-Bc and sign and date the form, If "No" or if Block 7 does not apply, you must complete Blocks Ba-Bc. 
If you presently own a computer system, complete Block Ba. If not, complete Blocks Bb and Bc. 

Sa. Enter estimated conversion cost for 
self-prepared magnetic media 

Sb. Enter estimated cost to 
acquire computer system 

Bc. Enter two cost estimates given to 
you by service bureaus or other 
third parties who would prepare 
your files for you. Attach two 
written cost estimates to Form 8508. 

Under penalties of perjury, I declare that I have examined this document, including any accom- 
panying statements, and, to the best of my knowledge and belief, it is true, correct, and complete. 

Signature Title Date 

Paperwork 
Reduction Act 
Notice 

We ask for this information to carry out the Internal Revenue laws of the United States. We 
need it to ensure that taxpayers are complying with these laws and to allow us to figure and 
collect the right amount of tax. You are required to give us this information. 

Form 8508 (Rev. 5-87) 
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Instructions for Completing Form 8508 

General Instructions 

Use this form to request a waiver from filing Forms W-2, W-2P, W-2G, 1042S, 1098, 1099 series, 5498, 6248, or 8027 on 
magnetic media for the tax year you indicate on this form. Complete a Form 8508 for each employer identification num- 
ber (E)N) and for each tax year for which you are requesting a waiver. You may use one Form 8508 for multiple types of 
forms. After evaluating your request for waiver, I RS will notify you as to whether your request is granted or denied. 

Type of Documents 

1099-8 (except real esrate rransactions) 

1099-INT, 1099-DI V, 1099-OID and/or 
1099-PATR 

1098, 1099-A, 1099-G, 1099-MISC, 
1099-R, W-2G, 5498 or 1099-8 (real 
esrate transactionsJ 

W-2 

1042S, 8027, 6248 or W-2P 

Magnetic Media Filing Requirements and Acceptable Media 

Number of Documents 

1 or more 

More than 50 1'combinedJ 

250 or more (individuallyJ 

250 or more (individually) 

250 or more lindividually) 

Acceptable Media 

1/2" Magnetic Tape 

5-1/4" and 8" Diskette 

Mini and Super Mini-Disk 

1/2" Magnet i c Ta pe 
5-1/4 and 8 Diskette 

I /2" Magnetic Tape only 

Note: To file Forms W-2/W-2P on magnetic media, contact SSA. For all other forms listed, contact IRS. 
Filing requirements apply separately to original or corrected documents, except for Forms W-2/W-2P. Forms 
W-2/W-2P are corrected by using Form W-2c, which is not required on magnetic media. 

When to file. 
For Forms W-2 or W-2P only: File Form 8508 on or before June 30 of the tax year for which you are requesting the waiver. 
All other forms: File Form 8508 at least 90 days before the due date of the returns for which you are requesting a waiver. 

Where to file. — Send the completed form to: Magnetic Media Reporting 
Internal Revenue Service 
National Computer Center 
P, O. Box 1359 
Martinsburg, WV 25401-13S9 

Penalty. — If you are required to file on magnetic media but fail to do so, and you do not have an approved waiver on record, you may be 
subject to a penalty of $50 per return for failure to file unless you establish reasonable cause or, in some cases, due diligence, (A differenr 
penalty may be imposed for failure to file Forms 1042S. J 

Block Ba 

Block Bb 

Specific Instructions 

Please complete each block on this form, as appropriate. Failure to properly complete this form may cause delay in 
processing your request or result, in a denial of your request. 
Enter the tax year for which you are requesting a waiver in the space provided. Only one tax year can be entered because 
waivers are considered for only one year at a time, If you wish to request another waiver for the following year, you must 
wait and submit a separate request at the appropriate time. 

Block 5: Check the box(es) beside the form(s) for which the waiver is being requested, 
Block Sa: Enter an estimate of the number of forms for which you are requesting the waiver, 

Block Sb: Enter the total number of information returns for each form checked that you plan to file for the tax 
year of the waiver requested (magnetic media and paper), 

Block 5c: Provide an estimate of the total number of information returns checked you plan to file for the tax year 
following the tax year shown on this form. 

Block 7: If this is the first time you have ever requested a waiver and you check "Yes, " your request will be 
approved and you need not complete Blocks 8-Bc. Please note, however, that no waiver can be granted for 
any subsequent year unless you establish that filing on magnetic media would cause an undue hardship. 
If you checked "No, " 

you must complete Blocks Ba-8c, If Block 7 does not apply, complete Blocks Ba-8c. 
Enter all costs necessary to convert to and produce IRS/SSA compatible magnetic media files. 
Include all costs necessary to acquire equipment and produce magnetic media files, (See table above for 
acceptable media. ) 

Block Bc: Enter two cost estimates from service bureaus or other third parties to prepare your files magnetically 
(Note: Failure ro attach two written estimates will result in an automatic denial of rhe rettuest. J 

Signature. The waiver request must be signed by you or a person who is duly authorized to sign a return, statement, or 
other document. 

Form 8508 (Rev. 5-8sti 
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26 CFR 60l. 20l: Rulings and determination 
letters. 
(Also Part l, Section 770/. ) 

Rev. Proc. 87-37 

SECTION I. BACKGROUND 

Rev. Proc. 87-3, 1987-1 C. B. 523, 
sets forth areas in which advance 
rulings or determination letters will 
not be issued by the Internal Revenue 
Service. Section 5 of Rev. Proc. 87-3 
is entitled, Areas Under Extensive 
Study in which Ruling or Determina- 
tion Letters Will Not Be Issued Until 
the Service Resolves the Issue 
Through Publication of a Revenue 
Ruling, Revenue Procedure, Regula- 
tions or Otherwise. 

SEC. 2 PROCEDURE 

Rev. Proc. 87-3 is amplified by 
adding the following to section 5: 

Section 7701 - Definitions the 
classification of separately tradeable 
instruments that are issued by a 
corporation as a unit, the compo- 
nents of which collectively contain 
the attributes of stock. 

SEC. 3 EFFECTIVE DATE 

This revenue procedure applies to 
all rulings on hand in the National 
Office on August 3, 1987, the date of 
publication of this revenue procedure 
in the Internal Revenue Bulletin, as 

well as to requests received thereaf- 
ter. 

SEC. 4. EFFECT ON OTHER 
DOCUMENTS 

Rev. Proc. 87-3 is amplified. 

26 CFR 60l. 602: Tax forms and instructions. 

Rev. Proc. 87-38 

SECTION. 1. PURPOSE 

The purpose of this revenue proce- 
dure is two fold: to state the require- 

ments of the Internal Revenue Ser- 

vice regarding the reproduction, 
private design, and printing of substi- 

tute federal tax return Form 1040-ES, 
Estimated Tax for Individuals, in lieu 

of the official form; and to state the 
Service's requirements regarding the 

acceptance of computer-generated 
Forms 1040-ES. Also, beginning with 

Forms 1040-ES for 1988, all substi- 

tutes must be laser printed and scan- 

nable by the Service. 

SEC. 2. OFFICE OF 
MANAGEMENT AND BUDGET 
(OMB) REQUIREMENTS FOR ALL 
SUBSTITUTE FORMS 

. 01 Legal Requirements of the Pa- 

perwork Reduction Act of 1980. 
Public Law 96-511 requires that: (1) 
OMB approve Internal Revenue Ser- 

vice tax forms, (2) each Service form 

must contain (near the upper right 

corner) the OMB approval number 

and any applicable expiration date, 
and (3) each Service form (or its 

instructions) state why the Service is 

collecting the information, how it 

will be used, and whether or not the 
information is required to be fur- 
nished. 

. 02 Approval Number and Date Is 
Required. All substitute Forms 1040- 
ES must contain, near the upper 
right corner, the OMB number that 
is on the Service form and any 
expiration date that is on the official 
form. 

. 03 Format Required (3 options) 
(a) OMB No. XXXX-XXXX (pre- 

ferred) check on attachment to make 
correction 

(b) OMB No. XXXX-XXXX (pre- 
ferred) Expires XXXX-XX (mmddyy) 

or 
OMB ¹ XXXX-XXXX Expires 
XXXX-XXXX (mmddyy) 

(c) OMB No. XXXX-XXXX Ex- 
pires XXXXX (mmddyy) (preferred) 

OI' 

OMB ¹ XXXX-XXXXs Expires 
XXXXXX (mmddyy) 

. 04 Required Explanation to Users 
of Substitute Forms. You must also 
inform the users of your substitute 
forms of the Service use and collec- 
tion requirements stated in the in- 
structions for the official Service 
form. If you provide your users or 
customers with the official IRS in- 
structions, page 1 of each form must 
retain the Paperwork Reduction Act 
Statement as on the official forms 
(usually in the lower left corner of 
the forms). Otherwise, you must du- 
plicate the material in the statement 
and add the phrase, "For Paperwork 
Reduction Act Notice, see separate 
instructions" . 

. 05 Obtaining OMB Number, Date 
and Statement. The OMB approval 
number, expiration date (when appli- 

cable), and use and collection re- 

quirements may be obtained from the 

Service printed form (or its instruc- 

tions), the reproduction proof (or 
instructions), or from the Service. 

SEC. 3. DEFINITIONS 

. 01 Definitions Relating to 1040- 
ES Tax Forms. 

1 Substitute Form. A tax form 

that differs in any way from the 

official version and is intended to 
replace the entire form printed and 

distributed by the Service. This term 

also covers those approved substitute 
formats and forms described in this 

revenue procedure. (A photocopy or 
a copy produced from an unchanged 
reproduction proof, supplied by the 

Service, is not a substitute form. ) 
2 Computer-Prepared Substitute 

Form. A preprinted form in which 

the taxpayer's name, address and tax 
entry information has been printed 

by a computer, computer-printer or 
other computer-type equipment, such 

as word-processing equipment. 
3 Manually Prepared Form. A 

preprinted form in which the taxpay- 
er's name, address and tax entry 
information is entered by an individ- 
ual using pen, pencil, typewriter or 
other non-automated equipment. 

4 Computer- Generated Substitute 
Form. A document that is entirely 
prepared by the use of a computer- 
printing device so that all the line 
numbers, line captions, and the tax 
amount data entries are in the same 
typeface. No graphics usually appear 
on the form. 

5 Graphics. Those parts of the tax 
form that are not the tax amount 
entries or called-for information. 
Generally, these are line numbers, 
captions, instructions, rules, borders, 
special indicators, and rules or 
strokes created by typesetting, photo- 
graphics, photocomposition, etc. 

6 Printed Form. A form produced 
using conventional printing processes, 
photocopying, or other similar pro- 
cesses. 

7 Prepri nted Pi n-Fed Form. A 
form printed beforehand by conven- 
tional methods on paper with mar- 
ginal perforations for use with auto- 
mated and/or highspeed printing 
equipment. 

SEC. 4 GENERAL INSTRUCTIONS 

. 01 When filing reproduced or pri- 
vately printed Form 1040-ES, use the 
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envelope enclosed with the taxpayer's 
1040-ES package except as provided 
in Section 5. The envelope is coded 
to identify the contents, to accelerate 
the processing, and to reduce pro- 
cessing costs. Do not use this enve- 
lope for other correspondence with 
the Service as its misuse could delay 
the correspondence. 

. 02 Do not staple payment (check 
or money order, not cash) to the 
Form 1040-ES because removing it 
could cause tearing. 

. 03 The Service does not approve 
or disapprove the specific equipment 
or process used in reproducing offi- 
cial forms, but requires only that the 
reproduced forms satisfy the condi- 
tions stated in this revenue proce- 
dure. 

. 04 The payment vouchers pro- 
vided in the 1040-ES tax packages 
are preprinted with the taxpayer's 
name, address, and social security 
number. Substitute forms must con- 
tain an area where the taxpayer's 
name, address, and social security 
number should be entered. The infor- 
mation contained in this area should 
agree with the preprinted form. If 
changes are necessary, please refer to 
your Form 1040-ES tax package for 
instructions. 

. 05 Reproductions meeting the re- 
quired specifications may be used 
without prior approval of the Ser- 
vice. However, specific approval of a 
reproduction or substitute which de- 
viates from these requirements must 
be requested and a sample of the 
proposed reproduction should be for- 
warded, by letter, to the Internal 
Revenue Service; Attention: Substi- 
tute Forms Program Coordinator- 
D:R:R:R; 1111 Constitution Avenue, 
N. W. ; Washington, D. C. 20224, for 
consideration. Include how the form 
will be prepared and the weight of 
the paper used in printing the form. 

. 06 Preparers who desire to file 
substitute Forms 1040-ES must de- 
velop such substitutes using guide- 
lines in this revenue procedure. Sub- 
stitutes other than those described 
there must be approved by the Ser- 
vice before being filed. 

. 07 Changes to Tax Forms. Any 
person making changes to the Form 
1040-ES tax form (EXCEPT THOSE 
ALLOWED BY REVENUE PROCE- 
DURES) must obtain approval from 
the Service before filing the substi- 
tute. 
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. 08 First-time users of substitute 
forms that have been designed using 
computer graphics must obtain prior 
approval before using the substitute 
forms. 

. 09 Determination of requests for 
approval of substitute Forms 1040-ES 
will be made after the Service's copy 
is finalized, usually in mid-October. 
Proposed substitutes should be sent 
to the address in Section 4. 05 above, 
as much in advance of the filing 
period for the form as possible. This 
is to allow adequate time for analysis 
and response and to permit notice to 
our field offices. 

. 10 Once an approval is granted 
for the use of privately printed 
forms, you may be requested to send 
eleven (11) copies of each approved 
form to the address shown in Section 
4. 05 above. Approval is for a one- 
year period only (January through 
December) and must be resubmitted 
each year even if no changes are 
made to the Form 1040-ES. 

SEC. 5. PHYSICAL ASPECTS 

. 01 Envelopes 

1 Any privately provided envelopes 
must contain the caption "Form 
1040-ES" on left center of envelope 
face (see official envelope for print- 
ing placement). 

2 Envelope size must be at least 3 
5/8 x 8 5/8 inches. 

3 A standard No. 9 envelope is 
acceptable. 

. 02 Form 1040-ES Specifications 
1 Document Size - Scannable Doc- 

ument 
(a) 7 1/4" length 
(b) 3" width 

(c) 20 Ib paper weight 
(d) White bond with black ink 
2 Type and Size of Font 
(a) OCR A 
(b) Size 1 

SEC. 6. REPRODUCTION 
PROOFS 

. 01 Specifications - Basic specifica- 
tions such as margin, etc. , will be 
printed in the top margin of the 
reproduction proofs and must be 
removed before printing. The official 
reproduction proof margins across 
the top, bottom, and sides must be 
maintained on all reproductions and 
privately printed Forms 1040-ES. 

. 02 Printers and others wishing to 
obtain reproduction proofs may send 

their requests to the Internal Revenue 
Service, Washington, D C 20224; 
Attention: PM:S:Fp. The request 
must include written agreement 
pay charges upon receipt of an in- 

voice. The Service mails invoices to 
requesters each July. A charge of 
$1. 00 per page will be made for 
reproduction proofs regardless of 
page size. 

SEC. 7. CONDITIONS 

. 01 Privately printed reproductions 
of Forms 1040-ES must meet the 
following conditions: 

1 Must be exact facsimilies of the 
official forms. The private printing of 
these facsimilies must be produced by 
a photographic reproduction process. 

2 Must be on chemical wood writ- 

ing paper equal to or better than the 
quality used for official forms. The 
thickness of the stock should not be 
less than 0. 0039 inch. Carbon bonded 
paper is prohibited from use for all 
Substitute forms filed with the Ser- 
vice, 

3 Must have a high standard of 
legibility, both as to original form 
and as to fill-in matter. The Service 
may reject reproduction with poor 
legibility. 

. 02 Paper Quality Factors 
1 The thickness of the paper is 

required to pass through a number of 
physical gaps between the rollers on 
the system and the feed frequently 
uses a fixed gap to prevent multiple 
documents from passing through a 
section of the transport. 

2 The paper weight of a document 
must be rigid enough to be trans- 
ported through the system without 
mutilation crumping. 

3 The porosity is a general indica- 
tion of paper quality. 

4 The capacity affects the ability of 
the scanner to see through the paper. 

. 03 Reproduction of official form 
and substitute forms which do not 
meet the requirements of this revenue 
procedure may not be filed in lieu of 
the offical form. 

SEC. 8. COMPUTER-PREPARED 
FORM 1040-ES 

. 01 You can FILL IN official In- 
ternal Revenue Service forms that 
have been privately prepared for use 
on computer or word processing 
equipment. These forms should 
designed with a vertical spacing of 



six lines to the inch, and money 
amount columns wide enough to al- 
low for the computer printing of ten 
characters. 

. 02 Adjustments. You may make 
minor vertical and horizontal spacing 
adjustments to allow for computer or 
word-processing printing. This in- 
cludes widening the amount columns 
or tax entry areas so long as the 
adjustments do not exceed other pro- 
visions stated in the revenue proce- 
dures. No prior approval is needed 
for these changes. However, the users 
of forms with such changes are 
bound by the "Agreement" in Sec- 
tion 11. 

03. You can ADJUST the graphics 
on printed Forms 1040-ES to allow 
for computer-printed or word proces- 
sor fill-in. Only the areas listed in 
this revenue procedure may be 
changed without prior approval. 

04. Any other changes need prior 
written approval. 

05. You may omit all references to 
instructions on the form. 

SEC. 9. COMPUTER-GENERATED 
FORMS 1040-ES 

. 01 All computer-generated forms 
must be prepared in the format 
shown in the exhibit included in this 
revenue procedure. The generated 
form should be 7 1/4 x 3 inches with 

vertical spacing of 6 lines per inch 
and horizontal spacing of 10 charac- 
ters per inch. (Exhibit 2) 

. 02 Margins. A one-quarter inch 
margin must be maintained across 
the top, and both sides (exclusive of 
any pin-feed holes) of all computer- 
generated substitutes. The margin al- 
lows for slight printing misalignment 
when forms are prepared on high- 

speed equipment, 

SEC. 10. COMPUTER- 
GENERATED FORMS 1040-ES 
SHOWN AS AN EXHIBIT IN THIS 
REVENUE PROCEDURE 

. 01 Persons or companies desiring 

to change the computer-generated 
Form 1040-ES shown in the exhibit 

MUST obtain prior approval before 
use. (Exhibit 2) 

. 02 Format Arrangement. The for- 
mat of each substitute form must 

follow the format of the official 
form as to item caption, line refer- 
ence, line numbers, sequence, form 
arrangement and format, etc. Basi- 
cally try to make the form look like 
the official one, with readability be- 

ing a primary factor. Use periods 
and/or other special characters to 
separate the various parts and sec- 
tions of the form. All line numbers 
and items must be printed even 

though an amount is not entered on 
the line. 

. 03 If you wish, you may submit 

any substitute form to the Service for 
approval. 

SEC. 11. AGREEMENT 
Any person who uses substitute 

forms and makes all or part of the 
changes specified in this revenue pro- 
cedure agrees to the following 
stipulation: the Service presumes the 
changes are made in accordance with 
these procedures and, as such, will be 
noninterruptive to the processing of 
the tax return. Should any of the 
changes prove to be not exactly as 
described, and as a result become 
disruptive to the Service during pro- 
cessing of the tax return, the 
preparer agrees to accept the determi- 
nation of the Service as to whether 
or not the form may continue to be 
used during the filing season, and 
also agrees to work with the Service 
in correcting noted deficiencies. Noti- 

fication of deficiencies may be made 

by letter, phone call or both. 

SEC. 12 INSTRUCTIONS FOR 
TAX PREPARERS 

. 01 Contractors will provide the 
information needed so that we can 
capture posting information from the 
scanline using Optical Character Rec- 
ognition, therefore; a clear area will 

be provided for the tax preparer to 
fill in the information needed for 
Internal Revenue Service. 

1 Position and dimension of clear 
area for scanline 

(a) 1/2" from left margin 

(b) 1 1/2" above bottom margin 

(c) 1/2" wide 

(d) 7 1/4" long 

. 02 Scanline and Character Posi- 
tion. For each scanline to be read 
from a document a separate scan 
head and set of recognition logic is 
normally required. 

1 Vertical Character Displacement. 
The scanner will recognize any char- 
acter which falls fully within its field 
of view, which is 0. 390 inches high. 

2 Horizonta! Character Displace- 
ment. The minimum acceptable clear 
space between characters is 0. 014. 

3 Verti cal Line Separation. The 
scanner must see only one character 
within its scan height of 0. 390 inches. 

4 Line Skew. The maximum per- 
missible line skew is such that char- 
acters do not "run out" of the field 
of view of the scanner. 

5 Rotation. The maximum allow- 
able rotation of the character image 
is + 1. 5 degrees measured relative to 
the baseline of the line of print. 

6 All substitute forms must be 
laser printed. 

03 Form 1040-ES Scanline Descrip- 
tion (sample). 

Element 

123456789 
A 

EE 
B 

SMIT 
C 

30 
D 

0 
E 

8712 
F 

430 
G 

A. Social Security Number 
B. Check Digit 
C. Name Control 
D. MFT 
E. TIN Type 
F. Tax Period 
G. Transaction Code 

9 numeric 
2 alpha 
4 alpha 
2 numeric 
1 numeric 
4 numeric 
3 numeric 

Constant EE 
(first 4 characters oflast name. ) 
Constant 30 
Constant0 
(yymm) 
Constant 430 

NOTE: One blank field between each element. 
Name Control should be left justified when less than four characters. 

1987-2 C. B. 505 



SEC. 13. EFFECT ON OTHER DOCUMENTS 

This revenue procedure supersedes Revenue Procedure 82-7, 1982-1 C. B. 410. 

SEC. 14. EXHIBITS 
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EXHIBIT 1 Computer generated Form 1040-ES (This will not be acceptable without a scanline) 

Form 1040-ES 
Payment-Voucher 

A-Estimated Tax For Yr 
Ending 12-31-87 I 

I 

Amount 0000000. 00 J 

1987 

B-Overpayment from 
~ 

OMB NO 154~87 
Last Year Crdtd To 

l (Calendar Year-Due MMM DD, 19YY) This Year 
0 

I Return With Check/Money Order 
JPRCN¹W. 

1-Amt of Line 18 On Worksheet 
2-Amt Of Unused Overpayment To Be 

Applied 
3-Amt Of This Payment 

Your Signature 

0000000. 00 

0000000. 00 
0000000. 00 

I 

I 

I 

I 

I 

I 

I 

I 

I 

Taxpayer's SSN Spouse's SSN 

NNN-NN-NNNN NNN-NN-NNNN 

Name L&ne 

In-Care-Of Line 
Street Address 
City, State, Zip Code 

Spouse's Signature (If Joint Declaration)' 



O 
00 

Iu EXHIBIT 2 
O 

Computer generated Form 1040-ES with a scanline 

Form 1040-ES 
Payment-Voucher 

A-Estimated Tax For Yr 
Ending 12-31-87 I 

I 

Amount 0000000. 00 l 

1987 

B-Overpayment from 
i 

OMB NO. 1545-0087 
l (Calendar Year-Due MMM DD, 19YY) This Year 
I Return With Check/Money Order 

+0+0+00. 00 

001054653 EE FORD 30 0 8812 430 

1-Amt of Line18 On Worksheet 
2-Amt Of Unused Overpayment To Be 

Applied 
3-Amt Of This Payment 

l 

0000000. 00 
l 

I 

0000000. 00 
i 

0000000. 00 
i 

I 

I 

I 

Taxpayer's SSN Spouse's SSN 

NNN-NN-NNNN NNN-NN-NNNN 

Name Line 
In-Care-Of Line 
Street Address 
City State Zip Code 



EXHIBIT 3 Form 1040-ES with a scanline 

petered ~atter. :~ ~:. er::::~''@jr~:~ 

00105LI653 EE TAXP 30 0 8612 LI30 

? 

N 

CAR-RT-SORT 

James A. 8 Andrea Taxpayer 
1040 Estimated Street 
Anywhere, USA 90001 8712 

**CR 04 
':k: Am~ Of'jie~ $4 500 00 

tf::natne, stereos, : er ~ secvrity ne. Is ~ji@, : 

aN$ %88:NOt pF4FA+Qety Ogrepter, 
er P~woA Rahsct~ Ac, t 8o, ~ ~ieecoi::~, 

tO 
00 '4 

I 

fQ 

O 
W 



lO 
00 '4 

I 

A I 
EXHIBIT 4 Form 1040-ES without a scanline (This will not be acceptable) 

~ tM eyvgher mN cfiech or ~ enter NIyaNe te t4c Internet %~ac Seevice. 
ae eel eIne caah «r a~ Ifeer «4rfr~ te the ~eve~: 

CAR-RT-SORT 

James A. 8 Andrea Taxpayer 
1040 Estimated Street 
Anywhere, USA 90001 8712 

"CR 04 

m ~ewe fierr f tfofi@t, ~4NS&clINIIe~titise" "';. 



EXHIBIT 5 

Character Positioning 

. 060 max 

average base IIne 

t . 060 max 

Vertical Character Displacement 

~ 100 nominal 
I 

10 characters per inch 

I 

I 

I 

. 014 min 
Horizontal Character Positioning 

. 25 nom 

0. 5 clear 
band . 32 scan band 

Vertical Separation 

line of print 

1. 4 degrees 

bottom edge of doc. 

i 

Ii 

Ii 
1. 5 degree max 

iI 

Character Rotation 
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EXHIBIT 6 

NAME CONTROL JOB AID 

The name control consists of four alpha and/or numeric characters' The ampersand (&) 
and hyphen (-) are the only special characters allowed in the name control. The name 
control can have less but no more than four characters. Blanks may be present only as 
the last two positions of the name control. 

NAME CONTROL 

UNDERLINED 

Dorothy Willow 

John A. Fir 

James P- Ai 

Thomas A. El-Oak 

Mary Van Elm 

Joe McCedar 

Ann ~0'S ruce 

Mr. Peter Holly 

Harry ~Ma le, Owner 

Pfc. M. Ralph Evergreen 

Daniel Di Almond 

Mark ~D'Ma nolia 

Arthur P. A~s en 
Sunshine Restaurant 

Janet Redbud Laurel 

Joan Hickory-Hawthorn 

Joseph Ash & Linda Birch 

Juan Garza Morales 

Jose Rivers-Santiago 

NAME CONTROL 

WILL 

FIR 

AI 

EL-0 

VANE 

MCCE 

OSPR 

HOLL 

EVER 

DIAL 

DMAG 

ASPE 

LAUR 

HICK 

ASH 

GARZ 

RIVE 

NARRATIVE 

Individuals: 

1. The name control for an 
individual name is the 
first four significant 
characters of the last 
name. 

2. When the taxpayer has a true 
name and a trade name, 
the name control is derived 
from the first four char- 
acters of the individual's 
last name. 

3. English names 
a. When a maiden name is 

shown with a married 
name, the name control 
is the first four 
letters of the married 
name. 

b. When two last names con- 
nected by a hyphen are 
shown for one indivi- 
dual, the name control 
is the first four 
letters of the first 
last name. 

c. On )oint returns with 
different last names, 
the name control is the 
first four letters of 
the last name of the in- 
dividual appearing 
first. 
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EXHIBIT 6 p 

NAME CONTROL 

UNDERLINED 
NAME CONTROL NARRATIVE 

Maria L~o ez y Moreno 

Elena del Valle 

Eduardo de la Rosa 

Binh to La 

Dang Van Le 

Nhat Thi Pham 

LOPE 

DELV 

DELA 

LA 

LE 

PHAM 

4. Spanish names 
a. When two last names 

are shown for an in- 
dividual, the name 
control is the first 
four letters of the 
first last name ~ 

b. The Spanish phrases 
"del" and "de la" 
are considered 
part of the name 
controls 

Rim Van N~yen & Nhung Thi Tran NGUY 

Jin-Zhang Qiu & Yen-Yin Chiu QIU 

5. Or 
a. 

b ~ 

C ~ 

iental names 
Oriental last names 
often have only two 
letters' 
If the individual is 
newly arrived in the 
U ~ 

ST� 

, the last name 
may appear first on 
the name linc' On 

the signature line, 
the last name will 
usually appear firsts 
Vietnamese names will 
often have a middle 
name of Van (male) or 
Thi (female) ~ The 
Vietnamese female 
rarely changes her 
last name when 
married. "Nguyen" is 
a common last name ~ 
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26 CFR 60l. 20l: Ruling and determination 
letters. 

Rev. Proc. 87-39 
SECTION 1. PURPOSE 

Rev. Proc. 87-6, 1987-1 C. B. 541, 
sets forth areas in which advance 
rulings or determination letters will 
not be issued by the Internal Revenue 
Service. Section 4 of Rev. Proc. 87-6 
is entitled "Areas in which Rulings 
or Determination Letters Will Not 
Ordinarily Be Issued. " The purpose 
of this revenue procedure is to am- 
plify Rev. Proc. 87-6 by including 
other areas in which rulings or deter- 
mination letters will not ordinarily be 
issued. 

SEC. 2. AREAS IN WHICH 
RULINGS OR DETERMINATION 
LETTERS WILL NOT ORDINARILY 
BE ISSUED 

Rev. Proc. 87-6 is hereby amended 
by adding to Section 4. 01 the follow- 
ing paragraphs: 

Section 894. — Income Affected by 
Treaty. — Whether a foreign recipient 
of payments made by a United States 
person is ineligible to receive the 
benefits of a tax treaty between the 
United States and a foreign country, 
pursuant to the application of the 
principles of Rev. Rul. 84-152, 
1984-2 C. B. 381, and Rev. Rul. 
84-153, 1984-2 C. B, 383. 

Section 894. — Income Affected by 
Treaty. — Whether a recipient of pay- 
ments is or has been a resident of a 
country that is party to a tax treaty 
with the United States for purposes 
of the application of the tax treaty 
between the United States and that 
country. 

Section 7701. — Definitions. — For- 
eign estate or trust. — Whether an 
estate or trust is treated as a nonresi- 
dent alien for federal income tax 
purposes. 

SEC. 3. EFFECT ON OTHER 
DOCUMENTS 

Rev. Proc. 87-6 is amplified. 

SEC. 4. EFFECTIVE DATE 

This revenue procedure will apply 
to all ruling requests on file in the 
National Office on August 10, 1987, 
the date of its publication, and to all 
requests received thereafter. 

26 CFR 60l. 20I: Rulings and determination 
letters. 

TRA-86 
IRC SECTIONS SECTION 

402(a)(5) 
402(a)(6) 
402(f)(2)(A) 
403 (a)(1) 

403(b)(1) 
72(t) 

1898(a)(3) 

1898(e)(2) 
1122 (d)(1) 

1122(cl)(2) 
1123(a) 

. 03 For Code sections listed in 
section 2. 02 above, even if the an- 
swer does not seem reasonably cer- 
tain the Employee Plans Technical 
and Actuarial Division (OP:E:EP) 
will entertain all ruling requests and 
do its best to issue a ruling. How- 
ever, the Service reserves in all cases 
the right not to rule when the issue 
cannot be properly resolved in ad- 
vance of regulations. 

. 04 When the Service has closed a 
regulations project (see, for example, 

TRA-86 
I RC SECTION(s) SECTIONS 

219(b)(3) 

7701(a)(46) 

1109(a) 

1137 

6659A 1138 

401(c)(6) 

408(m)(3) 

1143 

1144(a) 

Rev. Proc. 87-40 

SECTION I. PURPOSE 

As one step in the process of 
dealing more efficiently with the need 
for guidance occasioned primarily by 
the Tax Reform Act of 1986 (TRA), 
this revenue procedure provides, for 
specific Code sections, new condi- 
tions under which the Employee 
Plans Technical and Actuarial Divi- 
sion will consider requests for letter 
rulings pending the adoption of ei- 
ther temporary or final regulations. 
Under this procedure the Service will 
be able to issue some rulings that 
previously would have been precluded 

by the provisions of section 4. 04 of 
Rev. Proc. 83-36, 1983-1 C. B. 763. 

SEC. 2 PROCEDURE 

. 01 Section 4. 04 of Rev. Proc. 
83-36 is modified to provide that 
pending the adoption of final or 
temporary regulations, the Employee 
Plans Technical and Actuarial Divi- 

sion will consider ruling requests that 
involve issues within its jurisdiction 
where the answer seems reasonably 
certain, but not entirely free from 
doubt, without any showing that a 
business emergency exists or that an 
unusual hardship will result from 
failure to obtain a ruling. 

. 02 Section 4. 04 of Rev. Proc. 
83-36 is further modified to except 
from its conditions the following 
Code sections: 

SUBJECT 

Rollovers 

Eligible rollover distribution 
Taxation of distributions from 

qualified annuities 
Taxation of tax-sheltered annuities 
10trt'0 additional tax on early 

distributions 

the employee plans projects listed in 
IR 86-18 dated December 9, 1986) or 
does not intend to open a regulations 
project (see list below), the Employee 
Plans Technical and Actuarial Divi- 
sion will entertain all ruling requests 
unless the issue is covered by the no 
ruling provisions of Rev. Proc. 
83-36. The following is a par- 
tial list of TRA Code sections fot 
which a tentative decision has been 
made not to open a regulations 
project: 

SUBJECT 

Deduction Limits for a section 
501(c)(18) trust 

Requirement that the collective 
bargaining agreement be bona fide. 

Addition to tax for overstatement of 
pension liabilities. 

Fishermen treated as self-employed 
individuals. 

IRA's acquisition of certain gold & 
silver coins not treated as a 
distribution. 
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05. The appropriate Branch Chief 
in the Employee Plans Technical and 
Actuarial Division will discuss with 
taxpayers or their representatives 
whether a ruling concerning any 
Code section not listed in sections 
2. 02 and 2. 04 above can be issued. 

SEC. 3. EFFECT ON OTHER 
REVENUE PROCEDURES 

. 01 This revenue procedure does 
not deal with the determination letter 
program or issues which, pursuant to 
Section 3. 01 of Rev. Proc. 80-30, 
1980-1 C. B. 685 would ordinarily be 
the subject of a request for a deter- 
mination letter rather than a request 
for ruling. Notice 86-13, 1986-2 C. B. 
377, contains guidance regarding the 
extent to which the Service is cur- 
rently issuing determination letters on 
issues affected by TRA. 

. 02 Section 4. 04 of Rev. Proc. 
83-36 is modified. 

SEC. 4. EFFECTIVE DATE 

This revenue procedure is effective 
for requests received prior to August 
17, 1987, the date of its publication in 
the Internal Revenue Bulletin, as well 
as those received thereafter. 

26 CFR 601. 602: Tax forms and instrnctons. 

Rev. Proc. 87-41 

CONTENTS 

PART A. GENERAL 

SECTION 1. PURPOSE 
SECTION 2. NATURE OF 

CHANGES - CURRENT YEAR 
(TAX YEAR 1987) 

SECTION 3. APPLICATION 
FOR MAGNETIC MEDIA RE- 
PORTING AND REQUESTS 
FOR UNDUE HARDSHIP 
WAIVERS 

SECTION 4. FILING OF MAG- 

NETIC MEDIA REPORTS 
AND RETENTION REQUIRE- 
MENTS 

SECTION 5. FILING DATES 
SECTION 6. EXTENSIONS OF 

TIME TO FILE 
SECTION 7. PROCESSING OF 

MAGNETIC MEDIA RE- 
TURNS 

SECTION 8. HOW TO FILE 
CORRECTED RETURNS 

SECTION 9. TAXPAYER IDEN- 
TIFICATION NUMBERS 

SECTION 10. EFFECT ON PA- 
PER RETURNS 

SECTION 11. HOW TO CON- 

TACT THE IRS NATIONAL 
COMPUTER CENTER 

SECTION 12. COMBINED FED- 
ERAL/STATE FILING 

SECTION 13. DEFINITIONS OF 
TERMS 

SECTION 14. STATE AND 
COUNTRY ABBREVIATIONS 

PART B. SINGLE DENSITY 
DISKETTE SPECIFICATIONS 

SECTION 1. GENERAL 
SECTION 2. DISKETTE 

HEADER LABEL 
SECTION 3. PAYER/TRANS- 

MITTER "A" RECORD 
SECTION 4. PAYER/TRANS- 

MITTER "A" RECORD 
RECORD LAYOUT 

SECTION 5. PAYEE ''B'' 
RECORD - GENERAL INFOR- 
MATION FOR ALL FORMS 

SECTION 6. PAYEE ''B'' 
RECORD - FIELD DESCRIP- 
TIONS FOR SECTOR 1 

THROUGH 4 OF FORMS 1098, 
1099-DI V, 1099-G, 1099-IN T, 
1099-MISC, 1099-PATR, 
1099 — R, 5498 AND SECTOR 1 

THROUGH 3 OF FORMS 
1099-A, 1099-B, 1099-OID 
AND W-2G 

SECTION 7. PAYEE ''B'' 
RECORD - RECORD LAY- 
OUTS FOR SECTOR 1 

THROUGH 4 OF FORMS 1098, 
1099-DI V, 1099-G, 1099-INT, 
1099-MISC, 1099-PATR, 
1099-R, 5498 AND SECTOR 1 

THROUGH 3 OF FORMS 
1099-A, 1099-B, 1099-OID 
AND W-2G 

SECTION 8. PAYEE ''B'' 
RECORD - FIELD DESCRIP- 
TIONS AND RECORD LAY- 
OUT FOR SECTOR 4 OF 
FORM 1099-A 

SECTION 9. PAYEE ''B'' 
RECORD - FIELD DESCRIP- 
TIONS AND RECORD LAY- 
OUT FOR SECTOR 4 OF 
FORM 1099-B 

SECTION 10. PAYEE ''B" 
RECORD - FIELD DESCRIP- 
TIONS AND RECORD LAY- 
OUT FOR SECTOR 4 OF 
FORM 1099-OID 

SECTION 11. PAYEE ''B'' 
RECORD — FIELD DESCRIP- 
TIONS AND RECORD LAY- 
OUT FOR SECTOR 4 OF 
FORM W-2G 

SECTION 12. END OF PAYER 
"C" RECORD 

SECTION 13. STATE TOTALS 
"K" RECORD 

SECTION 14. END OF TRANS- 
MISSION "F" RECORD 

PART C. DOUBLE DENSITY 
DISKETTE SPECIFICATIONS 

SECTION 1. GENERAL 
SECTION 2. PAYER/TRANS- 

MITTER "A" RECORD 
SECTION 3. PAYER/TRANS- 

MITTER "A" RECORD 
RECORD LAYOUT 

SECTION 4. PAYEE ''B'' 
RECORD — GENERAL INFOR- 
MATION FOR ALL FORMS 

SECTION 5. PAYEE ''B'' 
RECORD — FIELD DESCRIP- 
TIONS FOR SECTOR 1 AND 2 
OF FORMS 1098, 1099-DIV, 
1099-G, 1099-INT, 1099-MISC, 
1099-PATR, 1099-R, 5498 AND 
SECTOR 1 OF FORMS 1099-A, 
1099-B, 1099 — OID AND W-2G 

SECTION 6. PAYEE ''B'' 
RECORD - RECORD LAY- 
OUTS FOR SECTOR 1 AND 2 
OF FORMS 1098, 1099-DI V, 
1099-G, 1099-INT, 1099-MISC, 
1099-PATR, 1099-R, 5498 AND 
SECTOR 1 OF FORMS 1099-A, 
1099-B, 1099-OID AND W-2G 

SECTION 7. PAYEE ''B'' 
RECORD - FIELD DESCRIP- 
TIONS AND RECORD LAY- 
OUT FOR SECTOR 2 OF 
FORM 1099-A 

SECTION 8. PAYEE ''B'' 
RECORD - FIELD DESCRIP- 
TIONS AND RECORD LAY- 
OUT FOR SECTOR 2 OF 
FORM 1099-B 

SECTION 9. PAYEE ''B'' 
RECORD - FIELD DESCRIP- 
TIONS AND RECORD LAY- 
OUT FOR SECTOR 2 OF 
FORM 1099-OID 

SECTION 10. PAYEE ''B'' 
RECORD FIELD DESCRIP- 
TIONS AND RECORD LAY- 
OUT FOR SECTOR 2 OF 
FORM W-2G 

SECTION 11. END OF PAYER "C" RECORD 
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SECTION 12. STATE TOTALS 
"K" RECORD 

SECTION 13. END OF TRANS- 
MISSION "F" RECORD 

NOTE: THIS REVENUE PROCE- 
DURE MAY ONLY BE USED TO 
PREPARE 8 INCH MAGNETIC 
DISKETTE SUBMISSIONS FOR 
TAX YEAR 1987 RETURNS. UP- 
DATED COPIES ARE PUBLISHED 
EACH YEAR. PLEASE READ 
THIS PUBLICATION CARE- 
FULLY. PERSONS REQUIRED TO 
FILE MAY BE SUBJECT TO PEN- 
ALTIES FOR FAILURE TO FOL- 
LOW THE INSTRUCTIONS IN 
THIS REVENUE PROCEDURE 
AND FOR FAILURE TO INCI UDE 
CORRECT INFORMATION ON A 
RETURN. A $5 PER DOCUMENT 
PENALTY MAY BE IMPOSED 
FOR THE OMISSION OF INFOR- 
MATION AS WELL AS FOR THE 
INCLUSION OF INCORRECT IN- 
FORMATION. THE MAXIMUM 
PENALTY IS $20, 000. (THERE IS 
NO MAXIMUM FOR CERTAIN 
INTEREST OR DIVIDEND RE- 
TURNS OR STATEMENTS. ) YOU 
MAY ALSO BE SUB JECT TO 
PENALTIES OF $50 PER DOCU- 
MENT FOR EACH DOCUMENT 
SUBMITTED WITHOUT A TAX- 
PAYER IDENTIFICATION NUM- 
BER (TIN) OR WITH AN INCOR- 
RECT TIN. AN ADDITIONAL $50 
PENALTY PER DOCUMENT MAY 
BE IMPOSED FOR EACH DOCU- 
MENT NOT SUBMITTED ON 
MAGNETIC MEDIA IF YOU ARE 
REQUIRED TO FILE THIS WAY 
OR IF YOU FILE LATE. THE 
MAXIMUM PENALTY IS $100, 000 
PER CALENDAR YEAR. (THERE 
IS NO MAXIMUM FOR FORMS 
1099-INT, 1099-DI V, 1099-OI D, 
1099-PATR, 5498 OR IF THE 
FAILURE TO FILE IS DUE TO 
INTENTIONAL DISREGARD OF 
THE FILING AND CORRECT IN- 
FORMATION REQUIREMENTS. ) 
IF A $50 PENALTY IS IMPOSED, 
THE $5 PENALTY WILL NOT BE 
APPLIED FOR THE SAME RE- 
TURN. IRS STRONGLY ENCOUR- 
AGES FILERS TO REVIEW THEIR 
DATA FOR ACCURACY BEFORE 
SUBMISSION TO PREVENT ER- 
RONEOUS NOTICES BEING 
MAILED TO PERSONS FOR 
WHOM REPORTS ARE FILED. 

PART A. — GENERAL 

SECTION 1. PURPOSE 

. 01 The purpose of this revenue 
procedure is to provide the require- 
ments and conditions for filing infor- 
mation return Forms 1098, 1099, 
5498, and W-2G on 8-inch magnetic 
diskette. Other revenue procedures 
provide instructions for filing on 
magnetic tape [Rev. Proc. 87-36, 
page 456, this Bulletin, 5 I/4-inch 
magnetic diskette, and on Burroughs 
mini-disk. THIS REVENUE PROCE- 
DURE IS TO BE USED FOR THE 
PREPARA TION OF TAX' YEAR 
1987 INFORMA TION RETURNS 
ONLY. THIS PROCEDURE IS UP- 
DATED YEARLY TO REFLECT 
NECESSARY CHANGES. PLEASE 
READ THIS PUBLICATION 
CAREFULLY. Specifications for fil- 
ing the following forms are contained 
in this procedure: 

(a) Form 1098, Mortgage Interest 
Statement. 

(b) Form 1099-A, Information Re- 
turn for Acquisition or Abandonment 
of Secured Property. 

(c) Form 1099-B, Statement for 
Recipients of Proceeds From Real 
Estate, Broker, and Barter Exchange 
Transactions. 

(d) Form 1099-DIV, Statement for 
Recipients of Dividends and Distribu- 
tions. 

(e) Form 1099-G, Statement for 
Recipients of Certain Government 
Payments. 

(f) Form 1099-INT, Statement for 
Recipients of Interest Income. 

(g) Form 1099-MISC, Statement 
for Recipients of Miscellaneous In- 
come. 

(h) Form 1099-OID, Statement for 
Recipients of Original Issue Discount. 

(i) Form 1099-PATR, Statement 
for Recipients (Patrons) of Taxable 
Distributions Received From Cooper- 
atives. 

(j) Form 1099-R, Statement for 
Recipients of Total Distributions 
From Profit-Sharing, Retirement 
Plans, Individual Retirement Ar- 
rangements, Insurance Contracts, 
Etc. 

(k) Form 5498, Individual Retire- 
ment Arrangement Information. 

(1) Form W-2G, Statement for Re- 
cipients of Certain Gambling Win- 
nings. 

Specifications for filing Forms 
1042S, 6248, 8027, W-2, and W-2P 
are contained in separate pub»ca- 
tions. 

. 02 All filing requirements that fol- 
low apply individually to each report- 
ing entity as defined by its separate 
TIN (Social Security Number or Em- 

ployer Identification Number). For 
example, if you are a corporation 
with several branches or locations 
and each uses the same EIN, you 
must aggregate the total volume of 
returns to be filed for that EIN and 

apply the filing requirements for each 

type of return accordingly. 
Section 1. 6045-1(1) of the Income 

Tax Regulations requires brokers and 
barter exchanges to use magnetic me- 

dia to report ALL Form 1099-B data 
with the exception of real estate 
transactions to IRS. For real estate 
transactions, magnetic media filing is 

required if 250 or more Forms 
1099-B must be filed. THESE RE- 
QUIREMENTS APPL Y SEPA- 
RA TEL Y TO BOTH ORIGINAL 
AND CORRECTED RETURNS. 

Section 6011(e) of the Internal 
Revenue Code and the regulations 
thereunder requires any person, in- 

cluding corporations, partnerships, 
individuals, estates and trusts, who 
must file, or who was required to file 
for the prior year, more than 50 
information returns in the aggregate 
for payments of interest (Forms 
1099-INT and 1099-OID), dividends 
(Form 1099-DIV), or patronage divi- 

dends (Form 1099-PATR), for any 
calendar year, must file such returns 
on magnetic media. For example, if 
you must file 30 Forms 1099-DIV 
and 25 Forms 1099-INT, filing on 
magnetic media is required. THIS 
REQUIREMENT APPLIES SEPA- 
RA TEL Y TO BOTH ORIGINAL 
AND CORRECTED RETURNS. 

In addition, for returns filed in 
1988 (for tax year 1987), magnetic 
media reporting is required if you are 
required to file, or were required to 
file for the prior year, 250 or more 
o f each o f the following forms: 
Forms W-2, W-2P, W-2G, 1098, 
1099-A, 1099-G, 1099-MISC, 
1099-R, 5498, 1042S, 6248, and 
8027. THIS REQUIREMENT AP- 
PLIES SEPARA TEL Y TO BOTH 
ORIGINAL AND CORREC TED 
RETURNS. For example, if you file 
300 1099-MISC returns and later file 
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50 corrections for Forms 1099-MISC, 
only the original 300 returns would 
be required to be filed on magnetic 
media. The 50 corrections could be 
filed on paper since there are less 
than 250 to be filed. To determine 
the number of forms you are re- 
quired to file, or were required to file 
for the prior year, on magnetic me- 
dia, count each type of form sepa- 
rately. For example, if you must file 
450 Forms 1098 and 100 Forms 
1099-A, the 450 Forms 1098 must be 
filed on magnetic media; however, 
you are not required to file the 100 
Forms 1099-A on magnetic media. 
All Forms 1099-B are required to be 
filed on magnetic media with the 
exception of real estate transactions. 
For 1099-B real estate transactions, 
magnetic media filing is required if 
250 or more Forms 1099-B must be 
filed. Forms W-2 and W-2P are 
filed with the Social Security Admin- 
istration (SSA), NOT Internal Reve- 
nue Service (IRS). These require- 
ments shall not apply if you establish 
that it will cause you undue hard- 
ship. Refer to Part A, Sec. 3. 

. 03 This procedure also provides 
the requirements and specifications 
for diskette filing under the Com- 
bined Federal/State Filing Program. 
Refer to Part A, Sec. 12. 

. 04 The following revenue proce- 
dures and publications provide more 
detailed filing procedures for certain 
information returns: 

(a) 1987 "Instructions for Forms 
1099, 1098, 5498, 1096, and W-2G, " 
provide further information on filing 
returns with IRS. These instructions 
are available at IRS offices and are 
included in the magnetic media re- 
porting packages mailed to filers on 
this program each year. 

(b) 1987 "Instructions for Report- 
ing Real Estate Transactions on 
Form 1099-B" which is available at 
IRS offices. 

(c) Rev. Proc. 84-24, 1984-1 C. B. 
465, or other current revenue proce- 
dures, regarding preparation of trans- 
mittal documents (Forms 1096 and 
4804) for information returns. 

(d) Rev. Proc. 84-33, 1984-1 C. B. 
502, or other current revenue proce- 
dures, regarding the optional method 
for agents to report and deposit 
backup withholding. 

(e) Publication 1179, Specifications 
for Paper Document Reporting and 

Paper Substitutes for Forms 1096, 
1098, 1099, 5498, and W-2G. 

. 05 This procedure supersedes the 

following revenue procedure: Rev. 
Proc. 86-34, 1986-2 C. B. 434, also 
published in Publication 1255 (Rev. 
8-86), Requirements and Conditions 
for Filing Information Returns in the 
Forms 1098, 1099, 5498, and W-2G 
Series on 8 Inch Magnetic Diskette. 

. 06 Refer to Part A, Sec. 13 for 
definitions of terms used in this 

publication. 

SEC. 2. NATURE OF CHANGES- 
CURRENT YEAR (TAX YEAR 1987) 

. 01 Numerous editorial changes 
have been made to the publication. 
The following changes must be incor- 
porated into your program for tax 
year 1987. 

. 02 GENERAL CHANGES ARE 
AS FOLLOWS: 

(a) The note on the cover was 
revised to indicate changes to the 
maximum penalty per calendar year 
and to alert filers that penalties may 
be assessed for failure to include 
correct information. 

(b) Information returns can no 
longer be filed on cassette. 

(c) If you were required to file on 
magnetic media for tax year 1986, 
you are also required to file on 
magnetic media for tax year 1987. 

(d) The title of Form 1099-B has 
been changed to include real estate 
transactions. For a real estate trans- 
action closing after 1986, proceeds of 
certain sales must be reported on 
Form 1099-B. For more information 
on this new reporting requirement, 
refer to the 1987 "Instructions for 
Reporting Real Estate Transactions 
on Form 1099-B. " All Forms 1099-B 
are required to be filed on magnetic 
media with the exception of real 
estate transactions. For real estate 
transactions, if 250 or more returns 
are to filed on Form 1099-B, they 
must be filed on magnetic media. 

(e) A note was added to Part A, 
Sec. 1. 02 concerning the magnetic 
media filing requirements as they 
apply to each TIN (SSN or EIN). 

(f) References to Forms W-2 and 
W-2P have been deleted from several 
sections in the revenue procedure 
since these forms are filed with SSA. 

(g) Additional information con- 
cerning the application Form 4419 
has been added to Part A, Sec. 3. 01. 

(h) Filers are no longer required to 
submit a hardcopy printout or dump 
of their files except when submitting 
a "test" file after December 15. 

(i) All test files must be submitted 
between October 1 and December 15. 
Only a hardcopy printout test will be 
accepted after December 15 and it 
must be postmarked by January 15, 
1988. 

(j) Part A, Sec. 3. 05 instructs filers 
to submit separate application Forms 
4419 if they submit two types of 
magnetic media. 

(k) Transmitters may request waiv- 
ers on behalf of persons required to 
file on magnetic media if all informa- 
tion requested on Form 8508 is pro- 
vided for each payer and each type 
of information return. Refer to Part 
A, Sec. 3. 08. 

(I) Filers are instructed in Part A, 
Sec. 7. 01 to open all files returned to 
them as soon as they are received. In 
some cases, files are returned due to 
errors and must be corrected and 
returned to IRS within 30 days of 
your receipt. 

(m) Part A, Sec. 8 has been re- 
vised in its entirety to delete instruc- 
tions concerning filing corrected re- 
turns on paper forms. This 
information is available in the 1987 
"Instructions for Forms 1099, 1098, 
5498, 1096, and W-2G. " 

(n) The chart in Part A, Sec. 8. 10 
has been changed to indicate that 
two transactions are required to cor- 
rect a Payee TIN. 

(o) Information concerning penal- 
ties has been revised in Part A, Sec. 
9. 

(p) Part A, Sec. 10 has been re- 
vised in its entirety to update infor- 
mation concerning machine scannable 
forms and statements provided to the 
payee. 

(q) To contact the IRS National 
Computer Center by telephone, calls 
must be placed between 8:30 A. M. 
and 6:30 P. M. Eastern Time Zone. 
Part A, Sec. 11 has been updated to 
reflect the new hours. 

(r) Part A, Sec. 12. 02 includes a 
note to filers requesting approval to 
participate in the Combined Federal/ 
State Program. When "test" files are 
submitted for this program, attach a 
letter to the Form 4804 submitted 
with the "test" which indicates that 
you wish to participate. 

(s) The dollar criteria in Table 2 of 
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Part A, Sec. 12 has been changed. 
For the state of New York, Form 
1099-PATR must now be reported if 
the amount is $600. 00 or greater. 
The dollar criteria for Forms 1099-R, 
1099-DI V, 1099-INT, and 1099— 
PATR has been increased for the 
state of Wisconsin to $600. 00. For 
the state of Minnesota, all Forms 
5498 must now be reported. 

(t) A definition has been added to 
Part A, Sec. 13 for PS58 Costs. 

(u) Part A, Sec. 14 has been re- 
vised to include new instructions in 
the usage of foreign country codes. 

(v) Several notes have been added 
to the revenue procedure to instruct 
filers that there have been changes to 
the record length. 

(w) Diskettes should be clearly 
marked as to whether they are single 
sided/ 
single density or double sided/double 
density diskettes and preferably the 
entire file should contain either all 
single sided/single density or all dou- 
ble sided/double density disket tes. 

(x) The Data Set Name in the 
Diskette Header Label MUST begin 
with an alphabetic character and con- 
sist of only alphabetic or numeric 
characters. 

(y) The Next Available Data Posi- 
tion in the Diskette Header Label 
should contain the address of the 
next available position afer End of 

' Data. 
(z) The diskette header label must 

be located on track 0, sector 8. 
. 03 THE FOLLOWING 

CHANGES HAVE BEEN MADE 
TO THE PAYER/TRANSMITTER 
"A" RECORD: 

(a) Diskette positions 3 and 4 of 
the "A" Record now represent the 
payment year. 

(b) Diskette positions 5 through 7 
now represent the Diskette Sequence 
Number. You may enter the sequence 
of the diskettes incremented by 1 for 
each diskette in the file or you may 
enter blanks or zeros. IRS bypasses 
this sequence check. You must indi- 
cate the proper sequence on the ex- 
ternal label Form 5064. 

(c) A Payer Name Control has 
been added to the "A" Record. 

(d) The Amount Indicators now 
appear in positions 24-32. Wherever 
possible, these codes have been 
changed to agree with the box num- 
bers on paper forms. 

(e) Form 1099-B now includes real 

estate transactions. Amount Code "1" has been added for reporting 
gross proceeds from real estate. Refer 
to the 1987 "Instructions for Report- 
ing Real Estate Transactions on 
Form 1099-B" for information on 
this new reporting requirement. 

(f) Form 1099-DIV has been re- 
vised considerably for tax year 1987. 
Dividends qualifying and dividends 
not qualifying for exclusion have 
been eliminated. Amount Code "2" 
now represents "Investment expenses 
included in Amount Code 1. " 
Amount Code "3" is now "Capital 
gain distributions. " Amount Code "5" is "Nontaxable distributions (if 
determinable)" and Amount Code "6" is "Foreign tax paid. " 

(g) The Amount Codes for Form 
1099-INT have also changed for tax 
year 1987. Amount Code "2" repre- 
sents "Early withdrawal penalty. " 
"U. S. Savings Bonds" are now 
Amount Code "3. " Amount Code "4" is "Federal income tax with- 
held, " and Amount Code "5" is 
"Foreign tax paid (if eligible for 
foreign tax credit). " 

(h) Two changes have been made 
to the Amount Codes for Form 
1099-MISC. Amount Code "8" is 
now "Substitute payments in lieu of 
dividends or interest, " and Amount 
Code "9" is the "Direct sales indica- 
tor. " Royalty payments must now be 
reported in Amount Code "2" if 
they total $10 or more. The old 
reporting requirement was $600 or 
more. 

(i) The title of Amount Code "3" 
for Form 1099-OID is now "Early 
withdrawal penalty. " 

(j) Two changes have been made 
to the Amount Codes for Form 
1099-R. Amount Code "6" is now 
"Net unrealized appreciation in em- 
ployer's securities" and Amount 
Code "8" is "IRA or SEP distribu- 
tions. " For distributions of qualified 
deductible voluntary employee contri- 
butions (DECs) made in 1987 and 
later years, do not report the distri- 
butions in Amount Code "8" as you 
have in the past. Rather, report these 
in Amount Codes "1" and "3. " 
Only IRAs and SEPs are to be 
reported in Amount Code "8. " 

(k) The Amount Codes for Form 
5498 have also changed considerably. 
Amount Code "1" is "Regular IRA 
contributions made in 1987 and 1988 
for 1987, " Amount Code "2" is 

"Rollover IRA contributions 
Amount Code "3" is "Life insurance 
cost included in code 1, " Amount 
Code "4" is "Fair market value 
account. " The Amount Code 
reporting contributions to an 
has been eliminated. Only the value 
of the account is to be reported in 
Amount Code "4" for SEPs. Do not 
report employer contributions to an 
SEP on Form 5498. Also, DECs can 
no longer be made; therefore, they 
have been eliminated from the 
Amount Codes. A new Amount 
Code for the value of the account 
has been added. Trustees and issuers 
of IRAs and SEPs should use this 
Amount Code to report the value of 
the accounts in existence during the 
year, even if no contributions were 
made during the year. 

(1) A Foreign Corporation Indica- 
tor has been added to the "A" 
Record for payers who are foreign 
corporations. 

(m) It is no longer necessary to 
indicate the "A" and "B" Record 
lengths in the "A" Record. 

(n) The Second Payer Name Line 
is now 40 positions in length. 

(o) The record formats have 
changed considerably this year. 
Please review these formats as you 
develop your records. 

(p) Record layouts have been in- 

cluded to assist you in developing the 
"A" Record. 

. 04 THE FOLLOWING 
CHANGES HAVE BEEN MADE 
TO THE PAYEE "B" RECORD: 

(a) A note has been added to Part 
B, Sec. 2 indicating that files consist- 
ing of multiple diskettes must contain 
a "C" in the Multi-Volume indicator 
of the diskette header label. 

(b) Information has been added to 
the Document Specific Code, De- 
scription and Remarks section for 
DEC distributions reported on Form 
1099-R. 

(c) The Direct Sales Indicator in 
the Document Specific Code of the 
Payee "B" Record for Form 1099- 
MISC has been eliminated. 

(d) For tax year 1987, a new indi- 
cator has been added to the Docu- 
ment Specific Code for Form 
1099-MISC to report crop insurance 
proceeds. Diskette position 5 of the "B" Record will be used to indicate 
that the amount being reported for 
Amount Code "7, " "Nonemployee 
compensation, " represents crop in 
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surance proceeds. 
(e) The Payer's Account Number 

for Payee field length has been in- 
creased from 10 to 20 positions. 

(f) The payment amount fields are 
no longer variable, All payment 
amounts are indicated as being used. 
For payment amounts where no 
amount is to be reported, you will 
enter zeros. For example, if you are 
indicating Amount Codes 2, 4, and 7 
as being used in the "A" Record, 
positions 24 through 32 of Sector 1 

of the "A" Record will be 
"247bbbbbb". The "B" Record will 
have zeros in Payment Amounts 1, 3, 
5, 6, 8, and 9. Payment Amounts 2, 
4, and 7 will reflect the dollar 
amount to be reported. All money 
amounts must be reported in U. S. 
dollars. 

(g) If you are reporting for a 
payee in a foreign country, enter a "1" in the Foreign Country Indicator 
field. This is now a separate field 
and appears before the First Payee 
Name Line in the Payee "B" 
Record. A "1" in this field will 
allow any format for the Payee Ad- 
dress, City, State and ZIP Code. For 
foreign addresses, you are not re- 
quired to use the foreign country 
codes provided in the revenue proce- 
dure. You may spell out or abbrevi- 
ate the foreign country. This free 
format is only allowable for foreign 
addresses. U. S. addresses must utilize 
the 2 position state codes provided in 
Part A, Sec. 14. 

(h) The Special Data Entries field 
is. now a fixed length and will only 
vary depending on the type of return 
being reported. IRS does not utilize 
the information in this field. It may 
be used for state reporting require- 
ments or for the filer's own pur- 
poses. 

(i) Negative amounts must not be 
reported for Bartering transactions 
on Form 1099-B. 

(j) A Principal Residence Indicator 
has been added to Form 1099-B for 
real estate transactions; however, this 
indicator is not required to be used 
for 1987. 

(k) The Date of Sale field, Form 
1099-B, may also represent a Closing 
Date for real estate transactions. 

(I) The Cusip Number field for 
Form 1099-B has been increased 
from 8 to 15 positions. 

(m) The record formats have 
changed considerably this year. 

Please review these formats as you 
develop your records. 

(n) Record layouts have been in- 

cluded in the revenue procedure to 
assist you in developing these 
records. 

. 05 THE FOLLOWING 
CHANGES HAVE BEEN MADE 
TO THE "C, " "K%" AND "F" 
RECORDS: 

(a) The record formats have 
changed considerably this year. 
Please review these formats as you 
develop your records. 

(b) Record layouts have been in- 

cluded in the revenue procedure to 
assist you in developing these 
records. 

SEC. 3. APPLICATION FOR 
MAGNETIC MEDIA REPORTING 
AND REQUESTS FOR UNDUE 
HARDSHIP WAIVERS 

. 01 For purposes of this revenue 
procedure, the PAYER includes the 
person making payments, a recipient 
of mortgage interest payments, a bro- 
ker, a barter exchange, a real estate 
broker, a trustee or issuer of an IRA 
or SEP, or a lender who acquires an 
interest in secured property or who 
has reason to know that the property 
has been abandoned. The TRANS- 
MITTER is the organization prepar- 
ing the magnetic diskette file. The 
payer and transmitter may be the 
same organization. Payers or their 
transmitters are required to complete 
Form 4419, Application for Magnetic 
Media Reporting of Information Re- 
turns. A single Form 4419 should be 
filed no matter how many types of 
returns the payer or transmitter will 
be submitting. For example, if you 
plan to file Forms 1099-INT and 
Forms 1099-DIV on magnetic media, 
submit one Form 4419. If you later 
wish to file another type of return on 
magnetic media in the Form 1099, 
1098, 5498, or W-2G series, it is not 
necessary to submit a new Form 
4419. 

If you plan to file for multiple 
payers, IRS encourages filers to sub- 
mit one application and to use one 
Transmitter Control Code for all 
payers. Include a list of all payers 
and their TINs with the Form 4419. 
If you file for additional payers in 
later years, you may simply notify 
IRS in writing providing the addi- 
tional names and TINs. Do not sub- 

mit a new application for these addi- 
tional payers. 

Copies of Form 4419, for your 
use, are included in this publication. 
Requests for additional information 
or forms related to magnetic media 
processing should be addressed to the 
IRS National Computer Center. The 
address is listed in Part A, Sec. 11. 

. 02 Application Form 4419 should 
be filed with the IRS National Com- 
puter Center before "test" files are 
submitted. (" Test" files must be sub- 
mitted between October 1 and De- 
cember 15 each year. ) IRS will act on 
an application and notify the appli- 
cant, in writing, of authorization to 
file. A five character alpha/numeric 
Transmitter Control Code will be 
assigned and included in an 
acknowledgement letter. Magnetic 
diskette returns may not be filed with 
IRS until the application has been 
approved and a Transmitter Control 
Code assigned. Do not enter blanks 
in the "A" Record Transmitter Con- 
trol Code field; enter the five charac- 
ter alpha/numeric Transmitter Con- 
trol Code that is assigned to you by 
IRS after you have filed an applica- 
tion and it has been approved. 

. 03 After you have received ap- 
proval to file on magnetic media, 
you do not need to reapply each 
year; however, notify IRS in writing 
if: 

(a) there are hardware or software 
changes that would affect the charac- 
teristics of the magnetic media sub- 
mission (e. g. , changing from diskette 
to tape filing or vice versa, or report- 
ing using more than one type of 
magnetic media), a new Transmitter 
Control Code may be necessary or, 

(b) you discontinue filing on mag- 
netic media for a year (your five 
character alpha/numeric Transmitter 
Control Code may be reassigned). 

If either of these conditions apply 
to you, you should contact IRS for 
clarification. In ALL correspondence, 
refer to your current five character 
alpha/numeric Transmitter Control 
Code to assist IRS in locating your 
files. 

. 04 IRS will assist new filers with 
their intial magnetic diskette submis- 
sion by reviewing "test" files submit- 
ted in advance of the filing season. 
The "test" data should be actual 
data for the "A" Records, not ficti- 
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tious information. Approved payers 
or transmitters should submit "test" 
files to the IRS National Computer 
Center. You MUST submit a "test" 
file in order to participate in the 
Combined Federal/State Program; 
however, you are encouraged to sub- 
mit "test" files if you are a new filer 
on magnetic media. All "test" files 
must be submitted between October 1 

and December 15 each year. Refer to 
Part A, Sec. 11 for the address. Do 
not submit "test" files after Decem- 
ber 15. If you are unable to submit 
your "test" file by this date, you 
may only send a sample hardcopy 
printout or diskette dump that shows 
a sample of each type of record (A, 
B, C, K, and F) used to the IRS 
National Computer Center. This sam- 
ple hardcopy printout must be post- 
marked by January 15, 1988. Clearly 
mark the hardcopy printout or dis- 
kette dump as "TEST DATA, " and 
include identifying information such 
as name, address, and telephone 
number of someone familiar with the 
"test" print or diskette dump who 
may be contacted to discuss its ac- 
ceptability. With all "test" data, in- 
clude a transmittal Form 4804, 4802 
or computer generated substitute 
marked as "TEST DATA" that iden- 
tifies your five character alpha/nu- 
meric Transmitter Control Code and 
total record and money amounts. 
The transmittal Form 4804 and 4802 
were updated in tax year 1986. Agen- 
cies who produce a computer gener- 
ated substitute must include the addi- 
tional information required on these 
forms. The Form 4804 includes a 
checkbox 1 to indicate the type of 
file (e. g. , original, correction, re- 
placement, test). The "test" data 
must be coded according to the cur- 
rent revenue procedure. 

. 05 If your magnetic media files 
have been prepared for you in the 
past by a service agency, and you 
now have computer equipment com- 
patible with that of IRS and wish to 
prepare your own files, you must 
request your own five character al- 
pha/numeric Transmitter Control 
Code by filing an application, Form 
4419, as described above. If you 
should happen to file on two types of 
magnetic media (e. g. , tape and 8-inch 
diskette), you must submit two appli- 
cations. IRS assigns different Trans- 
mitter Control Codes to each type of 
magnetic media. This ensures that 

IRS will provide the proper revenue 
procedure to filers each year. 

. 06 If you as an individual or 
organization are an approved filer on 
magnetic media and you change the 
name of your organization, please 
notify the IRS National Computer 
Center, in writing, so that your file 
may be updated to reflect the prop- 
er name. 

. 07 In accordance with section 
1. 6041-7(b) of the Income Tax Regu- 
lations, payments to providers of 
medical and health care services from 
separate departments of a health care 
carrier may be reported as separate 
returns on magnetic media. In this 
case, the headquarters office will be 
considered to be the transmitter, and 
the individual departments of the 
company filing reports will be consid- 
ered to be payers. A single applica- 
tion form covering ail the depart- 
ments that will be filing on magnetic 
diskette should be submitted. One 
five character alpha/numeric Trans- 
mitter Control Code may be used for 
all departments. 

. 08 Any person required to file 
original or corrected returns on mag- 
netic media may request a waiver 
from the filing requirements by sub- 
mitting Form 8508, Request for 
Waiver From Filing Information Re- 
turns on Magnetic Media, with the 
IRS National Computer Center if 
filing on magnetic media would cre- 
ate an undue hardship. A SEPA- 
RATE FORM 8508 MUST BE SUB- 
MITTED FOR EACH PAYER AND 
FOR EACH TYPE OF RETURN. It 
is not acceptable to submit a list of 
payers. You must submit a separate 
Form 8508 for each payer and each 
type of return. You must specify the 
specific type of return, e, g. , 1099- 
DIV. If you only indicate that the 
waiver request is for 1099, the waiver 
will be denied. Transmitters may file 
Form 8508 for persons required to 
file on magnetic media if all informa- 
tion requested on Form 8508 is pro- 
vided for each payer and each type 
of information return and if the 
payer or transmitter signs the request 
attesting that all information is true, 
correct, and complete. Requests for 
waivers for Forms W-2 and W-2P 
are due by June 30 for the tax year 
requested. For all other returns re- 
quired to be filed on magnetic media, 
waiver requests must be filed at least 
90 days before the returns are due. 

This waiver, if approved will only 
provide exemption from magnetic 
media filing for one tax year. Filers 
may not apply for a waiver for more 
than one tax year at a time. You 
must reapply each year that a waiver 
is necessary. Copies of Form 8508 
are included in this publication and 
may be obtained from the IRS Na- 
tional Computer Center and other 
IRS offices. See Part A, Sec. 11 for 
the address of the IRS National 
Computer Center. 

. 09 Section 1. 6045-1(1) of the In- 
come Tax Regulations requires bro- 
kers and barter exchanges to use 
magnetic media in reporting to IRS 
ALL Form 1099-B data with the 
exception of real estate transactions. 
THIS REQUIREMENT APPLIES 
SEPARA TEL Y TO BOTH ORIGI- 

NALL 

AND CORREC TED RE- 
TURNS. GENERALLY NEW bro- 
kers and NEW barter exchanges may 
request an undue hardship exemption 
by filing a request for waiver with 
the IRS National Computer Center 
by the end of the second month 
following the month in which they 
became a broker or barter exchange. 

, 10 All requests for magnetic me- 

dia related undue harship exemptions 
must be submitted to the IRS Na- 
tional Computer Center at least 90 
days before the due date of the 
return except as stated in Sec. 3. 09. 
All magnetic media related undue 
hardship requests for Forms W-2 
and W-2P are to be filed with the 
IRS National Computer Center, not 
SSA, and must be filed by June 30 
for the tax year requested. Refer to 
Part A, Sec. 11 for the address. 

. 11 If you request a waiver from 
filing on magnetic media and it is 
approved, do not send a copy of the 
approved waiver to the service center 
where you file your paper returns. 
Keep the waiver for your records. Do 
not staple, paperclip or use 
rubberbands on any scannable forms. 
Paper information returns are read 
by an optical scanner (OCR) at the 
service centers 

. 12 Waivers are granted on a case- 
by-case basis and may be approved 
at the discretion of the IRS National 
Computer Center. 

. 13 If you are required to file on 
magnetic media but fail to do so, 
and you do not have an approved 
waiver on record, you may be subject 
to a failure to file penalty. Refer to 
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Part A, Sec. 4. 01. 
. 14 An approved waiver from fil- 

ing information returns on magnetic 
media does not provide exemption 
from filing; you MUST still file your 
information returns on acceptable pa- 
per forms. 

. 15 A magnetic media reporting 
package, which includes all the neces- 
sary transmittals, labels, and instruc- 
tions, will be mailed to the last 
known address of all approved filers 
each year. 

SEC. 4. FILING OF MAGNETIC 
MEDIA REPORTS AND RETENTION 
REQUIREMENTS 

. 01 If you do not file your returns 
on time, you may be subject to a $50 
per document failure to file penalty. 
If you file without following the 
instructions in this revenue proce- 
dure, you may also be subject to a 
$50 per document failure to file 
penalty, The maximum penalty is 
$100, 000 per calendar year. However, 
there is no maximum penalty for 
returns of 1099-INT, 1099-OID, 
1099-DIV, 1099-PATR, 5498 or if 
the failure to file is due to intentional 
disregard of the filing requirements. 

. 02 Generally, you are now subject 
to a $50 penalty for each failure to 
include the payee's correct TIN on 
an interest or dividend (1099-INT, 
1099-DIV, 1099-OID, 1099 — PATR) 
information return unless the payer 
can demonstrate that the payer met 
the due diligence requirements. Refer 
to Part A, Sec. 9. For the definitions 
of payer and payee see Part A, Sec. 
13. 

. 03 Rev. Proc. 84-24, 1984-1 C. B. 
465, or other current revenue proce- 
dures gives detailed information on 
preparing transmittal documents 
(Forms 1096 and 4804) for informa- 
tion returns and is available at IRS 
offices. Specific guidelines are g. 'ven 

on how to report the payer's name, 
address, and TIN on transmittal doc- 
uments and information returns. In- 
structions for multiple transmittals 
and the submission of transmittals by 
service bureaus or agents are also 
covered. 

. 04 Form 4804, Transmittal of In- 
formation Returns Reported on Mag- 

netic Media, must accompany mag- 

netic diskette submissions. If you file 

for multiple payers and have the 
authority to sign the affidavit on 
Form 4804, you should also submit 

Form 4802, Transmittal for Multiple 
Magnetic Media Reporting. Be sure 
to include Form 4804, 4802 or com- 

puter generated substitute with your 
diskette shipment. DO NOT MAIL 
THE DISKETTES AND THE 
TRA NSMI T TA L DOC UMEN TS 
SEPARATELY. IRS encourages the 
use of a computer generated Form 
4804 which includes all necessary 
information requested on the current 
form. 

Paper information returns must be 
transmitted to the appropriate service 
center using Form 1096, Annual 
Summary and Transmittal of U. S. 
Information Returns. Do not send 
information returns filed on paper 
forms to the IRS National Computer 
Center. 

. 05 The affidavit for Form 4804 
should be signed by the payer; how- 
ever, the transmitter, service bureau, 
paying agent, or disbursing agent (all 
hereafter referred to as agent), may 
sign the affidavit on behalf of the 
payer if the conditions in (a), (b)(i) 
or (b)(ii), and (c) are met: 

(a) The agent has the authority to 
sign the affidavit under an agency 
agreement (either oral, written, or 
implied) that is valid under the state 
law. 

(b)(i) The agent has the responsi- 
bility (either oral, written or implied) 
conferred on it by the payer to 
request the TINs of payees (or others 
for whom information is being re- 
ported), OR 

(ii) If the return of more than one 
payer is included in a single magnetic 
media submission, covered by a sin- 
gle Form 4804, each payer has at- 
tested by affidavit to the agent that 
the payer has complied with the law 
in attempting to secure correct TINs. 

(c) The agent signs the affidavit 
and adds the caption "For: (name of 
payer). " 

. 06 Although a duly authorized 
agent signs the affidavit, the payer is 
held responsible for the accuracy of 
the Form 4804, and the payer will be 
liable for penalties for failure to 
comply with filing requirements. 

. 07 DO NOT REPORT THE 
SAME INFORMATION ON PAPER 
FORMS THAT YOU REPORT ON 
MAGNETIC MEDIA. IF YOU RE- 
PORT PART OF YOUR RETURNS 
ON PAPER AND PART ON MAG- 
NETIC MEDIA, BE SURE THAT 

DUPLICATE RETURNS, WITH 
THE SAME INFORMATION, ARE 
NOT INCLUDED ON BOTH. This 
does not mean that corrected docu- 
ments are not to be filed. If a return 
has been prepared and submitted 
improperly, you must file a corrected 
return as soon as possible. Refer to 
Part A, Sec. 8 for requirements and 
instructions on filing corrected re- 
turns. 

. 08 Reports from different 
branches or locations for one payer, 
if submitted on the same file, MUST 
be consolidated under one 
Payer/Transmitter "A" Record for 
each type of information return. For 
example, all Forms 1099 — INT for 
the same payer on a single file must 
be sorted together under one 
Payer/Transmitter "A" Record fol- 
lowed by the appropriate "B" 
Records and one "C" Record. 

. 09 Before submitting magnetic 
media files, include the following: 

(a) A signed Form 4804 or com- 
puter generated substitute. 

(b) A Form 4802 if you transmit 
for multiple payers and have the 
authority to sign the affidavit on 
Form 4804, 

(c) The magnetic media with an 
external identifying label as described 
in Part B, Sec. 1. Be sure to include 
the proper sequence on this label. 

(d) On the outside of the shipping 
container, include a Form 4801 or a 
substitute for the form which reads 
"DELIVER UNOPENED TO TAPE 
LIBRARY — MAGNETIC MEDIA 
REPORTING - BOX of 

If there is only one con- 
tainer, mark the outside as Box I of 
I. For multiple containers, include 
the sequence (e. g. , Box l of 33, 2 of 
33, etc. ). 

(e) If you werre granted an exten- 
sion, include a copy of the approval 
letter with the magnetic media ship- 
ment. 

. 10 IRS will not pay or accept 
"Collect on Delivery" or "Charged 
to IRS" shipments of reportable tax 
information that an individual or 
organization is legally required to 
submit. 

. 11 Files may be returned to you 
due to coding or format errors. 
These are to be corrected and re- 
turned to IRS within 30 days of your 
receipt or the payer may be subject 
to a failure to file penalty. If you are 
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unable to return the file within 30 
days, request an extension of time. 

. 12 Payers are required to retain a 
copy of the information returns filed 
with IRS or to have the ability to 
reconstruct the data for at least three 
years. 

SEC. 5. FILING DATES 

. 01 The dates prescribed for filing 
paper returns with IRS also apply to 
magnetic media filing. Magnetic me- 
dia reporting to IRS for Forms 1098, 
1099, and W-2G must be on a 
calendar year basis. Form 5498 is 
used to report amounts contributed 
during or after the calendar year but 
not later than April 15. 

. 02 Information returns filed on 
magnetic media for Forms 1098, all 

types o f Forms 1099, and W-2G 
must be submitted to IRS and post- 
marked by February 28 but not be- 
fore January 1. The due date for 
furnishing the required copy or state- 
ment to the payee is January 31. 

. 03 Information returns filed on 
magnetic media for Form 5498 must 
be submitted to IRS and postmarked 
by May 31. Trustees or issuers of 
IRAs or SEPs must provide partici- 
pants with a statement of the value 
of the participant's account by Janu- 
ary 31, in any written format. State- 
ments are due to the participants by 
May 31 for contributions made to 
IRAs for the prior calendar year. 
Form 5498 is filed for contributions 
to be applied to 1987 that are made 
between January 1, 1987, and April 
15, 1988. 

SEC. 6. EXTENSIONS OF TIME TO 
FILE 

. 01. If a payer or transmitter of 
returns on magnetic media or paper 
forms filed with IRS, or on magnetic 
media filed with SSA, is unable to 
submit their magnetic media file by 
the dates prescribed in Sec. 5. 02 and 
5. 03 above, submit a letter requesting 
an extension of time for a maximum 
of 60 days as soon as you are aware 
that an extension will be necessary. 
In order to be considered, the request 
MUST be filed before the due date 
of the return; otherwise, you will be 
subject to the late filing penalty of 
$50 per document. The letter should 
be sent to the attention of the Mag- 
netic Media Reporting Program at 
the IRS National Computer Center. 

See Part A, Sec. 11 for the address. 
The request should include: 

(a) The filer's (or transmitter's, if 
filing for multiple payers) name and 
address. 

(b) The filer's Taxpayer Identifica- 
tion Number (SSN or EIN). 

(c) The tax year for which the 
extension of time is requested: tax 
year 1987. 

(d) The name and telephone num- 
ber of a person to contact who is 
familiar with the request. 

(e) The specific type of returns and 
expected volume (e. g. , 5000 Forms 
1099-INT). 

(f) The five character alpha/nu- 
' 

meric Transmitter Control Code as- 
signed to the organization or individ- 
ual requesting the extension (if a 
number has been assigned). 

(g) The reason for the delay and 
date that you will be able to file. 

(h) If you file for multiple payers, 
the request must include a list of all 
payers and their TINs (SSN or EIN). 

An approved extension for mag- 
netic media filing does not provide 
additional time for supplying a copy 
to the payee. If additional time is 
needed in providing a copy to the 
payee, contact the District Director 
of the IRS district in which you 
reside or in which your business is 
located. 

. 02 If an extension of time to file 
on magnetic media is granted by the 
IRS National Computer Center, a 
copy of the letter granting the exten- 
sion MUST be included with the 
transmittal Form 4804 or computer 
generated substitute when the file is 
submitted. 

SEC. 7. PROCESSING OF 
MAGNETIC MEDIA RETURNS 

. 01 All data received at the IRS 
National Computer Center for pro- 
cessing will be given the same protec- 
tion as individual returns (1040), and 
will be returned to the originator 
after processing. Please open all re- 
turned files as soon as you receive 
them. In some cases, files are re- 
turned due to errors and they must 
be corrected and returned to IRS 
within 30 days of your receipt or you 
may be subject to a failure to file 
penalty. 

. 02 Due to the volume of input 
received and the cost to return spe- 
cial containers, special shipping con- 
tainers should not be used for trans- 

mi t ting data to the IRS National 
Computer Center since IRS cannot 
guarantee return of such containers. 

. 03 Files will be returned to you 
for correction if they are unprocess- 
able due to format or coding errors, 
or by the request of the filer. 
Unprocessable files must be corrected 
and returned to the IRS National 
Computer Center within 30 days of 
your receipt or the payer may be 
subject to a failure to file penalty. 
The corrected files will be returned to 
the filer by the IRS National Com- 
puter Center after processing. 
PLEASE BE SURE THAT YOUR 
FORMAT AND CODING COMPLY 
WITH THIS REVENUE PROCE- 
DURE. THIS REVENUE PROCE- 
DURE IS TO BE USED FOR THE 
PREPARA TION OF TAX YEAR 
I987 INFORMA TION RETURNS 
ONL Y. LEGISLATIVE AND 
FORMS CHANGES AFFECTING 
INFORMATION RETURNS MAY 
OCCUR EACH YEAR. THESE 
PROCEDURES ARE UPDATED 
TO REFLECT NECESSARY 
CHANGES. PLEASE READ THIS 
PUBLICATION CAREFULLY. 

SEC. 8. HOW TO FILE 
CORRECTED RETURNS 

. 01 The filing requirement thresh- 
olds listed in Part A, Sec. 1 apply 
separately to both original and cor- 
rected returns. A hardship waiver is 

required for corrected returns if the 
total number of corrections for a 
particular tax year exceeds the mag- 
netic media threshold. For example, 
if 100 corrections for Form 1099-A 
are filed, they may be submitted on 
paper forms atid no waiver is re- 

quired; however, if 300 corrected 
Forms 1099-A are to be filed on 
paper, a waiver is required. Correc- 
tions should be aggregated and filed 
as soon as possible but not later than 
October 1 of each year. ALL 
FIELDS MUS T BE COMPLETED 
WITH THE CORRECT INFORMA- 
TION, NOT 1 US T THE DA TA 
FIELDS NEEDING CORREC TION. 
Submit corrections only for the re- 
turns filed in error, not the entire 
file. If your complete file is in error, 
contact the IRS National Computer 
Center immediately. If you file cor- 
rected returns on paper forms, sub- 
mit Copy A to the appropriate ser- 
vice center. There are numerous types 
of errors. It may require more than 
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one transaction to properly correct 
the initial error. In prior years, plac- 
ing a "G" in diskette position 7 of 
the "B" Record was used as the 
corrected return indicator, This has 
been changed to position 8. You 
must adjust your programs. You are 
strongly encouraged to read this EN- 
TIRE section before attempting to 
make ANY correction. If the initial 
return was filed as an aggregate, you 
must consider this in filing the cor- 
rected return. 

. 02 Corrected returns submitted to 
IRS on magnetic media, using a "G" 
coded Payee "B" Record, may be 
submitted on the same diskette as 
those corrections submitted without 
the "G" code; however, they must 
be submitted using a separate "A" 
Record. Corrected returns are to be 
identified as corrections on the trans- 
mittal document, by marking the 
appropriate checkbox, and on the 
EXTERNAL affixed label of the file. 

. 03 The instructions that follow 
will provide information on how to 
file corrected returns on magnetic 
media. The 1987 "Instructions for 
Forms 1099, 1098, 5498, 1096, and 
W — 2G, " provide more specific in- 

structions for filing corrections on 
paper forms and are included in your 
magnetic media reporting packages 
each year. The 1987 "Instructions for 
Forms 1099, 1098, 5498, 1096, and 
W-2G" specify that one transaction 
is necessary to correct a payee TIN; 
however, for magnetic media filing, 
this will require two transactions. See 
Part A, Sec. 8. 10 for instructions on 
how to correct the payee's TIN on 
magnetic media. 

. 04 If you are not required to file 
your corrections on magnetic media 

and you file them on paper forms, 
do not submit the paper returns to 
the IRS National Computer Center. 
All paper returns, whether original or 
corrected, must be filed with the 

appropriate service center. Corrected 
returns filed on magnetic media must 

be filed with the IRS National Com- 

puter Center. Refer to Part A, Sec. 
11 for the address. 

. 05 Statements to payees should be 
identified as "CORRECTED" and 
should be provided to them as soon 
as possible. 

. 06 Use the same name and TIN 
(SSN or EIN) for the filer on the 
Form 4804 transmittal form and all 

related "A" Records that follow. 
. 07 A transmittal Form 4804 or 

computer generated substitute is used 
to transmit magnetic media. A Form 
4802 is a continuation form for a 
Form 4804. Please utilize a Form 
4802 if you file on magnetic media 
for multiple payers and are an autho- 
rized agent for the payers. 

. 08 Use the correct tax year's reve- 
nue procedures to file information 
returns with IRS (i. e. , do not submit 
tax year 1987 returns using the 1986 
format). You must submit your re- 
turns filed on magnetic media using 
the revenue procedure for the tax 
year of the returns. Forms and reve- 
nue procedures are normally updated 
each year to include necessary legisla- 
tive and forms changes. 

. 09 On magnetic media files, the 
Payee "B" Record provides space to 
enter a Payer's Account Number for 
the Payee. This same account num- 

ber may be provided on paper forms. 
In order to properly file corrected 
returns, this number will help iden- 

tify the appropriate incorrect return 
if more than one return was filed for 
a particular payee. DO NOT ENTER 
A TIN (SSN OR EIN). A PA YER'S 
A CCOUNT 

' 

NUMBER FOR THE 
PAYEE MAY BE A CHECKING 
A CCOUNT NUMBER, SA VINGS 
ACCOUNT NUMBER, SERIAL 
NUMBER OR ANY OTHER NUM- 
BER ASSIGNED TO THE PAYEE 
B Y THE PA YER, THA T WILL 
DISTINGUISH THE SPECIFIC AC- 
COUNT. THIS NUMBER MUST 
APPEAR ON THE INITIAL RE- 
TURN A ND ON THE COR- 
RECTED RETURN IN ORDER TO 
IDENTIF Y AND PROCESS THE 
CORRECTION PROPERL Y. 

. 10 REVIEW THE CHART 
THAT FOLLOWS. The types of 
errors made will normally fall under 
one of the three categories listed. 
Next to each type of error made, you 
will find a list of instructions to tell 

you how to properly file the cor- 
rected return for that type of error. 
READ ALL OF THE INSTRUC- 
TIONS LISTED AND FOLLOW 
THEM FOR THE TYPE OF ER- 
ROR MADE ON THE INITIAL 
RETURN. IN SOME CASES TWO 
TRANSACTIONS ARE REQUIRED 
TO PROPERL Y FILE CORREC- 
TIONS. IF THE ORIGINAL RE- 
TURN WAS FILED AS AN AG- 
GREGA TE, YOU MUST 
CONSIDER THIS IN FILING COR- 
RECTED RETURNS. 

Guidelines for Filing Corrected Returns On Magnetic Media 

(PI. EASE READ SEC. 8. 01 THROUGH 8. 10 OF THIS PUBLICATION BEFORE MAKING ANY CORRECTIONS) 

Error Made on the Original Return 
Filed on Magnetic Media 

1. Original return was filed with NO Payee TIN 
(SSN or EIN), OR the return was filed with an 
INCORRECT Payee TIN (SSN or EIN). THIS 
WILL REQUIRE TWO SEPARATE TRANS- 
ACTIONS TO MAKE THE CORRECTION 
PROPERLY. READ AND FOLLOW ALL 
INSTRUCTIONS FOR BOTH TRANSAC- 
TIONS 1 AND 2. 

How To File the Corrected Return on Magnetic Media 

TRANSACTION 1: Identifying return submitted with NO 
TIN or an INCORRECT TIN 
A. Form 4804 and/or 4802 (or computer generated 

substitute) 
1. Prepare a new transmittal Form 4804 (and 4802 if 

you file for multiple payers), or a computer gener- 
ated substitute, that includes information related to 
this new file. 

2. Mark the Correction box in Block 1 of the current 
copy of Form 4804. If you submit a computer 
generated substitute for Form 4804, indicate 
"MAGNETIC MEDIA CORRECTION" at the top 
of the listing. 
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Guidelines for Filing Corrected Returns On Magnetic Media — Continued 
(PLEASE READ SEC. 8. 01 THROUGH 8. 10 OF THIS PUBLICATION BEFORE MAKING ANy CORRECTIONS) 

Error Made on the Original Return 
Filed on Magnetic Media 

How To File the Corrected Return on Magnetic Media 

3. Provide ALL requested information correctly. 
4. If you are a Combined Federal/State filer, IRS will 

not transmit corrected returns to the state. This will 

be the responsibility of the filer. Do not include 
"K" Records in your corrected returns. 

1098, 1099 Series, 5498 and W-2G Returns 
1. Prepare a new file. 
2. Use a separate Payer/Transmitter "A" Record for 

each type of return being reported. The information 
in the "A" Record will be the same as it was in the 
original submission. 

3. The Payee "B" Record must contain exactly the 
same information as submitted previously EXCEPT 
insert a "G" code in diskette position 8 of the "B" 
Record AND for ALL payment amounts used, enter "0" (zero). 

4. Corrected returns submitted to IRS using a "G" 
coded "B" Record may be submitted on the same 
diskette as those returns submitted without the "G" 
code; however, separate "A" Records are required. 

5. Mark the EXTERNAL label of the diskette "MAG- 
NETIC MEDIA CORRECTION. " 

6. Submit the diskette(s) and the transmittal docu- 
ment(s) to the IRS National Computer Center. 
(Refer to Part A, Sec. 11 for the address. ) 

TRANSACTION 2: Reporting the correct information 
A Form 4804 and/or 4802 (or computer generated substi- 

tute). 
l. If you submitted records with the corrected informa- 

tion on a separate diskette from those that are "G" 
coded, prepare a new Transmittal Form 4804 (and 
4802 if you file for multiple payers), or a computer 
generated substitute, that includes information re- 
lated to this new file. 

2. Mark the Correction box in Block 1 of the current 
copy of Form 4804. If you submit a computer 
generated substitute for Form 4804, indicate 
"MAGNETIC MEDIA CORRECTION" at the top 
of the listing. 

3. Provide ALL requested information correctly. 
4. If you are a Combined Federal/State filer, IRS will 

not transmit corrected returns to the state. This will 
be the responsibility of the filer. Do not include "K" Records in your corrected returns. 

B 1098, 1099 Series, 5498 and W-2G Returns 

1. Prepare a new file with the correct information in 
ALL records. 

2. Use a separate Payer/Transmitter "A" Record for 
each type of return being reported. 

3. Do not code the Payee "8" Record as a corrected 
return for this type of correction. 

4. Submit the new returns as though thev were origi- 
nals. Provide all of the correct information including 
the TIN (SSN or EIN). 

5. Mark the EXTERNAL label of the diskette "MAG 
NETIC MEDIA CORRECTION. " 
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Guidelines for Filing Corrected Returns On Magnetic Media — Continued 
(PLEASE READ SEC. 8. 01 THROUGH 8. ]0 OF THIS PUBLICATION BEFORE MAKING ANY CORRECTIONS) 

Error Made on the Original Return 
Filed on Magnetic Media 

How To File the Corrected Return on Magnetic Media 

2. Original return was filed with an incorrect 
money amount(s) in the Payee "B" Record, 
OR a money amount was reported using an 
incorrect Payment Amount Indicator in the 
original Payer/Transmitter "A" Record. Cor- 
rect Type Of Return indicator was used in the "A" Record. (NOTE: If the wrong Type Of 
Return indicator was used, see Number 3 of 
this chart. ) 

6. Submit the diskette(s) and the transmittal docu- 
ment(s) to the IRS National Computer Center. 
(Refer to Part A, Sec. 11 for the address. ) 

A. Form 4804 and 4802 (or computer generated substitutej 
1. Prepare a new transmittal Form 4804 (and 4802 if 

you file for multiple payers), or a computer gener- 
ated substitute, that includes information related to 
this new file. 

B. 

2. Mark the Correction box in Block 1 of the current 
copy of Form 4804. If you submit a computer 
generated substitute for Form 4804, indicate 
"MAGNETIC MEDIA CORRECTION" at the top 
of the listing. 

3. Provide ALL requested information correctly. 
4. If you are a Combined Federal/State filer, IRS will 

not transmit corrected returns to the state. This will 
be the responsibility of the filer. Do not include "K" Records in your corrected returns. 

1098, 1099 Series, 5498 and 8'-2G Returns 
1. Prepare a new file. 
2. Use a separate Payer/Transmitter "A" Record for 

each type of return being reported. The information 
in the "A" Record will be the same as it was in the 
original submission EXCEPT the correct Amount 
Indicators will be used. 

3. The Payee "B" Record must contain exactly the 
same information as submitted previously EXCEPT, 
insert a "G" code in diskette position 8 of Sector 1 
of the "B" Record AND report the correct payment 
amounts as they should have been reported on the 
initial return. 

4. Corrected returns submitted to IRS using a "G" 
coded "B" Record may be submitted on the same 
diskette as those returns submitted without the "G" 
code; however, separate "A" Records are required. 

5. Mark the EXTERNAL label of the diskette "MAG- 
NETIC MEDIA CORRECTION. " 

6. Submit the diskette(s) and the transmittal docu- 
ment(s) to the I RS National Computer Center. 
(Refer to Part A, Sec. 11 for the address. ) 

3. Original return was filed using the WRONG 
Type of Return indicator in the Payer/ 
Transmitter "A" Record. For example, a re- 
turn was coded using the Type of Return 
indicator for 1099-DIV and it should have been 
coded for 1099-INT. THIS WILL REQUIRE 
TWO SEPARATE TRANSACTIONS TO 
MAKE THE CORRECTION PROPERLY. 
READ AND FOLLOW ALL INSTRUCTIONS 
FOR BOTH TRANSACTIONS 1 AND 2. 

TRANSACTION I: Identify return submitted with an 
incorrect Type Of Return indicator 
A. Form 4804 and 4802 (or computer generated substitutej 

1. Prepare a new transmittal Form 4804 (and 4802 if 
you file for multiple payers), or a computer gener- 
ated substitute, that includes information related to 
this new file. 

2. Mark the Correction box in Block 1 of the current 
copy of Form 4804. If you submit a computer 
generated substitute for Form 4804, indicate 
"MAGNETIC MEDIA CORRECTION" at the top of the hstmg. 
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Guidelines for Filing Corrected Returns On Magnetic Media — Continued 

(PLEASE READ SEC. 8. 01 THROUGH 8. 10 OF THIS PUBLICATION BEFORE MAKING AN+ CORRE( TIONS) 

Error Made on the Original Return 
Filed on Magnetic Media 

How To File the Corrected Return on Magnetic Media 

3. Provide ALL requested information correctly. 
4. If you are a Combined Federal/State filer, IRS will 

not transmit corrected returns to the state. This will 

be the responsibility of the filer. Do not include 
"K" Records in your corrected returns. 

1098, 1099 Series, 5498 and W-2G Returns 
1. Use a separate Payer/Transmitter "A" Record for 

each type of return being reported. The information 
in the "A" Record will be exactly the same as it 
was in the original submission using the same 
incorrect type of return indicator. 

2. The corrected Payee "B" Record must contain the 
same information as submitted previously EXCEPT 
insert a "G" in diskette position 8 of Sector 1 of 
the "B" Record and for ALL payment amounts 
used, enter "0" (zero). 

3. Corrected returns submitted to IRS using a "G" 
coded "B" Record may be submitted on the same 
diskette as those returns submitted without the "G" 
code; however, separate "A" Records are required. 

4. Mark the EXTERNAL label of the diskette "MAG- 
NETIC MEDIA CORRECTION. " 

5. Submit the diskette(s) and the transmittal docu- 
ment(s) to the IRS National Computer Center. 
(Refer to Part A, Sec. 11 for the address. ) 

TRANSACTION 2: Report correct information 
A 

B 

Form 4804 and 4802 (or computer generated substitutej 
1. If you submit records with the corrected informa- 

tion on a separate diskette from those that are "G" 
coded, prepare a new transmittal Form 4804 (and 
4802 if you file for multiple payers), or a computer 
generated substitute, that includes information re- 
lated to this new file. 

2. Mark the Correction box in Block 1 of the current 
copy of Form 4804. If you submit a computer 
generated substitute for Form 4804, indicate 
"MAGNETIC MEDIA CORRECTION" at the top 
of the listing. 

3. Provide ALL requested information correctly. 
4. If you are a Combined Federal/State filer, IRS will 

not transmit corrected returns to the state. This will 
be the responsibility of the filer. Do not include "K" Records in your corrected returns. 

1098, 1099 Series, 5498 and 8'-2G Returns 
1. Prepare a new file with the correct information in 

ALL records. 
2. Use a separate Payer/Transmitter "A" Record for 

each type of return being reported and use the 
correct Type Of Return indicator. 

3. Do not code the Payee "8" Record as a corrected 
return for this type of correction. 
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4. Provide all of the correct information. 
5. Mark the EXTERNAL label of the diskette "MAG 

NETIC MEDIA CORRECTION. " 
6. Submit the diskette(s) and the transmittal 

ment(s) to the IRS National Computer Center 
(Refer to Part A, Sec. 11 for the address. ) 



SEC. 9. TAXPAYER 
IDENTIFICATION NUMBERS 

. 01 Under section 6109 of the In- 
ternal Revenue Code, recipients of all 
reportable payments on information 
returns are required to furnish tax- 
payer identification numbers (TINs) 
to the payer. The number must be 
furnished to the payer whether or not 
the payee is required to file a tax 
return or is covered by social secu- 
rity. Refer to Part A, Sec. 13 for a 
definition of taxpayer identification 
number (TIN). 

, 02 The recipient's TIN is used to 
associate and verify amounts reported 
to IRS with corresponding amounts 
on tax returns. Therefore, it is partic- 
ularly important that correct social 
security and employer identification 
numbers for payers be provided on 
magnetic media or paper forms sub- 
mitted to IRS. DO NOT ENTER 
H YPHENS, A LPHA CHA RA C- 

TERS, ALL 9s OR ALL ZEROS. 
. 03 Under section 6676 of the In- 

ternal Revenue Code, a 550 penalty 
applies for each failure to furnish a 
TIN to another person who is re- 

quired to file an information return, 
and for each failure to include a TIN 
on an information return. The pen- 

alty applies unless the failure to 
comply is due to reasonable cause 
and not willful neglect. 

. 04 With respect to all payers of 
interest, dividends, and royalty pay- 
ments, section 6676 of the Internal 
Revenue Code provides that the 

payer must self-assess a $50 penalty 

for each failure to include a payee's 

TIN or each inclusion of an incorrect 

TIN on an information return, unless 

the payer can demonstrate that the 

payer met the due diligence require- 

ments in attempting to acquire cor- 

rect TINs for payees. Use Form 

8210, Self-Assessed Penalties Return. 

For mortgages in existence before 

1985, you will not be subject to the 

penalty for failure to provide the 

TIN of the payer of record on Form 
1098 if you followed the rules for 
requesting TINs contained in Tempo- 

rary Regulations section 1. 6050H-1T, 
and you properly and promptly pro- 
cessed the responses. 

A penalty of $5 per failure applies 
to each failure by a payer to include 

his or her own TIN in any return, 
statement, or document and for each 
failure to include correct information 
on a return or statement. 

. 05 For certain reportable pay- 
ments, if the payee fails to provide a 
TIN to the payer in the manner 

required, then backup withholding 

must be instituted for that payee. If 
the payee has applied for a TIN, the 

payee may certify to this on Form 
W-9 by noting "Applied For" in the 

TIN block and by signing the form. 
This form then becomes an 
"awaiting-TIN certificate. " If tlie 

TIN is not received and certified, if 
required, within 60 days, begin with- 

holding and continue until you re- 

ceive a TIN in the manner required. 
If IRS notifies the payer that the 

payee's TIN is incorrect, the payee 
has 30 days to provide a TIN to the 

payer in the manner required or 
backup withholding must be insti- 

tuted. 
. 06 The TIN to be furnished to 

IRS depends primarily upon the man- 

ner in which the account is main- 

tained or set up on the payer's 
record. The payer and payee names 
and taxpayer identification numbers 
should be consistent with the names 
and numbers used on other tax re- 

turns. The TIN must be that of the 
owner of the account. If the account 
is recorded in more than one name, 
furnish the TIN and name of one of 
the owners of the account. The TIN 
provided must be associated with the 
name of the payee provided in the 
first name line of the Payee "B" 
Record. For individuals, including 
sole proprietors, the payee TIN is the 
payee's social security number. For 
other entities, the payee TIN is the 
payee's employer identification num- 

ber. 
. 07 Sole proprietors who are pay- 

ers should show their employer iden- 
tification number in the Payer/Trans- 
mitter "A" Record. However, sole 
proprietors who are not otherwise 
required to have an employer identi- 
fication number should use their so- 
cial security number. 

. 08 Sole proprietors' social security 
numbers must be used in the Payee "B" Record. 

. 09 The charts below will help you 
determine the number to be furnished 
to IRS for recipients of reportable 
payments (payees). 

CHART 1. Guidelines for Social Security Numbers 

For this type of account— 

1. An individual's account. 
2. A joint account (Two or 

more individuals, husband 

and wife). 

3. Account in the name of a 
guardian or committee for a 
designated ward, minor, or 
incompetent person. 

4. Custodian account of a 
minor (Uniform Gift to 
Minors Act). 

In the Taxpayer 
Identification Number 
field of the Payee "B" 
Record, enter the 
SSN of— 
The individual 
The actual owner of the 
account. (If more than one 
owner, the first individual on 
the account. ) 
The ward, minor, or 
incompetent person. 

The minor. 

In the First Payee Name Line of the 
Payee "B" Record, enter the name of— 
The individual. 
The individual whose SSN is entered. 

The individual whose SSN is entered. 

The minor. 
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CHART 1. Guidelines for Social Security Numbers — Continued 

For this type of account— 
5. The usual revocable savings 

trust account (grantor is also 
trustee). 

6. A so-called trust account that 
isnot a legal or valid trust 
under state law. 

7. A sole proprietorship. 

In the Taxpayer 
Identification Number 
field of the Payee "B" 
Record, enter the 
SSN of— 
The grantor-trustee. 

The actual owner. 

The owner. 

In the First Payee Name Line of the 
Payee "B" Record, enter the name of— 
The grantor-trustee. 

The actual owner. 

The owner. 

CHART 2. Guidelines for Employer Identification Numbers 

For this account type— 

1. A valid trust, estate, or 

pension trust. 
2. A corporate account. 
3. An association, club, 

religious, charitable, 
educational or other tax- 
exempt organization. 

4. A partnership account held 
in the name of the business. 

5. A broker or registered 
nominee/middleman. 

6. Account with the Department 
of Agriculture in the name of 
a public entity, such as a 
state or local government, 
school district or prison, that 
receives agriculture program 
payments. 

In the Taxpayer 
Identification Number 
field of the Payee "B" 
Record, enter the 
EIN of— 
Legal entity. ' 

The corporation. 
The organization. 

The partnership. 

The broker or 
nominee/middleman. 
The public entity. 

In the First Payee Name Line of the 
Payee "B" Record, enter the name of— 
The legal trust, estate, or pension trust. 

The corporation. 
The organization. 

The partnership. 

The broker or nominee/middleman. 

The public entity. 

' Do not furnish the identification number of the personal representative or trustee unless the name of the representative or trustee is used in the 
account title. 

SEC. 10. EFFECT ON PAPER 
RETURNS 

. 01 Magnetic diskette reporting of 
the information returns listed in Part 
A, Sec. 1 applies only to the original 
(Copy A). 

. 02 For payments of dividends or 
interest (reported on Forms 
1099-DIV, 1099-PATR, 1099-INT or 
1099-OID) the payer is required to 
furnish an official Form 1099 to a 
payee in person or in a "statement 
mailing" by first-class mail. For pay- 
ment of royalties, a "statement mail- 
ing" is also required. These forms 
may not be combined or mailed with 
other information furnished to the 

recipient except Forms W-2, W-2P, 
W-8, W-9, other Forms 1098, 1099, 
5498, a check, a letter explaining why 
no check is enclosed, a letter limited 
to an explanation of the tax conse- 
quences of the information shown on 
the payee statement, and a statement 
of the person's account. The outside 
of the envelope and each check, 
letter, or account statement must 
contain the legend, "Important Tax 
Return Document Enclosed. " No ad- 
ditional enclosures, such as advertis- 
ing, promotional material, or a quar- 
terly or annual report are permitted; 
however, if you follow the more 
stringent "separate mailing" require- 
ments of prior law, the legend need 

not appear on the envelope. The 
payer may use substitute Forms 1099 
if they utilize the proper language, 
are substantially similar to the offi- 
cial forms, and if the payer complies 
with all revenue procedures relating 
to substitute Forms 1099 in effect at 
the time (see Publication 1179). The 
substitute payee statement must con- 
tain instructions substantially similar 
to those on the back of Copy B of 
the official form. The following mes- 
sages must appear on the payee's 
statements: 

(a) Forms 5498 and 1099-R- 
"This information is being furnished 
to the Internal Revenue Service. " 
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(b) Forms 1099 — G and W-2G- 
"This is important tax information 
and is being furnished to the Internal 
Revenue Service. If you are required 
to file a return, a negligence penalty 
or other sanction may be imposed on 
you if this income is taxable and IRS 
determines that it has not been re- 
ported. " 

(c) Forms 1099-B and 1099- 
MISC — Same as item (b) above, ex- 
cept change "may" to "will" in the 
second sentence. 

(d) Form 1099-A — "This is impor- 
tant tax information and is being 
furnished to the Internal Revenue 
Service. If you are required to file a 
return, a negligence penalty or other 
sanction will be imposed on you if 
taxable income results from this 
transaction and the IRS determines 
that it has not been reported. " 

(e) Form 1098 — "The amount in 
Box 1 is important tax information 
and is being furnished to the Internal 
Revenue Service. If you are required 
to file a return, a negligence penalty 
or other sanction will be imposed on 
you if IRS determines that an under- 
payment of tax results because you 
failed to properly show this amount 
on your return. The amount shown 
may not be fully deductible by you 
on your Federal income tax return. 
Limitations based on the cost and 
value of the secured property may 
apply. In addition, you may only 
deduct an amount of mortgage inter- 
est to the extent it was actually paid 
by you and not reimbursed by an- 
other person, and to the extent the 
interest is attributable to a loan for 
which you are liable for repayment. " 

. 03 Statements to recipients for 
Forms 1098, 1099-A, 1099-B, 
1099-G, 1099-MISC (except for sub- 
stitute payments in lieu of dividends 
and tax-exempt interest), 1099-R, 
5498, or W-2G need not be a copy 
of the paper form filed with IRS. It 
is important that income items be 
properly classified for Federal tax 
purposes on the statement the payer 
gives to recipients. The space provi- 
sions on official paper forms do not 
agree with those used in magnetic 
media. The amount of space on 
paper forms is less than that allowed 
on magnetic media. Filers may wish 

to seek a substitute form for state- 
ments to payees that accommodates 
the space provisions used in magnetic 

media. Payers are permitted consider- 
able flexibility in designing statements 
to payees. The payer may combine 
the information return data with 

other statements as long as all re- 

quired information is present and 
worded properly and the payee's 

copy is conducive to proper reporting 
of income on tax returns. (This does 
not apply to Forms 1099-INT, 1099- 
OID, 1099-DIV and 1099-PATR. 
See . 02 above for the requirements 
for these four forms. ) 

SEC. 11. HOW TO CONTACT THE 
IRS NATIONAL COMPUTER 
CENTER 

. 01 Magnetic media processing for 
all service centers is centralized at the 
IRS National Computer Center. 
Please direct all requests for IRS 
magnetic media related publications, 
information, undue hardship wai vers, 
extensions of time or forms to the 
following addresses (if Postal Service 
or land carrier): 

Magnetic Media Reporting 
Internal Revenue Service 
Post Office Box 1359 
Martinsburg, WV 25401-1359 
or 
Magnetic Media Reporting 
Internal Revenue Service 
Route 9 & Needy Road 
Martinsburg, WV 25401 

Hours of operation at this address 
will be 8:30 A. M. until 6:30 P. M. 
Eastern Time Zone. The telephone 
number is (304) 263-8700. 

Requests for paper returns, publi- 
cations or forms not related to mag- 
netic media processing should be re- 
quested by calling the toll-free 
number in your area. 

. 02 The National Computer Center 
will process returns filed on magnetic 
media only. All information returns, 
including corrections, that are filed 
on paper forms should be submitted 
to the appropriate service center, not 
the IRS National Computer Center. 
Organizations who file their informa- 
tion returns on magnetic media but 
who submit their corrected returns on 
paper forms refer to the 1987 "In- 
structions for Forms 1099, 1098, 
5498, 1096, and W-2G" for the 
service center addresses. 

SEC. 12. COMBINED 
FEDERAL/STATE FILING 

. 01 The Combined Federal/State 
Program was established to simplify 

information returns filing for the 
taxpayer. IRS will accept, upon prior 
approval, magnetic diskette files con- 
taining state reporting information 
only for those states listed in Table 1 

in this section. FORMS 1098, 
1099-A, 1099-B, and W-2G CAN- 
NOT BE FILED UNDER THE 
COMBINED FEDERA L/S TA TE 
FILING PROGRAM. 

. 02 To request approval to partici- 
pate in the Combined Federal/State 
Program, a "test" file, coded for 
this program, must be submitted by 
the transmitter to the IRS National 
Computer Center between October 1 

and December 15 using the revenue 
procedure that will be used for the 
actual data files. Blanket approval 
will not be given to software pack- 
ages. A TTA CH A LETTER TO 
THE FORM 4804 S UBMI T TED 
WITH THE "TEST" FILE WHICH 
INDICATES THAT YOU WISH TO 
PAR TICIPA TE IN THIS PRO- 
GRAM. The "test" file is only re- 
quired for the first year. Once you 
are approved, you do not need to 
resubmit "tests" each year, except 
when notified by IRS. Refer to Part 
A, Sec. 11 for the address. See Part 
A, Sec. 3. 04 for general guidelines on 
submission o f "test" files. Each 
record, both in the "test" file and 
actual data file, must conform ex- 
actly to the revenue procedure for 
the tax year of the actual data. 
Combined Federal/State records must 
be coded using each state's dollar 
criteria from Table 2 of this section 
for each type of return. 

If the "test" file is determined to 
be acceptable, IRS will return it to 
the filer with Form 6847, Consent 
For Internal Revenue Service to Re- 
lease Tax In formation. The payer 
must complete Form 6847. The five 
character alpha/numeric Transmitter 
Control Code must be included on 
the form. The form should then be 
returned to IRS before IRS will re- 
lease tax information to any of the 
participating states. 

Form 6847 must be signed by one 
of the individuals listed at the bot- 
tom of the form and returned to the 
address listed in Part A, Sec 11. If 
the form is signed by an attorney-in- 
fact, the written consent from the 
taxpayer to the attorney-in-fact must 
be included with the Form 6847. This 
consent by language and/or scope 
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must clearly indicate that the 
attorney-in-fact is empowered to au- 
thorize release of the information 
document returns to the state(s). A 
separate Form 6847 is required for 
each payer. A transmitter may not 
combine payers on one Form 6847 
even though acting as attorney-in-fact 
for several payers. Form 6847 may 
be photocopied if you receive an 
insufficient number of the form. If 
you have filed on this program in the 
past and have not met these require- 
ments, you must resubmit the Form 
6847 with the proper signatures as 
specified. If you file for multiple 
payers, code the records to go to the 
state(s) only for those payers that 
participate and have properly submit- 
ted Form 6847. Do not submit actual 
data records coded for the Combined 
Federal/State Program without prior 
approval from IRS. 

. 03 States that participate in this 
program and the valid state code' 
assigned to each are listed in Table 1 

of this section. If the state that you 
wish information released to does not 
participate in the program, do not 
code your records for that state. If 
the state participates, if you have 
received prior approval, and if all 
other conditions are met, IRS will 

forward the tax information to the 

participating state at no charge to the 
filer. You do not need to reapply for 
this program each year. 

. 04 IF CORRECTIONS MUST BE 
MADE, IRS WILL NOT TRANS- 
MIT CORRECTED RETURNS TO 
THE S TA TES; THIS WILL BE 
THE RESPONSIBILITY OF THE 
FILER. 

. 05 IRS will make no attempt to 
process files with any deviations. Ap- 
proval to participate in the Combined 
Federal/State Program will be re- 
voked if any files are submitted that 
do not totally conform. 

. 06 IRS is acting as a forwarding 
agent ONL Y. Some participating 
states require separate notification 
that you are filing in this manner. It 
is your responsibility to contact the 
appropriate states for further infor- 
mation. 

. 07 The appropriate state code 
should be entered for those docu- 
ments which meet that state's filing 
requirements. It is the filer's respon- 
sibility to determine the state code to 
be used and to obtain the filing 
requirements from the appropriate 
state(s). 

. 08 If you meet all of the require- 
ments for this program, you must 
provide the state totals from the "K" 
Record on a separate Form 4804, 

Transmittal of Information Returns 
on Magnetic Media (or Form 4802i 
Transmittal For Multiple Magnetic 
Media Reporting) or computer gener- 
ated substitute for each state, or you 
must include a listing which identifies 
each state and the "K" Record totals 
for each. 

. 09 If you have met ALL of the 
above conditions: 

(a) You must submit all records 
which indicate the appropriate coding 
related to this program. 

(b) The "C" Record must be fol- 
lowed by a "K" Record for each 
state. The "K" Record indicates the 
number of payees being reported to 
each particular state. 

(c) Payment amount totals and the 
valid participating state code must be 
included in the state totals "K" 
Record. Refer to Part B, Sec. 13 or 
Part C, Sec. 12 for a description of 
the "K" Record. 

(d) The "K" Record is followed 
by an "A" Record or an end of 
transmission "F" Record (if this is 
the last record of the entire file). 

. 10 Only those states listed in Ta- 
ble 1 will receive information from 
IRS. It is the filer's responsibility ro 
file information returns with states 
that do not participate in rhis pro- 
gram. 

TABLE 1. PARTICIPATING STATES AND THEIR CODES 

State 

Alabama 
Arizona 
Arkansas 
California 
Delaware 
District of Columbia 
Georgia 
Hawaii 
Idaho 
Indiana 

Code 

01 
04 
05 
06 
10 
11 
13 
15 
16 
18 

State 

Iowa 
Kansas 
Maine 
Massachusetts 
Minnesota 
Mississippi 
Missouri 
Montana 
New Jersey 
New Mexico 

Code 

19 
20 
23 
25 
27 
28 
29 
30 
34 
35 

State 

New York 
North Carolina 
North Dakota 
Oregon 
South Carolina 
Tennessee 
Wisconsin 

Code 

36 
37 
38 
41 
45 
47 
55 

. 11 To simplify filing, several of the participating states have provided list of their information return reporting 
requirements (see Table 2). This cumulative list is for information purposes only and represents dollar criteria. For 
complete information on state filing requirements, contact the appropriate state tax agencies. 

TABLE 2. DOLLAR CRITERIA 

STATE 1099-R 
1099- 1099- 1099- 1099- 1099- 

DIV INT MISC PATR 1099-G OID 5498 

Alabama 
Arizona' 
Arkansas 
District of Columbia 
Hawaii 

1500 
300 

2500 
600 
600 

1500 
300 
100 
600 

10 

1500 
300 
100 
600 
10' 

1500 
300 

2500 
600 
600 

1500 
300 

2500 
600 

10 

NR 
300 

2500 
600 

h 

1500 
300 

2500 
600 

10 

NR 
NR 

g 
NR 

g 
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TABLE 2. DOLLAR CRITERIA — Continued 

STATE 1099-R 
1099- 1099- 1099- 1099- 1099- 

DIV INT MISC PATR 1099-G OID 5498 

Idaho 
Iowa 
Minnesota 
Missouri 
Montana 
New Jersey 
New York 
North Carolina 
Oregon 
Tennessee 
Wisconsin 

600 
1000 
600 
NR 
600 

1000 
600 
100 

600" 
NR 
600 

10 
100 

10 
NR 

10 
1000 
NR 
100 

10 
25 

600 

10 600 10 10 10 
1000 1000 1000 1000 1000 

10 600 10 10 10 
NR 12004 NR NR NR 

10 600 10 10 10 
1000 1000 1000 1000 1000 
600 600' 600 600 NR 
100 600 100 100 100 

10 600 10 10 10 
25 NR NR NR NR 

600 100 600 NR NR 

g 
NR 

h 
NR 

g 
NR 
NR 

g 
NR 
NR 
NR 

NR-No filing requirement. 
Footnotes: 
a. These requirements apply to individuals and business entities. 
b. Amounts are for aggregates of several types of income from the same payroll. 
c. State regulation changing filing requirement from $600 to $10 is pending. 
d. The state would prefer those returns filed with respect to non-Missouri residents to be sent directly to the stage 
agency. 
e. Aggregate of several types of income. 
f. Return required for state of Oregon residents only. 
g. Same as Federal requirement for this type of return. 
h. All forms are to be reported. 
~NOTE: Filing requirements for any state in Table 1 not shown on the above chart are the same as the Federal 
requirement. 

SEC. 13. DEFINITIONS OF TERMS 

Element 

Coding Range 
EIN 
Excess Golden 
Parachute Payment 

File 

PS58 Costs 

Payee 

Payer 

Special Character 
SSA 
SSN 
Taxpayer 
Identification 
Number (TIN) 
Transfer Agent 
(Paying Agent) 

Description 

Denotes a blank position. Enter blank(s) when this symbol is used (do not enter the letter 

"b"). This appears in numerous areas throughout. the record descriptions. 
Indicates the allowable codes for a particular type of statement. 
Employer Identification Number that has been assigned by IRS to the reporting entity. 
Parachute payments (also called "golden parachutes") are certain payments in the nature of 
compensation that corporations make to key individuals, often in excess of their usual 
compensation, in the event that ownership or control of the corporation changes. 
For purposes of this procedure, a file consists of all magnetic diskette records submitted by 
a Payer or Transmitter. 
The current cost of life insurance under a qualified plan taxable under section 72(m) and 
Regulations section 1. 72-16(b). See Part B, Sec. 6 Payee "B" Record, Category of Total 
Distribution, Code 9. 
Person(s) or organization(s) receiving payments from the Payer, or from whom an 
information return must be filed. The payee includes a borrower (Form 1099-A), participant 
(Form 5498), and a winner (W-2G). For Form 1098, the payee is the individual paying the 
interest. 
Includes the person making payments, a recipient of mortgage interest payments, a broker, 
including a real estate broker, a barter exchange, a trustee or issuer of an IRA or SEP, or a 
lender who acquires an interest in secured property or who has reason to know that the 
property has been abandoned. The Payer will be held responsible for the completeness, 
accuracy and timely submission of magnetic diskette files. 
Any character that is not a numeral, a letter or a blank. 
Social Security Administration. 
Social Security Number. 
May be either an EIN or SSN. 

The transfer agent or paying agent is the entity who has been contracted or authorized by 
the payer to perform the services of paying and reporting backup withholding (Form 941), 
The payer must submit to IRS a Form 2678, Employer Appointment of Agent under Section 
3504, which notifies IRS of the transfer agent relationship. 
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Element 

Transmitter 
Transmitter Control 
Code (TCC) 

Description 

Person or organization preparing magnetic diskette file(s). May be Payer or agent of Payer. 
A five character alpha/numeric number assigned by IRS to the transmitter prior to actual 
filing on magnetic media. This number is inserted in the "A" Record of your files and must 

be present before the file can be processed. An application Form 4419 must be filed with 

IRS to receive this number. See Part A, Sec. 3. (Abbreviation for this term is TCC. ) 

SEC. 14. STATE AND COUNTRY 
ABBREVIATIONS 

. 01 You MUST use the following 
state abbreviations when developing 
the state code portion of address 

fields. (This table provides state ab- 
breviations only and does not repre- 
sent those states participating in the 
Combined Federal/State Program. 
For a list of states that participate in 

the Combined Federal/State Pro- 
gram, refer to Part A, Sec. 12. 10. ) 

State 

Alabama 
Alaska 
Arizona 
Arkansas 
California 
Colorado 
Connecticut 
Delaware 
District of Columbia 
Florida 
Georgia 
Hawaii 
Idaho 
Illinois 
Indiana 
Iowa 
Kansas 

Code 

AL 
AK 
AZ 
AR 
CA 
CO 
CT 
DE 
DC 
FL 

GA 
HI 
ID 
IL 
IN 
IA 
KS 

State 

Kentucky 
Louisiana 
Maine 
Maryland 
Massachusetts 
Michigan 
Minnesota 
Mississippi 
Missouri 
Montana 
Nebraska 
Nevada 
New Hampshire 
New Jersey 
New Mexico 
New York 
North Carolina 

Code 

KY 
LA 
ME 
MD 
MA 
MI 

MN 
MS 
MO 
MT 
NE 
NV 
NH 
NJ 

NM 
NY 
NC 

State 

North Dakota 
Ohio 
Oklahoma 
Oregon 
Pennsylvania 
Rhode Island 
South Carolina 
South Dakota 
Tennessee 
Texas 
Utah 
Vermont 
Virginia 
Washington 
West Virginia 
Wisconsin 
Wyoming 

Code 

ND 
OH 
OK 
OR 
PA 
RI 
SC 
SD 
TN 
TX 
UT 
VT 
VA 

WA 
WV 
WI 

WY 

NOTE: A "1" in the Foreign 
Country Indicator field of the Payee "B" Record will identify the state 
code that follows as a foreign coun- 
try code rather than a state code. For 
foreign addresses, you are not re- 
quired to use the foreign country 
codes or Canadian Province codes 
provided. You may enter foreign ad- 
dresses using a 40 position free for- 

mat rather than the 29-2-9 format 
for the Payee City, Payee State and 
Payee ZIP Code; however, this is 
only allowable if a "I" appears in 
the Foreign Country Indicator Field. 
This 40 position free format may 
only be used for foreign addresses. 
Addresses in the United States must 
use the state codes provided and 
must be in the 29-2-9 format. 

. 02 The following list represents 

Canadian Provinces and the corre- 

sponding code to be associated with 

each. If you know the Province 

Code, please use it rather than the 

code for Canada. The Province Code 

will be entered in the State Code 

portion of the Payee "B" Record. 

Province 

Alberta 
Manitoba 
Newfoundland 
Ontario 
Quebec 

Code 

AB 
MB 
NF 
ON 

PQ 

Province 

Yukon Territories 
British Columbia 
Nova Scotia 
Prince Edward Island 
Labrador 

Code 

YK 
BC 
NS 
PE 
LB 

Province 

New Brunswick 

Northwest 
Territories 

Saskatchewan 

Code 

NB 

NT 

SK 

. 03 The following list represents 
foreign countries and the correspond- 
ing code to be associated with each. 
This code will be entered in the State 
Code portion of the Payee "B" 
Record. If a country code is not 
listed in the following table, enter 
"OC". (This code may only be used 
if the country code is not listed. ) You 
may notice that some country and 

state codes are the same. A "1" in 
the Foreign Country Indicator field 
will identify the state code that fol- 
lows as a foreign address rather than 
an address in the United States. You 
are not required to use these codes. 
You may choose to spell out the 
name of the foreign country or use 
abbreviations other than those listed. 
This is only allowable if you enter a 

"1" in the Foreign Country Indicator 
field. The Foreign Country Codes are 
intended for IRS information only 
and are not acceptable by the U. S. 
Postal Service as a mailing address. 
For foreign mailing address informa- 
tion refer to the U. S. Postal Service 
International Mail Manual Sec. 
122. 1. 
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Foreign 
Country Code 

Foreign 
Country Code 

Foreign 
Country Code 

Afghanistan 
Albania 
Algeria 
American Samoa 
Andorra 
Angola 
Antarctica 
Antigua & Barbuda 
Argentina 
Australia 
Austria 
Azores 
Bahamas, The 
Bahrain 
Bangladesh 
Barbados 
Belgium 
Belize (Formerly British 

Honduras) 
Benin (Formerly Dahomey) 
Bermuda 
Bhutan 
Bolivia 
Botswana 
Brazil 
British Indian Ocean Territory 
British Virgin Islands 
Brunei 
Bulgaria 
Burma 
Burundi 
Cambodia 
Cameroon 
Canada 
Canton & Enderbury Islands 
Canary Islands 
Cape Verde, Republic of 
Cayman Islands 
Central Africa Republic 
Chad 
Channel Islands 
Chile 
China (Peking) 
China (Taiwan) 
Christmas Island 

Cocos (Keeling) Islands 

Colombia 
Comoros 
Congo 
Cook Islands 
Costa Rica 
Cuba 
Cyprus 

AF 
AL 
AG 
AQ 
AN 
AO 
AY 
AC 
AR 
AS 

AU 
PO 
BF 
BA 
BG 
BB 
BE 

BH 
DM 
BD 
BT 
BL 
BC 
BR 
IO 
VI 

BX 
BU 
BM 
BY 
CB 

CM 
CA 
EQ 
SP 
CV 
CJ 
CT 
CD 
OC 
CI 

CH 
TW 
KT 
CK 
CO 
CN 
CF 

CW 
CS 

CU 
CY 

CZ 
DA 

as) DJ 
DO 
DR 
EC 
EG 
ES 

UK 
EK 
ET 

FA 
FO 
FJ 
FI 

FR 
FG 
FP 

FS 
GB 
GA 

GC 

GE 
GH 
GI 
GS 
GR 
GL 
GJ 
GP 
GQ 
GT 
GV 
PU 
GY 
HA 

nd HM 
HO 
HK 
HU 

IC 
IN 
ID 
IR 
IZ 
EI 

OC 
IS 
IT 

Czechoslovakia 
Denmark 
Djibouti (Formerly Afars & Iss 
Dominica 
Dominican Republic 
Ecuador 
Egypt 
El Salvador 
England 
Equatorial Guinea 
Ethiopia 
Falkland Islands (Also called 

Islas Malvinas) 
Faroe Islands 
Fiji 
Finland 
France 
French Guinea 
French Polynesia 
French Southern & Antarctic 

Lands 
Gabon 
Gambia, The 
German Democratic Republic 

(East Germany) 
Germany, Federal Republic of 

(West Germany) 
Ghana 
Gibraltar 
Gilbert Islands 
Greece 
Greenland 
Grenada 
Guadeloupe 
Guam 
Guatemala 
Guinea 
Guinea-Bissau 
Guyana 
Haiti 
Heard Island & McDonald Isla 
Honduras 
Hong Kong 
Hungary 
Iceland 
India 

Indonesia 
Iran (Also called Persia) 
Iraq 
Ireland 
Isle of Man 
Israel 
Italy 

IV 
JM 
JA 
JQ 
JO 
KE 

) KN 
Korea) KS 

KU 
LA 
LE 
LT 
LI 

LY 
LS 
LU 

MC 
MA 
MI 

MY 
MV 
ML 
MT 
MB 
MR 
MP 
MX 
MQ 
MN 
MG 
MH 
MO 
MZ 
NR 
BQ 
NP 

lland) NL 
NA 
NC 

NH 
NZ 
NU 
NG 
NI 

NE 
NF 
UK 
NO 
MU 
PK 
PM 
PP 
PF 

Ivory Coast 
Jamaica 
Japan 
Johnston Atoll 
Jordan 
Kenya 
Korea, Democratic Peoples 

Republic of (North Korea 
Korea, Republic of (South 
Kuwait 
Laos 
Lebanon 
Lesotho 
Liberia 
Libya 
Liechtenstein 
Luxembourg 
Macao 
Madagascar 
Malawi 
Malaysia 
Maldives 
Mali 
Malta 
Martinique 
Mauritania 
Mauritius 
Mexico 
Midway Islands 
Monaco 
Mongolia 
Montserrat 
Morocco 
Mozambique 
Nauru 
Navassa Island 
Nepal 
Netherlands (Also called Ho 
Netherlands Antilles 
New Caledonia 
New Hebrides (Also called 

Vanuatu) 
New Zealand 
Nicaragua 
Niger 
Nigeria 
Niue 
Norfolk Island 
Northern Ireland 
Norway 
Oman 
Pakistan 
Panama 
Papua-New Guinea 
Paracel Islands 
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Foreign 
Country Code 

Foreign 
Country Code 

Foreign 
Country Code 

Paraguay 
Peru 
Philippines 
Pitcairn 
Poland 
Portugal 
Portuguese Timor 
Puerto Rico 
Qatar 
Reunion 
Romania 
Rwanda 
St. Christopher-Nevis- 

Anguilla (Also called St 
St. Helena 
St. Lucia 
St. Pierre & Miquelon 
St. Vincent 
San Marino 
Sao Tome and Principe 
Saudi Arabia 
Scotland 
Senegal 
Seychelles 
Sierra Leone 
Singapore 

PA 
PE 
RP 
PC 
PL 
PO 
PT 
RQ 
QA 
RE 
RO 
RW 

Kitts) SC 
SH 
ST 
SB 
VC 
SM 
TP 
SA 
UK 
SG 
SE 
SL 
SN 

Solomon Islands 
Somalia 
South Africa 
Southern Rhodesia 
South-West Africa (Also called 

Namibia) 
Spain 
Spratly Islands 
Sri Lanka (Also called Ceylon) 
Sudan 
Suriname 
Svalbard & Jan Mayen 
Swaziland 
Sweden 
Switzerland 
Syria 
Tanzania 
Thailand 
Togo 
Tokelau Islands 
Tonga 
Trinidad & Tobago 
Trust Territory of the Pacific 

Islands 
Tunisia 
Turkey 

BP 
SO 
SF 

RH 

WA 
SP 
PG 
CE 
SU 
NS 
JS 

WZ 
SW 
SZ 
SY 
TZ 
TH 
TO 
TL 
TN 
TD 

TQ 
TS 
TU 

Turks & Caicos Islands 
Tuvalu (Also called Ellice 
Uganda 
Union of Soviet Socialist 

Republics 
United Arab Emirates 
United Kingdom 
United States 
Upper Volta 
Uruguay 
Vatican City 
Venezuela 

Vietnam 

Virgin Islands of the U. S. 
Wake Island 
Wales 
Wallis & Futuna 
Western Sahara 
Western Samoa 
Yemen (South) 
Yemen (North) 
Yugoslavia 
Zaire 
Zambia 
Zimbabwe 

TK 
Islands) TV 

UG 

UR 
TC 
UK 
US 
UV 

UY 
VT 
VE 

VM 

VQ 

WQ 
UK 
WF 
WI 
WS 
YS 
YE 
YO 
CG 
ZA 

RH 

PART B. SINGLE DENSITY 
DISKETTE SPECIFICATIONS 

SECTION 1. GENERAL 

. 01 The specifications contained in 
this part of the revenue procedure 
define the required format and con- 
tents of the records to be included in 
a single density diskette file. These 
specifications must be adhered to 
unless deviations have been specifi- 
cally granted by IRS. 

. 02 To be compatible, a single 
density diskette file must meet the 
following specifications in total: 

(a) 8 inches in diameter. 
(b) recorded in EBCDIC. 
(c) contain 77 tracks of which: 
(1) Track 0 is the index track (the 

operating system reserves track 0 for 
the directory information and writes 
the file name and location in the 
directory; data cannot be written in 

tract 0). 
(2) Tracks 1 through 73 are data 

tracks. 
(3) Track 74 is unused. 

(4) Tracks 75 and 76 are alternate 
data tracks. 

(d) each Track must contain 26 
sectors. 

(e) each Sector must contain 128 
bytes. 

(f) data must be recorded on only 
one side of the diskette. 

(g) IRS can process single sided, 
single density, soft sectored diskettes 
as well as double sided, double den- 
sity, soft sectored diskettes. Part C 
provides specifications for double 
density diskettes which have sectors 
of 256 bytes. 

(h) an IBM 5360 compatible dis- 
kette would meet the above specifica- 
tions. Hard sectored diskettes are not 
compatible. 

(i) A diskette should be clearly 
marked as to which type of data 
(single sided/single density or double 
sided/double density) is on each dis- 
kette, and preferably, the entire file 
should consist of either all single 
sided/single density or all double 
sided/double density diskettes. 

. 03 Payers who can substantially 
conform to these specifications, but 
who require some minor deviations, 
MUST contact the IRS National 
Computer Center. Under no circum- 
stances may diskettes deviating from 
the specifications in this revenue pro- 
cedure be submitted without prior 
approval from IRS. If you file under 
the Combined Federal/State Pro- 
gram, your files must conform totally 
to this revenue procedure. 

. 04 an external affixed label, Form 
5064, must appear on each diskette 
submitted for processing. The follow- 
ing information is needed: 

(a) The transmitter's name. 

(b) The five character alpha/nu- 
meric Transmitter Control Code. 

(c) State of sender (e. g. , NY). 
(d) Density (used by magnetic tape 

filers only). 

(e) Check box (used by magnetic 
tape filers only). 

(f) Track (used by magnetic tape 
filers only). 
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(g) Recording Code (e. g. , EBCDIC 
or ASCII). Diskette filers enter 
EBCDIC. 

(h) The tax year of the data (e. g. , 
1987). 

(i) Document types (e. g. 
1099-INT). 

(j) The total number of "B" 
Records after each "A" Record (this 
figure is taken from the "C" 
Records). 

(k) A number is assigned by the 
transmitter to the diskette. 

(I) The sequence of each diskette 
(e. g. , 001 to 008). 

The external media label, Form 
5064, was updated for tax year 1986. 
You must use the updated label. This 
information will assist IRS in pro- 
cessing the file or in locating a file, 
should the transmitter request that it 
be returned due to errors. IRS ad- 
vises that special shipping containers 
not be used for transmitting data 
since it cannot be guaranteed that 
they will be returned. 

SEC. 2. DISKETTE HEADER 
LABEL. 

The header label on the diskette 
must be located in tract 0, sector 8 
and must be formatted as shown in 
the following layout. If your system 
automatically creates a header label, 
this is not necessary. If the file will 

consist of multiple diskettes, the 
Multi-Volume indicator in the dis- 
kette header label must contain a 
c cC& 0 

HDR1 

(a) 

1-4 

Blank 

(b) 

Data Set (File) 
Name (For Trans- 

mitter's Use 
(c) 

6-13 

Blank 

(b) 

14-22 

Sector 
Length 

(d) 

23-27 

Blank 

(b) 

28 

Beginning 
of Data 

(e) 

29-33 

Blank 

(b) 

End of 
Data 
(f) 

Blank 

(b) 

Bypass 
Data Set 

(g) 

Data Set 
Accessibility 

(h) 

Write 
Protect 

(i) 

Blank 

(b) 

34 35-39 40 41 42 43 44 

Multi- 
Volume 

Blank 

(b) 

Expiration 
Date 

YYMMDD 
(k) 

Verify 
Mark 

Blank 

(b) 

Next 
Available 

Data Position 
(m) 

45 46-66 67-72 73 74 75-79 

(a) Header 1 — Positions 1 through 
4; enter HDR1. 

(b) Unused — Any field marked 
blank is unused and should contain 
only blanks. 

(c) Data Set (File) Name — Posi- 
tions 6 through 13; you can use this 
field to identify your data set. The 
Data Set Name should begin with an 
alphabetic character and consist of 
only alphabetic or numerica charac- 
ters. 

(d) Sector Length — Positions 23 
through 27; enter the sector length 
128 or 256, right-justify and fill 
positions 23 and 24 with zeros. 

(e) Beginning of Data — Positions 
29 through 33; enter the five-digit 
address designated for the first 
record of this data set. For example, 
if the first record is to go in track 
01, sector 01, enter 01001, or xx0yy 
where xx is the tract number and yy 
is the sector number. 

(f) End of Data — Positions 35 
through 39; enter the five-digit ad- 

dress of the last position of the 
diskette reserved for this data set. 
For example, to reserve the entire 
diskette for a data set, enter 73026. 

(g) Bypass Data Set — Position 41; 
enter B if you want to bypass this 
data set; otherwise, enter a blank. 

(h) Data Set Accessibility — Posi- 
tion 42; enter a blank. Any other 
character in this field causes the 
equipment to refuse the diskette. 

(i) Write Protect — Position 43; this 
field defines the protected status of 
the associated data set. P = read 
only; blank = read/write. With P in 
this position, you can only select the 
Update (U) mode. 

(j) Multi-Volume — Position 45; 
this field indicates whether a com- 
plete data set is on a diskette. Blank 
= data set complete; C = data set 
continued on another diskette; L 
last diskette of a multi-diskette data 
set. 

(k) Expiration Date — Positions 67 
through 72; may be used to contain 

the date that the data set expires. 
The format is YYMMDD where YY 
is the year, MM is the month and 
DD is the day. 

(I) Verify Mark — Position 73; this 
single character field shows if the 
data set is verified. If it is, enter V, 
if it is not verified, enter a blank. 

(m) Next Available Data Posi- 
tion — Enter the address of the next 
available position after End of Data 
(f). Positions 75-79; enter the track 
number in positions 75 and 76, enter 
a "0" (zero) in position 77 and enter 
the sector number in positions 78 and 
79. 

SEC. 3. PAYER/TRANSMITTER "A" 
RECORD 

. 01 Identifies the payer and trans- 
mitter of the diskette and provides 
parameters for the succeeding Payee "B" Records. IRS computer pro- 
grams rely on the absolute relation- 
ship between the parameters and data 
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fields in the "A" Record and the 
data fields in the "B" Records to 
which they apply. 

. 02 The number of "A" Records 
appearing on a diskette will depend 
on the number of payers and the 
different types of returns being re- 
ported. The payment amounts for 
one payer for the one type of return 
must be consolidated under one "A" 
Record if submitted on the same file. 
Do not submit separate "A" Records 
for each payment amount being re- 
ported. For example, if you are filing 
Form 1099-DIV to report Amount 
Codes 1, 2, and 3, all three amount 
codes must be reported under one 
"A" Record, not three separate "A" 
Records. For Payee "B" Records 

which do not contain payment 
amounts for all three amount codes, 
enter zeros for those which have no 
payment to be reported. After the 
header label on the diskette, the first 
record appearing in the file must be 
an "A" Record. When a single den- 
sity diskette is used each "A" 
Record will consist of at least 2 
sectors of 128 positions each; how- 
ever, if you are transmitting for 
someone other than yourself, 4 sec- 
tors are required. A transmitter may 
include Payee "B" Records for more 
than one payer on a diskette; how- 
ever, each GROUP of Payee "B" 
Records must be preceded by an 
"A" Record. A single diskette may 
also contain different types of re- 

turns, but the returns MUST not be 
intermingled. A separate "A" Record 
is required for each payer and each 
type of return being reported. 

. 03 All alpha characters entered in 
the "A" Record should be upper- 
case. 

. 04 WHEN REPORTING FORM 
I098, "MORTGAGE INTEREST 
STA TEMENT, '' THE ''A '' 
RECORD WILL REFLECT THE 
NAME OF THE RECIPIENT OF 
THE IN TER ES T. THE "B" 
RECORD WILL REFLEC T THE 
INDI VIDUAL PA YING THE IN- 
TERES T AND THE AMOUNT 
PAID. 

RECORD NAME: PAYER/TRANSMITTER "A" RECORD 

NOTE: For all fields marked REQUIRED, you must provide the information described under Description and 
Remarks. For fields not marked REQUIRED, you must allow for the field but may be instructed to enter blanks or 
zeros in the indicated diskette position(s) and for the indicated length. When using single sided/single density 
diskettes, each "A" Record will consist of at least 2 sectors of 128 positions each; however, if you are transmitting 
for someone other than yourself, 4 sectors are required. 

Diskette 
Position 

SECTOR 1 

3-4 

5-7 

8-16 

17-20 

21 

22 

Field Title 

Record 
Sequence 

Record Type 

Payment Year 

Diskette 
Sequence 
Number 

Payer's 
Federal EIN 

Payer Name 
Control 

Blank 

Combined 
Federal/State 
Filer 

Length Description and Remarks 

REQUIRED. Must be a "1". It is used to sequence the sectors 
making up a Service Record. 

REQUIRED. Enter "A". 
REQUIRED. Must be the last two digits of the year for which 
information is being reported (e. g. , if payments were made in 
1987, enter "87"). Must be incremented each year. 

Sequence number assigned by the transmitter to each diskette 
starting with 001. (Blanks are acceptable or all zeros. ) You 
must indicate the proper sequence on the external label Form 
5064. 

REQUIRED. Must be the valid 9-digit number assigned to the 
payer by IRS. DO NOT ENTER HYPHENS, ALPHA 
CHARACTERS, ALL 9s OR ALL ZEROS. (Also see Part A, 
Sec. 9. 07. ) 
The Payer Name Control can be obtained from the mail label 
on the Package 1099 which is mailed to most payers on record 
each December. Names of less than (4) four letters should be 
left-justified, filling the unused positions with blanks. If you 
have not received a Package 1099 or you do not know your 
Payer Name Control, this field should be blank filled. 

Enter blank. 

Enter the appropriate code from the table below. Prior 
approval is required. A Consent Form 6847 must be submitted 
to IRS before tax information will be released to the states. 
Refer to Part A, Sec. 12. 11 for money criteria. Not all states 
participate in this program. If the Payer/Transmitter is not 
participating in the Combined Federal/State Filing Program, 
enter blank. (Refer to Part A, Sec. 12 for the requirements 
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RECORD NAME: PAYER/TRANSMITTER "A" Record — Continued 

Diskette 
Position Field Title Length Description and Remarks 

SECTOR 1 (Continued) 

that must be met prior to actual participation in this program. ) 
Forms 1098, 1099-A, 1099-B, and W-2G cannot be filed on 
this program. Filers who participate in this program must 

incorporate state totals into corresponding "K" Records as 
described in Part B, Sec. 13. 

Code Meaning 
1 Participating in the Combined Federal/State 

Filing Program 
Not participating 

23 Type of 
Return 

REQUIRED. Enter 

Type of Return 
1098 
1099-A 
1099-B 
1099-DIV 
1099-G 
1099-INT 
1099-MISC 
1099-OID 
1099-PATR 
1099-R 
5498 
W-2G 

appropriate code from table below: 

Code 
3 
4 
B 
1 

F 
6 
A 
D 
7 
9 
L 
W 

24-32 Amount 
Indicators 

REQUIRED, In most cases, the box numbers on paper 
information returns correspond with the Amount Codes used 
to file on magnetic media; however, should you notice 
discrepancies between this revenue procedure and paper forms, 
please disregard them and program according to this revenue 
procedure for your returns filed on magnetic media. For 
specific instructions on information to be reported in each 
Amount Code, refer to the 1987 "Instructions for Forms 1099, 
1098, 5498, 1096, and W-2G", included in your reporting 
package. The amount indicators entered for a given type of 
return indicate type(s) of payment(s) which were made. For 
each Amount Code entered in this field, a corresponding 
payment amount must appear in the Payee "B" Record. 
Example: If position 23 of the Payer/Transmitter "A" Record 
is "7" (for 1099-PATR) and positions 24-32 are 
"247bbbbbb", this indicates that you will be reporting 3 actual 
payment amounts in all of the following Payee "B" Records. 
The first payment amount field in the Payee "B" Record will 
be all "0" (zeros), the second will represent Nonpatronage 
distributions, the third will be all "0" (zeros), the fourth will 
represent Federal income tax withheld, the fifth and sixth will 
be all "0" (zeros), the seventh will represent Energy investment 
credit, and the eighth and ninth will be all "0" (zeros). Enter 
the Amount Indicators in ASCENDING SEQUENCE (i. e. , 
1247bbbbb), left-justify, filling unused positions with blanks. 
For any further clarification of the Amount Indicator codes, 
contact the IRS National Computer Center. 
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RECORD NAME: PAYER/TRANSMITTER "A" Record — Continued 

Diskette 
Position Field Title Length Description and Remarks 

SECTOR 1 (Continued) 

Amount 
Indicators 
Form 1098- 
Mortgage 
Interest 
Statement 

For Reporting Interest Received from Payer(s) on Form 1098: 

Amount 
Code Amount Type 

Mortgage interest received from payer(s)/ 
borrower(s) 
Optional field for items such as real estate 
taxes or insurance paid from escrow 

Amount 
Indicators 
Form 1099-A- 
Acquisition or 
Abandonment of 
Secured Property 

Amount Type 

Amount of debt outstanding 
Amount of debt satisfied 
Fair market value of property at acquisition 
or abandonment 

For Reporting the Acquisition or Abandonment of Secured 
Property on Form 1099-A: 

Amount 
Code 

Amount 
Indicators 
Form 1099-B- 
Proceeds from 
Real Estate, 
Broker, and Barter 
Exchange 
Transactions 
(See Note 1 

and 2) 

For Reporting Payments on Form 1099-B: 
Amount 
Code Amount Type 

Real Estate (See Note 1) 
Stocks, bonds, etc. (For Forward Contracts 
see NOTE 2 below. ) 
Bartering (Do not report negative amounts) 
Federal income tax withheld 
Profit (or loss) realized in 1987 
Unrealized profit (or loss) on open con- 
tracts — 12/31/86 
Unrealized profit (or loss) on open con- 
tracts — 12/31/87 
Aggregate profit (or loss) 

Gross dividends and other distributions on 
stock 
Investment expenses included in Amount 
Code 1 

Capital gain distributions 
Federal income tax withheld 
Nontaxable distributions (if determinable) 
Foreign tax paid 
Cash liquidation distributions 
Noncash liquidation distributions (Show fair 
market value) 

NOTE 1: Refer to the 1987 "Instructions for Reporting Real Estate Transactions on Form 
1099-B" for detailed information. 
NOTE 2: The Payment Amount field associated with Amount Code 2 may be used to represent a 
loss when the reporting is for Forward Contracts. Refer to Payee "B" Record — General Field 
Descriptions, Payment Amount Fields, for instructions in reporting negative amounts. Do not 
report negative amounts for Amount Code 3 and 4. 
Amount For Reporting Payments on Form 1099-DIV: 
Indicators 
Form 1099-DIV- Code Amount Type 
Dividends and 
Distributions 

1 
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RECORD NAME: PAYER/TRANSMITTER "A" Record — Continued 

Diskette 
Position Field Title Length Description and Remarks 

SECTOR 1 (Continued) 

Amount 
Indicators 
Form 1099-G- 
Certain Government 
Payments 

For Reporting Payments on Form 1099-G: 

Amount 
Code Amount Type 

Unemployment compensation 
State or local income tax refunds 
Federal income tax withheld 
Discharge of indebtedness 
Taxable grants 
Agriculture payments 

Amount 
Indicators 
Form 1099-INT- 
Interest Income 

For Reporting Payments on Form 1099-INT: 

Amount 
Code Amount Type 

Earnings from savings and loan associations, 
credit unions, bank deposits, bearer certifi- 
cates of deposit, etc. 
Early withdrawal penalty 
U. S. Savings Bonds, etc. 
Federal Income Tax withheld 
Foreign tax paid (if eligible for foreign tax 
credit) 

Amount 
Indicators 
Form 1099-MISC— 
Miscellaneous 
Income (See 
Notes 1, 2, 3 and 4) 

For Reporting Payments on Form 1099-MISC: 

Amount 
Code Amount Type 

Rents 
Royalties (See NOTE 1) 
Prizes and awards 
Federal income tax withheld 
Fishing boat proceeds 
Medical and health care payments 
Nonemployee compensation 
Substitute payments in lieu of dividends or 
interest (see NOTE 2) 
Direct sales "indicator" (see NOTE 3) 

NOTE 1: Beginning in tax year 1987, royalties of $10 or more must now be reported. 
NOTE 2: Brokers are subject to a reporting requirement for payments received after 1984. 
Brokers who transfer securities of a customer for use in a short sale must use Amount Code 8 to 
report the aggregate payments received in lieu of dividends or tax-exempt interest on behalf of a 
customer while the short sale was open. Generally, for substitute payments in lieu of dividends, a 
broker is required to file a Form 1099-MISC for each affected customer who is not an individual. 
Refer to the 1987 "Instructions for Form 1099, 1098, 5498, 1096, and W-2G" for detailed 
information. The instructions are included in your magnetic media reporting packages. 
NOTE 3; Use Amount Code "9" to report sales by you of $5, 000 or more of consumer products 
to a person on a buy-sell, deposit-commission, or other basis for resale. Refer to the 1987 
"Instructions for Forms 1099, 1098, 5498, 1096, and W-2G" for specific instructions. Do not 
use this indicator for sales of less than $5, 000. The use of Amount Code "9" actually reflects an 
indicator of direct sales over $5, 000 and is not an actual payment amount or amount code. The 
corresponding payment amount field in the payee "B" Record MUST be reflected as 0000000100 
if you are reporting a direct sale of greater than $5000. This does not mean that a payment of 
$1. 00 was made or is being reported. 
NOTE 4: If you are reporting Excess Golden Parachute Payments, use paper forms 1099-MISC. 
Do not report these payments on magnetic media. See Part A, Sec. 13 for a definition of an 
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RECORD NAME: PAYER/TRANSMITTER "A" RECORD — Continued 

Diskette 
Position Field Title Length Description and Remarks 

SECTOR 1 (Continued) 

Excess Golden Parachute Payment. 

Amount 
Indicators 
Form 1099-OID- 
Original Issue 
Discount 

For Reporting Payments on Form 1099-OID: 

Amount 
Code Amount Type 

Total original issue discount for 1987 
Other periodic interest (the regular interest 
paid on this obligation without regard to any 
original issue discount) 
Early withdrawal penalty 
Federal income tax withheld 

Amount 
Indicators 
Form 1099-PATR- 
Taxable 
Distributions 
Received From 
Cooperatives 
(See Note) 

For Reporting Payments on Form 1099-PATR: 

Amount 
Code Amount Type 

Patronage dividends 
Nonpatronage distributions 
Per-unit retain allocations 
Federal income tax withheld 
Redemption of nonqualified notices and re- 
tain allocations 
Investment credit (See NOTE) 
Energy investment credit (See NOTE) 
Jobs credit (See NOTE) 

NOTE: The amounts shown for Amount Indicators "6", "7" and "8" must be reported to the 
payee; however, they need not be reported to IRS. 

Amount 
Indicators 
Form 1099-R- 
Total Distributions 
from Profit-Sharing, 
Retirement Plans, 
Individual Retire- 
ment Arrangements, 
Insurance Contracts, 
Etc. 
(See NOTES 1, 2 
and 3) 

For Reporting Payments on Form 1099-R: 
Amount 
Code Amount Type 

Amount includable as income (add amounts 
in codes 2 and 3) 
Capital gain (for lump-sum distributions 
only) 
Ordinary income 
Federal income tax withheld 
Employee contributions (profit-sharing or re- 
tirement plans) or insurance premiums 
Net unrealized appreciation in employer's 
securities 
State income tax withheld (See NOTE 2) 
IRA or SEP distributions (See NOTE 3) 
Other 

NOTE 1: A distribution from a KEOGH plan should be reported in Amount Codes 1, 2 and 3 as 
appropriate. 
NOTE 2: State income tax withheld has been added for the convenience of the payer but need 
not be reported to IRS. 
NOTE 3: Do not report DEC distributions in Amount Code 8. These are reported in Amount 
Codes 1 and 3. 
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RECORD NAME: PAYER/TRANSMITTER "A" RECORD — Continued 

Diskette 
Position Field Title Length Description and Remarks 

SECTOR 1 (Continued) 

Amount 
Indicators 
Form 5498— 
Individual 
Retirement 
Arrangement 
Information 
(See NOTE) 

For Reporting Payments on Form 5498: 

Amount 
Code Amount Type 

Regular IRA contributions made in 1987 and 
1988 for 1987 
Rollover IRA contributions 
Life insurance costs included in code 1 for 
endowment contracts only 
Fair market value (of the I RA or SEP 
account on December 31, 1987) 

NOTE: Form 5498 is filed for each person for whom you maintained an individual retirement 
arrangement (IRA) or simplified employee pension (SEP) during 1987. Amount Code 4 represents 
the value of the account. Trustees and issuers of IRAs and SEPs must report the value of 
accounts in existence during the year, even if no contributions were made during the year. Do not 
report employer SEP contributions on Form 5498; however, you must report the value of a SEP 
account. For an IRA, use all applicable Amount Codes. If no IRA contributions were made for 
1987, you will only use Amount Code 4. Only IRA contributions to be applied to 1987 that are 
made between January 1, 1987 and April 15, 1988 are to be reported in Amount Code 1. 
Deductible voluntary employee contributions (DECs) can no longer be made; therefore, they have 
been eliminated from the form. 

Amount 
Indicators 
Form W-2G- 
Certain Gambling 
Winnings 
(See Note) 

For Reporting Payments on Form W-2G: 

Amount 
Code Amount Type 

Gross winnings 
Federal income tax withheld 
State income tax withheld (See NOTE) 
Winnings from identical wagers 

NOTE: State income tax withheld has been added for the convenience of the payer but need not 
be reported to IRS. 

33-44 

45-49 

50 

Blank 

Transmitter 
Control Code 
(TCC) 

Foreign 
Corporation 
Indicator 

12 Enter blanks. 

REQUIRED. Enter the five character alpha/numeric Transmit- 
ter Control Code assigned by IRS. See Part A, Sec. 13 for a 
definition of Transmitter Control Code (TCC). You must have 
a TCC to file actual data on this program. 

Enter a "1" if the payer is a foreign corporation and income 
is paid by the corporation to a U. S. resident from sources 
outside of the United States. A foreign corporation is any 
corporation organized or created other than in or under the 
laws of the United States or any state or territory. Otherwise, 
enter a blank in this field. 

51-90 First 
Payer Name 
Line 

40 REQUIRED. Must be present or files will be returned for 
correction. Enter the name of the payer whose Federal EIN 
appears in position 8-16 above, in the manner in which it is 
used in normal business. Any extraneous information must be 
deleted from the name line. Left-justify and fill with blanks. 
(Do not enter the Transfer Agent's name in this field. The 
Transfer Agent's name should appear in the Second Payer 
Name Line. ) NOTE: WHEN REPOR TING FORM 1098, 
"MOR TGA GE INTERES T S TA TEMENT, " THE "A " 
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RECORD NAME: PAYER/TRANSMITTER "A" RECORD — Continued 

Diskette 
Position Field Title Length Description and Remarks 

SECTOR 1 (Continued) 

RECORD WILL REFLECT THE NAME OF THE RECIPI- 
ENT OF THE INTERES T. THE "B" RECORD WILL 
REFLECT THE INDIVIDUAL PA YING THE INTEREST 
(THE PAYER OF RECORD) AND THE AMOUNT PAID. 

91-128 Blank 38 Enter Blanks. 

SECTOR 2 

3-42 

43 

Record 
Sequence 

Record Type 

Second 
Payer Name 
Line 

Transfer 
Agent 
Indicator 

40 

REQUIRED. Must be a "2". Used to sequence the sectors 
making up a Service Record. 

REQUIRED. Enter "A". 

REQUIRED. Identifies the entity in the Second Payer Name 
Line. (See Part A, Sec. 13 for a definition of Transfer Agent. ) 
Code Meaning 
1 The entity in the Second Payer Name Line 

is the Transfer Agent. 
The entity shown is not the Transfer Agent 
(i. e. , the Second Payer Name Line contains 
either a continuation of the First Payer 
Name Line or blanks). 

0 (zero) 

The contents of this field are dependent upon the TRANSFER 
AGENT INDICATOR in position 43 of Sector 2 of this 
record. If the Transfer Agent Indicator contains a "1", this 
field must contain the name of the Transfer Agent. If the 
Transfer Agent Indicator contains a "0" (zero), this field must 
contain either a continuation of the First Payer Name field or 
blanks. Left-justify and fill unused positions with blanks. IF 
NO ENTRIES ARE PRESENT FOR THIS FIELD, FILL 
WITH BLANKS. (See Part A, Sec. 13 for a definition of 
Transfer Agent. ) 

44-83 

84-123 

124-128 

Payer 
Shipping 
Address 

Payer City, 
State and 
ZIP Code 

Blank 

40 

40 

REQUIRED. If the TRANSFER AGENT INDICATOR in 
position 43 of Sector 2 is a "1, " enter the shipping address of 
the Transfer Agent. Otherwise, enter the shipping address of 
the payer. Left-justify and fill with blanks. 

REQUIRED. If the TRANSFER AGENT INDICATOR in 
position 43 of Sector 2, of this Record is a "1", enter the City, 
State and ZIP Code of the Transfer Agent. Otherwise, enter 
the City, State and ZIP Code of the payer. Left-justify and fill 
with blanks. 

Enter blanks. 

SECTOR 3 Sector 3 and 4 are only required if the payer and transmitter are not the same. 

3-82 

Record 
Sequence 

Record Type 

Transmitter 
Name 

80 

REQUIRED. Must be a "3". Used to sequence the sectors 
making up a Service Record. 

REQUIRED. Enter "A" 

REQUIRED (only if payer and transmitter are not the same). 
Enter the name of the transmitter in the manner in which it is 
used in normal business. The name of the transmitter must be 
constant through the entire file. Left-justify and fiB with 

blanks. If the payer and transmitter are the same, enter blanks 

in this field. 
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RECORD NAME. pAYER/TRANSMITTER "A" RECORD — Continued 

Diskette 
Position Field Title Length Description and Remarks 

SECTOR 3 (Continued) 

83-122 

123-128 

Transmitter 
Mailing 
Address 

Blank 

40 REQUIRED (only if payer and transmitter are not the same). 
Enter the mailing address of transmitter. Left-justify and fill 

with blanks. If the payer and transmitter are the same, enter 
blanks in this field. 

Enter blanks. 

SECTOR 4 Sector 3 and 4 are only required if the payer and transmitter are not the same. 

3-42 

Record 
Sequence 

Record Type 

Transmitter 
City, State 
and ZIP Code 

40 

REQUIRED. Must be a "4". Used to sequence the sectors 
making up a Service Record. 

REQUIRED. Enter "A". 
REQUIRED (only if the payer and transmitter are not the 
same). Enter the City, State, and Zip Code of the transmitter. 
Left-justify and fill with blanks. If the payer and transmitter 
are the same, enter blanks in this field. 

43-128 Blank 86 Enter blanks. 

SEC. 4. PAYER/TRANSMITTER "A" RECORD — RECORD LAYOUT 

Sector 1 

DISKETTE 
RECORD RECORD PAYMENT SEQUENCE 

SEQUENCE TYPE YEAR NUMBER 

PAYER'S 
FEDERAL 

EIN 

PAYER 
NAME 

CONTROL" 

COMBINED 
BLANK FEDERAL/STATE 

FILER 

1 2 

Sector 1 (Continued) 

3-4 5-7 8-16 17-20 22 

TYPE OF AMOUNT 
RETURN INDICATORS 

BLANK TRANSMITTER FOREIGN 
CONTROL CODE CORPORATION 

INDICATOR 

FIRST 
PAYER 
NAME* 

BLANK 

23 

Sector 2 

RECORD 
SEQUENCE 

24-32 

RECORD 
TYPE 

33-44 

SECOND 
PAYER 
NAME* 

45-49 

TRANSFER 
AGENT 

INDICATOR 

50 

PAYER 
SHIPPING 
ADDRESS 

51-90 

PAYER 
CITY 

STATE 
AND ZIP 

91-128 

BLANK 

Sector 3 

3-42 43 44-83 84-123 124-128 

RECORD 
SEQUENCE 

RECORD 
TYPE 

TRANSMITTER 
NAME 

TRANSMITTER 
MAILING 
ADDRESS 

BLANK 

1 2 3-82 83-122 123-128 
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Sector 4 

PAYER/TRANSMITTER "A" RECORD — RECORD LAYOUT — Continued 

RECORD 
SEQUENCE 

RECORD 
TYPE 

TRANSMITTER 
CITY, STATE 

AND ZIP CODE BLANK 

1 2 3-42 43-128 

*When reporting Form 1098, "Mortgage Interest Statement, " the "A" Record will reflect the name of the recipient 
of the interest. 

SEC. 5. PAYEE "B" RECORDS— 
GENERAL INFORMATION FOR ALL 
FORMS 

. 01 This section contains the gen- 
eral information concerning the 
Payee "B" Record for all informa- 
tion returns. For a detailed descrip- 
tion of the record refer to the follow- 
ing in Part B: 

(a) Sec. 6. PAYEE "B" REC- 
ORD — FIELD DESCRIPTIONS 
FOR SECTOR I THROUGH 4 OF 
FORMS 1098, 1099-DI V, 1099-G, 
1099-INT, 1099-MISC, 1099-PATR, 
1099-R, 5498 AND SECTOR 1 

THROUGH 3 OF FORMS 1099-A, 
1099-B, 1099-OID, AND W-2G. 

(b) Sec. 7. PAYEE ''B'' 
RECORD LAYOUTS FOR SECTOR 
1 THROUGH 4 OF FORMS 1098, 
1099-DIV, 1099-G, 1099-INT, 
1099-MISC, 1099-PATR, 1099-R, 
5498 AND SECTOR 1 THROUGH 3 
OF FORMS 1099-A, 1099-B, 
1099-OID, AND W-2G. 

(c) Sec. 8 PAYEE ''B'' 
RECORD — FIELD DESCRIPTIONS 
AND RECORD LAYOUT FOR 
SECTOR 4 OF FORM 1099-A. 

(d) Sec. 9. PAYEE ''B'' 
RECORD — FIELD DESCRIPTIONS 
AND RECORD LAYOUT FOR 
SECTOR 4 OF FORM 1099-B. 

(e) Sec. 10. PAYEE ''B'' 
RECORD — FIELD DESCRIPTIONS 
AND RECORD LAYOUT FOR 
SECTOR 4 OF FORM 1099-OID. 

(f) Sec. 11. PAYEE ' 'B' ' 

RECORD — FIELD DESCRIPTIONS 
AND RECORD LAYOUT FOR 
SECTOR 4 OF FORM W-2G. 

For tax year 1987 data, all "B" 
Records will consist of at least 3 
sectors of 128 positions each. If you 
are not a Combined Federal/State 
filer or if you are not utilizing the 
Special Data Entries field, Sector 4 
can be eliminated for Forms 1098, 
1099-DI V, 1099-G, 1099-INT, 
1099-MISC, 1099 — PATR, 1099-R 

and 5498. The "B" Record will 
always consist of 4 Sectors for Forms 
1099-A, 1099-B, 1099-OID and 
W-2G. In the "A" Record, the 
Amount Indicator Codes that appear 
in diskette positions 24 through 32 of 
Sector 1 will be left-justified and 
blank filled. In the "B" Record, you 
will allow for all nine payment 
amount fields and for those not 
used, enter zeros. For example, if 
you are reporting on Form 
1099-PATR, you will enter a "7" in 
diskette positon 23 of Sector 1 of the 
"A" Record, Type of Return Indica- 
tor field. If you are reporting pay- 
ments for Amount Codes 2, 4, and 
7, then diskette positions 24 through 
32 of Sector 1 of the "A" Record 
will be "247bbbbbb". In the Payee "B" Record, positions 52 through 61 
of Sector 1 for Payment Amount 1 

will be zeros. Positions 62-71 of 
Sector 1 will reflect the actual pay- 
ment amount to be reported for 
"Nonpatronage distributions. " Posi- 
tions 72-81 of Sector 1 for Payment 
Amount 3 will be zeros. Positions 
82-91 of Sector 1 will reflect the 
actual payment amount to be re- 
ported for "Federal income tax with- 
held. " Positions 92-111 of Sector 1 

for Payment Amounts 5 and 6 will 

be zeros. Positions 112-121 of Sector 
1 will reflect the actual payment 
amount to be reported for "Energy 
investment credit. " Positions 3-22 of 
Sector 2 for Payment Amounts 8 and 
9 will be zeros. The First Payee 
Name Line will always appear in 
positions 44-83 of Sector 2 of the "B" Record. 

02. The record layout for Sectors 
1, 2, and 3 will be the same for all "B" records. Sector 4, however, will 

be different for Forms 1099-A, 
1099-B, 1099-OID, and W-2G. Re- 
fer to Part B, Sec. 8, 9, 10 or 11 
respectively for the layout of Sector 4 
of these records. 

. 03 IRS must be able to identify 
the surname associated with the TIN 
(SSN or EIN) furnished on a state- 
ment. The specifications below in- 
clude a field in the payee records 
called "Name Control" in which the 
first four alphabetic characters of the 
payee's surname or last name are to 
be entered by the payers. The sur- 
name or last name should appear 
first in the First Payee Name Line of 
all Payee "B" Records; however, if 
your records have been developed 
using the first name first, IRS pro- 
grams will accept this but a blank 
must appear between the first and 
last name. 

. 04 If payers are unable to provide 
the first four characters of the sur- 
name, the Name Control Field may 
be left blank; however, compliance 
with the following will facilitate IRS 
computer programs in generating the 
Name Control. 

(a) The surname of the payee 
whose TIN (SSN or EIN) is shown in 
the Payee "B" Record should always 
appear first. If, however, you enter 
the first name first, you must leave a 
blank space between the first and last 
name. 

(b) In the case of multiple payees, 
only the surname of the payee whose 
TIN (SSN or EIN) is shown in the 
Payee "B" Record, must be present 
in the First Payee Name LIne. Sur- 
names of any other payees in the 
record must be entered in the Second 
Payee Name Line. 

. 05 A field is also provided in 
these specifications for Special Data 
Entries. This field may be used to 
record information required by state 
or local governments or for the 
filer's own personal use. IRS does 
not use the data provided in 

Special Data Entries field. 

. 06 For those filers participating in 
the Combined Federal/State Filing 
program, positions 70 and 71 of 
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Sector 4 in the Payee "B" Record 
must contain the appropriate state 
code for the state to receive the 
information. The file should also 
meet the money criteria described in 
Part A, Sec. 12. 11. Do not code for 
the states unless prior approval to 
participate has been granted by IRS. 
See Part A, Sec. 12 10 for a list of 
the valid participating state codes. 
FORMS 1098, 1099-A, 1099-B, 
AND W-2G CANNOT BE FILED 
UNDER THE COMBINED 
FEDERALISTA TE FILING PRO- 
GRAM. Your files must meet all of 
the requirements specified in Part A, 
Sec. 12 in order to participate in this 
program. 

. 07 All alpha characters entered in 
the "B" Record should be upper- 
case. 

. 08 Do not use decimal points (. ) 
to indicate dollars and cents on mag- 

netic media. 
. 09 IRS STRONGL Y ENCOUR- 

AGES FILERS TO REVIEW THEIR 
DATA FOR ACCURACY BEFORE 
SUBMISSION TO PREVENT ER- 
RONEOUS NOTICES TO PER- 
SONS FOR WHOM REPORTS ARE 
FILED. FILERS SHOULD BE ES- 
PECIALL Y CAREFUL THA T 
THEIR TAXPA YER NAMES, SO- 
CIA L SEC UR I T Y NUMBER S 
(SSNs), ACCOUNT NUMBERS, 
TYPES OF INCOME, AND IN- 

COME AMOUNTS ARE COR- 
RECT. 

. 10 WHEN REPORTING FORM 
1098, "MOR TGA GE IN TERES T 
STA TEMENT, '' THE ''A '' 
RECORD WILL REFLECT THE 

NAME OF THE RECIPIENT OF 
THE IN TER ES T. THE ' 'B ' ' 

RECORD WILL REFLECT THE 
INDIVIDUAL PA YING THE IN- 
TERES T AND THE A MOUN T 
PAID. 

SEC. 6. PAYEE "B" RECORD— 
FIELD DESCRIPTIONS FOR 
SECTOR 1 THROUGH 4 OF FORMS 
1098, 1099-DIV, 1099-G, 
1099-INT, 1099-MISC, 
1099-PATR, 1099-R, 5498 AND 
SECTOR 1 THROUGH 3 OF FORMS 
1099-A, 1099-B, 1099-0ID, and 
W-2G. 

. 01 For Forms 1099-A, 1099-B, 
1099-OID, and W-2G, see Part B, 
Sec. 8, 9, 10 or 11 respectively for 
the field descriptions and record lay- 
outs for sector 4 of these records. 

Diskette 

Position Field Title 

RECORD NAME: PAYEE "B" RECORD 

Length Description and Remarks 

NOTE: For all fields marked REQUIRED, you must provide the information described under Description and 
Remarks. For those fields not marked REQUIRED, you must allow for the field but may be instructed to enter 
blanks or zeros in the indicated position(s) and for the indicated length. 

SECTOR 1 

3-4 

5-6 

Record 
Sequence 

Record Type 

Payment Year 

Document 
Specific 
Code 

Category of 
Total 
Distribution 
(Form 1099-R 
only) 

REQUIRED. Must be a "1". It is used to sequence the sectors 
making up a Service PAYEE Record. 

REQUIRED. Enter "B", 
REQUIRED. Must be the last two digits of the year for which 
payments are being reported (e. g. , if payments were made in 
1987 enter "87"). Must be incremented each year. 

REQUIRED for Forms 1099-R, 1099-MISC, 1099-G, and 
W-2G. FOR ALL OTHER FORMS, ENTER BLANKS. For 
Form 1099-R, enter the appropriate code(s) for the Category 
of Total Distribution. More than one code may apply for 
Form 1099-R; however, if only one code is required, it will be 
entered in position 5 and position 6 will be blank. For Form 
1099-MISC, position 5 is used to indicate Crop Insurance 
Proceeds. Position 6 will be blank. For Form 1099-G enter the 
year of income tax refund in position 5, position 6 will be 
blank. For Form W-2G enter the Type of Wager in position 5, 
position 6 will be blank. 

Use only for reporting on Form 1099-R to identify the 
Category of Total Distribution. When applicable you may 
enter a numeric and an alpha code, but not two numeric 
codes. No numeric code is needed for normal distributions 
reported in Amount Code 1, but codes A, B, or C might 
apply. IRS suggests that anyone using code P advise payees, at 
the time the distribution is made, that the earnings are taxable 
in the year in which the contribution was made. Enter the 
applicable code from the table below. Code 7 in the table must 
not be used if a significant amount (greater than zero) is 
included in a particular "B" Record for Amount Indicators 1, 
2 and 3. A "0" (zero) is not a valid code for Form 1099-R. IF 
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RECORD NAME: PAYEE "B" RECORD — Continued 

Diskette 

Position Field Title Length Description and Remarks 

SECTOR 1 (Continued) 

YOU ARE REPORTING A DISTRIBUTION FROM A 
KEOGH PLAN, OR FROM ANY OTHER DISTRIBUTION, 
TO WHICH THE FOLLOWING CODES DO NOT APPLY, 
ENTER BLANKS IN THIS FIELD. If you are reporting a 
total distribution from a plan that includes a distribution from 
a DEC, you must report two separate "B" Records — one to 
report the distribution of DECs and the other to report the 
distribution from the other part of the plan. This is necessary 
since DECs are not subject to 5-year/10-year averaging. Report 
the distribution of DECs in Amount Codes 1 and 3 of the 
"A" Record. 

Category 
Premature distribution (other than codes 2, 3, 

5, 8, or P) 
Rollover 
Disability 
Death (includes payments to a beneficiary) 
Prohibited transaction 
Other 
Normal IRA or SEP distributions 
Excess contributions refunded plus earnings 

such excess contributions 
PS 58 Costs (see NOTE) 
Excess contributions refunded plus earnings 

such excess contributions taxable in 1986 
Qualifies for 5-year/10-year averaging 
Qualifies for death benefit exclusion 
Qualifies for both A and B 

4, 
Code 
1 

2 
3 
4 
5 

6 
7 

on 8 

A 
B 
C 

9 
on P 

Crop Insurance 
Proceeds (Form 
1099-MISC only) 

Refund is for 
Tax Year 
(Form 1099-G 
only) 

NOTE: PS 58 Costs may be reported on Form 1099-R if a 
total distribution is also made; otherwise, use Form W-2P 
(filed with SSA). Since this is not actually a total distribution, 
a separate "B" Record is required to report PS 58 Costs. 
These costs may not be reported in combination with a total 
distribution. Refer to the 1987 "Instructions for Forms 1099, 
1098, 5498, 1096, and W-2G, " included in your reporting 
packages. 

If the payment amount reported for Amount Code 7 is crop 
insurance proceeds, enter a "1" in position 5. Position 6 will 

be blank. 

Use only for reporting the tax year for which the refund was 

issued. If the payment amount field associated with Amount 
Indicator 2, Income Tax Refunds, contains a refund, credit or 
offset that is attributable to an income tax which applies 
exclusively to income from a trade or business and is not of 
general application, then enter the ALPHA equivalent of the 
year for which the refund was issued from the table below 
(i. e. , for 1985 enter E). Otherwise, enter the NUMERIC Year 
for which the refund was issued (i. e. , for 1985 enter 5). This 
code should appear in position 5. Position 6 will be blank. 

Year for which Alpha 
Refund was Issued Equivalent ' 
1 A 
2 B 
3 C 
4 D 

5 E 
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RECORD NAME: PAYEE "B" RECORD — Continued 

Diskette 

Position Field Title Length Description and Remarks 

SECTOR I (Continued) 

Year for which 
Refund was Issued 
6 
7 
8 
9 
0 

Alpha 
Equi valent ' 
F 
G 
H 
I 
J 

~To be used for trade or business refunds only. 

Type of 
Wager (Form 
W-2G only) 

Use only for reporting the Type of Wager on Form W-2G. 
This code will appear in position 5. Position 6 will be blank. 

Category Code 
Horse Race Track (or Off Track Betting of a 1 

Horse Track nature) 
Dog Race Track (or Off Track Betting of a Dog 2 

Track nature) 
Jai-alai 3 
State Conducted Lottery 4 
Keno 5 
Casino Type Bingo. DO NOT use this code for 6 

any other type of Bingo winnings (i. e. , Church, 
Fire Dept. etc. 

Slot Machines 7 
Any other types of gambling winnings. This 8 

includes Church Bingo, Fire Dept. Bingo, 
unlabeled winnings, etc. 

9-12 

Blank 

Blank or 
Corrected 
Return 
Indicator 

Name Control 

Enter blank. 

Enter blank. Diskette position 8 is used to indicate a corrected 
return. Refer to Part A, Sec. 8 for specific instructions on how 
to file corrected returns. 

Enter the first 4 letters of the surname of the payee. The 
surname of the person whose TIN is being reported in position 
16-24 of the "B" Record should be used to determine the 
Name Control, this is especially important in the case of 
trustee accounts. If the name that corresponds to the TIN is 
not included in the First or Second Payee Name Line every 
effort should be made to develop the correct Name Control 
for the name that corresponds to the TIN. Surnames of less 
than four (4) letters should be left-justified, filling the unused 
positions with blanks. Special characters and imbedded blanks 
should be removed. In the case of a business, use the first 
significant word of the business name (i. e. , words such as 
"a, " "an" and "of" are not considered significant). Disregard 
the word "the" when it is the first word of the name, unless, 
there are only two words in the name. IF THE NAME 
CONTROL IS NOT DETERMINABLE BY THE PAYER, 
LEAVE THIS FIELD BLANK. A dash (-) and ampersand (&) 
are the only acceptable special characters. 

The following examples may be helpful to you in developing the name control: 

Name 
John Brown 
John A. Lee 
James P. En Sr. 
John O' Neill 

Name Control 
BROW 
LEE* 
EN* 
ONEI 
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RECORD NAME: PAYEE "B" RECORD — Continued 

Diskette 

Position Field Title Length Description and Remarks 

SECTOR 1 (Continued) 

Name 
Mary Van Buren 
Juan De Jesus 
John A. El-Roy 
Mr. John Smith 
Joe McCarthy 
Pedro Torres-Lopes 
Mark D'Allesandro 
The First Bank 
The Hideaway 
IRS 
A & B Cafe 

Name Control 
VANB 
DEJE 
EL-R 
SMIT 
MCCA 
TORR 
DALL 
FIRS 
THEH 
INTE 
A&BC 

13-14 

15 

16-24 

25-44 

Blank 

Type of 
TIN 

Taxpayer 
Identification 
Number 

Payer's 
Account 
Number 
For Payee 

20 

*Name Controls of less than four (4) significant characters 
must be left-justified and blank filled. 

Enter blanks. 

REQUIRED. This field is used to identify the Taxpayer 
Identification Number (TIN) in positions 16-24 as either an 
Employer Identification Number, a Social Security Number, or 
the reason no number is shown. Enter the appropriate code 
from the following table: 

Type of Type of 
TIN T I N A ccount 

1 E I N A business or an organization 
2 S S N An individual 

blank N/A If the type of TIN is undeterminable, 
enter a blank. If the number is 
unobtainable due to legitimate cause, 
e. g. , number applied for but not re- 
ceived, enter a blank. 

REQUIRED. Enter the valid 9-digit Taxpayer Identification 
Number of the payee (SSN or EIN, as appropriate). Where an 
identification number has been applied for but not received or 
where there is any other legitimate cause for not having an 
identification number, enter blanks. Refer to Part A, Sec. 9. 
DO NOT ENTER HYPHENS, ALPHA CHARACTERS, ALL 
9s OR ALL ZEROS. Any record containing an invalid identifi- 
cation number in this field will be returned for correction. 

THIS FIELD HAS BEEN EXPANDED FROM 10 TO 20 
POSITIONS. The payer may use this field to enter the payee's 
account number. The use of this item will facilitate easy 
reference to specific records in the payer's file should any 
questions arise. DO NOT ENTER A TAXPAYER IDENTIFI- 
CATION NUMBER IN THIS FIELD. An account number 
can be any account number assigned by the payer to the payee 
(e. g. , checking account, savings account, etc. ). THIS NUM- 
BER WILL HELP TO DISTINGUISH THE INDIVIDUAL 
PAYEE'S ACCOUNT WITH YOU AND SHOULD BE 
UNIQUE TO IDENTIFY THE SPECIFIC TRANSACTION 
MADE WITH THE ORGANIZATION, SHOULD MULTI- 
PLE RETURNS BE FILED FOR ONE PAYEE. This informa- 
tion will be particularly necessary if you need to file a 
corrected return. You are strongly encouraged to use this field. 
You may use any number that will help identify the particular 
transaction that you are reporting. For real estate transactions 
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RECORD NAME: PAYEE "B" RECORD — Continued 

Diskette 

Position Field Title Length Description and Remarks 
SECTOR 1 (Continued) 

45-51 

52-61 

62-71 

72-81 

82-91 

92-101 

102-111 

112-121 

Blank 

Payment 
Amount Fields 
(Must be numeric) 

Payment 
Amount I 

Payment 
Amount 2 

Payment 
Amount 3 

Payment 
Amount 4 

Payment 
Amount 5 

Payment 
Amount 6 

Payment 
Amount 7 

10 

10 

10 

10 

10 

10 

10 

reported on Forms 1099-B only, if the transferor received or 
will receive property or services as part of the consideration 
for the property transferred, enter "PST" in this field. If you 
are also entering an account number, enter "PST" after the 
number. If a number is not determinable, enter blanks. If 
fewer than twenty characters are required, right-justify, filling 
the remaining positions with blanks. 

Enter blanks. 

REQUIRED. You must allow for all payment amounts and for 
those not used you will enter zeros. For example: If position 
23 of Sector 1 of the Payer/Transmitter "A" Record is "7" 
(for 1099-PATR) and positions 24-32 are "247bbbbbb", this 
indicates that you will be reporting 3 actual payment amounts 
in all of the following Payee "B" Records. Payment Amount 
1 of Sector I will be all "0" (zeros), Payment Amount 2 of 
Sector 1 will represent Nonpatronage distributions, Payment 
Amount 3 of Sector 1 will be all "0" (zeros), Payment 
Amount 4 of Sector 1 will represent Federal income tax 
withheld, Payment Amounts 5 and 6 of Sector 1 will be all "0" (zeros), Payment Amount 7 of Sector 1 will represent 
Energy investment credit, and Payment Amounts 8 and 9 of 
Sector 2 will be all "0" (zeros). Each payment field must 
contain 10 numeric characters (see NOTE I). 
Each payment amount must be entered in U. S. dollars and 
cents. Do not enter dollar signs, commas, decimal points, or 
NEGATIVE PAYMENTS (except those items that reflect a 
loss on Form 1099-B and must be negative overpunched in the 
units position). Payment amounts MUST be right-justified and 
unused positions MUST be zero filled. Federal income tax 
withheld is not reported as a negative amount for any form. 
NOTE 1: If any one payment amount exceeds "9999999999" 
(dollars and cents), as many SEPARATE Payee "B" Records 
as necessary to contain the total amount MUST be submitted 
for the Payee. 
NOTE 2: If you file 1099-MISC, and you are reporting a 
Direct Sale of $5000 or more, enter 0000000100 in Payment 
Amount 9. This will not represent an actual money amount; 
this is an indicator of direct sales. (Refer to Part B, Sec. 3, 
NOTE 3, of the Amount Indicators, Form 1099-MISC, for 
clarification. ) 
The amount reported in this field represents payments for 
Amount Code 1 in the Payer/Transmitter "A" Record. 
The amount reported in this field represents payments for 
Amount Code 2 in the Payer/Transmitter "A" Record. 
The amount reported in this field represents payments for 
Amount Code 3 in the Payer/Transmitter "A" Record. 
The amount reported in this field represents payments for 
Amount Code 4 in the Payer/Transmitter "A" Record. 
The amount reported in this field represents payments for 
Amount Code 5 in the Payer/Transmitter "A" Record. 
The amount reported in this field represents payments for 
Amount Code 6 in the Payer/Transmitter "A" Record. 
The amount reported in this field represents payments for 
Amount Code 7 in the Payer/Transmitter "A" Record. 
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RECORD NAME: PAYEE "B" RECORD — Continued 

Diskette 

Position Field Title Length Description and Remarks 

SECTOR 1 (Continued) 

122-128 Blank 

SECTOR 2 

Enter blanks. 

3-12 

13-22 

23-42 

43 

44-83 

84-123 

124-128 

Record 
Sequence 

Record Type 

Payment 
Amount 8 

Payment 
Amount 9 

Blank 

Foreign 
Country 
Indicator 

First Payee 
Name Line 

Second Payee 
Name Line 

Blank 

10 

10 

20 

40 

40 

REQUIRED. Must be a "2". It is used to sequence the sectors 
making up a Service PAYEE Record. 

REQUIRED. Enter "B". 
The amount reported in this field represents payments for 
Amount Code 8 in the Payer/Transmitter "A" Record. 

The amount reported in this field represents payments for 
Amount Code 9 in the Payer/Transmitter "A" Record. 

Enter blanks. 

REQUIRED. If the payee address is in a foreign country, 
enter a "1" in this field. This will allow you to use any format 
for the Payee Address, City, State and ZIP Code. Address 
information must not appear in the First or Second Payee 
Name Lines. You may choose to use the foreign country codes 
provided in Part A, Sec. 14; however, the U. S. Postal Service 
will not recognize these foreign codes for mailing purposes. 

If the address for the payee is a U. S. address, you must enter 
a blank in this field. The free address format may only be 
used for foreign addresses. For U. S. addresses, you must use 
the U. S. Postal Service state abbreviations in diskette positions 
72 and 73 of Sector 3 of the "B" Record. These abbreviations 
are provided in Part A, Sec. 14. 

REQUIRED. Do not enter address information in this field. 
Enter the name of the payee (preferably surname first) whose 
Taxpayer Identification Number appears in positions 16-24 of 
Sector 1 of the "B" Record. If fewer than 40 characters are 
required, left-justify and fill unused positions with blanks. If 
more space is required for the name, utilize the Second Payee 
Name Line field below. If there are multiple payees, only the 
name of the payee whose Taxpayer Identification Number has 
been provided can be entered in this field. The names of the 
other payees should be entered in the Second Payee Name Line 
field. NOTE: WHEN REPORTING FORM 1098, "MORT- 
GA GE INTERES T S TA TEMENT, " THE "A " RECORD 
WILL REFLECT THE NAME OF THE RECIPIENT OF 
THE INTEREST. THE "B" RECORD WILL REFLECT 
THE INDIVIDUAL PAYING THE INTEREST AND THE 
AMOUNT PAID. 

If the payee name requires more space than is available in the 
First Payee Name Line, enter only the remaining portion of 
the name in this field. If there are multiple payees (e. g. , part- 
ners or joint owners), this field may be used for those payees' 
names who are not associated with the Taxpayer Identification 
Number in positions 16-24 of Sector 1 of the "B" Record. Do 
not enter address information in this field. Left-justify and fill 

unused positions with blanks. FILL WITH BLANKS IF NO 
ENTRIES ARE PRESENT FOR THIS FIELD. 

Enter blanks. 
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Diskette 

Position 

SECTOR 3 

Field Title 

Record 
Sequence 

Record Type 

RECORD NAME: PAYEE "B" RECORD — Continued 

Length Description and Remarks 

REQUIRED. Must be a "3". Used to sequence the sectors 
making up a Service PAYEE Record. 

REQUIRED. Enter "B". 
3-42 

43-71 

72-73 

74-82 

83-128 

Payee Mailing 
Address 

Payee City 

Payee State 

Payee ZIP 
Code 

Blank 

40 

29 

46 

REQUIRED. Enter mailing address of payee. Left-justify and 

fill unused positions with blanks. The address MUST be 
present. This field MUST NOT contain any data other than 
the payee's mailing address. 

REQUIRED. Enter the city, left-justified and fill the unused 

positions with blanks. Do not enter state and ZIP Code 
information in this field. 

REQUIRED. Enter the abbreviation for the state or foreign 
country (if you have chosen to use the foreign country 
abbreviations) as shown in Part A, Sec. 14. You MUST use 
valid U. S. Postal Service state abbreviations for U. S. ad- 
dresses; however, you are not required to use the foreign 
country codes. Refer to Part A, Sec. 14 for more information. 
Use this field for state or country abbreviations only. If the 
code used is for a foreign country, insert a "1" in the Foreign 
Country Indicator field, which is located in position 43 of 
Sector 2 of the "B" Record. 

REQUIRED. Enter the valid 9 digit ZIP Code assigned by the 
U. S. Postal Service. If only the first 5 digits are known, 
left-justify and fill the unused positions with blanks. Use this 
field for the ZIP Code only. For foreign countries, alpha 
characters are acceptable as long as you have entered a "1" in 
the Foreign Country Indicator field which is located in position 
43 of Sector 2 of the "B" Record. 

Enter blanks. 

SECTOR 4 THE FOLLOWING FIELD DESCRIPTIONS DESCRIBE THE RECORD POSITIONS FOR SECTOR 4 
OF THE PAYEE "B" RECORD FOR FORMS 1098, 1099-DIV, 1099-G, 1099-INT, 1099-MISC, 
1099-PATR, 1099-R and 5498. IF YOU ARE NOT A COMBINED FEDERAL/STATE FILER OR IF 
YOU ARE NOT UTILIZING THE SPECIAL DATA ENTRIES FIELD, SEC TOR 4 CAN BE 
ELIMINATED FOR ALL "B" RECORDS EXCEPT FORMS I099-A, 1099-B, I099-OID, AND 8'-2G. 
SEE PART B, SEC. 8, 9, 10 AND 11 FOR THE FIELD DESCRIPTIONS FOR SECTOR 4 OF FORMS 
1099-A, 1099-B, 1099-OID, AND W-2G. 

3-69 

70-71 

72-128 

Record 
Sequence 

Record Type 

Special Data 
Entries 

State Code 

Blank 

67 

57 

REQUIRED. Must be a "4". Used to sequence the sectors 
making up a Service PAYEE Record. 

REQUIRED. Enter "B". 
This portion of the Payee "B" Record may be used to record 
information for state or local government reporting or for the 
filer's own purposes. Payers should contact their state or local 
revenue departments for their filing requirements. If this field 
is not utilized, ENTER BLANKS. 

If this payee record is to be forwarded to a state agency as 
part of the Combined Federal/State Filing Program, enter the 
valid state code from Part A, Sec. 12. 10. For those states NOT 
participating in this program or for Form 1098, ENTER 
BLANKS. 

Enter blanks. 
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RECORD NAME: PAYEE "B" RECORD — Continued 

SEC. 7 PAYEE "B" RECORD — RECORD LAYOUTS FOR SECTOR 1 THROUGH 4 OF FORMS 1098, 1099-DIV 
1099-G, 1099-INT, 1099-MISC. , 1099-PATR, 1099-R, 5498 AND SECTOR 1 THROUGH 3 OF FORM$1099-A, 
1099-B, 1099-OID, AND W-2G 

Sector 1 

RECORD 
SEQUENCE 

RECORD PAYMENT 
TYPE YEAR 

DOCUMENT 
SPECIFIC 

CODE 

BLANK CORRECTED 
RETURN 

INDICATOR 

NAME 
CONTROL 

BLANK 

Sector 1 (Continued) 

3-4 5-6 9-12 13-14 

TYPE 
OF 

TIN* 

TAXPAYER 
IDENTIFICATION 

NUMBER* 

PAYER'S 
ACCOUNT 

NUMBER FOR 
PAYEE* 

BLANK PAYMENT 
AMOUNT 

ONE 

PAYMENT 
AMOUNT 

TWO 

PAYMENT 
AMOUNT 

THREE 

15 

Sector 1 (Continued) 

16-24 25-44 45-51 52-61 62-71 72-81 

PAYMENT 
AMOUNT 

FOUR 

PAYMENT 
AMOUNT 

FIVE 

PAYMENT 
AMOUNT 

SIX 

PAYMENT 
AMOUNT 

SEVEN 
BLANK 

82-91 

Sector 2 

92-101 102-111 112-121 122-128 

RECORD 
SEQUENCE 

Sector 2 (Continued) 

RECORD 
TYPE 

PAYMENT 
AMOUNT 

EIGHT 

3-12 

PAYMENT 
AMOUNT 

NINE 

13-22 

BLANK 

23-42 

FOREIGN 
COUNTRY 

INDICATOR 

43 

FIRST 
PAYEE NAME 

LINE* 

44-83 

SECOND 
PAYEE NAME 

LINE* 

BLANK 

84-123 

Sector 3 

124-128 

RECORD 
SEQUENCE 

RECORD 
TYPE 

PAYEE 
MAILING 

ADDRESS* 

PAYEE 
CITY' 

PAYEE 
STATES 

PAYEE 
ZIP CODE* BLANK 

3-42 43-71 72-73 74-82 83-128 

Sector 4 (See Part B, Sec. 8, 9, 10 and 11 for the Record Layouts for Sector 4 of Forms 1099-A, 1099-B, 1099-OID, 
and W-2G) 

RECORD 
SEQUENCE 

RECORD 
TYPE 

SPECIAL 
DATA 

ENTRIES 

STATE 
CODE 

BLANKS 

2 3-69 70-71 72-128 

*When reporting Form 1098, "Mortgage Interest Statement, " the "B" Record will reflect the individual p~ying the 
interest and the amount paid. 
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SEC. 8. PAYEE "B" RECORDS— 
FIELD DESCRIPTIONS AND 
RECORD LAYOUT FOR SECTOR 4 
OF FORM 1099-A 

. 01 This section contains informa- 
tion pertaining to Sector 4 of Form 
1099-A. For detailed explanations of 

the 1099-A fields see the 1987 "In- 1099-A. 
structions for Forms 1099, 1098, . 03 FORM 1099-A CANNOT BE 

5498, 1096, and W-2G" included in FILED UNDER THE COMBINED 

your reporting packages. FEDERAL/STATE FILING 
. 02 See part B. Sec. 6 for 'field PROGRAM. 

descriptions of Sector 1, 2, and 3 of 
the Payee "B" Record for Forms 

Diskette 
Position Field Title 

RECORD NAME: PAYEE "B" RECORD 
FORM 1099-A — SECTOR 4 ONL Y 

Length Description and Remarks 

SECTOR 4 

3-25 

26-31 

Record 
Sequence 

Record Type 

Special Data 
Entries 

Lender's 
Date of 
Acquisition 
or Knowledge 
of Abandonment 

23 

REQUIRED. Must be a "4". Used to sequence the sectors 
making up a Service PAYEE Record. 

REQUIRED. Enter "B". 
This portion of the payee "B" Record may be used to record 
information for state or local government reporting or for the 
filer's own purposes. Payers should contact their state or local 
revenue departments for their filing requirements. If this field 
is not utilized, ENTER BLANKS. 

REQUIRED FOR FORMS 1099-A ONLY. Enter the date of 
the acquisition of the secured property or the date you first 
knew or had reason to know that the property was abandoned 
in the format MMDDYY. DO NOT ENTER HYPHENS OR 
SLASHES. 

32 Liability 
Indicator 

REQUIRED 
ate indicator 

Indicator 
1 

Blank 

FOR FORM 1099-A ONLY. Enter the appropri- 
from the table below: 

Usage 
Borrower is personally liable for repayment 
of the debt. 
Borrower is nor liable for repayment of the 
debt. 

33-69 Description 37 REQUIRED FOR FORM 1099-A ONL Y. Enter a brief 
description of the property. For example, for real property, 
enter the address, or if the address does not sufficiently 
identify the property, enter the section, lot and block. For 
personal property, enter the type, make, and model (e. g. , 
Car-1987 Buick Regal or Office Equipment, etc. ). If fewer 
than 37 positions are required, left justify and fill unused 
positions with blanks. 

70-128 Blank 59 Enter blanks. 

PAYEE "B" RECORD — RECORD LAYOUT FOR SECTOR 4 OF FORM 1099 — A 

Sector 4 — Form 1099-A 

RECORD 
SEQUENCE 

RECORD 
TYPE 

SPECIAL 
DATA 

ENTRIES 

LENDER'S 
DATE OF 

ACQUISITION 
LIABILITY 

INDICATOR 
DESCRIPTION BLANK 

3-25 26-31 32 33-69 70-128 
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SEC. 9. PAYEE "B" RECORDS— 
FIELD DESCRIPTIONS AND 
RECORD LAYOUT FOR SECTOR 4 
OF FORM 1099-B 

. 01 This section contains the gen- 
eral payment information for Sector 
4 of Form 1099-B. For detailed 

explanations of the 1099-B fields see 
the 1987 "Instructions for Forms 
1099, 1098, 5498, 1096, and W-2G" 
and 1987 "Instructions for Reporting 
Real Estate Transactions on Form 
1099-B. " 

. 02 See Part B. Sec. 6 for field 

descriptions for Sector 1, 2, and 3 of 
the Payee "B" Record for Form~ 
1099-B. 

. 03 FORM 1099-B CANNOT BE 
FILED UNDER THE COMBINED 
FEDERAL/STATE FILING PRO- 
GRAM. 

Diskette 
Position 

SECTOR 4 

Field Title 

Record 
Sequence 

Record Type 

RECORD NAME: PAYEE "B" RECORD 
FORM 1099-B — SECTOR 4 ONL Y 

Length Description and Remarks 

REQUIRED. Must be a "4". Used to sequence the sectors 
making up a Service PAYEE Record. 

REQUIRED. Enter "B". 
3-20 

21 

Special Data 
Entries 

Principal 
Residence 
Indicator 

18 This portion of the payee "B" Record may be used to record 
information for state or local government reporting or for the 
filer's own purposes. Payers should contact their state or local 
revenue departments for their filing requirements. If this field 

is not utilized, ENTER BLANKS. 

For real estate transactions reported on Form 1099-B only. 
The use of this field is not required; if it is not used, enter 
blanks. Enter appropriate indicator from table below: 

Indicator Usage 
P Principal residence 
blank Other real estate 

22 Date of Sale 
Indicator 

REQUIRED FOR FORM 1099-B ONLY. Enter the appropri- 
ate indicator from the table below: 

Indicator 
S 
blank 

Usage 
Date of sale is the actual settlement date 
Date of Sale is the trade date or this is an 

aggregate indicator 

23-28 

29-43 

44-69 

70-128 

Date of 
Sale/Closing 

CUSIP NUMBER 

Description 

Blank 

15 

26 

59 

REQUIRED FOR FORM 1099-B ONLY. Enter the trade date 
or the actual settlement date of the transaction in the format 
MMDDYY. Enter blanks if this is an aggregate transaction. 
DO NOT ENTER HYPHENS OR SLASHES. For real estate 
transactions, enter the date of closing. 

REQUIRED FOR FORM 1099-B ONLY. Enter the CUSIP 
(Commit tee on Uniform Security Identification Procedures) 
number of the items reported for Amount Indicator "2" 
(Stocks, bonds, etc. ). Enter blanks if this is an aggregate 
transaction. Enter "0" (zeros) if the number is not available. 
For CUSIP numbers with less than 15 characters, right-justify 
and fill the remaining positions with blanks. 

REQUIRED FOR FORM 1099-B ONL Y. Enter a brief 
description of the item or services for which the proceeds are 
being reported. If fewer than 26 characters are required, 
left-justify and fill unused positions with blanks. For regulated 
futures contracts, enter "RFC" and any amount subject to 
backup withholding. Enter blanks if this is an aggregate 
transaction. For real estate transactions, if you are reporting a 
refinancing, although you are not required to report it, enter 
"Refinancing". 

Enter blanks. 
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PAYEE "B" RECORD — RECORD LAYOUT FOR SECTOR 4 OF FORM 1099-B 

Sector 4 — 1099-B 

RECORD 
SEQUENCE 

RECORD 
TYPE 

SPECIAL 
DATA 

ENTRIES 

PRINCIPAL 
RESIDENCE 
INDICATOR 

DATE 
OF SALE 

INDICATOR 

DATE 
OF 

SALE 

CUSIP 
NUMBER 

Sector 4 (Continued) 

3-20 21 22 23-28 29-43 

DESCRIPTION BLANK 

44-69 70-128 

SEC. 10. PAYEE "B" RECORDS — FlELD DESCRlPTIONS AND RECORD LAYOUT FOR SECTOR 4 OF FORM 
1099-OID 

. 01 This section contains information pertaining to Sector 4 of Form 1099-OID. For detailed explanations of the 
1099-OID fields see the 1987 "Instructions for Forms 1099, 1098, 5498, 1096, and W-2G" included in your reporting 
packages. 

. 02 See Part B. Sec. 6 for field descriptions of Sectors 1, 2, and 3 of the Payee "B" Record for Forms 1099-OID. 

RECORD NAME: PAYEE "B" RECORD 
FORM 1099-OID — SECTOR 4 ONL Y 

Diskette 
Position 

SECTOR 4 

Field Title 

Record 
Sequence 

Record Type 

Length Description and Remarks 

REQUIRED. Must be a "4". Used to sequence the sectors 
making up a Service PAYEE Record. 

REQUIRED. Enter "B". 
3-43 

44-69 

70-71 

72-128 

Special Data 
Entries 

Description 

State Code 

Blank 

41 

26 

57 

This portion of the payee "B" Record may be used to record 
information for state or local government reporting or for the 
filer's own purposes. Payers should contact their state or local 
revenue departments for their filing requirements. If this field 
is not utilized, ENTER BLANKS. 

REQUIRED FOR FORM 1099-B ONL Y. Enter a brief 
description of the item or services for which the proceeds are 
being reported. If fewer than 26 characters are required, 
left-justify and fill unused positions with blanks. 

If this payee record is to be forwarded to a state agency as 
part of the Combined Federal/State Filing Program, enter the 
valid state code from Part A, Sec. 12. 10. For those states NOT 
participating in this program or for Form 1098, ENTER 
BLANKS. 

Enter blanks. 

PAYEE "B" RECORD — RECORD LAYOUT FOR SECTOR 4 OF FORM 1099-OID 

Sector 4 — 1099-01 D 

RECORD 
SEQUENCE 

RECORD 
TYPE 

SPECIAL 
DATA 

ENTRIES 

DESCRIPTION STATE 
CODE 

BLANK 

3-43 44-69 70-71 72-128 
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SEC. 11. PAYEE "B" RECORDS— 
FIELD DESCRIPTIONS AND 
RECORD LAYOUT FOR SECTOR 4 
OF FORM W-2G. 

. 01 This section contains the gen- 
eral payment information for Sector 

4 of Form W-2G. For detailed expla- 
nations of the W-2G fields see the 
1987 "Instructions for Forms 1099, 
1098, 5498, 1096, and W-2G" in- 

cluded in your reporting packages. 
. 02 See Part B. Sec. 6 for field 

descriptions for Sector 1, 2, and 3 of 

the Payee "B" Record for Forms 
W-2G. 

. 03 FORM W-2G CANNOT BE 
FILED UNDER THE COMBINED 
FEDERAL/STATE FILING 
PROGRAM. 

Diskette 
Position Field Title 

RECORD NAME: PAYEE "B" RECORD 
FORM W-2G — SECTOR 4 ONL Y 

Length Description and Remarks 

SECTOR 4 

3-8 

9-23 

24-28 

29-33 

34-38 

39-53 

54-68 

69-128 

Record 
Sequence 

Record Type 

Date Won 

Transaction 

Race 

Cashier 

Window 

First ID 

Second ID 

Blank 

15 

15 

15 

60 

REQUIRED. Must be a "4". Used to sequence the sectors 
making up a Service PAYEE Record. 

REQUIRED. Enter "B". 
REQUIRED FOR FORM W-2G ONLY. Enter the date of the 
winning event in MMDDYY format. This is not the date the 
money was paid, if paid after the date of the race (or game). 
DO NOT ENTER HYPHENS OR SLASHES. 

REQUIRED FOR FORM W-2G ONLY. If applicable, the 
ticket number, card number (and color, if applicable), machine 
serial number or any other information that will help identify 
the winning transaction. If no entry, enter blanks. Not 
applicable for horse and dog racing, jai alai, and certain other 
wagering transactions, sweepstakes, wagering pools, and cer- 
tain lotteries. 

REQUIRED FOR FORM W-2G ONLY. The race (or game) 
applicable to the winning ticket. If no entry, enter blanks. 

REQUIRED FOR FORM W-2G ONLY. If applicable, the 
initials of the cashier and/or the window number making the 
winning payment. If no entry, enter blanks. 

REQUIRED FOR FORM W-2G ONLY. If applicable, the 
location of the person paying the winnings. If no entry, enter 
blanks. 

REQUIRED FOR FORM W-2G ONLY. If applicable, the 
first identification number of the person receiving the win- 

nings. If no entry, enter blanks. 

REQUIRED FOR FORM W-2G ONLY. If applicable, the 
second identification number of the person receiving the 
winnings. If no entry, enter blanks. 

Enter blanks. 

PAYEE "B" RECORD — RECORD LAYOUT FOR SECTOR 4 OF FORM W-2G 

Sector 4 — W-2G 

RECORD 
SEQUENCE 

RECORD 
TYPE 

3-8 9-23 

DATE WON TRANSACTION RACE 

24-28 

CASHIER 

29-33 

WINDOW 
FIRST 

ID 
SECOND 

ID BLANK 

34-38 39-53 54-68 69-128 
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SEC. 11. END OF PAYER "C" 
RECORD 

. 01 The "C" Record consists of 2 
Sectors of 128 positons each. The 
Control Total fields are each 15 
positions in length. 

. 02 The End of Payer "C" Record 
is a summary record for a type of 
return for a given payer. 

. 03 The "C" Record will contain 
the total number of payees and the 
totals of the payment amount fields 
filed by a given payer. The "C" 

Record must be written after the last 

Payee "B" Record for each type of 
return for a given payer. For each 
"A" Record and group of "B" 
Records on the file, there must be a 
corresponding "C" Record. 

. 04 In developing the "C" Record, 
for example, if you used Amount 
Codes 1, 3 and 6 in the "A" Record, 
the totals from the "B" Records will 

appear in Control Totals 1, 3 and 6 
of the "C" Record. In this example, 
positions 27-41, 57-86, and 102-116 

of Sector 1 and positions 3-32 of 
Sector 2 would be zero filled. 

. 05 Payers/Transmitters must ver- 

ify the accuracy of the totals in the 
"C" Record and must enter the 
totals on the transmittal, Form 4804, 
4802 or computer generated substi- 
tute, which will accompany the ship- 
ment. The lines used on Forms 4804 
and 4802 to record payment amounts 
correspond with the Amount Codes 
used in the "A" Record. These 
forms were updated in 1986. 

Diskette 
Position Field Title 

RECORD NAME: END OF PAYER "C" RECORD 

Length Description and Remarks 

SECTOR I 

3-8 

Record 
Sequence 

Record Type 

Number of 
Payees 

REQUIRED. Must be a "I". Used to sequence the sectors 
making up a Service PAYEE Record. 

REQUIRED. Enter "C" 

REQUIRED. Enter the total number of Payee "B" Records 
covered by the preceding Payer/Transmitter "A" Record. 
Right-justify and zero fill. 

9-11 Blank 3 Enter blanks. 
REQUIRED. If any corresponding Payment Amount fields are present in the Payee "B" 
Records, accumulate into the appropriate Control Total fields. RIGHT JUSTIFY AND ZERO 
FILL UNUSED CONTROL TOTAL FIELDS. Please note that all Control Total fields are 15 
positions in length. 

12-26 

27-41 

42-56 

57-71 

72-86 

87-101 

102-116 

117-128 

Control 
Total 1 

Control 
Total 2 
Control 
Total 3 
Control 
Total 4 
Control 
Total 5 
Control 
Total 6 
Control 
Total 7 
Blank 

15 

15 

15 

15 

15 

15 

15 

12 Enter blanks. 

SECTOR 2 

3-17 

18-32 

33-128 

Record 
Sequence 

Record Type 

Control 
Total 8 
Control 
Total 9 
Blank 

15 

15 

96 

REQUIRED. Must be a "2". Used to sequence the sectors 
making up a Service PAYEE Record. 

REQUIRED. Enter "C" 

Enter blanks. 
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END OF PAYER "C" RECORD — RECORD LAYOUT 

Sector I 

RECORD 
SEQUENCE 

RECORD 
TYPE 

NUMBER 
OF 

PAYEES 
BLANK 

CONTROL 
TOTAL I 

CONTROL 
TOTAL 2 

CONTROL 
TOTAL 3 

CONTROL 
TOTAL 4 

I 2 

Sector I (Continued) 

3-8 9-11 12-26 27-41 42-56 57-71 

CONTROL 
TOTAL 5 

CONTROL 
TOTAL 6 

CONTROL 
TOTAL 7 BLANK 

72-86 

Sector 2 

RECORD 
SEQUENCE 

87-101 102-116 117-128 

RECORD CONTROL CONTROL BLANK 
TYPE TOTAL 8 TOTAL 9 

2 3-17 18-32 33-128 

SEC. 13. STATE TOTALS "K" RECORD 

. 01 The "K" Record consists of 2 Sectors of 128 positions each. The Control Total fields are each 15 positions in 

length. 
. 02 The State Totals "K" Record is a summary for a given payer and a given state in the Combined Federal/State 

Filing Program, used ONLY when state reporting approval has been granted. 
. 03 The "K" Record will contain the total number of payees and the totals of the payment amount fields filed by a 

given payer for a given state. The "K" Record(s) must be written after the "C" Record for the related "A" Record. 
. 04 There MUST be a separate "K" Record for each state being reported. 
. 05 Refer to Part A, Sec. 12 for the requirements and conditions that MUST be met to file on this program. 

Diskette 
Position Field Title 

RECORD NAME: END OF PAYER "K" RECORD 

Length Description and Remarks 

SECTOR 1 

3-8 

9-11 

Record 
Sequence 

Record Type 

Number of 
Payees 

Blank 

REQUIRED. Must be a "1". Used to sequence the sectors 
making up a Service PAYEE Record. 

REQUIRED. Enter "K" 

REQUIRED. Enter the total number of Payee "B" Records 
being coded for this state. Right-justify and zero fill. 

3 Enter blanks. 

12-26 

27-41 

42-56 

57-71 

72-86 

87-101 

15 

15 

REQUIRED. If any corresponding Payment Amount fields are present in the Payee "B" 
Records, accumulate into the appropriate Control Total fields. RIGHT JUSTIFY AND ZERO 
FILL UNUSED CONTROL TOTAL FIELDS. Please note that all Control Total fields are 15 
positions in length. 

Control 15 
Total I 

Control 
Total 2 
Control 15 
Total 3 
Control 
Total 4 
Control 15 
Total 5 

Control 15 
Total 6 
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Diskette 
Position Field Title 

RECORD NAME: END OF PAYER "K" RECORD 

Length Description and Remarks 

SECTOR 1 (Continued) 

102-116 Control 
Total 7 

15 

117-128 

SECTOR 2 

3-17 

18-32 

33-126 

127-128 

Blank 

Record 
Sequence 

Record Type 

Control 
Total 8 
Control 
Total 9 

Blank 

State Code 

12 

15 

15 

94 

Enter blanks. 

REQUIRED. Must be a "2". Used to sequence the sectors 
. making up a Service PAYEE Record. 

REQUIRED. Enter "K" 

Enter blanks. 

REQUIRED. Enter the code assigned to the state which is to 
receive the information. Refer to Part A, Sec. 12. 10. 

END OF PAYER "K" RECORD — RECORD LAYOUT 
Sector 1 

RECORD RECORD 
SEQUENCE TYPE 

NUMBER 
OF 

PAYEES 
BLANK 

CONTROL 
TOTAL 1 

CONTROL 
TOTAL 2 

CONTROL 
TOTAL 3 

CONTROL 
TOTAL 4 

1 2 

Sector 1 (Continued) 

3-8 9-11 12-26 27-41 42-56 57-71 

CONTROL CONTROL CONTROL 
TOTAL 5 TOTAL 6 TOTAL 7 BLANK 

72-86 87-101 102-116 117-128 

2 3-17 18-32 33-126 

Sector 2 

RECORD RECORD CONTROL CONTROL BLANK 
SEQUENCE TYPE TOTAL 8 TOTAL 9 

STATE 
CODE 

127-128 

SEC. 14. END OF TRANSMISSION "F" RECORD 

. pl The "F" Record consists of one 128-position Sector. The "F" Record is a summary of the number of payers 
and diskettes in the entire file. 

. p2 This record should be written after the last "C" Record (or "K" Record, when applicable) of the entire file. 

. 03 A Record Sequence indicator is not used on the "F" Record. 

RECORD NAME: END OF TRANSMISSION "F" RECORD 

Diskette 
Position 

2-5 

Field Title 

Record Type 

Number of 
"A" Records 

Length Description and Remarks 

1 REQUIRED. Enter "F". 
You may enter the total number of Payer/Transmitter "A" 
Records in this transmission. Right-justify and zero fill or 
enter all zeros. 
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Diskette 
Position 

6-8 

Field Title 

Number of 
Diskettes 

RECORD NAME: END OF TRANSMISSION "F" RECORD 

Length Description and Remarks 

You may enter the total number of diskettes in this transmis- 
sion. Right-justify and zero fill or enter all zeros. 

9-30 

31-128 

Zero 

Blank 

22 

98 

Enter zeros. 

Enter blanks. 

END OF TRANSMISSION "F" RECORD — RECORD LAYOUT 
Sector 1 

RECORD 
TYPE 

NUMBER OF 
"A" RECORDS 

NUMBER 
OF 

DISKETTES 
ZERO BLANK 

2-5 6-8 9-30 31-128 

PART C. DOUBLE DENSITY 
DISKETTE SPECIFICATIONS 

SECTION 1. GENERAL 

. 01 The specifications contained in 
this part of the revenue procedure 
describe the required format and con- 
tents of the records to be included in 
a double density diskette file. These 
specifications must be adhered to 
unless deviations have been specifi- 
cally granted by IRS. 

. 02 To be compatible, a double 
density diskette file must meet the 
following specifications in total: 

(a) 8 inches in diameter 
(b) Recorded in EBCDIC. 
(c) Contains 77 cylinders (A cylin- 

der refers to both of the tracks 
available to the read/write heads at 
any of the 77 locations on the double 
sided, double density diskette). 

(1) Cylinder 00 is the index cylin- 
der (the operating system reserves 
cylinder 00 for the directory informa- 
tion and writes the file name and 
location in the directory; data cannot 
be written in cylinder 00). 

(2) Cylinders 1-74 are the primary 
data cylinders. 

(3) Cylinders 75 and 76 are re- 
served for alternative cylinder assign- 
ment. 

(d) Each Track contains 26 sectors; 
therefore, each cylinder contains 52 
sectors. 

(e) Each sector must contain 256 
bytes. 

(f) Data may be recorded on both 
sides of the diskette. 

(g) IRS can process single sided, 
single density, soft sectored diskettes 
as well as double sided, double den- 
sity, soft sectored diskettes. Part B 
provides specifications for single den- 
sity diskettes which have sectors of 
128 bytes. 

(h) An IBM 5360 compatible dis- 
kette would meet the above specifica- 
tions. If using other processors, data 
should be recorded in the Basic Data 
Exchange (EBCDIC) format. Hard 
sectored diskettes are not compatible. 

. 03 Refer to Part B, Sec. 1. 03 
through Sec. 2 for further informa- 
tion concerning diskette requirements 
which apply to both single and dou- 
ble density diskettes. 

SEC. 2. PAYER/TRANSMITTER "A" 
RECORD 

, 01 Identifies the payer and trans- 
mitter of the diskette and provides 
parameters for the succeeding Payee "B" Records. IRS computer pro- 
grams rely on the absolute relation- 
ship between the parameters and data 
fields in the "A" Record and the 
data fields in the "B" Records to 
which they apply. 

. 02 The number of "A" Records 
appearing on a diskette will depend 
on the number of payers and the 
different types of returns being re- 
ported. The payment amounts for 
one payer for one type of return 
must be consolidated under one "A" 
Record if submitted on the same file. 
Do not submit separate "A" Records 
for each payment amount being re- 
ported. For example, if you are filing 

Form 1099-DIV to report Amount 
Codes 1, 2, and 3, all three amount 
codes must be reported under one 
"A" Record, not three separate "A" 
Records. For Payee "B" Records 
which do not contain payment 
amounts for all three amount codes, 
enter zeros for those which have no 
payment to be reported. After the 
header label on the diskette, the first 
record appearing in the file must be 
an "A" Record. When a double 
density diskette is used, each "A" 
Record will consist of at least one 
256 position sector; however, if you 
are transmitting for someone other 
than yourself, 2 sectors are required. 
A transmitter may include Payee "B" Records for more than one 
payer on a diskette; however, each 
GROUP of Payee "B" Records must 
be preceded by an "A" Record. A 
single diskette may also contain dif- 
ferent types of returns, but the re- 
turns MUST not be intermingled. A 
separate "A" Record is required for 
each payer and each type of return 
being reported. 

. 03 All alpha characters entered in 
the "A" Record should be upper- 
case. 

. 04 WHEN REPORTING FORM 
I 098, "MOR TGA GE INTERES T 
STATEMENT, '' THE ''A'' 
RECORD WILL REFLEC T THE 
NAME OF THE RECIPIENT OF 
THE INTERES T. THE "B" 
RECORD WILL REFLECT THE 
INDI VIDUAL PA YING THE IN- 
TERES T AND THE AMOUNT 
PAID. 

560 1987-2 C. B. 



RECORD NAME: PAYER/TRANSMITTER "A" RECORD 

NOTE: For all fields marked REQUIRFD, you must. provide the information described under description and 
remarks. For fields not marked REQUIRED, you must allow for the field but may be instructed to enter blanks or 
zeros in the indicated diskette position(s) and for the indicated length. When using double density diskettes, each "A" 
Reco«will consist of at least one 256 position sector; however, if you are transmitting for someone other than 
yourself, two sectors are required. 

Diskette 
Position 

SECTOR I 

3 — 4 

5-7 

8-16 

17-20 

21 

22 

Field Title 

Record 
Sequence 

Record Type 

Payment Year 

Diskette 
Sequence 
Number 

Payer's 
Federal EIN 

Payer Name 
Control 

Blank 

Combined 
Federal/State 
Filer 

Length Description and Remarks 

REQUIRED. Must be "1". It is used to sequence the sectors 
making up a Service Record. 

REQUIRED. Enter "A". 
REQUIRED. Must be the last two digits of the year for which 
information is being reported (e, g. , if payments were made in 

1987, enter "87"). Must be incremented each year. 

Sequence number assigned by the Transmitter to each diskette 
starting with 001. (Blanks or all zeros are acceptable. ) You must 
indicate the proper sequence on the external label Form 5064. 

The Payer Name Control can be obtained from the mail label 
on the Package 1099 which is mailed to most payers on record 
each December. Names of less than four (4) letters should be 
left-justified, filling the unused positions with blanks. If you 
have not received a Package 1099 or you do not know your 
Payer Name Control, this field should be blank filled. 

Enter blank. 

Enter the appropriate code from the table below. Prior 
approval is required. A Consent Form 6847 must be submitted 
to IRS before tax information will be released to the states. 
Refer to Part A, Sec. 12. 11 for money criteria. Not all states 
participate in this program. If the Payer/Transmitter is not 
participating in the Combined Federal/State Filing Program, 
enter blank. (Refer to Part A, Sec. 12 for the requirements 
that must be met prior to actual participation in this program. ) 
Forms 1098, 1099-A, 1099-B and W-2G cannot be filed on 
this program. Filers who participate in this program must 
incorporate state totals into corresponding "K" Records as 
described in Part C, Sec. 12. 

Code Meaning 
1 Participating in the Combined Federal/State 

Filing Program 
Not participating blank 

REQUIRED. Must be the valid 9-digit number assigned to the 
payer by IRS. DO NOT ENTER HYPHENS, ALPHA 
CHARACTERS, ALL 9s OR ALL ZEROS. (also see Part A, 
Sec. 9. 07) 

23 Type of 
Return 

REQUIRED. Enter 

Type of Return 
1098 
1099-A 
1099-B 
1099-DI V 
1099-G 
1099-INT 
1099-MISC 
1099-OID 
1099-P ATR 

appropriate code from table below: 

Code 
3 
4 
B 
1 

F 
6 
A 
D 
7 
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RECORD NAME: PAYER/TRANSMITTER "A" RECORD — Continued 

Diskette 
Position Field Title Length Description and Remarks 

SECTOR 1 (Continued) 

Type of Return 
1099-R 
5498 
W-2G 

Code 
9 
L 
W 

24-32 Amount 
Indicators 

Amount 
Indicators 
Form 1098- 
Mortgage 
Interest 
Statement 

Amount 
Code Amount Type 

Mortgage interest received from payer(s)/ 
borrower(s) 
Optional field for items such as real estate 
taxes or insurance paid from escrow 

REQUIRED. In most cases, the box numbers on paper 
information returns correspond with the Amount Codes used 
to file on magnetic media; however, should you notice 
discrepancies between this revenue procedure and paper forms, 
please disreagard them and progam according to this revenue 
procedure for your returns filed on magnetic media. For 
specific instructions on information to be reported in each 
Amount Code, refer to the 1987 "Instructions for Forms 1099, 
1098, 5498, 1096, and W-2G, " included in your reporting 
packages. The amount indicators entered for a given type of 
return indicate type(s) of payment(s) which were made. For 
each Amount Code entered in this field, a corresponding 
payment amount must appear in the Payee "B" Record. 
Example: If position 23 of the Payer/Transmitter "A" Record 
is "7" (for 1099-PATR) and positions 24-32 are 
"247bbbbbb", this indicates that you will be reporting 3 actual 
payment amounts in all of the following Payee "B" Records. 
The first payment amount field in the Payee "B" Record will 

be all "0" (zeros), the second will represent Nonpatronage 
distributions, the third will be all "0" (zeros), the fourth will 

represent Fedral income tax withheld, the fifth and sixth will 

be all "0" (zeros), the seventh will represent Energy investment 
credit, and the eight and ninth will be all "0" (zeros). Enter 
the Amount Iindicators in ASCENDING SEQUENCE (i. e. , 
1247bbbbb), left-justify, filling unused positions with blanks. 
For any further clarification of the Amount Indicator codes, 
contact the IRS National Computer Center. 

For Reporting Mortgage Interest Received from Payer(s) on 
Form 1098: 

Amount 
Indicators 
Form 1099-A- 
Acquisition or 
Abandonment of 
Secured Property 

Amount Type 

Amount of debt outstanding 
Amount of debt satisfied 
Fair market value of property at acquisition 
or abandonment 

For Reporting the Acquisition or Abandonment of Secured 
property on Form 1099-A: 

Amount 
Code 
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RECORD NAME PAYER/TRANSMITTER "A" RECORD — Continued 

Diskette 
Position Field Title Length Description and Remarks 
SECTOR 1 (Continued) 

Amount 
Indicators 
Form 1099-B 
Proceeds from 
Real Estate, 
Broker, and Barter 
Exchange 
Transactions 
(See Note 1 and 2) 

For Reporting Payments on Form 1099-B: 

Amount 
Code Amount Type 

Real Estate (See Note 1) 
Stocks, bonds, etc. (For Forward Contracts 
see NOTE 2 below. ) 
Bartering (Do not report negative amounts) 
Federal income tax withheld 
Profit (or loss) realized in 1987 
Unrealized profit (or loss) on open con- 
tracts — 12/31/86 
Unrealized profit (or loss) on open con- 
tracts — 12/31/87 
Aggregate profit (or loss) 

NOTE 1: Refer to the 1987 "Instructions for Reporting Real Estate Transactions on Form 
1099-B" for detailed information. 
NOTE 2: The Payment Amount field associated with Amount Code 2 may be used to represent a 
loss when the reporting is for Forward Contracts. Refer to Payee "B" Record — General Field 
Descriptions, Payment Amount Fields, for instructions in reporting negative amounts. Do not 
report negative amounts for Amount Code 3 and 4. 
Amount For Reporting Payments on form 1099-DIV: 
Indicators 

Amount 
Form 1099-DIV- 
Dividends and 
Distributions 

Gross dividends and other distributions on 
stock 
Investment expenses included in Amount 
Code 1 

Capital gain distributions 
Federal income tax withheld 
Nontaxable distributions (if determinable) 
Foreign tax paid 
Cash liquidation distributions 
Noncash liquidation distributions (Show fair 
market value) 

Amount 
Indicators 
Form 1099-G- 
Certain Government 
Payments 

For Reporting Payments on Form 1099-G: 
Amount 
Code Amount Type 

Unemployment compensation 
State or local income tax refunds 
Federal income tax withheld 
Discharge of indebtedness 
Taxable grants 
Agriculture payments 

Amount 
Indicators 
Form 1099-INT- 
Interest Income 

For Reporting Payments on Form 1099-INT: 
Amount 
Code Amount Type 

Earnings from savings and loan associations, 
credit unions, bank deposits, bearer certifi- 
cates of deposit, etc. 
Early withdrawal penalty 
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RECORD NAME: PAYER/TRANSMITTER "A" RECORD — Continued 

Diskette 
Position Field Title Length Description and Remarks 

SECTOR 1 (Continued) 

Amount 
Code Amount Type 

U. S. Savings Bonds, etc. 
Federal Income Tax withheld 
Foreign tax paid (if eligible for foreign tax 
credit) 

Amount 
Indicators 
Form 1099-MISC— 
Miscellaneous 
Income (See 
Notes I, 2, 3 and 4) 

For Reporting Payments on Form 1099-MISC: 

Amount 
Code Amount Type 

Rents 
Royalties (See NOTE I) 
Prizes and awards 
Federal income tax withheld 
Fishing boat proceeds 
Medical and health care payments 
Nonemployee compensation 
Substitute payments in lieu of dividends or 
interest (see NOTE 2) 
Direct sales "indicator" (see NOTE 3) 

Amount Type 

Total original issue discount for 1987 
Other periodic interest (the regular interest 
paid on this obligation without regard to any 
original issue discount) 
Early withdrawal penalty 
Federal income tax withheld 

NOTE 1: Beginning in tax year 1987, royalties of $10 or more must now be reported. 
NOTE 2: Brokers are subject to a reporting requirement for payments received after 1984. 
Brokers who transfer securities of a customer for use in a short sale must use Amount Code 8 to 
report the aggregate payments received in lieu of dividends or tax-exempt interest on behalf of a 
customer while the short sale was open. Generally, for substitute payments in lieu of dividends, a 
broker is required to file a Form 1099-MISC for each affected customer who is not an individual. 
Refer to the 1987 "Instructions for Form 1099, 1098, 5498, 1096, and W-2G" for detailed 
information, The instructions are included in your magnetic media reporting packages. 
NOTE 3: Use Amount Code "9" to report sales by you of $5, 000 or more of consumer products 
to a person on a buy-sell, deposit-commission, or other basis for resale. Refer to the 1987 
"Instructions for Forms 1099, 1098, 5498, 1096, and W-2G" for specific instructions. Do not 
use this indicator for sales of less than $5, 000. The use of Amount Code "9" actually reflects an 
indicator of direct sales over $5, 000 and is not an actual payment amount or amount code. The 
corresponding payment amount field in the payee "B" Record MUST be reflected as 0000000100 
if you are reporting a direct sale of greater than $5, 000. This does not mean that a payment of 
$1. 00 was made or is being reported. 
NOTE 4: If you are reporting Excess Golden Parachute Payments, use paper forms 1099-MISC. 
Do not report these payments on magnetic media. See Part A, Sec. 13 for a definition of an 
Excess Golder, Parachute Payment. 

Amount For Reporting Payments on Form 1099-OID: 
Indicators Amount 
Form 1099-OID- 
Original issue 
Discount I 

2 
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RECORD NAME: PAYER/TRANSMITTER "A" RECORD — Continued 

Diskette 
Position Field Title Length Description and Remarks 

SECTOR 1 (Continued) 

Amount 
Indicators 
Form 1099-PATR- 
Taxable 
Distributions 
Received From 
Cooperatives 
(See note) 

For Reporting Payments on Form 1099-PATR: 

Amount 
Code Amount Type 

Patronage dividends 
Nonpatronage distributions 
Per-unit retain allocations 
Federal income tax withheld 
Redemption of nonqualified notices and re- 
tain allocations 
Investment credit (See NOTE) 
Energy investment credit (See NOTE) 
Jobs credit (See NOTE) 

NOTE: The amounts shown for Amount Indicators "6, " "7" and "8" must be reported to the 
payee; however, they need not be reported to IRS. 
Amount For Reporting Payments on Form 1099-R: 
Indicators 

Amount Form 1099-R- 
Code Amount Type Total distributions 

from Profit-Sharing, 
I 

Retirement Plans, 
Individual Retirement 

2 
Arrangements, 
Insurance contracts, 

3 Etc. 
4 

(See NOTES I, 2 
and 3) 

Amount includable as income (add amounts 
m codes 2 and 3) 
Capital gain (for lump-sum distributions 
only) 
Ordinary income 
Federal income tax withheld 
Employee contributions (profit-sharing or re- 
tirement plans) or insurance permiums 
Net unrealized appreciation in 

employer�'s 

securities 
State income tax withheld (See NOTE 2) 
IRA or SEP distributions (See NOTE 3) 
Other 

NOTE 1: A distribution from a KEOGH plan should be reported in Amount Codes 1, 2 and 3 as 
appropriate. 
NOTE 2: State income tax withheld has been added for the conveninece of the payer but need 
not be reported to IRS. 
NOTE 3: Do not report DEC distributions in Amount Code 8. These are reported in Amount 
Codes 1 and 3. 
Amount 
Indicators 
Form 5498- 
Individual 
Retirement 
Arrangement 
Information 
(See NOTE) 

For Reporting Payments on Form 5498: 
Amount 
Code Amount Type 

Regular IRA contributions made in 1987 and 
1988 for 1987 
Rollover IRA contributions 
Life insurance cost included in code I for 
endowment contracts only 
Fair market value (of the IRA or SEP 
account on December 31, 1987) 

NOTE. Form 5498 is filed for each person for whom you maintained an individual retirement arrangement (IRA) or 
simplified employee pension (SEP) during 1987. Amount Code 4 represents the value of the account. Trustees and 
issuers of IRAs and SEPs must report the value of accounts in existence during the year, even if no contributions were 
made during the year. Do not report employer SEP contributions on Form 5498; however, you must report the value of the SEP account. For an IRA, use all applicable Amount Codes. If no IRA contributions were made for 1987, you 
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RECORD NAME: PAYER/TRANSMITTER "A" RECORD — Continued 

Diskette 
Position Field Title Length Description and Remarks 

SECTOR I (Continued) 

Gross winnings 
Federal income tax withheld 
State income tax withheld (See NOTE) 
Winnings from identical wagers 

NOTE: State income tax withheld has been added for the convenience of the payer but need not 
be reported to IRS. 

will only use Amount Code 4. Only IRA contributions to be applied to 1987 that are made between January 1, 1987 
and April 15, 1988 are to be reported in Amount Code 1. Deductible voluntary employee contribitions (DECs) can no 
longer be made; therefore, they have been eliminated from the form. 

Amount For Reporting Payments on Form W-2G: 
Indicators Amount 
Form W-2G- Code Amount Type 
Certain Gambling 
Winnings 

1 
(See Note) 2 

33-44 

45-49 

50 

51-90 

91-130 

131 

Blank 

Transmitter 
Control Code 
(TCC) 

Foreign 
Corporation 
Indicator 

First 
Payer Name 
Line 

Second 
Payer Name 
Line 

Transfer 
Agent 
Indicator 

12 

40 

40 

Enter blanks. 

REQUIRED. Enter the five character alpha/numeric Transmit- 
ter Control Code assigned by IRS. See Part A, Sec. 13 for a 
definition of Transmitter Control Code (TCC). You must have 
a TCC to file actual data on this program. 

Enter a "1" if the payer is a foreign corporation and income 
is paid by the corporation to a U. S. resident from sources 
outside of the United States. A foreign corporation is any 
corporation organized or created other than in or under the 
laws of the United States or any state or territory. Otherwise, 
enter a blank in this field. 

REQUIRED. must be present or files will be returned for 
correction. Enter the name of the payer whose Federal EIN 
appears in position 8-16 above, in the manner in which it is 
used in normal business. Any extraneous information must be 
deleted from the name line. Left-justify and fill with blanks. 
(Do not enter the Transfer Agent's name in this field. The 
Transfer Agent's name should appear in the Second Payer 
Name Line. ) NOTE: WHEN REPORTING FORM 1098, 
"MORTGAGE ' INTEREST STA TEMENT, " THE "A" 
RECORD WILL REFLECT THE NAME OF THE RECIPI- 
ENT OF THE INTERES T. THE "B " RECORD WILL 
REFLECT THE INDIVIDUAL PA YING THE INTEREST 
(THE PAYER OF RECORD) AND THE AMOUNT PAID. 

The contents of this field are dependent upon the TRANSFER 
AGENT INDICATOR in position 131 of Sector l. If the 
Transfer Agent Indicator contains a "1", this field must 
contain the name of the Transfer Agent. If the Transfer Agent 
Indicator contains a "0" (zero), this field must contain either 
a continuation of the First Payer name field or blanks. 
Left-justify and fill unused positions with blanks. IF NO 
ENTRIES ARE PRESENT FOR THIS FIELD, FILL WITH 
BLANKS. (See Part A, Sec, 13 for a definition of Transfer 
Agent. ) 

REQUIRED. Identifies the entity in the Second Payer Name 
field. (See Part A, Sec. 13 for a definition of Transfer Agent. ) 
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RE( ORD NAME. PAYER/TRANSMITTER "A" RECORD — Continued 

Diskette 
Position Field Title Length Description and Remarks 

SECTOR I (Continued) 

Code 
1 

0 (zero) 

Meaning 
The entity in the Second Payer Name field 

is the Transfer Agent. 
The entity shown is not the Transfer Agent 
(i. e. , the Second Payer name field contains 
either a continuation of the First Payer 
Name field or blanks). 

132-171 

172-211 

Payer 
Shipping 
Address 

Payer City, 
State and 
ZIP Code 

40 

40 

REQUIRED. If the TRANSFER AGENT INDICATOR in 

position 131 of Sector 1 is a "1" enter the shipping address of 
the Transfer Agent. Otherwise, enter the shipping address of 
the payer. Left-justify and fill with blanks. 

REQUIRED. If the TRANSFER AGENT INDICATOR in 

position 131 of Sector I of this Record is a "I", enter the 

City, State and ZIP code of the Transfer Agent. Otherwise, 
enter the City, State and ZIP Code of the payer. Left-justify 
and fill with blanks. 

212-256 Blank 45 Enter blanks. 

SECTOR 2 — Sector 2 need only be used if the Payer and Transmitter are not the same. 

3-82 

83-122 

123-162 

Record 
Sequence 

Record Type 

Transmitter 
Name 

Transmitter 
Mailing 
Address 

Transmitter 
City, State 
and ZIP Code 

80 

40 

40 

REQUIRED. Must be "2". Used to sequence the sectors 
making up a Service Record. 

REQUIRED. Enter "A". 
REQUIRED (only if payer and transmitter are not the same). 
Enter the name of the transmitter in the manner in which it is 
used in normal business. The name of the transmitter must be 
constant through the entire file. Left-justify and fill with 
blanks. If the payer and transmitter are the same, enter blanks 
in this field. 

REQUIRED (only if payer and transmitter are not the same). 
Enter the mailing address of transmitter. Left-justify and fill 
with blanks. If the payer and transmitter are the same, enter 
blanks in this field. 

REQUIRED (only if the payer and transmitter are not the 
same). Enter the City, State, and Zip Code of the transmitter. 
Left-justify and fill with blanks. If the payer and transmitter 
are the same, enter blanks in this field. 

163-256 Blank 94 Enter blanks. 

SEC. 3. PAYER/TRANSMITTER "A" RECORD — RECORD LAYOUT 

Sector 1 

RECORD 
SEQUENCE 

RECORD 
TYPE 

PAYMENT 
YEAR 

DISKETTE PAYER'S PAYER 
SEQUENCE FEDERAL NAME 

NUMBER EIN* CONTROL* 
BLANK 

COMBINED 
FEDERAL/STATE 

FILER 

I 2 3-4 5-7 8-16 17-20 21 22 

1987-2 C. B. 567 



Sector I (continued) 
RECORD NAME: PAYER/TRANSMITTER "A" RECORD — Continued 

TYPE OF 
RETURN 

AMOUNT 
INDICATORS 

BLANK TRANSMITTER 
CONTROL CODE 

FOREIGN 
CORPORATION 

INDICATOR 

FIRST 
PAYER 
NAME* 

SECOND 
PAYER 
NAME* 

23 24-32 33-44 45-49 50 51-90 91 — 130 

Sector I (Continued) 

TRANSFER 
AGENT 

INDICATOR 

PAYER 
SHIPPING 
ADDRESS* 

PAYER 
CITY 

STATE 
AND ZIP* 

BLANK 

Sector 2 

131 132-171 172-211 212-256 

RECORD 
SEQUENCE 

RECORD 
TYPE 

TRANSMITTER 
NAME 

3-82 

TRANSMITTER 
MAILING 
ADDRESS 

83-122 

TRANSMITTER 
CITY, STATE 

AND ZIP 

123-162 

BLANK 

163-256 

*When reporting Form 1098, "Mortgage Interest Statement, " the "A" Record will reflect the name of the recipient 
of the interest. 

SEC. 4. PAYEE "B" RECORDS— 
GENERAL INFORMATION FOR ALL 
FORMS 

. 01 This section contains the gen- 
eral information concerning the 
Payee "B" Record for all informa- 
tion returns filed on double sided/ 
double density soft sectored diskettes. 
For a detailed description of the 
record refer to the following in part 
C: 

(a) Sec. 5. PAYEE "B" REC- 
ORD — FIELD DESCRIPTIONS 
FOR SECTOR I AND 2 OF FORMS 
1098, 1099-DIV, 1099-G, 1099-INT, 
1099-MISC, 1099-PATR, 1099-R, 
5498 AND SECTOR 1 OF FORMS 
1099-A, 1099-B, 1099-OID AND 
W-2G. (See Part C, Sec. 7, 8, 9 or 
10 for field descriptions for Sector 2 
of Forms 1099-A, 1099-B, 1099-OID 
and W-2G). 

(b) Sec. 6. PAYEE "B" RECORD 
LAYOUTS FOR SECTOR I AND 2 
OF FORMS 1098, 1099-DIV, 
1099-G, 1099-INT, 1099-MISC, 
1099-PATR, 1099-R, 5498 AND 
SECTOR I OF FORMS 1099-A, 
1099-B, 1099-OID AND W-2G. 

(c) Sec. 7. PAYEE ''B'' 
RECORD — FIELD DESCRIPTIONS 
AND RECORD LAYOUT FOR 
SECTOR 2 OF FORM 1099-A. 

(d) Sec. 8. PAYEE ''B'' 

RECORD — FIELD DESCRIPTIONS 
AND RECORD LAYOUT FOR 
SECTOR 2 OF FORM 1099-B. 

(e) Sec. 9. PAYEE ''B'' 
RECORD — FIELD DESCRIPTIONS 
AND RECORD LAYOUT FOR 
SECTOR 2 OF FORM 1099-OID. 

(f) Sec. 10. PAYEE ''B'' 
RECORD — FIELD DESCRIPTIONS 
AND RECORD LAYOUT FOR 
SECTOR 2 OF FORM W-2G. 

For tax year 1987 data, all "B" 
Records will consist of two sectors of 
256 positions each. In the "A" 
Record, the Amount Indicator Codes 
that appear in diskette positions 24 
through 32 of Sector I will be left- 
justified and blank filled. In the "B" 
Record, you will allow for all nine 
payment amount fields and for those 
not used, enter zeros. For example, if 
you are reporting on Form 
1099-PATR, you will enter a "7" in 
diskette position 23 of Sector I of 
the "A" Record, Type of Return 
Indicator field. If you are reporting 
payments for Amount Codes 2, 4, 
and 7, then diskette positions 24 
through 32 of Sector I of the "A" 
Record will be "247bbbbbb". In the 
Payee "B" Record, positions 52 
through 61 of Sector I for Payment 
Amount 1 will be zeros. Positions 
62-71 of Sector I will reflect the 
actual payment amount to be re- 

ported for "Nonpatronage distribu- 
tions. " Positions 72-81 of Sector 1 

for Payment Amount 3 will be zeros. 
Positions 82-91 of Sector 1 will re- 
flect the actual payment amount to 
be reported for "Federal income tax 
withheld. " Positions 92-111 of Sec- 
tor I for Payment Amounts 5 and 6 
will be zeros. Positions 112-121 of 
Sector I will reflect the actual pay- 
ment amount to be reported for 
"Energy investment credit. " Posi- 
tions 122-141 of Sector I for Pay- 
ment Amounts 8 and 9 will be zeros. 
The First Payee Name Line will 

always appear in positions 163-202 
of Sector 1 of the "B" Record. 

. 02 The record layout for Sector I 

will be the same for all "B" records. 
Sector 2, however, will be different 
for Forms 1099-A, 1099-B, 
1099-OID, and W-2G. Refer to Part 
C, Sec. 7, 8, 9 or 10 respectively for 
the record layouts for Sector 2 of 
these records. 

. 03 IRS must be able to identify 
the surname associated with the TIN 
(SSN or EIN) furnished on a state- 
ment. The specifications below in- 
clude a field in the payee records 
called "Name Control" in which the 
first four alphabetic characters of the 
payee's surname or last name are to 
be entered by the payers. The sur- 
name or last name should appear 
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first in the First Payee Name Line of 
all Payee "B" Records; however, if 
your records have been developed 
using the first name first, IRS pro- 
grams will accept this but a blank 
must appear between the first and 
last name. 

. 04 If payers are unable to provide 
the first four characters of the sur- 
name, the Name Control Field may 
be left blank; however, compliance 
with the following will facilitate IRS 
computer programs in generating the 
Name Control. 

(a) The surname of the payee 
whose TIN (SSN or EIN) is shown in 
the Payee "B" Record should always 
appear first. If, however, you enter 
the first name first, you must leave a 
blank space between the first and last 
name. 

(b) In the case of multiple payees, 
only the surname of the payee whose 
TIN (SSN or EIN) is shown in the 
Payee "B" Record, must be present 
in the First Payee Name Line. Sur- 
names of any other payees in the 
record must be entered in the Second 
Payee Name Line. 

. 05 A field is also provided in 
these specifications for Special Data 
Entries. This field may be used to 
record information required by state 
or local governments or for the fil- 

er's own personal use. IRS does not 

use the data provided in the Special 

Data Entries field. 
. 06 For those filers participating in 

the Combined Federal/State Filing 

Program, positions 180 and 181 of 
Sector 2 in the Payee "B" Record 
must contain the appropriate state 

code for the state to receive the 

information. The file should also 

meet the money criteria described in 

Part A, Sec. 12. 11. Do not code for 
the states unless prior approval to 
participate has been granted by IRS. 
See Part A, Sec. 12. 10 for a list of 
the valid participating state codes. 
FORMS 1098, 1099-A, 1099- B, 
AND W-2G CANNOT BE FILED 
UNDER THE COMBINED 
FEDERA L!S TA TE FILING PRO- 
GRAM. Your files must meet all of 
the requirements specified in Part A, 
Sec. 12 in order to participate in this 
program. 

. 07 All alpha characters entered in 

the "B" Record should be upper- 
case. 

. 08 Do not use decimal points (. ) 
to indicate dollars and cents on mag- 
netic media. 

. 09 IRS S TRONGL Y ENCOUR- 
AGES FILERS TO REVIEW THEIR 
DATA FOR ACCURACY BEFORE 
SUBMISSION TO PREVENT ER- 

RONEOUS NOTICES TO PER- 
SONS FOR WHOM REPORTS ARE 
FILED. FII. ERS SHOULD BE ES- 
PECIALL Y CAREFUL THA T 
THEIR TAXPA YER NAMES, SO- 
CIAL SECURITY NUMBERS 
(SSNs), ACCOUNT NUMBERS, 
T YPES OF INCOME, A ND IN- 

COME A MOUN TS ARE COR- 
RECT. 

. 10 WHEN REPORTING FORM 
1098, "MORTGAGE INTEREST 
S TA TEMENT, '' THE ''A '' 
RECORD WIL L REFLEC T THE 
NA ME OF THE RECIPIENT OF 
THE INTERES T. THE ' 'B ' ' 

RECORD WILL REFLEC T THE 
INDIVIDUAL PA YING THE IN- 
TEREST AND THE AMOUNT 
PA ID. 

SEC. 5. PAYEE "B" RECORD— 
FIELD DESCRIPTIONS FOR 
SECTOR 1 AND 2 OF FORMS 
1098, 1099-DIV, 1099-G, 
1099- I NT, 1099- MISC, 
1099-PATR, 1099-R, 5498 AND 
SECTOR 1 OF FORMS 1099-A, 
1099-B, 1099-OID AND W-2G. 

. 01 For Forms 1099-A, 1099-B, 
1099-OID and W-2G, see Part C, 
Sec. 7, 8, 9, or 10 respectively for 
the field descriptions and record lay- 
outs for sector 2 of these records. 

Diskette 

Position Field Title 

RECORD NAME: PAYEE "B" RECORD 

Length Description and Remarks 

NOTE: For all fields marked REQUIRED, you must provide the information described under Description and 
Remarks. For fields not marked REQUIRED, you must allow for the field but may be instructed to enter blanks or 
zeros in the indicated diskette position(s) and for the indicated length. When using double density diskettes, each "B" 
Record will consist of two 256 position sectors. 

SECTOR 1 

3 — 4 

5-6 

Record 
Sequence 

Record Type 

Payment Year 

Document 
Specific 
Code 

REQUIRED. Must be a "1". It is used to sequence the sectors 
making up a Service PAYEE Record. 

REQUIRED. Enter "B". 
REQUIRED. Must be the last two digits of the year for which 
payments are being reported (e. g. , if payments were made in 
1987 enter "87"). Must be incremented each year. 

REQUIRED for Forms 1099-R, 1099-MISC, 1099-G, and 
W-2G. FOR ALL OTHER FORMS, ENTER BLANKS. For 
Form 1099-R, enter the appropriate code(s) for the Category 
of Total Distribution. More than one code may apply for 
Form 1099-R; however, if only one code is required, it will be 
entered in position 5 and position 6 will be blank. For Form 
1099-MISC, position 5 is used to indicate Crop Insurance 
Proceeds. Position 6 will be blank. For Form 1099-G, enter 
the year of income tax refund in position 5, position 6 will be 
blank. For Form W-2G enter the Type of Wager in position 5, 
position 6 will be blank. 
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RECORD NAME: PAYEE "B" RECORD — Continued 

Diskette 
Position Field Title Length Description and Remarks 

SECTOR 1 (Continued) 

Category of 
Total 
Distribution 
(Form 1099-R 
only) 

Use only for reporting on Form 1099-R to identify the 
Category of Total Distribution. When applicable, you may 
enter a numeric and an alpha code, but not two numeric 
codes. No numeric code is needed for normal distributions 
reported in Amount Code I, but codes A, B, or C might 

apply. IRS suggests that anyone using code P advise payees, at 
the time the distribution is made, that the earnings are taxable 
in the year in which the contribution was made. Enter the 
applicable code from the table below. Code 7 in the table must 
not be used if a significant amount (greater than zero) is 

included in a particular "B" Record for Amount Indicators I, 
2 and 3. A "0" (zero) is not a valid code for Form 1099-R. IF 
YOU ARE REPORTING A DISTRIBUTION FROM A 
KEOGH PLAN, OR FROM ANY OTHER DISTRIBUTION, 
TO WHICH THE FOLLOWING CODES DO NOT APPLY, 
ENTER BLANKS IN THIS FIELD. If you are reporting a 
total distribution from a plan that includes a distribution from 
a DEC, you must report two separate "B" Records — one to 
report the distribution of DECs and the other to report the 
distribution from the other part of the plan. This is necessary 
since DECs are not subject to 5-year/10-year averaging. Report 
the distribution of DECs in Amount Codes 1 and 3 of the 
"A" Record. 

Category 
Premature distribution (other than codes 2, 3, 4, 

5, 8, or P) 
Rollover 
Disability 
Death (includes payments to a beneficiary) 
Prohibited transaction 
Other 
Normal IRA or SEP distributions 
Excess contributions refunded plus earnings on 

such excess contributions 
PS 58 Costs (see NOTE) 
Excess contributions refunded plus earnings on 

such excess contributions taxable in 1986 
Qualifies for 5-year/10-year averaging 
Qualifies for death benefit exclusion 
Qualifies for both A and B 

Code 
1 

9 
P 

A 
B 
C 

Crop Insurance 
Proceeds (Form 
1099-M ISC only) 

Refund is for 
Tax Year 
(Form 1099-G 
only) 
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NOTE: PS 58 Costs may be reported on Form 1099-R if a 

total distribution is also made; otherwise, use Form W-2P 
(filed with SSA). Since this is not actually a total distribution, 
a separate "B" Record is required to report PS 58 Costs. 
These costs may not be reported in combination with a total 
distribution. Refer to the 1987 "Instructions for Forms 1099, 
1098, 5498, 1096, and W-2G, " included in your reporting 
packages. 

If the payment amount reported for Amount Code 7 is crop 
insurance proceeds, enter a "I" in position 5. Position 6 will 

be blank. 

Use only for reporting the tax year for which the refund was 

issued. If the payment amount field associated with Amount 
Indicator 2, Income Tax Refunds, contains a refund, credit or 
offset that is attributable to an income tax which applies 
exclusively to income from a trade or business and is not of 



Diskette 
Position Field Title 

RECORD NAME' PAYEE "B" RECORD — Continued 

Length Description and Remarks 

SECTOR I (Continued) 

general application, then enter the ALPHA equivalent of the 

year for which the refund was issued from the table below 

(i. e. , for 1985 enter E). Otherwise, enter the NUMERIC Year 
for which the Refund was issued (i. e. , for 1985 enter 5). This 
code should appear in position 5. Position 6 will be blank. 

Year for which Alpha 
Refund was Issued Equivalent * 

1 A 
2 B 
3 C 
4 D 
5 E 
6 F 
7 G 
8 H 
9 I 
0 J 

Type of 
Wager (Form 
W — 2G only) 

*To be used for trade or business refunds only. 

Use only for reporting the Type of Wager on Form W-2G. 
This code will appear in position 5. Position 6 will be blank. 

Category Code 
Horse Race Track (or Off Track Betting of a I 

Horse Track nature) 
Dog Race Track (or Off Track Betting of a Dog 2 

Track nature) 
Jai-alai 3 
State Conducted Lottery 4 
Keno 5 

Casino Type Bingo. DO NOT use this code for 6 
any other type of Bingo winnings (i. e. , Church, 
Fire Dept. etc. ). 

Slot Machines 7 
Any other types of gambling winnings. This in- 8 

eludes Church Bingo, Fire Dept. Bingo, 
unlabeled winnings, etc. 

9-12 

Blank 

Blank or 
Corrected 
Return 
Indicator 

Name Control 

Enter blank. 

Enter blank. Diskette position 8 is used to indicate a corrected 
return. Refer to Part A, Sec. 8 for specific instructions on how 
to file corrected returns using magnetic media. 

REQUIRED. Enter the first 4 letters of the surname of the 
payee. The surname of the person whose TIN is being reported 
in position 16-24 of the "B" Record should be used to 
determine the Name Control. This is especially important in 
the case of trustee accounts. If the name that corresponds to 
the TIN is not included in the First or Second Payee Name 
Line, every effort should be made to develop the correct name 
control of the name that corresponds to the TIN. Surnames of 
less than four (4) letters should be left-justified, filling the 
unused positions with blanks. Special characters and imbedded 
blanks should be removed, In the case of a business, use the 
first significant word of the business name (i. e. , words such as 
"a, " "an" and "of" are not considered significant). Disregard 
the work "the " when it is the first word of the name, unless 
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RECORD NAME: PAYEE "B" RECORD — Continued 

Diskette 
Position Field Title Length Description and Remarks 

SECTOR I (Continued) 

there are only two words in the name. IF THE NAME 
CONTROL IS NOT DETERMINABLE BY THE PAYER, 
LEAVE THIS FIELD BLANK. A dash ( — ) and ampersand 
(&) are the only acceptable special characters. 

The following examples may be helpful to you in developing the name control: 

Name 
John Brown 
John A. Lee 
James P. En Sr. 
John O' Neill 
Mary Van Buren 
Juan De Jesus 
John A. El-Roy 
Mr. John Smith 
Joe McCarthy 
Pedro Torres-Lopes 
Mark D'Allesandro 
The First Bank 
The Hideaway 
IRS 
A & B Cafe 

Name Control 
BROW 
LEE* 
EN* 
ONEI 
VANB 
DEJE 
EL-R 
SMIT 
MCCA 
TORR 
DALL 
FIRS 
THEH 
INTE 
A&BC 

13-14 

15 

Blank 

Type of 
TIN 

*Name Controls of less than four (4) significant characters 
must be left-justified and blank filled. 

Enter blanks. 

REQUIRED. This field is used to identify the Taxpayer 
Identification Number (TIN) in positions 16-24 as either an 

Employer Identification Number, a Social Security Number, or 
the reason no number is shown. Enter the appropriate code 
from the following table: 

Type of Type of 
TIN TIN Account 

I EIN A business or an organization 
2 SSN An individual 

blank N/A If the type of TIN is undetermin- 
able, enter a blank. If the number 
is unobtainable due to legitimate 
cause; e. g. , number applied for 
but not received, enter a blank. 

16-24 

25-44 

Taxpayer 
Identification 
Number 

Payer's 
Account 
Number 
For Payee 

20 

REQUIRED. Enter the valid 9-digit Taxpayer Identification 
Number of the payee (SSN or EIN, as appropriate). Where an 
identification number has been applied for but not received or 
where there is any other legitimate cause for not having an 
identification number, enter blanks. Refer to Part A, Sec. 9. 
DO NOT ENTER HYPHENS, ALPHA CHARACTERS, ALL 
9s OR ALL ZEROS. Any record containing an invalid 
identification number in this field will be returned for 
correction. 

THIS FIELD HAS BEEN EXPANDED FROM 10 TO 20 
POSITIONS. The payer may use this field to enter the payee's 
account number. The use of this item, will facilitate easy 
reference to specific records in the payer's file should any 

questions arise. DO NOT ENTER A TAXPAYER IDENTIFI- 
CATION NUMBER IN THIS FIELD. An account number 
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RECORD NAME: PAYEE "B" RECORD — Continued 

Diskette 
Position Field Title Length Description and Remarks 

SECTOR I (Continued) 

45-51 Blank 

Payment 
Amount Fields 
(Must be 
numeric) 

can be any account number assigned by the payer to the 

payee (e. g. , checking account, savings account, etc. ). THIS 
NUMBER WILL HELP TO DISTINGUISH THE INDIVID- 
UAL PAYEE'S ACCOUNT WITH YOU AND SHOULD BE 
UNIQUE TO IDENTIFY THE SPECIFIC TRANSACTION 
MADE WITH THE ORGANIZATION, SHOULD MULTI- 
PLE RETURNS BE FILED FOR ONE PAYEE. This informa- 
tion will be particularly necessary if you need to file a 
corrected return. You are strongly encouraged to use this field. 
You may use any number that will help identify the particular 
transaction that you are reporting. For real estate transactions 
reported on Forms 1099-B, if the transferor received or will 

receive property or services as part of the consideration for the 
property transferred enter, "PST" in this field. If you are also 
entering an account number, enter "PST" after the number. If 
a number is not determinable, enter blanks. If fewer than 
twenty characters are required, right-justify, filling the remain- 
ing positions with blanks. 

Enter blanks. 

REQUIRED. You must allow for all payment amounts and for 
those not used you will enter zeros. For example, if position 23 
of Sector I of the "A" Record is "7" (for 1099-PATR) and 
positions 24-32 are "247bbbbbb", this indicates that you will 
be reporting 3 actual payment amounts in all of the following 
Payee "B" Records. Payment Amount 1 will be all "0" 
(zeros), Payment Amount 2 will represent Nonpatronage 
distributions, Payment Amount 3 will be all "0" (zeros), 
Payment Amount 4 will represent Federal income tax withheld, 
Payment Amounts 5 and 6 will be all "0" (zeros), Payment 
Amount 7 will represent Energy investment credit, and Pay- 
ment Amounts 8 and 9 will be all "0" (zeros). Each payment 
field must contain 10 numeric characters (see NOTE I). 
Each payment amount must be entered in U. S. dollars and 
cents. Do not enter dollar signs, commas, decimal points, or 
NEGATIVE PAYMENTS (except those items that reflect a 
loss on Form 1099-B and must be negative overpunched in the 
units position). Payment amounts MUST be right-justified and 
unused positions MUST be zero filled. Federal income tax 
withheld is not reported as a negative amount for any form. 
NOTE 1: If any one payment amount exceeds "9999999999" 
(dollars and cents), as many SEPARATE Payee "B" Records 
as necessary to contain the total amount MUST be submitted 
for the Payee. 
NOTE 2: If you file 1099-MISC, and you are reporting a 
Direct Sale of $5000 or more, enter 0000000100 in Payment 
Amount 9. This will not represent an actual money amount; 
this is an indicator of direct sales. (Refer to Part C, Sec. 2, 
NOTE 3, of the Amount Indicators, Form 1099-MISC, for 
clarification. ) 

52-61 

62-71 

72-81 

Payment 
Amount I 

Payment 
Amount 2 

Payment 
Amount 3 

10 

10 

10 

The amount reported 
Amount Code I in the 

The amount reported 
Amount Code 2 in the 

The amount reported 
Amount Code 3 in the 

in this field represents payments for 
Payer/Transmitter "A" Record. 
in this field represents payments for 

Payer/Transmitter "A" Record. 
in this field represents payments for 

Payer/Transmitter "A" Record. 
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RECORD NAME: PAYEE "B" RECORD — Continued 

Diskette 
Position Field Title Length Description and Remarks 

SECTOR 1 (Continued) 

82-91 

92-101 

102-111 

112-121 

122-131 

132-141 

142-161 

Payment 
Amount 4 

Payment 
Amount 5 

Payment 
Amount 6 

Payment 
Amount 7 

Payment 
Amount 8 

Payment 
Amount 9 

Blank 

10 

10 

10 

10 

10 

10 

20 

The amount reported 
Amount Code 4 in the 

The amount reported 
Amount Code 5 in the 

The amount reported 
Amount Code 6 in the 

The amount reported 
Amount Code 7 in the 

The amount reported 
Amount Code 8 in the 

The amount reported 
Amount Code 9 in the 

Enter blanks. 

in this field represents payments 
for 

Payer/Transmitter "A" Record. 
in this field represents payments for 

Payer/Transmitter "A" Record. 

in this field represents payments for 
Payer/Transmitter "A" Record 

in this field represents payments for 
Payer/Transmitter "A" Record. 

in this field represents payments for 
Payer/Transmitter "A" Record. 

in this field represents payments for 
Payer/Transmitter "A" Record. 

162 

163-202 

203-242 

243-256 

Foreign 
Country 
Indicator 

First Payee 
Name Line 

Second Payee 
Name Line 

Blank 

40 

40 

14 

REQUIRED. If the payee address is in a foreign country, 

enter a "1" in this field. This will allow you to use any format 

for the Payee Address, City, State and ZIP Code. Address 

information must not appear in the First or Second Payee 

Name Lines. You may choose to use the foreign country codes 

provided in Part A, Sec. 14; however, the U. S. Postal Service 

will not recognize these foreign codes for mailing purposes. 

If the address for the payee is a U. S. address, you must enter 

a blank in this field. The free address format may only be 

used for foreign addresses. For U. S. addresses, you must use 

the U. S. Postal Service state abbreviations in diskette positions 
72 and 73 of Sector 2 of the "B" Record. These abbreviations 
are provided in Part A, Sec, 14. 

REQUIRED. Do not enter address information in this field. 
Enter the name of the payee (preferably surname first) whose 

Taxpayer Identification Number appears in positions 16-24 of 
Sector 1 of the "B" Record. If fewer than 40 characters are 

required, left-justify and fill unused positions with blanks. If 
more space is required for the name, utilize the Second Payee 
name Line field below. If there are multiple payees, only the 

name of the payee whose Taxpayer Identification Number has 

been provided can be entered in this field. The names of the 

other payees should be entered in the Second Payee Name Line 

field. NOTE: WHEN REPORTING FORM 1098, "MORT- 
GA GE INTERES T S TA TEMENT, " THE "A " RECORD 
WILL REFLECT THE NAME OF THE RECIPIENT OF 
THE INTERES T. THE "B" RECORD WILL REFLECT 
THE INDIVIDUAL PAYING THE INTEREST AND THE 
AMOUNT PAID. 

If the payee name requires more space than is available in the 

first Payee Name Line, enter only the remaining portion of the 

name in this field. If there are multiple payees (e. g. , partners 
or joint owners), this field may be used for those payees' 
names who are not associated with the Taxpayer Identification 
Number in positions 16-24 of Sector I of the "B" Record. Do 
not enter address information in this field. 
Left-justify and fill unused positions with blanks. FILL VJ'ITH 

BLANKS IF NO ENTRIES ARE PRESENT FOR THIS 
FIELD. 

Enter blanks. 
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RECORD NAME PAYEE "B" RECORD — Continued 

Diskette 
Position Field Title Length Description and Remarks 

SECTOR 2 See Part C, Sec. 7, 8, 9 or 10 for field descriptions for Sector 2 of Forms 1099-A, 1099-B, 1099-OID 
and W-2G. 

3-42 

43-71 

72-73 

74-82 

83-112 

113-179 

180-181 

Record 
Sequence 

Record Type 

Payee Mailing 
Address 

Payee City 

Payee State 

Payee ZIP 
Code 

Blank 

Special Data 
Entries 

State Code 

40 

29 

30 

67 

REQUIRED. Must be a "2". Used to sequence the sectors 

making up a Service PAYEE Record. 

REQUIRED. Enter B 

REQUIRED. Enter mailing address of payee. Left-justify and 
fill unused positions with blanks. The address MUST be 
present. This field MUST NOT contain any data other than 
the payee's mailing address. 

REQUIRED. Enter the city, left-justified and fill the unused 

positions with blanks. Do not en''er state and ZIP Code 
information in this field. 

REQUIRED. Enter the abbreviation for the state or foreign 
country (if you have chosen to use the foreign country 
abbreviations) as shown in Part A, Sec. 14. You MUST use 
valid U. S. Postal Service state abbreviations for U. S. ad- 
dresses; however, you are not required to use the foreign 
country codes. Refer to Part A, SEC. 14 for more informa- 
tion. Use this field for state or country abbreviations only. If 
the code used is for a foreign country, insert a "1" in the 
Foreign Country Indicator field which is located in position 
162 of Sector I of the "B" Record. If the code used is for a 
state, enter a blank in the Foreign Country Indicator field. 

REQUIRED. Enter the valid 9 digit ZIP Code assigned by the 
U. S. Postal Service. If only the first 5 digits are known, 
left-justify and fill the unused positions with blanks. Use this 
field for the ZIP Code only. For foreign countries, alpha 
characters are acceptable as long as you have entered a "I" in 
the Foreign Country Indicator field, which is located in 
position 162 of Sector I of the "B" Record. 

Enter blanks. 

This portion of the Payee "B" Record may be used to record 
information for state or local government reporting or for the 
filer's own purposes. Payers should contact their state or local 
revenue departments for their filing requirements. If this field 
is not utilized, ENTER BLANKS. 

If this payee record is to be forwarded to a state agency as 
part of the Combined Federal/State Filing Program, enter the 
valid state code from Part A, Sec. 12. 10. For those states NOT 
participating in this program or for Form 1098, ENTER 
BLANKS. 

182-256 Blank 75 Enter blanks. 

SEC. 6. PAYEE "B" RECORD — RECORD LAYOUTS FOR SECTORS 1 AND 2 OF FORMS 1098, 1099-DIV, 
1099-G, 1099-INT, 1099-MISC, 1099-PATR, 1099-R, 5498 AND SECTOR 1 OF FORMS 1099-A, 1099-B, 
1099-OID AND W-2G. 

01 See part C, Sec. 7, 8, 9 and 10 for the field descriptions and record layouts for Sector 2 of Form 1099-A, 
1099-B, 1099-OID and W-2G. 
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Sector 1 

RECORD NAME: PAYEE "B" RECORD — Continued 

RECORD 
SEQUENCE 

RECORD 
TYPE 

PAYMENT 
YEAR 

DOCUMENT 
SPECIFIC 

CODE 

BLANK CORRECTED 
RETURN 

INDICATOR 

NAME 
CONTROL* 

BLANK 

Sector I (Continued) 

3-4 5-6 9-12 13-14 

TYPE 
OF 

TIN* 

PAYER'S 
TAXPAYER ACCOUNT 

IDENTIFICATION NUMBER FOR 
NUMBER' PAYEE* 

BLANK PAYMENT 
AMOUNT 

ONE 

PAYMENT 
AMOUNT 

TWO 

PAYMENT 
AMOUNT 

THREE 

15 

Sector 1 (Continued) 

16-24 25-44 45-51 52-61 62-71 72-81 

PAYMENT 
AMOUNT 

FOUR 

PAYMENT 
AMOUNT 

FIVE 

PAYMENT 
AMOUNT 

SIX 

PAYMENT 
AMOUNT 

SEVEN 

PAYMENT 
AMOUNT 

EIGHT 

PAYMENT 
AMOUNT 

NINE 
BLANK 

82-91 92-101 

Sector 1 (Continued) 

102-111 112-121 122-131 132-141 142-161 

FOREIGN 
COUNTRY 

INDICATOR 

FIRST 
PAYEE 
NAME 
LINE* 

SECOND 
PAYEE 
NAME 
LINE* 

BLANK 

162 163-202 203-242 243-256 

Sector 2 See Part C, Sec. 7, 8, 9, or 10 for field descriptions for Sector 2 of Forms 1099-A, 1099-B, 1099-OID and 
W-2G. 

RECORD 
SEQUENCE 

RECORD 
TYPE 

PAYEE 
MAILING 

ADDRESS* 

PAYEE 
CITY* 

PAYEE 
STATE* 

PAYEE 
ZIP CODE* BLANK 

Sector 2 (Continued) 

3-42 43-71 72-73 74-82 83-112 

SPECIAL 
DATA 

ENTRIES 

STATE 
CODE 

BLANK 

113-179 180-181 182-256 

*When reporting Form 1098, "Mortgage Interest Statement, " The "B" Record will reflect the individual paying the 
interest and the amount paid. 

SEC. 7. PAYEE "B" RECORDS— 
FIELD DESCRIPTIONS AND 
RECORD LAYOUT FOR SECTOR 2 
OF FORM 1099-A 

. 01 This section contains informa- 
tion pertaining to Sector 2 of Form 
1099-A. For detailed explanations of 

the 1099-A fields see the 1987 "In- . 03 FORM 1099-A CANNOT BE 
structions for Forms 1099, 1098, FILED UNDER THE COMBINED 
5498, 1096, and W-2G" included in FEDERAL/STATE FILING 
your reporting packages. PROGRAM. 

, 02 See Part C. Sec. 5 for field 
descriptions for Sector 1 of the Payee "B" Record for Forms 1099-A. 
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RECORD NAME: PAYEE "B" RECORD 
FORM 1099-A — SECTOR 2 ONL Y 

Diskette 
Position 

SECTOR 2 

3-42 

43-71 

72-73 

74-82 

83-112 

113-135 

136-141 

142 

Field Title 

Record 
Sequence 

Record Type 

Payee Mailing 
Address 

Payee City 

Payee State 

Payee ZIP 
Code 

Blank 

Special Data 
Entries 

Lender's 
Date of 
Acquisition 
or Knowledge 
of Abandonment 

Liability 
Indicator 

Length 

40 

29 

30 

23 

Description and Remarks 

REQUIRED. Must be a "2". Used to sequence the sectors 

making up a Service PAYEE Record. 

REQUIRED. Enter "B". 
REQUIRED. Enter mailing address of payee. left-justify and 

fill unused positions with blanks. The address MUST be 

present. This field MUST NOT contain any data other than 

the payee's mailing address. 

REQUIRED. Enter the city, left-justified and fill the unused 

positions with blanks. Do not enter state and ZIP Code 
information in this field. 

REQUIRED. Enter the abbreviation for the state or foreign 
country (if you have chosen to use the foreign country 
abbreviations) as shown in Part A, Sec. 14. You MUST use 

valid U. S. Postal Service state abbreviations for U. S. ad- 
dresses; however, you are not required to use the foreign 
country codes. Refer to Part A, Sec. 14 for more information. 
Use this field for state or country abbreviations only. If the 
code used is for a foreign country, insert a "1" in the Foreign 
Country Indicator field, which is located in position 162 of 
Sector I of the "B" Record. If the code used is for a state, 
enter a blank in the Foreign Country Indicator field. 

REQUIRED. Enter the valid 9 digit ZIP Code assigned by the 
U. S. Postal Service. If only the first 5 digits are known, 
left-justify and fill the unused positions with blanks. Use this 
field for the ZIP Code only. For foreign countries, alpha 
characters are acceptable as long as you have entered a "1" in 
the Foreign Country Indicator field, which is located in 
position 162 of Sector 1 of the "B" Record. 

Enter blanks. 

This portion of the payee "B" Record may be used to record 
information for state or local government reporting or for the 
filer's own purposes. Payers should contact their state or local 
revenue departments for their filing requirements. If this field 
is not utilized, ENTER BLANKS. 

REQUIRED FOR FORMS 1099-A ONLY. Enter the date of 
the acquisition of the secured property or the date you first 
knew or had reason to know that the property was abandoned 
in the format MMDDYY. DO NOT ENTER HYPHENS OR 
SLASHES. 

REQUIRED FOR FORM 1099-A ONLY. Enter the appropri- 
ate indicator from the table below: 

Indicator 
I 

Blank 

Usage 
Borrower is personally liable for repayment 
of the debt. 
Borrower is not liable for repayment of the 
debt. 

143-179 Description 37 REQUIRED FOR FORM 1099-A ONL Y. Enter a brief 
description of the property. For example, for real property, 
enter the address, or if the address does not sufficiently 
identify the property, enter the section, lot and block. For 
personal property, enter the type, make, and model (e. g. , 
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Diskette 
Position Field Title 

RECORD NAME: PAYEE "B" RECORD — Continued 
FORM 1099-A — SECTOR 2 ONL Y 

Length Description and Remarks 

SECTOR 2 (Continued) 

Car-1987 Buick Regal or Office Equipment, etc. ). If fewer 

than 37 positions are required, left justify and fill unused 

positions with blanks. 

180-256 Blank 77 Enter blanks. 

RECORD NAME: PAYEE "B" RECORD 
FORM 1099-A — SECTOR 2 ONL Y 

PAYEE "B" RECORD — RECORD LAYOUT FOR SECTOR 2 OF FORM 1099-A 

Sector 2 — Form 1099-A ONLY 

RECORD 
SEQUENCE 

RECORD 
TYPE 

PAYEE 
MAILING 
ADDRESS 

PAYEE 
CITY 

PAYEE 
STATE 

PAYEE 
ZIP CODE BLANK 

3 — 42 43-71 72-73 74-82 83-112 

SPECIAL 
DATA 

ENTRIES 

113-135 

LENDER'S 
DATE OF 

ACQUISITION 

136-141 

LIABILITY 
INDICATOR 

142 

DESCRIPTION 

143-179 

BLANK 

180-256 

SEC. 8. PAYEE "B" RECORDS- 
F IELD DESCRIPTIONS AND 
RECORD LAYOUT FOR SECTOR 2 
OF FORM 1099-B 

. 01 This section contains the gen- 
eral payment information for Sector 
2 of Form 1099-B. For detailed 

explanations of the 1099-B fields see 
the 1987 "Instructions for Forms 
1099, 1098, 5498, 1096, and W-2G" 
and 1987 "Instructions for Reporting 
Real Estate Transactions on Form 
1099-B. " 

. 02 See Part C. Sec. 5 for field 

descriptions for Sector I of the Payee "B" Record for Forms 1099-B. 

. 03 FORM 1099-B CANNOT BE 
FILED UNDER THE COMBINED 
FEDERAL/STATE FILING PRO- 
GRAM. 

Diskette 
Position 

SECTOR 2 

Field Title 

Record 
Sequence 

Record Type 

RECORD NAME: PAYEE "B" RECORD 
FORM 1099-B — SECTOR 2 ONL Y 

Length Description and Remarks 

REQUIRED. Must be a "2". Used to sequence the sectors 
making up a Service PAYEE Record. 

REQUIRED. Enter "B". 
3 — 42 

43-71 

72-73 

Payee Mailing 
Address 

Payee City 

Payee State 

40 

29 

REQUIRED. Enter mailing address of payee. Left-justify and 
fill unused positions with blanks. The address MUST be 
present. This field MUST NOT contain any data other than 
the payee's mailing address. 

REQUIRED. Enter the city, left-justified and fill the unused 

positions with blanks. Do not enter state and ZIP Code 
information in this field. 

RFQUIRFD. Fnter the abbreviation for the state or foreign 

country, (if you have chosen to use the foeign country 
abbreviations) as shown in Part A, Sec. 14. You MUST use 

valid U. S. Postal Service state abbreviations for U. S. 

578 1987-2 C. B. 



RECORD NAME: PAYEE "B" RECORD — Continued 

FORM 1099-B — SECTOR 2 ONL Y 

Diskette 
Position Field Title Length Description and Remarks 

SECTOR 2 (Continued) 

74-82 

83-112 

113-130 

131 

Payee ZIP 
Code 

Blank 

Special Data 
Entries 

Principal 
Residence 
Indicator 

30 

18 

dresses; however, you are not required to use the foreign 
country codes. Refer to Part A, Sec. 14 for more information. 
Use this field for state or country abbreviations only. If the 
code used is for a foreign country, insert a "1" in the Foreign 
Country indicator field, which is located in position 162 of 
Sector 1 of the "B" Record. If the code used is for a state, 
enter a blank in the Foreign Country Indicator field. 

REQUIRED. Enter the valid 9 digit ZIP Code assigned by the 
U. S. Postal Service. If only the first 5 digits are known, 
left-justify and fill the unused positions with blanks. Use this 
field for the ZIP Code only. For foreign countries, alpha 
characters are acceptable as long as you have entered a "1" in 

the Foreign Country indicator field, which is located in 
position 162 of Sector 1 of the "B" Record. 

Enter blanks. 

This portion of the payee "B" Record may be used to record 
information for state or local government reporting or for the 
filer's own purposes. Payers should contact their state or local 
revenue departments for their filing requirements. If this field 
is not utilized, ENTER BLANKS. 

For real estate transactions reported on Form 1099-B only. 
The use of this field is not required, if it is not used, enter 
blanks. Enter appropriate indicator from table below: 

Indicator Usage 
P Principal residence 
blank Other real estate 

132 Date of Sale 
Indicator 

REQUIRED FOR FORM 1099-B ONLY. Enter the appropri- 
ate indicator from the table below: 

Indicator 
S 

blank 

Usage 
Date of sale is the actual settlement date 
Date of Sale is the trade date or this is 
an aggregate indicator 

133-138 

139-153 

154-179 

Date of 
Sale/Closing 

CUSIP NUMBER 

Description 

15 

26 

REQUIRED FOR FORM 1099-B ONLY. Enter the trade date 
or the actual settlement date of the transaction in the format 
MMDDYY. Enter blanks if this is an aggregate transaction. 
DO NOT ENTER HYPHENS OR SLASHES. For real estate 
transactions, enter the date of closing. 

REQUIRED FOR FORM 1099-B ONL Y. ENTER THE 
CUSIP (Committee on Uniform Security Identification Proce- 
dures) number of the items reported for Amount Indicator "2" (Stocks, bonds, etc. ). Enter blanks if this is an aggregate 
transaction. Enter "0" (zeros) if the number is not available. 
For CUSIP numbers with less than 15 characters, right-justify 
and fill the remaining positions with blanks. 

REQUIRED FOR FORM 1099-B ONL Y. Enter a brief 
description of the item or services for which the proceeds are 
being reported. If fewer than 26 characters are required, 
left-justify and fill unused positions with blanks. For regulated 
futures contracts, enter "RFC" and any amount subject to 
backup w ithholding. Enter blanks if this is an aggregate 
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Diskette 
Position Field Title 

RECORD NAME: PAYEE "B" RECORD — Continued 
FORM I099-B — SECTOR 2 ONL Y 

Length Description and Remarks 

SECTOR 2 (Continued) 

transaction. For real estate transactions, if you are reporting a 
refinancing, although you are not required to report it, enter 
"Refinancing. " 

180-256 Blank 77 Enter blanks. 

PAYEE "B" RECORD — RECORD LAYOUT FOR SECTOR 2 OF FORM 1099-B 
Sector 2 — 1099-B ONLY 

RECORD 
SEQUENCE 

RECORD 
TYPE 

PAYEE 
MAILING 
ADDRESS 

PAYEE 
CITY 

PAYEE 
STATE 

PAYEE 
ZIP CODE BLANK 

Sector 2 (Continued) 

3-42 43-71 72-73 74-82 83-112 

SPECIAL 
DATA 

ENTRIES 

PRINCIPAL DATE 
RESIDENCE OF SALE 
INDICATOR INDICATOR 

DATE 
OF 

SALE 

CUSIP 
NUMBER 

113-130 131 

Sector 2 (Continued) 

132 133-138 139-153 

DESCRIPTION BLANK 

154-179 180-256 

SEC. 9. PAYEE "B" RECORDS — FIELD DESCRIPTIONS AND RECORD LAYOUT FOR SECTOR 2 OF FORM 
1099-OID 

. 01 This section contains the general payment information for Sector 2 of Form 1099-OID. For detailed 
explanations of the 1099-OID fields see the 1987 "Instructions for Forms 1099, 1098, 5498, 1096, and W-2G" 

. 02 See Part C. Sec. 5 for field descriptions for Sector 1 of the Payee "B" Record for Forms 1099-OID. 

RECORD NAME: PAYEE "B" RECORD 
FORM I099-OID — SECTOR 2 ONL Y 

Diskette 

Position 

SECTOR 2 

Field Title 

Record 
Sequence 

Record Type 

Len th Descri tion and Remarks 

REQUIRED. Must be a "2". Used to sequence the sectors 
making up a Service PAYEE Record. 

REQUIRED. Enter "B". 
3-42 

43-71 

72-73 

Payee Mailing 
Address 

Payee City 

Payee State 

40 

29 

REQUIRED. Enter mailing address of payee. Left-justify and 
fill unused positions with blanks. The address MUST be 
present. This field MUST NOT contain any data other than 
the payee's mailing address. 

REQUIRED. Enter the city, left-justified and fill the unused 
positions with blanks. Do not enter state and ZIP Code 
information in this field. 

REQUIRED. Enter the abbreviation for the state or foreign 
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Diskette 

Position 

SECTOR 2 

74-82 

Field Title 

Payee ZIP 
Code 

RECORD NAME: PAYEE "B" RECORD 
FORM 1099-OID — SECTOR 2 ONL Y 

Length Description and Remarks 

country, (if you have chosen to use the foreign country 
abbreviations) as shown in Part A, Sec. 14. You MUST use 

valid U. S. Postal Service state abbreviations for U. S. ad- 

dresses; however, you are not required to use the foreign 
country codes. Refer to Part A, Sec. 14 for more information. 
Use this field for state or country abbreviations only. If the 
code used is for a foreign country, insert a "1" in the Foreign 
County Indicator field, which is located in position 162 of 
Sector 1 of the "B" Record. If the code used is for a state, 
enter a blank in the Foreign Country Indicator field. 

REQUIRED. Enter the valid 9 digit ZIP Code assigned by the 
U. S. Postal Service. If only the first 5 digits are known, 
left-justify and fill the unused positions with blanks. Use this 
field for the ZIP Code only. For foreign countries, alpha 
characters are acceptable as long as you have entered a "1" in 

the Foreign Country Indicator field, which is located in 

position 162 of Sector 1 of the "B" Record. 

83-112 

113-153 

154-179 

180-181 

182-256 

Blank 

Special Data 
Entries 

Description 

State Code 

Blank 

30 

41 

26 

75 

Enter blanks. 

This portion of the payee "B" Record may be used to record 
information for state or local government reporting or for the 
filer's own purposes. Payers should contact their state or local 
revenue departments for their filing requirements. If this field 
is not utilized, ENTER BLANKS. 

REQUIRED FOR FORM 1099-OID ONL Y. Enter a brief 
description of the item or services for which the proceeds are 
being reported. If fewer than 26 characters are required, 
left-justify and fill unused positions with blanks. 

If this payee record is to be forwarded to a state agency as 
part of the Combined Federal/State Filing Program, enter the 
valid state code from Part A, Sec. 12. 10. For those states NOT 
participating in this program or for Form 1098, ENTER 
BLANKS. 

Enter blanks. 

PAYEE "B" RECORD — RECORD LAYOUT FOR SECTOR 2 OF FORM 1099-OID 
Sector 2 — 1099-OID ONLY 

RECORD 
SEQUENCE 

RECORD 
TYPE 

PAYEE 
MAILING 
ADDRESS 

PAYEE 
CITY 

PAYEE 
STATE 

PAYEE 
ZIP CODE BLANK 

3-42 43-71 72-73 74-82 83-112 

Sector 2 (Continued) 

SPECIAL 
DATA 

ENTRY 

DESCRIPTION STATE 
CODE 

BLANK 

113-153 154-179 180-181 182-256 
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SEC. 10. PAYEE "B" RECORDS— 
FIELD DESCRIPTIONS AND 
RECORD LAYOUT FOR SECTOR 2 
OF FORM W-2G. 

. 01 This section contains the gen- 
eral payment information for Sector 
2 of Form W-2G. For detailed expla- 

nations of the W-2G fields see the . 03 FORM W-2G CANNOT BE 
1987 "Instructions for Forms 1099, FILED UNDER THE COMBINED 
1098, 5498, 1096, and W-2G" in- FEDERAL/STAT F F I L I NG 
eluded in your reporting packages. PROGRAM. 

. 02 See Part C. Sec. 5 for field 

descriptions for Sector I of the Payee 
"B" Record for Forms W-2G. 

Diskette 
Position Field Title 

RECORD NAME: PAYEE "B" RECORD 
FORM W-2G — SECTOR 2 ONL Y 

Length Description and Remarks 

SECTOR 2 

3-42 

43-71 

72-73 

74-82 

83-112 

113-118 

119-133 

134-138 

Record 
Sequence 

Record Type 

Payee Mailing 
Address 

Payee City 

Payee State 

Payee ZIP 
Code 

Blank 

Date Won 

Transaction 

Race 

40 

29 

30 

15 

REQUIRED. Must be a "2". Used to sequence the sectors 
making up a Service PAYEE Record. 

REQUIRED. Enter "B". 
REQUIRED. Enter mailing address of payee. Left-justify and 
fill unused positions with blanks. The address MUST be 
present. This field MUST NOT contain any data other than 
the payee's mailing address. 

REQUIRED. Enter the city, left-justified and fill the unused 
positions with blanks. Do not enter state and ZIP Code 
information in this field. 

REQUIRED. Enter the abbreviation for the state or foreign 
country, (if you have chosen to use the foreign country 
abbreviations) as shown in Part A, Sec. 14. You MUST use 
valid U. S. Postal Service state abbreviations for U. S. ad- 
dresses; however, you are not required to use the foreign 
country codes. Refer to Part A, Sec. 14 for more information. 
Use this field for state or country abbreviations only. If the 
code used is for a foreign country, insert a "I" in the Foreign 
Country Indicator field, which is located in position 162 of 
Sector 1 of the "B" Record. If the code used is for a state, 
enter a blank in the Foreign Country Indicator field. 

REQUIRED. Enter the valid 9 digit ZIP Code assigned by the 
U. S. Postal Service. If only the first 5 digits are known, 
left-justify and fill the unused positions with blanks. Use this 
field for the ZIP Code only. For foreign countries, alpha 
characters are acceptable as long as you have entered a "1" in 
the Foreign Country Indicator field, which is located in 

position 162 of Sector I of the "B" Record. 

Enter blanks. 

REQUIRED FOR FORM W-2G ONLY. Enter the date of the 
winning event in MMDDYY format. This is not the date the 
money was paid, if paid after the date of the race (or game). 
DO NOT ENTER HYPHENS OR SLASHES. 

REQUIRED FOR FORM W-2G ONLY. If applicable, the 
ticket number, card number (and color, if applicable), machine 
serial number or any other information that will help identify 
the winning transaction. If no entry, enter blanks. Not 
applicable for horse and dog racing, jai alai, and certain other 
wagering transactions, sweepstakes, wagering pools and certain 
lot teries. 

REQUIRED FOR F'ORM W-2G ONLY. The race (or game) 
applicable to the winning ticket. If no entry, enter blanks. 
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Diskette 
Position 

SECTOR 2 

139-143 

144-148 

Field Title 

Cashier 

Window 

RECORD NAME: PAYEE "B" RECORD 
FORM W-2G — SECTOR 2 ONL Y 

Length Description and Remarks 

REQUIRED FOR FORM W-2G ONLY. If applicable, the 
initials of the cashier and/or the window number making the 
winning payment. If no entry, enter blanks. 

REQUIRED FOR FORM W-2G ONLY. If applicable, the 
location of the person paying the winnings. If no entry, enter 
blanks. 

149-163 

164-178 

First ID 

Second ID 

15 

15 

REQUIRED FOR FORM W-2G ONLY. If applicable, the 
first identification number of the person receiving the win- 

nings. If no entry, enter blanks. 

REQUIRED FOR FORM W-2G ONLY. If applicable, the 
second identification number of the person receiving the 
winnings. If no entry, enter blanks. 

179-256 Blank 78 Enter Blanks. 

RECORD NAME: PAYEE "B" RECORD 
Form W-2G — Sector 2 ONLY 

PAYEE "B" RECORD — RECORD LAYOUT FOR SECTOR 2 OF FORM W-2G 

Sector 2 — W-2G ONLY 

RECORD 
SEQUENCE 

RECORD 
TYPE 

PAYEE 
MAILING 
ADDRESS 

PAYEE 
CITY 

PAYEE 
STATE 

PAYEE 
ZIP CODE BLANK 

Sector 2 — W-2G (Continued) 

3-42 43-71 72-73 74-82 83-112 

DATE WON TRANSACTION RACE CASHIER 

113-118 119-133 134-138 139-143 

FIRST SECOND 
WINDOW ID ID BLANK 

144-148 149-163 164-178 179-256 

SEC. 11. END OF PAYER "C" 
RECORD 

. 01 The "C" Record consists of 
one 256-position sector. The Control 
Total fields are each 15 positions in 

length. 
. 02 The End of Payer "C" Record 

is a summary record for a type of 
return for a given payer. 

. 03 The "C" Record will contain 
the total number of payees and the 
totals of the payment amount fields 

filed by a given payer. The "C" 

Record must be written after the last 
Payee "B" Record for each type of 
return for a given payer. For each "A" Record and group of "B" 
Records on the file, there must be a 
corresponding "C" Record. 

. 04 In developing the "C" Record, 
for example, if you used Amount 
Codes I, 3 and 6 in the "A" Record, 
the totals from the "B" Records will 
appear in Control Totals 1, 3 and 6 
of the "C" Record. In this example, 
positions 27-41, 57-86, and 102-146 

would be zero filled. 
. 05 Payers/Transmitters must ver- 

ify the accuracy of the totals in the "C" Record and must enter the 
totals on the transmittal, Form 4804, 
4802 or computer generated substi- 
tute, which will accompany the ship- 
ment. The lines used on Forms 4804 
and 4802 to record payment amounts 
correspond with the Amount Codes 
used in the "A" Record. These 
forms were updated in 1986. 
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Diskette 

Position Field Title 

RECORD NAME: END OF PAYER "C" RECORD 

Length Description and Remarks 

SECTOR I 

3-8 

Record 
Sequence 

Record Type 

Number of 
Payees 

REQUIRED. Must be a "I". Used to sequence the sectors 
making up a Service PAYEE Record. 

REQUIRED. Enter "C" 
REQUIRED. Enter the total number of Payee "B" Records 
covered by the preceding Payer/Transmitter "A" Record. 
Right-justify and zero fill. 

9-11 

12-26 

27-41 

42-56 

57-71 

72-86 

87-101 

102-116 

117-131 

132-146 

15 

15 

15 

15 

Blank 3 Enter blanks. 
REQUIRED. If any corresponding Payment Amount fields 
Records, accumulate into the appropriate Control Total field. 
FILL UNUSED CONTROL TOTAL FIELDS. Please note tha 
positions in length. 

Control 15 
Total I 
Control 15 
Total 2 
Control 
Total 3 
Control 15 
Total 4 
Control 
Total 5 
Control 15 
Total 6 
Control 
Total 7 
Control 15 
Total 8 
Control 
Total 9 

are present in the Payee "B" 
RIGHT JUSTIFY AND ZERO 

t all Control Total fields are 15 

147-256 Blank 110 Enter blanks. 

END OF PAYER "C" RECORD — RECORD LAYOUT 
Sector 1 

RECORD 
SEQUENCE 

RECORD 
TYPE 

NUMBER 
OF 

PAYEES 
BLANK 

CONTROL 
TOTAL 1 

CONTROL 
TOTAL 2 

CONTROL 
TOTAL 3 

CONTROL 
TOTAL 4 

I 2 

Sector I (Continued) 

3-8 9-11 12-26 27-41 42-56 57-71 

CONTROL 
TOTAL 5 

CONTROL 
TOTAL 6 

CONTROL 
TOTAL 7 

CONTROL 
TOTAL 8 

CONTROL 
TOTAL 9 BLANK 

72-86 87-101 102-116 117-131 132-146 147-256 

SEC. 12. STATE TOTALS "K" 
RECORD 

. 01 The "K" Record consists of 
one 256-position sector. The Control 
Total fields are each 15 positions 
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when state reporting approval has 
been granted. 

. 03 The "K" Record will contain 
the total number of payees and the 
totals of the payment amount fields 

in length. 
. 02 The State Totals "K" Record 

is a summary for a given payer and a 
given state in the Combined Federal/ 
State Filing Program, used ONLY 



filed by a given payer for a given 
state. The "K" Record(s) must be 
written after the "C" Record for the 
related "A" Record. 

. 04 There MUST be a separate the requirements and conditions that 
"K" Record for each srate being 

MULCT be met to file on this pro- 
reported. 

. 05 Refer to Part A, Sec. 12 for gram. 

Diskette 

Position 

SECTOR I 

3-8 

9-11 

Field Title 

Record 
Sequence 

Record Type 

Number of 
Payees 

Blank 

RECORD NAME: END OF PAYER "K" RECORD 

Length Description and Remarks 

REQUIRED. Must be a "1". Used to sequence the sectors 
making up a Service PAYEE Record. 

REQUIRED. Enter "K" 

REQUIRED. Enter the total number of Payee "B" Records 
being coded for this state. Right-justify and zero fill. 

3 Enter blanks. 

12-26 

27-41 

42-56 

57-71 

72-86 

87-101 

102-116 

117-131 

132-146 

15 

15 

15 

15 

REQUIRED. If any corresponding Payment Amount fields are present in the Payee "B" 
Records, accumulate into the appropriate Control Total field. RIGHT JUSTIFY AND ZERO 
FILL UNUSED CONTROL TOTAL FIELDS. Please note that all Control Total fields are 15 
positions in length. 

Control 15 
Total I 

Control 
Total 2 
Control 15 
Total 3 
Control 
Total 4 
Control 15 
Total 5 
Control 
Total 6 
Control 15 
Total 7 
Control 
Total 8 
Control 15 
Total 9 

147-254 

255-256 

Blank 

State Code 

108 Enter blanks. 

REQUIRED. Enter the code assigned to the state which is to 
receive the information. Refer to Part A, Sec. 12. 10. 

FND OF PAYER "K" RECORD — RECORD LAYOUT 
Sector I 

RECORD RECORD 
SEQUENCE TYPE 

NUMBER 
OF 

PAYEES 
BLANK 

CONTROL 
TOTAL 1 

CONTROL 
TOTAL 2 

CONTROL 
TOTAL 3 

CONTROL 
TOTAL 4 

3-8 9-11 12-26 27-41 42-56 57-71 

CONTROL 
TOTAL 5 

CONTROL 
TOTAL 6 

CONTROL 
TOTAL 7 

CONTROL 
TOTAL 8 

CONTROL 
TOTAL 9 BLANK 

STATE 
CODE 

72-86 87-101 102-116 117-131 132-146 147-254 255-256 
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SEC. 13. END OF TRANSMISSION "F" RECORD 

. 01 The "F" Record consists of one 256-position Sector. The "F" Record is a summary of the nu~ber of payers 
and diskettes in the entire file. 

. 02 This record should be written after the last "C" Record (or "K" Record, when applicable) of the entire file. 

. 03 A Record Sequence indicator is not required for the "F" Record. 

Diskette 

Position Field Title 

RECORD NAME: END OF TRANSMISSION "F" RECORD 

Length Description and Remarks 

2-5 

6-8 

Record Type 

Number of 
"A" Records 

Number of 
Diskettes 

1 REQUIRED. Enter "F". 
You may enter the total number of Payer/Transmitter "A" 
Records in this transmission. Right-justify and zero fill or 
enter all zeros. 

You may enter the total number of diskettes in this transmis- 
sion. Right-justify and zero fill or enter all zeros. 

9-30 

31-256 

Zero 

Blank 

22 

226 

Enter zeros. 

Enter blanks. 

END OF TRANSMISSION "F" RECORD — RECORD LAYOUT 
Sector 1 

RECORD 
TYPE 

NUMBER OF 
"A" RECORDS 

NUMBER 
OF 

DISKETTES 
ZERO BLANK 

2-5 6-8 9-30 31-256 
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Form 441 9 
(Rev. March 1986) 

Department of the Treasury — Internal Revenue Service 

Application for Magnetic Media 

Reporting of Information Returns 

IRS Use Only 
OM8 No. 
1545-0387 

Expires: 7-31-88 

1. Name and address of organization (street, city, State and ZIP code) 

3. Employer identification number 

2, Person to contact about this request 

Name: 

Title: 

Telephone number: (include area code) 

4. Tax year for which you are requesting authorization to file on 
magnetic media 

Documents To Be Reported (Check all that you wish to file on magnetic media) 

Form Form Form Form 

W-2G 

0 W-4 

0 1042S 

0 1098 

0 1099-A 

1099-8 

1099-DIV 

1099-G 

0 1099-INT 

1099- M I SC 

1099-DID 

1099-PAT R 

1099-R 

0 5498 

0 6248 

8027 

Do NOT file Forms W-2 or W-2P with IRS, Submit that information to the Social Security Administration. 

Kind of equipment on which media will be prepared 

Please check the type of media you plan to file and provide the requestedinformation for that type of media. 

Type of Media Main Frame Drive Unit Recording Mode Track Software 

Magnetic Tape 0 1/2" Only 

EBCD IC 
ASCI I 

BCD 
7 9 

P 8" Diskette 

Q 5-1/4" Diskette 

0 EBCDIC 
Only 

ASC I I 

Only 

Cassette 0 Burroughs Onl y 0 EBCDIC 
0 ASCII 

P Mini-Disk Burroughs Only 0 ASCII 
Only 

7, lf you are acting as transmitter, please list the name and employer identification number of each filer for whom you will prepare magnetic 
media on a separate sheet and attach it to this application 

Name (type or print) Title 

8. Person responsible 
for preparation of 
tax reports 

Signature Date 

For Paperwork Reduction Act Notice, see back of this form Form 4419 (Rev. 3-86) 
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Instructions for F'orm 4419 

File Form 4419 to request authorization to file any of the forms shown in Block 5 on magnetic media. Please be sure to complete all appropriate blocks. For 
further information, contact a magnetic media coordinator at the National Computer Center address given below under "Filing Your Application, " or by tele- 
phone at (304) 263-6700. 

Block 1 Block 8 

Enter the name and complete address of the person or organization that 
will prepare and submit the magnetic media, 

The form must be signed and dated by an official of the company or 
organization requesting authorization to report on magnetic media. 

Block 4 

Show the tax year for which you are requesting authorization to file on 
magnetic media, 

Filing Your Application 

1, Mail the completed application and any attached lists 90 days before 
the due date of the returns to: 

Block 5 

Check the boxes next to all of the returns you will file with IRS on mag- 
netic media. 

Block 6 

If by Postal Service, 
Magnetic Media Reporting 
Internal Revenue Service 
National Computer Center 
P, O. Box 1359 
Martinsburg, WV 25401. 1359 

If by truck or air freight, 
Magnetic Media Reporting 
Internal Revenue Service 
National Computer Center 
Route 9 and Needy Road 
Martinsburg, WV 25401 

Note: The only type of magnetic media on which you can report Forms 
1042-S, 6246, 6027 and W-4 is I/2 inch magnetic tape. 

Enter the information requested for the type of magnetic media you 
intend to submit. Check the appropriate boxes. Enter the name of the 
manufacturer and the model number or name under "Main Frame" and 
"Drive Unit. " Under "Software, " indicate whether the software was 

purchased or is self-programmed. If purchased, provide the name of the 
software company, 

Block 7 

If you will be preparing returns on magnetic media for filers other than 
yourself, attach to your application a list of names and employer identi- 
fication numbers of the other filers. If you add or delete any names from 
your file, submit an updated list to IRS. 

2. IRS will approve or disapprove your application within 30 days 
of its receipt. Do not submit magnetic media until you receive an author- 
ization letter. 

3, After authorization is received, we encourage new filers to submit 

test data on magnetic media before the filing season, If you want to submit 

test data, contact the magnetic media coordinator. 

4, Your authorization will be valid as long as the magnetic media sub- 

mitted conforms to the specifications of the applicable revenue procedures. 
A new application is not required in following years unless magnetic media 

filing has been discontinued and you wish to resume it. 

PAPERWORK REDUCTION ACT NOTICE 

We ask for this information to carry out the Internal Revenue laws of the United States. We need it to ensure that the magnetic media you are using will be 
compatible with our processing equipment. The information is also used to more efficiently schedule and manage its processing at the National Computer 
Center. You are required to give us this information, 
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26 CFR 601. 105t Examination of returns and 
claims for refund, credit or abatement; deter- 
mination of correct tax liability. 
(Also Part 1, Section 6404; 301. 6404-2T. ) 

Rev. Proc. 87-42 

SECTION 1. PURPOSE 

. 01 This revenue procedure pro- 
vides taxpayers with instructions for 
filing requests under section 
6404(e)(1) of the Internal Revenue 
Code for abatement of interest as- 
sessed. If the interest assessed has 
been paid and is abated pursuant to 
such request, the interest will be 
refunded or credited. Section 
6404(e)(1) provides the Secretary of 
the Treasury with the discretionary 
authority to abate interest assessed or 
collected as a result of an error or 
delay by an officer or employee of 
the Internal Revenue Service (acting 
in an official capacity) in performing 
a ministerial act. Section 6404(e)(1) 
was added to the Code by the Tax 
Reform Act of 1986 (Act), section 
1563(a), 1986-3 (Vol. 1) C. B. 679. 

SEC. 2 BACKGROUND 

. 01 Under section 6404(e)(1) of the 
Code, the Commissioner may abate 
an assessment of interest on a defi- 
ciency if the interest is attributable in 
whole or in part to any error or 
delay by an officer or employee of 
the Service (acting in an official 
capacity) in performing a ministerial 
act. The Commissioner may also 
abate interest on certain payments of 
tax to the extent that any delay in 

such payment is attributable to an 
officer or employee being dilatory in 

performing a ministerial act. An er- 

ror or delay is taken into account 
only if no significant aspect of such 

error or delay can be attributed to 
the taxpayer involved. 

. 02 Section 6404(e)(1) of the Code 
applies only to interest relating to a 
tax of the type for which a notice of 
deficiency is required by section 
6212, that is, the taxes imposed by 

subtitle A of title 26 (relating to 
income taxes), subtitle B (relating to 
estate, gift, and generation-skipping 

taxes), or chapters 41, 42, 43, 44, or 
45 (relating to certain excise taxes). 
Abatement of interest assessed or 
collected with respect to employment 

taxes or to excise taxes other than 

those imposed by chapters 41 

through 45 is not authorized by sec- 

tion 6404(e)(1). 
. 03 Section 6404(e)(1) of the Code 

provides that the Service may abate 

the assessment of all or any part of 
such interest for any period. How- 

ever, the Service cannot abate interest 

attributable to an error or delay that 
occurs before the Service contacts the 

taxpayer in writing with respect to 
the deficiency or payment as ex- 

plained in section 3. 03 below. 

. 04 Section 301. 6404-2T(b)(1) of 
the Temporary Regulations on Proce- 
dure and Administration defines a 
"ministerial act" as a procedural or 
mechanical act that does not involve 

the exercise of judgment or discre- 
tion, and that occurs during the 
processing of a taxpayer's case after 
all prerequisites to the act, such as 
conferences and review by supervi- 
sors, have taken place. A decision 
concerning the proper application of 
federal tax law (or other federal or 
state law) is not a ministerial act. 

. 05 Section 1563(b)(1) of the Act 
states that the abatement authority 
applies to interest accruing with re- 
spect to deficiencies or payments for 
tax periods beginning after December 
31, 1978. Section 1563(b)(2) of the 
Act provides that if refund or credit 
of any amount resulting from the 
application of section 6404(e)(1) of 
the Code is otherwise prevented by 
the operation of any law or rule of 
law (including res judicata), refund 
or credit of such amount may, never- 
theless, be made or allowed if a 
claim for refund or credit is filed on 
or before October 22, 1987. 

SEC. 3. SCOPE AND OBJECTIVE 

. 01 This revenue procedure applies 
to requests for abatement of interest 
attributable to an error or delay by 
an officer or employee of the Service 
in performing a ministerial act. This 
procedure does not apply to an 
abatement of interest on certain erro- 
neous refunds as provided in section 
6404(e)(2) of the Code. 

. 02 Whether interest will be abated 
in a particular situation is within the 
discretion of the Service. Congress 
did not intend that section 6404(e)(1) 
of the Code be used routinely to 
avoid the payment of interest. 
Rather, Congress intended that the 

section be used in situations where 
failure to abate interest would be 
"widely perceived as grossly unfair. " 
S. Rep. No. 99-313, 99th Cong. , 2d 
Sess. 208 (1986), 1986-3 (Vol. 3) 
C. B. 208. 

. 03 The Service has the authority 
to abate only the amount of interest 
that accrued during the period attrib- 
utable to the error or delay in per- 
forming the ministerial act. Interest 
cannot be abated for any period if a 
significant aspect of the error or 
delay can be attributed to the tax- 

payer or to a person related to the 
taxpayer within the meaning of sec- 
tion 267(b) or 707(b)(1) of the Code. 
Section 6404(e)(1) applies only to 
errors or delays that occur after the 
date the Service contacts the taxpayer 
in writing with respect to the defi- 
ciency or payment. Accordingly, the 
amount of interest that accrued prior 
to that date cannot be abated regard- 
less of the period that may have 
elapsed since the taxpayer's return 
was filed. 

SEC. 4. PROCEDURE 

. 01 Requests for abatement of in- 
terest should be made on Form 843, 
Claim. The claim should be filed 
with the Internal Revenue Service 
Center where the tax return was 
filed, or, if the identity of that 
Service Center is unknown, with the 
Service Center where the taxpayer's 
most recent tax return was filed. 

. 02 The claim should clearly state 
across the top "Request for Abate- 
ment of Interest under Rev. Proc. 
87-42. " 

. 03 Line 5 should state the tax 
period involved, not the period for 
which abatement of interest is 
claimed. 

. 04. Lines 6, 8, and 9 of Form 843 
should be left blank. 

. 05 Line 7 of Form 843, Dates of 
Payment, should reflect dates of any 
payment of interest or tax liability 
with respect to the tax period and 
type of tax to which the claim re- 
lates. 

. 06 Line 11 of Form 843 should 
state: 

I the type of tax involved, 

2 when the taxpayer was first con- 
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tacted by the Service in writing with 
respect to the deficiency or payment, 

3 the specific period for which 
abatement of interet is requested, 

4 the circumstances of the case, 
and 

5 the reason or reasons why the 
taxpayer believes that failure to abate 
the interest would result in grossly 
unfair treatment, 

. 07 Generally, a separate Form 843 
should be filed for each tax period 
for each type of tax. However, if the 
interest assessment resulted from the 
Service's error or delay in performing 
a single ministerial act that affected a 
tax assessment for multiple tax years 
or types of tax (for example, where 
two or more tax years were under 
examination) only one Form 843 is 
required. It is not necessary to com- 
pute the dollar amount of interest for 
which abatement is requested. 

. 08 If a claim for abatement is 
denied, the taxpayer has the right to 
appeal that decision to the appropri- 
ate Appeals office. 

SEC. 5. EXAMPLES CONCERNING 
THE DEFINITION OF MINISTERIAL 
ACT 

. 01 Section 301. 6404-2T(b)(2) of 
the temporary regulations contains 
the following examples. 

I A taxpayer moves from one state to 
another before the Internal Revenue Service 
selects the taxpayer's income tax return for 
examination. A letter explaining that the re- 
turn has been selected for examination is sent 
to the taxpayer's old address and then for- 
warded to the new address. The taxpayer 
timely responds, asking that the audit be 
transferred to the Service's district office that 
is nearest the new address. The group manager 
approves the request. After the request for 
transfer has been approved, the transfer of the 
case is a ministerial act. The Commissioner 
may (in his or her discretion) abate interest 
attributable to a delay in transferring the case. 

2 An examination of a taxpayer's income 
tax return reveals a deficiency with respect to 
which a notice of deficiency will be issued. 
After the taxpayer and the Internal Revenue 
Service have identified all agreed and unagreed 
issues, the notice has been prepared and 
reviewed (including review by District Counsel, 
if necessary) and any other relevant prerequi- 
sites have been completed, the issuance of the 
notice of deficiency is a ministerial act. The 
Commissioner may (in hu or her discretion) 
abate interest attributable to a delay in issuing 
the notice. 

3 A taxpayer invested in a tax shelter and 
reported a loss from the tax shelter on the 
taxpayer's income tax return. Internal Revenue 
Service personnel conducted an extensive ex- 

amination of the tax shelter, and the process- 
ing of the taxpayer's case was delayed during 
such examination. Because the period of limi- 

tations on assessment was about to expire, the 
taxpayer executed a consent to extend the 
period of limitations. The time required to 
process the taxpayer's case was not a result of 
a delay in performing a ministerial act; conse- 
quently, interest attributable to this period 
cannot be abated. 

4 A revenue agent is sent to a training 
course, and the agent's supervisor decides not 
to reassign the agent's cases. During the 
training course, no work is done on the cases 
assigned to the agent. Neither the decision to 
send the agent to the training course nor the 
decision not to reassign the agent's cases is, 
under the circumstances, a ministerial act. 
Thus, interest attributable to the delay cannot 
be abated. 

5 A taxpayer who claimed a loss from a tax 
shelter on the taxpayer's income tax return is 
notified that the Internal Revenue Service 
intends to examine the return. However, be- 
cause of other work priorities and resource 
limitations, a decision is made not to com- 
mence the examination for an extended period 
thereafter. The decision not to commence the 
examination involves the exercise of judgment 
and discretion and is not a ministerial act; 
consequently, interest attributable to the period 
of delay cannot be abated. 

SEC. 6. EFFECTIVE DATE 

This revenue procedure is effective 
with respect to claims for abatement 
of interest accruing for taxable years 
beginning after December 31, 1978. 
If a refund or credit resulting from 
the application of section 6404(e)(1) 
of the Code is otherwise prevented 
by the statute of limitations or by 
operation of any law or rule of law 

(including res judicata), the refund or 
credit may nevertheless be made or 
allowed if a claim is filed on or 
before October 22, 1987. 

26 CFR 601. 105: Fxamination of returns and 
claims for refund, credit ot abatement; deter- 
mination of correct tax liability. 

(Also Par( 1, Section 6601; 301. 6601-1. ) 

Rev. Proc. 87-43 

SECTION 1. PURPOSE 

This revenue procedure explains 
how taxpayers may apply for refund, 
credit, or abatement of interest 
treated as erroneously paid or as- 
sessed as a result of the amendment 
of section 6601(c) of the Internal 
Revenue Code by the Tax Reform 
Act of 1986, section 1564, 1986-3 
(Vol. I) C. B. 679 (the 1986 Act). 

SEC. 2. BACKGROUND 

. 01 Section 6213(d) of the Code 
allows a taxpayer to waive the re- 
strictions provided in section 6213(a) 
on the assessment and collection of a 
deficiency in income, estate, gift, and 
certain excise taxes. 

. 02 Section 6601(c) of the Code 
provides that, if a taxpayer has filed 
a waiver under section 6213(d) and 
the Internal Revenue Service does not 
make notice and demand for pay- 
ment of the deficiency within 30 days 
after the filing of the waiver, interest 
is not imposed on the deficiency 
during the period beginning with the 
31st day after the waiver was filed 
and ending with the date notice and 
demand is issued (the suspension pe- 

riod). 
. 03 The Tax Equity and Fiscal 

Responsibility Act of 1982, section 
344(a), 1982-2 C. B. 462, 579 
(TEFRA), added section 6622 of the 

Code, which provides that interest is 

to be computed on a daily compound 
basis on the amounts of tax and 
interest accrued and outstanding on 
and after January I, 1983. However, 
TEFRA did not amend section 
6601(c) to take this compounding 
rule into account. Consequently, al- 

though section 6601(c) suspended in- 

terest on a deficiency, the section did 

not suspend interest on the interest 
that had accrued on the underlying 
deficiency before the beginning of the 
suspension period. Section 1564 of 
the 1986 Act amended section 6601(c) 
to provide that interest will not be 
imposed during the suspension period 
on such previously accrued interest. 
Section 1564 is effective with respect 
to interest accruing after December 
31, 1982, regardless of when the 
previously accrued interest accrued. 

. 04 This revenue procedure sets 
forth the procedure whereby taxpay- 
ers may recover or have abated inter- 
est imposed with the respect to the 
suspension period on interest that 
accrued before the beginning of that 
period (suspension period interest). 

SEC. 3. PROCEDURE 

. 01 Taxpayers may obtain a refund 
or credit of suspension period interest 
that has been paid or have an interest 
assessment abated by filing Form 
843, Claim. The claim should be 
filed with the Internal Revenue Ser- 
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vice Center where the return was 
filed, or if the identity of that Service 
Center is unknown, with the Service 
Center where the taxpayer's most 
recent tax return was filed. 

. 02 The claim should clearly state 
across the top "Request filed under 
Rev. Proc. 87-43. " 

. 03 Lines 5, 6, 8, 9, and 10 of 
Form 843 should be left blank. 

. 04 Line 7, Date of Payment, 
should show the date the interest was 
paid if the date of payment is known 
and if Form 843 is a claim for credit 
or refund. If the interest has been 
assessed but not paid, Line 7 should 
be left blank. 

. 05 Line 11 should contain the 
following statement: 

Interest on a deficiency of 
(type of tax) (for example, 

income, estate, or gift tax) 
for the tax period ending 

was suspended pur- 
suant to section 6601(c) of the 
Internal Revenue Code. This is a 
claim for credit, refund, or abate- 
ment of the interest collected or 
assessed for the period the suspen- 
sion was in effect. 
. 06 Before refunding any previ- 

ously paid suspension period interest, 
the Service will offset such interest 
against any amount of tax, interest, 
or penalty due and owing from the 
taxpayer at the time of processing the 
claim. 

. 07 A separate claim should be 
sent for each tax period for each type 
of tax with respect to which the 
taxpayer had a deficiency on which 
suspension period interest was col- 
lected or assessed. 

. 08 Interest under section 6611 of 
the Code on any overpayment of 
suspension period interest will be 
allowed for the period provided in 

section 6611(b), whether or not the 
date of overpayment preceded the 
effective date of the 1986 Act (which 
retroactively eliminated liability for 
suspension period interet). 

SEC. 4. STATUTE OF 
LIMITATIONS 

If the period of limitations for 
filing a claim for refund or credit of 
suspension period interest has expired 

or will expire on or before October 
22, 1987, the taxpayer must file a 

claim by no later than October 22, 
1987. In all other cases, a claim for 
refund or credit must be filed within 

three years from the time the return 

of tax to which the interest relates 

was filed or within two years from 

the time the interest was paid, which- 

ever is later. A claim for abatement 

of an assessment of suspension pe- 

riod interest can be filed at any time 

prior to payment. 

SEC. 5. EFFECTIVE DATE 

This revenue procedure applies to 
suspension period interest accruing 
after December 31, 1982, and before 
January I, 1988. Beginning on Janu- 
ary I, 1988, the Service automatically 
will suspend the compounding of 
suspension period interest. 

26 CER 60i. 602: Tax forms and insiructions. 
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NOTE: THIS REVENUE PROCE 
DURE MAY ONLY BE USED TO 
PREPARE MAGNETIC DISKETTE 
SUBMISSIONS FOR TAX YEAR 
1987 RETURNS. UPDATED COP 
IES ARE PUBLISHED EACH 
YEAR. PLEASE READ THIS PUB 
LICATION CAREFULLY. PER 
SONS REQUIRED TO FILE MAY 
BE SUBJECT TO PENALTIES FOR 
FAILURE TO FOLLOW THE IN 
S TRUCTIONS IN THIS REVENUE 
PROCEDURE AND FOR FAILURE 
TO INCLUDE CORRECT INFOR 
MATION ON A RETURN. A 55 
PER DOCUMENT PENALTY MA Y 
BE IMPOSED FOR THE OMIS- 
S ION OF INFORMA TION A S 
WELL AS FOR THE INCLUSION 
OF INCORRECT INFORMATION 
THE MAXIMUM PENALTY IS 
$20, 000. (THERE IS NO MAXI- 
MUM FOR CERTAIN INTEREST 
OR DIVIDEND RETURNS OR 
STATEMENTS. ) YOU MAY ALSO 
BE SUBJECT TO PENALTIES OF 
$50 PER DOCUMENT FOR EACH 
DOCUMENT SUBMITTED WITH 
OUT A TAXPAYER IDENTIFICA- 
TION NUMBER (TIN) OR WITH 
AN INCORRECT TIN. AN ADDI- 
TIONAL $50 PENALTY PER DOC- 
UMENT MAY BE IMPOSED I OR 
EACH DOCUMENT NOT SUBMIT 
TED ON MAGNETIC MEDIA IF 
YOU ARE REQUIRED TO FI LE 
THIS WAY OR IF YOU FILE 
LATE. THE MAXIMUM PEN- 
ALTY IS $100, 000 PER CALEN- 
DAR YEAR. (THERE IS NO MAX- 
IMUM FOR FORMS 1099-1NT, 
1099-DI V, 1099-01D, 1099-PATR, 
5498 OR IF THE FAILURE TO 
FILE IS DUE TO INTENTIONAL 
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DISREGARD OF THE FILING 
AND CORRECT INFORMATION 
REQUIREMENTS. ) IF A $50 PEN- 
ALTY IS IMPOSED, THE $5 PEN- 
ALTY WILL NOT BE APPLIED 
FOR THE SAME RETURN. IRS 
S TRONGL Y ENCOURA GES F I L- 
ERS TO REVIEW THEIR DATA 
FOR ACCURACY BEFORE SUB- 
MISSION TO PREVENT ERRONE- 
OUS NOTICES BEING MAILED 
TO PERSONS FOR WHOM RE- 
PORTS ARE FILED. 

PART A. —. GENERAL 

SECTION 1. PURPOSE 

. 01 The purpose of this revenue 
procedure is to provide the require- 
ments and conditions for filing infor- 
mation return Forms 1098, 1099, 
5498, and W-2G on 5 1/4 inch mag- 
netic diskette. Other revenue proce- 
dures provide instructions for filing 
on magnetic tape, 8 inch magnetic 
diskette, and on Burroughs mini-disk. 
THIS REVENUE PROCEDURE IS 
TO BE USED FOR THE PREPA- 
RATION OF TAX YEAR 1987 IN- 
FORMA TION RE TURNS ONL Y. 
THIS PROCEDURE IS UPDATED 
YEARLY TO REFLECT NECES- 
SARY CHANGES. PLEASE READ 
THIS PUBLICATION CARE- 
FULLY. Specifications for filing the 
following forms are contained in this 
procedure: 

(a) Form 1098, Mortgage Interest 
Statement. 

(b) Form 1099-A, Information Re- 
turn for Acquisition or Abandonment 
of Secured Property, 

(c) Form 1099-B, Statement for 
Recipients of Proceeds From Real 
Estate, Broker, and Barter Exchange 
Transactions. 

(d) Form 1099-DIV, Statement for 
Recipients of Dividends and Distribu- 
tions. 

(e) Form 1099-G, Statement for 
Recipients of Certain Government 
Payments. 

(f) Form 1099-INT, Statement for 
Recipients of Interest Income. 

(g) Form 1099-MISC, Statement 
for Recipients of Miscellaneous In- 
come. 

(h) Form 1099-OID, Statement for 
Recipients of Original Issue Discount. 

(i) Form 1099-PATR, Statement 
for Recipients (Patrons) of Taxable 

In addition, for returns file d in 

1988 (for tax year 1987), magne tc 

media reporting is required 
file, or were required to file for r th 

prior year, 250 or more of each of 
the following forms: Forms W-2, 
W-2P, W-2G, 1 p98, 
1099-G, 1099 — MISC, 1099-R 5498, 
1042S, 6248, and 8P27. To determine 
the number of returns you are re- 

quired to file, or were required to file 

for the prior year, count each type of 
form separately. For example, if you 
must file 450 Forms 1098 and 100 
Forms 1099-A, the 450 Forms 1098 
must be filed on magnetic media; 
however, you are not required to file 

the 100 Forms 1099-A on magnetic 
media. THIS REQUIREMENT AP- 
PLIES SEPA RA TEL Y TO BOTH 
ORIGINAL AND CORRECTED RE- 
TURNS. For example, if you file 300 
1099-MISC returns and later file 50 
corrections for Forms 1099-MISC, 
only the original 300 returns are 
required to be filed on magnetic 
media. The 50 1099-MISC correc- 
tions could be filed on paper since 

there are less than 250 corrections to 
be filed. All Forms 1099-B are re- 

quired to be filed on magnetic media 
with the exception of real estate 
transactions. For real estate transac- 
tions, magnetic media filing is re- 

quired if 250 or more returns must 

be filed. Forms W-2 and W-2P are 

filed with the Social Security Admin- 

istration (SSA), NOT Internal Reve- 

nue Service (IRS). These require- 
ments shall not apply if you establish 
that it will cause you undue hard- 

ship. Refer to Part A, Sec. 3. 

Distributions Received From Cooper- 
atives. 

(j) Form 1099-R, Statement for 
Recipients of Total Distributions 
From Profit-Sharing, Retirement 
Plans, Individual Retirement Ar- 
rangements, Insurance Contracts, 
Etc. 

(k) Form 5498, Individual Retire- 
ment Arrangement Information. 

(1) Form W-2G, Statement for Re- 
cipients of Certain Gambling Win- 
nings. 

Specifications for filing Forms 
1042S, 6248, 8027, W-2, and W-2P 
are contained in separate publica- 
tions. 

. 02 All filing requirements that fol- 
low apply individually to each report- 
ing entity as defined by its separate 
TIN (Social Security Number (SSN) 
or Employer Identification Number 
EIN)). For example, if you are a 
corporation with several branches or 
locations and each uses the same 
EIN, you must aggregate the total 
volume of returns to be filed for that 
EIN and apply the filing require- 
ments for each type of return accord- 
ingly. 

Section 1. 6045-1(1) of the Income 
Tax Regulations requires brokers and 
barter exchanges to use magnetic me- 
dia to report ALL Form 1099-B data 
with the exception of real estate 
transactions to IRS. For real estate 
transactions, magnetic media filing is 
required if 250 or more Forms 
1099-B must be filed. THESE RE- 
QUIREMENTS APPL Y SEPA- 
RA TEL Y TO BOTH ORIGINA L 
AND CORRECTED RETURNS. 

Section 6011(e) of the Internal 
Revenue Code and the regulations 
thereunder, require any person, in- 
cluding corporations, partnerships, 
individuals, estates, and trusts, who 
must file, or were required to file for 
the prior year, more than 50 infor- 
mation returns in the aggregate for 
payments of interest (Forms 
1099-INT and 1099-OID), dividends 
(Form 1099-DIV), or patronage divi- 
dends (Form 1099-PATR), for any 
calendar year, must file such returns 
on magnetic media. For example, if 
you must file 30 Forms 1099-DIV 
and 25 Forms 1099-INT, filing on 
magnetic media is required. THIS 
REQUIREMENT APPLIES SEPA- 
RA TEL Y TO BOTH ORIGINAL 
AND CORRECTED RETURNS. 

. 03 This procedure also provides 
the requirements and specifications 
for 5 1/4 inch magnetic diskette fil- 

ing under the Combined Federal/St- 
ate Filing Program. Refer to Part A, 
Sec. 12. 

(a) 1987 "Instructions fpr Fprms 
1 099& 1 098 5498 1 096, and W 
provide further information pn filing 
returns with IRS. These instructipns 
are available at IRS offices and are 
included in magnetic media reporting 
packages mailed to filers pn 
program each year. 

. 04 The following revenue proce- 
dures and publications provide more 
detailed filing procedures for certain 
information returns: 

592 1987-2 C. B. 



(b) 1987 "Instructions for Report- 
ing Real Estate Transactions on 
Form 1099-B" which is available at 
IRS offices. 

(c) Rev. Proc. 84-24, 1984-1 C. B. 
465, or other current revenue proce- 
dures, regarding preparation of trans- 
mittal documents (Forms 1096 and 
4804) for information returns. 

(d) Rev. Proc. 84-33, 1984-1 C. B. 
502, or other current revenue proce- 
dures, regarding the optional method 
for agents to report and deposit 
backup withholding. 

(e) Publication 1179, Specifications 
for Paper Document Reporting and 
Paper Substitutes for Forms 1096, 
1098, 1099, 5498, and W-2G. 

. 05 This procedure supersedes the 
following revenue procedure: Rev. 
Proc. 86-32, 1986-2 C. B. 380, also 
published in Publication 1311 (Rev. 
8-86), Requirements and Conditions 
for Filing Information Returns in the 
Forms 1098, 1099, 5498, and W-2G 
Series on 5 I/4 Inch Magnetic Dis- 
kette. 

. 06 Refer to Part A, Sec. 13 for 
definitions of terms used in this 
publication. 

SEC. 2. NATURE OF CHANGES— 
CURRENT YEAR (TAX YEAR 1987) 

. 01 Numerous editorial changes 
have been made to the publication. 
The following changes must be incor- 
porated into your programs for tax 
year 1987. 

. 02 GENERAL CHANGES ARE 
AS FOLLOWS: 

(a) The note on the cover was 

revised to indicate changes to the 
maximum penalty per calendar year 
and to alert filers that penalties may 

be assessed for failure to include 

correct information. 

(b) Information returns can no 

longer be filed on cassette. 

(c) If you were required to file on 

magnetic media for tax year 1986, 
you are also required to file on 

magnetic media for tax year 1987. 

(d) The title of Form 1099-B has 

been changed to include real estate 
transactions. For a real estate trans- 

action closing after 1986, proceeds of 
certain sales must be reported on 

Form 1099-B. For more information 

on this new reporting requirement, 

refer to the 1987 "Instructions for 

Reporting Real Estate Transactions 

on Form 1099-B. " All Forms 1099-B 
are required to be filed on magnetic 

media with the exception of real 

estate transactions. For real estate 
transactions, if 250 or more returns 

are to filed on Form 1099-B, they 

must be filed on magnetic media. 

(e) A note was added to Part A, 
Sec. 1. 02 concerning the magnetic 
media filing requirements as they 

apply to each TIN (SSN or EIN). 
(f) References to Forms W-2 and 

W-2P have been deleted from several 

sections in the revenue procedure 
since these forms are filed with SSA. 

(g) Additional information con- 
cerning the application Form 4419 
has been added to Part A, Sec. 3. 01. 

(h) Filers are no longer required to 
submit a hardcopy printout or dump 
of their files except when submitting 
a "test" file after December 15. 

(i) All test files must be submitted 
between October I and December 15. 
Only a hardcopy printout test will be 
accepted after December 15 and it 
must be postmarked by January 15, 
1988. 

(j) Part A, Sec. 3. 05 instructs filers 
to submit separate application Forms 
4419 if they submit two types of 
magnetic media. 

(k) Transmitters may request waiv- 
ers on behalf of persons required to 
file on magnetic media if all informa- 
tion requested on Form 8508 is pro- 
vided for each payer and each type 
of information return. Refer to Part 
A, Sec. 3. 08. 

(I) Filers are instructed in Part A, 
Sec. 7. 01 to open all files returned to 
them as soon as they are received. In 
some cases, files are returned due to 
errors and must be corrected and 
returned to IRS within 30 days of 
your receipt. 

(m) Part A, Sec. 8 has been re- 
vised in its entirety to delete instruc- 
tions concerning filing corrected re- 
turns on paper forms. This 
information is available in the 1987 
"Instructions for Forms 1099, 1098, 
5498, 1096, and W-2G. " 

(n) The chart in Part A, Sec. 8. 10 
has been changed to indicate that 
two transactions are required to cor- 
rect a Payee TIN. 

(o) Information concerning penal- 
ties has been revised in Part A, Sec. 
9. 

(p) Part A, Sec. 10 has been re- 
vised in its entirety to update infor- 
mation concerning machine scannable 
forms and statements provided to the 
payee. 

(q) To contact the IRS National 
Computer Center by telephone, calls 
must be placed between 8:30 A. M. 
and 6:30 P. M. Eastern Time Zone. 
Part A, Sec. 11 has been updated to 
reflect the new hours. 

(r) Part A, Sec. 12. 02 includes a 
note to filers requesting approval to 
participate in the Combined Federal/ 
State Program. When "rest" files are 
submitted for this program, attach a 
letter to the Form 4804 submitted 
with the "test" which indicates that 
you wish to participate. 

(s) The dollar criteria in Table 2 of 
Part A, Sec. 12 has been changed. 
For the state of New York, Form 
1099-PATR must now be reported if 
the amount is $600. 00 or greater. 
The dollar criteria for Forms 1099-R, 
1099 — DI V, 1099 — INT, and 
1099-PATR has been increased for 
the state of Wisconsin to $600. 00. 
For the state of Minnesota all Forms 
5498 must be reported. 

(t) A definition has been added to 
Part A, Sec. 13 for PS58 Costs. 

(u) Part A, Sec. 14 has been re- 
vised to include new instructions in 
the usage of foreign country codes. 

(v) Part B, Sec. 1. 02(c) instructs 
filers that all records must be a fixed 
lenth of 420 positions. 

(w) Positions 419 and 420 of each 
record have been reserved for car- 
riage return/line feed characters for 
the 5 I/4 inch diskette. 

(x) The filename of IRSTAX must 
be used (See Part B, Sec. 1. 02. ) 

(y) A 5 I/4 inch diskette file may 
consist of multiple diskettes. 

. 03 THE FOLLOWING 
CHANGES HAVE BEEN MADE 
TO THE PAYER/TRANSMITTER 
"A" RECORD: 

(a) Part B, Sec. 2. 02 informs filers 
that all records must be a fixed 
lenght of 420 positions. 

(b) Diskette positions 2 and 3 of 
the "A" Record now represent the 
payment year. 

(c) Diskette positions 4 through 6 
now represent the Diskette Sequence 
Number. You may enter the diskette 
sequence incremented by I for each 
diskette in the file or you may enter 
blanks or zeros, IRS bypasses this 
sequence check. You must indicate 
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the proper sequence on the external 
label. 

(d) A Payer Name Control has 
been added to the "A" Record. 

(e) The Amount Indicators now 
appear in positions 23-31. Wherever 
possible, these codes have been 
changed to agree with the box num- 
bers on paper forms. 

(f) Form 1099-B now includes real 
estate transactions. Amount Code "1" has been added for reporting 
gross proceeds from real estate. Refer 
to the 1987 "Instructions for Report- 
ing Real Estate Transactions on 
Form 1099-B" for information on 
this new reporting requirement. 

(g) Form 1099-DIV has been re- 
vised considerably for tax year 1987. 
Dividends qualifying and dividends 
not qualifying for exclusion have 
been eliminated. Amount Code "2" 
now represents "Investment expenses 
included in Amount Code 1. " 
Amount Code "3" is now "Capital 
gain distributions. " Amount Code "5" is "Nontaxable distributions (if 
determinable)" and Amount Code "6" is "Foreign tax paid. " 

(h) The Amount Codes for Form 
1099-INT have also changed for tax 
year 1987. Amount Code "2" repre- 
sents "Early withdrawal penalty. " 
"U. S. Savings Bonds" are now 
Amount Code "3. " Amount Code "4" is "Federal income tax with- 
held, " and Amount Code "5" is 
"Foreign tax paid (if eligible for 
foreign tax credit). " 

(i) Two changes have been made 
to the Amount Codes for Form 
1099-MISC. Amount Code "8" is 
now "Substitute payments in lieu of 
dividends or interest, " and Amount 
Code "9" is the "Direct sales indica- 
tor. " Royalty payments must now be 
reported in Amount Code "2" if 
they total $10 or more. The old 
reporting requirement for royalties 
was $600 or more. 

(j) The title of Amount Code "3" 
for Form 1099-OID is now "Early 
withdrawal penalty. " 

(k) Two changes have been made 
to the Amount Codes for Form 
1099-R. Amount Code "6" is now 
"Net unrealized appreciation in em- 
ployer's securities" and Amount 
Code "8" is "IRA or SEP distribu- 
tions. " For distributions of qualified 
deductible voluntary employee contri- 
butions (DECs) made in 1987 and 
later years, do not report the distri- 

butions in Amount Code "8" as you 
have in the past. Rather, report these 
in Amount Codes "1" and "3. " 
Only IRAs and SEPs are to be 
reported in Amount Code "8. " 

(1) The Amount Codes for Form 
5498 have also changed considerably. 
Amount Code " 1" is "Regular I RA 
contributions made in 1987 and 1988 
for 1987, " Amount Code "2" is 
''Rollover IRA contributions, " 
Amount Code "3" is "Life insurance 
cost included in code 1, " Amount 
Code "4" is "Fair market value of 
account. " The Amount Code for 
reporting contributions to an SEP 
has been eliminated. Only the value 
of the account is to be reported in 
Amount Code "4" for SEPs. Do not 
report employer contributions to an 
SEP on Form 5498. Also, DECs can 
no longer be made; therefore, they 
have been eliminated from the 
Amount Codes. A new Amount 
Code for the value of the account 
has been added. Trustees and issuers 
of IRAs and SEPs should use this 
Amount Code "4" to report the 
value of the accounts in existence 
during the year, even if no contribu- 
tions were made during the year. 

(m) A Foreign Corporation Indica- 
tor has been added to the "A" 
Record for payers who are foreign 
corporations. 

(n) It is no longer necessary to 
indicate the "A" and "B" Record 
lengths in the "A" Record since all 
records are a fixed length of 420 
positions. 

(o) The Second Payer Name Line 
is now 40 positions in length. 

(p) lf the Payer and Transmitter 
are the same, positions 211 through 
420 of the "A" Record will be 
blank. 

(q) A record layout has been in- 
cluded in Part B, Sec. 3 to assist you 
in developing the "A" Record. 

(r) Positions 419 and 420 have 
been reserved for carriage return/line 
feed characters. 

. 04 THE FOLLOWING 
CHANGES HAVE BEEN MADE 
TO THE PAYEE "B" RECORD: 

(a) Part B, Sec. 4. 01 informs filers 
that all "B" Records must be a fixed 
length of 420 positions. 

(b) Information has been added to 
the Document Specific Code, De- 
scription and Remarks section for 
DEC distributions reported on Form 
1099-R. 

(c) The Direct Sales Indicator in 
the Document Specific Code of the 
Payee "B" Record for Form 1099- 
MISC has been eliminated. 

(d) For tax year 1987, a new indt- 
cator has been added to the Docu- 
ment Specific Code for 
1099-MISC to report crop insurance 
proceeds. Diskette position 4 of the "B" Record will be used to indicate 
that the amount being reported for 
Amount Code "7, " "Nonemployee 
compensation, " represents crop in- 
surance proceeds. 

(e) The Payer's Account Number 
for Payee field length has been in- 
creased from 10 to 20 positions. 

(f) Due to the fixed record length 
of 420 positions, the payment 
amount fields are no longer variable. 
All payment amounts are indicated as 
being used. For payment amounts 
where no amount is to be reported, 
you will enter zeros. For example, if 
you are indicating Amount Codes 2, 
4, and 7 as being used in the "A" 
Record, positions 23 through 31 of 
the ''A'' Record will be 
"247bbbbbb". The "B" Record will 
have zeros in Payment Amounts 1, 3, 
5, 6, 8, and 9. Payment Amounts 2, 
4, and 7 will reflect the dollar 
amount to be reported. All money 
amounts must be reported in U. S. 
dollars. 

(g) If you are reporting for a 
payee in a foreign country, enter a "1" in the Foreign Country Indicator 
field. This field appears in position 
161 of the "B" Record. This will 

allow any format for the Payee Ad- 
dress, City, State and ZIP Code. For 
foreign addresses, you are not re- 
quired to use the foreign country 
codes provided in the revenue proce- 
dure. You may spell out or abbrevi- 
ate the foreign country. This free 
format is only allowable for foreign 
addresses. U. S. addresses must utilize 
the 2 position state codes provided in 
Part A, Sec. 14. 

(h) Due to the fixed record 
lengths, the Special Data Entries field 
is now a fixed length and will only 
vary depending on the type of return 
being reported. IRS does not utilize 
the information in this field. It may 
be used for state reporting require- 
ments or for the filer's own pur- 
poses. 

(i) Negative amounts must not be 
reported for Bartering transactions 
on Form 1099-B. Plus or minus signs 
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can be used in the left most position 
of each of the nine money amount 
fields to indicate whether a number is 
positive or negative. 

(j) A Principal Residence Indicator 
has been added to Form 1099-B for 
real estate transactions; however, this 
indicator is not required to be used 
for tax year 1987. 

(k) The Date of Sale field, Form 
1099-B, may also represent a Closing 
Date for real estate transactions. 

(I) The Cusip Number field for 
Form 1099-B has been increased 
from 8 to 15 positions. 

(m) Record layouts have been in- 
cluded in the revenue procedure to 
assist you in developing the "B" 
record. 

(n) Positions 419 and 420 have 
been reserved for carriage return/line 
feed characters. 

. 05 THE FOLLOWING 
CHANGES HAVE BEEN MADE 
TO THE "C, " "K, " AND "F" 
RECORDS: 

(a) All records must be a fixed 
length of 420 positions. 

(b) Plus or minus signs can be 
used in the left most position of the 
nine money amount fields to indicate 
positive or negative numbers. If a 
sign is not used, the number will be 
assumed to be positive. 

(c) Record layouts have been in- 
cluded in the revenue procedure to 
assist you in developing these 
records. 

(d) Positions 419 and 420 have 
been reserved for carriage return/line 
feed characters. 

SEC. 3. APPLICATION FOR 
MAGNETIC MEDIA REPORTING 
AND REQUESTS FOR UNDUE 
HARDSHIP WAIVERS 

. 01 For purposes of this revenue 

procedure, the PAYER includes the 
person making payments, a recipient 
of mortgage interest payments, a bro- 
ker, a barter exchange, a real estate 
broker, a trustee or issuer of an IRA 
or SEP, or a lender who acquires an 

interest in secured property or who 

has reason to know that the property 
has been abandoned. The TRANS- 
MITTER is the organization prepar- 

ing the magnetic diskette file. The 

payer and transmitter may be the 

same organization. Payers or their 

transmitters are required to complete 

Form 4419, Application for Magnetic 

Media Reporting of Information Re- 

turns. A single Form 4419 should be 

filed no matter how many types of 
returns the payer or transmitter will 

be submitting. For example, if you 

plan to file Forms 1099-INT and 
Forms 1099-DIV on magnetic media, 
submit one Form 4419. If you later 
wish to file another type of return on 
magnetic media in the Form 1099, 
1098, 5498, or W-2G series, it is not 
necessary to submit a new Form 
4419. 

If you plan to file for multiple 

payers, IRS encourages filers to sub- 
mit one application and to use one 
Transmitter Control Code for all 

payers. Include a list of all payers 
and their TINs with the Form 4419. 
If you file for additional payers in 
later years, you may simply notify 
IRS in writing providing the addi- 
tional names and TINs. Do not sub- 
mit a new application for these addi- 
tional payers. 

Copies of Form 4419, for your 
use, are included in this publication. 
Requests for additional information 
or forms related to magnetic media 
processing should be addressed to the 
IRS National Computer Center. The 
address is listed in Part A, Sec. 11. 

. 02 Application Form 4419 should 
be filed with the IRS National Com- 
puter Center before "test" files are 
submitted. (" Test" files must be sub- 
mitted between October I and De- 
cember 15 each year. ) IRS will act on 
an application and notify the appli- 
cant, in writing, of authorization to 
file. A five character alpha/numeric 
Transmitter Control Code will be 
assigned and included in an 
acknowledgement letter. Magnetic 
diskette returns may not be filed with 
IRS until the application has been 
approved and a Transmitter Control 
Code assigned. Do not enter blanks 
in the "A" Record Transmitter Con- 
trol Code field; enter the five charac- 
ter alpha/numeric Transmitter Con- 
trol Code that is assigned to you by 
IRS after you have filed an applica- 
tion and it has been approved. 

. 03 After you have received ap- 
proval to file on magnetic media, 
you do not need to reapply each 
year; however, notify IRS in writing 
if: 

(a) there are hardware or software 
changes that would affect the charac- 
teristics of the magnetic media sub- 

mission (e. g. , changing from diskette 
to tape filing or vice versa, or report- 
ing using more than one type of 
magnetic media), a new Transmitter 
Control Code may be necessary or, 

(b) you discontinue filing or. mag- 
netic media for a year (your five 
character alpha/numeric Transmitter 
Control Code may be reassigned). 

If either of these conditions apply 
to you, you should contact IRS for 
clarification. In ALL correspondence, 
refer to your current five character 
alpha/numeric Transmitter Control 
Code to assist IRS in locating your 
files. 

. 04 IRS will assist new filers with 
their intial magnetic diskette submis- 
sion by reviewing "test" files submit- 
ted in advance of the filing season. 
The "test" data should be actual 
data for the "A" Records, not ficti- 
tious information. Approved payers 
or transmitters should submit "test" 
files to the IRS National Computer 
Center. You MUST submit a "test" 
file in order to participate in the 
Combined Federal/State Program; 
however, you are encouraged to sub- 
mit "test" files if you are a new filer 
on magnetic media. All "test" files 
must be submitted between October I 
and December 15 each year. Refer to 
Part A, Sec. 11 for the address. Do 
not submit "lest" files after Decem- 
ber 15. If you are unable to submit 
your "rest" file by this date, you 
may only send a sample hardcopy 
printout or diskette dump that shows 
a sample of each type of record (A, 
B, C, K, and F) used to the IRS 
National Computer Center. This sam- 
ple hardcopy printout must be post- 
marked by January 15, 1988. Clearly 
mark the hardcopy printout or dis- 
kette dump at "TEST DATA, " and 
include identifying information such 
as name, address, and telephone 
number of someone familiar with the 
"test" print or diskette dump who 
may be contacted to discuss its ac- 
ceptability. With all "res(" data, in- 
clude a transmittal Form 4804, 4802 
or computer generated substitute 
marked as "TEST DATA" that iden- 
tifies your five character alpha/nu- 
meric Transmitter Control Code and 
total record and money amounts. 
The transmittal Form 4804 and 4802 
were updated in tax year 1986. Agen- 
cies who produce a computer gener- 
ated substitute must include the addi- 
tional information required on these 
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forms. The Form 4804 includes a 
checkbox I to indicate the type of 
file (e, g. , original, correction, re- 
placement, test). The "test" data 
must be coded according to the cur- 
rent revenue procedure. 

. 05 If your magnetic media files 
have been prepared for you in the 
past by a service agency, and you 
now have computer equipment com- 
patible with that of IRS and wish to 
prepare your own files, you must 
request your own five character al- 
pha/numeric Transmitter Control 
Code by filing an application, Form 
4419, as described above. If you 
should happen to file on two types of 
magnetic media (e. g. , tape and 5 I/4- 
inch diskette), you must submit two 
applications. IRS assigns different 
Transmitter Control Codes to each 
type of magnetic media. This ensures 
that IRS will provide the proper 
revenue procedure to filers each year. 

. 06 If you as an individual or 
organization are an approved filer on 
magnetic media and you change the 
name of your organization, please 
notify the IRS National Computer 
Center, in writing, so that your file 
may be updated to reflect the proper 
name. Refer to Part A, Sec. 11 for 
the address. 

. 07 In accordance with section 
1. 6041-7(b) of the Income Tax Regu- 
lations, payments to providers of 
medical and health care services from 
separate departments of a health care 
carrier may be reported as separate 
returns on magnetic media. In this 
case, the headquarters office will be 
considered to be the transmitter, and 
the individual departments of the 
company filing reports will be consid- 
ered to be payers. A single applica- 
tion form covering all the depart- 
ments that will be filing on magnetic 
diskette should be submitted. One 
five character alpha/numeric Trans- 
mitter Control Code may be used for 
all departments. 

. 08 Any person required to file 
original or corrected returns on mag- 
netic media may request a waiver 
from the filing requirements by sub- 
mitting Form 8508, Request for 
Waiver From Filing Information Re- 
turns on Magnetic Media, with the 
IRS National Computer Center if 
filing on magnetic media would cre- 
ate an undue hardship. A SEPA- 
RATE FORM 8508 MUST BE SUB- 
MITTED FOR EACH PAYER AND 

FOR EACH TYPE OF RETURN. It 
is not acceptable to submit a list of 
payers. You must submit a separate 
Form 8508 for each payer and each 
type of return. You must specify the 
specific type of return, e. g. , 1099- 
DIV. If you only indicate that the 
waiver request is for 1099, the waiver 
will be denied. Transmitters may file 
Form 8508 for persons required to 
file on magnetic media if all informa- 
tion requested on Form 8508 is pro- 
vided for each payer and each type 
of information return and if the 
payer or transmitter signs the request 
attesting that all information is true, 
correct, and complete. Requests for 
waivers for Forms W-2 and W-2P 
are due by June 30 for the tax year 
requested. For all other returns re- 
quired to be filed on magnetic media, 
waiver requests must be filed at least 
90 days before the returns are due. 
This waiver, if approved, will only 
provide exemption from magnetic 
media filing for one tax year. Filers 
may not apply for a waiver for more 
than one tax year at a time. You 
must reapply each year that a waiver 
is necessary. Copies of Form 8508 
are included in this publication and 
may be obtained from the IRS Na- 
tional Computer Center and other 
IRS offices. See Part A, Sec. 11 for 
the address of the IRS National 
Computer Center. 

. 09 Section 1. 6045-1(1) of the In- 
come Tax Regulations requires bro- 
kers and barter exchanges to use 
magnetic media in reporting to IRS 
ALL Form 1099-B data with the 
exception of real estate transactions. 
THIS REQUIREMENT APPLIES 
SEPARA TEL Y TO BOTH ORIGI- 
NAL AND CORRECTED RE- 
TURNS. Generally NEW brokers and 
NEW barter exchanges may request 
an undue hardship exemption by fil- 
ing a request for waiver with the IRS 
National Computer Center by the 
end of the second month following 
the month in which they became a 
broker or barter exchange. 

. 10 All requests for magnetic me- 
dia related undue harship exemptions 
must be submitted to the IRS Na- 
tional Computer Center at least 90 
days before the due date of the 
return except as stated in Part A Sec. 
3. 09. All magnetic media related un- 
due hardship requests for Forms W-2 
and W-2P are to be filed with the 
IRS National Computer Center, not 

SSA, and must be filed by June 30 
for the tax year requested. Refer to 
Part A, Sec. 11 for the address. 

. 11 If you request a waiver from 
filing on magnetic media and it is 
approved, do not send a copy of the 
approved waiver to the service cent'er 
where you file your paper returns. 
Keep the waiver for your records. Do 
not staple, paperclip or use 
rubberbands on any scannable forms. 
Paper information returns are read 
by an optical scanner (OCR) at the 
service centers. 

. 12 Waivers are granted on a case- 
by-case basis and may be approved 
at the discretion of the IRS National 
Computer Center. 

. 13 If you are required to file on 
magnetic media but fail to do so, 
and you do not have an approved 
waiver on record, you may be subject 
to a failure to file penalty. Refer to 
Part A, Sec. 4. 01. 

. 14 An approved waiver from fil- 
ing information returns on magnetic 
media does not provide exemption 
from filing; you MUST still file your 
information returns on acceptable pa- 
per forms. 

. 15 A magnetic media reporting 
package, which includes all the neces- 
sary transmittals, labels, and instruc- 
tions, will be mailed to the last 
known address of all approved filers 
each year. 

SEC. 4. FILING OF MAGNETIC 
MEDIA REPORTS AND RETENTION 
REQUIREMENTS 

. 01 If you do not file your returns 
on time, you may be subject to a $50 
per document failure to file penalty. 
If you file without following the 
instructions in this revenue proce- 
dure, you may also be subject to a 
$50 per document failure to file 
penalty. The maximum penalty is 

$100, 000 per calendar year. However, 
there is no maximum penalty for 
returns of 1099-I NT, 1099-OI D, 
1099-DIV, 1099-PATR, 5498 or if 
the failure to file is due to intentional 
disregard of the filing requirements. 

. 02 Generally, you are now subject 
to a $50 penalty for each failure to 
include the payee's correct TIN on 
an interest or dividend (1099-DI V, 
1099 — INT, 1099-0 1 D, 1099-PATR) 
in formation return unless the payer 
can demonstrate that the payer met 
the due diligence requirements. Refer 
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to Part A, Sec. 9. For the definition 
of Payer and Payee see Part A, Sec. 
13. 

