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Mission of the Service 

The purpose of the Internal Revenue Service is to 
collect the proper amount of tax revenue at the least 
cost; serve the public by continually improving the 

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 government 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 as
certain and apply the true meaning of the statute. 

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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quality of our products and services; and perform in a 
manner warranting the highest degree of public 
confidence in our integrity, efficiency and fairness. 

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 
vigorous. 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. 



Introduction 

The Internal Revenue Bulletin is the authoritative instru
ment of the Commissioner of Internal Revenue for 
announcing official rulings and procedures of the Inter
nal Revenue Service and for publishing Treasury Deci
sions, Executive Orders, Tax Conventions, legislation, 
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 uniform 
application of the tax laws, including all rulings that 
supersede, revoke, modify, or amend any of those 
previously published in the Bulletin. All published rulings 
apply retroactively unless otherwise indicated. Proce
dures 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 published. 

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

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 applying published rulings and proce
dures, the effect of subsequent legislation, regulations, 
court decisions, rulings, and procedures must be consid
ered, and Service personnel and others concerned are 

cautioned against reaching the same conclusions in 
other cases unless the facts and circumstances are 
substantially the same. 

Cumulative Bulletin 1996-2 is a consolidation of all 
items of permanent nature published in the weekly 
Bulletins 1996-27 through 1996-53 for the period of 
July 1 through December 31, 1996. 

The Internal Revene Cumulative Bulletin is divided into 
four parts as follows: 

Part 1.-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 regula
tions 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, Legislation 
and Related Committee Reports. 

Part III.-Administrative, Procedural, and Miscellaneous. 
To the extent practicable, pertinent cross references to 
these subjects are contained in the other Parts and 
Subparts. 

Notice of Proposed Rulemaking 
The preambles and text of proposed regulations that 
were published in the Federal Reister during this six
month period are printed in this section. Included in this 
section is a list of persons disbarred or suspended from 
practice before the Internal Revenue Service. 
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Definition of Terms 
Revenue rulings and revenue procedures 
(hereinafter referred to as "rulings") 
that have an effect on previous rulings 
use the following defined terms to de
scribe 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 ruling held that a 
principle applied to A, and the new 
ruling holds that the same principle also 
applies to B, the earlier ruling is ampli
fied. (Compare with modified, below). 

Clarified is used in those instances 
where the language in a prior ruling is 
being made clear because the language 
has caused, or may cause, some confu
sion. 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 es
sential difference between them. 

Modified is used where the substance 
of a previously published position 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 

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

A-Individual. 

Acq.-Acquiescence. 

B-Individual. 

BE-Beneficiary. 

BK-Bank. 

B.TA.-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 Corporation. 

DR-Donor. 

E-Estate. 

EE-Employee. 
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is modified because it corrects a pub
lished position. (Compare with amplified 
and clarified, above). 

Obsoleted describes a previously pub
lished ruling that is not considered de
terminative with respect to future trans
actions. This term is most commonly 
used in a ruling that lists previously 
published rulings that are obsolete~ be
cause of changes in law or regulatIOns. 
A ruling may also be obsoleted because 
the substance has been included in regu
lations subsequently adopted. 

Revoked describes situations where 
the position in the previously published 
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 position 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 previ
ously published over a period of time in 
separate rulings. If the new ruling does 

E.O.-Executive Order. 

ER-Employer. 

ERISA-Employee Retirement Income Security Act. 

EX-Executor. 

F-Fiduciary. 

FC-Foreign Country. 

FICA-Federal Insurance Contribution Act. 

FISC-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. 

O-Organization. 

P-Parent Corporation. 

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

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 issuance of new or 
amended regulations, the outcome of 
cases in litigation, or the outcome of a 
Service study. 

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-Taxpayer. 

TR-Trust. 

IT-Trustee. 

U.S. C.-United States Code. 

X-Corporation. 

Y -Corporation. 

Z-Corporation. 
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Cumulative List of Actions Relating to Court Decisions Published in the Internal 
Revenue Bulletin from January 1, 1996 through December 31, 1996 

It is the policy of the Internal Rev
enue Service to announce at an early 
date whether it will follow the holdings 
in certain cases. An Action on Decision 
is the document making such an an
nouncement. An Action on Decision will 
be issued at the discretion of the Service 
only on unappealed issues decided ad
verse to the government. Generally, an 
Action on Decision is issued where its 
guidance would be helpful to Service 
personnel working with the same or 
similar issues. Unlike a Treasury Regu
lation or a Revenue Ruling, an Action 
on Decision is not an affirmative state
ment of Service position. It is not 
intended to serve as public guidance and 
may not be cited as precedent. 

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

Prior to 1991, the Service published 
acquiescence or nonacquiescence only in 
certain regular Tax Court opinions. The 
Service has expanded its acquiescence 
program to include other civil tax cases 
where guidance is determined to be 
helpful. Accordingly, the Service now 
may acquiesce or nonacquiesce in the 
holdings of memorandum Tax Court 

opinions, as well as those of the United 
States District Courts, Claims Court, and 
Circuit Courts of Appea\. Regardless of 
the court deciding the case, the recom
mendation of any Action on Decision 
will be published in the Internal Rev
enue Bulletin. 

The recommendation in every Action 
on Decision will be summarized as 
acquiescence, acquiescence in result 
only, or nonacquiescence. Both "acqui
escence" and "acquiescence in result 
only" mean that the Service accepts the 
holding of the court in a case and that 
the Service will follow it in disposing of 
cases with the same controlling facts. 
However, "acquiescence" indicates nei
ther approval nor disapproval of the 
reasons assigned by the court for its 
conclusions; whereas, "acquiescence in 
result only" indicates disagreement or 
concern with some or all of those 
reasons. Nonacquiescence signifies that, 
although no further review was sought, 
the Service does not agree with the 
holding of the court and, generally, will 
not follow the decision in disposing of 
cases involving other taxpayers. In refer
ence to an opinion of a circuit court of 
appeals, a nonacquiescence indicates 
that the Service will not follow the 
holding on a nationwide basis. However, 
the Service will recognize the 
precedential impact of the opinion on 
cases arising within the venue of the 
deciding circuit. 

The announcements published in the 
weekly Internal Revenue Bulletins are 
consolidated semiannually and annually. 

The semiannual consolidation 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 January and in the Cumulative 
Bulletin for the last half of the year. 

The Commissioner ACQUIESCES 111 

the following decisions: 

William H. and Patricia Adair v. 
Commissioner, 1 

T.C. Memo. 1995-493 
Burlington Northern Railroad Co. v. 
Commissioner,2 

82 T.e. 143 (1984) 
Eastman Kodak Co. v. United States,3 
534 F.2d 252 (Ct. Cl. 1976) 
Velinsky v. Commissioner,4 
T. e. Memo 1996-180 
Alan K. Lauckner v. United States,S 
68 F.3d 69 (3d Cir. 1995) 
Tele-Communications, Inc. v. Com
missioner,6 
12 F.3d 1005 (lOth Cir. 1993) 
William H. Murphy v. Commissioner,7 
103 T.e. III (1994) 
Clack, Est. of v. Commissioner,s 
106 T.e. 6 (1996) 
Cristofani, Est. of Maria, Deceased, 
Frank Cristofani, Executor v. Com
missioner,9 
97 T. e. 74 (1 991 ) 

The Commissioner does NOT AC
QUIESCE in the following decisions: 

Estate of Goree v. Commissioner,10 
T.e. 1994-331 

I Acquiescence relating to whether petitioner who performed services for the North Atlantic Treaty Organization as a transferee transferred and paid by the U.S. 
Department of the Army was entitled to the foreign earned income exclusion under section 911 of the Code. 
2Acquescence and that Rev. Rul. 74-70 be reconsidered relating to whether an accrual basis taxpayer may deduct, pursuant to the all events test of section 
1.461-1 (a)(2) of the Treasury Regulations, the employer's portion of payroll taxes on year-end salaries where the salaries are properly accruable but unpaid at 
year-end and the obligation to remit the taxes does not arise until the following year when such wages are paid to employees. 
'Acquiescence and that Rev. Rul. 74-70 be reconsidered relating to whether an accrual basis taxpayer may deduct, pursuant to the all events test of section 
1.461-1 (a)(2) of the Treasury Regulations, the employer's portion of payroll taxes on ycar-end salaries where the salaries are properly accruable but unpaid at 
year-end and the obligation to remit the taxes does not arise until the following year when such wages are paid to employees. 
4Acquiescence relating to whether, for purposes of the grossly erroneous requirement of section 6013(e) of the Code. an adjustment to cost of goods sold 
(COGS) is an omission of gross income or an item of "deduction, credit, or basis." 
5Acquiescence relating to whether assessments of the trust fund recovery penalty (TFRP) under section 6672 of the Code are subject to the 3-year statute of 
limitations contained in section 6501(a) of the Code. 
6Acquiescence relating to whether cable television franchises issued by local govemments are franchises within the meaning of section 1253 of the Code. 
7 Acquiescence relating to whether for purposes of the nonrecognition provision of section 1034 of the Code for a divorced or separated taxpayer may compute 
the gain on a jointly owned residence, by taking into account only his or her allowable share of the basis and net proceeds from the sale of the jointly owned 
residence when the taxpayer's former spouse has not met the section 1034 requirements for deferral. 
"Acquiescence in result relating to whether the surviving spouse has a "qualifying income interest for life" in property where (I) the extent of the surviving 
spouse's income interest is contingent on the executor's qualified terminable interest property (QTIP) election and where (2) any part (or all) of the property for 
which QTIP treatment is not elected will go to someone other than the surviving spouse. 
9 Acquiescence in result relating to whether transfers of property to a trust. whose contingent remainder beneficiaries have the right to withdraw an amount not 
exceeding the section 2503(b) exclusion within 15 days following such transfers. constitute gifts of present interests in property within the meaning of section 
2503(b) of the Code. 
IONonacquiescence relating to whether under Estate of Bosch \'. Commissioner, 387 U.S. 456 (1967), the Tax Court erred in applying an appellate standard of 
review to a lower state court factual determination instead of reviewing the question de no\'{). 
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Robert B. and Eleanor Risman v. 
Commissioner,l1 
100 T.e. 191 (1993) 
Anthony Teong-Chan and Rosanna W. 
Gaw v. Commissioner,12 
45 F.3d 461 (D.e. Cir. 1995) 

Brown Group, Inc. v. Commissioner, 13 
77 FJd 217 (8th Cir. 1996) 

vacating and remanding 104 T.e. 105 
(1995) 
F' h C " 14 IS er v. om miSSioner, 
45 FJd 396 (lOth Cir. 1995) 

Richard L. and Fiona Simon v. Com
missioner,15 
68 F.3d 41 (2d Cir. 1995) 

I I Nonacquiescence relating to whether a remittance forwarded to the Service with a Form 4868 constitutes a payment of tax or a deposit in the nature of a cash 
bond for purposes of the period of limitations for seekino a refund of such remittance. 
12Nonacquiescence relating to when the period for filing" a Tax Court petition begins to run if the notice of deficiency is mailed to the taxpayers' last known 
address and the Service knows or should know the taxpayers will not receive the notice at their last known address. 
~3Nonacquiescence relating to whether a controlled foreign corporation's ("CFC's") distributive share of partnership income is forei~n base company sales 
mcome under section 954(d) of the Code, when the partnership income is earned under circumstances in which it would have been foreIgn base company sales 
income if earned directly by the CFC partner. 
14Nonacquiescence relating to whether the United States Court of Appeals for the Tenth Circuit erred in determining that the Commissioner abused her 
discretion by not waiving the substantial understatement additions to tax under section 666l(c) of the Code. 
15Nonacquiescence relating to whether professional musicians are entitled, under section 168 of the Code. to depreciate their antique musical instruments used 
in their trade or business, notwithstanding that the instruments have no determinable useful lives. 
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Part I. Rulings and Decisions Under the Internal Revenue Code of 1986 

Subtitle A.-Income Taxes 

Chapter i.-Normal Taxes and Surtaxes 

Subchapter A.-Determination of Tax Liability 

Part I.-Tax on Individuals 

Section I.-Tax Imposed 
26 CFR 1.1-1: Income tax on individuals. 

The Service is providing adjusted tax tables for 
individuals and trusts and estates for taxable years 
beginning in 1997 to reflect changes in the cost of 
living. Also provided are certain reductions al
lowed against the unearned income of minor 
children in computing the "kiddie tax." The 
amounts used to determine whether a parent may 
elect to report the "kiddie tax" on the parent's 
return are also adjusted. The adjustments concern
ing the election to report the •. kiddie tax" on the 
parent's return are for taxable years beginning in 
1996 and 1997. See Rev. Proc. 96-59, page 392. 

Part IV.-Credlts Against Tax 

Subpart A.-Nonrefundable Personal Credits 

Section 25.-lnterest on Certain 
Home Mortgages 
26 CFR 1.25-4T: Qualified mortgage credit certifi
cate program (temporary). 

Guidance is provided for the use of the national 
and area median gross income figures by issuers 
of qualified mortgage bonds and mortgage credit 
certificates in determining the housing cost/income 
ratio described in section 143(1)(5) of the Code. 
See Rev. Proc. 96-37. page 299. 

Subpart C.-Refundable Credits 

Section 32.-Earned Income 
26 CFR 1.32-2: Earned income credit for taxable 
years beginning after December 31. 1978. 

The Service is providing inflation adjustments 
for taxable years beginning in 1997 to the limita
tions on the earned income tax credit. See Rev. 
Proc. 96-59. page 392. 

Subpart D.-Business Related Credits 

Section 42.-Low-lncome Housing 
Credit 

The adjusted applicable federal short-term, mid
term. and long-term rates are set forth for the 
month of July 1996. See Rev. Rul. 96-34, page 
75. 

The adjusted applicable federal short-term, mid
term, and long-term rates are set forth for the 
month of August 1996. See Rev. Ru\. 96-37, page 
77. 

The adjusted applicable federal short-term, mid
term, and long-term rates are set forth for the 
month of September 1996. See Rev. Rul. 96-43. 
page 78. 

The adjusted applicable federal short-term, mid
term. and long-term rates are set forth for the 
month of October 1996. See Rev. Rul. 96-49. 
page 79. 

The adjusted applicable federal short-term. mid
term, and long-term rates are set forth for the 
month of November 1996. See Rev. Rul. 96-52. 
page 81. 

The adjusted applicable federal short-term. mid
term. and long-term rates are set forth for the 
month of December 1996. See Rev. Rul. 96-57. 
page 82. 

26 CFR 1.42-14: Allocation rules for post-1989 
State housing credit ceiling amounts. 

This procedure publishes the amounts of unused 
housing credit carryovers allocated to qualified 
states under section 42(h)(3)(D) of the Code for 
calendar year 1996. See Rev. Proc. 96-46. page 
40. 

Table 1 
Rev. Rul. 96-33 

26 CFR 1.42-14: Allocation rules for post-1989 
State housing credit ceiling amounts. 

This procedure supplements Rev. Proc. 96-46. 
page 337, by publishing amounts of unused hous
ing credit carryovers allocated to qualified states 
under § 42(h)(3)(D) of the Internal Revenue Code 
for calendar year 1996 in addition to those 
published in Rev. Proc. 96-46. This revenue 
procedure also publishes the total amounts of 
unused housing credit carryovers allocated to 
qualified states under § 42(h)(3)(D) for calendar 
year 1996. 

Low-income housing credit; satis
factory bond; "bond factor" amounts 
for the period April through June 
1996. This ruling announces the 
monthly bond factor amounts to be used 
by taxpayers who dispose of qualified 
low-income buildings or interests therein 
during the period April through June 
1996. 

Rev. Rul. 96-33 
In Rev. Rul. 90-60, 1990-2 C.B. 3, 

the Internal Revenue Service provided 
guidance to taxpayers concerning the 
general methodology used by the 
Treasury Department in computing the 
bond factor amounts used in calculating 
the amount of bond considered satisfac
tory by the Secretary under § 42U)(6) 
of the Internal Revenue Code. It further 
announced that the Secretary would 
publish in the Internal Revenue Bulletin 
a table of "bond factor" amounts for 
dispositions occurring during each cal
endar month. 

This revenue ruling provides in Table 
1 the bond factor amounts for calculat
ing the amount of bond considered 
satisfactory under § 42(j)(6) for disposi
tions of qualified low-income buildings 
or interests therein during the period 
April through June 1996. 

Monthly Bond Factor Amounts for Dispositions Expressed 
As a percentage of Total Credits 

Calendar Year Building Placed in Service or, if Section 42(f)( 1) 
Election Was made, the Succeeding Calendar Year 

Month of 
Disposition 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 

Apr '96 76.76 78.26 79.91 81.94 84.43 87.38 90.40 93.16 95.61 97.21 
May '96 76.54 78.03 79.68 81.71 84.19 87.12 90.12 92.86 95.32 97.21 
Jun '96 76.32 77.81 79.46 81.48 83.95 86.86 89.85 92.58 95.06 97.21 
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For a list of bond factor amounts 
applicable to dispositions occurring dur
ing other calendar years, see the follow
ing revenue rulings: Rev. Rul. 90-60, 
1990-2 C.B. 3, for dispositions occur
ring during calendar years 1987, 1988, 
and 1989; Rev. Rul. 90-88, 1990-2 C.B. 
7, for dispositions occurring during cal
endar year 1990; Rev. Rul. 91-67, 
1991-2 C.B. 13, for dispositions occur
ring during calendar year 1991; Rev. 
Rul. 92-101, 1992-2 C.B. 9, for dispo
sitions occurring during calendar year 
1992; Rev. Rul. 93-83, 1993-2 C.B. 6, 
for dispositions occurring during calen
dar year 1993; Rev. Rul. 94-71, 1994-2 
C.B. 4, for dispositions occurring during 
calendar year 1994; Rev. Rul. 95-83, 
1995, 2 C.B. 8, for dispositions occur
ring during calendar year 1995; and 
Rev. Rul. 96-16, 1996-1 C.B. 3, for 
dispositions occurring during the period 
January through March 1996. 

Low-income housing tax credit. As
sistance provided by the Federal Emer
gency Management Agency to the 
owner of property that is damaged by a 
disaster will not result in a reduction of 
the eligible basis of the property under 
section 42(d)(5), or the recharacteriza
tion of the property under section 
42(i)(2) as federally subsidized. 

Rev. Rul. 96-35 

ISSUES 

(1) If a qualified low-income building 
is damaged by a disaster and a below
market loan is provided by the Federal 
Emergency Management Agency 
(FEMA) to the owner of the building to 
repair, reconstruct, or restore the building 
to its pre-casualty condition, does the 
loan cause the building to be character
ized as federally subsidized under 
§ 42(i)(2) of the Internal Revenue Code? 

(2) If a qualified low-income building 
is damaged by a disaster and a grant is 
provided by FEMA to the owner of the 
building to repair, reconstruct, or restore 
the building to its pre-casualty condi
tion, does the grant require the owner to 
reduce the building's eligible basis un
der § 42(d)(5) to the extent of the 
FEMA grant? 

FACTS 

Taxpayer, T, owns and operates a new 
qualified low-income building (as de
fined in § 42(c)(2» that qualified for 
the 70-percent present value credit under 
§ 42(b)(2)(B)(i). The building was par-
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tially destroyed by a hurricane during 
the building's 15-year compliance period 
(as defined in § 42(i)(l)). The President 
declared the area affected by the hurri
cane a major disaster area, making 
available assistance through FEMA. T 
received a FEMA below-market loan 
and a grant that T used to restore the 
building to its pre-casualty condition. 

LAW AND ANALYSIS 

Section 42 provides a tax credit for 
investment in qualified low-income 
buildings placed in service after Decem
ber 31, 1986. For any taxable year in a 
10-year credit period, the amount of 
credit is equal to the applicable percent
age of the qualified basis of each quali
fied low-income building. 

For a qualified low-income building 
placed in service after 1987, the term 
"applicable percentage" means the per
centage that will yield over a 10-year 
period amounts of credit that have a 
present value equal to: (i) 70 percent of 
the qualified basis of new buildings that 
are not federally subsidized for the 
taxable year (70-percent present value 
credit), and (ii) 30 percent of the quali
fied basis of existing buildings, and of 
new buildings that are federally subsi
dized for the taxable year (30-percent 
present value credit). 

Under § 42(i)(2)(A), a new building 
is federally subsidized for any taxable 
year if, at any time during the taxable 
year or any prior taxable year, there is 
or was outstanding any below-market 
federal loan, the proceeds of which were 
used (directly or indirectly) for the 
building or its operation. 

Under § 42(c), the qualified basis of 
any qualified low-income building for 
any taxable year is an amount equal to 
the applicable fraction (defined in 
§ 42(c)(l)(B» of the eligible basis of the 
building. Section 42(d)(5) provides that 
if, during any taxable year of the compli
ance period, a federal grant is used for a 
building or its operation, the eligible 
basis of the building for the taxable year 
and all succeeding taxable years is re
duced to the extent of the federal grant. 

The rules of § 42(i)(2) and § 42(d)(5) 
limit the low-income housing credit if 
federally subsidized loans or federal 
grants are used to finance a building or 
meet the operating costs of the building. 
If a building is damaged in a federally 
declared disaster, however, FEMA assis
tance does not substitute for funds that 
were used to determine the building's 
basis nor is it used to meet operating 

costs of the building. Rather, FEMA 
funds merely help to restore the statUS of 
the building to its pre-casualty condition. 
FEMA funds provide no additional fed
eral benefit to taxpayers that § 42(i)(2) 
and § 42(d)(5) were intended to limit. 
Furthermore, reducing the amount of the 
credit available under § 42 would place 
the owner of a qualified low-income 
building at a disadvantage compared with 
other building owners using FEMA funds. 
Therefore, the amount of credit available 
to a building will not be affected under 
§ 42(i)(2) and § 42(d)(5) by the building 
owner's use of FEMA assistance. 

HOLDING 

(1) A below-market loan provided by 
FEMA to the owner of a qualified low
income building damaged by a disaster to 
repair, reconstruct, or restore the building 
to its pre-casualty condition does not 
result in characterizing the building as 
federally subsidized under § 42(i)(2). 

(2) A grant provided by FEMA to the 
owner of a qualified low-income hous
ing building damaged by a disaster does 
not cause a reduction of the building's 
eligible basis under § 42(d)(5) to the 
extent that the grant funds are used to 
repair, reconstruct, or restore the build
ing to its pre-casualty condition. 

Low-income housing credit; satisfac
tory bond; "bond factor" amounts for 
the period July through September 1996. 
This ruling announces the monthly bond 
factor amounts to be used by taxpayers 
who dispose of qualified low-income 
buildings or interests therein during the 
period July through September 1996. 

Rev. Rul. 96-45 

In Rev. Rul. 90-60, 1990-2 c.B. 3, the 
Internal Revenue Service provided guid
ance to taxpayers concerning the general 
methodology used by the Treasury De
partment in computing the bond factor 
amounts used in calculating the amount 
of bond considered satisfactory by the 
Secretary under § 42U)(6) of the Internal 
Revenue Code. It further announced that 
the Secretary would publish in the Inter
nal Revenue Bulletin a table of "bond 
factor" amounts for dispositions occur
ring during each calendar month. 

This revenue ruling provides in Table 
I the bond factor amounts for calculat
ing the amount of bond considered 
satisfactory under § 42U)(6) for disposi
tions of qualified low-income buildings 
or interests therein during the period 
July through September 1996. 



Table 1 
Rev. Rul. 96-45 

Monthly Bond Factor Amounts for Dispositions Expressed 
As a Percentage of Total Credits 

Calendar Year Building Placed in Service 
or, if Section 42(1)(1) Election Was Made, the Succeeding Calendar Year 

Month of 
Disposition 1987 1988 

Jul '96 81.06 83.47 
Aug '96 80.84 83.24 
Sep '96 80.61 83.01 

For a list of bond factor amounts 
applicable to dispositions occurring dur
ing other calendar years, see the follow
ing revenue rulings: Rev. Rul. 90-60, 
1990-2 C.B. 3, for dispositions occur
ring during calendar years 1987, 1988, 
and 1989; Rev. Rul. 90-88, 1990-2 C.B. 
7, for dispositions occurring during cal
endar year 1990; Rev. Rul. 91-67, 
1991-2 C.B. 13, for dispositions occur
ring during calendar year 1991; Rev. 
Rul. 92-101, 1992-2 c.B. 9, for dispo
sitions occurring during calendar year 
1992; Rev. Rul 93-83, 1993-2 C.B. 6, 
for dispositions occurring during calen
dar year 1993; Rev. Rul. 94-71, 1994-2 
C.B. 4, for dispositions occurring during 
calendar year 1994; Rev. Rul. 95-83, 
1995-2 C.B. 8, for dispositions occur
ring during calendar year 1995; Rev. 

1989 1990 1991 1992 

86.09 89.16 92.78 96.94 
85.85 88.92 92.52 96.67 
85.62 88.68 92.28 96.41 

Rul. 96-16, 1996-1 C.B. 3, for disposi
tions occurring during the period Janu
ary through March 1996; and Rev. Rul. 
96-33, 1996-2 C.B. 3, for dispositions 
occurring during the period April 
through June 1996. 

Low-income housing credit; satis
factory bond; "bond factor" amounts 
for the period October through De
cember 1996. This ruling announces the 
monthly bond factor amounts to be used 
by taxpayers who dispose of qualified 
low-income buildings or interests therein 
during the period October through De
cember 1996. 

Rev. Rul. 96-59 

In Rev. Rul. 90-60, 1990-2 c.B. 3, 

Table 1 
Rev. Rul. 96-59 

1993 1994 1995 1996 

101.25 105.33 109.16 112.52 
100.96 105.04 108.90 112.52 
100.68 104.76 108.66 112.52 

the Internal Revenue Service provided 
guidance to taxpayers concerning the 
general methodology used by the Trea
sury Department in computing the bond 
factor amounts used in calculating the 
amount of bond considered satisfactory 
by the Secretary under § 42(j)(6) of the 
Internal Revenue Code. It further an
nounced that the Secretary would pub
lish in the Internal Revenue Bulletin a 
table of "bond factor" amounts for 
dispositions occurring during each cal
endar month. 

This revenue ruling provides in Table 
1 the bond factor amounts for calculat
ing the amount of bond considered 
satisfactory under § 42(j)(6) for disposi
tions of qualified low-income buildings 
or interests therein during the period 
October through December 1996. 

Monthly Bond Factor Amounts for Dispositions Expressed 
As a Percentage of Total Credits 

Calendar Year Building Placed in Service 
or, if Section 42(1)(1) Election Was Made, 

the Succeeding Calendar Year 

Month of 
Disposition 1987 1988 1989 1990 1991 1992 

Oct. '96 80.39 82.78 85.39 88.44 92.03 96.15 
Nov. '96 80.17 82.56 85.16 88.21 91.80 95.90 
Dec. '96 79.96 82.35 84.95 87.99 91.57 95.67 

For a list of bond factor amounts 
applicable to dispositions occurring 
during other calendar years, see the 
following revenue rulings: Rev. Rul. 
90-60, 1990-2 c.B. 3, for dispositions 
occurring during calendar years 1987, 
1988, and 1989; Rev. Rul. 90-88, 
1990-2 C.B. 7, for dispositions occur
ring during calendar year 1990; Rev. 
Rul. 91-67, 1991-2 C.B. 13, for dispo-

sitions occurring during calendar year 
1991; Rev. Rul. 92-101, 1992-2 C.B. 
9, for dispositions occurring during cal
endar year 1992; Rev. Rul 93-83, 
1993-2 C.B. 6, for dispositions occur
ring during calendar year 1993; Rev. 
Rul. 94-71, 1994-2 C.B. 4, for disposi
tions occurring during calendar year 
1994; Rev. Rul. 95-83, 1995-2 C.B. 8, 
for dispositions occurring during cal en-

1993 1994 1995 1996 

100.41 104.49 108.44 112.52 
100.16 104.25 108.24 112.52 
99.92 104.02 108.06 112.52 

dar year 1995; Rev. Rul. 96-16, 
1996-1 C.B. 3, for dispositions oc
curring during the period January 
through March 1996; Rev. Rul. 96-33, 
1996-2 C.B. 3, for dispositions occur
ring during the period April through 
June 1996; and Rev. Rul. 96-45, 
1996-2 C.B. 4, for dispositions occur
ring during the period July through 
September 1996. 
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Part VI.-Alternatlve Minimum Tax 

Section 59.-0ther Definitions and 
Special Rules 

The Service is providing an inflation adjustment 
for taxable years beginning in 1996 and 1997 to 
the exemption amount use in computing the 
alternative minimum tax for a minor child subject 
to the "kiddie tax." See Rev. Proc. 96-59. 
page 392. 

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. 

Are amounts received in satisfaction of a claim 
for denial of a promotion due to disparate treat· 
ment employment discrimination under Title VII 

Period During Which the Flight Was Taken 

7/1/96--12/31/96 

Section 62.-Adjusted Gross 
Income Defined 

26 CFR 1.62-2: Reimbursements and other ex
pense allowance arrangements. 

Rules are set forth under which a reimburse
ment or other expense allowance arrangement for 
the cost of lodging. meal, and incidental expenses 
or meal and incidental expenses incurred by an 
employee while traveling away from home will 
satisfy the requirements of § 62( c) of the Code as 
to substantiation of the amount of expenses. See 
Rev. Proc. 96-64. page 427. 

Rules under which a reimbursement or other 
expense allowance arrangement for the cost of 
operating an automobile for business purposes will 
satisfy the requirements of section 62( C) of the 
Code as to business connection, substantiation. and 
returning amounts in excess of expenses. See Rev. 
Proc. 96-63. page 420. 

Section 63.-Taxable Income 
Defined 

26 CFR 1.63-1: Change of treatment with respect 
to the zero hracket amount and itemized deduc· 
tions. 

The Service is providing inflation adjustments 
for taxable years beginning in 1997 to the standard 
deduction amounts (including the limitation in the 
case of certain dependents. and the additional 
standard deduction for the aged or blind). See Rev. 
Proc. 96--59. page 392. 
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of the Civil Rights Act of 1964, as amended in 
1991, excludable from gross income under 
§ I04(a)(2)? See Rev. Rul. 96-65, page 6. 

26 CFR 1.61-21: Taxation of fringe benefits. 

Fringe benefits aircraft valuation 
formula. For purposes of section 1.61-
21 (,,) of the regulations, relating to the 
rule

b 

for valuing non-commercial flights 
on employer-provided aircraft, the Stan
dard Industry Fare Level (SIFL), cent~
per-mile rates and terminal charges In 

effect for 1996 are set forth. Rev. Rul. 
96--25 modified. 