. 03 Rev. Proc. 84-24, 1984-1 C. B. 
465, or other current revenue proce- 
dures gives detailed information on 
preparing transmittal documents 
(Forms 1096 and 4804) for informa- 
tion returns and is available at IRS 
offices. Specific guidelines are given 
on how to report the payer's name, 
address, and TIN on transmittal doc- 
uments and information returns. In- 
structions for multiple transmittals 
and the submission of transmittals by 
service bureaus or agents are also 
covered. 

. 04 Form 4804, Transmittal of In- 
formation Returns Reported on Mag- 
netic Media, must accompany mag- 
netic diskette submissions. If you file 
for multiple payers and have the 
authority to sign the affidavit on 
Form 4804, you should also submit 
Form 4802, Transmittal for Multiple 
Magnetic Media Reporting. Be sure 
to include Form 4804, 4802 or com- 
puter generated substitute with your 
diskette shipment. DO NOT MAIL 
THE DISKE T TES A ND THE 
TRANSMITTA L DOCUMENTS 
SEPARATELY. IRS encourages the 
use of a computer generated Form 
4804 which includes all necessary 
information requested on the current 
form. 

Paper information returns must be 
transmitted to the appropriate service 
center using Form 1096, Annual 
Summary and Transmittal of U. S. 
Information Returns. Do not send 
information returns filed on paper 
forms to the IRS National Computer 
Center. 

. 05 The affidavit for Form 4804 
should be signed by the payer; how- 

ever, the transmitter, service bureau, 
paying agent, or disbursing agent (all 
hereafter referred to as agent), may 

sign the affidavit on behalf of the 

payer if the conditions in (a), (b)(i) 
or (b)(ii), and (c) are met: 

(a) The agent has the authority to 

sign the affidavit under an agency 

agreement (either oral, written, or 

implied) that is valid under the state 

law. 
(b)(i) The agent has the responsi- 

bility (either oral, written or implied) 

conferred on it by the payer to 
request the TINs of payees (or others 

for whom information is being re- 

ported), OR 

(ii) If the return of more than one 

payer is included in a single magnetic 
media submission, covered by a sin- 

gle Form 4804, each payer has at- 

tested by affidavit to the agent that 
the payer has complied with the law 

in attempting to secure correct TINs. 

(c) The agent signs the affidavit 
and adds the caption "For: (name of 
payer). " 

. 06 Although a duly authorized 
agent signs the affidavit, the payer is 

held responsible for the accuracy of 
the Form 4804, and the payer will be 
liable for penalties for failure to 
comply with filing requirements. 

. 07 DO NOT REPORT THE 
SAME INFORMATION ON PAPER 
FORMS THAT YOU REPORT ON 
MAGNETIC MEDIA. IF YOU RE- 
PORT PART OF YOUR RETURNS 
ON PAPER AND PART ON MAG- 
NETIC MEDIA, BE SURE THAT 
DUPLICATE RETURNS, WITH 
THE SAME INFORMATION, ARE 
NOT INCLUDED ON BOTH. This 
does not mean that corrected docu- 
ments are not to be filed. If a return 
has been prepared and submitted 
improperly, you must file a corrected 
return as soon as possible. Refer to 
Part A, Sec. 8 for requirements and 
instructions on filing corrected re- 
turns. 

. 08 Reports from different 
branches or locations for one payer, 
if submitted on the same file, MUST 
be consolidated under one Payer/ 
Transmitter "A" Record for each 
type of information return. For ex- 
ample, all Forms 1099-INT for the 
same payer on a single file must be 
sorted together under one 
Payer/Transmitter "A" Record fol- 
lowed by the appropriate "B" 
Records and one "C" Record. 

. 09 Before submitting magnetic 
media files, include the following: 

(a) A signed Form 4804 or com- 
puter generated substitute. 

(b) A Form 4802 if you transmit 
for multiple payers and have the 
authority to sign the affidavit on 
Form 4804. 

(c) The magnetic media with an 
external identifying label as described 
in Part B, Sec. 1. Be sure to include 
the proper sequence on this label. 

(d) On the outside of the shipping 
container, include a Form 4801 or a 
substitute for the form which reads 
"DELIVER UNOPENED TO TAPE 

LIBRARY — MAGNETIC MEDIA 
REPORTING — BOX o f 

If there is only one con- 
tainer, mark the outside as Box 1 of 
I. For multiple containers, include 
the sequence (e. g. , Box 1 of 33, 2 of 
33, etc. ). 

(e) If you werre granted an exten- 
sion, include a copy of the approval 
letter with the magnetic media ship- 
ment. 

. 10 IRS will not pay or accept 
"Collect on Delivery" or "Charged 
to IRS" shipments of reportable tax 
information that an individual or 
organization is legally required to 
submit. 

. 11 Files may be returned to you 
due to coding or format errors. 
These are to be corrected and re- 
turned to IRS within 30 days of your 
receipt or the payer may be subject 
to a failure to file penalty. If you are 
unable to return the file within 30 
days, request an extension of time. 

. 12 Payers are required to retain a 
copy of the information returns filed 
with IRS or to have the ability to 
reconstruct the data for at least three 
years. 

SEC. 5. FILING DATES 

. 01 The dates prescribed for filing 
paper returns with IRS also apply to 
magnetic media filing. Magnetic me- 
dia reporting to IRS for Forms 1098, 
1099, and W-2G must be on a 
calendar year basis. Form 5498 is 
used to report amounts contributed 
during or after the calendar year but 
not later than April 15. 

. 02 Information returns filed on 
magnetic media for Forms 1098, all 
types of Forms 1099, and W-2G 
must be submitted to IRS and post- 
marked by February 28 but not be- 
fore January 1. The due date for 
furnishing the required copy or state- 
ment to the payee is January 31. 

. 03 Information returns filed on 
magnetic media for Form 5498 must 
be submitted to IRS and postmarked 
by May 31. Trustees or issuers of 
IRAs or SEPs must provide partici- 
pants with a statement of the value 
of the participant's account by Janu- 
ary 31, in any written format. State- 
ments are due to the participants by 
May 31 for contributions made to 
IRAs for the prior calendar year. 
Form 5498 is filed for contributions 
to be applied to 1987 that are made 
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between January 1, 1987, and April 
15, 1988. 

SEC. 6. EXTENSIONS OF TIME TO 
FILE 

. 01. If a payer or transmitter of 
returns on magnetic media or paper 
forms filed with IRS, or on magnetic 
media filed with SSA, is unable to 
submit their magnetic media file by 
the dates prescribed in Sec. 5. 02 and 
5. 03 above, submit a letter requesting 
an extension of time for a maximum 
of 60 days as soon as you are aware 
that an extension will be necessary. 
In order to be considered, the request 
MUST be filed before the due date 
of the return; otherwise, you will be 
subject to the late filing penalty of 
$50 per document. The letter should 
be sent to the attention of the Mag- 
netic Media Reporting Program at 
the IRS National Computer Center. 
See Part A, Sec. 11 for the address. 
The request should include: 

(a) The filer's (or transmitter's, if 
filing for multiple payers) name and 
address. 

(b) The filer's Taxpayer Identifica- 
tion Number (SSN or EIN). 

(c) The tax year for which the 
extension of time is requested: tax 
year 1987. 

(d) The name and telephone num- 
ber of a person to contact who is 
familiar with the request. 

(e) The specific type of returns and 
expected volume (e. g. , 5000 Forms 
1099- I NT). 

(f) The five character alpha/nu- 
meric Transmitter Control Code as- 
signed to the organization or individ- 
ual requesting the extension (if a 
number has been assigned). 

(g) The reason for the delay and 
date that you will be able to file. 

(h) If you file for multiple payers, 
the request must include a list of all 
payers and their TINs (SSN or EIN). 

An approved extension for mag- 
netic media filing does not provide 
additional time for supplying a copy 
to the payee. If additional time is 
needed in providing a copy to the 
payee, contact the District Director 
of the IRS district in which you 
reside or in which your business is 
located. 

. 02 If an extension of time to file 
on magnetic media is granted by the 
I RS National Computer Center, a 
copy of the letter granting the exten- 
sion MUST be included with the 
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particular tax year exceeds the rnag- 
netic media threshold. For example, 
if 100 corrections for Form 1099-A 
are filed, they may be submitted on 
paper forms and no waiver is re- 
quired; however, if 300 corrected 
Forms 1099-A are to be filed on 
paper, a waiver is required. Correc- 
tions should be aggregated and filed 
as soon as possible but not later than 
October 1 of each year. ALL 
FIELDS MUST BE COMPLETED 
WITH THE CORRECT INFORMA- 
TION, NOT JUST THE DA TA 
FIELDS NEEDING CORRECTION. 
Submit corrections only for the re- 
turns filed in error, not the entire 
file. If your complete file is in error, 
contact the IRS National Computer 
Center immediately. If you file cor- 
rected returns on paper forms, sub- 
mit Copy A to the appropriate ser- 
vice center. There are numerous types 
of errors. It may require more than 
one transaction to properly correct 
the initial error. In prior years, plac- 
ing a "G" in diskette position 6 of 
the "B" Record was used as the 
corrected return indicator. This has 
been changed to position 7. You 
must adjust your programs. You are 
strongly encouraged to read this EN- 
TIRE section before attempting to 
make ANY correction. If the initial 
return was filed as an aggregate, you 
must consider this in filing the cor- 
rected return. 

. 02 Corrected returns submitted to 
IRS on magnetic media, using a "G" 
coded Payee "B" Record, may be 
submitted on the same diskette as 
those corrections submitted without 
the "G" code; however, they must 
be submitted using a separate "A" 
Record. Corrected returns are to be 
identified as corrections on the trans- 
mittal document, by marking the 

appropriate checkbox, and on the 
EXTERNAL affixed label of the file. 

transmittal Form 4804 or computer 
generated substitute when the file is 

submitted. 

SEC. 7. PROCESSING OF 
MAGNETIC MEDIA RETURNS 

. 03 The instructions that follow 
will provide information on how to 
file corrected returns on magnetic 
media. The 1987 "Instructions for 
Forms 1099, 1098, 5498, 1096, and 
W-2G, " provide more specific in- 

structions for filing corrections on 

paper forms and are included in your 
magnetic media reporting packages 
each year. The 1987 "Instructions for 
Forms 1099, 1098, 5498, 1096, and 
W-2G" specify that one transaction 

is necessary to correct a payee TIN; 
however, for magnetic media filing, 

SEC. 8. HOW TO FILE 
CORRECTED RETURNS 

. 01 The filing requirement thresh- 
olds listed in Part A, Sec. I apply 
separately to both original and cor- 
rected returns. A hardship waiver is 
required for corrected returns if the 
total number of corrections for a 

. 01 All data received at the IRS 
National Computer Center for pro- 
cessing will be given the same protec- 
tion as individual returns (1040), and 
will be returned to the originator 
after processing. Please open all re- 
turned files as soon as you receive 
them. In some cases, files are re- 
turned due to errors and they must 
be corrected and returned to IRS 
within 30 days of your receipt or you 
may be subject to a failure to file 
penalty. 

. 02 Due to the volume of input 
received and the cost to return spe- 
cial containers, special shipping con- 
tainers should not be used for trans- 

mittingng 

data to the IRS National 
Computer Center since IRS cannot 
guarantee return of such containers. 

. 03 Files will be returned to you 
for correction if they are unprocess- 
able due to format or coding errors, 
or by the request of the filer. 
Unprocessable files must be corrected 
and returned to the IRS National 
Computer Center within 30 days of 
your receipt or the payer may be 
subject to a failure to file penalty. 
The corrected files will be returned to 
the filer by the IRS National Com- 
puter Center after processing. 
PLEASE BE SURE THAT YOUR 
FORMAT AND CODING COMPLY 
WITH THIS REVENUE PROCE- 
DURE. THIS RE VENUE PROCE- 
DURE IS TO BE USED FOR THE 
PREPA RA TION OF TA X YEA R 
I 987 INFORMA TION RETURNS 
ONL Y. LEGISLATIVE AND 
FORMS CHANGES AFFECTING 
INFORMATION RETURNS MAY 
OCCUR EACH YEAR. THESE 
PROCEDURES ARE UPDATED 
TO REFLECT NECESSARY 
CHANGES. PLEASE READ THIS 
PUBLICATION CAREFULLY. 



this will require two transactions. See 
Part A, Sec. 8. 10 for instructions on 
how to correct the payee TIN on 
magnetic media. 

04 If you are not required to file 
your corrections on magnetic media 
and you file them on paper forms, 
do not submit the paper returns to 
the IRS National Computer Center. 
All paper returns, whether original or 
corrected, must be filed with the 
appropriate service center. Corrected 
returns filed on magnetic media must 
be filed with the IRS National Com- 
puter Center. Refer to Part A, Sec. 
11 for the address. 

. 05 Statements to payees should be 
identified as "CORRECTED" and 
should be provided to them as soon 
as possible. 

. 06 Use the same name and TIN 
(SSN or EIN) for the filer on the 
Form 4804 transmittal form and all 
related "A" Records that follow. 

. 07 A transmittal Form 4804 or 
computer generated substitute is used 
to transmit magnetic media. A Form 
4802 is a continuation form for a 
Form 4804. Please utilize a Form 

4802 if you file on magnetic media 
for multiple payers and are an autho- 
rized agent for the payers. 

. 08 Use the correct tax year's reve- 

nue procedures to file information 
returns with IRS (i. e. , do not submit 

tax year 1987 returns using the 1986 
format). You must submit your re- 

turns filed on magnetic media using 

the revenue procedure for the tax 
year of the returns. Forms and reve- 

nue procedures are normally updated 
each year to include necessary legisla- 
tive and forms changes. 

. 09 On magnetic media files, the 
Payee "B" Record provides space to 
enter a Payer's Account Number for 
the Payee. This same account num- 

ber may be provided on paper forms. 
In order to properly file corrected 
returns, this number will help iden- 

tify the appropriate incorrect return 
if more than one return was filed for 
a particular payee. DO NOT ENTER 
A TIN (SSN OR EIN). A PA YER'S 
A CCOUNT NUMBER FOR THE 
PA YEE MA Y BE A CHECKING 
A CCOUNT NUMBER, SA VINGS 
A CCOUNT NUMBER, SERIA L 
NUMBER OR ANY OTHER NUM- 

BER ASSIGNED TO THE PAYEE 
B Y THE PA YER, THA T WILL 
DISTINGUISH THE SPECIFIC AC- 
COUNT. THIS NUMBER MUST 
APPEAR ON THE INITIAL RE- 
TUR1V AND ON THE COR- 
RECTED RETURN IN ORDER TO 
IDENTIF Y A ND PROCESS THE 
CORRECTION PROPERL Y. 

. 10 REVIEW THE CHART 
THAT FOLLOWS. The types of 
errors made will normally fall under 
one of the three categories listed. 
Next to each type of error made, you 
will find a list of instructions to tell 

you how to properly file the cor- 
rected return for that type of error. 
READ ALL OF THE INSTRUC- 
TIONS LISTED AND FOLLOW 
THEM FOR THE TYPE OF ER- 
ROR MADE ON THE INITIAL 
RETURN. IN SOME CASES TWO 
TRANSACTIONS ARE REQUIRED 
TO PROPERL Y FILE CORREC- 
TIONS. IF THE ORIGINA L RE- 
TURN WAS FILED AS AN AG- 
GREGA TE, YOU M US T 
CONSIDER THIS IN FILING COR- 
RECTED RETURNS. 

Guidelines for Filing Corrected Returns On Magnetic Media 

(PLEASE READ SEC. 8. 01 THROUGH 8. 10 OF THIS PUBLICATION BEFORE MAKING ANY CORRECTIONS) 

Error Made on the Original Return 
Filed on Magnetic Media 

How To File the Corrected Return on Magnetic Media 

1. Original return was filed with NO Payee TIN 
(SSN or EIN), OR the return was filed with an 
INCORRECT Payee TIN. THIS WILL RE- 
QUIRE TWO SEPARATE TRANSACTIONS 
TO MAKE THE CORRECTION PROPERLY. 
READ AND FOLLOW ALL INSTRUCTIONS 
FOR BOTH TRANSACTIONS 1 AND 2. 

TRANSACTION 1: Identifying return submitted with NO 
TIN or an INCORRECT TIN 
A. Form 4804 and/or 4802 (or computer generated 

substitute) 
1. Prepare a new transmittal Form 4804 (and 4802 if 

you file for multiple payers), or a computer gener- 
ated substitute, that includes information related to 
this new file. 

2. Mark the Correction box in Block 1 of the current 
copy of Form 4804. If you submit a computer 
generated substitute for Form 4804, indicate 
"MAGNETIC MEDIA CORRECTION" at the top 
of the listing. 

3. Provide ALL requested information correctly. 
4. If you are a Combined Federal/State filer, IRS will 

not transmit corrected returns to the state. This will 
be the responsibility of the filer. Do not include "K" Records in your corrected returns. 

B. 1098, 1099 Series, 5498 and W-2G Returns 
1. Prepare a new file. 
2. Use a separate Payer/Transmitter "A" Record for 

each type of return being reported. The information 
in the "A" Record will be the same as it was in the 
original submission. 
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Guidelines (Cont. ) 
Error Made on the Original Return 
Filed on Magnetic Media 

How To File the Corrected Return on Magnetic Media 

l. (continued) The Payee "B" Record must contain exactly the 
same information as submitted previously, EXCEPT 
insert a "G" in diskette position 7 of the "B" 
Record AND for ALL payment amounts used, enter "0" (zero). 
Corrected returns submitted to IRS using a "G" 
coded "B" Record may be submitted on the same 
diskette as those returns submitted without the "G" 
code; however, separate "A" Records are required. 
Mark the EXTERNAL label of the diskette "MAG- 
NETIC MEDIA CORRECTION. " 
Submit the diskette(s) and the transmittal docu- 
ment(s) to the IRS National Computer Center. 
(Refer to Part A, Sec. 11 for the address. ) 

TRANSACTION 2: Reporting the correct information 
A 

B 

Form 4804 and/or 4802 (or computer generated substi- 
tute). 
l. If you submitted records with the corrected informa- 

tion on a separate diskette from those that are "G" 
coded, prepare a new Transmittal Form 4804 (and 
4802 if you file for multiple payers), or a computer 
generated substitute, that includes information re- 
lated to this new file. 

2. Mark the Correction box in Block 1 of the current 
copy of Form 4804. If you submit a computer 
generated substitute for Form 4804, indicate 
"MAGNETIC MEDIA CORRECTION" at the top 
of the listing. 

3. Provide ALL requested information correctly. 
4. If you are a Combined Federal/State filer, IRS will 

not transmit corrected returns to the state. This will 

be the responsibility of the filer. Do not include 
"K" Records in your corrected returns. 

1098, 1099 Series, 5498 and W-2G Returns 
1. Prepare a new file with the correct information in 

ALL records. 
Use a separate Payer/Transmitter "A" Record for 
each type of return being reported. 
Do not code the Payee "B" Record as a corrected 
return for this type of correction. 
Submit the new returns as though they were origi- 
nals. Provide all of the correct information including 
the TIN (SSN or EIN). 
Mark the EXTERNAL label of the diskette "MAG- 
NETIC MEDIA CORRECTION. " 
Submit the diskette(s) and the transmittal docu- 
ment(s) to the IRS National Computer Center. 
(Refer to Part A, Sec. 11 for the address. ) 

2. Original return was filed with an incorrect 
money amount(s) in the Payee "B" Record, 
OR a money amount was reported using an 
incorrect Payment Amount Indicator in the 
original Payer/Transmitter "A" Record. Cor- 
rect Type Of Return indicator was used in the "A" Record. (NOTE: If the wrong Type Of 
Return indicator was used, see Number 3 of 
this chart. ) 

A. Form 4804 and 4802 (or computer generated substitute) 
1. Prepare a new transmittal Form 4804 (and 4802 if 

you file for multiple payers), or a computer gener- 
ated substitute, that includes information related to 
this new file. 
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Gutdehnes (Cont. ) 
Error Made on the Original Return Filed on Magnetic Media 

How To File the Corrected Return on Magnetic Media 

2. (Continued) 

B. 

2. Mark the Correction box in Block 1 of the current 
copy of Form 4804. If you submit a computer 
generated substitute for Form 4804, indicate 
"MAGNETIC MEDIA CORRECTION" at the top 
of the listing. 

3. Provide ALL requested information correctly. 
4. If you are a Combined Federal/State filer, IRS will 

not transmit corrected returns to the state. This will 
be the responsibility of the filer. Do not include "K" Records in your corrected returns. 

1098, 1099 Series, 5498 and W-2G Returns 
1. Prepare a new file. 
2. Use a separate Payer/Transmitter "A" Record for 

each type of return being reported. The information 
in the "A" Record will be the same as it was in the 
original submission, EXCEPT, the correct Amount 
Indicators will be used. 

3. The Payee "B" Record must contain exactly the 
same information as submit ted previously, EX- 
CEPT, insert a "G" code in diskette position 7 of 
the "B" Record AND report the correct payment 
amounts as they should have been reported on the 
initial return. 

4. Corrected returns submitted to IRS using a "G" 
coded "B" Record may be submitted on the same 
diskette as those returns submitted without the "G" 
code; however, separate "A" Records are required. 

5. Mark the EXTERNAL label of the diskette "MAG- 
NETIC MEDIA CORRECTION. " 

6. Submit the diskette(s) and the transmittal docu- 
ment(s) to the IRS National Computer Center. 
(Refer to Part A, Sec. 11 for the address. ) 

3. Original return was filed using the WRONG 
Type of Return indicator in the Payer/ 
Transmitter "A" Record. For example, a re- 
turn was coded using the Type of Return 
indicator for 1099-DIV and it should have been 
coded for 1099-INT. THIS WILL REQUIRE 
TWO SEPARATE TRANSACTIONS TO 
MAKE THE CORRECTION PROPERLY; 
READ AND FOLLOW ALL INSTRUCTIONS 
FOR BOTH TRANSACTIONS 1 AND 2. 

A. 

B. 

Form 4804 and 4802 (or computer generated substitute) 
1. Prepare a new transmittal Form 4804 (and 4802 if 

you file for multiple payers), or a computer gener- 
ated substitute, that includes information related to 
this new file. 

2. Mark the Correction box in Block I of the current 
copy of Form 4804. I f you submit a computer 
generated substitute for Form 4804, indicate 
"MAGNETIC MEDIA CORRECTION" at the top 
of the listing. 

3. Provide ALL requested information correctly. 
4. If you are a Combined Federal/State filer, IRS will 

not transmit corrected returns to the state. This will 
be the responsibility of the filer. Do not include "K" Records in your corrected returns. 

1098, 1099 Series, 5498 and H -2G Returns 
1. Use a separate Payer/Transmitter "A" Record for 

each type of return being reported. The information 
in the "A" Record will be exactly the same as it 
was in the original submission using the same 
incorrect type of return indicator. 

TRANSACT1ON 1: Identify return submitted with an 
incorrect Type Of Return indicator 
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Guidelines (Cont. j 
Error Made on the Original Return 
Filed on Magnetic Media 

How To File the Corrected Return on Magnetic Media 

3. (Continued) 2. The corrected Payee "B" Record must contain the 
same information as submitted previously, EXCEPT 
insert a "G" in diskette position 7 of the "B" 
Record and for ALL payment amounts used, enter 
"0" (zero). 

3. Corrected returns submitted to IRS using a "G" 
coded "B" Record may be submitted on the same 
diskette as those returns submitted without the "G" 
code; however, separate "A" Records are required. 

4. Mark the EXTERNAL label of the diskette "MAG- 
NETIC MEDIA CORRECTION. " 

5. Submit the diskette(s) and the transmittal docu- 
ment(s) to the IRS National Computer Center. 
(Refer to Part A, Sec. 11 for the address. ) 

TRANSACTION 2: Report correct information 
A. Form 4804 and 4802 (or computer generated substitute) 

1. If you submit records with the corrected informa- 
tion on a separate diskette from those that are "G" 
coded, prepare a new transmittal Form 4804 (and 
4802 if you file for multiple payers), or a computer 
generated substitute, that includes information re- 
lated to this new file. 

2. Mark the Correction box in Block I of the current 
copy of Form 4804. If you submit a computer 
generated substitute for Form 4804, indicate 
"MAGNETIC MEDIA CORRECTION" at the top 
of the listing. 

3. Provide ALL requested information correctly. 
4. If you are a Combined Federal/State filer, IRS will 

not transmit corrected returns to the state. This will 

be the responsibility of the filer. Do not include 
"K" Records in your corrected returns. 

B. 1098, 1099 Series, 5498 and W — 2G Returns 
1. Prepare a new file with the correct information in 

ALL records. 
2. Use a separate Payer/Transmitter "A" Record for 

each type of return being reported and use the 
correct Type Of Return indicator. 

3. Do not code the Payee "B" Record as a corrected 
return for this type of correction. 

4. Provide all of the correct information. 
5. Mark the EXTERNAL label of the diskette "MAG- 

NETIC MEDIA CORRECTION. " 
6. Submit the diskette(s) and the transmittal docu- 

ment(s) to the IRS National Computer Center. 
(Refer to Part A, Sec. 11 for the address. ) 

SEC. 9. TAXPAYER 
IDENTIFICATION NUMBERS 

. 01 Under section 6109 of the In- 
ternal Revenue Code, recipients of all 
reportable payments on information 
returns are required to furnish tax- 
payer identification numbers (Tl Ns) 
to the payer. The number must be 
furnished to the payer whether or not 
the payee is required to file a tax 
return or is covered by social secu- 

rity. Refer to Part A, Sec. 13 for a 
definition of taxpayer identification 
number (TIN). 

. 02 The recipient's TIN is used to 
associate and verify amounts reported 
to IRS with corresponding amounts 
on tax returns. Therefore, it is partic- 
ularly important that correct social 
security and employer identification 
numbers for payees be provided on 
magnetic media or paper forms sub- 

mitted to IRS. DO NOT ENTER 
HYPHENS, ALPHA CHARAC- 
TERS, A LL 9s OR A L L ZEROS. 

. 03 Under section 6676 of the In- 

ternal Revenue Code, a 550 penalty 
applies for each failure to furnish a 
TIN to another person who is re- 

quired to file an information return, 
and for each failure to include a TIN 
on an information return. The pen- 

alty applies unless the failure to 
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comply is due to reasonable cause 
and not willful neglect. 

. 04 With respect to all payers of 
interest, dividends, and royalty pay- 
ments, section 6676 of the Internal 
Revenue Code provides that the 
payer must self-assess a $50 penalty 
for each failure to include a payee's 
TIN or each inclusion of an incorrect 
TIN on an information return, unless 
the payer can demonstrate that the 
payer met the due diligence require- 
ments in attempting to acquire cor- 
rect TINs for payees. Use Form 
8210, Self-Assessed Penalties Return. 
For mortgages in existence before 
1985, you will not be subject to the 
penalty for failure to provide the 
TIN of the payer of record on Form 
1098 if you followed the rules for 
requesting TINs contained in Tempo- 
rary Regulations section 1. 6050H-1T, 
and you properly and promptly pro- 
cessed the responses. 

A penalty of $5 per failure applies 
to each failure by a payer to include 
his or her own TIN in any return, 
statement, or document and for each 
failure to include correct information 

on a return or statement. 

. 05 For certain reportable pay- 

ments, if the payee fails to provide a 
TIN to the payer in the manner 

required, then backup withholding 

must be instituted for that payee. If 
the payee has applied for a TIN, the 

payee may certify to this on Form 
W-9 by noting "Applied For" in the 
TIN block and by signing the form. 
This form then becomes an 
"awaiting-TIN certificate. " If the 

TIN is not received and certified, if 
required, within 60 days, begin with- 

holding and continue until you re- 

ceive a TIN in the manner required. 
If IRS notifies the payer that the 

payee's TIN is incorrect, the payee 
has 30 days to provide a TIN to the 

payer in the manner required or 
backup withholding must be insti- 

tuted. 
. 06 The TIN to be furnished to 

IRS depends primarily upon the man- 

ner in which the account is main- 
tained or set up on the payer's 
record. The payer and payee names 
and taxpayer identification numbers 
should be consistent with the names 

and numbers used on other tax re- 

turns. The TIN must be that of the 

owner of the account. If the account 
is recorded in more than one name, 
furnish the TIN and name of one of 
the owners of the account. The TIN 
provided must be associated with the 
name of the payee provided in the 
first name line of the Payee "B" 
Record. For individuals, including 
sole proprietors, the payee TIN is the 
payee's social security number. For 
other entities, the payee TIN is the 
payee's employer identification num- 

ber. 
. 07 Sole proprietors who are pay- 

ers should show their employer iden- 
tification number in the Payer/Trans- 
mitter "A" Record. However, sole 
proprietors who are not otherwise 
required to have an employer identi- 
fication number should use their so- 
cial security number. 

. 08 Sole proprietors' social security 
numbers must be used in the Payee 
"B" Record. 

. 09 The charts below will help you 
determine the number to be furnished 
to IRS for recipients of reportable 
payments (payees). 

CHART 1. Guidelines for Social Security Numbers 

For this type of account— 

1. An individual's account. 
2. A joint account (Two or 

more individuals, husband 
and wife). 

3. Account in the name of a 
guardian or committee for a 
designated ward, minor, or 
incompetent person. 

4. Custodian account of a 
minor (Uniform Gift to 
Minors Act). 

5. The usual revocable savings 
trust account (grantor is also 
trustee). 

6. A so-called trust account that 
is not a legal or valid trust 
under state law. 

7. A sole proprietorship. 

In the Taxpayer 
Identification Number 
field of the Payee "B" 
Record, enter the 
SSN of— 
The individual. 
The actual owner of the 
account. (If more than one 
owner, the first individual on 
the account. ) 
The ward, minor, or 
incompetent person. 

The minor. 

The grantor-trustee. 

The actual owner. 

The owner. 

In the First Payee Name Line of the 
Payee "B" Record, enter the name of— 
The individual. 
The individual whose SSN is entered. 

The individual whose SSN is entered. 

The minor. 

The grantor-trustee. 

The actual owner. 

The owner. 
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CHART 2. Guidelines for Employer Identification Numbers 

For this account type— 

In the Taxpayer 
Identification Number 
field of the Payee "B" 
Record, enter the 
EIN of— 

In the First Payee Name Line of the 
Payee "B" Record, enter the name of— 

1. A valid trust, estate, or 
pension trust. 

2. A corporate account. 
3. An association, club, 

religious, charitable, 
educational or other tax- 
exempt organization. 

4. A partnership account held 
in the name of the business. 

5. A broker or registered 
nominee/middleman. 

6. Account with the Department 
of Agriculture in the name of 
a public entity such as a 
state or local government, 
school district or prison, that 
receives agriculture program 
payments. 

Legal entity. ' 

The corporation. 
The organization. 

The partnership. 

The broker or 
nominee/middleman. 
The public entity. 

The legal trust, estate, or pension trust. 

The corporation. 
The organization. 

The partnership. 

The broker or nominee/middleman. 

The public entity. 

' Do not furnish the identification number of the personal representative or trustee unless the name of the representative or trustee is used in the 
account title. 

SEC. 10. EFFECT ON PAPER 
RETURNS 

. 01 Magnetic diskette reporting of 
the information returns listed in Part 
A, Sec. I applies only to the original 
(Copy A). 

. 02 For payments of dividends or 
interest (reported on Forms 
1099-DIV, 1099-PATR, 1099-INT or 
1099-OID) the payer is required to 
furnish an official Form 1099 to a 
payee in person or in a "statement 
mailing" by first-class mail. For pay- 
ment of royalties, a "statement mail- 
ing" is also required. These forms 
may not be combined or mailed with 
other information furnished to the 
recipient except Forms W-2, W-2P, 
W-8, W-9, other Forms 1098, 1099, 
5498, a check, a letter explaining why 
no check is enclosed, a letter limited 
to an explanation of the tax conse- 
quences of the information shown on 
the payee statement, and a statement 
of the person's account. The outside 
of the envelope and each check, 
letter, or account statement must 
contain the legend, "Important Tax 
Return Document Enclosed. " No ad- 
ditional enclosures, such as advertis- 
ing, promotional material, or a quar- 
terly or annual report are permitted; 
however, if you follow the more 

stringent "separate mailing" require- 
ments of prior law, the legend need 
not appear on the envelope. The 
payer may use substitute Forms 1099 
if they utilize the proper language, 
are substantially similar to the offi- 
cial forms and if the payer complies 
with all revenue procedures relating 
to substitute Forms 1099 in effect at 
the time (see Publication 1179). The 
substitute payee statement must con- 
tain instructions substantially similar 
to those on the back of Copy B of 
the official form. The following mes- 
sages must appear on the payee's 
statements: 

(a) Forms 5498 and 1099-R- 
"This information is being furnished 
to the Internal Revenue Service. " 

(b) Forms 1099-G and W-2G- 
"This is important tax information 
and is being furnished to the Internal 
Revenue Service. If you are required 
to file a return, a negligence penalty 
or other sanction may be imposed on 
you if this income is taxable and IRS 
determines that it has not been re- 
ported. " 

(c) Forms 1099-B and 1099- 
MISC — Same as item (b) above, ex- 
cept change "may" to "will" in the 
second sentence. 

(d) Form 1099-A — "This is impor- 
tant tax information and is being 

furnished to the Internal Revenue 
Service. If you are required to file a 
return, a negligence penalty or other 
sanction will be imposed on you if 
taxable income results from this 
transaction and the IRS determines 
that it has not been reported. " 

(e) Form 1098 — "The amount in 
Box I is important tax information 
and is being furnished to the Internal 
Revenue Service. If you are required 
to file a return, a negligence penalty 
or other sanction will be imposed on 
you if IRS determines that an under- 
payment of tax results because you 
failed to properly show this amount 
on your return. The amount shown 

may not be fully deductible by you 
on your Federal income tax return. 
Limitations based on the cost and 
value of the secured property may 
apply. In addition, you may only 
deduct an amount of mortgage inter- 
est to the extent it was actually paid 
by you and not reimbursed by an- 
other person, and to the extent the 
interest is attributable to a loan for 
which you are liable for repayment. " 

. 03 Statements to recipients for 
Forms 1098, 1099-A, 1099-B, 
1099-G, 1099-MISC (except for sub- 

stitute payments in lieu of dividends 
and tax-exempt interest), 1099-R, 
5498, or W-2G need not be a copy 
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f the paper form filed with IRS. It 
is important that income items be 
p op«ly classified for Federal tax 
purposes on the statement the payer 
gives to recipients. The space provi- 
»ons on official paper forms do not 
agree with those used in magnetic 
media. The amount of space on 
paper forms is less than that allowed 
on magnetic media. Filers may wish 
to seek a substitute form for state- 
ments to payees that accommodates 
the space provisions used in magnetic 
media. Payers are permitted consider- 
able flexibility in designing statements 
to payees. The payer may combine 
the information return data with 
other reports or statements as long as 
all required information is present 
and worded properly and the payee's 
copy is conducive to proper reporting 
of income on tax returns. (This does 
not apply to Forms 1099-INT, 
1099 — OI D, 1099 — D I V and 
1099-PATR. See . 02 above for the 
requirements for these four forms. ) 

SEC. 11. HOW TO CONTACT THE 
IRS NATIONAL COMPUTER 
CENTER 

. 01 Magnetic media processing for 
all service centers is centralized at the 
IRS National Computer Center. 
Please direct all requests for IRS 
magnetic media related publications, 
information, undue hardship waivers, 
extensions of time or forms to the 
following addresses (if Postal Service 
or land carrier): 

Magnetic Media Reporting 
Internal Revenue Service 
Post Office Box 1359 
Martinsburg, WV 25401-1359 
or 
Magnetic Media Reporting 
Internal Revenue Service 
Route 9 & Needy Road 
Martinsburg, WV 25401 

Hours of operation at this address 

will be 8:30 A. M. until 6:30 P. M. 
Eastern Time Zone. The telephone 

number is (304) 263-8700. 
Requests for paper returns, publi- 

cations or forms not related to mag- 

netic media processing should be re- 

quested by calling the toll-free 
number in your area. 

. 02 The National Computer Center 

will process returns filed on magnetic 

media only. All information returns, 

including corrections, that are filed 
on paper forms should be submitted 

to the appropriate service center, not 

the IRS National Computer Center. 
Organizations who file their informa- 

tion returns on magnetic media but 

who submit their corrected returns on 

paper forms refer to the 1987 "In- 
structions for Forms 1099, 1098, 
5498, 1096, and W-2G" for the 

service center addresses. 

SEC. 12. COMBINED 
FEDERAL/STATE FILING 

. 01 The Combined Federal/State 
Program was established to simplify 
information returns filing for the 

taxpayer. IRS will accept, upon prior 
approval, magnetic diskette files con- 

taining state reporting information 

only for those states listed in Table 1 

in this section. FORMS 1098, 
1099-A, 1099- B, and W-2G CAN- 

NOT BE FILED UNDER THE 
COMBINED FEDERA L/S TA TE 
FILING PROGRA M. 

. 02 To request approval to partici- 
pate in the Combined Federal/State 
Program, a "test" file, coded for 
this program, must be submitted by 
the transmitter to the IRS National 
Computer Center (refer to Part A, 
Sec. 11 for the address) between 
October 1 and December 15 using the 
revenue procedure that will be used 
for the actual data files. Blanket 
approval will not be given to soft- 
ware packages. A TTACH A LET- 
TER TO THE FORM 4804 S UB- 
MITTED WITH THE "TES T" 
FILE WHICH INDICA TES THA T 
YOU WISH TO PARTICIPATE IN 
THIS PROGRAM. The "test" file is 
only required for the first year. Once 
you are approved, you do not need 
to resubmit "tests" each year, except 
when notified by IRS. See Part A, 
Sec. 3. 04 for general guidelines on 
submission of "test" files. Each 
record, both in the "test" file and 
actual data file, must conform ex- 
actly to the revenue procedure for 
the tax year of the actual data. 
Combined Federal/State records must 
be coded using each state's dollar 
criteria from Table 2 of this section 
for each type of return. 

If the "test" file is determined to 
be acceptable, IRS will return it to 
the filer with Form 6847, Consent 
For Internal Revenue Service to Re- 
lease Tax Information. The payer 
must complete Form 6847. The five 
character alpha/numeric Transmitter 
Control Code must be included on 
the form. The form should then be 

returned to IRS before IRS will re- 

lease tax information to any of the 
participating states. 

Form 6847 must be signed by one 
of the individuals listed at the bot- 
tom of the form and returned to the 
address listed in Part A, Sec 11. If 
the form is signed by an attorney-in- 
fact, the written consent from the 
taxpayer to the attorney-in-fact must 
be included with the Form 6847. This 
consent by language and/or scope 
must clearly indicate that the 
attorney-in-fact is empowered to au- 

thorize release of the information 
document returns to the state(s). A 
separate Form 6847 is required for 
each payer. A transmitter may not 
combine payers on one Form 6847 
even though acting as attorney-in-fact 
for several payers. Form 6847 may 
be photocopied if you receive an 
insufficient number of the form. If 
you have filed on this program in the 
past and have not met these require- 
ments, you must resubmit the Form 
6847 with the proper signatures as 
specified. If you file for multiple 

payers, code the records to go to the 
state(s) only for those payers that 
participate and have properly submit- 
ted Form 6847. Do not submit actual 
data records coded for the Combined 
Federal/State Program without prior 
approval from IRS. 

. 03 States that participate in this 
program and the valid state code 
assigned to each are listed in Table I 

of this section. If the state that you 
wish information released to does not 
participate in the program, do not 
code your records for that state. If 
the state participates, if you have 
received prior approval, and if all 
other conditions are met, IRS will 

forward the tax information to the 
participating state at no charge to the 
filer. You do not need to reapply for 
this program each year. 

. 04 IF CORRECTIONS MUST BE 
MADE, IRS WILL NOT TRANS- 
MIT CORRECTED RETURNS TO 
THE S TA TES; THIS WILL BE 
THE RESPONSIBILITY OF THE 
FILER. 

. 05 IRS will make no attempt to 
process files with any deviations. Ap- 
proval to participate in the Combined 
Federal/State Program will be re- 
voked if any files are submitted that 
do not totally conform. 
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. 06 IRS is acting as a forwarding 
agent ONL Y. Some participating 
states require separate notification 
that you are filing in this manner. It 
is your responsibility to contact the 
appropriate states for further infor- 
mation. 

. 07 The appropriate state code 
should be entered for those docu- 
ments which meet that state's filing 
requirements. It is the filer's respon- 
sibility to determine the state code to 
be used and to obtain the filing 
requirements from the appropriate 
state(s). 

. 08 If you meet all of the require- 
ments for this program, you must 
provide the state totals from the "K" 

Record on a separate Form 4804, 
Transmittal of Information Returns 
on Magnetic Media (or Form 4802, 
Transmittal For Multiple Magnetic 
Media Reporting) or computer gener- 
ated substitute for each state, or you 
must include a listing which identifies 
each state and the "K" Record totals 
for each. 

. 09 If you have met ALL of the 
above conditions: 

(a) You must submit all records 
which indicate the appropriate coding 
related to this program. 

(b) The "C" Record must be fol- 
lowed by a "K" Record for each 
state. The "K" Record indicates the 
number of payees being reported to 

each particular state 
(c) Payment amount totals and the 

valid participating state code must be 
included in the state totals "K" 
Record. Refer to Part B, Sec. 6 or 
for a description of the "K" Record. 

(d) The "K" Record is followed 
by an end of transmission "F" 
Record (if this is the last record of 
the entire file). 

. 10 Only those states listed in Ta- 
ble I will receive information from 
IRS. It is the filer's responsibility to 
file information returns with states 
that do not participate in this pro- 
gram. 

TABLE 1. PARTICIPATING STATES AND THEIR CODES 

State Code State Code State Code 

Alabama 
Arizona 
Arkansas 
California 
Delaware 
District of Columbia 
Georgia 
Hawaii 
Idaho 
Indiana 

01 
04 
05 
06 
10 
ll 
13 
15 
16 
18 

Iowa 
Kansas 
Maine 
Massachusetts 
Minnesota 
Mississippi 
Missouri 
Montana 
New Jersey 
New Mexico 

19 
20 
23 
25 
27 
28 
29 
30 
34 
35 

New York 
North Carolina 
North Dakota 
Oregon 
South Carolina 
Tennessee 
Wisconsin 

36 
37 
38 
41 
45 
47 
55 

. 11 To simplify filing, several of the participating states have provided lists of their information return reporting 
requirements (see Table 2). This cumulative list is for information purposes only and represents dollar criteria. For 
complete information on state filing requirements, contact the appropriate state tax agencies. 

TABLE 2. DOLLAR CRITERIA 

STATE 
1099- 1099- 1099- 1099- 1099- 

1099-R DI V INT MISC PATR 1099-G OI D 5498 

Alabama 
Arizona' 
Arkansas 
District of Columbia 
Hawaii 
Idaho 
Iowa 
Minnesota 
Missouri 
Montana 
New Jersey 
New York 
North Carolina 
Oregon 
Tennessee 
Wisconsin 

1500 
300 

2500 
600 
600 
600 

1000 
600 
NR 
600 

1000 
600 
100 

600' 
NR 
600 

1500 
300 
100 
600 

10 
10 

100 
10 

NR 
10 

1000 
NR 
100 

10 
25 

600 

1500 
300 
100 
600 
10' 
10 

1000 
10 

NR 
10 

1000 
600 
100 

10 
25 

600 

1500 
300 

2500 
600 
600 
600 

1000 
600 

1200 
600 

1000 
600' 
600 
600 
NR 
100 

1500 
300 

2500 
600 

10 
10 

1000 
10 

NR 
10 

1000 
600 
100 

10 
NR 
600 

NR 
300 

2500 
600 

h 

10 
1000 

10 
NR 

10 
1000 
600 
100 

10 
NR 
NR 

1500 
300 

2500 
600 

10 
10 

1000 
10 

NR 
10 

1000 
NR 
100 

10 
NR 
NR 

NR 
NR 

g 
NR 

g 
g 

NR 
h 

NR 

g 
NR 
NR 

g 
NR 
NR 
NR 

NR-No filing requirement. 
Footnotes: 
a. These requirements apply to individuals and business entities. 
b. Amounts are for aggregates of several types of income from the same payroll. 
c. State regulation changing filing requirement from $600 to $10 is pending. 
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TABLE 2. DOLLAR CRITERIA 

he ~t~te ~ould Prefer those returns filed with respect to non-Missouri residents to be sent directly to the state 

agency. 
e. Aggregate of several types of income. 
f. Return required for state of Oregon residents only. 
g. Same as Federal requirement for this type of return. 
h. All forms are to be reported. 
*NOTE: Filing requirements for any state in Table I not shown on the above chart are the sam 

requirement. 

SEC. 13. DEFINITIONS OF TERMS 

Element Description 

Coding Range 
EIN 
Excess Golden 
Parachute Payment 

File 

PS58 Costs 

Payee 

Payer 

Special Character 
SSA 
SSN 
Taxpayer 
Identification 
Number (TIN) 
Transfer Agent 
(Paying Agent) 

Transmitter 
Transmitter Control 
Code (TCC) 

Denotes a blank position. Enter blank(s) when this symbol is used (do not enter the letter 

"b"). This appears in numerous areas throughout the record descriptions. 

Indicates the allowable codes for a particular type of statement. 

Employer Identification Number that has been assigned by IRS to the reporting entity. 

Parachute payments (also called "golden parachutes") are certain payments in the nature of 
compensation that corporations make to key individuals, often in excess of their usual 

compensation, in the event that ownership or control of the corporation changes. 

For purposes of this procedure, a file consists of all magnetic diskette records submitted by 

a Payer or Transmitter. 
The current cost of life insurance under a qualified plan taxable under section 72(m) and 

Regulations Section 1. 72-16(b). See Part B, Sec. 4 Payee "B" Record, Category of Total 

Distribution, Code 9. 
Person(s) or organization(s) receiving payments from the Payer, or from whom an 

information return must be filed. The payee includes a borrower (Form 1099-A), participant 

(Form 5498) and a winner Form (W-2G). For Form 1098, the payee is the individual paying 

the interest. 
Includes the person making payments, a recipient of mortgage interest payments, a broker, 

including a real estate broker, a barter exchange, a trustee or issuer of an IRA or SEP, or a 

lender who acquires an interest in secured property or who has reason to know that the 

property has been abandoned. The Payer will be held responsible for the completeness, 
accuracy and timely submission of magnetic diskette files. 
Any character that is not a numeral, a letter or a blank. 
Social Security Administration. 
Social Security Number. 
May be either an EIN or SSN. 

The transfer agent or paying agent is the entity who has been contracted or authorized by 
the payer to perform the services of paying and reporting backup withholding (Form 941). 
The payer must submit to IRS a Form 2678, Employer Appointment of Agent under Section 
3504, which notifies IRS of the transfer agent relationship. 
Person or organization preparing magnetic diskette file(s). May be Payer or agent of Payer. 
A five character alpha/numeric number assigned by IRS to the transmitter prior to actual 
filing on magnetic media. This number is inserted in the "A" Record of your files and must 
be present before the file can be processed. An application Form 4419 must be filed with 
IRS to receive this number. See Part A, Sec. 3. (Abbreviation for this term is TCC. ) 

SEC. 14. STATE AND COUNTRY 
ABBREVIATIONS 

. 01 You MUST use the following 

state abbreviations when developing 

the state code portion of address 

fields. (This table provides state ab- the Combined Federal/State Pro- 
breviations only and does not repre- gram, refer to Part A, Sec. 12. 10. ) 
sent those states participating in the 
Combined Federal/State Program. 
For a list of states that participate in 
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State Code State Code State Code 

Alabama 
Alaska 
Arizona 
Arkansas 
California 
Colorado 
Connecticut 
Delaware 
District of Columbia 
Florida 
Georgia 
Hawaii 
Idaho 
Illinois 
Indiana 
Iowa 
Kansas 

AL 
AK 
AZ 
AR 
CA 
CO 
CT 
DE 
DC 
FL 

GA 
HI 
ID 
IL 
IN 
IA 
KS 

Kentucky 
Louisiana 
Maine 
Maryland 
Massachusetts 
Michigan 
Minnesota 
Mississippi 
Missouri 
Montana 
Nebraska 
Nevada 
New Hampshire 
New Jersey 
New Mexico 
New York 
North Carolina 

KY 
LA 
ME 
MD 
MA 
MI 

MN 
MS 
MO 
MT 
NE 
NV 

NH 
NJ 

NM 
NY 
NC 

North Dakota 
Ohio 
Oklahoma 
Oregon 
Pennsylvania 
Rhode Island 
South Carolina 
South Dakota 
Tennessee 
Texas 
Utah 
Vermont 
Virginia 
Washington 
West Virginia 
Wisconsin 
Wyoming 

ND 
OH 
OK 
OR 
PA 
RI 
SC 
SD 
TN 
TX 
UT 
VT 
VA 

WA 
WV 
WI 

WY 

NOTE: A "I" in the Foreign 
Country Indicator field of the Payee "B" Record will identify the state 
code that follows as a foreign coun- 
try code rather than a state code. For 
foreign addresses, you are nor re- 
quired to use the foreign country 
codes or Canadian Province codes 
provided. You may enter foreign ad- 
dresses using a 40 position free for- 

mat rather than the 29-2-9 format 
for the Payee City, Payee State and 
Payee ZIP Code; however, this is 
only allowable if a "I" appears in 
the Foreign Country Indicator Field. 
This 40 position free format may 
only be used for foreign addresses. 
Addresses in the United States must 
use the state codes provided and 
must be in the 29-2-9 format. 

. 02 The following list represents 
Canadian Provinces and the corre- 
sponding code to be associated with 
each. If you know the Province 
Code, please use it rather than the 
code for Canada. The Province Code 
will be entered in the State Code 
portion of the Payee "B" Record. 

Province Code Province Code Province Code 

Alberta 
Manitoba 
Newfoundland 
Ontario 
Quebec 

AB 
MB 
NF 
ON 

PQ 

Yukon Territories 
British Columbia 
Nova Scotia 
Prince Edward Island 
Labrador 

YK 
BC 
NS 
PE 
LB 

New Brunswick 

Northwest 
Territories 

Saskatchewan 

NB 

NT 

SK 

. 03 The following list represents 
foreign countries and the correspond- 
ing code to be associated with each. 
This code will be entered in the State 
Code portion of the Payee "B" 
Record. If a country code is not 
listed in the following table, enter 
"OC". (This code may only be used 
if the country code is not listed. ) You 
may notice that some country and 

state codes are the same. A "1" in 
the Foreign Country Indicator field 
will identify the state code that fol- 
lows as a foreign address rather than 
an address in the United States. You 
are not required to use these codes. 
You may choose to spell out the 
name of the foreign country or use 
abbreviations other than those listed. 
This is only allowable if you enter a 

"1" in the Foreign Country Indicator 
field. The Foreign Country Codes are 

intended for IRS information only 

and are not acceptable by the U. S. 
Postal Service as a mailing address. 

For foreign mailing address informa- 

tion refer to the U. S. Postal Service 

International Mail Manual Sec. 
122. 1. 

Foreign 
Country Code 

Foreign 
Country Code 

Foreign 
Country Code 

Afghanistan 
Albania 

AF 
AL 

Cameroon 
Canada 

CM 
CA 

Falkland Islands (Also called 
Islas Malvinas) FA 
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Foreign 
Country Code 

Foreign 
Country Code 

Foreign 
Country Code 

EQ 
SP 

CV 
CJ 
CT 
CD 
OC 
CI 

CH 
TW 
KT 
CK 
CO 
CN 
CF 

CW 
CS 
CU 
CY 
CZ 
DA 

AG 
AQ 
AN 
AO 
AY 
AC 
AR 
AS 
AU 
PO 
BF 
BA 
BG 
BB 
BE 

Algeria 
American Samoa 
Andorra 
Angola 
Antarctica 
Antigua & Barbuda 
Argentina 
Australia 
Austria 
Azores 
Bahamas, The 
Bahrain 
Bangladesh 
Barbados 
Belgium 
Belize (Formerly British 

Honduras) 
Benin (Formerly Dahomey) 
Bermuda 
Bhutan 
Bolivia 
Botswana 
Brazil 
British Indian Ocean Territory 
British Virgin Islands 
Brunei 
Bulgaria 
Burma 
Burundi 
Cambodia 
Hungary 
Iceland 
India 
Indonesia 
Iran (Also called Persia) 
Iraq 
Ireland 
Isle of Man 
Israel 
Italy 
Ivory Coast 
Jamaica 
Japan 
Johnston Atoll 
Jordan 
Kenya 
Korea, Democratic Peoples 

Republic of (North Korea 
Korea, Republic of (South 
Kuwait 
Laos 
Lebanon 
Lesotho 
Liberia 

Canton & Enderbury Islands 
Canary Islands 

Cape Verde, Republic of 
Cayman Islands 
Central Africa Republic 
Chad 
Channel Islands 
Chile 
China (Peking) 
China (Taiwan) 
Christmas Island 
Cocos (Keeling) Islands 
Colombia 
Comoros 
Congo 
Cook Islands 
Costa Rica 
Cuba 
Cyprus 
Czechoslovakia 
Denmark 
Djibouti (Formerly Afars 
Dominica 
Dominican Republic 
Ecuador 
Egypt 
El Salvador 
England 
Equatorial Guinea 
Ethiopia 
Netherlands (Also called 
Netherlands Antilles 
New Caledonia 
New Hebrides (Also called 

Vanuatu) 
New Zealand 
Nicaragua 
Niger 
Nigeria 
Niue 

Norfolk Island 
Northern Ireland 
Norway 
Oman 
Pakistan 
Panama 
Papua-New Guinea 
Paracel Islands 
Paraguay 
Peru 

Philippines 
Pitcairn 
Poland 
Portugal 

BH 
DM 
BD 
BT 
BL 
BC 
BR 
IO 
VI 

BX 
BU 
BM 
BY 
CB 
HU 
IC 
IN 
ID 
IR 
IZ 
EI 

OC 
IS 
IT 
IV 

JM 
JA 
JQ 
JO 
KE 

& Issas) DJ 
DO 
DR 
EC 
EG 
ES 

UK 
EK 
ET 

Holland) NL 
NA 
NC 

NH 
NZ 
NU 
NG 
NI 

NE 
rF 

UK 
NO 
MU 
PK 
PM 
PP 
PF 
PA 
PE 
RP 
PC 
PL 
PO 

) KN 

Korea) KS 
KU 
LA 
LE 
LT 
LI 

Faroe Islands 
Fiji 
Finland 
France 
French Guiana 
French Polynesia 
French Southern & Antarctic 

Lands 
Gabon 
Gambia, The 
German Democratic Republic 

(East Germany) 
Germany, Federal Republic of 

(West Germany) 
Ghana 
Gibraltar 
Gilbert Islands 
Greece 
Greenland 
Grenada 
Guadeloupe 
Guam 
Guatemala 
Guinea 
Guinea-Bissau 
Guyana 
Haiti 
Heard Island & McDonald Isla 
Honduras 
Hong Kong 
Southern Rhodesia 
South-West Africa (Also called 

Namibia) 
Spain 
Spratly Islands 
Sri Lanka (Also called Ceylon) 
Sudan 
Suriname 
Svalbard & Jan Mayen 
Swaziland 
Sweden 
Switzerland 
Syria 
Tanzania 
Thailand 
Togo 
Tokelau Islands 
Tonga 
Trinidad & Tobago 
Trust Territory of the Pacific 

Islands 
Tunisia 
Turkey 
Turks & Caicos Islands 

FO 
FJ 
FI 

FR 
FG 
FP 

FS 
GB 
GA 

GC 

GE 
GH 
GI 
GS 
GR 
GL 
GJ 
GP 
GQ 
GT 
GV 
PU 
GY 
HA 

nd HM 
HO 
HK 
RH 

WA 
SP 
PG 
CE 
SU 
NS 
JS 

WZ 
SW 
SZ 
SY 
TZ 
TH 
TO 
TL 
TN 
TD 

TQ 
TS 
TU 
TK 
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Foreign 
Country Code 

Foreign 
Country Code 

Foreign 
Country Code 

Libya 
Liechtenstein 
Luxembourg 
Macao 
Madagascar 
Malawi 

Malaysia 
Maldives 
Mali 
Malta 
Martinique 
Mauritania 
Mauritius 

Mexico 
Midway Islands 
Monaco 
Mongolia 
Montser rat 
Morocco 
Mozambique 
Nauru 
Navassa Island 

Nepal 

LY 
LS 
LU 

MC 
MA 
MI 

MY 
MV 

ML 
MT 
MB 
MR 
MP 
MX 
MQ 
MN 

MG 
MH 
MO 
MZ 
NR 

BQ 
NP 

Portuguese Timor 
Puerto Rico 
Qatar 
Reunion 
Romania 
Rwanda 
St. Christopher-Nevis- 

Anguilla (Also called St 
St. Helena 
St. Lucia 
St. Pierre & Miquelon 
St. Vincent 
San Marino 
Sao Tome and Principe 
Saudi Arabia 
Scotland 
Senegal 
Seychelles 
Sierra Leone 
Singapore 
Solomon Islands 

Somalia 
South Africa 

PT 
RQ 
QA 
RE 
RO 

RW 

Kitts) SC 
SH 
ST 
SB 
VC 
SM 
TP 
SA 
UK 

SG 
SE 
SL 
SN 
BP 
SO 
SF 

Tuvalu (Also called Ellice 
Uganda 
Union of Soviet Socialist 

Republics 
United Arab Emirates 
United Kingdom 
United States 
Upper Volta 
Uruguay 
Vatican City 
Venezuela 
Vietnam 
Virgin Islands of the U. S. 
Wake Island 
Wales 
Wallis & Futuna 
Western Sahara 
Western Samoa 
Yemen (South) 
Yemen (North) 
Yugoslavia 
Zaire 
Zambia 
Zimbabwe 

Islands) TV 
UG 

UR 
TC 
UK 
US 
UV 
UY 
VT 
VE 

VM 

VQ 
WQ 
UK 
WF 
WI 
WS 
YS 
YE 
YO 
CG 
ZA 
RH 

PART B. 5'/4 INCH DISKETTE 
SPECIFICATIONS 

SECTION 1. GENERAL 

. 01 The specifications contained in 
this part of the revenue procedure 
define the required format and con- 
tents of the records to be included in 
the diskette file. These specifications 
must be adhered to unless deviations 
have been specifically granted by 
IRS. 

. 02 To be compatible, a diskette 
file must meet the following specifi- 
cations: 

(a) 5'/4 inches in diameter. 

(b) Data must be recorded in stan- 
dard ASCII code. 

(c) Records must be fixed length 
of 420 bytes per record. 

(d) Delimiter character commas (, ) 
must not be used. 

(e) Position 419 and 420 of each 
record has been reserved for carriage 
return/line feed (cr/lf) characters. 

(f) There may not be more than 
one file on a diskette. 

(g) Filename of IRSTAX must be 
used. If a file will consist of more 

than one diskette, the filename 
IRSTAX will contain a 3 digit nu- 
meric extension. This extension will 

indicate the sequence of the diskettes 
within the file. For example, the first 
diskette will be named IRSTAX. 001, 
the second diskette will be 
I RSTAX. 002 etc. 

(h) A diskette file may consist of 
multiple diskettes as long as the 
filename conventions are adhered to. 

(i) IRS will accept soft sectored 
diskettes only. 

(j) Diskettes must meet one of the 
following specifications: 

Capacity 
1. 2 mb 
360 kb 
320 kb 
180 kb 
160 kb 

Tracks 
96tpi 
48tpi 
48tpi 
48tpi 
48tpi 

Sides/Density 
ds/dd 
ds/dd 
ds/dd 
ss/dd 
ss/dd 

Sector Size 
512 
512 
512 
512 
512 

Operating System 
MS/PC-DOS 3. X 
MS/PC-DOS 2. X 
MS/PC-DOS 1. X 
MS/PC-DOS 2. X 
MS/PC-DOS 1. X 

NOTE: If you use a 5N inch diskette 
format not listed above but feel it 

may be compatible, see Part A, Sec. 
3. 04 for instructions on sending a 
"tesr" diskette to IRS. No effort will 
be made to convert and process non- 
compatible diskettes. An IBM 

PC/XT, PC/AT, 3270 PC or com- 
patible PC equipment should produce 
an acceptable diskette. 

. 03 Deviations from the prescribed 
formats will not be acceptable. Under 
no circumstances may diskettes devi- 

ating from the specifications in this 

revenue procedure be submitted with- 

out prior approval from IRS. If you 

file under the Combined Federal/ 
State Program, your files must con- 
form totally to this revenue proce- 
dure. 

. 04 An external affixed label must 
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appear on each diskette (not on the 
diskette jacket) submitted for pro- 
cessing. The following information is 
needed on the label: 

(a) The transmitter's name. 
(b) The five character alpha/nu- 

meric Transmitter Control Code. 
(c) State of sender (e. g. , NY). 
(d) The tax year of the data (e. g. , 

1987). 
(e) Document types (e. g. , 1099- 

INT). 
(f) The total number of "B" 

Records after each "A" Record (this 
figure is taken from the "C" 
Records). 

(g) A number assigned by the 
transmitter to the diskette. 

(h) The sequence of each diskette 
(e. g. , 001 of 008). 

. 05 This information will assist 
IRS in processing the file or in 
locating a file should the transmitter 
request that it be returned due to 
errors. IRS advises that special ship- 
ping containers not be used for trans- 
mitting data since it cannot be guar- 
anteed that they will be returned. 

SEC. 2. PAYER/TRANSMITTER "A" 
RECORD 

. 01 Identifies the payer and trans- 
mitter of the diskette file and pro- 

vides parameters for the succeeding 

Payee "B" Records. IRS computer 

programs rely on the absolute rela- 

tionship between the parameters and 

data fields in the "A" Record and 

the data fields in the "B" Records to 
which they apply. 

. 02 The number of "A" Records 

appearing on a diskette will depend 

on the number of payers and the 

different types of returns being re- 

ported. The payment amounts for 
one payer for the one type of return 

must be consolidated under one "A" 
Record if submitted on the same file. 
Do not submit separate "A" Records 

for each payment amount being re- 

ported. For example, if you are filing 

Form 1099-DIV to report Amount 

Codes 1, 2, and 3, all three amount 

codes must be reported under one 
"A" Record, not three separate "A" 
Records. For Payee "B" Records 
which do not contain payment 
amounts for all three amount codes, 
enter zeros for those which have no 
payment to be reported. After the 
header label on the diskette, the first 
record appearing in the file must be 
an "A" Record. All records must be 
a fixed length of 420 positions. A 
transmitter may include Payee "B" 
Records for more than one payer on 
a diskette; however, each GROUP of 

Payee "B" Records must be pre- 
ceded by an "A" Record. A single 

diskette may also contain different 

types of returns, but the types of 
returns must not be intermingled. A 

separate "A" Record is required for 
each payer and each type of return 

being reported. An "A" Record may 
be blocked with "B" Records; how- 

ever, the initial record on a file must 

be an "A" Record. IRS will accept 
an "A" Record after a "C" Record, 
but RECORDS MA Y NOT SPAN 
DISKETTES. Do not begin any 
record at the end of a diskette and 
continue the same record into the 
next diskette. 

. 03 All alpha characters entered in 

the "A" Record should be upper- 
case. 

. 04 WHEN REPORTING FORM 
I 098, "MOR TGA GE INTERES T 
STA TEMENT, '' THE ''A '' 
RECORD WILL REFLECT THE 
NAME OF THE RECIPIENT OF 
THE IN TE R ES T. THE ' 'B ' ' 

RECORD WILL REFLEC T THE 
INDIVIDUAL PA YING THE IN- 
TERES T AND THE AMOUNT 
PAID. 

. 05 Carriage return/line feed char- 
acters (cr/lf) may be placed in posi- 
tions 419 and 420 of the "A" 
Record. 

RECORD NAME: PAYER/TRANSMITTER "A" RECORD 

NOTE: For all fields marked REQUIRED, you must provide the information described under Description and 
Remarks. For fields not marked REQUIRED, you must allow for the field but may be instructed to enter blanks or 
zeroes in the indicated diskette position(s) and for the indicated length. All records are now a fixed length of 420 
positions. 

Diskette 
Position 

2-3 

4-6 

7-15 

16-19 

Field Title 

Record Type 

Payment Year 

Diskette 
Sequence 
Number 

Payer's 
Federal EIN 

Payer Name 
Control 

Length Description and Remarks 

1 REQUIRED. Enter "A". 
REQUIRED. Must be the last two digits of the year for which 
information is being reported (e. g. , if payments were made in 
1987, enter "87"). Must be incremented each year. 

The diskette sequence number incremented by I, for each 
diskette on the file starting with 001. You may choose to enter 
blanks or zeros. I RS bypasses this information. You must 
indicate the proper sequence on the external label of the 
diskette. 

REQUIRED: Must be the valid 9-digit number assigned to the 
payer by IRS. DO NOT ENTER BLANKS, HYPHENS, 
ALPHA CHARACTERS, ALL 9s OR ALL ZEROS. (Also see 
Part A, Sec. 9. 07. ) 

The Payer Name Control can be obtained from the mail label 
on the Package 1099 which is mailed to most payers on record 
each December. Names of less than four (4) letters should be 
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RECORD NAME: PAYER/TRANSMITTER "A" RECORD — Continued 

Diskette 
Position 

20 

21 

Field Title 

Blank 

Combined 
Federal/State 
Filer 

Length Description and Remarks 

left-justified, filling the unused positions with blanks. If you 
have not received a Package 1099 or you do not know your 
Payer Name Control, this field should be blank filled. 

Enter blank. 

Enter the appropriate code from the table below. Prior 
approval is required. A Consent Form 6847 must be submitted 
to IRS before tax information will be released to the States. 
Refer to Part A, Sec. 12. 11 for money criteria. Not all states 
participate in this program. If the Payer/Transmitter is not 
participating in the Combined Federal/State Filing Program, 
enter blanks. (Refer to Part A, Sec. 12 for the requirements 
that must be met prior to actual participation in this program. ) 
Forms 1098, 1099-A, 1099-B, and W-2G cannot be filed on 
this program. Filers who participate in this program must 
incorporate state totals into corresponding "K" Records as 
described in Part B, Sec. 6. 

Code 
I 

blank 

Meaning 
Participating in the Combined Federal/State 
Filing Program 
Not participating 

22 Type of 
Return 

REQUIRED. Enter 

Type of Return 
1098 
1099-A 
1099-B 
1099-DIV 
1099-G 
1099 — INT 
1099-MISC 
1099-OID 
1099-PATR 
1099-R 
5498 
W-2G 

appropriate code from table below: 

Code 
3 
4 
B 
I 
F 
6 
A 
D 
7 
9 
L 
W 

23-31 Amount 
Indicators 

REQUIRED. In most cases, the box numbers on paper 
information returns correspond with the Amount Codes used 
to file on magnetic media; however, should you notice 
discrepancies between this revenue procedure and paper forms, 
please disregard them and program according to this revenue 
procedure for your returns filed on magnetic media. For 
specific instructions on information to be reported in each 
Amount Code, refer to the 1987 "Instructions for Forms 1099, 
1098, 5498, 1096, and W-2G", included in your reporting 
package. The amount indicators entered for a given type of 
return indicate type(s) of payment(s) which were made. For 
each Amount Code entered in this field, a corresponding 
payment amount will appear in the Payee "B" Record. 
Example: If position 22 of the Payer/Transmitter "A" Record 
is "7" (for 1099-PATR) and positions 23-31 are 
"247bbbbbb", this indicates that you will be reporting 3 actual 
payment amounts in all of the following Payee "B" Records. 
The first payment amount field in the Payee "B" Record will 

be all "0" (zeros), the second will represent Nonpatronage 

distributions, the third will be all "0" (zeros), the fourth will 
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RECORD NAME: PAYER/TRANSMITTER "A" RECORD — Continued 

Diskette 
Position Field Title 

Amount 
Indicators 
Form 1098- 
Mortgage 
Interest 
Statement 

Length Description and Remarks 

Amount Type 

Mortgage interest received from payer(s)/ 
borrower(s) 
Optional field for items such as real estate 
taxes or insurance paid from escrow 

represent Federal income tax withheld, the fifth and sixth will 

be all "0" (zeros), the seventh will represent Energy investment 
credit, and the eighth and ninth will be all "0" (zeros). Enter 
the Amount Indicators in ASCENDING SEQUENCE (I'. e. , 
1247bbbbb), left-justify, filling unused positions with blanks. 
For any further clarification of the Amount Indicator codes, 
contact the IRS National Computer Center. 

For Reporting Interest Received from Payer(s) on Form 1098: 

Amount 
Code 

Amount 
Indicators 
Form 1099-A- 
Acquisition or 
Abandonment of 
Secured Property 

For Reporting the Acquisition or Abandonment of Secured 
Property on Form 1099-A: 

Amount 
Code Amount Type 

Amount of debt outstanding 
Amount of debt satisfied 
Fair market value of property at acquisition 
or abandonment 

Amount 
Indicators 
Form 1099-B- 
Proceeds from 
Real Estate, 
Broker, and Barter 
Exchange 
Transactions 

For Reporting Payments on Form 1099-B: 
Amount 
Code Amount Type 

Real Estate (See Note 1) 
Stocks, bonds, etc. (For Forward Contracts 
see NOTE 2. ) 
Bartering (Do not report negative amounts) 
Federal income tax withheld 
Profit (or loss) realized in 1987 
Unrealized profit (or loss) on open con- 
tracts — 12/31/86 
Unrealized profit (or loss) on open con- 
tracts — 12/31/87 
Aggregate profit (or loss) 

NOTE 1: Refer to the 1987 "Instructions for Reporting Real Estate Transactions on Form 1099-B" for detailed information. 
NOTE 2: The Payment Amount field associated with Amount Code 2 may be used to represent a 
loss when the reporting is for Forward Contracts. Refer to Payee "B" Record — General Field 
Descriptions, Payment Amount Fields, for instructions on reporting negative amounts. Do not 
report negative amounts for Amount Code 3 and 4. 
Amount For Reporting Payments on Form 1099-DIV: 
Indicators Amount 
Form 1099-DI V— 
Dividends and 
Distributions 

Gross dividends and other distributions on 
stock 
Investment expenses included in Amount 
Code 1 

Capital gain distributions 
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RECORD NAME: PAYER/TRANSMITTER "A" RECORD — Continued 

Diskette 
Position Field Title Length Description and Remarks 

Amount 
Code Amount Type 

Federal income tax withheld 
Nontaxable distributions (if determinable) 
Foreign tax paid 
Cash liquidation distributions 
Noncash liquidation distributions (Show fair 
market value) 

Amount 
Indicators 
Form 1099-G- 
Certain Government 
Payments 

For Reporting Payments on Form 1099-G: 

Amount 
Code Amount Type 

Unemployment compensation 
State or local income tax refunds 
Federal income tax withheld 
Discharge of indebtedness 
Taxable grants 
Agriculture payments 

Amount 
Indicators 
Form 1099-INT- 
Interest Income 

For Reporting Payments on Form 1099-INT: 

Amount 
Code Amount Type 

Earnings from savings and loan associations, 
credit unions, bank deposits, bearer certifi- 
cates of deposit, etc. 
Early withdrawal penalty 
U. S. Savings Bonds, etc. 
Federal Income Tax withheld 
Foreign tax paid (if eligible for foreign tax 
credit) 

Amount 
Indicators 
Form 1099-MISC— 
Miscellaneous 
Income (See 
Notes I, 2, 3 and 4) 

For Reporting Payments on Form 1099-MISC: 
Amount 
Code Amount Type 

Rents 
Royalties (See NOTE 1) 
Prizes and awards 
Federal income tax withheld 
Fishing boat proceeds 
Medical and health care payments 
Nonemployee compensation 
Substitute payments in lieu of dividends or 
interest (see NOTE 2) 
Direct sales "indicator" (see NOTE 3) 

NOTE 1: Beginning in tax year 1987, royalties of $10 or more must now be reported. 
NOTE 2: Brokers are subject to a reporting requirement for payments received after 1984. 
Brokers who transfer securities of a customer for use in a short sale must use Amount Code 8 to 
report the aggregate payments received in lieu of dividends or tax-exempt interest on behalf of a 
customer while the short sale was open. Generally, for substitute payments in lieu of dividends, a 
broker is required to file a Form 1099-MISC for each affected customer who is not an indi»dual. 
Refer to the 1987 "Instructions for Form 1099, 1098, 5498, 1096, and W-2G, Io«etailed 
information. The instructions are included in your magnetic media reporting packages. 
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RECORD NAME: PAYER/TRANSMITTER "A" RECORD — Continued 

Diskette 
Position Field Title Length Description and Remarks 

NOTE 3: Use Amount Code "9" to report sales by you of $5, 000 or more of consumer products 
to a person on a buy-sell, deposit-commission, or any other commission basis for resale. Refer to 
the 1987 "Instructions for Forms 1099, 1098, 5498, 1096, and W-2G, " for specific instructions. 
Do not use this indicator for sales of less than $5, 000. The use of Amount Code "9" actually 
reflects an indicator of direct sales over $5, 000 and is not an actual payment amount or amount 
code. The corresponding payment amount field in the payee "B" Record MUST be reflected as 
0000000100 if you are reporting a direct sale of greater than $5000. This does not mean that a 
payment of $1. 00 was made or is being reported. 
NOTE 4: If you are reporting Excess Golden Parachute Payments, use paper Forms 1099-MISC. 
Do not report these payments on magnetic media. See Part A, Sec. 13 for a definition of an 

Excess Golden Parachute Payment. 

Amount 
Indicators 
Form 1099-01 D- 
Original Issue 
Discount 

For Reporting Payments on Form 1099-OID: 

Amount 
Code Amount Type 

Total original issue discount for 1987 
Other periodic interest (the regular interest 
paid on this obligation without regard to any 
original issue discount) 
Early withdrawal penalty 
Federal income tax withheld 

Amount 
Indicators 
Form 1099-PATR- 
Taxable 
Distributions 
Received From 
Cooperatives 

For Reporting Payments on Form 1099-PATR: 

Amount 
Code Amount Type 

Patronage dividends 
Nonpatronage distributions 
Per-unit retain allocations 
Federal income tax withheld 
Redemption of nonqualified notices and re- 
tain allocations 
Investment credit (See NOTE) 
Energy investment credit (See NOTE) 
Jobs credit (See NOTE) 

NOTE: The amounts shown for Amount Indicators "6, " "7" and "8" must be reported to the 
payee; however, they need not be reported to IRS. 

Amount 
Indicators 
Form 1099-R- 
Total Distributions 
From Profit-Sharing, 
Retirement Plans, 
Individual Retire- 
ment Arrangements, 
Insurance Contracts, 
Etc. 
(See NOTES I, 2 
and 3) 

For Reporting Payments on Form 1099-R: 
Amount 
Code Amount Type 

Amount includable as income (add amounts 
in codes 2 and 3) 
Capital gain (for lump-sum distributions 
only) 
Ordinary income 
Federal income tax withheld 
Employee contributions (profit-sharing or re- 
tirement plans) or insurance premiums 
Net unrealized appreciation in employer's 
securities 
State income tax withheld (See NOTE 2) 
IRA or SEP distributions (See NOTE 3) 
Other 
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RECORD NAME: PAYER/TRANSMITTER "A" RECORD — Continued 

Diskette 
Position Field Title Length Description and Remarks 

NOTE I: A distribution from a KEOGH plan should be reported in Amount Codes ] 2 and 3 as 

appropriate. 
NOTE 2: State income tax withheld has been added for the convenience of the payer but need 

not be reported to IRS. 
NOTE 3: Do not report DEC distributions in Amount Code 8. These are reported in Amount 

Codes I and 3. 

Amount 
Indicators 
Form 5498— 
Indi vidual 
Retirement 
Arrangement 
Information 
(See NOTE) 

For Reporting Payments on Form 5498: 

Amount 
Code Amount Type 

Regular IRA contributions made in 1987 and 

1988 for 1987 
Rollover I RA contributions 
Life insurance costs included in code I for 
endowment contracts only 
Fair market value (of the IRA or SEP 
account on December 31, 1987) 

NOTE: Form 5498 is filed for each person for whom you maintained an individual retirement 

arrangement (IRA) or simplified employee pension (SEP) during 1987. Amount Code 4 represents 

the value of the account. Trustees and issuers of IRAs and SEPs must report the value of 
accounts in existence during the year, even if no contributions were made during the year. Do not 

report employer SEP contributions on Form 5498; however, you must report the value of an SEP 
account. For an IRA, use all applicable Amount Codes. If no IRA contributions were made for 

1987, you will only use Amount Code 4. Only IRA contributions to be applied to 1987 that are 

made between January 1, 1987 and April 15, 1988 are to be reported in Amount Code 1. 
Deductible voluntary employee contributions (DECs) can no longer be made; therefore, they have 

been eliminated from the form. 

Amount 
Indicators 
Form W-2G- 
Certain Gambling 
Winnings 

For Reporting Payments on Form W-2G: 

Amount 
Code Amount Type 

Gross winnings 
Federal income tax withheld 
State income tax withheld (See NOTE) 
Winnings from identical wagers 

NOTE: State income tax withheld has been added for the convenience of the payer but need not 
be reported to IRS. 

32-43 

44-48 

49 

50-89 

Blank 

Transmitter 
Control Code 
(TCC) 

Foreign 
Corporation 
Indicator 

First 
Payer Name 
Line 

12 

40 

Enter blanks. 

REQUIRED. Enter the five character alpha/numeric Transmit- 
ter Control Code assigned by IRS. See Part A, Sec. 13 for a 
definition of Transmitter Control Code (TCC). You must have 

a TCC to file actual data on this program. 

Enter a "I" if the payer is a foreign corporation and income 
is paid by the corporation to a U. S. resident from sources 
outside of the United States. A foreign corporation is any 
corporation organized or created other than in or under the 
laws of the United States or any state or territory. Otherwise, 
enter a blank in this field. 

REQUIRED. Must be present or files will be returned for 
correction. Enter the name of the payer whose Federal EIN 
appears in position 7-15 above, in the manner in which it is 

used in normal business. Any extraneous information must be 

deleted from the name line. Left-justify and fill with blanks. 
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RECORD NAME: PAYER/TRANSMITTER "A" RECORD — Continued 

Diskette 
Position 

90-129 

130 

Field Title 

Second 
Payer Name 
Line 

Transfer 
Agent 
Indicator 

Length 

40 

Description and Remarks 

(Do not enter the Transfer Agent's name in this field. The 

Transfer Agent's name should appear in the Second Payer 
Name Line. ) NOTE: WHEN REPOR TING FORM 1098, 
"MOR TGA GE INTERES T S TA TEMENT, " THE "A " 
RECORD WILL REFLECT THE NAME OF THE RECIPI- 
ENT OF THE INTERES T. THE "B" RECORD WILL 
REFLECT THE INDIVIDUAL PA YING THE INTEREST 
(THE PAYER OF RECORD) AND THE AMOUNT PAID. 

The contents of this field are dependent upon the TRANSFER 
AGENT INDICATOR in position 130 of this record. If the 

Transfer Agent Indicator contains a "1", this field must 

contain the name of the Transfer Agent. If the Transfer Agent 
Indicator contains a "0" (zero), this field must contain either 

a continuation of the First Payer Name field or blanks. 
Left-justify and fill unused positions with blanks. IF NO 
ENTRIES ARE PRESENT FOR THIS FIELD, FILL WITH 
BLANKS. (See Part A, Sec. 13 for a definition of Transfer 
Agent. ) 

REQUIRED. Identifies the entity in the Second Payer Name 
Line. (See Part A, Sec. 13 for a definition of Transfer Agent. ) 

Code 
1 

0 (zero) 

Meaning 
The entity in the Second Payer Name field 
is the Transfer Agent. 
The entity shown is no! the Transfer Agent 
(i. e. , the Second Payer Name Line contains 
either a continuation of the First Payer 
Name field or blanks). 

131-170 

171-210 

211-290 

291-330 

331-370 

371 418 

419-420 

Payer 
Shipping 
Address 

Payer City, 
State and 
ZIP Code 

Transmitter 
Name 

Transmitter 
Mailing 
Address 

Transmitter 
City, State 
and ZIP Code 

Blank 

Blank 

40 

40 

80 

40 

40 

48 

REQUIRED. If the TRANSFER AGENT INDICATOR in 
position 130 is a "1", enter the shipping address of the 
Transfer Agent. Otherwise, enter the shipping address of the 
payer. Left-justify and fill with blanks. 

REQUIRED. If the TRANSFER AGENT INDICATOR in 
position 130 is a "I", enter the City, State and ZIP Code of 
the Transfer Agent. Otherwise, enter the City, State and ZIP 
Code of the payer. Left-justify and fill with blanks. 

REQUIRED (only if the payer and transmitter are not the 
same). Enter the name of the transmitter in the manner in 
which it is used in normal business. The name of the 
transmitter must be constant through the entire file. Left- 
justify and fill with blanks. If the payer and transmitter are 
the same, enter blanks in this field. 

REQUIRED (only if the payer and transmitter are not the 
same). Enter the mailing address of transmitter. Left-justify 
and fill with blanks. If the payer and transmitter are the same, 
enter blanks in this field. 

REQUIRED (only if the payer and transmitter are not the 
same). Enter the City, State, and Zip Code of the transmitter. 
Left-justify and fill with blanks. If the payer and transmitter 
are the same, enter blanks in this field. 

Enter blanks. 

Enter blanks. Positions 419 and 420 may be used to contain 
carriage return/line feed characters. 
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SEC. 3. PAYER/TRANSMITTER "A" RECORD — RECORD LAYOUT 

DISKETTE 
RECORD PAYMENT SEQUENCE 

TYPE YEAR NUMBER 

PAYER'S 
FEDERAL 

EIN* 

PAYER 
NAME 

CONTROL* 

COMBINED 
BLANK FEDERAL/STATE 

FILER 

20 1 2-3 4-6 16-19 21 

TYPE OF 
RETURN 

AMOUNT 
INDICATORS 

BLANK TRANSMITTER FOREIGN 
CONTROL CODE CORPORATION 

INDICATOR 

FIRST 
PAYER 
NAME* 

SECOND 
PAYER 
NAME* 

22 23-31 32-43 44-48 49 50-89 90-129 

TRANSFER 
AGENT 

INDICATOR 

PAYER 
SHIPPING 
ADDRESS* 

PAYER 
CITY, STATE, 

AND ZIP 
CODE* 

TRANSMITTER 
NAME 

TRANSMITTER 
MAILING 
ADDRESS 

130 131-170 171-210 211-290 291-330 

TRANSMITTER 
CITY, STATE 

AND ZIP CODE BLANK 

331-370 371-420 

*When reporting Form 1098, "Mortgage Interest Statement, " the "A" record will reflect the name of the recipient of 
the interest. 

SEC. 4. PAYEE "B" RECORDS— 
GENERAL FIELD DESCRIPTIONS 
AND RECORD LAYOUTS 

. 01 The Payee "B" Record con- 
tains the payment information from 
the individual statements. When fil- 
ing information documents on 5 'l~ 

inch diskette, the format for the 
Payee "B" Records will remain con- 
stant and is a fixed length of 420 
positions. The record layout for posi- 
tions 1 through 321 is the same for 
all "B" Records. Positions 322 
through 420 varies slightly for Forms 
1099-A, 1099-B, 1099-01 D anc, 
W-2G to accommodate variations 
within these forms. The individual 
field definitions can be found follow- 
ing the Payee Zip Code field in the "B" Record. 

For tax year 1987 data, all records 
must be submitted with a fixed 
length of 420 positions. In the "A" 
Record, the Amount Indicator Codes 
that appear in diskette positions 23 
through 31 will be left-justified and 
blank filled. In the "B" Record, you 
will allow for all nine payment 
amount fields and for those not 
used, enter zeros. For example, if 
you are reporting on Form 1099- 
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PATR, you will enter a "7" in 
diskette position 22 of the "A" 
Record, Type of Return Indicator 
field. If you are reporting payments 
for Amount Codes 2, 4, and 7, then 
diskette positions 23 through 31 of 
the ''A'' Record will be 
"247bbbbbb". In the Payee "B" 
Record, positions 51 through 60 for 
Payment Amount 1 will be zeros. 
Positions 61-70 will reflect the actual 
payment amount to be reported for 
"Nonpatronage distributions. " Posi- 
tions 71-80 for Payment Amount 3 
will be zeros. Positions 81-90 will 
reflect the actual payment amount to 
be reported for "Federal income tax 
withheld, " Positions 91-110 for Pay- 
ment Amounts 5 and 6 will be zeros. 
Positions 111-120 will reflect the ac- 
tual payment amount to be reported 
for "Energy investment credit. " Po- 
sitions 121 — 140 for Payment 
Amounts 8 and 9 will be zeros. The 
First Payee Name Line will always 
appear in positions 162-201. 

. 02 Carriage return/line feed char- 
acters (cr/If) may be placed in posi- 
tions 419 and 420 of the "B" 
Record. 

. 03 IRS must be able to identify 

the surname associated with the TIN 
(SSN or EIN) furnished on a state- 
ment. The speci fications below in- 

clude a field in the payee records 
called "Name Control" in which the 
first four alphabetic characters of the 
payee's surname or last name are to 
be entered by the payers. The sur- 
name or last name should appear 
first in the First Payee Name Line of 
all Payee "B" Records; however, if 
your records have been developed 
using the first name first, IRS pro- 
grams will accept this but a blank 
must appear between the first and 
last name. 

. 04 If payers are unable to deter- 

mine the first four characters of the 
surname, the Name Control Field 

may be left blank; however, compli- 
ance with the following will facilitate 
IRS computer programs in generating 
the Name Control. 

(a) The surname of the payee 
whose TIN (SSN or EIN) is shown in 

the Payee "B" Record should always 

appear first. If, however, you enter 

the first name first, you must leave a 
blank space between the first and last 

name. 

(b) In the case of multiple payees, 



only the surname of the payee, 
whose TIN (SSN or EIN) is shown in 
the Payee "B" Record, must be 
present in the First Payee Name 
Line. Surnames of any other payees 
in the record must be entered in the 
Second Payee Name Line. 

. 05 A field is also provided in 
these specifications for Special Data 
Entries. This field may be used to 
record information required by state 
or local governments or for the 
filer's own personal use. IRS does 
not use the data provided in the 
Special Data Entries field. 

, 06 Those filers participating in the 
Combined Federal/State Filing Pro- 
gram must code their records appro- 
priately for the state to receive the 
information. The state code now ap- 
pears in diskette positions 417 and 
418 of the "B" Record. The file 

AGES FILERS TO REVIEW THEIR 
DA TA FOR A CCURA C Y BEFORE 
SUBMISSION TO PREVENT ERRO- 

NEOUS NOTICES BEING . 41AILED 

TO PERSONS FOR WHOM RE- 

POR TS A RE FIL ED. FIL ER S 
SHOULD BE ESPECIALLY CARE- 

FUL THA T THEIR TAXPA YER 
NAMES, SOCIAL SECURITY NUM- 

BERS (SSNs), ACCOUNT NUMBERS, 
TYPES OF INCOME, AND INCOME 
AMOUNTS ARE CORRECT. 

should also meet the money criteria 

described in Part A, Sec. 12. 11. Do 
not code for the states unless prior 

approval to participate has been 

granted by IRS. See Part A, Sec. 
12. 10 for a list of the valid partici- 

pating state codes. FORMS 1098, 
1099-A, 1099-B, AND W-2G CAN- 

NO T BE FIL ED UNDER THE 
COMBINED FEDERA L/S TA TE 
FILING PROGRA M. Your files 
must meet all of the requirements 

specified in Part A, Sec. 12 in order 

to participate in this program. 

. 07 All alpha characters entered in 

the "B" Record should be upper- 

case. 

. 08 Do nor use decimal points (. ) 
to indicate dollars and cents on mag- 

netic media. 

. 10 WHEN REPORTING FORM 
1098, "MOR TGA GE IN TER ES T 
STATEMENT, " THE "A" RECORD 
WILL REFLECT THE NAME OF 
THE RECIPIENT OF THE INTER- 
EST. THE "B" RECORD WILL RE- 
FLECT THE INDIVIDUAL PA YING 
THE IN TER ES T A ND THE 
AMOUNT PAID. . 09 IRS STRONGL Y ENCOUR- 

RECORD NAME: PAYEE "B" RECORD 

Diskette 
Position Field Title Length Description and Remarks 

NOTE: For all fields marked REQUIRED, you must provide the information described under Description and 

Remarks. For those fields not marked REQUIRED, you must allow for the field but may be instructed to enter blanks 

or zeros in the indicated diskette position(s) and for the indicated length. All records are now a fixed length of 420 
positions. 

2-3 

4-5 

Record Type 

Payment Year 

Document 
Specific 
Code 

Category of 
Total 
Distribution 
(Form 1099-R 
only) 

REQUIRED. Enter "B". 
REQUIRED. Must be the last two digits of the year for which 

payments are being reported (e. g. , if payments were made in 
1987 enter "87"). Must be incremented each year. 

REQUIRED for Forms 1099-R, 1099-MISC, 1099-G, and 
W-2G. FOR ALL OTHER FORMS, ENTER BLANKS. For 
Eorm 1099-R, enter the appropriate code(s) for the Category 
of Total Distribution. More than one code may apply for 
Form 1099-R; however, if only one code is required, it will be 
entered in position 4 and position 5 will be blank. For Form 
1099-MISC, position 4 is used to indicate Crop Insurance 
Proceeds, position 5 will be blank. For Form 1099-G enter the 
year of income tax refund in position 4, position 5 will be 
blank. For Form W-2G enter the Type of Wager in position 4, 
position 5 will be blank. 

Use only for reporting on Form 1099-R to identify the 
Category of Total Distribution. When applicable you may 
enter a numeric and an alpha code but not two numeric codes. 
No numeric code is needed for normal distributions reported in 
Amount Code I, but codes A, B, or C might apply. IRS 
suggests that anyone using code P advise payees, at the time 
the distribution is made, that the earnings are taxable in the 
year in which the contribution was made. Enter the applicable 
code from the table that follows. Code 7 in the table must nor 
be used if a significant amount (greater than zero) is included 
in a particular "B" Record for Amount Indicators 1, 2 and 3. 
A "0" (zero) is not a valid code for Form 1099-R. IF YOU 
ARE REPORTING A DISTRIBUTION FROM A KEOGH 
PLAN, OR FROM ANY OTHER DISTRIBUTION, TO 
WHICH THE FOLLOWING CODES DO NOT APPLY, 
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RECORD NAME: PAYEE "B" RECORD — Continued 

Diskette 
Position Field Title Length Description and Remarks 

ENTER BLANKS IN THIS FIELD. If you are reporting a 
total distribution from a plan that includes a distribution of a 
DEC, you must report two separate "B" Records — one to 
report the distribution of DECs and the other to report the 
distribution from the other part of the plan. This is necessary 
since DECs are not subject to 5-year/10-year averaging. Report 
the distribution of DECs in Amount Codes I and 3 of the 
"A" Record. 

Category 
Premature distribution (other than codes 2, 3, 

5, 8, or P) 
Rollover 
Disability 
Death (includes payments to a beneficiary) 
Prohibited transaction 
Other 
Normal IRA or SEP distributions 
Excess contributions refunded plus earnings 

such excess contributions 
PS58 Costs (see NOTE) 
Excess contributions refunded plus earnings 

such excess contributions taxable in 1986 
Qualifies for 5-year/10-year averaging 
Qualifies for death benefit exclusion 
Qualifies for both A and B 

Code 
4, I 

2 
3 
4 
5 

6 
7 

on 8 

9 
on P 

A 
B 
C 

Crop Insurance 
Proceeds (Form 
1099-MISC only) 

Refund is for 
Tax Year 
(Form 1099-G 
only) 

NOTE: PS58 Costs may be reported on Form 1099-R if a 
total distribution is also made; otherwise, use Form W-2P 
(filed with SSA). Since this is not actually a total distribution, 
a separate "B" Record is required to report PS58 Costs. These 
costs may not be reported in combination with a total 
distribution. Refer to the 1987 "Instructions for Forms 1099, 
1098, 5498, 1096, and W-2G, " included in your reporting 
packages. 

If the payment amount reported for Amount Code 7 is crop 
insurance proceeds, enter a "I" in position 4. Position 5 will 

be blank. 

Use only for reporting the tax year for which the refund was 
issued. If the payment amount field associated with Amount 
Indicator 2, Income Tax Refunds, contains a refund, credit or 
offset that is attributable to an income tax which applies 
exclusively to income from a trade or business and is not of 
general application, then enter the ALPHA equivalent of the 
year for which the refund was issued from the table below 
(i. e. , for 1985 enter E). Otherwise, enter the NUMERIC Year 
for which the refund was issued (i. e. , for 1985, enter 5). This 
code should appear in position 4. Position 5 will be blank. 

Year for which Alpha 
Refund was Issued Equivalent * 
I A 
2 B 
3 C 
4 D 
5 E 
6 F 
7 G 
8 H 
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RECORD NAME: PAYEE "B" RECORD — Continued 

Diskette 
Position Field Title Length Description and Remarks 

Year for which 

Refund was Issued 
9 
0 

A/pha 
Equi valent' 
I 

J 

Type of 
Wager (Form 
W-2G only) 

*To be used for trade or business refunds only. 

Use only for reporting the Type of Wager on Form II'-2G. 
This code will appear in position 4. Position 5 will be blank. 

Category Code 
Horse Race Track (or Off Track Betting of a 1 

Horse Track nature) 
Dog Race Track (or Off Track Betting of a Dog 2 

Track nature) 
Jai-alai 3 

State Conducted Lottery 4 
Keno 5 

Casino Type Bingo. DO NOT use this code for 6 
any other type of Bingo winnings (i. e. , Church, 
Fire Dept. etc. 

Slot Machines 7 

Any other types of gambling winnings. This 8 
includes Church Bingo, Fire Dept. Bingo, 
unlabeled winnings, etc. 

8-11 

Blank 

Blank or 
Corrected 
Return 

Indicator 
Name Control 

Enter blank. 

Enter blank. Diskette position 7 is used to indicate a corrected 
return. Refer to Part A, Sec. 8 for specific instructions on how 
to file corrected returns using magnetic media. 

Enter the first 4 letters of the surname of the payee. The 
surname of the person whose TIN is being reported in position 
15-23 of the "B" Record should be used to determine the 
Name Control. This is especially important in the case of 
trustee accounts. If the name that corresponds to the TIN is 
not included in the First or Second Payee Name Line every 
effort should be made to develop the correct name control of 
the name that corresponds to the TIN. Surnames of less than 
four (4) letters should be left-justified, filling the unused 
positions with blanks. Special characters and imbedded blanks 
should be removed. In the case of a business, use the first 
significant word of the business name (i. e. , words such as 
"a, " "an" and "of" are not considered significant). Disregard 
the word "the" when it is the first word of the name, unless 
there are only two words in the name. IF THE NAME 
CONTROL IS NOT DETERMINABLE BY THE PAYER, 
LEAVE THIS FIELD BLANK. A dash ( — ) and ampersand 
(&) are the only acceptable special characters. 

The following examples may be helpful to you in developing the name control: 

Name 
John Brown 
John A. Lee 
James P. En Sr. 
John O' Neill 
Mary Van Buren 
Juan De Jesus 
John A. El-Roy 
Mr. John Smith 

Name Control 
BROW 
LEE* 
EN* 
ONEI 
VANB 
DEJE 
EL-R 
SMIT 
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RECORD NAME: PAYEE "B" RECORD — Continued 

Diskette 
Position Field Title Length Descnptton and Remarks 

Name 
Joe McCarthy 
Pedro Torres-Lopes 
Mark D'Allesandro 
The First Bank 
The Hideaway 
IRS 
A & B Cafe 

Name Control 
MCCA 
TORR 
DALL 
FIRS 
THEH 
INTE 
A&BC 

12-13 

14 

15-23 

24-43 

Blank 

Type of 
TIN 

Taxpayer 
Identification 
Number 

Payer's 
Account 
Number 
For Payee 

20 

*Name Controls of less than four (4) significant characters 
must be left-justified and blank filled. 

Enter blanks. 

REQUIRED. This field is used to identify the Taxpayer 
Identification Number (TIN) in positions 15-23 as either an 

Employer Identification Number, a Social Security Number, or 
the reason no number is shown. Enter the appropriate code 
from the following table: 

Type of Type of 
TIN T I N Account 

1 E I N A business or an organization 
2 S S N An individual 

blank N/A If the type of TIN is undeterminable, 
enter a blank. If the number is 
unobtainable due to legitimate cause; 
e. g. , number applied for but not re- 
ceived, enter a blank. 

REQUIRED. Enter the valid 9-digit Taxpayer Identification 
Number of the payee (SSN or EIN, as appropriate). Where an 
identification number has been applied for but not received or 
where there is any other legitimate cause for not having an 
identification number, enter blanks. Refer to Part A, Sec. 9. 
DO NOT ENTER HYPHENS, ALPHA CHARACTERS, ALL 
9s OR A LL ZEROS. Any record containing an invalid 
identification number in this field will be returned for 
correction. 

THIS FIELD HAS BEEN EXPANDED FROM 10 TO 20 
POSITIONS. The payer may use this field to enter the payee's 
account number. The use of this item will facilitate easy 
reference to specific records in the payer's file should any 
questions arise. DO NOT ENTER A TAXPAYER IDENTIFI- 
CATION NUMBER IN THIS FIELD. An account number 
can be any account number assigned by the payer to the payee 
(e. g. , checking account, savings account, etc. ). THIS NUM- 
BER WILL HELP TO DISTINGUISH THE INDIVIDUAL 
PAYEE'S ACCOUNT WITH YOU AND SHOULD BE 
UNIQUE TO IDENTIFY THE SPECIFIC TRANSACTION 
MADE WITH THE ORGANIZATION, SHOULD MULTI- 
PLE RETURNS BE FILED FOR ONE PAYEE. This informa- 
tion will be particularly necessary if you need to file a 
corrected return. You are strongly encouraged to use this field. 
You may use any number that will help identify the particular 
transaction that you are reporting. For real estate transactions 
reported on Forms 1099-B only, if the transferor received or 
will receive property or services as part of the consideration 
for the property transferred, enter "PST" in this field. If you 
are also entering an account number, enter "PST" after the 
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RECORD NAME: PAYEE "B" RECORD — Continued 

Diskette 
Position 

44-50 

Field Title 

Blank 

Payment 
Amount Fields 
(Must be numeric) 

Length Description and Remarks 

number. If a number is not determinable, enter blanks. If 
fewer than twenty characters are required, right-justify, filling 
the remaining positions with blanks ~ 

Enter blanks. 

REQUIRED. All records submitted in this program must be a 
fixed length of 420 positions. You must allow for all payment 
amounts and for those not used you will enter zeros ~ For 
example: If position 22 of the Payer/Transmitter "A" Record 
is "7" (for 1099-PATR) and positions 23-31 are 
"247bbbbbb", this indicates that you will be reporting 3 actual 
payment amounts in all of the following Payee "B" Records. 
Payment Amount 1 will be all "0" (zeros), Payment Amount 
2 will represent Nonpatronage distributions, Payment Amount 
3 will be all "0" (zeros), Payment Amount 4 will represent 
Federal income tax withheld, Payment Amounts 5 and 6 will 
be all "0" (zeros), Payment Amount 7 will represent Energy 
investment credit, and Payment Amounts 8 and 9 will be all "0" (zeros) ~ Each payment field must contain 10 numeric 
characters or 9 numeric characters and a sign if using signed 
fields (see NOTE 1). 
Each payment amount must be entered in U. S. dollars and 
cents. Do not enter dollar signs, commas, decimal points, or 
NEGATIVE PAYMENTS (except those items that reflect a 
loss on Form 1099-B). Positive and negative amounts are 
indicated by placing a "+" or "—" (minus sign) in the left 
most position of the amount field. If a plus or minus sign is 
not used, the number will be assumed to be positive. Payment 
amounts MUST be. right-justified and unused positions MUST 
be zero filled. Federal income tax withheld is not reported as a 
negative amount for any form. 
NOTE 1: If any one payment amount exceeds "9999999999" 
(dollars and cents), as many SEPARATE Payee "B" Records 
as necessary to contain the total amount MUST be submitted 
for the Payee. 
NOTE 2: If you file 1099-MISC, and you are reporting a 
Direct Sale of $5, 000 or more, enter 0000000100 in Payment 
Amount 9. This will not represent an actual money amount; 
this is an indicator of direct sales. (Refer to Part B, Sec. 2, 
NOTE 3, of the Amount Indicators, Form 1099-MISC, for 
clarification. ) 

51-60 

61-70 

71-80 

81-90 

91-100 

101-110 

111-120 

Payment 
Amount I 

Payment 
Amount 2 

Payment 
Amount 3 

Payment 
Amount 4 

Payment 
Amount 5 

Payment 
Amount 6 

Payment 
Amount 7 

10 

10 

10 

10 

10 

10 

10 

The amount reported 
Amount Code 1 in the 

The amount reported 
Amount Code 2 in the 

The amount reported 
Amount Code 3 in the 

The amount reported 
Amount Code 4 in the 

The amount reported 
Amount Code 5 in the 

The amount reported 
Amount Code 6 in the 

The amount reported 
Amount Code 7 in the 

in this field represents payments for 
Payer/Transmitter "A" Record. 
in this field represents payments for 

Payer/Transmitter "A" Record. 
in this field represents payments for 

Payer/Transmitter "A" Record. 
in this field represents payments for 

Payer/Transmitter "A" Record. 
in this field represents payments for 

Payer/Transmitter "A" Record. 
in this field represents payments for 

Payer/Transmitter "A" Record. 
in this field represents payments for 

Payer/Transmitter "A" Record. 
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RECORD NAME: PAYEE "B" RECORD — Continued 

Diskette 
Position 

121-130 

131-140 

141-160 

161 

162-201 

202-241 

Field Title 

Payment 
Amount 8 

Payment 
Amount 9 

Blank 

Foreign 
Country 
Indicator 

First Payee 
Name Line 

Second Payee 
Name Line 

Length 

10 

10 

20 

40 

40 

Description and Remarks 

The amount reported in this field represents payments for 
Amount Code 8 in the Payer/Transmitter "A" Recorcl. 

The amount reported in this field represents payments for 
Amount Code 9 in the Payer/Transmitter "A" Record. 

Enter blanks. 

REQUIRED. If the payee address is in a foreign country, 
enter a "I" in this field. This will allow you to use any format 
for the Payee Address, City, State and ZIP Code. Address 
information must not appear in the First or Second Payee 
Name Lines. You may choose to use the foreign country codes 
provided in Part A, Sec. 14; however, the U. S. Postal Service 
will not recognize these foreign codes for mailing purposes. 

If the address for the payee is a U. S. address, you must enter 
a blank in this field. The free address format may only be 
used for foreign addresses. For U. S. addresses, you must use 
the U. S. Postal Service state abbreviations in diskette "B" 
Record positions 311 and 312. These abbreviations are pro- 
vided in Part A, Sec. 14. 

REQUIRED. The First Payee Name Line will always appear in 
positions 162-201. Do not enter address information in this 
field. Enter the name of the payee (preferably surname first) 
whose Taxpayer Identification Number appears in positions 
15-23 above. If fewer than 40 characters are required, 
left-justify and fill unused positions with blanks. If more space 
is required for the name, utilize the Second Payee Name Line 
field below. If there are multiple payees, only the name of the 
payee whose Taxpayer Identification Number has been pro- 
vided can be entered in this field. The names of the other 
payees should be entered in the Second Payee Name Line field. 
NOTE: WHEN REPORTING FORM I098, "MORTGAGE 
INTEREST STA TEMENT, " THE "A" RECORD WILL 
REFLECT THE NAME OF THE RECIPIENT OF THE 
INTEREST. THE "B" RECORD WILL REFLECT THE 
INDIVIDUAL PA YING THE INTERES T AND THE 
AMOUNT PAID. 

If the payee name requires more space than is available in the 
First Payee Name Line, enter only the remaining portion of 
the name in this field. If there are multiple payees (e. g. , 
partners or joint owners), this field may be used for those 
payees' names who are not associated with the Taxpayer 
Identification Number provided in positions 15-23 above. Do 
not enter address information in this field. Left-justify and fill 
unused positions with blanks. FILL WITH BLANKS IF NO 
ENTRIES ARE PRESENT FOR THIS FIELD. 

242-281 

282-310 

Payee Mailing 
Address 

Payee City 

40 

29 

REQUIRED. Enter mailing address of payee. Left-justify and 
fill unused positions with blanks. The address MUST be 
present. This field MUST NOT contain any data other than 
the payee's mailing address. 

REQUIRED. Enter the city, left-justified and fill the unused 
positions with blanks. Do not enter state and ZIP Code 
information in this field. 
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Diskette 
Position 

311-312 

313-321 

Field Title 

Payee State 

Payee ZIP 
Code 

RECORD NAME: PAYEE "B" RECORD — Continued 

Length Description and Remarks 

REQUIRED. Enter the abbreviation for the state or foreign 
country (if you have chosen to use the foreign country 
abbreviations) as shown in Part A, Sec. 14. You MUST use 

valid U. S. Postal Service stale abbreviations for U. S. ad- 
dresses; however, you are not required to use the foreign 
country codes. Refer to Part A, Sec. 14 for more information. 
Use this field for state or country abbreviations only. If the 
code used is for a foreign country, insert a "1" in position 
"161" of the Foreign Country Indicator field. If the code used 
is for a state, enter a blank in position "161". 
REQUIRED. Enter the valid 9 digit ZIP Code assigned by the 
U. S. Postal Service. If only the first 5 digits are known, 
left-justify and fill the unused positions with blanks. Use this 
field for the ZIP Code only. For foreign countries, alpha 
characters are acceptable as long as you have entered a "1" in 

position "161" of the Foreign Country Indicator field. 

THE FOLLOWING FIELD DEFINITIONS DESCRIBE PAYEE "B" RECORD POSITIONS FOLLOWING THE 
PAYEE ZIP CODE FOR EITHER (1) FORMS 1098, 1099-DIV, 1099-G, 1099-INT, 1099-MISC, 1099-PATR, 
1099-R and 5498 OR (2) FORM 1099-A OR (3) FORM 1099-B OR (4) FORM 1099-OID, OR (5) FORM W-2G. 

(1) FORMS 1098, 1099-DIV, 1099-G, 1099-INT, 1099-MISC, 1099-PATR, 1099-R, and 5498 
NEXT FIELD AFTER PAYEE ZIP CODE: 

322-349 

350-416 

417-418 

419-420 

Blank 

Special Data 
Entries 

State Code 

Blank 

28 Enter blanks. 

67 This portion of the Payee "B" Record may be used to record 
information for state or local government reporting or for the 
filer's own purposes. Payers should contact their state or local 
revenue departments for their filing requirements. If this field 
is not utilized, ENTER BLANKS. 

If this payee record is to be forwarded to a state agency as 
part of the Combined Federal/State Filing Program, enter the 
valid state code from Part A, Sec. 12. 10. For those filers or 
states NOT participating in this program or for Form 1098, 
ENTER BLANKS. 

Enter blanks. This field may also be used for carriage 
return/line feed characters. 

PAYEE "B" RECORD — RECORD LAYOUT 

fQRMS 1098, 1099-DIV, 1099-G, 1099-INT, 1099-MISC. , 1099-PATR, 1099-R, and 5498 

RECORD 
TYPE 

DOCUMENT 
PAYMENT SPECIFIC 

YEAR CODE 

BLANK OR 
CORRECTED 

RETURN 
BLANK INDICATOR 

NAME 
CONTROL* BLANK 

TYPE TAXPAYER 
OF IDENTIFICATION 

TIN* NUMBER* 

I 2-3 4-5 6 7 8-11 12-13 14 15-23 

PAYER'S 
ACCOUNT 

NUMBER FOR 
PAYEE* BLANK 

PAYMENT 
AMOUNT I 

PAYMENT 
AMOUNT 2 

PAYMENT 
AMOUNT 3 

PAYMENT 
AMOUNT 4 

24-43 44-50 51-60 61-70 71-80 81-90 
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PAYEE "B" RECORD — RECORD LAYOUT — Continued 

PAYMENT PAYMENT PAYMENT PAYMENT PAYMENT 
AMOUNT 5 AMOUNT 6 AMOUNT 7 AMOUNT 8 AMOUNT 9 BLANK 

91-100 101-110 111-120 121-130 131-140 141-160 

FOREIGN 
COUNTRY 

INDICATOR 

FIRST 
PAYEE NAME 

LINE* 

SECOND 
PAYEE NAME 

LINE* 

PAYEE 
MAILING 

ADDRESS~ 
PAYEE 
CITY* 

PAYEE 
STATE* 

PAYEE 
ZIP CODE* 

161 162-201 202-241 242-281 282-310 311-312 313-321 

BLANK 

SPECIAL 
DATA 

ENTRIES 
STATE 
CODE BLANK 

322-349 350-416 417-418 419-420 

*When reporting Form 1098, "Mortgage Interest Statement, " the "B" record will reflect the individual paying the 
interest and the amount paid. 

RECORD NAME: PAYEE "B" RECORD — Continued 

Diskette 
Position Field Title Length Description and Remarks 

(2) FORM 1099-A (For detailed explanations of the following fields see the 1987 "Instructions for Forms 1099, 1098, 
5498, 1096, and W-2G, " included in your reporting packages. ) 

NEXT FIELD AFTER PAYEE ZIP CODE: 
322-349 Blank 28 Enter blanks. 

350-372 

373-378 

379 

Special Data 
Entries 

Lender's 
Date of 
Acquisition 
or Knowledge 
of Abandonment 

Liability 
Indicator 

23 This portion of the payee "B" Record may be used to record 
information for state or local government reporting or for the 
filer's own purposes. Payers should contact their state or local 
revenue departments for their filing requirements. If this field 
is not utilized, ENTER BLANKS. 

REQUIRED FOR FORMS 1099-A ONLY. Enter the date of 
your acquisition of the secured property or the date you first 
knew or had reason to know that the property was abandoned, 
in the format MMDDYY. DO NOT ENTER HYPHENS OR 
SLASHES. 

REQUIRED FOR FORM 1099-A ONLY. Enter the appropri- 
ate indicator from the table below: 

Indicator 
I 

Blank 

Usage 
Borrower is personally liable for repayment 
of the debt. 
Borrower is not liable for repayment of the 
debt. 

380-416 Description 37 REQUIRED FOR FORM 1099-A ONL Y. Enter a brief 
description of the property. For example, for real property, 
enter the address, or if the address does not sufficiently 
identify the property, enter the section, lot and block. For 
personal property, enter the type, make, and model {e. g. , 
Car-1987 Buick Regal or Office Equipment, etc. ). If fewer 
than 37 positions are required, left justify and fill unused 
positions with blanks. 
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Diskette 
Position 

417-418 

419-420 

Field Title 

Blank 

Blank 

RECORD NAME: PAYEE "B" RECORD — Continued 

Length Description and Remarks 

2 Enter Blanks. 

Enter blanks. This field may also be used for carriage 
return/line feed characters. 

PAYEE "B" RECORD — RECORD LAYOUT FORM 1099-A 

RECORD PAYMENT 
TYPE YEAR BLANK 

BLANK OR 
CORRECTED 

RETURN 
INDICATOR 

NAME 
CONTROL BLANK 

TYPE 
OF 
TIN 

TAXPAYER 
IDENTIFICATION 

NUMBER 

I 2-3 4-6 7 8-11 12-13 14 15-23 

PAYER'S 
ACCOUNT 

NUMBER FOR 
PAYEE' BLANK 

PAYMENT 
AMOUNT I 

PAYMENT 
AMOUNT 2 

PAYMENT 
AMOUNT 3 

PAYMENT 
AMOUNT 4 

24-43 44-50 51-60 61-70 71-80 81-90 

PAYMENT PAYMENT PAYMENT PAYMENT PAYMENT 
AMOUNT 5 AMOUNT 6 AMOUNT 7 AMOUNT 8 AMOUNT 9 BLANK 

91-100 101-110 111-120 121-130 131-140 141-160 

FOREIGN 
COUNTRY 

INDICATOR 

FIRST 
PAYEE NAME 

LINE 

SECOND 
PAYEE NAME 

LINE 

PAYEE 
MAILING 
ADDRESS 

PAYEE 
CITY 

PAYEE 
STATE 

PAYEE 
ZIP CODE 

161 162-201 202-241 242-281 282-310 311-312 313-321 

BLANK 

SPECIAL 
DATA 

ENTRIES 

LENDER'S 
DATE OF 

AQU IS ITION OR 
ABANDONMENT 

L I ABILITY 
INDICATOR DESCRIPTION BLANK 

322-349 350-372 373-378 379 380-416 417-420 

RECORD NAME: PAYEE "B" RECORD — Continued 

Diskette 
Position Field Title Length Description and Remarks 

(3) FORM 1099-B (For detailed explanations of the following fields see the 1987 "Instructions for Forms 1099, 1098, 
5498, 1096, and W-2G, " and 1987 "Instructions for Reporting Real Estate Transactions on Form 1099-B". ) 

NEXT FIELD AFTER PAYEE ZIP CODE: 

322-349 Blank 28 Enter blanks. 

350-367 Special Data 
Entries 

18 This portion of the Payee "B" Record may be used to record 
information for state or local government reporting or for the 
filer's own purposes. Payers should contact their state or local 
revenue departments for their filing requirements. If this field 
is not utilized, ENTER BLANKS. 
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RECORD NAME: PAYEE "B" RECORD — Continued 

Diskette 
Position 

368 

Field Title 

Principal 
Residence 
Indicator 

Length Description and Remarks 

For real estate transactions reported on Form 1099-B only. 
The use of this field is not required. If it is not used, enter 
blanks. Enter appropriate indicator from table below: 

Indicator Usage 
P Principal residence 
blank Other real estate 

369 Date of Sale 
Indicator 

REQUIRED FOR FORM 1099-B ONLY. Enter the appropri- 
ate indicator from the table below; 

Indi cator 
S 
blank 

Usage 
Date of Sale is the actual settlement date 
Date of Sale is the trade date or this is an 
aggregate transaction 

370-375 

376-390 

391-416 

417-418 

419-420 

Date of 
Sale/Closing 

CUSIP NUMBER 

Description 

Blank 

Blank 

15 

26 

REQUIRED FOR FORM 1099-B ONLY. Enter the trade date 
or the actual settlement date of the transaction in the format 
MMDDYY. Enter blanks if this is an aggregate transaction. 
DO NOT ENTER HYPHENS OR SLASHES. For real estate 
transactions, enter the date of closing. 

REQUIRED FOR FORM 1099-B ONLY. Enter the CUSIP 
(Committee on Uniform Security Identification Procedures) 
number of the items reported for Amount Indicator "2" 
(Stocks, bonds, etc. ). Enter blanks if this is an aggregate 
transaction. Enter "0" (zeros) if the number is not available. 
For CUSIP numbers with less than 15 characters, right-justify 
and fill the remaining positions with blanks. 

REQUIRED FOR FORM 1099-B ONL Y. Enter a brief 
description of the item or services for which the proceeds are 
being reported. If fewer than 26 characters are required, 
left-justify and fill unused positions with blanks. For regulated 
futures contracts, enter "RFC" and any amount subject to 
backup withholding. Enter blanks if this is an aggregate 
transaction. For real estate transactions, if you are reporting a 
refinancing, although you are not required to report it, enter 
"Refinancing". 

Enter blanks. 

Enter blanks. This field may also be used for carriage 
return/line feed characters. 

PAYEE "B" RECORD — RECORD LAYOUT 
FORM 1099-B 

RECORD PAYMENT 
TYPE YEAR BLANK 

BLANK OR 
CORRECTED 

RETURN 
INDICATOR 

NAME 
CONTROL BLANK 

TYPE 
OF 
TIN 

TAXPAYER 
IDENTIFICATION 

NUMBER 

I 2-3 4-6 7 8-11 12-13 14 15-23 

PAYER'S 
ACCOUNT 

NUMBER FOR 
PAYEE BLANK 

44-50 24-43 
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PAYMENT 
AMOUNT 1 

51-60 

PAYMENT 
AMOUNT 2 

PAYMENT 
AMOUNT 3 

PAYMENT 
AMOUNT 4 

61-70 71-80 81-90 



PAYEE "B" RECORD — RECORD LAYOUT — Continued 

PAYMENT 
AMOUNT 5 

PAYMENT 
AMOUNT 6 

PAYMENT 
AMOUNT 7 

PAYMENT 
AMOUNT 8 

PAYMENT 
AMOUNT 9 BLANK 

111-120 121-130 131-140 141-160 

FOREIGN FIRST 
COUNTRY PAYEE NAME 

INDICATOR LINE 

SECOND 
PAYEE NAME 

LINE 

PAYEE 
MAILING 
ADDRESS 

PAYEE 
CITY 

PAYEE 
STATE 

PAYEE 
ZIP CODE 

161 162-201 202-241 242-281 282-310 311-312 313-321 

BLANK 
SPECIAL 

DATA 
ENTRIES 

PRINCIPAL 
RESIDENCE 
INDICATOR 

DATE 
OF SALE 

INDICATOR 

DATE 
OF SALE/ 
CLOSING 

CUSIP 
NUMBER 

322-349 350-367 368 369 370-375 376-390 

DESCRIPTION BLANK 

391-416 417-420 

Diskette 
Position Field Title 

RECORD NAME: PAYEE "B" RECORD — Continued 

Length Description and Remarks 

(4) FORM 1099-OID (For detailed explanations of the following fields see the 1987 "Instructions for Forms 1099, 
1098, 5498, 1096, and W-2G, " included in your reporting package. 

NEXT FIELD AFTER PAYEE ZIP CODE: 
322-349 

350-390 
Blank 

Special Data 
Entries 

28 Enter blanks. 

41 This portion of the payee "B" Record may be used to record 
information for state or local government reporting or for the 
filer's own purposes. Payers should contact their state or local 
revenue departments for their filing requirements. If this field 
is not utilized, ENTER BLANKS. 

391-416 

417-418 

419-420 

Description 

State Code 

Blank 

26 REQUIRED FOR FORM 1099-OID ONLY. Enter a brief 
description of the item or services for which the proceeds are 
being reported. If fewer than 26 characters are required, 
left-justify and fill unused positions with blanks. 

If this payee record is to be forwarded to a state agency as 
part of the Combined Federal/State Filing Program, enter the 
valid state code from Part A, Sec. 12. 10. For those filers or 
states NOT participating in this program, ENTER BLANKS. 

Enter Blanks. This field may also be used for carriage 
return/line feed characters. 
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PAYEE "B" RECORD — RECORD LAYOUT 
FORM 1099-OI D 

RECORD 
TYPE 

PAYMENT 
YEAR BLANK 

BLANK OR 
CORRECTED TYPE 

RETURN NAME OF 
INDICATOR CONTROL BLANK TIN 

TAXPAYER 
I DENTIFI CATION 

NUMBER 

I 2-3 4-6 7 8-11 12-13 14 15-23 

PAYER'S 
ACCOUNT 

NUMBER FOR 
PAYEE 

24-43 

BLANK 

44-50 

PAYMENT 
AMOUNT 1 

51-60 

PAYMENT 
AMOUNT 2 

61-70 

PAYMENT 
AMOUNT 3 

71-80 

PAYMENT 
AMOUNT 4 

81-90 

PAYMENT 
AMOUNT 5 

PAYMENT PAYMENT PAYMENT PAYMENT 
AMOUNT 6 AMOUNT 7 AMOUNT 8 AMOUNT 9 BLANK 

91-100 101-110 111-120 121-130 131-140 141-160 

FOREIGN 
COUNTRY 

INDICATOR 

FIRST 
PAYEE NAME 

LINE 

SECOND 
PAYEE NAME 

LINE 

PAYEE 
MAILING 
ADDRESS 

PAYEE 
CITY 

PAYEE 
STATE 

PAYEE 
ZIP CODE 

161 162-201 202-241 242-281 282-310 311-312 313-321 

BLANK SPECIAL 
DATA 

ENTRIES 

DESCRIPTION STATE 
CODE 

BLANK 

322-349 350-390 391-416 417-418 419-420 

RECORD NAME: PAYEE "B" RECORD — Continued 

Diskette 
Position Field Title Length Description and Remarks 

(5) FORM W-2G (For detailed explanations of the following fields see the 1987 "Instructions for Forms 1099, 1098, 
5498, 1096, and W-2G, " included in your reporting packages. ) 

NEXT FIELD AFTER PAYEE ZIP CODE: 

322-352 

353-358 

359-373 

Blank 

Date Won 

Transaction 

31 

15 

Enter blanks. 

REQUIRED FOR FORM W'-2G ONLY. Enter the date of the 
winning event in MMDDYY format. This is not the date the 
money was paid, if paid after the date of the race (or game). 
DO NOT ENTER HYPHENS OR SLASHES. 

REQUIRED FOR FORM lY-2G ONLY. If applicable, the 
ticket number, card number (and color, if applicable), machine 
serial number or any other information that will help identify 
the winning transaction. If no entry, enter blanks. Not 
applicable for horse and dog racing, jai-alai, and certain other 
wagering transactions, sweepstakes, wagering pools, and cer- 
tain lotteries. 
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Diskette 
Position 

374-378 

379-383 

384-388 

Field Title 

Race 

Cashier 

Window 

RECORD NAME: PAYEE "B" RECORD — Continued 

Length Description and Remarks 

REQUIRED FOR FORM W-2G ONLY. The race (or game) 
applicable to the winning ticket. If no entry, enter blanks. 

REQUIRED FOR FORM W-2G ONLY. If applicable, the 
initials of the cashier and/or the window number making the 
winning payment. If no entry, enter blanks. 

REQUIRED FOR FORM W-2G ONLY. If applicable, the 
location of the person paying the winnings. If no entry, enter 
blanks. 

389-403 

404-418 

419-420 

First ID 

Second ID 

Blank 

15 

15 

REQUIRED FOR FORM W-2G ONLY. If applicable, the 
first identification number of the person receiving the win- 

nings. If no entry, enter blanks. 

REQUIRED FOR FORM W-2G ONL Y. If applicable, the 
second identification number of the person receiving the 
winnings. If no entry, enter blanks. 

Enter Blanks. This field may also be used for carriage 
return/line feed characters. 

PAYEE "B" RECORD — RECORD LAYOUT 
FORM W-2G 

RECORD 
TYPE 

PAYMENT 
YEAR 

DOCUMENT 
SPECIFIC 

CODE BLANK 

BLANK OR 
CORRECTED 

RETURN 
INDICATOR 

NAME 
CONTROL 

TYPE 
OF 

BLANK TIN 

I 2-3 4 5-6 8-11 12-13 14 

TAXPAYER 
IDENTIFICATION 

NUMBER 

15-23 

PAYER'S 
ACCOUNT 

NUMBER FOR 
PAYEE 

24-43 

BLANK 

44-50 

PAYMENT 
AMOUNT I 

51-60 

PAYMENT 
AMOUNT 2 

61-70 

PAYMENT 
AMOUNT 3 

71-80 

PAYMENT PAYMENT PAYMENT PAYMENT 
AMOUNT 4 AMOUNT 5 AMOUNT 6 AMOUNT 7 

PAYMENT PAYMENT 
AMOUNT 8 AMOUNT 9 BLANK 

81-90 91-100 101-110 111-120 121-130 131-140 141-160 

FOREIGN 
COUNTRY 

INDICATOR 

FIRST 
PAYEE NAME 

LINE 

SECOND 
PAYEE NAME 

LINE 

PAYEE 
MAILING 
ADDRESS 

PAYEE 
CITY 

PAYEE 
STATE 

PAYEE 
ZIP CODE 

161 162-201 202-241 242-281 282-310 311-312 313-321 

BLANK DATE WON TRANSACTION RACE CASHIER 

322-352 353-358 359-373 374-378 379-383 

WINDOW 

384-388 

FIRST 
ID 

389-403 

SECOND 
ID 

404-418 

BLANK 

419-420 
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SEC. 5. END OF PAYER "C" 
RECORD 

. 01 THE "C" RECORD IS A 
FIXED RECORD LENGTH OF 420 
POSITIONS, The Control Total 
fields are each 15 positions in length. 

. 02 The End of Payer "C" Record 
is a summary for a type of return for 
a given payer. 

. 03 The "C" Record will contain 
the total number of payees and the 
totals of the payment amount fields 
filed by a given payer. The "C" 
Record must be written after the last 

Payee "B" Record for each type of 
return for a given payer. For each 
"A" Record and group of "B" 
Records on the file, there must be a 
corresponding "C" Record. 

. 04 In developing the "C" Record, 
for example, if you used Amount 
Codes 1, 3 and 6 in the "A" Record, 
the totals from the "B" Records will 

appear in Control Totals I, 3 and 6 
of the "C" Record. In this example, 
positions 26-40, 56-85, and 101-145 
would be zero filled. Positions 
146-420 would be blank filled. 

. 05 Carriage return/line feed char- 
acters (cr/lf) may be placed in posi- 
tions 419 and 420 of the 
Record. 

. 06 Payers/Transmitters must 
ify the accuracy of the totals i«he 

Record and must enter the 
totals on the transmittal, Form 4804, 
4802 or computer generated substi- 
tute, which will accompany the ship- 
ment. The lines used on Forms 4804 
and 4802 to record payment amounts 
correspond with the Amount Codes 
used in the "A" Record. 

RECORD NAME: END OF PAYER "C" RECORD 

Diskette 
Position Field Title Length Description and Remarks 

2-7 

8-10 

Record Type 

Number of 
Payees 

Blank 

1 REQUIRED. Enter "C". 
REQUIRED. Enter the total number of Payee "B" Records 
covered by the preceding Payer/Transmitter "A" Record. 
Right-justify and zero fill. 

3 Enter blanks. 

REQUIRED, If any corresponding Payment Amount fields are present in the Payee "B" Records, accumulate into 
the appropriate Control Total fields. RIGHT JUSTIFY AND ZERO FILL UNUSED CONTROL TOTAL FIELDS. 
Positive and negative amounts are indicated by placing a "+" or "—" (minus sign) in the left most position of the 
amount field. If a plus or minus sign is not used, the number will be assumed to be positive. Please note that all 
Control Total fields are 15 positions in length. 

11-25 

26-40 

41-55 

56-70 

71-85 

86-100 

101-115 

116-130 

131-145 

146-420 

Control 
Total 1 

Control 
Total 2 

Control 
Total 3 

Control 
Total 4 

Control 
Total 5 

Control 
Total 6 

Control 
Total 7 

Control 
Total 8 

Control 
Total 9 

Blank 

15 

15 

15 

15 

15 

15 

15 

15 

15 

275 Enter blanks. Positions 419 and 420 may be used to contain 
the carriage return/line feed characters. 

END OF PAYER "C" RECORD — RECORD LAYOUT 

RECORD NUMBER OF 
TYPE PAYEES BLANK 

CONTROL 
TOTAL 1 

CONTROL 
TOTAL 2 

CONTROL CONTROL 
TOTAL 3 TOTAL 4 

2-7 
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END OF PAYER "C" RECORD — RFCORD LAYOUT — Conttnued 

CONTROL 
TOTAL 5 

CONTROL 
TOTAL 6 

CONTROL 
TOTAL 7 

CONTROL 
TOTAL 8 

CONTROL 
TOTAL 9 BLANK 

71-85 86-100 101-115 »6-130 I»-145 

SEC. 6. STATE TOTALS "K" 
RECORD 

. 01 THE "K" RECORD IS A 
FIXED RECORD LENGTH OF 420 
POSITIONS. The Control Total 
fields are each 15 positions in length. 

. 02 The State Totals "K" Record 
is a summary for a given payer and a 
given state in the Combined Fed- 
eral/State Filing Program, used 
ONLY when state reporting approval 

has been granted. ALL RECORDS 
ARE A FIXED LENGTH OF 420 
POSITIONS. 

. 03 The "K" Record will contain 
the total number of payees and the 
totals of the payment amount fields 
filed by a given payer for a given 
state. The "K" Record(s) must be 
written after the "C" Record for the 
related "A" Record. 

. 04 There MUST be a separate "K" Record for each state being 
reported. 

. 05 Refer to Part A, Sec. 12 for 
the requirements and conditions that 
MUST be met to file on this pro- 
gram. 

. 06 Carriage return/line feed char- 
acters (cr/lf) may be placed in posi- 
tions 419 and 420 of the "K" 
Record. 

RECORD NAME: STATE TOTALS "K" RECORD 

Diskette 
Position 

2-7 

8-10 

Field Title 

Record Type 

Number of 
Payees 

Blank 

Length Description and Remarks 

1 REQUIRED. Enter "K". 
REQUIRED. Enter the total number of Payee "B" Records 
being coded for this state. Right-justify and zero fill. 

3 Enter blanks. 

15 

41-55 

56-70 

71-85 

86-100 

101-115 

116-130 

131-145 

REQUIRED. If any corresponding Payment Amount fields are present in the Payee "B" Records, accumulate into 
the appropriate Control Total fields. RIGHT JUSTIFY AND ZERO FILL UNUSED CONTROL TOTAL FIELDS. 
Positive and negative amounts are indicated by placing a "+" or "—" (minus sign) in the left most position of the 
amount field. If a plus or minus sign is not used, the number will be assumed to be positive. Please note that all 
Control Total fields are 15 positions in length. 

11-25 Control 15 
Total 1 

Control 
Total 2 

Control 15 
Total 3 

Control 15 
Total 4 

Control 15 
Total 5 

Control 15 
Total 6 

Control 15 
Total 7 

Control 15 
Total 8 

Control 15 
Total 9 

146-416 

417-418 

419-420 

Reserved 

State Code 

Blank 

271 Reserved for IRS use. Enter blanks. 

REQUIRED. Enter the code assigned to the state which is to 
receive the information. Refer to Part A, Sec. 12. 10. 

Enter blanks. This field may also be used to contain carriage 
return/line feed characters. 
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STATE TOTALS "K" RECORD — RECORD LAYOUT 

RECORD NUMBER OF 
TYPE PAYEES 

CONTROL CONTROL CONTROL CONTR L 
BI. ANK TOTAL I TOTAL 2 TOTAL 3 TOTAL 4 

I 2-7 8-10 11-25 26-40 41-55 56-70 

CONTROL CONTROL CONTROL CONTROL CONTROL STATE 
TOTAL 5 TOTAL 6 TOTAL 7 TOTAL 8 TOTAL 9 RESERVED CODE BLANK 

71-85 86-100 101-115 116-130 131-145 146-416 417-418 419-420 

SEC. 7. END OF TRANSMISSION "F" RECORD 

01 THE "F" RECORD IS A FIXED RECORD LENGTH OF 420 POSITIONS. The "F" Record is a summary 
of the number of payers and diskettes in the entire file. 

. 02 This record should be written after the last "C" Record (or "K" Record, when applicable) of the entire file. 

. 03 Carriage return/line feed characters (cr/lf) may be placed in positions 419 and 420 of the "F" Record. 

RECORD NAME: END OF TRANSMISSION "F" RECORD 

Diskette 
Position 

2-5 

6-8 

Field Title 

Record Type 

Number of 
"A" Records 

Number of 
Diskettes 

Length Description and Remarks 

I REQUIRED. Enter "F". 
You may enter the total number of Payer/Transmitter "A" 
Records in this transmission. Right-justify and zero fill or 
enter all zeros. 

You may enter the total number of diskettes in this transmis- 
sion. Right-justify and zero fill or enter all zeros. 

9-30 

31-420 
Zeros 

Blank 

22 

390 

Enter zeros. 

Enter blanks. Positions 419 and 420 may be used to contain 
carriage return/line feed characters. 

END OF TRANSMISSION "F" RECORD LAYOUT 

RECORD NUMBER OF NUMBER OF 
TYPE "A" RECORDS DISKETTES ZEROS BLANK 

2-5 6-8 9-30 31-420 

26 CFR 60l. 20I: Rulings and determination 
letters. 

Ruling, Revenue Procedure, Regula- 
tions Or Otherwise. " health plan under section 105 of the 

Code. 

Rev. Proc. 87-46 

SECTION 1. BACKGROUND 

Rev. Proc. 87-3, 1987-1 C. B. 523, 
sets forth areas in which advance 
rulings or determination letters will 

not be issued by the Internal Revenue 
Service. Section 5 of Rev. Proc. 87-3 
is entitled "Area Under Extensive 
Study In Which Rulings Or Determi- 
nation Letters Will Not Be Issued 
Until The Service Resolves The Issue 
Through Publication Of A Revenue 

SEC. 2 PROCEDURE 

Rev. Proc. 87-3 is hereby ampli- 
fied by adding to section 5 the 
following new section: 

Section 105. — Amounts Received 
Under Accident and Health Plans. — 
Whether a medical reimbursement 
plan, funded by employer contribu- 
tions, containing a provision allowing 
unused amounts to be carried over 
and accumulated in an employee's 
account qualifies as an accident and 

SEC. 3. EFFECTIVE DATE 

This revenue procedure will apply 
to all ruling requests on hand in the 
National Of fice on September 8, 
1987, the date of publication of this 
revenue procedure in the Internal 
Revenue Bulletin, as well as to re- 
quests received thereafter. 

SEC. 4. EFFECT ON OTHER 
REVENUE PROCEDURES 

Rev. Proc, 87-3 is amplified. 
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26 CFR 601. 602: Tax forms and instructions. 
(A Iso Part I, Sections 3402, 6001, 6361; 
3). 3402(bj — I, 31. 3402(f)(5)- I, 3). 3402(h)(4) — I, 
31. 3402(p)-I, 31. 6001-5 ) 

Rev. Proc. 87-47 

CONTENTS 

PART A. GENERAL 

SECTION 1. PURPOSE 
SECTION 2. NATU RE OF 

CHANGES 
SECTION 3. APPLICATION 

FOR MAGNETIC MEDIA RE- 
PORTING 

SECTION 4. FILING DATES 
SECTION 5. FILING OF MAG- 

NETIC MEDIA REPORTS 
SECTION 6. PROCESSING OF 

MAGNETIC MEDIA RE- 
TURNS 

SECTION 7. EFFECT ON PA- 
PER DOCUMENTS 

SECTION 8. ADDITIONAL IN- 

FORMATIONN 

SECTION 9. DEFINITION OF 
TERMS 

PART B. MAGNETIC TAPE 
SPECIFICATIONS 

SECTION 1. GENERAL 
SECTION 2. LABEL CONVEN- 

TIONS 
SECTION 3. RECORD LENGTH 

AND BLOCKING 
SECTION 4. EFFECT ON 

OTHER DOCUMENTS 
SECTION 5. CALENDAR 

PART A. — GENERAL 

SECTION 1. PURPOSE 

. 01 The purpose of this revenue 

procedure is to update Rev. Proc. 
86-13, 1986-1 C. B. 535, (IRS Pub. 
1245), which outlines the require- 

ments and conditions for submitting 
certain Forms W-4, Employee's 
Withholding Allowance Certificate, 
on magnetic tape to the Internal 

Revenue Service (IRS), National 
Computer Center (NCC). It also 

makes certain other changes based on 

new requirements contained in The 

Tax Reform Act of 1986. 
. 02 Employers may submit all in- 

formation on magnetic tape; or a 

combination of tape records and pa- 

per documents is acceptable, pro- 
vided there is no duplication or omis- 

sion of documents. 

. 03 Employers are required to re- 

ceive a new Form W-4 or Form 
W-4A from all employees before 
October I, 1987. 

. 04 Employers are required to send 

to IRS quarterly copies of all Forms 
W-4 received during the quarter 
from employees still employed at the 
end of the quarter who claim the 
following: 

(a) More than ten (10) withholding 
allowances, or 

(b) Exempt status and are expected 
to earn more than $200 a week. 

Employers are not required to send 

any others unless notified by IRS in 

writing to do so. Employers are 
required also to notify certain em- 

ployees not having income tax with- 

held that they may be eligible for a 
tax refund because of the Earned 
Income Credit (EIC) since the 
amount of EIC that exceeds the tax 
liability is refunded. Employers can 
notify these employees by giving 
them Notice 797 with their Forms 
W-2s (or within I week before or 
after giving the W-2). 

SEC. 2. NATURE OF CHANGES 

. 01 There are two major changes 
in the lengths of tape fields; i. e. , 
"Employee Zip Code" is increased 
from 5 to 9 positions and "Allow- 
ances" is increased from 2 to 3 
positions. As a result, all tape posi- 
tions starting at position 142 are 
changed. 

YOUR PROGRAMS MUST BE 
UPDATED TO INCORPORATE 
THESE CHANGES. 

. 02 In Part B, Magnetic Tape 
Specifications, Section 1. General, 
note the changes for the Interrecord 
Gap. Also, see instructions regarding 
use of special characters. 

. 03 The filing requirement for 
Form 4419 is changed from Quarterly 
to Yearly. This does not affect the 
quarterly reporting of the informa- 
tion returns. 

. 04 In Part A, Section 9, General, 
"Definition of Terms" has been 
added. 

. 05 A Calendar which is also in- 
cluded in Circular E has been added 
at the end of this revenue procedure. 

. 06 Other changes are editorial in 
nature only. 

SEC. 3. APPLICATION FOR 
MAGNETIC MEDIA REPORTING 

. 01 Employers or transmitters who 

wish to file on magnetic tape must 
submit a Form 4419, Application for 
Magnetic Media Reporting of Infor- 
mation Returns, (Copy attached at 
the end of this publication. Instruc- 
tions for its completion are on the 
reverse side of the form. ) 

. 02 Magnetic tape returns may nol 
be filed with IRS until authorization 
to file is received. Requests will be 
approved or disapproved within 30 
days of receipt. 

. 03 Only applications of employers 
or transmitters whose tape files meet 
the specifications in Part B, Section 
I, will be approved. 

. 04 In general, once authorization 
to file on magnetic tape has been 
granted, a five-character alpha/nu- 
meric Transmitter Control Code 
(TCC) will be assigned and such 
approval will continue in effect in 
succeeding years provided the re- 
quirements of the current revenue 
procedure are met and there are no 
equipment changes by the employer 
or transmitter. Although a TCC may 
have been already assigned to a 
transmitter from a previous filing of 
information returns other than Form 
W-4, the W-4 program requires a 
separate TCC of its own. This TCC 
must appear on all transmittal forms 
submitted with magnetic media files 
as well as other correspondence. 

. 05 New applications are required 
whenever: 

(a) You have made hardware or 
software changes that would affect 
the characteristics of the magnetic 
media submission, in which case a 
new TCC may be necessary. 

(b) You discontinue filing on mag- 
netic media for a year, in which case 
your TCC may have been reassigned. 
In the past it was necessary to refile 
if you missed one quarter. This re- 
quirement is changed to "yearly". 

(c) You have used a Service 
Agency in the past to prepare your 
files but now have computer equip- 
ment compatible with that of IRS, in 
which case you must request your 
own TCC. 

If any of the above conditions 
apply to you, contact the IRS NCC 
Magnetic Media area for clarification 
at (304) 263-8700, 

SEC. 4. FILING DATES 

Magnetic tape reporting of Forms 
W-4 to IRS must be at least quar- 
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terly (monthly reporting is encour- 
aged) following the quarter ending 
due dates: 

Period Covered 
January 1 thru 

March 31 
April I thru June 30 
July 1 thru 

September 30 
October 1 thru 

December 31 

Due Date 

April 30 
July 31 

October 31 

January 31 

SEC. 5. FILING OF MAGNETIC 
MEDIA REPORTS 

. 01 A Magnetic Tape Reporting 
package (MTR), which includes all 
packaging, shipping, and mailing in- 
structions, and the necessary trans- 
mittals and labels will be mailed to 
approved filers each year. 

. 02 If the employer chooses to file 
paper copies (originals are for your 
records), then a cover letter which 
includes the employer's name, ad- 
dress, employer identification num- 
ber, and the number of Forms W-4 
being submitted, must be sent to the 
service center where Forms 94l are 
filed. The paper copies may also be 
submitted as an attachment to Form 
941. 

If the employer chooses to file on 
magnetic media, then a Form 6466 
Transmittal of Magnetic Tape of 
Form W-4, Employee's Withholding 
Allowance Certificate, must be sent 
to the IRS National Computer Center 
as prescribed in Part A, Section 8. 

NOTE: NCC DOES NOT PRO- 
CESS ANY PAPER RETURNS. PA- 
PER RETURNS MUST BE FILED 
8'ITH THE APPROPRIA TE SER- 
VICE CENTER. 

. 03 The affidavit appearing on 
Form 6466 should be signed by the 
employer(s); however, the transmit- 
ter, service bureau, or disbursing 
agent may sign the affidavit on be- 
half of the employer(s) if all the 
following conditions are met: 

(a) The agent has the authority to 
sign the affidavit under an agency 
agreement (either oral, written, or 
implied) that is valid under the state 
law. 

(b)(i) The agent has the responsi- 
bility (either oral, written, or implied) 
conferred on it by the employer to 
request the Taxpayer Identification 
Numbers (TINs) of employees (or 

others for whom information is being 

reported), or 
(ii) If the return of more than one 

employer is included in a single tape 
submission, covered by a single Form 
6466, each employer has attested by 
affidavit to the transmitter, service 
bureau, paying agent, or disbursing 
agent that the payer has complied 
with the law in attempting to secure 
correct TINs. 

(c) The agent signs the form and 
adds the caption "For: (name of 
employer or other person required to 
file). " 

. 04 Although a duly authorized 
agent signs the affidavit, the em- 

ployer is held responsible for the 
accuracy of Form W-4 contained on 
magnetic tape. 

SEC. 6. PROCESSING OF 
MAGNETIC MEDIA RETURNS 

. 01 THE MAGNETIC TAPE 
SPECIFICATIONS CONTAINED 
IN PART B OF THIS REVENUE 
PROCEDURE MUST BE 
STRICTLY ADHERED TO. If files 
are unprocessable, they will be re- 
turned to you for replacement and 
resubmission of tapes or for submis- 
sion of copies of paper Forms W-4. 
Replacement files must be submitted 
to IRS as soon as possible and 
should be identified as "magnetic 
media replacements" (write, type or 
machine print in upper case letters). 
This identification must also appear 
on the external label of the magnetic 
media shipment. 

. 02 IRS will process the informa- 
tion from the original tapes and will 
return the original tapes to the em- 
ployer. Normally tapes will be re- 
turned either within three months 
after the quarterly due date for sub- 
mission to IRS or within three 
months after actual receipt of accept- 
able tapes, whichever is later. 

. 03 IRS cannot accept any COD 
(Cash-on-Delivery) or Charge-to-IRS 
shipments of reportable tax informa- 
tion that an individual or organiza- 
tion is legally required to submit. Do 
not use special containers because 
IRS cannot guarantee their return. 
When shipping more than one box, 
number the boxes in sequence (Box I 
of 4, 2 of 4, etc. ). Use the shipping 
label, Form 4801, on the outside of 
the shipping container. 

SEC. 7. EFFECT ON PAPER 
DOCUMENTS 

. 01 Magnetic tape reporting to IRS 
ehmmates the need to submit copies 
of paper Forms W-4. However, em- 
ployers must maintain the original 
Forms W-4, either on magnetic me- 
dia or on paper for their records; or 
they must have the ability to recon- 
struct the data for four years. 

. 02 If part of the Forms W-4 are 
reported on magnetic tape and the 
remainder are reported on paper 
copy forms, those paper copy returns 
must be filed on the prescribed forms 
and, as stated earlier in Section 5. 02, 
filed with the appropriate service cen- 
ter. 

SEC. 8. ADDITIONAL 
INFORMATION 

. 01 Effective January I, 1986, all 
magnetic media processing was cen- 
tralized at the IRS National Com- 
puter Center (NCC) in Martinsburg, 
West Virginia. Functions previously 
performed by the magnetic media 
coordinators at the service centers are 
being performed at NCC. 

. 02 All magnetic media files must 
now be submitted to NCC at the 
address shown below. In addition, all 
correspondence and telephone con- 
tacts regarding magnetic media re- 
lated forms, publications, informa- 
tion, and applications for reporting 
on magnetic media must be directed 
to: 

Magnetic Media Reporting 
National Computer Center 
Internal Revenue Service 
P. O. Box 1359 
Marstinburg, WV 25401-1359 

Land carriers use the following ad- 
dress: 

Magnetic Media Reporting 
National Computer Center 
Internal Revenue Service 
Route 9 and Needy Road 
Martinsburg, WV 25401 
The hours of operation are from 

8:30 a. m. to 6 p. m. Eastern Time 
Zone, Monday thru Friday. The tele- 

phone number is (304) 263-8700. 
Requests for paper forms or mate- 

rial related to paper filing should be 
requested by calling the "Forms Only 
Number" listed in the local telephone 
directory under Internal Revenue Ser- 
vice. 
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SEC. 9. DEFINITION OF TERMS 

EMPLOYER 

EMPLOYEES: 

COMMON LAW EMPLOYEES 

STATUTORY EMPLOYEE 

EIN 
File 

Special Character 
SSA 
SSN 
Taxpayer Identification Number (TIN) 
Transmitter 
Transmitter Control Code (TCC) 

Invalid W-4 

Generally, an employer is a person or organization for whom a 

worker performs a service as an employee. The employer usually 

gives the worker the tools and place to work and has the right to fire 

the worker. A person or organization paying wages to a former 

employee after the work ends is also considered an employer. 

People in business for themselves are not employees. For example, 
doctors, lawyers, veterinarians, construction contractors, and others 

in an independent trade in which they offer their services to the 

public are usually not employees. 
Generally, employees can be defined either under common law or 
under special statutes for special purposes: 
Anyone who performs services is an employee if you, as an employer, 
can control what will be done and how it will be done. This is so 
even when you give the employee freedom of action. What matters is 

that you have the legal right to control the method and result of the 
services. 
If someone who works for you is not an employee under the common 
law rules explained above, do not withhold Federal Income tax from 
his or her pay. While the person may not be a common law 

employee, he/she is considered an employee for social security 
purposes. (See Circular E, Employer's Tax Guide for a more 
thorough explanation). 
Denotes a blank position. Enter blank(s) when this symbol is used 
("5 "). This appears throughout the record descriptions. 
Employer Identification Number that has been assigned by IRS. 
For purposes of this procedure, a file consists of all magnetic tape 
records submitted by an employer or transmitter. 
Any character that is not a numeral, a letter or a blank. 
Social Security Administration. 
Social Security Number. 
May be either an EIN or SSN. 
Person or organization preparing magnetic tape file(s). 
A five character alpha/numeric number assigned by IRS to the 
transmitter prior to actual filing on magnetic media. This number is 
inserted in Position 315-319 of your files and must be present before 
the file can be processed. An application Form 4419 must be filed 
with IRS to receive this number. 
Any unauthorized changes or additions to Form W-4 makes it 
invalid. (See Page 7, Circular E, Employer's Tax Guide. ) 

PART B. MAGNETIC TAPE 
SPECIFICATIONS 

SECTION 1. GENERAL 

. 01 These spec! fications prescribe 
the required format and content of 
the records to be included in the file 

but not the methods or equipment to 
be used in their preparation. If you 

are unable to use the special charac- 

ters specified in this Revenue Pro- 
cedure, please contact us to let us 

know what characters you will be 

using as substitutes. Usually, IRS will 

be able to process any compatible 

tape file. To be compatible, tape files 

must meet all the following specifica- 

tions: 

(a) Type of Tape — I/2 inch Mylar 

base, oxide coated 

(b) Interrecord Gap: 

(I) . 6-inch for 800 or 1600 BP I 
density 9 track 

(2) . 3-inch for 6250 BPI density 9 
track 

(c) Recording Code — 9-track 
ASCII (American Standard Coded 
Information Interchange) with: 

(I) Odd parity, and 

(2) A density of 800, 1600, or 6250 
B P I (b! ts per mch) . 

. 02 Conversion facilities are cur- 
rently available for the following 
tapes: 

Recording Code — 9-track EBCDIC 
(Extended Binary Coded Decimal In- 
terchange Code) with: 

(1) Odd parity, and 

(2) A density of 800, 1600, or 6250 
BPI. 

. 03 The employer or the transmit- 
ter must affix an external label to 
each tape with the following infor- 
mation: 

(a) Name of transmitter 

(b) Number of data records on 
that reel 

(c) Recording Code (ASCII, 
EBCDIC, or BCD) 

(d) Density (800, 1600, or 6250 
BPI) 

(e) Track (9) 

(f) Parity (odd) 

(g) Manufacturer and model of 
main frame and tape drives 

(h) Sequence number of reel and 
total number of reels in the file (for 
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example, I of 3, 2 of 3, etc. ) 
. 04 All records, including Header 

and Trailer Labels (if used) must be 
transmitted using the same density. 

. 05 Do not submit an employee 
W-4 record without the required Em- 
ployer Identification Number. Every 
record must contain both employee 
and employer data. 

SEC. 2. LABEL CONVENTIONS 

. 01 Header Labels, Trailer Labels, 
Record Marks, and Tape Marks are 
all optional. They may be used as 
required by the transmitter's equip- 
ment or programming. If used, they 
must conform to the following 
standards: 

(a) Header Labels: 

(I) Transmitters may use standard 
headers, provided they begin with 
IHDR, HDR1, VOLI or VOL 2. 

(2) Header labels may not exceed 

80 characters in length. 

(b) Trailer Labels: 

(I) Standard Trailer Labels may be 
used provided they begin with IEOR, 
I EOF, EORI, or EOF I. 

(2) Trailer labels may not exceed 
80 characters in length. 

(c) Record Marks: 

(I) Special character used to sepa- 
rate blocked records on tape. 

(2) Can be written only at the end 
of a record or block. 

(3) All records are of uniform 
length; therefore, record marks are 
not necessary on this file. However, 
if you choose to use record marks, 
for odd parity tapes use BCD bit 
configuration of 011010; for even 
parity use 111010. 

(d) Tape Marks: 
(I) Used to signify the physical 

end of the recording on tape. 
(2) Tape marks, if used, must be 

BCD configuration 001111 in even 
parity. 

(3) May follow the Header Label 
and precede and/or follow the trailer 
label. 

SEC. 3. RECORD LENGTH AND 
BLOCKING 

. 01 Tape records prescribed in the 
specifications may be blocked or 
unblocked, subject to the following: 

(a) All data records are of a fixed 
length of 320 positions. 

(b) All records may be blocked, 
except header and trailer labels. 

(c) If blocking is used (more than 
one record per block), the desired 
blocking factor is ten (10) records per 
block. At no time may a block 
contain more than 3, 200 characters; 
however, a smaller block size may be 
used if necessary, If sufficient 
records are not available for a full 
block, the remainder should be either 
"padded" with 9s to fill all unused 
positions or truncated. Do not pad 
the block with blanks or create blank 
records. 

RECORD NAME: W-4 MAGNETIC TAPE RECORD 

Tape 
Position 

1-9 

Field Title 

Employee Social 
Security Number (SSN) 

Length Description and Remarks 

Required. Must be the valid 9-digit number assigned to the 
employee. DO NOT ENTER HYPHENS, ALPHA CHARAC- 
TERS, ALL 9s OR ALL ZEROS. 

10-44 

45-79 

Employee Name 
Line 1 

Employee Name 
Line 2 

35 

35 

Required. Enter the name of the employee whose SSN appears 
in tape positions 1-9. Enter the complete name in the 
following order: first name, middle name (if present), and 
surname. (Use initials for the first and middle names where 
necessary to insure that the entire employee surname fits in 

tape positions 10-44. ) If fewer than 35 characters are required, 
left-justify and fill unused positions with blanks. ALLOW- 
ABLE CHARACTERS ARE ALPHAS, HYPHENS, 
BLANKS, A MINIMUM OF ONE AND A MAXIMUM OF 
TWO CARETS (&). 
(1) A blank must be surrounded by alphas or continued to the 
end of the field (e. g. , ab'. . . 5, a@a). 

(2) Hyphens must be surrounded by alphas or numerics and 
must never occur in the first position of a name unless 
immediately followed by a caret. A hyphen in the first position 
is to identify an employee with surname only. 

(3) A caret is used to define an internal name control. It must 
immediately precede the employee surname in place of the 
blank. A second caret is used to separate a suffix from the 
surname (for example, JOHN J&BLACK; BILL&OAK& JR; 
AMY FERN&BROWN&MD). 

Optional. This line is designated for an "in care of" (c/o) 
situation. Left-justify and fill unused positions with blanks. 
CHARACTERS ARE ALPHAS, BLANKS, NUMERICS, 
AMPERSANDS, HYPHENS, AND SLASHES. 
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RECORD NAME: W-4 MAGNETIC TAPE RECORD (continued) 

Tape 
Position Field Title Length Description and Remarks 

Hyphens and slashes must be surrounded by alphas or 
numerics; ampersands must be surrounded by blanks; blanks 
must be surrounded by alphas or numerics or continue to the 
end of the field (e. g. , aH. . . H, aHa). 

Note: The same exceptions apply as set forth in "Employee 
Name Line I" plus the use of a percent sign (Fo) is not valid- 
use c/o, if necessary. 

80-114 

115-139 

Employee Street 
Address 

Employee City 

35 

25 

Required. Enter street address of employee. Left-justify and 
fill unused positions with blanks. ALLOWABLE CHARAC- 
TERS ARE ALPHAS, BLANKS, NUMERICS, AMPER- 
SANDS, HYPHENS AND SLASHES. 

Position one is an alpha or numeric; hyphens and slashes must 
be surrounded by alphas or numerics; ampersands must be 
surrounded by blanks; blanks must be surrounded by alphas or 
numerics or continue to the end of field (e. g. , ab'. . . Ir', aV'a). 

Required. Enter city of employee. Left-justify and fill unused 
positions with blanks. 

If foreign address, enter city and country. ALLOWABLE 
CHARACTERS ARE ALPHAS, BLANKS, NUMERICS, 
AND HYPHENS. 
Position one is an alpha or numeric; hyphens must be 
surrounded by alphas or numerics; blanks must be surrounded 
by alphas or numerics or continue to the end of field (e. g. , 
a5. . . 5, alra). 

140-141 Employee State Required. Enter the two character state code 
must be one of the following: 

State 
Alabama 
Alaska 
American Samoa 
Arizona 
Arkansas 
California 
Colorado 
Connecticut 
Delaware 
District of Columbia 
Florida 
Georgia 
Guam 
Hawaii 
Idaho 
Illinois 
Indiana 
Iowa 
Kansas 
Kentucky 
Louisiana 
Maine 
Maryland 
Massachusetts 
Michigan 
Minnesota 
Mississippi 
Missouri 
Montana 

of employee— 

Code 
AL 
AK 
AQ 
AZ 
AR 
CA 
CO 
CT 
DE 
DC 
FL 
GA 
GU 
Hl 
ID 
IL 
IN 
IA 
KS 
KY 
LA 
ME 
MD 
ilA 
ill 
iIN 
iIS 
'%10 

MT 
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RECORD NAME: W-4 MAGNETIC TAPE RECORD (continued) 

Tape 
Position Field Title Length Description and Remarks 

State 

Nebraska 
Nevada 
New Hampshire 
New Jersey 
New Mexico 
New York 
North Carolina 
North Dakota 
Northern Mariana Islands 
Ohio 
Oklahoma 
Oregon 
Pennsylvania 
Puerto Rico 
Rhode Island 
South Carolina 
South Dakota 
Tennessee 
Texas 
Utah 
Vermont 
Virginia 
Virgin Islands 
Washington 
West Virginia 
Wisconsin 
Wyoming 
Foreign Address 

Code 
NE 
NV 
NH 
NJ 
NM 
NY 
NC 
ND 
CQ 
OH 
OK 
OR 
PA 
PR 
RI 
SC 
SD 
TN 
TX 
UT 
VT 
VA 
VI 
WA 
WV 
WI 
WY 
XX 

142-150 

151 

Employee ZIP Code 9 

Marital Status 

Required. Enter nine-digit ZIP Code of employee. Fill with 
blanks if unavailable. ALLOWABLE CHARACTERS ARE 
NINE (9) NUMERICS OR NINE (9) BLANKS. 
IF YOU ONLY HAVE FIVE (5) DIGITS AVAILABLE, 
LEFT JUSTIFY AND ZERO FILL. Blank fill only if you are 
unable to to ascertain employee's ZIP Code. 

Required. Enter appropriate code from the table below: 

Marital Status 
Designated 
Single 
Married 
Married, withhold at single rate 
No marital status designated 

Code 

S 
M 
W 
A 

152 

153 

154-156 

Exempt Status 

Student Status 

Allowances 

Required. Enter "E" if employee claims exempt status; 
otherwise, blank. 

Required. If full-time student status is claimed, enter the alpha 
"Y"; if not, or no entry, enter blank. 

Required. Must be a three (3) digit numeric field corresponding 
to the number of allowances claimed by employee. (It is not 
necessary to file this W-4 with IRS if the number of 
allowances is ten (10) or less and exempt status is not claimed. ) 
Field must be right justified and zero filled. If no entry, or 
employee claimed exempt status, enter blanks. 
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RECORD NAME: W-4 MAGNETIC TAPE RECORD (continued) 

Tape 
Position 

157-163 

164-169 

Field Title 

Additional Amount 
of Withholding 

W-4 Date 

Length Description and Remarks 

Required. Enter numerics only. Enter the additional amount of 
withholding, if any, the employee wants deducted from each 

pay. 

Field is dollars and cents. Right-justify and zero fill. Do not 
enter dollar signs, commas, decimal points, or negative 
numbers. If no entry, zero-fill. 

Required. Enter date located on signature line of W-4. If no 
date entered, generate current system date. Format as 
MMDDYY where MM = 01-12, DD = 01-31, and YY = 85. 

Exempt Status W-4 (1983 and subsequent) — Compare "year 
effective date" on Line 6B to signature date. If year entered 
on Line 6B is later than signature date, use W-4 date as a 
01/01 receipt for subsequent calendar year (e. g. , Line 6B of 
Form W-4 shows an exempt status date of 1984 but signature 
date is 10/30/83, use 01/01/84 as Form W-4 date. ) 

170-178 Employer Identifica- 9 
tion Number 

Required. The 9 digit number assigned to the employer by 
IRS. DO NOT ENTER HYPHENS, ALPHA CHARACTERS, 
ALL 9s or ALL ZEROES. 

179-213 

214-247 

248-282 

283-307 

Employer Name 
Line 1 

Employer Name 
Line 2 

Employer Street 

Employer City 

35 

34 

35 

25 

Required. Enter the name of the employer as it appears on 
employment tax forms (e. g. , Form 941). Any extraneous 
information must be deleted from this name line. Left-justify 
and fill with blanks. ALLOWABLE CHARACTERS ARE 
ALPHAS, BLANKS, NUMERICS, AMPERSANDS, HY- 
PHENS AND SLASHES. 
Position one is an alpha or numeric; hyphens and slashes must 
be surrounded by alphas or numerics; ampersands must be 
surrounded by blanks; blanks must be surrounded by alphas or 
numerics or continue to the end of field (e. g. , aH. . . II, aHa). 

Optional. If the employer name requires more space than is 
available in Employer Name Line I, enter the remaining 
portion of the name in this field. Left-justify and fill with 
blanks. ALLOWABLE CHARACTERS ARE ALPHAS, 
BLANKS, NUMERICS, AMPERSANDS, HYPHENS, AND 
SLASHES. 
Position one is an alpha or numeric; hyphens and slashes must 
be surrounded by alphas or numerics; ampersands must be 
surrounded by blanks; blanks must be surrounded by alphas or 
numerics or continue to end of field (e. g. , ab'. . . b', a@a). 

Address Required. Enter street address of employer. Left- 
justify and fill unused positions with blanks. ALLOWABLE 
CHARACTERS ARE ALPHAS, BLANKS, NUMERICS, 
AMPERSANDS, HYPHENS, AND SLASHES. 
Position one is an alpha or numeric; hyphens and slashes are 
surrounded by alphas or numerics; ampersands are surrounded 
by blanks; blanks must be surrounded by alpha or numerics or 
continue to the end of field (e. g. , a5. . . b, a8a). 

Required. Enter city of employer. Left-justify and fill unused 
positions with blanks. If foreign address, enter city and 
country. ALLOWABLE CHARACTERS ARE ALPHAS, 
BLANKS, NUMERICS, AND HYPHENS. 
Position one is an alpha or numeric, hyphens are surrounded 
by alphas or numerics; blanks are surrounded by alphas or 
numerics or continued to the end of the field (e. g. , a@. . . lj, 
a@a). 
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RECORD NAME: W-4 MAGNETIC TAPE RECORD (continued) 

Tape 
Position 

308-309 

Field Title 

Employer State 

Length Description and Remarks 

Required. Enter State Code of Employer. Must be one of the 
state abbreviations shown in the state abbreviation table for 
Employee State (Tape Positions 140-141). 

310-314 

315-319 

320 

Employer ZIP Code 5 

Transmitter Control 5 
Code 

"BLANK" 
Representation 

Required. Enter ZIP Code of Employer. ALLOWABLE 
CHARACTERS ARE FIVE (5) NUMERICS OR FIVE (5) 
BLANKS. 

Enter first five (5) digits if more than five digits are present. 
Blank fill only if you are unable to ascertain Employer's ZIP 
Code. 

Required. Enter 5 character Transmitter Control Code (TCC) 
assigned by IRS. 

Required. Enter character used to represent a blank. 

SEC. 4. EFFECT ON OTHER 
REVENUE PROCEDURES 

Rev. Proc. 86-13, 1986-1 C. B. 
535, is superseded. 

SEC. 5 

Calendar 

The following is a list of important 
dates during the year that you should 
take note of. 
Note: If any date shown falls on a 
Saturday, Sunday, or legal holiday, 
use the next regular workday. 

By January 31 or When Employment 
Ends 

Give each employee a completed 
Form W-2, Wage and Tax State- 
ment. Give each annuitant a com- 
pleted Form W-2P Statement for 
Recipients of Annuities, Pensions, 
Retired Pay, or IRA Payments, by 
January 31. 

By January 31 

Federal Unemployment (FUTA) 
Tax. — File Form 940, Employer's 
Annual Federal Unemployment 
(FUTA) Tax Return. If you depos- 

ited all the tax when due, you have 
10 more days to file the return. 

By February 15 

Ask for a new Form W-4, Employ- 
ee's Withholding Allowance Certifi- 
cate, from each employee who 
claimed total exemption from with- 
holding during the prior year. 

On February 16 

Begin withholding for each employee 
who previously claimed exemption 
from withholding but has not given 
you a new Form W-4 for the current 
year. 

By February 28 

Income Tax Withhoiding. — File Form 
W-3, Transmittal of Income and Tax 
Statements, with the Social Security 
Administration and include Copy A 
of all Forms W-2 and W-2P you 
gave employees or recipients for the 
year before. 

A ilocated Tip Reporting. — File 
Form 8027, Employer's Annual In- 
formation Return of Tip Income and 
Allocated Tips, with the Internal 
Revenue Service. 
By April 30, July 31, October 31, 
and January 31 

Deposit Federal unemployment tax 
due if it is more than $100. File 
Form 941, Employer's Quarterly Fed- 
eral Tax Return, or Form 941E, 
Quarterly Return of Withheld Federal 
Income Tax and Hospital Insurance 
(Medicare) Tax, and pay any 
undeposited income and social secu- 
rity taxes. If you deposited all the 
taxes when due, you have 10 more 
days to file the return. 

File Form 942, Employer's Quar- 
terly Tax Return for Household Em- 
ployees, if you have such employees, 
and pay the tax due. 
Before October 1, 1987 
All your employees must have filed a 
new Form W-4 with you. 
Before December 1 

Income Tax Withholding. — Ask for a 
new Form W-4 from each employee 
whose withholding allowances will 

change for the next year. 

On December 31 

Form W-5, Earned Income Credit 
Advance Payment Certificate, ex- 
pires. Employees who want to con- 
tinue receiving advance payments of 
the earned income credit for the next 
year must file a new Form W-5. 
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Form 441 9 
lRev. March 1986I 

Department of the Treasury — Internal Revenue Service 

Application for Magnetic Media 

Reporting of Information Returns 

I RS Use Only 
OM8 No. 
1545-038 7 

Expires: 7. 31. 88 

1. Name and address of organization (street, city, Stateand 

3. Employer identification number 

ZIP code) 2. Person to contact about this request 

Name: 

Title: 

Telephone number: (include area code) 

4. Tax year for which you are requesting authorization to file on 
magnetic media 

Documents To Be Reported (Check all that you wish to file on magnetic media) 

Form Form Form Form 

0 W-2G 

0 W. 4 

0 1042S 

'I 098 

1099-A 

1099-8 

0 1099-DI V 

0 1099-G 

1099- IN T 

1099-M I SC 

1099-0 ID 

1099-PATR 

1099- R 

5498 

6248 

0 8027 

Do NOT file Forms W-2 or W-2P with IRS. Submit that information to the Social Security Administration. 

Kind of equipment on which media will be prepared 

Please check the type of media you plan to file and provide the requestedinformation for that type of media. 

Type of Media Main Frame Drive Unit Recording Mode Track Software 

~ Magnetic Tape 
L-I 1/2" Only 

EBCD IC 
ASC I I 

BCD 
7 9 

Q 8" Diskette 0 EBCDIC 
Only 

Q 5-1/4" Diskette 

Cassette 0 Burroughs Only 

ASC I I 

Only 

EBCD IC 
ASC I I 

Mini-Disk 0 Burroughs Only 0 ASCII 
On l y 

7. If you are acting as transmitter, please list the name and employer identification number of each filer for whom you will prepare magnetic 
media on a separate sheet and attach it to this application. 

Name (type or print) Title 

8. Person responsible 
for preparation of 
tax reports 

Signature Date 

For Paperwork Reduction Act Notice, see back of this fo, 4419 (Rev, 386) 
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Instructions for Form 4419 

File Form 4419 to request authorization to file any of the forms shown in Block 5 on magnetic media. Please be sure to complete all appropriate blocks. For 
further information, contact a magnetic media coordinator at the National Computer Center address given below under "Filing Your Application, " or by tele- 

phone at(304) 263. 8700. 

Block 1 Block 8 

Enter the name and complete address of the person or organization that 
will prepare and submit the magnetic media, 

The form must be signed and dated by an official of the company or 

organization requesting authorization to report on magnetic media, 

Block 4 

Show the tax year for which you are requesting authorization to file on 
magnetic media. 

Filing Your Application 

1. Mail the completed application and any attached lists 90 days before 

the due date of the returns to: 

Block 5 

Check the boxes next to all of the returns you will file with IRS on mag- 

netic media. 

Block 6 

If by Postal Service, 
Magnetic Media Reporting 
Internal Revenue Service 
National Computer Center 
P. O. Box 1359 
Martinsburg, WV 25401-1359 

If by truck or air freight 
Magnetic Media Reporting 
Internal Revenue Service 
National Computer Center 
Route 9 and Needy Road 
Martinsburg, WV 25401 

Note: The only type of magnetic media on which you can report Forms 

1042-S, 6248, 8027 and W-4 is 1/2 inch magnetic tape. 

Enter the information requested for the type of magnetic media you 
intend to submit. Check the appropriate boxes. Enter the name of the 
manufacturer and the model number or name under "Main Frame" and 
"Drive Unit. " Under "Software, " indicate whether the software was 

purchased or is self-programmed, If purchased, provide the name of the 
software company, 

Block 7 

If you will be preparing returns on magnetic media for filers other than 

yourself, attach to your application a list of names and employer identi- 

fication numbers of the other filers. If you add or delete any names from 

your file, submit an updated list to IRS. 

2, IRS will approve or disapprove your application within 30 days 

of its receipt, Do not submit magnetic media until you receive an author- 

ization letter. 

3, After authorization is received, we encourage new filers to submit 

test data on magnetic media before the filing season, If you want to submit 

test data, contact the magnetic media coordinator. 

4, Your authorization will be valid as long as the magnetic media sub- 

mitted conforms to the specifications of the applicable revenue procedures. 
A new application is not required in following years unless magnetic media 

filing has been discontinued and you wish to resume it. 

PAPERWORK REOUCTION ACT NOTICE 

We ask for this information to carry out the Internal Revenue laws of the United States, We need it to ensure that the magnetic media you are using will br 

compatible with our processing equipment. The information is also used to more efficiently schedule and manage its processing at the National Computer 
Center. You are required to give us this information, 
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26 CFR 601. 105: Examination of returns and 
claims for refund, credit or abatement; deter- 
mination of correct tax liability. 
(Also Part I, Section 6661; 1. 6661-4. j 
Rev. Proc. 87-48 

SECTION 1. PURPOSE 

. 01 The purpose of this revenue 
procedure is to identify circumstances 
under which the disclosure on a 
taxpayer's return of an item or a 
position taken, with no specific refer- 
ence to section 6661 of the Internal 
Revenue Code, is adequate disclosure 
for the purpose of reducing the un- 
derstatement under section 6661. 

. 02 This revenue procedure applies 
to 1986 tax forms filed for all taxable 
years beginning in 1986. It also ap- 
plies to 1986 forms filed in 1987 for 
short taxable years beginning in 1987. 

. 03 This revenue procedure also 
extends the application of Rev. Proc. 
86-22, 1986-1 C. B. 562, to cover 
certain fiscal year filers with tax 
years beginning in 1985 (and, thus, 
required to file on 1985 tax formns) 
and ending in 1986 but with due 
dates for filing (without regard to 
extensions) in 1987. Such filers are 
not currently covered under Rev. 
Proc. 86-22, which provides guidance 
for returns filed in 1986 the due date 
(regardless of extensions) for filing of 
which is after December 31, 1985. 

SEC. 2. CHANGES FROM 
PREVIOUS YEAR 

. 01 Section 1 is revised to apply to 
returns filed for all taxable years 
beginning in 1986. 

. 02 Section 3. 01 is revised to show 
the 25 percent rate effective for pen- 
alties assessed after October 21, 1986. 

. 03 Section 4(b)(4), Reserve for 
Bad Debts, is revised to include 
Form 1065, U. S. Partnership Return 
of Income. 

. 04 Section 4(d), Other, adds (6) 
Form 3468, Computation of Invest- 
ment Credit, and (7) Cost of Goods 
Sold and/or Operations for Forms 
1040, 1065, 1120, and 1120S. 

. 05 Editorial changes were made 
throughout the revenue procedure. 

. 06 Section 5, Effective Date, is 

changed to apply to returns filed for 
all taxable years beginning in 1986. 

SEC. 3. BACKGROUND 

. 01 Section 6661(a) of the Code 
imposes an addition to tax in situa- 

tions where there is a substantial 
understatement. The rate is 25 per- 

cent for penalties assessed after Octo- 
ber 21, 1986. A substantial under- 

statement is defined as an 
understatement of liability for income 

tax which exceeds the greater of 10 
percent of the amount required to be 
shown on the return or $5, 000 
($10, 000 in the case of a corporation 
other than an S corporation or a 
personal holding company). Under 
section 6661(b)(2), an understatement 
is defined as the excess of the 
amount of tax required to be shown 
on the return for the taxable year 
over the amount of the tax imposed 
which is shown on the return (re- 
duced by any rebate within the mean- 
ing of section 6211(b)(2)). 

. 02 In the case of an item not 
attributable to a tax shelter, the 
amount of the understatement is re- 
duced if the taxpayer discloses in the 
return or an attachment thereto the 
identity and amount of the item as 
well as the specific facts or the 
position taken relevant to the tax 
treatment of the item. Disclosure on 
a return of items attributable to a tax 
shelter does not reduce an understate- 
ment. 
. 03 Under section 6661(c) of the 
Code, the Secretary may waive all or 
part of the addition to tax provided 
by section 6661(a) if the taxpayer 
shows that there was reasonable 
cause for the understatement and 
that the taxpayer acted in good faith. 

. 04 In general, rules providing 
guidance on the adequacy of disclo- 
sure for purposes of reducing an 
understatement under section 6661 of 
the Code are set forth in regulations. 
Under section 1. 6661-4(c) of the In- 
come Tax Regulations, the Commis- 
sioner may by revenue procedure 
prescribe the circumstances in which 
information provided on the return 
in accordance with the applicable 
forms and instructions is adequate 
disclosure for purposes of section 
6661 of the Code. The taxpayer must 
furnish all required information in 
accordance with the applicable forms 
and instructions, and the money 
amounts entered on these forms must 
be verifiable. This revenue procedure 
provides guidelines as to when such 
disclosure is adequate. Guidance for 
returns filed in 1983, 1984, 1985, and 
1986 was provided by Rev. Proc. 
83-21, 1983-1 C. B. 680, Rev. Proc. 

84-19, 1984-1 C. B. 433, Rev. Proc. 
85-19, 1985-1 C. B. 520, and Rev. 
Proc. 86-22. 

SEC. 4. PROCEDURE 

Additional disclosure of facts rele- 
vant to, or positions with respect to, 
issues involving any of the items set 
forth below is unnecessary for pur- 
poses of reducing any understatement 
of tax under section 6661 of the 
Code, provided, however, that the 
forms and attachments are completed 
in a clear manner and in accordance 
with the instructions thereto, the 
money amounts entered on the forms 
are verifiable, and the information 
on the return is disclosed in the 
manner described below. For pur- 
poses of this revenue procedure, a 
number is verifiable if, on audit, the 
taxpayer can demonstrate the origin 
of the number (even if that number 
is not ultimately accepted by the 
Internal Revenue Service). 

(a) Form 1040, Schedule A, Item- 
ized Deductions: 

(1) Medical Expenses: Complete 
lines 1-5 supplying all required infor- 
mation. Line 2c must be itemized 
listing each item and its cost. 

(2) Taxes: Complete lines 6-10 
supplying all required information. 
Line 9 must list each type of tax and 
amount paid. 

(3) Interest Expense: Complete 
lines 11-14 supplying all required 
information. Line 13 must list the 
type of expense and the amount 
paid. This section 4(a)(3) does not 
apply to amounts disallowed under 
section 163(d) of the Code unless 
Form 4952, Investment Interest Ex- 
pense Deduction, is completed, or to 
any amounts disallowed under section 
265. 

(4) Contributions: Complete lines 
15-18 supplying all required informa- 
tion. If a contribution of property 
other than cash is made and the 
claimed value of the contribution 
exceeds $500, a properly completed 
Form 8283, Noncash Charitable Con- 
tributions, must be attached to the 
return. 

(5) Casualty and Theft Losses: 
Form 4684, Casualties and Thefts, 
must be completed and attached to 
the return. Each item or article for 
which a casualty or theft loss is 
claimed must be listed on Form 4684. 
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(b) Trade or Business Expenses: 
(1) Casualty and Theft Losses: The 

procedure outlined in section 4(a)(5) 
above, must be followed. 

(2) Legal Fees: the amount paid 
must be stated, 

(3) Specific Bad Debt Charge- 
off: The amount written off must be 
stated. 

(4) Reserve for Bad Debts: Form 
1120A, Question K; Form 1120, 
Schedule F; Form 1120S, required 
attached schedule; or Form 1065, 
required attached schedule, must be 
completed supplying all required in- 
formation. 

(5) Reasonableness of Officers' 
Compensation: Form 1120, Schedule 
E, must be completed when required 
by instructions. The time devoted to 
business must be expressed as a per- 
centage as opposed to "part" or "as 
needed. " This section 4(b)(5) does 
not apply to "golden parachute" 
compensation prohibited by section 
280G of the Code. 

(6) Repair as Opposed to Capital 
Expenditure: The amount of repairs 
must be stated. 

(7) Taxes (other than foreign 
taxes): The amount of taxes must be 
stated. 

(c) Form 1120, Schedule M- I, 
Reconciliation of Income Per Books 
With Income Per Return: 

An item clearly identified on Form 
1120 Schedule M-l, but only if— 

(1) The amount of the deviation 
from the financial books and records 
is not the result of a computation 
that includes the netting of several 
items; and 

(2) The information provided rea- 
sonably may be expected to apprise 
the Service of the nature of the 
potential controversy concerning the 
tax treatment of the item. 

(d) Other: 

(I) Sale or Exchange of Principal 
Residence: Complete Form 2119, 
Sale or Exchange of Principal Resi- 
dence, and attach to the return. 

(2) Employee Business Expenses: 
Complete Form 2106, Employee 
Business Expenses, and attach to the 
return. 

(3) Moving Expenses: Complete 
Form 3903, Moving Expenses, and 
attach to the return. 

(4) Jobs Credits and WIN Credit 
Carryovers: Amounts shown on Line 

due dates for filing (without regard 
to extensions) in 1987. 

8, Form 3800, General Business 
Credit. 

(5) Gasoline and Special Fuels 
Credit: Amounts shown on Form 
4136, Computation of Credit for 
Federal Tax on Gasoline and Special 
Fuels. 

(6) Investment Credit: Complete 
Form 3468, Computation of Invest- 
ment Credit, and attach to the re- 
turn. 

(7) Cost of Goods Sold and/or 
Operations: Form 1065, Schedule A; 
Forms 1120 and 1120S, Schedule A; 
and Form 1040, Schedule C, Part III, 
must be completed, and any required 
statement or schedule must be at- 
tached. 

(e) Foreign Tax Items: 

(1) International Boycott Transac- 
tions: Transactions disclosed on 
Form 5713, International Boycott Re- 
port. 

(2) Subpart F Income: Amounts 
shown on Form 5471, Information 
Return with Respect to a Foreign 
Corporation, and Schedule J. 

(3) Intercompany Transactions: 
Transactions and amounts shown on 
Form 5471, Schedule M. 

(4) With respect to foreign taxes 
paid or accrued, additional disclosure 
is unnecessary if Form 1116, Compu- 
tation of Foreigh Tax Credit, Part II, 
in the case of individuals, and Form 
1118, Computation of Foreign Tax 
Credit — Corporations, Schedule B, 
Part I, Item 4, and Schedule C, Item 
6, Schedules D, and E, Item 5, as 
appropriate, are completed, supplying 
all information called for and attach- 
ing the evidence required by section 
1. 905-2 of the regulations (receipts 
for the payment of the foreign tax or 
a copy of the foreign tax return). 

26 CFR 601. 105: Examination of returns and 
claims for refund credit or abatement deter- 
mination of correct liability 
(Also Part 1, Sections 162, 167, 274, 1016; 
1. 162-17, 1. 167(a)-1, 1. 274-5, 1. 1016-3. ) 

Rev. Proc. 87-49' 

SECTION 1. PURPOSE 

This revenue procedure modifies 
Rev. Proc. 82-61, 1982-2 C. B. 849, 
as modified by Rev. Proc. 83-74, 
1983-2 C. B. 593, Rev. Proc. 84-72, 
1984-2 C. B. 735, Rev. Proc. 85-49, 
1985-2 C. B. 716, and Rev. Proc. 
86-38, 1986-2 C. B. 701, by increas- 
ing the optional standard mileage 
rate for the business use of an auto- 
mobile for 1987. This revenue proce- 
dure also states that depreciation is 
considered to be allowed at 10 cents 
a mile for 1987 if the optional 
method for computing the costs of 
business use of an automobile is 
used. 

SEC. 2. PROCEDURE 

. 01. Paragraph (1)(a) of section 
3. 01 of Rev. Proc. 82-61, which was 
modified by Rev. Proc. 83-74 and 
Rev. Proc. 85-49, is further modified 
to read as follows: 

Subject to the conditions and limi- 
tations set forth in section 3. 01(2) 
below, with respect to transportation 
expenses paid or incurred after De- 
cember 31, 1986, deductions will be 
accepted if computed at a standard 
mileage rate of (a) 22. 5 cents a mile 
for the first 15, 000 miles of use each 
year for business purposes, and (b) 
11 cents a mile for use for business 
purposes in excess of 15, 000 miles 
per year. 

. 02. Paragraph (2)(b) of section 
3. 01 of Rev. Proc. 82-61, which was 
modified by Rev. Proc. 83-74, Rev. 
Proc. 84-72, Rev. Proc. 85-49, and 
Rev. Proc. 86-38, is further modified 
to read as follows: 

In the case of automobiles placed 
in service for business purposes after 
December 31, 1979, and in which the 
optional method was used in ]980, 
1981, 1982, 1983, 1984, 1985, 1986, 
or 1987, depreciation will be consid- 

SEC. 5. EFFECTIVE DATE 

This revenue procedure is effective 
for returns filed on 1986 tax forms 
for all taxable years beginning in 
1986, and 1986 forms filed in 1987 
for short taxable years beginning in 
1987. 

SEC. 6. EFFECT ON OTHER 
REVENUE PROCEDURES 

Rev. Proc. 86-22 is amplified to 
cover certain fiscal year filers with 
tax years beginning in 1985 (and, 
thus, required to file on 1985 tax 
forms) and ending in 1986, but with 

t Also released as News Release I R-87-105, 
dated September 2, 1987. 
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ered to have been allowed at the rate 
of '7 cents a mile for 1980 and 1981, 
7. 5 cents a mile for 1982, 8 cents a 
mile for 1983, 1984, and 1985, 9 
cents a mile for 1986, and 10 cents a 
mile in 1987, except that if the 
"actual cost" method was used for 
one or more of those years the rates 
above will not apply to any year in 
which that method was used. This 
depreciation will act to reduce the 
basis of the automobile in determin- 
ing adjusted basis as required by 
section 1016 of the Code. An auto- 
mobile placed in service after Decem- 
ber 31, 1979, with respect to which 
the optional method is used is con- 
sidered to have a useful life of 60, 000 
miles of business use at the maxi- 
mum standard mileage rate deter- 
mined without reference to the age of 
the vehicle. After 60, 000 miles of 
business use at the maximum stan- 
dard mileage rate, the automobile 
will be considered fully depreciated. 
For purposes of this paragraph, an 
automobile will be considered to have 
been driven no more than 15, 000 
miles in any one year, even though 
the actual business mileage of the 
automobile may be greater. 

SEC. 3. EFFECT ON OTHER 
REVENUE PROCEDURES 

Rev. Proc. 82-61, as modified by 
Rev. Proc. 83-74, Rev. Proc. 84-72, 
Rev. Proc. 85-49, and Rev. Proc. 
86-38, is further modified. 

26 CFR 601. 201: Rulings and determination 

letters. 
(Also Part I, Sections 219, 404, 408, 415; 

1. 409-1. ) 

Rev. Proc. 87-50 

SECTION 1. PURPOSE 

This revenue procedure updates 

and consolidates in one revenue pro- 

cedure the procedures of the Internal 

Revenue Service relating to the issu- 

ance of rulings and opinion letters 

with respect to the establishment of 
individual retirement accounts and 

annuities (IRAs) under section 408 of 
the Internal Revenue Code, the enti- 

tlement to exemption of related trusts 

or custodial accounts under section 

408(e), and the acceptability of the 

form of prototype simplified em- 

ployee pension (SEP) agreements un- 

der section 408(k) and 415 of the 

Code. These procedures are currently 

set forth in Rev. Proc. 75-6, 1975 I 

C B. 646; Rev. Proc. 76-32, 1976-2 
C. B. 654; Rev. Proc. 77-24, 1977-2 
C. B. 532; and Rev. Proc. 80-17, 
1980-1 C. B. 621. 

SEC. 2. BACKGROUND AND 

GENERAL INFORMATION 

. 01 Rev. Proc. 83-36, 1983-1 C. B. 
763, as modified by Rev. Proc. 
83-41, 1983-1 C. B. 775, and Rev. 
Proc. 84-86, 1984-2 C. B. 787, sets 

forth the general procedures of the 
Service relating to the issuance of 
rulings, determination letters, and 
opinion letters on Employee Plans 
and Exempt Organization matters. 

. 02 Rev. Proc. 75-6 sets forth 
procedures pertaining to the issuance 
of rulings, determination letters, and 
opinion letters with respect to the 
establishment of individual retirement 
accounts and individual retirement 
annuities under section 408(a), (b), 
and (c) of the Code, and the entitle- 
ment to exemption of related trusts 
or custodial accounts under section 
408(e). It also sets forth the proce- 
dures of the Service with respect to 
the purchase of retirement bonds 
pursuant to the provisions of section 
409, which has since been repealed 
by the Tax Reform Act of 1984, 
Pub. L. 98-369, 1984-3 (Vol. 1) C. B. 
I. 

. 03 Rev. Proc. 76-32 modified 
Rev. Proc. 75-6 by transferring juris- 
diction for approval of individual 
retirement accou»ts established by 
employers and associations of em- 
ployees from the Key District Direc- 
tors to the National Office and au- 
thorizing the National Office to issue 
rulings as to whether such individual 
retirement accounts meet the require- 
ments of section 408(c) of the Code. 

. 04 Rev. Proc. 77-24 provided 
guidance to sponsoring organizations 
that needed to revise prototype indi- 
vidual retirement accounts, annuity 
contracts, or endowment contracts to 
permit them to be used as spousal 
IRAs. It also modified Rev. Proc. 
75-6 by providing for, among other 
things, automatic approval for cer- 
tain amendments whereby IRA plan 
instruments were converted for use as 
spousal I RAs. 

. 05 Rev. Proc. 80-17 sets forth the 
procedures of the Service relating to 
the issuance of rulings and opinion 
letters as to the acceptability of the 
form of prototype SEP agreements 

under sections 408(k) and 415 of the 
Code. 

. 06 The Service has formulated a 
model trust and a model custodial 
account agreement that meet the re- 

quirements of section 408(a) of the 
Code for those individuals who wish 

to adopt such a program. Form 
5305, Individual Retirement Trust 
Account, and Form 5305-A, Individ- 
ual Retirement Custodial Account, 
are to be used for this purpose and 

may also be used to open a spousal 
IRA in the name of the spouse who 
signs the form. The working spouse 
should complete and sign the instru- 
ment covering his or her IRA, and 
the non-working spouse should com- 
plete and sign the instrument cover- 
ing such non-working spouse's IRA. 
The forms are not filed with the 
Service. Eligible individuals who 
adopt a model IRA are assured that 
it meets the requirements of section 
408(a). Because automatic approval 
has been granted with respect to 
model IRAs, no opinion letter from 
the Service is necessary and none will 

be issued. 

. 07 The Service has also formu- 
lated a model SEP agreement that 
meets the requirements of section 
408(k) of the Code for those employ- 
ers who wish to adopt such a pro- 
gram. Form 5305-SEP, Simplified 
Employee Pension — Individual Re- 
tirement Accounts Contribution 
Agreement, is used for this purpose. 
Eligible employers who adopt the 
model SEP agreement and follow its 
terms are assured that the model SEP 
meets the requirements of section 
408(k). Because automatic approval 
has been granted with respect to 
model SEPs, no ruling, opinion, or 
determination letter from the Service 
is necessary and none will be issued. 

. 08 Receipt of a favorable opinion 
letter on an IRA or SEP is not 
required as a condition of receiving 
favorable tax treatment. 

. 09 The Service will not issue opin- 
ion letters on SEP agreements other 
than prototype agreements, and will 
not issue opinion letters «ith respect 
to prototype SEP-IRAs that consoli- 
date the SEP and IRA in one docu- 
ment. 

, 10 Pursuant to Notice 87-62, page 
44 this Bulletin, until further no- 
tice, no opinion letters will be issued 
on SEPs that provide for contribu- 
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tions pursuant to the employee's elec- 
tion. 

SEC. 3. OPINION LETTERS 

. 01 The Service will issue an opin- 
ion letter, if requested by a sponsor- 
ing organization, as to whether a 
prototype trust or custodial account 
agreement meets the requirements of 
section 408(a) of the Code or as to 
whether a prototype SEP meets the 
requirements of section section 
408(k). The sponsoring organization 
must be a trade or professional orga- 
nization (other than an employee 
association) having characteristics 
similar to those described in section 
1. 501(c)(6)-1 of the Income Tax Reg- 
ulations, a bank (as defined in sec- 
tion 581 of the Code), an insured 
credit union (within the meaning of 
section 101(6) of the Federal Credit 
Union Act), a regulated investment 
company (as defined in section 851 
of the Code), an investment adviser 
under a contract with one or more 
regulated investment companies, a 
principal underwriter that has a prin- 
cipal underwriting contract with one 
or more regulated investment compa- 
nies, or a person who under regula- 
tions may act as a trustee or custo- 
dian of an IRA. Where the 
sponsoring organization is an insur- 
ance company, the Service will issue 
an opinion letter, if requested, as to 
whether a specific prototype individ- 
ual annuity contract, within the 
meaning of the regulations, meets the 
requirements of section 408(b). Each 
opinion letter will bear an identifying 
serial number and file folder number. 
In the case of a SEP, a copy of the 
opinion letter should be furnished to 
employers using the approved SEP 
agreement. 

. 02 The Service will not accept 
requests for opinion letters on spou- 
sal IRA instruments providing for the 
use of a single account with two 
subaccounts. There must be a sepa- 
rate accounting for the interest of 
each employee or member (or spouse 
of an employee or member). 

SEC. 4. RULINGS AND 
DETERMINATION LETTERS 

. 01 If an adopting employer main- 
tains more than one SEP, or has ever 
maintained a qualified defined bene- 
fit plan (which is now terminated), 
covering any of the same employees 

as does the SEP, the employer may 
request a ruling letter as to whether 
the SEP (in combination with the 
other SEP or plans) satisfies the 
requirements of section 415 of the 
Code. The instructions set forth in 
Rev. Proc. 83-36 should be followed 
and the material submitted should 
include a single copy of each SEP 
and qualified plan. 

. 02 Where accounts treated as indi- 
vidual retirement accounts are estab- 
lished by employers or employee as- 
sociations, rulings, if requested, will 
be issued to the employers or associa- 
tions. 

. 03 The Service will not issue rul- 
ings or determination letters to indi- 
viduals with respect to the status of 
their individual retirement accounts 
under section 408(a) of the Code or 
individual retirement annuities under 
section 408(b), or the deductibility, 
under section 219, of contributions 
under a particular program. 

. 04 Rulings otherwise interpreting 
section 219 of the Code (for exam- 
ple, as to whether income is compen- 
sation within the meaning of section 
219, or as to whether payment is 
timely made) will be issued in accor- 
dance with the provisions of Rev. 
Proc. 83-36. 

. 05 If an employer maintains any 
combination of defined contribution 
or defined benefit plans or, in addi- 
tion to any defined contribution or 
defined benefit plan, has ever main- 
tained a defined benefit plan which is 
now terminated, and wants a deter- 
mination as to whether that plan, or 
those plans, in combination with a 
SEP agreement satisfy the require- 
ments of section 415 of the Code, the 
employer may apply to the appropri- 
ate district office for a determination 
letter under the procedures set forth 
in Rev. Proc. 80-30, 1980-1 C. B. 
685. 

SEC. 5. RELIANCE ON OPINION 
LETTERS AND RULINGS 

. 01 Eligible individuals within the 
meaning of section 219 of the Code 
who adopt previously approved IRA 
prototype trust or custodial account 
agreements, or individuals who adopt 
the Model Trust or Model Custodial 
Account, will be treated as having an 
arrangement that meets the require- 
ments of section 408(a). Contribu- 
tions made thereunder by eligible 

individuals will be deductible within 
the limits of section 219, provided 
the terms and conditions of the trust 
or custodial account are followed. 

. 02 Eligible individuals who pur- 
chase previously approved IRA pro- 
totype individual retirement annuity 
contracts will be treated as having 
arrangements that meet the require- 
ments of section 408(b) of the Code. 
Premiums paid thereunder by eligible 
individuals will be deductible within 
the limits of section 219. 

. 03 If a particular employer adopts 
a prototype SEP in accordance with 
the form approved by the Service 
and observes the provisions thereof, 
the affected taxpayers may rely on 
the opinion letter provided (a) SEP 
contributions are made to an Internal 
Revenue Service model IRA or a 
Service-approved prototype IRA, and 
(b) contributions under the SEP do 
not (in combination with another 
SEP or any terminated, qualified 
defined benefit plan of the employer) 
fail to satisfy the requirements of 
section 415 of the Code. 

. 04 A sponsor of a prototype SEP 
must provide in the SEP that all 
members of an affiliated service 
group within the meaning of section 
414(m) of the Code will be consid- 
ered a single employer for purposes 
of determining eligibility to partici- 
pate in the plan. It must also provide 
that any allocation under the plan 
will be based upon all the compensa- 
tion (up to the extent permitted by 
law) received from all members of 
the affiliated service group during the 
year for which the allocation is 

made. This will assure that the 
adopting employers can rely upon the 
form of the SEP with regard to the 
requirements of section 414(m). The 
omission of such provision from the 
SEP will result in the adopting em- 

ployers being unable to rely on the 
opinion letter concerning the effect 
of section 414(m) on the SEP. 

. 05 If an employer maintains a 
master or prototype defined contribu- 
tion plan, the plan currently contains 
language which will coordinate con- 
tributions under that plan with any 
other master or prototype defined 
contribution plan maintained by the 
same employer. However, such a 
plan does not contain language to 
coordinate with a SEP and may, as a 
consequence, not satisfy section 415 
of the Code if it is maintained with a 
SEP. 
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. 06 An opinion letter issued on a 
prototype SEP may not be relied 
upon as to the status of any IRA; 
nor may an opinion letter issued with 
respect to any IRA prototype be 
relied upon as to the status of any 
prototype SEP. 

. 07 Individual retirement accounts 
and annuities with repect to which 
favorable opinion letters or rulings 
are issued pursuant to section 3 or 
section 4 above may have to be 
amended subsequently to include or 
revise provisions to meet the require- 
ments of regulations adopted after 
such letters have been issued. 

SEC. 6. INSTRUCTIONS TO 
SPONSOR ORGANIZATIONS, 
EMPLOYERS, AND EMPLOYEE 
ASSOCIATIONS 

. 01 A sponsoring organization of 
the type referred to in section 3. 01 
above that desires a written opinion 
as to the acceptability of the form of 
a prototype IRA or SEP should 
submit its request to the National 
Office. A copy of the applicable 
documents, including the IRA or 
SEP agreement, must be submitted 
with the request. The request should 
be addressed to the Commissioner of 
Internal Revenue, Washington, D. C. 
20224, Attention E:EP:Q. Form 
5306, Application for Approval of 
Prototype or Employer Sponsored 
Account, or Form 5306-SEP, Appli- 
cation for Approval of Prototype 
Simplified Employee Pension-SEP, is 
to be used for this purpose. 

. 02 The IRA trust, custodial ac- 
count, or annuity contract must pro- 
vide a procedure for amendments so 
that changes in the Code, regula- 

tions, or published revenue rulings 

may be complied with on a group 
basis, If subsequent to obtaining ap- 
proval of the form of program an 

amendment is to be made, the spon- 

soring organization must submit 
Form 5306 together with a copy of 
the amended trust, custodial account, 
or annuity contract and all other 

applicable documents. Upon ap- 
proval, an opinion letter will be 

issued to the sponsoring organization. 

. 03 Any amendment to an IRA the 

sole effect of which is to permit or 
facilitate IRA contributions up to the 

maximum amount deductible under 

current provisions of section 219 of 
the Code, or SEP contributions of 
up to the maximum amount deduct- 

ible under section 404(h)(1), will not 
affect the status of the IRA and 

should not be submitted to the Ser- 

vice for review. 
. 04 If an amendment is made to 

the form of a previously approved 
prototype SEP agreement, the follow- 

ing procedure will apply: 
(I) Amendments to SEPs by spon- 

sors will require submission of Form 
5306-SEP and documentation as de- 

scribed under section 6. 01 above to- 
gether with the amendments. 

(2) Upon approval by the Service, 
an opinion letter will be issued to the 
applicant, and the sponsor should 
send a copy of the amended SEP and 
opinion letter to every affected em- 

ployer. 
. 05 An employer or association of 

employees that desires a ruling as to 
whether the individual retirement ac- 
count established for the benefit of 
its employees or members meets the 
requirements of section 408(c) of the 
Code should submit Form 5306. This 
procedure should be followed 
whether the application for approval 
is submitted for a new account or for 
an amendment to an existing ac- 
count. The applications should be 
sent to the same address as provided 
in section 6. 01 above. 

SEC. 7. MASS SUBMITTER 
PROGRAM 

. 01 Notwithstanding anything in 
this revenue procedure to the con- 
trary, an opinion letter will be issued 
to any entity, whether or not such 
entity is a sponsoring organization, if 
such entity can establish that there 
are at least 10 sponsoring organiza- 
tions which will sponsor the identical 
prototype IRA or SEP. The list of 
sponsoring organizations must be in- 
cluded with the application for the 
opinion letter. Such opinion letter 
(and any correspondence relating 
thereto) will only be issued to and 
will only apply to the mass submit- 
ter. The opinion letter may be made 
available by the mass submitter to 
individuals adopting the prototype 
IRA or to employers adopting the 
prototype SEP only if the mass 
submitter is also a sponsoring organi- 
zation as defined in section 3. 01 
above. All other sponsoring organiza- 
tions must obtain an opinion letter in 
order for the form of the IRA or 
SEP to be treated by the Service as a 
prototype IRA or SEP. 

. 02 In order for a sponsoring orga- 
nization of a prototype IRA or SEP 
of a mass submitter to obtain an 
opinion letter, the application for the 
opinion letter must be submitted bv 
the mass submitter on behalf of the 
sponsoring organization. Such sub- 
missions may be made only after an 
opinion letter has been issued to the 
mass submitter pursuant to section 
7. 01 above. The first ten such sub- 
missions must contain a declaration 
by the mass submitter, under penalty 
of perjury, that the sponsoring orga- 
nization has adopted a particular, 
word-for-word identical, prototype 
IRA or SEP of the mass submitter, 
which IRA or SEP must be identified 
by the letter serial number and date 
of the opinion letter issued to the 
mass submitter with respect to that 
IRA or SEP. A copy of the IRA or 
SEP must be submitted. The mass 
submitter on behalf of the sponsoring 
organization must complete all items 
on Form 5306 or all items on Form 
5306-SEP, whichever is applicable, 
and the sponsoring organization must 
sign the completed form. In addition, 
if the prototype IRA or SEP replaces 
any other IRA(s) or SEP(s) of the 
sponsoring organization, the mass 
submitter must attach a list of the 
plan number(s) and file folder num- 
ber(s) of the prototype IRA(s) or 
SEP(s) replaced. Upon receipt of the 
opinion letter application described 
above and related material (plan, 
adoption agreement, and power of 
attorney), the Service will, as soon as 
clerically feasible, issue an opinion 
letter to the mass submitter for distri- 
bution to such sponsoring organiza- 
tion. However, any interim corre- 
spondence relating thereto will be 
addressed to the mass submitter. 

. 03 After 10 sponsoring organiza- 
tions have adopted the identical IRA 
or SEP, other sponsoring organiza- 
tions may adopt the plan word for 
word or with minor modifications. 
Requests on behalf of sponsoring 
organizations that have adopted the 
IRA or SEP with minor modifica- 
tions must contain a!I of the material 
described above, and the copy of the 
prototype IRA or SEP for which that 
mass submitter received the opinion 
letter must have the minor modifica- 
tions inserted in such a manner as to 
be easily identifiable. In addition, the 
request must contain a statement in- 
dicating the purpose and effect of 
each change. The mass submitter 
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must submit the request on behalf of 
the sponsoring organization and must 
certify under penalty of perjury that 
the IRA or SEP of the sponsoring 
organization, except for the delin- 
eated changes, is word-for-word iden- 
tical to the plan upon which the mass 
submitter received a favorable opin- 
ion letter. The Service will review the 
changes on a priority basis and issue 
an opinion letter to such sponsoring 
organization as soon as possible. 
However, any interim correspondence 
relating thereto will be addressed to 
the mass submitter. 

. 04 Requests from mass submitters, 
and requests relating to the adoption 
of approved mass submitter IRAs 
and SEPs by sponsoring organiza- 
tions, will be accorded more expedi- 
tious processing than requests submit- 
ted by non-mass submitters after the 
effective date of this revenue proce- 
dure. Where 10 or more word-for- 
word identical prototype IRAs or 
SEPs are pending with the Service as 
of the date of publication of this 
revenue procedure, the mass submit- 
ter may request that such IRAs or 
SEPs and any pending applications 
pertaining to IRAs or SEPs with 
minor modifications be treated as a 
mass submission under this revenue 
procedure. The request must be in 
writing, must identify which applica- 
tions are to be so treated, and must 
indicate which IRA or which SEP 
should be designated as the mass 
submitter's lead case. In addition, the 
request must contain a declaration by 
the mass submitter, under penalty of 
perjury, with respect to each sponsor- 
ing organization covered by the mass 
submission, that the sponsoring orga- 
nization has adopted the mass 
submitter's prototype IRA or SEP 
word for word or, if that is the case, 
with only minor modifications. If 
there are minor modifications, the 
mass submitter's request must con- 
tain, with respect to each sponsoring 
organization which has made minor 
modifications, a copy of the plan 
with the minor modifications inserted 
in such a manner as to be easily 
identifiable and, in addition, a state- 
ment indicating the purpose and ef- 
fect of each change. 

SEC. 8. EFFECT ON OTHER 
DOCUMENTS 

Rev. Procs. 75-6, 76-32, 77-24, 
and 80-17 are superseded. 

SEC. 9. EFFECTIVE DATE 

This revenue procedure is effective 
September 21, 1987, the date of its 
publication in the Internal Revenue 
Bulletin. 

26 CFR 601. 204: Change in accounting peri- 
ods and in methods of accounting. 
(A/so Part 1, Sections 44o, 501, 833; /. 446-/, 
1. 501 (a)-1. 1 

Rev. Proc. 87-51 

SECTION 1. PURPOSE 

This revenue procedure provides an 
administrative procedure for existing 
Blue Cross or Blue Shield organiza- 
tions, as defined in section 833(c)(2) 
of the Internal Revenue Code, and 
certain other organizations described 
in section 501(m)(1) and (m)(2) to 
expeditiously obtain the consent of 
the Commissioner to change their 
methods of accounting for federal 
income tax purposes. 

SEC. 2. BACKGROUND 

. 01 Prior to 1987, certain organiza- 
tions that provided commercial-type 
insurance were exempt from tax as 
charitable or social welfare organiza- 
tions under section 501(c)(3) or (c)(4) 
of the Code, respectively. Congress 
was concerned that these organiza- 
tions were engaged in insurance activ- 
ities the nature and scope of which 
were inherently commercial rather 
than tax exempt. 

The Tax Reform Act of 1986 
("Act"), section 1012(a), 1986-3 
(Vol. I) C. B. 307, dealt with these 
concerns by adding section 501(m) to 
the Code. Section 501(m)(1) provides 
that, for taxable years beginning af- 
ter December 31, 1986, an organiza- 
tion described in section 501(c)(3) or 
(c)(4) is exempt under section 501(a) 
only if no substantial part of the 
organization's activities consists of 
providing "commercial-type insur- 
ance" as defined in section 501(m)(3) 
and (m)(4). Thus, for taxable years 
beginning after December 31, 1986, 
an organization described in section 
501(c)(3) and (c)(4) is not exempt un- 
der section 501(a) if a substantial 
part of the organization's activities 
consists of providing commercial-type 
insurance. Under section 501(m)(2), if 
an organization is described in sec- 
tion 501(c)(3) or (c)(4) and is exempt 

from tax under section 501(a) after 
the application of section 501(m)(1) 
(because no substantial part of its 
activities consists of providing 
commercial-type insurance), then the 
activity of providing commercial-type 
insurance is treated as an unrelated 
trade or business, and the organiza- 
tion is treated as an insurance com- 
pany for purposes of applying 
subchapter L of chapter 1 with re- 
spect to that activity. 

. 02 For taxable years beginning be- 
fore January I, 1987, existing Blue 
Cross or Blue Shield organizations 
and other organizations described in 
section 501(m)(1) and (m)(2) of the 
Code filed returns as tax-exempt or- 
ganizations on Form 990 (Return of 
Organization Exempt From Tax Un- 
der Section 501(c)). (In some cases, 
income from the activity of providing 
commercial-type insurance was re- 
ported on Form 990T (Exempt Organ- 
ization Business Income Tax Re- 
turn). ) In accordance with the 
instructions for Form 990, these or- 
ganizations were required to use the 
same method of accounting on that 
return that they regularly used to 
keep their books and records. Gener- 
ally they used either Generally Ac- 
cepted Accounting Principles or stat- 
utory accounting principles 
established by the states for this 
purpose. 

Section 1012 of the Act also added 
section 833 to the Code. Section 
833(a)(1) provides that for taxable 
years beginning after December 31, 
1986, existing Blue Cross or Blue 
Shield organizations and other organ- 
izations described in section 833(c)(3) 
are taxable as if they were stock 
property and casualty insurance com- 
panies. Property and casualty insur- 
ance companies are taxed under pro- 
visions of the Code contained in part 
II of subchapter L of chapter 1. 
These provisions contain a number of 
special tax accounting rules. 

Because they are subject to the 
provisions of subchapter L of chapter 
1, existing Blue Cross or Blue Shield 
organiza'. ions and the other organiza- 
tions described in section 501(m)(1) 
and (m)(2) of the Code may be 
required to use tax accounting meth- 
ods different from those used in the 
past for reporting their insurance 
activity. For organizations subject to 
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P»t Il of subchapter L, section 832 
generally requires the use of an ac- 
«ual method of accounting with re- 
spect to their income and deductions. 
See Rev. Rul. 77-266, 1977-2 C. B. 
236. For any organization described 
in section 501(m)(1) or (m)(2) whose 
insurance activities are subject to part 
I of subchapter L, section 811(a) 
states that all computations entering 
into the determination of the taxes 
imposed by part I shall be made (1) 
under the accrual method of account- 
ing, or (2) to the extent prescribed by 
the Secretary, under a combination 
of an accrual method of accounting 
with any other method permitted by 
chapter 1 (other than the cash re- 
ceipts and disbursements method). To 
the extent not inconsistent with the 
preceding sentence or any other pro- 
vision of part I, all such computa- 
tions shall be made in a manner 
consistent with the manner required 
for purposes of the annual statement 
approved by the National Association 
of Insurance Commissioners. In addi- 
tion, organizations affected by sec- 
tion 501(m) may want to make other 
changes to existing methods of ac- 
counting, even though those changes 
are unrelated to the Act. 

. 03 Section 446(e) of the Code and 
section 1. 446-1(e) of the Income Tax 
Regulations state that, except as oth- 

erwise provided, in order to change a 
method of accounting for federal 

income tax purposes, the taxpayer 
must obtain the consent of the Com- 

missioner. Section 1. 446-1(e)(3)(i) re- 

quires that, in order to obtain such 

consent, generally an application, 
Form 3115 (Application for Change 

in Accounting Method), must be filed 

within 180 days after the beginning 

of the tax year for which the pro- 

posed change is to be made. Section 

1. 446-1(e)(3)(ii) authorizes the Com- 

missioner to prescribe administrative 

procedures setting forth the limita- 

tions, terms, and conditions deemed 

necessary to permit a taxpayer to 

obtain consent to a change in its 

method of accounting in accordance 

with section 446(e). These require 

ments, generally, are applicable to 

taxable and tax-exempt organizations. 

. 04 Section 481(a) of the Code 
requires that those adjustments neces- 

sary to prevent amounts from being 

duplicated or omitted be taken into 

account when the taxpayer's taxable 

income is computed under a method 

of accounting different from the 

method used to compute taxable in- 

come for the preceding tax year. 

(1) Section 1012(c)(3)(A)(i) of the 

Act provides that an existing Blue 

Cross or Blue Shield organization (as 
defined in section 833(c)(2) of the 

Code) shall not make any adjustment 

under section 481 (or any other pro- 

vision) on account of a change in its 

method of accounting for its first 

taxable year beginning after Decem- 

ber 31, 1986. According to the legis- 

lative history, "such organizations 
are given a fresh start with respect to 
changes in accounting methods result- 

ing from the change from tax-exempt 
to taxable status. " 2 H. R. Conf. 
Rep. No. 841, 99th Cong. , 2d Sess. 
11-349 (1986), 1986-3 (Vol. 4) C. B. 
349. 

(2) As is described more fully be- 

low, similar treatment regarding the 
adjustment under section 481(a) of 
the Code and the regulations thereun- 
der (section 481(a) adjustment) gener- 
ally applies to other organizations 
that are described in section 
501(m)(1) or (m)(2) and that, for 
their last taxable year beginning be- 
fore January 1, 1987, treated the 
provision of commercial-type insur- 
ance as other than an unrelated trade 
or business. 

SEC. 3. SCOPE 

This revenue procedure applies 
to— 

(1) existing Blue Cross or Blue 
Shield organizations (as defined in 
section 833(c)(2) of the Code), 

(2) other organizations that are de- 
scribed in section 501(m)(l), and 

(3) organizations described in sec- 
tion 501(m)(2) that, for their last 
taxable year beginning before Janu- 
ary 1, 1987, treated the provision of 
commercial-type insurance as other 
than an unrelated trade or business. 

For any organizations to which this 
revenue procedure applies, it applies 
(subject to the limitations stated be- 
low) with respect to changes in 
method of accounting for the taxpay- 
er's first taxable year (year of 
change) beginning after December 31, 
1986. This revenue procedure applies 
only with respect to a change in the 
method of accounting for an activity 
that was treated in the year immedi- 
ately preceding the year of change as 
other than an unrelated trade or 

business. For organizations described 
in section 501(m)(2) of the Code, this 
revenue procedure applies only with 

respect to a change in the method of 
accounting for the provision of 
commercial-type insurance. 

Taxpayers to which this revenue 
procedure applies may not use Rev. 
Proc. 84-74, 1984-2 C. B. 736, for 
changes with respect to which this 
revenue procedure applies. 

SEC. 4. APPLICATION 

. 01 In accordance with section 
1. 446-1(e)(3)(ii) of the regulations, 
for taxpayers to which this revenue 
procedure applies and changes with 

respect to which it applies, the 180- 
day time period for filing requests to 
change a method of accounting is 
extended for the year of change to 
the earlier of (a) the date the tax- 
payer files its return for the year of 
change or (b) the 1st day of the 11th 
month following the close of the year 
of change. Under section 1. 446-1(e) 
(2)(i), consent is hereby provisionally 
granted to an organization to which 
this revenue procedure applies to 
change methods of accounting if this 
revenue procedure applies with re- 
spect to that change. This provisional 
consent is granted to a taxpayer that 
files a Form 3115 in the manner 
described in section 5 of this revenue 
procedure and that otherwise com- 
plies with the provisions of this reve- 
nue procedure. The consent becomes 
final on the date one year from the 
date the Form 3115 is filed, unless 
the Service sends notification to the 
taxpayer on or before that later date. 

. 02 In rei iei~ ing the Form 3115, 
the National Office of the Service 
will consider all facts and circum- 
stances, including: 

(1) whether the method of ac- 
counting requested is consistent w ith 
the Code, regulations, revenue rul- 
ings, revenue procedures, and deci- 
sions of the courts; 

(2) whether the use of the new 
method will clearly reflect income; 
and 

(3) whether the taxpayer's books 
and records w ill conform w ith the 
proposed method of accounting. 

. 03 The Service»ill notify the tax- 
payer within one year from the date 
the Form 3115 is filed if the Service 
has initial questions concerning 
whether the taxpayer has adopted a 
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new accounting method that is not a 
proper accounting method for federal 
income tax purposes. If a taxpayer 
complies with the provisions of this 
revenue procedure and the Service 
does not send notification to the 
taxpayer in the one-year period, the 
taxpayer has obtained the consent of 
the Commissioner to change its meth- 
ods of accounting. If in the course of 
review the Service makes an initial 
determination that a method of ac- 
counting to which the taxpayer de- 
sires to change is not acceptable for 
tax purposes, the taxpayer will be 
granted the opportunity of a confer- 
ence in the National Office before 
the Service makes a final adverse 
determination. 

. 04 If a taxpayer obtains consent 
under this revenue procedure to 
change its method of accounting for 
a trade or business but the Service 
determines that the trade or business 
was an unrelated trade or business in 
the tax year before the year of 
change, then (notwithstanding section 
5. 06 below) the Service may require 
an appropriate section 481(a) adjust- 
ment with respect to that trade or 
business. 

SEC. 5. MANNER OF EFFECTING 
THE CHANGE 

. 01 If this revenue procedure ap- 
plies to a taxpayer and if it applies 
with respect to a change in method 
of accounting, then the taxpayer 
must effect the change by filing a 
Form 3115 in duplicate. The original 
shall be attached to the taxpayer's 
federal income tax return for the 
year of change, and, at the time the 
federal income tax return is filed, the 
duplicate shall be filed with the Na- 
tional Office addressed to the Com- 
missioner of Internal Revenue, At- 
tention: CC:C:2:9, 1111 Constitution 
Avenue, N. W. , Washington, D. C. 
20224. If it is found that the tax- 
payer has not complied with the 
requirements for the automatic 
change in method of accounting un- 
der this revenue procedure, the Na- 
tional Office or the district director 
will so advise the taxpayer. 

. 02 In order to assist in the pro- 
cessing of these changes in methods 
of accounting and to insure proper 
handling, reference to this revenue 
procedure shall be made a part of the 
Form 3115 by either typing or legibly 
printing the following statement at 
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the top of page 1 of Form 3115: 
"FILED UNDER REV. PROC, 
87-51. " In the case of a change in 

the method of accounting for a trade 
or business that the taxpayer was not 
conducting on or before August 16, 
1986, then, notwithstanding the pre- 
ceding sentence, the statement to be 
placed at the top of page 1 of the 
Form 3115 shall be: "FILED UN- 
DER REV. PROC. 87-51 — NEW 
BUSINESS. " 

. 03 In completing Form 3115, the 
taxpayer should check the box la- 
beled "Other (specify)" and insert 
the following: "Tax exempt organi- 
zation (subject to section 501(m)) to 
taxable insurance company. " The 
taxpayer should complete the identi- 
fying information at the beginning of 
the form as well as the signature 
section. The taxpayer need not com- 
plete sections other than sections A 
(Applicable to All Filers Other Than 
Those Answering "Yes" to "Note" 
Above) and J (Change in Method of 
Accounting Not Listed Above). 

. 04 In section J of the Form 3115, 
the taxpayer must also describe the 
accounting methods to which it is 
changing and the authority for using 
those methods. The taxpayer need 
not describe the methods of account- 
ing from which it is changing. 

. 05 The taxpayer must file its tax 
return for the year of change on the 
basis of the methods of accounting 
to which it proposes to change. 

. 06 If the change in method of 
accounting is made under the provi- 
sions of this revenue procedure, the 
taxpayer is not required to compute 
the amount of any section 481(a) 
adjustment. In the event that the 
taxpayer subsequently changes a 
method of accounting from the 
method adopted under this revenue 
procedure, the section 481(a) adjust- 
ment with respect to any such subse- 
quent change in method of account- 
ing may take into account the fact 
that the activity being accounted for 
was not subject to tax prior to the 
year of change. 

. 07 The signature of the person 
preparing the request for the change 
in method of accounting must appear 
in the space provided for it on the 
Form 3115. The application must be 
signed for the taxpayer requesting the 
change. The individual signing for a 
corporate taxpayer must be the presi- 
dent, vice president, treasurer, or 

chief accounting officer (such as the 
tax officer) who is authorized to sign 
for the corporation. See the signature 
requirements set forth in the General 
Instructions attached to a Form 3115 
regarding those who are to sign. If 
the agent is authorized to represent 
the taxpayer before the Service, to 
receive the original or a copy of the 
correspondence concerning the re- 
quest, or to perform any other act(s) 
regarding the application on behalf 
of the taxpayer, a power of attorney 
reflecting such authorization(s) must 
be attached to the application. Tax- 
payer's representatives without a 
power of attorney to represent the 
taxpayer as indicated in this subsec- 
tion will not be given any informa- 
tion about the application. If the 
taxpayer is a member of an affiliated 
group that has elected to file a 
consolidated federal income tax re- 
turn, a Form 3115 submitted on 
behalf of the taxpayer must be signed 
by a duly authorized officer of the 
common parent. (See section 
1. 1502-77 of the regulations. ) 

SEC. 6. EFFECTIVE DATE 

This revenue procedure shall be 
effective October 13, 1987, the date 
of its publication in the Internal 
Revenue Bulletin. If a change in 
method of accounting qualifies under 
this revenue procedure, any request 
for permission to make that change 
must comply with section 5 of this 
revenue procedure, and all noncom- 
plying requests that are received in 

the National Office after the effective 
date will be returned to the taxpayer. 
A taxpayer that has filed a Form 
3115 with the National Office prior 
to the effective date of this revenue 
procedure may use the automatic 
provisions of this revenue procedure 
and will be notified to this effect by 
the National Office. 

SEC. 7. CHANGES IN METHOD 
OF ACCOUNTING TO WHICH 
THIS REVENUE PROCEDURE 
DOES NOT APPLY 

If an organization described in 
section 501(m)(1) or (m)(2) of the 
Code wishes to make a change in 
method of accounting for the year of 
change but this revenue procedure 
does not apply with respect to the 
desired change, the organization is 
required to follow Rev. Proc. 84-74. 
See, however, Announcement 87-89 



-41 I. R. B. 72, which in many 
ases Provides an extension o f time 

for filing the Form 3115 that is re- 
quired by Rev. Proc. 84-74. 

26 CFR 601. 602: Tax forms and instructions. 

Rev. Proc. 87-52 

SEC. 8. INQUIRIES 

Inquiries in regard to this revenue 
procedure should refer to its number 
and be addressed to the Commis- 
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Direct Deposit 

SECTION 1 Introduction 

. 01 This revenue procedure pro- 
vides the requirements, procedures 
and data formats for the direct de- 
posit of refunds on returns filed 
electronically. See also Rev. Proc. 
87-16, [1987-1 C. B. 626] which 
provides criteria, procedures and 
specifications for the 1987 pilot test 
of electronic filing of individual in- 
come tax returns. Taxpayers filing 
electronically from the Phoenix, Cin- 
cinnati or Raleigh-Durham-Fay- 
etteville metropolitan areas in 1987 
who meet certain eligibility require- 
ments (see Section 2. 04) can elect to 
have their refunds directly deposited 
into their accounts in commercial 
banks, mutual savings banks, savings 
and loan institutions or credit unions. 

. 02 A taxpayer who elects direct 
deposit will not receive a refund 
check. Instead, the refund will be 
transferred directly to the designated 
financial institution for crediting to 
the taxpayer's account. This transfer 
will be effected by the Financial 
Management Service (FMS) of the 
Treasury Department, the agency re- 
sponsible for all federal government 
disbursements. The advantages of di- 
rect deposit to the taxpayer are that 
the refund amount is received more 
quickly and more conveniently, and 
the risk of loss is eliminated. 

SEC. 2 Enrollment in Direct 
Deposit 

. 01 Enrollment in direct deposit is 
available to taxpayers who have their 
tax return filed electronically by a 
participating preparer in the Phoenix, 
Cincinnati or Raleigh/Durham/Fay- 
etteville area, as specified in Rev, 
Proc. 87-16. 

. 02 Enrollment in direct deposit is 
voluntary. The taxpayer retains the 
option to have a refund check mailed 
in the normal manner. A taxpayer 
who elects to have part of the over- 
payment applied to next year's esti- 
mated tax credits can also elect to 

have the balance of the overpayment 
directly deposited. However, an over- 
payment cannot be split between a 
direct deposit and a refund check. 

. 03 Enrollment in direct deposit 
for income tax refunds is not a 
permanent election by the taxpayer. 
A new enrollment will be required 
each year. 

. 04 Eligibility requirements for di- 
rect deposit are as follows: 

I The return must be filed elec- 
tronically by a participating preparer 
from an office in the Phoenix, Cin- 
cinnati or Raleigh-Durham-Fay- 
etteville area. 

2 The return must be for tax year 
1986. 

3 Except as noted in paragraph 4 
of Section 2. 04 below, the taxpayer 
must show the preparer a proof of 
ac ount issued by the financial insti- 
tution designated by the taxpayer to 
receive the direct deposit. An accept- 
able proof of account is a check, a 
copy of Form 1099-INT, or a form, 
report or statement generated by the 
financial institution which clearly 
identifies the Routing Transit Num- 
ber and the Account Number, and 
contains the following information 
preprinted on the document. 

(a) Account Name — must be the 
same as the name of the taxpayer; or 
on a jointly filed return, the name of 
one or both of the taxpayers; or on a 
married filing separately return, the 
name of the taxpayer or the names 
of the taxpayer and the spouse. The 
account name cannot include the 
name of any other person. 

(b) Account Number — maximum 
17 positions. If more than 17 posi- 
tions, the account is ineligible for 
direct deposit. 

(c) Name of Financial Institution 
(FI). If a check or share draft is used 
as proof of account and the name of 
the FI is preceded by "payable 
through" another Fl, the account is 
ineligible for direct deposit. (See At- 
tachment 8. ) 

(d) Routing Transit Number 
(RTN) of the financial institution— 
must be nine digits, If less than nine 

digits, the account is ineligible for 
direct deposit. 

4 In the Phoenix area only, an 
account access card (Cactus Card) 
issued by a member of the Arizona 
Clearing House listed in Attachment 
4 is an acceptable proof of account. 
The Cactus Card is identified by the 
Cactus Switch logo appearing on the 
face or reverse side of the card (see 
Attachment 8). The Cactus Card 
does not contain the routing transit 
number of the financial institution. 
Instead, the first six digits of the 
card number constitute a banking 
identification number for the issuing 
financial institution which must be 
converted to an RTN by the 
preparer. (See paragraph 3 of subsec- 
tion . 05 below. ) 

5 The account designated to re- 

ceive the direct deposit must be the 
taxpayer's, unless the filing status is 

married filing jointly or married fil- 

ing separately. If the filing status is 

married filing joint, the account can 
be that of either spouse or of both 
spouses. If the filing status is married 
filing separately, the account can be 
the taxpayer's or a joint account with 
the spouse. The preparer must assure 
that the account name on the proof 
of account or the Cactus Card 
matches the name(s) on the tax re- 

turn. 
6 The account must be a checking, 

share draft, savings or other con- 
sumer asset account held by a finan- 
cial institution and established prima- 
rily for personal, family or household 
purposes. (A credit card account is 

excluded. ) 
7 The financial institution must be 

a State or National bank, savings 
and loan association, mutual savings 
bank or credit union. "State" in- 

cludes any State, territory or posses- 
sion of the United States, the District 
of Columbia, the Commonwealth of 
Puerto Rico, or any political sub- 
dtvision of the above 

8 The taxpayers do not need to 
obtain advance approval of their fi- 
nancial institution to have their re- 
funds directly deposited. 
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9 A financial institution that is the 
Preparer/transmitter of an electronic 
return may be designated by the 
taxpayer to receive the direct deposit, 
unless the financial institution, or an 
affiliate as defined in Section 1504(a) 
of the Code, has made a refund 
anticipation loan to the taxpayer. 
(See Section 8. ) 

. 05 The preparer must enter the 
direct deposit data on Form 8453, 
Taxpayer Declaration (see Attach- 
ment 5). 

I This includes the information de- 
scribed in paragraph 3 or 4 of sub- 
section . 04 above, plus the following 
additional information obtained from 
the taxpayer: 

(a) Type of account — Savings or 
Checking 

(b) Ownership of Designated Ac- 
count 

2 The preparer must complete all 
other required entries on Form 8453 
as specified in Rev. Proc. 87-16 and 
obtain the signature(s) of the taxpay- 
er(s). 

3 When a Cactus Card is used, the 
preparer must determine the Routing 
Transit Number from the Banking 
Identification Number (BIN), which 
is the first six digits of the 16 digit 
account number. (See Attachment 4. ) 

SEC. 3 Preparer Processing of 
Direct Deposit Requests 

. 01 Preparers will not charge a 
separate fee for direct deposit. 

. 02 Preparers must include the fol- 
lowing direct deposit data on the 
electronic return. (See Attachment 1. ) 

1 Routing Transit Number — must 

be nine numerics. 
(a) If Source Code is "1" for a 

Cactus Card, determine the RTN 
from the table in Attachment 4. 

(b) If Source Code is "2" for a 
check or share draft, the RTN is the 

first 9 digits printed on the bottom 
left of the check (see Attachment 6). 

2 Account Number — maximum 17 

positions. 
(a) If less than 17 positions, enter 

the account number left-justified with 

trailing blanks. IMPORTANT: In- 

clude hyphens for Source Codes 2 or 

3 only. Omit spaces and other special 
characters for Source Codes I, 2 or 
3. 

(b) If source code is "I'' for 
Cactus Card, the account number 

must be 16 digits left-justified with a 

trailing blank. DO NOT ENTER 

HYPHENS. Otherwise, the Cactus 
Card account is ineligible for direct 
deposit. 

(c) If the Source Code is "2" for 
a check or share draft, the account 
number field on the source document 
follows the RTN. In some cases, this 
field may contain additional data in 

front of or behind the actual account 
number, such as the check number. 
Preparers shall treat the entire field 
following the RTN, including hy- 

phens, as the account number for 
purposes of direct deposit of income 
tax refunds. (See Attachment 6. ) Us- 
ing this field, the receiving financial 
institutions will identify the actual 
account numbers and properly credit 
the refund amount. (If the combined 
field exceeds seventeen digits, the 
account is ineligible for direct de- 
posit. ) 

NOTE: If a cancelled check is 
used as a proof of account, do not 
include the money amount field ap- 
pearing in the right bottom margin 
of the cancelled check. See Attach- 
ment 8. 

3 Source Code — one numeral with 
a value of 1 (Cactus Card), 2 (Check) 
or 3 (Form 1099-INT or Other). 

4 Account Type — one alpha char- 
acter with value of "S" for a savings 
account or "C" for a checking ac- 
count. 

(a) If source code is "1", the 
account type must be "C" for check- 
ing account. 

(b) If source code is "2" or "3", 
the account type can be either "S" 
or "C". 

5 Ownership (of Designated Ac- 
count) Indicator — one numeric posi- 
tion with the value of "0" for Self, "1" for Husband, "2" for Wife or "3" for Both. 

(a) If Ownership indicator is "0", 
Filing Status (SEQ 130 of the 
return record) must be "I", "3", 
c44 I &or145 I 

(b) If Ownership Indicator is "I" 
or "2", Filing Status (SEQ 130 of 
the return record) must be "2". 

(c) If Ownership Indicator is "3", 
Filing Status (SEQ 130 of the 
return record) must be "2" or "3". 

. 03 The data specified in Section 
3. 02 is required to be key entered 
from source documents twice to en- 
able the preparer to detect and cor- 
rect transcription errors. Such errors 
could delay the direct deposit, cause 
it to be handled incorrectly or cancel 

it altogether. Accordingly, preparer 
software must compare the two inde- 
pendent key entries, and if they are 
not identical, generate an error mes- 
sage to initiate corrective action be- 
fore the returns are transmitted to 
the Service. (See Attachment 11 for 
rejection criteria. ) 

. 04 In addition to the key verifica- 
tion described in subsection . 03 
above, the preparer must validate the 
direct deposit data on the electronic 
return as follows: 

1 For the proof of account ap- 
proach (per paragraph 3 of Section 
2. 04), the preparer must validate the 
routing transit number, using the 
formula shown in Attachment 2. 

2 For the Cactus Card approach 
(per paragraph 4 of Section 2. 04. ), 
the preparer must 

(a) verify that the account access 
card contains the Cactus Switch logo 
shown in Attachment 9. 

(b) validate the account number, 
using the formula shown in Attach- 
ment 3, and 

(c) determine the routing transit 
number from the first six digits of 
the account number. (See Attachment 
4. ) 

3 The preparer must ensure the 
consistency of the routing transit 
number and the account number en- 
tries with the comparable data on the 
Form 8453. 

. 05 The preparer must transmit the 
electronic return to the IRS in the 
manner prescribed in Rev. Proc. 
87-16. 

. 06 Taxpayers should be cautioned 
that once an electronic return has 
been released to the Service, the 
direct deposit election cannot be re- 
scinded nor can the RTN or account 
number be changed. 

SEC. 4 Processing of Direct 
Deposits by IRS and FMS 

. 01 IRS will verify the direct de- 
posit information contained on the 
electronic returns by: 

1 matching the entries in the five 
direct deposit fields of the Return 
and Summary records, 

2 identifying Source Code/RTN 
inconsistencies, and 

3 ensuring that the direct deposit 
transactions originated in the three 
participating metropolitan areas only. 

NOTE: If direct deposit data is 
present on a return record originating 
outside the three participating metro- 

1987-2 C. B. 655 



politan areas, the refund will be 
automatically converted to a paper 
check by the IRS. 

. 02 If there is any inconsistency, 
the preparer will be advised of the 
error on the Acknowledgement 
record. To avoid delay in the issu- 
ance of the refund, the IRS will 

automatically convert the refund to a 
paper check which will be mailed to 
the address on the return record. In 
these instances, the IRS will not issue 
an explanatory notice to the tax- 
payer. 

. 03 The IRS may also sometimes 
find it necessary to supersede the 
direct deposit election and issue 
checks which will be mailed to the 
address on the return. This would be 
due to conditions arising during pro- 
cessing, such as taxpayer or preparer 
errors on the electronic return, the 
need for special processing by IRS, 
or the inability of the Service to issue 
the refund by June 1, 1987. When 
one of these conditions occurs, the 
IRS will usually issue an explanatory 
notice to the taxpayer. 

. 04 IRS will send a direct deposit 
refund tape to FMS weekly for trans- 
mission to the designated financial 
institutions. The refunds will be 
transmitted via the Automated Clear- 
ing House (ACH) system to all finan- 
cial institutions which accept elec- 
tronic fund transfers. Otherwise, the 
refund transactions will be transmit- 
ted directly to the receiving financial 
institutions by FMS through the Fed- 
eral Reserve System for crediting to 
the taxpayers' accounts. 

SEC. 5 Processing of Direct 
Deposits by Financial Institutions 

. 01 The financial institutions will 
credit refunds to payee accounts in 
accordance with the procedures devel- 
oped by IRS and FMS specifically 
for the direct deposit of refunds. 

. 02 If an account number on a 
direct deposit transaction does not 
match the financial institution's 
records, the financial institution will 

attempt to credit the refund based on 
other identifying information which 
accompanies the payment (i. e. , name, 
address, SSN, etc. ). If this is unsuc- 
cessful, the financial institution will 
return the direct deposit to FMS, 
which will in turn notify the IRS. 
IRS will then mail a refund check to 
the taxpayer. 

SEC. 6 Non-Receipt of Direct 
Deposits 

. 01 The IRS will not issue a writ- 

ten notice to taxpayers confirming 
direct deposits. To check the status 

of their refunds, taxpayers should 

call the applicable I RS Tele- Tax 
number listed below. When calling, 
they should have available the pri- 

mary Social Security Number (the 
first SSN listed if a joint return), the 
Filing Status as shown on the return 
and the exact amount of the expected 
refund excluding any amount desig- 

nated to be applied to 1987 Esti- 
mated Tax. The taxpayers should 
allow one week after the Tele-Tax 
refund issued date for their refund to 
be credited in their accounts. 

Tele- Tax 
Nmuber 
252-4909 

Area 
Phoenix, 
Arizona 
Durham, North 
Carolina 
Fayet teville, 
North Carolina 
Raleigh, North 
Carolina 
Cincinnati, 
Ohio 
Dayton, Ohio 

1-800-554-4477 

1-800-554-4477 

1-800-554-4477 

421-0329 

1-800-554-4477 

. 02 When taxpayers call the Tele- 
Tax number and learn that their 
refund was not issued, they should 
call the preparer. The preparer, in 
turn, should verify that the IRS has 
acknowledged that the tax return has 
been accepted. 

. 03 If from the Tele-Tax number, 
taxpayers learn that the Direct De- 
posit was issued but their account is 
not credited within a week from the 
date issued, they should contact the 
IRS to initiate refund tracers. Refund 
tracers for direct deposit will be 
routed to the receiving financial insti- 
tutions for resolution. If, after four 
weeks, the financial institution has 
not contacted the taxpayer, or has 
failed to satisfactorily resolve the 
problem, the taxpayer should initiate 
a follow-up refund tracer with IRS. 

. 04 If a taxpayer's account has not 
been credited with the refund four or 
more weeks after the preparer has 
received an acknowledgement from 
the IRS that the electronic return was 
accepted, and the taxpayer has not 
received a notice indicating that the 
refund will be issued by check, the 
preparer should be requested to con- 

tact the Cincinnati Service Center 
Electronic Filing Unit at 606-292- 
5621 (not a toll-free number). 

. 05 The financial institution is I'a 
ble to the taxpayer for the refund 
amount when a direct deposi«««d 
is misapplied due to error or negli- 

gence on the part of the financial 
institution or one of its employees. 

SEC. 7 Advertising of Direct 
Deposit by Preparers 

. 01 In addition to the advertising 
standards set forth in Rev. Proc. 
87-16, advertising of direct deposit 

by preparers must also conform to 
the following: 

1 Use of Direct Deposit name and 

logo. 

(a) The name "Direct Deposit" 
will be used with initial capital letters 
or all capitals. 

(b) The logo/graphic for Direct 
Deposit will be used whenever feasi- 
ble in advertising/promotional copy. 
(See Attachment 9. ) 

(c) The color or size of the Direct 
Deposit logo/graphic can be changed 
when used in advertising/promotional 
pieces. 

2 Use of Financial Management 
Services (FMS) or Treasury Seals. 

(a) Advertising or promotional ma- 

terials may not indicate that FMS or 

Treasury endorses a financial institu- 

tion (FI), a trade association, a tax 

preparer, or other private sector or- 

ganization. 

(b) Advertising or promotional 
materials that indicate the coopera- 
tive nature of the project (public/pri- 
vate sector) must contain clear indi- 

cations of names of all participating 
organizations. 

SEC. 8 Refund Anticipation Loans 

. 01 A preparer may assist a client 

in applying for a refund anticipation 

loan. This ia a loan made by the 

financial institution designated by the 

client to receive direct deposit of the 

anticipated refund. The loan would 

normally be repaid through an offset 

by the financial institution when the 

refund is credited to the designated 

account. Financial institutions autho- 

rized to receive direct deposits are 

described in paragraph 7 of Section 

2. 04 above. 
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. 02 An electronic preparer may 
charge a fee to assist a client in 

applying for a refund anticipation 
loan, but such fee must be identical 
for all affected clients and must not 
be related to the amount of the 
refund or loan. The electronic 
preparer must not share in any inter- 
est or other fees received by the 
lending financial institution from the 
client. 

. 03 An electronic preparer can dis- 
close tax information to the lending 
financial institution in connection 
with an application for a refund 
application loan only with the client's 
written consent as specified in Sec- 
tion 301. 7216-3(b) of the Income Tax 
Regulations. 

. 04 A direct deposit refund will 

usually be made within approximately 
three weeks of the date the electronic 
return is accepted by the Service. 
However, the Service will not guaran- 
tee that a refund will be issued by a 
specific date or for the requested 
amount. Further, the Service will 

sometimes issue a refund check to 
the taxpayer at his or her home 
address in lieu of a direct deposit. 
The Service will not notify either the 

preparer or the lending financial in- 

stitution if the direct deposit refund 

is delayed or cancelled, or the 

amount is changed. The Treasury 

Department will not be liable for any 

loss incurred by the taxpayer, the 

preparer or the financial institution 

with respect to a refund anticipation 

loan. The absence of any Service 

guarantees with respect to the date 

the refund will be issued or the 

amount of such refund must be in- 

cluded on the refund anticipation 

loan application form. Further, 

preparers must advise taxpayers that 

if direct deposits are not timely, they 

may be liable for additional interest. 

05 The Service will not accept 

inquiries from financial institutions 

with respect to the timing or amount 

of a direct deposit. Also, prior to the 

filing of electronic returns, the Ser- 

vice will not accept inquiries from 

taxpayers or preparers concerned 

with refund anticipation loans, e. g. , 
whether the prospective refund would 

be subject to offset or delay, whether 

the taxpayer identification number is 

consistent with Service records, etc. 
Inquiries subsequent to the filing of 
an electronic return must be in accor- 
dance with Section 6. 

. 06 The lending financial institu- 

tion and the electronic preparer must 

not be affiliated, as defined in Sec- 

tion 1504(a) of the Internal Revenue 

Code. A financial institution that is a 
preparer/transmitter and which is 

designated to receive the direct de- 

posit cannot make a refund anticipa- 
tion loan. 

. 07 In advertising the availability 
of refund anticipation loans, prepar- 
ers and financial institutions must 
refer to or describe the funds being 
advanced as loans, not refunds; i. e. , 
they must make it clear that the 
taxpayer is borrowing against the 
anticipated refund, not securing the 
refund itself from the financial insti- 
tution. 

. 08 Actions taken by an electronic 
preparer not consistent with this Rev- 
enue Procedure may result in the 
imposition of the penalties prescribed 
in Section 6695(f) or 7612 of the 
Internal Revenue Code and/or may 
also result in suspension from direct 
deposit or electronic filing. Actions 
taken in violation of these provisions 
by a lending financial institution 
could result in the Service ceasing to 
honor requests from taxpayers to 
directly deposit refunds in those insti- 
tutions. 

SEC. 9 Monitoring 

. 01 In addition to the monitoring 
requirements specified in Rev. Proc. 
87-16, the Service will also accumu- 

late data on errors relating to direct 

deposit and monitor preparer compli- 

ance with the requirements of this 

revenue procedure. 
. 02 In some cases, the direct de- 

posit election on an error free return 

may be switched to a paper check 

due to conditions arising during pro- 

cessing. When this occurs, no error 

will be attributed to the preparer. 
. 03 If the error rate relating to 

direct deposit exceeds acceptable 
standards, the preparer will receive 

from the Director, Cincinnati Service 

Center, a warning, or in extreme 

cases, a letter suspending the pre- 

parer from the direct deposit provi- 

sion of electronic filing. When sus- 

pended, the preparer will be 
counseled concerning the require- 
ments for re-acceptance in the direct 

deposit program. 
. 04 The preparer has the right to 

have the decision of suspension re- 

viewed by an office other than the 
one making the initial determination. 
Preparers should direct requests for 
administrative review of suspension 
decisions to the Office of the Direc- 
tor of Practice (PM:HR:DP), 1111 
Constitution Ave. N. W. , Washing- 
ton, D. C. 20224. 

SEC. 10 Evaluation Requirements 

. 01 To assist the Service in evalua- 
tion, participants will be required to 
compile narrative reactions of clients 
to direct deposit, and reactions of the 
electronic filer to direct deposit, in- 
cluding statistics on the number of 
taxpayers electing direct deposit and 
the number of electronic returns 
filed. (See Attachment 10. ) 
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Attachment 1 
Record Specifications 

I. Summary Record 
The final record for each tax return is the Summary record. Rev. Proc. 87-16 provides the complete record format 

of the Summary record in Appendix A. Below are shown the fields of the Summary record which only apply to direct 
deposit of refunds. 

Field ¹ 
(30) 
(31) 

Identification 
Routing Transit Number 
Account Number 

(32) Source Code 

(33) Account Type 

(34) Ownership Indicator 

Length 
9 

17 

Description 
Numeric 
Alphanumeric (including hyphens for Source 
Code 2 or 3 only) "I" = Cactus Card "2" = Check "3" = 1099-INT/Other 
"S" = Savings, "C" = Checking or Other "0" = Self "I" = Husband "2" = Wife 
"3" = Both 

Record Specifications 

II. Return Record 
The Return Record contains the record formats for Page 1 and Page 2 of the Form 1040. See Appendix B of Rev, 

Proc. 87-16 for the complete Form 1040 record format. Below are the fields from the Form 1040 record that only 

apply to direct deposit of refunds. 

Field 
No. 
1330 
1340 

Identification 

Routing Transit Number 
Account Number 

1350 Source Code 

1360 

1370 

Account Type 

Ownership Indicator 

1380 Refund Ind (IRS Use Only) 

Form Length Field Description 
Ref. 

9 Numeric 
17 Al hanumeric i P ( ncluding hyphens for Source Code 

2 or 3 only) "1" = Cactus Card 
"2" = Check "3" = 1099-INT/Other 
"S" = Savings, "C" = Checking or Other "0" = Self "I" = Husband 
"2" = Wife "3" = Both 
NO ENTRY 
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Attachment 2 

9 0 1 

xl x3 x7 

Validation of Routing Transit 
Number for the Proof of 

Account Approach 

fy correctness of the Routing Transit Number by computing the check digit. The check digit is the ninth digit 
of the RTN. The steps are as follows: 

1. Multiply each of the first eight digits of the RTN by the appropriate multiplier (the first digit multiplied by 3, 
the second by 7, the third by 1, the fourth by 3, the fifth by 7, the sixth digit by 1, the seventh by 3 and the eighth 
by 7). 

2. Add all the products. 
3. Subtract. the sum of all the products from the next multiple ««n. 
4 The remainder is the check digit which must be equal to the mnth dig't of the RTN. 
Note: If the sum of the products is evenly divisible by 10, the check digit is zero (0). 
For example, if 120139013 were the RTN, verify the check digit as follows: 
1. Multiply each of the first eight digits, 12013901, by 37137137 respectively: 

Routing Transit Number 1 2 0 1 3 
Constant Multiplier x3 x7 xl x3 x7 

3 14 0 3 21 9 0 7 

2. Add the products: 3 + 14 + 0 + 3 + 21 + 9 + 0 + 7 = 57 
3. Subtract the sum of all the products from the next multiple of ten: 60 — 57 = 3 
4. The remainder is the check digit: 3 
5. If the check digit does not equal the ninth digit of the RTN, verify that the first eight digits of the RTN were 

correctly entered from the source document and recompute if appropriate. 
Note: If the check digit does not match, the refund cannot be directly deposited. 
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Attachment 3 

Validation of the Check Digit in the Account Number 
for the Cactus Card Approach 

Verify the Account Number on the Cactus Debit Card by computing the check digit. The 16th digit of the Account 
Number is the check digit. The steps are as follows: 

1. Multiply each of the first fifteen positions of the Account Number by the applicable number. Multiply the odd 
positions by 2 and the even positions by l. 

2. If product is greater than 9 for a position, subtract 9 from the product. 
3. Add the products. 
4. Subtract the sum of the products from the next multiple of ten. 
5. The remainder is the check digit which must be equal to the 16th digit of the Account Number. 
Note: lf the sum of the products is evenly divisible by 10, the check digit is zero (0). 
For example, if 5031-4701-2345-6789 were the Account Number, verify the check digit as follows: 
1. Multiply the first position by 2, the second position by I, the third position by 2, the fourth position by 1, etc. , 

through position 15, excluding the last position (the check digit). If the product is greater than 9, subtrace 9 from the 
product. Add the products. 

5 0 3 I 4 7 0 1 2 3 4 5 6 7 8 
x2 xl x2 xl x2 xl x2 xl x2 xl x2 xl x2 xl x2 
10 0 6 1 8 7 0 I 4 3 8 5 12 7 16 

— 9 — 9 — 9 

I +0 +6 +1 +8 +7 +0 +1 +4 +3 +8 +5 +3 +7 +7 =61 

2. Subtract the sum of the products from the next multiple of ten: 70 — 61 = 9 
3. The remainder is the check digit: 9 
4. If the check digit does not equal the 16th digit of the Account Number, verify that the account number was 

correctly entered from the source document and recompute if appropriate. 
Note: If the check digit does not match, the refund cannot be directly deposited. 
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Attachment 4 

Generation of a Routing Transit 
Number for the 

Cactus Card Approach 

Generate a Routing Transit Number from the Banking Identification Number (BIN) which is the first six digits of 
the Account Number on the Cactus Card according to the table below. If the financial institution is not listed on this 
table, the account is ineligible for direct deposit. 

INSTITUTION NAME 
First Interstate Bank of Arizona 
Valley National Bank of Arizona 
Continental Bank 
The Arizona Bank 

United Bank of Arizona 
Home Fedeal Savings and Loan (Great American) 
Arizona Telco Federal Credit Unon 

BIN 
560109 
503147 
475706 
475500 
475570 
585296 
471875 
581407 
423326 

RTN 
122100011 
122100024 
122101191 
122101706 

122102831 
322199990 
322172506 
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Attachment 5 

Form 8453, Taxpayer Declaration 

8453 
Oe|rsnrsore ol ew Trssorrrr 

U. S. Individual Income Tax Declaration 
for Electronic Filing 

For the year January 1-December 31, 1986 

OMa No. Iss5493s 

IJse IRS 
label. 
Otherwise, 
please 
print or 

Yae lest osew sw erchsl (il jreos rolerrL. also Srro srrovso's aaroo sos oreisn Vow ~ sscerey rwreasr 

Seoeso's soarer sosrrrey oeroasr 

Tax Return Information (Whole Dollars Only) 

1 Total income (Form 1040, line 23; Form 1040A, line 10; Form 1040EZ. rrne 3) . 

2 Total tax (Form 1040, ane 55; Form 1040A, kne 23; Form 1040EZ, gne 9) . 
3 Refund (Form 1040, line 65; Form 1040A, line 26; Form 1040EZ, line 10) 

Direct Deposit of Refund (OHI. Y Complete for Quallned Taxpayers. See Instructions. ) 

4 Home of financial institution and, if applcable, branch: 

5 Routing transit number (RTH): 

C Depositor account number. 

7 Type of depositor account: Q checking, 0R - P savings 

SS ~: Pc ~~~. PF~1099~, PS k~ OR PO 
9 Itmarried fa a 

' ' 
or separate return. indicate owner of depositor account (check one): p Husband, Q Wfe. OR p eoth 

tI~ Declaration of Taxpayer 

Jnder penalties of perjury, I deckre that the amounts described in part I above agree with the amounts shown on the corresponding, 
ands of my 1986 Federal income tax return given to me by my tax return preparer/transmitter, and that I have also compared the 
information contained on my return with the information I provkfed Icr my preparer/transmitter. To the best of my krkrwledge and belief, my 
return and, if applicable, the account information shown on knes 4 through 9 in Part II above are ttfre, correct, and compkte. I consent that 
my return, inCIuding thiS deCiaratian and aCCOmpanying SCheduleS and Statementa, be Sent tO the Internal Revenue SerViCe by my taX 
rerwn transmeer and, it appiicsbk. that my refund be directly deposited as designated in part II above. If lant return and the refund is to 
be I rrecdy deposited. the is an irrevocable appointment of the other spouse as an agent to receive the refund. 

Please 
Sign 
Kere 

Ywe serroaeo soovso's sossoeo Ie rsec rorero, eoTH rsesr son& 

Declaration of Preparer/Transmitter (If the transmitter did not prepare the tax return, check here. & Q ) 
I declare that the above taxpayer's return is based on all information of whrch I have knovrkdge and, if applicabk, that I have verified 

that the taxpayer's name shown on this deckratron agrees wrth the name that appears on the proof of account. A copy of all forms and 
inlormauon to be filed wrth the internal Revenue Serwce has been prowded to the taxpayer. 

Paid 
Peree r/ | 
Transmitter's . 
Usg Only 

f or Paperwork noerrcuorr Act irouco, soo bock of form. 

t. l. rro. 

Zlo coos 

rw 8453&ieaSI 
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Attachment 6 

Proof of Account — Form 1099-INT 

SYSTEM nano. airaaa aa«ass. aer, save. sne ne sees 

ABC Bank 
1112 Anyvbere Sr. 
Rare a AmariCa 00000-0M0 

Q CORRECTED 

oMs a« isaso I II 

OI)86 
Ststemont for 
Reorhaente Of 

Interest Income 

e~ rse«v o«eeneeesrsesev tcesrears vsnvcvaea nn«ev 

423&5-6789 
nan« treat, saeog, bvt 

Robin Antters 

123 America Sr. . elm. m to' sees 

i 00 00 

, S AsnmH Vl«a«ese S U. S. S«sea Sana, a«, 

12. 00 

~ r w««s«m« tsa «cnew 

s r««snoneeeievoeasiv s r««encinssrrv UL 
en«ones eeet& 

I Isa«sea irvn aasnla ane lass sass«n«n, arses «ease. s«n 
eaeassL ea««averovm V eaesas. aac. 

501. 00 
copy e 

for Recipient ' 
Thss o nnoertsnt tes 

ant«mohan ene a 
banal Iennaheo te 

the IntemV aesernss 
Sennce, II yev ve 

reshnreo 10 IW e 
astern, e leleesnee 

OSIQIIT ar SUIV 
~ enelren ml be 

irnbeeeo on Tahr rf thas 
lllserne Is IsaetW end 

the Stl Oeterrrnnea 
that a hes not eben 

reoseteo. 

1099-IIST onset«ae v o« tree«sr ee«nv has«s«sss«se 

I Account Name 
2 Account Number 
3 Name of Financial Institution 
4 Routing Transit Number 

Proof of Account — Blank Check 

JOHN N. THOMPSON 
ISARY JANE THOMPSON 

sett Trtnoewliao oil. Sss ssss 
LAKE IIAVASU CITY, hr Sesoe 19 

428 

sns To TNI 
oeoss or 

0 L L A S S. 

Anywhere Bank 

4: 2F F03'IE 6 I: I 28s' 0100000 L5 

I Account Name 
2 Account Number 

3 Name of Financial Institution 

4 Routing Transit Number 
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Proof of Account — Cactus Card 

Attachment 7 

i - ~ &fail OjCI 

I Account Name 
2 Account Number 
3 Name of Financial Institution 
4 Routing Transit Number (determined from the first six digits of the Account Number) 
4 Cactus Switch Logo 

Proof of Account — Other 

John Doe 

Account Identification Card 

Continental 
Federal 

I: 35E07 2E 751'. P )0 $0000000 

I Account Name 
2 Account Number 
3 Name of Financial Institution 
4 Routing Transit Number 
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Proof of Account — Cancelled Check 

Attachment 8 

~ JOHNSON 
1100 Jack Benny Drive 
Rochester. New York 14843 

December 26 198X 

Three hundred n' ne & 58/100 Do I I ar 9 

Anywhere Bank 
oegseea. ILLA. 

Memo . c&. 

t:433f Of 5E I: L23iot BR7»' LOI I «0000039 LS 

I Account Name 
2 Account Number 
3 Name of Financial Institution 
4 Routing Transit Number 
5 Money Amount 

Unacceptable Proof of Account — Check Payable through Another Financial Institution 

'. -"~x AXRESS- 
ZZPCCQE 

' ""' " ' -'" 1y ' M»V. 
»t» 

OOLLA»S 

04. D2Q 

-I:OS i, tO hf, GOi:RBOOPL 9000093» 180 j 
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Direct Deposit Logo/Graphic 

Attachment 9 

QEPOSll 

Cactus Switch Logo for Cactus Card 
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Direct Deposit Evaluation Form 

Attachment 10 

ulRECT DEPOS1T 
l1ONTHLY EVALUATLON FOR)l 

1 Fi 1 er Naae) 

2 Check Area and Pe )od Covered bv this Reoort 

Cincinnati-Davton-Sor inef ield 
Ral el oh-Durhaa-Favet tevi 1 le 
Phoeni x 

Jan&so 1987 
Narch 1987 
Apri 1 1987 

Nuaber of U. S. individual lncoae Tax Returns 
Filed Electronicallva 

Pe centaoe of ltee 5 Reouestino Direct Deposit X 

5 Per centase of ltes 5 Electino Refund Anticioation 
Loans 

4 Principal Reason for Not Choosiny Direct Deoosit 

~ Prof orred ~ check X 
b No bank account . . X 
c Unacceotable or oof X 

of account 

d Concerns about EFT 
e Othe tSpecifv) 
f 0 

9 No reason yaven 

X 

X 

7 Nuaber of Direct Deposit 1nouaries Received 
Four or ilare )reeks After Electronic Returns Filed 

8 Princaoal Reason for lnouiraos (Percentaoe of Itee 7) 

~ Darect Deoosi t not received or delaved 
Refund aaount chanoed 

c Direct Deoos)t converted to oaoer check 
d Refund Anticioa'taon Loan hatter's 
~ Other (soecafv) 
f 0 0 

X 
X 
X 
X 

lnstructi onsa 

Preove ~ savate report for each period for each eetroooli tan 
area froe arhach vou are filino electronic returns. Entr ies for 
iteos 4 and 8 should each total 10OX. Anserer all ouestions to 
the best of vour kncwledoe. Use the reverse of this fore to note 
suooesta ons f or a aoroveaent s in direct deoosi t procedures. Cal 1 
202-574~ )not. ~ toll+res nuaber) if vou have anv ouestions 
about coaoletiny thi ~ fora. )lail coop]eted fores aeithin seven 
davs after close of each reporting peraod tor 

Electronic Fil ano Project Off ice 
Prla PFR a R 
internal Revenue Service 
Nashinoton. D. C. 20224 
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Attachment 11 

Data Validation and Rejection Criteria for Direct Deposit 

1. If Routing Transit Number (SEQ 1330), Account Number (SEQ 1340), Source Code (SEQ 1350), Account 
Type (SEQ 1360) and Ownership Indicator (SEQ 1370) are significant in the Form 1040 Record, then Routing 
Transit Number (Field 30), Account Number (Field 31), Source Code (Field 32), Account Type (Field 33) and 
Ownership Indicator (Field 34) in the Summary Record must also be significant and be equal to the entries for the 
Form 1040 record. 

2. If significant, the Routing Transit Number (SEQ 1330) must be nine numerics, the Accounting Number 

(SEQ 1340) must be all alphanumerics and left-justified with trailing blanks, the Account Type (SEQ 1360) must be 
"C" or "S", the Source Code (SEQ 1350) must be 1, 2 or 3 and the Ownership Indicator (SEQ 360) must be 0, 
1, 2or3. 

3. If Source Code (SEQ 1350) is "1", the Account Number (SEQ 1340) must be 16 numerics, left-justified, with 

one trailing blank. 
4. If Source Code (SEQ 1350) is "1", the Account Type (SEQ 1360) must be "C". 
5. If Direct Deposit information is significant, positions three and four of the Declaration Control Number (Field 

11 of the Return Record) must contain "31", "56" or "86". 
6. If Ownership Indicator (SEQ 1360) is "0", Filing Status (SEQ 130 of the return record) must be "1", "3", 

"4" or "5". If Ownership Indicator (SEQ 1360) is "1" or "2", Filing Status (SEQ 130 of the return record) must 

be "2". If Ownership Indicator (SEQ 1360) is "3", Filing Status (SEQ 130 of the return record) must be "2" or 
c c3 9 0 
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26 CFR 601. 201: Rulings and determination 
letters. 
(Also Part I, Section 265; 1. 265-2. ) 

Rev. Proc. 87-53 

SECTION 1. PURPOSE 

The purpose of this revenue proce- 
dure is to modify section 6. 03 of 
Rev. Proc. 72-18, 1972-1 C. B. 740, 
in order to implement the nonsalable 
standard intended by that section. 
Under the nonsalable standard, sec- 
tion 265(a)(2) of the Internal Revenue 
Code generally does not apply to a 
taxpayer's holdings of tax-exempt ob- 
ligations acquired in the ordinary 
course of the taxpayer's business as 
payment for goods or services from 
state or local governments, if such 
obligations are not salable. 

SEC. 2. BACKGROUND 

. 01 Rev. Proc. 72-18 provides 
guidelines for the application of sec- 
tion 265(a)(2) of the Internal Revenue 
Code to certain taxpayers holding 
state and local obligations the interest 
on which is wholly exempt from 
federal income taxation. (Before 
redesignation by section 902 of the 
Tax Reform Act of 1986, 1986-3 
(Vol. 1) C. B. 1, 297, section 
265(a)(2) was section 265(2). ) 

. 02 Section 265(a)(2) of the Code 
provides, in part, that no deduction 
shall be allowed for interest on in- 

debtedness incurred or continued to 
purchase or carry obligations the in- 

terest on which is wholly exempt 
from federal income taxation. The 
application of section 265(a)(2) re- 
quires a determination, based on all 
the facts and circumstances, of the 
taxpayer's purpose in incurring or 
continuing each item of indebtedness. 
This purpose may be established by 
either direct or circumstantial evi- 

dence. 
. 03 Section 6 of Rev. Proc. 72-18 

provides guidelines for corporations 
that are not dealers in tax-exempt 
obligations. Section 6. 03 of Rev. 
Proc. 72-18 provides, "The required 
relationship will generally not be 
present where the taxpayer's holdings 
of tax-exempt obligations are nonne- 

gotiable obligations acquired in the 
ordinary course of business in pay- 
ment for services performed for, or 
goods supplied to, state or local 
governments. R. B. George Machin- 

ery Co. , 26 B. T. A. 594 (1932) (Ac- 

quiesced C. B. XI-2, 4). " 
. 04 R. B. George Machinery Co. , 

stands for the proposition that sec- 

tion 265(a)(2) of the Code does not 

aply if the tax-exempt obligations 

held by the taxpayer are nonsalable. 

See Wisconsin Cheesman, Inc. v. 

United States, 388 F. 2d 420, 423 (7th 

Cir. 1968); Illinois Terminal Railroad 

Co. v. United States, 375 F. 2d 1016, 
1021 (Ct. Cl. 1967). The use of the 

term "nonnegotiable" in section 6. 03 

of Rev. Proc. 72-18 does not pre- 

cisely convey the nonsalable standard 

established by R. B. George Machin- 

ery Co. 

SEC. 3. APPLICATION 

Section 6. 03 of Rev. Proc. 72-18 is 

modified to read, in part, as follows: 

The required relationship will generally not be 

present when the taxpayer is unable to sell 

holdings of tax-exempt obligations acquired in 

the ordinary course of business in payment for 
services performed for, or goods supplied to, 
state or local governments. R. B. George Ma- 

chinery Co. v. Commissioner, 26 B. T. A. 594 

(1932), acq. , XI-2 C. B. 4 (1932); Wisconsin 

Cheeseman, Inc. v. United States, 388 F. 2d 

420 (7th Cir. 1968); Illinois Terminal Railroad 
Co. v. United States, 375 F. 2d 1016 (Ct. Cl. 
1967). 

SEC. 4. EFFECTIVE DATE 

This revenue procedure is effective 
for all tax-exempt obligations ac- 
quired on or after January 11, 1988. 

SEC. 5. EFFECT ON OTHER 
DOCUMENTS 

Rev. Proc. 72-18 is modified. 

26 CFR 601. 602: Forms and instructions. 

Rev. Proc. 87-54 

SECTION 1. PURPOSE 

The purpose of this revenue proce- 
dure is to provide procedural guide- 
lines to exclude certain prizes and 
awards granted after December 31, 
1986, from gross income under sec- 
tion 74(b) of the Internal Revenue 
Code. As amended by section 122 of 
the Tax Reform Act of 1986 (the 
Act), 1986-3 (Vol. 1) C. B. 26, sec- 
tion 74(b) provides that if certain 
prizes or awards are transferred by 
payors to governmental units or char- 
itable organizations described in sec- 
tion 170(c)(1) or (2) of the Code, 

respectively, pursuant to "designa- 
tions" made by recipients, the prizes 
or awards are not included in the 
recipients' gross income. 

This revenue procedure describes a 
safe harbor that ensures that such 
prizes or awards qualify for the ex- 
clusion. However, other designation 
methods meeting the requirements 
imposed by section 74(b) of the Code 
may also be used. 

SEC. 2. BACKGROUND 

. 01 Section 74(a) of the Code pro- 
vides, in general, that gross income 
includes amounts received as prizes 
and awards. Taxable prize and award 
amounts of $600 or more paid in any 
taxable year by a payor to a recipient 
that are not paid for services ren- 
dered are to be reported by the payor 
on Form 1099-MISC, Statement for 
Recipients of Miscellaneous Income. 
See section 6041(a) of the Code and 
section 1. 6041-1(d)(3) of the Income 
Tax Regulations. 

. 02 Section 74(b) of the Code, an 
exception to the general rule of sec- 
tion 74(a), provides that gross income 
does not include amounts received as 
prizes and awards made primarily in 

recognition of religious, charitable, 
scientific, educational, artistic, liter- 
ary, or civic achievement, but only if 
(I) the recipient is selected without 
any action on the recipient's part to 
enter the contest or proceeding, (2) 
the recipient is not required to render 
substantial future services as a condi- 
tion to receiving the prize or award, 
and (3) the prize or award is trans- 
ferred by the payor to a governmen- 
tal unit or a charitable organization 
described in paragraph (1) or (2) of 
section 170(c) pursuant to a designa- 
tion made by the recipient. 

The third requirement of section 
74(b) was added by section 122 of 
the Act, effective for prizes and 
awards granted after December 31, 
1986. 

. 03 S. Rep. No. 9-313, 99th Cong. 
2d Sess. 50 (1986), 1986-3 (Vol. 3) 
C. B. 50, states: 

Under the bill, the present-law exclusion 
under section 74(b) for certain prizes and 
awards for charitable, artistic, scientific, and 
like achievements is modified to apply only if 
the recipient designates that the prize or award 
is to be transferred by the payor to a govern- 
mental unit or a tax-exempt charitable, educa- 
tional, religious, etc. organization contribu- 
tions to which are deductible under section 
170(c)(1) or 170(c)(2), respectively. If such 
designation is made and the prize or award is 
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so transferred to a governmental unit or 
charitable organization by the payor, the prize 
or award is not included in the winner's gross 
income, and no charitable deduction is allowed 
either to the winner or to the payor on 
account of the transfer to the governmental 
unit or charitable organization. 

For purposes of determining whether a prize 
or award that is so transferred qualifies as 
excludable under the bill, the present-law rules 
concerning the scope of section 74(b) are 
retained without change. In addition, in order 
to qualify for the section 74(b) exclusion as 
modifed by the bill, the designation must be 
made by the taxpayer, and must be carried out 
by the organization making the prize or 
award, before the taxpayer uses the item that 
is awarded (e. g. , in the case of an award of 
money, before the taxpayer spends, deposits, 
invests, or otherwise uses the money). Disqual- 
ifying uses by the taxpayer include such uses 
of the property with the permission of the 
taxpayer or by one associated with the tax- 

payer (e. g. , a member of the taxpayer's fam- 

ily). 

SEC. 3. DESIGNATION 
GUIDELINES 

. 01 If the taxpayer wishes to ex- 
clude from gross income a prize or 
award (or portion thereof) that meets 
the requirements of section 74(b)(1) 
and (2) of the Code, the taxpayer 
must make a designation pursuant to 
which the prize or award is to be 
transferred to an organization or en- 
tity described in section 170(c))(1) or 
(2). This "designation" should be 
made before the prize or award is 
actually presented by the payor to 
the recipient to avoid the possibility 
of a disqualifying use of the prize or 
award by the recipient. 

. 02 The designation preferably 
should be made by the recipient on a 
form provided by the payor and 
returned to the payor. However, the 
recipient may make an effective des- 
ignation in a written document pre- 
pared by the recipient and submitted 
to the payor. In either case, the 
designation should (1) describe the 
purpose of the document by refer- 
ence to section 74(b)(3) of the Code 
and (2) indicate the designee govern- 
mental unit(s) or charitable organiza- 
tion(s). The designation may also 
state the federal income tax conse- 
quences for making the designation. 

Language for a model designation 
document follows below: 

The purpose of this document is to designate pursuant to section 74(b)(3) of the Internal Revenue Code the 
governmental unit(s) or charitable organization(s) described in section 170(c)(1) or (2) of the Code, repsectively, to 
which a prize or an award amount (or portion thereof) is to be transferred. 

The undersigned recipient of the (describe nature and total value of prize or award) awarded (or to be awarded) on 
(date) requests that the payor, (name and address), of this prize or award transfer it, in the amount(s) indicated, to 
the entity (entities) designated below: 

Amount Designee 
to (Name and Address of section 170(c)(1) or (2) 

entity) 
(List separately each designee if more than one) 

to Section 170(c)(1) or (2) entity or entities to be 
selected by the payor. 

The undersigned recipient understands that the amount(s) of the prize or award designated above is (are) excludable 
from the recipient's gross income under section 74(b) of the Code but is (are) not deductible by the recipient as a 
charitable contribution. 

Recipient's signature (or signature of authorized representative) 

Recipient's Taxpayer Identification Number 

Recipient's address 

Date signed 

. 03 If it is not possible for the 
recipient of a prize or an award to 
make a designation prior to the ac- 

tual receipt of the prize or award, as 
in the case of an unexpected presen- 
tation, the recipient must, before the 
item is used, return the prize or 
award to the payor and should make 

a designation in the manner set forth 
in section 3. 02 above, with an addi- 
tional paragraph stating: "The un- 

dersigned certifies that no use of this 

prize or award was made prior to its 
return to the payor. " 

. 04 If the recipient makes a des- 
ignation pursuant to section 3. 02 

or . 03, the payor should pro- 
vide a written acknowledgment to 
the recipient stating when and 
to whom the designated amounts 
were transferred by the payor. 
The acknowledgment should incorpo- 
rate language substantially as fol- 
lows: 
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To: (name, taxpayer identification number, and address of recipient) 
» accordance with your directions, the property, to the extent designated, (state nature and value thereof), 

representing the (name of prize or award) granted to you was transferred to (name of section 170(c)(1) or (2) 
organization(s)) on (date). 

Signature of payor or authorized representative (state title) 

Payor's taxpayer identification number 

Payor's address 

Date signed 

. 05 The designation and acknowl- 
edgment documents (or copies 
thereof) should be retained by both 
the payor and the recipient of the 
prize or award. These documents will 
be accepted by the Internal Revenue 
Service as evidence that the require- 
ments of section 74(b)(3) of the Code 
have been met. 

SEC. 4. EFFECTIVE DATE 

This revenue procedure applies to 
prizes and awards granted after De- 
cember 31, 1986. 

26 CFR 601. 601: Rules and regulations. 
(Also Part 1, Sections 162, 404, 446, 463, 481; 
1. 162-1, 1. 404(a)-1, 1. 463-1T, 1. 481-1, 10. 2. ) 

Rev. Proc. 87-55 

SECTION 1. PURPOSE 

The purpose of this revenue proce- 
dure is to provide procedures and 
guidance to certain taxpayers regard- 
ing their election to use section 463 
of the Internal Revenue Code for 
deducting vacation pay. 

This revenue procedure provides 
expeditious approval provisions for: 

(I) a taxpayer that desires to make 
an election to use section 463 in 
accordance with section 91(i) of the 
Tax Reform Act of 1984 (1984 Act), 
1984-3 (Vol. I) C. B. 117, as modi- 
fied and extended by;ection 
1851(b)(1) of the Tax Reform Act of 
1986 (1986 Act), 1986-3 (Vol. I ) 
C. B. 779; and 

(2) any taxpayer that made a valid 
election to use section 463 in accor- 
dance with section 91(i) of the 1984 
Act if that taxpayer desires to treat 
that election as a change in method 
of accounting in accordance with 

section 1851(b)(1)(A) of the 1986 
Act. 

SEC. 2. BACKGROUND 

. 01 Prior to 1984, vested vacation 
pay was generally deductible as an 
ordinary and necessary business ex- 
pense. In 1984, Congress amended 
section 404(b) of the Code to treat as 
deferred compensation vacation pay 
that was paid later than two and 
one-half months after the end of the 
taxpayer's tax year in which signifi- 
cant services required for payment 
were performed. See H. R. Rep. No. 
98-861 (Conf. Rep. ), 98th Cong. , 2d 
Sess. 1160 (1984), 1984-3 (Vol. 2) 
C. B. 414. Congress also provided 
under section 463 an elective excep- 
tion to section 404. Section 91(i) of 
the 1984 Act provided a transitional 
rule to allow taxpayers to elect sec- 
tion 463 in response to the section 
404(b) change. The transitional rule 
was available only to taxpayers with 
vested vacation plans that made the 
section 463 election for the first tax 
year ending after July 18, 1984. 
However, many taxpayers did not 
make the section 463 election under 
section 91(i) of the 1984 Act, or if 
they did, they did not deduct certain 
amounts attributable to vested vaca- 
tion pay. Accordingly, Congress en- 
acted section 1851(b)(1) of the 1986 
Act to extend the time for making 
the section 463 election under section 
91(i) of the 1984 Act and to allow 
taxpayers that did not deduct certain 
amounts attributable to vested vaca- 
tion pay to recover those amounts 
through a section 481(a) adjustment. 

. 02 Section 162(a) of the Code 
allows as a deduction all the ordinary 
and necessary expenses paid or in- 
curred during the tax year in carrying 
on any trade or business. Section 
1. 162-10(a) of the Income Tax Regu- 
lations provides that, if amounts paid 
or accrued within the tax year for 
vacations or a sickness or similar 
employee benefit plan are ordinary 

and necessary expenses of the trade 
or business, then these amounts are 
deductible under section 162(a) unless 
the plan provides benefits under a 
deferred compensation plan of the 
type referred to in section 404(a) of 
the Code. 

. 03 Section 512 of the 1984 Act 
amended section 404(b) of the Code 
to clarify that any plan, method, or 
arrangement that provides deferred 
benefits (including deferred vacation 
pay) is a plan, method, or arrang- 
ment that defers the receipt of com- 
pensation. The amendment applies to 
amounts paid or incurred after July 
18, 1984, in tax years ending after 
that date, except for certain extended 
vacation pay plans in effect on June 
22, 1984. Section 404(b) provides that 
section 404(a) does not apply to any 
vacation benefit to which an election 
under section 463 applies. 

. 04 Under section 463 of the Code, 
a taxpayer that uses the accrual 
method of accounting may elect, 
without the consent of the Commis- 
sioner, to deduct certain amounts 
with respect to vacation pay even if 
those amounts would not otherwise 
be deductible. When a taxpayer elects 
to accrue vacation pay under section 
463, the taxpayer must set up an 
"accrual account" and a "suspense 
account" in accordance with subsec- 
tions (b) and (c) of section 463. 

. 05 Section 91(i) of the 1984 Act 
provides a transitional rule for the 
election under section 463 of the 
Code relating to the accrual of vaca- 
tion pay. Section 91(i) of the 1984 
Act applies only in the case of a 
taxpayer that was allowed a deduc- 
tion (other than under section 463 of 
the Code) for vested accrued vacation 
pay for the last tax year ending on or 
before July 18, 1984. Under the 
transitional rule, the opening balance 
in the accrual account with respect to 
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any vested accrued vacation pay is 
determined under section 463(b)(1) of 
the Code, rather than under section 
463(b)(2). See sections 1. 463-1T and 
10. 2 of the Temporary Income Tax 
Regulations for specific guidance. 

. 06 Section 91(i) of the 1984 Act 
provides that the election under the 
transitional rule must be made for 
the first tax year ending after July 
18, 1984. Under section 1. 463-1T(d) 
of the temporary regulations, the 
election must be made on or before 
the due date (determined with regard 
to extensions) for filing the taxpay- 
er's income tax return for that year. 

. 07 Section 1851(b)(1)(B) of the 
1986 Act extends the time provided 
for making an election under the 
transitional rule of section 91(i) of 
the 1984 Act. Section 1851(b)(1)(A) 
provides that if any taxpayer main- 
tains a vested vacation pay plan 
under which payments are expected 
to be paid (or in fact paid) within 
one year after the accrual of the 
vacation pay, and if that taxpayer 
makes an election under section 463 
for the taxpayer's first tax year end- 

ing after July 18, 1984, the election 
shall be treated as a change in the 
taxpayer's method of accounting. By 
treating the election as a change in 
accounting method, the taxpayer is 
permitted to make a section 481(a) 
adjustment in lieu of establishing a 
suspense account. 

. 08 Section 446(e) of the Code and 
section 1. 446-1(e)(2)(i) of the regula- 
tions provide, in general, that before 
computing income under a new 
method of federal income tax ac- 
counting, a taxpayer must obtain the 
consent of the Commissioner. Section 
1. 446-1(e)(3)(i) requires that, in order 
to obtain this consent, the taxpayer 
must file Form 3115, Application for 
Change in Accounting Method, 
within 180 days after the beginning 
of the tax year in which the proposed 
change is to be made. Section 
1. 446-1(e)(3)(ii) authorizes the Com- 
missioner to prescribe administrative 
procedures setting forth the limita- 
tions, terms, and conditions deemed 
necessary to permit a taxpayer to 
obtain consent to a change in its 
method of accounting in accordance 
with section 446(e). 

. 09 Section 481(a) of the Code 
requires that those adjustments neces- 
sary to prevent amounts from being 
duplicated or omitted be taken into 

account when the taxpayer's taxable 
income is computed under a method 
of accounting different from the 
method used to compute taxable in- 

come for the preceding tax year. 
Section 481(c) and section 1. 481-5(a) 
of the regulations provide that the 
adjustment required by section 481(a) 
may be taken into account in deter- 
mining taxable income in the manner 
and subject to the conditions agreed 
to by the Commissioner and the 
taxpayer. 

SEC. 3. SCOPE 

. 01 Coverage. Except as provided 
in section 3. 02 below, this revenue 
procedure applies to any taxpayer 
that: 

(I) employs the accrual method of 
accounting as its overall method of 
accounting; 

(2) maintains a vested vacation pay 
plan where payments are expected to 
be paid (or are in fact paid) within 
one year after the accrual of the 
vacation pay; and 

(3) made or will make an election 
under section 463 of the Code for its 
first tax year ending after July 18, 
1984. 

. 02 Exceptions. The revenue proce- 
dure does not apply: 

(1) to any taxpayer that properly 
made the election under the transi- 
tional rule under section 91(i) of the 
1984 Act and has a zero balance in 
its suspense account; or 

(2) with respect to any contingent 
vacation pay plan(s) that a taxpayer 
changed to a vested vacation pay 
plan(s) (see section 1. 446-1(e)(2)(iii) 
Example (3) of the regulations) dur- 
ing its first tax year ending after July 
18, 1984. 

SEC. 4. APPLICATION 

. 01 Consent. In accordance with 
section 1. 446-1(e)(3)(ii) of the regula- 
tions, the 180-day period is waived, 
and consent under section 1. 446-1 
(e)(2)(i) is hereby granted to any 
taxpayer described in section 3 to 
change its method of accounting for 
deducting vacation pay attributable 
to its vested plans. 

This consent is granted for the first 
tax year ending after July 18, 1984, 
if the taxpayer follows the applicable 
procedures in section 6 of this reve- 
nue procedure. 

. 02 Section 481(a) adjustment. The 
section 481(a) adjustment is the 
amount in the suspense account (as 
computed under section 91(i) of the 
1984 Act and section 463(c) of the 
Code) for vested accrued vacation 
pay as of the end of the last tax year 
ending before July 18, 1984. 

. 03 Section 481 adj ustment period. 
(I) The appropriate period (adjust- 

ment period) for taking into account 
the section 481(a) adjustment referred 
to in section 4. 02 is determined as 
follows: 

(a) When the entire amount of the 
adjustment is attributable to the tax 
year immediately preceding the year 
of change (first preceding year), the 
total adjustment is to be taken into 
account in computing taxable income 
for the year of change. The amount 
attributable to the tax year irnmedi- 

ately preceding the year of change is 

the difference in the amount of the 
adjustment determined under section 
481(a) of the Code for the year of 
change and the amount of the adjust- 
ment that would have been required 
under section 481(a) if the same 
change in method of accounting had 
been made for such preceding year. 

(b) When subparagraph (a) of this 
section 4. 03(1) does not apply and 67 
percent or more of the net amount of 
the adjustment is attributable to the 
I-tax-year period, 2-tax-year period, 
or 3-tax-year period immediately pre- 
ceding the year of change, the high- 

est percent attributable to such I-, 2-, 
or 3-tax-year period is to be taken 
into account ratably over a 3-year 
period beginning with the year of 
change. Any remaining balance is to 
be taken into account ratably over an 
additional period equal to the re- 
mainder of the number of tax years 
the taxpayer has used the method of 
accounting that is being changed. 
However, the total adjustment period 
shall not exceed 6 tax years. This 
section 4. 03(1)(b) applies only if the 
taxpayer has used the method being 
changed for more than 3 tax years. If 
the method of accounting being 
changed has been used for no more 
than 4 tax years, 75 percent shall be 
substituted for 67 percent. An 
amount attributable to such 1-, 2-, or 
3-tax-year period is the difference in 
the amount of the adjustment deter- 
mined under section 481(a) of the 
Code for the year of change and the 
amount that would have been re- 
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quired under section 481(a) if the 
same change had been made at the 
beginning of such preceding I-, 2-, or 
3-tax-year period. 

(c) In all other situations in which 
subparagraphs (a) and (b) of this 
section 4. 03(1) do not apply, the 
total adjustment is to be taken into 
account ratably over the number of 
tax years (not to exceed 6) the tax- 
payer has used the method of ac- 
counting that is being changed. 

(2) In applying section 4. 03(1), if a 
taxpayer's books and records do not 
contain sufficient information to 
compute the section 481(a) adjust- 
ment attributable to the 1-, 2-, or 
3-tax-year period immediately preced- 
ing the year of change, the taxpayer 
may reasonably estimate these 
amounts and attach the computations 
upon which the estimates are based 
and attach and sign the following 
statement to the Form 3115: Under 
penalties of perjury, I hereby certify 
that: 

(a) The books and records of 
[name of the taxpayer] 

do not contain sufficient information 
to permit a computation of the sec- 
tion 481(a) adjustment attributable to 
the 1-tax-year period, 2-tax-year pe- 
riod, or 3-tax-year period immedi- 
ately preceding the year of change as 
required by section 4. 03(1) of Rev. 
Proc. 87-55. 

(b) Based on the information that 
is contained in such records, to the 
best of my knowledge and belief, the 
entire amount of the section 481(a) 
adjustment for the year of change 
[indicate either "is" or "is not, " as 
the case may be] attributable to the 
tax year immediately preceding the 
year of change, and 67 percent [or 
"75 percent, " in applicable cases] or 
more of the section 481(a) adjust- 
ment for the year of change [indicate 
"is" or "is not, " as the case may 
be] attributable to the 1-tax-year pe- 
riod, 2-tax-year period, or 3-tax-year 
period immediately preceding the 
year of change. 

(3) For examples of the application 
of the rules prescribed in section 
4. 03(1) with respect to the appropri- 
ate period for taking into account the 
section 481(a) adjustment, see exam- 
ples in section 5. 14 of Rev. Proc. 
84-74, 1984-2 C. B. 736, 745-746. 

. 04 Net Operating Loss Carryovers 
and Net Operating Losses. Any por- 

tion of any net operating loss arising 

in the year of change or in any 
subsequent year in the adjustment 
period that is attributable to the 

negative section 481(a) adj ustment 

may not be carried to those 3 tax 
years preceding the year of change to 
which section 172 of the Code other- 
wise would require it first to be 
carried. 

. 05 Ceasing to engage in the trade 
or business. 

(1) With respect to a corporation: 
If a corporation ceases to engage in 

the trade or business to which the 

adjustment described in section 4. 02 
relates, at any time prior to the 
expiration of the adjustment period 
referred to in section 4. 03, the tax- 
payer shall take into account in that 
year the balance of the adjustment 
not previously taken into account in 
computing taxable income. See Rev. 
Rul. 80-39, 1980-1 C. B. 112, which 
holds that in the case of a corpora- 
tion with a different division for each 
trade or business, if the corporation 
ceases to engage in the trade or 
business of a division that has been 
granted a change in method of ac- 
counting, the remaining portion of 
the section 481(a) adjustment applica- 
ble to that trade or business must be 
taken into account in computing in- 
come in the year the corporation 
ceases to engage in that trade or 
business. For purposes of section 
4. 05, the taxpayer is not considered 
to have ceased to engage in a trade 
or business if its assets have been 
acquired by another corporation in a 
transaction to which section 381 of 
the Code applies, but in such case 
the acquiring corporation shall con- 
tinue to be subject to this revenue 
procedure as though it were the ac- 
quired corporation. 

(2) With respect to a partnership: 
If a partnership terminates (within 
the meaning of section 708(b) of the 
Code) or ceases to engage in the 
trade or business to which the adjust- 
ment described in section 4. 02 relates 
at any time prior to the expiration of 
the adjustment period referred to in 
section 4. 03, the balance of the ad- 
justment not previously taken into 
account in computing ordinary in- 
come shall be taken into account in 
that year. A partnership is treated as 
ceasing to engage in a trade or 
business upon the incorporation of 

the trade or business in a transaction 
to which section 351 of the Code 
applies (see Rev. Rul. 77-264, 1977-2 
C. B. 187). 

(3) With respect to a sole 
proprietor: If an individual (sole pro- 
prietor) ceases to engage in the trade 
or business to which the adjustment 
described in section 4. 02 relates at 
any time prior to the expiration of 
the adjustment period referred to in 
section 4. 03, the balance of the ad- 
justment not previously taken into 
account in computing taxable income 
shall be taken into account in that 
year. A sole proprietor is treated as 
ceasing to engage in a trade or 
business upon the incorporation of 
the trade or business in a transaction 
to which section 351 of the Code 
applies (See Rev. Rul. 77-264). A 
sole proprietorship is not treated as 
ceasing to engage in a trade or 
business upon the sale of a partial 
interest in the proprietorship if the 
individual who was the sole propri- 
etor continues to be actively engaged 
in the management of the business 
and it is subsequently operated as a 
partnership. The section 481(a) ad- 
justment remaining at the time the 
partnership is formed is taken into 
account by the sole proprietor in 
computing the sole proprietor's own 
taxable income as though there had 
been no change in ownership (see 
Rev. Rul. 66 — 206, 1966 — 2 C. B. 206). 

SEC. 5. COMPLIANCE WITH 
CONDITIONS 

Any taxpayer described in section 3 
making a change in its method of 
accounting with respect to the treat- 
ment of a vested vacation pay plan 
without complying with all the condi- 
tions of this revenue procedure has 
initiated the change in method of 
accounting without obtaining the 
consent of the Commissioner as re- 
quired under section 446(e) of the 
Code. 

SEC. 6. MANNER OF EFFECTING 
THE CHANGE 

. 01 Taxpayers that are making the 
election to use section 463. If a 
taxpayer is making an election to use 
section 463 under the transitional rule 
of section 91(i) of the 1984 Act as 
extended and modified by section 
1851(b)(1) of the 1986 Act, the tax- 
payer must file an amended return 
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for the first tax year ending after 
July 18, 1984 (the year of change), 
and subsequent year(s), if necessary, 
and a Form 3115 in duplicate. The 
original Form 3115 should be at- 
tached to the taxpayer's amended 
federal income tax return for the 
year of change. The amended return 
must be filed with the appropriate 
Service Center on or before January 
11, 1988. A copy of the Form 3115 
must be filed with the Commissioner 
of Internal Revenue, 1111 Constitu- 
tion Ave. , N. W. , Washington, D. C. 
20224, Attn: CC:C:4 on or oefore 
January 11, 1988. The taxpayer will 

be notified if the Form 3115 is 
received by the National Office but is 
not timely filed. 

The election must be made for all 
vacation pay plans within a single 
trade or business. The taxpayer 
should attach the information re- 
quired by section 1. 463-1T(e) of the 
temporary regulations. 

. 02 Taxpayers that made the elec- 
tion to use section 463 and that now 
desire to treat the election as a 
change in accounting method. If a 
taxpayer made a valid election to use 
section 463 under the transitional rule 
of section 91(i) of the 1984 Act, the 
taxpayer may treat the election as a 
change in accounting method either 
(1) by filing an amended return for 
the first tax year ending after July 
18, 1984 (the year of change), and 
subsequent year(s), if necessary, or 
(2) if the taxpayer's return for the 
first tax year ending after July 18, 
1984, is under examination by the 
district director, by notifying the rev- 
enue agent of the necessary adjust- 
ments to that return and the return(s) 
for subsequent year(s), if necessary. 
If the taxpayer files an amended 
return, the taxpayer should attach the 
Form 3115 to the amended return for 
the year of change and should file 
the amended return with the appro- 
priate Service Center on or before 
January 11, 1988. If the taxpayer 
notifies the revenue agent of the 
necessary adjustments, the taxpayer 
should submit the Form 3115 to the 
revenue agent on or before January 
11, 1988. 

. 03 Form 3115 Requirements. 

(I) In addition to including all of 
the information required on the 
Form 3115, the taxpayer must set 
forth, in a statement attached to the 
Form 3115: 

That it agrees to all of the 
conditions of Rev. Proc. 87-55 and 
that it proposes to take the section 
481(a) adjustment into account 
over the appropriate period re- 
quired by section 4. 03; and the 
period over which the section 
481(a) adjustment will be taken 
into account, and the reason for 
the use of that period. 
(2) In order to assist in the pro- 

cessing of these changes in method of 
accounting and to insure proper han- 
dling, the taxpayer should type or 
legibly print the following statement 
at the top of page I of Form 
3115: ''FILED UNDER REV. 
PROC. 87-55. " 

(3) The signature of the person 
requesting the change in method of 
accounting must appear in the space 
provided for it on the Form 3115. 
For example, an officer must sign on 
behalf of a corporation, a general 
partner on behalf of a partnership, a 
trustee on behalf of a trust, or a sole 
proprietor. See the signature require- 
ments set forth in the General In- 
structions attached to a current Form 
3115 for those who are to sign. If an 
agent is authorized to represent the 
taxpayer before the Service, to re- 
ceive the original or a copy of corre- 
spondence concerning the request, or 
to perform any other act(s) regarding 
the application on behalf of the 
taxpayer, a power of attorney reflect- 
ing such authorization(s) must be 
attached to the application. A tax- 
payer's representative without a 
power of attorney to represent the 
taxpayer as indicated in this subsec- 
tion will not be given any informa- 
tion regarding the application. 

(4) If the taxpayer is a member of 
an affiliated group that has elected to 
file a consolidated federal income tax 
return, a Form 3115 submitted on 
behalf of the taxpayer must be signed 
by a duly authorized officer of the 
common parent. See section 
1. 1502-77 of the regulations. 

(5) If it is found that the taxpayer 
does not qualify for the change in 
method of accounting under this rev- 
enue procedure, the National Office 
or the district director will so advise 
the taxpayer. 

SEC. 7. INQUIRIES 
Inquiries regarding this revenue 

procedure may be addressed to the 
Commissioner of Internal Revenue, 
Attn: CC:C:4, 1111 Constitution 

Ave. , N. W. , Washington, 
20224. 

SEC. 8. EFFECTIVE DATE 

This revenue procedure is effective 
for a taxpayer's first tax year ending 
after July 18 1984. 

26 CFR 601. 105: Examination of returns and 
claims for refund, credit, or abatement; deter- 
mination of correct tax liability. 
(Also Part I, Section 168. j 

Rev. Proc. 87-56' 

SECTION 1. PURPOSE 

The purpose of this revenue proce- 
dure is to set forth the class lives of 
property that are necessary to com- 
pute the depreciation allowances 
available under section 168 of the 
Internal Revenue Code, as amended 
by section 201(a) of the Tax Reform 
Act of 1986 (Act), 1986-3 (Vol. 1) 
C. B. 38. Rev. Proc. 87-57, page 687, 
this Bulletin, describes the applicable 
depreciation methods, applicable re- 
covery periods, and applicable con- 
ventions that must be used in com- 
puting depreciation allowances under 
section 168. 

SEC. 2. GENERAL RULES OF 
AP P LI CATION 

. 01 In general. This revenue proce- 
dure specifies class lives and recovery 
periods for property subject to depre- 
ciation under the general depreciation 
system provided in section 168(a) of 
the Code or the alternative deprecia- 
tion system provided in section 
168(g). 

. 02 Definition of Class Life. Ex- 
cept with respect to certain assigned 
property described in section 3 of 
this revenue procedure, for purposes 
of both the general depreciation sys- 
tem and the alternative depreciation 
system, the term "class life" means 
the class life that would be applicable 
for any property as of January 1, 
1986, under section 167(m) of the 
Code (determined without regard to 
paragraph 4 thereof and determined 
as if the taxpayer had made an 
election under section 167(m)). The 
class life that would be applicable for 
any property as of January 1, 1986, 
under section 167(m), is the asset 

'As reprinted here, this revenue procedure 
reflects the changes effected by Rev. Proc. 
88-22, 1988-18 I. R. B. 
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guideline period (midpoint class life) 
for the asset guideline class in which 
such property is classified under Rev. 
Proc. 83-35, 1983-1 C. B. 745. How- 
ever, for purposes of the alternative 
depreciation system, section 168(g)(3) 
(B) assigns a class life to certain 
property that is taken into account 
under section 168 rather than the 
class life that would be applicable as 
of January 1, 1986. The class life of 
property that is either determined as 
of January 1, 1986, under Rev. Proc. 
83-35 or assigned under section 
168(g)(3)(B) may be modified by the 
Secretary pursuant to authority 
granted under section 168(i)(1), See 
section 4 of this revenue procedure. 

. 03 Rev. Proc. 83-35. Rev. Proc. 
83-35 sets out the asset guideline 
classes, asset guideline periods and 
ranges, and annual asset guideline 
repair allowance percentages for the 
Class Life Asset Depreciation Range 
System. The asset guideline periods 
(midpoint class lives) set out in Rev. 
Proc. 83-35 are also used in defining 
the classes of recovery property un- 
der the Accelerated Cost Recovery 
System (that is, section 168 of the 
Code as in effect prior to amendment 
by section 201 of the Act). Rev. 
Proc. 83-35 remains effective for 
property subject to depreciation un- 
der those systems. Rev. Proc. 83-35 
does not apply to property subject to 
depreciation under section 168, other 
than as a basis for determining the 
class lives of such property under 
section 2. 02 of this revenue proce- 
dure. 

. 04 Property with no class life. 
Property that is neither described in 
an asset guideline class listed in sec- 
tion 5 of this revenue procedure nor 
assigned a class life under section 
168(g)(3)(B) of the Code is treated as 
property having no class life for 
purposes of section 168 unless and 
until a class life is prescribed by the 
Secretary pursuant to the authority 
granted under section 168(i)(1). See 
section 4 of this revenue procedure. 
The general and alternative deprecia- 
tion systems contain separate rules 

for classifying property that does not 
have a class life. 

SEC. 3. ASSIGNED PROPERTY 
WITH ASSIGNED CLASS LIVES, 
RECOVERY CLASSES, OR 
RECOVERY PERIODS 

Under section 168(i)(1)(E) of the 
Code, the term "assigned property" 

means property for which a class life, 
recovery class, or recovery period is 

assigned under section 168(e)(3) or 
section 168(g)(3)(B), (C), or (D), and 
the term "assigned item" means the 
class life, recovery class, or recovery 
period assigned under section 
168(e)(3) or section 168(g)(3)(B), (C), 
or (D). For purposes of the general 

depreciation system assigned property 
under section 168(e)(3) is assigned to 
a recovery class without regard to 
such property's class life. (See section 
3. 02 of Rev. Proc. 87-57, this Bulle- 

tin. ) For purposes of the alternative 
depreciation system, certain assigned 

property is assigned a class life under 
section 168(g)(3)(B), notwithstanding 
such property's class life as set out in 

Rev. Proc. 83-35. See section 3. 03 of 
Rev. Proc. 87-57, this Bulletin. For 
purposes of the alternative deprecia- 
tion system, certain assigned property 
is assigned a recovery period under 
section 168(g)(3)(C), (D), or (E), not- 
withstanding such property's class life 
(if any). 

SEC. 4. PRESCRIPTION AND 
MODIFICATION OF CLASS LIVES 

. 01 Section 168(i)(1)(B) of the 
Code provides that the Secretary, 
through an office established in the 
Treasury, shall monitor and analyze 
actual experience with respect to all 
depreciable assets. Except in the case 
of section 1250 property that is resi- 
dential rental property or nonresiden- 
tial real property, the Secretary, 
through that office, (i) may prescribe 
a new class life for any property, (ii) 
in the case of assigned property, may 
modify any assigned item, or (iii) 
may prescribe a class life for any 
property that does not have a class 
life within the meaning of section 
2. 02 of this revenue procedure. Any 
class life or assigned item that is 
prescribed or modified pursuant to 
this authority shall be used for all 
purposes in determining depreciation 
allowances under the general depreci- 
ation system and the alternative de- 
preciation system. In the case of 
assigned property as defined in sec- 
tion 168(i)(1)(E), no class life set 
forth in this revenue procedure nor 
any other assigned item may be mod- 
ified, unless such modification re- 
flects a shortening of such class life, 
for property placed in service prior 
to January 1, 1992. 

. 02 Prescription or modification of 
class lives under the authority 

granted in section 168(i)(1)(B) of the 
Code shall reflect the anticipated use- 
ful lives, and the anticipated decline 
in value over time (that is, economic 
depreciation) of an asset to the in- 
dustry or other group. Rules and 
practices governing presciption and 
modification of class lives pursuant 
to the authority granted in section 
168(i)(1)(B) shall be announced 
through the office referred to in 
section 4. 01 of this revenue proce- 
dure. 

SEC. 5. TABLES OF CLASS LIVES 
AND RECOVERY PERIODS 

. 01 Except for property described 
in section 5, 02, below, the class lives 
(if any) and recovery periods for 
property subject to depreciation un- 

der section 168 of the Code appear in 
the tables below. These tables are 
based on the definition of class life 
in section 2. 02 of this revenue proce- 
dure and the assigned items described 
in section 3 of this revenue proce- 
dure. 

. 02 For purposes of depreciation 
under the general depreciation sys- 
tem, residential rental property has a 
recovery period of 27. 5 years and 
nonresidential real property has a 
recovery period of 31. 5 years. For 
purposes of the alternative deprecia- 
tion system, residential rental and 
nonresidential real property each has 
a recovery period of 40 years. 

Under section 168(e)(2)(B)(ii) of the 
Code, "nonresidential real property" 
does not include any property de- 
scribed in an asset class with a class 
life of less than 27. 5 years. Even if 
nonresidential real property is de- 
scribed in an asset class with a class 
life of 27. 5 years or more, the appli- 
cable recovery period for that prop- 
erty is 31. 5 years for purposes of the 
general depreciation system and 40 
years for purposes of the alternative 
depreciation system, regardless of the 
applicable recovery periods set out 
for the asset class in the tables below. 

. 03 Generally, the asset classes in 
the tables are incorporated from the 
asset guideline classes in Rev. Proc. 
83-35 as of January 1, 1986. How- 
ever, descriptions of the following 
asset classes have been amended or 
added: 00. 12, 00. 3, 01. 221 — 01. 225, 
01. 3, 01. 4, 36. 0, 36. 1, 40. 4, 48. 12, 
48. 121, 48. 31-48. 45, 50, and 51. Cer- 
tain asset guideline classes in Rev. 
Proc. 83-35 included property on the 
basis of regulated accounts. For pur- 
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Asset 
class Description of assets included 

poses of section 168 of the Code and 
this revenue procedure, asset classes 
include property described therein 
without regard to whether a taxpayer 
is a regulated public utility or an 
unregulated company. 

. 04 In addition to specifying class 
lives for each asset guideline class, 
the tables list certain property for 
which a recovery period is assigned, 
notwithstanding such property's class 
life (if any). See section 3 of this 
revenue procedure. The listed as- 
signed property classes (denoted A-E) 
generally do not correspond to asset 
guideline classes for which class lives 
are specified in the tables. The class 
life (if any) of an item of assigned 
property described in classes A-E is 
determined by reference to the asset 
guideline class (if any) containing 
such item of property. If an item of 
assigned property described in classes 
A-E is not contained in any asset 
guideline class, such item of property 
has no class life. 

Examples. Qualified technological 
equipment as defined in section 
168(i)(2) (class B) is assigned a recov- 
ery period of 5 years for both the 

general and alternative depreciation 
systems, notwithstanding such 
property's class life (if any). Property 
which is a computer or peripheral 
equipment, high technology telephone 
station equipment installed on the 
customer's premises or high technol- 
ogy medical equipment within the 
meaning of section 168(i)(2), may be 
described in asset guideline class 
00. 12 (class life 6 years), 48. 13 (class 
life 10 years) or 57. 0 (class life 9 
years), respectively. Property used in 
connection with research and experi- 
mentation referred to in section 
168(e)(3)(B) (class C) is assigned a 
recovery period of 5 years for the 
general depreciation system, notwith- 
standing its class life (if any). Such 
property's recovery period for the 
alternative depreciation system is 
based on its class life (if any). An 
item of property used in connection 
with research and experimentation 
has a class life if such property is 
contained in an asset guideline class. 

. 05 The following special rules are 
incorporated from Rev. Proc. 83-35, 
sections 2. 02(iii) and (iv): 

1 Asset guideline class 00. 3, "Land 

SEC. 6. EFFECT ON OTHER 
REVENUE PROCEDURES 

Rev. Proc. 83-35 is obsoleted for 
property that is subject to section 168 
of the Code. 

Class Life 
(in years) 

Recovery Periods 
(in years) 

General Alternative 
Depre- Depre- 
ciation ciation 
System System 

Improvements, " includes "other tan- 
gible property" that qualifies under 
section 1. 48-1(d) of the Income Tax 
Regulations. However, a structure 
that is essentially an item of machin- 
ery or equipment or a structure that 
houses property used as an integral 
part of an activity specified in section 
48(a)(1)(B)(i) of the Code, if the use 
of the structure is so closely related 
to the use of the property that the 
structure clearly can be expected to 
be replaced when the property it 
initially houses is replaced, is in- 
cluded in the asset guideline class 
appropriate to the equipment to 
which it is related. 

2 Asset class 30. 11 includes general 
rebuilding or rehabilitation costs for 
the special tools defined in class 
30. 11 that have been traditionally 
capitalized as the cost of a new asset. 

10 10 

5 6 

n 16g(i)(2) is assigned a recovery period of 5 

SPECIFIC DEPRECIABLE ASSETS USED IN ALL BUSINESS ACTIVITIES, EXCEPT AS NOTED: 
00. 11 Office Furniture, Fixtures, and Equipment: 

Includes furniture and fixtures that are not a structural component of a building. Includes 
such assets as desks, files, safes, and communications equipment. Does not include 
communications equipment that is included in other classes 

00. 12 Information Systems: 
Includes computers and their peripheral equipment used in administering normal business 
transactions and the maintenance of business records, their retrieval and analysis. 
Information systems are defined as: 
1) Computers: A computer is a programmable electronically activated device capable of 
accepting information, applying prescribed processes to the information, and supplying 
the results of these processes with or without human intervention. It usually consists of a 
central processing unit containing extensive storage, logic, arithmetic, and control 
capabilities. Excluded from this category are adding machines, electronic desk calculators, 
etc. , and other equipment described in class 00. 13. 
2) Peripheral equipment consists of the auxiliary machines which are designed to be 
placed under control of the central processing unit. Nonlimiting examples are: Card 
readers, card punches, magnetic tape feeds, high speed printers, optical character readers, 
tape cassettes, mass storage units, paper tape equipment, keypunches, data entry devices, 
teleprinters, terminals, tape drives, disc drives, disc files, disc packs, visual image 
projector tubes, card sorters, plotters, and collators. Peripheral equipment may be used 
on-line or off-line. 
Does not include equipment that is an integral part of other capital equipment that is 
included in other classes of economic activity, i. e. , computers used primarily for process 
or production control, switching, channeling, and automating distributive trades and 
services such as point of sale (POS) computer systems. Also, does not include equipment 
of a kind used primarily for amusement or entertainment of the user. . . . . . . . . . . . . . . . . . . 

00. 13 Data Handling Equipment, except Computers: 
Includes only typewriters, calculators, adding and accounting machines, copiers, and 
duplicating equipment. 

00. 21 Airplanes (airframes and engines), except those used in commercial or contract carrying 
of passengers or freight, and all helicopters (airframes and engines). . . . . . . . . . . . . . . . . . . . 

~ Property described in asset class 00. 12 which is qualified technological equipment as defined in sectio 
years notwithstanding its class life. See section 3 of the revenue procedure. 
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Asset 
class Description of assets included 

Class Life 
(in years) 

Recovery Periods 
(in years) 

General Alternative 
Depre- Depre- 
ciation ciation 
System System 

00. 22 
00. 23 
00. 241 

00. 242 

00. 25 

00. 26 
00. 27 
00. 28 

00. 3 

Automobiles, Taxis 
Buses . 
Light General Purpose Trucks: 
Includes trucks for use over the road (actual unloaded weight less than l3, ooo Pou"ds) 
Heavy General Purpose Trucks: 
Includes heavy general purpose trucks, concrete ready mix-truckers, and ore trucks, for 
use over the road (actual unloaded weight 13, 000 pounds or more) 
Railroad Cars and Locomotives, except those owned by railroad transportation com- 
panies. 
Tractor Units For Use Over-The-Road 
Trailers and Trailer-Mounted Containers . 
Vessels, Barges, Tugs, and Similar Water Transportation Equipment, except those used in 
marine construction. 
Land Improvements: 
Includes improvements directly to or added to land, whether such improvements are 
section l245 property or section l250 property, provided such improvements are 
depreciable. Examples of such assets might include sidewalks, roads, canals, waterways, 
drainage facilities, sewers (not including municipal sewers in Class 5l), wharves and 
docks, bridges, fences, landscaping, shubbery, or radio and television transmitting towers. 
Does not include land improvements that are explicitly included in any other class, and 
buildings and structural components as defined in section 1. 48-1(e) of the regulations. 
Excludes public utility initial clearing and grading land improvements as specified in Rev. 
Rul. 72-403, 1972-2 C. B. 102. 
Industrial Steam and Electric Generation and/or Distribution Systems: 
Includes assets, whether such assets are section 1245 property or 1250 property, providing 
such assets are depreciable, used in the production and/or distribution of electricity with 
rated total capacity in excess of 500 Kilowatts and/or assets used in the production 
and/or distribution of steam with rated total capacity in excess of l2, 500 pounds per hour 
for use by the taxpayer in its industrial manufacturing process or plant activity and not 
ordinarily available for sale to others. Does not include buildings and structural 
components as defined in section 1. 48-l(e) of the regulations. Assets used to generate 
and/or distribute electricity or steam of the type described above but of lesser rated 
capacity are not included, but are included in the appropriate manufacturing equipment 
classes elsewhere specified. Also includes electric generating and steam distribution assets, 
which may utilize steam produced by a waste reduction and resource recovery plant, used 
by the taxpayer in its industrial manufacturing process or plant activity. Steam and 
chemical recovery boiler systems used for the recovery and regeneration of chemicals used 
in manufacturing, with rated capacity in excess of that described above, with specifically 
related distribution and return systems are not included but are included in appropriate 
manufacturing equipment classes elsewhere specified. An example of an excluded steam 
and chemical recovery boiler system is that used in the pulp and paper manufacturing 
industry . 

15 
4 
6 

18 

20 

22 

15 

15 

15 
4 
6 

18 

20 

22 
DEPR 
01. I 

10 
12 
7 

01. 11 
01. 21 
01, 221 

01. 222 

10 
12 01. 223 

01. 224 

12 
12 
3 
5 

25 

01. 225 
01. 23 
01. 24 
01. 3 
01. 4 

15 
10. 0 

10 
~ Proper 
but have 
'* A hor 
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ECIABLE ASSETS USED IN THE FOLLOWING ACTIVITIES: 
Agriculture: 
Includes machinery and equipment, grain bins, and fences but no other land 
improvements, that are used in the production of crops or plants, vines, and trees; 
livestock; the operation of farm dairies, nurseries, greenhouses, sod farms, mushroom 
cellars, cranberry bogs, apiaries, and fur farms; the performance of agriculture, animal 
husbandry, and horticultural services. . . . . . , . . . . , , . . . , Ip 7 
Cotton Ginning Assets ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ . . . . . . . . . . . . . . . . 12 7 
Cattle, Breeding or Dairy 7 5 
Any breeding or work horse that ts 12 years old or less at the ttme tt ts placed tn 
service** 10 7 
Any breeding or work horse that is more than 12 years old at the time it is placed in 
service** 10 3 
Any race horse that is more than 2 years old at the time it is placed in service**. . . . . . . . . 3 
Any horse that is more than 12 years old at the time it is placed in service and that is nei- 
ther a race horse nor a horse described in class 01. 222** 3 
Any horse not described in classes 01. 221, 01. 222, 01. 223, or 01. 224. . . . . . . . 7 
Hogs, Breeding 3 3 
Sheep and Goats, Breeding . 5 5 
Farm buildings except structures included in Class 01. 4. 20 
Single purpose agricultural or horticultural structures (within the meaning of section 48(p) 
of the Code) 7 15 
Mining: 
Includes assets used in the mining and quarrying of metallic and nonmetallic minerals 
(including sand, gravel, stone, and clay) and the milling, beneficiation and other primary 
preparation of such materials . 10 7 

ty described in asset classes 01. 223, 01. 224, and 01. 225 are assigned recovery periods under either section 168(e)(3)(A) or section 168(g)(2)(( ) no class lives. 
se is more than 2 (or 12) years old after the day that is 24 (or 144) months after its actual birthdate. 



Asset 
class Description of assets included 

Class Life 
(in years) 

Recovery Periods 
(in years) 

General Alternative 
Dep�r- eD�ep- 
ciation elation 
System System 

13. 0 

13. 1 

13. 2 

13. 3 

15. 0 

20. 1 

20. 2 

20. 3 

20. 4 

20. 5 

21. 0 

22. 1 

22. 2 

22. 3 
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Offshore Drilling: 
Includes assets used in offshore drilling for oil and gas such as floating, self-propelled 
and other drilling vessels, barges, platforms, and drilling equipment and support vessels 

such as tenders, barges, towboats and crewboats. Excludes oil and gas production assets . 
Drilling of Oil and Gas Wells: 
Includes assets used in the drilling of onshore oil and gas wells and the provision of 
geophysical and other exploration services; and the provision of such oil and gas field 
services as chemical treatment, plugging and abandoning of wells and cementing or 
perforating well casings. Does not include assets used in the performance of any of these 
activities and services by integrated petroleum and natural gas producers for their own 
account . 
Exploration for and Production of Petroleum and Natural Gas Deposits: 
Includes assets used by petroleum and natural gas producers for drilling of wells and 
production of petroleum and natural gas, including gathering pipelines and related storage 
facilities. Also includes petroleum and natural gas offshore transportation facilities used 

by producers and others consisting of platforms (other than drilling platforms classified in 
Class 13. 0), compression or pumping equipment, and gathering and transmission lines to 
the first onshore transshipment facility. The assets used in the first onshore transshipment 
facility are also included and consist of separation equipment (used for separation of 
natural gas, liquids, and solids), compression or pumping equipment (other than 
equipment classified in Class 49. 23), and liquid holding or storage facilities (other than 
those classified in Class 49. 25). Does not include support vessels. 
Petroleum Refining: 
Includes assets used for the distillation, fractionation, and catalytic cracking of crude 
petroleum into gasoline and its other components. 
Construction: 
Includes assets used in construction by general building, special trade, heavy and marine 
construction contractors, operative and investment builders, real estate subdividers and 
developers, and others except railroads . 
Manufacture of Grain and Grain Mill Products: 
Includes assets used in the production of flours, cereals, livestock feeds, and other grain 
and grain mill products . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . , . . . . . , . . . . . 
Manufacture of Sugar and Sugar Products: 
Includes assets used in the production of raw sugar, syrup, or finished sugar from sugar 
cane or sugar beets 
Manufacture of Vegetable Oils and Vegetable Oil Products: 
Includes assets used in the production of oil from vegetable materials and the 
manufacture of related vegetable oil products . 
Manufacture of Other Food and Kindred Products: 
Includes assets used in the production of foods and beverages not included in classes 20. 1, 
20. 2 and 20. 3 . 
Manufacture of Food and Beverages — Special Handling Devices: 
Includes assets defined as specialized materials handling devices such as returnable pallets, 
palletized containers, and fish processing equipment including boxes, baskets, carts, and 
flaking trays used in activities as defined in classes 20. 1, 20. 2, 20. 3 and 20. 4. Does not 
include general purpose small tools such as wrenches and drills, both hand and 
power-driven, and other general purpose equipment such as conveyors, transfer 
equipment, and materials handling devices. . . . . . . . . . . . . . . . . . . . . 
Manufacture of Tobacco and Tobacco Products: 
Includes assets used in the production of cigarettes, cigars, smoking and chewing tobacco, 
snuff, and other tobacco products 
Manufacture of Knitted Goods: 
Includes assets used in the production of knitted and netted fabrics and lace. Assets used 
in yarn preparation, bleaching, dyeing, printing, and other similar finishing processes, 
texturing, and packaging, are elsewhere classified. 
Manufacture of Yarn, Thread, and Woven Fabric: 
Includes assets used in the production of spun yarns including the preparing, blending, 
spinning, and twisting of fibers into yarns and threads, the preparation of yarns such as 
twisting, warping, and winding, the production of covered elastic yarn and thread, 
cordage, woven fabric, tire fabric, braided fabric, twisted jute for packaging, mattresses, 
pads, sheets, and industrial belts, and the processing of textile mill waste to recover 
fibers, flocks, and shoddies. Assets used to manufacture carpets, man-made fibers, and 
nonwovens, and assets used in texturing, bleaching, dyeing, printing, and other similar 
finishing processes, are elsewhere classified 
Manufacture of Carpets, and Dyeing, Finishing, and Packaging of Textile Products and 
Manufacture of Medical and Dental Supplies: 
Includes assets used in the production of carpets, rugs, mats, woven carpet backing, 
chenille, and other tufted products, and assets used in the joining together of backing 
with carpet yarn or fabric. Includes assets used in washing, scouring, bleaching, dyeing, 
printing, drying, and similar finishing processes applied to textile fabrics, yarns, threads, 
and other textile goods. Includes assets used in the production and packaging of 
textile products, other than apparel, by creasing, forming, trimming, cutting, 
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class Description of assets included 

Class Life 
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Depre- Depre- 
ciation ciation 
System System 

22. 4 

22. 5 

23. 0 

24. 1 

24. 2 

24. 3 

24. 4 

26. 1 

26. 2 

27. 0 

2$. 0 

and sewing, such as the preparation of carpet and fabric samples, or similar joining 
together processes (other than the production of scrim reinforced Paper products and 
laminated paper products), such as the sewing and folding of hosiery and panty hose, and 
the creasing, folding, trimming, and cutting of fabrics to produce nonwoven products. 
such as disposable diapers and sanitary products, Also includes assets used in the 
production of medical and dental supplies other than drugs and medicines. Assets used in 

the manufacture of nonwoven carpet backing, and hard surface floor covering, such as 
tile, rubber, and cork, are elsewhere classified. 
Manufacture of Textured Yarns: 
Includes assets used in the processing of yarns to impart bulk and/or stretch properties to 
the yarn. The principal machines involved are falsetwist, draw, beam-to-beam, and stuffer 
box texturing equipment and related highspeed twisters and winders. Assets, as described 
above, which are used to further process man-made fibers are elsewhere classified when 
located in the same plant in an integrated operation with man-made fiber producing 
assets. Assets used to manufacture man-made fibers and assets used in bleaching, dyeing, 
printing, and other similar finishing processes, are elsewhere classified . . . . . . . . . . . . . . . . . 
Manufacture of Nonwoven Fabrics: 
Includes assets used in the production of nonwoven fabrics, felt goods including felt hats, 
padding, batting, wadding, oakum, and fillings, from new materials and from textile mill 
waste. Nonwoven fabrics are defined as fabrics (other than reinforced and laminated 
composites consisting of nonwovens and other products) manufactured by bonding 
natural and/or synthetic fibers and/or filaments by means of induced mechanical 
interlocking, fluid entanglement, chemical adhesion, thermal or solvent reaction, or by 
combination thereof other than natural hydration bonding as occurs with natural cellulose 
fibers. Such means include resin bonding, web bonding, and melt bonding. Specifically 
includes assets used to make flocked and needle punched products other than carpets and 
rugs. Assets, as described above, which are used to manufacture nonwovens are elsewhere 
classified when located in the same plant in an integrated operation with man-made fiber 
producing assets. Assets used to manufacture man-made fibers and assets used in 
bleaching, dyeing, printing, and other similar finishing processes, are elsewhere classified. 
Manufacture of Apparel and Other Finished Products: 
Includes assets used in the production of clothing and fabricated textile products by the 
cutting and sewing of woven fabrics, other textile products, and furs; but does not 
include assets used in the manufacture of apparel from rubber and leather. . . . . . . . . . . . . . 
Cutting of Timber: 
Includes logging machinery and equipment and roadbuilding equipment used by logging 
and sawmill operators and pulp manufacturers for their own account . . . . . . . . . . . . . . . . . . 
Sawing of Dimensional Stock from Logs: 
Includes machinery and equipment installed in permanent or well established sawmills. . . . 
Sawing of Dimensional Stock from Logs: 
Includes machinery and equipment installed in sawmills characterized by temporary 
foundations and a lack, or minimum amount, of lumberhandling, drying, and residue 
disposal equipment and facilities 
Manufacture of Wood Products, and Furniture: 
Includes assets used in the production of plywood, hardboard, flooring, veneers, 
furniture, and other wood products, including the treatment of poles and timber . . . . . . . . 
Manufacture of Pulp and Paper: 
Includes assets for pulp materials handling and storage, pulp mill processing, bleach 
processing, paper and paperboard manufacturing, and on-line finishing. Includes 
pollution control assets and all land improvements associated with the factory site or 
production process such as effluent ponds and canals, provided such improvements are 
depreciable but does not include buildings and structural components as defined in section 
1. 48-1(e)(1) of the regulations. Includes steam and chemical r'ecovery boiler systems, with 
any rated capacity, used for the recovery and regeneration of chemicals used in 
manufacturing. Does not include assets used either in pulpwood logging, or in the 
manufacture of hardboard. 
Manufacture of Converted Paper, Paperboard, and Pulp Products: 
Includes assets used for modification, or remanufacture of paper and pulp into converted 
products, such as paper coated off the paper machine, paper bags, paper boxes, cartons 
and envelopes. Does not include assets used for manufacture of nonwovens that are 
elsewhere classified 
Printing, Publishing, and Allied Industries: 
Includes assets used in printing by one or more processes, such as letter-press, 
lithography, gravure, or screen; the performance of services for the printing trade, such 
as bookbinding, typesetting, engraving, photo-engraving, and electrotyping; and the 
publication of newspapers, books, and periodicals 
Manufacture of Chemicals and Allied Products: 
Includes assets used to manufacture basic organic and inorganic chemicals; chemical 
products to be used in further manufacture, such as synthetic fibers and plastics 
materials; and finished chemical products. Includes assets used to further process 
man-made fibers, to manufacture plastic film, and to manufacture nonwoven fabrics, 
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30. 1 

30. 11 

30. 2 

30. 21 

31, 0 

32, 1 

32. 11 

Description of assets included 

when such assets are located in the same plant in an integrated operation with chemical 
products producing assets. Also includes assets used to manufacture photographic 
supplies, such as film, photographic paper, sensitized photographic paper, and developing 
chemicals. Includes all land improvements associated with plant site or production 
processes, such as effluent ponds and canals, provided such land improvements are 
depreciable but does not include buildings and structural components as defined in section 
1. 48-1(e) of the regulations. Does not include assets used in the manufacture of finished 
rubber and plastic products or in the production of natural gas products, butane, 
propane, and by-products of natural gas production plants 
Manufacture of Rubber Products: 
Includes assets used for the production of products from natural, synthetic, or reclaimed 
rubber, gutta percha, balata, or gutta siak, such as tires, tubes, rubber footwear, mechan- 
ical rubber goods, heels and soles, flooring, and rubber sundries; and in the recapping, 
retreading, and rebuilding of tires . 
Manufacture of Rubber Products — Special Tools and Devices: 
Includes assets defined as special tools, such as jigs, dies, mandrels, molds, lasts, 
patterns, specialty containers, pallets, shells; and tire molds, and accessory parts such as 
rings and insert plates used in activities as defined in class 30. 1. Does not include tire 
building drums and accessory parts and general purpose small tools such as wrenches and 
drills, both power and hand-driven, and other general purpose equipment such as 
conveyors and transfer equipment. . . . . . . . . . . . . . . . . . . . . , . . . , . . . . . . . . . . . . . . . . , . . . . . , 
Manufacture of Finished Plastic Products: 
Includes assets used in the manufacture of plastics products and the molding of primary 
plastics for the trade. Does not include assets used in the manufacture of basic plastics 
materials nor the manufacture of phonograph records 
Manufacture of Finished Plastic Products — Special Tools: 
Includes assets defined as special tools, such as jigs, dies, fixtures, molds, patterns, 
gauges, and specialty transfer and shipping devices, used in activities as defined in class 
30. 2. Special tools are specifically designed for the production or processing of particular 
parts and have no significant utilitarian value and cannot be adapted to further or 
different use after changes or improvements are made in the model design of the 
particular part produced by the special tools. Does not include general purpose small 
tools such as wrenches and drills, both hand and power-driven, and other general purpose 
equipment such as conveyors, transfer equipment, and materials handling devices. . . . . . . . 
Manufacture of Leather and Leather Products: 
Includes assets used in the tanning, currying, and finishing of hides and skins; the 
processing of fur pelts; and the manufacture of finished leather products, such as 
footwear, belting, apparel, and luggage . 
Manufacture of Glass Products: 
Includes assets used in the production of flat, blown, or pressed products of glass, such 
as float and window glass, glass containers, glassware and fiberglass. Does not include 
assets used in the manufacture of lenses . 
Manufacture of Glass Products — Special Tools: 
Includes assets defined as special tools such as molds, patterns, pallets, and specialty 
transfer and shipping devices such as steel racks to transport automotive glass, used in 

activities as defined in class 32. 1. Special tools are specifically designed for the production 
or processing of particular parts and have no significant utilitarian value and cannot be 
adapted to further or different use after changes or improvements are made in the model 
design of the particular part produced by the special tools. Does not include general 
purpose small tools such as wrenches and drills, both hand and power-driven, and other 
general purpose equipment such as conveyors, transfer equipment, and materials handling 

devices . 

Class Life 
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32. 2 

32. 3 

33. 2 

33. 21 
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Manufacture of Cement: 
Includes assets used in the production of cement, but does not include any assets used in 

the manufacture of concrete and concrete products nor in any mining or extraction 
process. 
Manufacture of Other Stone and Clay Products: 
Includes assets used in the manufacture of products from materials in the form of clay 
and stone, such as brick, tile, and pipe; pottery and related products, such as 
vitreous-china, plumbing fixtures, earthenware and ceramic insulating materials; and also 
includes assets used in manufacture of concrete and concrete products. Does not include 

assets used in any mining or extraction processes 
Manufacture of Primary Nonferrous Metals: 
Includes assets used in the smelting, refining, and electrolysis of nonferrous metals from 

ore, pig, or scrap, the rolling, drawing, and alloying of nonferrous metals; the 

manufacture of castings, forgings, and other basic products of nonferrous metals; and the 

manufacture of nails, spikes, structural shapes, tubing, wire, and cable. . . . . . . . . . . . . . . . . 
Manufacture of Primary Nonferrous Metals — Special Tools: 
Includes assets defined as special tools such as dies, jigs, molds, patterns, fixtures, 

gauges, and drawings concerning such special tools used in the activities as defined in 

class 33. 2, Manufacture of Primary Nonferrous Metals. Special tools are specifically 
designed for the production or processing of particular products or parts and have no 
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33. 3 

33. 4 

34. 0 

34. 01 

35. 0 

36. 0 

36. 1 

37. 11 

Description of assets included 

significant utilitarian value and cannot be adapted to further or different use after 
changes or improvements are made in the model design of the particular part produced by 
the special tools. Does not include general purpose small tools such as wrenches and 
drills, both hand and power-driven, and other general purpose equipment such as 
conveyors, transfer equipment, and materials handling devices. Rolls, mandrels and 
refractories are not included in class 33. 21 but are included in class 33. 2. . . . . . . . . . . . . . . . 
Manufacture of Foundry Products: 
Includes assets used in the casting of iron and steel, including related operations such as 
molding and coremaking. Also includes assets used in the finishing of castings and 
patternmaking when performed at the foundry, all special tools and related land 
improvements. 
Manufacture of Primary Steel Mill Products: 
Includes assets used in the smelting, reduction, and refining of iron and steel from ore, 
pig, or scrap; the rolling, drawing and alloying of steel; the manufacture of nails, spikes, 
structural shapes, tubing, wire, and cable. Includes assets used by steel service centers, 
ferrous metal forges, and assets used in coke production, regardless of ownership. Also 
includes related land improvements and all special tools used in the above activities. . . . . . 
Manufacture of Fabricated Metal Products — Special Tools: 
Includes assets used in the production of metal cans, tinware, fabricated structural metal 
products, metal stampings, and other ferrous and nonferrous metal and wire products not 
elsewhere classified. Does not include assets used to manufacture non-electric heating 
apparatus . 
Manufacturer of Fabricated Metal Products — Special Tools: 
Includes assets defined as special tools such as dies, jigs, molds, patterns, fixtures, 
gauges, and returnable containers and drawings concerning such special tools used in the 
activities as defined in class 34. 0. Special tools are specifically designed for the production 
or processing of particular machine components, products, or parts, and have no 
significant utilitarian value and cannot be adapted to further or different use after 
changes or improvements are made in the model design of the particular part produced by 
the special tools. Does not include general purpose small tools such as wrenches and 
drills, both hand and power-driven, and other general purpose equipment such as 
conveyors, transfer equipment, and materials handling devices . 
Manufacture of Electrical and Non-Electrical Machinery and Other Mechanical Products: 
Includes assets used to manufacture or rebuild finished machinery and equipment and 
replacement parts thereof such as machine tools, general industrial and special industry 
machinery, electrical power generation, transmission, and distribution systems, space 
heating, cooling, and refrigeration systems, commercial and home appliances, farm and 
garden machinery, construction machinery, mining and oil field machinery, internal 
combustion engines (except those elsewhere classified), turbines (except those that power 
airborne vehicles), batteries, lamps and lighting fixtures, carbon and graphite products, 
and electromechanical and mechanical products including business machines, instruments, 
watches and clocks, vending and amusement machines, photographic equipment, medical 
and dental equipment and appliances, and ophthalmic goods. Includes assets used by 
manufacturers or rebuilders of such finished machinery and equipment in activities 
elsewhere classified such as the manufacture of castings, forgings, rubber and plastic 
products, electronic subassemblies or other manufacturing activities if the interim 
products are used by the same manufacturer primarily in the manufacture, assembly, or 
rebuilding of such finished machinery and equipment. Does not include assets used in 
mining, assets used in the manufacture of primary ferrous and nonferrous metals, assets 
included in class 00. 11 through 00. 4 and assets elsewhere classified. . . . . , . . . . . . . . . . , . . . , 
Manufacture of Electronic Components, Products, and Systems: 
Includes assets used in the manufacture of electronic communication, computation, in- 
strumentation and control systems, including airborne applications; also includes assets 
used in the manufacture of electronic products such as frequency and amplitude modu- 
lated transmitters and receivers, electronic switching stations, television cameras, video re- 
corders, record players and tape recorders, computers and computer peripheral machines, 
and electronic instruments, watches, and clocks; also includes assets used in the manufac- 
ture of components, provided their primary use is in products and systems defined above 
such as electron tubes, capacitors, coils, resistors, printed circuit substrates, switches, har- 
ness cables, lasers, fiber optic devices, and magnetic media devices. Specifically excludes 
assets used to manufacture electronic products and components, photocopiers, typewrit- 
ers, postage meters and other electromechanical and mechanical business machines and 
instruments that are elsewhere classified. Does not include semiconductor manufacturing 
equipment included in class 36. 1 

Any Semi-conductor Manufacturing Equipment 
Manufacture of Motor Vehicles: 
Includes assets used in the manufacture and assembly of finshed automobiles, trucks, 
trailers, motor homes, and buses. Does not include assets used in mining, printing and 
publishing, production of primary metals, electricity, or steam, or the manufacture of 
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37. 12 

37. 2 

37. 31 

37. 32 

37. 33 

37. 41 

37. 42 

39. 0 

glass, industrial chemicals, batteries, or rubber products, which are classified elsewhere. 
Includes assets used in manufacturing activities elsewhere classified other than those 
excluded above, where such activities are incidental to and an integral part of the 
manufacture and assembly of finished motor vehicles such as the manufacture of parts 
and subassemblies of fabricated metal products, electrical equipment, textiles, plastics, 
leather, and foundry and forging operations. Does not include any assets not classified in 
manufacturing activity classes, e. g. , does not include assets classified in asset classes 00. 11 
through 00. 4. Activities will be considered incidental to the manufacture and assembly of 
finished motor vehicles only if 75 percent or more of the value of the products produced 
under one roof are used for the manufacture and assembly of finished motor vehicles. 
Parts that are produced as a normal replacement stock complement in connection with 
the manufacture and assembly of finished motor vehicles are considered used for the 
manufacture and assembly of finished motor vehicles. Do not include assets used in the 
manufacture of component parts if these assets are used by taxpayers not engaged in the 
assembly of finished motor vehicles. . . . . 
Manufacture of Motor Vehicles — Special Tools: 
Includes assets defined as special tools, such as jigs, dies, fixtures, molds, patterns, 
gauges, and specialty transfer and shipping devices, owned by manufacturers of finished 
motor vehicles and used in qualified activities as defined in class 37. 11. Special tools are 
specifically designed for the production or processing of particular motor vehicle 

components and have no significant utilitarian value, and cannot be adapted to further or 
different use, after changes or improvements are made in the model design of the 
particular part produced by the special tools. Does not include general purpose small 
tools such as wrenches and drills, both hand and powerdriven, and other general purpose 
equipment such as conveyors, transfer equipment, and materials handling devices. . . . . , . . 
Manufacture of Aerospace Products: 
Includes assets used in the manufacture and assembly of airborne vehicles and their 
component parts including hydraulic, pneumatic, electrical, and mechanical systems. Does 
not include assets used in the production of electronic airborne detection, guidance, 
control, radiation, computation, test, navigation, and communication equipment or the 
components thereof 
Ship and Boat Building Machinery and Equipment: 
Includes assets used in the manufacture and repair of ships, boats, caissons, marine 
drilling rigs, and special fabrications not included in asset classes 37. 32 and 37. 33. 
Specifically includes all manufacturing and repairing machinery and equipment, including 
machinery and equipment used in the operation of assets included in asset class 37. 32. 
Excludes buildings and their structural components 
Ship and Boat Building Dry Docks and Land Improvements: 
Includes assets used in the manufacture and repair of ships, boats, caissons, marine 
drilling rigs, and special fabrications not included in asset classes 37. 31 and 37. 33. 
Specifically includes floating and fixed dry docks, ship basins, graving docks, shipways, 
piers, and all other land improvements such as water, sewer, and electric systems. 
Excludes buildings and their structural components 
Ship and Boat Building — Special Tools: 
Includes assets defined as special tools such as dies, jigs, molds, patterns, fixtures, 
gauges, and drawings concerning such special tools used in the activities defined in classes 
37. 31 and 37. 32. Special tools are specifically designed for the production or processing 
of particular machine components, products, or parts, and have no significant utilitarian 
value and cannot be adapted to further or different use after changes or improvements 
are made in the model design of the particular part produced by the special tools. Does 
not include general purpose small tools such as wrenches and drills, both hand and 
power-driven, and other general purpose equipment such as conveyors, transfer 
equipment, and materials handling devices. 
Manufacture of Locomotives: 
Includes assets used in building or rebuilding railroad locomotives (including mining and 
industrial locomotives). Does not include assets of railroad transportation companies or 
assets of companies which manufacture components of locomotives but do not 
manufacture finished locomotives 
Manufacture of Railroad Cars; 
Includes assets used in building or rebuilding railroad freight or passenger cars (including 

rail transit cars). Does not include assets of railroad transportation companies or assets of 
companies which manufacture components of railroad cars but do not manufacture 

finished railroad cars . . . . . . . . . . . . . . . . 
Manufacture of Athletic, Jewelry and Other Goods: 
Includes assets used in the production of jewelry; musical instruments; toys and sporting 

goods; motion picture and television films and tapes; and pens, pencils, office and art 

supplies, brooms, brushes, caskets, etc. . 
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40. 1 

40. 2 

40. 3 

40. 4 
40. 51 
40. 52 
40. 53 
40. 54 
41. 0 

42. 0 

44. 0 

45. 0 

45. 1 

Railroad Transportation: 
Classes with the prefix 40 include the assets identified below that are used in the 
commercial and contract carrying of passengers and freight by rail. Assets of elect 'fi« 
railroads will be classified in a manner corresponding to that set forth below fo«»iroads 
not inclependently operated as electric lines. Excludes the assets included in classes with 
the prefix beginning 00. 1 and 00. 2 above, and also excludes any non-depreciable assets 
included in Interstate Commerce Commission accounts enumerated for this class. 
Railroad Machinery and Equipment: 
Includes assets classified in the following Interstate Commerce Commission accounts: 
Roadway accounts: 

(16) Station and office buildings (freight handling machinery and equipment only) 
(25) TOFC/COFC terminals (freight handling machinery. and equipment only) 
(26) Communication systems 
(27) Signals and interlockers 
(37) Roadway machines 
(44) Shop machinery 

Equipment Accounts: 
(52) Locomotives 
(53) Freight train cars 
(54) Passenger train cars 
(57) Work equipment 

Railroad Structures and Similar Improvements: 
Includes assets classified in the foBowing Interstate Commerce Commission road 
accounts: 

(6) Bridges, trestles, and culverts 
(7) Elevated structures 

(13) Fences, snowsheds, and signs 
(16) Station and office buildings (stations and other operating structures only) 
(17) Roadway buildings 
(18) Water stations 
(19) Fuel stations 
(20) Shops and enginehouses 
(25) TOFC/COFC terminals (operating structures only) 
(31) Power transmission systems 
(35) Miscellaneous structures 
(39) Public improvements construction 

Railroad Wharves and Docks: 
Includes assets classified in the following Interstate Commerce accounts: 

(23) Wharves and docks 
(24) Coal and ore wharves. . . . . . . , . . . . , . . . , , . . . . , . . . 

Railroad Track. 
Railroad Hydraulic Electric Generating Equipment 
Railroad Nuclear Electric Generating Equipment 
Railroad Steam Electric Generating Equipment 
Railroad Steam, Compressed Air, and Other Power Plant Equipment. . . . . . . . . . . . . . . . . . 
Motor Transport-Passengers: 
Includes assets used in the urban and interurban commercial and contract carrying of 
passengers by road, except the transportation assets included in classes with the prefix 
00, 2 
Motor Transport-Freight: 
Includes assets used in the commercial and contract carrying of freight by road, except 
the transportation assets included in classes with the prefix 00. 2 
Water Transportation: 
Includes assets used in the commercial and contract carrying of freight and passengers by 
water except the transportation assets included in classes with the prefix 00. 2. Includes all 
related land improvements. 
Air Transport: 
Includes assets (except helicopters) used in commercial and contract carrying of 
passengers and freight by air. For purposes of section 1. 167(a)-II(d)(2)(iv)(a) of the 
regulations, expenditures for "repair, maintenance, rehabilitation, or improvement" shall 
consist of direct maintenance expenses (irrespective of airworthiness provisions or charges) 
as defined by Civil Aeronautics Board uniform accounts 5200, maintenance burden 
(exclusive of expenses pertaining to maintenance buildings and improvements) as defined 
by Civil Aeronautics Board uniform accounts 5300, and expenditures which are not 
"excluded additions" as defined in section 1. 167(a)-ll(d)(2)(vi) of the regulations and 
which would be charged to property and equipment accounts in the Civil Aeronautics 
Board uniform system of accounts. 
Air Transport (restricted): 
Includes each asset described in the description of class 45. 0 which was held by the 
taxpayer on April 15, 1976, or is acquired by the taxpayer pursuant to a contract which 
was, on April 15, 1976, and at all times thereafter, binding on the taxpayer. This criterion 
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Asset 
class Description of assets included 

of classification based on binding contract concept is to be applied in the same manner as 

under the general rules expressed in section 49(b)(1), (4), (5) and (8) of the Code (as in 

effect prior to its repeal by the Revenue Act of 1978, section 312(c)(1), (d), 1978-3 C. B. 
I, 60). . 

Class Life 
(in years) 

Recovery Periods 
(in years) 

General Alter na" 
Depre- pepfe- 
ciation ciation 
System System 

48. 11 

48. 12 

48. 121 

48. 13 

48. 14 

48. 2 

48. 31 

48. 32 

48. 33 

48. 34 

48. 35 

Pipeline Transportation: 
Includes assets used in the private, commercial, and contract carrying «Petroleum 
and other products by means of pipes and conveyors. The trunk lines and related storage 

facilities of integrated petroleum and natural gas producers are included in this class. 
Excludes initial clearing and grading land improvements as specified in Rev. Rul. 72-403, 
1972-2 C. B. 102, but includes all other related land improvements. . . . . . . . . . . . . . . . . . . 
Telephone Communications: 
Includes the assets identified below and that are used in the provision of commercial and 

contract telephonic services such as: 
Telephone Central Office Buildings: 
Includes assets intended to house central office equipment, as defined in Federal 
Communications Commission Part 31 Account No. 212 whether section 1245 or section 
1250 property 
Telephone Central Office Equipment: 
Includes central office switching and related equipment as defined in Federal 
Communications Commission Part 31 Account No. 221 
Does not include computer-based telephone central office switching equipment included in 

class 48. 121. Does not include private branch exchange (PBX) equipment. . . . . . . . . . . . . . . 
Computer-based Telephone Central Office Switching Equipment: 
Includes equipment whose functions are those of a computer or peripheral equipment (as 
defined in section 168(i)(2)(B) of the Code) used in its capacity as telephone central office 
equipment. Does not include private branch exchange (PBX) equipment. . . . . . . . . . . . . . . . 
Telephone Station Equipment: 
Includes such station apparatus and connections as teletypewriters, telephones, booths, 
private exchanges, and comparable equipment as defined in Federal Communications 
Commission Part 31 Account Nos. 231, 232, and 234 . 
Telephone Distribution Plant: 
Includes such assets as pole lines, cable, aerial wire, underground conduits, and 
comparable equipment, and related land improvements as defined in Federal 
Communications Commission Part 31 Account Nos. 241, 242. 1, 242, 2, 242. 3, 242. 4, 243, 
and 244 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 
Radio and Television Broadcastings: 
Includes assets used in radio and television broadcasting, except transmitting towers . . . . . 
Telegraph, Ocean Cable, and Satellite Communications (TOCSC) includes 
communications-related assets used to provide domestic and international radio-telegraph, 
wire-telegraph, ocean-cable, and satellite communications services; also includes related 
land improvements. If property described in Classes 48. 31 — 48. 45 is comparable to 
telephone distribution plant described in Class 48. 14 and used for 2-way exchange of 
voice and data communication which is the equivalent of telephone communication, such 
property is assigned a class life of 24 years under this revenue procedure. Comparable 
equipment does not include cable television equipment used primarily for I-way 
communication. 
TOCSC-Electric Power Generating and Distribution Systems: 
Includes assets used in the provision of electric power by generation, modulation, 
rectification, channelization, control, and distribution, Does not include these assets when 
they are installed on customers premises. 
TOCSC-High Frequency Radio and Microwave Systems: 
Includes assets such as transmitters and receivers, antenna supporting structures, 
antennas, transmission lines from equipment to antenna, transmitter cooling systems, and 
control and amplification equipment. Does not include cable and long-line systems . . . . . . 
TOCSC-Cable and Long-line Systems: 
Includes assets such as transmission lines, pole lines, ocean cables, buried cable and 
conduit, repeaters, repeater stations, and other related assets. Does not include high 
frequency radio or microwave systems 
TOCSC-Central Office Control Equipment: 
Includes assets for general control, switching, and monitoring of communications signals 
including electromechanical switching and channeling apparatus, multiplexing equipment, 
patching and monitoring facilities, in-house cabling, teleprinter equipment, and associated 
site improvemeents 
TOCSC-Computerized Switching, Channeling, and Associated Control Equipment: 
Includes central office switching computers, interfacing computers, other associated 
specialized control equipment, and site improvements, 
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vProperty described in asset guideline class 48. 13 which is qualified technological equipment as defined in section 168(i)(2) is a"'gn a 5-year 
recovery period for both the general and alternative depreciation systems. 
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Asset 
class Description of assets included 

Class Life 
(in years) 

Recovery Periods 
(in years) 

General Alternative 
Depre- Depre- 
ciation ciation 
System System 

48. 36 

48. 37 

48. 38 

48. 39 

48. 41 

48. 42 

48. 43 

48. 44 

48. 45 

49. 11 

49. 12 

49. 121 

49. 13 

49. 14 

49. 15 

49. 21 

TOCSC-Satellite Ground Segment Property: 
Includes assets such as fixed earth station equipment, antennas, satellite communications 
equipment, and interface equipment used in satellite communications. Does not include 
general purpose equipment or equipment. used in satellite space segment property. . . . . . . . 
TOCSC-Satellite Space Segment Property: 
Includes satellites and equipment used for telemetry, tracking, control, and monttoring 
when used in satellite communications 
TOCSC-Equipment Installed on Customer's Premises: 
Includes assets installed on customer's premises, such as computers, terminal equtpment, 
power generation and distribution systems, private switching center, teleprinters, facsimile 
equipment, and other associated and related equipment . 
TOCSC-Support and Service Equipment: 
Includes assets used to support but not engage in communications. Includes store, 
warehouse and shop tools, and test and laboratory assets. 
Cable Television (CATV): 
Includes communications-related assets used to provide cable televtsion communtty 
antenna television services). Does not include assets used to provide subscribers with 
two-way communications services. 
CATV-Headend: 
Includes assets such as towers, antennas, preamplifiers, converters, modulation 
equipment, and program non-duplication systems. Does not include headend buildings 
and program origination assets 
CATV-Subscriber Connection and Distribution Systems: 
Includes assets such as trunk and feeder cable, connecting hardware, amplifiers, power 
equipment, passive devices, directional taps, pedestals, pressure taps, drop cables, 
matching transformers, multiple set connector equipment, and converters. . . . . . . . . . . . . . . 
CATV-Program Origination: 
Includes assets such as cameras, film chains, video tape recorders, lighting, and remote 
location equipment excluding vehicles. Does not include buildings and their structural 
components. 
CATV-Service and Test: 
Includes assets such as oscilloscopes, field strength meters, spectrum analyzers, and cable 
testing equipment, but does not include vehicles 
CATV-Microwave Systems: 
Includes assets such as towers, antennas, transmitting and receiving equipment, and broad 
band microwave assets if used in the provision of cable television services. Does not 
include assets used in the provision of common carrier services. 
Electric, Gas, Water and Steam, Utility Services: 
Includes assets used in the production, transmission and distribution of electricity, gas, 
steam, or water for sale including related land improvements. 
Electric Utility Hydraulic Production Plant: 
Includes assets used in the hydraulic power production of electricity for sale, including 
related land improvements, such as dams, flumes, canals, and waterways. . . . . . . . . . . . . . . 
Electric Utility Nuclear Production Plant: 
Includes assets used in the nuclear power production and electricity for sale and related 
land improvements. Does not include nuclear fuel assemblies. 
Electric Utility Nuclear Fuel Assemblies: 
Includes initial core and replacement core nuclear fuel assemblies (i. e. , the composite of 
fabricated nuclear fuel and container) when used in a boiling water, pressurized water, or 
high temperature gas reactor used in the production of electricity. Does not include 
nuclear fuel assemblies used in breeder reactors 
Electric Utility Steam Production Plant: 
Includes assets used in the steam power production of electricity for sale, combustion 
turbines operated in a combined cycle with a conventional steam unit and related land 
improvements. Also includes package boilers, electric generators and related assets such as 
electricity and steam distribution systems as used by a waste reduction and resource 
recovery plant if the steam or electricity is normally for sale to others. . . . . . . . . , . . . , . . . . 
Electric Utility Transmission and Distribution Plant: 
Includes assets used in the transmission and distribution of electricity for sale and related 
land improvements. Excludes initial clearing and grading land improvements as specified 
in Rev. Rul. 72-403, 1972-2 C. B. 102. 
Electric Utility Combustion Turbine Production Plant: 
Includes assets used in the production of electricity for sale by the use of such prime 
movers as jet engines, combustion turbines, diesel engines, gasoline engines, and other 
internal combustion engines, their associated power turbines and/or generators, and 
related land improvements. Does not include combustion turbines operated in a combined 
cycle with a conventional steam unit 
Gas Utility Distribution Facilities: 
Includes gas water heaters and gas conversion equipment installed by utility on customers' 
premises on a rental basis 
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Asset 
class Description of assets included 

Class Life 
(in years) 

Recovery Periods 
(in years) 

General Alternativ~ 
Dep�r- eDep�- 
ciation ciation 
System System 

49. 221 

49. 222 

49. 223 

49. 23 
49. 24 

49. 25 

49. 3 

49. 4 

49. 5 

50. 
51. 
57, 0 

57. 1 

79. 0 

30 

14 

18 
14 

18 
14 

22 

22 

50 50 

28 20 

10 
24 
50 

20 

Gas Utility Manufactured Gas Production Plants: 
Includes assets used in the manufacture of gas having chemical and/or physical properties 
which do not permit complete interchangeability with domestic natural gas. Does not 
include gas producing systems and related systems used in waste reduction and resource 
recovery plants which are elsewhere classified . 30 20 
Gas Utility Substitute Natural Gas (SNG) Production Plant (naphtha or lighter 
hydrocarbon feedstocks): 
Includes assets used in the catalytic conversion of feedstocks or naphtha or lighter 
hydrocarbons to a gaseous fuel which is completely interchangeable with domestic natural 
gas 14 7 
Substitute Natural Gas-Coal Gasification: 
Includes assets used in the manufacture and production of pipeline quality gas from coal 
using the basic Lurgi process with advanced methanation. Includes all process plant 
equipment and structures used in this coal gasification process and all utility assets such 
as cooling systems, water supply and treatment facilities, and assets used in the 
production and distribution of electricity and steam for use by the taxpayer in a gasifica- 
tion plant and attendant coal mining site processes but not for assets used in the produc- 
tion and distribution of electricity and steam for sale to others. Also includes all other re- 
lated land improvements. Does not include assets used in the direct mining and treatment 
of coal prior to the gasification process itself. 10 
Natural Gas Production Plant. 7 
Gas Utility Trunk Pipelines and Related Storage Facilities: 
Excluding initial clearing and grading land improvements as specified in Rev, Rul. 72- 
403 . 15 
Liquefied Natural Gas Plant: 
Includes assets used in the liquefaction, storage, and regasification of natural gas 
including loading and unloading connections, instrumentation equipment and controls, 
pumps, vaporizers and odorizers, tanks, and related land improvements. Also includes 
pipeline interconnections with gas transmission lines and distribution systems and marine 
terminal facilities 15 
Water Utilities: 
Includes assets used in the gathering, treatment, and commercial distribution of water. . . . 20 
Central Steam Utility Production and Distribution: 
Includes assets used in the production and distribution of steam for sale. Does not include 
assets used in waste reduction and resource recovery plants which are elsewhere classified. 28 
Waste Reduction and Resource Recovery Plants: 
Includes assets used in the conversion of refuse or other solid waste or biomass to heat or 
to a solid, liquid, or gaseous fuel. Also includes all process plant equipment and 
structures at the site used to receive, handle, collect, and process refuse or other solid 
waste or biomass to a solid, liquid, or gaseous fuel or to handle and burn refuse or other 
solid waste or biomass in a waterwall combustion system, oil or gas pyrolysis system, or 
refuse derived fuel system to create hot water, gas, steam and electricity. Includes 
material recovery and support assets used in refuse or solid refuse or solid waste 
receiving, collecting, handling, sorting, shredding, classifying, and separation systems. 
Does not include any package boilers, or electric generators and related assets such as 
electricity, hot water, steam and manufactured gas production plants classified in classes 
00. 4, 49. 13, 49. 221, and 49. 4. Does include, however, all other utilities such as water 
supply and treatment facilities, ash handling and other related land improvements of a 
waste reduction and resource recovery plant . 10 7 
Municipal Wastewater Treatment Plant . 24 15 
Municipal Sewer . 50 20 
Distributive Trades and Services: 
Includes assets used in wholesale and retail trade, and personal and professional services. 
Includes section 1245 assets used in marketing petroleum and petroleum products. . . , . . . . 9 5 9 
Distributive Trades and Services-Billboard, Service Station Buildings and Petroleum 
Marketing Land Improvements: 
Includes section 1250 assets, including service station buildings and depreciable land 
improvements, whether section 1245 property or section 1250 property, used in the 
marketing of petroleum and petroleum products, but not including any of these facilities 
related to petroleum and natural gas trunk pipelines. Includes car wash buildings and 
related land improvements. Includes billboards, whether such assets are section 1245 
property or section 1250 property. Excludes all other land improvements, buildings and 
structural components as defined in section 1. 48-1(e) of the regulations . . . . . . . . . . . . . . . . 20 15 

Recreation: 
Includes assets used in the provision of entertainment services on payment of a fee or 
admission charge, as in the operation of bowling alleys, billiard and pool establishments, 
theaters, concert halls, and miniature golf courses. Does not include amusement and 
theme parks and assets which consist primarily of specialized land improvements or 
structures, such as golf courses, sports stadia, race tracks, ski slopes, and buildings which 
house the assets used in entertainment services . 10 7 10 

* Any high technology medical equipment as defined in section 168(i)(2)(C) which is described in asset guideline class 57. 0 is assigned a 5-year 
recovery period for the alternative depreciation system. 
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Asset 
class Description of assets included 

80. 0 Theme and Amusement Parks: 
Includes assets used in the provision of rides, auractions, and amusements in activities 
defined as theme and amusement parks, and includes appurtenances associated with a 
ride, attraction, amusement or theme sening within the park such as ticket booths, 
facades, shop interiors, and props, special purpose structures, and buildings other than 
warehouses, administration buildings, hotels, and motels. Includes all land improvements 
for or in support of park activities, (e. g. , parking lots, sidewalks, waterways, bridges, 
fences, landscaping, etc. ) and support functions (e. g. , food and beverage retailing, 
souvenir vending and other nonlodging accommodations) if owned by the park and 
provided exclusively for the benefit of park patrons. Theme and amusement parks are 
defined as combinations of amusements, rides, and auractions which are permanently 
situated on park land and open to the public for the price of admission. This guideline 
class is a composite of all assets used in this industry except transportation equipment 
(general purpose trucks, cars, airplanes, etc. , which are included in asset guideline classes 
with the prefix 00. 2), assets used in the provision of administrative services (asset classes 
with the prefix 00. 1), and warehouses, administration buildings, hotels and motels. . . . . . . 