Rev. Rul. 96-58 

For purposes of the taxation of fringe 
benefits under section 61 of the Internal 
Revenue Code, section 1.61-21 (g) of 
the Income Tax Regulations provides a 

mercial flights 
rule for valuing nonco~rcraft. Section 
on employer-provided ani aircraft valua-

'd sa 1.61-21(g)(5) provi e ine the value of 
tion formula to deterre of a flight is 
such flights. The v: ~ase aircraft valu. 
determined under th known as the Stan-
ation formula (alSO I f 
dard Industry Fare Leve ormula Or 

SIFL) by multiplying the SIFL ce~ts
per-mile rates applicable for the penod 
during which the flight was taken by the 
appropriate aircraft multiple provided in 
section 1.61-21(g)(7) and then adding 
the applicable terminal charge. The SIFL 
cents-per-mile rates in the formula and 
the terminal charge are calculated by the 
Department of Transportation and are 
reviewed semi-annually. 

The following charts sets forth the 
terminal charges and SIFL mileage 
rates: 

Terminal Charge 

$31.61 

SIFL Mileage Rates 

Up to SOO miles = $.1729 per mile 

SOI-IS00 miles = $.1318 per mile 

Over IS00 miles = $.1267 per mile 

Section 68.-Overall Limitation on 
Itemized Deductions 

The Service is providing inflation adjustments 
for taxable years beginning in 1997 to the overall 
limitation on itemized deductions. See Rev. Proc. 
96-59, page 392. 

Part 1It.-ltems Specifically Excluded From Gross 

Income 

Section l03.-State and Local 
Bonds 

If an issuer of state or local bonds has used the 
proceeds of those bonds to pay more than fair 
market value for nonpurpose investments depos
ited into an advance refunding escrow. what are 
the procedures that an issuer may follow to 
request a closing agreement pursuant to which the 
purchase of those investments alone will not be 
sufficient to cause §§ 1 03(b )(2) and 148 of the 
Internal Revenue Code to apply to those bonds? 
See Rev. Proc. 96-41. page 30 I. 

26 CFR 1.103-1: Interest upon obligations of a 
State, Territory. etc. 

Guidance is provided for the use of the national 
and area median gross income figures by issuers 
of qualified mortgage bonds and mortgage credit 
certificates in determining the housing cost/income 
ratio described in section 143( 0(5) of the Code. 
See Rev. Proc. 96-37. page 299. 

Section l04.-Compensation for 
Injuries or Sickness 

26 CFR 1.104-1(c): Damages received on account 
of personal injuries or sickness. 
(Also §§ 61, 3121. 3231. 3306. 3401. 7805; 
1.61-1; 31-3121(aH; 31.3231(e)-/; 31.3306(b)
I; 3J.3401(a)-/; 301.7805-1.) 

Damages received on account of 
personal injuries or sickness. Under 
current § 104(a)(2), back pay and dam
ages for emotional distress received to 
satisfy a claim for denial of a promotion 
due to disparate treatment employment 
discrimination under Title VII of the 
1964 Civil Rights Act are not exclud
able from gross income. Under former 
§ 104(a)(2), as in effect before August 
21, 1996, back pay received to satisfy 
such a claim is not excludable from 
gross income. However, damages re
ceived for emotional distress under that 
statute are excludable. Rev. Rul. 93-88 
obsoleted. Notice 95-45 superseded. 
Rev. Rul. 72-341 and 84-92 obsoleted. 
Rev. Proc. 96--3 modified. 

Rev. Rul. 96-65 

ISSUE 

Are amounts received in satisfaction 
of a claim for denial of a promotion due 
to disparate treatment employment dis
crimination under Title VII of the Civil 



Rights Act of 1964, as amended in 1991 
(Title VII), excludable from gross in
come under § 1 04( a)(2) of the Internal 
Revenue Code? 

LAW AND ANALYSIS 

In general, § 61 (a) provides that, ex
cept as otherwise provided by law, gross 
income includes all income from what
ever source derived. 

Section 104(a)(2), as amended by 
§ 1605 of the Small Business Job Pro
tection Act of 1996 (the 1996 Act) 110 
Stat. 1755, 1838, provides generally that 
gross income does not include the 
amount of any damages received 
(whether by suit or agreement) on ac
count of personal physical injuries or 
physical sickness. Section 104(a) further 
provides that, for purposes of paragraph 
(2), emotional distress is not treated as a 
physical injury or physical sickness ex
cept to the extent of damages paid for 
medical care (described in § 213(d)
(1 )(A) or (B» attributable to emotional 
distress. The 1996 Act amendments to 
§ 104(a) apply to amounts received af
ter August 20, 1996, but not to amounts 
received under a written binding agree
ment, court decree, or mediation award 
in effect on (or issued on or before) 
September 13, 1995. 

Before its amendment by the 1996 
Act, former § 104(a)(2) provided gener
ally that gross income does not include 
the amount of any damages received 
(whether by suit or agreement) on ac
count of personal injuries or sickness. 

Section 1.104-1 (c) of the Income Tax 
Regulations provides that the term 
"damages received (whether by suit or 
agreement)" means an amount received 
(other than workmen's compensation) 
through prosecution of a legal suit or 
action based upon tort or tort type 
rights, or through a settlement agree
ment entered into in lieu of such pros
ecution. 

In United States v. Burke, 504 U.S. 
229 (1992), the Supreme Court held that 
back pay received for disparate impact 
gender discrimination under Title VII 
was not excludable from gross income 
as damages received on account of 
personal IOJuries under former 
§ 104(a)(2) because that part of Title 
VII did not compensate for a broad 
range of traditional tort harms. 

In light of Burke, the Service issued 
Rev. Rul. 93-88, 1993-2 C.B. 61, which 
holds that compensatory damages and 
back pay are excludable from gross 
income as damages for personal injury 
under former § 104(a)(2) when received 

for: (1) disparate treatment gender dis
crimination under Title VII, as amended 
in 1991; (2) racial discrimination under 
§ 16 of the Civil Rights Act of 1870, 42 
U.S.c. § 1981 and Title VII; and (3) 
disparate treatment discrimination under 
the Americans With Disabilities Act, 42 
U.S.c. §§ 12101-12213, as amended in 
1991. All three of these statutes provide 
a broad range of compensatory damages 
of the type the Supreme Court focused 
upon in Burke. 

In Commissioner v. Schleier, 515 
U.S. __ , 115 S. Ct. 2159 (1995), the 
Supreme Court held that back pay and 
liquidated damages received to settle a 
claim under the Age Discrimination in 
Employment Act of 1967, 29 U.S.c. 
§§ 621-634 (ADEA), are not exclud
able from gross income under former 
§ 104(a)(2). The Court concluded that 
former § 104(a)(2) and its regulations 
set forth two requirements for a recov
ery to be excludable from gross income: 
(1) it must be based on tort or tort type 
rights, and (2) it must be received "on 
account of personal injuries or sick
ness." The Court held that back pay and 
liquidated damages received under the 
ADEA meet neither requirement because 
(1) the ADEA does not compensate for 
any of the other traditional tort harms 
associated with personal injury, (2) the 
back pay is completely independent of 
the existence or extent of any personal 
injury, and (3) the ADEA liquidated 
damages are punitive in nature. 

Based on Schleier, Notice 95-45, 
1995-2 C.B. 330, suspended Rev. Rul. 
93-88, and added section 5.05 to Rev. 
Proc. 95-3, 1995-1 C.B. 385, to provide 
that pending issuance of published guid
ance, the Service will not issue rulings 
or determination letters on whether 
amounts received are excludable from 
gross income under § 104(a)(2) in situa
tions affected by Schleier. 

In light of Schleier, and the amend
ment of § 104(a)(2) by the 1996 Act, 
the Internal Revenue Service has recon
sidered Rev. Rul. 93-88. 

HOLDINGS 

(1) Current § 104 ( a)(2). Back pay 
received in satisfaction of a claim for 
denial of a promotion due to disparate 
treatment employment discrimination 
under Title VII is not excludable from 
gross income under § 104(a)(2) because 
it is completely independent of, and thus 
is not damages received on account of, 
personal physical injuries or physical 
sickness under that section. Similarly, 

amounts received for emotional distress 
in satisfaction of such a claim are not 
excludable from gross income under 
§ 104(a)(2), except to the extent they 
are damages paid for medical care (as 
described in § 213(d)(1)(A) or (B» at
tributable to emotional distress. 

(2) Former § 104 ( a)(2). Back pay re
ceived in satisfaction of a claim for 
denial of a promotion due to disparate 
treatment employment discrimination 
under Title VII is not excludable from 
gross income under former § 104(a)(2) 
because it is completely independent of, 
and thus is not damages received on 
account of, personal injuries or sickness 
under that section. However, damages 
received for emotional distress in satis
faction of such a claim are excludable 
from gross income under former 
§ 104(a)(2) because they are received 
"on account of personal injuries or 
sickness. " 

(3) Wages and compensation. Back 
pay includible in gross income under 
Holding (1) or (2) is "wages" for 
purposes of § 3121 (Federal Insurance 
Contributions Act (FICA», § 3306 
(Federal Unemployment Tax Act 
(FUTA», and § 3401 (federal income 
tax withholding), and is "compensation" 
for purposes of § 3231 (Railroad Retire
ment Tax Act (RRTA». 

EFFECT ON OTHER DOCUMENTS 

Rev. Rul. 93-88 is obsoleted. Notice 
95-45 is superseded. Rev. Rul. 72-341, 
1972-2 C.B. 32, and Rev. Rul. 84-92, 
1984-1 C.B. 204, which hold that 
amounts received to settle a claim under 
pre-1991 Title VII are (1) includible in 
gross income as compensation, (2) 
"wages" for FICA, FUTA, and federal 
income tax withholding purposes, and 
(3) "compensation" for RRTA purposes, 
are obsoleted. Rev. Proc. 96-3, 1996-1 
LR.B. 82, is modified to delete section 
5.05. 

PROSPECTIVE APPLICATION 

Pursuant to the authority contained in 
. § 7805(b), this revenue ruling will not 
apply adversely to damages received 
under any provision of law providing 
tort or tort type remedies for employ
ment discrimination for race, color, reli
gion, gender, national origin, or other 
similar classifications, if the damages 
are received (1) on or before June 14, 
1995, the date that Sc'hleier was decided 
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by the Supreme Court, or (2) pursuant 
to a written binding agreement, court 
decree, or mediation award in effect on 
(or issued on or before ) June 14, 1995. 

Section 127.- Educational 
Assistance Programs 

26 CFR 1.127-2: Educational Assistance Pro
grams. 

Educational assistance after termi
nation of employment. Educational as
sistance plans that provide benefits to 
participants by reason of their employ
ment with the employer will not fail to 
qualify as educational assistance pro
grams described in section 127 (b) of the 
Code merely because eligible partici
pants include former employees. 

Rev. Rul. 96-41 

ISSUE 

Does a plan fail to qualify as an 
educational assistance program de
scribed in section 127(b) of the Internal 
Revenue Code if the plan provides ben
efits to individuals after their employ
ment has terminated, regardless of the 
reason for termination? 

FACTS 

Situation (1). Employer X maintains a 
plan that is intended to be a qualified 
educational assistance program. The 
plan provides educational assistance to 
participants to help them obtain educa
tion and training. Under the plan, X 
pays expenses incurred by or on behalf 
of plan participants for instruction and 
training (including instruction that is 
part of a degree program as well as 
vocational and technical training) that 
constitutes "education" as that term is 
used in section 127 and the regulations 
thereunder. Employees who qualify as 
participants earn educational benefits for 
hours of service according to a schedule 
of benefits. The participants are current 
and former employees of X, and a 
participant may take courses of instruc
tion either during employment or after 
termination of employment with X. The 
former employees who are participants 
include individuals who terminated their 
employment voluntarily (including by 
retirement), were laid off, were termi
nated involuntarily, or terminated be
cause of disability. 

Situation (2). In connection with its 
corporate "downsizing" efforts, em
ployer Y adopts a plan that is intended 
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to be a qualified educational assistance 
program. The plan provides educational 
assistance to participants to help them 
obtain education and training. The par
ticipants are former employees of Y 
whose employment with Y has te~i
nated in connection with a cutback m 
operations affecting a broad range of 
personnel. Under the plan, Y pays ex
penses incurred by or. on. behalf of plan 
participants after term mat IOn o.f ~mpl~y
ment for instruction and trammg (m
cluding instruction that is part of a 
degree program as well as voca~ional 
and technical training) that constItutes 
"education" as that term is used in 
section 127 and the regulations thereun
der. 

LAW AND ANALYSIS 

Section 1 27(a) provides that gross 
income of an employee does not include 
amounts paid or expenses incurred by 
the employer for educational assistance 
to the employee if the assistance is 
furnished pursuant to a program de
scribed in § 127(b). Section 1 27(b)(1) 
provides that, for purposes of § 127, an 
educational assistance program is a 
separate written plan of an employer for 
the exclusive benefit of his employees 
to provide such employees with educa
tional assistance, and that the program 
must meet the other requirements set 
forth in § 127(b). 

A qualified educational assistance 
program is permitted to provide benefits 
only to employees, and not to spouses 
or dependents of employees. Section 
1.127-2(d) of the Income Tax Regula
tions provides that a qualified educa
tional assistance program is only permit
ted to benefit employees of the 
employer, including, at the employer's 
option, individuals who are employees 
within the meaning of section 1.127-
2(h)(l) of the regulations. Under section 
1.1 27-2(h)(l )(i) of the regulations, the 
term "employee" includes a retired, dis
abled or laid-off employee. 

HOLDING 

In both Situations (1) and (2), the 
plans provide benefits to participants by 
reason of their employment with the 
employer and, accordingly, will not fail 
to qualify as educational assistance pro
grams described in section 127(b) 
merely because eligible participants in
clude former employees, regardless of 
the reason for termination of employ
ment. 

'n Fringe 
Section 132.-Cert81 

Benefits . . 
. . u inflation adjustments 

The Service is pr~vl~I~" in 1997 to the Iimita. 
for taxable years t:eg~~" qualified transPOrtation 
tion on the exclusIOn 6--59, page 392. 
fringe. See Rev. Proc. 9 ---Section 135.-lncome From United 
States Savings Bonds Used To Pay 
Higher Education Tuition and Fees 

The Service is providing inflation adjustments 
for taxable years beginning in 1993 through 1997 
to the limitation on the exclusion of income from 
United States savings bonds for taxpayers who pay 
qualified higher education expenses for taxable 
years. See Rev. Proc. 96-59, page 392. 

Part IV.-Tax Exemption Requirements for State 

and Local Bonds 

Subpart A.-Private Activity Bonds 

Section 143.-Mortgage Revenue 
Bonds: Qualified Mortgage Bond 
and Qualified Veterans' Mortgage 
Bond 
26 CFR 6a.l03A-2: Qualified mortgage bond. 

Guidance is provided for the use of the national 
and area median gross income figures by issuers 
of qualified mortgage bonds and mortgage credit 
certificates in determining the housing cost/income 
ratio described in section 143(f)(5) of the Code. 
See Rev. Proc. 96-37, page 299. 

Part V.-Deductlons for Personal Exemptions 

Section 151.-Allowance of 
Deductions for Personal 
Exemptions 
26 CFR 1.151-4: Amount of deduction for each 
exemption under section 151. 

The Service is providing inflation adjustments 
for taxable years beginning in 1997 to the personal 
exemption and to the threshold amounts of ad
justed gross income above which the exemption 
amount phases out. See Rev. Proc. 96-59, 
page 392. 

Part VI.-Itemlzed Deductions for Individuals and 

Corporations 

Section 162.-Trade or Business 
Expenses 
26 CFR 1.162-1: Business expenses. 
(Also section 263; 1.263(a}-I.) 

Training costs; business expenses. 
The Supreme Court's decision in 
INDOPCO, Inc. v. Commissioner 503 
U.S. 79 (1992), does not affec~ the 
treatment of. training costs as business 
expenses whIch are generally deductible 
under section 162 of the Code. 



Rev. Rul. 96-62 

ISSUE 

Does the Supreme Court's decision in 
INDOPCO, Inc. v. Commissioner, 503 
U.S. 79 (1992), affect the treatment of 
training costs as business expenses, 
which are generally deductible under 
§ 162 of the Internal Revenue Code? 

LAW AND ANALYSIS 

Section 162 and § 1.162-1(a) of the 
Income Tax Regulations allow a deduc
tion for all the ordinary and necessary 
expenses paid or incurred during the 
taxable year in carrying on any trade or 
business. 

Section 263(a) and § 1.263(a)-I(a) 
provide that no deduction is allowed for 
any amount paid out for permanent 
improvements or betterments made to 
increase the value of any property. 

Through proVISIOns such as 
§§ I 62(a), 263(a), and related sections, 
the Internal Revenue Code generally 
endeavors to match expenses with the 
revenues of the taxable period to which 
the expenses are properly attributable, 
thereby resulting in a more accurate 
calculation of net income for tax pur
poses. See INDOPCO, Inc. v. Commis
sioner, 503 U.S. 79, 84 (1992); Com
missioner v. Idaho Power Co., 418 U.S. 
I, 16 (1974). 

In INDOPCO, the Supreme Court 
concluded that certain legal and profes
sional fees incurred by a target corpora
tion to facilitate a friendly merger cre
ated significant long-term benefits for 
the taxpayer and, therefore, were capital 
expenditures. In reaching this decision, 
the Court specifically rejected the argu
ment that its decision in Commissioner 
v. Lincoln Savings and Loan Associa
tion, 403 U.S. 345 (1971), should be 
read as holding "that only expenditures 
that create or enhance separate and 
distinct assets are to be capitalized un
der § 263." INDOPCO at 86--87 (em
phasis in original). 

The INDOPCO decision clarifies that 
the creation or enhancement of a sepa
rate and distinct asset is not a prerequi
site to capitalization. That clarification 
does not, however, change the funda
mental legal principles for determining 
whether a particular expenditure can be 
deducted or must be capitalized. As the 
Supreme Court has specifically recog
nized, the "decisive distinctions [be
tween capital and ordinary expenditures] 
are those of degree and not of kind .... " 
Welch v. Helvering, 290 U.S. 111, 114 

(1933); Deputy v. du Pont, 308 U.S. 
488, 496 (1940). Therefore, with respect 
to expenditures that produce benefits 
both in the current year and in future 
years, the determination of whether such 
expenditures must be capitalized or may 
be deducted requires a careful examina
tion of all the facts. Although the mere 
presence of some future benefit may not 
warrant capitalization, a taxpayer's real
ization of future benefits is undeniably 
important in determining whether an 
expenditure is immediately deductible or 
must be capitalized. See INDOPCO at 
87-88. 

The INDOPCO decision does not af
fect the treatment of training costs under 
§ 162. Amounts paid or incurred for 
training, including the costs of trainers 
and routine updates of training materi
als, are generally deductible as business 
expenses under that section even though 
they may have some future benefit. 
INDOPCO at 87. See, e.g., Cleveland 
Electric Illuminating Co. v. United 
States, 7 Cl. Ct. 220 (1985) (deduction 
for costs of training employees to oper
ate new equipment in an existing busi
ness); Rev. Rul. 58-238, 1958-1 C.B. 
90, 91 (deduction for costs of training 
employees that relate to the regular 
conduct of the employer's business); see 
also Ithaca Industries, Inc. v. Commis
sioner, 97 T.c. 253, 271 (1991) (deduc
tion for costs of training new employees 
to keep the assembled workforce un
changed), aff'd, 17 F.3d 684 (4th Cir.), 
cert. denied, 115 S. Ct. 83 (1994). 
Training costs must be capitalized only 
in the unusual circumstance where the 
training is intended primarily to obtain 
future benefits significantly beyond 
those traditionally associated with train
ing provided in the ordinary course of a 
taxpayer's trade or business. See, e.g., 
Cleveland Electric, 7 Cl. Ct. at 227--29 
(capitalization of costs for training em
ployees of an electric utility to operate a 
new nuclear power plant, which were 
akin to start-up costs of a new business). 

HOLDING 

The INDOPCO decision does not af
fect the treatment of training costs as 
business expenses, which are generally 
deductible under § 162. 

26 CFR 1.162-17: Reporting and suhstantiaTion 
of cerTain business expenses of employees. 

The rules for substantiating the amount of a 
deduction or expense for business use of an auto
mobile that most nearly represents current costs are 
set forth. See Rev. Proc. 96-63. page 420. 

The rules for substantiating the amount of a 
deduction or expense for lodging. meal. and 
incidental ex penses or meal and incidental ex· 
penses incurred while traveling away from home 
that most nearly represents current costs are set 
forth. See Rev. Proc. 96-64. page 427. 

Section 166.-Bad Debts 
26 CFR 1.166-3T: Partial or Total H'orThlessneD 
(Temporarv). 

T.D.8676 

DEPARTMENT OF THE TREASURY 
Internal Revenue Service 
26 CFR Part 1 

Modifications of Bad Debts and 
Dealer Assignments of Notional 
Principal Contracts 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Temporary regulations. 

SUMMARY: This document contains 
temporary regulations relating to the 
allowance of a deduction for a partially 
worthless debt when the terms of a debt 
instrument have been modified. The 
temporary regulations provide guidance 
to certain taxpayers that modify the 
terms of a debt instrument after deduct
ing an amount for partial worthlessness. 
This document also contains temporary 
regulations relating to certain assign
ments of notional principal contracts by 
dealers in those contracts. The tempo
rary regulations provide guidance to 
taxpayers relating to consequences of 
these assignments. The text of these 
temporary regulations also serves as the 
text of the proposed regulations set forth 
in FJ-59-94 on page 442. 

DATES: These regulations are effective 
September 23, 1996. 

SUPPLEMENTARY 
INFORMATION: 

Background 

On December 2, 1992, the IRS pub
lished in the Federal Register (57 FR 
57034 [FI-31-92, 1992-2 C.B. 683]) a 
notice of proposed rulemaking that set 
forth proposed income tax regulations 
(26 CFR part I) under section 100 I of 
the Internal Revenue Code (Code). Un
der § 1.100I-3(a) of the proposed regu
lations, a significant modification of a 
debt instrument is deemed to result in 
an exchange of the original debt instru
ment for a modified instrument that 
differs materially either in kind or III 
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extent. This rule is retained in the final 
~egulations under § 1.1001-3, published 
m TD 8675, 1996-29 I.R.B. 50. Thus, 
when a debt is significantly modified, a 
t~xpaye.r (holder) is required to recog
ruze gam or loss based on the difference 
between the issue price of the sionifi
ca~tly m~dified debt and the taxp:yer's 
adjusted Issue price in the original in
strument. 

Prior to finalizing the § 1.1001-3 
re~ulations, the IRS and Treasury re
ceived comments that gain recognized 
~s the result of a significant modifica
tion of a debt instrument often is attrib
utable to the fact that the taxpayer 
previously claimed a deduction for par
tial worthlessness with respect to the 
debt. According to the commentators, 
the modification does not alter the fact 
that a portion of the debt remains uncol
lectible. Thus, the commentators sug
gested that, in this situation, a taxpayer 
should be permitted to offset the gain 
with a corresponding bad debt deduc
tion. 

The IRS and Treasury also received 
comments that the assignment by a 
dealer in notional principal contracts of 
its position in a contract to another 
dealer should not result in a deemed 
exchange under section 1001. Although 
the dealer will recognize gain or loss on 
the disposition of its position, treating 
the transaction as a deemed exchange 
would force the counterparty to realize 
the gain or loss on the contract even 
though the counterparty is maintaining 
its position. The commentators argued 
that dealer-to-dealer assignments are a 
common business practice and that these 
assignments have relatively little signifi
cance to the dealers' counterparties. 

Explanation of Provisions 

Section 166(a)(2) and § 1.166-3(a) 
provide that a deduction for a partially 
worthless debt is allowed only to the 
extent the debt is charged off in the 
taxable year. The charge-off requirement 
is also contained in § 1.166-2(d)(I) and 
(3), which provides for a conclusive 
presumption of worthlessness under cer
tain circumstances. 

In general, the amount of a deduction 
on account of partial worthlessness is 
the amount by which the adjusted basis 
of a debt (as determined under section 
1011) exceeds the amount recoverable 
on the debt. The amount of the deduc
tion, however, may not exceed the 
amount charged off during the taxable 
year. The charge-off requirement is sat-
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isfied for a debt when a portion of the 
debt is removed from a taxpayer's 
books and records. This generally is 
accomplished by reducing the debt's 
book basis. Thus, when an amount has 
been deducted for partial worthlessness, 
there is generally a reduction of both the 
book basis and tax basis of a debt. 

When a taxpayer is required to recog
nize gain under section 1001 because of 
a modification of a debt instrument, the 
taxpayer's tax basis in the debt is in
creased by the amount of gain recog
nized. Commentators on the proposed 
§ 1.1001-3 regulations have indicated, 
however, that regulatory and general 
accounting principles generally would 
not permit a corresponding increase in 
the book basis of the debt. Because the 
prior charge-off is not restored (that is, 
the book basis of the debt is not in
creased), there is no opportunity for the 
taxpayer to take a new charge-off for 
pre-existing worthlessness. Thus, the 
charge-off requirement of section 
166(a)(2) can never be satisfied with 
respect to the amount by which the 
debt's tax basis exceeds its book basis 
as a result of the modification, and the 
excess would not be allowed as a de
duction until the debt becomes totally 
worthless. 

The temporary regulations contained 
in this document set forth limited cir
cumstances under which a taxpayer will 
be permitted to deduct an amount on 
account of a partially worthless debt 
even though no amount has been 
charged off within the taxable year. The 
purpose of these temporary regulations 
is to preserve the portion of a taxpayer's 
bad debt deduction with respect to a 
partially worthless debt that corresponds 
to the amount the taxpayer would have 
been entitled to deduct for partial worth
lessness with respect to the modified 
debt if the book basis of the modified 
debt were increased to the same extent 
as the tax basis of that debt. Thus, these 
temporary regulations apply only if all 
of the following conditions are satisfied. 
First, a significant modification of a 
debt instrument (within the meaning of 
§ 1.1001-3) must result in a taxpayer's 
recognition of gain under § 1.1001-
I(a). In addition, the debt must have 
been previously charged off and de
ducted by the taxpayer, and the prior 
charge-off and deduction must have sat
isfied the requirements of § 1.166-
3( a)(I) and (2). If these conditions are 
satisfied, then a modified debt is 
deemed to have been charged off in the 
year in which gain is recognized. The 

ff hOwever, is 
amount of the charge-Ob~tWeen the tax 
limited to the differenc~ greater of the 
basis of the debt and. t ~arket value of 
book basis or the fa lf 

the debt. ed and the final regu· 

I 
~oth thde pr§opoI51001_3 deal only with 

atlOns un er· . 
modifications of debt mstruments. In 
response to comments on the proposed 
regulations, howevef,. the. temporary 
regulations contained m thiS document 
provide a limited rule dealing with a 
dealer's assignment of its position in an 
interest rate or commodity swap, or 
other notional principal contract to an
other dealer. If the assignment is permit
ted by the terms of the contract, the 
assignment will not be treated as a 
deemed exchange by the nonassigning 
party of the original contract for a new 
contract that differs materially either in 
kind or in extent. Thus, an assignment 
to which the rule applies does not 
trigger gain or loss to the dealer's 
counterparty. No inference is intended 
with respect to whether an assignment 
of rights by one party to other types of 
bilateral contracts results in an exchange 
or other disposition under section 1001 
by the nonassigning party. 

Effective Dates 

The temporary regulations apply to 
significant modifications of debt instru
ments and assignments of interest rate 
swaps, commodity swaps, and other no
tional principal contracts occurring on or 
after September 23, 1996. 

Special Analyses 

It has been determined that this Trea
sury decision is not a significant regula
tory action as defined in EO 12866. 
Therefore, a regulatory assessment is not 
required. It also has been determined 
that section 553(b) of the Administrative 
Procedure Act (5 U.S.c. chapter 5) and 
the Regulatory Flexibility Act (5 U.S.c. 
chapter 6) do not apply to these regula
tions, and, therefore, a Regulatory Flex
ibility Analysis is not required. Pursuant 
to section 7805(f) of the Internal Rev
enue Code, these temporary regulations 
will be submitted to the Chief Counsel 
for Advocacy of the Small Business 
Administration for comment on their 
impact on small business. 

* * * * 

~doption of Amendments to the Regula
tlons 

Accordingly, 26 CFR part I 
amended as follows: 

IS 



PART I-INCOME TAXES 

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

Authority: 26 V.S.c. 7805 * * * 
Par. 2. Section 1.166-3T is added to 

read as follows: 

§ J . 1 66-3T Partial or total worthless
ness (temporary). 

(a)(1) and (2) [Reserved]. For guid
ance, see § 1.166- 3(a)(1) and (2). 

(3) Significantly modified debt-(i) 
Deemed charge-off If a significant 
modification of a debt instrument 
(within the meaning of § 1.1001-3) dur
ing a taxable year results in the recogni
tion of gain by a taxpayer under 
§ 1.1001-1 (a), and if the requirements 
of paragraph (a)(3 )(ii) of this section are 
met, there is a deemed charge-off of the 
debt during that taxable year in the 
amount specified in paragraph (a)(3)(iii) 
of this section. 

(ii) Requirements for deemed charge
off. A debt is deemed to have been 
charged off only if-

(A) The taxpayer (or, in the case of a 
debt that constitutes transferred basis 
property within the meaning of section 
7701 (a)( 43), a transferor taxpayer) has 
claimed a deduction for partial worth
lessness of the debt in any prior taxable 
year; and 

(B) Each prior charge-off and deduc
tion for partial worth lessness satisfied 
the requirements of paragraphs (a)(1) 
and (2) of this section. 

(iii) Amount of deemed charge-off. 
The amount of the deemed charge-off, if 
any, is the amount by which the tax 
basis of the debt exceeds the greater of 
the fair market value of the debt or the 
amount of the debt recorded on the 
taxpayer's books and records reduced as 
appropriate for a specific allowance for 
loan losses. The amount of the deemed 
charge-off, however, may not exceed the 
amount of recognized gain described in 
paragraph (a)(3)(i) of this section. 

(iv) Effective date. This paragraph 
(a)(3) is effective September 23, 1996. 