Certain Property for Which Recovery Periods Assigned 
A. Personal Property With No Class Life 
Section 1245 Real Property With No Class Life 

Class Life 
(in years) 

12. 5 

Recovery Periods 
(in years) 

General Alternative 
Dep�r- eDepr- 
ciation ciation 
System System 

12. 5 

12 
40 

B. Qualified Technological Equipment, as defined in section 168(i)(2) 

C. Property Used in Connection with Research and Experimentation referred to in 
section 168(e)(3)(B) 

D. Alternative Energy Property described in sections 48(1)(3)(viii) or (iv), or section 
48(l)(4) of the Code 

5 class life if no 
class life — 12 

5 class life if no 
class life — 12 

E. Biomass property described in section 48(1)(15) and 
facility within the meaning of section 3(17)(c) of the 
796(17)(C)), as in effect on September I, 1986. . 

'The class life (if any) of property described in classes B, C, 
procedure. If an item of property described in paragraphs B, C, 
class life. 

is a qualifying small production 
Federal Power Act, (16 U. S. C. 

5 class life if no 
class life — 12 

D, or E is determined by reference to the asset guideline classes in this revenue 
D, or E is not described in any asset guideline class, such item of property has no 

26 CFR 601. 105: Examination of returns and 
claims for refund, credit, or abatement; deter- 
mination of correct tax liability. 
(Also Part I, Section 168. ) 

Rev. Proc. 87-57 

CONTENTS 

SECTION 1. PURPOSE 
SECTION 2. GENERAL RULES 

OF APPLICATION 
. 01 Property to which section 168 

applies 
. 02 Property to which section 168 

does not apply 
. 03 Property subject to the general 

depreciation system of section 
168(a) 

. 04 Property subject to the alterna- 
tive depreciation system of section 
168(g) 
1. Required use of alternative de- 
preciation system 
2. Elective use of alternative depre- 
ciation system 

. 05 Recovery period 

. 06 Salvage value 

. 07 Earnings and profits 

. 08 Other cost recovery rules 

. 09 Additions or improvements 

. 10 Time and manner for making 
elections 

SECTION 3. CLASSES OF 
PROPERTY 

. 01 In general 

. 02 General depreciation system 
1. Property not assigned a recov- 
ery class 
2. Property assigned a recovery 
class under section 168(e)(2) 
3. Property assigned a recovery 
class under section 168(e)(3) 

. 03 Alternative depreciation system 
SECTION 4. APPLICABLE 

RECOVERY PERIODS 
. 01 General depreciation system 
. 02 Alternative depreciation system 
SECTION 5. APPLICABLE 

CONVENTIONS 
. 01 Effect of conventions 

. 02 Determination of applicable con- 
vention 

. 03 Half-year convention 

. 04 Mid-month convention 

. 05 Mid-quarter convention 
SECTION 6. APPLICABLE 

DEPRECIATION METHODS 
. 01 General depreciation system 
. 02 Alternative depreciation system 
. 03 Determination of applicable de- 

preciation methods 
. 04 Declining balance method 
. 05 Straight line method 
. 06 Declining balance method switch 

ing to straight line method 
SECTION 7. ALTERNATIVE 

MINIMUM TAX 
SECTION 8. OPTIONAL TABLES 

SECTION 1. P U R POSE 

. 01 This revenue procedure pro- 
vides guidance to taxpayers and Ser- 
vice personnel in computing deprecia- 
tion allowances for tangible property 
under section 168 of the Internal 
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Revenue Code, as amended by sec- 
tion 201(a) of the Tax Reform Act of 
1986 (the Act), 1986-3 (Vol. 1) C. B. 
38. This revenue procedure describes 
the applicable depreciation methods, 
applicable recovery periods, and ap- 
plicable conventions that must be 
used in computing depreciation al- 
lowances under section 168. 

. 02 Sections 2-7 of this revenue 
procedure prescribe the manner of 
computing depreciation allowances. 
Section 8 of this revenue procedure 
contains various tables that may be 
used by certain taxpayers in lieu of 
computing allowances in the manner 
described in sections 2-7. 

SEC. 2. GENERAL RULES OF 
AP P LI CAT ION 

. 01 Property to which section 16'8 

applies. This revenue procedure ap- 
plies to all property to which section 
168 of the Code applies. In general, 
section 168 applies to depreciable 
tangible property placed in service 
after December 31, 1986, except that 
the section does not apply to prop- 
erty described in section 168(f) or to 
any transitional rule property (that is, 
property excluded from the applica- 
tion of section 201 of the Act pursu- 
ant to section 203(b), 204, or 
251(d)(2) of the Act). A taxpayer 
may make an irrevocable election to 
have section 168 apply to certain 
depreciable tangible property that is 
not otherwise excluded by section 
168(f) and that was placed in service 
after July 31, 1986, and before Janu- 
ary 1, 1987. See section 203(a)(1)(B) 
of the Act. An election to apply 
section 168 to property that was 
placed in service after July 31, 1986, 
and before January 1, 1987, must be 
made in the time and manner pre- 
scribed in section 5h. 5 of the Tempo- 
rary Regulations — Elections Under 
Various Public Laws. See section 
2. 10 of this revenue procedure. 

. 02 Property to which section 168 
does not apply. Transitional rule 
property and property described in 
section 168(f) of the Code are subject 
to depreciation not under section 168 
but under the following applicable 
depreciation rules: 

1 Transitional rule property is sub- 

ject to depreciation under section 167 
or section 168 of the 1954 Code, as 
in effect before the amendments 
made by section 201 of the Act, but 

as amended by section 1809 of the 
Act. 

2 Property that is described in sec- 
tion 168(f)(1) of the Code is subject 
to depreciation under section 
167(a). The property described in sec- 
tion 168(f)(1) is any property such 
that the taxpayer makes an irrevoca- 
ble election to exclude the property 
from section 168, and for the first 
taxable year for which a depreciation 
deduction would be allowable with 
respect to such property in the hands 
of the taxpayer, the property is prop- 
erly depreciated under the unit-of- 
production method or any method of 
depreciation not expressed in a term 
of years (other than the retirement- 
replacement-betterment method or 
similar method). The election must 
be made as set out in section 2. 10 of 
this revenue procedure. 

3 Property that is described in sec- 
tion 168(f)(2) of the Code (that is, 
public utility property for which the 
taxpayer does not use a normaliza- 
tion method of accounting) is subject 
to depreciation under the rule pre- 
scribed in section 168(i)(9)(C). 

4 Property that is described in sec- 
tion 168(f)(3) or (4) of the Code (that 
is, films and video tapes, and sound 
recordings, respectively) is subject to 
depreciation under section 167(a). 

5 Property that is described in sec- 
tion 168(f)(5) of the Code (that is, 
certain churned property) is subject 
to depreciation under section 167 of 
the Code or section 168, as in effect 
before the amendments made by sec- 
tion 201 of the Act, but as amended 
by section 1809 of the Act. 

. 03 Property subject to the general 
depreciation system of section 168(a). 
In general, unless the alternative de- 
preciation system in section 168(g) of 
the Code applies, depreciation allow- 
ances are computed under the general 
depreciation system prescribed in sec- 
tion 168(a) by use of the applicable 
depreciation method, applicable re- 
covery period, and the applicable 
convention determined under section 
168(b), (c) and (d) of the Code, 
respectively. See section 6 of this 
revenue procedure for rules determin- 
ing the applicable depreciation 
method. See section 4 of this revenue 
procedure for rules determining the 
applicable recovery period. See sec- 
tion 5 of this revenue procedure for 
rules determining the applicable con- 
vention. However, for certain prop- 

erty section 168(g) provides the alter- 
native depreciation system. 

. 04 Property subject to the alterna- 
tive depreciation system of section 
168(g). Under the alternative depreci- 
ation system prescribed in section 
168(g) of the Code, depreciation al- 
lowances are computed by use of the 
applicable depreciation method, the 
applicable recovery period, and the 
applicable convention determined un- 

der section 168(g)(2). 
1 Required use of alternative de- 

preciation system. The alternative de- 

preciation system must be used for: 
(a) any tangible property that dur- 

ing the taxable year is used predomi- 
nantly outside the United States, as 
determined under section 168(g)(4); 

(b) any tax-exempt use property, 
as defined in section 168(h); 

(c) any tax-exempt bond financed 
property, as defined in section 
168(g)(5); 

(d) any imported property covered 
by an Executive order issued under 
section 168(g)(6); 

(e) any property covered by an 
election made under section 168(g)(7); 
and 

(f) any property used predomi- 
nantly in a farming business and 
placed in service during any taxable 
year in which the taxpayer elects 
under section 263A(d)(3) not to have 
section 263A apply to certain costs. 
See section 263A(e)(2)(A). 

2 Elective use of alternative depre- 
ciation system. A taxpayer may make 
an irrevocable election pursuant to 
section 168(g)(7) with respect to any 
recovery class of property for any 
taxable year to use the alternative 
depreciation system in lieu of the 
general depreciation system. The al- 
ternative depreciation system shall 
apply to all property in such class 
placed in service during such taxable 
year. See section 3. 02 of this revenue 
procedure for determination of recov- 
ery classes. In the case of nonresiden- 
tial real property or residential rental 
property, an election to use the alter- 
native depreciation system in lieu of 
the general depreciation system may 
also be made separately with respect 
to each property. Elections to use the 
alternative depreciation system must 
be made as set out in section 2. 10 of 
this revenue procedure. 

. 05 Recovery period. The recovery 
period for depreciation of an asset 
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begins in the taxable year when the 
asset is placed in service and ends 
either when cumulative depreciation 
deductions (allowed or allowable) 
equal the cost or other basis of the 
asset or when the asset is disposed of 
or retired from service in a business 
activity. In general, the term "placed 
in service" refers to the time that 
property is first placed by the tax- 
payer in a condition or state of 
readiness and availability for a spe- 
cifically assigned function. 

. 06 Salvage value. For purposes of 
computing the depreciation allowance 
under section 168 of the Code, sal- 
vage value is treated as zero. Section 
168(b)(4). 

. 07 Earnings and profits and alter- 
native minimum tax. The adjustment 
to earnings and profits under section 
312(k)(3) of the Code for deprecia- 
tion of property with respect to 
which section 168 applies shall be 
made using the alternative deprecia- 
tion system. Under section 56(a) 
(1)(A)(i), for purposes of determining 
alternative minimum taxable income, 
depreciation allowances are computed 
using the alternative depreciation sys- 
tem, as modified for such purpose by 
section 56(a)(1)(A)(ii). See section 7 
of this revenue procedure. 

. 08 Other cost recovery rules. De- 
preciation allowances computed un- 

der section 168 of the Code and this 
revenue procedure may be limited 
under other provisions of the Code, 
such as section 280F, which limits 
depreciation deductions with respect 
to listed property. In addition, prop- 
erty that would otherwise be depre- 
ciable under section 168 may be 
eligible for other cost recovery provi- 
sions in lieu of section 168, such as 
expensing under section 179, amorti- 
zation under section 169, and deple- 
tion under section 611. No deprecia- 
tion deduction is allowed under 
section 168 for property that is not 
used in a trade or business or held 
for the production of income. 

. 09 Additions or improvements. 
Additions or improvements to any 

property are treated as separate prop- 
erty items for purposes of computing 
depreciation. The recovery period for 
any addition or improvement to 
property begins the later of (1) the 

taxable year in which the addition or 
improvement is placed in service, or 

(2) the taxable year in which the 

property with respect to which such 

addition or improvement was made is 

placed in service. The applicable re- 

covery period, applicable convention, 

and applicable depreciation method 

for an addition or improvement to 
property shall be the same as those 

that would be applicable to the un- 

derlying property i f the underlying 

property were placed in service at the 

same time as the addition or im- 

provement and were subject to sec- 

tion 168 of the Code. 

. 10 Time and manner for making 
elections. Under section 5h. 5(a)(2) of 
the temporary regulations, after April 

14, 1987, an election described in this 

revenue procedure shall be made by 
the due date (taking extensions into 

account) of the tax return for the 
first taxable year for which the elec- 
tion is to be made. The tax return 
must be accompanied by a statement 
identifying the election by reference 
to Code or Act section and identify- 
ing the property items for which the 
election is being made. 

SEC. 3. CLASSES OF PROPERTY 

. 01 In general. The general depre- 
ciation system and the alternative 
depreciation system classify property 
for purposes of determining the ap- 
plicable depreciation method, appli- 
cable recovery period, and applicable 
convention. Under different rules for 
each system, property is classified 
based on the class life of the prop- 
erty or the assigned class life of the 
property. The class life of property is 
the class life (if any) that would be 
applicable with respect to the prop- 
erty as of January 1, 1986, under 
section 167(m) of the Code (deter- 
mined without regard to paragraph 
(4) thereof and determined as if the 
taxpayer had made an election under 
section 167(m)). The class life or 
assigned class life of property may be 
modified by the Secretary pursuant 
to authority granted under section 
168(i)(1). Rev. Proc. 87-56, page 674, 
this Bulletin, provides the rules and 
tables relating to class lives of prop- 
erty. 

. 02 General depreciation system. 
Property subject to the general depre- 
ciation system is classified based 
upon the property's class life (if 
any), unless a different recovery class 
is assigned under section 168(e)(2) or 
(3) of the Code: 

1 Property that is not assigned a 

recovery class under section 168(e)(2) 
or (3) of the Code is assigned a 
recovery class under the following 
table: 
Class Life (in yearsj Recovery C/ass 
4 or less 3-year property 
more than 4, but less than l0 5-year property 
10 or more, but less than 16 7-year property 
16 or more, but less than 20 l0-year property 
20 or more, but less than 25 IS-year property 
25 or more 20-year property 

2 Property is assigned under sec- 
tion 168(e)(2) of the Code to the 
recovery classes for residential rental 
property or nonresidential real prop- 
erty based on the following rules: 

(a) Residential rental property re- 
covery class: Only property that is 
described in section 167(j)(2)(B). 
Thus, a building or structure shall be 
considered to be residential rental 
property for any taxable year only if 
80 percent or more of the gross 
rental income from the building or 
structure is rental income from dwell- 
ing units (within the meaning of 
section 167(k)(3)(C)). For purposes of 
the preceding sentence, if any portion 
of the building or structure is occu- 
pied by the taxpayer as a residence, 
the gross rental income from the 
building or structure shall include the 
rental value of the portion so occu- 
pied. 

(b) Nonresidential real property re- 
covery class: Only section 1250 prop- 
erty that is not residential rental 
property and that does not have a 
class life of less than 27. 5 years. 

3 The following property (not in- 
cluding property defined as residen- 
tial rental property or nonresidential 
real property) is assigned under sec- 
tion 168(e)(3) of the Code to a 
recovery class notwithstanding its 
class life, if any: 

(a) 3-year property recovery class: 
Any race horse that is more than 2 
years old at the time it is placed in 
service, and any horse that is not a 
race horse and that is more than 12 
years old at the time it is placed in 
service. The 3-year property recovery 
class does not include any automobile 
or light general purpose truck. 

(b) 5-year property recovery class: 
Any automobile or light general pur- 
pose truck, any semi-conductor man- 
ufacturing equipment, any computer- 
based telephone central office 
switching equipment, any qualified 
technological equipment (as defined 
in section 168(i)(2)), any property 
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used in connection with research and 
experimentation, and certain energy 
property described in section 
168(e)(3)(B)(vi). 

(c) 7-year property recovery class: 
Any railroad track, any single- 
purpose agricultural or horticultural 
structure (within the meaning of sec- 
tion 48(p)), and any property that 
does not have a class life and is not 
otherwise classified in section 
168(e)(2) or (3). 

(d) l5-year property recovery class: 
Any municipal wastewater treatment 
plant and any telephone distribution 
plant and comparable equipment 
used for 2-way exchange of voice and 
data communications. 

(e) 20-year property recovery class: 
Any municipal sewer. 

. 03 Alternative depreciation sys- 
tem. For purposes of the alternative 
depreciation system, section 168 
(g)(3)(B) of the Code assigns to cer- 
tain property a class life that is to be 
taken into account instead of the 
class life (if any) determined under 
section 167(m) as of January 1, 1986. 
The following property is assigned 
class lives under section 168(g)(3)(B) 
for purposes of the alternative depre- 
ciation system: 

(a) Any semi-conductor manufac- 
turing equipment is assigned a class 
life of 5 years. 

(b) Any computer-based telephone 
central office switching equipment is 
assigned a class life of 9. 5 years. 

(c) Any railroad track is assigned a 
class life of 10 years. 

(d) Any single purpose agricultural 
or horticultural structure (within the 
meaning of section 48(p)) is assigned 
a class life of 15 years. 

(e) Any municipal wastewater 
treatment plant is assigned a class life 
of 24 years. 

(f) Any telephone distribution 
plant and comparable equipment 
used for 2-way exchange of voice and 
data communications is assigned a 
class life of 24 years. 

(g) Any municipal sewer is as- 
signed a class life of 50 years. 

SEC. 4. APPLICABLE RECOVERY 
PERIODS 

. 01 General depreciation system. 
Under the general depreciation sys- 
tem, the applicable recovery period 
for property is determined under sec- 
tion 168(c) of the Code and is based 

These recovery 
month periods and 
taxable years. The 
ery periods are not 

periods are 12- 
are not based on 
applicable recov- 

e! ective. 

SEC. 5. APPLICABLE 
CONVENTIONS 

. 01 Effect of conventions. Section 
168(d) of the Code prescribes the 

on the classification of property 
among eight recovery classes as set 
forth in the following table: 

Applicable 
Class of Property Recovery Period 
3-year property 3 years 
5-year property 5 years 
7-year property 7 years 
10-year property 10 years 
15-year property 15 years 
20-year property 20 years 
Residential rental property 27. 5 years 
Non-residential real property 31. 5 years 
These recovery periods are 12-month 
periods and are not based on taxable 
years. The applicable recovery peri- 
ods are not elective. 

. 02 Alternative depreciation sys- 
tem. Under the alternative deprecia- 
tion system, the applicable recovery 
period for property is determined 
under section 168(g) of the Code and 
is based upon the table in section 
168(g)(2)(C) or, if applicable, a re- 
covery period assigned in section 
168(g)(3). The applicable recovery pe- 
riod for property subject to the alter- 
native depreciation system is set forth 
in the following table: 
In the case of A pplicable Recovery 

Period 
Property not de- the class life (includ- 
scribed below ing class lives as- 

signed in section 
168(g)(3)(B)). See sec- 
tion 3. 03 of this reve- 
nue procedure. 

Personal property 12 years 
that has no class life 
and that is not de- 
scribed below 
Qualified technologi- 5 years 
cal equipment (as de- 
fined in section 
168(i)(2)) 
Any automobile or 5 years 
light general purpose 
truck 
Nonresidential real 40 years 
and residential rental 
property (The same 
definitions apply as 
under the general de- 
preciation system, see 
section 3. 02 of this 
revenue procedure. ) 
Any section 1245 40 years 
property (as defined 
in section 1245) that 
is real property with 
no class life 

applicable conventions to be used in 
computing depreciation deductions 
under section 168 for the taxable 
year in which property is placed in 
service and the taxable year in which 
property is disposed of or retired 
from service. The applicable conven- 
tion determines the portion of the 
taxable year for which depreciation is 
allowable. Thus, allowable deprecia- 
tion in the taxable year in which a 
convention applies is a fraction of 
the amount of the depreciation that 
would be allowable under the appli- 
cable depreciation method for a full 
taxable year (that is, a taxable year 
in which property is in service for 12 
full months). An applicable conven- 
tion also determines how much of 
the applicable recovery period re- 
mains as of the beginning of the 
taxable year following the taxable 
year in which property is placed in 
service. 

. 02 Determination of applicable 
conventions. One of three applicable 
conventions (half-year, mid-month, 
and mid-quarter) applies to all prop- 
erty subject to depreciation under 
section 168. The applicable conven- 
tion is not elective. 

1 Mid-month convention. The ap- 
plicable convention for all nonresi- 
dential real property and residential 
rental property under both the gen- 
eral and alternative depreciation sys- 
tems is the mid-month convention. 
The mid-month convention does not 
apply to any other property. 

2 Half-year convention. The appli- 
cable convention for all property 
other than residential rental property 
and nonresidential real property, un- 

der both the general and alternative 
depreciation systems, is the half-year 
convention, unless the mid-quarter 
convention applies. 

3 Mid-quarter convention. The 
mid-quarter convention is a special 
rule applicable to situations in which 
substantial property is placed in ser- 
vice during the last three months of 
the taxable year. The convention ap- 
plies, for purposes of both the gen- 
eral and the alternative depreciation 
systems, to all property (other than 
residential rental property and non- 
residential real property) placed in 
service during a taxable year if the 
fpllpwing is satisfied: The aggregate 
bases pf property subject to deprecia- 
tipn under section 168 that is placed 
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in service during the last 3 months of 
the taxpayer's taxable year exceed 40 
percent of the aggregate bases of 
property subject to depreciation un- 
der section 168 that is placed in 
service during the entire taxable year. 
For purposes of determining whether 
the mid-quarter convention applies, 
the aggregate bases of property sub- 
ject to the general and the alternative 
depreciation systems are aggregated, 
except that aggregate bases of non- 
residential real property and residen- 
tial rental property are not taken into 
account. See also section 203(d) of 
the Act for a transitional rule relat- 
ing to property that is to be taken 
into account for purposes of deter- 
mining whether the 40 percent test is 
satisfied. If applicable to all property 
(other than residential rental property 
and nonresidential real property) 
placed in service during a taxable 
year, the mid-quarter convention ap- 
plies to all such property in the year 
of its disposition or retirement. 

. 03 Half-year convention. Under 
the half-year convention, property 
placed in service, disposed of, or 
retired at any time during the taxable 
year is treated as being placed in 
service, disposed of, or retired on the 
mid-point of such year. Thus, the 
amount of allowable depreciation in 

the taxable year in which the half- 
year convention applies is one-half of 
the amount that would be allowable 
under the applicable depreciation 
method for a full year. The remain- 

ing recovery period as of the begin- 
ning of the taxable year following the 
taxable year in which property is 

placed in service is equal to the 
applicable recovery period less one- 

half of a year. 

Example. Assume that on March 

I, 1987, a taxpayer filing returns on 
the basis of the calendar year placed 
in service office furniture and on 
August 1, 1987, the taxpayer placed 
in service additional office furniture. 
The office furniture is in the seven- 

year property class. Assume also that 

the taxpayer placed no other property 
in service during the taxable year 
ending December 31, 1987. On its tax 
return for the taxable year ending 
December 31, 1987, the taxpayer 
must use the half-year convention to 
compute the depreciation deductions 
for the seven-year property placed in 

service during the taxable year. Thus, 
the seven-year property is deemed to 

be placed in service on July 1, 1987. 
The taxpayer is entitled to one-half 

of the amount of depreciation that 

would be allowable under the appli- 

cable depreciation method for a full 

year. As of January 1, 1988, the 

remaining recovery period is 6 I /2 
years. 

. 04 Mid-month convention. Under 

the mid-month convention, property 
placed in service, disposed of, or 
retired during any month is treated 
as being placed in service, disposed 
of, or retired on the mid-point of 
such month. Thus, regardless of 
when during the month a taxpayer 
places residential rental property or 
nonresidential real property in ser- 

vice, the property is deemed to be 

placed in service on the mid-point of 
such month. Under the mid-month 
convention, depreciation is allowable 
for a fraction of a year with respect 
to each item of property placed in 
service, disposed of, or retired during 
such year. The numerator of the 
fraction is equal to . 5 plus the num- 
ber of full months in the taxable year 
in which the property is in service. 
The denominator of the fraction is 
12. Allowable depreciation in a tax- 
able year in which the mid-month 
convention applies is that fraction of 
the amount that would be allowable 
under the applicable depreciation 
method of a full year. The remaining 
recovery period as of the beginning 
of the taxable year following a tax- 
able year in which property is placed 
in service is equal to the property's 
applicable recovery period less the 
fraction of the first year for which 
depreciation is allowable. 

Example. Assume that on March 
1, 1987, a taxpayer filing returns on 
the basis of the calendar year placed 
in service residential rental property. 
On its tax return for the taxable year 
ending December 31, 1987, the tax- 
payer is entitled to (9. 5)/12 of the 
amount of depreciation that would 
be allowable under the applicable 
depreciation method for a full year. 
As of January I, 1988, the remaining 
recovery period for the property is 26 
years and 8 1/2 months (that is, 27 
years and six months less the 9 1/2 
months for which depreciation is al- 
lowable in 1987). 

. 05 Mid-quarter convention, Under 
the mid-quarter convention, property 
placed in service, disposed of, or 

retired during any quarter of a tax- 
able year is deemed placed in service, 
disposed of, or retired on the mid- 

point of such quarter. Thus, under 
the mid-quarter convention, deprecia- 
tion is allowable for a fraction of a 
year. The numerator of the fraction 
is equal to . 5 plus the number of full 

quarters in the taxable year in which 
the property is in service. The de- 
nominator of the fraction is 4. Al- 
lowable depreciation in a taxable year 
in which the mid-quarter convention 
applies is that fraction of the amount 
of depreciation that would be allow- 
able under the applicable depreciation 
method for a full year. The remain- 

ing recovery period as of the begin- 
ning of the taxable year following a 
taxable year in which property is 

placed in service is equal to the 
property's applicable recovery period 
less the fraction of the first year for 
which depreciation is allowable. 

Example. Assume that on January 
3, 1987, a taxpayer filing returns on 
the basis of the calendar year placed 
in service for use in its business an 
automobile that cost $10, 000 and on 
November 1, 1987, the taxpayer 
placed in service for use in its busi- 
ness a dump truck that cost 
$100, 000. Assume also that the tax- 
payer placed no other property in 
service for use in its business during 
the taxable year ending December 31, 
1987. On its tax return for the 
taxable year ending December 31, 
1987, the taxpayer must use the 
mid-quarter convention to compute 
the depreciation deductions for both 
the automobile and the truck. Thus, 
the automobile is deemed to be 
placed in service on February 15, 
1987 (that is, the mid-point of the 
first quarter), and the truck is 
deemed to be placed in service on 
November 15, 1987 (that is, the 
mid-point of the fourth quarter). The 
taxpayer is entitled to 7/8 of the 
amount of depreciation that would 
be allowable with respect to the auto- 
mobile under the applicable deprecia- 
tion method for a full year and 1/8 
of the amount of the depreciation 
that would be allowable with respect 
to the dump truck under the applica- 
ble depreciation method for a full 
year. As of January 1, 1988, the 
remaining recovery period for the 
automobile is 4 1/8 years, and the 
remaining recovery period for the 
truck is 4 7/8 years. 
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SEC. 6. APPLICABLE 
DEPRECIATION 
METHODS 

. 01 General depreciation system. 
Under the general depreciation sys- 
tem, applicable depreciation methods 
are prescribed for each recovery class 
of property. See sections 3 and 4 of 
this revenue procedure for rules relat- 
ing to the classification of property 
among recovery classes and assign- 
ment of the applicable recovery pe- 
riod for each recovery class. For the 
3-, 5-, 7- and 10-year property recov- 
ery classes, the applicable deprecia- 
tion method is the 200 percent declin- 
ing balance method, switching to the 
straight line method in the taxable 
year that maximizes the depreciation 
allowance. For the 15- and 20-year 
property recovery classes, the applica- 
ble depreciation method is the 150 
percent declining balance method, 
switching to the straight line method 
in the taxable year that maximizes 
the depreciation allowance. For the 
residential rental and nonresidential 
real property recovery classes, the 
applicable depreciation method is the 
straight line method. No other depre- 
ciation method may be used for 
property subject to the general depre- 
ciation system. The applicable depre- 
ciation methods for each recovery 
class are not elective, except that a 
taxpayer may make an irrevocable 
election, pursuant to section 168(b)(5) 
of the Code, to use the straight line 
method in lieu of the otherwise appli- 
cable depreciation method for all 
property within a recovery class that 
is placed in service in a taxable year. 
Such an election would require use of 
the straight line method in combina- 
tion with the applicable recovery pe- 
riod and convention determined un- 
der the general depreciation system. 
An election to use the straight line 
method in lieu of the otherwise appli- 
cable depreciation method must be 
made as set out in section 2. 10 of 
this revenue procedure. 

. 02 A lternative depreciation sys- 
tem. Under the alternative deprecia- 
tion system, except as modified for 
purposes of the alternative minimum 
tax (see section 7 of this revenue 
procedure), the applicable deprecia- 
tion method for all property is the 
straight line method. 

. 03 Determination of applicable 
depreciation rate. Under each of the 

applicable depreciation methods, the 
depreciation allowance for a full tax- 
able year (that is, a taxable year of 
12 full months) is computed by ap- 
plying the applicable depreciation 
rate to the unrecovered basis of the 
property for each taxable year. For 
this purpose, the unrecovered basis 
of the property is the cost or other 
basis of the property adjusted for 
depreciation previously allowed or al- 
lowable and for all other applicable 
adjustments under section 1016 or 
any other provision of law. Determi- 
nation of the applicable depreciation 
rate under each applicable deprecia- 
tion method is described in section 
6. 04, . 05, and . 06 of this revenue 
procedure. In no case may an appli- 
cable depreciation rate in any year 
exceed 100 percent. Computation of 
applicable depreciation rates must re- 
flect a reasonable and consistent 
rounding convention that is exact to 
at least one-hundredth of a percent 
in the case of property with an 
applicable recovery period of less 
than 20 years and to at least one- 
thousandth of a percent in the case 
of property with an applicable recov- 
ery period of 20 years or greater. 
Under any rounding convention, a 
taxpayer may not recover more than 
100 percent of the recoverable basis 
of the property. 

. 04 Declining balance method. Un- 
der the declining balance method, an 
applicable depreciation rate (in per- 
centage terms) is determined by di- 
viding the specified declining balance 
percentage (150 or 200 percent) by 
the applicable recovery period. This 
applicable depreciation rate is con- 
stant for each taxable year in which 
the declining balance method is used 
and is applied to the unrecovered 
basis of the property (that is, gener- 
ally the cost or other basis adjusted 
for depreciation previously allowed 
or allowable and for all other appli- 
cable adjustments). For example, the 
200 percent declining balance method 
applied to property with a 5-year 
recovery period results in an applica- 
ble depreciation rate of 40 percent 
(200/5) in each full taxable year. As 
a further example, the 150 percent 
declining balance method applied to 
property with a 7-year recovery pe- 
riod results in a depreciation rate of 
21. 43 percent (150/7) in each full 
taxable year. See section 6. 03 of this 

revenue procedure for the rounding 
convention. 

. 05 Straight line method. Under 
the straight line method, a new appli- 
cable depreciation rate is determined 
for each taxable year in the applica- 
ble recovery period. For any taxable 
year, the applicable depreciation rate 
(in percentage terms) is determined 
by dividing I by the length of the 
applicable recovery period remaining 
as of the beginning of such taxable 
year. The rate is applied to the 
unrecovered basis of the property 
(that is, generally the cost or other 
basis adjusted for depreciation previ- 
ously allowed or allowable and for 
all other applicable adjustments). If 
as of the beginning of any taxable 
year the remaining recovery period is 
less than I year, the applicable depre- 
ciation rate under the straight line 
method for that year is 100 percent. 
For example, the straight line method 
applied to property with a 5-year 
recovery period results in applicable 
depreciation rates of 20, 25, 33. 33, 
50, and 100 percent, computed for 
five full years. 

. 06 Declining balance method 
switching to straight line method. 
Under this applicable depreciation 
method, a taxpayer uses the specified 
percentage declining balance method 
but must switch to the straight line 
method in the taxable year in which 
use of the straight line method yields 
a depreciation allowance equal to or 
greater than the allowance yielded by 
use of the declining balance method. 
Thus, under this applicable deprecia- 
tion method, for each taxable year, a 
taxpayer must compare the applicable 
depreciation rates for a full taxable 
year under the declining balance 
method and the straight line method, 
after taking into account the applica- 
ble convention for purposes of deter- 
mining how much of the applicable 
recovery period remains as of the 
beginning of the next full taxable 
year. 

Example. Assume that a taxpayer 
filing returns on the basis of the 
calendar year placed property with a 
basis of $100 in service in February 
1987, the applicable recovery period 
is 5 years, the applicable convention 
is the half-year convention, and the 
applicable depreciation method is the 
200 percent declining balance meth- 

od, switching to the straight line 
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method in the taxable year which 
maximizes the depreciation allow- 
ance. Also assume that the taxable 
year 1987 is a taxable year of 12 full 
months and that the property re- 
mains in service through the end of 
1992. Under the half-year conven- 
tion, depreciation is allowable for 
one-half of 1987, and allowable de- 
preciation is one-half of the amount 
that would be allowable under the 
applicable depreciation method for a 
full taxable year. Under the applica- 
ble depreciation method, the taxpayer 
must compare the applicable depreci- 
ation rates for a full taxable year 
under both the 200 percent declining 
balance method and the straight line 
method. The 200 percent declining 
balance method yields an applicable 
depreciation rate of 40 percent (200 
divided by 5) in each year, and the 
straight line method yields an appli- 
cable depreciation rate of 20 percent 
in the first year. Thus, in 1987 the 
taxpayer uses the 200 percent declin- 
ing balance method and the half-year 
convention resulting in a 1987 depre- 
ciation allowance of $20 ($100 x . 40 
x . 5). Also, the half-year convention 
results in 4. 5 years of the recovery 
period remaining as of the beginning 
of 1988. In 1988, the applicable 
depreciation rate under the declining 
balance method remains 40 percent. 
The applicable depreciation rate un- 
der the straight line method, which 
takes into account application of the 
applicable half-year convention in de- 
termining the remaining recovery pe- 
riod, is 22. 22 percent (1 divided by 
4. 5). Thus, the taxpayer's 1988 de- 
preciation allowance is $32 ($80, the 
unrecovered basis in 1988, x . 40). In 
1989, the applicable depreciation rate 
under the declining balance method 
remains 40 percent. The applicable 
depreciation rate under the straight 
line method, taking into account 3. 5 

years remaining in the recovery pe- 
riod, is 28. 57 percent (I divided by 
3. 5). Thus, the taxpayer's 1989 de- 

preciation allowance is $19. 20 ($48, 
the unrecovered basis in 1989, x . 40). 
In 1990, the applicable depreciation 
rate under the declining balance 
method remains 40 percent. The ap- 
plicable depreciation rate under the 
straight line method, taking into ac- 
count 2. 5 years remaining in the 
recovery period, is also 40 percent (I 
divided by 2. 5). Since the applicable 
depreciation rate under the straight 

line method is equal to or greater 
than the applicable depreciation rate 

under the declining balance method, 
the taxpayer switches to the straight 

line method in 1990 and uses the 

straight line method for the remain- 

der of the recovery period. In 1990, 
the taxpayer's depreciation allowance 
is $11. 52 ($28. 80, the unrecovered 

basis in 1990, x . 40). In 1991, the 

applicable depreciation rate under the 

straight line method is 66. 67 percent 

(I divided by 1. 5), and the deprecia- 

tion allowance is also $11. 52. In 

1992, the applicable depreciation rate 

under the straight line method is 100 
percent, since the remaining recovery 

period as of the beginning of that 
year is less than I year. Thus, the 
depreciation allowance in 1992 is 

$5. 76, which is the unrecovered basis 
in 1992. Note that the rounding 
convention specified in section 6. 03 
of this revenue procedure applies to 
the applicable depreciation rates. 

SEC. 7. ALTERNATIVE 
MINIMUM TAX 

. 01 Section 55(b)(2) of the Code 
provides that for purposes of the 
alternative minimum tax imposed by 
section 55, the term "alternative min- 
imum taxable income" means the 
taxable income of the taxpayer for 
the taxable year with certain adjust- 
ments. Section 56(g)(4)(A) provides 
that, for purposes of determining the 
amount of the alternative minimum 
taxable income for any taxable year 
an adjustment to taxable income 
must be made for depreciation. Sec- 
tion 56(a)(1)(A) provides that depreci- 
ation allowances are computed using 
the alternative depreciation system as 
modified in section 56(a)(1)(A)(ii). 
The applicable depreciation method 
for purposes of the alternative mini- 
mum tax is not elective. 

. 02 Under section 56(a)(1)(A)(ii) of 
the Code, the alternative depreciation 
system is modified by modifying the 
applicable depreciation method with 
respect to certain property. The mod- 
ified applicable depreciation method 
applies, for purposes of the alterna- 
tive minimum tax, to all property 
other than non-residential real prop- 
erty, residential rental property, and 
property for which the taxpayer is 
required to use or has elected to use 
the alternative depreciation system 
pursuant to section 168(g). For such 

property, the applicable depreciation 
method is the 150 percent declining 
balance method, switching to the 
straight line method at the time that 
maximizes the deductions. The modi- 
fied applicable depreciation method is 

applied in conjunction with the appli- 
cable recovery period and applicable 
convention determined under section 
168(g) and sections 4. 02 and 5 of this 
revenue procedure. 

. 03 For purposes of the adjustment 
to alternative minimum taxable in- 

come for any taxable year beginning 
after 1989 with respect to adjusted 
current earnings for such year, spe- 
cial rules for computing depreciation 
allowances are provided in section 
56(g)(4) of the Code. 

SEC. 8. OPTIONAL TABLES 

. 01 This section contains optional 
depreciation tables that may be used 

by certain taxpayers in computing 
annual depreciation allowances under 
section 168 of the Code. The depreci- 
ation tables may be used with respect 
to any item of property placed in 
service in a taxable year. For all 
items of property placed in service in 
a taxable year for which the depreci- 
ation tables are not used, deprecia- 
tion allowances must be computed in 
the manner prescribed in sections 2-7 
of this revenue procedure. 

. 02 The optional depreciation ta- 
bles specify schedules of annual de- 
preciation rates to be applied to the 
unadjusted basis of property in each 
taxable year. If a taxpayer uses a 
table to compute the annual deprecia- 
tion allowance for any item of prop- 
erty, the taxpayer must use the table 
to compute the annual depreciation 
allowances for the entire recovery 
period of such property. However, a 
taxpayer may not continue to use the 
table if there are any adjustments to 
the basis of the property for reasons 
other than (I ) depreciation allowed 
or allowable or (2) an addition or an 
improvement to such property that is 
subject to depreciation as a separate 
item of property. Use of the tables in 
this revenue procedure to compute 
depreciation allowances does not re- 
quire the filing of any notice with the 
Internal Revenue Service. 

Taxpayers use the appropriate table 
for any property based on the depre- 
ciation system, the applicable depreci- 
ation method, the applicable recovery 
period, and the applicable conven- 
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tion. The tables lists the percentage 
depreciation rates to be applied to 
the unadjusted basis of property in 
each taxable year. 

In Tables 1-5, for the general 
depreciation system, the listed depre- 
ciation rates reflect the 200 percent 
declining balance method switching 
to the straight line method for prop- 
erty with applicable recovery periods 
of 3, 5, 7 or 10 years and the 150 
percent declining balance method 
switching to straight line method for 
property with applicable recovery pe- 
riods of 15 and 20 years. 

Table 1. General Depreciation 
System 
Applicable Depreciation 
Method: 200 or 150 per- 
cent declining balance 
switching to straight line 

Applicable Recovery Peri- 
ods: 3, 5, 7, 10, 15, 20 
years 
Applicable Convention: 
Hal f-year 

Table 2. General Depreciation 
System 
Applicable Depreciation 
Method: 200 or 150 per- 
cent declining balance 
switching to straight line 
Applicable Recovery Peri- 
ods: 3, 5, 7, 10, 15, 20 
years 
Applicable Convention: 
Mid-quarter (property 
placed in service in first 
quarter) 

Table 3. General Depreciation 
System 
Applicable Depreciation 
Method: 200 or 150 per- 
cent declining balance 
switching to straight line 
Applicable Recovery Peri- 
ods: 3, 5, 7, 10, 15, 20 
years 
Applicable Convention: 
Mid-quarter (property 
placed in service in second 
quarter) 

Table 4. General Depreciation 
System 
Applicable Depreciation 
Method: 200 or 150 per- 
cent declining balance 
switching to straight line 
Applicable Recovery Peri- 
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ods: 2. 5 — 50 years 
Applicable Convention: 
Mid-quarter (property 
placed in service second 
quarter) 

ods: 3, 5, 7, 10, 15, 20 
years 
Applicable Convention: 
Mid-quarter (property 
placed in service in third 

quarter) 
General Depreciation 
System 
Applicable Depreciation 
Method: 200 or 150 per- 
cent declining balance 
switching to straight line 

Applicable Recovery Peri- 
ods: 3, 5, 7, 10, 15, 20 
years 
Applicable Convention: 
Mid-quarter (property 
placed in service in fourth 
quarter) 
General Depreciation 
System 
Applicable Depreciation 
Method: Straight line 

Applicable Recovery Pe- 
riod: 27. 5 years 
Applicable Convention: 
Mid-month 
General Depreciation 
System 
Applicable Depreciation 
Method: Straight line 

Applicable Recovery Pe- 
riod: 31. 5 years 
Applicable Convention: 
Mid-month 
General and Alternative 
Depreciation Systems 
Applicable Depreciation 
Method: Straight line 
Applicable Recovery Peri- 
ods: 2. 5 — 50 years 
Applicable Convention: 
Half-year 
General and Alternative 
Depreciation Systems 
Applicable Depreciation 
Method: Straight line 

Applicable Recovery Peri- 
ods: 2. 5 — 50 years 
Applicable Convention: 
Mid-quarter (property 
placed in service first quar- 
ter) 

Table 11. General and Alternative 
Depreciation Systems 
Applicable Depreciation 
Method: Straight line 

Applicable Recovery Peri- 
ods: 2. 5 — 50 years 
Applicable Convention: 
Mid-quarter (property 
placed in service third 
quarter) 

Table 5. 

Table 6. 

Table 7. 

Table 8. 

Table 9. 

Table 12. General and Alternative 
Depreciation Systems 
Applicable Depreciation 
Method: Straight line 

Applicable Recovery Peri- 
ods: 2. 5 — 50 years 
Applicable Convention: 
Mid-quarter (property 
placed in service fourth 
quarter) 

Table 13. Alternative Depreciation 
System 
Applicable Depreciation 
Method: Straight line 

Applicable Recovery Pe- 
riod: 40 years 
Applicable Convention: 
Mid-month 

Table 14. Alternative Minimum Tax 
(see section 7 of this reve- 

nue procedure) 
Applicable Depreciation 
Method: 150 percent de- 

clining balance switching 
to straight line 

Applicable Recovery Peri- 

ods: 2. 5 — 50 years 
Applicable Convention: 
Hal f-year 

Table 15. Alternative Minimum Tax 
(see section 7 of this reve- 

nue procedure) 
Applicable Depreciation 
Method: 150 percent de- 

clining balance switching 
to straight line 

Applicable Recovery Peri- 
ods: 2. 5 — 50 years 
Applicable Convention: 
Mid-quarter (property 
placed in service first quar- 
ter) 

Depreciation Systems 
Applicable Depreciation 
Method: Straight line 

Applicable Recovery Peri- Table 16 Alternative Minimum Tax 

Table 10. General and Alternative 



(see section 7 of this reve- 
nue procedure) 
Applicable Depreciation 
Method: 150 percent de- 
clining balance switching 
to straight line 
Applicable Recovery Peri- 
ods: 2. 5 — 50 years 
Applicable Convention: 
Mid-quarter (property 
placed in service second 
quarter) 

Table 17. Alternative Minimum Tax 

(see section 7 of this reve- 

nue procedure) 
Applicable Depreciation 
Method: 150 percent de- 

clining balance switching 
to straight line 

Applicable Recovery Peri- 
ods: 2. 5 — 50 years 

Applicable Convention: 
Mid-quarter (property 
placed in service third 
quarter) 

Table 18. Alternative Minimum Tax 
(see section 7 of this reve- 
nue procedure) 
Applicable Depreciation 
Method: 150 percent de- 
clining balance switching 
to straight line 

Applicable Recovery Peri- 
ods: 2. 5 — 50 years 
Applicable Convention: 
Mid-quarter (property 
placed in service fourth 
quarter). 
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Table l. General Depreciation System 
Applicable Depreciation Method: 200 or 150 Percent 
Declining Balance Switching to Straight Line 
Applicable Recovery Periods: 3, 5, 7, 10, 15, 20 years 
Applicable Convention: Half-year 

If the 
Recovery 
Year is: 

3-year 
and the Recover 
5-year 7-year 

Period is: 
10-year 15-year 20-year 

the De reciation Rate is: 
1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 

33 ' 33 
44 ' 45 
14. 81 
7. 41 

20. 00 
32. 00 
19. 20 
11. 52 
11. 52 
5. 76 

14. 29 
24. 49 
17 ' 49 
12. 49 
8. 93 
8. 92 
8. 93 
4. 46 

10. 00 
18. 00 
14. 40 
11. 52 
9. 22 
7. 37 
6. 55 
6. 55 
6. 56 
6. 55 
3. 28 

5. 00 
9. 50 
8. 55 
7. 70 
6. 93 
6. 23 
5. 90 
5 ' 90 
5 ' 91 
5. 90 
5. 91 
5. 90 
5 ' 91 
5 ' 90 
5. 91 
2. 95 

3. 750 
7. 219 
6. 677 
6. 177 
5. 713 
5. 285 
4. 888 
4. 522 
4. 462 
4. 461 
4. 462 
4. 461 
4. 462 
4. 461 
4 ' 462 
4. 461 
4 ' 462 
4. 461 
4. 462 
4 ' 461 
2 ' 231 
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Table 2. General Depreciation System 
Applicable Depreciation Method: 200 or 150 Percent 
Declining Balance Switching to Straight Line 
Applicable Recovery Periods: 3, 5, 7, 10, 15, 20 years 
Applicable Convention: Mid-quarter (property placed in 
service in first quarter) 

If the 
Recovery 
Year is: 3-year 

and the Recover 
5-year 7-year 

Period is: 
10-year 15-year 20-year 

the De reciation Rate is: 
1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 

58. 33 
27. 78 
12. 35 
1. 54 

35. 00 
26. 00 
15. 60 
11. 01 
11. 01 
1. 38 

25. 00 
21 ' 43 
15 ' 31 
10 ' 93 
8. 75 
8. 74 
8 ' 75 
1. 09 

17. 50 
16. 50 
13. 20 
10 ' 56 
8. 45 
6 ' 76 
6. 55 
6. 55 
6. 56 
6. 55 
0. 82 

8. 75 
9. 13 
8. 21 
7. 39 
6. 65 
5. 99 
5. 90 
5. 91 
5. 90 
5. 91 
5. 90 
5. 91 
5. 90 
5. 91 
5. 90 
0. 74 

6. 563 
7. 000 
6. 482 
5. 996 
5. 546 
5. 130 
4. 746 
4 ' 459 
4 ' 459 
4. 459 
4. 459 
4. 460 
4. 459 
4. 460 
4. 459 
4. 460 
4. 459 
4. 460 
4. 459 
4. 460 
0. 557 
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Table 3. General Depreciation System 
Applicable Depreciation Method: 200 or 150 Percent 
Declining Balance Switching to Straight Line 
Applicable Recovery Periods: 3i 5e 7i 10i 15i 20 years 
Applicable Convention: Mid-quarter (property placed in 
service in second quarter) 

If the 
Recovery 

Year is: 
and the Recover Period is; 

3-year 5-year 7-year 10-year 15-year 20-year 

the De reciation Rate is: 
1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 

41. 67 
38. 89 
14. 14 
5. 30 

25. 00 
30. 00 
18. 00 
11. 37 
11. 37 
4. 26 

17 ' 85 
23 ' 47 
16. 76 
11. 97 
8. 87 
8. 87 
8. 87 
3. 33 

12. 50 
17. 50 
14. 00 
11. 20 
8. 96 
7. 17 
6. 55 
6. 55 
6. 56 
6. 55 
2. 46 

6. 25 
9. 38 
8. 44 
7. 59 
6. 83 
6. 15 
5 ' 91 
5 ' 90 
5. 91 
5. 90 
5 ' 91 
5. 90 
5. 91 
5. 90 
5. 91 
2. 21 

4. 688 
7. 148 
6 ' 612 
6 ' 116 
5. 658 
5. 233 
4. 841 
4. 478 
4 ' 463 
4. 463 
4. 463 
4. 463 
4. 463 
4. 463 
4. 462 
4. 463 
4. 462 
4. 463 
4. 462 
4. 463 
1. 673 
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Table 4. General Depreciation System 
Applicable Depreciation Method: 200 or 150 Percent 
Declining Balance Switching to Straight Line 
Applicable Recovery Periods: 3, 5, 7, 10, 15, 20 years 
Applicable Convention: Mid-quarter (property placed in 
service in third quarter) 

zf the 
Recovery 

Year is: 3-year 
and the Recover Period is: 

5-year 7-year 10-year 15-year 20-year 

the De reciation Rate is: 
1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 

25. 00 
50. 00 
16. 67 
8. 33 

15. 00 
34. 00 
20. 40 
12. 24 
11. 30 
7. 06 

10 ' 71 
25. 51 
18. 22 
13. 02 
9. 30 
8. 85 
8. 86 
5. 53 

7. 50 
18. 50 
14. 80 
11. 84 

9 ' 47 
7. 58 
6. 55 
6. 55 
6. 56 
6. 55 
4. 10 

3. 75 
9 ' 63 
8. 66 
7. 80 
7. 02 
6. 31 
5. 90 
5. 90 
5. 91 
5. 90 
5. 91 
5 ' 90 
5. 91 
5. 90 
5. 91 
3. 69 

2. 813 
7. 289 
6. 742 
6. 237 
5. 769 
5. 336 
4. 936 
4. 566 
4. 460 
4. 460 
4. 460 
4. 460 
4. 461 
4. 460 
4. 461 
4. 460 
4. 461 
4. 460 
4. 461 
4. 460 
2. 788 
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Table 5. General Depreciation System 
Applicable Depreciation Method: 200 or 150 Percent 
Declining Balance Switching to Straight Line 
Applicable Recovery Periods: 3i 5r 7i 10t 15, 20 years 
Applicable Convention: Mid-quarter (property placed in 
service in fourth quarter) 

If the 
Recovery 

Year is: 
3-year 

and the Recover Period is: 
5-year 7-year 10-year 15-year 20-year 

the De reciation Rate is: 
1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
ll 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 

8. 33 
61. 11 
20. 37 
10. 19 

5. 00 
38. 00 
22. 80 
13. 68 
10. 94 

9 ' 58 

3. 57 
27. 55 
19. 68 
14. 06 
10. 04 
8. 73 
8. 73 
7. 64 

2. 50 
19. 50 
15. 60 
12 ' 48 
9. 98 
7. 99 
6. 55 
6. 55 
6. 56 
6. 55 
5. 74 

1 ~ 25 
9. 88 
8 ' 89 
8. 00 
7. 20 
6. 48 
5. 90 
5. 90 
5. 90 
5. 91 
5. 90 
5. 91 
5. 90 
5. 91 
5. 90 
5. 17 

0. 938 
7. 430 
6. 872 
6. 357 
5. 880 
5. 439 
5. 031 
4. 654 
4. 458 
4 ' 458 
4. 458 
4 ' 458 
4. 458 
4. 458 
4. 458 
4. 458 
4. 458 
4 ' 459 
4 ' 458 
4. 459 
3. 901 
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Table 6. General Depreciation System 
Applicable Depreciation Method: Straight Line 
Applicable Recovery Period: 27. 5 years 
Applicable Convention: Mid-month 

Zf the 
Recovery 
Year is: 

And the Month 
the Pro ert 

in the First Recovery Year 
is Placed in Service is: 

EO 
00 

FO 

O 
07 

1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 

3. 485 
3. 636 
3. 636 
3. 636 
3. 636 
3. 636 
3. 636 
3. 636 
3. 636 
3. 637 
3 ' 636 
3. 637 
3. 636 
3. 637 
3. 636 
3. 637 
3. 636 
3. 637 
3. 636 
3. 637 
3. 636 
3. 637 
3. 636 
3 ' 637 
3. 636 
3. 637 
3. 636 
1. 970 
0. 000 

3 ~ 182 
3. 636 
3. 636 
3. 636 
3. 636 
3. 636 
3. 636 
3. 636 
3. 636 
3 ' 637 
3. 636 
3 ' 637 
3. 636 
3. 637 
3. 636 
3. 637 
3. 636 
3 ' 637 
3. 636 
3. 637 
3 ' 636 
3. 637 
3 ' 636 
3 ' 637 
3. 636 
3. 637 
3 ' 636 
2. 273 
0. 000 

3 

2. 879 
3. 636 
3. 636 
3 ' 636 
3. 636 
3. 636 
3. 636 
3 ' 636 
3. 636 
3 ' 637 
3. 636 
3 ' 637 
3 ' 636 
3. 637 
3 ' 636 
3 ' 637 
3 ' 636 
3. 637 
3 ' 636 
3 ' 637 
3 ' 636 
3. 637 
3. 636 
3. 637 
3. 636 
3. 637 
3. 636 
2 ' 576 
0 F 000 

2. 576 
3. 636 
3. 636 
3 ' 636 
3. 636 
3. 636 
3. 636 
3. 636 
3. 636 
3. 637 
3. 636 
3 ' 637 
3. 636 
3. 637 
3. 636 
3. 637 
3. 636 
3. 637 
3. 636 
3. 637 
3. 636 
3 ' 637 
3. 636 
3. 637 
3. 636 
3 ' 637 
3 ' 636 
2 ' 879 
0. 000 

2. 273 
3. 636 
3. 636 
3 ' 636 
3. 636 
3. 636 
3. 636 
3 ' 636 
3. 636 
3. 637 
3. 636 
3. 637 
3. 636 
3 ' 637 
3. 636 
3 ' 637 
3. 636 
3 ' 637 
3 ' 636 
3. 637 
3. 636 
3. 637 
3. 636 
3. 637 
3. 636 
3. 637 
3. 636 
3. 182 
0. 000 

1. 970 
3. 636 
3. 636 
3. 636 
3. 636 
3. 636 
3. 636 
3. 636 
3 ' 636 
3 ' 637 
3. 636 
3. 637 
3. 636 
3. 637 
3. 636 
3. 637 
3. 636 
3. 637 
3. 636 
3. 637 
3. 636 
3. 637 
3. 636 
3. 637 
3. 636 
3. 637 
3 ' 636 
3. 485 
0. 000 

1. 667 
3. 636 
3. 636 
3. 636 
3. 636 
3. 636 
3. 636 
3. 636 
3. 636 
3 ' 636 
3. 637 
3. 636 
3. 637 
3. 636 
3. 637 
3. 636 
3. 637 
3 ' 636 
3 ' 637 
3. 636 
3. 637 
3 ' 636 
3. 637 
3. 636 
3. 637 
3. 636 
3. 637 
3. 636 
0. 152 

5 6 7 
the De reciation Rate 

8 
is 
1. 364 
3. 636 
3. 636 
3. 636 
3. 636 
3. 636 
3. 636 
3. 636 
3. 636 
3. 636 
3. 637 
3. 636 
3. 637 
3. 636 
3. 637 
3. 636 
3. 637 
3. 636 
3. 637 
3. 636 
3. 637 
3. 636 
3. 637 
3. 636 
3. 637 
3. 636 
3. 637 
3. 636 
0. 455 

1. 061 
3. 636 
3. 636 
3. 636 
3. 636 
3. 636 
3. 636 
3 ' 636 
3. 636 
3. 636 
3. 637 
3. 636 
3. 637 
3. 636 
3. 637 
3. 636 
3. 637 
3. 636 
3. 637 
3. 636 
3. 637 
3. 636 
3. 637 
3. 636 
3. 637 
3. 636 
3. 637 
3. 636 
0. 758 

10 

0. 758 
3. 636 
3. 636 
3. 636 
3. 636 
3. 636 
3. 636 
3. 636 
3. 636 
3. 636 
3. 637 
3. 636 
3. 637 
3. 636 
3. 637 
3. 636 
3. 637 
3. 636 
3. 637 
3. 636 
3. 637 
3. 636 
3. 637 
3. 636 
3. 637 
3 ' 636 
3. 637 
3. 636 
1 ~ 061 

0. 455 
3. 636 
3. 636 
3. 636 
3. 636 
3. 636 
3. 636 
3. 636 
3. 636 
3. 636 
3. 637 
3. 636 
3. 637 
3. 636 
3. 637 
3. 636 
3. 637 
3. 636 
3. 637 
3. 636 
3. 637 
3. 636 
3. 637 
3. 636 
3. 637 
3. 636 
3. 637 
3. 636 
1. 364 

12 

0. 152 
3. 636 
3. 636 
3. 636 
3. 636 
3. 636 
3. 636 
3. 636 
3. 636 
3. 636 
3. 637 
3. 636 
3. 637 
3. 636 
3. 637 
3. 636 
3. 637 
3. 636 
3. 637 
3. 636 
3 ' 637 
3. 636 
3. 637 
3. 636 
3. 637 
3. 636 
3. 637 
3. 636 
1. 667 



If the 
Recovery 
Year is: 

Table 7. General Depreciation System 
Applicable Depreciation Method: Straight Line 
Applicable Recovery Period: 31. 5 years 
Applicable Convention: Mid-month 

And the Month in the First Recovery Year 
the Pro ert is Placed in Service is: 

1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
ll 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 

3 ' 042 
3 ' 175 
3. 175 
3. 175 
3. 175 
3. 175 
3 ~ 175 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3 ' 174 
3. 175 
3. 174 
3 ' 175 
3. 174 
3. ] 75 
3. 174 
3. 175 
3. 174 
3. 175 
3 ' 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3 ' 175 
3. 174 
1. 720 
0 F 000 

2 ' 778 
3 ' 175 
3. 175 
3. 175 
3. 175 
3. 175 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
1. 984 
0. 000 

3 

2. 513 
3. 175 
3. 175 
3. 175 
3. 175 
3. 175 
3. 175 
3. 175 
3 ' 174 
3. 175 
3 ' 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
2. 249 
0. 000 

2 ' 249 
3. 175 
3. 175 
3. 175 
3. 175 
3. 175 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
2. 513 
0. 000 

5 
the De 

1. 984 
3. 175 
3. 175 
3. 175 
3. 175 
3 ~ 175 
3. 175 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
2. 778 
0. 000 

1. 720 
3. 175 
3. 175 
3. 175 
3. 175 
3. 175 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3 ~ 175 
3. 174 
3. 175 
3. 174 
3 ~ 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 042 
0. 000 

1. 455 
3. 175 
3. 175 
3. 175 
3. 175 
3. 175 
3. 175 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
0. 132 

6 7 
reciation Rate 

8 
1S 
1. 190 
3. 175 
3. 175 
3. 175 
3. 175 
3. 175 
3. 175 
3. 175 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3 ' 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
0. 397 

0. 926 
3. 175 
3. 175 
3. 175 
3. 175 
3. 175 
3. 175 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
0. 661 

10 

0. 661 
3. 175 
3. 175 
3. 175 
3. 175 
3. 175 
3. 175 
3. 175 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
0. 926 

0. 397 
3. 175 
3. 175 
3. 175 
3. 175 
3. 175 
3. 175 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
1. 190 

12 

0. 132 
3. 175 
3. 175 
3. 175 
3. 175 
3. 175 
3. 175 
3. 175 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
1. 455 



TABLE 8 General and Alternative Depreciation Systems 
Applicable Depreciation Nethod: Straight Line 
Applicable Recovery Periods: 2. 5 — 50 years 
Applicable Convention: Half-year 

and the Recovery Period is: 
If the 
Recovery 
Year is: 

2. 5 3. 0 3. 5 4. 0 

the Depreciation Rate is: 

4. 5 5. 0 5. 5 6. 0 6. 5 7. 0 7. 5 8. 0 8. 5 9. 0 9. 5 

1 
2 

3 

4 
5 
6 
7 

8 

9 
10 

11. 11 10. 00 
22. 22 20. 00 
22. 22 20. 00 
22. 23 20. 00 
22. 22 20. 00 

10. 00 

and the Recovery Period is: 

20. 00 16. 67 14. 29 12. 50 
40. 00 33. 33 28. 57 25. 00 
40. 00 33. 33 28. 57 25. 00 

16. 67 28. 57 25. 00 
12. 50 

9. 09 8. 33 
18 18 16 67 
18. 18 16 67 
18. 18 16. 67 
18. 19 16. 66 
18. 18 16. 67 

8. 33 

7. 69 
15. 39 
15. 38 
15. 39 
15. 38 
15. 39 
15. 38 

7. 14 6. 67 6. 25 
14. 29 13. 33 12, 50 
14. 29 13. 33 12. 50 
14. 28 13. 33 12. 50 
14. 29 13. 34 12. 50 
14 28 13 33 12 50 
14. 29 13. 34 12. 50 
7. 14 13. 33 12. 50 

6. 25 

5. 88 5. 56 5. 26 
11. 77 11. 11 10. 53 
11. 76 11. 11 10. 53 
11. 77 11. 11 10. 53 
11. 76 11. 11 10. 52 
11. 77 11. 11 10. 53 
11. 76 11. 11 10. 52 
11. 77 11. 11 10. 53 
11. 76 11. 11 10. 52 

5. 56 10. 53 

If the 
Recovery 
Year is: 

10. 0 10. 5 11. 0 11. 5 12. 0 12. 5 13. 0 13. 5 14. 0 14. 5 15. 0 15. 5 16. 0 16. 5 17. 0 

the Depreciation Rate is: 

1 
2 

3 

4 

5 

6 
7 
8 
9 

10 
11 
12 
13 
14 
15 
16 
17 
18 

5. 00 4. 76 4. 55 4. 35 
10. 00 9. 52 9. 09 8. 70 
10. 00 9. 52 9. 09 8. 70 
10. 00 9. 53 9. 09 8. 69 
10. 00 9. 52 9. 09 8. 70 
10. 00 9. 53 9. 09 8. 69 
10. 00 9. 52 9. 09 8. 70 
10. 00 9. 53 9. 09 8. 69 
10. 00 9. 52 9. 09 8. 70 
10. 00 9. 53 9. 09 8. 69 
5. 00 9. 52 9. 09 8. 70 

4. 55 8. 69 

4. 17 4. 00 
8. 33 8. 00 
8. 33 8. 00 
8. 33 8. 00 
8. 33 8. 00 
8. 33 8. 00 
8. 34 8. 00 
8. 33 8. 00 
8. 34 8. 00 
8. 33 8. 00 
8. 34 8. 00 
8. 33 8. 00 
4. 17 8. 00 

3. 85 3. 70 3. 57 3, 45 
7. 69 7. 41 7. 14 6. 90 
7. 69 7 41 7. 14 6. 90 
7. 69 7. 41 7. 14 6. 90 
7. 69 7. 41 7. 14 6. 90 
7. 69 7. 41 7. 14 6. 89 
7. 69 7. 41 7. 14 6. 90 
7. 69 7. 41 7. 15 6. 89 
7. 69 7. 41 7. 14 6. 90 
7. 70 7. 40 7. 15 6. 89 
7. 69 7. 41 7. 14 6. 90 
7. 70 7. 40 7. 15 6. 89 
7. 69 7. 41 7. 14 6. 90 
3. 85 7. 40 7. 15 6. 89 

3. 57 6. 90 

3. 33 3. 23 
6. 67 6. 45 
6. 67 6. 45 
6. 67 6. 45 
6. 67 6. 45 
6. 67 6. 45 
6. 67 6. 45 
6. 66 6. 45 
6. 67 6. 45 
6. 66 6. 45 
6. 67 6. 45 
6. 66 6. 45 
6. 67 6. 45 
6. 66 6. 46 
6. 67 6. 45 
3. 33 6. 46 

3. 13 3. 03 2. 94 
6. 25 6. 06 5. 88 
6. 25 6. 06 5. 88 
6. 25 6. 06 5. 88 
6. 25 6 06 5. 88 
6. 25 6. 06 5. 88 
6. 25 6. 06 5. 88 
6. 25 6. 06 5. 88 
6. 25 6. 06 5. 88 
6. 25 6. 06 5. 88 
6. 25 6. 06 5. 89 
6. 25 6. 06 5. 88 
6. 25 6. 06 5. 89 
6. 25 6. 06 5. 88 
6. 25 6. 06 5. 89 
6. 25 6. 06 5. 88 
3. 12 6. 07 5. 89 

2. 94 



and the Recovery Period is: 
If the 
Recovery 
Year is: 

17. 5 18. 0 

the 

18. 5 19. 0 

Depreciation 

19. 5 

ls: Rate 

20. 0 20. 5 21. 0 21 5 22. 0 22. 5 23. 0 23. 5 24. 0 24. 5 

1 
2 

3 
4 
5 
6 
7 
8 

9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 

2. 86 
5. 71 
5. 71 
5. 71 
5. 72 
5. 71 
5. 72 
5. 71 
5. 72 
5. 71 
5. 72 
5. 71 
5. 72 
5. 71 
5. 72 
5. 71 
5. 72 
5. 71 

2. 78 
5. 56 
5. 56 
5. 55 
5. 56 
5. 55 
5. 56 
5. 55 
5. 56 
5. 55 
5. 56 
5. 55 
5. 56 
5. 55 
5. 56 
5. 55 
5. 56 
5. 55 
2. 78 

2. 70 
5. 41 
5. 41 
5. 41 
5. 40 
5. 41 
5. 40 
5, 41 
5 40 
5. 41 
5. 40 
5. 41 
5. 40 
5. 41 
5. 40 
5. 41 
5. 40 
5. 41 
5. 40 

2. 63 
5. 26 
5. 26 
5. 26 
5. 26 
5. 26 
5. 26 
5. 26 
5. 27 
5. 26 
5. 27 
5. 26 
5. 27 
5. 26 
5. 27 
5. 26 
5. 27 
5. 26 
5. 27 
2. 63 

2. 56 
5. 13 
5. 13 
5. 13 
5. 13 
5. 13 
5. 13 
5. 13 
5. 13 
5. 13 
5. 13 
5. 13 
5. 13 
5. 13 
5. 13 
5. 12 
5. 13 
5. 12 
5. 13 
5. 12 

2. 500 
5. 000 
5. 000 
5. 000 
5. 000 
5. 000 
5. 000 
5 000 
5. 000 
5. 000 
5. 000 
5. 000 
5. 000 
5. 000 
5. 000 
5. 000 
5. 000 
5. 000 
5. 000 
5. 000 
2. 500 

2. 439 
4. 878 
4. 878 
4. 878 
4. 878 
4. 878 
4. 878 
4. 878 
4. 878 
4. 878 
4. 878 
4. 878 
4. 878 
4. 878 
4. 878 
4. 878 
4. 878 
4. 878 
4. 878 
4. 879 
4. 878 

2. 381 
4. 762 
4. 762 
4. 762 
4. 762 
4. 762 
4. 762 
4. 762 
4. 762 
4. 762 
4. 762 
4. 762 
4. 762 
4. 762 
4. 762 
4. 762 
4. 762 
4. 762 
4. 761 
4. 762 
4. 761 
2. 381 

2. 326 
4. 651 
4. 651 
4. 651 
4. 651 
4. 651 
4. 651 
4. 651 
4. 651 
4. 651 
4. 651 
4. 651 
4. 651 
4. 651 
4. 651 
4. 651 
4. 652 
4. 651 
4. 652 
4. 651 
4. 652 
4. 651 

2. 273 
4. 545 
4. 545 
4. 545 
4. 546 
4. 545 
4. 546 
4. 545 
4. 546 
4. 545 
4. 546 
4. 545 
4. 546 
4. 545 
4. 546 
4. 545 
4. 546 
4. 545 
4. 546 
4. 545 
4. 546 
4. 545 
2. 273 

2. 222 
4. 444 
4. 444 
4. 445 
4. 444 
4. 445 
4. 444 
4. 445 
4. 444 
4. 445 
4. 444 
4. 445 
4. 444 
4. 445 
4. 444 
4. 445 
4. 444 
4. 445 
4. 444 
4. 445 
4. 444 
4. 445 
4. 444 

2. 174 
4. 348 
4. 348 
4. 348 
4. 348 
4. 348 
4. 348 
4. 348 
4. 348 
4. 348 
4. 348 
4. 348 
4. 348 
4. 348 
4. 348 
4. 348 
4. 347 
4. 348 
4. 347 
4. 348 
4. 347 
4. 348 
4. 347 
2. 174 

2. 128 
4. 255 
4. 255 
4. 255 
4. 255 
4. 255 
4. 255 
4. 255 
4. 255 
4. 255 
4. 256 
4. 255 
4. 256 
4. 255 
4. 256 
4. 255 
4. 256 
4. 255 
4. 256 
4. 255 
4. 256 
4. 255 
4. 256 
4. 255 

2. 083 
4. 167 
4. 167 
4. 167 
4. 167 
4. 167 
4. 167 
4. 167 
4. 167 
4. 167 
4. 166 
4. 167 
4. 166 
4. 167 
4. 166 
4. 167 
4. 166 
4. 167 
4. 166 
4. 167 
4. 166 
4. 167 
4. 166 
4. 167 
2. 083 

2. 041 
4. 082 
4. 082 
4. 082 
4. 082 
4. 082 
4. 082 
4. 082 
4. 081 
4. 082 
4. 081 
4. 082 
4. 081 
4. 082 
4. 081 
4. 082 
4. 081 
4. 082 
4. 081 
4. 082 
4. 081 
4. 082 
4. 081 
4. 082 
4. 081 



and the Recovery Period is: 
If the 
Recovery 
Year is: 

25. 0 25. 5 26. 0 26. 5 27. 0 27. 5 28. 0 28. 5 29. 0 29. 5 30. 0 30, 5 31. 0 

the Depreciation Rate is: 

31. 5 32. 0 

1 
2 

3 
4 
5 
6 
7 

8 
9 

10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 

2. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4, 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4, 000 
4. 000 
2. 000 

1. 961 
3. 922 
3. 922 
3. 922 
3. 922 
3. 921 
3. 922 
3. 921 
3. 922 
3. 921 
3. 922 
3. 921 
3. 922 
3. 921 
3. 922 
3. 921 
3. 922 
3. 921 
3. 922 
3. 921 
3. 922 
3. 921 
3. 922 
3. 921 
3. 922 
3. 921 

1. 923 1. 887 
3. 846 3. 774 
3. 846 3. 774 
3. 846 3. 774 
3. 846 3. 774 
3. 846 3. 774 
3. 846 3. 773 
3. 846 3. 774 
3. 846 3. 773 
3. 846 3. 774 
3. 846 3. 773 
3. 846 3. 774 
3. 846 3. 773 
3. 846 3. 773 
3. 846 3. 774 
3. 846 3. 773 
3. 846 3. 774 
3. 846 3. 773 
3. 846 3. 774 
3. 847 3. 773 
3. 846 3. 774 
3. 847 3. 773 
3. 846 3. 774 
3. 847 3. 773 
3. 846 3. 774 
3. 847 3. 773 
1. 923 3. 774 

1. 852 1. 818 
3. 704 3. 636 
3. 704 3. 636 
3. 704 3. 636 
3. 704 3. 636 
3. 704 3. 636 
3. 704 3. 636 
3. 704 3. 636 
3. 704 3. 637 
3. 704 3. 636 
3. 704 3. 637 
3. 704 3. 636 
3. 703 3. 637 
3. 704 3:636 
3. 703 3. 637 
3. 704 3. 636 
3. 703 3. 637 
3. 704 3. 636 
3. 703 3. 637 
3. 704 3. 636 
3. 703 3. 637 
3. 704 3. 636 
3. 703 3. 637 
3. 704 3. 636 
3. 703 3. 637 
3. 704 3. 636 
3. 703 3. 637 
1. 852 3. 636 

1. 786 1. 754 
3. 571 3. 509 
3. 571 3. 509 
3. 571 3. 509 
3. 571 3. 509 
3. 571 3. 509 
3. 572 3. 509 
3. 571 3. 509 
3. 572 3. 509 
3. 571 3. 509 
3. 572 3. 509 
3. 571 3. 509 
3. 572 3. 509 
3. 571 3. 509 
3. 572 3. 509 
3. 571 3. 509 
3. 572 3. 509 
3. 571 3. 508 
3. 572 3. 509 
3. 571 3. 508 
3. 572 3. 509 
3. 571 3. 508 
3. 572 3. 509 
3. 571 3. 508 
3. 572 3. 509 
3. 571 3. 508 
3. 572 3. 509 
3. 571 3. 508 
1. 786 3. 509 

1. 724 
3. 448 
3. 448 
3. 448 
3. 448 
3. 448 
3. 448 
3. 448 
3. 448 
3. 448 
3. 448 
3. 448 
3. 448 
3. 448 
3. 449 
3. 448 
3. 449 
3. 448 
3. 449 
3. 448 
3. 449 
3. 448 
3. 449 
3 448 
3. 449 
3. 448 
3. 449 
3. 44& 
3. 449 
1. 724 

1. 695 1. 667 
3. 390 3. 333 
3. 390 3. 333 
3. 390 3. 333 
3, 390 3 333 
3. 390 3. 333 
3. 390 3. 333 
3, 390 3. 333 
3. 390 3. 333 
3. 390 3. 333 
3. 390 3. 333 
3. 390 3. 333 
3. 390 3. 334 
3. 390 3. 333 
3. 390 3. 334 
3. 390 3. 333 
3. 390 3. 334 
3. 390 3. 333 
3. 390 3. 334 
3. 390 3. 333 
3. 389 3. 334 
3. 390 3. 333 
3. 389 3. 334 
3. 390 3. 333 
3. 389 3. 334 
3 390 3 333 
3. 389 3. 334 
3. 390 3. 333 
3. 389 3. 334 
3. 390 3. 333 

1. 667 

1. 639 
3. 279 
3. 279 
3. 279 
3. 279 
3. 279 
3. 279 
3. 279 
3. 279 
3. 279 
3. 279 
3. 279 
3. 279 
3. 279 
3. 278 
3. 279 
3. 278 
3. 279 
3. 278 
3. 279 
3. 278 
3. 279 
3. 278 
3. 279 
3. 278 
3. 279 
3. 278 
3. 279 
3. 278 
3. 279 
3. 278 

1. 613 
3. 226 
3. 226 
3. 226 
3. 226 
3. 226 
3. 226 
3. 226 
3. 226 
3. 226 
3. 226 
3. 226 
3. 226 
3. 226 
3. 226 
3. 226 
3. 226 
3. 226 
3. 226 
3. 226 
3. 225 
3. 226 
3. 225 
3. 226 
3. 225 
3. 226 
3. 225 
3. 226 
3. 225 
3. 226 
3. 225 
1. 613 

1. 587 
3. 175 
3. 175 
3. 175 
3. 175 
3. 175 
3. 175 
3. 175 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 

1. 563 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
1. 562 

lO 
00 'V 

I 

O 
W 



'4 
O 

If the 
Recovery 
Year ts: 

32. 5 33. 0 33. 5 34. 0 34. 5 35. 0 35. 5 

the Depreciation Rate is: 

and the Recovery Period is: 

36. 0 36. 5 37. 0 37. 5 38. 0 38. 5 39. 0 39. 5 

00 
'V 

M 
O 
W 

I 
2 

3 

4 

5 

6 
7 

8 

9 
10 
ll 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 

1. 538 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 076 
3. 077 
3. 076 

1. 515 
3. 030 
3. 030 
3. 030 
3. 030 
3. 030 
3. 030 
3. 030 
3. 030 
3. 030 
3. 030 
3. 030 
3. 030 
3. 030 
3. 031 
3. 030 
3. 031 
3. 030 
3. 031 
3. 030 
3. 031 
3. 030 
3. 031 
3. 030 
3. 031 
3. 030 
3. 031 
3. 030 
3. 031 
3. 030 
3. 031 
3. 030 
3. 031 
1. 515 

1. 493 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 986 
2. 985 
2. 986 
2. 985 

1. 471 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 942 
2. 941 
2. 942 
2. 941 
2. 942 
2. 941 
2. 942 
2. 941 
2. 942 
2. 941 
1. 471 

1. 449 
2. 899 
2. 899 
2. 899 
2. 899 
2. 899 
2. 898 
2. 899 
2. 898 
2. 899 
2. 898 
2. 899 
2. 898 
2. 899 
2. 898 
2. 899 
2. 898 
2. 899 
2. 898 
2. 898 
2. 899 
2. 898 
2. 899 
2. 898 
2. 899 
2. 898 
2 899 
2. 898 
2. 899 
2. 898 
2. 899 
2. 898 
2. 899 
2. 898 
2. 899 

1. 429 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2;857 
2. 857 
2 857 
2. 857 
2. 857 
2. 857 
2 857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 858 
2. 857 
2. 858 
2. 857 
2. 858 
2. 857 
2. 858 
2. 857 
1. 429 

1. 408 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2, 816 
2. 817 
2. 816 
2. 817 
2. 816 

1. 389 
2. 778 
2. 778 
2. 778 
2. 778 
2. 778 
2. 778 
2. 778 
2. 778 
2. 778 
2. 778 
2. 778 
2. 778 
2. 778 
2. 778 
2. 778 
2. 778 
2. 778 
2. 778 
2. 778 
2. 778 
2. 777 
2. 778 
2. 777 
2. 778 
2. 777 
2. 778 
2. 777 
2. 778 
2. 777 
2. 778 
2. 777 
2. 778 
2. 777 
2. 778 
2. 777 
1. 389 

1. 370 
2. 740 
2. 740 
2. 740 
2. 740 
2. 740 
2. 740 
2. 740 
2. 740 
2. 740 
2. 740 
2. 740 
2. 740 
2. 740 
2. 740 
2 740 
2. 740 
2. 740 
2. 739 
2. 740 
2. 739 
2. 740 
2. 739 
2. 740 
2. 739 
2. 740 
2. 739 
2. 740 
2. 739 
2. 740 
2. 739 
2. 740 
2. 739 
2. 740 
2. 739 
2. 740 
2. 739 

1. 351 
2. 703 
2. 703 
2. 703 
2. 703 
2. 703 
2. 703 
2. 703 
2. 703 
2. 703 
2. 703 
2. 703 
2. 703 
2. 703 
2. 703 
2. 703 
2. 703 
2. 702 
2. 703 
2. 702 
2. 703 
2. 702 
2. 703 
2. 702 
2. 703 
2. 702 
2. 703 
2. 702 
2. 703 
2. 702 
2. 703 
2. 702 
2. 703 
2. 702 
2. 703 
2. 702 
2. 703 
1. 351 

1. 333 
2. 667 
2. 667 
2. 667 
2. 667 
2. 667 
2. 667 
2. 667 
2. 667 
2. 667 
2. 667 
2. 667 
2. 667 
2. 667 
2. 666 
2. 667 
2. 666 
2. 667 
2. 666 
2. 667 
2. 666 
2. 667 
2. 666 
2. 667 
2. 666 
2. 667 
2. 666 
2. 667 
2. 666 
2. 667 
2. 666 
2. 667 
2. 666 
2. 667 
2. 666 
2. 667 
2. 666 
2. 667 

1. 316 
2. 632 
2. 632 
2. 632 
2. 632 
2. 632 
2. 632 
2. 631 
2. 632 
2. 631 
2. 632 
2. 631 
2. 632 
2. 631 
2. 632 
2. 631 
2. 632 
2. 631 
2. 632 
2. 631 
2. 632 
2. 631 
2. 632 
2. 631 
2. 632 
2. 631 
2. 632 
2. 631 
2. 632 
2. 631 
2. 632 
2. 631 
2. 632 
2. 631 
2. 632 
2. 631 
2. 632 
2. 631 
1. 316 

1. 299 
2. 597 
2. 597 
2. 597 
2. 597 
2. 597 
2. 597 
2. 597 
2. 597 
2. 598 
2. 597 
2. 598 
2. 597 
2. 598 
2. 597 
2. 598 
2. 597 
2. 598 
2. 597 
2. 598 
2. 597 
2. 598 
2. 597 
2. 598 
2. 597 
2. 598 
2. 597 
2. 598 
2. 597 
2. 598 
2. 597 
2. 598 
2. 597 
2. 598 
2. 597 
2. 598 
2. 597 
2. 598 
2. 597 

1. 282 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 565 
2. 564 
2. 565 
2. 564 
2. 565 
2. 564 
2. 565 
1. 282 

1. 266 
2. 532 
2. 532 
2. 532 
2. 532 
2. 532 
2. 532 
2. 532 
2. 532 
2. 532 
2. 532 
2. 532 
2. 532 
2. 531 
2. 532 
2. 531 
2. 532 
2. 531 
2. 532 
2. 531 
2. 532 
2. 531 
2. 532 
2. 531 
2. 532 
2. 531 
2. 532 
2. 531 
2. 532 
2. 531 
2. 532 
2. 531 
2. 532 
2. 531 
2. 532 
2. 531 
2. 532 
2. 531 
2. 532 
2. 531 



and the Recovery Period is: 
If the 
Recovery 
Year as: 

40. 0 40. 5 

the 

41. 0 41. 5 

Depreciation 

42. 0 42. 5 

Rate is: 
43. 0 43. 5 44. 0 44. 5 45. 0 45. 5 46. 0 46. 5 47. 0 

1 
2 

3 

4 

5 
6 
7 

8 

9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 
41 
42 
43 
44 
45 
46 
47 
48 

1. 250 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
1. 250 

1. 235 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 470 
2. 469 
2. 470 
2. 469 
2. 470 
2. 469 
2. 470 
2. 469 
2. 470 
2. 469 

1. 220 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
1. 220 

1. 205 
2. 410 
2. 410 
2. 410 
2. 410 
2. 410 
2. 410 
2. 410 
2. 410 
2. 410 
2. 410 
2. 410 
2. 410 
2. 409 
2. 410 
2. 409 
2. 410 
2. 409 
2. 410 
2. 409 
2. 410 
2. 409 
2. 410 
2. 409 
2. 410 
2. 409 
2. 410 
2. 409 
2. 410 
2. 409 
2. 410 
2. 409 
2. 410 
2. 409 
2. 410 
2. 409 
2. 410 
2. 409 
2. 410 
2. 409 
2. 410 
2 409 

1. 190 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2, 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 380 
2. 381 
1. 190 

1. 176 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2;353 
2. 353 
2. 353 
2 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 352 
2. 353 
2. 352 

1. 163 
2. 326 
2. 326 
2. 326 
2. 326 
2. 326 
2. 326 
2. 326 
2. 325 
2. 326 
2. 325 
2. 326 
2. 325 
2. 326 
2. 325 
2. 326 
2. 325 
2. 326 
2. 325 
2. 326 
2. 325 
2. 326 
2. 325 
2. 326 
2. 325 
2. 326 
2. 325 
2. 326 
2. 325 
2. 326 
2. 325 
2. 326 
2. 325 
2. 326 
2. 325 
2. 326 
2 325 
2. 326 
2. 325 
2. 326 
2. 325 
2. 326 
2. 325 
1. 163 

1. 149 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2 299 
2. 299 
2. 299 
2. 299 
2. 298 
2. 299 
2. 298 
2. 299 
2. 298 
2. 299 
2. 298 
2. 299 
2. 298 
2. 299 
2. 298 
2. 299 

1. 136 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 272 
2. 273 
2. 272 
2. 273 
2. 272 
2. 273 
2 272 
2. 273 
2. 272 
2. 273 
2. 272 
2. 273 
2. 272 
2. 273 
2. 272 
2. 273 
2. 272 
2. 273 
2. 272 
2. 273 
2. 272 
2. 273 
1. 136 

1. 124 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2 247 
2. 247 
2. 247 
2. 248 
2. 247 
2. 248 
2. 247 
2. 248 
2. 247 
2. 248 
2. 247 
2. 248 
2. 247 
2. 248 
2. 247 
2. 248 
2. 247 
2. 248 
2. 247 

1. 111 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 223 
2. 222 
2. 223 
2. 222 
2. 223 
2. 222 
2. 223 
2. 222 
2. 223 
2. 222 
2. 223 
2. 222 
2. 223 
2. 222 
2. 223 
2. 222 
2. 223 
2. 222 
2. 223 
1. 111 

1. 099 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 197 
2. 198 
2. 197 
2. 198 
2. 197 
2. 198 
2. 197 
2. 198 
2. 197 
2. 198 
2. 197 
2. 198 
2. 197 
2. 198 
2. 197 
2. 198 
2. 197 

1. 087 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 173 
2. 174 
2. 173 
2. 174 
2. 173 
2. 174 
2. 173 
1. 087 

1. 075 
2. 151 
2. 151 
2. 151 
2. 151 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 

1. 064 
2. 128 
2. 128 
2. 128 
2. 128 
2. 128 
2. 128 
2. 128 
2. 128 
2. 128 
2. 128 
2. 128 
2. 128 
2. 128 
2. 128 
2. 128 
2. 127 
2. 128 
2. 127 
2. 128 
2. 127 
2. 128 
2. 127 
2. 128 
2. 127 
2. 128 
2. 127 
2. 128 
2. 127 
2. 128 
2. 127 
2. 128 
2. 127 
2. 128 
2. 127 
2. 128 
2. 127 
2. 128 
2 127 
2. 128 
2 127 
2. 128 
2. 127 
2. 128 
2. 127 
2. 128 
2. 127 
1. 064 



'V 
O 
00 

If the 
Recovery 
Year is: 

47. 5 48. 0 48. 5 49. 0 49. 5 50. 0 

the Depreciation Rate is: 

and the Recovery Period is: 

1 
2 
3 
4 
5 

6 
7 

8 
9 

10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 
41 
42 
43 
44 
45 
46 
47 
48 
49 
50 
51 

1. 053 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 106 
2. 105 
2. 106 
2. 105 
2. 106 
2. 105 
2. 106 
2. 105 
2. 106 
2. 105 
2. 106 
2. 105 
2. 106 
2. 105 
2. 106 
2. 105 
2. 106 
2. 105 
2. 106 
2. 105 
2. 106 
2. 105 
2. 106 

1. 042 
2. 083 
2. 083 
2. 083 
2. 083 
2. 083 
2. 083 
2. 083 
2. 083 
2. 083 
2. 083 
2. 083 
2. 083 
2. 083 
2. 083 
2. 083 
2. 083 
2. 083 
2. 084 
2. 083 
2. 084 
2. 083 
2. 084 
2. 083 
2. 084 
2. 083 
2. 084 
2. 083 
2. 084 
2. 083 
2. 084 
2. 083 
2. 084 
2. 083 
2. 084 
2. 083 
2. 084 
2. 083 
2. 084 
2. 083 
2. 084 
2. 083 
2. 084 
2. 083 
2. 084 
2. 083 
2. 084 
2. 083 
1. 042 

1. 031 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 061 
2. 062 
2. 061 
2. 062 
2. 061 
2. 062 
2. 061 
2. 062 
2. 061 
2. 062 
2. 061 
2. 062 
2. 061 

1. 020 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 040 
2. 041 
2. 040 
2. 041 
2. 040 
2. 041 
2. 040 
2. 041 
2. 040 
2. 041 
2. 040 
2. 041 
2. 040 
2. 041 
2. 040 
2. 041 
1. 020 

1. 010 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 021 
2. 020 
2. 021 
2. 020 
2. 021 
2. 020 
2. 021 
2. 020 
2. 021 
2. 020 
2. 021 
2. 020 
2. 021 
2. 020 
2. 021 
2. 020 
2. 021 
2. 020 
2. 021 
2. 020 

1. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
1. 000 



TABLE 9 General and Alternative Depreciation Systens 
Appltcable Depreciation Nethod: Straight Line 
Applicable Recovery Periods: 2. 5 — 50 years 
Applicable Convention: Hid-quarter (property placed 
in service in first quarter) 

If the 
Recovery 
Year is: 

2. 5 

and the Recovery Period is: 
3. 0 3. 5 4. 0 4. 5 5. 0 

the Depreciation Rate is: 
5. 5 6. 0 6. 5 7. 0 7. 5 8. 0 8. 5 9. 0 9. 5 

1 
2 
3 

4 
5 
6 
7 
8 

9 
10 

35. 00 
40. 00 
25. 00 

29. 17 25. 00 21. 88 
33. 33 28. 57 25. 00 
33. 33 28. 57 25. 00 
4. 17 17. 86 25. 00 

3. 12 

19. 44 17. 50 
22. 22 20. 00 
22. 22 20. 00 
22. 23 20. 00 
13. 89 20. 00 

2. 50 

15. 91 14. 58 
18. 18 16. 67 
18. 18 16. 67 
18. 18 16. 67 
18. 18 16. 66 
11. 37 16. 67 

2. 08 

13. 46 
15. 38 
15. 39 
15. 38 
15. 39 
15. 38 
9. 62 

12. 50 11. 67 
14. 29 13. 33 
14. 28 13. 33 
14. 29 13. 33 
14. 28 13. 34 
14. 29 13. 33 
14. 28 13. 34 
1. 79 8. 33 

10. 94 10. 29 
12. 50 11. 77 
12. 50 11. 76 
12. 50 11. 77 
12. 50 11. 76 
12. 50 11. 77 
12. 50 11. 76 
12. 50 11. 77 
1. 56 7. 35 

9. 72 
11. 11 
11. 11 
11. 11 
11. 11 
11. 11 
11. 11 
11. 12 
11. 11 
1. 39 

9. 21 
10. 53 
10. 53 
10. 53 
10. 52 
10. 53 
10. 52 
10. 53 
10. 52 
6. 58 

and the Recovery Period is: 
If the 
Recovery 
Year is: 

10. 0 10. 5 11. 0 11. 5 12. 0 12. 5 13, 0 13. 5 14. 0 14. 5 

t: he Depreciation Rate is: 
15. 0 15. 5 16. 0 16. 5 17. 0 

1 
2 

3 

4 
5 
6 
7 

8 

9 
10 
11 
12 
13 
14 
15 
16 
17 
18 

8. 75 8. 33 7. 95 7. 61 
10. 00 9. 52 9. 09 8. 70 
10. 00 9. 52 9. 09 8. 70 
10. 00 9. 53 9. 09 8. 69 
10. 00 9. 52 9. 09 8. 70 
10. 00 9. 53 9. 09 8. 69 
10. 00 9. 52 9, 09 8. 70 
10. 00 9. 53 9. 09 8. 69 
10. 00 9. 52 9. 09 8. 70 
10. 00 9. 53 9. 10 8. 69 
1. 25 5. 95 9. 09 8. 70 

1. 14 5. 43 

7. 29 7. 00 
8. 33 8. 00 
8. 33 8. 00 
8. 33 8. 00 
8. 33 8. 00 
8. 34 8. 00 
8. 33 8. 00 
8. 34 8. 00 
8. 33 8. 00 
8. 34 8. 00 
8. 33 8. 00 
8. 34 8. 00 
1. 04 5. 00 

6. 73 6. 48 6. 25 6. 03 
7. 69 7. 41 7. 14 6. 90 
7. 69 7. 41 7. 14 6. 90 
7. 69 7. 41 7. 14 6. 90 
7 69 7. 41 7. 14 6. 90 
7. 69 7. 41 7. 14 6. 90 
7. 69 7. 41 7. 14 6. 90 
7. 69 7. 41 7. 15 6. 89 
7. 70 7. 40 7. 14 6. 90 
7. 69 7. 41 7. 15 6. 89 
7. 70 7. 40 7. 14 6. 90 
7. 69 7. 41 7. 15 6. 89 
7. 70 7. 40 7. 14 6. 90 
0. 96 4. 63 7. 15 6. 89 

0. 89 4. 31 

5. 83 5. 65 
6. 67 6. 45 
6. 67 6. 45 
6. 67 6. 45 
6. 67 6. 45 
6. 67 6. 45 
6. 67 6. 45 
6. 66 6. 45 
6. 67 6. 45 
6. 66 6. 45 
6. 67 6. 45 
6. 66 6. 45 
6. 67 6. 46 
6 66 6. 45 
6. 67 6. 46 
0. 83 4. 03 

5. 47 5. 30 5. 15 
6. 25 6. 06 5. 88 
6. 25 6. 06 5. 88 
6. 25 6. 06 5. 88 
6. 25 6. 06 5. 88 
6. 25 6. 06 5. 88 
6. 25 6. 06 5. 88 
6. 25 6. 06 5. 88 
6. 25 6. 06 5. 88 
6. 25 6. 06 5. 88 
6. 25 6. 06 5. 88 
6. 25 6. 06 5. 89 
6. 25 6. 06 5. 88 
6. 25 6. 06 5. 89 
6. 25 6. 06 5. 88 
6. 25 6. 07 5. 89 
0. 78 3. 79 5. 88 

0. 74 



'V 

O 
and the Recovery Period is: 

Cl 
00 
'V 

I 

O 
m 

If the 
Recovery 
Year xs: 

I 
2 
3 

4 

5 
6 
7 
8 

9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 

17. 5 

5. 00 
5. 71 
5. 71 
5. 71 
5. 72 
5. 71 
5. 72 
5. 71 
5. 72 
5. 71 
5. 72 
5. 71 
5. 72 
5. 71 
5. 72 
5. 71 
5. 72 
3. 57 

18. 0 

4. 86 
5. 56 
5. 56 
5. 56 
5. 55 
5. 56 
5. 55 
5. 56 
5. 55 
5. 56 
5. 55 
5. 56 
5. 55 
5. 56 
5. 55 
5. 56 
5. 55 
5. 56 
0 69 

18. 5 19. 0 

the 

4. 73 
5. 41 
5. 41 
5. 40 
5. 41 
5. 40 
5. 41 
5. 40 
5. 41 
5. 40 
5. 41 
5. 40 
5. 41 
5. 40 
5. 41 
5 40 
5. 41 
5. 40 
3. 38 

4. 61 
5. 26 
5. 26 
5 26 
5. 26 
5. 26 
5. 26 
5. 26 
5. 26 
5. 27 
5. 26 
5. 27 
5. 26 
5. 27 
5. 26 
5. 27 
5. 26 
5. 27 
5. 26 
0. 66 

Depreciation 

19. 5 

Rate as: 

4. 49 
5. 13 
5. 13 
5. 13 
5. 13 
5. 13 
5. 13 
5. 13 
5. 13 
5. 13 
5. 13 
5. 13 
5. 13 
5. 12 
5. 13 
5. 12 
5. 13 
5. 12 
5. 13 
3. 20 

20. 0 

4. 375 
5. 000 
5. 000 
5. 000 
5. 000 
5. 000 
5. 000 
5. 000 
5. 000 
5. 000 
5. 000 
5. 000 
5. 000 
5;000 
5. 000 
5. 000 
5. 000 
5. 000 
5. 000 
5. 000 
0. 625 

20. 5 

4. 268 
4. 878 
4. 878 
4. 878 
4. 878 
4. 878 
4. 878 
4. 878 
4. 878 
4. 878 
4. 878 
4. 878 
4. 878 
4. 878 
4. 878 
4. 878 
4. 878 
4. 878 
4. 878 
4. 879 
3. 049 

21. 0 

4. 167 
4. 762 
4. 762 
4. 762 
4. 762 
4. 762 
4. 762 
4. 762 
4. 762 
4. 762 
4. 762 
4. 762 
4. 762 
4. 762 
4. 762 
4. 762 
4. 762 
4. 761 
4. 762 
4. 761 
4. 762 
0. 595 

21. 5 

4. 070 
4. 651 
4. 651 
4. 651 
4. 651 
4. 651 
4. 651 
4. 651 
4. 651 
4. 651 
4. 651 
4. 651 
4. 651 
4. 651 
4. 651 
4. 651 
4. 652 
4. 651 
4. 652 
4. 651 
4. 652 
2. 907 

22. 0 

3. 977 
4. 545 
4. 545 
4. 546 
4. 545 
4. 546 
4. 545 
4. 546 
4. 545 
4. 546 
4. 545 
4. 546 
4. 545 
4. 546 
4. 545 
4. 546 
4. 545 
4. 546 
4. 545 
4. 546 
4. 545 
4. 546 
0, 568 

22. 5 

3. 889 
4. 444 
4. 444 
4. 444 
4. 445 
4. 444 
4. 445 
4. 444 
4. 445 
4. 444 
4. 445 
4. 444 
4. 445 
4. 444 
4. 445 
4. 444 
4. 445 
4. 444 
4. 445 
4. 444 
4. 445 
4. 444 
2. 778 

23. 0 

3. 804 
4. 348 
4. 348 
4. 348 
4. 348 
4. 348 
4. 348 
4. 348 
4. 348 
4. 348 
4. 348 
4. 348 
4. 348 
4. 348 
4. 348 
4. 348 
4. 348 
4. 347 
4. 348 
4. 347 
4. 348 
4. 347 
4. 348 
0. 543 

23. 5 

3. 723 
4. 255 
4. 255 
4. 255 
4. 255 
4. 255 
4. 255 
4. 255 
4. 255 
4. 256 
4. 255 
4. 256 
4. 255 
4. 256 
4. 255 
4. 256 
4. 255 
4. 256 
4. 255 
4. 256 
4. 255 
4. 256 
4. 255 
2. 660 

24. 0 

3. 646 
4. 167 
4. 167 
4. 167 
4. 167 
4. 167 
4. 167 
4. 167 
4. 167 
4. 166 
4. 167 
4. 166 
4. 167 
4. 166 
4. 167 
4. 166 
4. 167 
4. 166 
4. 167 
4. 166 
4. 167 
4. 166 
4. 167 
4. 166 
0. 521 

24. 5 

3. 571 
4. 082 
4. 082 
4. 082 
4. 082 
4. 082 
4. 082 
4. 082 
4. 082 
4. 081 
4. 082 
4. 081 
4. 082 
4, 081 
4. 082 
4. 081 
4. 082 
4. 081 
4. 082 
4. 081 
4. 082 
4. 081 
4. 082 
4. 081 
2. 551 



If the 
Recovery 
Year is: 

and the Recovery Period is: 

25. 0 25 5 26. 0 26. 5 27. 0 27. 5 28. 0 28. 5 29. 0 

the Depreciation Rate is: 

29, 5 30. 0 30 5 31 0 31 5 32 0 

1 

2 

3 

4 
5 
6 
7 
8 

9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 

3. 500 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
0. 500 

3. 431 3. 365 
3. 922 3. 846 
3. 922 3. 846 
3. 922 3. 846 
3. 922 3. 846 
3. 922 3. 846 
3. 921 3. 846 
3. 922 3. 846 
3. 921 3. 846 
3. 922 3. 846 
3. 921 3. 846 
3. 922 3. 846 
3. 921 3. 846 
3. 922 3. 846 
3. 921 3. 846 
3. 922 3. 846 
3. 921 3. 846 
3. 922 3. 846 
3. 921 3. 847 
3. 922 3. 846 
3. 921 3. 847 
3. 922 3. 846 
3. 921 3. 847 
3. 922 3. 846 
3. 921 3. 847 
2. 451 3. 846 

0. 481 

3. 302 
3. 774 
3. 774 
3. 774 
3. 774 
3. 774 
3. 773 
3. 774 
3. 773 
3. 774 
3. 773 
3. 774 
3. 773 
3. 774 
3. 773 
3. 774 
3. 773 
3. 774 
3. 773 
3. 774 
3. 773 
3. 774 
3. 773 
3. 774 
3. 773 
3. 774 
2. 358 

3. 241 3. 182 
3. 704 3. 636 
3. 704 3. 636 
3. 704 3. 636 
3. 704 3. 636 
3. 704 3. 636 
3. 704 3. 636 
3. 704 3. 636 
3. 704 3. 636 
3. 704 3. 637 
3. 704 3. 636 
3. 704 3. 637 
3. 703 3. 636 
3. 704 3i637 
3. 703 3. 636 
3. 704 3. 637 
3. 703 3. 636 
3. 704 3. 637 
3. 703 3. 636 
3. 704 3. 637 
3. 703 3. 636 
3. 704 3. 637 
3. 703 3. 636 
3. 704 3. 637 
3. 703 3. 636 
3 704 3. 637 
3. 703 3. 636 
0. 463 2. 273 

3. 125 3. 070 
3. 571 3. 509 
3. 571 3. 509 
3. 571 3. 509 
3. 571 3. 509 
3. 572 3. 509 
3. 571 3. 509 
3. 572 3. 509 
3. 571 3. 509 
3. 572 3. 509 
3. 571 3 509 
3. 572 3. 509 
3. 571 3. 509 
3. 572 3. 509 
3. 571 3. 509 
3. 572 3. 509 
3. 571 3. 509 
3. 572 3. 508 
3. 571 3. 509 
3. 572 3. 508 
3. 571 3. 509 
3. 572 3. 508 
3. 571 3. 509 
3. 572 3. 508 
3. 571 3. 509 
3. 572 3. 508 
3. 571 3. 509 
3. 572 3. 508 
0. 446 2. 193 

3. 017 
3. 448 
3. 448 
3. 448 
3. 448 
3. 44S 
3. 448 
3. 448 
3. 448 
3. 448 
3. 448 
3. 448 
3. 448 
3. 448 
3. 449 
3. 448 
3. 449 
3. 448 
3. 449 
3. 448 
3. 449 
3. 448 
3. 449 
3. 448 
3. 449 
3. 448 
3. 449 
3. 448 
3. 449 
0. 431 

2. 966 
3. 390 
3. 390 
3. 390 
3. 390 
3. 390 
3. 390 
3. 390 
3. 390 
3. 390 
3. 390 
3. 390 
3. 390 
3. 390 
3. 390 
3. 390 
3. 390 
3. 390 
3. 390 
3. 390 
3. 390 
3. 389 
3. 390 
3. 389 
3. 390 
3. 389 
3. 390 
3. 389 
3. 390 
2. 118 

2. 917 
3. 333 
3. 333 
3. 333 
3. 333 
3. 333 
3. 333 
3. 333 
3. 333 
3. 333 
3. 333 
3. 333 
3. 334 
3. 333 
3. 334 
3. 333 
3. 334 
3. 333 
3. 334 
3. 333 
3. 334 
3. 333 
3. 334 
3. 333 
3. 334 
3. 333 
3. 334 
3. 333 
3. 334 
3. 333 
0. 417 

2. 869 
3. 279 
3. 279 
3. 279 
3. 279 
3. 279 
3. 279 
3. 279 
3. 279 
3. 279 
3. 279 
3. 279 
3. 278 
3. 279 
3 278 
3. 279 
3. 278 
3. 279 
3. 278 
3. 279 
3. 278 
3. 279 
3. 278 
3. 279 
3. 278 
3. 279 
3. 278 
3. 279 
3. 278 
3. 279 
2. 049 

2. 823 
3. 226 
3. 226 
3. 226 
3. 226 
3. 226 
3. 226 
3. 226 
3. 226 
3. 226 
3. 226 
3. 226 
3. 226 
3. 226 
3. 226 
3. 226 
3. 226 
3. 226 
3. 226 
3. 225 
3. 226 
3. 225 
3. 226 
3. 225 
3. 226 
3. 225 
3. 226 
3. 225 
3. 226 
3. 225 
3. 226 
0. 403 

2. 778 
3. 175 
3. 175 
3. 175 
3. 175 
3. 175 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
1. 984 

2. 734 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
0. 391 

00 
'V 
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If the 
Recovery 
Year is: 

32. 5 33. 0 

and 

the 

33. 5 34. 0 

Depreciation 

the Recovery Period is: 
34. 5 

Rate is 

35. 0 35. 5 36. 0 36. 5 37. 0 37. 5 38. 0 38. 5 39. 0 39. 5 

1 
2 

3 

4 

5 

6 
7 

8 

9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 

2. 692 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 076 
3. 077 
3. 076 
1. 923 

2. 652 
3. 030 
3. 030 
3. 030 
3. 030 
3. 030 
3. 030 
3. 030 
3. 030 
3. 030 
3. 030 
3. 030 
3. 030 
3. 030 
3. 030 
3. 031 
3. 030 
3. 031 
3. 030 
3. 031 
3. 030 
3. 031 
3. 030 
3. 031 
3. 030 
3. 031 
3. 030 
3. 031 
3. 030 
3. 031 
3. 030 
3. 031 
3. 030 
0. 379 

2. 612 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 986 
2. 985 
2. 986 
2. 985 
1. 866 

2. 574 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 942 
2. 941 
2. 942 
2. 941 
2. 942 
2. 941 
2. 942 
2. 941 
2. 942 
2. 941 
0. 368 

2. 536 
2. 899 
2. 899 
2. 899 
2. 899 
2. 898 
2. 899 
2. 898 
2. 899 
2. 898 
2. 899 
2. 898 
2. 899 
2. 898 
2. 899 
2. 898 
2. 899 
2. 898 
2. 899 
2. 898 
2. 899 
2. 898 
2. 899 
2. 898 
2. 899 
2. 898 
2. 899 
2. 898 
2. 899 
2. 898 
2. 899 
2. 898 
2. 899 
2. 898 
1. 812 

2. 500 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2, 857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 858 
2. 857 
2. 858 
2. 857 
2. 858 
2. 857 
2. 858 
2. 857 
2. 858 
0. 357 

2. 465 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 816 
2. 817 
2. 816 
2. 817 
2. 816 
2. 817 
1. 760 

2. 431 
2. 778 
2. 778 
2. 778 
2. 778 
2. 778 
2. 778 
2. 778 
2. 778 
2. 778 
2. 778 
2. 778 
2 778 
2. 778 
2. 778 
2. 778 
2. 778 
2. 778 
2. 778 
2. 778 
2. 777 
2. 778 
2. 777 
2. 778 
2. 777 
2. 778 
2. 777 
2. 778 
2. 777 
2. 778 
2. 777 
2. 778 
2. 777 
2. 778 
2. 777 
2. 778 
0. 347 

2. 397 
2. 740 
2. 740 
2. 740 
2. 740 
2. 740 
2. 740 
2. 740 
2. 740 
2. 740 
2. 740 
2. 740 
2. 740 
2. 740 
2. 740 
2. 740 
2. 740 
2. 740 
2. 739 
2. 740 
2. 739 
2. 740 
2. 739 
2. 740 
2. 739 
2. 740 
2. 739 
2. 740 
2. 739 
2. 740 
2. 739 
2. 740 
2. 739 
2. 740 
2. 739 
2. 740 
1. 712 

2. 365 
2. 703 
2. 703 
2. 703 
2. 703 
2. 703 
2. 703 
2. 703 
2. 703 
2. 703 
2. 703 
2. 703 
2. 703 
2. 703 
2. 703 
2. 703 
2. 702 
2. 703 
2. 702 
2. 703 
2. 702 
2. 703 
2. 702 
2. 703 
2. 702 
2. 703 
2. 702 
2. 703 
2. 702 
2. 703 
2. 702 
2. 703 
2. 702 
2. 703 
2. 702 
2. 703 
2. 702 
0. 338 

2. 333 
2. 667 
2. 667 
2. 667 
2. 667 
2. 667 
2. 667 
2. 667 
2. 667 
2. 667 
2. 667 
2. 667 
2. 667 
2. 667 
2. 666 
2. 667 
2. 666 
2. 667 
2. 666 
2. 667 
2. 666 
2. 667 
2. 666 
2. 667 
2. 666 
2. 667 
2. 666 
2. 667 
2. 666 
2. 667 
2. 666 
2. 667 
2. 666 
2. 667 
2. 666 
2. 667 
2. 666 
1. 667 

2. 303 
2. 632 
2. 632 
2. 632 
2. 632 
2. 632 
2. 632 
2. 631 
2. 632 
2. 631 
2. 632 
2. 631 
2. 632 
2. 631 
2. 632 
2. 631 
2. 632 
2. 631 
2. 632 
2. 631 
2. 632 
2. 631 
2. 632 
2. 631 
2. 632 
2. 631 
2 632 
2. 631 
2. 632 
2. 631 
2. 632 
2. 631 
2. 632 
2. 631 
2. 632 
2. 631 
2. 632 
2. 631 
0. 329 

2. 273 
2. 597 
2. 597 
2. 597 
2. 597 
2. 597 
2. 597 
2. 597 
2. 597 
2. 598 
2. 597 
2. 598 
2. 597 
2. 598 
2. 597 
2. 598 
2. 597 
2. 598 
2. 597 
2. 598 
2. 597 
2. 598 
2. 597 
2. 598 
2. 597 
2. 598 
2. 597 
2. 598 
2. 597 
2. 598 
2. 597 
2. 598 
2. 597 
2. 598 
2. 597 
2. 598 
2. 597 
2. 598 
1. 623 

2. 244 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2, 564 
2. 565 
2. 564 
2. 565 
2. 564 
2. 565 
2. 564 
0. 321 

2. 215 
2. 532 
2. 532 
2. 532 
2. 532 
2. 532 
2. 532 
2. 532 
2. 532 
2. 532 
2. 532 
2. 532 
2. 532 
2. 531 
2. 532 
2. 531 
2. 532 
2. 531 
2. 532 
2. 531 
2. 532 
2. 531 
2. 532 
2. 531 
2. 532 
2. 531 
2. 532 
2. 531 
2. 532 
2. 531 
2. 532 
2. 531 
2. 532 
2. 531 
2. 532 
2. 531 
2. 532 
2. 531 
2. 532 
1. 582 



and the Recovery Period is: 
If the 
Recovery 
Year is: 

40. 0 40. 5 

the 

41. 0 41. 5 

Depreciation 

42. 0 

Rate is: 
42. 5 43. 0 43. 5 44. 0 44. 5 45. 0 45. 5 46. 0 46. 5 47. 0 

1 
2 
3 
4 
5 
6 
7 

8 
9 

10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 
41 
42 
43 
44 
45 
46 
47 
48 

2. 188 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
0. 312 

2. 160 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 470 
2. 469 
2. 470 
2. 469 
2. 470 
2. 469 
2. 470 
2. 469 
2. 470 
2. 469 
2. 470 
1. 543 

2. 134 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2, 439 
2. 439 
2. 439 
2. 439 
2. 440 
2. 439 
0. 305 

2. 108 
2. 410 
2. 410 
2. 410 
2 410 
2. 410 
2. 410 
2. 410 
2 410 
2. 410 
2. 410 
2. 410 
2. 410 
2. 410 
2. 409 
2. 410 
2. 409 
2. 410 
2 409 
2. 410 
2. 409 
2. 410 
2. 409 
2. 410 
2. 409 
2. 410 
2. 409 
2. 410 
2. 409 
2. 410 
2. 409 
2. 410 
2. 409 
2. 410 
2. 409 
2. 410 
2. 409 
2. 410 
2. 409 
2. 410 
2. 409 
1. 506 

2. 083 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 380 
2. 381 
2. 380 
0. 298 

2. 059 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2i353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 352 
2. 353 
2. 352 
2, 353 
1. 470 

2. 035 
2. 326 
2. 326 
2. 326 
2. 326 
2. 326 
2. 326 
2. 326 
2. 325 
2. 326 
2. 325 
2. 326 
2. 325 
2. 326 
2. 325 
2. 326 
2. 325 
2. 326 
2. 325 
2. 326 
2. 325 
2. 326 
2. 325 
2. 326 
2. 325 
2. 326 
2. 325 
2. 326 
2. 325 
2. 326 
2. 325 
2. 326 
2. 325 
2. 326 
2. 325 
2. 326 
2. 325 
2. 326 
2. 325 
2. 326 
2. 325 
2. 326 
2. 325 
0. 291 

2. 011 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 298 
2. 299 
2. 298 
2. 299 
2. 298 
2. 299 
2. 298 
2. 299 
2. 298 
2. 299 
2. 298 
1. 437 

1. 989 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 272 
2. 273 
2. 272 
2. 273 
2. 272 
2. 273 
2. 272 
2. 273 
2. 272 
2. 273 
2. 272 
2. 273 
2. 272 
2. 273 
2. 272 
2. 273 
2. 272 
2. 273 
2. 272 
2. 273 
2. 272 
2. 273 
2. 272 
2. 273 
0. 284 

1. 966 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 248 
2. 247 
2. 248 
2. 247 
2. 248 
2. 247 
2. 248 
2. 247 
2. 248 
2. 247 
2. 248 
2. 247 
2. 248 
2. 247 
2. 248 
2. 247 
1. 405 

1. 944 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 223 
2. 222 
2. 223 
2. 222 
2. 223 
2. 222 
2. 223 
2. 222 
2. 223 
2. 222 
2. 223 
2. 222 
2. 223 
2. 222 
2. 223 
2. 222 
2. 223 
2. 222 
2. 223 
2. 222 
0. 278 

1. 923 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 197 
2. 198 
2. 197 
2. 198 
2. 197 
2. 198 
2. 197 
2. 198 
2. 197 
2. 198 
2. 197 
2. 198 
2. 197 
2. 198 
2. 197 
2. 198 
1. 373 

1. 902 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 173 
2. 174 
2. 173 
2. 174 
2. 173 
2. 174 
2. 173 
0. 272 

1. 882 
2. 151 
2. 151 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
1. 344 

1. 862 
2. 128 
2. 128 
2. 128 
2. 128 
2. 128 
2. 128 
2. 128 
2. 128 
2. 128 
2. 128 
2. 128 
2. 128 
2. 128 
2. 128 
2. 128 
2. 127 
2. 128 
2. 127 
2. 128 
2. 127 
2. 128 
2. 127 
2. 128 
2. 127 
2. 128 
2. 127 
2. 128 
2. 127 
2. 128 
2. 127 
2. 128 
2. 127 
2. 128 
2. 127 
2. 128 
2. 127 
2. 128 
2. 127 
2. 128 
2. 127 
2. 128 
2. 127 
2. 128 
2. 127 
2. 128 
2. 127 
0. 266 



If the 
Recovery 
Year is: 

47. 5 48. 0 48. 5 49. 0 49. 5 50. 0 

the Depreciation Rate is: 

and the Recovery Period is: 

1 

2 
3 

4 
5 
6 
7 
8 
9 

10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 
41 
42 
43 
44 
45 
46 
47 
48 
49 
50 
51 

1, 842 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 106 
2. 105 
2. 106 
2. 105 
2. 106 
2. 105 
2. 106 
2. 105 
2. 106 
2. 105 
2. 106 
2. 105 
2. 106 
2. 105 
2. 106 
2. 105 
2. 106 
2. 105 
2. 106 
2. 105 
2. 106 
2. 105 
2. 106 
2. 105 
1. 316 

1. 823 
2. 083 
2. 083 
2. 083 
2. 083 
2. 083 
2. 083 
2. 083 
2. 083 
2. 083 
2. 083 
2. 083 
2. 083 
2 083 
2. 083 
2. 083 
2. 083 
2. 084 
2. 083 
2. 084 
2. 083 
2. 084 
2. 083 
2. 084 
2. 083 
2. 084 
2. 083 
2. 084 
2. 083 
2. 084 
2. 083 
2. 084 
2. 083 
2. 084 
2. 083 
2. 084 
2. 083 
2. 084 
2. 083 
2. 084 
2. 083 
2. 084 
2. 083 
2. 084 
2. 083 
2. 084 
2. 083 
2. 084 
0. 260 

1. 804 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 061 
2. 062 
2. 061 
2. 062 
2. 061 
2. 062 
2. 061 
2. 062 
2. 061 
2. 062 
2. 061 
2. 062 
1. 288 

1. 786 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 040 
2. 041 
2. 040 
2. 041 
2. 040 
2. 041 
2. 040 
2. 041 
2. 040 
2. 041 
2. 040 
2. 041 
2. 040 
2. 041 
2. 040 
2. 041 
2. 040 
2. 041 
0. 255 

1. 768 
2. 020 
2. 020 
2. 020 
2, 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 021 
2. 020 
2. 021 
2. 020 
2. 021 
2. 020 
2. 021 
2. 020 
2. 021 
2. 020 
2. 021 
2. 020 
2. 021 
2. 020 
2. 021 
2. 020 
2. 021 
2. 020 
1. 263 

1. 750 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2;000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
0. 250 



TABLE 10 General and Alternative Depreciation Systems 
Applicable Depreciation Method: Straight Line 
Applicable Recovery Periods: 2. 5 — 50 years 
Applicable Convention: Rid-quarter (property placed 
in service in second quarterl 

If the 
Recovery 
Year is: 

and the Recovery Period is: 
4. 5 5. 0 

the Depreciation Rate is: 
2. 5 3. 0 3. 5 4. 0 6. 0 6. 5 7. 0 7. 5 8. 0 8. 5 9. 0 9. 5 

1 

2 

3 

4 
5 
6 
7 
8 
9 

10 

25. 00 20. 83 
40. 00 33. 33 
35. 00 33. 34 

12. 50 

17. 86 15. 63 
28. 57 25, 00 
28. 57 25. 00 
25. 00 25. 00 

9. 37 

13. 89 12. 50 
22. 22 20. 00 
22. 22 20. 00 
22. 22 20. 00 
19. 45 20. 00 

7. 50 

11. 36 10. 42 
18. 18 16. 67 
18. 18 16. 67 
18. 18 16. 66 
18. 19 16. 67 
15. 91 16. 66 

6. 25 

9. 62 
15. 38 
15. 38 
15. 39 
15. 38 
15. 39 
13. 46 

8. 93 8. 33 7. 81 
14. 29 13. 33 12. 50 
14. 28 13. 33 12. 50 
14. 29 13. 34 12. 50 
14. 28 13. 33 12. 50 
14. 29 13. 34 12. 50 
14. 28 13. 33 12. 50 
5. 36 11. 67 12. 50 

4. 69 

7. 35 6. 94 6. 58 
11. 77 11. 11 10. 53 
11. 76 11. 11 10. 53 
11. 77 11. 11 10. 53 
11. 76 11. 11 10. 52 
11. 77 11. 11 10, 53 
11. 76 11. 11 10. 52 
11. 77 11. 12 10. 53 
10. 29 11. 11 10. 52 

4. 17 9. 21 

and the Recovery Period is: 

If the 
Recovery 
Year is: 

10. 0 10. 5 11. 0 11. 5 12. 0 12 5 13. 0 13. 5 14. 0 14. 5 15. 0 15. 5 16. 0 16. 5 17. 0 

the Depreciation Rate is: 

Cl 
00 
'V 

I 

O 
CU 

1 
2 

3 

4 

5 
6 
7 
8 

9 
10 
ll 
12 
13 
14 
15 
16 
17 
18 

6. 25 
10. 00 
10. 00 
10. 00 
10. 00 
10. 00 
10. 00 
10. 00 
10. 00 
10. 00 
3. 75 

5. 95 5. 68 5. 43 
9. 52 9. 09 8. 70 
9. 52 9. 09 8. 70 
9. 53 9. 09 8. 70 
9. 52 9. 09 8. 69 
9. 53 9. 09 8. 70 
9. 52 9. 09 8. 69 
9. 53 9. 09 8. 70 
9. 52 9. 09 8. 69 
9. 53 9. 09 8. 70 
8. 33 9. 10 8. 69 

3. 41 7. 61 

5. 21 
8. 33 
8. 33 
8. 33 
8. 33 
8. 33 
8. 34 
8. 33 
8. 34 
8. 33 
8. 34 
8. 33 
3. 13 

5. 00 4. 81 4. 63 4. 46 
8. 00 7. 69 7. 41 7. 14 
8. 00 7. 69 7. 41 7. 14 
8. 00 7. 69 7. 41 7. 14 
8 00 7. 69 7. 41 7. 14 
8. 00 7. 69 7. 41 7. 14 
8. 00 7. 69 7. 41 7. 15 
8. 00 7. 69 7. 41 7. 14 
8. 00 7. 69 7. 40 7. 15 
8. 00 7. 70 7. 41 7. 14 
8. 00 7. 69 7. 40 7. 15 
8. 00 7. 70 7. 41 7. 14 
7. 00 7. 69 7. 40 7. 15 

2. 89 6. 48 7. 14 
2. 68 

4. 31 4. 17 4. 03 3. 91 
6. 90 6. 67 6. 45 6. 25 
6. 90 6. 67 6. 45 6. 25 
6. 90 6. 67 6. 45 6. 25 
6. 90 6. 67 6. 45 6. 25 
6. 90 6. 67 6. 45 6. 25 
6. 89 6. 66 6. 45 6. 25 
6. 90 6. 67 6. 45 6. 25 
6. 89 6. 66 6. 45 6. 25 
6. 90 6. 67 6. 45 6. 25 
6. 89 6. 66 6. 45 6. 25 
6. 90 6. 67 6. 46 6. 25 
6. 89 6. 66 6. 45 6. 25 
6. 90 6. 67 6. 46 6. 25 
6. 03 6. 66 6. 45 6. 25 

2. 50 5. 65 6. 25 
2. 34 

3. 79 3. 68 
6. 06 5. 88 
6. 06 5. 88 
6. 06 5. 88 
6. 06 5. 88 
6. 06 5. 88 
6. 06 5. 88 
6. 06 5. 88 
6. 06 5. 88 
6. 06 5. 88 
6. 06 5. 88 
6. 06 5. 89 
6. 06 5. 88 
6. 06 5. 89 
6. 06 5. 88 
6. 06 5. 89 
5. 31 5. 88 

2. 21 



lO 
CO 
'V 

I 

A 
93 

If the 
Recovery 
Year is: 

1 
2 

3 

4 

5 
6 
7 

8 

9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 

17. 5 

3. 57 
5. 71 
5. 71 
5. 71 
5. 72 
5. 71 
5. 72 
5. 71 
5. 72 
5. 71 
5. 72 
5. 71 
5. 72 
5. 71 
5. 72 
5. 71 
5. 72 
5. 00 

18. 0 

3. 47 
5. 56 
5. 56 
5. 56 
5. 55 
5. 56 
5. 55 
5. 56 
5. 55 
5. 56 
5. 55 
5. 56 
5. 55 
5. 56 
5. 55 
5. 56 
5. 55 
5. 56 
2. 08 

and 

the 

the Recovery 

18. 5 19. 0 

Depreciation 

3. 38 
5. 41 
5. 41 
5. 40 
5 41 
5. 40 
5. 41 
5. 40 
5. 41 
5. 40 
5. 41 
5. 40 
5. 41 
5. 40 
5. 41 
5. 40 
5. 41 
5. 40 
4. 73 

3. 29 
5. 26 
5. 26 
5. 26 
5. 26 
5. 26 
5. 26 
5. 26 
5. 27 
5. 26 
5. 27 
5. 26 
5. 27 
5. 26 
5. 27 
5. 26 
5. 27 
5. 26 
5. 27 
1. 97 

Period is: 

3. 21 
5. 13 
5. 13 
5. 13 
5. 13 
5. 13 
5. 13 
5. 13 
5. 13 
5. 13 
5. 13 
5. 13 
5. 13 
5. 12 
5. 13 
5. 12 
5. 13 
5. 12 
5. 13 
4. 48 

3. 125 
5. 000 
5. 000 
5. 000 
5. 000 
5. 000 
5. 000 
5. 000 
5 000 
5. 000 
5. 000 
5. 000 
5. 000 
5. 000 
5. 000 
5. 000 
5. 000 
5. 000 
5. 000 
5. 000 
1. 875 

19. 5 20. 0 

Rate is: 

20. 5 

3. 049 
4. 878 
4. 878 
4. 878 
4. 878 
4. 878 
4. 878 
4. 878 
4. 878 
4. 878 
4. 878 
4. 878 
4. 878 
4. 878 
4. 878 
4. 878 
4. 878 
4. 878 
4. 878 
4. 878 
4. 269 

21. 0 

2. 976 
4. 762 
4. 762 
4. 762 
4. 762 
4. 762 
4. 762 
4. 762 
4. 762 
4. 762 
4. 762 
4. 762 
4. 762 
4. 762 
4. 762 
4. 762 
4. 762 
4. 762 
4. 761 
4. 762 
4. 761 
1. 786 

21. 5 

2. 907 
4. 651 
4. 651 
4. 651 
4. 651 
4. 651 
4. 651 
4. 651 
4. 651 
4. 651 
4. 651 
4. 651 
4. 651 
4. 651 
4. 651 
4. 651 
4. 652 
4. 651 
4. 652 
4. 651 
4. 652 
4. 070 

22. 0 

2. 841 
4. 545 
4. 545 
4. 545 
4. 546 
4. 545 
4. 546 
4. 545 
4. 546 
4. 545 
4. 546 
4. 545 
4. 546 
4. 545 
4. 546 
4. 545 
4. 546 
4. 545 
4. 546 
4. 545 
4. 546 
4. 545 
1. 705 

22. 5 

2. 778 
4. 444 
4. 444 
4. 444 
4. 445 
4 444 
4. 445 
4. 444 
4. 445 
4. 444 
4. 445 
4. 444 
4. 445 
4. 444 
4. 445 
4. 444 
4. 445 
4. 444 
4. 445 
4. 444 
4. 445 
4. 444 
3. 889 

23. 0 

2. 717 
4. 348 
4. 348 
4. 348 
4. 348 
4. 348 
4. 348 
4. 348 
4. 348 
4. 348 
4. 348 
4. 348 
4. 348 
4. 348 
4. 348 
4. 348 
4. 348 
4. 347 
4. 348 
4. 347 
4. 348 
4. 347 
4. 348 
1. 630 

23. 5 

2. 660 
4. 255 
4. 255 
4. 255 
4. 255 
4. 255 
4. 255 
4. 255 
4. 255 
4. 255 
4. 255 
4. 256 
4. 255 
4. 256 
4. 255 
4. 256 
4. 255 
4. 256 
4. 255 
4. 256 
4. 255 
4. 256 
4. 255 
3. 724 

24. 0 

2. 604 
4. 167 
4. 167 
4. 167 
4. 167 
4. 167 
4. 167 
4. 167 
4. 167 
4. 167 
4. 166 
4. 167 
4. 166 
4. 167 
4. 166 
4. 167 
4. 166 
4. 167 
4. 166 
4. 167 
4. 166 
4. 167 
4. 166 
4. 167 
1. 562 

24. 5 

2. 551 
4. 082 
4. 082 
4. 082 
4. 082 
4. 082 
4. 082 
4. 082 
4. 081 
4. 082 
4. 081 
4. 082 
4. 081 
4. 082 
4. 081 
4. 082 
4. 081 
4. 082 
4. 081 
4. 082 
4. 081 
4. 082 
4. 081 
4. 082 
3. 571 



If the 
Recovety 
Year as: 

and the Recovery Period is: 
25. 0 25. 5 26. 0 26. 5 27. 0 27. 5 28. 0 28. 5 29. 0 29. 5 30-0 30. 5 

the Depreciation Rate is: 

31. 5 32. 0 

1 

2 

3 

4 

5 
6 
7 

8 
9 

10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
3 I 

2. 500 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
1. 500 

2. 451 2. 404 
3. 922 3. 846 
3. 922 3. 846 
3. 922 3. 846 
3. 922 3. 846 
3. 921 3. 846 
3. 922 3. 846 
3. 921 3. 846 
3. 922 3. 846 
3. 921 3. 846 
3. 922 3. 846 
3. 921 3. 846 
3. 922 3. 846 
3. 921 3. 846 
3. 922 3. 846 
3. 921 3. 846 
3. 922 3. 846 
3. 921 3, 846 
3. 922 3. 846 
3. 921 3. 847 
3. 922 3. 846 
3. 921 3, 847 
3. 922 3. 846 
3. 921 3. 847 
3. 922 3. 846 
3. 431 3. 847 

1. 442 

2. 358 
3. 774 
3. 774 
3. 774 
3. 774 
3. 774 
3. 774 
3. 773 
3. 774 
3. 773 
3. 774 
3. 773 
3. 774 
3. 773 
3. 774 
3. 773 
3. 774 
3. 773 
3. 774 
3. 773 
3. 774 
3. 773 
3. 774 
3. 773 
3. 774 
3. 773 
3. 302 

2. 315 2. 273 
3. 704 3. 636 
3. 704 3. 636 
3. 704 3. 636 
3. 704 3. 636 
3. 704 3. 636 
3. 704 3. 636 
3. 704 3. 636 
3. 704 3. 636 
3. 704 3. 637 
3. 704 3. 636 
3. 704 3. 637 
3. 703 3. 636 
3. 704 3i637 
3. 703 3. 636 
3. 704 3. 637 
3. 703 3. 636 
3. 704 3. 637 
3. 703 3. 636 
3. 704 3-637 
3. 703 3. 636 
3. 704 3. 637 
3. 703 3. 636 
3. 704 3. 637 
3. 703 3. 636 
3. 704 3. 637 
3. 703 3. 636 
1. 389 3. 182 

2. 232 2. 193 
3. 571 3. 509 
3. 571 3. 509 
3. 571 3. 509 
3. 571 3. 509 
3. 572 3. 509 
3. 571 3. 509 
3. 572 3. 509 
3. 571 3. 509 
3. 572 3. 509 
3. 571 3. 509 
3. 572 3. 509 
3. 571 3. 509 
3. 572 3. 509 
3. 571 3. 509 
3. 572 3. 509 
3. 571 3. 509 
3. 572 3. 508 
3. 571 3. 509 
3. 572 3. 508 
3. 571 3. 509 
3. 572 3. 508 
3. 571 3. 509 
3. 572 3. 508 
3. 571 3. 509 
3. 572 3. 508 
3. 571 3. 509 
3. 572 3. 508 
1. 339 3. 070 

2. 155 
3. 448 
3. 448 
3. 448 
3. 448 
3. 448 
3. 448 
3. 448 
3. 448 
3. 448 
3. 448 
3. 448 
3. 448 
3. 448 
3. 449 
3. 448 
3. 449 
3. 448 
3. 449 
3. 448 
3. 449 
3. 448 
3. 449 
3. 448 
3. 449 
3. 448 
3. 449 
3. 448 
3. 449 
1. 293 

2. 119 2. 083 
3. 390 3. 333 
3. 390 3. 333 
3. 390 3. 333 
3. 390 3. 333 
3. 390 3. 333 
3. 390 3. 333 
3 390 3. 333 
3. 390 3. 333 
3. 390 3. 333 
3. 390 3. 333 
3. 390 3. 334 
3. 390 3. 333 
3. 390 3. 334 
3. 390 3. 333 
3. 390 3. 334 
3. 390 3. 333 
3. 390 3. 334 
3. 390 3. 333 
3. 390 3. 334 
3. 389 3. 333 
3. 390 3. 334 
3. 389 3. 333 
3. 390 3. 334 
3. 389 3. 333 
3. 390 3. 334 
3. 389 3. 333 
3. 390 3. 334 
3. 389 3. 333 
2. 966 3. 334 

1. 250 

2. 049 
3. 279 
3. 279 
3. 279 
3. 279 
3. 279 
3. 279 
3. 279 
3. 279 
3. 279 
3. 279 
3. 279 
3. 279 
3. 278 
3. 279 
3. 278 
3. 279 
3. 278 
3. 279 
3. 278 
3. 279 
3. 278 
3. 279 
3. 278 
3 279 
3. 278 
3. 279 
3. 278 
3. 279 
3. 278 
2. 869 

2. 016 
3. 226 
3. 226 
3. 226 
3. 226 
3. 226 
3. 226 
3. 226 
3. 226 
3. 226 
3. 226 
3. 226 
3. 226 
3. 226 
3. 226 
3. 226 
3. 226 
3. 226 
3. 226 
3. 226 
3. 225 
3. 226 
3. 225 
3. 226 
3. 225 
3. 226 
3. 225 
3. 226 
3. 225 
3. 226 
3. 225 
1. 210 

1. 984 
3. 175 
3. 175 
3. 175 
3. 175 
3. 175 
3. 175 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
2. 778 

1. 953 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
1. 172 

LD 
00 

I 

O 
CU 



If the 
Recovery 
Year ls: 

and the Recovery Perxod is: 
32 5 33 0 33. 5 34 0 34 5 35 0 35 5 

the Depreciation Rate is: 
36. 0 36. 5 37. 0 37. 5 38. 0 38. 5 39. 0 39. 5 

1 

2 

3 

4 
5 
6 
7 

8 
9 

10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 

1. 923 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 076 
3. 077 
3. 076 
2. 692 

1. 894 
3. 030 
3. 030 
3. 030 
3. 030 
3. 030 
3. 030 
3. 030 
3. 030 
3. 030 
3. 030 
3. 030 
3. 030 
3. 030 
3. 031 
3. 030 
3. 031 
3. 030 
3. 031 
3. 030 
3. 031 
3. 030 
3. 031 
3. 030 
3. 031 
3. 030 
3. 031 
3. 030 
3. 031 
3. 030 
3. 031 
3. 030 
3. 031 
1. 136 

1. 866 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 9S5 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 986 
2. 985 
2. 986 
2. 612 

1. 838 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 942 
2. 941 
2. 942 
2. 941 
2. 942 
2. 941 
2. 942 
2. 941 
2. 942 
2. 941 
2. 942 
1. 103 

1. 812 
2. 899 
2. 899 
2. 899 
2 898 
2. 899 
2. 898 
2. 899 
2. 898 
2. 899 
2 898 
2. 899 
2. 898 
2. 899 
2. 898 
2. 899 
2. 898 
2. 899 
2. 898 
2. 899 
2. 898 
2. 899 
2. 898 
2. 899 
2. 898 
2 899 
2. 898 
2. 899 
2. 898 
2. 899 
2. 898 
2. 899 
2. 898 
2. 899 
2. 536 

1. 786 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2;857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 858 
2. 857 
2. 858 
2. 857 
2. 858 
2. 857 
2. 858 
2. 857 
1. 072 

1. 761 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 816 
2. 817 
2. 816 
2. 817 
2. 816 
2. 817 
2. 464 

1. 736 
2. 778 
2. 778 
2. 778 
2. 778 
2. 778 
2. 778 
2. 778 
2. 778 
2. 778 
2. 778 
2. 778 
2. 778 
2. 778 
2. 778 
2. 778 
2. 778 
2. 778 
2. 778 
2. 778 
2. 778 
2. 777 
2. 778 
2. 777 
2. 778 
2. 777 
2. 778 
2. 777 
2. 778 
2. 777 
2. 778 
2. 777 
2. 778 
2. 777 
2. 778 
2. 777 
1. 042 

1. 712 
2. 740 
2. 740 
2. 740 
2. 740 
2. 740 
2. 740 
2. 740 
2. 740 
2. 740 
2. 740 
2. 740 
2. 740 
2. 740 
2. 740 
2. 740 
2. 740 
2. 740 
2. 739 
2. 740 
2. 739 
2. 740 
2. 739 
2. 740 
2. 739 
2. 740 
2. 739 
2. 740 
2. 739 
2. 740 
2. 739 
2. 740 
2. 739 
2. 740 
2. 739 
2. 740 
2. 397 

1. 689 
2. 703 
2. 703 
2. 703 
2. 703 
2. 703 
2. 703 
2. 703 
2. 703 
2. 703 
2. 703 
2. 703 
2. 703 
2. 703 
2. 703 
2. 703 
2. 703 
2. 702 
2. 703 
2. 702 
2. 703 
2. 702 
2. 703 
2. 702 
2. 703 
2. 702 
2, 703 
2. 702 
2. 703 
2. 702 
2. 703 
2. 702 
2. 703 
2. 702 
2. 703 
2. 702 
2. 703 
1. 013 

1, 667 
2. 667 
2. 667 
2. 667 
2. 667 
2. 667 
2. 667 
2. 667 
2. 667 
2. 667 
2. 667 
2. 667 
2. 667 
2. 666 
2. 667 
2. 666 
2. 667 
2. 666 
2. 667 
2. 666 
2. 667 
2. 666 
2. 667 
2. 666 
2. 667 
2. 666 
2. 667 
2. 666 
2. 667 
2. 666 
2. 667 
2. 666 
2. 667 
2. 666 
2. 667 
2. 666 
2. 667 
2. 333 

1. 645 
2. 632 
2. 632 
2. 632 
2. 632 
2. 632 
2. 632 
2. 631 
2. 632 
2. 631 
2. 632 
2. 631 
2. 632 
2. 631 
2. 632 
2. 631 
2. 632 
2. 631 
2. 632 
2. 631 
2. 632 
2. 631 
2. 632 
2, 631 
2. 632 
2. 631 
2. 632 
2. 631 
2. 632 
2. 631 
2. 632 
2. 631 
2. 632 
2. 631 
2. 632 
2. 631 
2 632 
2. 631 
0. 987 

1. 623 
2. 597 
2. 597 
2. 597 
2. 597 
2. 597 
2. 597 
2. 597 
2. 598 
2. 597 
2. 598 
2. 597 
2. 598 
2. 597 
2. 598 
2. 597 
2. 598 
2. 597 
2. 598 
2. 597 
2. 598 
2. 597 
2. 598 
2. 597 
2. 598 
2. 597 
2. 598 
2. 597 
2. 598 
2. 597 
2. 598 
2. 597 
2. 598 
2. 597 
2. 598 
2. 597 
2, 598 
2. 597 
2. 273 

1. 603 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 565 
2. 564 
2. 565 
2. 564 
2. 565 
2. 564 
0. 962 

1. 582 
2. 532 
2. 532 
2. 532 
2. 532 
2. 532 
2. 532 
2. 532 
2. 532 
2. 532 
2. 532 
2. 532 
2. 532 
2. 531 
2. 532 
2. 531 
2. 532 
2. 531 
2. 532 
2. 531 
2. 532 
2. 531 
2. 532 
2. 531 
2. 532 
2. 531 
2. 532 
2. 531 
2. 532 
2. 531 
2. 532 
2. 531 
2. 532 
2. 531 
2. 532 
2. 531 
2. 532 
2. 531 
2. 532 
2. 215 



and the Recovery Period is: 
If the 
Recovery 
Year is: 

40 0 40. 5 

the 

41. 0 41. 5 

Depreciation 

42. 0 

Rate is: 
42. 5 43. 0 43. 5 44. 0 44. 5 45. 0 45. 5 46. 0 46. 5 47. 0 

LD 
00 

I 

FV 

A 
W 

1 
2 
3 
4 

5 
6 
7 
8 
9 

10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 
41 
42 
43 
44 
45 
46 
47 
48 

1. 563 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
0. 937 

1. 543 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 470 
2. 469 
2. 470 
2. 469 
2. 470 
2. 469 
2. 470 
2. 469 
2. 470 
2. 469 
2. 161 

1. 524 
2. 439 
2. 439 
2. 439 
2 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 440 
2. 439 
0. 915 

1. 506 
2. 410 
2. 410 
2. 410 
2. 410 
2. 410 
2. 410 
2. 410 
2. 410 
2. 410 
2. 410 
2. 410 
2. 410 
2. 409 
2. 410 
2. 409 
2. 410 
2. 409 
2. 410 
2. 409 
2. 410 
2. 409 
2. 410 
2. 409 
2. 410 
2. 409 
2. 410 
2. 409 
2. 410 
2. 409 
2. 410 
2. 409 
2. 410 
2. 409 
2. 410 
2. 409 
2. 410 
2. 409 
2. 410 
2. 409 
2. 410 
2. 108 

1. 488 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 380 
2. 381 
2. 380 
0. 893 

1. 471 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 352 
2. 353 
2. 352 
2. 353 
2. 058 

1. 453 
2. 326 
2. 326 
2. 326 
2. 326 
2. 326 
2. 326 
2. 326 
2. 326 
2. 325 
2. 326 
2. 325 
2. 326 
2. 325 
2. 326 
2. 325 
2. 326 
2. 325 
2. 326 
2. 325 
2. 326 
2. 325 
2. 326 
2. 325 
2. 326 
2. 325 
2. 326 
2. 325 
2. 326 
2. 325 
2. 326 
2. 325 
2. 326 
2. 325 
2. 326 
2. 325 
2. 326 
2. 325 
2. 326 
2. 325 
2. 326 
2. 325 
2. 326 
0. 872 

1. 437 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 298 
2. 299 
2. 298 
2. 299 
2. 298 
2. 299 
2. 298 
2. 299 
2. 298 
2. 299 
2. 298 
2. 299 
2. 011 

1. 420 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 272 
2. 273 
2. 272 
2. 273 
2. 272 
2. 273 
2. 272 
2. 273 
2. 272 
2. 273 
2. 272 
2. 273 
2. 272 
2. 273 
2. 272 
2. 273 
2. 272 
2. 273 
2 272 
2. 273 
2. 272 
2. 273 
0. 852 

1. 404 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 248 
2. 247 
2. 248 
2. 247 
2. 248 
2. 247 
2. 248 
2. 247 
2. 248 
2. 247 
2. 248 
2. 247 
2. 248 
2. 247 
2. 248 
2. 247 
1. 967 

l. 389 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 223 
2. 222 
2. 223 
2. 222 
2. 223 
2. 222 
2. 223 
2. 222 
2. 223 
2. 222 
2. 223 
2. 222 
2. 223 
2. 222 
2. 223 
2. 222 
2. 223 
2. 222 
2. 223 
0. 833 

1. 374 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 197 
2. 198 
2. 197 
2. 198 
2. 197 
2. 198 
2. 197 
2. 198 
2. 197 
2. 198 
2. 197 
2. 198 
2. 197 
2. 198 
2. 197 
2. 198 
2. 197 
1. 923 

l. 359 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 173 
2. 174 
2. 173 
2. 174 
2. 173 
2. 174 
2. 173 
2. 174 
0. 815 

1. 344 
2. 151 
2. 151 
2. 151 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
1. 882 

1. 330 
2. 128 
2. 128 
2. 128 
2. 128 
2. 128 
2. 128 
2. 128 
2. 128 
2. 128 
2 128 
2. 128 
2. 128 
2. 128 
2. 128 
2. 128 
2. 127 
2. 128 
2 127 
2. 128 
2. 127 
2. 128 
2. 127 
2. 128 
2. 127 
2. 128 
2. 127 
2. 128 
2. 127 
2. 128 
2. 127 
2. 128 
2. 127 
2. 128 
2. 127 
2. 128 
2. 127 
2. 128 
2. 127 
2. 128 
2. 127 
2. 128 
2. 127 
2. 128 
2. 127 
2. 128 
2. 127 
0. 798 



'V 
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If the 
Recovery 
Year is: 

47. 5 48. 0 48. 5 49. 0 49. 5 50. 0 

the Depreciation Rate is: 

and the Recovery Period is: 

00 

I 

O 
W 

1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 
41 
42 
43 
44 
45 
46 
47 
48 
49 
50 
51 

1. 316 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 106 
2. 105 
2. 106 
2. 105 
2. 106 
2. 105 
2. 106 
2. 105 
2. 106 
2. 105 
2. 106 
2. 105 
2. 106 
2. 105 
2. 106 
2. 105 
2. 106 
2. 105 
2. 106 
2. 105 
2. 106 
2. 105 
2. 106 
1. 842 

1. 302 
2. 083 
2. 083 
2. 083 
2. 083 
2. 083 
2. 083 
2. 083 
2. 083 
2. 083 
2. 083 
2. 083 
2. 083 
2. 083 
2. 083 
2. 083 
2. 083 
2. 084 
2. 083 
2. 084 
2. 083 
2. 084 
2. 083 
2. 084 
2. 083 
2. 084 
2. 083 
2. 084 
2. 083 
2. 084 
2. 083 
2. 084 
2. 083 
2. 084 
2. 083 
2. 084 
2. 083 
2. 084 
2. 083 
2. 084 
2. 083 
2. 084 
2. 083 
2. 084 
2. 083 
2. 084 
2. 083 
2. 084 
0. 781 

1. 289 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 061 
2. 062 
2. 061 
2. 062 
2. 061 
2. 062 
2. 061 
2. 062 
2. 061 
2. 062 
2. 061 
2. 062 
2. 061 
1. 804 

1. 276 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 040 
2. 041 
2. 040 
2. 041 
2. 040 
2. 041 
2. 040 
2. 041 
2. 040 
2. 041 
2. 040 
2. 041 
2. 040 
2. 041 
2. 040 
2. 041 
2. 040 
2. 041 
0. 765 

1. 263 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 021 
2. 020 
2. 021 
2. 020 
2. 021 
2. 020 
2. 021 
2. 020 
2. 021 
2. 020 
2. 021 
2. 020 
2. 021 
2. 020 
2. 021 
2. 020 
2. 021 
2. 020 
1. 768 

1. 250 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2;000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2 000 
2, 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
0. 750 



TABLE 11 General and Alternative Depreciation Systems 
Applicable Depreciation Nethod: Straioht Line 
Applicable Recovery Periods: 2. 5 - 50 years 
Applicable Convention: Kid-quarter (property placed 
in service in third quarter) 

If the 
Recovery 
Year is: 

and the Recovery Period is: 
2. 5 3, 0 3. 5 4. 0 4. 5 5. 0 

the Depreciation Rate is: 
5. 5 6. 0 6. 5 7. 0 7. 5 8. 0 8 5 9, 0 9. 5 

1 
2 

3 

4 

5 
6 
7 

8 
9 

10 
11 

15. 00 12-50 
40. 00 33. 33 
40. 00 33. 34 
5. 00 20. 83 

10-71 9. 38 
28. 57 25. 00 
28. 57 25. 00 
28. 58 25. 00 
3. 57 15. 62 

8. 33 7. 50 
22. 22 20. 00 
22. 22 20. 00 
22. 23 20. 00 
22. 22 20. 00 

2 78 12 50 

6. 82 6. 25 
18. 18 16. 67 
18. 18 16. 67 
18. 18 16. 66 
18. 18 16. 67 
18. 19 16. 66 
2. 27 10. 42 

5. 77 
15. 38 
15. 39 
15. 38 
15. 39 
15. 38 
15. 39 
1. 92 

5. 36 5. 00 4. 69 
14. 29 13. 33 12. 50 
14. 28 13. 33 12. 50 
14. 29 13. 33 12. 50 
14. 28 13. 34 12. 50 
14. 29 13. 33 12. 50 
14. 28 13. 34 12. 50 
8. 93 13. 33 12. 50 

1. 67 7. 81 

4. 41 4. 17 3. 95 
11 76 11 11 10 53 
11. 77 11. 11 10. 53 
11. 76 11. 11 10. 52 
11. 77 11. 11 10. 53 
11. 76 11. 11 10. 52 
11. 77 11. 11 10. 53 
11. 76 11. 11 10. 52 
11. 77 11. 11 10. 53 
1, 47 6. 95 10. 52 

1. 32 

and the Recovery Period is: 
If the 
Recovery 
Year is: 

10. 0 10. 5 11. 0 11. 5 12. 0 12. 5 13. 0 13. 5 14. 0 14. 5 15. 0 15. 5 16. 0 16. 5 17. 0 

the Depreciation Rate is 

lD 
00 

I 

O 
93 

1 
2 
3 

4 
5 

6 
7 

8 

9 
10 
ll 
12 
13 
14 
15 
16 
17 
18 

3. 75 3. 57 3. 41 3. 26 
10. 00 9. 52 9. 09 8. 70 
10. 00 9. 52 9. 09 8. 70 
10. 00 9. 52 9. 09 8. 69 
10. 00 9. 53 9. 09 8. 70 
10. 00 9. 52 9. 09 8. 69 
10. 00 9. 53 9. 09 8. 70 
10. 00 9. 52 9. 09 8. 69 
10. 00 9. 53 9. 09 8. 70 
10. 00 9. 52 9. 09 8. 69 
6. 25 9. 53 9. 10 8. 70 

1. 19 5. 68 8. 69 
1. 09 

3. 13 
8. 33 
8. 33 
8. 33 
8. 33 
8. 33 
8. 34 
8. 33 
8. 34 
8. 33 
8. 34 
8. 33 
5. 21 

3. 00 
8. 00 
8. 00 
8. 00 
8. 00 
8. 00 
8. 00 
8. 00 
8. 00 
8. 00 
8. 00 
8. 00 
8. 00 
1. 00 

2. 88 2. 78 2. 68 2. 59 
7. 69 7. 41 7. 14 6. 90 
7. 69 7. 41 7. 14 6. 90 
7. 69 7. 41 7. 14 6. 90 
7. 69 7. 41 7. 14 6. 90 
7. 69 7. 41 7. 14 6. 89 
7. 69 7. 41 7. 14 6. 90 
7. 70 7. 40 7. 14 6. 89 
7 69 7. 41 7. 15 6. 90 
7. 70 7. 40 7. 14 6. 89 
7. 69 7. 41 7, 15 6. 90 
7. 70 7. 40 7. 14 6. 89 
7. 69 7. 41 7. 15 6. 90 
4. 81 7. 40 7. 14 6. 89 

0. 93 4. 47 6. 90 
0. 86 

2. 50 2. 42 
6. 67 6. 45 
6. 67 6. 45 
6. 67 6. 45 
6. 67 6. 45 
6. 67 6. 45 
6. 66 6. 45 
6. 67 6. 45 
6. 66 6. 45 
6. 67 6. 45 
6. 66 6. 45 
6. 67 6. 45 
6. 66 6. 46 
6. 67 6. 45 
6. 66 6. 46 
4. 17 6. 45 

0. 81 

2. 34 2. 27 2. 21 
6. 25 6. 06 5. 88 
6. 25 6. 06 5. 88 
6. 25 6. 06 5. 88 
6. 25 6. 06 5. 88 
6. 25 6. 06 5. 88 
6. 25 6. 06 5. 88 
6. 25 6. 06 5. 88 
6. 25 6. 06 5. 88 
6. 25 6. 06 5. 88 
6. 25 6. 06 5. 88 
6. 25 6. 06 5. 89 
6. 25 6. 06 5. 88 
6, 25 6. 06 5. 89 
6. 25 6. 06 5. 88 
6. 25 6. 07 5. 89 
3. 91 6. 06 5. 88 

0. 76 3. 68 



If the 
Recovery 
Year is: 

17. 5 18. 0 

and 

the 

the Recovery 

19. 0 18. 5 

Depreciation Rate ls: 

Period is: 
19. 5 20. 0 20. 5 21. 0 21 5 22. 0 22. 5 23. 0 23. 5 24. 0 24. 5 

I 
2 

3 

4 
5 
6 
7 
8 
9 

10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 

2. 14 
5. 71 
5. 71 
5. 72 
5. 71 
5. 72 
5. 71 
5. 72 
5. 71 
5. 72 
5 71 
5. 72 
5. 71 
5. 72 
5. 71 
5. 72 
5. 71 
5. 72 
0. 71 

2. 08 
5. 56 
5. 56 
5. 56 
5. 55 
5. 56 
5. 55 
5. 56 
5. 55 
5. 56 
5. 55 
5. 56 
5. 55 
5. 56 
5. 55 
5. 56 
5. 55 
5. 56 
3. 47 

2. 03 
5. 41 
5. 40 
5. 41 
5 40 
5. 41 
5. 40 
5. 41 
5. 40 
5. 41 
5. 40 
5. 41 
5. 40 
5. 41 
5. 40 
5. 41 
5. 40 
5. 41 
5. 40 
0. 68 

1. 97 
5. 26 
5. 26 
5. 26 
5. 26 
5. 26 
5. 26 
5. 26 
5. 27 
5. 26 
5. 27 
5. 26 
5. 27 
5. 26 
5. 27 
5. 26 
5. 27 
5. 26 
5. 27 
3. 29 

1. 92 
5. 13 
5. 13 
5. 13 
5. 13 
5. 13 
5. 13 
5. 13 
5. 13 
5. 13 
5. 13 
5. 13 
5. 13 
5. 13 
5. 12 
5. 13 
5. 12 
5. 13 
5. 12 
5. 13 
0. 64 

1. 875 
5. 000 
5. 000 
5. 000 
5. 000 
5. 000 
5. 000 
5. 000 
5. 000 
5. 000 
5. 000 
5. 000 
5. 000 
5; 000 
5. 000 
5. 000 
5. 000 
5. 000 
5. 000 
5. 000 
3. 125 

1. 829 
4. 878 
4. 878 
4. 878 
4. 878 
4. 878 
4. 878 
4. 878 
4. 878 
4. 878 
4. 878 
4. 878 
4. 878 
4. 878 
4. 878 
4. 878 
4. 878 
4. 878 
4. 878 
4. 879 
4. 878 
0. 610 

1. 786 
4. 762 
4. 762 
4. 762 
4. 762 
4. 762 
4. 762 
4. 762 
4. 762 
4. 762 
4. 762 
4. 762 
4. 762 
4. 762 
4. 762 
4. 762 
4. 762 
4. 762 
4. 761 
4. 762 
4. 761 
2. 976 

1. 744 
4. 651 
4. 651 
4. 651 
4. 651 
4. 651 
4. 651 
4. 651 
4. 651 
4. 651 
4. 651 
4. 651 
4. 651 
4. 651 
4. 651 
4. 652 
4. 651 
4. 652 
4. 651 
4. 652 
4. 651 
4. 652 
0. 581 

1. 705 
4. 545 
4. 545 
4. 545 
4. 546 
4. 545 
4. 546 
4. 545 
4. 546 
4. 54S 
4. 546 
4. 545 
4. 546 
4. 545 
4. 546 
4. 545 
4. 546 
4. 545 
4. 546 
4. 545 
4. 546 
4. 545 
2. 841 

1. 667 
4. 444 
4. 444 
4. 444 
4. 444 
4. 445 
4. 444 
4. 445 
4. 444 
4. 445 
4. 444 
4. 445 
4. 444 
4. 445 
4. 444 
4. 445 
4. 444 
4. 445 
4. 444 
4. 445 
4. 444 
4. 445 
4. 444 
0. 556 

1. 630 
4. 348 
4. 348 
4. 348 
4. 348 
4. 348 
4. 348 
4. 348 
4. 348 
4. 348 
4. 348 
4. 348 
4. 348 
4. 348 
4. 348 
4. 348 
4. 348 
4. 347 
4. 348 
4. 347 
4. 348 
4. 347 
4. 348 
2. 717 

1. 596 
4. 255 
4. 255 
4. 255 
4. 255 
4. 255 
4. 255 
4. 255 
4. 255 
4. 255 
4. 256 
4. 255 
4. 256 
4. 255 
4. 256 
4. 255 
4. 256 
4. 255 
4. 256 
4. 255 
4. 256 
4. 255 
4. 256 
4. 255 
0. 532 

1. 563 
4. 167 
4. 167 
4. 167 
4. 167 
4. 167 
4. 167 
4. 167 
4. 166 
4. 167 
4. 166 
4. 167 
4. 166 
4. 167 
4. 166 
4. 167 
4. 166 
4. 167 
4. 166 
4. 167 
4. 166 
4. 167 
4. 166 
4. 167 
2. 604 

1. 531 
4. 082 
4. 082 
4. 082 
4. 082 
4. 082 
4. 082 
4. 081 
4. 082 
4. 081 
4. 082 
4. 081 
4. 082 
4. 081 
4. 082 
4. 081 
4. 082 
4. 081 
4. 082 
4. 081 
4. 082 
4. 081 
4. 082 
4. 081 
4. 082 
0. 510 



If the 
Recovery 
Year is: 

and the Recovery Period is: 
25. 0 25. 5 26. 0 26. 5 27. 0 27. 5 28. 0 28. 5 29. 0 

the Depreciation Rate is: 
29. 5 30. 0 30. 5 31. 0 31. 5 32. 0 

1 
2 
3 
4 
5 

6 
7 

8 
9 

10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 

1. 500 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
2. 500 

1. 471 
3. 922 
3. 922 
3. 922 
3. 921 
3. 922 
3. 921 
3. 922 
3. 921 
3. 922 
3. 921 
3. 922 
3. 921 
3. 922 
3. 921 
3. 922 
3. 921 
3. 922 
3. 921 
3. 922 
3. 921 
3. 922 
3. 921 
3. 922 
3 921 
3. 922 
0. 490 

1. 442 1. 415 
3. 846 3. 774 
3. 846 3. 774 
3. 846 3. 774 
3. 846 3. 774 
3. 846 3. 774 
3. 846 3. 773 
3. 846 3. 774 
3. 846 3. 773 
3. 846 3. 774 
3. 846 3. 773 
3. 846 3. 774 
3. 846 3. 773 
3. 846 3. 774 
3. 846 3. 773 
3. 846 3. 774 
3. 846 3. 773 
3. 846 3. 774 
3. 846 3. 773 
3. 847 3. 774 
3. 846 3. 773 
3. 847 3. 774 
3. 846 3. 773 
3. 847 3. 774 
3. 846 3. 773 
3. 847 3. 774 
2 404 3. 773 

0. 472 

1 389 1. 364 
3. 704 3. 636 
3. 704 3. 636 
3. 704 3. 636 
3. 704 3. 636 
3. 704 3. 636 
3. 704 3. 636 
3. 704 3. 636 
3. 704 3. 636 
3. 704 3. 636 
3. 704 3. 637 
3. 704 3. 636 
3. 703 3. 637 
3. 704 3;636 
3. 703 3. 637 
3. 704 3. 636 
3. 703 3. 637 
3. 704 3. 636 
3. 703 3. 637 
3. 704 3. 636 
3. 703 3. 637 
3. 704 3. 636 
3. 703 3. 637 
3. 704 3. 636 
3. 703 3. 637 
3. 704 3. 636 
3. 703 3. 637 
2. 315 3. 636 

0 455 

1. 339 1. 316 
3. 571 3. 509 
3. 571 3. 509 
3. 571 3. 509 
3. 571 3. 509 
3. 572 3. 509 
3. 571 3. 509 
3. 572 3. 509 
3. 571 3. 509 
3. 572 3. 509 
3. 571 3. 509 
3. 572 3. 509 
3. 571 3. 509 
3. 572 3. 509 
3. 571 3. 509 
3. 572 3. 509 
3. 571 3. 508 
3. 572 3. 509 
3. 571 3. 508 
3. 572 3. 509 
3. 571 3. 508 
3. 572 3 509 
3. 571 3. 508 
3. 572 3. 509 
3. 571 3. 508 
3. 572 3. 509 
3. 571 3. 508 
3. 572 3. 509 
2. 232 3. 508 

0. 439 

1. 293 
3. 448 
3. 448 
3. 448 
3. 448 
3. 448 
3. 448 
3. 448 
3. 448 
3. 448 
3. 448 
3. 448 
3. 448 
3. 448 
3. 449 
3. 448 
3. 449 
3. 448 
3. 449 
3. 448 
3. 449 
3. 448 
3. 449 
3. 448 
3. 449 
3. 448 
3. 449 
3. 448 
3. 449 
2. 155 

1. 271 
3. 390 
3. 390 
3. 390 
3. 390 
3. 390 
3. 390 
3. 390 
3. 390 
3. 390 
3. 390 
3. 390 
3. 390 
3. 390 
3. 390 
3. 390 
3. 390 
3. 390 
3. 390 
3. 390 
3. 390 
3. 389 
3. 390 
3. 389 
3. 390 
3. 389 
3. 390 
3. 389 
3. 390 
3. 389 
0. 424 

1. 250 
3. 333 
3. 333 
3. 333 
3. 333 
3. 333 
3. 333 
3. 333 
3. 333 
3. 333 
3. 333 
3. 334 
3. 333 
3. 334 
3. 333 
3. 334 
3. 333 
3. 334 
3. 333 
3. 334 
3. 333 
3. 334 
3. 333 
3. 334 
3. 333 
3. 334 
3. 333 
3. 334 
3. 333 
3. 334 
2. 083 

1. 230 
3. 279 
3. 279 
3. 279 
3. 279 
3. 279 
3. 279 
3. 279 
3. 279 
3. 279 
3. 279 
3. 279 
3. 278 
3. 279 
3. 278 
3. 279 
3. 278 
3. 279 
3. 278 
3. 279 
3. 278 
3. 279 
3. 278 
3. 279 
3. 278 
3. 279 
3. 278 
3. 279 
3. 278 
3. 279 
3. 278 
0. 410 

1. 210 
3. 226 
3. 226 
3. 226 
3. 226 
3. 226 
3. 226 
3. 226 
3. 226 
3. 226 
3. 226 
3. 226 
3. 226 
3. 226 
3. 226 
3. 226 
3. 226 
3. 226 
3. 226 
3. 226 
3. 225 
3. 226 
3. 225 
3. 226 
3. 225 
3. 226 
3. 225 
3. 226 
3. 225 
3. 226 
3. 225 
2. 016 

1. 190 
3. 175 
3. 175 
3. 175 
3. 175 
3. 175 
3. 175 
3. 175 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
0. 397 

1. 172 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
1. 953 



If the 
Recovery 
Year is: 

32. 5 33. 0 33. 5 34. 0 34. 5 

the Depreciation Rate is: 

and the Recovery Period is: 
35. 0 35. 5 36. 0 36. 5 37. 0 37. 5 38. 0 38. 5 39. 0 39. 5 

1 

2 

3 
4 
5 
6 
7 

8 
9 

10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 
41 

1. 154 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 076 
3. 077 
3. 076 
3. 077 
3. 076 
0. 385 

1. 136 
3. 030 
3. 030 
3. 030 
3. 030 
3. 030 
3. 030 
3. 030 
3. 030 
3. 030 
3. 030 
3. 030 
3. 030 
3. 030 
3. 031 
3. 030 
3. 031 
3. 030 
3. 031 
3. 030 
3. 031 
3. 030 
3. 031 
3. 030 
3. 031 
3. 030 
3 031 
3. 030 
3. 031 
3. 030 
3. 031 
3. 030 
3. 031 
1. 894 

1. 119 
2. 9&5 
2. 985 
2. 9&5 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 9&5 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 986 
2. 985 
2. 986 
2. 985 
2. 986 
0. 373 

1. 103 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 942 
2. 941 
2. 942 
2. 941 
2. 942 
2. 941 
2. 942 
2. 941 
2. 942 
2. 941 
2. 942 
1. 838 

1. 087 
2. 899 
2. 899 
2. 899 
2. 899 
2. 898 
2. 899 
2. 898 
2. 899 
2. 898 
2. 899 
2. 898 
2. 899 
2. 898 
2. 899 
2. 898 
2. 899 
2. 898 
2. 899 
2. 898 
2. 899 
2. 898 
2. 899 
2. 898 
2. 899 
2. 898 
2. 899 
2. 898 
2. 899 
2. 898 
2. 899 
2. 898 
2. 899 
2. 898 
2. 899 
0. 362 

1. 071 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2;857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 858 
2. 857 
2. 858 
2. 857 
2. 858 
2. 857 
2. 858 
2. 857 
2. 858 
2. 857 
1. 786 

1. 056 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 816 
2. 817 
2. 816 
2. 817 
2. 816 
2. 817 
0. 352 

1. 042 
2. 778 
2. 778 
2, 778 
2. 778 
2. 778 
2. 778 
2. 778 
2. 778 
2. 778 
2. 778 
2. 778 
2. 778 
2. 778 
2. 778 
2. 778 
2. 778 
2. 778 
2. 778 
2. 778 
2. 778 
2. 777 
2. 778 
2. 777 
2. 778 
2. 777 
2. 778 
2. 777 
2. 778 
2. 777 
2. 778 
2. 777 
2. 778 
2. 777 
2. 778 
2. 777 
1. 736 

1. 027 
2. 740 
2. 740 
2. 740 
2. 740 
2. 740 
2. 740 
2. 740 
2. 740 
2. 740 
2. 740 
2. 740 
2. 740 
2. 740 
2. 740 
2. 740 
2. 740 
2. 740 
2. 740 
2. 739 
2. 740 
2. 739 
2. 740 
2. 739 
2. 740 
2. 739 
2. 740 
2. 739 
2. 740 
2. 739 
2. 740 
2. 739 
2. 740 
2. 739 
2. 740 
2. 739 
2. 740 
0. 342 

1. 014 
2. 703 
2. 703 
2. 703 
2. 703 
2. 703 
2. 703 
2. 703 
2. 703 
2. 703 
2. 703 
2. 703 
2. 703 
2. 703 
2. 703 
2. 702 
2. 703 
2. 702 
2. 703 
2. 702 
2. 703 
2. 702 
2. 703 
2. 702 
2. 703 
2. 702 
2. 703 
2. 702 
2. 703 
2. 702 
2. 703 
2. 702 
2. 703 
2. 702 
2. 703 
2. 702 
2. 703 
1. 689 

1. 000 
2. 667 
2. 667 
2. 667 
2. 667 
2. 667 
2. 667 
2. 667 
2. 667 
2. 667 
2. 667 
2. 667 
2. 667 
2. 667 
2. 666 
2. 667 
2. 666 
2. 667 
2. 666 
2. 667 
2. 666 
2. 667 
2. 666 
2. 667 
2. 666 
2. 667 
2. 666 
2. 667 
2. 666 
2. 667 
2. 666 
2. 667 
2. 666 
2. 667 
2. 666 
2. 667 
2. 666 
2. 667 
0. 333 

0. 987 
2. 632 
2. 632 
2. 632 
2. 632 
2. 632 
2. 632 
2. 631 
2. 632 
2. 631 
2. 632 
2. 631 
2. 632 
2. 631 
2. 632 
2. 631 
2. 632 
2. 631 
2. 632 
2. 631 
2. 632 
2. 631 
2. 632 
2. 631 
2. 632 
2. 631 
2. 632 
2. 631 
2. 632 
2. 631 
2. 632 
2. 631 
2. 632 
2. 631 
2. 632 
2. 631 
2. 632 
2. 631 
1. 645 

0. 974 
2. 597 
2. 597 
2. 597 
2. 597 
2. 597 
2. 597 
2. 597 
2. 597 
2. 598 
2. 597 
2. 598 
2. 597 
2. 598 
2. 597 
2. 598 
2. 597 
2. 598 
2. 597 
2. 598 
2. 597 
2. 598 
2. 597 
2. 598 
2. 597 
2, 598 
2. 597 
2. 598 
2. 597 
2. 598 
2. 597 
2. 598 
2. 597 
2. 598 
2. 597 
2. 598 
2. 597 
2. 598 
2. 597 
0. 325 

0. 962 
2. 564 
2 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 565 
2. 564 
2. 565 
2. 564 
2. 565 
2. 564 
1. 603 

0. 949 
2. 532 
2. 532 
2. 532 
2. 532 
2. 532 
2. 532 
2. 532 
2. 532 
2. 532 
2. 532 
2. 532 
2. 532 
2. 532 
2. 531 
2. 532 
2. 531 
2. 532 
2. 531 
2. 532 
2. 531 
2. 532 
2. 531 
2. 532 
2. 531 
2. 532 
2. 531 
2. 532 
2. 531 
2. 532 
2. 531 
2. 532 
2. 531 
2. 532 
2. 531 
2. 532 
2. 531 
2. 532 
2. 531 
2. 532 
0. 316 



If the 
Recovery 
Year zs: 

40. 0 40. 5 

and 

the 

the Recovery 

41 . 0 41. 5 

Depreciation 

Period is: 
42. 0 

Rate is: 
42. 5 43. 0 43. 5 44. 0 44. 5 45. 0 45. 5 46. 0 46. 5 47. 0 

LO 
CO 
'V 

I 

O 
CI 

1 
2 

3 

4 
5 

6 
7 
8 
9 

10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 
41 
42 
43 
44 
45 
46 
47 
48 

0. 938 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
1. 562 

0. 926 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 470 
2. 469 
2. 470 
2. 469 
2. 470 
2. 469 
2. 470 
2. 469 
2. 470 
2. 469 
0. 309 

0. 915 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
1. 525 

0. 904 
2. 410 
2. 410 
2. 410 
2. 410 
2. 410 
2. 410 
2. 410 
2. 410 
2. 410 
2. 410 
2. 410 
2. 409 
2. 410 
2. 409 
2. 410 
2. 409 
2. 410 
2. 409 
2. 410 
2. 409 
2. 410 
2. 409 
2. 410 
2. 409 
2. 410 
2. 409 
2. 410 
2. 409 
2. 410 
2. 409 
2. 410 
2. 409 
2. 410 
2. 409 
2, 410 
2. 409 
2. 410 
2. 409 
2. 410 
2. 409 
2. 410 
0. 301 

0. 893 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 380 
2. 381 
2. 380 
1. 488 

0. 882 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 352 
2. 353 
2. 352 
2. 353 
0. 294 

0. 872 
2. 326 
2. 326 
2. 326 
2. 326 
2. 326 
2. 326 
2. 326 
2. 326 
2. 325 
2. 326 
2. 325 
2. 326 
2. 325 
2. 326 
2. 325 
2. 326 
2. 325 
2. 326 
2. 325 
2. 326 
2. 325 
2. 326 
2. 325 
2. 326 
2. 325 
2. 326 
2. 325 
2. 326 
2. 325 
2. 326 
2. 325 
2. 326 
2. 325 
2. 326 
2. 325 
2. 326 
2. 325 
2. 326 
2. 325 
2. 326 
2. 325 
2. 326 
1. 453 

0. 862 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 298 
2. 299 
2. 298 
2. 299 
2. 298 
2. 299 
2. 298 
2. 299 
2. 298 
2. 299 
2. 298 
2. 299 
0. 287 

0. 852 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 272 
2. 273 
2. 272 
2. 273 
2. 272 
2. 273 
2. 272 
2. 273 
2. 272 
2. 273 
2. 272 
2. 273 
2. 272 
2. 273 
2. 272 
2. 273 
2. 272 
2. 273 
2. 272 
2. 273 
2. 272 
2. 273 
1. 420 

0. 843 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 248 
2. 247 
2. 248 
2. 247 
2. 248 
2. 247 
2. 248 
2. 247 
2. 248 
2. 247 
2. 248 
2. 247 
2. 248 
2. 247 
2. 248 
2. 247 
0. 281 

0. 833 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 223 
2. 222 
2. 223 
2. 222 
2. 223 
2. 222 
2. 223 
2. 222 
2. 223 
2. 222 
2. 223 
2. 222 
2. 223 
2. 222 
2. 223 
2. 222 
2. 223 
2. 222 
2. 223 
1. 389 

0. 824 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 197 
2. 198 
2. 197 
2. 198 
2. 197 
2. 198 
2. 197 
2. 198 
2. 197 
2. 198 
2. 197 
2. 198 
2. 197 
2. 198 
2. 197 
2. 198 
2. 197 
0. 275 

0. 815 
2, 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 173 
2. 174 
2. 173 
2. 174 
2. 173 
2. 174 
1. 358 

0. 806 
2. 151 
2. 151 
2. 151 
2. 151 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
0. 269 

0. 798 
2. 128 
2. 128 
2. 128 
2. 128 
2. 128 
2. 128 
2. 128 
2. 128 
2. 128 
2. 128 
2. 128 
2. 128 
2. 128 
2. 128 
2. 128 
2. 127 
2. 128 
2. 127 
2. 128 
2. 127 
2. 128 
2. 127 
2. 128 
2. 127 
2. 128 
2. 127 
2. 128 
2. 127 
2. 128 
2. 127 
2. 128 
2. 127 
2. 128 
2. 127 
2. 128 
2. 127 
2. 128 
2. 127 
2. 128 
2. 127 
2. 128 
2. 127 
2. 128 
2. 127 
2. 128 
2. 127 
1. 330 



If the 
Recovery 
Year is: 

47. 5 48. 0 48. 5 49. 0 49. 5 50. 0 

the Deprecaataon Rate as: 

and the Recovery Period is: 

00 '4 
I 

A 
CU 

1 

2 
3 

4 
5 

6 
7 
8 
9 

10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 
41 
42 
43 
44 
45 
46 
47 
48 
49 
50 
51 

0. 789 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 106 
2. 105 
2. 106 
2. 105 
2. 106 
2. 105 
2. 106 
2. 105 
2. 106 
2. 105 
2. 106 
2. 105 
2. 106 
2. 105 
2. 106 
2. 105 
2. 106 
2. 105 
2. 106 
2. 105 
2. 106 
2. 105 
2. 106 
2. 105 
2. 106 
0. 263 

0. 781 
2. 083 
2. 083 
2. 083 
2. 083 
2. 083 
2. 083 
2. 083 
2. 083 
2. 083 
2. 083 
2. 083 
2. 083 
2. 083 
2. 083 
2. 083 
2. 083 
2. 084 
2, 083 
2. 084 
2. 083 
2. 084 
2. 083 
2. 084 
2. 083 
2. 084 
2. 083 
2. 084 
2. 083 
2. 084 
2. 083 
2. 084 
2. 083 
2. 084 
2. 083 
2. 084 
2. 083 
2. 084 
2. 083 
2. 084 
2. 083 
2. 084 
2. 083 
2. 084 
2. 083 
2. 084 
2. 083 
2. 084 
1. 302 

0. 773 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 061 
2. 062 
2. 061 
2. 062 
2. 061 
2. 062 
2. 061 
2. 062 
2. 061 
2. 062 
2. 061 
2. 062 
2. 061 
0. 258 

0. 765 
2. 041 
2. 041 
2. 041 
2. 041 
2 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 040 
2. 041 
2. 040 
2. 041 
2. 040 
2. 041 
2. 040 
2. 041 
2. 040 
2. 041 
2. 040 
2. 041 
2. 040 
2. 041 
2. 040 
2. 041 
1. 275 

0. 758 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 021 
2. 020 
2. 021 
2. 020 
2. 021 
2. 020 
2. 021 
2. 020 
2. 021 
2. 020 
2. 021 
2. 020 
2. 021 
2. 020 
2. 021 
2. 020 
2. 021 
2. 020 
0. 253 

0. 750 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2;000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
1. 250 



TABLE 12 General and Alternative Depreciation Systems 
Applicable Depreciation Nethod: Straight I inc 
Applicable Recovery Periods: 2. 5 — 50 years 
Applicable Convention: Rid-quarter (property placed 
in service in fourth quarter) 

If the 
Recovery 
Year is: 

and the Recovery Period is: 
3 ~ 0 3-5 4. 0 4. 5 5. 0 5. 5 6. 0 6. 5 7. 0 7. 5 8. 0 8 ~ 5 9-0 

the Depreciation Rate is: 
I 
2 
3 
4 
5 
6 
7 
8 
9 

10 

5. 00 4. 17 3. 57 
40. 00 33. 33 28. 57 
40. 00 33. 33 28. 57 
15. 00 29. 17 28. 57 

10. 72 

3. 13 2. 78 2. 50 
25. 00 22. 22 20. 00 
25. oo aa. aa 2o. oo 
25. 00 22 22 20. 00 
21. 87 22. 23 20. 00 

8. 33 17. 50 

2. 27 
18. 18 
18. 18 
18. 18 
18. 19 
18. 18 
6. 82 

2. 08 1. 92 
16. 67 15. 39 
16. 67 15. 38 
16. 67 15. 39 
16. 66 15. 38 
16. 67 15. 39 
14. 58 15. 38 

5. 77 

1. 79 1. 67 1. 56 
14. 29 13. 33 12. 50 
14. 28 13. 33 12. 50 
14. 29 13. 33 12. 50 
14. 28 13. 33 12. 50 
14. 29 13. 34 12. 50 
14. 28 13. 33 12. 50 
12. 50 13. 34 12. 50 

5. 00 10. 94 

1. 47 1. 39 1. 32 
11. 76 11. 11 10. 53 
11. 77 11. 11 10. 53 
11. 76 11. 11 10. 52 
11. 77 11. 11 10. 53 
11. 76 11. 11 10. 52 
11. 77 11. 11 10. 53 
11. 76 11. 11 10. 52 
11. 77 11. 11 10. 53 
4. 41 9. 73 10. 52 

and the Recovery Period is: 
If the 
Recovery 
Year is: 

10. 0 10. 5 11. 0 11. 5 12. 0 12. 5 13. 0 13. 5 14. 0 14. 5 15. 0 15. 5 16. 0 16. 5 17. 0 

the Depreciation Rate is: 
1 
2 
3 

4 

5 
6 
7 
8 
9 

10 
ll 
12 
13 
14 
15 
16 
17 
18 

1. 25 1. 19 1. 14 1. 09 
10 00 9. 52 9. 09 8. 70 
10. 00 9. 52 9. 09 8 69 
10. 00 9. 52 9. 09 8. 70 
10. 00 9 53 9. 09 8. 69 
10. 00 9. 52 9. 09 8. 70 
10. 00 9. 53 9. 09 8. 69 
10. 00 9. 52 9. 09 8. 70 
10. 00 9. 53 9. 09 8. 69 
10. 00 9. 52 9. 09 8. 70 
8. 75 9. 53 9. 09 8. 69 

3. 57 7. 96 8. 70 
3. 26 

1. 04 1. 00 
8. 33 8. 00 
8. 33 8. 00 
8. 33 8. 00 
8. 33 8. 00 
8. 34 8. 00 
8. 33 8. 00 
8. 34 8;00 
8. 33 8. 00 
8. 34 8. 00 
8. 33 8. 00 
8, 34 8. 00 
7. 29 8. 00 

3. 00 

0. 96 
7. 69 
7. 69 
7. 69 
7. 69 
7. 69 
7. 69 
7. 69 
7. 70 
7. 69 
7. 70 
7. 69 
7. 70 
6. 73 

0. 93 0. 89 
7. 41 7. 14 
7. 41 7. 14 
7. 41 7. 14 
7. 41 7. 14 
7. 41 7. 14 
7. 41 7. 14 
7. 40 7. 15 
7. 41 7. 14 
7. 40 7. 15 
7. 41 7. 14 
7. 40 7. 15 
7. 41 7. 14 
7. 40 7. 15 
2. 78 6. 25 

0. 86 0. 83 0. 81 0. 78 
6. 90 6. 67 6. 45 6. 25 
6. 90 6. 67 6. 45 6. 25 
6. 90 6. 67 6. 45 6. 25 
6. 90 6. 67 6. 45 6. 25 
6. 90 6. 67 6. 45 6. 25 
6. 89 6. 67 6. 45 6. 25 
6. 90 6. 66 6. 45 6. 25 
6. 89 6. 67 6. 45 6. 25 
6. 90 6. 66 6. 45 6. 25 
6. 89 6. 67 6. 45 6. 25 
6. 90 6. 66 6. 45 6. 25 
6. 89 6. 67 6. 45 6. 25 
6. 90 6. 66 6. 46 6. 25 
6. 89 6. 67 6. 45 6. 25 
2. 59 5. 83 6. 46 6. 25 

2. 42 5. 47 

0. 76 0. 74 
6. 06 5. 88 
6. 06 5. 88 
6. 06 5. 88 
6. 06 5. 88 
6. 06 5. 88 
6. 06 5. 88 
6. 06 5. 88 
6. 06 5. 88 
6. 06 5. 88 
6. 06 5. 88 
6. 06 5. 89 
6. 06 5. 88 
6. 06 5. 89 
6. 06 5. 88 
6. 06 5. 89 
6. 07 5. 88 
2. 27 5. 15 



If the 
Recovery 
Year is: 

17. 5 18. 0 18. 5 19. 0 

and 

the 

the Recovery 

19. 5 20. 0 

Depreciation 

Period is: 
20. 5 

Rate is: 
21. 0 21. 5 22. 0 22. 5 23. 0 23. 5 24. 0 24. 5 

1 
2 
3 

4 

5 
6 
7 
8 
9 

10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 

0. 71 
5. 71 
5. 71 
5. 72 
5. 71 
5. 72 
5. 71 
5. 72 
5. 71 
5. 72 
5. 71 
5. 72 
5. 71 
5. 72 
5. 71 
5. 72 
5. 71 
5. 72 
2. 14 

0. 69 
5. 56 
5. 56 
5. 56 
5. 55 
5. 56 
5. 55 
5. 56 
5. 55 
5. 56 
5. 55 
5. 56 
5. 55 
5. 56 
5. 55 
5. 56 
5. 55 
5. 56 
4. 86 

0. 68 
5. 41 
5. 40 
5. 41 
5. 40 
5. 41 
5. 40 
5. 41 
5. 40 
5. 41 
5. 40 
5. 41 
5. 40 
5. 41 
5. 40 
5. 41 
5. 40 
5. 41 
5. 40 
2. 03 

0. 66 
5. 26 
5. 26 
5. 26 
5. 26 
5. 26 
5. 26 
5. 26 
5. 26 
5. 27 
5. 26 
5. 27 
5. 26 
5. 27 
5. 26 
5. 27 
5. 26 
5. 27 
5. 26 
4. 61 

0. 64 
5. 13 
5. 13 
5. 13 
5. 13 
5. 13 
5. 13 
5. 13 
5. 13 
5. 13 
5. 13 
5. 13 
5. 13 
5. 13 
5. 12 
5. 13 
5. 12 
5. 13 
5. 12 
5. 13 
1, 92 

0. 625 
5. 000 
5. 000 
5. 000 
5. 000 
5. 000 
5. 000 
5. 000 
5. 000 
5. 000 
5. 000 
5. 000 
5. 000 
5. 000 
5. 000 
5. 000 
5. 000 
5. 000 
5. 000 
5. 000 
4. 375 

0. 610 
4, 878 
4. 878 
4. 878 
4. 878 
4. 878 
4. 878 
4. 878 
4. 878 
4. 878 
4. 878 
4. 878 
4. 878 
4. 878 
4. 878 
4. 878 
4. 878 
4. 878 
4. 878 
4. 878 
4. 879 
1. 829 

0. 595 
4. 762 
4. 762 
4. 762 
4. 762 
4. 762 
4. 762 
4. 762 
4. 762 
4. 762 
4. 762 
4. 762 
4. 762 
4. 762 
4. 762 
4. 762 
4. 762 
4. 762 
4. 762 
4. 761 
4. 762 
4. 166 

0. 581 
4. 651 
4. 651 
4. 651 
4. 651 
4. 651 
4. 651 
4. 651 
4. 651 
4. 651 
4. 651 
4. 651 
4. 651 
4. 651 
4. 651 
4. 652 
4. 651 
4. 652 
4. 651 
4. 652 
4. 651 
4. 652 
1. 744 

0. 568 
4. 545 
4. 545 
4. 546 
4. 545 
4. 546 
4. 545 
4. 546 
4. 545 
4. 546 
4. 545 
4. 546 
4. 545 
4. 546 
4. 545 
4. 546 
4. 545 
4. 546 
4. 545 
4. 546 
4. 545 
4. 546 
3. 977 

0. 556 
4. 444 
4. 444 
4. 444 
4. 444 
4. 445 
4. 444 
4. 445 
4. 444 
4. 445 
4. 444 
4. 445 
4. 444 
4. 445 
4. 444 
4. 445 
4. 444 
4. 445 
4. 444 
4. 445 
4. 44 ' 
4. 445 
4. 444 
1. 667 

0. 543 
4. 348 
4. 348 
4. 348 
4. 348 
4. 348 
4. 348 
4. 348 
4. 348 
4. 348 
4. 348 
4. 348 
4. 348 
4. 348 
4. 348 
4. 348 
4. 348 
4. 347 
4. 348 
4. 347 
4. 348 
4. 347 
4. 348 
3. 804 

0. 532 
4. 255 
4. 255 
4. 255 
4. 255 
4. 255 
4. 255 
4. 255 
4. 255 
4. 255 
4. 256 
4. 255 
4. 256 
4. 255 
4. 256 
4. 255 
4. 256 
4. 255 
4. 256 
4. 255 
4. 256 
4. 255 
4. 256 
4. 255 
1. 596 

0. 521 
4. 167 
4. 167 
4. 167 
4. 167 
4. 167 
4. 167 
4. 167 
4. 167 
4. 166 
4. 167 
4. 166 
4. 167 
4. 166 
4. 167 
4. 166 
4. 167 
4. 166 
4. 167 
4. 166 
4. 167 
4. 166 
4. 167 
4. 166 
3. 646 

0. 510 
4. 082 
4. 082 
4. 082 
4. 082 
4. 082 
4. 082 
4. 082 
4. 081 
4. 082 
4. 081 
4. 082 
4. 081 
4. 082 
4. 081 
4. 082 
4. 081 
4. 082 
4. 081 
4. 082 
4. 081 
4. 082 
4. 081 
4. 082 
4. 081 
1. 531 



If the 
Recovery 
Year is: 

and the Recovery Period is: 
25. 0 25. 5 26. 0 26. 5 27. 0 27. 5 28. 0 28. 5 

the Depreciation Rate is: 

29. 0 29. 5 30. 0 30. 5 31. 0 31. 5 32. 0 

1 
2 
3 

4 
5 

6 
7 

8 
9 

10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 

0. 500 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
4. 000 
3. 500 

0. 490 0. 481 
3. 922 3. 846 
3. 922 3. 846 
3. 922 3. 846 
3. 922 3. 846 
3. 921 3. 846 
3. 922 3. 846 
3. 921 3. 846 
3. 922 3. 846 
3. 921 3. 846 
3. 922 3. 846 
3. 921 3. 846 
3. 922 3. 846 
3. 921 3. 846 
3. 922 3. 846 
3. 921 3. 846 
3. 922 3. 846 
3. 921 3. 846 
3. 922 3. 846 
3. 921 3. 846 
3. 922 3. 847 
3. 921 3. 846 
3. 922 3. 847 
3. 921 3. 846 
3. 922 3. 847 
3. 921 3. 846 
1. 471 3. 366 

0 472 
3. 774 
3. 774 
3. 774 
3. 774 
3. 773 
3. 774 
3. 773 
3. 774 
3. 773 
3. 774 
3. 773 
3. 774 
3. 773 
3. 774 
3. 773 
3. 774 
3. 773 
3. 774 
3. 773 
3. 774 
3. 773 
3. 774 
3. 773 
3. 774 
3. 773 
3. 774 
1. 415 

0. 463 0. 455 
3. 704 3. 636 
3. 704 3. 636 
3. 704 3. 636 
3. 704 3. 636 
3. 704 3. 636 
3. 704 3. 636 
3. 704 3. 636 
3. 704 3. 636 
3. 704 3. 636 
3. 704 3. 637 
3. 704 3. 636 
3. 703 3. 637 
3. 704 3. 636 
3. 703 3. 637 
3. 704 3. 636 
3. 703 3. 637 
3. 704 3. 636 
3. 703 3. 637 
3. 704 3. 636 
3. 703 3. 637 
3. 704 3. 636 
3. 703 3. 637 
3. 704 3. 636 
3. 703 3. 637 
3. 704 3. 636 
3. 703 3. 637 
3. 241 3. 636 

1. 364 

0. 446 0. 439 
3. 571 3. 509 
3. 571 3. 509 
3. 571 3. 509 
3. 571 3. 509 
3. 572 3. 509 
3. 571 3. 509 
3. 572 3. 509 
3. 571 3. 509 
3. 572 3. 509 
3. 571 3. 509 
3. 572 3. 509 
3. 571 3. 509 
3. 572 3. 509 
3. 571 3. 509 
3. 572 3. 509 
3. 571 3. 508 
3. 572 3. 509 
3. 571 3. 508 
3. 572 3. 509 
3. 571 3. 508 
3. 572 3. 509 
3. 571 3. 508 
3. 572 3. 509 
3. 571 3. 508 
3. 572 3. 509 
3. 571 3. 508 
3. 572 3. 509 
3. 125 3. 508 

1. 316 

0. 431 
3. 44S 
3. 448 
3. 448 
3. 448 
3. 448 
3. 448 
3. 448 
3. 448 
3. 448 
3. 448 
3. 448 
3. 448 
3. 448 
3. 449 
3. 448 
3. 449 
3. 448 
3. 449 
3. 448 
3. 449 
3. 448 
3. 449 
3. 448 
3. 449 
3. 448 
3. 449 
3. 448 
3. 449 
3. 017 

0. 424 
3. 390 
3. 390 
3. 390 
3. 390 
3. 390 
3. 390 
3. 390 
3. 390 
3. 390 
3. 390 
3. 390 
3. 390 
3. 390 
3. 390 
3. 390 
3. 390 
3. 390 
3. 390 
3. 390 
3. 389 
3. 390 
3. 389 
3. 390 
3. 3'89 
3. 390 
3. 389 
3. 390 
3. 389 
3. 390 
1. 271 

0. 417 
3. 333 
3. 333 
3. 333 
3. 333 
3. 333 
3. 333 
3. 333 
3. 333 
3. 333 
3. 333 
3. 333 
3. 334 
3. 333 
3. 334 
3. 333 
3. 334 
3. 333 
3. 334 
3. 333 
3. 334 
3. 333 
3. 334 
3. 333 
3. 334 
3. 333 
3. 334 
3. 333 
3. 334 
3. 333 
2. 917 

0. 410 
3. 279 
3. 279 
3. 279 
3. 279 
3. 279 
3. 279 
3. 279 
3. 279 
3. 279 
3. 279 
3. 279 
3. 279 
3. 278 
3. 279 
3. 278 
3. 279 
3. 278 
3. 279 
3. 278 
3. 279 
3. 278 
3. 279 
3. 278 
3. 279 
3. 278 
3. 279 
3. 278 
3. 279 
3. 278 
3. 279 
1. 229 

0. 403 
3. 226 
3. 226 
3. 226 
3. 226 
3. 226 
3. 226 
3. 226 
3. 226 
3. 226 
3. 226 
3. 226 
3. 226 
3. 226 
3. 226 
3. 226 
3. 226 
3. 226 
3. 226 
3. 226 
3. 226 
3. 225 
3. 226 
3. 225 
3. 226 
3. 225 
3. 226 
3. 225 
3. 226 
3. 225 
3. 226 
2. 822 

0. 397 
3. 175 
3. 175 
3. 175 
3. 175 
3. 175 
3. 175 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
3. 174 
3. 175 
1. 190 

0. 391 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
3. 125 
2. 734 



V 
O If the 

Recovery 
Year xs: 

32. 5 33. 0 33. 5 34. 0 34. 5 35. 0 35. 5 36. 0 

the Depreciation Rate is: 

and the Recovery Period is: 

36. 5 37. 0 37. 5 38. 0 38. 5 39. 0 39. 5 

00 '4 
IO 

C) 
N 

1 
2 

3 

4 
5 
6 
7 

8 

9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 
41 

0. 385 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 077 
3. 076 
3. 077 
3. 076 
3. 077 
3. 076 
1. 154 

0. 379 
3. 030 
3. 030 
3. 030 
3. 030 
3. 030 
3. 030 
3. 030 
3. 030 
3. 030 
3. 030 
3. 030 
3. 030 
3, 030 
3. 030 
3. 031 
3. 030 
3. 031 
3. 030 
3. 031 
3. 030 
3. 031 
3. 030 
3. 031 
3. 030 
3. 031 
3. 030 
3. 031 
3. 030 
3. 031 
3. 030 
3. 031 
3. 030 
2. 652 

0, 373 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2, 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 985 
2. 986 
2. 985 
2. 986 
2. 985 
1. 120 

0. 368 
2. 941 
2, 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 941 
2. 942 
2. 941 
2. 942 
2. 941 
2. 942 
2. 941 
2. 942 
2. 941 
2. 942 
2. 941 
2. 574 

0. 362 
2. 899 
2. 899 
2. 899 
2. 899 
2. 899 
2. 898 
2. 899 
2. 898 
2. 899 
2. 898 
2. 899 
2. 898 
2. 899 
2. 898 
2. 899 
2. 898 
2. 899 
2. 898 
2. 899 
2. 898 
2. 899 
2. 898 
2. 899 
2. 898 
2. 899 
2. 898 
2. 899 
2. 898 
2. 899 
2. 898 
2. 899 
2. 898 
2. 899 
2. 898 
1. 087 

0. 357 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 857 
2. 858 
2. 857 
2. 858 
2. 857 
2. 858 
2. 857 
2. 858 
2. 857 
2. 858 
2. 500 

0. 352 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 817 
2. 816 
2. 817 
2. 816 
2. 817 
2. 816 
2. 817 
1. 056 

0. 347 
2. 778 
2. 778 
2. 778 
2. 778 
2. 778 
2. 778 
2. 778 
2. 778 
2. 778 
2. 778 
2. 778 
2. 778 
2. 778 
2. 778 
2. 778 
2. 778 
2. 778 
2. 778 
2. 778 
2. 778 
2. 778 
2. 777 
2. 778 
2. 777 
2. 778 
2. 777 
2. 778 
2. 777 
2. 778 
2. 777 
2. 778 
2. 777 
2. 778 
2. 777 
2. 778 
2. 430 

0. 342 
2. 740 
2. 740 
2. 740 
2. 740 
2. 740 
2. 740 
2. 740 
2. 740 
2. 740 
2. 740 
2. 740 
2. 740 
2. 740 
2. 740 
2. 740 
2. 740 
2. 740 
2. 740 
2. 739 
2. 740 
2. 739 
2. 740 
2. 739 
2. 740 
2. 739 
2. 740 
2. 739 
2. 740 
2. 739 
2. 740 
2. 739 
2. 740 
2. 739 
2. 740 
2. 739 
2. 740 
1. 027 

0. 338 
2. 703 
2. 703 
2. 703 
2. 703 
2. 703 
2. 703 
2. 703 
2. 703 
2. 703 
2. 703 
2. 703 
2. 703 
2. 703 
2. 703 
2. 703 
2. 702 
2. 703 
2. 702 
2. 703 
2. 702 
2. 703 
2. 702 
2. 703 
2. 702 
2. 703 
2. 702 
2. 703 
2. 702 
2. 703 
2. 702 
2. 703 
2. 702 
2. 703 
2. 702 
2. 703 
2. 702 
2. 365 

0. 333 
2. 667 
2. 667 
2. 667 
2. 667 
2. 667 
2. 667 
2. 667 
2. 667 
2. 667 
2. 667 
2. 667 
2. 667 
2 667 
2. 667 
2. 666 
2. 667 
2. 666 
2. 667 
2. 666 
2. 667 
2. 666 
2. 667 
2. 666 
2. 667 
2. 666 
2. 667 
2. 666 
2. 667 
2. 666 
2. 667 
2. 666 
2. 667 
2. 666 
2. 667 
2. 666 
2. 667 
2. 666 
1. 000 

0. 329 
2. 632 
2. 632 
2. 632 
2. 632 
2. 632 
2. 632 
2. 631 
2. 632 
2. 631 
2. 632 
2. 631 
2. 632 
2. 631 
2. 632 
2. 631 
2. 632 
2. 631 
2. 632 
2. 631 
2. 632 
2. 631 
2. 632 
2. 631 
2. 632 
2. 631 
2. 632 
2. 631 
2. 632 
2. 631 
2. 632 
2. 631 
2. 632 
2. 631 
2. 632 
2. 631 
2. 632 
2. 631 
2. 303 

0. 325 
2. 597 
2. 597 
2. 597 
2. 597 
2. 597 
2. 597 
2. 597 
2. 597 
2. 597 
2. 598 
2. 597 
2. 598 
2. 597 
2. 598 
2. 597 
2. 598 
2. 597 
2. 598 
2. 597 
2. 598 
2. 597 
2. 598 
2. 597 
2. 598 
2. 597 
2. 598 
2. 597 
2. 598 
2. 597 
2. 598 
2. 597 
2. 598 
2. 597 
2. 598 
2. 597 
2. 598 
2. 597 
2. 598 
0 974 

0. 321 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 564 
2. 565 
2. 564 
2. 565 
2. 564 
2. 565 
2. 564 
2. 244 

0. 316 
2. 532 
2. 532 
2. 532 
2. 532 
2. 532 
2. 532 
2. 532 
2. 532 
2. 532 
2. 532 
2. 532 
2. 532 
2. 532 
2. 531 
2. 532 
2. 531 
2. 532 
2. 531 
2. 532 
2. 531 
2. 532 
2. 531 
2. 532 
2. 531 
2. 532 
2. 531 
2. 532 
2. 531 
2. 532 
2. 531 
2. 532 
2. 531 
2. 532 
2. 531 
2. 532 
2. 531 
2. 532 
2. 531 
2. 532 
0. 949 



and the Recovery Period is: 
If the 
Recovery 
Year is: 

40. 0 40. 5 41. 0 41. 5 

the 

42. 0 42. 5 

Depreciation 

43. 0 

Rate is: 
43. 5 44. 0 45. 0 45. 5 46. 0 46. 5 47. 0 

1 
2 

3 

4 
5 

6 
7 

8 
9 

10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 
41 
42 
43 
44 
45 
46 
47 
48 

0. 313 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 187 

0. 309 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 469 
2. 470 
2. 469 
2. 470 
2. 469 
2. 470 
2. 469 
2. 470 
2. 469 
2. 470 
0. 926 

0. 305 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 439 
2. 135 

0. 301 
2. 410 
2. 410 
2. 410 
2. 410 
2. 410 
2. 410 
2. 410 
2. 410 
2. 410 
2. 410 
2. 410 
2. 410 
2. 409 
2. 410 
2. 409 
2. 410 
2. 409 
2. 410 
2. 409 
2. 410 
2. 409 
2. 410 
2. 409 
2. 410 
2. 409 
2. 410 
2. 409 
2. 410 
2. 409 
2. 410 
2. 409 
2. 410 
2. 409 
2. 410 
2. 409 
2. 410 
2. 409 
2. 410 
2. 409 
2. 410 
2. 409 
0. 904 

0. 298 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 381 
2. 380 
2. 381 
2. 380 
2. 083 

0. 294 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 353 
2. 352 
2 353 
2. 352 
2. 353 
0. 882 

0. 291 
2. 326 
2. 326 
2. 326 
2. 326 
2. 326 
2. 326 
2. 326 
2. 325 
2. 326 
2. 325 
2. 326 
2. 325 
2. 326 
2. 325 
2. 326 
2. 325 
2. 326 
2. 325 
2. 326 
2. 325 
2. 326 
2. 325 
2. 326 
2. 325 
2. 326 
2. 325 
2. 326 
2. 325 
2. 326 
2. 325 
2. 326 
2. 325 
2. 326 
2. 325 
2. 326 
2. 325 
2. 326 
2. 325 
2. 326 
2. 325 
2. 326 
2. 325 
2. 035 

0. 287 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 299 
2. 298 
2. 299 
2. 298 
2. 299 
2. 298 
2. 299 
2. 298 
2. 299 
2. 298 
2. 299 
2. 298 
0. 862 

0. 284 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 273 
2. 272 
2. 273 
2. 272 
2. 273 
2. 272 
2. 273 
2. 272 
2. 273 
2. 272 
2. 273 
2. 272 
2. 273 
2. 272 
2. 273 
2. 272 
2. 273 
2. 272 
2. 273 
2. 272 
2. 273 
2. 272 
2. 273 
1. 988 

0. 281 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 247 
2. 248 
2. 247 
2. 248 
2. 247 
2. 248 
2. 247 
2. 248 
2. 247 
2. 248 
2. 247 
2, 248 
2. 247 
2. 248 
2. 247 
2. 248 
2. 247 
0. 843 

0. 278 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 222 
2. 223 
2. 222 
2. 223 
2. 222 
2. 223 
2. 222 
2. 223 
2. 222 
2. 223 
2. 222 
2. 223 
2. 222 
2. 223 
2. 222 
2. 223 
2. 222 
2. 223 
2. 222 
1. 945 

0. 275 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 197 
2. 198 
2. 197 
2. 198 
2. 197 
2. 198 
2. 197 
2. 198 
2. 197 
2. 198 
2. 197 
2. 198 
2. 197 
2. 198 
2. 197 
2. 198 
2. 197 
2. 198 
0. 824 

0. 272 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 174 
2. 173 
2. 174 
2. 173 
2. 174 
2. 173 
2. 174 
2. 173 
1. 902 

0. 269 
2. 151 
2. 151 
2. 151 
2 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
2. 150 
2. 151 
0. 806 

0. 266 
2. 128 
2. 128 
2. 128 
2. 128 
2. 128 
2. 128 
2. 128 
2. 128 
2. 128 
2. 128 
2. 128 
2. 128 
2. 128 
2. 128 
2. 128 
2. 127 
2. 128 
2. 127 
2. 128 
2. 127 
2. 128 
2. 127 
2. 128 
2. 127 
2. 128 
2. 127 
2. 128 
2. 127 
2. 128 
2. 127 
2. 128 
2. 127 
2. 128 
2. 127 
2. 128 
2. 127 
2. 128 
2. 127 
2. 128 
2. 127 
2. 128 
2. 127 
2. 128 
2. 127 
2. 128 
2. 127 
1. 862 
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If the 
Recovery 
Year is: 

1 
2 

3 

4 

5 
6 
7 
8 
9 

10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 
41 
42 
43 
44 
45 
46 
47 
48 
49 
50 
51 

47. 5 

0. 263 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 105 
2. 106 
2. 105 
2. 106 
2. 105 
2. 106 
2. 105 
2. 106 
2. 105 
2. 106 
2. 105 
2. 106 
2. 105 
2. 106 
2. 105 
2. 106 
2. 105 
2. 106 
2. 105 
2. 106 
2. 105 
2. 106 
2. 105 
2. 106 
2. 105 
0. 790 

48. 0 

0. 260 
2. 083 
2. 083 
2. 083 
2. 083 
2. 083 
2. 083 
2. 083 
2. 083 
2. 083 
2. 083 
2. 083 
2. 083 
2. 083 
2. 083 
2. 083 
2. 083 
2. 084 
2. 083 
2. 084 
2. 083 
2. 084 
2. 083 
2. 084 
2. 083 
2. 084 
2. 083 
2. 084 
2. 083 
2. 084 
2. 083 
2. 084 
2. 083 
2. 084 
2. 083 
2. 084 
2. 083 
2. 084 
2. 083 
2. 084 
2. 083 
2. 084 
2. 083 
2. 084 
2. 083 
2. 084 
2. 083 
2. 084 
1. 823 

48. 5 49. 0 49. 5 50. 0 

the Depreciation Rate is: 
0. 258 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2. 062 
2, 061 
2. 062 
2. 061 
2. 062 
2. 061 
2. 062 
2. 061 
2. 062 
2. 061 
2. 062 
2. 061 
2. 062 
2. 061 
2. 062 
0. 773 

0. 255 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 041 
2. 040 
2. 041 
2. 040 
2. 041 
2. 040 
2. 041 
2. 040 
2. 041 
2. 040 
2. 041 
2. 040 
2. 041 
2. 040 
2. 041 
2. 040 
2. 041 
1. 785 

0. 253 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 020 
2. 021 
2. 020 
2. 021 
2. 020 
2. 021 
2. 020 
2. 021 
2. 020 
2. 021 
2. 020 
2. 021 
2. 020 
2. 021 
2. 020 
2. 021 
2. 020 
2. 021 
2. 020 
0. 758 

0. 250 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2;000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
2. 000 
1. 750 

and the Recovery Period is: 



TADLl', 13 Alternative Depreciation System 
Applicable Depreciation Method: Straight Line 
Applicable Recovery Period: 40 years 
Applicable Convention: Mid-month 

If the 
Recovery 
Year is: 

And the Month in the First Recovery Year 
the Pro ert is Placed in Service is: 

10 il 12 

I 2. 396 2. 188 
2 to 40 2. 500 2. 500 

41 0. 104 0. 312 

1. 979 
2. 500 
0. 521 

the Depreciation Bate is: 
1. 771 1. 563 1. 354 1. 146 
2. 500 2. 500 2. 500 2. 500 
0. 729 0. 937 1. 146 L. 354 

0. 938 0. 729 
2. 500 2. 500 i. 562 1. 771 

0. 521 0. 313 0. 104 
2. 500 2. 500 2. 500 
1. 979 2. 187 2. 396 
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TABLE 14 Alternative Ninimum Tax (see section 7 of this 
revenue procedure) 
Applicable Depreciation Nethod: 150 Percent Declining Balance 
Switching to Straight Line 
Applicable Recovery Periods: 2. 5 — 50 years 
Applicable Convention: Half-year 

and the Recovery Period is: 
If the 
Recovery 
Year is: 

2 5 3. 0 3. 5 4. 0 4. 5 5. 0 5. 5 

the Depreciation Rate is: 
6. 0 6. 5 7. 0 7. 5 8. 0 8. 5 9. 0 9. 5 

1 
2 

3 
4 
5 
6 
7 
8 
9 

10 

30. 00 
42. 00 
28. 00 

25. 00 21. 43 18. 75 
37 50 33. 67 30. 47 
25. 00 22. 45 20. 31 
12. 50 22. 45 20. 31 

10. 16 

16. 67 15. 00 
27. 78 25. 50 
18. 52 17. 85 
18. 52 16. 66 
18. 51 16. 66 

8. 33 

13. 64 
23. 55 
17. 13 
15. 23 
15. 23 
15. 22 

12. 50 11. 54 
21. 88 20. 41 
16. 41 15. 70 
14. 06 13. 09 
14. 06 13. 09 
14. 06 13. 09 
7. 03 13. 08 

10. 71 10. 00 
19. 13 18. 00 
15. 03 14. 40 
12. 25 11. 52 
12. 25 11. 52 
12. 25 11. 52 
12. 25 11. 52 
6. 13 11. 52 

9. 38 
16. 99 
13. 81 
11. 22 
10. 80 
10. 80 
10. 80 
10. 80 
5. 40 

8. 82 8. 33 7. 89 
16. 09 15. 28 14. 54 
13. 25 12. 73 12. 25 
10. 91 10. 61 10. 31 
10. 19 9. 65 9. 17 
10. 19 9. 64 9. 17 
10. 18 9. 65 9. 17 
10. 19 9. 64 9. 17 
10. 18 9. 65 9. 17 

4. 82 9. 16 

If the 
Recovery 
Year is: 

and the Recovery Period is: 
10. 0 10. 5 11. 0 11. 5 12. 0 12. 5 13. 0 13. 5 14. 0 

the Depreciation Rate is: 
14. 5 15. 0 15. 5 16. 0 16. 5 17. 0 

1 
2 

3 

4 
5 
6 
7 
8 
9 

10 
11 
12 
13 
14 
15 
16 
17 
18 

7. 50 7. 14 6. 82 
13. 88 13. 27 12. 71 
11. 79 11. 37 10. 97 
10 02 9. 75 9. 48 
8. 74 8. 35 8. 18 
8. 74 8. 35 7. 98 
8. 74 8. 35 7 97 
8. 74 8. 35 7. 98 
8. 74 8 36 7. 97 
8. 74 8. 35 7. 98 
4. 37 8. 36 7. 97 

3. 99 

6. 52 6. 25 6. 00 
12. 19 11. 72 11. 28 
10. 60 10. 25 9. 93 
9. 22 8. 97 8. 73 
8. 02 7. 85 7. 69 
7. 64 7. 33 7. 05 
7. 64 7. 33 7. 05 
7. 63 7. 33 7. 05 
7. 64 7. 33 7. 04 
7. 63 7. 33 7. 05 
7. 64 7. 32 7. 04 
7. 63 7. 33 7. 05 

3. 66 7. 04 

5. 77 
10. 87 
9. 62 
8. 51 
7. 53 
6. 79 
6. 79 
6. 79 
6. 79 
6. 79 
6. 79 
6. 78 
6. 79 
3. 39 

5. 56 5. 36 
10. 49 10. 14 
9. 33 9. 05 
8. 29 8. 08 
7. 37 7. 22 
6. 55 6. 44 
6. 55 6. 32 
6. 55 6. 32 
6. 55 6. 32 
6. 55 6. 32 
6. 55 6. 32 
6. 55 6. 32 
6. 56 6. 32 
6. 55 6. 31 

3. 16 

5. 17 5. 00 
9. 81 9. 50 
8. 80 8. 55 
7. 88 7. 70 
7. 07 6. 93 
6. 34 6. 23 
6. 10 5. 90 
6. 10 5. 90 
6. 10 5. 91 
6. 11 5. 90 
6. 10 5. 91 
6. 11 5. 90 
6. 10 5. 91 
6. 11 5. 90 
6. 10 5. 91 

2. 95 

4. 84 
9. 21 
8. 32 
7. 51 
6. 79 
6. 13 
5. 72 
5. 72 
5. 72 
5. 72 
5. 72 
5. 72 
5. 72 
5. 72 
5. 72 
5. 72 

4. 69 
8. 94 
8. 10 
7. 34 
6. 65 
6. 03 
5. 55 
5. 55 
5. 55 
5. 55 
5. 55 
5. 55 
5. 54 
5. 55 
5. 54 
5. 55 
2. 77 

4. 55 
8. 68 
7. 89 
7. 17 
6. 52 
5. 93 
5. 39 
5. 39 
5. 39 
5. 39 
5. 39 
5. 39 
5. 38 
5. 39 
5. 38 
5. 39 
5. 38 

4. 41 
8. 43 
7. 69 
7. 01 
6. 39 
5. 83 
5. 32 
5. 23 
5. 23 
5. 23 
5. 23 
5. 23 
5. 23 
5. 23 
5. 23 
5. 23 
5. 23 
2. 62 



If the 
Recovery 
Year is: 

and the Recovery Period is: 
17. 5 18. 0 18. 5 19 0 19. 5 20. 0 20. 5 21. 0 21. 5 22. 0 22. 5 23. 0 23. 5 24-0 24 5 

the Depreciation Rate is: 
I 
2 

3 

4 
5 
6 
7 
8 
9 

10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 

4. 29 4. 17 4. 05 
8. 20 7. 99 7. 78 
7. 50 7. 32 7. 15 
6. 86 6. 71 6. 57 
6. 27 6. 15 6. 04 
5. 73 5. 64 5. 55 
5. 24 5. 17 5. 10 
5. 08 4. 94 4. 81 
5. 08 4. 94 4. 81 
5. 08 4. 94 4. 81 
5. 08 4. 94 4. 81 
5. 08 4. 95 4. 81 
5. 09 4. 94 4. 82 
5. 08 4. 95 4. 81 
5. 09 4. 94 4. 82 
5. 08 4. 95 4. 81 
5. 09 4. 94 4. 82 
5. 08 4. 95 4. 81 

2. 47 4. 82 

3. 95 3. 85 3. 750 
7. 58 7. 40 7. 219 
6. 98 6. 83 6. 677 
6. 43 6. 30 6. 177 
5. 93 5. 82 5. 713 
5. 46 5. 37 5. 285 
5. 03 4. 96 4. 888 
4. 69 4. 57 4. 522 
4. 69 4. 58 4. 462 
4. 69 4. 57 4. 461 
4. 69 4. 58 4. 462 
4. 69 4. 57 4. 461 
4. 69 4. 58 4. 462 
4. 69 4. 57 4. 461 
4. 69 4. 58 4. 462 
4. 69 4. 57 4. 461 
4. 69 4. 58 4. 462 
4. 70 4. 57 4. 461 
4. 69 4. 58 4. 462 
2. 35 4. 57 4. 461 

2. 231 

3. 659 
7. 049 
6. 534 
6. 055 
5. 612 
5. 202 
4. 821 
4. 468 
4. 354 
4. 354 
4. 354 
4. 354 
4. 354 
4. 354 
4. 354 
4. 354 
4. 354 
4. 354 
4. 353 
4. 354 
4. 353 

3. 571 3. 488 
6. 888 6. 733 
6. 396 6. 264 
5. 939 5. 827 
5. 515 5. 420 
5. 121 5. 042 
4. 755 4. 690 
4. 415 4. 363 
4. 252 4. 155 
4. 252 4. 155 
4. 252 4. 155 
4. 252 4. 155 
4. 252 4. 155 
4. 252 4. 155 
4. 252 4. 155 
4. 252 4. 155 
4. 252 4. 155 
4. 252 4. 156 
4. 251 4. 155 
4. 252 4. 156 
4. 251 4. 155 
2. 126 4. 156 

3. 409 3. 333 
6. 586 6. 444 
6. 137 6. 015 
5. 718 5. 614 
5. 328 5. 240 
4. 965 4. 890 
4. 627 4. 564 
4. 311 4. 260 
4. 063 3. 976 
4. 063 3. 976 
4. 063 3. 976 
4. 063 3. 976 
4. 064 3. 976 
4. 063 3. 976 
4. 064 3. 976 
4. 063 3. 976 
4. 064 3. 976 
4. 063 3. 976 
4. 064 3. 976 
4. 063 3. 976 
4. 064 3. 976 
4. 063 3. 976 
2. 032 3. 976 

3. 261 
6. 309 
5. 898 
5. 513 
5. 153 
4. 817 
4. 503 
4. 210 
3. 935 
3. 890 
3. 890 
3. 890 
3. 890 
3. 890 
3. 890 
3. 890 
3. 889 
3. 890 
3. 889 
3. 890 
3. 889 
3. 890 
3. 889 
1. 945 

3. 191 3. 125 
6. 179 6. 055 
5. 785 5. 676 
5. 416 5. 322 
5. 070 4. 989 
4. 746 4. 677 
4. 443 4. 385 
4. 160 4. 111 
3. 894 3. 854 
3. 808 3. 729 
3. 808 3. 729 
3. 808 3. 729 
3. 808 3. 730 
3. 808 3. 729 
3. 808 3. 730 
3. 808 3. 729 
3. 808 3. 730 
3. 807 3. 729 
3. 808 3. 730 
3. 807 3. 729 
3. 808 3. 730 
3. 807 3. 729 
3. 808 3. 730 
3. 807 3. 729 

1. 865 

3. 061 
5. 935 
5. 572 
5. 231 
4. 910 
4. 610 
4. 327 
4. 062 
3. 814 
3. 655 
3. 655 
3. 655 
3. 655 
3. 655 
3. 655 
3. 655 
3. 655 
3. 655 
3. 655 
3. 655 
3. 655 
3. 655 
3. 654 
3. 655 
3. 654 



and the Recovery Period is: 
If the 
Recovery 
Year is: 

25. 0 25. 5 26. 0 26. 5 

the 

27. 0 27. 5 

Depreciation 

28. 0 

Rate is: 
28. 5 29. 0 29. 5 30. 0 30. 5 31. 0 31. 5 32. 0 

1 
2 

3 

4 
5 
6 
7 
8 
9 

10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 

3. 000 
5. 820 
5. 471 
5. 143 
4. 834 
4. 544 
4. 271 
4. 015 
3. 774 
3. 584 
3. 583 
3. 584 
3. 583 
3. 584 
3. 583 
3. 584 
3. 583 
3. 584 
3. 583 
3. 584 
3. 583 
3. 584 
3. 583 
3. 584 
3. 583 
1. 792 

2. 941 
5. 709 
5. 374 
5. 057 
4. 760 
4. 480 
4. 216 
3. 968 
3. 735 
3. 515 
3. 515 
3. 515 
3. 515 
3. 515 
3 515 
3. 515 
3. 515 
3. 516 
3. 515 
3. 516 
3. 515 
3. 516 
3. 515 
3. 516 
3. 515 
3. 516 

2. 885 
5. 603 
5. 280 
4. 975 
4. 688 
4. 417 
4. 163 
3. 922 
3. 696 
3. 483 
3. 448 
3. 448 
3. 448 
3. 448 
3. 448 
3. 448 
3. 448 
3. 448 
3. 448 
3. 447 
3. 448 
3. 447 
3. 448 
3. 447 
3. 448 
3. 447 
1. 724 

2. 830 
5. 500 
5. 189 
4. 895 
4. 618 
4. 357 
4. 110 
3. 877 
3. 658 
3. 451 
3. 383 
3. 383 
3. 383 
3. 383 
3. 383 
3. 383 
3. 383 
3. 383 
3. 383 
3. 384 
3. 383 
3. 384 
3. 383 
3. 384 
3. 383 
3. 384 
3. 383 

2. 778 
5. 401 
5. 101 
4. 818 
4. 550 
4. 297 
4. 059 
3. 833 
3. 620 
3. 419 
3. 321 
3. 321 
3. 321 
3. 321 
3. 321 
3. 322 
3. 321 
3. 322 
3. 321 
3. 322 
3. 321 
3. 322 
3. 321 
3. 322 
3. 321 
3. 322 
3. 321 
1. 661 

2. 727 
5. 306 
5. 016 
4. 743 
4. 484 
4. 239 
4. 008 
3. 790 
3. 583 
3. 387 
3. 262 
3. 262 
3. 262 
3. 262 
3. 262 
3. 262 
3. 262 
3. 262 
3. 262 
3. 262 
3. 262 
3. 262 
3. 262 
3. 262 
3. 262 
3. 262 
3. 262 
3. 263 

2. 679 
5. 214 
4. 934 
4. 670 
4. 420 
4. 183 
3. 959 
3. 747 
3. 546 
3. 356 
3. 205 
3. 205 
3. 205 
3. 205 
3, 205 
3. 205 
3. 205 
3. 205 
3. 205 
3. 205 
3. 205 
3. 205 
3. 205 
3. 205 
3. 205 
3. 205 
3. 205 
3. 205 
1. 602 

2. 632 
5. 125 
4. 855 
4. 599 
4. 357 
4. 128 
3. 911 
3. 705 
3. 510 
3. 325 
3. 150 
3. 150 
3. 150 
3. 150 
3. 150 
3. 150 
3. 150 
3. 150 
3. 150 
3. 150 
3. 150 
3. 150 
3. 150 
3. 151 
3. 150 
3. 151 
3. 150 
3. 151 
3. 150 

2. 586 
5. 039 
4. 778 
4. 531 
4. 297 
4. 074 
3. 864 
3. 664 
3. 474 
3. 294 
3. 124 
3. 096 
3. 096 
3. 096 
3. 096 
3. 096 
3. 096 
3. 096 
3. 096 
3. 096 
3. 096 
3. 096 
3. 096 
3. 096 
3. 096 
3. 096 
3. 096 
3. 096 
3. 095 
1. 548 

2. 542 
4. 955 
4. 704 
4. 464 
4. 237 
4. 022 
3. 817 
3. 623 
3. 439 
3. 264 
3. 098 
3. 044 
3. 044 
3. 044 
3. 044 
3. 044 
3. 044 
3. 044 
3. 044 
3. 044 
3. 044 
3. 044 
3. 044 
3. 044 
3 044 
3. 044 
3. 044 
3. 044 
3. 044 
3. 043 

2. 500 
4. 875 
4. 631 
4. 400 
4. 180 
3. 971 
3. 772 
3. 584 
3. 404 
3. 234 
3. 072 
2. 994 
2. 994 
2. 994 
2. 994 
2. 994 
2. 994 
2. 994 
2. 994 
2. 993 
2. 994 
2. 993 
2. 994 
2. 993 
2. 994 
2. 993 
2. 994 
2. 993 
2. 994 
2. 993 
1. 497 

2. 459 
4. 797 
4. 561 
4. 337 
4. 124 
3. 921 
3. 728 
3. 545 
3. 370 
3. 204 
3. 047 
2. 945 
2. 945 
2. 945 
2. 945 
2. 945 
2. 945 
2. 946 
2. 945 
2. 946 
2. 945 
2 946 
2. 945 
2. 946 
2 945 
2. 946 
2. 945 
2. 946 
2. 945 
2. 946 
2. 945 

2. 419 
4. 722 
4. 493 
4. 276 
4. 069 
3. 872 
3. 685 
3. 506 
3. 337 
3. 175 
3. 022 
2. 899 
2. 899 
2. 899 
2. 899 
2. 899 
2. 899 
2. 899 
2. 899 
2. 899 
2. 899 
2. 898 
2. 899 
2. 898 
2. 899 
2. 898 
2. 899 
2. 898 
2. 899 
2. 898 
2. 899 
1. 449 

2. 381 
4. 649 
4. 427 
4. 216 
4. 016 
3. 824 
3. 642 
3. 469 
3. 304 
3. 146 
2. 996 
2. 854 
2. 854 
2. 854 
2. 854 
2. 854 
2. 854 
2. 854 
2. 854 
2. 854 
2. 854 
2. 854 
2. 854 
2. 854 
2. 854 
2. 853 
2. 854 
2. 853 
2. 854 
2. 853 
2. 854 
2. 853 

2. 344 
4. 578 
4. 363 
4. 159 
3. 964 
3. 778 
3. 601 
3. 432 
3. 271 
3. 118 
2. 971 
2. 832 
2. 809 
2. 809 
2. 809 
2. 809 
2. 809 
2. 809 
2. 809 
2. 809 
2. 809 
2. 809 
2. 809 
2. 809 
2. 810 
2. 809 
2. 810 
2. 809 
2. 810 
2. 809 
2. 810 
2. 809 
1. 405 



If the 
Recovery 
Year is: 

32. 5 33. 0 33. 5 34. 0 

and 

the 

the Recovery 

34. 5 35. 0 

Depreciation 

Period is: 
35. 5 

Rate is: 
36. 0 36. 5 37. 0 37. 5 38. 0 38. 5 39. 0 39. 5 

1 

2 
3 

4 
5 
6 
7 

8 
9 

10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 

2. 308 
4. 509 
4. 301 
4. 102 
3. 913 
3. 732 
3. 560 
3. 396 
3. 239 
3. 090 
2. 947 
2. 811 
2. 766 
2. 766 
2. 766 
2. 766 
2. 766 
2. 766 
2. 766 
2. 766 
2. 766 
2. 767 
2. 766 
2. 767 
2. 766 
2. 767 
2. 766 
2. 767 
2. 766 
2. 767 
2. 766 
2. 767 
2. 766 

2. 273 
4. 442 
4. 240 
4. 048 
3. 864 
3. 688 
3. 520 
3. 360 
3. 208 
3. 062 
2. 923 
2. 790 
2. 725 
2. 725 
2. 725 
2. 725 
2. 725 
2. 725 
2. 725 
2. 725 
2. 725 
2. 725 
2. 725 
2. 724 
2. 725 
2. 724 
2. 725 
2. 724 
2. 725 
2. 724 
2. 725 
2. 724 
2. 725 
1. 362 

2. 239 
4. 377 
4. 181 
3. 994 
3. 815 
3. 645 
3. 481 
3. 325 
3. 177 
3. 034 
2. 898 
2. 769 
2. 685 
2. 685 
2. 685 
2. 685 
2. 685 
2. 685 
2. 685 
2. 685 
2. 685 
2. 685 
2. 685 
2. 685 
2. 684 
2. 685 
2. 684 
2. 685 
2. 684 
2. 685 
2. 684 
2. 685 
2. 684 
2. 685 

2. 206 
4. 314 
4. 124 
3. 942 
3. 768 
3. 602 
3. 443 
3. 291 
3. 146 
3. 007 
2. 875 
2. 748 
2. 646 
2. 646 
2. 646 
2. 646 
2. 646 
2. 646 
2. 646 
2. 646 
2. 646 
2. 646 
2. 646 
2. 646 
2. 646 
2. 646 
2. 646 
2. 646 
2. 646 
2. 646 
2. 646 
2. 646 
2. 646 
2. 645 
1. 323 

2. 174 
4. 253 
4. 068 
3. 892 
3. 722 
3. 560 
3. 406 
3. 258 
3. 116 
2, 980 
2. 851 
2, 727 
2. 608 
2. 608 
2. 608 
2. 608 
2. 608 
2. 609 
2. 608 
2. 609 
2. 608 
2. 609 
2. 608 
2. 609 
2. 608 
2. 609 
2. 608 
2. 609 
2. 608 
2. 609 
2. 608 
2. 609 
2. 608 
2. 609 
2. 608 

2. 143 
4. 194 
4. 014 
3. 842 
3. 677 
3. 520 
3. 369 
3. 225 
3. 086 
2. 954 
2. 828 
2. 706 
2. 590 
2. 571 
2. 571 
2. 571 
2. 571 
2. 571 
2. 571 
2. 571 
2. 571 
2. 571 
2. 571 
2. 571 
2. 571 
2. 571 
2. 571 
2. 572 
2. 571 
2. 572 
2. 571 
2. 572 
2. 571 
2. 572 
2. 571 
1. 286 

2. 113 
4. 136 
3. 961 
3. 794 
3. 634 
3. 480 
3. 333 
3. 192 
3. 057 
2. 928 
2. 804 
2. 686 
2. 572 
2. 535 
2. 535 
2. 535 
2. 535 
2. 535 
2. 535 
2. 535 
2. 535 
2. 535 
2. 535 
2. 535 
2. 535 
2. 535 
2. 536 
2. 535 
2. 536 
2. 535 
2. 536 
2 535 
2. 536 
2. 535 
2. 536 
2. 535 

2. 083 
4. 080 
3. 910 
3. 747 
3. 591 
3. 441 
3. 298 
3. 160 
3. 029 
2. 903 
2. 782 
2. 666 
2. 555 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 501 
2. 500 
2. 501 
2 500 
2. 501 
2. 500 
2. 501 
2. 500 
2. 501 
1. 250 

2. 055 
4. 025 
3. 860 
3. 701 
3. 549 
3. 403 
3. 263 
3. 129 
3. 001 
2. 877 
2. 759 
2. 646 
2. 537 
2. 466 
2. 466 
2. 466 
2. 467 
2. 466 
2. 467 
2. 466 
2. 467 
2. 466 
2. 467 
2. 466 
2. 467 
2. 466 
2. 467 
2. 466 
2. 467 
2. 466 
2. 467 
2. 466 
2. 467 
2. 466 
2. 467 
2. 466 
2. 467 

2. 027 
3. 972 
3. 811 
3. 656 
3. 508 
3. 366 
3. 229 
3. 099 
2. 973 
2. 852 
2. 737 
2. 626 
2. 519 
2. 434 
2. 434 
2. 434 
2. 434 
2. 434 
2. 434 
2. 434 
2. 434 
2. 434 
2. 433 
2. 434 
2. 433 
2. 434 
2. 433 
2. 434 
2. 433 
2. 434 
2. 433 
2. 434 
2. 433 
2. 434 
2. 433 
2. 434 
2. 433 
1. 217 

2. 000 
3. 920 
3. 763 
3. 613 
3. 468 
3. 329 
3. 196 
3. 068 
2. 946 
2. 828 
2. 715 
2. 606 
2. 502 
2. 402 
2. 402 
2. 402 
2. 402 
2. 402 
2. 402 
2. 402 
2. 402 
2. 402 
2. 402 
2. 402 
2. 402 
2. 402 
2. 402 
2. 402 
2. 402 
2. 402 
2. 401 
2. 402 
2. 401 
2. 402 
2. 401 
2. 402 
2. 401 
2. 402 

1. 974 
3. 869 
3. 717 
3. 570 
3. 429 
3. 294 
3. 164 
3. 039 
2. 919 
2. 804 
2. 693 
2. 587 
2. 485 
2. 386 
2. 370 
2. 370 
2. 370 
2. 370 
2. 370 
2. 370 
2. 370 
2. 370 
2. 370 
2. 370 
2. 370 
2. 370 
2. 370 
2. 370 
2. 370 
2. 371 
2. 370 
2. 371 
2. 370 
2. 371 
2. 370 
2. 371 
2. 370 
2. 371 
1. 185 

1. 948 
3. 820 
3 671 
3. 528 
3. 391 
3. 259 
3. 132 
3. 010 
2. 893 
2. 780 
2. 671 
2. 567 
2. 467 
2. 371 
2. 340 
2. 340 
2. 340 
2. 340 
2. 340 
2. 340 
2 340 
2. 340 
2. 340 
2. 340 
2. 339 
2. 340 
2. 339 
2. 340 
2. 339 
2. 340 
2. 339 
2. 340 
2. 339 
2. 340 
2. 339 
2. 340 
2. 339 
2. 340 
2. 339 

1. 923 
3. 772 
3. 627 
3. 488 
3. 353 
3. 225 
3. 100 
2. 981 
2. 867 
2. 756 
2. 650 
2. 548 
2. 450 
2. 356 
2. 310 
2. 310 
2. 310 
2. 310 
2. 310 
2. 310 
2. 310 
2. 310 
2. 310 
2. 310 
2. 310 
2. 310 
2. 310 
2. 310 
2. 310 
2. 310 
2. 310 
2. 310 
2. 310 
2. 310 
2. 310 
2. 310 
2. 310 
2. 310 
2. 309 
1. 155 

1. 899 
3. 725 
3. 584 
3. 448 
3. 317 
3. 191 
3. 070 
2. 953 
2. 841 
2. 733 
2. 629 
2. 529 
2. 433 
2. 341 
2. 281 
2. 281 
2. 281 
2. 281 
2. 281 
2. 281 
2. 281 
2. 281 
2. 281 
2. 281 
2. 281 
2. 281 
2. 281 
2. 281 
2. 281 
2. 281 
2. 281 
2. 281 
2. 281 
2 281 
2. 281 
2. 281 
2. 281 
2. 281 
2. 282 
2. 281 



and the Recovery Period is: 

'tO 
00 
'V 

I 

O 
tQ 

If the 
Recovery 
Year is: 

1 

2 

3 

4 

5 
6 
7 
8 
9 

10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 
41 
42 
43 
44 
45 
46 
47 
48 

40. 0 

1. 875 
3. 680 
3. 542 
3. 409 
3. 281 
3. 158 
3. 040 
2. 926 
2. 816 
2. 710 
2. 609 
2. 511 
2. 417 
2. 326 
2. 253 
2. 253 
2. 253 
2. 253 
2. 253 
2. 253 
2. 253 
2. 253 
2. 253 
2. 253 
2. 253 
2. 253 
2. 253 
2. 253 
2. 253 
2. 253 
2. 253 
2. 253 
2. 252 
2. 253 
2. 252 
2. 253 
2. 252 
2. 253 
2. 252 
2. 253 
1. 126 

40. 5 

1. 852 
3. 635 
3. 500 
3. 371 
3. 246 
3. 126 
3. 010 
2. 899 
2. 791 
2. 688 
2. 588 
2. 492 
2. 400 
2. 311 
2. 226 
2. 226 
2. 226 
2. 226 
2. 226 
2. 226 
2. 225 
2. 226 
2. 225 
2. 226 
2. 225 
2. 226 
2. 225 
2. 2/. 
2. 225 
2. 226 
2. 225 
2. 225 
2. 226 
2. 225 
2. 226 
2. 225 
2. 226 
2. 225 
2. 226 
2. 225 
2. 226 

41. 0 

1. 829 
3. 592 
3. 460 
3. 334 
3. 212 
3. 094 
2. 981 
2. 872 
2. 767 
2. 666 
2. 568 
2. 474 
2. 384 
2. 296 
2. 212 
2. 198 
2. 198 
2. 198 
2. 199 
2. 198 
2. 199 
2. 198 
2. 199 
2. 198 
2. 199 
2. 198 
2. 199 
2. 198 
2. 199 
2. 198 
2. 199 
2. 198 
2. 199 
2. 198 
2. 199 
2. 198 
2. 199 
2. 198 
2. 199 
2. 198 
2. 199 
1. 099 

41. 5 

1. 807 
3. 549 
3. 421 
3. 297 
3. 178 
3. 063 
2. 952 
2. 846 
2. 743 
2. 644 
2. 548 
2. 456 
2. 367 
2. 282 
2. 199 
2. 172 
2. 172 
2. 172 
2. 172 
2. 172 
2. 172 
2. 172 
2. 172 
2. 172 
2. 172 
2. 172 
2. 172 
2. 172 
2. 172 
2. 172 
2. 172 
2. 172 
2. 172 
2. 172 
2. 173 
2. 172 
2. 173 
2 172 
2. 173 
2. 172 
2. 173 
2. 172 

42. 0 42. 5 

the 

1. 786 
3. 508 
3. 382 
3. 262 
3. 145 
3. 033 
2. 924 
2. 820 
2. 719 
2. 622 
2. 529 
2. 438 
2. 351 
2. 267 
2. 186 
2. 146 
2. 146 
2. 147 
2. 146 
2. 147 
2. 146 
2. 147 
2. 146 
2. 147 
2. 146 
2. 147 
2. 146 
2. 147 
2. 146 
2. 147 
2. 146 
2. 147 
2. 146 
2. 147 
2. 146 
2. 147 
2. 146 
2. 147 
2. 146 
2. 147 
2. 146 
2. 147 
1. 073 

1. 765 
3. 467 
3. 345 
3. 227 
3. 113 
3. 003 
2. 897 
2. 795 
2. 696 
2. 601 
2. 509 
2. 421 
2. 335 
2. 253 
2. 173 
2. 121 
2. 121 
2. 121 
2. 121 
2. 121 
2. 122 
2. 121 
2. 122 
2. 121 
2. 122 
2. 121 
2. 122 
2. 121 
2. 122 
2. 121 
2. 122 
2. 121 
2. 122 
2. 121 
2. 122 
2. 121 
2. 122 
2. 121 
2. 122 
2. 121 
2. 122 
2. 121 
2. 122 

Depreciation 

43. 0 

Rate is: 
1. 744 
3. 428 
3. 308 
3. 193 
3. 081 
2. 974 
2. 870 
2. 770 
2. 673 
2. 580 
2. 490 
2. 403 
2. 319 
2. 238 
2. 160 
2. 097 
2. 097 
2. 097 
2. 097 
2. 097 
2. 097 
2. 097 
2. 097 
2. 097 
2. 097 
2. 097 
2. 097 
2. 097 
2. 097 
2. 097 
2. 097 
2. 097 
2. 097 
2. 097 
2. 097 
2. 098 
2. 097 
2. 098 
2. 097 
2. 098 
2. 097 
2. 098 
2. 097 
1 049 

43. 5 

1. 724 
3. 389 
3. 272 
3. 159 
3. 050 
2. 945 
2. 843 
2. 745 
2. 651 
2. 559 
2. 471 
2. 386 
2. 304 
2. 224 
2. 148 
2. 073 
2. 073 
2. 073 
2. 073 
2. 074 
2. 073 
2. 074 
2. 073 
2. 074 
2. 074 
2. 073 
2. 074 
2. 073 
2. 074 
2. 073 
2. 074 
2. 073 
2. 074 
2. 073 
2. 074 
2. 073 
2. 074 
2. 073 
2. 074 
2. 073 
2. 074 
2. 073 
2. 074 
2. 073 

44. 0 

1 705 
3. 351 
3. 237 
3. 126 
3. 020 
2. 917 
2. 817 
2. 721 
2. 629 
2. 539 
2. 452 
2. 369 
2. 288 
2. 210 
2. 135 
2. 062 
2. 050 
2. 050 
2. 050 
2. 050 
2. 050 
2. 050 
2. 050 
2. 050 
2. 050 
2. 050 
2. 050 
2. 050 
2. 050 
2. 050 
2. 050 
2. 050 
2. 050 
2. 050 
2. 050 
2. 050 
2. 050 
2. 050 
2. 050 
2. 049 
2. 050 
2. 049 
2. 050 
2. 049 
1. 025 

44. 5 

1. 685 
3. 314 
3. 202 
3. 094 
2. 990 
2. 889 
2. 792 
2. 698 
2. 607 
2. 519 
2. 434 
2. 352 
2. 273 
2. 196 
2. 122 
2. 051 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2, 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 026 

45. 0 

1. 667 
3. 278 
3. 169 
3. 063 
2. 961 
2. 862 
2. 767 
2. 674 
2. 585 
2. 499 
2. 416 
2. 335 
2. 257 
2. 182 
2. 110 
2. 039 
2. 005 
2. 005 
2. 005 
2. 005 
2. 005 
2. 005 
2. 005 
2. 004 
2. 005 
2. 004 
2. 005 
2. 004 
2. 005 
2. 004 
2. 005 
2. 004 
2. 005 
2. 004 
2. 005 
2. 004 
2. 005 
2. 004 
2. 005 
2. 004 
2. 005 
2. 004 
2. 005 
2. 004 
2. 005 
1. 002 

45. 5 

1. 648 
3. 242 
3. 135 
3. 032 
2. 932 
2. 836 
2. 742 
2. 652 
2. 564 
2. 480 
2. 398 
2. 319 
2. 242 
2. 169 
2. 097 
2. 028 
1. 983 
1. 983 
1. 983 
1. 983 
1. 983 
1. 983 
1. 983 
1. 983 
1. 983 
1. 983 
1. 983 
1. 983 
1. 983 
1. 983 
1. 983 
1. 983 
1. 983 
1. 983 
1. 983 
1. 982 
1. 983 
1. 982 
1. 983 
1. 982 
1. 983 
1. 982 
1. 983 
1. 982 
1. 983 
1. 982 

1. 630 
3. 208 
3. 103 
3. 002 
2. 904 
2. 809 
2. 718 
2. 629 
2. 543 
2. 460 
2. 380 
2. 303 
2. 228 
2. 155 
2. 085 
2. 017 
1. 962 
1. 961 
1. 962 
1. 961 
1. 962 
1. 961 
1. 962 
1. 961 
1. 962 
1. 961 
1. 962 
1. 961 
1. 962 
1. 961 
1. 962 
1. 961 
1. 962 
1. 961 
1. 962 
1. 961 
1. 962 
1 961 
1. 962 
1. 961 
1. 962 
1. 961 
1. 962 
1. 961 
1. 962 
1. 961 
0. 981 

1. 613 
3. 174 
3. 071 
2. 972 
2. 876 
2. 784 
2. 694 
2. 607 
2. 523 
2. 441 
2. 363 
2. 287 
2. 213 
2. 141 
2. 072 
2. 005 
1. 941 
1. 941 
1. 941 
1. 941 
1. 941 
1. 941 
1. 941 
1. 941 
1. 941 
1. 941 
1. 941 
1. 941 
1. 941 
1. 941 
1. 941 
1. 941 
1. 941 
1. 940 
1. 941 
1. 940 
1. 941 
1. 940 
1. 941 
1. 940 
1. 941 
1. 940 
1. 941 
1. 940 
1. 941 
1. 940 
1. 941 

1. 596 
3. 141 
3. 040 
2. 943 
2. 849 
2. 758 
2. 670 
2. 585 
2. 503 
2. 423 
2. 345 
2. 271 
2. 198 
2. 128 
2. 060 
1. 994 
1. 931 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 921 
1. 920 
1. 921 
1. 920 
1. 921 
1. 920 
1. 921 
1. 920 
1. 921 
0. 960 

46. 0 46. 5 47. 0 



If the 
Recovery 
Year is: 

47. 5 48. 0 48. 5 49. 0 49. 5 

the Depreciation Rate is: 

and the Recovery Period is: 
50. 0 

1 
2 

3 
4 
5 
6 
7 
8 
9 

10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 
41 
42 
43 
44 
45 
46 
47 
48 
49 
50 
51 

1. 579 
3. 108 
3. 010 
2. 915 
2. 823 
2. 734 
2. 647 
2 564 
2. 483 
2. 404 
2. 328 
2. 255 
2. 184 
2. 115 
2. 048 
1. 983 
1. 921 
1 900 
1. 900 
1. 900 
1. 900 
1. 900 
1. 900 
1. 900 
1. 900 
1. 900 
1. 900 
1. 900 
1. 900 
1. 900 
1. 900 
1. 900 
1. 900 
1. 900 
1. 900 
1 900 
1. 900 
1. 900 
1. 900 
1. 900 
1. 900 
1. 900 
1. 900 
1. 900 
1. 900 
1. 900 
1. 900 
1. 899 

1. 563 
3. 076 
2. 980 
2. 887 
2. 797 
2. 709 
2. 625 
2. 543 
2. 463 
2. 386 
2. 312 
2. 239 
2. 169 
2. 102 
2. 036 
1 972 
1 911 
1. 880 
1. 880 
1. 880 
1. 880 
1. 880 
1 880 
1. 880 
1. 880 
1. 880 
1. 880 
1. 880 
1. 880 
1. 881 
1 880 
1. 881 
1. 880 
1. 881 
1. 880 
1. 881 
1. 880 
1. 881 
1. 880 
1. 881 
1. 880 
1. 881 
1. 880 
1. 881 
1. 880 
1. 881 
1. 880 
1. 881 
0 940 

1. 546 
3. 045 
2. 951 
2. 860 
2. 771 
2. 685 
2. 602 
2. 522 
2. 444 
2. 368 
2. 295 
2. 224 
2. 155 
2. 089 
2. 024 
1. 961 
1. 901 
1. 861 
1. 861 
1 861 
1. 861 
1. 861 
1. 861 
1. 861 
1. 861 
1. 861 
1. 861 
1. 861 
1. 861 
1. 861 
1. 861 
1. 861 
1. 861 
1. 861 
1. 861 
1. 861 
1. 861 
1. 861 
1. 861 
1. 862 
1. 861 
1. 862 
1. 861 
1. 862 
1 861 
1. 862 
1. 861 
1. 862 
1. 861 

1. 531 
3. 014 
2. 922 
2. 833 
2. 746 
2. 662 
2. 580 
2. 501 
2. 425 
2. 351 
2. 279 
2. 209 
2. 141 
2. 076 
2. 012 
1. 951 
1. 891 
1. 842 
1. 842 
1 842 
1. 842 
1. 842 
1. 842 
1. 842 
1. 842 
1. S42 
1. 842 
1. 842 
1. 843 
1. 842 
1 843 
1. 842 
1. 843 
1. 842 
1 843 
1. 842 
1. 843 
1. 842 
1. 843 
1. 842 
1. 843 
1. 842 
1. 843 
1. 842 
1. 843 
1. 842 
1. 843 
1. 842 
1. 843 
0. 921 

1. 515 
2. 984 
2. 894 
2. 806 
2. 721 
2. 639 
2. 559 
2. 481 
2. 406 
2. 333 
2. 262 
2. 194 
2. 127 
2. 063 
2. 000 
1. 940 
1. 881 
1. 824 
1. 824 
1 824 
1. 824 
1. 824 
1. 824 
1. 824 
1. 824 
1. 824 
1 824 
1. 824 
1. 824 
1. 824 
1. 824 
1. 824 
1. 824 
1. 824 
1. 824 
1. 824 
1. 824 
1. 824 
1. 824 
1. 824 
1. 824 
1. 824 
1. 824 
1. 824 
1. 825 
1. 824 
1. 825 
1. 824 
1. 825 
1. 824 

1. 500 
2. 955 
2. 866 
2. 780 
2. 697 
2. 616 
2. 538 
2. 461 
2. 388 
2. 316 
2. 246 
2. 179 
2. 114 
2. 050 
1. 989 
1. 929 
1. 871 
1. 815 
1. 806 
1. 806 
1. 806 
1. 806 
1. 806 
1. 806 
1. 806 
1. 806 
1. 806 
1. 806 
1. 806 
1. 806 
1. 806 
1. 806 
1. 806 
1. 806 
1. 806 
I 806 
1. 806 
1. 806 
1. 806 
1. 806 
1. 806 
1. 805 
1. 806 
1. 805 
1. 806 
1. 805 
1. 806 
1. 805 
1. 806 
1. 805 
0. 903 



TABLE 15 Alternative Ninimum Tax (see section 7 of this 
revenue procedure) 
Applicable Depreciation Method: 150 Percent Declining Balance 
Svitchina to Straight Line 
Applicable Recovery Periods: 2. 5 — 50 years 
Applicable Convention: Rid-quarter (property placed 
an service in first quarter) 

If the 
Recovery 
Year is: 

2. 5 3. 0 3. 5 4. 0 4. 5 5. 0 5. 5 

the Depreciation Rate is: 

and the Recovery Period is: 

6. 0 6. 5 7. 0 7. 5 8. 0 8. 5 9. 0 9. 5 

1 
2 

3 

4 
5 
6 
7 

8 
9 

10 

52. 50 43. 75 37. 50 
29. 23 28. 13 26. 79 
18. 27 25. 00 21. 98 

3. 12 13. 73 

32. 81 29. 17 26. 25 
25. 20 23. 61 22. 13 
19. 76 17. 99 16. 52 
19. 76 17. 99 16. 52 
2. 47 11. 24 16. 52 

2. 06 

23. 86 
20. 77 
15. 27 
15. 28 
15. 27 
9. 55 

21. 88 20. 19 
19. 53 18. 42 
14. 65 14. 17 
14. 06 13. 03 
14. 06 13. 02 
14. 06 13. 03 
1. 76 8. 14 

18. 75 17. 50 16. 41 
17. 41 16. 50 15. 67 
13. 68 13. 20 12. 74 
12. 16 11. 42 10. 77 
12. 16 11. 42 10. 77 
12. 16 11. 41 10. 76 
12. 16 11. 42 10. 77 
1. 52 7. 13 10. 76 

1. 35 

15. 44 14. 58 13. 82 
14. 92 14. 24 13. 61 
12. 29 11. 86 11. 46 
10. 20 9. 89 9. 65 
10. 19 9. 64 9. 15 
10. 20 9. 65 9. 15 
10. 19 9. 64 9, 15 
10. 20 9. 65 9. 15 
6. 37 9. 64 9. 14 

1. 21 5. 72 

and the Recovery Period is: 

If the 
Recovery 
Year is: 

13, 0 

the Depreciation Rate is: 
10. 0 10. 5 11. 0 11. 5 12. 0 12. 5 13. 5 14. 0 14. 5 15. 0 15. 5 16. 0 16. 5 17. 0 

1 
2 

3 

4 

5 
6 
7 

8 

9 
10 
11 
12 
13 
14 
15 
16 
17 
18 

13. 13 12. 50 
13. 03 12. 50 
11. 08 10. 71 
9. 41 9. 18 
8. 71 8. 32 
8. 71 8. 32 
8. 71 8. 32 
8. 71 8. 32 
8. 71 8. 32 
8. 71 8. 31 
1. 09 5. 20 

11. 93 
12. 01 
10. 37 
8. 96 
7. 96 
7. 96 
7. 96 
7. 96 
7. 96 
7. 97 
7. 96 
1. 00 

11. 41 10. 94 10. 50 
11. 56 11. 13 10. 74 
10. 05 9. 74 9. 45 
8. 74 8. 52 8. 32 
7. 64 7. 46 7. 32 
7. 64 7. 33 7. 04 
7. 64 7. 33 7. 04 
7. 64 7. 33 7. 04 
7. 64 7. 33 7. 04 
7. 63 7. 32 7. 04 
7. 64 7. 33 7. 04 
4. 77 7. 32 7. 03 

0. 92 4. 40 

10. 10 
10. 37 
9. 18 
8. 12 
7. 18 
6. 78 
6. 77 
6. 78 
6. 77 
6. 78 
6. 77 
6. 78 
6. 77 
0. 85 

9. 72 9. 38 
10. 33 9. 71 
8. 92 8. 67 
7. 93 7. 74 
7. 04 6. 91 
6. 53 6. 31 
6. 54 6. 31 
6. 53 6. 31 
6. 54 6. 31 
6. 53 6. 31 
6. 54 6. 31 
6. 53 6. 31 
6. 54 6. 32 
4. 08 6. 31 

0. 79 

9. 05 8. 75 8. 47 8. 20 
9. 41 9. 13 8. 86 8. 61 
8. 44 8. 21 8. 00 7. 80 
7. 56 7. 39 7. 23 7. 07 
6. 78 6. 65 6. 53 6. 41 
6. 10 5. 99 5. 89 5. 80 
6. 11 5. 90 5. 72 5. 54 
6. 10 5. 91 5. 72 5. 54 
6. 11 5. 90 5. 72 5. 54 
6. 10 5. 91 5. 71 5. 54 
6. 11 5. 90 5. 72 5. 54 
6. 10 5. 91 5. 71 5. 54 
6. 11 5. 90 5. 72 5. 54 
6. 10 5. 91 5. 71 5. 55 
3. 82 5. 90 5. 72 5. 54 

0. 74 3. 57 5. 55 
0. 69 

7. 95 7. 72 
8. 37 8. 14 
7. 61 1. 42 
6. 92 6. 77 
6. 29 6. 11 
5. 71 5. 63 
5. 38 5. 23 
5. 38 5. 23 
5. 38 5. 23 
5. 38 5. 23 
5. 38 5. 23 
5. 38 5. 22 
'5. 38 5. 23 
5. 38 5. 22 
5. 38 5. 23 
5. 37 5. 22 
3. 36 5. 23 

0. 65 



If the 
Recovery 
Year is: 

and the Recovery Period is: 
18. 0 18. 5 19. 0 19. 5 20. 0 20. 5 21. 0 21. 5 22. 0 22. 5 23. 0 23. 5 24. 0 24-5 

the Depreciation Rate is: 
1 
2 
3 
4 
5 
6 

7 

8 
9 

10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 

7. 50 7. 29 7. 09 6. 91 
7. 93 7. 73 7. 53 7. 35 
7. 25 7. 08 6. 92 6. 77 
6. 63 6. 49 6. 36 6. 23 
6. 06 5. 95 5. 85 5. 74 
5. 54 5. 45 5. 37 5. 29 
5. 08 5. 00 4. 94 4. 87 
5. 08 4. 94 4. 81 4. 69 
5. 08 4. 95 4. 81 4. 69 
5. 08 4. 94 4. 81 4. 69 
5. 08 4. 95 4. 81 4. 69 
5. 09 4. 94 4. 81 4. 69 
5. 08 4. 95 4. 81 4. 69 
5. 09 4. 94 4. 81 4. 69 
5. 08 4. 95 4. 82 4. 68 
5. 09 4. 94 4. 81 4. 69 
5. 08 4. 95 4. 82 4. 68 
3. 18 4. 94 4. 81 4. 69 

0. 62 3. 01 4. 68 
0. 59 

6. 73 6. 563 
7. 17 7. 008 
6. 62 6. 482 
6. 11 5. 996 
5. 64 5. 546 
5. 21 5. 130 
4. 81 4, 746 
4. 57 4. 459 
4. 57 4. 459 
4. 57 4. 459 
4. 57 4. 459 
4. 57 4;460 
4. 57 4. 459 
4. 57 4. 460 
4. 57 4. 459 
4. 57 4. 460 
4. 57 4. 459 
4. 5S 4. 460 
4. 57 4. 459 
2. 86 4. 460 

0. 557 

6. 402 
6. 849 
6. 347 
5. 883 
5. 453 
5. 054 
4. 684 
4. 354 
4. 354 
4. 354 
4. 354 
4. 354 
4. 355 
4. 354 
4. 355 
4. 354 
4. 355 
4. 354 
4. 355 
4. 354 
2. 722 

6. 250 6. 105 
6. 696 6. 551 
6. 218 6. 094 
5. 774 5. 669 
5. 362 5. 273 
4. 979 4. 905 
4. 623 4. 563 
4. 293 4. 245 
4. 252 4. 154 
4. 252 4. 154 
4. 252 4. 154 
4. 252 4. 154 
4. 252 4. 154 
4. 252 4. 154 
4. 252 4. 154 
4. 252 4. 154 
4. 252 4. 153 
4. 251 4. 154 
4. 252 4. 153 
4. 251 4. 154 
4. 252 4. 153 
0. 531 2. 596 

5. 966 
6. 411 
5. 974 
5. 567 
5. 187 
4. 834 
4. 504 
4. 197 
4. 061 
4. 061 
4. 061 
4. 061 
4. 061 
4. 061 
4. 061 
4. 061 
4. 061 
4. 061 
4. 061 
4. 060 
4. 061 
4. 060 
0. 50& 

5. 833 5. 707 5. 585 
6. 278 6. 150 6. 026 
5. 859 5. 748 5. 642 
5. 469 5. 374 5. 282 
5. 104 5. 023 4. 945 
4. 764 4. 696 4. 629 
4. 446 4. 389 4. 333 
4. 150 4. 103 4. 057 
3. 972 3. 888 3. 808 
3. 972 3. 888 3. 808 
3. 973 3. 888 3. 808 
3. 972 3. 888 3. 808 
3. 973 3. 888 3. 808 
3. 972 3. 888 3. 808 
3. 973 3. 888 3. 808 
3. 972 3. 888 3. 808 
3. 973 3. 889 3. 808 
3. 972 3. 888 3. 808 
3. 973 3. 889 3. 808 
3. 972 3. 888 3. 808 
3. 973 3. 889 3. 808 
3. 972 3. 888 3. 808 
2. 483 3. 889 3. 809 

0. 486 2. 380 

5. 469 
5. 908 
5. 539 
5. 193 
4. 868 
4. 564 
4. 279 
4. 011 
3. 761 
3. 729 
3, 729 
3. 730 
3. 729 
3. 730 
3. 729 
3. 730 
3. 729 
3. 730 
3. 729 
3. 730 
3. 729 
3. 730 
3. 729 
3. 730 
0. 466 

5. 357 
5. 794 
5. 440 
5. 107 
4. 794 
4. 500 
4. 225 
3. 966 
3. 723 
3. 654 
3. 654 
3. 654 
3. 654 
3. 654 
3. 654 
3. 654 
3. 654 
3. 654 
3. 654 
3. 654 
3. 654 
3. 654 
3. 654 
3. 654 
2. 284 



If the 
Recovery 
Year is: 

25. 0 25. 5 26. 0 26. 5 

and 

the 

the Recovery 

27. 5 27. 0 

Depreciation 

Period is: 
28. 0 

Rate is: 

28. 5 29. 0 29. 5 30. 0 30. 5 31. 0 31. 5 32. 0 

1 

2 

3 

4 

5 

6 
7 

8 
9 

10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 

5. 250 
5. 685 
5. 344 
5. 023 
4. 722 
4. 439 
4. 172 
3. 922 
3. 687 
3. 582 
3. 582 
3. 582 
3. 582 
3. 582 
3. 582 
3. 582 
3. 582 
3. 582 
3. 581 
3. 582 
3. 581 
3. 582 
3. 581 
3. 582 
3. 581 
0. 448 

5. 147 
5. 580 
5. 251 
4. 942 
4. 652 
4. 378 
4. 121 
3. 878 
3. 650 
3. 513 
3. 513 
3. 513 
3. 513 
3. 513 
3 . 513 
3. 513 
3. 513 
3. 513 
3. 513 
3. 513 
3. 513 
3. 512 
3. 513 
3. 512 
3. 513 
2. 195 

5. 048 
5. 478 
5. 162 
4. 864 
4. 584 
4. 319 
4. 070 
3. 835 
3. 614 
3. 447 
3. 447 
3. 447 
3. 447 
3. 447 
3. 447 
3. 447 
3. 447 
3. 447 
3. 447 
3. 446 
3. 447 
3. 446 
3. 447 
3. 446 
3. 447 
3. 446 
0. 431 

4. 953 
5. 380 
5. 075 
4. 788 
4. 517 
4. 262 
4. 020 
3. 793 
3. 578 
3. 383 
3. 384 
3. 383 
3. 384 
3. 383 
3. 384 
3. 383 
3. 384 
3. 383 
3. 384 
3. 383 
3. 384 
3. 383 
3. 384 
3. 383 
3. 384 
3. 383 
2. 115 

4. 861 
5. 286 
4. 992 
4. 714 
4. 453 
4. 205 
3. 972 
3. 751 
3. 543 
3. 346 
3. 321 
3. 321 
3. 321 
3. 321 
3. 321 
3. 321 
3. 321 
3. 321 
3. 322 
3. 321 
3. 322 
3. 321 
3. 322 
3. 321 
3. 322 
3. 321 
3. 322 
0. 415 

4. 773 
5. 194 
4. 911 
4. 643 
4. 390 
4. 150 
3. 924 
3. 710 
3. 508 
3. 316 
3. 261 
3. 261 
3. 261 
3. 261 
3. 261 
3. 261 
3. 262 
3. 261 
3. 262 
3. 261 
3. 262 
3. 261 
3. 262 
3. 261 
3. 262 
3. 261 
3. 262 
2. 038 

4. 688 
5. 106 
4. 832 
4. 574 
4. 329 
4. 097 
3. 877 
3. 669 
3. 473 
3. 287 
3. 204 
3. 204 
3. 204 
3. 204 
3. 204 
3. 204 
3. 204 
3. 204 
3. 204 
3. 204 
3. 203 
3. 204 
3. 203 
3. 204 
3. 203 
3. 204 
3. 203 
3. 204 
0. 400 

4. 605 
5. 021 
4. 757 
4. 506 
4. 269 
4. 044 
3. 831 
3. 630 
3. 439 
3. 258 
3. 148 
3. 148 
3. 149 
3. 148 
3. 149 
3. 148 
3. 149 
3. 148 
3. 149 
3. 148 
3. 149 
3. 148 
3. 149 
3. 148 
3. 149 
3. 148 
3. 149 
3. 148 
1. 968 

4. 526 
4. 938 
4. 683 
4. 441 
4. 211 
3. 993 
3. 787 
3. 591 
3. 405 
3. 229 
3. 095 
3. 095 
3. 095 
3. 095 
3. 095 
3. 095 
3. 095 
3. 095 
3. 095 
3. 095 
3. 095 
3. 096 
3. 095 
3. 096 
3. 095 
3. 096 
3. 095 
3. 096 
3. 095 
0. 387 

4. 449 
4. 859 
4. 611 
4. 377 
4. 154 
3. 943 
3. 743 
3. 552 
3. 372 
3. 200 
3. 044 
3. 044 
3. 044 
3. 044 
3. 044 
3. 044 
3. 044 
3. 044 
3. 044 
3. 044 
3. 044 
3. 044 
3. 044 
3. 044 
3. 044 
3. 044 
3. 044 
3. 045 
3. 044 
1. 903 

4. 375 
4. 781 
4 542 
4. 315 
4. 099 
3. 894 
3. 700 
3. 515 
3. 339 
3. 172 
3. 013 
2. 994 
2. 994 
2. 994 
2. 994 
2. 994 
2 994 
2. 994 
2. 994 
2. 994 
2. 993 
2. 994 
2. 993 
2. 994 
2. 993 
2. 994 
2. 993 
2. 994 
2. 993 
2. 994 
0. 374 

4. 303 
4. 706 
4. 475 
4. 255 
4. 046 
3. 847 
3. 657 
3. 478 
3. 307 
3. 144 
2. 989 
2. 945 
2. 945 
2. 945 
2. 945 
2. 945 
2. 945 
2. 945 
2. 945 
2. 945 
2. 945 
2. 945 
2. 945 
2. 945 
2. 945 
2. 945 
2. 944 
2. 945 
2. 944 
2. 945 
1. 840 

4. 234 
4. 634 
4. 410 
4. 196 
3. 993 
3. 800 
3. 616 
3. 441 
3. 275 
3. 116 
2. 965 
2. 898 
2. 898 
2. 898 
2. 898 
2. 898 
2. 898 
2 898 
2. 898 
2. 898 
2. 898 
2. 898 
2. 898 
2. 898 
2. 898 
2. 898 
2. 898 
2. 897 
2. 898 
2. 897 
2. 898 
0. 362 

4. 167 
4. 563 
4. 346 
4. 139 
3. 942 
3. 754 
3. 576 
3. 405 
3. 243 
3. 089 
2. 942 
2. 853 
2. 853 
2. 853 
2. 852 
2, 853 
2. 852 
2. 853 
2. 852 
2. 853 
2. 852 
2. 853 
2. 852 
2. 853 
2. 852 
2. 853 
2. 852 
2. 853 
2. 852 
2. 853 
2. 852 
1 783 

4. 102 
4. 495 
4. 285 
4. 084 
3. 892 
3. 710 
3. 536 
3. 370 
3. 212 
3. 062 
2. 918 
2. 809 
2. 809 
2. 809 
2. 809 
2. 809 
2. 809 
2. 809 
2. 809 
2. 809 
2. 808 
2. 809 
2. 808 
2. 809 
2. 808 
2. 809 
2. 808 
2. 809 
2. 808 
2. 809 
2. 808 
2. 809 
0. 351 



and the Recovery Period is 

If the 
Recovery 
Year is: 

32. 5 33. 0 33. 5 34. 0 

the 

34. 5 35. 0 

Deprecxatzon 

35. 5 

Rate is: 

36. 0 36. 5 37. 0 37. 5 38. 0 38. 5 39. 0 39. 5 

1 

2 

3 

4 
5 
6 
7 

8 

9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
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23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 

4. 038 
4. 429 
4. 225 
4. 030 
3. 844 
3. 666 
3. 497 
3. 336 
3. 182 
3. 035 
2. 895 
2. 766 
2. 766 
2. 766 
2. 766 
2. 766 
2. 766 
2, 767 
2. 766 
2. 767 
2. 766 
2. 767 
2. 766 
2. 767 
2. 766 
2. 767 
2. 766 
2. 767 
2. 766 
2. 767 
2. 766 
2. 767 
1. 729 

3. 977 
4. 365 
4. 166 
3. 977 
3. 796 
3. 624 
3. 459 
3. 302 
3. 152 
3. 008 
2. 872 
2. 741 
2. 725 
2. 725 
2. 725 
2. 725 
2. 725 
2. 725 
2. 725 
2. 725 
2. 725 
2. 725 
2. 725 
2. 725 
2. 724 
2. 725 
2. 724 
2. 725 
2. 724 
2. 725 
2. 724 
2. 725 
2. 724 
0. 341 

3. 918 
4. 302 
4. 110 
3. 926 
3. 750 
3. 582 
3. 421 
3. 268 
3. 122 
2. 982 
2. 849 
2. 721 
2. 684 
2. 684 
2. 684 
2. 684 
2. 684 
2. 684 
2. 684 
2. 685 
2. 684 
2. 685 
2. 684 
2. 685 
2. 684 
2. 685 
2. 684 
2. 685 
2. 684 
2. 685 
2. 684 
2. 685 
2. 684 
1. 678 

3. 860 
4. 241 
4. 054 
3. 876 
3. 705 
3. 541 
3. 385 
3. 235 
3. 093 
2. 956 
2. 826 
2. 701 
2. 645 
2. 645 
2. 645 
2. 645 
2. 645 
2. 645 
2. 645 
2. 645 
2. 645 
2. 645 
2. 646 
2. 645 
2. 646 
2. 645 
2. 646 
2. 645 
2. 646 
2. 645 
2. 646 
2. 645 
2. 646 
2. 645 
0. 331 

3. 804 
4. 182 
4. 001 
3. 827 
3. 660 
3. 501 
3. 349 
3. 203 
3. 064 
2. 931 
2. 803 
2. 682 
2. 607 
2. 607 
2. 607 
2. 607 
2. 608 
2. 607 
2. 608 
2. 607 
2. 608 
2. 607 
2. 608 
2. 607 
2. 608 
2. 607 
2. 608 
2. 607 
2. 608 
2. 607 
2. 608 
2. 607 
2. 608 
2. 607 
1. 630 

3. 750 
4. 125 
3. 948 
3. 779 
3. 617 
3. 462 
3. 314 
3. 172 
3. 036 
2. 906 
2. 781 
2. 662 
2. 571 
2. 571 
2. 571 
2. 571 
2. 571 
2. 571 
2. 571 
2. 571 
2. 571 
2. 571 
2. 571 
2. 570 
2. 571 
2. 570 
2. 571 
2. 570 
2. 571 
2. 570 
2. 571 
2. 570 
2. 571 
2. 570 
2. 571 
0. 321 

3. 697 
4. 069 
3. 897 
3. 733 
3. 575 
3. 424 
3. 279 
3. 141 
3. 008 
2. 881 
2. 759 
2. 642 
2. 535 
2. 535 
2. 535 
2. 535 
2. 535 
2. 535 
2. 535 
2. 535 
2. 535 
2. 535 
2. 535 
2. 535 
2. 535 
2. 536 
2. 535 
2. 536 
2. 535 
2. 536 
2. 535 
2. 536 
2. 535 
2. 536 
2. 535 
1. 585 

3. 646 
4. 015 
3. 847 
3. 687 
3. 534 
3. 386 
3. 245 
3. 110 
2. 980 
2. 856 
2. 737 
2. 623 
2. 514 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 501 
2. 500 
2. 501 
2. 500 
2. 501 
2. 500 
2. 501 
2. 500 
2. 501 
2. 500 
2. 501 
2. 500 
2. 501 
2. 500 
0. 313 

3. 596 
3. 962 
3. 799 
3. 643 
3. 493 
3. 350 
3. 212 
3. 080 
2. 953 
2. 832 
2. 716 
2. 604 
2. 497 
2. 466 
2. 466 
2. 466 
2. 466 
2. 466 
2. 466 
2. 466 
2. 466 
2. 466 
2. 466 
2, 466 
2. 466 
2. 466 
2. 466 
2. 466 
2. 466 
2. 466 
2. 467 
2. 466 
2. 467 
2. 466 
2. 467 
2. 466 
1. 542 

3. 547 
3. 910 
3. 752 
3. 600 
3. 454 
3. 314 
3. 179 
3. 050 
2. 927 
2. 808 
2. 694 
2. 585 
2. 480 
2. 433 
2. 433 
2. 433 
2. 433 
2. 433 
2. 433 
2. 433 
2. 433 
2. 433 
2. 433 
2. 433 
2. 433 
2. 433 
2. 433 
2. 433 
2. 433 
2. 433 
2. 434 
2. 433 
2. 434 
2. 433 
2. 434 
2. 433 
2. 434 
0. 304 

3. 500 
3. 860 
3. 706 
3. 557 
3. 415 
3. 278 
3. 147 
3. 021 
2. 901 
2. 785 
2. 673 
2. 566 
2. 464 
2. 401 
2. 401 
2. 401 
2. 401 
2. 401 
2. 401 
2. 401 
2. 401 
2. 401 
2. 401 
2. 401 
2. 401 
2. 401 
2. 401 
2. 401 
2. 401 
2. 401 
2. 401 
2. 401 
2. 401 
2. 402 
2. 401 
2. 402 
2. 401 
1. 501 

3. 454 
3. 811 
3. 661 
3. 516 
3. 377 
3. 244 
3. 116 
2. 993 
2. 875 
2. 761 
2. 652 
2. 548 
2. 447 
2. 370 
2. 370 
2. 370 
2. 370 
2. 370 
2. 370 
2. 370 
2. 370 
2. 370 
2. 370 
2. 370 
2. 370 
2. 370 
2. 370 
2. 370 
2. 370 
2. 370 
2. 370 
2. 370 
2. 370 
2. 370 
2. 370 
2. 370 
2. 369 
2. 370 
0. 296 

3. 409 
3. 763 
3, 617 
3. 476 
3. 340 
3. 210 
3. 085 
2. 965 
2. 849 
2. 738 
2. 632 
2. 529 
2. 431 
2. 340 
2. 340 
2. 340 
2. 340 
2. 340 
2. 340 
2. 340 
2. 340 
2. 340 
2. 340 
2. 340 
2. 340 
2. 340 
2. 339 
2. 340 
2. 339 
2. 340 
2. 339 
2. 340 
2. 339 
2. 340 
2. 339 
2. 340 
2. 339 
2. 340 
1. 462 

3. 365 
3. 717 
3. 574 
3. 436 
3. 304 
3. 177 
3. 055 
2. 937 
2. 824 
2. 716 
2. 611 
2. 511 
2. 414 
2. 322 
2. 310 
2. 310 
2. 310 
2. 310 
2. 310 
2. 310 
2. 310 
2. 310 
2. 310 
2. 310 
2. 310 
2. 310 
2. 310 
2. 310 
2. 310 
2. 310 
2. 310 
2. 310 
2. 310 
2. 310 
2. 310 
2. 310 
2. 309 
2. 310 
2. 309 
0. 289 

3. 323 
3. 671 
3. 532 
3. 398 
3. 269 
3. 145 
3. 025 
2. 910 
2. 800 
2. 693 
2. 591 
2. 493 
2. 398 
2 307 
2. 281 
2. 281 
2. 281 
2. 281 
2. 281 
2. 281 
2. 281 
2. 281 
2. 281 
2. 281 
2. 281 
2. 281 
2. 281 
2. 281 
2. 281 
2. 280 
2. 281 
2. 280 
2. 281 
2. 280 
2. 281 
2. 280 
2. 281 
2. 280 
2. 281 
1 425 



If the 
Recovery 
Year 1s: 

40. 0 40. 5 41. 0 41. 5 42. 0 42. 5 43. 0 

the Depreciation Rate is: 

and the Recovery Period is: 
43. 5 44. 0 45. 0 45. 5 46. 0 46. 5 47. 0 
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17 
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23 
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25 
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27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 
41 
42 
43 
44 
45 
46 
47 
48 

3. 281 
3. 627 
3. 491 
3. 360 
3. 234 
3. 113 
2. 996 
2. 884 
2. 776 
2. 671 
2. 571 
2. 475 
2. 382 
2. 293 
2. 252 
2. 252 
2. 253 
2. 252 
2. 253 
2. 252 
2. 253 
2. 252 
2. 253 
2. 252 
2. 253 
2. 252 
2. 253 
2. 252 
2. 253 
2. 252 
2. 253 
2. 252 
2. 253 
2. 252 
2. 253 
2. 252 
2. 253 
2. 252 
2. 253 
2. 252 
0. 282 

3. 241 
3. 584 
3. 451 
3. 323 
3. 200 
3. 082 
2. 967 
2. 857 
2. 752 
2. 650 
2. 552 
2. 457 
2. 366 
2. 278 
2. 225 
2. 225 
2. 225 
2. 225 
2. 225 
2. 225 
2. 225 
2. 225 
2. 225 
2. 225 
2. 225 
2. 225 
2. 225 
2. 225 
2. 225 
2. 225 
2. 225 
2 225 
2. 225 
2. 225 
2. 225 
2. 225 
2. 225 
2. 225 
2. 225 
2. 225 
1. 390 

3. 201 
3. 541 
3. 412 
3. 287 
3. 167 
3. 051 
2. 939 
2. 832 
2. 728 
2. 628 
2. 532 
2. 440 
2. 350 
2. 264 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 199 
2. 198 
2. 199 
2. 198 
2 199 
2. 198 
2. 199 
2. 198 
2. 199 
2 198 
2. 199 
2. 198 
2. 199 
2. 198 
0. 275 

3. 163 
3. 500 
3. 374 
3. 252 
3. 134 
3. 021 
2. 912 
2. 806 
2. 705 
2 607 
2. 513 
2. 422 
2. 335 
2. 250 
2. 172 
2. 172 
2. 172 
2. 172 
2. 172 
2. 172 
2. 172 
2. 172 
2. 172 
2. 172 
2. 172 
2. 172 
2. 172 
2. 172 
2. 172 
2 172 
2. 172 
2. 172 
2. 172 
2. 173 
2. 172 
2. 173 
2. 172 
2. 173 
2. 172 
2. 173 
2. 172 
1. 358 

3. 125 
3. 460 
3. 336 
3. 217 
3. 102 
2. 991 
2. 885 
2. 782 
2. 682 
2. 586 
2. 494 
2. 405 
2. 319 
2. 236 
2. 156 
2. 147 
2. 146 
2. 147 
2. 146 
2. 147 
2. 146 
2. 147 
2. 146 
2. 147 
2. 146 
2. 147 
2. 146 
2. 147 
2. 146 
2. 147 
2. 146 
2;147 
2. 146 
2. 147 
2. 146 
2. 147 
2. 146 
2. 147 
2. 146 
2. 147 
2. 146 
2. 147 
0. 268 

3. 088 
3. 420 
3. 300 
3. 183 
3. 071 
2. 963 
2. 858 
2. 757 
2. 660 
2. 566 
2. 475 
2. '388 
2. 304 
2. 222 
2. 144 
2. 121 
2. 121 
2. 121 
2. 121 
2. 121 
2. 121 
2. 121 
2. 121 
2. 121 
2. 121 
2. 121 
2. 122 
2. 121 
2. 122 
2. 121 
2. 122 
2. 121 
2. 122 
2. 121 
2. 122 
2. 121 
2. 122 
2. 121 
2. 122 
2. 121 
2. 122 
2. 121 
1. 326 

3. 052 
3. 382 
3. 264 
3. 150 
3. 040 
2. 934 
2. 832 
2. 733 
2. 638 
2. 546 
2. 457 
2. 371 
2. 288 
2. 209 
2. 132 
2. 097 
2. 097 
2. 097 
2. 097 
2. 097 
2. 097 
2. 097 
2. 097 
2. 097 
2. 097 
2. 097 
2. 097 
2. 097 
2. 097 
2. 097 
2. 097 
2. 096 
2. 097 
2. 096 
2. 097 
2. 096 
2. 097 
2. 096 
2. 097 
2. 096 
2. 097 
2. 096 
2. 097 
0. 262 

3. 017 
3. 344 
3. 229 
3. 118 
3. 010 
2. 906 
2. 806 
2. 709 
2. 616 
2. 526 
2. 439 
2. 354 
2. 273 
2. 195 
2. 119 
2. 073 
2. 073 
2. 073 
2. 073 
2. 073 
2. 073 
2. 073 
2. 073 
2. 073 
2. 073 
2. 073 
2. 073 
2. 073 
2. 073 
2. 073 
2. 073 
2. 073 
2. 073 
2. 073 
2. 073 
2. 073 
2. 073 
2. 073 
2. 073 
2. 073 
2. 073 
2. 073 
2. 073 
1. 295 

2. 983 
3. 307 
3. 195 
3. 086 
2. 981 
2. 879 
2. 781 
2. 686 
2. 594 
2. 506 
2. 421 
2. 338 
2. 258 
2. 181 
2. 107 
2. 050 
2. 050 
2. 050 
2. 050 
2. 050 
2. 050 
2. 050 
2. 050 
2. 050 
2. 050 
2. 050 
2. 049 
2. 050 
2. 049 
2. 050 
2. 049 
2. 050 
2. 049 
2. 050 
2. 049 
2. 050 
2. 049 
2. 050 
2. 049 
2. 050 
2. 049 
2. 050 
2. 049 
2. 050 
0. 256 

2. 949 
3. 271 
3. 161 
3. 055 
2. 952 
2. 852 
2. 756 
2. 663 
2. 573 
2. 487 
2. 403 
2. 322 
2. 243 
2. 168 
2. 095 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
1. 267 

2. 917 
3. 236 
3. 128 
3. 024 
2. 923 
2. 826 
2. 732 
2. 640 
2. 552 
2. 467 
2. 385 
2. 306 
2. 229 
2. 154 
2. 083 
2. 013 
2. 005 
2. 005 
2. 005 
2. 005 
2. 005 
2. 005 
2. 005 
2. 005 
2. 004 
2. 005 
2. 004 
2. 005 
2. 004 
2. 005 
2. 004 
2. 005 
2. 004 
2. 005 
2. 004 
2. 005 
2. 004 
2. 005 
2. 004 
2. 005 
2. 004 
2. 005 
2. 004 
2. 005 
2. 004 
0. 251 

2. 885 
3 202 
3. 096 
2. 994 
2. 895 
2. 800 
2. 708 
2. 618 
2. 532 
2. 448 
2. 368 
2. 290 
2. 214 
2. 141 
2. 071 
2. 002 
1. 983 
1. 983 
1. 983 
1. 983 
1. 983 
1. 983 
1. 983 
1. 983 
1. 983 
1. 982 
1. 983 
1. 982 
1. 983 
1. 982 
1. 983 
1. 982 
1. 983 
1. 982 
1. 983 
1. 982 
1. 983 
1. 982 
1. 983 
1. 982 
1. 983 
1. 982 
1. 983 
1. 982 
1. 983 
1. 239 

2. 853 
3. 168 
3. 065 
2. 965 
2. 868 
2. 774 
2. 684 
2. 596 
2. 512 
2. 430 
2. 351 
2. 274 
2. 200 
2. 128 
2. 059 
1. 992 
1. 961 
1. 961 
1. 961 
1. 961 
1. 961 
1. 961 
1. 961 
1. 961 
1. 961 
1. 961 
1. 961 
1. 961 
1. 961 
1. 961 
1. 961 
1. 961 
1. 961 
1. 961 
1. 961 
1. 962 
1. 961 
1. 962 
1. 961 
1. 962 
1. 961 
1. 962 
1. 961 
1. 962 
1. 961 
1. 962 
0. 245 

2. 823 
3. 135 
3. 034 
2. 936 
2. 841 
2. 749 
2. 661 
2. 575 
2. 492 
2. 411 
2. 334 
2. 258 
2. 186 
2. 115 
2. 047 
1. 981 
1. 940 
1. 940 
1. 940 
1. 940 
1. 940 
1. 940 
1. 940 
1. 940 
1. 940 
1. 940 
1. 940 
1. 940 
1. 941 
1. 940 
1. 941 
1. 940 
1. 941 
1. 940 
1. 941 
1. 940 
1. 941 
1. 940 
1. 941 
1. 940 
1. 941 
1. 940 
1. 941 
1. 940 
1. 941 
1. 940 
1. 213 

2. 793 
3. 102 
3. 003 
2. 908 
2. 815 
2. 725 
2. 638 
2. 554 
2. 472 
2. 393 
2. 317 
2. 243 
2. 171 
2. 102 
2. 035 
1. 970 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 919 
0. 240 



and the Recovery Period is: 
If the 
Recovery 
Year is: 

47. 5 48. 0 48. 5 49. 0 49. 5 '50. 0 

the Depreciation Rate is: 
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2. 763 
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I . 188 

2. 734 
3. 040 
2. 945 
2. 853 
2. 763 
2. 677 
2. 593 
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1. 861 
1. 861 
1. 861 
1. 861 
1. 861 
1. 861 
1. 861 
1. 861 
1. 861 
1. 861 
1. 861 
1. 861 
1. 861 
1. 861 
1. 861 
1. 861 
1. 861 
1. 861 
1. 861 
1. 862 
1. 861 
1. 862 
1. 163 

2. 679 
2. 979 
2. 888 
2. 800 
2. 714 
2. 631 
2. 550 
2. 472 
2. 397 
2. 323 
2. 252 
2. 183 
2. 116 
2. 052 
1. 989 
1. 928 
1. 869 
1. 842 
1. 842 
1. 842 
1. 842 
1. 842 
1. 842 
1. 842 
1. 842 
1. 842 
1. 842 
1. 842 
1. 842 
1. 842 
1. 842 
1. 842 
1. 842 
1. 842 
1. 842 
1. 842 
1. 842 
1. 842 
1. 842 
1. 842 
1. 842 
1 842 
1. 843 
1. 842 
1. 843 
1. 842 
1. 843 
1. 842 
1. 843 
0. 230 

2. 652 
2. 950 
2. 861 
2. 774 
2. 690 
2. 608 
2. 529 
2. 453 
2. 378 
2. 306 
2. 236 
2. 169 
2. 103 
2. 039 
1. 977 
1. 917 
1. 859 
1. 824 
1. 824 
1. 824 
1. 824 
1. 824 
1. 824 
1. 824 
1. 824 
1. 824 
1. 824 
1. 824 
1. 824 
1. 824 
1. 824 
1. 824 
1. 823 
1. 824 
1. 823 
1. 824 
1. 823 
1. 824 
1. 823 
1. 824 
1. 823 
1. 824 
1. 823 
1. 824 
1. 823 
1. 824 
1. 823 
1. 824 
1. 823 
1. 140 

2. 625 
2. 921 
2. 834 
2. 749 
2. 666 
2. 586 
2. 509 
2. 433 
2. 360 
2. 290 
2. 221 
2. 154 
2. 090 
2 027 
1. 966 
1. 907 
1. 850 
1. 806 
1. 806 
1. 806 
1. 806 
1. 806 
1. 806 
1. 806 
1. 806 
1. 806 
1. 806 
1. 805 
1. 806 
1. 805 
1. 806 
1. 805 
1. 806 
1. 805 
1. 806 
1. 805 
1. 806 
1. 805 
1. 806 
1. 805 
1. 806 
1. 805 
1. 806 
1. 805 
1. 806 
1. 805 
1. 806 
1. 805 
1. 806 
1. 805 
0. 226 
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TABLE 16 

If the 
Recovery 
Year is: 

Alternatave Minimum Tax (see section 7 of this 
revenue procedure) 
Applicable Depreciation Method: 150 Percent Declining Balance 
Switching to Straight Line 
Applicable Recovery Periods: 2. 5 — 50 years 
Applicable Convention: Rid-quarter (property placed 
in service in second quarter) 

and the Recovery Period is: 
2 5 3 0 3 5 4 0 4 5 5 0 5 5 6 0 6 5 7 0 7 5 8 0 8 5 9 0 9 5 

the Depreciation Rate is: 
1 
2 
3 

4 
5 

6 
7 
8 
9 

10 

37. 50 31. 25 26. 79 
37. 50 34. 38 31. 38 
25. 00 25. 00 22. 31 

9. 37 19. 52 

23. 44 20. 83 18. 75 
28 71 26. 39 24. 38 
20. 15 18. 36 17. 06 
20. 15 18. 36 16. 76 
7. 55 16. 06 16. 76 

6. 29 

17. 05 
22. 62 
16. 45 
15. 26 
15. 26 
13. 36 

15 63 14. 42 
21. 09 19. 75 
15. 82 15. 19 
14 06 13. 07 
14. 06 13. 07 
14. 07 13. 07 
5. 27 11. 43 

13. 39 12. 50 11. 72 
18. 56 17. 50 16. 55 
14. 58 14. 00 13. 45 
12. 22 11. 49 10. 93 
12. 22 11. 49 10. 82 
12. 22 11. 49 10. 82 
12. 23 11. 48 10. 83 
4. 58 10. 05 10. 82 

4. 06 

11. 03 10. 42 9. 87 
15. 70 14. 93 14. 23 
12. 93 12. 44 11. 98 
10. 65 10. 37 10. 09 
10. 19 9. 64 9. 16 
10. 19 9. 65 9. 16 
10. 19 9. 64 9. 16 
10. 20 9. 65 9. 17 
8. 92 9. 64 9. 16 

3. 62 8. 02 

If the 
Recovery 
Year is: 

and the Recovery Period is: 
10. 0 10. 5 11. 0 11. 5 12. 0 12. 5 13. 0 13. 5 14. 0 14. 5 15. 0 15. 5 16. 0 16. 5 17. 0 

the Depreciation Rate is: 
1 
2 

3 
4 
5 
6 
7 
8 

9 
10 
11 
12 
13 
14 
15 
16 
17 
18 

9. 38 
13. 59 
11. 55 
9. 82 ~ 

8. 73 
8. 73 
8. 73 
8. 73 
8. 73 
8 73 
3. 28 

8. 93 8. 52 8. 15 
13. 01 19. 47 11. 98 
11. 15 10. 77 10. 42 
9. 56 9. 31 9. 06 
8. 34 8. 04 7. 88 
8. 34 7. 98 7. 64 
8. 34 7. 98 7. 64 
8. 34 7. 98 7. 64 
8. 34 7. 99 7. 64 
8. 35 7. 98 7. 63 
7. 30 7. 99 7. 64 

2. 99 6. 68 

7. 81 7. 50 
11. 52 11. 10 
10. 08 9. 77 
8. 82 8. 60 
7. 72 7. 56 
7. 33 7. 04 
7. 33 7. 04 
7. 33 7. 05 
7. 33 7. 04 
7. 33 7. 05 
7. 33 7. 04 
7. 32 7. 05 
2. 75 6. 16 

7. 21 6. 94 
10. 71 10. 34 
9. 47 9. 19 
8. 38 8. 17 
7. 41 7. 26 
6. 78 6. 55 
6. 79 6. 55 
6. 78 6. 55 
6. 79 6. 54 
6. 78 6. 55 
6. 79 6. 54 
6. 78 6. 55 
6. 79 6. 54 
2. 54 5. 73 

6. 70 6. 47 
10. 00 9. 68 
8. 92 8. 67 
7. 97 7. 78 
7. 12 6. 97 
6. 35 6. 25 
6. 32 6. 10 
6. 32 6. 11 
6. 32 6. 10 
6. 32 6. 11 
6. 32 6. 10 
6. 32 6. 11 
6. 32 6. 10 
6. 33 6. 11 
2. 37 5. 34 

6. 25 6. 05 5. 86 5. 68 5. 51 
9. 38 9. 09 8. 83 8. 57 8. 34 
8. 44 8. 21 8. 00 7. 80 7. 60 
7. 59 7. 42 7. 25 7. 09 6. 93 
6. 83 6. 70 6. 57 6. 44 6. 32 
6. 15 6. 05 5. 95 5. 86 5. 76 
5. 91 5. 72 5. 55 5. 38 5. 25 
5. 90 5. 72 5. 55 5. 39 5. 23 
5. 91 5. 72 5. 55 5. 38 5. 23 
5. 90 5. 72 5. 54 5. 39 5. 23 
5. 91 5. 72 5. 55 5. 38 5. 23 
5. 90 5. 72 5. 54 5. 39 5. 23 
5. 91 5. 72 5. 55 5. 38 5. 24 
5. 90 5. 72 5. 54 5. 39 5. 23 
5. 91 5. 72 5. 55 5. 38 5. 24 
2. 21 5. 00 5. 54 5. 39 5. 23 

2. 08 4. 71 5. 24 
1. 96 



If the 
Recovery 
Year is: 

and the Recovery Period is 

17. 5 18. 0 18. 5 19. 0 19. 5 20. 0 20. 5 

the Depreciation Rate is: 

21. 0 21. 5 22. 0 22. 5 23. 0 23. 5 24. 0 24. 5 

1 

2 
3 

4 
5 
6 
7 
8 
9 

10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 

5 36 5. 21 5. 07 
8. 11 7. 90 7. 70 
7. 42 7. 24 7. 07 
6. 78 6. 64 6. 50 
6. 20 6. 08 5. 97 
5. 67 5. 58 5. 49 
5. 18 5. 11 5. 04 
5. 08 4. 94 4. 81 
5. 08 4. 94 4. 81 
5. 08 4. 95 4. 81 
5. 08 4. 94 4. 81 
5. 09 4. 95 4. 82 
5. 08 4. 94 4. 81 
5. 09 4. 95 4. 82 
5. 08 4. 94 4. 81 
5. 09 4. 95 4. 82 
5. 08 4. 94 4. 81 
4. 45 4. 95 4. 82 

1. 85 4. 21 

4. 93 
7. 51 
6. 91 
6. 37 
5. 86 
5. 40 
4. 98 
4. 69 
4. 69 
4. 69 
4. 69 
4. 69 
4. 69 
4. 69 
4. 69 
4. 69 
4. 69 
4. 69 
4. 69 
1. 76 

4. 81 4. 688 
7. 32 7. 148 
6. 76 6. 612 
6. 24 6. 116 
5. 76 5. 658 
5. 32 5. 233 
4. 91 4. 841 
4. 57 4. 478 
4. 57 4. 463 
4. 57 4. 463 
4. 57 4. 463 
4. 57 4. 463 
4. 58 4. 463 
4. 57 4. 463 
4. 58 4. 462 
4. 57 4. 463 
4. 58 4. 462 
4. 57 4. 463 
4. 58 4. 462 
4. 00 4. 463 

1. 673 

4. 573 
6. 982 
6. 472 
5. 998 
5. 559 
5. 152 
4. 775 
4. 426 
4. 354 
4. 354 
4. 354 
4. 355 
4. 354 
4. 355 
4. 354 
4. 355 
4. 354 
4. 355 
4. 354 
4. 355 
3. 810 

4. 464 
6. 824 
6. 337 
5. 884 
5. 464 
5 073 
4. 711 
4. 375 
4. 252 
4. 252 
4. 252 
4. 252 
4. 252 
4. 252 
4. 252 
4. 252 
4. 252 
4. 251 
4. 252 
4. 251 
4. 252 
1. 594 

4. 360 
6 673 
6. 207 
5. 774 
5. 371 
4. 996 
4. 648 
4. 324 
4. 155 
4. 155 
4. 155 
4. 155 
4. 155 
4. 155 
4. 155 
4. 154 
4. 155 
4. 154 
4. 155 
4. 154 
4. 155 
3. 635 

4. 261 
6. 528 
6. 083 
5. 668 
5. 281 
4. 921 
4. 586 
4. 273 
4. 063 
4. 063 
4. 062 
4. 063 
4. 062 
4. 063 
4. 062 
4. 063 
4. 062 
4. 063 
4. 062 
4. 063 
4. 062 
4. 063 
1. 523 

4. 167 
6. 389 
5. 963 
5. 565 
5. 194 
4. 848 
4. 525 
4. 223 
3. 975 
3. 975 
3. 975 
3. 975 
3. 975 
3. 975 
3. 975 
3. 975 
3. 975 
3. 975 
3. 975 
3. 974 
3. 975 
3. 974 
3. 478 

4. 076 
6. 256 
5. 848 
5. 467 
5. 110 
4. 777 
4. 465 
4. 174 
3. 902 
3. 890 
3. 890 
3. 891 
3. 890 
3. 891 
3. 890 
3. 891 
3. 890 
3. 891 
3. 890 
3. 891 
3, 890 
3. 891 
3. 890 
1. 459 

3. 989 
6. 128 
5. 737 
5. 371 
5. 028 
4. 707 
4. 407 
4. 126 
3. 862 
3. 808 
3. 808 
3. 808 
3. 808 
3 808 
3. 808 
3. 808 
3. 808 
3. 808 
3. 808 
3. 808 
3. 808 
3. 808 
3. 809 
3. 332 

3. 906 
6. 006 
5. 631 
5. 279 
4. 949 
4. 639 
4. 349 
4. 078 
3. 823 
3. 729 
3. 729 
3. 729 
3. 730 
3. 729 
3. 730 
3. 729 
3. 730 
3. 729 
3. 730 
3. 729 
3. 730 
3. 729 
3. 730 
3. 729 
1. 399 

3. 827 
5. 888 
5. 528 
5. 189 
4. 872 
4. 573 
4. 293 
4. 030 
3. 784 
3. 655 
3 655 
3. 654 
3. 655 
3. 654 
3. 655 
3. 654 
3. 655 
3. 654 
3. 655 
3. 654 
3. 655 
3. 654 
3. 655 
3. 654 
3. 198 



If the 
Recovery 
Year is: 

25, 0 25. 5 26. 0 26. 5 

and 

the 

the Recovery 

27 5 27. 0 

Depreciation 

Period is: 
28. 0 

Rate is: 
28. 5 29. 0 29. 5 30. 0 30. 5 31. 0 31. 5 32. 0 

1 

2 

3 

4 
5 

6 
7 

8 
9 

10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 

3. 750 
5. 775 
5. 429 
5. 103 
4. 797 
4. 509 
4. 238 
3. 984 
3. 745 
3. 583 
3. 583 
3. 583 
3. 583 
3. 583 
3. 583 
3. 583 
3. 583 
3. 583 
3. 583 
3. 583 
3. 583 
3. 583 
3. 583 
3. 582 
3. 583 
1. 343 

3. 676 
5. 666 
5. 333 
5. 019 
4. 724 
4. 446 
4. 184 
3. 938 
3. 707 
3. 514 
3. 515 
3. 514 
3. 515 
3. 514 
3. 515 
3. 514 
3. 515 
3. 514 
3. 515 
3. 514 
3. 515 
3. 514 
3. 515 
3. 514 
3. 515 
3. 075 

3. 606 
5. 561 
5. 240 
4. 938 
4. 653 
4. 385 
4. 132 
3. 893 
3. 669 
3. 457 
3. 448 
3. 448 
3. 448 
3. 448 
3. 448 
3. 448 
3. 448 
3. 449 
3. 448 
3. 449 
3. 448 
3. 449 
3. 448 
3. 449 
3. 448 
3. 449 
1. 293 

3. 538 
5. 460 
5. 151 
4. 859 
4. 584 
4. 325 
4. 080 
3. 849 
3 631 
3. 426 
3. 384 
3. 383 
3. 384 
3. 383 
3. 384 
3. 383 
3. 384 
3. 383 
3. 384 
3. 383 
3. 384 
3. 383 
3. 384 
3. 383 
3. 384 
3. 383 
2. 961 

3. 472 
5. 363 
5. 065 
4. 783 
4. 518 
4. 267 
4. 030 
3. 806 
3. 594 
3. 395 
3. 321 
3. 321 
3. 321 
3. 321 
3. 321 
3 321 
3. 321 
3. 321 
3. 321 
3. 322 
3. 321 
3. 322 
3. 321 
3. 322 
3. 321 
3. 322 
3. 321 
1. 246 

3. 409 
5. 269 
4. 981 
4. 710 
4. 453 
4. 210 
3. 980 
3. 763 
3. 558 
3. 364 
3. 262 
3. 262 
3. 262 
3. 262 
3. 262 
3. 262 
3. 262 
3. 262 
3. 261 
3. 262 
3. 261 
3. 262 
3. 261 
3. 262 
3. 261 
3. 262 
3. 261 
2. 854 

3. 348 
5. 178 
4. 900 
4. 638 
4. 389 
4. 154 
3. 932 
3. 721 
3. 522 
3. 333 
3. 205 
3. 205 
3. 205 
3. 205 
3. 205 
3. 204 
3. 205 
3. 204 
3. 205 
3. 204 
3. 205 
3. 204 
3. 205 
3. 204 
3. 205 
3. 204 
3. 205 
3. 204 
1. 202 

3. 289 
5. 090 
4. 822 
4. 568 
4. 328 
4. 100 
3. 884 
3. 680 
3. 486 
3. 303 
3. 150 
3. 150 
3. 150 
3. 150 
3. 150 
3. 150 
3. 150 
3. 149 
3. 150 
3. 149 
3. 150 
3. 149 
3. 150 
3. 149 
3. 150 
3. 149 
3. 150 
3. 149 
2. 756 

3. 233 
5. 005 
4. 746 
4. 501 
4. 268 
4. 047 
3, 838 
3. 639 
3. 451 
3. 273 
3. 103 
3. 096 
3. 096 
3. 096 
3. 096 
3. 096 
3. 097 
3. 096 
3. 097 
3. 096 
3. 097 
3. 096 
3. 097 
3. 096 
3. 097 
3. 096 
3. 097 
3. 096 
3. 097 
1. 161 

3. 178 
4. 923 
4. 673 
4. 435 
4. 210 
3. 996 
3. 792 
3. 600 
3. 417 
3. 243 
3. 078 
3. 044 
3. 044 
3. 044 
3. 044 
3. 044 
3. 044 
3. 044 
3. 044 
3. 044 
3. 044 
3. 044 
3. 044 
3. 044 
3. 044 
3. 044 
3. 044 
3. 044 
3. 044 
2. 663 

3. 125 
4. 844 
4. 602 
4. 371 
4. 153 
3. 945 
3. 748 
3. 561 
3. 383 
3. 213 
3. 053 
2. 994 
2. 994 
2. 994 
2. 994 
2. 994 
2. 994 
2. 993 
2. 994 
2. 993 
2. 994 
2. 993 
2. 994 
2. 993 
2. 994 
2. 993 
2. 994 
2. 993 
2. 994 
2. 993 
1. 123 

3. 074 
4. 767 
4. 532 
4. 310 
4. 098 
3. 896 
3. 704 
3. 522 
3. 349 
3. 184 
3. 028 
2. 945 
2. 945 
2. 945 
2. 945 
2. 945 
2. 945 
2. 945 
2. 945 
2. 945 
2. 945 
2. 945 
2. 945 
2. 946 
2. 945 
2. 946 
2. 945 
2. 946 
2. 945 
2. 946 
2. 577 

3. 024 
4. 692 
4. 465 
4. 249 
4. 044 
3. 848 
3. 662 
3. 485 
3. 316 
3. 156 
3. 003 
2. 898 
2. 898 
2. 899 
2. 898 
2. 899 
2. 898 
2. 899 
2. 898 
2. 899 
2. 898 
2. 899 
2. 898 
2. 899 
2. 898 
2. 899 
2. 898 
2. 899 
2. 898 
2. 899 
2. 898 
1. 087 

2. 976 
4. 620 
4. 400 
4. 191 
3. 991 
3. 801 
3. 620 
3. 448 
3. 283 
3. 127 
2. 978 
2. 853 
2. 853 
2. 853 
2. 853 
2. 854 
2. 853 
2. 854 
2. 853 
2. 854 
2. 853 
2 854 
2. 853 
2. 854 
2. 853 
2. 854 
2. 853 
2. 854 
2. 853 
2. 854 
2. 853 
2. 497 

2. 930 
4. 550 
4. 337 
4. 134 
3. 940 
3. 755 
3. 579 
3. 411 
3, 251 
3. 099 
2. 954 
2. 815 
2. 810 
2. 810 
2. 810 
2. 809 
2. 810 
2. 809 
2. 810 
2. 809 
2. 810 
2. 809 
2. 810 
2. 809 
2. 810 
2. 809 
2. 810 
2. 809 
2. 810 
2. 809 
2. 810 
2. 809 
1. 054 



and the Recovery Period is: 

If the 
Recovery 
Year is: 

32. 5 33. 0 33. 5 34. 0 

the 

35. 0 34. 5 

Depreciation 

35. 5 

Rate is: 

36. 0 36. 5 37. 0 37. 5 38. 0 38. 5 39. 0 39. 5 

1 
2 
3 
4 

5 
6 
7 

8 
9 

10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 

2. 885 
4. 482 
4. 275 
4. 078 
3. 890 
3. 710 
3. 539 
3. 376 
3. 220 
3. 071 
2. 930 
2. 794 
2. 766 
2. 766 
2. 767 
2. 766 
2. 767 
2. 766 
2. 767 
2. 766 
2. 767 
2. 766 
2. 767 
2. 766 
2. 767 
2. 766 
2. 767 
2. 766 
2. 767 
2. 766 
2. 767 
2. 766 
2. 421 

2. 841 
4. 416 
4. 216 
4. 024 
3. 841 
3. 666 
3. 500 
3. 341 
3. 189 
3. 044 
2. 906 
2. 773 
2. 725 
2. 725 
2. 725 
2. 725 
2. 725 
2. 725 
2. 725 
2. 725 
2. 725 
2. 725 
2. 725 
2. 725 
2. 725 
2. 725 
2. 724 
2. 725 
2. 724 
2. 725 
2. 724 
2. 725 
2. 724 
I 022 

2. 799 
4. 352 
4. 157 
3. 971 
3. 793 
3. 624 
3. 461 
3. 306 
3. 158 
3. 017 
2. 882 
2. 753 
2. 685 
2. 685 
2. 685 
2. 685 
2. 685 
2. 685 
2. 685 
2. 685 
2. 684 
2. 685 
2. 684 
2. 685 
2. 684 
2. 685 
2. 684 
2. 685 
2. 684 
2. 685 
2. 684 
2. 685 
2. 684 
2. 349 

2. 757 
4. 290 
4. 101 
3. 920 
3. 747 
3. 582 
3. 424 
3. 273 
3. 128 
2. 990 
2. 858 
2. 732 
2. 646 
2 646 
2. 646 
2. 646 
2. 646 
2. 646 
2. 646 
2. 646 
2. 646 
2. 646 
2. 645 
2. 646 
2. 645 
2. 646 
2. 645 
2. 646 
2. 645 
2. 646 
2. 645 
2. 646 
2. 645 
2. 646 
0. 992 

2. 717 
4. 230 
4. 046 
3. 870 
3. 702 
3. 541 
3. 387 
3. 239 
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3. 653 
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3. 374 
3. 243 
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2. 995 
2. 878 
2. 766 
2. 658 
2. 555 
2. 455 
2. 359 
2. 340 
2. 340 
2. 340 
2. 340 
2. 340 
2. 340 
2. 340 
2. 340 
2. 340 
2. 340 
2. 340 
2. 340 
2. 339 
2. 340 
2. 339 
2. 340 
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2. 340 
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2. 340 
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2. 340 
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2. 340 
2. 047 
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3. 754 
3. 609 
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3. 085 
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2. 743 
2. 637 
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2. 310 
2. 310 
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2. 310 
2. 310 
2. 310 
2. 310 
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2. 310 
2. 310 
2. 310 
2. 310 
2. 310 
2. 310 
2. 310 
2. 310 
2. 310 
2. 310 
2. 310 
2. 309 
2. 310 
2. 309 
2. 310 
2. 309 
2. 310 
0 866 

2. 373 
3. 707 
3. 567 
3. 431 
3. 301 
3. 175 
3. 055 
2. 939 
2. 827 
2. 720 
2. 617 
2. 517 
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2. 281 
1. 995 
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Recovery 
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the Depreciation Rate is. 

and the Recovery Period is: 
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and the Recovery Period is: 
If the 
Recovery 
Year is: 
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TABLE 17 Alternative Ninimum Tax (see section 7 of this 
revenue procedure) 
Applicable Depreciation Method: 150 Percent Declining Balance 
Switching to Straight Line 
Applicable Recovery Periods: 2. 5 — 50 years 
Applicable Convention: Rid-quarter (property placed 
in service in third quarter) 

and the Recovery Period is: 
If the 
Recovery 
Year is: 

2. 5 3. 0 3. 5 4. 0 4. 5 5. 0 5. 5 6. 0 6. 5 7. 0 7. 5 8. 0 

the Depreciation Rate is: 
8. 5 9. 0 9. 5 

1 
2 

3 

4 
5 
6 
7 
8 
9 

10 
11 

22. 50 18. 75 16. 07 
46. 50 40. 63 35. 97 
27. 56 25. 00 22. 57 
3. 44 15. 62 22. 57 

2. 82 

14. 06 12. 50 
32. 23 29. 17 
20. 46 19. 44 
20. 46 18. 30 
12. 79 18. 30 

2. 29 

11. 25 
26. 63 
18. 64 
16. 56 
16. 57 
10. 35 

10. 23 
24. 48 
17. 81 
15. 19 
15 20 
15. 19 
1. 90 

9. 38 8. 65 
22. 66 21. 08 
16. 99 16. 22 
14. 06 13. 10 
14. 06 13. 10 
14. 06 13. 11 
8. 79 13. 10 

1. 64 

and the Recovery Period is: 

8. 04 7. 50 
19. 71 18. 50 
15. 48 14. 80 
12. 27 11. 84 
12. 28 11. 48 
12. 27 11. 48 
12. 28 11. 48 
7. 67 11. 48 

1. 44 

7. 03 
17. 43 
14. 16 
11. 51 
10. 78 
10. 78 
10. 78 
10. 79 
6. 74 

6. 62 6. 25 5. 92 
16. 48 15. 63 14. 85 
13. 57 13. 02 12. 51 
11. 18 10. 85 10. 53 
10. 18 9. 64 9. 17 
10. 17 9. 65 9. 17 
10. 18 9. 64 9. 18 
10. 17 9. 65 9. 17 
10. 18 9. 64 9. 18 
1. 27 6. 03 9. 17 

1. 15 

If the 
Recovery 
Year is: 

10. 0 10. 5 11. 0 11. 5 12. 0 12. 5 13. 0 13. 5 14. 0 

the Depreciation Rate is: 
14. 5 15. 0 15. 5 16. 0 16. 5 17. 0 

1 
2 
3 

4 
5 

6 
7 

8 

9 
10 
11 
12 
13 
14 
15 
16 
17 
18 

5. 63 5. 36 5. 11 
14. 16 13. 52 12 94 
12. 03 11. 59 11. 18 
10. 23 9. 93 9. 65 
8. 75 8. 51 8. 33 
8. 75 8. 34 7. 97 
8. 75 8. 34 7. 97 
8. 74 8. 34 7 97 
8. 75 8. 34 7. 97 
8. 74 8. 34 7. 97 
5. 47 8. 35 7. 96 

1. 04 4. 98 

4. 89 4. 69 4. 50 
12. 41 11. 91 11. 46 
10. 79 10. 43 10. 08 
9. 38 9 12 8. 88 
8. 16 7. 98 7. 81 
7. 63 7. 33 7. 05 
7. 63 7. 33 7. 05 
7. 63 7. 33 7. 05 
7. 63 7. 33 7. 05 
7. 63 7. 32 7. 05 
7. 63 7. 33 7. 05 
7. 64 7. 32 7. 04 
0. 95 4. 58 7. 05 

0. 88 

4. 33 
11. 04 
9. 77 
8. 64 
7. 64 
6. 79 
6. 79 
6. 79 
6. 79 
6. 79 
6. 79 
6. 80 
6. 79 
4. 25 

4. 17 4. 02 
10. 65 10. 28 
9. 46 9. 18 
8. 41 8. 20 
7. 48 7. 32 
6. 65 6. 54 
6. 55 6. 31 
6. 54 6. 31 
6. 55 6. 32 
6. 54 6. 31 
6. 55 6. 32 
6. 54 6. 31 
6. 55 6. 32 
6. 54 6. 31 
0. 82 3. 95 

3. 88 3. 75 3. 63 
9. 94 9 63 9. 33 
8. 92 8. 66 8. 42 
7. 99 7. 80 7. 61 
7. 17 7. 02 6. 87 
6. 42 6. 31 6. 21 
6. 10 5. 90 5. 72 
6. 10 5. 90 5. 72 
6. 10 5. 91 5. 72 
6. 10 5, 90 5. 72 
6. 10 5. 91 5. 72 
6. 10 5. 90 5. 72 
6. 11 5. 91 5. 72 
6. 10 5. 90 5. 72 
6. 11 5. 91 5. 73 
0. 76 3. 69 5. 72 

0. 72 

3. 52 
9. 05 
8. 20 
7. 43 
6. 73 
6. 10 
5 55 
5. 55 
5. 55 
5. 55 
5. 55 
5. 55 
5. 55 
5. 55 
5. 55 
5. 55 
3. 47 

3. 41 
8. 78 
7. 98 
7. 26 
6. 60 
6. 00 
5. 45 
5. 38 
5. 39 
5. 38 
5. 39 
5. 38 
5. 39 
5. 38 
5. 39 
5. 38 
5. 39 
0. 67 

3. 31 
8. 53 
7. 78 
7. 09 
6. 47 
5. 90 
5. 38 
5. 23 
5. 23 
5. 23 
5. 23 
5. 23 
5. 22 
5. 23 
5. 22 
5. 23 
5. 22 
3. 27 



If the 
Recovery 
Year 1s: 

and the Recovery Period is: 
17. 5 18. 0 18. 5 19. 0 19. 5 20. 0 20. 5 21. 0 21. 5 22. 0 22. 5 23. 0 23. 5 24. 0 24. 5 

the Depreciation Rate is: 
1 

2 

3 

4 

5 
6 
7 

8 
9 

10 
ll 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 

3. 21 3. 13 3. 04 
8. 30 8. 07 7. 86 
7. 58 7. 40 7. 22 
6. 94 6. 78 6. 64 
6. 34 6. 22 6. 10 
5. 80 5. 70 5. 61 
5. 30 5. 23 5. 15 
5. 08 4. 94 4. 81 
5. 08 4. 94 4. 82 
5. 08 4. 94 4. 81 
5. 08 4. 94 4. 82 
5. 08 4. 95 4. 81 
5. 08 4. 94 4. 82 
5. 08 4. 95 4. 81 
5. 08 4. 94 4. 82 
5. 08 4. 95 4. 81 
5. 09 4. 94 4. 82 
5. 08 4. 95 4. 81 
0. 64 3. 09 4. 82 

0. 60 

2. 96 2. 88 2. 813 
7. 66 7. 47 7. 289 
7. 06 6. 90 6. 742 
6. 50 6. 37 6. 237 
5. 99 5. 88 5. 769 
5. 51 5. 42 5. 336 
5. 08 5. 01 4. 936 
4. 69 4. 62 4. 566 
4. 69 4. 57 4. 460 
4. 69 4. 57 4. 460 
4. 69 4. 57 4. 460 
4. 69 4. 57 4. 460 
4. 69 4. 57 4. 461 
4. 69 4. 58 4. 460 
4. 70 4. 57 4. 461 
4. 69 4. 58 4. 460 
4. 70 4. 57 4. 461 
4. 69 4. 58 4. 460 
4. 70 4. 57 4. 461 
2. 93 4. 58 4. 460 

0. 57 2. 788 

2. 744 
7. 116 
6. 596 
6. 113 
5. 666 
5. 251 
4. 867 
4. 511 
4. 353 
4. 353 
4. 353 
4. 353 
4. 353 
4. 353 
4. 353 
4. 353 
4. 354 
4. 353 
4. 354 
4. 353 
4. 354 
0. 544 

2. 679 2. 616 
6. 952 6. 794 
6. 455 6. 320 
5. 994 5. 879 
5. 566 5. 469 
5. 168 5. 088 
4. 799 4. 733 
4. 456 4. 402 
4. 252 4. 156 
4. 252 4. 156 
4. 252 4. 156 
4. 252 4 156 
4. 252 4. 156 
4. 252 4 156 
4. 252 4. 155 
4. 252 4. 156 
4. 252 4. 155 
4. 251 4. 156 
4. 252 4. 155 
4. 251 4. 156 
4. 252 4. 155 
2. 657 4. 156 

0. 519 

2. 557 
6. 644 
6. 191 
5. 769 
5. 375 
5. 009 
4. 667 
4. 349 
4. 064 
4. 064 
4. 064 
4. 064 
4. 064 
4. 064 
4. 064 
4. 064 
4. 064 
4. 065 
4. 064 
4. 065 
4. 064 
4. 065 
2. 540 

2. 500 
6. 500 
6. 067 
5. 662 
5. 285 
4. 932 
4. 604 
4. 297 
4. 010 
3. 975 
3 975 
3. 975 
3 975 
3. 975 
3. 975 
3. 975 
3. 974 
3. 975 
3. 974 
3. 975 
3. 974 
3. 975 
3. 974 
0. 497 

2. 446 
6. 362 
5. 947 
5. 559 
5. 197 
4. 858 
4. 541 
4. 245 
3. 968 
3. 889 
3. 889 
3. 889 
3. 889 
3. 889 
3. 889 
3. 889 
3. 889 
3. 889 
3. 889 
3. 889 
3. 889 
3. 889 
3. 889 
2. 431 

2. 394 
$. 230 
5. 833 
5. 460 
5. 112 
4. 785 
4. 480 
4. 194 
3. 926 
3. 807 
3. 807 
3. 807 
3. 807 
3. 807 
3. 808 
3. 807 
3. 808 
3. 807 
3. 808 
3. 807 
3. 808 
3. 807 
3. 808 
3. 807 
0. 476 

2. 344 
6. 104 
5. 722 
5. 364 
5. 029 
4. 715 
4. 420 
4. 144 
3. 885 
3. 729 
3. 730 
3. 729 
3. 730 
3. 729 
3. 730 
3. 729 
3. 730 
3. 729 
3. 730 
3. 729 
3. 730 
3. 729 
3. 730 
3. 729 
2. 331 

2. 296 
5. 982 
5. 616 
5. 272 
4. 949 
4. 646 
4. 362 
4. 095 
3. 844 
3. 655 
3. 655 
3. 655 
3. 655 
3. 655 
3. 655 
3. 655 
3. 655 
3. 655 
3. 655 
3. 655 
3. 655 
3. 655 
3. 655 
3. 656 
3. 655 
0. 457 



and the Recovet. y Period is: 
If the 
Re& overy 
Year zs: 

25. 0 25. 5 26. 0 26. 5 

the 

27. 0 27. 5 

Depreciation 

28. 0 28. 5 

Rate is: 
29. 0 29. 5 30. 0 30. 5 31. 0 31. 5 32 0 

00 

I 

O 
W 

I 
2 

3 

4 

5 

6 
7 

8 

9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 

2. 250 
5. 865 
5. 513 
5. 182 
4. 871 
4. 579 
4. 304 
4. 046 
3. 803 
3. 584 
3. 584 
3. 584 
3. 584 
3. 584 
3. 584 
3. 584 
3. 584 
3, 584 
3. 584 
3. 584 
3. 585 
3. 584 
3. 585 
3. 584 
3. 585 
2. 240 

2. 206 
5. 753 
5. 414 
5. 096 
4. 796 
4. 514 
4. 248 
3. 998 
3. 763 
3. 542 
3. 514 
3. 514 
3. 514 
3. 515 
3. 514 
3. 515 
3. 514 
3. 515 
3. 514 
3. 515 
3. 514 
3. 515 
3. 514 
3. 515 
3. 514 
3. 515 
0. 439 

2. 163 
5. 644 
5. 319 
5. 012 
4. 723 
4. 450 
4. 194 
3. 952 
3. 724 
3. 509 
3. 447 
3. 447 
3. 447 
3. 447 
3. 447 
3. 447 
3. 447 
3. 447 
3. 447 
3. 447 
3. 448 
3. 447 
3. 448 
3. 447 
3. 448 
3. 447 
2. 155 

2. 123 
5. 540 
5. 227 
4. 931 
4. 652 
4. 388 
4. 140 
3. 906 
3. 685 
3. 476 
3. 383 
3. 383 
3. 383 
3. 383 
3. 383 
3. 383 
3. 383 
3. 383 
3. 383 
3. 383 
3. 383 
3. 383 
3. 383 
3. 383 
3. 382 
3. 383 
3. 382 
0. 423 

2. 083 
5. 440 
5. 138 
4. 852 
4. 583 
4. 328 
4. 088 
3. 860 
3. 646 
3. 443 
3. 321 
3. 321 
3. 321 
3. 321 
3. 321 
3. 322 
3. 321 
3. 322 
3. 321 
3. 322 
3. 321 
3. 322 
3. 321 
3. 322 
3. 321 
3. 322 
3. 321 
2. 076 

2. 045 
5. 343 
5. 052 
4. 776 
4. 515 
4. 269 
4. 036 
3. 816 
3. 608 
3. 411 
3. 262 
3. 262 
3. 262 
3. 262 
3. 262 
3. 262 
3. 262 
3. 262 
3. 263 
3. 262 
3. 263 
3. 262 
3. 263 
3. 262 
3. 263 
3. 262 
3. 263 
3. 262 
0. 408 

2. 009 
5. 250 
4. 968 
4. 702 
4. 450 
4. 212 
3. 986 
3. 773 
3. 571 
3. 379 
3. 205 
3. 205 
3. 205 
3. 205 
3. 205 
3. 206 
3. 205 
3. 206 
3. 205 
3. 206 
3. 205 
3. 206 
3. 205 
3. 206 
3. 205 
3. 206 
3. 205 
3. 206 
2. 003 

1. 974 
5. 159 
4. 888 
4. 630 
4. 387 
4. 156 
3. 937 
3. 730 
3. 534 
3. 348 
3. 171 
3, 150 
3. 150 
3. 150 
3. 149 
3. 150 
3. 149 
3. 150 
3. 149 
3. 150 
3. 149 
3. 150 
3. 149 
3. 150 
3. 149 
3. 150 
3. 149 
3. 150 
3. 149 
0. 394 

1. 940 
5. 072 
4. 810 
4. 561 
4. 325 
4. 101 
3. 889 
3. 688 
3. 497 
3. 316 
3. 145 
3. 096 
3. 096 
3. 096 
3. 096 
3. 096 
3. 095 
3. 096 
3. 095 
3. 096 
3. 095 
3. 096 
3. 095 
3. 096 
3. 095 
3. 096 
3. 095 
3. 096 
3. 095 
1. 935 

1. 907 
4. 988 
4. 734 
4. 493 
4. 265 
4. 048 
3. 842 
3. 647 
3. 461 
3. 286 
3. 118 
3. 044 
3. 044 
3. 044 
3. 044 
3. 044 
3. 044 
3. 044 
3. 044 
3. 044 
3. 043 
3. 044 
3. 043 
3. 044 
3. 043 
3. 044 
3. 043 
3. 044 
3. 043 
3. 044 
0. 380 

1. 875 
4. 906 
4. 661 
4. 428 
4. 207 
3. 996 
3. 796 
3. 607 
3. 426 
3. 255 
3. 092 
2. 994 
2. 994 
2. 994 
2. 994 
2. 994 
2. 994 
2. 994 
2. 994 
2. 993 
2. 994 
2. 993 
2. 994 
2. 993 
2. 994 
2. 993 
2. 994 
2. 993 
2. 994 
2. 993 
1. 871 

1. 844 
4. 827 
4. 590 
4. 364 
4. 150 
3. 945 
3. 751 
3. 567 
3. 392 
3. 225 
3. 066 
2. 946 
2. 946 
2 945 
2. 946 
2. 945 
2. 946 
2. 945 
2. 946 
2. 945 
2. 946 
2. 945 
2. 946 
2. 945 
2. 946 
2. 945 
2. 946 
2. 945 
2. 946 
2. 945 
2. 946 
0. 368 

1. 815 
4. 751 
4. 521 
4. 302 
4. 094 
3. 896 
3. 707 
3. 528 
3. 357 
3. 195 
3. 040 
2. 899 
2. 899 
2 899 
2. 899 
2. 899 
2. 899 
2. 899 
2. 899 
2. 899 
2. 899 
2. 899 
2. 899 
2. 899 
2. 899 
2. 899 
2. 899 
2. 899 
2. 900 
2. 899 
2. 900 
1. 812 

1. 786 
4. 677 
4. 454 
4. 242 
4. 040 
3. 848 
3. 664 
3. 490 
3. 324 
3. 165 
3. 015 
2. 871 
2. 853 
2. 853 
2. 853 
2. 853 
2. 853 
2. 853 
2. 854 
2. 853 
2. 854 
2. 853 
2. 854 
2. 853 
2. 854 
2. 853 
2. 854 
2. 853 
2. 854 
2. 853 
2. 854 
2. 853 
0. 357 

1. 758 
4. 605 
4. 389 
4. 184 
3. 987 
3. 800 
3. 622 
3. 453 
3. 291 
3. 136 
2. 989 
2. 849 
2. 809 
2. 809 
2. 809 
2. 809 
2. 809 
2. 809 
2. 809 
2. 809 
2. 809 
2. 809 
2. 809 
2. 809 
2. 809 
2. 809 
2. 809 
2. 809 
2. 809 
2. 809 
2. 810 
2. 809 
1. 756 



and the Recovery Period is: 
If the 
Recovery 
Year is: 

32. 5 33. 0 33. 5 34. 0 

the 

34. 5 35. 0 35. 5 

ecxatzon Rate xs: Depr 

36. 0 36. 5 37. 0 37. 5 38. 0 38. 5 39. 0 39. 5 

1 

2 

3 

4 

5 
6 
7 

8 
9 

10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 
41 

1. 731 
4. 535 
4. 326 
4. 127 
3. 936 
3. 754 
3. 581 
3. 416 
3. 258 
3. 108 
2. 964 
2. 828 
2. 766 
2. 766 
2. 766 
2. 766 
2. 766 
2. 766 
2. 766 
2. 766 
2. 766 
2. 766 
2. 766 
2. 766 
2. 766 
2. 767 
2. 766 
2. 767 
2. 766 
2. 767 
2. 766 
2. 767 
2. 766 
0. 346 

1. 705 
4. 468 
4. 265 
4. 071 
3. 886 
3. 709 
3. 541 
3. 380 
3. 226 
3. 080 
2. 940 
2. 806 
2. 725 
2. 725 
2. 725 
2. 725 
2. 725 
2. 725 
2. 725 
2. 725 
2. 725 
2. 725 
2. 725 
2. 725 
2. 724 
2. 725 
2. 724 
2. 725 
2. 724 
2. 725 
2. 724 
2. 725 
2. 724 
1. 703 

1. 679 
4. 402 
4. 205 
4. 017 
3. 837 
3. 665 
3. 501 
3. 345 
3. 195 
3. 052 
2. 915 
2. 784 
2. 685 
2. 685 
2. 685 
2. 685 
2. 685 
2. 685 
2. 685 
2. 685 
2. 685 
2. 685 
2. 685 
2. 685 
2. 685 
2. 685 
2. 685 
2. 685 
2. 685 
2. 684 
2. 685 
2. 684 
2. 685 
2. 684 
0. 336 

1. 654 
4. 339 
4. 147 
3. 964 
3. 790 
3. 622 
3. 463 
3. 310 
3. 164 
3. 024 
2. 891 
2. 763 
2. 646 
2. 646 
2. 646 
2. 646 
2. 646 
2. 646 
2. 646 
2. 646 
2. 646 
2. 646 
2. 646 
2. 646 
2. 646 
2. 646 
2. 646 
2. 646 
2. 646 
2. 647 
2. 646 
2. 647 
2. 646 
2. 647 
1. 654 

1. 630 
4. 277 
4. 091 
3. 913 
3. 743 
3. 580 
3. 425 
3. 276 
3. 133 
2. 997 
2. 867 
2. 742 
2. 623 
2. 608 
2. 608 
2. 608 
2. 608 
2. 608 
2. 608 
2. 608 
2. 608 
2. 608 
2. 608 
2. 608 
2. 608 
2. 608 
2. 608 
2. 608 
2. 608 
2. 608 
2. 608 
2. 608 
2. 608 
2. 608 
2. 609 
0. 326 

1. 607 
4. 217 
4. 036 
3. 863 
3. 698 
3. 539 
3. 387 
3. 242 
3. 103 
2. 970 
2. 843 
2. 721 
2. 605 
2 571 
2. 571 
2. 571 
2. 571 
2. 571 
2. 571 
2. 571 
2. 571 
2. 571 
2. 571 
2. 571 
2. 571 
2. 571 
2. 571 
2. 571 
2. 571 
2. 571 
2. 571 
2. 571 
2. 571 
2. 571 
2. 571 
1. 607 

1. 585 
4. 158 
3. 983 
3. 814 
3. 653 
3. 499 
3. 351 
3. 209 
3. 074 
2. 944 
2. 820 
2. 700 
2. 586 
2. 535 
2. 535 
2. 535 
2. 535 
2. 535 
2. 535 
2. 535 
2. 535 
2. 535 
2. 535 
2. 535 
2. 535 
2. 535 
2. 535 
2. 535 
2. 535 
2. 535 
2. 535 
2. 535 
2. 536 
2. 535 
2. 536 
2. 535 
0. 317 

1. 563 
4. 102 
3. 931 
3. 767 
3. 610 
3. 459 
3. 315 
3. 177 
3. 045 
2. 918 
2. 796 
2. 680 
2. 568 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 501 
2. 500 
2. 501 
2. 500 
2. 501 
2. 500 
2. 501 
2. 500 
2. 501 
2. 500 
2. 501 
2. 500 
1. 563 

1. 541 
4. 046 
3. 880 
3. 721 
3. 568 
3. 421 
3. 280 
3. 146 
3. 016 
2. 892 
2. 774 
2. 660 
2. 550 
2. 467 
2. 467 
2. 466 
2. 467 
2. 466 
2. 467 
2. 466 
2. 467 
2. 466 
2. 467 
2. 466 
2. 467 
2. 466 
2. 467 
2. 466 
2. 467 
2. 466 
2. 467 
2. 466 
2. 467 
2. 466 
2. 467 
2. 466 
2. 467 
0. 308 

1. 520 
3. 992 
3. 831 
3. 675 
3. 526 
3. 383 
3. 24 
3. 115 
2. 988 
2. 867 
2. 751 
2. 639 
2. 532 
2. 434 
2. 434 
2. 434 
2. 434 
2. 434 
2. 434 
2. 434 
2. 434 
2. 434 
2. 434 
2. 434 
2. 434 
2. 434 
2. 434 
2. 434 
2. 434 
2. 434 
2. 434 
2. 434 
2. 434 
2. 434 
2. 433 
2. 434 
2. 433 
1. 521 

1. 500 
3. 940 
3. 782 
3. 631 
3. 486 
3. 346 
3. 213 
3. 084 
2. 961 
2. 842 
2. 729 
2. 619 
2. 515 
2. 414 
2. 402 
2. 402 
2. 402 
2. 402 
2. 401 
2. 402 
2. 401 
2. 402 
2. 401 
2. 402 
2. 401 
2. 402 
2. 401 
2. 402 
2. 401 
2. 402 
2. 401 
2. 402 
2. 401 
2. 402 
2. 401 
2. 402 
2. 401 
2. 402 
0. 300 

1. 480 
3. 889 
3. 735 
3. 588 
3. 446 
3. 310 
3. 180 
3. 054 
2. 934 
2. 818 
2. 707 
2. 600 
2. 497 
2. 399 
2. 370 
2. 370 
2. 370 
2. 370 
2. 370 
2. 370 
2. 370 
2. 370 
2. 370 
2. 370 
2. 370 
2. 370 
2. 370 
2. 370 
2. 370 
2. 370 
2. 370 
2. 370 
2. 370 
2. 370 
2. 370 
2. 370 
2. 371 
2. 370 
1. 482 

1. 461 
3. 839 
3. 690 
3. 546 
3. 408 
3. 275 
3. 147 
3. 025 
2. 907 
2. 794 
2. 685 
2. 580 
2. 480 
2. 383 
2. 340 
2. 339 
2. 340 
2. 339 
2. 340 
2. 339 
2. 340 
2. 339 
2. 340 
2. 339 
2. 340 
2. 339 
2. 340 
2. 339 
2. 340 
2. 339 
2. 340 
2. 339 
2. 340 
2. 339 
2. 340 
2. 339 
2. 340 
2. 339 
2. 340 
0. 292 

1. 442 
3. 791 
3. 645 
3. 505 
3. 370 
3. 240 
3. 116 
2. 996 
2. 881 
2. 770 
2. 663 
2, 561 
2. 462 
2. 368 
2. 310 
2. 310 
2. 310 
2. 310 
2. 310 
2. 310 
2. 310 
2. 310 
2. 310 
2. 310 
2. 310 
2. 310 
2. 310 
2. 310 
2. 310 
2. 310 
2. 310 
2. 310 
2. 310 
2. 309 
2. 310 
2. 309 
2. 310 
2. 309 
2. 310 
1. 443 

1. 424 
3. 743 
3. 601 
3. 465 
3. 333 
3. 206 
3. 085 
2. 967 
2. 855 
2. 746 
2. 642 
2. 542 
2. 445 
2. 352 
2. 281 
2. 281 
2. 281 
2. 281 
2. 281 
2. 281 
2. 281 
2. 281 
2. 281 
2. 281 
2. 281 
2. 281 
2. 281 
2. 281 
2. 281 
2. 281 
2. 281 
2. 281 
2. 281 
2. 281 
2. 281 
2. 282 
2. 281 
2. 282 
2. 281 
2. 282 
0. 285 
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If the 
Recovery 
Year is: 

40. 0 40. 5 41. 0 41. 5 

and the Recovery Period is: 
42. 0 42. 5 

the Depreciation Rate is: 
43. 0 43. 5 44. 0 44. 5 45. 0 45. 5 46. 0 46. 5 47. 0 

lD 
00 'V 

I 

O 
W 

1 

2 

3 

4 

5 
6 
7 

8 
9 

10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 
41 
42 
43 
44 
45 
46 
47 
48 

1. 406 
3. 697 
3. 559 
3. 425 
3. 297 
3. 173 
3. 054 
2. 940 
2. 829 
2. 723 
2. 621 
2. 523 
2. 428 
2. 337 
2. 253 
2. 253 
2. 253 
2. 253 
2. 253 
2. 253 
2. 253 
2. 253 
2. 253 
2. 253 
2. 253 
2. 253 
2. 253 
2. 253 
2. 253 
2. 253 
2. 253 
2. 253 
2. 253 
2. 253 
2. 253 
2. 253 
2. 253 
2. 254 
2. 253 
2. 254 
1. 408 

1. 389 
3. 652 
3. 517 
3. 387 
3. 261 
3. 141 
3. 024 
2. 912 
2. 804 
2. 700 
2. 600 
2. 504 
2. 411 
2. 322 
2. 236 
2. 225 
2. 225 
2. 225 
2. 226 
2. 225 
2. 226 
2. 225 
2. 226 
2. 225 
2. 226 
2. 225 
2. 226 
2. 225 
2. 226 
2. 225 
2. 226 
2. 225 
2. 226 
2. 225 
2. 226 
2. 225 
2. 226 
2. 225 
2. 226 
2. 225 
2. 226 
0. 278 

1. 372 
3. 608 
3. 476 
3. 349 
3. 227 
3. 109 
2. 995 
2. 885 
2. 780 
2. 678 
2. 580 
2. 486 
2. 395 
2. 307 
2. 223 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 199 
2. 198 
2. 199 
2. 198 
2. 199 
2. 198 
2. 199 
2. 198 
2. 199 
2. 198 
2. 199 
2. 198 
2. 199 
2. 198 
2. 199 
1. 374 

1. 355 
3. 565 
3. 437 
3. 312 
3. 193 
3. 077 
2. 966 
2. 859 
2. 756 
2. 656 
2. 560 
2. 467 
2. 378 
2. 292 
2. 209 
2. 172 
2. 172 
2. 172 
2. 172 
2 172 
2. 172 
2. 172 
2. 172 
2. 172 
2. 172 
2. 172 
2. 172 
2. 172 
2. 172 
2. 172 
2. 172 
2. 172 
2. 172 
2. 172 
2. 172 
2. 172 
2. 172 
2. 172 
2. 173 
2. 172 
2. 173 
2. 172 
0. 272 

1. 339 
3. 524 
3. 398 
3. 276 
3. 159 
3. 047 
2. 938 
2. 833 
2. 732 
2. 634 
2. 540 
2. 449 
2. 362 
2. 277 
2. 196 
2. 146 
2. 146 
2. 146 
2. 147 
2. 146 
2. 147 
2. 146 
2. 147 
2. 146 
2. 147 
2. 146 
2. 147 
2. 146 
2. 147 
2. 146 
2. 147 
2. 146 
2. 147 
2. 146 
2. 147 
2. 146 
2. 147 
2. 146 
2. 147 
2. 146 
2. 147 
2. 146 
1. 342 

1. 324 
3. 483 
3. 360 
3. 241 
3. 127 
3. 016 
2. 910 
2. 807 
2. 708 
2. 613 
2. 520 
2. 431 
2. 346 
2. 263 
2. 183 
2 122 
2. 122 
2. 121 
2. 122 
2. 121 
2. 122 
2. 121 
2. 122 
2. 121 
2. 122 
2. 121 
2. 122 
2. 121 
2. 122 
2. 121 
2. 122 
2. 121 
2. 122 
2. 121 
2, 122 
2. 121 
2. 122 
2. 121 
2. 122 
2. 121 
2. 122 
2. 121 
2. 122 
0. 265 

1. 308 
3. 443 
3. 323 
3. 207 
3. 095 
2. 987 
2. 883 
2. 782 
2. 685 
2. 591 
2. 501 
2. 414 
2. 330 
2. 248 
2. 170 
2. 097 
2. 097 
2. 097 
2. 097 
2. 097 
2. 097 
2. 097 
2. 097 
2. 097 
2. 097 
2. 097 
2. 097 
2. 097 
2. 097 
2. 097 
2. 097 
2. 098 
2. 097 
2. 098 
2. 097 
2. 098 
2. 097 
2. 098 
2. 097 
2. 098 
2. 097 
2. 098 
2. 097 
1. 311 

1. 293 
3. 404 
3. 286 
3. 173 
3. 064 
2. 958 
2. 856 
2. 757 
2. 662 
2. 571 
2. 482 
2. 396 
2. 314 
2. 234 
2. 157 
2. 083 
2. 073 
2. 073 
2. 073 
2. 073 
2. 073 
2. 073 
2. 073 
2. 073 
2. 073 
2. 073 
2. 073 
2. 073 
2. 073 
2. 073 
2. 073 
2. 074 
2. 073 
2. 074 
2. 073 
2. 074 
2. 073 
2. 074 
2. 073 
2. 074 
2. 073 
2. 074 
2. 073 
2. 074 
0. 259 

1. 278 
3. 366 
3. 251 
3. 140 
3. 033 
2. 929 
2. 830 
2. 733 
2. 640 
2. 550 
2. 463 
2. 379 
2. 298 
2. 220 
2. 144 
2. 071 
2. 050 
2. 050 
2. 050 
2. 050 
2. 050 
2. 050 
2. 050 
2. 050 
2. 050 
2. 050 
2. 050 
2. 050 
2. 050 
2. 050 
2. 050 
2. 050 
2. 050 
2. 049 
2. 050 
2. 049 
2. 050 
2. 049 
2. 050 
2. 049 
2. 050 
2. 049 
2. 050 
2. 049 
1. 281 

1. 264 
3. 328 
3. 216 
3. 108 
3. 003 
2. 902 
2. 804 
2. 709 
2. 618 
2. 530 
2. 444 
2. 362 
2. 282 
2. 206 
2. 131 
2. 059 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2 027 
2. 026 
2. 027 
2. 026 
2. 027 
0. 253 

1 250 
3. 292 
3. 182 
3. 076 
2. 973 
2. 874 
2. 778 
2. 686 
2. 596 
2. 510 
2. 426 
2. 345 
2. 267 
2. 192 
2. 118 
2. 048 
2. 005 
2. 005 
2. 005 
2. 005 
2. 005 
2 005 
2. 005 
2. 005 
2. 004 
2. 005 
2. 004 
2. 005 
2. 004 
2. 005 
2. 004 
2. 005 
2. 004 
2 005 
2. 004 
2. 005 
2. 004 
2. 005 
2. 004 
2. 005 
2. 004 
2. 005 
2. 004 
2. 005 
2. 004 
1. 253 

1. 236 
3. 256 
3. 149 
3. 045 
2. 944 
2. 847 
2. 754 
2. 663 
2. 575 
2. 490 
2. 408 
2. 329 
2. 252 
2. 178 
2. 106 
2. 036 
1. 983 
1. 983 
1. 983 
1. 983 
1. 983 
1. 983 
1. 983 
1. 983 
1. 983 
1. 983 
1. 983 
1. 983 
1. 983 
1. 983 
1. 983 
1. 983 
1. 983 
1. 983 
1. 983 
1. 982 
1. 983 
1. 982 
1. 983 
1. 982 
1. 983 
1. 982 
1. 983 
1. 982 
1. 983 
1 982 
0. 248 

1. 223 
3. 221 
3. 116 
3. 014 
2. 916 
2. 821 
2. 729 
2 640 
2. 554 
2. 471 
2. 390 
2. 312 
2, 237 
2. 164 
2. 093 
2. 025 
1. 962 
1. 962 
1. 962 
1. 962 
1. 962 
1. 962 
1. 962 
1. 961 
1. 962 
1. 961 
1. 962 
1. 961 
1. 962 
1. 961 
1. 962 
1. 961 
1. 962 
1. 961 
1. 962 
1. 961 
1. 962 
1. 961 
1. 962 
1. 961 
1. 962 
1. 961 
1. 962 
1. 961 
1. 962 
1. 961 
1. 226 

1. 210 
3. 187 
3. 084 
2. 984 
2. 888 
2. 795 
2. 705 
2. 618 
2. 533 
2. 451 
2. 372 
2. 296 
2. 222 
2. 150 
2. 081 
2. 014 
1. 949 
1. 941 
1. 941 
1. 941 
1. 941 
1. 941 
1. 941 
1. 941 
1. 940 
1. 941 
1. 940 
1. 941 
1. 940 
1. 941 
1. 940 
1. 941 
1. 940 
1. 941 
1. 940 
1. 941 
1. 940 
1. 941 
1. 940 
1. 941 
1. 940 
1. 941 
1. 940 
1. 941 
1. 940 
1. 941 
1. 940 
0. 243 

1. 197 
3. 153 
3. 053 
2. 955 
2. 861 
2. 770 
2 681 
2. 596 
2. 513 
2. 433 
2. 355 
2. 280 
2. 207 
2. 137 
2. 068 
2. 002 
1. 938 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 921 
1. 200 



and the Recovery Period is: 
If the 
Recovery 
Year is: 

47. 5 48. 0 

the 

48. 5 

Deprec 

49. 0 49. 5 

iation Rate is: 
50. 0 
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11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 
41 
42 
43 
44 
45 
46 
47 
48 
49 
50 
51 

1. 184 
3. 121 
3. 022 
2. 927 
2. 834 
2. 745 
2. 658 
2. 574 
2. 493 
2. 414 
2. 338 
2. 264 
2. 192 
2. 123 
2. 056 
1. 991 
1. 928 
1. 900 
1. 900 
1. 900 
1. 900 
1. 900 
1. 900 
1. 900 
1. 900 
1. 900 
1. 900 
1. 900 
1. 900 
1. 900 
1. 900 
1. 900 
1. 900 
1. 900 
1. 900 
1. 900 
1. 900 
1. 900 
1. 900 
1. 900 
1. 900 
1. 900 
1. 900 
1. 900 
1. 900 
1. 900 
1. 899 
1. 900 
0. 237 

1. 172 
3. 088 
2. 992 
2. 898 
2. 808 
2. 720 
2. 635 
2. 553 
2. 473 
2. 396 
2. 321 
2. 248 
2. 178 
2. 110 
2. 044 
1. 980 
1. 918 
1. 880 
1. 880 
1. 880 
1. 880 
1. 880 
1. 880 
1. 880 
1. 880 
1. 880 
1. 880 
1. 881 
1. 880 
1. 881 
1. 880 
1. 881 
1. 880 
1. 881 
1. 880 
1. 881 
1. 880 
1. 881 
1. 880 
1. 881 
1. 880 
1. 881 
1. 880 
1. 881 
1. 880 
1. 881 
1. 880 
1. 881 
1. 175 

1. 160 
3. 057 
2. 962 
2. 871 
2. 782 
2. 696 
2. 613 
2. 532 
2. 453 
2. 378 
2. 304 
2. 233 
2. 164 
2. 097 
2. 032 
1. 969 
1. 908 
1. 861 
1. 861 
1. 861 
1. 861 
1. 861 
1. 861 
1. 861 
1. 861 
1. 861 
1. 861 
1. 861 
1. 861 
1. 861 
1. 861 
1. 861 
1. 861 
1. 861 
1. 861 
1. 861 
1. 861 
1. 861 
1. 861 
1. 861 
1. 861 
1. 862 
1. 861 
1. 862 
1. 861 
1. 862 
1. 861 
1. 862 
1. 861 
0. 233 

1. 148 
3. 026 
2. 933 
2. 844 
2. 757 
2. 672 
2. 590 
2. 511 
2. 434 
2. 360 
2. 288 
2. 217 
2. 150 
2. 084 
2. 020 
1. 958 
1. 898 
1. 842 
1. 842 
1. 842 
1. 842 
1. 843 
1. 842 
1. 843 
1. 842 
1. 843 
1. 842 
1. 843 
1. 842 
1. 843 
1. 842 
1. 843 
1. 842 
1. 843 
1. 842 
1. 843 
1. 842 
1. 843 
1. 842 
1. 843 
1. 842 
1. 843 
1. 842 
1. 843 
1. 842 
1. 843 
1. 842 
1. 843 
1. 842 
1. 152 

1. 136 
2. 996 
2. 905 
2. 817 
2. 732 
2. 649 
2. 569 
2. 491 
2. 415 
2. 342 
2. 271 
2. 202 
2. 136 
2. 071 
2. 008 
1. 947 
1. 888 
1. 831 
1. 824 
1. 824 
1. 824 
1. 824 
1. 824 
1. 824 
1. 824 
1. 824 
1. 824 
1. 824 
1. 824 
1. 824 
1. 824 
1. 824 
1. 824 
1. 824 
1. 824 
1. 824 
1. 824 
1. 824 
1. 824 
1. 824 
1. S24 
1. 824 
1. 824 
1. 824 
1. 824 
1. 824 
1. 824 
1. 823 
1. 824 
1. 823 
0. 228 

1. 125 
2. 966 
2. 877 
2. 791 
2. 707 
2. 626 
2. 547 
2. 471 
2. 397 
2. 325 
2. 255 
2. 187 
2. 122 
2, 058 
1. 996 
1. 937 
1. 878 
1. 822 
1. 806 
1. 806 
1. 806 
1. 806 
1. 806 
1. 806 
1. 806 
1. 806 
1. 806 
1. 806 
1. 806 
1. 806 
1. 806 
1. 806 
1. 806 
1. 806 
1. 806 
1. 806 
1. 805 
1. 806 
1. 805 
1. 806 
1. 805 
1. 806 
1. 805 
1. 806 
1. 805 
1. 806 
1. 805 
1. 806 
1. 805 
1. 806 
1. 128 
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TABLE 18 

If the 
Recovery 
Year is: 

Alternative Ninimum Tax (see section 7 of this 
revenue procedure) 
Applicable Depreciation method: 150 percent Declining Balance 
Svrtching to Straight Line 
Applicable Recovery Periods: 2. 5 — 50 years 
Applicable Convention: Rid-quarter (property placed 
in service in fourth quarter) 

and the Recovery Period is: 
2 5 3 0 3 5 4 0 4 5 5 0 5 5 6 0 6 5 7 0 7 5 8 0 

the Depreciation Rate is: 
8. 5 9. 0 9. 5 

1 

2 

3 

4 
5 
6 
7 

8 
9 

10 
ll 

7. 50 6. 25 5. 36 
55. 50 46. 88 40. 56 
26. 91 25. 00 23. 18 
10. 09 21. 87 22. 47 

8. 43 

4. 69 4. 17 3. 75 
35. 74 31. 94 28. 88 
22. 34 21. 30 20. 21 
19. 86 17. 93 16. 40 
17. 37 17. 93 16. 41 

6. 73 14. 35 

3. 41 
26. 34 
19. 16 
15. 14 
15. 14 
15. 13 
5. 68 

3. 13 2. 88 
24. 22 22. 41 
18. 16 17. 24 
14. 06 13. 26 
14. 06 13. 10 
14. 06 13. 10 
12. 31 13. 10 

4. 91 

2. 68 2. 50 2. 34 
20. 85 19. 50 18. 31 
16. 39 15. 60 14. 88 
12. 87 12. 48 12. 09 
12. 18 11. 41 10. 74 
12. 18 11. 41 10. 75 
12. 19 11. 41 10. 74 
10. 66 11. 41 10. 75 

4. 28 9. 40 

2. 21 2. 08 1. 97 
17. 26 16 32 15 48 
14. 21 13. 60 13 ' 03 
11. 70 11. 33 10. 98 
10. 16 9. 65 9. 24 
10. 16 9. 65 9. 17 
10. 16 9. 64 9. 17 
10 16 9 65 9 17 
10. 17 9. 64 9. 17 
3. 81 8. 44 9. 18 

3. 44 

If the 
Recovery 
Year is: 

and the Recovery Period is: 
10. 0 10. 5 11. 0 11. 5 12. 0 12. 5 13. 0 13. 5 14. 0 

the Depreciation Rate is: 
14. 5 15. 0 15. 5 16. 0 16. 5 17. 0 

1 
2 

3 

4 
5 

6 
7 

8 

9 
10 
11 
12 
13 
14 
15 
16 
17 
18 

1. 88 1. 79 
14. 72 14. 03 
12. 51 12. 03 
10. 63 10. 31 
9. 04 8. 83 
8. 72 8. 32 
8. 72 8. 31 
8. 72 8. 32 
8. 72 8. 31 
8. 71 8. 32 
7. 63 8. 31 

3. 12 

1. 70 
13. 40 
11. 58 
10. 00 
8. 63 
7. 95 
7. 96 
7. 95 
7. 96 
7. 95 
7. 96 
6. 96 

1. 63 1. 56 1. 50 
12. 83 12. 31 11. 82 
11. 16 10. 77 10. 40 
9. 70 9. 42 9. 15 
8. 44 8. 24 8. 06 
7. 63 7. 33 7. 09 
7. 63 7. 33 7. 05 
7. 62 7. 33 7. 05 
7. 63 7. 33 7. 05 
7. 62 7. 32 7. 05 
7. 63 7. 33 7. 05 
7. 62 7. 32 7. 04 
2. 86 6. 41 7. 05 

2. 64 

1. 44 
11. 37 
10. 06 
8. 90 
7. 87 
6. 96 
6. 78 
6. 78 
6. 78 
6. 78 
6. 78 
6. 78 
6. 78 
5. 94 

1. 39 1. 34 
10. 96 10. 57 
9. 74 9. 44 
8. 66 8. 43 
7. 69 7. 52 
6. 84 6. 72 
6. 53 6. 31 
6. 53 6. 31 
6. 53 6. 31 
6. 54 6. 31 
6. 53 6. 31 
6. 54 6. 30 
6. 53 6. 31 
6. 54 6. 30 
2. 45 5. 52 

1. 29 1. 25 1. 21 
10. 21 9. 88 9. 56 
9. 16 8. 89 8. 64 
8. 21 8. 00 7. 80 
7. 36 7. 20 7. 04 
6. 60 6. 48 6. 36 
6. 10 5. 90 5. 75 
6. 10 5. 90 5. 72 
6. 10 5. 90 5. 72 
6. 10 5. 91 5. 72 
6. 10 5. 90 5. 72 
6. 10 5. 91 5. 72 
6. 09 5. 90 5. 72 
6. 10 5. 91 5. 72 
6. 09 5. 90 5. 73 
2. 29 5. 17 5. 72 

2. 15 

1. 17 
9. 27 
8. 40 
7. 61 
6. 90 
6. 25 
5. 66 
5. 54 
5. 54 
5. 54 
5. 54 
5. 55 
5. 54 
5. 55 
5. 54 
5. 55 
4. 85 

1. 14 
8. 99 
8. 17 
7. 43 
6. 75 
6. 14 
5. 58 
5 38 
5. 38 
5. 38 
5. 38 
5. 38 
5. 38 
5. 38 
5. 37 
5. 38 
5. 37 
2. 02 

1. 10 
8. 73 
7. 96 
7. 25 
6. 61 
6. 03 
5. 50 
5. 22 
5. 23 
5. 22 
5. 23 
5. 22 
5. 23 
5. 22 
5. 23 
5. 22 
5. 23 
4. 57 



If the 
Recovery 
Year is: 

and the Recovery Period xs: 
17. 5 18. 0 18. 5 19. 0 19 5 20. 0 20. 5 21. 0 21. 5 22. 0 22. 5 23. 0 23. 5 24. 0 24. 5 

the Depreciation Rate is: 
1 

2 

3 

4 

5 
6 
7 

8 
9 

10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 

1. 07 1. 04 1. 01 
8. 48 8. 25 8. 03 
7. 75 7. 56 7. 38 
7. 09 6. 93 6. 78 
6. 48 6. 35 6. 23 
5. 93 5. 82 5. 72 
5. 42 5. 34 5. 26 
5. 08 4. 94 4. 83 
5. 08 4. 94 4. 81 
5. 08 4. 94 4. 81 
5. 08 4. 95 4. 81 
5. 08 4. 94 4. 82 
5. 08 4. 95 4. 81 
5. 08 4. 94 4. 82 
5. 08 4. 95 4. 81 
5. 08 4. 94 4. 82 
5. 08 4. 95 4. 81 
5. 08 4. 94 4. 82 
1. 90 4. 33 4. 81 

1. 81 

0. 99 0. 96 0. 938 
7. 82 7. 62 7. 430 
7. 20 7. 03 6. 872 
6. 63 6. 49 6. 357 
6. 11 5. 99 5. 880 
5. 63 5. 53 5. 439 
5. 18 5. 11 5. 031 
4. 77 4. 71 4. 654 
4. 69 4. 57 4. 458 
4. 69 4. 57 4. 458 
4. 69 4. 57 4. 458 
4. 69 4. 57 4. 458 
4. 69 4. 57 4. 458 
4. 69 4. 57 4. 458 
4. 69 4. 57 4. 458 
4. 69 4. 57 4. 458 
4. 68 4. 57 4. 458 
4. 69 4. 57 4. 459 
4. 68 4. 57 4. 458 
4. 10 4. 57 4. 459 

1. 72 3. 901 

0. 915 
7. 250 
6. 720 
6. 228 
5. 772 
5. 350 
4. 958 
4. 596 
4. 352 
4. 352 
4. 352 
4. 352 
4. 352 
4. 352 
4. 352 
4. 352 
4. 353 
4. 352 
4. 353 
4. 352 
4. 353 
1. 632 

0. 893 0. 872 
7. 079 6. 916 
6. 573 6. 433 
6. 104 5. 985 
5. 668 5. 567 
5. 263 5. 179 
4. 887 4. 817 
4. 538 4. 481 
4. 252 4. 169 
4. 252 4. 156 
4. 252 4. 156 
4. 252 4. 156 
4. 252 4. 155 
4. 252 4. 156 
4. 252 4. 155 
4. 252 4. 156 
4. 252 4. 155 
4. 252 4. 156 
4. 252 4. 155 
4. 251 4. 156 
4. 252 4. 155 
3. 720 4. 156 

1. 558 

0. 852 0. 833 
6. 760 6. 611 
6. 299 6. 170 
5. 870 5. 759 
5. 469 5. 375 
5. 097 5. 017 
4. 749 4. 682 
4. 425 4. 370 
4. 124 4. 079 
4. 062 3. 972 
4. 062 3. 972 
4. 062 3. 973 
4. 062 3. 972 
4. 061 3. 973 
4. 062 3. 972 
4. 061 3. 973 
4. 062 3. 972 
4. 061 3. 973 
4. 062 3. 972 
4. 061 3. 973 
4. 062 3. 972 
4. 061 3. 973 
3. 554 3. 972 

1. 490 

0. 815 
6. 469 
6. 047 
5. 652 
5. 284 
4. 939 
4. 617 
4. 316 
4. 034 
3. 888 
3. 887 
3. 888 
3. 887 
3. 888 
3. 887 
3. 888 
3. 887 
3. 888 
3. 887 
3. 888 
3. 887 
3. 888 
3. 887 
3. 402 

0. 798 
6. 332 
5. 928 
5. 549 
5. 195 
4. 864 
4. 553 
4. 263 
3. 991 
3. 807 
3. 807 
3. 807 
3. 807 
3. 807 
3. 806 
3. 807 
3. 806 
3. 807 
3. 806 
3. 807 
3. 806 
3. 807 
3. 806 
3. 807 
1. 427 

0. 781 
6. 201 
5. 814 
5. 450 
5. 110 
4. 790 
4. 491 
4. 210 
3. 947 
3. 730 
3. 729 
3. 730 
3. 729 
3. 730 
3. 729 
3. 730 
3. 729 
3. 730 
3. 729 
3. 730 
3. 729 
3. 730 
3. 729 
3. 730 
3. 263 

0. 765 
6. 076 
5. 704 
5. 354 
5. 027 
4. 719 
4. 430 
4. 159 
3. 904 
3. 665 
3. 655 
3. 655 
3. 655 
3. 655 
3. 655 
3. 655 
3. 655 
3. 655 
3. 655 
3. 655 
3. 655 
3. 655 
3. 655 
3. 656 
3. 655 
1. 371 
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and the Recovery Period is: 
If the 
Recovery 
Year is: 

25. 0 25. 5 26. 0 26. 5 

the 

27. 0 27. 5 

Depreciation 

28. 0 

Rate is: 

28. 5 29. 0 29. 5 30. 0 30. 5 31 0 31 5 32 0 

1 

2 

3 

4 

5 
6 
7 

8 
9 

10 
ll 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 

0. 750 
5. 955 
5. 598 
5. 262 
4. 946 
4. 649 
4. 370 
4. 108 
3. 862 
3. 630 
3. 582 
3. 582 
3. 582 
3. 582 
3. 582 
3. 583 
3. 582 
3. 583 
3. 582 
3. 583 
3. 582 
3. 583 
3. 582 
3. 583 
3. 582 
3. 135 

0 735 
5. 839 
5. 496 
5. 172 
4. 868 
4. 582 
4. 312 
4. 059 
3. 820 
3. 595 
3. 513 
3. 513 
3. 513 
3. 513 
3. 513 
3, 513 
3. 513 
3. 513 
3. 513 
3. 513 
3. 512 
3. 513 
3. 512 
3. 513 
3. 512 
3. 513 
1. 317 

0 721 
5. 728 
5. 397 
5. 086 
4. 792 
4. 516 
4. 255 
4. 010 
3. 779 
3. 561 
3. 446 
3. 446 
3. 446 
3. 446 
3. 446 
3. 446 
3. 446 
3. 446 
3. 446 
3. 446 
3. 447 
3. 446 
3. 447 
3. 446 
3. 447 
3. 446 
3. 016 

0. 708 
5. 620 
5. 302 
5. 002 
4. 719 
4. 452 
4. 200 
3. 962 
3. 738 
3. 526 
3. 383 
3. 382 
3. 383 
3. 382 
3. 383 
3. 382 
3. 383 
3. 382 
3. 383 
3. 382 
3. 383 
3. 382 
3. 383 
3. 382 
3. 383 
3. 382 
3. 383 
1. 268 

0. 694 
5. 517 
5. 211 
4. 921 
4. 648 
4. 389 
4. 146 
3. 915 
3. 698 
3. 492 
3. 321 
3. 321 
3. 321 
3. 321 
3. 321 
3. 321 
3. 322 
3. 321 
3. 322 
3. 321 
3. 322 
3. 321 
3. 322 
3. 321 
3. 322 
3. 321 
3. 322 
2. 906 

0. 682 
5. 417 
5. 122 
4. 842 
4. 578 
4. 329 
4. 093 
3. 869 
3. 658 
3. 459 
3. 270 
3. 262 
3. 262 
3. 262 
3. 262 
3. 262 
3. 262 
3. 262 
3. 262 
3. 262 
3. 262 
3. 263 
3. 262 
3. 263 
3. 262 
3. 263 
3. 262 
3. 263 
1. 223 

0. 670 
5. 321 
5. 036 
4. 766 
4. 511 
4. 269 
4. 041 
3. 824 
3. 619 
3. 426 
3. 242 
3. 204 
3. 204 
3. 204 
3. 204 
3. 204 
3. 204 
3. 204 
3. 204 
3. 204 
3. 204 
3. 204 
3. 205 
3. 204 
3. 205 
3. 204 
3. 205 
3. 204 
2. 804 

0. 658 
5. 229 
4. 953 
4. 693 
4. 446 
4. 212 
3. 990 
3. 780 
3. 581 
3. 393 
3. 214 
3. 148 
3. 148 
3. 148 
3. 148 
3. 148 
3. 148 
3. 149 
3. 148 
3. 149 
3. 148 
3. 149 
3. 148 
3. 149 
3. 148 
3. 149 
3. 148 
3. 149 
3, 148 
1. 181 

0. 647 
5. 139 
4. 873 
4. 621 
4. 382 
4. 155 
3. 940 
3. 737 
3. 543 
3. 360 
3. 186 
3. 095 
3. 095 
3. 095 
3. 095 
3. 095 
3. 095 
3. 095 
3. 095 
3. 095 
3. 095 
3. 095 
3. 095 
3. 095 
3. 095 
3. 095 
3. 095 
3. 095 
3. 094 
2. 708 

0. 636 
5. 052 
4. 796 
4. 552 
4. 320 
4. 101 
3. 892 
3. 694 
3. 506 
3. 328 
3. 159 
3. 043 
3. 043 
3. 043 
3. 043 
3. 043 
3. 043 
3. 043 
3. 043 
3. 044 
3. 043 
3. 044 
3. 043 
3. 044 
3. 043 
3. 044 
3. 043 
3. 044 
3. 043 
3. 044 
1. 141 

0. 625 
4. 969 
4. 720 
4. 484 
4. 260 
4. 047 
3. 845 
3. 653 
3. 470 
3. 296 
3. 132 
2. 994 
2. 994 
2. 994 
2. 994 
2. 994 
2. 994 
2. 994 
2. 993 
2. 994 
2. 993 
2. 994 
2. 993 
2. 994 
2. 993 
2. 994 
2. 993 
2. 994 
2. 993 
2. 994 
2. 619 

0. 615 
4. 888 
4. 647 
4. 419 
4. 202 
3. 995 
3. 798 
3. 612 
3. 434 
3. 265 
3. 105 
2. 952 
2. 945 
2. 945 
2. 945 
2. 946 
2. 945 
2. 946 
2. 945 
2. 946 
2. 945 
2. 946 
2. 945 
2. 946 
2. 945 
2. 946 
2. 945 
2. 946 
2. 945 
2. 946 
2. 945 
1. 105 

0. 605 
4. 809 
4. 577 
4. 355 
4. 145 
3. 944 
3. 753 
3. 572 
3. 399 
3. 234 
3. 078 
2. 929 
2. 898 
2. 898 
2. 898 
2. 898 
2. 898 
2. 898 
2. 898 
2. 898 
2. 898 
2. 898 
2. 898 
2. 898 
2. 898 
2. 898 
2. 898 
2. 898 
2 899 
2. 898 
2. 899 
2 536 

0. 595 
4. 734 
4. 508 
4. 293 
4. 089 
3. 894 
3. 709 
3. 532 
3. 364 
3. 204 
3. 051 
2. 906 
2. 853 
2. 853 
2. 853 
2. 852 
2. 853 
2. 852 
2. 853 
2. 852 
2. 853 
2. 852 
2. 853 
2. 852 
2. 853 
2. 852 
2. 853 
2. 852 
2. 853 
2. 852 
2. 853 
2. 852 
1. 070 

0. 586 
4. 660 
4. 442 
4. 233 
4. 035 
3. 846 
3. 666 
3. 494 
3. 330 
3. 174 
3. 025 
2. 883 
2. 808 
2. 808 
2, 808 
2. 809 
2. 808 
2. 809 
2. 808 
2. 809 
2. 808 
2. 809 
2. 808 
2. 809 
2. 808 
2. 809 
2. 808 
2. 809 
2. 808 
2. 809 
2. 808 
2. 809 
2. 457 



and the Recovery Period is: 
If the 
Recovery 
Year is: 

32. 5 33. 0 33. 5 34. 0 

the 

34. 5 35. 0 

Depreciation 

35. 5 36. 0 

Rate is: 
36. 5 37. 0 37. 5 38. 0 38. 5 39. 0 39. 5 

I 
2 

3 
4 

5 
6 
7 

8 
9 

10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
2& 

29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 
41 

0. 577 
4. 589 
4. 377 
4. 175 
3. 982 
3. 798 
3. 623 
3. 456 
3. 296 
3. 144 
2. 999 
2. 861 
2. 766 
2. 766 
2. 766 
2. 766 
2. 766 
2. 766 
2. 766 
2. 766 
2. 766 
2. 766 
2. 766 
2. 766 
2. 766 
2. 766 
2. 766 
2. 766 
2. 766 
2. 766 
2. 766 
2. 766 
2. 766 
1. 037 

0. 568 
4. 520 
4. 314 
4. 118 
3. 931 
3. 752 
3. 582 
3. 419 
3. 263 
3. 115 
2. 974 
2. 838 
2 725 
2. 725 
2. 725 
2. 725 
2. 725 
2. 725 
2. 725 
2. 725 
2. 725 
2. 725 
2. 725 
2. 725 
2. 725 
2. 725 
2. 725 
2. 725 
2. 724 
2. 725 
2. 724 
2. 725 
2. 724 
2. 384 

0. 560 
4. 453 
4. 253 
4. 063 
3. &81 
3. 707 
3. 541 
3. 382 
3. 231 
3. 086 
2. 948 
2. 816 
2. 690 
2. 685 
2. 685 
2. 685 
2. 685 
2. 685 
2. 685 
2. 685 
2. 685 
2. 685 
2. 685 
2. 685 
2. 685 
2. 685 
2. 685 
2. 685 
2. 685 
2. 684 
2. 685 
2. 684 
2. 685 
2. 684 
1. 007 

0. 551 
4. 387 
4. 194 
4. 009 
3. 832 
3. 663 
3. 501 
3. 347 
3. 199 
3. 058 
2. 923 
2. 794 
2. 671 
2. 646 
2. 646 
2. 645 
2. 646 
2. 645 
2. 646 
2. 645 
2. 646 
2. 645 
2. 646 
2. 645 
2. 646 
2. 645 
2. 646 
2. 645 
2. 646 
2. 645 
2. 646 
2. 645 
2. 646 
2. 645 
2. 315 

0. 543 
4. 324 
4. 136 
3. 956 
3. 784 
3. 620 
3. 462 
3. 312 
3. 16& 
3. 030 
2. 898 
2. 772 
2. 652 
2. 608 
2. 607 
2. 608 
2. 607 
2. 608 
2. 607 
2. 608 
2. 607 
2. 608 
2. 607 
2. 608 
2. 607 
2. 608 
2. 607 
2. 608 
2. 607 
2 608 
2. 607 
2. 608 
2. 607 
2. 608 
2. 607 
0. 978 

0. 536 
4. 263 
4. 080 
3, 905 
3. 738 
3. 578 
3. 424 
3. 278 
3. 137 
3. 003 
2. 874 
2. 751 
2. 633 
2. 570 
2. 571 
2. 570 
2. 571 
2. 570 
2. 571 
2. 570 
2 571 
2. 570 
2. 571 
2. 570 
2. 571 
2. 570 
2. 571 
2. 570 
2. 571 
2. 570 
2. 571 
2. 570 
2. 571 
2. 570 
2. 571 
2. 249 

0. 528 
4. 203 
4. 025 
3. 855 
3. 692 
3. 536 
3. 387 
3. 244 
3. 107 
2. 976 
2. 850 
2. 729 
2. 614 
2. 535 
2. 535 
2. 53'5 
2. 535 
2. 535 
2. 535 
2. 535 
2, 535 
2. 535 
2. 535 
2. 535 
2. 535 
2. 535 
2. 535 
2. 535 
2. 535 
2. 535 
2. 535 
2. 535 
2. 535 
2. 535 
2. 534 
2. 535 
0. 950 

0. 521 
4. 145 
3. 972 
3. 807 
3. 648 
3. 496 
3. 350 
3. 211 
3. 077 
2. 949 
2. 826 
2. 708 
2. 595 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 500 
2. 501 
2. 500 
2. 501 
2. 500 
2. 501 
2. 500 
2. 501 
2. 500 
2. 501 
2. 500 
2. 501 
2. 500 
2. 501 
2. 500 
2. 188 

0. 514 
4. 088 
3. 920 
3. 759 
3. 605 
3. 457 
3. 315 
3. 178 
3. 048 
2. 923 
2. 802 
2. 687 
2. 577 
2. 471 
2. 467 
2. 467 
2. 467 
2. 467 
2. 466 
2. 467 
2. 466 
2. 467 
2. 466 
2. 467 
2. 466 
2. 467 
2. 466 
2. 467 
2. 466 
2. 467 
2. 466 
2. 467 
2. 466 
2. 467 
2. 466 
2. 467 
2. 466 
0. 925 

0. 507 
4. 034 
3. 870 
3. 713 
3. 563 
3. 418 
3. 280 
3. 147 
3. 019 
2. 897 
2. 779 
2. 666 
2. 558 
2. 455 
2. 433 
2. 433 
2. 433 
2. 433 
2. 433 
2. 433 
2. 433 
2. 433 
2. 433 
2. 433 
2. 433 
2. 433 
2. 434 
2. 433 
2. 434 
2. 433 
2. 434 
2. 433 
2. 434 
2. 433 
2. 434 
2. 433 
2. 434 
2 129 

0. 500 
3. 980 
3. 821 
3. 668 
3. 521 
3. 380 
3. 245 
3. 115 
2. 991 
2. 871 
2. 756 
2. 646 
2. 540 
2. 439 
2. 401 
2. 401 
2. 401 
2. 401 
2. 401 
2. 401 
2. 401 
2. 401 
2. 401 
2. 401 
2. 401 
2. 401 
2. 401 
2. 401 
2. 401 
2. 401 
2. 401 
2. 401 
2. 401 
2. 401 
2. 402 
2. 401 
2. 402 
2. 401 
0. 901 

0. 493 
3. 928 
3. 773 
3. 624 
3. 481 
3. 343 
3. 212 
3. 085 
2. 963 
2. 846 
2. 734 
2. 626 
2. 522 
2. 423 
2. 370 
2. 370 
2. 370 
2 370 
2. 370 
2. 370 
2. 370 
2. 370 
2. 370 
2. 370 
2. 370 
2. 370 
2. 369 
2. 370 
2. 369 
2. 370 
2. 369 
2. 370 
2. 369 
2. 370 
2. 369 
2. 370 
2. 369 
2. 370 
2. 073 

0. 487 
3. 877 
3. 726 
3. 581 
3. 441 
3, 307 
3. 178 
3. 055 
2. 936 
2. 821 
2. 711 
2. 606 
2. 504 
2. 407 
2. 339 
2. 339 
2 339 
2. 339 
2. 340 
2. 339 
2. 340 
2. 339 
2. 340 
2. 339 
2. 340 
2. 339 
2. 340 
2. 339 
2. 340 
2. 339 
2. 340 
2. 339 
2. 340 
2. 339 
2. 340 
2. 339 
2. 340 
2. 339 
2. 340 
0. 877 

0. 481 
3. 828 
3. 680 
3. 539 
3. 403 
3. 272 
3. 146 
3. 025 
2. 909 
2. 797 
2. 689 
2. 586 
2. 486 
2. 391 
2. 310 
2. 310 
2. 310 
2. 310 
2. 310 
2. 310 
2. 310 
2. 310 
2. 310 
2. 310 
2. 310 
2. 310 
2. 310 
2. 310 
2. 310 
2. 310 
2. 310 
2. 310 
2. 310 
2. 310 
2. 309 
2. 310 
2. 309 
2. 310 
2. 309 
2. 021 

0. 475 
3. 779 
3. 636 
3. 498 
3. 365 
3. 237 
3. 114 
2. 996 
2. 882 
2. 773 
2. 668 
2. 566 
2. 469 
2. 375 
2. 285 
2. 281 
2. 281 
2. 281 
2. 281 
2. 281 
2. 281 
2. 281 
2. 281 
2. 281 
2. 281 
2. 281 
2. 281 
2. 281 
2. 281 
2. 281 
2. 281 
2. 281 
2. 281 
2. 281 
2. 281 
2. 281 
2. 281 
2. 281 
2. 282 
2. 281 
0. 856 



and the Recovery Period is; 
If the 
Recovery 
Year as: 

40. 0 40. 5 41. 0 41. 5 

the 

42. 0 42. 5 

Depreciation 

43. 0 

Rate is: 
43. 5 44. 0 44. 5 45. 0 45. 5 46. 0 46. 5 47. 0 

I 
2 

3 

4 

5 
6 
7 

8 

9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 
41 
42 
43 
44 
45 
46 
47 
48 

0. 469 
3. 732 
3. 592 
3. 458 
3. 328 
3. 203 
3. 083 
2. 968 
2. 856 
2. 749 
2. 646 
2. 547 
2. 451 
2. 359 
2. 271 
2. 253 
2. 253 
2. 253 
2. 253 
2. 253 
2. 253 
2. 253 
2. 253 
2. 253 
2. 253 
2. 252 
2. 253 
2. 252 
2. 253 
2. 252 
2. 253 
2. 252 
2. 253 
2. 252 
2. 253 
2. 252 
2. 253 
2. 252 
2. 253 
2. 252 
1. 971 

0. 463 
3. 687 
3. 550 
3. 419 
3. 292 
3. 170 
3. 053 
2. 939 
2. 831 
2. 726 
2. 625 
2. 528 
2. 434 
2. 344 
2. 257 
2. 225 
2. 225 
2. 225 
2. 225 
2. 225 
2. 225 
2. 225 
2. 225 
2. 225 
2. 225 
2. 225 
2. 225 
2. 225 
2. 225 
2. 225 
2. 225 
2. 225 
2 225 
2. 225 
2. 225 
2. 225 
2. 225 
2. 224 
2. 225 
2. 224 
2. 225 
0. 834 

0. 457 
3. 642 
3. 509 
3. 380 
3. 257 
3. 137 
3. 023 
2. 912 
2. 805 
2. 703 
2. 604 
2. 509 
2. 417 
2. 328 
2. 243 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 198 
2. 199 
2 198 
2. 199 
2. 198 
1. 924 

0. 452 
3. 598 
3. 468 
3. 343 
3. 222 
3. 105 
2. 993 
2. 885 
2. 781 
2. 680 
2. 583 
2. 490 
2. 400 
2. 313 
2. 230 
2. 172 
2. 172 
2. 172 
2. 172 
2. 172 
2. 172 
2. 172 
2. 172 
2 172 
2. 172 
2. 172 
2. 172 
2. 172 
2. 172 
2. 172 
2. 172 
2. 172 
2. 172 
2. 172 
2 172 
2. 172 
2. 172 
2. 172 
2. 172 
2. 172 
2. 171 
2. 172 
0. 814 

0. 446 
3 556 
3. 429 
3. 306 
3. 188 
3. 074 
2. 964 
2. 858 
2. 756 
2. 658 
2. 563 
2. 472 
2. 383 
2. 298 
2. 216 
2. 146 
2. 146 
2. 147 
2. 146 
2. 147 
2. 146 
2. 147 
2. 146 
2. 147 
2. 146 
2. 147 
2. 146 
2. 147 
2. 146 
2. 147 
2. 146 
2. 147 
2. 146 
2. 147 
2. 146 
2. 147 
2. 146 
2. 147 
2. 146 
2. 147 
2. 146 
2. 147 
1. 878 

0. 441 
3. 514 
3. 390 
3. 270 
3. 155 
3. 043 
2. 936 
2. 832 
2. 732 
2. 636 
2. 543 
2. 453 
2. 367 
2. 283 
2. 203 
2. 125 
2. 122 
2. 122 
2. 121 
2. 122 
2. 121 
2. 122 
2. 121 
2. 122 
2. 121 
2. 122 
2. 121 
2. 122 
2. 121 
2. 122 
2. 121 
2. 122 
2. 121 
2. 122 
2. 121 
2. 122 
2. 121 
2. 122 
2. 121 
2. 122 
2. 121 
2. 122 
2. 121 
0. 796 

0. 436 
3. 473 
3. 352 
3 235 
3. 122 
3. 013 
2. 908 
2. 807 
2. 709 
2. 614 
2. 523 
2. 435 
2. 350 
2. 268 
2. 189 
2. 113 
2. 097 
2. 097 
2. 097 
2. 097 
2. 097 
2. 097 
2. 097 
2. 097 
2. 097 
2. 097 
2. 097 
2. 097 
2. 097 
2. 097 
2. 097 
2. 097 
2. 097 
2. 097 
2. 097 
2. 097 
2. 097 
2. 097 
2. 097 
2. 097 
2. 097 
2. 097 
2. 097 
1. 834 

0. 431 
3. 433 
3. 315 
3. 201 
3. 090 
2. 984 
2. 881 
2. 782 
2. 686 
2. 593 
2. 504 
2. 417 
2. 334 
2. 253 
2. 176 
2. 101 
2. 073 
2. 073 
2. 073 
2. 073 
2. 073 
2 073 
2. 073 
2. 073 
2. 073 
2. 073 
2. 073 
2. 073 
2. 073 
2. 073 
2. 073 
2. 073 
2. 073 
2. 073 
2. 073 
2. 073 
2. 073 
2. 073 
2. 073 
2. 073 
2. 072 
2. 073 
2. 072 
2. 073 
0. 777 

0. 426 
3. 395 
3. 279 
3. 167 
3. 059 
2. 955 
2. 854 
2. 757 
2. 663 
2. 572 
2. 484 
2. 400 
2. 318 
2. 239 
2. 162 
2. 089 
2. 050 
2. 050 
2. 050 
2. 050 
2. 049 
2. 050 
2. 049 
2 050 
2. 049 
2. 050 
2. 049 
2. 050 
2. 049 
2. 050 
2. 049 
2. 050 
2. 049 
2. 050 
2. 049 
2. 050 
2. 049 
2. 050 
2. 049 
2. 050 
2. 049 
2. 050 
2. 049 
2. 050 
1. 793 

0. 421 
3. 357 
3. 243 
3. 134 
3. 028 
2. 926 
2. 828 
2. 732 
2. 640 
2. 551 
2. 465 
2. 382 
2. 302 
2. 224 
2. 149 
2. 077 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 027 
2. 026 
2. 027 
2. 026 
0. 760 

0. 417 
3. 319 
3. 209 
3. 102 
2. 998 
2. 898 
2. 802 
2. 708 
2. 618 
2. 531 
2. 447 
2. 365 
2. 286 
2. 210 
2. 136 
2. 065 
2. 005 
2. 005 
2. 005 
2. 005 
2. 005 
2. 005 
2. 005 
2. 005 
2. 005 
2. 005 
2. 004 
2. 005 
2. 004 
2. 005 
2. 004 
2. 005 
2. 004 
2. 005 
2. 004 
2. 005 
2. 004 
2. 005 
2. 004 
2. 005 
2. 004 
2. 005 
2. 004 
2. 005 
2. 004 
1. 754 

0. 412 
3. 283 
3. 175 
3. 070 
2. 969 
2. 871 
2. 776 
2. 685 
2. 596 
2. 511 
2. 428 
2. 348 
2. 271 
2. 196 
2. 123 
2. 053 
1. 986 
1. 983 
1. 983 
1. 983 
1. 983 
1. 983 
1. 983 
1. 983 
1. 983 
1. 983 
1. 983 
1. 983 
1. 983 
1. 983 
1. 983 
1. 983 
1. 983 
1. 983 
1. 983 
1. 983 
1. 983 
1. 983 
1. 983 
1. 983 
1. 982 
1. 983 
1. 982 
1. 983 
1. 982 
1. 983 
0. 743 

0. 408 
3. 248 
3. 142 
3. 039 
2. 940 
2. 844 
2. 751 
2. 662 
2. 575 
2. 491 
2. 410 
2. 331 
2. 255 
2. 182 
2. 110 
2. 042 
1. 975 
1. 961 
1. 961 
1. 961 
1. 961 
1. 961 
1. 961 
1. 961 
1. 961 
1. 961 
1. 961 
1. 962 
1. 961 
1. 962 
1. 961 
1. 962 
1. 961 
1. 962 
1. 961 
1. 962 
1. 961 
1. 962 
1. 961 
1. 962 
1. 961 
1. 962 
1. 961 
1. 962 
1. 961 
1. 962 
1. 716 

0. 403 
3. 213 
3. 109 
3. 009 
2 912 
2. 818 
2. 727 
2. 639 
2. 554 
2. 471 
2. 392 
2. 315 
2. 240 
2. 168 
2. 098 
2. 030 
1. 965 
1. 940 
1. 940 
1. 940 
1. 940 
1. 940 
1 940 
1 940 
1. 940 
1. 940 
1. 940 
1. 940 
1. 940 
1. 941 
1. 940 
1. 941 
1. 940 
1. 941 
1. 940 
1. 941 
1. 940 
1. 941 
1. 940 
1. 941 
1. 940 
1. 941 
1. 940 
1. 941 
1. 940 
1. 941 
1. 940 
0. 728 

0. 399 
3. 179 
3. 077 
2. 979 
2. 884 
2. 792 
2. 703 
2. 617 
2. 533 
2. 452 
2. 374 
2. 298 
2. 225 
2. 154 
2. 085 
2. 019 
1. 954 
1 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 920 
1. 919 
1. 920 
1. 919 
1. 920 
1. 919 
1. 920 
1. 919 
1. 680 



and the Recovery Period is: 
If the 
Recovery 
Year is: 

47. 5 48. 0 

the 

48. 5 49. 0 

Depreciation 

49. 5 50. 0 

Rate is: 
1 
2 

3 

4 
5 
6 
7 

8 
9 

10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 
41 
42 
43 
44 
45 
46 
47 
48 
49 
50 
51 

0. 395 
3. 145 
3. 046 
2. 950 
2. 857 
2. 767 
2. 679 
2. 595 
2. 513 
2. 433 
2. 356 
2. 282 
2. 210 
2. 140 
2. 073 
2. 007 
1. 944 
1. 900 
1. 900 
1. 900 
1. 900 
1. 900 
1. 900 
1. 900 
1. 900 
1. 900 
1. 900 
1. 900 
1. 900 
1. 900 
1. 900 
1. 900 
1. 900 
1. 900 
1. 900 
1. 900 
1. 900 
1. 900 
1. 900 
1. 900 
1. 899 
1. 900 
1. 899 
1. 900 
1. 899 
1. 900 
1. 899 
1. 900 
0. 712 

0. 391 
3. 113 
3. 016 
2. 921 
2. 830 
2. 742 
2. 656 
2. 573 
2. 492 
2. 415 
2. 339 
2. 266 
2. 195 
2. 127 
2. 060 
1. 996 
1. 933 
1. 880 
1. 880 
1. 880 
1. 880 
1. 880 
1. 880 
1. 880 
1. 880 
1. 880 
1 880 
1. 880 
1. 880 
1. 881 
1. 880 
1. 881 
1. 880 
1. 881 
1. 880 
1. 881 
1. 880 
1. 881 
1, 880 
1. 881 
1. 880 
1. 881 
1. 880 
1. 881 
1. 880 
1. 881 
1. 880 
1. 881 
1. 645 

0. 387 
3. 081 
2. 986 
2. 893 
2. 804 
2 717 
2. 633 
2. 552 
2. 473 
2. 396 
2. 322 
2. 250 
2. 181 
2. 113 
2. 048 
1. 984 
1. 923 
1. 864 
1. 861 
1. 861 
1. 861 
1. 861 
1. 861 
1. 861 
1. 861 
1. 861 
1. 861 
1. 861 
1. 861 
1. 861 
1. 861 
1. 861 
1. &61 
1. 861 
1. 861 
1. 861 
1. 861 
1. 861 
1. 861 
1. 861 
1. 861 
1. 861 
1. 862 
1. 861 
1. 862 
1. 861 
1. 862 
I 861 
1. 862 
0. 698 

0. 383 
3. 050 
2. 956 
2. 866 
2. 778 
2. 693 
2. 610 
2. 531 
2. 453 
2. 378 
2. 305 
2. 235 
2. 166 
2 100 
2. 036 
1. 973 
1. 913 
1. 854 
1. 842 
1. 842 
1. 842 
1. 842 
1. 842 
1. 842 
1. 842 
1. 842 
1. 842 
1. 842 
1. 842 
1. 842 
1, 842 
1. 842 
1. 842 
1. 842 
1. 842 
1. 842 
1. 842 
1. 842 
1. 843 
1. 842 
1. 843 
1. 842 
1. 843 
1. 842 
1. 843 
1. 842 
1. 843 
1. 842 
1. 843 
1. 612 

0. 379 
3. 019 
2. 927 
2. 839 
2. 753 
2. 669 
2. 588 
2. 510 
2. 434 
2. 360 
2. 289 
2. 219 
2. 152 
2. 087 
2. 023 
1. 962 
1. 903 
1. 845 
1. 824 
1. 824 
1. 824 
1. 824 
1. 824 
1. 824 
1. 824 
1. 824 
1. 824 
1. 824 
1. 824 
1. 824 
1. 824 
1. 823 
1. 824 
1. 823 
1. 824 
1. 823 
1. 824 
1. 823 
1. 824 
1. 823 
1. 824 
1. 823 
1. 824 
1. 823 
1. 824 
1. 823 
1. 824 
1. 823 
1. 824 
1. 823 
0. 684 

0. 375 
2. 989 
2. 899 
2. 812 
2. 728 
2. 646 
2. 567 
2. 490 
2. 415 
2. 342 
2. 272 
2. 204 
2. 138 
2. 074 
2. 011 
1. 951 
1. 893 
1. 836 
1. 806 
1. 806 
1. 806 
1. 806 
1. 806 
1. 805 
1. 806 
I 805 
1. 806 
1. 805 
1. 806 
1. 805 
1. 806 
1. 805 
1. 806 
1. 805 
1. 806 
1. 805 
1. 806 
1. 805 
1. 806 
1. 805 
1. 806 
1. 805 
1. 806 
1. 805 
1. 806 
1. 805 
1. 806 
1. 805 
1. 806 
1. 805 
1. 580 



26 CFR 601. 201: Rulings and detertnination 
letters. 

Rev. Proc. 87-58 

SECTION 1. PURPOSE 

The purpose of this revenue proce- 
dure is to announce a test of the 
feasibility of issuing advance rulings 
on estate tax issues and to modify 
Rev. Proc. 87-1, 1987-1 C. B. 503, 
and Rev. Proc. 87-3, 1987-1 C. B. 
523. Rev. Proc. 87-1 provides proce- 
dures for issuing letter rulings involv- 
ing the interpretation or application 
of the federal tax laws within the 
jurisdiction of the Corporation Tax 
Division and the Individual Tax Divi- 
sion in the Office of the Associate 
Chief Counsel (Technical and Inter- 
national). Rev. Proc. 87-3 provides a 
list of the areas of federal tax law 
within the jurisdiction of those divi- 
sions in which advance rulings will 
not be issued. Both revenue proce- 
dures state that the Service will not 
issue rulings with respect to the pro- 
spective application of the estate tax 
laws to the property or the estate of 
a living person. 

This modification provides for the 
processing and issuance of advance 
estate tax rulings by the Individual 
Tax Division. During the period of 
the modification, advance estate tax 
rulings will be issued, subject to the 
limitations described below, to an 
individual (or to the individual's au- 
thorized representative). The modifi- 
cation is being instituted to test the 
feasibility of issuing advance estate 
tax rulings as a means of providing 
enhanced service to the public. 

SEC. 2. SCOPE AND DURATION 

. 01 The modification will be effec- 
tive for ruling requests received after 
October 26, 1987, that meet the 
requirements set forth in section 8 
(Instructions to Taxpayer) of Rev. 
Proc. 87-1. 

. 02 This modification is effective 
only for those estate tax ruling re- 
quests coming within the primary 
jurisdiction of the Individual Tax 
Division. This modification is not 
effective for determination letters is- 
sued by District Directors. 

. 03 This revenue procedure will re- 
main in effect until October 26, 
1988. 

SEC. 3. TEMPORARY 
MODIFICATION 

. 01 Section 5. 02 of Rev. Proc. 
87-1 and section 3. 023 of Rev. Proc. 
87-3 state that the Service will not 
issue rulings on matters relating to 
the application of the estate tax law 

to property or the estate of a living 

person. Those sections are modified 
during the test period so that ad- 
vance estate tax rulings may be is- 

sued. 
. 02 Advance rulings will be issued 

only if there is an executed will, trust 
instrument, deed of conveyance, or 
contract or if the individual on 
whose behalf the ruling is requested 
states in writing, under penalty of 
perjury, that such individual has a 
present intention to execute the will, 
trust instrument, deed of conveyance, 
or contract. A copy of such executed 
or proposed document must be in- 
cluded in the request. With respect to 
issues arising under such documents, 
prospective rulings will be issued only 
in the following areas: 

1. Section 2041. Whether a power 
of disposition over property is a 
general power of appointment. 

2. Section 2056. Whether an inter- 
est in property is a terminable inter- 
est (including Qualified Terminable 
Interest Property). 

3. Section 2056. Whether a govern- 
ing document provides a surviving 
spouse with a general power of ap- 
pointment over trust property. 

. 03 Areas in which advance estate 
tax rulings will not be issued include: 

1. Computations of the tax. 
2. Actuarial factors. 
3. Factual matters, such as deter- 

mining the fair market value of prop- 
erty. 

4. Any area covered by a prohibi- 
tion against ruling in Rev. Proc. 87-1 
or Rev. Proc. 87-3, except as pro- 
vided in section 3. 01, above. 

. 04 Each ruling request must con- 
tain a statement as to why the law in 
connection with the request is uncer- 
tain and specifically why the issue is 
not adequately addressed by statute, 
regulations, decisions of the Supreme 
Court, revenue rulings, or revenue 
procedures. 

. 05 Each ruling issued under this 
procedure will include a caveat that 
the ruling is based on the facts and 
applicable law in effect on the date 
of issuance. 

SEC. 4. EFFECT ON OTHER 
DOCUMENTS 

. 01 Section 5. 02 of Rev 
87-1 is modified. 

. 02 Section 3. 023 of Rev. 
87-3 is modified. 

SEC. 5. EFFECTIVE DATE 

This revenue procedure is effective 
October 26, 1987, the date of its 
publication. 

SEC. 6. OBSOLESCENCE 

This revenue procedure is obsolete 
as of October 26, 1988. 

26 CFR 601. 201: Rulings and determination 
letters. 

Rev. Proc. 87-59 

SECTION 1. BACKGROUND 

Rev. Proc. 87-3, 1987-1 C. B. 523, 
sets forth areas in which advance 
rulings or determination letters will 

not be issued by the Internal Revenue 
Service. Section 5 of Rev. Proc. 87-3 
is titled "Areas Under Extensive 
Study in Which Rulings or Determi- 
nation Letters Will Not Be Issued 
Until the Service Resolves the Issue 

Through Publication of a Revenue 
Ruling, Revenue Procedure, Regula- 
tions or Otherwise. " 
SEC. 2. PROCEDURE 

Rev. Proc. 87-3 is supplemented 
by adding the following to section 5: 

Section 7701 — Definitions — The 
classification of an instrument that 
has certain voting and liquidation 
rights in an issuing corporation but 

whose dividend rights are determined 

by reference to the earnings of a 

segregated portion of the issuing 
corporation's assets, including assets 
held by a subsidiary. 

SEC. 3. EFFECTIVE DATE 

This revenue procedure applies to 
all rulings on hand in the National 
Office on October 26, 1987, the date 
of publication of this revenue proce- 
dure in the Internal Revenue Bulletin, 
as well as to requests received there- 
after. 

SFC. 4. EFFECT ON OTHER 
RFVENUE PROCEDURES 

Rev. Proc. 87-3 is supplemented 

764 1987-2 C. B. 



26 CFR 601. 602: Tax forms and instructions. 

Rev. Proc. 87-60 

SECTION 1. PURPOSE 

This Revenue Procedure establishes 
a handling and shipping charge for 
processing requests for reproducible 
proof copies (repros) of tax forms, 
instructions, and certain publications. 

SEC. 2. CHARGES 

. 01 Charges will be established on 
the basis of each printed page. The 
schedule of charges for handling and 
shipping repros will be based on a 
rate of $1. 00 per each printed page. 

. 02 Repros must be ordered as a 
set; separate pages are not available 
individually (i. e. a form that consists 
of six printed pages is available as a 
six-page repro and will cost $6. 00). 

. 03 No charge will be made to 
other government agencies (federal, 
state, or local). 

. 04 All user charges will be com- 
mensurate with the prevailing postage 
and handling costs and will be estab- 
lished by the Assistant Commissioner 
(Human Resources Management and 
Support). 

. 05 All requestors that are subject 
to the user charge as outlined above 
will be sent a bill to cover shipping 
and handling charges for processing 
orders. 

SEC. 3. EFFECT ON OTHER 
DOCUMENTS 

Rev. Proc. 86-35, 1986-2 C. B. 596 
is superseded. 

26 CFR 601. 201: Rulings and determination 
letters. 

Rev. Proc. 87-61 

SECTION 1. PURPOSES 

Rev. Proc. 76-25, 1976-1 C. B. 
563, sets forth procedures for taxpay- 
ers to follow in requesting rulings 
under section 954(b)(4) of the Inter- 
nal Revenue Code of 1954. The first 
purpose of this revenue procedure is 
to declare Rev. Proc. 76-25 obsolete 
because section 954(b)(4) of the Code 
was substantially amended by the 
Tax Reform Act of 1986, 1986-3 
(Vol. 1) C. B. 1. 

Rev. Proc. 87-6, 1987-1 C. B. 541, 
sets forth areas in which the Internal 

Revenue Service will not issue ad- 

vance rulings or determination letters. 
The second purpose of this revenue 

procedure is to amplify Rev. Proc. 
87-6 by adding determinations under 
section 954(b)(4) of the Code to the 
list of areas in which advance rulings 
or determination letters will not be 
issued. 

SEC. 2. OBSOLESCENCE OF REV. 
PROC. 76-25 

Section 951 of the Code requires a 
United States shareholder of a con- 
trolled foreign corporation, as de- 
fined in section 957, to include in 

gross income the corporation's 
Subpart F income, as defined in 

section 952. Subpart F income ordi- 
narily includes foreign base company 
income, as defined in section 954. 
However, section 954(b)(4) as in ef- 
fect for taxable years beginning be- 
fore January 1, 1987, provided that 
foreign base company income did not 
include any item of income (except 
certain foreign base company oil re- 
lated income) if the Secretary was 
satisfied that neither the organization 
of the corporation nor the transac- 
tion giving rise to the income had as 
a significant purpose a substantial 
reduction of taxes. Rev. Proc. 76-25 
sets forth information to be submit- 
ted in requesting a ruling under sec- 
tion 954(b)(4). 

Section 1221(d) of the Tax Reform 
Act of 1986 amended section 
954(b)(4) of the Code, eliminating the 
significant tax reduction purpose test. 
Therefore, Rev. Proc. 76-25 is obso- 
lete. 

SEC. 3. AMPLIFICATION OF REV. 
PROC. 87-6 

Section 954(b)(4) of the Code now 
provides in part that foreign base 
company income does not include 
any item of income if the Secretary is 
satisfied that the income was subject 
to an effective rate of income tax 
imposed by a foreign country greater 
than 90 percent of the maximum rate 
of tax specified in section 11. The 
effective rate of foreign tax may also 
affect the tax treatment of income 
earned by a controlled foreign corpo- 
ration through a branch outside its 
country of incorporation; see section 
954(d)(2) of the Code and section 
1. 954-3(b) of the Income Tax Regu- 
lations. 

Rev. Proc. 87-6 lists areas in 
which the Service will not issue ad- 
vance rulings or determination letters. 
Section 2. 01 of Rev. Proc. 87-6 
explains that the Service will not 
issue advance rulings on matters that 
are inherently factual. Determining 
the effective rate of tax imposed by a 
foreign jurisdiction is inherently fac- 
tual and therefore not appropriate 
for an advance ruling. Even if the 
structure of the foreign tax regime 
and the nominal rates of tax are 
known, the effective rate of tax that 
will be imposed on income earned in 
the future may depend on the 
amount of income and expenses, the 
allocation and characterization of in- 

come and expenses, and other facts 
that cannot be known with certainty 
at the time the ruling is requested. 

Therefore, Rev. Proc. 87-6 is 
amended by adding to Section 3. 01 
the following paragraph: 

Section 954. — Foreign Base Com- 
pany Income. — Determining the ef- 
fective rate of tax that a foreign 
country will impose on income. 

SEC. 4. EFFECT ON OTHER 
DOCUMENTS 

Rev. Proc. 76-25 is obsolete. Rev. 
Proc. 87-6 is amplified. 

SEC. 5. EFFECTIVE DATE 

Section 2 of this revenue procedure 
is effective for taxable years begin- 
ning after December 31, 1986. Sec- 
tion 3 of this revenue procedure will 
apply to all ruling requests on file in 
the National Office on December 14, 
1987, the date of its publication, and 
to all requests received thereafter. 

26 CFR 601. 602: Tax forms and instructions. 

Rev. Proc. 87-62 

CONTENTS 

PART A. GENERAL 

SECTION 1. PURPOSE 
SECTION 2. NATURE OF 

CHANGES — CURRENT YEAR 
(TAX YEAR 1987) 

SECTION 3. APPLICATION 
FOR MAGNETIC MEDIA RE- 
PORTING AND REQUESTS 
FOR UNDUE HARDSHIP 
WAIVE RS 

SECTION 4. FILING OF MAG- 
NETIC MEDIA REPORTS 
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AND RETENTION REQUIRE- 
MENTS 

SECTION 5. FILING DATES 
SECTION 6. EXTENSIONS OF 

TIME TO FILE 
SECTION 7. PROCESSING OF 

MAGNETIC MEDIA RE- 
TURNS 

SECTION 8. HOW TO FILE 
CORRECTED RETURNS 

SECTION 9. TAXPAYER IDEN- 
TIFICATION NUMBERS 

SECTION 10. EFFECT ON PA- 
PER RETURNS 

SECTION 11. HOW TO CON- 
TACT THE IRS NATIONAL 
COMPUTER CENTER 

SECTION 12. COMBINED FED- 
ERAL/STATE FILING 

SECTION 13. DEFINITIONS OF 
TERMS 

SECTION 14. STATE AND 
COUNTRY ABBREVIATIONS 

PART B. BURROUGHS SUPER 
MINI-DISK AND SUPER MINI-DISK 
II SPECIFICATIONS 

SECTION 1. GENERAL 
SECTION 2. PAYER/TRANS- 

MITTER "A" RECORD 
SECTION 3. PAYER/TRANS- 

MITTER ' 'A' ' RECORD— 
RECORD LAYOUT 

SECTION 4. PAYEE ''B'' 
RECORD — GENERAL INFOR- 
MATION FOR ALL FORMS 

SECTION 5. PAYEE ''B'' 
RECORD — FIELD DESCRIP- 
TIONS FOR SECTOR 1 

THROUGH 3 OF FORMS 1098, 
1099-DI V, 1099-G, 1099-1 NT, 
1099-MISC, 1099-PATR, 
1099-R, 5498 AND SECTOR 1 

AND 2 OF FORMS 1099-A, 
1099-B, 1099-OID, W-2G 

SECTION 6. PAYEE ''B'' 
RECORD — RECORD LAY- 
OUTS FOR SECTOR 1 

THROUGH 3 OF FORMS 1098, 
1099-DI V, 1099-G, 1099-1 NT, 
1099 — MISC, 1099 — PATR, 
1099-R, 5498 AND SECTOR I 

AND 2 OF FORMS 1099-A, 
1099-B, 1099-OID, AND W-2G 

SECTION 7. PAYEE ''B'' 
RECORD — FIELD DESCRI P- 
TIONS AND RECORD LAY- 
OUT FOR SECTOR 3 OF 
FORM 1099-A 

SECTION 8. PAYEE ''B'' 
RECORD — FIELD DESCRIP- 
TIONS AND RECORD LAY- 
OUT FOR SECTOR 3 OF 

FORM 1099 — B 
SECTION 9. PAYEE ''B'' 

RECORD — FIELD DESCRIP- 
TIONS AND RECORD LAY- 
OUT FOR SECTOR 3 OF 
FORM 1099-OID 

SECTION 10. PAYEE ''B'' 
RECORD — FIELD DESCRIP- 
TIONS AND RECORD LAY- 
OUT FOR SECTOR 3 OF 
FORM W-2G 

SECTION 11. END OF PAYER 
"C" RECORD 

SECTION 12. STATE TOTALS 
"K" RECORD 

SECTION 13. END OF TRANS- 
MISSION "F" RECORD 

NOTE: THIS REVENUE PROCE- 
DURE MAY ONLY BE USED TO 
PREPARE BURROUGHS MINI- 
DISK AND SUPER MINI-DISK 
SUBMISSIONS FOR TAX YEAR 
1987 RETURNS. UPDATED COP- 
IES ARE PUBLISHED EACH 
YEAR. PLEASE READ THIS PUB- 
LICATION CAREFULLY. PER- 
SONS REQUIRED TO FILE MA Y 
BE SUBJECT TO PENALTIES FOR 
FAILURE TO FOLLOW THE IN- 
STRUCTIONS IN THIS REVENUE 
PROCEDURE AND FOR FAILURE 
TO INCLUDE CORRECT INFOR- 
MA TION ON A RETURN. A 55 
PER DOCUMENT PENALTY MA Y 
BE IMPOSED FOR THE OMIS- 
SION OF INFORMA TION A S 
WELL AS FOR THE INCLUSION 
OF INCORRECT INFORMA TION. 
THE MAXIMUM PENALTY IS 
$20 000. (THERE IS NO MAXI- 
MUM FOR CERTAIN INTEREST 
OR DIVIDEND RETURNS OR 
STATEMENTS. ) YOU MAY ALSO 
BE SUBJECT TO PENALTIES OF 
$50 PER DOCUMENT FOR EACH 
DOCUMENT SUBMITTED WITH- 
OUT A TAXPAYER IDENTIFICA- 
TION NUMBER (TIN) OR WITH 
AN INCORRECT TIN. AN ADDI- 
TIONAL $50 PENALTY PER DOC- 
UMENT MAY BE IMPOSED FOR 
EACH DOCUMENT NOT SUBMIT- 
TED ON MAGNETIC MEDIA IF 
YOU ARE REQUIRED TO FILE 
THIS WAY OR IF YOU FILE 
LATE. THE MAXIMUM PEN- 
ALTY IS $100, 000 PER CALEN- 
DAR YEAR. (THERE IS NO MAX- 
IMUM FOR FORMS 1099-1NT, 
1099-DI V, 1099-01 D, 1099-PATR, 
5498 OR IF THE FAILURE TO 
FILE IS DUE TO INTENTIONAL 
DISREGARD OF THE FILING 

AND CORRECT INFORMATION 
REQUIREMENTS. ) IF A $50 PEN- 
ALTY IS IMPOSED, THE $5 PEN- 
ALTY WILL NOT BE APPLIED 
FOR THE SAME RETURN. IRS 
S TRONGL Y ENCOURA GES FI L- 
ERS TO REVIEW THEIR DATA 
FOR ACCURACY BEFORE SUB- 
MISSION TO PREVENT ERRONE- 
OUS NOTICES BEING MAILED 
TO PERSONS FOR WHOM RE- 
PORTS ARE FILED. 

PART A. — GENERAL 

SECTION 1. PURPOSE 

. 01 The purpose of this revenue 
procedure is to provide the require- 
ments and conditions for filing infor- 
mation return Forms 1098, 1099, 
5498, and W-2G on Burroughs Mini- 
disk. Other revenue procedures pro- 
vide instructions for filing on mag- 
netic tape, 8 inch magnetic diskette, 
and on 5 I/4 inch magnetic diskette. 
THIS REVENUE PROCEDURE IS 
TO BE USED FOR THE PREPA- 

RATIONN 

OF TAX YEAR 1987 IN- 
FORMA TION RETURNS ONL Y. 
THIS PROCEDURE IS UPDATED 
YEARLY TO REFLECT NECES- 
SARY CHANGES. PLEASE READ 
THIS PUBLICATION CARE- 
FULLY. Specifications for filing the 
following forms are contained in this 
procedure: 

(a) Form 1098, Mortgage Interest 
Statement. 

(b) Form 1099-A, Information Re- 
turn for Acquisition or Abandonment 
of Secured Property. 

(c) Form 1099-B, Statement for 
Recipients of Proceeds From Real 
Estate, Broker, and Barter Exchange 
Transactions. 

(d) Form 1099-DIV, Statement for 
Recipients of Dividends and Distribu- 
tions. 

(e) Form 1099-G, Statement for 
Recipients of Certain Government 
Payments. 

(f) Form 1099-INT, Statement for 
Recipients of Interest Income. 

(g) Form 1099-MISC, Statement 
for Recipients of Miscellaneous In- 
come. 

(h) Form 1099-OID, Statement for 
Recipients of Original Issue Discount. 

(i) Form 1099-PATR, Statement 
for Recipients (Patrons) of Taxable 
Distributions Received From Cooper- 
atives. 

(j) Form 1099 — R, Statement for 
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Recipients of Total Distributions 
From Profit-Sharing, Retirement 
Plans, Individual Retirement Ar- 
rangements, Insurance Contracts, 
Etc. 

(k) Form 5498, Individual Retire- 
ment Arrangement Information. 

(I) Form W-2G, Statement for Re- 
cipients of Certain Gambling Win- 
nings. 

Specifications for filing Forms 
1042S, 6248, 8027, W-2, and W-2P 
are contained in separate publica- 
tions. 

. 02 All filing requirements that fol- 
low apply individually to each report- 
ing entity as defined by its separate 
TIN (Social Security Number or Em- 
ployer Identification Number ). For 
example, if you are a corporation 
with several branches or locations 
and each uses the same EIN, you 
must aggregate the total volume of 
returns to be filed for that EIN and 
apply the filing requirements for each 
type of return accordingly. 

Section 1. 6045-1(1) of the Income 
Tax Regulations requires brokers and 
barter exchanges to use magnetic me- 
dia to report ALL Form 1099-B data 
with the exception of real estate 
transactions to IRS. For real estate 
transactions, magnetic media filing is 
required if 250 or more Forms 
1099 — B must be filed. THESE RE- 
Q UIREMEN TS A PPL Y SEPA- 
RA TEL Y TO BOTH ORIGINA L 
AND CORRECTED RETURNS. 

Section 6011(e) of the Internal 
Revenue Code and the regulations 
thereunder, require any person, in- 
cluding corporations, partner ships, 
individuals, estates, and trusts, who 
must file, or were required to file for 
the prior year, more than 50 infor- 
mation returns in the aggregate for 
payments of interest (Forms 
1099-INT and 1099-OID), dividends 
(Form 1099-DIV), or patronage divi- 
dends (Form 1099-PATR), for any 
calendar year, must file such returns 
on magnetic media. For example, if 
you must file 30 Forms 1099-DIV 
and 25 Forms 1099-INT, filing on 
magnetic media is required. THIS 
REQUIREMENT APPLIES SEPA- 
RA TEL Y TO BOTH ORIGINA L 
AND CORRECTED RETURNS. 

In addition, for returns filed in 

1988 (for tax year 1987), magnetic 
media reporting is required if you 
file, or were required to file for the 
prior year, 250 or more of each of 

the following forms: Forms W-2, 
W-2P, W-2G, 1098, 1099-A, 
1099-G, 1099-MISC, 1099-R, 5498, 
1042S, 6248, and 8027. THIS RE- 
QUIREMENT APPLIES SEPA- 
RA TEL Y TO BOTH ORIGINAL 
AND CORRECTED RETURNS. For 
example, if you file 300 1099-MISC 
returns and later file 50 corrections 
for Forms 1099-MISC, only the orig- 
inal 300 returns are required to be 
filed on magnetic media. The 50 
1099-MISC corrections could be filed 
on paper since there are less than 250 
corrections to be filed. To determine 
the number of returns you are re- 
quired to file, or were required to file 
for the prior year, count each type of 
form separately. For example, if you 
must file 450 Forms 1098 and 100 
Forms 1099-A, the 450 Forms 1098 
must be filed on magnetic media; 
however, you are not required to file 
the 100 Forms 1099-A on magnetic 
media. All Forms 1099-B are re- 
quired to be filed on magnetic media 
with the exception of real estate 
transactions. For 1099-B real estate 
transactions, magnetic media filing is 
required if 250 or more returns must 
be filed. Forms W-2 and W-2P are 
filed with the Social Security Admin- 
istration (SSA), NOT Internal Reve- 
nue Service (IRS). These require- 
ments shall not apply if you establish 
that it will cause you undue hard- 
ship. Refer to Part A, Sec. 3. 

. 03 This procedure also provides 
the requirements and specifications 
for mini-disk filing under the Com- 
bined Federal/State Filing Program. 
Refer to Part A, Sec. 12. 

. 04 The following revenue proce- 
dures and publications provide more 
detailed filing procedures for certain 
information returns: 

(a) 1987 "Instructions for Forms 
1099, 1098, 5498, 1096, and W-2G, " 
provide further information on filing 
returns with IRS. These instructions 
are available at IRS offices and are 
included in magnetic media reporting 
packages mailed to filers on this 
program each year. 

(b) 1987 "Instructions for Report- 
ing Real Estate Transactions on 
Form 1099-B" which is available at 
IRS offices. 

(c) Rev. Proc. 84-24, 1984-1 C. B. 
465, or other current revenue proce- 
dures, regarding preparation of trans- 
mittal documents (Forms 1096 and 
4804) for information returns. 

(d) Rev. Proc. 84-33, 1984-1 C. B. 
502, or other current r ei enue proce- 
dures, regarding the optional method 
for agents to report and deposit 
backup withholding. 

(e) Publication 1179, Specifications 
for Paper Document Reporting and 
Paper Substitutes for Forms 1096, 
1098, 1099, 5498, and W-2G. 

. 05 This procedure supersedes the 
following revenue procedure: Rev. 
Proc. 86-37, 1986-2 C. B. 597, also 
published in Publication 1253 (Rev. 
8-86), Requirements and Conditions 
for Filing Information Returns in the 
Forms 1098, 1099, 5498, and W-2G 
Series on Cassette and Burroughs 
Mini-disk. 

. 06 Refer to Part A, Sec. 13 for 
definitions of terms used in this 
publication. 

SEC. 2. NATURE OF CHANGES— 
CURRENT YEAR (TAX YEAR 1987) 

. 01 Numerous editorial changes 
have been made to the publication. 
The following changes must be incor- 
porated into your programs for tax 
year 1987. 

. 02 GENERAL CHANGES ARE 
AS FOLLOWS: 

(a) The note on the cover was 
revised to indicate changes to the 
maximum penalty per calendar year 
and to alert filers that penalties may 
be assessed for failure to include 
correct information. 

(b) Information returns can no 
longer be filed on cassette. 

(c) If you were required to file on 
magnetic media for tax year 1986, 
you are also required to file on 
magnetic media for tax year 1987. 

(d) The title of Form 1099-B has 
been changed to include real estate 
transactions. For a real estate trans- 
action closing after 1986, proceeds of 
certain sales must be reported on 
Form 1099-B. For more information 
on this new reporting requirement, 
refer to the 1987 "Instructions for 
Reporting Real Estate Transactions 
on Form 1099-B. " All Forms 1099-B 
are required to be filed on magnetic 
media with the exception of real 
estate transactions. For real estate 
transactions, if 250 or more returns 
are to filed on Form 1099-B, they 
must be filed on magnetic media. 

(e) A note was added to Part A, 
Sec. 1. 02 concerning the magnetic 
media filing requirements as they 
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apply to each TIN (SSN or EIN). 
(f) References to Forms W-2 and 

W-2P have been deleted from several 
sections in the revenue procedure 
since these forms are filed with SSA. 

(g) Additional information con- 
cerning the application Form 4419 
has been added to Part A, Sec. 3. 01. 

(h) Filers are no longer required to 
submit a hardcopy printout or dump 
of their files except when submitting 
a "test" file after December 15. 

(i) All test files must be submitted 
between October 1 and December 15. 
Only a hardcopy printout test will be 
accepted after December 15 and it 

must be postmarked by January 15, 
1988. 

(j) Part A, Sec. 3. 05 instructs filers 

to submit separate application Forms 
4419 if they submit two types of 
magnetic media. 

(k) Transmitters may request waiv- 

ers on behalf of persons required to 
file on magnetic media if all informa- 
tion requested on Form 8508 is pro- 
vided for each payer and each type 
of information return. Refer to Part 
A, Sec. 3. 08. 

(I) Filers are instructed in Part A, 
Sec. 7. 01 to open all files returned to 
them as soon as they are received. In 
some cases, files are returned due to 
errors and must be corrected and 
returned to IRS within 30 days of 
your receipt. 

(m) Part A, Sec. 8 has been re- 
vised in its entirety to delete instruc- 
tions concerning filing corrected re- 
turns on paper forms. This 
information is available in the 1987 
"Instructions for Forms 1099, 1098, 
5498, 1096, and W-2G. " 

(n) The chart in Part A, Sec. 8. 10 
has been changed to indicate that 
two transactions are required to cor- 
rect a Payee TIN. 

(o) Information concerning penal- 
ties has been revised in Part A, Sec. 
9. 

(p) Part A, Sec. 10 has been re- 
vised in its entirety to update infor- 
mation concerning machine scannable 
forms and statements provided to the 
payee. 

(q) To contact the IRS National 
Computer Center by telephone, calls 
must be placed between 8:30 A. M. 
and 6:30 P. M. Eastern Time Zone. 
Part A, Sec. 11 has been updated to 
reflect the new hours. 

(r) Part A, Sec. 12. 02 includes a 

note to filers requesting approval to 
participate in the Combined Federal/ 
State Program. When "test" files are 
submitted for this program, attach a 
letter to the Form 4804 submitted 

with the "test" which indicates that 

you wish to participate. 
(s) The dollar criteria in Table 2 of 

Part A, Sec. 12 has changed. For the 
state of New York, Form 
1099-PATR must now be reported if 
the amount is $600. 00 or greater. 
The dollar criteria for Forms 1099-R, 
1099 — D I V, 1099 — I NT, and 
1099-PATR has been increased for 
the state of Wisconsin to $600. 00. 
For the state of Minnesota all Forms 
5498 must be reported. 

(t) A definition has been added to 
Part A, Sec. 13 for PS58 Costs. 

(u) Part A, Sec. 14 has been re- 
vised to include new instructions in 

the usage of foreign country codes. 
. 03 THE FOLLOWING 

CHANGES HAVE BEEN MADE 
TO THE PAYER/TRANSMITTER 
"A" RECORD: 

(a) Mini-disk positions 3 and 4 of 
the "A" Record now represent the 
payment year. 

(b) Mini-disk positions 5 through 7 
now represent the Mini-disk Sequence 
Number. You may enter the Mini- 
disk sequence incremented by 1 for 
each mini-disk on the file or you may 
enter blanks or zeros. IRS bypasses 
this sequence check. You must indi- 
cate the proper sequence on the ex- 
ternal label Form 5064. 

(c) A Payer Name Control has 
been added to the "A" Record. 

(d) The Amount Indicators now 
appear in positions 24-32. Wherever 
possible, these codes have been 
changed to agree with the box num- 
ber on paper forms. 

(e) Form 1099-B now includes real 
estate transactions. Amount Code "1" has been added for reporting 
gross proceeds from real estate. Refer 
to the 1987 "Instructions for Report- 
ing Real Estate Transactions on 
Form 1099-B" for information on 
this new reporting requirement. 

(f) Form 1099-DI V has been re- 
vised considerably for tax year 1987. 
Dividends qualifying and dividends 
not qualifying for exclusion have 
been eliminated. Amount Code "2" 
now represents "Investment expenses 
included in Amount Code 1. " 
Amount Code "3" is now "Capital 

gain distributions. " Amount Code 
"5" is "Nontaxable distributions (if 
determinable)" and Amount "6" is "Foreign tax paid " 

(g) The Amount Codes for Fo™ 
1099-INT have also changed for tax 
year 1987. Amount Code "2" repre- 

sents "Early withdrawal penalty. " 
"U. S. Savings Bonds" are now 

Amount Code "3. " Amount Code 
"4" is "Federal income tax with- 

held, " and Amount Code "5" is 

"Foreign tax paid (if eligible for 
foreign tax credit). " 

(h) Two changes have been made 

to the Amount Codes for Form 
1099-MISC. Amount Code "8" is 

now "Substitute payments in lieu of 
dividends or interest, " and Amount 

Code "9" is the "Direct sales indica- 

tor. " Royalty payments must now be 

reported in Amount Code "2" if 

they total $10 or more. The old 

reporting requirement for royalties 
was $600 or more. 

(i) The title of Amount Code "3" 
for Form 1099-OID is now "Early 
withdrawal penalty. " 

(j) Two changes have been made 

to the Amount Codes for Form 
1099-R. Amount Code "6" is now 
"Net unrealized appreciation in em- 

ployer's securities" and Amount 
Code "8" is "IRA or SEP distribu- 
tions. " For distributions of qualified 
deductible voluntary employee contri- 
butions (DECs) made in 1987 and 

later years, do not report the distri- 

butions in Amount Code "8" as you 
have in the past. Rather, report these 

in Amount Codes "I" and "3. " 
Only IRAs and SEPs are to be 

reported in Amount Code "8. " 
(k) The Amount Codes for Form 

5498 have also changed considerably. 
Amount Code "I" is "Regular IRA 
contributions made in 1987 and 1988 
for 1987, " Amount Code "2" is 

"Rollover I RA contributions, " 
Amount Code "3" is "Life insurance 

cost included in Code 1, " Amount 

Code "4" is "Fair market value of 
account. " The Amount Code for 

reporting contributions to an SEP 
has been eliminated. Only the value 

of the account is to be reported in 

Amount Code "4" for SEPs. Do not 
report employer contributions to an 
SEP on Form 5498. Also, DECs can 
no longer be made; therefore, they 
have been eliminated from 
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Amount Codes. A new Amount 
Code for the value of the account 
has been added. Trustees and issuers 
of IRAs and SEPs should use this 
Amount Code to report the value of 
the accounts in existence during the 
year, even if no contributions were 
made during the year. 

(I) A Foreign Corporation Indica- 
tor has been added to the "A" 
Record for payers who are foreign 
corporations. 

(m) It is no longer necessary to 
indicate the "A" and "B" Record 
lengths in the "A" Record. 

(n) The Second Payer Name Line 
is now 40 positions in length. 

(o) The "A" Record will consist 
of at least two 180 position sectors; 
however, if the payer and transmitter 
are not the same, the "A" Record 
will consist of 3 sectors. 

(p) A record layout has been in- 
cluded in Part B, Sec. 3 to assist you 
in developing the "A" Record. 

. 04 THE FOLLOWING 
CHANGES HAVE BEEN MADE 
TO THE PAYEE "B" RECORD: 

(a) Part B, Sec. 4. 01 informs filers 
that all "B" Records will consist of 
at least 2 and possibly 3 sectors of 
180 positions each. 

(b) Information has been added to 
the Document Specific Code, De- 
scription and Remarks section for 
DEC distributions reported on Form 
1099-R. 

(c) The Direct Sales Indicator in 
the Document Specific Code of the 
Payee "B" Record for Form 1099- 
MISC has been eliminated. 

(d) For tax year 1987, a new indi- 
cator has been added to the Docu- 
ment Specific Code for Form 
1099-MISC to report crop insurance 
proceeds. Mini-disk position 5 of the "B" Record will be used to indicate 
that the amount being reported for 
Amount Code "7, " "Nonemployee 
compensation, " represents crop in- 
surance proceeds. 

(e) The Payer's Account Number 
for Payee field length has been in- 
creased from 10 to 20 positions. 

(f) The payment amount fields are 
no longer variable. All payment 
amounts are indicated as being used. 
For payment amounts where no 
amount is to be reported, you will 

enter zeros. For example, if you are 
indicating Amount Codes 2, 4, and 7 

as being used in the "A" Record, 
positions 24 through 32 of the "A" 
Record will be "247bbbbbb". The 
"B" Record will have zeros in Pay- 

ment Amounts 1, 3, 5, 6, 8, and 9. 
Payment Amounts 2, 4, and 7 will 

reflect the dollar amount to be re- 

ported. All money amounts must be 

reported in U. S. dollars. 

(g) If you are reporting for a 

payee in a foreign country, enter a 
"1" in the Foreign Country Indicator 
field. This field appears in position 
162 of the "B" Record. This will 

allow any format for the Payee Ad- 

dress, City, State and ZIP Code. For 
foreign addresses, you are not re- 

quired to use the foreign country 
codes provided in the revenue proce- 
dure. You may spell out or abbrevi- 
ate the foreign country. This free 
format is only allowable for foreign 
addresses. U. S. addresses must utilize 

the 2 position state codes provided in 

Part A, Sec. 14. 
(h) The Special Data Entries field 

is now a fixed length and will only 
vary depending on the type of return 
being reported. IRS does not utilize 
the information in this field. It may 
be used for state reporting require- 
ments or for the filer's own pur- 
poses. 

(i) Negative amounts must not be 
reported for Bartering transactions 
on Form 1099-B. 

(j) A Principal Residence Indicator 
has been added to Form 1099-B for 
real estate transactions; however, this 
indicator is not required to be used 
for tax year 1987. 

(k) The Date of Sale field, Form 
1099-B, may also represent a Closing 
Date for real estate transactions. 

(I) The Cusip Number field for 
Form 1099-B has been increased 
from 8 to 15 positions. 

(m) Record layouts have been in- 
cluded in the revenue procedure to 
assist you in developing the "B" 
record. 

. 05 THE FOLLOWING 
CHANGES HAVE BEEN MADE 
TO THE "C, " "K, " AND "F" 
RECORDS: 

(a) The "C " "K " and "F" 
Records will consist of one 180 posi- 
tion sector. 

(b) Record layouts have been in- 
cluded in the revenue procedure to 
assist you in developing these 
records. 

SEC. 3. APPLICATION FOR 
MAGNETIC MEDIA REPORTING 
AND REQUESTS FOR UNDUE 
HARDSHIP WAIVERS 

. 01 For purposes of this revenue 
procedure, the PAYER includes the 
person making payments, a recipient 
of mortgage interest payments, a bro- 
ker, a barter exchange, a real estate 
broker, a trustee or issuer of an IRA 
or SEP, or a lender who acquires an 
interest in secured property or who 
has reason to know that the property 
has been abandoned. The TRANS- 
MITTER is the organization prepar- 
ing the mini-disk file. The payer and 
transmitter may be the same organi- 
zation. Payers or their transmitters 
are required to complete Form 4419, 
Application for Magnetic Media Re- 
porting of Information Returns. A 
single Form 4419 should be filed no 
matter how many types of returns 
the payer or transmitter will be sub- 
mitting. For example, if you plan to 
file Forms 1099-INT and Forms 
1099-DIV on magnetic media, submit 
one Form 4419. If you later wish to 
file another type of return on mag- 
netic media in the Form 1099, 1098, 
5498, or W-2G series, it is not 
necessary to submit a new Form 
4419. 

If you plan to file for multiple 
payers, IRS encourages filers to sub- 
mit one application and to use one 
Transmitter Control Code for all 
payers. Include a list of all payers 
and their TINs with the Form 4419. 
If you file for additional payers in 
later years, you may simply notif) 
IRS in writing providing the addi- 
tional names and TINs. Do not sub- 
mit a new application for these addi- 
tional payers. 

Copies of Form 4419, for your 
use, are included in this publication. 
Requests for additional information 
or forms related to magnetic media 
processing should be addressed to the 
IRS National Computer Center. The 
address is listed in Part A, Sec. 11. 

. 02 Application Form 4419 should 
be filed with the IRS National Com- 
puter Center before "test" files are 
submitted. (" Test" files must be sub- 
mitted between October I and De- 
cember 15 each year. ) IRS will act on 
an application and notify the appli- 
cant, in writing, of authorization to 
file. A five character alpha/numeric 
Transmitter Control Code will be 
assigned and included in an 
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acknowledgement letter. Mini-disk re- 
turns may not be filed with IRS until 
the application has been approved 
and a Transmitter Control Code as- 
signed. Do not enter blanks in the 
"A" Record Transmitter Control 
Code field; enter the five character 
alpha/numeric Transmitter Control 
Code that is assigned to you by IRS 
after you have filed an application 
and it has been approved. 

. 03 After you have received ap- 
proval to file on magnetic media, 
you do not need to reapply each 
year; however, notify IRS in writing 
if: 

(a) there are hardware or software 
changes that would affect the charac- 
teristics of the magnetic media sub- 
mission (e. g. , changing from diskette 
to tape filing or vice versa, or report- 
ing using more than one type of 
magnetic media), a new Transmitter 
Control Code may be necessary or, 

(b) you discontinue filing on mag- 
netic media for a year (your five 
character alpha/numeric Transmitter 
Control Code may be reassigned). 

If either of these conditions apply 
to you, you should contact IRS for 
clarification. In ALL correspondence, 
refer to your current five character 
alpha/numeric Transmitter Control 
Code to assist IRS in locating your 
files. 

. 04 IRS will assist new filers with 
their intial mini-disk submission by 
reviewing "test" files submitted in 
advance of the filing season. The 
"test" data should be actual data for 
the "A" Records, not fictitious in- 
formation. Approved payers or trans- 
mitters should submit "test" files to 
the IRS National Computer Center. 
You MUST submit a "rest" file in 
order to participate in the Combined 
Federal/State Program; however, you 
are encouraged to submit "test" files 
if you are a new filer on magnetic 
media. All "tesl" files must be sub- 
mitted between October I and De- 
cember 15 each year. Refer to Part 
A, Sec. 11 for the address. Do not 
submit "test" files after December 
15. If you are unable to submit your 
"test" file by this date, you may 
only send a sample hardcopy printout 
or diskette dump that shows a sam- 
ple of each type of record (A, B, C, 
K, and F) used to the IRS National 
Computer Center. This sample 
hardcopy printout must be post- 
marked by January 15, 1988. Clearly 

mark the hardcopy printout or mini- 

disk dump as "TEST DATA, " and 
include identifying information such 
as name, address, and telephone 
number of someone familiar with the 
"test" print or mini-disk dump who 
may be contacted to discuss its ac- 
ceptability. With all "test" data, in- 
clude a transmittal Form 4804, 4802 
or computer generated substitute 
marked as "TEST DATA" that iden- 
tifies your five character alpha/nu- 
meric Transmitter Control Code and 
total record and money amounts. 
The transmittal Form 4804 and 4802 
were updated in tax year 1986. Agen- 
cies who produce a computer gener- 
ated substitute must include the addi- 
tional information required on these 
forms. The Form 4804 includes a 
checkbox 1 to indicate the type of 
file (e. g. , original, correction, re- 
placement, test). The "test" data 
must be coded according to the cur- 
rent revenue procedure. 

. 05 If your magnetic media files 
have been prepared for you in the 
past by a service agency, and you 
now have computer equipment com- 
patible with that of IRS and wish to 
prepare your own files, you must 
request your own five character al- 
pha/numeric Transmitter Control 
Code by filing an application, Form 
4419, as described above. If you 
should happen to file on two types of 
magnetic media (e. g. , mini-disk and 
5 1/4-inch diskette), you must submit 
two applications. IRS assigns differ- 
ent Transmitter Control Codes to 
each type of magnetic media. This 
ensures that IRS will provide the 
proper revenue procedure to filers 
each year. 

. 06 I f you as an individual or 
organization are an approved filer on 
magnetic media and you change the 
name of your organization, please 
notify the IRS National Computer 
Center, in writing, so that your file 
may be updated to reflect the proper 
name. Refer to Part A, Sec. 11 for 
the address. 

. 07 In accordance with section 
1. 6041-7(b) of the Income Tax Regu- 
lations, payments to providers of 
medical and health care services from 
separate departments of a health care 
carrier may be reported as separate 
returns on magnetic media. In this 
case, the headquarters office will be 
considered to be the transmitter, and 
the individual departments of the 

company filing reports will be consid- 
ered to be payers. A single applica- 
tion form covering all the depart- 
ments that will be filing on mini-disk 
should be submitted. One five char- 
acter alpha/numeric Transmitter 
Control Code may be used for all 
departments. 

. 08 Any person required to file 
original or corrected returns on mag- 
netic media may request a waiver 
from the filing requirements by sub- 
mitting Form 8508, Request for 
Waiver From Filing Information Re- 
turns on Magnetic Media, with the 
IRS National Computer Center if 
filing on magnetic media would cre- 
ate an undue hardship. A SEPA- 
RATE FORM 8508 MUST BE SUB- 
MITTED FOR EACH PAYER AND 
FOR EACH TYPE OF RETURN. It 
is not acceptable to submit a list of 
payers. You must submit a separate 
Form 8508 for each payer and each 
type of return. You must specify the 
specific type of return, e. g. , 1099- 
DIV. If you only indicate that the 
waiver request is for 1099, the waiver 
will be denied. Transmitters may file 
Form 8508 for persons required to 
file on magnetic media if all informa- 
tion requested on Form 8508 is pro- 
vided for each payer and each type 
of information return and if the 
payer or transmitter signs the request 
attesting that all information is true, 
correct, and complete. Requests for 
waivers for Forms W-2 and W-2P 
are due by June 30 for the tax year 
requested. For all other returns re- 
quired to be filed on magnetic media, 
waiver requests must be filed at least 
90 days before the returns are due. 
This waiver, if approved, will only 
provide exemption from magnetic 
media filing for one tax year. Filers 
may not apply for a waiver for more 
than one tax year at a time. You 
must reapply each year that a waiver 
is necessary. Copies of Form 8508 
are included in this publication and 
may be obtained from the IRS Na- 
tional Computer Center and other 
IRS offices. See Part A, Sec, 11 for 
the address of the IRS National 
Computer Center. 

. 09 Section 1. 6045-1(1) of the In- 
come Tax Regulations requires bro- 
kers and barter exchanges to use 
magnetic media in reporting to IRS 
ALL Form 1099-B data with the 
exception of real estate transactions. 
THIS REQUIREMENT A PPLIES 
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SEPARATELY TO BOTH ORIGI- 
NA L A ND CORREC TED RE- 
TURNS. Generally NEW brokers and 
NEW barter exchanges may request 
an undue hardship exemption by fil- 
ing a request for waiver with the IRS 
National Computer Center by the 
end of the second month following 
the month in which they became a 
broker or barter exchange. 

. 10 A ll requests for magnetic me- 
dia related undue harship exemptions 
must be submitted to the IRS Na- 
tional Computer Center at least 90 
days before the due date of the 
return except as stated in Part A, 
Sec. 3. 09. All magnetic media related 
undue hardship requests for Forms 
W-2 and W-2P are to be filed with 
the IRS National Computer Center, 
not SSA, and must be filed by June 
30 for the tax year requested. Refer 
to Part A, Sec. 11 for the address. 

. 11 If you request a waiver from 
filing on magnetic media and it is 
approved, do not send a copy of the 
approved waiver to the service center 
where you file your paper returns. 
Keep the waiver for your records. Do 
not staple, paperclip or use 
rubberbands on any scannable forms. 
Paper information returns are read 
by an optical scanner (OCR) at the 
service centers. 

. 12 Waivers are granted on a case- 
by-case basis and may be approved 
at the discretion of the IRS National 
Computer Center. 

. 13 If you are required to file on 
magnetic media but fail to do so, 
and you do not have an approved 
waiver on record, you may be subject 
to a failure to file penalty. Refer to 
Part A, Sec. 4. 01. 

. 14 An approved waiver from fil- 
ing information returns on magnetic 
media does not provide exemption 
from filing; you MUST still file your 
information returns on acceptable pa- 
per forms. 

. 15 A magnetic media reporting 
package, which includes all the neces- 
sary transmittals, labels, and instruc- 
tions, will be mailed to the last 
known address of all approved filers 
each year. 

SEC. 4. FILING OF MAGNETIC 
MEDIA REPORTS AND RETENTION 
REQUIREMENTS 

. 01 If you do not file your returns 

on time, you may be subject to a $50 
per document failure to file penalty. 
If you file without following the 
instructions in this revenue proce- 
dure, you may also be subject to a 
$50 per document failure to file 

penalty. The maximum penalty is 

$100, 000 per calendar year. However, 
there is no maximum penalty for 
returns of 1099-INT, 1099-OID, 
1099-DIV, 1099-PATR, 5498 or if 
the failure to file is due to intentional 
disregard of the filing requirements. 

. 02 Generally, you are now subject 
to a $50 penalty for each failure to 
include the payee's correct TIN on 
an interest or dividend (1099-DI V, 
1099-1 NT, 1099-OID, 1099-PATR) 
information return unless the payer 
can demonstrate that the payer met 
the due diligence requirements. Refer 
to Part A, Sec. 9. For the definition 
of Payer and Payee see Part A, Sec. 
13. 

. 03 Rev. Proc. 84-24, 1984-1 C. B. 
465, or other current revenue proce- 
dure gives detailed information on 
preparing transmittal documents 
(Forms 1096 and 4804) for informa- 
tion returns and is available at IRS 
offices. Specific guidelines are given 
on how to report the payer's name, 
address, and TIN on transmittal doc- 
uments and information returns. In- 
structions for multiple transmittals 
and the submission of transmittals by 
service bureaus or agents are also 
covered. 

. 04 Form 4804, Transmittal of In- 
formation Returns Reported on Mag- 
netic Media, must accompany mini- 
disk submissions. If you file for 
multiple payers and have the author- 
ity to sign the affidavit on Form 
4804, you should also submit Form 
4802, Transmittal for Multiple Mag- 
netic Media Reporting. Be sure to 
include Form 4804, 4802 or computer 
generated substitute with your mini- 
disk shipment. DO NOT MAIL THE 
MINI- DISKS A ND THE TRA NS- 
MI TTA L DOC UMEN TS SEPA- 

RATELYY. 

IRS encourages the use of 
a computer generated Form 4804 
which includes all necessary informa- 
tion requested on the current form. 

Paper information returns must be 
transmitted to the appropriate service 
center using Form 1096, Annual 
Summary and Transmittal of U. S. 
Information Returns. Do not send 
i nfonnation returns filed on paper 

forms to the IRS National Computer 
Center. 

. 05 The affidavit for Form 4804 
should be signed by the payer; how- 

ever, the transmitter, service bureau, 
paying agent, or disbursing agent (all 
hereafter referred to as agent), may 
sign the affidavit on behalf of the 
payer if the conditions in (a), (b)(i) 
or (b)(ii), and (c) are met: 

(a) The agent has the authority to 
sign the affidavit under an agency 
agreement (either oral, written, or 
implied) that is valid under the state 
law. 

(b)(i) The agent has the responsi- 
bility (either oral, written or implied) 
conferred on it by the payer to 
request the TINs of payees (or others 
for whom information is being 
reported), 

OR 
(ii) If the return of more than one 

payer is included in a single magnetic 
media submission, covered by a sin- 
gle Form 4804, each payer has at- 
tested by affidavit to the agent that 
the payer has complied with the law 
in attempting to secure correct TINs. 

(c) The agent signs the af fidavit 
and adds the caption "For: (name of 
payer). " 

. 06 Although a duly authorized 
agent signs the affidavit, the payer is 
held responsible for the accuracy of 
the Form 4804, and the payer will be 
liable for penalties for failure to 
comply with filing requirements. 

. 07 DO NOT REPORT THE 
SAME INFORMATION ON PAPER 
FORMS THAT YOU REPORT ON 
MAGNETIC MEDIA. IF YOU RE- 
PORT PART OF YOUR RETURNS 
ON PAPER AND PART ON MAG- 
NETIC MEDIA, BE SURE THAT 
DUPLICATE RETURNS, WITH 
THE SAME INFORMATION, ARE 
NOT INCLUDED ON BOTH. This 
does not mean that corrected docu- 
ments are not to be filed. If a return 
has been prepared and submitted 
improperly, you must file a corrected 
return as soon as possible. Refer to 
Part A, Sec. 8 for requirements and 
instructions on filing corrected re- 
turns. 

. 08 Reports from different 
branches or locations for one payer, 
if submitted on the same file, MUST 
be consolidated under one Payer/ 
Transmitter "A" Record for each 
type of information return. For ex- 
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ample, all Forms 1099-INT for the 
same payer on a single file must be 
sorted together under one Payer/ 
Transmitter "A" Record followed by 
the appropriate "B" Records and 
one "C" Record. 

. 09 Before submitting magnetic 
media files, include the following: 

(a) A signed Form 4804 or com- 
puter generated substitute. 

(b) A Form 4802 if you transmit 
for multiple payers and have the 
authority to sign the affidavit on 
Form 4804. 

(c) The magnetic media with an 
external identifying label as described 
in Part B, Sec. 1. Be sure to include 
the proper sequence on this label. 

(d) On the outside of the shipping 
container, include a Form 4801 or a 
substitute for the form which reads 
"DELIVER UNOPENED TO TAPE 
LIBRARY — MAGNETIC MEDIA 
REPORTING — BOX o f 

If there is only one con- 
tainer, mark the outside as Box I of 
I. For multiple containers, include 
the sequence (e. g. , Box I of 33, 2 of 
33, etc. ). 

(e) If you were granted an exten- 
sion, include a copy of the approval 
letter with the magnetic media ship- 
ment. 

. 10 IRS will not pay or accept 
"Collect on Delivery" or "Charged 
to IRS" shipments of reportable tax 
information that an individual or 
organization is legally required to 
submit. 

. 11 Files may be returned to you 
due to coding or format errors. 
These are to be corrected and re- 
turned to IRS within 30 days of your 
receipt or the payer may be subject 
to a failure to file penalty. If you are 
unable to return the file within 30 
days, request an extension of time. 

. 12 Payers are required to retain a 
copy of the information returns filed 
with IRS or to have the ability to 
reconstruct the data for at least three 
years. 

SEC. 5. FILING DATES 

. 01 The dates prescribed for filing 
paper returns with IRS also apply to 
magnetic media filing. Magnetic me- 
dia reporting to IRS for Forms 1098, 
1099, and W 2G must be on a 
calendar year basis. Form 5498 is 
used to report amounts contributed 
during or after the calendar year but 

not later than April 15. 
. 02 Information returns filed on 

magnetic media for Forms 1098, all 

types of Forms 1099, and W-2G 
must be submitted to IRS and post- 
marked by February 28 but not be- 

fore January 1. The due date for 
furnishing the required copy or state- 
ment to the payee is January 31. 

. 03 Information returns filed on 
magnetic media for Form 5498 must 
be submitted to IRS and postmarked 
by May 31. Trustees or issuers of 
IRA's or SEP's must provide partici- 
pants with statements of the value of 
the participant's accounts by January 
31, in any written format. Statements 
are due to the participants by May 31 
for contributions made to IRA's for 
the prior calendar year. Form 5498 is 
filed for contributions to be applied 
to 1987 that are made between Janu- 
ary 1, 1987, and April 15, 1988. 

SEC. 6. EXTENSIONS OF TIME TO 
FILE 

. 01. If a payer or transmitter of 
returns on magnetic media or paper 
forms filed with IRS, or on magnetic 
media filed with SSA, is unable to 
submit their magnetic media file by 
the dates prescribed in Sec. 5. 02 and 
5. 03 above, submit a letter requesting 
an extension of time for a maximum 
of 60 days as soon as you are aware 
that an extension will be necessary. 
In order to be considered, the request 
MUST be filed before the due date 
of the return; otherwise, you will be 
subject to the late filing penalty of 
$50 per document. The letter should 
be sent to the attention of the Mag- 
netic Media Reporting Program at 
the IRS National Computer Center. 
See Part A, Sec. 11 for the address. 
The request should include: 

(a) The filer's (or transmitter's, if 
filing for multiple payers) name and 
address. 

(b) The filer's Taxpayer Identifica- 
tion Number (SSN or EIN). 

(c) The tax year for which the 
extension of time is requested: tax 
year 1987. 

(d) The name and telephone num- 
ber of a person to contact who is 
familiar with the request. 

(e) The specific type of returns and 
expected volume (e. g. , 5000 Forms 
1099-INT). 

(f) The five character alpha/nu- 
meric Transmitter Control Code as- 

signed to the organization or individ- 
ual requesting the extension (if a 
number has been assigned). 

(g) The reason for the delay and 
date that you will be able to file. 

(h) If you file for multiple payers, 
the request must include a list of all 
payers and their TINs (SSN or EIN). 

An approved extension for mag- 
netic media filing does not provide 
additional time for supplying a copy 
to the payee. If additional time is 

needed in providing a copy to the 
payee, contact the District Director 
of the IRS District in which you 
reside or in which your business is 

located. 
. 02 If an extension of time to file 

on magnetic media is granted by the 
I RS National Computer Center, a 

copy of the letter granting the exten- 
si on M US T be included with the 
transmittal Form 4804 or computer 
generated substitute when the file is 

submitted. 

SEC. 7. PROCESSING OF 
MAGNETIC MEDIA RETURNS 

. 01 All data received at the IRS 
National Computer Center for pro- 
cessing will be given the same protec- 
tion as individual returns (1040), and 
will be returned to the originator 
after processing. Please open all re- 

turned files as soon as you receive 
them. In some cases, files are re- 

turned due to errors and they must 
be corrected and returned to IRS 
within 30 days of your receipt or you 
may be subject to a failure to file 
penalty. 

. 02 Due to the volume of input 
received and the cost to return spe- 
cial containers, special shipping con- 
tainers should not be used for trans- 
mitting data to the IRS National 
Computer Center since IRS cannot 
guarantee return of such containers. 

. 03 Files will be returned to you 
for correction if they are unprocess- 
able due to format or coding errors, 
or at the request of the filer. 
Unprocessable files must be corrected 
and returned to the IRS National 
Computer Center within 30 days of 
your receipt or the payer may be 
subject to a failure to file penalty. 
The corrected files will be returned to 
the filer by the IRS National Com- 
puter Center after processing. 
PLFASE BE SURE THAT YOUR 
FORMAT AND CODING COMPLY 
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WITH THIS REVENUE PROCE- 
DURE. THIS RE VENUE PROCE- 
DURE IS TO BE USED FOR THE 
PREPA RA TION OF TA X YEA R 
I987 INFORMA TION RETURNS 
ONL Y. LEGISLATIVE AND 
FORMS CHANGES AFFECTING 
INFORMATION RETURNS MAY 
OCCUR EACH YEAR. THESE 
PROCEDURES ARE UPDATED 
TO REFLECT NECESSARY 
CHANGES. PLEASE READ THIS 
PUBLICATION CAREFULLY. 

SEC. 8. HOW TO FILE 
CORRECTED RETURNS 

. 01 The filing requirement thresh- 
olds listed in Part A, Sec. 1 apply 
separately to both original and cor- 
rected returns. A hardship waiver is 
only required for corrected returns if 
the total number of corrections for a 
particular tax year exceeds the mag- 
netic media threshold. For example, 
if 100 corrections for Form 1099-A 
are filed, they may be submitted on 
paper forms and no waiver is re- 
quired; however, if 300 corrected 
Forms 1099-A are to be filed on 
paper, a waiver is required. Correc- 
tions should be aggregated and filed 
as soon as possible but not later than 
October 1 of each year. ALL 
FIELDS M US T BE COMPLETED 
WITH THE CORRECT INFORMA- 
TION, NOT JUS T THE DA TA 
FIELDS NEEDING CORRECTION. 
Submit corrections only for the re- 
turns filed in error, not the entire 
file. If your complete file is in error, 
contact the IRS National Computer 
Center immediately. If you file cor- 
rected returns on paper forms, sub- 
mit Copy A to the appropriate ser- 
vice center. There are numerous types 
of errors. It may require more than 
one transaction to properly correct 
the initial error. In prior years, plac- 
ing a "G" in mini-diskette position 7 

of Sector 1 of the "B" Record was 
used as the corrected return indica- 
tor. This has been changed to posi- 
tion 8. You must adjust your pro- 
grams. You are strongly encouraged 
to read this ENTIRE section before 
attempting to make ANY correction. 
If the initial return was filed as an 

aggregate, you must consider this in 

filing the corrected return. 

. 02 Corrected returns sut. muted to 
IRS on magnetic media, using a "G" 
coded Payee "B" Record, may be 

submitted on the same mini-disk as 

those corrections submitted without 

the "G" code; however, they must 

be submitted using a separate "A" 
Record. Corrected returns are to be 

identified as corrections on the trans- 

mittal document, by marking the 

appropriate checkbox, and on the 

EXTERNAL affixed label of the file. 

. 03 The instructions that follow 
will provide information on how to 
file corrected returns on magnetic 
media. The 1987 "Instructions for 
Forms 1099, 1098, 5498, 1096, and 
W-2G, " provide more specific in- 

structions for filing corrections on 

paper forms and are included in your 
magnetic media reporting packages 
each year. The 1987 "Instructions for 
Forms 1099, 1098, 5498, 1096, and 
W-2G" specify that one transaction 
is necessary to correct a payee TIN; 
however, for magnetic media filing, 
this will require two transactions. See 
Part A, Sec. 8. 10 for instructions on 
how to correct the payee TIN on 
magnetic media. 

. 04 If you are not required to file 
your corrections on magnetic media 
and you file them on paper forms, 
do not submit the paper returns to 
the IRS National Computer Center. 
All paper returns, whether original or 
corrected, must be filed with the 
appropriate service center. Corrected 
returns filed on magnetic media must 
be filed with the IRS National Com- 
puter Center. Refer to Part A, Sec. 
11 for the address. 

. 05 Statements to payees should be 
identified as "CORRECTED" and 
should be provided to them as soon 
as possible. 

. 06 Use the same name and TIN 
(SSN or EIN) for the filer on the 
Form 4804 transmittal form and all 
related "A" Records that follow. 

. 07 A transmittal Form 4804 or 
computer generated substitute is used 
to transmit magnetic media. A Form 
4802 is a continuation form for a 
Form 4804. Please utilize a Form 
4802 if you file on magnetic media 

for multiple payers and are an autho- 
rized agent for the payers. 

. 08 Use the correct tax year's reve- 
nue procedures to file information 
returns with IRS (i. e. , do not submit 
tax year 1987 returns using the 1986 
format). You must submit your re- 
turns filed on magnetic media using 
the revenue procedure for the tax 
year of the returns. Forms and reve- 
nue procedures are normally updated 
each year to include necessary legisla- 
tive and forms changes. 

. 09 On magnetic media files, the 
Payee "B" Record provides space to 
enter a Payer's Account Number for 
the Payee. This same account num- 
ber may be provided on paper forms. 
In order to properly file corrected 
returns, this number will help iden- 
tify the appropriate incorrect return 
if more than one return was filed for 
a particular payee. DO NOT ENTER 
A TIN (SSN OR EIN). A PA YER'S 
A CCOUNT NUMBER FOR THE 
PA YEE MA Y BE A CHECKING 
A CCOUNT NUMBER, SA VINGS 
ACCOUNT NUMBER, SERIAL 
NUMBER OR ANY OTHER lVUM- 
BER ASSIGNED TO THE PA YEE 
B Y THE PA YER, THA T WILL 
DISTINGUISH THE SPECIFIC AC- 
COUN T. THIS NUMBER M US T 
A PPEA R ON THE INITIA L RE- 
TURN A ND ON THE COR- 
RECTED RETURN IN ORDER TO 
IDENTIFY AND PROCESS THE 
CORREC TION PROPERL Y. 

. 10 REVIEW THE CHART 
THAT FOLLOWS. The types of 
errors made will normally fall under 
one of the three categories listed. 
Next to each type of error made, you 
will find a list of instructions to tell 
you how to properly file the cor- 
rected return for that type of error. 
READ ALL OF THE INSTRUC- 
TIONS LISTED AND FOLLOW 
THEM FOR THE TYPE OF ER- 
ROR MADE ON THE INITIAL 
RETURN. IN SOME CASES TWO 
TRANSACTIONS ARE REQUIRED 
TO PROPERL Y FILE CORREC- 
TIONS. IF THE ORIGINA L RE- 
TURN WA S FILED AS AN A G- 
GREGA TE, YOU MUST 
CONSIDER THIS IN FILING COR- 
REC TED RETURNS. 
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Guidelines for Filing Corrected Returns On Magnetic Media 

(PLEASE READ SEC. 8. 01 THROUGH 8. 10 OF THIS PUBLICATION BEFORE MAKING ANY CORRECTIONS) 

Error Made on the Original Return 
Filed on Magnetic Media 

How To File the Corrected Return on Magnetic Media 

1. Original return was filed with NO Payee TIN 
(SSN or EIN), OR the return was filed with an 
INCORRECT Payee TIN. THIS WILL RE- 
QUIRE TWO SEPARATE TRANSACTIONS 
TO MAKE THE CORRECTION PROPERLY. 
READ AND FOLLOW ALL INSTRUCTIONS 
FOR BOTH TRANSACTIONS 1 AND 2. 

TRANSACTION 1: Identifying return submitted with NO 
TIN or an INCORRECT TIN 
A. Form 4804 and/or 4802 (or computer-generated 

substitute) 
1. Prepare a new transmittal Form 4804 (and 4802 if 

you file for multiple payers), or a computer gener- 
ated substitute, that includes information related to 
this new file. 

2. Mark the Correction box in Block 1 of the current 
copy of Form 4804. If you submit a computer 
generated substitute for Form 4804, indicate 
"MAGNETIC MEDIA CORRECTION" at the top 
of the listing. 

3. Provide ALL requested information correctly. 
4. If you are a Combined Federal/State filer, IRS will 

not transmit corrected returns to the state. This will 
be the responsibility of the filer. Do not include "K" Records in your corrected returns. 

B. 1098, 1099 Series, 5498 and II'-2G Returns 
1. Prepare a new file. 
2. Use a separate Payer/Transmitter "A" Record for 

each type of return being reported. The information 
in the "A" Record will be the same as it was in the 
original submission. 

3. The Payee "B" Record must contain exactly the 
same information as submitted previously, EX- 
CEPT: insert a "G" in mini-disk position 8 of the "B" Record AND for ALL payment amounts used, 
enter "0" (zero). 

4. Corrected returns submitted to IRS using a "G" 
coded "B" Record may be submitted on the same 
mini-disk as those returns submitted without the "G" code; however, separate "A" Records are 
required. 

5. Mark the EXTERNAL label of the mini-disk 
"MAGNETIC MEDIA CORRECTION. " 

6. Submit the mini-disk(s) and the transmittal docu- 
ment(s) to the IRS National Computer Center. 
(Refer to Part A, Sec. 11 for the address. ) 

TRANSACTION 2: Reporting the correct information. 
A. Form 4804 and/or 4802 (or computer generated substi- 

tute). 
1. If you submitted records with the corrected informa- 

tion on a separate mini-disk from those that are "G" coded, prepare a new Transmittal Form 4804 
(and 4802 if you file for multiple payers), or a 
computer generated substitute, that includes infor- 
mation related to this new file. 

2. Mark the Correction box in Block 1 of the current 
copy of Form 4804. If you submit a computer 
generated substitute for Form 4804, indicate 
"MAGNETIC MEDIA CORRECTION" at the top 
of the listing. 

3. Provide ALL requested information correctly. 
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Guidelines (Cont. ) 
Error Made on the Original Return 
Filed on Magnetic Media 

How To File the Corrected Return on Magnetic Media 

2. Original return was filed with an incorrect 
money amount(s) in the Payee "B" Record, 
OR a money amount was reported using an 
incorrect Payment Amount Indicator in the 
original Payer/Transmitter "A" Record. Cor- 
rect Type Of Return indicator was used in the "A" Record. (NOTE: If the wrong Type Of 
Return indicator was used, see Number 3 of 
this chart. ) 

B. 

A 

4. If you are a Combined Federal/State filer, IRS will 
not transmit corrected returns to the state. This will 
be the responsibility of the filer. Do not include "K" Records in your corrected returns. 

1098, 1099 Series, 5498 and W-2G Returns 
Prepare a new file with the correct information in 
ALL records. 
Use a separate Payer/Transmitter "A" Record for 
each type of return being reported. 
Do not code the Payee "B" Record as a corrected 
return for this type of correction. 
Submit the new returns as though they were origi- 
nals. Provide all of the correct information including 
the TIN (SSN or EIN). 
Mark the EXTERNAL label of the mini-disk 
"MAGNETIC MEDIA CORRECTION. " 
Submit the mini-disk(s) and the transmittal docu- 
ment(s) to the IRS National Computer Center. 
(Refer to Part A, Sec. 11 for the address. ) 

Form 4804 and 4802 (or computer generated substitutej 
Prepare a new transmittal Form 4804 (and 4802 if 
you file for multiple payers), or a computer gener- 
ated substitute, that includes information related to 
this new file. 
Mark the Correction box in Block I of the current 
copy of Form 4804. If you submit a computer 
generated substitute for Form 4804, indicate 
"MAGNETIC MEDIA CORRECTION" at the top 
of the listing. 
Provide ALL requested information correctly. 
If you are a Combined Federal/State filer, IRS will 
not transmit corrected returns to the state. This will 
be the responsibility of the filer. Do not include "K" Records in your corrected returns. 

1098, 1099 Series, 5498 and W-2G Returns 
1. Prepare a new file. 

Use a separate Payer/Transmitter "A" Record for 
each type of return being reported. The information 
in the "A" Record will be the same as it was in the 
original submission EXCEPT, the correct Amount 
Indicators will be used. 
The Payee "B" Record must contain exactly the 
same information as submitted previously EXCEPT: 
insert a "G" in mini-disk position 8 of the "B" 
Record AND report the correct payment amounts as 
they should have been reported on the initial return. 
Corrected returns submitted to IRS using a "G" 
coded "B" Record may be submitted on the same 
mini-disk as those returns submitted without the "G" code; however, separate "A" Records are 
required. 
Mark the EXTERNA L label of the mini-disk 
"MAGNETIC MEDIA CORRECTION. " 
Submit the mini-disk(s) and the transmittal docu- 
ment(s) to the IRS National Computer Center. 
(Refer to Part A, Sec. 11 for the address. ) 
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Guidelines (Cont. ) 
Error Made on the Original Return 
Filed on Magnetic Media 

3. Original return was filed using the WRONG 
Type of Return indicator in the Payer/ 
Transmitter "A" Record. For example, a re- 
turn was coded using the Type of Return 
indicator for 1099-DIV and it should have been 
coded for 1099-INT. THIS WILL REQUIRE 
TWO SEPARATE TRANSACTIONS TO 
MAKE THE CORRECTION PROPERLY. 
READ AND FOLLOW ALL INSTRUCTIONS 
FOR BOTH TRANSACTIONS 1 AND 2. 

How To File the Corrected Return on Magnetic Media 

TRANSACTION I: Identify return submitted with 
incorrect Type Of Return indicator 

Form 4804 and 4802 (or computer generated substitute) 
1. Prepare a new transmittal Form 4804 (and 4802 if 

you file for multiple payers), or a computer gener- 
ated substitute, that includes information related to 
this new file. 

2. Mark the Correction box in Block I of the current 

copy of Form 4804. If you submit a computer 
generated substitute for Form 4804, indicate 
"MAGNETIC MEDIA CORRECTION" at the top 
of the listing. 

3. Provide ALL requested information correctly. 
4. If you are a Combined Federal/State filer, IRS will 

not transmit corrected returns to the state. This will 

be the responsibility of the filer. Do not include 
"K" Records in your corrected returns. 

B 1098, 1099 Series, 5498 and W-2G Returns 
1. Use a separate Payer/Transmitter "A" Record for 

each type of return being reported. The information 
in the "A" Record will be exactly the same as it 
was in the original submission using the same 
incorrect type of return indicator. 

2. The corrected Payee "B" Record must contain the 
same information as submitted previously EXCEPT: 
insert a "G" in mini-disk position 8 of the "B" 
Record and for ALL payment amounts used, enter "0" (zero). 

3. Corrected returns submitted to IRS using a "G" 
coded "B" Record may be submitted on the same 
mini-disk as those returns submitted without the "G" code; however, separate "A" Records are 
required. 

4. Mark the EXTERNAL label of the mini-disk 
"MAGNETIC MEDIA CORRECTION. " 

5. Submit the mini-disk(s) and the transmittal docu- 
ment(s) to the IRS National Computer Center. 
(Refer to Part A, Sec. 11 for the address. ) 

TRANSACTION 2: Report correct information 
Form 4804 and 4802 (or computer generated substitute) 
1. If you submit records with the corrected informa- 

tion on a separate mini-disk from those that are "G" coded, prepare a new transmittal Form 4804 
(and 4802 if you file for multiple payers), or a 
computer generated substitute, that includes infor- 
mation related to this new file. 

2. Mark the Correction box in Block I of the current. 
copy of Form 4804. If you submit a computer 
generated substitute for Form 4804, indicate 
"MAGNETIC MEDIA CORRECTION" at the top 
of the listing. 

3. Provide ALL requested information correctly. 
4. If you are a Combined Federal/State filer, IRS will 

not transmit corrected returns to the state. This will 

be the responsibility of the filer. Do not include 
"K" Records in your corrected returns. 
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Guideli nes (Cont. ) 
Error Made on the Original Return 
Filed on Magnetic Media 

How To File the Corrected Return on Magnetic Media 

B. l098, l099 Series, 5498 and W-2G Returns 
1. Prepare a new file with the correct information in 

ALL records. 
2. Use a separate Payer/Transmitter "A" Record for 

each type of return being reported and use the 
correct Type Of Return indicator. 

3. Do not code the Payee "B" Record as a corrected 
return for this type of correction. 

4. Provide all of the correct information. 
5. Mark the EXTERNAL label of the mini-disk 

"MAGNETIC MEDIA CORRECTION. " 
6. Submit the mini-disk(s) and the transmittal docu- 

ment(s) to the IRS National Computer Center. 
(Refer to Part A, Sec. 11 for the address. ) 

SEC. 9. TAXPAYER 
IDENTIFICATION NUMBERS 

. 01 Under section 6109 of the In- 
ternal Revenue Code, recipients of all 
reportable payments on information 
returns are required to furnish tax- 
payer identification numbers (TINs) 
to the payer. The number must be 
furnished to the payer whether or not 
the payee is required to file a tax 
return or is covered by social secu- 
rity. Refer to Part A, Sec. 13 for a 
definition of taxpayer identification 
number (TIN). 

. 02 The recipient's TIN is used to 
associate and verify amounts reported 
to IRS with corresponding amounts 
on tax returns. Therefore, it is partic- 
ularly important that correct social 
security and employer identification 
numbers for payees be provided on 
magnetic media or paper forms sub- 
mitted to IRS. DO NOT ENTER 
H YPHENS, A LPHA CHA RA C- 
TERS, ALL 9s OR ALL ZEROS. 

. 03 Under section 6676 of the In- 
ternal Revenue Code, a 550 penalty 
applies for each failure to furnish a 
TIN to another person who is re- 
quired to file an information return, 
and for each failure to include a TIN 
on an information return. The pen- 
alty applies unless the failure to 
comply is due to reasonable cause 
and not willful neglect. 

. 04 With respect to all payers of 
interest, dividends, and royalty pay- 
ments, section 6676 of the Internal 
Revenue Code provides that the 
payer must self-assess a $50 penalty 

for each failure to include a payee's 
TIN or each inclusion of an incorrect 
TIN on an information return, unless 
the payer can demonstrate that the 
payer met the due diligence require- 
ments in attempting to acquire cor- 
rect TINs for payees. Use Form 
8210, Self-Assessed Penalties Return. 
For mortgages in existence before 
1985, you will not be subject to the 
penalty for failure to provide the 
TIN of the payer of record on Form 
1098 if you followed the rules for 
requesting TINs contained in Tempo- 
rary Regulations section 1. 6050H-IT, 
and you properly and promptly pro- 
cessed the responses. 

A penalty of $5 per failure applies 
to each failure by a payer to include 
his or her own TIN in any return, 
statement, or document and for each 
failure to include correct information 
on a return or statement. 

. 05 For certain reportable pay- 
ments, if the payee fails to provide a 
TIN to the payer in the manner 
required, then backup withholding 
must be instituted for that payee. If 
the payee has applied for a TIN, the 
payee may certify to this on Form 
W-9 by noting "Applied For" in the 
TIN block and by signing the form. 
This form then becomes an 
"awaiting-TIN certificate. " If the 
TIN is not received and certified, if 
required, within 60 days, begin with- 
holding and continue until you re- 
ceive a TIN in the manner required. 
If IRS notifies the payer that the 
payee's TIN is incorrect, the payee 

has 30 days to provide a TIN to the 
payer in the manner required or 
backup withholding must be insti- 
tuted. 

. 06 The TIN to be furnished to 
IRS depends primarily upon the man- 
ner in which the account is main- 
tained or set up on the payer's 
record. The payer and payee names 
and taxpayer identification numbers 
should be consistent with the names 
and numbers used on other tax re- 
turns. The TIN must be that of the 
owner of the account. If the account 
is recorded in more than one name, 
furnish the TIN and name of one of 
the owners of the account. The TIN 
provided must be associated with the 
name of the payee provided in the 
first name line of the Payee "B" 
Record. For individuals, including 
sole proprietors, the payee TIN is the 
payee's social security number. For 
other entities, the payee TIN is the 
payee's employer identification num- 
ber. 

. 07 Sole proprietors who are pay- 
ers should show their employer iden- 
tification number in the Payer/Trans- 
mitter "A" Record. However, sole 
proprietors who are not otherwise 
required to have an employer identi- 
fication number should use their so- 
cial security number. 

. 08 Sole proprietors' social security 
numbers must be used in the Payee "B" Record. 

. 09 The charts below will help you 
determine the number to be furnished 
to IRS for recipients of reportable 
payments (payees). 
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CHART 1. Guidelines for Social Security Numbers 

For this type of account— 

1. An individual's account. 
2. A joint account (Two or 

more individuals, husband 
and wife). 

3. Account in the name of a 
guardian or committee for a 
designated ward, minor, or 
incompetent person. 

4. Custodian account of a 
minor (Uniform Gift to 
Minors Act). 

5. The usual revocable savings 
trust account (grantor is also 
trustee). 

6. A so-called trust account that 
is not a legal or valid trust 
under state law. 

7. A sole proprietorship. 

In the Taxpayer 
Identification Number 
field of the Payee "B" 
Record, enter the 
SSN of— 
The individual. 
The actual owner of the 
account. (If more than one 
owner, the first individual on 
the account. ) 
The ward, minor, or 
incompetent person. 

The minor. 

The grantor-trustee. 

The actual owner. 

The owner. 

, In the First Payee Name Line of the 
Payee "B" Record, enter the name of— 
The individual. 
The individual whose SSN is entered, 

The individual whose SSN is entered. 

The minor. 

The grantor-trustee. 

The actual owner. 

The owner. 

CHART 2. Guidelines for Employer Identification Numbers 

For this account type— 

1. A valid trust, estate, or 

pension trust. 
2. A corporate account. 
3. An association, club, 

religious, charitable, 
educational or other tax- 
exempt organization. 

4. A partnership account held 
in the name of the business. 

5. A broker or registered 
nominee/middleman. 

6. Account with the Department 
of Agriculture in the name of 
a public entity such as a state 
or local government, school 
district or prison, that 
receives agriculture program 
payments. 

In the Taxpayer 
Identification Number 
field of the Payee "B" 
Record, enter the 
EIN of— 
Legal entity. ' 

The corporation. 
The organization. 

The partnership. 

The broker or 
nominee/middleman. 
The public entity. 

In the First Payee Name Line of the 
Payee "B" Record, enter the name of— 
The legal trust, estate, or pension trust. 

The corporation. 
The organization. 

The partnership. 

The broker or nominee/middleman. 

The public entity. 

' Do not furnish the identification number of the personal representative or trustee unless the name of the representative or trustee is used in the 
account title. 

SEC. 10. EFFECT ON PAPER 
RETURNS 

. 01 Mini-disk reporting of the in- 
formation returns listed in Part A, 
Sec. 1 applies only to the original 
(Copy A). 

. 02 For payments of dividends or 
interest (reported on Forms 
1099-DIV, 1099-PATR, 1099-INT or 
1099-OID) the payer is required to 
furnish an official Form 1099 to a 
payee in person or in a "statement 
mailing" by first-class mail. For pay- 

ment of royalties, a "statement mail- 
ing" is also required. These forms 
may not be combined or mailed with 

other information furnished to the 
recipient except Forms W-2, W-2P, 
W g W 9, other Forms 1098, 1099, 
549g, a check, a letter explaining why 
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no check is enclosed, a letter limited 
to an explanation of the tax conse- 
quences of the information shown on 
the payee statement and a statement 
of the person's account. The outside 
of the envelope and each check; 
letter, or account statement must 
contain the legend, "Important Tax 
Return Document Enclosed. " No ad- 
ditional enclosures, such as advertis- 
ing, promotional material, or a quar- 
terly or annual report are permitted; 
however, if you follow the more 
stringent "separate mailing" require- 
ments of prior law, the legend need 
not appear on the envelope. The 
payer may use substitute Forms 1099 
if they utilize the proper language, 
are substantially similar to the offi- 
cial forms and if the payer complies 
with all revenue procedures relating 
to substitute Forms 1099 in effect at 
the time (see Publication 1179). The 
substitute payee statement must con- 
tain instructions substantially similar 
to those on the back of Copy B of 
the official form. The following mes- 
sages must appear on the payee state- 
ments: 

(a) Forms 5498 and 1099-R- 
"This information is being furnished 
to the Internal Revenue Service. " 

(b) Forms 1099-G and W-2G- 
"This is important tax information 
and is being furnished to the Internal 
Revenue Service. If you are required 
to file a return, a negligence penalty 
or other sanction may be imposed on 
you if this income is taxable and IRS 
determines that it has not been re- 
ported. " 

(c) Forms 1099-B and 1099- 
MISC — Same as item (b) above, ex- 
cept change "may" to "will" in the 
second sentence. 

(d) Form 1099-A — "This is impor- 
tant tax information and is being 
furnished to the Internal Revenue 
Service. If you are required to file a 
return, a negligence penalty or other 
sanction will be imposed on you if 
taxable income results from this 
transaction and the IRS determines 
that it has not been reported. " 

(e) Form 1098 — "The amount in 

Box I is important tax information 
and is being furnished to the Internal 
Revenue Service. If you are required 
to file a return, a negligence penalty 
or other sanction will be imposed on 
you if IRS determines that an under- 

payment of tax results because you 
failed to properly show this amount 

on your return. The amount shown 

may not be fully deductible by you 
on your Federal income tax return. 
Limitations based on the cost and 
value of the secured property may 

apply. In addition, you may only 
deduct an amount of mortgage inter- 

est to the extent it was actually paid 

by you and not reimbursed by an- 

other person, and to the extent the 
interest is attributable to a loan for 
which you are liable for repayment. " 

. 03 Statements to recipients for 
Forms 1098, 1099-A, 1099-B, 
1099-G, 1099-MISC (except for sub- 

stitute payments in lieu of dividends 
and tax-exempt interest), 1099-R, 
5498, or W-2G need not be a copy 
of the paper form filed with IRS. It 
:s important that income items be 
properly classified for Federal tax 
purposes on the statement the payer 
gives to recipients. The space provi- 
sions on official paper forms do not 
agree with those used in magnetic 
media. The amount of space on 
paper forms is less than that allowed 
on magnetic media. Filers may wish 
to seek a substitute form for state- 
ments to payees that accommodates 
the space provisions used in magnetic 
media. Payers are permitted consider- 
able flexibility in designing statements 
to payees. The payer may combine 
the information return data with 
other reports or statements as long as 
all required information is present 
and worded properly and the payee's 
copy is conducive to proper reporting 
of income on tax returns. (This does 
not apply to Forms 1099-1NT, 1099- 
OI D, 1099-DI V and 1099-PATR. 
See . 02 above for the requirements 
for these four forms. ) 

SEC. 11. HOW TO CONTACT THE 
IRS NATIONAL COMPUTER 
CENTER 

. 01 Magnetic media processing for 
all service centers is centralized at the 
IRS National Computer Center. 
Please direct all requests for IRS 
magnetic media related publications, 
information, undue hardship waivers, 
extensions of time or forms to the 
following addresses (if Postal Service 
or land carrier): 

Magnetic Media Reporting 
Internal Revenue Service 

Post Office Box 1359 
Martinsburg, WV 25401-1359 

or 

Magnetic Media Reporting 
Internal Revenue Service 
Route 9 & Needy Road 
Martinsburg, WV 25401 

Hours of operation at this address 
will be 8:30 A. M. until 6:30 P. M. 
Eastern Time Zone. The telephone 
number is (304) 263-8700. 

Requests for paper returns, publi- 
cations or forms not related to mag- 
netic media processing should be re- 
quested by calling the toll-free 
number in your area. 

. 02 The National Computer Center 
will process returns filed on magnetic 
media only. All information returns, 
including corrections, that are filed 
on paper forms should be submitted 
to the appropriate service center, not 
the IRS National Computer Center. 
Organizations who file their informa- 
tion returns on magnetic media but 
who submit their corrected returns on 
paper forms refer to the 1987 "In- 
structions for Forms 1099, 1098, 
5498, 1096, and W 2G" for the 
service center addresses. 

SEC. 12. COMBINED 
FEDERAL/STATE FILING 

. 01 The Combined Federal/State 
Program was established to simplify 
information returns filing for the 
taxpayer. IRS will accept, upon prior 
approval, mini-disk files containing 
state reporting information only for 
those states listed in Table 1 in this 
section. FORMS 1098, I 099-A, 
l099-B, and W-2G CANNOT BE 
FILED UNDER THE COMBINED 
FEDERAL/STA TE FILING PRO- 

GRAMM. 

. 02 To request approval to partici- 
pate in the Combined Federal/State 
Program, a "test" file, coded for 
this program, must be submitted by 
the transmitter to the IRS National 
Computer Center (Refer to Part A, 
Section 11 for the address) between 
October 1 and December 15 using the 
revenue procedure that will be used 
for the actual data files. Blanket 
approval will not be given to soft- 
ware packages. A TTA CH A LET- 
TER TO THE FORM 4904 S UB- 
Ml T TED WITH THE "TES T" 
FILE WHICH INDICA TES THA T 
YOU WISH TO PA R TICIPA TE IN 
THIS PROGRAM. The "test" file is 
only required for the first year. Once 
you are approved, you do not need 
to resubmit "tests" each year, except 
when notified by IRS. See Part A, 
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Sec. 3. 04 for general guidelines on 
submission of "test" files. Each 
record, both in the "test" file and 
actual data file, must conform ex- 
actly to the revenue procedure for 
the tax year of the actual data. 
Combined Federal/State records must 
be coded using each state's dollar 
criteria from Table 2 of this section 
for each type of return. 

If the "test" file is determined to 
be acceptable, IRS will return it to 
the filer with Form 6847, Consent 
For Internal Revenue Service to Re- 
lease Tax Information. The payer 
must complete Form 6847. The five 
character alpha/numeric Transmitter 
Control Code must be included on 
the form. The form should then be 
returned to IRS before IRS will re- 
lease tax information to any of the 
participating states. 

Form 6847 must be signed by one 
of the individuals listed at the bot- 
tom of the form and returned to the 
address listed in Part A, Sec. 11. If 
the form is signed by an attorney-in- 
fact, the written consent from the 
taxpayer to the attorney-in-fact must 
be included with the Form 6847. This 
consent by language and/or scope 
must clearly indicate that the 
attorney-in-fact is empowered to au- 
thorize release of the information 
document returns to the state(s). A 
separate Form 6847 is required for 
each payer. A transmitter may not 
combine payers on one Form 6847 
even though acting as attorney-in-fact 
for several payers. Form 6847 may 
be photocopied if you receive an 
insufficient number of the form. If 
you have filed on this program in the 
past and have not met these require- 

ments, you must resubmit the Form 
6847 with the proper signatures as 
specified. If you file for multiple 
payers, code the records to go to the 
state(s) only for those payers that 
participate and have properly submit- 
ted Form 6847. Do not submit actual 
data records coded for the Combined 
Federal/State Program without prior 
approval from IRS. 

. 03 States that participate in this 
program and the valid state code 
assigned to each are listed in Table 1 

of this section. If the state that you 
wish information released to does not 
participate in the program, do not 
code your records for that state. If 
the state participates, if you have 
received prior approval, and if all 
other conditions are met, IRS will 
forward the tax information to the 
participating state at no charge to the 
filer. You do not need to reapply for 
this program each year. 

. 04 IF CORRECTIONS MUST BE 
MADE, IRS WILL NOT TRANS- 
MIT CORRECTED RETURNS TO 
THE S TA TES; THIS WILL BE 
THE RESPONSIBILITY OF THE 
FILER. 

. 05 IRS will make no attempt to 
process files with any deviations. Ap- 
proval to participate in the Combined 
Federal/State Program will be re- 
voked if any files are submitted that 
do not totally conform. 

. 06 IRS is acting as a forwarding 
agent ONL Y. Some participating 
states require separate notification 
that you are filing in this manner. It 
is your responsibility to contact the 
appropriate states for further infor- 
mation. 

. 07 The appropriate state code 

should be entered for those docu- 
ments which meet that state's filing 
requirements. It is the filer's respon- 
sibility to determine the state code to 
be used and to obtain the filing 
requirements from the appropriate 
state(s). 

. 08 If you meet all of the require- 
'. ments for this program, you must 
provide the state totals from the "K" 
Record on a separate Form 4804, 
Transmittal of Information Returns 
on Magnetic Media (or Form 4802, 
Transmittal For Multiple Magnetic 
Media Reporting) or computer gener- 
ated substitute for each state, or you 
must include a listing which identifies 
each state and the "K" Record totals 
for each. 

. 09 If you have met ALL of the 
above conditions: 

(a) You must submit all records 
which indicate the appropriate coding 
related to this program, 

(b) The "C" Record must be fol- 
lowed by a "K" Record for each 
state. The "K" Record indicates the 
number of payees being reported to 
each particular state. 

(c) Payment amount totals and the 
valid participating state code must be 
included in the state totals "K" 
Record. Refer to Part B, Sec. 12, for 
a description of the "K" Record. 

(d) The "K" Record is followed 
by an end of transmission "F" 
Record (if this is the last record of 
the entire file). 

. 10 Only those states listed in Ta- 
ble 1 will receive information from 
IRS. It is the filer's responsibility to 
file information returns with states 
that do not participate in this pro- 
gram. 

TABLE 1. PARTICIPATING STATES AND THEIR CODES 

State Code State Code State Code 

Alabama 
Arizona 
Arkansas 
California 
Delaware 
District of Columbia 
Georgia 
Hawaii 
Idaho 
Indiana 

01 
04 
05 
06 
10 
11 
13 
15 
16 
18 

Iowa 
Kansas 
Maine 
Massachusetts 
Minnesota 
Mississippi 
Missouri 
Montana 
New Jersey 
New Mexico 

19 
20 
23 
25 
27 
28 
29 
30 
34 
35 

New York 
North Carolina 
North Dakota 
Oregon 
South Carolina 
Tennessee 
Wisconsin 

36 
37 
38 
41 
45 
47 
55 

. 11 To simplify filing, several of 
the participating states have provided 
lists of their information return re- 

porting requirements (see Table 2). 
This cumulative list is for informa- 
tion purposes only and represents dol- 

lar criteria. For complete informa 
tion on state filing requirements, con 
tact the appropriate state tax agencies. 
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TABLE 2. DOLLAR CRITERIA 

STATE 1099-R 
1099- 

DI V 
1099- 

INT 
1099- 1099- 1099- 
MISC PATR 1099-G OI D 5498 

Alabama 
Arizona' 
Arkansas 
District of Columbia 
Hawaii 
Idaho 
Iowa 
Minnesota 
Missouri 
Montana 
New Jersey 
New York 
North Carolina 
Oregon 
Tennessee 
Wisconsin 

1500 
300 

2500 
600 
600 
600 

1000 
600 
NR 
600 

1000 
600 
100 

600r 
NR 
600 

1500 
300 
100 
600 

10 
10 

100 
10 

NR 
10 

1000 
NR 
100 

10 
25 

600 

1500 
300 
100 
600 
10' 
10 

1000 
10 

NR 
10 

1000 
600 
100 

10 
25 

600 

1500 
300 

2500 
600 
600 
600 

1000 
600 

1200 
600 

1000 
600' 
600 
600 
NR 
100 

1500 
300 

2500 
600 

10 
10 

1000 
10 

NR 
10 

1000 
600 
100 

10 
NR 
600 

NR 
300 

2500 
600 

h 

10 
1000 

10 
NR 

10 
1000 
600 
100 

10 
NR 
NR 

1500 
300 

2500 
600 

10 
10 

1000 
10 

NR 
10 

1000 
NR 
100 

10 
NR 
NR 

NR 
NR 

NR 
g 
g 

NR 
h 

NR 

g 
NR 
NR 

g 
NR 
NR 
NR 

NR-No filing requirement. 
Footnotes: 
a. These requirements apply to individuals and business entities. 
b. Amounts are for aggregates of several types of income from the same payroll. 
c. State regulation changing filing requirement from $600 to $10 is pending. 
d. The state would prefer those returns filed with respect to non-Missouri residents to be sent directly to the state 
agency. 
e. Aggregate of several types of income. 
f. Return required for state of Oregon residents only. 
g. Same as Federal requirement for this type of return. 
h. All forms are to be reported. 
*NOTE: Filing requirements for any state in Table I not shown on the above chart are the same as the Federal 

requirement. 

SEC. 13. DEFINITIONS OF TERMS 

Element 

Coding Range 
EIN 
Excess Golden 
Parachute Payment 

File 

PS58 Costs 

Payee 

Payer 

Special Character 
SSA 

Description 

Denotes a blank position. Enter blank(s) when this symbol is used (do not enter the letter 
"b"). This appears in numerous areas throughout the record descriptions. 
Indicates the allowable codes for a particular type of statement. 
Employer Identification Number that has been assigned by IRS to the reporting entity. 
Parachute payments (also called "golden parachutes") are certain payments in the nature of 
compensation that corporations make to key individuals, often in excess of their usual 
compensation, in the event that ownership or control of the corporation changes. 
For purposes of this procedure, a file consists of all mini-disk records submitted by a Payer 
or Transmitter. 
The current cost of life insurance under a qualified plan taxable under section 72(m) and 
Regulations Section 1. 72-16(b). See Part B, Sec. 5 Payee "B" Record, Category of Total 
Distribution, Code 9. 
Person(s) or organization(s) receiving payments from the Payer, or for whom an 
information return must be filed. The payee includes a borrower (Form 1099-A), participant 
(Form 5498) and a winner (Form W-2G). For Form 1098, the payee is the individual paying 
the interest. 
Includes the person making payments, a recipient of mortgage interest payments, a broker, 
including a real estate broker, a barter exchange, a trustee or issuer of an IRA or SEP, or a 
lender who acquires an interest in secured property or who has reason to know that the 
property has been abandoned. The Payer will be held responsible for the completeness, 
accuracy and timely submission of mini-disk files. 
Any character that is not a numeral, a letter or a blank. 
Social Security Administration. 
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SSN 

Element 

Taxpayer 
Identification 
Number (TIN) 
Transfer Agent 
(Paying Agent) 

Transmitter 
Transmitter Control 
Code (TCC) 

Social Security Number. 

Description 

May be either an EIN or SSN. 

The transfer agent or paying agent is the entity who has been contracted or authorized by 
the payer to perform the services of paying and reporting backup withholding (Form 941). 
The payer must submit to IRS a Form 2678, Employer Appointment of Agent under Section 
3504, which notifies IRS of the transfer agent relationship. 
Person or organization preparing mini-disk file(s). May be Payer or agent of Payer. 
A five character alpha/numeric number assigned by IRS to the transmitter prior to actual 
filing on magnetic media. This number is inserted in the "A" Record of your files and musr 

be present before the file can be processed. An application Form 4419 must be filed with 

IRS to receive this number. See Part A, Sec. 3. (Abbreviation for this term is TCC. ) 

SEC. 14. STATE AND COUNTRY 
ABBREVIATIONS 

. 01 You MUST use the following 
state abbreviations when developing 
the state code portion of address 

fields. (This table provides state ab- 
breviations only and does not repre- 
sent those states participating in 

the Combined Federal/State Pro- 
gram. For a list of states that partici- 

pate in the Combined Federal/State 

Program, refer to Part A, Sec. 

12. 10. ) 

State Code State Code State Code 

Alabama 
Alaska 
Arizona 
Arkansas 
California 
Colorado 
Connecticut 
Delaware 
District of Co 
Florida 
Georgia 
Hawaii 
Idaho 
Illinois 
Indiana 
Iowa 
Kansas 

lumbia 

AL 
AK 
AZ 
AR 
CA 
CO 
CT 
DE 
DC 
FL 

GA 
HI 
ID 
IL 
IN 
IA 
KS 

Kentucky 
Louisiana 
Maine 
Maryland 
Massachusetts 
Michigan 
Minnesota 
Mississippi 
Missouri 
Montana 
Nebraska 
Nevada 
New Hampshire 
New Jersey 
New Mexico 
New York 
North Carolina 

KY 
LA 
ME 
MD 
MA 
MI 

MN 
MS 
MO 
MT 
NE 
NV 
NH 
NJ 

NM 
NY 
NC 

North Dakota 
Ohio 
Oklahoma 
Oregon 
Pennsylvania 
Rhode Island 
South Carolina 
South Dakota 
Tennessee 
Texas 
Utah 
Vermont 
Virginia 
Washington 
West Virginia 
Wisconsin 
Wyoming 

ND 
OH 
OK 
OR 
PA 
RI 
SC 
SD 
TN 
TX' 
UT 
VT 
VA 

WA 
WV 
WI 

WY 

NOTE: A "1" in the Foreign 
Country Indicator field of Sector 1 

of the Payee "B" Record will iden- 
tify the state code that follows as a 
foreign country code rather than a 
state code. For foreign addresses, 
you are not required to use the 
foreign country codes or Canadian 
Province codes provided. You may 
enter foreign addresses using a 40 

position free format rather than 
the 29-2-9 format for the Payee 
City, Payee State and Payee ZIP 
Code; however, this is only allowable 
if a "I" appears in the Foreign 
Country Indicator field. This 40 posi- 
tion free format may only be used 
for foreign addresses. Addresses in 
the United States must use the state 
codes provided and must be in the 

29-2-9 format. 
. 02 The following list represents 

Canadian Provinces and the . corre- 
sponding code to be associated with 

each. If you know the Province 
Code, please use it rather than the 
code for Canada. The Province 
Code will be entered in the State 
Code portion of the Payee "B" 
Record. 

782 1987-2 C. B. 



Province Code Province Code Province Code 

Alberta 
Manitoba 
Newfoundland 
Ontario 
Quebec 

AB 
MB 
NF 
ON 

PQ 

Yukon Territories 
British Columbia 
Nova Scotia 
Prince Edward Island 

Labrador 

YK 
BC 
NS 
PE 
LB 

New Brunswick 

Northwest 
Territories 

Saskatchewan 

NB 

NT 

SK 

. 03 The following list represents 
foreign countries and the correspond- 
ing code to be associated with each. 
This code will be entered in the State 
Code portion of the Payee "B" 
Record. If a country cod: is not 
listed in the following table, enter 
"OC". (This code may only be used 
if the country code is not listed. ) You 
may notice that some country and 

state codes are the same. A "I" in 

the Foreign Country Indicator field 

will identify the state code that fol- 
lows as a foreign address rather than 
an address in the United States. You 
are not required to use these codes. 
You may choose to spell out the 
name of the foreign country or use 
abbreviations other than those listed. 
This is only allowable if you enter a 

"1" in the Foreign Country Indicator 
field. These foreign country codes are 
intended for IRS information only 

and are not acceptable by the U. S. 
Postal Service as a mailing address. 
For foreign mailing address informa- 

tion refer to the U. S. Postal Service 
International Mail Manual Sec. 
122. 1. 

Foreign 
Country Code 

Foreign 
Country Code 

Foreign 
Country Code 

Afghanistan 
Albania 
Algeria 
American Samoa 
Andorra 
Angola 
Antarctica 
Antigua & Barbuda 
Argentina 
Australia 
Austria 
Azores 
Bahamas, The 
Bahrain 
Bangladesh 
Barbados 
Belgium 
Belize (Formerly British 

Honduras) 
Benin (Formerly Dahomey) 
Bermuda 
Bhutan 
Bolivia 
Botswana 
Brazil 
British Indian Ocean Territory 
British Virgin Islands 
Brunei 
Bulgaria 
Burma 
Burundi 
Cambodia 

AF 
AL 
AG 
AQ 
AN 
AO 
AY 
AC 
AR 
AS 
AU 
PO 
BF 
BA 
BG 
BB 
BE 
BH 

DM 
BD 
BT 
BL 
BC 
BR 
IO 
VI 

BX 
BU 
BM 
BY 
CB 

CM 
CA 
EQ 
SP 
CV 
CJ 
CT 
CD 
OC 
CI 

CH 
TW 
KT 
CK 
CO 
CN 
CF 

CW 
CS 
CU 
CY 
CZ 
DA 

Issas) DJ 
DO 
DR 
EC 
EG 
ES 

UK 
EK 
ET 

Cameroon 
Canada 
Canton & Enderbury Islands 
Canary Islands 
Cape Verde, Republic of 
Cayman Islands 
Central Africa Republic 
Chad 
Channel Islands 
Chile 
China (Peking) 
China (Taiwan) 
Christmas Island 
Cocos (Keeling) Islands 
Colombia 
Comoros 
Congo 
Cook Islands 
Costa Rica 
Cuba 
Cyprus 
Czechoslovakia 
Denmark 
Djibouti (Formerly Afars & 
Dominica 
Dominican Republic 
Ecuador 
Egypt 
El Salvador 
England 
Equatorial Guinea 
Ethiopia 

Falkland Islands (Also called 
Islas Malvinas) 

Faroe Islands 
Fiji 
Finland 
France 
French Guiana 
French Polynesia 
French Southern & Antarctic 

Lands 
Gabon 
Gambia, The 
German Democratic Republic 

(East Germany) 
Germany, Federal Republic of 

(West Germany) 
Ghana 
Gibraltar 
Gilbert Islands 
Greece 
Greenland 
Grenada 
Guadeloupe 
Guam 
Guatemala 
Guinea 
Guinea-Bissau 
Guyana 
Haiti 
Heard Island & McDonald Isla 
Honduras 

Hong Kong 

FA 

FO 
FJ 
FI 

FR 
FG 
FP 
FS 

GB 
GA 
GC 

GE 

GH 
Gl 
GS 
GR 
GL 
GJ 
GP 
GQ 
GT 
GV 
PU 
GY 
HA 

nd HM 
HO 
HK 
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Foreign 
Country Code 

Foreign 
Country Code 

Foreign 
Country Code 

Hungary 
Iceland 
India 
Indonesia 
Iran (Also called 
Iraq 
Ireland 
Isle of Man 
Israel 
Italy 
Ivory Coast 
Jamaica 
Japan 
Johnston Atoll 
Jordan 
Kenya 
Korea, Democr 

Republic of ( 
Korea, Republi 
Kuwait 
Laos 
Lebanon 
Lesotho 
Liberia 
Libya 
Liechtenstein 
Luxembourg 
Macao 
Madagascar 
Malawi 
Malaysia 
Maldives 

Mali 
Malta 
Martinique 
Mauritania 
Mauritius 
Mexico 
Midway Islands 
Monaco 
Mongolia 
Montserrat 
Morocco 
Mozambique 
Nauru 
Navassa Island 
Nepal 

Persia) 

atic Peoples 
North Korea) 
c of (South Ko 

HU 
IC 
IN 
ID 
IR 
IZ 
EI 

OC 
IS 
IT 
IV 

JM 
JA 
JQ 
JO 
KE 
KN 

rea) KS 
KU 
LA 
LE 
LT 
LI 

LY 
LS 

LU 
MC 
MA 
MI 

MY 
MV 
ML 
MT 
MB 
MR 
MP 
MX 
MQ 
MN 

MG 
MH 
MO 
MZ 
NR 

BQ 
NP 

Holland) NL 
NA 
NC 

NZ 

NU 
NG 
NI 

NE 
NF 
UK 
NO 
MU 
PK 
PM 
PP 
PF 
PA 
PE 
RP 
PC 
PL 
PO 
PT 
RQ 
QA 
RE 
RO 
RW 
SC 

tts) 
SH 
ST 
SB 

VC 
SM 
TP 
SA 
UK 
SG 
SE 
SL 
SN 

BP 
SO 
SF 

St. Ki 

Netherlands (Also called 
Netherlands Antilles 
New Caledonia 
New Hebrides (Also cal 

Vanuatu) 
New Zealand 
Nicaragua 
Niger 
Nigeria 
Niue 
Nor folk Island 
Northern Ireland 
Norway 
Oman 
Pakistan 
Panama 
Papua-New Guinea 
Paracel Islands 
Paraguay 
Peru 
Philippines 
Pitcairn 
Poland 
Portugal 
Portuguese Timor 
Puerto Rico 
Qatar 
Reunion 
Romania 
Rwanda 
St. Christopher-Nevis- 

Anguilla (Also called 
St. Helena 
St. Lucia 
St. Pierre & Miquelon 
St. Vincent 
San Marino 
Sao Tome and Principe 
Saudi Arabia 
Scotland 
Senegal 

Seychelles 
Sierra Leone 

Singapore 
Solomon Islands 
Somalia 
South Africa 

RH 
WA 

SP 
PG 
CE 
SU 
NS 
JS 

WZ 
SW 
SZ 
SY 
TZ 
TH 
TO 
TL 
TN 
TD 
TQ 

TS 
TU 
TK 

ds) TV 
UG 
UR 

TC 
UK 
US 
UV 
UY 

VT 
VE 

VM 

VQ 

WQ 
UK 
WF 
WI 
WS 
YS 
YE 
YO 
CG 
ZA 
RH 

Southern Rhodesia 
South-West Africa (Also called 

Namibia) 
Spain 
Spratly Islands 
Sri Lanka (Also called Ceylon) 
Sudan 
Suriname 
Svalbard & Jan Mayen 
Swaziland 
Sweden 
Switzerland 
Syria 
Tanzania 
Thailand 
Togo 
Tokelau Islands 
Tonga 
Trinidad & Tobago 
Trust Territory of the Pacific 

Islands 
Tunisia 
Turkey 
Turks & Caicos Islands 
Tuvalu (Also called Ellice Islan 
Uganda 
Union of Soviet Socialist 

Republics 
United Arab Emirates 
United Kingdom 
United States 
Upper Volta 
Uruguay 
Vatican City 
Venezuela 
Vietnam 
Virgin Islands of the U. S. 
Wake Island 
Wales 
Wallis & Futuna 
Western Sahara 
Western Samoa 
Yemen (South) 
Yemen (North) 
Yugoslavia 
Zaire 
Zambia 
Zimbabwe 
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PART B. BURROUGHS SUPER 
MINI-DISK AND SUPER MINI-DISK 
II SPECIFICATIONS 

SECTION 1. GENERAL 

. 01 The specifications contained in 
this part of the revenue procedure 
prescribe the required format and 
contents of the records to be in- 
cluded in the Burroughs Super Mini- 
Disk (BSMD) or Burroughs Super 
Mini-Disk II file. These specifications 
must be adhered to unless deviations 
have been specifically granted by IRS 
in writing. 

. 02 IRS has a Burroughs B-94 
mini-computer with 2 mini-disk 
drives: a Burroughs Super Mini-Disk, 
style B 9489-11 and a Burroughs 
Super Mini-Disk II, style B 9489-21. 

. 03 It is our understanding that 
most Burroughs B-90 series mini- 
computers will produce a mini-disk 
that will be compatible with our 
system. 

. 04 To be compatible, a Super 
Mini-Disk (BSMD) must meet the 
following specifications in total: 

(a) The Burroughs Super Mini- 
Disk is a flexible mylar disk with an 
iron oxide coating. The disk is 8 
inches (20. 3 cm) in diameter with a 
1, 5 inch (3. 8 cm) center hole. 

(b) There are 32 Sector Markers 
(holes) in the disk at a distance of 
1. 5 inches (3. 8 cm) from the center. 
These markers define the 32 sectors 
in which data can be recorded on 
each track of the disk. 

(c) Recorded data is encoded using 
the Miller Frequency Mode (MFM) 
technique. Data transferred between 
the disk and the processor is encoded 
using the non return to zero (NRZ) 
technique. 

(d) Bit serial data is written to the 
disk in the Burroughs standard 180 
bytes per sector format. 

(e) Number of usable sides is 2. 
(f) Tracks per side is 88. 
(g) Sectors per track is 32. 
(h) Maximum recording density is 

4774 bits per inch. 

(i) When initializing the mini-disk, 
the name I RSTAX should be as- 

signed to the mini-disk. 

(j) The file name in the super 
mini-disk header label should be 
FED-MINI. 

. 05 To be compatible, a Super 
Mini-Disk II must meet the following 
specifications in total: 

(a) The Burroughs Super Mtn&- 

Disk II is a flexible mylar disk with 

an iron oxide coating. The disk is 8 

inches (20. 3 cm) in diameter with a 
1. 5 inch (3. 8 cm) center hole. 

(b) There is one Index Hole which 

is used to indicate the beginning of a 

track on each side of the disk. 

(c) Recorded data is encoded using 

the Miller Frequency Mode (MFM) 
technique. Data transferred between 

the disk and the processor is NOT 
encoded in any way. Serial data is 

written to the disk in a 180-byte 
sector format. 

(d) Maximum bit density is 71 bits 

per inch. 
(e) Track density is 150 tracks per 

inch. 
(f) Data bytes per sector are 180. 
(g) Data sectors per track are 60. 
(h) Surfaces per disk are 2. 
(i) When initializing the mini-disk, 

the name IRSTAX should be as- 
signed to the mini-disk. 

(j) The file name in the mini-disk 
header label should be FED-MINI. 

. 06 Payers who can substantially 
conform to these specifications, but 
who require some minor deviations, 
MUST contact the IRS National 
Computer Center (see Part A, Sec. 
11 for the address). Under no cir- 
cumstances may mini-disks deviating 
from the specifications in this reve- 
nue procedure be submitted without 
prior approval from IRS. If you file 
under the Combined Federal/State 
Program, your files must conform 
totally to this revenue procedure (see 
Part A, Sec. 12). 

. 07 An external label must appear 
on each mini-disk submitted for pro- 
cessing. The following information is 
needed: 

(a) The transmitter's name. 
(b) The five character alpha/nu- 

meric Transmitter Control Code. 
(c) State of sender (e. g. , NY). 
(d) Checkbox (for tape filers only). 
(e) Tape density (for tape filers 

only). 
(f) Track (for tape filers only). 
(g) Recording Code (ASCI I for 

mini-disk filers). 
(h) The tax year of the data (e. g. , 

1987). 
(i) Document types (e. g. , 1099- 

INT). 
(j) The total number of "B" 

Records after each "A" Record (this 
figure is taken from the "C" 
Records). 

(k) A number assigned by the 
transmitter to each mini-disk. 

(I) The sequence of each mini-disk 

(e. g. , 001 of 008). 
The external media label, Form 

5064, was updated for tax year 1986. 
You must use the updated label. This 
information will assist IRS in pro- 
cessing the file or in locating a file 
should the transmitter request that it 

be returned due to errors. IRS ad- 
vises that special shipping containers 
not be used for transmitting data 
since it cannot be guaranteed that 
they will be returned. 

SEC. 2. PAYER/TRANSMITTER "A" 
RECORD 

. 01 Identifies the payer and trans- 
mitter of the Mini-Disk and provides 
parameters for the succeeding Payee "B" Records. IRS computer pro- 
grams rely on the absolute relation- 
ship between the parameters and data 
fields in the "A" Record and the 
data fields in the "B" Records to 
which they apply. 

. 02 The number of "A" Records 
appearing on a Mini-Disk will depend 
on the number of payers and the 
different types of returns being re- 
ported. The payment amounts for 
one payer for the one type of return 
must be consolidated under one "A" 
Record if submitted on the same file. 
Do not submit separate "A" Records 
for each payment amount being re- 
ported. For example, if you are filing 
Form 1099-DI V to report Amount 
Codes I, 2, and 3, all three amount 
codes must be reported under one 
"A" Record, not three separate "A" 
Records. For Payee "B" Records 
which do not contain payment 
amounts for all three amount codes, 
enter zeros for those which have no 
payment to be reported. After the 
header label on the Mini-Disk, the 
first record appearing in the file must 
be an "A" Record. Each "A" 
Record will consist of at least two 
180 position sectors; however, if you 
are transmitting for someone other 
than yourself, 3 sectors are required. 
A transmitter may include Payee "B" Records for more than one 
payer on a Mini-Disk; however, each 
GROUP of Payee "B" Records must 
be preceded by an "A" Record. A 
single Mini-Disk may also contain 
different types of returns, but the 
returns MUST not be intermingled. 
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A separate "A" Record is required 
for each payer and each type of 
return being reported. 

. 03 All alpha characters entered in 
the "A" Record should be upper- 
case. 

. 04 WHEN REPORTING FORM 
I098, "MORTGAGE INTEREST 
S TA TEMENT, '' THE ''A ' 

RECORD WILL REFLEC T THE 
NAME OF THE RECIPIENT OF 
THE INTEREST. THE ''8" 

RECORD WILL REFLECT THE 
INDIVIDUAL PA YING THE 
TERES T AND THE AMOUNT 
PAID. 

RECORD NAME: PAYER/TRANSMITTER "A" RECORD 

NOTE: For all fields marked REQUIRED, you must provide the information described under Description and 
Remarks. For those fields not marked REQUIRED, you must allow for the field but may be instructed to enter 
blanks or zeros in the indicated Mini-Disk position(s) and for the indicated length. When using Mini-Disks, each "A" 
Record will consist of at least two 180 position sectors; however, if you are transmitting for someone other than 
yourself, three sectors are required. 

Mini-Disk 
Position 

SECTOR I 

3-4 

5-7 

8-16 

17-20 

21 

Field Title 

Record Sequence 

Record Type 

Payment Year 

Mini-Disk Sequence 
Number 

Payer's 
Federal EIN 

Payer Name 
Control 

Blank 

Length Description and Remarks 

REQUIRED. Must be "I". It is used to sequence the sectors 
making up a Service Record. 

REQUIRED. Enter "A". 
REQUIRED. Must be the last two digits of the year for which 
information is being reported (e. g. , if payments were made in 

1987, enter "87"). Must be incremented each year. 

Sequence number assigned by the Transmitter to each Mini- 
Disk starting with 001 (Blanks or all zeros are acceptable. ) You 
must indicate the proper sequence on the external label Form 
5064. 

REQUIRED. Must be the valid 9-digit number assigned to the 
payer by IRS. DO NOT ENTER BLANKS, HYPHENS, 
ALPHA CHARACTERS, ALL 9s OR ALL ZEROS. (Also see 
Part A, Sec. 9. 07) 

The Payer Name Control can be obtained from the mail label 
on the Package 1099 which is mailed to most payers on record 
each December. Names of less than four (4) letters should be 
left-justified, filling the unused positions with blanks. If you 
have not received a Package 1099 or you do not know your 
Payer Name Control, this field should be blank filled. 

Enter blank. 

22 Combined Federal/State I 

Filer 
Enter the appropriate code from the table below. Prior 
approval is required. A Consent Form 6847 must be submitted 
to IRS before tax information will be released to the states. 
Refer to Part A, Sec. 12. 11 for money criteria. Not all states 
participate in this program. If the Payer/Transmitter is not 
participating in the Combined Federal/State Filing Program, 
enter blanks. (Refer to Part A, Sec. 12 for the requirements 
that must be met prior to actual participation in this program. ) 
Forms 1098, 1099-A, 1099-B, and W-2G cannot be filed on 
this program. Filers who participate in this program must 
incorporate state totals into corresponding "K" Records as 
described in Part B, Sec. 12. 

Code Meaning 
1 Participating in the Combined Federal/State 

F|l&ng Program 
Not participating 
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RECORD NAME: PAYER/TRANSMITTER "A" RECORD — Continued 

Mini-Disk 
Position Field Title Length Description and Remarks 

SECTOR 1 (Continued) 

23 Type of 
Return 

REQUIRED. Enter 

Type of Return 
1098 
1099-A 
1099-B 
1099-DIV 
1099-G 
1099-INT 
1099-MISC 
1099-OID 
1099-PATR 
1099-R 
5498 
W-2G 

appropriate code from table below: 

Code 
3 
4 
B 
1 

F 
6 
A 
D 
7 
9 
L 
W 

24-32 Amount 
Indicators 

Amount 
Indicators 
Form 1098- 
Mortgage 
Interest 
Statement 

REQUIRED. In most cases, the box numbers on paper 
information returns correspond with the Amount Codes used 
to file on magnetic media; however, should you notice 
discrepancies between this revenue procedure and paper forms, 
please disregard them and program according to this revenue 
procedure for your returns filed on magnetic media. For 
specific instructions on information to be reported in each 
Amount Code, refer to the 1987 "Instructions for Forms 1099, 
1098, 5498, 1096, and W-2G", included in your reporting 
packages. The amount indicators entered for a given type of 
return indicate type(s) of payment(s) which were made. For 
each Amount Code entered in this field, a corresponding 
payment amount will appear in the Payee "B" Record. 
Example: If position 23 of the Payer/Transmitter "A" Record 
is "7" (for 1099-PATR) and positions 24-32 are 
"247bbbbbb", this indicates that you will be reporting 3 actual 
payment amounts in all of the following Payee "B" Records. 
The first payment amount field in the Payee "B" Record will 
be all "0" (zeros), the second will represent Nonpatronage 
distributions, the third will be all "0" (zeros), the fourth will 
represent Federal income tax withheld, the fifth and sixth will 
be all "0" (zeros), the seventh will represent Energy investment 
credit, and the eighth and ninth will be all "0" (zeros). Enter 
the Amount Indicators in ASCENDING SEQUENCE (i. e. , 
1247bbbbb), left-justify, filling unused positions with blanks. 
For any further clarification of the Amount Indicator codes, 
contact the IRS National Computer Center. 
For Reporting Interest Received from Payer(s) on Form 1098: 
Amount 
Code Amount Type 

Mortgage interest received from payer(s)/ 
borrower(s) 
Optional field for items such as real estate 
taxes or insurance paid from escrow 

Amount 
Indicators 
Form 1099-A— 
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RECORD NAME: PAYER/TRANSMITTER "A" RECORD — Continued 

Diskette 
Position Field Title 

Acquisition or 
Abandonment of 
Secured Property 

Length Description and Remarks 

For Reporting the Acquisition or Abandonment of Secured 
Property on Form 1099-A: 

Amount 
Code Amount Type 

Amount of debt outstanding 
Amount of debt satisfied 
Fair market value of property at acquisition 
or abandonment 

Amount 
Indicators 
Form 1099-B- 
Proceeds from 
Real Estate, 
Broker, and Barter 
Exchange 
Transactions 
(See Note 1 and 2) 

For Reporting Payments on Form 1099-B: 

Amount 
Code Amount Type 

Real Estate (See Note 1) 
Stocks, bonds, etc. (For Forward Contracts 
see NOTE 2. ) 
Bartering (Do not report negative amounts) 
Federal income tax withheld 
Profit (or loss) realized in 1987 
Unrealized profit (or loss) on open con- 
tracts — 12/31/86 
Unrealized profit (or loss) on open con- 
tracts — 12/31/87 
Aggregate profit (or loss) 

NOTE 1: Refer to the 1987 "Instructions for Reporting Real Estate Transactions on Form 
1099-B" for detailed information. 
NOTE 2: The Payment Amount field associated with Amount Code 2 may be used to represent a 
loss when the reporting is for Forward Contracts. Refer to Payee "B" Record — General Field 
Descriptions, Payment Amount Fields, for instructions on reporting negative amounts. Do not 
report negative amounts for Amount Code 3 and 4. 
Amount For Reporting Payments on Form 1099-DIV: 
Indicators Amount 
Form 1099-DIV- 
Dividends and 
Distributions 

1 Gross dividends and other distributions on 
stock 
Investment expenses included in Amount 
Code 1 

Capital gain distributions 
Federal income tax withheld 
Nontaxable distributions (if determinable) 
Foreign tax paid 
Cash liquidation distributions 
Noncash liquidation distributions (Show fair 
market value) 

Amount 
Indicators 
Form 1099-G- 
Certain Government 
Payments 

For Reporting Payments on Form 1099-G: 
Amount 
Code Amount Type 

Unemployment compensation 
State or local income tax refunds 
Federal income tax withheld 
Discharge of indebtedness 
Taxable grants 
Agriculture payments 
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RECORD NAME: PAYER/TRANSMITTER "A" RECORD — Continued 

Mini-Disk 
Position Field Title 

Amount 
Indicators 
Form 1099-INT- 
Interest Income 

Length Description and Remarks 

Amount 
Code Amount Type 

For Reporting Payments on Form 1099-INT: 

Earnings from savings and loan associations, 
credit unions, bank deposits, bearer certifi- 
cates of deposit, etc. 
Early withdrawal penalty 
U. S. Savings Bonds, etc. 

Amount 
Indicators 
Form 1099-MISC— 
Miscellaneous 
Income (See 
Notes I, 2, 3 and 4) 

Federal Income Tax withheld 
Foreign tax paid (if eligible for foreign tax 
credit) 

For Reporting Payments on Form 1099-MISC: 
Amount 
Code Amount Type 

Rents 
Royalties (See NOTE 1) 
Prizes and awards 
Federal income tax withheld 
Fishing boat proceeds 
Medical and health care payments 
Nonemployee compensation 
Substitute payments in lieu of dividends or 
interest (see NOTE 2) 
Direct sales "indicator" (see NOTE 3) 

NOTE I: Beginning in tax year 1987, royalties of $10 or more must now be reported. 
NOTE 2: Brokers are subject to a reporting requirement for payments received after 1984. 
Brokers who transfer securities of a customer for use in a short sale must use Amount Code 8 to 
report the aggregate payments received in lieu of dividends or tax-exempt interest on behalf of a 
customer while the short sale was open. Generally, for substitute payments in lieu of dividends, a 
broker is required to file a Form 1099-MISC for each affected customer who is nor an individual. 
Refer to the 1987 "Instructions for Form 1099, 1098, 5498, 1096, and W-2G, " for detailed 
information. The instructions are included in your magnetic media reporting packages. 
NOTE 3: Use Amount Code "9" to report sales by you of $5, 000 or more of consumer products 
to a person on a buy-sell, deposit-commission, or other commission basis for resale. Refer to the 
1987 "Instructions for Forms 1099, 1098, 5498, 1096, and W-2G, " for specific instructions. Do 
not use this indicator for sales of less than $5, 000. The use of Amount Code "9" actually reflects 
an indicator of direct sales over $5, 000 and is not an actual payment amount or amount code. 
The corresponding payment amount field in the payee "B" Record MUST be reflected as 
0000000100 if you are reporting a direct sale of greater than $5000. This does not mean that a 
payment of $1. 00 was made or is being reported. 
NOTE 4: If you are reporting Excess Golden Parachute Payments, use paper forms 1099-MISC. 
Do not report these payments on magnetic media. See Part A, Sec. 13 for a definition of an 
Excess Golden Parachute Payment. 

Amount 
Indicators 
Form 1099-OID- 
Original Issue 
Discount 

For Reporting Payments on Form 1099-OID: 
Amount 
Code Amount Type 

Total original issue discount for 1987 
Other periodic interest (the regular interest 
paid on this obligation without regard to any 
original issue discount) 
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RECORD NAME: PAYER/TRANSMITTER "A" RECORD — Continued 

Diskette 
Position Field Title Length Description and Remarks 

Amount 
Code Amount Type 

Early withdrawal penalty 
Federal income tax withheld 

Amount 
Indicators 
Form 1099-PATR- 
Taxable 
Distributions 
Received From 
Cooperatives 
(See Note) 

For Reporting Payments on Form 1099-PATR: 

Amount 
Code Amount Type 

Patronage dividends 
Nonpatronage distributions 
Per-unit retain allocations 

Federal income tax withheld 
Redemption of nonqualified notices and re- 
tain allocations 
Investment credit (See NOTE) 
Energy investment credit (See NOTE) 
Jobs credit (See NOTE) 

NOTE: The amounts shown for Amount Indicators "6, " "7" and "8" must be reported to the 
payee; however, they need not be reported to IRS. 

Amount 
Indicators 
Form 1099-R- 
Total Distributions 
From Profit-Sharing, 
Retirement Plans, 
Individual Retire- 
ment Arrangements, 
Insurance Contracts, 
Etc. 
(See NOTES 1, 2 
and 3) 

For Reporting Payments on Form 1099-R: 
Amount 
Code Amount Type 

Amount includable as income (add amounts 
in codes 2 and 3) 
Capital gain (for lump-sum distributions 
only) 
Ordinary income 
Federal income tax withheld 
Employee contributions (profit-sharing or re- 
tirement plans) or insurance premiums 
Net unrealized appreciation in employer's 
securities 
State income tax withheld (See NOTE 2) 
IRA or SEP distributions (See NOTE 3) 
Other 

NOTE I: A distribution from a KEOGH plan should be reported in Amount Codes I, 2 and 3 as 
appropriate. 
NOTE 2: State income tax withheld has been added for the convenience of the payer but need 
not be reported to IRS. 
NOTE 3: Do not report DEC distributions in Amount Code 8. These are reported in Amount 
Codes 1 and 3. 

Amount 
Indicators 
Form 5498— 
Indi vidual 
Retirement 
Arrangement 
Information 
(See NOTE) 

For Reporting Payments on Form 5498: 
Amount 
Code Amount Type 

Regular IRA contributions made in 1987 and 
1988 for 1987 
Rollover I RA contributions 
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RECORD NAME: pAYER/TRANSMITTER "A" RECORD — Continued 

Mini-Disk 
Position Field Title Length Description and Remarks 

Amount 
Code Amount Type 

3 Life insurance cost included in code I for 
endowment contracts only 

4 Fair market value (of the IRA or SEP 
account on December 31, 1987) 

NOTE: Form 5498 is filed for each person for whom you maintained an individual retirement 
arrangement (IRA) or simplified employee pension (SEP) during 1987. Amount Code 4 represents 
the value of the account. Trustees and issuers of IRAs and SEPs must report the value of 
accounts in existence during the year, even if no contributions were made during the year. Do not 
report employer SEP contributions on Form 5498; however, you must report the value of the SEP 
account. For an IRA, use all applicable Amount Codes. If no IRA contributions were made for 
1987, you will only use Amount Code 4. Only IRA contributions to be applied to 1987 that are 
made between January I, 1987 and April 15, 1988 are to be reported in Amount Code 1. 
Deductible voluntary employee contributions (DECs) can no longer be made; therefore, they have 
been eliminated from the form. 

Amount 
Indicators 
Form W-2G- 
Certain Gambling 
Winnings 

For Reporting Payments on Form W-2G: 

Amount 
Code Amount Type 

Gross winnings 
Federal income tax withheld 
State income tax withheld (See NOTE) 
Winnings from identical wagers 

NOTE: State income tax withheld has been added for the convenience of the payer but need not 
be re orted to IRS. 

33-44 

45-49 

50 

Blank 

Transmitter 
Control Code 
(TCC) 

Foreign 
Corporation 
Indicator 

12 Enter blanks. 

REQUIRED. Enter the five character alpha/numeric Transmit- 
ter Control Code assigned by IRS. See Part A, Sec. 13 for a 
definition of Transmitter Control Code (TCC). You must have 
a TCC to file actual data on this program. 

Enter a "1" if the payer is a foreign corporation and income 
is paid by the corporation to a U. S. resident from sources 
outside of the United States. A foreign corporation is any 
corporation organized or created other than in or under the 
laws of the United States or any state or territory. Otherwise, 
enter a blank in this field. 

51-90 

91-130 

First 
Payer Name 
Line 

Second 
Payer Name 
Line 

40 

40 

REQUIRED. Must be present or files will be returned for 
correction. Enter the name of the payer whose Federal EIN 
appears in position 8-16 above, in the manner in which it is 
used in normal business. Any extraneous information must be 
deleted from the name line. Left-justify and fill with blanks. 
(Do not enter the Transfer Agent's name in this field. The 
Transfer Agent's name should appear in the Second Payer 
Name Line. ) NOTE: WHEN REPOR TING FORM I 098, 
"MORTGAGE INTEREST STA TEMENT, " THE "A" 
RECORD WILL REFLECT THE NAME OF THE RECIPI- 

ENTT 

OF THE INTERES T. THE "B" RECORD WILL 
REFLECT THE INDI VIDUA L PA YING THE INTERES T 
(THE PA YER OF RECORD) AND THE AMOUNT PAID. 

The contents of this field are dependent upon the TRANSFER 
AGENT INDICATOR in position 131 of Sector l. If the 
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RECORD NAME: PAYER/TRANSMITTER "A" RECORD — Continued 

Mini-Disk 
Position 

131 

Field Title 

Transfer 
Agent 
Indicator 

Length Description and Remarks 

Transfer Agent Indicator contains a "1", this field must 
contain the name of the Transfer Agent. If the Transfer Agent 
Indicator contains a "0" (zero), this field will contain either a 
continuation of the First Payer Name field or blanks. 
Left-justify and fill unused positions with blanks. IF NO 

ENTRIES ARE PRESENT FOR THIS FIELD, FILL WITH 
BLANKS. (See Part A, Sec. 13 for a definition of Transfer 
Agent. ) 

REQUIRED. Identifies the entity in the Second Payer Name 
field. (See Part A, Sec. 13 for a definition of Transfer Agent. ) 

Code 
1 

0 (zero) 

Meaning 
The entity in the Second Payer Name field 
is the Transfer Agent. 
The entity shown is not the Transfer Agent 
(i. e. , the Second Payer Name field contains 
either a continuation of the First Payer 
Name field or blanks). 

132-171 

172-180 

Payer 
Shipping 
Address 

Blank 

40 REQUIRED. If the TRANSFER AGENT INDICATOR in 

position 131 of Sector 1 is a "I", enter the shipping address 
of the Transfer Agent. Otherwise, enter the shipping address 
of the payer. Left-justify and fill with blanks. 

Enter blanks. 

SECTOR 2 

3-42 

43-122 

123-162 

Record 
Sequence 

Record Type 

Payer City, 
State and 
ZIP Code 

Transmitter 
Name 

Transmitter 
Mailing 
Address 

40 

80 

40 

REQUIRED. Must be "2". Used to sequence the sectors 
making up a Service Record. 

REQUIRED. Enter "A". 
REQUIRED. If the TRANSFER AGENT INDICATOR in 

position 131 of Sector 1 of this Record is a "I", enter the 
City, State, and ZIP Code of the Transfer Agent. Otherwise, 
enter the City, State and ZIP Code of the payer. Left-justify 
and fill with blanks. 

REQUIRED (only if the payer and transmitter are not the 
same). Enter the name of the transmitter in the manner in 
which it is used in normal business. The name of the 
transmitter must be constant through the entire file. Left- 
justify and fill with blanks. If the payer and transmitter are 
the same, enter blanks in this field. 

REQUIRED (only if payer and transmitter are not the same). 
Enter the mailing address of transmitter. Left-justify and fill 
with blanks. If the payer and transmitter are the same, enter 
blanks in this field. 

163-180 Blank 18 Enter blanks. 

SECTOR 3 Sector 3 is only required if you are transmitting for someone other than yourself. 

3-42 

Record 
Sequence 

Record Type 

Transmitter 
City, State 
and ZIP Code 

40 

REQUIRED. Must be "3". Used to sequence the sectors 
making up a Service Record. 

REQUIRED. ENTER "A". 
REQUIRED (only if the payer and transmitter are not the 
same). Enter the City, State, and Zip Code of the transmitter. 

Left-justify and fill with blanks. If the payer and transmitter 

are the same, enter blanks in this fteld 
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RECORD NAME: PAYER/TRANSMITTER "A" RECORD — Continued 

Mini-Disk 
Position 

43-180 

Field Title 

Blank 

Length Description and Remarks 

138 Enter blanks. 

SEC. 3. PAYER/TRANSMITTER "A" RECORD — RECORD LAYOUT 

SECTOR I 

RECORD 
SEQUENCE 

RECORD 
TYPE 

MINI-DISK 
PAYMENT SEQUENCE 

YEAR NUMBER 

PAYER'S PAYER 
FEDERAL NAME 

E IN' CONTROL* 
BLANK 

COMBINED 
FEDERAL/STATE 

FILER 

I 2 3-4 5-7 8-16 17-20 21 22 

Sector 1 (Continued) 

TYPE OF 
RETURN 

AMOUNT 
INDICATORS 

BLANK TRANSMITTER FOREIGN 
CONTROL CODE CORPORATION 

INDICATOR 

FIRST 
PAYER 
NAME* 

SECOND 
PAYER 
NAME* 

23 24-32 

Sector 1 (Continued) 

33-44 45-49 50 51-90 91-130 

TRANSFER 
AGENT 

INDICATOR 

PAYER 
SHIPPING 
ADDRESS 

BLANK 

131 

Sector 2 

132-171 172-180 

RECORD 
SEQUENCE 

RECORD 
TYPE 

PAYER 
CITY, STATE, 

AND ZIP 

TRANSMITTER TRANSMITTER 
NAME MAILING 

ADDRESS 
BLANK 

Sector 3 

3 — 42 43-122 123-162 163-180 

RECORD 
SEQUENCE 

RECORD 
TYPE 

TRANSMITTER 
CITY, STATE 

AND ZIP 
BLANK 

3-42 43-180 

*When reporting Form 1098 "Mortgage Interest Statement, " the "A" Record will reflect the name of the recipient 
of the interest. 

SEC. 4. PAYEE "B" RECORDS— 
GENERAL INFORMATION FOR ALL 
FORMS 

. 01 This section contains the gen- 
eral information concerning the 
Payee "B" Record for all informa- 
tion returns filed on Mini-Disk. For 
a detailed description of the record 
refer to the following in Part B: 

(a) Sec. 5. PAYEE "B" REC- 
ORD — FIELD DESCRIPTIONS 
FOR SECTOR I THROUGH 3 OF 

FORMS 1098, 1099-DI V, 1099-G, 
1099-INT, 1099-MISC, 1099-PATR, 
1099-R, 5498 AND SECTOR 1 AND 
2 OF FORMS 1099-A, 1099-B, 
1099-OID AND W-2G. (See Part B, 
Sec. 7, 8, 9 or 10 for field descrip- 
tions for Sector 3 of Forms 1099-A, 
1099-B, 1099-OID and W-2G). 

(b) Sec. 6. PAYEE "B" REC- 
ORD LAYOUTS FOR SECTOR 1 

THROUGH 3 OF FORMS 1098, 
1099-DI V, 1099-G, 1099-1NT, 

1099-MISC, 1099-PATR, 1099-R, 
5498 AND SECTOR I AND 2 OF 
FORMS 1099-A, 1099-B, 1099-OID 
AND W-2G. 

(c) Sec. 7. PAYEE "B" REC 
ORD — FIELD DESCRIPTIONS 
AND RECORD LAYOUT FOR 
SECTOR 3 OF FORM 1099-A. 

(d) Sec. 8. PAYEE "B" REC- 
ORD — FIELD DESCRIPTIONS 
AND RECORD LAYOUT FOR 
SECTOR 3 OF FORM 1099-B. 
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(e) Sec. 9. PAYEE "B" REC- 
ORD — FIELD DESCRIPTIONS 
AND RECORD LAYOUT FOR 
SECTOR 3 OF FORM 1099-OID. 

(f) Sec. 10. PAYEE "B" REC- 
ORD — FIELD DESCRIPTIONS 
AND RECORD LAYOUT FOR 
SECTOR 3 OF FORM W-2G. 

For tax year 1987 data, all "B" 
Records will consist of at least two 
sectors of 180 positions each. If you 
are not a Combined Federal/State 
filer or if you are not utilizing the 
Special Data Entries field, Sector 3 
can be eliminated for Forms 1098, 
1099-D I V, 1099-G, 1099-1 NT, 
1099-MISC, 1099 — P ATR, 1099 — R 
and 5498. In the "A" Record, the 
Amount Indicator Codes that appear 
in diskette positions 24 through 32 of 
Sector 1 will be left-justified and 
blank filled. In the "B" Record, you 
will allow for all nine payment 
amount fields and for those not 
used, enter zeros. For example, if 
you are reporting on Form 
1099-PATR, you will enter a "7" in 
diskette position 23 of Sector 1 of 
the "A" Record, Type of Return 
Indicator field. If you are reporting 
payments for Amount Codes 2, 4, 
and 7, then diskette positions 24 
through 32 of Sector 1 of the "A" 
Record will be "247bbbbbb". In the 
Payee "B" Record, positions 52 
through 61 of Sector 1 for Payment 
Amount 1 will be zeros. Positions 
62-71 of Sector I will reflect the 
actual payment amount to be re- 
ported for "Nonpatronage distribu- 
tions. " Positions 72-81 of Sector 1 

for Payment Amount 3 will be ze- 

roes. Positions 82-91 of Sector 1 will 

reflect the actual payment amount to 
be reported for "Federal income tax 
withheld. " Positions 92-111 of Sec- 
tor 1 for Payment Amounts 5 and 6 
will be zeros. Positions 112-121 of 
Sector I will reflect the actual pay- 
ment amount to be reported for 
"Energy investment credit. " Posi- 
tions 122-141 of Sector 1 for Pay- 
ment Amounts 8 and 9 will be zeros. 

The First Payee Name Line will 

always appear in positions 3-42 of 
Sector 2 of the "B" Record. 

. 02 The record layout for Sector 1 

and 2 will be the same for all "B" 
records. Sector 3 however, will be 
different for Forms 1099-A, 1099-B, 
1099-OID, and W-2G. Refer to Part 
B, Sec. 7, 8, 9 or 10 respectively for 
the record layouts for Sector 3 of 
these records. 

. 03 IRS must be able to identify 
the surname associated with the TIN 
(SSN or EIN) furnished on a state- 
ment. The specifications below in- 
clude a field in the payee records 
called "Name Control" in which the 
first four alphabetic characters of the 
payee's surname or last name are to 
be entered by the payer. The sur- 
name or last name should appear 
first in the First Payee Name Line of 
all Payee "B" Records; however, if 
your records have been developed 
using the first name first, IRS pro- 
grams will accept this but a blank 
must appear between the first and 
last name. 

. 04 If payers are unable to provide 
the first four characters of the sur- 
name, the Name Control Field may 
be left blank; however, compliance 
with the following will facilitate IRS 
computer programs in generating the 
Name Control. 

(a) The surname of the payee 
whose TIN (SSN or EIN) is shown in 
the Payee "B" Record should always 
appear first. If, however, you enter 
the first name first, you must leave a 
blank space between the first and last 
name. 

(b) In the case of multiple payees, 
only the surname of the payee whose 
TIN (SSN or EIN) is shown in the 
Payee "B" Record, must be present 
in the First Payee Name Line. Sur- 
names of any other payees in the 
record must be entered in the Second 
Payee Name Line. 

. 05 A field is also provided in 
these specifications for Special Data 
Entries. This field may be used to 

record information required by state 
or local governments or for 
filer's own personal use. IRS 
not use the data provided in the 
Special Data Entries field. 

. 06 For those filers participating in 

the Combined Federal/State Filing 
Program, positions 100 and 101 of 
Sector 3 in the Payee "B" Record 
must contain the appropriate state 
code for the state to receive the 
information. The file should also 
meet the money criteria described in 

Part A, Sec. 12. 11. Do not code for 
the states unless prior approval to 
participate has been granted by IRS. 
See Part A, Sec. 12. 10 for a list of 
the valid participating state codes. 
FORMS 1098, 1099-A, 1099-B, 
AND W-2G CANNOT BE FILED 
UNDER THE COMBINED 
FEDERAL/S TA TE FILING PRO- 
GRAM. Your files must meet all of 
the requirements specified in Part A, 
Sec. 12 in order to participate in this 

program. 
. 07 All alpha characters entered in 

the "B" Record should be upper- 
case. 

. 08 Do not use decimal points (. ) 
to indicate dollars and cents on mag- 
netic media. 

. 09 IRS S TRONGL Y ENCOUR- 
AGES FILERS TO REVIEW THEIR 
DA TA FOR A CCURAC Y BEFORE 
SUBMISSION TO PREVENT ERRO- 
NEOUS NOTICES TO PERSONS 
FOR WHOM REPORTS ARE FILED. 
FILERS SHOULD BE ESPECIALLY 
CAREFUL THA T THEIR TAX- 
PA YER NAMES, SOCIAL SECU- 
RITY NUMBERS (SSNsJ, ACCOUNT 
NUMBERS, TYPES OF INCOME, 
AND INCOME AMOUNTS ARE 
CORRECT. 

. 10 WHEN REPOR TING FORM 
1098, "MORTGAGE INTEREST 
STATEMENT, " THE "A" RECORD 
WILL REFLECT THE NAME OF 
THE RECIPIENT OF THE INTER- 
EST. THE "B" RECORD WILL RE- 
FLECT THE INDIVIDUAL PA YING 
THE INTERES T AND THE 
AMOUNT PAID. 

. 01 For Forms 1099-A, 1099-B, 1099-01D, and W-2G, see Part B, Sec 7, 
descriptions and record layouts for Sector 3 of these records. 

8, 9 or 10 respectively for the field 

SEC. 5. PAYEE "B" RECORD — FIELD DESCRIPTIONS FOR SECTOR 1 THROUGH 3 OF FORMS 1098, 1099-DIV, 
1099-G, 1099-INT, 1099-MISC, 1099-PATR, 1099-R, 5498 AND SECTOR 1 AND 2 OF FORMS 1099-A, 1099-B, 
1099-OID AND W-2G. 
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RECORD NAME: PAYEE "B" RECORD 

Mini-Disk 

Position Field Title Length Description and Remarks 

NOTE: For all fields marked REQUIRED, you must provide the information described under Description and 
Rematks. For those fields not marked REQUIRED, you must allow for the field but may be instructed to enter 
blanks or zeros in the indicated mini-disk position(s) and for the indicated length. 

3-4 

5-6 

Record 
Sequence 

Record Type 

Payment Year 

Document 
Specific 
Code 

Category of 
Total 
Distribution 
(Form 1099-R 
only) 

REQUIRED. Must be a "1". It is used to sequence the sectors 
making up a Service PAYEE Record. 

REQUIRED. Enter "B". 
REQUIRED. Must be the last two digits of the year for which 
payments are being reported (e. g. , if payments were made in 
1987 enter "87"). Must be incremented each year. 

REQUIRED for Forms 1099-R, 1099-MISC, 1099-G, and 
W-2G. FOR ALL OTHER FORMS, ENTER BLANKS. For 
Form 1099-R, enter the appropriate code(s) for the Category 
of Total Distribution. More than one code may apply for 
Form 1099-R; however, if only one code is required, it will be 
entered in position 5 and position 6 will be blank. For Form 
1099-MISC, position 5 is used to indicate Crop Insurance 
Proceeds, position 6 will be blank. For Form 1099-G enter the 
year of income tax refund in position 5, position 6 will be 
blank. For Form 8'-2G enter the Type of Wager in position 5, 
position 6 will be blank. 

Use only for reporting on Form 1099-R to identify the 
Category of Total Distribution. When applicable you may 
enter a numeric and an alpha code but not two numeric codes. 
No numeric code is needed for normal distributions reported in 
Amount Code I, but codes A, B, or C might apply. IRS 
suggests that anyone using code P advise payees, at the time 
the distribution is made, that the earnings are taxable in the 
year in which the contribution was made. Enter the applicable 
code from the table that follows. Code 7 in the table must not 
be used if a significant amount (greater than zero) is included 
in a particular "B" Record for Amount Indicators I, 2 and 3. 
A "0" (zero) is not a valid code for Form 1099-R. IF YOU 
ARE REPORTING A DISTRIBUTION FROM A KEOGH 
PLAN, OR FROM ANY OTHER DISTRIBUTION, TO 
WHICH THE FOLLOWING CODES DO NOT APPLY, 
ENTER BLANKS IN THIS FIELD. If you are reporting a 
total distribution from a plan that includes a distribution from 
a DEC, you must report two separate "B" Records — one to 
report the distribution of DECs and the other to report the 
distribution from the other part of the plan. This is necessary 
since DECs are not subject to 5-year/10-year averaging. Report 
the distribution of DECs in Amount Codes 1 and 3 of the 
"A" Record. 

Category 
Premature distribution (other than codes 2, 3, 

5, 8, or P) 
Rollover 
Disability 
Death (includes payments to a beneficiary) 
Prohibited transaction 
Other 
Normal IRA or SEP distributions 
Excess contributions refunded plus earnings 

such excess contributions 
PS58 Costs (see NOTE) 

Code 
4, I 

2 

3 
4 
5 

6 
7 

on 8 
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RECORD NAME: PAYEE "B" RFCORD — Continued 

Mini-Disk 

Position Field Title Length Description and Remarks 

Category Code 
Excess contributions refunded plus earnings on P 

such excess contributions taxable in 1986 
Qualifies for 5-year/10-year averaging A 
Qualifies for death benefit exclusion B 
Qualifies for both A and B C 

Crop Insurance 
Proceeds (Form 
1099-MISC only) 

Refund is for 
Tax Year 
(Form 1099-G 
only) 

NOTE: PS58 Costs may be reported on Form 1099-R if a 
total distribution is also made; otherwise, use Form W-2P 
(filed with SSA). Since this is not actually a total distribution, 
a separate "B" Record is required to report PS58 Costs. These 
costs may not be reported in combination with a total 
distribution. Refer to the 1987 "Instructions for Forms 1099, 
1098, 5498, 1096, and W-2G, " included in your reporting 
packages. 

If the payment amount reported for Amount Code 7 is crop 
insurance proceeds, enter a "I" in position 5. Position 6 will 

be blank. 

Use only for reporting the tax year for which the refund was 
issued. If the payment amount field associated with Amount 
Indicator 2, Income Tax Refunds, contains a refund, credit or 
offset that is attributable to an income tax which applies 
exclusively to income from a trade or business and is not of 
general application, then enter the ALPHA equivalent of the 
year for which the refund was issued from the table below 
(i. e. , for 1985 enter E). Otherwise, enter the NUMERIC Year 
for which the refund was issued (i. e. , for 1985, enter 5). This 
code should appear in position 5. Position 6 will be blank. 

Year for which A Ipha 
Refund was Issued Equivalent* 

1 A 
2 B 
3 C 
4 D 
5 E 
6 F 
7 G 
8 H 
9 I 

0 J 

Type of 
Wager (Form 
W-2G only) 

*To be used for trade or business refunds only. 

Use only for reporting the Type of Wager on Form W-2G. 
This code will appear in position 5. Position 6 will be blank. 

Category Code 
Horse Race Track (or Off Track Betting of a I 

Horse Track nature) 
Dog Race Track (or Off Track Betting of a Dog 2 

Track nature) 
Jai-alai 3 
State Conducted Lottery 4 
Keno 5 

Casino Type Bingo. DO NOT use this code for 6 
any other type of Bingo winnings (i. e. , Church, 
Fire Dept. etc. , 

Slot Machines 7 
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RECORD NAME: PAYEE "B" RECORD — Continued 

Mini-Disk 

Position Field Title Length Descript&on and Remarks 

Category 
Any other types of gambling winnings. This 

includes Church Bingo, Fire Dept. Bingo, 
unlabeled winnings, etc. 

Code 
8 

Blank 

Blank or 
Corrected 
Return 
Indicator 

Enter blank. 

Enter blank. Mini-Disk position 8 is used to indicate a 
corrected return. Refer to Part A, Sec. 8 for specific 
instructions on how to file corrected returns using magnetic 
media. 

9-12 Name Control Enter the first 4 letters of the surname of the payee. The 
surname of the person whose TIN is being reported in position 
16-24 of the "B" Record should be used to determine the 
Name Control. This is especially important in the case of 
trustee accounts. If the name that corresponds to the TIN is 

not included in the First or Second Payee Name Line every 
effort should be made to develop the correct name control of 
the name that corresponds to the TIN. Surnames of less than 
four (4) letters should be left-justified, filling the unused 
positions with blanks. Special characters and imbedded blanks 
should be removed. In the case of a business, use the first 
significant word of the business name (i. e. , words such as 
"a, " "an" and "of" are not considered significant). IF THE 
NAME CONTROL IS NOT DETERMINABLE BY THE 
PAYER, LEAVE THIS FIELD BLANK. A dash ( — ) and 
ampersand (&) are the only acceptable special characters. 

The following examples may be helpful to you in developing the name control: 

Name 
John Brown 
John A. Lee 
James P. En Sr. 
John O' Neill 
Mary Van Buren 
Juan De Jesus 
John A. El-Roy 
Mr. John Smith 
Joe McCarthy 
Pedro Torres-Lopes 
Mark D'Allesandro 
The First Bank 
The Hideaway 
IRS 
A & B Cafe 
*Name Controls of less than four (4) 
must be left-justified and blank filled. 

Name Control 
BROW 
LEE * 
EN " 
ONEI 
VANB 
DEJE 
EL-R 
SMIT 
MCCA 
TORR 
DALL 
FIRS 
THEH 
INTE 
A&BC 

significant characters 

13-14 

15 

Blank 

Type of 
TIN 

Enter blanks. 

REQUIRED. This field is used to identify the Taxpayer 
Identification Number (TIN) in positions 16-24 as either an 
Employer Identification Number, a Social Security Number, or 
the reason no number is shown. Enter the appropriate code 
from the following table: 
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RECORD NAME: PAYEE "B" RECORD — Continued 

Mini-Disk 

Position Field Title Length Description and Remarks 

Type of 
TIN 

I 
2 

blank 

Type of 
T I N Account 
E I N A business or an organization 
S S N An individual 
N/A If the type of TIN is undeterminable, 

enter a blank. If the number is 
unobtainable due to legitimate cause; 
(e. g. , number applied for but not 
received, enter a blank). 

16-24 

25-44 

45-51 

Taxpayer 
Identification 
Number 

Payer's 
Account 
Number 
For Payee 

Blank 

Payment 
Amount Fields 
(Must be numeric) 

20 

REQUIRED. Enter the valid 9-digit Taxpayer Identification 
Number of the payee (SSN or EIN, as appropriate). Where an 
identification number has been applied for but not received or 
where there is any other legitimate cause for not having an 
identification number, enter blanks. Refer to Part A, Sec. 9. 
DO NOT ENTER HYPHENS, ALPHA CHARACTERS, ALL 
9s OR ALL ZEROS. Any record containing an invalid identi- 
fication number in this field will be returned for correction. 

THIS FIELD HAS BEEN EXPANDED FROM 10 TO 20 
POSITIONS. The payer may use this field to enter the payee's 
account number. The use of this item will facilitate easy 
reference to specific records in the payer's file should any 
questions arise. DO NOT ENTER A TAXPAYER IDENTIFI- 
CATION NUMBER IN THIS FIELD. An account number 
can be any account number assigned by the payer to the payee 
(e. g. , checking account, savings account, etc. ). THIS NUM- 
BER WILL HELP TO DISTINGUISH THE INDIVIDUAL 
PAYEE'S ACCOUNT WITH YOU AND SHOULD BE 
UNIQUE TO IDENTIFY THE SPECIFIC TRANSACTION 
MADE WITH THE ORGANIZATION, SHOULD MULTI- 
PLE RETURNS BE FILED FOR ONE PAYEE. This informa- 
tion will be particularly necessary if you need to file a 
corrected return. You are strongly encouraged to use this field. 
You may use any number that will help identify the particular 
transaction that you are reporting. For real estate transactions 
reported on Forms 1099-B if the transferor received or will 

receive property or services as part of the consideration for the 
property transferred, enter "PST" in this field. If you are also 
entering an account number, enter "PST" after the number. If 
a number is not determinable, enter blanks. If fewer than 
twenty characters are required, right-justify, filling the remain- 
ing positions with blanks. 

Enter blanks. 

REQUIRED. You must allow for all payment amounts and for 
those not used you will enter zeros. For example: If position 
23 of Sector I of the "A" Record is "7" (for 1099-PATR) 
and positions 24-32 are "247bbbbbb", this indicates that you 
will be reporting 3 actual payment amounts in all of the 
following Payee "B" Records. Payment Amount I will be all "0" (zeros), Payment Amount 2 will represent Nonpatronage 
distributions, Payment Amount 3 will be all "0" (zeros), 
Payment Amount 4 will represent Federal income tax withheld, 
Payment Amounts 5 and 6 will be all "0" (zeros), Payment 
Amount 7 will represent Energy investment credit, and Pay- 
ment Amounts 8 and 9 will be all "0" (zeros). Each payment 
field must contain 10 numeric characters (see NOTE I). 
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RECORD NAME: PAYEE "B" RECORD — Continued 

Mini-Disk 

Position Field Title Length Description and Remarks 

Each payment amount must be entered in U. S. dollars and 

cents. Do not enter dollar signs, commas, decimal points, or 
NEGATIVE PAYMENTS (except those items that reflect a 
loss on Form 1099-B and must be negative overpunched in the 

units position). Payment amounts MUST be right-justified and 

unused positions MUST be zero filled. Federal income tax 

withheld is not reported as a negative amount for any form. 

NOTE 1: If any one payment amount exceeds "9999999999" 
(dollars and cents), as many SEPARATE Payee "B" Records 
as necessary to contain the total amount MUST be submitted 

for the Payee. 

NOTE 2: If you file 1099-MISC, and you are reporting a 
Direct Sale of $5, 000 or more, enter 0000000100 in Payment 
Amount 9. This will not represent an actual money amount; 
this is an indicator of direct sales. (Refer to Part B, Sec. 2, 
NOTE 3, of the Amount Indicators, Form 1099-MISC, for 
clarification. ) 

52-61 

62-71 

72-81 

82-91 

92-101 

102-111 

112-121 

122-131 

132-141 

142-161 

Payment 
Amount 1 

Payment 
Amount 2 

Payment 
Amount 3 

Payment 
Amount 4 

Payment 
Amount 5 

Payment 
Amount 6 

Payment 
Amount 7 

Payment 
Amount 8 

Payment 
Amount 9 

Blank 

10 

10 

10 

10 

10 

10 

10 

10 

10 

20 

The amount reported 
Amount Code 1 in the 

The amount reported 
Amount Code 2 in the 

The amount reported 
Amount Code 3 in the 

The amount reported 
Amount Code 4 in the 

The amount reported 
Amount Code 5 in the 

The amount reported 
Amount Code 6 in the 

The amount reported 
Amount Code 7 in the 

The amount reported 
Amount Code 8 in the 

The amount reported 
Amount Code 9 in the 

Enter blanks. 

in this field represents payments for 
Payer/Transmitter "A" Record. 

in this field represents payments for 
Payer/Transmitter "A" Record. 

in this field represents payments for 
Payer/Transmitter "A" Record. 

in this field represents payments for 
Payer/Transmitter "A" Record. 

in this field represents payments for 
Payer/Transmitter "A" Record. 

in this field represents payments for 
Payer/Transmitter "A" Record. 

in this field represents payments for 
Payer/Transmitter "A" Record. 

in this field represents payments for 
Payer/Transmitter "A" Record. 
in this field represents payments for 

Payer/Transmitter "A" Record. 

162 

163-180 

Foreign 
Country 
Indicator 

Blank 18 

REQUIRED. If the payee address is in a foreign country, 
enter a "1" in this field. This will allow you to use any format 
for the Payee Address, City, State and ZIP Code. Address 
information must not appear in the First or Second Payee 
Name Lines. You may choose to use the foreign country codes 
provided in Part A, Sec. 14; however, the U. S. Postal Service 
will not recognize these foreign codes for mailing purposes. 

If the address for the payee is a U. S. address, you must enter 
a blank in this field. The free address format may only be 
used for foreign addresses. For U. S. addresses, you must use 
the U. S. Postal Service state abbreviations in diskette positions 
152 and 153 of Sector 2 of the "B" Record. These abbrevia- 
tions are provided in Part A, Sec. 14. 

Enter blanks. 
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RECORD NAME: PAYEE "B" RECORD — Continued 

Mini-Disk 

Position 

SECTOR 2 

3-42 

43-82 

83-122 

123-151 

152-153 

154-162 

Field Title 

Record 
Sequence 

Record Type 

First Payee 
Name Line 

Second Payee 
Name Line 

Payee Mailing 
Address 

Payee City 

Payee State 

Payee ZIP 
Code 

Length 

40 

40 

40 

29 

Description and Remarks 

REQUIRED. Must be a "2". Used to sequence the sectors 
making up a Service PAYEE Record. 

REQUIRED. Enter "B". 
REQUIRED. Do not enter address information in this field. 
Enter the name of the payee (preferably surname first) whose 
Taxpayer identification number appears in positions 16-24 of 
Sector I of the "B" Record. If fewer than 40 characters are 
required, left-justify and fill unused positions with blanks. If 
more space is required for the name, utilize the Second Payee 
Name Line field below. If there are multiple payees, only the 
name of the payee whose Taxpayer Identification Number has 
been provided can be entered in this field. The names of the 
other payees should be entered in the Second Payee Name Line 
field. NOTE: WHEN REPOR TING FORM 1098, "MORT- 
GA GE INTERES T S TA TEMENT, " THE "A " RECORD 
WILL REFLECT THE NAME OF THE RECIPIENT OF 
THE INTERES T. THE "B" RECORD WILL REFLECT 
THE INDIVIDUAL PA YING THE INTEREST AND THE 
AMOUNT PAID. 

If the payee name requires more space than is available in the 
First Payee Name Line, enter only the remaining portion of 
the name in this field. If there are multiple payees (e. g. , 
partners or joint owners), this field may be used for those 
payees' names who are not associated with the Taxpayer 
Identification Number provided in positions 16-24 of Sector I 

of the "B" Record. Do not enter address information in this 
field. Left-justify and fill unused positions with blanks. FILL 
WITH BLANKS IF NO ENTRIES ARE PRESENT FOR 
THIS FIELD. 

REQUIRED. Enter mailing address of payee. Left-justify and 
fill unused positions with blanks. The address MUST be 
present. This field MUST NOT contain any data other than 
the payee's mailing address. 

REQUIRED. Enter the city, left-justify and fill the unused 
positions with blanks. Do not enter state and ZIP Code 
information in this field. 

REQUIRED. Enter the abbreviation for the state or foreign 
country (if you have chosen to use the foreign country 
abbreviations) as shown in Part A, Sec. 14. You MUST use 
valid U. S. Postal Service state abbreviations for U. S. ad- 
dresses; however, you are not required to use the foreign 
country codes. Refer to Part A, Sec. 14 for more information. 
Use this field for state or country abbreviations only. If the 
code used is for a foreign country, insert a "1" in the Foreign 
Country Indicator field which is located in position 162 of 
Sector I of the "B" Record. If the code used is for a state, 
enter a blank in the Foreign Country Indicator field. 

REQUIRED. Enter the valid 9 digit ZIP Code assigned by the 
U. S. Postal Service. If only the first 5 digits are known, 
left-justify and fill the unused positions with blanks. Use this 
field for the ZIP Code only. For foreign countries, alpha 
characters are acceptable as long as you have entered a "I" in 
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Mini-Disk 

Position Field Title 

RECORD NAME: PAYEE "B" RECORD — Continued 

Length Description and Remarks 

the Foreign Country Indicator field which is located in position 
162 of Sector I of the "B" Record. 

163-180 Blank 18 Enter blanks. 

SECTOR 3 The following is the field description for Sector 3 of Forms 1098, 1099-DIV, 1099-G, 1099-1NT, 
1099-MISC, 1099-PATR, 1099-R and 5498. See Part B. Sec. 7, 8, 9 and 10 for field descriptions for 
Sector 3 of Forms 1099-A, 1099-B, 1099-OID and W-2G. If you are not utilizing the Special Data 
Entries field and you are not participating in the Combined Federal/State Program, Sector 3 can be 
eliminated for all forms EXCEPT Forms 1099-A, 1099-B, 1099-OID and W-2G. 

3-32 

33-99 

100-101 

Record 
Sequence 

Record Type 

Blank 

Special Data 
Entries 

State Code 

30 

67 

REQUIRED. Must be a "3". Used to sequence the sectors 
making up a Service PAYEE Record. 

REQUIRED. Enter "B". 
Enter blanks. 

This portion of the Payee "B" Record may be used to record 
information for state or local government reporting or for the 
filer's own purposes. Payers should contact their state or local 
revenue departments for their filing requirements. If this field 
is not utilized, ENTER BLANKS. 

If this payee record is to be forwarded to a state agency as 
part of the Combined Federal/State Filing Program, enter the 
valid state code from Part A, Sec. 12. 10. For those states NOT 
participating in this program or for Form 1098, ENTER 
BLANKS. 

102-180 Blank 79 Enter blanks. 

SEC. 6. PAYEE "B" RECORD — RECORD LAYOUTS FOR SECTOR 1 THROUGH 3 OF FORMS 1098, 1099-DIV, 
1099-G, 1099-INT, 1099-MISC, 1099-PATR, 1099-R, 5498 AND SECTOR 1 AND 2 OF FORMS 1099-A, 
1099-B, 1099-OID AND W-2G. 

. 01 See Part B, Sec. 7, 8, 9 and 10 for the field descriptions and record layouts for Sector 3 of Form 1099-A, 
1099-B, 1099-OID and W-2G. 
Sector I 

RECORD 
SEQUENCE 

RECORD PAYMENT DOCUMENT 
TYPE YEAR SPECIFIC 

CODE 

BLANK CORRECTED 
RETURN 

INDICATOR 

NAME 
CONTROL 

BLANK 

Sector 1 (Continued) 

3-4 5-6 9-12 13-14 

TYPE 
OF 

TIN* 

TAXPAYER 
IDENTIFICATION 

NUMBER* 

P AYERS 
ACCOUNT 

NUMBER FOR 
PAYEE* 

BLANK PAYMENT 
AMOUNT 

ONE 

PAYMENT 
AMOUNT 

TWO 

PAYMENT 
AMOUNT 

THREE 

15 16-24 

Sector 1 (Continued) 

25-44 45-51 52-61 62-71 72-81 

PAYMENT 
AMOUNT 

FOUR 

PAYMENT 
AMOUNT 

FIVE 

PAYMENT 
AMOUNT 

SIX 

PAYMENT 
AMOUNT 

SEVEN 

PAYMENT 
AMOUNT 

EIGHT 

PAYMENT 
AMOUNT 

NINE 
BLANK 

82-91 92-101 102-111 112-121 122-131 132-141 142-161 
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Sector 1 (Continued) 

FOREIGN 
COUNTRY 

INDICATOR 
BLANK 

162 163-180 

Sector 2 

RECORD 
SEQUENCE 

RECORD 
TYPE 

FIRST SECOND 
PAYEE NAME PAYEE NAME 

LINE LINE 

PAYEE 
MAILING PAYEE 

ADDRESS* CITY* 
PAYEE PAYEE 
STATE* ZIP CODE* 

BLANK 

1 2 3-42 43-82 83-122 123-151 152-153 154-162 163-180 

See Part B, Sec. 7, 8, 9 or 10 for field descriptions for Sector 3 of Forms 1099-A, 1099-B, 1099-OID and W-2G. 

Sector 3 

RECORD 
SEQUENCE 

RECORD 
TYPE BLANK 

SPECIAL 
DATA 

ENTRIES 
STATE 
CODE BLANK 

2 3-32 33-99 100-101 102-180 

*When reporting Form 1098 "Mortgage Interest Statement", the "B" Record will reflect the individual paying the 
interest and the amount paid. 

SEC. 7. PAYEE "B" RECORDS — FIELD DESCRIPTIONS AND RECORD LAYOUT FOR SECTOR 3 OF FORM 
1099-A 

. 01 This section contains information pertaining to Sector 3 of Form 1099-A. For detailed explanations of the 
1099-A fields see the 1987 "Instructions for Forms 1099, 1098, 5498, 1096, and W-2G" included in your reporting 
packages. 

. 02 See Part B. Sec. 5 for field descriptions for Sector 1 and 2 of the Payee "B" Record for Form 1099-A. 

. 03 FORM 1099 — A CANNOT BE FILED UNDER THE COMBINED FEDERAL/STATE FILING PROGRAM. 

Mini-Disk 
Position 

SECTOR 3 

Field Title 

Record 
Sequence 

Record Type 

RECORD NAME: PAYEE "B" RECORD 
FORM I099-A — Sector 3 ONL Y 

Length Description and Remarks 

REQUIRED. Must be a "3". Used to sequence the sectors 
making up a Service PAYEE Record. 

REQUIRED. Enter "B". 
3-32 

33-55 

56-61 

62 

Blank 

Special Data 
Entries 

Lender's 
Date of 
Acquisition 
or Knowledge 
of Abandonment 

Liability 
Indicator 

30 

23 

Enter blanks. 

This portion of the payee "B" Record may be used to record 
information for state or local government reporting or for the 
filer's own purposes. Payers should contact their state or local 
revenue departments for their filing requirements. If this field 
is not utilized, ENTER BLANKS. 

REQUIRED FOR FORM I099-A ONLY. Enter the date of 
the acquisition of the secured property or the date you first 
knew or had reason to know that the property was abandoned 
in the format MMDDYY. DO NOT ENTER HYPHENS OR 
SLASHES. 

REQUIRED FOR FORM I099-A ONLY. Enter the appropri- 
ate indicator from the table as follows: 
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Mini-Disk 
Position Field Title 

RECORD NAME: PAYEE "B" RECORD — Continued 

FORM 1099-A — Sector 3 ONL Y 

Length Description and Remarks 

SECTOR 3 — Continued 

Indicator 
I 

Blank 

Usage 
Borrower is personally liable for repayment 
of the debt. 
Borrower is not liable for repayment of the 
debt. 

63-99 Description 37 REQUIRED FOR FORM 1099-A ONL Y. Enter a brief 
description of the property. For example, for real property, 
enter the address, or if the address does not sufficiently 
identify the property, enter the section, lot and block. For 
personal property, enter the type, make, and model (e. g. , 
Car-1987 Buick Regal or Office Equipment, etc. ). If fewer 
than 37 positions are required, left-justify and fill unused 
positions with blanks. 

100-180 Blank 81 Enter blanks. 

RECORD NAME: PAYEE "B" RECORD 
FORM 1099-A — Sector 3 ONL Y 

PAYEE "B" RECORD — RECORD LAYOUT FOR SECTOR 3 OF FORM 1099-A 

Sector 3 — Form 1099-A ONLY 

RECORD 
SEQUENCE 

RECORD 
TYPE BLANK 

SPECIAL 
DATA 

ENTRIES 

LENDER'S 
DATE OF 

ACQUISITION 
LIABILITY 

INDICATOR 

I 2 3-32 33-55 56-61 62 

DESCRIPTION BLANK 

63-99 100-180 

SEC. 8. PAYEE "B" RECORDS— 
FIELD DESCRIPTIONS AND 
RECORD LAYOUT FOR SECTOR 3 
OF FORM 1099-B 

. 01 This section contains the gen- 

eral payment information for Sector 
3 of Form 1099-B. For detailed 

explanations of the 1099-B fields see 
the 1987 "Instructions for Forms 
1099, 1098, 5498, 1096, and W-2G" 
and 1987 "Instructions for Reporting 
Real Estate Transactions on Form 
1099-B. " 

. 02 See Part B. Sec. 5 for field 

descriptions for Sector I and 2 of the 
Payee "B" Record for Form 1099-B. 

. 03 FORM 1099-B CANNOT BE 
FILED UNDER THE COMBINED 
FEDERAL/STATE FILING PRO- 
GRAM. 

Mini-Disk 
Position 

SECTOR 3 

Field Title 

Record 
Sequence 

RECORD NAME; PAYEE "B" RECORD 
FORM 1099-B — SECTOR 3 ONL Y 

Length Description and Remarks 

REQUIRED. Must be a "3". Used to sequence the sectors 
making up a Service PAYEE Record. 

3-32 

Record Type 

Blank 30 

REQUIRED. Enter "B". 
Enter blanks. 
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RECORD NAME: PAYEE "B" RECORD — Continued 
FORM 1099-B — SECTOR 3 ONL Y 

Mini-Disk 
Position Field Title Length Description and Remarks 

SECTOR 3 — Continued 

33-50 

51 

Special Data 
Entries 

Principal 
Residence 
Indicator 

18 This portion of the payee "B" Record may be used to record 
information for state or local government reporting or for the 
filer's own purposes. Payers should contact their state or local 
revenue departments for their filing requirements. If this field 
is not utilized, ENTER BLANKS. 

For real estate transactions reported on Form 1099-B only. 
The use of this field is not required. If it is not used, enter 
blanks. Enter appropriate indicator from the table below: 

Indicator Usage 
P Principal residence 
blank Other real estate 

52 Date of Sale 
Indicator 

REQUIRED FOR FORM 1099-B ONLY. Enter the appropri- 
ate indicator from the table below: 

Indicator 
S 
blank 

Usage 
Date of sale is the actual settlement date 
Date of sale is the trade date or this is an 
aggregate indicator 

53-58 

59-73 

74-99 

Date of 
Sale/Closing 

CUSIP NUMBER 

Description 

15 

26 

REQUIRED FOR FORM 1099-B ONL Y. Enter the trade date 
or the actual settlement date of the transaction in the format 
MMDDYY. Enter blanks if this is an aggregate transaction. 
DO NOT ENTER HYPHENS OR SLASHES. For real estate 
transactions, enter the date of closing. 

REQUIRED FOR FORM 1099-B ONLY. Enter the CUSIP 
(Committee on Uniform Security Identification Procedures) 
number of the items reported for Amount Indicator "2" 
(stocks, bonds, etc. ). Enter blanks if this is an aggregate 
transaction. Enter "0" (zeros) if the number is not available. 
For CUSIP numbers with less than 15 characters, right-justify 
and fill the remaining positions with blanks. 

REQUIRED FOR FORM 1099-B ONL Y. Enter a brief 
description of the item or services for which the proceeds are 
being reported. If fewer than 26 characters are required, 
left-justify and fill unused positions with blanks. For regulated 
futures contracts, enter "RFC" and any amount subject to 
backup withholding. Enter blanks if this is an aggregate 
transaction. For real estate transactions, if you are reporting a 
refinancing, although you are not required to report it, enter 
"Refinancing". 

100-180 Blank 81 Enter blanks. 

PAYEE "B" RECORD — RECORD LAYOUT FOR SECTOR 3 OF FORM 1099-B 
Sector 3 

RECORD 
SEQUENCE 

RECORD 
TYPE BLANK 

SPECIAL 
DATA 

ENTRIES 

PRINCIPAL 
RESIDENCE 
INDICATOR 

DATE 
OF SALE 

INDICATOR 

DATE 
OF 

SALE 

CUSIP 
NUMBER 

3-32 33-50 51 52 53-58 59-73 
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Sector 3 (Continued) 

DESCRIPTION BLANK 

74-99 100-180 

SEC. 9. PAYEE "8" RECORD FIELD DESCRIPTIONS AND RECORD LAYOUT FOR SECTOR 3 0 
1099-OID 

. 01 This section contains the general payment information for Sector 3 of Form 1099-OID. For detailed 
explanattons of the 1099-OID fields see the 1987 "Instructions for Forms 1099, 1098, 5498, 1096, and W-2G. " 

02 See Part B. Sec. 5 for field descriptions for Sector 1 and 2 of the Payee "B" Record for Forms 1099-OID. 

Mini-Disk 
Position 

SECTOR 3 

Field Title 

RECORD NAME: PAYEE "B" RECORD 
FORM I099-OID — SECTOR 3 ONL Y 

Length Description and Remarks 

3-32 

33-73 

74-99 

100-101 

102-180 

Record 
Sequence 

Record Type 

Blank 

Special Data 
Entries 

Description 

State Code 

Blank 

30 

41 

26 

79 

REQUIRED. Must be a "3". Used to sequence the sectors 
making up a Service PAYEE Record. 

REQUIRED. Enter "B". 
Enter blanks. 

This portion of the payee "B" Record may be used to record 
information for state or local government reporting or for the 
filer's own purposes. Payers should contact their state or local 
revenue departments for their filing requirements. If this field 
is not utilized, ENTER BLANKS. 

REQUIRED FOR FORM I099-OID ONLY. Enter a brief 
description of the item or services for which the proceeds are 
being reported. If fewer than 26 characters are required, 
left-justify and fill unused positions with blanks. 

If this payee record is to be forwarded to a state agency as 
part of the Combined Federal/State Filing Program, enter the 
valid state code from Part A, Sec. 12. 10. For those states NOT 
participating in this program ENTER BLANKS. 

Enter blanks. 

PAYEE "B" RECORD — RECORD LAYOUT FOR SECTQR 3 QF FQRM 1099-QID 

Sector 3 

RECORD 
SEQUENCE 

RECORD 
TYPE 

BLANK SPECIAL 
DATA 

ENTRIES 

DESCRIPTION STATE 
CODE 

BLANK 

3-32 33-73 74-99 100-101 102-180 

SEC. 10. PAYEE "8" RECORDS — FIELD DESCRIPTIONS AND RECORD LAYOUT FOR SECTOR 3 OF FORM 
W-2G. 

. 01 This section contains the general payment information for Sector 3 of Form W-2G. For detailed explanations 
of the W-2G fields see the 1987 "Instructions for Forms 1099, 1098, 5498, 1096, and W-2G" included in your 
reporting packages. 

. 02 See Part B. Sec. 5 for field descriptions for Sector I and 2 of the Payee "B" Record for Form W-2G. 
03 FORM W-2G CANNOT BE FILED UNDER THE COMBINED FEDERAL/STATE FILING PROGRAM. 
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Mini-Disk 
Position 

SECTOR 3 

Field Title 

Record 
Sequence 

Record Type 

RECORD NAME: PAYEE "B" RECORD 
FORM W-2G — SECTOR 3 ONLY 

Length Description and Remarks 

REQUIRED. Must be a "3". Used to sequence the sectors 
making up a Service PAYEE Record. 

REQUIRED. Enter "B". 
3-32 

33-38 

39-53 

54-58 

59-63 

64-68 

69-83 

84-98 

Blank 

Date Won 

Transaction 

Race 

Cashier 

Window 

First ID 

Second ID 

30 

15 

15 

15 

Enter blanks. 

REQUIRED FOR FORM W-2G ONLY. Enter the date of the 
winning event in MMDDYY format. This is not the date the 
money was paid, if paid after the date of the race (or game). 
DO NOT ENTER HYPHENS OR SLASHES. 

REQUIRED FOR FORM W-2G ONLY. If applicable, the 
ticket number, card number (and color, if applicable), machine 
serial number or any other information that will help identify 
the winning transaction. Not applicable for horse and dog 
racing, Jai-alai, and certain other wagering transactions, 
sweepstakes, wagering pools and certain lotteries. If no entry, 
enter blanks. 

REQUIRED FOR FORM W-2G ONLY. The race (or game) 
applicable to the winning ticket. If no entry, enter blanks. 

REQUIRED FOR FORM W-2G ONLY. If applicable, the 
initials of the cashier and/or the window number making the 
winning payment. If no entry, enter blanks. 

REQUIRED FOR FORM W-2G ONLY. If applicable, the 
location of the person paying the winnings. If no entry, enter 
blanks. 

REQUIRED FOR FORM W-2G ONLY. If applicable, the 
first identification number of the person receiving the win- 

nings. If no entry, enter blanks. 

REQUIRED FOR FORM W-2G ONLY. If applicable, the 
second identification number of the person receiving the 
winnings. If no entry, enter blanks. 

99-180 Blank 82 Enter blanks. 

PAYEE "B" RECORD — RECORD LAYOUT FOR SECTOR 3 OF FORM W-2G 
SECTOR 3 — W-2G 

RECORD 
SEQUENCE 

RECORD 
TYPE BLANK DATE WON TRANSACTION RACE CASHIER 

I 2 3-32 33-38 39-53 54-58 59-63 

WINDOW 

64-68 

FIRST 
ID 

69-83 

SECOND 
ID 

84-98 

BLANK 

99-180 

SEC. 11. END OF PAYER "C" 
RECORD 

. 01 The "C" Record consists of 
one 180-position sector. The Control 
Total fields are each 15 positions in 
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length. 

. 02 The End of Payer "C" Record 
is a summary record for a type of 
return for a given payer. 

. 03 The "C" Record will contain 

the total number of payees and the 

totals of the payment amount fields 

filed by a given payer. The "C" 
Record must be written after the last 

Payee "B" Record for each type of 



return for a given payer. For each "A" Record and group of "B" 
Records on the file, there must be a 
corresponding "C" Record. 

. 04 In developing the "C" Record, 
for example, if you used Amount 
Codes I, 3 and 6 in the "A" Record, 
the totals from the "B" Records will 

appear in Control Totals I, 3 and 6 
of the "C" Record. In this example, 

positions 27-41, 57-86, and 102-146 
would be zero filled. 

. 05 Payers/Transmitters must ver- 

ify the accuracy of the totals in the 
"C" Record and must enter the 
totals on the transmittal, Form 4804, 

4802 or computer generated substi- 

tute, which will accompany the ship- 

ment. The lines used on Forms 4804 
and 4802 to record payment amounts 

correspond with the Amount Codes 
used in the "A" Record. These 
forms were updated in 1986. 

Mini-Disk 
Position 

SECTOR I 

3-8 

9-11 

Field Title 

Record 
Sequence 

Record Type 

Number of 
Payees 

Blank 

RECORD NAME: END OF PAYER "C" RECORD 

Len th Descri tion and Remarks 

REQUIRED. Must be a "I". Used to sequence the sectors 
making up a Service PAYEE Record. 

REQUIRED. Enter "C". 
REQUIRED. Enter the total number of Payee "B" Records 
covered by the preceding Payer/Transmitter "A" Record. 
Right-justify and zero fill. 

3 Enter blanks. 

REQUIRED. If any corresponding Payment Amount fields are present in the Payee "B" Records, accumulate into 
the appropriate Control Total field. RIGHT-JUSTIFY AND ZERO FILL UNUSED CONTROL TOTAL FIELDS. 
Please note that all Control Total fields are 15 positions in length. 

12-26 

27-41 

42-56 

57-71 

72-86 

87-101 

102-116 

117-131 

132-146 

Control 
Total 1 

Control 
Total 2 
Control 
Total 3 
Control 
Total 4 
Control 
Total 5 
Control 
Total 6 
Control 
Total 7 
Control 
Total 8 
Control 
Total 9 

15 

15 

15 

15 

15 

15 

15 

15 

15 

147-180 Blank 34 Enter blanks. 

END OF PAYER "C" RECORD — RECORD LAYOUT 
Sector I 

RECORD 
SEQUENCE 

RECORD NUMBER OF 
TYPE PAYEES 

CONTROL CONTROL CONTROL CONTROL 
BLANK TOTAL I TOTAL 2 TOTAL 3 TOTAL 4 

I 2 3-8 9-11 12-26 27-41 42-56 57-71 

72-86 87-101 102-116 117-131 132-146 

Sector I (Continued) 

CONTROL CONTROL CONTROL CONTROL CONTROL 
TOTAL 5 TOTAL 6 TOTAL 7 TOTAL 8 TOTAL 9 BLANK 

147-180 
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SEC. 12. STATE TOTALS "K" RECORD 
. 01 The "K" Record consists of one 180-position sector. The Control Total fields are each 15 positions in length. 
. 02 The State Totals "K" Record is a summary for a given payer and a given state in the Combined Federal/Sta« 

Filing Program, used ONLY when state reporting approval has been granted. 
. 03 The "K" Record will contain the total number of payees and the totals of the payment amount fields filed by a 

given payer for a given state. The "K" Record(s) must be written after the "C" Record for the related «A" Record. 
. 04 There MUST be a separate "K" Record for each state being reported. 
. 05 Refer to Part A, Sec. 12 for the requirements and conditions that MUST be met to file on this program. 

RECORD NAME: END OF PAYER "K" RECORD 

Mini-Disk 
Position 

SECTOR 1 

3-8 

9-11 

Field Title 

Record 
Sequence 

Record Type 

Number of 
Payees 

Blank 

Length Description and Remarks 

REQUIRED. Must be a "I". Used to sequence the sectors 
making up a Service PAYEE Record. 

REQUIRED. Enter "K". 
REQUIRED. Enter the total number of Payee "B" Records 
being coded for this state. Right-justify and zero fill. 

3 Enter blanks. 

REQUIRED. If any corresponding Payment Amount fields are present in the Payee "B" Records, accumulate into 

the appropriate Control Total field. RIGHT-JUSTIFY AND ZERO FILL UNUSED CONTROL TOTAL FIELDS. 
Please note that all Control Total fields are 15 positions in length. 

12-26 

27-41 

42-56 

57-71 

72-86 

87-101 

102-116 

117-131 

132-146 

147-178 

179-180 

Control 
Total 1 

Control 
Total 2 
Control 
Total 3 
Control 
Total 4 
Control 
Total 5 
Control 
Total 6 
Control 
Total 7 
Control 
Total 8 
Control 
Total 9 

Blank 

State Code 

15 

15 

15 

15 

15 

15 

15 

15 

15 

32 Enter blanks. 

REQUIRED. Enter the code assigned to the state which is to 
receive the information. Refer to Part A, Sec. 12. 10. 

END OF PAYER "K" RECORD — RECORD LAYOUT 
Sector 1 

RECORD RECORD NUMBER OF CONTROL CONTROL CONTROL CONTROL 
SEQUENCE TYPE PAYEES BLANK TOTAL 1 TOTAL 2 TOTAL 3 TOTAL 4 

Sector I (Continued) 

3-8 9-11 12-26 27-41 42-56 57-71 

CONTROL 
TOTAL 5 

CONTROL 
TOTAL 6 

CONTROL 
TOTAL 7 

CONTROL CONTROL STATE 
TOTAL 8 TOTAL 9 BLANK CODE 

72-86 87-101 102-116 117 131 132 146 147-178 179-180 
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13. END OF TRANSMISSION "F" RECORD 
. 01 The "F" Record consists of one 180-position Sector. The "F" Record is a summary of the number of payers 

and mini-disks in the entire file. 
. 02 This record should be written atter the last "C" Record (or "K" Record, when aPPlicable) of the entire file. 
03 A Record Sequence indicator is not required for the "F" Record. 

RECORD NAME: END OF TRANSMISSION "F" RECORD 

Mini-Disk 
Position 

2-5 

6-8 

9-30 

Field Title 

Record Type 

Number of "A" Records 

Number of 
Mini-Disks 

Zero 

Length Description and Remarks 

1 REQUIRED. Enter F 

You may enter the total number of Payer/Transmitter "A" 
Records in this transmission. Right-justify and zero fill or 
enter all zeros. 

You may enter the total number of mini-disks in this 
transmission. Right-justify and zero fill or enter all zeros. 

22 Enter zeros. 

31-180 Blank 150 Enter blanks. 

END OF TRANSMISSION "F" RECORD — RECORD LAYOUT 
Sector 1 

RECORD NUMBER OF NUMBER OF 
TYPE "A" RECORDS MINI-DISKS ZERO BLANK 

2-5 6-8 9-30 31-180 

26 CFR 601. 602: Tax forms and instructions. 
(A/so Parr I, Sections 1441, /442, 1443, 1461, 
1462, /463, 1464, 60/I; 1. 1441-1, 1. 1442-1, 
/. 1443-1, 1. 1461-2, 1. 1462-/, 1. 1463-1, 
/. 1464-1, /. 60/1-1. ) 

Rev. Proc. 87-63 

PART A — GENERAL 

SECTION 1. PURPOSE 

The purpose of this Revenue Pro- 
cedure is to update and supersede 
Rev. Proc. 86-40, 1986-2 C. B. 702, 
that sets forth the requirements and 
conditions under which withholding 
agents, as defined in Section 5. 01 
below, may file Form 1042S, Foreign 
Person's U. S. Source Income Subject 
to Withholding, on magnetic tape. 

SEC. 2. NATURE OF 
CHANGES (TAX YEAR 1987) 

For tax year 1987, the following 
changes have been included in this 
revenue procedure: 

(a) A section has been added 
called "Important Notes and Com- 
mon Errors" to assist filers in sub- 
mitting good data to IRS (Part A, 
Sec. 4). 

(b) Additional information con- 

cerning application Form 4419 has 
been added to Part A, Sec. 5. 03. 

(c) Information has been included 
concerning waiver Form 8508 in Part 
A, Sec. 5. 07. 

(d) Information has been included 
concerning the disposition of paper 
documents to the Philadelphia Ser- 
vice Center. (Part A, Sec. 5. 08). 

(e) Information has been added 
concerning transmittal Form 4804 
and the affidavit contained on the 
form which must be signed by the 
withholding agent or their appointed 
agent. (Part A, Sec. 6). 

(f) Information has been included 
concerning the external media label, 
Form 5064, and the information re- 
quired on it. (Part A, Sec. 6. 05, and 
Part B, Sec. 1. 05). 

(g) Beginning in TY87, withhold- 
ing agents with 250 or more Forms 
1042S must file via magnetic tape. 
(Part A, Sec. 5. 02). 

(h) A note has been added in Part 
A, Sec. 6. 06 to inform filers not to 
submit their files to IRS using "Col- 
lect on Delivery" or "Charged to 
IRS" shipping methods. 

(i) Additional information has 
been added concerning extensions of 

time to file your magnetic tape. (Part 
A, Sec. 7). 

(j) Additional information con- 
cerning corrected returns has been 
added to Part A, Sec. 9. Filers are 
now required to submit their corrected 
documents via magnetic tape if they 
file 250 or more corrected returns. A 
note has also been added that correc- 
tions should be filed by September 1. 

(k) A note has been included in 
Part A, Sec. 11. 02, to alert filers not 
to ship their tape files to IRS using 
special containers, since IRS cannot 
guarantee return of such containers. 

(I) A warning has been added to 
Part A, Sec. 12. 02 concerning the 
asterisk before the surname in the 
Recipient "Q" Record. The asterisk 
may be omitted ONLY when the 
surname is listed first. In such cases, 
it is INVALID if the asterisk is in 
the leftmost position. 

(m) Beginning in TY87, it will be 
optional whether or not the filer 
codes an End of Reel "Z" Record in 
a multi-reel file. This has been ad- 
dressed in Part B, Sec. 1. 03. 

(n) Information has been added in 
Part B, Sec. 1. 04 to define a multi- 

1987-2 C. B. 809 



reel file, and to clarify the sequence 
of records in a multi-reel file. 

(o) In Part B, Sec. 2. 02, a defini- 
tion has been added for multi-reel 
file. 

(p) For the record descriptions 
(4cTt'I ccrc&t (L'Wll icZtl d 46Y7&) , an 
in Part B, Sections 4-8, the heading 
"Element" has been removed, and 
the heading "Length" has been 
added to indicate the field lengths. 

(q) In Part B, Sec. 5, Recipient "Q" Record, Positions 137-138, the 
country code for Trust Territory of 
the Pacific Islands has changed from 
4cNQ7) to c(PS&t 

(r) Peoples Republic of China has 
been added to the list of tax treaty 
countries; South Africa has been de- 
leted from that listing. 

(s) The following countries have 
been added to the country 
listing: Federated States of 
Micronesia (FM) and Marshall Is- 
lands (RM). 

(t) In Part B, Sec. 5, Recipient 
"Q" Record, Positions 350-351, "In- 
come Code List", three new income 
codes have been added. They are: 

24 — Real estate investment trust 
(REIT) distributions of capital 
gains. 

25 — Publicly traded partnership 
and trust distributions subject to 
IRC section 1445. 

26 — Unsevered growing crops 
and timber distributions by a pub- 
licly traded partnership or trust 
subject to IRC section 1445. 

(u) In Part B, Sec. 5, Recipient 
"Q" Record, Positions 367-368, a 
new tax rate of 34 percent has been 
added. The tax rate of 34 percent is 
only valid with Income Codes 24 and 
25. 

(v) In Part B, Sec. 5, Recipient 
"Q" Record, the name and address 
fields have been revised to accept 
certain punctuation in those fields, 

(w) Instructions have been revised 
with respect to the Province Name 
and Code (Part B, Sec. 5, Positions 
304-318). 

(x) Changes to list of country 
codes: Navassa Island has been re- 
moved; the parenthetical reference to 
the Canal Zone for Panama has been 
deleted; the name of the country of 
"Bur kina" has been corrected to 
"Burkina Faso"; and since there are 
two Christmas Islands with different 
codes, both have been listed. 

SEC. 3. BACKGROUND — PRIOR 
YEAR CHANGES (Tax Year 1986) 

For Tax Year 1986 the following 
changes were included in Revenue 
Procedure 86-40: 

One new country code was added: 

Country Country Code 

For Aruba, the Netherlands Antil- 
les tax treaty rates will apply. 

. 08 Part B, Section 5, Income 
Code (positions 350-351 of the Recipi- 
ent "Q" record). Income Code 20 
(" Other Income" ) was reassigned a 
new code number of "50", and a 
new income category was added as 
Income Code 20: 

. 01 Part A, Section 2 was revised 
to address requirements to report on 
magnetic tape when 500 or more 
forms are to be filed, and address 
requests for waiver of the magnetic 
tape filing requirement as a result of 
undue hardship. 

. 02 Part A, Section 3. 05 was in- 
serted to address consolidation of 
withholding agent data. 

. 03 Part A, Section 5. 03 was in- 
serted to address procedures for cor- 
recting magnetic tape files. 

. 04 Part A, Section 7, a new para- 
graph . 06 was inserted to clarify 
situations under which more than one 
record for a recipient is to be submit- 
ted. 

. 05 Part A, Section 8 was deleted 
since the information has now been 
incorporated into the revised Part A, 
Section 2. 

. 06 Part B, Section 4, State Code 
Table. State Code "TT" was added 
for the Mariana Islands. This new 
code value will apply to all state code 
references: 

Part B, Section 4, positions 
115-116 of the Transmitter "T" 
record; 

Part B, Section 5, positions 
101-102 of the Recipient "Q" record; 

Part B, Section 5, positions 
328-329 of the Recipient "Q" record; 

Part B, Section 6, positions 
103-104 of the Withholding Agent "W" record. 

. 07 Part B, Section 5, Country 
Code (positions 137-138 of the Recip- 
ient "Q" record). 

Income Code Meaning 
20 Earnings as an A«tst 

or Athlete 
50 Other Income (non- 

personal service com- pensationss) 

Note that if Compensations covered 
under Income Codes 16-19 are di- 

rectly attributable to the recipient's 
occupation as an artist or athlete, 
Income Code 20 should be used. 

The meaning of Income Code '14' 
was expanded to read "Pensions, 
annuities, alimony, and/or insurance 
premiums". 

. 09 Part B, Section 5, Recipient 
Type (position 352-353 of the Recipi- 
ent "Q" record). A new recipient 
type code was added and two other 
codes were reassigned new numbers. 
"Other" recipient type had changed 
its code value from "09" to "19". 
"Unknown" recipient type has its 
code value changed from "10" to 
"20". Recipient Type '09' represents 
an "Artist or Athlete". Note that 
wherever appropriate, recipient type 
'09' should be used instead of recipi- 
ent type '01' (Individual), '02' (Cor- 
poration), or '03' (Partnership). 

. 10 Part B, Section 5, Tax Rate 
(positions 367-368 of the Recipient 
"Q" record). 
Tax Rate "08" was added as a valid 
rate. 
The tax treaty rates have changed on 
certain types of income for Canada, 
United Kingdom, and Italy. 
Additionally, Barbados and Cyprus 
now are tax treaty countries. 

. 11 Effective January I, 1987, the 
National Computer Center (NCC) as- 
sumed the responsibility for process- 
ing Forms 1042S on magnetic tape. 
Forms 1042S on MAGNETIC TAPE 
should no longer be sent to Philadel- 
phia Service Center. Forms 1042 and 
any PAPER document Forms 1042S 
should continue to be filed at the 
Philadelphia Service Center. 

SEC. 4. IMPORTANT NOTES 
AND COMMON ERRORS 

To prevent the data from being 
submitted incorrectly, and to expedite 
the processing of your data files, the 
following information is being pro- 
vided to point out the more corn- 
monly made errors by the filers of 
Form 1042S information. FAII URF 
TO FORMAT YOUR RECORDS 
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CORRECTLY WILL RESULT IN 
YOUR FILE BEING RETURNED 
TO YOU FOR CORRECTION. DE- 
VIATIONS CANNOT AND WILL 
NOT BE PERMITTED IN ANY OF 
THE DATA FIELDS. THIS REVE- 
NUE PROCEDURE IS TO BE FOL- 
LOWED EXACTLY AS WRITTEN, 
AND FAILURE TO COMPLY MAY 
RESULT IN PENALTIES BEING 
ASSESSED. 

l. A Transmitter Control Code 
(TCC) is a 5-character alpha-numeric 
code assigned to magnetic tape filers 
of information returns to IRS. If you 
submit your Form 1042S data via 
magnetic tape, you MUST have a 
separate TCC assigned to you specifi- 
cally for Form 1042S data. YOU 
CANNOT USE THE TCC AS- 
SIGNED TO YOU FOR FORMS 
1099, OR OTHER MAGNETIC ME- 
DIA PROCESSING. A valid Form 
1042S TCC will begin with the two 
digits 22. You must submit a Form 
4419, Application for Magnetic Me- 
dia Reporting of Information Returns 
to NCC at least 30 days prior to 
March 15 to be assigned a Form 
1042S TCC. (See Part A, Sec. 5. 03, 
. 04). 

2. The only acceptable medium to 
file Forms 1042S magnetically is via 
magnetic tape at this time. It is NOT 
acceptable to submit your data on 8" 
or 5 I/4" diskettes, cassettes, or 
mini-disks. (See Part A, Sec. 5. 08). 

3. The only paper documents that 
will accompany your magnetic tape 
file to the National Computer Center 
are the transmittal Forms 4804 
and/or 4802. DO NOT SEND ANY 
PAPER FORMS 1042, 1042S, 1001, 
4224, 8233 or W-8 TO THE IRS 
NATIONAL COMPUTER CEN- 
TER. They will go to the Philadel- 
phia Service Center (see Part A, Sec. 
5. 08 for address). If you wish, you 
may send a "Photocopy" of the 
Form 1042 with your magnetic tape 
submission if you annotate it as a 
"Photocopy" and attach it to Form 
4804. 

4. Form 4804, Transmittal of In- 
formation Returns Reported on Mag- 
netic Media, must accompany your 
magnetic tape shipment. NOTE: WE 
WILL NOT PROCESS YOUR FILE 
UNTIL WE HAVE RECEIVED A 
COMPLETED AND SIGNED 
FORM 4804 FROM YOUR ORGAN- 
IZATION. You MUST indicate two 

money totals on Form 4804, which 

are "Total Gross Income Paid" and 
"Total Amount of Tax Withheld". 
These money totals will reflect the 

totals of all of the Withholding "W" 
Records in your file. Failure to in- 

clude the two money totals will delay 

the processing of your file. (See Part 
A, Sec. 6. 01 through 6. 05). 

5. Recipient surnames are used to 
computer-generate sort names. Use 
an asterisk to indicate the beginning 
of the surname for this purpose. If 
the surname is the first name on the 

line, the asterisk MUST be omitted, 
since the asterisk cannot be the first, 
leftmost character of the name. I f 
this is not the case, files omitting the 
asterisk WILL be automatically re- 
turned for replacement. (See Part A, 
Sec. 12. 02, . 03). 

6. Transmitter "T" Record — The 
Transmitter "T" Record MUST be 
the first data record on a reel, and 
MUST appear on each reel in the file 
sent by the Transmitter. FAILURE 
TO CODE A "T" RECORD AS 
THE FIRST RECORD ON EACH 
REEL IN YOUR FILE WILL RE- 
SULT IN THE FILE BEING RE- 
TURNED FOR CORRECTION. (See 
Part B, Sec. 4). 

7. EINs — If you do not have the 
Employer Identification Numbers 
(EIN) for the Transmitter, and/or 
Recipient, code the EIN fields with 
blanks, NOT all 9's or all zeros. 

8. Name and address fields — AC- 
CEPTABLE PUNCTUATION 
MARKS INCLUDE HYPHENS (-), 
AMPERSANDS (&), SLASHES (/), 
ASTERISKS (*), PERCENTS (~10), 
PERIODS (. ), COMMAS (, ) AND 
APOSTROPHES ('). DO NOT 
CODE TWO OR MORE CONSECU- 
TIVE BLANKS. The name and/or 
address will be considered invalid if 
you code other punctuation and/or 
two or more consecutive blanks in 
the name and address fields. 

9. Beginning in TY86, Type of 
Recipient code "10" was changed to 
"20" to indicate "Unknown". Code 
10 is no longer a valid recipient type 
code. YOUR FILE WILL BE RE- 
TURNED TO YOU FOR CORREC- 
TION IF YOU USE CODE "10" IN 
POSITIONS 352 — 353 OF THE RE- 
CIPIENT "Q" RECORD. 

10. Street Address — Recipient "Q" 
Record — Positions 244-278. Filers are 
not utilizing the 2nd and 3rd Name 
Line fields to code address informa- 
tion correctly, and are coding the 

City, State, Province and Postal 
Zone in the name lines, which is 

invalid. You are to use the 2nd and 

3rd Name Lines for Street Address 
information ONLY, and only if your 
Street Address is too long for the 35 
positions of the Street Address field. 
City, State, Province and Postal 
Zone information is invalid in the 
Name Line fields. Those items 
MUST be coded in the appropriate 
fields. DEVIATIONS WILL NOT 
BE PERMITTED IN THESE AD- 
DRESS FIELDS. YOUR FILE WILL 
BE RETURNED TO YOU FOR 
CORRECTION IF THE CITY, 
STATE, PROVINCE AND POSTAL 
ZONE FIELDS ARE NOT FOR- 
MATTED CORRECTLY. 

11. Province Name — Recipient 
"Q" Record — Positions 304 — 318. 
Filers are to use the two-digit Prov- 
ince Code for Canadian addresses, or 
the province name may be written 
out in full. 

12. State Code — Recipient "Q" 
Record — Positions 328 — 329. Posi- 
tions 328 — 329 in the Recipient "Q" 
Record are for the correct two-letter 
State Code for U. S. Addresses. Filers 
are erroneously coding the two- 
character COUNTRY code here, 
which is incorrect. 

13. Payer's Name — Recipient "Q" 
Record — Positions 380-414. Valid 
characters are now alphabetic, nu- 
meric, ampersands (&), hyphens (-), 
periods (. ), commas (, ) and apostro- 
phes ('). 

14. When submitting a multi-reel 
file (see definition in Part B, Sec. 
1. 04), it is important that the End of 
Transmission "Y" Record is not 
coded until the LAST record of the 
LAST reel in the file. Some filers are 
sending in "multi-reel" files where 
each and every tape in the file end 
with the "Y" Record, which is incor- 
rect. Some filers apparently are con- 
fusing the End of Transmission "Y" 
Record with the End of Reel "Z" 
Record. The "Z" Record can be 
coded as the last record on a reel in 
a multi-reel file to "subtotal" a 
group of "Q" Records for a single 
withholding agent ("W" Record). 
Starting in TY87, the End of Reel "Z" Record will be optional, so the 
last record on the reels may be either 
a Recipient "Q" Record or a With- 
holding Agent "W" Record I N- 
STEAD of the End of Reel "Z" 
Record. The End of Transmission 
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"Y" Record indicates to our pro- 
gram that the end of data has been 
reached, and the file closes at that 
point, and no further data will be 
read from the file. For example, if 
you send in a three reel file, the first 
and second reels will end with either 
a "Q", "W", or "Z" Record, and 
the third and last reel will end with a 
"Y" Record. 

15. Postal Zone Code — Recipient 
"Q" Record — Positions 319-327 — Do 
not code two or more consecutive, 
IMBEDDED blanks in this field. 

SEC. 5. APPLICATION FOR 
TAPE REPORTING AND 
REQUESTS FOR UNDUE 
HARDSHIP WAIVERS 

. 01 A withholding agent is defined 
as any person or entity, U. S. or 
foreign, required to withhold U. S. 
tax on payments of income subject to 
withholding from sources within the 
United States as provided for in 

Chapter 3 of the Internal Revenue 
Code. A withholding agent may be 
an individual, partnership, corpora- 
tion, trust, estate, government agency 
(Federal, State or local), association, 
or a tax-exempt foundation or organ- 
ization. 

. 02 Withholding agents must use 
magnetic tape to file 250 or more 
Forms 1042S with the Internal Reve- 
nue Service (IRS) for calendar year 
beginning on or after January 1, 
1987 (Tax Year 1987 and subsequent 
years). 

. 03 Withholding agents or their 
agents are required to complete Form 
4419, Application for Magnetic Me- 
dia Reporting of Information Re- 
turns. Applications should be filed 
with the National Computer Center 
(NCC) at least 30 days before the 
due date of the return. NOTE: Do 
NOT submit your Form 1042S data 
using a 1099 Transmitter Control 
Code (TCC) . Although the Form 
1042S TCC is NOT coded in the 
actual tape record, a separate file is 
maintained at NCC for Form 1042S 
filers; therefore, a separate TCC is 
required. NCC will act on an appli- 
cation and notify the applicant in 
writing within 30 days of receipt of 
the application. Magnetic tape re- 
turns may not be filed with IRS until 
the application has been approved. 

Once you have received a TCC for 
Form 1042S filing, it is not necessary 

to reapply each year. If you have any 
changes to Form 4419 (for example, 
if the name of your organization or 
the contact person changes) please 
notify IRS in writing so that your file 
can be updated. In ALL correspond- 
ence to NCC, refer to your current 
five-character numeric Transmitter 
Control Code to assist IRS in locat- 
ing your files. 

. 04 Application Form 4419 should 
be filed with the IRS National Com- 
puter Center BEFORE "test" files 
are submitted. 

. 05 IRS will assist new filers with 
their initial magnetic tape submission 
by reviewing "test" files submitted in 
advance of the filing season. Ap- 
proved withholding agents or their 
agents should submit "test" files to 
the Magnetic Media Specialist at the 
National Computer Center. As a 
guideline, IRS requires that all Form 
1042S "test" files be submitted be- 
tween January I and February 15. 
With all "test" data, include a trans- 
mittal Form 4804, 4802 or computer 
generated substitute marked as 
"TEST DATA" that identifies your 
five-character Transmitter Control 
Code (TCC) and total record and 
money amounts. Clearly mark the 
tape label Form 5064 as "TEST 
DATA", and indicate the total num- 
ber of Recipient "Q" Records in the 
block marked "Number of Payees". 

. 06 If your magnetic tape files 
have been prepared for you in the 
past by a service agency, and you 
now have computer equipment com- 
patible with that of IRS and wish to 
prepare your own files, you must 
request your own five-character TCC 
by filing application Form 4419. 

. 07 Withholding agents required to 
file Form 1042S on magnetic tape 
may receive a waiver from such 
requirements if filing on magnetic 
tape would create an undue hardship. 
The withholding agent may request a 
waiver from the filing requirements 
by submitting Form 8508, Request 
for Waiver From Filing Information 
Returns on Magnetic Media, with the 
IRS National Computer Center. If 
you as an individual or organization 
are filing as transmitter for other 
withholding agents, a separate Form 
8508 must be submitted for each 
withholding agent. ATTACHING A 
LIST OF WITHHOLDING 
AGENTS IS NOT ACCEPTABLE. 
Transmitters may file Form 8508 for 

persons required to file on magnetic 
media if all information requested on 
Form 8508 is provided for each wtth 
holding agent and if the transmitter 
or withholding agent signs the 
quest attesting that all information is 

true, correct, and complete. The 
waiver request must be filed with the 
IRS National Computer Center at 
least 90 days before the Forms 1042S 
are due to IRS. This waiver, if 
approved, will only provide exemp- 
tion from magnetic media filing for 
one tax year. Filers may not apply 
for a waiver for more than one tax 
year at a time. You must reapply 
each year that a waiver is necessary. 
Copies of Form 8508 may be ob- 
tained from the IRS National Com- 
puter Center and other IRS offices. 

. 08 Magnetic tape is the only per- 
missible magnetic medium for filing 
Forms 1042S and shall be filed in 
accordance with the applicable reve- 
nue procedures. Diskette and cassette 
reporting of Forms 1042S cannot be 
accepted at this time. Withholding 
agents should also be aware of cur- 
rent revenue procedures relating to 
magnetic tape and diskette reporting 
for wage and other information doc- 
uments. Copies of these other reve- 

nue procedures (with the exception of 
wage document information, which is 

provided by the Social Security Ad- 

ministration) as well all requests for 
filing Forms 1042S on magnetic tape 
(Form 4419), applicable revenue pro- 
cedures, waiver requests (pertaining 
to magnetic media filing only), and 

any other questions you may have 

regarding Forms 1042S should be 

directed to: 
Magnetic Media Reporting 
Internal Revenue Service 
National Computer Center 
P. O. Box 1359 
Martinsburg, West Virginia 
25401-1359 

The National Computer Center 

may also be contacted by telephone 

at (304) 263-8700. The hours of 
operation for telephone contact are 

between 8: 30 a. m. and 6: 30 p. m. , 
Eastern time. 

The address for filing Forms 1042 

(with a remittance attached, if appli- 

cable), 1001, 4224, 8233 or W-8, or 

for filing any PAPER document 

Forms 1042S will be: 
Internal Revenue Service 

Philadelphia Service Center 

Philadelphia, Pennsylvania 19255 
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NOTE: Do NOT send any original 
Forms 1042, 1001, 4224, 8233 or W-8 
with your magnetic tape submission 
to the IRS National Computer Cen- 
ter. Those documents will go to the 
Philadelphia Service Center. Form 
1042, Annual Withholding Tax Re- 
turn for U. S. Source Income of 
Foreign Persons, is a tax return used 
to verify the number of Forms 1042S 
filed on paper and/or magnetic tape. 
In certain cases, a withholding agent 
may be required to attach a remit- 
tance to Form 1042. All ORIGINAL 
Forms 1042 with attached remittances 
will be sent to the Philadelphia Ser- 
vice Center. If you wish, you may 
send a photocopy of Form 1042 
along with your magnetic tape sub- 
mission, so long as you clearly anno- 
tate the form as a photocopy, and 
attach it to Form 4804, Transmittal 
of Information Returns Reported on 
Magnetic Media. Do NOT send any 
checks to the National Computer 
Center; these will go to the Philadel- 
phia Service Center attached to the 
original Form 1042. 

SEC. 6. FILING OF TAPE 
REPORTS 

. 01 Form 4804, Transmittal of In- 
formation Returns Reported on Mag- 
netic Media, MUST accompany mag- 
netic tape submissions. If you file for 
multiple withholding agents and have 
the authority to sign the affidavit on 
Form 4804, you should also submit 
Form 4802, Transmittal for Multiple 
Magnetic Media Reporting. BE 
SURE TO INCLUDE FORM 4804, 
4802 OR COMPUTER GENER- 
ATED SUBSTITUTE WITH YOUR 
TAPE SHIPMENT. DO NOT MAIL 
THE TAPES AND THE TRANS- 
MITTAL DOCUMENTS SEPA- 
RATELY. IRS encourages the use of 
a computer generated substitute Form 
4804 which includes all necessary 
information requested on the current 
form. Paper information returns 
must be transmitted to the Philadel- 
phia Service Center. Do NOT send 
Forms l042S filed on paper forms to 
the lRS National Computer Center. 

. 02 The affidavit for Form 4804 
should be signed by the withholding 
agent; however, the transmitter, ser- 
vice bureau, paying agent, or disburs- 
ing agent (all hereafter referred to as 
agent), may sign the affidavit on 

behalf of the withholding agent if the 

conditions in (a), (b)(i), or (b)(ii), 
and (c) are met: 

(a) The agent has the authority to 
sign the affidavit under an agency 
agreement (either oral, written or 
implied) that is valid under the state 
law. 

(b)(i) The agent has the responsi- 
bility (either oral, written or implied) 
conferred on it by the payer to 
request the TINs of payees (or others 
for whom information is being re- 

ported), OR 
(ii) If the return of more than one 

withholding agent included in a single 
magnetic tape submission, covered by 
a single Form 4804, each payer has 
attested by affidavit to the agent that 
the payer has complied with the law 

in attempting to secure correct TINs. 
(c) The agent signs the affidavit 

and adds the caption "For: (name of 
withholding agent). " 

. 03 Although a duly authorized 
agent signs the affidavit, the with- 
holding agent is held responsible for 
the accuracy of the Form 4804, and 
the withholding agent will be liable 
for penalties for failure to comply 
with filing requirements. 

. 04 DO NOT REPORT THE 
SAME INFORMATION ON PAPER 
FORMS THAT YOU REPORT ON 
MAGNETIC TAPE. If you report 
part of your returns on paper and 
part on magnetic tape, be sure that 
duplicate returns, with the same in- 
formation, are not included on both. 
This does NOT mean that corrected 
documents are not to be filed. If a 
return has been prepared and submit- 
ted improperly, you must file a cor- 
rected return as soon as you are 
aware that a correction is necessary. 

. 05 Before submitting your mag- 
netic tape file, include the following: 

(a) A signed Form 4804 or com- 
puter generated substitute. 

(b) A Form 4802 if you transmit 
for multiple withholding agents and 
have the authority to sign the affida- 
vit on Form 4804. 

(c) The magnetic tape with an ex- 
ternal identifying label (Form 5064). 
Be sure to include your Form 1042S 
Transmitter Control Code (TCC), 
number of Recipient "Q" Records, 
reel sequence number, and type of 
documents (Forms 1042S). 

(d) On the outside of the shipping 
container, include a Form 4801 or a 
substitute for the form which reads 

"DELIVER UNOPENED TO TAPE 
LIBRARY — MAGNETIC MEDIA 
REPORTING — BOX of 

If there is only one container, 
mark the outside as Box l of l For 
multiple containers, include the se- 

quence (e. g. , Box l of 33, 2 of 33, 
etc. ). 

(e) If you were granted an exten- 
sion, include a copy of the AP- 
PROVAL letter from IRS with the 
magnetic tape shipment. 

. 06 I RS will not pay or accept 
"Collect on Delivery" or "Charged 
to IRS" shipments of reportable tax 
information that an individual or 
organization is legally required to 
submit. 

. 07 Files may be returned to you 
due to coding or format errors. 
These are to be corrected and re- 
turned to IRS within 15 days of your 
receipt or the withholding agent may 
be subject to a failure to file penalty. 
If you are unable to return the file 
within 15 days, request an extension 
of time in writing. 

. 08 The withholding agent's Form 
1042 tax return is used to verify !he 
number of Forms 1042S filed on 
paper and/or magnetic tape. For 
transmitters or service bureaus filing 
Form 1042S information on magnetic 
tape for several withholding agents, 
separate Forms 1042 MUST be filed 
by each withholding agent included 
in the transmittal. Since the required 
Form 1042 is a tax return (with or 
without a remittance attached), it 
MUST be filed separately from the 
shipment of magnetic tape. Form 
l042, with attached remittance (if 
applicable) will be sent to the Phila- 
delphia Service Center (see Part A, 
Sec. 5. 08 for address), NOT the 
National Computer Center. Any ad- 
ditional paper documents required to 
be submitted (for example, Forms 
W-8, 1001, 4224, etc. ), should ac- 
company Form 1042. (See instruc- 
tions for Form 1042, Annual With- 
holding Tax Return for U. S. Source 
Income of Foreign Persons). 

. 09 Magnetic tape reporting to IRS 
for Forms 1042S must be on a 
calendar year basis. The dates pre- 
scribed for filing paper documents 
with IRS will also apply to magnetic 
tape filing. Files must be submitted 
to the National Computer Center by 
March 15. Copies of Form 1042S 
information must be furnished to the 
income recipient also by March 15. 
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. 10 Forms 1042S (Recipient "Q" 
Records) from different branches of 
the withholding agent's business ac- 
tivity should be consolidated under 
one withholding agent's "W" 
Record, especially when one common 
name and Employer Identification 
Number (EIN) would be used for 
each of the branches. For example, 
Bank X has branch offices in two 
different states. It would be accept- 
able for Branch Y of Bank X to 
report Recipient "Q" Records and 
associated "W" Record as "Bank X, 
Branch Y" when Branch Y has its 
own EIN, and for Branch Z of Bank 
X to report separately its Recipient 
"Q" Records and associated "W" 
Record as "Bank X, Branch Z" 
using its own EIN. Branches should 
not report separately when those 
branches are using a common EIN 
(and name). Branches filing sepa- 
rately should not use a common 
address (for example the address of 
the parent bank) when that common 
address is not normally used for 
filing other types of returns with 

IRS. It is assumed that for each 
"W" Record (which represents a 
unique withholding agent), there will 

be a corresponding Form 1042 sub- 
mitted which will reflect the accumu- 
lation of the associated Recipient 
"Q" Records. 

. 11 Standard mail shipments 
should be addressed to: 

Magnetic Media Reporting 
Internal Revenue Service 
National Computer Center 
P. O. Box 1359 
Martinsburg, WV 25401-1359 

Shipments by land carriers should 
be addressed to: 

Magnetic Media Reporting 
Internal Revenue Service 
National Computer Center 
Route 9 & Needy Road 
Martinsburg, WV 25401 

. 12 The magnetic tape specifica- 
tions contained in PART "B" of this 
revenue procedure must be strictly 
adhered to. Deviations will not be 
permitted under any circumstances. 
This includes the city, state, province 
and postal zone fields, which must be 
positioned exactly as shown. All 
magnetic tape files will be scanned 
for completeness of required fields, 
mathematical verification, and proper 
format. Tapes failing to meet specifi- 
cations will not be processed, but will 
be returned to the transmitter for 

correction (See also Part A, Section 
11. 01, . 03). Corrected files must be 
returned to the National Computer 
Center within 15 days from receipt of 
the returned file. 

SEC. 7. EXTENSIONS OF 
TIME TO FILE 

. 01 If a withholding agent is re- 

quired to submit Forms 1042S on 
magnetic tape to IRS, and is unable 
to submit these tape files by the date 
prescribed in Sec. 6. 09, they can 
submit a letter requesting an exten- 
sion of time for a maximum of 60 
days as soon as they are aware that 
an extension will be necessary. In 
order to be considered, the request 
MUST be filed before the due date 
of the return; otherwise, you may be 
subject to a late filing penalty. The 
letter should be sent to the attention 
of the Magnetic Media Reporting 
Program at the IRS National Com- 
puter Center. See Part A, Sec. 5. 08 
for the address. The request should 
include: 

(a) The withholding agent's (or 
transmitter's, if filing for multiple 
withholding agents) name and ad- 
dress. 

(b) The filer's Taxpayer Identifica- 
tion Number (SSN or EIN) 

(c) The tax year for which the 
extension of time is requested: tax 
year 1987. 

(d) The name and telephone num- 
ber of a person to contact who is 
familiar with the request. 

(e) The specific type of returns and 
expected volume (e. g. , 1000 Forms 
1042S). 

(f) The five-character Transmitter 
Control Code (TCC) assigned to the 
organization or individual requesting 
the extension. (Please be sure that 
the TCC provided is your assigned 
TCC for Forms 1042S processing 
ONLY). 

(g) The reason for the delay and 
date that you will be able to file. 

(h) If you file for multiple with- 
holding agents, the request must in- 
clude a list of all withholding agents 
and their TINs (EIN or SSN). 

An approved extension of time for 
magnetic media filing does not pro- 
vide additional time for supplying a 
copy to the recipient. If additional 
time is needed in providing the recip- 
ient's copy, contact the District Di- 
rector of the IRS District in which 

you reside or in which your business 
is located. 

. 02 If an extension of time to 
on magnetic media is granted by the 
I RS National Computer Center, a 
copy of the letter granting the exten- 
sion MUS T be included with the 
transmittal Form 4804 or computer 
generated substitute when the file is 

submitted. 

. 03 Since the Form 1042 is not 
considered timely filed until the 
Forms 1042S are received by IRS, 
an extension of time to file Forms 
1042S that the filer receives from the 
National Computer Center will AU- 
TOMATICALLY provide an exten- 
sion for filing Form 1042 with the 
Philadelphia Service Center. 
NOTE: CONTINUE TO SEND RE- 
QUESTS FOR EXTENSIONS TO 
FILE ONLY THE FORM 1042 TO 
THE DIRECTOR, PHILADELPHIA 
SERVICE CENTER. If an extension 
of time to file the paper Form 1042 
with the Philadelphia Service Center 
(see Part A, Sec. 5. 08 for address) is 

granted by the IRS National Com- 
puter Center, a copy of the letter 
granting the extension MUST be in- 

cluded with the paper Form 1042. 

SEC. 8. PROCESSING OF 
TAPE STATEMENTS 

. 01 Normally, tapes will be re- 

turned to the transmitters by Novem- 
ber 15 of the year in which submit- 
ted. However, if the tapes submitted 
are unprocessable, and must be re- 

turned for correction prior to pro- 
cessing, they will be returned within 
six months of the receipt of accept- 
able tapes. We suggest that the with- 

holding agent retain the original tape 
until the expiration of the statute of 
limitations for assessment. It is also 
recommended that the transmitter or 
filer of the magnetic tape file retain a 

copy of the tape file submitted to 
IRS for their own records. 

. 02 IRS will prepare the appropri- 
ate statements for transmittal to 
treaty countries. 

SEC. 9. CORRECTED 
STATEMENTS 

. 01 Corrected files must be filed 
with the National Computer Center 
within 15 days from receipt of 
returned file. 

. 02 Forms 1042S are required fo 
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be filed on magnetic tape in 1988 
(for tax year 1987) if you file 250 or 
more returns. THIS REQUIRE- 
MENT APPLIES SEPARATELY 
TO BOTH ORIGINAL AND COR- 
RECTED RETURNS. 

. 03 If you file Forms 1042S on 
magnetic tape, and later determine 
that corrections are necessary to 
some of the Recipient "Q" Records, 
you may file the corrections on paper 
if you have less than 250 corrected 
returns. However, if you have 250 or 
more corrections, they MUST be sub- 
mitted to IRS on magnetic tape. 
NOTE: CORRECTED RECORDS 
CANNOT BE SUBMITTED ON 
THE SAME TAPE FILE AS ORIGI- 
NAL RETURNS. These requirements 
shall not apply if you establish that it 
will cause you undue hardship (refer 
to Part A, Sec. 5. 07). 

. 04 Since corrected statements su- 
persede information previously sup- 
plied, all required data fields must be 
completed. If you submit corrections 
on magnetic tape, code an "A" in 
Position 366 of the Recipient "Q" 
Record. If you submit corrections on 
paper documents, annotate each form 
"Corrected" at the top. Corrected 
documents should be bundled sepa- 
rately from other paper documents 
and sent to the Philadelphia Service 
Center (see address in Part A, Sec. 
5. 08). WHEN CORREC TED PA- 
PER DOCUMENTS ARE SHIPPED 
SEPARATELY, AN A MENDED 
FORM I 042 M US T BE FILED, 
ALSO SUITABL Y ANNOTA TED. 

. 05 When magnetic tape files are 
returned to the transmitter for data 
correction, a listing of the type of 
errors and frequency of such errors 
will be provided. The transmitter 
should correct the problems and sub- 
mit a replacement tape file to the 
magnetic tape coordinator. Certain 
problems noted may not require any 
corrective action. For example, cer- 
tain recipient "Q" records should 
have had their tax withheld at a 
particular tax rate, but the withhold- 

ing agent, for whatever reason, with- 

held at a different tax rate. The 
transmitter (in conjunction with the 
withholding agent if necessary) 
should first verify that the tax rates 
in question are in fact the rates at 
which tax was withheld. Once veri- 

fied, a letter should accompany the 

tape file stipulating that the tax rates 
are accurate as submitted. 

. 06 Corrections should be aggre- 

gated and filed as soon as possible, 
but not later than September I of 
each year. 

SEC. 10. EFFECT ON PAPER 
DOCUMENTS 

. 01 Magnetic tape reporting to IRS 
eliminates the need for submission of 
paper Forms 1042S. However, with- 
holding agents must continue to pro- 
vide recipients with requisite informa- 
tion, although this need not be on a 
copy of the official IRS Form 1042S. 

. 02 If only a portion of the state- 
ments are reported on magnetic tape 
and the remainder are reported on 
paper forms to IRS, those paper 
statements must be filed on the pre- 
scribed forms. 

SEC. 11. PROCESSING OF 
MAGNETIC MEDIA RETURNS 

. 01 All data received at the IRS 
National Computer Center for pro- 
cessing will be given the same protec- 
tion as individual returns (1040), and 
will be returned to the originator 
after processing. Please open all re- 
turned files as soon as you receive 
them. In some cases, files are re- 
turned due to errors and they must 
be corrected and returned to IRS 
within 15 days of your receipt. 

. 02 Due to the volume of input 
received and the cost to return spe- 
cial containers, special shipping con- 
tainers should not be used for trans- 
mitting data to the IRS National 
Computer Center, since IRS cannot 
guarantee return of such containers. 

. 03 Files will be returned to you 
for correction if they are unprocess- 
able due to format or coding errors, 
or by the request of the filer. 
PLEASE BE SURE THAT YOUR 
FORMAT AND CODING COMPLY 
WITH THIS REVENUE PROCE- 
DURE. 

SEC. 12. DATA ENTRIES 

, 01 Since Taxpayer Identification 
Numbers are not required on all 
Forms 1042S (see specific Instructions 
for Withholding Agents, Copy D of 
the official Form 1042S), the specifi- 
cations in PART "B" of this revenue 
procedure permit omission of such 
identifying numbers. Although identi- 
fying numbers are not always re- 

quired for nonresident alien income 
recipients, IRS appreciates their being 

furnished when available. 

. 02 Recipient surnames are used to 
computer-generate Sort Names. Use 
an asterisk to indicate the beginning 
of the surname for this purpose. If 
the surname is the first name on the 
line, as may be the case for nationals 
of Asian countries, the asterisk is to 
be omitted. In the case of a partner- 
ship or joint ownership, or some 
other case where more than one 
individual is listed, asterisk only the 
first surname. A blank will always 
precede the asterisk when it is used, 
but no asterisk may be followed by a 
blank. Do not use an asterisk with 

corporate or any other business entity 
or governmental organization name, 
except partnerships or sole pro 
prietorships. NEVER HAVE MORE 
THAN ONE BLANK SEPARATING 
PORTIONS OF A NAME LINE OR 
AN ADDRESS FIELD. NOTE: IT 
IS VERY IMPORTANT THAT THE 
ASTERISK IS PLACED BEFORE 
THE SURNAME (unless the above- 
mentioned exceptions apply). FILES 
OMITTING THE ASTERISK WILL 
BE AUTOMATICALLY RE- 
TURNED FOR REPLACEMENT. 
DEVIATIONS FROM THIS FOR- 
MAT ARE NOT ACCEPTABLE. 

. 03 In case of multiple recipients, 
the name of the person whose identi- 
fying number has been provided 
should be placed before all other 
names. 

. 04 Sometimes the recipient identi- 
fication recorded on the withholding 
agent's records is lengthy, and ex- 
ceeds the 105 characters allotted in 
the Recipient Name Line and Supple- 
ment Name Lines on the magnetic 
tape records. This is most common 
in the case of trusts or other types of 
fiduciary accounts. The first 105 
characters of the recipient identifica- 
tion normally provide sufficient de- 
scriptive data for I RS's purposes. 
IRS encourages all agents to truncate 
or abbreviate lengthy recipient de- 
scriptions. Never have more than one 
blank separating portions of a name 
line or an address field. 

. 05 All monetary amount fields 
must show dollars and cents (omit 
the decimal point). For example, 
$135. 72 must be shown as 13572, and 
$100 must be shown as 10000. All 
money amount fields are positive and 
must not be signed in any fashion. 
All money amounts must be right- 
justified and zero filled. Do not 
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truncate any money amount fields. If 
the amount is more than the allowed 
space, prepare a second "Q" record 
to show the difference. 

. 06 There are several circumstances 
where more than one "Q" Record is 
expected for a recipient. These situa- 
tions include: 

1) Different sources of income. 
For example, Recipient X derived 
income from Capital Gains (Income 
Code 09) and Industrial Royalties 
(Income Code 10). One "Q" Record 
must be provided listing Income 
Code "09", and the Gross Income 
Paid and Tax Withheld pertaining 
solely to that type of income. A 
separate "Q" Record must document 
the Income Code "10" information. 

2) Change in Country Code during 
the year. For example, on July 1, the 
withholding agent received notifica- 
tion via Form 1001 that the recipient 
changed his official country for 
which tax treaty benefits apply from 
country X to country Y. One "Q" 
Record must be provided reflecting 
Gross Income Paid, Tax Rate, and 
Tax Withheld for country X (reflect- 
ing income and withholding from 
January 1 through June 30). A sec- 
ond "Q" Record must be provided 
reflecting Income, Tax Rate, and Tax 
Withheld for country Y (covering 
income and withholding from July 1 

through December 31). 
3) Change in a country's tax treaty 

rate during the year. For example, 
effective April 1, country X changed 
its tax treaty rate for a particular 
type of income from 10'Vo to 201o. 
One "Q" Record must be provided 
reflecting Gross Income Paid and 
Tax Withheld at the 10o'o rate (cover- 
ing January 1 through March 31). A 
second "Q" Record must also be 
provided reflecting Gross Income 
Paid and Tax Withheld at the 20'Vo 

rate (covering April 1 through De- 
cember 31). 

Note that these three situations are 
NOT mutually exclusive. Therefore, 
if a recipient has two sources of 
income, each of which is derived 
from a country whose corresponding 
tax treaty rates changed during the 
year, and the recipient submitted a 
Form 1001 to the Withholding Agent 
changing his country code for tax 
purposes, as many as six (6) separate 
"Q" Records must be provided. 

PART "B" — MAGNETIC TAPE 
SPECIFICATIONS 

SECTION 1. GENERAL 

. 01 These specifications prescribe 
the required format and content of 
the records to be included in the file, 
but not the methods or equipment to 
be used in their preparation. Usually, 
IRS will be able to process, without 
translation, any compatible tape file. 
To be compatible, a tape file must 
meet all of the following: 

Type of Tape — I/2 inch Mylar 
base, oxide coated 

(a) When the Recording Mode is 
9-track EBCDIC (Extended Binary 
Coded Decimal Interchange Code) 
with 

(1) Odd Parity. 
(2) Recording Density — 800, 1600, 

or 6250 BPI 
(3) I f you use UNIVAC Series 

1100, you must submit an inter- 
change tape. 

(b) When the Recording Mode is 
9-track ASCII (American Standard 
Coded Information Interchange) with 

(1) Odd Parity. 
(2) Recording Density — 800, 1600, 

or 6250 BPI 
(c) When the Recording Mode is 

7-track BCD (Binary Coded Decimal) 
with 

(1) Odd or Even Parity. 
(2) Recording Density — 556 or 800 

BPI 
NOTE: IRS will accept and process 
7-track tapes; however, 9-track is 
preferred. 

. 02 All compatible tape files must 
have the following characteristics: 

Type of tape — 0. 5 inch (12. 7mm) 
wide, computer grade magnetic tape 
on reels ol' up to 2400 feet (731. 52m) 
within the following specifications: 

(a) Tape thickness: 1. 0 or 1. 5 mils 
and 

(b) Reel diameter: 10. 5 inch (26. 67 
cm), 8. 5 inch (21. 59 cm), or 7-inch 
(17. 78 cm). 

(c) At this time, IRS cannot accept 
cartridge tape. 

. 03 An acceptable tape file for 
each withholding agent will contain 
data records as follows: 

(a) Single reel: 

(1) a Transmitter "T" Record; 
then 

(2) one or more Recipient "Q" 
Records followed by a specific With- 
holding Agent "W" Record; then 

(3) additional "Q" and 
Record sequences for other withhold- 
ing agents as needed; then 

(4) an End of Transmission "Y" 
Record. 

(b) Multiple Reels: 
(1) a Transmitter "T" Record at 

the beginning of each reel; then 

(2) sequences of Recipient "Q" 
Records followed with corresponding 
Withholding Agent "W" Records; 
then 

(3) (Optional) an End of Reel "Z" 
Record on every reel except the last; 
and 

(4) an End of Transmission "Y" 
Record ending the last reel. 

OR 
(I) A Transmitter "T" Record at 

the beginning of each reel; then 
(2) sequences of Recipient "Q" 

Records followed with corresponding 
Withholding Agent "W" Records; 
then 

(3) an End of Transmission "Y" 
Record ending the last reel. 

(c) Notes: 
(1) a sequence of Recipient "Q" 

Records may be continued from one 
reel to the next if they apply to the 
same withholding agent, without the 
necessity of repeating the "W" 
Record. The sequence might be, for 
example, QQQQZ (end of one reel); 
TQQQQW (beginning of next reel), 
or QQQQ (end of one reel); 
TQQQQW (beginning of next reel). 

(2) the End of Reel "Z" Record is 
identical to the Withholding Agent 
"W" Record, except that it indicates 
the end of the reel, but not necessar- 
ily the end of a withholding agent's 
"Q" Records. For example, when 
end of reel will be reached before the 
end of an agent's "Q" Records, the 
end of reel "Z" Record will be used 
in lieu of a withholding agent "W" 
Record. The next tape reel will begin 
with a transmitting agent "T" 
Record, followed by the remaining 
"Q" Records for the withholding 
agent. The End of Reel "Z" Record 
will be optional beginning in TY87. 
If your program is currently set up 
for coding an End of Reel "Z" 
Record, you may continue to submit 
your file in that manner. If you are a 
new filer, or you wish to change your 
existing program, you may submit 
your files without the End of Reel 
"Z" Record. (See also Part B, Sec. 
7). 

. 04 A multi-reel file is a group of 
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tape reels submitted under one Trans- 
mitter Control Code (TCC) and each 
of the reels will end with a "Z", 
"Q" or "W" Record EXCEPT for 
the last reel of the file, which ends 
with an End of Transmission "Y" 
Record. The external labels for a 
multi-reel file should indicate a con- 
tinuous file (e. g. , 1 of 3, 2 of 3, 
etc. ). However, if you submit several 
reels under one TCC, but end each 
reel with an End of Transmission 
"Y" Record, for the purposes of 
IRS processing, this is not a multi- 

reel file, so annotate the labels on 
these reels as 1/1. IRS encourages 
the submission of multi-reel files; 
please be sure that you do NOT code 
an End of Transmission "Y" Record 
until the LAST reel in the multi-reel 

file. 
. 05 An external affixed label, 

Form 5064, must appear on each 
tape submitted for processing. The 
following information is needed: 

(a) The transmitter's name. 

(b) The five-digit Transmitter Con- 
trol Code (TCC) assigned to you 
specifically for Forms 1042S process- 
ing. DO NOT ENTER YOUR 
FORMS 1099 TCC HERE. YOU 

MUST HAVE A SEPARATE TCC 
FOR FORMS 1042S PROCESSING. 
(See Part A, Sec. 5. 03). 

(c) State of Transmitter (e. g. , NY). 
(d) Tape density (556, 800, 1600, 

or 6250 BPI) 
(e) Checkbox (indicates whether 

tape contains header label or is 

unlabeled. 
(f) Track (7 or 9). 
(g) Recording code (e. g. , EBCDIC 

or ASCII). 
(h) The tax year of the data (e. g. , 

1987). 
(i) Document type (e. g. , 1042S). 
(j) The total number of Recipient 

"Q" Records on that reel. 
(k) A number assigned by the 

transmitter to the tape. (Optional: if 
your organization uses a numbering 
system for your tape reels, indicate 
your in-house reel number). 

(I) The sequence of each tape (e. g. , 
001 of 008, 001 of 001, etc. ). 

. 06 All records, including Header 
and Trailer Labels (if used) must be 
transmitted at the same density. 

SEC. 2. CONVENTIONS AND 
DEFINITIONS 

. 01 Header Labels, Trailer Labels, 
Record Marks and Tape Marks are 

all optional. They may be used as 

required by the transmitter's equip- 
ment or programming. If used, they 
must conform to the following stan- 
dards: 

(a) Header Labels must begin 
VOL I, VOL2, HDR1, HDR2, or 
IHDR. If used, they must be the 
first record(s) on the reel immediately 
before the Transmitter "T" Record. 
Header Labels may not exceed 80 
characters in length. 

(b) Trailer Labels must begin 
IEOR, 1EOF, EOFI, or EORI. If 
used, they must be the last record(s) 
on the reel, after the "Z" or "Y" 
Record and Tape Mark (if a Tape 
Mark is used). Trailer Labels may 
not exceed 80 characters in length. 

(c) Record Marks, if used, may 
only follow the data portion of a 
record or block. All records are of 
uniform length, and Record Marks 
are not needed. 

(d) Tape Marks, if used, must be 
IBM 001111 (Octal 17) in even par- 
ity. They always appear immediately 
after the "Z" or "Y" Record. If 
Header and Trailer Labels are also 
used, the Tape Mark must follow the 

Header Label and must precede 
and/or follow the Trailer Label(s). 

. 02 Definitions: 
Element 

b 

Special Character 
Withholding Agent 

Payer 

Transmitter 

Recipient 
Record 
Blocked Records 
File 

Multi-reel file 

Reel 
EI N 

SSN 

Description 
Denotes a blank position. For compatibility with IRS equipment, if using BCD 
recording mode, use BCD bit configuration 010000 ("A" bit only) in even 
parity, 001101 ("841" bits) in odd parity. 
Any character that is not a numeral, a letter, or a blank. 
Person or organization responsible for paying income and withholding taxes. 
The withholding agent is responsible for the completeness, accuracy, and timely 
submission of magnetic tape files. 
Person or organization who is the originator of income and enters into a 
contractual agreement with the withholding agent for the purpose of disbursing 
income for the payer. For example, Corporation X is about to declare a 
dividend. Corporation X contracts Bank Y to calculate and distribute such 
dividends to recipients, and be responsible for withholding. Corporation X is 
considered the Payer and Bank Y is considered the Withholding Agent. 
Person or organization preparing and filing tape files. May be the withholding 
agent or his agent. 
Person(s) or organization(s) receiving payments from a withholding agent. 
A group of related fields of information treated as a unit. 
Two or more records grouped together between interrecord gaps. 
For the purpose of this Revenue Procedure, a file consists of all tape records 
submitted by a transmitter. 
A group of tape reels submitted under one TCC where all reels either end with 
an End of Reel "Z" Record, (or a Recipient "Q" Record, or Withholding 
Agent "W" Record), EXCEPT for the last reel of the file, which ends with an 
End of Transmission "Y" Record. 
A spool of magnetic tape. 
Employer Identification Number that has been assigned by IRS to the particular 
entity. 
Social Security Number. 
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SEC. 3. RECORD LENGTH 
AND BLOCKING 

. 01 The tape records defined in 
this revenue procedure may be 
blocked or unblocked, subject to the 
following: 

(a) All data records must be a 
fixed length of 450 positions. 

(b) All records may be blocked, 
except header and trailer labels. 

(c) A block may not exceed 15, 000 
characters, although shorter blocks 
may be written as desired. If records 
are being blocked, but sufficient 
records are not available to fill a 
complete block, the block may either 
be "padded" with 9's to fill all 
unused positions or truncated after 
the last data record to create a 
"short block". Do NOT pad the 
block with blanks, or create blank 
records (for example, Q followed by 
449 blanks, etc. ). 

(d) Records may not span blocks. 
(e) Two forms of blocking are ac- 

ceptable: 

(I) Only ''Q'' Records are 
blocked; all other records are 
unblocked. 

(2) All records, except header and 
trailer labels, if used, are blocked. In 
this case, a "T" Record may only be 
the first record in the first block on 
the reel; a "W" Record must follow 
all associated "Q" Records; "Z" 
Record may be last record in the last 
block on the reel(s) in a multi-reel 
file (if coded); and the "Y" Record 
is the LAST record in the final block 
on the LAST reel in a multi-reel file, 
or the last record in the last block of 
a single reel (only block padding (all 
9's) could follow). 

. 02 The first position of each 
record indicates the record type: 

Transmitter 
Recipient 
Withholding Agent 
End of Reel (Optional) 
End of Transmission 

. 03 The minimum file transmitted 
must consist of a Transmitter "T" 

record, a Recipient "Q" Record, 
Withholding Agent "W" Record, 
and an End of Transmission 
Record. 

SEC. 4. THE TRANSMITTER 
"T" RECORD 

This record identifies the entity 
who prepares and transmits the mag- 
netic tape file. The Transmitter and 
one of the withholding agents may be 
the same, but they need not be. The 
Transmitter "T" Record MUST be 
the first data record on a reel (pre- 
ceded only by header labels, if any), 
and MUST appear on each reel in 

the file sent by the Transmitter. On 
multiple reel files the reel number 
must be incremented by I (one) for 
each tape reel after the first reel. 
Each "T" Record has a fixed length 
of 450 positions. NOTE: ALL MAG- 
NETIC TA PES SUBMITTED TO 
IRS WITHOUT THE TRANSMIT- 
TER "T" RECORD AS THE FIRST 
RECORD WILL BE RETURNED 
TO THE FILER FOR CORREC- 
TION. The record layout of the "T" 
Record is as follows: 

Positions Field Title Length Description and Remarks 

2-3 

4-5 

6-14 

15-54 

55-94 

95-114 

115-116 

Record Type 

Tax Year 

Reel Number 

EIN 

Transmitter Name 

Street Address 

City 

State Code 

40 

40 

20 

Enter "T". 
Enter the last two digits of the year for which income and 
withholding is being reported. All recipient "Q" and transmit- 
ter "T" Records on the file for every withholding agent 
MUST report payments for this year, and this year ONLY. 
Transmit separate Forms 1042 and tape files for different tax 
years. 

The two-digit serial number assigned by the transmitter to this 
reel, starting with 01. If Header Labels are used, this should 
be the same as the Reel Sequence Number. 

Enter the Employer Identification Number of the Transmitter. 
DO NOT ENTER BLANKS, HYPHENS, ALPHA CHARAC- 
TERS, ALL 9's OR ALL ZEROS. 
Enter name of submitter of file; left justify and blank fill. 
Abbreviate if necessary to fill 40-character limit. OMIT PUNC- 
TUATION IF POSSIBLE. 
Enter Street Address, PO Box, or other location of transmit- 
ter. Left justify and blank fill. Abbreviate as needed to fit 
40-character limit. OMIT PUNCTUATION IF POSSIBLE. 
Enter City, Town, APO/FPO, etc. of transmitter. Left justify 
and blank fill. Abbreviate to fit 20-character limit. 

Enter two-letter Post Office Code as shown in the list below 
ONLY. Do NOT spell out any state name. 
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State Code State Code State Code 

Albama 
Alaska 
Arizona 
Arkansas 
California 
Colorado 
Connecticut 
Delaware 
District of Columbia 
Florida 
Georgia 
Hawaii 
Idaho 
Illinois 
Indiana 
Iowa 
Kansas 
Kentucky 
Louisiana 
Maine 
Maryland 
Massachusetts 

AL 
AK 
AZ 
AR 
CA 
CO 
CT 
DE 
DC 
FL 

GA 
HI 
ID 
IL 
IN 
IA 
KS 
KY 
LA 
ME 
MD 
MA 

Michigan 
Minnesota 
Mississippi 
Missouri 
Montana 
Nebraska 
Nevada 
New Hampshire 
New Jersey 
New Mexico 
New York 
North Carolina 
North Dakota 
Ohio 
Oklahoma 
Oregon 
Pennsylvania 
Rhode Island 
South Carolina 
South Dakota 
Tennessee 
Texas 

MI 
MN 
MS 
MO 
MT 
NE 
NV 

NH 
NJ 

NM 
NY 
NC 
ND 
OH 
OK 
OR 
PA 
RI 
SC 
SD 
TN 
TX 

UT 
VT 
VA 

WA 

WV 

WI 

WY 

AS 

CD 
GU 

TT 
PR 
VI 

Utah 

Vermont 

Virginia 

Washington 

West Virginia 

Wisconsin 

Wyoming 

American Samoa 

Canada 

Guam 

Mariana Islands 

Puerto Rico 

Virgin Islands 

Notes: 
(I) For other Foreign countries use 

XX 
(2) APO & FPO addresses must 

show a city, state, and zip. Do not 
use "XX" for APO & FPO; the four 
permissible state codes are "NY", 
"CA", "WA", d "FL". 

Positions 

117-125 

126-450 

Field Title 

ZIP Code 

Reserved 

Length Description and Remarks 

325 

Enter the ZIP code of the transmitter for all U. S. , U. S. 
Territory or Possession, APO/FPO addresses. For transmitters 
using a 5-digit ZIP code, enter the ZIP code in the left-most 5 
positions and zero fill the remaining 4 positions. For transmit- 
ters outside the U. S. , enter 9 zeros only. DO NOT BLANK 
FILL. 
Blank fill. 

SEC. 5. RECIPIENT "Q" 
RECORD 

This Record contains complete 
name and address data for both 
Withholding Agent and Recipient of 
Income, together with all the particu- 
lars of the income paid and tax 
withheld. Complete Withholding 
Agent data is required because each 
Recipient "Q" record is treated as if 
it were a separate Form 1042S, and is 
processed independently of other 

records. Since the "Q" Record is 
restricted to one type of income only, 
it may be necessary to write more 
than one "Q" Record for any given 
individual income recipient, who may 
have received income of more than 
one type (see Part A, Section 12. 06). 
All recipient "Q" Records t'or a 
particular Withholding Agent must 
be written before the corresponding 
Withholding Agent "W" Record, 
and before "Q" Records for another 

Withholding Agent may begin. Any 
order of "Q" Records within those 
belonging to a given Withholding 
Agent may be used (for example, 
they may be sorted alphabetically by 
surname, or by country code, or by 
country of the mailing address, etc. ) 
at the convenience of the Transmitter 
or Withholding Agent, since the "Q" 
Records are fully independent. All 
"Q" Records have a fixed length of 
450 positions. All fields are required 
unless otherwise stated. 

Positions Field Title Length Description and Remarks 

2 — 10 

11 — 45 

46 — 80 

Record Type 

Agent EIN 

Agent name 

Agent Address 

35 

35 

Enter "Q". 
Enter the 9-digit Employer Identification Number of the 
Withholding Agent. DO NOT ENTER BLANKS, HYPHENS, 
ALPHA CHARACTERS, ALL 9'S OR ALL ZEROS. 
Enter the name of the Withholding Agent up to the limit of 35 
characters. Abbreviate as needed. Left justify and blank fill. 
Enter Street address, PO Box or other location of the Agent to 
a limit of 35 characters. Abbreviate as needed. Left justify and 
blank fill. 

1987-2 C. B. 819 



Positions Field Title Length Description and Remarks 

81 — 100 City 

101 — 102 State Code 

103 — 111 ZIP Code 

112 Account Type Code 

113 — 121 TIN 

137 — 138 Country Code 

122 — 136 Agent's ID Number 

20 

15 

Enter the city or town (or other locality name) up to the limit 
of 20 characters. Left justify and blank fill. 

Enter the two-character alphabetic code from the list in Sec. 
4. , above. DO NOT use CD (Canada), MX (Mexico), or XX 
(Other foriegn country). If the state is not a U. S. state, blank 
fill this field and use the Country Code field to identify the 
foreign address. DO NOT SPELL OUT ANY STATE NAME. 

Enter 9 numeric characters for all U. S. addresses (including 
territories, possessions, and APO/FPO). If a 5 digit ZIP code 
is used, enter the ZIP code in the leftmost 5 positions and zero 
fill the remaining 4 positions. ZERO FILL FOR ADDRESSES 
OUTSIDE THE U. S. 
Enter "1" for U. S. business or organization; recipient MUST 
have an EIN. Enter "2" for U. S. citizen or resident alien; 
recipient MUST have SSN. Enter "3" for nonresident alien 

persons, businesses, or organizations. Provide an EIN or SSN 
if one is available. Enter "4" if "I" or "2" applies, but an 
SSN or EIN is not available for a legitimate reason; for 
example, a number has been applied for but not received. 

Enter the recipient's U. S. identification number; if you code a "1" in Position 112, you must enter an EIN; if you code a 
"2" in Position 112, you must enter an SSN; if you code a 
"3" in Position 112, enter an EIN or SSN if available— 
otherwise enter blanks; if you code a "4" in Position 112, you 
must enter blanks. 

Enter the account number assigned by the withholding agent 
for this recipient up to a maximum of 15 positions. This 
number is used to facilitate identification of the specific record 
if there is any correspondence. Left justify and blank fill. This 

field will be all blanks if account numbers are NOT assigned. 
This field may contain numeric or alphabetic characters, 
blanks or hyphens. 

Enter two alphabetic characters from the list below which 
represents the official country for which Tax Treaty benefits 
are based. This may or may not be the same as the country 
given in Positions 330-349 below. Entry of a true country code 
is mandatory. "OC" (country unknown or not identified) is to 
be used with great reluctance. THE TAPE FILE WILL BE 
RETURNED FOR CORRECTION IF A SUBSTANTIAL 
NUMBER OF "Q" RECORDS SHOW COUNTRY CODE 
"OC". WHENEVER COUNTRY CODE "OC" IS USED, 
THE RATE OF TAX WITHHELD MUST EQUAL 301o. 

Country Codes 
Country Code Country Code Country Code 

Afars & Issas 
(now Djibouti) 

Afghanistan 
Albania 
Algeria 
American Samoa 
Andorra 
Angola 
Anguilla 
Antarctica 
Antigua & Barbuda 
Argentina 
Aruba 

DJ 

AF 
AL 
AG 
AQ 
AN 
AO 
AV 
AY 
AC 
AR 
AA 

Ashmore & Cartier Is. 
Australia 
Austria 
Azores 
Bahamas, The 
Bahrain 
Bangladesh 
Barbados 
Bassas da India 
Belgium 
Belize 

(formerly British Honduras) 
Benin (formerly Dahomey) 

AT 
AS 
AU 
PO 
BF 
BA 
BG 
BB 
BS 
BE 
BH 

BN 

Bermuda 
Bhutan 
Bolivia 
Botswana 
Bouvet Island 
Brazil 
British Honduras 

(now Belize) 
British Indian Ocean 

Territory 
British Virgin Islands 

Brunei 
Bulgaria 

BD 
BT 
BL 
BC 
BV 
BR 
BH 

IO 

VI 
BX 
BU 
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Country Codes 
Country Code Country Code Country Code 

UV 

BM 
BY 
CB 

CM 
CA 
SP 
KR 

CV 
CJ 
CT 
CE 

CD 
CI 

CH 

TW 
AS 

KR 

IP 
CK 
CO 
CN 
CF 

CW 
CR 
CS 
CU 
CY 
CZ 
DA 
DJ 

DO 
DR 
EC 
EG 
TV 

ES 
UK 
EK 
ET 
EU 
FA 

lvinas) 
FO 
FJ 
FI 

Burkina Faso 
(formerly Upper Volta) 

Burma 
Burundi 
Cambodia 

(formerly Kampuchea) 
Cameroon 
Canada 
Canary Islands 
Canton & Enderbury Islands 

(now Kiribati) 
Cape Verde 
Cayman Islands 
Central African Republic 
Ceylon 

(now Sri Lanka) 
Chad 
Chile 
China, Peoples Republic 

(Mainland China) 
China (Taiwan) 
Christmas Island 

(Australia) 
Christmas Island 

(Kiribati) 
Clipperton Island 
Cocos (Keeling) Islands 
Colombia 
Comoros 
Congo 
Cook Islands 
Coral Sea Islands Terro. 
Costa Rica 
Cuba 
Cyprus 
Czechoslovakia 
Denmark 
Djibouti 

(formerly Afars & Issas) 
Dominica 
Dominican Republic 
Ecuador 

Egypt 
Ellice Islands 

(now Tuvalu) 
El Salvador 
England 
Equatorial Guinea 
Ethiopia 
Europa Island 
Falkland Islands 

(also known as Islas Ma 
Faroe Islands 

Fiji 
Finland 

FR 
FG 
FP 
FS Antartic 

GB 
GA 
GZ 
GC c Republic 

epublic of GE 

GH 
GI 

KR 

GO 
GR 
GL 
GJ 
VC 

GP 
GQ 
GT 
GK 
GV 
PU 
GY 
HA 
HM Donald 

NL 

HO 
HK 
HU 

IC 
IN 
ID 
IR 

IZ 
IY Neutral 

EI 
IM 
IS 
IT 
IV 

JM 
JN 
JA 
JE 
JQ 

France 
French Guiana 
French Polynesia 
French Southern & 

Lands 
Gabon 
Gambia, The 
Gaza Strip 
German Democrati 

(East Germany) 
Germany, Federal R 

(West Germany) 
Ghana 
Gibraltar 
Gilbert Islands 

(Kiribati) 
Glorioso Islands 
Greece 
Greenland 
Grenada 
Grenadine Islands 

(& St. Vincent) 
Guadeloupe 
Guam 
Guatemala 
Guernsey 
Guinea 
Guinea-Bissau 

Guyana 
Haiti 
Heard Island & Mc 

Islands 
Holland 

(Netherlands) 
Honduras 
Hong Kong 
Hungary 
Iceland 
India 
Indonesia 
Iran 

(formerly Persia) 
Iraq 
Iraq-Saudi Arabia 

Zone 
Ireland 
Isle of Man 
Israel 
Italy 
Ivory Coast 
Jamaica 
Jan Mayen 
Japan 
Jersey 
Johnston Atoll 

Jordan 
Juan de Nova Island 
Kampuchea 

(now Cambodia) 
Kenya 
Kingman Reef 
Kiribati 

(Canton & Enderbury & 
Gilbert Is. ) 

Korea, 
Democratic Peoples Republic 
of (North Korea) 

Korea, Republic of 
(South Korea) 

Kuwait 
Laos 
Lebanon 
Lesotho 
Liberia 
Libya 
Liechtenstein 
Luxembourg 
Macau 
Madagascar 
Malawi 

Malaysia 
Maldives 
Mali 
Malta 
Marshall Islands 
Martinique 
Mauritania 
Mauritius 
Mayotte 
Mexico 
Micronesia, Federated 

States of 
Midway Islands 
Monaco 
Mongolia 
Montserrat 
Morocco 
Mozambique 
Namibia 

(SW Africa) 
Nauru 
Nepal 
Netherlands 

(Holland) 
Netherlands Antilles 
New Caledonia 
New Hebrides 

(Vanuatu) 
New Zealand 
Nicaragua 

JO 
JU 
CB 

KE 
KQ 
KR 

KN 

KS 

KU 
LA 
LE 
LT 
LI 

LY 
LS 
LU 

MC 
MA 
MI 

MY 
MV 
ML 
MT 
RM 
MB 
MR 
MP 
MF 
MX 
FM 

MQ 
MN 
MG 
MH 
MO 
MZ 
WA 

NR 
NP 
NL 

NA 
NC 
NH 

NZ 
NU 
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Country Codes 
Country Code Country Code Country Code 

Niger 
Nigeria 
Niue 
Norfolk Island 
Northern Ireland 
Northern Mariana Islands 
Norway 
Oman 
Pakistan 
Palmyra Atoll 
Panama 
Papua-New Guinea 
Paracel Islands 
Paraguay 
Peru 
Philippines 
Pitcairn Islands 
Poland 
Portugal 
Portuguese Timor 

(Indonesia) 
Puerto Rico 
Qatar 
Reunion 
Romania 
Rwanda 
St. Christopher-Nevis 

(also called St. Kitts) 
St. Helena 
St. Lucia 
St. Pierre & Miquelon 
St. Vincent & 

the Grenadines 
San Marino 

NG 
Nl 

NE 
NF 
UK 

CQ 
NO 
MU 
PK 
LQ 
PM 
PP 
PF 
PA 
PE 
RP 
PC 
PL 
PO 
ID 

RQ 
QA 
RE 
RO 
RW 
SC 

SH 
ST 
SB 
VC 

SM 

Sao Tome and Principe 
Saudi Arabia 
Scotland 
Senegal 
Seychelles 
Sierra Leone 
Singapore 
Solomon Islands 
Somalia 
South Africa 
Southern Rhodesia 

(now Zimbabwe) 
South-West Africa 

(now Namibia) 
Spain 
Spratly Islands 
Sri Lanka (formerly Ceylon) 
Sudan 
Suriname 
Svalbard 
Swaziland 
Sweden 
Switzerland 
Syria 
Taiwan 
Tanzania, United Republic of 
Thailand 
Togo 
Tokelau 
Tonga 
Trinidad & Tobago 
Tromelin Island 
Trust Territory of the 

Pacific Islands 

TP 
SA 
UK 
SG 
SE 
SL 
SN 
BP 
SO 
SF 
ZI 

WA 

SP 
PG 
CE 
SU 
NS 
SV 

WZ 
SW 
SZ 
SY 

TW 
TZ 
TH 
TO 
TL 
TN 
TD 
TE 
PS 

Tunisia 
Turkey 
Turks & Catcos Islands 
Tuvalu 

(Ellice Islands) 
Uganda 
Union of Soviet Socialist 

Republics 
United Arab Emirates 
United Kingdom 
Upper Volta 

(now Burkina) 
Uruguay 
Vanuatu 

(New Hebrides) 
Vatican City 
Venezuela 
Vietnam 
Virgin Islands (US) 
Wake Island 
Wales 
Wallis & Futuna 
West Bank 
Western Sahara 
Western Samoa 
Yemen (South) (Aden) 
Yemen (North) 

(Sanaa) 
Yugoslavia 

Zaire 

Zambia 

Zimbabwe 

(Other Countries) 

TS 
TU 
TK 
TV 

UG 

UR 

TC 
UK 
UV 

UY 
NH 

VT 
VE 

VM 

VQ 
WQ 
UK 
WF 
WE 
WI 
WS 
YS 

YE 

YO 

CG 

ZA 

ZI 

OC 

Positions 

139-173 

Field Title 

1st Name Line 

Length Description and Remarks 

35 Enter full name of recipient, or if there are more than one, the 
name of the first recipient only. Use an asterisk to indicate the 
surname as shown in Part A, Section 12. 02. Valid characters 
are alphabetic, numeric, ampersand (&), hyphen (-), slash (/), 
asterisk ('), period (. ), comma (, ), apostrophe (') or blank. Left 
justify and blank fill. A name MUST be entered here; if the 
recipient is a numbered bank account, and the true recipient is 

not known, the account number must be supplied here. IT IS 
NOT ACCEPTABLE TO HAVE TWO OR MORE CONSEC- 
UTIVE BLANKS SEPARATING PARTS OF A NAME, OR 
TO CODE A BLANK IN THE FIRST POSITION OF THIS 
FIELD (POSITION 139). For example, "JOHNbbbbb*DOE" 
is unacceptable, whereas "JOHNb'DOE" is acceptable ("b" 
represents a blank position). THE TAPE FILE WILL BE 
RETURNED FOR CORRECTION IF A SUBSTANTIAL 
NUMBER OF "Q" RECORDS SHOW A BLANK 1st NAME 
LINE OR AN INVALID 1ST NAME LINE. 
NOTE: FAILURE TO CODE AN ASTERISK BEFORE THE 
SURNAME WILL RESULT IN YOUR TAPE BEING RE- 
TURNED TO YOU FOR CORRECTION. (If the first position 
begins the surname, this is not necessary. ) 
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Positions 

174-208 

209-243 

Field Title 

2nd Name Line 

3rd Name Line 

Length 

35 

35 

Description and Remarks 

Enter supplementary name information of the recipient on this 
line. Use this line for additional names (e. g. of partners or 
joint owners), for trade names, stage names, aliases, Use this 
line also for "care of", "via", or "through" information. 
Valid characters are alphabetic, numeric, blank, ampersand 
(&), hyphen (-), slash (/), pound sign (¹), period (, ) comma 
(, ), apostrophe (') and the percent (/o). The percent (0/0) is 
valid in the first position only (as shorthand for "in care of"). 
TWO OR MORE CONSECUTIVE, IMBEDDED BLANKS 
BETWEEN NAME PARTS IS NOT ACCEPTABLE. If no 
additional name data is to be provided, blanks are to be 
inserted. Left justify and blank fill ~ 

Enter further name data if applicable; otherwise blank fill. 
Specifications are precisely as for the 2nd Name Line. See 
Street Address field. 

Enter the recipient's full street address. Valid characters are 
alphabetic, numeric, blank, ampersand (&), hyphen (-), slash 
(/), period (. ), comma (, ), apostrophe ('), and pound sign (¹). 
TWO OR MORE CONSECUTIVE, IMBEDDED BLANKS 
BETWEEN ADDRESS PARTS ARE NOT ACCEPTABLE, 
AND A BLANK IN THE FIRST POSITION OF THIS 
FIELD (POSITION 244) IS NOT VALID. If the street, 
building, military installation or other name is too long for the 
35-character allotment of this field, use the 2nd Name Line (or 
3rd Name Line if 2nd Name Line already contains name 
information) as the lsr Street Address Line, and continue on 
this line as a 2nd Street Address line. This line may be all 
blank, but only for legitimate reasons; for example, if the 
recipient is from a small town or islet or other place where a 
town or island name is sufficient to enable mail to be received. 
Left justify and blank fill. 

Enter the name of City, Town, Village, Municipality or rural 
place of residence of the recipient. Valid characters are as in 
street address, EXCEPT THE POUND SIGN (¹), WHICH IS 
NOT VALID HERE. Left justify, and blank fill. Two or more 
consecutive, imbedded blanks between city parts are not 
acceptable. For U. S. military installations enter one of the 
following: 

APO New York FPO New York 
APO San Francisco FPO San Francisco 
APO Seattle FPO Seattle 
APO Miami FPO Miami 
The name of the installation or ship may not be entered here, 
but should be in the Street Address Line. 
Enter here the name of the Province, Foreign State (but not 
the U. S. State), County, Shire, District, Region, or other 
political subdivision. For many countries the province (or other 
political subunit) is an important part of the postal address. 
For Canada the Province MUST be given here. A Canadian 
province may be expressed as a two-character code from the 
Canadian Province Code List below, or the province name 
may be written out in full or appropriately abbreviated. Valid 
characters are alphabetic, numeric, blank, ampersand (&), 
hyphen (-), period (. ), comma (, ), apostrophe (') or slash (/). 
Left justify, blank fill. TWO OR MORE CONSECUTIVE, 
IMBEDDED BLANKS BETWEEN PROVINCE PARTS ARE 
NOT ACCEPTABLE. 

279-303 City 25 

304-318 Province Name 15 

NOTE: 105 total characters are available for name information. IRS encourages full identification of nonresident 
alien persons and organizations because data is furnished to their governments in accordance with tax treaties and 
exchange of information agreements. 
244-278 Street Address 
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Positions Field Title Length Description and Remarks 

Canadian Provinces and Codes 

Province 
Alberta 
British Columbia 
Labrador 
Manitoba 
New Brunswick 
Newfoundland 
Nova Scotia (including Sable Island) 
Northwest Territories 
Ontario 
Prince Edward Island 
Quebec 
Saskatchewan 
Yukon Territories 

Province Code 
AB 
BC 
LB 
MB 
NB 
NF 
NS 
NT 
ON 
PE 
PQ 
SK 
YK 

319-327 

328-329 

330-349 

350-351 

Postal Code 

State Code 

Country Name 

Income Code 

20 

Enter the Foreign or U. S. Postal Code (ZIP code), if 
available. Withholding Agents should make an effort to obtain 
postal codes, especially for the following countries: Belgium, 
Canada, France, Germany, Italy, Spain, Switzerland, Nether- 
lands, and United Kingdom. For U. S. addresses (including all 

possessions) a ZIP code must be given. All postal codes should 
be left justified and blank filled. Alphabetic, numeric, and 
blank characters only are allowed here. Do not omit any 
blanks that may appear in the ZIP Code. HOWEVER, TWO 
OR MORE CONSECUTIVE, IMBEDDED BLANKS BE- 
TWEEN POSTAL CODE PARTS IS NOT ACCEPTABLE 
FOR U. S. OR CANADIAN ZIP CODES. 
For all U. S. addresses enter the correct two-letter code as 
prescribed for Post Office use. The state code must be present 
for all U. S. addresses, including territories and APO/FPO. 
Leave blank for non-U. S. addresses. See list in Section 4, 
above. 

Enter the unabbreviated name of the recipient's country. Omit 
political titles such as "People's Republic Of", "Kingdom 
Of", etc. Use the English Language name, as opposed to the 
native language name. For example, use "Finland" and not 
"Suomi". Leave this field blank for all U. S. addresses, 
including territories, and APO/FPO. Valid characters are 
alphabetic, blank, ampersand (&), and hyphen (-). Left justify 
and blank fill. 

Enter the two digit income code from the following list. Valid 
range is 01-26 and 50. If a given recipient receives more than 
one kind of income, additional "Q" Records must be 
prepared, since only one income code may be shown per "Q" 
Record. 

Income Code List 

01 
02 
03 
04 
05 
06 
07 
08 
09 
10 
11 
12 

Interest paid by U. S. obligators — general 
Interest on real property mortgages 
Interest paid to a controlling foreign corporation 
Interest paid by foreign corporations (U. S. Agent) 
Interest on tax-free covenant bond 
Dividends paid by U. S. corporation general 
Dividends paid by U. S. subsidiary to foreign parent corporation 
Dividends paid by foreign corporations 
Capital gains 
Industrial royalties 
Motion Picture or television copyright royalties 
Other royalties (e. g. , copyright, recording, publishing) 
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Positions Field Title 

13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 

50 

Length Description and Remarks 

Real Property income and natural resources royalties 
Pensions, annuities, alimony, and/or insurance premiums 
Scholarship or fellowship compensations 
Compensations for independent personal services' 
Compensations for dependent personal services' 
Compensations for teaching' 
Compensations during training' 
Earnings as an Artist or Athlete 
Social Security benefits 
Railroad Retirement (Tier I) benefits 
Railroad Retirement (Tier 2) benefits 
Real estate investment trust (REIT) distributions of capital gains 
Publicly traded partnership and trust distributions subject to IRC section 1445 
Unsevered growing crops and timber distributions by a publicly traded partnership or 
trust subject to IRC section 1445 
Other income (non-personal service compensations) 

'If this income (codes 16-19) is from earnings as an artist or athlete, use Income Code 20. 

352-353 Type of Recipient Code 2 Enter two digit code from the list below. Valid range is 01-09, 
19 or 20. 

Code 
01 
02 
03 
04 
05 
06 
07 
08 
09 
19 
20 

Type of Recipient 
Individual' 
Corporation' 
Partnership' 
Fiduciary 
Nominee 
Government or International Organization 
"Tax Exempt" Organization 
Private Foundation 
Artist or Athlete 
Other 
Type of Recipient unknown 

365 

'If the income recipient (codes 01-03) is an artist or athlete, use Recipient Code 09. 

354-364 Gross Income Paid 11 Enter dollars and cents up to 11 characters. Do not enter 
decimal point. Right justify and zero fill. An income amount 
other than zero must be shown. For whole dollar amounts, the 
cents must be shown by zeros. For example, $1500 should be 
shown as 00000150000 where the leftmost 5 zeros are "filler" 
and the rightmost 2 zeros represent cents. 

Exemption Code I Enter the one-digit exemption code from the list below. If the 
rate of tax shown is 00trto, enter the code of 1-4 that applies. 
If the rate of tax shown is other than 00ato, enter a zero in this 
field. 

Code 
Zero 
I 

Description 
No exemption claimed, rate of tax is above 00tIto 

Income is effectively connected with a U. S. trade 
or business (Form 4224 must be attached to Form 
1042) 
Income is exempt from tax by the Internal Revenue 
Code 
Income is non-U. S. sourced 
No withholding per treaty for this type of income 

366 Correction Indicator Enter the one position code to identify if this return is the 
original issuance, an amendment to a previously submitted 
return, or a total replacement to a previously submitted return. 
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Positions Field Title Length Description and Remarks 

Code 
Zero 
R 
A 

Description 
Original return 
Replacement return 
Amended return 

367-368 Rate of Tax Enter two-digit tax rate. Do not use percent signs or decimal 
points. A valid rate must be shown. For fractional rates, drop 
the fraction (e. g. for 12 1/2 use 12, and for 27 I/2 use 27). 
Valid tax rates are: 

00 02 04 05 

08 10 12 14 

15 20 25 27 

30 34 
Note that when an exemption code of 1-4 is used for position 
365, the Rate of Tax must be zero. 

369-379 

380-414 

415-423 

424-450 

Amount of Tax 
Withheld 

Payer's Name 

Payer's EIN 

Reserved 

35 

27 

Enter in dollars and cents the amount of tax withheld, if any. 
An amount must be shown if the Rate of Tax is greater than 
00, or if income is not otherwise exempt from withholding. If 
the rate of tax is 00, the amount of tax withheld should be 
zero. Specifications are the same as for positions 354-364 
(Gross Income Paid). Right justify and zero fill. 
Enter the name of the Payer of Income, if different from the 
Withholding Agent, up to the limit of 35 characters. Abbrevi- 
ate as needed. Left justify and blank fill. If Withholding 
Agent and Payer are one and the same, blank fill Payer Name. 
Valid characters are alphabetic, numeric, blank, ampersand 
(k), period (. ), comma (, ), apostrophe (') and hyphen (-). 
Enter the 9 digit numeric Payer's Employer Identification 
Number if there is an entry in the Payer Name Field. Blank 
fill if unknown or Payer Name is blank. 

Blank Fill. 

NOTE: All money fields must be mathematically verified by the transmitter before being sent to IRS. 

SEC. 6. WITHHOLDING 
AGENT "W" RECORD 

Enter a "W" Record after the last 
"Q" Record submitted for a particu- 
lar Withholding Agent. The "W" 
Record serves as a summary of the 
preceding "Q" Record data, and 
enables IRS to double-check the cor- 
rectness of information received. Sev- 
eral "W" Records for different with- 

holding agents may appear on the 
same Transmitter's file. Also, the 
"W" Record may refer to "Q" 
Records on more than one reel, pro- 
vided all of the preceding "Q" 
Records are for the same withholding 
agent. A "W" Record may only be 
followed by new Recipient "Q" 
Records for the next Withholding 
Agent, if any, or by a tape mark 

and/or trailer label when more reels 

follow this reel, or by an End of 
Transmission "Y" Record, when this 

is the last reel of the file. The "W" 
Record cannot be the last record on 

the FILE. Each "W" Record has a 

fixed length of 450 positions. All 

fields in the "W" Record are re- 

quired as follows: 

Positions Field Title Len th Descri tion and Remarks 

2-3 

4-12 

13-47 

Record Type 

Payment Year 

EIN 

Agent Name 35 

Enter "W". 
Enter the last two digits of the calendar year for which income 
and withholding are being reported. All recipient "Q" Records 
must report payments for this year only. Different tax years 
may not appear on the same file. 

Enter the 9 digits of the Employer Identification Number of 
the Withholding Agent. OMIT THE HYPHEN. 

Enter the name of the Withholding Agent, up to the limit of 
35 characters. Abbreviate as needed, OMITTING PUNCTUA- 
TION. Left justify and blank fill. 

826 1987-2 C. B. 



Positions Field Title Length Description and Remarks 

48-82 

83-102 

103-104 

105-113 

114-121 

122-134 

135-147 

148-450 

Agent Address 35 

City 20 

State 

Zip Code 

"Q" Record Count 

Total Tax Withheld 13 

Reserved 303 

Total Gross Amount 13 
Paid 

Enter the street address, P. O. Box, or other location of the 
withholding agent to a limit of 35 characters. Abbreviate as 
needed, OMITTING PUNCTUATION. Left justify and blank 
fill. 

Enter the city, town, or other locality name up to the limit of 
20 characters. Left justify and blank fill. 

Enter the two-character alphabetic code from the list in Section 
4 above. 

Enter 9 numeric characters for all U. S. addresses (including 
territories, possessions, and APO/FPO). For 5-digit ZIP codes, 
left justify and zero fill. Zero fill for addresses outside the 
U. S. 
Enter the total number of "Q" Records for this withholding 
agent; that is, the total count of "Q" Records following the 
last "W" Record, or if this is the first "W" Record on the 
file, the total number of "Q" Records since the "T" Record. 
The presence of a "Z" or "T" Record does not interrupt the 
count, which may therefore include consecutive "Q" Records 
on more than one tape reel. 

Enter the sum of all gross amounts paid in all "Q" Records, 
counted in Positions 114-121 above. Zero fill and right justify. 
Do not "round off" this total, since it is used as a "hash 
total" check on the "Q" Records. 
Enter the sum of all tax withheld amounts from all "Q" 
Records counted in Positions 114-121 above. Right justify, 
zero fill. 

Blank fill. 

SEC. 7. END OF REEL "Z" 
RECORD 

. 01 The End of Reel "Z" Record's 
purpose is to "subtotal" a group of 
"Q" Records for a single withhold- 
ing agent in the event that your tape 
reaches the end of reel before it has 
completed writing that group of "Q" 
Records. You will then provide the 
totals for that withholding agent in 
the next "W" Record. You will only 
use the End of Reel "Z" Record if 
you have submitted a multi-reel file 
(see Part B, Sect. 1. 04), and wish to 
subtotal a group of "Q" Records 
under one withholding agent. If you 

choose to code the "Z" Record, then 
end every reel of a multi-reel file, 
EXCEPT THE LAST REEL, with 
an End of Reel "Z" Record. 

I f the last record of that reel 
would otherwise be a "W" Record, 
then do not use the "Z" Record, but 
use the "W" Record instead. 

If records are blocked, the "Z" 
Record must be the last data record 
in the last block on the reel, but you 
may pad the rest of the block with 
all 9's to prevent a "short block". 

In the past, it was required to code 
the End of Reel "Z" Record. Begin- 
ning in TY87, it is OPTIONAL 

whether or not you use the "Z" 
Record at the end of the reels in 
your multi-reel files. If your program 
is currently set up to produce an End 
of Reel "Z" Record, you may con- 
tinue to submit your data in this 
manner. If you are a new filer, or a 
current filer who wishes to change 
their program, the use of the "Z" 
Record will be your option. 

The "Z" Record may only be 
preceded immediately by a "Q" 
Record, and may only be followed 
by trailer labels, if used, or a tape 
mark. 

The record layout for the "Z" 
Record is as follows: 

Positions Field Title Len th Descri tion and Remarks 

2-3 

4-12 

13-47 

Record Type 

Payment Year 

EIN 

Agent Name 35 

Enter "Z". 
Enter the last two digits of the calendar year for which income 
and withholding are being reported. All recipient "Q" Records 
must report payments for this year ONLY. Different tax years 
may not appear on the same file. 

Enter the 9 digits of the Employer Identification Number of 
the Withholding Agent. OMIT THE HYPHEN. 
Enter the name of the Withholding Agent, up to the limit of 
35 characters, Abbreviate as needed, OMITTING PUNCTUA- 
TION. Left justify and blank fill. 
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Positions Field Title Len th Descri tion and Remarks 

48-82 

83-102 

103-104 

105-113 

114-121 

122-134 

135-147 

148-450 

Agent Address 35 

City 20 

State 

ZIP Code 

"Q" Record Count 8 

Total Tax Withheld 13 

Reserved 303 

Total Gross Amount 13 
Paid 

Enter the street address, PO Box, or other location of the 
Withholding Agent to a limit of 35 characters. Abbreviate as 

needed, OMITTING PUNCTUATION. Left justify and blank 

fill. 

Enter the city, town, or other locality name up to the limit of 
20 characters. Left justify and blank fill. 

Enter the two-character alphabetic code from the list in Section 
4 above, 

Enter the 9-digit ZIP code for all U. S. addresses (Including 
territories, possessions, and APO/FPO). For 5-digit ZIP codes, 
left justify and zero fill. Zero fill for all addresses outside the 
U. S. 
Enter the total number of "Q" Records since the last 

preceding "W" or "T" Record. 

Enter the sum of the gross amounts paid in the corresponding 
"Q" Records, counted in positions 114-121 above. Zero fill 

and right-justify. Do NOT "round off" this total, since it is 

used as a "hash" total check on the "Q" Records. 

Enter the total sum of the tax withheld amounts from the "Q" 
Records counted in positions 114-121 above. Right justify, 
zero fill. 

Blank fill, 

SEC. 8. END OF 
TRANSMISSION "Y" RECORD 

. 01 End the LAST reel ONLY on 
a file with an End of Transmission 
"Y" Record. The "Y" Record may 
only be preceded by a "W" Record. 
It may only be followed by a Tape 
Mark, or a Tape Mark and a Trailer 

Label (if Trailer Labels are used), or 
a Trailer Label. The "Y" Record 
will count the total number of with- 

holding agents in the transmission, 
and the total number of tape reels in 

the file. The "Y" Record has a fixed 

length of 450 positions, and all posi- 

tions listed are required. PLEASE 

NOTE THAT IF SUBMITTING A 
MULTI-REEL FILE, THERE WILL 
ONLY BE ONE END OF TRANS- 
MISSION "Y" RECORD. THE 
END OF TRANSMISSION "Y" 
RECORD WILL BE THE LAST 
RECORD IN THE FINAL BLOCK 
ON THE LAST REEL IN YOUR 
FILE. 

Positions Field Title Len th Description and Remarks 

2-4 

5 — 7 

8-450 

Record Type 

Withholding Agent 
Count 

Reel Count 

Reserved 443 

Enter letter "Y" 

Enter the total number of withholding agents on this file. This 
count will be the same as the total number of "W" records. 
Right justify and zero fill. 

Enter the total number of reels for this transmission. Right 
justify and zero fill. 

Blank fill. 

SEC. 9. EFFECT ON OTHER DOCUMENTS 

Revenue Procedure 86-40 is superseded. 

26 CFR 601. 201: Tax forms and instructions. 

Rev. Proc. 87-64 

SECTION 1. PURPOSE 

. 01 The purpose of this revenue 

procedure is to outline the require- 

ments and instructions for certain 

banks and financial institutions, act- 
ing as fiduciaries with respect to 
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taxable trusts, and who are autho- 
rized depositaries for Federal taxes, 
to submit quarterly estimated income 
tax payments through the Federal 
Tax Deposit System on magnetic 
tape. The requirements are promul- 
gated by the regulations issued under 
the authority of section 6302(c) of 
the Internal Revenue Code of 1986. 
All Federal Tax Deposit payments 

are required to be deposited through 
a qualified federal tax depositary, as 
defined in 31 CFR Part 203. 

. 02 Under the provisions of this 
revenue procedure, those fiduciaries 
that have a Treasury Tax and Loan 
(TT&L) account for deposited federal 
taxes ("TT&L fiduciaries") and that 
administer at least 200 "taxable" 
trusts will be required to make esti- 



mated tax payments on magnetic 
tape. 

. 03 Authorizations will also be ex- 
tended to those fiduciaries which do 
not have TT&L accounts ("Non- 
TT&L fiduciaries") but have at least 
50 "taxable" trusts and wish to 
make a single estimated tax payment 
for a large number of trusts. How- 
ever, once authorized into the mag- 
netic tape program such fiduciary 
must continue to submit federal tax 
deposits under the provisions of this 
revenue procedure. Requests for dis- 
continuing the submission of federal 
tax deposits under the guidelines of 
this revenue procedure will be disal- 
lowed. 

SEC. 2. BACKGROUND 

. 01 The provisions of this revenue 
procedure are in accordance with the 
amendment to the Income Tax Regu- 
lations under section 6302(c) of the 
Internal Revenue Code of 1986. The 
amendment pertains to deposits of 
certain quarterly estimated income 
tax payments required to be made by 
trusts under section 6654(1) of the 
Internal Revenue Code of 1986. 

SEC. 3. FTD PAYMENTS 
SUBMITTED BY FIDUCIARIES 

. 01 All FTD payments prepared by 
an authorized fiduciary must be sub- 
mitted through a qualified federal tax 
depositary or Federal Reserve Bank. 
Form 2284, Advice of Credit (AOC), 
facsimile must be transmitted to the 
Federal Reserve Bank of jurisdiction. 
The only acceptable fiduciary- 
prepared deposit tapes are those re- 
lating to Form 1041-ES Estimated 
Tax Vouchers. All FTD tapes pre- 
pared by an authorized fiduciary 
must be submitted to the service 
center which has an established work- 
ing relationship with the depositary 
or Federal Reserve Bank that has 
agreed to allow such fiduciary to 
utilize its Treasury Tax and Loan 
(TT&L) account. 

. 02 Deposits for taxable trusts that 
have not been accepted and validated 
by the IRS for this program must be 
made to the IRS by means of the 
Form 1041-ES Estimated Tax 
Voucher. 

SEC. 4. ITEMS REQUIRED FOR 
ACCEPTANCE INTO THE FTD 
MAGNETIC TAPE PROGRAM 

. 01 TT&L fiduciaries who are re- 

quired by regulations under section 

6302(c) to make FTD payments and 
submit FTD information on magnetic 
tape must first file a letter of notifi- 
cation with the Director of the Inter- 
nal Revenue Service Center where the 
deposits will be processed. (Non- 
TT&L fiduciaries who wish to enter 
into the FTD magnetic tape program 
must also adhere to the instructions 
and procedures set forth in this Reve- 
nue Procedure. ) In most cases this 
will be the same service center that 
processes the related tax forms. The 
IRS will process each letter of notifi- 
cation within thirty calendar days of 
receipt. See Section 9 for a list of 
service centers and their addresses. 
The letter of notification should in- 
clude all the following information: 

1. The full name, address and 
employer identification number of 
the fiduciary preparing the letter of 
notification. If the fiduciary will pre- 
pare tapes at more than one branch 
or location, each location must be 
identified in the letter of notification. 

2. The name, title and telephone 
number of a person the service center 
can contact regarding the letter of 
notification. In most cases, any prob- 
lem with the letter of notification can 
be resolved by telephone. 

. 02 The fiduciary must have a 
written agreement with a depositary 
that the depositary will allow the 
fiduciary to utilize its Treasury Tax 
and Loan Account (TT&L). A copy 
of the agreement should accompany 
the letter of notification. See Exhibit 
10 for a sample format of the agree- 
ment letter from the depositary. The 
name, address, Federal Reserve Bank 
Code, bank identification number/ 
check digit code and branch code of 
the federal tax depositary must be 
listed in the agreement letter. 

. 03 Each letter of notification must 
include a listing of each taxable trust 
who will have their FTDs prepared 
by the fiduciary. The Listing of 
Trusts must contain the following 
information: 

l. A list of each trust name, 
federal employer identification num- 
ber (EIN) of the trust and a fiduciary 
assigned customer identification num- 
ber. 

2. For each trust, the listing must 
specify the type of tax that will be 
prepared. (e. g. , 1041) 

3. The listing must be double 
spaced to allow room for notations 
by the service center. The trusts must 

be listed in E IN number sequence. 
4. A duplicate listing must be 

submitted so that the Service can 
maintain a file of the trusts accepted 
under this program. See Section 6 for 
updates to the initial Listing of 
Trusts. See Exhibit 1 for an example 
of the format of the listing. 

. 04 The initial letter of notification 
submitted by a "TT&L" fiduciary 
must contain a list of 200 trusts. 

. 05 Each "Non-TT&L" fiduciarv 
applying for acceptance into the FTD 
Magnetic Tape Program must submit 
a list of no less than 50 trusts and 
must also attach a signed agreement 
that it agrees to be bound by and 
subject to all the provisions of sec- 
tion 1. 6302-3 of the Income Tax 
Regulations as if it were a fiduciary 
described in paragraph (b) of that 
section. See Exhibit 2 of this Reve- 
nue Procedure for a sample format 
of the fiduciary's agreement. 

SEC. 5. ACCEPTANCE OF 
FIDUCIARY'S APPLICATION 

. 01 Approximately 30 calendar 
days after the submission of the 
fiduciary's letter of notification, one 
copy of the Listing of Trusts will be 
returned with a letter from the IRS 
granting the fiduciary the authority 
to submit Federal Tax Deposits on 
magnetic tape for the designated 
trusts. Each taxpayer on the Listing 
of Trusts will be assigned a business 
name control currently on file with 
the IRS. If no name control had 
been established at the time of the 
submission of the Listing of Trusts, 
the IRS will assign a name control. If 
there was a discrepancy between the 
trust EIN and business name, the 
IRS will also provide the business 
name control as it is maintained on 
record with the IRS. Corrections will 
be indicated by a line through the 
fiduciary's information with the cor- 
rected information written above. If 
for any reason a particular taxpayer 
whose name is listed on the Listing 
of Trusts is not accepted by the IRS 
under this program, the name of the 
trust will be circled out and the rea- 
son for non-acceptance will be given. 

. 02 A fiduciary must not change 
the validated employer identification 
number, name control or service cen- 
ter code except when notified to do 
so by the Internal Revenue Service. 

. 03 The name control must appear 
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in tape positions 14-17 on the FTD 
records. A service center code will be 
provided to the fiduciary for each 
trust and must appear in tape posi- 
tions 18-19 of the FTD record. See 
Exhibit 4 for the Federal Tax Deposit 
Record Layout. 

. 04 Once the authorization letter is 
issued to the fiduciary, it can begin 
the submission of the test data to the 
IRS. Listed is the information needed 
for the testing phase: 

1. A tape of test data using the 
fiduciary validated information 
should be submitted. The tape must 
be in the tape format as shown in 
Exhibits 3 and 4 and must be 9 
Track, ASCII, 1600 BPI, Odd Par- 
ity. See Section 7 for instructions on 
preparation of the magnetic tape 
data. The test tape will be verified 
and returned. 

2. A microfiche copy of the AOC 
transmittal. See Section 8. 05 for de- 
tailed information regarding this mi- 

crofiche. Also see Exhibit 6. 
3. A microfiche copy of the FTD 

PROOF LIST. See Section 8. 04 for 
detailed information regarding this 
microfiche. Also see Exhibit 7. 

. 05 Upon successful completion of 
the test data, the IRS will provide the 
fiduciary a four digit identifying 
number. If the fiduciary will prepare 
tapes at more than one location or 
branch, each location or branch will 

be assigned a separate identifying 
number. After a fiduciary has been 
assigned an identifying number, all 
communications regarding the prepa- 
ration of FTD tapes should include 
this number. Updates to the 
fiduciary's Listing of Trusts must 
always contain the identifying num- 
ber of the location or branch han- 
dling the particular trust record. The 
fiduciary identifying number must be 
in tape positions 56-57-58-59, on 
both the AOC and FTD records. See 
Exhibits 3 and 4 for AOC and FTD 
record layouts. 

. 06 Fiduciaries who submit data on 
magnetic tape and are located in IRS 
regions having more than one IRS 
center will have the option to consol- 
idate and file FTDs at only one 
service center. Only those fiduciaries 
using magnetic tape are allowed this 
option. If a fiduciary deals with 
more than one service center and 
wishes to consolidate, the fiduciary 
must write to the Director of the IRS 
center where they wish to consolidate 

and obtain approval prior to filing at 
that service center. 

SEC. 6. UPDATES TO THE 
FIDUCIARY'S LISTING OF TRUSTS 

. 01 After acceptance of the 
fiduciary's initial Listing of Trusts, 
all additions and deletions must be 
reported to the service center. New 
trusts must not be included in the 
preparation of FTDs by a fiduciary 
until they are accepted and the entity 
information (EIN, name control, ser- 
vice center code, and filing require- 
ments) is validated and provided to 
the fiduciary by the IRS. If the 
fiduciary chooses to make a deposit 
for a new trust prior to being ac- 
cepted, the fiduciary must use Form 
1041-ES Estimated Tax Voucher. 
NOTE: The addition or deletion list 
must not exceed 500 entities at any 
given time. It is requested that any 
additions be submitted to the service 
center no later than 30 calendar days 
before the beginning of a quarter. 

. 02 The IRS will process updates 
to the fiduciary's addition listing 
within two weeks of receipt. The 

update listing should be in the sa 
format as the initial listing 
copies of this listing should be sub- 

mitted. One listing will be returned 
to the fiduciary with the»»gned 
name control. The second listing w»I 

be retained by the Service. The ser- 

vice center will process the additions 
on an expedited basis and in the 
same manner as the initial listing. 
The deletion list should be in the 
same format as the initial listing and 
sent to the service center annually in 

December. 
. 03 The fiduciary must send a con- 

solidated listing of their trusts cur- 
rently accepted by the Service within 
14 calendar days after the end of 
each quarter. This listing must not 
include current additions or deletions 
which must be sent separately. The 
consolidated listing is for information 
only and will not be returned to the 
fiduciary. 

SEC. 7. PREPARATION OF THE 
MAGNETIC TAPE DATA 

. 01 The magnetic tape specifica- 
tions are listed below: 

1. Type of tape 
2. Recording density 
3. Parity 
4. Interrecord Gap 
5. Recording Mode 
6. Track 

I/2 inch Mylar base, oxide coated 
1600 BPI (bytes per inch) 
Odd 
. 6 inch for 1600 BPI 
ASCII 
9-Track 

for the routing and transmittal num- 

ber. 
6. Branch code, 3 positions, and 

represents the depositary branch 
code, under which the fiduciary is 

authorized to submit FTD data. 
7. Transmittal Serial number, 3 

positions, must be numeric. Must be 

separate for each AOC and in incre- 

mental order, beginning with 001 and 

ending with 999. The number must 

not be duplicated within two calendar 
months. 

Deposit date, 6 positions, in 

MMDDYY format. The deposit date 

must agree with the deposit date in 

the FTD data record 

9. Number of FTDs 3 positions, 
numeric, in groups «440 Zero fill, 
right justify. However, the last group 
can contain less than 440. 

10. Amount, 11 positions, n„m 
and must represent the total of 
related FTDs. Do not use the s; 

. 02 Instructions for the record lay- 
outs of the Advice of Credit, Form 
2284, and the Federal Tax Deposits 
are included in this revenue proce- 
dure as Exhibits 3 & 4. Exhibit 5 is 
the FTD Data Tape record layout. 

. 03 The Advice of Credit record 
layout is an 81 character record. See 
Exhibit 3 for the AOC Record Lay- 
out. The data elements include the 
following: 

1. Problem code, I position, al- 
ways zero 

2. Service Center code, 2 positions, 
must be numeric and is assigned by 
the IRS. 

3. Federal Reserve Bank code, 2 
positions, must be numeric and is 
also assigned by the IRS. 

4. Bank account number, 8 posi- 
tions, is the routing and transmittal 
number authorized by the depositary 
bank. 

5. Check digit, 1 position, and is 
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"+", or "—" in the amount field. 
11. Identifying code, 2 positions 

and are constant zeroes (00). 
12. Fiduciary Identifying number, 

6 positions. A 4 digit number will be 
assigned by IRS to identify the bank 
or fiduciary. This number must be 
preceded by two zeroes. 

13. Record type ID code, 1 posi- 
tion, and is a constant 3. 

. 04 The Federal Tax Deposit 
record is an 81 character record. See 
Exhibit 4 for the FTD Record Lay- 
out. The data elements include the 
following information: 

1. Problem code, I position, al- 
ways zero 

2. The taxpayer trust identification 
number, name control, service center 
code, and fiduciary identifying code 
must be from the information pro- 
vided and verified by the IRS. Modi- 
fications to these items should not be 
made unless the IRS has instructed 
the fiduciary to make a necessary 
change. 

3. Name control, 4 positions, is 
provided by the IRS center on the 
approved Listing of Trusts. 

4. Service Center code, 2 positions, 
must be numeric and is assigned by 
the IRS. 

5. Tax class code, 1 position, must 
always be a "2" for Form 1041. 

6. Tax period, 2 positions, 
Month/Year format. For the month, 
use character "3" for first quarter 
(January through March), use charac- 
ter "6" for second quarter (April- 
May), use character "9" for third 
quarter (June through August ) or 
use character "&" for fourth quarter 
(September through December). For 
year, use the last digit of the year for 
which the deposit was made. (e. g. , 
1988 use "8") 

7. Payment date, 4 positions in 

MMDD format, must be numeric. 
The payment date must agree with 
the deposit date in the related AOC. 

8. Amount, 12 positions, zero fill, 
right justify and must be included in 

the total deposit amount of the cor- 
responding AOC. 

9. Fiduciary indicator, 1 position, 
must always be "9". This indicator 
identifies Form 1041 quarterly tax 
payments filed on magnetic tape. 

10. AOC serial number, 3 positions 
(001-999). 

11. Fiduciary ID number, number 
assigned the fiduciary by the IRS. 

. 05 Affix an external label to each 

tape box. The label must state: 
EXPEDITE 

(FORM 1041) FEDERAL TAX 
DEPOSIT ON MAGNETIC TAPE 

DELIVER UNOPENED TO 
TAPE LIBRARY 

SEC. 8. SUBMISSION OF 
FIDUCIARY-PREPARED FEDERAL 
TAX DEPOSITS 

. 01 The magnetic tape containing 
federal tax deposit information must 
be prepared as specified in Section 7 
of this Rev. Proc. 

. 02 The funds must be deposited in 
the Treasury Tax and Loan (TT&L) 
account of an authorized depositary 
within twenty-four hours after the 
date of deposit. The transaction data 
contained on the magnetic tape must 
be received at the IRS service center 
within 5 workdays of the date of 
credit to the TT&L account of the 
authorized depositary. The 5 work- 
day period is allowed the fiduciary to 
make any necessary corrections to the 
magnetic tape prior to its shipment 
to the IRS Service Center. If an 
adjustment is required which ulti- 
mately affects the total deposit 
amount for a particular block of 
work, the fiduciary must contact the 
FTD Interagency Coordinator at the 
IRS Service Center within 24 hours 
after the adjustment is found. How- 
ever, the submission of magnetic tape 
must still be received at the IRS 
Service Center within 5 workdays as 
previously noted. If a fiduciary fails 
to meet the deposit criteria, a cau- 
tionary letter will be issued, explain- 
ing the problem in detail. The IRS 
will schedule the processing of the 
FTD data no later than 2 workdays 
from the date of service center re- 
ceipt. 

. 03 The magnetic tape data must 
be accompanied by a paper summary 
list of the Advice of Credit informa- 
tion. The list must be in transmittal 
order and must provide the following 
information: 

1. Transmittal Number 
2. Count of FTDs 
3. Dollar amount of each Advice 

of Credit 
. 04 A microfiche must be provided 

listing specific deposit information 
and should be titled FTD PROOF 
LIST. See Exhibit 7. Also refer to 
Section 8. 06 for microfiche specifica- 

tions. The FTD PROOF LIST micro- 
fiche must contain the following in- 

formation: 
1. Deposit date, 6 positions, 

MMDDYY format. 
2. Advice of Credit (AOC) serial 

number, 3 positions. NOTE: The 
AOC serial number must appear on 
each page that has FTD client data 
for that AOC. 

3. FTD sequence number, 3 posi- 
tions (beginning with 001, not to 
exceed 440). 

4. Federal Employer Number, 10 
positions in the following format: 
NN-NNNNNNN 

5. Name Control, 4 positions 
6. Deposit type, 3 positions (Form 

number) 
7. Deposit period, 5 positions, 

MM/YY 
8. FTD Amount, 11 positions 
. 05 A microfiche copy of the AOC 

transmittals used for that particular 
deposit day must also be provided to 
the Service. See Exhibit 6 for infor- 
mation that must be on the micro- 
fiche. Also refer to Section 8. 06 for 
microfiche specifications. Each AOC 
microfiche page must have a heading 
listing the following information: 

1. Fiduciary name and four digit 
identifying number assigned by the 
IRS 

2. The beginning AOC transmittal 
serial number and the last transmittal 
number used on that deposit day 

3. Deposit date, MMDDYY format 
. 06 The microfiche recording pro- 

cess should reduce characters 48 
times smaller than the original data. 
The reduction ratio should be set at 
48X. The microfiche should include 
an eye-readable title line, up to 269 
data frames at the 48X reduction 
ratio and must be on a dark blue 
background. All microfiche data 
must be received by the IRS within 
14 calendar days after the deposit 
date. 

. 07 Form 8482, Transmittal of 
Magnetic Tape of Federal Tax De- 
posits, will be used for transmitting 
tapes and microfiche data between 
the service center and the fiduciary. 
The initial supply of Forms 8482 will 
be provided upon receipt of the 
fiduciary's letter of notif'ication to 
prepare deposit tapes. Additional 
forms can be obtained from the 
service center of jurisdict&on. See 
Exhibit 8. 
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. 08 Each tape must be clearly 
identified by affixing a completed 
Form 3298, File Identity Label. See 
Exhibit 9. The initial supply will be 
provided by the service center. Each 
tape box must have an expedite label. 
The label must state: 

EXPEDITE 
(FORM 1041) FEDERAL TAX 

DEPOSIT ON MAGNETIC TAPE 
DELIVER UNOPENED TO 

TAPE LIBRARY 
. 09 The magnetic tapes should be 

forwarded to one of the addresses 
shown in Section 9. 

. 10 Tapes will be retained at the 
IRS Service Center for 14 calendar 
days for verification purposes. The 
tapes will then be returned to the 
fiduciary. 

. 11 Upon receipt of the deposit 
tapes, the IRS will send the fiduciary 
an acknowledgement of receipt. If no 
acknowledgement of receipt is re- 
ceived within seven calendar days, 
the fiduciary should contact the 
Interagency Coordinator immediately. 

SEC. 9. TERMINATION OF THIS 
AUTHOR IZATION 

The service reserves the right to 
terminate this agreement with fiducia- 
ries because of possible systemic 
changes which may preclude the use 
of magnetic tapes. Request for addi- 
tional copies of this revenue proce- 
dure, applications to prepare FTDs, 
and update listings of authorized 
trusts, should be addressed to the 
Director, Internal Revenue Service 
Center, ATTN: FTD Coordinator, at 
one of the following addresses: 
Andover Service Center 
P. O. Box 4082 
Woburn, MA 01888 

Brookhaven Service Center 
P. O. Box 950 
Holtsville, NY 11742 

Philadelphia Service Center 
11601 Roosevelt Blvd. 
Philadelphia, PA 19255 

Cincinnati Service Center 
P. O. Box 2345 
Cincinnati, OH 45201 

Atlanta Service Center 
P. O. Box 47421 
Doraville, GA 30309 

Memphis Service Center 
P. O. Box 2500 
Memphis, TN 38101 

Kansas City Service Center 
P. O. Box 337 
Kansas City, MO 64141 

Austin Service Center 
P. O. Box 2925 
Austin, TX 78777 

Ogden Service Center 
P. O. Box 9950 Stop 6264 
Ogden, UT 84409 

Fresno Service Center 
P. O. Box 12147 
Fresno, CA 93776 

Shipments of fiduciary-prepared 
FTD tapes should be addressed to 
the Director, Internal Revenue Ser- 
vice Center, Computer Branch Tape 
Library at the address of the service 
center where the fiduciary files its 
Form 1041. One of the following 
addresses should be used for the 
shipment of FTD tapes: 

Andover Service Center 
310 Lowell Street 
Andover, MA 01810 

Brookhaven Service Center 
1040 Waverly Ave. Stop 486 
Holtsville, NY 11742 

Phtladelphta Servtce Center 
11601 Roosevelt Blvd. 
Philadelphia, PA 19255 

Cincinnati Service Center 
210 W. Second Street 
Covington, KY 41019 

Atlanta Service Center 
4800 Buford Hwy 
Chamblee, GA 30341 

Memphis Service Center 
3131 Democrat Rd. 
Memphis, TN 37501 

Kansas City Service Center 

2306 East Bannister Rd. 
Kansas City, MO 64131 

Austin Service Center 
3571 South IH 35 

Austin, TX 78741 

Ogden Service Center 
1160 West 1200 South 
Ogden, UT 84207 

Fresno Service Center 
5045 E. Butler Ave. 
Fresno, CA 93888 

SEC. 10. EFFECTIVE DATE 

This revenue procedure is effective 
September 15, 1988. 

SEC. 11. EFFECT ON OTHER 
DOCUMENTS 

This revenue procedure closely par- 
allels Rev. Proc. 86-33. 
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EXHIBIT 1 

Bank or 
Date of 
Name of 
Address 
Bank or 
Type of 

Fiduciary Identifying Number: (assigned by IRS) 
List: 
Bank or Fiduciary'. 
of Bank or Fiduciary: 
Fiduciary EIN' 
List: (Addition or Deletion List) 

Client Account N EIN Name Control Trust Name 

01234 11-1111111 James RE Ross, Trust 

01235 99-9999999 Tony Williams, Trust 

1 ~ Heading data may be positioned differently but must contain all and only 
the requested information. 

2 ~ Sort by- EIN number assigned to trust by IRS ~ 

3 ~ Leave Name Control field blank — this will be entered by IRS ~ 

4. Double-space between entries of trusts. 
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EXHIBIT 2 

TO: 

FROM: 

Date: 

Dir'ector of Internal Revenue Service Center 

(Fiduciary's Name) 

SUBJECT: AGREEMENT TO BE BOUND BY PROVISIONS OF SECTION 1. 6302-3 OF INCOME 

TAX REGULATIONS RELATING TO DEPOSITS OF ESTIMATED TAX PAYMENTS OF 

CERTAIN "TAXABLE" TRUSTS 

Upon IRS acceptance of this application, (Fiduciary's name) agrees 
that (Fiduciary's name) will be subject to and bound by all the provisions 
of section 1. 6302-3 of the Income Tax Regulations relating to deposits of 
estimated tax payments of certain "taxable" trusts as if (Fiduciary's name) 
were a fiduciary described in paragraph (b) of such section 1. 6302-3. 

If this agreement letter is approved, we understand that (Fiduciary's 
name) would be required to make estimated tax payments for the trusts for 
which it acts as the fiduciary through the Federal Tax Deposit (FTD) system 
in the manner and times described in section 1. 6302-3 and applicable 
Revenue Procedure. We also understand that the fiduciary named in this 
application would be subject to the penalty described in section 6656 if it 
fails to timely deposit the correct amount of tax. 

Officer Approving this Agreement 
Title of Officer 

834 1987-2 C. B. 



EXHIBIT 3 
ADVICE OF CREDIT RECORD LAYOUT 

(FORM 2284) 

Element 
Number 

8 
9 
10 
11 

12 

13 
14 
15 

16 
17 
18 

Name 

Problem--Code 
Service Center Code 
Federal Reserve Bank 
Code 
Bank Account Number 
Check Digit 
Branch Code 
Transmittal Serial 
Number 
Filler 
Deposit Date 
Filler 
Number of FTDs 

Amount 

Filler 
Identifying Code 
Fiduciary Identifying 
Number 

Filler 
Record Type ID Code 
Filler 

Start 
Position 

4 
6 
14 
15 

18 
21 
22 
28 
29 

32 

43 
52 
54 

60 
61 
62 

1 

1 

20 

Numeric 
Blank 
MMDDYY Format 
Blank 
Numeric in 
Groups of 440. 
If less than 
100, 
zero fill, right 
justify. 
Numeric, zero 
fill right 
justify. Do not 
use the signs 
If+If or If II j 
the Amount Field 
Blank 
Numeric, (00) 
Numeric, 4 digit 
by IRS. This 
number must be 
preceded by two 
zeroes. 
Blank 
Always 3 
Blank 

Length Remark 

1 Always Zero 
2 Numeric 

Numeric 
Numeric 
Numer ic 
Numeric 
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EXHIBIT 4 
FEDERAL TAX DEPOSIT RECORD LAYOUT 

Element 
Number 

10 
11 

12 
13 

14 

15 

Name 

Problem Code 
Filler 
Taxpayer Trust 
Identification Number 

Name Control 

Service Center Code 
Tax Class Code 
Tax Period 

Filler 
Payment Date 

Filler 
Amount 

Fiduciary Indicator 
AQC /I 

Fiduciary Identifying 
Number 

Filler 

Start 
Position 

5 
14 

18 
20 
21 

23 
27 

31 
4o 

52 
53 

56 

6o 

Length 

9 
12 

22 

Remark 

Always Zero 
Blank 

iVumer ic s 
IRS 
Assigned Name 

Control 
Numeric 
2 = Form 104 1 

Month/Year 
(Format) 
Month: 
March = 3 
June = 6 
September = 9 
December = & 

Year: 
Use last digit 
of year (e. g. 
use 8 for 
1988) 
Blank 
MMDD Format, 
Numeric 
Blank 
Numeric, zero 
fil right 
Justify. Do not 
use the signs 
ll+ tl or ll II j 
the Amount Field 
Always 9 
Numeric, AOC 

number — right 
justify. 
Assigned 
Fiduciary 
Identifying 
Number 
Blank 
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EXHIBIT 5 
FTD DATA TAPE 
FILE ID 5101 

RECORD LENGTH = 81 CHARACTERS 

BLOCK LENGTH = 20 RECORDS PER BLOCK. 
(1620 CHARACTERS) 

The following is the label sequence for this file: 
1 ~ VOL1 
2. HDR1 

3. HDR2 

4. FILEMARK 

5. DATA BLOCKS 
A) AOC RECORDS 
B) FTD RECORDS 

6. 
7 ~ 

8. 
9- 
10. 

FILEMARK 
EOF1 
EOF2 
FILEMARK 
FILEMARK 

LABEL FORMAT 

VOL1 LABEL: 
POSITION 
1-4 
5-10 
11-79 
80 

VALUE 
"VOL1" 
FILL IN WITH A SIX DIGIT REEL NUMBER 
LEAVE BLANK 
II 1 tt 

HDR1 LABEL' 
POSITION 
1-4 
5-11 
12-21 
22-27 
28-31 
32-35 
36-39 
40-41 
42 
43-47 

48 
49-53 
54 
55-60 
61-80 

VALUE 
tfHDR1 n 

"FTD5101" 
LEAVE BLANK 

FILL IN WITH A SIX DIGIT REEL NUMBER 
IIQQQ 1 II 

lf QQQ 1 tl 

IIQQQ 1 It 

'110011 

LEAVE BLANK 

CREATION DATE, FORMAT = YYDDD(YY=YEAR) 
DDD=THREE POSITION JULIAN DATE) 
LEAVE BLANK 
CREATION DATE, FORMAT = YYDDD 
111 fl 

"000000" 
LEAVE BLANK 

1987-2 C. B. 837 



EXHIBIT 5 
FTD DATA TAPE 
FILE ID 5101 

PAGE 2 

HDR2 LABEL: 
POSITION 
1-4 
5 
6-10 

11-15 

16-50 
51-52 
5g-80 

VALUE 
ffHDR2ff 
ffFff 

ff01620ff (THIS NUMBER EQUALS THE BLOCK 

LENGTH) 
ff00081ff (THIS NUMBER EQUALS THE RECORD 

LENGTH) 
LEAVE BLANK 
ff 00 ff 
LEAVE BLANK 

EOF1 LABEL 
FORMAT IS THE SAME AS THE HDR1 LABEL EXCEPT POSITIONS 1-4 = ffEOF1ff AND 

POSITIONS 55-60 MUST BE USED FOR THE NUMBER OF BLOCKS ON THE TAPE. (ZERO 
FILL& RIGHT JUSTIFY) 

EOF2 LABEL 
FORMAT IS THE SAME AS THE HDR2 LABEL EXCEPT POSITIONS 1-4 = ffEOF2ff 
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EXHIBIT 6 

MICROFICHE, ADVICE OF CREDIT 

a o ~ j- 
15 88 440 

f 

'. 

) j 
~ IEA 
~ 84 888 

Royal Crest Bank 
4323 Cherry Ave. 
Anywhere, US 99999 

4, 356, 123. 45 09 
f 

89 33 12398723 8 002 227 

I)t)~ 

l')')I 
09/15/88 ~440 398, 097. 54 

Ir& 

~ $% )) 
i Royal Crest Bank 

4323 Cherry Ave. 
Anywhere, US 99999 

89 33 12398723 8 002 228 

I)l) j 

', 
l), j 

I ll' 

135, 234. 90 09. 15 88 07 ~r 

NSR 

I 

89 33 12398723 8 002 229 

Royal Crest Bank 
4323 Cherry Bank 
Anywhere, US 99999 
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Exhibit 7 
FTD Tape Prooflist 

(Continued) 

IRS Assigned Fiduciary ID Number: 

Deposit Date: 09/15/88 

AOC 
Ser ial 
Number 

FTD 
Sequence 

Number EIN 
Name 

Control 
Deposit 

Type 
Deposit 
Period 

FTD 
Amount 

228 425 
426 
427 
428 
429 
430 
431 
432 
433 
434 
435 
436 
437 
438 
439 
440 

32-0265898 
32-0269368 
32-0982357 
32-6737388 
32-0999879 
32-5677779 
32-5656523 
32-1111234 
32-0293335 
32-0296979 
32-0297697 
32-0299782 
32-0307537 
32-0308295 
32-0309855 
32-0313495 

TURN 
WAYM 

TUBA 
CUST 
ARIZ 
SWAR 
ELRI 
PHOE 
SWEE 
C&. LI 
SHOW 

GMHO 

JCSG 
CRAI 
AMAT 
BUDW 

1041 
1041 
1041 
1041 
1041 
1041 
1041 
1041 
1041 
1041 
1041 
1041 
1041 
1041 
1041 
1041 

09/88 
09/88 
09/88 
09/88 
09/88 
09/88 
09/88 
09/88 
09/88 
09/88 
09/88 
09/88 
09/88 
09/88 
09/88 
09/88 

8, 812. 09 
22, 381. 32 
3, 078. 06 
3, 244. 13 

17, 032. 56 
4, 986. 40 

60, 340. 23 
28, 166. 80 
9, 289. 19 
5, 733. 72 

25, 236, 85 
28, 242. 38 
8, 060. 32 

13, 330. 67 
4, 744. 93 

14, 996. 39 

AOC SUB-TOTAL xxx 89 33 12398723 8 002 228 398&097. 54 

229 001 
002 
003 
004 
005 
006 
007 

32-9338622 
32-9875467 
32-0342149 
32-9867584 
32-0987668 
32-4658390 
32-5432345 

LAKE 
NAKE 
SPEE 
KIEO 
AEOI 
TONY 
DIAN 

1041 09/88 
1041 09/88 
1041 09/88 
1041 09/88 
1041 09/88 
1041 09/88 
1041 09/88 

7, 665. 32 
9, 512, 14 
4, 358. 36 
51265. 58 
3, 594. 11 
5, 343. 17 

991496. 22 

xxx AOC SUB-TOTAL xxx 89 33 12398723 8 002 229 135, 234. 90 

AOC TOTAL MONEY SUBMITTED 4, 889, 455. 89 
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EXH I B IT 8 

FORM 8482 

t„cweoe oor 
NTSIAAOC C ~ ~ 

(z ~ ~ tssrcacT 

Sieanor Sanders 

i 209 & b3a-2355 

ilAGNETIC TAPE OF 
FEOEAAI. TAX OEPONTS ~ AGppl ~ ~ ~ ~ crrr ssos %el M ~ 

Soyal Crest lank 
23433 London St, 
San Carlos, Ca 93235 

rase &0 ~e 
lS de ~ 

~ List tape I. D. %mber 
List Deposit Date 
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EXHIBIT 9 

FILE IDENTITY LABEL 

FILE IDENTITY (From} 
F'J. 'D 5101 

Jab Run FRo 

~ EOVENCE 

1 
F 

CYCLE No. 

CREATION RETENTION 

1 da 

ETATIIEITYPE 

FROaaamma 
Na 

TESTIOEERI JOS IDENTITY plou~ooaoootIF IIooI 

FILE SENTITY Po) REKAllKS-ROUTINO 

DRIVE IINIT ELOCE VOL. 

I I 

List the Tape Creation Date 

842 1987-2 C. B. 



EXHIBIT 10 

TO: 

FROM: Depositary Name 

DATE: 

SUBJECT: AGREEMENT TO USE DEPOSITARY'S TREASURY TAX & LOAN ACCOUNT 

We have agreed to allow your organization to utilize our Treasury, Tax & 

Loan (TT&L) Account for the deposit of your customer's federal taxes. You 
must forward a completed copy of the Advice of Credit, Form 2284, with 
every deposit transaction. The available funds submitted to our branch 
office must be equal to the total deposit amount on the completed 
Form 2284. Our bank will accept cash, check or a postal money order. 

We understand that you will submit the estimated tax deposit information 
via magnetic tape to the IRS. This is in accordance with tne requirements 
specified in the Internal Revenue Service Bulletin 87-52 dated 
December 28, 1987. 

Officer Approving This Agreement 
Title of Officer 
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I Z. RECORD LAYOUT 
ttrJ Pn. sr rron 3 

13. REFERENCE 1. PROJECT NAME 2. PROJECT NO 3. PUBLIC. 4 SEC NO 5. PART 

OF 
14. REMARKS 

FTD — DATA TAPE 6. PROGRAM - SYSTEM 7. OPER. PERIOD 8. PREP. 87 9. APPROV. INITS. ORG. CODE ATE 

DATA — ASCII; 1600 BPI; 9 TRACK ODD PARITY 

15. Rn 17. t. r 
I 

O 
U7 

16. RECORD NAME 

VOL 1 

18. 

19 
VOL 1 

Reel 
Number 
6 Digits 

2 3 4 5 6 7 8 9 10 11 12 13 14 rs 16 17 18 19 zo zr 22 23 z4 25 2e 27 zB 29 30 31 Sz 33 34 35 36 37 38 39 40 41 4z 43 44 4s 46 47 48 49 so sl s2 s3 s4 s5 se s? sB 59 eo el ez e3 ee 65 66 66 68 69 70 7' 12 73 74 

15. ttn 17. t 

16. RECORD NAME I B. Reel 
Number 
6 Digits 

Create 
Date 
YYDDD 

Create 
Date 
YYDDD 

HDR 1 
19 
HD R 1 FTD 5 1 g 1 8 'E 8 1 8 8 8 1 8 jtI g 1 8 8 

I 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20 21 22 ?3 24 25 26 27 28 29 30 31 3Z 33 34 35 36 37 38 39 40 41 42 43 44 45 46 47 48 49 50 51 52 53 54 55 S6 57 SB 59 60 61 62 63 64 65 66 67 68 69 70 71 ?Z 73 74 75 76 77 78 79 8 

15. Etn 17. t n 

16. RECORD NAME 18. 

HDR 2 
19 

H D R 2 F II1 I 6 2 g %6 g g 8 I 
2 3 4 5 6 7 8 9 1011 12 13 1415 16 17 1819 20 21 22 23 24 25 26 27 28 2930 31 32 33 34 35 36 37 38 39 40 41 42 43 44 45 46 47 484950 51 52 53 54 5556 Sr SeSB eoer 62 63 64 65 6667 68 69 7071 7273 4 75 76 7778 798 

15. Rn 17. t n 

16. RECORD NAME Reel 
Number 
6 Digits 

Create 
Date 
YYDDD 

Create 
Date 
YYDDD 

Block 
Count 

EOF 1 

19 

E 0 F 1 F T D 5 1 III 1 y I Ilt I II1 jlt 
'g l g II1 Ij 

2 3 4 5 6 7 8 9 10 ll 12 13 14 15 16 17 18 19 20 21 22 23 24 Zs 262728 29 30 31 32 33 3435 36 37 3839 4041 42 43 44 45 46 47 48 49 50 51 52 53 S4 55 56 57 58 596061 62 63 14 65 6667 68 69 70 71 72 73 74 75 76 77 18 79 8 

7. n 

RECORD NAME I 8. 

EOF 2 V'0 F 2 F IB 1 6 2 g g IB I6 8 1 

2 3 4 5 6 7 8 9 10 Ir 12 13 14 15 16 1718 19 20 21 Zz 2324 25 26 2728 29 3D 31 32 33 34 35 36 37 38 39 40 41 4? 43 44 45 46 49 48 49 SG 51 52 53 54 55 56 57 58 596061 62 63 6465 66 67 6869 70 71 72 73 7415 76 77 78 798D 

ANSMITTAL NO. PAVt Ntj 

TFIEAS URY DEPARTMENT - INTERNAL REVENLIE SERVICE GPG 9 4 132 GRM 3667 IREv 11611 



Social Security Contribution and 
Benefit Base 

Under authority contained in the 
Social Security Act, the Secretary, 
Department of Health and Human 
Services, has determined and an- 
nounced (52 F. R. 41672, dated 
October 29, 1987) that the contribu- 
tion and benefit base for remunera- 
tion paid in 1988 and self- 
employment income earned in tax- 
able years beginning in 1988 is 
$45, 000. 

TITLE 26 — INTERNAL REVENUE. — 
CHAPTER 1, SUBCHAPTER H, 
PART 601. 702. — STATEMENT OF 
PROCEDURAL RULES FINAL RULE 

AGENCY: Internal Revenue Service, 
Treasury. 

ACTION: Final Rule. 

SUMMARY: This document contains 
final regulations, amending the State- 
ment of Procedural Rules (SPR). The 
SPR sets forth the procedural rules 
of the Internal Revenue Service for 
all taxes administered by the Service 
as well as certain rules that apply to 
the Bureau of Alcohol, Tobacco and 
Firearms. These amendments update 
the SPR and make certain changes in 

the Service's procedure, including 
changes necessitated by recent legisla- 
tion, to conform to changes in corre- 
sponding Department of the Treasury 
regulations, and to update organiza- 
tional titles and addresses. 

DATES: Effective: November 12, 
1987. 

SUPPLEMENTARY 
INFORMATION: 

Background 

This document contains final regu- 

lations to amend the SPR (26 CFR 
601. 702), issued under the authority 
contained in 5 USC 301 and 552. The 

principal amendments update the 
SPR to reflect changes in the fee and 

fee waiver provisions of the Freedom 
of Information Act, as enacted by 
the Freedom of Information Reform 
Act of 1986 (Pub. L. 99-570). Some 
amendments update the SPR to re- 

flect changes in nomenclature and to 
eliminate references to a particular 
gender. The Disclosure Operations 

Division is now the Office of Disclo- 
sure. The Civil Service Commission is 

now the Special Counsel. The Direc- 

tor, Foreign Operations District, is 

now the Assistant Commissioner (In- 
ternational). The SPR is also updated 
to reflect changes of addresses to be 
contacted for Freedom of Informa- 
tion requests. The SPR also incorpo- 
rates provisions for processing re- 

quests involving records of submitters 
of business information, in conform- 
ance with corresponding Department 
of the Treasury regulations, 31 CFR 
1. 6, and to satisfy Executive Order 
12600, 52 FR 23781 June 25, 1987). 
The other amendments are described 
in the order of the sections of the 
SPR being amended. 