(b) [Reserved]. For further guidance, 
see § 1.166-3(b). 

Par. 3. Section 1.100 1-4T is added to 
read as follows: 

§ 1.lOOl-4T Modifications of certain 
notional principal contracts. 

(a) Dealer assignments. For purposes 
of § 1.1001-1 (a), the substitution of a 
new party on an interest rate or com
modity swap, or other notional principal 

contract (as defined in § 1.446-3(c)(1» 
is not treated as a deemed exchange by 
the nonassigning party of the original 
contract for a modified contract that 
differs materially either in kind or in 
extent if-

(1) The party assigning its rights and 
obligations under the contract and the 
party to which the rights and obligations 
are assigned are both dealers in notional 
principal contracts, as defined in 
§ 1.446-3(c)(4)(iii); and 

(2) The terms of the contract permit 
the substitution. 

(b) Effective date. This section is ef
fective September 23, 1996. 

Margaret Milner Richardson, 
Commissioner of Internal Revenue. 

Approved May 31, 1996. 

Leslie Samuels, 
Assistant Secretary of the Treasury. 

(Filed by the Office of the Federal Register on 
June 24. 1996. 8:45 a.m., and published in the 
issue of the Federal Register for June 25, 1996, 61 
F.R. 32653) 

Section 170.-Charitable 
Contributions 

26 CFR 1.170A-I: Charitable, etc., contributions 
and gifts; allolVance of deductions. 

The Service is providing inflation adjustments 
for calendar year 1997 to the .. insubstantial ben
efit" guidelines. Under the guidelines, a charitable 
contribution is fully deductible even though the 
contributor receives "insubstantial benefits" from 
the charity. See Rev. Proc. 96-59. page 392. 

26 CFR 1.170A-9: Definition of section 
170! b)( I)(A) organization. 

Does a fund satisfy the pooled income fund 
requirements of § 642(c)(5)(E) of the Internal 
Revenue Code if the fund is maintained by a 
community trust and in the instrument of transfer 
either (I) the donor gives the community trust 
complete discretion to determine how the remain
der interest will be used to further charitable 
purposes, or (2) the donor requests or requires that 
the community trust place the proceeds from the 
remainder interest in one of its component funds 
that is designated to benefit a specific charitable 
organization? See Rev. Rul. 96-38, on page 44. 

Part IX.-Items Not Deductible 

Section 263.-Capital Expenditures 

26 CFR 1.263(a)-I: Capital expenditures; in gen
eral. 

Does the Supreme Court's decision in 
INDOPCO. Inc. v. Commissioner. 503 U.S. 79 
(1992), affect the treatment of training costs as 
business expenses which are generally deductible 
under § 162 of the Code? See Rev. Rul. 96-62, 
page q. 

Section 267.-Losses, Expenses, 
and Interest With Respect to 
Transactions Between Related 
Taxpayers 

26 CFR 1.267(a)-/: Deductions disallolVed. 

When a payor provides a per diem allowance to 
an employee who is a related party, the rules set 
forth for the deemed substantiation to the payor of 
the amount of the employee's ordinary and neces· 
sary business expenses for lodging, meal, and/or 
incidental expenses incurred while traveling away 
from home do not apply. See Rev. Proc. 96-64, 
page 427. 

Section 274.-Disallowance of 
Certain Entertainment, Etc., 
Expenses 

26 CFR 1 .274( d)-I: Substantiation requirements 

Simplified optional method for substantiating 
the amount of a deduction or expense for business 
use of an automobile. See Rev. Proc. 96-63, 
page 420. 

26 CFR I.274(d)-I(a): Substantiation require· 
ments. 

Rules are set forth for substantiating the amount 
of ordinary and necessary business expense of an 
employee for lodging, meal, and incidental ex
penses or meal and incidental expenses incurred 
while traveling away from home when a payor 
provides a per diem allowance under a reimburse
ment or other expense allowance arrangement to 
pay for such expenses. See Rev. Proc. 96-64, 
page 427. 

26 CFR I.274-ST: Substantiation requirements 
(temporary). 

Simplified optional method for substantiating 
the amount of a deduction or expense for business 
use of an automobile. See Rev. Proc. 96-63, 
page 420. 

Rules are set forth for substantiating the amount 
of ordinary and necessary business expense of an 
employee for lodging, meal, and incidental ex
penses or meal and incidental expenses incurred 
while traveling away from home when a payor 
provides a per diem allowance under a reimburse· 
ment or other expense allowance arrangement to 
pay for such expenses. Rules are also set forth for 
an optional method for employees and self
employed individuals to use in computing the 
deductible costs of business meal and incidental 
expenses paid or incurred while traveling away 
from home. See Rev. Proc. 96-64, page 427. 

Section 280G.-Golden Parachute 
Payments 

Federal short-term, mid-term, and long-term 
rates are set forth for the month of July 1996. See 
Rev. Rul. 96-34, page 75. 

Federal short-term, mid-term, and long-term 
rates are set forth for the month of August 1996. 
See Rev. Rul. 96-37, page 77. 

Federal short-term, mid-term, and long-term 
rates are set forth for the month of September 
1996. See Rev. Rul. 96-43. page 78. 
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Federal short-tenn, mid-tenn, and long-tenn 
rates are set forth for the month of October 1996. 
See Rev. Rul. 96--49, page 79. 

Federal short-tenn, mid-tenn, and long-term 
rates are set forth for the month of November 
1996. See Rev. Rul. 96--52. page 81. 

Federal short-tenn, mid-tenn, and long-term 
rates are set forth for the month of December 
1996. See Rev. Rut. 96--57. page 82. 

Subchapter C.-Corporate Distributions and 

Adjustments 

Part III.-Corporate Organizations and 

Reorganizations 

Subpart B.-Effects on Shareholders and 

Security Holders 

Section 355.-Distribution of Stock 
and Securities of a Controlled 
Corporation 
26 CFR 1.355-2: Limitations. 

The revenue procedure amplifies the "'No Rule"' 
revenue procedure, Rev. Proc. 96--3. 1996-1 C.B. 
456. to include certain transactions under § 355 of 
the Code. See Rev. Proc. 96--39. page 300. 

26 CFR 1.355-3: Active conduct of a trade or 
business. 

The revenue procedure amplifies the "No Rule" 
revenue procedure. Rev. Proc. 96--3. 1996--1 C.B. 
456, to include certain transactions under § 355 of 
the Code. See Rev. Proc. 96--43, page 330. 

Subpart D.-Special Rule; Definitions 

Section 367.-Foreign 
Corporations 
26 CFR 1.367(ej-IT: Treatment of section 355 
distributions by u.s. corporations to foreign per
sons. 

T.D.8682 

DEPARTMENT OF THE TREASURY 
Internal Revenue Service 
26 CFR Part 1 

Treatment of Section 355 
Distributions By U.S. Corporations 
to Foreign Persons 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Temporary regulations. 

SUMMARY: These temporary regula
tions amend the Income Tax Regulations 
relating to the distribution of stock and 
securities under section 355 of the Inter
nal Revenue Code of 1986 by a domes
tic corporation to a person that is not a 
United States person. These regulations 
are necessary to implement section 
367(e)(1) as added by the Tax Reform 
Act of 1986. The text of these regula-
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tions also serves as the text of * * * 
REG-209827-96, page 507. 

EFFECTIVE DATE: These regulations 
are effective September 13, 1996. 

SUPPLEMENTARY INFORMATION: 

Paperwork Reduction Act 

These regulations are being issued 
without prior notice and public proce
dure pursuant to the Administrative Pro
cedure Act (5 U.S.c. 553). For this 
reason, the collection of information 
contained in these regulations has been 
reviewed and, pending receipt and 
evaluation of public comments, ap
proved by the Office of Management 
and Budget under control number 1545-
1487. Responses to this collection of 
information are required in order for a 
U.S. corporation that distributes domes
tic stock or securities to a foreign 
person to qualify for an exception to the 
general rule of taxation provided by the 
regulations under section 367(e)(1). 

An agency may not conduct or spon
sor, and a person is not required to 
respond to, a collection of information 
unless the collection of information dis
plays a valid control number. 

For further information concerning 
this collection of information, and where 
to submit comments on the collection of 
information and the accuracy of the 
estimated burden, and suggestions for 
reducing this burden, please refer to the 
preamble to * * * REG-209827-96, 
page 507. 

Books or records relating to a collec
tion of information must be retained as 
long as their contents may become ma
terial in the administration of any inter
nal revenue law. Generally, tax returns 
and tax return information are confiden
tial, as required by 26 U.S.C. 6103. 

Background 

On January 16, 1990, temporary regu
lations under section 367(e)(1) and 
367(e)(2) were published in the Federal 
Register (55 FR 1406 [TD 8280, 
1990-1 C.B. 80]). A cross-referenced 
Notice of Proposed Rulemaking was 
published on that same date (55 FR 
1472 [IA-O 12-90, 1990-1 C.B. 678]). 
These regulations were proposed to 
implement section 367(e) of the Internal 
Revenue Code of 1986 (Code), as re
vised by sections 63J(d)(l) and 18IO(g) 
of the Tax Reform Act of 1986 (100 
Stat. 2085, 2272, Public Law 99-514 
[1986--3 C.B. (Vol. I) I, 189, 7~5]). On 
January 15, 1993, final regulatIOns un-

re published in 
der section 367(e)(l) we 
the Federal Register. 

Regulations 
Need for TemporarY 

U nt regulations, in eer· 
nder the cuffe . . . 

t " eS the gam recogmtlOn am ClrcumstanC 
exception may be dependent on the 
fonn rather than the substance of a 
taxpayer's transaction. As a result, eer· 
tain taxpayers may ?e subje~t to strici 
restrictions under thls exceptIOn, while 
other taxpayers arguably may avoid the 
restrictions by structuring their transac. 
tions in a different fashion (even though 
the substance of the transactions is simi. 
lar). Based on these considerations, it is 
determined that immediate regulatory 
guidance will ensure the efficient ad. 
ministration of the tax laws and that il 
would be impracticable and contrary to 
the public interest to issue this Treasury 
decision with prior notice under section 
553(b). 

Explanation of Provisions 

Section 355 provides that, if certain 
requirements are met, a distributing cor
poration (Distributing) does not recog
nize gain or loss on the distribution of 
the stock or securities of a controlled 
corporation (Controlled) to Distribut
ing's shareholder or shareholders 
(Distributee(s». However, section 
367(e)(1) provides that, in the case of 
any distribution described in section 355 
(or so much of section 356 as relates to 
section 355) by a domestic corporation 
to a Distributee who is not a United 
States person (an outbound section 355 
distribution), to the extent provided in 
regulations, gain shall be recognized 
under principles similar to the principles 
of section 367. 

The existing regulations under section 
367(e)(1) provide different tax treatment 
to Distributing in an outbound section 
355 distribution depending upon 
whether Controlled is a foreign corpora
tion or a domestic corporation. If Con
trolled is a foreign corporation, an out
bound section 355 distribution by 
Distributing is taxable, with no excep
tions. If Controlled is a domestic corpo
ration, however, the existing regulations 
provide that the distribution is taxable, 
but permit three exceptions: (i) a 
FIRPTA exception in cases where both 
Distributing and Controlled are U.S. real 
property holding corporations (as de
fined in section 897(c)(2» at the time of 
the di~tri~ution, .(ii) a publicly traded 
ex.cept~on m c~rtam cases Where Distrib
utmg IS pubhcly traded in the United 



States at the time of the distribution, and 
(iii) a gain recogmtlOn agreement 
(GRA) exception described in detail 
below. 

The new temporary regulations retain 
the general framework of the existing 
regulations by permitting no exceptions 
in the case of an outbound section 355 
distribution of foreign stock and the 
same three exceptions in the case of an 
outbound section 355 distribution of 
domestic stock. However, the new tem
porary regulations substantially modify 
the GRA exception. 

The temporary regulations retain 
many of the provisions from the existing 
regulations. However, the IRS and Trea
sury have decided to reissue all of the 
regulations under section 367(e)(1) as 
temporary regulations to obtain a uni
form set of regulations. 

GRA exception under the existing regu
lations 

The GRA exception in the existing 
regulations contains a number of spe
cific requirements, all of which must be 
satisfied for the distributing corporation 
to defer taxation under the exception. 

In general, if Distributee is a resident 
of a country that has an income tax 
treaty with the United States and meets 
certain other requirements, Distributing 
can defer its gain by entering into a 
GRA. Under the GRA, if a (foreign) 
Distributee sells all or a portion of the 
stock of either Distributing or Con
trolled within 60 months after the close 
of the taxable year in which the distri
bution occurs, Distributing agrees to 
amend its return and include the de
ferred gain in income based upon the 
proportion of the stock that is sold by 
Distributee. Thus, for example, if 
Distributee sells 10 percent of its stock 
of Distributing or Controlled, Distribut
ing is required to amend its return to 
include 10 percent of the deferred gain. 
There is no special rule (i.e., no full 
trigger of the deferred gain) if Dis
tributee sells a substantial amount of its 
stock of either company. In addition, 
there is no special rule that triggers gain 
in the case of a nonrecognition transac
tion (such as the issuance of additional 
stock by either Distributing or Con
trolled to third parties through a public 
offering) that results in a substantial 
reduction of the percentage of stock 
owned by Distributee(s). 

The existing regulations generally 
provide that the GRA will not be trig
gered if Distributee transfers the stock 

of either Distributing or Controlled in 
certain nonrecognition transactions (per
mitted transactions). The transfer of the 
stock of either company in a (second) 
section 355 distribution, however, is not 
permitted. 

In the case of a permitted transaction, 
the existing regulations provide special 
successor-in-interest rules under which 
the deferred gain generally will be tax
able unless Distributee maintains a di
rect or indirect 80 percent interest in the 
stock of Distributing and Controlled that 
it owned immediately after the distribu
tion. For example, if Distributing dis
tributed the stock of Controlled in an 
outbound section 355 distribution that 
qualified for the GRA exception and, 
within the term of the GRA, Distributee 
then contributed the stock of Distribut
ing to a new company (Newco) in a 
section 351 exchange and received 100 
percent of Newco, the successor-in
interest rules apply. Thus, Distributee 
generally would be required to maintain 
an 80 percent indirect interest in Distrib
uting. Under these rules, (i) Distributee's 
sale of up to 20 percent of the stock of 
Newco, or (ii) Newco's sale of up to 20 
percent of the stock of Distributing 
would result in a corresponding trigger 
of the deferred gain. The issuance of 
new stock by Newco or Distributing of 
up to 20 percent to unrelated persons, 
however, would not result in any trigger 
of the GRA. If, however, Newco (or 
Distributing) issued more than 20 per
cent of its stock to unrelated persons (or 
any other nonrecognition transaction re
duced Distributee's indirect interest in 
Distributing to below 80 percent as a 
result of a nonrecognition transaction), 
the entire gain would be triggered. 

Reasons for change/overview of tempo
rary regulations 

The treatment of non pro rata out
bound section 355 distributions is not 
adequately addressed in the existing 
regulations. For example, assume that a 
foreign parent (FP) owns all of the stock 
of Distributing, a domestic corporation, 
which, in tum, owns all of the stock of 
Controlled, also a domestic corporation. 
Assume that the distribution of Con
trolled by Distributing to FP qualifies 
for the GRA exception. If FP then 
contributes all of the stock of Distribut
ing to a newly-formed foreign corpora
tion (Newco), the successor rules would 
apply, and FP would be required to 
maintain a direct or indirect 80 percent 
interest in Distributing. 

The outcome under the existing regu
lations arguably is substantially differ
ent, however, if the corporations struc
tured the distribution as a non pro rata 
distribution. For example, assume that 
FP first forms Newco and transfers to 
Newco a percentage of the Distributing 
stock (the percentage equal to the value 
of Distributing (without the Controlled 
stock) divided by the combined value of 
Distributing and Controlled) in an ex
change under section 351. Distributing 
then distributes the stock of Controlled 
to FP in exchange for FP's stock of 
Distributing (a non pro rata section 355 
distribution). After the distribution, FP 
owns all of the stock of Controlled and 
all of the stock of Newco; Newco owns 
all of the stock of Distributing. Under 
the existing regulations, FP is a 
Distributee. However, because FP has 
no direct interest in Distributing after 
the distribution, the regulations effec
tively treat FP as a Distributee only with 
respect to Controlled. Moreover, because 
Newco does not actually receive stock 
of Controlled in the distribution (even 
though its percentage ownership interest 
in Distributing increases as a result of 
the distribution), it is arguably not a 
Distributee with respect to the Distribut
ing stock. As a result, because the 
taxpayer structures the transaction in 
this manner (rather than a section 355 
distribution followed by a section 351 
exchange as in the first hypothetical), if 
the steps of the transaction are respected 
and in the absence of the application of 
other sections of the Code, Distributing 
could take the position that there are no 
restrictions in the existing regulations 
with respect to (i) the sale by FP of 
Newco stock, or (ii) the sale by Newco 
of Distributing stock. 

To remedy this potential disparity in 
treatment between pro rata and non pro 
rata distributions, the temporary regula
tions expand the definition of 
Distributee in the GRA exception (re
ferred to as Foreign Distributee under 
such exception) to include all persons 
that were shareholders of Distributing 
immediately prior to the distribution. 
Thus, for example, in the second hypo
thetical above, Newco and FP would 
both be Foreign Distributees. Provided 
that nonrecognition treatment is claimed 
under the GRA exception with respect 
to Newco and FP (referred to as Quali
fied Foreign Distributees in the case of 
Foreign Distributees for which nonrec
ognition may be claimed), the GRA 
would be triggered by either (i) the sale 
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by FP of Newco stock, or (ii) the sale 
by Newco of Distributing stock. 

Second, even in the case of pro rata 
distributions, the IRS and Treasury be
lieve that the results obtained under the 
existing regulations are too dependent 
upon the form of the transaction. This is 
principally because taxpayers could be 
subject to the stricter successor-in
interest rules if their transactions were 
structured in a particular way, but might 
be subject to the more liberal distributee 
rules if the order of the steps of the 
particular transaction are reversed. 

In the preamble to the existing regula
tions, the IRS and Treasury stated that 
the successor-in-interest rules were "de
signed to provide taxpayers with flex
ibility to restructure their operations, 
without imposing undue administrative 
burdens on the Service." The IRS solic
ited taxpayer comments on the scope of 
these rules. A number of commentators 
have stated that the rules are overly 
restrictive. 

The temporary regulations harmonize 
the treatment of the distributee and 
successor-in-interest rules in order to 
minimize the importance of the form of 
a particular transaction. In addition, as 
discussed below, the temporary regula
tions liberalize the strict successor rules 
by replacing the 80-percent threshold 
(computed on an individual Distributee 
basis) with a 50-percent threshold (com
puted with reference to all Qualified 
Foreign Distributees as a group). 

The temporary regulations follow the 
existing regulations by providing that a 
sale by a Qualified Foreign Distributee 
of the stock of either Controlled or 
Distributing triggers gain in the same 
proportion as the percentage of stock 
that is sold. However, the temporary 
regulations provide that a sale by Quali
fied Foreign Distributee(s) of either Dis
tributing or Controlled that results in 
a substantial transformation results in 
a trigger of the full amount of the 
deferred gain. A substantial transforma
tion is defined as a greater than 50-
percent (direct or indirect) reduction, on 
an aggregate basis, in either the total 
voting power or the total value of the 
stock of Controlled or Distributing held 
by Qualified Foreign Distributee(s) im
mediately after the distribution. The new 
temporary regulations also provide that 
a nonrecognition transaction that results 
in a substantial transformation (such as 
the issuance of stock by Distributing or 
Controlled in a public offering) gener
ally causes a trigger of the full amount 
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of the deferred gain. No gain will be 
triggered if a nonrecognition transaction 
does not result in a substantial transfor
mation. 

The temporary regulations also ex
pand the types of post-distribution non
recognition transactions that are permit
ted transactions to include section 355 
distributions. A post-distribution section 
355 transaction may qualify for nonrec
ognition treatment if the foreign 
distributee (referred to as a Substitute 
Distributee) that receives stock of Dis
tributing and/or Controlled qualifies as a 
Qualified Foreign Distributee. In such 
case, the Substitute Distributee will re
place the initial Qualified Foreign 
Distributee as the person whose owner
ship interest is considered for purposes 
of determining whether a disposition or 
substantial transformation has occurred 
(on a cumulative, aggregate basis) with 
respect to such stock. 

In addition, the temporary regulations 
provide that foreign persons that owned 
stock or securities of Distributing within 
two years prior to the distribution and 
that own (directly, indirectly, or con
structively) 50 percent or more of the 
stock of Distributing or Controlled im
mediately after the distribution will also 
be considered Foreign Distributees. 
Thus, for example, if FI, a foreign 
corporation, transfers the stock of US 1 
to F2 in exchange for all of the stock of 
F2 in a section 351 exchange and, 
within two years after the transfer, US 1 
distributes all of the stock of US2, its 
wholly owned subsidiary, to F2 in a 
section 355 exchange, Fl is also treated 
as a Foreign Distributee under this rule. 
(Fl would have been treated as a For
eign Distributee without the operation of 
this rule if the section 355 distribution 
occurred prior to the section 351 ex
change.) 

The IRS and the Treasury also believe 
that certain procedural aspects of the 
GRA exception need modification. The 
temporary regulations enhance reporting 
and security requirements, extend the 
term of the GRA from 5 to 10 years, 
and delete other requirements that are 
believed to be unnecessary in light of 
the modifications herein. 

To address the security concerns of 
the IRS resulting from the liberalization 
of the successor-in-interest rules and the 
expansion of permissible post-distribu
tion nonrecognition transactions to in
clude section 355 distributions, the as
sets of Distributing are more closely 
monitored to insure that such corpora-

tion has sufficient funds to pay a poten
tial tax on the deferred gain. In addition, 
Controlled must agree to be secondarily 
liable (after Distributing) for the tax on 
the deferred gain. 

Moreover, the new temporary regula
tions extend the term of the GRA from 
5 to 10 years in order to conform the 
GRA term under section 367(e)(l) to the 
GRA term under section 367(a). Under 
section 367(a), the GRA term in the 
case of outbound stock transfers is 10 
years when U.S. transferors own at least 
50 percent of the stock of a foreign 
transferee company. See § 1.367(a)-
3T(c)(3) and Notice 87-85 (1987-2 
C.B. 395). The IRS and Treasury be
lieve that the GRA term under section 
367(e)(l) should be no less than the 
term under section 367(a) when U.S. 
transferors control the transferee be
cause, once the GRA under section 
367( e)(l) expires, the sale of Distribut
ing or Controlled stock by a Qualified 
Foreign Distributee likely will not be 
subject to Federal income taxation. In 
contrast, under section 367(a), even if 
the GRA lapses, an amount approximat
ing the deferred gain likely will be 
subject to Federal income taxation if the 
U.S. transferor later sells the stock of 
the transferee foreign corporation. 

Finally, the IRS and Treasury believe 
that section 367(e)(l) distributions 
should be subject to some form of 
section 6038B reporting, as are transfers 
described under sections 367(a) and 
367(d). Thus, the temporary regulations 
extend limited section 6038B reporting 
to section 367(e)(1) transactions. The 
reporting requirements under section 
6038B will be deemed satisfied in the 
case of a taxpayer that qualifies for one 
of the three exceptions to taxation under 
the regulations if the taxpayer complies 
with the applicable reporting require
ments relating to the relevant exception. 
This change is also intended to extend 
the statute of limitations under section 
6501 (c)(8) in cases where distributing 
corporations do not properly report their 
outbound section 355 distributions. 
Separately, the temporary regulations 
provide new notice and reporting rules 
in cases where Distributing qualifies for 
either the FIRPTA or publicly traded 
exception. 

Specific changes to GRA exception in 
temporary regulations 

The specific requirements of the GRA 
exception, as amended, are as follows: 



(A) Ten or fewer qualified foreign 
distributees 

The existing regulations provide that 
Distributing is permitted to claim non
recognition with respect to 10 or fewer 
individual or corporate foreign distri
butees. A ruling is required in the case 
of a foreign distributee that holds its 
interest in Distributing through a part
nership, trust, or estate (whether foreign 
or domestic). This requirement is un
changed in the temporary regulations. 

(B) Active trade or business 

The existing regulations provide that, 
if Distributee is a foreign corporation, it 
must be engaged in an active trade or 
business. This requirement is removed 
in the temporary regulations. 

(C) Value of distributing 

The existing regulations provide that, 
immediately after the distribution, the 
value of Distributing must be at least 
equal to the value of the distributed 
stock and securities. This requirement is 
waived by the existing regulations if 
Distributing and Controlled are members 
of the same consolidated group at the 
time of the distribution. This require
ment is revised in the temporary regula
tions to provide that the value of Dis
tributing (the value of its assets less all 
of its liabilities) must be at least equal 
to the amount of the deferred gain on all 
testing dates during the GRA period. 
(Alternatively, Distributing may satisfy 
this test using the adjusted basis of its 
assets instead of fair market value.) A 
testing date is the last day of each 
taxable year of Distributing and any day 
in which Distributing distributes money 
or property to its shareholders (regard
less of whether such distribution is 
treated as a dividend). The waiver in the 
existing regulations if Distributing and 
Controlled are members of the same 
consolidated group is eliminated in the 
temporary regulations. 

(D) Treaty residence 

The existing regulations provide that 
all Distributees are required to be resi
dents of a country that maintains a 
comprehensive income tax treaty with 
the United States that contains an ex
change of information provision. This 
requirement is not changed in the tem
porary regulations. 

(E) Continuity of interest rule 

The existing regulations provide that 
the Distributee is required to continue to 

own, for a 60-month period, all of the 
stock of Distributing and Controlled that 
it owns at the time of the distribution. 
This requirement is maintained, but the 
period is increased to 120 months. 

(F) Distributing must remain in 
existence 

The existing regulations provide that 
Distributing cannot go out of existence 
pursuant to the distribution. This re
quirement is maintained in the tempo
rary regulations. 

(G) GRA 

The existing regulations provide that 
Distributing is required to enter into a 
5-year GRA and receive annual certifi
cations from Distributees, stating that 
they continue to own the stock that they 
held immediately after the distribution. 
The temporary regulations increase the 
GRA term to 10 years. 

(H) Annual certifications 

The existing regulations provide that 
Distributees must provide their certifica
tions directly to Distributing. Under the 
temporary regulations, Controlled also 
must provide an annual statement to 
Distributing, containing information re
garding whether any of its Qualified 
Foreign Distributees have disposed of 
their stock in Controlled during the 
relevant taxable year. 

Special Analyses 

It has been determined that this tem
porary regulation is not a significant 
regulatory action as defined in EO 
12866. Therefore, a regulatory assess
ment is not required. It is hereby certi
fied that this regulation does not have a 
significant impact on a substantial num
ber of small entities. This certification is 
based on the fact that the number of 
corporations that distribute stock or se
curities to foreign persons in transac
tions that qualify under section 355, and 
thus become subject to the collection of 
information contained in these regula
tions, is estimated to be only 260 per 
year. Moreover, because these regula
tions will primarily affect large multina
tional corporations with foreign share
holders, it is estimated that out of the 
260 annual transactions subject to re
porting, very few, if any, will involve 
small entities. Therefore, the regulations 
do not significantly alter the reporting or 
recordkeeping duties of small entities. 
Thus, a Regulatory Flexibility Analysis 

under the Regulatory Flexibility Act (5 
U.S.c. chapter 6) is not required. Pursu
ant to section 7805(f) of the Internal 
Revenue Code, a copy of these tempo
rary regulations will be submitted to the 
Chief Counsel for Advocacy of the 
Small Business Administration for com
ment on their impact on small business. 

26 CFR Part 602 

Reporting and recordkeeping require
ments. 

Adoption of Amendments to the Regula
tions 

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

Part I-INCOME TAXES 

Paragraph 1. The authority citation for 
part 1 is amended by removing the entry 
for section 1.367(e)-I and adding an 
entry in numerical order to read as 
follows: 

Authority: 26 U.S.C. 7805 * * * 
Section 1.367(e)-lT also issued under 

26 U.S.C. 367(e)(l) * * * 
Par. 2. Sections 1.367(e)-0 and 

1.367(e)-I are removed. 
Par. 3. Sections 1.367(e)-OT and 

1.367(e)-IT are added to read as fol
lows: 

§ J.367(e~T Treatment of section 355 
distributions by U.S. corporations to 
foreign persons; table of contents. 

This section lists captioned para
graphs contained in § 1.367(e)-IT. 

§ J.367(e)-JT Treatment of section 355 
distributions by U.S. corporations to 
foreign persons. 

(a) Purpose and scope. 
(b) Recognition of gain required. 
(1) In general. 
(2) Computation of gain of the dis

tributing corporation. 
(3) Treatment of foreign distributee. 
(4) Nonapplication of section 367(a) 

principles that provide for exceptions to 
gain recognition. 

(5) Partnerships, trusts, and estates. 
(i) In general. 
(ii) Written statement. 
(6) Anti-abuse rule. 
(c) Nonrecognition of gain. 
(1) Distribution by a U.S. real prop

erty holding corporation of stock in a 
second U.S. real property holding corpo
ration. 

(2) Distribution by a publicly traded 
corporation. 
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(i) Conditions for nonrecognition. 
(ii) Recognition of gain if foreign 

distributee owns 5 percent of distribut
ing corporation. 

(iii) Reporting requirements. 
(iv) Timely filed return. 
(v) Relation to other nonrecognition 

provisions. 
(3) Distribution of certain domestic 

stock to 10 or fewer qualified foreign 
distributees. 

(i) In general. 
(ii) Conditions for nonrecognition. 
(iii) Agreement to recognize gain. 
(iv) Waiver of period of limitation. 
(v) Annual certifications and other 

reporting requirements. 
(vi) Special rule for nonrecognition 

transactions. 
(vii) Recognition of gain. 
(viii) Failure to comply. 
(d) Other consequences. 
(1) Exchange under section 897(e)(1). 
(2) Dividend treatment under section 

1248. 
(3) Distribution of stock of a passive 

foreign investment company. [Reserved] 
(4) Reporting under section 6038B. 
(e) Examples. 
(f) Effective date. 

§ I.367( e)-IT Treatment of section 355 
distributions by U.S. corporations to 
foreign persons (temporary). 

(a) Purpose and scope. This section 
provides rules concerning the recogni
tion of gain by a domestic corporation 
on a distribution that qualifies for non
recognition under section 355 of stock 
or securities of a domestic or foreign 
corporation to a person who is not a 
U.S. person. Paragraph (b) of this sec
tion states as a general rule that gain 
recognition is required on the distribu
tion. Paragraph (c) of this section pro
vides exceptions to the gain recognition 
rule for certain distributions of stock or 
securities of a domestic corporation. 
Paragraph (d) of this section refers to 
other consequences of distributions de
scribed in this section. Paragraph (e) of 
this section provides examples of these 
rules. Finally, paragraph (f) of this sec
tion specifies the effective date of this 
section. 

(b) Recognition of gain required-(l) 
In general. (i) If a domestic corporation 
(distributing corporation) makes a distri
bution that qualifies for nonrecognition 
under section 355 of stock or securities 
of a domestic or foreign corporation 
(controlled corporation) to a person who 
is not a qualified U.S. person, then, 
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except as provided in paragraph (c) of 
this section, the distributing corporation 
shall recognize gain (but not loss) on 
the distribution under section 367(e)(1). 
No gain is required to be recognized 
under this section with respect to a 
distribution to a qualified U.S. person of 
stock or securities that qualifies for 
nonrecognition under section 355. For 
purposes of this section, a qualified U.S. 
person is-

(A) A citizen or resident of the 
United States; and 

(B) A domestic corporation. 
(ii) In the case of stock or securities 

owned through a partnership, trust, or 
estate, see paragraph (b)(5) of this sec
tion. 

(2) Computation of gain of the dis
tributing corporation. The gain recog
nized by the distributing corporation 
under paragraph (b)( 1) of this section 
shall be equal to the excess of the fair 
market value of the stock or securities 
distributed to persons who are not quali
fied U.S. persons (determined as of the 
time of the distribution) over the distrib
uting corporation's adjusted basis in the 
stock or securities distributed to such 
distributees. For purposes of the preced
ing sentence, the distributing corpora
tion's adjusted basis in each unit of each 
class of stock or securities distributed to 
a distributee shall be equal to the dis
tributing corporation's total adjusted ba
sis in all of the units of the respective 
class of stock or securities owned imme
diately before the distribution, divided 
by the total number of units of the class 
of stock or securities owned immedi
ately before the distribution. 

(3) Treatment of distributee. If the 
distribution otherwise qualifies for non
recognition under section 355, each 
distributee shall be considered to have 
received stock or securities in a distribu
tion qualifying for nonrecognition under 
section 355, even though the distributing 
corporation may recognize gain on the 
distribution under this section. Thus, the 
distributee shall not be considered to 
have received a distribution described in 
section 301 or a distribution in an 
exchange described in section 302(b) 
upon the receipt of the stock or securi
ties of the controlled corporation. Except 
where section 897(e)(l) and the regula
tions thereunder cause gain to be recog
nized by the distributee, the basis of the 
distributed domestic or foreign corpora
tion stock in the hands of the foreign 
distributee shall be the basis of the 
distributed stock determined under sec
tion 358 without any increase for any 

gain recognized by the domestic corpo
ration on the distribution. 

(4) Nonapplication of section 367( a) 
principles that provide for exceptions to 
gain recognition. Paragrap.h. (b)(1) ?f 
this section requires recogmtIOn of gam 
notwithstanding the application of any 
principles contained in section 367(a) or 
the regulations thereunder. The only ex
ceptions to paragraph (b)( 1) of this 
section are contained in paragraph (c) of 
this section. None of these exceptions 
applies to distributions of stock or secu
rities of a foreign corporation. 

(5) Partnerships, trusts, and estates
(i) In general. For purposes of this 
section, stock or securities owned by or 
for a partnership (whether foreign or 
domestic) shall be considered to be 
owned proportionately by its partners. In 
applying this principle, the proportionate 
share of the stock or securities of the 
distributing corporation considered to be 
owned by a partner of the partnership at 
the time of the distribution shall equal 
the partner's distributive share of gain 
that would be realized by the partner
ship from a sale of stock of the distrib
uting corporation immediately before the 
distribution (without regard to whether, 
under the particular facts, any gain 
would actually be realized on the sale 
for U.S. tax purposes), determined under 
the rules and principles of sections 701 
through 761 and the regulations thereun
der. For purposes of this section, stock 
or securities owned by or for a trust or 
estate (whether foreign or domestic) 
shall be considered to be owned propor
tionately by the persons who would be 
treated as owning such stock or securi
ties under sections 318(a)(2)(A) and (B). 
In applying section 318(a)(2)(B), if a 
trust includes interests that are not 
actuarially ascertainable and a principal 
purpose of the inclusion of the interests 
is the avoidance of section 367(e)(l), an 
such interests shall be considered to be 
owned by foreign persons. In a case 
where an interest holder in a partner
ship, trust, or estate that owns stock of 
the distributing corporation is itself a 
partnership, trust, or estate, the rules of 
this paragraph (b)(5) apply to individu
als or corporations that own (direct or 
indirect) interests in the upper-tier part
nership, trust or estate. 

(ii) Written statement. If, prior to the 
date on which the distributing corpora
tion must file its income tax return for 
the year of the distribution, the corpora
tion obtains.a written. statement, signed 
under penaltIes of perjury by an interest 
holder in a partnership, trust, or estate 



that receives a distribution described in 
paragraph (b)( I) of this section from the 
corporation, which statement certifies 
that the interest holder is a qualified 
U.S. person (as defined in paragraph 
(b)(1 )(i) of this section), no liability 
shall be imposed under paragraph (b)( I) 
of this section with respect to the distri
bution to the partnership, trust, or estate 
to the extent of the interest holder's 
interest in the partnership, trust, or es
tate, unless the distributing corporation 
knows or has reason to know that the 
statement is false, or it is subsequently 
determined that the interest holder, in 
fact, was not a qualified U.S. person at 
the time of the distribution. The written 
statement must set forth the amount of 
the interest holder's proportionate inter
est in the partnership, trust, or estate as 
determined under paragraph (b)(5)(i) of 
this section and must set forth the 
amount of such entity's proportionate 
interest in the distributing and controlled 
corporation, as well as the interest hold
er's name, taxpayer identification num
ber, home address (in the case of an 
individual) or office address and place 
of incorporation (in the case of a corpo
ration). The written statement must be 
retained by the distributing corporation 
with its books and records for a period 
of three calendar years following the 
close of the last calendar year in which 
the corporation relied upon the state
ment. 

(6) Anti-abuse rule. If a domestic 
corporation is directly or indirectly 
formed or availed of by one or more 
foreign persons to hold the stock of a 
second domestic corporation for a prin
cipal purpose of avoiding the application 
of section 367(e)(I) and the require
ments of this section, any distribution of 
stock or securities to which section 355 
applies by such second domestic corpo
ration shall be treated for Federal in
come tax purposes as a distribution to 
such foreign person or persons, followed 
by a transfer of the stock or securities to 
the first domestic corporation. The 
qualification of the distribution to the 
foreign person for an exception to the 
general gain recognition rule of para
graph (b)(1) of this section, and the 
consequences of the transfer to the first 
domestic corporation under this section, 
shall be determined in accordance with 
all of the facts and circumstances. 

(c) Nonrecognition of gain-(1) Dis
tribution by a U.S. real property holding 
corporation of stock in a second U.S. 
real property holding corporation. Gain 
shall not be recognized under paragraph 

(b) of this section by a domestic corpo
ration making a distribution that quali
fies for nonrecognition under section 
355 of stock or securities of a domestic 
controlled corporation to a person who 
is not a qualified U.S. person (as de
fined in paragraph (b)(1 )(i) of this sec
tion) if the conditions specified in para
graphs (c)(1)(i) and (ii) of this section 
are both satisfied: 

(i) Immediately after the distribution, 
both the distributing and controlled cor
porations are U.S. real property holding 
corporations (as defined in section 
897(c)(2». For the treatment of the 
distribution under section 897, see sec
tion 897(e)(1) and the regulations there
under. 

(ii) The distributing corporation at
taches to its timely filed Federal income 
tax return for the taxable year in which 
the distribution occurs a statement titled 
"Section 367(e)(1) - Reporting of Sec
tion 355 Distribution by U.S. Real Prop
erty Holding Corporation", signed under 
penalties of perjury by an officer of the 
corporation, disclosing the following in
formation-

(A) A statement that the distribution 
is one to which paragraph (c)( I) of this 
section applies; and 

(B) A description of the transaction 
in which one U.S. real property holding 
corporation distributes the stock of an
other U.S. real property holding corpo
ration in a transaction that is described 
under section 355. 

(iii) For purposes of this paragraph 
(c)(1), an income tax return (including 
an amended return) will be considered a 
timely filed Federal income tax return if 
it is filed prior to the time that the 
Internal Revenue Service discovers that 
the reporting requirements of this para
graph have not been satisfied. 

(2) Distribution by a publicly traded 
corporation- (i) Conditions for nonrec
ognition. Except as provided by para
graph (c)(2)(ii) of this section, gain shall 
not be recognized under paragraph (b) 
of this section by a domestic corporation 
making a distribution that qualifies for 
nonrecognition under section 355 of 
stock or securities of a domestic con
trolled corporation to a person who is 
not a qualified U.S. person (as defined 
in paragraph (b)(1 )(i) of this section) if 
both of the following conditions are 
satisfied: 

(A) Stock of the domestic controlled 
corporation with a value of more than 
80 percent of the outstanding stock of 
the corporation is distributed with re
spect to one or more classes of the 

outstanding stock of the distributing cor
poration that are regularly traded on an 
established securities market, as defined 
in § l.897-I(m)(l) and (3), located in 
the United States. Stock is considered to 
be regularly traded if it is regularly 
quoted by brokers or dealers making a 
market in such interests. A broker or 
dealer is considered to make a market 
only if the broker or dealer holds him
self out to buy or sell interests in the 
stock at the quoted price. 

(B) The distributing corporation satis
fies the reporting requirements contained 
in paragraph (c)(2)(iii) of this section. 

(ii) Recognition of gain if distributee 
owns 5 percent of distributing corpora
tion. If, at the time of the distribution, 
the distributing corporation knows or 
has reason to know that any distributee 
who is not a qualified U.S. person (as 
defined in paragraph (b)(1 )(i) of this 
section) owns, directly, indirectly, or 
constructively (using the rules of sec
tions 897(c)(3) and (c)(6)(C), but subject 
to the rules of paragraph (b)(5) of this 
section), more than 5 percent (by value) 
of a class of stock or securities of the 
distributing corporation with respect to 
which the stock or securities of the 
controlled corporation is distributed (a 
5-percent shareholder), the distributing 
corporation will qualify for nonrecogni
tion under paragraph (c)(2)(i) of this 
section if, with respect to such 5-percent 
shareholder, either-

(A) The distribution qualifies for 
nonrecognition under paragraph (c)(3) of 
this section; or 

(B) The distributing corporation rec
ognizes gain (but not loss) on the distri
bution under paragraph (b) of this sec
tion. 

(iii) Reporting Requirements. To 
qualify for nonrecognition treatment un
der paragraph (c)(2)(i) of this section, 
the distributing corporation must attach 
to its timely filed Federal income tax 
return, for the taxable year in which the 
distribution occurs a statement titled 
"Section 367(e)(1) - Reporting of Sec
tion 355 Distribution by U.S. Publicly 
Traded Corporation to Foreign Persons," 
signed under penalties of perjury by an 
officer of the corporation, disclosing the 
following information: 

(A) A statement that the distribution 
is one to which paragraph (c)(2) of this 
section applies. 

(B) A description of the transaction 
in which the distributing corporation 
that is publicly traded on a U.S. securi-
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ties market distributed stock or securi
ties of a domestic controlled corpora
tion. 

(C) The U.S. securities market on 
which the stock of the distributing cor
poration is publicly traded. 

(D) A statement that, at the time of 
the distribution, either-

(l) The distributing corporation does 
not know or have reason to know that 
any distributee who is not a qualified 
U.S. shareholder (as defined in para
graph (b)(1 )(i) of this section) is a 
5-percent shareholder; or 

(2) The distributing corporation 
knows or has reason to know that one 
or more distributees who are not quali
fied U.S. persons are 5-percent share
holders, and, that with respect to each 
such 5-percent shareholder, either-

(i) Gain will not be recognized be
cause the requirements of paragraph 
(c)(3) of this section are satisfied; or 

(ii) Gain (but not loss) will be recog
nized in accordance with paragraph (b) 
of this section. 

(iv) Timely filed return. For purposes 
of this paragraph (c)(2), an income tax 
return (including an amended return) 
will be considered a timely filed Federal 
income tax return if it was received 
prior to the time that the Internal Rev
enue Service discovers that the reporting 
requirements of this paragraph (c)(2) 
have not been satisfied. 

(v) Relation to other nonrecognition 
provisions. If the distribution of the 
stock and securities of the controlled 
corporation also qualifies for nonrecog
nition under paragraph (c)(l) of this 
section, the distributing corporation shall 
be entitled to nonrecognition under para
graph (c)( 1) of this section and not this 
paragraph (c)(2). 

(3) Distribution of certain domestic 
stock to 10 or fewer qualified foreign 
distributees-(i) In general. (A) Gain 
shall not be recognized under paragraph 
(b) of this section by a domestic corpo
ration making a distribution that quali
fies for nonrecognition under section 
355 of stock or securities of a domestic 
controlled corporation with respect to a 
foreign distributee (defined in paragraph 
(c)(3)(i)(B) of this section) that is a 
qualified foreign distributee (defined in 
paragraph (c)(3)(i)(C) of this section), 
provided that each of the conditions 
contained in paragraph (c)(3)(ii) of this 
section is satisfied. If one or more 
foreign distributees are not treated as 
qualified foreign distributees, the distrib
uting corporation sha1l recognize a per
centage of the gain realized on the 
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distribution, equal to the percentage of 
its stock owned immediately before the 
distribution, directly or indirectly, by 
foreign distributees who are not quali
fied foreign distributees. See paragraph 
(b )(5) of this section for rules regarding 
the ownership of stock held by a part
nership, trust, or estate. 

(B) For purposes of this paragraph 
(c)(3), the term foreign distributee is 
any person who is not a qualified U.S. 
person (as defined in paragraph (b)(l)(i) 
of this section) if such person-

(l) Owned stock or securities of the 
distributing corporation immediately 
prior to the distribution; 

(2) Owned stock or securities of the 
distributing corporation within two years 
prior to the distribution and directly, 
indirectly, or constructively (using the 
rules of section 318) owns 50 percent or 
more of either the total voting power or 
the total value of the stock of the 
distributing or controlled corporation 
immediately after the distribution; or 

(3) Is a transferee or substitute 
distributee, as defined in paragraph 
(c)(3)(vi)(C) or (D) of this section. 

(C) For purposes of this section, ex
cept as provided by paragraph 
(c)(3)(i)(D) of this section, the term 
qualified foreign distributee is a foreign 
distributee that, during the entire period 
for which the agreement to recognize 
gain (described in paragraph (c)(3)(iii) 
of this section) is in effect with respect 
to the distributee, is either an individual 
or a corporation (as defined in section 
7701(a)(3», resident of a foreign coun
try that maintains a comprehensive in
come tax treaty with the United States 
which contains an information exchange 
provision. However, no more than ten 
foreign distributees in total may be 
current or former qualified foreign 
distributees (including any transferee or 
substitute distributees as defined in para
graph (c)(3)(vi)(C) or (D) of this sec
tion) during the entire term of the gain 
recognition agreement. See, however, 
paragraph (c)(3)(vi)(G) of this section 
for special rules applicable to substitute 
distributees. 

(D) Unless the distributing corpora
tion obtains a ruling from the Internal 
Revenue Service to the contrary, no 
foreign distributee shall be treated as a 
qualified foreign distributee if it holds 
its interest in the distributing corporation 
through a partnership, trust or estate, 
characterized as such under the taxation 
laws of the United States or any entity 
that is treated as fiscally transparent 
under the taxation laws of the foreign 

country in which it is a resident if su.ch 
country maintains a comprehensive lfi

come tax treaty with the United States 
which contains an information exchange 
provision. 

(ii) Conditions for nonrecognition. A 
distribution of stock or securities de
scribed in paragraph (c)(3)(i) of this 
section to a qualified foreign distributee 
shall not result in the recognition of 
gain if each of the following conditions 
is satisfied: 

(A) If more than ten foreign 
distributees, at any time during the en
tire term of the gain recognition agree
ment, are eligible to be qualified foreign 
distributees, the distributing corporation 
shall designate the foreign distributees 
to be considered qualified foreign 
distributees for which nonrecognition is 
claimed under this paragraph (c)(3). 

(B) Immediately after the distribution 
and on each testing date beginning after 
the distribution and during the period 
that the agreement to recognize gain 
(described in paragraph (c)(3)(iii) of this 
section) is in effect, the value of the 
distributing corporation (that is, the fair 
market value of the assets of the distrib
uting corporation, less all liabilities of 
the distributing corporation) must ex
ceed the amount of gain that the distrib
uting corporation realized, but did not 
recognize (on or after the distribution) 
under this paragraph (c)(3), as a conse
quence of the distribution with respect 
to qualified foreign distributees. This 
requirement will be deemed satisfied for 
any testing date upon which the adjusted 
basis of the distributing corporation's 
assets, less all liabilities of the distribut
ing corporation, exceeds the amount of 
the deferred gain. A testing date is-

(1) The last day of any taxable year 
of the distributing corporation during 
which the agreement to recognize gain 
is in effect; and 

(2) Any date upon which the distrib
uting corporation distributes property to 
its shareholders under section 301(a). 

(C) At all times until the close of the 
l20-month period following the end of 
the taxable year of the distributing cor
poration in which the distribution was 
made, except under the circumstances 
and subject to the consequences pre
scribed in paragraphs (c)(3)(vi) and (vii) 
of this section, all qualified foreign 
distributees must continue to own, di
rectly or indirectly, all of the stock and 
securities of the distributing and con
trolled corporations that the qualified 
foreign distributee owned, directly or 
indirectly, immediately after the distribu-



tion (including any stock and sec untIes 
of the distributing or controlled corpora
tion later acquired from the distributing 
or controlled corporation for which the 
distributee has a holding period deter
mined under section 1223 by reference 
to the stock or securities). 

(D) The distribution of stock or secu
rities described in paragraph (c)(3)(i) of 
this section must not be a distribution 
pursuant to which the distributing corpo
ration goes out of existence. 

(E) The distributing corporation must 
file an agreement to recognize gain, and 
the controlled corporation must agree to 
be secondarily liable in the event that 
the distributing corporation does not pay 
the tax due upon a recognition event 
described in paragraph (c)(3)(vii) of this 
section. The agreement is described in 
paragraph (c)(3)(iii) of this section and 
filed by the distributing corporation with 
its Federal income tax return for its 
taxable year in which the distribution is 
made. 

(F) For each of the taxable years of 
the distributing corporation, beginning 
with the taxable year of the distribution 
and ending with the taxable year that 
includes the close of the 120-month 
period following the end of the taxable 
year of the distributing corporation in 
which the distribution was made, all 
qualified foreign distributees and the 
controlled corporation must provide to 
the distributing corporation the annual 
certifications described in paragraph 
(c)(3)(v) of this section, and the distrib
uting corporation must file the certifica
tions with its tax return. 

(iii) Agreement to recognize gain. 
The agreement to recognize gain re
quired by this paragraph (c)(3)(iii) shall 
be prepared by or on behalf of the 
distributing corporation and signed un
der penalties of perjury by an authorized 
officer of the distributing corporation. 
An authorized officer of the controlled 
corporation must also sign the agree
ment under penalties of perjury, agree
ing to extend the statute of limitations 
and accept liability for the tax in the 
event that the distributing corporation 
fails to pay the tax upon a recognition 
event. The agreement provided by the 
distributing corporation shall set forth 
the following items, under the heading 
"GAIN RECOGNITION AGREEMENT 
UNDER § 1.367(e)-IT(c)(3)(iii)", with 
paragraphs labeled to correspond with 
such items: 

(A) A declaration that the distribution 
is one to which paragraph (c)(3) of this 
section applies. 

(B) A description of each qualified 
foreign distributee, which shall include 
the qualified foreign distributee's-

(1) Name; 
(2) Address; 
(3) Taxpayer identification number (if 

any); and 
(4) Residence and citizenship (in the 

case of an individual) or place of incor
poration and country of residence (in the 
case of a qualified foreign distributee 
that is a corporation for Federal income 
tax purposes under section 7701 (a)(3». 

(C) A description of the stock and 
securities of the distributing and con
trolled corporations owned (directly or 
indirectly) by each qualified foreign 
distributee, including-

(1) The number or amount of shares; 
(2) The type of stock or securities; 
(3) The fair market values of the 

stock and securities of the controlled 
corporation owned (directly or indi
rectly) by the qualified foreign 
distributee(s), determined immediately 
before and immediately after the distri
bution; 

(4) The distributing corporation's ad
justed basis (immediately before the 
distribution) in the stock and securities 
of the controlled corporation distributed 
to the qualified foreign distributees; 

(5) The fair market value of the dis
tributing corporation (fair market value 
of its assets, less all liabilities of the 
distributing corporation) immediately af
ter the distribution. Such amount must 
exceed the amount of gain that the 
distributing corporation realized, but did 
not recognize under this paragraph 
(c)(3), on the distribution to qualified 
foreign distributees. Alternatively, the 
fair market value standard will be 
deemed satisfied if the adjusted basis of 
the assets of the distributing corporation, 
less all liabilities of the distributing 
corporation, exceeds the amount of the 
deferred gain. 

(6) For each applicable valuation, a 
summary of the method (including ap
praisals, if any) used for determining the 
fair market values required by this para
graph (c)(3)(iii). 

(D) The distributing corporation's 
agreement to recognize gain in accor
dance with paragraph (c)(3)(vii) of this 
section. 

(E) The controlled corporation's 
agreement to be secondarily liable for 
the distributing corporation's tax liabil
ity, pursuant to the gain recognition 
agreement described in this paragraph 
(c)(3)(iii). 

(F) A waiver of the period of limita
tions by both the distributing and con
trolled corporation as described in para
graph (c)(3)(iv) of this section. 

(G) An attached statement from each 
qualified foreign distributee declaring 
that the qualified foreign distributee will 
provide to the distributing corporation 
the annual certifications described in 
paragraph (c)(3)(v)(A) of this section for 
each of the taxable years of the distrib
uting corporation, beginning with the 
taxable year of the distribution and 
ending with the taxable year that in
cludes the close of the 120-month pe
riod following the taxable year of the 
distributing corporation in which the 
distribution was made. The attached 
statements shall be signed under penal
ties of perjury by an authorized officer 
in the case of any qualified foreign 
distributee that is a corporation for Fed
eral income tax purposes or by the 
individual in the case of a qualified 
foreign distributee that is an individual. 

(H) An attached statement from the 
controlled corporation declaring that it 
will provide to the distributing corpora
tion the annual certifications described 
in paragraph (c)(3)(v)(B) of this section. 

(1) An agreement by the distributing 
corporation to attach to its tax returns 
the annual certifications of the qualified 
foreign distributees and the controlled 
corporation described in paragraphs 
(c)(3)(v)(A) and (B) of this section, 
respectively, and to meet any other 
reporting requirement in accordance 
with paragraph (c)(3)(v) of this section. 

(iv) Waiver of period of limitation. 
The distributing corporation and the 
controlled corporation must file, with 
the gain recognition agreement de
scribed in paragraph (c)(3)(iii) of this 
section, a waiver of the period of limita
tion on the assessment of tax upon the 
gain realized on the distribution to the 
qualified foreign distributee(s). The 
waiver shall be executed on Form 8838, 
substitute form, or such other form as 
may be prescribed by the Commissioner 
for this purpose and shall extend the 
period for assessment of such tax to a 
date not earlier than the close of the 
thirteenth full year following the taxable 
year that includes the distribution. A 
properly executed Form 8838, substitute 
form, or such other form authorized by 
this paragraph (c)(3)(iv) shall be deemed 
to be consented to and signed by a 
Service Center Director or the Assistant 
Commissioner (International) for pur
poses of § 301.6501(c)-I(d) of this 
chapter. 
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(v) Annual certifications and other 
reporting requirements. For each of the 
taxable years of the distributing corpora
tion, beginning with the taxable year of 
the distribution and ending with the 
taxable year that includes the close of 
the 120-month period following the end 
of the taxable year of the distributing 
corporation in which the distribution 
was made, the distributing corporation 
must file with its Federal income tax 
return the annual certifications for that 
year described in this paragraph 
(c)(3)(v). 

(A) Each current qualified foreign 
distributee must provide to the distribut
ing corporation an annual certification, 
signed under penalties of perjury by an 
authorized officer of the qualified for
eign distributee that is a corporation or 
by the qualified foreign distributee that 
is an individual (as the case may be). 
Each annual certification must identify 
the distribution with respect to which it 
is given by setting forth the date and a 
summary description of the distribution. 
In the annual certification, the qualified 
foreign distributee must declare that-

(1) The qualified foreign distributee 
continues to satisfy paragraph 
(c)(3)(i)(C) of this section; and 

(2) The qualified foreign distributee 
continues to own, directly or indirectly, 
without interruption, the stock and secu
rities of the distributing and controlled 
corporations (except to the extent the 
stock or securities have been disposed 
of in a transfer described in paragraph 
(c)(3)(vi) of this section). 

(B) The controlled corporation must 
provide a certification to the distributing 
corporation, signed under penalties of 
perjury by an authorized officer of the 
corporation, that lists each current quali
fied foreign distributee holding (directly 
or indirectly) stock of the controlled 
corporation and its direct or indirect 
ownership interest in the controlled cor
poration at both the first day and the 
last day of the taxable year for which 
the distributing corporation files its Fed
eral income tax return, and certifies the 
accuracy of that list. 

(C) The distributing corporation must 
attach to the annual certifications de
scribed in paragraphs (c)(3)(v)(A) and 
(B) of this section, a statement signed 
under penalties of perjury by an autho
rized officer of the corporation, in which 
the corporation declares that, to the best 
of its knowledge, the annual certifica
tions are true. 
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(D) The distributing corporation must 
also attach to the annual certifications a 
separate statement indicating-

(1) The names and addresses of each 
current and each former qualified for
eign distributee; 

(2) The percentage of direct or indi
rect ownership that the qualified foreign 
distributees retain in the distributing 
corporation at year-end; and 

(3) A certification that the value of 
the distributing corporation (or the ad
justed basis of its assets), less all of the 
liabilities of the distributing corporation 
on all testing dates, exceeded the 
amount of the gain deferred as of the 
testing date. 

(vi) Special rule for nonrecognition 
transactions. (A) Gain shall not be rec
ognized under paragraph (c)(3)(vii) of 
this section if the distributing or con
trolled corporation is acquired by a 
successor-in-interest (described in para
graph (c)(3)(vi)(B) of this section), or 
upon a direct or indirect disposition by a 
qualified foreign distributee of stock or 
securities of a distributing or controlled 
corporation (or a successor-in-interest) 
that is subject to a gain recognition 
agreement described in paragraph 
(c)(3)(iii) of this section, if the require
ments of this paragraph (c)(3)(vi) are 
satisfied and the disposition consists of 
a transfer described in section 332, 337, 
351, 354, 355, 356, or 361 that does not 
result in a substantial transformation (as 
defined in paragraph (c)(3)(vii)(B) of 
this section). For special rules regarding 
transfers described in section 355, see 
paragraph (c)(3)(vi)(G) of this section. 

(B) For purposes of this section, the 
term successor-in-interest refers to any 
domestic corporation that acquires the 
assets of the distributing or controlled 
corporation in a transaction described in 
section 381(a) to which this paragraph 
(c)(3)(vi) applies. 

(C) For purposes of this section, the 
term transferee distributee refers to: 

(1) Any corporation whose stock or 
securities are exchanged for the stock or 
securities of the distributing or con
trolled corporation (or a successor-in
interest), or of another transferee 
distributee, in a transaction described in 
section 351, 354, or sections 361 and 
381 (a)(2), to which this paragraph 
(c)(3)(vi) applies. 

(2) Any corporation that acquires the 
assets of any qualified foreign 
distributee, transferee distributee or sub
stitute distributee in a transaction de
scribed in section 381 (a). 

. the (D) For purposes of this sectIOn, 
term substitute distributee refers to any 
person that acquires the stock or securi
ties of the distributing or controlled 
corporation (or a successor-in-interest), 
or of a qualified foreign distributee, in a 
section 355 distribution. 

(E) Gain shall not be recognized un
der paragraph (c)(3)(vii) of this section 
in a transaction involving a transfer of 
the assets of the distributing or con
trolled corporation to a successor-in
interest, only if the following informa
tion and agreements are included with 
the first annual certification thereafter 
filed under paragraph (c)(3)(v) of this 
section: 

(1) A description of the transaction 
(including a statement of applicable In
ternal Revenue Code provisions, and a 
description of stock or securities trans
ferred, exchanged, or received in the 
transaction). 

(2) A description of the successor-in
interest (including the name, address, 
taxpayer identification number, and 
place of incorporation of the successor 
in interest). 

(3) An agreement of the successor-in
interest, signed under penalties of per
jury by an authorized officer of the 
successor-in-interest corporation, to suc
ceed to all of the responsibilities and 
duties of the distributing corporation or 
the controlled corporation (as the case 
may be) under this paragraph (c)(3) as if 
the successor-in-interest were the dis
tributing or controlled corporation. 

(F) Gain shall not be recognized un
der paragraph (c)(3)(vii) of this section 
in a transaction described in paragraph 
(c)(3)(vi)(A) of this section in which a 
qualified foreign distributee, directly or 
indirectly, disposes of, and a transferee 
distributee acquires, stock or securities 
of the distributing or controlled corpora
tion (or a successor-in-interest), or an
other transferee distributee, only if the 
transferee distributee is either a qualified 
U.S. person or qualifies as a qualified 
foreign distributee under this paragraph 
(c)(3) and the following information and 
agreements are included with the first 
annual certification thereafter filed under 
paragraph (c)(3)(v) of this section: 

(1) A description of the transaction 
(including a statement of applicable In
ternal Revenue Code provisions, and a 
description of the stock or securities of 
the distributing or controlled corporation 
(or a successor-in-interest) owned, di
rectly or indirectly, by qualified foreign 
distributees immediately after the trans
action). 