The Internal Revenue Service pub- 
lished proposed amendments to the 
Freedom of Information Act subpart 
of its Statement of Procedural Rules 
on July 27, 1987, 52 FR 28000. The 
Internal Revenue Service received 
comments from only one organiza- 
tion. Because the proposed amend- 
ments were drafted to conform to 
Treasury's Departmental final regula- 
tions, published on July 14, 1987 (52 
FR 26302), the Internal Revenue Ser- 
vice is constrained from making any 
changes in two of the areas addressed 
by the commentator: the definition 
of "representative of the news me- 
dia" and the referral policy for docu- 
ments created by other agencies lo- 
cated in Internal Revenue Service 
files. The revisions proposed by the 
commentator would be inconsistent 
with, and therefore superceded by, 
Treasury Departmental regulations. 
With respect to the final area, fee 
waivers, the commentator recom- 
mends that the Internal Revenue Ser- 
vice simply reiterate the language of 
the statute regarding waiver of fees, 
rather than incorporate any of the 
Justice Department's guidance. Al- 
though the commentator stated that 
the inclusion of Justice's guidance 
makes it more difficult for requesters 
to qualify for fee waivers, we do not 
agree and such is not our intent. 
Particularly because the Freedom of 
Information Act holds individual of- 
ficials responsible for "arbitrary and 
capricious" actions, it becomes in- 
cumbent upon the agency to establish 
measurable criteria for its officials to 
consider in the exercise of their dis- 
cretion under the statute. The Inter- 
nal Revenue Service believes that the 

criteria included in these regulations 
reaches a reasonable balance between 
the agency's interest in a "self- 
sustaining" Freedom of Information 
Act program (as intended by Con- 
gress) and the public's interest in 

optimal access to government 
records. Accordingly, no changes 
have been made to these sections. 

An editorial amendment is made to 
paragraphs (a)(1), (b)(1), and (c)(1) 
to change ''paragraph (b) of 
601. 701" to "paragraph (b)(1) of 
601. 701. " 

An amendment is made to para- 
graphs (a)(1) and (c)(3)(v) to change 
"Internal Revenue Code of 1954" to 
"Internal Revenue Code of 1986. " 

Paragraph (b)(2), relating to dele- 
tion of identifying details, is 
amended to substitute section 6103 of 
the Internal Revenue Code as a statu- 
tory provision for disclosure in lieu 
of section 7213. 

Paragraph (c)(2), relating to re- 
quests for records not in control of 
the Internal Revenue Service, is 
amended to conform to correspond- 
ing Department of the Treasury regu- 
lations. 

Paragraph (c)(4) is amended to 
conform to IRC 6103(e)(1)(D) of the 
Internal Revenue Code; to enable the 
president or chief executive officer of 
a corporation to gain access to 
records without supplying additional 
proof of authority; to enable other 
officers or employees of a corpora- 
tion to gain access to records with an 
appropriate certification of authority; 
to enable other persons to gain access 
to records with a board of directors' 
resolution of authority. 

Paragraph (c)(11) is amended to 
eliminate the reference to 5 USC 
552(a)(4)(D), relating to expedited ju- 
dicial proceedings under the Freedom 
of Information Act, which was elimi- 
nated by the Federal Courts Civil 
Priorities Act (Pub. L. 98-620) in 
1984. 

Paragraph (c)(12) is redesignated 
(c)(13); and new paragraph (c)(12) is 
inserted to conform to corresponding 
Department of the Treasury regula- 
tions. 

Paragraphs (d)(1), (3), and (4) are 
amended to reflect the requirement 
for a written request prior to public 
inspection of tax returns, return in- 
formation and applications for tax 
exempt status, and to update certain 
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cross references. 
Paragraph (d)(2) is amended to 

clarify the records relating to seizure 
and sale of real estate that are open 
to public inspection. 

Paragraph (d)(5) is redesignated 
(d)(8) and is amended to conform to 
IRC 6103(k)(1), which authorizes full 
disclosure of accepted offers in com- 
promise, notwithstanding the confi- 
dentiality requirements of 18 USC 
1905, relating to trade secrets, pro- 
cesses, operations, style of work, etc. 

Paragraph (d)(8) is redesignated 
(d)(5) and to update certain cross 
references. 

Paragraph (f) is amended to reflect 
changes necessitated by the Freedom 
of Information Reform Act (Pub. L. 
99-570). Other changes and additions 
necessitated by the Freedom of Infor- 
mation Reform Act may be found in 
paragraphs (c)(3)(viii) and (ix); 
(c)(5)(i), (c)(6), and (c)(7)(ii). 

Paragraph (g) is amended to reflect 
changes in nomenclature and ad- 
dresses and to clarify that Regional 
and District Counsel records are un- 
der the jurisdiction of the Regional 
Commissioner and District Director, 
respectively. 

New paragraph (h) is added to 
conform to corresponding Depart- 
ment of the Treasury regulations con- 
cerning the processing of requests of 
submitters of business information, 
31 CFR 1. 6, and to satisfy Executive 
Order 12600. 

SPECIAL ANALYSES 

The Commissioner of Internal Rev- 
enue has determined that this rule is 
not a major rule as defined in Execu- 
tive Order 12291 and that a Regula- 
tory Impact Analysis is therefore not 
required. Although procedural rules 
do not normally require notices of 
proposed rulemaking pursuant to 5 

USC 553, the Freedom of Informa- 
tion Reform Act required agencies to 
promulgate final regulations after 
publication of proposed regulations 
pursuant to notice and public com- 
ment. Proposed regulations were 
published on July 27, 1987, at 52 FR 
28000, for any comments received on 
or before August 7, 1987. 

Adoption of Amendments to 
Statement of Procedural Rules 

Accordingly, 26 CFR 601 is 
amended as follows: 

846 1987-2 C. B. 

Paragraph 1. The authority for 
Part 601 is amended by adding the 
following citation: 

Authority: 5 U. S. C. 301 and 552. 
Par. 2. Section 601. 702(a)(1) is 

amended as follows: 
1. In the first sentence, the lan- 

guage "paragraph (b) of $601. 701" is 

removed and the language "para- 
graph (b)(1) of (601. 701" is added in 

its place. 
2. In the flush material immedi- 

ately following (v), the language "In- 
ternal Revenue Code of 1954" is 
removed and the language "Internal 
Revenue Code of 1986" is added in 
its place. 

Par. 3. Section 601. 701(b)(1) is 

amended by removing from the first 
sentence the language "paragraph (b) 
of $601. 701" and adding the lan- 

guage ''paragraph (b)(1) of 
$601. 701" in its place. 

Par. 4. Section 601. 702(b)(2) is 

amended by removing from the last 
sentence the language "7213, dealing 
with disclosure of information ob- 
tained from members of the public. " 
and adding the language "6103 of 
the Internal Revenue Code. " in its 
place. 

Par. 5. Section 601. 702(b)(3) is 
amended as follows: 

1. (ii) is revised to read as set forth 
below. 

2. In (iii), the language "paragraph 
(f)(4)" is removed and the language 
"paragraph (f)(5)(iii)" is added in its 
place. 

3. The first sentence of (iv) is 
revised to read as set forth below. 

(3) Public reading rooms — (i) In 
general. "** 

(ii) Addresses of public reading 
rooms. The addresses of the reading 
rooms are as follows: 

MID-ATLANTIC REGION 

Mailing address: Freedom of Infor- 
mation Reading Room, Internal 
Revenue Service, 600 Arch Street, 
Philadelphia, Pa. 19105. 

Location: same as mailing address. 

SOUTHEAST REGION 

Mailing address: Freedom of Infor- 
mation Reading Room, Internal 
Revenue Service, 275 Peachtree 
Street, N, E. , Room 342, Atlanta, 
Ga. 30043. 

Location: same as mailing address. 

MIDWEST REGION 

Mailing address: Freedom of Infor- 
mation Reading Room, Internal 
Revenue Service, 230 Dearborn 
Street, Room 1980, Chicago, Ill. 
60604. 

Location: same as mailing address. 

CENTRAL REGION 

Mailing address: Freedom of Infor- 
mation Reading Room, Internal 
Revenue Service, 201 W. Fourth 
Street, Covington, Ky. 41019. 

Location: same as mailing address. 

SOUTHWEST REGION 

Mailing address: Freedom of Infor- 
mation Reading Room, Internal 
Revenue Service, 1100 Commerce 
Street, Room IIBI5, Dallas, Texas 
75242. 

Location: same as mailing address. 

WESTERN REGION 

Mailing address: Freedom of Infor- 
mation Reading Room, Internal 
Revenue Service, 450 Golden Gate 
Avenue, Room 2307, San Fran- 
cisco, Ca. 94102. 

Location: same as mailing address. 
NATIONAL OFFICE 

Mailing address: Freedom of Infor- 
mation Reading Room, Internal 
Revenue Service, 1111 Constitution 
Avenue, N. W. , Washington, D. C. 
20224. 

Location: same as mailing address. 

NORTH ATLANTIC REGION 

Mailing address: Freedom of Infor- 
mation Reading Room, Internal 
Revenue Service, 120 Church 
Street, 11th Floor, New York, New 
York 10007. 

Location; same as mailing address. 

(iv) Inability to use public reading 
rooms. If persons are unable or 
unwilling to visit a reading room in 

person but wish to inspect identifi- 
able reading room material, they may 
request permission to inspect such 
material at any office of the Internal 
Revenue Service. *** 

Par. 6. Section 601. 702(c)(1) is 

amended by removing from the first 
sentence the language "paragraph (b) 
of $601. 701" and adding the 
language "paragraph (b)(1) of 
5601. 701 "in its place. 



Par. 7. Section 601. 702(c)(2) is 
amended as follows: 

1. In (i), the third sentence, the 
language "31 CFR Part 1. 5 (g) and 
(h)" is removed and the language 
"31 CFR Part 1. 5(g), (h), and (i)" is 
added in its place. 

2. (ii) is revised to read as set forth 
below. 

3. A new (iii) is added immediately 
following (ii) to read as set forth 
below. . 

(2) Requests for records not in 
control of the Internal Revenue Ser- 
vice, (i)*** 

(ii) Where the record requested was 
created by another agency or Depart- 
ment of the Treasury constituent unit 
(i e. , in its control) and a copy 
thereof is in the possession of the 
Internal Revenue Service, the Internal 
Revenue Service official to whom the 
request is delivered shall refer the 
request to the agency or constituent 
unit which originated the record for 
direct reply to the requester. The 
requester shall be informed of such 
referral. This referral shall not be 
considered a denial of access within 
the meaning of these regulations. 
However, where the record is deter- 
mined to be exempt from disclosure 
under 5 U. S. C. 552, the referral need 
not be made, but the Internal Reve- 
nue Service shall inform the originat- 
ing agency or constituent unit of its 
determination. Where notifying the 
requester of its referral may cause a 
harm to the originating agency or 
constituent unit which would enable 
the originating agency or constituent 
unit to withhold the record under 5 

U. S. C. 552, then such referral need 
not be made. In both of these cir- 
cumstances, the Internal Revenue 
Service official to whom the request 
is delivered shall process the request 
in accordance with the procedures set 
forth in this subpart. 

(iii) When a request is received for 
a record created by the Internal Rev- 

enue Service (i. e. , in its possession 
and control) that includes informa- 
tion originated by another agency or 
Department of the Treasury constitu- 
ent unit, the record shall be referred 
to the originating agency or constitu- 
ent unit for review, coordination, 
and concurrence. The Internal Reve- 

nue Service official to whom the 
request is delivered shall not issue its 
determination with respect to that 
record without prior consultation 

with the originating agency or con- 
stituent unit. 

Par. 8, Section 601. 702(c)(3) is 

amended as follows: 
1. In (v), the language "sections 

6103 and 7213 of the Internal Reve- 
nue Code of 1954" is removed and 
the language "section 6103 of the 
Internal Revenue Code of 1986" is 

added in its place. 
2. In (vii), the final "and" is 

removed. 
3. In (viii), ", " is removed at the 

end and ", and' is added in its place. 
4. A new (ix) is added to read as 

set forth below. 
5. The flush language is revised to 

read as set forth below. 

(3) Form of request. The initial 
request for records must— 

(I) 
(ix) Identify the category of the 

requester and state how the records 
will be used, as required by para- 
graph (f)(3) of this section. Where 
the initial requests, rather than stat- 
ing a firm agreement to pay the fees 
ultimately determined in accordance 
with paragraph (f) of this section, 
place an upper limit on the amount 
the requesters agree to pay, which 
upper limit is deemed likely to be 
lower than the fees estimated to 
ultimately be due, or where the re- 
questers ask for an estimate of the 
fees to be charged, the requesters 
shall be promptly advised of the 
estimate of fees and asked to agree 
to pay such amount. Where the 
initial requests include a request for 
reduction or waiver of fees, the In- 
ternal Revenue Service officials re- 
sponsible for the control of the re- 
quested records (or their delegates) 
will determine whether to grant the 
requests for reduction or waiver in 
accordance with paragraph (f) of this 
section and notify the requesters of 
their decisions and, if their decisions 
result in the requesters being liable 
for all or part of the fees normally 
due, ask the requesters to agree to 
pay the amounts so determined. The 
requirements of this subparagraph 
will not be deemed met until the 
requesters have explicitly agreed to 
pay the fees applicable to their re- 
quests for records, if any, or have 
made payment in advance of the fees 
estimated to be due. In addition, 
requesters are advised that only re- 
quests for records which fully comply 
with the requirements of this 

subparagraph can be processed in 
accordance with this section. Re- 
questers will be promptly notified in 
writing of any requirements which 
have not been met or any additional 
requirements to be met. However, 
every effort will be made to comply 
with the requests as written. 

Par. 9. Section 601. 702(c)(4) is 
amended as follows: 

1. In (i)(A), the second and fourth 
sentences are revised to read as set 
forth below. 

2. In (i)(B), first sentence, the 
language "601. 701(b)" is removed 
and the language "601. 701(b)(1)" is 
added in its place. 

3. (ii) is revised to read as set forth 
below. 

(4) Reasonable description of 
records; identity and right of the 
requester. (i)(A)***While no specific 
formula for a reasonable description 
of a record can be established, the 
requirement will generally be satisfied 
if the requester gives the name, sub- 
ject matter, location, and years at 
issue, of the requested records. If the 
request seeks records pertaining to 
pending litigation, the request should 
indicate the title of the case, the 
court in which the case was filed, 
and the nature of the case. *** Where 
the requester does not reasonably 
describe the records being sought, the 
requester shall be afforded an oppor- 
tunity to refine the request. *** 

(ii) In the case of records contain- 
ing information with respect to par- 
ticular persons the disclosure of 
which is limited by statute or regula- 
tions, persons making requests shall 
establish their identity and right to 
access to such records. Persons re- 
questing access to such records which 
pertain to themselves may establish 
their identity by— 

(A) The presentation of a single 
documnt bearing a photograph (such 
as a passport or identification 
badge), or the presentation of two 
items of identification which do not 
bear a photograph but do bear both 
a name and signature (such as a 
driver's license or credit card), in the 
case of a request made in person, 

(B) The submission of the 

requester�'s 

signature, address, and 
one other identifier (such as a photo- 
copy of a driver's license) bearing the 
requester's signature, in the case of a 
request by mail, or 

1987-2 C. B. 847 



(C) The presentation in person or 
the submission by mail of a notarized 
statement swearing to or affirming 
such person's identity. 

Additional proof of persons' identity 
shall be required before the requests 
will be deemed to have met the 
requirement of paragraph (c)(3)(v) of 
this section if it is determined that 
additional proof is necessary to pro- 
tect against unauthorized disclosure 
of information in a particular case. 
Persons who have identified them- 
selves to the satisfaction of Internal 
Revenue Service officials pursuant to 
this subdivision shall be deemed to 
have established their right to access 
records pertaining to themmselves. 
Persons requesting records on behalf 
of or pertaining to another person 
must provide adequate proof of the 
legal relationship under which they 
assert the right to access the re- 

quested records before the require- 
ment of paragraph (c)(3)(v) of this 
section will be deemed met. In the 
case of an attorney-in-fact, the re- 

quester shall furnish an original of a 
properly executed power of attorney 
together with one other identifier 
bearing the signature of the person 
executing such power of attorney. In 
the case of a corporation, if the 
requester has the authority to legally 
bind the corporation under applicable 
state law, such as its president or 
chief executive officer, then a written 
statement that the person making the 
request on behalf of the corporation, 
on corporate letterhead, shall be suf- 
ficient. If the requester is an officer 
or a'n employee of a corporation, 
then such person shall furnish a 
certification by one of the 
corporation's officers (other than the 
requester) that the person making the 
request on behalf of the corporation 
is properly authorized to make such 
request. If the requester is other than 
one of the above, then such person 
shall furnish a resolution by the 
corporation's board of directors pro- 
viding that the person making the 
request on behalf of the corporation 
is properly authorized to make such 
a request. A person requesting access 
to records of a one-man corporation 
or a partnership shall provide a nota- 
rized statement that the requester is 

in fact an officer or official of the 
corporation or a member of the 
partnership. 

Par. 10. Section 601. 702(c)(5) is 
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amended as follows: 
1. In the first sentence, the lan- 

guage "official responsible for the 
control of the records requested (or 
his delegate)" is removed and the 
language "officials responsible for 
the control of the records requested 
(or their delegates)" is added in its 
place. 

2. In the flush material following 

(iii), the language "he may expect a 
response" is removed and the lan- 

guage "a response may be expected" 
is added in its place. 

3. In (i), the language "search and 
duplication" is removed and the lan- 

guage "search, duplication, and re- 
view" is added in its place. 

Par. 11. Section 601. 702(c)(6) is 

amended by adding the following 
two, new sentences between the first 
and second sentences: 

(6) Search for records requested. 
**"Search time includes any and all 
time spent looking for material re- 
sponsive to the request, including 
page-by-page or line-by-line identifi- 
cation of material within records. 
However, where duplication of an 
entire record would be less costly 
than a line-by-line identification, du- 
plication should be substituted for 
this kind of search. *** 

Par. 12. Section 601. 702(c)(7) is 
amended by revising (i), (ii), and (iv) 
to read as follows: 

(7) Initial determination — (i) In 
general. The Director of the Office 
of Disclosure or his/her delegate 
shall have the authority to make 
initial determinations with respect to 
all requests for records of the Inter- 
nal Revenue Service. With the excep- 
tions of records which are controlled 
by the Assistant Commissioner (In- 
spection), the Director of the Internal 
Revenue Service Data Center, the 
Assistant Commissioner (Interna- 
tional), or the Director of Practice, 
the Director of the Office of Disclo- 
sure or his/her delegate shall have 
the sole authority to make such de- 
terminations with respect to records 
controlled by the National Of fice. 
Except where the Director of the 
Office of Disclosure or his/her dele- 
gate has such sole authority, the 
initial determination as to whether to 
grant the request for records may be 
made either by the Director of the 
Office of Disclosure or by the Inter- 
nal Revenue Service officials respon- 
sible for the control of the records 

requested or their delegates (see para 
graph (g) of this section), including 
those officials mentioned in the pre- 
ceding sentence. The initial determi- 
nation will be made and notification 
thereof mailed within 10 days (ex- 
cepting Saturdays, Sundays, and legal 

public holidays) after the date of 
receipt of the request, as determined 
in accordance with paragraph (c)(5) 
of this section or the requester other- 
wise agrees to an extension of the 
10-day time limitation. 

(ii) Granting of request. If it is 

determined that the request is to be 

granted, and if the person making 
the request desires a copy of the 

requested records, a statement of 
fees, if any, in accordance with para- 
graph (f) of this section, will be 
mailed to the requester, requesting 
such payment prior to release of the 
records determined to be available. 
Upon receipt of such fees, the Inter- 
nal Revenue Service official responsi- 
ble for the control of the records (or 
his/her delegate) will promptly mail 

such copies to the requester, with any 
explanation of the deletions or 
withholdings, as applicable. How- 

ever, if no fees are due, then a copy 
of the available records will be 

promptly mailed to the requester. In 

the case of a request for inspection, 
the requester will be notified in writ- 

ing of the determination, when and 

where the requested records may be 

inspected and of the fees involved in 

complying with the request. Any fees 

involved in complying with the re- 

quest for inspection of records shall 

be submitted prior to making the 

records available for inspection. The 
records will promptly be made avail- 

able for inspection, at the time and 

place stated, normally at the appro- 
priate office where the records re- 

quested are controlled. However, if 
the person making the request has 

expressed a desire to inspect the 

records at another office of the Inter- 

nal Revenue Service, every reasonable 
effort will be made to comply with 

the request. Records will be made 

available for inspection at such rea- 

sonable and proper times as not to 
interfere with their use by the Inter- 

nal Revenue Service or to exclude 

other persons from making inspec- 

tions. In addition, reasonable limita- 

tions may be placed on the number 

of records which may be inspected by 

a person on any given date. The 



person making the request will not be 
allowed to remove the records from 
the office where inspection is made. 
If, after making inspection, the per- 
son making the request desires copies 
of all or a portion of the requested 
records, copies will be furnished 
upon payment of the established fees 
prescribed by paragraph (f) of this 
section. 

(iv) Inability to locate and evaluate 
within time limits. Where the records 
requested cannot be located and eval- 
uated within the initial 10-day period 
or any extension thereof in accor- 
dance with paragraph (c)(9) of this 
section, the search for the records or 
evaluation will continue, but the re- 
questers will be so notified, advised 
that they may consider such notifica- 
tion a denial of their requests for 
records, and provided with the ad- 
dress to which an administrative ap- 
peal may be delivered. However, the 
requesters may also be invited, in the 
alternative, to agree to a voluntary 
extension of time in which to locate 
and evaluate the records. Such volun- 
tary extension of time will not consti- 
tute a waiver of the requesters' right 
to appeal any denial of access ulti- 
mately made or their right to appeal 
in the event of failure to comply with 
the time extension granted. 

Par. 13. Section 601. 702(c)(8) is 
amended as follows: 

1. The first sentence of paragraph 
(c)(8) is revised to read as set forth 
below. 

2. (v) is revised to read as set forth 
below. 

3. In the flush material following 

(vi), the language "Commissioner or 
his delegate" is removed from the 
first sentence and the language 
"Commissioner or his/her delegate" 
is added in its place; and the word 
"appellant" is removed from the 
fifth sentence and the word "re- 
quester" is added in its place. 

(8) Administrative appeal. The re- 

quester may submit an administrative 

appeal to the Commissioner at any 
time within 35 days after the date of 
any notification described in para- 

graph (c)(7)(iii) or (iv) of this section 
of after receipt of an adverse deter- 
mination of the requester's category 
described in paragraph (f)(3) of this 

section, or the date of the letter 
transmitting the last records released, 
whichever is later. The letter of ap- 
peal shall — *** 

(v) Specify the date of the request, 
and the office to which the request 
was submitted and, where possible, 
enclose a copy of the initial request 
and the initial determination being 

appealed, and 
Par. 14. Section 601. 702(c)(9) is 

amended as follows: 
1. In (i)(B), the language "or re- 

lated requests" is added following 
"single request, " and before "or". 

2. In (i)(C), the language "Disclo- 
sure Operations Division" is removed 
and the language "Office of Disclo- 
sure" is added in its place. 

Par. 15. Section 601. 702(c)(10) is 

revised to read as follows: 

(10) Failure to comply. If the 
Internal Revenue Service fails to 
comply with the time limitations 
specified in paragraphs (c)(7), (8), or 
(9)(i) of this section, any persons 
making requests for records satisfying 
the requirements of subdivisions (i) 
through (ix) of paragraph (c)(3) of 
this section, shall be deemed to have 
exhausted their administrative reme- 
dies with respect to such requests. 
Accordingly, these persons may ini- 
tiate suit in accordance with para- 
graph (c)(11) of this section. 

Par. 16. Section 601. 702(c)(11) is 
revised to read as follows: 

(11) Judicial review. If a request 
for records is denied upon appeal 
pursuant to paragraph (c)(8) of this 
section, or if no determination is 
made within the 10-day or 20-day 
periods specified in paragraphs (c)(7) 
and (8) of this section, or the period 
of any extension pursuant to para- 
graph (c)(9)(i) of this section, or by 
grant of the requester, respectively, 
the person making the request may 
commence an action in a U. S. dis- 
trict court in the district in which the 
requester resides, in which the 
requester's principal place of business 
is located, in which the records are 
situated, or in the District of Colum- 
bia, pursuant to 5 U. S. C. 552(a) 
(4)(B). The statute authorizes an ac- 
tion only against the agency. With 
respect to records of the Internal 
Revenue Service, the agency is the 
Internal Revenue Service, not an of- 
ficer or an employee thereof. Service 
of process in such an action shall be 
in accordance with the Federal Rules 
of Civil Procedure (28 U. S. C. App. ) 
applicable to actions against an 
agency of the United States. Delivery 
of process upon the Internal Revenue 

Service must be directed to the Com- 
missioner of Internal Revenue, Atten- 
tion: CC:GLS, llll Constitution Av- 

enue, N. W. , Washington, D. C. 
20224. The Internal Revenue Service 
will serve an answer or otherwise 
plead to any complaint made under 
this paragraph within 30 days after 
service upon it, unless the court 
otherwise directs for good cause 
shown. The district court will deter- 
mine the matter de novo, and may 
examine the contents of the Internal 
Revenue Service records in question 
in camera to determine whether such 
records or any part thereof shall be 
withheld under any of the exemptions 
described in paragraph (b)(1) of 
$601. 701. The burden will be upon 
the Internal Revenue Service to sus- 
tain its action in not making the 
requested records available. The 
court may assess against the United 
States reasonable attorney fees and 
other litigation costs reasonably in- 
curred by the person making the 
request in any case in which the 
corn plainant has substantially pre- 
vailed. 

Par. 17. Section 601. 702(c)(12) is 
amended as follows: 

1. The language "Civil Service 
Commission" is removed from the 
first and third sentences and the 
word "Commission" is removed 
from the second sentence, and the 
language "Special Counsel" is added 
in each such place. 

2. The language "his representa- 
tive" is removed at the end of the 
second sentence and the language 
"his/her representative" is added in 
its place. 

3. Paragraph (12) is redesignated 
paragraph (13). 

4. A new paragraph (12) is added 
to read as follows: 

(12) Preservation of records. All 
correspondence relating to the re- 
quests received by the Internal Reve- 
nue Service under this chapter, and 
all records processed pursuant to 
such requests, shall be preserved, 
until such time as the destruction of 
such corespondence and records is 
authorized pursuant to Title 44 of 
the United States Code. Under no 
circumstances shall records be de- 
stroyed while they are the subject of 
a pending request, appeal, or lawsuit 
under 5 U. S. C. 552. 

Par. 18. Section 601. 702(d)(1) is 
amended by adding the following 
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sentence at the end of the paragraph: 
(d) Rules for disclosure of certain 

specified matters — (1) Inspection of 
tax returns and return information. 
***Written requests for this informa- 
tion shall be made in accordance 
with Rev. Proc. 66-3, as modified by 
Rev. Proc. 84-71, 1984-2 C. B. 735 
and Rev. Proc. 85-56, 1985-2 C. B. 
739. 

Par. 19. Section 601. 702(d)(2) is 
amended as follows: 

1. The language "Part 2, " is 
added following "Record 21, ". 

2. The following sentence is added 
at the end of the paragraph. 

(2) Record of seizure and sale of 
real estate. *"* However, Record 21 
does not list real estate seized for 
forfeiture under the internal revenue 
laws (see IRC 7302). 

Par. 20. Section 601. 702(d)(3) is 
revised to read as follows: 

(3) Information returns of certain 
tax-exempt organizations and certain 
trusts. Information furnished on 
Form 990, Form 1041-A, and on the 
annual report by private foundations 
pursuant to sections 6033, 6034, 6056 
(as in effect before its repeal by Pub. 
Law No. 96-603), is open to public 
inspection. This information will be 
made available for public inspection 
in the Freedom of Information Read- 
ing Room, Internal Revenue Service, 
1111 Constitution Avenue, N. W. , 
Washington, D. C. 20224, as well as 
in the office of any district director. 
Copies of these records may, upon 
written request, be obtained from 
these offices or from the office of 
any service center director. The appli- 
cability of this subparagraph is sub- 
ject to the rules on disclosure set 
forth in section 6104(b) and 
5301. 6104(b)-1. 

Par. 21. Section 601. 702(d)(4) is 
revised to read as follows: 

(4) Applications of certain organi- 
zations for tax exemption. Subject to 
the rules on disclosure set forth in 
section 6104(a) and $301. 6104(a)-1, 
(a)-5, and (a)-6, applications and 
certain papers submitted in support 
of such applications, filed by organi- 
zations described in section 501(c) or 
(d) and determined to be exempt 
from taxation under section 501(a), 
and any letter or other document 
issued by the Internal Revenue Ser- 
vice with respect to such applications, 
will be made available for public 

inspection, upon written request, in 
the Freedom of Information Reading 
Room, Internal Revenue Service, 
1111 Constitution Avenue, N. W. , 
Washington, D. C. 20224, or the of- 
fice of any district director. 

Par. 22. Section 601. 702(d)(5) is 
removed. 

Par. 23. Section 601. 702(d)(7) is 
revised to read as follows: 

(7) Comments received in response 
to a notice of proposed rule making. 
Written comments received in re- 
sponse to a notice of proposed rule 
making may be inspected, upon writ- 
ten request, by any person upon 
compliance with the provisions of 
this paragraph. Comments which 
may be inspected are located in the 
Freedom of Information Reading 
Room, Internal Revenue Service, 
1111 Constitution Avenue, N. W. , 
Washington, D. C. 20224. The request 
to inspect comments must be in writ- 
ing and signed by the person making 
the request and should be addressed 
to the Commissioner of Internal Rev- 
enue, Attention: CC:LR:T, Washing- 
ton, D. C. 20224. Upon delivery of 
such a written request to the place 
where the comments are located dur- 
ing the regular business hours of that 
office, the person making the request 
may inspect those comments that are 
the subject of the request. Copies of 
comments may be made in the Free- 
dom of Information Reading Room 
by the person making the request or 
may be requested, in writing, to the 
Commissioner of Internal Revenue, 
Attention: CC:LR: T, Washington, 
D. C. 20224. The person making the 
request for copies should allow a 
reasonable time for processing the 
request. The provisions of paragraph 
(f)(5) of this section, relating to fees, 
shall apply with respect to requests 
made in accordance with this 
subparagraph. 

Par. 24. Section 601. 702(d)(8) is 
amended as follows: 

1. In the last sentence, the lan- 
guage "rt301. 6104-1" is removed and 
the language ''tj301. 6104(a)-1 
through (a)-6" is added in its place. 

2. Section 601. 702(d)(8) is redesig- 
nated section 601. 702(d)(5). 

Par. 25. A new section 601. 702 
(d)(8) is added to read as follows: 

(8) Accepted offers in compromise. 
A copy of the Abstract and State- 
ment and the attached narrative re- 

port for each accepted offer in corn 
promise with respect to any Iia»lity 
for a tax imposed by Title 26 will be 
made available for inspection and 
copying in the following locations: (i) 
except for Exempt Organizations, in 
the district office (or the Office of 
the Assistant Commissioner (Interna- 
tional)) having jurisdiction over the 
place in which the taxpayer resides 
and (ii) for Exempt Organizations, in 
the key district which has jurisdiction 
over the particular organization. 

Par. 26. Section 601. 702(f) is re- 
vised to read as follows: 

(f) Fees for services. (1) In general. 
The fees to be charged for search, 
duplication, and review services per- 
formed by the Internal Revenue Ser- 
vice, whether or not such services are 
performed pursuant to the Freedom 
of Information Act or the regulations 
thereunder, shall be determined and 
collected in accordance with the pro- 
visions of this paragraph. A fee shall 
not be charged for monitoring a 
requester's inspection of records 
which contains exempt matter. The 
Internal Revenue Service may recover 
the applicable fees even if there is 
ultimately no disclosure of records. 
Should services other than the ser- 
vices described in this paragraph be 
requested and rendered, appropriate 
fees will be established by the Com- 
missioner or his/her delegate, and 
imposed and collected pursuant to 31 
U. S. C. 483(a), subject, however, to 
the constraint imposed by 5 U. S. C. 
552(a)(4)(A). 

(2) II'aiver or reduction of fees. 
The fees authorized by this para- 
graph may be waived or reduced- 

(i) At the discretion of any Internal 
Revenue Service official (A) who is 
authorized to make the initial deter- 
mination pursuant to paragraph (c)(7) 
of this section, in the case of a 
record which is not located for any 
reason, or (B) who determines any 
portion of the requested record to be 
exempt from disclosure; or 

(ii) On a case-by-case basis in 
accordance with this subdivision by 
any Internal Revenue Service official 
who is authorized to make the initial 
determination pursuant to paragraph 
(c)(7) of this section, provided such 
waiver or reduction has been re- 
quested in writing. Fees will be 
waived or reduced by such official 
when it is determined that disclosure 
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of the requested information is in the 
public interest because it is likely to 
contribute significantly to public un- 
derstanding of the operations or ac- 
tivities of the Internal Revenue Ser- 
vice and is not primarily in the 
commercial interest of the requester. 
Such officials shall consider several 
factors, including, but not limited to, 
those set forth below, in determining 
requests for waiver or reduction of 
fees— 

(A) whether the subject of the 
releasable records concerns the 
agency's operations or activities; 

(B) whether the releasable records 
are likely to contribute to an under- 
standing of the agency's operations 
or activities; 

(C) whether the releasable records 
are likely to contribute to the general 
public's understanding of the 
agency's operations or activities (e. g„ 
how will the requester convey the 
information to the general public); 

(D) the significance of the contri- 
bution to the general public's under- 
standing of the agency's operations 
or activities (e. g. , is the information 
contained in the releasable records 
already available to the general pub- 

lic); 

(E) the existence and magnitude of 
the requester's commercial interest, 
as that term is used in subparagraph 
(3)(i)(A) of this paragraph, being 
furthered by the releasable records; 
and 

(F) whether the magnitude of the 

requester's commercial interest is suf- 

ficiently large in comparison to the 

general public's interest. 

(iii) Requesters asking for reduc- 

tion or waiver of fees must state the 

reasons why they believe disclosure 

meets the standards set forth in sub- 

division (ii) of this subparagraph. 

(iv) Requesters who base their re- 

quest for reduction or waiver of fees 

solely on the basis of their indigency 

will not be entitled to a reduction or 

waiver of fees. 

(v) Normally, no charge will be 

made for providing records to Fed- 

eral, state, or foreign governments, 
international governmental organiza- 

tions, or local governmental agencies 

or offices thereof. 
The initial request for waiver or 

reduction of fees should be addressed 

to the official of the Internal Reve- 

nue Service to whose office the re- 

quest for disclosure is delivered pur- 

suant to paragraph (c)(3)(iii) of this 

section. Appeals from denials of re- 

quests for waiver or reduction of fees 

shall be decided by the Commissioner 

in accordance with the criteria set 

forth in subdivision (iii) of this 

subparagraph. Appeals shall be ad- 

dressed in writing to the Office of 
the Commissioner within 35 days of 
the denial of the initial request for 
waiver or reduction and shall be 

decided promptly. See paragraph 
(c)(8) of this section for the appropri- 
ate address. Upon receipt of the 

determination on appeal to deny a 
request for waiver of fees, the re- 

quester may initiate an action in U. S. 
district court to review the request 

for waiver of fees. In such actions, 
the courts will consider the matter de 
novo, except that the court's review 

of the matter shall be limited to the 
record before the Internal Revenue 
Service official to whose office the 

request for waiver is delivered. Upon 
receipt of the determination on ap- 
peal to deny a request for reduction 
of fees, the requester may initiate an 

action in U. S. district court to review 

the request for reduction of fees. In 
such actions, the courts will consider 
the matter under the arbitrary and 
capricious standard. 

(3) Categories of requesters. (i) In. 
general. A request for records under 
this section shall include an attesta- 
tion, under penalty of perjury, as to 
the status of the requester solely for 
use by the Internal Revenue Service 
official to whose office the request is 
delivered in determining the appropri- 
ate fees to be assessed. Requesters 
shall attest that they fall into one of 
the categories set forth below— 

(A) comercial use requester. Any 

person who seeks information for a 
use or purpose that furthers the 
commercial, trade, or profit interests 
of the requester or the person on 
whose behalf the request is made. 

(B) media requester. Any person 
actively gathering news for an entity 
that is organized and operated to 
publish or broadcast news (i. e. , in- 
formation about current events or of 
current interest to the public) to the 
public. News media entities include, 
but are not limited to, television or 
radio stations broadcasting to the 
public at large, publishers of periodi- 

cals, to the extent they disseminate 

news, who make their periodicals 
available for purchase or subscription 

by the general public, and telecom- 

munications. Free lance journalists 
shall be included as media requesters 

if they can demonstrate a solid basis 

for expecting publication through a 

qualifying news entity (e, g. , publica- 

tion contract, past publication rec- 

ord). Specialized periodicals, al- 

though catering to a narrower 
audience, may be considered media 

requesters so long as they are avail- 

able to the public generally, via 

newsstand or subscription. 

(C) educational institution re- 

quester. Any person who, on behalf 
of a preschool, public or private 
elementary or secondary school, insti- 

tution of undergraduate or grauate 
higher education, institution or pro- 
fessional or vocational education, 
which operates a program or pro- 
grams of scholarly research, seeks 

records in furtherance of the 
institution's scholarly research and is 

not for a commercial use. 

(D) noncommercial scientific insti- 
tution requester. Any person on be- 
half of an institution that is not 
operated on a commercial basis, that 
is operated solely for the purpose of 
conducting scientific research whose 
results are not intended to promote 
any particular product or industry. 

(E) other requester. Any requester 
who falls outside the above catego- 
ries. 

(ii) Allowable charges— 

(A) commercial use requesters. 
Records shall be provided for the 
cost of search, duplication, and re- 

view (including doing all that is nec- 

essary to excise and otherwise pre- 

pare records for release) of records. 
Commercial use requesters are not 
entitled to 2 hours of free search 
time or 100 pages of duplication. 

(B) media requesters. Records shall 
be provided for the cost of duplica- 
tion alone, excluding fees for the 
first 100 pages. 

(C) educational institution request- 
ers. Records shall be provided for the 
cost of duplication alone, excluding 
fees for the first 100 pages. 

(D) noncommercial scientific insti- 
tution requesters. Records shall be 
provided for the cost of duplication 
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alone, excluding fees for the first 100 
pages. 

(E) other requesters. Requesters 
who do not fit into any of the above 
categories shall be charged fees that 
will cover the full direct cost of 
searching for and duplicating records, 
except that the first 2 hours of search 
time and first 100 pages of duplica- 
tion shall be furnished without 
charge. 

(4) Avoidance of unexpected fees. 
In order to protect requesters from 
unexpected fees, all requests for 
records shall state the agreement of 
the requesters to pay the fees deter- 
mined in accordance with subpara- 
graph (5) of this paragraph or state 
the upper limit they are willing to 
pay to cover the costs of processing 
their requests. When the fees for 
processing requests are estimated by 
the Internal Revenue Service to ex- 
ceed that limit, or when requesters 
have failed to state a limit and the 
costs are estimated to exceed $250, 
and the Internal Revenue Service has 
not then determined to waive or 
reduce the fees, a notice shall be sent 
to the requesters. This notice shall- 

(i) inform the requester of the 
estimated costs; 

(ii) extend an offer to the requester 
to confer with agency personnel in an 
attempt to reformulate the request in 
a manner which will reduce the fees 
and still meet the needs of the re- 
quester; 

(iii) if the requester is not amena- 
ble to reformulation, which would 
reduce fees to under $250, then ad- 
vance payment shall be required; and 

(iv) inform the requester that the 
time period, within which the Inter- 
nal Revenue Service is obliged to 
make a determination on the request, 
will not begin to run, pending a 
reformulation of the request or the 
receipt of advance payment from the 
requester, as appropriate. 

(5) Fees for services. The fees for 
services performed by the Internal 
Revenue Service shall be imposed and 
collected as set forth in this para- 
graph. No fees shall be charged if the 
costs of routine collecting and pro- 
cessing the fees allowable under 5 
U. S. C. 552(a)(4)(A) are likely to 
equal or exceed the amount of the 
fee. 

(i) Search services. Fees charged 
for search services are as follows— 

(A) Searches other than for com- 

puterized records — $17. 00 for each 
hour or fraction thereof for time 
spent by clerical, professional, and 
supervisor in finding the records and 
information within the scope of the 
request. 

(B) Searches for computerized 
records — Actual direct cost of the 
search. The fee for computer print- 
outs will be actual costs. 

(C) Searches requiring travel or 
transportation — Shipping charges to 
transport records from one location 
to another, or for the transportation 
of an employee to the site of re- 
quested records when it is necessary 
to locate rather than examine the 
records, shall be at the rate of the 
actual cost of such shipping or trans- 
portation. 

(D) Other services and materials 
requested, pursuant to the Freedom 
of Information Act, which are not 
covered by this part are chargeable at 
the actual cost to the Internal Reve- 
nue Service. 

(ii) Review services. (A) Review is 
the process of examining records in 
response to a commercial use re- 
quester, as that term is defined in 
subparagraph (3)(i)(A) of this para- 
graph, upon initial consideration of 
the applicability of an exemption 
described in paragraph (b)(1) of 
$601. 701 to the requested records, be 
it at the initial request or administra- 
tive appeal level, to determine 
whether any portion of any record 
responsive to the request is permitted 
to be withheld. Review includes do- 
ing all that is necessary to excise and 
otherwise prepare the records for 
release. Review does not include the 
time spent on resolving general legal 
or policy issues regarding the applica- 
bility of exemptions to the requested 
records. 

(B) Fees charged for review ser- 
vices — $21. 00 for each hour or frac- 
tion thereof for time spent by each 
clerical, professional, and supervisor 
in reviewing the records for disclo- 
sure. 

(iii) Duplication other than for 
returns and related documents. Fees 
charged for duplication other than 
for returns and related documents are 
as follows — (A) $. 15 per copy of 
each page, up to 8 I/2" x 14", made 
by photocopy or similar process. 

(B) Photographs, films, and other 
materials — actual cost of duplication. 

(C) Records may be released to a 

and private contractor for copyi"g 
the requester will be charge d for the 

actual cost of duplication c" 
the private contractor, so lo"g as the 

cost to the requester is higher 

than if the Internal Revenu~ 
had duplicated the records itse 

(D) When other duplications not 

speci fical]y identi fied above 
quested and provided pursuant to the 

Freedom of In formation Act their 

direct cost to the Internal Revenue 
Service shall be charged. 

(iv) Charges for copies of returns 
and related documents. Charges for 
furnishing copies of returns and re- 

lated documents are as follows: 

(A) A charge of $4. 25 will be made 
for each request for a copy of a 
return or other related documents 
(other than Employee Plans and Ex- 
empt Organization returns). Pay- 
ments are to be submitted in advance 
using IRS Form 4506, Request for 
Copy of Tax Form. 

(B) A charge of $1. 00 for the first 

page and $. 15 for each subsequent 
page will be made for copies of 
Employee Plans and Exempt Organi- 
zations tax returns and related docu- 
ments. Payments will be submitted 
subsequent to receipt of IRS Form 
2860, Document Transmittal and Bill. 

(6) Printed material. Certain rele- 

vant government publications which 
will be placed on the shelves of the 
reading rooms and similar public 
inspection facilities will not be sold 

at these locations. However, copies 
of pages of these publications may be 

duplicated on the premises and a fee 
for such services may be charged in 

accordance with paragraph (f)(5)(iii) 
of this section. A person desiring to 
purchase the complete publication, 
for example, an Internal Revenue 
Bulletin, should contact the Superin- 
tendent of Documents, U. S. Govern- 
ment Printing Office, Washington, 
D. C. 20402. 

(7) Search and deletion services 
with respect to records open to pub- 
li c inspection pursuant to secti on 
6110 of the Code. Fees charged for 
searching for and making deletions in 

records open to public inspection 
pursuant to section 6110 of the Code 
only upon written request shall be at 
actual cost, as the Commissioner may 
from time to time establish. 

(8) Form of payment. Payment 
shall be made by check or money 
order, payable to the order of 
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Treasury of the United States or the 
Internal Revenue Service. 

(9) Advance payments. (i) If previ- 
ous search, review, or duplication 
fees have not been paid in a timely 
fashion as defined in subparagraph 
(10) of this paragraph by a person 
making a request for records, the 
Internal Revenue Service shall require 
that person to remit any outstanding 
balance plus interest as authorized in 
subparagraph (10) of this paragraph, 
plus payment of estimated fees in 
advance before processing the re- 
quest. The "person making the re- 
quest" for purposes of this para- 
graph is the person in whose name a 
request is made, except that if such 
person is making the request on 
behalf of another person whose iden- 
tity is apparent on the face of the 
request (including attached docu- 
ments), such other person is consid- 
ered the "person making the re- 
quest. " The person who made the 
prior request to which fees are out- 
standing is identified in the same 
manner. 

(ii) Where it is estimated or deter- 
mined that allowable fees required to 
be paid by a requester are likely to 
exceed $250, the requester will be 
required to make an advance pay- 
ment of the entire fee before the 
Internal Revenue Service official to 
whom the request is delivered will 

begin to process the request. 

(iii) When the Internal Revenue 
Service acts pursuant to subdivisions 

(i) or (ii) of this subparagraph, the 
administrative time limits prescribed 
in paragraphs (c)(7) and (8) of this 

section, plus permissible extensions of 
these time limits as prescribed in 

paragraph (c)(9)(i) of this section, 
will begin only after the Internal 
Revenue Service official to whom the 

request is delivered has received the 

fees described above. 

(10) Interest. Interest shall be 
charged to requesters who fail to pay 
the fees in a timely fashion; that is, 
within 30 days following the day on 
which the statement of fees as set 

forth in paragraph (c)(7)(i) of this 
section was sent by the Internal Rev- 

enue Service official to whom the 
requester was delivered. Interest ac- 
crues from the date the statement of 
fees was mailed to the requester. 
Interest will be at the rate prescribed 
in 31 U. S. C. 3717. Pursuant to the 
Debt Collection Act of 1982, Pub. L. 

97-365, the Internal Revenue Service 

may take all steps authorized by the 

Debt Collection Act of 1982, includ- 

ing administrative offset, disclosure 

to consumer reporting agencies, and 

use of collection agencies, as other- 

wise authorized by law to encourage 

repayment. 

(11) A g gregati ng requests. When 

the Internal Revenue Service official 
to whom a request is delivered rea- 

sonably believes that a requester or 

group of requesters is attempting to 
break down a request into a series of 
request for the purpose of evading 

the assessment of fees, the Internal 
Revenue Service shall aggregate such 

requests and charge accordingly, 
upon notification to the requester 
and/or requesters. 

Par. 27, Section 601. 702(g) is re- 

vised to read as follows: 

(g) Responsible officials and their 
addresses. For purposes of this sec- 
tion, the Internal Revenue Service 
officials responsible for the control 
of records are the following officials, 
in the case of records under their 
jurisdiction: the Assistant Commis- 
sioner (Inspection), Assistant Com- 
missioner (International), the Direc- 
tor of Practice, Regional 
Commissioners, District Directors, 
Service Center Directors, and the 
Director of the Internal Revenue Ser- 
vice Data Center. In the case of 
records of the National Office not 
under the jurisdiction of one of the 
officials referred to in the preceding 
sentence (including records of the 
National Office of the Chief Coun- 
sel), the Director, Office of Disclo- 
sure is the responsible official. 
Records of a Regional Counsel's Of- 
fice shall be deemed to be under the 
jurisdiction of the Regional Commis- 
sioner; records of a District 
Counsel's office shall be deemed to 
be under the jurisdiction of the Dis- 
trict Director. The addresses of these 
officials are: 

NATIONAL OFFICE 
Mailing Address: Director, Office of 

Disclosure, Internal Revenue Ser- 
vice, FOI A Request, P. O. Box 
388, c/o Ben Franklin Station, 
Washington, D. C. 20044 

Walk-in Address: 1111 Constitution 
Avenue, N. W. , Washington, D. C. 

Mailing Address: Assistant Commis- 
sioner (Inspection), Internal Reve- 

nue Service, FOIA Request, Attn: 
Disclosure Officer, 1111 Constitu- 
tion Avenue, N. W. , Washington, 
D. C. 20224 

Walk-in Address: same as mailing 
address 

Mailing Address: Director, IRS Data 
Center, Attn: Disclosure Officer, 
Internal Revenue Service, FOIA 
Request, 1300 John C. Lodge 
Drive, Detroit, Michigan 48226 

Walk-in Address: same as mailing 
address 

Mailing Address: Director of Prac- 
tice, 

Mailing Address: Attn: 
Disclosure Officer, Internal Revenue 

Service, FOIA Request, 1111 Con- 
stitution Avenue, N. W. , Washing- 
ton, D. C. 20224 

Walk-in Address: 1200 Pennsylvania 
Avenue, N. W. , Ariel Rios Bldg. 
Room 1413, Washington, D. C. 

Mailing Address: Assistant Commis- 
sioner (Intern't. ), Attn: Disclosure 
Officer, Internal Revenue Service, 
FOIA Request, 950 L'Enfant 
Plaza, Washington, D. C. 20024 

Walk-in Address: same as mailing 
address 

North Atlantic Region 

Regional Office 
Mailing Address: Regional Commis- 

sioner, Internal Revenue Service, 
FOIA Request, Attn: Disclosure 
Officer, 90 Church Street, New 
York, New York 10007 

Walk-in Address: same as mailing 
address 

Augusta District 
Mailing Address: Director, Augusta 

District, Internal Revenue Service, 
FOIA Request, Attn: Disclosure 
Officer, P. O. Box 787, Augusta, 
Maine 04330 

Walk-in Address: 68 Sewall Street, 
Augusta, Maine 

Albany District 
Mailing Address: Director, Albany 

District, Internal Revenue Service, 
FOIA Request, Attn: Disclosure 
Officer, Leo O' Brien Fed. Office 
Bldg. , Clinton Ave. & N. Pearl 
St. , Albany, New York 12207 

Walk-in Address: same as mailing 
address 

Brooklyn District 
Mailing Address: Director, Brooklyn 

District, Internal Revenue Service, 
FOIA Request, Attn: Disclosure 
Officer, 35 Tillary Street, Brook- 
lyn, New York 11201 
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Walk-in Address: same as mailing 
address 

Boston District 
Mailing Address: Director, Boston 

District, Internal Revenue Service, 
FOIA Request, Attn: Disclosure 
Officer, P. O. Box 9097 JFK Post 
Office, Boston, Massachusetts 
02203 

Walk-in Address: JFK Federal Build- 
ing, Boston, Massachusetts 

Buffalo District 
Mailing Address: Director, Buffalo 

District, Internal Revenue Service, 
FOIA Request, Attn: Disclosure 
Officer, P. O. Box 1040 Niagara 
Square Station, Buffalo, New York 
14201 

Walk-in Address: 111 West Huron 
Street, Buffalo, New York 

Burlington District 
Mailing Address: Director, Burling- 

ton District, Internal Revenue Ser- 
vice, FOIA Request, Attn: Disclo- 
sure Officer, 11 Elmwood Avenue, 
Burlington, Vermont 05401 

Walk-in Address: same as mailing 
address 

Hartford District 
Mailing Address: Director, Hartford 

District, Internal Revenue Service, 
FOIA Request, Attn: Disclosure 
Officer, 135 High Street, Hartford, 
Connecticut 06103 

Walk-in Address: same as mailing 
address 

Manhattan District 
Mailing Address: Director, Manhat- 

tan District, Internal Revenue Ser- 
vice, FOIA Request, Attn: Disclo- 
sure Officer, 120 Church Street, 
New York, New York 10007 

Walk-in Address: same as mailing 
address 

Portsmouth District 
Mailing Address: Director, Ports- 

mouth District, Internal Revenue 
Service, FOIA Request, Attn: Dis- 
closure Officer, 80 Daniel Street, 
Portsmouth, N. H. 03801 

Walk-in Address: same as mailing 
address 

Providence District 
Mailing Address: Director, Provi- 

dence District, Internal Revenue 
Service, FOIA Request, Attn: Dis- 
closure Officer, 300 Westminister 
Mall, Providence, R. l. 02903 

Walk-in Address: same as mailing 
address 

Andover Service Center 

Mailing Address: Director, Andover 
Service Center, Internal Revenue 
Service, FOIA Request, Attn: Dis- 
closure Officer, 310 Lowell Street 
Stop 218, Andover, Massachusetts 
01812 

Walk-in Address: same as mailing 
address 

Brookhaven Service Center 
Mailing Address: Director, Brook- 

haven Service Center, Internal Rev- 
enue Service, FOIA Request, Attn: 
Disclosure Officer, P. O. Box 400, 
Stop 241, Brookhaven, New York 
11719 

Walk-in Address: 1040 Waverly Ave- 
nue, Holtsville, New York 

Mid-Atlantic Region 

Regional Office 
Mailing Address: Regional Commis- 

sioner, Internal Revenue Service, 
FOIA Request, Attn: Disclosure 
Officer, P. O. Box 12010, Philadel- 
phia, Pa. 19105 

Walk-in Address: 600 Arch Street, 
7th Floor, Philadelphia, Pennsylva- 
nia 

Newark District 
Mailing Address: Director, Newark 

District, Internal Revenue Service, 
FOIA Request, Attn: Disclosure 
Officer, P. O. Box 270, Rm. 1535, 
Newark, New Jersey 07101 

Walk-in Address: 970 Broad Street, 
Newark, New Jersey 

Baltimore District 
Mailing Address: Director, Baltimore 

District, Internal Revenue Service, 
FOIA Request, Attn: Disclosure 
Officer, P. O. Box 1018, Baltimore, 
Maryland 21203 

Walk-in Address: 31 Hopkins Plaza, 
Baltimore, Maryland 

Philadelphia District 
Mailing Address: Director, Philadel- 

phia District, Internal Revenue Ser- 
vice, FOIA Request, Attn: Disclo- 
sure Officer, P. O. Box 12010, 
Philadelphia, Pa. 19105 

Walk-in Address: 600 Arch Street, 
7th Floor, Philadelphia, Pennsylva- 
nia 

Pittsburgh District 
Mailing Address: Director, Pittsburgh 

District, Internal Revenue Service, 
FOIA Request, Attn: Disclosure 
Officer, P. O. Box 2488, Pitts- 
burgh, Pa. 15230 

Walk-in Address: 1000 Liberty Ave- 
nue, Pittsburgh, Pennsylvania 

Richmond District 
Mailing Address: Director, Richmond 

District, Internal Revenue Service, 
FOIA Request, Attn: Disclosure 
Officer, P. O. Box 10107, Rich- 
mond, Va. 23240 

Walk-in Address: 400 North Eighth 
Street, Richmond, Virginia 

Wilmington District 
Mailing Address: Director, Wilming- 

ton District, Internal Revenue Ser- 
vice, FOIA Request, Attn: Disclo- 
sure Officer, P. O. Box 2415, 
Wilmington, Delaware 19899 

Walk-in Address: 844 King Street, 
2nd Floor, Wilmington, Delaware 

Philadelphia Service Center 
Mailing Address: Director, Philadel- 

phia Service Center, Internal Reve- 
nue Service, FOIA Request, Attn: 
Disclosure Officer, P. O. Box 245, 
Drop Point 590A, Bensalem, Penn- 
sylvania 19020 

Walk-in Address: 11601 Roosevelt 
Boulevard, Bensalem, Pennsylvania 

Southeast Region 

Regional Office 
Mailing Address: Regional Commis- 

sioner, Internal Revenue Service, 
FOIA Request, Attn: Disclosure 
Officer, P. O. Box 926, Room 626, 
Atlanta, Georgia 30370 

Walk-in Address: 275 Peachtree 
Street, N. E. , Atlanta, Georgia 

Birmingham District 
Mailing Address: Director, Birming- 

ham District, Internal Revenue Ser- 
vice, FOIA Request, Attn: Disclo- 
sure Officer, 500 22nd Street So. , 
Rm. 312, Birmingham, Alabama 
35233 

Walk-in Address: same as mailing 
address 

Columbia District 
Mailing Address: Director, Columbia 

District, Internal Revenue Service, 
FOIA Request, Attn: Disclosure 
Officer, Fed. Office Bldg. Rm. 
408, 1835 Assembly Street, Colum- 
bia, S. C. 29202 

Walk-in Address: same as mailing 
address 

Ft. Lauderdale District 
Mailing Address: Director, Ft. 

Lauderdale District, Internal Reve- 
nue Service, FOIA Request, Attn: 
Disclosure Officer, I University 
Drive Suite 220, Ft. Lauderdale, 
Florida 33324 

Walk-in Address: same as mailing 
address 
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Greensboro District 
Mailing Address: Director, Greens- 

boro District, Internal Revenue 
Service, FOIA Request, Attn: Dis- 
closure Officer, 320 Federal Place 
Room 240, Greensboro, N. C. 
27401 

Walk-in Address: same as mailing 
address 

Jackson District 
Mailing Address: Director, Jackson 

District, Internal Revenue Service, 
FOIA Request, Attn: Disclosure 
Of ficer, 100 W. Capitol Street, 
Suite 504, Room 31, Jackson, Mis- 
sissippi 39269 

Walk-in Address: same as mailing 
address 

Jacksonville District 

Mailing Address: Director, Jackson- 
ville District, Internal Revenue Ser- 
vice, FOIA Request, Attn: Disclo- 
sure Officer, P. O. Box 35045, Stop 
4030, Jacksonville, Fla. 32202 

Walk-in Address: same- as mailing 
address 

Little Rock District 

Mailing Address: Director, Little 
Rock District, Internal Revenue 
Service, FOIA Request, Attn: Dis- 
closure Officer, P. O. Box 3778 
Stop 3, Little Rock, Arkansas 
72203 

Walk-in Address: 700 W. Capitol 
Avenue, Room 1002, Little Rock, 
Arkansas 

Nashville District 

Mailing Address: Director, Nashville 
District, Internal Revenue Service, 
FOIA Request, Attn: Disclosure 
Officer, P. O. Box 1107, Room 
375, Nashville, Tennessee 37202 

Walk-in Address: 801 Broadway 
Room 375, Nashville, Tennessee 

New Orleans District 

Mailing Address: Director, New 

Orleans District, Internal Revenue 
Service, FOIA Request, Attn: Dis- 

closure Officer, 500 Camp Street, 
Room 705 Stop 40, New Orleans, 
La. 70130 

Walk-in Address: same as mailing 
address 

Atlanta Service Center 
Mailing Address: Director, Atlanta 

Service Center, Internal Revenue 
Service, FOIA Request, Attn: Dis- 
closure Officer, 4800 Buford High- 

way, Chamblee, Georgia 30006 
Walk-in Address: same as mailing 

address 
Memphis Service Center 

Mailing Address: Director, Memphis 
Service Center, Internal Revenue 
Service, FOIA Request, Attn: Dis- 
closure Officer, P. O. Box 30309 
Stop 30, Memphis, Tennessee 
38130 

Walk-in Address: 3131 Democrat 
Road Room 30, Memphis, Tennes- 
see 

Midwest Region 

Regional Office 
Mailing Address: Regional Commis- 

sioner, Internal Revenue Service, 
FOIA Request, Attn: Disclosure 
Officer, One N. Wacker Drive, 
Chicago, Illinois 60606 

Walk-in Address: same as mailing 
address 

Aberdeen District 
Mailing Address: Director, Aberdeen 

District, Internal Revenue Service, 
FOIA Request, Attn: Disclosure 
Officer, P. O. Box 370, Aberdeen, 
S. D. 57402 

Walk-in Address: 115 Fourth Ave- 
nue, S. E. , Aberdeen, South Da- 
kota 

Chicago District 
Mailing Address: Director, Chicago 

District, Internal Revenue Service, 
FOIA Request, Attn: Disclosure 
Officer, 230 S. Dearborn St. Rm. 
1980, Chicago, Illinois 60604 

Walk-in Address: same as mailing 
address 

Des Moines District 
Mailing Address: Director, Des 

Moines District, Internal Revenue 
Service, FOIA Request, Attn: Dis- 
closure Officer, P. O. Box 1337 
Stop 15-1, Des Moines, Iowa 
50305 

Walk-in Address: 210 Walnut Street, 
Des Moines, Iowa 

Fargo District 
Mailing Address: Director, Fargo 

District, Internal Revenue Service, 
FOIA Request, At tn: Disclosure 
Officer, P. O. Box 8, Fargo, North 
Dakota 58107 

Walk-in Address: 653 Second Avenue 
North, Fargo, North Dakota 

Milwaukee District 
Mailing Address: Director, Milwau- 

kee District, Internal Revenue Ser- 
vice, FOIA Request, Attn: Disclo- 
sure Officer, P. O. Box 495, Room 
436, Milwaukee, Wisconsin 53201 

Walk-in Address: Federal Bldg. 
Courthouse, 517 E. Wisconsin Av- 
enue, Milwaukee, Wisconsin 

Omaha District 
Mailing Address: Director, Omaha 

District, Internal Revenue Service, 
FOIA Request, Attn: Disclosure 
Officer, P. O. Box 1052, Down- 
town Sta. , Omaha, Nebraska 68101 

Walk-in Address: 106 South 15th 
Street, Omaha, Nebraska 

Helena District 
Mailing Address: Director, Helena 

District, Internal Revenue Service, 
FOIA Request, Attn: Disclosure 
Officer, 301 S. Park Avenue, 2d 
Floor, Helena, Montana 59626 

Walk-in Address: same as mailing 
address 

St. Louis District 
Mailing Address: Director, St. Louis 

District, Internal Revenue Service, 
FOIA Request, Attn: Disclosure 
Of ficer, P. O. Box 1548, Room 
935, St. Louis, Missouri 63188 

Walk-in Address: 1114 Market Street, 
St. Louis, Missouri 

St. Paul District 
Mailing Address: Director, St. Paul 

District, Internal Revenue Service, 
FOIA Request, At tn: Disclosure 
Officer, 316 N. Robert Street, Stop 
2, St. Paul, Minnesota 55101 

Walk-in Address: same as mailing 
address 

Springfield District 
Mailing Address: Director, Spring- 

field District, Internal Revenue Ser- 
vice, FOIA Request, Attn: Disclo- 
sure Officer, P. O. Box 19206, 
Springfield, Illinois 62705 

Walk-in Address: 320 W. Washing- 
ton Street, Springfield, Illinois 

Kansas City Service Center 
Mailing Address: Director, Kansas 

City Service Center, Internal Reve- 
nue Service, FOIA Request, Attn: 
Disclosure Officer, P. O. Box 24551 
Stop 7, Kansas City, Missouri 
64131 

Walk-in Address: 2306 East Bannister 
Road, Kansas City, Missouri 

Central Region 

Regional Office 
Mailing Address: Regional Commis- 

sioner, Internal Revenue Service, 
FOIA Request, Attn: Disclosure 
Officer, P. O. Box 1818, Cincin- 
nati, Ohio 45201 

Walk-in Address: 550 Main Street, 
Cincinnati, Ohio 

Cincinnati District 

Mailing Address: 
Director, Cincinnati District 
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Internal Revenue Service 
FOIA Request 
Attn: Disclosure Officer 
P. O. Box 1818 
Cincinnati, Ohio 45201 
Walk-in Address: 

550 Main Street 
Cincinnati, Ohio 

Cleveland District 
Mailing Address: Director, Cleveland 

District, Internal Revenue Service, 
FOIA Request, Attn: Disclosure 
Officer, P. O. Box 99181, Cleve- 
land, Ohio 44199 

Walk-in Address: 1240 East 9th 
Street, Cleveland, Ohio 

Detroit District 
Mailing Address: Director, Detroit 

District, Internal Revenue Service, 
FOIA Request, Attn: Disclosure 
Officer, P. O. Box 32500 Stop 11, 
Detroit, Michigan 48232 

Walk-in Address: Patrick McNamara 
Bldg. , 477 Michigan Ave. Rm. 
2483, Detroit, Michigan 

Indianapolis District 
Mailing Address: Director, Indianap- 

olis District, Internal Revenue Ser- 
vice, FOIA Request, Attn: Disclo- 
sure Officer, P. O. Box 44242 Stop 
27, Indianapolis, Indiana 46244 

Walk-in Address: Federal Office 
Building, 575 N. Pennsylvania Av- 

enue, Indianapolis, Indiana 
Louisville District 
Mailing Address: Director, Louisville 

District, Internal Revenue Service, 
FOIA Request, Attn: Disclosure 
Officer, P. O. Box 1735, Stop 27, 
Louisville, Kentucky 40201 

Walk-in Address: Post Office Build- 
ing, Seventh & Broadway, Louis- 
ville, Kentucky 

Parkersburg District 
Mailing Address: Director, Parkers- 

burg District, Internal Revenue 
Service, FOIA Request, Attn: Dis- 
closure Officer, P. O. Box 1388, 
Parkersburg, W. Va. 26102 

Walk-in Address: 425 Juliana Street, 
Parkersburg, West Virginia 

Cincinnati Service Center 
Mailing Address: Director, Cincinnati 

Service Center, Internal Revenue 
Service, FOIA Request, Attn: Dis- 
closure Officer, P. O. Box 267 Stop 
68, Covington, Kentucky 41019 

Walk-in Address: 200 West Fourth 
Street, Covington, Kentucky 

Southwest Region 

Regional Office 
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Mailing Address: Regional Commis- 
sioner, Internal Revenue Service, 
FOIA Request, Attn: Disclosure 
Officer, 7839 Churchill Way 
LB-70, Dallas, Texas 75222 

Walk-in Address: same as mailing 

address 
Dallas District 
Mailing Address: Director, Dallas 

District, Internal Revenue Service, 
FOIA Request, Attn: Disclosure 
Officer, 1100 Commerce St. Stop 
7000 DAL, Dallas, Texas 75242 

Walk-in Address: same as mailing 
address 

Albuquerque District 
Mailing Address: Director, Albuquer- 

que District, Internal Revenue Ser- 
vice, FOIA Request, Attn: Disclo- 
sure Officer, P. O. Box 1967 Stop 
7000 ALB, Albuquerque, N. M. 
87103 

Walk-in Address: 517 Gold Avenue, 
S. W. , Albuquerque, New Mexico 

Austin District 
Mailing Address: Director, Austin 

District, Internal Revenue Service, 
FOIA Request, Attn: Disclosure 
Officer, P. O, Box 1448 Stop 7000 
AUS, Austin, Texas 78767 

Walk-in Address: 300 E. 8th Street 
Stop 100D, Austin, Texas 

Denver District 
Mailing Address: Director, Denver 

District, Internal Revenue Service, 
FOIA Request, Attn: Disclosure 
Officer, 1050 17th St. Stop 7000 
DEN, Denver, Colorado 80265 

Walk-in Address: same as mailing 
address 

Houston District 
Mailing Address: Director, Houston 

District, Internal Revenue Service, 
FOIA Request, Attn: Disclosure 
Officer, 3223 Briarpark Stop 7000 
H-BP, Houston, Texas 77042 

Walk-in Address: same as mailing 
address 

Cheyenne District 
Mailing Address: Director, Cheyenne 

District, Internal Revenue Service, 
FOIA Request, Attn: Disclosure 
Officer, 308 West 21 Street, Stop 
7000 CHE, Cheyenne, Wyoming 
82001 

Walk-in Address: same as mailing 
address 

Phoenix District 
Mailing Address: Phoenix District, 

Internal Revenue Service, FOIA 
Request, Attn: Disclosure Officer, 
2120 North Central Avenue, Mail 
Stop 7000 PH, Phoenix, Arizona 

85004 
Walk-in Address: same as 

address 
Oklahoma City District 
Mailing Address: Director 

City District, Internal Revenue Ser- 

vice, FOIA Request, Attn: 
sure Of ficer, P. O. Box 66 Stop 
7000 OKC, Oklahoma CitY, OK 

73102 
Walk-in Address: 200 N. W. Fourth 

Street, Oklahoma City, Oklahoma 

Austin Service Center 

Mailing Address: Director, Austin 

Service Center, Internal Revenue 

Service, FOIA Request, Attn: Dis- 

closure Officer, P. O. Box 934 Stop 
7000 AUSC, Austin, Texas 78767 

Walk-in Address: 3651 S. Inter- 
regional Hwy. , Austin, Texas 

Salt Lake City District 
Mailing Address: Director, Salt Lake 

City District, Internal Revenue Ser- 

vice, FOIA Request, Attn: Disclo- 
sure Officer, 465 S. 400 East 
Street, Mail Stop 7000 SLC, Salt 
Lake City, Utah 84111 

Walk-in Address: same as mailing 
address 

Ogden Service Center 
Mailing Address: Director, Ogden 

Service Ctr. , Internal Revenue Ser- 

vice, FOIA Request, Attn: Disclo- 
sure Officer, P. O. Box 9411 Stop 
7000 OSC, Ogden, Utah 84409 

Walk-in Address: 1160 West 1200 
South Street, Ogden, Utah 

Wichita District 
Mailing Address: Director, Wichita 

District, Internal Revenue Service, 
FOIA Request, Attn: Disclosure 
Officer, 412 S. Main St. Stop 7000 
WIC, Wichita, Kansas 67202 

Walk-in Address: same as mailing 
address 

Western Region 

Regional Office 
Mailing Address: Regional Commis- 

sioner, Internal Revenue Service, 
FOIA Request, Attn: Disclosure 
Officer, 450 Golden Gate Avenue, 
Room 2301 Stop 2231, San 
Francisco, Ca. 94102 

Walk-in Address: same as mailing 
address 

Anchorage District 

Mailing Address: Director, Anchor 
age District, Internal Revenue Ser 
vice, FOIA Request, Attn: Discio 
sure Officer, P. O. Box 101500 
Anchorage, Alaska 99510 



Walk-in Address: 949 E. 36th Ave. , 
Suite 101, Anchorage, Alaska 

Boise District 
Mailing Address: Director, Boise Dis- 

trict, Internal Revenue Service, 
FOIA Request, Attn: Disclosure 
Of ficer, Box 041, Room 291, 
Boise, Idaho 83724 

Walk-in Address: same as mailing 
address 

Laguna Niguel District 
Mailing Address: Director, Laguna 

Niguel District, Internal Revenue 
Service, FOIA Request, Attn: Dis- 
closure Of ficer, P. O. Box C-8, 
Laguna Niguel, Ca. 92677 

Walk-in Address: 24000 Via Avila 
Road, Laguna Niguel, California 

Honolulu District 
Mailing Address: Director, Honolulu 

District, Internal Revenue Service, 
FOIA Request, Attn: Disclosure 
Officer, P. O. Box 50089, Hono- 
lulu, Hawaii 96850 

Walk-in Address: 300 Ala Moana 
Blvd. , Federal Bldg. Rm. 2104, 
Honolulu, Hawaii 

Los Angeles District 
Mailing Address: Director, Los 

Angeles District, Internal Revenue 
Service, FOIA Request, Attn: Dis- 
closure Of ficer, P. O. Box 391, 
Room 5202, 300 N. Los Angeles 
Street, Los Angeles, Ca. 90012 

Walk-in Address: same as mailing 
address 

Las Vegas District 
Mailing Address: Director, Las Vegas 

District, Internal Revenue Service, 
FOIA Request, Attn: Disclosure 
Of ficer, P. O. Box 16045, Las 
Vegas, Nevada 89101 

Walk-in Address: 300 Las Vegas 
Blvd. South, Las Vegas, Nevada 

Sacramento District 
Mailing Address: Director, Sacra- 

mento District, Internal Revenue 
Service, FOIA Request, Attn: Dis- 

closure Officer, P. O. Box 2900 
Stop 5201, Sacramento, Ca. 95812 

Walk-in Address: 2345 Fair Oaks 
Blvd. , Sacramento, California 

Portland District 
Mailing Address: Director, Portland 

District, Internal Revenue Service, 
FOIA Request, Attn: Disclosure 
Officer, P. O. Box 3341, Portland, 
Oregon 97208 

Walk-in Address: 1220 S. W. Third 
Ave. Rm. 817, Portland, Oregon 

San Francisco District 

Mailing Address: Director, San 
Francisco District, Internal Reve- 

nue Service, FOIA Request, Attn: 
Disclosure Officer, 450 Golden 

Gate Avenue, Room 2301 Stop 
2231, San Francisco, Ca. 94102 

Walk-in Address: same as mailing 

address 
Seattle District 
Mailing Address: Director, Seattle 

District, Internal Revenue Service, 
FOIA Request, Attn: Disclosure 

Officer, 915 Second Avenue, Stop 
625 Room 2056, Seattle, Washing- 

ton 98174 
Walk-in Address: same as mailing 

address 
Fresno Service Center 

Mailing Address: Director, Fresno 
Service Center, Internal Revenue 
Service, FOIA Request, Attn: Dis- 

closure Officer, P. O. Box 24014 
Stop 891, Fresno, California 93779 

Walk-in Address: 5045 E. Butler Av- 

enue, Fresno, California 
San Jose District 
Mailing Address: Director, San Jose 

District, Internal Revenue Service, 
FOIA Request, Attn: Disclosure 
Officer, 55 S. Market Street, 9th 
Floor, Stop 3246, San Jose, Cali- 
fornia 95113 

Walk-in Address: same as mailing 
address 
Par. 28. A new section 601. 702(h) 

is added to read as follows: 

(h) Business information proce- 
dures. (1) In genera!. Business infor- 
mation provided to the Internal Rev- 
enue Service by a business submitter 
shall not be disclosed pursuant to a 
Freedom of Information Act request 
except in accordance with this para- 
graph. 

(2) Definition. Business informa- 
tion is any trade secret or other 
financial, commercial (including re- 
search) information. 

(3) Notice to business submitters. 
The official having control over the 
requested records, which includes 
business information, shall provide a 
business submitter with prompt writ- 
ten notice of a request encompassing 
its business information whenever re- 
quired in accordance with paragraph 
(h)(4) of this section. Such written 
notice shall either describe the exact 
nature of the business information 
requested or provide copies of the 
records or portions thereof contain- 
ing the business information. 

(4) When notice is required. (A) 
For business information submitted 
to the Internal Revenue Service prior 

to October 13, 1987, the official 
having control over the requested 
records shall provide a business 
submitter with notice of a request 
whenever- 

(i) the business information is less 

than 10 years old; 

(ii) the business information was 

submitted to the Internal Revenue 
Service upon a commitment of confi- 
dentiality; or 

(iii) the Internal Revenue Service 
has reason to believe that disclosure 
of the information may result in 

commercial or financial injury to the 
business submitter. 

(B) For business information sub- 
mitted to the Internal Revenue Ser- 
vice on or after October 13, 1987, 
the Internal Revenue Service shall 

provide a business submitter with 

notice of a request whenever- 
(i) the business submitter has in 

good faith designated the informa- 
tion as commercially or financially 
sensitive information; or 

(ii) the official has reason to 
believe that disclosure of the infor- 
mation may result in commercial 
or financial injury to the business 
submitter. 

Notice of a request for business 
information falling within subdivision 
(i) of this paragraph shall be required 
for a period of not more than ten 
years after the date of submission 
unless the business submitter re- 
quests, and provides acceptable justi- 
fication for, a specific notice period 
of greater duration. Whenever possi- 
ble, the business submitter's claim of 
confidentiality should be supported 
by a statement of certification by an 
officer or authorized representative 
of the business that the information 
in question is, in fact, confidential 
commercial or financial information 
and has not been disclosed to the 
public. 

(5) Opportunity to object to discio- 
sure. Through the notice described in 
paragraph (h)(3) of this section, the 
official having control over the re- 
quested records shall afford a busi- 
ness submitter ten working days 
within which to provide the official 
with a detailed statement of any 
objection to disclosure. Such state- 
ment shall specify all grounds for 
withholding any of the information, 
with particular attention to why the 
information is claimed to be a trade 
secret or commercial or financial in- 
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formation that is privileged and con- 
fidential. Information provided by a 
business submitter pursuant to this 
paragraph may itself be subject to 
disclosure under 5 U. S. C. 552. 

(6) Notice of intent to disclose. 
The Internal Revenue Service shall 
carefully consider a business 
submitter's objections and specific 
grounds for nondisclosure prior to 
determining whether to disclose busi- 
ness information. Whenever the offi- 
cial having control over the requested 
records decides to disclose business 
information over the objection of a 
business submitter, the official shall 
forward to the business submitter a 
written notice which shall include— 

(A) statement of the reasons for 
which the business submitter's disclo- 
sure objections were not sustained; 

(B) a description of the business 
information to be disclosed; and 

(C) a specified disclosure date, 
which is ten working days after the 
notice of the final decision to release 
the requested records has been mailed 
to the submitter. A copy of the 
disclosure notice shall be forwarded 
to the requester at the same time. 

(7) Judicial review. (A) The Inter- 
nal Revenue Service's disposition of 
the request and the submitter's objec- 
tions shall be subject to judicial 
review under paragraph (c)(11) of 
this section. A requester is not re- 
quired to exhaust administrative rem- 
edies if a complaint has been filed 
under this subparagraph by a busi- 
ness submitter of the information 
contained in the requested records. 
Likewise, a business submitter is not 
required to exhaust administrative 
remedies if a complaint has been 
filed by the requester of these 
1 ecords. 

(B) Notice of FOIA lawsuit, When- 
ever a requester brings suit seeking to 
compel disclosure of business infor- 
mation covered by paragraph (h)(4) 
of this section, the official having 
control over the requested records 
shall promptly provide the business 
submitter with written notice thereof. 

(C) Exception to notice require- 
ment. The notice requirements of this 
paragraph shall not apply if— 

(i) the official having control over 
the records determines that the busi- 
ness information shall not be dis- 
closed; 

(ii) the information lawfully has 

been published or otherwise made 
available to the public; 

(iii) disclosure of the information is 
required by law (other than 5 U. S. C. 
552); or 

(iv) the information was acquired 
in the course of a lawful investiga- 
tion of a possible violation of the 
internal revenue laws and notice 
would interfere with ongoing law 
enforcement proceedings. 

(8) Appeals. Procedures for admin- 
istrative appeals from denials of re- 
quests for business information are 
to be processed in accordance with 
paragraph (c)(8) of this section. 

Lawrence B. Gibbs, 
Commissioner of 

Internal Revenue. 

(Fned by the Office of the Federal Register on 
October 9, 1987, 8:45 a. m. , and published 
in the issue of the Federal Register for 
October 13, 1987, 52 F. R. 37938) 

TITLE 26 — INTERNAL REVENUE. — 
CHAPTER 1, SUBCHAPTER H. 
PART 601 — STATEMENT OF 
PROCEDURAL RULES 

Protest Procedures 

AGENCY: Internal Revenue Service, 
Treasury. 

ACTION: Amendment of the State- 
ment of Procedural Rules. 

SUMMARY: This document contains 
amendments to certain sections of the 
Statement of Procedural Rules (SPR) 
that relate to written protest proce- 
dures to obtain Appeals consideration 
of the findings of field examinations. 
The SPR sets forth the procedural 
rules of the Internal Revenue Service. 

EFFECTIVE DATE: October 16, 
1987. 

SUPPLEMENTARY 
I N FOR M ATION 

Background 

This document contains amend- 
ments to the SPR (26 CFR Part 601), 
issued under the authority contained 
in 5 U. S C. sections 301 and 552. 
These amendments simplify the pro- 
test procedures through which tax- 
payers may obtain Appeals review of 
field examinations. Under existing 
procedures, a written protest is re- 

quired in field examination cases if 
the amount at issue exceeds $2, 500 
As a result of these amendments, a 
written protest will be required for 
field examinations if the total 
amount at issue for any taxable 
period exceeds $10, 000. In lieu of a 
written protest, a brief written state- 
ment of disputed issues will be re- 
quired for field examinations if the 
total amount at issue for any taxable 
period exceeds $2, 500 but does not 
exceed $10, 000. No brief written 
statement of disputed issues or writ- 
ten protest is required to obtain an 
Appeals office conference in office 
interview and correspondence exami- 
nations. 

These special amendments do not 
address any other provisions under 
$601. 105 or $601. 106, either directly 
or by implication. General amend- 
ments to the Statement of Procedural 
Rules will be the subject of separate 
documents. 

Speci al A nalyses 

The Commissioner of Internal Rev- 
enue has determined that this rule is 

not a major rule as defined in Execu- 
tive Order 12291 and that a Regula- 
tory Impact Analysis is therefore not 
required. A general notice of pro- 
posed rulemaking is not required by 
5 U. S. C. 553 for procedural rules. 
Accordingly, the amendments to the 
Statement of Procedural Rules do 
not constitute regulations subject to 
the Regulatory Flexibility Act (5 
U. S. C. chapter 6). 

List of Subjects in 26 CFR 601 

Administrative practice and proce- 
dure, Aged, Alcohol and alcoholic 
beverages, Arms and munitions, 
Cigars and cigarettes, Claims, Free- 
dom of information, Taxes. 

Adoption of Amendments to 
Statement of Procedural Rules 

Accordingly, 26 CFR Part 601 is 

amended as follows: 
Paragraph 1. The authority for 

Part 601 continues to read as fol- 
lows: 

Authority: 5 U. S. C. 301 and 552. 
Par. 2. Section 601. 105 is 

amended as follows: 
1. Paragraph (c)(2)(iii) is revised. 
2. A new paragraph (c)(2)(iv) is 

added. 
3. Paragraph (d)(2) is revised. 

858 1987-2 C. B. 



4. The revised and added provi- 
sions read as follows: 
$601. 105 Examination of returns and 

claims for refund, credit or abate- 
ment; determination of correct tax 
liability. 

(c) District procedure-(1) Office ex- 
ami nati on. 

(2) Field examination. *** 
(iii) If for any taxable period the 

total amount of proposed additional 
tax including penalties, proposed 
overassessment, or claimed refund 
(or, in an offer in compromise, the 
total amount of assessed tax, penalty, 
and interest sought to be compro- 
mised) exceeds $2, 500 but does not 
exceed $10, 000, the taxpayer, on re- 
quest, will be granted an Appeals 
office conference, provided a brief 
written statement of disputed issues is 
submitted. 

(iv) If for any taxable period the 
total amount of proposed additional 
tax including penalties, proposed 
over-assessment, or claimed refund 
(or, in an offer in compromise, the 
total amount of assessed tax, penalty, 
and interest sought to be compro- 
mised) exceeds $10, 000, the taxpayer, 
on request, will be granted an Ap- 
peals office conference, provided a 
written protest is filed. 

(d) Thi rty-day letter and pro- 
tests-(1) General. 

(2) Protests. (i) No written protest 
or brief written statement of disputed 
issues is required to obtain an Ap- 
peals office conference in office in- 
terview and correspondence examina- 
tion cases. 

(ii) No written protest or brief 
written statement of disputed issues is 

required to obtain an Appeals office 
conference in a field examination 
case if the total amount of proposed 
additional tax including penalties, 
proposed overassessment, or claimed 
refund (or, in an offer in compro- 
mise, the total amount of assessed 
tax, penalty, and interest sought to 
be compromised) is $2, 500 or less for 
any taxable period. 

(iii) A written protest is required 
to obtain Appeals consideration in a 
field examination case if the total 
amount of proposed tax including 

penalties, proposed over-assessment, 
or claimed refund (or, in an offer in 

compromise, the total amount of 
assessed tax, penalty, and interest 
sought to be compromised) exceeds 
$10, 000 for any taxable period. 

(iv) A written protest is optional 
(although a brief written statement of 
disputed issues is required) to obtain 
Appeals consideration in a field ex- 
amination case if for any taxable 
period the total amount of proposed 
additional tax including penalties, 
proposed overassessment, or claimed 
refund (or, in an offer in compro- 
mise, the total amount of assessed 
tax, penalty, and interest sought to 
be compromised) exceeds $2, 500 but 
does not exceed $10, 000. 

(v) Instructions for preparation of 
written protests are sent to the tax- 
payer with the transmittal (30-day) 
letter. 

Par. 3. Section 601. 106 is amended 
as follows: 

1. In paragraph (a)(1)(i), third sen- 
tence, the language "subdivisions (ii) 
through (iv)" is revised to read "sub- 
divisions (ii) through (v)". 

2. The concluding material in 
paragraph (a)(1)(ii), immediately fol- 
lowing subparagraph (c), is revised. 

3. Paragraphs (a)(1)(iii) and (iv) 
are redesignated (a)(1)(iv) and (v), 
respectively. 

4. A new paragraph (a)(1)(iii) is 
added. 

5. The revised and added material 
read as follows: 
$601. 106 Appeals function. 

(a) General. (1)(i) *** 
tt) 
(c)Q Q Q 

in any case originating in the office 
of any district director situated in the 
region, or in any case in which 
jurisdiction has been transferred to 
the region. 

(iii) The taxpayer must request Ap- 
peals consideration. 

(a) An oral request is sufficient to 
obtain Appeals consideration in (I) 
all office interview or correspondence 
examination cases or (2) a field ex- 
amination case if the total amount of 
proposed additional tax including 
penalties, proposed overassessment, 
or claimed refund (or, in an offer in 

compromise, the total amount of 
assessed tax, penalty, and interest 
sought to be compromised) is $2, 500 
or less for any taxable period. No 
written protest or brief statement of 
disputed issues is required. 

(b) A brief written statement of 
disputed issues is required (a written 
protest is optional) to obtain Appeals 
consideration in a field examination 
case if the total amount of proposed 
additional tax including penalties, 
proposed overassessment, or claimed 
refund (or, in an offer in compro- 
mise, the total amount of assessed 
tax, penalty, and interest sought to 
be compromised) exceeds $2, 500 but 
does not exceed $10, 000 for any 
taxable period. 

(c) A written protest is required to 
obtain Appeals consideration in a 
field examination case if the total 
amount of proposed additional tax 
including penalties, proposed overas- 
sessment, or claimed refund (or, in 
an offer in compromise, the total 
amount of assessed tax, penalty, and 
interest sought to be compromised) 
exceeds $10, 000 for any taxable pe- 
riod. 

(d) A written protest is required to 
obtain Appeals consideration in all 
employee plan and exempt organiza- 
tion cases. 

(e) A written protest is required to 
obtain Appeals consideration in all 
partnership and S corporation cases. 

Lawrence B. Gibbs, 
Commissioner of 

Internal Revenue. 

(Filed by the Office ol' the Federal Register on 
October 15, l987, 8:45 a. m. , and published 
in the issue of the Federal Register for 
October 16, l987, 52 F. R. 38405) 
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Notice of Proposed Rulemaking 
Notice of Proposed Rulemaking 

Affiliated Service Groups, Employee 
Leasing, and Other Arrangements 

EE-111-82 

AGENCY: Internal Revenue Service, 
Treasury. 

ACTION: Notice of proposed rule- 
making. 

SUMMARY; This document pro- 
vides proposed regulations prescrib- 
ing rules for determining: (I) when a 
management organization and the or- 
ganization for which the management 
organization performs management 
services constitute an affiliated ser- 
vice group; (2) when leased employ- 
ees are treated 'as employees of the 
lessee organization for purposes of 
certain employee benefit provisions; 
and (3) when arrangements involving 
separate organizations, employee 
leasing, or other arrangements will be 
ignored in order to prevent the 
avoidance of certain employee benefit 
requirements. Changes to the applica- 
ble tax law were made by the Tax 
Equity and Fiscal Responsibility Act 
of 1982, the Tax Reform Act of 
1984, and the Tax Reform Act of 
1986. The regulations provide the 
public with guidance needed to com- 
ply with those Acts and would affect 
employers that maintain, and partici- 
pants in, qualified plans. 

DATES: Written comments and re- 
quests for a public hearing must be 
delivered or mailed by October 26, 
1987. The regulations provided by 
this document are proposed to be 
generally effective for tax years be- 
ginning after December 31, 1983. 

ADDRESS: Send comments and re- 
quests for a public hearing to: Com- 
missioner of Internal Revenue, At- 
tention: CC:LR: T (EE-111-82), 
Washington, D. C. 20224. 

SUPPLEMENTARY 
INFORMATION: 

BACKGROUND 

This document contains proposed 
amendments to the Income Tax Reg- 

ulations (26 CFR Part 1) under sec- 
tions 414(m)(5), 414(n), and 414(o) of 
the Internal Revenue Code. These 
amendments are proposed to con- 
form the regulations to sections 246 
and 248 of the Tax Equity and Fiscal 
Responsibility Act of 1982 (26 USC 
414(m)(5), 414(n)) [1982-2 C. B. 462, 
552], section 526 of the Tax Reform 
Act of 1984 (26 USC 414(n)(2), 
414(o)) [1984-3 C. B. (Vol. I) 1, 382], 
and section 1146 of the Tax Reform 
Act of 1986 (26 USC 414(n), 414(o)) 
[1986-3 C. B. (Vol. I) I, 408]. Other 
sections of the Tax Reform Act of 
1986 that relate to section 414(n) are 
not reflected in this document. 

ORGANIZATIONS PERFORMING 
MANAGEMENT FUNCTIONS 

Section 414(m)(5) of the Code ex- 
pands the definition of an affiliated 
service group that is to be treated as 
a single employer under section 
414(m) for purposes of certain em- 
ployee benefit requirements. Pursuant 
to section 414(m)(5), an affiliated 
service group includes a management 
organization and a recipient organiza- 
tion (i. e. , the organization (and re- 
lated organizations) for which the 
management organization performs 
management functions). An organiza- 
tion is a management organization if 
the principal business of the organi- 
zation is the performing of, on a 
regular and continuing basis, man- 
agement functions for a recipient 
organization. 

EMPLOYEE LEASING 

Section 414(n) provides that, under 
certain circumstances, an individual 
(" leased employee" ) who performs 
services for a person ("recipient") 
through another person (" leasing or- 
ganization") shall be treated as the 
employee of the recipient for pur- 
poses of certain employee benefit 
requirements. If the services being 
provided by an individual to a recipi- 
ent are pursuant to an agreement 
between the recipient and the leasing 
organization, and the individual per- 
forms such serices for the recipient 
on a substantially full-time basis for 
a period of at least one year, and the 
services are of a type historically 
performed by employees, then the 
individual is a leased employee and, 

therefore, shall be treated as an em- 

ployee of the recipient. 
Section 414(n)(5) provides, how- 

ever, that if the leasing organization 
maintains a safe-harbor plan with 

respect to a leased employee, such 
individual will generally not be 
treated as an employee of the recipi- 
ent. Section 414(n)(5), as originally 

enacted, required that a safe-harbor 
plan must be a qualified money pur- 
chase pension plan with provision for 
nonintegrated employer contributions 
of at leat 7 I/2 percent, immediate 
participation, and full and immediate 
vesting. 

The Tax Reform Act of 1986 
[1986-3 C. B. (Vol. I ) 1] amended 
several provisions relating to sections 
414(n) and 414(o). These amendments 
include the following: 

(I) The definition of a safe-harbor 
plan under section 414(n)(5) has been 
amended to require a contribution 
rate of 10 pecent and to require that 
the plan must cover all employees of 
the leasing organization (other than 

employees who perform substantially 
all of their services for the leasing 
organization (and not for recipients) 
and employees whose compensation 
from the leasing organization is less 

than $1, 000 during the plan year and 
during each of the 3 prior plan 
years). 

(2) Under section 414(n)(5), a 
leased employee will be treated as an 

employee of the recipient, regardless 
of the existence of a safe-harbor 
plan, if more than 20 percent of the 
recipient's nonhighly compensated 
workforce are leased employees (as 
specially defined for this purpose). 

(3) A recordkeeping exception 
from the section 414(n) employee 
leasing provisions is provided under 
section 414(o) in the case of an 

employer that has no section 416(g) 
top-heavy plans and that uses the 
services of nonemployees only for an 
insignificant percentage of the em- 
ployer's total workload. 

(4) The scope of the section 414(n) 
employee leasing provisions has been 
expanded to include a number of 
non-pension employee benefit re- 
quirements (listed under section 
414(n)(3)), including group-term li fe 
insurance, accident and health plans, 
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qualified group legal services, cafete- 
ria plans, etc. In addition, the em- 
ployee leasing provisions will apply 
to these non-pension employee bene- 
fit requirements regardless of the 
existence of a safe-harbor plan. 

Except for the amendments relating 
to the non-pension employee benefit 
requirements, the proposed regula- 
tions reflect the Tax Reform Act of 
1986 amendments described above. 
Guidance relating to the non-pension 
employee benefit requirements, and 
other relevant amendments made by 
the Tax Reform Act of 1986, will be 
forthcoming. 

AVOIDANCE OF 
CERTAIN EMPLOYEE 

BENEFITS REQUIREMENTS 

Section 414(o) provides that the 
Secretary shall prescribe such regula- 
tions as may be necessary to prevent 
the avoidance of any employee bene- 
fit requirement listed in sections 
414(m)(4) or 414(n)(3) through the 
use of separate organizations, em- 

ployee leasing, or other arrange- 
ments. Specifically, the Secretary has 
the authority to provide rules in 
addition to the rules contained in 

sections 414(m) and 414(n). 
Pursuant to section 414(o), the 

proposed regulations provide rules 
relating to several arrangements that 
may result in the avoidance of the 
listed employee benefit requirements. 
These arrangements include the leas- 

ing of certain owners, the leasing of 
certain managers, the creation of 
successive organizations in time, ex- 

pense sharing arrangements, plans 
maintained by certain corporate di- 

rectors, and plans covering certain 
five-percent owners. 

EFFECTIVE DATES 

The amendments made to section 
414 by the Tax Equity and Fiscal 
Responsibility Act of 1982 are effec- 
tive for tax years of a recipient or of 
a member of a affiliated service 
group that begin after December 31, 
1983. 

The amendments made to section 
414 by the Tax Reform Act of 1984 
are effective as of July 18, 1984. The 
regulations promulgated under sec- 
tion 414(o), however, are variously 
effective for (I) plan years beginning 
more than six months after this doc- 

ument is published in the FEDERAL 
REGISTER, (2) plan years beginning 
more than sixty days after this docu- 
ment is published in the FEDERAL 
REGISTER as a Treasury decision, 
and (3) plan years beginning during 
or after the first tax yar of a recipi- 
ent beginning after December 31, 
1983. (To the extent that the regula- 
tions under section 414(o) aggregate 
plans for purposes of section 415 
that were not previously aggregated, 
the rules of (1. 415-10 apply. ) 

The amendments made to section 
414 by the Tax Reform Act of 1986 
are generally effective with respect to 
service performed after December 31, 
1986. The recordkeeping exception 
from section 414(n), provided under 
section 414(o), and certain clarifying 
amendments under section 414(n) are 
effective as if originally enacted as 
part of the section 414 amendments 
made by the Tax Equity and Fiscal 
Responsibility Act of 1982. The sec- 
tion 414(n)(3) amendments relating to 
the non-pension employee benefit re- 
quirements are generally effective 
when section 89 applies to such non- 
pension employee benefits (see section 
1151(k) of the Tax Reform Act of 
1986) [1986 — 3 C. B. (Vol. 1) 1, 418]. 

SPECIAL ANALYSIS 

The Commissioner of Internal Rev- 
enue has determined this rule is not a 
major rule as defined in Executive 
Order 12291. Therefore, a Regulatory 
Impact Analysis is not required. Al- 
though this document is a notice of 
proposed rulemaking that solicits 
public comment, the Internal Reve- 
nue Service has concluded that the 
regulations proposed are interpreta- 
tive and that the notice and public 
procedure requirements of 5 USC 
553(b) do not apply. Accordingly, 
these proposed regulations do not 
constitute regulations subject to the 
Regulatory Flexibility Act (5 USC 
chapter 6). 

COMMENTS AND 
REQUESTS FOR A 
PUBLIC HEARING 

Before adopting these proposed 
regulations, consideration will be 
given to any written comments that 
are submitted (preferably eight cop- 
ies) to the Commissioner of Internal 

Revenue. All comments will be avail- 

able for apublic inspection and copy- 
ing. A public hearing will be held 

upon written request to the Commis- 
sioner by any person who has sub- 

mitted written comments. If a a 
public hearing is held, notice of the 
time and place will be published in 

the FEDERAL REGISTER. 

Proposed amendments to the regula- 
tions 

The Income Tax Regulations (26 
CFR Part 1) are proposed to be 
amended as follows: 

Paragraph 1. The authority cita- 
tion for Part 1 is amended by adding 
the following citation: 

Authority: 26 USC 7805. *** Sec- 
tion 1. 414(n)-1 also issued under 26 
USC 414(n). Section 1. 414(o)-1 also 
issued under 26 USC 414(o). 

Par. 2. The following new sections 
are added immediately following 
$1. 414(m)-4 and read as follows: 
$1. 414(m)-5 Organizations perform- 

ing management functions. 
(a) In general — (I ) Affiliated ser- 

vice group. Pursuant to section 
414(m)(5), an affiliated service group 
includes a group consisting of a 
management organization (as defined 
in paragraph (a)(3) of this section) 
and a recipient organization (as de- 
fined in paragraph (a)(4) of this 
section). 

(2) Organization. For purposes of 
this section, the term "organization" 
means a sole proprietorship, partner- 
ship, corporation, trust, association, 
company, estate, or any other type 
of entity, regardless of its ownership 
format. 

(3) Management organization. For 
purposes of this section, the term 
"management organization" means- 

(i) An organization, and 
(ii) All organizations aggregated 

(as provided in paragraph (a)(5) of 
this section) with the organization 
identified in paragraph (a)(3)(i) of 
this section, 
the principal business of which is 
to perform on a regular and continu- 
ing basis management functions for a 
recipient organization. 

(4) Recipient organization. For 
purposes of this section, the term 
"recipient organization" means — ) 

(i) An organization for which man- 
agement functions are performed, 

(ii) All organizations aggregated 
(as provided in paragraph (a)(5) of 
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this section) with the organization 
identified in paragraph (a)(4)(i) of 
this section, and 

(iii) All organizations related (as 
provided in paragraph (a)(6) of this 
section) to any organization identified 
in paragraphs (a)(4)(i) or (a)(4)(ii) of 
this section. 

(5) Aggregated organizations. For 
purposes of this section, organiza- 
tions are aggregated pursuant to sec- 
tion 414(b), (c), (m), and (o). 

(6) Related organizations. For pur- 
poses of this section, an organization 
("first organization" ) is related to an 
organization identified in paragraphs 
(a)(4)(i) or (a)(4)(ii) of this section 
("second organization") if such first 
organization and second organization 
would be related persons pursuant to 
section 144(a)(3) and the management 
organization per forms management 
functions for the first organization. 

(7) The provisions of this para- 
graph may be illustrated by the fol- 
lowing examples: 

Example (l). Assume that Corporations A 
and B constitute a controlled group of corpo- 
rations under section 414(b) and that Corpora- 
tions C and D constitute an affiliated service 

group under section 414(m)(2). Assume that C 
or D (or both) perform management functions 
and other services for A or B (or both) that 
satisfy the requirements of paragraph (b) of 
this section. C and D are treated as a single 
management organization and A and B are 
treated as a single recipient organization for 
purposes of section 414(m)(5). A, B, C, and D 
constitute an affiliated service group under 
section 414(m)(5). 

Example (2). Assume the same facts as in 

example (I). In addition, assume that Corpora- 
tion E is related to A or B under paragraph 
(a)(6) of this section (but not aggregated with 

A or B under paragraph (a)(5) of this section). 
Assume further that C or D (or both) perform 
management functions and other services for E 
that satisfy the requirements of paragraph (b) 
of this section. E is included with A and B as 
a single recipient organization. A, B, C, D, 
and E constitute an affiliated service group 
under section 414(m)(5). 

Example (3). Assume the same facts as in 
example (2). In addition, assume that Corpora- 
tion F is related to C or D under section 
144(a)(3) (but not aggregated with C or D 
under paragraph (a)(5) of this section). F is 

not part of the A-B-C-D-E affiliated service 
group solely by virtue of its relationship to C 
or D, even if it provided management func- 
tions to A, B, or E. If, however, F (regardless 
of whether F is related to C or D) satisfies the 
requirements of paragraph (b) of this section 
as a management organization with respect to 
the A-B-C-D-E affiliated service group, then 

A, B, C, D, E, and F constitute an affiliated 
service group. 

(b) Determination of principal 
business on a regular and continuing 
basis — (1) Two-tax-year rolling per- 

centage. Except as provided in para- 
graph (b)(2) of this section, a man- 
agement organization shall exist with 
respect to a particular recipient organ- 
ization for a tax year of the manage- 
ment organization during which the 
performance of management func- 
tions and other services for the recip- 
ient organization constitutes more 
than 50 percent of the management 
organization's business activities dur- 
ing the two-tax-year period that in- 
cludes such tax year and the prior tax 
year. If the management organization 
was not in existence prior to the 
current tax year, the more-than-50- 
percent test shall apply only to the 
current tax year. Once the more- 
than-50-percent test is met, the man- 
agement organization will continue to 
be a management organization with 
respect to a particular recipient organ- 
ization for each subsequent tax year 
during which the performance of 
management functions and other ser- 
vices for such recipient organization 
constitutes more than 40 percent of 
the management organization's busi- 
ness activities during the two-tax-year 
period that includes such subsequent 
tax year and the immediately preced- 
ing tax year, unless- 

(i) The performance of manage- 
ment functions and other services 
for the recipient organization con- 
stitutes less than five percent of the 
management organization's busi- 
ness activities during such subse- 
quent tax year, 

(ii) There is an intervening tax 
year for which the management 
organization and the recipient or- 
ganization do not satisfy the more- 
than-40-percent test, or 

(tu) The management organtza- 
tion satisfies the more-than-50- 
percent test with respect to a dif- 
ferent recipient organization for 
such subsequent tax year and the 
immediately preceding tax year. 

If one or more of the three excep- 
tions described in this paragraph 
(b)(1) applies to a management organ- 
ization and a particular recipient or- 
ganization for a tax year, whether 
such organization is a management 
organization for such tax year (with 
respect to either the same or a differ- 
ent recipient organization) or whether 
such organization becomes a manage- 
ment organization for a subsequent 
tax year (with respect to either the 
particular or a different recipient 

organization) will be determined by 
reapplication of the more-than-50- 
percent-test of this paragraph (b)(1) 
to such organization for the appl'ca 
ble tax year. 

(2) Insubstantial management f&nc- 
ti ons. Notwithstanding anything in 
this paragraph (b) to the contrary, a 
management organization shall not 
exist with respect to a particular 
recipient organization for a tax year 
of the management organization dur- 

ing which the performance of man- 
agement functions for such recipient 
organization, in relation to all ser- 
vices performed for such recipient 
organization, is not substantial. The 
performance of management func- 
tions for a recipient organization is 

not substantial for a tax year only if 
during such tax year less than 50 
percent of the compensation provided 
by the management organization, 
with respect to services performed for 
the recipient organization (including 
services performed as an employee of 
the management organization and in 

any other capacity), is provided to 
individuals who perform a significant 
amount of management functions for 
the recipient organization. An indi- 
vidual performs a significant amount 
of management functions for the 
recipient organization if, during the 
tax year, at least 15 percent of the 
individual's service (including service 
performed as an employee of the 
management organization and in any 
other capacity) for the recipient organ- 
ization (based on time) is performing 
management functions for the recipi- 
ent organization. For purposes of 
this paragraph (b)(2), the term "com- 
pensation" means (i) with respect to 
services performed as a common-law 
employee, compensation reportable 
on Form W-2, and (ii) with respect 
to services performed as a self- 
employed individual (as defined in 
section 401(c)(1)), earned income as 
defined in section 401(c)(2). 

(3) Use of gross receipts to deter- 
mine principal business. Except as 
provided in paragraph (b)(4) of this 
section, the principal business deter- 
mination under paragraph (b)(1) of 
this section is made on the basis of 
the percentage of gross receipts de- 
rived from management functions 
and other services performed for 
recipient organization, as compared 
to the gross receipts derived from all 
business activities. In determining the 
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two-tax-year percentage for purposes 
of paragraph (b)(1) of this section, 
gross receipts for the combined two- 
tax-year period are compared. Thus, 
it is not permissible to average the 
percentages determined separately for 
each tax year. For purposes of this 
paragraph (b), gross receipts derived 
from all business activities do not 
include gross receipts from the sale 
of any asset. 

(4) Use of facts and circumstances 
to determine principal business. The 
Commissioner may, at his discretion, 
determine that the use of gross re- 
ceipts is not an appropriate method 
for determining principal business. In 
that event, the determination of prin- 
cipal business shall be made on the 
basis of all relevant facts and circum- 
stances including, for example, the 
amount of time actually spent by 
individuals in performing manage- 
ment functions and other services for 
a recipient organization. The determi- 
nation that the use of gross receipts 
is not an appropriate method for 
determining principal business may 
not be made by the taxpayer. 

(5) Aggregated organizations with 
different tax years. I f management 
organizations aggregated pursuant to 
paragraph (a)(3) of this section have 
different tax years, any 12-month 
period used at any time by any such 
organization may be used for pur- 
poses of this paragraph (b) provided 
that the 12-month period selected is 
used consistently. 

(c) Management funcri ons— 
(1) Definition. For purposes of this 
section, the term "management func- 
tions" includes only those manage- 
ment activities and services histori- 
cally per formed by employees. 
Management activities and services 
include determining, implementing, 
or supervising (or providing advice or 
assistance in accomplishing any of 
the foregoing)— 

(i) Daily business operations 
(such as production, sales, market- 

ing, purchasing, advertising, etc. ), 
(ii) Personnel (such as staffing, 

training, supervising, hiring and 

firing, etc. ), 
(iii) Employee compensation and 

benefits (such as salaries and 
wages, paid vacations and holi- 

days, life and health insurance, 
pensions, etc. ), 

(iv) Short- and long-range busi- 
ness planning (such as product de- 

velopment, budgeting, financing, 
expansion of operations, capital 
investment, etc. ), 

(v) Organizational structure and 

ownership (such as corporate for- 
mation, stock issues, dividends, 
mergers and acquisitions, etc. ), and 

(vi) Any other management ac- 
tivity or service. 

Management activities and services 

also include professional services (as 
defined in $1. 414(m)-1(c)) that relate 
to the activities and services described 
in this paragraph (c)(1). In addition, 
professional services of the same type 
as the professional services performed 
by the recipient organization for 
third parties are deemed to be man- 

agement activities and services, and 
are deemed to be management func- 
tions regardless of whether such pro- 
fessional services are historically per- 
formed by employees. 

(2) Historically performed by em- 

ployees — (i) In general. Management 
activities and services are historically 
performed by employees in a particu- 
lar business field (such as the health 
field) if it was not unusual for 
management activities and services of 
such type to be performed by em- 

ployees of organizations in that par- 
ticular business field, in the United 
States, on September 3, 1982. To the 
extent that a particular business field 
did not exist on September 3, 1982, 
whether a management activity or 
service will be considered historically 
performed by employees in that par- 
ticular business field will be deter- 
mined by analogy to similar business 
fields in existence on September 3, 
1982. The Commissioner may provide 
additional guidance as to what con- 
stitutes a business field. 

(ii) Management activity or service 
actually performed by employees. 
Notwithstanding a determination un- 
der paragraph (c)(2)(i) of this section 
that it was unusual for a particular 
management activity or service to be 
performed by employees of organiza- 
tions in a particular business field, if 
such management activity or service 
was ever performed by any employee 
of a particular organization in such 
business field, such management ac- 
tivity or service is a management 
activity or service historically per- 
formed by employees for purposes of 
applying section 414(m)(5) to that 
particular organization (and to organ- 

izations aggregated with such organ- 
ization under paragraph (a)(5) of this 
section and to organizations ii hich 
would be related to any of the 
foregoing organizations under para- 
graph (a)(6) of this section if such 
management activitv or service were 
considered a management function 
for purposes of such paragraph 
(a)(6)), for the period beginning on 
the date such management activity or 
service was first performed by any 
employee of that organization and 
ending on the date five years after 
such management activity or service 
is no longer performed by any em- 
ployee of that organization. 

(d) Treatment of self-employed in- 
dividuals. For purposes of this sec- 
tion, the term "employee" includes a 
self-employed individual (as defined 
in section 401(c)(1)). 

(e) Services performed means ser- 
vices performed directly or indirectly. 
For purposes of this section, services 
performed for a person other than as 
an employee of such person means 
services performed directly or indi- 
rectly for such person. 
(1. 414(m)-6 Application of section 

414(o) to section 414(m). 
Section 4I4(o). Section 414(o) pro- 

vides that the Secretary shall pre- 
scribe such regulations (which may 
provide rules in addition to the rules 
contained in section 414(m) as may 
be necessary to prevent the avoidance 
of any employee benefit requirement 
listed in section 414(m)(4) through 
the use of separate organizations, 
employee leasing, or other arrange- 
ments. Accordingly, the regulations 
under section 414(m) are promul- 
gated, in part, pursuant to the au- 
thority granted by section 414(o). For 
additional rules that may relate to 
section 414(m), see section 414(o) and 
the regulations thereunder. 
$1. 414(n)-1 Employee leasing. 

(a) In general. Section 414(n) pro- 
vides that under certain circum- 
stances, an individual who is a leased 
employee shall be treated as an em- 
ployee of the recipient for purposes 
of the employee benefit requirements 
listed in (1. 414(n)-3(a). 

(b) Definitions — (1) Leasing organ- 
ization. The term "leasing organiza- 
tion" means any aggregated group 
(as defined in paragraph (b)(6) of 
this section without regard to para- 
graph (b)(6)(ii) of this section) which 
provides services to a recipient 

1987-2 C. B. 865 



through a leased employee. An aggre- 
gated group may be both the leasing 
organization and the leased em- 

ployee, such as where a sole propri- 
etor performs services for a recipient 
as an independent contractor. 

(2) Recipient. The term "recipi- 
ent" means any aggregated group (as 
defined in paragraph (b)(6) of this 
section) which utilizes the services of 
a leased employee. 

(3) Person. The term "person" 
means any individual, sole propri- 
etorship, trust, estate, partnership, 
association, company, or corpora- 
tion. Whether persons are related is 

determined pursuant to the rules of 
section 144(a)(3). 

(4) Leased employee. The term 
"leased employee" means any indi- 

vidual who provides services to a 
recipient, in a capacity other than as 
an employee of the recipient, in 

accordance with each of the follow- 

ing three requirements: 
(i) The services are provided 

pursuant to one or more agree- 
ments between the recipient and 
one or more leasing organizations. 

(ii) The individual has per- 
formed such services for the recipi- 
ent on a substantially full-time ba- 
sis for a period of at least one 
year. 

(iii) Such services are of a type 
historically performed, in the busi- 
ness field of the recipient, by em- 

ployees. 
(For purposes of this paragraph 
(b)(4), the terms "recipient" and 
"leasing organization" means such 
person or persons that would consti- 
tute a "recipient" or "leasing organi- 
zation" if the individual were a 
leased employee. ) If the three re- 
quirements of this paragraph (b)(4) 
are satisfied, an individual generally 
becomes a leased employee with re- 
spect to a recipient as of the first day 
immediately following the end of the 
one-year period specified in para- 
graph (b)(4)(ii) of this section. How- 
ever, an individual may become a 
leased employee with respect to a 
recipient as of the beginning of the 
one-year period specified in para- 
graph (b)(4)(ii) of this section if the 
recipient elects such treatment with 

respect to all individuals who satisfy 
paragraph (b)(4)(i) and (iii) of this 

section. An individual need not be an 

employee of the leasing organization 
to be a leased employee. For exam- 

pie, an individual may be an inde- 

pendent contractor or leased em- 

ployee with respect to the leasing 
organization. 

(5) Agreement. For purposes of 
paragraph (b)(4)(i) of this section, an 

agreement between the recipient and 
the leasing organization includes any 
mutual understanding between the 
parties that the leasing organization 
will provide an individual or individ- 
uals to perform services for the recip- 
ient. This agreement need not be in 

writing. An agreement will be 
deemed to exist with respect to an 
individual if the leasing organization 
receives or is entitled to payment 
from the recipient in exchange for 
providing the individual to perform 
services for the recipient. 

(6) Aggregation of related or ag- 

gregated recipients. For purposes of 
section 414(n) and the regulations 
thereunder, the term "aggregated 
group" means- 

(i) All persons aggregated pursuant 
to section 414(b), (c), (m), or (o), 
and 

(ii) All persons related, in accor- 
dance with section 144(a)(3), to any 
person aggregated under paragraph 
(b)(6)(i) of this section. 

(7) Performance of services 
through multiple leasing organiza- 
tions. For purposes of paragraph 
(b)(4)(ii) of this section, if an individ- 
ual performs services for a recipient 
pursuant to one or more agreements 
between the recipient and one or 
more leasing organizations, all such 
services are included. 

(8) Performance of services prior 
to the effective date of section 414(nj 
or while covered by a safe-harbor 
plan. For purposes of paragraph 
(b)(4)(ii) of this section, services per- 
formed by an individual prior to the 
effective date of section 414(n) are 
included. For example, assume that 
an individual began performing ser- 
vices for a recipient on June I, 1982. 
If by June I, 1983, the individual has 
performed the requisite number of 
hours of service for the recipient, 
and the other requirements of section 
414(n)(2) are met, such individual is 
a leased employee of the recipient as 
of the first date on which section 
414(n) applies with respect to the 
recipient. For purposes of paragraph 
(b)(4)(ii) of this section, services per- 
formed by an individual while cov- 
ered by a safe-harbor plan (as de- 

fined in paragraphs (f) and (g) 
$1. 414(n)-2) are included. 

(9) Performance of services as an 
employee. For purposes of paragraph 
(b)(4)(ii) of this section, services per- 
formed at any time by an individual 
as an employee of a recipient are 
included. 

(10) Substantially full-time basis 
for a period of at least one year — (i) 
General rule. For purposes of para- 
graph (b)(4)(ii) of this section, an 
individual is considered to have per- 
formed services on a substantially 
full-time basis for a period of at least 
one year if by the end of the 
individual's initial 12-month period 
of performing services for the recipi- 
ent, or by the end of any plan year 
of the recipient beginning either dur- 

ing or after the individual's initial 
12-month period of performing ser- 

vices for the recipient, such individ- 

ual is credited with either— 
(A) At least 1500 hours of service 

for the recipient, or 

(B) At least 501 hours of service 
for the recipient and a number of 
hours of service for the recipient 
equal to at least 75 percent of the 
median number of hours of service 
credited during the same period to 
individuals who during the entire 
period perform similar services for 
the recipient as employees of the 
recipient. Under certain circum- 
stances, it may be appropriate to 
base the determination under para- 
graph (b)(10)(i)(B) of this section on 
similar services performed by individ- 
uals other than current employees of 
the recipient. For example, if no 
individuals currently perform similar 
services for the recipient as employ- 
ees of the recipient, it may be appro- 
priate to determine the median based 
on individuals who performed similar 
services for the recipient as employ- 
ees of the recipient in a prior plan 
year. If the recipient has plans with 
more than one plan year, the recipi- 
ent may use the plan year of any 
plan, provided such plan year is used 
on a consistent basis for all determi- 
nations of whether any individual has 
performed services on a substantially 
full-time basis for a period of at least 
one year. 

(ii) Exceptions to the general rule. 
Notwithstanding paragraph (b)(10)(i) 
of this section— 

(A) All individuals credited with at 
least 501 hours of service for the 

866 1987-2 C. B. 



recipient during a period described in 
paragraph (b)(10)(i) of this section 
may, at the option of the recipient, 
be considered to have performed ser- 
vices on a substantially full-time basis 
for a period of at least one year, and 

(B) All individuals credited with 
less than 1000 hours of service for 
the recipient during a period de- 
scribed in paragraph (b)(10)(i) of this 
section may, at the option of the 
recipient, be considered to have not 
performed services during such pe- 
riod which would cause such individ- 
ual to be considered to have per- 
formed services on a subsl. antially 
full-time basis for a period of at least 
one year. 

(C) With respect to a period de- 
scribed in paragraph (b)(10)(i) of this 
section, a recipient may apply para- 
graph (10)(ii)(A) or (B) of this sec- 
tion by substituting for 501 hours of 
service or 1000 hours of service (as 
the case may be) any specified num- 
ber of hours of service between 501 
and 1000. 

(iii) Hours of service. For purposes 
of this paragraph (b)(10), the term 
"hour of service" has the same 
meaning as the term "hour of ser- 
vice'' provided by 29 CFR 
('12530. 200b-2 under the general 
method of crediting service for an 
employee. Hours of service for the 
recipient include hours of service for 
the leasing organization during which 
no services for the recipient are per- 
formed to the extent that such hours 
of service are attributable to the 
recipient. For example, if an individ- 
ual performs services for the recipient 
totaling 900 hours, performs services 
for another person totaling 100 
hours, and receives paid sick leave 
from the leasing organization totaling 
200 hours, hours of service for the 
reci pient includes a proportional 
amount of the 200 hours of paid sick 
leave (i. e, , 180 hours). If one of the 
equivalencies set forth in 29 CFR 
(12530. 200b-3 is used with respect to 
an individual for crediting hours of 
service, the selected equivalency must 
be identified, in writing, pursuant to 
a nondiscriminatory agreement be- 
tween the leasing organization and 
the recipient. If an equivalency is 

used, the hour requirements in this 
paragraph (b)(10) must be adjusted 
accordingly. For example, if the 
equivalency in 29 CFR (J2530. 200b- 
3(d)(1) based on hours worked is 

used, the 1000 hour reference in 

paragraph (b)(10)(ii)(B) of this sec- 

tion must be adjusted to 870. If an 

equivalency is used with respect to an 
individual, then for purposes of de- 

termining whether such individual has 

performed services on a substantially 
full-time basis for a period of at least 
one year, the same equivalency must 
be used for determining the hours of 
service of employees of the recipient 
under paragraph (b)(10)(i)(B) of this 

section. 

(iv) Alteration of plan year. For 
purposes of this paragraph (b)(10), 
rules similar to those provided under 
29 CFR (12530. 203-2(c)(1) shall apply 
in the case of an amendment to alter 
the plan year. 

(v) Other rules. For purposes of 
this paragraph (b)(10), the Commis- 
sioner may provide additional meth- 
ods for determining hours of service 
and the application of paragraph 
(b)(10)(iv) of this section. 

(11) Examples. The provisions of 
this paragraph may be illustrated by 
the following examples. 

Example (jj. On July I, 1986, Corporation 
X leases Individual A from Leasing Organiza- 
tion Y to perform secretarial services. Y does 
not maintain a qualified plan. The median 
number of hours of service credited to secre- 
taries who are employed by X throughout the 
year is 35 hours per week or 1820 hours per 
year. During the 12-month period ending on 
June 30, 1987, A is credited with 1450 hours 
of service for X. A does not meet the first test 
of "substantially full-time" because A was not 
credited with at least 1500 hours of service. 
However, A does meet the second test for 
"substantially full-time" because A is credited 
with a number of hours of service equal to at 
least 75 percent of the median number of 
hours of service credited to employees of X 
who perform secretarial services throughout 
the year (. 75 x 1820 hours = 1365 hours). 
Therefore, A is a leased employee of X as of 
July I, 1987. 

Example (2j. Individual B was an employee 
of Corporation X, a calendar year taxpayer, 
on a full-time basis from January I, 1980 until 
June I, 1982. On May I, 1984, B is hired by 
and becomes an employee of Leasing Organi- 
zation Z. Z is not related to X. Z enters into a 
contract with X to provide services to X. On 
May 2, 1984, B is leased to X. B is not an 
employee of X. B is considered to be a leased 
employee of X for purposes of section 414C(n) 
as of May I, 1984, because service performed 
by B for the recipient as an employee is taken 
into account for purposes of determining 
whether an individual has performed services 
on a substantially full-time basis for a period 
of a least one year. 

(12) Historically performed by em- 

ployees — (i) In general. For purposes 
of paragraph (b)(4)(iii) of this sec- 
tion, services are historically per- 

formed by employees in a particular 
business field (such as the health 
field) if it was not unusual for 
services of such type to be performed 
by employees of persons in that 
particular business field, in the 
United States, on September 3, 1982. 
To the extent that a particular busi- 
ness field did not exist on September 
3, 1982, whether a service will be 
considered historically performed by 
employees in that particular business 
field will be determined by analogy 
to similar business fields in existence 
on September 3, 1982. The Commis- 
sioner may provide additional guid- 
ance as to what constitutes a I'usiness 
field. 

(ii) Services actually performed by 
employees. Notwithstanding a deter- 
mination under paragraph (b)(12)(i) 
of this section that it was unusual for 
a particular service to be performed 
by employees of persons in a particu- 
lar business field, if such service was 
ever performed by any employee of a 
particular person in such business 
field, such service is a service histori- 
cally performed by employees for 
purposes of applying section 414(n) 
to the aggregated group of which 
that particular person is a part, for 
the period beginning on the date such 
service was first performed by any 
employee of that person and ending 
on the date five years after such 
service is no longer performed by any 
employee of that person. 

(iii) Examples. The provisions of 
this paragraph may be illustrated by 
the following examples. 

Example (jj. On January I, 1987, Law Firm 
X contracts with Construction Company Y to 
renovate an existing building that will become 
X's new law office. By December 31, 1987, 
each of five employees of Y who began 
performing services for X on January I, 1987, 
has been credited with at least 1500 hours of 
service for X. X has never had an employee 
perform construction services. None of the five 
employees of Y is a leased employee of X as 
of January I, 1988, because it was unusual for 
construction services to be performed by em- 
ployees of a law firm, in the United States, on 
September 3, 1982. 

Example (2j. On September 15, 1986, Cor- 
poration X, a textile manufacturer, contracts 
with Corporation Y, a construction firm, to 
build a manufacturing plant for X. By Sep- 
tember 14, 1987, each of 15 employees of Y 
who began performing services for X on 
September 15, 1986, is credited with at least 
1500 hours of service for X. X has never had 
an employee perform construction seri ices. 
None of the 15 employees of 'i' is a leased 
employee of X as of September 15, 1987, 
because it iias unusual for construction ser- 
vices to be performed by employees of a textile 
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manufacturer, in the United States, on Sep- 
tember 3, 1982. 

(13) Effect of substantially full- 
time service — (i) An individual who 
at one time satisfied the requirements 
of paragraph (b)(4)(ii) of this section 
may, at the recipient's election, cease 
to be considered to have satisfied the 
requirements of such paragraph as of 
the end of the first year in which the 
individual's number of consecutive 
nonqualifying years equals or exceeds 
the greater of either five years or the 
aggregate number of qualifying years. 

(ii) For purposes of this paragraph 
(b)(13), the term "year" means the 
period described in paragraph 
(b)(10)(i) of this section for determin- 
ing whether an individual has per- 
formed services on a substantially 
full-time basis for a period of at least 
one year, including periods prior to 
the effective date of section 414(n). 

(iii) For purposes of this paragraph 
(b)(13), the term "nonqualifying 
year" means a year during which an 
individual has less than 501 hours of 
service for the recipient. 

(iv) For purposes of this paragraph 
(b)(13), the term "qualifying year" 
means each year other than a 
nonqualifying year, starting with the 
first year in which the individual 
performed services on a substantially 
full-time basis within the meaning of 
paragraph (b)(10) of this section. 

(v) For purposes of this paragraph 
(b)(13), the definitions and rules of 
paragraphs (b)(10)(iii) and (b)(10)(iv) 
of this section shall apply. 

(14) Simplified employee pensions. 
For purposes of section 414(n) and 
the regulations thereunder, references 
to a "plan" or to a "qualified plan" 
of the recipient or the leasing organi- 
zation shall, to the extent appropri- 
ate, include simplified employee pen- 
sions under section 408(k). 

(15) Treatment of self-employed 
individuals. For purposes of section 
414(n) and the regulations thereun- 
der, the term "employee" includes a 
"self-employed individual" (as de- 
fined in section 401(c)(1)). 

(16) Highly compensated employ- 
ees, etc. For purposes of section 
414(n) and the regulations thereun- 
der, a leased employee of a recipient 
may be considered an employee of 
the recipient who is highly compen- 
sated, an officer, or a shareholder. 
See $1. 414(o)-1(m). See section 
414(q) for the definition of "highly 

compensated employee" for years be- 
ginning after December 31, 1986 or 
later, depending on the applicable 
effective date for the particular em- 

ployee benefit requirement. 

(17) Services performed means ser- 
vices performed directly or indirectly. 
For purposes of section 414(n) and 
the regulations thereunder, services 
performed for a person other than as 
an employee of such person mean 
services performed directly or indi- 
rectly for such person. 

(c) Effect of section 414(nj on 
other sections. Notwithstanding that, 
pursuant to section 414(n), a leased 
employee is treated as an employee 
of the recipient for purposes of the 
employee benefit requirements pro- 
vided in section 414(n)(3) and 
$1. 414(n)-3Z(a), a leased employee 
may still be an employee of the 
leasing organization. Therefore, if a 
leased employee is an employee of 
the leasing organization, rather than 
being self-employed or an indepen- 
dent contractor with respect to the 
leasing organization, the leased em- 
ployee may be a participant in the 
plans of both the leasing organization 
and the recipient. 

(d) Effect on section 414(nj on 
employee rules — (1) In general. Sec- 
tion 414(n) operates after the applica- 
tion of the common-law rules relating 
to the determination of the employ- 
er/employee relationship. Thus, for 
example, an individual who is an 
employee of a person will continue to 
be an employee of that person even 
though the person formally "leases" 
the individual from a leasing organi- 
zation that maintains a safe-harbor 
plan described in section 414(n)(5). In 
addition, compensation received by 
such an individual that is attributable 
to services performed for the person 
as an employee of the person may 
not be considered for purposes of 
determining whether any plan main- 
tained by the leasing organization is 
qualified pursuant to section 401, 

(2) Determination of employer. 
The determination of who is the 
employer of an individual for pur- 
poses of sections 3121, 3306, and 
3401 (relating to employment taxes 
and income tax withholding) is not 
determinative of who is the employer 
for purposes of subchapter D. 

(e) Exception for certai n leased 
employees — (1) In general. For pur- 
poses of section 414(n) and the regu- 

lations thereunder, an individual who 
is a leased employee of a reciptent 
shall not be treated as an employee 
of the recipient for a tax year of the 
leased employee for which each of 
the following conditions is satisfied: 

(i) The leased employee provides 
services for the recipient that require 
the use by the leased employee of 
substantial operating assets ("re- 
quired operating assets"). Required 
operating assets are treated as sub- 
stantial only if the "replacement 
cost" of such assets in the leased 
employee's taxable year of purchase 
of such assets equals or exceeds the 
"applicable amount" for the calen- 
dar year in which such taxable year 
of purchase begins. 

(A) For purposes of this paragraph 
(e)(1)(i), the "applicable amount" for 
calendar years before 1988 is 
$60, 000. The "applicable amount" 
for calendar years after 1987 shall be 
determined by the Commissioner by 
annually adjusting the applicable 
amount for the prior calendar years 
to take into account increases in the 
cost of living. Such increases shall be 
made in accordance with procedures 
used to adjust benefits under section 
215(i)(2)(A) of the Social Security 
Act. 

(B) The "replacement cost" of re- 
quired operating assets that are new 
in the leased employee's year of 
purchase shall be the leased employ- 
ee's actual cost of such assets (e. g. , 
the amount paid in cash and other 
property), excluding any taxes paid 
with respect to such purchase. 

(C) The "replacement cost" of re- 
quired operating assets that are previ- 
ously used as of the leased employ- 
ee's year of purchase is the retail cost 
in such year of purchase of new 

required operating assets that are 
comparable to the previously used 
required operating assets actually 
purchased by the leased employee. 
Thus, for example, if a leased em- 

ployee purchases a previously used 
required operating asset in 1987, such 
asset will be treated as substantial for 
purposes of this provision if the 
retail cost of a new operating asset 
that is comparable to the previously 
used required operating asset equals 
or exceeds the applicable amount for 
1987. The comparability of a previ- 
ously used asset to a new asset is to 
be determined by reference to all the 
facts and circumstances, including 
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any standard and extra features in- 
cluded with the respective assets. 

(D) At the election of the leased 
employee, the determination of 
whether required operating assets 
purchased by a leased employee prior 
to the leased employee's taxable year 
beginning in 1987 are substantial may 
be made as if such assets were previ- 
ously used assets first purchased by 
the leased employee in such leased 
employee's taxable year beginning in 
1987. 

(E) The determination of whether 
required operating assets are substan- 
tial (i. e. , whether the replacement 
cost of such assets equals or exceeds 
the applicable amount for the year of 
purchase) is made in the leased em- 
ployee's taxable year in which the 
assets are acquired by the leased 
employee. The determination, once 
made, remains in effect with respect 
to such assets for as long as the 
leased employee owns the assets. 
Thus, if the leased employee's re- 
placement cost of required operating 
assets equals or exceeds the applica- 
ble amount for the year of purchase, 
the required operating assets will be 
treated as substantial for the year of 
the purchase and for all subsequent 
years that the leased employee con- 
tinues to own the assets, even if the 
basis or value of the assets declines 
in subsequent years. Similarly, if re- 
quired operating assets are not sub- 
stantial in the year of purchase, such 
assets will not be treated as substan- 
tial for the year of purchase or for 
any subsequent year, even if the 
value of such assets increases. 

(ii) The leased employee's actual 
cost of the required operating assets 
in the leased employee's taxable year 
of purchase (whether or not such 
assets are previously used or new) 
equals or exceeds the "minimum 
amount" for the calendar year in 
which such taxable year of purchase 
begins. For purposes of this para- 
graph (e)(1)(ii), the "minimum 
amount" for calendar years before 
1988 is $10, 000. The "minimum 
amount" for calendar years after 
1987 shall be adjusted annually in 
accordance with paragraph (e)(1) 
(i)(A). 

(iii)(A) The leased employee owns 
substantially all of the required oper- 
ating assets used in the leased em- 
ployee's performance of services for 

the recipient. For purpose of this 
determination, the ownership interest 
of a leased employee and his or her 
spouse shall be aggregated. However, 
the ownership interest of the leased 
employee (and the spouse of the 
leased employee) will not be aggre- 
gated with the ownership interest of 
any other person for purposes of this 
determination. A leased employee 
will be treated as owning substan- 
tially all of the required operating 
assets only if the leased employee 
(and the spouse of the leased em- 

ployee) owns 85 percent or more of 
such assets at all times during the tax 
year of the leased employee. A leased 
employee will be treated as owning 
the required operating assets only to 
the extent that such leased employee 
bears the full risk of loss with respect 
to such assets and the full responsi- 
bility for the operating expenses with 
respect to such assets. The leased 
employee will not be treated as bear- 
ing the full risk of loss with respect 
to such assets during a tax year if an 
asset acquisition loan from the recipi- 
ent to the leased employee is out- 
standing or if the recipient is a 
guarantor or co-borrower of an asset 
acquisition loan made to the leased 
employee. For purposes of the pre- 
ceding sentence, the recipient includes 
any organization aggregated with the 
recipient under section 414(b), (c), 
(m) or (o). The leased employee will 
not be treated as failing to bear the 
full risk of loss with respect to 
substantial operating assets merely 
because the leased employee main- 
tains insurance covering damage to, 
or loss of, substantial operating as- 
sets. 

(B) For purposes of paragraph 
(e)(1)(ii)(A) of this section, an asset 
acquisition loan is a loan any portion 
of the proceeds of which is used at 
any time, directly or indirectly, to 
acquire any of the assets used by the 
leased employee in per forming ser- 
vices. Whether any portion of the 
proceeds of a loan is used indirectly 
to acquire any assets used by the 
leased employee in performing ser- 
vices shall be determined from the 
facts and circumstances of each case. 

(C) For purposes of paragraph 
(e)(1)(ii)(A) of this section, the leased 
employee will not be treated as bear- 
ing the full responsibility for pay- 
ment of the operating expenses in- 
curred in performing services for the 

recipient if the payment by the recipi- 
ent to the leased employee is deter- 
mined with reference to the amount 
of such operating expenses (e. g. , a 
"cost plus" arrangement). 

(iii) Less than 50 percent of the 
amount paid by the recipient to the 
leased employee is attributable to the 
personal services of the leased em- 
ployee for the recipient. This deter- 
mination will be made by comparing 
the amount paid by the recipient to 
the leased employee to the amount 
the recipient would pay an employee 
(that performs only personal services 
for the recipient) providing the same 
service to the recipient. 

(iv) The leased employee has no 
ownership interest in the recipient (or 
in any organization aggregated with 
the reci pient under section 414(b), 
(c), (m), or (o)) at any time during 
the two-tax-year period consisting of 
the current tax year and the preced- 
ing tax year of the leased employee. 
In determining the leased employee's 
ownership interest in the recipient (or 
in any organization aggregated with 
the recipient under section 414(b), 
(c), (m) or (o)), the principles of 
section 318(a) shall apply. 

(2) Exception to general rule. Not- 
withstanding paragraph (e)(1) of this 
section, the Commissioner may treat 
a leased employee described in that 
paragraph as an employee of the 
recipient if the Commissioner consid- 
ers such treatment to be appropriate 
under the facts and circumstances of 
the particular case. 
(1. 414(n)-2 Qualified plan coverage 

of leased employees. 
(a) Recipient's qualified plan — (I) 

Treatment of leased employees. 
(i) Section 414(n) requires that a 

leased employee be treated as an 
employee of the recipient. Therefore, 
a recipient's qualified plan must spe- 
cifically provide how leased employ- 
ees will be treated under the plan. If 
a recipient's plan does not specifi- 
cally provide for the treatment of 
leased employees, such plan will fail 
to qualify under section 401(a). 

(ii) If a recipient's qualified plan 
covers one or more leased employees, 
such plan must, as a condition of 
plan qualification, specifically pro- 
vide how leased employees covered 
by a safe-harbor plan (as defined 
under paragraphs (f) and (g) of this 
section) will be treated under the 
recipient's plan. 
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(iii) The requirements of this para- 
graph (a)(1) must be satisfied whether 
or not the recipient utilizes the ser- 
vices of leased employees. 

(2) Participation. Section 414(n) 
does not necessarily require that a 
leased employee benefit under the 
recipient's qualified plan. Therefore, 
although a leased employee must be 
taken into account for purposes of 
determining whether the recipient's 
plan is qualified (e. g. , whether the 

plan meets the coverage test of sec- 
tion 401(b) and otherwise satisfied 
the requirements of section 401(a)), 
the leased employee is not required 
to benefit under the recipient's plan. 
For example, assume that for 1984, 
Company X has 500 employees who 
have completed one or more years of 
service. In addition, X maintains a 
qualified plan in which 400 of these 
employees participate. The plan re- 

quires an employee to complete one 
year of service before participation, 
but does not impose a minimum age 
requirement. Section 414 (n) requires 
that, for 1984, Company X must 
treat 25 leased employees as its em- 

ployees. Even if all of the 25 leased 
employees satisfy the service require- 
ment, but none of the 25 leased 
employees is permitted to participate 
under X's plan for 1984, the plan 
will still benefit 76. 2 percent 
(400/525) of X's employees and thus 
will satisfy section 410(b). Thus, X's 
plan is not required to benefit any of 
the 25 leased employees for 1984. 

(b) Contributions, benefits, etc. , 
provided by a leasing organization— 
(1) General rule. (i) For purposes of 
section 414(n) and the regulations 
thereunder, a leased employee's "in- 
terest in a leasing organization's 
qualified plan" (i. e. , any contribu- 
tions, forfeitures, or benefits of a 
leased employee under a qualified 
plan maintained by a leasing organi- 
zation that are attributable to services 
performed for a recipient by the 
leased employee) is treated as pro- 
vided under a qualified plan of the 
recipient for purposes of applying the 
employee benefit requirements listed 
in $1. 414(n)-3(a) (except for para- 
graph (a)(6) of that section) to any 
qualified plan of the recipient. In 
addition, the leased employee's "in- 
terest in the leasing organization" 
(i. e. , the leased employee's interest in 

the factors relevant to contributions 
or benefits under any qualified plan 

of the recipient, such as, for exam- 

ple, compensation, service and ac- 
crued benefit, etc. ) that is attribut- 
able to services performed for the 

recipient is treated as provided by the 

recipient. For purposes of this sec- 

tion, except as otherwise provided, 
the factors relevant to contributions 
or benefits under any qualified plan 

of the recipient are to be determined 
in a manner consistent with the defi- 
nition of such factors under the 
recipient's plan (or plans) and with 

section 401(a)(4) and (5). For exam- 

ple, the term "compensation" means 
compensation determined in a man- 

ner consistent with the definition of 
compensation under the recipient's 
plan (or plans) and with section 
401(a)(4) and (5). For purposes of 
this section, the term "compensa- 
tion" includes earned income as de- 
fined in section 401(c)(2). See section 
414(s) for the definition of "compen- 
sation" for years beginning after De- 
cember 31, 1986. For purposes of 
this section, the term "maintained", 
when used in the context of a plan 
maintained by any person, means 
"maintained at any time". 

(ii) The rules of this paragraph (b) 
do not apply in a converse manner to 
the leasing organization. For exam- 
ple, contributions or benefits of the 
leased employee under a qualified 
plan maintained by the recipient that 
are attributable to services performed 
for the recipient by the leased em- 

ployee, are not treated as provided 
under a qualified plan of the leasing 
organization for purposes of applying 
the employee benefit requirements 
listed in $1. 414(n)-3(a) to any quali- 
fied plan maintained by the leasing 
organization. 

(2) Allocation of contributions, 
benefits, etc. The allocation to the 
recipient of the leased employee's 
interest in the leasing organization's 
qualified plan (and the allocation of 
each item in the leased employee's 
interest in the leasing organization) is 
generally the ratable portion deter- 
mined on the basis of the proportion 
of the leased employee's compensa- 
tion received from the leasing organi- 
zation attributable to services per- 
formed for the recipient to the leased 
employee's total compensation re- 
ceived from the leasing organization. 
However, with respect to certain 
items, such as service or contribu- 
tions based on a factor other than 

compensation, an allocation based on 
other factors (such as hours of s«- 
vice with respect to service) may be 

appropriate, depending on the facts 
and circumstances. 

(3) Effect of allocation on recipi- 
ent's qualified plans. (i) Each leased 
employee's interest in a leasing orga- 
nization's qualified plan that is 

treated as being provided under a 
recipient's qualified plan is treated as 

provided under a qualified plan of 
the recipient that is separate from 

any of the plans actually maintained 

by the recipient. Thus, for example, 
if a recipient has three leased em- 

ployees (one each from three separate 
leasing organizations), the contribu- 
tions, for feitures and benefits pro- 
vided to each of these leased employ- 
ees under the qualified plans of their 

respective leasing organizations are 
treated as provided under three sepa- 
rate qualified plans of the recipient. 

(ii) A separate qualified plan for a 

leased employee that is treated as 

maintained by the recipient is treated 
as a qualified plan to the extent that 
the qualified plan of the leasing 
organization covering the leased em- 

ployee is a qualified plan. (However, 
see $1. 414(i)-I(b), (c) and (g) in the 
case of certain leased owners, leased 
managers and inside corporate direc- 
tors. ) 

(iii) If any qualified plan actually 
maintained by the recipient fails to 
satisfy any applicable employee bene- 

fit requirement (other than section 

401(a)(26)), the qualified plan actu- 

ally maintained by the recipient may 

be combined with one or more of the 

separate qualified plans for leased 

employees that are treated as main- 

tained by the recipient for purposes 
of satisfying such requirements. 
Thus, for example, if a plan actually 
maintained by a recipient would sat- 

isfy section 410(b) if it covered one 
more employee, such plan and any 

separate qualified plan for a leased 
employee that is treated as main- 
tained by the recipient may be 
treated as a single plan for purposes 
of applying section 410(b). The plans 
actually maintained by the recipient 
and the plans treated as maintained 
by the recipient must also be treated 
as a single plan for purposes of 
applying any other applicable em- 
ployee benefit requirement to a plan 
actually maintained by the recipient. 

(iv) If a separate qualified plan is 
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treated as maintained by the recipient 
with respect to a leased employee and 
such leased employee also participates 
in a qualified plan actually main- 
tained by the recipient, or has or had 
an accrued benefit in any plan actu- 
ally maintained by the recipient, then 
the leased employee's interest in the 
leasing organization's qualified plan 
is to be treated as provided to the 
leased employee under the plan actu- 
ally maintained by the recipient satis- 
fies the applicable employee benefit 
requirements. See paragraph (b)(1)(i) 
of this section with respect to the 
term "interest in a leasing organiza- 
tion's qualified plan". For example, 
if, with respect to a leased employee, 
the total of the benefits provided 
under a leasing organization's quali- 
fied plan that are treated as provided 
under a separate qualified plan of the 
recipient and the benefits provided 
under a plan actually maintained by 
the recipient exceed the applicable 
section 415 limits, the plan actually 
maintained by the recipient will be 
treated as failing to satisfy section 
415. 

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

Example. Individual A is an employee of 
Leasing Organization X. X leases A to Com- 
pany Y under an agreement. A performs 
services for Y on a substantially full-time basis 
for a period of more than one year. X 
maintains a qualified defined contribution plan 
that is not a safe-harbor plan. Y maintains a 
qualified defined contribution plan and pursu- 
ant to section 414(n), Y must treat A as its 
employee. Y determines that 95 perent of A' s 
total compensation received from or on behalf 
of X is attributable to the performance of 
services for Y. Based on the amount of A' s 
compensation attributable to A's performance 
of Services for Y, A is not a highly compen- 
sated employee of Y. As a result of A not 
participating in Y's qualified plan, Y's quali- 
fied plan does not satisfy the coverage require- 
ments of section 410(b). For purposes of 
determining the contributions or benefits that 
Y must provide under its plan on behalf of A 
in order for Y's plan to satisfy section 410(b) 
and 40I(a)(4), Y may treat 95 percent of the 
contributions (including employee contribu- 
tions) and forfeitures on behalf of A under 
X's plan, as being provided under a separate 
plan maintained by Y. If the contributions and 
forfeitures treated as provided to A under a 
separate plan maintained by Y are comparable 
to the contributions and forfeitures provided 
to Y's employees under Y's plan, then Y's 
plan may satisfy section 4IO(b) and 40l(a)(4) 
even though A is provided with no additional 
contributions or forfeitures under Y's qualified 
plan. 

(c) Deductions. Compensation (as 
defined for purposes of section 404) 

of a leased employee attributable to 
services performed for a recipient is 
considered compensation for pur- 
poses of determining the recipient's 
deduction under section 404. The 
deduction for contributions shall be 
available, however, only to the organi- 
zation that actually made the contri- 
bution. Therefore, even though con- 
tributions by the leasing organization 
that are attributable to services per- 
formed for the recipient are treated 
as provided by the recipient, the 
recipient may not deduct the contri- 
butions made by the leasing organiza- 
tion. The leasing organization and 
the recipient, however, may indepen- 
dently determine their deductions un- 
der section 404 with respect to a 
leased employee even though this 
results in the same compensation be- 
ing used by both the leasing organi- 
zation and the recipient. 

(d) Years of Service. For purposes 
of both participation and vesting, 
with respect to a plan of the recipi- 
ent, the entire period for which an 
employee or a leased employee has 
performed services for the recipient 
must be taken into account in accor- 
dance with section 414(n)(4), includ- 
ing periods of service before the 
effective date of section 414(n), peri- 
ods of service during which the indi- 
vidual is covered by a safe-harbor 
plan (as defined in paragraphs (f) 
and (g) of this section), periods of 
service during which the individual is 
an employee of the recipient, and 
periods of service during which the 
individual would be a leased em- 
ployee for the requirements of 
III. 414(n)-1(b)(4)(ii). The service of 
an individual who is not an employee 
of the recipient shall be determined 
under the rules of the recipient's plan 
for computing years of service, in- 
cluding any plan rules relating to the 
break-in-service rules of sections 
410(a)(5) and 411(a)(6). For example, 
if a leased employee began perform- 
ing services for the recipient on Janu- 
ary 1, 1981, the leased employee's 
service for participation and vesting 
purposes will be considered to have 
commenced on January 1, 1981. 
However, because the individual does 
not become a leased employee until 
January 1, 1984 (in the case of a 
recipient with respect to which sec- 
tion 414(n) applies on January I, 
1984), such leased employee need not 
in any case begin to participate in the 

plan until January I, 1984. There- 
fore, section 414(n) does not require 
the recipient to provide retroactive 
benefits for the leased employee for 
years of service prior to the effective 
date of section 414(n). 

(e) Coverage precluded for part- 
time individuals — (I) General rule. 
Any individual who is not a leased 
employee because such individual has 
not met the initial service require- 
ment of II1. 414(n)-1(b)(4)(ii), may 
not be treated as a leased employee 
of the recipient. Further, even though 
an individual has satisfied the initial 
service requirement of such para- 
graph, such an individual may not be 
treated as a leased employee of the 
recipient in any nonqualifying year 
(as defined in III. 414(n)-I(b)(13)). 

(2) Inadvertent coverage. In a case 
where a recipient's plan inadvertently 
covers an individual who would be a 
leased employee but for the fact that 
such individual has not met the ser- 
vice requirement of I'I 1. 414(n)- I 
(b)(4)(ii), or who would be a leased 
employee at the time of coverage but 
for the fact that the coverage occurs 
during a nonqualifying year, the re- 
cipient's plan will not be denied 
qualification merely because it cov- 
ered a nonemployee. 

(f) Special rules for services per- 
formed after December 31, 1986 — (I) 
Safe-harbor plan. Except as otherwise 
provided, the rules of section 414(n) 
shall not apply to a leased employee 
with respect to service provided by 
the leased employee as an employee 
of the leasing organization if the 
requirements of this paragraph (f)(1) 
are met with respect to contributions 
and benefits provided by the leasing 
organization for such leased em- 
ployee as an employee of the leasing 
organization. In order for the re- 
quirements of this paragraph (f)(1) to 
be met, the leased employee must be 
covered by a safe-harbor plan, i. e. , a 
qualified money purchase pension 
plan maintained by the leasing orga- 
nization that provides the following: 

(i) Except as provided in para- 
graph (f)(2) of this section, each 
employee of the leasing organization 
must be a plan participant on the 
later of the date such employee first 
becomes an employee of the leasing 
organization, or the effective date of 
this paragraph (f), whether or not 
such employee is a leased employee 
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on that date. 
(ii) Contributions to the plan on 

behalf of all participants must have 
always been and must currently be at 
a rate not less than 10 percent of the 
employee's compensation (as defined 
in section 414(g)(7)), whether or not 
such compensation is attributable to 
the performance of services for a 
recipient, whether or not such em- 

ployee is an employee of the leasing 
organization on any specified date 
during the year, and regardless of the 
number of hours of service per- 
formed by the employee for the 
leasing organization. The requirement 
of this paragraph (f)(1)(ii) is deemed 
satisfied with respect to periods prior 
to the effective date of this para- 
graph (f) if, for such periods, the 
requirements of paragraph (g) are 
satisfied. The requirement of this 
paragraph (f)(1)(ii) is not satisified if 
either the contribution rate is reduced 
due to integration or any other factor 
below 10 percent or contributions to 
the plan are not made within the 
period provided by section 412(c)(10). 
Contributions must be made for all 

compensation without regard to any 
age or service requirement. 

(iii) An employee's rights to, or 
derived from, employer contributions 
under the plan must be immediately 
nonforfeitable in accordance with 
section 411(a). In addition, an em- 
ployee's rights to, or derived from, 
such employer contributions must be 
disregarded for purposes of applying 
section 411(a) to other contributions 
or benefits. The requirement of this 

paragraph (f)(1)(iii) is not satisfied if 
rights are conditioned in any manner 
not permitted by section 411(a) (with- 
out regard to section 411(a)(3)) with 

regard to amounts required to be 
nonforfeitable under such section, in- 

cluding requirements relating to ei- 

ther completion of a year of service 
or employment on a specific date. 

(iv) A safe-harbor plan must be a 
qualified plan pursuant to section 
401(a) and, therefore, must satisfy 
the coverage rules of section 410(b) 
and the nondiscrimination rules of 
section 401(a)(4), taking into account 
all employees of the leasing organiza- 
tion, including employees leased to 
recipients. A safe-harbor plan main- 

tained by the leasing organization 
must taken into consideration, for 
purposes of section 401(a), all of the 
leased employee's service for the leas- 

ing organization as an employee of 
the leasing organization (including 
periods during which the employee 
was leased by the leasing organiza- 
tion to a recipient) and all compensa- 
tion with respect to such services of 
the leased employee. 

(2) Exceptions to coverage require- 
ments. All employees of a leasing 
organizations must be participants in 

a safe-harbor plan maintained by the 
leasing organization other than (i) 
employees who during the plan year 
perform substantially all of their ser- 
vices for the leasing organization 
(and not for recipients), and (ii) 
employees whose compensation (as 
defined in section 414(g)(7)) from the 
leasing organization is less than 
$1, 000 during the plan year and 
during each of the three prior plan 
years. (Employees described in para- 
graphs (f)(2)(i) and (f)(2)(ii) of this 
section may be required to be partici- 
pants in the safe-harbor plan or 
another plan of the leasing organiza- 
tion under another section of 
Subchapter D (such as section 410). ) 
For purposes of this paragraph (f)(2), 
an employee is not considered to 
perform substantially all of his ser- 
vices for the leasing organization 
(and not for recipients) during a plan 
year if during such year more than 
15 percent of such employee's total 
service (based on hours of service, as 
defined in 29 CFR $2530. 200b-2) 
with respect to the leasing organiza- 
tion is either performed on the pre- 
mises of one or more recipients or is 

performed for one or more recipi- 
ents. Services performed for a leasing 
organization that are necessary to 
support the work of other individuals 
for receipients are considered services 
performed for recipients. An example 
of services that are not performed 
for any recipient is services per- 
formed to develop advertising for the 
leasing organization. 

(3) Application of section 414(n) to 
a leased employee notwithstanding 
the existence of a safe-harbor plan. 
(i) Notwithstanding anything in this 
paragraph (f) to the contrary, the 
rules of section 414(n) (other than 
subsection (n)(5)) shall apply to a 
leased empoyee if such leased em- 

ployee is covered under any qualified 
plan of the recipient or if any quali- 
fied plan of the recipient relies on the 
participation of the leased employee 
in a safe-harbor plan in order to 

satisfy the requirements of section 
410(b). 

(ii) Notwithstanding anything in 
this paragraph (f) to the contrary, 
the rules of section 414(n) (other 
than subsection (n)(5)) shall apply, 
with respect to $1. 414(n)-3(a)(5) and 
(8), to a leased employee who has an 
accrued benefit under any qualified 
plan of the recipient. 

(4) Application of section 414(nj to 
a leased employee notwi thstandi ng 
the existence of a safe-harbor plan 
where a significant percentage of re- 
cipient's workforce is comprised of 
leased indi viduals. (i) Notwithstand- 
ing anything in this paragraph (f) to 
the contrary, the rules of section 
414(n) (other than subsection (n)(5)) 
shall apply to a leased employee if 
leased individuals constitute more 
than 20 percent of the recipient's 
nonhighly compensated workforce 
for the plan year of a plan main- 
tained by the recipient. 

(ii) /Vonhi ghly compensated 
workforce. The term "nonhighly 
compensated workforce" means the 
total number of individuals (other 
than highly compensated employees) 
who are either (A) employees of the 
recipient of (B) leased individuals. 

(iii) Highly compensated employee. 
The term "highly compensated em- 
ployee" has the meaning given such 
term by section 414(g). 

(iv) Leased individual. For pur- 
poses of this paragraph (f)(4), the 
term "leased individual" means an 
individual who (A) during the plan 
year of a plan maintained by a 
recipient performs any services for a 
recipient other than as an employee 
of the recipient and (B) for such plan 
year would (without regard to this 
paragraph (f)) be a leased employee 
with respect to the recipient if all 
services performed by such individual 
for the recipient during the plan year 
and all prior years were performed 
other than in the capacity of an 

employee of the recipient. The fact 
that an individual may also perform 
services as an employee of the recipi- 
ent during the plan year or a prior 
year does not affect his status as a 
leased individual. 

(v) Employee of the recipient. For 
purposes of paragraph (f)(4)(ii) of 
this section, the term "employee of 
the recipient" means any individual 
who (A) during the plan year of a 
plan maintained by a recipient per 
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forms services for the recipient only 
in the capacity of an employee of the 
recipient, and (B) would be a leased 
individual if any of such services 
were performed other than in the 
capacity of an employee. 

(vi) Recipient. For purposes of this 
paragraph (f)(4), the term "recipi- 
ent" has the same meaning as in 
paragraphs (b)(2) and (b)(6) of 
$1. 414(n)-1, except that "leased indi- 
vidual" is substituted for "leased 
employee", 

(vii) Inapplicability of certain para- 
graphs of $ 1. 414(oj-I to this para- 
graph (f)(4). The provisions of para- 
graph (f)(4) of this section are to be 
applied without regard to the provi- 
sions of paragraphs (b), (c), and (g) 
of $1. 414(o)-1. Therefore, for pur- 
poses of paragraphs (f)(4)(iv) and 
(f)(4)(v) of this section, and notwith- 
standing anything to the contrary in 
paragraphs (b), (c), and (g) of 
$1. 414(o)-1, services performed by an 
individual other than as an employee 
of a recipient are not considered 
services performed by an employee of 
a recipient. 

(5) Effective dates — (i) In general, 
the safe-harbor plan provisions of 
this paragraph (f) apply to services 
performed after December 31, 1986. 

(ii) If a leasing organization has a 
safe-harbor plan that satisfies para- 
graph (g) of this section for a plan 
year beginning prior to January I, 
1987, the following rules apply. The 
plan must satisfy paragraph (g) of 
this section for plan years beginning 
prior to January 1, 1987. The plan 
must be amended by the end of the 
first plan year beginning after De- 
cember 31, 1988, effective for all 
plan years beginning after December 
31, 1986, to comply with the require- 
ments of paragraph (f) of this sec- 
tion. Prior to any amendment to 
comply with paragraph (f) of this 
section, the plan must in operation 
comply with paragraph (f) of this 
section for all plan years beginning 
after December 31, 1986. 

(iii) Paragraph (f)(5)(ii) of this sec- 
tion shall not apply with respect to a 
leasing organization with a safe- 
harbor plan (in accordance with 

paragraph (g) or this section). On 
August 26, 1987, if the leasing orga- 
nization, after such date, changes the 
plan year of its safe-harbor plan or 
establishes another plan so that the 
period that it is subject to paragraph 

(g) would be longer. 
(iv) Notwithstanding paragraph 

(f)(5)(ii) of this section, paragraph 
(f)(4) of this section applies to a 
recipient for plan years beginning 
after December 31, 1986. If a recipi- 
ent maintains plans with more than 
one plan year, paragraph (f)(4) ap- 
plies to the recipient as of the plan 
year beginning closest to and after 
December 31, 1986. 

(v) For safe-harbor plan provisions 
that apply to services performed be- 
fore the effective date of this para- 
graph (f), see paragraph (g) of this 
section. 

(g) Special rules for services per- 
formed before January 1, 1987 — (1) 
Safe-harbor plan. Except as otherwise 
provided, the rules of section 414(n) 
shall not apply to a leased employee 
with respect to service provided by 
the leased employee to a recipient as 
an employee of the leasing organiza- 
tion if the requirements of this para- 
graph (g)(1) are met with respect to 
contributions and benefits provided 
by the leasing organization for such 
leased employee as an employee of 
the leasing organization. In order for 
the requirements of this paragraph 
(g)(1) to be met, the leased employee 
must be covered by a safe-harbor 
plan, i. e. , a qualified money pur- 
chase pension plan maintained by the 
leasing organization that provides the 
following: 

(i) The leased employee must be- 
come a plan participant on or after 
the start of the first 12-month period 
used to determine if the employee is 
a leased employee under section 
414(n) with respect to the recipient. 

(ii) Contributions to the plan on 
behalf of the leased employee must 
have always been (on and after the 
effective date of this paragraph (g)) 
and must currently be at a rate not 
less than 7 1/2 percent of the leased 
employee's compensation (as defined 
in $1. 415-2(d)), whether or not such 
compensation is attributable to the 
performance of services for a recipi- 
ent, whether or not such employee is 
an employee of the leasing organiza- 
tion on any specified date during the 
year, and regardless of the number 
of hours of service performed by the 
employee for the leasing organiza- 
tion. The requirement of this para- 
graph (g)(1)(ii) is not satisfied if 
either the contribution rate is reduced 
due to integration or any other factor 

below 7 1/2 percent or contributions 
to the plan are not made within the 
period provided by section 412(c)(10). 
Contributions must be made for all 
compensation without regard to any 
age or service requirement. 

(iii) The leased em ployee's rights 
to, or derived from, employer contri- 
butions under the plan must be im- 

mediately nonforfeitable in accor- 
dance with section 411(a). In 
addition, the leased employee's rights 
to, or derived from, such employer 
contributions must be disregarded for 
purposes of applying section 411(a) 
to other contributions or benefits. 
The requirement of this paragraph 
(g)(1)(iii) is not satisfied if rights are 
conditioned in any manner not per- 
mitted by section 411(a) (without 
regard to section 411(a)(3)) with re- 
gard to amounts required to be 
vested under such section, including 
requirements relating to either com- 
pletion of a year of service or em- 
ployment on a specific date. 

(iv) A safe-harbor plan must be a 
qualified plan pursuant to section 
401(a) and, therefore, must satisfy 
the coverage rules of section 410(b) 
and the nondiscrimination rules of 
section 401(a)(4), taking into account 
all employees of the leasing organiza- 
tion, including employees leased to 
recipients. A safe-harbor plan main- 
tained by the leasing organization 
must take into consideration, for 
purposes of section 401(a), all of the 
leased employee's service for the leas- 
ing organization as an employee of 
the leasing organization (including 
periods during which the employee 
was leased by the leasing organiza- 
tion to a recipient) and all compensa- 
tion with respect to such services of 
the leased employee. 

(2) Coverage of leased employees. 
A safe-harbor plan maintained by a 
leasing organization need not cover 
every employee of the leasing organi- 
zation or every leased employee who 
is an employee of the leasing organi- 
zation. (Any recipient who utilizes 
the services of a leased employee not 
covered by a safe-harbor plan, how- 
ever, must treat such employee as the 
recipient's employee for purposes of 
the employee benefit requirements 
listed in (1. 414(n)-3(a). ) 

(3) Application of section 414(nJ to 
a leased employee notwithstanding 
the existence of a safe-harbor plan- 
(i) Notwithstanding anything in this 
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paragraph (g) to the contrary, the 
rules of section 414(n) (other than 
subsection (n)(5)) shall apply to a 
leased employee if such leased em- 

ployee is covered under any qualified 
plan of the recipient or if any quali- 
fied plan of the recipient relies on the 
participation of the leased employee 
in a safe-harbor plan in order to 
satisfy the requirements section 
410(b). 

(ii) Notwithstanding anything in 

this paragraph (g) to the contrary, the 
rules of section 414(n) (other than 
subsection (n)(5)) shall apply, with 

respect to $1. 414(n)-3(a)(5) and (8), 
to a leased employee who has an 
accrued benefit under any qualified 
plan of the recipient. 

(4) Effective dates. (i) In general, 
the safe-harbor plan provisions of 
this paragraph (g) apply to services 
performed after the effective date of 
section 414(n) (see paragraph (c) of 
$1. 414(n)-3). The safe harbor plan 
provisions of this paragraph (g) shall 
cease to apply as of the effective date 
of the safe-harbor plan provisions of 
paragraph (f) of this section. 

(ii) In a case where a leasing orga- 
nization adopts a safe-harbor plan (in 
accordance with this paragraph (g)) 
by the end of its first plan year 
beginning after December 31, 1983, 
that is effective as of the beginning 
of such plan year and such plan year 
begins before 1985, then, with respect 
to the leasing organization, section 
414(n) will not apply to a recipient 
for any interim period between the 
beginning of the recipient's first plan 
year beginning in the recipient's first 
tax year beginning after December 
31, 1983, and the beginning of such 
plan year of the leasing organization. 

(iii) Paragraph (g)(4)(ii) of this sec- 
tion shall not apply to an individual 
if, during any interim period, the 
recipient covers such individual under 

a qualified plan and such individual 

would be a leased employee but for 
paragraph (g)(4)(ii) of this section. 

(iv) Paragraph (g)(4)(ii) of this sec- 

tion shall not apply to an individual 

with respect to paragraphs (a)(5) or 

(a)(8) of $1. 414(n)-3 if such individ- 

ual would be a leased employee but 

for paragraph (g)(4)(ii) of this section 
and such individual had, during or 

prior to any interim period, an ac- 

crued benefit under a qualified plan 

of the recipient. 
$1. 414(n)-3 Employee benefit re- 

quirements, record-keeping, and ef- 
fective dates. 
(a) In general. Except as otherwise 

provided, a leased employee shall be 
treated as an employee of the recipi- 
ent for purposes of the following 
employee benefit requirements: 

(1) Section 401(a) (relating to the 
exclusive benefit rule); 

(2) Sections 401(a)(3) and 410 (re- 
lating to minimum participation re- 

quirements); 
(3) Section 401(a)(4) (requiring that 

contributions or benefits do not dis- 
criminate in favor of employees who 
are officers, shareholders, or highly 
compensated); 

(4) Sections 401(a)(7) and 411 (re- 
lating to minimum vesting standards); 

(5) Sections 401(a)(16) and 415 (re- 
lating to limitations on contributions 
and benefits); 

(6) Section 404 (relating to deduc- 
tions for contributions); 

(7) Section 408(k) (relating to sim- 
plified employee pensions); and 

(8) Section 416 (relating to top- 
heavy plans). 

(b) Recordkeeping requirements— 
(1) General rule. Except as otherwise 
provided in this paragraph (b), a 
recipient must maintain employment 
records of sufficient detail to deter- 
mine whether, and to what extent, 
individuals who provide services to 
the recipient are leased employees. 

(2) Recordkeeping exception — (i) 
In general. A recipient shall be ex- 
cepted from the recordkeeping re- 
quirements described in paragraph 
(b)(1) of this section in a plan year 
if, for such plan year and each 
previous plan year commencing with 
the first plan year beginning on or 
after the date section 414(n) is effec- 
tive with respect to the recipient, the 
requirements of this paragraph (b)(2) 
are satisfied. If a recipient maintains 
plans with more than one plan year, 
the first plan year beginning on or 
after the date section 414(n) is effec- 
tive with respect to the recipient shall 
be the plan year commencing closest 
to the date section 414(n) is effective 
with respect to the recipient. Should 
the recipient subsequently amend 
such plan year or change to a differ- 
ent plan year for purposes of this 
paragraph (b)(2), rules similar to 
those provided under 29 CFR 
$2530. 203-2(c)(1) shall apply. 

(ii) Exception requirements. If the 
following three conditions are satis- 

fied, a recipient will have satisfied 
the requirements of this paragraph 
(b)(2). 

(A) All of the recipient's qualified 
plans specifically provide that leased 
employees are not eligible to partici- 
pate in such plans. 

(B) No qualified plan of the recipi- 
ent is a top-heavy plan as defined in 

section 416(g). 
(C) The number of leased persons 

providing services to the recipient 
during the recipient's plan year is less 
than five percent of the number of 
employees (excluding leased persons 
and highly compensated employees 
within the meaning oi section 414(g)) 
covered by a qualified plan of the 
recipient at any time during such 
plan year. An individual is a leased 
person for purposes of this para- 
graph (b)(2)(ii)(C) if— 

(I) During the plan year the in- 

dividual performs any services for 
a recipient other than as an em- 

ployee of the recipient, with re- 

spect to which the requirements of 
(1. 414(n)-1(b)(4)(i) and (b)(4)(iii) 
are satisfied, 

(2) The individual is credited 
with at least 1500 hours of service 
for the recipient during the plan 
year, including service performed 
as an employee of the recipient 
and in any other capacity, and 

(3) The individual either is not 
covered under a qualified plan of 
the recipient as an employee of the 
recipient at any time during such 
plan year or the individual per- 
forms at least 501 hours of service 
for the recipient during the plan 
year other than as an employee of 
the recipient. 

For purposes of this paragraph 
(b)(2)(ii)(C), the term "hour of ser- 
vice" has the same meaning as the 

term "hour of service" provided by 
29 CFR $2530. 200b-2 under the gen- 

eral method of crediting service for 
an employee. If one of the equival- 
encies set forth in 29 CFF 
$2530. 200b-3 is used with respect to 
an individual for crediting hours of 
service, such equivalency must be 
used on a reasonable and consistent 
basis and the 1500-hour and 500-hour 
requirements must be adjusted ac- 
cordingly (as under $1. 414(n)-1(bl 
(10)(iii)). With respect to determining 
whether an individual satisfies the 
1500-hour requirement, reasonable 
approximations may be made. For 
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example, a recipient generally need 
not check whether an individual who 
worked less than 1500 hours at one 
division also worked at another geo- 
graphically separate division, unless 
such checking would be reasonable 
under the circumstances (such as in 
the case where the recipient transfers 
the individual). Also, a recipient 
may, in determining whether an indi- 
vidual satisfies the 1500-hour require- 
ment, rely on records maintained by 
the leasing organization or leasing 
organizations providing the services 
of such individual, except where the 
recipient has reason to believe that 
such records are not accurate. A 
recipient must add together all service 
performed for the recipient by the 
individual as an employee of the 
recipient and through all leasing or- 
ganizations. In addition, if with re- 
spect to a recipient, the determina- 
tion of the precise number of leased 
persons would be unreasonably bur- 
densome due to the large numbers 
involved, the recipient may rely on a 
statistically valid sample per formed 
by an independent third party to 
estimate the number of leased per- 
sons. The Commissioner may provide 
additional methods for determining 
the number of leased persons with 

respect to a recipient. 

(3) An individual's entitlement to 
treatment as a leased employee. (i) 
At the option of the recipient, indi- 
viduals will not be entitled to treat- 
ment as leased employees unless such 
individuals provide to the recipient 
satisfactory evidence of entitlement to 
such treatment. 

(ii) This paragraph (b)(3) shall ap- 

ply only with respect to an 
individual's period of service with a 
recipient prior to and during those 

plan years of the recipient for which 

the recipient qualified for the 
recordkeeping exception described in 

paragraph (b)(2) of this section. 

(c) Section 4I4(n) effective dates— 
(I ) In general. The provisions of 
section 414(n) are effective for tax 
years of recipients beginning after 
December 31, 1983. If persons in- 

cluded in a recipient have different 
tax years, the provisions of section 
414(n) are effective with respect to 
the entire recipient for the tax year 
beginning closest to January I, 1984. 
Therefore, the provisions of section 
414(n) apply to plan years beginning 
during and after such first tax year 

of a recipient beginning after Decem- 
ber 31, 1983. If a recipient maintains 
plans with more than one plan year, 
the provisions of section 414(n) apply 
to the recipient as of the plan year 
beginning closest to the first day of 
the first tax year of the recipient 
beginning after December 31, 1983. 

(2) Certain delayed effective dates. 
Paragraphs (a)(1)(i) and (a)(1)(ii) of 
$1. 414(n)-2 (relating to language re- 

quired in a recipient's plan regarding 
leased employees) and paragraph 
(b)(2)(ii)(A) of this section (relating 
to certain recordkeeping exception re- 

quirements), shall not apply until the 
first plan year of a recipient begin- 
ning after December 31, 1988. Para- 
graph (b)(2)(ii)(C) of this section 
shall not apply until the first plan 
year beginning after December 31, 
1986. The first plan year of a recipi- 
ent shall be determined in the same 
manner as under paragraph (c)(1) of 
this section. 

(3) Special safe-harbor plan effec- 
tive dates. For special effective dates 
relating to safe-harbor plans, see 
paragraphs (f)(5) and (g)(4) of 
$1. 414(n)-2. 
$1. 414(n)-4 Application of section 

414(o) to section 414(n). 
Section 414(0). Section 414(o) pro- 

vides that the Secretary shall pre- 
scribe such regulations (which may 
provide rules in addition to the rules 
contained in section 414(n)) as may 
be necessary to prevent the avoidance 
of any employee benefit requirement 
listed in section 414(n)(3) through the 
use of separate organizations, em- 
ployee leasing, or other arrange- 
ments. Accordingly, the regulations 
under section 414(n) are promul- 
gated, in part, pursuant to the au- 
thority granted by section 414(o). For 
additional rules that may relate to 
section 414(n), see section 414(o) and 
the regulations thereunder. 
(1. 414(o)-1 Avoidance of employee 

benefit requirements through the 
use of separate organizations, em- 
ployee leasing, ar other arrange- 
ments. 
(a) In general. (1) Pursuant to sec- 

tion 414(o), this section provides 
rules, in addition to the rules con- 
tained in sections 414(m) and 414(n) 
and the regulations thereunder, to 
prevent the avoidance of any em- 
ployee benefit requirement listed in 
either (1. 414(m)-3 or $1. 414(n)-3, 
through the use of separate organiza- 

tions, employee leasing, or other ar- 
rangements. 

(2) For the definition of the terms 
"person" and "leased employee", 
see $1. 414(n)-1(b). For the definition 
of the term "organization", see 
$1. 414(m)-5(a)(2). For the definition 
of the terms "management func- 
tions" and "management activities or 
services", see $1. 414(m)-5(c). 

(3) For purposes of this section, 
the term "plan" means a stock bo- 
nus, pension, or profit-sharing plan 
qualified under section 401(a) or a 
simplified employee pension under 
section 408(k). 

(4) For purposes of this section, 
the term "employee" includes a 
"self-employed individual" as de- 
fined in section 401(c)(1). 

(5) For purposes of this section, 
the term "maintained", when used in 
the context of a plan maintained by 
any person, means "maintained at 
any time". 

(6) For purposes of this section, 
services performed for a person other 
than as an employee of such person 
means services performed directly or 
indirectly for such person. 

(b) Services performed by leased 
owners — (1) In general. (i) If an 
individual is a leased owner with 
respect to a recipient, then for pur- 
poses of determining whether any 
qualified plan actually maintained by 
the recipient and whether any quali- 
fied plan maintained by a leasing 
organization in which the leased 
owner is a participant (or in which 
the leased owner has or had an 
accrued benefit) satisfies the em- 
ployee benefit requirements of section 
1. 414(n)-3(a) (except for paragraph 
(a)(6) of that section) for a plan year, 
the leased owner's interest in the 
leasing organization's qualified plan 
attributable to services performed by 
the leased owner for the recipient is 
to be treated as provided under a 
separate qualified plan maintained by 
the recipient covering only the leased 
owner and the leased owner is to be 
treated as an employee of the recipi- 
ent. If a separate qualified plan is 
treated as maintained by the recipient 
with respect to a leased owner and 
such leased owner also participates in 
a qualified plan actually maintained 
by the recipient, the leased owner's 
interest in the leasing organization's 
qualified plan attributable to the 
leased ov ner's performance of ser- 
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vices for the recipient that is treated 
as provided to the leased owner un- 
der a separate qualified plan of the 
recipient is to be treated as provided 
to the leased owner under the quali- 
fied plan actually maintained by the 
recipient for purposes of determining 
whether such qualified plan satisfies 
the applicable employee benefit re- 
quirements. I f either the separate 
qualified plan for the leased owner 
that is treated as maintained by the 
recipient or any qualified plan that is 
actually maintained by the recipient 
fails to satisfy any of the applicable 
employee benefit requirements, then 
except as provided in paragraphs 
(b)(1)(ii) and (b)(1)(iii) of this section, 
the following qualified plans shall be 
treated as not satisfying such 
requirements: any qualified plan ac- 
tually maintained by the recipient in 
which the leased owner is a partici- 
pant (or has or had an accrued 
benefit) and any qualified plan that 
is actually maintained by a leasing 
organization in which the leased 
owner has an interest that is attribut- 
able to the leased owner's perfor- 
mance of services for the recipient. 

(ii) The Commissioner will not ap- 
ply paragraph (b)(1)(i) of this section 
so as to disqualify a plan actually 
maintained by a recipient unless the 
Commissioner determines that, taking 
into account all the facts and circum- 
stances, the disqualification of a leas- 
ing organization's plan would be in- 

effective as a means of securing 
compliance with the applicable em- 

ployee benefit requirements. For ex- 

ample, it may be appropriate to 
disqualify the recipient's plan where 
a leasing organization's plan was ter- 
minated or substantial assets were 
removed therefrom in a year for 
which the statute of limitations has 
run with respect to the employer, 
employee, or trust. 

(iii) If pursuant to paragraph 
(b)(1)(i) of this section, more than 
one leasing organization plan is sub- 
ject to disqualification and at least 
one of the plans would not be dis- 
qualified if another plan or plans 
were disqualified first, all affected 
plan sponsors may, by agreement, 
elect the plan or plans subject to 
disqualification, provided that such 
election is not inconsistent with the 
purposes of this paragraph (b), such 
as where the plan or plans elected 

were terminated or substantial assets 
were removed therefrom in a year for 
which the statute of limitations has 
run with respect to the employer, 
employee, or trust. In the absence of 
such an election, the Commissioner, 
taking into account all the facts and 
circumstances, shall have the discre- 
tion to determine which plan or plans 
shall be disqualified. 

(2) Leased owner (i) For purposes 
of this paragraph (b), an individual is 
a "leased owner" with respect to a 
recipient if during the plan year of a 
plan maintained by a leasing organi- 
zation the individual (A) per forms 
any services for a recipient other 
than as an employee of the recipient 
and (B) is, at the time such services 
are performed, a five-percent owner 
of the recipient. The fact that an 
individual may also perform services 
as an employee of the recipient does 
not affect his status as a leased 
owner. If an individual becomes a 
leased owner with respect to a recipi- 
ent, such individual is from that 
point on always to be considered a 
leased owner with respect to the 
recipient, notwithstanding anything in 
this paragraph (b) to the contrary, 
even if subsequently all services per- 
formed by the individual for the 
recipient are performed as an em- 
ployee of the recipient. 

(ii) Except as provided in para- 
graph (b)(2)(iii) of this section, and 
notwithstanding the first sentence of 
paragraph (b)(2)(i) of this section to 
the contrary, an individual is not a 
leased owner with respect to a recipi- 
ent for purposes of a plan year of a 
plan maintained by a leasing organi- 
zation if, during each calendar year 
containing at least one day of such 
plan year, less than 25 percent of his 
total hours actually worked for sub- 
stantial compensation are for all re- 
cipients with respect to which he is a 
leased owner (but for the application 
of this paragraph (b)(2)(ii)) and less 
than 25 percent of his total compen- 
sation is derived from performing 
services for all such recipients. For 
purposes of this paragraph (b)(2)(ii), 
performing services for the recipient 
includes services performed as an 
employee of the recipient and in any 
other capacity. For purposes of this 
paragraph (b)(2)(ii), the term "com- 
pensation" means (A) with respect to 
services performed as a common-law 
employee, compensation reportable 

on Form W-2, and (B) with respect 
to services performed other than as a 
common-law employee, earned in- 
come as defined in section 401(c)(2) 
See section 414(s) for the definition 
of "compensation" for years begin- 
ning after December 31, 1986. 

(iii) Parag'raph (b)(2)(ii) of this sec- 
tion does not apply to an individual 
who (A) is a leased owner with 
respect to a recipient pursuant to the 
application of the first sentence of 
paragraph (b)(2)(i) of this section, 
and (B) performs professional ser- 
vices (as defined in $1. 414(m)-I (c)) 
for the recipient, whether or not as 
an employee of the recipient, during 
the plan year of the plan maintained 
by the leasing organization, of the 
same type as the professional services 
performed by the recipient for third 
parties. 

(3) Recipient. For purposes of this 
paragraph (b), the term "recipient" 
has the same meaning as in para- 
graphs (b)(2) and (b)(6) of )1. 414 
(n)-1, except that "leased owner" is 
substituted for "released employee". 

(4) Leasing organization. For pur- 
poses of this paragraph (b), the term 
"leasing organization" has the same 
meaning as in $1. 414(n)-I(b)(1), ex- 
cept that "leased owner" is substi- 
tuted for "leased employee" and that 
"or provided" is added after "pro- 
vides". 

(5) Five-percent owner. For pur- 
poses of this paragraph (b), an indi- 
vidual is a five-percent owner of a 
recipient if such individual is a 5- 

percent owner (as defined in section 
416(i)) of any person included in the 
recipient. 

(6) Contributions, benefit, etc. , 
provided to a leased owner. For 
purposes of this paragraph (b), a 
leased owner's interest in a leasing 
organization (as defined in $1. 414(n)- 
2(b)(1)(i)) and in a leasing organiza- 
tion's qualified plan (as defined in 

$1. 414(n)-2(b)(I)(i)), to the extent at- 

tributable to services for the recipient 
by the leased owner, is, for purposes 
of the applicable employee benefit 
requirements, treated as provided by 
the recipient or under a plan of the 
recipient. For rules relating to the 
application of this requirement, see 
paragraph (b)(2) of (1-414(n)-2. 

(7) Effect on employee rules. Tp 
the extent that a leased owner per 
forms services for a recipient other 
than in the capacity of an employee 
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a leased owner is not an employee of 
the recipient and may not be actually 
covered by a plan of the recipient. 
Such leased owner may, however, 
qualify as a leased employee under 
section 414(n) and the regulations 
thereunder. 

(c) Management functions per- 
formed by leased managers — (1) In 
general. (i) If in a calendar year more 
than 50 percent of the management 
functions of a recipient are per- 
formed by leased managers, then for 
purposes of determining whether any 
qualified plan actually maintained by 
the recipient and whether any quali- 
fied plan maintained by a leasing 
organization in which one or more 
leased managers is a participant (or 
in which one or more leased manag- 
ers has or had an accrued benefit) 
satisfies the employee benefit require- 
ments of section 1. 414(n)-3(a) (except 
for paragraph (a)(6) of that section) 
for a plan year, the leased manager' s 
interest in the leasing organization's 
qualified plan attributable to services 
performed by the leased manager for 
the recipient is to be treated as 
provided under a separate qualified 
plan maintained by the recipient cov- 
ering only the leased manager and 
the leased manager is to be treated as 
an employee of the recipient. If a 
separate qualified plan is treated as 
maintained by the recipient with re- 
spect to a leased manager and the 
leased manager also participates in a 
qualified plan actually maintained by 
the recipient, the leased manager' s 
interest in the leasing organization's 
qualified plan attributable to the 
leased manager's performance of ser- 
vices for the recipient that is treated 
as provided to the leased manager 
under a separate qualified plan of the 
recipient is to be treated as provided 
to the leased manager under the 
qualified plan actually maintained by 
the recipient for purposes of deter- 
mining whether such qualified plan 
satisfies the applicable employee ben- 
efit requirements. If either the sepa- 
rate qualified plan for the leased 
manager that is treated as maintained 
by the recipient or any qualified plan 
that is actually maintained by the 
recipient fails to satisfy any of the 
applicable employee benefit require- 
ments, then except as provided in 

paragraphs (c)(1)(ii) and (c)(1)(iii) of 
this section, the following qualified 
plans shall be treated as not satisfy- 

ing such requirements: any qualified 

plan actually maintained by the recip- 
ient in which the leased manager is a 
participant (or has or had an accrued 
benefit) and any qualified plan that 
is actually maintained by a leasing 
organization in which the leased 
manager has an interest that is attrib- 
utable to the leased manager's per- 
formance of services for the recipi- 
ent. 

(ii) The Commissioner will not ap- 

ply paragraph (c)(1)(i) of this section 
so as to disqualify a plan actually 
maintained by a recipient unless the 
Commissioner determines that, taking 
into account all the facts and circum- 
stances, the disqualification of a leas- 

ing organization's plan would be in- 
effective as a means of securing 
compliance with the applicable em- 

ployee benefit requirements. For ex- 
ample, it may be appropriate to 
disqualify the recipient's plan where 
a leasing organization's plan was ter- 
minated or substantial assets were 
removed therefrom in a year for 
which the statute of limitations has 
run with respect to the employer, 
employee, or trust. 

(iii) If pursuant to paragraph 
(c)(1)(i) of this section, more than 
one leasing organization plan is sub- 
ject to disqualification, and at least 
one of the plans would not be dis- 
qualified if another plan or plans 
were disqualified first, all affected 
plan sponsors may, by agreement, 
elect the plan or plans subject to 
disqualification, provided that such 
election is not inconsistent with the 
purposes of this paragraph (c), such 
as where the plan or plans elected 
were terminated or substantial assets 
were removed therefrom in a year for 
which the statute of limitations has 
run with respect to the employer, 
employee, or trust. In the absence of 
such an election, the Commissioner, 
taking into account all the facts and 
circumstances, shall have the discre- 
tion to determine which plan or plans 
shall be disqualified. 

(2) Leased manager. For purposes 
of this paragraph (c), the term 
"leased manager" means an individ- 
ual who during the calendar year (i) 
performs any services for a recipient 
other than as an employee of the 
recipient, (ii) performs a significant 
amount of management activities or 
services for the recipient, including 
management functions performed as 

an employee of the recipient and in 

any other capacity, and (iii) is cred- 
ited with at least 1000 hours of 
service for the recipient, including 
services performed as an employee of 
the recipient and in any other capac- 
ity. For rules relating to hours of 
service, see $1. 414(n)- I (b)(10)(iii). 
The fact that an individual may also 
perform services as an employee of 
the recipient does not affect his sta- 
tus as a leased manager. The fact 
that the only management activities 
or services performed by an individ- 
ual may be performed as an em- 
ployee of the recipient does not af- 
fect his status as a leased manager. 
An individual performs a significant 
amount of management activities or 
services for a recipient if, during the 
calendar year, at least 15 percent of 
the individual's hours of service for 
the recipient are attributable to the 
performance of management activi- 
ties or services. If an individual be- 
comes a leased manager with respect 
to a recipient, such individual is from 
that point on always to be considered 
a leased manager with respect to the 
recipient, notwithstanding anything in 
this paragraph (b) to the contrary, 
even if subsequently all services per- 
formed by the individual for the 
recipient are performed as an em- 
ployee of the recipient. 

(3) Recipient. For purposes of this 
paragraph (c), the term "recipient" 
has the same meaning as in para- 
graphs (b)(2) and (b)(6) of 
$1. 414(n)-1, except that "leased man- 
ager" is substituted for "leased em- 
ployee" . 

(4) Leasing organization. For pur- 
poses of this paragraph (c), the term 
"leasing organization" has the same 
meaning as in $1. 414(n)-1(b)(1), ex- 
cept that "leased manager" is substi- 
tuted for "leased employee" and that 
"or provided" is added after "pro- 
vides". 

(5) Contributions, benefits, etc. , 
provided to a leased manager. For 
purposes of this paragraph (c), a 
leased manager's interest in a leasing 
organization (as defined in $1. 414(n)- 
2(b)(1)(i)) and in a leasing organiza- 
tion's qualified plan (as defined in 
(1. 414(n)-2(b)(1)(i)), to the extent at- 
tributable to services performed for 
the recipient by the leased manager, 
is, for purposes of the applicable 
employee benefit requirements, 
treated as provided by the recipient 
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or under a plan of the recipient. For 
rules relating to the application of 
this requirement, see paragraph (b)(2) 
of I)1. 414(n)-2. 

(6) Effect on employee rules. To 
the extent that a leased manager 
performs services for a recipient 
other than in the capacity of an 
employee, a leased manager is not an 
employee of the recipient and may 
not be actually covered by a plan of 
the recipient. Such leased manager 
may, however, qualify as a leased 
employee under section 414(n) and 
the regulations thereunder. 

(7) More-than-50-percent test. The 
more-than-50-percent test of this 
paragraph (c) is applied by compar- 
ing the compensation of employees 
of the recipient who perform man- 
agement functions for the recipient to 
the compensation of the leased man- 
agers. For purposes of this paragraph 
(c)(7), the term "compensation" 
means (i) with respect to services 
performed as a common-law em- 

ployee of the recipient or leasing 
organization, compensation report- 
able on Form W-2, and (ii) with 
respect to services performed other 
than as a common-law employee of 
the recipient or leasing organization, 
earned income as defined in section 
401(c)(2). For purposes of this para- 
graph (c)(7), the term "compensa- 
tion" includes only amounts attribut- 
able to services performed for the 
recipient. If a leased manager per- 
forms services for the recipient both 
as an employee of the recipient and 
other than as an employee of the 
recipient, an appropriate allocation 
of compensation is required for pur- 
poses of applying the more-than-50- 
percent test. For purposes of apply- 
ing the more-than-50-percent test, an 
employee of the recipient shall be 
disregarded unless such employee sat- 
isfies the requirements of paragraphs 
(c)(2)(ii) and (c)(2)(iii) of this section. 

(8) Inapplicability of section 414(n) 
and other paragraphs of $1. 414(o)-I 
to this paragraph (c). The provisions 
of paragraph (c) of this section are to 
be applied without regard to the 
provisions of paragraphs (b) and (g) 
of this section and the provisions of 
section 414(n). Therefore, for pur- 

poses of paragraphs (c)(2), (c)(6), and 

(c)(7) of this section, and notwith- 

standing anything to the contrary in 

paragraphs (b) and (g) of this section 
or in section 414(n) and the regula- 

tions thereunder, services performed 

by an individual other than as an 

employee of a recipient are not con- 
sidered services performed by an em- 

ployee of a recipient. 

(d) [RESERVED]. 
(e) Successive organizations in 

time. If section 414(b) or (c) would 

apply to two or more organizations 
but for the fact that such organiza- 
tions exist at different times, rather 
than concurrently in time, section 
414(b) and (c) shall apply to such 
organizations as if they existed con- 
currently in time. Thus, for example, 
section 415 would apply by aggregat- 
ing all plans of such organizations. 

(f) Services performed by shared 
employees — (1) In general. If an indi- 
vidual is a shared employee with 

respect to certain persons (sharing 
persons), then for purposes of deter- 
mining whether any plan maintained 

by such sharing persons satisfies the 
employee benefit requirements listed 
in $1. 414(n)-3(a) (except for para- 
graph (a)(6) of that section) for any 
plan year of such plans, the shared 
employee shall be treated as working 
exclusively for each sharing person 
by treating the combined services of 
the shared employee for all employ- 
ing persons (as defined in paragraph 
(f)(2)(i) of this section) as services 

provided to each sharing person. 

(2) Shared employee. For purposes 
of this paragraph (f), an individual is 

a shared employee with respect to a 
person if during the plan year of 
such person's plan- 

(i) Such individual performs ser- 
vices as an employee for such 
person and for one or more other 
persons (collectively referred to as 
employing persons) at one or more 
shared business premises of such 
employing persons or one or more 
common locations; and 

(ii) The total service performed 
at such shared premises or loca- 
tions for the employing person by 
all individuals (excluding any indi- 
vidual who performs at least 1, 000 
hours of service for an employing 
person, performs no services for 
any other employing person at 
such shared premises or locations, 
and is covered by the employing 
person's plan) who perform ser- 
vices of the same type performed 
by the individual for the employing 
person equals or exceeds 1, 000 

hours of service (determined by 
adding together the services of all 
such individuals). 

For rules relating to hours of service, 
see $1. 414(n)-1(b)(10)(iii) and (iv). 
For purposes of this paragraph (f)(2), 
the determination of whether services 
have been performed at a shared 
business premises or some other com- 
mon location will generally depend 
on the facts and circumstances of the 
situation. Examples of a shared busi- 

ness premises may include common, 
interconnecting, or adjacent offices 
on the same or an adjacent floor of 
an office building. 

(3) Examples. The provisions of 
this paragraph may be illustrated by 
the following examples. 

Example (t). Each of five doctors leases an 

office suite which interconnects with a com- 

mon reception area. Each doctor is a sole 

proprietor. The doctors collectively employ 
five nurses who perform only nursing duties 

and each of whom is considered to spend one 
fifth of her time working for each doctor. 
With respect to each doctor, the total service 

performed by the five nurses exceeds 1, 000 
hours of service during the calendar year 

(which is also the plan year for each doctor' s 

plan). All five of the nurses are shared 

employees with respect to each of the five 

doctors. 
Example (2). Assume the same facts as in 

example l. In addition, assume that the five 

doctors employ one receptionist who is consid- 
ered to spend one fifth of her time working 
for each of the five doctors. The receptionist 
has 1500 hours of service during the calendar 
year. No other receptionist is employed by any 

of the five doctors. Because no doctor received 
at least 1, 000 hours of service from the 

receptionist during the calendar year, the re- 

quirement of paragraph (f)(2)(ii) of this section 
is not satisfied, and the receptionist is not a 

shared employee with respect to any of the 

five doctors. 

(4) Determination of contributions 
and benefits. (i) The amount of any 
contribution or benefit that is to be 

made or accrued for a shared em- 

ployee by each sharing person shall 
be the lesser of the contribution or 
benefit determined under paragraphs 
(f)(4)(ii) and (f)(4)(iii) of this section. 

(ii) Multiply the contribution or 
benefit calculated under the plan as 
if the shared employee were em- 

ployed exclusively by that person and 
received all compensation (i. e. , all 

compensation paid to the shared em- 

ployee by all of the employing per- 
sons) from that person by a fraction, 
the numerator of which is the 
amount of compensation paid the 
shared employee by that person and 
the denominator of which is tlie 
amount of compensation paid 
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shared employee by all of the sharing 
persons. 

(iii) Multiply the contribution or 
benefit calculated under the plan as 
if the shared employee were em- 
ployed exclusively by that person and 
received all compensation (i. e. , all 
compensation paid to the shared em- 
ployee by all of the sharing persons) 
from that person by a fraction, the 
numerator of which is the amount of 
compensation paid the shared em- 
ployee by that person and the de- 
nominator of which is the amount of 
compensation paid the shared em- 
ployee by all of the sharing persons. 
The contribution or benefit deter- 
mined under the preceding sentence is 
increased by the contribution or ben- 
efit calculated under the plan as if 
the shared employee received addi- 
tional compensation equal to the 
shared employee's proportionate 
share of no neo vered compensation. 
Noncovered compensation is compen- 
sation paid by the sharing person for 
services at the shared premises or 
locations to all individuals not cov- 
ered by the plan who perform ser- 
vices for the sharing person of the 
same type as those performed by the 
shared employee. The shared employ- 
ee's proportionate share of noncov- 
ered compensation is determined by 
multiplying the noncovered compen- 
sation by a fraction, the numerator 
of which is the shared employee's 
compensation from all employing 
persons who are not sharing persons 
and the denominator of which is the 
compensation from all employing 
persons who are not sharing persons 

paid to all shared employees covered 

by the plan. The contribution or 
benefit calculated under the plan on 
the shared employee's proportionate 
share of noncovered compensation is 
determined for all purposes (includ- 

ing integration) as if such proportion- 
ate share were paid in addition to the 
compensation paid to the shared em- 

ployee by all sharing persons. 
(iv) For purposes of this paragraph 

(f), the term "compensation" means 
compensation determined in a man- 

ner consistent with the definition of 
compensation under the sharing per- 
son's plan and with section 401(a)(4). 
For purposes of this paragraph (f), 
compensation includes earned income 

as defined in section 401(c)(2). 

(5) Shared leased employees. The 
requirements of this paragraph (f) 

also apply if two or more persons 
share the services of a leased em- 

ployee. For purposes of determining 

whether an individual is a leased 

employee, all persons who would be 

employing persons if such individual 

performed his services as an em- 

ployee of such persons are treated as 

a single recipient. 

(g) Inside corporate director — ( I) 
In general. (i) To the extent that 
contributions, forfeitures and benefits 
of an inside director under a quali- 

fied plan maintained by the inside 
director are attributable to services 
performed by the inside director for 
the recipient as a director, then for 
purposes of determining whether any 
qualified plan actually maintained by 
the recipient and whether any quali- 
fied plan maintained by the inside 
director in which the inside director 
is a participant (or in which the 
inside director has or had an accrued 
benefit) satisfies the employee benefit 
requirements of section 1. 414(n)-3(a) 
(except for paragraph (a)(6) of that 
section) for a plan year, the inside 
director's interest in the inside direc- 
tor's qualified plan attributable to 
services performed by the inside di- 
rector for the recipient is to be 
treated as provided under a separate 
qualified plan maintained by the re- 
cipient covering only the inside direc- 
tor and the inside director is to be 
treated as an employee of the recipi- 
ent. If a separate qualified plan is 
treated as maintained by the recipient 
with respect to an inside director and 
the inside director also participates in 

a qualified plan actually maintained 
by the recipient, the inside director's 
interest in the inside director's quali- 
fied plan attributable to the inside 
director's performance of services for 
the recipient that is treated as pro- 
vided to the inside director under a 
separate qualified plan of the recipi- 
ent is to be treated as provided to the 
inside director under the qualified 
plan actually maintained by the recip- 
ient for purposes of determining 
whether such qualified plan satisfies 
the applicable employee benefit re- 
quirements. If either the separate 
qualified plan for the inside director 
that is treated as maintained by the 
recipient or any qualified plan that is 
actually maintained by the recipient 
fails to satisfy any of the applicable 
employee benefit requirements, then 
except as provided in paragraphs 

(g)(1)(ii) and (g)(1)(iii) of this section, 
the following qualified plans shall be 
treated as not satisfying such 
requirements: any qualified plan ac- 
tually maintained by the recipient in 
which the inside director is a partici- 
pant (or has or had an accrued 
benefit) and any qualified plan that 
is actually maintained by the inside 
director in which the inside director 
has an interest that is attributable to 
the inside director's performance of 
services for the recipient. 

(ii) The Commissioner will not ap- 
ply paragraph (g)(1)(i) of this section 
so as to disqualify a plan actually 
maintained by a recipient unless the 
Commissioner determines that, taking 
into account all the facts and circum- 
stances, the disqualification of an 
inside director's plan would be inef- 
fective as a means of securing com- 
pliance with the applicable employee 
benefit requirements. For example, it 

may be appropriate to disqualify the 
recipient's plan where an inside direc- 
tor's plan was terminated or substan- 
tial assets were removed therefrom in 
a year or which the statute of limita- 
tions has run with respect to the 
employer, employee, or trust. 

(iii) If pursuant to this paragraph 
(g), more than one inside director 
plan is subject to disqualification, 
and at least one of the plans would 
not be disqualified if another plan or 
plans were disqualified first, all af- 
fected inside directors may, by agree- 
ment, elect the plan or plans subject 
to disqualification, provided that 
such election is not inconsistent with 
the purposes of this paragraph (g), 
such as where the plan or plans 
elected were terminated or substantial 
assets were removed therefrom in a 
year for which the statute of limita- 
tions has run with respect to the 
employer, employee, or trust. In the 
absence such an election, the Com- 
missioner, taking into account all the 
facts and circumstances, shall have 
the discretion to determine which 
plan or plans shall be disqualified. 

(2) Inside director. For purposes of 
this paragraph (g), the term "inside 
director" means any individual who 
is both an employee (determined af- 
ter application of section 414(n) and 
paragraphs (b) and (c) of this sec- 
tion) of any person included in the 
recipient and a director of any corpo- 
ration included in the recipient, re- 
gardless of whether such an individ- 
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ual is an employee (determined after 
application of section 414(n) and 
paragraphs (b) and (c) of this sec- 
tion) and a director with respect to 
the same corporation. If an individ- 
ual becomes an inside director with 
respect to the recipient, such individ- 
ual is from that point on always to 
be considered an inside director, not- 
withstanding anything in this para- 
graph (g) to the contrary, even if 
such individual ceases to be an em- 
ployee (determined after application 
of section 414(n) and paragraphs (b) 
and (c) of this section) or director of 
any person included in the recipient. 

(3) Recipient. For purposes of this 
paragraph (g), the term "recipient" 
has the same meaning as in para- 
graphs (b)(2) and (b)(6) of 
$1. 414(n)-1, except that "inside di- 
rector" is substituted for "leased 
employee". 

(4) Contributions, benefits, etc. , 
provided to an inside director. For 
purposes of this paragraph (g), an 
inside director's interest in the direc- 
torship (an interest in a directorship 
is defined like an interest in a leasing 
organization, which is defined in 
$1. 414(n)-2(b)(1)(i)) and in the inside 
director's qualified plan (as defined 
in $1. 414(n)-2(b)(1)(i)), to the extent 
attributable to services by the inside 
director for the recipient as a direc- 
tor, are, for purposes of the applica- 
ble employee benefit requirements, 
treated as provided by the recipient 
or under a plan of the recipient. For 
rules relating to the application of 
this requirement, see paragraph (b)(2) 
of $1. 414(n)-2. 

(5) Effect on employee rules. To 
the extent that an inside director 
performs services for a recipient as a 
director, an inside director is not an 
employee of the recipient and may 
not be actually covered by a plan of 
the recipient. Such inside director 
may, however, qualify as a leased 
employee under section 414(n) and 
the regulations thereunder. 

(h) Certain five-percent owners of 
service organizations — (1) In general. 
In the case of an employee who is 
(or was) a five-percent owner of an 
employer, all contributions, forfei- 
tures, and benefits made or accrued 
with respect to such employee under 
any plan maintained by such em- 
ployer shall, for purposes of section 
415, be aggregated with all contribu- 
tions, f'orfeitures, and benefits made 

or accrued with respect to such em- 

ployee under any plan maintained by 
any other current (or former) em- 

ployer with respect to which such 
employee is (or was) a five-percent 
owner. For purposes of this para- 
graph (h), the term "employer" in- 

cludes only service organizations as 
defined in $1. 414(m)-2(f)(2). This 
paragraph shall be applied after the 
application of section 414(n) and 
paragraphs (b), (c), (e), (f), and (g) 
of this section for purposes of deter- 
mining who is considered an em- 

ployee of an employer and what 
plans are considered maintained by 
an employer. 

(2) Five-percent owner, For pur- 
poses of this paragraph (h), the term 
"five-percent owner" has the same 
meaning as the term "5-percent 
owner" provided in section 416(i). 

(3) Determination of plan to be 
disqualified. If pursuant to this para- 
graph (h), more than one plan is 
subject to disqualification, and at 
least one of the plans would not be 
disqualified if another plan or plans 
were disqualified first, all affected 
plan sponsors may, by agreement, 
elect the plan or plans subject to 
disqualification, provided that such 
election is not inconsistent with the 
purposes of this paragraph (h), such 
as where the plan or plans elected 
were terminated or substantial assets 
were removed therefrom in a year for 
which the statute of limitations has 
run with respect to the employer, 
employee, or trust. In the absence of 
such an election, the Commissioner, 
taking into account all the facts and 
circumstances, shall have the discre- 
tion to determine which plan or plans 
shall be disqualified. 

(i) Application of the section 4I6 
top-heavy rules under section 4I4(o). 
For purposes of paragraphs (b), (c), 
and (g) of this section (relating to 
leased owners, leased managers, and 
inside directors, respectively), the sec- 
tion 416 top-heavy rules relating to 
the definition of a key employee shall 
be applied as if— 

(1) Leased owners and leased man- 
agers are employees for purposes of 
section 416(i), and 

(2) Section 416(i)(1)(A) contains a 
section 416(i)(1)(A)(v) which provides 
"a director of any person included in 
the employer". 

(j) Highly compensated employees, 
etc. If an individual treated as an 

employee of a recipient under either 
this section or section 414(n) and the 
reglations thereunder would be con- 
sidered a highly compensated em- 

ployee, officer, or shareholder, 
respect to such recipient under 
Subchapter D if such individual were 
an employee of such recipiednt, such 
individual shall, for purposes of the 
nondiscrimination rules of Subchap- 
ter D, be considered an employee of 
the recipient who is highly compen- 
sated, an officer, or a shareholder. 
See section 414(q) for the definition 
of "highly compensated employee" 
for years beginning after December 
31, 1986 or later, depending on the 
applicable effective date of the par- 
ticular employee benefit requirement. 

(k) Effective dates. (1) The provi- 
sions of paragraphs (f), (g) and (h) 
of this section are effective for plan 
years beginning after [INSERT 
DATE SIXTY DAYS AFTER THIS 
DOCUMENT IS PUBLISHED IN 
THE FEDERAL REGISTER AS A 
TREASURY DECISION]. For pur- 
poses of applying paragraph (g) to 
plan years beginning after the effec- 
tive date of such paragraph, contri- 
butions, forfeitures and benefits pro- 
vided during the current plan year 
(i. e. , the first plan year ending on or 
after August 27, 1987, and all subse- 

quent plan years ending before the 
first plan year beginning after the 
effective date of paragraph (g), shall 
be taken into account if they would 
have been taken into account had 
pa'ragraph (g) been effective for such 
plan years. 

(2) The provisions of paragraph 
(b) of this section are effective for 
tax years of recipients beginning after 
December 31, 1983. Therefore, the 
provisions of paragraph (b) apply to 
plan years beginning during and after 
the first tax year of a recipient 
beginning after December 31, 1983. 
For purposes of applying paragraph 
(b) to plan years beginning during 
and after the first tax year of a 

recipient beginning after December 
31, 1983, contributions, forfeitures 
and benefits provided during any 

plan year beginning prior to the first 
tax year of a recipient beginning 
after December 31 1983, shall be 
taken into account if they would 
have been taken into account had 
paragraph (b) been effective for such 
prior plan year. 

(3) The provisions of paragraphs 
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(c) and (e) of this section are effective 
for plan years beginning after Febru- 
ary 27, 1988. For purposes of apply- 
ing paragraph (c) to plan years begin- 
ning after the effective date of such 
paragraph, contributions, for feitures 
and benefits provided during the cur- 
rent plan year (i. e. , the first plan year 
ending on or after August 27, 1987, 
and, if applicable the subsequent plan 
years ending before the first plan year 
beginning after the effective date of 
paragraph (c), shall be taken into 
account if they would have been 
taken into account had paragraph (c) 
been effective for such plan year(s). 

(4) For purposes of applying the 
effective dates contained in this para- 
graph (k), rules similar to those pro- 
vided in the second and fourth sen- 
tences of $1. 414(n)-3(c)(1) shall 
apply 

James I. Owens, 
Acting Commissioner. 

(Fsed by the Office of the Federal Register on 
August 26, 1987; 8i45 a. m. and published in 
the issue of the Federal Register on August 
27, 1987, 52 F. R. 32502) 

Required Distributions From 
Qualified Plans and Individual 
Retirement Plans 

EE-113-82 
AGENCY: Internal Revenue Service, 
Treasury. 

ACTION: Notice of proposed rule- 
making. 

SUMMARY: This document contains 
proposed regulations relating to re- 
quired distributions from qualified 
plans, individual retirement plans, 
and section 403(b) annuity contracts, 
custodial accounts, and retirement in- 
come accounts. Changes to the appli- 
cable tax law were made by the Tax 
Reform Act of 1986 [Pub. L. 99-514, 
1986-3 C. B. (Vol. I) 1], the Tax 
Reform Act of 1984 [Pub. L. 98-369, 
1984-3 C. B. (Vol. 1) I] and the Tax 
Equity and Fiscal Responsibility Act 
of 1982 [Pub. L. 97-248, 1982-2 C. B. 
462]. These regulations will provide 
the public with guidance necessary to 
comply with the law and will affect 
administrators of, participants in, and 
beneficiaries of qualified plans; insti- 

tutions which sponsor and individuals 

who administer individual retirement 

plans, individuals who use individual 

retirement plans and simplified em- 

ployee pensions for retirement income 
and beneficiaries of individual retire- 
ment plans; and employees for whom 

amounts are contributed to section 
403(b) annuity contracts, custodial ac- 
counts, or retirement income accounts 
and beneficiaries of such contracts 
and accounts. 

DATES: Written comments and re- 

quests for a public hearing must be 
delivered or mailed by September 25, 
1987. These amendments generally 
apply to calendar years beginning 
after December 31, 1984, except as 
otherwise specified in the applicable 
Act. 

ADDRESS: Send comments and re- 
quests for a public hearing to: Com- 
missioner of Internal Revenue, Atten- 
tion: CC:LR: T (EE-113-82) Wash- 
ington, D. C. 20224. 

SUPPLEMENTARY 
INFORMATION: 

BACKGROUND 

This document contains proposed 
amendments to the Income Tax Reg- 
ulations (26 CFR Part 1) and to the 
Pension Excise Taxes Regulations (26 
CFR Part 54) under sections 401, 
403, 408, and 4974 of the Internal 
Revenue Code of 1986. These amend- 
ments are proposed to conform the 
regulations to sections 1121 and 1852 
of the Tax Reform Act of 1986 
(TRA of 1986) (100 Stat. 2464 and 
2864), sections 521 and 713 of the 
Tax Reform Act of 1984 (TRA of 
1984) (98 Stat, 865 and 955), and 
sections 242 and 243 of the Tax 
Equity and Fiscal Responsibility Act 
of 1982 (TEFRA) (96 Stat. 521). 

DESCRIPTION OF DISTRIBUTION 
RULES 

The basic principles of these regu- 
lations are illustrated by the follow- 
ing description of the rules for distri- 
butions made from an individual 
retirement account before the IRA 
owner's death. (Special rules in the 
regulations apply to distributions 
made after the IRA owner's death. ) 
A distribution must be made for the 
year in which the IRA owner attains 

age 70 1/2 (the 70 I/2 year) and for 
each year thereafter. Essentially, the 
minimum distribution for each year 
is determined by dividing the account 
balance by the lesser of the applica- 
ble life expectancy or the applicable 
divisor. All calculations are based on 
calendar years. 

The minimum distribution for the 
70 1/2 year must be made by April I 

of the following year. A further 
distribution must be made by Decem- 
ber 31 of each year after the 70 1/2 
year. Thus, if no distribution is made 
in the calendar year in which the 
IRA owner attains age 70 I/2, distri- 
butions for two years must be calcu- 
lated and made in the year after the 
70 1/2 year (one by April I and one 
by December 31). 

In general, the account balance 
used to determine the minimum dis- 
tribution for a calendar year is the 
account balance as of the close of 
business on the last day of the 
previous calendar year. The account 
balance as of the close of business on 
the last day of the calendar year 
preceding the 70 I/2 year is therefore 
used to determine the minimum dis- 
tribution that must be made for the 
70 1/2 year, even if the actual distri- 
bution is made in the year following 
the 70 I/2 year. However, if the 
distribution for the 70 1/2 year is 
deferred until the first quarter of the 
subsequent year (January 1 through 
April 1), the account balance used to 
determine the second minimum distri- 
bution that must be made in that 
year is calculated by subtracting from 
the account balance as of the close of 
business on the last day of the 70 I/2 
year any distribution made in the 
first quarter of the subsequent year 
in order to satisfy the minimum 
distribution requirement for the 
70 I/2 year. 

The applicable divisor is the divisor 
under the table in Q&A-4 of 
1. 401(a)(9)-2 used for purposes of 
satisfying the minimum distribution 
incidental benefit requirement. If the 
IRA has only one beneficiary other 
than the IRA owner, the applicable 
life expectancy is the joint life and 
last survivor expectancy of the IRA 
owner and the beneficiary. To deter- 
mine this life expectancy, the first 
step is to determine the ages of the 
IRA owner and beneficiary as of 
their attained ages on their birthdays 
in the 70 I/2 year. The individual's 
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life expectancy may or may not be 
recalculated. If life expectancy is not 
recalculated, the applicable life ex- 
pectancy for years after the 70 1/2 
year is the initial joint life and last 
survivor expectancy reduced by one 
for each subsequent calendar year. 

If life expectancy is recalculated, 
the method of recalculation depends 
on whether the beneficiary is the IRA 
owner's spouse. If the spouse is the 
beneficiary, the applicable life expect- 
ancy for each year subsequent to the 
70 1/2 year is the joint life and last 
survivor expectancy of the I RA 
owner and spouse based on their 
attained ages on their birthdays in 

each subsequent year. If the benefi- 
ciary is not the IRA owner's spouse, 
the method of recalculation is ex- 
plained in Question and Answer E-8 
of $1. 401(a)(9)-1 and the examples 
therein. Also, as explained in Ques- 
tion and Answer E-8, if either life 
expectancy is being recalculated, dis- 
tributions may be accelerated upon 
the death of the individual whose life 
expectancy is being recalculated. 

In general, the rules applicable to 
minimum distributions from qualified 
plans are identical to those for IRAs. 
However, the employee's benefit un- 
der the plan is used in place of the 
account balance as of December 31 
of the preceding calendar year. As 
explained in Question and Answer 
F-5 of $1. 401(a)(9)-1, the benefit is 
valued as of the last valuation date in 
the previous calendar year and is 

adjusted for contributions and forfei- 
tures allocated and distributions 
made after that date. 

The regulations also contain rules 
for special situations that affect the 
amount of the required minimum 
distribution from an IRA or a quali- 
fied plan, examples of which are the 
following: 

1. Multiple beneficiaries and 
changes in beneficiaries. See Question 
and Answer E-5 of $1. 401(a)(9)-1. 

2. Death of the IRA owner (or 
employee) after the date distributions 
are required to commence. See Ques- 
tions and Answers B-4 through B-6 
of $1. 401(a)(9)-1. 

3. Death of the IRA owner (or 
employee) before the date on which 
distributions are required to com- 
mence. See Questions and Answers 
C-I through C-6 of $1. 401(a)(9)-1. 

4. Distribution in the form of an 

annuity. See Questions and Answers 
F-3 and F-4 of $1. 401(a)(9)-1. 

5. A trust being named as a bene- 
ficiary. See Questions and Answers 
D-5 and D-6 of (1. 401(a)(9)-1. 

6. Rollovers or transfers from one 
IRA (or plan) to another. See Ques- 
tions and Answers G-I through G-5 
of $1. 401(a)(9)-1. 

7. A division of the benefit (or 
IRA) into separate accounts with or 
without different beneficiaries for 
each account. See Questions and An- 
swer H — I through H-2A of 
$1. 401(a)(9)-1. 

8. A portion of an employee's 
benefit being payable to an alternate 
payee pursuant to a qualified domes- 
tic relations order. See Question and 
Answer H-4 of )1. 401(a)(9)-1. 

SIMPLIFICATION OF REQUIRED 
DISTRIBUTION RULES 

The Service is concerned that the 
regulations implementing the required 
distribution rules for qualified plans, 
IRAs, and tax-sheltered annuity con- 
tracts not cause practitioners, plan 
and IRA administrators, and taxpay- 
ers unnecessary difficulty. These stat- 
utory rules reflect an important pol- 
icy objective. However, due to the 
inherent difficulty of the statutory 
rules, we believe that these regula- 
tions should provide as certain and 
simple rules as possible. In the prepa- 
ration of these proposed regulations, 
the Service reviewed all available ma- 
terials to identify issues that required 
resolution. The proposed regulations 
thus address as many of these issues 
as possible. Furthermore, the pro- 
posed regulations attempt to simplify 
compliance with the required distri- 
bution rules in several ways (e. g. , by 
integrating the incidental benefit dis- 
tribution requirement into the re- 
quired distribution rules and by pro- 
viding two alternative methods for 
calculating the distributions for 1985 
and 1986 that must be made by the 
end of 1987). These efforts have 
added to the length of the proposed 
regulations, but should provide ad- 
ministrators and taxpayers with im- 
portant certainty as to the require- 
ments and thus should simplify 
compliance with the statutory rules. 

Because of the time that many 
administrators will need to implement 
the required distributions rules, it is 

important that practitioners, adminis- 
trators, and taxpayers provide 
Service with comments on the pro- 
posed regulations at the earliest Pos- 
sible time. In particular, the Service 

specifically requests that comments 
consider further simplication to the 

rules contained in the proposed regu- 

lations, including alternative methods 

of complying with the statutory rules 

(including administrative safe har- 

bors, particularly for I RAs). The 

Service will promptly review any 

comments and proposed alternatives 

so that any necessary modifications 
to these regulations applicable for 
1987 can be announced well in ad- 

vance of the end of 1987. 

TRANSITION RULES 

Transition rules for determining 
the amounts of the minimum distri- 
butions required for qualified plans 
and IRAs for calendar years 1985, 
1986, and 1987 are contained in 

Questions and Answers I-l through 
I-15 of $1. 401(a)(9)-1 and Questions 
and Answers B-1 through B-11 of 
$1. 408-8. In accordance with Notice 
86-14, 1986-2 C. B. 378, these transi- 
tion rules provide that minimum dis- 

tributions for calendar years 1985 and 
1986 are not required to be made 
from qualified plans and IRAs until 
December 31, 1987. 

INCIDENTAL BENEFIT 
REQUIREMENT 

Section 401(a)(9)(G), added by sec- 
tion 1852 of TRA of 1986 and 
effective for years after 1984, pro- 
vides that distributions must be made 
in accordance with the incidental 
benefit requirements in order to sat- 

isfy section 401(a)(9). Section 
403(b)(10), as added, and section 
408(a)(6) and (b)(3), as amended by 
section 1852 of TRA of 1986 [Pub L. 
99-514, 1987-3 C. B. (Vol. 3) 781], 
provide that requirements similar to 
the incidental benefit requirements of 
section 401(a) apply to annuity con- 
tracts, custodial accounts, and retire- 
ment income accounts described in 

section 403(b) and to IRAs. 
$1. 401(a)(9)-2 provides rules for 

satisfying the minimum distribution 
incidental benefit requirement (MDIB 
requirement). $1. 401(a)-I is proposed 
to be amended to incorporate the 
provisions of $1. 401(a)(9)-2 and the 
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existing incidental benefit require- 
ment in $1. 401-1(b)(l)(i) and (ii). For 
calendar years before 1989, the rules 
in existing revenue rulings continue 
to apply for purposes of determining 
whether distributions satisfy the 
MDIB requirement. For calendar 
year after 1988, revised MDIB re- 
quirements apply for purposes of 
determining whether distributions sat- 
isfy this requirement. For calendar 
years before 1989, the MDIB require- 
ment will also be satisfied if distribu- 
tions are made in accordance with 
the revised requirements. 

The revised requirements provide 
objective rules for determining 
whether the amount distributed for a 
calendar year satisfies the MDIB re- 
quirement. These revised require- 
ments have been developed to be 
integrated with the other minimum 
distribution requirements in section 
401(a)(9). Consequently, taxpayers 
can apply both of these requirements, 
which are designed to work together, 
to determine on an annual basis 
whether plan distributions for a year 
are acceptable. The examples in 
Question and Answer F-3A of 
1. 401(a)(9)-1 illustrate how these re- 
quirements work together. 

Essentially, the revised rules pro- 
vide that, where the spouse is not the 
designated beneficiary, the amount of 
the payments to be made to the 
employee before death must be deter- 
mined in accordance with the princi- 
ples of section 401(a)(9) using a hy- 
pothetical individual not more than 
10 years younger than the employee 
as the employee's designated benefi- 
ciary. Where the distribution is in the 
form of a joint and survivor annuity, 
the revised rules were developed us- 

ing an interest rate of eight percent. 
In general, if an employee's spouse is 

the employee's beneficiary, the MDIB 
requirement will be satisfied if distri- 
butions are made in accordance with 
section 401(a)(9), without regard to 
the MDIB requirement. 

While these new objective rules are 
based on the principles in the existing 
rulings, they reach different results in 

certain cases. Thus, on an individual 
basis the operation of the new rules 

may require more or less to be 
distributed for a calendar year de- 

pending on the circumstances, such 

as the date the employee separated 
from service and the earliest retire- 
ment date under the plan. 

Existing revenue rulings continue 

to provide guidance with respect to 
the application of the incidental ben- 

efit requirements to pre-retirement 
distributions in the form of permissi- 

ble nonretirement benefits such as 

life, accident, or health insurance. 

AMOUNT REQUIRED TO BE 
DISTRIBUTED BY THE 

REQUIRED BEGINNING DATE 

As indicated above in the descrip- 
tion of the distribution rules, the 
amount required to be distributed by 
an employee's or IRA owner's re- 

quired beginning date is treated as 

the amount required to be distributed 
for the immediately preceding year, 
the year the employee or IRA owner 
attained age 70 1/2 or retired, which- 
ever is applicable. Under section 
401(a)(9) as amended by TEFRA, 
distributions were required to com- 
mence by the end of the taxable year 
in which an employee either retired 
or attained age 70 I/2. Under TRA 
of 1984, the date by which distribu- 
tion must commence was extended to 
the April I of the calendar year 
following the calendar year in which 
the employee either attains age 
70 1/2 or retires. The required com- 
mencement date was not extended to 
the end of the calendar year follow- 
ing the calendar year in which the 
employee either attains age 70 I/2 or 
retires. Thus, the extension to April I 

is merely an extension of the time to 
make the distribution previously re- 
quired under TEFRA to be made by 
the end of the year in which the 
employee either attains age 70 I/2 or 
retires. This extension was intended 
to solve the administrative problems 
that a plan would have faced if it 
were required to make a December 
31 distribution to an employee who 
retires in December. There is no 
indication that the extension to April 
1 for the first distribution was in- 
tended to provide a full additional 
year of tax deferral. Thus, the distri- 
bution for the calendar year after the 
employee attains age 70 I/2 (or re- 
tires if applicable) must still be made 
by the end of that year. 

WHEN DISTRIBUTIONS HAVE 
BEGUN IN ACCORDANCE WITH 

SECTION 401(a)(9)(A) 

Section 401(a)(9) provides different 
rules for determining the minimum 

distributions required after an em- 

ployee's death depending on whether 
or not distributions have begun in 

accordance with section 401(a)(9) be- 
fore the employee's death. Question 
and Answer B-5 of $1. 401(a)(9)-1 
generally provides that distributions 
are not treated as having begun until 
the employee's required beginning 
date even though payments were 
made before that date. However, 
Question and Answer B-5 provides 
an exception for certain distributions 
in the form of an annuity which 
commence before the required begin- 

ning date. 
This interpretation was adopted be- 

cause it is more administrable than 
other possible interpretations and 

places the least burden on plan ad- 
ministrators. If another interpretation 
had been adopted, additional rules 
would be required to determine when 
distributions made before the re- 
quired beginning date are in accord- 
ance with section 401(a)(9)(A)(ii), 
placing both a burden on plan ad- 
ministrators to conform earlier distri- 
butions to such rules and on the 
Service to administer the additional 
rules. Further, other interpretations 
considered would have provided that 
distributions commencing under a 
distribution option before the re- 
quired beginning date would be re- 
quired to be made in accordance with 
section 401(a)(9) both before and 
after the required beginning date in 
order to satisfy section 401(a)(9). 
This interpretation would have re- 
duced the flexibility in choosing ben- 
efit options which plans may provide 
to employees without violating sec- 
tion 401(a)(9). 

USE OF UNISEX ANNUITY 
TABLES 

The unisex expected return multi- 
ples in Table V and VI of $1. 72-9 as 
amended by Treasury Decision 8115 
published in the Federal Register on 
December 19, 1986 (51 F. R. 45690) 
[1987-1 C. B. 22] must be used to 
compute life expectancies for pur- 
poses of determining required distri- 
bution under section 401(a)(9). Thus, 
these tables must be used for deter- 
mining the amount of minimum dis- 
tributions required for calendar years 
after 1984. The July I, 1986 effective 
data, provided in Treasury Decision 
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8115 for using these tables does not 
apply to (1. 401(a)(9)-1. 

DESIGNATED BENEFICIARIES 

In general, designated beneficiaries 
who may be taken into account un- 
der section 401(a)(9) are limited to 
those individuals who are designated 
as beneficiaries under the plan. 
Question and Answer D-2 o f 
$1. 401(a)(9)-I further provides that a 
beneficiary under the plan is an indi- 
vidual who is entitled to a portion of 
an employee's benefit, contingent on 
the employee's death or another spec- 
ified event. Thus, a distribution such 
as that described in Rev. Rul. 
72-240, 1972-1 C. B. 108, will not 
satisfy section 401(a) unless the same 
individual is both the beneficiary un- 
der the plan and the person whose 
life is being used to measure the 
payment period under the survivor 
portion of the joint and survivor 
annuity. 

AMENDMENT OF QUALIFIED 
PLANS 

Although minimum distributions 
are required to be made from quali- 
fied plans under section 401(a)(9) in 
order to retain a plan's tax-qualified 
status for calendar years after 1984, 
a plan will not be disqualified solely 
because it is not amended for section 
401(a)(9) and the regulations thereun- 
der prior to the amendment period 

contained in section 1140 of TRA of 
1986 if the plan amendments are 
adopted retroactively to the effective 
date of section 401(a)(9) and the reg- 
ulations thereunder. See Question 
and Answer A-4 of $ 1. 401(a)(9)-1. 
However, distributions must satisfy 
the distribution requirements in sec- 
tion 401(a)(9) and the regulations 
thereunder in operation beginning 
with calendar year 1985 notwith- 
standing the absence of plan provi- 
sions. 

AMENDMENT OF IRAs 

In general, the minimum distribu- 
tion rules in section 401(a)(9) and 
$1. 401(a)(9)-1 will apply to IRAs, 
beginning with calendar year 1985. 
The minimum distribution incidental 
benefit requirement in $1. 401(a)(9)-2 
will apply to distributions from 
IRAs, beginning with calendar year 
1989. The trust instrument or custo- 
dial agreement for an IRA with a 
favorable opinion letter need not be 
amended to provide the distribution 
rules in section 408(a)(6) and (b)(3) 
and these regulations until the later 
of December 31, 1988, or such time 
as the Commissioner prescribes. See 
Question and Answer B-5 of 
$1. 408-8. (The date prescribed by the 
Commissioner will be established af- 
ter the Service has published sample 
language for IRAs, including IRAs 
used for funding simplified employee 
pensions (SEPs), that, if adopted, 
will satisfy section 408(a)(6) and 

(b)(3). ) Existing IRAs or newly estab- 
lished IRAs, established by executing 
Form 5305 or Form 5305A may be 
the current (Rev. 11-83) editions of 
those forms until such time as the 
Commissioner prescribes. An I RA 
which does not have a favorable 
opinion letter and which is not estab- 
lished by executing Form 5305 or 
Form 5305A will satisfy section 
408(a)(6) and 408(b)(3) until the date 
as of which IRAs with a favorable 
opinion letter must be amended if 
such IRA contains the statutory pro- 
visions in section 401(a)(9) applicable 
to IRAs. Notwithstanding the ab- 
sence of trust provisions, Question 
and Answer B-5 of $1. 408-8 pro- 
vides that distributions must satisfy 
the additional distribution require- 
ments in 1. 408-8 in operation. 

RELIANCE ON THESE 
PROPOSED REGULATIONS 

Taxpayers may rely on these pro- 
posed regulations for guidance pend- 
ing the issuance of final regulations, 
Because these regulations are gener- 
ally effective for calendar years after 
1984, the Service will apply the ques- 
tions and answers in these proposed 
regulations in issuing determination 
letters, opinion letters, and other rul- 
ings and in auditing returns with 
respect to taxpayers and plans. If 
future guidance is more restrictive, 
such guidance will be applied without 
retroactive effect. 

INDEX FOR PROPOSED REGULATIONS 

The following index is provided to assist taxpayers in using these proposed regulations. 

$1. 401(a)(9)-1 Required distributions from trust and plans. 

A. In general. 

Plans subject to minimum distribution rules. 
Account balances and benefits subject to minimum distribution rules. 
Required plan provisions to reflect section 401(a)(9). 
Optional plan provisions. 
Absence of optional plan provisions. 
When plan must be amended for section 401(a)(9). 
Operational requirements before amendment. 
Disqualification of plan for failure to satisfy section 401(a)(9). 
B. Distributions commencing before death. 
General rules. 
Required beginning date: definition. 
Attainment of age 70Y~. 
Distributions before required beginning date. 
Distributions after death: after commencement before death. 
When distributions have begun: 

In general. 
Special rule for annuities. 

A-l. 
A-2 
A-3(a) 
A-3(b) 
A-3(c) 
A-4(a) 
A-4(b) &(c) 
A-5 

B-l 
B-2 
B-3 
B-3A 
B-4 

B-5(a) 
B-5(b) 
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C. Distribution commencing after an employee's death. 

General rules 
Five year rule: required distribution date. 
Commencement date for distribution to designated beneficiary under section 

401(a)(9)(B)(iii). 
Determination of distribution method: section 401(a)(9)(B)(ii) or (iii) and (iv). 
Distributions after death of spouse: distributions to spouse have not begun. 
When distributions have begun to spouse. 

D. Determination of designated beneficiary. 
Must there be an affirmative election. 
Beneficiary not beneficiary under the plan. 
Persons other than individuals as designated beneficiaries. 
Date for determination of designated beneficiary: 

Distributions commencing before death. 
Distributions commencing after death. 

Trust designated as beneficiary. 
Distributions commencing before death. 
Distributions commencing after death. 

E. Determination of life expectancy. 

Ages used to calculate life expectancy 
Distributions commencing before death. 
Distributions commencing after death. 

Mortality tables to be used. 
Multiple beneficiaries designated. 
Contingent beneficiaries designated. 
Changes in beneficiaries after date designated beneficiary determined. 
Recalculation of life expectancy: general rule. 
Determination of whether or not to recalculate life expectancy. 
How life expenctancies are recalculated. 

F. Determination of the amount which must be distributed each year 
Individual accounts 

General rules. 
Definition of distribution calendar year. 
Determination of first distribution calendar year. 

Credit carryforward for excess distributions. 
Annuity distributions: defined benefit plans. 
Distributions after death: at least as rapidly as before death. 
Annuity contract purchased from insurance company. 
Coordination with incidental benefit requirement. 
Valuation of individual account. 
Distribution of portion of benefit not vested. 
Distribution of accruals after required beginning date: Defined benefit plan. 

G. Rollovers and Transfers. 

Rollovers: 
Effect on distributing plan. 
Minimum required distribution: for purposes of section 402(a)(5)(G). 
Tax consequences to employee: roll over of minimum distribution. 
Effect on plan receiving rollover contribution. 

Transfer of benefit from one plan to another: 
Effect on transferre plan. 
Certain excise tax consequences. 
Effect on transferor plan. 

Spinoff, merger, or consolidation. 

H. Special rules. 

Employee is participant in more than one plan. 
Separate accounts (or segregated shares): 

General rules. 
Definition of separate account. 
Definition of segregated share. 

C-1 
C-2 
C-3 

C-4 
C-5 
C-6 

D-1 
D-2 
D-2A 

D-3 
D-4 

D-5 
D-6 

E-1 
E-2 
E-3&4 
E-5(a) 
E-5(b), (d)&(e) 
E-5(c), (e)&(f) 
E-6 
E-7 
E-8 

F-1 
F-1(b) 
F-1(b) 
F-2 
F-3 
F-3A 
F-4 
F — 4A 
F-5 
F-6 
F — 7 

G-1 
G-1A 
G-IB 
G-2 

G-3 
G-3A 
G-4 
G-5 

H-I 

H-2 
H-2A(a) 
H-2A(b) 
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Coordination with section 401(a)(11) and 417: 
Failure to consent to required distribution. 

Determination of spouse. 
Distribution of portion payable to an alternate payee under a QDRO. 
Distributions before retirement or normal retirement age: effect on 

qualification. 
Distribution of an annuity contract. 
Distribution to an estate or trust. 
Coordination with section 411(d)(6): 

Elimination of optional form of benefit. 
Coordination with section 401(a)(4) 

I. Transitional rules. 

Date distributions required. 
Distributions before death: 

First distribution calendar year. 
Determination of minimum required amount for 1985 through 1987. 
Special rule for certain life annuities. 
Special rules for years after 1987. 

Distributions after death: 
General rule. 
Certain distributions treated as begun. 
First distribution calendar year. 
Determination of minimum required amount for 1985 through 1987. 
Special rule for certain life annuities. 
Special rules for years after 1987. 
Date for election by spouse concerning recalculation of life expectancy. 
Date for election by beneficiary concerning five-year rule. 
Five year rule: required distribution date 

Rollovers in 1985, 1986, or 1987 of minimum distribution: special rules. 
Transfers in 1985, 1986, or 1987: special rules. 
"H R-10 plans" (" Keogh plans" ) 

Distribution requirements for 1984. 
Credit carry forward for distributons before 1985. 

J. Elections under section 242(bj(2j of TEFRA. 
General rules. 
Effect of transfer of benefits on election. 
Effect of rollover on election. 
Revocation of an election. 
Effect of transitional rules on election. 

$1. 401(a)(9)-2 Minimum distribution incidental benefit requirements. 

General principles. 
Operational requirements. 
Rules for years before 1989. 
Rules for years after 1988: 

General provisions. 
Individual accounts. 

Period certain annuities without a life contingency. 
Life (or joint and survivor) annuity. 
Special rule if spouse is a beneficiary. 

Special rule for annuities commencing or distributed before 1989. 
Special rule for distributions under section 242(b) election. 
Coordination with section 411(d)(6): Elimination of optional form of benefit. 
Application to distributions to alternate payee under a QDRO. 

H-3 
H-3A 
H-4 
H-5 

H-6 
H-7 

H-8 
H-9 

1-2 
I-3 
1-4 
1-5 

I-6(a) 
1-6(b), (c)&(d) 
I — 7 
1-8 
1-9 
I-10 
1-11 
1-12 
1-13 
1-14 
1-15 

1-16 
1-17 

J-1 
J-2 
J-3 
J-4 
J-5 

Q&A-1 
Q&A-1A 
Q&A-2 

Q&A-3 
Q&A-4 
Q&A-5 
Q&A-6 
Q&A-7 
Q&A-8 
Q&A-9 
Q&A-10 
Q&A-11 

(1. 403(b)-2 Required distributions from annuity contracts purchased or custodial accounts 
or retirement income accounts established by 501(c)(3) organizations or public schools. 

General rules. Q&A-I 
Grandfather of benefits accrued before 1/1/87. Q&A-2 
Application of incidental benefit requirement to grandfathered benefit. Q&A-3 

$1. 408-8 Distribution requirements for individual retirement plans. 
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A. General rules. 

Application of section 401(a)(9) distribution requirements to IRAs. 
Distribution requirements for simplified employee pensions. 
Definition of required beginning date for IRAs. 
Operational requirements for qualification. 
Election by beneficiary of IRa to treat inherited IRA as own IRA. 
Determination of account balance. 
Effect of a rollover of distribution from an IRA or a qualified plan. 
Effect of a transfer from one IRA to another. 
Transfer from a qualified plan to an IRA which does not qualify to be a 

rollover. 

B. Effective Date and transition rules. 

Effective date for IRA distribution rules. 
Before death transition rules. 

Required date for making 1985, 1986, and 1987 distributions. 
First distribution calendar year. 
Special rule for certain annuities. 
Determination of amount required for 1985, 1986, and 19878. 
Special rules for years after 1987. 

After death transition rules. 
Determination of rules which apply: 4012(a)(9)(B)(ii) or (iii) and (iv). 
Required date for making 1985, 1986, and 1987 distributions. 
First distribution calendar year. 
Special rule for certain annuities. 
Determination of amount required for 1985, 1986, and 1987. 
Special rules for years after 1987. 
Date for election by spouse concerning recalculation of life expenctancy. 
Date for election by beneficiary concerning five-year rule. 
Five year rule: required distribution date. 

Amendment of trust instrument. 
Effective date of incidental benefit requirement for IRAs. 
Distribution requirements for IRAs for 1984. 

$54. 4974-2 Excise tax on accumulations in qualified retirement plans. 

General provisions. 
Definition of qualified retirement plan. 
Determination of minimum required distribution for individual accounts. 
Determination of minimum required distribution for distribution in form of 

annuity. 
Permissible annuity distribution option. 
Impermissible annuity distribution option. 

Minimum required distribution after year remaining balance is required to be 
distributed. 

Distributions from eligible deferred compensation plan (as defined in section 
457(b)). 

Amount required to be distributed on required beginning date: year tax 
imposed. 

Effective date. 
Waiver of excise tax. 

A-I 
A — 2 
A-3 
A-3A 
A-4 
A — 5 

A — 6 
A-7 
A-8 

B-I 

B-2 
B-2(b), (c), (d) 
B-2(e) 
B-3 
B-4 

B-5 
B-6(a) 
B-6(a) 
B-6(b) 
B — 7 
B-8 
B-9 
B — 10 
B-11 
B-12 
B-13 
B-14 

Q&A-I 
Q&A-2 
Q&A-3 
Q&A-4 

Q&A-4(a) 
Q&A-4(b) 
Q&A-3A 

Q&A-5 

Q&A-6 

Q&A-7 
Q&A-8 

SPECIAL ANALYSES 

The Commissioner of Internal Rev- 

enue has determined that this pro- 
posed rule is not a major rule as 
defined in Executive Order 12291 and 

that a regulatory impact analysis is 

not required. 

Although this document is a notice 

of proposed rulemaking which solicits 
public comments, the Internal Reve- 
nue Service has concluded that the 
regulations proposed herein are inter- 
pretative and that the notice and 
public procedure requirements of 5 
U. S. C. 553 do not apply. Accord- 
ingly, these proposed reLtdations do 
not constitute regulations subject to 

the Regulatory Flexibility Act (5 
U. S, C. chapter 6). 

COMMENTS AND REQUESTS 
FOR A PUBLIC HEARING 

Before adopting these proposed 
regulations, consideration will he 
given to any written comment~ that 
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are submitted (preferably eight cop- 
ies) to the Commissioner of Internal 
Revenue. All comments will be avail- 
able for public inspection and copy- 
ing. A public hearing will be held 
upon written request to the Commis- 
sioner by any person who has sub- 
mitted comments. If a public hearing 
is held, notice of the time and place 
will be published in the FEDERAL 
REGISTER. The collection of infor- 
mation requirements contained herein 
have been submitted to the Office of 
Management and Budget (OMB) for 
review under section 3504(h) of the 
Paperwork Reduction Act. Com- 
ments on the requirements should be 
sent to the Office of Information and 
Regulatory Affairs, of OMB, Atten- 
tion: Desk Officer for Internal Reve- 
nue Service, New Executive Office 
Building, Washington, D. C. 20503. 
The Internal Revenue Service requests 
persons submitting copies of the 
comments to OMB also to send cop- 
ies of the comments to the Service. 

Proposed amendments to the 
regulations 

The proposed amendments to 26 
CFR Parts 1 and 54 are as follows: 

INCOME TAX REGULATIONS 
(26 CFR Part 1) 

Paragraph 1. The authority cita- 
tion for Part 1 is amended by adding 
the following citation: 

Authority: 26 U. S. C. 7805***Sec- 
tion 1. 401(a)(9)-1 is also issued under 
26 U. S. C. )$401(a)(9), 408(a)(6), 
408(b)(3), and 403(b)(10). Section 
1. 408-8 is also issued under 26 
U. S. C. (tj408(a)(6) and 408(b)(3). 
Section 1. 403(b)-2 is also issued un- 
der 26 U. S. C. 403(b)(10). 

Par. 2. Section 1. 401(a)-1 is 
amended by adding a new paragraph 
(c) to read as follows: 

$1. 401(a)-1 Post-ERISA qualified 
plans and qualified trusts; in general. 

(c) Incidental death benefit re- 
quirement. In order for a pension, 
stock bonus, or profit-sharing 
plan to be a qualified plan under 
section 401(a), distributions under 
the plan must satisfy the incidental 
death benefit requirement. Section 
1. 401-1(b)(1), a pre-ER ISA regula- 

ity contracts or custodial acc counts 
described in section 403(b) and s« 
51. 408-8 for the distribution ru es 

applicable to individual retirement 
plans described in section 408. 
also section 457(d)(2)(A) for distribu- 
tion rules applicable to certain de- 

ferred compensation plans. 
A-2. Q. Which employee account 

balances and benefits held under 
qualified trusts and plans are subject 
to the distribution rules of section 
401(a)(9) of the Internal Revenue 
Code of 1986 and section 401(a)(9) 
of the Internal Revenue Code of 
1954, as amended? 

A. The distribution rules of section 
401(a)(9) of the Internal Revenue 
Code of 1986 and 401(a)(9) of the 
Internal Revenue Code of 1954, as 
amended, apply to all account bal- 
ances and benefits in existence on or 
after January 1, 1985. The new rules 

apply to such balances and benefits 
even though the employee has retired 
or died, or distributions have com- 
menced prior to that time. However, 
section 521(e)(4) and (5) of TRA of 
1984 provided delayed effective dates 
for governmental plans and plans 
maintained pursuant to collective bar- 

gaining agreements. Also see J-1 
through J-5 concerning designations 
made pursuant to section 242(b)(5) of 
the Tax Equity and Fiscal Responsi- 
bility Act of 1982 (TEFRA). 

A-3. Q. What specific provisions 
must a plan contain in order to 
satisfy section 401(a)(9)? 

A. (a) Required provisions. In or- 

der to satisfy section 401(a)(9), the 

plan must include several written pro- 
visions reflecting section 401(a)(9). 
First, the plan must generally set 

forth the statutory rules of section 

401(a)(9), including the incidental 
death benefit requirement in section 

401(a)(9)(G). Second, the plan must 

provide that distributions will be 

made in accordance with the regula- 

tions under section 401(a)(9), includ- 

ing $1. 401(a)(9)-2. The plan docu- 
ment must also provide that the 

provisions reflecting section 401(a)(9) 
override any distribution options in 

the plan inconsistent with section 
401(a)(9). Finally, the plan must in- 

clude any other provisions reflecting 
section 401(a)(9) as are prescribed by 

the Commisstoner 

(b) Optional provisions. The plan 
may also include written provisions 
regarding any optional provisions 

tion, and $1. 401(a)(9)-2 provide rules 
applicable to this requirement. 

Par. 3. There are added 
($1. 401(a)(9)-1 and 1. 401(a)(9)-2 af- 
ter $1. 401(a)-2 to read as follows: 
$1. 401(a)(9)-1 Required distributions 

from trusts and plans. 
The following questions and an- 

swers relate to the distribution rules 
for qualified plans provided in sec- 
tion 401(a)(9) of the Internal Revenue 
Code of 1986 and section 401(a)(9) 
of the Internal Revenue Code of 
1954, as amended by section 521 of 
the Tax Reform Act of 1984 (Pub. 
L. 98-369) (TRA of 1984) and by 
section 1121 and 1852 of the Tax 
Reform Act of 1986 (TRA of 1986) 
(Pub. L. 99-514): 

Table of Contents 

A. In general. 
B. Distributions commencing be- 

fore an employee's death. 
C. Distributions commencing after 

an employee's death. 
D. Determination of the desig- 

nated beneficiary. 
E. Determination of life expect- 

ancy. 
F. Determination of the amount 

which must be distributed each year. 
G. Rollovers and transfers. 
H. Special rules. 
I. Transitional rules. 
J. Election under section 242(b)(2) 

of TEFRA. 

A. In General 

A-1. Q. What plans are subject to 
the new distribution rules in section 
401(a)(9) of the Internal Revenue 
Code of 1986, as amended by section 
521 of the Tax Reform Act of 1984, 
and by sections 1121 and 1852 of the 
Tax Reform Act of 1986, and the 
regulations thereunder? 

A. All stock bonus, pension, and 
profit-sharing plans qualified under 
section 401(a) and annuity contracts 
described in section 403(a) are subject 
to the distribution rules in section 
401(a)(9) of the Internal Revenue 
Code of 1986 and section 401(a)(9) 
of the Internal Revenue Code of 
1954 as amended by section 521 of 
the Tax Reform Act of 1984 (TRA 
of 1984), and by sections 1121 and 
1852 of the Tax Reform Act of 1986 
(TRA of 1986) and the regulations 
thereunder. See (1. 403(b)-2 for the 
distribution rules applicable to annui- 
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governing plan distributions that do 
not conflict with section 401(a)(9) 
and the regulations thereunder. 

(b) Absence of optional provisions. 
(I) Plan distributions will be required 
to be made under the default provi- 
sions set forth in this section unless 
the plan document contains optional 
provisions that override such default 
provisions. (2) For example, if distri- 
butions have not commenced to the 
employee at the time of the employ- 
ee's death, distributions after the 
death of an employee are to be made 
automatically in accordance with the 
default provisions in C-4(a) unless 
the plan either (i) specifies in accor- 
dance with C-4(b) the method under 
which distributions will be made or 
(ii) provides for elections by the 
employee (or beneficiary) (in accor- 
dance with C-4(c)) and such elections 
are made by the employee or benefi- 
ciary. (3) Similarly, life expectancies 
of employees and spouses of employ- 
ees automatically will be recalculated 
pursuant to E-7(a) unless the plan 
either (i) specifies in accordance with 
E-7(b) that life expectancies of em- 
ployees and spouses of employees 
will not be recalculated or (ii) pro- 
vides for elections by the employee 
(or spouse) in accordance with E-7(c) 
(in which case life expectancy will 

not be recalculated if there is such an 
election or if a plan default provision 
so provides). 

A-4. Q. When must plans be 
amended to satisfy section 401(a)(9) 
and how must they operate prior to 
such amendment? 

A. (a) Form requirements before 
1989. A plan will not be disqualified 
solely because it is not amended for 
section 401(a)(9) and the regulations 
thereunder prior to the end of the 
amendment period contained in sec- 
tion 1140 of TRA of 1986 if the plan 
amendments are adopted retroactively 
to the effective date of section 
401(a)(9) and the regulations thereun- 
der. 

(b) Operational requirements be- 

fore 1989. For plan years beginning 
in calendar years after 1984, a plan 
must satisfy section 401(a)(9) and the 
applicable regulations in operation in 

order to meet the qualification re- 

quirements of section 401(a). There- 
fore, distributions for calendar years 
after 1984 must be made in accor- 
dance with the provisions of section 

401(a)(9) and the regulations thereun- 

der notwithstanding any provisions of 
the plan to the contrary. For plan 

years before the plan year in which 

the plan is required to be amended 

pursuant paragraph (a), the plan will 

not fail to satisfy either the require- 

ment that a plan be operated in 

accordance with its terms or the 
requirement that a pension plan pro- 
vide definitely determinable benefits 

(or the requirement that a profit- 
sharing plan provide a definite prede- 
termined formula for distributing the 
funds accumulated under the plan) 
merely because distributions are made 

to comply with section 401(a)(9) and 
the regulations thereunder rather than 
in accordance with the terms of the 
plan. 

(c) Default provisions. For calen- 
dar years ending in plan years before 
the plan year in which the plan is 
required to be amended pursuant to 
paragraph (a), notwithstanding 
A-3(b), a plan will not be subject to 
the default provisions in this section 
if benefits are distributed in accor- 
dance with this section in a reason- 
able and consistent manner. For ex- 
ample, for purposes of determining 
pursuant to C-4 whether the five- 
year rule in section 401(a)(9)(B)(ii) or 
the exception to the five-year rule in 
section 401(a)(9)(B)(iii) and (iv) ap- 
plies, a plan does not have to make 
distributions in accordance with the 
default provisions in C-4(a) if the 
plan administrator establishes a con- 
sistent policy of either (I) distributing 
benefits under one method or the 
other or (2) distributing benefits pur- 
suant to an election by an employee 
or beneficiary (or in the absence of 
an election under one method or the 
other). Similarly, for purposes of 
determining whether or not the life 
expectancies of an employee and the 
employee's spouse will be recalcu- 
lated pursuant to section 401(a)(9)(D) 
and E-7, a plan does not have to 
recalculate life expectancies of em- 
ployees or their spouses if the plan 
administrator establishes a policy of 
either not recalculating such life ex- 
pectancies or of allowing elections by 
employees or spouses. In the latter 
case, a plan does not have to recalcu- 
late the employee or the employee's 
spouse's life expectancy if the em- 
ployee or spouse elects not to recal- 
culate life expectancy (or in the ab- 
sence of an election, of not recal- 
culating life expectancies). Howeever, 

if a plan administrator adots a polic~ 
of not distributing in accordance with 

one of the default provisions, when 

the plan is amended to comply with 

section 401(a)(9), the amendment 
must be consistent with the policy 
established. 

A-5. Q. To what extent will a 
plan be treated as failing to satisfy 
the qualification requirements of sec- 
tion 401(a) if the plan in operation 
fails to make distributions in accor- 
dance with section 401(a)(9)? 

A. A plan will not satisfy the 
qualification requirements of section 
401(a) with res pect to a plan year 
unless all distributions required under 
section 401(a)(9) are made for the 
calendar year ending with or within 
such plan year. Notwithstanding the 
preceding sentence, for plan years 
beginning after December 31, 1988, a 
plan will not fail to satisfy the 
qualification requirements of section 
401(a) because there are isolated in- 

stances when the minimum distribu- 
tion requirements of section 401(a)(9) 
are not satisfied in operation. How- 
ever, a pattern or regular practice of 
failing to meet the minimum distribu- 
tion requirements of section 401(a)(9) 
with respect to one or more employ- 
ees will not be considered an isolated 
instance even if each instance is de 
minimis. 

B. Distributions commencing before 
an employee's death. 

B-1. Q. In the case of distribu- 
tions before an employee's death, 
how must the employee's entire inter- 
est be distributed in order to satisfy 
section 401(a)(9)(A)? 

A. (a) In order to satisfy section 
401(a)(9)(A), the entire interest of 
each employee (I) must be distributed 
to such employee not later than the 
required beginning date, or (2) must 
be distributed, beginning not later 
than the required beginning date, 
over the life of such employee or 
over the lives of such employee and 
the designated beneficiary (or over a 
period not extending beyond life ex- 
pectancy of such employee or the 
joint life and last survivor expectancy 
of such employee and the designated 
beneficiary). 

(b) See B-2 and B-3 for the defi- 
nition of required beginning date. See 
D-I through D-4 for the determina- 
tion of the designated beneficiary of 
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the employee. See E-1 and E-3 
through E-8 for the rules for calcu- 
lating the life expectancy of the em- 
ployee (and the designated benefi- 
ciary). See F-1 through F-7 for the 
rules for determining the amount of 
the minimum distribution to be made 
each year. 

B-2. Q. For purposes of section 
401(a)(9)(C), what does the term "re- 
quired beginning date" mean? 

A. (a) For an employee who at- 
tains age 70 1/2 after December 31, 
1987 (i. e. , age 70 after June 30, 
1987), the term "required beginning 
date" means April 1 of the calendar 
year following the calendar year in 
which the employee attains age 
70 1/2. 

(b) For an employee who attains 
age 70 1/2 before January 1, 1988 
(i. e. , age 70 before July 1, 1987) and 
is not a "5-percent owner" (as de- 
fined in paragraph (d)), the term 
"required beginning date" means 
April 1 of the calendar year follow- 
ing the later of (1) the calendar year 
in which the employee attains age 
70 1/2 or (2) the calendar year in 
which the employee retires. 

(c) For an employee who attains 
age 70 1/2 before January 1, 1988 
and is a "5-percent owner" (as de- 
fined in paragraph (d)), the term 
"required beginning date" means 
April 1 of the calendar year follow- 
ing the later of (1) the calendar year 
in which the employee attains age 70 
1/2, or (2) the earlier of (i) the 
calendar year with or within which 
ends the plan year in which the 
employee becomes a "5-percent 
owner, " or (ii) the calendar year in 
which the ermployee retires. 

(d)(1) An employee is treated as a 
"5-percent owner" for purposes of 
this Q&A, if such employee is a 
"5-percent owner" (as defined in 
section 416(i)) at any time during the 
plan year ending with or within the 
calendar year in which such owner 
attains age 66 1/2 or any subsequent 
plan year. Once an employee is de- 
scribed in this subparagraph, distri- 
butions must continue to such em- 
ployee even if such employee ceases 
to own more than 5 percent of the 
employer in a subsequent year. 

(2) The determination of whether 
or not an employee is a 5-percent 
owner will be made in accordance 
with section 416 but will be made 
without regard to whether the plan is 

top-heavy. 

(3) An employee's required begin- 

ning date is determined under para- 
graph (c) if the employee is a 5- 

percent owner during any plan year 
beginning after December 31, 1979. 
For example, if an employee attains 
age 66 1/2 within calendar year 1980 
and is a 5-percent owner during the 
plan year ending within calendar year 
1980, but is not a 5-percent owner at 
any time during any other plan year, 
the employee is considered a 5- 
percent owner and the employee's 
required beginning date is determined 
under paragraph (c) and this para- 
graph. 

-' B-3. Q. When does an employee 
attain age 70 1/2? 

A. An employee attains age 70 1/2 
as of the date six months after the 
70th anniversary of the employee's 
birth. For example, if an employee's 
date of birth was June 30, 1919, the 
70th anniversary of such employee's 
birth is June 30, 1989. Such em- 
ployee attains age 70 1/2 on Decem- 
ber 30, 1989, Consequently, such 
employee's required beginning date is 
April 1, 1990. However, if the em- 
ployee's date of birth was July 1, 
1919, the 70th anniversary of such 
employee's birth would be July 1, 
1989. Such employee would then at- 
tain age 70 1/2 on January 1, 1990. 

B-3A. Q. Must distributions made 
before the employee's required begin- 
ning date satisfy section 401(a)(9)? 

A. Lifetime distributions made be- 
fore the employee's required begin- 
ning date for calendar years before 
the employee's first distribution cal- 
endar year, as defined in F-l, need 
not be made in accordance with 
section 401(a)(9). However, if distri- 
butions commence under a particular 
distribution option, such as in the 
form of an annuity, before the em- 
ployee's required beginning date for 
the employee's first distribution cal- 
endar year, the distribution option 
will fail to satisfy section 401(a)(9) at 
the time distributions commence if, 
under the particular distribution op- 
tion, distributions to be made for the 
employee's first distribution calendar 
year or any subsequent distribution 
calendar year will not satisfy section 
401(a)(9). 

B-4. Q. If distributions have be- 
gun to an employee before the em- 
ployee's death (in accordance with 
section 401(a)(9)(A)(ii)), how must 

distributions be made after an em- 
ployee's death? 

A. Section 401(a)(9)(B)(i) provides 
that if the distribution of the employ- 
ee's interest has begun in accordance 
with section 401(a)(9)(A)(ii) and the 
employee dies before his entire inter- 
est has been distributed to him, the 
remaining portion of such interest 
must be distributed at least as rapidly 
as under the distribution method be- 

ing used under section 401(a)(9)(A)(ii) 
as of the date of his death. As 
explained further in D-3, in the case 
of distributions which began before 
the employee's death and which are 
being paid over the lives of the 
employee and a designated benefi- 
ciary (or over a period not exceeding 
the joint life and last survivor expect- 
ancy), the designated beneficiary 
whose life or life expectancy was 
being used to determine the period 
described in section 401(a)(9)(A)(ii) 
must be the beneficiary of such re- 
maining portion unless otherwise pro- 
vided in E-5. 

B-5. Q. For purposes of section 
401(a)(9)(B), when are distributions 
considered to have begun to the 
employee in accordance with section 
401(a)(9)(A)(ii)? 

A. (a) General rule. Except as pro- 
vided in paragraph (b), distributions 
are treated as having begun to the 
employee in accordance with section 
401(a)(9)(A)(ii) on the employee's re- 

quired beginning date, even though 
payments may actually have been 
made before that date. For example, 
if employee A upon retirement in 

1990 at age 65 1/2 begins receiving 
installment distributions from a 
profit-sharing plan over a period not 
exceeding the joint life and last survi- 

vor expectancy of A and A's benefi- 

ciary, benefits are not treated as 

having begun in accordance with sec- 

tion 401(a)(9)(A)(ii) until April 1, 
1986 (the April 1 following the calen- 

dar year in which A attains age 

70 1/2). Consequently, if such em- 

ployee dies before April 1, 1996 (A' s 

required beginning date), distribu- 

tions to be made after A's death 

must be made in accordance with 

section 401(a)(9)(B)(ii) or (iii) and 

(iv). This is the case even though the 

plan has distributed the minimum 

distribution for the first distribution 
calendar year (as defined in F-1) 
before A's death. 

(b) Annuities. If distributions irre- 
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vocablv (except for acceleration) 
commence to an employee on a date 
before the employee's required begin- 
ning date over a period permitted 
under section 401(a)(9)(A)(ii) and the 
distribution form is an annuity under 
which distributions are made in ac- 
cordance with the provisions of F-3 
(and if applicable F-4), distributions 
will be considered to have begun on 
the actual comencement date in ac- 
cordance with section 401(a)(9)(A)(ii) 
even if the employee dies before 
the employee's required beginning 
date. Thus, pursuant to section 
401(a)(9)(B)(i), after the employee's 
death, the remaining portion of the 
employee's interest must continue to 
be distributed at least as rapidly as 
under the method of distribution in 
effect as of the employee's date of 
death and the rules in section 
401(a)(9)(B)(ii) or (iii) and (iv) do not 
apply. See D-3 and E-I for special 
rules for determining the employee's 
designated beneficiary and for deter- 
mining life expectancy. 

(c) Crnss reference. See F-3A for 
rules for satisfying the requirement 
that the employee's remaining interest 
be distributed at least as rapidly as 
under the method being used under 
section 401(a)(9)(A)(ii) as of the date 
of the employee's death. 

C. Distributions cnmmencing after an 
employee 's death. 

C-1. Q. In the case in which an 
employee dies before distributions are 
treated as having begun to the em- 

ployee for purposes of section 
401(a)(9)(A)(ii), how must the em- 
ployee's entire interest be distributed 
in order to satisfy section 401(a)(9)? 

A. (a) In the case in which an 
employee dies before distributions are 
treated as having begun to an em- 

ployee in accordance with section 
401(a)(9)(A)(ii), section 401(a)(9)(B) 
provides two methods for distributing 
the employee's interest. In order to 
satisfy section 401(a)(9), distributions 
must be made under one of these two 
methods. The first method (the five- 

year rule in section 401(a)(9)(B)(ii)) 
requires that the entire interest of the 

employee be distributed within 5 

years of the employee's death regard- 
less of to whom or to what entity the 
distribution is made. The second 
method (the exception to the five- 

year rule in section 401(a)(9)(B)(iii)) 
requires that any portion of an em- 

ployee's interest which is payable to 
(or for the benefit of) a designated 
beneficiary be distributed, commenc- 

ing within one year of the employee's 
death, over the life of such benefi- 

ciary (or over a period not extending 
beyond the life expectancy of such 

beneficiary). Section 401(a)(9)(B)(iv) 
provides special rules where the des- 

ignated beneficiary is the surviving 

spouse of the. employee, including a 
special commencement date for distri- 
bution under section 401(a)(9)(B)(iii) 
to the surviving spouse. 

(b) See C-2 to determine when 

the five-year period in section 
401(a)(9)(B)(ii) ends. See C-3 to de- 
termine when distribution under the 
exception to the five-year rule in 

section 401(a)(9)(B)(iii) and (iv) must 
commence. See C-4 for the rules for 
determining which of the methods 
described in paragraph (a) applies. 
See D-l, D-2, and D-4 in order to 
determine the designated beneficiary 
under section 401(a)(9)(B)(iii) and 
(iv). See E-2 through E-8 for the 
rules for calculating the designated 
beneficiary's life expectancy. See F-I 
through F-7 for the rules for deter- 
mining the amount of the minimum 
distribution to be distributed each 
year. 

C-2. Q. As of what date must the 
employee's entire interest be distrib- 

uted in order to satisfy the five-year 

rule in section 401(a)(9)(B)(ii)? 
A. In order to satisfy the five-year 

rule in section 401(a)(9)(B)(ii), the 

employee's entire interest must be 

distributed as of December 31 of the 
calendar year which contains the fifth 
anniversary of the date of the em- 

ployee's death. For example, if an 

employee dies on January I of 1990, 
the entire interest must be distributed 

by December 31, 1995, in order to 
satisfy the five-year rule in section 

401(a)(9)(B)(ii). 

C-3. Q. When are distributions re- 
quired to commence in order to 
satisfy the exception to the five-year 
rule in section 401(a)(9)(B)(iii) and 
(iv)? 

A. (a) Nnnspnuse beneficiary. In 
order to satisfy the rule in section 
401(a)(B)(iii) (the exception to the 
five-year rule for nonspouse benefi- 
ciaries), if the designated beneficiary 
is not the employee's surviving 
spouse, distributions must commence 

on or before December 31 of the 

calendar year immediately following 

the calendar year in which the em- 

ployee died. This rule also applies to 
the distribution of the entire remain- 

ing benefit if, as of the employee's 

date of death, an individual is desig- 

nated as a beneficiary in addition to 
the employee's surviving spouse. See 
H-2 and H-2A, however, if the 

employee's benefit is divided intc 

separate accounts (or segregated 
shares, in the case of a defined 
benefit plan). 

(b) Spousal beneficiary, In order 
to satisfy the rule in section 
401(a)(9)(B)(iii) and (iv), if the desig- 
nated beneficiary is the employee's 
surviving spouse, distributions must 
comence on or before the later of (I) 
December 31 of the calendar year 
immediately following the calendar 
year in which the employee died and 
(2) December 31 of the calendar year 
in which the employee would have 
attained age 70 I/2. 

C-4. Q. How is it determined 
whether the five-year rule in section 
401(a)(9)(B)(ii) or the exception to 
the five-year rule in section 
401(a)(9)(B)(ii) or the exception to 
the five-year rule in section 
401(a)(9)(B)(iii) and (iv) applies to a 
distribution? 

A. (a) Nn plan provision. If a plan 
does not adopt an optional provision 
specifying the methods of distribution 
after the death of an employee, dis- 
tribution must be made as follows: 

(I) In the cae in which the surviv- 
ing spouse of an employee is a 
beneficiary of the employee, distribu- 
tions are to be made in accordance 
with the exception to the five-year 
rule in section 401(a)(9)(B)(iii) and 
(iv). 

(2) In all other cases, distributions 
are to be made in accordance with 
the five-year rule in section 
401(a)(9)(B)(ii). 

(b) Opti nnal methods. The plan 
may adopt a provision specifying 
which of the two methods apply to 
distributions after the death of an 
employee. For example, the plan may 
specify that distribution in every case 
will be made in accordance with the 
exception to the five-year rule in 
section 401(a)(9)(B)(iii) and (iv). Fur- 
ther, a plan need not have the same 
method of distribution for the bene- 
fits of all employees, e. g. , a plan 
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may have one method of distribution 
for benefits of employees whose ben- 
eficiaries are not surviving spouses 
and another method of distribution 
for the benefits of employees whose 
beneficiaries are suviving spouses, so 
long as there is a single method with 

respect to the benefit of each em- 

ployee. (If an employee's benefit is 

divided into separate accounts, see 
H-2 and H-2A). 

(c) Employee elections. A plan 
may adopt a provision that permits 
employees (or beneficiaries) to elect 
on an individual basis whether 
the five-year rule in section 
401(a)(9)(B)(ii) or the exception to 
the five-year rule in section 
401(a)(9)(B)(iii) and (iv) applies to 
distributions. In operation, such an 
election must be made no later than 
the earlier of (1) December 31 of the 
calendar year in which distribution 
would be required to commence in 
order to satisfy the requirements for 
the exception to the five-year rule in 
section 401(a)(9)(B)(iii) and (iv) (see 
C-3 for the determination of such 
calendar year), or (2) December 31 of 
the calendar year which contains the 
fifth anniversary of the date of death 
of the employee. As of such date, the 
election must be irrevocable with re- 
spect to the beneficiary (and all sub- 
sequent beneficiaries) and must apply 
to all subsequent years. If a plan 
provides for elections, the plan may 
also specify, pursuant to paragraph 
(b), which method of distribution 
applies if neither the employee nor 
the beneficiary makes the election. If 
neither the employee nor the benefi- 
ciary elects a method and the plan 
does not specify which rules applies, 
distribution must be made in accor- 
dance with paragraph (a). 

(d) Other requiremen(s. A plan 
must satisfy other distribution re- 
quirements under the Code. For ex- 
ample, plan distributions must satisfy 
the survivor annuity requirements of 
sections 401(a)(11) and 417, except as 
otherwise provided in this section. 
These requirements may mandate a 
particular method of distribution to a 
surviving spouse. Any plan provision 
described in paragraphs (b) and (c), 
or method of distribution elected 
pursuant to paragraph (c), must sat- 
isfy these other distribution rules. 

C-5. Q. If the employee's surviv- 

ing spouse is the employee's desig- 
nated beneficiary and such spouse 

dies after the employee, but before 
distributions have begun to the 
surviving spouse under section 
401(a)(9)(B)(iii) and (iv), how is the 
employee's interest to be distributed? 

A. Pursuant to section 
401(a)(9)(B)(iv)(II), if the surviving 
spouse dies after the employee, 
but before distributions to such 
spouse have begun under section 
401(a)(9)(B)(iii) and (iv), the five-year 
rule in section 401(a)(9)(B)(iii) and 
the exception to thefive-year rule in 
section 401(a)(9)(B)(iii) are to be ap- 
plied as if the surviving spouse were 
the employee. In applying this rule, 
the date of death of the surviving 
spouse shall be substituted for the 
date of the death of the employee. 
However, in such case, the rules 
in section 401(a)(9)(B)(iv) are not 
available to the surviving spouse 
of the deceased employee's surviving 
spouse. 

C-6. Q. For purposes of section 
401(a)(9)(B)(iv)(II), when are distribu- 
tions considered to have begun to the 
surviving spouse? 

A. (a) General rule. Except as oth- 
erwise provided in paragraph (b), 
distributions are considered to have 
begun to the surviving spouse of an 
employee, for purposes of section 
401(a)(9)(B)(iv)(II), on the date, de- 
termined in accordance with C-3, on 
which distributions are required to 
commence to the surviving spouse, 
even though payments have actually 
been made before that date. See 
paragraph (b) for special rule for 
annuities. 

(b) Annuity. If distributions com- 
mence irrevocably (except for acceler- 
ation) to the surviving spouse of an 
employee over a period permitted 
under section 401(a)(9)(B)(iii)(ll) be- 
fore the date on which distributions 
are required to commence and the 
distribution form is an annuity under 
which distributions are made as of 
the date distributions commence in 

accordance with the provisions of 
F-3 (and F-4 if applicable), distribu- 
tions will be considered to have be- 
gun on the actual commencement 
date for purposes of section 
401(a)(9)(B)(iv)(I I). Consequently, in 
such case, section 401(a)(9)(B)(ii) and 
(iii) will not apply upon the death of 
the surviving spouse as though the 
surviving spouse were the employee 
even if the spouse dies before the 
date, determined in accordance with 

C — 3, on which distributions are re- 
quired to commence to the surviving 
spouse. Instead, the annuity distribu- 
tions must continue to be made, in 

accordance with the provisions of 
F-3 or F-4, at least as rapidly as 
under the method of distribution be- 

ing used as of the date of the 
surviving spouse's death. The rules of 
F-3A shall apply in determining 
whether distributions are being made 
at least as rapidly as under the 
method of distribution being used as 
of the date of the surviving spouse's 
death. 

D. Determination of the designated 
beneficiary. 

D-1. Q. Must an employee (or the 
employee's spouse) make an affirma- 
tive election specifying a beneficiary 
for a person to be a designated bene- 
ficiary under section 401(a)(9)(E)? 

A. No. A person's status as desig- 
nated beneficiary is not dependent 
upon being selected by an employee 
(or by the employee's surviving 
spouse, in the case of certain 
distributions under section 
401(a)(9)(B)(iv)(II)). Thus, for exam- 
ple, if the terms of the plan specify 
the beneficiary, then whoever is so 
specified is the designated beneficiary 
and is treated for purposes of section 
401(a)(9) as having been designated 
by the employee (or the employee's 
surviving spouse). The choice of ben- 
eficiary is subject to the requirements 
of sections 401(a)(11), 414(p), and 
417. 

D-2. Q. May an individual who is 

not designated as a beneficiary under 
the plan be considered a designated 
beneficiary for purposes of determin- 
ing the minimum distribution re- 
quired under section 401(a)(9)? 

A. (a)(1) Except to the extent pro- 
vided in E-5 with respect to former 
beneficiaries, designated beneficiaries 
are only individuals who are desig- 
nated as beneficiaries under the plan. 
An individual may be designated as a 
beneficiary under the plan either by 
the terms of the plan or, if the plan 
provides, by an affirmative election 
by the employee (or the employee's 
surviving spouse) specifying the bene- 
ficiary. A beneficiary designated as 
such under the plan is an individual 
who is entitled to a portion of an 
employee's benefit, contingent on the 
employee's death or another specified 
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event. For example, if a distribution 
is in the form of a joint and survivor 
annuity over the life of the employee 
and another individual, the plan does 
not satisfy section 401(a)(9) unless 
such other individual is a designated 
beneficiary under the plan. A desig- 
nated beneficiary need not be speci- 
fied by name in the plan or by the 
employee to the plan in order to be a 
designated beneficiary so long as the 
individual who is to be the benefi- 
ciary is identifiable under the plan as 
of the employee's required beginning 
date, or as of the date of the em- 
ployee's death (in the case of distri- 
butions governed by section 
401(a)(9)(B)(iii) and (iv)), and at all 
subsequent times. The members of a 
class of beneficiaries capable of ex- 
pansion or contraction will be treated 
as being identifiable if it is possible 
at the applicable time to identify the 
class member with the shortest life 
expectancy. The fact that an employ- 
ee's interest under the plan passes to 
a certain individual under applicable 
state law does not make such individ- 
ual a designated beneficiary unless 
such individual is designated as a 
beneficiary under the plan. 

(2) This paragraph (a) is illustrated 
by the following example. 

Example. Employee X attains age 70 1/2 in 

calendar year 1990. As of April 1, 1991, X 
designates as his beneficiaries under the plan 

his spouse and his children. X does not specify 
them by name. Even though X did not specify 

his spouse and his children by name, they are 

identifiable based on their relationship to X as 

of his required beginning date. Further, it is 

irrelevant that additional children of X may be 

born after his required beginning date and 

thus that the class of beneficiaries is capable 

of expansion. 

(b) See E-5 for the rules which 

apply if there is a change in benefi- 

ciaries under the plan with respect to 
an employee. 

D-2A. Q. May a person other 

than an individual be considered to 
be a designated beneficiary for pur- 

poses of section 401(a)(9)? 
A. (a) No. Only individuals may 

be designated beneficiaries for pur- 

poses of section 401(a)(9). A person 

who is not an individual, such as the 

employee's estate, may not be a 

designated beneficiary. However, see 

D-5 and D-6 for special rules which 

apply to trusts. 

(b) Except as otherwise provided in 

D-5, D-6, and E-5(e)(1), if a person 

other than an individual is designated 

as a beneficiary of an employee's 

benefit, the employee will be treated 

as having no designated beneficiary 

for purposes of section 401(a)(9). In 

such case, distribution under section 

401(a)(9)(A)(ii) must be made over 

the employee's life or over a period 

not exceeding the employee's life ex- 

pectancy. Further, in such case, if 
upon the employee's death section 

401(a)(9)(B)(i) does not apply, distri- 

bution must be made in accordance 
with the 5-year rule in section 
401(a)(9)(B)(11). 

D-3. Q. For purposes of calculat- 

ing the distribution period described 
in section 401(a)(9)(A)(ii) (for distri- 

butions before death), when is the 
designated beneficiary determined? 

A. (a) General rule required begin- 

ning date. For purposes of calculat- 

ing the distribution period described 
in section 401(a)(9)(A)(ii) (for distri- 
butions before death), except as oth- 
erwise provided in paragraphs (b) 
through (d), the designated benefi- 
ciary will be determined as of the 
employee's required beginning date. 
If, as of that date, there is no 
designated beneficiary under the plan 
to receive the employee's benefit 
upon the employee's death, the distri- 
bution period described in section 
401(a)(9)(A)(ii) is limited to the em- 
ployee's life (or a period not extend- 
ing beyond the employee's life ex- 

pectancy). (If there is a beneficiary 
(other than a beneficiary whose rights 
are contingent on the death of an- 
other beneficiary) who is not desig- 
nated in accordance with D-2, there 
is deemed to be no designated benefi- 
ciary for purposes of section 
401(a)(9)(A)(ii). ) 

(b) Exception for first distribution 
year. Except to the extent that B-5(b) 
is applicable, if a designated benefi- 
ciary is added or replaces another 
designated beneficiary during the cal- 
endar year in which the employee's 
required beginning date occurs, but 
on or before the employee's required 
beginning date (January I through 
April 1 of such calendar year), the 
designated beneficiary of the em- 

ployee for purposes of calculating the 
minimum distribution for the em- 
ployee's first distribution calendar 
year (as defined in F-I) may be 
determined as of any date after De- 
cember 31 of the employee's first 
distribution calendar year and before 

the employee's required beginning 
date. Thus, e. g. , for purposes of 
determining the minimum distribu- 
tion for the employee's first distribu- 

tion calendar year, either designated 
beneficiary may be used to determine 
the joint life and last survivor expect- 

ancy of the employee and designated 
beneficiary. However, for purposes 
of determining the minimum distribu- 

tion for subsequent distribution cal- 

endar years (including the distribu- 
tion calendar year in which the 
employee's required beginning date 
occurs), the designated beneficiary 
will be determined as of the employ- 
ee's required beginning date. 

(c) Annuity form. If annuity pay- 

ments commence to an employee (ei- 
ther on or before the employee's 
required beginning date), the employ- 
ee's designated beneficiary may be 
determined as of any date during the 
90 days before the date on which the 
annuity payments commence. 

(d) Multiple and substitute benefi- 
ciaries. Notwithstanding anything in 

this D-3 to the contrary, the rules in 

E-5 apply if more than one benefi- 
ciary is designated with respect to an 

employee as of the applicable date 
(in paragraphs (a), (b), or (c)), on 
which the employee's designated ben- 
eficiary is determined or if a benefi- 
ciary is added or replaces another 
beneficiary (due to death or any 
other reason) after such date. 

D-4. Q. For purposes of calculat- 
ing the distribution period described 
in section 401(a)(9)(B)(iii) or (iv) (for 
distributions beginning after death in 
accordance with the exception to the 
five-year rule), when is the designated 
beneficiary determined? 

A. (a) Employee. Except as pro- 
vided in paragraph (b), for purposes 
of calculating the distribution period 
described in section 401(a)(9)(B)(iii) 
or (iv), the designated beneficiary will 

be determined as of the employee's 
date of death. If, as of the date of 
the employee's death, there is no 
designated beneficiary under the plan 
with respect to that employee, distri- 
bution must be made in a accordance 
with the five-year rule in section 
401(a)(9)(B)(ii). (If there is a benefi- 
ciary (other than a beneficiary whose 
rights are contingent on the death of 
another beneficiary) who is not desig- 
nated in accordance with D-2, there 
is deemed to be no designated benefi- 
ciary for purposes of section 

1987-2 C. B. 893 



401(a)(9)(B)(iii) and (iv). ) 
(b) Surviving spouse. As provided 

in C-5, in the case in which the 
employee's spouse is the designated 
beneficiary as of the date of the 
employee's death for distributions 
under section 401(a)(9)(B)(iii) and the 
surviving spouse dies after the em- 
ployee and before the date on which 
distributions have begun to the 
spouse under section 401(a)(9)(B)(iii) 
and (iv), the rule in section 
401(a)(9)(B)(iv)(II) will apply. Thus, 
the relevant designated beneficiary 
for determining the distribution pe- 
riod is the designated beneficiary of 
the surviving spouse. Such designated 
beneficiary will be determined as of 
the surviving spouse's date of death 
(rather than the employee's date of 
death). If, as of the date of the 
surviving spouse's death, there is no 
designated beneficiary under the plan 
with respect to that surviving spouse, 
distribution must be made in accor- 
dance with the 5-year rule in section 
401(a)(9)(B)(ii). (If there is a benefi- 
ciary (other than a beneficiary whose 
rights are contingent on the death of 
another beneficiary) who is not desig- 
nated in accordance with D-2, there 
is deemed to be no designated benefi- 
ciary for purposes of section 
401(a)(9)(B)(i i i). ) 

(c) Multiple beneficiaries. Notwith- 
standing anything in this D-4 to the 
contrary, the rules in E-5 apply if 
more than one beneficiary is desig- 
nated with respect to an employee as 
of the date determined in accordance 
with paragraphs (a) and (b) on which 
the designated beneficiary is to be 
determined. 

D-5. Q. In the case in which a 
trust is named as a beneficiary of an 
employee, are the beneficiaries of the 
trust with respect to the trust's inter- 
est in the employee's benefit treated 
as having been designated as benefi- 
ciaries of the employee under the 
plan for purposes of determining the 
distribution period under section 
401(a)(9)(A)(ii)? 

A. (a) In the case in which a trust 
is named as a beneficiary of an 
employee, all beneficiaries of the 
trust with respect to the trust's inter- 
est in the employee's benefit are 
treated as having been designated as 
beneficiaries of the employee under 
the plan for purposes of determining 
the distribution period under section 

401(a)(9)(A)(ii) if, as of the later of 
the date on which the trust is named 
as a beneficiary of the employee, or 
the employee's required beginning 
date, and as of all subsequent peri- 
ods during which the trust is named 
as a beneficiary, the following re- 
quirements are met. 

(1) The trust is a valid trust under 
state law, or would be but for the 
fact that there is no corpus. 

(2) The trust is irrevocable. 
(3) The beneficiaries of the trust 

who are beneficiaries with respect to 
the trust's interest in the employee's 
benefit are identifiable from the trust 
instrument within the meaning of 
D-2. 

(4) A copy of the trust instrument 
is provided to the plan. 

(b) Pursuant to D-2A, only an 
individual may be a designated bene- 
ficiary. Consequently, a trust itself 
may not be the designated benefi- 
ciary. Consequently, a trust itself 
may not be the designated beneficiary 
even though the trust is named as a 
beneficiary. However, if the require- 
ments in paragraph (a) are met, for 
purposes of section 401(a)(9), distri- 
butions made to the trust will be 
treated as paid to the beneficiaries of 
the trust with respect to the trust's 
interest in the employee's benefit. If, 
as of any date on or after the 
employee's required beginning date, 
a trust is named as a beneficiary of 
the employee and the requirements 
in paragraph (a) are not met, the 
employee will be treated as not hav- 
ing a designated beneficiary under 
the plan for purposes of section 
401(a)(9)(A)(ii). Consequently, for 
calendar years subsequent to such 
date, distribution must be made over 
the employee's life (or over the pe- 
riod which would have been the 
employee's remaining life expectance 
determined as if no beneficiary had 
been designated as of the employee's 
required beginning date). In the case 
of payments to a trust having more 
than one beneficiary, see E-5 for the 
rules for determining the designated 
beneficiary whose life expectancy will 
be used to determine the distribution 
period. 

D-6. Q. In the case in which a 
trust is named as a beneficiary of an 
employee, are beneficiaries of the 
trust with respect to the trust's in- 
terest in the employee's benefit 

treated as designated beneficiaries un- 
der the plan with respect to 
employee for purposes of determining 
the distribution period under section 
401(a)(9)(B)(iii) and (iv)? 

A. (a) In the case in which a trust 
is named as a beneficiary of an em- 

ployee, all beneficiaries of the trust 
with respect to the trust's interest in 

the employee's benefit are treated as 
designated beneficiaries of the em- 

ployee under the plan for purposes 
of determinig the distribution period 
under section 401(a)(9)(B)(iii) and (iv) 
if the requirements in paragraph (a) 
of D-5 are satisfied as of the date of 
the employee's death. If the require- 
ments in paragraph (a) of D-5 are 
satisfied as of the date of the em- 
ployee's death, distributions to the 
trust for purposes of section 401(a)(9) 
will be treated as being paid to the 
appropriate beneficiary of the trust 
with respect to the trust's interest in 
the employee's benefit. However, if a 
trust is named as a beneficiary of an 
employee and if, as of the date of 
the employee's death, the require- 
ments of D-5 are not satisfied, the 
employee will be treated as not 
having a designated beneficiary 
under the plan. Consequently, distri- 
bution must be made in accordance 
with the five-year rule in section 
401(a)(9)(B)(ii). 

(b) The rules of D-5 and this D-6 
also apply for purposes of applying 
the provisions of section 
401(a)(9)(B)(iv)(II) if a trust is named 
as a beneficiary of the employee's 
surviving spouse. 

E. Determination of life expectancy. 

E-1. Q. For required distributions 
under section 401(a)(9)(A), what age 
(or ages) is used to calculate the 
employee's life expectancy (or the 
joint life and last survivor expectancy 
of the employee and a designated 
beneficiary)? 

A. (a) Except as otherwise provid- 
ed in paragraph (b), for required dis- 

tributions under section 401(a)(9)(A), 
life expectancies are calculated using 
the employee's (and the designated 
beneficiary's) attained age as of the 
employee's birthday (and the desig- 
nated beneficiary's birthday) in the 
calendar year in which the employee 
attains age 70 I/2. If life expectancy 
is being recalculated pursuant to E-6 
through E-8, the life expectancy of 
the employee or spouse (or the joint 
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life and last survivor expectancy of 
the employee and spouse) will be 
recalculated using the employee's 
(and the spouse's) attained age as of 
the employee's birthday (and the sur- 
viving spouse's birthday) in each suc- 
ceeding calendar year in which 
recalculation is provided for purposes 
of calculating the minimum distribu- 
tion for that distribution calendar 
year. 

(b) If, pursuant to B-2(b), an em- 
ployee's required beginning date is 
April I of the calendar year follow- 
ing the calendar year in which the 
employee retires or becomes a 5- 
percent owner, such calendar year is 
substituted in paragraph (a) for the 
calendar year in which the employee 
attains age 70 I/2. 

(c) If, in accordance with B-S(b), 
annuity payments commence to an 
employee before the employee's re- 
quired beginning date, the calendar 
year in which the annuity payments 
commence is substituted in paragraph 
(a) for the calendar year in which the 
employee attains age 70 1/2. 

E-2. Q. In the case of any distri- 
bution under section 401(a)(9)(B)(iii) 
and (iv), what age is used to calculate 
the designated beneficiary's life ex- 
pectancy? 

A. (a) In the case of any distribu- 
tion under section 401(a)(9)(B)(iii) 
and (iv), the life expectancy of any 
designated beneficiary is calculated 
based on the beneficiary's attained 
age as of the beneficiary's birthday 
in the calendar year in which distri- 
butions are required to commence to 
such beneficiary in order to satisfy 
section 401(a)(9)(B)(iii) and (iv). For 
example, if an unmarried participant 
(A) dies at age 50 on January 31, 
1987, A's designated beneficiary is 
A's brother (B), and B will receive 
A's interest over B's life expectancy, 
the date on which distributions are 

required to commence to B in order 
to satisfy section 401(a)(9)(B)(iii) is 

December 31, 1988 (see C-3). There- 
fore, B's life expectancy is calculated 
based on B's attained age as of B's 
birthday in calendar year 1988. This 
rule also applies to a designated 
beneficiary of a surviving spouse 
where such surviving spouse is 

treated as the employee for purposes 
of applying section 401(a)(9)(B)(iii). 
If the life expectancy of the surviving 

spouse is being recalculated pursuant 
to E-6 through E-8, the life expect- 

ancy of the surviving spouse will be 

recalculated uisng the surviving 
spouse's attained age as the surviving 

spouse's birthday in each succeeding 

calendar year in which recalculation 
is provided, for purposes of calculat- 

ing the minimum distribution for that 

distribution calendar year. 

(b) If distribution under section 

401(a)(9)(B)(iii) and (iv) commences 
irrevocably (except for acceleration) 
over a period described in section 

401(a)(9)(B)(iii)(II) in a calendar year 
in which distributions are required to 
commence and distribution is an an- 

nuity under which distributions are 

made in accordance with the provi- 
sions of F-3 (and if applicable F-4), 
the designated beneficiary's life ex- 

pectancy (where applicable) is based 
on the designated beneficiary's at- 
tained age as of the designated 
beneficiary's birthday in the calendar 
year in which distribution com- 
mences. 

(c) If a designated beneficiary of 
the employee, other than the employ- 
ee's surviving spouse, dies after the 
employee but before the designated 
beneficiary's birthday in the calendar 
year in which life expectancy is deter- 
mined under paragraphs (a) and (b), 
such beneficiary will be treated as 
being alive on such date for purposes 
of calculating the designated 
beneficiary's life expectancy. (See 
C-5 for the special rule which applies 
if the surviving spouse dies after the 
employee but before the date on 
which distributions have begun to the 
surviving spouse. ) 

E-3 & 4. Q. What life expectan- 
cies must be used for purposes of 
determining required distributions un- 
der section 401(a)(9)? 

A. Life expectancies for purposes 
of determining required distributions 
under section 401(a)(9) must be com- 
puted by use of the expected return 
multiples in Tables V and VI of 
$1. 72-9. 

E-5. Q. If an employee has more 
than one designated beneficiary or if 
a designated beneficiary is added or 
replaces another designated benefi- 
ciary after the date for determining 
the designated beneficiary, which des- 
ignated beneficiary's life expectancy 
will be used to determine the distri- 
bution period? 

A. (A) General rule. (1) Except as 
otherwise provided in paragraph (f), 
if more than one individual is desig- 

nated as a beneficiary with respect to 
an employee as of the applicable date 
for determining the designated bene- 

ficiary, the designated beneficiary 
with the shortest life expectancy will 

be the designated beneficiary for pur- 

poses of determining the distribution 
period. However, except as otherwise 
provided in D-S, D-6, and paragraph 
(e)(1) of this E-S, if a person other 
than an individual is designated as a 
beneficiary, the employee will be 
treated as not having any designated 
beneficiaries for purposes of section 

401(a)(9) even if there are also indi- 
viduals designated as beneficiaries. 
The date for determining the desig- 
nated beneficiary (under D-3 or D-4, 
whichever is applicable) is the appli- 
cable date. The period described in 

section 401(a)(9)(A)(ii) (for distribu- 
tions commencing before the employ- 
ee's death) or section 401(a)(9)(B)(iii) 
(for distributions over a life expect- 
ancy commencing after the employ- 
ee's death), whichever is applicable, 
is the distribution period. 

(2) See H-2 for special rules which 
apply if an employee's benefit under 
a plan is divided into separate ac- 
counts (or segregated shares in the 
case of a defined benefit plan) and 
the beneficiaries with respect to a 
separate account differ from the ben- 
eficiaries of another separate ac- 
count. 

(b) Contingent beneficiary. Except 
as provided in paragraph (e)(l), if a 
beneficiary's entitlement to an em- 
ployee's benefit is contingent on an 
event other than the employee's 
death (e. g. , death of another benefi- 
ciary), such contingent beneficiary is 
considered to be a designated benefi- 
ciary for purposes of determining 
which designated beneficiary has the 
shortest life expectancy under para- 
graph (a). 

(c) New beneficiary. (1) Except as 
provided in paragraph (e)(2) (in the 
case of the death of a beneficiary), 
if, after the applicable date for deter- 
mining the designated beneficiary, a 
new designated beneficiary with a life 
expectancy shorter than the life ex- 
pectancy of the designated benefi- 
ciary whose life expectancy is being 
used to determined the distribution 
period is added or replaces a desig- 
nated beneficiary. the nevi designated 
beneficiary is treated as the desig- 
nated beneficiary for purposes of 
determining the distribution period. 
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In such case, the new beneficiary's 
life expectancy will be used to calcu- 
late the distribution period in subse- 
quent calendar years. In determining 
the beneficiary with the shorter life 
expectancy, the life expectancies will 
be calculated as of the applicable 
birthdays in the calendar year speci- 
fied in and in the manner provided in 
E-I through E-4. Consequently, the 
old distribution period must be re- 
placed by a new distribution period. 
The new distribution period equals 
the period which would have been 
the remaining joint life and last sur- 
vivor expectancy of the employee and 
the designated beneficiary if the new 
designated beneficiary had been des- 
ignated as of the applicable date. If, 
instead, the new designated benefi- 
ciary has a life expectancy longer 
than the life expectancy of the desig- 
nated beneficiary whose life expect- 
ancy is being used to determine the 
distribution period, the life expect- 
ancy of the old designated benefi- 
ciary will continue to be used for 
purposes of determining the distribu- 
tion period even though such old 
designated beneficiary is no longer a 
beneficiary under the plan. 

(2) If a new beneficiary who is not 
an individual is added or replaces a 
designated beneficiary after the appli- 
cable date, unless otherwise provided 
in D-5 and D-6, the employee will 
be treated as not having designated a 
beneficiary. Further, except as pro- 
vided in paragraph (e)(2) in the case 
of the death of a designated benefi- 
ciary, if at any point in time after 
the applicable date there is no benefi- 
ciary designated with respect to the 
employee, the employee will also be 
treated as not having a designated 
beneficiary. In either case, the new 
distribution period described in 
subparagraph (I) will equal the pe- 
riod which would have been the 
employee's remaining life expectancy 
if no beneficiary had been designated 
as of the applicable date. 

(3) Any adjustment described in 
this paragraph will only affect distri- 
butions for calendar years after the 
calendar year in which the new desig- 
nated beneficiary is added or replaces 
the prior beneficiary, or there is no 
beneficiary designated with respect to 
the employee. 

(d) Recalculation for spouse. For 
purposes of determining the distribu- 
tion period in accordance with para- 

graph (a) or (c)(1), if any designated 
beneficiary involved is the employee's 
spouse and the life expectancy of the 
spouse is being recalculated, the life 
expectancy of the spouse as recalcu- 
lated will be compared in each calen- 
dar year to the remaining life expect- 
ancy of the other applicable 
designated beneficiary or beneficia- 
ries, not recalculated, and the short- 
est life expectancy will be used for 
determining the minimum distribu- 
tion required for that calendar year. 

(e) Death contingency. (I) If a 
beneficiary's entitlement to an em- 
ployee's benefit is contingent on the 
death of a prior beneficiary, such 
contingent beneficiary will not be 
considered a beneficiary for purposes 
of determining who is the designated 
beneficiary with the shortest life ex- 
pectancy under paragraph (a) or 
whether a beneficiary who is not an 
individual is a beneficiary. This rule 
does not apply if the death occurs 
prior to the applicable date for deter- 
mining the designated beneficiary. 

(2) If the designated beneficiary 
whose life expectancy is being used 
to calculate the distribution period 
dies on or after the applicable date, 
such beneficiary's remaining life ex- 
pectancy will be used to determine 
the distribution period whether or 
not a beneficiary with a shorter life 
expectancy receives the benefits. 
However, in accordance with E-8, if 
the designated beneficiary is the em- 
ployee's spouse, the spouse's life ex- 
pectancy is being recalculated, and 
the spouse dies, the spouse does not 
have any remaining life expectancy; 
therefore, in the calendar year fol- 
lowing the spouse's death, the 
spouse's life expectancy will be re- 
duced to zero. 

(3) This paragraph is illustrated by 
the following example: 

Example. The designated beneficiary of an 
unmarried participant (X) as of X's required 
beginning date on April 1, 1988, is X's sister 
(A), but X has specified that, in the event of 
A's death, X's brother (B) will become the 
beneficiary. A's life expectancy as of A' s 

birthday in calendar year 1987 is 25 years. B's 
life expectancy as of B's birthday in calendar 
year 1987 is 10 years. On X's required begin- 
ning date, A is the designated beneficiary 
because B's entitlement to benefits is contin- 
gent on A's death. A dies on May 1, 1988. A' s 
remaining life expectancy will continue to be 
used to determine the distribution period with 
respect to X for purposes of determining the 
minimum distribution for the 1988 distribution 
calendar year and each succeeding distribution 
calendar year. This is true even though, upon 

A's death, B will become X's beneficiary and 
B's life expectancy as of B's birthday 
calendar year 1987 is shorter than A s 
expectancy as of A's birthday in that calendar 
year. However, if B's entitlement 
contingent on A's death but was contingent 
for another reason, B would be the designated 
beneficiary for purposes of determining the 
period described in section 401(a)(9)(A)(ii), 
even during the period in which his entitlement 
is contingent, because B's life expectancy, as 
of B's birthday in calendar year 1987, is 
shorter than A's life expectancy, as of A' s 

birthday in that calendar year. 

(f) Designations by beneficiaries. If 
the plan provides (or allows the em- 

ployee to specify) that, after the 
employee's death, any person or per- 
sons have the discretion to change 
the beneficiaries of the employee, 
then, for purposes of determining 
the distribution period for both dis- 
tributions before and after the em- 
ployee's death, the employee will be 
treated as not having designated a 
beneficiary. However, such discretion 
will not be found to exist merely 
because the employee's surviving 
spouse may designate a beneficiary 
for distributions pursuant to section 
401(a)(9)(B)(iv)(I I). 

E-6. Q. After life expectancy has 
been determined as of the date pro- 
vided in E-I or E-2, may life expect- 
ancy be recalculated? 

A. Pursuant to section 
401(a)(9)(D), after life expectancy has 
been determined as of the date pro- 
vided in E-I and E-2, life expectancy 
of an employee and the employee's 
spouse (other than in the case of a 
life annuity) may be recalculated in 

accordance with E-7 and E-8 but not 
more frequently than annually. 

E-7. Q. How is it determined 
whether or not the life expectancies 
of the employee and the employee's 
spouse will be recalculated pursuant 
to section 401(a)(9)(D)? 

A. (a) If the plan does not adopt 
an optional provision specifying 
whether life expectancies will be de- 

termined with or without regard to 
the permissive recalculation rule of 
section 401(a)(9)(D) and the employee 
or spouse has not made an election 
pursuant to paragraph (c), the life 

expectancy of the employee or spouse 
(or the joint life and last survivor 

expectancy of 'the employee and 

spouse) must be recalculated annually 
as provided in section 401(a)(9)(D) 
for purposes of determining all distri- 
butions required under section 
401(a)(9). 
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(b) The plan may adopt a provi- 
sion specifying whether life expectan- 
cies will be determined with or with- 
out regard to the permissive recal- 
culation rule of section 401(a)(9)(D). 
The life expectancy of the employee 
may be recalculated even though the 
life expectancy of the spouse is not 
recalculated and, correspondingly, 
the life expectancy of the spouse may 
be recalculated even though the life 
expectancy of the employee is not 
recalculated. 

(c) The plan may adopt a provi- 
sion that permits the employee (or 
spouse, in the case of distributions 
described in section 401(a)(9)(B)(iii) 
and (iv)) to elect the applicability 
or inapplicability of section 
401(a)(9)(D). If such election is per- 
mitted, the employee (or spouse) must 
elect whether or not life expectancy 
will be recalculated no later than the 
time of the firest required distribu- 
tion under section 401(a)(9). As of 
the date of the first required distribu- 
tion under section 401(a)(9), a meth- 
od (either recalculation of life expect- 
ancy or no recalculation of life expect- 
ancy) which is in effect with respect 
to an employee (or spouse) must be 
irrevocable with respect to the em- 
ployee (or spouse) and must apply to 
all subsequent years. The plan may 
specify, pursuant to paragraph (b), 
whether or not life expectancy will be 
recalculated in the event that the em- 

ployee (or spouse) fails to make the 
election. Absent such a plan provision, 
the life expectancy of the employee 
(and the spouse) must be recalculated 
annually pursuant to paragraph (a) in 
the event that the employee (or 
spouse) fails to make the election. 

E-8. Q. How are life expectancies 
recalculated annually under section 
401(a)(9)(D)? 

A. (a) An employee's life expect- 
ancy (or the joint life and last survi- 
vor expectancy of the employee and 
spouse) is recalculated annually by re- 
determining the employee's life ex- 

pectancy (or the joint life and last 
survivor expectancy of the employee 
and spouse) in each distribution cal- 
endar year using the employee's (and 
spouse's) attained age as of the em- 

ployee's birthday (and the spouse's 
birthday) in that distribution calendar 
year. Upon the death of the em- 

ployee (or the employee's spouse), 
the recalculated life expectancy of the 
employee (or the employee's spouse) 

will be reduced to zero in the calen- 

dar year following the calendar year 
of death. In any calendar year in 

which the last applicable life expect- 

ancy is reduced to zero, the plan 
must distribute the employee's entire 

remaining interest prior to the last 

day of such year in order to satisfy 
section 401(a)(9). 

(b) If the designated beneficiary is 

not the employee's spouse (or if the 
spouse's life expectancy is not being 
recalculated) and the life expectancy 
of the employee is being recalculated 
annually, the applicable life expect- 
ancy for determining the minimum 
distribution for each distribution cal- 
endar year will be determined by 
recalculating the employee's life ex- 
pectancy but not recalculating the 
beneficiary's life expectancy. Such 
applicable life expectancy is the joint 
life and last survivor expectancy us- 

ing the employee's attained age as of 
the employee's birthday in the distri- 
bution calendar year and an adjusted 
age of the designated beneficiary. 
The adjusted age of the designated 
beneficiary is determined as follows: 
First, the beneficiary's applicable life 
expectancy is calculated based on the 
beneficiary's attained age as of the 
beneficiary's birthday in the calendar 
year described in E-l, reduced by 
one for each calendar year which has 
elapsed since that calendar year. The 
age (rounded if necessary to the 
higher age) in Table V of I)1. 72-9 is 
then located which corresponds to 
the designated beneficiary's applica- 
ble life expectancy. Such age is the 
adjusted age of the designated benefi- 
ciary. As provided in paragraph (a), 
upon the death of the employee, the 
life expectancy of the employee is re- 
duced to zero in the calendar year fol- 
lowing the calendar year of the em- 

ployee's death. Thus, for determining 
the minimum distribution for such 
calendar year and subsequent calen- 
dar years, the applicable life expect- 
ancy is the applicable life expectancy 
of the designated beneficiary deter- 
mined under this paragraph. 

(c) This Question and Answer is 
illustrated by the following examples: 

Example 1. (a) A participant in a qualified 
profit-sharing plan retires on January 1, 1987. 
The benefit for determining the 1987 calendar 
year minimum distribution (determined in ac- 
cordance with F-5) is $100, 000. As of the 
participant's birthday in calendar year 1987, 
the participant, who was born December 31, 
1916 is age 71. The participant's spouse died 

some years earlier and the participant desig- 
nates his brother as his sole beneficiary on his 

retirement date and his brother is still desig- 
nated as his sole beneficiary as of April 1, 
1988. As of his brother's birthday in calendar 
year 1987, his brother, who was born on July 
2, 1920, is age 67. The plan does not provide 
that life expectancies will not be recalculated 
and does not permit employees to elect not to 
recalculate life expectancy. Thus, pursuant to 
E-7 (a), the life expectancy of the participant 
will be recalculated. 

(b) For calendar year 1987, the payment 
that is to be made pursuant to section 
401(a)(9) is the benefit of $100, 000 divided by 
the joint and last survivor life expectancy of 
the participant and his brother calculated using 
their ages as of their birthdays in calendar year 
1987. Pursuant to Table VI of (JL72-9, such 
joint life and last survivor expectancy is 21. 7 
years. The payment required for 1987 is 
therefore $4, 608. 30 ($100, 000 divided by 21. 7). 
$4, 608. 30 is distributed on April 1, 1988. 

(c) The benefit for determining the 1988 
minimum distribution (determined in accord- 
ance with F-5) before adjustment for the 
distribution on April 1, 1987 is $109, 515. 71. 
The amount of the minimum distribution for 
1988 distributed on April 1, 1988 is then 
subtracted from that amount. (109, 515. 71 
4, 608. 30 = 104, 907. 41. ) Thus, $104, 907. 41 is 
the benefit to be used to determine the 1988 
minimum distribution. The minimum payment 
for 1988 is determined by dividing the benefit 
of $104, 907. 41 by the recalculated joint life 
and last survivor expectancy of the participant 
and his brother. Such joint life and last 
survivor expectancy is recalculated as follows: 

(2) 
(3) 
(4) 

(5) 

(6) 

18. 4 years 
1 year 
17. 4 years 

69 

72 

20. 3 

The minimum payment for 1988 is therefore 
$5, 167. 85 ($104, 907. 41 divided by 20. 3). This 
must be paid by December 31, 1988, to the 
participant. 

(d) The benefit for determining the 1989 min- 
imum distribution (determined in accordance 
with F-5) is $109, 714. 00. The minimum pay- 
ment for 1989 is determined by dividing the 
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benefit of $109, 714. 00 by the recalculated joint 
life and last survivor expectancy of the partici- 

pant and his brother; such joint life and last 
survivor expectancy is recalculated as follows: 

Life expectancy of brother (using age as of birthday in calendar 
year 1987 from Table V of tj1. 72-9) 
Number of years elapsed since 1987 
Remaining period of life expectancy of brother (1) — (2) 
Age in Table V of (L72-9 corresponding to life expectancy of 
16. 4 years (rounding to higher age) 
Age of participant (age determined using age as of birthday in 

calendar year 1989) 
Joint life and last survivor expectancy using the ages in (4) and 
(5) from Table VI of t)L72-9 years 

18. 4 years 
2 years 
16. 4 years 

(2) 
(3) 
(4) 

70 
(5) 

73 
(6) 

19. 4 

The minimum payment for 1989 is therefore 
$5, 655. 36 ($109, 714. 00 divided by 19. 4). This 
must be paid by December 31, 1989, to the 
participant. 

Example 2. Assume the same facts as in 

Example 1, except that the participant dies in 

1988 after the participant's required beginning 
date. The recalculation of life expectancy for 

the participant and the calculation of the 
minimum payment for 1988 will be the same 
as in Example i. The participant's life expect- 
ancy is not reduced to zero until the calendar 
year following the year of death. The calcula- 
tion of the minimum payment for 1989 is as 
follows: 

Life expectancy of brother (using age as of birthday in calendar 
year 1988 from Table V of f) L79-9) 
Number of elapsed years since 1987 
Remaining period, (1) — (2) 
Benefit for determining 1989 minimum distribution 
Minimum payment for 1989, (4) divided by (3) 

= 18. 4 years 
= 2 years 
= 16. 4 years 
= $109, 714. 00 
= $6, 689. 88 

(2) 
(3) 
(4) 
(5) 

each calendar year, beginning with 
the first calendar year for which 
distributions are required and then 
for each succeeding calendar year, 
must at least equal the quotient ob- 
tained by dividing the employee's 
benefit by the applicable life expect- 
ancy. The minimum amount which is 
required to be distributed on or be- 
fore an employee's required begin- 
ning date is always determined under 
this F — 1 and not section 
401(a)(9)(A)(i). The amount described 
in section 401(a)(9)(A)(i) will always 
exceed the amount determined under 
this F-1. See paragraph (e) for pur- 
chases of annuity contracts. Also, see 
F-4A and Q&A-4 of I)1. 401(a)(9)-2 
for additional limits under the mini- 
mum distribution incidental benefit 
requirement on the divisor which 
must be used to determine the mini- 
mum required distribution. 

(b) Distribution calendar year. A 
calendar year for which a minimum 
distribution is required is a distribu- 
tion calendar year. The first calendar 
year for which a distribution is re- 
quired is an employee's first distribu- 
tion calendar year. In the case of 
distributions required before death 
under section 401(a)(9)(A), if an em- 
ployee's required beginning date is 
April 1 of the calendar year follow- 
ing the calendar year in which the 
employee attains age 70 I/2, the em- 
ployee's first distribution calendar 

Example 3. Assume the same facts in Exam- 
ple 1, except the brother (rather than the 
participant) dies in 1988 after the participant's 
required beginning date. The redetermination 
of life expectancy for the participant and the 
calculation of the minimum payment for 1988 
and 1989 will be the same as in Example 1; the 
brother's life expectancy was fixed at the time 
benefits commenced and is used even after the 
brother dies. 

F. Determination of the amount 
which must be distributed each year. 

F-1. Q. If an employee's benefit is 
in the form of an individual account, 
what is the amount required to 
be distributed for each calendar 
year in the case of either (I) distribu- 
tions to an employee before death 
over a period described in section 
401(a)(9)(A)(ii) or (2) to a beneficiary 
after the employee's death over a 
period described in section 
401(a)(9)(B)(iii)? 

A. (a) General rule. If an employ- 
ee's benefit is in the form of an 
individual account and is to be dis- 
tributed over (I) a period not extend- 
ing beyond the life expectancy of the 
employee or the joint life and last 
survivor expectancy of the employee 
and the designated beneficiary (as 
described in section 401(a)(9)(A)(ii)) 
or (2) over a period not extending 
beyond the life expectancy of the 
designated beneficiary (as described 
in section 401(a)(9)(B)(iii)), the 
amount required to be distributed for 

year is the year the employee atta»s 
age 70 1/2. However, if pursuant to 
B-2(b), an employee's required begin- 
ning date is April 1 of The calendar 
year following the calendar year in 

which the employee retires or be- 
comes a 5-percent owner, the calen- 
dar year in which the employee re- 
tires or becomes a 5-percent owner is 

the employee's first distribution cal- 
endar year. In the case of distribu- 
tions to be made in accordance with 

the exception to the five-year rule in 

section 401(a)(9)(B)(iii) and (iv), the 
first distribution calendar year is the 
calendar year containing the date 
described in C-3(a) or C-3(b), which- 

ever is applicable. 

(c) Time for distributions. The dis- 

tribution required to be made on or 
before the employee's required begin- 

ning date shall be treated as the 
distribution required for the employ- 
ee's first distribution calendar year 
(as defined in paragraph (b)). The 
minimum distribution for other dis- 
tribution calendar years, including 
the minimum distribution for the 
distribution calendar year in which 
the employee's required beginning 
date occurs, must be made on or 
before December 31 of that distribu- 
tion calendar year. 

(d) Life expectancy. The applicable 
life expectancy is the life expectancy 
(or joint life and last survivor expect- 
ancy) determined in accordance with 
E-1 through E-S, reduced by one for 
each calendar year which has elapsed 
since the date on which the life 

expectancy (or joint and last survivor 
expectancy) was calculated. However, 
pursuant to E-6 through E-8, life 

expectancy is recalculated, the appli- 
cable life expectancy will be the life 

expectancy as so recalculated. 

(e) Annuity contracts. (1) Instead 
of satisfying F-l, the minimum dis- 
tribution requirement may be satis- 
fied by purchase with the employee's 
benefit of an annuity contract from 
an insurance company in accordance 
with F-4. Only a purchase of an 

annuity contract will insure that dis- 

tribution can be made over the em- 

ployee's or a beneficiary's life, or 
joint lives if applicable. 

(2) If an annuity is purchased on 
or before the date when distributions 
are required to commence (the re- 
quired beginning date, in the case of 
distributions before death, or 
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date determined under C-3, in the 
case of distributions after death), 
distribution under the annuity con- 
tract purchased will satisfy section 
401(a)(9) if payments under the annu- 
ity contract are made in accordance 
with F-3. 

(3) As explained in F-3A(b) with 
reference to distributions after death 
which must be made at least as 
rapidly as under the method used 
under section 401(a)(9)(A)(ii), unless 
life expectancy is being recalculated, 
if the annuity contract is purchased 
after the date on which distributions 
are required to commence, the annu- 
ity contract purchased may not be a 
life annuity and must be payable for 
a term certain not exceeding the 
remaining applicable life expectancy. 
The remaining applicable life expect- 
ancy is the applicable life expectancy 
described in paragraph (d) which 
would have been used, if the annuity 
contract had not be purchased, to 
determine the minimum distribution 
in accordance with paragraphs (a) 
through (c) for the first distribution 
calendar year in which the annuity 
contract is purchased. 

(4) If the annuity contract is pur- 
chased after the date on which distri- 
butions are required to commence 
and life expectancy is being recalcu- 
lated, distribution under the contract 
will satisfy section 401(a)(9) if the 
contract is a life annuity payable 
either (i) over the life (or lives) of the 
individual (or individuals) whose life 
expectancy is being recalculated (with 
or without a period certain that 
meets the requirements of subpara- 
graph (3)) or (ii) for a term certain 
determined under subparagraph (3). 

(5) If an annuity is purchased on 
or after the employee's required be- 
ginning date with a period certain 
feature, the period certain may not 
be lengthened after the date of the 
initial purchase of exchanging the 
annuity contract for an annuity con- 
tract with a longer period certain 
even if the original period certain 
was shorter than the maximum per- 
mitted. 

F-2. Q. If an employee's benefit is 
in the form of an individual account 
and in any calendar year the amount 
distributed exceeds the minimum re- 

quired, will credit be given in subse- 
quent years for such excess distribu- 
tion? 

A. If, in any calendar year, the 

amount distributed exceeds the mini- 

mum required, no credit will be given 

in subsequent years for such excess 
distribution. However, in the case in 

which the employee's first distribu- 
tion calendar year is the calendar 
year immediately preceding the em- 

ployee's required beginning date, 
amounts distributed in the employee's 
first distribution calendar year will be 
credited toward the distribution re- 
quired to be made on or before the 
employee's required beginning date 
for the employee's first distribution 
calendar year. 

F-3. Q. How must annuity distri- 
butions under a defined benefit plan 
be paid in order to satisfy section 
401(a)(9)? 

A. (a) In order to satisfy section 
401(a)(9), annuity distributions under 
a defined benefit plan must be paid 
in periodic payments made at inter- 
vals not longer than one year (pay- 
ment intervals) for a life (or lives), or 
over a period certain not longer than 
a life expectancy (or joint life and 
last survivor expectancy) described 
in section 401(a)(9)(A)(ii) or 
section401(a)(9)(B)(iii), whichever is 
applicable. The life expectancy (or 
joint life and last survivor expect- 
ancy) for purposes of determining the 
length of the period certain will be 
determined in accordance with E-1 
through E-5, without recalculation of 
life expectancy. Once payments have 
commenced over a period certain, the 
period certain may not be lengthened 
even if the period certain is shorter 
than the maximum permitted. Pay- 
ments must be either nonincreasing 
or increase only as follows: 

(1) With any percentage increase in 
a specified and generally recognized 
cost-of-living index, 

(2) To the extent of the reduction 
in the amount of the employee's 
payments to provide for a survivor 
benefit upon death, but only if the 
beneficiary whose life was being used 
to determine the period described in 
section 401(a)(9)(A)(ii) over which 
payments were being made dies and 
the payments continue otherwise in 
accordance with that section over the 
life of the employee, 

(3) to provide cash refunds of em- 
ployee contributions upon the em- 
ployee's death, or 

(4) Because of an increase in bene- 
fits under the plan. Also see F-4A 
for additional requirements for distri- 

butions in the form of an annuity 
which must be satisfied in order for 
the distribution to satisfy the mini- 
mum distribution incidental benefit. 
If distribution is permitted to be 
made over the lives of the employee 
and the designated beneficiary, refer- 
ences to a life annuity herein include 
a joint and survivor annuity for 
purposes of section 401(a)(9). 

(b) The annuity may be a life 
annuity with a period certain if the 
life (or lives, if applicable) and pe- 
riod certain each meet the require- 
ments of paragraph (a). 

(c) Distributions under a variable 
life annuity (or a life annuity with a 
period certain) will not be found to 
be increasing merely because the 
amount of the payments vary with 
the investment performance of the 
underlying assets. However, the 
Commissioner may prescribe addi- 
tional requirements applicable to such 
variable life annuities. 

(d)(1) If the annuity is a life annu- 
ity (or a life annuity with a period 
certain not exceeding 20 years), the 
following rule will apply. The first 
payment which must be made on or 
before the employee's required begin- 
ning date must be the payment which 
is required for one payment interval. 
The second payment need not be 
made until the end of the next 
payment interval even if that pay- 
ment interval ends in the next calen- 
dar year. Similarly, in the case of 
distributions commencing after 
death in accordance with section 
401(a)(9)(B)(iii) and (iv), the first 
payment that must be made on or 
before the date determined under 
C-3(a) or (b) (whichever is applica- 
ble) must be the payment which is 
required for one payment interval. 
Payment intervals are the periods for 
which payments are received, e. g. , 
bimonthly, monthly, semi-annually, 
or annually. 

(2) If the annuity is a period cer- 
tain annuity without a life contin- 
gency (or is a life annuity with a 
period certain exceeding 20 years), 
periodic payments for each distribu- 
tion calendar year (as defined in 
F-1(b) will be combined and treated 
as an annual amount. Such annual 
amount must meet the requirements 
of paragraph (a). The amount which 
is required to be distributed on or 
before the employee's required begin- 
ning date is the annual amount for 
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the employee's first distribution cal- 
endar year (as defined in F-l(b)). 
The annual amount for other distri- 
bution calendar years, including the 
annual amount which is for the cal- 
endar year in which the employee's 
required beginning date occurs, must 
be distributed on or before December 
31 of the calendar year for which the 
distribution is required. Similarly, in 
the case of such distributions com- 
mencing after death in accordance 
with section 401(a)(9)(B)(iii) and (iv), 
the amount which is required to be 
distributed on or before the date 
determined under C-3(a) or (b), 
whichever is applicable, is the annual 
amount for the beneficiary's first 
distribution calendar year. 

(3) This paragraph is illustrated by 
the following examples: 
Example (l). A defined benefit plan (Plan X) 
provides monthly annuity payments of $500 
for the life of unmarried participants with a 10 
year period certain. An unmarried participant 
(A) in the plan (Z) attains age 70 I/2 in 1990. 
In order to meet the requirements of this 
paragraph, the first payment which must be 
made on or before April I, 1991 will be $500 
and the payments must continue to be made in 

monthly payments of $500 thereafter for the 
life and 10 year certain period. 
Example (2). The facts are the same as in 

Example (l), except that the annuity is an 
optional form of payment elected by Z which 
provides for annuity payments of $700 a 
month for a 10 year period certain, without a 
life contingency. In such cae, in order to meet 
the requirements of this paragraph, the 
monthly payments of $700 a month for each 
calendar year will be combined and treated as 
an annual amount of $8, 400 a year. On or 
before April I, 1987, Z must be paid $8, 400, 
the annual amount for 1986. The annual 
amount for calendar year 1987 of $8, 400 must 
be distributed on or before December 31, 
1987. 

(e) If distributions from a defined 
benefit plan are not in the form of 
an annuity, the employee's benefit 
will be treated as an individual ac- 
count for purposes of determining 
the minimum distribution. See F-1 to 
determine the minimum distribution 
if distribution is being made over life 
expectancy. 

F-3A. Q. How must distributions 
be made after the employee's death 
in order to be considered to satisfy 
the requirement that the employee's 
remaining interest be distributed at 
least as rapidly as under the distribu- 
tion method being used under section 
401(a)(9)(A)(ii) as of the date of the 
employee's death? 

A. (a) General rule. After the em- 
ployee's death, the requirement that 

the employee's remaining interest be 
distributed at least as rapidly as 
under the method of distribution be- 
ing used under section 401(a)(9)(A)(ii) 
as of the date of the employee's 
death will be considered to be 
satisifed if the employee's remaining 
interest is distributed in accordance 
with either paragraph (b) or (c). 

(b) Individual account — General 
rule. (1) Except as otherwise provided 
in subparagraph (2), if the employ- 
ee's benefit is in the form of an 
individual account and, as of the 
date of the employee's death, distri- 
butions had commenced in accor- 
dance with F-l, the employee*s re- 
maining interest must continue to be 
distributed in accordance with F-l. 
If, before the employee's death, the 
divisor being used to determine the 
amount which was required to be 
distributed was the applicable divisor 
pursuant to Q&A-4 of ()1. 401(a)(9)-2 
rather than the applicable life expect- 
ancy determined under F-l, the re- 
quired distributions after the employ- 
ee's death may be determined 
without regard to ()1. 401(a)(9)-2 us- 
ing the applicable life expectancy 
determined under F-1 as the relevant 
dlvlsor. 

(2) Purchased annuity contract. (i) 
The employee's remaining interest 
will be treated as distributed in ac- 
cordance with F-1 if it (A) is distrib- 
uted under an immediate annuity 
contract that makes payments for a 
period certain that satisfy F-3 and 
(B) is purchased at any time with the 
employee's remaining benefits. The 
period over which the annuity con- 
tract makes payments may not exceed 
the applicable life expectancy that 
would have been used to determine 
the minimum distribution under F-1 
for the distribution calendar year in 
which the annuity is purchased (pur- 
chase year). Further, in the purchase 
year, the amount distributed (when 
combined with amounts distributed in 
the purchase year before the immedi- 
ate annuity contract is purchased) 
must equal (or exceed) the lesser of 
(C) the amount required to be dis- 
tributed for such purchase year under 
F-1 or (D) the amount of the annual 
amount for the purchase year deter- 
mined under F-3(d)(2). If the em- 
ployee's life expectancy is being re- 
calculated in the purchase year, the 
applicable life expectancy is the life 
expectancy (or joint life and last 

survivor expectancy) as recalcul~t~ ~ ted, 
in accordance with E-g, after 
employee's death 

(ii) If the designated beneficiaiy ls 
) 

the surviving spouse and the spouse s 

life expectancy is being recalculated~ 
the annuity contract must satisfy (i) 
except that it may be a life annuity 

(with or without a period certain) 

payable over the remaining life of the 

surviving spouse. 

(c) Existing annuity. If, as of the 

date of the employee's death, the 
employee's benefit was being distrib- 

uted as an annuity in accordance 
with F-3 (and F-4, if applicable), 
annuity distribution of the employ- 
ee's remaining benefit must continue 

to be made (except for acceleration) 
in accordance with F-3 (and F-4, if 

applicable) for the remainder of the 

period under the annuity as of the 

date of the employee's death. 

(d) Examples. This F-3A is illus- 

trated by the following examples: 
Example (l). (a) An employee (X) was born 
February I, 1919. His required beginning date 
is April I, 1990. As permitted by the plan, he 
elects not to recalculate life expectancy. Pursu- 
ant to E-l, life expectancy is determined using 
X's and X's designated beneficiary's attained 
ages as of their birthdays in calendar year 
1989. The joint life and last survivor expect- 
ancy using such ages is 22 years under Table 
VI of (JI. 72-9. X dies on January I, 1991 after 
receiving his minimum distribution from X's 
account for calendar year 1989 on April I, 
1990, and his minimum distribution from X's 
account for calendar year 1990 on December 
31, 1990. His remaining benefit, determined in 

accordance with F-5, for purposes of deter- 
mining the minimum distribution for calendar 
year 1991 is $20, 000. Distribution of his 

benefit, after his death, must continue to be 
distributed in accordance with F-I over the 

remaining 20 years of the joint life and last 

survivor expectancy of X and X's designated 
beneficiary. The minimum distribution for cal- 

endar year 1989 is $1, 000 ($20, 000 divided by 

20). 
(b) Alternatively, in calendar year 1991, the 

plan may distribute to X's designated benefi- 

ciary an immediate annuity contract purchased 
with X's remaining benefit which makes pay- 

ments for a term certain not exceeding 20 

years provided that the payments satisfy F-3. 
Assuming no amount is distributed in 1991 

prior to the distribution of the annuity con- 

tract, the amount paid under the annuity 

contract in 1991 must equal or exceed the 

lesser of (I) $1, 000 or (2) the annual amount 

payable under the annuity contract. If instead 

of purchasing an annuity in 1991 the plan is 

distributed the $1, 000 minimum distribution 

for calendar year to X's designated benefi- 

ciary, the plan may still distribute an immedi- 

ate annuity in calendar year 1992. However, in 

such case, any period certain under the annu- 

ity contract must be for no more than ]9 
years. 
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Example (2/, The facts are the same as in 
Example (7/ except that Plan B is a defined 
benefit plan. On April I, 1990, annuity distri- 
butions commence to X under a life annuity 
for the life of X with a 10 year term certain. 
After X's death, the annuity distributions must 
continue to be made over the remaining years 
in the 10 year certain period even though the 
term certain originally could have been for 22 
years and still have satisfied section 
401(a)(9)(A)(ii). 

F-4. Q. May distributions be made 
from an annuity contract which is 
purchased from an insurance com- 
pany? 

A. Yes. Distributions may be made 
from an annuity contract which is 
purchased by the plan from an insur- 
ance company with the employee's 
benefit and which makes payments 
that satisfy the provisons of F-3. 
However, if the payments actually 
made under the annuity contract do 
not meet the requirements of section 
401(a)(9), the plan fails to satisfy 
section 401(a)(9). 

F-4A. Q. Must distributions be 
made in accordance with the mini- 
mum distribution incidental benefit 
requirement under I)1. 401(a)(9)-2 in 
order to satisfy section 401(a)(9)? 

A. Yes. Section 401(a)(9)(G) pro- 
vides that any distribution required 
under the incidental benefit require- 
ments of section 401(a) shall be 
treated as a distribution required un- 
der section 401(a)(9). Consequently, 
in order to satisfy section 401(a)(9), 
distributions must be made in accor- 
dance with minimum distribution in- 
cidental benefit requirement (MDIB 
requirement) in I)1. 401(a)(9)-2 in ad- 
dition to the minimum distribution 
requirements in this I)1. 401(a)(9)-l. 

(b) This Question and Answer is 

illustrated by the following example. 
Examp/e 

(a) Employee (X) is a participant in a 

qualified profit-sharing plan (Plan A). Plan A 

provides that life expectancies are not recalcu- 
lated. X, born December I, 1918 is age 71 as 
of his birthday, in the calendar year he attains 

age 70'/~. As of April I, 1990, X's only 
beneficiary designated to the plan is his grand- 
daughter (Y), born January I, 1979. X's 
benefit under Plan A to be used to determine 
the minimum distribution for 1989 (determined 
under F-5) is $25, 300. 00. 

(b) In order to satisfy the MDIB require- 
ment in tjl. 401(a)(9)-2 and the minimum dis- 

tribution requirements in this tj 1. 401(a)(9)-1, 
distribution of X's entire interest must be 
distributed as follows. Distribution must com- 
mence not later than April I, 1990 (X's 
required beginning date determined under B-2 
and B-3). The distribution for 1989 (X's first 

distribution calendar year determined under 

F-I) must be calculated by dividing X's bene- 

fit of $25, 300 by the lesser of (I) the applica- 

ble divisor from the table in Q&A-4 of 

st. 401(a)(9)-2 and (2) the applicable life ex- 

pectancy determined under F-1. The applicable 

divisor from the table in Q&A-4 of 
(j1. 401(a)(9)-2 for an employee age 71 is 25. 3. 
The applicable life expectancy is 71. 8 (the joint 

life and last survivor expectancy from Table 

IV of (j1. 72-9 of X and Y using their attained 

ages as of their birthdays in 1989 (the year X 

obtained age 70Y) of 71 and 10). Thus, the 

minimum distribution for 1989 is $1, 000 

(25, 300 divided by25. 3). $1, 000 is distributed 

to X by Plan A on April I, 1990. 

(c) X's benefit to be used to determine the 

minimum distribution for 1990 (determined 

under F-5 including the adjustment for the 

distribution on April 1, 1990) is $26, 803. 00. 
The minimum distribution for 1990 must be 

made by December 31, 1990. The minimum 

distribution from 1990 is determined by divid- 

ing X's benefit of 26, 803. 00 by the lesser of 
(I) the applicable divisor from the table in 

Q&A-4 of tj 1. 401(a)(9)-2 for an employee-age 

72 and (2) the applicable life expectancy 

determined under F-1. The applicable divisor 

from the table in Q&A-4 of ()1. 401(a)(9)-2 for 
an employee age 72 is 24. 4. The applicable life 

is 70. 8 (71. 8 reduced by one, the number of 
years elapsed since the calendar year X at- 

tained age 70 I/2). Thus the minimum distri- 

bution for 1990 is $1098. 48 (26, 803. 00 divided 

by 24. 4). 
F-5. Q. What benefit is used for 

determining the employee's minimum 
distribution in the case of an individ- 
ual account? 

A. (a) In the case of an individual 
account, the benefit used in deter- 
mining the minimum distribution for 
a distribution calendar year is the 
account balance as of the last valua- 
tion date in the calendar year imme- 
diately preceding any distribution cal- 
endar year (valuation calendar year) 
adjusted as set forth below. 

(b) The account balance is in- 
creased by the amount of any contri- 
butions or forfeitures allocated to the 
account balance as of dates in the 
valuation calendar year after the val- 
uation date. Contributions include 
contributions made after the close of 
the valuation calendar year which are 
allocated as of dates in the valuation 
calendar year. 

(c)(1) The account balance is de- 
creased by distributions made in the 
valuation calendar year after the val- 
uation date. 

(2)(i) The following rule applies if 
any portion of the minimum distribu- 
tion for the first distribution calendar 
year is made in the second distribu- 
tion calendar year (i. e. , generally, the 
distribution calendar year in which 
the required beginning date as de- 
fined in section 401(a)(9)(C) occurs). 
In such case, for purposes of deter- 
mining the account balance to be 

used for determining the minimum 

distribution for the second distribu- 
tion calendar year, distributions de- 

scribed in paragraph (c)(1) shall in- 

clude an additional amount. This 
additional amount is equal to the 
amount of any distribution made in 

the second distribution calendar year 
on or before the required beginning 
date that is not in excess (when 
added to the amounts distributed in 

the first calendar year) of the amount 
required to meet the minimum distri- 
bution for the first distribution calen- 
dar year. 

(ii) This paragraph (c)(2) is illus- 

trated by the following example: 
Example. (a) Employee (X), born October 

I, 1918, is a participant in a qualified defined 
contribution plan (Plan Z). X attains age 
70 I /2 in calendar year 1989. X's required 
beginning date is April I, 1990. As of the last 

valuation date under Plan Z in calendar year 

1988, which was on December 31, 1988, the 
value of X's account balance was $24, 000. No 
contributions are made or amounts forfeited 
after such date which are allocated in calendar 
year 1988. No rollover amounts are received 
after such date by Plan Z on X's behalf which 
were distributed by a qualified plan or IRA in 

calendar years 1988, 1989, or 1990. The joint 
life and last survivor expectancy of X and X's 
designated beneficiary is 24 years. The re- 
quired minimum distribution for calendar year 
1989 is $1, 000 ($24, 000 divided by 24). That 
amount is distributed to X on April I, 1990. 
On the same date, X elects not to recalculate 
life expectancy, as permitted by the plan. 

(b) The value of X's account balance as of 
December 31, 1989 (the last valuation date 
under Plan Z in calendar year 1989) is 
$26, 400. No contributions are made or 
amounts forfeited after such date which are 
allocated in calendar year 1989. In order to 
determine the benefit to be used in calculating 
the minimum distribution for calendar year 
1990, the account balance of $26, 400 will be 
reduced by $1, 000, the amount of the mini- 
mum distribution for calendar year 1989 made 
on April I, 1990. Consequently, the benefit 
for purposes of determining the minimum 
distribution for calendar year 1990 is $25, 400. 

(c) If, instead of $1, 000 being distributed to 
X, $20, 000 is distributed, the account balance 
of $26, 400 would still be reduced by $1, 000 in 
order to determine the benefit to be used in 
calculating the minimum distribution for calen- 
dar year 1990. The amount of the distribution 
made on April I, 1990, in order to meet the 
minimum distribution for 1989 would still be 
$1, 000. The remaining $19, 000 ($20, 000— 
$1, 000) of the distribution is not the minimum 
distribution for 1989. Instead, the remaining 
$19, 000 of the distribution satisfies the mini- 
mum distribution requirement with respect to 
X for calendar year 1990. The amount which 
is required to be distributed for calendar year 
1990 is $1, 1043. 35 ($25, 400 divided by 23). 
Consequently, no additional amount is re- 
quired to be distributed to X in 1990 because 
$19, 000 exceeds $1, 105. 26. However, pursuant 
to F-2, the remaining $17, 895. 65 ($19, 000 
$1, 104. 35) may not be used to satisfy the 
minimum distribution requirements for calen- 
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dar year l 991 or any subsequent calendar 
years. 

(d) If an amount is distributed by 
one plan and rolled over to another 
plan (receiving plan), G-2 provides 
additional rules for determining the 
benefit and minimum distribution un- 
der the receiving plan. If an amount 
is transferred from one plan (trans- 
feror plan) to another plan (trans- 
feree plan), G-3 and G-4 provide 
additional rules for determining the 
minimum distribution and the benefit 
under both the transferor and trans- 
feree plans. 

F-6. Q. If a portion of an em- 
ployee's benefit is not vested as of 
the employee's required beginning 
date, how is the determination of the 
minimum required distribution af- 
fected? 

A. (a) If the employee's benefit is 

in the form of an individual account, 
the benefit used to determine the 
minimum distribution required for 
any distribution calendar year will be 
determined in accordance with F-5 
without regard to whether or not any 
portion of the employee's benefit is 

not vested. If any portion of the 
employee's benefit is not vested, dis- 
tributions will be treated as being 
paid from the vested portion of the 
benefit first. If, as of the end of a 
distribution calendar year (or as of 
the employee's required beginning 
date, in the case of the employee's 
first distribution calendar year), the 
total amount of the employee's 
vested benefit is less than the mini- 
mum distribution required for the 
calendar year, only the vested portion 
of the employee's benefit is required 
to be distributed by the end of the 
calendar year (or, if applicable, by 
the employee's required beginning 
date). Further, if no portion of the 
employee's benefit is vested as of 
that date, no distribution is required 
as of that date. However, in the 
calendar year when an amount be- 
comes vested, the amount required to 
be distributed in such calendar year 
will include the additional amount. 
Such additional amount will equal 
the lesser of (I) the vested portion of 
the employee's benefit, and (2) the 
sum of amounts not distributed in 
prior calendar years because the em- 
ployee's vested benefit was less than 
the minimum required distribution. 
In such case, an adjustment for the 
additional amount distributed which 

corresponds to the adj ustment de- 

scribed in F-5(c)(2) will be made to 
the benefit used to determine the 
minimum distribution for that calen- 

dar year. 

(b) In the case of annuity distribu- 

tions from a defined benefit plan, if 
any portion of the employee's benefit 
is not vested as of December 31 of a 
distribution calendar year (or as of 
the employee's required beginning 
date in the case of the employee's 
first distribution calendar year), the 

portion which is not vested as of 
such date will be treated as not 
having accrued for purposes of deter- 

mining the minimum distribution for 
that distribution calendar year. When 
an additional portion of the employ- 
ee's benefit becomes vested, such 
portion will be treated as an addi- 
tional accrual. See F-7 for the rules 
for distributing benefits which accrue 
under a defined benefit plan after the 
employee's required beginning date. 

F-7. Q. In the case of annuity 
distributions under a defined benefit 
plan, how must additional benefits 
which accrue after the employee's 
required beginning date be distributed 
in order to satisfy section 401(a)(9)? 

A. In the case of annuity distribu- 
tions under a defined benefit plan, if 
any additional benefits accrue after 
the employee's required beginning 
date, distribution of such amount as 
a separate identifiable component 
must commence in accordance with 
F-3 beginning with the first payment 
interval ending in the calendar year 
immediately following the calendar 
year in which such amount accrues. 

G. Roilovers and Transfers 

G-1. Q. If an amount is distrib- 
uted by one plan (distributing plan) 
and is rolled over to another plan, is 
the benefit or the minimum distribu- 
tion under the distributing plan af- 
fected by the rollover? 

A. No. If an amount is distributed 
by one plan and is rolled over to 
another plan, the amount distributed 
is still treated as a distribution by the 
distributing plan, notwithstanding the 
rollover. 

G-IA. Q. If the amount is distrib- 
uted by a plan in a distribution cal- 
endar year of that plan and rolled 
over to another plan, what amount 
will be treated as a minimum distribu- 

tion required under section 40 ( (9t 

which may not be rolled over P"rsu 
ant to section 402(a)(5)(G)? 

A. (a) Except as otherwise pro- 
vided in paragraphs (b) and (c), all 

amounts distributed in a distribution 
calendar year will be treated for 
purposes of section 402(a)(5)(G) as 

being required under section 401(a)(9) 
until the total amount distributed in 

such calendar year exceeds the total 
amount which is required to be dis- 

tributed for such distribution calen- 
dar year in order to satisfy section 
401(a)(9). 

(b) In the case of any distribution 
in an employee's second distribution 
calendar year, the amounts distrib- 
uted in such calendar year which will 

be treated for purposes of section 

402(a)(5)(G) as being required under 
section 401(a)(9) will include the sum 

of (I) the amount required to be 
distributed for the second distribution 
calendar year and (2) the amount 
required to be distributed for the 
employee's first distribution calendar 
year (to the extent such amount is 

not distributed in the first distribu- 

tion calendar year). 
(c) If in any calendar year the 

minimum amount required to be dis- 

tributed under section 401(a)(9) is not 

distributed, such amount will be 

treated as an amount which is re- 

quired to be distributed in the next 

calendar year for purposes of section 

402(a)(5)(G). 
(d) If the employee's entire benefit 

is distributed in the employee's first 

and second distribution calendar year 

but before the employee's required 

beginning date, the amount distrib- 

uted which will be treated as an 

amount which is required to be dis- 

tributed under section 401(a)(9) for 

purposes of section 402(a)(5)(G) will 

be determined using the designated 

beneficiary of the employee, if any, 

under the plan (or individual retire- 

ment plan) receiving the rollover con- 

tribution. 
G-1B. What are the tax conse- 

quences under section 402(a) and 

408(d) to an employee who rolls over 

an amount which is required under 

section 401(a)(9) 
A. The tax consequences under 

section 402(a) and 408(d) to an em- 

ployee who rolls over an amount 

which is required to be distributed 

under section 401(a)(9) are as fol- 

lows: 
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(a) The amount which is required 
to be distributed under section 
401(a)(9) is taxable under section 72 
in the taxable year in which distrib- 
uted without regard to the rollover. 

(b) If the amount which is re- 
quired to be distributed under section 
401(a)(9) is contributed to an individ- 
ual retirement plan as a rollover 
contribution, such amount will be 
treated as a contribution to an indi- 
vidual retirement plan which is not a 
rollover contribution and thus will be 
an excess contribution for purposes 
of section 4973 if the amount is not 
deductible under section 219 or may 
not be treated as a nondeductible 
contribution under section 408(o). Of 
course, if the amount is an excess 
contribution, it may be withdrawn 
with earnings from the account be- 
fore the due date of the employee's 
return pursuant to section 408(d)(4) 
in order to avoid imposition of the 
excise tax under section 4973. 

G-2. Q. If an amount is distrib- 
uted by one plan (distributing plan) 
and is rolled over to another plan 
(receiving plan), how are the benefit 
and the minimum distribution under 
the receiving plan affected? 

A. (a) Except as otherwise pro- 
vided in paragraph (b), if an amount 
is distributed by one plan (distribut- 
ing plan) and is rolled over to an- 
other plan (receiving plan), the bene- 
fit of the employee under the 
receiving plan is increased by the 
amount rolled over. However, the 
distribution has no impact on the 
minimum distribution required to be 
made by the receiving plan for the 
calendar year in which the rollover is 

received. But, if a minimum distribu- 
tion is required to be made by the 
receiving plan for the following cal- 
endar year, the rollover amount must 

be considered to be part of the 
employee's benefit under the receiv- 

ing plan. Consequently, for purposes 
of determining any minimum distri- 
bution for the calendar year immedi- 

ately following the calendar year in 

which the amount rolled over is 

received by the receiving plan, in the 
case in which the amount rolled over 
is received after the last valuation 
date in the calendar year under the 
receiving plan, the benefit of the 
employee as of such valuation date, 
adjusted in accordance with F-5, will 

be increased by the rollover amount 
valued as of the date of receipt. For 

purposes of calculating the benefit 
under the receiving plan pursuant to 
the preceding sentence, if the amount 
rolled over is received by the receiv- 

ing plan in a different calendar year 
from the calendar year in which it is 

distributed by the distributing plan, 
the amount rolled over is deemed to 
have been received by the receiving 

plan in the calendar year in which it 

was distributed by the distributing 
plan. 

(b) If an amount is distributed by 

the distributing plan after the em- 

ployees required beginning date under 

both the distributing plan and the 
receiving plan, and the designated 
beneficiary of the employee under the 
receiving plan is a designated benefi- 
ciary with a life expectancy that is 

longer than the life expectancy of the 
designated beneficiary under the dis- 

tributing plan, the following rule will 

apply. In such case, the receiving 

plan must separately account for the 
amount rolled over and treat it as a 
separate benefit. It must then begin 
distribution of such separate benefit 
in the calendar year following the 
calendar year in which the amount 
rolled over was distributed by the 
distributing plan. The separate bene- 
fit attributable to the rollover 
amount must be distributed over a 
period not exceeding the period (in- 
cluding any adjustments for recal- 
culation under section 401(a)(9)(D), if 
applicable) used by the distributing 
plan to determine the employee's 
minimum distribution with respect to 
the benefit attributable to the amount 
rolled over. For purposes of deter- 
mining the life expectancies or lives 
used to determine the minimum dis- 
tribution under the receiving plan, 
the designated beneficiary under the 
distributing plan will be the desig- 
nated beneficiary under the receiving 
plan (with respect to the benefit 
attributable to the amount rolled 
over). If such beneficiary is changed 
under the receiving plan to a differ- 
ent beneficiary from the designated 
beneficiary under the distributing 
plan, or a beneficiary is added who 
was not a beneficiary under the dis- 
tributing plan, the rules in E-5 appli- 
cable to changes in beneficiaries will 
be used to determine the period over 
which distributions must be made by 
the receiving plan. 

G-3. Q. In the case of a transfer 
of an amount of an employee's bene- 

fit from one plan (transferor plan) to 
another plan (transferee plan), are 
there any special rules for satisfying 
the minimum distribution require- 
ment or determining the employee's 
benefit under the transferor plan? 

A. (a) In the case of a transfer of 
an amount of an employee's benefit 
from one plan to another, the trans- 
fer is not treated as a distribution by 
the transferor plan for purposes of 
section 401(a)(9). Instead, the benefit 
of the employee under the transferor 
plan is decreased by the amount 
transferred. However, if any portion 
of an employee's benefit is trans- 
ferred in a distribution calendar year 
with respect to that employee, in 
order to satisfy section 401(a)(9), the 
transferor plan must determine the 
amount of the minimum distribution 
with respect to that employee for the 
calendar year of the transfer using 
the employee's benefit under the 
transferor plan before the transfer. 
Additionally, if any portion of an 
employee's benefit is transferred in 
the employee's second distribution 
calendar year but on or before the 
employee's required beginning date, 
in order to satisfy section 401(a)(9), 
the transferor plan must determine 
the amount of the minimum distribu- 
tion requirement for the employee's 
first distribution calendar year based 
on the employee's benefit under the 
transferor plan before the transfer. 
The transferor plan may satisfy the 
minimum distribution requirement 
for the calendar year of the transfer 
(and the prior year if applicable) by 
segregating the amount which must 
be distributed from the employee's 
benefit and not transferring that 
amount. Such amount may be re- 
tained by the transferor plan and 
distributed on or before the date 
required or paid to an escrow ac- 
count which in turn distributes such 
amount on or before the date re- 
quired. 

(b) For purposes of determining 
any minimum distribution for the 
calendar year immediately following 
the calendar year in which the trans- 
fer occurs, in the case of a transfer 
after the last valuation date for the 
calendar year of the transfer under 
the transferor plan, the benefit of the 
employee as of such valuation date, 
adjusted in accordance with F-5, will 
be decreased by the amount trans- 
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ferred valued as of the date trans- 
ferred. 

G-3A. Q. What are the excise tax 
consequences for an employee (or 
other distributee) if, before transfer- 
ring a portion of an employee's bene- 
fit in a distribution calendar year, the 
transferor plan does not satisfy the 
minimum distribution requirement 
for the calendar year of the transfer 
(and, if applicable, the prior calendar 
year)? 

A. If the transferor plan does not 
satisfy the minimum distribution for 
the calendar year of transfer (and, if 
applicable, the prior calendar year) in 
accordance with G-3, the amount 
required to be distributed to satisfy 
the minimum distribution require- 
ment for the calendar year of the 
transfer (and, if applicable, the prior 
calendar year) will be treated for 
purposes of section 4974 as a mini- 
mum distribution that was not dis- 
tributed. Consequently, the payee 
with respect to such amount will be 
subject to the excise tax imposed 
under section 4974. 

G-4. Q. If an amount of an em- 
ployee's benefit is transferred from 
one plan (transferor plan) to another 
plan (transferee plan), how are the 
benefit and the minimum distribution 
under the transferee plan affected? 

A. (a) Except as otherwise pro- 
vided in paragraph (b), in the case of 
a transfer from one plan (transferor 
plan) to another (transferee plan), the 
general rule is that the benefit of the 
employee under the transferee plan is 
increased by the amount transferred. 
The transfer has no impact on the 
minimum distribution required to be 
made by the transferee plan in the 
calendar year in which the transfer is 

received. However, if a minimum 
distribution is required from the 
transferee plan for the following cal- 
endar year, the transferred amount 
must be considered to be part of the 
employee's benefit under the trans- 
feree plan. Consequently, for pur- 
poses of determining any minimum 
distribution for the calendar year 
immediately following the calendar 
year in which the transfer occurs, in 

the case of a transfer after the last 
valuation date of the transferee plan 
in the transfer calendar year, the 
benefit of the employee under the 
receiving plan valued as of such 
valuation date, adjusted in accord- 
ance with F-5, will be increased by 

the amount transferred valued as of 
the date transferred. 

(b) If an amount is transferred 
after the employee's required begin- 

ning date under both the transferor 
plan and the transferee plan, and the 
designated beneficiary of the em- 

ployee under the transferee plan is a 
designated beneficiary with a life ex- 

pectancy that is longer than the life 

expectancy of the designated benefi- 

ciary under the transferor plan, the 
following rule will apply. The trans- 
feree plan must separately account 
for the amount rolled over and treat 
it as a separate benefit. The trans- 
feree plan must then begin distribu- 
tion of such separate benefit in the 
calendar year following the calendar 
year in which the amount was trans- 
ferred. This benefit attributable to 
the transferred amount must be dis- 

tributed over a period not exceeding 
the period (including any adjustments 
for recalculation under section 
401(a)(9)(D), if applicable) used by 
the transferor plan to determine the 
employee's minimum distribution 
with respect to the benefit attribut- 
able to the amount transferred. For 
purposes of determining the life ex- 
pectancies or lives used to determine 
the minimum distribution under the 
transferee plan, the designated bene- 
ficiary under the transferor plan will 
be the designated beneficiary under 
the transferee plan (with respect to 
the benefit attributable to the amount 
transferred). If such beneficiary is 
changed under the transferee plan to 
a different beneficiary from the des- 
ignated beneficiary under the 
transferor plan or a beneficiary is 
added who was not a beneficiary 
under the transferor plan, the rules 
in E-5, applicable to changes in 
beneficiaries, will be used to deter- 
rnine the period over which distribu- 
tions must be made by the transferee 
plan. 

G-5 Q. How are a spinoff, merger 
or consolidation (as defined in 
(1. 414(1)-1) treated for purposes of 
determining an employee's benefit 
and minimum distribution under sec- 
tion 401(a)(9)? 

A. For purposes of determining an 
employee's benefit and minimum dis- 
tribution under section 401(a)(9), a 
spinoff, a merger, or a consolidation 
(as defined in $1. 414(1)) will be 
treated as a transfer of the benefits 
of the employees involved. Conse- 

quently, the benefit and minimum 
distribution of each employee in- 

volved under the trans feror and 
transferee plans will be determined in 

accordance with G-3 and G-4. 

H. Special rules 

H-1. Q. What distribution rules 

apply if an employee is a participant 
in more than one plan? 

A. If an employee is a participant 
in more than one plan, the plans in 

which the employee participates may 
not be aggregated for purposes of 
testing whether or not the distribu- 
tion requirements of section 401(a)(9) 
are met. The distribution of the 
benefit of the employee under each 

plan must separately meet the re- 

quirements of section 401(a)(9). 
H-2. Q. If an employee's benefit 

under a plan is divided into separate 
accounts (or segregated shares in the 
case of a defined benefit plan), do 
the distribution rules in section 
401(a)(9) and these regulations apply 
separately to each separate account 
(or segregated share)? 

A. (a) Except as otherwIse pro- 
vided in paragraphs (b) and (c), if an 

employee's benefit under a plan is 

divided into separate accounts (or 
segregated shares in the case of a 
defined benefit plan), the separate 
accounts (or segregated shares) will 

be aggregated for purposes of satisfy- 
ing the rules in section 401(a)(9). 
Thus, except as otherwise provided in 

paragraphs (b) and (c), all separate 
accounts, including a separate ac- 

count for nondeductible employee 
contributions (under section 72(e)(9)) 
or for qualified voluntary employee 
contributions (as defined in section 

219(e)(2)), will be aggregated for pur- 

poses of section 401(a)(9). 
(b) If, as of an employee's re- 

quired beginning date or, in the case 
of distributions under section 
401(a)(9)(B)(ii) or (iii) and (iv), as of 
the employee's (or spouse's where 

applicable) date of death, the benefi- 

ciaries with respect to a separate 
account (or segregated share in the 

case of a defined benefit plan) differ 
from the beneficiaries with respect to 
the other separate accounts (or segre- 

gate shares) of the employee, such 

separate account (or segregated share) 
need not be aggregated with other 
separate accounts (or segregated 
spares) in order to determine whether 
the distributions from such separate 
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account (or segregated share) satisfy 
section 401(a)(9). Instead, the rules in 
section 401(a)(9) may separately ap- 
ply to such separate account (or 
segregated share). Thus, for example, 
if the employee designated a different 
beneficiary for each separate account 
(or segregated share), each separate 
account (or segregated share) may be 
distributed over the joint life (or 
joint life and last survivor expect- 
ancy) of the employee and the desig- 
nated beneficiary (or the life or life 
expectancy of the designated benefi- 
ciary in the case of any distribution 
described in section 401(a)(9)(B)(iii) 
and (iv)) for that separate account 
(or segregated share). Further, for 
example, if, in the case of a dis- 
tribution described in section 
401(a)(9)(B)(iii) and (iv), the only 
designated beneficiary of a separate 
account (or segregated share) is the 
employee's surviving spouse, and 
beneficiaries other than the surviving 
spouse are designated with respect to 
the other separate accounts of the 
employee, distribution of the spouse's 
separate account (or segregated share) 
need not commence until the date 
determined under the first sentence in 
C-3(b) even if distribution of the 
other separate accounts (or segre- 
gated shares) must commence at an 
earlier date. Also, for example, in 
the case of a distribution after the 
death of an employee to which sec- 
tion 401(a)(9)(B)(i) does not apply, 
distribution from a separate account 
(or segregated share) of an employee 
may be made over a beneficiary's life 
expectancy in accordance with section 
401(a)(9)(B)(iii) and (iv) even through 
distributions from other separate ac- 
counts (or segregated shares) with 
different beneficiaries are being made 
in accordance with the five-year rule 
in section 401(a)(9)(B)(ii). 

(c) See G-2 through G-4 for spe- 
cial rules which apply to the distribu- 
tion from separate accounts main- 
tained because of a transfer or 
rollover. 

H-2A. What is a separate account 
or segregated share for purposes of 
section 401(a)(9) . 

A. (a) For purposes of section 
401(a)(9) a separate account in an 
individual account is a portion of an 
employee's benefit determined by an 
acceptable separate accounting in- 

cluding allocating investment gains 
and losses, and contributions and 

forfeitures, on a pro rata basis in a 
reasonable and consistent matter be- 
tween such portion and any other 
benefits. Further, the amounts of 
each such portion of the benefit will 

be separately determined for purposes 
of determining the amount of the 
minimum distribution in accordance 
with F-5. 

(b) A benefit in a defined benefit 
plan is separated into segregated 
shares if it consists of separate identi- 
fiable components which may be sep- 
arately distributed. 

H-3. Q. Must a distribution that 
is required by section 401(a)(9) to be 
made by the required beginning date 
to the participant or that is required 
by section 401(a)(9)(B)(ii) to be made 
by the required time to a designated 
beneficiary who is a surviving spouse 
be made notwithstanding the failure 
of the participant, or spouse where 
applicable, to consent to a distribu- 
tion while a benefit is immediately 
distributable? 

A. Yes. Section 411(a)(11) and sec- 
tion 417(e) (see (1. 411(a)(11)-1 T(c)(2) 
and $1. 417(e)-I T(c)) require partici- 
pant and spousal consent to certain 
distributions of plan benefits while 
such benefits are immediately distrib- 
utable. If a participant's normal re- 
tirement age is later than the required 
beginning date for the commence- 
ment of distributions under section 
401(a)(9) and, therefore, benefits are 
still immediately distributable, the 
plan must, nevertheless, distribute 
plan benefits to the participant (or 
where applicable, to the spouse) in a 
manner that satisfies the requirements 
of section 401(a)(9). Section 401(a)(9) 
must be satisfied even though the 
participant (or spouse, where applica- 
ble) fails to consent to the distribu- 
tion. In such a case, the plan may 
distribute in the form of a qualified 
joint and survivor annuity (QJSA) or 
in the form of a qualified preretire- 
ment survivor annuity (QPSA) and 
the consent requirements of sections 
411(a)(11) and 417(e) are deemed to 
be satisfied if the plan has made 
reasonable efforts to obtain consent 
from the participant (or spouse if 
applicable) and if the distribution 
otherwise meets the requirements of 
section 417. If, because of section 
401(a)(11)(B), the plan is not required 
to distribute in the form of a QJSA 
to a participant or a QPSA to a 
surviving spouse, the plan may dis- 

tribute the minimum amount required 
at the time required to satisfy section 
401(a)(9) and the consent require- 
ments of sections 411(a)(11) and 
417(e) are deemed to be satisfied if 
the plan has made reasonable efforts 
to obtain consent from the partici- 
pant (or spouse if applicable) and if 
the distribution otherwise meets the 
requirements of section 417. 

H-3A. Who is an employee's 
spouse or surviving spouse for pur- 
poses of section 401(a)(9)? 