(2) An agreement of the distributing 
corporation and the controlled corpora
tion (amending the agreement described 
in paragraph (c)(3)(iii) of this section), 
signed under penalties of perjury by an 
authorized officer of the corporation, to 
recognize gain (in the case of the dis
tributing corporation) and to be second
arily liable (in the case of the controlled 
corporation) in accordance with the pro
visions of this paragraph (c)(3) upon the 
occurrence of a disposition, directly or 
indirectly, by the foreign transferee 
distributee of any stock or securities of 
the distributing or controlled corporation 
(or a successor-in-interest) (other than a 
disposition that itself satisfies the re
quirements of this paragraph (c)(3)(vi». 

(3) An agreement of each foreign 
transferee distributee, signed under pen
alties of perjury by the individual or an 
authorized officer of the corporation, to 
comply with all of the responsibilities, 
qualifications and duties of a qualified 
foreign distributee under this paragraph 
(c )(3), with respect to the stock or 
securities of the distributing or con
trolled corporation (or a successor-in
interest) owned, directly or indirectly, by 
the transferee distributee. 

(G) Gain shall not be recognized un
der paragraph (c)(3)(vii) of this section 
in the case of a section 355 distribution 
by a qualified foreign distributee of 
stock or securities of the distributing or 
controlled corporation (or a successor
in-interest), or of another qualified for
eign distributee. The qualified foreign 
distributee that distributed the stock or 
securities is no longer required to com
ply with the rules of this section appli
cable to qualified foreign distributees, 
provided such person no longer has any 
interest, directly or indirectly, in the 
distributing and controlled corporation. 
Thus, for example, such person is not 
counted as a qualified foreign distributee 
for purposes of limiting gain recognition 
to 10 or fewer foreign distributees. In 
order for this provision to apply, the 
substitute distributee must either be a 
qualified U.S. person or satisfy the 
requirements applicable to qualified for
eign distributees contained in this para
graph (c)(3) and must include with the 
first annual certification thereafter filed 
under paragraph (c)(3)(v) of this section 
the following information and agree
ments: 

(1) A description of the transaction 
(including a statement of applicable In
ternal Revenue Code sections, and a 
description of the stock or securities 
distributed in the transaction). 

(2) An agreement of the distributing 
corporation and the controlled corpora
tion (amending the agreement described 
in paragraph (c)(3)(iii) of this section), 
signed under penalties of perjury by an 
authorized officer of the corporation, to 
recognize gain (in the case of the dis
tributing corporation) and to be second
arily liable (in the case of the controlled 
corporation) in accordance with the pro
visions of this paragraph (c)(3) upon the 
occurrence of a disposition, directly or 
indirectly, by a foreign substitute 
distributee of any stock or seCUrItIes 
received by the substitute distributee in 
the transaction. 

(3) An agreement of each foreign 
substitute distributee, signed under pen
alties of perjury by the individual or 
authorized officer of the corporation, to 
succeed to all of the responsibilities, 
qualifications and duties of a qualified 
foreign distributee under this paragraph 
(c)(3), with respect to the stock or 
securities of the distributing or con
trolled corporation (or a successor- in
interest) received by such substitute 
distributee. 

(vii) Recognition of gain. (A) (1) The 
distributing corporation must file, within 
90 days of a transaction described in 
this paragraph (c)(3)(vii)(A), an 
amended return for the year of the 
distribution and recognize gain realized 
but not recognized upon such distribu
tion, if, prior to the close of the 120-
month period following the end of the 
taxable year of the distributing corpora
tion in which the distribution was made, 
either-

(i) A qualified foreign distributee 
sells (or otherwise disposes of) the stock 
or securities of the distributing or con
trolled corporation that the qualified 
foreign distributee owned (directly or 
indirectly) (other than pursuant to a 
transfer described in paragraph (c)(3)(vi) 
of this section); or 

(ii) Any other transaction (e.g., a 
public offering or reorganization) results 
in a substantial transformation (as de
fined in paragraph (c)(3)(vii)(B) of this 
section) in either the distributing or 
controlled corporation (or both). 

(2) For purposes of this paragraph 
(c)(3)(vii)(A), a disposition includes, but 
is not limited to, any disposition treated 
as a sale or exchange under this subtitle 
(e.g., section 301 (c )(3 )(A), 302(a), 
351 (b) or 356(a)(1». For the computa
tion of gain in the case of a sale (or 
similar disposition), see paragraph 
(c)(3)(vii)(C) of this section. For the 
computation of gain in the case of other 

transactions, see paragraphs (c)(3)(vii)
(D) and (F) of this section. For special 
rules regarding substitute distributees, 
see paragraph (c)(3)(vii)(E) of this sec
tion. 

(B) A transaction is treated as a sub
stantial transformation if, as a result of 
such transaction, the qualified foreign 
distributees, transferee distributees and 
substitute distributees own, in the aggre
gate, less than 50 percent of either the 
total voting power or the total value of 
the stock of the distributing or the 
controlled corporation, directly or indi
rectly, that the qualified foreign 
distributees owned immediately after the 
distribution. 

(C) In the case of a sale (or similar 
disposition), directly or indirectly, by a 
qualified foreign distributee of the stock 
or securities of the distributing or con
trolled corporation (or a successor-in
interest) that does not result in a sub
stantial transformation, the distributing 
corporation shall be required to recog
nize a proportionate amount of the gain 
realized but not recognized under this 
paragraph (c)(3), equal to the percentage 
of stock of the distributing or controlled 
corporation, as the case may be, sold (or 
otherwise disposed of), directly or indi
rectly, by the qualified foreign 
distributee. However, if the sale (or 
other disposition) of stock or securities 
by a qualified foreign distributee results 
in a substantial transformation, the dis
tributing corporation (or its successor-in
interest) must recognize the entire de
ferred gain that has not already been 
recognized under paragraph (c)(3)(vii) 
of this section. 

(D) In the case of a nonrecognition 
transaction that results in a substantial 
transformation, the distributing corpora
tion must recognize the entire deferred 
gain that has not already been recog
nized under paragraph (c)(3)(vii) of this 
section. If a nonrecognition transaction 
does not result in a substantial transfor
mation, the distributing corporation does 
not recognize any gain provided that the 
requirements of paragraph (c)(3)(vi) of 
this section are satisfied. 

(E) A sale (or other disposition), di
rectly or indirectly, by a substitute 
distributee, of all or a portion of the 
stock or securities of the distributing or 
controlled corporation (or a successor
in-interest) that the substitute distributee 
received in the section 355 distribution 
shall be treated as a disposition of such 
stock or securities by a qualified foreign 
distributee (in accordance with para
graph (c)(3)(vii)(C) of this section) for 

1996-2 C.B. 21 



purposes of computing gam under this 
paragraph (c)(3)(vii). 

(F) Other transactions or events shall 
trigger gain under this paragraph 
(c)(3)(vii) as follows: 

(1) If a qualified foreign distributee 
ceases to satisfy the requirements for a 
qualified foreign distributee contained in 
paragraph (c)(3)(i)(C) of this section (or 
any other specified requirements in 
paragraph (c)(3) of this section), the 
qualified foreign distributee shall be 
treated as if it sold all of the stock and 
securities that it owned, directly or indi
rectly. in the distributing and controlled 
corporation (or a successor-in-interest), 
on the date that such person ceased to 
meet the requirements. 

(2) If a substitute distributee ceases 
to satisfy the requirements for a quali
fied foreign distributee contained in 
paragraph (c)(3)(i)(C) of this section (or 
any other specified requirements' in 
paragraph (c)(3) of this section), the 
substitute distributee shall be treated as 
if it sold all of the stock and securities 
of the distributing or controlled corpora
tion (or a successor-in-interest) that it 
received in the distribution, on the date 
that it ceased to meet the requirements. 

(3) If the distributing corporation (or 
a successor-in-interest) fails to satisfy 
the requirement contained in paragraph 
(c)(3)(ii)(B) of this section on any test
ing date during which the agreement to 
recognize gain is in effect, such failure 
will be treated as if a substantial trans
formation has occurred on such date. 

(4) If either the distributing or con
trolled corporation (or a successor-in
interest) is acquired in a section 381 (a) 
exchange and the acquirer is not a 
successor-in-interest that satisfies the re
quirements of paragraph (c)(3 )(vi)(E), 
such acquisition will be treated as if a 
substantial transformation has occurred 
on the date of the acquisition. 

(G) A qualified foreign distributee 
i hat sells (or otherwise disposes of) all 
of its interest. directly or indirectly, in 
the distributmg and controlled corpora
l '(jf1 ceases thereafter to be a qualified 
jOlTlgn distributee. In addition, where 
<llle qualified foreign distributee owns 
,1\1 \)1 the stock of another qualified 
i"reign distributee. and both persons 
: 1,\ \ L' Identical direct or indirect interests 
:11 the distributing or controlled corpora
I J( )11. the direct or indirect sale (or other 
liISPOSIII()Il) by one qualified foreign 
dl,lrlh'.Itce of all of its interest in the 
d htrlbulillg or controlled corporation 
(~If1l!l'r paragraph (c)(3)(vii) of this sec
I'z'ill \\ Iii terminate the qualified foreign 
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distributee status for the second quali
fied foreign distributee. The principles 
of this paragraph (c)(3)(vii) shall gener
ally be applied so that any gain relating 
to the same stock of the distributing or 
controlled corporation by more than one 
person is not taxed more than once 
under this paragraph (c)(3)(vii). In any 
event, gain recognized pursuant to this 
paragraph (c)(3)(vii), on a cumulative 
basis, shall not exceed the amount of 
gain that the distributing corporation 
would have recognized under section 
367(e)(l) if its initial distribution of the 
stock or securities of the controlled 
corporation was fully taxable under 
paragraph (b) of this section. 

(H) If additional tax is required to be 
paid by the distributing corporation (or a 
successor-in-interest) for the year of the 
distribution, interest must be paid by the 
distributing corporation (or the con
trolled corporation if the distributing 
corporation fails to pay the tax due) on 
that amount at the rates determined 
under section 6621 (a)(2) with respect to 
the period between the date that was 
prescribed for filing the distributing cor
poration's original income tax return for 
the year of the distribution and the date 
on which the additional tax for that year 
is paid. 

(I) Net operating losses, capital 
losses, or credits against tax that were 
available in the year of the distribution 
and that are unused (whether or not they 
have expired since the distribution) at 
the time of gain recognition described in 
this paragraph (c)(3)(vii) may be applied 
(respectively) by the distributing corpo
ration against any gain recognized or tax 
owed by reason of this provision, but no 
other adjustments shall be made with 
respect to any other items of income or 
deduction in the year of distribution or 
other years. 

(viii) Failure to comply. (A) Except 
as otherwise provided in paragraph 
(c)(3 )(viii)(B) of this section, if the 
distributing corporation or the controlled 
corporation fails to comply in any mate
rial respect with the requirements of this 
paragraph (c)(3) or with the terms of an 
agreement submitted pursuant hereto, or 
if the distributing corporation knows or 
has reason to know of any failure of 
another person to so comply, the distrib
uting corporation shall treat the initial 
distribution of the stock or securities of 
the controlled corporation as a taxable 
exchange in the year of the distribution. 
In such event, the period for assessment 
of tax shall be extended until three years 
after the date on which the Internal 

Revenue Service receives actual notice 
of such failure to comply. 

(B) If a person fails to comply in any 
material respect with the requirements 
of this paragraph or with the terms of an 
agreement submitted pursuant ther~.~o, 
the provisions of paragraph (c)(3)\Vlll)
(A) of this section shall not apply l~ the 
person is able to show that such fmlure 
was due to reasonable cause and not 
willful neglect, provided that the person 
achieves compliance as soon as the 
person becomes aware of the failure. 
Whether a failure to materially comply 
was due to reasonable cause shall be 
determined by the district director under 
all the facts and circumstances. 

(d) Other consequences-(l) Ex
change under section 897 (e)( 1). With 
respect to the treatment under section 
897(e)(1) of a foreign distributee on the 
receipt of stock or securities of a do
mestic or foreign corporation where the 
foreign distributee's interest in the dis
tributing domestic corporation is a 
United States real property interest, see 
section 897(e)(1) and the regulations 
thereunder. 

(2) Dividend treatment under section 
J 248. With respect to the treatment as a 
dividend of a portion of the gain recog
nized by the domestic corporation on 
the distribution of the stock of certain 
foreign corporations, see sections 
1248(a) and (f) and the regulations 
thereunder. 

(3) Distribution of stock of a passive 
foreign investment company. [Reserved] 

(4) Reporting under section 6038B. 
Notice shall be required under section 
6038B with respect to a distribution 
described in this section. See 
§ 1.6038B-IT(e). 

(e) Examples. The rules of paragraphs 
(b), (c), and (d) of this section are 
illustrated by the examples below. In all 
examples, assume that all foreign com
panies are treated as corporations for 
Federal income tax purposes and are not 
treated as fiscally transparent under the 
taxation laws of the relevant foreign 
country. 

Example 1. (i) FC. a Country Z company, owns 
all of the outstanding stock of DC I, a domestic 
corporation. DC I owns all of the outstanding 
stock of DC2, another domestic corporation. The 
fair market value of the DC I stock is 300x, and 
FC has a IOOx basis in the DC 1 stock. The fair 
market value of the DC2 stock is 180x, and DC I 
has a 80x basis in the DC2 stock. Neither DCI 
nor DC2 is a U.S. real property holding corpora
tion. Country Z does not maintain an income tax 
treaty with the United States. 

(ii) In a transaction qualifying for nonrecogni
tion under sectlon 355, DC I distributes all of the 



stock of DC2 to Fe. After the distribution, the 
DC I stock has a fair market value of 120x. 

(iii) Under paragraphs (b)(I) and (2) of this 
section, DCI recognizes gain of lOOx, which is 
the difference between the fair market value 
(l80x) and the adjusted basis (80x) of the stock 
distributed. Under paragraph (d)(I) of this section 
and section 358, FC takes a basis of 40x in the 
DC I stock, and a basis of 60x in the DC2 stock. 

Example 2. (i) C, a citizen and resident of 
Country F, owns all of the stock of DC I, a 
domestic corporation. DC I, in tum, owns all of 
the stock of DC2, also a domestic corporation. 
The fair market value of the DC I stock is 500x, 
and C has a lOOx basis in the DC I stock. The 
DC2 stock has a fair market value of 200x, and 
DC I has a 180x basis in the DC2 stock. 

(ii) In a transaction qualifying for nonrecogni
tion under section 355, DC I distributes to C all of 
the stock of DC2. DCI and DC2 are U.S. real 
property holding corporations immediately after 
the distribution. After the distribution, the DC I 
stock has a fair market value of 300x. 

(iii) Under paragraph (c)(I) of this section, 
provided that DCI complies with the reporting 
requirements contained in paragraph (c)(l )(ii) of 
this section, DCI does not recognize gain on the 
distribution of the DC2 stock because DC I and 
DC2 are U.S. real property holding corporations 
immediately after the distribution. 

(iv) Under section 897(e) and the regulations 
thereunder, C is considered to have exchanged 
DC I stock with a fair market value of 200x and 
an adjusted basis of 40x for DC2 stock with a fair 
market value of 200x. Because DC2 is a U.S. real 
property holding corporation, and its stock is a 
U.S. real property interest, C does not recognize 
any gain under section 897(e) on the distribution. 
C takes a basis of 40x in the DC2 stock, and its 
basis in the DC I stock is reduced to 60x pursuant 
to section 358. 

Example 3. (i) All of the outstanding common 
stock of DC, a domestic corporation that is not a 
U.S. real property holding corporation, is regularly 
traded on an established securities market located 
in the United States. None of the foreign share
holders of DC (directly, indirectly, or construc
tively) owns more than five percent of the com
mon stock of De. DC owns all of the stock of 
DS, a domestic corporation. The stock of DS has 
appreciated in the hands of De. 

(ii) In a transaction qualifying for nonrecogni
tion under section 355, DC distributes all of the 
stock of DS to the common shareholders of De. 

(iii) Under paragraph (c)(2) of this section, DC 
does not recognize gain on the distribution of the 
DS stock to any foreign distributee, provided that 
DC complies with the reporting requirements 
contained in paragraph (c)(2)(iii) of this section. 
Each shareholder's basis in the DC and DS stock 
is determined pursuant to section 358. 

Example 4. (i) FC, a company resident in 
Country X, owns all of the stock of DC I, a 
domestic corporation. DC I, in tum, owns all of 
the stock of DC2, a domestic corporation. The fair 
market value of the DC I stock is I,OOOx, and FC 
has a basis in the DC I stock of 800x. The DC2 
stock has a fair market value of 500x at the time 
of the distribution, and DCI has a lOOx basis in 
the DC2 stock. Neither DCI nor DC2 is a U.S. 
real property holding corporation. Country X 
maintains an income tax treaty with the United 
States that includes an information exchange pro
vision. 

(ii) In a transaction qualifying for nonrecogni
tion under section 355, DCI distributes to FC all 
of the stock of DC2. Immediately after the 
distribution, the DC I stock has a fair market value 

of 500x. Thus, the value of DCI exceeds 400x, 
the amount of the deferred gain on the distribu
tion. 

(iii) Under paragraph (c)(3) of this section, 
DC I will not recognize gain on the distribution of 
the DC2 stock to (foreign distributee) FC if FC is 
a qualified foreign distributee (as described in 
paragraph (c)(3)(i)(C) of this section) and DCI 
enters into a gain recognition agreement (in which 
DC2 agrees to be secondarily liable), as described 
in paragraph (c)(3)(iii) of this section, and DCI, 
DC2 and FC otherwise comply with all of the 
provisions of paragraph (c)(3) of this section. 
Pursuant to section 358, FC will take a 400x basis 
in the DC2 stock and FC's basis in the DCI stock 
will be reduced to 4OOx. 

Example 5. (i) Assume the same facts as in 
Example 4. In addition, two years after DC I 's 
distribution of DC2 stock to FC, FC sells 25 
percent of the DC2 stock to y, an unrelated 
corporation. One year later, FC sells an additional 
30 percent of its DC2 stock to Z, another 
unrelated corporation. 

(ii) Under paragraph (c)(3)(vii) of this section, 
upon FC's sale of 25 percent of its DC2 stock, 
DC I is required to file an amended retum for the 
year in which the DC2 stock was distributed to 
FC, and recognize 100x of gain, which represents 
25 percent of the gain realized but not recognized 
on the distribution. 

(iii) Upon FC's second sale of 30 percent of its 
DC I stock, DC I is required to file another 
amended return for the year of the distribution and 
recognize the balance of the deferred gain, or 
300x, because such sale results in a substantial 
transformation (within the meaning of paragraph 
(c)(3)(vii)(B) of this section). 

Example 6. (i) Assume the same facts as in 
Example 5, except that FC did not sell an 
additional 30 percent of its DC2 stock. Instead, 
DC2 issued additional stock in a public offering 
that reduced FC's interest in DC2 to less than 50 
percent. 

(ii) The public offering caused a substantial 
transformation because, as a result of the public 
offering, the interest of FC in DC2 was reduced to 
less than 50 percent of the amount of stock that 
FC owned in DC2 immediately after the distribu
tion. Thus, the result is the same as in Example 5. 

Example 7. (i) Assume the same facts as in 
Example 4 In addition, one year after DC I 's 
distribution of DC2 stock to FC, FC transfers all 
of the DC2 stock to FS, a company resident in 
Country X, in exchange for all of the FS stock, in 
a transaction described in section 351. 

(ii) FS is described as a transferee distributee 
under paragraph (c)(3)(vi)(C) of this section. The 
transfer by FC of DC2 stock to FS is a nonrecog
nition transaction under paragraph (c)(3)(vi) of this 
section provided all of the requirements in para
graph (c)(3)(vi)(F) of this section are satisfied. (FS 
is counted, together with Fe. for purposes of 
limiting nonrecognition treatment to up to ten 
qualified foreign distributees during the time that 
the gain recognition agreement is in effect.) DCI 
will not recognize gain under the gain recognition 
agreement upon FC's transfer of the stock of DC2 
to FS if DC I enters into a new agreement, 
agreeing to recognize gain if FS sells DC2 stock, 
and the provisions of paragraph (c)(3)(vi) of this 
section are satisfied. A sale by FC of FS stock 
would be treated as a recognition event under 
paragraph (c)(3)(vii) because such sale would 
constitute an indirect disposition by FC of the 
DC2 stock. 

Example 8. (i) PI, an entity treated as a 
partnership for Federal income tax purposes, owns 
all of the outstanding stock of DC I, a domestic 

corporation. DC I owns all of the outstanding 
stock of DC2. another domestic corporation. The 
fair market value of the DC I ,toch. is 90()x amI PI 
has an 900x basis in the DC I stoc).... 111e fair 
market value of the DC2 stock is 600x and DC I 
has a 400x basis in the DC2 stock. Neither DC I 
nor DC2 is a U.S. real property holding corpora
tion. 

(ii) Fe. a company resident in country X. and 
USP, a U.S. corporation. arc the sole partners of 
PI. Under the rules and principles of sections 70 I 
through 761, FC is entitled to a 60 percent. and 
USP is entitled to a 40 percent. distributive share 
of each item of PI income and loss. Country X 
maintains an income tax treaty with the United 
States that includes an information exchange pro
vision. 

(iii) In a distribution qualifying for nonrecogni
tion under section 355, DCI distributes all of the 
stock of DC2 to PI. Paragraph (b)(5)(i) of this 
section provides that stock owned by a partnership 
is considered to be owned proportionately by its 
partners. Under paragraph (b)(5)(ii) of this section. 
if USP certifies to DCI that it is a qualified U.S. 
person (and DCI does not know or have reason to 
know that the certification is false). no Federal 
income tax shall be imposed with respect to the 
distribution by DC I of DC2 to PI. to the extent of 
USP's 40 percent interest in PI. 

(iv) Paragraph (c)(3)(i)(D) of this section pro
vides that no foreign distributee may be treated as 
a qualified foreign distributee with respect to stock 
of the distributing corporation owned through a 
partnership, unless the distributing corporation 
receives a ruling from the Internal Revenue Ser
vice to the contrary. Thus, DC I may not avoid 
recognition of the remaining 60 percent of the 
realized gain (relating to the interest of PI owned 
by FC) by entering into a gain recognition agree
ment pursuant to paragraph (c)(3) of this section. 
unless DC I obtains a ruling to the contrary. 

Example 9. (i) DC I, a domestic corporation. 
owns all of the stock of DC2, also a domestic 
corporation. The stock of DC I is owned equally 
by three shareholders: A, a domestic corporation. 
B, a U.S. citizen, and FB, a Country Y company. 

(ii) A short time before DC I adopted a plan to 
distribute the stock of DC2 to its shareholders. but 
after the board of directors of DC I began contem
plating the distribution, FB formed Ncwco. a 
domestic corporation, and contributed its DC I 
stock to Newco in a transaction qualifying for 
nonrecognition under section 351. A valid business 
purpose existed for FB's transfer of the DC I stock 
to Newco, but this purpose would have been 
fulfilled irrespective of whether FB transferred the 
DC I stock to Newco before the distribution of 
DC2, or after the distribution of DC2 (in which 
case FB would have transferred the stock of DC I 
and DC2 to Newco). 

(iii) Pursuant to paragraph (b)(6) of this section. 
the District Director may determine that FB 
formed Newco for a principal purpose of avoiding 
section 367(e)(I). In such case. for Federal income 
tax purposes, FB will be treated as having re
ceived the stock of DC2 in a section 355 distribu
tion. and then as having transferred the stock to 
Newco in a section 351 transaction. 

(iv) If B was not a shareholder of DC I so that 
A and FB were equal (50 percent) shareholders. 
FB would be treated as a foreign distributee within 
the meaning of paragraph (c)(3)(i)(B) of this 
section without the application of paragraph (b)(6) 
of this section. In such case. DC I would rccognile 
50 percent of the gain realized on the distribution 
of the DC2 stock. unless FB was a qualified 
foreign distributee within the meaning of para-
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graph (c)(3)(i) of this section and the conditions 
under paragraph (c)(3)(ii) of this section were 
satisfied. 

Example 10. (i) DCI, a domestic corporation, 
owns all of the stock of DC2, also a domestic 
corporation. The stock of DC I is owned by FP, a 
company resident in Country X. Country X main
tains in income tax treaty with the United States 
that includes an information exchange provision. 
The DC2 stock has a fair market value of 500x at 
the time of the distribution, and DC I has a basis 
of lOOx in the DC2 stock. The stock of DC I has a 
value of 500x (excluding DC I 's investment in 
DC2). Neither DCI nor DC2 is a U.S. real 
property holding corporation. 

(ii) FP forms a holding company resident in 
Country X, Newco, and transfers 50 percent of its 
DC I stock to Newco in an exchange described in 
section 351. Immediately after those transactions, 
DC I distributes all of its DC2 stock to FP in 
exchange for FP's stock of DCI in a transaction 
described in section 355. Thus, after the non pro 
rata distribution, FP owns all of the stock of DC2, 
and FP also owns all of the stock of Newco, 
which, in tum, owns all of the stock of DC I. 

(iii) Newco and FP are foreign distributees 
(under paragraph (c)(3)(i)(B)(l) of this section) 
because they owned stock of DC I immediately 
prior to the distribution. Assuming that all of the 
requirements of the gain recognition agreement 
exception under paragraph (c)(3) of this section 
are satisfied (so that both FP and Newco are 
qualified foreign distributees under paragraph 
(c)(3)(i)(C) of this section), DC I will not be 
immediately taxable on the 400x gain realized on 
the distribution of the stock of DC2. Gain will be 
triggered under the gain recognition agreement 
under paragraph (c)(3)(vii) of this section if FP 
sells stock of Newco (because such sale would be 
an indirect disposition by FP of the stock of DCI), 
if Newco sells stock of DC I, or if FP sells stock 
of DC2. 

Example 11. (i) Assume the same facts as in 
Example 10, except that Newco is a company 
resident of Country Z, and Country Z does not 
maintain an income tax treaty with the United 
States that includes an information exchange pro
vision. 

(ii) DC I may still enter into a gain recognition 
agreement under paragraph (c)(3) of this section. 
Both FP and Newco are foreign distributees, but 
Newco is not a qualified foreign distributee. Thus, 
DC I must recognize 50 percent, or 200x, of the 
400x deferred gain on the distribution of DC2 
stock. Such (50 percent) portion equals the per
centage of the DC I stock owned by foreign 
distributees that are not qualified foreign 
distributees (the 50 percent of the stock owned by 
Newco). DCI may defer 50 percent of the gain, 
with respect to the portion of its stock owned by 
FP, a qualified foreign distributee, provided that it 
meets the requirements of paragraph (c)(3) of this 
section. 

Example 12. (i) FC, a company resident in 
Country X, owns all of the stock of DC I, a 
domestic corporation (and has owned DCI for 
many years). Country X maintains an income tax 
treaty with the United States that includes an 
information exchange provision. DC I, in tum, 
owns all of the stock of DC2, a domestic corpora
tion. DC I has a basis of 200x in the DC2 stock, 
and the DC2 stock has a value of 500x. Immedi
ately after the distribution of DC2 described 
below, DCI has a value of more than 300x. 

(ii) DC I distributes all of the stock of DC2 to 
FC (a qualified foreign distributee) in a transaction 
described under section 355, and satisfies all of 
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the requirements of paragraph (c)(3) of this section 
to qualify for an exception to the general rule of 
taxation under section 367(e)(l). Two years after 
the initial distribution, FC distributes all of the 
stock of DC2 to its sole shareholder, FP, a resident 
of Country X, in a transaction described under 
section 355. 

(iii) Under paragraph (c)(3)(vi)(D) of this sec
tion, FP is a substitute distributee with respect to 
the DC2 stock. Provided that the requirements of 
paragraph (c)(3)(vi)(G) of this section are satis
fied, FP replaces FC as a qualified foreign 
distributee with respect to the DC2 stock (although 
FC is still a qualified foreign distributee with 
respect to the DCI stock). FC is no longer 
required to maintain an interest in DC2 for 
purposes of detennining whether a substantial 
transformation occurs. Thus, a sale by FP of the 
stock of FC would not trigger gain under para
graph (c)(3)(vii) of this section. 

Example 13. (i) DC I, a domestic corporation, 
owns all of the stock of DC2, also a domestic 
corporation. The stock of DC I is owned by two 
shareholders: FP and FX. FP, a company resident 
in Country Z, owns 25 percent of the stock of 
DC I. FX, a company resident in Country X, owns 
75 percent of the stock of DCI. Country X 
maintains an income tax treaty with the United 
States that includes an information exchange pro
vision; Country Z does not. The fair market value 
of DC2 is 500x and DCI has a basis of lOOx in 
the DC2 stock. Immediately after the distribution 
described below, DC I has a value in excess of 
4OOx. 

(ii) FP formed FS, a company resident in 
Country X, and transferred its 25 percent interest 
in DC I to FS in exchange for all of the stock of 
FS in an exchange described in section 351. 
Within two years of the exchange, DC I distributed 
all of the stock of DC2 to its shareholders. 

(iii) Under paragraph (c)(3) of this section, 
DC I may defer a portion of its gain realized on 
the distribution of DC2. DC I must immediately 
recognize 25 percent of the realized gain, or lOOx, 
because FP, a 25 percent (indirect) shareholder is a 
foreign distributee (within the meaning of para
graph (c)(3)(i)(B) of this section), but may not be 
treated as a qualified foreign distributee (within 
the meaning of paragraph (c)(3)(i)(C) of this 
section). DC I may defer 75 percent of its realized 
gain if FX is a qualified foreign distributee and 
DCI enters into a gain recognition agreement (in 
which DC2 agrees to be secondarily liable), and 
the provisions of paragraph (c)(3) of this section 
are otherwise met. DC I need not include FS as a 
qualified foreign distributee because FP and FS 
had identical 25 percent ownership interests in 
DC I, and DC I is taxable with respect to such 25 
percent interest. Thus, under paragraph 
(c)(3)(vii)(G) of this section, a sale by FS of its 
DCI or DC2 stock will not result in an additional 
trigger of the gain recognition agreement under 
paragraph (c)(3)(vii) of this section. 

(iv) If FP was instead a resident of Country X, 
DCI could defer its entire realized gain if both FP 
and FS were qualified foreign distributees. In such 
case, DC I would have three qualified foreign 
distributees. (DC I is limited to ten qualified 
foreign distributees, including transferee and sub
stitute distributees during the term of the gain 
recognition agreement.) If FS sold its entire inter
est in either DC I or DC2, DC I would be required 
to amend its Federal income tax return for the 
year of the transfer and include I (0)( in income. 
In such case, neither FP nor FS would be 
considered a qualified foreign distributee immedi
ately after the sale (and, as a result, FP's sale of 

its FS stock would not trigger additional gain 
under paragraph (c)(3)(vii)(G) of this section). The 
result would be the same if FP sold all Of. ~e 
stock of FS (as such sale is an indirect dispoSlllOn 
by FP of all its stock of DCI and DC2). (In such 
case, the sale by FS of its stock of DC I or DC2 
would not trigger additional gain under paragraph 
(c)(3)(vii)(G) of this section.) 

(f) Effective date. This se~ti~n ~hall 
be effective with respect to dlstnbutlOns 
occurring on or after September 13, 
1996. However, taxpayers may elect to 
apply the rules of this sec~ion with 
respect to distributions occurrmg on or 
after December 31, 1995. 

Par. 4. Section 1.6038B-IT IS 

amended by revising the second sen
tence of paragraph (b)(2)(i) and adding 
the text of paragraph (e) to read as 
follows: 

§ 1.6038B-IT Reporting of transfers 
described in section 367 (temporary). 

* * * * * 
(b) * * * 
(2) * * * (i) * * * For special report

ing rules applicable to transfers de
scribed under section 367(e)(1), see 
paragraph (e) of this section; no report
ing is required for transfers described in 
section 367(e)(2). * * * 

* * * * * 
(e) * * * (1) In general. If a domestic 

corporation (distributing corporation) 
makes a distribution described in section 
367(e)(1), the distributing corporation 
must comply with the reporting require
ments under this paragraph (e)(1). Form 
926 and other requirements described in 
this section need not be met by the 
distributing corporation in the case of a 
distribution described in section 
367(e)(1). 

(2) Reporting requirements if transac
tion is taxable under section 367( e)( 1). 
If the distribution is taxable to the 
distributing corporation under section 
367(e)(1) and the regulations thereunder, 
the distributing corporation must attach 
to its Federal income tax return for the 
taxable year that includes the date of the 
transfer a statement titled "Section 
367(e)(l) Reporting-Compliance With 
Section 6038B", signed under penalties 
of perjury by an officer of the corpora
tion, disclosing the following informa
tion: 

(i) A description of the transaction in 
which the U.S. distributing corporation 
distributed stock or securities of a con
trolled corporation (whether domestic or 
foreign) to one or more foreign 
distributees. 

(ii) The basis and fair market value 
of the stock and securities that were 



distributed by the distributing corpora
tion in the transaction. 

(3) Reporting requirements if transac
tion qualifies for an exception to section 
367(e)(l). If the distributing corporation 
qualifies for an exception under 
§ 1.367(e)- IT(c)(1), the requirements 
of section 6038B are satisfied if the 
distributing corporation complies with 
the reporting requirements contained in 
§ 1.367(e)-IT(c)(l)(ii). If the distribut
ing corporation qualifies for an excep
tion under § 1.367(e)-IT(c)(2), the re
quirements of section 6038B are 
satisfied if the distributing corporation 
complies with the reporting require
ments contained in § 1.367(e)
IT(c)(2)(iii). If the distributing corpora
tion qualifies for an exception under 
§ 1.367(e)-IT(c)(3), the requirements of 
section 6038B are satisfied if the distrib
uting corporation complies with the re
porting requirements contained in 
§ 1.367(e)-1 T(c)(3). 

* * * * * 

PART 602-0MB CONTROL NUM
BERS UNDER THE PAPERWORK 
REDUCTION ACT 

Par. 5. The authority for citation for 
part 602 continues to read as follows: 

Authority: 26 U.S.c. 7805. 
Par. 6. In § 602.10 1, paragraph (c) is 

amended by removing the entry for 
"1.367(e)-I" and adding an entry III 

numerical order to read as follows: 

§ 602.101 OMB Control numbers. 

* * * * * 
(c) * * * 

CFR part or section 
where identified and Current OMB 
described control No. 

* * * * * 
1.367(e)-IT 1545-1487 

* * * * * 

Margaret Milner Richardson, 
Commissioner of 1nternal Revenue. 

Approved August 7, 1996. 

Donald C. Lubick, 
Assistant Secretary of the Treasury. 

(Filed by the Office of the Federal Register on 
August 9. 1996. 12: 19 p.m .• and published in the 
issue of the Federal Register for August 14. 1996. 
61 F.R. 42165). 

Part V.-Carryovers 

Section 382.-Limitations on Net 
Operating Loss Carryforwards and 
Certain Built-In Losses Following 
Ownership Change 

The adjusted federal long-term rate is set forth 
for the month of July 1996. See Rev. Rul. 96-34. 
page 75. 

The adjusted federal long-term rate is set forth 
for the month of August 1996. See Rev. Rul. 
96-37. page 77. 

The adjusted federal long-term rate is set forth 
for the month of September 1996. See Rev. Rul. 
96-43. page 78. 

The adjusted federal long-term rate is set forth 
for the month of October 1996. See Rev. Rul. 
96-49. page 79. 

The adjusted federal long-term rate is set forth 
for the month of November 1996. See Rev. Rul. 
96-52. page 81. 

The adjusted federal long-term rate is set forth 
for the month of December 1996. See Rev. Rul. 
96--57. page 82. 

26 CFR 1.382-8T: Controlled groups (temporary). 

T.D.8679 

DEPARTMENT OF THE TREASURY 
Internal Revenue Service 
26 CFR Parts 1 and 602 

Regulations Under Section 382 of 
the Internal Revenue Code of 1986; 
Application of Section 382 in Short 
Taxable Years and With Respect to 
Controlled Groups 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final and temporary regula
tions. 

SUMMARY: This document contains fi
nal and temporary regulations relating to 
limitations on net operating loss car
ryforwards and certain built-in losses 
following an ownership change and 
comply with the statutory direction un
der section 382(m) of the Internal Rev
enue Code to prescribe regulations con
cerning short taxable years and 
controlled groups. This document also 
contains amendments relating to the end 
of separate tracking of the stock owner
ship of loss corporations that cease to 
exist following a merger or similar 
transaction. The text of these temporary 
regulations also serves as the text of the 
proposed regulations set forth in CO-
26-96, page 440. 

DATES: These regulations are effective 
Thursday, June 27, 1996. 

For dates of application and special 
transition rules, see Effective Dates un
der SUPPLEMENTARY INFORMA
TION. 

SUPPLEMENTARY INFORMATION: 

Papel>liork Reduction Act 

The collection of information con
tained in these temporary regulations 
has been reviewed and approved by the 
Office of Management and Budget in 
accordance with the Paperwork Reduc
tion Act (44 U.S.c. 3507) under the 
control number 1545-1434. Section 
1.382-8T(h) requires a response from 
certain corporations that are members of 
controlled groups. The IRS requires this 
information to assure compliance with 
section 382(m)(5) so that the value of a 
loss corporation that is a member of a 
controlled group is not taken into ac
count more than once in computing a 
section 382 limitation. Responses to this 
collection of information are required to 
obtain a benefit (relating to the restora
tion of value for section 382 purposes). 

An agency may not conduct or spon
sor, and a person is not required to 
respond to, a collection of information 
unless the collection of information dis
plays a valid control number. 

For further information concerning 
this collection of information, and where 
to submit comments on the collection of 
information and the accuracy of the 
estimated burden, and suggestions for 
reducing this burden, please refer to the 
preamble to CO-26-96, page 440. 

Books or records relating to a collec
tion of information must be retained as 
long as their contents may become ma
terial in the administration of any Inter
nal Revenue law. Generally. tax returns 
and tax return information are confiden
tial, as required by 26 U.S.c. 6103. 

Background and Explanation of Provi
sions 

On February 4, 1991, the IRS and 
Treasury issued three notices of pro
posed rulemaking, CO-132-87 (56 FR 
4194 [1991-1 C.B. 728]), CO-077-90 
(56 FR 4183 [1991-1 C.B. 749]), and 
CO-078-90 (56 FR 4228 [1991-1 C.B. 
757]), setting forth rules regarding the 
application of sections 382 and 383 by 
consolidated groups and by controlled 
groups, and the carryover and carryback 
of losses to consolidated and separate 
return years. 
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For reasons explained in the preamble 
to TD 8678 (page 134), the IRS and 
Treasury are issuing temporary amend
ments concerning the limitations on net 
operating loss carryforwards and certain 
built-in losses and credits following an 
ownership change of a consolidated 
group. The temporary regulations con
tained in this Treasury decision comple
ment those other temporary regulations. 
They assure that the members of a 
controlled group cannot duplicate value 
in computing their respective section 
382 limitations, a result not permitted to 
members of a group filing consolidated 
returns. See § 1.1502-93T. 

These temporary regulations are sub
stantially identical to the rules proposed 
on January 29, 1991. One provision 
(relating to the effects of successive 
ownership changes) was moved from 
the consolidated return regulations to the 
section 382 regulations to clarify that it 
is applicable to all corporations. These 
temporary amendments do not address 
the numerous comments on the pro
posed regulations. Many of these com
ments are still under consideration. 

Effective Dates 

The temporary amendments are gen
erally effective as of January 1, 1997. 
The final rules relating to the value of 
stock added to § 1.382-2(a)(3)(i) and 
the temporary rules in § 1.382-
2T(f) (1 )(ii) (relating to the end of sepa
rate tracking of certain loss corpora
tions) are generally effective as of Janu
ary 29, 1991. The temporary rules in 
§ 1.382-5T (relating generally to short 
taxable years and successive ownership 
changes) generally apply to loss corpo
rations that have an ownership change 
to which section 382(a), as amended by 
the Tax Reform Act of 1986, applies. 

Special Analysis 

It has been determined that this Trea
sury decision is not a significant regula
tory action as defined in EO 12866. 
Therefore, a regulatory assessment is not 
required. It has also been determined 
that section 553(b) of the Administrative 
Procedure Act (5 U.S.c. chapter 5) and 
the Regulatory Flexibility Act (5 U.S.c. 
chapter 6) do not apply to these regula
tions, and, therefore, a Regulatory Flex
ibility Analysis is not required. Pursuant 
to section 7805(f) of the Internal Rev
enue Code, the notice of proposed 
rulemaking preceding these regulations 
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were sent to the Small Business Admin
istration for comment on their impact on 
small business. 

Adoption of Amendments to the Regula
tions 

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

PART I-INCOME TAXES 

Paragraph 1. The authority citation 
for Part 1 is amended by removing the 
entries for "1.382-2" and "1.382-2T" 
and adding entries in numerical order to 
read as follows: 

Authority: 26 U.S.c. 7805 * * * 
Section 1.382-2 also issued under 26 

U.S.c. 382(k)(1), (1)(3), (m), and 26 
U.S.c. 383. 

Section 1.382-2T also issued under 
26 U.S.c. 382(g)( 4)(C), (i), (k)(1) and 
(6), (1)(3), (m), and 26 U.S.c. 383.* * * 

Section 1.382-5T also issued under 
26 U.S.c. 382(m).* * * 

Section 1.382-8T also issued under 
26 U.S.c. 382(m).* * * 

Par. 2. Section 1.382-1 is amended 
by: 

a. Adding an entry for § 1.382-2, 
paragraph (a)(1)(iv). 

b. Revising the entry for § 1.382-2, 
paragraph (a)(3)(i). 

c. Adding entries for § 1.382-2T, 
paragraphs (f)(1 )(i) through (f)(1 )(iii). 

d. Adding entries for §§ 1.382-5T 
and 1.382-8T. 

§ 1.382-1 Table of contents. 

* * * * * 

§ 1.382-2 General rules for ownership 
change. 

(a) * * * 
(1) * * * 
(iv) End of separate accounting for 

losses and credits of distributor or 
transferor loss corporation. 

* * * * * 

§ 1.3 82-2T Definition of ownership 
change under section 382, as amended 
by the Tax Reform Act of 1986 (tempo
rary ). 

* 
(f) * * * 
(1) * * * 

* 

(i) In general. 

* * * 

(ii) End of separate accounting for 
losses and credits of distributor or 
transferor loss corporation. 

(iii) Application to other successor 
corporations. 

* * * * 

§ 1.382-5T Section 382 limitation (tem
porary). 

(a) Scope. 
(b) Computation of value. 
(c) Short taxable year. 
(d) Successive owne~ship changes 

and absorption of a sectIOn 382 limita

tion. 
(1) In general. 
(2) Recognized built-in gains and 

losses. 
(3) Effective date. 
(e) Controlled groups. 
(f) Effective date. 

* * * * * 

§ 1.382-8T Controlled groups (tempo
rary). 

(a) Introduction. 
(b) Controlled group loss and con

trolled group with respect to a con
trolled group loss. 

(c) Computation of value. 
(1) Reduction in value. 
(2) Restoration of value. 
(3) Reduction in value by the amount 

restored. 
(4) Appropriate adjustments. 
(5) Certain reductions in the value of 

members of a controlled group. 
(d) No double reduction. 
(e) Definitions and nomenclature. 
(1) Definitions in Section 382 and the 

regulations thereunder. 
(2) Controlled group. 
(3) Component member. 
(4) Predecessor and successor corpo

ration. 
(f) Coordination between consoli

dated groups and controlled groups. 
(g) Examples. 
(h) Time and manner of filing elec-

tion to restore. 
(1) Statement required. 
(2) Revocation of election. 
(3) Filing by component member. 
(i) [Reserved] 
U) Effective date. 
(1) In general. 
(2) Transition rule. 
(i) In general. 
(ii) Special transition rules for con

trolled groups that had ownership 
changes before January 29, 1991. 

(3) Amended returns. 
Par. 3. Section 1.382-2 is amended as 

follows: 
a The first sentence of paragraph 

(a)(l)(iii) is amended by removing the 



language "Pre-change losses" and add
ing "Except as provided in § 1.382-
2T(f)(1 )(ii), pre-change losses" in its 
place. 

b Paragraph (a)(1)(iv) is added. 
c The text of § 1.382-2T(f)(18)(i) is 

redesignated as the text of § 1.382-
2(a)(3)(i). 

d Newly designated paragraph 
(a)(3)(i) is amended by adding three 
sentences at the end. 

The additions read as follows: 

§ 1.382-2 General rules for ownership 
change. 

(a) * * * 
(1) * * * 
(iv) End of separate accounting for 

losses and credits of distributor or 
transferor loss corporation. For further 
guidance, see § 1.382-2T(f)(1 )(ii). 

* * * * * 
(3) * * * (i) * * * Solely for 

purposes of determining the percentage 
of stock owned by a person, each share 
of all the outstanding shares of stock 
that have the same material terms is 
treated as having the same value. Thus, 
for example, a control premium or 
blockage discount is disregarded in de
termining the percentage of stock owned 
by any person. The previous two sen
tences of this paragraph (a)(3)(i) apply 
to any testing date occurring on or after 
January 29, 1991. 

* * * * * 
Par. 4. Section 1.382-2T is amended 

as follows: 
(a) Paragraph (e)(2)(iv) Example (1) 

is amended by removing the last sen
tence. 

(b) Paragraph (e)(2)(iv) Example 
(2)(ii) is amended by adding a sentence 
at the end. 

(c) Paragraph (e)(2)(iv) Example 
(2)(iii) is amended by removing the 
language " , but must be separately 
accounted for under § 1.382-2(a)(1 )(iii) 
of this section" from the last sentence. 

(d) The text following the heading of 
paragraph (f)(1) is designated as para
graph (f)(1 )(i) and a heading for newly 
designated paragraph (f)(1)(i) is added. 

(e) Paragraphs (f)(1)(ii) and (f)(1)(iii) 
are added. 

(f) Paragraph (f)(4) is amended by 
removing the word "loss" and by add
ing two sentences at the end. 

(g) Paragraph (f)(5) is amended by 
adding two sentences at the end. 

(h) A sentence is added after the 
heading of paragraph (f)(18)(i). 

(i) Paragraph (h)(2)(i)(A) is amended 
by adding the language "and solely for 
the purposes of determining whether a 
loss corporation has an ownership 
change" immediately after "except as 
otherwise provided in this section," . 

The additions read as follows: 

§ 1.382-2T Definitions of ownership 
change under section 382, as amended 
by the Tax Reform Act of 1986 (tempo
rary). 

* * * 
(e) * * * 
(2) * * * 
(iv) * * * 
Example (2) * * * 

* * 

(ii) * * * See paragraph (f)(1 )(ii) of 
this section for rules that end separate 
accounting for L} 's pre-change losses on 
any testing date occurring on or after 
January 29, 1991. 

(f) * * * 
(1) * * * 
(i) In general. * * * 
(ii) End of separate accounting for 

losses and credits of distributor or 
transferor loss corporation. The separate 
tracking of owner shifts of the stock of 
an acquiring corporation required by 
§ 1.382-2(a)(1 )(iii) with respect to the 
net operating loss carryovers and other 
attributes described in § 1.382-
2(a)(1)(ii) ends when a fold-in event 
occurs. A fold-in event is either an 
ownership change of the distributor or 
transferor corporation in connection 
with, or after, the transaction to which 
section 381 (a) applies, or a period of 5 
consecutive years following the section 
381 (a) transaction during which the dis
tributor or transferor corporation has not 
had an ownership change. Starting on 
the day after the earlier of the change 
date (but not earlier than the day of the 
section 381 (a) transaction) or the last 
day of the 5 consecutive year period, the 
losses and other attributes of the dis
tributor or transferor corporation are 
treated as losses and attributes of the 
acquiring corporation for purposes of 
determining whether an ownership 
change occurs with respect to such 
losses. Also, for purposes of determining 
the beginning of the acquiring corpora
tion's testing period, such losses are 
considered to arise either in a taxable 
year that begins not earlier than the later 
of the day following the change date or 
the day of the section 381 (a) transaction, 
or in a taxable year that begins 3 years 
before the end of the 5 consecutive year 
period. Pre-change losses of a distributor 
or transferor corporation that are subject 

to a limitation under section 382 con
tinue to be subject to the limitation 
notwithstanding the occurrence of a 
fold-in event. Any ownership change 
that occurs in connection with, or subse
quent to, the section 381 transaction 
may result in an additional, lesser limi
tation with respect to such pre-change 
losses. This paragraph (f)( 1 )(ii) applies 
to any testing date occurring on or after 
January 29, 1991. 

(iii) Application to other successor 
corporations. Section 1.382-2(a)( I) (re
lating to the definition of loss corpora
tion) and this paragraph (f)( I) also ap
ply, as the context may require, to 
successor corporations other than suc
cessors in section 381 (a) transactions. 
For example, if a corporation receives 
assets from the loss corporation that 
have basis in excess of value, the recipi
ent corporation's basis for the assets is 
determined, directly or indirectly, in 
whole or in part, by reference to the loss 
corporation's basis, and the amount by 
which basis exceeds value is material, 
the recipient corporation is a successor 
corporation subject to § 1.382-2(a)( 1) 
and this paragraph (f)( I). This paragraph 
(f)(1 )(iii) applies to any testing date 
occurring on or after January I, 1997. 

* *' 
(4) Successor corporation. * * * A 

successor corporation also includes, as 
the context may require, a corporation 
which receives an asset or assets from 
another corporation if the corporation's 
basis for the asset(s) is determined, 
directly or indirectly, in whole or in 
part, by reference to the other corpora
tion's basis and the amount by which 
basis differs from value is, in the aggre
gate, material. The previous sentence of 
this paragraph (f)( 4) applies to any 
testing date occurring on or after Janu
ary I, 1997. 

(5) Predecessor corporation. * * * A 
predecessor corporation also includes, as 
the context may require, a corporation 
which transfers an asset or asset~ to 
another corporation if the transferee's 
basis for the asset(s) is determined, di
rectly or indirectly, in whole or in part. 
by reference to the corporation 's basi~ 

and the amount by which basis differs 
from value is, in the aggregate, material. 
The previous sentence of this paragraph 
(f)(5) applies to any testing date occur
ring on or after January 1. 1997. 

(18) * * * (i) * * " For further 
guidance, see § 1.382-2(a)(3 )(i). 
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Par. 5. Sections 1.382-5T and 
1.382-8T are added to read as follows: 

§ i.382-5T Section 382 limitation (tem
porary). 

(a) Scope. Following an ownership 
change, the section 382 limitation for 
any post-change year is an amount equal 
to the value of the loss corporation 
multiplied by the long-term tax- exempt 
rate that applies with respect to the 
ownership change, and adjusted as re
quired by section 382 and the regula
tions thereunder. See, for example, sec
tion 382(b )(2) (relating to the 
carryforward of unused section 382 
limitation), section 382(b )(3)(B) (relat
ing to the section 382 limitation for the 
post-change year that includes the 
change date), section 382(m)(2) (relating 
to short taxable years), and section 
382(h) (relating to recognized built-in 
gains and section 338 gains). 

(b) Computation of value. [Reserved] 

(c) Short taxable year. The section 
382 limitation for any post-change year 
that is less than 365 days is the amount 
that bears the same ratio to the section 
382 limitation determined under section 
382(b)( 1) as the number of days in the 
post-change year bears to 365. The 
section 382 limitation, as so determined, 
is adjusted as required by section 382 
and the regulations thereunder. This 
paragraph (c) does not apply to a 52-53 
week taxable year that is less than 365 
days unless a return is required under 
section 443 (relating to short periods) 
for such year. 

(d) Successive ownership changes 
and absorption of a section 382 limita
tion-( I) in general. If a loss corpora
tion has two (or more) ownership 
changes, any losses attributable to the 
period preceding the earlier ownership 
change are treated as pre-change losses 
with respect to both ownership changes. 
Thus, the later ownership change may 
result in a lesser (but never in a greater) 
section 382 limitation with respect to 
such losses. In any case, the amount of 
taxable income for any post-change year 
that can be offset by pre-change losses 
may not exceed the section 382 limita
tion for such ownership change, reduced 
by the amount of taxable income offset 
by pre-change losses subject to any 
earlier ownership change(s). 

(2) Recognized built-in gains and 
losses. [Reserved] 
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(3) Effective date. This paragraph (d) 
applies to taxable years of a loss corpo
ration beginning on or after January 1, 
1997. 

(e) Controlled groups. See § 1.382-
8T for rules for determining the value of 
a loss corporation that is a member of a 
controlled group. 

(f) Effective date. Except as otherwise 
provided, this section applies to a loss 
corporation that has an ownership 
change to which section 382(a), as 
amended by the Tax Reform Act of 
1986, applies. 

§ 1.382-8T Controlled groups (tempo
rary). 

(a) Introduction. This section pro
vides rules to adjust the value of a loss 
corporation that is a member of a con
trolled group of corporations on a 
change date so that the same value is 
not included more than once in comput
ing the limitations under section 382 for 
the loss corporations that are members 
of the controlled group. In general, the 
adjustment is made under paragraph (c) 
of this section by reducing the value of 
the loss corporation by the value of the 
stock of each component member of the 
controlled group that the loss corpora
tion owns immediately after the owner
ship change. The loss corporation's 
value may, however, be increased under 
paragraph (c) of this section by any 
amount of value that the other member 
elects to restore to the loss corporation. 

(b) Controlled group loss and con
trolled group with respect to a con
trolled group loss. A controlled group 
loss is a pre-change loss (or a net 
unrealized built-in loss) of a loss corpo
ration that is attributable to a taxable 
year of the corporation with respect to 
which the corporation is a component 
member of a controlled group (as de
fined by paragraphs (e)(2) and (3) of 
this section). The controlled group with 
respect to each controlled group loss is 
composed of the loss corporation and 
each other corporation that is a compo
nent member of a controlled group that 
includes the loss corporation both-

(1) With respect to the taxable year 
to which the controlled group loss is 
attributable; and 

(2) On the date the loss corporation 
has an ownership change. 

(c) Computation of value. For pur
poses of computing the limitation under 
section 382 with respect to each con
trolled group loss, the value of the stock 
of each component member of the con-

trolled group with respect to that losS is 
determined immediately before the own
ership change, and is adjusted by apply
ing the following rules: 

(l) Reduction in value. The value ~f 
the stock of each component member IS 
reduced by the value (immediately be
fore the ownership change and without 
regard to any restoration. of v~lue or 
other adjustment under thIS sectIOn) of 
the stock of any other component mem
ber directly owned by the component 
member immediately after the owner
ship change. 

(2) Restoration of value. After the 
value of the stock of each component 
member is reduced pursuant to para
graph (c)(I) of this section, the value ~f 
the stock of each component member IS 
increased by the amount of value, if 
any, restored to the component member 
by another component member (the 
electing member) pursuant to this para
graph (c)(2). The electing member may 
elect to restore value to another compo
nent member in an amount that does not 
exceed the lesser of-

(i) The sum of-

(A) The value, determined immedi
ately before the ownership change, of 
the electing member's stock (after ad
justment under paragraph (c)(1) of this 
section and before any restoration of 
value under this paragraph (c)(2»; plus 

(B) Any amount of value restored to 
the electing member by another compo
nent member under this paragraph 
(c)(2); or 

(ii) The value, determined immedi
ately before the ownership change, of 
the electing member's stock (without 
regard to any adjustment under this 
section) that is directly owned by the 
other component member immediately 
after the ownership change. 

(3) Reduction in value by the amount 
restored. The value of the stock of the 
electing member is reduced by any 
amount of value that the electing mem
ber elects to restore under paragraph 
(c)(2) of this section to another compo
nent member. 

(4) Appropriate adjustments. Appro
priate additional adjustments consistent 
with paragraphs (c)(l), (2), and (3) of 
this section must be made to prevent 
any duplication of value. Thus, for ex
ample, adjustments must be made to 
reflect-

(i) Any indirect ownership interest in 
another component member; 



(ii) Any cross ownership of stock by 
component members of the controlled 
group with respect to the controlled 
group loss; and 

(iii) Any value used to determine a 
limitation under section 382 with respect 
to controlled group losses from the same 
period. 

(5) Certain reductions in the value of 
members of a controlled group. A loss 
corporation that has an ownership 
change is required to make adjustments 
consistent with this paragraph (c) with 
respect to its stock if the stock of 
another corporation in which it had a 
direct or indirect ownership interest was 
disposed of before the ownership 
change, and; 

(i) Both corporations were component 
members of a controlled group-

(A) With respect to a taxable year to 
which a controlled group loss of the loss 
corporation is attributable; and 

(B) At any time during the 2 year 
period before the ownership change; and 

(ii) Both corporations are component 
members of a controlled group at any 
time during the 2 year period following 
the ownership change. 

(d) No double reduction. To the ex
tent consistent with the purposes of this 
section, section 382 and this section 
shall not be applied to duplicate a 
reduction in the value of a loss corpora
tion. Thus, for example, if the value of a 
loss corporation is reduced under section 
382(1)(1) to reflect a capital contribution 
of stock of a component member, it is 
not again reduced by such amount under 
paragraph (c)( 1) of this section. If this 
paragraph (d) applies to prevent a reduc
tion in value from being duplicated, the 
application of the other rules of this 
section, such as those relating to the 
restoration of value, is correspondingly 
limited in a manner consistent with the 
principles of this section. 

(e) Definitions and nomenclature
(1) Definitions in section 382 and the 
regulations thereunder. Except as other
wise provided, the definitions and no
menclature contained in section 382 and 
the regulations thereunder apply to this 
section. 

(2) Controlled group. Controlled 
group has the same meaning as in 
section 1563(a), determined by substitut
ing "50 percent" for "80 percent" each 
place that it appears, and without regard 
to section 1563(a)(4). 

(3) Component member. C.ompone~t 
member has the same meanmg as m 
section 1563(b), determined by substitut
ing "December 31 (or the change date, 

if earlier)" for "December 31" each 
place it appears, and without regard to 
section 1563(b)(2), (b )(3)(C), and (b)( 4). 

(4) Predecessor and successor corpo
ration. As the context may require, a 
reference to a corporation, or component 
member includes a reference to a prede
cessor or successor corporation. 

(f) Coordination between consoli
dated groups and controlled groups. 
Some or all of the component members 
of a controlled group may also be 
members of a consolidated group, and a 
controlled group loss may be subject to 
a consolidated section 382 limitation or 
subgroup section 382 limitation deter
mined under § 1.1502-93T. Except as 
otherwise provided in this paragraph (f) 
and §§ 1.1502-91T through 1.1502-
99T, § 1.1502-93T applies instead of 
this section when both sections, by their 
terms, are otherwise applicable. This 
section is applicable and may require an 
adjustment to value if a member of a 
consolidated group, a loss group, or a 
loss subgroup (as those terms are de
fined in §§ 1.1502-1(h) and 1.1502-
91 T) is also a component member of a 
controlled group with respect to a con
trolled group loss. Solely for purposes 
of applying this section, a consolidated 
group, loss group, or loss subgroup is 
treated as a single corporation. Thus to 
determine the limitation with respect to 
any portion of the pre-change consoli
dated attributes or pre-change subgroup 
attributes of the loss group or loss 
subgroup that is a controlled group loss, 
the consolidated section 382 limitation 
or subgroup section 382 limitation is 
computed by treating the loss group or 
the loss subgroup as a single corpora
tion, and adjusting value in accordance 
with paragraph (c) of this section. See 
paragraph (g) Example 4 of this section. 

(g) Examples. For purposes of the 
examples in this section, unless other
wise stated, the nomenclature and as
sumptions of the examples in § 1.382-
2T(b) apply, all corporations file 
separate income tax returns on a calen
dar year basis, the only 5-percent share
holder of a corporation is a public 
group, and the facts set forth the only 
owner shifts with respect to the corpora
tions during the testing period. 

Example I. Controlled group with respect to a 
controlled group loss. (a) Public L owns all of the 
L stock, L and Public L\ own 30 percent and 70 
percent, respectively, of the L\ stock, and L\ 
owns all of the corporation T stock. L I has a net 
operating loss arising in Year I that is carried over 
to Year 4. L has a net operating loss arising in 
Year 2 that is carried over to Year 4. On August I, 
Year 3, L acquires 30 percent of the stock of L 1. 

thereby increasing its percentage ownership inter
est in L I to 60 percent. On December I, Year 3, 
L I purchases all of the stock of corporation S 
from Public S. On November I, Year 4, P acquires 
all of the L stock. The acquisition by P of all of 
the L stock on November I, Year 4, causes 
ownership changes of both L and L\ under the 
rules of § 1.382-2T. The following is a graphic 
illustration of these facts. 

ll!l!Yr 2D 
lOa"' of 
L .tock > 

(b)( I) Under paragraph (b) of this section, the 
Year I net operating loss carryover of L\ is a 
controlled group loss because L I is a component 
member of a controlled group with respect to Year 
I, the year to which the loss is attributable. L\ 
and T compose a controlled group with respect to 
the net operating loss carryover because L\ and T 
are component members of a controlled group 
both-

(A) With respect to the taxable year to which 
L I 's net operating loss carryover is attributable 
(i.e .. Year I): and 

(B) On November I, Year 4, L\ 's change date. 
Although Land S are component members of L\ 's 
controlled group on L I 's change date, they are not 
component members of the controlled group with 
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respect to the Year 1 net operating loss carryover 
because they were not component members with 
respect to the year to which the net operating loss 
carryover is attributable. 