A. Except as otherwise provided in 

H-4(a) in the case of distributions of 
a portion of an employee's benefit 
payable to a former spouse of an 
employee pursuant to a qualifed do- 
mestic relations order, for purposes 
of section 401(a)(9), an individual is 

a spouse or surviving spouse of an 
employee if such individual is treated 
as the employee's spouse under appli- 
cable state law as of the following 
dates, whichever is applicable. Sec- 
tions 401(a)(11)(D) and 417(d) do not 

apply for purposes of determining 
who is an employee's spouse or sur- 
viving spouse under section 401(a)(9). 
In the case of distributions before the 
death of an employee under section 
401(a)(9)(A)(ii), for purposes of de- 
termining whether the designated 
beneficiary's life expectancy may be 
recalculated, the spouse of the em- 
ployee is determined as of the em- 
ployee's required beginning date. In 
the case of distributions after the 
death of an employee, for purposes 
of determining whether, under the 
exception to the five-year rule in 
section 401(a)(9)(B)(iii) and (iv), the 
provisions of clause (iv) apply, the 
spouse of the employee is determined 
as of the date of death of the 
employee. 

H-4. Q. In order to satisfy section 
401(a)(9), are there any special rules 
which apply to the distribution of all 
or a portion of an employee's benefit 
payable to an alternate payee pursu- 
ant to a qualified domestic relations 
order as defined in section 414(p) 
(QDRO)? 

A. (a) A former spouse to whom 
all or a portion of the employee's 
benefit is payable pursuant to a 
QDRO will be treated as a spouse 
(including a surviving spouse) of the 
employee for purposes of section 
401(a)(9). 

(b)(1) If a QDRO provides that an 
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employee's benefit is to be divided 
and a portion is to be allocated to an 
alternate payee, such portion will be 
treated as a separate account (or 
segregated share) which separately 
must satisfy the requirements of sec- 
tion 401(a)(9) and may not be aggre- 
gated with other separate accounts 
(or segregated shares) of the em- 

ployee for purposes of satisfying sec- 
tion 401(a)(9). Except as otherwise 
provided in subparagraph (2), distri- 
bution of such separate account allo- 
cated to an alternate payee pursuant 
to a QDRO must be made in accor- 
dance with section 401(a)(9). For ex- 
ample, in general, distribution of 
such account will satisfy section 
401(a)(9)(A) if such account will be 
distributed, beginning not later than 
the employee's required beginning 
date over the life of the employee or 
over the lives of the employee and 
the alternate payee (or over a period 
not extending beyond the life expect- 
ancy of such employee or the joint 
life and last survivor expectancy of 
such employee and alternate payee). 
Distribution of the separate account 
will not satisfy section 401(a)(9)(A)(ii) 
if it is distributed over the joint 
lives of the alternate payee and a 
designated beneficiary (other than 
the employee). The determination 
of whether distribution from such 
account after the death of the em- 
ployee to the alternate payee will 
be made in accordance with sec- 
tion 401(a)(9)(B)(i) or section 
401(a)(9)(B)(ii) or (iii) and (iv) will 

depend on whether distributions have 
begun as determined under B-5 
(which provides, in general, that dis- 
tributions are not treated as having 
begun until the employee's required 
beginning date even though payments 
may actually have begun before that 
date). Further, for example, if the 
alternate payee dies before the date 
on which the designated beneficiary 
is determined under D-3 or D-4 and 
distribution of the separate account 
allocated to the alternate payee pur- 
suant to the QDRO is to be made to 
the alternate payee's beneficiary, such 
beneficiary may be treated as a desig- 
nated beneficiary for purposes of 
determining the minimum distribu- 
tion required from such account if 
the beneficiary of the alternate payee 
is an individual and if such benefi- 
ciary is a beneficiary under the plan 
or specified to or in the plan. (Speci- 
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fication in the QDRO will also be 
treated as specification to the plan. ) 

(2) Distribution of the separate ac- 
count allocated to an alternative 
payee pursuant to a QDRO will 

satisfy section 401(a)(9)(A) even 
though distributions are made to the 
alternate payee rather than the em- 

ployee if the distribution otherwise 
meets the requirements of section 
401(a)(9)(A). Distribution of the sep- 
arate account allocated to an alter- 
nate payee pursuant to a QDRO will 

also meet the requirements of section 
401(a)(9)(A)(ii) if such account is to 
be distributed, beginning not later 
than the employee's required begin- 
ning date, over the life of the alter- 
nate payee (or over a period not 
extending beyond the life expectancy 
of the alternative payee). If the plan 
permits the employee to elect not to 
recalculate life expectancies (life ex- 
pectancies of the employee and the 
employee's spouse) pursuant to 
E-7(c), such election is to be made 
only by the alterante payee for pur- 
poses of distributing the separate 
account allocated to such alternative 
payee pursuant to the QDRO. Also, 
if the plan permits the employee to 
elect whether distribution upon the 
death of the employee will be made 
in accordance with the five-year rule 
in section 401(a)(9)(B)(ii) or the ex- 
ception to the five-year rule in sec- 
tion 401(a)(9)(B)(iii) and (iv) pursuant 
to C-4(c), such election is to be made 
only by the alternate payee for pur- 
poses of distributing the separate 
account allocated to the alternate 
payee pursuant to the QDRO. If the 
alternate payee dies after distribution 
of the separate account allocated to 
the alternate payee pursuant to a 
QDRO has begun (determined under 
B-5), distribution of the remaining 
portion of that portion of the benefit 
allocated to the alternate payee must 
be made at least as rapidly (deter- 
mined under B-6) as under the 
method of distributions being used 
as of the date of the alternate 
payee's death. As provided in 
$ 1. 401(a)(9)-2, distribution of the 
separate account allocated to an al- 
ternate payee pursuant to a QDRO 
need not satisfy the minimum distri- 
bution incidental benefit rule as long 
as the distribution of such account 
otherwise satisfies section 401(a)(9). 

(c) If a QDRO does not provide 
that an employee's benefit is to be 

divided but merely provides that a 
portion of an employee's benefit 
(otherwise payable to the employee) 
is to be paid to an alternate payee, 
such portion will not be treated as a 
separate account (or segregated share) 
of the employee. Instead, such por- 
tion will be aggregated with any 
amount distributed to the employee 
and will be treated as having been 
distributed to the employee for pur- 
poses of determining whether the 
minimum distribution requirement 
has been satisfied with respect to that 
employee. 

H-5. Q. Will a plan fail to qualify 
as a pension plan within the meaning 
of section 401(a), solely because the 
plan permits distributions to com- 
mence to an employee on or after 
April 1 of the calendar year follow- 
ing the calendar year in which the 
employee attains age 70 I/2 even 
though the employee has not retired 
or attained the normal retirement age 
under the plan as of the date on 
which such distributions commence? 

A. No. A plan will not fail to 
qualify as a pension plan within the 
meaning of section 401(a), solely be- 

cause the plan permits distributions 
to commence to an employee on or 
after April 1 of the calendar year 
following the calendar year in which 
the employee attains age 70 I/2 even 

though the employee has not retired 
or attained the normal retirement age 
under the plan as of the date on 
which such distributions commence. 
This rule applies without regard to 
whether or not the employee is a 
5-percent owner with respect to the 

plan year ending in the calendar year 
in which distributions commence. 

H-6. Q. Is the distribution of an 

annuity contract a distribution for 
purposes of section 401(a)(9)? 

A. No. The distribution of an an- 

nuity contract is not a distribution 
for purposes of section 401(a)(9). 

H-7. Q. Will a payment by a plan 
after the death of an employee fail to 
be treated as a distribution for pur- 

poses of section 401(a)(9) solely be- 

cause it is made to an estate or a 
trust? 

A. A payment by a plan after the 

death of an employee will not fail to 
be treated as a distribution for pur- 

poses of section 401(a)(9) solely be- 

cause it is made to an estate or a 

trust. As a result, the estate or trust 

which receives a payment from a 



plan after the death of an employee 
need not distribute the amount of 
such payment to the beneficiaries of 
the estate or trust in accordance wtih 
section 401(a)(9)(B). However, pursu- 
ant to D-2A, distribution to the 
estate must satisfy the five-year rule 
in section 401(a)(9)(B)(iii) if the dis- 
tribution to the employee had not 
begun (as defined in B-5) as of the 
employee's date of death, and pursu- 
ant to D-2A, an estate may not be a 
designated beneficiary. See D-5 and 
D-6 for provisions under which bene- 
ficiaries of a trust with respect to the 
trust's interest in an employee's bene- 
fit are treated as having been desig- 
nated as beneficiaries of the em- 
ployee under the plan. 

H-8. Will a plan fail to satisfy 
section 411 if the plan is amended to 
eliminate benefit options that do not 
satisfy section 401(a)(9)? 

A. Nothing in section 401(a)(9) 
permits a plan to eliminate for all 
participants a benefit option that 
could not otherwise be eliminated 
pursuant to section 411(d)(6). How- 
ever, a plan must provide that, not- 
withstanding any other plan provi- 
sions, it will not distribute benefits 
under any option that does not sat- 
isfy section 401(a)(9). See A-3. Thus, 
the plan, notwithstanding section 
411(d)(6), must prevent participants 
from electing benefit options that do 
not satisfy section 401(a)(9). 

H-9. Does section 401(a)(4) pre- 
vent a plan from distributing benefits 
in any manner otherwise permitted 
under section 401(a)(9)? 

A. A plan may not distribute ben- 
efits to any employee in any manner 
which results in discrimination pro- 
hibited under section 401(a)(4) even if 
the distribution otherwise satisfies 
section 401(a)(9). 

I. Transition Rules 

I-l. Q, Are there any special dis- 
tribution rules for calendar years be- 
fore 1988? 

A. Yes. Minimum distributions re- 
quired for calendar years 1985 and 
1986 are not required to be made 
until December 31, 1987. Further, 
there are special rules for determining 
the amount that is required to be 
distributed for 1985 and 1986 (and 
with respect to certain employees for 
1987). There are also special rules for 
determining the first distribution cal- 
endar year with respect to certain 

employees. In the case of an em- 

ployee whose required beginning date 
is on or before April I, 1987 and 
who is alive on December 31, 1987, 
see I-2 through I-5. In the case of 
an employee who dies before January 
1, 1988, see 1-6 through 1-13. See 
I-14 through 1-16 for other special 
transition rules. 

I-2. Q. If an employee's required 
beginning date (see Q&A B-2 & 3) is 

on or before April 1, 1987 and such 

employee is alive on December 31, 
1987, what is the first calendar year 
for which a distribution is required? 

A. Except as provided in 1-4 (spe- 
cial rule for certain life annuities), 
the following rules apply for pur- 
poses of determining the first distri- 
bution calendar year of an employee 
with a required beginning date on or 
before April 1, 1987 if such employee 
is alive on December 31, 1987: 

(a) Pre-1987 required beginning 
date. If an employee's required be- 

ginning date was on or before April 
1, 1986, the first distribution calen- 
dar year is 1985. However, under 
these transition rules, the minimum 
distribution for 1985 is not required 
to be made by April 1, 1986, and the 
minimum distribution for 1986 is not 
required to be made by December 31, 
1986. Instead, the minimum distribu- 
tions for calendar years 1985 and 
1986 are required to be made by 
December 31, 1987. Thus, the mini- 
mum distributions for 1985, 1986, 
and 1987 must be made by December 
31, 1987. 

(b) 1987 required beginning date. 
If an employee's required beginning 
date is April I, 1987, the first distri- 
bution calendar year is 1986. How- 
ever, under these transition rules, the 
minimum distribution for 1986 is not 
required to be made by April 1, 
1987. Instead, the minimum distribu- 
tion for 1986 is required to be made 
by December 31, 1987. Thus, the 
minimum distribution for 1986 and 
1987 must be made by December 31, 
1987. 

1-3. Q. If (I) the employee is alive 
on December 31, 1987 and (2) the 
employee's first distribution calendar 
year is 1985 or 1986 (as determined 
under 1-2), how is the amount of the 
minimum required distribution deter- 
mined for calendar years 1985, 1986, 
and 1987? 

A. (a) In general. If (1) the em- 
ployee is alive on December 31, 1987 

and (2) the employee's first distribu- 

tion calendar year is 1985 or 1986 (as 
determined under 1-2), the amount 

of the minimum distribution for cal- 
endar years 1985, 1986, and 1987 is 

to be determined under one of the 

three methods described in para- 
graphs (b), (c), and (d). The plan 
administrator is to determine which 

method, including the credit rules 

under paragraphs (b)(4) and (c)(3), is 

to be used. The same method used 

under this 1-3 and 1-8 must be used 
with respect to all such employees 
covered by the plan. See 1-4 for a 
special amount of distribution rule 
for certain life annuities. 

(b) Life expectancy method. Under 
the life expectancy method, the total 
amount of the minimum distribution 
required for calendar years 1985, 
1986, and 1987 is determined as 
follows: 

(I) Designated beneficiary and life 
expectancy. The designated benefi- 
ciary of the employee will be deter- 
mined on any date in 1987. The 
applicable life expectancy (either the 
life expectancy of the employee or 
the joint life and last survivor expect- 
ancy of the employee and the em- 
ployee's designated beneficiary, 
whichever is applicable) is determined 
using attained ages as of birthdays in 
1987. In the case of a beneficiary 
who is not alive on his birthday in 
1987, the beneficiary is treated as 
being alive on that date for purposes 
of determining life expectancy. 

(2) Benefit determination. The 
benefit of the employee is determined 
using the account balance as of the 
last valuation date under the plan in 
1986, adjusted in accordance with 
F-5 with the following further modi- 
fications. First, the benefit adjust- 
ment for distributions after the valu- 
ation date under F-5(c) is not made. 
Second, the benefit is increased by 
any distribution made in 1985 or 
1986 before the valuation date for 
which credit is being taken under 
subparagraph (4). 

(3) Required distribution, The total 
amount which must be distributed 
for calendar years 1985, 1986, and 
1987 using the life expectancy 
method is determined by dividing the 
benefit determined under subpara- 
graph (2) by the applicable life ex- 
pectancy determined under subpara- 
graph (I) and multiplying the quo- 
tient by: 
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(i) 2. 8, in the case of an employee 
with respect to whom the first distri- 
bution calendar year is 1985, or 

(ii) 1. 9, in the case of an employee 
with respect whom the first distribu- 
tion calendar year is 1986. 

(4) Credit for distributions. In de- 
termining whether the total amount 
which must be distributed for calen- 
dar years 1985, 1986, and 1987 has 
been distributed, credit may be taken 
(as determined by the plan adminis- 
trator) for any amount distributed in 
a distribution calendar year of the 
employee. Consequently, to deter- 
mine the amount which is required to 
be distributed in calendar year 1987, 
the plan administrator may reduce 
the total amount which must be 
distributed in 1987 for calendar years 
1985, 1986, and 1987 (determined 
under (3)) by the amounts distributed 
in: 

(i) 1985 and 1986, in the case of 
an employee with respect to whom 
the first distribution calendar year is 
1985, or 

(ii) 1986, in the case of an em- 
ployee with respect to whom the first 
distribution calendar year is 1986. 
However, in the case of distributions 
before the last valuation date in 
1986, credit may only be taken for 
amounts which were used to increase 
the benefit pursuant to subparagraph 
(2) 

(c) Percentage method. Under the 
percentage method, the total amount 
of the minimum distribution required 
for calendar years 1985, 1986, and 
1987 is determined as follows: 

(I) Benefit determination. The 
benefit of the employee is determined 
in the same manner as under para- 
graph (b)(2). 

(2) Required distribution. The total 
amount required to be distributed for 
calendar years 1985, 1986, and 1987 
is the following percentage of the 
benefit (determined in accordance 
with subparagraph (1)): 

(i) 15o/o, in the case of an em- 
ployee with respect to whom the first 
distribution calendar year is 1985, or 

(ii) 10ttto, in the case of an em- 
ployee with respect to whom the first 
distribution calendar year is 1986. 

(3) Credits. Credits for distribu- 
tions may be taken in the same 
manner as under paragraph (b)(4). 

(d) Regular method. Under the 
regular method, the sum of the mini- 

mum distributions required for each 
calendar year 1985, 1986, and 1987, 
calculated separately, is determined 
under section 401(a)(9) and this sec- 
tion with appropriate adjustments. 
However, in determining the amount 
of the minimum distribution required 
for calendar years 1985, 1986, and 
1987, the rule in F-2 does not apply. 
Also, credit (with an appropriate 
gross-up) may be taken toward the 
minimum distribution required for 
the 1986 or 1987 distribution calen- 
dar year for distributions in the 1985 
or 1986 distribution calendar years 
that exceeded the minimum required 
distribution for such year. If distribu- 
tion is being made in the form of an 
annuity and the annuity either is not 
a life annuity or is a life annuity with 
a period certain exceeding 20 years, 
the amount which must be distrib- 
uted by December 31, 1987 is the 

aggregate of annual amounts (see 
F-3(d)(2)) for each calendar year for 
which a distribution is required be- 
fore 1988, determined under 1-2. 

(e) This Q&A is illustrated by the 
following example: 

Examp/e. 

(a) An employee (X) born February 
1914, is a participant in a profit-sharing plan 
(Plan Z). X retired December 31, 1979. Conse- 
quently his required beginning date occurred 
on or before April I, 1986. Thus X's first 
distribution calendar year is 1985. As of 
January I, 1987, X's spouse (Y), born March 
I, 1920 is X's only beneficiary under Plan Z. 
As of December 31, 1986, the last valuation 
date under Plan Z in 1986, X's benefit is 
$198, 000. In 1985, X received distributions 
from Plan Z totaling $5, 000. In 1986 (before 
December 31), X received distributions from 
Plan Z totaling $7, 000. 

(b) Under the hfe expectancy method, X's 
minimum distribution required for 1985, 1986, 
and 1987 which must be distributed in 1987 by 
December 31 is determined as follows: 

(I) 
(2) 
(3) 
(4) 

(5) 
(6) 
(7) 

(8) 
(9) 

(10) 

Benefit under Plan Z as of the last valuation date in 1986. 
Distributions in 1985. 
Distributions in 1986 before 12/31/86. 
Benefit to be used. 
(sum of (I), (2), and (3)) 
X's attained age as of X's birthday in 1987. 
Y's attained age as of Y's birthday in 1987. 
Joint life and last survivor of X and Y (determined under Table VI of 
1. 72-9 using ages in (5) and (6)). 
Benefit ((line 4) divided by the applicable life expectancy (line 7)). 
The total amount which must be distributed for 1985, 1986, and 1987. 
(2. 8 X 10, 000) 
Distribution in 1985 and 1986 for which credit may be taken 
(Sum of lines (2) and (3)). 
Amount required to be distributed in 1987. (Line 9 minus line 10) 

$198, 000 
$5, 000 
$7, 000 

$210, 000 
73 
67 

21 
$10, 000 

$28, 000 

$12, 000 
$16, 000 

(I) 
(2) 
(3) 
(4) 

(5) 

(6) 

(7) 

Benefit under Plan Z as of the last valuation date in 1986. 
Distributions in 1985. 
Distributions in 1986 before 12/31/86. 
Benefit to be used 
(sum of (I), (2), and (3)). 
Total amount which must be distributed for 1985, 1986, and 1987 
(15' of line (4)). 
Distribution in 1985 and 1986 for which credit may be taken (Sum of 
lines (2) and (3)). 
Amount required to be distributed in 1987. (Line 5 minus line 6) 

$198, 000 
$5, 000 
$7, 000 

$210, 000 

$31, 500 

$12, 000 
$19, 500 

1-4. Q. If (a) the employee's bene- 
fit is to be distributed in the form of 
a life annuity (or a life annuity with 
a period certain not exceeding 20 
years), (b) the employee's required 
beginning date is on or before April 
I, 1987, and (c) the employee is alive 
on December 31, 1987, then as of 
what date must distributions be made 
and how is the amount which must 
be distributed by that date deter- 
mined? 

A. (a) If the three conditions set 
forth in the question above are satis- 

fied, and if the employee's required 
beginning date is on or before April 
I, 1986, the first period for which a 
distribution is required is the last 
payment interval (as defined in F-3) 
ending on or before April I, 1986. 
However, under these transition 
rules, no distribution is required to 
be made by April 1, 1986. Instead, 
distribution of an amount equal to 
the aggregate of the payments for all 
payment intervals from the last pay- 
ment interval ending on or before 
April I, 1986 through the last pay- 

(c) Under the percentage method, X's mini- 1987 which must be distributed in 1987 by 
mum distribution required for 1985, 1986, and December 31 is determined as follows: 
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ment interval ending on or before 
December 31, 1987 must be made by 
December 31, 1987. Consequently, 
the total amount that must be dis- 
tributed by December 31, 1987 will 
equal the total amount that would 
have been distributed by December 
31, 1987, if annuity payments made 
in accordance with F-3 had begun on 
or before April 1, 1986. 

(b) If the three conditions set forth 
above are satisfied and the employ- 
ee's required beginning date is April 
1, 1987, the first period for which a 
distribution is required is the last 
payment interval (as defined in F-3) 
ending on or before April 1, 1987. 
However, under these transition 
rules, no distribution is required to 
be made by April 1, 1987. Instead, 
distribution of an amount equal to 
the aggregate of the payments for all 
payment intervals from the last pay- 
ment interval ending on or before 
April I, 1987 through the last pay- 
ment interval ending on or before 
December 31, 1987 must be made by 
December 31, 1987. Consequently, 
the total amount which must be 
distributed by December 31, 1987 will 

equal the total amount which would 
have been distributed by December 
31, 1987, if annuity payments made 
in accordance with F-3 had begun on 
or before April I, 1987. 

(c) In the case of distributions in 
the form of a joint and survivor 
annuity, the designated beneficiary 
for purposes of determining the ag- 
gregate amount that is required to be 
distributed by December 31, 1987 
may be determined as of any date 
during the 90 day period ending on 
the date on which annuity payments 
commence but not later then the 
earlier of (I) the date annuity distri- 
butions commence or (2) December 
31, 1987. 

(d) The provisions of this Question 
and Answer must be satisfied even if 
the employee and spouse do not 
consent to any catch-up distribution 
required by paragraph (a) or (b). The 
spouse's consent is not required even 
if as a result of making distributions 
required by paragraph (a) or (b), the 
amount payable after the death of 
the employee to the employee's sur- 

viving spouse is reduced. If (I) the 
plan has made reasonable efforts to 
obtain consent from the employee 
and the employee's spouse, (2) the 

requirement of section 417 that plan 

benefits be provided in the form of a 
qualified joint and survivor annuity 

is otherwise satisfied, and (3) the 
distribution otherwise meets the re- 

quirement of section 417, then the 
consent requirements of section 
411(a)(11) and 417(e) are deemed to 
be satisfied with respect to the distri- 

bution. 

(e) The amount of the catch-up 
distributions described in paragraphs 

(a) and (b) may be determined using 
either the normal form of qualified 
joint and survivor annuity under the 
terms of the plan or a benefit option, 
if any, selected by the employee as 

long as the distribution satisfies sec- 
tion 401(a)(9). Thus, if the employee 
has not elected a benefit option, the 
plan may determine the amount of 
the catch-up distribution using the 
qualified joint and survivor option 
under the plan (as long as such form 
of benefit provides for distributions 
that satisfy section 401(a)(9)). 

(g This Question and Answer is 
illustrated by the following example. 
Example. 

Plan Y, a defined benefit pension plan, 
provides that monthly annuity payments are to 
be made to an unmarried employee (X) for life 
with a 10 year period certain. X's required 
beginning date is April 1, 1986 but X received 
no distributions before December 31, 1987. If 
annuity distributions had begun to X on April 
1, 1986, he would have been entitled under the 
terms of Plan Y to receive a monthly benefit 
of $100. Thus if annuity distributions had 
begun on April 1, 1986, by December 31, 
1987, the plan would have distributed $2100 to 
X, an amount equal to the aggregate of the 
payments for all payment intervals from the 
last payment interval ending on or before 
April 1, 1986 through the last payment interval 
ending on or before December 31, 1987. This 
is the amount that the plan must distribute to 
X by December 31, 1987. (Annuity payments 
made after December 31, 1987 will be adjusted 
for interest on $2100 due to the delay in 
commencing distributions. ) 

1-5. Q. If an employee's required 
beginning date is on or before April 
I, 1987, are there any special rules 
for determining the minimum distri- 
bution for calendar years after 1987? 

A. (a) Except as otherwise pro- 
vided in paragraphs (b) and (c), if an 
employee's required beginning date is 
on or before April 1, 1987 and if the 
employee's benefit is in the form of 
an individual account, the amount of 
the minimum distribution required 
for calendar years after 1987 will be 
determined in a manner consistent 
with the use of December 31, 1987 as 
the employee's required beginning 

date. Consequently, for example, the 

employee must elect, if such election 

is permitted by the plan administra- 

tor, no later than December 31, 1987 
whether or not life expectancy will be 
recalculated for purposes of deter- 

mining the niminum distribution re- 

quired for calendar years after 1987. 
Further, for example, the designated 
beneficiary of an employee will be 

determined as of December 31, 1987 
for purposes of determining the mini- 

mum distribution required for calen- 

dar years after 1987. 
(b) If an employee's required be- 

ginning date is on or before April 1, 
1987 and if the employee's benefit is 

in the form of an individual account, 
the following rule applies for deter- 

mining life expectancies for purposes 
of determining the minimum distribu- 
tion for calendar years after 1987. If 
an employee's life expectancy is being 
recalculated, the joint life and last 
survivor expectancy of the employee 
and the designated beneficiary (other 
than the employee's spouse) will be 
determined using the attained age of 
the employee as of the employee's 
birthday in the calendar year for 
which the minimum distribution is 
being determined and the attained 
age of the designated beneficiary as 
of the beneficiary's birthday in 1987, 
adjusted in accordance with E-8, for 
purposes of determining the mini- 
mum distribution required for calen- 
dar years after 1987. If an employ- 
ee's life expectancy is not being 
recalculated, the joint life and last 
survivor expectancy of the employee 
and the designated beneficiary will be 
determined based on the attained 
ages of the employee and designated 
beneficiary as of their birthdays in 
1987. Such joint life and last survivor 
expectancy is then reduced by one 
for each calendar year that has 
elapsed since 1987. In such case if 
the designated beneficiary is not alive 
on his birthday in 1987, such benefi- 
ciary will be treated as alive on that 
date for purposes of determining life 
expectancy. If the employee's desig- 
nated beneficiary is the employee's 
spouse, and the life expectancy of the 
employee and spouse are being recal- 
culated, the joint life and last survi- 
vor expectancy of the employee and 
spouse will be calculated using their 
attained ages as of their birthdays in 
the calendar year for which the mini- 
mum distribution is being deter- 
mined. 
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(c) If an employee's required be- 

ginning date is on or before April 1, 
1987 and if an employee's benefit is 

being distributed in the form of 
annuity payments, for determining 
the minimum distribution for calen- 

dar years after 1987, the following 
rules will apply. The designated bene- 

ficiary may be determined as of any 

date during the 90 day period ending 

on the date on which such annuity 

payments commence. Life expectancy 
will be determined using the attained 

ages of the employee and the em- 

ployee's designated beneficiary as of 
their birthdays in the calendar year in 

which the annuity payments com- 

mence. 
1-6. Q. If an employee dies before 

January 1, 1988, are distributions to 
be made in accordance with section 

401(a)(9)(B)(i) or in accordance wth 

section 401(a)(9)(B)(ii) or (iii) and 

(iv)? 
A. (a) General rule. If an em- 

ployee dies before January I, 1988, 
distributions must be made in accor- 
dance with either the five-year rule in 

section 401(a)(9)(B)(ii) or the excep- 
tion to the five year rule in section 
401(a)(9)(B)(iii) and (iv), whichever is 

applicable. (See A-4 and C-4. ) If an 

employee dies before January 1, 
1986, and distribution is being made 
over the life or life expectancy of a 
designated beneficiary in accordance 
with section 401(a)(9)(B)(iii) and (iv), 
see 1-7 through 1-9 for the rules 
concerning (1) which calendar year is 

the first calendar year for which a 
distribution is required (or in the case 
of certain life annuities which period 
is the first payment interval for 
which a distribution is required), (2) 
as of what date distributions are 
requred to commence, and (3) how 
the amount which is required to be 
distributed by such date is deter- 
mined. 

(b) Certain distributions treated as 
having begun. Except as otherwise 
provided in paragraph (c), if an 
employee's required beginning date is 

(or would have been) on or before 
April 1, 1987 and such employee dies 
in calendar year 1985, 1986 or 1987, 
but on or after the first day of the 
employee's first distribution calendar 
year, the plan administrator may, 
under these transition rules, treat 
distributions as having begun in ac- 
cordance with section 401(a)(9)(A)(ii) 

before the employee died for pur- 

poses of section 401(a)(9)(B)(i). The 

plan administrator may make such 

determination on an individual by 

individual basis. Distributions may be 

treated as having begun for purposes 

of section 401(a)(9)(B)(i) even though 

payments were not actually made 

before the employee died. If, under 

this transition rule, distributions are 

treated as having begun before the 

employee died, distribution of the 
employee's benefit for calendar years 

1985 (if applicable), 1986, 1987, and 

subsequent calendar years will be 

made to the employee's beneficiaries 

over a period described in section 

401(a)(9)(A)(ii) pursuant to section 

401(a)(9)(B)(i) rather than in accor- 
dance with section 401 (a)(9)(B)(ii) or 

(iii) and (iv). (See C-4. ) If distribu- 

tions are thus treated as having be- 

gun, the amount of any minimum 

distribution required for calendar 
years 1985, 1986 or 1987 will be 
determined in accordance with 1-2 
through 1-5 treating the employee as 
alive on December 31, 1987. If such 
amount was not paid to the employee 
before the employee's death, it must 

be paid to the beneficiaries of the 
employee on or before December 31, 
1987. Further, in such case, the des- 

ignated beneficiary of the employee 
will be determined as of any date in 

1987. The applicable life expectancies 
are determined using birthdays in 

1987, and by treating the employee 
and designated beneficiary as alive. 
Except as otherwise provided in these 
transition rules, the employee's life 
expectancy will not be recalculated. 
However, if the employee's spouse is 

a beneficiary, such spouse's life ex- 

pectancy will be recalculated unless 
either (1) the plan administrator es- 
tablishes a policy that spouses' life 
expectancies are not recalculated or 
(2) the spouse elects not to have life 
expectancy recalculated. 

(c) Distributions to the employee's 
spouse. Except as otherwise provided 
in I-9(c) plan distributions must sat- 
isfy the survivor requirements of sec- 
tions 401(a)(11) and 417 notwith- 
standing the rules in paragraph (b). 
These requirements may mandate a 
particular method of distribution to a 
surviving spouse or require spousal 
consent. Further, the rules in para- 
graph (b) allowing a plan administra- 
tor to treat distributions as having 
begun do not apply for purposes of 

determining under section 401(a)(11) 
and 417 whether distribution must be 

in the form of a qualified preretire- 
ment survivor annuity or a qualified 
Joint and survivor annuity. 

(d) Example. This 1-6 is illustrated 

by the following example: 
Example. 

(a) An employee (X), born May 2, 1915, ts 

a participant in Plan Y (a profit-sharing plan). 
X retired December 31, 1985. X died March I, 
1986. As of X's date of death, X's sole 

beneficiary under Plan Y was X's spouse. The 

plan administrator of Plan Y has established 

no policy concerning recalculation of life ex- 

pectancy or of permitting elections of such 

recalculation. (Thus, any default provisions in 

this section of the regulations apply. ) 

(b) If X had survived, X's required begin- 

ning date would have been April I, 1986 and 

X's first distribution calendar year would have 

been 1985. Because X died on or after January 

I, 1985 and before December 31, 1987, the 

plan may distribute either (I) to X's spouse in 

accordance with the exception to the five year 

rule in section 401(a)(9)(B)(iii) and (iv) or (2) 

treat distributions as having begun to X before 

death pursuant to paragraph (b) of this 1-6. 
(c) If Plan Y distributes to X's spouse in 

accordance with the exception to the five-year 

rule in section 401(a)(9)(B)(iii) and (iv), the 

first distribution calendar year is 1987 and 

distributions must commence by December 31, 
1987. If instead Plan Y treats distributions as 

having begun, X's first distribution calendar 

year is 1985. Under these transition rules, 

minimum distributions for 1985, 1986, and 

1987 would then be required to be made by 

December 31, 1987. In accordance with para- 

graph (b) of this 1-6, X's life expectancy will 

not be recalculated but, in accordance with 

E — 7(a), X's spouse's life expectancy will be 

recalculated. 
1-7. Q. If an employee died prior 

to January 1, 1986 and distributions 
are being made over the life expect- 

ancy of a designated beneficiary in 

accordance with section 401(a)(9)(B) 
(iii) and (iv), which is the first calen- 

dar year for which a distribution is 

required and when must distribution 
commence'? 

A. Except as otherwise provided in 

1-9 (special rule for certain life annu- 

ities), if an employee died prior to 

January 1, 1986 and distributions are 

being made over the life expectancy 
of a designated beneficiary in accor- 

dance with section 401(a)(9)(B)(iii) 
and (iv), the first distribution calen- 

dar year for which a minimum distri- 

bution is required is the later of (1) 
the calendar year which contains the 

required commencement date deter- 

mined under C-3(a) or (b), whichever 

is applicable, or (2) calendar year 

1985. However, under these transi- 

tional rules, if the first distribution 
calendar year is 1985, the minimum 
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distribution for 1985 is not required 
to be made by December 31, 1985. 
Similarly, under these transition 
rules, if the first (or second) distribu- 
tion calendar year is 1986, the mini- 
mum distribution for 1986 is not 
required to be made by December 31, 
1986. Instead, in such case, the mini- 
mum distribution required for 1985 
(if applicable), 1986, and 1987 is 
required to be made by December 31, 
1987. 

1-8. Q. If (a) distributions after 
the death of an employee are being 
made over the life expectancy of a 
designated beneficiary in accordance 
with section 401(a)(9)(B)(iii) and (iv), 
and (b) the first distribution calendar 
year is 1985 or 1986 (determined 
under 1-3), then how is the amount 
of the minimum distribution deter- 
mined for calendar years 1985, 1986, 
and 1987? 

A. (a) In general. (I) If the two 
conditions set forth in the Question 
are satisfied, the amount of the mini- 
mum distribution for calendar years 
1985, 1986, and 1987 is to be deter- 
mined under one of the three meth- 
ods described in paragraphs (b), (c), 
and (d). The plan administrator is to 
determine which method, including 
the credit rules under paragraph 
(b)(4) and (c)(3), is to be used. The 
same method used under this I-8 and 
1-2 must be used with respect to all 
such employees. 

(2) See 1-9 for a special rule for 
distributions in the form of a life 
annuity. 

(b) Life expectancy method. Under 
the life expectancy method, the total 
amount of the minimum distribution 
required for calendar years 1985, 
1986, and 1987 is determined as 
follows: 

(1) Designated beneficiary and life 
expectancy. The designated benefi- 
ciary of the employee will be deter- 
mined as of any date in 1987. The 
applicable life expectancy will be the 
designated beneficiary's life expect- 
ancy using attained age as of his 
birthday in 1987. In the case of a 
beneficiary who is not alive on his 
birthday in 1987, such beneficiary 
will be treated as being alive on his 
birthday in 1987 for purposes of 
determining life expectancy under this 
transitional rule. 

(2) Benefit determination. The 
benefit of the employee is determined 
using the account balance as of the 

last valuation date under the plan in 

1986, adjusted in accordance with 
F-5 with the following modifications. 
First, the benefit adjustment for dis- 

tributions after the valuation date 
under F-5(c) is not made. Second, 
the benefit is increased by any distri- 
bution made in 1985 or 1986 before 
the valuation date described in 

subparagraph (2) for which credit is 

being taken under subparagraph (4). 
(3) Required distribution. The total 

amount which must be distributed 
for calendar years 1985, 1986, and 
1987 using the life expectancy 
method will be determined by divid- 

ing the benefit determined under 
subparagraph (2) by the applicable 
life expectancy determined under sub- 

paragraph (I) and multiplying the 
quotient by: 

(i) 2. 8, in the case of an employee 
with respect to whom the first distri- 
bution calendar year is 1985, or 

(ii) 1. 9, in the case of an employee 
with respect whom the first distribu- 
tion calendar year is 1986. 

(4) Credit for distributions. In de- 
termining whether the total amount 
which must be distributed for calen- 
dar years 1985, 1986, and 1987 has 
been distributed, credit may be taken 
(as determined by the plan adminis- 
trator) for any amount distributed in 
a distribution calendar year of the 
employee (1985 through 1987). Con- 
sequently, to determine the amount 
which is required to be distributed in 
calendar year 1987, the plan adminis- 
trator may reduce the total amount 
which must be distributed in 1987 for 
calendar years 1985, 1986, and 1987 
determined under subparagraph (3)) 
by the amounts distributed in: 

(i) 1985 and 1986, in the case of 
an employee with respect to whom 
the first distribution calendar year is 
1985, or 

(ii) 1986, in the case of an em- 
ployee with respect to whom the first 
distribution calendar year is 1986. 
However, in the case of distributions 
before the last valuation date in 
1986, credit may only be taken for 
amounts which were used to increase 
the benefit pursuant to subparagraph 
(2) 

(c) Percentage method. Under the 
percentage method, the total amount 
of the minimum distribution required 
for calendar years 1985, 1986, and 
1987 is determined as follows: 

(I) Benefit determi nati on. The 
benefit of the employee is determined 
in the same manner as under para- 
graph (b)(2). 

(2) Required distribution, The total 
amount required to be distributed for 
calendar years 1985, 1986, and 1987 
is the following percentage of the 
benefit (determined in accordance 
wth subparagraph (I)): 

(i) 15olo, in the case of an em- 
ployee with respect to whom the first 
distribution calendar year is 1985, or 

(ii) 10oto, in the case of an em- 
ployee with respect to whom the first 
distribution calendar year is 1986. 

(3) Credits. Credits for distribu- 
tions may be taken in the same 
manner as under paragraph (b)(4). 

(d) Regular method. Under the 
regular method, the sum of the mini- 
mum distributions required for each 
calendar year 1985, 1986, and 1987, 
calculated separately, is determined 
under section 401(a)(9) and this sec- 
tion with appropriate adjustments. 
However, the rule in F-2 does not 
apply. Also, credit (with an appropri- 
ate gross-up) may be taken toward 
the minimum required distribution 
for the 1986 or 1987 distribution 
calendar year for distributions in 
1985 or 1986 distribution calendar 
years that exceeded the minimum 
required distribution for such year. If 
distribution is being made in the 
form of an annuity and the annuity 
is not a life annuity (or is a life 
annuity with a period certain exceed- 
ing 20 years), the amount which must 
be distributed by December 31, 1987 
is the aggregate of annual amounts 
(see F-3(d)(2)) for each calendar year 
for which a distribution is required 
before 1988, determined under 1-2. 

1-9. Q. If (a) the employee died 
prior to January 1, 1986, (b) distri- 
bution is to be made in accordance 
with the exception to the five-year 
rule in section 401(a)(9)(B)(iii) and 
(iv), and (c) the employees benefit is 
to be distributed in the form of a life 
annuity (or a life annuity with a 
period certain not exceeding 20 
years), then as of what date must 
distributions be made, and how is the 
amount which must be distributed by 
that date determined? 

A. (a) If the three conditions set 
forth in the Question are satisfied, 
the first period for which a distribu- 
tion is required is the last payment 
interval (as defined in F-5) ending on 
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or before the later of (1) the required 
commencement date determined un- 
der C-3(a) or (b), whichever is appli- 
cable, and (2) December 31, 1985. 
However, if such date is before De- 
cember 31, 1987, under these transi- 
tion rules, no distribution is required 
to be made on such date. Instead, 
distribution of an amount equal to 
the aggregate of the payments for all 
payment intervals from the last pay- 
ment interval ending on or before 
that date through the last payment 
interval. ending on or before Decem- 
ber 31, 1987 must be made by De- 
cember 31, 1987. Consequently, the 
total amount which must be distrib- 
uted by December 31, 1987 will equal 
the total amount that which would 
have been distributed by December 
31, 1987 if annuity payments made in 
accordance with C-3 had begun on 
or before the later of (1) the required 
commencement date determined un- 
der C-3(a) or (b), whichever is appli- 
cable, and (2) December 31, 1985. 

(b) The designated beneficiary may 
be determined as of any date during 
the 90 day period ending on the 
earlier of (1) the date annuity distri- 
butions commence or (2) December 
31, 1987. 

(c) The provisions of this Question 
and Answer must be satisfied even if 
the surviving spouse does not consent 
to the any catch-up distribution re- 
quired under paragraph (a), and even 
if, as a result of such catch-up 
distribution, the amount payable af- 
ter December 31, 1987 to the employ- 
ee's surviving spouse under a quali- 
fied preretirement survivor annuity is 
reduced. In such case, if (1) the plan 
has made reasonable efforts to obtain 
consent from the employee's surviv- 
ing spouse, (2) the requirement of 
section 417 that plan benefits be 
provided in the form of a qualified 
preretirement annuity is otherwise 
satisfied, and (3) the distribution oth- 
erwise meets the requirement of sec- 
tion 417, then the consent require- 
ments of section 417 are deemed to 
be satisfied with respect to the 
distribution. 

1-10. Q. If an employee died prior 
to January 1, 1986 and distributions 
are being made over the life ex- 
pectancy of a designated benefici- 
ary in accordance with section 
401(a)(9)(B)(iii) and (iv), as of what 
date is the designated beneficiary 

determined, and what age is used to 
determine the designated beneficiary's 
life expectancy, for purposes of de- 

termining the minimum distribution 
for calendar years after 1987? 

A. (a) If an employee died prior to 
January 1, 1986 and distributions are 
being made over the life expectancy 
of a designated beneficiary in ac- 
cordance with section 401(a)(9)(B)(iii) 
and (iv), the designated beneficiary 
will be determined as of any date in 

1987 for purposes of determining the 
minimum distribution for calendar 
years after 1987. The life expectancy 
of the designated beneficiary (other 
than the employee's surviving spouse 
whose life expectancy is being recal- 
culated) will be determined using the 
attained age of the designated benefi- 
ciary as of such beneficiary's birth- 
day in calendar year 1987, reduced 
by one for each calendar year which 
has elapsed after 1987. In such case 
if the designated beneficiary is not 
alive on his birthday in 1987, such 
beneficiary will be treated as being 
alive on that date for purposes of 
determining life expectancy. If the 
employee's surviving spouse is a des- 
ignated beneficiary and such spouse's 
life expectancy is being recalculated, 
the life expectancy of spouse will be 
calculated using the attained age of 
the spouse as of such spouse's birth- 
day in the calendar year for which 
the minimum distribution is being 
determined. 

(b) If an employee died prior to 
January 1, 1986 and distributions are 
being made over the life expectancy 
of a designated beneficiary in ac- 
cordance with section 401(a)(9)(B)(iii) 
and (iv) in the form of annuity 
payments, the designated beneficiary 
will be determined as of any date 
during the 90 day period ending on 
the date such annuity payments com- 
mence. The designated beneficiary's 
life expectancy will be determined 
using the attained age of the desig- 
nated beneficiary as of such bene- 
ficiary's birthday in the calendar year 
in which the annuity payments com- 
mence. 

1-11. Q. In the case of the surviv- 
ing spouse of an employee for whom 
the first calendar year for which a 
distribution is required to be made is 
1985 or 1986, when must the employ- 
ee's spouse elect whether or not life 
expectancy will be recalculated? 

A. If an employee for whom the 

first calendar year for which a distri- 
bution is required to be made is 
calendar year 1985 or 1986, any 
election, if permitted by the plan 
administrator, concerning recalcula- 
tion of life expectancy must be made 
by December 31, 1987. 

I-12. Q, When must the election 
described in C-4 (concerning whether 
distribution will be made in accord- 
ance with the five-year rule in sec- 
tion 401(a)(9)(B)(ii) or the exception 
to the five-year rule in section 
401(a)(9)(B)(iii) and (iv)) be made by 
a beneficiary otherwise required to 
make such election on or before 
December 31, 1985 or December 31, 
1986? 

A. The election described in C-4 
(concerning whether distribution will 

be made in accordance with the five- 
year rule in section 401(a)(9)(B)(ii) or 
the exception to the five year rule in 
section 401(a)(9)(B)(iii) and (iv)), if 
otherwise required to have been made 
on or before December 31, 1985 or 
December 31, 1986, must, if permit- 
ted by the plan administrator, be 
made by December 31, 1987. 

I-13. Q. If an employee died prior 
to January 1, 1985 and distribution is 

to be made in accordance with the 
five-year rule contained in section 
401(a)(9)(B)(ii), as of what date must 
the employee's entire interest be dis- 
tributed? 

A. If an employee died prior to 
January 1, 1985 and distribution is to 
be made in accordance with the 
five-year rule contained in section 
401(a)(9)(B)(ii), the employee's entire 
interest must be distributed as of the 
later of: (a) December 31 of the 
calendar year which contains the fifth 
anniversary of the employee's death 
or (b) December 31, 1987. 

I-14. Q. If any portion of the 
minimum distribution required for 
calendar years 1985, 1986, or 1987 
(which is required to be distributed 
by December 31, 1987) is distributed 

by a plan and rolled over to another 
plan (receiving plan) before such 

date, how does receipt of such 
rollover amount affect the qualifica- 
tion under section 401(a) of the plan 

accepting it? 

A. If any portion of the minimum 
distribution required for calendar 
years 1985, 1986, or 1987 which is 

required to be distributed by Decem- 
ber 31, 19877 is distributed by a plan 
and rolled over to another plan (re- 
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ceiving plan) before such date, under 
these transitional rules, the qualifica- 
tion under section 401(a) of the re- 
ceiving plan is not affected by the 
receipt of such amount. However, see 
G-IB for the tax consequences to the 
distributee who rolls over the amount 
(including, if the amount is rolled 
over to an individual retirement plan, 
the rule for avoiding certain tax 
consequences). Certain tax conse- 
quences may be avoided by the 
distributee who rolls over to another 
qualified plan in either of two 
ways; (a) the receiving plan may dis- 
tribute by December 31, 1987 that 
portion of the amount rolled over 
which is the minimum distribution 
from the distributing plan for calen- 
dar years 1985, 1986 or 1987 or (b) 
the distributing plan may distribute 

by December 31, 1987 an additional 
amount equal to that portion of the 
amount rolled over which is the 
minimum distribution from such plan 
for calendar years 1985, 1986 or 
1987. 

I-15. Q. In the case of a transfer 
in 1985, 1986, or 1987 of all or a 
portion of an employee's benefit 
from one plan (transferor plan) to 
another plan (transferee plan), is the 
amount transferred treated as an 
amount distributed for purposes of 
section 401(a)(9)? 

A. (a) Except as otherwise pro- 
vided in paragraph (b), in the case of 
a transfer in 1985, 1986, or 1987 but 
before [60 days after this notice is 

published] of all or a portion of an 
employee's benefit from one plan 
(transferor plan) to another plan 
(transferee plan) before the minimum 
amount required to be distributed by 
the transferor plan for such calendar 
year has been distributed, the 
transferor plan may treat the amount 
transferred as a distribution for pur- 
poses of section 401(a)(9). 

(b) I f all or a portion of an 
employee's benefit is transferred 
from one plan (transferor plan) to 
another plan (transferee plan) in 
1985, 1986, or 1987 before [60 days 
after this notice is published] and 
before the minimum amount required 
to be distributed by the transferor 
plan for such calendar year has been 
distributed and the employee is a 
5-percent owner (as defined in B-2) 
with respect to the employer main- 

taining either the transferor plan or 

the transferee plan, the transferee 

plan must distribute by December 31, 
1987 any portion of the minimum 

distribution required to be distributed 

with respect to the portion of the 

benefit transferred but not distributed 

by the transferor plan for calendar 

years 1985, 1986, or 1987. 

(c) In the case of a transfer in 

1987 on or after [60 days after this 

notice is published], the rules in G-3 
aPPly. 

1-16. Q. What are the distribution 
requirements applicable to qualified 

plans that cover self-employed indi- 

viduals described in section 401(c)(1) 
(HR 10 plans) for 1984? 

A. For 1984, HR 10 plans are 

subject to the distribution require- 
ments of section 401(a)(9) as in effect 
on September 2, 1982 (prior to such 
section's replacement by section 
242(a) of TEFRA). (The after-death 
distribution rules in section 401(d)(7) 
applicable to owner-employees in HR 
10 plans were repealed by section 237 
of TEFRA and were not reinstated 
for 1984 by TRA of 1984. ) An HR 
10 plan that does not satisfy section 
401(a)(9) (as in effect on September 
2, 1982) in 1984 will not be consid- 
ered to fail to qualify under section 
401(a) or 403(a) solely for that rea- 
son if, in operation, the aggregate 
amount distributed by December 31, 
1987 equals or exceeds the amount 
required to satisfy section 401(a)(9) 
prior to its amendment by TEFRA 
plus the amount required to satisfy 
section 401(a)(9) after its amendment 
by TRA of 1984 for calendar years 
1985, 1986, and 1987. Thus, plan 
amendments to reflect the law for 
1984 are not required in order to 
satisfy the old HR 10 requirement. 

I-17. Q. In the case of a plan 
covering self-employed individuals to 
which the minimum distribution rules 
in (1. 401-11(e) apply, if the aggre- 
gate amounts distributed with respect 
to an employee in calendar years 
prior to 1985 for which minimum 
distributions were required pursuant 
to $1. 401-11(e) exceeded the aggre- 
gate amount required for such calen- 
dar years, may credit be given for 
such amount for purposes of satisfy- 
ing the minimum distribution require- 
ment for calendar years 1985 through 
1987? 

A. Yes. In the case of a plan 
covering self-employed individuals to 
which the minimum distribution rules 

in (1. 401-11(e) apply, if the aggre- 

gate amounts distributed with respect 
to an employee in calendar years 

prior to 1985 for which minimum 
distributions were required pursuant 
to $1. 401-11(e) exceed the aggregate 
amount required, credit may be taken 
for the difference between the aggre- 
gate amount distributed in calendar 
years before 1985 and the aggregate 
amount required to be distributed for 
such calendar years. Such excess 
amount will be treated as an amount 
distributed in calendar year 1985 for 
purposes of determining the amount 
which is required to be distributed by 
December 31, 1987 under 1-3. 

J. Elections under section 242(bj(2) 
of TEFRA. 

J-1. Q. Is a plan disqualified 
merely because it pays benefits under 
a designation made before January I, 
1984, in accordance with section 
242(b)(2) of TEFRA? 

A. No. Even though the distribu- 
tion requirements added by TEFRA 
were retroactively repealed by TRA 
of 1984, the transitional election rule 
in section 242(b) was preserved. No- 
tice 83-23, 1983-2 CB 418, provides 
guidance for distributions permitted 
by this transitional rule. Satisfaction 
of the spousal consent requirements 
of section 417(a) and (e) (added by 
the Retirement Equity Act of 1984) 
will not be considered a revocation 
of the pre-1984 designation under 
that Notice. However, sections 
401(a)(11) and 417 must be satisfied 
with respect to any distribution sub- 
ject to such section. The election 
provided in section 242(b) is hereafter 
referred to as a section 242(b)(2) 
election. 

J-2. Q. In the case in which an 
amount is transferred from one plan 
(transferor plan) to another plan 
(transferee plan), may the transferee 
plan distribute the amount trans- 
ferred in accordance with a section 
242(b)(2) election made under either 
the transferor plan or under the 
transferee plan? 

A. (a) In the case in which an 
amount is transferred from one plan 
to another plan, the amount trans- 
ferred may be distributed in accord- 
ance with a section 242(b)(2) election 
made under the transferor plan if the 
employee did not elect to have the 
amount transferred and if the 
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amount transferred is separately ac- 
counted for by the transferee plan. 
However, only the benefit attribut- 
able to the amount transferred, plus 
earnings thereon, may be distributed 
in accordance with the section 
242(b)(2) election made under the 
transferor plan. If the employee 
elected to have the amount trans- 
ferred, the transfer will be treated as 
a distribution and rollover of the 
amount transferred for purposes of 
this J-2 and J-3. 

(b) In the case in which an amount 
is transferred from one plan to an- 
other plan, the amount transferred 
may not be distributed in accordance 
with a section 242(b)(2) election made 
under the transferee plan. If a sec- 
tion 242(b)(2) election was made un- 
der the transferee plan, the amount 
transferred must be separately ac- 
counted for. If the amount trans- 
ferred is not separately accounted for 
under the transferee plan, the section 
242(b)(2) election under the transferee 
plan is revoked and section 401(a)(9) 
will apply to subsequent distributions 
by the transferee plan. 

(c) A merger, spinoff, or consoli- 
dation, as defined in 1. 414(e)-1(b), 
will be treated as a transfer for 
purposes of the section 242(b)(2) elec- 
tion. 

J-3. Q. If an amount is distrib- 
uted by one plan (distributing plan) 
and rolled over into another plan 
(receiving plan), may the receiving 
plan distribute the amount rolled 
over in accordance with a section 
242(b)(2) election made under either 
the distributing plan or the receiving 
plan? 

A. No. If an amount is distributed 
by one plan and rolled over into 
another plan, the receiving plan must 
distribute the amount rolled over in 
accordance with section 401(a)(9) 
whether or not the employee made a 
section 242(b)(2) election under the 
distributing plan. Further, if the 
amount rolled over was not distrib- 
uted in accordance with the election, 
the election under the distributing 
plan is revoked and section 401(a)(9) 
will apply to all subsequent distribu- 
tions by the distributing plan. Fi- 
nally, if the employee made a section 
242(b)(2) election under the receiving 
plan and such election is still in 
effect, the amount rolled over must 
be separately accounted for under the 
receiving plan and distributed in ac- 
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tion rules in 1-1 through 1-15 will 

apply to any distributions otherwise 
required to be made before December 
31, 1987. Accordingly, in the event 
of such a revocation before Decem- 
ber 31, 1987, any distribution other- 
wise required under section 401(a)(9) 
and this section of the regulations to 
be made before December 31, 1987 
may be delayed until that date. 

1. 401(a)(9)-2 Minimum distribution 
incidental benefit requirement. 

Q-1. What is the incidental benefit 
requirement? 

A. The incidental benefit require- 
ment has two components, the mini- 

mum distribution incidental benefit 
requirement (MDIB requirement) and 

the pre-retirement incidental benefit 
requirement. The pre-retirement inci- 

dental benefit requirement applies to 
limit pre-retirement distributions in 

the form of nonretirement benefits 
such as life, accident, or health insur- 

ance. Both the MDIB requirement 
and the pre-retirement incidental ben- 

efit requirement requires that death 
and other nonretirement benefits pay- 
able under a pension, stock bonus, 
or profit-sharing plan be incidental to 
the primary purpose of the plan 
which is to provide retirement bene- 
fits (in the case of a pension plan) or 
deferred compensation (in the case of 
a profit-sharing plan) to the em- 

ployee. Thus, the relationship of an 
employee's total benefits under the 
plan to the retirement benefits or 
deferred compensation payable to the 

employee must be such that the pri- 

mary purpose of the plan is to 
provide retirement benefits or de- 

ferred compensation to the employee. 
See $ 1. 401-1(b)(1). Also, see section 

401(a)(9)(G), as added by section 
1852(a)(6) of the Tax Reform Act of 
1986 (TRA of 1986) which provides 
that any distribution required to sat- 

isfy the incidental benefit requirement 
is also a required distribution under 
section 401(a)(9). Further, see section 

403(b)(10), added by section 
1852(a)(3)(A) of TRA of 1986, which 

codified the application of the inci- 

dental benefit requirement to annuity 

contracts and custodial contracts de- 

scribed in section 403(b). See section 

408(a)(6) and (b)(3), as amended by 

section 1852(a)(1) of TRA of 1986, 
which extends the incidental benefit 
requirement to distribution from IRs. 
Finally, see section 457(d)(2)(A), 

cordance with section 401(a)(9). I f 
amounts rolled over are not sepa- 

rately accounted for, any section 
242(b)(2) election under the receiving 

plan is revoked and section 401(a)(9) 
will apply to subsequent distributions 

by the receiving plan. 
J-4. Q. May a section 242(b)(2) 

election be revoked after the date by 
which distributions are required to 
commence in order to satisfy section 
401(a)(9) and this section of the 
regulations? 

A. Yes. A section 242(b)(2) elec- 
tion may be revoked after the date 
by which distributions are required to 
commence in order to satisfy section 
401(a)(9) and this section of the 
regulations. However, if the section 
242(b)(2) election is revoked after the 
date by which distributions are re- 
quired to commence in order to 
satisfy section 401(a)(9) and this sec- 
tion of the regulations and the total 
amount of the distributions which 
would have been required to be made 
prior to the date of the revocation in 
order to satisfy section 401(a)(9), but 
for the section 242(b)(2) election, 
have not been made, the trust must 
distribute by the end of the calendar 
year following the calendar year in 
which the revocation occurs the total 
amount not yet distributed which was 
required to have been distributed to 
satisfy the requirements of section 
401(a)(9) and continue distributions 
in accordance with such require- 
ments. Further, an additional amount 
may be required to be distributed to 
satisfy the minimum distribution inci- 
dental death benefit requirement. See 
( 1. 401(a)(9)-2. 

J-5. Q. May the distribution of 
amounts otherwise required to be 
distributed in 1985, 1986, or 1987 
before December 31, 1987, pursuant 
to a section 242(b)(2) election be 
deferred until December 31, 1987 
under the transition rule in 1-1 or 
through J-15? 

A. The transition rules in I- I 
through 1-15 do not apply to distri- 
butions to be made pursuant to a 
section 242(b)(2) election. Failure to 
make any distribution of an amount 
specified at the time specified under 
the method of distribution provided 
in a section 242(b)(2) election will be 
treated as a change in the election 
and thus a revocation of the election. 
In the event of such a revocation 
before December 31, 1987, the transi- 



added by section 1107(a) of TRA of 
1986, which provides that an eligible 
deferred compensation plan must sat- 
isfy section 401(a)(9) and thus the 
incidental benefit requirement. 

Q-IA. How is the MDIB require- 
ment satisfied? 

A. (a) Operational requirements. 
Distributions under a plan in each 
calendar year must satisfy the MDIB 
requirement in order for the plan to 
be qualified under section 401(a) in 
operation. If any distributions for a 
calendar year fail to satisfy the 
MDIB requirement, the plan will not 
satisfy section 401(a) for the plan 
year beginning with or within that 
calendar year. 

(b) Required plan provisions. See 
A-3 of ( 1. 401(a)(9)-l, which pro- 
vides that the plan must include 
certain written provisions reflecting 
section 401(a)(9). Section 401(a)(9) 
includes the MDIB requirement. 

Q-2. For calendar years beginning 
before January I, 1989, how must 
benefits be distributed in order to 
satisfy the MDIB requirement? 

A. For calendar years beginning 
before January I, 1989, distribution 
of benefits must satisfy either the 
rules in effect as of [date of publica- 
tion of this notice] interpreting 

1. 401-1(b)(1)(i) or the rules in 
Q&A-3 through Q&A-7 in order to 
satisfy the MDIB requirement. 

Q-3. For calendar years beginning 
after December 31, 1988, how must 
an employee's benefits be distributed 
in order to satisfy the MDIB require- 
ment? 

A. For calendar years beginning 
after December 31, 1988, distribu- 
tions of an employee's benefit must 
commence not later than the employ- 
ee's required beginning date as de- 
fined in section 401(a)(9)(C) and be 
made in accordance with the rules in 
Q&A-4 through Q&A-7 in order to 
satisfy the MDIB requirement. The 
amount required to be distributed to 
satisfy the MDIB requirement for a 
calendar year may be greater than 
the amount required to satisfy the 
other minimum distribution require- 
ments in section 401(a)99). Distribu- 
tions made before the employee's 
required beginning date for calendar 
years before the employee's first dis- 
tribution calendar year, as defined in 
F-I of ss 1. 401(a)(9)-1, need not be 
made in accordance wtih the MDIB 
requirement. However, if distribu- 

tions commence under a particular 
distribution option, such as in the 
form of an annuity, before the begin- 

ning of the employee's first distribu- 
tion calendar year, the distribution 
option will fail to satisfy the MDIB 
requirement at the time distributions 
commence if, under the particular 
distribution option, distributions to 
be made for the employee's first 
distribution calendar year or any sub- 
sequent distribution calendar year 
will not satisfy the MDIB require- 
ment. The MDIB requirement does 
not apply to distributions after the 
employee's death although distribu- 
tions to be made after the death of 
the employee must be taken into 
account in determining whether dis- 
tributions before the employee's 
death satisfy the MDIB requirement. 
Q&A-4 provides rules which apply to 
nonannuity distributions from an in- 
dividual account. Q&A-5 provides 
rules which apply to distributions in 
the form of an annuity for a period 
certain without a life contingency. 
Q&A-6 provides rules which apply to 
distributions in the form of a life 
annuity or a joint and survivor annu- 
ity. Q&A-7 provides special rules 
which apply if the employee's benefi- 
ciary is the employee's spouse. 
Q&A-8 provides a special rule for 
annuity distributions commencing be- 
fore January I, 1988. 

Q-4. For calendar years after 
1988, if an employee's benefit is in 
the form of an individual account, 
how must the employee's benefit be 
distributed in order to satisfy the 
MDIB requirement? 

A, (a) General rule — (I) Explana- 
tion of rule. If an employee's bene- 
fit is in the form of an individual 
account, distribution must be made 
for each distribution calendar 
year (determined under F- I of 
(1. 401(a)(9)-1) of the employee in 
accordance with the following rules 
in order to satisfy the MDIB require- 
ment. The first year for which a 
distribution must be made to satisfy 
the MDIB requirement is the em- 
ployee's first distribution calendar 
year, determined under F-1 of 
(1. 401(a)(9)-1. The minimum amount 
that must be distributed for each 
distribution calendar year of the em- 
ployee to satisfy the MDIB require- 
ment is the amount determined b) 
dividing the employee's benefit by 
the applicable divisor under the table 
below. The applicable divisor is de- 

Applicable di visor 
26. 2 
25. 3 
24. 4 
23. 5 
22. 7 
21. 8 
20. 9 
20. I 
19. 2 
18. 4 
17. 6 
16. 8 
16. 0 
15. 3 
14. 5 
13. 8 
13. 1 

12. 4 
I 1. 8 
I 1. 1 

10. 5 
9. 9 
9. 4 
8. 8 
8. 3 
7. 8 
7. 3 
6. 9 
6. 5 
6. 1 

5. 7 
5. 3 
5. 0 
4. 7 
4. 4 
4. 1 

3. 8 

3. 6 
3. 3 
3. 1 

2. 8 
2. 6 
2. 4 
2. 2 
2. 0 
1. 8 
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termined using the attained age of 
the employee as of the employee's 
birthday in that distribution calen- 
dar year. The employee's benefit 
must be determined under F-5 of 
(1. 401(a)(9)-I. As under F-I of 
$1. 401(a)(9)-1, the distribution re- 
quired to be made by the employee's 
required beginning date is for the 
employee's first distribution calendar 
year, and in the case of distributions 
for other distribution calendar years, 
the dsitribution must be made by the 
end of such calendar year. 

(2). Table for determining applica- 
ble divisor: 

Age of the 
employee 

70 
71 
72 
73 
74 
75 
76 
77 
78 
79 
80 
81 
82 
83 
84 
85 
86 
87 
88 
89 
90 
91 
92 
93 
94 
95 
96 
97 
98 
99 
100 
101 
102 
103 
104 
105 
106 
107 
108 
109 
110 
111 
112 
113 
114 
115 and older 



(b) A nnui ty contract. If an em- 
ployee's benefit is in the form of an 
individual account and the employ- 
ee's benefit is used to purchase an 
annuity contract from an insurance 
company, the MDIB requirement is 

not satisfied unless the annuity distri- 
butions under the contract are made 
in accordance wtih Q& A-5 or 
Q&A-6. 

Q-5. For calendar years after 
1988, if an employee's benefit is 

being distributed in the form of a 
period certain annuity without a life 

contingency (e. g. , installment 
payout), how must the benefit be 

distributed in order to satisfy the 

MDIB requirement? 
A. (a) General rule. If an employ- 

ee's benefit is being distributed in the 

form of a period certain annuity 

without a life contingency, the period 
certain may not exceed the applicable 
period determined using the table 
below. In general, the applicable pe- 

riod is determined using the attained 

age of the employee as of the em- 

ployee's birthday in the calendar year 

in which the annuity payments com- 

mence. However, if distributions 
commence after the end of the em- 

ployee's first distribution calendar 

year and on or before the employee's 

required beginning date, the applica- 

ble period is determined using the 

attained age of the employee as of 
the employee's birthday in the em- 

ployee's first distribution calendar 

year. Further, if distributions com- 

rnence before January 1 of the em- 

ployee's first distribution calendar 

year under a benefit option which 

provides for distributions in the form 

of a period certain annuity without a 
life contingency, the MDIB require- 

ment will not be satisfied as of the 

date distributions commence unless 

the benefit option provides that, as 

of the beginning of the employee's 

first distribution calendar year, the 

remaining period under the annuity 

(including such calendar year) will 

not exceed the period determined 

under the table below using the at- 

tained age of the employee as of the 
employee's birthday in the employ- 
ee's first distribution calendar year. 
For example, if distributions com- 

mence to an employee (X), born May 

5, 1930, on January I, 1990, and the 
benefit option provides for distribu- 
tion in the form of a period certain 

916 1987-2 C. B. 

Age of employee 
70 
71 
72 
73 
74 
75 
76 
77 
78 
79 
80 
81 
82 
83 
84 
85 
86 
87 
88 
89 
90 
91 
92 
93 
94 
95 
96 
97 
98 
99 
100 
101 
102 
103 
104 
105 
106 
107 
108 
109 
110 

maximum period 
certain 

26. 2 
25. 3 
24. 4 
23. 5 

22. 7 
21. 8 

20. 9 
20. I 
19. 2 
18. 4 
17. 6 
16. 8 
16. 0 
15. 3 
14. 5 
13. 8 

13. 1 

12. 4 
I 1. 8 
1 1. 1 

10. 5 

9. 9 
9. 4 
8. 8 
8. 3 
7. 8 
7. 3 
6. 9 
6. 5 

6. 1 

5. 7 
5. 3 
5. 0 
4. 7 
4. 4 
4. 1 

3. 8 
3. 6 
3. 3 
3. 1 

2. 8 

annuity for 37 years, the MDIB 

requirement is not satisfied when the 

distributions commence because the 

remaining period certain as the begin- 

ning of X's first distribution calendar 

year (year 2000) will be 27 years (37 

minus 10) which exceeds 26. 2. How- 

ever, the benefit could provide for an 

automatic shortening of the period at 

age 70 I/2 to conform to the MDIB 

r e q u i r e m e n t. A d d i t i o n a 1 1 y, t h e 

amount of the annuity payments 

must satisfy F-3 of (1. 401(a)(9)-1 in 

order to satisfy the MDIB require- 

ment. Of course, if the annuity pay- 

ments commence after the employee's 

required beginning date, distributions 

before the annuity payments com- 

mence must satisfy Q&A-4. 

(b) Table 

Age of employee 
111 
112 
113 
114 
115 and older 

maximum period 
certatn 

2. 6 
2. 4 
2. 2 
2. 0 
1. 8 

Q-6. For calendar years after 
1988, how must distributions in the 

form of a life (or joint and survivor) 

annuity be made in order to satisfy 

the MDIB requirement? 

A. (a) Annuity for employee. If 
the employee's benefit is payable in 

the form of a life annuity for the life 

of the employee satisfying section 

401(a)(9), the MDIB requirement will 

be satisfied. 

(b) Joint and survivor annuity, 

nonspouse beneficiary — (I) Explana- 

tion of rule. If distributions com- 

mence under a distribution option 
that is in the form of a joint and 

survivor annuity for the joint lives of 
the employee and a beneficiary, other 
than the employee's spouse, the 

MDIB requirement will not be satis- 

fied as of the date distributions com- 

mence unless the distribution option 
provides that annuity payments to be 

made to the employee on and after 

the employee's required beginning 

date will satisfy the conditions of this 

paragraph. The periodic annuity pay- 

ment payable to the survivor must 

not at any time on and after the 

employee's required beginning date 

exceed the applicable percentage of 
the annuity payment for such period 

payable to the employee using the 

table below. Thus, this requirement 

must be satisfied with respect to any 

benefit increase after such date, in- 

cluding increases to reflect increases 

in the cost of living. The applicable 

percentage is based on the excess of 
the age of the employee over the age 

of the beneficiary as of their attained 

ages as of their birthdays in the 

employee's first distribution calendar 

year. If the employee has more than 

one beneficiary, the applicable per- 

centage will be the percentage using 

the age of the youngest beneficiary. 

Further, if a beneficiary replaces an- 

other beneficiary under the annuity 

or a beneficiary is added, and the 

new beneficiary is younger than the 

beneficiary being used to determine 
applicable percentage, the em- 

ployee s benefit must be adjusted in 

the calendar year following the calen- 



dar year of the change. The employ- 
ee's benefit must be adjusted so that 
the periodic benefit payable to the 
survivor does not exceed the applica- 
ble percentage of the annuity pay- 
ment for such period payable to the 
employee using the age of the em- 
ployee and the new younger benefi- 
ciary. Additionally, the amount of 
the annuity payments must satisfy 
F-3 of I)1. 401(a)(9)-I. 

(2) Table. 

Excess of age of Applicable 
employee over age percentage 
of beneficiary. 
10 years or less 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 
41 
42 
43 
44 and greater 

100 oto 

96o/o 

93o/o 

90o/o 

87 o/o 

84tr/o 

82'/o 
79o/o 

77o/o 

75 o/o 

73 tr/o 

72o/o 

70tr/o 

68o/o 

67o/o 

66o/o 

64o/o 

63'Vo 

62tr/o 

61o/o 

60o/o 

59 7o 

59 /o 

58 /o 

57 /o 

56o/o 

56o/o 

55oto 

55 o/o 

54o/o 

54tr/o 

53 /o 

53 /o 

53o/o 

52o/o 

(3) Example. This paragraph is il- 

lustrated by the following example. 
Example. Distributions commence on January 
1, 1993 to an employee (Z), born March I, 
1927, after retirement at age 65. Z's grand- 
daughter (Y), born February 5, 1967, is Z's 
beneficiary. The distributions are in the form 
of a joint and survivor annuity for the lives of 
Z and Y with payments of $500 a month to Z 
and upon Z's death of $500 a month to Y, t. e. 
the projected monthly payment to Y is 100 
percent of the monthly amount payable to Z. 
There is no provision under the option for a 
change in the projected payments to Y as of 

April 1, 1998, Z's required beginning date. 
Consequently, as of January 1, 1993, the date 
annuity distributions commence, the plan does 
not satisfy the MDIB requirement in operation 
because, as of such date, the distribution 
option provides that, as of Z's required begin- 
ning date, the monthly payment to Y upon Z's 

death will exceed 54 percent of Z's monthly 

payment (the maximum percentage for a dif- 
ference of ages of 40). 

(c) Period certain and annuity fea- 
tures. If a distribution form includes 
a life annuity and a period certain, 
the amount of the annuity payments 
payable to the employee must satisfy 
either paragraph (a) or (b), whichever 
is applicable, and the period certain 
may not exceed the period deter- 
mined under Q&A-4. 

Q-7. For calendar years after 
1988, if the employee's beneficiary is 
the employee's spouse, how must 
distributions be made in order to 
satisfy the MDIB requirement? 

A. (a) General rule. If the employ- 
ee's beneficiary, as of the employee's 
required beginning date, is the em- 
ployee's spouse and the distributions 
satisfy section 401(a)(9) without re- 
gard to the MDIB requirement, the 
distributions to the employee will be 
deemed to satisfy the MDIB require- 
ment. For example, if an employee's 
benefit is being distributed in the 
form of a joint and survivor annuity 
for the lives of the employee and the 
employee's spouse and the spouse is 
the employee's beneficiary, the 
amount of the periodic payment 
payable to the spouse may always 
be 100 percent of the annuity pay- 
ment payable to the employee. How- 
ever, under section 401(a)(9) the 
amount of the payments under the 
annuity must be nonincreasing unless 
specifically permitted under F-3 of 
()1. 401(a)(9)-1. A former spouse to 
whom all or a portion of an employ- 
ee's benefit is payable pursuant to a 
qualified domestic relations order as 
defined in section 414(p) will be 
treated as a spouse of the employee 
for purposes of the MDIB require- 
ment. 

(b) Multiple beneficiaries. If the 
employee has more than one benefi- 
ciary, the special rule in paragraph 
(a) will only apply to the portion of 
the employee's benefit of which the 
spouse is the sole beneficiary. How- 
ever, in order for the special require- 
ment in paragraph (a) to apply to the 
distribution of the portion of the 
employee's benefit of which the 
spouse is the sole beneficiary, such 

portion must be a separate account 
(or segregated share, in the case of a 
defined benefit plan), as defined in 
H-2A of I)1. 401(a)(9)-1. 

(c) Changes in beneficiaries. (I) If, 
after the employee's required begin- 

ning date, the employee's spouse 
ceases to be the employee's sole 
beneficiary because the spouse dies 
before the employee, distributions af- 
ter the death of the spouse to the 
employee will continue to satisfy the 
MDIB requirement if such distribu- 
tions satisfy section 401(a)(9), with- 

out regard to the MDIB requirement. 
See paragraph (d)(2) if the employ- 
ee's spouse dies before the employ- 
ee's required beginning date. 

(2) I f, after the employee's re- 
quired beginning date, the employee's 
spouse ceases to be the employee's 
sole beneficiary for a reason other 
than the death of the spouse, if the 
portion of the employee's benefit of 
which the employee's spouse is the 
beneficiary ceases to be maintained 
as a separate account or segregated 
share, or the spouse ceases to be the 
sole beneficiary of such separate ac- 
count or segregated share for a rea- 
son other than the death of the 
spouse, the following rules apply. In 
the case of distributions from an 
individual account not in the form of 
an annuity, distributions in calendar 
years following the calendar year in 
which the spouse ceases to be the 
beneficiary must satisfy Q&A-4. I f 
distribution is in the form of an 
annuity for a period certain, the 
remaining period of the period cer- 
tain as of the calendar year following 
the calendar year of the change may 
not exceed the period which would 
have remained if annuity payments 
had commenced in accordance with 
Q&A-5 on the employee's required 
beginning date and the spouse was 
not the beneficiary. If the employee's 
benefit is being distributed in the 
form of a joint and survivor annuity, 
the amount of the periodic payment 
payable to the employee beginning in 
the calendar year following the calen- 
dar year of the change must be 
redetermined. The new amount may 
not exceed the applicable percentage 
under Q&A-6 using the excess of the 
age of the employee over the age of 
the new beneficiary using their at- 
tained ages as of their birthdays in 
the calendar year of the redetermina- 
tion. 
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(d) Change in status — After the 
employee's required beginning date. 
If a beneficiary of the employee is 
the employee's spouse as of the em- 
ployee's required beginning date, 
such beneficiary will continue to be 
treated as a spouse of the employee 
for purposes of the MDIB require- 
ment for all distribution calendar 
years of the employee even if such 
beneficiary ceases to be the employ- 
ee's spouse by reason of divorce, and 
such beneficiary remains the employ- 
ee's sole beneficiary. 

(2) Before the employee's required 
beginning date. Generally, the special 
rule in paragraph (a) only applies if a 
beneficiary is the employee's spouse 
as of the employee's required begin- 
ning date. However, if distributions 
commence irrevocably (except for ac- 
celeration) to the employee before the 
employee's required beginning date 
over a period described in section 
401(a)(9)(A)(ii), if the distribution 
form is an annuity under which dis- 
tributions are made in accordance 
with the provisions of F-3 (and F-4, 
if applicable) of $1. 401(a)(9)-I, and 
if the employee's beneficiary with 

respect to the annuity payments is 

the employee's spouse, the following 
rules will apply. If the employee's 
spouse dies before the employee's 
required beginning date, distributions 
may continue over any remaining 
period certain under the annuity even 

if, as of the beginning of the employ- 
ee's first distribution calendar year, 
such period exceeds the period per- 
mitted under Q&A-4. If such benefi- 
ciary ceases to be the employee's 
spouse by reason of divorce, such 
beneficiary will continue to be treated 
as a spouse of the employee for 
purposes of the MDIB requirement if 
such beneficiary continues to be the 
employee's beneficiary with respect to 
the annuity payments after the em- 
ployee's required beginning date. 

Q-8. For calendar years after 
1988, is there any special rule for 
distributions in the form of an annu- 

ity that commence prior to January 
I, 1989? 

A. Yes. If distributions in the 
form of an annuity (from a defined 
benefit plan or under an annuity 
contract purchased from an insurance 
company) commence in accordance 
with F-3 (and F-4 if applicable) of 

( I. 401(a)(9)-1 prior to January I, 
1989, the annuity distributions in 

each calendar year (including calen- 

dar years after 1988) will satisfy the 

MDIB requirement if distributions 

are made in accordance with Q&A-2. 

This rule applies whether the annuity 

is a life (or joint and survivor) 

annuity or an annuity for a period 

certain, or a combination thereof, 

and without regard to whether the 

annuity form of payment is irrevoca- 

ble. This special rule applies to a 
deferred annuity contract distributed 

to or owned by the employee prior to 
January I, 1989 unless additional 
contributions are made under the 

plan by the employer with respect to 
such contract. 

Q-9. Is there a special rule which 

applies to distributions under a desig- 
nation of a method of distributions 
made before January I, 1984, in 

accordance with section 242(b)(2) of 
the Tax Equity and Fiscal Responsi- 
bility Act (TEFRA)? 

A. Yes, Distributions (including 
distributions in calendar years after 
1988) under a designation of a 
method of distribution made before 
January 1, 1984, in accordance with 
section 242(b)(2) of TEFRA will sat- 
isfy the MDIB requirement if such 
distributions are made in accordance 
with Q&A-2. However, if the desig- 
nation is revoked, distributions in 
calendar years after 1988, except as 
otherwise provided in Q&A-8, must 
satisfy the rules in Q&A-3 through 
Q&A-7. Further, if the revocation 
occurs in a calendar year after 1988, 
the trust must distribute by the end 
of the calendar year following the 
calendar year in which the revocation 
occurs the total amount which was 
required to be distributed under 
Q&A-3 through Q&A-7 for the cal- 
endar years that have elapsed since 
1988. 

Q-10. Will a plan fail to satisfy 
section 411 if the plan is amended to 
eliminate benefit options that do not 
satisfy the MDIB requirement? 

A. Nothing in section 401(a)(9) 
permits a plan to eliminate for all 
participants a benefit option that 
could not otherwise be eliminated 
pursuant to section 411(d)(6). How- 
ever, a plan must provide that, not- 
withstanding any other plan provi- 
sions, it will not distribute benefits 
under any option that does not sat- 

isfy section 401(a)(9), including the 
MDIB requirement. See A-3 of 
)I 401(a)(9)-1. Thus, the plan, not- 
withstanding section 411(d)(6), 
prevent participants from ele«ing 
benefit options that do not satisfy 
the MDIB requirement. 

Q-11. Does the MDIB requirement 

apply to distributions to an alternate 

payee pursuant to a qualified domes- 
tic relations order as defined in sec- 
tion 414(p) (QDRO)? 

A. If a QDRO provides that an 
employee's benefit is to be divided 
and a portion allocated to an alter- 
nate payee, the MDIB requirement 
will not apply to the distribution of 
the portion of the employee's benefit 
allocated to the alternate payee. 
However, if the QDRO does not 
provide that an employee's benefit is 

to be divided but merely provides 
that a portion of an employee's bene- 
fit (otherwise payable to the em- 

ployee) is to be paid to an alternate 
payee, the MD IB requirement will 

apply to the distribution of the em- 
ployee's entire benefit (including the 
portion payable to the alternate 
payee). Also, see Q&A-7 with respect 
to distributions to a former spouse 
pursuant to the QDRO. 

Par. 4. There is added the follow- 

ing new section after $1. 403(b)-1 to 
read as follows: 
$1. 403(b)-2 Required distributions 

from annuity contracts purchased, 
or custodial accounts or retirement 
income accounts established by, a 

section 501(c)(3) organizations or 
public schools. 

Q-l. Are annuity contracts de- 

scribed in section 403(b)(1), custodial 
accounts described in section 
403(b)(7), and retirement income ac- 

counts described in section 403(b)(9) 
subject to the distribution rules pro- 
vided in section 401(a)(9)? 

(A). (a) Yes. Annuity contracts de- 

scribed in section 403(b)(1), custodial 
accounts described in section 
403(b)(7), and retirement income ac- 

counts described in section 403(b)(9) 
are subject to the distribution rules 

provided in section 401(a)(9) for cal- 

endar years after 1986. Hereinafter, 
annuity contracts described in section 
403(b)(1), custodial accounts de- 
scribed in section 403(b)('7), and re- 
tirement income accounts described 
in section 403(b)(9) will be referred 
to as section 403(b) contracts. 
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(b) For purposes of applying the 
distribution rules in section 401(a)(9), 
section 403(b) contracts will be 
treated as individual retirement annu- 
ities described in section 408(b) and 
individual retirement accounts de- 
scribed in section 408(a), respectively 
(IRAs). Consequently, except as oth- 
erwise provided in paragraph (c), the 
distribution rules in section 401(a)(9) 
will be applied to section 403(b) 
contracts in accordance with the pro- 
visions in $1. 408-8. 

(c) The transitional rule in 
$1. 401(a)(9)-1 B-2(b) will apply to 
distributions from section 403(b) con- 
tracts even though such transitional 
rule does not apply to distributions 
from IRAs. Thus, for an employee 
who attained 70 1/2 before January 
1, 1988, the required beginning date 
is April I, of the calendar year 
following the later of (I) the calendar 
year in which the employee attains 
70 I/2 or (2) the calendar year in 
which the employee retires. The con- 
cept of 5-percent owner has no appli- 
cation in the case of employees of 
employers described in section 
403(b)(1)(A). 

Q-2. To what benefits under sec- 
tion 403(b) contracts, do the distribu- 
tion rules provided in section 
401(a)(9) and (1. 401(a)(9)-1 apply? 

A. (a) The distribution rules pro- 
vided in section 401(a)(9) and 
$1. 401(a)(9)-1 apply to all benefits 
under section 403(b) contracts accru- 
ing after December 31, 1986 (post-'86 
account balance). The distribution 
rules provided in section 401(a)(9) 
and $1, 401(a)(9)-1 do not apply to 
the value of the account balance 
under the section 403(b) contract val- 

ued as of December 31, 1986, exclu- 
sive of subsequent earnings. (pre-'86 
account balance). Consequently, the 
post-'86 account balance includes 
earnings after December 31, 1986, on 
contributions made before January I, 
1987, in addition to contributions 
made after December 31, 1986 and 
earnings thereon. The issuer or custo- 
dian of the section 403(b) contract 
must keep records that enable it to 
identify the pre-'87 account balance 
and subsequent changes as set forth 
in paragraph (b) and provide such 

information upon request to the rele- 

vant employee or beneficiaries with 

respect to the contract. If the issuer 

does not keep such records, the en- 

tire account balance will be treated as 

subject to section 401(a)(9). 
(b) In applying the distribution 

rules in section 401(a)(9), only the 

post-'86 account balance is used to 
calculate the minimum distribution 

required for a calendar year. The 

amount of any distribution required 

to satisfy the minimum distribution 

requirement for a calendar year will 

be treated as being paid from the 
post-'86 account balance. Any 
amount distributed in a calendar year 

in excess of the minimum distribution 
requirement for a calendar year will 

be treated as paid from the pre-'87 
account balance. The pre-'87 account 
balance for the next calendar year 
will be permanently reduced by the 
deemed distributions from the ac- 
count. 

(c) The pre-'86 account balance 
and the post-'87 account balance 
have no relevance for purposes of 
determining the amount includible in 
income under section 72. 

Q-3. Must the value of the ac- 
count balance under a section 403(b) 
contract as of December 31, 1986 be 
distributed in accordance with the 
incidental benefit requirement? 

A. Distributions of the entire ac- 
count balance of a section 403(b) 
contract, including the value of the 
account balance under the contract 
or account as of December 31, 1986, 
must satisfy the minimum distribu- 
tion incidental benefit requirement 
(MDIB requirement) in Q&A-2 of 
$1. 401(a)(9)-2. Distributions required 
to satisfy the MDIB requirement in 
Q&A-2 of $1. 401(a)(9)-2 reduce the 
pre-'87 account balance as forth in 
Q&A-2 of this section of the regula- 
tions. The MDIB requirement in 
Q&A — 3 through Q&A — 7 of 
$1. 401(a)(9)-2, applicable to calendar 
years after 1988, need only be satis- 
fied for distributions from the post- 
'86 account. 

Par. 5. There is added the follow- 
ing new section after $1. 408-7 to 
read as follows: 

1. 408-8 Distribution requirements 
for individual retirement plans. 
The following questions and an- 

swers relate to the distribution rules 
for I RAs provided in section 
408(a)(6) and section 408(b)(3), as 
added by section 521(b) of the Tax 
Reform Act of 1984 (Pub. L. 
98-369) (TRA of 1984) and amended 

by section 1852(a) of the Tax Reform 
Act of 1986 (Pub. L. 99-514) (TRA 
of 1986). 

Table of Contents 

A. General rules 
B. Effective dates and transitional 

rules 

A. General rules. 

A-1. Q. Are individual retirement 
plans (IRAs) subject to the distribu- 
tion rules provided in section 
401(a)(9) and $1. 401(a)(9)-1 for qual- 
ified plans? 

A. Yes. Except as otherwise pro- 
vided in this section, IRAs are sub- 

ject to the distribution rules pro- 
vided in section 401(a)(9) and 
$1. 401(a)(9)-1 for qualified plans. 
The distribution rules in 
$1. 408-2(b)(6) and (7) (as in effect 
on December 31, 1983) no longer 
apply to IRAs. For example, (a) the 
amount of the minimum distribution 
for each calendar year will be deter- 
mined in accordance with 
$1. 401(a)(9)-I F-I through F-4A, (b) 
in the event that the individual for 
whom an IRA is maintained (individ- 
ual) changes or adds beneficiaries 
after the distributions are required to 
commence, the maximum distribution 
period will be determined in accor- 
dance with (1. 401(a)(9)-1 E-5, (c) 
pursuant to $1. 401(a)(9)-1 H-l, the 
rules in section 401(a)(9) apply sepa- 
rately to each IRA maintained for an 
individual's benefit, and (d) the rules 
in $1. 401(a)(9)-1 E-6 through E-8 
concerning recalculation of life ex- 
pectancy apply to IRAs. However, 
the effective date and transitional 
rules for the distribution rules appli- 
cable to IRAs are determined under 
this (1. 408-8 and not $1. 401(a)(9)-1. 

A-2. Q. Are employer contribu- 
tions under a simplified employee 
pension (defined in section 408(k)) 
treated as contributions to an IRA? 

A. Yes. IRAs that receive em- 
ployer contributions under a simpli- 
fied employee pension (defined in 
section 408(k)) are treated as IRAs 
and are, therefore, subject to the 
distribution rules in this section. 

A-3. Q. In the case of distribu- 
tions from an IRA, what does the 
term "required beginning date" 
mean? 

A. In the case of distributions 
from an IRA, the term "required 
beginning date" means April I, of 
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the calendar year following the calen- 
dar year in which the individual 
attains age 70 I /2. The transition 
rule in $1. 401(a)(9)-1 B-2(b) does not 
apply to distributions from IRAs. 

A-3A. Q. Will an IRA lose its 
tax-exempt status for failing in oper- 
ation to make minimum distributions 
in accordance with section 408(a)(6) 
and (b)(3). 

A. An IRA will not lose its tax- 
exempt status for isolated instances 
of failing in operation to make mini- 
mum distributions in accordance with 
section 408(a)(8) and (b)(3). A pat- 
tern or regular practice of failing to 
meet the minimum distribution re- 
quirements of section 408(a)(6) and 
(b)(3) with respect to the individual 
(or of the individual's beneficiaries) 
will not be treated as an isolated 
instance even if each instance is de 
minimis. 

A-4. Q. May an individual's bene- 
ficiary elect to treat such bene- 
ficiary's entire interest in the trust 
upon the death of the individual (or 
the remaining part of such interest if 
distribution to the beneficiary has 
commenced) as the beneficiary's own 
account? 

A. (a) In the case of an individual 
who dies before January I, 1984, the 
provisions of $1. 408-2(b)(7)(ii) (as in 
effect on December 31, 1983) con- 
tinue to apply to the distribution of 
such individual's account. Thus, any 
beneficiary (whether or not the bene- 
ficiary is the individual's surviving 
spouse) may treat his interest in such 
individual's account as the 
beneficiary's own account in accor- 
dance with $1. 408-2(b)(7)(ii), regard- 
less of whether or not distribution to 
the beneficiary has commenced. 

(b) In the case of an individual 
dying after December 31, 1983, the 
only beneficiary of the individual 
who may elect to treat the 
beneficiary's entire interest in the 
trust (or the remaining part of such 
interest if distribution thereof has 
commenced to the beneficiary) as the 
beneficiary's own account is the indi- 
vidual's surviving spouse. If the sur- 
viving spouse makes such an election, 
the spouse's interest in the account 
would then be subject to the distribu- 
tion requirements of section 
401(a)(9)(A), rather than those of 
section 401(a)(9)(B). An election will 

be considered to have been made by 
the surviving spouse if either of the 
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IRA of an amount distributed by a 
qualified plan or another IRA, 
rules in $1. 401(a)(9)-1 will apply «r 
purposes of determining the account 
balance for the receiving IRA 
the minimum distribution from the 
receiving IRA. Thus, for example, 
certain amounts rolled over to a plan 
must be separately accounted for and 
the minimum distribution with re- 

spect to such amounts must be sepa- 
rately determined, as described in 
G-2. However, because the value of 
the account balance is determined as 
of December 31 of the year preceding 
the year for which the minimum 
distribution is being determined and 
not as of a valuation date in the 
preceding year, the account balance 
of the receiving IRA need not be 
adjusted for the amount received as 
provided in $1. 401(a)(9)- I G-2(a) in 
order to determine the minimum dis- 
tribution for the calendar year fol- 
lowing the calendar year in which the 
amount rolled over is received, unless 
the amount received is deemed to 
have been received in the immediately 
preceding year, pursuant to 
(1. 401(a)(9)-1 G-2(a) or (b)(7). In 
that case, for purposes of determin- 
ing the minimum distribution for the 
calendar year in which such amount 
is actually received, either the ac- 
count balance of the receiving IRA 
as of December 31 of the preceding 
year must be adjusted by the amount 
received in accordance with 
(1. 401(a)(9)-1 G-2(a) or the amount 
received will be treated as a separate 
account balance, in accordance with 

$1. 401(a)(9)-1 G-2(b). 

A-7. Q. What rules apply in the 
case of a transfer from one IRA to 
another? 

A. In the case of a transfer from 
one IRA to another IRA, the rules in 

$1. 401(a)(9)-1 G-3 and G-4 will ap- 

ply for purposes of determining the 
account balance of, and the mini- 

mum distribution from the IRAs in- 

volved. Thus, the transferor I RA 
must distribute in the year of the 
transfer any amount required with 

respect to the portion of the account 
transferred; certain amounts trans- 
ferred must be separately accounted 
for by the transferee I RA; and the 
minimum distribution with respect to 
such amounts must be separately de- 
termined by the transferee I RA. 
However, for purposes of determin- 

ing the account balance of the trans- 

A-6. Q. What rules apply in the 
case of a rollover to an IRA of an 
amount distributed by a qualified 
plan or another IRA? 

A. If the surviving spouse of an 
employee rolls over a distribution 
from a qualified plan, such surviving 
spouse may elect to treat the IRA as 
the spouse's own IRA in accordance 
with the provisions in A-4. In the 
event of any other rollover to an 

following occurs: (1) any required 

amounts in the account (including 

any amounts that have been rolled 

over or transferred, in accordance 
with the requirements of section 

408(d)(3)(A)(i), into an individual re- 

tirement account or individual retire- 

ment annuity for the benefit of such 

surviving spouse) have not been dis- 

tributed within the appropriate time 

period applicable to the decedent 

under section 401(a)(9)(B), or (2) any 

additional amounts are contributed to 
the account (or to the account or 
annuity to which the surviving spouse 
has rolled such amounts over, as 

described in (I) above) which are 

subject, or deemed to be subject, to 
the distribution requirements of sec- 
tion 401(a)(9)(A). The result of such 
an election is that the surviving 
spouse shall then be considered the 
individual for whose benefit the trust 
is maintained. 

A-5. Q. How is the benefit deter- 
mined for purposes of calculating the 
minimum distribution from an IRA? 

A. For purposes of determining 
the minimum distribution required to 
be made from an IRA in any calen- 
dar year, the account balance of the 
IRA as of the December 31 of the 
calendar year immediately preceding 
the calendar year for which distribu- 
tions are being made will be substi- 
tuted in (1. 401(a)(9)-1 F-I for the 
benefit of the employee. The account 
balance as of December 31 of, such 
calendar year is the value of the IRA 
upon close of business on such De- 
cember 31. However, for purposes of 
determining the minimum distribu- 
tion for the second distribution calen- 
dar year for an individual, the ac- 
count balance as of December 31 of 
such calendar year must be reduced 
by any distribution (as described in 
(1. 401(a)(9)-1 F-5(c)(2)) made to sat- 
isfy the minimum distribution re- 
quirements for the individual's first 
distribution calendar year after such 
date. 



feree IRA ancl the transferor IRA, 
the account balance need not 
adjusted for the amount transferred 
as provided in (1. 401(a)(9)-I &-4(a) 
in order to calculate the minimum 
distribution for the calendar year 
following the calendar year of 
transfer, because the account balance 
is determined as of December 3»f 
the calendar year immediatelY preced- 
ing the calendar year for which the 
minimum distribution is being deter- 
rnined. 

A-8. Q. Can a qualified trust or 
plan described in section 401(a) or an 
annuity described in section 403(a) or 
403(b) make a transfer to an IRA 
that is not a rollover contribution 
described in section 402(a)(5), 
402(a)(7), 403(a)(4) or 403(b)(8)? 

A. (a) No. A qualified trust or 
plan described in section 401(a) or an 
annuity described in section 403(a) or 
403(b) can not make a transfer to an 
IRA. However, an IRA may accept a 
rollover contribution that satisfies the 
requirements of section 402(a)(5), 
402(a)(7), 403(a)(4) or 403(b)(8) even 
if such contribution is distributed by 
a qualified trust, plan, or annuity 
directly to the IRA at the direction 
of the employee (or the employee's 
surviving spouse). Such contribution 
will not be treated as a transfer to an 
IRA. Instead, such contribution will 
be treated as though it was distrib- 
uted by the qualified trust, plan, or 
annuity to the employee (or the em- 
ployee's surviving spouse) and subse- 
quently rolled over to an IRA within 
the requisite 60 day period. 

(b) Transfers directly from such a 
qualified trust or plan described in 
section 401(a) or annuity described in 
section 403(a) or 403(b) to an IRA 
may adversely affect both the quali- 
fied status of the trust, plan or 
annuity from which the transfer is 
made and the qualified status of the 
IRA which receives the transfer. 

B. Effective date and transition rules. 

B-1. Q. When are the distribution 
rules for IRAs in A-I through A-8 
effective? 

A. The new distribution rules in 
A-I through A-8 are effective for 
calendar years after calendar year 
1984. However, distributions for cal- 
endar years 1985 and 1986 are not 
required to be made until December 
31 1987. If an individual attained 

age 70 I/2 in calendar year 1986 or a 
prior calendar year and is alive on 
December 31, 1987, B-2 and B-3 
provide special rules for determining 
the minimum distribution required 
for calendar years 1985 through 
1987, and B-4 provides special rules 
for determining the minimum distri- 
bution required for calendar years 
after 1987. In the case of an individ- 
ual who dies before January I, 1988, 
B-4 through B-11 provide special 
rules for determining the minimum 
distribution required for calendar 
years 1985 through 1987 and for 
subsequent calendar years. See B-12 
to determine when the IRA trust 
instrument must be amended. See 
B-13 to determine when the inciden- 
tal death benefit rule applies to 
IRAs. 

B-2. Q. If an individual attained 
age 70 I/2 in calendar year 1986 or a 
prior calendar year and is alive on 
December 31, 1987, as of what date 
must the required distributions for 
calendar years 1985 through 1987 be 
made? 

A. (a) In general. This B-2 deter- 
mines when distributions must be 
made if an individual attained age 
70 I/2 in calendar year 1986 or a 
prior calendar year and is alive on 
December 31, 1987. Paragraph (d) 
provides a special rule which applies 
if distributions under certain annuity 
contracts which commenced not later 
than August 26, 1987. 

(b) 701/2 in a calendar year be- 
fore 1985. If an individual attained 
age 70 I/2 in a calendar year prior to 
1985, under these transition rules, the 
minimum distribution for 1985 is not 
required to be made by December 31, 
1985 and the minimum distribution 
for calendar year 1986 is not required 
to be made by December 31, 1986. 
Instead, the minimum distribution 
for calendar years 1985 and 1986 are 
required to be made by December 31, 
1987. Thus, the minimum distribu- 
tions for calendar years 1985, 1986, 
and 1987 must be made by December 
31, 1987. 

(c) 701/2 in 1985. If an individual 
attained age 70 I/2 in calendar year 
1985, under these transition rules, the 
minimum distribution for calendar 
year 1985 is not required to be made 
by April I, 1986, and the minimum 
distribution for calendar year 1986 is 
not required to be made by Decem- 
ber 31, 1986. Instead, the minimum 

distributions for calendar years 1985 
and 1986 are required to be made by 
December 31, 1987. Thus, the mini- 
mum distributions for calendar years 
1985, 1986, and 1987 must be made 
by December 31, 1987. 

(d) 70 1/2 in 1986. If an individual 
attained age 70 I/2 in 1986, the 
minimum distribution required for 
calendar year 1986 is not required to 
be made by April 1, 1987. Instead, 
the minimum distribution for 1986 is 
required to be made by December 31, 
1987. Thus, the minimum distribu- 
tions for calendar years 1986 and 
1987 must be made by December 31, 
1987. 

(e) Certain annui ty payments. In 
the case of an individual described in 
paragraph (a) to whom nonincreasing 
annuity payments from one or more 
annuity contracts purchased from an 
insurance company commence not 
later than August 26, 1987 and to 
whom such annuity payments con- 
tinue through December 31, 1987, no 
additional amount is required under 
these transition rules to be distributed 
for 1985, 1986, and 1987 from such 
annuity contracts. However, this rule 
only applies if such payments comply 
with (1. 401 (a)(9)-I F-3 and F-4. If 
such payments commenced after the 
individual's required beginning date 
and if the individual has other IRAs 
(from which annuity payments as 
described above are not being made), 
any additional amount required to be 
distributed from such annuity con- 
tracts, under these transition rules, 
for 1985, 1986, and 1987 must be 
distributed to the extent available 
from such other IRAs. In determin- 
ing whether an additional amount is 
required to be distributed from an- 
other IRA, the cash surrender value 
of the annuity contract as of the 
close of business on December 31, 
1986 will be treated as the account 
balance of the annuity contract as of 
December 31, 1986. 

B-3. Q. If (a) the individual at- 
tained age 70 I/2 in calendar year 
1986 or a prior calendar year and (b) 
the individual is alive on December 
31, 1987, then how is the amount of 
the minimum required distribution 
from the individual's IRAs deter- 
mined for calendar years 1985, 1986, 
and 1987? 

A. (a) 1n general. If (I) the tnd&- 
vidual attained age 70 I/2 in calendar 
year 1986 or a prior calendar year 
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and (2) the individual is alive on 
December 31, 1987, for calendar 
years 1985, 1986, and 1987, the 
amount of the minimum distribution 
from the individual's IRAs is to be 
determined under one of the three 
methods: the life expectancy method, 
the percentage method, or the regular 
method. The individual will select 
which method is to be used. Under 
the life expectancy method and the 
percentage method, the total amount 
of the minimum distribution required 
for calendar years 1985, 1986, and 
1987 is determined by aggregating the 
account balances under all of an 
individual's IRAs. 

(b) Life expectancy method. Under 
the life expectancy method, the mini- 
mum distribution for 1985, 1986, and 
1987 is determined as follows: 

(I) Designated beneficiary and life 
expectancy. The designated benefi- 
ciary with respect to the individual 
under all IRAs will be determined as 
of any date in 1987. The beneficiary 
under all of the individual's IRAs as 
of such date with the longest life 
expectancy is the designated benefi- 
ciary that must be used to determine 
the aggregate minimum distribution. 
The applicable life expectancy (either 
the life expectancy of the individual 
or joint life and last survivor expect- 
ancy of the individual and the indi- 
vidual's designated beneficiary, 
whichever is applicable) is determined 
using ages as of birthdays in 1987. In 
the case of any beneficiary who is 
not alive on his birthday in 1987, 
such beneficiary is treated as being 
alive on that birthday for purposes 
of determining life expectancy. 

(2) Account balance. The account 
balance is the aggregate of the ac- 
count balances of all IRAs of the 
individual as of close of business 
December 31, 1986 with the follow- 
ing modifications. First, the aggre- 
gated account balance is increased by 
any amounts not reflected in an IRA 
as of such date due to withdrawal to 
make a rollover contribution to an- 
other I RA. Second, the aggregate 
account balance is then increased by 
any amount distributed in 1985 or 
1986 for which credit is being taken 
under subparagraph (4). 

(3) Required distribution. The total 

amount which must be distributed 

for calendar years 1985, 1986, and 

1987 is determined by dividing the 

aggregate account balance determined 

under subparagraph (2) by the appli- 

cable life expectancy and multiplying 

the quotient by: 

(i) 2. 8, in the case of an individual 

with respect to whom the first distri- 

bution calendar year is 1985 (or a 
prior calendar year), or 

(ii) 1. 9, in the case of an individ- 

ual with respect to whom the first 
distribution calendar year is 1986. 

(4) Credit for distributions. In de- 

termining whether the total amount 
which must be distributed for calen- 
dar years 1985, 1986, and 1987 has 
been distributed, credit mav be taken 
for any amount distributed in a dis- 
tribution calendar year of the individ- 
ual after 1984. However, in the case 
of any distribution in 1985 or 1986, 
credit may only be taken for 
amounts which were used to in- 

crease the aggregate account bal- 
ance pursuant to subparagraph (2). 
See paragraph (e) for a special rule if 
an individual received excess distribu- 
tions in a calendar year before 1985. 

(c) Percentage method. Under the 
percentage method, the total amount 
of the minimum distribution required 
for calendar years 1985, 1986, and 
1987 is determined as follows: 

(I) Account balance. The account 
balance is determined in the same 
manner as under paragraph (b)(2). 

(2) Required Cksrribution. The total 
aggregate amount required to be dis- 

tributed from all IRAs of the individ- 

ual (which may be aggregated pursu- 
ant to this paragraph) is the 
following percentage of the aggregate 
account balance determined under 
subparagraph (I): 

(i) 15hrho, in the case of an individ- 
ual with respect to whom the first 
distribution calendar year under sec- 
tion 401(a)(9) is 1985, or 

(ii) 10hritt, in the case of an individ- 
ual with respect to whom the first 
distribution calendar year is 1986. 

(3) Credit for distributions. Credits 
for distributions may be taken in the 
same manner as under paragraph 
(b)(4) 

(d) Regular mefhod. Under the 
regular method, the sum of the mini- 

mum distributions required for calen- 
dar years 1985, 1986, and 1987, 
calculated separately, is determined 
under section 408(a)(6) and (b)(3) and 

this section with appropriate adjust- 
ments. However, in determining the 
minimum distribution required for 
calendar years 1985, 1986, and 1987, 
the rule in $1. 401(a)(9)-1 F-2 does 
not apply. Also, credit (with an ap- 
propriate gross up) may be taken 
toward the minimum distribution re- 
quired for the 1986 or 1987 dis- 
tribution calendar year for distribu- 
tions in the 1985 or 1986 distribution 
calendar years that exceeded the min- 

imum required distribution for such 
year. 

(e) Credits. Credit may be taken 
under the life expectancy method, the 
percentage method, and the regular 
method for excess distributions from 
IRAs in calendar years before 1985 
to the extent that the aggregate 
amount distributed by the end of 
1984 by all IRAs of the individual 
exceeded the aggregate of the mini- 

mum amounts required by 
(1. 408-2(b)(6)(v) to have been dis- 

tributed by the end of 1984. Such 
excess distributions will be treated as 

amounts distributed in 1985 for pur- 

poses of determining the amount 
which is required to be distributed by 

determining the amount which is re- 

quired to be distributed by December 
31, 1987 under each of those meth- 

ods. 
(f) Example. This Q&A is illus- 

trated by the following example: 

Example. 

(a) An individual (X), born March I, 1915, 
has three IRAs (IRA I, IRA 2, and IRA 3) as 

of January I, 1987. Each IRA has a different 
designated beneficiary. X's spouse, born Janu- 

ary 15, 1920 is the sole designated beneficiary 
of IRA l. X's daughter, born May 5, 1939, is 

the sole designated beneficiary of IRA 2. X's 

son, born April 2, 1941, is the sole designated 

beneficiary of IRA 3. X's account balance in 

IRA I as of December 31, 1986 is $53, 000. 
X's account balance in IRA 2 as of December 

31, 1986 is $25, 000. X's account balance in 

IRA 3 as of December 31, 1986 is $24, 000 
Distributions in 1985 and 1986 from X's IRAs 
are as follows: $3, 000 from IRA I in 1985, 
$1, 500 from IRA 2 in 1986, and $2, 500 from 
IRA 3 in 1986. 
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(b) Under the life expectancy method, X's 
required minimum distribution in 1987 (re- 

quired to be made by December 31, 1987 is 

determined as follow s: 

(2) 
(3) 
(4) 
(5) 

(6) 

(7) 
(8) 

(9) 

(10) 

(12) 

Account balances as of December 31, 1986 
(a) IRA I 

(b) I RA 2 
(c) I RA 3 
Aggregate account balances of X as of December 31, 1986 
Distribution in 1985 
Distribution in 1986 ($1, 500 plus $2, 500) 
Account balance to be used to determine minimum distribution 
(sum of lines 2, 3, and 4) 
Attained age of beneficiary with longest life expectancy 
(youngest X's son) as of birthday in 1987 
X's attained age as of X's birthday in 1987 
Joint life and last survivor expectancy of X and X's son (using Table 
Vl of IJ1. 72-9) using ages on lines 6 and 7 
Account balance (line 5) divided by the applicable life expectancy (line 
8) 
Total amount which must be distributed for 1985, 1986, and 1987. 
(line 9 multiplied by 2. 8) 
Distribution in 1985 and 1986 for which credit may be taken 
(sum of lines (3) and (4)) 
Amount required to be distributed in 1987. 
(line 10 minus line 11) 

$5 3, 000 
$25, 000 
$24, 000 
$102, 000 
$3, 000 
$4, 000 

$109, 000 

46 
72 

37. 3 

$2922. 25 

$8182. 30 

$7, 000 

$1182. 30 

(2) 
(3) 
(4) 
(5) 

(6) 

(7) 

(8) 

Account balances as of December 31, 1986 
(a) IRA I 

(b) IRA 2 

(c) IRA 3 
Aggregate account balances of X as of December 31, 1986 
Distribution in 1985 
Distribution in 1986 ($1, 500 plus $2, 500) 
Account balance to be used to determine minimum distribution 
(sum of lines 2, 3, and 4) 
Total amount which must be distributed for 1985, 1986, and 1987 
(150to of line 5) 
Distributions in 1985 and 1986 for v hich credit may be taken 
(sum of lines 3 and 4) 
Amount required to be distributed in 1987 (line 6 minus line 7) 

$53, 000 
$25, 000 
$24, 000 
$102, 000 
$3, 000 
$4, 000 

$109, 000 

$16, 350 

$7, 000 
$9, 350 

B-4. Q. If an individual attained 
age 70 I/2 in 1986 or in a prior cal- 
endar year, are there any special rules 
for determining the minimum distri- 
bution for calendar years after 1987? 

A. (a) Required beginning date. 
If an individual attained age 70 I/2 
in 1986 or in a prior calendar year, 
the amount of the minimum distribu- 
tion required for calendar years after 
1987 will be determined in a manner 
consistent with the use of December 
31, 1987 as the individual's required 
beginning date. Consequently, for ex- 
ample, if any election is permitted by 
the IRA trustee, the individual must 
elect no later than December 31, 
1987 whether or not life expectancy 
will be recalculated for purposes of 
determining the minimum distribu- 
tion required for calendar years after 
1987. Further, for example, the des- 
ignated beneficiary of the individual 
under each IRA will be determined 
as of December 31, 1987 for pur- 
poses of determining the minimum 
distribution required for calendar 
years after 1987, 

(b) Life expectancies. If an individ- 
ual attained age 70 I/2 in 1986 or in 
a prior calendar year, for purposes 
of determining the minimum distribu- 
tion for calendar years after 1987, 
life expectancies shall be determined 
for each IRA as follows. If the 
individual's designated beneficiary is 
the individual's spouse, and the life 
expectancy of the individual and 
spouse are being recalculated, the 
joint life and last survivor expectancy 
of the individual and spouse is calcu- 
lated using their attained ages as of 
their birthdays in the calendar year 
for which the minimum distribution 
is being determined. If the individu- 
al's designated beneficiary is not the 
individual's spouse and life expect- 
ancy is being recalculated, the joint 
life and last survivor expectancy of 
the individual and the designated 
benef'iciary (other than the individu- 
al's spouse) is determined using the 
attained age of the individual as of 
the individual's birthday in the calen- 
dar year for which the minimum 

(c) Under the percentage method, X's re- to be made by December 31, 1987) is deter- 
quired minimum distribution in 1987 (required mined as follows: 

distribution is being determined and 
the attained age of the designated 
beneficiary as of the beneficiary's 
birthday in 1987, adjusted in accor- 
dance with E-8. If an individual's 
li fe expect ancy is not being recalcu- 
lated, the joint life and last survivor 
expectancy of the individual and the 
designated beneficiary will be deter- 
mined based on the attained ages of 
the individual and designated benefi- 
ciary as of their birthdays in 1987, 
reduced by one for each calendar 
year that has elapsed since 1987. For 
purposes of this paragraph (b), if the 
designated beneficiary is not alive on 
his birthday in 1987, such beneficiary 
will be deemed to be alive on that 
date for purposes of determining life 
expectancy. 

(c) Normal rules. For years after 
1987, the requirement that each IRA 
separately satisfy the minimum distri- 
bution requirement applies. Thus, ex- 
cept as noted in this section, the rules 
in H — I through H — 2A of 
(1. 40 I (a)(9)-I apply. 

B-5. Q. If an individual dies be- 
fore January I, 1988, are distribu- 
tions to be made in accordance with 
section 401(a)(9)(B)(i) or in accor- 
dance with section 401(a)(9)(B)(ii) or 
(iii) and (iv)? 

A. If an individual dies prior to 
January I, 1988 (including deaths 
before January I, 1985), the IRA 
must be distributed in accordance 
with section 401(a)(9)(B)(ii) or (iii) 
and (iv), whichever is applicable (see 
B-12 and $1. 401(a)(9)-1 C-4). If an 
individual dies prior to January I, 
1986, see B-6 and B-7 for rules 
concerning which calendar year is the 
first calendar year for which distribu- 
tions must be made in accordance 
with section 401(a)(9), when such 
distributions are required to com- 
mence, and how the amount which is 
required to be distributed by such 
date is determined. 

B-6. Q. If an individual died prior 
to January I, 1986 and distributions 
are being made over the life ex- 
pectancy of a designated beneficiary 
in accordance with section 
401(a)(9)(B)(iii) and (iv), what is the 
first calendar year for which a distri- 
bution is required and when must 
distributions commence? 

A. (a) General rule. If an individ- 
ual died prior to January I, 1986 and 
distributions are being made over the 
life expectancy of a designated bene- 
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ficiary in accordance with section 
401(a)(9)(B)(iii) and (iv), the first 
calendar year for which a minimum 
distribution under section 401(a)(9) is 
required is the later of: (1) the calen- 
dar year which contains the required 
commencement date determined un- 
der $1. 401(a)(9)-I C-3(a) or (b), 
whichever is applicable, or (2) calen- 
dar year 1985. However, under these 
transition rules, if the first distribu- 
tion calendar year for which mini- 
mum distributions must be deter- 
mined in accordance with section 
401(a)(9) is 1985, such minimum dis- 
tribution is not required to be made 
by December 31, 1985. Similarly, 
under these transition rules, if the 
first (or second) distribution calendar 
year (for which minimum distribu- 
tions must be determined in accor- 
dance with section 401(a)(9)) is 1986, 
the minimum distribution for 1986 is 
not required to be made by Decem- 
ber 31, 1986. Instead, in such case, 
the minimum distributions for 1985 
(if applicable), 1986, and 1987, must 
be made by December 31, 1987. 
Paragraph (b) provides a special rule 
made by December 31, 1987. Para- 
graph (b) provides a special rule for 
certain annuity payments. 

(b) Certain annuity payments. In 
the case of a beneficiary described in 
paragraph (a) to whom nonincreasing 
annuity payments from one or more 
annuity contracts purchased from an 
insurance company commenced not 
later than August 26, 1987 and to 
whom such annuity payments con- 
tinue through December 31, 1987, no 
additional amount is required under 
these transition rules to be distributed 
for 1985, 1986, and 1987 from such 
annuity contracts. However, this rule 
only applies if such annuity payments 
comply with $1. 401(a)(9)-l F-3 and 
F-4. If such payments commenced 
after the last day of the distribution 
calendar year determined under para- 
graph (a), and if such beneficiary is 

also the sole beneficiary of other 
IRAs (from which annuity payments 
as described above are not being 
made) that were inherited from the 
same individual from whom such 
annuity contracts were inherited, any 
additional amount required to be 
distributed from such annuity con- 
tract, under these transition rules, for 
1985, 1986, and 1987 must be distrib- 
uted to the extent available from 
such other I RAs. In determining 

whether an additional amount is re- 
quired to be distributed from another 
IRA, the cash surrender value of the 
annuity contract as of the close of 
business December 31, 1986 will be 
treated as the account balance of the 
annuity contract as of December 31, 
1986. 

B-7. If (a) distributions are being 
made over the life expectancy of a 
designated beneficiary in accordance 
with section 401(a)(9)(B)(iii) and (iv) 
and (b) the first distribution calendar 
year is 1985 or 1986 (determined 
under B-6(a)), then how is the 
amount of the minimum distribution 
determined for calendar years 1985, 
1986, and 1987? 

A. (a) In general. If the two con- 
ditions set forth in the question are 
met, the amount of the minimum 
distribution for calendar years 1985, 
1986, and 1987 is to be determined 
under one of three methods, the life 
expectancy method, the percentage 
method, and the regular method. 
Under the life expectancy method 
and the percentage method, IRAs 
which were inherited from the same 
individual and which have with the 
same beneficiaries will be aggregated. 
The beneficiary (or beneficiaries) of 
the aggregated IRAs will select which 
of the three methods is to be used. 

(b) Life expectancy method. Under 
the life expectancy method, the mini- 
mum distribution for 1985, 1986, and 
1987 will then be determined as fol- 
lows: 

(I) Designated beneficiary and life 
expec(ancy. The designated benefi- 
ciary with respect to an individual 
for I RAs being aggregated will be 
determined as of any date in 1987. 
The applicable life expectancy will be 
the life expectancy of the designated 
beneficiary using the designated 
beneficiary's age as of his birthday in 
1987. In the case of a beneficiary 
who is not alive on his birthday in 
1987, the beneficiary will be treated 
as being alive on that date for pur- 
poses of determining life expectancy 
under this transition rule. 

(2) Account balance. The account 
balance is the aggregate of the ac- 
count balances of all the IRAs to be 
aggregated (determined under para- 
graph (a)) as of close of business 
December 31, 1986 with the follow- 
ing modifications. First, the aggre- 
gated account balance is increased by 
any amounts not reflected in an IRA 

as of such date due to withdrawal to 
make a rollover contribution to an- 
other I RA. Second, the aggregate 
account balance is then increased by 
any amount distributed in 1985 or 
1986 for which credit is being taken 
under subparagraph (4). 

(3) Required distribution. The total 
amount which must be distributed 
for calendar years 1985, 1986, and 
1987 will be determined by dividing 
the account balance determined under 
subparagraph (2) by the applicable 
life expectancy determined under 
subparagraph (I) and multiplying the 
quotient by: 

(i) 2. 8, in the case of a individual 
with respect to whom the first distri- 
bution calendar year is 1985, or 

(ii) 1. 9, in the case of an individ- 
ual with respect to whom the first 
distribution calendar year is 1986. 

(4) Credit for distributions. In de- 
termining whether the total amount 
which must be distributed for calen- 
dar years 1985, 1986, and 1987 has 
been distributed, credit may be taken 
for any amount distributed in a dis- 
tribution calendar year of the individ- 
ual after 1984. However, in the case 
of any distribution in 1985 or 1986, 
credit may only be taken for 
amounts which were used to increase 
the aggregate account balance pursu- 
ant to subparagraph (2). 

(c) Percentage method. Under the 
percentage method, the total amount 
of the minimum distribution required 
for calendar years 1985, 1986, and 
1987 is determined as follows: 

(I) Account balance. The account 
balance is determined in the same 
manner as under paragraph (b)(2). 

(2) Required distribution. The total 
aggregate amount required to be dis- 
tributed from all the IRAs to be 
aggregated determined under para- 
graph (a) is the following percentage 
of the aggregate account balance de- 
termined under subparagraph (1): 

(i) 15'io, in the case of an individ- 
ual with respect to whom the first 
distribution calendar year is 1985, or 

(ii) 10%0, in the case of an indi- 

vidual with respect to whom the first 
distribution calendar year is 1986. 

(3) Credit for distributions. Credits 
for distributions may be taken in the 
same manner as under paragraph 

(b)(3) 
(d) Regular method. Under the 

regular method, the sum of the mini- 
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mum distributions required for calen- 
dar years 1985, 1986, and 1987, 
calculated separately, is determined 
under section 408(a)(6) and (b)(3) and 
this section with the appropriate ad- 
justments. However, the rule in 
(1. 401(a)(9)-1 F-2 does not apply. 
Also credit (with an appropriate 
gross-up) may be taken toward the 
minimum distributions required for 
the 1986 or 1987 distribution calen- 
dar year for distributions in the 1985 
or 1986 distribution calendar years 
which exceeded the minimum re- 
quired distribution for such year. 

B-8. Q. If distributions are being 
made with respect to an individual 
over the life expectancy of a desig- 
nated beneficiary in accordance with 
section 401(a)(9)(B)(iii) and (iv), as of 
what date is the designated benefi- 
ciary determined, and as of what 
date is the life expectancy of the 
designated beneficiary determined, 
for purposes of determining the mini- 
mum distribution for calendar years 
after 1987? 

A. If distributions are being made 
over the life expectancy of a desig- 
nated beneficiary in accordance with 
section 401(a)(9)(B)(iii) and (iv), the 
designated beneficiary will be deter- 
mined as of any date in 1987. The 
life expectancy of the designated ben- 
eficiary (other than an individual's 
surviving spouse whose life expect- 
ancy is being recalculated) will be 
determined using the attained age of 
the designated beneficiary as of such 
beneficiary's birthday in calendar 
year 1987, reduced by one for each 
calendar year which has elapsed after 
1987. If the designated beneficiary is 
not alive on his birthday in 1987, 
such beneficiary will be treated as 
alive on that date for purposes of 
determining life expectancy. If the 
individual's surviving spouse is a des- 
ignated beneficiary and such spouse's 
life expectancy is being recalculated, 
the life expectancy of such spouse 
will be calculated using the attained 
age of the spouse as of such spouse's 
birthday in the calendar year for 
which the minimum distribution is 
being determined. 

B-9. Q. In the case of an indi- 
vidual's surviving spouse for whom a 
distribution is required to be made 
for 1985 or 1986, when must any 
election concerning recalculation of 
life expectancy be made by the 
spouse? 

A. In the case of an individual's 
surviving spouse for whom a distri- 
bution is required to be made for 
1985 or 1986, any election concerning 
recalculation of life expectancy must 
be made by December 31, 1987. 

B-10. Q. When must the election 
described in (1. 401(a)(9)-1 C-4 (con- 
cerning whether distribution will be 
made in accordance with the five- 
year rule in section 401(a)(9)(B)(ii) or 
the exception to the five-year rule in 

section 401(a)(9)(B)(iii) be made by a 
beneficiary otherwise required to 
make such election on or before 
December 31, 1986? 

A. The election described in 
(1. 401(a)(9)-1 C-4 (concerning 
whether distribution will be made in 
accordance with the five-year rule in 
section 401(a)(9)(B)(ii) or the excep- 
tion to the five-year rule in section 
401(a)(9)(B)(iii)) if otherwise required 
to make such election on or before 
December 31, 1986 must be made by 
December 31, 1987. 

B-11. Q. If an individual died 
prior to January I, 1985, and distri- 
bution is to be made in accordance 
with the five-year rule contained in 
section 401(a)(9)(B)(ii), as of what 
date must the individual's entire in- 
terest be distributed? 

A. If an individual died prior to 
January 1, 1985 and distribution is to 
be made in accordance with the 
five-year rule contained in section 
401(a)(9)(b)(ii), the individual's entire 
interest must be distributed as of the 
later of: (a) December 31 of the 
calendar year which contains the fifth 
anniversary of the employee's death 
or (b) December 31, 1987. 

B-12. Q. When must the trust in- 
strument for an IRA be amended to 
provide the distribution rules in sec- 
tion 408(a)(6) or (b)(3)? 

A. (a) The trust instrument for an 
IRA with a favorable opinion letter 
need not be amended until the later 
of December 31, 1988 or such time 
as the Commissioner prescribes (after 
publication of sample language for 
IRAs, including IRAs used for fund- 

ing simplified employee pensions 
(SEPs)). In the case of an existing 
I RA or a newly established IRA 
which is established by executing 
Form 5305 or Form 5305A, the cur- 
rent (Rev. 11-83) editions of those 
forms may be used until such time as 
the Commissioner prescribes. Prior to 
the date when the trust instrument 

must be amended, an IRA with a 
favorable opinion letter or an IRA 
established by executing Form 5305 
or Form 5305A will not be consid- 
ered to fail to be described in section 
408(a) or (b) merely because it fails 

in form to satisfy section 408(a)(6) or 
(b)(3) and this section of the regula- 
tions. However, distributions must 

satisfy section 408(a)(6) or 408(b)(3) 
and the regulations thereunder in 

operation, notwithstanding the ab- 
sence of provisions in the trust in- 

strument beginning with calendar 
year 1985. 

(b) An IRA which does not have a 
favorable opinion letter and which is 

not established by executing Form 
5305 or Form 5305A will satisfy 
section 408(a)(6) and 408(b)(3) until 
the date prescribed in paragraph (a) 
as of which IRAs with a favorable 
opinion letter must be amended if 
such IRA contains the statutory pro- 
visions in section 401(a)(9) applicable 
to IRAs. Not all provisions in section 
401(a)(9) apply to IRAs. For exam- 
ple, pursuant to A-3, the transitional 
rule in (1. 401(a)(9)-1 B-2(b) does not 
apply to distributions from IRAs. 

(c) For calendar years before the 
calendar year in which IRAs must be 
amended pursuant to this B-5, an 
IRA will not be subject to the default 
provisions of (1. 401(a)(9)-1 if distri- 
butions under each IRA are other- 
wise made in accordance with these 
regulations in a reasonable and con- 
sistent manner. For example, for pur- 
poses of determining, pursuant to 
(1. 401(a)(9)-1 C-4, whether the ex- 
ception to the five-year rule in sec- 
tion 401(a)(9)(B)(iii) and (iv) applies, 
an IRA will be found to comply with 
section 408(a)(6) or (b)(3) in opera- 
tion even though distributions are not 
made in accordance with the default 
provisions in $1. 401(a)(9)-1 C-4(a) if 
the IRA trustee decides with respect 
to an IRA to either distribute bene- 
fits under one method or the other or 
distribute benefits pursuant to the 
election by an individual or the 
individual's beneficiary (or in the 
absence of an election, under one or 
the other of such methods). Simi- 
larly, for calendar years before the 
calendar year in which IRAs must be 
amended pursuant to B-5, for pur- 
poses of determining whether or not 
the life expectancies of the individual 
and the individual's spouse will be 
recalculated pursuant to section 
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401(a)(9)(D) and $1. 401(a)(9)-I E — 7, 
an IRA will be found to comply with 
section 408(a)(6) or (b)(3) and this 
section of the regulations in opera- 
tion even though the life expectancies 
of the individual and the individual's 
spouse are not recalculated if the 
trustee decides not to recalculate such 
life expectancies, if the IRA trustee 
allows elections by the individual or 
spouse and the individual or spouse 
elects not to recalculate life expect- 
ancy, or if the IRA trustee decides 
not to recalculate life expectancy in 
the absence of an election to recalcu- 
late life expectancy. 

B-13. Must distributions from 
IRAs for calendar years before 1989 
satisfy the incidental benefit rule in 

$ 1. 401(a)(9)-2? 
A. No. Distributions from IRAs 

for calendar years before 1989 are 
not required to satisfy the incidental 
benefit rule in $1. 401(a)(9)-2. How- 
ever, for calendar years after 1988, 
distributions must satisfy the inciden- 
tal benefit rule in $1. 401(a)(9)-2 
which applies to calendar years after 
1988. 

B-14. Q. What are the distribu- 
tion rules applicable to individual 
retirement plans (IRAs) in 1984? 

A. For calendar year 1984, IRAs 
are subject to the distribution re- 
quirements of section 408(a)(6) and 
(7) and section 408(b)(3) and (4), as 
in effect immediately prior to the 
enactment of the Tax Reform Act of 
1984 (TRA of 1984). With respect to 
individuals who died prior to January 
1, 1984, the law in effect immediately 
prior to the enactment of TRA of 
1984 is the law in effect immediately 
prior to the enactment of the Tax 
Equity and Fiscal Responsibility Act 
(TEFRA). Section 243(b) of 
(TEFRA) (as amended by section 
713(g) of TRA of 1984) denies de- 
ductions for contributions to, and 
rollover treatment for distributions to 
or from, inherited IRAs (as defined 
in section 408(d)(3)(c)(ii)) with respect 
to individuals dying after December 
31, 1983. 

PENSION EXCISE TAX 
REGULATIONS 
(26 CFR Part 54) 

Par. 6. The authority citation for 
Part 54 is amended by adding the 
following citation: 

Authority: 26 U. S. C. 7805 
Section 54. 4974-2 is also issued un- 

der 26 U. S. C. 4974. 
Par. 7. There is added the follow- 

ing new section after (54. 4974-1 to 
read as follows: 
$54. 4974-2. Excise tax on accumula- 

tions in qualified retirement plans. 
Q-1. Is any tax imposed on a 

payee under any qualified retirement 
plan or any eligible deferred compen- 
sation plan (as defined in section 
457(b)) to whom an amount is re- 
quired to be distributed for a taxable 
year if the amount distributed during 
the taxable year is less than the 
minimum required distribution? 

A. Yes. If the amount distributed 
to a payee under any qualified retire- 
ment plan or any eligible deferred 
compensation plan (as defined in 

section 457(b)) for a calendar year is 
less than the minimum required dis- 
tribution for such year, an excise tax 
is imposed on such payee under 
section 4974 for the taxable year 
beginning with or within the calendar 
year during which the amount is 

required to be distributed. The tax is 

equal to 50 percent of the amount by 
which such minimum required distri- 
bution exceeds the actual amount 
distributed during the calendar year. 
Section 4974 provides that this tax 
shall be paid by the payee. For 
purposes of section 4974, the term 
"minimum required distribution" 
means the minimum amount required 
to be distributed pursuant to section 
401(a)(9), 403(b)(10), 408(a)(6), 
408(b)(3), or 457(d)(2), as the case 
may be, and the regulations thereun- 
der. Except as otherwise provided in 
Q&A-6, the minimum required distri- 
bution for a calendar year is the 
minimum amount required to be dis- 
tributed during the calendar year. 
Q&A-6 provides a special rule for 
amounts required to be distributed by 
an employee's (or individual's) re- 
quired beginning date. 

Q-2. For purposes of section 4974, 
what is a qualified retirement plan? 

A. For purposes of section 4974, 
each of the following is a qualified 
retirement plan: 

(a) A plan described in section 
401(a) which includes a trust exempt 
from tax under section 501(a), 

(b) An annuity plan described in 

section 403(a) 
(c) An annuity contract, custodial 

account, or retirement income ac- 
count described in 403(b), 

(d) An individual retirement ac- 

count described in section 408(a), 
(e) An individual retirement annu- 

ity described in section 408(b), 
(f) Any other plan, contract, ac- 

count, or annuity that, at any time, 
has been treated as a plan, account, 
or annuity described in (a) through 
(e), whether or not such plan, con- 
tract, account, or annuity currently 
satisfies the applicable qualification 
requirements. 

Q-3. If a payee's interest under a 
qualified retirement plan is in the 
form of an individual account, how 
is the minimum required distribution 
for a given calendar year determined 
for purposes of section 4974? 

A. (a) General rule. If a payee's 
interest under a qualified retirement 
plan is in the form of an individual 
account and distribution of such ac- 
count is not being made under an 
annuity contract purchased in accor- 
dance with $1. 401(a)(9)-1 F-4, the 
amount of the minimum required 
distribution for any calendar year for 
purposes of section 4974 is the mini- 
mum amount required to be distrib- 
uted for such calendar year in order 
to satisfy the minimum distribution 
requirements in ($1. 401(a)(9)-1 and 
1. 401(a)(9)-2 as provided in the fol- 
lowing (whichever is applicable): 

(1) Section 401(a)(9) and 
($1. 401(a)(9)-1 and 1, 401(a)(9)-2 (in 
the case of a plan described in 

section 401(a) which includes a trust 
exempt under section 501(a) or an 
annuity plan described in section 
403(a)), 

(2) Section 403(b)(10) and 
$1. 403(b)-2 (in the case of an annu- 
ity contract or custodial account de- 
scribed in section 403(b)), or 

(3) Section 408(a)(6) or (b)(3) and 
$1. 408-8 (in the case of an individual 
retirement account or annuity de- 
scribed in section 408(a) or (b)). 

(b) Default provisions. Unless oth- 
erwise provided under the qualified 
retirement plan (or, if applicable, the 
governing instrument of the qualified 
retirement plan), the default provi- 
sions in $1. 401(a)(9)-I apply in deter- 
mining the minimum required distri- 
bution for purposes of section 4974. 
For example, if the amount of the 
minimum required distribution for 
purposes of section 4974 is to 
determined using the life expectancies 
of the employee (or IRA owner), the 
employee's spouse (or IRA owner's 
spouse), or both, the life expectancy 
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of such individuals must be recalcu- 
lated in order to determine the mini- 
mum required distribution unless the 
exceptions in (1, 401(a)(9)-1 E-7 ap- 
ply. Similarly, if the rules in 
$1. 401(a)(9)-1 C-1 through C-6 (af- 
ter death distribution rules) apply to 
a payee, the minimum required distri- 
bution for any given calendar year to 
satisfy the applicable section enumer- 
ated in paragraph (a) will be deter- 
mined using the default provisions in 
$1. 401(a)(9)-1 C-4 unless an excep- 
tion stated therein applies. 

(c) Five year rule. If the five-year 
rule in section 401(a)(9)(B)(ii) applies 
to the distribution to a payee, no 
amount is required to be distributed 
for any calendar year to satisfy the 
applicable enumerated section in 
paragraph (a) until the calendar year 
which contains the date five years 
after the date of the employee's 
death. For the calendar year which 
contains the date five years after the 
employee's death, the minimum 
amount required to be distributed to 
satisfy the applicable enumerated sec- 
tion is the payee's entire remaining 
interest in the qualified retirement 
plan. 

Q-4. If a payee's interest in a 
qualified retirement plan is being 
distributed in the form of an annu- 
ity, how is the amount of the mini- 
mum required distribution deter- 
mined for purposes of section 4974? 

A. If a payee's interest in a quali- 
fied retirement plan is being distrib- 
uted in the form of an annuity 
(either directly from the plan, in the 
case of a defined benefit plan, or 
under an annuity contract purchased 
from an insurance company), the 
amount of the minimum required 
distribution for purposes of section 
4974 will be determined as follows: 

(a) Permissible annuity distribution 
option. A permissible annuity distri- 
bution option is an annuity contract 
(or, in the case of annuity distribu- 
tions from a defined benefit plan, a 
distribution option) which specifically 
provides for distributions which, if 
made as provided, would for every 
calendar year equal or exceed the 
minimum amount required to be dis- 
tributed to satisfy the applicable sec- 
tion enumerated in paragraph (a) of 
Q-4 for every calendar year. If the 
annuity contract (or, in the case of 
annuity distributions from a defined 
benefit plan, a distribution option) 

under which distributions to the 

payee are being made is a permissible 
annuity distribution option, the mini- 

mum required distribution for a 
given calendar year will equal the 

amount which the annuity contract 
(or distribution option) provides is to 
be distributed for that calendar year. 

(b) Impermissible annuity distribu- 

tion option. An impermissible annu- 

ity distribution option is an annuity 
contract (or, in the case of annuity 
distributions from a defined benefit 
plan, a distribution option) under 
which distributions to the payee are 
being made specifically provides for 
distributions which, if made as pro- 
vided, would for any calendar year 
be less than the minimum amount 
required to be distributed to satisfy 
the applicable section enumerated in 

paragraph (a) of Q-4. If the annuity 
contract (or, in the case of annuity 
distributions from a defined benefit 
plan, the distribution option) under 
which distributions to the payee are 
being made is an impermissible annu- 
ity distribution option, the minimum 
required distribution for a each cal- 
endar year will be determined as 
follows: 

(I) If the qualified retirement plan 
under which distributions are being 
made is a defined benefit plan, the 
minimum amount required to be dis- 
tributed each year will be the amount 
which would have been distributed 
under the plan if the distribution 
option under which distributions to 
the payee were being made was the 
following permissible annuity distri- 
bution option: 

(i) In the case of distributions 
commencing before the death of the 
employee, if there is a designated 
beneficiary under the impermissible 
annuity distribution option for pur- 
poses of section 401(a)(9), the per- 
missible annuity distribution option is 
the joint and survivor annuity option 
under the plan for the lives of the 
employee and the designated benefi- 
ciary which provides for the greatest 
level amount payable to the employee 
determined on an annual basis. If the 
plan does not provide such an option 
or there is no designated beneficiary 
under the impermissible distribution 
option for purposes of section 
401(a)(9), the permissible annuity dis- 
tribution option is the life annuity 
option under the plan payable for the 
life of the employee in level amounts 

wtth no surv&vor benefit. 

(ii) In the case of distributions 
commencing after the death of the 
employee, if there is a designated 
beneficiary under the impermissible 
annuity distribution option for pur- 
poses of section 401(a)(9), the per- 
missible annuity distribution option is 
the life annuity option under the plan 
payable for the life of the designated 
beneficiary in level amounts. If there 
is no designated beneficiary, the five 
year rule in section 401(a)(9)(B)(ii) 
applies. See subparagraph (3). 
The determination of whether or not 
there is a designated beneficiary and 
the determination of which desig- 
nated beneficiary's life is to be used 
in the case of multiple beneficiaries 
will be made in accordance with 
$1. 401(a)(9)-1. See D-1 through D-'3, 
D-5, E-l, and E-5 of $1. 401(a)(9)-I. 
If the defined benefit plan does not 
provide for distribution in the form 
of the applicable permissible distribu- 
tion option, the minimum required 
distribution for each calendar year 
will be an amount as determined by 
the Commissioner. 

(2) If the qualified retirement plan 
under which distributions are being 
made is a defined contribution plan 
and the impermissible annuity distri- 
bution option is an annuity contract 
purchased from an insurance com- 
pany, the minimum amount required 
to be distributed each year will be the 
amount which would have been dis- 
tributed in the form of an annuity 
contract under the permissible annu- 
ity distribution option under the plan 
determined in accordance with 
subparagraph (1) for defined benefit 
plans. If the defined contribution 
plan does not provide the applicable 
permissible annuity distribution op- 
tion, the minimum required distribu- 
tion for each calendar year will be 
the amount which would have been 
distributed under an annuity de- 
scribed below purchased with the 
employee's or individual's account 
used to purchase the annuity contract 
which is the impermissible annuity 
distribution option. 

(i) In the case of distributions 
commencing before the death of the 
employee, if there is a designated 
beneficiary under the impermissible 
annuity distribution option for pur- 
poses of section 401(a)(9), the annu- 
ity is a joint and survivor annuity for 
the lives of the employee and the 
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designated beneficiary which provides 
level annual payments and which 
would have been a permissible annu- 
ity distribution option. However, the 
amount of the periodic payment 
which would have been payable to 
the survivor will be the applicable 
percentage under the table in QkA-6 
of $1. 401(a)(9)-2 of the amount of 
the periodic payment which would 
have been payable to the employee or 
individual. If there is no designated 
beneficiary under the impermissible 
distribution option for purposes of 
section 401(a)(9), the annuity is a life 
annuity for the life of the employee 
with no survivor benefit which pro- 
vides level annual payments and 
which would have been a permissible 
annuity distribution option. 

(ii) In the case of a distribution 
commencing after the death of the 
employee, if there is a designated 
beneficiary under the impermissible 
annuity distribution option for pur- 
poses of section 401(a)(9), the annu- 
ity option is a life annuity for the life 
of the designated beneficiary which 
provides level annual payments and 
which would have been permissible 
annuity distribution option. If there 
is no designated beneficiary, the five 
year rule in section 401(a)(9)(B)(ii) 
applies. See subparagraph (3). 
The amount of the payments under 
the annuity contract will be deter- 
mined using the interest and mortal- 
ity tables specified in $20. 2031-7 of 
the Estate Tax Regulations. The de- 
termination of whether or not there 
is a designated beneficiary and the 
determination of which designated 
beneficiary's life is to be used in 
the case of multiple beneficiaries 
will be made in accordance with 
$1. 401(a)(9)-l. See D-1 through D-3, 
D-5, and E-5 of $1. 401(a)(9)-l. 

(3) If the five-year rule in section 
401(a)(9)(B)(ii) applies to the distribu- 
tion to the payee under the contract 
(or distribution option), no amount is 

required to be distributed to satisfy 
the applicable enumerated section in 

paragraph (a) until the calendar year 
which contains the date five years 
after the date of the employee's 
death. For the calendar year which 
contains the date five years after the 
employee's death, the minimum 
amount required to be distributed to 
satisfy the applicable enumerated sec- 
tion is the payee's entire remaining 

interest in the annuity contract (or 
under the plan in the case of distri- 
butions from a defined benefit plan). 

Q-4A. If there is any remaining 
benefit with respect to an employee 
(or IRA owner) after any calendar 
year in which the entire remaining 
benefit is required to be distributed 
under section, what is the amount of 
the minimum required distribution 
for each calendar year subsequent to 
such calendar year? 

A. If there is any remaining bene- 
fit with respect to an employee (or 
IRA owner) after the calendar year 
in which the entire remaining benefit 
is required to be distributed, the 
minimum required distribution for 
each calendar year subsequent to 
such calendar year is the entire re- 
maining benefit. For example, if 
there is any remaining benefit with 
respect to an employee (or IRA 
owner), for which the minimum re- 
quired distribution is being deter- 
mined under paragraph (b) of 
Q&A-4, after the calendar year in 
which the life (or lives) described 
therein expire, the minimum required 
distribution for each subsequent cal- 
endar year is the entire remaining 
benefit. 

Q-5. If a payee has an interest 
under an eligible deferred compensa- 
tion plan (as defined in section 
457(b)), how is the minimum re- 
quired distribution for a given tax-. 
able year of the payee determined for 
purposes of section 4974? 

A. If a payee has an interest under 
an eligible deferred compensation 
plan (as defined in section 457(b)), 
the minimum required distribution 
for a given taxable year of the payee 
determined for purposes of section 
4974 is determined under section 
457(d). 

Q-6. With respect to which calen- 
dar year is the excise tax under 
section 4974 imposed in the case in 
which the amount not distributed is 

an amount required to be distributed 
by April 1 of a calendar year (by the 
employee's or individual's required 
beginning date)? 

A. In the case in which the 
amount not paid is an amount re- 
quired to be paid by April 1 of a 
calendar year, such amount is a 
minimum required distribution for 
the previous calendar year, I'. e. , for 

the employee's or the individual's 
first distribution calendar year. How- 
ever, the excise tax under section 
4974 is imposed for the calendar year 
containing the last day by which the 
amount is required to be distributed, 
i. e. , the calendar year containing the 
employee's or individual's required 
beginning date, even though the pre- 
ceding calendar year is the calendar 
year for which the amount is re- 

quired to be distributed. Pursuant to 
F-2 of |t1. 401(a)(9)-1, amounts dis- 
tributed in the employee's or individ- 
ual's first distribution calendar year 
will reduce the amount required to be 
distributed in the next calendar year 
by the employee's or individual's 
required beginning date. There is also 
a minimum required distribution for 
the calendar year which contains the 
employee's required beginning date. 
Such distribution is also required to 
be made during the calendar year 
which contains the employee's re- 
quired beginning date. 

Q-7. For what taxable years is the 
excise tax imposed under section 4974 
effective? 

A. The excise tax imposed under 
section 4974 as amended by 1121 of 
the Tax Reform Act of 1986 (TRA 
'86) is effective for payees' taxable 
years beginning after December 31, 
1988. Consequently, with respect to 
qualified plans described in section 
401(a), annuity contracts and custo- 
dial accounts described in section 
403(b), and an eligible deferred com- 
pensation plans (as defined in section 
457(b)), the excise tax imposed under 
section 4974 only applies for taxable 
years beginning after December 31, 
1988. However, with respect to indi- 
vidual retirement plans described in 

section 408, an excise tax is also 
imposed under section 4974 for tax- 
able years beginning before January 
1, 1989. 

Q-8. Are there any circumstances 
when the excise tax under section 
4974 for a taxable year may be 
waived? 

A. The tax under section 4974(a) 
may be waived if the payee described 
in section 4974(a) establishes to the 
satisfaction of the Commissioner the 
following: 

(a) The shortfall described in sec- 
tion 4974(a) in the amount distrib- 
uted in any taxable year was due to 
reasonable error, and 
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(b) Reasonable steps are being 
taken to remedy the shortfall. 

LAwRENcE B. GIBBs, 
Commissioner of 

Infernal Revenue. 

(Filed by the Office of the Federal Register on 
July 24, 1987, at 8:45 a, m. , and published 
in the issue of the Federal Register on July 
27, 1987, 52 F. R. 28070) 

Notice of Proposed Rulerakiin 

Continuation Coverage 
Requirements of Group Health 
Plans 

EE-143-86 

AGENCY: Internal Revenue Service, 
Treasury. 
ACTION: Notice of proposed rule- 
making. 
SUMMARY: This document contains 
proposed regulations relating to the 
requirement that a group health plan 
offer continuation coverage to people 
who would otherwise lose coverage as 
a result of certain events. They re- 
flect changes made by the Consoli- 
dated Omnibus Budget Reconciliation 
Act of 1985 (COBRA) [Pub. L. 
99-272, 1986-2 C. B. 298], and the 
Tax Reform Act of 1986 [Pub. L. 
99-514, 1986-3 C. B. (Vol. 1)]. The 
regulations will generally affect spon- 
sors of and participants in group 
health plans, and they provide plan 
sponsors with guidance necessary to 
comply with the law. 
DATES: Written comments and re- 
quests for a public hearing must be 
delivered or mailed on or before 
August 14, 1987. These regulations 
are proposed to be effective when 
final regulations are published in the 
FEDERAL REGISTER as a Treasury 
decision. 
ADDRESS: Send comments and re- 
quests for a public hearing to:Com- 
missioner of Internal Revenue, Atten- 
tion: CC: LR: T (EE-143-86) Wash- 
ington, D. C. 20224. 

SUPPLEMENTARY 
INFORMATION: 

BACKGROUND 

This document contains proposed 
amendments to the Income Tax Reg- 

ulations (26 CFR Part 1) under sec- 
tions 106(b), 162(i)(2), and 162(k) of 
the Internal Revenue Code of 1986 
(Code). The proposed regulations 
conform the regulations to section 
10001 of the Consolidated Omnibus 
Budget Reconciliation Act of 1985 
(COBRA) (100 Stat. 222) and to 
section 1895(d) of the Tax Reform 
Act of 1986 (100 Stat. 2936), which 
made technical corrections to the 
COBRA provisions. 

COBRA added a new section 
162(k) of the Code to specify contin- 
uation coverage requirements for 
employer-provided grou p health 
plans. In general, a group health 
plan must offer each "qualified bene- 
ficiary" who would otherwise lose 
coverage under the plan as a result of 
a "qualifying event" an opportunity 
to elect continuaton of the coverage 
being received immediately before the 
qualifying event. A qualified benefi- 
ciary who properly elects continua- 
tion coverage can be charged an 
amount no greater than 102 percent 
of the "applicable premium. " The 
"applicable premium" is based on 
the plan's cost of providing coverage. 

If a group health plan fails to 
comply with these continuation cov- 
erage requirements, the employer will 
be unable to deduct contributions 
made to that or any other group 
health plan (section 162(i)(2)), and 
certain highly compensated individu- 
als will be unable to exclude from 
income any employer-provided cover- 
age under that or any other group 
health plan (section 106(b)). 

In addition, there may be a non- 
tax consequences if a group health 
plan fails to comply with parallel 
requirements that section 10002 of 
COBRA added to Title I of the 
Employee Retirement Income Secu- 
rity Act of 1974 (ERISA) [Pub. L. 
93-406, 1974-3 C. B. 1]. Title I of 
ERISA is administered by the De- 
partment of Labor. Governmental 
plans (as defined in section 414(d) of 
the Code) are exempt from both the 
tax and ERISA provisions. However, 
State and local governmental group 
health plans are subject to parallel 
requirements that section 10003 of 
COBRA added to the Public Health 
Service Act, which is administered by 
the Department of Health and Hu- 
man Services. 

The proposed regulations do not 

reflect section 9501 of the Omnibus 
Budget Reconciliation Act of 1986, 
which extended the COBRA continu- 
ation coverage requirements to cer- 
tain individuals receiving retiree med- 
ical benefits from employers that are 
involved in bankruptcy proceedings. 
The changes made by that act will be 
addressed in a later issuance. 

The proposed regulations clarif) 
which plans must offer COBRA con- 
tinuation coverage and the tax conse- 
quences of failing to do so. They 
also provide guidance on a variety of 
details, including the scope of the 
continuation coverage, who is a qual- 
ified beneficiary, what is a qualifying 
event, how elections are made, and 
when payment must be made. Rules 
regarding computation of the applica- 
ble premium under section 162(k)(4) 
will be addressed in a later issuance. 

Section 414(t) as added by the Tax 
Reform Act of 1986 extends the 
employer aggregation rules of sec- 
tions 414(b), (c), (m), and (o) to a 
variety of employee benefit provi- 
sions. The list of those provisions 
includes section 106 (denying an in- 
come exclusion to highly compen- 
sated employees of an employer 
maintaining a group health plan that 
fails to comply with section 162(k)), 
but does not include section 162(i)(2) 
(denying deductions to such an em- 
ployer) or section 162(k) itself. A 
technical correction to add sections 
162(i)(2) and 162(k) to the list was 
included in H. Con. Res. 395. Al- 
though the 99th Congress adjourned 
without enacting that concurrent res- 
olution, the correction was identical 
in both House and Senate versions. 
Accordingly, the proposed regula- 
tions set forth employer aggregation 
rules that anticipate a similar techni- 
cal correction with retroactive effect 
being enacted in the current session 
of Congress. 

There is no connection between the 
proposed regulations and section 89 
of the Code. For example, the defini- 
tions set forth in the proposed regu- 
lations will not affect the meaning of 
"core benefits, " "non-core bene- 
fits, " or any other terms for pur- 
poses of section 89. Also, the compu- 
tation of applicable premiums for 
COBRA continuation coi erage it ill 

not affect the determination of the 
t alue of group health plan benefits 
for purposes of section 89. 
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EFFECTIVE DATE 

The regulations are proposed to be 
effective when final regulations are 
published in the FEDERAL REGIS- 
TER as a Treasury decision. Group 
health plans become subject to the 
COBRA continuation coverage re- 
quirements at different times, how- 
ever, depending on the plan year of a 
plan and whether the plan is a 
collectively bargained plan. With re- 
spect to qualifying events that occur 
on or after the date that a plan 
became or becomes subject to those 
requirements and before the effective 
date of final regulations, the plan 
and the employer must operate in 
good faith compliance with a reason- 
able interpretation of the statutory 
requirements (i. e. , title X of CO- 
BRA). For the period before the 
effective date of final regulations, the 
Internal Revenue Service will consider 
compliance with the terms of these 
proposed regulations to constitute 
good faith compliance with a reason- 
able interpretation of the statutory 
requirements (other than the statu- 
tory requirements regarding the com- 
putation of the applicable premium 
or the treatment, under section 9501 
of the Omnibus Budget Reconcilia- 
tion Act of 1986, of certain bank- 
ruptcies as qualifying events, which 
are not addressed in these proposed 
regulations). Moreover, plans and 
employers will be considered to be in 
compliance with the terms of these 
proposed regulations if, between June 
15, 1987 and September 14, 1987, 
they operate in good faith compli- 
ance with a reasonable interpretation 
of the statutory requirements and, 
from September 15, 1987 until the 
effective date of final regulations, 
they operate in compliance with the 
terms of these proposed regulations. 
In addition, the Internal Revenue 
Service will not consider actions in- 
consistent with the terms of these 
proposed regulations necessarily to 
constitute a lack of good faith com- 
pliance with a reasonable interpreta- 
tion of the statutory requirements; 
whether there has been good faith 
compliance with a reasonable inter- 
pretation of the statutory require- 
ments will depend on all the facts 
and circumstances of each case. 

SPECIAL ANALYSES 

The Commissioner of Internal Rev- 
enue has determined that this pro- 

posed rule is not a major rule as 
defined in Executive Order 12291. 
Therefore, a Regulatory Impact 
Analysis is not required. Although 
this document is a notice of proposed 
rulemaking which solicits public com- 
ment, the Internal Revenue Service 
has concluded that the regulations 
proposed herein are interpretative 
and that the notice and public proce- 
dure requirements of 5 U. S. C. 553 
do not apply. Accordingly, these pro- 
posed regulations do not constitute 
regulations subject to the Regulatory 
Flexibility Act (5 U. S. C. chapter 6). 

COMMENTS AND 
REQUESTS FOR 

PUBLIC HEARING 

for personal injuries or sickness in- 

curred by him, his spouse, or 
dependents, as defined in section 152 

(b) In situations involving group 
health plans that do not comply with 

section 162(k), the exclusion de- 

scribed in paragraph (a) of this sec- 

tion is not available to highly com- 
pensated employees (as defined in 

section 414(q)). See $ 1. 162-26 (re- 
garding continuation coverage re- 

quirements of group health plans). 
Par. 3. A new section 1. 162-26 is 

added immediately after $1. 162-25T 
to read as follows: 
$1. 162-26 Continuation coverage re- 

quirements of group health plans. 

TABLE OF CONTENTS 
Before adopting these proposed 

regulations, consideration will be 
given to any written comments that 
are submitted (preferably eight cop- 
ies) to the Commissioner of Internal 
Revenue. All comments will be avail- 
able for public inspection and copy- 
ing. A public hearing will be held 
upon written request to the Commis- 
sioner by any person who has sub- 
mitted written comments. If a public 
hearing is held, notice of the time 
and place will be published in the 
FEDERAL REGISTER. 

COBRA in general: Q&A-1 to 
Q&A-6 
Which plans must comply and when: 
Q&A-7 to Q&A-14 
Qualified beneficiaries: Q&A-15 to 
Q&A-17 
Qualifying events: Q&A-18 to 
Q&A-21 
COBRA continuation coverage: 
Q&A-22 to Q&A-31 
Electing COBRA continuation cover- 
age: Q&A-32 to Q&A-37 
Duration of COBRA continuation 
coverage: Q&A-38 to Q&A-43 

Paying for COBRA continuation cov- 
erage: Q&A-44 to Q&A-48 

Proposed amendments to the regula- 
tions 

The proposed amendments to 26 
CFR Part 1 are as follows: 

Paragraph 1. The authority citation 
for Part I is amended by adding the 
following citation: 

Authority: 26 U. S. C. 7805. 
Sections 1. 106-1 and 1. 162-26 also 
issued under 26 U. S. C, 106(b), 
162(i)(2), and 162(k). 

Par. 2. Section 1. 106-1 is amended 
by redesignating the existing text as 
paragraph (a), revising the first sen- 
tence of paragraph (a), and adding a 
new paragaph (b). The revised and 
added provisions read as follows: 
$1. 106-1 Contributions by employer 
to accident and health plans. 

(a) Except as set forth in para- 
graph (b) of this section, the gross 
income of an employee does not 
include contributions which his em- 

ployer makes to an accident or health 
plan for compensation (through in- 

surance or otherwise) to the employee 

LIST OF QUESTIONS 

COBRA IN GENERAL 

Q-1: What are the new health care 
continuation coverage requirements 
added to the Internal Revenue Code 
by the Consolidated Omnibus Budget 
Reconciliation Act of 1985 ("CO- 
BRA")? 
Q-2: What is the effect of a group 
health plan's failure to comply with 
section 162(k)? 

Q-3: How are employer deductions 
affected by a group health plan's 
failure to comply with section 
162(k)? 

Q-4: How is the gross income o f 
certain individuals affected by 
group health plan's failure to comply 
with section 162(k)? 

930 1987-2 C. B. 



Q-5: What is the employer? 
Q-6: How does COBRA apply to a 
group health plan before the effective 
date of this section? 

WHICH PLANS MUST 
COMPI. Y AND WHEIV 

Q-7: What is a group health plan? 
Q-8: What group health plans are 
subject to COBRA? 
Q-9: What is a small-employer plan? 

Q-10: When is an arrangement con- 
sidered to be two or more separate 
group health plans rather than a 
single group health plan? 
Q-11: When must group health plans 
comply with section 162(k)? 
Q-12: What is a collectively bar- 
gained group health plan? 
Q-13: What is the plan year of a 
group health plan? 
Q-14: How do the COBRA continu- 
ation coverage requirements apply to 
cafeteria plans and other flexible ben- 
efit arrangements? 

QUALIFIED BENEFICIARIES 

Q-15: Who is a qualified benefi- 
ciary? 
Q-16: Who is a covered employee? 

Q-17: Other than those individuals 
who are qualified benficiaries as of 
the day before a qualifying event, 
can any other person (such as a 
newborn or adopted child or a new 

spouse) obtain qualified beneficiary 
status for COBRA continuation cov- 
erage purposes? 

QUALIFYING EVENTS 

Q-18: What is a qualifying event? 

Q-19: Can a qualifying event result 
from a voluntary termination of em- 

ployment? 

Q-20: Can a qualifying event occur 
before the effective date of section 
162(k) (as described in Q&A-11 of 
this section)? 
Q-21: Can a qualifying event occur 
while a group health plan is excepted 
from COBRA (see Q&A-8 of this 

section)? 

COBRA CONTI NI;ATION 
COVFRAGE 

Q-22: What is COBRA continuation 
coverage? 

Q-23: How is COBRA continuation 
coverage affected by changes in the 
coverage that is provided to similarly 
situated beneficiaries with respect to 
whom a qualifying event has not 
occurred? 
Q-24: Can a group health plan re- 
quire a qualified beneficiary who 
wishes to receive COBRA continua- 
tion coverage to elect to receive a 
continuation of all of the coverage 
that he or she was receiving under 
the plan immediately before the qual- 
ifying event? 
Q-25: What is core coverage? 
Q-26; Must a qualified beneficiary 
be given an opportunity to elect core 
coverage plus only one of two non- 
core coverages that the qualified ben- 
eficiary had under the plan immedi- 
ately before the qualifying event? 
Q-27: Must a qualified beneficiary 
who is covered under a single plan 
providing both core coverage and 
non-core coverage be offered the op- 
portunity to elect non-core coverage 
only? 
Q-28: What deductibles apply if 
COBRA continuation coverage is 
elected? 
Q-29: How do a plan's limits apply 
to COBRA continuation coverage? 
Q-30: Can a qualified beneficiary 
who elects COBRA continuation cov- 
erage ever change from the coverage 
received by that individual immedi- 
ately before the qualifying event? 
Q-31: Aside from open enrollment 
periods, can a qualified beneficiary 
who has elected COBRA continua- 
tion coverage choose to cover indi- 
viduals (such as newborn children, 
adopted children, or new spouses) 
who join the qualified beneficiary's 
family on or after the date of the 
qualifying event? 

made an election, must coverage be 
provided? 
Q-35: Is a waiver before the end of 
the election period effective to end a 
qualified beneficiary's election rights? 
Q-36: Can an employer ii ithhold 
money or other benefits owed to a 
qualified beneficiary until the quali- 
fied beneficiary either waives CO- 
BRA continuation coverage, elects 
and pays for such coverage, or al- 
lows the election period to expire? 
Q-37: Can each qualified beneficiary 
make an independent election under 
COBRA? 

DURATION OF COBRA 
CONTINUATION COVERAGE 

Q-38: How long must COBRA con- 
tinuation coverage be available to a 
qualified beneficiary? 
Q-39: When does the maximum cov- 
erage period end? 
Q-40: Can the maximum coverage 
period ever be expanded? 
Q-41: If coverage is provided to a 
qualified beneficiary after a qualify- 
ing event without regard to COBRA 
continuation coverage (e. g. , as a re- 
sult of State or local law, industry 
practice, a collective bargaining 
agreement, or plan procedure), will 

such alternative coverage extend the 
maximum coverage period? 

Q-42: How can an event that occurs 
before a group health plan becomes 
subject to section 162(k) affect the 
maximum coverage period when a 
later, qualifying event occurs? 
Q-43: Must a qualified beneficiary 
be given the right to enroll in a 
conversion health plan at the end of 
the maximum coverage period for 
COBRA continuation coverage? 

PAYING FOR COBRA 
CONTINUATION COVERAGE 

Q-44: Can a qualified beneficiary be 
required to pay for COBRA continu- 
ation coverage? 

Q-45: After a qualified beneficiary 
has elected COBRA continuation 
coverage under a group health plan, 
can the plan increase the amount that 
the qualified beneficiary must pay for 
COBRA continuation coverage? 

Q-46: %lust a qualified beneficiary 
be allowed to pay for COBRA con- 
tinuation coverage in installments? 

ELECTING COBRA 
COVTINI;ATION COVERAGE 

Q-32: What is the minimum period 
during which a group health plan 
must allow a qualified beneficiary to 
elect COBRA continuation coverage 
(i. e. , the election period)? 
Q-33: Must a covered employee or 
qualified beneficiary inform the em- 
ployer or plan administrator of the 
occurrence of a qualifying event? 
Q-34: During the election period and 
before the qualified beneficiary has 
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Q-47: Can a qualified beneficiary 
choose to have the first payment for 
COBRA continuation coverage ap- 
plied prospectively only? 

Q-48: What is timely payment for 
COBRA continuation coverage? 

COBRA IN GENERAL 

Q-I: What are the new health care 
continuation coverage requirements 
added to the Internal Revenue Code 
by the Consolidated Omnibus Budget 
Reconciliation Act of 1985 ("CO- 
BRA")? 

A- I: Section 10001 of COBRA 
added a new section 162(k) to the 
Code to provide generally that a 
group health plan must offer each 
qualified beneficiary who would oth- 
erwise lose coverage under the plan 
as a result of a qualifying event an 
opportunity to elect, within the appli- 
cable election period, continuation 
coverage under the plan. That contin- 
uation coverage is referred to in this 
section as "COBRA continuation 
coverage" and a group health plan 
that is subject to section 162(k) is 
referred to as being "subject to CO- 
BRA" (see Q&A-8 of this section). 
A qualified beneficiary can be re- 
quired to pay for COBRA continua- 
tion coverage. A qualified beneficiary 
is defined in Q&A-15 of this section. 
A qualifying event is defined in 
Q&A-18 of this section. The election 
procedures are described in Q&A-32 
through Q&A-37 of this section. CO- 
BRA continuation coverage is de- 
scribed in Q&A-22 through Q&A-31 
of this section. Payment for COBRA 
continuation coverage is addressed in 
Q&A-44 through Q&A-48 of this 
section. Unless otherwise specified, 
any reference in this section to "CO- 
BRA" refers to section 10001 of 
COBRA and to section 162(k) of the 
Code as added by COBRA (as 
amended). 

Q-2: What is the effect of a group 
health plan's failure to comply with 
section 162(k)? 

A-2: If a group health plan sub- 
ject to COBRA fails to comply with 
section 162(k), certain deductions are 
disallowed to the employer under 
section 162(i)(2) (see Q&A-3 of this 
section) and the income exclusion 
under section 106(a) is denied to 
certain highly compensated employees 
of the employer under section 
106(b)(1) (see Q&A-4 of this section). 
There may be additional non-tax con- 

sequences if the plan fails to comply 
with parallel requirements that were 
added by section 10002 of COBRA 
to Title I of the Employee Retire- 
ment Income Security Act of 1974 
(ER ISA), which is administered by 
the Department of Labor. Although 
governmental plans are not subject to 
section 162(k) because they are not 
"subject to COBRA" (see Q&A-8 of 
this section), certain governmental 
plans are subject to parallel require- 
ments that were added by section 
10003 of COBRA to the Public 
Health Service Act, which is adminis- 
tered by the Department of Health 
and Human Services. 

Q-3: How are employer deduc- 
tions affected by a group health 
plan's failure to comply with section 
162(k)? 

A-3: (a) Under section 162(i)(2), if 
a group health plan subject to CO- 
BRA fails to comply with section 
162(k), each employer maintaining 
the plan is denied a deduction for 
any contributions or other expenses 
paid or incurred in connection with 

any group health plan that it main- 
tains. The deduction is denied for 
any taxable year of the taxpayer 
during which there are one or more 
days on which plan is not in compli- 
ance with section 162(k). Thus, if a 
failure to comply with section 162(k) 
arises in one taxable year of a tax- 
payer and is not corrected until after 
the beginning of the following tax- 
able year, the deduction for contribu- 
tions or expenses for both of those 
taxable years is denied. Section 
162(i)(2) operates each taxable year 
to permanently deny a deduction for 
amounts paid or incurred in that 
year, and is applied before applying 
any provision of the Code that gov- 
erns the timing of an otherwise avail- 
able deduction. Examples of such 
provisions include sections 263A 
(capitalization and inclusion in inven- 
tory costs), 419 (treatment of funded 
welfare benefit plans), and 460 (spe- 
cial rules for long-term contracts). In 
addition, section 162(i)(2) operates 
with respect to each employer main- 
taining the group health plan, with- 
out regard to whether the employers 
are treated as a single employer (see 
Q&A-5 of this section) and without 
regard to whether the failure to sat- 

isfy section 162(k) occurs with respect 
to only an employee of one of the 

employers. See Q&A-10 of this sec- 

tion regarding when an arrangement 
is treated as two or more separate 
group health plans. 

(b) A failure of a group 
plan to comply with section 162(k) 
that occurs before, and is not cor- 
rected by, the date that an employer 
maintaining the plan and another 
entity are first treated as a single 

employer under Q&A-5 of this sec- 
tion (" the combination date") will 

not result in a denial of a deduction 
to the other entity under paragraph 
(a) of this Q&A-3, so long as (I) the 
other entity did not also maintain the 
plan before the combination date, 
and (2) the failure is corrected before 
the end of the first taxable year of 
the other entity that begins after the 
combination date. 

(c) The rules of this Q&A-3 are 
illustrated by the following examples: 

Example l: Plan A is a group health plan 
subject to COBRA that is maintained by two 

unrelated employers, X and Y. Section 162(k) 
became effective with respect to plan A before 
April I, 1988. The taxable year of employer X 
ends on March 31, and the taxable year of 
employer Y ends on April 30, If Plan A fails 
to comply with section 162(k) on April I, 
1988, by not offering COBRA continuation 
coverage to a qualified beneficiary of an 
employee of employer X, and the failure is not 
corrected until June I, 1988, both employers X 
and Y are disallowed deductions for their 
contributions and other expenses relating to all 

their group health plans (including any group 
health plan that is maintained only by em- 

ployer X or only by employer Y) for each 
taxable year that includes one or more days of 
noncompliance. Thus, the disallowance applies 
to employer X for its taxable year ending 
March 31, 1989, and to employer Y for both 
its taxable year ending April 30, 1988, and its 

taxable year ending April 30, 1989. (However, 
see Q&A-10 of this section regarding when an 

arrangement is considered to be two or more 
separate group health plans. ) 

Example 2: Assume that companies Z and 

W are treated as a single employer under 

section 414(b) at all relevant times (see Q&A-5 
of this section), that Z maintains group health 

plans P and Q, that W maintains group health 

plans R and S, and that none of these plans is 

excepted from COBRA (see Q&A-8 of this 

section). Assume further that the taxable year 
of company 7 ends on May 31, that the 

taxable year of company W ends on July 31, 
and that section 162(k) becomes effective with 

respect to the group health plans as 
follows: for plan P on February I, 1987; for 

plan Q on April I, 1987; and for plans R and 

S on June I, 1987. If at any time during 
February through May of 1987 plan P is not 

in compliance with section 162(k), then com- 

pany Z is disallov ed all deductions with 

respect to plans P and Q for irs taxable year 

ending May 31, 1987, and company W is 

disallowed all deductions with respect to plans 
R and S for its taxable year ending July 31 

1987. 
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Exttmple 3: Assume that a group health 
Plan maintained only by M, a calendar year 
emPIoyer, is subject to COBRA and fails to 
comPly with section 162(k) during February of 
1988, that the failure is corrected during April 
of 1988, and that on June I, 1988 employer $1 
becomes a wholly-owned subsidiary of N, a 
previously unrelated corporation with a taxable 
year ending July 31. For 1988, M is disallowed 
a deduction for all its contributions with 
respect to any group health plan. Because M 
and N were not treated as a single employer 
(see Q&A-5 of this section) during the period 
of noncompliance by M's plan (i. e. , February 
to April of 1988), the failure of M's plan to 
comply with section 162(k) during that period 
will not result in a disallowance of any 
deductions to N, the new parent corporation. 
Even if the failure to comply that arises in 
February of 1988 is not corrected until after 
June I, 1988, it will not result in a disallow- 
ance of any deductions to N, so long as the 
failure to comply is corrected by July 31, 1989 
(the end of N's first taxable year that begins 
after June I, 1988). Hov ever, if the failure is 
not corrected until August of 1989, N will be 
disallowed a deduction for all its contributions 
with respect to any group health plan for its 
taxable years ending on July 31 of 1988, 1989, 
and 1990. Also, if another failure of M's plan 
to comply with section 162(k) arises on or 
after June I, 1988, that second failure will 
result in a disallowance of deductions to N. 

Example 4: Assume that a calendar year 
employer maintaining a group health plan 
through a welfare benefit fund contributes 
$800, 000 to the fund in 1988 and $500, 000 in 
1989. Assume further that only $600, 000 of 
the 1988 contribution would be deductible 
under section 419 for 1988, and that the 
remaining $200, 000 would be deemed to be 
contributed in 1989 and deductible under sec- 
tion 419 for 1989 along with the $500, 000 
actually contributed in that year. However, the 
deduction under section 419 is only available if 
these amounts are otherwise deductible under 
section 162. Therefore, if at any time during 
1988 the group health plan is not in compli- 
ance with section 162(k), the $800, 000 contrib- 
uted in 1988 is disallowed in full as a deduc- 

tion for 1988 and for all later years. However, 
if the plan does comply with section 162(k) 
throughout 1988 but at some time during 1989 
is not in compliance, the $600, 000 deduction 
for 1988 is unaffected while the $700, 000 
otherwise deductible for 1989 is permanently 
disallowed. 

Q-4: How is the gross income of 
certain individuals affected by a 
group health plan's failure to comply 
with section 162(k)? 

A-4: (a) Under section 106(a), 
employer-provided coverage under an 
accident or health plan is generally 
excluded from the gross income of 
an employee. Under section 106(b), 
however, if a group health plan that 
is subject to COBRA fails to comply 
with section 162(k), certain individu- 

als shall have certain employer- 
provided coverage included in their 

gross income for each of their tax- 

able years during which the plan is 
not in compliance, even if the cover- 
age would otherwise be excludable 
from income under section 106(a). 
The individuals referred to in the 
preceding sentence consist of each 
person who is, at any time during 
which the plan is not in compliance 
with section 162(k), a highly compen- 
sated employee (within the meaning 
of section 414(q) and the regulations 
under that section) of any employer 
maintaining the plan. The coverage 
included in the individual's gross in- 
come for each such taxable year shall 
consist of all coverage provided by 
the employer to the individual and 
his or her spouse and dependent 
children during that taxable year un- 
der any group health plan (other 
than a plan that is excepted from 
COBRA — see Q&A-8 of this sec- 
tion). For purposes of section 106(b) 
and this Q&A-4, whether an individ- 
ual is a highly compensated employee 
shall be determined on the basis of 
plan years or any alternative period 
permitted under section 414(q) and 
the regulations under that section. As 
used in the preceding sentence, "plan 
year" means the plan year as defined 
in Q&A-13 of this section. 

(b) A failure of a group health 
plan to comply with section 162(k) 
that occurs before, and is not cor- 
rected by, the date that an employer 
maintaining the plan and another 
entity are first treated as a single 
employer under Q&A-5 of this sec- 
tion ("the combination date") will 

not result in an income inclusion for 
highly compensated employees of the 
other entity under paragraph (a) of 
this Q&A-4, so long as (1) the other 
entity did not also maintain the plan 
before the combination date, and (2) 
the failure is corrected before the end 
of the first taxable year of the other 
entity that begins after the combina- 
tion date. 

(c) The rules of this Q&A-4 are 
illustrated by the following examples, 
in which it is assumed that all indi- 
viduals are calendar year taxpayers: 

Example I: Employer Z maintains group 
health plan T, and maintains no other group 
health plans. If plan T fails to comply with 
section 162(k) on November 10, 1988, and the 
failure is not corrected until February 15, 
1989, each individual who is a highly compen- 
sated employee of Z at any time from Novem- 
ber 10, 1988, through February 15, 1989, shall 

have coverage included in gross income for 
that individual's 1988 and 1989 taxable years. 

If the individual was covered until plan T 
throughout those years, the coverage included 
in 1988 is all coverage provided by employer Z 
under plan T on behalf of the individual and 
the individual's family during 1988, and the 
coverage included in 1989 is all coverage 
provided by employer Z under plan T on 
behalf of the individual and the indisidual's 
family during 1989. 

Example 2: The facts are the same as in 

Example I, except that employer Z's highl1 
compensated employees are covered under plan 
U. Even if plan U complies with section 162(k) 
at all times, each individual who is a highly 
compensated employee of Z at any time from 
November 10, 1988, through February 15, 
1989 (the period of plan T's noncompliance), 
shall have coverage included in gross income 
for that individual's 1988 and 1989 taxable 
years. If the individual was covered under plan 
U thorughout those years, the coverage in- 

cluded in 1988 is all coverage provided by 
employer Z under plan U on behalf of the 
individual and the individual's family during 
1988, and the coverage included in 1989 is all 

coverage provided by employer Z under plan 
U on behalf of the individual and the individu- 
al's family during 1989. 

Example 3: The facts are the same as in 

Example I, except that the failure to comply 
with section 162(k) is corrected on December 
20, 1988, rather than on February 15, 1989. 
The income inclusion for highly compensated 
employees applies only for the 1988 taxable 
year and only to those individuals who are 
highly compensated employees of Z at some 
time from November 10 to December 20, 
1988. 

Exemple 4: The facts are the same as in 
Example l. In addition, employer W maintains 
group health plan V, and maintains no other 
group health plans. Employer W's taxable year 
ends on May 31. Employer W becomes a 
wholly-owned subsidiary of employer Z on 
December I, 1988. Plan T's failure to comply 
with section 162(k) that arises on November 
10, 1988, does not result in an income inclu- 
sion to any of employer W's highly compen- 
sated employees because the failure is cor- 
rected on February 15, 1989, which is before 
May 31, 1990 (the end of employer W's first 
taxable year that begins after December I, 
1988). However, if another failure of Plan T 
to comply with section 162(k) arises on De- 
cember 15, 1988, and that failure to comply is 
also corrected on February 15, 1989, each 
employee of employer W who is a highly 
compensated employee at any time from De- 
cember 15, 1988, through February 15, 1989, 
is also subject to the income inclusion set forth 
in this Q&A-4. 

Q-5: What is the employer? 
A-5: For purposes of this 

(JI. 162-26 and sections 106(b), 162(i), 
and 162(k), the term "employer" 
refers to the employer and any entity 
that is a member of a group de- 
scribed in section 414(b), (c), (m), or 
(o) that includes the employer, and 
to any successor of either the em- 
ployer or such an entity. However, 
the rule of this Q&A-5 does not 
apply for purposes of determining 
whether a group health plan is a 
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small-employer plan (see Q&A-9 of 
this section). 

Q-6: How does COBRA apply to 
a group health plan before the effec- 
tive date of this section? 

A-6: This section is proposed to 
be effective when final regulations 
that include it are published in the 
FEDERAL REGISTER as a Treasury 
decision. Group health plans become 
subject to the COBRA continuation 
coverage requirements at different 
times, however, as set forth in 
Q&A-11 of this section. With respect 
to qualifying events that occur on or 
after the date that a plan became or 
becomes subject to those require- 
ments and before the effective date 
of final regulations, the plan and the 
employer must operate in good faith 
compliance with a reasonable inter- 
pretation of the statutory require- 
ments (i. e. , title X of COBRA). For 
the period before the effective date 
of final regulations, the Internal Rev- 
enue Service will consider compliance 
with the terms of these proposed 
regulations to constitute good faith 
compliance with a reasonable inter- 
pretation of the statutory require- 
ments (other than the statutory re- 
quirements regarding the com- 
putation of the applicable premium 
or the treatment, under section 9501 
of the Omnibus Budget Reconcilia- 
tion Act of 1986, of certain bank- 
ruptcies as qualifying events, which 
are not addressed in these proposed 
regulations). Moreover, plans and 
employers will be considered to be in 
compliance with the terms of these 
proposed regulations if, between June 
15, 1987 and September 14, 1987, 
they operate in good faith compli- 
ance with a reasonable interpretation 
of the statutory requirements and, 
from September 15, 1987 until the 
effective date of final regulations, 
they operate in compliance with the 
terms of these proposed regulations. 
In addition, the Internal Revenue 
Service will not consider actions in- 

consistent with the terms of these 
proposed regulations necessarily to 
constitute a lack of good faith com- 
pliance with a reasonable interpreta- 
tion of the statutory requirements; 
whether there has been good faith 
compliance with a reasonable inter- 
pretation of the statutory require- 
ments will depend on all the facts 
and circumstances of each case. 

WHICH PLANS MUST 
COMPLY AND WHEN 

Q-7: What is a group health plan? 
A-7: (a) A group health plan is 

any plan maintained by an employer 
to provide medical care (as defined in 
section 213(d)) to the employer's em- 

ployees, former employees, or the 
families of such employees or former 
employees, whether directly or 
through insurance, reimbursement, or 
otherwise, and whether or not pro- 
vided through an on-site facility (ex- 
cept as set forth in paragraph (e) of 
this Q&A-7), or through a cafeteria 
plan (as defined in section 125) or 
other flexible benefit arrangement. 
For purposes of this Q&A-7, insur- 
ance includes not only group insur- 
ance policies but also one or more 
individual insurance policies in any 
arrangement that involves the provi- 
sion of medical care to two or more 
employees. A plan "maintained by 
an employer" is any plan of, or 
contributed to (directly or indirectly) 
by, an employer. Thus, a group 
health plan is "maintained by an 
employer, " regardless of whether the 
employer contributes to it, if cover- 
age under the plan would not be 
available at the same cost to an 
employee in the event that he or she 
were not employed by the employer. 
However, a plan that is maintained 
by an employee representative is not 
"maintained by an employer" if the 
employer does not contribute to the 
plan and has no involvement (e. g. , 
payroll checkoff) in the operation of 
the plan. See Q&A-10 of this section 
for rules governing when a single 
arrangement is considered to be two 
or more separate group health plans. 

(b) Medical care (as defined in 
section 213(d)) includes the diagnosis, 
cure, mitigation, treatment, or pre- 
vention of disease, and any other 
undertaking for the purpose of af- 
fecting any structure or function of 
the body. Medical care also includes 
transportation primarily for and es- 
sential to medical care as described in 
the preceding sentence. However, 
medical care does not include any- 
thing that is merely beneficial to the 
general health of an individual, such 
as a vacation. Thus, if an employer 
maintains a program that further s 

general good health, but the program 
does not relate to the relief or allevi- 
ation of health or medical problems 
and is generally accessible to and 

used by employees without regard to 
their physical condition or state of 
health, that program is not consid- 
ered a program that provides medical 
care and so is not a group health 
plan for purposes of this section. 

(c) For example, if an employer 
maintains a spa, swimming pool, or 
exercise/fitness program that is nor- 
mally accessible to and used by em- 

ployees for reasons other than relief 
of health or medical problems, such 
a facility would not constitute medi- 
cal care. In contrast, if the employer 
maintains a drug or alcohol treat- 
ment program or a health clinic, or 
any other facility or program that is 
intended to relieve or alleviate a 
physical condition or health problem 
(whether the condition or problem is 

chronic or acute), the facility or 
program is considered to be the pro- 
vision of medical care and so is 
considered a group health plan for 
purposes of this section. 

(d) Whether a benefit provided to 
employees constitutes medical care is 

not affected by whether the benefit is 
excludable from income under section 
132 (relating to certain fringe bene- 
fits). For example, if a department 
store provides its employees dis- 
counted prices on all merchandise, 
including health care items such as 
drugs or eyeglasses, the mere fact 
that the discounted prices also apply 
to health care items will not cause 
the program to be a plan providing 
medical care, so long as the discount 
program would normally be accessi- 
ble to and used by employees without 
regard to health needs or physical 
condition. If, however, the employer 
maintaining the discount program is 

a health clinic, so that the program is 

used exclusively by employees with 
health or medical needs, the program 
is considered as a plan providing 
medical care and so is considered a 
group health plan for purposes of 
this section. 

(e) The provision of medical care 
at a facility that is located on the 
premises of an employer does not 
constitute a group health plan if (I) 
the medical care consists primarily of 
first aid that is provided during the 
employer's working hours for treat- 
ment of a health condition, illness, 
or injury that occurs during those 
working hours, (2) the medical care 
is available only to the employer's 
current employees, and (3) employees 
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are not charged for the use of the 
facility. 

Q-8: What group health plans are 
subject to COBRA? 

A-8: (a) All group health plans 
are subject to COBRA (i. e. , subject 
to section 162(k)) except group health 
plans described in section 106(b)(2). 
However, a group health plan is not 
subject to COBRA before the effec- 
tive date prescribed for that plan in 
Q&A-11 of this section. 

(b) The following group health 
plans are described in section 
106(b)(2): (I) small-employer plans 
(see Q&A-9 of this section), (2) 
church plans (within the meaning of 
section 414(e)), and (3) governmental 
plans (within the meaning of section 
414(d)). Plans that are described in 
section 106(b)(2) are referred to in 
this $1. 162-26 as "excepted from 
COBRA. " The income inclusion rule 
of section 106(b)(1), the deduction 
denial rule of section 162(i), and the 
continuation coverage requirements 
of section 162(k) do not apply with 
respect to group health plans that are 
excepted from COBRA. Certain gov- 
ernmental plans, however, are gov- 
erned by parallel requirements that 
were added by section 10003 of CO- 
BRA to the Public Health Service 
Act, which is administered by the 
Department of Health and Human 
Services. 

Q-9: What is a small-employer 
plan? 

A-9: (a) A "small-employer plan" 
is a group health plan maintained by 
one or more employers where each of 
the employers maintaining the plan 
for a calendar year normally em- 

ployed fewer than 20 employees dur- 

ing the preceding calendar year. For 
purposes of this definition, each em- 

ployer maintaining the plan shall, in 

combination with all other entities 
under common control with that em- 

ployer (as determined under section 
52(a) and (b)), be considered a single 
employer. See Q&A-10 of this sec- 
tion for rules governing when a sin- 

gle arrangement is considered to be 
two or more separate group health 
plans. 

(b) An employer is considered as 

having normally employed fewer than 
20 employees during a particular cal- 
endar year if, and only if, it had 
fewer than 20 employees on at least 

50 percent of its working days during 

that year. 

(c) In determining the number of 
its employees, an employer shall treat 
as employees all full-time and part- 
time employees, and all employees 
within the meaning of section 
401(c)(1). For example, partners in a 
law firm are treated as employees for 
this purpose. An employer shall also 
treat as employees for this purpose 
all agents and independent contrac- 
tors (and their employees, agents, 
and independent contractors, if any), 
and all directors (in the case of a 
corporation), but only if such indi- 
viduals are eligible to participate in a 
group health plan maintained by the 
employer. 

(d) The determination of whether a 
plan is a small-employer plan on any 
particular date depends on which 
employers are maintaining the plan 
on that date and on the workforce of 
those employers during the preceding 
calendar year. If a plan that is 

otherwise subject to COBRA ceases 
to be a small-employer plan because 
of the addition during a calendar 
year of an employer that did not 
normally employ fewer than 20 em- 

ployees on a typical business day 
during the preceding calendar year, 
the plan ceases to be excepted from 
COBRA and section 162(k) becomes 
effective with respect to it immedi- 
ately upon the addition of the new 
employer. In contrast, if the plan 
ceases to be a small-employer plan by 
reason of an increase during a calen- 
dar year in the workforce of an 
employer maintaining the plan, the 
plan ceases to be excepted from 
COBRA and section 162(k) becomes 
effective with respect to it on the 
January I immediately following the 
calendar year in which the employer's 
workforce increased. However, a 
plan described in the preceding sen- 
tence will be treated as not having 
become subject to section 162(k) on 
that January I (i. e. , still excepted 
from COBRA) if all the employers 
who did not normally employ fewer 
than 20 employees in the preceding 
calendar year have ceased to main- 
tain the plan by the February 1 

immediatley following that January 
1. For example, if each employer 
maintaining a group health plan nor- 
mally employs fewer than 20 employ- 
ees during each of 1986 and 1987 but 
two of the employers do not nor- 
mally employ fewer than 20 employ- 
ees during 1988, the entire plan be- 

comes subject to COBRA and must 
begin to comply with section 162(k) 
on January 1, 1989, even if the plan 
year is not a calendar year, unless 
those two employers depart from the 
plan before February I, 1989. 

Q-10: When is an arrangement 
considered to be two or more sepa- 
rate group health plans rather than a 
single group health plan? 

A-10: (a) The rules below in para- 
graphs (b) through (g) of this 
Q&A-10 determine when an arrange- 
ment is considered to be two or more 
separate group health plans. If more 
than one of those paragraphs applies 
to a particular arrangement, the 
paragraphs are applied in succession 
to break the arrangement into the 
smallest possible group health plans. 
For example, if an arrangement of- 
fers high option and low option 
benefit schedules (see paragraph (c)) 
and constitutes a multiple employer 
welfare arrangement maintained by 
three different employers (see para- 
graph (d)), the arrangement consists 
of six separate group health 
plans: three high-option plans (one 
for each employer) and three low- 
option plans (one for each employer). 

(b) The rules in this Q&A-10 ap- 
ply without regard to whether the 
arrangement is maintained by one or 
more than one employer. Moreover, 
the fact that a particular arrangement 
has been traditionally referred to as a 
single plan or has reported as a single 
plan (e. g. , by filing a single Form 
5500) is not controlling in the deter- 
mination of whether the arrangement 
will be considered as two or more 
separate plans for purposes of section 
162(k). All references elsewhere in 
this section to a "group health plan" 
are references to a separate group 
health plan as determined under this 
Q&A-10. The identification of sepa- 
rate group health plans is relevant to 
determinations such as those involv- 
ing which coverage must be sepa- 
rately electable, the effective date of 
section 162(k), which employers will 
be denied deductions in the event of 
a failure to comply with section 
162(k), the cost of continuation cov- 
erage, and the availability of the 
exception for small-employer plans 
(see Q&A-9 of this section). The 
relevance of treating an arrangement 
as two or more separate group health 
plans is illustrated by the following 
examples: 
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Example I: lf an employee is covered under 
more than one group health plan at the time 
of a qualifying event, the qualified beneficia- 
ries must be offered an opportunity to elect 
COBRA continuation coverage with respect to 
each of the plans. In contrast, if the arrange- 
ment in which the employee participates is 
treated as a single group health plan with 
several features, no individual feature of the 
plan would have to be made available to a 
qualified beneficiary unless the qualified bene- 
ficiary elects coverage under the entire plan. 
(But see Q&A-24 of this section regarding the 
election to receive only core coverage. ) 

Example 2: If an arrangement that involves 
many employers is considered to be a single 
group health plan, that plan will fail to qualify 
for the small-employer plan exception if any 
one of those employers had too many employ- 
ees during the preceding calendar year. How- 
ever, if the arrangement is considered to be a 
separate plan with respect to each employer, 
then the exception would be available for each 
of those particular employers that normally 
employed fewer than 20 employed fewer than 
20 employees during the preceding calendar 
year. 

Example 3: An arrangement covering the 
employees of unrelated employers A and B 
fails to comply with section 162(k) by failing 
to offer COBRA continuation coverage to an 
employee of employer A, but complies with 

section 162(k) in all other respects. If the 
arrangement consists of two separate group 
health plans, one covering the employees of A 
and one covering the employees of B, em- 

ployer A will lose deductions under section 
162(i) and A's highly compensated employees 
wiB lose the benefit of the section 106(a) 
exclusion, but employer B and its employees 
will be unaffected. In contrast, if the arrange- 
ment consists of a single group health plan, 
the consequences of failing to comply with 

section 162(k) will apply to both employers A 

and B. 

(c) Each different benefit package 
or option offered under an arrange- 
ment is treated as a separate group 
health plan. For this purpose, self- 
only coverage and sel f-and-family 
coverage are not considered to be 
separate packages or options. The 
rule of this paragraph (c) is illus- 
trated by the following examples: 

Example J: If an arrangement offers "high 
option" and "low option" benefit schedules 
and the alternatives of self-only and self-and- 
family coverage, the arrangement is considered 
to be two separate plans: one offering high 
option coverage (whether self-only or self-and- 
family), and one offering low option coverage 
(whether self-only or self-and-family). 

Example 2: If two types of coverage differ 
only because one has a $100 deductible and 
the other has a $250 deductible, or because 
one has a $1500 catastrophic limit and the 
other has a $2500 catastrophic limit, each type 
of coverage is a different benefit package and 
so is treated as a separate group health plan. 

Example 3: An arrangement has a deduct- 
ible equal to I percent of compensation, but 

consists of a single plan in all other respects. 
The fact that employees with different levels 

of compensation will have different deductibles 

will not cause the arrangement to be treated as 
separate group health plans for each resulting 
deductible. 

Example 4: If an arrangement consists of a 
single plan in all respects except that an 

employee can choose to have either hospital 
benefits or hospital benefits combined with 

mental health benefits, there are two separate 
plans: one providing hospital coverage, and 
one providing hospital-and-mental-health cov- 
erage. If an employee could instead choose 
independently whether to have hospital bene- 
fits and whether to have mental-health bene- 
fits, there would also be two separate plans: 
one providing hospital-only coverage and one 
providing mental-health-only coverage. In such 

a case an employee receiving both hospital and 
mental-health benefits would be covered under 
two separate group health plans and would 
have separate COBRA election rights under 
each plan. 

(d) An arrangement that consti- 
tutes a multiple employer welfare ar- 
rangement as defined in section 3(40) 
of the Employee Retirement Income 
Security Act of 1974 (ERISA), is 
considered a separate group health 
plan with respect to each employer 
maintaining the arrangement. Solely 
for purposes of this paragraph (d), 
the rules of section 3(40)(B) of 
ERISA (regarding trades or busi- 
nesses under common control) shall 

apply in determining whether two or 
more employers are treated as a 
single employer. 

(e) In the case of an insured ar- 
rangement, if two or more groups of 
employees are covered under separate 
contracts between a participating em- 

ployer or employers and an insurer 
or insurers, each separate contract is 
considered a separate group health 
plan, even if the coverage under the 
separate contracts is identical. 

(f) In the case of a self-funded 
arrangement, each segregated portion 
of the arrangement shall be consid- 
ered a separate group health plan. A 
portion of an arrangement is a segre- 
gated portion if and only if (I) assets 
available to pay benefits under that 
portion are unavailable to pay bene- 
fits under any other portion, and (2) 
assets available to pay benefits under 
any other portion are unavailable to 
pay benefits out of that portion. For 
example, if several employers contrib- 
ute to a trust that provides medical 
benefits but each employee's benefits 
are payable only out of contributions 
(and earnings on contributions) made 
by that employee's employer, each 
employer's portion of the arrange- 
ment is considered a separate group 
health plan. The rule of this para- 
graph (f) shall apply whether or not 

a trust is used, and whether or not 
the arrangement is partially insured 
through stop-loss insurance, insur- 
ance for some but not all benefits, or 
some other method. 

(g) Arrangements providing medi- 

cal benefits are broken down as 
described in Q&A-12 of this section 
into their collectively bargained por- 
tion (if any) and non-collectively- 
bargained portion (if any), each of 
which is considered a separate group 
health plan. 

Q-11: When must group health 
plans comply with section 162(k)? 

A-11: (a) Non-collectively bar- 
gained plans: For plans that are not 
excepted from COBRA (see Q&A-8 
of this section) and that do not 
constitute collectively bargained 
group health plans (see Q&A-12 of 
this section), the requirements of sec- 
tion 162(k) apply as of the first day 
of the first plan year beginning on or 
after July I, 1986. For example, if 
such a plan has a February I to 
January 31 plan year, it must begin 
to comply with section 162(k) by 
February I, 1987. 

(b) Collectively bargained plans: 
For plans that are not excepted from 
COBRA and that constitute collec- 
tively bargained group health plans 
(see Q&A-12 of this section), the 
requirements of section 162(k) apply 
as of the first day of the first plan 
year beginning on or after the later 
of (I) January I, 1987, or (2) the 
date on which the last of the collec- 
tive bargaining agreements relating to 
the plan terminates (determined with- 

out regard to any extension thereof 
agreed to after April 7, 1986). This 
rule is illustrated by the following 
example: 

Example: Assume that the plan year of a 

collectively bargained group health plan is the 
calendar year and that, as of April 7, 1986, 
the plan is maintained pursuant to three 
collective bargaining agreements having expira- 
tion dates in October 1987, February 1988, 
and July 1988. The plan must comply with 

section 162(k) beginning on January I, 1989. 
Of course, the plan must begin to comply by 

January I, 1987, with respect to a collective 

bargaining unit that was not, as of April 7, 
1986, covered by one of those three agree- 

ments. 

Q-12: What is a collectively bar- 
gained group health plan? 

A-12: (a) A collectively bargained 

group health plan is a group health 

plan covering only employees and 
former employees (and their families) 
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who are covered by an agreement 
that is a collective bargaining agree- 
ment entered into between employee 
representatives and one or more em- 
ployers (as determined under section 
7701(a)(46)). Thus, if an arrangement 
that would otherwise be considered 
to be a single group health plan 
under the standards set out in 
Q&A-10 of this section covers both 
(I) employees and former employees 
(and their families) who are covered 
by a collective bargaining agreement 
described in the preceding sentence 
and (2) employees and former em- 
ployees (and their families) who are 
not covered by such an agreement, 
the arrangement consists of two sepa- 
rate group health plans: one plan 
that is a collectively bargained group 
health plan and one that is not. The 
plan that is collectively bargained will 
have an effective date determined 
under paragraph (b) of Q&A-11 of 
this section, and the other plan will 
have an effective date determined 
under paragraph (a) of Q&A-11 of 
this section. For example, if the plan 
year is the calendar year and the only 
collective bargaining agreement in ef- 
fect as of April 7, 1987, expires 
March 31, 1988, the effective date of 
section 162(k) is January I, 1989, for 
the plan covering bargaining-unit em- 
ployees and their families, and Janu- 
ary I, 1987, for the plan covering the 
other employees and their families. 

(b) For purposes of this Q&A-12, 
employees of an employee representa- 
tive that is a party to a collective 
bargaining agreement described in 

paragraph (a) of this Q&A-12, and 
employees of a trust or fund main- 
tained to pay benefits to individuals 
covered by the collective bargaining 
agreement, are considered to be em- 
ployees covered by that collective 
bargaining agreement. Thus, a plan 
that is otherwise considered a single, 
collectively bargained plan will not 
fail to be a single, collectively bar- 
gained plan merely because it also 
covers employees or former employ- 
ees (and their families) of the em- 

ployee representative or of a trust or 
fund from which the benefits are 
paid. 

Q-13: What is the plan year of a 
group health plan? 

A-13: (a) For purposes of deter- 
mining when a group health plan 
must begin to comply with section 
162(k) (see Q&A-11 of this section), 

the plan year of a group health plan 
is the year that is designated as the 
plan year in the plan document. 
However, if the plan document does 
not designate a plan year, or if there 
is no plan document, the plan year is 
determined under paragraph (b) of 
this Q&A-13. The designation of a 
plan year on a Form 5500 filed by a 
group health plan is not controlling 
in the determination of the plan year 
under this Q&A-13. 

(b) If the plan year of a group 
health plan is determined under this 
paragraph (b), the plan year is the 
plan's limit/deductible year except 
that (I) in the case of an insured 
group health plan, the plan year is 
the policy year if that is later than 
the limit/deductible year or if the 
plan has no limit/deductible year, 
and (2) in the case of a self-funded 
group health plan having no 
limit/deductible year, the plan year is 
the later of the calendar year or the 
employer's taxable year. For pur- 
poses of this paragraph (b), a plan's 
"limit/deductible year" means the 
year that is used by the plan in 
applying benefit limits and de- 
ductibles, except that if different 
years are used for benefit limits and 
for deductibles, it means the later of 
those years. For purposes of this 
paragraph (b), one year is "later" 
than another if it begins later in 
relation to the underlying date from 
which the effective date of section 
162(k) is determined for the plan 
under Q&A-11 of this section. Com- 
pare, for example, a year that begins 
on March I with a year that begins 
on December 1. The March I year is 
later than a December I year in the 
case of a non-collectively-bargained 
plan, because the first March I oc- 
curring on or after July I, 1986, is 
March I, 1987, which is later than 
December I, 1986 (the first December 
I occurring on or after July I, 1986). 
If, however, the plan is a collectively 
bargained plan and becomes subject 
to section 162(k) for the first plan 
year beginning on or after February 
I, 1987, a December I year is later 
than a March I year. 

Q-14: How do the COBRA con- 
tinuation coverage requirements ap- 
ply to cafeteria plans and other flexi- 
ble benefit arrangements? 

A-14: The provision of medical 
care through cafeteria plan (as de- 
fined in section 125) or other flexible 

benefit arrangement constitutes a 
group health plan. However, the CO- 
BRA continuation coverage require- 
ments of section 162(k) apply only to 
those medical benefits under the cafe- 
teria plan or other arrangement that 
a covered employee has actually cho- 
sen to receive (if any). The applica- 
tion of this rule to a cafeteria plan is 
illustrated by the following examples: 

Example I: Under the terms of a cafeteria 
plan, employees can choose among life insur- 
ance coverage, membership in a Health Main- 
tenance Organization (HMO), coverage for 
medical expenses under an indemnity arrange- 
ment, and cash compensation. Of these avail- 
able choices, the HMO and the indemnity 
arrangement constitute separate group health 
plans. Assume that these group health plans 
are subject to COBRA (see Q&A-8 of this 
section) and that the employer does not pro- 
vide any group health plan outside of the 
cafeteria plan. Assume further that B and C 
are unmarried employees, that B has chosen 
the life insurance coverage, and that C has 
chosen the indemnity arrangement. B does not 
have to be offered COBRA continuation cov- 
erage upon terminating employment, nor must 
a subsequent open enrollment period for active 
employees be made available to B. However, if 
C terminates employment and the termination 
constitutes a qualifying event, C must be 
offered an opportunity to elect COBRA con- 
tinuation coverage under the indemnity ar- 
rangement. If C makes such an election and 
an open enrollment period for active employ- 
ees occurs while C is still receiving the CO- 
BRA continuation coverage, C must be offered 
the opportunity to switch from the indemnity 
arrangement to the HMO (but not to the life 
insurance coverage because that does not con- 
stitute a group health plan). 

Example 2: An employer maintains a group 
health plan under which all employees receive 
employer-paid coverage. Employees can ar- 
range to cover their families by paying an 
additional amount. The employer also main- 
tains a cafeteria plan, under v'hich one of the 
options is to pay part or all of the charge for 
family coverage under the group health plan. 
Thus, an employee might pay for family 
coverage under the group health plan partly 
with before-tax dollars and partly with after- 
tax dollars. If an employee's family is receiv- 
ing coverage under the group health plan when 
a qualifying event occurs, each of the qualified 
beneficiaries must be offered an opportunity to 
elect COBRA continuation coverage, regardless 
of how that qualified beneficiary's coverage 
was paid for before the qualifying event. 

Example 3: One of the choices available 
under a cafeteria plan is an individual medical 
expense reimbursement arrangement. At the 
beginning of each calendar year, an employee 
can choose, instead of being paid a specified 
dollar amount of compensation, to have that 
amount placed in an account to be used for 
reimbursement of medical expenses incurred 
during the year by the employee or the 
employee's spouse or spouse or dependent 
children. Any amount remaining in the ac- 
count as of the end of the year is forfeited. 
The reimbursement of medical expenses 
thorugh these arrangements constitutes a group 
health plan. 
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IQUALIFIED BENEFICIARIES 

Q-15: Who is a qualified benefi- 
ciary? 

A-15: (a) Except as set forth in 
paragraphs (b) through (d) of this 
Q&A-15, a qualified beneficiary is 
any individual who, on the day be- 
fore a qualifying event, is covered 
under a group health plan maintained 
by the employer of a covered em- 
ployee by virtue of being on that day 
either (1) the covered employee, (2) 
the spouse of the covered employee, 
or (3) the dependent child of the 
covered employee. 

(b) An individual is not a qualified 
beneficiary if, on the day before the 
qualifying event referred to in para- 
graph (a) of this Q&A-15, the indi- 
vidual (1) is covered under the group 
health plan by reason of another 
individual's election of COBRA con- 
tinuation coverage and is not already 
a qualified beneficiary by reason of a 
prior qualifying event, or (2) is enti- 
tled to Medicare benefits under Title 
XVIII of the Social Security Act. 

(c) A covered employee can be a 
qualified beneficiary only in connec- 
tion with a qualifying event that 
consists of the termination (other 
than by reason of the covered em- 
ployee's gross misconduct), or reduc- 
tion of hours, of the covered employ- 
ee's employment. 

(d) An individual is not a qualified 
beneficiary if the individual's status 
as a covered employee is attributable 
to a period in which the individual 
was a nonresident alien who received 
no earned income (within the mean- 
ing of section 911(d)(2)) from the 
individual's employer that constituted 
income from sources within the 
United States (within the meaning of 
section 861(a)(3)). If, pursuant to the 
preceding sentence, an individual is 
not a qualified beneficiary, then a 
spouse or dependent child of the 
individual shall not be considered a 
qualified beneficiary by virtue of the 
relationship to the individual. 

Q-16: Who is a covered employee? 
A-16: (a) A covered employee is 

any individual who is (or was) pro- 
vided coverage under a group health 
plan (other than a plan that is ex- 
cepted from COBRA on the date of 
the qualifying event; see Q&A-8 of 
this section) by virtue of the individ- 
ual's employment or previous em- 

ployment with an employer. For ex- 
ample, a retiree or former employee 

who is covered by such a group 
health plan is a covered employee if 
the coverage results in whole or in 
part from his or her previous em- 
ployment. An individual (whether a 
present or former employee) who is 

merely eligible for coverage under a 
group health plan is not a covered 
employee if the individual is not and 
has not been actually covered under 
the plan. The reason for an individu- 
al's lack of actual coverage (such as 
the individual's having declined par- 
ticipation in the plan or failed to 
satisfy the plan's conditions for par- 
ticipation) is not relevant for this 

purpose. 
(b) The following individuals are 

also covered employees, but only if 
they are (or were) actually covered 
under a group health plan by virtue 
of their relationship to an employer 
maintaining the plan, and only if 
that plan or some other group health 
plan maintained by the employer cov- 
ers one or more common-law em- 
ployees of the employer: (1) employ- 
ees within the meaning of section 
401(c)(1), (2) agents and independent 
contractors (and their employees, 
agents, and independent contractors), 
and (3) directors (in the case of a 
corporation). The rule of this para- 
graph (b) is illustrated by the follow- 
ing example: 

Example: A law firm maintains a group 
health plan for its common-law employees. If 
the firm also provides group health coverage 
for its partners, the partners are covered em- 

ployees regardless of whether their coverage is 

provided under the same group health plan as 
the common-law employees or under a sepa- 
rate plan. In contrast, if the partners are the 
only individuals who receive any health cover- 
age, they are not covered employees. 

Q-17: Other than those individuals 
who are qualified beneficiaries as of 
the day before a qualifying event, 
can any other person (such as a 
newborn or adopted child or a new 
spouse) obtain qualified beneficiary 
status for COBRA continuation cov- 
erage purposes? 

A-17: (a) No. The group of quali- 
fied beneficiaries entitled to elect CO- 
BRA continuation coverage as a re- 
sult of a qualifying event is closed as 
of the day before the qualifying 
event. Thus, newborn children, 
adopted children, and spouses who 
join the family of a qualified benefi- 
ciary after that day do not become 
qualified beneficiaries. The new fam- 
ily members do not themselves be- 

come qualified beneficiaries even 
they become covered under the plan. 
(For situations in which a plan Is 

required to make coverage available 
to new family members of a qualified 
beneficiary who is receiving COBRA 
continuation coverage, see Q&A-31 
of this section and paragraph (c) of 
Q&A-30 of this section. ) 

(b) A qualified beneficiary who 
fails to elect COBRA continuation 
coverage in connection with a quali- 
fying event ceases to be a qualified 
beneficiary at the end of the election 
period (see Q&A-32 of this section). 
Thus, for example, if such a former 
qualified beneficiary is later added to 
a covered employee's coverage (e. g. , 
during an open enrollment period) 
and then another qualifying event 
occurs with respect to the covered 
employee, the former qualified bene- 
ficiary will not be treated as a quali- 
fied beneficiary. 

(c) The rules of this Q&A-17 are 
illustrated by the following examples: 

Example I: Assume that A is a single 
employee who voluntarily terminates employ- 
ment and properly elects COBRA continuation 
coverage under a group health plan. Under the 
terms of the plan, a covered employee who 
marries can choose to have his or her spouse 
covered under the plan as of the date of 
marriage. One month after electing COBRA 
continuation coverage, A marries and chooses 
to cover A's spouse under the plan. A's spouse 
is not a qualified beneficiary. Thus, if A dies 
during the period of COBRA continuation 
coverage, the plan does not have to offer A' s 

surviving spouse an opportunity to elect CO- 
BRA continuation coverage. 

Example 2: Assume that B is a married 
employee who terminates employment, B prop- 
erly elects COBRA continuation coverage for 
B but not B's spouse, and B's spouse declines 
to elect such coverage. B's spouse thus ceases 
to be a qualified beneficiary. Later, at the next 

open enrollment period, B adds the spouse as 
a beneficiary under the plan. The addition of 
the spouse during the open enrollment period 
does not make the spouse a qualified benefi- 
ciary. The plan will thus not have to offer the 
spouse an opportunity to elect COBRA contin- 
uation coverage upon a later divorce from or 
death of B. 

Example 3: Assume that, under the terms of 
a group health plan, a covered employee's 
child ceases to be a dependent eligible for 
coverage upon attaining age lg. At that time, 
the child must be offered an opportunity to 
elect COBRA continuation coverage. If the 
child elects COBRA continuation coverage, the 
child marries during the period of the COBRA 
continuation coverage, and the child's spouse 
becomes covered under the group health plan, 
the child's spouse would not become a quali- 
fied beneficiary upon a later qualifying event 
as a result of that coverage. 

Example 4: Assume that C is a single 
employee who, upon retirement, is given the 
opportunity to elect COBRA continuation cov- 
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erage but declines it in favor of an alternative 
offer of 12 months of employer-paid retiree 
health benefits. C ceases to be a qualified 
beneficiary and will not have to be given 
another opportunity to elect COBRA continua- 
tion coverage at the end of those 12 months. 
Assume further that C marries D during the 
period of retiree health coverage and, under 
the terms of that coverage, D becomes covered 
under the plan. If a divorce from or death of 
C will result in D's losing coverage, D will be 
qualified beneficiary because D's coverage un- 
der the plan on the day before the qualifying 
event (i. e. , the divorce) will have been by 
reason of C's acceptance of 12 months of 
employer-paid coverage after the prior qualify- 
ing event (C's retirement) rather than by 
reason of an election of COBRA continuation 
coverage. 

Example 5: Assume the same facts as in 
Example 4 except that, under the terms of the 
plan, the divorce or death does not cause D to 
lose coverage so that D continues to be 
covered for the balance of the original 12- 
month period. D does not have to be allowed 
to elect COBRA continuation coverage because 
the divorce or death does not constitute a 
qualifying event. See Q&A-lg of this section. 

QUALIFYING EVENTS 

Q-18: What is a qualifying event? 
A-18: (a) A qualifying event is an 

event that satisfies paragraphs (b), 
(c), and (d) of this Q&A-18. 

(b) An event satisfies this para- 
graph (b) if the event is either (1) the 
death of a covered employee, (2) the 
termination (other than by reason of 
the employee's gross misconduct), or 
reduction of hours, of a covered 
employee's employment, (3) the di- 
vorce or legal separation of a covered 
employee from the employee's 
spouse, (4) a covered employee be- 
coming entitled to Medicare benefits 
under Title XVIII of the Social Secu- 
rity Act, or (5) a dependent child 
ceasing to be a dependent child of 
the covered employee under the gen- 
erally applicable requirements of the 
plan. In the case of a covered em- 
ployee who is not a commonlaw 
employee, termination of "employ- 
ment" for this purpose means termi- 
nation of the relationship (e. g. , direc- 
torship of a corporation or 
membership in a partnership) giving 
rise to the individual's treatment as a 
covered employee under paragraph 
(b) of Q&A-16 of this section. 

(c) An event satisfies this para- 
graph (c) if, under the terms of the 
group health plan, the event causes 
the covered employee, or the spouse 
or a dependent child of the covered 
employee, to lose coverage under the 
plan. For this purpose, to "lose 
coverage" means to cease to be cov- 

ered under the same terms and condi- 
tions as in effect immediately before 
the qualifying event. If coverage is 
reduced or eliminated in anticipation 
of an event, the reduction or elimina- 
tion is disregarded in determining 
whether the event causes a loss of 
coverage. Moreover, for purposes of 
this paragraph (c), a loss of coverage 
need not occur immediately after the 
event, so long as the loss of coverage 
will occur before the end of the 
maximum coverage period (see 
Q&A-39 and Q&A-40 of this sec- 
tion). However, if neither the covered 
employee nor the spouse or a depen- 
dent child of the covered employee 
will lose coverage before the end of 
what would be the maximum cover- 
age period, the event does not satisfy 
this paragraph (c). 

(d) An event satisfies this para- 
graph (d) if it occurs while the plan 
is subject to COBRA. Thus, an event 
will not satisfy this paragraph (d) if 
it occurs before the plan becomes 
subject to section 162(k) (see 
Q&A-11 of this section) or while the 
plan is excepted from COBRA (see 
Q&A-8). See Q&A-20 and Q&A-21 
of this section. 

(e) The rules of this Q&A-18 are 
illustrated by the following examples, 
each of which assumes that para- 
graph (d) is satisfied: 

Example I: If an employee who is covered 
by a group health plan terminates employment 
(other than by reason of the employee's gross 
misconduct) and, as of the date of separation, 
is given 3 months of employer-paid coverage 
under the same terms and conditions as before 
that date, the termination is a qualifying event 
because it satisfies both paragraphs (b) and (c) 
of this Q&A — lg. 

Example 2: Upon the retirement of an em- 
ployee «ho, along with the employee's spouse, 
has been covered under a group health plan, 
the employee is given identical coverage for 
life but the spousal coverage will not be 
continued beyond 6 months unless premiums 
are then paid by the employee or spouse. The 
spouse will "lose coverage" 6 months after the 
employee's retirement when the premium re- 
quirement takes effect, so the retirement is a 
qualifying event and the spouse must be given 
an opportunity to elect COBRA continuation 
coverage. 

Exuntpfe 3: F is a covered employee «ho is 
married to G, and both are covered under a 
group health plan maintained by F's employer. 
l. and G are divorced and, under the terms of 
the plan, the divorce ivill cause G to lose 
coverage. The divorce is a qualifying event. If 
G elect~ COBRA continuation coverage and 
then remarries during the period of COBRA 
continuation coverage, G's new spouse might 
become covered under the plan. (Scc Q& A-3) 
of thb section and paragraph (c) of Q&A-30 
of this section. ) However, Ci's later death or 

divorce from G's new spouse will not be a 
qualifying event because G is not a covered 
employee. 

Q-19: Can a qualifying event re- 
sult from a voluntary termination of 
employment? 

A-19: Yes. Apart from gross mis- 
conduct, the facts surrounding a ter- 
mination or reduction of hours are 
irrelevant. It does not matter whether 
the employee voluntarily terminated 
or was discharged. For example, a 
strike or walkout is a termination or 
reduction of hours that constitutes a 
qualifying event if the strike or walk- 
out results in a loss of coverage as 
described in paragraph (c) of 
Q&A-18 of this section. Similarly, a 
layoff that results in such a loss of 
coverage is a qualifying event. 

Q-20: Can a qualifying event oc- 
cur before the effective date of sec- 
tion 162(k) (as described in Q&A-11 
of this section)? 

A-20: No. An event that occurs 
before section 162(k) becomes effec- 
tive for a group health plan does not 
satisfy paragraph (d) of the definition 
of qualifying event in Q&A-18 of 
this section. A group health plan 
does not have to offer individuals 
whose coverage ends as a result of 
such an event the opportunity to 
elect COBRA continuation coverage. 
For example, if an employee termi- 
nated employment on July 15, 1986, 
and the plan covering the employee 
had a November 1 to October 31 
plan year (so that the plan became 
subject to section 162(k) on Novem- 
ber I, 1986), the plan does not have 
to permit the employee to elect CO- 
BRA continuation coverage. Even if 
that employee is given 6 months of 
additional coverage from the July 15, 
1986, termination date (whether 
merely as a result of the terms of the 
plan, or pursuant to state or local 
law or otherwise) so that the cover- 
age extends beyond the November 1 

effective date, the employee does not 
have to be given the opportunity to 
elect COBRA continuation coverage 
at the end of the 6 months' coverage 
because there will be no qualifying 
event at that time. In contrast, if the 
employee's spouse is covered by the 6 
months' coverage and, as a result of 
the employee's death after the No- 
vember 1 effective date and before 
the end of the 6-month period, the 
spouse « il! lose cos erage for the 
balance of the 6-month period, the 
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death will constitute a qualifying 
event and the spouse will be a quali- 
fied beneficiary entitled to elect CO- 
BRA continuation coverage. See 
Q&A-42 of this section regarding the 
maximum coverage period in such a 
case. 

Q-21: Can a qualifying event oc- 
cur while a group health plan is 
excepted from COBRA (see Q&A-8 
of this section)? 

A-21: No. An event that occurs 
while a group health plan is excepted 
from COBRA does not satisfy para- 
graph (d) of the definition of qualify- 
ing event in Q&A-18 of this section. 
Even if the plan later becomes sub- 
ject to COBRA, it does not have to 
provide COBRA election rights to 
anyone whose coverage ends as a 
result of such an event. For example, 
if a group health plan is excepted 
from COBRA as a small-employer 
plan during 1988 (see Q&A-9 of this 
section) and an employee terminates 
employment on December 31, 1988, 
the termination is not a qualifying 
event and the plan does not have to 
permit the employee to elect COBRA 
continuation coverage. This is the 
case even if the plan ceases to be a 
small-employer plan as of January 1, 
1989. Also the same result will follow 
even if the employee is given 3 
months of coverage beyond Decem- 
ber 31 (i. e. , through March of 1989), 
because there will be no qualifying 
event as of the termination of cover- 
age in March. However, if the em- 
ployee's spouse is initially provided 
with the 3-month coverage through 
March 1989, but the spouse divorces 
the employee before the end of the 3 
months and loses coverage as a result 
of the divorce, the divorce will con- 
stitute a qualifying event during 1989 
and so entitle the spouse to elect 
COBRA continuation coverage. See 
Q&A-42 of this section regarding the 
maximum coverage period in such a 
case. 

COBRA CONTINUATION 
COVERAGE 

Q-22: what is COBRA continua- 
tion coverage? 

A-22: If a qualifying event occurs, 
each qualified beneficiary (other than 
a qualified beneficiary for whom the 
qualifying event will not result in any 
immediate or deferred loss of cover- 
age) must be offered an opportunity 
to elect to continue to receive the 

group health plan coverage that he or 
she received immediately before the 
qualifying event. This continued cov- 
erage is "COBRA continuation cov- 
erage. " Except as set forth in 
Q&A-23 through Q&A-31 of this 
section, if the continuation coverage 
offered differs in any way from the 
coverage enjoyed immediately before 
the qualifying event, the coverage 
offered does not constitute COBRA 
continuation coverage and the group 
health plan is not in compliance with 
section 162(k) unless other coverage 
that does constitute COBRA continu- 
ation coverage is also offered. Any 
elimination or reduction of coverage 
in anticipation of a qualifying event 
is disregarded for purposes of this 
Q&A-22 and for purposes of any 
other reference in this section to 
coverage in effect immediately before 
(or on the day before) a qualifying 
event. COBRA continuation coverage 
must not be conditioned upon, or 
discriminate on the basis of lack of, 
evidence of insurability. 

Q-23: How is COBRA continua- 
tion coverage affected by changes in 
the coverage that is provided to simi- 
larly situated beneficiaries with re- 
spect to whom a qualifying event has 
not occurred? 

A-23: COBRA continuation cover- 
age must generally be the same as the 
group health plan coverage enjoyed 
by the qualified beneficiary immedi- 
ately before the qualifying event. 
However, if the coverage provided to 
similarly situated active employees is 
changed or eliminated but the em- 
ployer continues to maintain one or 
more group health plans (so that the 
qualified beneficiary's COBRA con- 
tinuation coverage cannot be termi- 
nated at that time — see Q&A-37 of 
this section), the employer must per- 
mit the qualified beneficiary receiving 
COBRA continuation coverage to 
elect to be covered under any of the 
remaining group health plans main- 
tained by the employer for similarly 
situated active employees. If the cov- 
erage of the qualified beneficiary was 
subject to deductibles and the change 
in coverage occurs before the end of 
the prescribed period for accumulat- 
ing such deductibles, the new cover- 
age selected by the qualified benefi- 
ciary must credit him or her with the 
amounts incurred under the original 

coverage. The rule in the preceding 
sentence also applies to those limits 

that are in the nature of deductibles, 
such as copayment limits or cata- 
strophic limits on a covered individu- 
al's out-of-pocket expenses. The 
qualified beneficiary can be charged 
the amount determined under 
Q&A-44 of this section for the cov- 
erage selected. 

Q-24: Can a group health plan 
require a qualified beneficiary who 
wishes to receive COBRA continua- 
tion coverage to elect to receive a 
continuation of all of the coverage 
that he or she was receiving under 
the plan immediately before the qual- 

ifying event? 
A-24: (a) In general, no. A quali- 

fied beneficiary who, immediately be- 
fore the qualifying event, is covered 
by a plan that provides both core 
coverage and non-core coverage must 
be able to elect to receive either 
(1) the coverage that he or she had 
immediately before the qualifying 
event (including the core coverage 
and any non-core coverage), or 
(2) the core coverage only. However, 
there are two exceptions to this rule, 
as set forth in paragraphs (b) and (c) 
of this Q&A-24. 

(b) If the applicable premium for 
core coverage would be at least 95 
percent of the applicable premium 
for core coverage and non-core cov- 
erage combined, the plan does not 
have to offer qualified beneficiaries 
the opportunity to elect core coverage 
only. (See Q&A-44 of this section 
regarding the applicable premium. ) 

(c) If an employer maintaining a 
group health plan that includes non- 
core coverage also maintains at least 
one other group health plan for 
similarly situated active employees 
that does not provide any non-core 
coverage, the plan that includes non- 
core coverage does not have to offer 
a qualified beneficiary an opportunity 
to elect core coverage only. However, 
the qualified beneficiary must instead 
be offered the opportunity to elect 
coverage under any other group 
health plan maintained by the em- 

ployer for similarly situated active 
employees. 

Q-25: What is core coverage? 
A-25; (a) "Core coverage" means 

all of the coverage that a qualified 
beneficiary was receiving under the 
group health plan immediately before 
a qualifying event that gives rise to 
the qualified beneficiary's COBRA 
election rights, other than "non-core 
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coverage. " "Non-core coverage" 
means coverage for vision benefits 
and dental benefits. However, cover- 
age for vision benefits or dental 
benefits that must be provided under 
applicable law is core coverage. 

(b) For purposes of this Q&A-25, 
vision benefits include only those 
benefits related to vision care of a 
type that is not required under local 
law to be performed by a physician. 

(c) For purposes of this Q&A-25, 
dental benefits does not include any 
benefits for dental care or oral sur- 
gery in connection with an accidental 
injury. 

(d) The definitions in this Q&A-25 
apply only for purposes of this 
$1. 162-26 and sections 106, 162(i)(2), 
and 162(k) of the Code. 

Q-26: Must a qualified beneficiary 
be given an opportunity to elect core 
coverage plus only one of two non- 
core coverages that the qualified ben- 
eficiary had under the plan immedi- 
ately before the qualifying event? 

A-26: No. A group health plan is 
required only to offer qualified bene- 
ficiaries the right to elect (a) core 
coverage, or (b) core coverage plus 
all non-core coverages that the quali- 
fied beneficiary had immediately be- 
fore the qualifying event. Thus, a 
qualified beneficiary who has core 
coverage plus vision and dental cov- 
erage upon the occurrence of a quali- 
fying event must be offered the op- 
portunity to continue either the core 
coverage or the core coverage and 
both dental and vision coverage. 
Such a qualified beneficiary would 
not have to be offered the opportu- 
nity to elect core coverage plus vision 
coverage only or core coverage plus 
dental coverage only. Of course, if 
the vision and dental coverage are 
provided under two separate plans 
that are independent of the core 
plan, a qualified beneficiary would 
be able to continue one or both of 
the coverages. Assume, for example, 
that an employer maintains three 
group health plans — a core plan, a 
vision plan, and a dental plan — and 
that each active employee can elect to 
be covered under one or more of the 
three plans. (Thus, an employee 
could have vision-only, dental-only, 
or core-only coverage, or any combi- 
nation of the three. ) A qualified 
beneficiary who is covered under all 

three plans at the time of a qualify- 

ing event would have separate elec- 

tion rights with respect to each plan, 
and so would be able to elect cover- 
age under the dental-only and core- 
only plans. 

Q-27: Must a qualified beneficiary 
who is covered under a single plan 
providing both core coverage and 
non-core coverage be offered the op- 
portunity to elect non-core coverage 
only? 

A-27: No. A qualified beneficiary 
who is covered by a single plan 
providing both core coverage and 
non-core coverage need not be of- 
fered the opportunity to elect only 
non-core coverage. Of course, if im- 

mediately before the qualifying event 
the qualified beneficiary is covered 
by a group health plan that provides 
non-core coverage but no core cover- 
age, the qualified beneficiary must be 
offered the opportunity to continue 
that non-core coverage. Moreover, 
such an individual generally would 
not have to be given the opportunity 
to elect core coverage. (But see 
Q&A-30 of this section regarding 
open enrollment periods. ) 

Q-28: What deductibles apply if 
COBRA continuation coverage is 
elected? 

A-28: (a) Qualified beneficiaries 
electing COBRA continuation cover- 
age are generally subject to the same 
deductibles as similarly situated em- 
ployees for whom a qualifying event 
has not occurred. If a qualified 
beneficiary's COBRA continuation 
coverage begins before the end of the 
prescribed period for accumulating 
amounts toward deductibles, the 
qualified beneficiary must retain 
credit for expenses incurred toward 
those deductibles before the begin- 
ning of COBRA continuation cover- 
age as though the qualifying event 
had not occurred. The specific appli- 
cation of this rule depends on the 
type of deductible, as set forth in 

paragraphs (b) through (d) of this 
Q&A-28. Special rules are set forth 
in paragraphs (e) and (f), and exam- 
ples appear in paragraph (g). 

(b) If a deductible is computed 
separately for each individual receiv- 
ing coverage under the plan, each 
individual's remaining deductible 
amount (if any) on the date that 
COBRA continuation coverage begins 
is equal to that individual's remain- 
ing deductible amount immediately 
before that date. 

(c) If a deductible is computed on 
a family basis, the deductible for 
each new family unit after the begin- 
ning of COBRA continuation cover- 
age (or the existing family unit, in 
the case of a qualifying event that 
does not result in there being more 
than one family unit) is computed as 
follows: On the date that COBRA 
continuation coverage begins, the re- 
maining deductible amount for each 
new family unit (or the remaining 
number of individual deductibles, in 
the case of a family deductible that is 

satisfied by completing a specified 
number of individual deductibles) is 

equal to the preexisting family unit's 
remaining deductible amount (or re- 
maining number of individual 
deductibles, as applicable) immedi- 
ately before that date. This rule 
applies regardless of whether the plan 
provides that the family deductible is 

an alternative to individual de- 
ductibles or an additional require- 
ment. 

(d) Deductibles that are not de- 
scribed in paragraphs (b) or (c). of 
this Q&A-28 must be treated in a 
manner consistent with the principles 
set forth in those paragraphs. 

(e) If a deductible is computed on 
the basis of a covered employee's 
compensation instead of being a 
fixed dollar amount, the plan can 
treat the employee's compensation as 
frozen for the duration of the CO- 
BRA continuation coverage at the 
level that was used to compute the 
deductible in effect immediately be- 
fore the COBRA continuation cover- 
age began. 

(f) If a single deductible is pre- 
scribed for core coverage and non- 
core coverage and a qualified benefi- 
ciary electing COBRA continuation 
coverage elects to receive core cover- 
age only, the treatment of expenses 
for non-core coverage depends on 
when the expenses were incurred, as 
follows: if the expenses were incurred 
before the beginning of COBRA con- 
tinuation coverage, they must con- 
tinue to be counted toward satisfac- 
tion of the deductible, but they need 
not be counted if they were incurred 
after the beginning of COBRA con- 
tinuation coverage. 

(g) The rules of this Q&A-28 are 
illustrated by the following examples; 
in each example it is assumed that 
deductibles are determined on a cal- 
endar year basis: 
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Example I; A group health plan applies a 
separate $100 annual deductible to each indi- 
vidual whom it covers. The plan provides that 
the spouse and dependent children of a cov- 
ered employee will lose coverage on the last 
day of the month after the month of the 
covered employee's death. A covered employee 
dies on June 11, 1988. The spouse and the two 
dependent children elect COBRA continuation 
coverage, which will begin on August I, 1988. 
As of July 31, 1988, the spouse has incurred 
$80 of covered expenses, the older child has 
incurred no covered expenses, and the younger 
one has incurred $120 (i. e. , already satisfied 
the deductible). At the beginning of COBRA 
continuation coverage on August I, the spouse 
has a remaining deductible of $20, the older 
child still has the full $100 deductible, and the 
younger one has no further deductible. 

Example 2: A group health plan applies a 
separate $200 annual deductible to each indi- 
vidual whom it covers, except that each family 
member will be treated as having satisfied the 
individual deductible once the family has in- 
curred $500 of covered expenses during the 
year. The plan provides that upon the divorce 
of a covered employee, coverage will end 
immediately for the employee's spouse and any 
children who do not remain in the employee's 
custody. Assume that a covered employee with 
four dependent children is divorced, that the 
spouse obtains custody of the two oldest 
children, and that the spouse and those chil- 
dren all elect COBRA continuation coverage to 
begin immediately. Assume also that the fam- 
ily had accumulated $420 of covered expenses 
before the divorce, as follows: $70 by each 
parent, $200 by the oldest child, $80 by the 
youngest child, and none by the other two 
children. Each new family unit after the 
divorce (i. e. , the employee plus two children, 
still receiving regular coverage under the plan, 
and the spouse plus two children, receiving 
COBRA continuation coverage) has a remain- 
ing family deductible amount of $80 ($500 
minus $420). 

Example 3: The facts are the same as in 
Example 2, except that the family deductible is 
defined as two individual $200 deductibles 
instead of a $500 aggregate (i. e. , the plan 
disregards all remaining individual deductibles 
after the satisfaction of any two individual 
deductibles. Before the divorce, the family has 
satisfied one individual deductible (the oldest 
child' s). At the beginning of COBRA continu- 
ation coverage, therefore, each new family unit 
is treated as having already satisfied one 
individual deductible even though the oldest 
child is included in only one of the new family 
units. 

Examp(e 4: Each year a group health plan 
pays 70 percent of the cost of an individual's 
psychotherapy after that individual's first three 
visits. A qualified beneficiary who elects CO- 
BRA continuation coverage beginning August 
I, 1988, and has already made two visits as of 
that date need only pay for one more visit 
before the plan must begin to pay 70 percent 
of the cost of the remaining visits during 1988. 

Example 5: A group health plan has a $250 
annual deductible per covered individual. The 
plan provides that if the deductible is not 
satisfied in a particular year, expenses incurred 
during October through December of that year 
are credited toward satisfaction of the deduct- 
ible in the next year. A qualified beneficiary 
who has incurred covered expenses of $150 

non-reimbursed 20 percent of the other $3, 500 
or $700). For the remainder of 1989, each new 

family unit has an out-of-pocket limit of $800 

from January through September of 1988 and 
$40 during October elects COBRA continua- 
tion coverage beginning November I, 1988. 
The remaining deductible amount for this 
qualified beneficiary is $60 at the beginning of 
the COBRA continuation coverage. If this 
individual incurs covered expenses of $50 in 
November and December of 1988 combined 
(so that the $250 deductible for 1988 is not 
satisfied), the $90 incurred from October 
through December of 1988 are credited toward 
satisfaction of the deductible amount for 1989. 

Q-29: How do a plan's limits ap- 
ply to COBRA continuation cover- 
age? 

A-29: (a) Limits are treated in the 
same way as deductibles (see 
Q&A-28 of this section). This rule 
applies both to limits on plan bene- 
fits (e. g. , a maximum number of 
hospital days or dollar amount of 
reimbursable expenses) and limits 
that are in the nature of deductibles 
(e. g. , a copayment limit, or a cata- 
strophic limit on a covered employ- 
ee's out-of-pocket expenses). This 
rule applies equally to annual and 
lifetime limits. 

(b) The rule of this Q&A-29 is 
illustrated by the following examples; 
in each example it is assumed that 
limits are determined on a calendar 
year basis: 

Example I: A group health plan pays for a 
maximum of 150 days of hospital confinement' 
per individual per year. A covered employee 
who has had 20 days of hospital confinement 
as of May I, 1989, terminates employment and 
elects COBRA continuation coverage as that 
date. During the remainder of 1989 the plan 
need only pay for a maximum of 130 days of 
hospital confinement for this individual. 

Example 2: A group health plan reimburses 
a maximum of $20, 000 of covered expenses 
per family per year, and the same $20, 000 
limit applies to unmarried covered employees. 
A covered employee and spouse who have no 
children divorce on May I, 1989, and the 
spouse elects COBRA continuation coverage as 
of that date. If the employee and spouse 
together incurred $15, 000 of reimbursable ex- 
penses during January through April of 1989, 
each of these individuals has a $5, 000 maxi- 
mum benefit for the remainder of 1989, 
regardless who incurred what portion of the 
$15, 000. 

Example 3: A group health plan pays for 80 
percent of covered expenses after satisfaction 
of a $100-per-individual deductible, and 100 
percent of them after a family has incurred 
out-of-pocket costs of $2, 000. An employee 
and spouse with three dependent children 
divorce on June I, 1989, and one of the 
children remains with the employee. The 
spouse elects COBRA continuation coverage as 
of that date for the spouse and the other two 
children. During January through May of 
1989, all five individual deductibles were satis- 
fied and the family incurred $4, 000 of covered 
expenses, resulting in out-of-pocket expenses 
totalling $1, 200 (five $100 deductibles, plus the 

Q-30: Can a qualified beneficiary 
who elects COBRA continuation cov- 
erage ever change from the coverage 
received by that individual immedi- 
ately before the qualifying event? 

A-30: (a) In general, a qualified 
beneficiary need only be given an 
opportunity to continue the coverage 
that he or she was receiving immedi- 
ately before the qualifying event. 
This is true regardless of whether the 
coverage received by the qualified 
beneficiary before the qualifying 
event ceases to be of value to the 
qualified beneficiary, such as in the 
case of a qualified beneficiary cov- 
ered under a region-specific Health 
Maintenance Organization (HMO) 
who leaves the HMO's service region. 
The only situations in which a quali- 
fied beneficiary must be allowed to 
change from the coverage received 
immediately before the qualifying 
event are as set forth in paragraphs 
(b) and (c) of this Q&A 30, in 
Q&A-24 of this section (regarding 
core coverage), and in Q&A-23 of 
this section (regarding changes to or 
elimination of the coverage provided 
to similarly situated active employ- 
ees). 

(b) If a qualified beneficiary par- 
ticipates in a region-specific plan 
(such as an HMO or an on-site 
clinic) that will not service his or her 
health needs in the area to which he 
or she is relocating (regardless of the 
reason for the relocation) and the 
employer has employees in the area 
to which the qualified beneficiary 
relocates, the qualified beneficiary 
must be given an opportunity to elect 
alternative coverage if (and on the 
same basis as) a similarly situated 
active employee who transfers to that 
new location while continuing to 
work for the employer would be 
given the opportunity to elect alterna- 
tive coverage at the time of transfer. 

(c) If an employer maintains more 
than one group health plan and an 
open enrollment period is available to 
similarly situated active employees 
with respect to whom a qualifying 
event has not occurred, the same 
open enrollment period rights must 
be available to each qualified benefi- 
ciary receiving COBRA continuation 
coverage. An open enrollment period 
means a period during which an 
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employee covered under a plan can 
choose to be covered under another 
group health plan, or to add or 
eliminate coverage of family mem- 
bers. 

(d) The rules of this Q&A-30 are 
illustrated by the following examples: 

Example J: Assume that (I) E is an em- 
ployee who works for an employer that main- 
tains several group health plans; (2) under the 
terms of the plans, if an employee chooses to 
cover any family members under a plan, all 
family members must be covered by the same 
plan and that plan must be the same as the 
plan covering the employee; (3) immediately 
before E's termination of employment (for 
reasons other than gross misconduct), E is 

covered along with E's spouse and children by 
a plan that provides only core coverage, but 
(4) the coverage under that plan will end as a 
result of the termination of employment. Upon 
E's termination of employment, each of the 
four family members is a qualified beneficiary. 
Even though the employer maintains various 
other plans and options, it is not necessary for 
the qualified beneficiaries to be allowed to 
switch to a new plan when E terminates 
employment. Assume further that none of the 
four family members declines to elect COBRA 
continuation coverage, and that 3 months after 
E's termination of employment there is an 
open enrollment period during which similarly 
situated active employees are offered an op- 
portunity to choose to be covered under a new 
plan or to add or eliminate family coverage. 
During the open enrollment period, each of 
the four qualified beneficiaries must be offered 
the opportunity to switch to another plan (as 
though each beneficiary were an individual 
employee). For example, each member of E's 
family could choose coverage under a separate 
plan, even though the family members of 
employed individuals could not choose cover- 
age under separate plans. Of course, if each 
family member chooses COBRA continuation 
coverage under a seaparate plan, each family 
member can be required to pay an amount for 
that coverage that is based on the applicable 
premium for individual coverage under that 
separate plan. See Q&A-44 of this section. 

Example 2: The facts are the same as in 

Example I, except that E's family members 
are not covered under E's group health plan 
when E terminates employment. Although the 
family members do not have to be given an 
opportunity to elect COBRA continuation cov- 
erage, E must be allowed to add them to E's 
COBRA continuation coverage during the 
open enrollment period. This is true even 

though the family members are not, and 
cannot become, qualified beneficiaries (see 
Q&A-17 of this section). 

Q-31: Aside from open enrollment 
periods, can a qualified beneficiary 
who has elected COBRA continua- 
tion coverage choose to cover indi- 

viduals (such as newborn children, 
adopted children, or new spouses) 
who join the qualified beneficiary's 
family on or after the date of the 
qualifying event? 

A-31: If the plan covering the 
qualified beneficiary provides that 

such new family members of active 
employees can become covered (either 
automatically or upon an appropriate 
election) before the next open enroll- 
ment period, then the same right 
must be extended to the new family 
members of a qualified beneficiary. 
Of course, if the addition of a new 
family member will result in a higher 
applicable premium (e. g. , if the qual- 
ified beneficiary was previously re- 
ceiving COBRA continuation cover- 
age as an individual, or if the 
applicable premium for family cover- 
age depends on family size), the plan 
can require the qualified beneficiary 
to pay a correspondingly higher 
amount for the COBRA continuation 
coverage. See Q&A-44 of this sec- 
tion. 

ELECTING COBRA 
CONTINLIATION COVERAGE 

Q-32: What is the minimum pe- 
riod during which a group health 
plan must allow a qualified benefi- 
ciary to elect COBRA continuation 
coverage (i. e. , the election period)? 

A-32: A group health plan can 
condition the availability of COBRA 
continuation coverage upon a quali- 
fied beneficiary's timely election of 
such coverage. An election of CO- 
BRA continuation coverage is a 
timely election if it is made during 
the election period. The election pe- 
riod must begin on or before the date 
that the qualified beneficiary would 
lose coverage on account of the qual- 
ifying event. (See paragraph (c) of 
Q&A-18 of this section for the 
meaning of "lose coverage. ") The 
election period must not end before 
the date that is 60 days after the later 
of (a) the date that the qualified 
beneficiary would lose coverage on 
account of the qualifying event, or 
(b) the date that the qualified benefi- 
ciary is sent notice of his or her right 
to elect COBRA continuation cover- 
age. An election is considered to be 
made on the date that it is sent to 
the employer or plan administrator. 
The rules of this Q&A-32 are illus- 
trated by the following example: 

Exrmtple: An unmarried employee who is 

receiving employer-paid coverage under a 

group health plan voluntarily terminates em- 

ployment on June I, 1988. Case /: If the plan 
provides that the employer-paid coverage ends 
immediately upon the termination of employ- 
ment, the election period must begin on or 
before June I, 1988, and must not end earlier 
than July 34, 1988. If notice of the right to 

elect COBRA continuation coverage is not 
send to the employee until June 15, 1988, the 
election period must not end earlier than 
August 14, 1988. Case 2: If the plan provides 
that the employer-paid coverage does not end 
until 6 months after the termination of em- 

ployment, the employee does not lose coverage 
until December I, 1988. The election period 
can therefore begin as late as December I, 
1988, and must not end before January 30, 
1989. Case Jh If employer-paid coverage for 6 
months after the termination of employment is 

offered only to those qualified beneficiaries 
who waive COBRA continuation coverage, the 
employee "loses coverage" on June I, 1988, 
so the election period is the same as in Case l. 
The difference between Case 2 and Case 3 is 
that in Case 2 the employee can receive 6 
months of employer-paid coverage and then 
elect to pay for up to an additional 12 months 
of COBRA continuation coverage, while in 

Case 3 the employee must choose between 6 
months of employer-paid coverage and paying 
for up to 18 months of COBRA continuation 
coverage. In all three cases, COBRA continua- 
tion coverage need not be provided for more 
than 18 months after the termination of 
employment (see Q&A-39 of this section), and 
in certain circumstances might be provided for 
a shorter penod (see Q&A-38 of this sectton). 

Q-33: Must a covered employee or 
qualified beneficiary inform the em- 
ployer or plan administrator of the 
occurrence of a qualifying event? 

A-33: In general, the employer or 
plan administrator must determine 
when a qualifying event has oc- 
curred. However, each covered em- 
ployee or qualified beneficiary is re- 
sponsible for notifying the employer 
or other plan administrator of the 
ocurrence of a qualifying event that 
is either a dependent child ceasing to 
be a dependent child of the covered 
employee or a divorce or legal sepa- 
ration of a covered employee. If the 
notice is not sent to the employer or 
other plan administrator within 60 
days after the later of (a) the date of 
the qualifying event, or (b) the date 
that the qualified beneficiary would 
lose coverage on account of the qual- 
ifying event, the group health plan 
does not have to offer the qualified 
beneficiary an opportunity to elect 
COBRA continuation coverage. For 
purposes of this Q&A-33, if more 
than one qualified beneficiary would 
lose coverage on account of a divorce 
or legal separation of a covered em- 

ployee, a timely notice of the divorce 
or legal separation that is sent by the 
covered employee or any one of 
those qualified beneficiaries will be 
sufficient to preserve the election 
rights of all of the qualified bene- 
ficiaries. 
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Q-34: During the election period 
and before the qualified beneficiary 
has made an election, must coverage 
be provided? 

A-34: (a) In general, each quali- 
fied beneficiary has until at least 60 
days after the date that the qualify- 
ing event would cause him or her to 
lose coverage to decide whether to 
elect COBRA continuation coverage. 
If the election is made during that 
period, coverage must be provided 
from the date that coverage would 
otherwise have been lost (but see 
Q&A-35 of this section). This can be 
accomplished as described in para- 
graph (b) or (c) of this Q&A-34. 

(b) In the case of an indemnity or 
reimbursement arrangement, the em- 
ployer can provide for plan coverage 
during the election period or, if the 
plan allows retroactive reinstatement, 
the employer can drop the qualified 
beneficiary from the plan and rein- 
state him or her when the election is 
made. Of course, claims incurred by 
a qualified beneficiary during the 
election period does not have to be 
paid before the election (and, if 
applicable, payment for the coverage) 
is made. 

(c) In the case of a group health 
plan that provides health services 
(such as a Health Maintenance Orga- 
nization or a walk-in clinic), the plan 
can require that a qualified benefi- 
ciary who has not yet elected and 
paid for COBRA continuation cover- 
age choose between (1) electing and 
paying for the coverage or (2) paying 
the reasonable and customary charge 
for the plan's services, but only if a 
qualified beneficiary who chooses to 
pay for the services will be reim- 
bursed for that payment within 30 
days after electing COBRA continua- 
tion coverage (and, if applicable, 
paying any balance due for the cov- 
erage). In the alternative, the plan 
can provide continued coverage and 
treat the qualified beneficiary's use 
of the facility as a constructive elec- 
tion. In such a case, the qualified 
beneficiary is obligated to pay any 
applicable charge for the coverage, 
but only if the qualified beneficiary 
is informed of the meaning of the 
constructive election before using the 
facility. 

Q-35: Is a waiver before the end 
of the election period effective to end 
a qualified beneficiary's election 
rights? 

incapacitated or dies can be made by 
the legal representative of the quah- 
fied beneficiary or the qualified 
beneficiary's estate, as determined 
under applicable state law, or by the 
spouse of the qualified beneficiary. 
The rules of this Q&A-37 are illus- 
trated by the following examples: 

A-35: A qualified beneficiary who, 
during the election period, waives 
COBRA continuation coverage can 
revoke the waiver at any time before 
the end of the election period. How- 
ever, if a qualified beneficiary who 
waives COBRA continuation cover- 
age later revokes the waiver, coverage 
need not be provided retroactively 
(i. e. , from the date of the loss of 
coverage until the waiver is revoked). 
Waivers and revocations of waivers 
are considered made on the date that 
they are sent to the employer or plan 
administrator, as applicable. 

Q-36: Can an employer withhold 
money or other benefits owed to a 
qualified beneficiary until the quali- 
fied beneficiary either waives CO- 
BRA continuation coverage, elects 
and pays for such coverage, or al- 
lows the election period to expire? 

A-36: No. An employer must not 
withhold anything to which a quali- 
fied beneficiary is otherwise entitled 
(by operation of law or other agree- 
ment) in order to compel payment 
for COBRA continuation coverage or 
to coerce the qualified beneficiary to 
give up rights to COBRA continua- 
tion coverage (including the right to 
use the full election period to decide 
whether to elect such coverage). Such 
a withholding constitutes a failure to 
comply with section 162(k), and any 
purported waiver obtained by means 
of such a withholding is invalid. 

Q-37: Can each qualified benefi- 
ciary make an independent election 
under COBRA? 

A-37: Yes. Each qualified benefi- 
ciary must be offered the opportunity 
to make an independent election to 
receive COBRA continuation cover- 
age and, if applicable, an indepen- 
dent election (a) to receive COBRA 
continuation coverage that is limited 
to core coverage and (b) to switch to 
another group health plan during an 
open enrollment period. However, if 
a qualified beneficiary who is either a 
covered employee or the spouse of a 
covered employee makes an election 
to provide any other qualified benefi- 
ciary with COBRA continuation cov- 
erage (whether for core coverage only 
or core plus non-core coverage), the 
election shall be binding on that 
other qualified beneficiary. An elec- 
tion on behalf of a minor child can 
be made by the child's parent or 
legal guardian. An election on behalf 
of a qualified beneficiary who is 

Example /: Assume that employee H and 
H's spouse are covered under a group health 
plan immediately before H's termination of 
employment (for reasons other than gross 
misconduct), the plan provides only core cov- 
erage, and the coverage under the plan will 

end as a result of the termination of employ- 
ment. Upon H's termination of employment 
both H and H's spouse are qualified beneficia- 
ries and each must be allowed to elect COBRA 
continuation coverage. Thus, H might elect 
COBRA continuation coverage while the 
spouse declines to elect such coverage. How- 
ever, if H elects to provide COBRA continua- 
tion coverage for both of them, that election is 

binding on the spouse, and the spouse cannot 
decline COBRA continuation coverage. In con- 
tract, H cannot decline COBRA continuation 
coverage on behalf of H's spouse. Thus, if H 

does not elect COBRA continuation coverage 
on behalf of the spouse, the spouse must still 

be allowed to elect COBRA continuation cov- 
erage. 

Example 2: The facts are the same as in 

Example I, except that coverage under the 
plan includes both core coverage and non-core 
coverage, and H and H's spouse have two 
dependent children who are also covered under 
the plan immediately before H's termination 
of employment. All four family members are 
qualified beneficiaries, each of whom must be 
offered the opportunity to elect COBRA con- 
tinuation coverage either with or without non- 
core coverage. One possible result, therefore, 
is for the children to continue their full 

coverage while the parents continue only core 
coverage. This result can be achieved in a 
variety of ways, including separate elections by 
each family member, or a single election by H 

that binds the entire family. 

DURATION OF COBRA 
CONTINUATION COVERAGE 

Q-38: How long must COBRA 
continuation coverage be available to 
a qualified beneficiary? 

A-38: Except for an interruption 
of coverage in connection with a 

waiver as described in Q&A-35 of 
this section, COBRA continuation 
coverage that has been elected by a 
qualified beneficiary must extend for 
at least the period beginning on the 
date of the qualifying event and 

ending not before the earliest of the 
following dates: (a) the last day of 
the maximum coverage period (see 
Q&A-39 of this section); (b) the first 

day for which timely payment is not 
made to the plan with respect to the 
qualified beneficiary (see Q&A-48 of 
this section); (c) the date upon which 
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the employer ceases to maintain any 
group health plan (including succes- 
sor plans); (d) the first date after the 
date of the election upon which the 
qualified beneficiary is covered (i. e. , 
actually covered, rather than merely 
eligible to be covered) under any 
other group health plan that is not 
maintained by the employer, even if 
that other coverage is less valuable to 
the qualified beneficiary than CO- 
BRA continuation coverage (e. g. , if 
the other coverage provides no bene- 
fits for preexisting conditions); or (e) 
the date that the qualified beneficiary 
is entitled to Medicare benefits under 
Title XVI II of the Social Security 
Act. However, a group health plan 
can terminate for cause the coverage 
of a qualified beneficiary receiving 
COBRA continuation coverage on 
the same basis that the plan termi- 
nates for cause the coverage of simi- 
larly situated active employees with 
respect to whom a qualifying event 
has not occurred. For purposes of 
the preceding sentence, termination 
for cause does not include termina- 
tion based on failure to make timely 
payment to the plan. (See Q&A-48 
of this section regarding timely pay- 
ment. ) 

Q-39: When does the maximum 
coverage period end? 

A-39: The maximum coverage pe- 
riod ends (a) 18 months after the 
qualifying event, if the qualifying 
event that gives rise to COBRA con- 
tinuation coverage election rights is a 
termination or reduction of hours; 
and (b) 36 months after the qualify- 
ing event, for any other type of 
qualifying event. The end of the 
maximum coverage period is mea- 
sured from the date of the qualifying 
event even if the qualifying event 
does not result in a loss of coverage 
under the plan until some later date. 
See also Q&A-40 of this section in 
the case of multiple qualifying 
events. Nothing in section 162(k) or 
this section prohibits a group health 
plan from providing coverage that 
continues beyond the end of the 
maximum coverage period. 

Q-40: Can the maximum coverage 
period ever be expanded? 

A-40: No, with one exception. The 
exception involves a qualifying event 

that gives rise to an 18-month maxi- 
mum coverage period and is fol- 
lowed, within that 18-month period, 
by a second qualifying event (e. g. , a 

death or divorce). In such a case, the 
original 18-month period is expanded 
to 36 months, but only for those 
individuals who were qualified bene- 
ficiaries under the group health plan 
as of the first qualifying event and 
were covered under the plan at the 
time of the second qualifying event. 
No qualifying event can give rise to a 
maximum coverage period that ends 
more than 36 months after the date 
of the first qualifying event. For 
example, if an employee covered by a 
group health plan that is subject to 
COBRA terminates employment (for 
reasons other than gross misconduct) 
on December 31, 1987, the termina- 
tion is a qualifying event giving rise 
to a maximum coverage period that 
extends for 18 months to June 30, 
1989. If the employee dies after the 
employee and the employee's spouse 
and dependent children have elected 
COBRA continuation coverage and 
before June 30, 1989, the spouse and 
children (except anyone among them 
whose COBRA continuation coverage 
had already ended for some other 
reason) will be able to elect COBRA 
continuation coverage through De- 
cember 31, 1990. 

Q-41: lf coverage is provided to a 
qualified beneficiary after a qualify- 
ing event without regard to COBRA 
continuation coverage (e. g. , as a re- 
sult of state or local law, industry 
practice, a collective bargaining 
agreement, or plan procedure), will 

such alternative coverage extend the 
maximum coverage period? 

A-41: (a) The alternative coverage 
will not extend the maximum cover- 
age period. The end of the maximum 
coverage period is measured solely 
from the date of the qualifying 
event, as described in Q&A-39 and 
Q&A-40 of this section. 

(b) If the alternative coverage does 
not satisfy all the requirements for 
COBRA continuation coverage, the 
group health plan covering the quali- 
fied beneficiary immediately before 
the qualifying event is not in compli- 
ance with section 162(k) unless the 
qualified beneficiary receiving the al- 
ternative coverage was also offered 
the opportunity to elect COBRA con- 
tinuation coverage and rejected CO- 
BRA continuation coverage in favor 
of the alternative coverage. At the 
end of that alternative coverage, the 
individual need not be offered a 
COBRA election. However, if the 

individual is a covered employee and 
the spouse or a dependent child of 
the individual would lose that alter- 
native coverage as a result of a 
qualifying event (such as the death of 
the covered employee), the spouse or 
dependent child must be given an 
opportunity to elect to continue that 
alternative coverage, with a maxi- 
mum coverage period of 36 months 
measured from the date of that qual- 
ifying event. 

(c) If the alternative coverage does 
satisfy the requirements for COBRA 
continuation coverage, it can be cred- 
ited toward satisfaction of the 18- or 
36-month maximum coverage period. 
Moreover, in the case of a covered 
emloyee who receives more than 18 
months of alternative coverage that 
satisfies the requirements for COBRA 
continuation coverage, if the spouse 
or a dependent child of the covered 
employee loses coverage as a result 
of a second qualifying event (such as 
the death of the covered employee) 
that occurs after the 18-month pe- 
riod, that spouse or dependent child 
need not be given an election to 
continue coverage. 

Q-42: How can an event that oc- 
curs before a group health plan be- 
comes subject to section 162(k) affect 
the maximum coverage period when 
a later, qualifying event occurs? 

A-42: (a) If there are two events 
that satisfy the conditions set forth in 
paragraph (b) of this Q&A-42, then 
the first event is treated as though it 
were a qualifying event that occurred 
on the date that the plan became 
subject to section 162(k) (i. e. , with a 
maximum coverage period that began 
on that date), so that the second 
event is not merely a qualifying event 
but a second qualifying event. This 
treatment applies solely for purposes 
of determining the maximum cover- 
age period under Q&A-39 through 
Q&A-41 of this section in connection 
with that second qualifying event. It 
does not give rise to any right to 
elect COBRA continuation coverage 
in connection with the first event. 

(b) The conditions referred to in 

paragraph (a) of this Q&A-42 are as 
follows: (I) the first event is listed in 
paragraph (b) of Q&A-18 of this 
section (regarding what is a qualify- 
ing event) but occurs before the date 
that the plan becomes subject to 
section 162(k), (2) the plan provides 
coverage to a qualified beneficiary 
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after the first event that continues to 
or beyond the date that the plan 
becomes subject to section 162(k), 
and (3) a second event then occurs 
and is a qualifying event. 

(c) The rule of this Q&A-42 is 
illustrated by the following examples: 

Example l: Assume that a group health 
plan became subject to section 162(k) on 
January I, 1987. Employee F, who was cov- 
ered by the plan, voluntarily terminated em- 

ployment on January I, 1986, and was given 
employer-paid coverage that would continue 
for 5 more years. F's spouse was also to be 
covered for the 5 years, except that the 
spouse's coverage would terminate upon di- 
vorce or F's death. F dies on January 1, 1988. 
F's death is a qualifying event, so F's spouse 
can elect COBRA continuation coverage (un- 
less the election is precluded for some inde- 
pendent reason, such as the spouse's entitle- 
ment to Medicare benefits). F's termination of 
employment on January I, 1986, is treated as 
though it were a qualifying event that occurred 
on January I, 1987. 1. 's death is thus a second 
qualifying event, for which the spouse's maxi- 
mum coverage period ends on January 1, 1990 
(i. e. , 36 months after the first qualifying 
event). The spouse can thus elect up to 24 
months of COBRA continuation coverage. 

Example 2: Assume the same facts as in 

Example I, except that F's death occurs after 
January I, 1990. The plan does nto have to 
give F's spouse an opportunityt o elect CO- 
BRA continuation coverage. 

Q-43: Must a qualified beneficiary 
be given the right to enroll in a 
conversion health plan at the end of 
the maximum coverage period for 
COBRA continuation coverage? 

A-43: If a qualified beneficiary's 
COBRA continuation coverage under 
a group health plan ends as a result 
of the expiration of the maximum 
coverage period, the group health 
plan must, during the 180-day period 
that ends on that expiration date, 
provide the qualified beneficiary the 
option of enrolling under a conver- 
sion health plan if such an option is 
otherwise generally available to simi- 
larly situated active employees under 
the group health plan. If such a 
conversion option is not otherwise 
generally available, COBRA does not 
require that it be made available to 
qualified beneficiaries. 

PAYING FOR COBRA 
CONTINUATION COVERAGE 

Q-44: Can a qualified beneficiary 
be required to pay for COBRA con- 
tinuation coverage? 

A-44: Yes. For any period of CO- 
BRA continuation coverage, a group 
health plan can require a qualified 
beneficiary to pay an amount that 

does not exceed 102 percent of the 
applicable premium for that period. 
The "applicable premium" is defined 
in section 162(k)(4) of the Code. A 
group health plan can terminate a 
qualified beneficiary's COBRA con- 
tinuation coverage as of the first day 
of any period for which timely pay- 
ment is not made to the plan with 
respect to that qualified beneficiary 
(see Q&A-38 of this section). For the 
meaning of "timely payment, " see 
Q&A-48 of this section. 

Q-45: After a qualified beneficiary 
has elected COBRA continuation 
coverage under a group health plan, 
can the plan increase the amount that 
the qualified beneficiary must pay for 
COBRA continuation coverage? 

A-45: Yes, if the applicable pre- 
mium increases. However, the appli- 
cable premium for each determina- 
tion period must be computed and 
fixed by the plan before the determi- 
nation period begins. A determina- 
tion period is any 12-month period 
selected by the plan, but it must be 
applied consistently from year to 
year. Thus, each qualified beneficiary 
does not have a separate determina- 
tion period beginning on the date (or 
anniversaries of the date) that CO- 
BRA continuation coverage begins 
for that qualified beneficiary. 

Q-46: Must a qualified beneficiary 
be allowed to pay for COBRA con- 
tinuation coverage in installments? 

A-46: Yes. A group health plan 
must allow a qualified beneficiary to 
pay for COBRA continuation cover- 
age in monthly installments. A group 
health plan can also allow qualified 
beneficiaries the alternative of paying 
for COBRA continuation coverage at 
other intervals (e. g. , quarterly or 
semiannually). 

A-47: Can a qualified beneficiary 
choose to have the first payment for 
COBRA continuation coverage ap- 
plied prospectively only? 

A-47: No. The first payment for 
COBRA continuation coverage is ap- 
plied to the period of coverage begin- 
ning immediately after the date that 
coverage under the plan woud have 
been lost on account of the qualify- 
ing event. Of course, if the group 
health plan allows a qualified benefi- 
ciary to waive COBRA continuation 
coverage for any period before elect- 
ing to receive COBRA continuation 
coverage, the first payment is not 
applied to period of the waiver. 

Q-48: What is timely payment for 
COBRA continuation coverage ~ 

A-48: (a) If a qualified 
ficiary's election of COBRA continu- 
ation coverage is made after the date 
of the qualifying event, timely pay- 
ment for any COBRA continuation 
coverage during the period before the 
date of the election means payment 
that is made to the plan within 45 
days after the date of the election. 
Timely payment for any other period 
of COBRA continuation coverage is 

governed by paragraph (b) of this 
Q&A-48. 

(b) In general, timely payment for 
a period of COBRA continuation 
coverage under a group health plan 
means payment that is made to the 
plan by the date that is 30 days after 
the first day of that period. How- 
ever, payment that is made to the 
plan by a later date is also considered 
timely payment if either (I) under the 
terms of the plan, covered employees 
or qualified beneficiaries are allowed 
until that later date to pay for their 
coverage during the period, or (2) 
under the terms of an arrangement 
between the employer and an insur- 
ance company, Health Maintenance 
Organization, or other entity that 
provides plan benefits on the employ- 
er's behalf, the employer is allowed 
until that later date to pay for cover- 
age of similarly situated employees 
during the period. 

LAWRENCE B. GIBBS, 
Commissioner of 

Internal Revenue. 

(Filed by the Office of the Federal Register on 
June 10, 1987, at 12:21 p. m. , and published 
in the issue of the Federal Register for June 
15, 1987, 52 F. R. 22716) 

Notice of Proposed Rulemaking 

Definition of Resident Alien 

INTL-55-86 

AGENCY: Internal Revenue Service, 
Treasury. 

ACTION: Notice of proposed 
rulemaking. 

SUMMARY: This document contains 
proposed regulations relating to the 
definition of a resident alien. 
Changes to the applicable tax law 
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were made by the Tax Reform Act of 
1984 The regulations would provide 
the public with guidance needed to 
comply with that Act and would 
affect the federal income tax liability 
of alien individuals. 

DATES: Written comments and re- 
quests for a public hearing must be 
delivered or mailed by November 
9, 1987. The amendments are pro- 
posed to be effective for taxable 
years beginning after December 31, 
1984. 

ADDRESS: Send comments and re- 
quests for a public hearing to: Com- 
missioner of Internal Revenue, At- 
tention: CC:LR: T (INTL-55-86), 
Washington, D. C. 20224. 

SUPPLEMENTARY 
INFORMATION: 

BACKGROUND 

This document contains proposed 
amendments to the Income Tax Reg- 
ulations (26 CFR Part 1) under sec- 
tions 871, 904, 953, 1301, 1441 and 
6013, the Employment Tax Regula- 
tions (26 CFR Part 31) under sec- 
tions 3121 and 3306 and the Regula- 
tions on Procedure and 
Administration (26 CFR Part 301) 
under section 7701(b) of the Internal 
Revenue Code of 1954. These amend- 
ments are proposed to provide regu- 
lations under section 7701(b), which 
was added to the Code by section 
138 of the Tax Reform Act of 1984 
(Pub. L. 98-369, 98 Stat. 672) and to 
amend the regulations under sections 
871, 904, 953, 1303, 1441, 6013, 3121 
and 3306 to reflect the addition of 
section 7701(b) by the Act. 

Prior Law 

Section 7701(b) was added by the 
Tax Reform Act of 1984 to provide a 
statutory definition of the terms 
"resident alien" and "nonresident 
alien. " The issue of an individual's 
status as a resident or a nonresident 
is central to a determination of his 

United States federal income tax lia- 

bility. Resident aliens are taxed on 
worldwide income in much the same 
manner as United States citizens. In 

contrast, nonresidents are taxed in a 
f'ar more restrictive manner and are 

subject to tax on foreign source 
income only under vers limited cir- 
cumstances. 

Prior to the addition of section 
7701(b), definitions of resident alien 
and nonresident alien were provided 
only in the Income Tax Regulations. 
These regulations applied a subjective 
test and defined the terms on the 
basis of an individual's intentions 
with regard to the length and nature 
of his stay in the United States. 
Residence depended on whether the 
alien was "a mere transient or so- 
journer" in the United States. An 
alien who lacked a definite intention 
as to the length and nature of a stay 
was considered to be a resident. An 
alien who possessed a visa that lim- 
ited his stay to a definite period was 
considered to be a nonresident, ab- 
sent "exceptional circumstances. " 

Statutory Provisions 

The Tax Reform Act of 1984 
added section 7701(b) to the Code to 
provide a definition of the term 
"resident alien. " Under section 
7701(b)(1), an alien individual is con- 
sidered to be a resident of the United 
States if he satisfies either of two 
tests: the green card test or the sub- 
stantial presence test, As provided in 
section 7701(b)(1)(A)(i) and (b)(6), an 
alien individual is considered to be a 
resident under the green card test if 
he is a lawful permanent resident of 
the United States at any time during 
the calendar year. Under the substan- 
tial presence test provided in section 
7701(b)(3), an alien individual is 
treated as a resident if (I) he is 
physically present in the United 
States for 183 days or more during 
the current year, or (2) the sum of 
the days the alien is physically 
present in the United States during 
the current year, plus one-third the 
number of days the alien is physically 
present in the United States during 
the second preceding calendar year, 
plus one sixth the number of days 
the alien is physically present in the 
United States during the second pre- 
ceding year equals or exceeds 183 
days. Section 7701(b)(3) also provides 
that an individual shall not be con- 
sidered to meet the substantial pres- 
ence test if the individual is present 
in the United States for fewer than 
183 days in the current year, has a 
tax home in a foreign country, and 
maintains a closer connection to that 
foreign country than the United 
States. 

Section 7701(b)(2) provides special 
rules for determining an individual's 
residency starting date and residenc) 
termination date. If an individual 
was not a resident during the preced- 
ing calendar year, an individual's 
residency starting date will be the 
first day during the calendar year 
that he is present for purposes of the 
substantial presence test or as a law- 
ful permanent resident (green card 
test). A special residency starting date 
rule is provided for certain electing 
taxpayers who arrive in the United 
States too late in the calendar year to 
meet the substantial presence test for 
that year. An individual's residency 
termination date will be the last day 
that an individual is present in the 
United States (or is a lawful perma- 
nent resident) if he has a closer 
connection to a foreign country for 
the remainder of the year, and is not 
considered to be a resident at any 
time during the following calendar 
year. Section 7701(b)(2) provides that 
presence of 10 days or less will be 
disregarded in certain cases for pur- 
poses of the residency starting and 
termination dates. 

Section 7701(b)(4) provides that an 
alien individual, who is not a resident 
under the substantial presence test or 
the green card test during the current 
year, will be deemed to be a resident 
for a portion of the current year if 
the individual (I) was not a resident 
during the preceding calendar year; 
(2) is a resident under the substantial 
presence test in the calendar year 
following the current year; (3) is 
present in the United States during 
the current year for both 31 consecu- 
tive days and 75 percent of the days 
starting with the first day of such 
31-day period; and (4) elects to be 
treated as a resident. 

Section 7701(b)(3), (5) and (7) pro- 
vide that certain days of presence in 
the United States will be excluded for 
purposes of the computation required 
by the substantial presence test. An 
individual's presence in the United 
States will be disregarded if he is (I) 
a foreign government-related india id- 

ual; (2) a teacher or t rainee; (3) a 
student; (4) a professional athlete; (5) 
unable to leave the United States 
because of a medical condition that 
arose while hc was present in the 
United States; (6) a regular commuter 
from Mexico or Canada; or (7) in 
transit between two foreign points. 
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Section 7701(b)(9) provides that, 
unless an individual establishes other- 
wise, he will be considered to be a 
calendar year taxpayer. If an individ- 
ual is a resident for any calendar 
year and has previously established a 
fiscal year, he will be treated as a 
resident with respect to any portion 
of his taxable year that is within such 
calendar year. 

Section 7701(b)(10) provides a lim- 
ited anti-avoidance rule directed at 
long term residents of the United 
States who interrupt their United 
States residency briefly. Under this 
section, an alien who is a resident for 
three calendar years and interrupts 
his United States residency for fewer 
than three calendar years will be 
subject to tax under section 877 
during his period of nonresidency if 
the tax imposed by that section is 
greater than the tax imposed by 
section 871 on nonresident alien indi- 
viduals generally. Section 877 sub- 
jects a nonresident former United 
States citizen to tax on all of his 
United States source income for the 
ten year period following his expatri- 
ation at the rates that apply to 
United States residents. For this pur- 
pose, gain from the sale of property 
located in the United States and gain 
from the sale of stock of United 
States corporations and certain secu- 
rities is treated as United States 
source income regardless of where 
the sale occurs or title is transferred. 
Because section 7701(b)(10) is effec- 
tive for taxable years beginning after 
December 31, 1984, section 877, 
thus, could not apply in this context 
before 1988. 

Explanation of Provisions 

Section 301. 7701(b)-1 provides 
rules for determining whether an 
alien individual is a resident or a 
nonresident of the United States. 
Paragraph (b) provides rules for de- 
termining whether an individual is a 
lawful permanent resident of the 
United States. Paragraph (c) provides 
rules for determining whether an in- 
dividual meets the substantial present 
test. These rules include definitions 
of the terms "physical presence, " 
''current year, '' and ''United 
States. " 

Section 301. 7701(b)-2 provides 
rules for determining whether an in- 
dividual who otherwise meets the 

substantial presence test will be con- 
sidered to be a nonresident because 
he meets the closer connection/tax 
home exception to the substantial 
presence test. Paragraph (b) defines 
the term "tax home. " Paragraph (d) 
provides examples of significant con- 
tacts that should be maintained with 
the individual's foreign country for 
purposes of the closer connection 
exception. Paragraph (e) provides 
rules for determining when the closer 
connection/tax home exception is un- 
available. 

Section 301. 7701(b)-3 provides 
rules for determining whether certain 
individuals may exclude days of pres- 
ence in the United States for pur- 
poses of the substantial presence test. 
Paragraph (b) defines the term "ex- 
empt individual. " In this context, the 
terms "foreign government-related 
individual, " "international organiza- 
tion, " "teacher/trainee, " "student, " 
"immediate family" and "profes- 
sional athlete" are defined. Para- 
graph (c) provides rules for determin- 
ing whether a medical condition will 
be considered to arise in the United 
States. Paragraph (d) defines the 
term "in transit" and "foreign 
point. " Paragraph (e) specifies which 
individuals will be considered to be 
regular commuters from Mexico or 
Canada. 

Section 301. 7701(b)-4 provides 
rules for determining an individual's 
residency starting date and residency 
termination date. These rules include 
definitions of the terms "residency 
starting date" and "residency termi- 
nation date. " Rules are provided for 
de minimis presence prior to an indi- 
vidual's residency starting date and 
after an individual's residency termi- 
nation date. Special rules are pro- 
vided for determining the residency 
starting date for an individual who 
elects to be treated as a resident. 

Section 301. 7701(b)-5 provides 
rules for determining whether an in- 
dividual will be taxed in the same 
manner as a United States citizen 
who renounces citizenship for tax 
avoidance purposes. In contrast to 
section 877, the regulations do not 
require an individual to have a tax 
avoidance motive. 

Section 301. 7701(b)-6 provides 
rules for determining an individual's 
taxable year. The rules are intended 
to prevent a resident alien from re- 
ducing United States tax by shifting 

income from one taxable year 
another. 

Section 301. 7701(b)-7 clarifies the 
effect that the definition of resident 
alien will have on an alien individual 
who is also a resident of a treaty 
partner of the United States. The 
rules require such individuals to de- 
termine their tax liability as if they 
were nonresident aliens under the 
Code if they choose to claim any 
treaty benefits as residents of a treaty 
country. The Internal Revenue Ser- 
vice particularly invites comments 
about the operation of these rules on 
such dual residents. 

Section 301. 7701(b)-8 provides 
procedural rules for establishng that 
an individual is qualified to exclude 
days of presence from the computa- 
tion required by the substantial pres- 
ence test. A statement must be filed 
with the Internal Revenue Service by 
an individual who is seeking to ex- 
clude days from the computation 
required by the substantial presence 
test as an exempt individual or as an 
individual who is unable to leave the 
United States because of a medical 
condition that arose while he was 
present in the United States. A dif- 
ferent statement must be filed by an 
individual who is claiming the closer 
connection/tax home exception to the 
substantial presence test. 

Section 301. 7701(b)-9 provides the 
effective dates for the proposed regu- 
lations. Paragraph (b) provides a 
transitional rule for purposes of de- 
termining the residency starting date 
for an individual who held a green 
card in 1984. Paragraph (c) provides 
a transitional rule for determining 
whether days of presence in 1983 and 
1984 will be included in the computa- 
tion required by the substantial pres- 
ence test. 

The proposed regulations amend 
$31. 3121(b)(19)-1 and (31. 3306 
(c)(18)-I (relating to services of cer- 
tain nonresident aliens that do not 
constitute employment for purposes 
of the employment tax and the un- 

employment tax, respectively) which 
provide that an alien individual who 

is temporarily present in the United 
States as a nonimmigrant under 
subparagraph (F) or (J) of section 
101(a)(15) of the Immigration and 
Nationality Act is deemed to be a 
nonresident alien individual. The pro- 
posed amendments preclude charac- 
terizing an individual as a nonresi- 
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dent for purposes of the employment 
tax and unemployment tax if such 
individual is considered to be a resi- 
dent alien pursuant to section 7701(b) 
and the regulations thereunder. 

The regulations under sections 871 
(relating to taxation of nonresident 
alien individuals), 904 (relating to the 
foreign tax credit), 953 (relating to 
income from insurance of United 
States risks), 1303 (relating to indi- 
viduals who qualify for income aver- 
aging), 1441 (relating to the with- 
holding of tax on nonresident aliens), 
and 6013 (relating to the filing of a 
joint return) would be revised to 
reflect the addition of section 
7701(b). 

SPECIAL ANALYSIS 

The Commissioner of Internal Rev- 
enue has determined that this pro- 
posed rule is not a major rule as 
defined in Executive Order 12291 and 
that a Regulatory Impact Analysis is 
therefore not required. Although this 
document is a notice of a proposed 
rulemaking which solicits public com- 
ment, the Internal Revenue Service 
has concluded that the regulations 
proposed herein are interpretative 
and that the notice and public proce- 
dure requirements of 5 U. S. C. $553 
do not apply. Accordingly, these pro- 
posed regulations do not constitute 
regulations subject to the Regulatory 
Flexibility Act (5 U. S. C. chapter 6). 

COMMENTS AND REQUESTS 
FOR A PUBLIC HEARING 

Before adopting these proposed 
regulations, consideration will be 
given to any written comments that 
are submitted (preferably eight cop- 
ies) to the Commissioner of Internal 
Revenue. All comments will be avail- 
able for public inspection and copy- 
ing. A public hearing will be held 
upon written request to the Commis- 
sioner by any person who has sub- 
mitted written comments. If a public 
hearing is held, notice of the time 
and place will be published in the 
FEDERAL REGISTER. The collec- 
tion of information requirements 
contained in this notice of proposed 
rulemaking have been submitted to 
the Office of Management and Bud- 
get (OMB) for review under section 
3504(h) of the Paperwork Reduction 
Act. Comments on these require- 
ments should be sent to the Office of 

Information and Regulatory Affairs 
of OMB, Attention: Desk Officer for 
Internal Revenue Service, New Exec- 
utive Office Building, 6'ashington, 
D. C. 20503. The Internal Revenue 
Service requests that perons submit- 
ting comments on these requirements 
to OMB also send copies of those 
comments to the Service. 

Proposed amendments to the 
regulations 

Accordingly, the proposed amend- 
ments to 26 CFR Parts I, 31, and 
301 are as follows: 

INCOME TAX REGULATIONS 

Paragraph 1. The authority for 
Part I continues to read in part: 

Authority: 26 U. S. C. 7805. *** Sec- 
tions 1. 871-9, 1. 904(b)-3, 1. 953-2, 
1. 1303-1, 1. 1441-5, and 1. 6013-6 
also issued under 26 U. S. C. 
7701(b)(11). *** 

Par. 2. Paragraph (a) of II1. 871-9 
is amended by removing "(1. 871-2" 
in the second sentence and inserting 
in its place "II301. 7701(b)-1 through 
5301. 7701(b)-9". 

Par. 3. Paragraph (f) of 
(1. 904(b)-3 is amended by removing 
"the rule under $1. 871-2(b)" and 
inserting in its place "II301. 7701(b)-1 
through $301. 7701(b)-9". 

Par. 4. Paragraph (d) of $1. 953-2 
is amended by removing ")$1. 871-2 
to 1. 871-5 inclusive" in the sixth 
sentence and inserting in its place 
"II301. 7701(b)-l through )301. 7701 
(b)-9". 

Par. 5. Paragraph (b) of $1. 1303-1 
is amended by removing "$1. 871-2 
through $1. 871-4" in the second sen- 
tence and inserting in its place 
"$301. 7701(b)-1 through II301. 7701- 
9) ) 

Par. 6. Paragraph (d) of $1. 1441-5 
is amended by removing "III. 871-2" 
in the first sentence and inserting in 
its place "$301. 7701(b)-1 through 
(301. 7701(b)-9". 

Par. 7. Paragraph (a)(2)(ii) of 
II1. 6013-6 is amended by removing 
"II(1. 871-2 through 1. 871-5" and 
inserting in its place "II301. 7701(b)-1 
through (301. 7701(b)-9". 

EMPLOYMENT TAX 
REGULATIONS 

Par. 8. The authority for Part 31 
continues to read in part: 

Authority: 26 U. S. C. 7805. +'"' Sec- 
tions 31. 3121(b)(19) — I and 
31. 3306(c)(18)-1 also issued under 26 
U. S. C. 7701(b)(11). * "' 

Par. 9. Paragraph (a)(1) of 
II31. 3121(b)(19)-1 is amended by in- 
serting after the second sentence the 
following sentence: "The preceding 
sentence does not apply to the extent 
it is inconsistent with section 7701(b) 
and the regulations thereunder. " 

Par. 10. Paragraph (a)(1) of 
(31. 3306(c)(18)-1 is amended by in- 
serting after the second sentence the 
following sentence: "The preceding 
sentence does not apply to the extent 
it is inconsistent with section 7701(b) 
and the regulations thereunder. " 

REGULATIONS ON PROCEDURE 
AND ADMINISTRATION 

Par. 11. The authority for Part 
301 continues to read in part: 

Authority: 26 U. S. C. 7805. *** 
Sections 301. 7701(b)-1 through 
301. 7701(b)-9 also issued under 26 
U. S. C. 7701(b)(11). "'"' 

Par. 12. New $301. 7701(b) — I 
through (301. 7701(b)-9 are added 
immediately after $301. 7701-16. The 
added sections read as follows: 
(301. 7701(b)- I Resident alien. 

(a) Scope. Section 301. 7701(b)-1(b) 
provides rules for determining 
whether an alien individual is a law- 
ful permanent resident of the United 
States. Section 301. 7701(b)-1(c) pro- 
vides rules for determining if an alien 
individual satisfies the substantial 
presence test. Section 301. 7701(b)-2 
provides rules for determining when 
an alien individual will be considered 
to maintain a tax home in a foreign 
country and to have a closer connec- 
tion to that foreign country. Section 
301. 7701(b)-3 provides rules for de- 
termining if an individual is an ex- 
empt individual because of his status 
as a foreign government-related indi- 
vidual, teacher, trainee, student, or 
professional athlete. Section 
301. 7701(b)-3 also provides rules for 
determining whether an individual 
may exclude days of presence in the 
United States because the individual 
was unable to leave the United States 
because of a medical condition. Sec- 
tion 301. 7701(b)-4 provides rules for 
determining an individuals' residency 
starting and termination dates. Sec- 
tion 301. 7701(b)-5 provides rules for 
applying section 877 to a nonresident 
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alien individual. Section 
301. 7701(b)-6 provides rules for de- 
termining the taxable year of an 
alien. Section 301. 7701(b)-7 provides 
rules for determining the effect of 
these regulations on rules in tax 
conventions to which the United 
States is a party. Section 301. 7701 
(b)-8 provides procedural rules for 
establishing that an individual is a 
nonresident alien. Section 
301. 7701(b)-9 provides the effective 
dates of section 7701(b) and the 
regulations thereunder. Unless the 
context indicates otherwise, the regu- 
lations under I)II301. 7701(b)-1 
through 301. 7701(b)-9 apply for pur- 
poses of determining whether a 
United States citizen is also a resident 
of the United States. (This determi- 
nation may be relevant, for example, 
to the application of section 861(a)(1) 
which treats income from interest- 
bearing obligations of residents as 
income from sources within the 
Unites States. ) The regulations do 
not apply for purposes of section 
911. 

(b) Lawfu! permanent resident — (1) 
Green card test. An alien is a resi- 
dent alien with respect to a calendar 
year if he is a lawful permanent 
resident at any time during the calen- 
dar year. A lawful permanent resi- 
dent is an individual who has been 
lawfully granted the privilege of re- 
siding permanently in the United 
States as an immigrant in accordance 
with the immigration laws. Resident 
status is deemed to continue unless it 
is rescinded or administratively or 
judicially determined to have been 
abandoned. 

(2) Rescission of resident status. 
Resident status is considered to be 
rescinded if a final administrative or 
judicial order of exclusion or depor- 
tation is issued regarding the alien 
individual. For purposes of this para- 
graph, the term "final judicial or- 
der" means an order that is no 
longer subject to appeal to a higher 
court of competent jurisdiction. 

(3) Administrative or judicial de- 
termination of abandonment of resi- 
dent status. An administrative or 
judicial determination of abandon- 
ment of resident status may be initi- 
ated by the alien individual, the 
Immigration and Naturalization Ser- 
vice (INS), or a consular officer. If 
the alien initiates this determination, 
resident status is considered to be 

abandoned when the individual's ap- 
plication for abandonment or other 
appropriate form is filed with the 
INS or a consular officer. If the INS 
or a consuler officer initiates this 
determination, resident status will be 
considered to be abandoned upon the 
issuance of a final administrative 
order of abandonment. If an individ- 
ual is granted an appeal to a federal 
court of competent jurisdiction, a 
final judicial order is required. 

(c) Substantial presence test — (1) 
In general. An alien individual is a 
resident alien if he meets the substan- 
tial presence test. An individual satis- 
fies this test if he has been present 
for at least 183 days during a three 
year period that includes the current 
year. For purposes of this test, each 
day of presence in the current year is 
counted as a full day. Each day of 
presence in the first preceding year is 
counted as one-third of a day and 
each day of presence in the second 
preceding year is counted as one-sixth 
of a day. For purposes of this para- 
graph, fractional days of presence 
will be counted as whole days. (See 
I) 301. 7701(b)-9(b)(2) for transitional 
rules for calendar years 1985 and 
1986. ) 

(2) Determination of presence — (i) 
Physical presence. For purposes of 
the substantial presence test, an indi- 
vidual shall be treated as present in 

the United States on any day that he 
is physically present in the United 
States at any time during the day. 
(But see II301. 7701(b)-3 relating to 
days of presence that may be ex- 
cluded for purposes of the substantial 
presence test. ) 

(ii) United States. For purposes of 
section 7701(b) and the regulations 
thereunder, the term "United States" 
when used in a geographical sense 
includes the states and the District of 
Columbia. It also includes the territo- 
rial waters of the United States, the 
air space over the United States, and 
the seabed and subsoil of those sub- 
marine areas which are adjacent to 
the territorial waters of the United 
States and over which the United 
States has exclusive rights, in accor- 
dance with international law, with 
respect to the exploration and exploi- 
tation of natural resources. It does 
not include the possessions and terri- 
tories of the United States. 

(3) Current year. The term "cur- 
rent year" means any calendar year 

for which an alien individual is deter- 
mining his resident status. 

(4) Thirty-one day minimum. If an 
individual is not physically Pres " 
for more than 30 days during 
current year, the substantial presence 
test will not be applied for that year 
even if the three-year total is 183 or 
more days. For purposes of the sub- 
stantial presence test, it is irrelevant 
that an individual was not present 
for more than 30 days in the first or 
second year preceding the current 
year. 

(d) Application of section 770I(bj 
to the possessions and territories. 
Section 7701(b) provides the basis for 
determining whether an alien individ- 
ual is a resident alien of a United 
States possession or territory that 
administers income tax laws that are 
identical (except for the substitution 
of the name of the possession or 
territory for the term "United 
States" where appropriate) to those 
in force in the United States. If, after 
the application of section 7701(b) and 
the regulations thereunder, an alien 
individual is a resident of the United 
States and a resident of a United 
States possession or territory, the 
principles of II301. 7701(b)-2(d) (relat- 
ing to significant contacts maintained 
by an individual with a foreign coun- 
try) shall be applied in order to 
establish that the individual is a 
resident alien of either the United 
States or a United States possession 
or territory, but not both. 

(e) Examples. This section may be 
illustrated by the following examples: 

Example (I). B, an alien individual, is 

present in the United States for 122 days in 

the current year. He was present in the United 
States for 122 days in the first preceding 
calendar year and for 122 days in the second 
preceding calendar year. In determining his 

status for the current year, B counts all 122 

days in the United States in the current year 

plus I/3 of the 122 days in the United States 
m the first preceding calendar year (40 2/3 

days) and I/6 of the 122 days in the United 
States during the second preceding calendar 
year (20 I/3 days). The total of 122 + 40 2/3 
+ 20 I/3 equals 183 days. B meets the 

substantial presence test and is a resident alien 

for the current year. 
Example (2). C, an alien individual, is 

present in the United States for 25 days during 

the current year. He was present in the United 

States for 365 days during the first preceding 
year and 365 days during the second preceding 
year. The substantial presence test does not 

apply because C is present in the United States 
for fewer than 31 days during the current year. 

()301 7701(b)-2 Closer connection ex- 
ception. 
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(a) In general. An alien individual 
who meets the substantial presence 
test may nevertheless be considered a 
nottresident alien for the current year 
if the following conditions are satis- 
fied: 

(I) The individual is present in the 
United States for fewer than 183 
days in the current year, 

(2) The individual maintains a tax 
home in a foreign country during the 
current year, and 

(3) The individual has a closer 
connection to the foreign country in 
which he maintains a tax home than 
to the United States. 

(b) Foreign country. For purposes 
of section 7701(b) and the regulations 
thereunder, the term "foreign coun- 
try" when used in a geographical 
sense includes any territory under the 
sovereignty of the United States or a 
government other than that of the 
United States. It includes the territo- 
rial waters of the foreign country 
(determined in accordance with the 
laws of the United States), the air 
space over the foreign country, and 
the seabed and subsoil of those sub- 
marine areas which are adjacent to 
the territorial waters of the foreign 
country and over which the foreign 
country has exclusive rights, in accor- 
dance with international law, with 
respect to the exploration and exploi- 
tation of natural resources. It also 
includes the possessions and territo- 
ries of the United States. 

(c) Tax home — (1) Definition. For 
purposes of section 7701(b) and the 
regulations thereunder, the term "tax 
home" has the same meaning that it 
has for purposes of section 911(d)(3) 
(without regard to the second sen- 
tence therein) and the regulations 
thereunder. Thus, under section 
7701(b), an individual's tax home is 
considered to be located at his regu- 
lar or principal (if more than one 
regular) place of business, or if the 
individual has no regular or principal 
place of business because of the 
nature of the business, then at his 
regular place of abode in a real and 
substantial sense. 

(2) Durati on and nature of tax 
home. The tax home maintained by 
the alien individual must be in exist- 
ence for the entire current year. The 
tax home must be located in the 
same foreign country for which the 
individual is claiming to have the 
closer connection described in para- 

graph (d) of this section, 

(d) Closer connection to a foreign 
country. An alien individual will be 
considered to have a closer connec- 
tion to a foreign country than the 
United States if the individual or the 
Commissioner establishes that such 
individual has maintained more sig- 
nificant contacts with the foreign 
country than with the United States. 
In determining whether an individual 
has maintained more significant con- 
tacts with a foreign country than the 
United States, the facts and circum- 
stances to be considered include (but 
are not limited to): 

(I) The location of the individu- 
al's permanent home; 

(2) The location of the individu- 
al's family; 

(3) The location of personal be- 
longings, such as automobiles, fur- 
niture, clothing and jewelry owned 
by the individual and his family; 

(4) The location of social, politi- 
cal, cultural or religious organiza- 
tions in which the individual has a 
current relationship; 

(5) The location of the individu- 
al's personal bank accounts; 

(6) The type of driver's license 
held by the individual; 

(7) The country of residence des- 
ignated by the individual on forms 
and documents; 

(8) The types of official forms 
and documents filed by the individ- 
ual, such as Form 1078 (Certificate 
of Alien Claiming Residence in the 
United States) or Form W-9 (Pay- 
er's Request for Taxpayer Identifi- 
cation Number); and 

(9) The location of the jurisdic- 
tion in which the individual votes. 

For purposes of this paragraph, it is 
immaterial whether a permanent 
home is a house, an apartment, or a 
furnished room. It is also immaterial 
whether the home is owned or rented 
by the alien individual. It is material, 
however, that the dwelling be avail- 
able at all times, continuously, and 
not solely for stays of short duration. 

(e) Closer connection exception un- 
available. An alien individual who 
has personally applied, or taken 
other affirmative steps, to change his 
status to that of a permanent resident 
during the current year or has an 
application pending for adjustment 
of status during the current year will 
not be eligible for the closer connec- 
tion exception. An affirmative step to 

change status to that of a permanent 
resident includes (but is not limited 
to): 

(1) The filing of Immigration and 
Naturalization Form 1-508 (Waiver 
of Immunities) by the alien. 

(2) The filing of Immigration and 
Naturalization Form 1-485 (Applica- 
tion for Status as Permanent Resi- 
dent) by the alien, or 

(3) The filing of Department of 
State Form OF-230 (Application for 
Immigrant Visa and Alien Registra- 
tion) by the alien. 

$301. 7701(b)-3 Days excluded for 
purposes of the substantial pres- 
ence test. 

(a) In general. In computing days 
of presence in the United States for 
purposes of the substantial presence 
test, an alien is considered to be 
present if the individual is physically 
present in the United States at any 
time during the day. However the 
following days may be excluded and 
will not count as days of presence in 
the United States: 

(1) Days that an individual is 
present in the United States as an 
exempt individual, 

(2) Days that an individual is pre- 
vented from leaving the United States 
because of a medical condition that 
arose while the individual was present 
in the United States, 

(3) Days that an individual is in 
transit between two points outside 
the United States, and 

(4) Days on which a regular com- 
muter residing in Canada or Mexico 
commutes to and from employment 
in the United States. 

(b) Exempt individuals — ( I ) In 
general. An exempt individual is an 
individual who is either a- 

(i) Foreign government-related in- 
dividual, 

(ii) Teacher or trainee, 

(iii) Student, or 

(iv) Professional athlete who is 
temporarily present in the United 
States to compete in a charitable 
sports event described in section 
274(1)( I )(B). 

(2) Foreign government-related in- 
dividual — (i) In General. A foreign 
government-related individual is an 
individual or a member of the imme- 
diate family of an individual who is 
temporarily present in the United 
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States (A) as a full-time employee of 
an international organization, (B) by 
reason of diplomatic status, or (C) 
by reason of a visa that the Secretary 
of the Treasury or his delegate (after 
consultation with the Secretary of 
State when appropriate) determines 
represents full-time diplomatic or 
consular status. An individual de- 
scribed in this paragraph shall be 
considered to be temporarily present 
in the United States if such individ- 

ual is not a lawful permanent resi- 
dent as described in paragraph (b)(1) 
of CI301. 7701(b)-(1) and regardless of 
the actual amount of time that the 
individual is present in the United 
States. 

(ii) Definition of international or- 
ganization. The term "international 
organization" means any public in- 

ternational organization that has been 
designated by the President by Exec- 
utive Order as being entitled to enjoy 
the privileges, exemptions, and im- 
munities provided for in the Interna- 
tional Organizations Act (22 U. S. C. 
288). 

(iii) Full-time diplomatic or consu- 
lar status. An individual is considered 
to have full-time diplomatic or con- 
sular status if: 

(A) He has been accredited by a 
foreign government recognized de 
jure or de facto by the United States: 

(B) He intends to engage primarily 
in official activities for such foreign 
government while in the United 
States; and 

(C) He has been recognized by the 
President, or by the Secretary of 
State, or by a consular officer acting 
on behalf of the Secretary of State as 
being entitled to such status. 

(3) Teacher or Trainee. A teacher 
or trainee includes any individual 
(and such individual's immediate 
family), other than a student, who is 
admitted temporarily to the United 
States as a nonimmigrant under 
subparagraph (J) (relating to the ad- 
mission of teachers and trainees into 
the United States) of section 
101(a)(15) of the Immigration and 
Nationality Act (8 U. S. C. 
1101(a)(15)(J)) and who substantially 
complies with the requirements of 
being admitted. 

(4) Student. A student is any indi- 
vidual (and such individual's immedi- 
ate family) who is admitted tempo- 

rarily to the United States as a non- 
immigrant under subparagraph (F) 
(relating to the admission of students 
into the United States) or subpara- 
graph (J) (relating to the admission 
of teachers and trainees into the 
United States) of section 101(a)(15) 
of the Immigration and Nationality 
Act (8 U. S. C. 1101(a)(15)(F), (J)) 
who substantially complies with the 
requirements of being admitted. 

(5) Professional athlete. A profes- 
sional athlete is an individual who is 

temporarily present in the United 
States to compete in a charitable 
sports event described in section 
274(1)(1)(B). For purposes of com- 
puting the days of presence in the 
United States, only days on which 
the athlete actually competes in a 
charitable sports event described in 
section 274(1)(1)(B) shall be excluded. 
Thus, days on which the individual is 
present to practice for the event, or 
to perform promotional or other ac- 
tivities related to the event, shall not 
be excluded for purposes of the sub- 
stantial presence test. 

(6) Substantial compliance. An in- 
dividual described in paragraph (b)(3) 
or (4) of this section will be deemed 
to substantially comply with the visa 
requirements relevant to residence for 
tax purposes if the individual has not 
engaged in activities that are prohib- 
ited by the Immigration and Nation- 
ality Act and the regulations thereun- 
der and could result in the loss of F 
or J visa status. An individual will 

not be deemed to comply substan- 
tially with the visa requirements rele- 
vant to residence for tax purposes 
merely by showing that the individu- 
al's visa has not been revoked. An 
independent determination of sub- 
stantial compliance may be made by 
the Internal Revenue Service for any 
individual claiming to be an exempt 
individual under paragraph (b)(3) or 
(4) of this section. For example, if' 

any individual with an F visa (stu- 
dent visa) is found to have accepted 
unauthorized employment or to have 
maintained a course of study that is 
not considered by the Internal Reve- 
nue Service to be full time, he will 

not be considered to comply substan- 
tially with his visa requirements re- 
gardless of whether his visa has been 
revoked. 

(7) Relationship be(tveen student 
exen&pti on and teucherltrainee ex- 

emption — (i) In general. Except 
otherwise provided, an individual will 

not be able to exclude days of p«s- 
ence from the substantial presence 
test as a teacher or trainee if the 
individual has been exempt as a 
teacher, trainee, or student for any 
part of two of the six preceding 
calendar years; If all of an individu- 
al's compensation in the current year 
and for four of the six preceding 
calendar years is income described in 
section 872(b)(3), such individual will 

not be able to exclude days of pres- 
ence from the substantial presence 
test as a teacher or trainee if the 
individual has been exempt as a 
teacher, trainee, or student for any 
part of four of the six preceding 
calendar years. An individual will not 
be able to exclude days of presence 
from the substantial presence test as 
a student if the individual has been 

exempt as a teacher, trainee, or stu- 

dent for any part of more than five 
calendar years, unless it is established 
to the satisfaction of the district 
director that the individual does not 
intend to reside permanently in the 
United States and has substantially 
complied with the requirements of 
the student visa providing for the 
individual's temporary presence in 

the United States. For purposes of 
this paragraph (b)(7), the facts and 
circumstances to be considered in 
determining if an individual has dem- 
onstrated an intent to reside perma- 
nently in the United States include 
but are not limited to): 

(A) Whether the individual has 
maintained a closer connection 
with a foreign country as described 
in $301. 7701(b)-2, and 

(B) Whether the individual has 
taken affirmative steps within the 
meaning of paragraph (e) of 
It301. 7701(b)-2 to adjust the indi- 
vidual's status from nonimmigrant 
to lawful permanent resident. 

The rules in this paragraph (b)( l) 
relating to stated periods of exempt 
status apply only for those stated 
periods that occur after 1984. Thus, 
an alien who is present as a student 
during the calendar years 1982-1990 
will not be subject to the five year 
rule for students until 1990. 

(ii) Example. The following exam- 
ple illustrates the application of para 
graph (b)(7)(i) of this section. 

Ex'antpte. B is temporarily present in 

United States during the calendar year as 
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teacher, within the meaning of subparagraph 3 
section IOI(IS) of the Immigration and 

Nationality Act, B did not receive compensa- 
tion described in section 872(b)(3) in any of 
the preceding 6 years. B has been treated as an 
exempt student for the past 4 years. Although 
this is the first year that B is seeking to be 
exempt as a teacher, he will not be considered 
an exempt individual for the year because he 
has been exempt as a student for at least 2 of 
the preceding 6 years. 

(8) Immediate family. The immedi- 
ate family of an exempt individual 
includes the individual's spouse and 
unmarried children (whether by blood 
or adoption) who are under 21 years 
of age, who reside regularly in the 
household of the exempt individual, 
and who are not members of some 
other household. The immediate fam- 
ily of a foreign government-related 
individual does not include atten- 
dants, servants, and personal employ- 
ees of such individual. 

(c) Medical condition — (1) In gen- 
eral. An individual will not be con- 
sidered present on any day that the 
individual intends to leave and is 
unable to leave the United States 
because of a medical condition or 
medical problem that arose while the 
individual was present in the United 
States. A day of presence will not be 
excluded if the individual, who was 
initially prevented from leaving, is 
subsequently able to leave the United 
States and then remains in the United 
States beyond a reasonable period for 
making arrangements to leave the 
United States. A day will also not be 
excluded if the medical condition 
arose during a prior stay in the 
United States (whether or not days of 
presence during the prior stay were 
excluded) and the alien returns to the 
United States for treatment of the 
medical condition or medical problem 
that arose during the prior stay. 

(2) Preexisting medical condition. 
A medical condition or problem will 
not be considered to arise while the 
individual is present in the United 
States, if the condition or problem 
existed prior to the individual's ar- 
rival in the United States, and the 
individual was aware of the condition 
or problem, regardless of whether the 
individual required treatment for the 
condition or problem when the indi- 

vidual entered the United States. 

(d) Days in transit. An alien may 
exclude days of presence in the 
United States if he is in transit 
between two foreign points, and is 

physically present in the United 

States for fewer than 24 hours. For 
purposes of this paragraph, an indi- 
vidual will be considered to be in 

transit if he pursues activities that are 
substantially related to completing his 
travel to a foreign point of destina- 
tion. For example, an alien who 
travels between airports in the United 
States in order to change plans en 
route to his destination will be con- 
sidered to be in transit. However, if 
he attends a business meeting while 
he is present in the United States, 
whether or not such meeting is within 
the confines of the airport, he will 

not be considered to be in transit. 
For purposes of this paragraph, the 
term "foreign point" means any ar- 
eas that are not included within the 
definition of the term "United 
States'' provided in paragraph 
(c)(2)(ii) of II301. 7701(b)-1. 

(e) Regular commuters from Mex- 
ico or Canada. An alien will not be 
considered to be present in the 
United States on days that the indi- 
vidual commutes to the individual's 
residence in Mexico or Canada if the 
individual regularly commutes from 
Mexico or Canada. For purposes of 
this paragraph, the term "com- 
mutes" means to travel to employ- 
ment or self-employment and to re- 
turn to one's residence within a 
24-hour period. An alien individual 
will be considered to commute regu- 
larly if he commutes to his location 
of employment or self-employment in 
the United States from his residence 
in Mexico or Canada on more than 
80(tlo of the workdays during the 
current year. 

(f) Determination of excluded days 
applies beyond year of determination. 
If an alien individual determines that 
he is permitted to exclude a day of 
presence pursuant to paragraph (b), 
(c), (d), or (e) of this section, then 
that day shall not be taken into 
account in the current year or the 
first or second preceding year. 
II301. 7701(b)-4 Residency time peri- 

ods. 
(a) First year of residency. An 

alien who was not a United States 
resident during the preceding calen- 
dar year and who is a United States 
resident for the current year will 
begin to be a resident for tax pur- 
poses on the alien's residency starting 
date. The residency starting date for 
an alien who meets the substantial 
presence test is the first day during 

the calendar year on which the indi- 
vidual is present in the United States. 
The residency starting date for an 
alien who meets the green card test is 
the first day during the calendar year 
on which the individual is physically 
present in the United States as a 
lawful permanent resident. The resi- 
dency starting date for an alien who 
satisfies both the substantial presence 
test and the green card test will be 
the earlier of the first day the indi- 
vidual is physically present in the 
United States as a lawful permanent 
resident of the United States or the 
first day during the year that the 
individual is present for purposes of 
the substantial presence test. (See 
II301. 7701(b)-9(b)(1) for the transi- 
tional rule relating to the residency 
starting date of an alien individual 
who was a lawful permanent resident 
in 1984. ) 

(b) Last year of residency. An 
alien who is a United States resident 
during the current year but who is 
not a United States resident at any 
time during the following calendar 
year will cease to be a resident for 
tax purposes on the individual's resi- 
dency termination date. Generally, 
the residency termination date will be 
the last day of the calendar year. 
Notwithstanding the preceding sen- 
tence, the residency termination date 
for an alien who meets the substan- 
tial presence test is the last day 
during the year that the alien is 
physically present in the United 
States if the alien establishes a closer 
connection to a foreign country (as 
defined in (301. 7701(b)-2(d)) than to 
the United States for the remainder 
of the year. Similarly, the residency 
termination date for an alien who 
meets the "green card" test is the 
first day during the year that the 
alien is no longer a lawful permanent 
resident if the alien establishes a 
closer connection to a foreign coun- 
try than to the United States for the 
remainder of the year. The residency 
termination date for an alien who 
satisfies both the substantial presence 
test and the "green card" test for the 
current year, will be the latter of the 
first day the individual is no longer a 
lawful permanent resident of the 
United States or the last day the 
individul was a resident under the 
substantial presence test if the alien 
establishes a closer connection to a 
foreign country than to the United 
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States for the remainder of the year. 
(c) Rules relating to residency 

starting date and residency termina- 
tion date — (I) De minimis presence. 
An alien may be present in the 
United States for up to 10 days 
without triggering the residency start- 
ing date (for purposes of the substan- 
tial presence test) or extending the 
residency termination date (for pur- 
poses of the substantial presence test 
and the green card test) if the indi- 
vidual is able to establish a closer 
connection to a foreign country (as 
defined in (301. 7701(b)-2(d)) than to 
the United States during that period. 
Days from more than one period of 
presence may be disregarded for pur- 
poses of determining an individual's 
residency starting date or termination 
date so long as the total is not more 
than 10 days. However, an individual 
may not disregard any days that 
occur in a period of consecutive days 
of presence, if all the days that occur 
during that period cannot be ex- 
cluded. An individual must include 
days of presence for purposes of 
determining whether the individual 
meets the substantial presence test 
even though the days may be disre- 
garded for purposes of determining 
the individual's residency starting 
date or residency termination date. 

(2) Proration. If an individual's 
residency starting date does not fall 
on the first day of the tax year, or 
the individual's residency termination 
date does not fall on the last day of 
the tax year, the individual's income 
tax liability should be calculated in 
accordance with $1. 871-13 dealing 
with the taxation of individuals who 
change residence status during the 
taxable year. 

(3) Residency starting date for cer- 
tain individuals — (i) In general. If an 
alien individual (who otherwise does 
not meet the substantial presence test 
or the green card test for the current 
year) is physically present in the 
United States for at least 31 consecu- 
tive days during the current year, and 
also for a period of continuous pres- 
ence beginning with the first day of 
such thirty-one day period, the indi- 
vidual shall be considered to be a 
resident during the current year, and 
the individual's residency starting 
date shall be the first day of such 
thirty-one day period, if— 

(A) The individual was not a resi- 
dent of the United States under the 

substantial presence test or the green 
card test in the year preceding the 
current year; 

(B) The individual is a resident of 
the United States in the subsequent 
year under the substantial presence 
test (whether or not the individual is 
also a resident of the United States 
under the green card test); and 

(C) The individual elects to be 
treated as a resident during the cur- 
rent year. 

(ii) Determination of presence. Ex- 
cept as otherwise provided in para- 
graph (c)(3)(iii) of this section, an 
individual shall be treated as present 
in the United States on any day that 
he is physically present in the United 
States at any time during the day. 

(iii) Thirty-one day period and pe- 
riod of continuous presence. For pur- 
poses of this paragraph (c)(3), the 
term "thirty-one day period" means 
any period of 31 consecutive days 
during which an individual is actually 
present in the United States during 
each day of the period. The term 
"continuous presence" means a pe- 
riod of presence in the United States 
that includes 75 percent of the days 
(rounded to the nearest day) in the 
current year following (and including) 
the first day of the individual's 
thirty-one day period of presence. 
Only for purposes of the continuous 
presence requirement, an individual 
will be deemed to be present in the 
United States for up to 5 days on 
which the individual is absent from 
the United States. These days will 
not be deemed to be days of presence 
for purposes of the thirty-one day 
period of presence requirement. If an 
individual is present for more than 
one thirty-one day period of presence 
and satisfies the continuous presence 
requirement with regard to each pe- 
riod, the individual's residency start- 
ing date shall be the first day of the 
first thirty-one day period of pres- 
ence. If an individual is present for 
more than one thirty-one day period 
of presence but satisfies the continu- 
ous presence requirement only for a 
later thirty-one day period, the indi- 
vidual's residency starting date shall 
be the first day of the later thirty-one 
day period of presence. For purposes 
of this paragraph (c)(3), days of 
presence that are otherwise excluded 
under section 7701(b)(3)(D)(i) and 
(301. 7701(b)-3(a)(1), (3), and (4) 
shall not be counted as days of 

presence for purposes of either the 
thirty-one day period or continuous 
presence requirement. 

(iv) Election procedure — (A) 
ing requirements. An alien individual 
shall make an election to be treated 
as a resident under paragraph (c)(3) 
of this section by attaching a state- 
ment (described in paragraph 
(c)(3)(iv)(B)) to the individual's in- 

come tax return (Form 1040) for the 
taxable year for which the election is 

to be in effect (the election year). 
The alien individual may not make 
this election until such time as he has 
satisfied the substantial presence test 

of section 7701(b)(1)(A)(ii) for the 

year following the election year. If 
an alien individual has not satisfied 
the substantial presence test for the 

year following the election year as of 
the due date (not including exten- 

sions) of the tax return for the 
election year, the alien individual 

may request an extension of time for 
filing the return until after he has 
satisfied such test, provided that he 

pays with his extension application 
the amount of tax he expects to owe 
for the election year computed as if 
he were a nonresident alien through- 
out the election year. If the alien 
individual has not satisfied the sub- 
stantial presence test of section 
7701(b)(1)(A)(ii) as of the due date 
and has not requested an extension 
of time until he has satisfied that 
test, then the alien individual must 
file as a nonresident alien for the 
current year. The alien individual 

may subsequently elect to be treated 
as a resident by filing an amended 
return (on Form 1040) for the elec- 
tion year. An election made under 

paragraph (c)(3) of this section may 
not be revoked without approval of 
the Commissioner or his delegate. 

(B) Statement. The statement re- 

quired by paragraph (c)(3)(iv)(A) of 
this section shall include the name 
and address of the alien individual 
and contain a signed declaration that 
the election is being made. It must 

specify— 
(I) That the alien individual was 

not a resident in the year immedi- 
ately preceding the election year; 

(2) That the alien individual is a 
resident under the substantial pres- 
ence test in the year following the 
election year and the individual's 
number of days of presence in the 
United States during such year; 
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(3) The date or dates of the alien 
individual's thirty-one day period of 
presence and continuous presence in 
the United States during the election 
year; and 

(4) The date or dates of absence 
from the United States during the 
election year that are deemed to be 
days of presence. 

(d) Examples. The following exam- 
ples illustrate the operation of this 
section. 

Example (l). B, a citizen of foreign country 
X, is an alien who has never before been a 
United States resident for tax purposes. B 
comes to the United States on January 6, 
1985, t«attend a business meeting and returns 
to country X on January 10, 1985. B is able to 
establish a closer connection to coumry X for 
the period January 6-10. On March I, 1985, B 
moves to the United States and resides here 
until August 20, 1985, when he returns to 
country X. On December 12, 1985, B comes to 
the United States for pleasure and stays here 
until December 16, 1985 when he returns to 
country X. B is able to establish a closer 
connection to country X for the period De- 
cember 12-16. B is not a United States resident 
for tax purposes during the following year and 
can establish a closer connection to country X 
for the remainder of calendar year 1985. B is a 
resident of the United States under the sub- 
stantial presence test because B is present in 
the United States for 183 days (5 days in 
January plus 173 days for the period March 
I-August 20 plus 5 days in December). B's 
residency starting date is March I, 1985, and 
his residency termination date is August 20, 
1985. 

Example (2). The facts are the same as in 
example (I) except that B does not come to 
the United States in December, 1985. B comes 
to the United States to attend a business 
meeting on August 21, 1985 and leaves the 
United States on August 25. B's residency 
termination date will be August 25, 1985. 

Example (3). C, a citizen of foreign country 
Y, is an alien who has never before been a 
United States resident for tax purposes. C 
comes to the United States for the first time 
on February 10, 1985, and attends a business 
conference until February 24, 1985, when he 
returns to country Y. On April 20, 1985, C 
enters the United States as a lawful permanent 
resident. On November 10, 1985, C surrenders 
his green card but stays on in the United 
States until November 20, 1985 when he 
returns to country Y. On December 8, 1985, C 
comes to the United States and stays here until 
December 17, 1985 when he returns to country 
Y. He can establish a closer connection to 
countrv Y for that period. C is not a resident 
of the United States during the following 
calendar year and can establish a closer con- 
nection to country Y for the remainder of 
calendar year 1985. C qualifies as a United 
States resident under both the green card test 
and the substantial presence test. C's residency 
starting date under the green card test is April 
20, 1985. Under the substantial presence test, 
C's residency starting date is February IO, 

1985, because he is present for more than 10 
days in February and cannot take advantage 
of the de minimis presence rule. Therefore, 

C's residency starting date is February 10, 
1985. C's residency termination date under the 
green card test is November IO, 1985. His 
residency termination date under the substan- 
tial presence test is November 20, because B 
can disregard 10 days of presence in Decem- 
ber. Thus, his residency termination date is 
November 20, 1985, the later of his residency 
termination date under the substantial presence 
test or the green card test. 

Example (4). The facts are the same as in 
example (3) except that C is initially present in 
the United States on business from February 5 
to February 9, 1985. C is able to establish a 
closer connection to country Y for that period. 
C may take advantage of only 10 days of de 
minimis presence and may exclude days from a 
continuous period of presence only if he can 
exclude all the days that occur during that 
period. Thus, C may choose either of the 
following periods of residency: residency start- 
ing date February 5, 1985, and residency 
termination date November 20, 1985, or resi- 
dency starting date April 20, 1985, and resi- 
dency termination date December 17, 1985. 

Example (5). D, a citizen of foreign country 
Z, is an alien who has never before been a 
United States resident for tax purposes. D 
comes to the United States on November I, 
1985 and is present in the United States for 31 
consecutive days (from November I to Decem- 
ber I, 1985). D returns to country Z on 
December I and does not come back to the 
United States until December 17, 1985. He 
remains in the United States for the rest of the 
year. During 1986, D is a resident of the 
United States under the substantial presence 
test. D may elect to be treated as a resident of 
the United States for 1985 because he was 
present in the United States in 1985 for a 31 
consecutive day period of presence (November 
I-December I, 1985) and for 75 percent of the 
days following (and including) the first day of 
D's 31 consecutive day period of presence. If 
D makes the election to be treated as a 
resident, his residency starting date will be 
November I, 1985. 

Example (6). The facts are the same as in 
example (5) except that D is absent from the 
United States on December 24, 25, 29, 30 and 
31. D may make the election to be treated as a 
resident for 1985 because up to 5 days of 
absence v, ill be deemed to be days of presence 
for purposes of the continuous presence re- 
quirement. 

Exrnnple (7). I-', a citizen of foreign country 
M, is an alien individual who has never before 
been a United States resident for tax purposes. 
F comes to the United States on January I, 
1985 and remains in the United States unti( 
January 31, 1985, when he returns to country 
M. F comes back to the United States on 
October I, 1985 and is present in the United 
States until November I, 1985. From Novem- 
ber I, 1985 until December 31, 1985, I= is 
present in the United States for 38 days 
Although I= satisfies two 31 consecutive day, 
periods of presence, (January I-January 31 
and October I-November I), he satisfies the 
continuous presence requirement only with 
regard to the later period of presence. Thus, if 
F makes the election to be treated as a 
resident, his residency starting date is October 
I, 1985. 

(e) )Vo lapse — (1) Residency in 
prior year. An alien who was a 

United States resident during the pre- 
ceding calendar year and who is a 
United States resident for the current 
year will continue to be taxable as a 
resident at the beginning of the cur- 
rent year. For purposes of this para- 
graph (e)(1), it is immaterial whether 
an individual is considered to be a 
resident under the substantial pres- 
ence test or the green card test. 

(2) Residency in following year. 
An alien who is a United States 
resident for any part of the current 
year and who is also a United States 
resident for any part of the following 
year (regardless of whether the indi- 
vidual has a closer connection to a 
foreign country than the United 
States during the current year) will be 
taxable as a resident through the end 
of the current year. For purposes of 
this paragraph (e)(2), it is immaterial 
whether an individual is considered 
to be a resident under the substantial 
presence test or the green card test. 

(3) Example. The following exam- 
ple illustrates the application of this 
paragraph (e). 

Example. B, an alien individual who is a 
citizen of foreign country M, comes to the 
United States for the first time on May I, 
1985, and remains in the United States until 
November 5, 1985, when he returns to country 
M. B comes back to the United States on 
March 5, 1986 as a lawful permanent resident 
and remains in the United States until Septem- 
ber 10, 1986, when he surrenders his green 
card and returns to country M. B does not 
qualify as a resident in calendar year 1987. B's 
United States residency in calendar year 1985 
continues through December 31, 1985, because 
he is a United States resident in the following 
calendar year. In calendar year 1986, B's 
United States residency is deemed to begin on 
January I, 1986 because B qualified as a 
resident in the preceding calendar year. Thus, 
B's residency period in the United States 
begins on May I, 1985, and ends on Septem- 
ber 10, 1986. 
(3301. 7701(b)-5 Coordination with 

section 877. 

(a) General rule. An alien individ- 
ual will be subject to United States 
income tax in the manner provided 
by section 877, regardless of whether 
the individual has a ta» avoidance 
motive, if the alien: 

(1) ls a resident alien of the 
United States pursuant to para- 
graph (b) or paragraph (c) of 
I)301. 7701(b)-1 (or by virtue of an 
election to be treated as a resident 
pursuant to (301. 7701(b)-4(c)(3)) 
for at least three consecutive calen- 
dar years (the initial residency pe- 
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riod) beginning after December 31, 
1984; 

(2) Is once again a nonresident; 
and 

(3) Is a resident of the United 
States before the close of the third 
calendar year beginning after the 
individual's residency termination 
date in the initial residency period. 

For purposes of paragraph (a)(1) of 
this section, the term "consecutive 
years" means a consecutive year or 
any part of a consecutive year. 

(b) Tax imposed. The tax provided 
for under paragraph (a) of this sec- 
tion will be imposed only if the 
amount of tax would exceed the 
amount of tax that would be im- 

posed under section 871, relating to 
the taxation of nonresident aliens. 

(c) Example. The following exam- 
ple illustrates the application of this 
section. 

Example. B, a citizen of foreign country F, 
enters the United States on December 10, 
1985, as a lawful permanent resident. On 
February 5, 1987, B surrenders his green card 
and returns to country F. B meets the initial 
residency period requirement because he is a 
resident of the United States for part of 3 

consecutive years (1985, 1986 and 1987). B 
returns to the United States on October 5, 
1990, as a lawful permanent resident. Because 
B became a resident of the United States 
before the close of the third calendar year 
(1990) beginning after the close of the initial 
residency period (February 5, 1987), he is 

subject to tax under section 877(b) for the 
intervening period of nonresidency, February 
6, 1987 through October 4, 1990, if the 
amount of the tax imposed under section 877 
is more than the tax imposed under section 
871. 
I)301. 7701(b)-6 Taxable year. 

(a) In general. An alien who has 
not established the fiscal year as his 
taxable year prior to the period that 
the individual is subject to United 
States income tax as a resident or a 
nonresident shall adopt the calendar 
year as his taxable year. An individ- 
ual will be considered to have estab- 
lished a fiscal year (whether in the 
United States or a foreign country) if 
the annual period on which the indi- 
vidual computes his income is a fiscal 
year, the individual keeps his books 
in accordance with such fiscal year, 
and the requirements of section 441 
and $1. 441-1(e) are otherwise satis- 
fied. An alien who has established a 
fiscal year and is a resident alien 
during the calendar year will be 
treated as a resident alien with re- 
spect to any portion of his taxable 
year (beginning with the individual's 
residency starting date and ending 

with the individual's residency termi- 
nation date) that falls within such 
calendar year. 

(b) Example. The following exam- 
ple illustrates the operation of this 
section. 

Example. B, a citizen and resident of for- 
eign country F, was engaged in a United States 
business during 1982 and filed a return on a 
fiscal year basis. B's fiscal year runs from 
October 1 to September 30. B comes to the 
United States on March 8, 1985 and remains 
in the United States until October 10, 1985, 
when he returns to country F. B, who is not a 
United States resident at any time in 1986, is a 
United States resident for the period that 
begins on March 8, 1985, and ends on October 
10, 1985. For his fiscal year that ends on 
September 30, 1985, B will be taxed as a 
United States resident for the period that 
begins on March 8, 1985 and ends on Septem- 
ber 30, 1985. For his fiscal year that ends on 
September 30, 1986, B will be taxed as a 
United States resident for the period that 
begins on October 1, 1985 and ends on 
October 10, 1985. 
(301. 7701(b)-7 Coordination with in- 

come tax treaties. 

(a) Consistency requirement. If an 
alien individual is considered to be a 
resident of the United States pursu- 
ant to section 7701(b) and the regula- 
tions thereunder and is also consid- 
ered to be a resident of a country 
with which the United States has an 
income tax convention pursuant to 
the convention, then the rules on 
residency provided in such conven- 
tion shall apply for purposes of de- 
termining the individual's residence 
for treaty purposes. If the alien indi- 
vidual determines that he is a resi- 
dent of the foreign country for treaty 
purposes, and the alien individual 
claims a treaty benefit (as a nonresi- 
dent of the United States) so as to 
reduce his United States income tax 
liability with respect to any item of 
income covered by an applicable tax 
convention during a taxable year, 
such individual shall be treated as a 
nonresident alien of the United States 
for purposing of computing such 
individual's United States income tax 
liability under the provisions of the 
Internal Revenue Code and the regu- 
lations thereunder with respect to 
that taxable year. The application of 
this section shall be limited to an 
alien individual who is considered to 
be a resident of a treaty country 
pursuant to a provision of a treaty 
that provides for resolution of con- 
flicting claims of residence by the 
United States and its treaty partner. 
Such an individual shall be treated as 
a United States resident for all pur- 

poses of the Internal Revenue Code 
other than the computation of such 
individual's United States income tax 
liability. 

(b) Filing requirements. An alien 
individual described in paragraph (a) 
of this section shall make a return on 
Form 1040 on or before the date 
prescribed by law (including exten- 
sions) for making an income tax 
return as a resident. Such individual 

shall prepare such return and com- 
pute his tax liability as a resident 
alien, without regard to any treaty 
benefit to which he may be entitled. 
If the individual has any item of 
income for the taxable year covered 

by a treaty with respect to which the 
individual is claiming a treaty benefit 
to reduce his United States income 
tax liability, he shall attach Form 
1040NR to his return. Such individ- 

ual shall complete Form 1040NR and 
compute his tax liability as a nonresi- 
dent alien. He shall indicate on Form 
1040NR (or on a statement attached 
thereto) any item of income for 
which he is claiming a treaty benefit. 
The full return, consisting of Form 
1040 and Form 1040NR (with any 
attached statements), shall be filed 
with the Internal Revenue Service 
Center with which Form 1040 of 
such individual is required to be 
filed. 

(c) Examples. The following exam- 
ples illustrate the application of this 
section. 

Example (lj. B, an alien individual, is a 
resident of foreign country X, under X's 
internal law. Country X is a party to an 

income tax convention with the United States. 
B is also a resident of the United States under 
United States law. B is considered to be a 
resident of country X under the articles of the 
convention. The convention does not specifi- 
cally deal with characterization of foreign 
corporations as controlled foreign corporations 
or the taxability of United States shareholders 
on inclusions of subpart F income, but it 

provides, in an "Other income" article similar 

to Article 21 of the 1982 draft of the United 
States Model Income Tax Convention (U. S. 
Model), that items of income of a resident of 
country X that are not specifically dealt with 

in the articles of the convention shall be 
taxable only in country X. B owns 80trto of the 

one class of stock of foreign corporation R. 
The remaining 20&o is owned by C, a United 
States citizen who is unrelated to B. ln 1985, 
corporation R's only income is interest that is 

foreign personal holding company income un- 

der ssn954-2. Because the United States-X 
income tas convention does not deal with 

characterization of foreign corporations as 
controlled foreign corporations, United States 
internal income tax law applies. There('ore, 

and C are United States shareholders within 
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the meaning of $). 95) — l(g), corporation R is a 
controlled foreign corporation v'ithin the 
meaning of (1 I 957-], and corporation R's 
income is included in C's income as subpart F 
income under ss1. 951-1 B mav avoid current 
taxation on his share of the subpart F inclu- 
sion by filing as a nonresident ((. e. , by 
following the procedure in ()301. 7701(b)-7(b)). 
If B files as a nonresident, then his share of 
the subpart F income will not be subject to tax 
in the United States because the "Other In- 
come" article of the convention reserves to the 
state of residence the exclusive right to tax 
income other than those items specifically 
covered in the convention. 

Example (2l. The facts are the same as 
example (I) except that B also earns United 
States source dividend income. The United 
States-X income tax convention provides that 
the rate of United States tax on United States 
source dividends paid to residents of country 
X shall not exceed 15 percent of the gross 
amount of the dividends. B's United States tax 
liability with respect to the dividends would be 
smaller if he were treated as a resident alien, 
subject to tax on a net basis (i. e. , after the 
allowance of deductions) than if he were 
treated as a nonresident alien. If, however, B 
chooses to file as a nonresident in order to 
claim treaty benefits with respect to his share 
of R's subpart F income, his overall United 
States tax liability, including the portion attrib- 
utable to the dividends, must be determined as 
if he were a nonresident alien. 

Example (3j. C, a married alien individual 
with three children, is a resident of foreign 
country Y, under Y's internal law. Country Y 
is a party to an income tax convention with 
the United States. C is also a resident of the 
United States under United States law. C is 
considered to be a resident of country Y under 
the articles of residency of the convention. The 
convention specifically covers, among other 
items of income, personal services income, 
dividends and interest. C is sent by his country 
Y employer to work in the United States from 
January I, 1985 until December 31, 1985. 
During 1985, C also earns United States source 
dividends and interest and incurs mortgage 
interest expenses on his personal residence. 
The United States-Y treaty provides that remu- 
neration for personal services performed in the 
United States by a country Y resident is 

exempt from United States tax if, among other 
things, the individual performing such services 
is present in the United States for a period 
that is not in excess of 183 days. The treaty 
provides that the rate of United States tax on 
United States source dividends paid to resi- 
dents of Y shall not exceed 15 percent of the 
gross amount of the dividends and it exempts 
residents of Y from United States tax on 
United States source interest. In filing his 1985 
tax return, C may choose to file either as a 
resident alien v, ithout claiming any treaty 
benefits or as a nonresident alien if he desires 
to claim any treaty benefit. C files as a 
nonresident (i. e. , by following the procedure 
described in rJ301. 7701(b)-7(b)). Because C 
does not satisfy the requirements of the United 
States-Y treaty with regard to exempting per- 
sonal services income from United States tax, 
C will be taxed on his personal services income 
at graduated rates under section I of the Code 
pursuant to section 871(b) of the Code. Hc 
will not be entitled to deduct his mortgage 
interest expenses or to claim more than one 

personal exemption because he is taxed as a 
nonresident alien under the Code by virtue to 
his decision to claim treaty benefits, and 
section 873 of the Code denies nonresidents 
the deduction for personal residence mortgage 
interest expense and generally limits them to 
only one personal exemption. C will be subject 
to a tax of 15 percent of the gross amount of 
his dividend income under section 871(a) of 
the Code as modified by the treaty, and he 
will be exempt from tax on his interest 
income. C is not entitled (o file a joint return 
with his spouse even if she is a resident alien 
under the Code for 1985. 

Exanrpie (4J. The facts are the same as in 
example (3) except that C does not choose to 
claim treaty benefits with respect to any items 
of income covered by the treaty (i. e. , he files 
as a resident). Therefore, he is taxed as a 
resident under the Code and pays tax at 
graduated rates on his personal services in- 

come, dividends, and interest. In addition, he 
is entitled to deduct his mortgage interest 
expenses and to take personal exemptions for 
his spouse and three children. C will be 
entitled to file a joint return with his spouse if 
she is a resident alien for 1985 or, if she is a 
nonresident alien, C and his spouse may elect 
to file a joint return pursuant to section 6013. 
$301. 7701(b)-8 Procedural rules. 

(a) 8'ho must file — (I) Closer con- 
nection exception. An alien individual 
who otherwise meets the substantial 
presence test must file a statement to 
explain the basis of the individual's 
claim that he is able to satisfy the 
closer connection exception described 
in (3301. 7701(b)-2. 

(2) Exempt individuals and individ- 
uals with a medical condition. An 
alien individual must file a statement 
to explain the basis of the individu- 
al's claim that he is able to exclude 
days of presence in the United States 
because the individual- 

(i) Is an exempt individual as de- 
scribed in II301. 7701(b)-3(b)(3) 
(teacher/trainee), II301. 7701(b)-3(b)(4) 
(student), or $301. 7701(b)-3(b)(5) 
(professional athlete), or 

(ii) Has a medical condition or 
problem as described in 
I)301. 7701(b)-3(c). 

(3) De minimis presence and resi- 
dency starting and termination dates. 
A statement must be filed by an 
individual who is seeking to estab- 
lish— 

(i) That a period of de minimis 
presence of ten or fewer days should 
be disregarded for purposes of the 
individual's residency starting or ter- 
mination date, or 

(ii) A residency termination date. 
(b) Contents of statement — (1) 

Closer connection exception. The 
statement filed by an individual de- 
scribed in paragraph (a)(1) of this 

section shall be dated, signed by the 
individual claiming the exception, 
and verified by a declaration that the 
statement is made under penalties of 
perjury. The statement shall contain 
the following information: 

(i) The individual's name, address, 
United States taxpayer identification 
number, if any, and United States 
visa number, if any; 

(ii) The country that issued the 
individual's passport and number of 
such passport; 

(iii) The taxable year for which the 
statement is to apply; 

(iv) The total number of days of 
presence in the United States during 
the current year, during the first 
preceding calendar year, and during 
the second preceding calendar year; 

(v) Whether the individual has ap- 
plied for, or has taken other affirma- 
tive steps to apply for, permanent 
resident status during the current 
year or whether the individual has an 
application pending for adjustment 
of status to that of a permanent 
resident during the current year; and 

(vi) Sufficient facts to determine 
whether the individual has main- 
tained a closer connection to a for- 
eign country and a tax home in such 
foreign country for the entire current 
year as described in II301. 7701(b)-2. 

(2) Exempt individuals and individ- 
uals with a medical condition. The 
statement filed by an individual de- 
scribed in paragraph (a)(2) of this 
section shall be dated, signed by the 
individual who is claiming that days 
of presence in the United States 
should be excluded from the compu- 
tation required by the substantial 
presence test, and verified by a decla- 
ration that the statement is made 
under the penalty of perjury. The 
statement shall contain items (i) 
through (iv) described in paragraph 
(b)(1) of this section and the follow- 
ing information (as applicable): 

(i) A brief description of the medi- 
cal condition or problem that pre- 
vented the individual from leaving 
the United States; 

(ii) A written statement from the 
individual's physician or other medi- 
cal official (including the name, ad- 
dress, and telephone number of the 
physician or other medical official) 
verifying that the individual was un- 
able to leave the United States be- 
cause of the medical condition or 
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problem described in paragraph 
(b)(2)(i) of this section and that 
there was no indication that the 
individual's condition or problem 
was preexisting as defined in 
11301. 7701(b)-3(c)(2); 

(iii) The name, address, and tele- 
phone number of the academic insti- 
tution attended by an F or J visa 
holder during the current year; 

(iv) The name, address, and tele- 
phone number of the director of the 
academic or other specialized pro- 
gram that a J visa holder has partici- 
pated in during the current year; 

(v) The type of visa held by a J or 
F visa holder during the six preceding 
calendar years. 

(vi) The charitable sports event or 
events in which the individual com- 
petes during the calendar year and 
the dates of competition; 

(vii) The section 501(c)(3) organi- 
zation or organizations benefitted by 
the sports event; and 

(viii) Sufficient facts to verify that 
all of the net proceeds of the charita- 
ble sports event are contributed to 
the organization or organizations de- 
scribed in paragraph (b)(2)(vii) of this 
section. 

(e) De minimis presence and resi- 
dency starting and termination dates. 
The statement filed by an individual 
described in paragraph (a)(3) of this 
section shall be dated, signed by the 
individual seeking to exclude de 
minimis presence for purposes of the 
individual's residency starting or ter- 
mination date or to establish a resi- 
dency termination date, and verified 
by a declaration that the statement is 
made under the penalty of perjury. 
The statement shall contain the infor- 
mation described in items (i), (ii) and 
(iii) described in paragraph (b)(1) of 
this section and the following infor- 
mation (as applicable): 

(i) The first day that the individual 
was present in the United States 
during the current year; 

(ii) The last day that the individual 
was present in the United States 
during the current year; 

(iii) Dates of de minimis presence 
that the individual is seeking to ex- 
clude from his residency starting to 
termination dates; 

(iv) Sufficient facts to establish 
that the individual has maintained a 
closer connection to a foreign coun- 
try during a period of de minimis 

presence 
(v) Sufficient facts to establish that 

an individual has maintained a closer 
connection to a foreign country fol- 
lowing the individual's last day of 
presence in the United States during 
the current year or following the 
abandonment or rescission of an in- 
dividual's green card during the cur- 
rent year; 

(vi) Date that the individual's sta- 
tus as a lawful permanent resident 
was abandoned or rescinded; and 

(vii) Sufficient facts (including 
copies of relevant documents) to es- 
tablish that the individual's status as 
lawful permanent resident has been 
abandoned or rescinded. 

(c) Ho w to file. Individuals de- 
scribed in paragraph (a) of this sec- 
tion who are required to make a 
return on Form 1040 or 1040NR 
pursuant to $1. 6012-1(b) must attach 
the statement described in paragraph 
(b) of this section to the return. An 
individual who is not required to file 
either Form 1040 or 1040NR must 
file the statement with the Internal 
Revenue Service Center, Philadel- 
phia, PA 19255 on or before the date 
prescribed by law (including exten- 
sions) for making an income tax 
return for the calendar year for 
which the statement applies. 

(d) Penalty for failure to file state- 
ment. If an individual is required to 
file a statement pursuant to para- 
graph (a)(1), (a)(2)(ii), or (a)(3) of 
this section and fails to file such 
statement on or before the date 
prescribed by law (including exten- 
sions) for making an income tax 
return, the individual will not be 
eligible for the closer connection ex- 
ception described in $301. 7701(b)-2 
and will be required to include 
all days of presence in the United 
States (calculated without the bene- 
fit of tj301. 7701(b)-3(b)(3), (4), or 
(5), $301. 7701(b) — 3(c), and 
$301. 7701(b)-4(c)(1)) for purposes of 
the substantial presence test and for 
determining the individual's residency 
starting and termination dates. If an 
individual is considered to be a resi- 
dent because of this paragraph and 
the individual is also a resident of a 
country with which the United States 
has an income tax convention pursu- 
ant to that convention, the individual 
shall be treated in the manner pro- 
vided in of )301. 7701(b)-7(a) (relat- 
ing to the treatment of individuals 

who are dual residents). 
1'1301. 7701(b)-9 Effective dates 

$301. 7701(b)-1 through 
301. 7701(b) — 9. 
(a) In general. Except as indicated 

in paragraph (b) of this section, 
($301. 7701(b) — 1 through 
301. 7701(b)-9 apply to taxable years 
beginning after December 31, 1984. 
For the rules applicable to earlier 
taxable years, see $51. 871-2 through 
1. 871-5. 

(b) Speci al rules — (1) Green card 
test-residency starting date. I f an 
alien was a lawful permanent resident 
throughout 1984 (regardless of 
whether he was physically present in 
the United States), or was physically 
present in the United States at any 
time during 1984 while a lawful 
permanent resident, the individual 
will be considered to have been a 
resident of the United States during 
1984 for purposes of applying the 
provisions of section 7701(b)(s)(A) 
and $301. 7701(b)-4 such that the 
individual will, if he meets the sub- 
stantial presence or green card test in 

1985, be considered a resident of the 
United States as of January 1, 1985, 
regardless of when the individual is 
first present in the United States in 
1985. 

(2) Substantial presence test-years 
included. For purposes of applying 
the substantial presence test for cal- 
endar years 1985 and 1986, days of 
presence in 1984 will only be counted 
for aliens who had been residents 
under prior law (($1. 871-2 through 
1. 871-5) at the end of calendar year 
1984. Days of presence in 1983 will 

only be counted for aliens who had 
been residents under prior law at the 
end of both calendar year 1983 and 
1984. 

(3) Professional athletes. For pur- 
poses of applying the substantial 
presence test, only days of pres- 
ence in the United States after Octo- 
ber 22, 1986, shall be excluded for 
individuals described in 
$301. 7701(b)-3(b)(1)(iv) (professional 
athletes). 

Lawrence B. Gibbs, 
Commissioner of 

Internal Revenue. 

(Fiied by the Office of the Federal Register on 
September 9, 1987, 8:45 a. m. , and published 
in the issue of the Federal Register for 
September 10, 1987, 52 F. R. 34230) 
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Notice of Proposed Rulemaking 

Foreign Base Company Oil Related 
Income 

INTL-57-86 

AGENCY: Internal Revenue Service 
Treasury. 

ACTION: Notice of proposed rule- 
making. 

SUMMARY: This document contains 
proposed regulations relating to cur- 
rent taxation of foreign base com- 
pany oil related income. Changes to 
the applicable tax law were made by 
the Tax Equity and Fiscal Responsi- 
bility Act of 1982 (TEFRA) and by 
the Tax Reform Act of 1984. These 
regulations would provide guidance 
needed to comply with these changes 
and would affect controlled foreign 
corporations with foreign oil related 
income and their U. S. shareholders. 

DATES: The amendments are pro- 
posed to be effective for taxable 
years of foreign corporations begin- 
ning after December 31, 1982, and to 
taxable years of United States share- 
holders in which, or with which, 
those taxable years of foreign corpo- 
rations end. Written comments and 
requests for a public hearing must be 
delivered or mailed by October 26, 
1987. 

ADDRESS: Send comments and re- 

quest for a public hearing to: Com- 
missioner of Internal Revenue, At- 
tention: CC:LR: T [INTL-57-86], 
Washington, DC 20224. 

SUPPLEMENTARY 
INFORMATION: 

BACKGROUND 

This document contains proposed 
amendments to the Income Tax Reg- 
ulations (26 CFR Part I) under sec- 
tions 952, 954, and 964 of the Inter- 
nal Revenue Code of 1954. These 
amendments are proposed to con- 
form the regulations to section 212 
of the Tax Equity and Fiscal Respon- 
sibility Act of 1982 (TEFRA) (96 
Stat. 451) [1982-2 C. B. 462, 485] and 
to section 712(f) of the Tax Reform 
Act of 1984 (98 Stat. 494) [1984-3 
C. B. (Vol. I) I, 455]. 

DISCUSSION 

Under present law, foreign corpo- 
rations are taxed by the United States 

only on income effectively connected 
with the conduct of a trade or busi- 
ness in the United States and on 
certain other income derived from 
sources within the United States. As 
a result, the United States does not 
impose a tax on the foreign source 
income of a foreign corporation not 
effectively connected with the con- 
duct of a trade or business in the 
United States, even though the cor- 
poration may be owned or controlled 
by a U. S. corporation or by individu- 
als who are U. S. citizens or residents. 
These shareholders are subject to 
U. S. income tax on dividends when 
received from the foreign corpora- 
tion. 

Present law, however, provides un- 
der the subpart F provisions of the 
Code (sections 951 through 964) that 
subpart F income, which includes 
foreign base company income, of 
controlled foreign corporations is 
currently taxed to certain U. S. share- 
holders, whether or not it is currently 
distributed in the form of a dividend. 

Section 212 of TEFRA added for- 
eign base company oil related income 
as an additional item to the category 
of foreign base company income (un- 
der the subpart F provisions). See 
section 954(a)(5) and (g)(1). Foreign 
base company oil related income is 

defined, with certain exceptions, as 
foreign oil related income (FORI) as 
defined in section 907(c)(2) and (3) of 
the Code. Initially, as enacted by 
TEFRA, foreign base company oil 
related income included only FOR I 
as defined in section 907(c)(2). The 
definition of foreign base company 
oil related income was expanded, 
however, by the Tax Reform Act of 
1984 to include also FORI as defined 
in section 907(c)(3). This change was 
made retroactive to the effective date 
of TEFRA, January I, 1983. Section 
907(c)(2), as amended by TEFRA, 
states that FORI means the taxable 
income from foreign oil related activ- 
ities of processing, transportation, 
distribution or sales, dispositions of 
related assets and related services. 
Section 907(c)(3) states that FOR I 
also includes other income, such as 
certain dividend and interest income. 

A common characteristic of the 
various items of f'oreign base com- 
pany income is that they include 
income which, generally either be- 
cause of its passive nature or because 
it is derived from providing services 

or selling products outside the coun- 
try in which the foreign corporation 
is organized or maintains its head 
office, is not likely to be taxed either 
in the country in which the transac- 
tion occurs or in the country in 

which the corporation is organized or 
maintains its head office. Income 
earned by a corporation in the coun- 
try where it is organized or maintains 
its head office generally is not classi- 
fied as foreign base company income. 
In keeping with the general foreign 
base company concepts, FORI is not 
classified as foreign base company oil 
related income by section 954(g)(1) if 
it is derived from sources within a 
foreign country in connection with 

(I) oil or gas that was extracted from 
a well located in that foreign coun- 
try, or (2) oil or gas, or a primary 
product of oil or gas (collectively 
sometimes referred to as "fuel" ), 
that is sold by the foreign corpora- 
tion or a related party for use or 
consumption within that foreign 
country. In each of these cases, since 
the foreign oil related income is 
derived within the country in which 
the oil or gas is extracted or sold, it 

is probable that the source country 
exercises taxing jurisdiction over the 
income derived. Income derived from 
sources within a foreign country in 
connection with fuel transferred into 
the fuel tank of a vessel or an 
aircraft (e. g. , a bunker with respect 
to a vessel) for consumption by the 
vessel or aircraft is also excepted 
from foreign base company oil re- 
lated income. Unless the foreign cor- 
poration can show that the fuel that 
is sold for use or consumption within 
the foreign country is fuel which was 
not in fact extracted from a well 

located in that country, it will be 
presumed that any oil or gas ex- 
tracted within that country was the 
fuel sold for use or consumption 
within that country. In applying the 
country of extraction and country of 
consumption exceptions the emphasis 
is generally on the source of income 
and not the place where the con- 
trolled I oreign corporation is incor- 
porated. The source of FORI is de- 
termined generally under the rules of 
sections 861 to 865. 

An item of income «hich otherwise 
would be classified as foreign base 
company oil related income «ill, nev- 
ertheless, not be so classified unless it 
is income of a corporation «hich is a 
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large oil producer for the taxable 
year. A corporation is considered a 
large oil producer if, for its current 
or immediately preceding taxable 
year, the average daily production of 
foreign crude oil and natural gas of 
the related group which includes the 
corporation equals or exceeds 1, 000 
barrels. Average daily production is 
computed under rules similar to those 
rules set forth in section 613A except 
that only oil and gas produced from 
wells outside the U. S. are considered. 

An item of foreign base company 
oil related income which may also be 
another type of foreign base com- 
pany income, generally is considered, 
under section 954(b)(8), to be only 
foreign base company oil related in- 

come. Therefore, if an item of in- 

come qualifies both as foreign base 
company oil related income and as 
another type of foreign base com- 

pany income such as, for example, 
foreign base company services in- 

come, the income will be classified as 
foreign base company oil related in- 

come. An item of income which 
qualifies both as foreign base com- 
pany oil related income and foreign 
base company shipping income is 

treated, however, as foreign base 
company shipping income. 

The exception from subpart F of 
the Code for certain income subject 
to high foreign taxes does not, under 
section 954(b)(4), apply to foreign 
base company oil related income. 
Therefore, items of income which 
otherwise would not be classified as 
foreign base company income by rea- 
son of this exception will nonetheless 
be classified as foreign base company 
income (and subpart F income) if the 
items are within the definition of 
foreign base company oil related in- 

come. 

COMMENTS AND 
REQUESTS FOR A 
PUBLIC HEARING 

Before adopting as final regula- 
tions these proposed regulations, con- 
sideration will be given to any writ- 
ten comments that are submitted 
(preferably eight copies) to the Com- 
missioner of Internal Revenue. In 
addition, these proposed regulations 
will not be adopted as final regula- 
tions before the close of the com- 
ment period of any proposed regula- 
tions defining FORI under section 
907(c)(2) and (3) for post- TEFRA 

years. Such regulations defining 
FORI have not as yet been proposed. 
All comments will be available for 
public inspection and copying. A 
public hearing will be held upon 
written request to the Commissioner 
by any person who has submitted 
written comments. If a public hearing 
is held, notice of the time and place 
will be published in the Federal Reg- 
ister. 

EXECUTIVE ORDER 12291 
AND REGULATORY 
FLEXIBILITY ACT 

Although this document is a notice 
of proposed rulemaking which solicits 
public comment, the Internal Reve- 
nue Service has concluded that the 
proposed regulations are interpreta- 
tive and that the notice and public 
comment procedural requirements of 
5 U. S. C. 553 do not apply. Accord- 
ingly, these proposed regulations do 
not constitute regulations subject to 
the Regulatory Flexibility Act (5 
U. S. C. chapter 6). The Commissioner 
of Internal Revenue has determined 
that this proposed rule is not a major 
legislative regulation subject to Exec- 
utive Order 12291. Accordingly, a 
Regulatory Impact Analysis is not 
required. 

Proposed amendments to the 
regulations 

Accordingly, the proposed amend- 
ments to 26 CFR Part I are as 
follows: 

INCOME TAX 
REGULATIONS 

Paragraph 1. The authority for 
Part I continues to read in part: 

Authority: 26 U. S. C. 7805. 

Par. 2. Section 1. 952-1 is amended 

by deleting "1. 954-7" in paragraph 
(a)(2) and by inserting in lieu thereof 
"I 954-8". 

Par. 3. Section 1. 952-3(b)(3) is 

revised to read as follows: 
$1. 952-3 Order of foreign base com- 

pany and subpart F income com- 
putations. 

(b) General rule. * 

(3) Step 3. Determine net foreign 
personal holding company income, 
net foreign base company sales in- 

come, net foreign base company ser- 

vices income, and net foreign base 
company oil related income as 
lows: 

(i) First. Determine foreign per- 
sonal holding company income under 
$1. 954-2, foreign base company sales 
income under $1. 954-3, foreign base 
company services income under 
$1. 954-4, and foreign base company 
oil related income under $1. 954-8; 

(ii) Second. Exclude from each 
such type of income the items thereof 
which are excluded from subpart F 
income under $1. 952-1(b)(2) or which 
are excluded from foreign base com- 
pany income under $1. 954-1(b)(2) 
and (3); and 

(iii) Third. Reduce the balance of 
each such type of income by the 
deductions allocable thereto under 

$ 1. 954-1(c). 
Par. 4. Section 1. 954-1 is amended 

as follows: 

1. Paragraph (a) is amended by 
inserting immediately following the 
third sentence and immediately pre- 
ceding the fourth sentence the follow- 
ing sentence "For taxable years be- 
ginning after December 31, 1982, the 
foreign base company income of a 
controlled foreign corporation also 
includes foreign base company oil 
related income, as defined in 
51. 954-8". 

2. The first sentence of paragraph 
(b)(3) is amended by removing the 
first word "Foreign" and by insert- 
ing in lieu thereof the clause "Except 
for income which is foreign base 
company oil related income as de- 
fined in section 954(g) and $1. 954-8, 
foreign". 

3. The first sentence in paragraph 
(c) is amended by removing the word 
"and" immediately before "foreign 
base company shipping income as 

defined in (1. 954-6" and by inserting 
and foreign base company oil 

related income as defined in 

$1. 954-8" between "$1. 954-6" and 
"shall". 

4. The introductory text of (e) is 

amended by removing "1. 954-7, " 
and inserting in lieu thereof " 

1 954-8, ". 
5. The introductory text of (f) is 

amended by removing "1. 954-5, " 
and inserting in lieu thereof 
"1. 954-8, ". 

6. The first sentence of paragraph 
(f)(3) is amended by removing "or 
foreign base company services in- 

come. See section 954(b)(6)(A). " and 
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by inserting in lieu thereof "foreign 
base company services income, or 
foreign base company oil related in- 
come. See sections 954(b)(6)(A) and 
(b)(8). " 

7. A new paragraph (f)(4) is added 
immediately after paragraph (f)(3) to 
read as follows: 
$1. 954-1 Foreign base company in- 

come; taxable years beginning after 
December 31, 1975. 

(f) Classification of an item of 
income. * 

(4) Priority of foreign base com- 
patty oil related income. Foreign base 
company oil related income (as deter- 
mined under II1. 954-8) of a con- 
trolled foreign corporation shall not 
also be considered foreign personal 
holding company income, foreign 
base company sales income, or for- 
eign base company services income. 
See section 954(b)(8). If an item of 
income qualifies both as foreign base 
company oil related income and for- 
eign base company shipping income, 
it is treated as foreign base company 
shipping income. 

Par, 5. A new $1. 954-8 is added 
immediately after I11. 954-7 to read as 
follows: 
(1. 954-8 Foreign base company oil 

related income. 
(a) Foreign base company oil re- 

lated income — (I) In general. Under 
section 954(g), the foreign base com- 
pany oil related income of a con- 
trolled foreign corporation (except as 
provided under paragraph (b) of this 
section) consists of the items of for- 
eign oil related income described in 
section 907(c)(2) and (3), other than 
such income derived from a source 
within a foreign country in connec- 
tion with- 

(i) Oil or gas which was ex- 
tracted from an oil or gas well 

located in that foreign country, or 
(ii) Oil, gas, or a primary prod- 

uct of oil or gas which is sold by 
the controlled foreign corporation 
or a related person for use or 
consumption within that country or 
is loaded in that country on a 
vessel or aircraft as fuel for the 
vessel or aircraft. 

For special rules for applying these 
exceptions, see paragraph (c) of this 
section. 

(2) Source of income. The source 
of foreign base company oil related 
income is determined generally under 

the principles of (t)1. 861 — 1 to 
1. 863-5. See (1. 863-6. Thus, income 
from the performance of a service 
generally is sourced in the country 
where the service is performed. See 
II1. 861-4. Underwriting income from 
insuring a foreign oil related activity 
is sourced at the location of the risk. 
See section 861(a)(7) and $1. 953-2 
(b)(2) 

(3) Primary product. The term 
"primary product" of oil or gas has 
the meaning given this term by 
$1. 993-3(g)(3)(i) (other than the sec- 
ond sentence thereof) and (ii), which 
relate to the denial of DISC benefits 
for the export of certain primary 
products. 

(4) Vessel. For the definition of 
the term "vessel", see II1. 954-6 
(b)(3)(ii). 

(5) Foreign country. For purposes 
of this section, the term "foreign 
country" has the same meaning as in 
section 638 (relating to continental 
shelf areas). Thus, for example, oil 
or gas extracted from a sea area will 
be deemed to be extracted in the 
country which has exclusive rights of 
exploitation of natural resources with 
respect to that area if the other 
conditions of section 638 are met. 

(6) Country of use or consump- 
tion. For rules for determining the 
country of use or consumption, see 
(1. 954-3(a)(3)(ii). 

(7) Insurance income. For pur- 
poses of this section, income derived 
from or attributable to insurance of 
section 907(c)(2) activities means tax- 
able income as defined in section 
832(a) and as modified by the princi- 
ples of $1. 953-4 (other than as the 
section is applied to life insurance). 

(8) Fuel product. For purposes of 
this section, the term "fuel product" 
means oil, gas or a primary product 
of oil or gas. 

(9) Effective date. The provisions 
of section 954(g) and this section are 
applicable to taxable years of foreign 
corporations beginning on or after 
January I, 1983, and to taxable years 
of United States shareholders in 
which or with which those taxable 
years of foreign corporations end. 

(b) Exemption for small oil pro- 
ducers — (I) In general. Foreign base 
company oil related income does not 
include any income of a foreign 
corporation if the corporation is not 
a large oil producer. 

(2) Large oil producer. A corpora- 

Example (t). Controlled foreign corporation 
X1 has a refinery in foreign country A that 
refines 250x barrels of oil during its taxable 
year beginning in 1984. It is determined that 
75x barrels of that oil were extracted in 
country A and 150x barrels of refined oil were 
sold by M in country A for consumption in 
country A. X1 also sold within foreign country 
B for consumption in country B, 50x barrels 
of its refined oil. M, however, cannot show 
that any portion of the 50x barrels sold within 
country B were extracted in country A. in- 
come from refining is considered derived from 
the country in which the refining occurs. X1 

has foreign base company oil related income 
with respect to its refining of 100x barrels of 
oil, determined as follows: 

(1) Total number of barrels of oil 
refined in countrv A bv 51. . . 250x 

tion is a large oil producer (within 
the meaning of section 954(g)(2)) if 
the average daily production (extrac- 
tion) of foreign crude oil and natural 
gas by the group which includes the 
corporation and related persons for 
the taxable year or immediately re- 
ceding taxable year is 1, 000 or more 
barrels. The average daily production 
of foreign crude oil or natural gas 
for any taxable year (and the conver- 
sion of cubic feet of natural gas into 
barrels) is determined under rules 
similar to the rules of section 613A, 
except that only crude oil or natural 
gas from a well located outside the 
United States is taken into account. 
See proposed regulation $1. 613A-7(f) 
as it appeared in the Federal Register 
of May 13, 1977 (42 FR 24279). 