(2) The value of Ll's stock must therefore be 
adjusted in accordance with paragraph (c) of this 
section to take into account an adjustment with 
respect to the T stock (but not the S stock) in 
computing L I 's limitation under section 382 with 
respect to its net operating loss carryover. 

(c) Although L is a member of a controlled 
group composed of L, L I, S, and T on November 
I, Year 4, L's change date, it is not a component 
member of a controlled group with respect to Year 
2, the taxable year to which its net operating loss 
carryover is attributable. Therefore, L's Year 2 net 
operating loss carryover is not a controlled group 
loss under paragraph (b) of this section and the 
value of L's stock is not adjusted in accordance 
with paragraph (c) of this section to compute L's 
limitation under section 382 with respect to the 
Year 2 net operating loss carryover. 

Example 2. Adjustments to value of the con
trolled group members. (a) Since Year 1, A has 
owned all of the stock of L, L and B have owned 
80 percent and 20 percent, respectively, of the 
stock of corporation p, and P and C have owned 
75 percent and 25 percent, respectively, of the 
stock of Ll. Land Ll each has a net operating 
loss for the Year 6 taxable year that is carried over 
to its respective Year 7 taxable year. On December 
1, Year 7, A sells all of the L stock to D. The sale 
results in ownership changes of both L and L 1. 
Immediately before the ownership changes, the 
total value of the Ll stock is $40, the total value 
of the P stock (including the value of its Ll stock) 
is $100, and the total value of the L stock 
(including the value of the P stock) is $200. The 
following is a graphic illustration of these facts. 

p 

15\ 

Ll 

L stOCK 0 
100!!; of 0) 

~ 

f'MVs of stock-

L: $200 
P: $100 

Ll: $40 

(b) Under paragraph (b) of this section, the 
Year 6 net operating loss carryovers of each of L 
and L 1 are controlled group losses because each 
of L and L I is a component member of a 
controlled group with respect to Year 6, the year 
to which the losses are attributable. L, p, and L 1 
compose controlled groups with respect to both 
Year 6 net operating loss carryovers because L, P. 
and Ll are component members of a controlled 
group both-

(1) With respect to the taxable years to which 
the net operating loss carryovers are attnbutable 
(i.e., Year 6); and 

(2) On December I, Year 7, the change date. 

(c) The value of the stock of Ll for purposes of 
detennining its limitation under section 382 with 
respect to its net operating loss carryover from 
Year 6 is S4O. Ll does not elect to restore any 
value to P under paragraph (c)(2) of this section. 
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(d) The value of the stock of P (SIOO) is 
reduced under paragraph (c)(1) of this section by 
the value of the stock of L 1 that it directly owns, 
$30 (75% x $40). Following the adjustment. the 
value of the stock of P is $70. P elects to restore 
this entire $70 of value to L. 

(e) The value of the stock of L, $200. is 
reduced under paragraph (c)( I) of this section by 
the value of the stock of P it directly owns, i.e., 
$80 (80% x $100), and increased under paragraph 
(c)(2) of this section by the amount P elects to 
restore to L, i.e., $70. Thus, the value of the L 
stock for purposes of detennining L's limitation 
under section 382 with respect to its net operating 
loss carryover from Year 6 is $190 ($200 - $80 + 
$70). 

Example 3. Limitation on restoration of value. 
(a) The facts are the same as in Example 2, except 
that Ll elects to restore $20 to P. For purposes of 
detennining LI 's limitation under section 382 with 
respect to the Year 6 net operating loss carryover, 
the value of the stock of L 1 is $20 ($40 - $20) 
because the value of its stock is reduced under 
paragraph (c)(3) of this section by the $20 of 
value it elects to restore to P. 

(b) The value of the stock of P ($100) is 
reduced under paragraph (c)(I) of this section by 
the value of the Ll stock it directly owns ($30), 
and is increased under paragraph (c)(2) of this 
section by the value that Ll elects to restore to P 
($20). Thus, the value of the P stock is $90 ($100 
- $30 + $20). 

(c)(I) P elects to restore to L the maximum 
value pennitted under this section. The value of 
the stock of L, $200, is reduced under paragraph 
(c)(I) of this section by the value of the P stock it 
directly owns ($80), and is increased by the value 
that P elects to restore to L. P may elect to restore 
to L the lesser of-

(A) The sum of the value of its stock immedi
ately after adjustment under paragraph (c)(I) ~f 
this section (i.e., $70) plus the value restored to It 
by Ll (i.e., $20) (a total of $90); or 

(B) The value of the P stock (without regard to 
the adjustment required by paragraphs (c)(l) and 
(2) of this section) that is directly owned by L 
immediately before the ownership change (i.e., 
$80). 

(2) Thus, $80 is the maximum amount that P 
may elect to restore to L. Following the restora
tion of value by P, the value of the L stock for 
purposes of detennining L's limitation under sec
tion 382 is $200 ($200 - $80 + $80). 

Example 4. Coordination with consolidated re
turn regulations. (a) P and its wholly owned 
subsidiary L file a consolidated return. L owns 79 
percent of the outstanding stock of L 1. P acquired 
the stock of L in Year 1 and L acquired the stock 
of Ll in Year 2. The P consolidated group has a 
consolidated net operating loss arising in the Year 
6 consolidated retum year that is carried over to 
Year 8. Ll has a net operating loss arising in its 
Year 6 taxable year that is also carried over to 
Year 8. On January 1, Year 8, the P consolidated 
group has an ownership change under § 1.1502-
92T(b)(1 )(i) and Ll has an ownership change 
under § 1.382-2T. 

(b)(1) Under paragraph (b) of this section, the 
Year 6 net operating loss carryover of the P group 
is a controlled group loss because P, L, and L 1 are 
component members of a controlled group with 
respect to Year 6, the year to which the loss is 
attributable. P, L, and Ll compose a controlled 
group with respect to the Year 6 net operating loss 
carryover of the P loss group because they are 
component members of a controlled group both-

. th bl ears to which (A) With respect to e taxa e y. . 
the net operating loss carryover is attributable (I.e., 
Year 6); and 

(B) On January 1. Year 8, the P group's change 
date. (2) Because P and L compose a loss group 
(within the meaning of § 1.I502-91T(c» with 
respect to its Year 6 net operatmg loss c~over, 

h P loss oroup must compute a consohdated 
t e b . v 6 
section 382 limitation with respect to Its lear 
net operating loss carryover as a result of the 

ownership change. . . 
(c) In computing the consohd~ted sectIOn 382 

limitation under § 1.1502-93T With respect to the 
Year 6 net operating loss carryover, the value ?f 
the P stock immediately before the ownership 
change is reduced under pa~agrap~s (c)(1) and (t) 
of this section by the value Immediately before the 
ownership change of the Ll stock ~irectly owned 
by L immediately after the ownership change. LI 
may, however, elect to restore such val~e to the P 
consolidated group to the extent pernutted under 
paragraph (c )(2) of this section. . . 

Example 5. Appropriate adjustments for indirect 
ownership interest. (a) Individual A o,",:,ns all ?f 
the stock of L, L owns an 80 percent Interest In 

the capital and profits of partnership PS, and PS 
owns 75 percent of the stock of LI. Both L and 
Ll have net operating losses for the Year 1 taxable 
year that are carried over to their respective Year 2 
taxable years. On December 19, Year 2, A sells all 
of the L stock to an unrelated individual. The sale 
results in an ownership change of L and L I. 

(b) Under paragraph (b) of this section, the 
Year 1 net operating loss carryovers of each of L 
and Ll are controlled group losses because each 
of L and Ll is a component member of a 
controlled group with respect to Year I, the year 
to which the losses are attributable. L and Ll 
compose controlled groups with respect to each 
corporation's net operating loss carryovers because 
L and Ll are component members of a controlled 
group both- . 

(1) With respect to the taxable years to which 
the net operating loss carryovers are attributable 
(i.e., Year 1); and 

(2) On December 19, Year 2, the change date. 
(c) L has an indirect ownership interest in Ll 

which, under paragraph (c)(4) of this section, must 
be taken into account in applying this section. As 
a result, the value of the L stock for purposes of 
detennining its limitation under section 382 with 
respect to the Year 1 net operating loss carryover 
must be reduced by the value of L's indirect 
ownership interest in the Ll stock (60 percent) 
that it owns through PS immediately before the 
ownership change, and is increased by the amount 
(if any) that Ll elects to restore to Lunder 
paragraph (c )(2) of this section. The value Of. Ll IS 
reduced under paragraph (c)(3) of this sectIOn to 
the extent that Ll elects to restore value to L. 

(h) Time and manner of filing elec
tion to restore-( I) Statement required. 
The election to restore value described 
in paragraph (c)(2) of this section must 
be in the form set forth below. It must 
be signed on behalf of both the electing 
member and the corporation to which 
such value is restored by persons autho
rized to sign their respective income tax 
returns. (The common parent of a con
solidated group must make the election 
on behalf of the group.) It must be filed 
by the loss corporation with its income 
tax return for the taxable year in which 



the ownership change occurs (or with an 
amended return for such year filed on or 
before the due date (including exten
sions) of the income tax return of any 
component member with respect to the 
taxable year in which the ownership 
change occurs). The statement must pro
vide that: "THIS IS AN ELECTION 
UNDER § 1.382- 8T OF THE IN
COME TAX REGULATIONS TO RE
STORE ALL OR PART OF THE 
VALUE OF [insert name and E.I.N. of 
the electing member] TO [insert name 
and E.I.N. of the corporation to which 
value is restored]. The statement must 
also-

(i) Identify the change date for the 
loss corporation in connection with 
which the election is made; 

(ii) State the value of the electing 
member's stock (without regard to any 
adjustment under paragraph (c) of this 
section) immediately before the owner
ship change; 

(iii) State the amount of any reduc
tion required under paragraph (c)( 1) of 
this section with respect to stock of the 
electing member that is owned directly 
or indirectly by the corporation to which 
value is restored; 

(iv) State the amount of value that 
the electing member elects to restore to 
the corporation; and 

(v) State whether the value of either 
component member's stock was adjusted 
pursuant to paragraph (c)( 4) of this 
section. 

(2) Revocation of election. An elec
tion made under this section is revo
cable only with the consent of the 
Commissioner. 

(3) Filing by component member. An 
electing member must attach a copy of 
the statement described in paragraph 
(h)(1) of this section to its income tax 
return (or amended return) for the tax
able year which includes the change 
date in connection with which the elec
tion is made. 

(i) [Reserved] 
U) Effective date-(1) In general. 

This section applies to a loss corpora
tion that has an ownership change with 
respect to a controlled group loss on or 
after January 1, 1997. 

(2) Transition rule-(i) In general. 
The members of a controlled group on 
January 1, 1997, that have had an 
ownership change with respect to a 
controlled group loss before January 1, 
1997, must determine the limitations 
under section 382 for any post-change 
year with respect to controlled group 
losses by using a reasonable method to 

preclude the value of stock of a compo
nent member that was owned directly or 
indirectly by another member immedi
ately after an ownership change from 
being taken into account more than once 
in determining the limitations under sec
tion 382 with respect to controlled 
group losses. If such a reasonable 
method was not used for a post-change 
year, subject to the exception in para
graph U)(3) of this section, the members 
of the controlled group described in the 
preceding sentence must reduce their 
limitations under section 382 for post
change years for which the income tax 
return is filed after January 1, 1997, to 
recapture, as quickly as possible, any 
limitation that members took into ac
count in excess of the amount that 
would be allowable under this section. 

(ii) Special transition rule for con
trolled groups that had ownership 
changes before January 29, 1991. For 
purposes of this section, in the case of 
an ownership change occurring before 
January 29, 1991, the controlled group 
with respect to a controlled group loss 
does not include a corporation that is 
not a component member of the con
trolled group on January 29, 1991. Thus, 
in the case of an ownership change 
occurring before January 29, 1991, para
graph (c) of this section does not require 
that a loss corporation that is a compo
nent member of a controlled group to 
disregard the value of stock of another 
corporation directly owned immediately 
after the ownership change in determin
ing the value of its own stock unless the 
other corporation is a component mem
ber of the controlled group on January 
29, 1991. 

(3) Amended returns. A taxpayer that 
has had an ownership change before 
January 1, 1997, may file an amended 
return for any taxable year to modify 
the amount of a limitation under section 
382 with respect to a controlled group 
loss only if-

(i) The modification complies with 
the rules contained in this section for 
computing a limitation under section 
382; 

(ii) Any other component member of 
the controlled group with respect to the 
controlled group loss who elects to 
restore value and whose taxable income 
is affected by the election to restore 
value also files amended returns that 
comply with such rules; and 

(iii) Corresponding adjustments are 
made in amended returns for all taxable 
years ending after December 31, 1986. 

PART 602-OMB CONTROL NUM
BERS UNDER THE PAPERWORK 
REDUCTION ACT 

Par. 6. The authority citation for part 
602 continues to read as follows: 

Authority: 26 U.S.c. 7805. 
Par. 7. In § 602.101, paragraph (c) is 

amended by adding an entry in numeri
cal order to the table to read as follows: 

§ 602.101 OMB Control numbers. 

* * * * * 
(c) * * * 

CFR part or section where Current OMB 

identified or described control No. 

* * * * * 
1.382.8T .................. 1545-1434 

* * * * * 

Margaret Milner Richardson, 
Commissioner of Internal Revenue. 

Approved May 31, 1996. 

Leslie Samuels, 
Assistant Secretary of the Treasury. 

(Filed by the Office of the Federal Register on 
June 26, 1996, 8: 45 a.m., and published in the 
issue of the Federal Register for June 27, 1996,61 
F.R. 33313) 

Subchapter D.-Deferred Compensation, Etc. 

Part I.-Pension, Profit-Sharing, Stock Bonus 

Plans, Etc. 
Subpart A.-General Rule 

Section 401.-Qualified Pension, 
Profit-Sharing, and Stock Bonus 
Plans 

26 CFR 1.401 (a)(4 ~1: Nondiscrimination require
ments of§ 401(a){4) 
(Also. §§ 410.416; 1.410(b)--6. 1.416-1.) 

Nondiscrimination and coverage; 
rollover. The nondiscrimination, actual 
deferral percentage, and actual contribu
tion percentage tests of a qualified plan 
are not affected by a qualified rollover 
to that plan prior to the individual who 
makes the rollover meeting the plan's 
age and service requirements. In addi
tion, the rollover will not trigger the 
minimum nonintegrated benefit or mini
mum nonintegrated contribution require
ments of section 416(c) of the Code. 

Rev. Rul. 96-48 

ISSUES 

(I) If, under a qualified retirement 
plan, employees who have not satisfied 
the minimum age and service require
ments for participation for a plan year 
are permitted to make "rollover contri-
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butions" to the plan's trust, to what 
extent are such employees taken into 
account for purposes of the minimum 
coverage requirements of § 41 O(b) of 
the Internal Revenue Code and the non
discrimination requirements of §§ 401-
(a)(4), 401(k)(3), and 401(m)(2)? 

(2) Are the employees described in 
Issue 1 participants for purposes of the 
minimum contribution and benefit re
quirements of § 416(c)? 

FACTS 

Employer X maintains Plan A, a 
profit-sharing plan qualified under 
§ 401(a) that includes a qualified cash 
or deferred arrangement, as defined in 
§ 1.401(k)-I(a)(4)(i) of the Income Tax 
Regulations, and that provides for 
matching contributions and nonelective 
contributions. Plan A does not accept 
after-tax employee contributions. Em
ployer X consists of Division M and 
Division N. Employees of Division M 
are eligible to participate in Plan A, i.e., 
to make salary deferral contributions 
and receive allocations of matching and 
nonelective contributions, when they 
have completed one year of service with 
Employer X. Employees of Division M 
who have satisfied Plan A's minimum 
one year of service requirement are also 
permitted to make rollover contributions 
to Plan A's trust. Effective January 1, 
1997, Plan A is amended to permit all 
employees of Division M, including em
ployees who have not completed one 
year of service, to make rollover contri
butions to Plan A's trust at any time 
following commencement of employ
ment. Plan A defines a rollover contribu
tion as a rollover contribution under 
§ 402(c), 403(a)(4), or 408(d)(3)(A)(ii), 
or a direct rollover under § 401(a)(31). 

LAW AND ANALYSIS (ISSUE I) 

MINIMUM COVERAGE 
REQUIREMENTS OF § 41 O(b) 

Section 410(b) describes minimum 
coverage requirements that a plan must 
satisfy in order to be qualified under 
§ 401(a). Under § 1.41O(b)-7(c)(i), a 
plan that consists of (I) elective contri
butions under a section 40 I (k) plan (as 
defined in § 1.410(b)-9), (2) employee 
and matching contributions under a sec
tion 401 (m) plan (as defined in 
§ 1.410(b)-9), and (3) nonelective con
tributions (which are contributions that 
are neither elective, employee, nor 
matching contributions) is treated as 
three separate plans, each of which must 
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separately satisfy the requirements of 
§ 41O(b). Under § 1.41O(b)-6(b), if a 
plan applies minimum age and service 
eligibility conditions permissible under 
§ 410(a)(1) (including any entry date 
conditions under § 41O(b)( 4)(C» and 
excludes all employees who do not meet 
those conditions from benefiting under 
the plan, then all employees who fail to 
satisfy those conditions are excludable 
employees for purposes of determining 
whether the plan satisfies § 41O(b). 

With respect to the portion of Plan A 
that is a section 401 (k) plan, 
§ 1.41O(b)-3(a)(2)(i) provides that an 
employee is treated as benefiting under 
the plan for a plan year if and only if 
the employee is an eligible employee 
under the plan for the plan year, as 
defined in § 1.401 (k)-1 (g)(4). In gen
eral, under § 1.401 (k)-1 (g)(4), an em
ployee is an eligible employee only if 
the employee is directly or indirectly 
eligible to make a cash or deferred 
election under the plan for all or a 
portion of the plan year. 

Section 1.401(k)-I(a)(3)(i) defines a 
cash or deferred election as any election 
by an employee to have the employer 
either provide an amount to the em
ployee in cash or another taxable benefit 
that is not currently available, or con
tribute an amount to a trust, or provide 
an accrual or other benefit, under a plan 
deferring the receipt of compensation. 
An election to make a rollover contribu
tion under Plan A is not a cash or 
deferred election. Consequently, the em
ployees who are not eligible to make 
salary deferral contributions for a plan 
year because they have not met Plan A's 
minimum one year of service require
ment are not eligible employees within 
the meaning of § 1.401(k)-I(g)(4) and 
are not treated as benefiting under the 
portion of Plan A that is a section 
40 I (k) plan even though they are eli
gible to make rollover contributions un
der Plan A. 

With respect to the portion of Plan A 
that is a section 401 (m) plan, 
§ 1.410(b)-3(a)(2)(i) provides that an 
employee is treated as benefiting under 
the plan for a plan year if and only if 
the employee is an eligible employee 
under the plan for the plan year, as 
defined in § 1.401 (m)-1 (f)(4). In gen
eral, under § 1.401 (m)-I(f)(4), an em
ployee is an eligible employee only if 
the employee is directly or indirectly 
eligible to make an employee contribu
tion or to receive an allocation of 
matching contributions under the plan 
for the plan year. 

Section 1.401(m)-I(f)(6) defines e:
ployee contribution to mean anY mantha-

'bution to e tory or voluntary contn . 
plan that is treated at the tIme of 
contribution as an after-tax employee 
contribution. The rollover contributions 
that are permitted under Plan A are not 
after-tax contributions and therefore are 
not employee contributions for purposes 
of § 401 (m). Consequently, the employ
ees who are not eligible to receive 
allocations of matching contributions for 
a plan year because they have not met 
Plan A's minimum one year of service 
requirement are not eligible employees 
within the meaning of § 1.401(m)-
1 (f)( 4) and are not treated as benefiting 
under the portion of Plan A that is a 
section 401(m) plan even though they 
are eligible to make rollover contribu
tions under Plan A. 

With respect to the portion of Plan A 
that is treated as a separate plan consist
ing of nonelective contributions, 
§ 1.410(b)-3(a)(1) provides that an em
ployee is treated as benefiting under the 
plan for a plan year if and only if the 
employee receives an allocation for the 
plan year that is taken into account 
under § 1.401(a)(4)-2(c)(2)(ii) in deter
mining whether the plan satisfies the 
nondiscriminatory amount requirement 
of § 1.401(a)(4)-1(b)(2). As provided in 
§ 1.401 (a)(4)-11 (b)(1), rollover contri
butions are not taken into account in 
determining whether a plan satisfies the 
nondiscriminatory amount requirement 
of § 1.401 (a)(4)-1(b)(2). Consequently, 
the employees who do not receive allo
cations of nonelective contributions for 
a plan year because they have not 
satisfied Plan A's minimum one year of 
service requirement are not treated as 
benefiting under the portion of Plan A 
that is treated as a separate plan consist
ing of nonelective contributions even 
though they make (or are eligible to 
make) rollover contributions under Plan 
A. 

Thus, the employees who have not 
met Plan A's minimum one year of 
service requirement for participation for 
a plan year are not treated as benefit
ing under any of the three portions of 
Plan A that must separately satisfy the 
requirements of § 41 O(b) even though 
such employees make (or are eligible to 
make) rollover contributions under Plan 
A. Therefore, under § 1.41O(b)-6(b), 
these employees are excludable employ
ees for purposes of applying the require
ments of § 41 O(b) to Plan A. 



NONDISCRIMINATION 
REQUIREMENTS OF §§ 401 (a)(4), 
401(k)(3), AND 401(m)(2) 

In order to be qualified under 
§ 401(a), a plan must satisfy the nondis
crimination requirements of § 401 (a)(4). 
Among these requirements are the non
discriminatory amount of contributions 
or benefits requirement of § 1.401(a)(4)
l(b)(2) and the nondiscriminatory avail
ability of benefits, rights, and features 
requirement of § 1.401 (a)( 4)-1 (b )(3). 

As provided in § 1.401(a)(4)-
1 (b )(2)(ii)(B), the nondiscriminatory 
amount requirement that applies to a 
section 401 (k) plan is the actual deferral 
percentage (ADP) test in § 401(k)(3). 
The nondiscriminatory amount require
ment that applies to a section 401(m) 
plan is the actual contribution percent
age (ACP) test in § 401(m)(2). Under 
§ 1.401 (k)-I (b)(2), only eligible em
ployees are taken into account in the 
ADP test. Likewise, under § 1.401(m)-
1 (b)( 1), only eligible employees are 
taken into account in the ACP test. As 
noted above, the employees who are 
eligible to make rollover contributions, 
but not to make salary deferral contribu
tions or to receive matching contribu
tions, under Plan A are not eligible 
employees with respect to the portion of 
Plan A that is a section 401 (k) plan or 
the portion of Plan A that is a section 
401 (m) plan. Thus, these employees are 
not included in either the ADP test or 
the ACP test. 

In general, only employees within the 
meaning of § 1.40I(a)(4)-12 ("benefit
ing employees") are tested in applying 
the nondiscrimination requirements of 
§ 401(a)(4) to a plan. Under § 1.401-
(a)(4)-12, an employee is a benefiting 
employee for a given plan year for 
purposes of the nondiscrimination re
quirements of § 401 (a)( 4) if and only if 
the employee benefits under the plan for 
the plan year within the meaning of 
§ 1.4IO(b)-3. As noted above, employ
ees do not benefit under a plan within 
the meaning of § 1.4IO(b)-3 merely 
because they make (or are eligible to 
make) rollover contributions under the 
plan, since such contributions are not 
taken into account in determining 
whether a plan satisfies the nondiscrimi
natory amount requirement of § 1.401-
(a)(4)-1(b)(2). Thus, employees who 
make (or are eligible to make) rollover 
contributions under Plan A, but who do 
not receive allocations of nonelective 
contributions for a plan year, are not 
tested in applying the nondiscriminatory 

amount of contributions or benefits re
quirement to the portion of Plan A that 
is treated as a separate plan consisting 
of nonelective contributions. 

The right to make a rollover contribu
tion is an "other right or feature" under 
§ 1.401 (a)(4)--4(e)(3)(iii)(I) that must 
satisfy the nondiscriminatory availability 
of benefits, rights, and features require
ment of § 1.401(a)(4)-I(b)(3). Under 
§ 1.401 (a)(4)-4, the tests of whether a 
benefit, right, or feature is made avail
able in a nondiscriminatory manner are 
generally applied to benefiting employ
ees. However, § 1.401 (a)( 4)-4(d)(2) 
also requires a plan to satisfy a separate 
test with respect to benefits, rights, and 
features provided to nonexcludable em
ployees with accrued benefits who are 
not currently benefiting under the plan 
(frozen participants). As noted above, 
employees are not benefiting employees 
merely because they make (or are eli
gible to make) rollover contributions 
under a plan. In addition, the employees 
who make (or are eligible to make) 
rollover contributions under Plan A, but 
who have not met Plan A's minimum 
one year of service requirement for 
participation for a plan year, are not 
frozen participants. Thus, with respect to 
employees who are not benefiting em
ployees under Plan A for a plan year 
and who are not frozen participants, the 
regulations under § 401(a)(4) do not 
provide guidance for determining 
whether a benefit, right, or feature avail
able to such employees, such as the 
right to make rollover contributions, 
satisfies the nondiscriminatory availabil
ity of benefits, rights, and features re
quirement of § 1.401 (a)(4)-1 (b)(3). 

Section 1.40l (a)( 4)-1 (d) provides that 
the Commissioner may, in revenue rul
ings, notices, and other guidance pub
lished in the Internal Revenue Bulletin, 
provide any additional guidance that 
may be necessary or appropriate in 
applying the nondiscrimination require
ments of § 401(a)(4), including addi
tional safe harbors and alternative meth
ods and procedures for satisfying those 
requirements. Pursuant to this authority, 
the following rule is provided. 

A plan must separately satisfy the 
nondiscriminatory availability require
ment of § 1.401(a)(4)-1(b)(3) with re
spect to each benefit, right, or feature 
that is made available under the plan to 
employees who do not benefit under the 
plan for a plan year within the meaning 
of § 1. 41 O(b)-3 and who are not frozen 
participants within the meaning of 
§ 1.401 (a)(4)-4(d)(2). (Such employees 

are hereinafter referred to as "limited 
participants".) A plan will separately 
satisfy this requirement if the benefit, 
right, or feature is made available to 
limited participants in a manner that, 
under all of the relevant facts and 
circumstances, does not discriminate sig
nificantly in favor of nonexcludable em
ployees who are highly compensated 
employees within the meaning of 
§ 414( q). For purposes of satisfying this 
requirement, whether an employee is 
treated as an excludable employee is 
determined under § 1.4IO(b)-6 based on 
any minimum age and service require
ments that are applied under the plan as 
a condition on the availability of the 
benefit, right, or feature. 

If either of the following two safe 
harbors is satisfied, a benefit, right, or 
feature will be treated as made available 
in a manner that does not discriminate 
significantly in favor of nonexcludable 
employees who are highly compensated 
employees. The first safe harbor will 
automatically be satisfied if the plan, 
within the meaning of § 1.401 (a)(4)-12, 
meets the following requirements. The 
limited participants to whom the benefit, 
right, or feature is currently available, 
within the meaning of § 1.401(a)(4)-
4(b), are all those, and only those, 
employees who are excluded from par
ticipation solely on account of failure to 
satisfy the plan's minimum age and 
service requirements, and the benefit, 
right, or feature also satisfies the effec
tive availability requirement of 
§ 1.401 (a)(4)-4(c). Thus, a plan would 
automatically satisfy this safe harbor if 
it allowed rollovers by all employees 
who will participate once they satisfy 
the plan's minimum age and service 
rules (and not by any other employees 
who are excluded from participation in 
the plan). A plan will not fail to satisfy 
this design-based safe harbor merely 
because it limits the availability of the 
benefit, right, or feature to those em
ployees who have satisfied any lesser 
uniform minimum age and service re
quirements. The second safe harbor will 
be satisfied if the benefit, right, or 
feature is one that will satisfy 
§ 1.401 (a)(4)-4(b) and (c) either (I) 
when the benefit, right, or feature is 
treated as available only to employees 
who are limited participants (i.e., as if it 
were not available to other employees to 
whom the benefit, right, or feature is, in 
fact, available) or (2) when the benefit, 
right, or feature is treated as available to 
both limited participants and all other 
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employees to whom the benefit, right, or 
feature is, in fact, available under the 
plan. 

Applying this rule to Plan A, the right 
of employees who have not satisfied 
Plan A's minimum one year of service 
requirement for participation for a plan 
year to make rollover contributions must 
separately satisfy the nondiscriminatory 
availability requirement of § 1.401(a)
(4)-I(b)(3). The limited participants to 
whom the right to make rollover contri
butions under Plan A is currently avail
able, within the meaning of § 1.401(a)
(4)-4(b), are all those, and only those, 
employees who are excluded from par
ticipation solely on account of failure to 
satisfy the plan's minimum one year of 
service requirement, and, absent other 
relevant facts and circumstances, the 
right of such limited participants to 
make rollover contributions also satisfies 
the effective availability requirement of 
§ 1.401 (a)(4)-4(c). (The right to make 
rollover contributions does not fail to be 
currently and effectively available to an 
employee merely because the employee 
does not have an amount that is eligible 
to be rolled over.) Plan A thus satisfies 
the requirements of the design-based 
safe harbor described above. Plan A is 
therefore treated as separately satisfying 
the nondiscriminatory availability re
quirement of § 1.401(a)(4)-I(b)(3) with 
respect to the right of employees who 
have not satisfied Plan A's minimum 
one year of service requirement for 
participation for a plan year to make 
rollover contributions. 

HOLDINGS (ISSUE I) 

I. Plan A is not precluded from treat
ing as excludable, for purposes of 
§ 410(b), all employees who have not 
completed one year of service (as re
quired by the plan for participation) 
merely because Plan A permits rollover 
contributions to be made by such em
ployees. 