(c) Special rules for applying ex- 
ception to foreign base company oil 
related income — (1) In general. For 
purposes of paragraph (a)(1) of this 
section, if foreign oil related income 
is derived from a source within a 
foreign country in connection with a 
fuel product described in either or 
both subdivisions (i) and (ii) of that 
paragraph, then the following rules 
apply. A fuel product extracted 
within a foreign country shall be 
considered to be the fuel product 
sold within that country unless the 
controlled foreign corporation dem- 
onstrates that such fuel product was 
sold elsewhere. Similarly, a fuel 
product sold within a foreign country 
shall be considered to be the fuel 
product extracted within that country 
unless the controlled foreign corpora- 
tion demonstrates that such fuel 
product was extracted elsewhere. 

(2) Illustrations. The following ex- 
amples illustrate the application of 
this paragraph. 
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(2) Greater of the number of barrels of 
oil extracted (75x) or sold for 
consumption (150x) in country A . . (150x) 

(3) Balance 100x 

Example (2). Assume the same facts as in 
Example (t). In addition, the 50x barrels sold 
by M within country B, a contiguous country, 
were transported to and from M's refinery in 

country A to country B by a pipeline which is 
owned by M. These 50x barrels can be traced 
to 50x of the 75x barrels extracted in country 
A. M has foreign base company oil related 
income with respect to its refining of the 50x 
barrels of oil, determined as follows: 

(1) Total number of barrels of oil 
refined in country A by M. . . . . . . . 250x 

(2) Greater of the number of barrels of 
oil extracted (75x) or sold for 
consumption (150x) in country A . . 150x 
Number of barrels of oil 
sold outside country A 
which are traced to oil 
extracted in country A. . . . . 50x (200x) 

(3) Balance. . . . . . . . . . . . . . . . . . 50x 

M has no foreign base company oil related 
income with respect to its pipeline transporta- 
tion of the 50x barrels because such income 
was derived in part from a source within 
country A (where the 50x barrels were ex- 
tracted) and the remaining part from country 
B (where the 50x barrels were sold for con- 
sumption). M has no foreign base company oil 
related income with respect to its sale of the 
50x barrels in country B because such income 
was derived from the country in which the oil 
was sold for consumption. M has no foreign 
base company oil related income for its extrac- 
tion activity because extraction income is ex- 
cluded in all events. See section 954(g)(1)(A). 

Par. 6. Section 1. 964-4 is amended 
as follows: 

1. Paragraphs (d)(4), (5), (6), (7), 
(8), (9), and (10) are redesignated as 
(d)(5), (6), (7), (8), (9), (10) and (11), 
respectively. 

2. A new paragraph (d)(4) is added 
immediately following paragraph 
(d)(3) to read as follows: 

II 1. 964-4 Verification of certain 
classes of income. 

(d) Foreign base company income 
and exclusions therefrom. * * * 

(4) Foreign base company oil re- 
lated income. (i) The foreign base 
company oil related income described 
in section 954(g) and III. 954-8, for 
which purpose there must be estab- 
lished, with respect to each foreign 
country, the gross income derived 
from— 

(A) The processing of minerals 
extracted (by the taxpayer or by 
any other person) from oil or gas 
wells into their primary products, 

as determined under section 
907(c)(2)(A), 

(B) The transportation of such 
minerals or primary products, as 
determined under section 
907(c)(2)(B), 

(C) The distribution or sale of 
such minerals or primary products, 
as determined under section 
907(c)(2)(C), 

(D) The disposition of assets 
used by the taxpayer in a trade or 
business described in subdivision 
(A), (B) or (C), as determined 
under section 907(c)(2)(D), 

(E) Dividends, interest, partner- 
ship distributions, and other 
amounts, as determined under sec- 
tion 907(c)(3). 

Where an item of income falls within 
more than one subdivision of this 
paragraph (d)(4)(i), it shall be suffi- 
cient to establish that it falls within 
any one of them. 

(ii) If any of the foregoing items 
of income arising from sources 
within a foreign country relates to 
oil, gas, or primary product thereof 
and is described in section 
954(g)(1)(A) or (B) and 
$1. 954-8(a)(I)(i) or (ii) (and, hence, 
is not foreign base company oil re- 
lated income), then there must be 
established facts sufficient to verify 
the amount of such item of income 
which is not foreign base company 
oil related income. In this regard, the 
total quantities of oil, gas, and pri- 
mary products thereof which gave 
rise to such item of income and the 
portions of such quantities which 
were extracted or sold within the 
foreign country must be established. 

Lawrence B. Gibbs, 
Commissioner of 

Internal Revenue. 
(Filed by the Office of the Federal Register on 

August 26, 1987 at 8:45 a. m. , and published 
in the issue of the Federal Register on 
August 27, 1987, 52 F. R. 32308) 

Notice of Proposed Rulemaking 

Application of Section 904 to 
Income Subject to Separate 
Limitations 

INTL-931-86 

AGENCY: Internal Revenue Service, 
Treasury. 

ACTION: Notice of Proposed 
Rulemaking and Notice of Public 
Hearing. 

SUMMARY: This document contains 
proposed regulations and a notice of 
a public hearing relating to the appli- 
cation of section 904 with respect to 
income received or accrued by a 
taxpayer consisting of income de- 
scribed in section 904(d). These pro- 
posed regulations are necessary be- 
cause of the changes made to the 
applicable law by the Tax Reform 
Act of 1986. The regulations would 
provide the public with guidance 
needed to comply with that act and 
would affect individuals and entities 
claiming the foreign tax credit. 

DATES: Written comments and/or 
requests to appear at a public hearing 
scheduled for November 12, 1987 
must be delivered or mailed by Octo- 
ber 26, 1987. The amendments are 
proposed generally to be effective for 
taxable years beginning after Decem- 
ber 31, 1986. Paragraph (c)(2) of 
$1. 904-6 applies to taxable years be- 
ginning after December 31, 1987. 

ADDRESS: Send comments and re- 
quests to appear at the public hearing 
to: Commissioner of Internal Reve- 
nue, Attention: CC:LR: T 
(INTL-931-86), Washington, D. C. 
20224. The public hearing will be 
held in the I. R. S. Auditorium, Sev- 
enth Floor, 7400 Corridor, Internal 

SUPPLEMENTARY 
INFORMATION 

BACKGROUND 

This document contains proposed 
amendments to the Income Tax Reg- 
ulations (26 CFR Part I) under sec- 
tion 904 of the Internal Revenue 
Code of 1954. These amendments are 
proposed to provide regulations un- 

der section 904(d) which was 
amended by section 1201 of the Tax 
Reform Act of 1986 (Pub. L. 
99-514) [1986-3 C. B. (Vol. I) 1, 437]. 

Prior Law 

Prior to 1987, the foreign tax 
credit limitation was generally deter- 
mined in the following manner: the 
taxpayer totaled its net income and 
net losses from all sources outside 
the United States and calculated one 
aggregate limitation based on the 
total. Separate foreign tax credit limi- 
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tations were calculated, however, for 
certain categories of income that bore 
high or low rates of foreign tax or 
that could easily be earned in low-tax 
countries rather than in the United 
States. For example, section 904(d)(3) 
provided that dividends, interest, or 
subpart F income earned or accrued 
by a United States person that was 
attributable to certain types of pas- 
sive interest income earned by the 
payor would be subject to a separate 
foreign tax credit limitation. This 
separate limitation prevented taxpay- 
ers from inflating their foreign tax 
credit limitation by averaging low- 
taxed interest income with high-taxed 
active business income and thereby 
distorting the foreign tax credit. 

Statutory Provision 

Section 1201 of the Tax Reform 
Act of 1986 (the Act) amends section 
904(d) by replacing the separate limi- 
tation for interest income with a 
separate limitation for passive income 
generally. In addition, the Act re- 
quires that a taxpayer calculate a 
separate foreign tax credit limitation 
for financial services income, high 
withholding tax interest, shipping in- 
come, and dividends from each 
noncontrolled section 902 corpora- 
tion. This discussion incorporates 
changes to the Act proposed in the 
Technical Corrections Act of 1987. 

Section 904(d)(2)(A) defines passive 
income as any income received or 
accrued by any person that is of a 
kind that would be foreign personal 
holding company income, as defined 
in section 954(c). Passive income also 
includes any amount includible in 
gross income under section 551 or 
section 1293. Passive income does 
not include any income that is de- 
fined under section 904(d) as high 
withholding tax interest, financial ser- 
vices income, shipping income, or 
dividends from a noncontrolled sec- 
tion 902 corporation. In addition, 
passive income does not include any 
high-taxed income, any export fi- 
nancing interest, or any foreign oil 
and gas extraction income. 

Section 904(d)(2)(B) defines income 
as high svithhoiding tax interest if the 
interest is subject to a foreign «ith- 
holding tax and the rate of the tax 
applicable to such income is at least 
5 percent. High withholding tax in- 

terest, like passive income, does not 
include export financing interest. 

Section 904(d)(2)(C) defines finan- 
cial services income as certain income 
that is derived by a person that is 
predominantly engaged in the active 
conduct of a banking, insurance, 
financing, or similar business. Finan- 
cial services income also includes in- 
come that would otherwise be passive 
income or shipping income. Section 
904(d)(2)(C)(iii) excludes export fi- 
nancing interest, high withholding tax 
interest, and dividends from a 
noncontrolled section 902 corporation 
from the definition of financial ser- 
vices income. 

Section 904(d)(2)(D) defines ship- 
ping income as any income of a kind 
that would be foreign base company 
shipping income, as defined in sec- 
tion 954(f). Shipping income does not 
include dividends from a noncon- 
trolled section 902 corporation or 
financial services income. 

Section 904(d)(2)(E) defines a 
noncontrolled section 902 corporation 
as any foreign corporation in which 
the taxpayer meets the stock owner- 
ship requirements of section 902(a) or 
section 902(b). However, a controlled 
foreign corporation (CFC) will not be 
treated as a noncontrolled section 902 
corporation with respect to periods 
when it was a CFC. A special rule is 
provided that limits the amount of 
foreign taxes available for credit un- 
der section 902 if the tax is attribut- 
able to high withholding interest re- 
ceived or accrued by a noncontrolled 
section 902 corporation. 

Section 902(d)(2)(F) defines high- 
taxed income. As stated above, high- 
taxed income is specifically excluded 
from the definition of passive in- 
come. Under section 904(d)(2)(F), 
passive income will be considered to 
be high-taxed income (and, therefore, 
not passive income) if the sum of the 
foreign taxes paid and deemed paid 
by the taxpayer with respect to that 
income exceeds the highest rate of 
United States tax multiplied by the 
amount of such income. The high-tax 
"kick-out" applies after allocation of 
expenses at the taxpayer level. 

Section 904(d)(2)(G) defines export 
financing interest. As stated above, 
export financing interest is specifi- 
cally excluded from the definitions of 
passive income, high withholding tax 
interest, and financial services in- 
come. Export financing interest is 
defined as interest derived from fi- 
nancing the sale (or other disposition) 

for use or consumption outside the 
United States of any property that is 
manufactured, produced, grown, or 
extracted in the United States by the 
interest recipient or a related person, 
and not more than 50 percent of the 
fair market value of which is attrib- 
utable to products imported into the 
United States. 

Section 904(d)(3)(A), (B), (C), and 
(D) provides that dividends, interest, 
rents, or royalties received or accrued 
by a United States shareholder from 
a CFC will be treated as income 
subject to a separate limitation to the 
extent that the income of the payor is 
itself subject to one or more of the 
separate limitations. Subpart F inclu- 
sions are also subject to this look- 
through rule. A special look-through 
rule is provided with respect to inter- 
est payments made by a CFC to a 
United States shareholder or to a 
CFC related to a United States share- 
holder. Section 954(b)(5) is amended 
to provide that any interest paid or 
accrued by a CFC to any United 
States shareholder (or to any CFC 
related to such shareholder) shall be 
allocated first to foreign personal 
holding company income which is 
passive income. Therefore, these in- 
terest payments will be considered to 
be attributable to passive income of 
the CFC for purposes of the look- 
through rule on interest. 

Section 904(d)(3)(E) provides that, 
if a CFC is considered to have no 
subpart F income for the taxable 
year pursuant to the de minimis rule 
provided in section 954(b)(3)(A), 
none of its income for such taxable 
year shall be treated as income in a 
separate category. For purposes of 
applying the dividend look-through 
rule, passive income of a CFC that 
meets the requirements of section 
954(b)(4) (the taxpayer establishes 
that the income was subject to a high 
rate of foreign tax) will not be 
considered to be income subject to a 
separate category. 

Section 904(d)(3)(H) provides that 
the look-through rules will not apply 
to an interest payment that is subject 
to a high withholding tax if the 
payment would be allocable under 
the look-through rules to financial 
services income of a controlled for- 
eign corporation. 

Explanation of Proposed Regulations 

The proposed regulations incorpo- 
rate changes proposed to be made to 
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the Tax Reform Act of 1986 by the 
Technical Corrections Act of 1987. 

Section 1. 904-6(a) provides that a 
taxpayer must compute a separate 
foreign tax credit limitation for in- 
come within each of the following 
separate limitations: (1) passive in- 
come, (2) high withholding tax inter- 
est, (3) financial services income, (4) 
shipping income, (5) dividends from 
each noncontrolled section 902 corpo- 
ration, (6) DISC dividend income, (7) 
foreign trade income, (8) FSC in- 
come, and (9) general limitation in- 
come. 

Section 1. 904-6(b)(1) defines the 
term "passive income. " Paragraph 
(b)(2)(i) provides rules for determin- 
ing whether rents or royalties are 
derived in the active conduct of a 
trade or business. A special rule is 
provided for certain affiliated corpo- 
rations. Paragraph (b)(2)(ii) provides 
rules for determining whether certain 
types of royalties derived by a CFC 
will be treated as general limitation 
income for purposes of the lock- 
through rules. 

Section 1. 904-6(c)(1) provides rules 
for determining whether an item of 
income that is otherwise passive in- 
come is high-taxed income and, 
therefore, should be treated as gen- 
eral limitation income. Paragraph 
(c)(2) provides grouping rules for 
purposes of determining whether an 
item of passive income is high-taxed 
income. The grouping rules are pro- 
posed to be effective for taxable 
years beginning after December 31, 
1987. See Notice 87-6, 1987-1 C. B, 
417, for the grouping rules for tax- 
able years beginning after December 
31, 1986 and before January 1, 1987. 
Paragraph (c)(3) provides rules relat- 
ing to the determination of whether 
an amount included in gross income 
under section 951(a) is high-taxed 
income if additional taxes are paid or 
deemed paid in the year of receipt of 
this income. Taxpayers are invited to 
comment on the appropriate treat- 
ment of a change in the effective tax 
rate on an inclusion due to a differ- 
ence between the amount of tax 
accrued and the amount actually 
paid. 

The proposed regulations do not 
address the application of the rules in 

paragraph (c) to gains and losses 
resulting from a change in the effec- 
tive rate of tax because of exchange 
rate fluctuations between the time an 

amount is included in the gross in- 
come of a United States shareholder 
of a controlled foreign corporation 
under section 951 and the distribu- 
tion to the United States shareholder 
of earnings attributable to that 
amount. For example, if passive in- 
come is treated as general limitation 
income in the year of inclusion be- 
cause it is high-taxed income, a cur- 
rency gain in the year of distribution 
arguably affects the effective rate oi 
tax on the inclusion amount and 
therefore would require a redeter- 
mination of the character of the 
inclusion. As another example, if 
passive income is not treated as gen- 
eral limitation income in the year of 
inclusion because it is not high-taxed 
income, a currency loss in the year of 
distribution arguably affects the ef- 
fective rate of tax on the inclusion 
amount and therefore would require 
a redetermination of the character of 
the inclusion. Paragraph (c) also does 
not address the appropriate treatment 
of exchange gain or loss with respect 
to remittances from branches and 
from other entities subject to the 
look-through rules. Taxpayers are in- 
vited to comment on the appropriate 
treatment in these cases and other 
related cases. 

Paragraph (c)(4) provides special 
rules for determining whether income 
that has been taxed under an inte- 
grated tax system is high-taxed in- 
come. Taxpayers are invited to com- 
ment on the application of this rule 
to cases in which the foreign tax 
system does not provide a mechanism 
for tracing distributions out of a 
particular year's earnings. 

Section 1. 904-6(d) defines the term 
"high withholding tax interest. " 
High withholding tax interest does 
not include any interest described as 
export financing interest. 

Section 1. 904-6(e)(1) defines the 
term "financial services income. " 
Paragraph (e)(2) describes income de- 
rived in the active conduct of a 
banking, insurance, financing, or 
similar business which relates to the 
definition of financial services income 
and the definition of a financial 
services entity. Paragraph (e)(3)(i) 
provides a definition of a financial 
services entity. Paragaph (e)(3)(ii) 
provides a special rule for affiliated 
groups. Paragraph (e)(3)(iii) provides 
a rule for treatment of partnerships 
and other pass-through entities. Para- 

graph (e)(4) describes incidental in- 

come that will be considered to 
financial services income if earned by 
a financial services entity. Paragraph 
(e)(5) describes income that is ex- 
cluded from the definition of finan- 
cial services income. 

Section 1. 904-6(f) defines the term 
"shipping income. " Shipping income 
does not include dividends received 
from a noncontrolled section 902 
corporation or financial services in- 
come. 

Section 1. 904-6(g)(1) defines the 
term "noncontrolled section 902 cor- 
poration. " Paragraph (g)(2)(i) pro- 
vides a rule for the treatment of 
dividends from noncontrolled section 
902 corporations. Paragraph (g)(2)(ii) 
provides a special rule for determin- 
ing whether a controlled foreign cor- 
porations owns stock in a noncon- 
trolled section 902 corporation. 
Paragraph (g)(2)(iii) provides rules 
relating to dividends from a 
noncontrolled section 902 corporation 
that are attributable to high with- 

holding tax interest earned by the 
corporation. Paragraph (g)(3) pro- 
vides a rule for the treatment of 
dividends from a CFC attributable to 
a period when the CFC was neither a 
CFC nor a noncontrolled section 902 
corporation. 

Section 1. 904-6(h)(1) defines the 
term "export financing interest. " 
Paragaph (h)(4)(i) provides that ex- 

port financing interest that is also 
related person factoring income 
(within the meaning of section 
864(b)(1)) shall be subject to a tax- 
payer's passive limitation unless the 
taxpayer is a financial services entity. 
If the taxpayer is a financial services 
entity, such income will be subject to 
the separate limitation for financial 
services income. Paragraph (h)(4)(iii) 
provides that income derived from 
factoring receivables that is not con- 
sidered to be related person factoring 
income under section 864(d)(1) be- 
cause it is income described in sec- 
tion 864(d)(7) (income on a trade or 
service receivable acquired from a 
related person in the same foreign 
country as the recipient) will be 
treated in the same manner as inter- 
est income that is excepted from 
related person factoring treatment be- 
cause of the same country exception. 
This income shall be treated as geii- 
eral limitation income unless the in- 

come is earned by a financial services 
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entity. If the income is earned by a 
financial services entity, it will be 
subject to the separate limitation for 
financial services income. 

Section 1. 904-6(i) provides rules 
relating to the interaction of section 
907(c) (oil and gas income) and in- 
come described in the separate limita- 
tions. 

Section 1. 904-6(j) provides priority 
rules in the case of income that meets 
the definitions of more than one 
category of separate limitation in- 
come. 

Section 1. 904-7 provides look- 
through rules for CFCs and other 
entities. Paragraph (a)(1) defines the 
term "separate category" of income. 
Paragraph (a)(2) defines the term 
"controlled foreign corporation. " 
Paragraph (a)(3) defines the term 
"United States shareholder. " 

Section 1. 904-7(b) provides that 
dividends, interest, rents, and royal- 
ties received or accrued by a taxpayer 
from a controlled corporation will be 
general limitation income unless un- 
der the look-through rules they are 
allocated or attributable to another 
separate category of income. 

Section 1. 904-7(c)(1) provides for 
look-through treatment of section 
951(a)(1)(A) inclusions. Paragraph 
(c)(2)(i) provides that interest that is 

received or accrued from a CFC in 
which the taxpayer is a United States 
shareholder shall be treated as in- 

come in a separate category to the 
extent it is allocable to income of the 
CFC in that category. Paragraph 
(c)(2)(ii) provides rules for allocating 
expenses of a CFC to the income of 
the CFC in separate categories if 
interest is paid to a U. S. shareholder 
of the CFC. Pursuant to section 
954(b)(5), this paragraph provides 
that such related person interest is 

allocated to passive income of the 
CFC to the extent of such passive 
income (the "netting rule" ). Any 
excess of related person interest over 
passive income ("excess related per- 
son interest") is allocated among the 
CFC's separate categories (other than 

passive) on the basis of the assets in 

each such category. Other interest 
expense of the CFC is allocated 
among the CI. C's separate income 
categories, including passive income, 
on the basis of the assets in each 
such category (reduced by related 

person debt allocable to that cate- 

gory), including assets in the passive 
category. 

The Internal Revenue Service will 

reassess this rule in the process of 
adopting final regulations. For exam- 
ple, the following alternative will be 
considered in that process. Excess 
related person interest would be allo- 
cated in the same manner as interest 
expense other than definitely related 
interest and related person interest. 
Under this rule, related person inter- 
est would be allocated among a 
CFC's separate categories on the ba- 
sis of assets in each separate cate- 
gory, including passive assets, with 
passive assets reduced by related per- 
son debt attributable to the passive 
category under the netting rule. The 
amount of excess related person in- 

terest that could be allocated to pas- 
sive income under this rule would be 
limited to an amount that, when 

combined with related person interest 
allocated to the passive category un- 

der the netting rule, would not ex- 
ceed the related person interest that 
would have been allocated to the 
passive category under $1. 861-8 with- 
out regard to the netting rule. Tax- 
payers are invited to comment on the 
relative merits of the rule as pro- 
posed, the suggested alternative, and 
any other alternatives. 

Paragraph (c)(3) provides that rents 
or royalties received or accrued from 
a CFC shall be treated as income in 
a separate category to the extent 
allocable to the income of the CFC 
in that category. Paragraph (c)(4)(i) 
provides that dividends shall be 
treated as income in a separate cate- 
gory in proportion to the ratio of the 
portion of earnings and profits at- 
tributable to income in such category 
to the total amount of earnings and 
profits of the CFC. Paragraph 
(c)(4)(ii) provides a special rule for 
dividends attributable to loans made 
to the CFC payer by a related per- 
son. 

Section 1. 904-7(d) provides that, if 
a CFC satisfies the de minimis rule 
of section 954(b)(5), all of the CFC's 
gross foreign base company income 
and gross insurance income shall be 
treated as general limitation income. 
Paragraph (d)(2) provides that, for 
purposes of the dividend look- 
through rule, an item of net income 
that would otherwise be passive in- 
come will be treated as general limi- 
tation income if the taxpayer elects 

to establish that such income was 

subject to a high effective rate of 
foreign income tax. 

Section 1. 904-7(e) provides that if 
all of a CFC's income is treated as 
subpart F income because the CFC's 
foreign base company income and 
gross insurance income exceeds 70 
percent of the. CFC's gross income, 
the look-through rules shall apply to 
all of the CFC's income, including 
the amount of income that would not 
otherwise have been considered to be 
subpart F income without the appli- 
cation of the 70 percent full inclusion 
rule. 

Section 1. 904-7(f)(1) provides that 
if a taxpayer receives interest that is 
allocable to financial services income 
of a CFC that would be treated as 
high withholding tax interest if the 
look-through rules did not apply, 
such interest shall be treated as high 
withholding tax interest. 

Section 1. 904-7(g) provides rules 
for the application of the look- 
through rules to related CFCs. Sec- 
tion 1. 904 — 7(h) provides rules for the 
application of the look-through rules 
to certain domestic corporations. Sec- 
tion 1. 904-7(i)(1) provides rules for 
the application of the look-through 
rules to partnerships. Paragraph (i)(2) 
provides an exception to the look- 
through rules for certain general and 
limited partnership interests. 

Section 1. 904 — 7(j) provides order- 
ing rules for purposes of determining 
the character of income received or 
accrued by a person from a related 
person if the payor or another re- 
lated person also receives or accrues 
income from the recipient and the 
look-through rules apply to the in- 
come in all cases. 

Section 1. 904-7(1) provides rules 
for the application of section 904(g) 
to income of a CFC. The application 
of section 904(g) to income of United 
States-owned foreign corporations 
other than CFCs is not addressed in 
these rules. Paragraph (1)(2) provides 
rules for determining the portion of 
an interest payment that is allocable 
to income earned by a CFC from 
sources within the United States. 
Paragraph (1)(4) proi ides rules for 
determining the portion of a dividend 
paid by a CFC from sources within 
the United States. Paragraph (1)(5) 
provides rules for determining the 
portion of an amount included in 
gross income under section 951(a) 
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from sources within the United 
States. Paragraph (1)(6) provides that 
the section 78 amount shall be 
treated as United States source in- 
come to the extent that it is attribut- 
able to taxes paid with respect to 
United States source income. Para- 
graph (1)(7) provides a special rule 
for income that is United States 
source income under the Code but is 

treated as foreign source income pur- 
suant to an income tax convention 
with the United States. 

Section 1. 904-7(m) provides an or- 
dering rule for the application of 
sections 904(d), (f), and (g). 

Section 1. 904-7(n) provides the ef- 
fective date of the look-through 
rules. 

Section 1. 904-8 provides rules for 
the allocation of taxes to a separate 
category of income. Paragraph (a)(1) 
provides the general rule for allocat- 
ing taxes to separate categories of 
income. Paragraph (a)(2) provides a 
special rule for the treatment of 
foreign taxes allocable to certain divi- 
dends from noncontrolled section 902 
corporations. 

Section 1. 904-8(b)(1) provides rules 
for the determination of the deemed 
paid credit under sections 902 and 
960 for taxes allocated to different 
categories of income. Paragraph 
(b)(2) provides a special allocation 
rule for taxes on income excluded 
from subpart F under section 
954(b)(4). Paragraph (b)(3) provides 
rules for distributions received from 
foreign corporations if the distribu- 
tions are excluded from gross income 
under section 959(b). Paragraph 
(b)(4) provides that the section 78 
amount shall be treated as income in 
a separate category to the extent that 
it is attributable to taxes paid with 
respect to income in that category. 
Paragraph (b)(5) provides that the 
increase in foreign tax credit limita- 
tion under section 960(b) shall be 
determined with regard to the appli- 
cable category of income under sec- 
tion 904(d). 

Section 1. 904-9 provides transition 
rules for the application of section 
904(d). Paragraph (a) provides rules 
for the characterization of distribu- 
tions and section 951(a)(1)(B) inclu- 
sions of earnings of a foreign corpo- 
ration accumulated in taxable years 
beginning before January 1, 1987 
during taxable years of both the 
payor foreign corporation and the 

recipient which begin after December 
31, 1986. Paragraph (b) provides 
rules for the application of the look- 
through rules to distributions (includ- 
ing deemed distributions) and pay- 
ments by an entity to a recipient 
when one's taxable year begins be- 
fore January 1, 1987 and the other' s 
taxable year begins after December 
31, 1986. Paragraph (c) provides a 
transitional rule for income received 
after the effective date of the Act 
attributable to an installment sale 
that occurred prior to the effective 
date of the Act. Paragraph (d) pro- 
vides a special effective date for high 
withholding tax interest earned with 
respect to qualified loans described in 
section 1201(e)(2) of the Act. Para- 
graph (e) provides a rule for the 
characterization of amounts subject 
to recapture under section 585(c). 

Section 701 of the Act (relating to 
the limitation on the use of foreign 
tax credits against minimum tax lia- 
bility) shall apply notwithstanding 
any treaty provisions in effect on the 
date of enactment of the Act. 

COMMENTS AND REQUESTS TO 
APPEAR AT THE PUBLIC 

HEARING 

Before adopting these proposed 
regulations, consideration will be 
given to any written comments that 
are submitted (preferably eight cop- 
ies) to the Commissioner of Internal 
Revenue. All comments will be avail- 
able for public inspection and copy- 
ing. A public hearing will be held on 
November 12, 1987 in the I. R. S. 
Auditorium, Seventh Floor, 7400 
Corridor, Internal Revenue Building, 
1111 Constitution Avenue, N. W. , 
Washington, D. C. 

SPECIAL ANALYSIS 

The Commissioner of Internal Rev- 
enue has determined that this pro- 
posed rule is not a major rule as 
defined in Executive Order 12291 and 
that a Regulatory Impact Analysis is 
therefore not required. Although this 
document is a notice of proposed 
rulemaking which solicits public com- 
ment, the Internal Revenue Service 
has concluded that regulations pro- 
posed herein are interpretative and 
that the notice and public procedure 
requirements of 5 U. S. C. $553 do 
not apply. Accordingly, these pro- 
posed regulations do not constitute 

regulations subject to the Regulatory 
Flexibility Act (5 U. S. C. chapter 6) 

Proposed amendments to the 
reg ulati ons 

Accordingly, the proposed amend- 
ments to 26 CFR Part I are as 
follows: 

INCOME TAX REGULATIONS 

Paragraph 1. The authority for 
Part 1 continues to read in part: 

Authority: 26 U. S. C. 7805. *** 
Section 1. 904-6 also issued under 26 
U. S. C. 904(d)(5). **' 

Par. 2. New $1. 904-6 through 
(1. 904-8 are added immediately after 
$1. 904-5. The added sections read as 
follows: 
$1. 904-6 Separate application of sec- 

tion 904 with respect to certain 
categories of income. 
(a) In general. A taxpayer is re- 

quired to compute a separate foreign 
tax credit limitation for income re- 
ceived or accrued in a taxable year 
that is described in section 
904(d)(1)(A) (passive income), (B) 
(high withholding tax interest), (C) 
(financial services income), (D) (ship- 
ping income), (E) (dividends from 
each noncontrolled section 902 corpo- 
ration), (F) (dividends from a DISC 
or former DISC), (G) (foreign trade 
income), (H) (distributions from a 
FSC or former FSC), or (I) (general 
limitation income). 

(b) Passive income — (1) In general. 
The term "passive income" means 
any— 

(i) Income received or accrued by 
any person that is of a kind that 
would be foreign personal holding 
company income (as defined in sec- 
tion 954(c)), including any amount of 
gain on the sale or exchange of stock 
in excess of the amount treated as a 
dividend under section 1248; or 

(ii) Amount includible in gross in- 

come under section 551 or section 
1293. 
Passive income does not include any 
income that is described in another 
subparagraph of section 904(d)(1), 
any export financing interest (as de- 
fined in section 904(d)(2)(G) and 
paragraph (h) of this section), any 
high-taxed income (as defined in sec- 
tion 904(d)(2)(F) and paragraph (c) 
of this section), or any foreign oil 
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and gas extraction income (as defined 
tn section 907(c)). In determining 
whether any income is of a kind that 
would be foreign personal holding 
company income, the rules of section 
864(d)(6) shall apply only in the case 
of income of a controlled foreign 
corporation (as defined in section 
957). 

(2) Active rents or royalties — (i) In 
general. Passive income does not in- 
clude any rents or royalties that are 
derived in the active conduct of a 
trade or business and received from a 
person who is an unrelated person. 
Except as provided in paragraph 
(b)(2)(ii) of this section, the principles 
of $1. 954-2(d)(1) shall apply in deter- 
mining whether rents or royalties are 
derived in the active conduct of a 
trade or business. For this purpose, 
the term "taxpayer" shall be substi- 
tuted for the term "controlled for- 
eign corporation" if the recipient of 
the rents or royalties is not a con- 
trolled foreign corporation. If rents 
or royalties are received or accrued 
by a United States corporation from 
an unrelated person, the active trade 
or business requirement may be satis- 
fied by the recipient or by— 

(A) A corporation that is a mem- 
ber of an affiliated group of corpora- 
tions (within the meaning of section 
1504(a)) of which the recipient is a 
member if the group files a return on 
a consolidated basis; or 

(B) A controlled foreign corpora- 
tion of which the recipient of the 
income is a United States shareholder 
(as defined in section 951(b)). 

(ii) Royalties earned by a con- 
trolled foreign corporation. Royalties 
are considered derived in the active 
conduct of a trade or business by a 
controlled foreign corporation for 
purposes of section 904 (but not for 
purposes of section 954 unless, with- 
out regard to this paragraph 
(b)(2)(ii), the requirements of section 
954(c)(2)(A) and the regulations 
thereunder are satisfied) if: 

(A) The property which the con- 
trolled foreign corporation licenses 
is property which the United States 
shareholder of the controlled for- 
eign corporation (or any other 
member of the affiliated group (as 
defined in section 1504(a)) of 
which the United States share- 
holder is a member) has developed, 
created, or produced, or has ac- 
quired or added substantial value 

to, but only if the United States 
shareholder (or a member of the 
United States shareholder's affili- 
ated group) is regularly engaged in 
the development, creation, or pro- 
duction of, or the acquisition and 
addition of substantial value to, 
and licensing of such property, and 

(B) The controlled foreign cor- 
poration's activities are an essential 
economic element in the realization 
of the royalties. 

A controlled foreign corporation's 
activities are an essential economic 
element in the realization of royalty 
income only if the controlled foreign 
corporation performs significant ser- 
vices, sales, or manufacturing activi- 
ties incident to the production of 
such income. 

(iii) Unrelated person. For pur- 
poses of this paragraph (b)(2), a 
person is considered to be an unre- 
lated person if the person is not a 
related person within the meaning of 
section 954(d)(3), without regard to 
whether the relationship described in 
section 954(d)(3) is between a con- 
trolled foreign corporation and an- 
other person or between two persons 
neither one of which is a controlled 
foreign corporation. 

(iv) Examples. The following ex- 
amples illustrate the application of 
paragraph (b)(2)(ii) of this section. 

Example (l). Controlled foreign corporation 
S is a wholly-owned subsidiary of P, a 
domestic corporation. S is regularly engaged in 
the restaurant franchise business. P licenses 
trademarks, tradenames, certain know-how, 
related services, and certain restaurant designs 
for which S pays P an arm's length royalty. P 
is regularly engaged in the development and 
licensing of such property. The royalties re- 
ceived by P for the use of its property are 
allocable under the look-through rules of 
ti1. 904-7 to the royalties S receives from the 
franchisees. All of the franchisees are unre- 
lated to S or P and operate in S's country of 
incorporation. S employs a substantial staff in 
its country of incorporation that regularly 
engages in selecting franchisees, training em- 
ployees of franchisees, marketing of products, 
developing an independent supplier network, 
providing quality control, selecting restaurant 
sites, and providing other services to franchi- 
sees. S does not satisfy the active trade or 
business requirements of l)1. 954-2(d)(t) but its 
activities are an essential economic element in 
the realization of the royalty income. There- 
fore, the royalty income earned by S with 
regard to its franchisees is foreign personal 
holding company income that is general limita- 
tion income, and the royalties paid to P are 
general limitation income to P. 

Example (2). Controlled foreign corporation 
S is a wholly-owned subsidiary of P, a 
domestic corporation. P is a soft drink manu- 
facturer and S manufactures the syrup used in 

P's soft drinks. P licenses tradenames, trade- 
marks, and certain product designs to S which 
S relicenses to unrelated bottlers. P is regularly 
engaged in the development and licensing of 
such property. The income S receives consists 
of general limitation non-subpart F sales in- 

come and subpart F foreign personal holding 
company royalty income. The royalties re- 
ceived by P for the use of its property are 
allocable under the look-through rules of 
ail. 904-7 to the royalty income earned by S. S 
does not satisfy the active trade or business 
requirement of (i1. 954-2(d)(1) but its activities 
are an essential economic element in the 
realization of the royaltv income. Therefore, 
the royalty income S earns is subpart F foreign 
personal holding company income that is gen- 
eral limitation income, and the royalties paid 
to P are general limitation income to P. 

(c) High-taxed income — (I) In gen- 
eral. Income received or accrued by a 
United States person that would oth- 
erwise be passive income shall not be 
treated as passive income if the in- 
come is determined to be high-taxed 
income. Income shall be considered 
to be high-taxed income if, after 
allocating expenses of the United 
States person to that income, the 
sum of the foreign income taxes paid 
or accrued by the United States per- 
son, with respect to such income and 
the foreign taxes deemed paid or 
accrued by the United States person 
with respect to such income under 
section 902 or section 960 exceeds the 
highest rate of tax specified in sec- 
tion 1 or section 11, whichever ap- 
plies (and with reference to section 
15 if applicable), multiplied by the 
amount of such income (including 
the amount treated as a dividend 
under section 78). If, after applica- 
tion of this paragraph, income that 
would otherwise be passive income is 
determined to be high-taxed income, 
it shall be treated as general limita- 
tion income, and any taxes imposed 
on that income shall be considered 
related to general limitation income 
under $1. 904-8. 

(2) Grouping of items of incomein 
order to determine whether passive 
income is high-taxed income — (i) In 
general. For purposes of determining 
whether passive income is high-taxed 
income, the grouping rules of this 
paragraph (c)(2) apply. Tbese rules 
shall be applied separately to items 
of income received or accrued from 
or inclusions with respect to each 
controlled foreign corporation of 
which the taxpayer is a United States 
shareholder. These rules shall be ap- 
plied separately to income attribut- 
able to each qualified business unit 
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(as defined in section 989(a)) of a 
taxpayer. These rules shall also be 
applied separately to income attribut- 
able to each qualified business unit 

of a controlled foreign corporation 
or any other entity subject to the 
look-through rules of $1. 904-7. Not- 
withstanding the preceding sentence, 
a taxpayer shall not apply these rules 

separately to income from each quali- 
fied business unit that is income 
described in paragraph (c)(2)(v) of 
this section (income that does not 
carry with it any direct foreign tax 
credits). The rules contained in this 
paragraph (c)(2) apply to taxable 
years beginning after December 31, 
1987. 

(ii) Amounts received or accrued 
by a United States shareholder of a 
controlled foreign corporation — (A) 
Rents or royalties. All rents or royal- 
ties received or accrued by a taxpayer 
during the taxable year from a con- 
trolled foreign corporation of which 
the taxpayer is a United States share- 
holder that are (after application of 
the look-through rules of section 
904(d)(3) and (1. 904-7) allocable to 
passive income of the controlled for- 
eign corporation shall be treated as a 
single item of income and shall not 
be grouped with other amounts. 

(B) Other amounts received or ac- 
crued by a United States shareholder. 
All amounts, other than rents or 
royalties described in paragraph 
(c)(2)(ii)(A) of this section and divi- 
dends described in paragraph 
(c)(2)(ii)(C) of this section, received 
or accrued by a taxpayer during the 
taxable year from a controlled for- 
eign corporation of which the tax- 
payer is a United States shareholder 
that are (after application of the 
look-through rules of section 
904(d)(3) and )1. 904-7) allocable to 
passive income of the controlled for- 
eign corporation shall be treated as a 
single item of income and shall not 
be grouped with other amounts. 

(C) Dividends received or accrued 
by United States shareholders. Divi- 
dends received or accrued by a tax- 
payer during the taxable year from a 
controlled foreign corporation of 
which the taxpayer is a United States 
shareholder that are (after application 
of the look-through rules of section 
904(d)(3) and s'il. 904-7) attributable 
to periods when the controlled for- 
eign corporation was neither a con- 

trolled foreign corporation nor a 
noncontrolled section 902 corporation 
(as described in paragraph (g)(3) of 
this section) shall be treated as a 
single item of income and shall not 
be grouped with other amounts. 

(iii) Subpart F inclusions — (A) At- 
tributable to passive rent or royalty 
income. All amounts included in the 
gross income of a United States 
shareholder under section 951(a)(1) 
for a particular year that (after appli- 
cation of the look-through rules of 
section 904(d)(3) and $1. 904-7) are 
attributable to passive income con- 
sisting of rents or royalties received 
or accrued by a controlled foreign 
corporation shall be treated as a 
single item of income and shall not 
be grouped with other amounts. 

(B) Attributable to passive income 
other than passive rent or royalty 
income. All amounts included in the 
gross income of a United States 
shareholder under section 951(a)(1) 
for a particular year that (after appli- 
cation of the look-through rules of 
section 904(d)(3) and $1. 904-7) are 
attributable to passive income con- 
sisting of income other than rents or 
royalties received or accrued by a 
controlled foreign corporation shall 
be treated as a single item of income 
and shall not be grouped with other 
amounts. 

(iv) Amounts paid or accrued to a 
taxpayer other than a United Slates 
shareholder that carry direct foreign 
credits — (a) Rents or royalties. All 
passive income consisting of rents or 
royalties received or accrued by a 
taxpayer during the taxable year 
from a person other than a con- 
trolled foreign corporation of which 
the taxpayer is a United States share- 
holder and with respect to which an 
income tax described in $1. 901-2(a) 
is paid or accrued shall be treated as 
a single item of income and shall not 
be grouped with other amounts. 

(B) Other income. All passive in- 
come not consisting of rents or royal- 
ties that is received or accrued by a 
taxpayer during the taxable year 
from a person other than a con- 
trolled foreign corporation of which 
the taxpayer is a United States share- 
holder with respect to which an in- 

come tax described in $1. 901-2(a) is 

paid or accrued shall be treated as a 
single item of income and shall not 

be grouped with other amounts. 

(v) Certain income that does not 

carry direct foreign tax credits. 
passive income that is received 
accrued by a taxpayer during 
taxable year from a person other 
than a controlled foreign corporation 
of which the taxpayer is a United 
States shareholder with respect to 
which no income tax described in 

(1. 901-2(a) is paid or accrued shall 

be treated as a single item of income 
and shall not be grouped with other 
amounts. 

(vi) Certain partnership income. A 
partner's distributive share of part- 
nership income that is treated as 
passive income under $1. 904-7(i)(2) 
shall be treated as a single item of 
income and shall not be grouped 
with other amounts, 

(3) Application of this paragraph 
to additional taxes paid or deemed 
paid in the year of receipt of previ- 
ously taxed income — (i) Determi na- 

tion made in year of inclusion. The 
determination of whether an amount 
included in gross income under sec- 
tion 951(a) is high-taxed income shall 
be made in the taxable year the 
income is included in the gross in- 

come of the United States share- 
holder under section 951(a) (hereinaf- 
ter the "taxable year of inclusion" ). 
Thus, any additional foreign tax paid 
or accrued, or deemed paid or ac- 
crued, when the taxpayer receives an 
amount that is excluded from gross 
income under section 959(a) and that 
is attributable to a controlled foreign 
corporation's earnings and profits re- 

lating to the amount previously in- 

cluded in gross income will not be 
considered in determining whether 
the amount included in income in the 
taxable year of inclusion is high- 

taxed income. 

(ii) Exception. The provisions of 
paragraph (c)(3)(i) of this section 
shall not apply to the extent that the 

taxpayer receives a distribution that 
is excluded from gross income under 

section 959(a) and the distribution is 

received within 30 or more days prior 
to the day that the taxpayer files its 

return for the taxable year of inclu- 

sion of the amount to which the 
distribution is attributable (the 
"prefiling period"). ln such a case, 
for purposes of determining whether 
the amount included in income in the 
taxable year of inclusion is high- 
taxed income, the United States 
shareholder shall consider as taxes 
attributable to that inclusion all for- 
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eign taxes paid or accrued, or 
deemed paid or accrued, prior to the 
end of the prefiling period with re- 
spect to that inclusion. 

(iii) Allocation of foreign taxes im- 
posedd 

on distributions of previously 
taxed income. If an item of income is 
considered high-taxed income in the 
year of inclusion, then any additional 
foreign income taxes imposed with 
respect to that item shall be consid- 
ered to be related to general limita- 
tion income. If an item of income is 
not considered to be high-taxed in- 

come in the taxable year of inclusion, 
the following rules shall apply. The 
taxpayer shall treat taxes paid of 
accrued, or deemed paid or accrued, 
on any distribution of the earnings 
and profits attributable to the 
amount included in gross ncome in 
the taxable year of inclusion as taxes 
related to passive income to the ex- 
tent of the excess of the product of 
(A) the highest rate of tax in section 
ll (determined with regard to section 
15 and determined as of the year of 
inclusion) and (B) the amount of the 
inclusion (after allocation of parent 
expenses) over (C) the taxes paid or 
accrued, or deemed paid or accrued, 
in the year of inclusion. The taxpayer 
shall treat any taxes paid or accrued, 
or deemed paid or accrued, on the 
distribution in excess of this amount 
as taxes related to general limitation 
income. 

(4) Application of this paragraph 
to certain reductions of tax on distri- 
butions of income — (i) In general. If 
the effective rate of tax imposed by a 
foreign country on income of a for- 
eign corporation that is included in a 
taxpayer's gross income may be re- 
duced under foreign law on distribu- 
tion of such income, the rules of this 
paragraph (c) apply at the time that 
the income is included in the 
taxpayer's gross income without re- 
gard to the possibility of subsequent 
reduction of foreign tax on the distri- 
bution. If the inclusion is considered 
to be high-taxed income, then the 
taxpayer shall treat the inclusion as 
general limitation income. If the for- 
eign corporation distributes the earn- 
ings and profits to which the inclu- 
sion was attributable, then the 
taxpayer shall redetermine whether 
the inclusion should be considered to 
be high-taxed income. If, taking into 
account the reduction in foreign tax, 
the inclusion would not have been 

considered high-taxed income, then 
the taxpayer shall redetermine its 

foreign tax credit for the year or 
years affected and shall treat the 
inclusion and the associated taxes (as 
reduced on the distribution) as pas- 
sive income and taxes. See section 
905(c) and the regulations thereunder 
regarding the method of adjustment. 

(ii) Exception. The provisions of 
paragraph (c)(4)(i) shall not apply to 
the extent that the taxpayer receives a 
distribution that is excluded from 
gross income under section 959(a) 
within the prefiling period, as defined 
in paragraph (c)(3)(ii) of this section. 
In such a case, for purposes of 
determining whether the amount in- 
cluded in income in the taxable year 
of inclusion is high-taxed income, the 
United States shareholder shall con- 
sider as taxes paid or accrued, or 
deemed paid or accrued, with respect 
to that inclusion all foreign taxes 
paid or accrued, or deemed paid or 
accrued (as reduced at the time of 
distribution) prior to the end of the 
prefiling period with respect to that 
inclusion. 

(iii) Interaction with section 
954(b)(4). If the effective rate of tax 
imposed by a foreign country on 
income of a foreign corporation may 
be reduced under foreign law on 
distribution of that income, the rules 
of section 954(b)(4) shall be applied 
without regard to the possibility of 
subsequent reduction of foreign tax. 
If a taxpayer excludes passive income 
from a controlled foreign corp- 
oration's foreign personal holding 
company income under these circum- 
stances, then the income shall be 
considered to be passive income until 
distribution of that income. At that 
time, the rules of this paragraph (c) 
shall apply to determine whether the 
income is high-taxed income and, 
therefore, general limitation income. 

(5) Examples. The following exam- 
ples illustrate the application of this 
paragraph (c). 

Example (l). Controlled foreign corporation 
S is a wholly-owned subsidiary of domestic 
corporation P. S is a single qualified business 
unit (QBU). In 1988, S earns $130 of gross 
passive royalty income, and incurs $30 of' 

expenses that do not include any payments to 
P S's $100 of net passive royalty income is 

subject to $30 of foreign tax, and is included 
under section 951 in P's gross income for the 
taxable year. P allocates $50 of expenses to the 
$100 (consisting of the $70 section 951 inclu- 
sion and $30 section 78 amount), resulting in a 

net inclusion of $50. After application of the 

high-tax kick-out rules of paragraph 
(c)(2)(iii)(A) of this section, the $50 inclusion 
is treated as general limitation income, and the 
$30 of taxes deemed paid are treated as taxes 
imposed on general limitation income, because 
the foreign taxes paid and deemed paid on the 
income exceed the highest United States tax 
rate multiplied by the $50 inclusion ($30 ) 
$17 (, 34 x $50)). 

Example (2). The facts are the same as in 

example (I) except that instead of earning $130 
of gross passive royalty income, S earns $65 of 
gross passive royalty income and $65 of gross 
passive interest income. S incurs $15 of ex- 
penses and $5 of foreign tax with regard to the 
royalty income and incurs $15 of expenses and 
$10 of foreign tax with regard to the interest 
income. P allocates $50 of expenses pro rata 
to the $50 inclusion ($45 section 951 inclusion 
and $5 section 78 amount) attributable to the 
royalty income earned by S and the $50 
inclusion ($40 section 951 inclusion and $10 
section 78 amount) attributable to the interest 
income earned by S. Pursuant to paragraph 
(c)(2)(ii)(A) and (B) of this section, the high- 
tax kick-out rules are applied separately to the 
section 951 inclusion attributable to the royalty 
income and the section 951 inclusion attribut- 
able to the interest income. Therefore, after 
allocation of P's $50 of expenses, the resulting 
$25 inclusion attributable to the royalty in- 
come is still treated as passive income because 
the foreign taxes paid and deemed paid on the 
income do not exceed the highest United States 
tax rate multiplied by the $25 inclusion ($5 & 
$8. 50 (. 34 x $25)). The $25 inclusion attribut- 
able to the interest income is treated as general 
limitation income because the foreign taxes 
paid and deemed paid exceed the highest 
United States tax rate multiplied by the $25 
inclusion ($10 ) $8. 50 (. 34 x $25)). 

Example (3). Controlled foreign corporation 
S is a wholly-owned subsidiary of domestic 
corporation P. S is incorporated in country X 
and has branches in country Y and country Z. 
The branches are qualified business units 
(QBUs), within the meaning of section 989(a). 
In 1988, S earns $65 of gross passive royalty 
income in each QBU and allocates $15 of 
expenses to the gross passive royalty income 
earned by each QBU, resulting in net income 
of $50 in each QBU. Country X imposes $5 of 
foreign tax on the $50 of net royalty income 
earned in X, and country Y imposes $10 of 
tax on the $50 of net royalty income earned in 

Y. All of S's income constitutes subpart F 
foreign personal holding company income that 
is passive income and is included in P's gross 
income for the taxable year. P allocates $50 of 
expenses pro rata to the $100 subpart F 
inclusion attributable to each QBU (consisting 
of the $45 section 951 inclusion derived 
through QBU X, the $5 section 78 amount 
attributable to QBU X, the $40 section 951 
inclusion derived through QBU Y, and the $10 
section 78 amount attributable to QBU Y), 
resulting in a net inclusion of $50. Pursuant to 
paragraph (c)(2)(iii)(A) of this section, the 
high-tax kick-out rules must be applied sepa- 
rately to the subpart F inclusion attributable to 
the royalty income earned by QBU X and the 
royalty income earned by QBU Y. After 
application of the high-tas kick-out rules, the 
$25 inclusion attributable to X svill still be 
treated as passive income because the foreign 
taxes paid and deemed paid on the income do 
not exceed the highest United States tax rate 

1987-2 C. B. 969 



multiplied by the $25 inclusion ($5 & $8. 50 
(. 34 x $25)). The $25 inclusion attributable to 
Y will be treated as general limitation income 
because the foreign taxes paid and deemed 
paid on the income exceed the highest United 
States tax rate multiplied by the $25 inclusion 
($10 & $8. 50 (. 34 x $25)). 

Example (4). Domestic corporation M oper- 
ates in branch form in foreign countries X and 
Y. The branches are qualified business units 
(QBUs), within the meaning of section 989(a). 
In 1988, QBU X earns passive royalty income, 
interest income and rental income. The royalty 
income is not subject to foreign tax, and the 
interest income and the rental income are 
subject to a 4 percent and 15 percent withhold- 

ing tax, respectively. QBU Y earns interest 
income that is not subject to foreign tax. For 
purposes of determining whether M's foreign 
source passive income is high-taxed income, 
the royalty income earned in QBU X and the 
interest income earned in QBU Y are treated 
as one item of income pursuant to paragraph 
(c)(2)(v) of this section. The interest income 
earned in QBU X and the rental income 
earned in QBU X are each treated as a 
separate item of income. 

Example (5). S, a controlled foreign corpo- 
ration incorporated in foreign country R, is a 
wholly-owned subsidiary of P, a domestic 
corporation. For 1988, P is required under 
section 951(a) to include in gross income $80 
attributable to the earnings and profits of S 
for such year, all of which is foreign personal 
holding company income that is passive rent 
or royalty income. S does not make any 
distributions in 1988 or 1989. Foreign income 
taxes paid by S for 1988 that are deemed paid 
by P for such year under section 960(a) with 
respect to the section 951(a) inclusion equal 
$20. Twenty dollars ($20) of P's expenses are 
properly allocated to the section 951(a) inclu- 
sion. The foreign income tax paid with respect 
to the section 951(a) inclusion does not exceed 
the highest United States tax rate multiplied by 
the amount of income after allocation of 
parent expenses ($20 & $27. 20 (. 34 x $80)). 
Thus, P's section 951(a) inclusion for 1988 is 
included in P's passive income and the $20 of 
taxes att-ibutable to that inclusion are treated 
as taxes related to passive income. In 1990, 
after P has filed its return for its 1988 tax 
year, S distributes $80 to P, and under section 
959 that distribution is treated as attributable 
to the earnings and profits with respect to the 
amount included in income by P in 1988 and 
is excluded from P's gross income. Foreign 
country R imposes a withholding tax of $15 on 
the distribution in 1990. Under paragraph 
(c)(3)(i) of this section, the withholding tax in 

1990 does not affect the characterization of 
the 1988 inclusion as passive income nor does 
it affect the characterization of the $20 of 
taxes paid in 1988 as taxes paid with respect to 
passive income. No further parent expenses are 
allocable to the receipt of that distribution. In 
1990, the foreign taxes paid ($15) exceed the 
product of the highest United States tax rate 
and the amount of the inclusion reduced by 
taxes deemed paid in the year of inclusion ($15 

((. 34 x $80) — $20)). Thus, under para- 
graph (c)(3)(iii) of this section, $7. 20 ((, 34 x 
$80) — $20)) of the $15 withholding tax paid in 

1990 is treated as taxes related to passive 
income and the remaining $7. 80 ($15-$7. 20) of 
the withholding tax is treated as related to 
general limitation income. 

Example (6). The facts are the same as in 

Example (5), except that S distributes the $80 
in 1989 rather than 1990 and the distribution is 

made 30 days before P files its return for its 

1988 tax year. Under paragraph (c)(3)(ii) of 
this section both the $20 tax paid by S in 1988 
and the $15 withholding tax paid by P in 1989 
are considered in determining whether the 

section 951(a) inclusion for 1988 is high-taxed 

income. Thus, because the total amount of 
foreign taxes paid with respect to the 1988 
inclusion exceeds the amount determined by 

multiplying the highest United States rate for 
1988 by the amount of the inclusion reduced 

by allocable parent expenses ($35 & $27. 20 

(. 34 x $80)), the section 951(a) inclusion in 

1988 is treated as general limitation income 

and the entire $35 of tax (the $20 of 1988 

taxes and the $15 of 1989 taxes) is treated as 

taxes related to general limitation income. 

Example (7). S, a controlled foreign corpo- 
ration, is a wholly-owned subsidiary of P, a 
domestic corporation. P and S are calendar 
year taxpayers. In 1987, S's only earnings 
consist of $200 of passive income that is 

foreign personal holding company income that 
is earned in a foreign country X that has an 
integrated tax system. Under this system, the 
foreign corporate tax on particular earnings is 

reduced on distribution of those earnings. In 
1987, S pays $100 of foreign tax. P does not 
elect to exclude this income from subpart F 
under section 954(b)(4) and includes $200 in 

gross income ($100 of net foreign personal 
holding company income and $100 of the 
section 78 amount). At the time of the 
inclusion, the income is considered to be 
high-taxed income under paragraph (c) of this 
section and is general limitation income to P. 
S does not distribute any of its earnings in 
1987. In 1988, S has no earnings. On Decem- 
ber 31, 1988, S distributes the $100 of earnings 
from 1987. At that time, S receives a $50 
refund from X attributable to the reduction of 
the country X corporate tax imposed on those 
earnings. Under paragraph (c)(4) of this sec- 
tion, P must redetermine whether the 1987 
inclusion should be considered to be high- 
taxed income. By taking into account the 
reduction in foreign tax, the inclusion would 
not have been considered high-taxed income. 
Therefore, P must redetermine its foreign tax 
credit for 1987 and treat the inclusion and the 
taxes associated with the inclusion as passive 
income and taxes. P must follow the appropri- 
ate section 905(c) procedures. 

Example (8). The facts are the same as in 

example (7) except that P elects to apply 
section 954(b)(4) to S's passive income that is 
subpart F income. Although the income is not 
considered to be subpart F income, it remains 
passive income until distribution. In 1988, S 
distributes all of its earnings to P and pays P 
a $150 dividend consisting of the $100 of 
earnings in 1987 and the $50 refund in 1988 
attributable to the 1987 earnings. P has no 
expenses allocable to the dividend from S. In 
1988, the income is subject to the high-tax 
kick-rules under paragraph (c)(4)(iii) of this 
section. The income is passive income to P 
because the foreign taxes paid and deemed 
paid by P with respect to the income do not 
exceed the highest United States tax rate on 
that income. 

(d) High withholding tax interest. 
The term "high withholding tax in- 

terest" means any interest if such 
interest is subject to a withholding 
tax of a foreign country or a posses 
sion of the United States and the rate 
of tax applicable to such interest is at 
least 5 percent. For purposes of the 
preceding sentence, a withholding tax 
is any tax imposed by a foreign 
country or possession of the United 
States that is determined on a gross 
basis. A withholding tax shall not be 
considered to be determined on a 
gross basis if the tax is not the final 
tax payable on the interest income, 
but is merely a prepayment or credit 
against a final foreign tax liability 
determined on a net basis on the 
interest alone or on interest and 
other income. High withholding tax 
interest does not include any interest 
described as export financing interest 
(as defined in section 904(d)(2)(G) 
and paragraph (h) of this section). If 
interest income is excluded from the 
definition of high withholding tax 
interest because it is described as 
export financing interest, the interest 
shall be treated as general limitation 
income unless the interest is received 
or accrued by a financial services 
entity, as defined in paragraph (e)(3) 
of this section. In that case, the 
income shall be treated as financial 
services income. 

(e) Financial services income — (1) 
In general. The term "financial ser- 
vices income" means income derived 
by a financial services entity, as 
defined in paragraph (e)(3) of this 
section, that is: 

(i) Income derived in the active 
conduct of a banking, insurance, 
financing, or similar business (as de- 
fined in paragraph (e)(2) of this 
section) except income described in 
paragraph (e)(2)(i)(W) of this section 
(high withholding tax interest); 

(ii) Passive income as determined 
before the application of the excep- 
tion for high-taxed income; 

(iii) Export financing interest as 
defined in section 904(d)(2)(G) and 
paragraph (h) of this section that, 
but for section 904(d)(2)(B)(ii), would 
also meet the definition of high with- 
holding tax interest; or 

(iv) Incidental income as defined in 

paragraph (e)(5) of this section. 
(2) Income from the active conduct 

of a banking, insurance, financing or 
similar business — ( I )) Income i n- 
ciuded. For purposes of paragraph 
(e)(1) and (e)(3) of this section, in- 
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come is derived from the active con- 
duct of a banking, insurance, financ- 
tng or similar business if it is 
described in any of the following 
subdivisions. 

(A) Income that is of a kind that 
would be insurance income as de- 
fined in section 953(a) but excluding 
related party insurance income as 
defined in section 953(c)(2) and deter- 
mined without regard to those provi- 
sions of section 953(a)(1)(A) that 
litnit insurance income to income 
from countries other than the coun- 
try in which the corporation was 
created or organized. 

(B) Income from the investment by 
an insurance company of its un- 
earned premiums or reserves ordinary 
and necessary to the proper conduct 
of the insurance business. 

(C) Income from investing deposits 
of money received from the public. 

(D) Income from making personal, 
mortgage, industrial, or other loans 
to the public. 

(E) Income from purchasing, sell- 
ing, discounting, or negotiating for 
the public on a regular basis, notes, 
drafts, checks, bills of exchange, ac- 
ceptances, or other evidences of in- 
debtedness. 

(F) Income from issuing letters of 
credit to the public and negotiating 
drafts drawn thereunder. 

(G) Income from providing trust 
services for the public. 

(H) Income from arranging foreign 
exchange transactions for the public 
or engaging in foreign exchange 
transactions with the public. 

(I) Income from purchasing stock, 
debt obligations, or other securities 
from an issuer or holder with a view 
to the public distribution thereof or 
offering or selling stock, debt obliga- 
tions, or other securities for an issuer 
or holder in connection with the 
public distribution thereof, or partici- 
pating in any such undertaking. 

(J) Income earned by broker- 
dealers in the ordinary course of 
business (such as commissions) from 
the purchase or sale of stock, debt 
obligations, commodities futures, or 
other securities or financial instru- 
ments as an agent for a party in the 
sale. 

(K) Service fee income from invest- 
ment and correspondent banking. 

(L) Income from interest rate and 
currency swaps. 

(IVI) Income from providing fidu- 

ciary services to unrelated parties. 
(N) Income from services provided 

to related parties with respect to the 
management of funds. 

(0) Bank-to-bank participation in- 
come. 

(P) Income from providing charge 
and credit card services. 

(Q) Income from financing pur- 
chases from third parties. 

(R) Income from gains on the dis- 
position of tangible or intangible per- 
sonal property or real property that 
was used in the active conduct of a 
banking, insurance, financing, or 
similar business but only to the ex- 
tent that the property was held to 
generate or generated income derived 
in the active conduct of a banking, 
insurance, financing, or similar busi- 
ness prior to its disposition. 

(S) Income from hedging gain with 
respect to other financial services 
income. 

(T) Income from providing travel- 
ler's check services. 

(U) Income that is determined to 
be financial services income under 
the look-through rules of $1. 904-7. 

(V) Income from finance leasing 
that would not qualify as active 
leasing income under section 
954(c)(2)(A) 

(W) Income from lending activities 
that give rise to high withholding tax 
interest. 

(X) Such other income as the Sec- 
retary may designate, 

(ii) Income excluded. Income from 
merely serving as a finance vehicle 
for a parent corporation or a related 
person as defined in section 954(d)(3) 
shall not be considered to be income 
from the active conduct of a bank- 
ing, insurance, financing, or similar 
business. 

(3) Definition of a financial ser- 
vices entity — (i) ln general. The term 
"financial services entity" means an 
individual or entity that is predomi- 
nantly engaged in the active conduct 
of a banking, insurance, financing, 
or similar business for any taxable 
year. Except as provided in para- 
graph (e)(3)(ii) of this section, a 
determination of whether an entity is 

a financial services entity shall be 
done on an entity-by-entity basis. An 
individual or entity is predominantly 
engaged in the active conduct of a 
banking, insurance, financing, or 
similar business for any year if for 
that year 80 pecnet of its gross 

income is income described in para- 
graph (e)(2)(i) of this section. For 
this purpose, gross income includes 
all income realized by an individual 
or entity, whether includible or ex- 
cludible from gross income under 
other operative provisions of the 
Code. 

(ii) Special rule for affiliated 
groups. In the case of any domestic 
corporation that is not a financial 
services entity under paragraph 
(e)(3)(i) of this section, but is a 
member of an affiliated group (as 
defined in section 1504(a)), such cor- 
poration will be deemed to be a 
financial services entity if the affili- 
ated group as a whole meets the 
requirements of section (e)(3)(i) of 
this section and the group files its 
return on a consolidated basis. 

(iii) Treatment of partnerships and 
other pass-through entities — (A) 
Rule. For purposes of determining 
whether a partnership is a financial 
entity, all of the partnership's in- 
come, including income characterized 
under the look-through rules of 
51. 904-7, shall be taken into ac- 
count. If the partnership is deter- 
mined to be a financial services entity 
and, under $1. 904-7(i)(1), the part- 
ner's distributive share of income 
from the partnership is subject to the 
look-through rules, then financial ser- 
vices income of the partnership will 
be treated as income from the active 
conduct of a banking, insurance, 
financing, or similar business of the 
partner for purposes of determining 
whether the partner is a financial 
services entity. In such circumstances, 
for purposes of determining a part- 
ner's foreign tax credit limitations, 
the income shall be considered to be 
financial services income regardless 
of whether the partner is itself a 
financial services entity. If the part- 
nership is determined not to be a 
financial services entity, then for pur- 
poses of determining whether a part- 
ner in a partnership is a financial 
services entity, income of the partner- 
ship shall retain its character in the 
hands of the partner. Thus, if the 
income is derived in the active con- 
duct of a banking, insurance, financ- 
ing, or similar business by the part- 
nership, it shall be treated as income 
derived by the partner in the active 
conduct of such business. The rules 
of this paragraph (e)(3)(iii) will apply 
for purposes of determining whether 
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an owner of an interest in any other 
pass-through entity the character of 
the income of which is preserved 
when such income is included in the 
income of the owner of the interest is 
a financial services entity. 

(B) Examples. The principles of 
this paragraph (e)(3)(iii) are illus- 
trated by the following examples. 

Example (l). PS is a domestic partnershp 
operating in branch form in foreign country 
X. PS has two equal general partners, A and 
B. A and B are domestic corporations that 
each operate in branch form in foreign coun- 
tries Y and Z. All of A's income, except that 
derived through PS, is manufacturing income. 
All of B's income, except that derived through 
PS, is income from the active conduct of a 
banking, insurance, financing, or similar busi- 

ness. PS is a financial services entity and all of 
its income is financial services income. There- 
fore, A and B's distributive shares of PS's 
taxable income consist of financial services 
income whether or not A or B is a financial 
services entity. In order to determine if A or B 
are financial services entities, the income from 
PS is considered to be income of A and B 
from the active conduct of a banking, insur- 
ance, financing, or similar business and will be 
combined with A's and B's manufacturing and 
active banking income, respectively, to deter- 
mine if either or both satisfy the gross income 
test of paragraph (e)(3)(i) of this section. 

Example (2). PS is a domestic partnership 
operating in branch form in foreign country 
X. A and B are domestic corporations that are 
equal general partners in PS. Fifty (50) percent 
of PS's gross income is income from the active 
conduct of a banking, insurance, financing, or 
similar business. The other 50 percent of PS's 
income is from manufacturing. PS is therefore 
not a financial services entity. A's and B's 
distributive shares of partnership taxable in- 
come consist of general limitation manufactur- 
ing income and income derived in the active 
conduct of a banking, insurance, financing, or 
similar business. Under paragraph (c)(3)(i) of 
this section, the income derived in the active 
conduct of a banking, insurance, financing, or 
similar business shall be financial services 
income to A or B if either A or B is 
determined to be a financial services entity. If 
A or B is not a financial services entity, the 
income shall be passive income to A or B. 

(4) Definition of incidental in- 
come — (i) In general — (A) Rule. Inci- 
dental income is income that is inte- 
grally related to financial services 
income of a financial services entity. 
Such income includes, for example, 
income from precious metals trading 
and commodity trading that is inte- 
grally related to futures income. If 
securities, shares of stock, or other 
types of property are acquired by a 
financial services entity as an ordi- 
nary and necessary incident to the 
conduct of a banking, insurance, 
financing, or similar business, the 
income from such property will be 
considered to be financial services 

income but only so long as the 
retention of such property remains an 
ordinary or necessary incident to the 
conduct of such business. Thus prop- 
erty, including stock, acquired as the 
result of, or in order to prevent, a 
loss in banking, insurance, financing, 
or similar business upon a loan con- 
tracted in the ordinary course of such 
business will be considered ordinary 
and necessary to the conduct of such 
business, but income from such prop- 
erty will be considered financial ser- 
vices income only so long as the 
holding of such property remains an 
ordinary and necessary incident to 
the conduct of such business. If a 
financial services entity holds such 
property for 12 months or less, the 
entity shall be considered to hold 
such property incident to its financial 
services business. If an entity holds 
such property for more than 12 
months, a presumption will be estab- 
lished that the entity is not holding 
such property incident to its financial 
services business. An entity will be 
able to rebut the presumption by 
demonstrating that under the facts 
and circumstances it is not holding 
the property as an investment. 

(B) Examples. The following ex- 
amples illustrate the application of 
paragraph (e)(4)(i) of this section. 

Example (l). X is a financial services entity 
within the meaning of paragraph (e)(3)(i) of 
this section. In 1987, X made a loan in the 
ordinary course of its business to an unrelated 
foreign corporation, Y. As security for that 
loan, Y pledged certain operating assets. Those 
assets generate income of a type that would be 
subject to the general limitation. In January 
1989, Y defaulted on the loan and forfeited 
the collateral. From January to February of 
1989, X attempted but was unable to sell the 
forfeited assets. During that period, X earned 

operating income generated by those assets. 
This income was applied in partial satisfaction 
of Y's obligation. In march of 1989, X sold 

the operating assets. The sales proceeds were 

in excess of the remainder of Y's obligation. 
The operating income received in the period 
from January to February of 1989 and the 

income on the sale of the assets in March of 
1989 are financial . services income of X. 

Example (2). The facts are the same as in 

example (I), except that instead of pledging its 

operating assets as collateral for the loan, Y 

pledged the stock of its operating subsidiary Z. 
ln March of' 1989, X sold the stock of Z in 

complete satisfaction of Y's obligation. X's 
income from the sale of Z stock in satisfaction 
of Y's obligation is financial services income. 

Evanrple (3). P, a domestic corporation, is a 

financial service~ entity v ithin the meaning of 
paragraph (e)(3)(i) of this section. P holds a 

United States dollar denominated debt (the 
"obligation" ) of the Central Bank of foreign 

country X. The obligation evidences a lo» o 
$100 made by P to the Central Bank. In I988i 
pursuant to a program of country 
delivers the obligation to the Central 
which credits 70 units of country X currency 

to M, a country X corporation. M issues all of 
its only class of capital stock to P M invests 

the 70 units of country X currency in the 

construction and operation of a new hotel in 

X. In 1990, M distributes 10 units of country 

X currency to P as a dividend. The dividend is 

not financial services income to P because, 
under the facts and circumstances, P is not 

able to rebut the presumption that it is not 

holding the property incident to its financial 

services business. 

(ii) Financing vehi cles. Income 
from acting as a financing vehicle for 
borrowing funds for a related person 
(within the meaning of section 
954(d)(3)) is incidental income within 
the meaning of paragraph (e)(4)(i) of 
this section. 

(iii) Income that is not incidental 
income. Income that is attributable 
to non-financial activity is not inci- 
dental income within the meaning of 
paragraph (e)(4)(i) and (ii) of this 
section solely because such income 
represents a relatively small propor- 
tion of the taxpayer's total income or 
that the taxpayer engages in non- 
financial activity on a sporadic basis. 
Thus, for example, income from data 
processing services provided to unre- 
lated parties or income from the sale 
of goods or non-financial services 
(for example travel services) is not 
financial services income, even if the 
recipient is a financial services entity. 

(5) Exceptions. Financial services 
income does not include income that 
1S: 

(i) Export financing interest as de- 
fined in section 904(d)(2)(G) and 
paragraph (h) of this section unless 
such income also meets the definition 
of high withholding tax interest; 

(ii) High withholding tax interest 
unless such income also meets the 
definition of export financing inter- 
est; and 

(iii) Dividends from noncontrolled 
section 902 corporations as defined in 

section 904(d)(2)(E) and paragraph 
(g) of this section. 

(f) Shipping income. The term 
"shipping income" means any in- 
come received or accrued by any 
person that is of a kind that would 
be foreign base company shipping 
income (as defined as section 954(f) 
and the regulations thereunder), Ship- 
ping income does not include any 
dividends received or accrued from a 
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noncontrolled section 902 corporation 
or any income that is financial ser- 
vices income. 

(g) Noncontrolled section 902 cor- 
porati on — (I ) Defi ni ti on. Except as 
otherwise provided, the term 
"noncontrolled section 902 corpora- 
tion" means any foreign corporation 
with respect to which the taxpayer 
meets the stock ownership require- 
ments of section 902(a) or, for pur- 
poses of applying the look-through 
rules described in section 904(d)(3) 
and (j1. 904-7, the taxpayer meets the 
requirements of section 902(b). 

(2) Treatment of dividends from 
each separate noncontrolled section 
902 corporation — (i) In general. Ex- 
cept as otherwise provided, a sepa- 
rate foreign tax credit limitation ap- 
plies to dividends received or accrued 
by a person from each noncontrolled 
section 902 corporation. Any divi- 
dend uistribution made by a 
noncontrolled section 902 corporation 
out of earnings and profits attribut- 
able to periods in which the share- 
holder did not meet the stock owner- 
ship requirements of section 902(a) or 
section 902(b) shall be treated as 
distributions made by a noncon- 
trolled section 902 corporation. 

(ii) Special rule for dividends re- 
ceived by a controlled foreign corpo- 
rations. If- 

(A) Stock in a foreign corpora- 
tion is owned by a controlled for- 
eign corporation, 

(B) There are two or more 
United States shareholders of that 
controlled foreign corporation, and 

(C) The ownership requirements 
of section 902(b) with respect to 
the foreign corporation are met by 
one of the United States sharehold- 
ers of the controlled foreign corpo- 
ration, 

then any dividends received by the 
controlled foreign corporation from 
the foreign corporation shall be 
treated in their entirety to the con- 
trolled foreign corporation as divi- 

dends from a noncontrolled section 
902 corporation, notwithstanding that 
all the United States shareholders of 
the controlled foreign corporation do 
not meet the requirements of section 
902(b). Any income received or ac- 
crued by a United States shareholder 
of a controlled foreign corporation 
described in the preceding sentence 
that is attributable to a dividend paid 

by a foreign corporation shall be 

considered to be passive income if 
the shareholder's interest in that for- 
eign corporation does not satisfy the 
requirements of section 902(b). 

(iii) Special rules for high with- 

holding tax interest. If a taxpayer 
receives or accrues a dividend distri- 
bution from a noncontrolled section 
902 corporation out of earnings and 
profits attributable to high withhold- 
ing tax interest earned or accrued by 
the noncontrolled section 902 corpo- 
ration, any gross basis foreign tax (as 
defined in paragraph (d) of this sec- 
tion) imposed on such interest, to the 
extent that the taxes are imposed at a 
rate in excess of 5 percent, shall not 
be treated as foreign taxes for pur- 
poses of determining the amount ol 
foreign taxes deemed paid or accrued 
by the taxpayer under section 902. 
The preceding sentence shall have no 
effect upon the determination of the 
amount of earnings and profits of a 
noncontrolled section 902 corpora- 
tion. 

(3) Special rule for controlled for- 
eign corporations. Distributions from 
a controlled foreign corporation shall 
be treated as dividends from a 
noncontrolled section 902 corpora- 
tion, and therefore not subject to the 
look-through rules of (1. 904-7, only 
to the extent that the distribution is 
out of earnings and profits for peri- 
ods during which the controlled for- 
eign corporation was a noncontrolled 
section 902 corporation. Distributions 
from a controlled foreign corporation 
that are attributable to periods when 
the controlled foreign corporation 
was neither a controlled foreign cor- 
poration nor a noncontrolled section 
902 corporation shall be treated as 
passive income. 

(4) Examples. The following exam- 
ples illustrate the application of this 
paragraph. 

Example (tt. A and B are domestic corpora- 
tions. A ov ns 90 percent of the stock of C, a 
foreign corporation and B owns the remaining 
10 percent of the C stock. C is a controlled 
I'oreign corporation. A and B are United 
States shareholders. C oxvns 20 percent of the 
stock of D, a foreign corporation, not a 
controlled foreign corporation, that is incorpo- 
rated in a different country than C. D is a 
noncontrolled section 902 corporation xvith 

respect to C and A, but not with respect to B. 
In 1987, C has foreign personal holding com- 
pany income of $1000, $I00 of which is 

attributable to a disidend from D. The re- 
mainder of the foreign personal holding com- 
pany income is passive income. Assume that 
gross income and net income are equal and 
that C pays no foreien taxes on its foreign 

personal holding company income. In 1987, A 

and B have section 951(a)(l)(A) inclusions of 
$900 and $100, respectively, attributable to the 
foreign personal holding company income. 
Under paragraph (g)(2)(ii) of this section, the 
$900 included by A consists of $810 passive 
income and $90 of income attributable to a 
dividend from a noncontrolled section 902 
corporation. The $100 included by B in gross 
income is characterized as passive income in its 
entirety although $10 of the $100 is attribut- 
able to the dividend from D, and, as to C, is 

characterized as a dividend from a 
noncontrolled section 902 corporation. As to 
B, the $10 is characterized as passive income 
because B does not meet the ownership re- 

quirements of section 902(b) with regard to D. 
Example (2j. In 1987, A, a domestic corpo- 

ration, owned 9 percent of the stock of B, a 
foreign corporation. In 1988, A acquired an 
additional 20 percent of the stock of B. Thus, 
in 1988, B is a noncontrolled section 902 
corporation with regard to A. In 1989, A 

acquired an additional 25 percent of the stock 
of B. A acquired no additional stock in 1990. 
In 1989 and 1990, A owned 54 percent of the 
stock of B. For 1989 and 1990, B is a 
controlled foreign corporation in which A is a 
United States shareholder. B has no subpart F 
income in 1989 or 1990. In 1990, B pays a 
dividend of $3, 000 to A. One thousand dollars 
($1, 000) of the dividend is attributable to 
earnings and profits from 1987, $1, 000 is 

attributable to earnings and profits from 1988, 
and $1, 000 is attributable to earnings and 
profits from 1989. Under paragraph (g)(3) of 
this section, the $1, 000 attributable to the 
earnings and profits from 1989 is subject to 
the look through rules of section 904(d)(3) and 
$1. 904-7(c)(4) and is characterized in A' s 

hands according to those rules. The $1, 000 
attributable to the 1988 earnings and profits is 
treated as income subject to a separate limita- 
tion for dividends from a noncontrolled sec- 
tion 902 corporation (B corporation), and the 
$1, 000 attributable to the earnings and profits 
in 1987 is treated as passive income. 

Example (3). M owns 40 percent of the 
voting stock of foreign corporation N. N is a 
noncontrolled section 902 corporation. In 
1987, N earns $2, 000 of gross interest income 
and incurs $1, 700 of interest expense. N incurs 
no other expenses and earns no other income. 
One-thousand dollars ($1, 000) of the interest 
income is subject to a 10 percent withholding 
tax and is, therefore, high withholding tax 
interest. N's earnings and profits are $200 
($2, 000 gross interest income less $1, 700 inter- 
est expense less $100 withholding tax). N pays 
the full $200 out as a dividend. $1 receives $80 
(40 percent of the $200), Under paragraph 
(g)(3) of this section, $50 ($100 — 5 lo x 
$1, 000) of the $100 withholding tax is not 
treated as a foreign tax for purposes of 
determining the amount of foreign taxes 
deemed paid by M under section 902. Xl' s 

deemed paid credit with respect to the $80 
dividend it receives is, therefore, reduced from 
$40 ($100 x $80, '$200) to $20 ($50 x 
$80/$200). 

(h) Export financing interest — (I) 
In general. The term "export financ- 
ing interest" means any interest de- 
rived from financing the sale (or 
other disposition) for use or con- 
sumption outside the United States of 
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any property that is manufactured, 
produced, grown, or extracted in the 
United States by the taxpayer or a 
related person, and not more than 50 
percent of the fair market value of 
which is attributable to products im- 

ported into the United States. For 
purposes of this paragraph, the term 
"United States" includes the fifty 
States, the District of Columbia, and 
the Commonwealth of Puerto Rico. 

(2) Fair market value. For pur- 
poses of this paragraph, the fair 
market value of any property im- 

ported into the United States shall be 
its appraised value, as determined by 
the Secretary under section 402 of 
the Tariff Act of 1930 (19 U. S. C. 
1401a) in connection with its impor- 
tation. For purposes of determining 
the foreign content of an item of 
property imported into the United 
States, see I')1. 927(a)- IT(e)(4). 

(3) Related person. For purposes 
of this paragraph, a related person is 
an individual, corporation, partner- 
ship, trust, or estate that is con- 
trolled by the same person or persons 
that control the recipient of the ex- 
port financing interest. In the case of 
a corporation, control means the di- 
rect or indirect ownership of stock 
possessing 50 percent or more of the 
total voting power of all classes of 
stock entitled to vote or of the total 
value of stock of the corporation. In 
the case of a partnership, trust, or 
estate, control means the direct or 
indirect ownership of 50 percent or 
more by value of the beneficial inter- 
ests in the partnership, trust, or 
estate. Ownership of stock and own- 
ership of beneficial interests shall be 
determined under the principles of 
section 958(b). 

(4) Intersection of export financing 
interest and related person factoring 
income — (i) Export financing interest 
that is also related person factoring 
i ncome. Section 904(d)(2)(A)(iii)(II) 
(providing that passive income ex- 
cludes export financing interest) does 
not apply to income that also meets 
the definition of export financing 
interest (with the result that such 
income shall be treated as passive 
income) if such income is— 

(A) Income received or accrued 
by a controlled foreign corporation 
(other than a financial services en- 

tity) that is income described in 
section 864(d)(6) (income of a con- 
trolled foreign corporation from a 

loan for the purpose of financing 
the purchase of inventory property 
or services of a related person); or 

(B) Income received or accrued 
by any person (other than a finan- 
cial services entity) that is income 
described in section 864(d)(1) (in- 
come from a trade or service re- 
ceivable acquired from a related 
person). 

If the income described in the pre- 
ceding sentence is received or accrued 
by a financial service entity, it shall 
be treated as financial services in- 
come. 

(ii) Examples. The following exam- 
ples illustrate the operation of para- 
graph (h)(4)(i) of this section. 

Example (l). Controlled foreign corporation 
S is a wholly-owned subsidiary of domestic 
corporation P. S has accumulated cash re- 
serves. P has uncollected trade and service 
receivables of foreign obligors. P sells the 
receivables at a discount ("factors") to S. The 
income derived by S on the receivables is 

described in section 864(d)(l). The income is 

also export financing interest. Because the 
income is described in section 864(d)(1), sec- 
tion 904(d)(2)(A)(iii)(ll) does not apply and the 
income is passive income to S. 

Example (2). The facts are the same as in 

example (I) except that S is a financial services 
entity and derives the income in the conduct of 
a banking business. The income derived by S 
on the receivables is income described in 
section 864(d)(1). The income is also export 
financing interest. Section 904(d)(2)(C)(iii)(111) 
does not apply and the income is financial 
services income to S. 

Example (3). Domestic corporation S is a 
wholly-owned subsidiary of domestic corpora- 
tion P. S has accumulated cash reserves. P has 
uncollected trade and service receivables of 
foreign obligors. P factors the receivables to S. 
The income derived by S on the receivables is 

income described in section 864(d)(1). The 
income is also export financing interest. Be- 
cause the income is described in section 
864(d)(1), section 904(d)(2)(A)(iii)(II) does not 
apply and the income will be passive income to 
S. 

Example (4). The facts are the same as in 

example (3) except that instead of factoring 
P's receivables, S finances the sales of P's 
goods by making loans to the purchasers of 
P's goods. The interest derived by S on these 
loans is export financing interest and is not 
income described in section 864(d)(6) (S is not 
a controlled foreign corporation) or section 
864(d)(1) (P does not factor receivables). The 
income will a general limitation income to S. 

(iii) Income eligible for section 
864(d)(7) exception (same country ex- 
ception) from related person factor- 
ing treatment — (A) Income other 
than interest. If any foreign person 
that is not a financial services entity 
receives or accrues income that is 

described in section 864(d)(7) (income 
on a trade or service receivable ac- 
quired from a related person in the 

same foreign country as the recipient) 
and such income would also meet the 
definition of export financing interest 
if section 864(d)(1) applied to such 
income (income on a trade or service 
receivable acquired from a related 
person treated as interest), then the 
income shall be considered to be 
export financing interest for purposes 
of section 904(d)(2)(A)(iii)(I I) and 
shall be treated as general limitation 
income. If a financial services entity 
receives or accrues such income, the 
income shall not be considered to be 
export financing interest under sec- 
tion 904(d)(2)(C)(iii)(l I I) and shall 
therefore be treated as financial ser- 
vices income. 

(B) Interest income. If export fi- 
nancing interest is received or ac- 
crued by any foreign person and that 
income would otherwise be treated as 
related person factoring income un- 
der section 864(d)(6) if section 
864(d)(7) did not apply, section 
904(d)(2)(A)(iii)(II) shall apply, and 
the interest shall be treated as general 
limitation income unless the interest 
is received or accrued by a financial 
services entity. In that case, section 
904(d)(2)(C)(iii)(I I I) shall not apply 
and the interest shall therefore be 
treated as financial services income. 

(C) Examples. The following ex- 
amples illustrate the operation of 
paragraph (h)(4)(iii)(A) and (B) of 
this section. 

Example (l). Controlled foreign corporation 
S is a wholly-owned subsidiary of domestic 
corporation P. Controlled foreign corporation 
T is a wholly-owned subsidiary of controlled 
foreign corporation S. S and T are incorpo- 
rated in country M. In 1987, P sells tractors to 
T, which T sells to X, a foreign corporation 
organized in country M. The tractors are to be 
used in country M. T has uncollected trade 
receivables from X that it factors to S. The 
income derived by S from the receivables is 

not derived in the conduct of a banking 
business, and S is not a fiancial services entity. 
The income is not described in section 
864(d)(1) (related person factoring interest in- 

come) because it is described in section 
864(d)(7) (income eligible for the same country 
exception). Because the income derived by S 
from the receivables would meet the definition 
of export financing interest if the income were 
described in section 864(d)(1), the income is 

considered to be export financing interest for 
purposes of section 904(d)(2)(A)(iii)(ll) and is 

general limitation income to S. 
Example (2). The facts are the same as in 

example (I) except that S is a financial services 
entity and derives the income on the receiv- 
ables in the conduct of a banking business. 
The income derived by S from the receivables 
is not described in section 864(d)(1) because it 

is described in section 864(d)(7). Because the 
income is not considered to be export financ- 
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tng interest for purposes of section 
04(d)(2)(C)(iii)(II I), the income is financial 

services income to S. 
Extrmpte (3). Controlled foreign corporation 

S is a wholly-owned subsidiary of domestic 
corporation, p. Controlled foreign corporation 
T is a wholly-owned subsidiary of controlled 
foreign corporation S. S and T are incorpo- 
rated in country M. S is not a financial 
services entity. In 1987, P sells tractors to T, 
which T sells to X, a foreign partnership that 
is organized in country M and is related to S 
and T. S makes a loan to X to finance the 
tractor sales. The interest earned by S from 
financing the sales is export financing interest. 
Under paragraph (h)(4)(iii)(B) of this section, 
since the interest is described in section 
864(d)(7) and is export financing interest, 
section 904(d)(2)(A)(iii)(11) shall apply and the 
income shall be general limitation income to S. 

Example (4). The facts are the same as in 

example (3) except that S is a financial services 
entity and derives the interest on the loan to X 
in the conduct of a banking business. The 
interest earned by S is export financing interest 
that is not described in section 864(d)(1) 
because it is described in section 864(d)(7). 
Since the interest is described in section 
864(d)(7) and is export financing interest, 
section 904(d)(2)(C)(iii)(III) shall not apply and 
the income shall be financial services income 
to S. 

(i) Interacti on of section 907(c) 
and income described in this section. 
If a person receives or accrues in- 
come that is income described in 
section 907(c) (relating to oil and gas 
income), the rules of section 907(c) 
and the regulations thereunder, as 
well as the rules of this section, shall 

apply to the income. Thus, for exam- 
ple, if a taxpayer receives or accrues 
a dividend distribution from two sep- 
arate noncontrolled section 902 cor- 
porations out of earnings and profits 
attributable to income received or 
accrued by the noncontrolled section 
902 corporations that is income de- 
scribed in section 907(c), the rules 
provided in section 907 shall apply 
separately to the dividends received 
from each noncontrolled section 902 
corporation. The reduction in 
amount allowed as foreign tax pro- 
vided by section 907(a) shall there- 
fore be calculated separated for divi- 

dends received or accrued by the 
taxpayer from each separate noncon- 
trolled section 902 corporation. 

(j) Priority rules. In the case of 
income that meets the definitions of 
more than one category of separate 
limitation income the following prior- 

ity rules apply: 

(1) Income that meets the defini- 

tions of passive income and of any 
other separate limitation income will 

be subject to the other separate limi- 

tation; 

(2) (Income that meets the defini- 

tions of financial services income and 

of either shipping income or passive 

income will be subject to the separate 
limitation for financial services in- 

come; 

(3) Income that meets the defini- 

tions of financial services income and 

of any separate limitation income 
other than shipping or passive in- 

come will be subject to the other 

separate limitation; 

(4) Income that meets the defini- 

tions of dividends from a noncon- 

trolled section 902 corporation and 

of any other separte limitation in- 

come will be subject to the separate 
limitation for dividends from a 
noncontrolled section 902 corpora- 
tion; and 

(5) Income that meets the defini- 
tions of high withholdings tax inter- 
est and of any other separate limita- 
tion income will be high withholding 
tax interest. 
I)1. 904-7 Look-through rules as ap- 

plied to controlled foreign corpora- 
tions and other entities. 

(a) Definitions. For purposes of 
section 904(d)(3) and this section, the 
following definitions apply: 

(I) The term "separate category" 
means, as the context requires, any 
category of income described in sec- 
tion 904(d)(1)(A), (B), (C), (D), (E), 
(F), (G), (H), or (I) and in 
I)1. 904-6(b), (d), (e), (f), and (g), or 
any category of earnings and profits 
to which income described in such 
provisions is attributable. 

(2) The term "controlled foreign 
corporation" has the meaning given 
such term by section 957 (taking into 
account the special rule for certain 
captive insurance companies con- 
tained in section 953(c)). 

(3) The term "United States share- 
holder" has the meaning given such 
terms by section 951(b) (taking into 
account the special rule for certain 
captive insurance companies con- 
tained in section 953(c)). 

(b) In general. Except as otherwise 
provided in section 904(d)(3) and this 
section, dividends, interest, rents, and 
royalties received or accrued by a 
taxpayer from a controlled foreign 
corporation in which the taxpayer is 
a United States shareholder shall be 
treated as general limitation income. 

(c) Rules for specific types of in- 

clusions and payments — (1) Subpart 
F inclusions — (i) Rule. Any amount 
included in gross income under sec- 
tion 951(a)(1)(A) shall be treated as 
income in a separate category to the 
extent the amount so included is 

attributable to income received or 
accrued by the controlled foreign 
corporation that is described as in- 

come in such category. For purposes 
of this paragraph, the priority rules 
of I)1. 904(d)-6(j) shall apply prior to 
application of the rules of this para- 
graph. 

(ii) Examples. The following exam- 
ples illustrate the application of this 

paragraph (c)(1): 
Example (jj. Controlled foreign corporation 

S is a wholly-owned subsidiary of P, a 
domestic corporation. S earns $200 of net 

income, $85 of which is foreign base company 
shipping income, $15 of which is foreign 
personal holding company income, and $100 
of which is non-subpart F general limitation 
income. No foreign tax is imposed on the 
income. One hundred dollars ($100) of S's 
income is subpart F income taxed currently to 
P under section 951(a)(l)(A). Because $85 of 
the subpart F inclusion is attributable to 
shipping income of S, $85 of the subpart F 
inclusion is shipping income to P. Because $15 
of the subpart F inclusion is attributable to 
passive income of S, $15 of the subpart F 
inclusion is passive income to P 

Example (2). Controlled foreign corporation 
S is a wholly-owned subsidiary of domestic 
corporation P. S is a financial services entity. 
P manufactures cars. In 1987, S earns $200 of 
interest income unrelated to its banking busi- 
ness and $900 of interest related to its banking 
business. Assume that S pays no foreign taxes 
and has no expenses. All of S's income is 
included in P's gross income as foreign per- 
sonal holding company income. Because S is a 
financial services entity, income that would 
otherwise be passive income is considered to 
be financial services income. Therefore, P 
treats the entire subpart F inclusion as finan- 
cial services income. 

Example (3). Controlled foreign corporation 
S is a wholly-owned subsidiary of domestic 
corporation P. P is a financial services entity 
and S manufactures cars. In 1987, S earns 
$200 of passive income that is subpart F 
income and $900 of general limitation non- 
subpart F income. Assume that S pays no 
foreign taxes on its passive earnings. P in- 
cludes the $200 of subpart F income in gross 
income. Because P is a financial services 
entity, the inclusion will be financial services 
income to P 

Example (4). Controlled foreign corporation 
S is a wholly-owned subsidiary of domestic 
corporation P. S owns 40 percent of foreign 
corporation A, 45 percent of foreign corpora- 
tion B, 30 percent of foreign corporation C 
and 20 percent of foreign corporation D. A, 
B, C, and D are noncontrolled section 902 
corporations. In 1987, S's only income is a 
$100 dividend from each foreign corporation. 
Assume that S pays no foreign taxes and has 
no expenses. All $400 of the income is foreign 
personal holding company income and is in- 
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eluded in P's gross income. P must include 
$100 in its separate limitation for dividends 
from A, $100 in its separate limitation for 
dividends from B, $100 in its separate limita- 
tion for dividends from C, and $100 in its 
separate limitation for dividends from D. 

(2) Interest — (i) In general. Any 
interest that is received or accrued 
from a controlled foreign corporation 
by a taxpayer that is a United States 
shareholder in such foreign corpora- 
tion shall be treated as income in a 
separate category to the extent it is 
allocable to income of the controlled 
foreign corporation in that category. 
If related person interest (as defined 
in this paragraph (c)(2)(ii)) is received 
or accrued from a controlled foreign 
corporation by two or more persons, 
the amount of interest received or 
accrued by each person that is al- 
locable to any separate category of 
income shall be determined by multi- 

plying the amount of related person 
interest allocable to that separate 
category of income by a fraction. 
The numerator of the fraction is the 
amount of related person interest 
received or accrued by that person 
and the denominator is the total 
amount of related person interest 
paid or accrued by the controlled 
foreign corporation. 

(ii) Allocating expenses including 
interest paid to a related person. If 
interest is paid or accrued by a 
controlled foreign corporation to any 
United States shareholder in such 
corporation (or to any related con- 
trolled foreign corporation within the 
meaning of paragraph (g) of this 
section) (" related person interest"), 
such related person interest and other 
expenses of a controlled foreign cor- 
poration shall be allocated and ap- 
portioned in the following manner: 

(A) Gross income in each separate 
category shall be determined; 

(B) Any expenses, including unre- 

lated person interest, that are defi- 
nitely related expenses shall be di- 

rectly allocated and apportioned 
under the principles of f)1. 861-8 to, 
and reduce, income in each separate 
category; 

(C) Any expenses, excluding inter- 

est, that are not definitely related 

expenses shall be apportioned under 

the principles of II I. 861-8 to, and 

reduce, income in each separate cate- 

gory; 
(D) Related person interest shall be 

allocated to and shall reduce (but not 

below zero) the amount of passive 
foreign personal holding company in- 

come as determined after the applica- 
tion of paragraph (c)(2)(ii)(B) and (C) 
of this section; 

(E) To the extent that related per- 
son interest exceeds passive foreign 

personal holding company income as 
determined after the application of 
paragraph (c)(2)(ii)(B) and (C) of this 
section, the related person interest 
shall be allocated to separate catego- 
ries other than passive income ac- 
cording to the following formula: 

Related 
person interest 

(F) Interest expense other than def- 
initely related interest and related 
person interest (" unrelated person in- 

terest expense") shall be allocated 
according to the following formula: 

Total 
unrelated 
person 
interest 

Unrelated person interest expense allocable 
to a separate category = 

Value of adjusted assets in 
x a separate category 

Value of adjusted total assets 

(iii) Value (as determi ned under 
()1. 861-8) of assets. For purposes of 
this section, the value of assets shall 
be determined under the principles of 
III. 861-8. For this purpose, the value 
of assets in any category shall be 
reduced by the principal amount of 
any indebtedness to the extent that 

interest on such indebtedness is defi- 
nitely related and therefore directly 
allocated to income in such category. 

(iv) Adjusted assets. Adjusted as- 
sets in a separate category equals the 
value of assets in a separate category 
minus the related person debt in that 
category for the year. Adjusted total 
assets equals the value of total assets 
minus the total related person debt 
for the year. Related person debt 
allocable to assets in a separate cate- 
gory shall be determined according to 
the following formula: 

Total related 
person debt 

Related person 
interest allocable to 
a separate category under 

x paragraph (c)(2)(ii)(D) or (E) 
All related person interest 

The term "total related person debt" 
means the sum of the principal 
amounts of obligations of a con- 
trolled foreign corporation owed to 
any United States shareholder of 
such corporation or to any controlled 
foreign corporation related to such 
shareholder (within the meaning of 
paragraph (g) of this section). 

(v) Examples. The following exam- 
ples illustrate the operation of this 

paragraph (c)(2). 
Exuutpte (I). Controlled foreign corporation 

S is a wholly-owned subsidiary of P, a 
domestic corporation. In 1987, S earns $200 of 
foreign personal holding company income that 
is passive income. S also earns $100 of foreign 

base company sales income that is general 
limitation income. S has $2000 of passive 

assets and $2000 of general limitation assets. 
In 1987, S makes a $150 interest payment to P 
with respect to a $1500 loan from P. S also 
pays $100 of interest to an unrelated person on 
a $1000 loan from that person. S has no other 
expenses. 

Under paragraph (c)(2)(ii)(D) of this section, 
the $150 related person interest payment is 
allocable to S's passive foreign personal hold- 
ing company income. Therefore, the $150 
interest payment is passive income to P. 

Because the entire related person interest 
payment is allocated to passive income under 
paragraph (c)(2)(ii)(D) of this section, none of 
the related person interest payment is allocable 
to general limitation income under paragraph 
(c)(2)(tt)(E) of thts sectton 

Under paragraph (c)(2)(iv) of this section, 
the entire amount ol' the related person debt is 
allocable to passive assets ($1500 = $1500 
$)50/$150). 

Related person interest 
minus allocated under paragraph 

(c)(2)(ii)(D) 
x Value (as determined under ()1. 861-8) of assets 

in a separate category (other than passive) 
Value (as determined under I)1. 861-8) of 
all assets (other than passive) 
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Under paragraph (c)(2)(ii)(F) of this section, 
$20 of interest expense paid to an unrelated 
person is allocated to passive income ($20 
$100 x ($2000 $1500)/($4000 $1500) 
Fighty dollars ($80) of the interest expense 
Paid to an unrelated person is allocated to 
general limitation income ($80 = $100 x 
($2000 — $O)/($4OOO — $1SOO). 

Example (2j. Controlled foreign corporation 
S is a wholly-owned subsidiary of P, a 
domestic corporation. In 1987, S earns $100 of 
foreign personal holding company income that 
is passive income. S also earns $100 of foreign 
base company sales income that is general 
limitation income. S has $1000 of general 
limitation assets and $1000 of passive assets. 
In 1987, S makes a $150 interest payment to P 
on a $1500 loan from P and has $20 of 
general and administrative expenses (G & A). 
S also makes a $25 interest payment to an 
unrelated person on a $250 loan from the 
unrelated person. S has no other expenses. 

Under paragraph (c)(2)(ii)(C) of this section, 
$10 of the G & A is allocable to S's passive 
foreign personal holding company income and 
$10 of the G & A is allocable to S's general 
limitation income. 

Under paragraph (c)(2)(ii)(D) of this section, 
$90 of the interest payment to P is allocable to 
S's passive foreign personal holding company 
income. 

Under paragraph (c)(2)(ii)(E) of this section, 
the additional $60 of related person interest 
expense is allocated to general limitation in- 
come ($60 = $60 x $1000/$1000). 

Under paragraph (c)(2)(iv) of this section, 
related person debt is allocated to passive and 
general limitation asset~. The related person 
debt allocable to passive assets equals $900 
($900 = $1500 x $90/$150). The related party 
debt allocable to general limitation assets 
equals $600 ($600 = $1500 x $60/$150). 

Under paragraph (c)(2)(ii)(F) of this section, 
$5 of the $25 of interest expense paid to an 
unrelated person is allocated to passive income 
($5 = $25 x ($1000 — $900)/($2000 
$1500). Twenty dollars ($20) of the interest 
expense paid to an unrelated person is allo- 
cated to general limitation income ($20 = $25 
x ($1000 — $600)/($2000 — $1500). 

Example (Jj. Controlled foreign corporation 
T is a wholly-owned subsidiary of S, a 
controlled foreign corporation. S is a wholly- 
owned subsidiary of P, a domestic corpora- 
tion. S and T are incorporated in the same 
country. In 1987, P sells tractors to T, which 
T sells to X, a foreign corporation that is 

related to both S and T and is organized in the 
same country as S and T. S makes a loan to X 
to finance the tractor sales. Assume that the 
interest earned by S from financing the sales is 

export financing interest that is neither related 
person factoring income nor foreign personal 
holding company income. S earns no passive 
income. S makes a $100 interest payment to P 
The $100 of interest paid to P is allocable 
under the look-through rules of paragraph 
(c)(2)(ii) of this section to the export financine 
interest earned by S and is general limitation 
income to P. 

Example (4j. Controlled foreign corporation 
S is a wholly-owned subsidiary of domestic 
corporation, P. P manufactures industrial 

equipment in the United States and sells some 

of the equipment to S for use in S's business, 

p provides financing to S in connection»ith 
the purchase of P's equipment. In 1987, S 

pays P $100 of interest relating to the financ- 
ing. S also pays P $150 on a loan unrelated to 
the financing. In 1987, S has assets that 
generate general limitation income and income 
attributable to dividends from a noncontrolled 
section 902 corporation. Under paragraph 
(c)(2)(ii) of this section, $150 of the interest 
payments to P are allocable to S's general 
limitation income and $100 are allocable to S's 
dividends from a noncontrolled section 902 
corporation. Therefore, under the look- 
through rules of paragraph (c)(2)(i) of this 
section, $150 of interest is general limitation 
income to P and $100 of interest is included in 
P's separate limitation for dividends from the 
noncontrolled section 902 corporation. 

(3) Rents and Royalties. Any rents 
or royalties received or accrued from 
a controlled foreign corporation in 
which the taxpayer is a United States 
shareholder shall be treated as in- 
come in a separate category to the 
extent they are allocable to income of 
the controlled foreign corporation in 
that category under the principles of 
I) I . 861-8. 

(4) Dividends — (i) Look-through 
rule. Any dividend paid or accrued 
out of the earnings and profits of 
any controlled foreign corporation 
shall be treated as income in a 
separate category in proportion to 
the ratio of the portion of earnings 
and profits attributable to income in 
such category to the total amount of 
earnings and profits of the controlled 
foreign corporation. 

(ii) Special rule for dividends at- 
tributable to certain loans. If a divi- 
dend is distributed to a taxpayer by a 
controlled foreign corporation, that 
controlled foreign corporation is the 
recipient of loan proceeds from a 
related person (within the meaning of 
paragraph (g) of this section), and 
the purpose of such loan is to alter 
the characterization of the dividend 
for purposes of this section, then, to 
the extent of the principal amount of 
the loan, the dividend shall be char- 
acterized with respect to the earnings 
and profits of the related person 
lender rather than with respect to the 
earnings and profits of the dividend 
payor. 

(iii) Exanlples. The following ex- 
amples illustrate the application of 
this paragraph (c)(4). 

Exanrp(e (lj. C ontrolled foreign corporation 
S is a «holly-o» ned subsrdiary of P, a 
domestic corporation. In 1987, S has earningv 
and profits of $1, 000, $600 of »hich is 

attributable to manuf'acturine income that is 
not subpart F income and $400 of »hich is 
attributable to dividends received by S from a 
noncontrolled section 902 corporation, T T is 
incorporated and operates in the same countrl 
as S, and S has a 50 percent ownership interest 

in T. In December of 1987, S pays a disidend 
of $200, all of «hich is auributable to earnings 
and profits earned in 1987. Six-tenths ot' the 
dividend, $120, is treated as general limitation 
income because six-tenths of S's earnings and 
profits are attributable to general limitation 
income. Four-tenths of the dividend, $80, is 
treated as income subject to a separate limita- 
tion for dividends from a noncontrolled sec- 
tion 902 corporation because four-tenths of S's 
earnings and profits are attributable to divi- 
dends from T, a noncontrolled section 902 
corporation. 

Example (2j. A, a United States person, has 
been the sole shareholder in controlled foreign 
corporation X since its organization on Janu- 
ary I, 1963. X's earnings and profits for 1963 
through the end of 1987 totaled $3, 000. A sells 

his stock in X at the end of 1987 and realizes 

a gain of $4, 000. Of the tota! $4, 000 gain, 
$3, 000 (A's share of the post-1962 earnings 
and profits) is includible in A's gross income 
as a dividend and is subject to the look- 
through rules. The remaining $1, 000 of the 
gain is includible as gain from the sale or 
exchange of the X stock and is passive income 
to A. 

(d) Effect of exclusions from 
subpart F income — (1) De minimis 
amount of subpart F income. If the 
sum of a controlled foreign corpora- 
tion's foreign base company income 
(determined without regard to section 
954(b)(5)) and gross insurance income 
for the taxable year is less than the 
lesser of 5 percent of gross income or 
$1, 000, 000, then all such income 
shall be treated as general limitation 
income. 

(2) Exception for certain income 
subject to high foreign tax. For pur- 
poses of the dividend look-through 
rule of paragraph (c)(4)(i) of this 
section, an item of net income that 
would otherwise be passive income 
(after application of the priority rules 
of I)1. 904-6(j)) that is received or 
accrued by a controlled foreign cor- 
poration shall be treated as general 
limitation income, and the earnings 
and profits attributable to such in- 
come shall be treated as general 
limitation earnings and profits, if the 
taxpayer establishes to the satisfac- 
tion of the Secretary that such in- 
come was subject to an effective rate 
of income tax imposed by a foreign 
country greater than 90 percent of 
the maximum rate of tax specified in 

section 11 (with reference to section 
15, if applicable). The preceding sen- 
tence has no effect on amounts 
(other than dix idends) paid or ac- 
crued by a controlled foreign corpo- 
ration to a United States shareholder 
of such controlled foreign corpora- 
tion to the extent those amounts are 
allocable to passive income of the 
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controlled foreign corporation. For 
treatment of foreign taxes imposed 
on income described in this para- 
graph (d)(2), see II1. 904-8. 

(3) Examples. The following exam- 
ples illustrate the application of this 

paragraph. 
Example (I). Controlled foreign corporation 

S is a wholly-owned subsidiary of P, a 

domestic corporation. in 1987, S earns $100 of 
gross income, $4 of which is interest that is 

subpart F foreign personal holding company 
interest and $96 of which is gross manufactur- 
ing income that is not subpart F income. S has 

no other earnings for 1987. S has no expenses 

and pays no foreign taxes. S pays P a $100 
dividend. Under the de minimis rule of section 

954(b)(3), none of S's income is treated as 

foeign base company income. Therefore, all of 
S's income is treated as general limitation 

income. The entire $100 dividend is general 

limitation income to P. 
Example (2). Controlled foreign corporation 

S is a wholly-owned subsidiary of P, a 

domestic corporation. In 1987, S earns $50 of 
shipping income of a type that is foreign base 

company shipping income. S also earns $50 of 
dividends from T, a foreign corporation in 

which S owns 45 percent of the voting stock, 
and $50 of dividends from U, a foreign 

corporation in which S owns 5 percent of the 

voting stock. Foreign persons hold the remain- 

ing voting stock of both T and U. S, T, and U 

are all incorporated in different foreign coun- 

tries. The dividends received by S from T and 

U are of a type that would normally be 

subpart F foreign personal holding company 
income that is passive income. However, under 

(j1. 904-6(j), the dividends from T are dividends 

from a noncontrolled section 902 corporation 
rather than passive income. S has no expenses. 

The earnings and profits of S are equal to the 

net income of S. The dividends and the 

shipping income are taxed abroad by S's 

country of incorporation at an effective rate of 
40 percent. P establishes to the satisfaction of 
the Secretary that the effective rate of tax on 

both the dividends and the shipping income 

exceeds 90 percent of the maximum United 

States tax rate. Therefore, under section 

954(b)(4), neither the shipping income nor the 

dividends are currently taxed to P under 

subpart F. Under paragraph (d)(2) of this 

section, S's earnings attributable to the divi- 

dends from U are treated as earnings attribut- 

able to general limitation income. 

In 1988, S has no earnings and pays a $150 
dividend to P. The dividend is paid out of S's 

post-1986 pool of earnings and profits. One- 

third of the dividend, $50, is attributable to 
S's shipping earnings, one-third, $50, is attrib- 

utable to the dividend from T, and one-third, 

$50 is attributable to the dividend from U. 
Under section 904(d)(3)(E) and paragraph 

(c)(4) of this section, one-third of the dividend 

is shipping income, one-third is a dividend 

from a noncontrolled section 902 corporation, 

T, and one-third is general limitation income 

to P. 

(e) Treatment of subpart l. income 
in excess of 70 percent of gross 
income — (1) Rule. If the sum of a 

controlled foreign corporation's for- 

eign base company income (deter- 

mined without regard to section 

954(b)(5)) and gross insurance income 
for the taxable year exceeds 70 per- 

cent of the gross income, then all of 
the controlled foreign corporation's 
gross income shall be treated as for- 

eign base company income and, thus, 

included in a United States share- 

holder's gross income. However, the 

inclusion in gross income of an 

amount that would not otherwise be 

subpart F income does not affect its 

character for purposes of determining 

whether the income is within a par- 
ticular category of income, 

(2) Example. The following exam- 

ple illustrates the application of this 

paragraph. 
Example. Controlled foreign corporation S 

is a wholly-owned subsidiary of P, a domestic 

corporation. S earns $100, $75 of which is 

foreign base company shipping income, as 

defined in section 954(f), and $25 of which is 

non-subpart I services income. S's gross and 

net income are equal. The $75 of shipping 

income includes $10 of rental income that also 

meets the definition of foreign personal hold- 

ing company income. That $10 is treated as 

shipping income to S under (I. 904-6(j). Under 

the 70 percent full inclusion rule of section 

954(b)(3)(B), the entire $100 is foreign base 

company income currently taxable to P under 

section 951. Because $75 of the $100 section 

951 inclusion is attributable to S's shipping 

income, $75 of the inclusion is shipping in- 

come to P. The remaining $25 of the inclusion 

is treated as general limitation income to P 

because $25 is attributable to S's general 

limitation income. 

(f) Modification of look-through 
rules for certain income — (1) High 
withholding tax interest. If a tax- 

payer receives or accrues interest 
from a controlled foreign corporation 
that is a financial services entity, and 
the interest would be described as 

high withholding tax interest if sec- 

tion 904(d)(3) and paragraph (c)(2) of 
this section did not apply, then the 
interest shall be treated as high with- 

holding tax interest to the extent that 
the interest is allocable under section 

904(d)(3) and paragraph (c)(2)(i) of 
this section to financial services in- 

come of the controlled foreign corpo- 
ration. 

(2) Dividends from a noncon- 
trolled section 902 corporation. If a 
United States shareholder receives or 
accrues income from a controlled 
foreign corporation that is attribut- 
able to dividends from a 

noncontrolled section 902 corpora- 
tion, such income shall be subject to 
a separate limitation for such divi- 

dends except as provided in III. 904- 

6(g)(2)(1) 

(3) Example. The following exam- 

ple illustrates the operation of para- 

graph (f)(1) of this section. 
Exumpte. Controlled foreign corporation S 

is a wholly-owned subsidiary of P, a domestic 

corporation. S is a financial services entity. In 

1988, S earns $80 of financial services income 

and $20 of high withholding tax interest. S 

makes a $100 interest payment to P. The 

interest payment to P is subject to a withhold- 

ing tax of 15 percent. Twenty dollars ($20) of 
the interest payment to P is considered to be 

high withholding tax interest because, under 

section 904(d)(3), it is allocable to the high 

withholding tax interest earned by S. The 

remaining eighty dollars ($80) of the interest 

payment is also treated as high withholding tax 

interest to P because, under paragraph (f)(l) 
of this section, interest that is subject to a 

high withholding tax but would not be consid- 

ered to be high withholding tax interest under 

the look-through rules of paragraph (c)(2) of 
this section, shall be treated as high withhold- 

ing tax interest to the extent that the interest 

would have been treated as financial services 

income under the look-through rules of para- 

graph (c)(2)(i) of this section 

(g) Application of look-through 
rules to related controlled foreign 
corporations. The principles of para- 

graphs (b), (c), and (f) of this section 

shall apply to distributions and pay- 

ments from a controlled foreign cbr- 

poration to a related controlled for- 

eign corporation. For purposes of the 

preceding sentence, two controlled 

foreign corporations shall be consid- 

ered to be related to each other if 

one controlled foreign corporation 
owns, directly or indirectly, stock 

possessing more than 50 percent of 
the total voting power of all classes 

entitled to vote or of the total value 

of stock of such corporation or the 

same United States shareholders own, 

directly or indirectly, stock possessing 

50 percent or more of the total 

voting power of all classes entitled to 

vote or of the total value of stock of 
each controlled foreign corporation. 
For purposes of this preceding sen- 

tence, indirect ownership shall be 

determined under section 958(b) and 

the regulations thereunder. 

(h) Application of look-through 
rules to certain domestic corpora- 

tions. If a domestic corporation 
meets the 80 percent foreign business 

requirements described in section 

861(c)(1), the look-through rules of 
paragraphs (b), (c), and (f) apply to 
interest, rents or royalties paid by or 
accrued by the domestic corporation 
to a related person within the mean- 

ing of section 861(c)(2)(B). 
(i) Application of look- through 

rules to partnerships and other pass- 
through entities — (1) General rule. 
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Except as provided in paragraph 
(t)(2) of this section, a partner's 
distributive share of partnership in- 
come shall be characterized as in- 
come in a separate category to the 
extent that the distributive share is a 
share of income earned or accrued by 
the partnership in such category. 
Payments to a partner described in 
section 707 (e. g. , payments to a 
partner not acting in capacity as a 
partner) shall be characterized as in- 
come in a separate category to the 
extent that the income is attributable 
to income earned or accrued by the 
partnership in such category and the 
payments would be characterized un- 
der the look-rules of this section if 
the partnership were a foreign corpo- 
ration. The disposition of a partner- 
ship interest shall be treated as a 
disposition of the partner's propor- 
tionate share of each of the assets of 
the partnership for purposes of char- 
acterizing the gain or loss allocable 
to a separate category. For purposes 
of allocating the purchase price of 
the interest and the seller's basis in 
the interest to partnership assets, the 
principles of II1. 751-1(a) will apply. 
The rules of this paragraph (i)(1) also 
apply to inclusions and gains with 
respect to, and payments from, an S 
corporation, simple trust, and any 
other pass-through entity described in 

CI I . 904-6(e)(3)(i i i)(A). 
(2) Exception for certain partner- 

ship interests. Except as otherwise 
provided, if any limited partner or 
corporate general partner owns less 
than 10 percent (by value) of the 
beneficial interest in a partnership, 
the partner's distributive share of 
partnership income from the partner- 
ship shall be passive income to the 
partner, and the partner's distributive 
share of partnership deduction from 
the partnership shall be allocated and 
apportioned under the principles of 
O')1. 861-8 only to the partner's passive 
income from that partnership. How- 
ever, if a less than 10 percent part- 
nership interest is held in the ordi- 
nary course of a partner's active 
trade or business, the rules of para- 
graph (i)(1) of this section shall apply 
and the partner's distributive share of 
partnership income shall be charac- 
terized as income in a separate cate- 
gory to the extent that the distribu- 
tive share is a share of income earned 
or accrued by the partnership in such 
category. A partnership interest will 

be considered to be held in the 
ordinary course of a partner's active 
trade or business if the partner (or a 
member of the partner's affiliated 
group of corporations (within the 
meaning of section 1504(a) and with- 

out regard to section 1504(b)(3))) 
engages (other than through a less 
than 10 percent interest in a partner- 
ship — in the same or similar trade or 
business as the partnership. To the 
extent that the partner's distributive 
share of income from the partnership 
is a share of high withholding tax 
interest received or accrued by the 
partnership, the partner's distributive 
share of partnership income from the 
partnership shall be high withholding 
tax interest to the partner. Any gain 
or loss from the sale of a partnership 
interest described in this paragraph 
(i)(2) shall be treated as passive in- 
come or loss. The rules of this 
paragraph (i)(2) apply to less than 10 
percent owners of other pass-through 
entities described in paragraph (i)(1) 
of this section. 

(j) Ordering rules — (1) In general. 
The rules of paragraph (j)(2) of this 
section apply for purposes of deter- 
mining the character of income re- 
ceived or accrued by a person from a 
related person if the payor or an- 
other related person also receives or 
accrues income from the recipient 
and the look-through rules apply to 
the income in all cases. 

(2) Specific rules. For purposes of 
characterizing income under this 
paragraph, the following types of 
income are characterized in the order 
stated: 

(i) Rent, royalty, interest, or 
other amounts definitely related to 
income of the payor; 

(ii) Interest that is not definitely 
related to income of the payor; 

(iii) Subpart F inclusions; 
(iv) Dividend distributions. 

The amount of interest paid or ac- 
crued by a person to a related person 
shall be offset against and eliminate 
any interest received or accrued by a 
person from that related person be- 
fore application of the ordering rules 
of this paragraph. 

(k) Examples. The following exam- 
ples illustrate the application of para- 
graphs (g), (h), (i), and (j) of this 
section. 

Example (l). S and T, controlled foreign 
corporations, are wholly-owned subsidiaries of 

P, a domestic corporation. S and T are 
incorporated in two different foreign countries 
and T is a financial services entity. In 1987, S 
earns $100 of income that is general limiitation 
foreign base company sales income. After 
expenses, including a $50 interest payment to 
T, S's income is subject to foreign tax at an 
effective rate of 40 percent. P elect~!o exclude 
S's $50 of net income from subpart F under 
section 954(b)(4). T earns $350 of income that 
consists of $300 of subpart F financial services 
income and $50 of interest received from S. 
The $50 of interest is foreign personal holding 
company income in T's hands because section 
954(c)(3)(A)(i) (same country exception for 
interest payments) does not apply. The $50 of 
interest is also general limitation income to T 
because the look-through rules of paragraph 
(c)(2)(i) of this section apply to characterize 
the interest payment. Thus, with respect to T, 
P includes in its gross income $50 of general 
limitation foreign personal holding company 
income and $300 of financial services income. 

Example (2). The facts are the same as in 

example (I) except that, instead of earning 
$100 of general limitation foreign base com- 
pany sales income, S earns $100 of foreign 
personal holding company income that is pas- 
sive income. Although the interest payment to 
T would otherwise be passive income, because 
T is a financial services entity, under ss1. 904- 
6(e)(1), the income is treated as financial 
services income in T's hands. Thus, P's entire 
$350 section 951 inclusion consists of financial 
services income. 

Example (3). P, a domestic corporation, 
wholly-owns S, a domestic corporation. S 
meets the 80 percent active foreign business 
requirements described in section 861(c)(1). In 
1987, S's earnings consist of $100 of shipping 
income and $100 of high withholding tax 
interest. S makes a $100 interest payment to P. 
The interest payment to P is subject to the 
look-through rules of paragraph (c)(2)(i) of 
this section, and is characterized as shipping 
income and high withholding tax interest to 
the extent that it is allocable to such income in 
S's hands. 

Example (4). PS is a domestic partnership 
that is the sole shareholder of controlled 
foreign corporation S. PS has two general 
partners, A and B. A and B each have a 
greater than 10 percent interest in PS. PS also 
has two limited partners, C and D. C has a 50 
percent interest in the partnership and D has a 
9 percent interest. A, B, C and D are all 
United States persons. In 1987, S has $100 of 
general limitation non-subpart F income on 
which it pays no foreign tax. S pays a $100 
dividend to PS. The dividend is the only 
income of PS. Under the look-through rule of 
paragraph (c)(4) of this section, the dividend 
to PS is general limitation income. Under 
paragraph (i)(l) of this section, A' s, B's, and 
C's distributive shares of PS's income are 
general limitation income. Under paragraph 
(i)(2) of this section, because D is a partner 
with a less than 10 percent interest in PS, D's 
distributive share of PS's income is passive 
income. 

Example (5). P has a 25 percent interest in 

partnership PS that he sells to X for $100. P's 
basis in his partnership interest is $35. PS has 
the following assets: a passive asset svith a 
basis of $80 and a fair market value of $40 
and a general limitation asset with a basis of 
$60 and a fair market value of $400. None of 
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the assets in the partnership are described in 
section 751(c) or (d). Under the principles of 
$1. 751-1(a), P recognizes $85 of general limita- 
tion gain ($100 — $15) and $10 of passive loss 
($10 — $20) on the sale of his partnership 
interest. 

Example (6). P, a domestic corporation, 
owns 100 percent of the stock of S, a 
controlled foreign corporation, and S owns 
100 percent of the stock of T, a controlled 
foreign corporation. S has $100 of passive 
foreign personal holding company income 
from unrelated persons and $100 of general 
limitation income. S also has $50 of interest 
income from T. S pays T $100 of interest. 
Under paragraph 4)(2) of this section, the 
$100 interest payment from S to T is reduced 
for limitation purposes to the extent of the $50 
interest payment from T to S before applica- 
tion of the rules in paragraph (c)(2)(ii) of this 
section. Therefore, the interest payment from 
T to S is disregarded. S is treated as if it paid 
$50 of interest to T, all of which is allocable 
to S's passive foreign personal holding com- 
pany income. Therefore the $50 interest pay- 
ment from S to T is passive income. 

Example (7). P, a domestic corporation, 
owns 100 percent of the stock of S, a 
controlled foreign corporation, and S owns 
100 percent of the stock of T, a controlled 
foreign corporation. In 1987, S earns $100 of 
passive foreign personal holding income and 
$100 of general limitation non-subpart F sales 
income from unrelated persons and $100 of 
general limitation non-subpart F interest in- 
come from a related person, W. S pays $150 
of interest to T. T earns $200 of general 
limitation sales income from unrelated persons 
and the $150 interest payment from S. T pays 
S $100 of interest. 

Under paragraph (j)(2) of this section, the 
$100 interest payment from T to S reduces the 
$150 interest payment from S to T. S is 
treated as though it paid $50 of interest to T. 
T is treated as though it made no interest 
payment to S. 

Under paragraph (j)(2)(ii) of this section, the 
remaining $50 interest payment from S to T is 
then characterized. The interest payment is 
first allocable under the rules of paragraph 
(c)(2)(ii) of this section to S's passive income. 
Therefore, the $50 interest payment to T is 
passive income. The interest income is foreign 
personal holding company income in T's 
hands. T, therefore, has $50 of subpart F 
passive income and $200 of non-subpart F 
general limitation income. 

Under paragraph (j)(2)(iii) of this section, 
subpart F inclusions are characterized next. P 
has a subpart F inclusion with respect to T of 
$50 that is attributable to passive income of T 
and is treated as passive income to P. 

Exuntp(e (8). P, a domestic corporation, 
owns 100 percent of the stock of S, a 
controlled foreign corporation, and S owns 
100 percent of the stock of T, a controlled 
foreign corporation. P also owns 100 percent 
of the stock of U, a controlled foreign 
corporation. In 1987, S earns $100 of passive 
foreign personal holding company income and 
$200 of non-subpart F general limitation in- 

come from unrelated persons. S also receives 
$150 of dividend income from T. S pays $100 
of interest to T and $100 of' interest to U. U 
earns $300 of non-subpart F general limitation 
income and the $100 of interest received from 
S. U pays a $100 royalty to T T earns the 

$100 interest payment received from S and the 
$100 royalty received from U. 

Under paragraph (j)(2)(i) of this section, the 
royalty paid by U to T is characterized first. 
Assume that the royalty is definitely related to 
U's general limitation income. Also assume 
that the royalty is not subpart F income to T. 
With respect to T, the royalty is general 
limitation income. 

Under paragraph (j)(2)(ii) of this section, the 
interest payments from S to T and U are 
characterized next. This characterization is 
done without regard to any dividend income 
received by S because, under paragraph (j)(2) 
of this section, dividends are characterized 
after interest payments from a related person. 
The interest payments are first allocable to S's 
passive income under paragraph (c)(2)(ii)(D) of 
this section. Therefore, $50 of the interest 
payment to T is passive and $50 of the interest 
pyment to U is passive. The remaining $50 
paid to T is general limitation income and the 
remaining $50 paid to U is general limitation 
income. The entire amount of the interest 
payments to T and U is subpart F foreign 
personal holding company income to both 
recipients. 

Under paragraph 4)(2)(iii) of this section, P 
has a $100 subpart F inclusion with respect to 
T that is characterized next. Fifty dollars ($50) 
of the subpart F inclusion is passive income to 
P because it is attributable to the passive 
income portion of the interest income received 
by T from S, and $50 of the inclusion is 
treated as general limitation income to P 
because it is attributable to the general limita- 
tion portion of the interest income received by 
T from S. 

Under paragraph (j)(2)(iii) of this section, P 
also has a $100 subpart F inclusion with 
respect to U. Fifty dollars ($50) of the subpart 
F inclusion is passive income to P because it is 
attributable to the passive portion of the 
interest income received by U from S, and $50 
of the inclusion is general limitation income to 
P because it is attributable to the general 
limitation portion of the interest income re- 
ceived by U from S. 

Under paragraph (j)(2)(iv) of this section, 
the $150 distribution from T to S is character- 
ized next. One-hundred dollars ($100) of the 
distribution is out of earnings and profits 
attributable to previously taxed income. There- 
fore, only $50 is a dividend that is subject to 
the look-through rules of paragraph (d) of this 
section. The $50 dividend is attributable to T's 
general limitation income and is general limita- 
tion income to S in its entirety. 

Example (9). P, a domestic corporation, 
owns 100 percent of the stock of S, a 
controlled foreign corporation, and S, owns 
100 percent of the stock of T, a controlled 
foreign corporation. P also owns 100 percent 
of the stock of U, a controlled foreign 
corporation. S, T and U are all incorporated 
in the same foreign country, in 1987, S earns 
$100 ol passive foreign personal holding in- 
come and $200 of general limitation non- 
subpart F income from unrelated persons. S 
pays $100 of interest to T and $100 of interest 
to U. U earns $300 of general limitation 
non-subpart F income and the $100 of interest 
received from S. T's only income is the $100 
interest payment received from S. 

Under paragraph (j)(2)(ii) of this section, the 
interest payments from S to T and U are 
characterized. The interest payments are first 

allocated under the netting rule of paragraph 
(c)(2)(ii)(D) to S's passive income. Theretore 
under that provision and paragraph (c)(2)(t) of 
this section, $50 of the interest payment to T 
is passive income to T and $50 of the interest 
payment to U is passive income to U. The 
remaining $50 paid to T is general limitation 
income and the remaining $50 paid to U is 
general limitation income. 

Under paragraph (j)(2)(iii) of this section, 
any subpart F inclusion of P is determined and 
characterized next. Under paragraph (g) of this 
section, paragraphs (c)(2)(i) and (c)(2)(ii) apply 
not only for purposes of determining the 
separate category of income of S to which the 
interest payments from S to T and U are 
allocable but also for purposes of determining 
the subpart F income of T and U. Although 
the interest payments from S to T and U are 
"same country" interest payments that would 
otherwise be excludible from T's and U's 
subpart F income under section 954(c)(3)(A)(i), 
section 954(c)(3)(B) provides that the exception 
for same country payments between related 
persons shall not apply to the extent such 
payments have reduced the subpart F income 
of the payor. In this case, $50 of the $100 
interst payment from S to T reduced S's 
subpart F income and $50 of the $100 interest 
payment from S to U reduced the remaining 
$50 of S's subpart F income. Therefore, T has 
$50 of subpart F income that is passive income 
and U has $50 of subpart F income that is 
passive income. P includes $100 of subpart F 
income in gross income that is passive income 
to P. 

The remaining $50 of interest paid by S to T 
and the remaining $50 of interest paid by S to 
U is not subpart F income to T or U because 
it did not reduce S's subpart F income and is 
therefore eligible for the same country excep- 
tion. 

(I) Application of section 904— 
(I) In general. For purposes of deter- 
mining the portion of an interest 
payment that is allocable to income 
earned or accrued by a controlled 
foreign corporation from sources 
within the United States under sec- 
tion 904(g)(3), the rules in paragraph 
(1)(2) of this section apply. For pur- 
poses of determining the portion of a 
dividend paid or accrued by a con- 
trolled foreign corporation that is 
treated as from sources within the 
United States under section 904(g)(4), 
the rules in paragraph (1)(4) of this 
section apply. For purposes of deter- 
mining the portion of an amount 
included in gross income under sec- 
tion 951(a) that is attributable to 
income of the controlled foreign cor- 
pora(ion from sources within the 
United States under sec(ton 904(g)(2), 
the rules in paragraph (l)(5) of this 
section apply. In order to determine 
whether section 904(g) applies, sec- 
tion 904(g)(5) (exception if controlled 
foreign corporation has a de minimis 
amount of United States source in- 
come) shall be applied Io the total 
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amount of earnings and profits of a 
controlled foreign corporation for a 
taxable year without regard to the 
characterization of those earnings un- 
der section 904(d). 

(2) Treatment of interest pay- 
ments. if interest is received or ac- 
crued by a United States shareholder 
or a person related to a United States 
shareholder (within the meaning of 
paragraph (c)(2)(ii) of this section) 
from a controlled foreign corpora- 
tion, the interest shall be considered 
to be allocable to income of the 
controlled foreign corporation from 
sources within the United States for 
purposes of section 904(d) to the 
extent that the interest is allocable 
under paragraph (c)(2)(ii)(D) of this 
section to passive income that is 
from sources within the United 
States. If related person interest is 
less than passive income, the related 
person interest will be allocable to 
United States source passive income 
based on the ratio of United States 
source passive income to total passive 
income. To the extent that related 
person interest exceeds passive in- 

come, and, therefore, is allocated 
under paragraph (c)(2)(ii)(E) of this 
section to income in a separate cate- 
gory other than passive, the follow- 
ing formula applies in determining 
the portion of the interest payment 
that is from sources within the 
United States: 

Thc amount of ihe 
inlcrcst payment 
allocated to the 
scparaic category 
under paragraph 
(c)(2)(tt)(E) 
of this section 

Value ot' domectic assetc 
in that category 

x Value ol total ascetc in thai 

category 

Assets 

Passive 
General 
Total 

Foreign 
1000 
3000 
4000 

U. S. Totals 
4000 5000 
4000 7000 
8000 12000 

(3) Examples. The following examles illus- 

trate the application of this paragraph. 

Example (I). Controlled foreign corporation 
S is a wholly-owned subsidiary of P, a 
domestic corporation. In 1988, S pays P $300 
of interest to P. S has no other expenses. In 

1988, S has $3000 of assets that generate $650 
of foreign source general limitation sales in- 
come and a $1000 loan to an unrelated foreign 
person that generates $20 of foreign source 
passive interest income. S also has a $4000 
loan to an unrelated United States person that 

generates $70 of United States source passive 
income and $4000 of inventory that generates 
$100 of United States source general limitation 
income. The following chart summarizes S's 

assets and income: 

Income 

Passive 
General 
Total 

Foreign 
20 

650 
670 

U. S. Totals 
70 90 

100 750 
170 840 

Under paragraph (c)(2)(ii)(D) of this section, 
$90 of the related person interest payment is 

allocable to S's passive income. Under para- 
graph (1)(2) of this section, $70 is from sources 
within the United States and $20 is from 
foreign sources. 

Under paragraph (c)(2)(ii)(E) of this section, 
the remaining $210 of the related person 
interest payment is allocated to general limita- 
tion income. Under paragraph (l)(2) of this 
section, $120 of the remaining $210 is allo- 
cated to general limitation United States source 
income ($120 = $210 x $5000/$7000). Ninety 
dollars ($90) of the remaining $210 of the 
related person interest payment is allocated to 
general limitation foreign source income. ($90 
= $210 x $3000/$7000). 

Example (2). Controlled foreign corporation 
S is a wholly-owned subsidiary of P, a 
domestic corporation. In 1988, S pays $300 of 
interest to P. S has no other expenses. In 
1988, S has $4000 of assets that generate $650 
of foreign source general limitation manufac- 
turing income and a $1000 loan to an unre- 
lated foreign person that generates $100 of 
foreign source passive interest income. S has 
$500 of shipping assets that generate $200 of 
foreign source shipping income and $500 of 
shipping assets that generate $200 of United 
States source shipping income. S also has a 
$1000 loan to an unrelated United States 
person that generates $100 of United States 
source passive income. S's passive income is 

not also described as shipping income. The 
following chart summarizes S's assets and 
income: 

Assets 

Passive 
Shipping 
General 
Total 
Income 

Passive 
Shipping 
General 
Total 

Foreign 
1000 
500 

4000 
5500 

Foreign 
100 
200 
650 
950 

U. S. Totals 
1000 2000 
500 1000 
0 4000 

1500 7000 

U. S. Totals 
100 200 
200 400 

0 650 
300 1250 

Under paragraph (c)(2)(ii)(D) of this section, 
$200 of the related person interest payment is 
allocable to S's passive income. Under para- 
graph (l)(2) of this section, $100 of this 
amount is from foreign sources and $100 is 
from United States sources. 

Under paragraph (c)(2)(ii)(E) of this section, 
$80 of the remaining $100 of the related 
person interest payment is allocated to general 
limitation income ($80 = $100 x 
$4000/$5000) and $20 is allocated to shipping 
income ($20 = $100 x $1000/$5000). 

Under paragraph (1)(2) of this section, none 
of $80 of the interest payment allocated to 
general limitation income ic allocated to 
United States source income ($0 = $80 
$0/$4000). Therefore, $80 is allocated to gen- 
eral limitation foreign source income. 

Under paragraph (l)(2) of this section, $10 
of the $20 of the interest payment allocated to 
the shipping income is allocated to Uniied 

source income ($20 = $20 x $500/$1000) and 
$10 of the $20 is allocated to foreign source 
income ($10 = $20 x $500/$1000). 

(4) Treatment of di vidend pay- 
ments — (i) Rule. Any dividend or 
distribution treated as a dividend 
under this section that is received or 
accrued by a United States share- 
holder from a controlled foreign cor- 
poration shall be treated as income in 

a separate limitation derived from 
sources within the United States in 

proportion to the ratio of the portion 
of the earnings and profits of the 
controlled foreign corporation in the 
corresponding separate category from 
United States sources to the total 
amount of earnings and profits of 
the controlled foreign corporation in 
that separate category. 

(ii) Determination of earnings and 
profits from United States sources. 
In order to determine the portions of 
earnings and profits from United 
States sources and from foreign 
sources within each separate cate- 
gory, related person interest shall be 
allocated to the United States source 
portion of income in a separate cate- 
gory by applying the rules of para- 
graph (l)(2) of this section. Other 
expenses shall be allocated by apply- 
ing the rules of paragraph (c)(2)(ii) of 
this section separately to the United 
States source income and the foreign 
source income in each category. For 
example, unrelated person interest ex- 
pense that is allocated among catego- 
ries of income based upon the rela- 
tive amounts of assets in a category 
must be allocated between United 
States and foreign source income 
within each category by applying the 
rules of paragraph (c)(2)(ii)(F) of this 
section separately to United States 
source and foreign source assets in 
the separate category. 

(iii) Fxatnple. The following exam- 
ple illustrates the application of this 
paragraph. 

Example. Controlled foreign corporation, S, 
is a wholly owned subsidiary of P, a domestic 
corporation. In 1987, S has $100 of non- 
subpart F general limitation earnings and 
profits and $100 of shipping earnings and 
profits that are not attributable to subpart F 
income because the taxpaver elected to exclude 
the income from subpart I. income under 
section 954(b)(4). None of the general limita- 
tion earnings and profits are I'rom sources 
within the United States, and $50 ot' the 
shipping earnings and profits are from United 
States sources, ln 1988, S earns $300 ot' 

non-subpart F general limitation earnings and 
profits and $500 ol' non-subpart F shipping 
earnings and profits. The shipping earnings 

1987-2 C. B. 981 



and profits are attributable to income that is 
excluded from subpart F under section 
954(b)(4). One hundred dollars ($100) of the 
general limitation earnings and prof'its are 
from sources within the United States. None 
of the shipping earnings and profits are froln 
United States sources. In 1988, S pays P a 
$500 dividend. Under paragraph (c)(4) of this 
section, $200 of the dividend is attributable to 
general limitation earnings and profits ($200 = 
$500 x $400/$1000). Under this paragraph 
(1)(3), the portion of the dividend that is 
attributable to general limitation earnings and 
profits from sources within the United States 
is $50 ($200 x $100/$400). Under paragraph 
(c)(4) of this section, $300 of the dividend is 

attributable to shipping earnings and profits 
($300 = $500 x $600/$1000). Under this 
paragraph (1)(3), the portion of the dividend 
that is attributable to shipping earnings and 
profits from sources v ithin the United States 
is $25 ($300 x $50/$600). 

(5) Treatment of subpart F inclu- 
sions — (i) Rule. Any amount in- 
cluded in the gross income of a 
United States shareholder of a con- 
trolled foreign corporation under sec- 
tion 951(a) shall be treated as income 
subject to a separate limitation that 
is derived from sources within the 
United States to the extent such 
amount is attributable to income of 
the controlled foreign corporation in 
the corresponding category of income 
from sources within the United 
States. In order to determine a con- 
trolled foreign corporation's taxable 
income and earnings and profits 
from sources within the United States 
in each separate category, the princi- 
ples of paragraph (1)(4)(ii) of this 
section shall apply. 

(ii) Example. The following exam- 
ple illustrates the application of this 
paragraph (1)(5). 

Example. Controlled foreign corporation S 
is a wholly-owned subsidiary of domestic cor- 
poration, P. In 1987, S earns $100 of subpart 
F foreign personal holding company income 
that is passive income. Of this amount, $40 is 
derived from sources within the United States. 
S also earns $50 of subpart F general limita- 
tion income. None of this income is from 
sources within the United States. Assume that 
S pays no foreign taxes and has no expenses. 
P is required to include $150 in gross income 
under section 951(a). Of this amount, '$60 will 

be foreign source passive income to P and $40 
will be United States source passive income to 
P. Fifty dollars ($50) will be foreign source 
general limitation income to P. 

(6) Treatment of section 78 
amount. For purposes of treating 
taxes deemed paid by a taxpayer 
under section 902(a) and section 
960(a)(1) as a dividend under section 
78, taxes that are paid or accrued 
with respect to United States source 

income in a separate category shall 
be treated as United States source 
income in that separate category. 

(7) Coordination with treaties. If 
any amount of income derived from 
a United States-owned foreign corpo- 
ration, as defined in section 
904(g)(6), would be treated as derived 
from sources within the United States 
under section 904(g), and, pursuant 
to an income tax convention with the 
United States, the taxpayer chooses 
to avail itself of benefits of the 
convention that treat such amount as 
arising from sources outside the 
United States, then such amount will 

be treated as foreign source income. 
However, section 904(a), (b), (c), and 
(d), and sections 902, 907, and 960 
shall be applied separately to 
amounts described in the preceding 
sentence with respect to each treaty 
under which the taxpayer has claimed 
benefits. 

(m) Order of application of sec- 
tions 904(d), (f), and (g). In order to 
apply the rules of this section, sec- 
tion 904(d)(1) shall first be applied to 
the controlled foreign corporation to 
determine the amount of income and 
earnings and profits derived by the 
controlled foreign corporation in 
each separate category. The income 
and earnings and profits in each 
separate category that is from United 
States sources shall then be deter- 
mined. Section 904(f)(5)(A) and (B) 
shall then be applied to the con- 
trolled foreign corporation. Sections 
904(d)(3), 904(g), and this section 
shall then be applied for purposes of 
characterizing and sourcing income 
received, accrued, or included by a 
United States shareholder in the con- 
trolled foreign corporation that is 
attributable or allocable to income or 
earnings and profits of the controlled 
foreign corporation. 

(n) Effective date. Section 
904(d)(3) and this section apply to 
distributions and section 951 inclu- 
sions of earnings and profits of a 
controlled foreign corporation (or 
other entity to which this section 
applies) derived during the first tax- 
able year of the controlled foreign 
corporation (or other entity) begin- 
ning after December 31, 1986, and 
thereafter, and to payments made by 
a controlled foreign corporation (or 

other entity) during such taxable 
years, without regard to whether the 
corresponding taxable year of the 
recipient of the distribution or pay- 
ment or of one or more of the 
United States shareholders of the 
controlled foreign corporation begins 
after December 31, 1986. 
I)1. 904-8 Allocation of taxes. 

(a) Allocation of taxes to a sepa- 
rate category or categories of in- 
come — (1) In general — (i) Taxes re- 

lated to a separate category of 
income. The amount of taxes paid or 
accrued with respect to a separate 
category of income shall include only 
those taxes that are related to income 
in that separate category. Taxes are 
related to income if the income is 

included in the base upon which the 
tax is imposed, If, for example, 
foreign law exempts certain types of 
income from foreign taxes, or certain 
types of income are exempt from 
foreign tax under an income tax 
convention, then no taxes are consid- 
ered to be related to such income for 
purposes of this paragraph. As an- 
other example, if foreign law pro- 
vides for a specific rate of tax with 

respect to certain types of income 
(e. g. , capital gains), or certain ex- 
penses or deductions are allowed un- 

der foreign law only with respect to a 
particular type of income, then such 
provisions shall be taken into account 
in determining the amount of foreign 
tax imposed on such income. A with- 
holding tax (unless it is a withholding 
tax that is not the final tax payable 
on the income as described in I)1. 904- 

6(d)) is related to the income from 
which it is withheld. A tax that is 

imposed on a base that includes more 
than one separate category of income 
is considered to be imposed on in- 

come in all such categories and, thus, 
the taxes are related to all such 
categories included within the foreign 
country or possession's taxable in- 

come base. 

(ii) Apportionment of taxes related 
to more than one separate category. 
If a tax is related to more than one 
separate category, then, in order to 
determine the amount of the tax paid 
or accrued with respect to each sepa- 
rate category, the tax shall be appor- 
tioned among the separate categories 
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Foreign tax 
related to more 
than one separate 
category 

Net income subject 
to that foreign 
tax included in a 

x separate category 
Net income subject to 
that foreign tax 

For purposes of this apportionment, 
gross income is determined under the 
law of the foreign country or a 
possession of the United States to 
which the foreign income taxes have 
been paid or accrued. The net 
amount of income in a separate 
category and the total net income are 
to be next determined by deducting 
any credits, expenses, losses, and any 
other deductions that are properly 
allocable to the gross amount of such 
income under the laws of that for- 
eign country or possession. If foreign 
law does not provide for the direct 
allocation of expenses, losses, or 
other deductions to a particular cate- 
gory of income, then the principles 
of I)1. 861-8 shall apply in allocating 
such expenses, losses, or other deduc- 
tions to gross income as determined 
under foreign law. For example, the 
principles of II1. 861-8 apply to re- 
quire definitely related expenses to be 
directly allocated to particular catego- 
ries of gross income and provide the 
methods of apportioning expenses 
that are definitely related to more 
than one category of gross income or 
that are not definitely related to any 
particular category of gross income. 
For purposes of this paragraph, the 
gross income method of allocating 
expenses that are not definitely re- 
lated is acceptable even if the expense 
to be apportioned is interest expense. 
Also for this purpose, the apportion- 
ment of expenses required to be 
made under II I. 861-8 need not be 
made on other than a separate com- 

pany basis. The rules in this para- 
graph apply only for purposes of the 
apportionment of taxes among sepa- 
rate categories of income and do not 
affect the computation of a taxpay- 
er's foreign tax credit limitation with 

respect to a specific category of in- 

come. 

(2) Treatment of certain dividends 

from noncontrolled section 902 cor- 

porations. If a taxpayer receives or 
accrues a dividend from a noncon- 

trolled section 902 corporation, and 

if the Commissioner establishes that 

there is an agreement, express or 
implied, that such dividend is paid 
out of a designated pool of earnings 
of the foreign corporation, then only 
the foreign taxes imposed on that 
pool of earnings will be considered to 
be taxes related to the dividend. 

(b) Application of paragraph (a) to 
sections 902 and 960 — (I) Determina- 
tion of deemed paid credit. If, for 
the taxable year, there is included in 

the gross income of a domestic cor- 
poration under section 951 an 
amount attributable to the earnings 
and profits of a controlled foreign 
corporation for any taxable year and 
the amount included consists of in- 
come in more than one separate 
category of the controlled foreign 
corporation, then the domestic corpo- 
ration shall be deemed to have paid 
only a portion of the taxes paid or 
accrued, or deemed paid or accrued, 
by the controlled foreign corporation 
that are allocated to each separate 
category to which the inclusion is 
attributable. The portion of the taxes 
allocated to a particular separate cat- 
egory that shall be deemed paid by 
the United States shareholder shall be 
equal to the taxes allocated to that 
separate category multiplied by the 
amount of the inclusion with respect 
to that category (as determined under 
(1. 904-7(c)(1)) and divided by the 
earnings and profits of the controlled 
foreign corporation with respect to 
that separate category (as determined 
under $1. 904-7(c)(2)(ii)). The rules of 
this paragraph (b)(1) also apply for 
purposes of computing the foreign 
tax credit of United States sharehold- 
ers of controlled foreign corporations 
under section 902. 

(2) Taxes on income excluded from 
subpart F under section 954(b)(4). 
Whether an item of income is high- 
taxed for purposes of section 
954(b)(4) shall be determined after 
the allocation of taxes under para- 
graph (a) of this section. If a con- 
trolled foreign corporation receives or 
accrues income in a separate category 
that is excluded from the corpora- 

on the basis of the following fot mula: tion's subpart F income under section 
954(b)(4) and also receives or accrues 
income in that category that is in- 

cluded in a United States sharehold- 
ers gross income under section 
951(a)(1), then any foreign income 
taxes that are allocable to the items 
of income in that category that are 
excluded from the corporation's 
subpart F income under section 
954(b)(4) shall be considered to be 
related only to the non-subpart F 
income in that category. The taxes 
that are related to the income that is 

excluded from subpart F under sec- 
tion 954(b)(4) shall be deemed paid 

only when the related earnings and 

profits are distributed to the United 
States shareholder or otherwise in- 

cluded in the United States share- 
holder's gross income. 

(3) D!stributions received from for- 
eign corporations that are excluded 
from gross tncome under sect!on 
959(b). The principles of this para- 
graph shall be applied to- 

(i) Any portion of a distribution 
received from a first-tier corporation 
by a domestic corporation that is 
excluded from the domestic corpora- 
tion's gross income under section 
959(a) and )1. 959-1, and 

(ii) Any portion of a distribution 
received from an immediately lower- 
tier corporation by a second- or 
first-tier corporation that is excluded 
from such foreign corporation's gross 
income under section 959(b) and 
(1. 959-2, if such distribution is 
treated as a dividend pursuant to 
III. 960-2(a). 

(4) Application of section 78. For 
purposes of treating taxes deemed 
paid by a taxpayer under section 
902(a) and section 960(a)(1) as a 
dividend under section 78, taxes that 
were allocated to income in a sepa- 
rate category shall be treated as in- 
come in that same separate category. 

(5) Increase !'n limitation. The 
amount of the increase in the foreign 
tax credit limitation allowed by sec- 
tion 960(b) and )1. 960-4 shall be 
determined with regard to the appli- 
cable category of income under sec- 
tion 904(d). 

(c) Examples. The following exam- 
ples illustrate the application of this 
section. 

Example (t j. Xl. a domestic corporation, 
conducts business in foreign country X. Xl 

earns $400 of shipping income, $200 ot' general 
limitation income and $200 of passive income 
as determined under foreign law. Lnder for- 
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eign law, none of M's expenses are directly 
allocable to a particular category of income. 
Under the principles of «)1. 861-8, M allocates 
$75 of definitely related expenses to shipping 
income, $10 of expenses to general limitation 
income, and no expenses to passive income. M 
also allocates non-definitely related expenses of 
$40 to shipping income, $20 to general limita- 
tion income, and $20 to passive income. 
Therefore, for purposes of paragraph (a) of 
this section, M has $285 of net shipping 
income, $170 of net general limitation income, 
and $180 of net passive income. Country X 
imposes tax of $100 on a base that includes 
M's shipping income and general limitation 
income. Country X exempts passive income 
from tax. The tax paid by M is related to M's 

shipping and general limitation income. The 
$100 tax is apportioned between those limita- 
tions. Thus, M is considered to have paid $63 
of X tax on its shipping income ($100 x 

$285/$455) and $37 of tax on its general 
limitation income ($100 x $170/$455). None of 
the X tax is allocated to M's passive income. 

Example (2). The facts are the same as in 

example (I) except that X does not exempt all 

passive income from tax but only exempts 
interest income. M's passive income consists of 
$100 of gross dividend income, to which $10 
of non-definitely related expenses are allo- 
cated, and $100 of interest income, to which 

$10 of non-definitely related expenses are 
allocated. The $90 of net dividend income is 

subject to X tax, and $90 of net interest 
income is exempt from X tax. M pays $130 of 
tax to X. The $130 of tax is related to M's 

general, shipping, and passive income. The tax 
is apportioned among those limitations as 
follows: $68 to shipping income ($130 x 
$285/$545) $41 to general limitation income 
($130 x $170/$545), and $21 to passive income 
($130 x $90/$545). 

Example (3). P, a domestic corporation, 
owns 100 percent of S, a controlled foreign 
corporation organized in country X. S owns 

100 percent of T, a controlled foreign corpora- 
tion that is also organized in country X. 
Country X grants group relief to S and T. In 
1987, S earns $100 of income and T incurs an 
$80 loss. Under country X's group relief 
provisions, only $20 of S's income is subject 
to country X tax. Country X imposes a 30 
percent tax on this income ($6). P includes 
$100 of S's income in gross income under 
section 951. Six dollars ($6) of foreign tax is 

related to that income for purposes of section 
960. 

Example (4). P, a domestic corporation, 
owns all the stock of S, a foreign corporation 
organized in country F. S is a shipping 
company that operates in foreign countries X, 
Y, and Z. Under both foreign and United 
States law, S earns a total of $500. The 
income is foreign base company shipping in- 

come. The foreign base company shipping 
income is subject to varying rates of foreign 
tax. S pays $80 of tax to X on $200 of 
income, $40 of tax to Y on $200 of income 
and no tax on $100 of income earned in Z. P 
excludes the $200 derived in X from foreign 
base company shipping income under section 
954(b)(4). Under paragraph (b)(3) of this sec- 
tion, the $80 of taxes that are related to that 
income are not deemed paid under section 960 
with respect to the $300 included in P's 
income under section 951(a)(1). Thus, only the 
taxes related to that income ($40) would be 
creditable. The $80 of taxes related to the 
income excluded under section 954(b)(4) are 
not deemed paid by P until the income to 
which those taxes are related is included in P's 
income. 

Example (5). Domestic corporation P owns 
all of the stock of controlled foreign corpora- 
tion S, which owns all of the stock of 
controlled foreign corporation T. All such 
corporations use the calendar year as the 
taxable year. Assume that earnings and profits 
are equal to net income and that the income 
amounts are identical under United States and 

foreign law principles, In 19g7, T earns 
$187. 50 of gross passive income and $62. 50 of 
gross general ltmttatton mcome and pays $50 
of foreign taxes. Assume that T incurs no 
other expenses. S earns no income in 1987 and 

pays no foreign taxes. For 1987, P is required 
under section 951 to include in gross income 
$175 attributable to the earnings and profits of 
T for such year. One hundred and fifty dollars 
($150) of the subpart F inclusion is attribut- 
able to passive income earned by T, and $25 
of the subpart F inclusion is attributable to 
general limitation income earned by T. In 

1988, T earns no income and pays no foreign 
taxes. T pays a $200 dividend to S, consisting 
of $175 from its earnings and profits attribut- 
able to amounts required to be included in P's 
gross income with respect to T and $25 from 
its other earnings and profits. Assume that no 
withholding taxes imposed with respect to the 
distribution from T to S. In 1988, S earns 
$100 of gross general limitation income and 
receives a $200 dividend from T. S pays $30 of 
foreign taxes. Assume that S incurs no other 
expenses. For 1988, P is required under section 
951 to include in gross income $22. 50 attribut- 
able to the earnings and profits of S for such 
year. The entire subpart F inclusion is attribut- 
able to general limitation income earned by S. 
In 1988, S pays P a dividend of $247. 50, 
consisting of $157. 50 from its earnings and 
profits attributable to the amount required 
under section 951 to be included in P's gross 
income with respect to T, $22. 50 from its 

earnings and profits attributable to the amount 
required under section 951 to be included in 
P's gross income with respect to S, and $67. 50 
from its other earnings and profits. The 
foreign income taxes deemed paid by P for 
1987 and 1988 under section 960(a)(I) and 

section 902(a) are determined as follows upon 
the basis of the following facts and computa- 
tions. 

1. Pre-tax earnings and profits: 

T corporal(on (second-tier corporation): 

(a) Passive income 
(p. i. ) . 
Plus: 

187. 50 

(b) General limitation income 

(g I i ). 62. 50 

(c) Total . 
Less: 

250 

(d) Foreign income taxes paid on or with respect to T's earnings and profits (20r/0) . . 50 

(e) Earnings and profits. . . 

Allocation of taxes: 

200 

(a) Foreign income taxes paid by T that are allocable to p. i. earned by T: 
Line 1(d) taxes. 
Multiplied by:foreign law net p. i. . 
Divided by:foreign law total net income. 
Result . 

50 
187. 50 
250 

37. 50 

(b) Foreign income taxes paid by T that are allocable to g. l. i. earned by T: 
Line 1(d) taxes. . . . . . . . . . . . . . , , . . . 
Multiplied by:foreign law net g. l. i . 
Divided by:foreign law total net income. 
Result 

50 
62. 50 

250 
12. 50 
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T's earnings and profits: 

(a) Earnings and profits attributable to T's p. i. : 
Line (l)(a) e & p. 
Less: line 2(a) taxes. . . . . . . . . . . . . 
Result 

187. 50 
37. 50 

150 

(b) Earnings and profits attributable to T's g. l. i. : 
Line (1)(b) e & p. 
Less:line 2(b) taxes. 
Result 

Subpart F inclusion attributable to T: 

62. 50 
12. 50 

50 

(a) Amount required to be included in P's gross income for 1987 under section 951 with respect to T that is 
attributable to T's p. i. 

150 

(b) Amount required to be included in P's gross income for 1987 under section 951 with respect to T that is 
attributable to T's g. l. i. . 

25 

Foreign income taxes deemed paid by P under section 960(a)(1) with respect to T: 

(a) Taxes deemed paid that are attributable to T's subpart F inclusion that are attributable to T's p. i. : 
Line 2(a) taxes. 
Multiplied by:line 4(a) sec. 951 incl. 
Divided by:line 3(a) e & p. 
Result: 

37. 50 
150 
150 

37. 50 

(b) Taxes deemed paid that are attributable to T's subpart F inclusion that are attributable to T's g. l. i. 
Line 2(b) taxes. 
Multiplied by:line 4(b) sec. 951 incl. 
Divided by:line 3(b) e & p. 
Result 

12. 50 
25 
50 

6. 25 

Dividends paid to S: 

(a) Dividends attributable to T's previously taxed p. i. 
Plus: 

150 

(b) Dividends attributable to T's previously taxed g. l. i. 
Plus: 

25 

(c) Dividends from T's non-previously taxed earnings and profits attributable to p. i. 
Plus: 

(d) Dividends from T's non-previously taxed earnings and profits attributable to g. l. i. 25 

(e) Total dividends paid to S 

Taxes deemed paid by S: 

200 

(a) Taxes of T deemed paid by S for 1987 under section 902(b)(1) with regard to T's p. i. : 
Line 2(a) taxes. 
Multiplied by:line 6(c) dividend. . . 
Divided by:line 3(a) e & p. 
Result 

37. 50 
0 

150 
0 

(b) Taxes of T deemed paid by S for 1987 under section 902(b)(l) with regard to T's g. l. i. : 
Line 2(b) taxes. 
Multiplied by:line 6(d) dividend. 
Divided by:line 3(b) e & p. . . . . . 
Result 

12. 50 
25 
50 

6. 25 

Pre-tax earnings and profits: 
S corporation (first-reer corporarion)r 

(a) Dividends front T attributable 
Plus: 

to T's non-previously taxed p. i. . 0 

(b) Dividends from T attributable 
Plus: 

to T's non-previously taxed g. l. i. 

(c) Dividends from T attributable 
P 1 us: 

to T's previously taxed p. i. 15() 

(d) Dividends from T attributable 
Plus: 

to T's previously taxed g. l. i. 15 
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(e) Passive income other than dividend from T 
Plus: 

0 

General limitation income other than dividend from T 100 

(8) Total pre-tax earnings and profits. 300 

(h) F'oreign income taxes paid on or with respect to S's earnings and profits (10%%uo) . 30 

Earnings and profits. 270 

Allocation of taxes: 

(a) Foreign income taxes paid by S that are allocable to non-previously taxed p. i. earned by S: 
Line 8(h) taxes. . . . . . 
Multiplied by:foreign law line 8(a) & 8(e) p. i. amounts. 
Divided by:foreign law total net income. 
Result . 

30 
0 
300 

0 

(b) Foreign income taxes paid by S that are allocable to S's previously taxed p. i. received from T: 
Line 8(h) taxes . 
Multiplied by:foreign law line 8(c) p. i. amount 
Divided by:foreign law total net income. 
Result 

30 
150 
300 

15 

(c) Foreign income taxes paid by S that are allocable to non-previously taxed g. l. i. earned by S: 
Line 8(h) taxes. 
Multiplied by:foreign law line 8(b) & line 8(f) g. l. i. amounts 
Divided by:foreign law total net income. 
Result . 

30 
125 
300 

12. 50 

(d) Foreign income taxes paid by S that are allocable to S's previously taxed g. l. i. received from T: 
Line 8(h) taxes. 

Multiplied by:foreign law line 8(d) amount . 
Divided by:foreign law total net income. 
Result . 

30 

25 
300 

2. 50 

10. (a) Non-previously taxed earnings and profits of S: 
Lines 8(a), 8(b), 8(e), & 8(f) e & p. 
Less:lines 9(a) & 9(c) taxes 
Result . 

125 
12. 50 

112. 50 

(b) Portion of result in 10(a) attributable to S's p. i. 0 

(c) Portion of result in 10(a) attributable to S's g. l. i. 112. 50 

11. (a) Previously taxed earnings and profits of S: 
Lines 8(c) and 8(d) e & p. 
Less:lines 9(b) & 9(d) taxes. 
Result . 

175 
17. 50 

157. 50 

(b) Portion of result in 11(a) attributable to T's p. i. : 
Line 8(c) 
Less:line 9(b) taxes 
Result . 

150 
15 

135 

(c) Portion of result in 11(a) attributable to T's g. l. i. : 
Line 8(d). 
Less:line 9(d) taxes 
Result . 

25 
2. 50 

22. 50 

12. Subpart F inclusion attributable to S: 

(a) Amount required to be included in P's gross income for 1988 under section 951 with respect to S that is 
attributable to S's p. i. 

0 

(b) Amount required to be included in P's gross income for 1988 under section 951 with respect to S that is 
attributable to S's g. l. i. 

22. 50 

13. Foreign income taxes deemed paid by P under section 960(a)(1) with respect to S: 

(a) Taxes deemed paid that are attributable to S's subpart F inclusion that are attributable to S's p. i. : 
Line 9(a) taxes 
Multiplied by:line 12(a) sec. 951 incl. 
Divided by:line 10(b) e & p. 
Result 

0 
0 
0 

0 
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(b) 

(c) 

Taxes deemed paid that are attributable to S's subpart F inclusion that are attributable to S's g. l. i. : 
Line 9(c) taxes. 
Multiplied by:line 12(b) sec. 951 incl. 
Divided by:line 10(c) e & p. 
Result . 

Foreign income taxes deemed paid by S deemed paid by P that are allocable to S's p. i. : 
Line 7(a) taxes deemed paid by S 
Multiplied by:line 12(a) sec. 951 incl. 
Divided by:line 10(b) e & p. 
Result 

12. 50 
22. 50 
112. 50 

0 
0 
0 

1 50 

0 

(d) Foreign income taxes deemed paid by S deemed paid by P that are allocable to S's g. l. i. : 
Line 7(b) taxes deemed paid by S 
Multiplied by:line 12(b) sec. 951 incl. 
Divided by:line 10(c) e & p. 
Result 

6. 25 
22. 50 
112. 50 

1. 25 

Dividends paid to P: 

(a) Dividends from S attributable to S's previously taxed p. i. 

Plus: 

0 

(b) Dividends from S attributable to S's previously taxed g. l. i. . . 
Plus: 

22. 50 

(c) Dividends to which section 902(a) applies: 
(i) Consisting of S's earnings and profits attributable to T's previously taxed p. i. . . . 

P! us: 
(ii) Consisting of S's earnings and profits attributable to T's previously taxed g. l. i. . 

Plus: 
(iii) Consisting of S's other p. i. earnings and profits. 

Plus: 
(iv) Consisting of S's other g. l. i. earnings and profits . 

(v) Total section 902 dividend 

135 

. . 22. 50 

0 

67. 50 
225 

(d) Total dividends paid to P 247. 50 

Foreign income taxes deemed paid by P under section 902 and section 960(a)(3) with respect to S: 

(a) Taxes paid by S deemed paid by P under section 902(a) with regard to S's p. i. : 
Line 9(a) taxes. 
Multiplied by: line 14(c)(iii) div 
Divided by:line 10(b) e & p. 
Result 

0 
0 
0 

0 

(b) Taxes paid by S deemed paid by P under section 902(a) with regard to S's g. l. i. : 
Line 9(c) taxes. 
Multiplied by:line 14(c)(iv) div. 
Divided by:line 10(c) e & p. 
Result 

12. 50 
67. 50 

112. 50 
7. 50 

(c) Taxes deemed paid by S deemed paid by P under section 902(a) with regard to S's p. i. : 
Line 7(a) deemed paid taxes 
Multiplied by:line 14(c)(iii) div 
Divided by:line 10(b) e & p. 
Result 

0 
0 
0 

0 

(d) Taxes deemed paid by S deemed paid by P under section 902(a) with regard to S's g. l. i. : 
Line 7(b) deemed paid taxes . 

Multiplied by:line 14(c)(iv) div. . 
Divided by:line 10(c) e & p. 
Result 

6. 25 
67. 50 
112. 50 

3. 75 

(e) Foreign income taxes paid by S under section 960(a)(3) deemed paid by P with regard to S's previously taxed 
p. t. : 
Line 9(b) taxes. . . . . . . . . . . . . 
Multiplied by:line 14(c)(i) div. 
Divided by:line 1 1(b) e &. p. 
Result 

15 
135 
135 

15 

Foreign income taxes paid by S under section 960(a)(3) deemed paid by P with regard to S's previously taxed 
g. l. i. : 
Line 9(d) taxes 
Multiplied by:line 14(c)(ii) div. 
Divided by:line I l(c) e & p. 
Result . 

2. 50 
22. 50 
22. 50 

2. 50 
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SUMMARY 
Total taxes deemed paid by P under section 960(a)(l) with respect to- 
Passive income of S and T included under section 951 in income of P: 

Line 5(a). 
Plus: 

Line 13(a). 
Plus: 

Line 13(c) 
Result . 

37. 50 

0 
37. 50 

General limitation income of S and T included under section 951 in income of P: 
Line 5(b). 

Plus; 
Line 13(b). 

Plus: 
Line 13(d). 
Result 
Total deemed paid taxes under section 960(a)(l). 
Total taxes deemed paid by P under section 902 and section 960(a)(3) attributable to passive income of S and 

T (line 15(e)) 
Total taxes deemed paid by P under section 902 and section 960(a)(3) attributable to general limitation 
income of S and T: 
Line 15(b). 

Plus: 
Line 15(d). 

Plus: 
Line 15(f) 
Result 

6. 25 

2. 50 

1. 25 

7. 50 

3. 75 

2. 50 

10 
47. 50 
15 

13. 75 

I) 1. 904-9 Transition rules. 

(a) Characterization of distri bu- 
tions and section 951(a)(I)(B) inclu- 
sions of earnings of a foreign corpo- 
ration accumulated in taxable years 
beginning before January I, 1987 
during taxable years of both the 
payor foregi n corporati on and the 
recipient which begin after December 
31, 1986 — (I) In general. Income de- 
rived by a foreign corporation in 
taxable years beginning before Janu- 
ary 1, 1987, is characterized in the 
foreign corporation's hands under 
section 904(d)(1)(A) (separate limita- 
tion interest income), or section 
904(d)(1)(E) (general limitation in- 
come) (prior to their amendment by 
the Tax Reform Act of 1986 (the 
Act)) after application of the de 
minimis rule of former section 
904(d)(3)(C) (prior to its amendment 
by the Act). When, in a taxable year 
after the effective date of the Act, 
earnings and profits attributable to 
such income are distributed, or in- 
cluded in the gross income of a 
United States shareholder under sec- 
tion 951(a)(1)(B), the ordering rules 
of section 904(d)(3)(D) and 
ss1. 904-7(c)(4), shall be applied in 

determining initially the character of 
the income of the distributee or 
United States shareholder. Thus, a 
proportionate amount of a distribu- 
tion described in this paragraph will 

be initially characterized as separate 
limitation interest income in the 
hands of the distributee based on the 

ratio of the separate limitation inter- 
est earnings and profits out of which 
the dividend was paid to the total 
earnings and profits out of which the 
dividend was paid. The distribution 
or section 951(a)(1)(B) inclusion must 
then be recharacterized in the hands 
of the distributee or United States 
shareholder on the basis of the fol- 
lowing principles: 

(i) Distributions and section 
951(a)(1)(B) inclusions that are ini- 
tially characterized as separate limita- 
tion interest income shall be treated 
as passive income; 

(ii) Distributions and section 
951(a)(1)(B) inclusions that are ini- 
tially characterized as old general 
limitation income shall be treated as 
general limitation income, unless the 
taxpayer establishes to the satisfac- 
tion of the Commissioner that the 
distribution or section 951(a)(1)(B) 
inclusion is attributable to: 

(A) Earnings and profits accumu- 
lated with respect to shipping in- 
come, as defined in section 
904(d)(2)(D) and I)1. 904-6(f), or 

(B) In the case of a financial ser- 
vices entity, earnings and profits ac- 
cumulated with respect to financial 
services income, as defined in section 
904(d)(2)(C)(ii) and I)1. 904-6(e)(1). 

(2) Limi tation on establishing the 
character of earnings and profits. In 

order for a taxpayer to establish that 
distributions or section 951(a)(1)(B) 
inclusions that are attributable to 

general limitation earnings and prof- 
its of a particular taxable year begin- 
ning before January I, 1987, are 
attributable to shipping or financial 
services earnings and profits, the tax- 
payer must establish the amounts of 
foreign taxes paid or acrued with 

respect to income attributable to 
those earnings and profits that are to 
be treated as taxes paid or accrued 
with respect to shipping or financial 
services income, as the case may be, 
under section 904(d)(2)(I). Con- 
versely, in order for a taxpayer to 
establish the amounts of general limi- 

tation taxes paid or accrued in a 
taxable year beginning before Janu- 
ary 1, 1987, that are to be treated as 
taxes paid or accrued with respect to 
shipping or financial services income, 
as the case may be, the taxpayer 
must establish the amount of any 
distributions or section 951(a)(1)(B) 
inclusions that are attributable to 
shipping or financial services earnings 
and profits. For purposes of estab- 
lishing the amounts of general limita- 
tion taxes that are to be treated as 
taxes paid or accrued with respect to 
shipping or financial services income, 
the principles of I)1. 904-8 shall be 
applied. 

(b) Application of look-through 
rules to distr'rbutions (including 
deemed distri buti ons) and payments 
by an entity to a recipient when one' s 
taxable year begins before January 1, 
1987 and the other's taxable year 
begins after December 31, 1986 — (I) 
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In general. This paragraph provides 
rules relating to the application of 
section 904(d)(3) to payments made 
by a controlled foreign corporation 
or other entity to which the look- 
through rules apply during its taxable 
year beginning after December 31, 
1986, but received in a taxable year 
of the recipient beginning before Jan- 
uary I, 1987. The paragraph also 
provides rules relating to distributions 
(including deemed distributions) or 
payments made by a controlled for- 
eign corporation to which section 
904(d)(3) (as in effect before the Act) 
applies during its taxable year begin- 
ning before January I, 1987, and 
received in a taxable year of the 
recipient beginning after December 
31, 1986. 

(2) Payor of interest, rents, or roy- 
alties is subj ect to (he Act and 
recipient is not subject to the Act. If 
interest, rents, or royalties are paid 
or accrued on or after the start of 
the payor's first taxable year begin- 
ning on or after January 1, 1987, but 
prior to the start of the recipient's 
first taxable year beginning on or 
after January 1, 1987, such interest, 
rents, or royalties shall initially be 
characterized in accordance with sec- 
tion 904(d)(3) and $1. 904-7. To the 
extent that interest payments in the 
hands of the recipient are initially 
characterized as passive income under 
these rules, they will be treated as 
separate limitation interest in the 
hands of the recipient. To the extent 
that rents or royalties in the hands of 
the recipient are initially character- 
ized as passive income under these 
rules, they will be recharacterized as 
general limitation income in the 
hands of the recipient. 

(3) Recipient of in(crest, rents, or 
royalties is subject (o (he Acl and 
payor is no( subject to the Act. If 
interest, rents, or royalties are paid 
or accrued before the start of the 
payor's first taxable year beginning 
on or after January I, 1987, but on 
or after the start of the recipient's 
first taxable year beginning after Jan- 
uary I, 1987, the income in the 
recipient's hands shall be initially 
characterized in accordance with 
former section 904(d)(3) (prior to its 
amendment by the Act). To the 
extent interest income is characterized 
as separate limitation interest income 
under these rules, that income shall 

be recharacterized as passive income 

in the hands of the recipient. Rents 
or royalties will be characterized as 
general limitation income. 

(4) Recipient of dividends and 
subpart F inclusions is subject to (he 
Act and payor is not subjec( ot the 
Act. If dividends are paid or accrued 
or section 951(a)(1) inclusions occur 
before the start of the first taxable 
year of a controlled foreign corpora- 
tion beginning on or after January I, 
1987, but on or after the start of the 
first taxable year of the distributee or 
United States shareholder beginning 
on or after January I, 1987, the 
dividends or section 951(a)(1) inclu- 
sions in the hands of the distributee 
or United States shareholder shall be 
initially characterized in accordance 
with former section 904(d)(3) (includ- 
ing the ordering rules of section 
904(d)(3)(A). Therefore, under 
former section 904(d)(3)(A), divi- 
dends are considered to be paid or 
derived first from earnings attribut- 
able to separate limitation interest 
income. To the extent the dividend 
or section 951(a)(1) inclusion is ini- 
tially characterized under these rules 
as separate limitation interest income 
in the hands of the distributee or 
United States shareholder, the divi- 
dend or section 951(a)(1) inclusion 
shall be recharacterized as passive 
income in the hands of the 
distributee or United States share- 
holder. The portion, if any, of the 
dividend or section 951(a)(1) inclu- 
sion that is not characterized as pas- 
sive income shall be characterized 
according to the rules in paragraph 
(a) of this section. Therefore, a tax- 
payer may establish that income that 
would otherwise be characterized as 
general limitation income is shipping 
or financial services income. Rules 
comparable to the rules contained in 
section 904(d)(2)(1) shall be applied 
for purposes of characterizing foreign 
taxes deemed paid with respect to 
distributions and section 951(a)(1) in- 
clusions covered by this paragraph 
(b)(4) 

(5) Examples. The following exam- 
ples illustrate the application of this 
paragraph. 

Ewunple ((J. P is a domestic corporation 
that is a I'iscal year taxpayer (July I-. lune 30). 
S, a controlled I'orcign corporation, is a 
wholly-owned subsidiary of' P attd has a 
calendar taxable year. Ott Junc I, 1987, S 
makes a Sl(10 interest payment to P 13ecausc 
the payment is made after . Ianuary I, 198 
(the first day ol' S'i I'irst taxable year begin- 

ning after December 31, 1986), the look- 
through rules of section 904(d)(3) apply to 
characterize the payment made by S. To the 
extent, however, that the imerest payment to P 
is allocable to passive income earned by S, the 
payment will be included in P's separate 
limitation for interest as provided in former 
section 904(d)(1)(A) 

Example (27. P is a domestic corporation 
that is a calendar year taxpayer. S, a con- 
trolled foreign corporation, is a wholly-owned 
subsidiary of P and has a Jul& I-June 30 
taxable year. On June l, l 987, S makes a $)00 
interest payment to P. Because the payment is 

made prior to Jul) I, 1987 (the first day of S's 
first taxable year beginning after December 31, 
1986), the look-through rules of section 
904(d)(3) do not apply. Assume that, under 

former section 904(d)(3), the interest payment 
would be characterized as separate limitation 
interest income. I=or purposes of determining 
P's foreign tax credit limitation, the interest 
payment will be passive income as provided in 

section 904(d)(l)(A). 
Example (3j. The facts are the same as in 

example (2) except that on June I, 1987, S 
makes a $100 dividend distribution to P. 
Because the dividend is paid prior to July I, 
1987 (the first day of S's first taxable year 
beginning after December 31, 1986), the look- 
through rules of section 904(d)(3) do not 
apply. Assume that, under former section 
904(d)(3), S's earnings and profits for the 
taxable year ending June 30, 1987 consists of 
$200 of earnings attributable to general limita- 
tion income and $75 of earnings attributable 
to separate limitation interest income. The 
portion of the dividend that is attributable to 
S's separate limitation interest and is treated as 
separate limitation interest income under 
former section 904(d)(3) is $75. The remaining 
$25 of the dividend is treated as general 
limitation income under former section 
904(d)(3). For purposes of determining P's 
foreign tax credit limitation, $75 of the divi- 
dend will be recharacterized as passive income. 
The remaining $25 of the dividend will be 
characterized as general limitation income, 
unless P can establish that the general limita- 
tion portion is attributable to shipping or 
financial services income. 

(c) Installment sales. If income is 
received or accrued by any person on 
or after the effective date of the Act 
(as applied to such person) that is 
attributable to a disposition of prop- 
erty by such person with regard to 
which section 453 or section 453(A) 
applies (installment sale treatment), 
and the disposition occurred prior to 
the effective date of the Act, that 
income shall be characterized accord- 
ing to the rules of qsss1. 904-6 through 
1. 904-9. 

(d) Special effectite da(e for ltigh 
wi (hholdi ng tax ht teres( earned b I 
persons Ni(h respec( (o qua(i fied 
loans described in section 120I(ej(2j 
of (he dct. For purposes of charac- 
terizing interest receix ed or accrued 
b) any person, the definition ol high 
ss ithholding tax interest in 
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$1. 904-6(d) shall apply to taxable 
years beginning after December 31, 
1986 except as provided in section 
1201(e)(2) of the Act. 

(e) Treattnent of certain recapture 
income. Except as otherwise pro- 
vided, if income is subject to recap- 
ture under section 585(c), the income 
shall be general limitation income. If 
the income is recaptured by a tax- 
payer that is a financial services 
entity, the entity may treat the in- 

come as financial services income if 
the taxpayer establishes to the satis- 
faction of the Secretary that the 
deduction to which the recapture 
amount is attributable is allocable to 
financial services income. 

Lawrence B. Gibbs, 
Commissi oner of 

Internal Revenue, 
(Filed by the Office of the Federal Register on 

August 20, 1987 at 3:51 p. m. and published 
in the issue of the Federal Register for 
August 26, 1987, 52 F. R. 32242) 

Notice of Proposed Rulemaking 
Notice of Public Hearing 

Allocation and Apportionment of 
Expenses for Purposes of the 
Foreign Tax Credit Rules and 
Certain Other International Tax 
Provisions 

INTL-935-86 

AGENCY: Internal Revenue Service, 
Treasury. 

ACTION: Notice of Proposed Rule- 
making and Notice of Public Hear- 
ing. 

SUMMARY: This document contains 
proposed regulations and a notice of 
a public hearing relating to the allo- 
cation and apportionment of ex- 
penses, including interest expense, for 
purposes of the foreign tax credit 
rules and certain other international 
tax provisions. These regulations 
would provide the public with guid- 
ance necessary to comply with the 
Tax Reform Act of 1986 [Pub. L. 
99-514] (1986-3 C. B. (Vol. I) I ]. 
Although certain of these rules re- 
quire the allocation and apportion- 
ment of interest expense on a consoli- 
dated basis, these rules do not 
provide guidance regarding the alloca- 

tion and apportionment of other ex- 
penses on a consolidated basis. 

DATES: Written comments and/or 
requests to appear at a public hearing 
scheduled for November 13, 1987, 
must be delivered or mailed by Octo- 
ber 26, 1987. These regulations are 
proposed generally to be applicable 
to the allocation of expenses for 
taxable years beginning after Decem- 
ber 31, 1986. 

ADDRESS: Send comments and re- 
quests to appear at the public hearing 
to: Commissioner of Internal Reve- 
nue, Attn: CC:LR:T (INTL-935-86), 
Washington, D. C. 20224. The public 
hearing will be held in the I. R. S. 
Auditorium, Seventh Floor, 7400 
Corridor, Internal Revenue Building, 
1111 Constitution Ave. , N. W. , 
Washington, D. C. 

SUPPLEMENTARY 
INFORMATION: 

BACKGROUND 

This document contains proposed 
Income Tax Regulations (26 CFR 
Part 1) under sections 861(b), 863(b), 
and 864(e) of the Internal Revenue 
Code of 1986 [Pub. L. 99-514]. The 
proposed regulations are issued under 
the authority contained in sections 
861(b) (26 USC 861(b)), 863(b) (26 
USC 863(b), 864(e) (26 USC 864(e)), 
and 7805 (26 USC 7805) of the 
Internal Revenue Code of 1986. 
Some of the interpretations set forth 
herein may require the enactment of 
legislation, including certain provi- 
sions of the Technical Corrections 
Act of 1987 (H. R. 2636), which 
would amend Pub. L. 99-514. 

DISCUSSION 

Description of 
statutory and implementing 

regulatory provisions 

Statutory provisions 

The Tax Reform Act of 1986 re- 
vised the rules for the allocation 
nand apportionment of interest and 
other expenses for purposes of the 
international tax provisions. Section 
864(e)(2) generally requires taxpayers 
to allocate and apportion interest 
expense on the basis of assets. Fur- 
thermore, section 864(e)(4) requires 
an adjustment for earnings and prof- 

its to the tax book value of the stock 
of certain corporations owned by the 
taxpayer for purposes of apportion- 
ing expenses, including interest, on 
the basis of assets. 

Section 864(e)(1) and (5) provides 
special rules that apply in allocating 
and apportioning interest expense in 
the case of an affiliated group of 
corporations, as defined in the regu- 
lations. Interest expense of each 
member is allocated and apportioned 
on the basis of apportionment frac- 
tions that are computed as if all 
members of the group were a single 
corporation. The section 1504 defini- 
tion of an affiliated group is modi- 
fied for purposes of section 864(e) to 
include within the affiliated group 
section 936 corporations. 

Section 864(e)(3) provides rules for 
the treatment of tax exempt income 
and assets in allocating and appor- 
tioning expenses generally. 

Finally, section 1215(c) of the Tax 
Reform Act of 1986 provides transi- 
tion rules in allocating and apportion- 
ing interest expense on the debt out- 
standing on November 16, 1985. 

Asset method apportionment 
generally 

Section 1. 861-8(c)(2) indicates that, 
although apportionment on the basis 
of assets is mandatory in connection 
with interest expenses, it may also be 
used in connection with the appor- 
tionment of other expenses. Taxpay- 
ers apportioning expenses on the ba- 
sis of assets may do so either on the 
basis of the fair market value or the 
tax book value of those assets. How- 
ever, once a taxpayer apportions ex- 
penses on the basis of the fair market 
value of assets, it may not change 
back to the tax book value method 
without securing the Commissioner's 
approval. For taxpayers who appor- 
tion expenses on the basis of the tax 
book value of assets, the basis in 
assets consisting of stock in desig- 
nated subsidiary corporations must 
be adjusted to reflect retained earn- 
ings and profits, as provided in 
$1. 861-10(b) of the regulations de- 
scribed below. 

Tax exempt income and assets 

Section 1. 861-8(d)(2) provides that, 
in allocating deductions that are defi- 
nitely related to separate classes of 
gross income, exempt income shall be 
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taken into account. In apportioning 
deductions for expenses that are defi- 
nitely related and allocable to a class 
of gross income consisting of multi- 
ple groupings of income (whether 
statutory or residual) or to all gross 
income, however, exempt income and 
exempt assets shall not be taken into 
account. For this purpose, tax ex- 
empt income and assets do not in- 
clude income of a foreign person that 
is not effectively connected with the 
conduct of a trade or business in the 
United States and related assets, or 
income of a possessions corporation 
for which a credit is allowed under 
section 936 and related assets. The 
regulations reserve with respect to 
appropriate rules for insurance com- 
panies subject to tax under sections 
801 or 831. 

General rules regarding the allocation 
of interest expense 

Section 1. 861-8(e)(2)(i) indicates 
that, since loans are normally ad- 
vanced on the general credit of the 
taxpayer, the associated interest ex- 
pense generally should be appor- 
tioned on the basis of all the taxpay- 
er's assets. Except as otherwise 
provided, interest expense is consid- 
ered related to all income producing 
activities and properties of the tax- 
payer and thus is allocable to all the 
gross income which the income pro- 
ducing activities and properties of the 
taxpayer generate, have generated, or 
could reasonably be expected to gen- 
erate. 

Section 1. 861-8(e)(2)(ii) states that 
any loss on the sale of a receivable 
that is generated in the ordinary 
course of a taxpayer's business shall 
be treated, solely for purposes of 
allocation and apportionment under 
this section, as an item of interest 
expense and shall be subject to allo- 
cation and apportionment under this 
section. 

Section 1. 861-8(e)(2)(iii) enumer- 
ates various provisions of the Code 
which operate to disallow, capitalize, 
or suspend the deduction of interest 
expense, and provides that the regu- 
lations apply only to interest expense 
that is deductible after application of 
such provisions. 

Section 864(e)(7)(D) of the Code, 
as it would be amended under the 
Technical Corrections Act of 1987 
(H. R. 2636), indicates that the Secre- 

tary shall prescribe such regulations 

as may be necessary or appropriate 
to carry out the purposes of this 
section for direct allocation of inter- 
est expense in the case of indebted- 
ness resulting in a disallowance under 
section 246A of the Code. The Ser- 
vice is considering whether interest 
expense incurred on the funds bor- 
rowed to acquire certain debt-fi- 
nanced stock investments subject to 
section 246A should be allocated 
solely to the income derived from 
such stock investments. The Service 
invites taxpayers comments on this 
issue. 

Section 1. 861-8(e)(2)(iv) describes 
circumstances in which interest ex- 
pense can be directly allocated to 
specific property. This exception to 
the fungibility rule of section 1. 861— 
8(e)(2)(ii) is generally available only 
in cases in which specifically identi- 
fied property is purchased or im- 
proved with nonrecourse financing. 
The regulations clarify the scope of 
paragragh (e)(2)(iv) in several respects 
to address, among other things, the 
treatment of related party transac- 
tions, refinancings, post-construction 
permanent financing, and cross- 
collateralization. For purposes of ap- 
portioning other interest expense on 
an asset method, the value (tax book 
or fair market) of any asset must be 
reduced (but not below zero) by the 
principal amount of indebtedness the 
interest on which is directly allocated 
under this section. The regulations 
reserve on the direct allocation of 
interest expense in the case of inte- 
grated financial transactions. 

Section 1. 861-8(e)(2)(v) provides 
apportionment rules for individuals. 
Individuals with foreign source in- 
come of less than $5, 000 are not 
required to apportion interest to for- 
eign source income. For individuals 
not meeting this exception, different 
apportionment rules apply to the cer- 
tain kinds of interest expense enu- 
merated under section 163(h)(2) of 
the Code. Interest expense incurred 
in the active conduct of a trade or 
business is apportioned on the basis 
of the assets used in such business. 
Investment interest expense is appor- 
tioned by reference to the individu- 
al's investment assets. Passive activity 
interest expense is apportioned by 
reference to the individual's passive 
activity assets. Qualified residence in- 
terest expense and personal interest 
expense (to the extent deductible un- 

der transition rules set forth in sec- 
tion 163(h)(6)) are apportioned on 
the basis of all the taxpayer's gross 
income. The Service is considering 
whether certain of the asset adjust- 
ments described in )1. 861-10 should 
also be required in the case of indi- 
vidual taxpayers. 

Section 1. 861-8(e)(2)(vi) provides 
apportionment rules for partnerships. 
Interest expense of a partnership that 
is directly allocable to specific prop- 
erty under section 1. 861-8(e)(2)(iv) 
retains its character as directly al- 
locable interest expense in the hands 
of the partner. In the case of interest 
expense that is not directly allocable 
to identified property and is subject 
to apportionment, different appor- 
tionment rules may apply depending 
upon whether the partner is an indi- 
vidual or a corporation. In general, 
however, the partner's distributive 
share of interest expense that is not 
directly allocable to identified prop- 
erty is subject to apportionment at 
the level of the partner, taking into 
account generally the partner's al- 
locable share of partnership assets. In 
addition, a special rule requires the 
direct allocation of a partner's dis- 
tributive share of partnership interest 
expense to that partner's distributive 
share of partnership income in the 
case of certain partners owning a less 
than 10 percent partnership interest. 

Section 1. 861-8(e)(2)(vii) provides 
apportionment rules for corporations. 
In the case of corporate taxpayers, 
the gross income method may not be 
used for the apportionment of inter- 
est expense, except to the extent 
permitted in transition rules. Under 
the asset method, which is described 
more fully in subsequent provisions 
of the regulations, interest expense is 
allocated and apportioned among the 
various statutory and residual group- 
ings of income on the basis of the 
taxpayer's assets in each grouping. 

The Service is considering the 
adoption of a rule that would permit 
foreign corporations to employ a 
gross income method for purposes 
of: (I) computing taxable income un- 
der subpart F; (2) computing earn- 
ings and profits for all federal tax 
purposes; and (3) characterizing stock 
in a controlled foreign corporation 
for purposes of allocating and appor- 
tioning the United States sharehold- 
er's interest expense as a general 
limitation asset, passive asset, or 
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other type of limitation category as- 
set in the hands of a U. S. share- 
holder. If any foreign corporation 
controlled by a United States tax- 
payer were to elect the use of the 
gross income method, all other con- 
trolled foreign corporations con- 
trolled by that taxpayer or any re- 
lated person (within the meaning of 
section 267(b)) would be required to 
use the gross income method. Consis- 
tency would not be required if the 
United States taxpayer is a minority 
shareholder (after taking into account 
interests owned by related persons). 
In such a case, the minority share- 
holder must employ the same method 
as the majority shareholder. If there 
is no majority shareholder in the 
corporation, the shareholders owning 
a majority of the voting stock of the 
corporation will determine on behalf 
of all shareholders which method to 
employ. 

Under the gross income method, 
for purposes of allocating the interest 
expense of a United States share- 
holder of a controlled foreign corpo- 
ration on an asset basis, the taxpayer 
would attribute the tax book value or 
fair market value of the stock of a 
controlled foreign corporation to the 
various separate limitation categories 
based on the gross income of the 
controlled foreign corporation within 
each relevant category for the taxable 
year of the controlled foreign corpo- 
ration ending during the taxable year 
of the taxpayer. In the case of a 
controlled foreign corporation that 
owns stock in one or more lower-tier 
controlled foreign corporations, the 
gross income of the first-tier con- 
trolled foreign corporation would re- 
flect a ratable portion of the gross 
income of all such lower-tier corpora- 
tions derived during the taxable year 
ending during the taxable year of the 

taxpayer. Thus, the analysis of gross 
income within a chain of controlled 
foreign corporations would begin at 
the lowest-tier controlled foreign cor- 
poration and proceed up the chain to 
the first-tier controlled foreign corpo- 
ration. The gross income of each 
lower-tier corporation would be at- 
tributed to the various separate limi- 

tation categories of each higher-tier 
corporation. In determining the gross 
income of a controlled foreign corpo- 
ration attributable to its separate lim- 

itation categories, gross income 

would be reduced by any related 
party interest expense which is sub- 
ject to the look-through rules of 
section 904(d)(3) of the Code. 

The Service is also considering a 
weighted average variation on the 
gross income method described above. 
which, instead of merely taking into 
account a pro rata share of the gross 
income of any lower-tier controlled 
foreign corporation, would weight 
the amount of such income by refer- 
ence to the amount of each upper- 
tier corporation's investment in the 
lower-tier corporation, relative to its 
other assets. The Service invites tax- 
payer comments on these proposals. 

Section 1. 861-8(e)(2)(viii) describes 
the asset method. These are two 
methods of apportionment based on 
assets: tax book value and fair mar- 
ket value. Assets are, in general, 
attributed to the various groupings of 
income by reference to the income 
that they generate, have generated, or 
may reasonably be expected to gener- 
ate. For purposes of determining the 
value of assets, an average of values 
(book or market) shall be computed 
for the taxable year on the basis of 
values of assets at the beginning and 
end of the year, except where a 
substantial distortion of asset values 
would result. Special rules apply in 
the case of a qualified business unit 
(as defined in section 989(a) of the 
Code) of a domestic corporation with 
functional currency other than the 
U. S. dollar. This section also de- 
scribes the process of attributing as- 
sets to statutory groupings. It sets 
forth the methodology by which tax- 
payers must attribute assets to statu- 
tory groupings. Special rules apply in 
the case of assets that are receivables. 

Section 1. 861-8(e)(2)(ix) provides 
the effective dates for the rules of 
paragraph (e)(2). 

Affiliated group apportionment of 
interest expense. 

Section 1. 861-9 describes the oper- 
ation of section 864(e)(1) and (5), 
which requires the affiliated group 
apportionment of interest expense, 
Section 1. 861-9(b) indicates that sec- 
tion 864(e)(1) and (5) applies to the 
computation of foreign source tax- 
able income for purposes of section 
904 (relating to various limitations on 
the foreign tax credit), the computa- 
tion of the combined taxable income 

of the related supplier and a foreign 
sales corporation (FSC) (under sec- 
tions 921 through 927) or a domestic 
international sales corporation 
(DISC) (under sections 991 through 
997), and in the application of sec- 
tion 907 for purposes of determining 
reductions in the amount allowed as 
a foreign tax credit under section 
901. Section 864(e)(1) and (5) does 
not apply to the computation of 
subpart F income on controlled for- 
eign corporations (under sections 951 
through 964), the computation of 
combined taxable income of a posses- 
sions corporation and its affiliates 
(under section 936), and the compu- 
tation of effectively connected tax- 
able income of foreign corporations. 
With regard to section 936 corpora- 
tions, the apportionment of the affili- 
ated group's interest expense for pur- 
poses of determining the amount of 
allowable credit under section 936 is 
governed by section 936. Any rules 
that are adopted under section 936(h) 
could result in adjustments to the 
allocation and apportionment of in- 
terest expense pursuant to these rules. 

Section 1. 861-9(c) indicates that, 
except as otherwise provided, the 
taxable income of each member of 
an affiliated group from sources out- 
side the United States shall be deter- 
mined by allocating and apportioning 
the interest expense of each member 
according to apportionment fractions 
which are computed as if all mem- 
bers of such group were a single 
corporation. Stock in affiliated cor- 
porations is not taken into account in 
determining apportionment fractions 
under the asset method described in 

$1. 861-8(e)(2)(viii). In the case of an 
affiliated group that files a consoli- 
dated return, consolidated foreign tax 
credit limitations are computed for 
the group in accordance with the 
rules of (1. 1502-4. 

Section 1. 861-9(d) defines the term 
"affiliated group" to have the same 
meaning as is given that term by 
section 1504, except that section 
1504(b)(4) is inapplicable. Because 
section 1504(b)(4) is inapplicable, sec- 
tion 936 corporations are included 
within the affiliated group for pur- 
poses of computing the apportion- 
ment fractions applicable to interest 
expense of other members of the 
group. The regulations reserve on the 
treatment of insurance companies 
subject to section 801 under the 
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affiliated group apportionment rule 
described in $1. 861-9(c). Any mem- 
b«s of an affiliated group that con- 
stitute financial corporations (as de- 
fined in the regulations) shall be 
treated as a separate affiliated group. 
In addition, a bank holding company 
that is regulated under the Bank 
Holding Company Act of 1956 is 
subject to special rules for purposes 
of segregating and apportioning its 
interest expense and certain of its 
assets between the financial and 
non financial groups. 

Further regulations will be issued 
to provide rules on disaffiliation. 
These rules will preclude the avoid- 
ance of the group apportionment 
rules of section 864(e)(1) and (5) 
through the disaffiliation of one 
member or the creation of two affili- 
ated groups. For example, the rules 
will address disaffiliation or the cre- 
ation of dual affiliated groups result- 
ing from the ownership of stock in 
domestic corporations by controlled 
foreign subsidiaries, the ownership by 
unrelated persons of stock with vot- 
ing rights that are disproportionate to 
the value of such stock, and the 
ownership of United States trade or 
business operations by foreign subsid- 
iaries. 

Section 1. 861-9(e) indicates that, in 
the case of loans between members 
of an affiliated group, the indebted- 
ness of the member borrower is not 
considered as an asset of the member 
lender. Moreover, in the case of such 
a loan, a member borrower shall first 
allocate interest expense incurred on 
loans from a member lender to the 
class of gross income in which the 
member lender includes the interest 
income on the loan. In the case of a 
back-to-back loan (as defined), spe- 
cial rules may apply. 

Section 1. 861-9(f) provides that the 
combined taxable income of a FSC 
or DISC and its related supplier shall 
be reduced by the portion of the 
total interest expense of the affiliated 
group that is apportioned to assets of 
the group used in connection with 

export sales involving the FSC or 
DISC. Under this rule, interest of 
other group members may be attrib- 
uted to the combined taxable income 
of a FSC or DISC and its related 
supplier without affecting the amount 
of interest otherwise deductible by 
the FSC, DISC, related supplier, or 

other members of the affiliated 
group. The FSC or DISC is entitled 
to its statutory portion of the com- 
bined taxable income, net of any 
apportioned group interest expense, 
for purposes of determining the 
transfer price of export property sold 
by the related supplier to a buy-sell 
DISC or FSC or the commission paid 
by the related supplier to a commis- 
sion DISC or FSC. 

Section 1. 861-9(g) addresses the 
problem of losses created through 
affiliated group apportionment in the 
case of an affiliated group that 
could, but does not, file a consoli- 
dated return. Generally, section 
1. 1502-4 of the regulations provides 
for consolidated determinations of 
foreign tax credit limitations in the 
case of an affiliated group filing a 
consolidated return. In the case of an 
affiliated group that does not file a 
consolidated return, the amount of 
foreign tax credits allowed in any 
separate limitation category cannot 
exceed the credits computed under 
paragraph (g). The adjustments that 
may be required under paragraph (g) 
eliminate losses in a limitation cate- 
gory created within a given group 
member through the apportionment 
of interest expense and reduce in- 
come of other group members that 
have income in the same limitation 
category. 

Adjustments for certain assets 

Section 1. 861-10 describes the op- 
eration of the various provisions re- 
lated to asset based apportionment of 
interest and other expenses. Section 
1. 861-10(b) provides that, with re- 
spect to the apportionment of ex- 
penses on the basis of the tax book 
value of assets, the adjusted basis of 
stock in a 10 percent owned corpora- 
tion shall be increased by the earn- 
ings and profits (or decreased by 
deficits) of such corporation and of 
any lower-tier 10 percent owned cor- 
poration that are attributable to such 
stock and accumulated during the 
period the taxpayer held 10 percent 
or more of such stock. This adjust- 
ment is not necessary with respect to 
taxpayers using the fair market value 
method because the fair market value 
of any asset v hich is stock will 
reflect retained earnings and profits. 
This adjustment is to be made annu- 
ally and is noncumulative. Thus, the 

adjusted basis of the stock is to be 
annually adjusted by the attributable 
portion of total current and accumu- 
lated earnings and profits (or any 
deficit), taking any distributions into 
account. 

Section 1. 861-10(b)(4) provides 
that, in the event of disproportionate 
contributions to capital, any share- 
holder that does not make a propor- 
tionate contribution to corporate cap- 
ital shall increase for apportionment 
purposes its basis in the stock of the 
corporation by its pro rata share of 
the disproportionate capital contribu- 
tion. 

Section 1. 861-10(b)(5) defines the 
term "earnings and profits" for pur- 
poses of the earnings and profits 
adjustment to basis. The term has 
the same meaning as that applied in 
section 312 of the Code. There are, 
however, special rules applicable to 
foreign corporations permitting the 
use of retained earnings determined 
under generally accepted accounting 
principles in lieu of earnings and 
profits in pre-effective date taxable 
years. These rules must be applied on 
a consistent basis with respect to all 
10 percent owned foreign corporation 
stock owned by an affiliated group. 
The Service is considering the adop- 
tion of a translation rule for finan- 
cial earnings reported in any currency 
other than the V. S. dollar. Such 
earnings would be converted into 
U. S. dollars using the exchange rate 
between that currency and the U. S. 
dollar on the last day of the taxpay- 
er's taxable year. 

Section 1. 861-10(b)(7) provides 
rules for the translation of earnings 
and profits from the taxpayer's func- 
tional currency into U. S. dollars. 
Section 1. 861-10(b)(8) provides simi- 
lar rules for the translation of the 
previously taxed income from the 
taxpayer's functional currency into 
U. S. dollars. In addition, the Service 
is considering the adoption of a rule 
that would apply to any 10 percent 
owned corporation whose functional 
currency is not the U. S. dollar. This 
rule would substitute for the fixed 
U. S. dollar basis in the stock of such 
a corporation a basis that is annually 
revalued to take into account the 
fluctuations in the value of the capi- 
tal invested in the corporation that 
are attributable to movements in ex- 
change rates. The Service solicits tax- 
payer comments on this proposal. 
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Section 1. 861-10(c) provides special 
rules concerning the attribution of 
certain assets to statutory groupings. 
Under section 1. 861-10(c)(1), the 
stock of a controlled foreign corpora- 
tion shall be attributed to the various 
separate limitation categories or other 
statutory groupings based on the 
analysis of the assets of the con- 
trolled foreign corporation. In the 
case of tiered controlled foreign cor- 
porations, look-through rules apply. 

Section 1. 861-10(c)(2) indicates 
that, in the case of any domestic 
corporation in which the shareholder 
owns more than 50 percent but less 
than 80 percent of the stock, a 
taxpayer shall attribute the stock of 
such domestic corporation to the var- 
ious separate limitation categories 
based either on the fair market or tax 
book value of the assets of such 
corporation. 

Under section 1. 861-10(c)(3), any 
debt held by the taxpayer in a con- 
trolled foreign corporation which is 
considered in apportionment gener- 
ally shall be attributed to the various 
separate limitation categories based 
on the taxpayer's treatment of the 
interest income derived from that 
debt obligation after the application 
of look-through and netting rules of 
sections 904(d)(3)(C) and 954(b)(5) of 
the Code, respectively. 

Section 1. 861-10(c)(4) indicates, 
however, that, in the case of loans 
made by a United States affiliated 
group to a related controlled foreign 
corporation, only such loans in ex- 
cess of the total third-party debt of 
the group are considered as group 
assets. Moreover, to the extent that 
loans made to related controlled for- 
eign corporations are disregarded in 
apportioning the affiliated group's 
interest expense, an amount of total 
affiliated group interest expense on 
third-party debt equal to the interest 
income generated by the disregarded 
controlled foreign corporation debt 
shall be apportioned solely to the 
interest income generated by such 
debt. The Service will adopt rules in 
subsequent regulations to prevent, in 

appropriate cases, the direct alloca- 
tion of interest expense to passive 
income derived by the affiliated 
group in the form of interest income 
received on affiliated group loans to 
related controlled foreign corpora- 
tions where the affiliated group lends 
funds to related controlled foreign 

corporations for investment in pas- 
sive assets. 

Section 1. 861 — 10(c)(5) indicates 
that, because a dividend from any 
noncontrolled section 902 corporation 
is subject to a separate limitation for 
purposes of section 904, the value of 
such stock is attributable to each 
such separate limitation category. In 
cases in which the noncontrolled sec- 
tion 902 corporation does not pay 
dividends sufficient to absorb interest 
expense allocated and apportioned to 
its separate limitation category, a loss 
in that limitation category will result, 
subject to recapture under section 
904(f). The Service is considering the 
adoption of rules that would permit 
such taxpayers to elect to attribute 
stock in noncontrolled section 902 
corporations to any separate limita- 
tion category in which there are 
excess foreign tax credits prior to the 
apportionment of interest expense, 
The purpose of this rule would be to 
allow electing taxpayers to avoid, to 
the extent possible, the maintenance 
of foreign loss accounts subject to 
recapture under section 904(f) result- 
ing from the apportionment of ex- 
pense to the separate limitation cate- 
gory for each noncontrolled section 
902 corporation. The Service solicits 
comments on this proposal. 

The Service is also considering a 
special rule for characterizing stock 
in a lower-tier controlled foreign cor- 
poration that has subpart F income 
held by an upper-tier controlled for- 
eign corporation. This rule would 
apply for the purpose of apportion- 
ing the expenses of the upper-tier 
corporation but would not apply for 
the purpose of characterizing the 
stock of the upper-tier corporation in 
the hands of its United States share- 
holders. The subpart F income of the 
lower-tier controlled foreign corpora- 
tion is includible directly in the gross 
income of its United States share- 
holders and does not pass through 
the upper-tier controlled foreign cor- 
poration. If, as the proposed regula- 
tions require, interest expense of the 
upper-tier controlled foreign corpora- 
tion is apportioned under an asset 
method, then interest expense of the 
upper-tier controlled foreign corpora- 
tion would be apportioned, for exam- 
ple, to the portion of the stock in the 
lower-tier controlled foreign corpora- 
tion that is characterized as a passive 
asset as a consequence of assets held 

by the lower-tier controlled foreign 
corporation that generated 
personal holding company income in- 

cludible in the subpart F income of 
the lower-tier controlled foreign cor- 
poration. Because subpart F income 
of the lower-tier controlled foreign 
corportion is not included in the 

gross income of the upper-tier con- 
trolled foreign corporation when dis- 

tributed, the apportionment of inter- 
est expense of the upper-tier 
controlled foreign corporation in the 
manner described above will appor- 
tion interest expense to an asset that 
can generate no income to the upper- 
tier controlled foreign corporation. 
The Service is considering whether 
stock in a lower-tier controlled for- 
eign corporation should be disre- 

garded in apportioning interest ex- 

pense of an upper-tier controlled 
foreign corporation to the extent of 
that portion of the stock attributable 
to assets of the lower-tier controlled 
foreign corporation that generates 
subpart F income. The Service invites 

taxpayers to comment on this pro- 
posal. 

Section 1. 861-10(c)(6) provides 
that, for purposes of apportionment, 
the adjusted basis or fair market 
value of any asset that is subject to 
the interest capitalization rules of 
section 263A shall be reduced by that 
portion of the principal amount of 
the taxpayer's total indebtedness the 
interest on which is so capitalized. 

Section 1. 861-11 describes the op- 
eration of the transition rules under 
section 1215(c) of the Tax Reform 
Act of 1986 that provide for the 
gradual phase-in of the provisions of 
section 864(e) and the regulations 
thereunder. In addition, rules are 
provided concerning the impact of 
corporate transfers on transition re- 
lief. 

The regulations also amend 
$1. 863-3(b), Example 2. That exam- 
ple formerly provided that, in cases 
in which a taxpayer appropriately 
uses it for the computation of in- 
come from certain sales of personal 
property derived partly from within 
and partly from without the United 
States, taxable income shall first be 
computed by deducting from the 
gross income derived from the sale of 
personal property the expenses, 
losses, or other deductions properly 
allocated and apportioned thereto in 
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accordance with the rules set forth in 
~1 861-8. The amount of taxable 
tncome is then split between domestic 
and foreign sources based on frac- 
tions described in paragraph (ii) of 
that example. Changes to this section 
indicate that, while the fractions are 
unchanged, the income derived from 
such sales is to be split prior to the 
allocation and apportionment of ex- 
penses to gross income. No other 
change to the provisions of this ex- 
ample is intended. 

The regulations do not address the 
effect of the enactment of section 
864(e) on the allocation of interest 
expense for purposes of computing 
the effectively connected income of a 
foreign corporation under $1. 882-5. 

SPECIAL ANALYSES 

It has been determined that this 
proposed rule is not a major rule as 
defined in Executive Order 12291 and 
that a Regulatory Impact Analysis is 
therefore not required. Although this 
document is a notice of proposed 
rulemaking that solicits public com- 
ment, it has been determined that the 
regulations proposed herein are inter- 
pretative and that the notice and 
public procedure requirements of 5 

USC 553 do not apply. Accordingly, 
these proposed regulations do not 
constitute regulations subject to the 
Regulatory Flexibility Act (5 USC 
chapter 6) and a Regulatory Flexibil- 
ity Analysis has not been prepared. 

COMMENTS AND REQUESTS 
TO APPEAR AT THE 

PUBLIC HEARING 

Before adopting final regulations, 
consideration will be given to any 
written comments that are submitted 
(preferably eight copies) to the Com- 
missioner of Internal Revenue. All 

comments will be available for public 
inspection and copying. A public 
hearing will be held on November 13, 
1987 in the I. R. S. Auditorium, Sev- 
enth Floor, 7400 Corridor, Internal 
Revenue Building, 1111 Constitution 
Ave. , N. W. , Washington, D. C. 

Proposed amendments to the 
regulations 

Accordingly, the proposed amend- 
ments to 26 CI R Part I are as 
follows: 

INCOME TAX REGULATIONS 
(26 CFR Part I) 

Paragraph 1. The authority for 
Part I is amended by the following 
citation: 

Authority: 26 V. S. C. 7805. 
Sections 1. 861-8 through 1. 861-11 
also issued under 26 U. S. C. 864(e). 

Par. 2. Section 1. 861-8 is amended 
as follows, with provisions to read as 
follows: 

(I) By revising paragraph (c)(1), 
(d)(2), (e)(2), (f)(1)(iii), and (g), ex- 
ample (24), 

(2) By renumbering existing para- 
graph (c)(2) as paragraph (c)(3) and 
adding a new paragraph (c)(2), 

(3) By deleting examples (1) and 
(2) of paragraph (g) and reserving 
them. 
$1. 861-8 Computation of taxable in- 

come from sources within the 
United States and from other 
sources and activities. 

(c) Apportionment of deductions— 
(I) Deductions definitely related to a 
class of gross income. Where a de- 
duction has been allocated in accor- 
dance with paragraph (b) of this 
section to a class of gross income 
which is included in one statutory 
grouping and the residual grouping, 
the deduction must be apportioned 
between the statutory grouping and 
the residual grouping. Where a de- 
duction has been allocated to a class 
of gross income which is included in 
more than one statutory grouping, 
such deduction must be apportioned 
among the statutory groupings and, 
where necessary, the residual group- 
ing. Thus, in determining the sepa- 
rate limitations on the foreign tax 
credit imposed by section 904(d)(1) or 
by section 907, the income within a 
separate limitation category consti- 
tutes a statutory grouping of income 
and all other income not within that 
separate limitation category (whether 
domestic or within a different sepa- 
rate limitation category) constitutes 
the residual grouping. In this regard, 
the same method of apportionment 
must be used in apportioning a de- 

duction to each separate limitation 
category. Also, see paragraph 
(f)(1)(iii) of this section with respect 
to the apportionment of deductions 
among the statutory groupings desig- 
nated in section 904(d)(1). If the class 
of group income to which a deduc- 

tion has been allocated consists en- 
tirely of a single statutory grouping 
or the residual grouping, there is no 
need to apportion that deduction. If 
a deduction is not definitely related 
to any gross income, it must be 

apportioned ratably as provided in 

paragraph (c)(3) of this section. A 
deduction is apportioned by attribut- 
ing the deduction to gross income 
(within the class to «hich the deduc- 
tion has been allocated) which is in 
the statutory grouping or in each of 
the statutory groupings and to gross 
income (within the class) which is in 
the residual grouping. Such attribu- 
tion must be accomplished in a man- 
ner «hich reflects to a reasonably 
close extent the factual relationship 
between the deduction and the group- 
ing of gross income. In apportioning 
deductions, it may be that for the 
taxable year there is no gross income 
in the statutory grouping or that 
deductions vvill exceed the amount of 
gross income in the statutory group- 
ing. See paragraph (d)(1) of this 
section with respect to cases in which 
there is an excess of deductions. In 
determining the method of apportion- 
ment for a specific deduction, exam- 
ples of bases and factors «hich 
should be considered include, but are 
not limited to- 

(i) Comparison of units sold; 
(ii) Comparison of the amount 

of gross sales or receipts; 
(iii) Comparison of costs of 

goods sold; 
(iv) Comparison of profit contri- 

bution; 
(v) Comparison of expenses in- 

curred, assets used, salaries paid, 
space utilized, and time spent 
which are attributable to the activi- 
ties or properties giving rise to the 
class of gross income; and 

(vi) Comparison of the amount 
of gross income. 

Paragraphs (e)(2) through (e)(8) of 
this section provide the applicable 
rules for allocation and apportion- 
ment of deductions for interest, re- 
search and development expenses, 
and certain other deductions. The 
effects of tax liability of the appor- 
tionment of deductions and the bur- 
den of maintaining records not other- 
« ise maintained and making 
computations not other«ise made 
shall be taken into consideration in 
determining «hether a method of 
apportionment and its application are 
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sufficiently precise. A method of ap- 
portionment described in this para- 
graph (c)(1) may not be used when it 
does not reflect, to a reasonably 
close extent, the factual relationship 
between the deduction and the group- 
ings of income. Furthermore, certain 
methods of apportionment described 
in this paragraph (c)(1) may not be 
used in connection with any deduc- 
tion for which another method is 
prescribed. The principles set forth 
above are applicable in apportioning 
both deductions definitely related to 
a class which constitutes less than all 
of the taxpayer's gross income and to 
deductions related to all of the 
taxpayers's gross income. If a deduc- 
tion is not related to any class of 
gross income, it must be apportioned 
ratably as provided in paragraph 
(c)(3) of this section. 

(2) Apportionment based on as- 
sets. Certain taxpayers are required 
by paragraph (e)(2) of this section to 
apportion interest expense on the 
basis of assets. A taxpayer may ap- 
portion other deductions based on 
the comparative value of assets that 
generate income within each group- 
ing, provided that such method re- 
flects the factual relationship between 
the deduction and the groupings of 
income and is applied in accordance 
with the rules of $1. 861-8(e)(2). In 
general, such apportionments must be 
made either on the basis of the tax 
book value of those assets or on their 
fair market value. However, once the 
taxpayer uses fair market value, the 
taxpayer and all related parties as 
defined in section 267(b) must con- 
tinue to use such method unless 
expressly authorized by the Commis- 
sioner to change its method. In the 
case of any corporate taxpayer that- 

(i) Uses tax book value, and 
(ii) Owns directly or indirectly 

(within the meaning of $1. 861-10 
(b)(2)(ii)) 10 percent or more of the 
total combined voting power of all 
classes of stock entitled to vote in 
any other corporation (domestic or 
foreign) that is not a member of 
the affiliated group (as defined in 

section 864(e)(5)), 
such taxpayer shall adjust its basis in 

that stock in the manner described in 

s'il. 

861-10(b). 

(d) Excess of deductions and ex- 
cluded and elbninated itetns of in- 
conte. 

(2) Allocation and apportionment 
to exempt, excluded or eliminated 
income — (i) In general. In the case of 
taxable years beginning after Decem- 
ber 31, 1986, except to the extent 
otherwise permitted by $1. 861-11, the 
following rules shall apply to take 
account of income that is exempt or 
excluded, or assets generating such 
income, with respect to allocation 
and apportionment of deductions. 

(A) Allocation of deductions. In 
allocating deductions that are defi- 
nitely related to one or more 
classes of gross income, exempt 
income (as defined in paragraph of 
(d)(2)(ii) of this section) shall be 
taken into account. 

(B) Apportionment of deduc- 
tions. In apportioning deductions 
that are definitely related either to 
a class of gross income consisting 
of multiple groupings of income 
(whether statutory or residual) or 
to all gross income, exempt income 
and exempt assets (as defined in 
paragraph (d)(2)(ii) of this section) 
shall not be taken into account. 

For purposes of apportioning deduc- 
tions which are not taken into ac- 
count under $1. 1502-13(c)(2) in de- 
termining gain or loss from deferred 
intercompany transactions, as defined 
in $1. 1502-13(a)(2), income from 
such transactions shall be taken into 
account in the year such income is 
ultimately included in gross income. 
See example (24) of paragraph (g) of 
this section. 

(ii) Exempt income and exempt as- 
sets defined — (A) In general. For 
purposes of this section, the term 
"exempt income" means any income 
that is, in whole or in part, exempt, 
excluded, or eliminated for federal 
income tax purposes. The term "ex- 
empt asset" means any asset the 
income from which is, in whole or in 

part, exempt, excluded, or eliminated 
for federal tax purposes. 

(B) Certain stock and dividends. 
The term "exempt income" includes 
the portion of the dividends that are 
deductible under— 

(I) Section 243(a)(1) or (2) (re- 
lating to the dividends received 
deduction), or 

(2) Section 245(a) (relating to the 
dividends received deduction for 
dividends from certain foreign cor- 
porations). 

Thus, for purposes of apportioning 
deductions using a gross income 

method, gross income would not '" 
elude a dividend to the extent that 't 
gives rise to a dividends received 
deduction under either section 
243(a)(1) or (2) or section 245(a). In 

addition, for purposes of apportion- 
ing deductions using an asset 
method, assets would not include 
that portion of stock equal to the 
portion of dividends paid thereon 
that would be deductible under either 
section 243(a)(1) or (2) or section 
245(a). In the case of stock which 
generates, has generated, or can rea- 
sonably be expected to generate qual- 
ifying dividends deductible under sec- 
tion 243(a)(3), such stock shall not 
constitute a tax exempt asset. Such 
stock and the dividends thereon will, 
however, be eliminated from consid- 
eration in the apportionment of inter- 
est expense under the consolidation 
rule set forth in $1. 861-9(c). 

(iii) Income that is not considered 
tax exempt. In determining the effec- 
tively connected taxable income of a 
foreign taxpayer (including a foreign 
sales corporation (FSC)), gross in- 

come (whether domestic or foreign 
source) which is not effectively con- 
nected to the conduct of a United 
States trade or business is not consid- 
ered to be exempt, eliminated, or 
excluded income and, thus, may have 
expenses, losses, or other deductions 
allocated and apportioned to it. In 
computing the combined taxable in- 

come of a DISC or FSC and its 
related supplier, the gross income of 
a DISC or a FSC is not considered 
to be exempt, eliminated, or excluded 
income and, thus, may have ex- 
penses, losses, or other deductions 
allocated and apportioned to it. Also, 
for all purposes under subchapter N 

of the Code, including the computa- 
tion of combined taxable income of a 
possessions corporation and its affili- 
ates under section 936(h), the gross 
income of a possessions corporation 
for which a credit is allowed under 
section 936(a) is not considered to be 
exempt, eliminated, or excluded in- 

come and, thus, may have expenses, 
losses, or other deductions allocated 
and apportioned to it. 

(iv) Special rule for insurance com- 
panies. [Reserved. ] 

(v) Prior years. For expense alloca- 
tion and apportionment rules applica- 
ble to taxable years beginning before 
January I, 1987, and for later years 
to the extent permitted by $1. 86I-I I, 
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see 26 C. F. R, (i 1. 861-8(d)(2) (Revised 
as of April 1, 1986). 

(e) Allocation and apportionment 
of certain deductions. 

(2) Interest — (i) In general. The 
method of allocation and apportion- 
ment for interest set forth in this 
paragraph (e)(2) is based on the 
approach that, in general, money is 
fungible and that interest expense is 

attributable to all activities and prop- 
erty regardless of any specific pur- 
pose for incurring an obligation on 
which interest is paid. This approach 
recognizes that all activities and 
property require funds and that man- 
agement has a great deal of flexibility 
as to the source and use of funds. 
Normally, creditors of a taxpayer 
subject the money advanced to the 
taxpayer to the risk of the taxpayer's 
entire activities and look to the gen- 
eral credit of the taxpayer for pay- 
ment of the debt. When money is 
borrowed for a specific purpose, such 
borrowing will generally free other 
funds for other purposes, and it is 
reasonable under this approach to 
attribute part of the cost of borrow- 
ing to such other purposes. Consis- 
tent with the principles of fungibility, 
except as provided in subdivisions 
(iii), (iv), and (vi)(D)(I) of this para- 
graph (e)(2) and paragraph (d)(2) 
(relating to tax exempt assets), the 

aggregate of deductions for interest 

shall be considered related to all 

income producing activities and assets 
of the taxpayer and, thus, allocable 
to all the gross income which the 

assets of the taxpayer generate, have 

generated, or could reasonably have 

been expected to generate. In the 

case of the interest expense of mem- 

bers of an affiliated group, such 

interest expense shall be considered 

to be allocable to all the gross in- 

come of the members of the group 
under ()1. 861-9. That section requires 

the members of an affiliated group 
to allocate and apportion the interest 

expense of each member of the group 
as if all members of such group were 

a single corporation. For the method 

of determining the interest deduction 
allowed to foreign corporations under 

section 882(c), see ss1. 882-5. 

(ii) Losses on sale of receivables. 

Except in the case of DISC as pro- 

vided in (31. 994-1(c)(6)(v), any loss 

on the sale of a receivable that is 

generated in the ordinary course of a 

taxpayer's business shall be treated, 
solely for purposes of allocation and 

apportionment under this section, as 

an item of interest expense and shall 

be subject to allocation and appor- 
tionment under this section. 

(iii) Allowable deductions. In order 
for an interest expense to be allo- 
cated and apportioned, it must first 
be determined that the interest ex- 

pense is currently deductible. A num- 

ber of provisions in the Code disal- 

low, capitalize, or suspend deductions 
of interest expense. 

(A) Dissallowed deductions. A tax- 
payer does not allocate and appor- 
tion interest expense under this sec- 
tion that is permanently disallowed 
by operation of section 163(h), sec- 
tion 265, or any other provision that 
permanently disallow as the deduc- 
tion of interest expense. 

(B) Secti on 263A. Section 263A 
requires the capitalization of interest 
expense that is allocable to desig- 
nated types of property. Any interest 
expense that is capitalized under sec- 
tion 263A does not constitute deduct- 
ible interest expense for purposes of 
this section. Furthermore, interest ex- 
pense capitalized in inventory or de- 
preciable property is not separately 
allocated and apportioned when the 
inventory is sold or depreciated is 

allowed. Capitalized interest expense 
in effectively allocated and appor- 
tioned as part of, and in the same 
manner as, the cost of goods sold or 
depreciation deduction. 

(C) Section 163(d). Section 163(d) 
suspends the deduction for interest 
expense to the extent that it exceeds 
net investment income. In the year 
that suspended investment interest ex- 

pense becomes allowable under the 
rules of section 163(d), that interest 
expense is apportioned under rules 

set forth in paragraph (e)(2)(v)(B) of 
this section as though it were in- 

curred in the taxable year in which 

the expense may be deducted. 

(D) Section 469 — (I) General rule. 
Section 469 suspends the deduction 
of passive activity losses to the extent 

that they exceed passive activity in- 

come for the year. Passive activity 
losses may consist in part of interest 
expense properly allocable to passive 
activity. In the year that suspended 
interest expense becomes allo»able as 
a deduction under the rules of sec- 

tion 469, that interest expense is 

apportioned under rules set forth in 

paragraph (e)(2)(v)(C) of this section 
as though it were incurred in the 
taxable year in which the expense 

may be deducted. 
(2) Identi fi cation of the interest 

component of a suspended passive 
loss. A suspended passive loss may 
consist of a variety of items of 
expense other than interest expense. 
Suspended interest expense for any 
taxable year is computed by multiply- 

ing the total suspended passive loss 
for the year by a fraction, the nu- 

merator of which is passive interest 
expense for the year (determined un- 

der regulations issued under section 
163) and the denominator of which is 

total passive expenses for the year. 
The amount of the suspended interest 
expense that is considered to be de- 

ductible in a subsequent taxable year 
is computed by multiplying the 
amount of any cumulative suspended 
interest expense (reduced by sus- 

pended interest expense allowed as a 
deduction in prior taxable years) 
times a fraction, the numerator of 
which is the portion of cumulative 
suspended passive losses that become 
deductible in the taxable year and the 
denominator of which is the cumula- 
tive suspended passive losses for 
prior taxable years (reduced by sus- 

pended passive losses allowed as de- 
ductions in prior taxable years). 

(3) Example. The rules of this sub- 
division (D) may be illustrated by the 
I'ollowing example. 

On January I, 1987, A, an individual, 
invested in a passive activity. In 1987, the 
passive activity generated no passive income 
and $100 in passive losses, all of which v ere 
suspended by operation of section 469. The 
suspended loss included $10 of suspended 
interest expense. In 1988, the passive activity 
generated $50 in passive income and $150 in 
passive expenses which included $30 of interest 
expense. The entire $100 passive loss svas 

suspended in 1988 and included $20 of interest 
expense ($100 suspended passive loss x $30 
passive interest expense I $150 total passive 
expenses). Thus, at the end of 1988, A had 
total suspended passise losses of $200, includ- 
ing $30 of suspended interest expense. In 1989, 
the passive activity generated $100 in passive 
income and no passive expenses. Thus, $100 ol' 
A's cumulative suspended passis e loss si as 
therefore alloived in 1989. The $100 ot' deduct- 
ible passive loss includes $15 of suspended 
interest expense ($'30 cumulative suspended 
interest expense x $100 of cumulatis c sus- 
pended passive losses allowable in 198'1 $20() 
ol' iotal «umulatise suspended passisc losvcs) 
The $15 of interest expense is apportioned 
under the rules of paragraph (e)(2)(v) ot' this 
section as thouah it were incurred in 1989. 
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(iv) Allocation of interest to spe- 
cific property — (A) General rule. If 
the existence of all of the facts and 
circumstances described below is es- 
tablished, the deduction for interest 
shall be considered directly allocable 
solely to the class of gross income 
which a specific property generates, 
has generated, or could reasonably be 
expected to generate. Such facts and 
circumstances are as follows: 

(1) The indebtedness on which 
the interest was paid was specifi- 
cally incurred for the purpose of 
purchasing or improving identified 
property; 

(2) The proceeds of the borrow- 
ing were actually applied to pur- 
chase or improve the identified 
property; 

(3) The creditor can look only to 
the identified property (or any 
lease or other interest therein) as 
security for payment of the princi- 
pal and interest on the loan and, 
thus, cannot look to any other 
property, the borrower, or any 
third party with respect to payment 
of the loan; 

(4) It may be reasonably as- 
sumed that the return (cash flow) 
on or from the property will be 
sufficient to fulfill the terms and 
conditions of the loan agreement 
with respect to the amount and 
timing of payment of principal and 
interest; and 

(5) There are restrictions in the 
loan agreement on the disposal or 
use of the property consistent with 
the assumptions described in (3) 
and (4) of this subdivision (iv)(A). 

Indebtedness between related persons 
as well as indebtedness incurred from 
unrelated persons for the purpose of 
purchasing property from a related 
person does not qualify under para- 
graph (e)(2)(iv)(A)(l). In addition, 
interest expense which constitutes 
qualified residence interest as defined 
in section 163(h)(3) shall not qualify 
for direct allocation under the terms 
of this paragraph (e)(2)(iv)(A). 

(B) Economic significance. Even 
though the requirements of para- 
graph (e)(2)(iv)(A) of this section are 
met, a deduction for interest will not 
be considered directly allocable to 
specific property if, taking into ac- 
count all the facts and circumstances, 
the transaction (including the security 

arrangement) lacks economic signifi- 
cance. 

(C) Refinancings, If a taxpayer re- 
finances indebtedness that meets the 
requirements of paragraph (e)(2)(iv) 
(A) and (B) of this section with new 

indebtedness, such new indebtedness 
will qualify for allocation to identi- 
fied property, provided that— 

(1) The principal amount of the 
new indebtedness does not exceed the 
remaining principal amount of the 
old indebtedness, 

(2) The term of the new indebted- 
ness does not exceed the remaining, 
term of the old indebtedness, and 

(3) The requirements of subdivi- 
sions (3), (4), and (5) of paragraph 
(e)(2)(iv)(A) and of paragraph 
(e)(2)(iv)(B) of this section are satis- 
fied at the time of the refinancing. 

(D) Post-construction permanent 
financing. Financing that is obtained 
after the completion of constructed 
property will be deemed to satisfy the 
requirements of paragraph (e)(2)(iv) 
(A)(1) and (2) of this section if— 

(1) The financing is obtained 
within one year after the constructed 
property is first placed in service for 
purposes of section 167. 

(2) The financing does not exceed 
the cost of construction (including 
construction period interest), 

(3) The proceeds of the financing 
are used to repay construction loans, 
to pay amounts owed to contractors 
for the construction of the property, 
or to refinance temporary post- 
construction financing, and 

(4) The borrower owned the prop- 
erty when it was first placed in 
service. 

(E) Cross collaterali zation — (1) In 
general. Because direct allocation is 
permitted only in cases in which 
identified property (or income from 
the property) constitutes the only 
security for the loan, any form of 
cross collateralization precludes direct 
allocation. Thus, any device, includ- 
ing a contract, letter of credit, or 
guaranty, that expands the creditor's 
rights, directly or indirectly, beyond 
the identified property purchased or 
improved with the funds advanced 
will preclude the direct allocation of 
interest expense. The borrower's right 
to substitute collateral under any 
loan contract shall not preclude the 
direct allocation of interest expense 
under this paragraph (e)(2)(iv) until 

such time as the collateral is so 
substituted. Thereafter, however, in- 

terest expense will not qualify 
direct allocation under this paragraph 
(e)(2)(iv). 

(2) Treatment of general obligation 
receivables. A loan of funds which 
are used to purchase the general 
obligation receivables of a third party 
which is secured only by the receiv- 
ables shall be considered for the 
purposes of this section to be secured 
both by the receivable itself and by 
the general credit of the third-party 
obligor. Thus, the only receivable 
that can satisfy the requirements of 
paragraph (e)(2)(iv)(A)(3) is a receiv- 
able under which the creditor's right. 
are limited to identified property pur- 
chased by the obligor in exchange for 
the receivable. 

Example. X makes a loans to Y in order for 
Y to purchase the general credit obligation of 
Z from M, a merchant. X is entitled upon Y's 
default to recover the Z note. In the event of 
Y's default, X's rights as a creditor would 
extend beyond the property, held by Y (the Z 
note) to encompass all of Z's assets. Accord- 
ingly, the interest expense that Y incurs on the 
loan is not directly allocable under this section 
because the requirements of paragraph 
(e)(2)(tv)(A)(3) are not sattsfted 

(F) Consideration of assets or in- 
come to which interest is directly 
allocated in apportioning other inter- 
est expense. In apportioning interest 
expense under the asset method de- 
scribed in paragraph (e)(2)(viii) of 
this section, the value (fair market or 
tax book) of any asset to which 
interest expense is directly allocated 
under this paragraph (e)(2)(iv) shall 
be reduced (but not below zero) by 
the principal amount of the indebted- 
ness the interest on which is so 
allocated. In apportioning interest ex- 

pense under a gross income method, 
gross income shall be reduced by 
income to which interest expense is 

directly allocated under this para- 
graph (e)(2)(iv). 

(G) Direct allocations in the case 
of certain integrated financial trans- 

actions. [Reserved. ] 
(v) Apportionment rules for indi- 

viduals. In the case of taxable years 
beginning after December 31, 1986, 
individuals generally shall apportion 
interest expense under different rules 
according to the type of interest 
expense incurred. The interest ex- 
pense of individuals shall be charac- 
terized under the regulations issued 
under section 163. However, in the 
case of an individual whose foreign 
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source income which does not exceed 
a gross amount of $5, 000, the appor- 
tionment of interest expense under 
this section is not required. Such an 
individual's interest expense may be 
allocated entirely to domestic source 
income. 

(A) Interest incurred in the con- 
duct of a trade or business. Individu- 
als who incur business interest de- 
scribed in section 163(h)(2)(A) shall 
apportion such interest expense using 
an asset method by reference '. o the 
individual's business assets. 

(B) Investment interest. An indi- 
vidual who incurs investment interest 
described in section 163(h)(2)(B) shall 
apportion that interest expense on the 
basis of the individual's investment 
assets. 

(C) Interest incurred in a passive 
activity. An individual who incurs 
passive activity interest described in 
section 163(h)(2)(C) shall apportion 
that interest expense on the basis of 
the individual's passive activity as- 
sets. Individuals who receive a dis- 
tributive share of interest expense 
incurred in a partnership are subject 
to special rules set forth in paragraph 
(e)(2)(vi) of this section. 

(D) Qualified residence and de- 
ductible personal interest. Individuals 
who incur qualified residence interest 
described in section 163(h)(2)(D) shall 
apportion that interest expense under 
a gross income method, taking into 
account all income (including busi- 
ness, passive activity, and investment 
income). To the extent that personal 
interest described in section 163(h)(2) 
remains deductible under transitional 
rules, individuals shall apportion such 
interest expense in the same manner 
as qualified residence interest. 

(E) Exampte. The following exam- 
ple illustrates the principles of this 
section. 

Example — (i) Facts. A is a resident individ- 

ual taxpayer engaged in the active conduct of 
a trade or business, which A operates as a sole 

proprietor. A's business generates only domes- 
tic source income. A's investment portfolio 
consists of several less than 10 percent stock 
investments. Certain stocks in which A's ad- 

justed basis is $40, 000 generate domestic 
source income and other stocks in which A' s 

adjusted basis is $60, 000 generate foreign 

source passive income. In addition, A owns his 

personal residence, which is subject to a 

mortgage in the amount of $100, 000. All 

interest expense incurred with respect to A' s 

mortgage is qualified residence interest for 
purposes of section 163(h)(2)(D). A's other 
indebtedness consists of a bank loan in the 

amount of $40, 000. Under the regulations 

issued under section 163(h), it is determined 

that the proceeds of the $40, 000 loan v ere 

divided equally between A's business and his 

investment portfolio. In 1987, the net income 
of A's business, before the apportionment of 
interest expense, was $50, 000. A's investment 

portfolio generated $4, 000 in domestic source 
income and $6, 000 in foreign source passive 
income. All of A's debt obligations bear 
interest at the annual rate of 10 percent. 

(ii) Analysis of business interest. Under sec- 
tion 163(h) of the Code, $2, 000 of A's interest 
expense is attributable to his business. Under 
the rules of paragraph (e)(2)(v)(A), such inter- 
est must be apportioned on the basis of the 
business assets. Applying the asset method 
described in paragraph (e)(2)(viii), it is deter- 
mined that all of A's business assets generate 
domestic income and, therefore, constitute 
domestic assets. Thus, the $2, 000 in interest 
expense on the business loan is allocable to 
domestic source income. 

(iii) Analysis of investment interest. Under 
section 163(h) of the Code, $2, 000 of A' s 

interest expense is investment interest. Under 
the rules of paragraph (e)(2)(v)(B), such inter- 
est must be apportioned on the basis of 
investment assets. Applying the asset method, 
A's investment assets consist of stock generat- 
ing domestic source income with an adjusted 
basis of $40, 000 and stock generating foreign 
source passive income with an adjusted basis 
of $60, 000. Thus, 40 percent ($800) of A' s 

investment interest is apportioned to domestic 
source income and 60 percent ($1, 200) of A' s 
investment interest is apportioned to foreign 
source passive income for purposes of section 
904. 

(iv) Analysis of qualified residence interest. 
The $10, 000 of qualified residence interest 
expense is apportioned under the rules of 
paragraph (e)(2)(v)(D) on the basis of all of 
A's gross income. A's gross income consists of 
$60, 000, $54, 000 of which is domestic source 
and $6, 000 of which is foreign source passive 
income. Thus, $9, 000 of A's qualified resi- 
dence interest is apportioned to domestic 
source income and $1, 000 of A's qualified 
residence interest is apportioned to foreign 
source passive income. 

(vi) Partnerships — (A) In general— 
aggregate rule. Subject to the excep- 
tion set forth in paragraph (e)(2)(vi) 
(D), a partner's distributive share of 
the interest expense of a partnership 
that is directly allocable to identified 
partnership property under paragraph 
(e)(2)(iv) of this section shall be 
treated as directly allocable to the 
class of income generated by such 
partnership property. A partner's dis- 
tributive share of the interest expense 
of a partnership that is not directly 
allocable to identified partnership 
property under paragraph (e)(2)(iv) of 
[his section generally is considered 
related to all income producing activ- 
ities and assets of the partner and 
shall be subject to apportionment 
under the rules described in this 
paragraph (e)(2)(v)(B) through (E) of 
this section. Subject to the exception 

set forth in paragraph (e)(2)(s i)(D), 
each partner shall, in the application 
of the asset method, take into ac- 
count its pro rata share of partner- 
ship assets, in lieu of its interest in 

the partnership. For purposes of this 
section, a partner's percentage inter- 
est in a partnership shall be deter- 
mined in the same manner as a 
partner's percentage ownership inter- 
est is determined under I)1. 897-1(e) 
(2)(ii). Similarly, a partner's pro rata 
share of partnership assets shall be 
determined based on liquidation val- 

ues in the manner provided in 

II I . 897-1(e)(2)(ii). 
(B) Corporate partners whose in- 

terest in the partnership is 10 percent 
or more. A corporate partner whose 
interest in the partnership is 10 per- 
cent or greater shall generally appor- 
tion its distributive share of partner- 
ship interest expense by reference to 
the partner's assets under the rules of 
paragraph (e)(2)(vii) of this section. 
A corporation using the tax book 
value method of apportionment shall 
use the partnership's inside basis in 
its assets, adjusted to the extent 
required under paragraph (e)(2)(iv)(F) 
of this section. A corporation using 
the fair market value method of 
apportionment shall use the fair mar- 
ket value of the partnership's assets, 
adjusted to the extent required under 
paragraph (e)(2)(iv)(F). 

(C) Individual partners who are 
general partners or who are limited 
partners with an interest in the part- 
nership of at least 10 percent. All 
individual general partners and indi- 
vidual limited partners with an inter- 
est in the partnership of at least 10 
percent shall first classify their dis- 
tributive share of partnership interest 
expense as interest incurred in the 
active conduct of a trade or business, 
as passive activity interest, or as 
investment interest under regulations 
issued under sections 163 and 469. 
The individual must then apportion 
his or her interest expense (including 
the partner's distributive share of 
partnership interest expense) under 
the rules of paragraph (e)(2)(v) of 
this section. Each such individual 
partner shall take into account his or 
her distributive share of partnership 
gross income or pro rata share of the 
partnership assets in applying such 
rules. An individual using the tax 
book value method of apportionment 
shall use the partnership's inside ba- 
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sis in its assets, adjusted to the extent 
required under paragraph (e)(2)(iv)(F) 
of this section. An individual using 
the fair market value method of 
apportionment shall use the fair mar- 
ket value of the partnership's assets, 
adjusted to the extent required under 
paragraph (e)(2)(iv)(F). 

(D) Less than 10 percent limited 
partners and less than 10 percent 
corporate general partners — entity 
rule. (1) A limited partner (whether 
individual or corporate) or corporate 
general partner whose interest in the 
partnership is less than 10 percent 
shall directly allocate its distributive 
share of partnership interest expense 
to its distributive share of partnership 
gross income. Under I)1. 904-7(i)(2) of 
the regulations, such a partner's dis- 
tributive share of foreign source in- 

come of the partnership is treated as 
passive income, except in the case of 
high withholding tax interest or in- 
come from a partnership interest held 
in the ordinary course of the 
partner's active trade or business, as 
defined in $1. 904-7(i)(2). A partner's 
distributive share of partnership in- 
terest expense (other than partnership 
interest expense that is directly allo- 
cated to identified property under 
paragraph (e)(2)(iv) of this section) 
shall be apportioned in accordance 
with the partner's relative distributive 
share of gross foreign source income 
in each limitation category and its 
domestic source income. To the ex- 
tent that partnership interest expense 
is directly allocated under paragraph 
(e)(2)(iv) of this section, a compara- 
ble portion of the income to which 
such interest expense is allocated 
shall be disregarded in the analysis of 
the partnership's gross income. The 
partner's distributive share of the 
interest expense of the partnership 
that is directly allocable under para- 
graph (e)(2)(iv) of this section shall 
be allocated according to the treat- 
ment, after application of s'il. 904-7 
(i)(2), of the partner's distributive 
share of the income to which the 
expense is allocated. 

(2) For purposes of apportioning 
othe. - interest expense of the partner 
on an asset basis, the partner's inter- 
est in the partnership, and not the 
partner's pro rata share of partner- 
ship assets, is considered to be the 
relevant asset. The value of this asset 
for apportionment purposes is either 
the tax book value or fair market 

value of the partner's partnership 
interest, depending on the method of 
apportionment used by the taxpayer. 
This amount of a partner's interest in 

the partnership is allocated among 
various limitation categories in the 
same manner as interest expense is 

apportioned in subdivision (1) of this 
paragraph (e)(2)(vi)(D). If the partner 
uses the tax book value method of 
apportionment, the partner's interest 
in the partnership must, for this 

purpose, be reduced to the extent 
that the partner's basis consists of 
liabilities that are taken into account 
under section 752 of the Code. Un- 
der either the tax book value or fair 
market value method of apportion- 
ment, for purposes of this section 
only, the value of the partner's inter- 
est in the partnership must be re- 
duced by the principal amount of 
any indebtedness of the partner the 
interest on which is directly allocated 
to its partnership interest under para- 
graph (e)(2)(iv) of this section. 

(3) To the extent that the partner- 
ship's foreign source income which 
would otherwise be considered pas- 
sive under I)1. 904-7(i)(2) constitutes 
high-taxed income for purposes of 
section 904(d)(2)(F), such income and 
associated expenses are treated as 
general limitation income. For pur- 
poses of apportioning other interest 
expense of the partner, the partner's 
interest is considered to be a foreign 
general limitation asset to the same 
extent that the foreign source passive 
income is treated as general limita- 
tion income. 

(E) Example — (i) Eacts. A, B, and C are 
partners in a limited partnership. A is a 
corporate general partner, owns a 5 percent 
interest in the partnership, and has an adjusted 
basis in its partnership interest, determined 
v ithout regard to section 752 of the Code, of 
$5. A's investment in the partnership is not 
held in the ordinary course of the taxpayer's 
active trade or business, as defined in 
(jI. 904-7(i)(2). B, a corporate limited partner, 
ov ns a 70 percent interest in the partnership, 
and has an adjusted basis in its partnership 
interest, determined without regard to section 
752 of the Code, of $70. C is an individual 
limited partner, owns a 25 percent interest in 
the partnership, and has an adjusted basis in 
the partnership interest, determined without 
regard to section 752 of the Code, of $25. The 
partners' interests in the profits and losses of 
the partnership conform to their respective 
interests. None of the interest expense incurred 
directly by any of the partners is directly 
allocable to their partnership interest under 
x51. 861-8(e)(2)(iv). The ABC partnership's sole 
assets are tsvo apartment buildings, one domes- 
tic and the other foreign. The domestic build- 
ing has an adjusted inside baxix of $600 and 

the foreign building has an adjusted Inside 

basis of $500 Each of the buildings is su ) ub'ect 
unt of to a nonrecourse liability in the amo"" 

$500. The ABC partnership's total 
expense for the taxable year is $120 both 

nonrecourse liabilities bearing interest at the 

rate of 12 percent. The indebtedness the 

domestic building qualifies for direct alloca 
under the rules of tjl 861-8(e)(2)(iv). T"e '" 
debtedness on the foreign building does not so 

qualify, The partnership incurred no fo«tgn 
taxes. The partnership's gross income for the 

taxable year is $360, consisting o( $100 in 

foreign source income and $260 in domestic 

source income. Under tj I 752-1(e) 
nonrecourse liabilities of the partnership are 
allocated among the partners according to 
their share of the partnership profits. Accord- 
ingly, the adjusted basis of A, B, and C in 

their respective partnership interests (for other 
than apportionment purposes) is, respectively, 
$55, $770, and $275. 

(ii) Determination of the amount af partner- 
ship ittterest expense that is subject to alloca- 
tion and apportionment. Interest on the 
nonrecourse loan on the domestic building is, 
under II '1. 86)-8(e)(2)(iv), directly allocable to 
income from that investment. The interest 
expense is therefore directly allocable to do- 

mestic income. Interest on the nonrecourse 
loan on the foreign building is not directly 
allocable. The interest expense is therefore 
subject to allocation and apportionment. Thus, 
$60 of interest expense is directly allocable to 
domestic income and $60 of interest expense is 

subject to allocation and apportionment. 

(iii) Analysis for Partner A, A's distributive 
share of the partnership's gross income is $18, 
which consists of $5 in foreign source income 
and $13 in domestic source income. A's dis- 

tributive share of the ABC interest expense is 

$6, $3 of which is directly allocable to domes- 

tic income and $3 of which is subject to 
apportionment. After direct allocation of qual- 

ifying interest expense, A's distributive share 
of the partnership's gross income consists of 
$5 in foreign source income and $10 in 

domestic source income. Because A is a less 

than 10 percent corporate partner, A's distrib- 
utive share of any foreign source partnership 
income is considered to be passive income. 
Accordingly, in apportioning the $3 of part- 
nership interest expense that is subject to 
apportionment on a gross income method, one 
third ($1) is apportioned to foreign source 
passive income and two-thirds ($2) is appor- 
tioned to domestic source income. In appor- 
tioning its other interest expense, A uses the 

tax book value method. A's adjusted basis in 
A's partnership interest ($55) includes A' s 

share of the partnership's liabilities ($50), 
which are included in basis under section 752. 
For purposes of apportioning other interest 

expense, A's adjusted basis in the partnership 
must be reduced to the extent of such liabili- 
ties. Thus, A's adjusted basis in the partner- 
ship, for purposes of apportionment, is $5. 
For the purpose of apportioning A's other 
interest expense, this $5 in basis is character- 
ized one-third as a foreign passive asset and 
two-thirds as a domestic asset, which is the 
ratio determined in subdivision (/) of para- 
graph (e)(2)(vi)(D). 

(iv) Analysis for Partner B. B's distributive 
share of the ABC interest expense is $84 
of which is directly allocable to domestic 
income and $42 of v hich is subject to appor 
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t»ment. As a corporate limited partner 
"ose interest in the partnership is at least 10 

Percent, B is subject to the rules of paragraph 
"( )( t)(B) of this section. These rules require 
hat a corporate partner apportion its distribu- 

t»e share of partnership interest expense on 
asset method described in paragraph 

(e)(2)(viii) of this section by reference to its 
corporate assets, which include, for this pur- 
Po se, 70 percent of the partnership's assets, 
ad)usted in the manner described in paragraph 
(e)(2)(iv)(F) to the extent of directly allocable 
interest expense. 

(v) Analysis for Partner C. C's distributive 
share of the ABC interest expense is $30, $15 
of which is directly allocable to domestic 
income and. $15 of which is subject to appor- 
tionment. As an individual limited partner 
whose interest in the partnership exceeds 10 
percent, C is subject to the rules of paragraph 
(e)(2)(vi)(C) of this section. These rules require 
that an individual's share of partnership inter- 
est expense be classified under regulations 
issued under section 163(h) and then appor- 
tioned under the rules applicable to individuals 
which are set forth in paragraph (e)(2)(v) of 
this section. 

(vii) Corporations. Corporate tax- 
payers shall apportion interest ex- 
pense on the basis of corporate as- 
sets, as provided in paragraph 
(e)(2)(viii) of this section. Affiliated 
groups of corporations are subject to 
special rules set forth in II1. 861-9. 
Section 1. 861-10 sets forth special 
rules applicable to all corporate tax- 
payers relating to basis adjustments, 
to the consideration and characteriza- 
tion of certain assets in the appor- 
tionment of interest expense, and to 
other special rules pertaining to the 
apportionment of interest expense. 
Section 1. 861-11 contains transition 
rules for corporations limiting the 
application of the rules of IIIII. 861-8, 
1. 861-9, and 1. 861-10, which are 
otherwise applicable to taxable years 
beginning after 1986. In the case of 
an affiliated group of corporations as 
defined in (jI. 861-9(d), any reference 
in II(31. 861-8, 1. 861-9, 1. 861-10, or 
1. 861-11 to "taxpayer" with respect 
to the allocation and apportionment 
of interest expense generally denotes 
the entire affiliated group of corpora- 
tions and not the separate members 
thereof, unless the context otherwise 
requires. 

(viii) Asset method — (A) Appor- 
ti onmenf — (I ) In general. Normally, 
the deduction for interest expense 
relates more closely to the amount of 
capital utilized in an activity or prop- 

erty than to the gross income gener- 
therefrom, and therefore the 

deduction for interest should nor- 

mally be apportioned on the basis of 
asset values. Indebtedness permits the 

$150, 000 x $600, 000 
$3, 600, 000 

To domestic source income: 
$150, 000 x $3, 000, 000 

$3, 600, 000 

$25, 000 

$125, 000 

Exantple (21 — (i) Facts. Assume the same 
facts as in the example in paragraph 
(e)(2)(viii)(A)(3) above, except that X appor- 
tions its interest expense on the basis of' the 

fair market value of its assets. X'~ total assets 
have a fair market value of $4, 000, 000, 
$3, 200, 000 of v hich generates domestic source 

taxpayer to acquire or retain differ- 
ent kinds of assets which may pro- 
duce substantially different yields of 
gross income in a given taxable pe- 
riod in relation to their value. Except 
to the extent otherwise provided, tax- 
payers must apportion interest ex- 
pense only on the basis of asset 
values and will not be allowed to 
apportion any interest deduction on 
the basis of gross income. 

(2) Methods of asset apportion- 
ment. If a taxpayer consistently ap- 
portions the deduction for interest on 
the basis of the tax book value 
(adjusted basis) of its assets, that 
method will ordinarily be accepted by 
the Commissioner. Alternatively, a 
taxpayer may apportion the deduc- 
tion for interest on the basis of the 
fair market value of its assets if it 
can establish the fair market value to 
the satisfaction of the Commissioner. 
See paragraph (c)(2) of this section 
regarding rules requiring consistency 
in the use of the tax book value or 
fair market value method (including 
among related parties) and an earn- 
ings and profits adjustment by tax- 
payers using the tax book value 
method to the stock in certain nonaf- 
filiated 10 percent owned corpora- 
tions. (See also III. 861-10(b)). 

(3) The provisions of this para- 
graph (e)(2)(viii)(A) may be illus- 
trated by the following examples. 

Example (lj — (i) Facts. X, domestic corpo- 
rations organized on January 1, 1987, has 
deductible interest expense in 1987 in the 
amount of $150, 000. X apportions its expenses 
according to the tax book value method. The 
adjusted basis of X's assets is $3, 600, 000, 
$3, 000, 000 of which generate domestic source 
income and $600, 000 of which generate foreign 
source general limitation income. 

(ii) Allocation. No portion of the $150, 000 
deduction is directly allocable solely to identi- 

fied property within the meaning of paragraph 
(e)(2)(iv) of this section. Thus, X's deduction 
for interest is related to all its activities and 

assets. 

(iii) Apporrionntenr. X would apportion its 

interest expense as follows: 

To foreign source general limitation income: 

income and $800, 000 of which generates for- 

eign source general limitation income. 

(ii) Allocauon. No portion of the $150, 000 
deduction is directly allocable solely to identi- 

fied property within the meaning of paragraph 

(e)(2)(iv) of this section. Thus, X's deduction 
for interest is related to all its activities and 

properties. 

(iii) Apportionment. X may apportion its 

interest expense gs follows if it establishes the 
fair market value of its assets to the satisfac- 
tion of the Commissioner: 

To foreign source general limitation income: 

$150, 000 x $800, 000 . . . . . . . 
$4, 000, 000 

To domestic source income: 
$150, 000 x $3, 200, 000. . . . . . . 

$4, 000, 000 

$30, 000 

$120, 000 

(B) Attribution of assets to sfafu- 
tory groupings. Assets are attributed 
to statutory groupings according to 
the source and type of the income 
that they generate, have generated, or 
may reasonably be expected to gener- 
ate. The physical location of assets is 
not relevant to this determination. In 
the case of inventory or a receivable 
generated in the ordinary course of 
the taxpayer's business from the sale 
of such inventory, such an asset must 
be characterized by reference to the 
source of sales income from that 
inventory during the taxable year. If 
a taxpayer maintains separate inven- 
tories for any federal tax purpose, 
including the rules for establishing 
pools of inventory items under sec- 
tions 472 and 474 of the Code, each 
separate inventory shall be separately 
characterized in accordance with the 
previous sentence. 

(C) Determining asser values — (l) 
General rule. For purposes of deter- 
mining values of assets under this 
paragraph (e)(2)(viii), an average of 
values (book or market) within each 
statutory grouping and the residual 
grouping shall be computed for the 
year on the basis of values of assets 
at the beginning and end of the year. 
However, at the end of the first 
taxable year beginning after 1986, a 
taxpayer shall determine asset values 
solely by reference to the year-end 
value of its assets. Thus, no averag- 
ing is required for the first taxable 
year beginning after 1986. Where a 
substantial distortion of asset values 
would result from averaging begin- 
ning-of-year and year-end values, as 
might be the case in the event of a 
major corporate acquisition or dispo- 
sition, the taxpayer must use a differ- 
ent method of asset valuation that 
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Domestic 
Foreign general limitation. . . . . . . . 
Foreign passive. . . . . . . . . . . . . . . . . 
Noncontrolled section 902 corpora- 

tion 

$1, 000, 000 
500, 000 
500, 000 

50, 000 

For its 1987 tax year, X shall apportion its 

interest expense by reference to the 1987 
year-end values. In July of 1988, X sells a 
portion of its investment in A and in an asset 
acquisition purchases a shipping business, the 
assets of which generate exclusively foreign 
shipping income. At the end of 1988, the fair 
market values of X's assets by income group- 
ing are as follows: 

Domestic $ 
Foreign general limitation. . . . . . . . 
Foreign passive. . . . . . . . . . . . . . . . , 

Noncontrolled section 902 corpora- 
tion 

Foreign shipping. . . . . . . . . . . . . . . . 

800, 000 
900, 000 
300, 000 

40, 000 
100, 000 

For its 1988 tax year, X shall apportion its 
interest expense by reference to the average of 
the 1987 year-end values and the 1988 year-end 
values, assuming that the averaging of 
beginning-of-year and end-of-year values does 
not cause a substantial distortion of average 
asset values. These averages are as follows: 

Domestic 
Foreign general limitation. . . . . . . . 
Foreign passive. . . . . . . . . . . . . . . . . 
Foreign shipping. . . . . . . . . . . . . . . . 
Noncontrolled section 902 corpora- 

tion 

$900, 000 
700, 000 
400, 000 

50, 000 

45, 000 

(D) Methodology of attribution. 
For each taxable year, a taxpayer's 
assets shall be divided into three 
types- 

()) Single category assets. Assets 

more clearly reflects the average 
value of assets weighted to reflect the 
time such assets are held by the 
taxpayer during the taxable year. 

(2) Special rule for qualified busi- 
ness units of domestic corporations 
with functional currency other than 
the U. S. dollar. In the case of a 
qualified business unit (as defined in 
section 989(a) of the Code) of a 
domestic corporation, the average 
values of assets determined under the 
principles of paragraph (e)(2)(viii)(C) 
(I) of this section shall be calculated 
in units of functional currency. For 
purposes of applying the asset 
method, such functional currency val- 
ues shall then be translated into 
dollars at the exchange rate between 
the functional currency and the U. S. 
dollar on the last day of the 
taxpayer's taxable year. 

(3) Example. X is a domestic corporation 
that uses the fair market value method of 
apportionment. X is a calendar year taxpayer, 
X owns 25 percent of the stock of A, a 
noncontrolled section 902 corporation. At the 
end of 1987, the fair market value of X's 
assests by income grouping are as follows: 

that generate income that is exclu- 
sively within a single statutory 
grouping or the residual grouping. 

(2) Multiple category assets. As- 
sets' that generate income within 
more than one grouping of income 
(statutory or residual). 

(3) Assets without identifiable 
yield. Assets that produce no di- 
rectly identifiable income yield or 
that contribute equally to the gen- 
eration of all the income of the 
taxpayer (such as assets used in 
general and administrative func- 
tions). 

Single category assets are directly 
attributable to the relevant statutory 
or residual grouping of income. In 
order to attribute multiple category 
assets to the relevant groupings of 
income, the income yield of each 
such asset for the taxable year must 
be analyzed to determine the propor- 
tions of gross income generated by it 
within each relevant grouping. The 
value of each asset is then prorated 
among the relevant groupings of in- 
come according to its respective pro- 
portions of gross income. The value 
of each asset without identifiable 
income yield must be identified. 
However, because prorating the value 
of such assets cannot alter the ratio 
of assets within the various groupings 
of income (as determined by refer- 
ence to the single and multiple cate- 
gory assets), they are not taken into 
account in determining that ratio. An 
example demonstrating the applica- 
tion of the asset method is set forth 
in $1. 861-10(d). This example also 
demonstrates the application of cer- 
tain of the special asset characteriza- 
tion rules that are set forth in 
I]1. 861-10. 

(ix) Effective dates. In general, the 
rules of this section, as well as the 
rules of ($1. 861-9 and 1. 861-10, 
shall apply for taxable years begin- 
ning after December 31, 1986. In the 
case of corporate taxpayers, however, 
transition rules set forth in $1. 861-11 
provide for the gradual phase-in of 
the provisions of this and the forego- 
ing sections. For rules for taxable 
years beginning before January 1, 
1987, and for later years to the 
extent permitted by I)1. 861-11, see 26 
C. F. R. I)1. 861-8(e)(2) (Revised as of 
April 1, 1986). 

(f) Miscellaneous matters — (1) Op- 
erative sections. 

(iii) Separate limitations to the for- 
eign tax credit. Section 904(d)(1) re- 
quires that the foreign tax credit 
limitation be determined separately in 

the case of the types of income 
specified therein. Accordingly, the in- 

come within each separate limitation 
category constitutes a statutory 
grouping of income and all other 
income not within that separate limi- 

tation category (whether domestic or 
within a different separate limitation 
category) constitutes the residual 
grouping. 

(g) General examples. 

Example (l). [Reserved. ] 
Example (2). [Reserved. ] 

Example (24) — Exempt, excluded, or elimi- 
nated income — (i) Income method — (A) Facts. 
X, a domestic corporation organized on Janu- 
ary I, 1987, is engaged in a number of 
businesses worldwide. X owns a 25-percent 
voting interest in each of five corporations 
engaged in the business A, two of which are 
domestic and three of which are foreign. X 
incurs stewardship expenses in connection with 
these five stock investments in the amount of 
$100. X apportions its stewardship expenses 
using a gross income method. Each of the five 
companies pays a dividend in the amount of 
$100. X is entitled to claim the 80-percent 
dividends received deduction on dividends paid 
by the two domestic companies. Because tax 
exempt income is considered in the allocation 
of deductions, X's $100 stewardship expense is 
allocated to the class of income consisting of 
dividends from business A companies. How- 
ever, because tax exempt income is not consid- 
ered in the apportionment of deductions within 
a class of gross income, the gross income of 
the two domestic companies must be reduced 
to reflect the availability of the dividends 
received deduction. Thus, for purposes of 
apportionment, the gross income paid by the 
three foreign companies is considered to be 
$100 each, while the gross income paid by the 
domestic companies is considered to be $20 
each. Accordingly, X has total gross income 
from business A companies, for purposes of 
apportionment, of $340. As a result, $29. 41 of 
X's stewardship expense is apportioned to each 
of the foreign companies and $5. 80 of X's 
stewardship expense is apportioned to each of 
the domestic companies. 

(ii) Asset method — (A) Facts. X, a domestic 
corporation organized on January I, 1987, 
carries on a trade or business in the United 
States. X has deductible interest expense in- 
curred in 1987 of $60, 000. X owns all the 
stock of Y, a foreign corporation. X also owns 
49 percent of the voting stock of Z, a 
domestic corporation. Neither Y nor Z have 
retained earnings and profits at the end of 
1987. X apporttons tts tnterest expense on the 
basis of the fair market value of its assets. X 
has assets worth $1, 500, 000 that generate 
domestic source income, among which are tax 
exempt municipal bonds worth $100, 000, and 
the stock of Z, having a value of $500, 000 
The Y stock owned by X has a fair mark~t 
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value of $2, 000, 000 aud generates solely for- 
efgu source general limitation income. 

(B) Aaocaiion. No portion of X's interest 
expense is directly allocable solely to identified 
property within the meaning of paragraph 
(e)(2)(fv) of this section. Thus, X's deduction 
I' or interest is definitely related to all its gross 
income as a class. 

(C) Apporaonmen(. For purposes of appor- 
tfoufug expenses, assets that generate exempt, 
eliminated, or excluded income are not taken 
into account. Because X's municipal bonds are 

Interest expense x 

tax exempt, they are not taken into account in 

apportioning interest expense. Since X is enti- 

tled to claim under section 243 the 80-pereem 
dividends received deduction with respect to 
the dividend it received from Z, 80 percent of 
the value of that stock is not taken into 
account as an asset for purposes of apportion- 
ment under the asset method. X apponions its 

interest deduction between the statutory group- 
ing of foreign source general limitation income 
and the residual grouping of domestic source 
income as follows: 

To foreign source general limitation income: 

General limitation 
assets that are not 

tax exempt 

Worldwide assets that are not 
tax exempt 

$60, 000 x 

$2, 000, 000 

($100, 000 + $900, 000 + $2, 000, 000) 

$40, 000 

To domestic source income: 

Interest expense x 

$60, 000 x 

Domestic assets that are not 
tax exempt 

Worldwide assets that are not 
tax exempt 

$100, 000 + $900, 000 

($100, 000 + $900, 000 + $2, 000, 000) 

$20, 000 

20 percent 
of Z stock 

value 

nonexempt 
domestic 

assets 

20 percent 
of Z stock 

value 

nonexempt 
+ domestic + 

assets 

nonexempt 
foreign 
assets 

Par. 3. The following new sections 
are added immediately after 
()1. 861-8. The existing f)f)1. 861-9 and 
1. 861-9A are renumbered as 
f)()1. 861-12 and 1. 861-12A. 

()1. 861-9 Special Rules for Allocating 
and Apportioning Interest Expense 
of an Affiliated Group of Corpo- 
rations. 

(a) In genera(. Sections 1. 861-8, 
1. 861-10, and 1. 861-11 provide rules 
that are generally applicable to all 

corporations. The rules of this sec- 
tion relate to affiliated groups of 
corporations and implement section 
864(e)(1) and (5), which requires af- 
filiated group allocation and appor- 
tionment of interest expense. The 
rules of this section apply to taxable 
years beginning after December 31, 

1986, except as otherwise provided in 
()1. 861-11. Paragraph (b) describes 
the scope of the application of the 
rule for the allocation and apportion- 
ment of interest expense of affiliated 

groups of corporations, which is con- 
tained in paragraph (c). Paragraph 
(d) sets forth the definition of the 
term "affiliated group" for purposes 
of this section. Paragraph (e) de- 
scribes the treatment of loans be- 
tween members of an affiliated 
group. Paragraph (f) provides rules 

concerning the affiliated group allo- 
cation and apportionment of interest 
expense in computing the combined 
taxable income of a FSC or DISC 
and its related supplier. Paragraph 
(g) describes the treatment of losses 

nonexempt foreign assets 

20 percent nonexempt nonexempt 
of Z stock + domestic + foreign 

value assets assets 

caused by apportionment of interest 
expense in the case of an affiliated 
group that does not file a consoli- 
dated return. 

(b) Scope of application — (I) Ap- 
plicaiion of section 864(e)(l) and (5) 
(concerning the defini(ion and rrea(- 
ment of affiliated groups). Section 
864(e)(1) and (5) and the portions of 
this section implementing section 
864(e)(1) and (5) apply to the compu- 
tation of foreign source taxable in- 

come for purposes of section 904 
(relating to various limitations on the 
foreign tax credit). Section 904 im- 

poses separate foreign tax credit limi- 
tations on passive income, high with- 
holding interest income, financial 
services income, shipping income, in- 

come consisting of dividends from 
each noncontrolled section 902 corpo- 
ration, income consisting of divi- 
dends from a DISC or former DISC, 
taxable income attributable to foreign 
trade income within the meaning of 
section 923(b), distributions from a 
FSC or former FSC, and all other 
forms of income not enumerated 
above (" general limitation income"). 
Section 864(e)(1) and (5) and the 
portions of this section implementing 
section 864(e)(1) and (5) also apply in 
connection with section 907 to deter- 
mine reductions in the amount al- 
lowed as a foreign tax credit under 
section 901. Section 864(e)(1) and (5) 
and the portions of this section im- 
plementing section 864(e)(1) and (5) 
also apply to the computation of the 
combined taxable income of the re- 
lated supplier and a foreign sales 
corporation (FSC) (under sections 
921 through 927) as well as the 
combined taxable income of the re- 
lated supplier and a domestic interna- 
tional sales corporation (DISC) (un- 
der sections 991 through 997). 

(2) Nonapplication of section 
864(e)(l) and (5) (concerning the defi- 
nition and treatment of affiliaied 
groups). Section 864(e)(1) and (5) and 
the portions of this section imple- 
menting section 864(e)(1) and (5) do 
not apply to the computation of 
subpart F income of controlled for- 
eign corporations (under sections 951 
through 964), the computation of 
combined taxable income of a posses- 
sions corporation and its affiliates 
(under section 936), or the computa- 
tion of effectively connected taxable 
income of foreign corporations. For 
the rules with respect to the alloca- 
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tion and apportionment of interest 
expenses of foreign corporations, see 
)$1. 882-4 and 1. 882-5. 

(c) General rule for affiliated cor- 
porations. Except as otherwise pro- 
vided in this section, the taxable 
income of each member of an affili- 
ated group within each statutory 
grouping shall be determined by allo- 
cating and apportioning the interest 
expense of each member according to 
apportionment fractions which are 
computed as if all members of such 
group were a single corporation. For 
purposes of determining these appor- 
tionment fractions, stock in affiliated 
corporations shall not be taken into 
account. In the case of an affiliated 
group of corporations that files a 
consolidated return, consolidated for- 
eign tax credit limitations are com- 
puted for the group in accordance 
with the rules of CI1. 1502-4. Except 
as otherwise provided in $1. 861-8 
(e)(2)(iii), (iv), and (vi)(D), all the 
interest expense of all members of 
the group will be treated as definitely 
related and therefore allocable to all 
the gross income of the members of 
the group and account shall be taken 
of all the assets of all the members 
of the group in apportioning this 
interest expense. For purposes of this 
section, the term "taxpayer" refers 
to the affiliated group (regardless of 
whether the group files a consoli- 
dated return), rather than to the 
separate members thereof. 

(d) Definition of affiliated group— 
(1) General rule. For purposes of the 
section, the term "affiliated group" 
has the same meaning as is given that 
term by section 1504, except that 
section 936 companies are also in- 

cluded within the affiliated group. 
Section 1504(a) defines an affiliated 
group as one or more chains of 
includible corporations connected 
through 80-percent stock ownership 
with a common parent corporation 
which is an includible corporation (as 
defined in section 1504(b)). In the 
case of a corporation that either 
becomes or ceases to be a member of 
the group during the course of the 
corporation's taxable year, only the 
interest expense incurred by the 
group member during the period of 
membership shall be allocated and 

apportioned as if all members of the 

group were a single corporation. In 

this regard, account shall be taken of 
assets held during the period of 

membership. Other interest expense 
incurred by the group member during 
its taxable year but not during the 
period of membership shall be allo- 
cated and apportioned without regard 
to other members of the group. 

(2) Inclusion of section 936 corpo- 
rations — (i) The exclusion from the 
affiliated group of section 936 corpo- 
rations under section 1504(b)(4) is 

inoperative for purposes of this sec- 
tion. Thus, a possessions corporation 
meeting the ownership requirements 
of section 1504(a) with respect to 
which an election under section 936 
is in effect for the taxable year is a 
member of the affiliated group. 

(ii) Example — (A) Facts. X is the common 
parent of Y and Z. XY constitutes an affili- 
ated group of corporations within the meaning 
of section 1504(a) and uses the tax book value 
method of apportionment. Y owns all the 
stock of Z, a possessions corporation with 

respect to which an election under section 936 
is in effect for the taxable year. Z manufac- 
tures widgets in Puerto Rico. Y purchases 
these widgets and markets them exclusively in 

the United States. Of the three corporations, 
only Z has foreign source income, which 

includes both qualified possessions source in- 

vestment income and general limitation in- 

come. For purposes of section 904, Z's quali- 
fied possessions source investment income 
constitutes foreign source passive income. In 
computing the section 936 benefit, Y and Z 
have elected the cost sharing method. Of the 
three corporations, only X has debt and, thus, 
only X incurs interest expense. 

(B) Analysis. As provided in paragraph 
(b)(2) of this section, sections 864(e)(1) and (5) 
do not apply in the computation of benefits 
under section 936(h). The effect of including Z 

in the affiliated group relates to the fact that 
X, the only debtor corporation in the group, 
must, under the asset method described in 

fl. 861-8(e)(2)(viii), apportion a part of its 
interest expense to foreign source passive in- 

come and foreign source general limitation 
income. This is because the assets of Z that 
generate qualified possessions source invest- 

ment income and general limitation income are 
included in computing the group apportion- 
ment fractions. The result is that, under 

section 904(f), X has an overall foreign loss in 

both the passive and general limitation catego- 
ries, which currently offsets domestic income 
and must be recaptured against any subsequent 
years' foreign passive income and general 
limitation income, respectively, under the rules 

of that section, 

(3) Treatment of insurance compa- 
nies subject to taxation under section 
80I. [Reserved. ] 

(4) Treatment of certain financial 
corporations — (i) In general. In the 
case of an affiliated group (as de- 

fined in paragraph (d)(1) of this 

section), any members that constitute 
financial corporations as defined in 

paragraph (d)(4)(ii) of this section 
shall be treated as a separate affili- 

ated group consisting of financial 
corporations (the "financial group"). 
The members of the group that do 
not constitute financial corporations 
shall be treated as members of a 
separate affiliated group consisting of 
nonfinancial corporations ("the 
nonfinancial group"). 

(ii) Financial corporation defined. 
The term "financial corporation" 
means any corporation which meets 
all of the following conditions: 

(A) It is described in section 581 
(relating to the definition of a bank) 
or section 591 (relating to the deduc- 
tion for dividends paid on deposits 
by mutual savings banks, cooperative 
banks, domestic building and loan 
associations, and other savings insti- 
tutions chartered and supervised as 
savings and loan or similar associa- 
tions); 

(B) Its business is predominantly 
with persons other than related per- 
sons (within the meaning of section 
864(d)(4) and the regulations thereun- 
der) or their customers; and 

(C) It is required by state or Fed- 
eral law to be operated separately 
from any other entity which is not 
such an institution. 

(iii) Treatment of bank holding 
companies. The total aggregate inter- 

est expense of any member of an 
affiliated group that constitutes a 
bank holding company subject to 
regulation under the Bank Holding 
Company Act of 1956 shall be pro- 
rated between the financial group 
and the nonfinancial group on the 
basis of the assets in the financial 
and nonfinancial groups. For pur- 

poses of making this proration, the 
assets of each subsidiary, and not the 
stock basis in each subsidiary, shall 
be taken into account. Any direct or 
indirect subsidiary of a bank holding 
company that is predominantly en- 

gaged in the active conduct of a 
banking, financing, or similar busi- 
ness shall be considered to be a 
financial corporation for purposes of 
this paragraph (d)(4). The interest 
expense of the bank holding com- 
pany must be further apportioned in 

accordance with CI1. 861-8(e)(2)(viii) 
to the various section 904(d) catego- 
ries of income contained in both the 
financial group and the nonfinancial 
group on the basis of the assets 
owned by each group. For purposes 
of computing the apportionment 
fractions for each group, the assets 
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Adjusted basis of assets of the YZ 

group that generate foreign 
source financial services income 

(excluding stock of foreign 
subsidiaries not included in the 

YZ affiliated group). . . , , , 

Z's basis in the C stock (not 

adjusted by the allocable amount 

of C's earnings and profits 

because Z owns less than 10 

$200, 000 

owned directly by a bank holding 
company within each limitation cate- 
gory described in section 904(d)(1) 
(other than stock in affiliates or 
assets described in $1. 861-8(e) 
(2)(viii)(D)(3)) shall be treated as 
o~ned by the nonfinancial group and 
financial group. 

(iv) Consideration of stock of the 
members of one group held by mem- 
bers of the other group. In appor- 
tioning interest expense, the nonfi- 
nancial group shall not take into 
account the stock of any lower-tier 
corporation that is treated as a mem- 
ber of the financial group under 
paragraph (d)(4)(i) of this section. 
Conversely, in apportioning interest 
expense, the financial group shall not 
take into account the stock of any 
lower-tier corporation that is treated 
as a member of the nonfinancial 
group under paragraph (d)(4)(i) of 
this section. For the treatment of 
loans between members of the finan- 
cial group and members of the 
nonfinancial group, see CI1. 861-9(e). 

(5) Example — (i) Facts. X, a domestic cor- 
poration which is not a bank holding com- 
pany, is the parent of domestic corporations Y 
and Z. Z owns 100 percent of the stock Zl, 
which is also a domestic corporation. X, Y, Z, 
and Zl were organized after January I, 1987, 
and constitute an affiliated group within the 
meaning of paragraph (d)(l) of this section. Y 
and Z are financial corporations described in 

paragraph (d)(4) of this section. X also owns 
25 percent of the stock of A, a domestic 
corporation. Y owns 25 percent of the voting 
stock of B, a foreign corporation that is not a 
controlled foreign corporation. Z owns less 
than 10 percent of the voting stock of C, 
another foreign corporation. Any foreign 
source income generated by Y's or Z's direct 
assets is exclusively financial services income. 
Any foreign source income generated by X's 
or Zl's direct assets is exclusively general 
limitation income. X and Zl are not financial 
corporations described in paragraph (d)(4)(ii) 
of this section. Y and Z, therefore, constitute 
a separate affiliated group apart from X and 

Zl for purposes of section 864(e). The com- 
bined interest expense of Y and Z of $100, 000 
($50, 000 each) is apportioned separately on the 
basis of their assets. The combined interest 

expense of X and Zl of $50, 000 ($25, 000 each) 
is allocated on the basis of the assets of the 

XZI group. 
Analysis of the YZ group assets 

percent of the stock) which 

would be considered to 
generate passive income in the 
hands of a nonfinancial 
services entity but is 
considered to generate 
financial services income when 
in the hands of Z, a financial 
services entity . . . . . . . . . . . . . . $100, 000 

Y's basis in the B stock (adjusted 
by the allocable amount of B's 
earnings and profits) which 
generates dividends subject to a 
separate limitation for B 
dividends . . . . . . . . . . . . . . . . . . . . $100, 000 

Adjusted basis of assets of the YZ 
group that generate V. S. source 
income $600, 000 

Total assets . . . . . . . . . . . . . . . . . . . . $1, 000, 000 
Analysis of the XZI group assets 

Adjusted basis of assets of the XZI 
group that generate foreign 
source general limitation income $500, 000 

Adjusted basis of assets of the XZI 
group other than A stock that 
generate domestic source income $1, 900, 000 

X's basis in the A stock adjusted 
by the allocable amount of A' s 

earnings and profits. . . . . . . . . . . $100, 000 
Total domestic assets. . . . . . . . $2, 000, 000 
Total assets . . . . . . . . . . . . . . . . . . . . $2, 500, 000 

(u) Allocation. No portion of the $50, 000 
deduction of the YZ group is definitely related 
solely to specific property within the meaning 
of paragraph (e)(2)(iv) of (j1. 861-8. Thus, the 
YZ group's deduction for interest is related to 
all its activities and properties. Similarly, no 
portion of the $50, 000 deduction of the XZI 
group is definitely related solely to specific 
property within the meaning of paragraph 
(e)(2)(iv) of tj1. 861-8. Thus, the XZI group's 
deduction for interest is related to all its 
activities and properties. 

(iii) Apportionment. The YZ group wduld 

apportion its interest expense as follows: 
To gross financial services income from sources 
outside the United States: 
$50, 000 x $300, 000 

$1, 000, 000 
To gross income subject to a separate 
limitation for dividends from B: 
$50, 000 $100, 000 

$1, 000, 000 
To gross income from sources inside the United 
States: 
$50, 000 x $600, 000, . . . . . 

$1, 000, 000 
The XZI group would apportion its interest 

expense as follows: 
To gross general limitation income from 
sources outside the United States: 
$50, 000 x $500, 000. . . . , . . . . , . . 

$2, 500, 000 
To gross income from sources inside the United 
States: 
$50, 000 x $2, 000, 000 . . . , , . . . , , , 

$2, 500, 000 

$15, 000 

$5, 000 

$30, 000 

$10, 000 

$40, 000 

(e) Loans between members of an 
affiliated group — (I) General rule. In 
the case of loans between members 
of an affiliated group, as defined in 

paragraph (d) of this section, for 
purposes of apportioning interest ex- 
pense, the indebtedness of the mem- 

ber borrower shall not be considered 
an asset of the member lender. 

(2) Treatment of related party in- 
terest expense. Prior to the appor- 
tionment of other interest expense, a 
member borrower shall first allocate 
interest expense incurred on loans 
from a member lender to the class of 
gross income in which the member 
lender includes the interest income on 
the loan. 

(3) Back-to-back loans. If a mem- 
ber of the affiliated group makes a 
loan to a nonmember who makes a 
loan to a member borrower, the rule 
of paragraph (e)(1) and (2) shall 

apply, in the Commissioner's discre- 
tion, as if the member lender made 
the loan directly to the member bor- 
rower, provided that the loans consti- 
tute a back-to-back loan transaction. 
Such loans will constitute a back-to- 
back loan for purposes of this para- 
graph (e) if the loan by the non- 
member would not have been made 
or maintained on substantially the 
same terms irrespective of the loan of 
funds by the lending member to the 
nonmember or other intermediary 
party. 

(4) Financial and nonfinancial 
groups. For purposes of this para- 
graph, bank holding companies and 
members of separate financial and 
nonfinancial groups under paragraph 
(d)(4) of this section that are other- 
wise affiliated shall be treated as a 
member of the same group. 

(5) Examples. The rules of this 
paragraph (e) may be illustrated by 
the following examples. 

Example (I). X, a domestic corporation, is 
the parent of Y, a domestic corporation, and 
Z, a corporation organized under the laws of a 
foreign country. X and Y were organized after 
January I, 1987, and constitute an affiliated 
group within the meaning of paragraph (d)(1) 
of this section. Y is not a so-called 80/20 
corporation described in section 861(a)(1) and 
(c). Among X's assets are the notes of Y and 
Z. The Y note is for the amount of $100, 000 
and the Z note is for the amount of $200, 000. 
Because X and Y are members of an affiliated 
group, Y's note does not constitute an asset 
for purposes of apportionment. Since the 
source of X's interest income received from 
the Y note is domestic, Y's deduction for 
interest paid on the note is allocated directly to 
Y's domestic source income. Only the balance 
of Y's interest expense is apportioned under 
the rules of this section. Because Z is not a 
member of the atfiliated group, Z's note does 
not constitute an asset for purposes of appor- 
tionment. However, if Z is a controlled for- 
eign corporation, qs1. 861-10(c)(4) limits the 
extent to which its debt may be considered as 
an asset in apportionment. 

Exrtntpte (2). X is a domestic corporation 
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organized after January 1, 1987. X owns all 
the stock of Y, a domestic corporation. On 
June 1, 1987, X loans $ 1 00, 000 to Z, an 
unrelated party. On June 2, 1987, Z makes a 
loan to Y with terms substantially similar to 
those of the loan from X to Z. Based on the 
facts and circumstances of the transaction, it is 
determined that Z would not have made the 
loan to Y on the same terms if X had not 
made the loan to Z. Because the transaction 
constitutes a back-to-back loan, as defined in 

paragraph (e)(3) of this section, the Commis- 
sioner may require, in his discretion, that 
neither the note of Y nor the note of Z may 
be considered an asset of X for purposes of 
this section. 

(f) Computations of combined tax- 
able income. In the computation of 
the combined taxable income of any 
FSC or DISC and its related supplier 
which is a member of an affiliated 
group under the pricing rules of 
sections 925 or 994, the combined 
taxable income of such FSC or DISC 
and is related supplier shall be re- 
duced by the portion of the total 
interest expense of the affiliated 
group that is incurred in connection 
with those assets of the group used in 
connection with export sales involv- 

ing that FSC or DISC. This amount 
shall be computed by multiplying the 
. total interest expense of the affiliated 
group and interest expense of the 
FSC or DISC by a fraction the 
numerator of which is the assets of 
the affiliated group and of the FSC 
or DISC generating foreign trade 
income or gross income attributable 
to qualified export receipts, as the 
case may be, and the denominator of 
which is the total assets of the affili- 
ated group and the FSC or DISC. 
Under this rule, interest of other 
group members may be attributed to 
the combined taxable income of a 
FSC or DISC and its related supplier 
without affecting the amount of in- 

terest otherwise deductible by the 
FSC or DISC, the related supplier or 
other member of the affiliated group. 
The FSC or DISC is entitled to only 
the statutory portion of the combined 
taxable income, net of any deemed 
interest expense, which determines 
the commission paid to the FSC or 
DISC or the transfer price of qualify- 
ing export property sold to the FSC 
or DISC. 

(g) Losses created through appor- 
tionment — (I) General rules. In the 
case of an affiliated group that is 

eligible to but does not file a consoli- 
dated return, the foreign tax credits 
in any separate limitation category 
are limited to the credits computed 

under the rules of this paragraph (g). 
As a consequence of the affiliated 
group allocation and apportionment 
of interest expense required by sec- 
tion 864(e)(1) and this section, inter- 
est expense of a group member may 
be apportioned for section 904 pur- 
poses to a limitation category in 

which that member has no gross 
income, resulting in a loss in that 
limitation category. For purposes of 
this paragraph, the term "limitation 
category" includes domestic source 
income, as well as the types of 
income described in section 904(d)(1) 
(A) through (I). A loss of one affili- 
ate in a limitation category will re- 
duce the income of another member 
in the same limitation category if a 
consolidated return is filed. (See 
II1. 1502-4. ) If a consolidated return 
is not filed, this netting does not 
occur. Accordingly, in such a case, 
the following adjustments among 
members may be required, as pro- 
vided in paragraph (g)(1) of this 
section, in order to give effect to the 
group allocation of interest expense: 

(i) Losses created through group 
apportionment of interest expense 
in one or more limitation catego- 
ries within a given member must 
be eliminated; and 

(ii) A corresponding amount of 
income of other members in the 
same limitation category must be 
recharacterized. 

Such adjustments shall be accom- 
plished, in accordance with para- 
graph (g)(3) of this section, without 
changing the total taxable income of 
any member and before the applica- 
tion of section 904(f). Section 904(Q 
(including section 904(f)(5)) does not 
apply to a loss created through the 
apportionment of interest expense to 
the extent that the loss is eliminated 
pursuant to paragraph (g)(3)(ii) of 
this section. For purposes of this 
section, the terms "limitation adjust- 
ment" and "recharacterization" 
mean the recharacterization of in- 
come in one limitation category as 
income in another limitation cate- 
gory. 

(2) Mechanics of computation — (i) 
Step I: Computation of consolidated 
taxable income. The members of an 

affiliated group must first allocate 
and apportion all other deductible 

expenses other than interest. The 
members must then deduct from their 

respective gross incomes within each 

limitation category interest expense 
apportioned under the rules of 
I) 1. 861-8(e)(2)(viii). The taxable in- 

come of the entire affiliated group 
within each limitation category is 

then totalled. 

(ii) Step 2: Loss offset adjust- 
ments. If, after step I, a member has 
losses in a given limitation category 
or limitation categories created 
through apportionment of interest ex- 

pense, any such loss (Le. , the portion 
of such loss equal to interest expense) 
shall be eliminated by offsetting that 
loss against taxable income in other 
limitation categories of that member 
to the extent of the taxable income 
of other members within the same 
limitation category as the loss. If the 
member has taxable income in more 
than one limitation category, then the 
loss shall offset taxable income in all 

such limitation categories on a pro 
rata basis. If there is insufficient 
domestic income of the member to 
offset the net losses in all foreign 
limitation categories caused by the 
apportionment of interest expense, 
the losses in each limitation category 
shall be recharacterized as domestic 
losses to the extent of the taxable 
income of other members in the same 
respective limitation categories. After 
these adjustments are made, the in- 

come of the entire affiliated group 
within each limitation category is 

totalled again. 
(iii) Srep 3. Determination of 

amount subject fo recharacterizafion. 
In order to determine the amount of 
income to be recharacterized in step 
4, the income totals computed under 
step I shall be subtracted from the 
income totals computed under step 2. 

(iv) Step 4: Recharacterizafion. Be- 
cause any differences determined un- 

der step 3 represent deviations from 
the consolidated totals computed un- 

der step I, such differences (in any 
limitation category) must be elimi- 

nated. 

(A) Limitation categories io be re- 

duced. In the case of any limitation 
category in which there is a positive 
change, the income of group mem- 
bers with income in that limitation 
category must be reduced on a pro 
rate basis (by reference to net income 
figures as determined under Step 2) 
to the extent of such positive change 
(" limitation reductions"). Each mem- 
ber shall separately compute the sum 
of the limitation reductions. 
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(I3) Limitation categories to be in- 
cr«sed. In any case in which only 
one limitation category has a negative 
change in Step 3, the sum of the 
limitation reductions within each 
member is added to that limitation 
category. In the case in which multi- 

pie limitation categories have negative 
changes in Step 3, the sum of the 
limitation reductions within each 
member is prorated among the nega- 
tive change limitation categories 
based on the ratio that the negative 
change for the entire group in each 

limitation category bears to the total 
of all negative changes for the entire 
group in all limitation categories. 

(3) Examples. The following exam- 
ples illustrate the principles of this 
paragraph. 

Example (I) — (i) Facts. X, a domestic corporation, is the parent of domestic corporations Y and Z. X, Y, and Z were organized after January I, 
198'7, constitute an affiliated group within the meaning of paragraph (d)(1) of this section, but do not file a consolidated return. The XYZ group 
apportions its interest expense on the basis of the fair market value of its assets. X, Y, and Z have the following assets, interest expense, and 
taxable income before apportioning interest expense: 

Assets 
Domestic 
Foreign Passive 
Foreign General 

Interest expense 

X 
2, 000. 00 

0 
0 

48. 00 

Y Z 
0 1, 000. 00 

50. 00 50. 00 
700. 00 200. 00 

12. 00 80. 00 

Total 
3, 000. 00 

100. 00 
900. 00 

140. 00 

Taxable Income (pre-interest I 
Domestic 
Foreign Passive 
Foreign General 

100. 00 0 63. 00 163. 00 
0 5. 00 5. 00 10. 00 
0 60. 00 35. 00 95. 00 

(ii) Step I: Computation of consolidated taxable income. 

Each member of the XYZ group apportions its interest expense according to group apportionment ratios determined under the asset method 
described in )1. 861-8(e)(2)(viii), yielding the following results: 

A pporti oned 
interest expense 
Domestic 
Foreign Passive 
Foreign General 
Total 

X Y Z Total 
36. 00 9. 00 60. 00 105. 00 

1. 20 0. 30 2. 00 3. 50 
10. 80 2. 70 18. 00 31. 50 
48. 00 12. 00 80. 00 140. 00 

The members of the group then compute taxable income within each category by deducting the apportioned interest expense from the amounts of 
pre-interest taxable income specified in the facts in paragraph (i), yielding the following results: 

Taxable Income 
Domestic 
Foreign Passive 
Foreign General 
Total 

X Y 
64. 00 — 9. 00 

— 1. 20 4. 70 
— 10. 80 57. 30 

52. 00 53. 00 

Z 
3. 00 
3. 00 

17. 00 
23. 00 

Total 
58. 00 
6. 50 

63. 50 
128. 00 

(iii) Step 2: Loss offset adjustments. 

Because X and Y have losses created through apportionment, these losses must be eliminated by reducing taxable income of the member in other 
limitation categories. Because X has a total of $12 in apportionment losses and because it has only one limitation category with income (i. e. , 
domestic), domestic income must be reduced by $12, thus eliminating its apportionment losses. Because Y has a total of $9 in apportionment losses 
and because it has two limitation categories with income (i. e. , foreign passive and foreign general limitation), the income in these two limitation 
categories must be reduced on a pro rata basis in order to eliminate its apportionment losses. In summary, the following adjustments are required: 

Loss Offset 
A dj ustments 
Domestic 
Foreign Passive 
Foreign General 

These adjustments yield the following adjusted taxable income figures; 

X Y 
— 12. 00 + 9 00 
+ 1. 20 — 0. 68 

+ 10. 80 — 8. 32 

Z Total 
0 — 3. 00 
0 +052 
0 +248 

Adjusted 
Taxable Income X Y Z Total 

Dometic 
Foreign Passive 
Foreign General 
Total 

52. 00 0 3. 00 55. 00 
0 4. 02 3. 00 7. 02 
0 48. 98 17. 00 65. 98 

52. 00 53. 00 23. 00 128. 00 

(iv) Step 3: Determination of amounl subject to recharacterization. 

The adjustments performed under Step 2 led to a change in the group's taxable income within each limitation category. The total loss offset 
adjustments column shown in paragraph (iii) above shows the net deviations beween Steps I and 2. 

(v) Step 4t Recharacterization. 

The loss offset adjustments yield a positive change in the foreign passive and the foreign general limitation categories. Y and Z both have income 
In these limitation categories. Accordingly, the income of Y and Z in each of these limitation categories must be reduced on a pro rata basis (by 
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reference to the adjusted taxable income figures) to the extent of the positive change in each limitation category. The total positive change in the 
foreign passive limitation category is $0. 52. The adjusted taxable income of Y in the foreign passive limitation category is $4. 02 and the adjusted 
taxable income of Z in the foreign passive limitation category is $3. Therefore, $0. 30 is drawn from Y and $0. 22 is drawn from Z. The total 
positive change in the foreign general limitation category is $2. 48. The adjusted taxable income of Y in the foreign general limitation category is 
$48. 98, and the adjusted taxable income of Z in the foreign general limitation category is $17. Therefore, $1. 84 is drawn from Y and $. 64 is drawn 
from Z. 

The members must then separately compute the sum of the limitation reductions. Y has limitation reductions of $0. 30 in the foreign passive 
limitation category and $1. 84 in the foreign general limitation category, yielding total limitation reduction of $2. 14. Under these facts, domestic 
income is the only limitation category requiring a positive adjustment. Accordingly, Y's domestic income is increased by $2. 14. Z has limitation 
reductions of $0. 22 in the foreign passive limitation category and $0. 64 in the foreign general limitation category, yielding total limitation reductions 
of $0. 86. Under these facts, domestic income is the only limitation category of Z requiring a positive adjustment. Accordingly, Z's domestic income 
is increased by $0. 86. 
Recharacteri zati on 
A dj ustments X Y Z Total 
Domestic 0 + 2. 14 + 0. 86 + 3. 00 
Foreign Passive 0 — 0, 30 — 0. 22 — 0. 52 
Foreign General 0 — 1. 84 — 0. 64 — 2. 48 

These recharacterization adjustments yield the following final taxable income figures: 

Final 
Taxable Income 
Domestic 
Foreign Passive 
Foreign General 
Total 

X Y Z Total 
52. 00 2. 14 3. 86 58. 00 
0 3. 72 2. 78 6. 50 
0 47. 14 16. 36 63. 50 

52. 00 53. 00 23. 00 128. 00 

Example (2) — (i) Facts. X, a domestic corporation, is the parent of domestic corporations Y and Z. X, Y, and Z were organized after January 1, 
1987, constitute an affiliated group within the meaning of paragraph (d)(l) of this section, but do not file a consolidated return. Moreover, X has 
served as the sole borrower in the group and, as a result, has sustained an overall loss. The XYZ group apportions its interest expense on the basis 
of the fair market value of its assets. X, Y, and Z have the following assets, interest expense, and taxable income before interest expense: 

Assets 
Domestic 
Foreign Passive 
Foreign General 

Interest Expense 

Taxable Income 
(pre-i nterest) 
Domestic 
Foreign Passive 
Foreign General 

X Y 
2, 000. 00 0 

0 50. 00 
0 700. 00 

140. 00 0 

Z 

1, 000. 00 
50. 00 

200. 00 

0 

Total 
3, 000. 00 

100. 00 
900. 00 

140. 00 

100. 00 0 100. 00 200. 00 
0 5. 00 5. 00 10. 00 
0 70. 00 35. 00 105. 00 

(ii) Step I: Computation of consolidated taxable income. 
Each member of the XYZ group apportions its interest expense according to group apportionment ratios determined under the asset method 

described in $1. 861-8(e)(2)(viii), yielding the following results: 

Apportioned 
Interest expense 
Domestic 
Foreign Passive 
Foreign General 
Total 

X Y Z Total 
105. 00 0 0 105. 00 

3. 50 0 0 3. 50 
31. 50 0 0 31. 50 

140. 00 0 0 140. 00 

The members of the group then compute taxable income within each category by deducting the apportioned interest expense from the amounts of 
pre-interest taxable income specified in the fact in paragraph (i), yielding the following results: 

Taxable Income 
Domestic 
Foreign Passive 
Foreign General 
Total 

X Y Z Total 
-5. 00 0 100. 00 95. 00 
-3. 50 5. 00 5. 00 6. 50 

-31. 50 70. 00 35. 00 73. 50 
-40. 00 75. 00 140. 00 175. 00 

(iii) Step 2: Loss offset adjustment 
Because X has insufficient domestic income to offset the sum of the losses in the foreign limitation categories caused by apportionment, the 

amount of apportionment losses in each limitation category shall be recharacterized as domestic losses to the extent of taxable income of other 
members in the same limitation category. This is accomplished by adding to each foreign limitation categories an amount equal to the loss therein 
and by subtracting the sum of such foreign losses from domestic income, as follows: 

Loss Offset 
A dj usttnents 
Domestic 
Foreign Passive 
Foreign General 

These adjustments yield the following adjusted taxable income figures: 

X Y 
-35. 00 0 
+ 3. 50 0 

+ 31. 50 0 

Z 
0 
0 
0 

Total 
-35. 00 
+ 3. 50 

+ 31. 50 
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A dj usted 
Taxable Income 
Domestic 
Foreign Passive 
Foreign General 
Total 

X 
-40. 00 

0 
0 

-40. 00 

Y 
0 
5. 00 

70. 00 
75. 00 

Z Total 
100 00 60. % 

5 00 10. 00 
35 00 105. 00 

140. 00 

(iv) Step 3: Determination of amount subject (o recharacterization. 
The adjustments performed under Step 2 led to a change in the group's taxable income within each limitation category. The total loss offset 

adjustments column shown in paragraph (iii) above shows the net deviations between Steps 1 and 2. 
(v) Step 4: Recharacterization. 
The loss offset adjustments yield a positive change in the foreign passive and the foreign general limitation categories. Y and Z both have income 

in these limitation categories. Accordingly, the income of Y and Z in each of these limitation categories must be reduced on a pro rata basis (by 
reference to the adjusted taxable income figures) to the extent of the positive change in each limitation category. The total positive change in the 
foreign passive limitation category is $3. 50. The adjusted taxable income of Y in the foreign passive limitation category is $5, and the adjusted 
taxable income of Z in the foreign passive limitation category is $5. Therefore, $1. 75 is drawn from Y and $1. 75 is drawn from Z. The total 
positive change in the foreign general limitation category is $31. 50. The adjusted taxable income of Y in the foreign general limitation category is 
$70, and the adjusted taxable income of Z in the foreign general limitation category is $35. Therefore, $21 is drawn from Y and $10. 50 is drawn 
from Z. 

The members must then separately compute the sum of the limitation reductions. Y has limitation reductions of $1. 75 in the foreign passive 
limitation category and $21 in the foreign general limitation category, yielding total limitation reductions of $22. 75. Under these facts, domestic 
income is the only limitation category requiring a positive adjustment. Accordingly, Y's domestic income is increased by $22. 75. Z has limitation 
reductions of $1. 75 in the foreign passive limitation category and $10. 50 in the foreign general limitation category, yielding total limitation 
reductions of $12. 25. Under these facts, domestic income is the only limitation category requiring a positive adjustment. Accordingly, Z's domestic 
income is increased by $12. 25. 

Recharacterization 
Adjustments 
Domestic 
Foreign Passive 
Foreign General 

These recharacterization adjustments yield the following final taxable income figures: 

X Y Z Total 
0 + 22. 75 + 12. 25 + 35. 00 
0 -1. 75 -1. 75 -3. 50 
0 -21. 00 -10. 50 -31. 50 

Final 
Taxable income 
Domestic 
Foreign Passive 
Foreign General 
Total 

X Y Z Total 
-40. 00 22. 75 112. 25 95. 00 

0 3. 25 3. 25 6. 50 
0 49. 00 24. 50 73. 50 

-40. 00 75. 00 140. 00 175. 00 

I)1. 861-10 Adjustments for Certain 
Assets. 

(a) In general. These rules are ap- 
plicable to all corporate taxpayers in 
connection with apportionment of ex- 
penses in which an asset method is 

used, and supplement other rules 
provided in $/1. 861-8, 1. 861-9, and 
1. 861-11. The rules of this section 
apply to taxable years beginning after 
December 31, 1986, except as other- 
wise provided in I)1. 86I-I I. Para- 
graph (b) describes a basis adjust- 
ment for stock in nonaffiliated 10 
percent owned corporations. Para- 
graph (c)(1) sets forth rules for at- 
tributing the stock in controlled for- 
eign corporations to the various 
limitation categories. Paragraph (c)(2) 
provides rules for the treatment of 
certain stock in domestic corpora- 
tions. Paragraph (c)(3) provides rules 

concerning the attribution of debt 
owned by related controlled foreign 
corporations to the various limitation 
categories. Paragraph (c)(4) describes 

treatment of debt owned by 
related controlled foreign corpora- 

tions. Paragraph (c)(5) describes the 
treatment of stock of noncontrolled 
section 902 corporations. Paragraph 
(c)(6) describes the treatment of as- 
sets that are subject to the capitaliza- 
tion rules of section 263A. Paragraph 
(d) sets forth an example illustrating 
the rules of this section, as well as 
the rules of I)1. 861-8(e)(2)(viii). 

(b) Basis adjustment for stock in 
nonaffilialed IO percent owned cor- 
porati ons — ( I ) Taxpayers using the 
tax book value method. For purposes 
of apportioning expenses on the basis 
of the tax book value of assets, the 
adjusted basis of any stock in a 10 
percent owned corporation owned di- 
rectly by the taxpayer shall be- 

(i) Increased by the amount of 
the earnings and profits (as defined 
in paragraph (b)(5) of this section) 
of such corporation and of lower- 
tier 10 percent owned corporations) 
attributable to such stock and ac- 
cumulated during the period the 
taxpayer or other members of its 
affiliated group held 10 percent or 
more of such stock, or 

(ii) Reduced (but not below 
zero) by any deficit in earnings and 
profits (as defined in paragraph 
(b)(5) of this section) of such cor- 
poration and of lower-tier 10 per- 
cent owned corporations) attribut- 
able to such stock for such period. 

This adjustment is to be made annu- 
ally and is noncumulative. Thus, the 
adjusted basis of the stock (deter- 
mined without prior years' adjust- 
ments under this section) is to be 
adjusted annually by the amount of 
accumulated earnings and profits (or 
any deficit), taking any distributions 
into account, as provided in para- 
graph (b)(5)(i) of this section. In the 
case of stock acquired during the 
year, a taxpayer must approximate 
the portion of total earnings and 
profits for the year derived subse- 
quent to the acquisition. 

(2) 10 percent owned corporation 
defined — (i) In general. The term "10 
percent owned corporation" means 
any corporation (domestic or for- 
eign)— 
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(A) Which is not included within 
an affiliated group as defined in 
()1. 861-9(d)(1), and 

(B) In which the members of the 
affiliated group own directly or indi- 
rectly 10 percent or more of the total 
combined voting power of all classes 
of the stock entitled to vote. 

(ii) Rule of attribution. Stock that 
is owned by a corporation, partner- 
ship, or trust shall be treated as 
being indirectly owned proportion- 
ately by its shareholders, partners, or 
beneficiaries. 

(3) Earnings and profits of lower- 
tier corporations taken info account. 
For purposes of the adjustment to 
the basis of the stock of the 10 
percent owned corporation owned by 
the taxpayer under paragraph (b)(1) 
of this section, the earnings and 
profits of that corporation shall in- 
clude its pro rata share of the earn- 
ings and profits (or any deficit 
therein) of each succeeding lower-tier 
10 percent owned corporation. Thus, 
a first-tier 10 percent owned corpora- 
tion shall combine with its own earn- 
ings and profits its pro rata share of 
the earnings and profits of all such 
lower-tier corporations. The affiliated 
group shall then adjust its basis in 
the stock of the first-tier corporation 
by its pro rata share of the total 
combined earnings and profits of the 
first-tier and the lower-tier corpora- 
tions. In the case of a 10 percent 
owned corporation whose tax year 
does not conform to that of the 
taxpayer, the taxpayer shall include 
the annual earnings and profits of 
such 10 percent owned corporation 
for the tax year ending within the tax 
year of the taxpayer, whether or not 
such 10 percent owned corporation is 
owned directly by the taxpayer. 

(4) Disproportionate contributions 
to capital. In the event that a share- 
holder other than the taxpayer con- 
tributes to the capital of a corpora- 
tion during the taxable year (whether 
or not in exchange for stock), any 
shareholder that does not make a 
proportionate contribution to corpo- 
rate capital (based on contributions 
per share) shall increase its basis in 
the stock of the corporation for 
purposes of this section by its pro 
rata share of the disproportionate 
capital contribution. 

(5) Earnings and profits defined- 
(i) In general. Subject to the special 
rules in paragraph (b)(5)(ii) of this 

section, the term "earnings and prof- 
its" has the meaning provided by 
section 312 of the Code and includes 
all earnings and profits accumulated 
since 1913 reduced by distributions 
made through the end of the current 
year. 

(ii) Special rules for foreign corpo- 
rations in pre-effective date tax years. 
Solely for purposes of determining 
the adjustment required under para- 
graph (b)(1) of this section, for tax 
years beginning after 1912 and before 
1987, financial earnings (or losses) of 
a foreign corporation computed using 
United States generally accepted ac- 
counting principles may be substi- 
tuted for earnings and profits in 
making the adjustment required by 
paragraph (b)(1) of this section. A 
taxpayer is not required to isolate the 
financial earnings of a foreign corpo- 
ration derived or incurred during its 
period of 10 percent ownership or 
during the post-1912 taxable years, 
but may include all historic financial 
earnings for purposes of this adjust- 
ment. If the affiliated group elects to 
use financial earnings with respect to 
any foreign corporation, financial 
earnings must be used by that group 
with respect to all foreign corpora- 
tions, except that earnings and prof- 
its may in any event be used for 
controlled foreign corporations for 
taxable years beginning after 1962 
and before 1987. However, if the 
affiliated group elects to use earnings 
and profits with respect to any single 
controlled foreign corporation for the 
1963 through 1986 period, such elec- 
tion shall apply with respect to all its 
controlled foreign corporations. 

(6) Translation of earnings and 
profits. If the functional currency of 
any 10 percent owned corporation is 
not the U. S. dollar, the translation 
of post-1986 earnings and profits 
from such corporation's functional 
currency into U. S. dollars shall be 
performed using the exchange rate 
between the functional currency and 
the U. S. dollar on the last day of the 
taxpayer's taxable year. In the case 
of an affiliated group that files a 
consolidated return, the relevant ex- 
change rate is that which is in effect 
at the end of the taxable year of the 
affiliated group that files the consoli- 
dated return. 

(7) Other basis adjustments. In the 
case of a controlled foreign corpora- 
tion whose functional currency is not 

the U. S. dollar, the adjustment for 
post-1986 earnings and profits re- 
quires an annual recomputation of 
the U. S. dollar value of accumulated 
earnings and profits, including those 
representing previously taxed income. 
Thus, a taxpayer shall add to its 
adjusted basis in the stock of the 
controlled foreign corporation (deter- 
mined without regard to section 961) 
the end-of-year U. S. dollar value of 
its share of all earnings and profits, 
including the end-of-year U. S. dollar 
value of earnings and profits repre- 
sented by income that is considered 
previously taxed income with respect 
to that taxpayer. 

(8) Taxpayers using the fair market 
value method. Because the fair mar- 
ket value of any asset which is stock 
will reflect retained earnings and 
profits, taxpayers who use the fair 
market value method shall not adjust 
stock basis by the amount of retained 
earnings and profits, as otherwise 
required by paragraph (b)(1) of this 
section. 

(9) Examples. Certain of the rules 
of this paragraph (b) may be illus- 
trated by the following examples. 

Example (7). X, an affiliated group that 
uses the tax book value method of apportion- 
ment, owns 20 percent of Y, which owns 50 
percent of the stock of Z. X's basis in the Y 
stock is $1000. X, Y, and Z have calendar 
taxable years. The undistributed earnings and 
profits of Y and Z at year-end attributable to 
X's period of ownership are $80 and $40, 
respectively. Because Y owns half of the Z 

stock, X's pro rata share of Z's earnings and 
profits attributable to X's Y stock is $4. X's 
pro rata share of Y's earnings attributable to 
X's Y stock is $16. For purposes of apportion- 
ment, the tax book value of the Y stock is, 
therefore, considered to be $1020. 

Example (2). X, an unaffiliated domestic 
corporation that was organized on January 1, 
1987, has owned all the stock of Y, a foreign 
corporation with a functional currency other 
than the U. S. dollar, since January 1, 1987. 
Both X and Y have calendar taxable years. All 
of Y's assets generate general limitation in- 

come. X has a deductible interest expense 
incurred in 1987 of $160, 000. X apportions its 
interest expense using the tax book value 
method. The adjusted basis of its assets that 
generate domestic income is $7, 500, 000. The 
adjusted basis of its assets that generate for- 
eign source general limitation income (other 
than the stock of Y) is $400, 000. X's adjusted 
basis in the Y stock is $2 000 000. Y has 
undistributed earnings and profits for 1987 of 
$100, 000, translated into dollars from Y's 
functional currency at the exchange rate on the 
last day of X's taxable year. Because X is 

required under paragraph (b)(1) of this 
(j1. 861-9 to increase its basis in the Y stock hy 
the computed amount of earnings and profits, 
X's adjusted basis in the Y stock is considered 
to be $2, 100, 000, and its adjusted basis ol' 

assets that generate foreign source general 
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Interest 
expense 

Adjusted basis of foreign 
general limitation assets 

Adjusted basis of 
foreign general 
limitation assets 

Adjusted basis of 
+ domestic assets 

$2, 500, 000 

$160, 000 x $2, 500, 000 + $7, 500, 000 
To domestic source income: 

$40, 000 

Adjusted basis of domestic assets 
Interest 
expense Adjusted basis of 

foreign general 
limitation assets 

Adjusted basis of 
+ domestic assets 

$2, 500, 000 

$160, 000 x $2, 500, 000 + $7, 500, 000 

$40, 000 

(c) Attribution of certain assets to 
statutory groupings — (I ) Stock of 
controlled foreign corporations — (i) 
In general. In the case of stock a 
controlled foreign corporation (as de- 
fined in section 957), a taxpayer (or 
affiliated group) shall attribute the 
tax book value or fair market value 
(depending upon the asset apportion- 
ment method used) of such stock to 
the various separate limitation cate- 
gories using the asset method de- 
scribed in paragraph (c)(1)(ii) of this 
section. 

(ii) Asset method. Under the asset 
method, the taxpayer attributes the 
tax book value or fair market value 
of the stock of a controlled foreign 
corporation to the various separate 
limitation categories based on an 
analysis of the assets owned by the 
controlled foreign corporation during 
the foreign corporation's taxable year 
that ends during the taxpayer's tax- 
able year. This process is based on 
the application of $1. 861-8(e)(2)(viii) 
at the level of the controlled foreign 
corporation. The tax book value or 
the fair market value of each of the 
assets of the controlled foreign cor- 
poration is attributed to the various 
separate limitation categories based 
on the source and type of the income 
that it generates, has generated, or 
may reasonably be expected to gener- 
ate. In the case of a controlled 
foreign corporation that owns stock 
in one or more lower-tier controlled 
foreign corporations in which the 
United States taxpayer is a United 

States shareholder, the attribution of 

the tax book value or the fair market 
value of the stock of the first tier 
controlled foreign corporation to the 
various separate limitation categories 
of the affiliated group must take into 
account the stock in lower-tier corpo- 
rations. For this purpose, the stock 
of each such lower-tier corporation 
shall be characterized by reference to 
the assets owned during the lower-tier 
corporation's taxable year that ends 
during the taxpayer's taxable year. 
The analysis of assets within a chain 
of controlled foreign corporations 
must begin at the lowest-tier con- 
trolled foreign corporation and pro- 
ceed up the chain to the first-tier 
controlled foreign corporation. 

(2) Certain stock in domestic cor- 
porations. In the case of stock in any 
domestic corporation in which the 
taxpayer owns more than 50 percent 
but less than 80 percent of the voting 
stock, a taxpayer (or affiliated group) 
using the tax book value or fair 
market value method of asset appor- 
tionment shall attribute the tax book 
value or fair market value of such 
stock to the various separate limita- 
tion categories on the basis of the tax 
book value of the assets of that 
domestic corporation in each such 
category, as determined under 
51. 861-8(e)(2)(viii)(C) (the "asset 
method"). In the case of tiered do- 
mestic corporations, the stock in each 
such lower-tier corporation in which 
the higher-tier corporation owns 
more than 50 percent but less than 80 

ltmttation income is, tbus, considered to be expense as follows: 

OWO. X would apportion its interest To foreign source general limitation income: 
percent of the voting stock shall be 
characterized by reference to the as- 
sets owned during the lower-tier cor- 
poration's taxable year that ends dur- 
ing the taxpayer's taxable year. 

(3) Attribution of related con- 
trolled foreign corporati on debt as- 
sets to separate limitation categories. 
Subject to the provisions of para- 
graph (c)(4) of this section, in the 
case of any debt held by the taxpayer 
in a related controlled foreign corpo- 
ration, the taxpayer shall attribute 
that debt obligation to the various 
separate limitation categories accord- 
ing to the taxpayer's treatment of the 
interest income, derived from that 
debt obligation, after application of 
the look-through rule of section 
904(d)(3)(C). The look-through rule 
of section 904(d)(3)(C) provides that 
any interest which is received or 
accrued from a controlled foreign 
corporation in which the taxpayer is 
a United States shareholder shall be 
treated as income in a separate limi- 
tation category to the extent it is 

properly allocable to income of the 
controlled foreign corporation in 
such category. In determining the 
gross income of a controlled foreign 
corporation attributable to its sepa- 
rate limitation categories, any intere'st 
expense which is paid to any United 
States shareholder in such corpora- 
tion (or to any related controlled 
foreign corporation) (as defined in 
)1. 904-7(g)) is allocated first to for- 
eign personal holding company in- 
come which is passive income (within 
the meaning of section 904(d)(2)) to 
the extent thereof. See section 
954(b)(5). 

(4) Related controlled foreign cor- 
poration debt assets — (i) General 
rule. For purposes of apportionment, 
the debt of a related controlled for- 
eign corporation (as defined in para- 
graph (c)(4)(v) of this section) owed 
to any member of the affiliated 
group constitutes an asset of the 
affiliated group only to the extent 
that the total debt of all related 
controlled foreign corporations owed 
to all members of the affiliated 
group exceeds the total debt from 
third-party lenders (as defined in 
paragraph (c)(4)(vi) of this section) of 
the affiliated group. Thus, if third- 
party debt exceeds related controlled 
foreign corporation debt, all related 
controlled foreign corporation debt 
shall be disregarded. Conversely, if 
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related controlled foreign corporation 
debt exceeds third-party debt, only 
the excess of the total debt of related 
controlled foreign corporations over 
the total of third-party debt is con- 
sidered as a group asset for purposes 
of the apportionment of interest ex- 
pense. 

(ii) Mechanics of computation. In 
the case of an affiliated group in 
which the total of related controlled 
foreign corporation debt assets ex- 
ceeds the affiliated group's total 
third-party debt, each member of the 
affiliated group that owns such debt 
assets shall compute the extent to 
which such assets are considered for 
purposes of appointment by multiply- 
ing either the tax book value or fair 
market value (depending on the 
choice of apportionment methods) of 
its total related controlled foreign 
corporation debt assets by a fraction, 
the numerator of which is the excess 
of the group total of related con- 
trolled foreign corporation debt as- 
sets over the group total indebtedness 
to third parties, and the demoninator 
of which is the group total of related 
controlled foreign corporation debt 
assets. 

(iii) Example. The rules of this 
paragraph (c)(4) and may be illus- 
trated by the following example. 

Example — (A) Facts. XYZ is an affiliated 
group of corporations which uses the tax book 
value method of apportionment. XYZ owns 
related controlled foreign corporations A, B, 
and C. A owes X a debt in the principal 
amount of $50. B owes Y a debt in the 
principal amount of $40. C owes Z a debt in 
the principal amount of $10. These debts 
constitute related controlled foreign corpora- 
tion debts and have a tax book value equalling 
their principal amounts. The XYZ group owes 
a total of $50 to third parties. 

(B) Compuranon. Because XYZ's related 
controlled foreign corporation debt asset ex- 
ceeds its indebtedness to third parties, a por- 
tion of those assets will constitute assets for 
purposes of apportionment. The tax book 
value of each such debt asset must be multi- 
plied by the following fraction: 

100 — 50 
100 

Accordingly, for purposes of apportioning any 
interest expense remaining after the application 
of paragraph (c)(4)(iv) of this section, the tax 
basis of the related controlled foreign corpora- 
tion debt assets is as follows: 

A-X debt $25 (I/2 of 50) 
B-Y debt 20 (I/2 of 40) 
C-Z debt 5 (I/2 of 10) 

(iv) Treatment of interest expense 
on third-party indebtedness. In the 
case of any affiliated group in which 
related controlled foreign corporation 
debt assets are disregarded for pur- 

poses of apportionment under para- 
graph (c)(4)(i) and (ii) of this section, 
an annual amount of affiliated group 
third party interest expense equal to 
the amount of interest income paid 
or accrued with respect to the disre- 
garded related party debt shall be 
allocated solely to such interest in- 
come. 

(v) Related controlled foreign cor- 
poration defined. For purposes of 
this section, the term "related con- 
trolled foreign corporation" means 
any controlled foreign corporation 
which is a related party under section 
267(b). Such a controlled foreign 
corporation is considered related to 
all the members of the affiliated 
group, notwithstanding the absence 
of direct stock ownership. 

(vi) Third-party lender defined. 
For purposes of this section, the term 
"third-party lender" means any cred- 
itor of any member of the affiliated 
group which is itself neither a mem- 
ber of the affiliated group nor a 
related controlled foreign corporation 
(as defined in paragraph (c)(4)(v)). 

(vii) Examples. The rules of this 
paragraph (c)(4) may be illustrated by 
the following examples. 

Example (t). The facts are the same as in 

the example in paragraph (c)(4)(iii) of this 
section, except that XYZ has related controlled 
foreign corporation debt in this amount of 
$1, 000 and third-party debt of $500. Assume 
that the interest rate on all related controlled 
foreign corporation loans is 10 percent per 
annum generating of $100 of related controlled 
foreign corporation interest income to the 
XYZ group. Also assume that the third-party 
debt owed by the XYZ group bears an interest 
rate of 11 percent per annum resulting in $55 
of interest expense incurred by the XYZ 
group. One-half of the related controlled for- 
eign corporation debt assets of the XYZ group 
($500) is disregarded for purposes of asset 
apportionment. Therefore, an amount of the 
third party interest expense of the XYZ group 
must be directly allocated to the related con- 
trolled foreign corporation interest income. 
The amount of the directly allocable interest 
expense is equal to a pro rata amount of the 
interest income derived from the disregarded 
controlled foreign corporation debt. In this 
example, one-half ($500) of the related con- 
trolled foreign corporation debt is disregarded 
for interest allocation purposes. Therefore, 
third-party interest expense of $50 must be 
directly allocated to the $50 of interest income 
earned from the disregarded portion of the 
controlled foreign corporation debt. See sec- 
tions 904(d)(3)(C) and 954(b)(5) for pertinent 
sourcing and characterization rules. The re- 

maining $5 of third-party interest expense is 

subject to apportionment. 
Examples (2J. The facts are the same as in 

the example in paragraph (c)(4)(iii), except that 
XYZ's third-party indebtedness is $1, 000 and 

its related controlled foreign corporation debt 

equals $500. Also assume that the interest rate 
on the third-party debt is 11 percent per 
annum and the interest rate on the related 
controlled foreign corporation loans ts 10 
percent per annum. Because all of XYZ's 
related controlled foreign corporation debt 
assets are disregarded under paragraph (c)(4) 
of this section, an amount of XYZ's third- 

party interest expense equal to all its income 
generated by the related controlled foreign 
corporation debt ($50) is allocated to the 
category of income generated by that debt. See 
sections 904(d)(3)(C) and 954(b)(5) for perti- 
nent sourcing and characterization rules. 

(5) Stock of noncontrolled section 
902 corporations. Because each 
noncontrolled section 902 corporation 
constitutes a separate limitation cate- 
gory, the value of such stock, in- 
creased to the extent required under 
paragraph (b) of this section, is at- 
tributable solely to each such cate- 
gory. 

(6) Section 263A assets — (i) Rule. 
In the case of any asset in connection 
with which interest expense is capital- 
ized under section 263A, the adjusted 
basis or fair market value (depending 
on the taxpayer's choice of appor- 
tionment methods) of such an asset 
shall be reduced during the period of 
capitalization by that portion of the 
principal amount of the taxpayer's 
total indebtedness the interest on 
which is so capitalized. After the 
conclusion of the production period, 
no reduction is required or allowed. 

(ii) Example. The rules of this 
paragraph (c)(6) may be illustrated by 
the following example. 

Example. X is a domestic corporation which 
uses the tax book value method of apportion- 
ment. X has $1000 of indebtedness and $100 
of interest expense. X builds an asset with an 
adjusted basis of $800 before interest capitali- 
zation and is required under the rules of 
section 263A to capitalize $40 in interest 
expense. Because interest on $800 of debt is 

capitalized, $800 of the principal amount of 
X's debt is allocable to the building, thereby 
reducing its adjusted basis for purposes of 
apportionment. The balance of X's interest 
expense ($60) is allocated and apportioned 
under the rules of this section. 

(d) Example. Certain of the rules of this 

section and of ()1. 861-8(e)(2)(viii) are illus- 

trated by the following example. 

(I) Facts. X, a domestic corporation orga- 
nized on January I, 1987, has a calendar year 
taxable year and apportions its interest expense 
on the basis of the fair market value of its 
assets. In 198'7, X incurred a deductible third- 
party interest expense of $100, 000 on a princi- 
pal amount of indebtedness in the amount of 
$1 million. X manufactures widgets. One-half 
of the widgets are sold in the United States 
and one-half are exported and sold through a 
foreign branch with title passing outside the 
United States. 

owns all the stock of Y, a controlled 
foreign corporation that also has a calendar 
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Asset 

Plant & equipment 
Corporate headquarters 
Inventory 
Automobiles 
Goodwill 
Patents 
Trademarks 
Y stock 
Y note 
Z stock 

Fair Market 
Value 

$1, 000, 000 
500, 000 
200, 000 

20, 000 
10, 000 
50, 000 
10, 000 
90, 000 

100, 000 
30, 000 

Y's total assets and their fair market values 
are: 

Asset 
Category 
Foreign general limitation 
Foreign passive 

Fair Market 
Value 

$250, 000 
250, 000 

year taxable year and is also engaged in the 
manufacture and sale of widgets. For 1987, Y 

taxable income of $50, 000 before the 
deduction for related party interest expense. 
Half ol the $50, 000 is foreign source personal 
holding company income and the other half is 
derived from widget sales and constitutes for- 
«gn source general limitation income. Y's 
foreign personal holding company taxable in- 
come is included in X's gross income under 
section 951. Y paid no dividends in 1987. Y 
borrowed $100, 000 from X and paid X 
$10, 000 in interest on the loan. 

In addition to its stock in Y, X owns 20 
percent of the stock of Z, a noncontrolled 
section 902 corporation. 

X's total assets and their fair market values 
are: 

must allocate a portion of its third-party 
interest expense, the rules of sections 904(d)(3) 
and 904(g) apply. See paragraph (c)(3) of this 
section. Under the look-through rule of section 
904(d)(3)(C), Y's $10, 000 interest payment to 
X is allocated directly to, and thus reduces, 
Y's foreign personal holding company income 
of $25, 000, yielding foreign personal holding 
company taxable income of $15, 000. 

3. Z stock: Because Z is a noncontrolled 
section 902 corporation, the dividends paid by 
Z are subject to a separate limitation under 
section 904(d). Thus, this asset is attributable 
solely to the statutory grouping consisting of Z 
dividends. 

Multiple Category Assets 
1. Plant & equipment, inventory, patents, 

and trademarks: In 1987, X sold half its 
widgets in the United States and exported half 
outside the United States. A portion of the 
taxable income from export sales will be 
foreign source income, since the export sales 
were accomplished through a foreign branch 
and title passed outside the United States. 
Thus, these assets are attributable both to the 
statutory grouping of foreign general limitation 
and the grouping of domestic income. 

2. Y Stock: The Y stock must be attributed 
to the statutory groupings based on the analy- 
sis of Y's assets under the rules of this section. 

Assets without Identifiable Yield 
I. Corporate headquarters and goodwill: 

These assets generated no identifiable income 
yield. The value of each such asset is disre- 
garded. 

(3) Analysis of Income Yield for Multiple 
Category Assets 

1. Plant & equipment, inventory, patents, 
and trademarks: As noted above, X's 1987 
widget sales were half domestic and half 
foreign. Assume that Example 2 of 
t)1. 863-2(b)(2) applies in sourcing the export 
income from the export sales. Under Example 
2, the income generated by the export sales is 
sourced half domestic and half foreign. The 
income generated by the domestic sales is 
entirely domestic source. Accordingly, three 
quarters of the income generated on all sales is 
domestic source and one-quarter of the income 
is foreign source. Thus, three-quarters of the 
fair market value of these assets are attributed 
to the grouping of domestic source income and 
one-quarter of the fair market value of these 
assets is attributed to the statutory grouping of 
foreign source general limitation income. 

2. Y Stock: During 1987, Y owned assets 
with a fair market value of $150, 000 that 
generated foreign source passive income (deter- 
mined after the application of the section 
954(b)(5) netting rule, described in 
tj1. 904-7(c)(2)(ii)) and assets with a fair market 
value of $250, 000 that generated foreign 
source general limitation income. Thus, 62. 5 
percent of the fair market value of the Y stock 
is attributed to the statutory grouping of 
foreign source general limitation income, and 
37. 5 percent of the fair market value of the Y 
stock is attributed to the statutory grouping of 
foreign source passive income. 

(4) Totals 
Having allocated $10, 000 of its interest 

expense to foreign source passive income in 
connection with the Y note, X would appor- 
tion the $90, 000 balance of its interest accord- 
ing to the following apportionment fractions: 

(2) Categorization of Assets 

Single Category Assets 
I. Automobiles: X's automobiles are used 

exclusively by its domestic sales force in the 
generation of United States source income. 
Thus, these assets are attributable solely to the 
grouping of domestic income. 

2. Y Note: Under 1. 861-10(c)(4), related 
controlled foreign corporation notes or receiv- 
ables are subject to special limitations in the 
application of the asset method. Related con- 
trolled foreign corporation debt is only consid- 
ered in apportionment to the extent that the 
total of such assets held by a taxpayer exceed 
the taxpayer's indebtedness to third parties. To 
the extent that these assets are disregarded in 

apportionment, an amount of the (axpayer's 
interest expense on third-party indebtedness 

equal to the interest income on the notes that 
are disregarded is allocated to the income 
generated by those notes. X has third-party 
debt in the principal amount of $1 million. 
The Y note is an asset with the principal 
amount of $100, 000. Accordingly, the Y note 
is not considered in apportionment. Moreover, 
since the Y note is disregarded, X must 

allocate $10, 000 of its third-party interest 

expense to the $10, 000 of interest income 
earned on the Y note. Thus, only $90, 000 of 
X's third-party interest expense is subject to 
allocation and apportionment under the rules 

of this section. 
In determining the source and charact f 

the interest income on the Y note to which X 

Asset 
Plant & equipment 
Inventory 
Automobiles 
Patents 
Trademarks 
Y stock 
Y note 
Z stock 
TOTALS: 
Percentage 

Domestic 
Source 

$750, 000 
150, 000 
20, 000 
37, 500 

7, 500 

Foreign 
General 
$250, 000 

50, 000 

12, 500 
2, 500 

56, 250 

Foreign 
Passive 

$33, 750 

965, 000 371, 250 33, 750 
68. 9oto 26. 5 oio 2. 5% 

Noncontrolled 
Section 902 

$30, 000 
30, 000 

2. I oio 

l)1. 861-11 Transition rules for inter- 
est expenses. 

(a) General rule. This section con- 
tains transitional rules that limit the 
application of the rules for allocating 
and apportioning interest expense of 
corporate taxpayers contained in 

($1. 861-8, 1. 861-9, and 1. 861-10 of 
the regulations, which are applicable 
in allocating and apportioning the 
interest expense of corporate taxpay- 
ers generally for taxable years begin- 
ning after 1986. To the extent that 
the rules of $(1. 861-8, 1. 861-9, and 
1. 861-10 do not apply pursuant to 
these transitional rules, interest ex- 

pense shall be allocated and appor- 
tioned under the rules of $1. 861-8 as 
in effect for taxable years beginning 
before 1987. See 26 C. F. R. $1. 861-8 
(Revised as of April 1, 1986). 

(b) General phase-in — (1) In gen- 
eral. In the case of each of the first 
three taxable years of the taxpayer 
beginning after December 31, 1986, 
the rules of ssI)1. 861-8, 1. 861-9, and 
1. 861-10 shall not apply to interest 
expenses paid or accrued by the 
taxpayer during the taxable year with 
respect to an aggregate amount of 
indebtedness which does not exceed 
the general phase-in amount, as de- 
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fined in paragraph (b)(2) of this 
section. 

(2) General phase-in amount de- 

fined. Subject to the limitation im- 

posed by paragraph (b)(3) of this 
section, the general phase-in amount 
means the amount which is the appli- 
cable percentage (determined under 
the following table) of the aggregate 
amount of indebtedness of the tax- 
payer outstanding on November 16, 
1985: 
Taxable year 
beginning after 
December 31, t986 Percentage 

First 75 
Second 50 
Third. . . . , , , . . . . . . . . . . 25 

(3) Reductions in indebtedness. 
The general phase-in amount shall in 
no event exceed the lowest amount of 
indebtedness of the taxpayer out- 
standing as of the close of any 
month beginning after November 16, 
1985. 

(c) Nonapplication of the consoli- 
dation rule — (1) General rule. In the 
case of each of the first five taxable 
years of the taxpayer beginning after 
December 31, 1986, the consolidation 
rule (contained in $1. 861-9) shall not 
apply to interest expenses paid or 
accrued by the taxpayer during the 
taxable year with respect to an aggre- 
gate amount of indebtedness which 

does not exceed the special phase-in 
amount, as defined in paragraph 
(c)(2) of this section. 

(2) Special phase-in amount. The 
special phase-in amount is the sum 
of- 

(i) The general phase-in amount, 
(ii) The five-year phase-in amount, 

and 
(iii) The four-year phase-in amount. 
(3) Five-year phase-in amount. The 

five-year phase-in amount is the 
lesser of- 

(i) The applicable percentage (the 
"unreduced percentage" in the fol- 
lowing table) of the five-year debt 
amount, or 

(ii) The applicable percentage (the 
"reduced percentage" in the follow- 

ing table) of the five-year debt 
amount reduced by paydowns: 
Transition Unreduced Reduced 
Year Percentage Percentage 
Year 1 8 1/3 10 
Year 2 16 2/3 25 
Year 3 25 50 
Year 4 33 1/3 100 
Year 5 16 2/3 100 

(4) Four-year phase-in amount. 
The four-year phase-in amount is the 
lesser of— 

(i) The applicable percentage (the 
"unreduced percentage" in the fol- 
lowing table) of the four-year debt, 
or 

(ii) The applicable percentage (the 
"reduced percentage" in the follow- 
ing table) of the four-year debt 
amount reduced by paydowns (if 
any) to the extent that such 
paydowns exceed the five-year debt 
amount: 

Transition 
Year 
Year 1 

Year 2 
Year 3 

Year 4 

Unreduced 
Percentage 

5 

10 
15 
20 

Reduced 
Percentage 

6 1/4 
16 2/3 
37 1/2 
100 

(5) Five-year debt amount. The 
"five-year debt amount" means the 
excess (if any) of- 

(i) The amount of the outstand- 
ing indebtedness of the taxpayer on 
May 29, 1985, over 

(ii) The amount of the outstand- 
ing indebtedness of the taxpayer on 
December 31, 1983. 

The five-year debt amount shall not 
exceed the aggregate amount of in- 

debtedness of the taxpayer outstand- 
ing on November 16, 1985. 

(6) Four-year debt amount. The 
"four-year debt amount" means the 
excess (if any) of- 

(i) The amount of the outstand- 
ing indebtedness of the taxpayer on 
December 31, 1983, over 

(ii) The amount of the outstand- 
ing indebtedness of the taxpayer on 
December 31, 1982. 

The four-year debt amount shall not 
exceed the aggregate amount of in- 

debtedness of the taxpayer outstand- 
ing on November 16, 1985, reduced 

by the five-year debt amount. 

(7) Paydowns. The term "pay- 
downs" means the excess (if any) 
of- 

(i) The aggregate amount of in- 

debtedness of the taxpayer out- 
standing on November 16, 1985, 
over 

(ii) The lowest number of in- 

debtedness of the taxpayer out- 
standing as of the end of the 
current taxable year or the close of 
any preceding month beginning af- 
ter November 1985. 

Paydowns are first applied to the 
five-year debt amount to the extent 
thereof and then to the four-year 
debt amount for purposes of comput- 

ing the five-year and the four-year 
phase-in amounts. 

(d) Treatment of affiliated group. 
For purposes of this section, all 
members of the same affiliated group 
of corporations (as defined in para- 
graph (d) of $1. 861-9) shall be 
treated as one taxpayer whether or 
not such members filed a consolida- 
tion return. Related party debt is not 
taken into account in computing 
transition relief. Moreover, the 
paydown of related party debt is not 
taken into account in determining the 
amount of paydowns. 

(e) Mechanics of computation — (1) 
Step 1: Determi nati on of the 
amounts within the various categories 
of debt. Each separate member must 
determine each of its following 
amounts: 

(i) November 16, 1985 amount. 
The amount of its debt outstanding 
on November 16, 1985 (after the 
elimination of intercompany indebt- 

edness), 
(ii) Unreduced five-year debt. The 

amount of any increase or any de- 
crease in the amount of its indebted- 
ness on May 29, 1985 (after elimina- 
tion of intercompany indebtedness) 
over the amount of its indebtedness 
on December 31, 1983 (after elimina- 
tion of intercompany indebtedness), 

(iii) Unreduced four-year debt. The 
amount of any increase or any de- 

crease in the amount of its indebted- 
ness on December 31, 1983 (after 
elimination of intercompany indebt- 
edness) over the amount of its in- 

debtedness on December 31, 1982 
(after elimination of intercompany 
indebtedness), and 

(iv) Year-end debt. The amount of 
its year-end debt for the relevant tax 
year (after elimination of inter- 
company indebtedness). 

(2) Step 22 Aggregation of the sep- 
arate company amounts. Each of the 
four amounts for the separate com- 
panies identified in Step 1 must be 
separately aggregated in order to 
compute consolidated transition re- 

lief. 
(3) Step 3l Calculation of lowest 

group debt level for any month be- 

ginning after November 1985. In or- 
der to calculate the lowest debt level 

for any month beginning after No- 
vember 1985— 

(i) Determine the debt level for 
each company at the end of each 
month beginning after November 
1985, 

(ii) Aggregate the month-end debt 
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levels of all companies to determine 
the group month-end and debt level 
for each month beginning after No- 
vember 1985, and 

(111) Determine which of the group 
month-end debt levels is the lowest. 

(4) Step 4: Computation of pay- 
downs. Paydowns equal the amount 
by which the aggregate November 16, 
1985, amount exceeds the lowest 
group month-end debt. 

(5) Step 52 Computation of limita- 
tions on aggregate unreduced five- 
year debt and aggregate unreduced 
four-year debt. (i) The aggregate 
unreduced five-year debt cannot ex- 
ceed the aggregate November 16, 
1985 amount. 

(ii) The aggregate unreduced four- 
year debt cannot exceed the aggregate 
November 16, 1985 amount less the 
aggregate unreduced five-year debt. 

(6) Step 6I Computation of re- 
duced five-year and reduced four- 
year debt. — (i) Reduced five-year 
debt. Compute the amount of re- 
duced five-year debt by subtracting 
from the aggregate unreduced five- 
year debt (see Step 5) the amount of 
paydowns (see Step 4). 

(ii) Reduced jour-year debt. To the 
extent that the amount of paydowns 
(see step 4) exceeds the amount of 
aggregate unreduced five-year debt 
(see Step 5), compute the amount of 
reduced four-year debt by subtracting 
such excess from the unreduced four- 
year debt (see Step I). 

(iii) To the extent that paydowns 
do not offset either the aggregate 
unreduced five-year amount or the 
aggregate unreduced four-year 
amount, the reduced and the unre- 
duced amounts are the same. 

(iv) All subsequent references to 
any amount refer to the aggregate 
amount for all members of the same 
affiliated group of corporations, un- 
less otherwise specified. 

(7) Step 7: Computation of the 
general phase-in amount. The general 
phase-in amount is the lesser of- 

(i) The percentage of the Novem- 
ber 16, 1985, amount designated for 
the relevant transition year in the 
table below, or 

(ii) The lowest group month-end 
debt level (see Step 3). 

General Phase-in Table 
Transition Percentage 
Year 
Year I 

Year 2 
Year 3 

75 
50 
25 

(8) Step 8: Computation of Five- 
year Phase-in Amount. The five-year 
phase-in amount is the lesser of— 

(i) The percentage of the unre- 
duced five-year debt designated for 
the relevant transition year in the 
table below, or 

(ii) The percentage of the reduced 
five-year debt designated for the rele- 
vant transition year in the table be- 
low. 

Five-year Phase-in Table 

Transition 
Year 
Year I 

Year 2 
Year 3 
Year 4 
Year 5 

Unreduced 
Percentage 

8 I/3 
16 2/3 
25 
33 I/3 
16 2/3 

Reduced 
Percentage 

10 
25 
50 

100 
100 

(9) Step 9: Computation of Four-year 
Phase-in A mount. The four-year phase-in 
amount is the lesser of— 

(i) The percentage of the unreduced four- 
year debt designated for the relevant transition 

year in the table below, or 

(ii) The percentage of the reduced four-year 
debt designated for the relevant transition year 
in the table below. 

Four-year Phase-in Table 

Transition 
Year 
Year I 

Year 2 
Year 3 
Year 4 

Unreduced 
Percentage 

5 

10 
15 
20 

Reduced 
Percentage 

6 I/4 
16 2/3 
37 I/2 

100 

(10) Step 10: Determination of 
group debt ratio and application of 
transition relief to separate company 
interest expense. (i) The general 
phase-in amount consists of the 
amount computed under Step 7. In- 
terest expense on this amount is 
computed under pre-1987 rules of 
allocation and apportionment. 

(ii) The post-1986 separate com- 
pany amount consists of the sum of 
the amounts determined under Steps 
8 and 9. Interest expense on this 
amount is computed under post-1986 
rules of allocation and apportionment 
as applied on a separate company 
basis. 

(iii) The post-1986 one-taxpayer 
amount consists of the aggregate 
year-end debt (see Step 1) less the 
sum of the amounts computed under 
Steps 7, 8, and 9. Interest expense on 
this amount is computed under post- 
1986 rules as applied on a consoli- 
dated basis. 

(iv) To determine the extent to 
which the interest expense of each 
separate company is subject to any 
of these sets of apportionment rules, 
each company shall prorate its own 
interest expense by reference to the 
ratio which each of the foregoing 
categories bears to the total of all 
three categories. 

(f) Example. XYZ from an affili- 
ated group. 

(I) Step I: Determination of the amounts 
within the various debt categories. 

Company X 
November 16, 1985 
May 29, 1985 
December 31, 1983 
December 31, 1982 
Current Debt Level 
Current Interest Expense 

Historic 
3rd party Debt 

$100, 000 
90, 000 
80, 000 
70, 000 

100, 000 
10, 000 

5-year 
4-year 

Increase 

$10, 000 
10, 000 

Company y 
November 16, 1985 

May 29, 1985 
December 31, 1983 
December 31, 1982 
Current Interest Expense 

Historic 
3rd party Debt 

$200, 000 
170, 000 
50, 000 
40, 000 
30, 000 

5-year 
4-year 

Increase 

$120, 000 
10, 000 
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Company Z 
November 16, 1985 
May 29, 1985 
December 31, 1983 
December 31, 1982 
Current Debt Level 
Current Interest Expense 

Historic 
3rd party Debt 

$300, 000 
300, 000 
250, 000 
150, 000 
350, 000 
30, 000 

5-year 
4-year 

Increase 

$50, 000 
100, 000 

(2) Step 2: Aggregation of the separate 
company amounts. 

Aggregate November 16, 1985 $600, 000 
Aggregate 5-year debt 180, 000 
Aggregate 4-year debt 120, 000 
Aggregate Current Debt Level 700, 00 

(3) Step 3: Calculation of lowest group debt 
level for any month beginning after November 
1985. 

An analysis of the group month-end debt 
levels since November 1985 indicates that in 

March 1986, XYZ's group month-end debt 
level fell to $500, 000, which represents the 
lowest sum for all months under consideration. 

(4) Step 4: Computation of paydowns. 

The aggregate November 16, 1985 amount 
($600, 000), less the lowest group month-end 
debt level ($500, 000), yields a total paydown in 

the amount of $100, 000. 
(5) Step 5: Computation of limitations on 

aggregate unreduced five-year debt and aggre- 
gate unreduced four-year debt. 

Aggregate November 16, 1985 amount $600, 000 
Aggregate unreduced 5-year debt 180, 000 
Aggregate unreduced 4-year debt 120, 000 

Because the November 16, 1985 amount ex- 
ceeds the unreduced 4- and 5-year debt, the 
full amount of the 4- and 5-year debt qualify 
for transition relief. In cases where the No- 
vember 16, 1985 amount is less than the 4- or 
5-year debt, the 4- and 5-year debt amounts 
are limited to the November 16, 1985 amount. 
See the limitations on the 4-year and 5-year 
debt amounts in paragraphs (c)(6) and (c)(5), 
respectively, of this section. 

(6) Step 6: Computation of reduced five- 

year and four-year debt. 
The paydowns computed under Step 4 are 

deemed to first offset the aggregate unreduced 
five-year debt. Accordingly, the reduced 
amount of five-year debt is $80, 000. Since the 
paydowns are less than the aggregate 
unreduced five-year debt, there is no paydown 
in connection with aggregate unreduced four- 
year debt. Accordingly, the unreduced four- 
year debt and the reduced four-year debt are 
both considered to be $120, 000. 

(7) Step 7: Computation of the general 
phase-in amount. 

In transition year I, the general transition 
amount is the lesser of: 

(i) 75 percent of the aggregate November 
16, 1985 amount (75o/o of $600 000 
$450, 000); or 

(ii) the lowest monthly debt level since No- 
vember 16, 1985 ($500, 000). 
Therefore, the general transition amount is 

$450, 000. 
(8) Step 8: Computation of the five-year 

phase-in amount. 
In transition year I, the five-year phase-in 

amount is the lesser of: 
(i) 8 I/3 percent of the unreduced five-year 

amount (8 I/3'/o of $180, 000 = $15, 000); or 

(ii) 10 percent of the reduced five-year 
amount (IOo/o of $80, 000 = $8, 000) 

Therefore, the five-year phase-in amount is 

$8, 000. 
(9) Step 9: Computation of the four-year 

phase-in amount. 
In transition year I, the four-year phase-in 

amount is the lesser of: 
(i) 5 percent of the unreduced four-year 

amount (5o/o of $120, 000 = $6, 000); or 
(ii) 6 I/4 percent of the reduced four-year 

amount (6 I/4oio of $120, 000 = $7, 500). 
Therefore, the four-year phase-in amount is 

$6, 000. 
(10) Step IO: Determination of group debt 

ratio and application of relief to separate 
company interest expense. 

(i) As determined under Step 7, interest 
expense on a total of $450, 000 of the XYZ 
debt in the first transition year is computed 
under pre-1987 rules of allocation and appor- 
tionment. 

(ii) The sum of Steps 8 ($8, 000) and 9 
($6, 000) is $14, 000. Interest expense on a total 
of $14, 000 of XYZ debt is computed under 
post-1986 rules of allocation and apportion- 
ment as applied on a separate company basis. 

(iii) The balance of XYZ's aggregate current 
debt level ($700, 000) less the sum of Step 7, 8, 
and 9 ($464, 000) is $236, 000. Interest expense 
on a total of $236 000 of XYZ debt is 
computed under post-1986 rules of allocation 
and apportionment as applied on a consoli- 
dated basis. X, Y, and Z, respectively, have 
current interest expense of $10, 000, $30, 000, 
and $30, 000. Thus, 64. 3 percent (450, 000/ 
700, 000) of the interest expense of each sepa- 
rate company is subject to pre-1987 rules. Two 
percent (14, 000/700, 000) of the interest ex- 
pense of each separate company is subject to 
post-1986 rules applied on a separate company 
basis. Finally, 33. 7 percent (236, 000/700, 000) 
of the interest expense of each separate com- 
pany is subject to post-1986 rules applied on a 
consolidated basis. 

(g) Corporate transfers — (I) Effect 
on transferee. If a domestic corpora- 
tion or an affiliated group acquires a 
domestic corporation that is not a 
member of the transferee's affiliated 
group before the acquisition and that 
had indebtedness outstanding on No- 
vember 16, 1985, the November 16, 
1985 amount and the unreduced five- 
year and four-year amounts of the 
acquired member shall be taken into 
account for purposes of computing 
transition relief of the transferee 
group for the taxable year of the 
acquisition and subsequent taxable 
years. These amounts shall be aggre- 

gated with the respective amounts of 
the transferee group for such years. 
In addition, the lowest group debt 

level of the transferee group for such 
years shall equal the lower of 

(i) the sum of the acquired 
member's debt level for the month- 
end taken into account in comput- 
ing the transferor group's lowest 
debt level for the preceding taxable 
year and the transferee group's 
lowest debt level taken into ac- 
count in the preceding taxable 
year; or 

(ii) the lowest end-of-month debt 
level for the transferee group for 
the taxable year of the acquisition 
and subsequent taxable years deter- 
mined on an aggregate basis under 
paragraph (e)(3) of this section. 

In addition, any paydowns of mem- 
bers of the transferor group other 
than the acquired member during 
taxable years prior to the year of 
acquisition that were deemed to re- 
duce debt of the acquired member 
under the rules of paragraph (g)(4) of 
this section must be added to 
paydowns of the transferee group 
that are otherwise computed. If an 
election under section 338 is effective 
for the acquired member, no indebt- 
edness of the acquired member shall 
qualify for transitional relief for the 
year of acquisition and subsequent 
taxable years. 

(2) Effect on transferor. In the 
case of an acquisition of a member 
of an affiliated group by a 
nonmember of the group, the transi- 
tion attributes of the acquired mem- 
ber, other than paydowns of the 
acquired member during prior taxable 
years that are considered to reduce 
the debt of other members under the 
rules of paragraph (g)(4) of this 
section, will not be further consid- 
ered in computing the transition re- 
lief of the transferor group for the 
taxable year during which the acqui- 
sition occurs and subsequent taxable 
years. Thus, the November 16, 1985 
amount, the unreduced five-year and 
four-year debt amounts, and the end- 
of-month debt levels of the transferor 
group shall be computed without 
regard to the acquired member's re- 

spective amounts for purposes o f 
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puting transition relief of the 
transferor group for such years. In 
addition, the lowest group debt level 

the transferor group for such 
years shall equal the lower of: 

(i) the lowest debt level of the 
members of the transferor group (net 
of the debt of the acquired member 
at the end of the relevant month) 
that was taken into account in the 
preceding taxable year; or 

(ii) the lowest end-of-month debt 
level for the transferor group for the 
taxable year of the acquisition and 
subsequent taxable years determined 
under paragraph (e)(3) without regard 
to the acquired member. 

(3) Assumptions of indebtedness. 
In the event that the indebtedness of 
the acquired member is assumed by 
any person, transition relief is avail- 
able only if the person assuming the 
indebtedness is the successor in inter- 
est as determined for purposes of 

section 381. 
(4) Rules for attributing paydowns 

among separate companies — (i) Gen- 
eral rule. Under paragraph (c)(7) of 
this section, paydowns are deemed to 
reduce first the five-year phase-in 
amount, then the four-year phase-in 
amount, and then the general phase- 
in amount. Thus, a reduction in 
indebtedness of the group caused by 
a reduction in the debt of a group 
member that has no five-year debt 
will nevertheless be deemed under. 
this ordering rule to reduce the in- 
debtedness of those group members 
that do have five-year debt. In order 
to preserve the effect of paydowns' 
caused by a reduction in the debt of 
a group member prior to a corporate 
transfer that is deemed to reduce 
debt of another member, each mem- 
ber must determine on a separate 
company basis at the time of any 
transfer the impact of paydowns on 

the various categories of indebted- 
ness. 

(ii) Mechanics of computation. 
Separate company accounts of 
paydowns are determined by prorat- 
ing any paydown among all group 
members with five-year debt to the 
extent thereof on the basis of the 
relative amounts of five-year debt. 
Paydowns in excess of five-year debt 
are prorated on a similar basis 
among all group members with four- 
year debt to the extent thereof on the 
basis of the relative amounts of four- 
year debt. Paydowns in excess of 
four-year and five-year debt are pro- 
rated among all group members with 
general phase-in debt to the extent 
thereof on the basis of the relative 
amounts of general phase-in debt. 

(5) Example tl I: Computing separate com- 

pany accounts of reductions — (i) Facts. XYZ 
constitutes an affiliated group of corporations 
that has a calendar taxable year and the 
following transition attributes: 

Company X 
November 16, 1985 
May 29, 1985 
December 31, 1983 
July 1986 Debt Level 

Company Y 
November 16, 1985 
May 29, 1985 
December 31, 1983 
December 31, 1982 
July 1986 Debt Level 

Company Z 
November 16, 1985 
May 29, 1985 
December 31, 1983 
December 31, 1982 
July 1986 Debt Level 

Company Z 
November 16, 1985 
May 29, 1985 
December 31, 1983 
December 31, 1982 
July 1986 Debt Level 

Historic 
3rd party Debt 

$100, 000 
80, 000 
80, 000 

100, 000 

Historic 
3rd party Debt 

$200, 000 
170, 000 
50, 000 
40, 000 

250, 000 

Historic 
3rd party Debt 

$300, 000 
170, 000 
50, 000 
40, 000 

250, 000 

Histonc 
3rd party Debt 

$300, 000 
290, 000 
250, 000 
150, 000 
150, 000 

5-year 
4-year 

5-year 
4-year 

5-year 
4-year 

5-year 
4-year 

Increase 

$0 
10, 000 

Increase 

$120, 000 
10, 000 

Increase 

$120, 000 
10, 000 

Increase 

$40, 000 
100, 000 

tn July 1986, Z repaid an outstanding loan in 
the principal amount of $150, 000. The aggre- 
gate amount of indebtedness of the XYZ 
group at the end July 1986 is the lowest 
amount of end-of-month indebtedness for the 
period from November 16, 1985 to December 
31, 1986. Because the November 16, 1985 
amount is $600, 000 and because the lowest 
monthly level of indebtedness of the XYZ 
group is $500, 000, the XYZ group has a 

paydown in the amount of $100, 000. This 
paydown partially offsets the $160, 000 of 
five year debt in the XYZ group, 

(ii) Analysis. Applying thc rule ot paragraph 

(g)(4) of this section, separate company ac- 

counts of paydov ns are computed by prorat- 

ing the $100, 000 paydov n among those mem- 

hers of the group that have five-year debt. 

Accordingly, the paydown is prorated betv een 

Y and Z as follows: 

To Y: $100, 000 x $120, 000 = $75, 000. 
$160, 000 

To Z: $100, 000 x $40, 000 = $25, 000. 
$160, 000 

Example (2jt Corporate acquisitions. — (i) 
Facts. The facts are the same as in example 
(1). On July 15, 1987, the XYZ croup sells all 

the stock of Y to A. The lowest post- 
November 1985 end-of-month debt level of the 
XZ group 1' or its 1987 taxable year is com- 
puted without regard to Y and remains the 

July 1986 amount as computed for X and Z. 
AY constitutes an affiliated group of corpora- 
tions af'ter the acquisition. There «as no 
paydown of A's transitional debt as of the 
date of acquisition. During September 1987, 
however, A repaid $100, 000 of Nosernber 16, 
1985 debt. Y repaid no November 16, 1985 
indebtedness during 1987. 

(ii) Transferee group. The folio«ing analysis 
applies in determining transitional relief for 
purposes of apportionine the interest expense 
of the transferee group for 1987. The A' t 
group has the following transition attributes 
for 1987: 
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Company A 
November 16, 1985 
May 29, 1985 
December 31, 1983 
December 31, 1982 
September 1987 Debt Level 

Company Y 
November 16, 1985 
May 29, 1985 
December 31, 1983 
December 31, 1982 
September 1987 Debt Level 
Pre-acquisition year paydown 
by another member of the 
transferor group that 
reduced Y's debt 

Historic 
3rd party Debt 

$100, 000 
250, 000 
245, 000 
235, 000 

0 

Historic 
3rd party Debt 

$200, 000 
170, 000 
50, 000 
40, 000 

250, 000 

75, 000 

5-year 
4-year 

5-year 
4-year 

Increase 

$5, 000 
10, 000 

Increase 

$120, 000 
10, 000 

The lowest debt level of the AY group for 
1987 equals the lower of: 

(i) the sum of the lowest debt levels of Y 
($250, 000) and A ($100, 000) that were taken 
into account in 1986; or 

(ii) the lowest end-of-month debt level of 
the AY group for 1987 determined on an 
aggregate basis under paragraph (e)(3) of 
this section (the September 1987 debt level 
of $250, 000). 

Because the November 16, 1985 amount is 

$300, 000 and because the lowest monthly level 

of indebtedness of the AY group is $250, 000, 

the AY group has a paydown in the amount 

of $50, 000. In addition, the paydown by Z in 

1986 that was deemed to reduce Y debt is 

added to the paydown computed above, yield- 

ing a total paydown of $125, 000. This amount 

is prorated between members that have five- 
year debt, eliminating the five-year debt of the 
gt'oup. 

(iii) Transferor group. The following analy- 
sis applies in determining transitional relief for 
purposes of apportioning the interest expense 
of the transferor group for 1987. The XZ 
group has the transition attributes stated below 
for 1987. The July 31, 1987 debt level is the 
lowest aggregate end-of-month level for the 
XZ group as computed under paragraph (g)(2). 

Company X 
November 16, 1985 
May 29, 1985 
December 31, 1983 
December 31, 1982 
July 1987 Debt Level 
Pre-acquisition paydown by Y that reduced X's debt 

Company Z 
November 16, 1985 
May 29, 1985 
December 31, 1983 
December 31, 1982 
July 1987 Debt Level 
Pre-acquisition paydown 
by Y that reduced Z's debt 

Historic 
3rd party Deb( 

$100, 000 
80, 000 
80, 000 
70, 000 

100, 000 
0 

Historic 
3rd party Debt 

$300, 000 
290, 000 
250, 000 
150, 000 
150, 000 

0 

5-year 
4-year 

5-year 
4-year 

Increase 

$0 
10, 000 

Increase 

$40, 000 
100, 000 

Because the revised November 16, 1985 
amount of the XZ group is $400, 000 and 
because the lowest monthly level of indebted- 
ness of the XZ group is $250, 000, the XZ 
group has a paydown in the amount of 
$150, 000. This paydown offsets the total five- 
and four-year debt of the XZ group. 

Par. 4. Section 1. 863-3(b)(2), Ex- 
ample (2), subdivisions (i) and (ii) are 
revised as to read as follows: 

$1. 863-3 Income from the sale of 
personal property derived partly 
from within and partly from with- 
out the United States. 

(b) Income partly from sources 
within a foreign country. 

(2) Allocation or apportionment. 

Example (2). (i) Where an independ- 

ent factory or production price has 

not been established as provided un- 

der example (1), the gross income 
derived from the sale of personal 

property produced (in whole or in 

part) by the taxpayer within the 
United States and sold within a for- 

eign country or produced (in whole 

or in part) by the taxpayer within a 
foreign country and sold within the 
United States shall be computed. 

(ii) Of this gross amount, one-half 
shall be apportioned in accordance 
with the value of the taxpayer's 
property within the United States and 
within the foreign country, the por- 
tion attributable to sources within the 
United States being determined by 
multiplying such one-half by a frac- 
tion, the numerator of which consists 

of the value of the taxpayer's prop- 
erty within the United States and the 
denominator of which consists of the 
value of the taxpayer's property both 
within the United States and within 
the foreign country. The remaining 
one-half of such gross income shall 
be apportioned in accordance with 
the gross sales of the taxpayer within 
the United States and within the 
foreign country, the portion attribut- 
able to sources within the United 
States being determined by multiply- 
ing such one-half by a fraction the 
numerator of which consists of the 
taxpayer's gross sales for the taxable 
year or period within the United 
States, and the denominator of which 
consists of the taxpayer's gross sales 
for the taxable year or period both 
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within the United States and within 
the foreign country. 

JAMES I. OWENS, 
Acting Commissioner of 

Internal Revenue. 
(Filed by the Office of the Federal Register on 

September 8, 1987, at 12:13 pm, and pub- 
lished in the issue of the Federal Register on 
September 11, 1987, 52 F, R, 34580) 

Notice of Proposed Rulemaking 

Basis Adjustment for Investment 
Tax Credit 

LR-183-82 

AGENCY: Internal Revenue Service, 
Treasury. 

ACTION: Notice of proposed 
rulemaking. 

SUMMARY: This document contains 
proposed regulations relating to the 
adjustment in the basis of property 
for which the investment credit has 
been claimed as provided in section 
205(a) and (c) of the Tax Equity and 
Fiscal Responsibility Act of 1982 (96 
Stat. 324) [Pub. L. 97-248, 1982-2 
C. B. , 462, 474] as amended by sec- 
tion 306(a)(3) of the Technical Cor- 
rections Act of 1982 (Pub. L. 
97-448) [1983-1 C. B. 451] and sec- 
tions 113(b)(4) and 712(b) of the Tax 
Reform Act of 1984 (Pub. L. 
98-369) [1984-3 C. B. (Vol. I) I, 454]. 
These amendments would provide 
guidance to taxpayers who claim an 
investment credit subjecting them to 
the basis adjustment rules with re- 
spect to that credit. 

DATES: Except as provided in 
51. 48-7(m)(2), the proposed regula- 
tions are proposed to be effective for 
and applicable to periods beginning 
after December 31, 1982. Written 
comments and requests for a public 
hearing must be mailed or delivered 
by November 20, 1987. 

ADDRESS: Send comments and re- 

quests for a public hearing to: Com- 
missioner of Internal Revenue, Atten- 
tion: CC: LR: T (LR — 183-82), 
Washington, D. C. 20224. 

SUPPLEMENTARY 
INFORMATION: 

BACKGROUND 

Section 205 of the Tax Equity and 
Fiscal Responsibility Act of 1982 
(TEFRA) (as amended by section 
306(a)(3) of the Technical Corrections 
Act of 1982 and sections 113(b)(4) 
and 712(b) of the Tax Reform Act of 
1984) amended the Internal Revenue 
Code of 1954 to provide for the 
adjustment in basis of property for 
which an investment credit has been 
claimed. The proposed amendments 
to the Income Tax Regulations under 
sections 48, 196, 312, and 705 of the 
Internal Revenue Code of 1954 con- 
tained herein would conform the reg- 
ulations to the provisions of section 
205 as amended. 

EXPLANATION OF PROVISIONS 

Section 48(q) provides generally 
that if there is an investment tax 
credit determined with respect to 
property the basis of such property 
will be reduced by 50 percent of the 
credit (100 percent in the case of 
qualified rehabilitation expenditures) 
so determined. If the property is 

subsequently disposed of before the 
close of the useful life or the recov- 
ery period used in computing the 
investment tax credit, 50 percent (100 
percent for qualified rehabilitation 
expenditures) of the credit required 
to be recaptured is to be added back 
to the basis of the property immedi- 
ately before the disposition occurs. 
Section 1. 48-7 provides rules and 
examples for determining the reduc- 
tion of basis for the investment tax 
credit calculated with respect to prop- 
erty, and for determining the increase 
in basis for early dispositions of 
property subject to the basis reduc- 
tion. Section 1. 48-7 further provides 
that the basis reduction is to be made 
notwithstanding the fact that the 
amount of credit allowed is limited 

by the tax liability for the taxable 
year. A basis reduction is not re- 
quired when the lessor of property 
makes a valid election under section 
48(d) to treat the lessee as the pur- 
chaser of the property for purposes 
of the investment tax credit. The 
lessee, however, will be subject to the 
rules under $1. 48-4 for the credit 
determined with respect to property 

for which he is treated as the pur- 

chaser. 

Section 1. 48-7 also provides rules 
with respect to the necessary adjust- 
ment in the basis of a partner's 
interest in a partnership or an S 
corporation shareholder'8 basis in S 
corporation stock to reflect the basis 
adjustment made at the partnership 
or S corporation level. 

Section 48(q)(4) provides for an 
election to enable taxpayers to opt 
out of the basis reduction rules in 
favor of claiming a reduced credit 
with respect to the property. Section 
1. 48-7(i) provides rules regarding the 
time and manner for making the 
election and the percentages to use 
for calculating the reduced credit. 
The proposed regulation provides 
that the election to take the reduced 
credit is revocable only with the 
consent of the Commissioner and 
provides rules for requesting the 
revocation. 

Section 48(q)(5) provides that the 
basis reduction made with respect to 
property as a result of the investment 
tax credit will be treated as a deduc- 
tion allowed for depreciation for pur- 
poses of the recpature provisions of 
sections 1245 and 1250. Section 
1. 48-7(j) provides that a net basis 
reduction will be treated as a deduc- 
tion allowed for depreciation under 
sections 1245 and 1250. Section 
1. 312-15(a)(4), however, provides 
that in computing the earnings and 
profits of a corporation, the allow- 
ance for depreciation (or amortiza- 
tion, if any) will be computed with- 
out regard to the basis adjustment. 

Section 1. 48-4, relating to the 
lessor's election under section 48(d) 
to treat the lessee of property as the 
owner of such property for purposes 
of the investment tax credit, sets 
forth rules, in paragraph (n), coordi- 
nating such election with the basis 
adjustment rules of section 48(q). 
The lessee subject to a section 48(d) 
election will ratably include 50 per- 
cent of the investment credit in his 
gross income over the shortest recov- 
ery period available under the accel- 
erated cost recovery system instead of 
reducing the basis of his property by 
50 percent of the credit. Such lessee 
will include the ratable portion of the 
entire credit regardless of its limita- 
tion by the amount of tax under 
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section 38(c) (or, in the case of 
taxable years beginning on or before 
December 31, 1983, section 46(a)(3)). 
If the- investment tax credit recapture 
rules are triggered, causing a recap- 
ture of the unused credit, an adjust- 
ment will be made to the lessee's 
gross income for any discrepancies 
between the total amount included in 

gross income and the total credit 
allowed after recapture. 

Section 1. 48-4(p) provides that a 
lessee may make an election (pursu- 
ant to section 48(d)(5)(A)) to take a 
reduced credit in lieu of the ratable 
inclusions in income, and provides 
for election and revocation rules sim- 
ilar to the rules in $1. 48-7(i). 

Section 48(q)(6)[7] provides special 
rules for the basis reduction where 
the investment tax credit has been 
determined with respect to a qualified 
film under section 48(k). In such a 
case, there is a two step reduction in 
lieu of the general basis reduction 
under section 48(q)(1). First, to the 
extent that the credit is determined 
with respect to residuals and partici- 
pations (as defined in section 
48(k)(5)(B)), any deduction allowable 
with respect to those amounts is to 
be reduced by 50 percent of the 
credit so determined. Second, the 
basis of the taxpayer's ownership 
interest (as defined in section 
48(k)(1)(C)), is to be reduced by the 
excess of 50 percent of the amount 
of the credit determined under sec- 
tion 48(k) over the amount of the 
reduction in deductions at tributable 
to the credit determined with respect 
to residuals and participations. Pro- 
posed $1. 48-7(k) sets forth the basis 
reduction rules applicable to invest- 
ment tax credits determined with re- 
spect to qualified films and provides 
special rules for their operation. 

Section 1. 196-1 provides rules with 

respect to the deduction allowed by 
section 196 for any investment tax 
credit (to the extent attributable to 
property the basis of which was 
reduced as a result of the credit) not 
allowed as a credit either because the 
carryover period expired or because 
the taxpayer died or ceased to exist 
before the carryover period expired. 

The rules provided by the proposed 
regulations are generally effective for 
and applicable to periods beginning 
after December 31, 1982, as provided 
in s'il. 48-7(m). Section 1. 48-7(m)(2) 
sets forth the transition rules. 

COMMENTS AND REQUESTS 
FOR 

A PUBLIC HEARING 

Before adopting these proposed 
regulations, consideration will be 
given to any written comments that 
are submitted (preferably eight cop- 
ies) to the Commissioner of Internal 
Revenue. All comments will be avail- 
able for public inspection and copy- 
ing. A public hearing will be held 

upon written request to the Commis- 
sioner by any person who has sub- 
mitted written comments. If a public 
hearing is held, notice of the time 
and place will be published in the 
FEDERAL REGISTER. 

The collection of information re- 

quirements contained in this notice of 
proposed rulemaking have been sub- 
mitted to the Office of Management 
and Budget (OMB) for review under 
section 3504(h) of the Paperwork 
Reduction Act. Comments on these 
requirements should be sent to the 
Office of Information and Regula- 
tory Affairs of OMB, Attention: 
Desk Officer for Internal Revenue 
Service, New Executive Office Build- 
ing, Washington, D. C. 20503. The 
Internal Revenue Service requests 
that persons submitting comments to 
OMB on these requirements also send 
copies of those comments to the 
Service. 

SPECIAL ANALYSES 

The Commissioner of Internal Rev- 
enue has determined that these pro- 
posed regulations are not major regu- 
lations subject to review under 
Executive Order 12291. Accordingly, 
a Regulatory Impact Analysis is not 
required. 

The Commissioner of Internal Rev- 
enue has concluded that these pro- 
posed regulations are interpretative 
and that the notice and public proce- 
dure requirements of 5 U. S. C. 553 
do not apply. Accordingly, these pro- 
posed regulations are regulations not 
subject to the Regulatory Flexibility 
Act (5 U. S. C. chapter 6). 

Proposed amendments to the 
regulations 

The proposed amendments to 26 
CFR Part 1 are as follows: 

Paragraph 1. The authority 
Part 1 is amended by adding 
following citation: 

Authority: 26 U. S. C. 7805-*** 
Section 1. 48-4(n) is also issued 

under 26 U. S. C. 48(d)(5). In addi- 

tion, )I. I96-1 is also issued under 26 
U. S. C. 196. 

Par. 2. Section 1. 48-4 is amended 
by adding new paragraphs (n), (o), and 

(p) to read as follows: 
(1. 48-4 Election of lessor of new 

section 38 property to treat lessee 
as purchaser. 

(n) Adjustment to lessee's in- 
come — (1) In general. If a lessor of 
new section 38 property makes a 
valid election under section 48(d) 
with respect to such property, section 
48(q) (except paragraph (4) thereof) 
and $1. 48-7 (except paragraphs (b) 
and (m) thereof) shall not apply. 
Thus, the lessor is not required under 
section 48(q) to reduce the basis of 
such property. However, if such an 
election is made, the lessee shall 
include ratably in gross income, over 
the shortest recovery period which 
could be applicable under section 168 
with respect to the property, an 
amount equal to 50 percent of the 
amount of the credit allowable under 
section 38 with respect to such prop- 
erty. For purposes of this paragraph 
(n), the amount of the credit allow- 
able is determined by multiplying the 
qualified investment (as defined in 
section 46(c)) with respect to such 
property by the percentage specified 
in section 46(a) (section 46(a)(2) in 
the case of taxable years beginning 
on or before December 31, 1983) for 
such property, without regard to the 
limitation based on tax which, under 
section 38(c) (section 46(a)(3) in the 
case of taxable years beginning on or 
before December 31, 1983), may limit 
the amount of credit the lessee may 
take into account in any one year. 

(2) Adjustments as a result of an 
early disposition, etc. (i) Except as 
provided in paragraph (n)(2)(iii) of 
this section, if section 47 requires an 
increase in the lessee's tax or a 
reduction in the carryback or car- 
ryover of an unused credit as a result 
of an early disposition, etc. , of 
leased property for which an election 
had been made under section 48(d), 
the lessee's gross income shall be 
reduced by an amount equal to the 
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excess (if any) of the total increases 
in gross income previously made un- 

paragraph (n)(1) of this section 
ov«50 percent of the portion of the 
credit that is not recaptured for the 
taxable year in which the early dispo- 
sition, etc. , occurred. 

(il) If the total increases in gross 
Income of the lessee previously made 
under paragraph (n)(1) of this section 
are less than 50 percent of the credit 
that is not recaptured for the taxable 
year in which the early disposition, 
etc. , occurred, the lessee shall include 
the difference in income in the year 
of disposition. 

(iii) If, after the event which 
caused section 47 to apply, the lessee 
continues the use of the property in a 
trade or business or in the produc- 
tion of income, the amount described 
in paragraph (n)(2)(i) or (ii) of this 
section shall be taken into account 
ratably over the remaining portion of 
the recovery period described in para- 
graph (n)(l) of this section. 

(iv) If paragraph (n)(2)(iii) of this 
section applies, and if, prior to the 
expiration of the recovery period de- 
scribed in paragraph (n)(1) of this 
section, the lease is terminated other 
than by purchase of the property by 
the lessee, any deduction allowable or 
inclusion necessitated under this para- 
graph not previously taken into ac- 
count shall be taken into account for 
the taxable year in which the lease is 

terminated. In the case of a purchase 
of the property by the lessee, see 
paragraph (b) of ()1. 48-7. 

(3) Effeclive dales. The effective 
dates described in paragraph (m) of 
$1. 48-7 (relating to adjustment to 
basis) shall apply to this paragraph. 

(4) Examples. The provisions of 
this paragraph may be illustrated by 
the following examples: 

Example (lj. Corporation X is engaged in 

the business of manufacturing and leasing new 

equipment. X constructs a machine at a cost 
of $20, 000, which Corporation Y, a calendar 
year taxpayer, leases from X and places in 

service on July I, 1983. The machine is 5 year 
recovery property. The fair market value of 
the machine on the date possession is trans- 
ferred to Y is $25, 000. If X elects 1o treat Y as 
the purchaser of the machine under this sec- 

don, Y's investment credit determined under 

section 46(a) for 1983 is $2, 500 (10 percent of 
$25, 000), Under paragraph (n) of this section, 
Y's increase in gross income for each of the 
five years beginning «ith 1983 will be $250 

($1 250/5 year recovery period). 
Example (2). The facts are the same as in 

example (I) except that Y disposes of its 

interest in the lease on January I, 1985, and 

that there is an increase in Y's tax for 1985 
under section 47(a)(1) in the amount of $2, 000 
(80 percent of $2, 500). The amount of $250 
(fifty percent of the unrecaptured credit) is 

compared to the amount previously included in 

income, $500 ($250 in 1983 + $250 in 1984), 
to determine whether Y is entitled to a 
reduction in income as a result of a possible 
over-inclusion in income under paragraph 
(n)(1) of this section. In this case, Y has 
over-included $250 ($500 — $250) and, as a 
result, will decrease its gross income in the 
year of disposition by $250. 

Example (3J. A lessor elects under section 
48(d) to treat a lessee as making qualified 
rehabilitation expenditures with respect to a 
qualified rehabilitated building in the amount 
of $100, 000. The property subject ro such 
expenditures is placed in service on March I, 
1984, generating an investment tax credit of 
$15, 000 ($100, 000 x 15'Va) and potential in- 
come inclusions of $1, 000 a year for 15 years. 
Assuming the lessee is a calendar year tax- 
payer, if the property were to be disposed of 
on June I, 1985, the lessee would be entitled 
to a credit that is not recaptured of $3, 000 
($15, 000 x 20%o) but would have included 
only $1, 000 in income for 1984. In this case 
the lessee has under-included $2, 000 ($3, 000— 
$1, 000) and will increase gross income by such 
amount in the year of disposition (l. e. , 1985). 

(o) Special rule for qualified reha- 
bilitated buildings. In the case of a 
credit determined under section 46(a) 
(section 46(a)(2) in the case of tax- 
able years beginning on or before 
December 31, 1983) for any qualified 
rehabilitation expenditure in connec- 
tion with a qualified rehabilitated 
building other than a certified his- 
toric structure, paragraph (n) of this 
section shall be applied by substitut- 
ing the phrase "100 percent of" for 
the phrase "50 percent of". 

(p) Lessee's election for a reduc- 
tion in credit in lieu of adj us(men( ol 
lessee's income — (I ) In general. An 
election may be made by the lessee 
not to have the rules of paragraph 
(n) of this section apply with respect 
to so much of the credit determined 
under section 46(a) (section 46(a)(2) 
in the case of taxable years beginning 
on or before December 31, 1983) as 
is attributable to the regular percent- 
age. The election is made on a 
property-by-property basis. In the 
case of such an election, the amount 
of the investment credit with respect 
to the regular percentage shall be 
determined under paragraph (p)(2) of 
this section. A separate election must 
be made for each taxable year in 
which the reduced regular credit is 
elected. In the case of a partnership, 
S corporation, trust, or estate, the 
election shall be made by the partner- 
ship, S corporation, trust, or estate. 

(2) Reduction in credit. In the case 

of any property for which an election 
under this paragraph has been made, 
the investment credit shall be deter- 
mined as follows: 

(i) The regular percentage shall 
be— 

(A) 8 percent in the case of recov- 
ery property other than 3 year recov- 
ery property (RPB replacement prop- 
erty under section 168(f)(3)(B) shall 
be treated as property which is other 
than 3 year property), or 

(B) 4 percent in the case of recov- 
ery property which is 3 year prop- 
erty. 

(ii) For purposes of applying the 
regular percentage in paragraph 
(p)(2)(i) of this section, the applicable 
percentage under subsection (c) or (d) 
of section 46 shall be deemed to be 
100 percent. 

(3) Time and manner of making 
the election. The election specified in 

paragraph (p)(1) of this section shall 
be made by attaching a statement to 
the first income tax return for the 
taxable year for which the election is 
made (whether or not the return is 
timely) or to an amended return filed 
within the time prescribed by law 
(including extensions) for filing the 
return for such taxable year. For 
purposes of this paragraph (p), the 
term "income tax return for the 
taxable year for which the election is 
made" with respect to any property 
is the tax return for the taxable year 
in which such property is placed in 
service, or in the case of property to 
which an election under section 46(d) 
(relating to qualified progress expen- 
ditures) applies, the appropriate re- 
turn is the return for the first taxable 
year which includes a period after 
December 31, 1982, for which quali- 
fied progress expenditures were taken 
into account with respect to such 
property. Except as otherwise pro- 
vided in the return or instructions 
accompanying the return for the tax- 
able year, the statement shall- 

(i) Contain the name, address, 
and taxpayer identification number 
o f t he electing lessee, 

(ii) Identify the election by indi- 
cating that the election is being 
made under sections 48(d)(5)(A) 
and 48(q)(4) of the Code, 

(iii) Specify that the election is 
being made by the lessee of' new 
section 38 property where the les- 
sor of such property has made a 
valid election under section 48(d) 
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to treat such lessee as the pur- 
chaser of the property for purposes 
of the section 38 credit, and 

(iv) Specify the property to 
which the election is to apply. 

The election to claim a reduced credit 
in lieu of increasing gross income is 
revocable only with the consent of 
the Commissioner. 

(4) Revocation. Any election under 
section 48(q)(4), and any specificalion 
contained in such election, may be 
revoked only with the consent of the 
Commissioner. Such consent will be 
granted only in extraordinary circum- 
stances. Requests for consent must be 
filed with the Commissioner of Inter- 
nal Revenue, Washington, D. C. 
20224, The request shall include the 
name, address, and taxpayer identifi- 
cation number of the lessee and shall 
be signed by the taxpayer or his duly 
authorized representative. The re- 
quest shall set forth the following 
information: 

(i) The taxable year for which the 
election was made, 

(ii) The Code sections applicable to 
the revocation (sections 48(d)(5)(A) 
and 48(q)(4)), 

(iii) The property subject to the 
election for which the revocation is 
requested, and 

(iv) The reasons why the revoca- 
tion is sought. 

Par. 3. Section 1. 48-7 is revised to 
read as follows: 

I)1. 48-7 Adjustment to basis. 

(a) Reduction of basis — (I) In gen- 
eral. Under section 48(q)(1), except 
as provided in this section, the basis 
of section 38 property shall be re- 
duced by 50 percent of the amount 
of the credit determined under sec- 
tion 46(a) (section 46(a)(2) in the case 
of taxable years beginning on or 
before December 31, 1983) with re- 
spect to such property. The reduction 
in basis shall be made in the year in 
which the credit is allowable. The 
basis of such property must be re- 
duced by 50 percent of the credit 
determined under section 46(a) (or 
formerly under section 46(a)(2)) even 
though the limitation based on the 
amount of tax under section 38(c) (or 
formerly under section 46(a)(3)) re- 
duces the amount of the credit al- 
lowed by section 38 for the taxable 
year in which the property is placed 
in service. The reduction in basis of 

section 38 property shall be taken 
into account for all purposes of 
subtitle A of the Code, except in 

computing (or recomputing in the 
case of early disposition, etc. ) the 
qualified investment with respect to 
such property. 

(2) Special rules. For purposes of 
applying paragraph (a)(1) of this sec- 
tion— 

(i) If, under section 48(d), the les- 
sor of new section 38 property makes 
a valid election to treat the lessee as 
having purchased such property for 
purposes of the credit allowed by 
section 38, the basis of such property 
shall not be reduced. 

(ii) If property is used section 38 
property and if the cost, or any part 
thereof, of such property is not, 
because of the application of the 
dollar limitation on the cost of used 
section 38 property, taken into ac- 
count in computing qualified invest- 
ment by the person who placed such 
property in service or by a person to 
whom the cost of such property was 
apportioned, no reduction shall be 
made to the basis of such property to 
the extent such cost, or any part 
thereof, is not so taken into account. 

(iii) In the case of used section 38 
property within a particular class of 
recovery property the cost of which 
is apportioned by an estate or trust, 
if any part of such cost is not taken 
into account by the beneficiary in 

computing qualified investment under 
section 46(c) (as a result of the dollar 
limitation in section 48(c)), the estate 
or trust shall choose, to the extent 
such cost is not taken into account, 
the item (or items) of used section 38 
property, within such class of recov- 
ery property, with respect to which 
no reduction in basis shall be made. 

(iv) The basis of section 38 prop- 
erty that is disposed of or otherwise 
ceases to be section 38 property in 

the taxable year in which it is placed 
in service (except where section 47(b) 
applies) shall not be reduced. 

(3) Examples. This paragraph may 
be illustrated by the following exam- 
ples: 

Example (l). (i) X Corporation, which 

makes its return on the basis of a calendar 
year, acquires and places in service on January 
2, 1983, an item of new section 38 property 
with a basis of $15, 000 and a recovery period 

of 5 years. The qualified investment with 

respect to such property is $15, 000 ($15, 000 
100 percent applicable percentage). 1 or 
taxable year 1983, the tax liability for 
Corporation is $2, 000. The corporation is 

allowed a credit of $1, 500 (10 percent of 
$15, 000) against its tax liability of $2, 000. 

(ii) Under section 48(q)(1) the basis of the 

property, $15, 000, is reduced by $750 (50 
percent of $1, 500) for an adjusted basis of 
$14, 250 (for purposes of computing cost recov- 
ery deductions, the unadjusted basis is also 
reduced to $14, 250). 

Example (2). (i) The facts are the same as in 

example (1) except that for the taxable year 
1983 the tax liability of X Corporation is $500. 
The credit to X Corporation, allowed by 
section 38, is limited to $500. The excess of 
$1, 000 ($1, 500 earned minus $500 limitation) is 
an investment credit carryover. 

(ii) Under section 48(q)(1), the basis of the 
property is reduced to $14, 250, as in example 
(1), notwithstanding the limitation on the 
allowable credit. 

Example (3). (i) X Corporation acquires and 
places in service on January 2, 1983, an item 
of new section 38 property with a cost of 
$26, 000 and a recovery period of 5 years. X 
Corporation makes a valid election under 
section 179 to expense $5, 000 of the cost of 
the asset. The cost of the asset for purposes of 
the investment credit is $21, 000 ($26, 000 
$5, 000) generating a credit of $2, 100 (10 
percent of $21, 000 qualified investment). 

(ii) Under section 48(q)(1) the basis of the 
asset, $21, 000 ($26, 000 — $5, 000), is reduced 
by $1, 050 (50 percent of $2, 100) to $19, 950. 

Example (4). (i) X Corporation acquires and 
places in service on January 2, 1983, used 
assets nos. 1, 2, and 3 which qualify as used 
section 38 property. Each asset has a cost of 
$62, 500 and a recovery period of 5 years. X 
Corporation selects the $62, 500 cost of asset 
no. 1 and the $62, 500 cost of asset no. 2 to be 
taken into account in computing an investment 
credit of $6, 250 for each asset (10 percent of 
$62, 500 qualified investment). 

(ii) Under section 48(q)(l), the basis of asset 
no. 1 is reduced to $59, 375 ($62, 500 minus 50 
percent of $6, 250). The basis of asset no. 2 is 

similarly reduced to $59, 375 ($62, 500 minus 50 
percent of $6. 250). The basis of asset no. 3 is 
not reduced. 

Example (5). (i) X Corporation acquires and 
places in service on January 2, 1983, used 
assets nos. 1, 2, and 3 which qualify as used 
section 38 property. Each asset has a cost of 
$60, 000 and a cost recovery period of 5 years. 
X Corporation selects the $60, 000 cost of asset 
no. 1, the $60, 000 cost of asset no. 2 and 
$5, 000 of the cost of asset no. 3 to be taken 
into account in computing a total investment 
credit of $12, 500 (10 percent of $60, 000 quali- 
fied investment for assets nos. 1 and 2 plus 10 
percent of $5, 000 qualified investment for 
asset no. 3). 

(ii) Under section 48(q)(1), the basis of 
assets no. 1 and 2 is reduced to $57, 000 each 
($60, 000 — $3, 000) and the basis of asset no. 
3 is reduced to $59, 750 ($60, 000 — $250). 

Example (6). (i) XYZ Trust, which files its 
return on a calendar year basis, operates a 
manufacturing business, M. M acquires and 
places in service on January 2, 1983, five used 
assets which qualify as used section 38 prop- 
erty. The cost and the cost recovery period of 
each asset are as follows: 
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l. . . 
2. . . 
3. . . 
4. . . 
5. . . 

Asset No. Cost 

$95, 000 
12, 000 
15, 000 
6, 000 
3, 000 

Cost recovery period 

5 years 
5 years 
3 years 
3 years 
3 years 

XYZ Trust has two current income beneficia- 
ries, A and B. Forty percent of the trust 
income is allocable to A, 40 percent to B and 
20 percent to XYZ Trust. The trust selects the 

$95, 000 cost of asset no. 1, the $12, 000 cost of 
asset no. 2, the $15, 000 cost of asset no. 3 and 
$3 000 of the cost of asset no. 4 to be 
apportioned among the trust and beneficiaries. 

Under ss1. 48-6, the total cost of the used 

section 38 property selected is apportioned as 

follows: 

Total cost. 

Beneficiary A 
Beneficiary B 
XYZ Trust 

Cost recovery 
category 

( 4) 
(. 4) 
(. 2 

5 year recovery 
property 

$107, 000 

$42, 800 
42, 800 
21, 400 

3 year recovery 
property 

$18, 000 

$7, 200 
7, 200 
3, 600 

Assume beneficiaries A and B did not place in that they did not own any interest in other ble to A, B, and XYZ Trust is as follows: 
service during their taxable years ending De- trusts, estates, partnerships or S corporations. 
cember 31, 1983, any section 38 property and Under t)1. 48-6, the investment credit applica- 

Apportioned asset 
cost 

Applicable 
percentage 

Qualified 
investment 

Section 
46(a)(2) credit 

5 year property 
3 year property 

$42, 800 
7, 200 

Total . 

Beneficiary A 

100 
60 

$42, 800 
4, 320 

$4, 280 
432 

. . . $4, 712 

5 year property 
3 year property 

5 year property 
3 year property 

$42, 800 
7, 200 

Total. 

$21, 400 
3, 600 

Total . 

100 
60 

XYZ Trust 

Beneficiary B 

100 
60 

$42, 800 
4, 320 

$21, 400 
2, 160 

$4, 280 
432 

. . . $4, 712 

$2, 140 
216 

. $2, 356 

(ii) Under section 48(q)(1), the basis of each of the credit determined under section 46(a)(2) 
asset (except no. 5) is reduced by 50 percent as follows: 

Asset 
No. 

Basis before 
reduction 

$95, 000 
12, 000 
15, 000 
6, 000 
3, 000 

Reduction in 
basis 

50'7o of $9, 500 
50oto of 1, 200 
50'Vo of 900 
50oto of 180 

none 

Basis after 
reduction 

$90, 250 
11, 400 
14, 550 
5, 910 
3, 000 

Example (7). (i) The facts are the same as in 
example (6) except that beneficiary A acquired 
and placed in service on June I, 1983, in his 

individual proprietorship, used asset no. 6 with 

a cost of $81, 000 and a cost recovery period 
of 5 years. In computing his investment credit, 
beneficiary A selects the $81, 000 cost of asset 
no. 6, the $42, 800 cost of used 5 year property 

apportioned to him by XYZ Trust, and $1, 200 
of the cost of 3 year property apportioned to 
him by XYZ Trust. Under l)1. 48-6, A computes 
his investment credit as follows: 

1987-2 C. B. 1023 



Proprietorship 

5 year property 
Apportioned by XYZ Trust 

5 year property 
3 year property 

Asset 
cost 

$81, 000 

$42, 800 
1, 200 

Total 

Applicable 
percentage 

100 
60 

Qualified 
investment 

$81, 000 

$42, 800 
720 

Section 
46(a)(2) credit 

$8, 100 

$4, 280 
72 

$12, 452 

(ii) Since only $12, 000 of the $18, 000 cost 
of used 3 year recovery property apportioned 
by XYZ Trust was taken into account by A, 
B, and XYZ Trust in computing their credit 
under section 46(a)(2), only 50 percent of the 
credit determined on a cost of $12, 000 will 

reduce the basis of the 3 year recovery prop- 
erty. Under paragraph (a)(2)(iii) of this sec- 
tion, XYX Trust must choose an item of 
property in the 3 year recovery property 
category, $6, 000 of the basis of which is not 
subject to reduction. Therefore, XYZ Trust 

chooses to reduce the basis of asset no. 3 by 
50 percent of the credit determined on a cost 
of $9, 000 (in lieu of the $15, 000 previously 
selected). The basis of each asset is reduced as 
follows: 

l. . . 
2. . . 
3. . . 
4. . . 
5. . . 

Asset 
No. 

Basis before 
reduction 

$95, 000 
12, 000 
15, 000 
6, 000 
3, 000 

Reduction in 
basis 

50% of $9, 500 
50% of 1, 200 
50% of 540 
50% of 180 

none 

Basis after 
reduction 

$90, 250 
11, 400 
14, 730 
5, 910 
3, 000 

(iii) The basis of asset no. 6 in the hands of Example (8). (i) ABC Partnership, which 2, 1983, five used assets which qualify as used 
A is reduced to $76, 950 ($81, 000 minus 50 makes its return on the basis of a calendar section 38 property. The cost and the cost 
percent of $8, 100). year, acquires and places in service on January recovery period of each asset are as follows: 

l. 
2. 
3. 
4. 
5. 

Asset No. Cost 

$95, 000 
12, 000 
15, 000 
6, 000 
3, 000 

Cost recovery period 

5 years 
5 years 
3 years 
3 years 
3 years 

Partners A, B, and C share the profits and 
the losses of Partnership ABC in the ratio of 
50 percent, 30 percent, and 20 percent, respec- 
tively. ABC Partnership selects the $95, 000 

cost of asset no. 1, the $12, 000 cost of asset 
no. 2, the $15, 000 cost of asset no. 3, and 
$3, 000 of the cost of asset no. 4 to be taken 
into account by its members in the computing 

qualified investment. Under l)1. 46-3(f)(2), each 
partner's share of the cost of the partnership- 
selected used section 38 property is allocated 
as follows: 

l. . 
2. 
3. 
4 

Asset No. Cost recovery 
period 

5 years 
5 years 
3 years 
3 years 

Cost 

$95, 000 
12, 000 
15, 000 
3, 000 

A 
(50%) 

$47, 500 
6, 000 
7, 500 
1, 500 

Partner's share 

B 
(30%) 

$28, 500 
3, 600 
4, 500 

900 

C 
(20%) 

$19, 000 
2, 400 
3, 000 

600 

Each partner makes his return on the basis taxable years ending December 31, 1983, any 
of the calendar year. Assume that partners A, section 38 property and that the partners did 
B, and C did not place in service during their not own any interests in other partnerships, S 

corporations, trusts or estates. Under section 
46(c), each partner computes his qualified 
investment and credit as follows: 

1. . . 
2. . . 
3. . . 
4. . . 

Asset 
No. 

Total 

Share of 
cost 

$47, 500 
6, 000 
7, 500 
1, 500 

Applicable 
percentage 

PARTNER A 

100 
100 
60 
60 

Qualified 
investment 

$47, 500 
6, 000 
4, 500 

900 

Section 
46(a)(2) 

credit 

$4, 750 
600 
450 
90 

$5, 890 
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I. . . 
2. . . 
3. . . 
4. . . 

l. . . 
2. . . 
3. . . 
4. . . 

Asset 
No 

Total 

Total 

Sharc of 
cost 

$28, 500 
3, 600 
4, 500 

900 

$19, 000 
2, 400 
3, 000 

600 

A pplicablc 
pcrccntagc 

PARTNER B 

100 
100 
60 
60 

PARTNER C 

100 
100 
60 
60 

Qualified 
invcstmcnt 

$28, 500 
3, 600 
2, 700 

540 

$19, 000 
2, 400 
1, 800 

360 

Scc(ion 
46(a)(2) 
credit 

$2, 850 
360 
270 

54 

$3, 534 

$1, 900 
240 
180 
36 

. . . $2, 356 

(ii) Under section 48(q)(1), the basis of each asset selected by the partnership is reduced as follows: 

1. . . 
2. . . 
3. . . 
4. . . 
5. . . 

Asset 
No. 

Basis before 
reduction 

$95, 000 
12, 000 
15, 000 
6, 000 
3, 000 

Reduction 
basis 

50ota of $9, 500 
50ota of 1, 200 
50oto of 900 
50oto of 180 

none 

Basis after 
reduction 

$90, 250 
11, 400 
14, 550 
3, 000 
3, 000 

(iii) Each partner will reduce the basis in his 
interest in the partnership as described in 
example (1) of paragraph (c)(2) of this section. 

Example (9). (ii) The facts are the same as 
in example (8) except that partner A acquired 
and placed in service on June 1, 1983, in his 

individual proprietorship, used asset no. 6 with 
a cost of $63, 500 and a cost recovery period 
of 5 years. Partner A selects the $63, 500 cost 
of asset no. 6, his $47, 500 share of asset no. 
1, his $6, 000 share of asset no. 2, his $7, 500 
share of asset no. 3, and $500 of his share of 

the cost of asset no. 4, to be taken into 
account in determining his qualified investment 
under section 46(c). His credit under section 
46(a)(2) is computed as follows: 

Proprietorship 

No. 6 
Share from ABC Partnership 

No. 1. 
No. 2. 
No. 3. 
No. 4. 

Asset 
cost 

$63, 500 

$47, 500 
6, 000 
7, 500 

500 

Total . 

Applicable 
percentage 

100 
100 
60 
60 

Qualified 
investment 

$63, 500 

$47, 500 
6, 000 
4, 500 

300 

Section 
46(a)(2) credit 

$6, 350 

$4, 750 
600 
450 

30 

. $12, 180 

(ii) Under section 48(q)(1) the basis of each asset selected by the partnership is reduced as follows: 

Asset 
No. 

Basis before 
reduction 

$95, 000 
12, 000 
15, 000 
6, 000 
3, 000 

Reduction in 
basis 

50'Vo of $9, 500 
50 yo of 1, 200 
50% of 900 
50oto of 120 

none 

Basis after 
reduction 

$90, 250 
11, 400 
14, 550 
5, 940 
3, 000 

(iii) The basis of asset no. 6 in the hands of 
A is reduced to $60, 325 ($63, 500 minus 50 
percent of $6, 350). 

(iv) Partner A will reduce the basis in his 

interest in the ABC partnership as described in 

example (2) of paragraph (c)(2) of this section. 

(b) Purchase of leased property by 
lessee treated as purchaser. If a lessor 

of new section 38 property makes aof 
new section 38 property makes a 
valid election under section 48(d) to 

treat the lessee as having purchased 
such property for purposes of the 
investment credit and if such lessee at 
a later date actually purchases such 
property, the lessee-purchases shall 
continue the ratable inclusion in in- 
come under Ill. 48-4(n) and (o) and 
continue to be subject to the rules in 
such section with respect to the prop- 
erty purchased from the lessor. 

(c) Reduction in the basis of a 
partner's interest in a partnership— 
(1) In general. In the case of a 
reduction in the basis of section 38 
property by a partnership under sec- 
tion 48(q)(l) and paragraph (a) of 
this section resulting from the credit 
determined by each partner under 
I)1. 46-3(f) with respect to such prop- 
erty, there shall be a corresponding 
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reduction in the basis of each 
partner's interest in the partnership 
equal to 50 percent of the credit 
determined under section 46(a) (sec- 
tion 46(a)(2) in the case of taxable 
years beginning on or before Decem- 
ber 31, 1983) and I) 1. 46-3(f) with 
respect to such property. Such de- 
crease in the basis of each partner's 
interest in the partnership shall be 
taken into account for all purposes 
of subtitle A of the Code. 

(2) Examples. The provisions of this 
paragraph (c) may be illustrated by 
the following examples: 

Example (7). Partners A, B, and C in 

example (8) of paragraph (a)(3) of this section 
will reduce the bases of their interests in the 
ABC partnership as follows: partner A by 
$2, 945 (. 5 x $5, 890), partner B by $1, 767 (. 5 x 

$3, 534), and partner C by $1, 178 (. 5 x $2, 356). 
Example (2). Partner A in example (9) of 

paragraph (a)(3) of this section will reduce the 
basis of his interest in the ABC partnership by 
$2, 915 (. 5 x $5, 830). 

(d) Reduction in the basis of stock 
in an S corporation — In the case of a 
reduction in the basis of section 38 
property by an S corporation under 
section 48(q)(1) and paragraph (a) of 
this section resulting from the credit 
determined by each shareholder (see 
sections 1366 and 1377 (a)(1)) with 
respect to such property, there shall 
be a corresponding decrease in the 
basis of such shareholders' stock in 
the S corporation (see section 
1367(a)(2)(D)) and to the S 
corporation's accumulated adjust- 
ments account (see section 
1368(e)(1)(A)) equal to 50 percent of 
the credit determined with respect to 
such property. The decrease in the 
basis of each shareholder's stock in 
the S corporation shall be taken into 
account for all purposes of subtitle A 
of the Code. 

(e) Increase in basis on account of 
early disposition, etc. — (1) In general. 
If, as a result of an early disposition, 
etc. , during any taxable year, there is 
a recapture amount determined with 
respect to any section 38 property, 
the basis of which was reduced under 
paragraphs (a) or (b) of this section, 
the basis of such property shall be 
increased by 50 percent of the recap- 
ture amount. For purposes of this 
paragraph, the term "recapture 
amount" means any increase in tax 
or adjustments in carrybacks or car- 
ryovers determined under section 47. 
The increase in basis shall be in an 
amount equal to 50 percent of the 
sum of the portion of such increase 

in tax and the portion of such adjust- 
ment in carrybacks or carryovers at- 
tributable to such property. See 
paragraph (a)(2) of this section for 
rules indicating when basis is not 
reduced under paragraph (a) of this 
section. This increase in basis shall 
be made immediately before the 
event which causes section 47 to 
apply, and such increase in basis 
shall be taken into account for all 
purposes of subtitle A of the Code. 
If, after the event which causes sec- 
tion 47 to apply, the taxpayer contin- 
ues the use of the recovery property in 
a trade or business or in the produc- 
tion of income, the increase in basis 
shall be considered a redetermination 
of the unadjusted basis of such prop- 
erty for purposes of section 
168(d)(1)(B)(ii) and shall be taken 
into account in computing the cost 
recovery deductions with respect to 
such property under principles consis- 
tent with that section and the regula- 
tions thereunder. If the property in 
the preceding sentence is property 
other than recovery property, the 
increase in basis under this section 
shall be taken into account in com- 
puting the allowances for deprecia- 
tion under section 167 over the re- 
maining useful life of the property. 
In determining depreciation allow- 
ances with respect to the property for 
periods after such increase in basis, 
appropriate adjustments shall be 
made, whenever necessary, so that 
the total depreciation allowances 
made during the remaining useful life 
of the property, plus the allowances 
for the expired useful life, will equal 
or approximate the allowances which 
would have resulted if section 48(q) 
had not applied. 

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

Example (t). (i) The facts are the same as 
those in example (1) of paragraph (a)(3) of this 
section except that on June 15, 1984, X 
Corporation sold the property, causing section 
47(a)(5) to apply. This gives rise to an increase 
in tax of $1, 200 (80 percent of the $1, 500 
credit allowed). 

(ii) Section 48(q)(2) requires that the basis 
of such property be increased immediately 
before the sale by the amount of $600 (50 
percent of the increase in tax for the 1984 
taxable year arising under section 47(a)(5)). 

Example (2). (i) The facts are the same as in 

the previous example except that for taxable 
year 1983, X Corporation had a tax liability of 
only $500, with a resulting $1, 000 unused 

credit carryover to 1984. Thus, there is an 

increase in tax of $400 (80sto of the $500 credit 

allowed) and a reduction in the credit car- 
ryover from $1, 000 to $200. 

(ii) As in example (1) above, the basts « the 

property is increased under section 48(q)(2) by 
$600. Such amount is equal to 50 percent of 
the increase in tax and adjustment to the 
carryover under section 47(a)(5) and (b). 

(f) Increase in the basis of a 
partner's interest in a partnership 
upon early disposition, etc. — (I) Dis- 
position or cessation in the hands of 
the partnership. Where a partnership 
disposes of any partnership section 
38 property (or if any partnership 
section 38 property otherwise ceases 
to be section 38 property in the 
hands of the partnership) before the 
close of the cost recovery period, 
causing the recapture rules of 
I) 1. 47-6(a)(1) and the basis restora- 
tion rules of paragraph (e) of this 
section to apply, and where the basis 
of each partner's interest in the part- 
nership was reduced under paragraph 
(c) of this section with respect to that 
property, the basis of each partner's 
interest in the partnership shall be 
increased by 50 percent of the recap- 
ture amount determined with respect 
to such partner. The term "recapture 
amount" shall have the same mean- 
ing as in paragraph (e) of this sec- 
tion. The increase in basis of each 
partner's interest in the partnership 
shall be made immediately before the 
event which causes I)1. 47-6 to apply, 
and such increase to basis shall be 
taken into account for all purposes 
of subtitle A of the Code. 

(2) Disposition of partner's inter- 
est. Where a partner disposes of an 
interest in a partnership causing the 
recapture rules of II1. 47-6(a)(2) to 
apply and where the basis of such 
partner's interest in the partnership 
was reduced under paragraph (c) of 
this section, the basis of such 
partner's interest in the partnership 
shall be increased by 50 percent of 
the recapture amount determined 
with respect to that partner. The 
term "recapture amount" shall have 
the same meaning as in paragraph (e) 
of this section. The increase in the 
basis of the partner's interest in the 
partnership shall be made immedi- 
ately before the event which causes 
II1. 47-6 to apply, and such increase 
to basis shall be taken into account 
for all purposes of subtitle A of the 
Code. 

(g) Increase in the basis of stock in 
an S corporation upon early disposi- 
tion, etc. — (I j Disposition or cessa- 
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'« in the hands of the S corpora- 
Where an S corporation 

dtsposes of any section 38 property 
(or if any section 38 property other- 
wise ceases to be section 38 property 
in the hands of the S corporation) 
before the close of the cost recovery 
period, causing the recapture rules 
under section 47 and the basis resto- 
ration rules under paragraph (e) of 
this section to apply, and where the 
basis of each shareholder's stock in 
the S corporation and, where applica- 
ble, the S corporation's accumulated 
adjustments account were reduced 
under paragraph (d) of this section 
with respect to that property, the 
basis of each shareholder's stock in 
the S corporation as well as the S 
corporation's accumulated adjust- 
ments account shall be increased by 
50 percent of the recapture amount 
determined with respect to such 
shareholder. The term "recapture 
amount" shall have the same mean- 
ing as in paragraph (e) of this sec- 
tion. The increase in basis of each 
shareholder's stock in the S corpora- 
tion and the increase to the S 
corporation's accumulated adjust- 
ments account shall be made immedi- 
ately before the event which causes 
the recapture rules under section 47 
to apply. The increase in basis of 
each shareholder's stock in the S 
corporation shall be taken into ac- 
count for all purposes of subtitle A 
of the Code. 

(2) Disposition of shareholder's in- 
terest. Where a shareholder disposes 
of an interest in an S corporation, 
causing the recapture rules under 
section 47 to apply, and where the 
basis of such shareholder's stock in 
the S corporation and, where applica- 
ble, the S corporation's accumulated 
adjustments account were reduced 
under paragraph (d) of this section, 
the basis of such shareholder's stock 
in the S corporation as well as the S 
corporation's accumulated adjust- 
ments account shall be increased by 
50 percent of the recapture amount 
determined with respect to that share- 
holder. The term ''recapture 
amount" shall have the same mean- 

ing as in paragraph (e) of this sec- 

tion. The increase in the basis of the 
shareholder's stock in the S corpora- 
tion and the increase to the S 
corporation's accumulated adjust- 
ments account shall be made immedi- 

ately before the event which causes 

the recapture rules under section 47 
to apply. The increase in the basis of 
the shareholder's stock in the S cor- 
poration shall be taken into account 
for all purposes of subtitle A of the 
Code. 

(h) Basis adj ustment; special rule 
for qualified rehabilitated buildings. 
For purposes of this section, in the 
case of a credit determined under 
section 46(a) (section 46(a)(2) in the 
case of taxable years beginning be- 
fore December 31, 1983) for any 
qualified rehabilitation expenditure in 
connection with a qualified rehabili- 
tated building other than a certified 
historic structure, the increase in ba- 
sis of such property which would 
(but for this paragraph) result from 
such expenditure shall be reduced by 
100 percent of the credit so deter- 
mined. Accordingly, the rules of 
paragraphs (a), (b), (c), and (d) of 
this section shall be applied to quali- 
fied rehabilitation expenditures in 

connection with a qualified rehabili- 
tated building other than a certified 
historic structure by substituting the 
phrase "100 percent of" in lieu of 
the phrase "50 percent of". 

(i) Election for reduction in credit 
in lieu of basis adj ustment — (I) In 
general. An election may be made 
not to have the rules in paragraph (a) 
of this section apply with respect to 
so much of the credit determined 
under section 46(a) (section 46(a)(2) 
in the case of taxable years beginning 
on or before December 31, 1983) as 
is attributable to the regular percent- 
age set forth in section 46(b)(1) (sec- 
tion 46(a)(2)(B) in the case of taxable 
years beginning on or before Decem- 
ber 31, 1983), The election is made 
on a property-by-property basis. In 
the case of such an election, the 
amount of the investment credit with 
respect to the regular percentage shall 
be determined under paragraph (i)(2) 
of this section. In the case of a 
partnership, S corporation, trust, or 
estate, the election shall be made by 
the partnership, S corporation, trust, 
or estate. 

(2) Reduction in credit. In the case 
of any property for which an election 
under this paragraph has been made, 
the investment credit shall be deter- 
mined as follows: 

(i) The regular percentage shall 
be— 

(A) 8 percent in the case of recov- 
ery property other than 3 year prop- 

erty (RRB replacement property un- 

der section 168(f)(3)(B) shall be 
treated as property which is other 
than 3 year property), or 

(B) 4 percent in the case of recov- 
ery property which is 3 year prop- 
erty. 

(ii) For purposes of applying the 
regular percentage in paragraph 
(i)(2)(i) of this section, the applicable 
percentage under subsection (c) or (d) 
of section 46 shall be deemed to be 
100 percent. 

(3) Time and manner of making 
(he election. The election specified in 

paragraph (i)(1) of this section shall 
be made by attaching a statement to 
the first income tax return for the 
taxable year for which the election is 

made (whether or not the return is 

timely), or to an amended return 
filed within the time prescribed by 
law (including extensions) for filing 
the return for such taxable year. For 
purposes of this paragraph (i), the 
term "income tax return for the 
taxable year for which the election is 
made" with respect to any property 
is the tax return for the taxable year 
in which such property is placed in 
service, or in the case of property to 
which an election under section 46(d) 
(relating to qualified progress expen- 
ditures) applies, the appropriate re- 
turn is the return for the first taxable 
year which includes a period after 
December 31, 1982, for which quali- 
fied progress expenditures were taken 
into account with respect to such 
property. Except as otherwise pro- 
vided in the return or instructions 
accompanying the return for the tax- 
able year, the statement shall- 

(i) Contain the name, address, and 
taxpayer identification number of the 
electing taxpayer, 

(ii) Identify the election, by indi- 
cating that the election is being made 
under section 48(q)(4) of the Code, 
and 

(iii) Specify the property to which 
the election is to apply. The election 
to claim a reduced credit in lieu of 
reducing basis with respect to recov- 
ery property is revocable only with 
the consent of the Commissioner. In 
the absence of revocation, the elec- 
tion shall be binding for the taxable 
year for which it is made and for all 
subsequent taxable years. 

(4) Revocation. Any election under 
section 48(q)(4), and any specification 
contained in such election, may be 
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revoked only with the consent of the 
Commissioner. Such consent will be 
granted only in extraordinary circum- 
stances. Requests for consent must be 
filed with the Commissioner of Inter- 
nal Revenue, Washington, D. C. 
20224. The request shall include the 
name, address, and taxpayer identifi- 
cation number of the taxpayer and 
shall be signed by the taxpayer or his 
duly authorized representative. The 
request shall set forth the following 
information: 

(i) The taxable year for which the 
election was made, 

(ii) The Code section applicable to 
the revocation (section 48(q)(4)), 

(iii) The property subject to the 
election for which the revocation is 
requested, and 

(iv) The reasons why the revoca- 
tion is sought. 

(j) Recapture of reduction — (1) In 
general. For purposes of sections 
1245 and 1250, the basis reduction 
amount under this section shall be 
treated as a deduction allowed for 
depreciation. For purposes of section 
1250(b), the determination of what 
would have been the depreciation 
adjustments under the straight line 
method shall be made as if there had 
been no reduction under this section. 

(2) Early disposition, etc. If para- 
graph (e) of this section applies, the 
basis reduction amount in paragraph 
(j)(1) of this section shall be de- 
creased by 50 percent of the recap- 
ture amount as defined in paragraph 
(e) of this section. 

(k) Special rules for qualified 
films — (1) In general. If a credit is 
allowed under section 38 with respect 
to any qualified film (within the 
meaning of section 48(k)(1)(B)) sec- 
tion 48(q)(1) and paragraphs (a) 
through (j) and (I) of this section 
shall not apply to such credit and the 
rules of this paragraph (k) shall ap- 
ply. 

(2) Applicable rules — (i) Where a 
credit has been determined under 
section 48(k) with respect to a quali- 
fied film, any deduction allowed un- 

der chapter 1 of the Code with 

respect to "residuals" (as described 
in section 48(k)(5)(B)(v)) and "partic- 
ipations" (as described in section 
48(k)(5)(B)(vi)), shall be reduced by 
50 percent of the credit so deter- 
mined, and 

(ii) The basis of the taxpayer's 
ownership interest (within the mean- 

ing of section 48(k)(1)(C) and 
I)[. 48-8(a)(4)) shall be reduced by the 
excess of— 

(A) 50 percent of the credit deter- 
mined under section 48(k) over, 

(B) the amount of the reduction in 
paragraph (k)(2)(i) of this section 
with respect to the deduction applica- 
ble to residuals and participations. 
The reduction in the basis of a 
taxpayer's ownership interest in a 
qualified film (under paragraph 
(k)(2)(ii)) shall be made in the year in 
which the credit is allowable and 
shall be taken into account for all 
purposes of subtitle A of the Code, 
except in computing the qualified 
investment with respect to such film. 

(3) Special rules applicable to the 
basis reduction of a taxpayer's own- 
ership interest in a qualified film- 
(i) Certain lenders and guarantors. 
With respect to lenders and guaran- 
tors of all or a portion of the funds 
used to produce or acquire a quali- 
fied film or a portion thereof that 
are regarded as having a depreciable 
interest in the film under 
() [. 48-8(a)(4)(i[i), the basis of the 
ownership interest which must be 
reduced under this paragraph 
(k)(2)(ii) shall be the principal 
amount of the loan which was made 
or guaranteed. Consequently, such 
lenders and guarantors will reduce 
the basis of their ownership interest 
in the film as well as the principal 
amount of the loan which was made 
or guaranteed. That portion of each 
amount received in repayment of the 
loan principal which bears the same 
ratio to the amount repaid as the 
basis reduction amount of paragraph 
(k)(2)(ii) of this section bears to the 
total loan principal (prior to reduc- 
tion under this paragraph (k)(3)) shall 
constitute income (see example (2)(b) 
in paragraph (k)(4) of this section). 
For purposes of the preceding sen- 
tence, where the loan principal ex- 
ceeds the qualified United States pro- 
duction costs, the term "loan 
principal" refers to the portion of 
the loan equal to such costs, and any 
loan payments shall be treated first 
as a repayment of such costs. 

(ii) Partner's interest in the part- 
nership — ln the case of a reduction 
in the basis of an ownership interest 
of a qualified film by a partnership 
under paragraph (k)(2)(ii) of this sec- 
tion resulting from a credit deter- 
mined by each partner under section 

48(k) and ()1. 48-8(a)(4)(iv) with re- 
spect to the partnership's ownership 
interest in the qualified film, there 
shall be a corresponding reduction in 
the basis of each partner's interest in 

the partnership equal to 50 percent 
of that partner's share of the credit 
determined under section 48(k). Such 
decrease in the basis of each 
partner's interest in the partnership 
shall be taken into account for all 
purposes of subtitle A of the Code. 

(iii) S corporation shareholder's 
stock basis — In the case of a reduc- 
tion in the basis of an ownership 
interest of a qualified film by an S 
corporation under paragraph (k)(2)(ii) 
of this section resulting from a credit 
determined by each shareholder with 
respect to the S corporation's owner- 
ship interest in the qualified film (see 
sections 1366 and 1377(a)(1)) there 
shall be a corresponding reduction in 
the basis of each shareholder's stock 
in the S corporation (see section 
1367(a)(2)(D)) and to the S 
corporation's accumulated adjust- 
ments account (see section 
1368(e)(1)(A)) equal to 50 percent of 
the credit determined under section 
48(k). Such decrease in the basis of 
each shareholder's stock in the S 
corporation shall be taken into ac- 
count for all purposes of subtitle A 
of the Code. 

(4) Examples. This paragraph (k) 
may be illustrated by the following 
examples: 

Examp/e tt j. Production company P pro- 
duces a new feature-length film M and incurs 
$150, 000 in qualified United States production 
costs. Fifteen thousand dollars ($15, 000) of 
such costs are attributable to residuals (as 
described in section 48(k)(5)(B)(v)), and 
$15, 000 are attributable to participations (as 
described in section 48(k)(5)(B)(vi)), which are 
currently deductible. Under section 48(k), P is 

entitled to a credit of $10, 000 (($150, 000 x 66 
2/3ota) x (0%) with respect to film M. Under 
section 48(q)(6)[7], P's deduction with respect 
to both the residuals and participations will be 
reduced by $500 each [((15, 000 x 66 2/3'Vo) x 
IOtr/o) x 50tr/o]. Thus P may deduct $14, 500 as 
residuals and $14, 500 as participations with 

respect to film M. The basis of P's ownership 
interest in film M is also subject to reduction 
under section 48(q)(6)[7[ as a result of the 
investment credit taken for such film. P will 

reduce its basis in its ownership interest by 

$4, 000 (50 percent ol' the credit determined 
with respect to the qualified film minus the 
amount of the reduction of deductions for 
residuals and participations under section 
48(q)(6) [7 I(A) ). 

Example (2). (i) P executes a production- 
distribution agreement with D, a motion pic- 
ture distribution company, for P to produce a 
new feature-length motion picture. D agrees to 
provide the funds for the production by direct 
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loans The amounts borrowed by P 
would repayable only out of net profits 
from th m the distribution of the picture. P assumes 

' b'lity for the repayment of any amount. " et nsideration for the sum advanced by D, 
P assigns to D the sole an4 exclusive right to 
rent, lease, exhibit, license an4 otherwise dis- 
pose of. or trade and 4eal in and with, the 
Picture. Proceeds realize4 from the sale or 
distribution of the picture wou14 first be used 
to reimburse D for amounts advanced. Any 
amount remaining foHowing the reimbut'se- 
ment to D would be distributed 50 percent to 
D and 50 percent to P. Por purposes of this 
example, neither a partnership nor a joint 
venture is assumed created. The total loan 
from D equals $150, 000 and the total qualified 
United States production costs (as defined in 

section 48(k)(4)(B)) equal $100, 000; no part of 
these costs is attributable to either residuals (as 
described in section 48(k)(5)(B)(v)) or partici- 
pations (as described in section 48(k)(5)(B)(vi)). 

(ii) Under IJ1. 48-8(a)(4)(iii), D has a depre- 
ciable interest in the picture for purposes of 
the investment tax credit in the amount of 
$100, 000 because only D's capital is at risk. 
The credit determined under section 48(k) with 
respect to D's ownership interest in the film is 

$6, 666. 67 ($100, 000 x 66 2/3%) x 10'/o). The 
basis reduction amount under section 48(6)[7] 
with respect to the credit is $3, 333. 33 
($6, 666. 67 x 50 lo). The basis of D's ownership 
interest for purposes of section 48(q)(6)[7], in 

accordance with paragraph (k)(3)(i) of this 
section, is the portion of the principal amount 
of the loan to P equal to the qualified U. S. 
production costs ($100, 000). Consequently, the 
basis of D's ownership interest in the film is 

reduced to $96, 666. 67 ($100, 000 $3, 333. 33). 
thus, 3, 333. 33/100, 000 of every principal 
amount repaid to D on the loan (up to 
$100, 000 of principal repaid) represents income 
to D. 

Example (3j. (i) A and B execute a partner- 
ship agreement under which B agrees to pro- 
vide the funds for the production of a motion 
picture in return for a 50-percent interest in 

the net profits of the film. A agrees to provide 
his services and to supply the necessary talent 
to produce the film in exchange for the 
remaining 50-percent interest. Any lease, exhi- 
bition, license, or other diposition of the film 

is subject to the veto of either party. B 
provides $200, 000 for the production of the 
film. One hundred and fifty thousand dollars 
($150, 000) of these costs are qualified United 
States production costs under section 48(k)(5) 
and none of the costs are attributable to either 
residuals (as described in section 48(k)(5)(B)(v)) 
or participations (as described in section 
48(k)(5)(B)(vi)). 

(ii) The AB partnership has a depreciable 
interest in the film. Under 51. 48-8(a)(4)(iv), 
the qualified investment will be apportioned 
among the partners on the basis of their 

percentage of capital at risk in the partnership. 
A has no capital at risk in the partnership 

and, therefore, is not entitled to any credit 

with respect to the film. B has supplied all the 

risk capital and, therefore, mav claim a credit 

of $10, 000 (($15, 000 x«66 2/3 lo) x 10 /0). The 

basis of AB partnership's oivnership interest in 

the film must be reduced under sect ioii 

48(q)(6)[71 by 50 percent of the credit tal en bs 

B. Thus, the reduced basis of AB partnership's 

ownership interest in the film is $145, 000 

($150 000 — $5, 000). In addition, pursuant to 

tel 4g-7(k)(3)(u), B must reduce the basis of 
his interest in the AB partnership by $5, 000, 

50 percent of the credit determined with 

respect to the qualified film. 

(1) Special rule for reforestation ex- 

penditures. In the case of a credit for 
qualified investment in section 38 
property described in section 
48(a)(1)(F), the amortizable basis of 
such property for purposes of section 
194 shall be reduced by 50 percent of 
the credit. 

(m) Effective date rules — (I) In gen- 
eral. This section is effective for- 

(i) Property to which section 46(d) 
(relating to qualified progress expen- 
diture) does not apply, the construc- 
tion, reconstruction, or erection of 
which is completed by the taxpayer 
on or after January 1, 1983, but only 
to the extent of the basis thereof 
attributable to the construction, re- 
construction, or erection after 1982, 

(ii) Property to which section 46(d) 
does not apply, acquired by the tax- 
payer and subsequently placed in 
service by the taxpayer after 1982, 
and 

(iii) Property to which section 
46(d) applies, but only to the extent 
of the qualified investment (as deter- 
mined under subsections (c) and (d) 
of section 46) with respect to quali- 
fied progress expenditures made after 
1982. 

(2) Exception. This section shall 
not apply to any property which- 

(i) Was constructed, reconstructed, 
erected, or acquired pursuant to a 
contract which was entered into after 
August 13, 1981, and was, on July 1, 
1982, and at all times thereafter, 
binding on the taxpayer, 

(ii) Was placed in service after 
December 31, 1982, and before Janu- 
ary I, 1986, 

(iii) With respect to which an elec- 
(ion under section 168(f)(8)(A) (relat- 
ing to the safeharbor leasing provi- 
sions) is nol in effect at any time, 
and 

(iv) ls nol public utility property 
described in section 167(1)(3)(A). 

(3) Special rules. For special rules 
relating Io integrated manufacturing 
facilities and historic structures, see 
section 205(c) of Pub. L. 97-430 
(1982). 

Par. 4. There is inserted after 
ss1. 194-4 a new ss1. 196-1 Io read as 
follows: 
(1. 196-1 Deduction for certain un- 

used investment credits. 

(a) In general. Where the amount 
of the section 38 credit (determined 
under section 46(a)(2)) for any tax- 
able year exceeds the limitation based 
on the amount of tax (determined 
under section 46(a)(3)) for such tax- 
able year and the amount of such 
excess has not, after the application 
of 46(b), been allowed to the tax- 
payer as a credit under section 38 for 
any taxable year, an amount equal to 
50 percent of such excess (to the 
extent attributable to property the 
basis of which was reduced under 
section 48(q) not so allowed as a 
credit will be allowed as a deduction 
in the first taxable year following the 
last taxable year in which such excess 
could have been allowed as a credit 
under section 46(b). 

(b) Taxpayers dying or ceasing to 
exist — (I) In general. Except as pro- 
vided in this paragraph, where the 
taxpayer dies or ceases to exist prior 
to the first taxable year following the 
last taxable year in which the excess 
credit (described in paragraph (a) of 
this section) could have been allowed 
as a credit under section 46(b), then 
50 percent of such excess shall be 
allowed as a deduction to the tax- 
payer for the taxable year in which 
such death or cessation occurs. 

(2) Special rules. (i) Where the tax- 
payer dies or ceases Io exist prior to 
the end of the recovery period of 
section 38 property which was taken 
into account in computing the section 
38 credit with respect to such prop- 
erty, and where the recapture rules of 
section 47 are applicable, 50 percent 
of the excess credit described in para- 
graph (a) of this section that is not 
required Io be recaptured by section 
47 shall be allowed as a deduction to 
the taxpayer for the taxable year in 

which such death or cessation occurs. 
The recaptured credit shall be subject 
to the basis adjustment rules of 
$1. 48-7(c) or (d). For purposes of 
this paragraph, a taxpayer (olher 
than an individual) ceases to exist 
when it no longer continues the ac- 
tive operation of or permanently Ier- 
minales ils trade or business. 

(ii) In a case where the taxpayer is 

a corporation and such corporation 
ceases Io exist, and transfers the 
assets of ils trade or business Io a 
corporation that is entitled lo take 
into account the excess credit of the 
transferor corporation, the transferor 
corporation shall nol be allowed a 
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deduction for any excess section 38 
credit under paragraph (b) of this 
section. 

(c) Qualified rehabilitated bui ld- 
ings. In the case of any credit deter- 
mined under section 46(a)(2) for any 
qualified rehabilitation expenditure in 
connection with a qualified rehabili- 
tated building other than a certified 
historic structure, the rules of this 
section shall be applied by inserting 
the phrase "100 percent of" where 
the phrase "50 percent of" appears. 

(d) Effective date rules — (1) In 
general. This section is effective for 
taxable years beginning before 1984 
for- 

(i) Property to which section 46(d) 
(relating to qualified progress expen- 
ditures) does not apply, the construc- 
tion, reconstruction, or erection of 
which is completed by the taxpayer 
on or after January 1, 1983, but only 
to the extent of the basis thereof 
attributable to the construction, re- 
construction, or erection after 1982, 

(ii) Property to which section 46(d) 
does not apply, acquired by the tax- 
payer and subsequently placed in 
service by the taxpayer after 1982, 
and 

(iii) Property to which section 
46(d) applies, but only to the extent 
of the qualified investment (as de- 
fined under subsections(c) and (d) of 
section 46) with respect to qualified 
progress expenditures made after 
1982. 

(2) Exception. This section shall 
not apply to any property which- 

(i) Was constructed, reconstructed, 
erected, or acquired pursuant to a 
contract which was entered into after 
August 13, 1981, and was, on July 1, 
1982, and at all times thereafter, 
binding on the taxpayer, 

(ii) Was placed in service after 
December 31, 1982, and before Janu- 
ary I, 1986, 

(iii) With respect to which an elec- 
tion under section 168(f)(8)(A) (relat- 
ing to the safe-harbor leasing provi- 
sions) is not in effect at any time, 
and 

(iv) Is not public utility property 
described in section 167(1)(3)(A). 

(3) Special rules. For special rules 
relating to integrated manufacturing 
facilities and historic structures, see 
section 205(c) of Pub. L. 97-248, 96 
Stat. 430 (1982) [1982-2 C. B. 462, 
474]. 

Par. 5. Section 1. 312-15 is 
amended by adding a new paragraph 
(a)(4) to read as follows: 
811. 312-15 Effect of depreciation on 

earnings and profits. 
(a) Depreciation for taxable years 

begi nni ng after June 30, I 972. *** 
(4) Basis adjustment under section 

48(q). In the case of property to 
which the basis adjustment rules of 
section 48(q) and III. 48-7 apply, the 
allowance for depreciation (and am- 
ortization, if any) shall be computed 
without regard to such adjustment. 

Par. 6. Section 1. 705-1(a)(3)(ii) is 

revised to read as follows: 
$1. 705-1 Determination of basis of 

partner's interest. 
(a) 
(3) 
(ii) Partnership expenditures which 

are not deductible in computing part- 
nership taxable income or loss and 
which are not capital expenditures 
(see $1, 48-7(c), 111. 48-7(f), and 
$1. 48-7(k)(3)(ii) with respect to the 
necessary adjustment to reflect the 
investment tax credit). 

James I. Owens, 
Acting Commissioner of 

Internal Revenue. 
(Filed by the Office of the Federal Register on 

September 18, 1987, 8:45 a. m. , and pub- 
lished in the issue of the Federal Register on 
September 21, 1987, 52 F. R. 35438) 

Notice of Proposed Rulemaking 

Reduction of Tax Overpayments by 
Amount of Past-Due Legally 
Enforceable Debt Owed to Federal 
Agency 

LR-72-86 

AGENCY: Internal Revenue Service, 
Treasury. 

ACTION: Notice of proposed 
rulemaking by cross-reference to tem- 
porary regulations. 

SUMMARY: *** (t)he Internal Reve- 
nue Service is issuing temporary regu- 
lations [page 280, this Bulletin] which 
amend temporary regulations which 
were published in the Federal Regis- 
ter September 30, 1985 [LR 291-84, 
1985-2 C. B. 839] relating to the 
reduction of a taxpayer's overpay- 

ment (i. e. , tax refund) by the amount 
of any past-due legally enforceable 
debt owed to a Federal agency by the 
taxpayer and referred by that agency 
to the Internal Revenue Service for 
offset. The text of the temporary 
regulations also serves as the com- 
ment document for this notice of 
proposed rulemaking. 

DATES: Written comments and re- 
quests for a public hearing must be 
delivered or mailed by July 13, 1987, 
The regulations are proposed to ap- 
ply to refunds payable under section 
6402 of the Internal Revenue Code 
of 1954 after December 31, 1985, 
and before January I, 1988 and are 
effective upon publication. 

ADDRESS: Send comments and re- 
quests for a public hearing to: Com- 
missioner of Internal Revenue, Atten- 
tion: CC:LR: T (LR-291-84), 
Washington, D. C. 20224. 

SUPPLEMENTARY 
INFORMATION: 
BACKGROUND 

The temporary regulations (desig- 
nated by a "T" following the section 
citation) '** [page 280, this Bulletin] 
amend temporary Procedure and Ad- 
ministration Regulations (26 CFR 
Part 301) under section 6402(d) and 

(e) of the Internal Revenue Code of 
1954, and section 3720A of 
subchapter II of chapter 37 of title 
31, United States Code. This docu- 
ment proposes to adopt the amend- 
ments to those temporary regulations 
as amendments to the final regula- 
tions; accordingly, the text of the 
temporary regulations serves as the 
comments document for this notice 
of proposed rulemaking. In addition, 
the preamble to the temporary regu- 
lations provides a discussion of the 
proposed and temporary amend- 
ments. For the text of the temporary 
regulations, see *** (T. D. 8139, page 
280, this Bulletin]. 

SPECIAL ANALYSES 

The Commissioner of Internal Rev- 

enue has determined that these pro- 
posed rules are not major rules as 
defined in . Executive Order 12291 
and, therefore, a regulatory impact 
analysis is not required. Although 
this document is a notice of proposed 
rulemaking that solicits public com- 
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the Internal Revenue Service 
concluded that the regulations 

proposed herein are interpretative 
and that the notice and public proce- 
du«requirements of 5 U. S. C. 553 
do not apply. Accordingly, these pro- 
posed regulations do not constitute 
regulations subject to the Regulatory 
Flexibility Act (5 U. S. C. chapter 6). 

COMMENTS AND REQUESTS 
FOR A PUBLIC HEARING 

Before these proposed regulations 
are adopted, consideration will be 
given to any written comments that 
are submitted (preferably eight cop- 
ies) to the Commissioner of Internal 
Revenue. All comments will be avail- 
able for public inspection and copy- 
ing. A public hearing will be held 
upon written request to the Commis- 
sioner by any person who has sub- 
mitted written comments. If a public 
hearing is held, notice of the time 
and place will be published in the 
FEDERAL REGISTER. 

Lawrence B. Gibbs, 
Commissioner of 

Internal Revenue. 

(Filed by the Office of the Federal Register on 
May 12, 1987, 8:45 a. m. , and published in 
the issue of the Federal Register for May 
13, 1987, 52 F. R. 17989) 

Notice of Proposed Rulemaking 

Low Income Housing Credit 

LR-83-86 

AGENCY: Internal Revenue Service, 
Treasury. 

ACTION: Notice of proposed rule- 
making by cross reference to tempo- 
rary regulations. 

SUMMARY:**' [on page 16, this 

Bulletin] the Internal Revenue Service 
is issuing temporary regulations relat- 

ing to the low-income housing credit 
under section 42 of the Internal Reve- 

nue Code of 1986, as enacted by the 

Tax Reform Act of 1986 (Pub. L. 
99 — 5]4) [1986-3 C. B. (Vol. 1) 1]. The 

text of those temporary regulations 

also serves as the comment document 

for this notice of ProPosed 
rulemaking. 

DATES: Written comments and re- 

quests for a public hearing must be 
delivered or mailed by August 21, 
1987. In general, the regulations are 
proposed to be effective after Decem- 
ber 31, 1986, for buildings placed in 

service after December 31, 1986, in 
taxable years ending after that date. 

ADDRESS: Send comments and re- 
quests for a public hearing to: Com- 
missioner of Internal Revenue, At- 
tention: CC:LR:T (LR-83-86), 1111 
Constitution Avenue, N. W. , Wash- 
ington, D. C. 20224. 

BACKGROUND 

The temporary regulations*** 
amend 26 CFR Parts 1 and 602. The 
temporary regulations add new 
()1. 42-1T to Part I of Title 26 of the 
Code of Federal Regulations. The 
final regulations, which this docu- 
ment proposes to be based on those 
temporary regulations, would amend 
26 CFR Parts 1 and 602 and would 
add new ()1. 42-1 to Part 1 of Title 
26 of the Code of Federal Regula- 
tions. For the text of the temporary 
regulations, see (T. D. 8144, page 16, 
this Bulletin. *** The preamble to the 
temporary regulations explains the 
additions to the Income Tax Regula- 
tions. 

The proposed regulations provide 
needed guidance regarding the provi- 
sions of section 42, as enacted by 
section 252 of the Tax Reform Act 
of 1986. 

NON-APPLICABILITY OF 
EXECUTIVE ORDER 12291 

The Commissioner of Internal Rev- 
enue has determined that this pro- 
posed rule is not a major rule as 
defined in Executive Order 12291 and 
that a regulatory impact analysis 
therefore is not required. 

REGULATORY FLEXIBILITY ACT 

Although this document is a notice 
of proposed rulemaking that solicits. 
public comment, the Internal Reve- 
nue Service has concluded that the 
regulations proposed herein are inter- 
pretative and that the notice and 
public procedure requirements of 5 
U. S. C. 553 do not apply. Accord- 
ingly, this proposed regulation does 
not constitute a regulation subject to 
the Regulatory Flexibility Act (5 
U. S. C. chapter 6). 

COMMENTS AND REQUESTS 
FOR A PUBLIC HEARING 

Before adoption of these proposed 
regulations, consideration will be 
given to any written comments that 
are submitted (preferably eight cop- 
ies) to the Commissioner of Internal 
Revenue. Comments are encouraged 
both with respect to the matters 
addressed in these proposed regula- 
tions and any other issues arising 
under section 42 with respect to 
which guidance is needed. All com- 
ments will be available for public 
inspection and copying. A public 
hearing will be held upon written 
request to the Commissioner by any 
person who has submitted written 
comments. If a public hearing is 
held, notice of the time and place 
will be published in the FEDERAL 
REGISTER. The collection of infor- 
mation requirements contained herein 
have been submitted to the Office of 
Management and Budget (OMB) for 
review under section 3504(h) of the 
Paperwork Reduction Act. Com- 
ments on the requirements should be 
sent to the Office of Information and 
Regulatory Affairs of OMB, At- 
tention: Desk Officer for Internal 
Revenue Service, New Executive Of- 
fice Building, Washington, DC 
20503. The Internal Revenue Service 
requests persons submitting com- 
ments to OBM to also send copies of 
the comments to the Service. 

LAWRENCE B. GIBBS, 
Commissioner of 
Internal Rvenue. 

(Filed by the Office of the Federal Register on 
June 17, 1987, at 3:31 p. m. , and published 
in the issue of the Federal Register for June 
22, 1987, 52 F. R. 23471) 

Notice of Proposed Rulemaking 

Notice to Employees of Earned 
Income Credit 

LR-99-86 

AGENCY: Internal Revenue Service, 
Treasury 

ACTION: Notice of proposed 
rulemaking by cross-reference to tem- 
porary regulations. 

SUMMARY:*** [page 14, this Bulle- 
tin], the Internal Revenue Service is 
issuing temporary income tax regula- 
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tions relating to the procedures neces- 
sary to implement the statutory re- 
quirement that employers notify 
certain employees whose wages are 
not subject to income tax withhold- 
ing that they may be eligible for the 
refundable earned income credit. The 
text of those temporary regulations 
serves as the comment document for 
this proposed rulemaking. 

DATES FOR COMMENTS AND 
REQUESTS 

FOR A PUBLIC HEARING 

Written comments and requests for 
a public hearing must be delivered or 
mailed by August 10, 1987. 

ADDRESS: Send comments and re- 
quests for a public hearing to: Com- 
missioner of Internal Revenue, At- 
tention: CC:LR: T (LR-99-86), 
Washington, D. C. 20224. 

SUMMPLEMENTARY INFORMA- 
TION: 

BACKGROUND 

The temporary regulations*** [on 
page 14, this Bulletin], amend the 
Income Tax Regulations (26 CFR 
Part 1) under section 32 of the Inter- 
nal Revenue Code. 

For the text of the temporary regu- 
lations, see T. D. 8142*** on page 14, 
this Bulletin. 

REGULATORY FLEXIBILITY ACT 
AND 

EXECUTIVE ORDER 12291 

The Commissioner of Internal Rev- 
enue has determined that this pro- 
posed rule is not a major rule as 
defined in Executive Order 12291 and 
tha't a Regulatory Impact Analysis is 
therefore not required. The Internal 
Revenue Service has concluded that 
the regulations proposed herein will 
not have a significant impact on a 
substantial number of small entities. 
Accordingly, these proposed regula- 
tions do not constitute regulations 
subject to the Regulatory Flexibility 
Act (5 U. S. C. Chapter 6). 

COMMENTS AND REQUESTS 
FOR A PUBLIC HEARING 

Before adopting these proposed 
regulations, consideration will be 
given to any written comments that 
are submitted (preferably eight cop- 
ies) to the Commissioner of Internal 

Revenue. All comments will be avail- 
able for public inspection and copy- 
ing. A public hearing will be held 
upon written request of any person 
who has submitted written comments. 
If a public hearing is held, notice of 
the time and place will be published 
in the FEDERAL REGISTER. 

JAMES I. OWENS, 
Acting Commissioner of 
Internal Revenue. 

(Filed by the Office of the Federal Register on 
June 10, 1987, at 8:45 a. m. , and published 
in the issue of the Federal Register for June 
11, 1987, 52 F. R. 22345) 

Notice of Proposed Rulemaking 

Limitation on the Use of the Cash 
Method of Accounting 

LR-122-86 

AGENCY: Internal Revenue Service, 
Treasury. 
ACTION: Notice of proposed 
rulemaking by cross-reference to tem- 
porary regulations. 
SUMMARY: *** [page 121, this Bul- 
letin], the Internal Revenue Service is 

issuing temporary amendments to the 
income tax regulations relating to the 
limitation on the use of the cash 
method of accounting. Changes to 
the law were made by the Tax Re- 
form Act of 1986 [Pub. L. 99-514, 
1986-3 C. B. (Vol. 1)]. The text of 
those temporary regulations also 
serves as the comment document for 
this proposed rulemaking. 

DATES: Written comments and re- 
quests for a public hearing must be 
delivered or mailed by August 17, 
1987. 
ADDRESS: Send comments and re- 

quests for public hearing to: Com- 
missioner of Internal Revenue, At- 
tention: CC:LR: T (LR-122-86), 
Washington, D. C. 20224. 

SUPPLEMENTARY INFORMA- 
TION: 

BACKGROUND 

The temporary regulations (desig- 
nated by a T following the section 
citation) *** [page 121, this Bulletin] 
amend Part 1 of Title 26 of the Code 
of Federal Regulations, These amend- 
ments reflect the provisions of sec- 

tion 448 of the Internal Revenue 

Code of 1986 as added by section 
801 of the Tax Reform Act of 1986 
(Pub. L. 99-514, 100 Stat. 2085). For 
the text of the temporary regulations, 
see (T. D. 8143) *'* [on page 121, this 

Bulletin]. A general discussion of the 
temporary regulations is contained in 

the preamble to the regulations. The 
final regulations, which this docu- 
ment proposes to base on the tempo- 
rary regulations, would amend Part I 

of Title 26 of the Code of Federal 
Regulations. 

SPECIAL ANALYSES 

The Commissioner of Internal Rev- 
enue has determined that this pro- 
posed rule is not a major rule as 
defined in Executive Order 12291. 
Accordingly, a Regulatory Impact 
Analysis is not required. Although 
this document is a notice of proposed 
rulemaking that solicits public com- 
ments, the Internal Revenue Service 
has concluded that the proposed reg- 
ulations are interpretative and that 
the notice and public procedure re- 
quirements of 5 U. S. C. 553 do not 
apply. Accordingly, a regulatory flex- 
ibility analysis in not required under 
the Regulatory Flexibility Act (5 
U. S. C. chapter 6). 

COMMENTS AND REQUESTS 
FOR A PUBLIC HEARING 

Before adopting these proposed 
regulations, consideration will be 
given to any written comments that 
are submitted (preferably eight cop- 
ies) to the Commissioner of Internal 
Revenue. All comments will be avail- 
able for public inspection and copy- 
ing. A public hearing will be held 
upon written request to the Commis- 
sioner by any person who submitted 
comments. If a public hearing is 
held, notice of the time and place 
will be published in the FEDERAL 
REGISTER. 

The collection of information re- 
quirements contained in this notice of 
proposed rulemaking have been sub- 
mitted to the Office of Management 
and Budget (OMB) for review under 
section 3504(h) of the Paperwork 
Reduction Act. Comments on the 
requirements should be sent to the 
Office of Information and Regula- 
tory Affairs of OMB, At- 
tention: Desk Officer for Internal 
Revenue Service, New Executive Of 
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lice Building, Washington, D. C. 
The Internal Revenue Service 

requests that persons submitting com- 
ments on these requirements to OMB 
also send copies of those comments 
to the Service. 

Lawrence B. Gibbs, 
Commissioner of 
Internal Revenue. 

(Filed by the Office of the Federal Register on 
June 12, 1987, at 8;45 a. m. , and published 
in the issue of the Federal Register on June 
16, 1987, 52 F. R. 22795) 

Notice of Proposed Rulemaking 

Excise Taxes Relating to Real 
Estate Investment Trusts and 
Regulated Investment Companies 
Under the Tax Reform Act of 1986 

LR-104-86 

AGENCY: Internal Revenue Service, 
Treasury. 

ACTION: Notice o f proposed 
rulemaking. 

SUMMARY: This document provides 
proposed regulations relating to the 
manner and method of reporting and 
paying the 4ttfo excise tax imposed on 
real estate investment trusts (REITs) 
and regulated investment companies 
(RICs). These excise taxes were 
added to the Internal Revenue Code 
by the Tax Reform Act of 1986. The 
proposed regulations would provide 
REITs and RICs with the guidance 
necessary to comply with the report- 
ing requirements for these new excise 
taxes. This document also contains a 
proposed amendment to the tempo- 
rary regulations relating to certain 
elections by RICs under the Tax 
Reform Act of 1986. 

PROPOSED EFFECTIVE DATE 

The proposed regulations would 

apply to REITs and RICs for calen- 
dar years beginning after December 
31, 1986. 

DATES FOR COMMENTS AND 
REQUESTS 

FOR A PUBLIC HEARING 

Written comments and requests for 
public hearing must be delivered or 

mailed by November 9, 1987. 

ADDRESS: Send comments and re- 

quests for a public hearing to: Com- 
missioner of Internal Revenue, Atten- 
tion: CC:LR: T (LR-104-86), 
Washington, D. C. 20224. 

SUPPLEMENTARY 
IN FORMATION: 

BACKGROUND 

This document contains proposed 
amendments to the Excise Tax Regu- 
lations (26 CFR Part 55) under chap- 
ter 44 of the Internal Revenue Code 
of 1986. These amendments provide 
guidance for the proper manner and 
method of reporting and paying the 
407o excise tax imposed on REITs and 
RICs. The regulations are proposed 
to reflect the amendment to section 
4981 and the addition of section 4982 
made by sections 668 and 651, re- 
spectively, of the Tax Reform Act of 
1986 ("Act")(Pub. L. No. 99-514, 
100 Stat. 2085). [1986-3 C. B, (Vol. 1) I] 
This document also contains a pro- 
posed amendment to the temporary 
regulations relating to certain elec- 
tions under the Act (26 CFR II5h. 5). 
T. D. 8124 [1987-1 C. B. 353], which 
added 26 CFR $5h. 5, was published 
in the Federal Register (52 FR 3623) 
on February 5, 1987. The proposed 
amendment to the temporary regula- 
tions relates to the time for making 
the election available to RICs under 
section 4982(e)(4). 

EXPLANATION OF PROVISIONS 
EXCISE TAX PROCEDURES 

Section 4981 imposes a nondeduct- 
ible excise tax on any REIT which is 

equal to four percent of the excess, if 
any, of the required distribution for 
any calendar year over the distributed 
amount for such calendar year. New 
section 4982 imposes a similar 
nondeductible four percent excise tax 
on RICs. In general, these provisions 
require a REIT or a RIC to distrib- 
ute an amount equal to the sum of 
specified percentages of its ordinary 
income and capital gain net income 
to its shareholders prior to the end of 
any calendar year in order to avoid 
the excise tax liability. A REIT gen- 
erally must distribute within the cal- 
endar year 85 percent of its ordinary 
income and 95 percent of its capital 
gain net income, whereas generally a 
RIC must distribute within the calen- 
dar year 97 percent of its ordinary 
income and 90 percent of its capital 

gain net income. Amounts not re- 
quired to be distributed currently 
must be distributed before the end of 
the following calendar year. 

The regulations proposed by this 
document prescribe the manner and 
method of paying the excise taxes 
imposed under sections 4981 and 
4982. If either a REIT or a RIC is 

liable for the excise tax imposed by 
sections 4981 or 4982, respectively, 
the excise tax must be reported on 
Form 8612 (REITs) or Form 8613 
(RICs). The excise tax return must be 
filed on or before March 15 of the 
first calendar year subsequent to the 
calendar year to which the excise tax 
liability applies. Full payment of the 
excise tax liability must accompany 
the excise tax return. The excise tax 
return, together with the payment 
satisfying such excise tax, are to be 
filed at the place specified in the 
existing regulations under Part 55. 
District directors and directors of 
service centers have the discretion to 
grant extensions of time for filing the 
excise tax return of up to six months. 
However, an extension of filing for 
filing the excise tax return generally 
shall not operate to extend the time 
for the payment of the excise tax or 
any part thereof. Thus, payment sat- 
isfying the excise tax liability must 
still be made on or before the pre- 
scribed due date for the excise tax 
return, i. e. , March 15. 

Section 4981, as in effect prior to 
the amendments made by the Act, 
imposed an excise tax on the 
undistributed income of a REIT de- 
termined on the basis of the REIT's 
taxable year. The amendments made 
to section 4981 by the Act impose an 
excise tax on the undistributed in- 
come of a REIT determined on the 
basis of a calendar year, effective for 
calendar years after 1986. The pro- 
posed regulations interpret the 
amendments made to section 4981 by 
the Act so that a REIT with a 
taxable year ending after December 
31, 1986, will not be liable for the 
excise tax under the pre-Act version 
of section 4981 for that year. 

The proposed regulations do not 
address the determination of the 
proper amount of the excise tax 
imposed by sections 4981 and 4982. 
Any such issues which may be appro- 
priately addressed by regulations will 

be considered w hen regulations are 
developed to reflect other amend- 

1987-2 C. B. 1033 



ments to the REIT and RIC provi- 
sions made by the Tax Reform Act 
of 1986. 

SECTION 4982(e)(4) ELECTION 

Section 4982(e)(4) allows a RIC to 
elect to use the period ending No- 
vember 30 or December 31 for pur- 
poses of computing capital gain net 
income under section 4982 if that 
date corresponds to the end of the 
RIC's taxable year. Once an election 
under section 4982(e)(4) has been 
made by a RIC, the election can only 
be revoked with the consent of the 
Secretary. Section 5h. 5(a)(2)(vi) pro- 
vides for the election under section 
4982(e)(4) to be made on the excise 
tax return for RICs (Form 8613), and 
that the election must be made on or 
before March 15 of the first calendar 
year beginning after the end of the 
first excise tax period for which the 
election is to be effective. Because 
RICs must also use Form 8613 to 
report and pay the excise tax im- 
posed under section 4982, and be- 
cause RICs are permitted to request 
an extension of time to file Form 
8613, the proposed amendment to 
$5h. 5(a)(2)(vi) would permit an exten- 
sion of time for making the election 
under section 4982(e)(4) in those situ- 
ations where a RIC is granted an 
extension of time to file Form 8613. 

REGULATION FLEXIBILITY ACT; 
EXECUTIVE ORDER 12291; AND 
PAPERWORK REDUCTION ACT 

The Commissioner of Internal Rev- 
enue has determined that this pro- 
posed rule is not a major rule as 
defined in Executive Order 12291 and 
that a Regulatory Impact Analysis 
therefore is not required. Although 
this document is a notice of proposed 
rulemaking that solicits public com- 
ment, the Internal Revenue Service 
has concluded that the notice and 
public procedure requirements of 5 

U. S. C. 553 do not apply because the 
rules provided herein are interpreta- 
tive. Accordingly, these proposed reg- 
ulations do not constitute regulations 
subject to the Regulatory Flexibility 
Act (5 U. S. C. chapter 6). 

COMMENTS AND REQUESTS 
FOR A PUBLIC HEARING 

Before adopting these proposed 
regulations, consideration will be 
given to any written comments that 
are submitted (preferably eight cop- 

ies) to the Commissioner of Internal 
Revenue. All comments will be avail- 
able for public inspection and copy- 
ing. A public hearing will be held 
upon written request to the Commis- 
sioner by any person who has sub- 
mitted written comments. If a public 
hearing is held, notice of time and 
place will be published in the FED- 
ERAL REGISTER. The collection of 
information requirements contained 
herein have been submitted to the 
Office of Management and Budget 
(OMB) for review under section 
3504(h) of the Paperwork Reduction 
Act. Comments on the requirements 
should be sent to the Office of 
Information and Regulatory Affairs 
of OMB, Attention: Desk Officer for 
Internal Revenue Service, New Exec- 
utive Office Building, Washington, 
D. C. 20503. The Internal Revenue 
Service requests that persons submit- 
ting comments to OMB also send 
copies of the comments to the Ser- 
vice. 

Proposed amendments to the 
regulations 

The proposed amendments to 26 
CFR Parts 5h and 55 are as follows: 

Paragraph 1. The authority for 
Part 5h continues to read in part as 
follows: 

Authority: 26 U. S. C. 7805. 
Section 5h. 5 also issued under 26 
U. S. C. 4982(e)(4). 

Par. 2. Section 5h. 5(a)(2)(vi) is 
revised to read as follows: 
(5h. 5 Time and manner of making 

the elections under the Tax Reform 
Act of 1986 — (a) Miscellaneous 
elections. *** 
(2) Time for making elections. **' 

(vi) Time for making certain elec- 
tions by regulated investment compa- 
nies. The election under Act section 
651 (Code section 4982(e)(4)) shall be 
made on a statement attached to the 
form prescribed by the Internal Reve- 
nue Service which is used to report 
and pay the excise tax liability under 
section 4982. The election shall be 
filed on or before the later of— 

(A) March 15 of the first calen- 
dar year beginning after the end of 
the first excise tax period for 
which the election is to be effec- 
tive, or 

(B) If the regulated investment 
company has been granted an ex- 

tension of time to file a return for 
the excise tax under Code section 
4982 for such excise tax period, the 
due date (including extensions 
thereof) for such return. 

The statement of election under sec- 
tion 4982(e)(4) shall be attached to 
the prescribed form regardless of 
whether the regulated investment 
company is liable for the excise tax 
imposed by section 4982 for the 
excise tax period in question. 

Par. 3. The authority for Part 55 
is revised to read as follows: 

Authority: 26 U. S. C. 7805. 
Section 55. 6011-1 also issued under 
26 U. S. C. 6011(a). *** Section 
55. 6071-1 also issued under 26 
U. S. C. 6071(a). *** Section 
55. 6091-1 also issued under 26 
U. S. C. 6091(a). *** Section 
55. 6151-1 also issued under 26 
U. S. C. 6151. 

Par. 4. The title of Part 55 is 
revised to read as follows: 

Excise tax on real estate investment 
trusts and regulated investment com- 
panies. 

Par. 5. The title to Subpart A of 
Part 55 is revised to read as follows: 

SUBPART A — Excise Tax On Real 
Estate Investment Trusts. 

Par. 6. The heading of $55. 4981-1 
is revised to read as follows: 
(55. 4981-1 Imposition of excise tax 

on certain real estate investment 
trust taxable income not distributed 
during the taxable year; taxable 
years ending on or before January 
I, 1987. 
Par. 7. Section 55. 4981-1 is 

amended by: 

(I) Inserting the words ", as in 
effect before amendment by the Tax 
Reform Act of 1986, " immediately 
following the words "Section 4981" 
and "section 4981" wherever those 
words appear, and 

(2) inserting "and ending before 
January 1, 1987, " immediately after 
"1979, " in the last sentence. 

Par. 8. A new ss55. 4981-2 is added 
immediately after $55. 4981-1 to read 
as follows: 
555. 4981-2 Imposition of excise tax 

with respect to certain undis- 
tributed income of real estate in- 
vestment trusts; calendar years be 
ginning after December 31, 1986 
Section 4981, as amended by 
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Tax Reform Act of 1986, imposes an 
excise tax on a real estate investment 
trust in the amount of four percent 
of the excess, if any, of the required 
distribution for a calendar year over 
the distributed amount for such cal- 
endar year. Section 4981, as so 
amended, applies only to calendar 
years that begin after December 31, 
1986. For provisions relating to the 
imposition of an excise tax with 
respect to certain undistributed in- 
come of real estate investment trusts 
for taxable years ending before Janu- 
ary 1, 1987, see $55. 4981-1. 

Par. 9. "Subpart B — Procedure 
and Administration'' is retitled 
"Subpart C — Procedure and Admin- 
istration". 

Par. 10. A new subpart B is added 
to read as follows: 

SUBPART B — Excise Tax on Reg- 
ulated Investment Companies. 
I155. 4982-1 Imposition of excise tax 

on undistributed income of regu- 
lated investment companies. 
Section 4982 imposes an excise tax 

on a regulated investment company 
in the amount of four percent of the 
excess, if any, of the required distri- 
bution for a calendar year over the 
distributed amount for such calendar 
year. Section 4982 applies only to 
calendar years beginning after De- 
cember 31, 1986. 

Par. 11. Section I[55. 6011-1 is re- 
vised to read as follows: 
$55. 6011-1 General requirement of 

return, statement, or list. 
Every person liable for tax under 

Chapter 44 shall file an annual return 
with respect to the tax on the form 
prescribed by the Internal Revenue 
Service for such purpose and shall 
include therein the information re- 
quired by the form and the instruc- 
tions issued with respect thereto. For 
calendar years beginning after De- 
cember 31, 1986, the return, which 
must be made on a calendar year 
basis, shall be filed by a real estate 
investment trust on Form 8612 and 
by a regulated investment company 
on Form 8613. 

Par. 12. Section 55. 6061-1 is re- 
vised to read as follows: 
$55. 6061-1 Signing of returns and 

other documents. 
Any return required to be made by 

a real estate investment trust or a 
regulated investment company with 

respect to the tax imposed by chapter 
44 shall be signed by a person autho- 

rized by section 6062 of the Code to 
sign the income tax return of the real 

estate investment trust or the regu- 

lated investment company. Any state- 
ment or other document required to 
be made with respect to the tax 
imposed by chapter 44 shall be 
signed by the person required or duly 
authorized to sign in accordance with 

the regulations, forms, or instructions 
prescribed with respect to such state- 
ment or document. An individual's 
signature on a return, statement, or 
other document made by or for the 
real estate investment trust or the 
regulated investment company shall 
be prima facie evidence that the 
individual is authorized to sign the 
return, statement, or other document. 

Par. 13. Section 55. 6071-1 is re- 
vised to read as follows: 
$55. 6071-1 Time for filing returns. 

(a) Returns for calendar years be- 

ginning after December 31, 1986. A 
return required by $55. 6011-1 for 
any calendar year beginning after 
December 31, 1986, shall be filed on 
or before March 15 of the following 
calendar year. See $I'155. 6081-1 for 
rules relating to extensions of time 
for filing a return required by 
Il 55. 6011-1. 

(b) Returns for excise tax under 
secti on 4981 as in effect before 
amendment by the Tax Reform Act 
of 1986. A return required by 
Il55. 6011-1 for any excise tax under 
section 4981, as in effect before 
amendment by the Tax Reform Act 
of 1986, shall be filed at the time 
(including any extension of time 
granted or allowed under section 
6081) that the real estate investment 
trust is required to file its income tax 
return under section 6012 for the 
taxable year for which the tax under 
section 4981, as in effect before 
amendment by the Tax Reform Act 
of 1986, is imposed. 

Par. 14. Section 55. 6091-1(a) is 
amended by adding the words "or 
regulated investment company" im- 
mediately after the words "real estate 
investment trust". 

Par. 15. A new $55. 6151-1 is 
added to read as follows: 
$55. 6151-1 Time and place for pay- 

ing of tax shown on returns. 
The tax shown on any return 

which is imposed by Chapter 44 
shall, without notice or assessment 
and demand, be paid to the internal 
revenue officer with whom the return 

is filed at the time and place for 
filing such return (determined with- 
out regard to any extension of time 
for filing the return). For provisions 
relating at the time and place for 
filing such return, see $/55. 6071-1 
and 55. 6091-1. For provisions relat- 
ing to the extension of time for 
paying the tax, see I[55. 6161-1. 

Lawrence B. Gibbs, 
Commissioner of 

Internal Revenue 
(Filed by the Office of the Federal Register on 

September 8, 1987, 8:45 a. m. , and published 
in the issue of the Federal Register for 
September 9, l987, 52 F. R. 33953) 

Notice of Proposed Rulemaking 

Limitation on Corporate Net 
Operating Loss Carryforwards 

LR-106-86 

AGENCY: Internal Revenue Service, 
Treasury. 

ACTION: Notice of proposed rule- 
making by cross-reference to tempo- 
rary regulations. 

SUMMARY: In the Rules and Regu- 
lations **' [page 85, this Bulletin], 
the Internal Revenue Service is add- 
ing temporary regulations pertaining 
to section 382 of the Internal Reve- 
nue Code of 1986 (" Code" ), which 
was amended by section 621 of the 
Tax Reform Act of 1986 [1986-3 
C. B. (Vol. 1) 1, 171]. The temporary 
regulations provide the necessary 
guidance for determining when there 
is an ownership change resulting in a 
limitation on corporate net operating 
loss carryforwards under section 382. 
The text of the temporary regulations 
also serves as the comment document 
for this notice of proposed rulemak- 
ing. 

DATES FOR COMMENTS AND 
REQUESTS 

FOR A PUBLIC HEARING 

Written comments and requests for 
a public hearing must be delivered or 
mailed by October 13, 1987. 
ADDRESS: Send comments or re- 
quests for a public hearing to: Com- 
missioner of Internal Revenue, At- 
tention: CC:LR:T [LR-106-86], 1111 
Constitution Avenue, N. W. , Wash- 
ington, D. C. 20224. 
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SUPPLEMENTARY 
INFORMATION: 

BACKGROUND 

Temporary regulations *** add 
temporary regulations )$1. 382-IT 
and 1. 382-2T to Part 1 of Title 26 of 
the Code of Federal Regulations 
("CFR"). The final regulations 
which are proposed to be based on 
the temporary regulations would be 
added to Part 1 of Title 26 of the 
CFR. The final regulations would 
provide the necessary guidance with 
respect to the determination of when 
there is an ownership change that 
results in a limitation on corporate 
net operating loss carryforwards un- 

der section 382. Section 382 of the 
Code was amended by section 621 of 
the Tax Reform Act of 1986 
(Pub. L. No. 99-514, 100 Stat. 
2085). For the text of the temporary 
regulations, see T. D. 8149 *** [page 
85, this Bulletin]. The preamble to 
the temporary regulations explains 
the added regulations. 

REGULATORY FLEXIBILITY ACT 
AND EXECUTIVE ORDER 12291 

Although this document is a notice 
of proposed rulemaking that solicits 
public comment, the Internal Reve- 
nue Service has concluded that the 
notice and public procedure require- 
ments of 5 U. S. C. 553 do not apply 
because the rules provided herein are 
interpretative. Accordingly, these 
proposed regulations do not consti- 
tute regulations subject to the Regu- 
latory Flexibility Act (5 U. S. C. chap- 
ter 6). The Commissioner of Internal 
Revenue has determined that this 
proposed rule is not a major rule as 
defined in Executive Order 12291 and 
that a Regulatory Impact Analysis 
therefore is not requried. 

COMMENTS AND REQUESTS 
FOR A PUBLIC HEARING 

Before adopting these proposed 
regulations, consideration will be 
given to any written comments that 
are submitted (preferably eight cop- 
ies) to the Commissioner of Internal 
Revenue. All comments will be avail- 

able for public inspection and copy- 
ing. A public hearing will be held 

upon written request to the Commis- 
sioner by any person who has sub- 

mitted written comments. If a public 
hearing is held, notice of time and 

place will be published in the FED- 
ERAL REGISTER. The collection of 
information requirements contained 
herein have been submitted to the 
Office of Management and Budget 
(OMB) for review under section 
3504(h) of the Paperwork Reduction 
Act. Comments on the requirements 
should be sent to the Office of 
Information and Regulatory Affairs 
of OMB, Attention: Desk Officer for 
Internal Revenue Service, New Exec- 
utive Office Building, Washington, 
D. C. 20503. The Internal Revenue 
Service requests persons submitting 
comments to OMB also send copies 
of the comments to the Service. 

Lawrence B. Gibbs, 
Commissioner of 

Internal Revenue. 

(Filed by the Office of the Federal Register on 
August 5, 1987, at 3:47 p. m. , and published 
in the issue of the Federal Register on 
August l l, l987, 52 F. R. 29704) 

Notice of Proposed Rulemaking 

Tax on Sale or Removal of Gasoline 

LR-115-86 

AGENCY: Internal Revenue Service, 
Treasury. 

ACTION: Notice of proposed rule- 
making and notice of public hearing. 

SUMMARY: This document contains 
proposed regulations and a notice of 
a public hearing relating to the impo- 
sition of an excise tax on the removal 
or sale of gasoline by a refiner, 
importer, terminal operator, through- 
putter, blender, or compounder. This 
action is necessary because of 
changes to the applicable tax law 
made by the Tax Reform Act of 
1986. These regulations provide guid- 
ance to gasoline refiners, importers, 
terminal operators, blenders, com- 
pounders, throughputters, and certain 
taxpayers that file for credit or re- 
fund of the gasoline excise tax. 

DATES: Written comments and/or 
requests to appear at a public hearing 
scheduled for 10:00 a. m. on January 
5, 1988 must be delivered or mailed 
by December 18, 1987. These regula- 
tions are proposed to be effective for 
gasoline sold or removed after De- 
cember 31, 1987. 

ADDRESS: Send comments and re- 

quests to appear at the public hearing 
to: Commissioner of Internal Reve- 
nue, Attention: CC:LR: T (LR-115- 
86), Washington, D. C. 20224. The 
public hearing will be held in the 
I. R. S. Auditorium, Seventh Floor, 
7400 Corridor, Internal Revenue 
Building, 1111 Constitution Avenue 
N. W. , Washington, D. C. 

SUPPLEMENTARY 
INFORMATION: 

BACKGROUND 

This document contains proposed 
amendments to the Manufacturers 
and Retailers Excise Tax Regulations 
(26 CFR Part 48) under sections 
4081-4083, 4101, 6421, and 6427 of 
the Internal Revenue Code of 1986 
(Code). These amendments are pro- 
posed to clarify the regulations under 
the relevant Code sections and con- 
form the regulations to changes made 

by section 1703 of the Tax Reform 
Act of 1986 (Pub. L. 99-514, 100 
Stat. 2774) (the Act) [1986-3 C. B. 
(Vol. 1) 691]. 

IN GENERAL 

The proposed regulations provide 
guidance to refiners, importers, ter- 
minal operators, blenders, com- 
pounders, and throughputters relating 
to the gasoline excise tax imposed 
under section 4081. Guidance is also 
provided to taxpayers that file for a 
credit or refund with respect to the 
excise tax. In general, these regula- 
tions provide for: (1) imposition of 
the tax and recordkeeping require- 
ments, (2) registration and bond re- 

quirements, and (3) procedures cer- 
tain taxpayers must follow to obtain 
a credit or refund for tax paid. 

IMPOSITION OF TAX 

Section 4081 of the Code and 
$48. 4081-1(a)(1) and (2) of the pro- 
posed regulations generally impose a 
tax on the earlier of the removal or 
sale of gasoline by the refiner, im- 
porter, terminal operator, blender, or 
compounder of gasoline. However, 
the tax is not imposed on the bulk 
transfer of gasoline between two per 
sons, such as between a refiner and a 
terminal operator, provided they are 
registered and bonded (as provided in 
$48. 4101-1). Registered gasohol 
blenders that remove gasoline 
alcohol for blending as gasohol from 
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the same terminal are taxed at a 
reduced rate under section 4081(c)(1) 
and proposed $48. 4081-1(a)(3). Un- 
der section 4081(c)(2) and proposed 
$48. 4081-1(a)(4), tax is imposed on 
the removal or sale of gasoline by 
any person that separates gasoline 
from gasohol, with respect to which 
tax was imposed at the reduced rate 
under section 4081(c)(1) or a credit 
or payment was allowed under sec- 
tion 6427(f)(1). Section 4081 provides 
the rates of tax. 

Although section 4081(c)(1) and 
proposed (48. 4081-1(a)(3) generally 
impose tax at a reduced rate for 
gasohol blending at a terminal, the 
Service has been asked to provide a 
procedure for registered gasohol 
blenders to purchase alcohol at a 
place other than the terminal where 
gasoline is purchased and have such 
alcohol treated as a purchase at the 
same terminal where the gasoline is 
purchased. Thus, the registered 
gasohol blender would qualify for the 
reduced rate of tax. Such a procedure 
would require, at a minimum, that 
(1) a registered gasohol blender pur- 
chase the gasoline and alcohol on the 
same day, and (2) both the purchaser 
and seller retain daily records that 
reflect the transactions. However, 
these proposed regulations do not 
include such a procedure for gasohol 
blenders. Therefore, unless and until 
such other procedure is prescribed, 
taxpayers must use the procedure set 
forth in proposed (48. 4081-1(a). The 
Service invites suggestions relating to 
alternative procedures to be used by 
registered gasohol blenders to qualify 
for the reduced rate of tax. 

LIABILITY FOR TAX 

Section 4081 provides that the tax 
on gasoline is generally imposed on 
the earlier of removal or sale of 
gasoline in nonbulk quantities by the 
refiner, importer, terminal operator, 
or by a blender and compounder. 
However, section 4081 does not iden- 
tify the taxpayer that is liable for 
payment of the tax. In order to 
clarify and implement section 4081, 
the proposed regulations provide that 
the person liable for the tax is the 
person that is a refiner or an im- 

porter that transfers gasoline in 
nonbulk quantities by removal or 
sale, or in bulk quantities to a 
nonregistered person. Where a refiner 
or importer transfers gasoline in bulk 

quantities to a registered person, the 
person liable for the tax is the person 
that: (I) is registered under section 
4101, and (2) is the owner of the 
gasoline at the time of a taxable 
removal or sale of the gasoline. A 
terminal operator is liable for the tax 
if it permits a nonregistered owner of 
gasoline to remove or sell gasoline 
from a terminal. An industrial user 
that receives gasoline blend stocks or 
additives tax-free is liable for the tax 
upon conversion of such products to 
taxable use. Where gasoline is 
blended or compounded, the taxpayer 
is the blender or compounder. See 
$48. 4081-1(e) of the proposed regula- 
tions for definitions. 

CREDITS OR REFUNDS 

Under proposed $48. 4081-1(d), a 
credit or refund of tax is available to 
a taxpayer that: (I) is a blender or 
compounder of gasoline that buys 
gasoline tax-paid and subsequently 
removes or sells the gasoline, thereby 
incurring liability for tax under sec- 
tion 4081(b)(1), (2) uses gasoline to 
produce gasohol (other than a tax- 
payer that blends at a terminal), (3) 
uses tax-paid gasoline blend stocks 
and additives to produce any 
nongasoline mixture, (4) purchases 
tax-paid gasoline for certain exempt 
purposes, or (5) uses gasoline for 
farming purposes, certain non-high- 
way purposes, local transit systems, 
or certain other nontaxable purposes. 

DEFINITIONS 

Definitions are provided in 
$48. 4081-1(e) of the proposed regula- 
tions. For example, proposed 
$48. 4081-1(e)(13) generally defines 
"taxpayer" as including a refiner, 
importer, terminal operator, blender, 
compounder, and throughput ter. In 
most cases the person that operates a 
terminal facility will be the taxpayer 
and will be liable for payment of the 
tax under section 4081 because the 
terminal operator will also own the 
gasoline. Proposed )48. 4081-1(e)(16) 
defines a "throughputter" as any 
person that receives bulk transfers of 
gasoline from refiners, importers, ter- 
minal operators, or other through- 
putters; stores the gasoline in a ter- 
minal; and owns the gasoline or is 
the owner of record (i e. , is the 
ov ner according to the records of the 
operator of the terminal facility) 

upon removal or sale from a termi- 
nal. 

Proposed (48. 4081-1(e)(11) defines 
the terms "removed" or "removal" 
as any transfer of gasoline from a 
refinery, manufacturing plant, cus- 
toms custody, terminal, pipeline, ma- 
rine vessel, or any receptacle that 
stores gasoline. Use of gasoline also 
constitutes removal of gasoline. Pro- 
posed $48. 4081-1(e)(2) generally de- 
fines "bulk transfer" as any transfer 
of gasoline by pipeline, barge, or 
tanker, in quantities of no less than 
10, 000 barrels. A "qualified sale", 
defined in proposed $48. 4081-1(e)(9), 
is any transfer of title to or posses- 
sion of gasoline between registered 
taxpayers, as long as the gasoline is 
not physically relocated. 

Section 48. 4081-1(e)(4) of the pro- 
posed regulations defines "gasoline" 
to include blend stocks and additives 
as well as all products commonly 
known as gasoline. "Gasoline blend 
stocks" is defined in proposed 
$48. 4081-1(e)(5) as any petroleum 
product component of gasoline that 
can be blended for use in a motor 
fuel. Proposed $48. 4081-I(e)(8) pro- 
vides that the terms "products com- 
monly used as additives in gasoline" 
and "additives" include all sub- 
stances commonly or commercially 
known or sold as gasoline additives. 
An exception to the definitions of 
blend stocks and additives is pro- 
vided for substances used for con- 
sumer nonfuel use. 

RECORDKEEP ING 

REQUIREMENTS 

Under $48. 4081-1(f)(2) of the pro- 
posed regulations, persons subject to 
sections 4081 and 4101 are required 
to maintain adequate records of all 
gasoline purchased, sold, removed, 
transferred, or used by such person. 

FLOOR STOCKS TAX 

Section 48, 4081-1(g) of the pro- 
posed regulations explains the appli- 
cation of the floor stocks tax to 
gasoline held by a dealer on January 
I, 1988. Dealers are required to make 
an inventory of the gasoline held on 
January I, 1988, and keep records of 
that inventory. In determining the 
amount of gasoline subject to the 
floor stocks tax, gasoline below the 
mouth of the draw pipe may be 
excluded as provided in proposed 
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$48 4081-1(g)(3). In general, 200 gal- 
lons may be excluded for a tank with 
a capacity of less than 10, 000 gal- 
lons, and 400 gallons may be ex- 
cluded for a tank with a capacity of 
10, 000 or more gallons. Gasoline 
purchased tax-free and held by a 
dealer that is also a refiner, importer, 
terminal operator, throughputter, 
blender, or compounder is not sub- 
ject to the floor stocks tax, unless the 
gasoline would have been subject to 
tax under section 1703 of the Act at 
any time before January 1, 1988 (but 
for the effective date). Proposed 
548, 4081-1(g)(2) provides that the 
floor stocks tax is computed at the 
rate specified in section 1703(f) of 
the Act. Although section 1703(f)(1) 
of the Act provides for a rate of nine 
cents per gallon for the floor stocks 
tax, it is anticipated that a technical 
correction will be made to the floor 
stocks tax rate. Under the proposed 
technical correction, the floor stocks 
tax on gasoline would be 9. 1 cents 
per gallon, and the tax on gasoline 
described in section 4081(c)(1) (relat- 
ing to gasoline mixed with alcohol) 
would be 3. 1 cents per gallon. Sec- 
tion 48. 4081-1(g)(5) of the proposed 
regulations provides that the floor 
stocks tax must be paid by February 
16, 1988. A return of the tax must be 
filed on a Form 720. 

REGISTRATION AND BOND 

Before incurring any liability for 
tax, every taxpayer must register and 
post bond under section 4101 and 
proposed $48. 4101-1. Under pro- 
posed $48. 4101-1(a)(2) all prior regis- 
trations (Certificates of Registry) ap- 
plicable to the gasoline excise tax 
under section 4081 (e. g. , taxpayers 
qualifying under Form 637 "h" (re- 
lating to buyers of gasoline for fur- 
ther manufacture for nonfuel pur- 
poses), Form 637 "j" (relating to 
producers of gasoline), or Form 637 "n" (relating to producers of 
gasohol)), are revoked as of the close 
of business on December 31, 1987. 
All affected taxpayers are required to 
make a new application for a Certifi- 
cate of Registry under section 4101 
(as amended by section 1703 of the 
Act). Applicants are required to pro- 
vide the information listed in pro- 
posed $48. 4101-1(b) before a Certifi- 
cate of Registry will be issued. 
Changes in circumstances that cause 

the information supplied by an appli- 
cant to be incorrect require the sub- 
mission of updated information. 

The Service is considering adopting 
a procedure whereby a transferor of 
gasoline will be able to ascertain 
whether a transferee that is required 
to register under )48. 4101-1 is cur- 
rently registered to purchase or store 
gasoline tax-free. 

Industrial users of gasoline blend 
stocks or additives may register as 
terminal operators to purchase bulk 
quantities of such products tax-free 
under $48. 4101-1(a)(1) of the pro- 
posed regulations. 

Proposed (48. 4101-1(c) provides 
that a bond must be executed on 
Form 928 in an amount generally 
equal to the tax liability expected to 
be incurred by the taxpayer during 
an average three-month period. How- 
ever, if a taxpayer's tax liability 
under section 4081 for any tax quar- 
ter is different from the amount of 
its outstanding bond by more than 20 
percent, within two weeks of the 
applicable quarter, the taxpayer must 
give a strengthening or superseding 
bond that reflects the actual amount 
of tax. 

CREDITS OR PAYMENTS FOR 
CERTAIN EXEMPT PURPOSES 

Section 48. 6421-3 of the regula- 
tions is proposed to amend the regu- 
lations under section 6421, relating to 
gasoline used for certain non-highway 
purposes or by local transit systems. 
The proposed regulations generally 
provide for credit or payment to 
purchasers of gasoline for any pur- 
pose described in section 4221(a)(2), 
(3), (4), or (5) (relating to certain 
tax-free sales) in an amount equal to 
the tax imposed under section 4081. 

SPECIAI. GASOHOL CREDIT; 
CREDITS OR REFUNDS FOR 

BLEND STOCKS OR ADDITIVES 
NOT USED IN GASOLINE 

Sections 48. 6427 — 3(f) and 
48. 6427-8 of the regulations are pro- 
posed to amend the regulations under 
section 6427, relating to fuels not 
used for taxable purposes. The pro- 
posed regulations under ss48. 6427-3(f) 
provide an accelerated refund proce- 
dure for gasohol blenders that buy 
gasoline tax-paid. Under this provi- 
sion, refunds not made within 20 
days of filing a claim will be paid 

with interest. The proposed regula- 
tions under $48. 6427-8 provide 
credit or refund for tax paid on 
gasoline blend stocks or additives not 
used as a fuel. 

REGULATORY FLEXIBILITY ACT 

Although this document is a notice 
of proposed rulemaking that solicits 
public comment, the Internal Reve- 
nue Service has concluded that the 
regulations proposed herein are inter- 
pretative and that the notice and 
public procedure requirements of 5 
U. S. C. 553 do not apply. Accord- 
ingly, these proposed regulations do 
not constitute regulations subject to 
the Regulatory Flexibility Act (5 
U. S. C. chapter 6). 

EXECUTIVE ORDER 12291 

The Commissioner of Internal Rev- 
enue has determined that this pro- 
posed rule is not a major rule as 
defined in Executive Order 12291 and 
that a regulatory impact analysis 
therefore is not required. 

COMMENTS AND REQUESTS TO 
APPEAR AT THE PUBLIC 

HEARING 

Before these proposed regulations 
are adopted, consideration will be 
given to any written comments that 
are submitted (preferably eight cop- 
ies) to the Commissioner of Internal 
Revenue. All comments will be avail- 
able for public inspection and copy- 
ing. A public hearing will be held on 
January 5, 1988, in the I. R. S. Audi- 
torium, Seventh Floor, 7400 Corri- 
dor, Internal Revenue Building, 1111 
Constitution Avenue N. W. , Washing- 
ton D. C. 

The collection of information re- 
quirements contained herein have 
been submitted to the Office of Man- 
agement and Budget (OMB) for re- 
view under section 3504(h) of the 
Paperwork Reduction Act. Com- 
ments on the requirements should be 
sent to the Office of information and 
Regulatory Affairs of OMB, Atten- 
tion: Desk Officer for Internal Reve- 
nue Service, New Executive Office 
Building, Washington, D. C. 20503. 
The internal Revenue Service requests 
persons submitting comments 
OMB to also send copies of the 
comments to the Service. 
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Proposed amendments to the 
regulations 

The proposed amendments to 26 
CFR Parts 48 and 301 are as follows: 

Paragraph 1. The authority for 
Part 48 is amended by adding the 
following citation: 

Authority: 26 U. S. C. 7805. 
Section 48. 4081-1 also issued under 
26 U. S. C. 4081(c)(1); section 
48. 4082-1 also issued under 26 
U. S. C. 4082(a); and section 
48. 4101-2 also issued under 26 
U. S. C. 4101(b). 

Par. 2. The heading and text of 
(48. 4081-1 are revised to read as set 
forth below: 

$48. 4081-1 Imposition and rates of 
tax; gasoline. 

(a) Imposition of tax — (I) In gen- 
eral. Except as otherwise provided, 
section 4081 imposes a tax on the 
removal or sale (whichever is earlier) 
by a taxpayer required to register 
under )48. 4101-1 of gasoline that is 
owned by the refiner or importer 
thereof, or stored in a terminal or at 
the refinery. The tax is not imposed, 
however, on a removal or sale pursu- 
ant to a bulk transfer of gasoline 
between a registered taxpayer and 
another registered taxpayer, or on a 
qualified sale. If an industrial user 
receives a bulk transfer of gasoline 
blend stocks or additives tax-free, 
and subsequently converts the blend 
stocks or additives to taxable use 
(e. g. , for use in the manufacture of 
motor fuel), then the tax is imposed 
upon such conversion. See paragraph 
(e)(2) of this section for the defini- 
tion of "bulk transfer". See para- 
graph (e)(9) of this section for the 
definition of "qualified sale". See 
section 4101 and $48. 4101-1 for reg- 
istration and bond requirements. See 
section 4082(b) and paragraph (e)(11) 
of this section for certain uses of 
gasoline that are considered a re- 
moval of gasoline. 

(2) Blenders or compounders. Sec- 
tion 4081(b)(1) imposes a tax on the 
removal or sale (whichever is earlier) 
of gasoline by a blender or com- 
pounder. The tax is not imposed, 
however, on a removal or sale pursu- 
ant to a bulk transfer of gasoline 
between a registered taxpayer and 
another registered taxpayer, or on a 
qualified sale. The tax is imposed on 
the total volume of blended product. 
See section 4081(b)(2) and paragraph 

(d)(1) of this section for credit of tax 

previously paid by a blender or com- 
pounder. 

(3) Blending of gasohol at refinery, 
etc. Section 4081(c)(1) imposes a tax 
on the removal or sale (whichever is 

earlier) of gasoline blended with alco- 
hol to produce gasohol at the time 
of, or prior to, such removal or sale. 
The tax is not imposed, however, on 
a removal or sale pursuant to a bulk 
transfer of gasoline between a regis- 
tered taxpayer and another registered 
taxpayer, or on a qualified sale. To 
qualify under section 4081(c)(1) and 
this paragraph (a)(3), a registered 
gasohol blender must purchase both 
the gasoline and the alcohol that are 
blended together to produce gasohol 
from the same terminal. Tax is im- 

posed on the total volume of blended 
product. 

(4) Separation of gasoline from 
gasohol. Section 4081(c)(2) imposes a 
tax on the removal or sale (whichever 
is earlier) of gasoline by any person 
that separates the gasoline from 
gasohol on which tax was imposed 
under paragraph (a)(3) of this section 
(or with respect to which a credit or 
payment was allowed or made by 
reason of section 6427(f)(1)). 

(b) Rate of tax. Tax is imposed on 
the removal or sale of gasoline or 
gasohol at the rate that is applicable 
on the date on which the gasoline or 
gasohol is removed or sold (which- 
ever is earlier). See section 4081 for 
the rates of tax. 

(c) Liability for tax. The tax im- 

posed by section 4081 is payable by a 
taxpayer that: (1) is registered or 
required to register under section 
4101, and (2) is the owner of gasoline 
at the time of a taxable removal or 
sale of the gasoline. If a nominal 
owner of gasoline is not its beneficial 
owner (e. g. , a customs broker may 
be a nominal owner of gasoline, 
engaged by the beneficial owner to 
import the gasoline), then both the 
beneficial and nominal owners will be 
considered the owner of the gasoline 
for purposes of the tax imposed by 
section 4081. However, the beneficial 
owner will be primarily liable for the 
tax imposed by section 4081. A 
taxpayer's liability for tax generally 
attaches at the time of a taxable 
removal or sale. A terminal operator 
is liable for the tax imposed by 
section 4081 if it permits a non- 
registered owner of gasoline to re- 

move or sell gasoline from a termi- 
nal. An industrial user is liable for 
the tax imposed by section 4081 upon 
conversion to taxable use of gasoline 
blend stocks or additives it received 
tax-free. See )48. 4081-1(e)(13) for 
the definition of taxpayer. 

(d) Credits or refunds of tax— 
(I) Blenders or compounders. If tax 
on the removal or sale of gasoline by 
its blender or compounder is imposed 
pursuant to section 4081(b)(1) and 
paragraph (a)(2) of this section, a 
credit for tax paid, if any, on the 
sale or removal of such gasoline by 
reason of section 4081(a) and para- 
graph (a)(1) of this section (relating 
to the imposition of tax on refiners, 
importers, terminal operators, or 
throughputters) will be allowed 
against the tax imposed by reason of 
section 4081(b)(1) and paragraph 
(a)(2) of this section (relating to the 
imposition of tax on blenders and 
compounders). This credit will be 
allowed only if the blender or com- 
pounder establishes through proper 
documentation the amount of tax 
actually paid on the prior removal or 
sale. Generally, "proper documenta- 
tion" means the submission of a 
statement to the district director, sup- 
ported by sufficient evidence, show- 
ing: (i) the amount claimed as a 
credit, (ii) the type and quantity of 
gasoline on which the credit is based, 
(iii) the name and address of the 
refiner, importer, terminal operator, 
or throughputter of gasoline that sold 
the gasoline to the blender or com- 
pounder, (iv) the amount of tax paid 
in respect of the gasoline by the 
refiner, importer, terminal operator, 
or throughputter, and the date of 
payment, and (v) the type and quan- 
tity of gasoline removed or sold by 
the blender or compounder. 

(2) Other. Credits or refunds may 
also be available for- 

(i) Gasoline used to produce 
gasohol (see section 6427(i)(3) and 
548. 6427-3(f)), 

(ii) Gasoline blend stocks and ad- 
ditives not used to produce gasoline 
(see section 6427(h) and s~48. 6427-8), 

(iii) Gasoline used on the farm for 
farming purposes (see section 6420 
and the regulations thereunder), 

(iv) Gasoline used for certain 
nonhighway purposes or by local 
transit systems (see section 6421 and 
the regulations thereunder), 
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(v) Gasoline sold for certain ex- 
empt purposes (see section 6421(c) 
and $48. 6421-3), and 

(vi) Gasoline not used for taxable 
purposes (see section 6427). 

(e) Definitions. For purposes of 
this section and $48. 4101-1, the fol- 
lowing definitions apply— 

(1) Blender or compounder. A 
blender or compounder is any per- 
son, other than a refiner, that mixes 
or blends gasoline with one or more 
other substances (including other gas- 
oline, blend stocks, additives, or al- 
cohol) to form a mixture to be sold 
or used as gasoline or gasohol. A 
blender or compounder may include 
an "industrial user". 

(2) Bulk transfer. A bulk transfer 
is any transfer of gasoline from one 
location to another by pipeline tender 
or marine delivery (i. e. , transfer by 
barge or tanker) of no less than 
10, 000 barrels. 

(3) Gasohol. Generally, gasohol is 
a blend of gasoline and alcohol in a 
mixture at least 10 percent of which 
contains alcohol made from any 
product other than petroleum, natu- 
ral gas, or coal. See section 4081(c) 
and $48. 4081-2 (relating to gasoline 
mixed with alcohol) for requirements 
necessary to be considered gasohol. 

(4) Gasoline. The term "gasoline" 
includes- 

(i) All products commonly or com- 
mercially known or sold as gasoline 
that are suitable for use as a motor 
fuel (not including any product that 
is sold as a product other than 
gasoline and has an American Society 
for Testing Materials ("A. S. T. M. ") 
octane number of less than 75 as 
determined by the "motor method"), 

(ii) Gasoline blend stocks, and 
(iii) Products commonly used as 

additives in gasoline. 
(5) Gasoline blend stocks. The 

term "gasoline blend stocks" in- 
cludes any petroleum product compo- 
nent of gasoline, such as naphtha, 
reformate, or toluene, that can be 
blended for use in a motor fuel. 
However, the term does not include 
any substance that (i) will be ulti- 
mately used for consumer nonmotor 
fuel use and (ii) is sold or removed in 
drum quantities (55 gallons) or less at 
the time of the removal or sale. 

(6) Importer. An importer is any 
person that brings gasoline into the 
United States from a source outside 
the United States, or that withdraws 

gasoline from a customs bonded 
warehouse for sale, removal, or use 
in the United States. 

(7) Industrial user. An industrial 
user is any person that uses a sub- 
stantial portion of the gasoline blend 
stocks or additives that it pur- 
chases— 

(i) For its own consumption 
(other than as a motor fuel), or 

(ii) In the manufacture of prod- 
ucts other than motor fuel, such as 
petrochemical feedstocks or fertil- 
izer. 

An industrial user receiving a bulk 
transfer of gasoline blend stocks or 
additives from a registered refiner, 
importer, terminal operator, or 
throughputter must register as a ter- 
minal operator to purchase such gas- 
oline blend stocks or additives tax- 
free (see $48. 4101-1). Sales or 
removals by an industrial user of 
gasoline blend stocks for nonmotor 
fuel use in drum quantities (55 gal- 
lons) or less, or additives for nonmo- 
tor fuel use in gallon quantities or 
less are not taxable sales or removals. 

(8) Products commonly used as ad- 
ditives in gasoline. The terms "prod- 
ucts commonly used as additives in 
gasoline" and "additives" mean any 
substance commonly or commercially 
known or sold as a gasoline additive. 
The terms include any substance sold 
for use or used in gasoline, such as 
isopropyl alcohol, antioxidant, or 
carburetor detergent. However, the 
terms do not include any substance 
that (i) will be ultimately used for 
consumer nonmotor fuel use (e. g. , 
detergent for household cleaner) and 
(ii) is sold or removed in gallon 
quantities or less at the time of the 
removal or sale. 

(9) Qualified sale. A qualified sale 
is any transfer of title to or posses- 
sion of gasoline between persons reg- 
istered under section 4101, including 
exchanges or consignments of gaso- 
line, when the gasoline is not trans- 
ferred from one location to another 
(such as an exchange of title while 
the gasoline remains stored in a ter- 
minal). 

(10) Refiner. A refiner is any 
owner or operator of a facility in 
which: (i) unfinished, semi-refined, 
or finished petroleum products are 
manufactured or recovered from 
crude oil, unfinished oils, natural gas 
liquids, other hydrocarbons, oil and 
gas field gases, or alcohol (i. e. , a 

domestic refinery), or (ii) natural g» 
liquids are separated from natural 
gas, or in which natural gas liquids 
are fractioned or otherwise separated 
into natural gas liquid products, or 
both (i. e. , a domestic gas plant). A 
refiner includes any owner of petro- 
leum products that contracts to have 
those products refined and subse- 
quently sells the refined products to 
resellers or ultimate consumers. See 
the Department of Energy Petroleum 
Supply Annual (DOE/EIA-0340) for 
an annual listing of refiners. 

(11) Removal. (i) The terms "re- 
moved" or "removal" include any 
physical transfer of gasoline from a 
refinery, manufacturing plant, cus- 
toms custody, terminal, pipeline, ma- 
rine vessel (e. g. , barge or tanker), or 
any receptacle that stores gasoline. 

(ii) The use of gasoline by a re- 
finer, importer, terminal operator, 
throughput ter, blender, or com- 
pounder that refined, imported, 
stored, blended, or compounded the 
gasoline, other than in the produc- 
tion of gasoline or of special fuels 
referred to in section 4041 (i. e. , other 
than as component material in the 
manufacture or production of gaso- 
line or special fuels), constitutes re- 
moval by such person. However, an 
indemnification in kind for gasoline 
lost in transit made by a pipeline 
common carrier that is a refiner, 
importer, terminal operator, through- 
putter, compounder, or blender is 
not a removal or use of gasoline for 
purposes of the tax imposed by sec- 
tion 4081, provided the gasoline lost 
is or will be taxed under section 
4081. For circumstances under which 
gasoline may be used tax-free as a 
material in the manufacture of any 
other article, see section 4218(a) and 
548. 4218-1(b)(4). 

(12) Sale. A sale is any transfer of 
title to gasoline or the substantial 
incidents of ownership in gasoline for 
consideration (including money, ser- 
vices, and other gasoline). 

(13) Taxpayer. (i) The term "tax- 
payer" includes any refiner, im- 
porter, terminal operator, blender, 
compounder, or throughputter of 
gasoline. 

(ii) Taxpayers are required to regis- 
ter, post bond, and provide certain 
information under section 4101 
$48. 4101-1, and paragraph (I)(2) of 
this section. 

(14) Terminal. A terminal is 
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storage and distribution facility for 
gasoline, supplied by pipeline or ma- 
rine vessel, that has the capacity to 
hold a bulk transfer of gasoline. 

(15) Terminal operator. A terminal 
operator is any person that (i) owns, 
operates, or otherwise controls a ter- 
minal, and (ii) does not use a sub- 
stantial portion of the gasoline that is 
transferred through or stored in the 
terminal for its own use (i. e. , for its 
own consumption or in the manufac- 
ture of products other than motor 
fuel). A terminal operator may own 
the gasoline that is transferred 
through or stored in the terminal. 
Notwithstanding the second clause of 
the first sentence of this paragraph, 
an industrial user may register as a 
terminal operator to purchase gaso- 
line blend stocks or additives in bulk 
quantities tax-free. See $(48. 4081- 
1(a)(1) and 48. 4101-1(a)(1). 

(16) Throughputter. A through- 
putter is any person that: (i) receives 
transfers of gasoline from refiners, 
importers, terminal operators, or 
other throughputters, (ii) stores the 
gasoline in a terminal, and (iii) owns 
the gasoline or holds the inventory 
position to the gasoline (as reflected 
on the records of the terminal opera- 
tor) at the time of removal or sale 
from a terminal. 

(f) Reporting — (1) Filing require- 
ments. Liability for tax imposed un- 
der section 4081 must be reported on 
Form 720 (Quarterly Federal Excise 
Tax Return), in accordance with the 
instructions for Form 720 and the 
applicable regulations. 

(2) Recordkeeping requirements. 
(i) Every person that is registered or 
required to register under section 
4101 and (48. 4101-1 must maintain 
adequate records of all gasoline it 

purchases, sells, or removes. For 
each purchase, sale, or removal of 
gasoline (including blend stocks and 

additives), the record must include: 

(A) the volume of gasoline, (B) the 

type(s) of gasoline, (C) the date of 
the transaction, (D) the name and 

status of each person involved (e. g. , 
X Corporation as seller and A Pro- 
prietor as purchaser, or Y Company 
as transferor and Z Company as 

transferee), and (E) whether the sale 

or removal is taxable. Terminal oper- 
ators are also required to maintain in 

their records the quantities, types, 
dates, purchases, removals, sales, and 

names applicable to inventory posi- 
tions of gasoline held in their termi- 

nals. 
(ii) Any taxpayer that claims a 

credit or refund of tax imposed un- 

der section 4081 must maintain ade- 
quate records to support the credit or 
refund. 

(iii) All records required by this 
paragraph (f)(2) shall be kept at the 
principal place of business of the 
person required to maintain the 
records. The records shall at all times 
be available for inspection by internal 
revenue agents and officers. Records 
required by this section shall be 
maintained for a period of at least 
three years after either (A) the date 
the tax becomes due or is paid 
(whichever is later), or (B) the last 
date prescribed for the filing of the 
claim for credit or payment, as appli- 
cable. 

(g) Floor stocks tax — (1) Scope of 
floor stocks tax on gasoline. A floor 
stocks tax under section 1703 of the 
Tax Reform Act of 1986 is imposed 
on gasoline that, at the first moment 
of January 1, 1988, is held by a 
dealer for sale, and with respect to 
which no tax has been imposed under 
section 4081 of the Internal Revenue 
Code of 1954. 

(2) Application of the floor stocks 
tax on gasoline. In general, the floor 
stocks tax on gasoline is computed at 
the rate specified in section 1703(f) 
of the Tax Reform Act of 1986. 

(3) Definitions. For purposes of 
this paragraph (g) — (i) Gasoline. The 
term "gasoline" generally has the 
meaning prescribed in section 4082(a) 
and paragraph (e)(4) of this section. 
However, in determining the amount 
of gasoline held on January 1, 1988, 
the dealer may exclude the amount 
of gasoline in dead storage. 

(ii) Dead storage. "Dead storage" 
is the amount of gasoline that will 

not be pumped out of a storage tank 
because the gasoline is below the 
mouth of the draw pipe. For this 
purpose, a dealer may assume that 
the amount of gasoline in dead stor- 
age is 200 gallons for a tank with a 
capacity of less than 10, 000 gallons 
and 400 gallons for a tank with a 
capacity of 10, 000 gallons or more. 
In the alternative, a dealer may com- 
pute the amount of gasoline in dead 
storage by using the manufacturer's 
conversion table for the tank and the 
number of inches between the bottom 

of the tank and the mouth of the 
draw pipe. If the dealer uses the 
conversion table method to compute 
the amount of gasoline in dead stor- 
age, the distance between the bottom 
of the tank and the mouth of the 
draw pipe will be assumed to be 6 
inches, unless the dealer establishes 
otherwise. 

(iii) Dealer. The term "dealer" 
means a wholesaler, jobber, distribu- 
tor, or retailer. The tax imposed by 
section 1703(f) of the Tax Reform 
Act of 1986 and this paragraph (g) 
applies to gasoline held by a dealer 
who is also the refiner, importer, 
terminal operator, throughputter, 
blender, or compounder of the gaso- 
line to the extent the gasoline so held 
was not taxed under section 4081 of 
the Internal Revenue Code of 1954, 
but would have been subject to tax 
pursuant to section 4081 of the Inter- 
nal Revenue Code of 1986 and para- 
graph (a) of this section at any time 
before January 1, 1988 (but for the 
effective date). However, the floor 
stocks tax on gasoline does not apply 
to gasoline held by any person for 
that person's own use rather than for 
sale. 

(iv) Held by a dealer. Gasoline is 
regarded as held by a dealer if title 
to the gasoline has passed to the 
dealer (whether or not delivery to the 
dealer has been made), and if, for 
purposes of consumption, title to the 
gasoline or possession or right to 
possession thereof has not at any 
time been transferred prior to Janu- 
ary I, 1988, to any person other than 
a dealer. The determination as to the 
time title passes or possession is 
obtained for purposes of consump- 
tion shall be made under applicable 
local law. 

(4) Inventory. Every dealer liable 
for the floor stocks tax on gasoline 
shall prepare an inventory of gasoline 
held for sale at the first moment of 
January I, 1988. Dealers holding 
gasoline subject to the tax at more 
than one location shall prepare sepa- 
rate inventory, in duplicate, for each 
such location. One copy of the sepa- 
rate inventory shall be retained at the 
location and one copy shall be kept 
at the principal place of business of 
the dealer. Each inventory shall show 
the name of the dealer, the location 
of the particular premises for which 
the in' entory is made, the address 
shown on the dealer's tax return, and 
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the total number of gallons of gaso- 
line held at the particular location 
that are subject to the floor stocks 
tax on gasoline. The inventory shall 
not be filed with the return but shall 
be retained by the taxpayer. 

(5) Requirements with respect to 
return — (i) Form. Every person liable 
for the floor stocks tax on gasoline 
shall make a return of the tax on 
Form 720. 

(ii) Time and place for filing re- 
turn. The return shall be filed with 
the Service Center indicated by the 
instructions for the Form 720. In the 
case of a dealer not otherwise re- 
quired to file Form 720, the return 
must be filed before February 16, 
1988, and must be marked "FI- 
NAL". If liability is subsequently 
incurred by such dealer during the 
quarter ending March 31, 1988, so 
that a second Form 720 is required to 
be filed for that quarter, the dealer 
must mark the second Form 720 
"AMENDED". In the case of all 
other dealers, the return reflecting 
the floor stocks tax must be filed on 
or before the date prescribed by the 
instructions for the Form 720 for the 
quarter ending March 31, 1988. For 
provisions relating to timely filing 
and paying, see sections 7502 and 
7503. For provisions relating to addi- 
tions to the tax in case of failure to 
file a return within the prescribed 
time, see section 6651 and $301. 6651. 

(iii) Time and place for paying tax. 
The tax is due and payable without 
assessment or notice, before February 
16, 1988. If a dealer is not required 
to make a deposit of any tax under 
chapter 31 or chapter 32 of the Code 
using a Federal Tax Deposit Coupon 
for the quarter ending March 31, 
1988, the dealer shall pay the tax by 
check or money order. Such check or 
money order must reflect the dealer's 
taxpayer identification number, and 
either (A) "Form 720 First Quarter 
1988, Floor Stocks Tax on Gasoline, 
IRS No. 65" for gasoline in general, 
or (B) "Form 720 First Quarter 1988, 
Floor Stocks Tax on Gasoline, IRS 
No. 67" for gasoline described in 

section 4081(c)(1) (relating to gasoline 
mixed with alcohol). The check or 
money order must be sent, together 
with the Form 720, to the Service 
Center indicated by the instructions 
for the Form 720. All other dealers 
shall pay the tax by making a deposit 
of the tax, together with a Federal 

Tax Deposit Coupon before February 
16, 1988, at an authorized depositary 
or the Federal Reserve Bank serving 
the dealer's area. For provisions re- 
lating to interest on underpayments, 
additions to tax, and penalties, see 
the applicable sections of Part 301 of 
this chapter (Regulations on Proce- 
dure and Administration). 

(6) Credit or refund. Any person 
who has paid a floor stocks tax on 
gasoline may be entitled, subject to 
the provisions of section 6416 and 
$301. 6402-2, to a credit or refund of 
the tax for any of the reasons speci- 
fied in section 6416. Thus, credit or 
refund may be claimed for any of the 
purposes specified in section 
6416(b)(2)(A)-(D) and (F), relating 
to- 

(i) Exportation, 
(ii) Supplies for vessels or air- 

craft, 
(iii) Exclusive use of a state or 

local government, 
(iv) Exclusive use of a nonprofit 

educational organization, or 
(v) Use of gasoline in the pro- 

duction of special fuels. 
Claims for refund under this section 
are to be filed on Form 843. Any 
person entitled to claim a refund of 
tax under this section may, in lieu of 
claiming a refund, claim a credit for 
the tax on any return of tax under 
chapter 32 that the person subse- 
quently files. 

(7) Records. Every person liable 
for the floor stocks tax on gasoline 
must maintain- 

(i) Records of the separate in- 
ventories required by paragraph 
(g)(4) of this section, 

(ii) A duplicate copy of the re- 
turn, together with other relevant 
papers and material, and 

(iii) A complete and detailed 
record with respect to any claim of 
refund or credit of the tax. 

All records required by this para- 
graph (g)(7) shall be kept at the 
principal place of business of the 
person required to maintain the 
records. The records shall at all times 
be available for inspection by internal 
revenue agents and officers. Records 
required by paragraphs (g)(7)(i) and 
(ii) of this section shall be maintained 
for a period of at least three years 
after the date the tax becomes due or 
the date the tax is paid, whichever is 
later. Records required by paragraph 
(g)(7)(iii) of this section (including 

any record required by paragraph 
(g)(7)(i) or (ii) that relates to a claim) 
shall be maintained for a period of at 
least three years after the last day 
prescribed for the filing of the claim 
for credit or payment. 

(h) Effective date. The tax im- 

posed by section 4081 is effective 
with respect to any removal or sale 
of gasoline (as those terms are de- 
fined in section 4082 and paragraph 
(e) of this section) after December 
31, 1987. 

Par. 3. The heading and text of 
$48. 4101-1 are revised to read as set 
forth below: 
$48. 4101-1 Registration and bond. 

(a) Requirement — (I) In general. 
Every taxpayer shall, before incurring 
any liability for tax with respect to 
gasoline under section 4081, make 
application for registry and give a 
bond in accordance with the provi- 
sions of paragraphs (b) and (c) of 
this section. Upon approval of the 
application and acceptance of the 
bond, the applicant will be furnished 
a Certificate of Registry bearing the 
applicant's registration number. The 
certificate may not be transferred 
from one person to another. If there 
are changes in circumstances that 
cause information contained in the 
application for registry to be incor- 
rect, the applicant must submit an 
updated statement containing the new 
information. See paragraph (b)(3) of 
this section. A new application for 
registry must be made, and the bond 
requirements met, if there is a sub- 
stantial change in the ownership or 
management of a person that holds a 
Certificate of Registry. If the amount 
of the bond would be different after 
recalculation for any quarter, then 
the taxpayer may have to give a 
strengthening or superseding bond. 
See paragraph (c)(2)(iii) of this sec- 
tion. See section 7272 for the imposi- 
tion of a civil penalty for failure to 
register. Failure to meet the require- 
ments of this section may result in 
revocation of a taxpayer's registra- 
tion. See section 7232 for provisions 
relating to the imposition of criminal 
penalities for: (i) failure to register 
and give bond as required by section 
4101, (ii) false representation as a 
person so registered and bonded, or 
(iii) willfully making any false state- 
ment in an application for registry 
under section 4101. An industrial 
user of gasoline blend stocks or addi 
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tives may purchase bulk quantities of 
such products tax-free, provided the 
industrial user applies for registry as 
a terminal operator in accordance 
with the provisions of paragraph (b) 
of this section and gives a bond in 
accordance with the provisions of 
paragraph (c) of this section. See 
sections 4081 and 4082 and the regu- 
lations thereunder for definitions of 
taxpayer and industrial user. 

(2) Revocation of prior registra- 
tion. (i) All Certificates of Registry 
(Form 637) issued prior to January I, 
1988 (pursuant to section 4101, prior 
to its amendment by the Tax Reform 
Act of 1986), are revoked as of the 
close of business on December 31, 
1987. All taxpayers (as defined in 
(48. 4081-1(e)(12)) subject to the reg- 
istration requirements of this section 
must hold a Certificate of Registry 
(Form 637) that is effective after 
December 31, 1987, and that is appli- 
cable to sections 4081 and 4101, as 
amended by the Tax Reform Act of 
1986. Taxpayers under prior law, 
such as producers or importers of 
gasoline, that made application for 
registry under corresponding provi- 
sions of prior regulations, or hold a 
Certificate of Registry in effect under 
prior regulations, are required to 
reapply for registry under this sec- 
tion. Reapplication for registry must 
be made in writing at the time, in the 
form, and in such manner as pre- 
scribed in this section. 

(ii) A Certificate of Registry (Form 
637) may be revoked at any time by 
the district director in a case where 
the district director deems it neces- 
sary in order to ensure the collection 
of the tax imposed by section 4081. 

(b) Application for registry — (1) In 
general. Application for registry re- 
quired under paragraph (a) of this 
section must be prepared on Form 
637 in accordance with the instruc- 
tions and applicable regulations. The 
application must include a statement 
as to whether the applicant is a 
refiner, importer, terminal operator, 
blender, compounder, throughputter, 
or industrial user of gasoline. In 
addition, the application must include 
a statement setting forth in detail- 

(i) A description of the equipment 
and facilities, if any, maintained for 
the production of gasoline, 

(ii) A description of the equipment 
and methods actually employed in 

the production of gasoline, 

(iii) The ingredients or materials 
utilized, 

(iv) The percentage that the sales 
(if any) of gasoline or gasohol pro- 
duced by the applicant, is expected to 
bear to total sales of gasoline or 
gasohol by the applicant, 

(v) A description of any storage 
facilities used, 

(vi) A description of any equip- 
ment or facilities used for the trans- 
fer of gasoline, 

(vii) The percentage that the bulk 
sales or transfers of gasoline (includ- 
ing blend stocks and additives), if 
any, is expected to bear to total sales 
or transfers of gasoline, 

(viii) The names and addresses of 
all persons (if any) that will be used 
by the applicant as agents or brokers 
in the selling of gasoline, 

(ix) The name and address of any 
person for whom gasoline will be 
purchased or imported by the appli- 
cant (i. e. , the beneficial owner), 

(x) If the applicant is an industrial 
user of gasoline, the amount of gaso- 
line blend stocks or additives ex- 
pected to be used in the manufacture 
of products other than motor fuel, 
and the percentage of the gasoline 
blend stocks or additives the appli- 
cant expects to receive by bulk trans- 
fer, and 

(ix) Evidence of financial responsi- 
bility. 

(2) Financial responsibility. Finan- 
cial responsibility will be determined 
by the Commissioner based on all the 
facts and circumstances. For exam- 
ple, the applicant may be required to 
provide: (i) financial statements (gen- 
erally, an income statement, balance 
sheet, and other appropriate informa- 
tion) that reflect financial solvency; 
and (ii) evidence of general compli- 
ance with the provisions of the Inter- 
nal Revenue Code (i. e. , no additions 
to tax or penalties assessed under 26 
U. S. C. chapter 68). 

(3) Updated registration i nforma- 
ti on. If changes in circumstances 
cause information contained in an 
application for registry to be incor- 
rect, the applicant is required to 
submit an updated statement to the 
appropriate district director. The up- 
dated statement must be submitted 
for each taxable year (including any 
short taxable year) in which there is a 
change in any of the information 
submitted to the district director for 
registration under this paragraph. 

The updated statement must contain 
the current information pertaining to 
the requirements of this paragraph, 
along with the applicant's name and 
taxpayer identification number. The 
updated statement is due by the last 
day of the second month following 
the applicable taxable year. 

(4) Form of application. The appli- 
cation for registry must be signed by 
the individual if the applicant is an 
individual; the president, vice presi- 
dent, or other principal officer, if the 
applicant is a corporation; a respon- 
sible and duly authorized member or 
officer having knowledge of its af- 
fairs, if the applicant is a partnership 
or other unincorporated organization; 
or the fiduciary, if the applicant is a 
trust or estate. The application must 
be filed with the district director for 
the district in which the applicant has 
its principal office or place of busi- 
ness. If the principal office or place 
of business of a taxpayer is relocated 
in a different district, such taxpayer 
must immediately provide written no- 
tification of the relocation to the 
district director for the district where 
the taxpayer is registered. A copy of 
the notification must also be sent by 
the taxpayer to the district director 
for the district where the principal 
office or place of business is relo- 
cated. Failure to provide such notifi- 
cation to the respective district direc- 
tors may result in revocation of a 
taxpayer's Certificate of Registry. 
Copies of Form 637 may be obtained 
from any district director. 

(c) Bond — (I) In general. The 
bond required under paragraph (a) of 
this section must be executed on 
Form 928 in accordance with the 
instructions and applicable regula- 
tions. Copies of Form 928 may be 
obtained from any district director. 
See paragraphs (a) and (b) of this 
section for requirements necessary to 
complete application for registry. The 
bond will be conditioned on the 
following factors: (i) the principal 
may not engage in any attempt, 
alone or in collusion with others, to 
defraud the United States of any tax 
under section 4081, (ii) the principal 
will render truly and completely all 
returns, statements, records, and in- 
ventories required by law or regula- 
tions in respect of the tax under 
section 4081 and will pay any liability 
for tax, and (iii) the principal will 
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comply with all requirements of law 
and regulations with respect to the 
tax under section 4081. 

(2) Amount of bond. Generally, 
the amount of the bond will be equal 
to the amount of tax under section 
4081 for which the principal will be 
expected to incur liability during an 
average 3-month period (as deter- 
mined by the district director), com- 
puted at the rate of tax in effect at 
the time the bond is given. In the 
case of a terminal operator, the 
amount of the bond will be equal to 
the amount of tax that would be 
imposed under section 4081 on the 
expected volume of gasoline that will 
flow through the terminal operator's 
equipment or facility (as if the termi- 
nal operator were the owner of all 
such gasoline) during an average 3- 
month period (as determined) by the 
district director), computed at the 
rate of tax in effect at the time the 
bond is given. In all cases- 

(i) Where the approximate 
amount of tax so calculated is not 
an even multiple of $100, the 
amount of the bond will be in- 
creased to the next higher multiple 
of $100. For example, if the ap- 
proximate amount of tax liability 
to be incurred during the 3-month 
period is calculated at $3, 333. 33, 
the amount of the bond is $3, 400. 

(ii) The amount of the bond 
shall not be less than $2, 000. 

(iii) If, after the original bond is 
given, the amount of a taxpayer's 
actual tax liability (exclusive of 
credits) for any quarter under sec- 
tion 4081 differs from the amount 
of the taxpayer's outstanding bond 
by more than 20 percent, then the 
taxpayer must give a strengthening 
or superseding bond in accordance 
with the requirements of this para- 
graph (c) that reflects the actual 
tax liability. This strengthening or 
superseding bond must be given 
within two weeks after the end of 
the applicable quarter. A terminal 
operator is similarly required to 
give a strengthening or superseding 
bond based on the actual volume 
of gasoline flowing through its 

terminal during a quarter. 
The bond required under paragraph 
(a) of this section must be submitted 
to the district director with the appli- 
cation for registry required under 

paragraph (a) of this section. Such 
bond must be signed on behalf of the 

principal by any person designated 
under paragraph (b) of this section as 
a proper person to sign the applica- 
tion for registry. Failure to maintain 
a bond in an adequate and current' 
amount as required by this section 
may result in revocation of a 
taxpayer's registration. 

(3) Cancellation clause. The bond 
required under paragraph (a) of this 
section may be accepted with a can- 
cellation clause incorporated therein. 
The cancellation clause must provide 
that- 

(i) Any surety on the bond may at 
any time give notice in writing to the 
principal and the district director that 
such surety desires to be relieved of 
liability under the bond after a cer- 
tain date, which date must be at least 
60 days after the receipt of notice by 
the district director. 

(ii) The rights of the principal as 
supported by the bond will be termi- 
nated on the date named in the 
notice (unless supported by another 
bond or bonds), and the surety will 
be relieved from liability under the 
bond for any acts done wholly subse- 
quent to the date named in the 
notice, if the notice is not withdrawn 
in writing prior to the date named in 
the notice. However, the surety will 
remain liable for any unpaid tax 
liability, including penalties and inter- 
est, incurred by the principal before 
cancellation, unless the principal pays 
the tax and penalties and interest. 

(iii) The notice may not be given 

by an agent of the surety, unless it is 
accompanied by power of attorney 
duly executed by the surety authoriz- 
ing the agent to give the notice or by 
a verified statement that the power 
of attorney is on file with the district 
director. 

(4) Changes in bond. After filing 
of the bond required under para- 
graph (a) of this section, no change 
may be made in the terms thereof 
except with the consent of the surety 
or sureties and subject to the ap- 
proval of the district director. Any 
change, alone with the surety's or 
sureties' consent thereto, must be 
shown on Form 928. In any case 
where a change is proposed in the 
terms of the bond, Form 928 must be 
executed and filed in the same man- 
ner as that prescribed with respect to 
the bond itself and must be accompa- 
nied by information showing the reg- 
istration number of the principal. 

(5) Strengthening or superseding 
bond. A strengthening or superseding 
bond may be required under para- 
graphs (a) and (c) of this section, 
even if a new application for registry 
is not required. The district director 
may require a strengthening or super- 
seding bond under this section at any 
time where the district director deems 
it necessary in order to ensure the 
collection of the tax imposed by 
section 4081. 

(6) Other provisions relating to 
bonds. For general provisions relating 
to bonds, see section 7101 and the 
regulations thereunder. 

(d) Effective date. The regulations 
in this section are effective with 
respect to gasoline removed or sold 
after December 31, 1987. 

Par. 4. Paragraph (d) of fj48. 4221- 
5 is amended by removing from the 
first sentence the words "(such as 
gasoline that is" and adding in their 
place the words "(such as tires that 
are". 

Par. 5. Paragraph (b)(2) of 
$48. 4221-1 is amended by removing 
subdivisions (ix) and (x) and 
redesignating subdivisions (xi) and 
(xii) as (ix) and (x) respectively. 

Par. 6. Paragraph (b)(1) of 
$48. 4221-2 is amended by removing 
subdivision (iii) and replacing the ";" 
at the end of subdivision (ii) with 

Par. 7. Paragraphs (e) and (f) of 
$48. 4222(d)-1 are removed and para- 
graph (g) is redesignated as para- 
graph (e). 

Par. 8. Sections 48. 6421-3, 
48. 6421-4, 48. 6421-5, 48. 6421-6, and 
48. 6421-7 are redesignated as 
($48. 6421-4, 48. 6421-5, 48. 6421-6, 
48. 6421-7, and 48. 6421-8, respec- 
tively. 

Par. 9. Section 48. 6421-0 is 
amended by removing "$48. 6421- 
4(b)" and adding in its place 
"548. 6421-5(b) ". 

Par. 10. Section 48. 6421-1 is 
amended as follows: 

1. Paragraph (a)(1) is amended by 
adding after the fourth sentence the 
language "However, the credit or 
payment under this section does not 
include any amount attributable to 
the Leaking Underground Storage 
Tank Trust Fund financing rate. " 

2. Paragraph (a)(1) is also 
amended by removing from the next- 
to-last sentence "548. 6421-3" and 
adding in its place "$48. 6421-4" 
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»d by removing from the last sen- 
tence "$48. 6421-4" and adding in its 
place "II48. 6421-5". 

3. The first sentence of paragraph 
(b) is amended by adding after "sec- 
tion 4081" and "amount of this 
tax", the language "(excluding the 
amount attributable to the Leaking 
Underground Storage Tank Trust 
Fund financing rate)". 

4. Paragraph (b) is also amended 
by removing from the second sen- 
tence "6421(i)" and adding in its 
place "6421(j)". 

5. Paragraph (c)(3) is amended by 
removing "6421(c)(2)" and adding in 
its place "6421(d)(2)". 

6. Paragraph (f)(2) is amended by 
adding at the end thereof the lan- 
guage "(For the rate of payment 
allowable, see paragraph (a)(1) of 
this section. )". 

Par. 11. Section 48. 6421-2 is 
amended as follows: 

1. Paragraph (a) is amended by 
adding after the second sentence the 
language "However, the credit or 
payment under this section does not 
include any amount attributable to 
the Leaking Underground Storage 
Tank Trust Fund financing rate. " 

(2) Paragraph (a) is also amended 
by removing from the third-to-last 
sentence "(48. 6421-3" and adding in 
its place "$48. 6421-4", and by re- 
moving from the next-to-last sentence 
"$48. 6421-4" and adding in its place 
"(48. 6421-5". 

3. The first sentence of paragraph 
(b) is amended by adding after "sec- 
tion 4081" and "amount of this 
tax", the language "(excluding the 
amount attributable to the Leaking 
Underground Storage Tank Trust 
Fund financing rate)". 

4, Paragraph (b) is also amended 
by removing from the second sen- 
tence "6421(i)" and adding in its 
place "6421(j)". 

5. Paragraph (c)(3) is amended by 
removing "6421(c)(2)" and adding in 

its place "6421(d)(2)". 
6. Paragraph (d)(1) is amended by 

adding at the end thereof the lan- 

guage "(excluding the amount attrib- 
utable to the Leaking Underground 
Storage Tank Trust I'und financing 
rate)". 

7. Paragraph (d)(2) is amended by 

adding after "section 4081" the lan- 

guage "(excluding the amount attrib- 

utable to the Leaking Underground 
Storage Tank Trust Fund financing 
rate)". 

Par. 12. A new $48. 6421-3 is 

added to read as follows: 

(48. 6421-3 Credits or payments to 
ultimate purchasers of gasoline 
used for certain exempt purposes. 

(a) In general. (I) If gasoline is 

sold to any person for any purpose 
described in section 4221(a)(2) (relat- 
ing to exportation), (a)(3) (relating to 
vessel or aircraft supplies), (a)(4) (re- 
lating to State or local government 
use), or (a)(5) (relating to nonprofit 
educational use), a credit or a pay- 
ment with respect to the gasoline 
shall be allowed or made to the 
ultimate purchaser of the gasoline. 
See paragraph (b) of this section for 
the circumstances under which the 
credit will be allowed. See paragraph 
(c) of this section for the circum- 
stances under which the payment will 
be made. The credit or payment 
under this section shall be an amount 
equal to the product of the number 
of gallons of gasoline purchased mul- 
tiplied by the rate at which tax was 
imposed on the gasoline by section 
4081. However, the credit or pay- 
ment allowed or made under this 
section does not include any amount 
attributable to the Leaking Under- 
ground Storage Tank Trust Fund 
financing rate. See section 34(a) relat- 
ing to credit for certain uses of 
gasoline and special fuels, See 
$48. 6421-4 for the time within which 
a claim for credit or payment must 
be made under this section. See sec- 
tion 4082(a) and (48. 4081-l(e)(4) for 
the meaning of "gasoline". See sec- 
tion 4221(a) and the regulations 
thereunder for other related defini- 
tions, 

(2) No interest shall be paid on 
any payment allowed under para- 
graph (c) of this section. However, 
interest may be paid on an overpay- 
ment (as defined by section 6401) 
arising from a credit allowed under 
paragraph (b) of this section. 

(b) Allowance of income tax 
credi t. Except as provided in para- 
graph (c) of this section, repayment 
under this section of the tax paid 
under section 4081 (excluding the 
amount attributable to the Leaking 
Underground Storage Tank Trust 
Fund financing rate) for gasoline 
purchased for any purpose described 
in section 4221(a)(2), (3), (4), or (5) 

by a person subject to income tax 
may be obtained only by claiming a 
credit for the amount of this tax 
(including the amount attributable to 
the Leaking Underground Storage 
Tank Trust Fund financing rate) 
against the tax imposed by subtitle A 
of the Code. The amount of the 
credit shall be an amount equal to 
the payment which would be made 
under section 6421 with respect to 
gasoline purchased during the taxable 
year for any purpose described in 
section 4221(a)(2), (3), (4), or (5), if 
section 6421(j) and paragraph (c) of 
this section did not apply. See section 
34(a)(2). 

(c) Allowance of payment. Pay- 
ments in respect of gasoline upon 
which tax was paid under section 
4081 that is sold to any person for 
any purpose described in section 
4221(a)(2), (3), (4), or (5) shall be 
made only to— 

(I) The United States or any 
agency or instrumentality thereof, a 
State, a political subdivision of a 
State, an agency or instrumentality of 
one or more States or political subdi- 
visions of a State, or the District of 
Columbia, 

(2) An organization which is ex- 
empt from tax under section 501(a) 
and is not required to make a return 
of the income tax imposed under 
subtitle A for its taxable year, or 

(3) A person described in section 
6421(d)(2) to whom $1, 000 or more 
is payable (without regard to para- 
graph (b) of this section) under this 
section with respect to gasoline pur- 
chased during any of the first three 
quarters of the person's taxable year. 

(d) Supporting evidence required. 
Each claim under this section for 
credit or payment must include a 
statement showing— 

(I) The total number of gallons of 
gasoline purchased during the period 
covered by the claim for any purpose 
described in section 4221(a)(2), (3), 
(4), or (5), multiplied by the rate at 
which tax was imposed on the gaso- 
line by section 4081 (excluding the 
amount attributable to the Leaking 
Underground Storage Tank Trust 
Fund financing rate), 

(2) The purpose or purposes for 
which the gasoline was purchased 
and the amount purchased for each 
purpose, and 

(3) If a claim on Form 843 is 

being filed, the internal revenue dis- 
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trict or service center with which the 
claimant last filed an income tax 
return (if any). 

Par. 13. Section 48. 6421-4 as 
redesignated is amended as follows: 

1. Paragraphs (a) and (b)(1)(ii) are 
revised to read as set forth below. 

2. Paragraph (b)(2) is amended by 
removing the first sentence and add- 
ing in its place a new sentence to 
read as set forth below. 

3. Paragraph (c) is amended by 
removing "$48. 6421-1 or (48. 6421- 
2" and adding in its place "(48. 6421- 
1, (48. 6421-2, or (48. 6421-3", and 
by removing the word "used". 

4. Paragraph (d)(2) is amended by 
removing from the last sentence 
"548. 6421-1(c) or $48. 6421-2(c), " 
and adding in its place "(48. 6421- 
1(c), $48. 6421-2(c), or $48. 6421— 
3(c), ". 

5. Paragraph (d)(3)(i) is amended 
by removing the word "used" each 
place it appears in the first sentence, 
and adding in its place the words 
"used or purchased". 

6. Paragraph (e) is revised to read 
as set forth below. 
$48. 6421-4 Time for filing claim for 

credit or payment. 
(a) In general. A claim for credit 

or payment described in: (1) $48. 6421- 
1 with respect to gasoline used in a 
qualified business use or as a fuel in 
an aircraft (other than aircraft in 
noncommercial aviation), (2) 
$48. 6421-2 with respect to gasoline 
used either in an intercity or local 
bus while engaged in furnishing (for 
compensation) passenger land trans- 
portation available to the general 
public or in school bus transportation 
operations, or (3) $48. 6421-3 with 
respect to gasoline sold for any pur- 
pose described in section 4221(a)(2), 
(3), (4), or (5), shall cover only 
gasoline used or sold during the 
taxable year. Similarly, when para- 
graph (b)(2) of this section applies, a 
claim for credit or payment described 
in $)48. 6421-1, 48. 6421-2, or 
48. 6421-3 shall cover only gasoline 
used or sold during the calendar 
quarter. For example, under 
($48. 6421-1 and 48. 6421-2, gasoline 
on hand at the end of a taxable 
year, or, if applicable, a calendar 
quarter, such as gasoline in fuel 

supply tanks of vehicles or in storage 
tanks or drums, must be excluded 
from a claim filed for the taxable 
year or calendar quarter, as the case 

may be. However, this gasoline may 
be included in a claim filed for a 
later taxable year or a later calendar 
quarter under $48. 6421 — 1 or 
$48. 6421-2 if it is used during that 
later year or quarter in a qualified 
business use, as fuel in an aircraft 
(other than aircraft in noncommercial 
aviation), or in an intercity, local, or 
school bus. Gasoline used or sold 
during the taxable year or calendar 
quarter may be included in the claim 
for that period although the gasoline 
was not paid for at the time the 
claim is filed. For purposes of apply- 
ing this section, a governmental unit 
or exempt organization described in 
$48. 6421-1(c), $48. 6421-2(c), or 
548. 6421-3(c) is considered to have 
as its taxable year the calendar year 
or fiscal year on the basis of which it 
regularly keeps its books (see 
$48. 6421-5(g)). 

(b) Time for filing — (1) *** 
(ii) A claim for payment of a 

governmental unit or exempt organi- 
zation described in $48. 6421-1(c), 
$48. 6421-2(c), or $48. 6421-3(c) must 
be filed no later than three years 
following the close of its taxable year 
(see $48. 6421-5). 

(2) Quarterly claims. A claim for 
payment of $1, 000 or more in respect 
of gasoline used or purchased during 
any of the first three quarters of the 
taxable year, filed either under 
)48. 6421-1(c)(3) in respect of gaso- 
line used in a qualified business use 
or as a fuel in an aircraft (other than 
aircraft used in noncommercial 
aviation), under $48. 6421-2(c)(3) in 
respect of gasoline used while en- 
gaged in furnishing (for compensa- 
tion) passenger land transportation 
available to the general public or in 
school bus operations, or under 
ss48. 6421-3(c)(3) in resPect of gaso- 
line sold for any purpose described in 
section 4221(a)(2), (3), (4), or (5), 
shall not be allowed unless the claim 
is filed on or before the last day of 
the first calendar quarter following 
the calendar quarter for which the 
claim is filed. *** 

(e) Restrictions on claims for credit 
or payment. Credits or payments are 
allowable only in respect of gasoline 
that was sold by the refiner or 
importer thereof or the terminal op- 
erator, throughputter, blender, or 
compounder, in a transaction that 
was subject to tax under section 

4081. See $/48. 6416(a) 3 »d 
48. 6416(b)(2)-3(b)(1) for conditions 
relating to allowance for credit 
refund of tax. 

Par. 14. Section 48. 6421-5 as re- 
designated is amended as follows: 

1. Paragraph (a) is amended by 
removing "4082(b)" and adding in 

its place "4082(a)". 
2. Paragraph (g) is amended by 

removing from the first sentence 
"$48. 6421-1(c) or (48. 6421-2(c)" 
and adding in its place 
"$48. 6421-1(c), (48. 6421-2(c), or 
$48. 6421-3(c) ". 

Par. 15. Section 48. 6421-6 as 
redesignated is amended as follows: 

1. Paragraph (a) is removed, and 
paragraphs (b) and (c) are redesig- 
nated as paragraphs (a) and (b), 
respectively. 

2. Redesignated paragraph (a) is 
amended by removing "$48. 6421-1 
or (48. 6421-2" and adding in its 
place "$48. 6421-1, $48. 6421-2, or 
$48. 6421-3". 

Par. 16. Section 48. 6421-8 as 
redesignated is amended as follows: 

1. Paragraph (a)(3) is amended by 
adding at the end thereof the lan- 
guage "or purchased by the claimant 
during the period covered by the 
claim for any purpose described in 
section 4221(a)(2), (3), (4), or (5), ". 

2. The second sentence of para- 
graph (b)(2) is revised to read as set 
forth below. 
(48. 6421-8 Records to be kept in 

substantiation of credits or pay- 
ments. 

(B) Acceptable records. (1) 
(2) *** However, the records must 

show separately the number of gal- 
lons of gasoline used for nonhighway 
purposes, or used in intercity, local, 
or school buses, or purchased for 
any purpose described in section 
4221(a)(2), (3), (4), or (5), during the 
period covered by the claim. 

Par. 17. Section 48. 6427-1 is 
amended as follows: 

1. Paragraph (a)(3)(iii) is amended 
by removing from the second sen- 
tence "4082(b)" and adding in its 
place "4082(a)". 

2. Paragraph (a)(3)(iii) is also 
amended by removing from the last 
sentence "ss48. 6421-4" and adding in 
its place "ss48. 6421 — 5''. 
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3. Paragraph (b) is amended by 
removing from the second sentence 
"6427(i)" and adding in its place 
"6427(k)". 

Par. 18. Section 48. 6427-2 is 
amended as follows: 

1. Paragraph (a)(2) is amended by 
removing "1148. 6421-4" and adding 
in its place "II48. 6421-5". 

2. Paragraph (b) is amended by 
removing from the next-to-last sen- 
tence "6427(i)" and adding in its 
place "6427(k)". 

Par. 19. Section 48. 6427-3 is 
amended as follows: 

1. Paragraph (a) is amended by 
removing from the last sentence 
"II48. 6421-4" and adding in its place 
"1348. 6421-5". 

2. Paragraph (b)(1)(ii) is amended 
by removing "I]48. 6421-4" and add- 
ing in its place "$48. 6421-55". 

3. A new paragraph (f) is added 
after paragraph (e) to read as fol- 
lows: 

(f) Special rule for filing gasohol 
refund — (1) In general. A claim for 
refund of tax paid under section 
4081(a) (excluding the amount attrib- 
utable to the Leaking Underground 
Storage Tank Trust Fund financing 
rate) may be filed under section 
6427(f) (relating to gasoline used to 
produce certain alcohol fuels) by any 
blender of gasohol that purchases 
gasoline tax-paid for any period: (i) 
for which $200 or more is payable 
under section 6427(f), and (ii) that is 
not less than seven calendar days. 

(2) Manner of filing claim. The 
claim for refund to which this section 
applies must be made on Form 843 
in accordance with the instructions 
prescribed for the preparation of the 
form. The taxpayer must attach to 
the Form 843 a statement that in- 
cludes the following information re- 
garding each purchase of gasoline 
and alcohol to which the claim re- 
lates: (i) the supplier(s) of the gaso- 
line and alcohol, (ii) the date(s) of 
the purchases, (iii) the total number 
of gallons of gasoline and alcohol 
purchased, and (iv) the total number 
of gallons of gasohol blended by the 
taxpayer. 

(3) Payment of claim. If a claim 
filed under this section has not been 
paid within 20 days of the date of 
filing of the claim, then the claim 
shall be paid with interest (notwith- 
standing section 6427(f)(1)) from the 
date of the filing of the claim. See 

section 6621 for the overpayment rate 
and method used to calculate interest 
for purposes of this paragraph (f)(2). 

Par. 20. Paragraph (g)(1) of 
$48. 6427-7 is amended by removing 
"6427(j)" and adding in its place 
"6427(k) ". 

Par. 21. A new II48. 6427-8 is 
added to read as follows: 

(48. 6427-8 Credit or refund for gas- 
oline blend stocks or additives not 
used for producing gasoline. 
A credit or refund of the gasoline 

excise tax imposed on gasoline blend 
stocks or additives under section 4081 
may be claimed under section 6427(h) 
by the person that purchases gasoline 
blend stocks or additives tax-paid, 
and (a) does not use the blend stocks 
or additives as gasoline or in the 
production of gasoline, or (b) sells 
the blend stocks in drum quantities 
(55 gallons) or less, or additives in 
gallon quantities or less, for con- 
sumer nonmotor fuel use. The person 
claiming the credit or refund must 
file Form 843 (Claim) or Form 4136 
(Computation of Credit for Federal 
Tax on Gasoline and Special Fuels) 
and include with such form an at- 
tachment providing the information 
specified under $48. 6427-5(a)(1) — (4). 
No interest is payable on the credit 
or refund amount. See section 4082 
and ($48. 4081-1(e)(4), (5), and (8) 
for the definitions of gasoline, gaso- 
line blend stocks, and additives. See 
$48. 6427-5 for requirements regard- 
ing the retention of records to sub- 
stantiate the claim for credit or re- 
fund. 

Par. 22. The authority for Part 
301 continues to read as follows: 

Authority: 26 U. S. C. 7805. *** 
Par. 23. Paragraphs (a) and (b) of 

(301. 7603-1 are amended by remov- 
ing "6427(e)(2)" each place it ap- 
pears and adding in its place 
"6427(j)(2)", and by removing 
"6424(d)(2), " each place it appears. 

Par. 24. Paragraph (a) of 
$301. 7604-1 is amended by removing 
"6421(f)(2), or 7602" and adding in 
its place "6421(f)(2), 6427(j)(2), or 
7602". 

Par. 25. Paragraph (a) of 
II301. 7605-1 is amended by removing 
from the first sentence "6421(f)(2), 
or 7602" and adding in its place 
"6421(f)(2), 6427(j)(2), or 7602", and 
by removing from the last sentence 

"6420(e)(2) or 6421(f)(2)" and adding 
in its place "6420(e)(2), 6421(g(2), or 
6427(j) (2)" . 

Lawrence B. Gtbbs, 
Commtsstoner of 

Internal Revenue. 
(Filed by the Office of the Federal Register on 

November 13, 1987, 4:59 p. m. , and pub- 
lished in the issue of the Federal Register for 
November 18, 1987, 52 F. R. 44141) 

Notice of Proposed Rulemaking 

Mortality Table Used to Determine 
Exclusion for Deferred Payments of 
Life Insurance Proceeds 

LR-135-86 

AGENCY: Internal Revenue Service, 
Treasury. 

ACTION: Notice of proposed 
rulemaking by cross-reference to tem- 
porary regulations. 

SUMMARY: '** [t]he Internal Reve- 
nue Service is issuing temporary regu- 
lations [page 43, this bulletin] that 
prescribe the mortality table to the 
used in determining the extent to 
which deferred payments of life in- 
surance proceeds are excluded from 
gross income. The text of the tempo- 
rary regulations also serves as the 
comment document for this notice of 
proposed rulemaking. 

DATES: Written comments and re- 
quests for a public hearing must be 
delivered or mailed by November 20, 
1987. The regulations are proposed 
to be effective on October 23, 1986, 
and to apply to amounts received 
with respect to deaths occurring after 
October 22, 1986, in taxable years 
ending after October 22, 1986. 

ADDRESS: Send comments and re- 
quests for a public hearing to: Com- 
missioner of Internal Revenue, Atten- 
tion: CC:LR:T (LR-135-86), Wash- 
ington, D. C. 20224. 

SUPPLEMENTARY INFORMA- 
TION 

BACKGROUND 

The temporary regulations (desig- 
nated by a "T" following the section 
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citation) in the Rules and Regulations 
section of this issue of the FED- 
ERAL REGISTER amend the I n- 
come Tax Regulations (26 CFR Part 
I) to provide rules under sections 
101(d) of the Internal Revenue Code 
of 1986, as amended by section 
1001(b) of the Tax Reform Act of 
1986 (100 Stat. 2387). This document 
proposes to adopt those temporary 
regulations as final regulations. Ac- 
cordingly, the text of the temporary 
regulations serves as the comment 
document for this notice of proposed 
rulemaking. The preamble to the 
temporary regulations provides a dis- 
cussion of the proposed and tempo- 
rary rules. 

For the text of the temporary regu- 
lations, see *** (T. D. 8161) [page 43, 
this Bulletin]. 

LIST OF SUBJECTS IN 
26 CFR 1. 61-1 — 1. 281-4 

Income taxes, Taxable income, De- 
ductions, Exemptions. 

Lawrence B. Gibbs, 
Commissioner of 

Internal Revenue. 
(Filed by the Office of the Federal Register on 

September 18, 1987, 8:45 a. m. , and pub- 
lished in the issue of the Federal Register for 
September 21, 1987, 52 F. R. 35447) 

Notice of Proposed Rulemaking 

Penalty for Failure to Include 
Correct Information on Information 
Returns and Payee Statements 

LR-142-86 

When $301-6723-IT is promulgated 
as a final regulation, it will 
renumbered as (301. 6723-1. 

For the text of the proposed regu- 
lations, see new $301. 6723-1T. The 
preamble to the temporary regula- 
tions explains this addition to the 
Income Tax Regulations. 

REGULATORY FLEXIBILITY ACT 

Although this document is a notice 
of proposed rulemaking that solicits 
public comment, the Internal Reve- 
nue Service has concluded that the 
regulations proposed herein are inter- 
pretative and that the notice and 
public procedure requirements of 5 

U. S. C. 553 do not apply. Accord- 
ingly, these proposed regulations do 
not constitute regulations subject to 
the Regulatory Flexibility Act (5 
U. S. C. chapter 6). 

SPECIAL ANALYSES 

The Commissioner of Internal Rev- 
enue has determined that this pro- 
posed rule is not a major rule as 
defined in Executive Order 12291 and 
that a regulatory impact analysis 
therefore is not required. Although 
this document is a notice of proposed 
rulemaking that solicits public com- 
ment, the Internal Revenue Service 
has concluded that the regulations 
proposed herein are interpretative 
and that the notice and public proce- 
dure requirements of 5 U. S. C. 553 
do not apply. Accordingly, these pro- 
posed regulations do not constitute 
regulations subject to the Regulatory 
Flexibility Act (5 U. S. C. chapter 6). 

COMMENTS AND REQUESTS 
FOR A PUBLIC HEARING 

Before these proposed regulations 
are adopted, consideration will be 
given to any written comments that 
are submitted (preferably eight cop- 
ies) to the Commissioner of Internal 
Revenue. All comments will be avail- 
able for public inspection and copy- 
ing. A public hearing will be held 
upon written request to the Commis- 
sioner by any person who has sub- 
mitted written comments. If a public 
hearing is held, notice of the time 
and place will be published in the 
FEDERAL REGISTER. 

AGENCY: Internal Revenue Service, 
Treasury. 

ACTION: Notice of proposed rule- 
making by cross-reference to tempo- 
rary regulations. 

SUMMARY: *** The Internal Reve- 
nue Service is issuing temporary regu- 
lations relating to the penalty for 
failure to include correct information 
on information returns and payee 
statements. The text of those tempo- 
rary regulations also serves as the 
common document for this notice of 
proposed rulemaking. 

DATES: The regulations are pro- 
posed to be effective January 1, 
1987, as applicable to information 
returns and payee statements the due 
date for which (determined without 
regard to extensions) is after Decem- 
ber 31, 1986. Written comments and 
requests for a public hearing must be 
delivered or mailed by November 9, 
1987. 

ADDRESS: Send comments and re- 
quests for a public hearing to: Com- 
missioner of Internal Revenue, Atten- 
tion: CC:LR: T (LR-142-86), 
Washington, D. C. 20224. 

SUPPLEMENTARY INFORMA- 
TION: 

BACKGROUND 

Temporary regulations *** [Page 
287, this Bulletin] add new 

(301. 6723-1T to Part 301 of Title 26 
of the Code of Federal Regulations. 

COMMENTS AND REQUESTS 
FOR A PUBLIC HEARING 

Before adoption of these proposed 
regulations, consideration will be 
given to any written comments that 
are submitted (preferably nine copies) 
to the Commissioner of Internal Rev- 
enue. All comments will be available 
for public inspection and copying. A 
public hearing will be held upon 
written request to the Commissioner 
by any person who has submitted 
written comments. If a public hearing 
is held, notice of the time and place 
will be published in the FEDERAL 
REGISTER. 

The collection-of-information re- 
quirements contained herein have 
been submitted to the Office of Man- 

agement and Budget (OMB) for re- 
view under section 3504(h) of the 
Paperwork Reduction Act. Com- 
ments on the requirements should be 
sent to the Office of Information and 
Regulatory Affairs of OMB, Atten- 
tion: Desk Officer for Internal Reve- 
nue Service, New Executive Office 
Building, Washington, D. C. 20503. 
The Internal Revenue Service requests 
persons submitting comments to 
OMB to also send copies of the 
comments to the Service. 

Lawrence B. Gibbs, 
Commissioner of 

Internal Revenue. 
(Filed by the Office of the Federal Register on 

September 9, 1987, 8:45 a. m. , and published 
in the issue of the Federal Register for 
September 10, 1987, 52 F. R. 34358) 
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Notice of Proposed Rulemaking 

Limitation on Taxpayer's Basis or 
Inventory Cost in Property Imported 
from Related Persons 

LR-960-86 

AGENCY: Internal Revenue Service, 
Treasury. 

ACTION: Notice of proposed 
rulemaking. 

SUMMARY: This document contains 
proposed regulations relating to the 
limitation on taxpayer's basis or in- 

ventory cost in property imported 
from a related person. This limitation 
was enacted by the Tax Reform Act 
of 1986. The regulations will provide 
guidance to taxpayers who import, 
from a related person, property that 
is subject to a United States customs 
duty upon importation into the 
United States. 

DATES: Written comments and re- 
quests for a public hearing must be 
delivered or mailed by November 2, 
1987. These regulations are proposed 
to be effective with respect to trans- 
actions entered into after March 18, 
1986. 

ADDRESS: Send comments and re- 
quest for a public hearing to: Com- 
missioner of Internal Revenue, At- 
tention: CC:LR: T (INTL-960-86), 
Washington, DC 20224. 

SUPPLEMENTARY 
INFORMATION: 

BACKGROUND 

This document contains proposed 
amendments to the Income Tax Reg- 
ulations (26 CFR Part I). These 
regulations are proposed to be issued 
under the authority contained in sec- 
tion 7805 of the Internal Revenue 
Code of 1986 (68A Stat. 917, 26 
U. S. C. 7805). 

Congress was concerned that the 
potential exists for a United States 
taxpayer that imports property from 
a related person into the United 
States to state a low value for the 
property for purposes of determining 
the amount of any customs duties. 
However, the same taxpayer may 
have an incentive to state a high 
value for the property for purposes 
of determining, under the income tax 
law, its cost basis or inventory cost 
in the property. This latter incentive 

the ascertainment of the customs du- 
ties accruing on the entry of prop- 
erty) becomes final (i. e. , after 90 
days following notice of liquidation 
to the importer, unless a protest is 
filed). If the importer protests the 
initial customs value determination 
before it is finally determined, the 
proposed regulations treat the value 
as finally-determined either when the 
decision of the U. S. Customs Service 
on the importer's protest is not con- 
tested or when a judgment of the 
Court of International Trade be- 
comes final and all of the importer's 
appeal rights are exhausted. The pro- 
posed regulations also provide that a 
taxpayer is bound for income tax 
purposes by a finally-determined cus- 
toms value, even though the customs 
duties are refunded as the result of a 
particular use made of the imported 
merchandise. 

is greater when the property is im- 

ported by the U. S. taxpayer from a 
related person who is not subject to 
U. S. income tax. 

Section 1248 of the Tax Reform 
Act of 1986 [1986-3 C. B. (Vol. I) I, 
501] enacted Code section 1059A to 
prevent a U. S. taxpayer from claim- 
ing a higher value for income tax 
purposes for property imported from 
a related person than the value 
claimed by that U. S. taxpayer for 
purposes of customs duties. 

EXPLANATION OF PROVISION 

The proposed regulations permit 
the finally-determined customs value 
to be increased for tax purposes by 
amounts paid by the U. S. taxpayer 
for: international freight; insurance 
charges; the construction, erection, 
assembly, or maintenance of, or tech- 
nical assistance provided with respect 
to, the property after its importation 
into the United States; the transpor- 
tation of the property after its impor- 
tation; and any other amounts not 
taken into account in determining the 
customs value and which amounts 
are properly included in the cost 
basis or inventory cost of the prop- 
erty. 

Section 1059A was intended by 
Congress to prevent the abuse result- 
ing from a taxpayer's reporting of a 
greater value of imported property 
for income tax purposes than for 
customs purposes. The section does 
not require reduction of the value of 
imported property utilized for income 
tax purposes below the value used 
for customs purposes. However, 
other statutory provisions, such as 
section 482, may be so applied. Ac- 
cordingly, while there are reductions 
that properly reduce the cost basis or 
inventory cost for income tax pur- 
poses that are not taken into account 
when computing customs value (e. g. , 
rebates), the proposed regulations 
provide that these downward adjust- 
ments may only be applied to offset 
upward adjustments permitted by the 
proposed regulations for purposes of 

Section 1059A provides that a U. S. 
taxpayer that imports property into 
the U. S. in a transaction (directly or 
indirectly) from a person or persons 
related to the taxpayer, within the 
meaning of section 482 of the Code, 
may not claim, for purposes of com- 
puting the basis or inventory cost of 
the property, a greater cost than the 
amount of the cost taken into ac- 
count for customs valuation pur- 
poses. However, because the rules for 
determining the value of imported 
property for customs purposes differ 
in some respects from the rules for 
determining cost basis or inventory 
cost for income tax purposes, certain 
adjustments to the customs value are 
required to determine the limitation 
to cost basis or inventory cost for 
income tax purposes. Congress was 
aware of the need for these adjust- 
ments, and the legislative history of 
section 1059A contemplates that the 
Internal Revenue Service will provide 
rules for making necessary adjust- 
ments to the customs value. These 
proposed regulations provide rules 
for adjusting the value utilized for 
customs value so that the customs 
value, as adjusted, will be the limita- 
tion under section 1059A for pur- 
poses of computing the basis or 
inventory cost of property imported 
by a U. S. taxpayer from a related 
person. 

The term "customs value" is de- 
fined in section 1059A(b)(1) as "the 
value taken into account for purposes 
of determining the amount of any 
customs duties or any other duties 
which may be imposed on the impor- 
tation of any property. " The pro- 
posed regulations provide that a tax- 
payer is bound by the finally-de- 
termined customs value and that the 
customs value is finally-determined 
when liquidation of the entry (i. e. , 

1987-2 C. B. 1049 



determining the limitation under sec- 
tion 1059A. Thus, downward adjust- 
ments permitted by the proposed reg- 
ulations that are not taken into 
account for customs purposes may 
not reduce the limitation of section 
1059A below the customs value, prior 
to any adjustments permitted by the 
proposed regulation. 

Under the proposed regulations, 
the following types of property are 
not subject to the section 1059A 
limitation: an item or portion of an 

item not subject to any customs 

duty; items subject only to a user fee 
under 19 U. S. C. sec. 58(c); items or 
portions of items not subject to duty 

because of their American content; 
nondutiable items valued by customs 
solely for statistical purposes; and 
items not subject to a customs duty 

based on value. 
The regulations are proposed to be 

effective with respect to property 
imported by a taxpayer if the entry 
documentation required to be filed to 
obtain the release of the property 
from the custody of the Customs 
Service was filed after March 18, 
1986. 

COMMENTS AND REQUESTS 
FOR A PUBLIC HEARING 

Before adopting these proposed 
regulations, consideration will be 
given to any written comments that 
are submitted (preferably eight cop- 
ies) to the Commissioner of Internal 
Revenue. All comments will be avail- 

able for public inspection and copy- 
ing. A public hearing will be held 

upon written request to the Commis- 
sioner by any person who has sub- 

mitted written comments. If a public 

hearing is held, notice of the time 

and place will be published in the 
FEDERAL REGISTER. 

REGULATORY FLEXIBILITY ACT 
AND EXECUTIVE ORDER 12291 

Although this document is a notice 
of proposed rulemaking which solicits 

public comment, it has been deter- 

mined that the regulations proposed 
herein are interpretative and that the 

notice and public procedure require- 

ments of 5 U. S. C. 553 do not apply. 
Accordingly, these proposed regula- 

tions do not constitute regulations 

subject to the Regulatory Flexibility 

Act (5 U. S. C. chapter 6). 

It has also been determined that 
this proposed rule is not a major rule 

as defined in Executive Order 12291 
and that a regulatory impact analysis 
therefore is not required. 

Proposed amendments to the regula- 
tions 

The proposed amendments to 26 
CFR Part I are as follows: 

INCOME TAX REGULATIONS 

Paragraph 1. The authority cita- 
tion for Part I continues to read in 

part: 
Authority: 26 U. S. C. 7805. 
Par. 2. Section 1. 1059A-1 is added 

immediately after $1. 1055-4, to read 
as follows: 
(1. 1059A-I Limitation on taxpayer's 

basis or inventory cost in property 
imported from related persons. 
(a) General rule. In the case of 

property imported into the United 
States in a transaction (directly or 
indirectly) by a controlled taxpayer 
from another member of a controlled 
group of taxpayers, except for the 
adjustments permitted by paragraph 
(c)(2) of this section, the amount of 
any costs taken into account in com- 
puting the basis or inventory cost of 
the property by the purchasing U. S. 
taxpayer and which costs are also 
taken into account in computing the 
valuation of the property for customs 
purposes may not, for purposes of 
the basis or inventory cost be greater 
than the amount of the costs used in 

computing the customs value. For 
purposes of this section, the terms 
"controlled taxpayer" and "group of 
controlled taxpayers" shall have the 
meaning set forth in $ 1. 482-1(a). 

(b) Definitions — (I ) Import. For 
purposes of this section, the term 
"import" means the filing of the 
entry documentation required by the 
U. S. Customs Service to secure the 
release of imported merchandise from 
custody of the U. S. Customs Service. 

(2) Indirectly. For purposes of this 
section, "indirectly" refers to a 
transaction between a controlled tax- 

payer and another member of the 
controlled group whereby property is 

imported through a person acting as 
an agent of, or otherwise on behalf 
of, either or both related persons, or 
as a middleman or conduit for trans- 

fer of the property between a con- 

trolled taxpayer and another mernb« 
of the controlled group. In the case 
of the importation of property indi- 

rectly, an adjustment shall be permit- 

ted under paragraph (c)(2) of this 

section for a commission or markup 

paid to the person acting as agent, 
middleman, or conduit, only to the 
extent that the commission or 
markup is otherwise properly in- 

cluded in cost basis or inventory 
cost; was actually incurred . by the 
taxpayer and not remitted, directly or 
indirectly, to the taxpayer or related 

party; and there is a substantial busi- 

ness reason for the use of a middle- 

man, agent, or conduit. 

(c) Customs value — (I) Definition. 
For purposes of this section, the term 
"customs value" means the value 
required to be taken into account for 
purposes of determining the amount 
of any customs duties or any other 
duties which may be imposed on the 
importation of any property. Where 
an item or a portion of an item is 

not subject to any customs duty, 
such item or portion of such item 
shall not be subject to the provisions 
of section 1059A or this section. 
Thus, items subject only to a user fee 
under 19 U. S. C. sec. 58(c), items or 
portions of items not subject to duty 
because of their American content 
(item 807. 00, Tariff Schedules of the 
United States, 19 U. S. C. sec. 1202), 
and non-dutiable items that are val- 

ued by customs for statistical pur- 

poses only are not subject to section 
1059A or this section. This section 
imposes no limitation on a claimed 
basis or inventory cost in property 
which is less than the value used to 
compute the customs duty with re- 

spect to the same property. Also, this 
section imposes no limitation on the 
basis or inventory cost of property 
(or portion of property) not subject 
to a customs duty. Section 1059A 
and this section have no application 
to imported property not subject to 
any customs duty based on value, 
including property subject only to a 
per item duty or a duty based on 
volume, becuase there is no customs 
value, within the meaning of this 
paragraph, with respect to such prop- 
erty. 

(2) Adjusttnents to custoins value. 
To the extent not otherwise included 
in customs value, a taxpayer, for 
purposes of determining the limita 
tion on claimed basis or inventory 
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cost of property under this section, 
may increase the customs value of 
imported property by the amounts 
incurred by it and properly included 
in inventory cost for- 

(i) Freight charges, 
(ii) Insurance charges, 
(iii) The construction, erection, 

assembly, or technical assistance 
provided with respect to, the prop- 
erty after its importation into the 
United States, and 

(iv) Any other amounts which 
are not taken into account in de- 
termining the customs value, which 
are not properly includible in cus- 
toms value, and which are appro- 
priately included in the cost basis 
or inventory cost for income tax 
purposes. See II1. 471-11 and sec- 
tion 263A. 

To the extent that an amount attrib- 
utable to an adjustment permitted by 
this section is paid by a controlled 
taxpayer to another member of the 
group of controlled taxpayers, an 
adjustment is permitted under this 
section only to the extent that the 
amount incurred represents an arm' s 

length charge within the meaning of 
51. 482-1(d)(3). 

(3) Offsets to adjustments. To the 
extent that a customs value is ad- 
justed under paragraph (c)(2) of this 
section for purposes of calculating 
the limitation on claimed cost basis 
or inventory cost under this section, 
the amount of the adjustments must 
be offset (reduced) by amounts that 
properly reduce the cost basis of 
inventory and that are not taken into 
account in determining customs 
value, such as rebates and other 
reductions in the price actually in- 
curred, effected between the pur- 
chaser and related seller after the 
date of importation of the property. 

(4) When an item of imported 
property consists of both a dutiable 
portion and a nondutiable American 
content portion and the taxpayer 
claims a basis or inventory cost 
greater than the customs value re- 

ported for the item, the claimed tax 
basis or inventory cost in the dutiable 
portion of the item is limited under 
section 1059A and this section to the 
customs value of the dutiable portion 
under paragraph (c)(1). The claimed 
tax basis or inventory cost in the 
nondutiable portion of the item is 

determined by multiplying the cus- 

toms value of the nondutiable por- 

tion by the percentage by which the 

claimed basis or inventory cost ex- 

ceeds the customs value of the item 

and adding this amount to the cus- 

toms value of the nondutiable por- 
tion of the item. The claimed tax 

basis or inventory cost in the dutiable 
portion is determined by multiplying 
the customs value of the dutiable 
portion by the percentage by which 
the claimed basis or inventory cost 
exceeds the customs value of the item 
and adding this amount (o the cus- 
toms value of the dutiable portion of 
the item. However, the taxpayer may 
not claim a lax basis or inventory 
cost in the dutiable portion greater 
than the customs value of this por- 
tion of the item. 

(5) When an item of imported 
property consists of both a dutiable 
and a nondutiable American content 
portion and the taxpayer establishes 
that the customs value may be in- 
creased by adjustments permitted un- 
der paragraph (c)(2) of this section 
for purposes of the section 1059A 
limitation, the taxpayer's basis or 
inventory cost of the dutiable portion 
of the item is determined by multi- 

plying the customs value of the duti- 
able portion times the percentage that 
the adjustments represent of the total 
customs value of the item and adding 
this amount to the customs value of 
the dutiable portion of the item. The 
taxpayer's basis or inventory cost of 
the nondutiable portion of the item is 
determined in the same manner, The 
amount so determined for the duti- 
able portion of the item is the section 
1059A limitation for this portion of 
the item. 

(6) Neither this section nor section 
1059A limits in any way the author- 
ity of the Commissioner to increase 
or decrease the claimed basis or 
inventory cost under section 482 or 
any other appropriate Code section. 
Neither does this section or section 
1059A permit a taxpayer to adjust 
upward its cost basis or inventory 
cost for property appropriately deter- 
mined under section 482 because such 
basis or inventory cost is less than 
the customs value with respect to 
such property. 

(7) Illustrations. The application of 
this section may be illustrated by the 
following examples: 

Example (l). Corporation X, a United States 
taxpayer, and Y Corporation are members of 
a group of controlled corporations. X pays 

$2, 000 to Y for merchandise imported into the 
United States and an additional $150 for ocean 
freight and insurance. The customs value of 
the shipment is determined to be the amount 
actually paid by X ($2 000) and does not 
include the charges for ocean freight and 
insurance. For purposes of computing the 
limitation on its inventory cost for the mer- 
chandise under section 1059A and this section, 
X is permitted, under paragraph (c)(2) of this 
section, to increase the customs value ($2, 000) 
by amounts it paid for ocean freight and 
insurance charges ($150). Thus, the inventory 
cost claimed by X in the merchandise may not 
exceed $2, 150. 

Example (2). Assume the same facts as in 

Example (1) except that, subsequent to the 
date of importation of the merchandise, Y 
grants to X a rebate of $200 of the purchase 
price. At the time of sale, the rebate was 
contingent upon the volume of merchandise 
ultimately bought by X from Y. The value of 
the merchandise, for customs purposes, is not 
decreased by the rebate paid to X by Y. 
Therefore, the customs value, for customs 
purposes, of the merchandise remains the same 

($2, 000). For purposes of computing its inven- 

tory cost, X was permitted, under paragraph 
(c)(2) of this section, to increase the customs 
value for purposes of section 1059A of $2, 000 
by the amounts it paid for ocean freight and 
insurance charges ($150). However, under 
paragraph (c)(3) of this section, X is required 
to reduce the amount of the customs value by 
the lesser of the amount of the rebate or the 
amount of any positive adjustments to the 
original customs value. The inventory price 
claimed by X may not exceed $2, 000 ($2, 000 
customs value, plus $150 transportation adjust- 
ment, less $150 offsetting rebate adjustment). 
While X's limitation under section 1059A is 

$2, 000, X may not claim a basis or inventory 
cost in the merchandise in excess of $1, 950. 
See I. R. C. (j1012; and t)1. 471-2. 

Example (3). Corporation X, a United States 
taxpayer, and Y Corporation are members of 
a group of controlled corporations. X pays 
$10, 000 to Y for merchandise imported into 
the United States. The merchandise is com- 
posed, in part, of American content. The 
customs value of the merchandise, on which a 
customs duty is imposed, is determined to be 
$8, 000 ($10, 000, the amount declared by X, 
less $2, 000, the value of the American con- 
tent). For income tax purposes, X claims a 
cost basis in the merchandise of $11, 000. None 
of the adjustments permitted by paragraph 
(c)(2) of this section is applicable. For customs 
purposes, the American content represented 20 
percent of the total value of the merchandise. 
Since the cost basis claimed by X for income 
tax purposes represents a 10 percent increase 
over the customs valuation (before reduction 
for American content), the claimed tax basis in 
the dutiable content is considered to be $8, 800 
and in the American content is $2, 200. Since a 
customs duty was imposed only on the duti- 
able content of the merchandise, the limitation 
in section 1059A and this section is applicable 
only to the claimed tax basis in this portion of 
the merchandise. Accordingly, under para- 
graph (a) of this section, X is limited to a cost 
basis of $10, 200 in the merchandise. This 
amount represents a cost basis of $8, 000 in the 
dutiable content and of $2, 200 in the Ameri- 
can content portion of the merchandise. 

Example (4). Assume the same facts as in 
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Example (3) except that X establishes that it is 
entitled to increase its customs value by $1, 000 
in adjustments permitted by paragraph (c)(2) 
of this section. Since the adjustments to 
customs value that X is entitled to under 
paragraph (c)(2) of this section are 10 percent 
of the customs value, for purposes of deter- 
mining the limitation under section 1059A and 
this section, both the dutiable content and the 
American content shall be increased to an 
amount 10 percent greater than the respective 
values determined for customs purposes, or 
$8, 800 for the dutiable content and $2, 200 for 
the American content. Accordingly, under 
paragraph (a) of this section, X is limited to a 
cost basis of $11, 000 in the merchandise. 

Example (5). Corporation X, a United States 
taxpayer, and Y Corporation are members of 
a group of controlled corporations. X pays 
$10, 000 to Y for merchandise imported into 
the United States. The customs value of the 
merchandise, on which a customs duty is 

imposed, is determined to be $10, 000. Subse- 
quent to the date of importation of the 
merchandise, Y grants to X a rebate of $1, 000 
of (he purchase price. The value of the 
merchandise, for customs purposes, is not 
decreased by the rebate paid to X by Y. 
Notwithstanding the fact that X correctly 
reported and paid customs duty on a value of 
$10, 000 and that its limitation on basis or 
inventory cost under this section is $10, 000, X 
may not claim a basis or inventory cost in the 
merchandise in excess of $9, 000. See 1. R. C. 
()1012; and ()1. 47 1-2. 

Example (6j. Corporation X, a United States 
taxpayer, and Y Corporation are members of 
a group of controlled corporations. X pays 
$5, 000 to Y for merchandise imported into the 
United States. The merchandise is not subject 
to a customs duty and is valued by customs 
solely for statistical purposes. Accordingly, 
pursuant to paragraph (c)(1), the merchandise 
is not subject to the provisions of section 
1059A or this section. 

(8) Averaged customs values. To 
the extent substantiated by the tax- 
payer, in the case of a good faith 
overvaluation of one article and a 
good faith undervaluation of a sec- 
ond article for customs purposes, the 
section 1059A limitation on the un- 
dervalued article may be increased by 
the amount of the duty overpaid on 
the overvalued article times a fraction 
the numerator of which is "1" and 
the denominator of which is the rate 
of duty on the undervalued article. 
This subsection applies exclusively to 
property imported in open transac- 
tions in which the actual transaction 
value cannot be determined until af- 
ter duty is paid and the entry is 
liquidated; in these cases, the actual 
transaction value is objectively deter- 
mined after liquidation of the entry 
according to a formula in existence 
at the time of importation (for exam- 
ple, a percentage of future sales 
receipts). This subsection does not 

apply where customs value is cor- 
rectly determined for purposes of 
liquidating the entry and where the 
customs value is subsequently ad- 
justed, for example by a rebate, 
under paragraph (c)(2) of this sec- 
tion. The application of this subsec- 
tion may be illustrated by the follow- 

ing example: 
Corporation X, a United States taxpayer, 

and Y Corporation are members of a group of 
controlled corporations. X purchases Articles 
A and B from Y on consignment and imports 
the Articles into the United States. The pur- 
chase price paid by X will be determined as a 

percentage of the sale prices that X realizes. 
Rather than deferring liquidation for customs 
purposes, X makes good faith estimates of the 
transaction values of Articles A and B and the 
customs duties are paid by X and the entries 
are liquidated. Ultimately, it is determined that 
Article A was undervalued and Article B was 
overvalued by X. The section 1059A limitation 
for Article A is computed as follows: 

Article A Article B 
Finally-determined 

customs value $9 $9 
Transaction value $10 $5 
Duty rate 10oto 1'7o 

Customs duty paid $. 90 $. 09 
Duty overpaid or 

(underpaid) ($. 10) $. 04 

The section 1059A limitation on Article A 
may be increased by the amount of the duty 
overpaid on Article B, $. 04, times 1/. 10. 
Therefore, the section 1059A limitation on 
Article A is $9. 00 plus $. 40, or a total of 
$9. 40. 

(d) Finality of customs value and 
of other determinations of the U. S. 
Customs Service. For purposes of 
section 1059A and this section, a 
taxpayer is bound by the finally- 
determined customs value and by 
every final determination made by 
the U. S. Customs Service, including, 
but not limited to, dutiable value, the 
value attributable to American con- 
tent, and classification of the product 
for purposes of imposing any duty. 
The customs value is considered to 
be finally determined, and all U. S. 
Customs Service determinations are 
considered final, when liquidation of 
the entry becomes final. For this 
purpose, the term "liquidation" 
means the ascertainment of the cus- 
toms duties occurring on the entry of 
the property, and liquidation of the 
entry is considered to become final 
after 90 days following notice of 
liquidation to the importer, unless a 
protest is filed. If the importer files a 
protest, the customs value will be 
considered finally determined and all 

other U. S. Customs Service determi- 
nations will be considered final either 

when a decision by the Customs 
Service on the protest is not con- 
tested after expiration of the pertod 
allowed to contest the decision 
when a judgment of the Court 
International Trade becomes final. 
For purposes of this section, any 
adjustments to the customs 
resulting from a petition under 19 
U. S. C. section 1516 (requests by in- 
terested parties unrelated to the im- 

porter for redetermination of the 
appraised value, classification, or the 
rate of duty imposed on imported 
merchandise) or reliquidation under 
19 U. S. C. section 1521 (reliquidation 
by the Customs Service upon a find- 

ing that fraud was involved in the 
original liquidation) will not be taken 
into account. However, reliquidation 
under 19 U. S. C. section 1501 (volun- 
tary reliquidation by the Customs 
Service within 90 days of the original 
liquidation to correct errors in ap- 
praisement, classification, or any ele- 
ment entering into a liquidation or 
reliquidation) will be taken into ac- 
count in the same manner as, and 
take the place of, the original liqui- 
dation in determining customs value. 

(e) Drawbacks. For purposes of 
this section, a drawback, that is, a 
refund or remission (in whole or in 
part) of a customs duty because of a 
particular use made (or to be made) 
of the property on which the duty 
was assessed or collected, shall not 
affect the determination of the cus- 
toms value of the property. 

(f) Effective date. Property im- 
ported by a taxpayer is subject to 
section 1059A and this section if the 
entry documentation required to be 
filed to obtain the release of the 
property from the custody of the 
United States Customs Service was 
filed after March 18, 1986. Section 
1059A and this section will not apply 
to imported property where the entry 
documentation is filed prior to Sep- 
tember 3, 1987, the importation was 
liquidated upon payment of a cus- 
toms duty based on the importer's 
good faith estimate of the transaction 
value of the property because the 
imported property was imported in 
an open transaction whereby the 
importer's purchase price was deter- 
mined, according to an objective for- 
mula in existence at the time of 
importation, by events occurring sub- 
sequent to the entry, and which esti- 
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mated value proves to be lower than 
the actual transaction value. 

LAWRENCE B. GIBBS, 
Commissioner of 

Internal Revenue. 

(Filed by the Office of the Federal Register on 
September 2, 1987, 8:45 a. m. , and published 
in the issue of the Federal Register for 
September 3, 1987, 52 F. R. 33427) 

Notice of Proposed Rulemaking 
Allocation of Interest Expense 
Among Expenditures 

LR-10-87 

AGENCY: Internal Revenue Service, 
Treasury. 

ACTION: Notice of proposed rule- 
making by cross-reference to tempo- 
rary regulations. 

SUMMARY: *** [page 47, this Bul- 
letin], the Internal Revenue Service is 
issuing temporary regulations relating 
to the allocation of interest expense 
among expenditures. The text of 
those temporary regulations also 
serves as the comment document for 
this proposed rulemaking. 

DATE: The amendments to the regu- 
lations are proposed to be effective 
with respect to interest expense paid 
or accrued in taxable years beginning 
after December 31, 1986. Written 
comments and requests for a public 
hearing must be delivered or mailed 
by August 31, 1987. 

ADDRESS: Send comments and re- 
quests for a public hearing to: Com- 
missioner of Internal Revenue, At- 
tention: CC:LR: T (LR 10-87), 
Washington, D. C. 20224. 

SUPPLEMENTARY 
INFORMATION: 

BACKGROUND 

The temporary regulations (desig- 
nated by a T following the section 
citation)***amend the Income Tax 
Regulations (26 CFR Part 1) to pro- 
vide rules relating to the allocation of 
interest expense for purposes of ap- 
plying the limitations on passive ac- 
tivity losses and credits, investment 
interest, and personal interest. The 
temporary regulations reflect the 
amendment of the Internal Revenue 

Code of 1986 by sections 501 and 
511 of the Act (100 Stat. 2233 and 
2244) [Pub. L. 99-514, 1986-3 C. B. , 
(Vol. 1) 150, 161], which added sec- 

tions 469 (relating to the limitation on 
passive activity losses and credits) 
and 163(h) (relating to the disallow- 
ance of deductions for personal inter- 

est) and amended section 163(d) (re- 
lating to the limitation on investment 
interest). This document proposes to 
adopt the temporary regulations as 
final regulations. Accordingly, the 
text of the temporary regulations 
serves as the comment document for 
this notice of proposed rulemaking. 
In addition, the preamble to the 
temporary regulations explains the 
proposed and temporary rules. 

For the text of the temporary regu- 
lations, see (T. D. 8145) *** [page 47, 
this Bulletin]. 

SPECIAL ANALYSES 

The Commissioner of Internal Rev- 
enue has determined that this pro- 
posed rule is not a major rule as 
defined in Executive Order 12291 and 
that a regulatory impact analysis is 
not required. Although this document 
is a notice of proposed rulemaking 
that solicits public comments, the 
Internal Revenue Service has con- 
cluded that the proposed regulations 
are interpretative and that the notice 
and public procedure requirements of 
5 U. S. C. 553 do not apply. Accord- 
ingly, these proposed regulations are 
not subject to the Regulatory Flexi- 
bility Act (5 U. S. C. chapter 6). 

COMMENTS AND REQUESTS 
FOR A PUBLIC HEARING 

Before these proposed regulations 
are adopted, consideration will be 
given to any written comments that 
are submitted (preferably eight cop- 
ies) to the Commissioner of Internal 
Revenue. All comments will be avail- 
able for public inspection and copy- 
ing. A public hearing will be held 
upon written request to the Commis- 
sioner by any person who submitted 
comments. If a public hearing is 
held, notice of the time and place 
will be published in the FEDERAL 
REGISTER. 

The collection of information re- 
quirements contained herein have 
been submitted to the Office of Man- 
agement and Budget (OMB) for re- 
view under section 3504(h) of the 
Paperwork Reduction Act. Com- 

ments on the requirements should be 
sent to the Office of Information and 
Regulatory Affairs of OMB, At- 
tention: Desk Officer for Internal 
Revenue Service, New Executive Of- 
fice Building, Washington, D. C. 
20503. The Internal Revenue Service 
requests that persons submitting com- 
ments to OMB also send copies of 
the comments to the Service. 

LAWRENCE B. GIBBS, 
Commissioner of 

Internal Revenue 
(Filed by the Office of the Federal Register on 

July 1, 1987, at 8:45 a. m. , and published in 

the issue of the Federal Register for July 2, 
1987, 52 F. R. 25036) 

Notice of Proposed Rulemaking 
Excise Taxes; Reduction of Heavy 
Vehicle Use Tax for Foreign-Based 
Vehicles 

LR-33-87 

AGENCY: Internal Revenue Service, 
Treasury. 

ACTION: Notice of proposed rule- 
making by cross-reference to tempo- 
rary regulations. 

SUMMARY: In '** [T. D. 8159, 
page 262, this Bulletin] the Internal 
Revenue Service is issuing temporary 
regulations relating to the imposition 
of the heavy vehicle use tax on 
foreign-based highway motor vehi- 
cles. The temporary regulations also 
serve as the text for this Notice of 
Proposed Rulemaking. 

DATE: Wri! ten comments and re- 
quests for a public hearing must be 
delivered or mailed November 3, 
1987. 

ADDRESS: Send comments and re- 
quests for a public hearing to: Com- 
missioner of Internal Revenue, 1111 
Constitution Avenue, NW. , Atten- 
tion: CC:LR:T (LR-33-87), Washing- 
ton, DC 20224. 

SUPPLEMENTARY 
INFORMATION: 

BACKGROUND 

The temporary regulations in the 
Rules and Regulations portion of this 
issue of the Federal Register amend 
Part 41 of Title 26 of the Code of 
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Federal Regulations. The final regula- 
tions which are proposed to be based 
on the temporary regulations would 
amend Part 41 of Title 26 of the 
Code of Federal Regulations. The 
regulations provide rules relating to 
the imposition of the heavy vehicle 
use tax on foreign-based vehicles un- 
der section 4481 of the Internal Reve- 
nue Code of 1986 (Code), as 
amended by section 507 of the High- 
way Revenue Act of 1987 (Title V of 
the Surface Transportation and Uni- 
form Relocation Assistance Act of 
1987) (Pub. L. 10017, 101 Stat. 260). 
For the text of the temporary regula- 
tions see T. D. 8159 *** [page 262, 
this Bulletin]. The preamble for the 
temporary regulations provides a dis- 
cussion of the rules. 

SPECIAL ANALYSIS 

The Commissioner of Internal Rev- 
enue has determined that this pro- 
posed rule is not a major rule as 
defined in Executive Order 12291 and 
that a Regulatory Impact Analysis is 
therefore not required. Although this 
documeht is a notice of proposed 
rulemaking that solicits public com- 
ments, the Internal Revenue Service 
has concluded that the notice and 
public procedure requirements of 5 

U. S. C. 553 do not apply. Accord- 
ingly, these regulations do not consti- 
tute regulations subject to the Regu- 
latory Flexibility Act (5 U. S. C. 
chapter 6). 

COMMENTS AND REQUESTS 
FOR A PUBLIC HEARING 

Before adopting these proposed 
regulations, consideration will be 
given to any written comments that 
are submitted (preferably eight cop- 
ies) to the Commissioner of Internal 
Revenue. All comments will be avail- 
able for public inspection and copy- 
ing. A public hearing will be held 
upon written request to the Commis- 
sioner by any person who has sub- 
mitted written comments. If a public 
hearing is held, notice of the time 
and place will be published in the 
Federal Register. 

The collection of information re- 

quirements contained in this notice of 
proposed rulemaking have been sub- 
mitted to the Office of Management 
and Budget (OMB) for review under 
section 3504(h) of the Paperwork 
Reduction Act. Comments on these 

requirements should be sent to the 
Office of Information and Regula- 
tory Affairs of the Office of Infor- 
mation and Regulatory Affairs of 
OMB, Attention: Desk Office for 
Internal Revenue Service, New Exec- 
utive Office Building, Washington, 
DC 20503. The Internal Revenue Ser- 
vice request that persons submitting 
comments on these requirements to 
OMB also send copies of those com- 
ments to the Service. 

LIST OF SUBJECTS IN 26 CFR 
PART 41 

Excise taxes, Motor vehicles. 

Lawrence B. Gibbs, 
Commissioner of 

Internal Revenue. 
(Filed by the Office of the Federal Register on 

September 3, 1987, 8:45 a. m. , and published 
in the issue of The Federal Register for 
September 4, l987, 52 F. R. 33602) 

Notice of Proposed Rulemaking 

Capitalization and Inclusion in 
Inventory of Certain Costs; 
Practical Capacity 

LR-37-87 

AGENCY: Internal Revenue Service, 
Treasury. 

ACTION: Notice of proposed 
rulemaking by cross-reference to tem- 
porary regulations. 

SUMMARY: *** (T)he Internal Rev- 
enue Service is issuing temporary 
regulations relating to accounting for 
production costs incurred in produc- 
ing property and acquiring property 
for resale. Changes to the applicable 
tax law were made by the Tax Re- 
form Act of 1986. The text of those 
temporary regulations also serves as 
the comment document for this pro- 
posed rulemaking. 

DATES: Written comments and re- 
quests for a public hearing must be 
delivered by October 6, 1987. In 
general, the amendments are pro- 
posed to be effective for costs in- 
curred after December 31, 1986, or, 
in the case of inventories, for taxable 
years beginning after December 31, 
1986. 

ADDRESS: Send comments and re- 
quests for public hearing to: Com- 

missioner of Internal Revenue, At- 
tention: CC:LR: T (LR-37-87) 
Washington, D. C. 20224. 

SUPPLEMENTARY 
INFORMATION: 

BACKGROUND 

The temporary regulations (desig- 
nated by a "T" following the section 
citation) *** [page 70, this Bulletin] 
amend Part I of Title 26 of the Code 
of Federal Regulations. These amend- 
ments are proposed to conform the 
regulations to the requirements of 
section 803 of the Tax Reform Act 
of 1986 (Pub. L. 99-514) [1986-3 
C. B. (Vol. I) I], 100 Stat. 2085. For 
the text of the temporary regulations, 
see FR Doc. (T. D. 8148) *** [page 
70, this Bulletin. ] The preamble to 
the temporary regulations provides a 
discussion of the rules. The final 
regulations, which this document pro- 
poses to base on those temporary 
regulations, would amend Part I of 
Title 26 of the Code of Federal Regu- 
lations. 

SPECIAL ANALYSES 

The Commissioner of Internal Rev- 
enue has determined that this pro- 
posed rule is not a major rule as 
defined in Executive Order 12291. 
Accordingly, a Regulatory Impact 
Analysis is not required. Although 
this document is a notice of proposed 
rulemaking that solicits public com- 
ments, the Internal Revenue service 
has concluded that the regulations 
proposed herein are interpretative 
and that the notice and public proce- 
dure requirements of 5 U. S. C. 553 
do not apply. Accordingly, a regula- 
tory flexibility analysis is not re- 
quired under the Regulatory Flexibil- 
ity Act (5 U. S. C. chapter 6). 

COMMENTS AND REQUESTS 
FOR A PUBLIC HEARING 

Before adopting these proposed 
regulations, consideration will be 
given to any written comments that 
are submitted (preferably eight cop- 
ies) to the Commissioner of Internal 
Revenue. All comments will be avail- 
able for public inspection and copy- 
ing. A public hearing will be held 
upon written request to the Commis- 
sioner by any person who has sub- 
mitted comments. If a public hearing 
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is held, notice of the time and place 
be published in the FEDERAL 

REGISTER. 

Lawrence B. Gibbs, 
Commissioner of 

In ternal Revenue. 
(Filed by the Office of the Federal Register on 

August 4, 1987, at 3:29 p. m. , and published 
in the issue of the Federal Register on 
August 7, 1987, 52 F. R. 29391) 

Notice of Proposed Rulemaking 

Low-income Housing Credit for 
Federally-Assisted Buildings 

LR-62-87 

AGENCY: Internal Revenue Service, 
Treasury. 

ACTION: Notice of proposed rule- 
making by cross reference to tempo- 
rary regulations. 

SUMMARY: '*' [page 24, this Bul- 
letin], the Internal Revenue Service is 
issuing temporary regulations relating 
to the low-income housing credit for 
certain Federally-assisted buildings 
under section 42 of the Internal Rev- 
enue Code of 1986, as enacted by the 
Tax Reform Act of 1986 (Pub. L. 
99-514) [1983-3 C. B. (Vol. 1) 1]. 
The text of those temporary regula- 
tions also serves as the comment 
document for this notice of proposed 
rulemaking. 

DATES: Written comments and re- 
quests for a public hearing must be 
delivered or mailed by January 4, 
1988. In general, the regulations are 
proposed to be effective for buildings 
placed in service by a taxpayer after 
December 31, 1986. 

ADDRESS: Send comments and re- 
quests for a public hearing to: Com- 
missioner of Internal Revenue, Atten- 
tion: CC:LR: T (LR-62-87), 1111 
Constitution Avenue N. W. , Washing- 
ton, DC 20224. 

SUPPLEMENTARY 
INFORMATION: 

BACKGROUND 

The temporary regulations 
[page 24, this Bulletin] amend 26 

Parts I and 602. The temporary 
regulations add new $1. 42-2T to Part 
1 of Title 26 of the Code of Federal 
Regulations. The final regulations, 
which this document proposes to be 
based on those temporary regula- 
tions, would amend 26 CFR Parts 1 

and 602 and would add new $1. 42-2 
to Part 1 of Title 26 of the Code of 
Federal Regulations. For the text of 
the temporary regulations, *** see 

T. D. 8162) *** [page 24, this Bulle- 

tin]. The preamble to the temporary 
regulations explains the additions to 
the Income Tax Regulations. 

The proposed regulations provided 
needed guidance regarding the provi- 
sions of section 42(d)(6), as enacted 
by section 252 of the Tax Reform 
Act of 1986. Section 42(d)(6) pro- 
vides rules for the low-income hous- 

ing credit allowable for certain 
Federally-assisted buildings acquired 
during the 10-year period described 
in section 42(d)(2)(B)(ii). 

SPECIAL ANALYSES 

The Commissioner of Internal Rev- 
enue has determined that this pro- 
posed rule is not a major rule as 
defined in Executive Order 12291 and 
that a regulatory impact analysis 
therefore is not required. 

Although this document is a notice 
of proposed rulemaking that solicits 
public comment, the Internal Reve- 
nue Service has concluded that the 
regulations proposed herein are inter- 
pretative and that the notice and 
public procedure requirements of 5 

U. S. C. 553 do not apply. Accord- 
ingly, this proposed regulation does 
not constitute a regulation subject to 
the Regulatory Flexibility Act (5 
U. S. C. chapter 6). 

COMMENTS AND REQUESTS 
FOR A PUBLIC HEARING 

Before adoption of these proposed 
regulations, consideration will be 
given to any written comments that 
are submitted (preferably eight cop- 
ies) to the Commissioner of Internal 
Revenue. Comments are encouraged 
both with respect to the matters 
addressed in these proposed regula- 
tions and any other issues arising 
under section 42 with respect to 
which guidance is needed. All com- 
ments will be available for public 
inspection and copying. A public 
hearing will be held upon writ ten 
request to the Commissioner by any 

person who has submitted written 
comments. I f a public hearing is 
held, notice of the time and place 
will be published in the Federal Reg- 
ister. The collection of information 
requirements contained herein have 
been submitted to the Office of Man- 
agement and Budget (OMB) for re- 
view under section 3504(h) of the 
Paperwork Reduction Act. 

Comments on the requirements 
should be sent to the Office of 
Information and Regulatory Affairs 
of OMB, Attention: Desk Officer for 
Internal Revenue Service, New Exec- 
utive Office Building, Washington, 
DC 20503. The Internal Revenue Ser- 
vice requests persons submitting com- 
ments to OMB to also send copies of 
the comments to the Service. 

Lawrence B. Gibbs, 
Commissioner of 

Infernal Revenue. 

(Filed by the Office of the Federal Register on 
October 30, 1987, at 9:56 a. m. , and pub- 
lished in the issue of the Federal Register for 
November 3, 1987, 52 F. R. 42116) 

Notice of Proposed Rulemaking 

Deposits of Estimated Tax 
Payments of Certain Trusts and 
Estates 

LR-81-87 

AGENCY: Internal Revenue Service, 
Treasury. 

ACTION: Notice of proposed rule- 
making. 

SUMMARY: This document contains 
a proposed regulatory amendment 
that would require certain banks and 
financial institutions to deposit esti- 
mated income tax payments with re- 
spect to taxable trusts and estates for 
which they act as fiduciaries through 
the Federal Tax Deposit (FTD) sys- 
tem instead of forwarding them to an 
Internal Revenue Service Center. The 
amendment would affect certain fi- 
nancial institutions which are author- 
ized depositaries for Federal taxes 
and which act as fiduciaries for at 
least 50 taxable trusts or estates. 

DATES: Written comments and re- 
quests for a public hearing must be 
delivered or mailed by January 4, 
1988. The amendments are proposed 
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to be effective for taxable years be- 
ginning after December 31, 1987. 

ADDRESS: Send comments and re- 
quests for a public hearing to: Com- 
missioner of Internal Revenue, Atten- 
tion: CC:LR: T (LR-81-87), 1111 
Constitution Avenue, N. W. , Wash- 
ington, D. C. 20224. 

SUPPLEMENTARY 
INFORMATION: 

BACKGROUND 

This document contains a proposed 
amendment to the Income Tax Regu- 
lations under section 6302(c) of the 
Internal Revenue Code of 1986 relat- 
ing to deposits of certain quarterly 
estimated income tax payments re- 
quired to be made by estates and 
trusts under section 6654(1) of the 
Internal Revenue Code of 1986. The 
amendment is proposed to be issued 
under the authority of sections 
6302(c) and 7805 of the Internal 
Revenue Code of 1986. 

EXPLANATION OF P ROVISIONS 

The proposed amendment would, 
if promulgated as a Treasury deci- 
sion, require certain banks and finan- 
cial institutions to deposit through 
the Federal Tax Deposit (FTD) sys- 
tem the quarterly estimated income 
tax payments relating to certain tax- 
able estates and trusts for which such 
institutions act as fiduciaries, instead 
of delivering the payments to an 
Internal Revenue Service Center as is 
presently required. 

The requirement that quarterly esti- 
mated income tax payments be made 
for certain trusts and estates was 
enacted in section 1404(a) of the Tax 
Reform Act of 1986. The Service had 
required all estimated tax payments 
for the 1987 taxable year with respect 
to trusts and estates to be delivered 
to an Internal Revenue Service Cen- 
ter along with a Form 1041-ES esti- 
mated tax voucher. The Service has 
experienced administrative difficulties 
in processing a single payment from 
fiduciaries in payment of estimated 
tax with respect to a large number of 
trusts and estates administered by 
such fiduciaries. The proposed 
amendment would help resolve these 
difficulties by requiring certain finan- 
cial institutions to pay estimated tax 
with respect to estates and trusts for 
which they act as fiduciaries through 
the FTD system and to make mag- 

netic tape reports of such payments 
in accordance with a revenue proce- 
dure to be published. The institutions 
subject to this requirement would be 
those which have Treasury Tax & 
Loan (TT&L) accounts for deposited 
Federal taxes and which administer at 
least 50 trusts or estates required to 
make estimated tax payments during 
the current calendar year. 

Other fiduciaries which do not 
have TT&L accounts and which wish 
to make a single estimated tax pay- 
ment with respect to a large number 
of trusts and estates for which they 
act as fiduciaries will be permitted to 
elect to make such payments through 
the FTD system in accordance with 
the procedures to be established in 
the above-mentioned revenue proce- 
dure. 

SPECIAL ANALYSES 
The Commissioner of Internal Rev- 

enue has determined that this pro- 
posed rule is not a major rule as 
defined in Executive Order 12291 and 
that a regulatory impact analysis 
therefore is not required. It has been 
certified that this rule will not have a 
significant impact on a substantial 
number of small entities because the 
proposed regulations would be appli- 
cable only to financial institutions 
which administer a large number of 
trusts and estates actually required to 
make estimated tax payments. A reg- 
ulatory flexibility analysis, therefore, 
is not required under the Regulatory 
Flexibility Act (5 U. S. C. chapter 6). 

PAPERWORK REDUCTION ACT 

The collection of information re- 
quirements contained in this regula- 
tion have been submitted to the Of- 
fice of Management and Budget 
(OMB) for review under section 3504 
(h) of the Paperwork Reduction Act 
of 1980. Comments on these require- 
ments should be sent to the Office of 
Information and Regulatory Affairs 
of OMB, Attention: Desk Officer for 
Internal Revenue Service, New Exec- 
utive Office Building, Washington, 
D. C. 20503. The Internal Revenue 
Service requests that persons submit- 
ting comments on the requirements 
to OMB also send copies of those 
comments to the Service. 

COMMENTS AND REQUESTS 
FOR A PUBLIC HEARING 

Before the adoption of these pro- 
posed regulations, consideration will 

be given to any written comments 
that are submitted (preferably eigh 
copies) to the Commissioner of Intel- 
nal Revenue. All comments will be 
available for public inspection and 
copying. A public hearing will be 
held upon written request to the 
Commissioner by any person who 
has submitted written comments. If a 
public hearing is held, notice of the 
time and place will be published in 
the FEDERAL REGISTER. 

Proposed Amendments to the 
regulations 

The proposed amendments to 26 
CFR Parts I and 602 are as follows: 

INCOME TAX REGULATIONS 
(26 CFR Part 1) 

Paragraph 1. The authority for 
Pan I is amended by adding the 
following citation: 

Authority: 26 U. S. C. 7805. 
***Section 1. 6302-3 also issued under 
26 U. S. C. 6302(c). *"'* 

Par. 2. A new $1. 6302-3 is added 
immediately following (1. 6302-2 to 
read as follows: 
(1. 6302-3 Use of Government depos- 

itaries in connection with estimated 
taxes of certain estates and trusts. 
(a) Requirement. A bank or other 

financial institution described in 
paragraph (b) of this section shall 
deposit in its Treasury Tax & Loan 
account described in 31 CFR 203 or 
with a Federal Reserve bank all pay- 
ments of estimated tax required to be 
paid for taxable years beginning after 
December 31, 1987, under section 
6654(1) with respect to estates and 
trusts for which such institution acts 
as a fiduciary on or before the date 
otherwise prescribed for paying such 
tax. 

(b) Banks and financial institutions 
subject to this requirement. The re- 
quirement of paragraph (a) of this 
section applies to banks and other 
financial institutions described in sec- 
tions 581 and 591 which have been 
designated as authorized Federal tax 
depositaries described in section 
6302(c) and which act as fiduciaries 
for at least 50 trusts or estates to 
which section 6654(1) applies that 
during the calendar year are required 
to make installment payments of esti- 
mated tax with respect to such trusts 
or estates. 
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(c) Cross-references. For provisions 
relating to the procedures for depos- 
lttng the estimated tax payments de- 
scribed in paragraph (a) of this sec- 
tion and for reporting such deposits 
on magnetic tape, see the applicable 
revenue procedure. For provisions re- 
lating to the penalty for failure to 
make a deposit within the prescribed 
time, see II301. 6656-1 of this chapter 
(Regulations on Procedure and Ad- 
ministration). 

OMB CONTROL NUMBERS 
UNDER THE PAPERWORK 

REDUCTION ACT 
(26 CFR Part 602) 

Par. 3. The authority citation for 
Part 602 continues to read as fol- 
lows: 

Authority: 26 U. S. C. 7805. 
Par. 4. Section 602. 101(c) is 

amended by inserting in the appropri- 
ate place in the table "$1. 6302-3 
. . . . 1545-0971". 

Lawrence B. Gibbs, 
Commissioner of 

Internal Revenue. 

(Filed by the Office of the Federal Register on 
November 13, 1987, 12:56 p. m. , and pub- 
lished in the issue of the Federal Register for 
November 18, 1987, 52 F. R. 44139) 

TITLE 26 — INTERNAL REVENUE. — 
CHAPTER 1, SUBCHAPTER H, 
PART 601. — STATEMENT OF 
PROCEDURAL RULES 

NOTICE OF PROPOSED 
RULEMAKING 

AGENCY: Internal Revenue Service, 
Treasury. 

ACTION: Notice of proposed rule- 
making to the Statement of Proce- 
dural Rules. 

SUMMARY: This document contains 
proposed regulations, amending the 
Statement of Procedural Rules 
(SPR). The SPR sets forth the proce- 
dural rules of the Internal Revenue 
Service for all taxes administered by 
the Service as well as certain rules 

that apply to the Bureau of Alcohol, 
Tobacco and Firearms. These amend- 
ments update the SPR and make 
certain changes in the Service's pro- 
cedure, including changes necessitated 

by recent legislation, to conform to 
changes in corresponding Department 
of the Treasury regulations, and to 
update organizational titles and ad- 
dresses. 

DATES: Written comments must be 
delivered or mailed by August 6, 
1987. These regulations are proposed 
to be effective 30 days after publica- 
tion of the final regulations. 

ADDRESS: Send comments to: 
Commissioner of Internal Revenue, 
Attention: CC:D, Washington, D. C. 
20224. 

SUPPLEMENTARY 
INFORMATION: 

BACKGROUND 

This document contains proposed 
regulations to amend the SPR (26 
CFR 601. 702), issued under the au- 
thority contained in 5 USC 301 and 
552. The principal amendments up- 
date the SPR to reflect changes in 
the fee and fee waiver provisions of 
the Freedom of Information Act, as 
enacted by the Freedom of Informa- 
tion Reform Act of 1986 (Pub. L. 
99-570). Some amendments update 
the SPR to reflect changes in nomen- 
clature and to eliminate references to 
a particular gender. The Disclosure 
Operations Division is now the Office 
of Disclosure. The Civil Service 
Commission is now the Special 
Counsel. The Director, Foreign Oper- 
ations District, is now the Assistant 
Commissioner (International). The 
SPR is also updated to reflect 
changes of addresses to be contacted 
for Freedom of Information requests. 
The other amendments are described 
in the order of the sections of the 
SPR being amended. 

An editorial amendment is made to 
paragraphs (a)(1), (b)(1), and (c)(1) 
to change ''paragraph (b) of 
601. 701" to "paragraph (b)(1) of 
601. 701. " 

An amendment is made to para- 
graphs (a)(1) and (c)(3)(v) to change 
"Internal Revenue Code of 1954" to 
"Internal Revenue Code of 1986. " 

Paragraph (b)(2), relating to dele- 
tion of identifying details, is 
amended to substitute section 6103 of 
the Internal Revenue Code as a statu- 
tory provision for disclosure in lieu 
of section 7213. 

Paragraph (c)(2), relating to re- 
quests for records not in control of 
the Internal Revenue Service, is 
amended to conform to correspond- 
ing Department of the Treasury regu- 
lations. 

Paragraph (c)(4) is amended to 
conform to IRC 6103(e)(1)(D) of the 
Internal Revenue Code; to enable the 
president or chief executive officer of 
a corporation to gain access to 
records without supplying additional 
proof of authority; to enable other 
officers or employees of a corpora- 
tion to gain access to records with an 
appropriate certification of authority; 
to enable other persons to gain access 
to records with a board of directors' 
resolution of authority. 

Paragraph (c)(11) is amended to 
eliminate the reference to 5 USC 
522(a)(4)(D), relating to expedited ju- 
dicial proceedings under the Freedom 
of Information Act, which was elimi- 
nated by the Federal Courts Civil 
Priorities Act (Pub. L. 98-620) in 
1984. 

Paragraph (c)(12) is redesignated 
(c)(13); and new paragraph (c)(2) is 
inserted to conform to corresponding 
Department of the Treasury regula- 
tions. 

Paragraphs (d)(1), (3), and (4) are 
amended to reflect the requirement 
for a written request prior to public 
inspection of tax returns, return in- 
formation and applications for tax 
exempt status, and to update certain 
cross references. 

Paragraph (d)(2) is amended to 
clarify the records relating to seizure 
and sale of real estate that are open 
to public inspection. 

Paragraph (d)(5) is redesignated 
(d)(8) and is amended to conform to 
IRC 6103(k)(1), which authorizes full 
disclosure of accepted offers in com- 
promise, notwithstanding the confi- 
dentiality requirements of 18 USC 
1905, relating to trade secrets, pro- 
cesses, operations, style of work, etc. 

Paragraph (d)(8) is redesignated 
(d)(5) and to update certain cross 
references. 

Paragraph (Q is amended to reflect 
changes necessitated by the Freedom 
of Information Reform Act (Pub. L. 
99-570). Other changes and additions 
necessitated by the Freedom of Infor- 
mation Reform Act may be found in 
paragraphs (c)(3)(viii)and (ix); 
(c)(5)(i), (c)(6), and (c)(7)(ii). 
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Paragraph (g) is amended to re- 
flect changes in nomenclature and 
addresses and to clarify that Regional 
and District Counsel records are un- 
der the jurisdiction of the Regional 
Commissioner and District Director, 
respectively. 

SPECIAL ANALYSES 

The Commissioner of Internal Rev- 
enue has determined that this rule is 
not a major rule as defined in Execu- 
tive Order 12291 and that a Regula- 
tory Impact Analysis is therefore not 
required. Although procedural rules 
do not normally require notices of 
proposed rulemaking pursuant to 5 
USC 553, the Freedom of Informa- 
tion Reform Act required agencies to 
promulgate these regulations pursu- 
ant to notice and comment. 

Adoption of A mendments to 
Statement of Procedural Rules 

Accordingly, 26 CFR 601 is 
amended as follows: 

Paragraph 1. The authority for 
Part 601 is amended by adding the 
following citation: 

Authority: 5 U. S. C. 301 and 552. 
Par. 2. Section 601. 702(a)(1) is 

amended as follows: 
1. In the first sentence, the lan- 

guage "paragraph (b) of f1601. 701" is 
removed and the language "para- 
graph (b)(1) of $601. 701" is added in 
its place. 

2. In the flush material immedi- 
ately following (v), the language "In- 
ternal Revenue Code of 1954" is 
removed and the language "internal 
Revenue Code of 1986" is added in 
its place. 

Par. 3. Section 601. 702(b)(1) is 
amended by removing from the first 
sentence the language "paragraph (b) 
of $601. 702" and adding the lan- 
guage ''paragraph (b)(1) of 
$601. 702" in its place. 

Par. 4. Section 601. 702(b)(2) is 
amended by removing from the last 
sentence the language "7213, dealing 
with disclosure of information ob- 
tained from members of the public. " 
and adding the language "6103 of 
the Internal Revenue Code. " in its 
place. 

Par. 5. Section 601. 702(b)(3) is 
amended as follows: 

1. (ii) is revised to read as set 
forth below. 

2. In (iii), the language "para- 
graph (f)(4)" is removed and the 
language "paragraph (f)(5)(iii)" is 
added in its place. 

3. The first sentence of (iv) is 
revised to read as set forth below. 

(3) Public reading rooms — (i) In 
general. *** 

(ii) Addresses of public reading 
rooms. The addresses of the reading 
rooms are as follows: 

NATIONAL OFFICE 

Mailing address: Freedom of Infor- 
mation Reading Room, Internal Rev- 
enue Service, 1111 Constitution Ave- 
nue, N. W. , Washington, D. C. 20224. 

Location: same as mailing address. 

NORTH ATLANTIC REGION 

Mailing address: Freedom of Infor- 
mation Reading Room, Internal Rev- 
enue Service, 120 Church Street, 11th 
Floor, New York, New York 10007. 

Location: same as mailing address. 

MID-ATLANTIC REGION 

Mailing address: Freedom of Infor- 
mation Reading Room, Internal Rev- 
enue Service, 600 Arch Street, Phila- 
delphia, Pa. 19105. 

Location: same as mailing address. 

SOUTHEAST REGION 

Mailing address: Freedom of Infor- 
mation Reading Room, Internal Rev- 
enue Service, 275 Peachtree Street, 
N E. , Room 342, Atlanta, Ga. 
30043. 

Location: same as mailing address. 

MIDWEST REGION 

Mailing address: Freedom of Infor- 
mation Reading Room, Internal Rev- 
enue Service, 230 Dearborn Street, 
Room 1980, Chicago, Ill. 60604. 
Location: same as mailing address. 

CENTRAL REGION 

Mailing address: Freedom of Infor- 
mation Reading Room, Internal Rev- 
enue Service, 201 W. Fourth Street, 
Covington, Ky. 41019. 
Location: same as mailing address. 

SOUTHWEST REGION 

Mailing address: Freedom of 
mation Reading Room, Internal «v- 
enue Service, 1100 Commerce Street 
Room 11B15, Dallas, Texas 75242. 
Location: same as mailing address. 

WESTERN REGION 

Mailing address: Freedom of Infor- 
mation Reading Room, Internal Rev- 
enue Service, 450 Golden Gate Ave- 
nue, Room 2307, San Francisco, Ca. 
94102. 
Location: same as mailing address. 

(iv) Inability to use public reading 
rooms. If persons are unable or 
unwilling to visit a reading room in 
person but wish to inspect identifi- 
able reading room material, they may 
request permission to inspect such 
material at any office of the Internal 
Revenue Service. *** 

Par. 6 Section 601. 702(c)(1) is 
amended by removing from the first 
sentence the language "paragraph (b) 
of $601. 701" and adding the lan- 
guage ''paragraph (b)(1) of 
$601. 701" in its place. 

Par. 7. Section 601. 702(c)(2) is 
amended as follows: 

1. In (i), the third sentence, the 
language "31 CFR Part 1. 5(g) and 
(h)" is removed and the language 
"31 CFR Part 1. 5(g), (h), and (i)" is 
added in its place. 

2. (ii) is revised to read as set 
forth below. 

3. A new (iii) is added immediately 
following (ii) to read as set forth 
below. 

(c) 
(2) Requests for records not in 

control of the Internal Revenue Ser- 
vice. (I) *** 

(ii) Where the record requested 
was created by another agency or 
Department of the Treasury constitu- 
ent unit (i. e. , in its control) and a 
copy thereof is in the possession of 
the Internal Revenue Service, the 
Internal Revenue Service official to 
whom the request is delivered shall 
refer the request to the agency or 
constituent unit which originated the 
record for direct reply to the re- 
quester. The requester shall be in- 
formed of such referral. This referral 
shall not be considered a denial of 
access within the meaning of these 
regulations. However, where 
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record is determined to be exempt 
from disclosure under 5 U. S. C. 552, 
the referral need not be made, but 
the Internal Revenue Service shall 
inform the originating agency or con- 
stituent unit of its determination. 
Where notifying the requester of its 
referral may cause a harm to the 
originating agency or constitutent 
unit which would enable the originat- 
ing agency or constitutent unit to 
withhold the record under 5 U. S. C. 
552, then such referral need not be 
made. In both of these circum- 
stances, the Internal Revenue Service 
official to whom the request is deliv- 
ered shall process the request in 

accordance with the procedures set 
forth in this subpart. 

(iii) When a request is received for 
a record created by the Internal Rev- 
enue Service (i. e. , in its possession 
and control) that includes informa- 
tion originated by another agency or 
Department of the Treasury constitu- 
ent unit, the record shall be referred 
to the originating agency or constitu- 
ent unit for review, coordination, 
and concurrence. The Internal Reve- 
nue Service official to whom the 
request is delivered shall not issue its 
determination with respect to that 
record without prior consultation 
with the originating agency or con- 
stituent unit. 

Par. 8. Section 601. 702(c)(3) is 

amended as follows: 

1. In (v), the language "sections 
6103 and 7213 of the Internal Reve- 

nue Code of 1954" is removed and 
the language "section 6103 of the 
Internal Revenue Code of 1986" is 

added in its place. 
2. In (vii), the final "and" is 

removed. 
3. In (viii), ". " is removed at the 

end and ", and" is added in its 
place. 

4. A new (ix) is added to read as 
set forth below. 

5. The flush language is revised to 
read as set forth below. 

(c) 
(3) Form of request. The initial 

request for records must— 
(I) 
(ix) Identify the category of the 

requester and state how the records 
will be used, as required by para- 

graph (f)(3) of this section. 
Where the initial requests, rather 

than stating a firm agreement to pay 
the fees ultimately determined in ac- 
cordance with paragraph (f) of this 

section, place an upper limit on the 
amount the requesters agree to pay, 
which upper limit is deemed likely to 
be lower than the fees estimated to 
ultimately be due, or where the re- 
questers ask for an estimate of the 
fees to be charged, the requesters 
shall be promptly advised of the 
estimate of fees and asked to agree 
to pay such amount. Where the 
initial requests include a request for 
reduction or waiver of fees, the In- 

ternal Revenue Service officials re- 

sponsible for the control of the re- 

quested records (or their delegates) 
will determine whether to grant the 
requests for reduction or waiver in 

accordance with paragraph (f) of this 
section and notify the requesters of 
their decisions and, if their decisions 
result in the requesters being liable 
for all or part of the fees normally 
due, ask the requesters to agree to 
pay the amounts so determined. The 
requirements of this subparagraph 
will not be deemed met until the 
requesters have explicity agreed to 
pay the fees applicable to their re- 
quests for records, if any, or have 
made payment in advance of the fees 
estimated to be due. In addition, 
requesters are advised that only re- 
quests for records which fully comply 
with the requirements of this 
subparagraph can be processed in 

accordance with this section. Re- 
questers will be promptly notified in 

writing of any requirements which 
have not been met or any additional 
requirements to be met. However, 
every effort will be made to comply 
with the requests as written. 

Par. 9. Section 601. 702(c)(4) is 
amended as follows: 

l. In (i)(A), the second and fourth 
sentences are revised to read as set 
forth below. 

2. In (i)(B), first sentence, the lan- 
guage "601. 701(b)" is removed and 
the language "601. 701(b)(1)" is 
added in its place. 

3. (ii) is revised to read as set 
forth below. 

(c) 

(4) Reasonable description of 

records; identity and right of the 
requester. (i)(A) *** While no spe- 
cific formula for a reasonable de- 
scription of a record can be estab- 
lished, the requirement will generally 
be satisfied if the requester gives the 
name, subject matter, location, and 
years at issue, of the requested 
records. If the request seeks records 
pertaining to pending litigation, the 
request should indicate the title of 
the case, the court in which the case 
was filed, and the nature of the case. 

Where the requester does not 
reasonably describe the records being 
sought, the requester shall be af- 
forded an opportunity to refine the 
request. *** 

(ii) In the case of records contain- 
ing information with respect to par- 
ticular persons the disclosure of 
which is limited by statute or regula- 
tions, persons making requests shall 
establish their identity and right to 
access to such records. Persons re- 
questing access to such records which 
pertain to themselves may establish 
their identity by— 

(A) The presentation of a single 
document bearing a photograph (such 
as a passport or identification 
badge), or the presentation of two 
items of identification which do not 
bear a photograph but do bear both 
a name and signature (such as a 
driver's license or credit card), in the 
case of a request made in person, 

(B) The submission of the request- 
er's signature, address, and one other 
identifier (such as a photocopy of a 
driver's license) bearing the request- 
er's signature, in the case of a re- 
quest by mail, or 

(C) The presentation in person or 
the submission by mail of a notarized 
statement swearing to or affirming 
such person's identity. 

Additional proof of persons' identity 
shall be required before the requests 
will be deemed to have met the 
requirement of paragraph (c)(3)(v) of 
this section if it is determined that 
additional proof is necessary to pro- 
tect against unauthorized disclosure 
of information in a particular case. 
Persons who have identified them- 
selves to the satisfaction of Internal 
Revenue Service officials pursuant to 
this subdivision shall be deemed to 
have established their right to access 
records pertaining to themselves. Per- 
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sons requesting records on behalf of 
or pertaining to another person must 
provide adequate proof of the legal 
relationship under which they assert 
the right to access the requested 
records before the requirement of 
paragraph (c)(3)(v) of this section will 
be deemed met. In the case of an 
attorney-in-fact, the requester shall 
furnish an original of a properly 
executed power of attorney together 
with one other identifier bearing the 
signature of the person executing 
such power of attorney. In the case 
of a corporation, if the requester has 
the authority to legally bind the 
corporation under applicable state 
law, such as its president or chief 
executive officer, then a written state- 
ment that the person making the 
request on behalf of the corporation, 
on corporate letterhead, shall be suf- 
ficient. If the requester is an officer 
or an employee of a corporation, 
then such person shall furnish a 
certification by one of the corpora- 
tion's officers (other than the re- 
quester) that the person making the 
request on behalf of the corporation 
is properly authorized to make such 
request. If the requester is other than 
one of the above, then such person 
shall furnish a resolution by the 
corporation's board of directors pro- 
viding that the person making the 
request on behalf of the corporation 
is properly authorized to make such 
a request. A person requesting access 
to records of a one-man corporation 
or a partnership shall provide a nota- 
rized statement that the requester is 
in fact an officer or offical of the 
corporation or a member of the 
partnership. 

Par. 10. Section 601. 702(c)(5) is 
amended as follows: 

1. In the first sentence, the lan- 

guage "official responsible for the 
control of the records requested (or 
his delegate)" is removed and the 
language "officials responsible for 
the control of the records requested 
(or their delegates)" is added in its 
place. 

2. In the flush material following 
(iii), the language "he may expect a 
response" is removed and the lan- 

guage "a response may be expected" 
is added in its place. 

3. In (i), the language "search and 
duplication" is removed and the lan- 
guage "search, duplication, and re- 
view" is added in its place. 

Par. 11. Section 601. 702(c)(6) is 
amended by adding the following 
two, new sentences between the first 
and second sentences: 

(c) 
(6) Search for records requested. 

*** Search time includes any and all 
time spent looking for materials re- 
sponsive to the request, including 
page-by-page or line-by-line identifi- 
cation of material within records. 
However, where duplication of an 
entire record would be less costly 
than a line-by-line identification, du- 
plication should be substituted for 
this kind of search. *** 

Par. 12. Section 601. 702(c)(7) is 
amended by revising (i), (ii), and (iv) 
to read as follows: 

(c) 
(7) Initial determination — (i) In 

general. The Director of the Office 
of Disclosure or his/her delegate 
shall have the authority to make 
initial determinations with respect to 
all requests for records of the Inter- 
nal Revenue Service. With the excep- 
tion of records which are controlled 
by the Assistant Commissioner (In- 
spection), the Director of the Internal 
Revenue Service Data Center, the 
Assistant Commissioner (Interna- 
tional), or the Director of Practice, 
the Director of the Office of Disclo- 
sure or his/her delegate shall have 
the sole authority to make such de- 
terminations with respect to records 
controlled by the National Office. 
Except where the Director of the 
Office of Disclosure or his/her dele- 
gate has such sole authority, the 
initial determination as to whether to 
grant the request for records may be 
made either by the Director of the 
Office of Disclosure or by the Inter- 
nal Revenue Service officials respon- 
sible for the control of the records 
requested or their delegates (see para- 
graph (g) of this section), including 
those officials mentioned in the pre- 
ceding sentence. The initial determi- 
nation will be made and notification 
thereof mailed within 10 days (ex- 
cepting Saturdays, Sundays, and legal 
public holidays) after the date of 
receipt of the request, as determined 
in accordance with paragraph (c)(5) 
of this section or the requester other- 
wise agrees to an extension of the 
10-day time limitation. 

(ii) Granting of request. If it is 

determined that the request is to be 
granted, and if the person making 
the request desires a copy of 
requested records, a statement of 
fees, if any, in accordance with para- 
graph (f) of this section, will be 
mailed to the requester, requesting 
such payment prior to release of the 
records cietermined to be available. 
Upon receipt of such fees, the Inter- 
nal Revenue Service official responsi- 
ble for the control of the records (or 
his/her delegate) will promptly mail 
such copies to the requester, with any 
explanation of the deletions or 
withholdings, as applicable. How- 
ever, if no fees are due, then a copy 
of the available records will be 
promptly mailed to the requester. In 
the case of a request for inspection, 
the requester will be notified in writ- 
ing of the determination, when and 
where the requested records may be 
inspected and of the fees involved in 
complying with the request. Any fees 
involved in complying with the re- 
quest for inspection of records shall 
be submitted prior to making the 
records available for inspection. 

The records will promptly be made 
available for inspection, at the time 
and place stated, normally at the 
appropriate office where the records 
requested are controlled. However, if 
the person making the request has 
expressed a desire to inspect the 
records at another office of the Inter- 
nal Revenue Service, every reasonable 
effort will be made to comply with 
the request. Records will be made 
available for inspection at such rea- 
sonable and proper times as not to 
interfere with their use by the Inter- 
nal Revenue Service or to exclude 
other persons from making inspec- 
tions. In addition, reasonable limita- 
tions may be placed on the number 
of records which may be inspected by 
a person on any given date. The 
person making the request will not be 
allowed to remove the records from 
the office where inspection is made. 
If, after making inspection, the per- 
son making the request desires copies 
of all or a portion of the requested 
records, copies will be furnished 
upon payment of the established fees 
prescribed by paragraph (f) of this 
section. 

(iv) Inability to locate and evaluate 
within time limits. Where the records 
requested cannot be located and eval- 
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uated within the initial 10-day period 
or any extension thereof in accor- 
dance with paragraph (c)(9) of this 
section, the search for the records or 
evaluation will continue, but the re- 
questers will be so notified, advised 
that they may consider such notifica- 
tion a denial of their requests for 
records, and provided with the ad- 
dress to which an administrative ap- 
peal may be delivered. However, the 
requesters may also be invited, in the 
alternative, to agree to a voluntary 
extension of time in which to locate 
and evaluate the records. Such volun- 
tary extension of time will not consti- 
tute a waiver of the requesters' right 
to appeal any denial of access ulti- 
mately made or their right to appeal 
in the event of failure to comply with 
the time extension granted. 

Par. 13. Section 601. 702(c)(8) is 
amended as follows: 

1. (v) is revised to read as set forth 
below. 

2. In the flush material following 
(vi), the language "Commissioner or 
his delegate" is removed from the 
first sentence and the language 
"Commissioner or his/her delegate" 
is added in its place; and the word 
"appellant" is removed from the 
fourth sentence and the word "re- 
quester" is added in its place. 

(c) 
(8) Administrative appeal. *** 
(v) Specify the date of the request, 

and the office to which the request 
was submitted and, where possible, 
enclose a copy of the initial request 
and the initial determination being 
appealed, and 

Par. 14. Section 601. 702(c)(9) is 

amended as follows; 

1. In (i)(B), the language "or re- 
lated requests" is added following 
"single request, " and before "or". 

2. In (i)(C), the language "Disclo- 
sure Operations Division" is removed 
and the language "Office of Disclo- 
sure" is added in its place. 

Par. 15. Section 601. 702(c)(10) is 
revised to read as follows: 

( ) 
(10) Failure to comply. If the In- 

ternal Revenue Service fails to com- 
ply with the time limitations specified 
in paragraphs (c)(7), (8), or (9)(i) of 

this section, any persons making re- 
quests for records satisfying the re- 
quirements of subdivisions (i) 
through (ix) of paragraph (c)(3) of 
this section, shall be deemed to have 
exhausted their administrative reme- 
dies with respect to such requests. 
Accordingly, these persons may ini- 
tiate suit in accordance with para- 
graph (c)(11) of this section. 

Par. 16. Section 601. 702(c)(11) is 
revised to read as follows: 

(c) 

(11) Judicial review. If a request 
for records is denied upon appeal 
pursuant to paragraph (c)(8) of this 
section, or if no determination is 
made within the 10-day or 20-day 
periods specified in paragraphs (c)(7) 
and (8) of this section, or the period 
of any extension pursuant to para- 
graph (c)(9)(i) of this section, or by 
grant of the requester, respectively, 
the person making the request may 
commence an action in a U. S. dis- 
trict court in the district in which the 
requester resides, in which the 
requester's principal place of business 
is located, in which the records are 
situated, or in the District of Colum- 
bia, pursuant to 5 U. S. C. 552(a) 
(4)(B). The statute authorizes an ac- 
tion only against the agency. With 
respect to records of the Internal 
Revenue Service, the agency is the 
Internal Revenue Service, not an of- 
ficer or an employee thereof. Service 
of process in such an action shall be 
in accordance with the Federal Rules 
of Civil Procedure (28 U. S. C. App. ) 
applicable to actions against an 
agency of the United States. Delivery 
of process upon the Internal Revenue 
Service must be directed to the Com- 
missioner of Internal Revenue, At- 
tention; CC:GLS, 1111 Constitution 
Avenue, N. W. , Washington, D. C. 
20224. The Internal Revenue Service 
will serve an answer or otherwise 
plead to any complaint made under 
this paragraph within 30 days after 
service upon it, unless the court 
otherwise directs for good cause 
shown. The district court will deter- 
mine the matter de novo, and may 
examine the contents of the Internal 
Revenue Service records in question 
in camera to determine whether such 
records or any part thereof shall be 
withheld under any of the exemptions 
described in paragraph (b)(1) of 
$601. 701. The burden will be upon 
the Internal Revenue Service to sus- 

tain its action in not making the 
requested records available. The 
court may assess against the United 
States reasonable attorney fees and 
other litigation costs reasonably in- 
curred by the person making the 
request in any case in which the 
complainant has substantially pre- 
vailed. 

Par. 17. Section 601. 702(c)(12) is 
amended as follows: 

1. The language "Civil Service 
Commission" is removed from the 
first and third sentences and the 
word "Commission" is removed 
from the second sentence, and the 
language "Special Counsel" is added 
in each such place. 

2. The language "his representa- 
tive" is removed at the end of the 
second sentence and the language 
"his/her representative" is added in 
its place. 

3. Paragraph (12) is redesignated 
paragraph (13). 

4. A new paragraph (12) is added 
to read as follows: 

(c) 
(12) Preservation of records. A I I 

correspondence relating to the re- 
quests received by the Internal Reve- 
nue Service under this chapter, and 
all records processed pursuant to 
such requests, shall be preserved, 
until such time as the destruction of 
such correspondence and records is 
authorized pursuant to Title 44 of 
the United States Code. Under no 
circumstances shall records be de- 
stroyed while they are the subject of 
a pending request, appeal, or lawsuit 
under 5 U. S. C. 552. 

Par 18 Section 601 702(d)(l) is 
amended by adding the following 
sentence at the end of the paragraph: 

(d) Rules for disclosure of certain 
specified matters — (1) Inspection of 
tax returns and return i nforma- 
tion. *** Written requests for this 
information shall be made in accor- 
dance with Rev. Proc. 66-3, as modi- 
fied by Rev. Proc. 84-71, 1984-2 
C. B. 735 and Rev. Proc. 85-56, 
1985-2 C. B. 739. 

Par, 19. Section 601. 702(d)(2) is 
amended as follows: 

1. The language "Part 2, " is 
added following "Record 21, ". 
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2. The following sentence is added 
at the end of the paragraph. 

(d) 
(2) Record of seizure and sale of 

real estate. *** However, Record 21 
does not list real estate seized for 
forfeiture under the internal revenue 
laws (see IRC 7302). 

Par. 20. Section 601. 702(d)(3) is 
revised to read as follows: 

(3) Information returns of certain 
tax-exempt organizations and certain 
trusts. Information furnished on 
Form 990, Form 1041-A, and on the 
annual report by private foundations 
pursuant to sections 6033, 6034, 6056 
(as in effect before its repeal by Pub. 
Law No. 96-603, is open to public 
inspection. This information will be 
made available for public inspection 
in the Freedom of Information Read- 
ing Room, Internal Revenue Service, 
1111 Constitution Avenue, N. W. , 
Washington, D. C. 20224, as well as 
in the office of any district director. 
Copies of these records may, upon 
written request, be obtained from 
these offices or from the office of 
any service center director. The appli- 
cability of this subparagraph is sub- 
ject to the rules on disclosure set 
forth in section 6104(b) and 
(301. 6104(b)-1. 

Par. 21. Section 601. 702(d)(4) is 
revised to read as follows: 

(d) 
(4) Application is of certain orga- 

nizations for !'ax exemption. Subject 
to the rules on disclosure set forth in 
section 6104(a) and $301. 6104(a)-I, 
(a)-5, and (a)-6, applications and 
certain papers submitted in support 
of such applications, filed by organi- 
zations described in section 501(c) or 
(d) and determined to be exempt 
from taxation under section 501(a), 
and any letter or other document 
issued by the Internal Revenue Ser- 
vice with respect to such applications, 
will be made available for public 
inspection, upon written request, in 
the Freedom of Information Reading 
Room, Internal Revenue Service, 
1111 Constitution Avenue, N. W, , 
Washington, D. C. 20224, or the of- 
fice of any district director. 

Par. 22. Section 601. 702(d)(5) is 
removed. 

Par. 23. Section 601. 702(d)(7) is 
revised to read as follows: 

(d) 
(7) Comments received in response 

to a notice of proposed rule making. 
Written comments received in re- 
sponse to a notice of proposed rule 
making may be inspected, upon writ- 
ten request, by any person upon 
compliance with the provisions of 
this paragraph. Comments which 
may be inspected are located in the 
Freedom of Information Reading 
Room, Internal Revenue Service, 
1111 Constitution Avenue, N. W. , 
Washington, D. C. 20224. The request 
to inspect comments must be in writ- 
ing and signed by the person making 
the request and should be addressed 
to the Commissioner of Internal Rev- 
enue, Attention: CC:LR:T, Washing- 
ton, D. C. 20224. Upon delivery of 
such a written request to the place 
where the comments are located dur- 
ing the regular business hours of that 
office, the person making the request 
may inspect those comments that are 
the subject of the request. Copies of 
comments may be made in the Free- 
dom of Information Reading Room 
by the person making the request or 
may be requested, in writing, to the 
Commissioner of Internal Revenue, 
Attention: CC:LR:T, Washington, 
D. C. 20224. The person making the 
request for copies should allow a 
reasonable time for processing the 
request. The provisions of paragraph 
(f)(5) of this section, relating to fees, 
shall apply with respect to requests 
made in accordance with this 
subparagraph. 

Par. 24. Section 601. 702(d)(8) is 
amended as follows: 

1. In the last sentence, the lan- 
guage "(301. 6104-1" is removed and 
the language ''$301. 6104(a)-1 
through (a)-6" is added in it. place. 

2. Section 601. 702(d)(8) is redes- 
ignated section 601. 702(d)(5). 

Par. 25. A new section 601. 702(d) 
(8) is added to read as follows: 

(d) 
(8) Accepted offers in compromise. 

A copy of the Abstract and State- 
ment and the attached narrative re- 
port for each accepted offer in com- 
promise with respect to any liability 
for a tax imposed by Title 26 will be 
made available for inspection and 
copying in the following locations: (i) 
except for Exempt Organizations, in 

the district office (or the Office of 

the Assistant Commissioner (Interna- 
tional)) having jurisdiction over the 
place in which the taxpayer resides 
and (ii) for Exempt Organizations, in 
the key district which has jurisdiction 
over the particular organization. 

Par. 26. Section 601. 702(f) is re- 
vised to read as follows: 

(f) Fees for services. (I) In gen- 
eral. The fees to be charged for 
search, duplication, and review ser- 
vices performed by the Internal Reve- 
nue Service, whether or not such 
services are performed pursuant to 
the Freedom of Information Act or 
the regulations thereunder, shall be 
determined and collected in accor- 
dance with the provisions of this 
paragraph. A fee shall not be 
charged for monitoring a requester's 
inspection of records which contains 
exempt matter. The Internal Revenue 
Service may recover the applicable 
fees even if there is ultimately no 
disclosure of records. Should services 
other than the services described in 
this paragraph be requested and ren- 
dered, appropriate fees will be estab- 
lished by the Commissioner or 
his/her delegate, and imposed and 
collected pursuant to 31 U. S. C. 
483(a), subject, however, to the con- 
straint imposed by 5 U. S. C. 
552(a)(4)(A). 

(2) Waiver or reduction of fees. 
The fees authorized by this para- 
graph may be waived or reduced- 

(i) At the discretion of any Inter- 
nal Revenue Service official (A) who 
is authorized to make the initial 
determination pursuant to paragraph 
(c)(7) of this section, in the case of a 
record which is not located for any 
reason, or (B) who determines any 
portion of the requested record to be 
exempt from disclosure; or 

(ii) On a case-by-case basis in ac- 
cordance with this subdivision by any 
Internal Revenue Service official who 
is authorized to make the initial 
determination pursuant to paragraph 
(c)(7) of this section, provided such 
wa!ver or reduction has been re- 
quested in writing. Fees will be 
waived or reduced by such official 
when it is determined that disclosure 
of the requested information is in the 
public interest because it is likely to 
contribute significantly to public un- 
derstanding of the operations or ac- 
tivities of the Internal Revenue Ser- 
vice and is not primarily in the 
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commercial interest of the requester. 
officials shall consider several 

factors, including, but not limited to, 
those set forth below, in determining 
requests for waiver or reduction of 
fees— 

(A) whether the subject of the 
releasable records concerns the 
agency's operations or activities; 

(B) whether the releasable records 
are likely to contribute to an under- 
standing of the agency's operations 
or activities; 

(C) whether the releasable records 
are likely to contribute to the general 
public's understanding of the 
agency's operations or activities (e. g. , 
how will the requester convey the 
information to the general public); 

(D) the significance of the contri- 
bution to the general public's under- 
standing of the agency's operations 
or activities (e. g. , is the information 
contained in the releasable records 
already available to the general pub- 
lic); 

(E) the existence and magnitude of 
the requester's commercial interest, 
as that term is used in subparagraph 
(3)(i)(A) of this paragraph, being 
furthered by the releasable records; 
and 

(F) whether the magnitude of the 
requester's commercial interest is suf- 
ficiently large in comparison to the 
general public's interest. 

(iii) Requesters asking for reduc- 
tion or waiver of fees must state the 
reasons why they believe disclosure 
meets the standards set forth in sub- 
division (ii) of this subparagraph. 

(iv) Requesters who base their re- 

quest for reduction or waiver of fees 
solely on the basis of their indigency 
will not be entitled to a reduction or 
waiver of fees. 

(v) Normally, no charge will be 
made for providing records to Fed- 
eral, state, or foreign governments, 
international governmental organiza- 
tions, or local governmental agencies 
or offices thereof. The initial request 
for waiver or reduction of fees 
should be addressed to the official of 
the Internal Revenue Service to 
whose office the request for disclo- 
sure is delivered pursuant to para- 
graph (c)(3)(iii) of this section. Ap- 
peals from denials of requests for 
waiver or reduction of fees shall be 
decided by the Commissioner in ac- 
cordance with the criteria set forth in 

subdivision (iii) of this subparagraph. 
Appeals shall be addressed in writing 
to the Office of the Commissioner 
within 35 days of the denial of the 
initial request for waiver or reduction 
and shall be decided promptly. See 
paragraph (c)(8) of this section for 
the appropriate address. Upon receipt 
of the determination on appeal to 
deny a request for waiver of fees, the 
requester may initiate an action in 
U. S. district court to review the 
request for waiver of fees. In such 
actions, the courts will consider the 
matter de novo, except that the 
court's review of the matter shall be 
limited to the record before the Inter- 
nal Revenue Service official to whose 
office the request for waiver is deliv- 
ered. Upon receipt of the determina- 
tion on appeal to deny a request for 
reduction of fees, the requester may 
initiate an action in U. S. district 
court to review the request for reduc- 
tion of fees. In such actions, the 
courts will consider the matter under 
the arbitrary and capricious standard. 

(3) Categories of requesters. (i) In 
general. A request for records under 
this section shall include an attesta- 
tion, under penalty of perjury, as to 
the status of the requester solely for 
use by the Internal Revenue Service 
official to whose office the request is 
delivered in determining the appropri- 
ate fees to be assessed. Requesters 
shall attest that they fall into one of 
the categories set forth below— 

(A) commercial use requester. Any 
person who seeks information for a 
use or purpose that furthers the 
commercial, trade, or profit interests 
of the requester or the person on 
whose behalf the request is made. 

(B) media requester. Any person 
actively gathering news for an entity 
that is organized and operated to 
publish or broadcast news (i. e. , in- 
formation about current events or of 
current interest to the public) to the 
public. News media entities include, 
but are not limited to, television or 
radio stations broadcasting to the 
public at large, publishers of periodi- 
cals, to the extent they disseminate 
news, who make their periodicals 
available for purchase or subscription 
by the general public, and telecom- 
munications. Free lance journalists 
shall be included as media requesters 
if they can demonstrate a solid basis 
for expecting publication through a 
qualifying news entity (e. g. , publica- 

tion contract, past publication 
record). Specialized periodicals, al- 
though catering to a narrower audi- 
ence, may be considered media re- 
questers so long as they are available 
to the public generally, via newstand 
or subscription. 

(C) educational institution re- 
quester. Any person who, on behalf 
of a preschool, public or private 
elementary or secondary school, insti- 
tution of undergraduate or graduate 
higher education, institution or pro- 
fessional or vocational education, 
which operates a program or pro- 
grams of scholarly research, seeks 
records in furtherance of the 
institution's scholarly research and is 
not for a commercial use. 

(D) noncommercial scientific insti- 
tution requester. Any person on be- 
half of an institution that is not 
operated on a commercial basis, that 
is operated solely for the purpose of 
conducting scientific research whose 
results are not intended to promote 
any particular product or industry. 

(E) other requester. Any requester 
who falls outside the above catego- 
ries. 

(ii) Allowable charges— 
(A) commercial use requesters. 

Records shall be provided for the 
cost of search, duplication, and re- 
view (including doing all that is nec- 
essary to excise and otherwise pre- 
pare records for release) of records. 
Commercial use requesters are not 
entitled to 2 hours of free search 
time or 100 pages of duplication. 

(B) media requesters. Records shall 
be provided for the cost of duplica- 
tion alone, excluding fees for the 
first 100 pages. 

(C) educational institution request- 
ers. Records shall be provided for the 
cost of duplication alone, excluding 
fees for the first 100 pages. 

(D) noncommercial scientific insti- 
tution requesters. Records shall be 
provided for the cost of duplication 
alone, excluding fees for the first 100 
pages. 

(E) other requesters. Requesters 
who do not fit into any of the above 
categories shall be charged fees that 
will cover the full direct cost of 
searching for and duplicating records, 
except that the first 2 hours of search 
time and first 100 pages of duplica- 
tion shall be furnished without 
charge. 
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(4) Avoidance of unexpected fee. 
In order to protect requesters from 
unexpected fees, all requesters for 
records shall state the agreement of 
the requesters to pay the fees deter- 
mined in accordance with subpara- 
graph (5) of this paragraph or state 
the upper limit they are willing to 
pay to cover the costs of processing 
their requests. When the fees for 
processing requests are estimated by 
the Internal Revenue Service to ex- 
ceed that limit, or when requesters 
have failed to state a limit and the 
costs are estimated to exceed $250, 
and the Internal Revenue Service has 
not then determined to waive or 
reduce the fees, a notice shall be sent 
to the requesters. This notice shall- 

(i) inform the requester of the esti- 
mated costs; 

(ii) extend an offer to the requester 
to confer with agency personnel in an 
attempt to reformulate the request in 
a manner which will reduce the fees 
and still meet the needs of the re- 
quester; 

(iii) if the requester is not amena- 
ble to reformulation, which would 
reduce fees to under $250, then ad- 
vance payment shall be required; and 

(iv) inform the requester that the 
time period, within which the Inter- 
nal Revenue Service is obliged to 
make a determination of the request, 
will not begin to run, pending a 
reformulation of the request or the 
receipt of advance payment from the 
requester, as appropriate. 

(5) Fees for services. The fees for 
services performed by the Internal 
Revenue Service shall be imposed and 
collected as set forth in this para- 
graph. No fees shall be charged if the 
costs of routine collecting and pro- 
cessing the fees allowable under 5 

U. S. C. 552(a)(4)(A) are likely to 
equal or exceed the amount of the 
fee. 

(i) Search services. Fees charged 
for search services are as follows— 

(A) Searchers other than for com- 
puterized records — $17. 00 for each 
hour or fraction thereof for time 
spent by each clerical, professional, 
and supervisor in finding the records 
and information within the scope of 
the request. 

(B) Searches for computerized 
records — Actual direct cost of the 
search. The fee for computer print- 
outs will be actual costs. 

(C) Searches requiring travel or 
transportation — Shipping charges to 
transport records from one location 
to another, or for the transportation 
of an employee to the site of re- 
quested records when it is necessary 
to locate rather than examine the 
records, shall be at the rate of the 
actual cost of such shipping or trans- 
portation. 

(D) Other services and materials 
requested, pursuant to the Freedom 
of Information Act, which are not 
covered by this part are chargeable at 
the actual cost to the Internal Reve- 
nue Service. 

(ii) Review services. (A) Review is 
the process of examining records in 
response to a commericial use re- 
quester, as that term is defined in 
subparagraph (3)(i)(A) of this para- 
graph, upon initial consideration of 
the applicability of an exemption 
described in paragraph (b)(1) of 
$ 601. 701 to the requested records, 
be it at the initial request or adminis- 
trative appeal level, to determine 
whether any portion of any record 
responsive to the request is permitted 
to be withheld. Review includes do- 
ing all that is necessary to excise and 
otherwise prepare the records for 
release. Review does not include the 
time spent on resolving general legal 
or policy issues regarding the applica- 
bility of exemptions to the requested 
records. 

(B) Fees charged for review ser- 
vices — $21. 00 for each hour or frac- 
tion thereof for time spent by each 
clerical, professional, and supervisor 
in reviewing the records for disclo- 
sure. 

(iii) Duplication other than for re- 
turns and related documents. Fees 
charged for duplication other than 
for returns and related documents are 
as follows — (A) $. 15 per copy of 
each page, up to 8 I/2" x 14", made 
by photocopy or similar process. 

(B) Photographs, films, and other 
materials — actual cost of duplication. 

(C) Records may be released to a 
private contractor for copying and 
the requester will be charged for the 
actual cost of duplication charged by 
the private contractor, so long as the 
cost to the requester is not higher 
than if the Internal Revenue Service 
has duplicated the records itself. 

(D) When other duplications not 
specifically identified above are re- 
quested and provided pursuant to the 

Freedom of Information Act their 
direct cost to the internal Revenue 
Service shall be charged. 

(iv) Charges for copies of returns 
and related documents. Charges for 
furnishing copies of returns and re- 

lated documents are as follows: 

(A) A charge of $4. 25 will be 
made for each request for a copy of 
a return or other related documents 
(other than Employee Plans and Ex- 
empt Organization returns). Pay- 
ments are to be submitted in advance 
using IRS Form 4506, Request for 
Copy of Tax Form. 

(B) A charge of $1. 00 for the first 
page and $. 15 for each subsequent 
page will be made for copies of 
Employees Plans and Exempt Organi- 
zations tax returns and related docu- 
ments. Payments will be submitted 
subsequent to receipt of IRS Form 
2860, Document Transmittal and Bill. 

(6) Printed mareria!. Certain rele- 
vant government publications which 
will not be placed on the shelves of 
the reading rooms and similar public 
inspection facilities will not be sold 
at these locations. However, copies 
of pages of these publications may be 
duplicated on the premises and a fee 
for such services may be charged in 
accordance with paragraph (f)(5)(iii) 
of this section. A person desiring to 
purchase the complete publication, 
for example, an Internal Revenue 
Bulletin, should contact the Superin- 
tendent of Documents, U. S. Govern- 
ment Printing Office, Washington, 
D. C. 20402. 

(7) Search and deletion services 
with respect ro records open to pub- 
lic inspection pursuant to seclion 
6110 of the Code. Fees charged for 
searching for and making deletions in 
records open to public inspection 
pursuant to section 6110 of the Code 
only upon written request shall be at 
actual cost, as the Commissioner may 
from time to time establish. 

(8) Form of payment. Payment 
shall be made by check or money 
order, payable to the order of the 
Treasury of the United States or the 
Internal Revenue Service. 

(9) Advance payments. (i) If previ- 
ous search, review, or duplication 
fees have not been paid in a timely 
fashion as defined in subparagraph 
(10) of this paragraph by a person 
making a request for records, the 
Internal Revenue Service shall require 
that person to remit any outstanding 
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balance plus interest as authorized in 
subparagraph (10) of this paragraph, 
plus payment of estimated fees in 
advance before processing the re- 
quest. The "person making the re- 
quest" for purposes of this para- 
graph is the person in whose name a 
request is made, except that if such 
person is making the request on 
behalf of another person whose iden- 
tity is apparent on the face of the 
request (including attached docu- 
ments), such other person is consid- 
ered the "person making the re- 
quest. " The person who made the 
prior request to which fees are out- 
standing is identified in the same 
manner. 

(ii) Where it is estimated or deter- 
mined that allowable fees required to 
be paid by a requester are likely to 
exceed $250, the requester will be 
required to make an advance pay- 
ment of the entire fee before the 
Internal Revenue Service official to 
whom the request is delivered will 

begin to process the request. 
(iii) When the Internal Revenue 

Service acts pursuant to subdivisions 
(i) or (ii) of this subparagraph, the 
administrative time limits prescribed 
in paragraphs (c)(7) and (8) of this 
section, plus permissible extensions of 
these time limits as prescribed in 
paragraph (c)(9)(i) of this section, 
will begin only after the Internal 
Revenue Service official to whom the 
request is delivered has received the 
fees described above. 

(10) Interest. Interest shall be 
charged to requesters who fail to pay 
the fees in a timely fashion; that is, 
within 30 days following the day on 
which the statement of fees as set 
forth in paragraph (c)(7)(i) of this 
section was sent by the Internal Rev- 
enue Service official to whom the 
request was delivered. Interest ac- 
crues from the date the statement of 
fees was mailed to the requester. 
Interest will be at the rate prescribed 
in 31 U. S. C. 3717. Pursuant to the 
Debt Collection Act of 1982, Pub. L. 
97-365 [H. R. 4613, 1983-I. C. B. 390], 
the Internal Revenue Service may 
take all steps authorized by the Debt 
Collection Act of 1982, including 
administrative offset, disclosure to 
consumer reporting agencies, and use 
o f collection agencies, as otherwise 
authorized by law to encourage re- 

payment. 
(11) Aggregating requests. When 

the Internal Revenue Service official 
to whom a request is delivered rea- 
sonably believes that a requester or 
group of requesters is attempting to 
break down a request into a series of 
requests for the purpose of evading 
the assessment of fees, the Internal 
Revenue Service shall aggregate such 
requests and charge accordingly, 
upon notifification to the requester 
and/or requesters. 

Par. 27. Section 601. 702(g) is re- 
vised to read as follows: 

(g) Responsible officials and their 
addresses. For purposes of this sec- 
tion, the Internal Revenue Service 
officials responsible for the control 
of records are the following officials, 
in the case of records under their 
jurisdiction: the Assistant Commis- 
sioner (Inspection), Assistant Com- 
missioner (International), the Direc- 
tor of Practice, Regional Commis- 
sioners, District Directors, Service 
Center Directors, and the Director of 
the Internal Revenue Service Data 
Center. Ini the case of records of the 
National Office not under the juris- 
diction of one of the officials re- 
ferred to in the preceding sentence 
(including records of the National 
Office of the Chief Counsel), the 
Director, Office of Disclosure is the 
responsible official. Records of a 
Regional Counsel's Office shall be 
deemed to be under the jurisdiction 
of the Regional Commissioner; 
records of a District Counsel's office 
shall be deemed to be under the 
jurisdiction of the District Director. 
The addresses of these officials are: 

NATIONAL OFFICE 

Mailing Address: 

Director, Office of Disclosure 
Internal Revenue Service 
FOIA Request 
P. O. Box 388 
c/o Ben Franklin Station 
Washington, D. C. 20044 

Walk-in Address: 
1111 Constitution Avenue, N. W. 
Washington, D. C. 

Mailing Address: 
Assistant Commissioner 

(Inspection) 
Internal Revenue Service 
FOIA Request 
Attn: Disclosure Officer 
1111 Constitution Avenue, N. W. 
Washington, D. C. 20224 

Walk-in Address: 
same as majltng address 

Mailing Address: 
Director, IRS Data Center 
Attn: Disclosure Officer 
Internal Revenue Service 
FOIA Request 
1300 John C. Lodge Drive 
Detroit, Michigan 48226 

Walk-in Address: 
same as mailing address 

Matltng Address: 
Director of Practice 
Attn: Disclosure Officer 
Internal Revenue Service 
FOIA Request 
1111 Constitution Avenue, N. W. 
Washington, D. C. 20224 

Walk-in Address: 
1200 Pennsylvania Avenue, 

N. W. 
Ariel Rios Bldg. Room 1413 
Washington, D. C. 

Mailing Address: 
Assistant Commissioner 

(Intern't. ) 
Attn: Disclosure Officer 
Internal Revenue Service 
FOIA Request 
950 L'Enfant Plaza 
Washington, D. C. 20024 

Walk-in Address: 
same as mailing address 

North Atlantic Region 

Regional Office 
Mailing Address: 

Regional Commissioner 
Internal Revenue Service 
FOIA Request 
Attn: Disclosure Officer 
90 Church Street 
New York, New York 10007 

Walk-in Address: 
same as mailing address 

Augusta District 
Mailing Address: 

Director, Augusta District 
Internal Revenue Service 
FOIA Request 
Attn: Disclosure Officer 
P. O. Box 787 
Augusta, Maine 04330 

Walk-in Address: 
68 Sewall Street 
Augusta, Maine 

Albany District 
Mailing Address: 

Director, Albany District 
Internal Revenue Service 
FOIA Request 
Attn: Disclosure Officer 
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Leo O' Brien Fed. Office Bldg. 
Clinton Ave. & N. Pearl St. 
Albany, New York 12207 

Walk-in Address: 
same as mailing address 

Brooklyn District 
Mailing Address: 

Director, Brooklyn District 
Internal Revenue Service 
FOIA Request 
Attn: Disclosure Officer 
35 Tillary Street 
Brooklyn, New York 11201 

Walk-in Address: 
same as mailing address 

Boston District 
Mailing Address: 

Director, Boston District 
Internal Revenue Service 
FOIA Request 
Attn: Disclosure Officer 
P. O. Box 9097 JFK Post Office 
Boston, Massachusetts 02203 

Walk-in Address: 
JFK Federal Building 
Boston, Massachusetts 

Buffalo District 
Mailing Address: 

Director, Buffalo District 
Internal Revenue Service 
FOIA Request 
Attn: Disclosure Officer 
P. O. Box 1040 Niagara Square 

Station 
Buffalo, New York 14201 

Walk-in Address: 
111 West Huron Street 
Buffalo, New York 

Burlington District 

Mailing Address: 
Director, Burlington District 
Internal Revenue Service 
FOIA Request 
Attn: Disclosure Officer 
11 Elmwood Avenue 
Burlington, Vermont 05401 

Walk-in Address: 
same as mailing address 

Hartford District 

Mailing Address: 
Director, Hartford District 
Internal Revenue Service 
FOIA Request 
Attn: Disclosure Officer 
135 High Street 
Hartford, Connecticut 06103 

Walk-in Address: 
same as mailing address 

Manhattan District 

Mailing Address: 
Director, Manhattan District 

Internal Revenue Service 
FOIA Request 
Attn: Disclosure Officer 
120 Church Street 
New York, New York 10007 

Walk-in Address: 
same as mailing address 

Portsmouth District 

Mailing Address: 
Director, Portsmouth District 
Internal Revenue Service 
FOIA Request 
Attn: Disclosure Officer 
80 Daniel Street 
Portsmouth, N. H. 03801 

Walk-in Address: 
same as mailing address 

Providence District 

Mailing Address: 
Director, Providence District 
Internal Revenue Service 
FOIA Request 
Attn: Disclosure Officer 
300 Westminister Mall 
Providence, R. I. 02903 

Walk-in Address: 
same as mailing address 

Andover Service Center 

Mailing Address: 

Director, Andover Service Center 
Internal Revenue Service 
FOIA Request 
Attn: Disclosure Officer 
310 Lowell Street Stop 218 
Andover, Massachusetts 01812 

Walk-in Address: 

same as mailing address 
Brookhaven Service Center 

Mailing Address: 

Director, Brookhaven Service 
Center 

Internal Revenue Service 
FOIA Request 
Attn: Disclosure Officer 
P. O. Box 400, Stop 241 
Brookhaven, New York 11719 

Walk-in Address: 
1040 Waverly Avenue 
Holtsville, New York 

Mid-Atlantic Region 

Regional Office 

Mailing Address: 

Regional Commissioner 
Internal Revenue Service 
FOIA Request 
Attn: Disclosure Officer 
P. O. Box 12010 
Philadelphia, Pa. 19105 

Walk-in Address: 

600 Arch Street, 7th Floor 
Philadelphia, Pennsylvania 

Baltimore District 

Mailing Address: 

Director, Baltimore District 
Internal Revenue Service 
FOIA Request 
Attn: Disclosure Officer 
P. O. Box 1018 
Baltimore, Maryland 21203 

Walk-in Address: 

31 Hopkms Plaza 
Baltimore, Maryland 

Newark District 

Mailing Address: 

Director, Newark District 
Internal Revenue Service 
FOIA Request 
Attn: Disclosure Officer 
P. O. Box 270, Rm. 1535 
Newark, New Jersey 07101 

Walk-in Address: 

970 Broad Street 
Newark, New Jersey 

Philadelphia District 

Mailing Address: 
Director, Philadelphia District 
Internal Revenue Service 
FOIA Request 
Attn: Disclosure Officer 
P. O. Box 12010 
Philadelphia, Pa. 19105 

Walk-in Address: 

600 Arch Street, 7th Floor 
Philadelphia, Pennsylvania 

Pittsburgh District 

Mailing Address: 

Director, Pittsburgh District 
Internal Revenue Service 
FOIA Request 
Attn: Disclosure Officer 
P. O. Box 2488 
Pittsburgh, Pa. 15230 

Walk-in Address: 

1000 Liberty Avenue 
Pittsburgh, Pennsylvania 

Richmond Distnct 
Mailing Address: 

Director, Richmond District 
Internal Revenue Service 
FOIA Request 
Attn: Disclosure Officer 
P. O. Box 10107 
Richmond, Virginia 23240 

Walk-in Address: 
400 North Eighth Street 
Richmond, Virginia 

Wilmington District 
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Mailing Address: 
Director, Wilmington District 
Internal Revenue Service 
FOIA Request 
Attn: Disclosure Officer 
P. O. Box 2415 
Wilmington, Delaware 19899 

Walk-in Address: 
844 King Street, 2nd Floor 
Wilmington, Delaware 

Philadelphia Service Center 
Mailing Address: 

Director, Philadelphia Service 
Center 

Internal Revenue Service 
FOIA Request 
At tn; Disclosure Of fi cer 
P. O. Box 245, Drop Point 

909A 
Bensalem, Pennsylvania 19020 

Walk-in Address: 
11601 Roosevelt Boulevard 
Bensalem, Pennsylvania 

Southeast Region 

Regional Office 
Mailing Address: 

Regional Commissioner 
Internal Revenue Service 
FOIA Request 
Attn: Disclosure Officer 
P. O. Box 926 Room 626 
Atlanta, Georgia 30370 

Walk-in Address: 

275 Peachtree Street, N. E. 
Room 626 
Atlanta, Georgia 

Atlanta District 

Mailing Address: 

Director, Atlanta District 
Internal Revenue Service 
FOIA Request 
At tn: Disclosure 0 f ficer 
P. O. Box 1037 Room 554 
Atlanta, Georgia 30370 

Walk-in Address: 

275 Peachtree Street, N. E. 
Atlanta, Georgia 

Birmingham District 
Mailing Address: 

Director, Birmingham District 
Internal Revenue Service 
FOIA Request 
Attn: Disclosure Officer 
500 22nd Street So. , Rm. 312 
Birmingham, Alabama 35233 

Walk-in Address: 
same as mailing address 

Columbia District 

Mailing Address: 
Director, Columbia District 
Internal Revenue Service 
FOIA Request 
Attn: Disclosure Officer 
Federal Office Bldg. Rm. 408 
1835 Assembly Street 
Columbia, S. C. 29202 

Walk-in Address: 
same as mailing address 

Ft. Lauderdale District 
Director, Ft. Lauderdale District 
Internal Revenue Service 
FOIA Request 
At tn: Disclosure 0 f ficer 
I University Drive Suite 220 
Ft. Lauderdale, Florida 33324 

Walk-in Address: 
same as mailing address 

Greensboro District 
Mailing Address: 

Director, Greensboro District 
Internal Revenue Service 
FOIA Request 
Attn: Disclosure Officer 
320 Federal Place Room 240 
Greensboro, N. C. 27401 

Walk-in Address: 
same as mailing address 

Jackson District 

Mailing Address: 
Director, Jackson District 
Internal Revenue Service 
FOIA Request 
Attn: Disclosure Officer 
100 W. Capitol Street 
Suite 504, Room 31 
Jackson, Mississippi 39269 

Walk-in Address: 
same as mailing address 

Jacksonville District 

Mailing Address: 

Director, Jacksonville District 
Internal Revenue Service 
FOIA Request 
Attn: Disclosure Officer 
P. O. Box 35045, Stop 4030 
Jacksonville, Florida 32202 

Walk-in Address: 
same as mailing address 

Little Rock District 
Mailing Address: 

Director, Little Rock District 
Internal Revenue Service 
FOIA Request 
Attn: Disclosure Officer 
P. O. Box 3778 Stop 3 
Little Rock, Arkansas 72203 

Walk-in Address: 
700 W. Capitol Avenue 

rtct 

enter 

30 

Midwest Region 

Regional Office 
Mailing Address: 

Regional Commissioner 
Internal Revenue Service 
FOIA Request 
Attn: Disclosure Officer 
One N. Wacker Drive 
Chicago, Illinois 60606 

Walk-in Address: 
same as mailing address 

Aberdeen District 
X'Iailing Address: 

Director, Aberdeen District 

Room 1002 
Little Rock, Arkansas 

Nashville District 
Mailing Address: 

Director, Nashville District 
Internal Revenue Seri ice 
FOIA Request 
Attn: Disclosure Officer 
P. O. Box 1107, Room 375 
Nashville, Tennessee 37202 

Walk-in Address: 
801 Broadv ay Room 375 
Nashville, Tennessee 

New Orleans District 

Mailing Address: 
Director, New Orleans Dist 

' 

Internal Revenue Service 
FOIA Request 
Attn: Disclosure Officer 
500 Camp Street 
Room 705 Stop 40 
New Orleans, La. 70130 

Walk-in Address: 
same as mailing address 

Atlanta Service Center 
Mailing Address: 

Director, Atlanta Service C 
Internal Revenue Service 
FOIA Request 
Attn: Disclosure Officer 
4800 Buford Highway 
Chamblee, Georgia 30006 

Walk-in Address: 
same as mailing address 

Memphis Service Center 
Mailing Address: 

Director, Memphis Service 
Center 

Internal Revenue Service 
FOIA Request 
Attn: Disclosure Officer 
P. O. Box 30309 Stop 30 
Memphis, Tennessee 38130 

Walk-in Address: 
3131 Democrat Road Room 
Memphis, Tennessee 
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Internal Revenue Service 
FOIA Request 
Attn: Disclosure Officer 
P. O. Box 370 
Aberdeen, S. D. 57402 

Walk-in Address: 
115 Fourth Avenue, S. E. 
Aberdeen, South Dakota 

Chicago District 
Mailing Address: 

Director, Chicago District 
Internal Revenue Service 
FOIA Request 
Attn: Disclosure Officer 
230 S. Dearborn St. Rm. 1980 
Chicago, Illinois 60604 

Walk-in Address: 

same as mailing address 
Des Moines District 

Mailing Address: 

Director, Des Moines District 
Internal Revenue Service 
FOIA Request 
Attn: Disclosure Officer 
P. O. Box 1337 Stop 15-1 
Des Moines, Iowa 50305 

Walk-in Address: 

210 Walnut Street 
Des Moines, Iowa 

Fargo District 

Mailing Address: 

Director, Fargo District 
Internal Revenue Service 
FOIA Request 
Attn: Disclosure Officer 
P. O. Box 8 
Fargo, North Dakota 58107 

Walk-in Address: 

653 Second Avenue North 
Fargo, North Dakota 

Omaha District 

Mailing Address: 

Director, Omaha District 
Internal Revenue Service 
FOIA Request 
Attn: Disclosure Officer 
P. O. Box 1052 Downtown Sta. 
Omaha, Nebraska 68101 

Walk-in Address: 

106 South 15th Street 
Omaha, Nebraska 

Milwaukee District 
Mailing Address: 

Director, Milwaukee District 
Internal Revenue Service 
FOIA Request 
Attn: Disclosure Officer 
P. O. Box 495 Room 436 
Milwaukee, Wisconsin 53201 

Walk-in Address: 
Federal Bldg. & Courthouse 

517 E. Wisconsin Avenue 
Milwaukee, Wisconsin 

Helena District 
Director, Helena District 
Internal Revenue Service 
FOIA Request 
Attn: Disclosure Officer 
301 S. Park Avenue, 2d Floor 
Helena, Montana 59626 

Walk-in Address: 
same as mailing address 

St. Louis District 
Mailing Address: 

Director, St. Louis District 
Internal Revenue Service 
FOIA Request 
Attn: Disclosure Officer 
P. O. Box 1548 Room 935 
St. Louis, Missouri 63188 

Walk-in Address: 
1114 Market Street 
St. Louis, Missouri 

St. Paul District 
Mailing Address: 

Director, St. Paul District 
Internal Revenue Service 
FOIA Request 
Attn: Disclosure Officer 
316 N. Robert Street 
Stop 2 
St. Paul, Minnesota 55101 

Walk-in Address: 
same as mailing address 

Springfield District 
Mailing Address: 

Director, Springfield District 
Internal Revenue Service 
FOIA Request 
Attn: Disclosure Officer 
P. O. Box 19206 
Springfield, Illinois 62705 

Walk-in Address: 
320 N. Washington Street 
Springfield, Illinois 

Kansas City Service Center 
Mailing Address: 

Director, Kansas City Service 
Center 

Internal Revenue Service 
FOIA Request 
Attn: Disclosure Officer 
P. O. Box 24551 Stop 7 
Kansas City, Missouri 64131 

Walk-in Address: 

2306 East Bannister Road 
Kansas City, Missouri 

Central Region 

Regional Office 

Mailing Address: 

Regional Commissioner 

Internal Revenue Service 
FOIA Request 
Attn: Disclosure Officer 
P. O, . Box 1818 
Cincinnati, Ohio 45201 

Walk-in Address: 

550 Main Street 
Cincinnati, Ohio 

Cincinnati District 

Mailing Address 

Director, Cincinnati District 
Internal Revenue Service 
FOIA Request 
Attn: Disclosure Officer 
P. O. Box 1818 
Cincinnati, Ohio 45201 

Walk-in Address: 

550 Main Street 
Cincinnati, Ohio 

Cleveland District 

Mailing Address: 

Director, Cleveland District 
Internal Revenue Service 
FOIA Request 
Attn: Disclosure Officer 
P. O. Box 99181 
Cleveland, Ohio 44199 

Walk-in Address: 

1240 East 9th Street 
Cleveland, Ohio 

Detroit District 

Mailing Address: 

Director, Detroit District 
Internal Revenue Service 
FOIA Request 
Attn: Disclosure Officer 
P. O. Box 32500 Stop 11 
Detroit, Michigan 48232 

Walk-in Address: 

Patrick McNamara Bldg. 
477 Michigan Ave. Rm. 2483 
Detroit, Michigan 

Indianapolis District 

Mailing Address: 

Director, Indianapolis District 
Internal Revenue Service 
FOIA Request 
Attn: Disclosure Officer 
P. O. Box 44242 Stop 27 
Indianapolis, Indiana 46244 

Walk-in Address: 
Federal Office Building 
575 N. Pennsylvania Avenue 
Indianapolis, Indiana 

Louisville District 
Mailing Address: 

Director Louisville District 
Internal Revenue Service 
FOIA Request 
Attn: Disclosure Officer 
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P. O. Box 1735, Stop 27 
Louisville, Kentucky 40201 

Walk-in Address: 
Post Office Building 
Seventh & Broadway 
Louisville, Kentucky 

Parkersburg District 
Mailing Address: 

Director, Parkersburg District 
Internal Revenue Service 
FOIA Request 
Attn: Disclosure Officer 
P. O. Box 1388 
Parkersburg, W. Va. 26102 

Walk-in Address: 
425 Juliana Street 
Parkersburg, West Virginia 

Cincinnati Service Center 
Mailing Address: 

Director, Cincinnati Service 
Center 

Internal Revenue Service 
FOIA Request 
Attn: Disclosure Officer 
P. O. Box 267 Stop 68 
Covington, Kentucky 41019 

Walk-in Address: 
200 West Fourth Street 
Covington, Kentucky 

Southwest Region 

Regional Office 
Mailing Address: 

Regional Commissioner 
Internal Revenue Service 
FOIA Request 
Attn: Disclosure Officer 
7839 Churchill Way LB-70 
Stop 7000 SWRD 
Dallas, Texas 75222 

Walk-in Address: 
same as mailing address 

Albuquerque District 
Mailing Address: 

Director, Albuquerque District 
Internal Revenue Service 
FOIA Request 
Attn: Disclosure Officer 
P. O. Box 1967 Stop 7000 ALB 
Albuquerque, N. M. 87103 

Wal k-in Add ress: 
517 Gold Avenue, S. W. 
Albuquerque, New Mexico 

Dallas District 
Mailing Address: 

Director, Dallas District 
Internal Revenue Service 
FOIA Request 
Attn: Disclosure Officer 
1100 Commerce St. Stop 7000 

DAL 
Dallas, Texas 75242 

Walk-in Address: 
same as mailing address 

Denver District 
Mailing Address: 

Director, Denver District 
Internal Revenue Service 
FOIA Request 
Attn: Disclosure Officer 
1050 17th St. Stop 7000 DEN 
Denver, Colorado 80265 

Walk-in Address: 
same as mailing address 

Austin District 
Mailing Address: 

Director, Austin District 
Internal Revenue Service 
FOIA Request 
Attn; Disclosure Officer 
P. O. Box 1448 Stop 7000 AUS 
Austin, Texas 78767 

Walk-in Address: 
300 E. 8th Street Stop 100D 
Austin, Texas 

Cheyenne District 
Mailing Address: 

Director, Cheyenne District 
Internal Revenue Service 
FOIA Request 
Attn: Disclosure Officer 
308 West 21 Street 
Stop 7000 CHE 
Cheyenne, Wyoming 82001 

Walk-in Address: 
same as mailing address 

Houston District 

Mailing Address: 
Director, Houston District 
Internal Revenue Service 
FOIA Request 
Attn: Disclosure Officer 
3223 Briarpark Stop 7000 H-BP 
Houston, Texas 77042 

Walk-in Address: 
same as mailing address 

Oklahoma City District 

Mailing Address: 

Director, Oklahoma City District 
Internal Revenue Service 
FOIA Request 
Attn: Disclosure Officer 
P. O. Box 66 Stop 7000 OKC 
Oklahoma City, OK 73102 

Wal k-i n Address: 
200 N. W. Fourth Street 
Oklahoma City, Oklahoma 

Phoenix District 
Mailing Address: 

Director, Phoenix District 
Internal Revenue Service 
FOIA Request 
Attn: Disclosure Officer 

2120 North Central Avenue 
Mail Stop 7000 PH 
Phoenix, Arizona 85004 

Walk-in Address: 
same as mailing address 

Salt Lake City District 

Mailing Address: 
Director, Salt Lake City District 
Internal Revenue Service 
FOIA Request 
Attn: Disclosure Officer 
465 S. 400 East Street 
Mail Stop 7000 SLC 
Salt Lake City, Utah 84111 

Walk-in Address: 
same as mailing address 

Austin Service Center 
Mailing Address: 

Director, Austin Service Center 
Internal Revenue Service 
FOIA Request 
Attn: Disclosure Officer 
P. O. Box 934 Stop 7000 AUSC 
Austin, Texas 78767 

Walk-in Address: 
3651 S. Interregional Hwy. 
Austin, Texas 

Ogden Service Center 
Director, Ogden Service Ctr. 
Internal Revenue Service 
FOIA Request 
Attn: Disclosure Officer 
P. O. Box 9411 Stop 7000 OSC 
Ogden, Utah 84409 

Walk-in Address: 
1160 West 1200 South Street 
Ogden, Utah 

Wichita District 
Mailing Address: 

Director, Wichita District 
Internal Revenue Service 
FOIA Request 
Attn: Disclosure Officer 
412 S. Main St. Stop 7000 WIC 
Wichita, Kansas 67202 

Walk-in Address: 
same as mailing address 

Western Region 

Regional Office 
Mailing Address: 

Regional Commissioner 
Internal Revenue Service 
FOIA Request 
Attn: Disclosure Officer 
450 Golden Gate Avenue 
Room 2301 Stop 2231 
San Francisco, Ca. 94102 

Walk-in Address: 
same as mailing address 
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Anchorage District 
Mailing Address: 

Director, Anchorage District 
Internal Revenue Service 
FOIA Request 
Attn: Disclosure Officer 
P. O. Box 101500 
Anchorage, Alaska 99510 

Walk-in Address: 

949 E. 36th Ave. , Suite 101 
Anchorage, Alaska 

Boise District 

Mailing Address: 
Director, Boise District 
Internal Revenue Service 
FOIA Request 
Attn: Disclosure Officer 
550 W. Fort Street 
Box 041 Room 291 
Boise, Idaho 83724 

Walk-in Address: 
same as mailing address 

Honolulu District 

Mailing Address: 
Director, Honolulu District 
Internal Revenue Service 
FOIA Request 
Attn: Disclosure Officer 
P. O. Box 50089 
Honolulu, Hawaii 96850 

Walk-in Address: 
300 Ala Moana Blvd. 
Federal Bldg. Rm. 2104 
Honolulu, Hawaii 

Laguna Niguel District 

Mailing Address: 
Director, Laguna Niguel District 
Internal Revenue Service 
FOIA Request 
Attn: Disclosure Officer 
P. O. Box C-8 
Laguna Niguel, Ca. 92677 

Walk-in Address: 
24000 Via Avila Road 
Laguna Niguel, California 

Las Vegas District 

Mailing Address: 

Director, Las Vegas District 
Internal Revenue Service 
FOIA Request 
Attn: Disclosure Officer 

P. O. Box 16045 
Las Vegas, Nevada 89101 

Walk-in Address: 
300 Las Vegas Blvd. South 
Las Vegas, Nevada 

Los Angeles District 
Mailing Address: 

Director, Los Angeles District 
Internal Revenue Service 
FOIA Request 
Attn: Disclosure Officer 
P. O. Box 391 Room 5202 
300 N. Los Angeles Street 
Los Angeles, California 90012 

Walk-in Address: 
same as mailing address 

Portland District 
Mailing Address: 

Director, Portland District 
Internal Revenue Service 
FOIA Request 
Attn: Disclosure Officer 
P. O. Box 3341 
Portland, Oregon 97208 

Walk-in Address: 
1220 S. W. Third Ave. Rm. 817 
Portland, Oregon 

Sacramento District 
Mailing Address: 

Director, Sacramento District 
Internal Revenue Service 
FOIA Request 
Attn: Disclosure Officer 
P. O. Box 2900 Stop 5201 
Sacramento, Ca. 95812 

Walk-in Address: 
2345 Fair Oaks Blvd. 
Sacramento, California 

Seattle District 
Mailing Address: 

Director, Seattle District 
Internal Revenue Service 
FOIA Request 
Attn: Disclosure Officer 
915 Second Avenue 
Stop 625 Room 2056 
Seattle, Washington 98174 

Walk-in Address: 
same as mailing address 

San Francisco District 
Mailing Address: 

Director. San Francisco District 

Internal Revenue Service 
FOIA Request 
Attn: Disclosure Officer 
450 Golden Gate Avenue 
Room 2301 Stop 2231 
San Francisco, Ca. 94102 

Walk-in Address: 
same as mailing address 

San Jose District 
Mailing Address: 

Director, San Jose District 
Internal Revenue Service 
FOIA Request 
Attn: Disclosure Officer 
55 S. Market Street, 9th 
Stop 3246 
San Jose, California 95113 

Walk-in Address: 
same as mailing address 

Seattle District 
Mailing Address: 

Director, Seattle District 
Internal Revenue Service 
FOIA Request 
Attn: Disclosure Officer 
915 Second Avenue 
Room 2056 Stop 625 
Seattle, Washington 98174 

Walk-in Address: 
same as mailing address 

Fresno Service Center 
Mailing Address: 

Director, Fresno Service 
Internal Revenue Service 
FOIA Request 
Attn: Disclosure Officer 
P. O. Box 24014 Stop 891 
Fresno, California 93779 

Walk-in Address: 
5045 E. Butler Avenue 
Fresno, California 

Floor 

Center 

Lawrence B. Gibbs, 
Commissioner of 

Internal Revenue 

(Filed by the Office of the Federal Register on 
July 21, 1987, at 8:45 a. m. , and published 
in the issue of the Federal Register for July 
27, 1987, 52 F. R. 28000) 
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Announcement of the Disbarment, Suspension, or Consent to Voluntary 
Suspension of Attorneys, Certified Public Accountants, Enrolled Agents and 
Enrolled Actuaries from Practice Before the Internal Revenue Service 

Under 31 Code of Federal Regula- 
tions, Part 10, an attorney, certified 
public accountant, enrolled agent or 
enrolled actuary, in order to avoid 
the institution or conclusion of a 
proceeding for his disbarment or sus- 
pension from practice before the In- 
ternal Revenue Service, may offer his 
consent to suspension from such 
practice. The Director of Practice, in 
his discretion, may suspend an attor- 
ney, certified public accountant, en- 
rolled agent or enrolled actuary in 
accordance with the consent offered. 

Attorneys, certified public accoun- 
tants, enrolled agents, and enrolled 
actuaries are prohibited in any Inter- 
nal Revenue Service matter from di- 

rectly or indirectly employing, accept- 
ing assistance from, being employed 
by, or sharing fees with, any practi- 
tioner disbarred or under suspension 
from practice before the Internal 
Revenue Service. 

To enable attorneys, certified pub- 
lic accountants, enrolled agents and 
enrolled actuaries to identify practi- 
tioners under consent suspension 
from practice before the Internal 
Revenue Service, the Director of 
Practice will announce in the Internal 
Revenue Bulletin the names and ad- 
dresses of practitioners who have 
been suspended from such practice, 
their designation as attorney, certified 
public accountant, enrolled agent or 

enrolled actuary and the date or 
period of suspension. This announce- 
ment will appear in the iieekly Bulle- 
tin at the earliest practicable date 
after such action and will continue to 
appear in the weekly Bulletins for 
five successive weeks or for as many 
weeks as is practicable for each attor- 
ney, certified public accountant, en- 
rolled agent or enrolled actuary so 
suspended and will later be consoli- 
dated and published in the Cumula- 
tive Bulletin. 

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

Name 

Max Felberbaum 

Robert F. Watson 

Edward J. David 

Jack Richter 

Robert L. Bamberger 

Arthur Don 

Alvin Grubman 

Douglas E. Young 

Timothy E. Podolske 

John C. Whitmire 

James F. Keough 

Richard J. McCarron 

Address 

Bayside, NY 

Tulia, TX 

Fayetteville, NC 

Chicago, IL 

Smyrna, DE 

Jamaica, NY 

New York, NY 

Destin, FL 

Milwaukee, WI 

Canyon Lake, TX 

Syracuse, NY 

Edgartown, MD 

Designation 

Certified 
Public 

Accountant 
Certified 

Public 
Accountant 

Attorney 

Attorney 

Certified 
Public 

Accountant 
Certified 

Public 
Accountant 

Certified 
Public 

Accountant 
Certified 

Public 
Accountant 

Certified 
Public 

Accountant 
Attorney 

Certified 
Public 

Accountant 
Attorney 

Term of 
Suspension 

Three Years 
from 

June 9, 1987 
Indefinite 

from 
June 9, 1987 

Indefinite 
from 

June 16, 1987 
Indefinite 

from 
June 18, 1987 

Indefinite 
from 

June 24, 1987 
Indefinite 

from 
June 24, 1987 

Fifteen Months 
from 

June 30, 1987 
Indefinite 

from 
July 8, 1987 

Twelve Months 
from 

July 8, 1987 
Indefinite 

from 
July 22, 1987 
Sixty Months 

from 
July 30, 1987 

Indefinite 
from 

July 30, 1987 
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Name 

Henry G. McComb 

Sheldon Kleeger 

Robert H. Jacobs 

Norman E. Teitler 

John R. Mitchell 

Gary G. Gaska 

Willie G. Young 

Philip D. Caloger 

Graham C. Larmer 

Donald M. Sunshine 

Address 

Niagara Falls, NY 

New York, NY 

Los Angeles, CA 

Locust Valley, NY 

Charleston, WV 

Gresham, OR 

Hardy, VA 

Chicago, IL 

Roanoke, VA 

New York, NY 

Designation 

Attorney 

Attorney 
and 

Certified 
Public 

Accountant 
Certified 

Public 
Accountant 

Attorney 

Attorney 

Enrolled 
Agent 

Certified 
Public 

Accountant 
Attorney 

Certified 
Public 

Accountant 
Attorney 

Term of 
Suspension 

Indefinite 
from 

July 30, 1987 
Indefinite 

from 
July 31, 1987 

Indefinite 
from 

May 8, 1987 
Indefinite 

from 
July 31, 1987 

Indefinite 
from 

August 7, 1987 
Indefinite 

from 
September 8, 1987 

Six Months 
from 

September 9, 1987 
Three Years 

from 
September 15, 1987 

Indefinite 
from 

September 25, 1987 
Indefinite 

from 
September 25, 1987 

Under 20 Code of Federal Regula- 
tions, Part 901, an enrolled actuary, 
in order to avoid the initiation or 
conclusion of a suspension or termi- 
nation proceeding, may offer his/her 
consent to suspension of enrollment. 
The Executive Director, Joint Board 
for the Enrollment of Actuaries, may 
suspend enrollment in accordance 
with the consent offered. An enrolled 
actuary whose enrollment is sus- 

pended is prohibited from performing 
actuarial services under the Employee 

Retirement Income Security Act of 
1974 (ERISA) during the period of 
suspension. 

To enable employees of the Inter- 
nal Revenue Service and others to 
identify enrolled actuaries under sus- 
pension, the Executive Director will 

announce in the Internal Revenue 
Bulletin the names and addresses of 
enrolled actuaries who have been 
suspended. This announcement will 

appear in the weekly Bulletin at the 
earliest practicable date following 

suspension and will continue to ap- 
pear in the weekly Bulletin for at 
least three successive weeks for each 
enrolled actuary so suspended and 
will later be consolidated and pub- 
lished in the Cumulative Bulletin. 

The following individuals have en- 
tered a consent suspension from per- 
forming services as an enrolled actu- 
ary. In addition, such individuals are 
suspended from practice before the 
Internal Revenue Service pursuant to 
31 Code of Federal Regulations, sec- 
tion 10. 3(d). 

Name of Enrolled Actuary 

Charles F. Monroe 

John P. Larrison 
James E. Glasgow 

Address 

Detroit, MI 

St. Petersburg, Florida 
Dallas, Texas 

Term of Suspension 

Indefinite 
effective 

June 15, 1987 
For six months effective July I, 1987 

Indefinite effective 
September 16, 1987 
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Under Section 330, Title 31 of the 
United States Code, the Secretary of 
the Treasury, after due notice and 
opportunity for hearing, is authorized 
to suspend or disbar from practice 
before the Internal Revenue Service 
any attorney, certified public accoun- 
tant, enrolled agent, or enrolled actu- 
ary who has violated the rules and 
regulations governing such practice. 

Attorneys, certified public accoun- 
tants, enrolled agents and enrolled 
actuaries are prohibited in any Inter- 
nal Revenue Service matter from di- 
rectly or indirectly employing, accept- 
ing assistance from, being employed 

by or sharing fees with, any practi- 
tioner disbarred or under suspension 
from practice before the Internal 
Revenue Service. 

To enable attorneys, certified pub- 
lic accountants, enrolled agents and 
enrolled actuaries to identify such 
disbarred or suspended practitioners, 
the Director of Practice will an- 
nounce in the Internal Revenue Bulle- 
tin the names and addresses of prac- 
titioners who have been disbarred or 
suspended from such practice, their 
designation as attorney, certified pub- 
lic accountant, enrolled agent or en- 
rolled actuary, and the date of dis- 

barment or period of suspension. 
This announcement with continue to 
appear in the weekly Bulletin for five 
successive weeks for each attorney, 
certified public accountant, enrolled 
agent or enrolled actuary so sus- 
pended or disbarred and will later be 
consolidated and published in the 
Cumulative Bulletin. 

After due notice and opportunity 
for hearing, the following individuals 
have been disbarred from further 
practice before the Internal Revenue 
Service. 

Name 

Morton J. Owrutsky 
David Garcia 
Ernest Shelton 
David L. Hill 
Robert L. Schwind 
John A. Shorter, Jr. 

Address 

Salisbury, MD 
Devils Lake, ND 

Gulfport, MS 
Atlanta, GA 
Atlanta, GA 

Washington, DC 

Designation 

Attorney 
Attorney 
Attorney 
Attorney 
Attorney 
Attorney 

Effective 
Date 

June 10, 1987 
August 17, 1987 

September 25, 1987 
October 10, 1987 
October 10, 1987 
October 10, 1987 
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Index 

The abbreviation and number in 

Parentheses following the index en- 
try refer to the specific item; num- 
bers following the parentheses re- 
fer to the page number on which it 

ap pears. 

Key to Abbreviations: 

RR Revenue Ruling 
RP Revenue Procedure 
TD Treasury Decision 
CD Court Decision 
PL Public Law 
EO Executive Order 
DO Delegation Order 
TDO Treasury Department Order 
TC Tax Convention 
SPR Statement of Procedural 

Rules 

EMPLOYMENT TAX 
Administration: 

Field examinations, Appeal consid- 
eration, written protest proce- 
dures (SPR) 858 

Procedural rules (SPR) 845 
Deficiencies: 

Adjusted interest rates (RR 62) 283; 
(RR 87) 284; (RR 131) 285 

Forms: 
Employee statements, perforated to 

a check (Notice 70) 380 
Magnetic tape, Form 1042S (RP 

63) 809 
Instrumentalities: 

State Bar of Texas (RR 58) 224 
Over payments: 

Adjusted interest rates (RR 87) 284; 
(RR 131) 285 

Penalties: 
Failure to file, information returns, 

identification number (Notice 71) 
381 

Failure to include correct informa- 
tion, information returns and 
payee statements (TD 8155) 287 

Proposed regulations: 
26 CFR 31. 3121(b)(19) — 1, 

31. 3306(c)(18)-1, amended; 
301. 7701(b) — 1 through 
301. 7701(b)-9 added; definition 
of resident alien (INTL-55-86) 
946 

26 CFR 301. 6723-1T, added; 
31. 6051-1, 31. 6051-2, amended; 
failure to include correct infor- 
mation (LR-142-86) 1048 

Railroad retirement, rate determina- 
tion, quarterly 224 

EMPLOYMENT TAX — Con'd 
Rates of tax: 

Social Security contribution and 
benefit base, 1988, $45, 000 845 

Regulations: 
26 CFR 31. 3402(f)(1)-1, 31. 3402(f) 

(2)-1, revised; 31. 3402(f)(1)-1T, 
31. 3402(f)(2)-1T, removed; sub- 
mission of withholding certifi- 
cates, additional withholding ex- 
emptions (TD 8164) 224 

26 CFR 31. 6053-3T, 31. 6053-4T, 
removed; 31. 6053-3, amended; 
31. 6053-4, added; employee tip 
reporting and substantiation re- 
quirements (TD 8141) 269 

26 CFR 31. 6205-2, added; interest 
on hospital insurance taxes on 
wages of State and local govern- 
ment employees (TD 8156) 277 

26 CFR 35a. 3406-1, revised; 
35a. 9999-1, 35a. 9999-2, 
35a. 9999-3, amended; imposition 
of backup withholding due to 
notification of an incorrect tax- 
payer identification number and 
the due diligence exception of a 
penalty for a missing or an incor- 
rect taxpayer identification num- 
ber (temporary) (TD 8163) 226 

26 CFR 301. 6011-2, amended; re- 
quired use of magnetic media, 
failure to file (TD 8140) 265 

26 CFR 301. 6723-1T, added; 
31. 6051-1, 31. 6051-2, amended; 
failure to include correct infor- 
mation (Temporary) (TD 8155) 
287 

Returns: 
Information, tip reporting and sub- 

stantiation requirements (TD 
8141) 269 

Magnetic media, required use, fail- 
ure to file (TD 8140) 265 

Self-employment tax: 
Social Security contribution and 

benefit base, 1988, $45, 000 845 
Withholding: 

Backup withholding requirements, 
incorrect taxpayer identification 
number (TD 8163) 226 

Submission of certificates, entitle- 
ment to additional withholding 
exemption (TD 8164) 224 

ESTATE 8 GIFT TAXES 
ADMINISTRATIVE 

Administration: 
Field examination, Appeals consid- 

eration, written protest, proce- 
dures (SPR) 858 

Procedural rules (SPR) 845 

ESTATE 8 GIFT TAXES 
ADMINISTRATIVE — Con'd 

Deficiencies: 
Adjusted interest rates (RR 62) 283; 

(RR 87) 284; (RR 131) 285 
Interest, suspension of compound- 

ing (RP 43) 590 
Overpayments: 

Adjusted interest rates (RR 87) 284; 
(RR 131) 285 

ESTATE TAX 
Rulings: 

Advance (RP 58) 764 
Valuation: 

Farms and closely held businesses: 
Farms: 

Special use value: 
Gifts within 3 years of death 

(RR 122) 221 
Interest rates (RR 142) 223 

EXCISE TAXES 
Administration: 

Field examinations, Appeals con- 
sideration, written protest proce- 
dures (SPR) 858 

Procedural rules (SPR) 845 
Communications: 

Subscriber line charges (RR 108) 
260 

Deficiencies: 
Adjusted interest rates (RR 62) 283; 

(RR 87) 284; (RR 131) 285 
Interest, suspension of compound- 

ing (RP 43) 590 
Elections: 

Retailer, diesel fuel purchases, tax- 
paid (Notice 58) 369 

Manufacturers: 
Gasoline: 

Removal or sale (Notice 83) 393 
General: 

Manufacturers tax revenue rul- 
ings applicable to retailers tax 
(RR 85) 251 

Sales price: 
Truck delivery charges (RR 86) 

252 
Over payments: 

Adjusted interest rates (RR 87) 284. 
(RR 131) 285 

Proposed regulations: 
26 CFR 511. 5, 55. 4981 — 1, 

55. 6071-1, revised; 55. 4981-1, 
amended; 55. 4981-2, 55. 6151-1, 
added; real estate investment 
trusts and regulated investment 
companies under the TRA of 
1986 (LR-104-86) 1033 
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EXCISE TAXES — Con'd 
Proposed regulations — Con'd 

26 CFR 41. 4483-7T, 41. 6001-3T, 
added; imposition of heavy vehi- 
cles use tax on foreign-based ve- 
hicles (LR-33-87) 1053 

26 CFR 48. 4221-1, 48. 4221-2, 
48. 4221 — 5, 48. 4222(d) — 1, 
48. 6421-0 through 48. 6421-2, 
48. 6421-4 through 48. 6421-8, 
48. 6427-1 through 48. 6427-3, 
amended; 48. 6421-3 through 
48. 6421-7, redesignated; 
48. 4081-1, 48. 4101-1, revised; 
48. 6421-3, 48. 6427-8, added; re- 
moval or sale of gasoline 
(LR-115-86) 1036 

Regulations: 
26 CFR 41. 4481-1, 41. 4482(c)-1, 

41. 4483-1, 41. 4483-5, 41. 6091-1, 
added; imposition of heavy vehi- 
cle use tax on foreign-based vehi- 
cles (TD 8159) 262 

26 CFR 48. 4041-5, amended; sale 
of diesel and special motor fuels 
from unattended locations (tem- 
porary) (TD 8154) 250 

26 CFR 48. 4041-14 redesignated as 
48. 4041 — 18 & revised; 
48. 4041-19, 48. 4041-20, added; 
48. 4071-1, 48. 4071-2(b), retitled 
and amended; 48. 6420-4(1), 
48. 6427-1(a)(2)(iv), revised; ex- 
cise taxes on gasohol and other 
alcohol mixture fuels, tires, tread 
rubber, and inner tubes (TD 
8152) 253 

Rulings: 
Manufacturers tax rulings applica- 

ble to retailers tax (RR 85) 251 
Special fuels: 

Diesel, retailer, election to purchase 
fuel tax-paid (Notice 58) 369 

Sales from unattended locations 
(TD 8154) 250 

Transportation: 
Persons: 

Domestic portion of international 
flight, airfare paid on board 
(RR 133) 261 

Windfall profit tax: 
Inflation adjustment factor, De- 

cember 31, 1987 (Notice 60) 370; 
March 31, 1988 (Notice 81) 389 

INCOME TAX 
Accounting methods: 

Cash, limitation on use (TD 8143) 
121 

Change: 
Blue Cross or Blue Shield organi- 

zations (RP 51) 650 

INCOME TAX — Con'd 
Change — Con'd 

Long-term contracts (Notice 61) 
370 

Vacation pay (RP 55) 671 
Interest, economic accrual (RR 140) 

120 
Accounting periods: 

Adoption, retention or change, 
partnerships, S corporations and 
personal service corporations (RP 
32) 396 

Change, business purpose test for 
tax year (RR 57) 117 

Administration; 
Delegation of authority; 

Extension to file Form 1042 (DO 
226) 354 

Field examinations, Appeals con- 
sideration, written protest pro- 
cedures (SPR) 858 

Procedural rules (SPR) 845 
Affiliated corporation: 

Alaska Native Corporation, basis 
of stock (Notice 75) 384 

Allocation of income and deductions: 
Controlled taxpayers, sale of iron 

ore, arms length transaction (RR 
71) 148 

Annuities and pensions: 
Exempt organization, salary reduc- 

tion agreement (RR 114) 116 
Automobiles, standard mileage rate 

(RP 49) 646 
Awards, prizes, etc. : 

Transfers to governmental units or 
charitable organizations (RP 54) 
669 

Bankruptcy and receiverships: 
Non-pecuniary loss penalties and 

post-petition interest (RR 99) 291 
Basis: 

Property, acquired from decedent, 
community property (RR 98) 206 

Stock, shareholder's voluntary con- 
tribution to capital (CD 2040) 
202 

U. S. savings bonds, transfer be- 
tween spouses or incident to di- 
vorce (RR 112) 207 

Bonds: 
U. S. savings, Series E and EE, 

transfer between spouses or inci- 
dent to divorce (RR 112) 207 

Business expenses: 
License agreement, computerized 

commodity trading (RR 63) 210 
Capital gains and losses: 

Individuals: 
Regulated futures contracts, non- 

equity option (RR 67) 212 

INCOME TAX — Con'd 
Carrybacks and carryovers: 

Change of ownership, allocation of 
income and loss (Notice 79) 387 

Charitable contributions: 
Bank, debt for equity swaps (RR 

124) 205 
Closing agreements: 

Foreign corporations and con- 
trolled foreign corporations (No- 
tice 84) 394 

Consolidated returns: 
Affiliated group, Alaska Native 

Corporation (Notice 75) 384 
Intercompany transactions, percent- 

age depletion (RR 60) 154 
Stock ownership requirements (No- 

tice 63) 375 
Controlled foreign corporations: 

Distribution by domestic corpora- 
tion to its parent of stock of a 
CFC (RR 96) 209 

Earnings, U. S. investments, loan to 
related borrower (RR 89) 195 

Foreign investment company, man- 
ufacturing trade or business (RR 
90) 216 

Regulations, suspension of section 
1248(e) and limit application of 
section 1248(f) (Notice 64) 375 

Related person insurance income, 
election (Notice 50) 357 

Source rules for sales (Notice 65) 
376 

Cooperatives: 
Housing, one and only class of 

stock, garage space (RR 130) 68 
Corporations: 

Contributions to capital, public 
utilities (Notice 82) 389 

Credits against tax: 
Business energy investment credit, 

final regulations (TD 8147) 29 
Earned income credit, employer's 

notification requirement (TD 
8142) 14 

Low-income housing, Federally- 
assisted buildings (TD 8162) 24 

Low-income housing credit, limita- 
tions (TD 8144) 16 

New jobs, certification (RR 94) 39 
Residential energy credit, final reg- 

ulations (TD 8146) 7 
Deductions: 

When taken: 
All events test, accrued medical 

benefits (CD 2039) 134 
License agreement, computerized 

commodity trading (RR 63) 
210 

Deficiencies: 
Adjusted interest rates (RR 62) 283; 

(RR 87) 284; (RR 131) 285 
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INCOME TAX — Con'd 
Interest: 

Abatement, ministerial act (TD 
8150) 281; (RP 42) 589 

Suspension of compounding (RP 
43) 590 

Depletion: 
Consolidated returns, intercompany 

transaction (RR 60) 154 
Depreciation: 

Rate tables, 1986 (RP 57) 687 
Recovery classes, class lives, and 

recovery periods (RP 56) 674 
Dividends: 

Received: 
Corporate shareholder, extraordi- 

nary dividends, valuation pro- 
cedures (RP 33) 402 

Newly issued nonvoting stock, 
redemption to pay death taxes 
(RR 132) 82 

Domestic international sale corpora- 
tions (DISC): 
Certification of countries (Notice 

52) 362; (Notice 53) 363; (Notice 
55) 366 

International boycotts, countries re- 
quiring cooperation (Notice 59) 
370; (Notice 73) 383 

Taxation of DISC income to share- 
holders, base period, T-bill rate, 
September 1987 (RR 129) 196 

Elections: 
Related person insurance income, 

U. S. shareholder (Notice 50) 357 
Stock, extraordinary dividends, fair 

market value determination (RP 
33) 402 

Employee plans: 
Administrative: 

Rulings and opinion letters, mas- 
ter or prototype plans, compli- 
ance date (Notice 80) 388 

General: 
Model amendments, optional 

provisions, distribution of ex- 
cess contributions (Notice 72) 
381 

Reporting requirements (Notice 
77) 385 

Individual retirement programs: 
Rollover contributions, cash sub- 

stituted for retained property 
(RR 77) 115 

Rulings and determination letters 
(RP 50) 647 

Participation: 
Simpli fied Employee Pensions 

(SEPs), required prototype 
amendments (Notice 62) 374 

INCOME TAX — Con'd 
Qualifications: 

Model cash or deferred arrange- 
ment (CODA) (Notice 51) 359 

Terminated plans, required 
amendments (Notice 57) 368 

Estates and trusts: 
Trust, distribution to cemetery for 

grave care and maintenance (RR 
97) 155 

Estimated tax: 
Declarations, farming, small busi- 

ness corporation shareholder (RR 
121) 217 

Private foundations and tax-exempt 
organizations, deposit require- 
ments (TD 8157) 278 

Exempt organizations: 
Qualification: 

Civic, social welfare, firefighters' 
association (RR 126) 150 

Exploration and development: 
Intangible drilling and development 

costs, properties outside U. S. 
(RR 134) 69 

Farmers and farming: 
Capitalization rules, election (No- 

tice 76) 384 
Gross income, generic commodity 

certificates (RR 103) 41 
Livestock, cows carrying trans- 

planted embryos (RR 105) 46 
Foreign corporations: 

Branch profits tax, qualified resi- 
dents (Notice 56) 367 

Corporate franchise tax, effectively 
connected (RR 64) 166 

Disposition of U. S. real property, 
reorganization and liquidation 
transactions (RR 66) 168 

Transfers from the U. S. , stock and 
securities (Notice 85) 395 

Foreign insurance companies: 
Minimum figure, tax computation 

(Notice 48) 354 
Foreign tax credit: 

Foreign corporation, earnings and 
profits, carryback of deficits (RR 
72) 170 

Limitation, corporate franchise tax 
(RR 65) 173 

Limitation period, election, credit 
or deduction (TD 8160) 191 

Taxes paid on foreign oil related 
income (TD 8160) 191 

Transitional rules, Tax Reform Act 
of 1986 (Notice 54) 363 

Forms: 
Magnetic tape: 

Form 1042S (RP 63) 809 

INCOME TAX — Con'd 
Forms — Con'd 

Magnetic tape — Con'd 
Form W-4, reporting require- 

ments (RP 47) 635 
Mini-disk, Forms 1098, 1099, 5498, 

and W-2G series (RP 62) 765 
Shipping charges, repros (RP 60) 

765 
Substitute, 1040ES (RP 38) 503 

Franchises: 
License agreement, deductions (RR 

63) 210 
Fringe benefits, aircraft valuation for- 

mula (RR 101) 42 
Gain or loss: 

Recognition: 
Debt for equity swap (RR 124) 

205 
Shareholder's voluntary contribu- 

tion to capital (CD 2040) 202 
Government depositary: 

Trusts, estimated tax, FTD system, 
magnetic tape (RP 64) 828 

Government obligations: 
States and subdivisions: 

Bonds invalid under local law 

(RR 116) 44 
Private business tests (Notice 69) 

378 
Gross income: 

Exclusions-inclusions: 
Campaign funds, volunteer 

workers, cash awards (RR 119) 
151 

Insurance proceeds, mortality ta- 
bles (TD 8161) 43 

Income source: 
Foreign corporations, corporate 

franchise tax (RR 64) 166 
Indians: 

Judgement funds, Chippewas of 
Mississippi (PL 99-377) 338 

Saginaw Chippewa Indian Tribe of 
Michigan Distribution of Judg- 
ment Funds Act (PL 99-346) 337 

White Earth Reservation Land Set- 
tlement Act of 1985 (PL 99-264) 
336 

Insurance companies: 
Life: 

Differential earnings rate (RR 92) 
165 

Diversification requirements, 
variable annuity, endowment, 
and life insurance contracts 
(Notice 47) 354 
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INCOME TAX — Con'd 
Interest: 

Investment: 
Federal rates, short-term, mid- 

term and long-term, July 1987 
(RR 55) 212; August 1987 (RR 
68) 213; September 1987 (RR 
83) 214; October 1987 (RR 
100) 214; November 1987 (RR 
109) 214; December 1987 (RR 
128) 216 

Paid: 
Allocation, passive loss and cred- 

its, investments, and personal 
(TD 8145) 47 

Loan, child to parent after gift 
from parent to child (RR 69) 
46 

Received: 
Tax-exempt obligations received 

for services (RP 53) 669 
U. S. savings bonds, transfer be- 

tween spouses or incident to 
divorce (RR 112) 207 

Inventories: 
Costing rules, full absorption regu- 

lations, cash bonuses (RR 84) 
137 

LIFO: 
Price indexes, department stores, 

February (RR 70) 140; March 
(RR 74) 141; April (RR 78) 
141; May (RR 81) 142; June 
(RR 91) 143; July (RR 107) 
144; August (RR 118) 145; 
September (RR 125) 146; Octo- 
ber (RR 141) 147 

Investment credit: 
Recapture: 

Disqualified use of property (RR 
73) 28 

Early disposition, partially offset 
carryback (RR 56) 27 

Repeal, transition property, basis 
carryforwards (RR 113) 33 

Transition property, qualified 
progress expenditures (RR 135) 
35 

Liquidations: 
Regulations under section 1504, ef- 

fective date (Notice 63) 375 
Losses: 

Abandonment, public utilities, am- 
ortized cost basis of rate increase 
(RR 117) 61 

Casualty: 
Disaster areas, year of deduction 

(RR 136) 62 
Trees destroyed by beetles (RR 

59) 59 
Medical expenses: 

Handicapped, improvements to 
personal residence (RR 106) 67 

INCOME TAX — Con'd 
Natural resources: 

Timber, trees killed by insects (RR 
59) 59 

Net operating loss: 
Carryforward, corporate ownership 

change (TD 8149) 85 
Nonbusiness expenses: 

Allocation between exempt and non- 
exempt income (RR 102) 78 

Convention "North American 
Area" defined (RR 95) 79 

Options: 
Incentive stock options, qualifica- 

tions, Tax Reform Act of 1986 
(Notice 49) 355 

Overpayments: 
Adjusted interest rates (RR 87) 284; 

(RR 62) 283; (RR 131) 285 
Direct deposit of refunds, electroni- 

cally filed returns (RP 52) 653 
Partnerships: 

Accounting periods: 
Adoption, retention or change 

(RP 32) 396 
Business purpose test for tax year 

(RR 57) 117 
Basis of property, transfer of inter- 

est in an upper-tier partnership 
(RR 115) 163 

Distribution, property subject to li- 

ability, liquidation (RR 120) 161 
Organization expenses, tax treat- 

ment in year of liquidation (RR 
111) 160 

Termination, reorganization of a 
corporate partner (RR 110) 159 

Penalties: 
Failure to file information returns, 

due diligence mailing (Notice 74) 
383 

Negligence, underpayment amount 
(CD 2038) 285 

Substantial understatement: 
Adequate disclosure (RP 48) 645 
Applicable percentage (Notice 78) 

387 
Personal holding companies: 

Affiliated groups (RR 75) 152 
Political contributions: 

Campaign funds, tax treatment of 
expenditures (RR 119) 151 

Proposed regulations: 
26 CFR 1. 32-1T, added; notice to 

employees o f earned income 
credit (LR-99-86) 1031 

26 CFR 1. 42-1T, added; low in- 
come housing credit (LR-83-86) 
1031 

26 CFR 1. 42-2T, added; low- 
income credit for Federally- 
assisted buildings (temporary) 
(LR-62-87) 1055 

INCOME TAX — Con'd 
Proposed regulations — Con'd 

26 CFR 1. 48-4, 1. 312-15, 
amended; 1. 48-7, 1. 705-1, re- 
vised; 1. 196-1, added; basis ad- 
justment for investment credit 
(LR-183-82) 1019 

26 CFR 1. 101-7T, added; mortality 
tables used to determine exclu- 
sion for deferred payments of 
life insurance proceeds (tempo- 
rary) (LR-135-86) 1047 

26 CFR 1. 106-1, amended; 
1. 162-26, added; continuation 
coverage requirements of group 
health plans (EE-143-86) 929 

26 CFR 1. 163-8T, added; alloca- 
tion of interest expense among 
expenditures (temporary) 
(LR-10-87) 1053 

26 CFR 1. 263A-1T, amended; cap- 
italization and inclusion in inven- 

tory of certain costs (LR-37-87) 
1054 

26 CFR 1. 382-1T, 1. 382-2T, 
added; limitation on corporate 
net operating loss carryforwards 
(LR-106-86) 1035 

26 CFR 1. 401(a)-1, amended; 
1. 403 (b) — 2, 1. 408 — 8, 
1. 401(a)(9)-1, 1. 401(a)(9)-2, 
54. 4974-2, added; required distri- 
bution from qualified plans, indi- 
vidual retirement plans 
(EE-113-82) 881 

26 CFR 1. 414(m)-5, 1. 414(m)-6, 
1. 414(n) — 1, 1. 414(n) — 2, 
1. 414(n) — 3, 1. 414(n)-4, 
1. 414(o)-1, added; affiliated ser- 
vice groups, employee leasing, 
and other arrangements 
(EE-111-82) 862 

26 CFR 1. 448-1T, 1. 448-2T, 
added; limitation on the use of 
cash receipts and disbursements 
method of accounting 
(LR-122-86) 1032 

26 CFR 1. 861-8, amended; 1. 861-9 
and 9A renumbered as 1. 861-12 
and 12A; 1. 861-9 through 
1. 861-11, added; allocation and 
apportionment of expenses 
(INTL-935-86) 990 

26 CFR 1. 87 1-9, 1. 904(b)-3, 
1. 953-2, 1. 1303-1, 1. 1441-5, 
1. 6013 — 6, amended; 
301. 7701(b) — 1 through 
301. 7701(b)-9, added; definition 
of resident alien (INTL-55-86) 
946 
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INCOME TAX — Con'd 
Proposed regulations — Con'd 

26 CFR 1. 904-6 through 1. 904-8, 
added; application of section 904 
to income subject to separate 
limitations (INTL-931-86) 962 

26 CFR 1. 952-1, 1. 954-1, 1. 964-4, 
amended; 1. 952-3, revised; 
1. 954-8, added; foreign base 
company oil related income 
(INTL-57-86) 959 

26 CFR 1. 1059A-1, added; limita- 
tion on taxpayer's basis or inven- 
tory cost in property imported 
from related persons 
(LR-960-86) 1049 

26 CFR 1. 6302-3, added; use of 
government depositaries by es- 
tates and trusts (LR-81-87) 1055 

26 CFR 5h. 5, 55. 4981 — 1, 
55. 6071-1, revised; 55. 4981-1, 
amended; 55. 4981-2, 55. 6151-1, 
added; real estate investment 
trusts and regulated investment 
companies under the TRA of 
1986 (LR-104-86) 1033 

26 CFR 301. 6402-6T(f), revised; re- 
duction of tax overpayments by 
amount of past-due legally en- 
forceable debt owed to a federal 
agency (LR-72-86) 1030 

26 CFR 601. 702, amended; state- 
ment of procedural rules, fee and 
fee waiver under Freedom of In- 
formation Act of 1986 (SPR) 
1057 

Public utilities: 
Accounting methods: 

Change from normalization to 
flow-through (RR 137) 64 

Normalization, reduction of ex- 
cess tax reserve (RR 139) 65 

Publicity of information: 
Returns and return information, 

confidentially (CD 2041) 274 
Rates of tax: 

Social Security contribution and 
benefit base, 1988, $45, 000 845 

Real estate: 
Real estate mortgage investment 

conduits (REMICs) (Notice 67) 
377 

Redemption of stock and bonds: 
Newly issued nonvoting stock, re- 

demption to pay death taxes (RR 
132) 82 

Substantially disproportionate, vot- 
ing and nonvoting common stock 
outstanding (RR 88) 81 

INCOME TAX — Con'd 
Refunds and credits: 

Direct deposit of refunds, electroni- 
cally filed returned (RP 52) 653 

Reduction of tax refunds by 
amount of past-due legally en- 
forceable debt owed to federal 
agency (TD 8139) 280 

Regulations: 
26 CFR 1. 1(i)-1T, added; unearned 

income of certain minor children 
(temporary) (TD 8158) 3 

26 CFR 1. 32-1T, added; notice to 
employees o f earned income 
credit (TD 8142) 14 

26 CFR 1. 42-1T, added; low in- 
come housing credit (TD 8144) 
16 

26 CFR 1. 42-2T, added; low- 
income credit for Federally- 
assisted buildings (temporary) 
(TD 8162) 24 

26 CFR 1. 44C-1 redesignated as 
1. 23-1; 1. 44C-2 redesignated 
1. 23-2; 1. 44C-3 redesignated 
1. 23-3; 1. 44C-4 redesignated 
1. 23-4; 1. 44C-5 redesignated 
1. 23-5; 1. 44C-6 redesignated 
1. 23-6; 1. 23-1, 1. 23-2, 1. 23-3, 
1. 23-5, 1. 23-6, 1. 6050-1, 
amended; 1. 1016-5 revised; resi- 
dential energy credit (TD 8146) 7 

26 CFR 1. 48-9, revised; business 
energy investment credit for so- 
lar, wind and geothermal energy 
property (TD 8147) 29 

26 CFR 1. 101-7T, added; mortality 
tables used to determine exclu- 
sion for deferred payments of 
life insurance proceeds (tempo- 
rary) (TD 8161) 43 

26 CFR 1. 163-8T, added; alloca- 
tion of interest expense among 
expenditures (temporary) (TD 
8145) 47 

26 CFR 1. 263A-1T, amended; cap- 
italization and inclusion in inven- 

tory of certain costs (TD 8148) 
70 

26 CFR 1. 382-1T, 1. 382-2T, 
added; limitation on corporate 
net operating loss carryforwards 
(TD 8149) 85 

26 CFR 1. 448-1T, 1. 448-2T, 
added; limitation on the use of 
cash receipts and disbursements 
method of accounting (TD 8143) 
121 

INCOME TAX — Con'd 
Regulations — Con'd 

26 CFR 1. 901 — 1, 1. 907(c)-1, 
amended; 1. 1441-5, revised; limi- 
tation on foreign tax credit for 
foreign oil and gas taxes, election 
period for foreign tax credit and 
mailing address for withholding 
exemption statements and forms 
(TD 8160) 191 

26 CFR 1. 904(f)-1, 1. 1502-9, 
added; overall foreign loss and 
the overall foreign loss account 
(TD 8153) 174 

26 CFR 1. 6041-3, amended; infor- 
mation reporting of allowances, 
reimbursements, or charges for 
travel and other expenses of pub- 
lic employees (TD 8151) 267 

26 CFR 1. 6302-1, revised; 
1. 6302-1T, removed; deposit of 
estimated income tax by certain 
private foundations and tax- 
exempt organizations (TD 8157) 
278 

26 CFR 301. 6011-2, amended; re- 
quired use of magnetic media, 
failure to file (TD 8140) 265 

26 CFR 301. 6402-6T(b), revised; 
reduction of tax overpayments by 
amount of past-due legally en- 
forceable debt owed to a federal 
agency (TD 8139) 280 

26 CFR 301. 6404-2T, added; defi- 
nitions of ministerial act, interest 
abatement (TD 8150) 281 

Reorganizations: 
Investment companies, continuity 

of business enterprise (RR 76) 84 
Residence: 

Sale proceeds, election, widowed 
taxpayer (RR 104) 45 

Returns: 
Electronic filing, U. S. partnership 

returns, 1986 tax year (RP 34) 
404 

Information: 
Banks, currency transactions 

(Bank Secrecy Act regulations) 
(PL 99-570) 339 

Canadian banks, dividends and 
interest (RR 123) 268 

Nevada casinos, cash transac- 
tions (RR 82) 269 

Magnetic disk, Forms 1098, 
1099, 5498 & W-2G, 5 I /4 
inch magnetic diskette (RP 45) 
591 

Magnetic diskette, Forms 1098, 
1099, 5498 and W-2G (RP 41) 
515 
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INCOME TAX — Con'd 
Information — Con'd 

Magnetic media, required use, 
failure to file (TD 8140) 265 

Magnetic tape, Forms 1098, 
1099, 5498, and W-2G series 
(RP 36) 456 

Rulings: 
Announcements and Notices, sub- 

stantial authority (RR 138) 287 
Areas in which advance rulings will 

not be issued: 
Accident and health plans, 

amounts received (RP 46) 634 
Associate Chief Counsel (Inter- 

national) (RP 39) 514 
Classification of stock (RP 59) 

764 
Issued stock (RP 37) 503 
Partnership allocation (RP 35) 

456 
Controlled foreign corporations, 

foreign base company income 
(RP 61) 765 

"Corn Products Doctrine, " suspen- 
sion (Notice 68) 378 

INCOME TAX — Con'd 
Rulings — Con'd 

Issuance procedures, employee plan 
(RP 40) 514 

Small business corporations: 
Accounting periods: 

Adoption, retention or change 
(RP 32) 396 

Business purpose test for tax year 
(RR 57) 117 

Tax conventions: 
Administrative, liquidations, appli- 

cation of treaty provisions (No- 
tice 66) 376 

Barbados, exchange of information 
296 

Canada, technical explanation 298 
France, Protocol 326 
Grenada, exchange of information 

329 
Jamaica, exchange of information 

332 
Netherlands Antilles: 

Tax avoidance (RR 80) 292 
Tax benefits, interest payments (RR 

79) 334 

INCOME TAX — Con'd 
Tax conventions — Con'd 

South Africa, termination (PL 
99-440) 339 

Withholding procedures (RP 44) 
335 

Transfers to avoid tax: 
Appreciated property, transfer in 

trust, transferor owner (RR 71) 
148 

Traveling expenses: 
Conventions or meetings, "North 

American area" defined (RR 95) 
79 

Standard mileage rate (RP 49) 646 
Substantiation, reimbursement, 

mileage allowances (RR 93) 81 
Trusts and estates: 

Trusts, prepaid funeral contract 
(RR 127) 156 

Withholding: 
Exemption certificate, Form 1078 

(TD 8160) 191 
Interest, foreign corporations loan 

to related borrower (RR 89) 195 
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