2. Employees who are eligible to 
make rollover contributions, but who 
have not satisfied Plan A's minimum 
one year of service requirement for 
participation for a plan year, are not 
taken into account in applying the ADP 
test in § 401 (k)(3) to the portion of 
Plan A that is a section 401 (k) plan, the 
ACP test in § 401(m)(2) to the portion 
of Plan A that is a section 401 (m) plan, 
or the nondiscrimination in amount of 
contributions or benefits requirement un-
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der § 401(a)(4) to the portion of Plan A 
that consists of nonelective contribu
tions. 

3. Plan A must separately satisfy the 
nondiscriminatory availability require
ment of § 1.401(a)(4)-I(b)(3) with re
spect to the right of employees who 
have not satisfied the minimum one year 
of service requirement for participation 
for a plan year to make rollover contri
butions to the plan. Plan A is treated as 
separately satisfying this requirement 
because it satisfies the requirements of 
the design-based safe harbor described 
in this revenue ruling. 

LAW AND ANALYSIS (ISSUE 2) 

Section 416(c) generally requires each 
non-key employee who is a participant 
in a defined benefit or defined contribu
tion plan to accrue a minimum benefit 
or receive a minimum contribution un
der the plan in any year the plan is 
top-heavy. Section 1.416-1, Q&A M-4 
and Q&A M-lO, describes which em
ployees must receive the top-heavy 
minimums. In general, each non-key 
employee who is a participant in a 
top-heavy plan must receive the mini
mum if, in the case of a defined contri
bution plan, the participant has not sepa
rated from service by the end of the 
plan year, or, in the case of a defined 
benefit plan, the participant has at least 
1,000 hours of service for the accrual 
computation period. Non-key employees 
may not fail to receive the top-heavy 
minimum by virtue of being excluded 
from participation because their com
pensation is less than a stated amount or 
because of failure to make mandatory 
employee contributions or elective con
tributions. 

Employees who have not satisfied the 
minimum age and service requirements 
for plan participation for a plan year are 
not participants for purposes of § 416(c) 
merely because they make (or are eli
gible to make) rollover contributions 
under a plan. Such employees, therefore, 
are not required to accrue minimum 
benefits or receive minimum allocations 
for years in which a plan is top-heavy. 

HOLDING (ISSUE 2) 

For purposes of the minimum contri
bution and benefit requirements of 
§ 416(c), employees are not participants 
for a plan year merely because they 
make (or are eligible to make) rollover 
contributions under Plan A. 

. bl s' 1997 Covered compensation ta e, . 
The covered compensation tab~e~ for the 
1997 calendar year for determmmg con
tributions to defined benefit plans and 
permitted disparity are set forth. 

Rev. Rul. 96-53 

This revenue ruling provides tables of 
covered compensation under § 40 1 (1)
(5)(E) of the Internal Revenue Code (the 
"Code") and the Income Tax Regula
tions, thereunder, for the 1997 plan year. 

Section 401 (l)(5)(E)(i) defines cov
ered compensation with respect to an 
employee, as the average of the contri
bution and benefit bases in effect under 
§ 230 of the Social Security Act (the 
"Act") for each year in the 35-year 
period ending with the year in which the 
employee attains social security retire
ment age. 

Section 401 (l)(5)(E)(ii) of the Code 
states that the determination for any 
year preceding the year in which the 
employee attains social security retire
ment age shall be made by assuming 
that there is no increase in covered 
compensation after the determination 
year and before the employee attains 
social security retirement age. 

Section 1.401(l)-I(c)(34) of the regu
lations defines the taxable wage base as 
the contribution and benefit base under 
§ 230 of the Act. 

Section 1.401(1)-I(c)(7)(i) defines 
covered compensation for an employee 
as the average (without indexing) of the 
taxable wage bases in effect for each 
calendar year during the 35-year period 
ending with the last day of the calendar 
year in which the employee attains (or 
will attain) social security retirement 
age. A 35-year period is used for all in
dividuals regardless of the year of birth 
of the individual. In determining an 
employee's covered compensation for a 
plan year, the taxable wage base for all 
calendar years beginning after the first 
day of the plan year is assumed to be 
the same as the taxable wage base in 
effect as of the beginning of the plan 
year. An employee's covered compensa
tion for a plan year beginning after the 
35-year period applicable under 
§ 1.40I(l)-I(c)(7)(i) is the employee's 
covered compensation for a plan year 
during which the 35-year period ends. 
An employee's covered compensation 
for a plan year beginning before the 
35-year period applicable under 
§ 1.401-I(c)(7)(i) is the taxable wage 
base in effect as of the beginning of the 
plan year. 



Section 1.40 1 (I)-I (c )(7)(ii) provides 
that, for purposes of determining the 
amount of an employee's covered com
pensation under § 1.401 (1)-1 (c)(7)(i), a 
plan may use tables, provided by the 
Commissioner, that are developed by 
rounding the actual amounts of covered 
compensation for different years of 
birth. 

For purposes of determining covered 
compensation for the 1997 year the 
taxable wage base is $65,400. 

The following tables provide covered 
compensation for 1997: 

1997 Covered Compensation Table 

Calendar Year 

Calendar 
Year of 
Birth 

1907 
1908 
1909 
1910 
1911 
1912 
1913 
1914 
1915 
1916 
1917 
1918 
1919 
1920 
1921 
1922 
1923 
1924 
1925 
1926 
1927 
1928 
1929 
1930 
1931 
1932 
1933 
1934 
1935 
1936 
1937 
1938 
1939 
1940 
1941 
1942 
1943 
1944 
1945 
1946 
1947 
1948 

of Social 
Security 

Retirement 
Age 

1972 
1973 
1974 
1975 
1976 
1977 
1978 
1979 
1980 
1981 
1982 
1983 
1984 
1985 
1986 
1987 
1988 
1989 
1990 
1991 
1992 
1993 
1994 
1995 
1996 
1997 
1998 
1999 
2000 
2001 
2002 
2004 
2005 
2006 
2007 
2008 
2009 
2010 
2011 
2012 
2013 
2014 

1997 
Covered 

Compensation 

$4,488 
4,704 
5,004 
5,316 
5,664 
6,060 
6,480 
7,044 
7,692 
8,460 
9,300 

10,236 
11,232 
12,276 
13,368 
14,520 
15,708 
16,968 
18,312 
19,728 
21,192 
22,716 
24,312 
25,920 
27,576 
29,304 
31,032 
32,772 
34,500 
36,180 
37,860 
41,148 
42,792 
44,448 
46,056 
47,616 
49,104 
50,568 
52,008 
53,400 
54,768 
55,980 

Calendar Year 
of Social 

Calendar Security 
Year of Retirement 
Birth Age 

1949 
1950 
1951 
1952 
1953 
1954 
1955 
1956 
1957 
1958 
1959 
1960 
1961 
1962 
1963 

2015 
2016 
2017 
2018 
2019 
2020 
2022 
2023 
2024 
2025 
2026 
2027 
2028 
2029 
2030 

1964 or later 2031 

1997 
Covered 

Compensation 

57,108 
58,128 
59,064 
59,916 
60,708 
61,440 
62,724 
63,312 
63,804 
64,212 
64,560 
64,836 
65,064 
65,196 
65,316 
65,400 

1997 Rounded Covered 
Compensation Table 

Year of Birth 

1932-1933 
1934 
1935-1936 
1937 
1938-1939 
1940-1941 
1942-1943 
1944-1945 
1946-1947 
1948-1950 
1951-1954 
1955-1957 
1958 or later 

Covered 
Compensation 

$30,000 
33,000 
36,000 
39,000 
42,000 
45,000 
48,000 
51,000 
54,000 
57,000 
60,000 
63,000 
65,400 

Section 408.-lndividual 
Retirement Accounts 

26 CFR 1.408-5: Annual reports by trustees or 
issuers. 

Specifications for paper substitutes for Form 
1096, 1098, 1099, 5498, and W-2G. See Rev. 
Proc. 96-42, page 306. 

26 CFR 1.408-7: Reports on distributions from 
individual retirement plans. 

Specifications for paper substitutes for Forms 
1096, 1098, 1099, 5498, and W-2G. See Rev. 
Proc. 96-42, page 306. 

Subpart B.-Special Rules 

Section 410.-Minimum Coverage 
Requirements 

26 CFR I.4JO(b)-6: Excludable employees. 

Whether an employee who has not satisfied the 
minimum age and service requirements for partici-

pat ion in a plan that is qualified under § 401(a) of 
the Internal Revenue Code, but who has the right 
to make a rollover contribution to the plan's trust, 
is an excludable employee for purposes of apply
ing the minimum coverage requirements of 
§ 41 O(b) to the plan. See Rev. Rul. 96-48, 
page 31. 

Section 411.-Minimum Vesting 
Standards 

26 CFR 1.4Il(a)-/J: Restriction and valuation of 
distributions. 

Participant consent; significant det
riment. Based on the facts and circum
stances described in the revenue ruling, 
the loss of the right to choose among a 
broad range of investment alternatives 
with materially different risk and return 
characteristics is a significant detriment 
that invalidates a participant's consent to 
an immediate distribution. 

Rev. Rul. 96-47 

ISSUE 

Does a defined contribution plan that 
allows participants who have not termi
nated employment to direct the invest
ment of their accounts and that offers a 
broad range of investment choices sat
isfy the consent requirements of 
§ 411(a)(lI) of the Internal Revenue 
Code if the accounts of former employ
ees who do not consent to an immediate 
distribution of their account balances are 
required to be invested In a money 
market fund? 

FACTS 

Plan A, a profit-sharing plan, allows 
each participant who has not terminated 
employment to choose the manner in 
which his or her account is invested 
among the plan's investment alterna
tives. The choices include a broad range 
of investment alternatives, including a 
money market fund and several other 
funds with materially different risk and 
return characteristics. 

Plan A provides that a participant who 
terminates employment prior to normal 
retirement date will receive his or her 
vested account balance at normal retire
ment date unless the participant elects, 
upon termination of employment or any 
time thereafter, to receive an immediate 
distribution of the vested account balance. 
Plan A also provides that upon termina
tion of employment the participant may 
no longer choose among investment alter
natives and the participant's account will 
automatically be invested in the money 
market fund until distributed. 
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LAW AND ANALYSIS 

Section 411 (a)(ll) sets forth consent 
requirements that must be satisfied with 
respect to certain distributions in order 
for a plan to be qualified under 
§ 401(a). Under § 411(a)(lI), if the 
present value of a participant's 
nonforfeitable benefit exceeds $3,500, 
the plan must provide that the benefit is 
not immediately distributable without 
the participant's consent. 

Section 1.411(a)-11(c)(2)(i) of the In
come Tax Regulations provides that con
sent to a distribution is not valid if, 
under the plan, a significant detriment is 
imposed on any participant who does 
not consent to the distribution. That 
regulation further provides that whether 
or not a significant detriment is imposed 
is determined based on the particular 
facts and circumstances. 

Based on the facts and circumstances 
applicable to Plan A, the loss of the 
right to choose among a broad range of 
investment alternatives with materially 
different risk and return characteristics 
is a significant detriment, within the 
meaning of § 1.41 1 (a)-l I (c)(2)(i), that 
is imposed by Plan A on a participant 
who does not consent to a distribution. 
Therefore, Plan A penn its an immediate 
distribution without a valid consent. 

HOLDING 

Plan A fails to satisfy § 411 (a)(1I) 
because a participant's benefit is imme
diately distributable under the plan with
out the participant"s valid consent. 

EFFECT OF PRIOR 
DETERMINATION LETTER 

A plan that has received a detennina
tion letter on a provision inconsistent 
with this revenue ruling, and that satis
fies the conditions for reliance set forth 
in section 22.04(1) through (4) of Rev. 
Proc. 96-6, 1996-1 I.R.B. 151, may 
continue to rely on that detennination 
letter for the period described in Rev. 
Proc. 96-6. Such a plan, however, is not 
entitled to the extended reliance provi
sions of Rev. Proc. 89-9, 1989-1 C.B. 
780, and Rev. Proc. 89-13, 1989-1 C.B. 
801, as modified by Rev. Proc. 93-9, 
1993-1 C.B. 474, and Rev. Proc. 93-
39,1993-2 C.B. 513, with respect to the 
guidance in this revenue ruling. A plan 
that is amended to comply with this 
revenue ruling will not lose its other
wIse applicable extended reliance pe
riod. 
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Section 412.-Minimum Funding 
Standards 

The adjusted applicable federal short-tenn, mid
tenn, and long-tenn rates are set forth for the 
month of July 1996. See Rev. Rul. 96-34, page 
75. 

The adjusted applicable federal short-tenn, mid
tenn, and long-tenn rates are set forth for the 
month of August 1996. See Rev. Rul. 96-37, page 
77. 

The adjusted applicable federal short-tenn, mid
tenn, and long-tenn rates are set forth for the 
month of September 1996. See Rev. Rul. 96-43, 
page 78. 

The adjusted applicable federal short-tenn, mid
tenn, and long-tenn rates are set forth for the 
month of October 1996. See Rev. Rul. 96-49, 
page 79. 

The adjusted applicable federal short-tenn, mid
tenn, and long-tenn rates are set forth for the 
month of November 1996. See Rev. Rul. 96-52, 
page 81. 

The adjusted applicable federal short-tenn, mid
tenn, and long-tenn rates are set forth for the 
month of December 1996. See Rev. Rul. 96-57, 
page 82. 

Section 416.-Special Rules for 
Top-Heavy Plans 
26 CFR 1.416-1: Questions and answers on top
heavy plans. 

Whether an employee who has not satisfied the 
minimum age and service requirements for partici
pation in a plan that is qualified under § 40 1 (a) of 
the Internal Revenue Code, but who has the right 
to make a rollover contribution to the plan's trust, 
is a participant for purposes of the minimum 
contribution or benefit requirements of § 416(c). 
See Rev. Rul. 96-48. page 31. 

Subchapter E.-Accounting Periods and Methods 

of Accounting 

Part ll.-Methods of Accounting 

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. 
(Also § 1.461-5.) 

Taxes, accrual of deduction. Under 
the all events test of section 461 of the 
Code, an accrual method employer may 
deduct in Year I its otherwise deductible 
FICA and FUTA taxes imposed with 
respect to year-end wages properly a~
crued in Year I, but paid in Year 2, If 
the requirements of the recurring item 
exception are met. 

Rev. Rul. 96-51 

ISSUE 

Under the all events test of § 461 of 
the Internal Revenue Code, ~ay an 
accrual method employer deduct III Year 
1 its otherwise deductible Federal Insur
ance Contributions Act (FICA) and Fed
eral Unemployment Tax Act (FUTA) 
taxes imposed with respect to year-end 
wages properly accrued in Year 1, but 
paid in Year 2? 

FACTS 

X, a corporation, employs the accrual 
method of accounting and uses a cal
endar taxable year. X pays otherwise 
deductible wages to its employees bi
weekly on the Friday immediately fol
lowing a two-week pay period. Wages 
for the pay period beginning Saturday, 
December 23, 1995, and ending Friday, 
January 5, 1996, were paid to X's 
employees on Friday, January 12, 1996. 
Prior to filing its 1995 corporate federal 
income tax return on March 15, 1996, X 
paid the taxes owed under §§ 3111 (the 
employer's share of FICA taxes) and 
3301 (FUTA taxes) with respect to the 
December 23-31, 1995 wages that X 
properly accrued in 1995. X properly 
adopted the recurring item exception 
under § 1.461-5 of the Income Tax 
Regulations as a method of accounting 
with respect to X's recurring liability for 
its share of FICA and FUTA taxes 
imposed in connection with accrued but 
unpaid year-end wages. On its 1995 
return, X deducted the FICA and FUTA 
taxes it paid on the accrued year-end 
wages. 

LAW AND ANALYSIS 

Section 461 (a) provides that the 
amount of any deduction or credit must 
be taken for the taxable year that is the 
proper taxable year under the method of 
accounting used in computing taxable 
income. 

Section 461(h) and § 1.461-1(a)(2)(i) 
provide that, under the accrual method 
of accounting, a liability is incurred, and 
is generally taken into account for fed
eral income tax purposes, in the taxable 
year in which (1) all the events have 
occurred that establish the fact of the 
liability, (2) the amount of the liability 
can be determined with reasonable accu
racy, and (3) economic perfonnance has 
occurred with respect to the liability. 
The economic performance requirement 
applies to liabilities allowable as a de
duction or otherwise incurred after July 
18, 1984. 



Section 1.461-4(g)(6) provides gener
ally that, if a taxpayer is liable to pay a 
tax, economic performance occurs as the 
tax is paid to the governmental authority 
that imposed it. 

Section 1.461-5 provides a recurring 
item exception to the general rule of 
economic performance. Under the recur
ring item exception, a liability is treated 
as incurred for a taxable year if: (1) at 
the end of the taxable year, all events 
have occurred that establish the fact of 
the liability and the amount can be 
determined with reasonable accuracy; 
(2) economic performance occurs on or 
before the earlier of (a) the date that the 
taxpayer timely files a return (including 
extensions), or (b) the 15th day of the 
ninth calendar month after the close of 
the taxable year; (3) the liability is 
recurring in nature; and (4) either the 
amount of the liability is not material or 
accrual of the liability in the earlier year 
results in a better matching of the 
liability against the income to which it 
relates. 

Section 1.461-5(b )(5)(ii) provides 
that, in the case of a liability for taxes, 
the matching requirement of the recur
ring item exception is deemed satisfied. 

Rev. Rul. 74-70,1974-1 e.B. 116, 
holds that, under the all events test, an 
accrual basis employer generally may 
not deduct its share of FICA taxes 
payable with respect to wages accrued 
but unpaid at year-end until the taxable 
year in which those wages are actually 
or constructively paid. 

In Eastman Kodak Co. v. United 
States, 534 F.2d 252 (Ct. Cl. 1976), 
acq., this Bulletin, page 4, the court 
held that an accrual basis employer may 
deduct its share of FICA, FUTA, and 
state unemployment taxes with respect 
to year-end wages in the year the wages 
were accrued, rather than in the follow
ing year when the wages were paid. The 
court held that, under the all events test, 
the fact of the liability may be estab
lished, and the amount thereof reason
ably ascertained, even though no legally 
enforceable obligation to pay the taxes 
in issue had arisen by year-end. The 
court found that the fact of the employ
er's liability for the taxes was estab
lished as an automatic consequence of 
its definite and legal obligation to pay 
the underlying year-end accrued wages. 
See also Burlington Northern R.R. v. 
Commissioner, 82 Te. 143 (1984), acq. 
this Bulletin, page 4 (reaching the same 
conclusion on the deductibility of the 
§ 3221 employer tax under the Railroad 

Retirement Tax Act with respect to 
accrued year-end wages). 

Similarly, X satisfied the all events 
test for the federal employment taxes 
imposed with respect to accrued year
end wages for 1995 because the fact of 
its liability to pay those taxes was 
established as an automatic consequence 
of its accrual of the underlying wages 
and the amount of those taxes was 
reasonably ascertainable. Further, X sat
isfied the requirements of the recurring 
item exception because the all events 
test was satisfied by the end of 1995, 
economic performance occurred within 
the prescribed time because the taxes 
were paid prior to the filing of X's 1995 
return, the liability was recurring in 
nature, and the accrual of the tax liabil
ity in 1995 is deemed (under § 1.461-
5(b )(5)(ii)) to result in a better matching 
of that liability against the income to 
which it relates. Accordingly, X may 
deduct on its 1995 return the FICA and 
FUTA taxes it paid on the accrued 
year-end wages. 

HOLDING 

Under the all events test of § 461, an 
accrual method employer may deduct in 
Year 1 its otherwise deductible FICA 
and FUTA taxes imposed with respect to 
year-end wages properly accrued in Year 
1, but paid in Year 2, provided the 
employer satisfies the requirements of 
the recurring item exception with re
spect to these taxes. 

EFFECT ON OTHER DOCUMENTS 

Rev. Rul. 74-70 is revoked. 

APPLICATION 

The tax treatment of an employer's 
FICA and FUTA taxes with respect to 
year-end wages within the scope of this 
revenue ruling constitutes a method of 
accounting. An employer currently treat
ing those taxes in a manner different 
from that provided in this revenue ruling 
must seek the Commissioner's consent 
to change its method of accounting. A 
change in method of accounting for 
those taxes is a change in method of 
accounting to which §§ 446(e) and 481 
apply. This change in method of ac
counting must be made in accordance 
with Rev. Proc. 92-20, 1992-1 e.B. 
685. 

Section 467.-Certain Payments 
for the Use of Property or Services 

The adjusted applicable federal short-tenn, mid
tenn, and long-tenn rates are set forth for the 
month of July 1996. See Rev. Rul. 96-34, page 
75. 

The adjusted applicable federal short-tenn, mid
tenn, and long-tenn rates are set forth for the 
month of August 1996. See Rev. Rul. 96-37, page 
77. 

The adjusted applicable federal short-tenn, mid
tenn, and long-tenn rates are set forth for the 
month of September 1996. See Rev. Rul. 96-43, 
page 78. 

The adjusted applicable federal short-tenn, mid
tenn, and long-tenn rates are set forth for the 
month of October 1996. See Rev. Rul. 96-49, 
page 79. 

The adjusted applicable federal short-tenn, mid
tenn, and long-tenn rates are set forth for the 
month of November 1996. See Rev. Rul. 96-52, 
page 81. 

The adjusted applicable federal short-tenn, mid
tenn, and long-tenn rates are set forth for the 
month of December 1996. See Rev. Rul. 96-57, 
page 82. 

Section 468.-Special Rules for 
Mining and Solid Waste 
Reclamation and Closing Costs 

The adjusted applicable federal short-tenn, mid
term, and long-tenn rates are set forth for the 
month of July 1996. See Rev. Rul. 96-34, page 
75. 

The adjusted applicable federal short-tenn, mid
term, and long-tenn rates are set forth for the 
month of August 1996. See Rev. Rul. 96-37, page 
77. 

The adjusted applicable federal short-tenn, mid
tenn. and long-tenn rates are set forth for the 
month of September 1996. See Rev. Rul. 96-43, 
page 78. 

The adjusted applicable federal short-tenn, mid
tenn, and long-term rates are set forth for the 
month of October 1996. See Rev. Rul. 96-49, 
page 79. 

The adjusted applicable federal short-tenn, mid
tenn, and long-term rates are set forth for the 
month of November 1996. See Rev. Rul. 96-52, 
page 81. 

The adjusted applicable federal short-tenn, mid
tenn, and long-tenn rates are set forth for the 
month of December 1996. See Rev. Rul. 96-57 
page 82. ' 
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Subpart D.-Inventories 

Section 472.-Last-in, First-out 
Inventories 

26 CFR 1.472-1,' LasT-in. firsT-OIlT invenTories. 

LIFO; price indexes; department 
stores. The May 1996 Bureau of Labor 
Statistics price indexes are accepted for 
use by department stores employing the 
retail inventory and last-in, first -out in
ventory methods for valuing inventories 
for tax years ended on, or with reference 
to, May 31, 1996. 

Rev. Rul. 96-36 

The following Department Store In
ventory Price Indexes for May 1996 
were issued by the Bureau of Labor 
Statistics on June 12, 1996. The indexes 
are accepted by the Internal Revenue 
Service, under § 1.472-1 (k) of the In
come 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, May 31, 1996. 
The Department Store Inventory Price 

Indexes are prepared on a national basis 
and include (a) 23 major groups of 
departments, (b) three special combina
tions of the major groups - soft goods, 
durable goods, and miscellaneous goods, 
and (c) a store total, which covers all 
departments, including some not listed 
separately, except for the following: 
candy, foods, liquor, tobacco, and con
tract departments. 

BUREAU OF LABOR STATISTICS, DEPARTMENT STORE 
INVENTORY PRICE INDEXES BY DEPARTMENT GROUPS 

(J anuary 1941 = 100, unless otherwise noted) 

May May 
Groups 1995 1996 

1 . Piece Goods .................................... . 507.4 545.1 
2. Domestics and Draperies .......................... . 643.5 649.3 
3. Women's and Children's Shoes .................... . .635.2 659.7 
4. Men's Shoes .................................... . 920.2 906.5 
5. Infants' Wear ................................... . 599.2 631.2 
6. Women's Underwear ............................. . 529.4 534.1 
7. Women's Hosiery ............................... . 283.1 286.8 
8. Women's and Girls' Accessories .................... . 539.4 550.8 
9. Women's Outerwear and Girls' Wear ................ . 437.0 417.9 

10. Men's Clothing ................................. . 610.4 626.1 
11. Men's Furnishings ............................... . 575.7 593.3 
12. Boys' Clothing and Furnishings .................... . 483.8 493.3 
13. Jewelry ........................................ . 984.9 1020.1 
14. Notions ........................................ . 750.3 773.8 
15. Toilet Articles and Drugs ......................... . 857.9 883.8 
16. Furniture and Bedding ............................ . 655.3 668.0 
17. Floor Coverings ................................. . 569.4 576.1 
18. Housewares .................................... . 775.1 803.9 
19. Major Appliances ................................ . 247.3 245.1 
20. Radio and Television ............................. . 84.8 79.2 
21 . Recreation and Education2 

.......•...••.•..•.••.•.• 114.3 112.8 
22. Home Improvements2 

..................•.•...•••.. 122.3 127.2 
23. Auto Accessories2 

•••..••.•.•.••••••.•.•••••••.••• 107.2 107.4 

Groups 1-15: Soft Goods .............................. . 597.1 603.0 

Groups 16-20: Durable Goods ......................... . 465.4 467.6 

Groups 21-23: Misc. Goods2 
•.......••.••••••••••••••••• 114.2 113.7 

Store Total' ..................................... . 552.4 556.3 

I Absence of a minus sign before percentage change in this column signifies price increase. 
"Indexes on a January 1986=/00 base. 

Percent Change from 
May 1995 to 
May 19961 

7.4 
0.9 
3.9 

-1.5 
5.3 
0.9 
1.3 
2.1 

-4.4 
2.6 
3.1 
2.0 
3.6 
3.1 
3.0 
1.9 
1.2 
3.7 

-0.9 
-6.6 
-1.3 

4.0 
0.2 

1.0 

0.5 

-0.4 

0.7 

'The store total index covers all departments, including some not listed separately, except for the following: candy, foods, 
liquor. tobacco, and contract departments. 
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26 CFR 1.472-1: Last-in, first-alit im'entories. 

LIFO; price indexes; department 
stores. The June 1996 Bureau of Labor 
Statistics price indexes are accepted for 
use by department stores employing the 
retail inventory and last-in, first-out in
ventory methods for valuing inventories 
for tax years ended on, or with reference 
to, June 30, 1996. 

Rev. Rul. 96-39 

The following Department Store Inven
tory Price Indexes for June 1996 were 
issued by the Bureau of Labor Statistics 
on July 16, 1996. The indexes are ac
cepted by the Internal Revenue Service, 
under § 1.472-I(k) of the Income Tax 
Regulations and Rev. Proc. 86-46, 
1986--2 C.B. 739, for appropriate applica
tion to inventories of department stores 
employing the retail inventory and last
in, first-out inventory methods for tax 

years ended on. or \\ ith n:krellce t". 
June 30, 1996. 

The Department Store 1m entor;. !'nCL' 
Indexes are prepared on a national ba\h 
and include (a) 23 major grouP\ (\1 
departments, (b) three special comblIld
tions of the major group\--soll g<)()Lk 
durable goods. and llliscellane()lIs g()\lLL. 
and (c) a store total, which cO\er\ ~!l1 

departments, inc luding sOl11e not listed 
separately, except for the follO\\ IIlg: 
candy, foods, liqullL tobacc(), and l'< 1Il

tract departments. 

BUREAU OF LABOR STATISTICS, DEPARTMENT STORE 
INVENTORY PRICE INDEXES BY DEPARTMENT GROUPS 

(January 1941 = 100, unless otherwise noted) 

June June 
Groups 1995 1996 

I. Piece Goods ..................... _ ............ . 522.9 551.1 
2. Domestics and Draperies. _ ...................... . 646.7 641.0 
3. Women's and Children's Shoes .................. . 624.2 649.3 
4. Men's Shoes .............................. _ ... . 919.3 895.4 
5. Infants' Wear ................................. . 587.9 627.1 
6. Women's Underwear ........................... . 515.1 535.4 
7. Women's Hosiery ............................. . 283.3 288.0 
8. Women's and Girls' Accessories .................. . 549.5 545.5 
9. Women's Outerwear and Girls' Wear .............. . 416.3 401.1 

10. Men's Clothing ............................... . 597.5 612.2 
II. Men's Furnishings ............................. . 562.4 584.5 
12. Boys' Clothing and Furnishings .................. . 477.8 485.7 
13. Jewelry ...................................... . 1004.9 1011.5 
14. Notions ...................................... . 758.7 774.1 
15. Toilet Articles and Drugs ....................... . 859.9 877.8 
16. Furniture and Bedding .......................... . 663.1 673.6 
17. Floor Coverings ............................... . 577.0 576.4 
18. Housewares .................................. . 771.8 808.7 
19. Major Appliances .............................. . 247.2 245.5 
20. Radio and Television ........................... . 82.1 79.3 
21. Recreation and Education2 ...................... . 114.0 112.8 

122.6 127.4 
106.8 107.5 

22. Home Improvements2 .......................... . 
23. Auto Accessories2 ............................. . 

Groups 1-15: Soft Goods .............................. . 587.8 592.4 

Groups 16-20: Durable Goods ......................... . 462.8 469.7 

Groups 21-23: Misc. Goods2 
••......••.•••.••.••.•••.... 113.9 113.7 

Store Total" ..................................... . 545.8 550.3 

1 Absence of a minus sign before percentage change in this column signifies price increase. 
2Indexes on a January 1986= I 00 base. 

Percent Change frolll 
June 1995 to 
June 1996 1 

5.4 
-0.9 

4.0 
-2.6 

6.7 
3.9 
1.7 

--0.7 
- 3.7 

2.5 
3.9 
1.7 
0.7 
2.0 
2.1 
1.6 
0.1 
4.R 

-O. 7 
-3.4 
- 1.1 

3.9 
0.7 

O.X 

1.5 

- 0.2 

(j:-\ 

"The store total index covers all departments, including some not listed separately, except for the foll()\\ ill!,' L~llld:. I<H",,
liquor, tobacco, and contract departments. 
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26 CFR 1.472-1: Last-in. first-out inventories. 

LIFO; price indexes; department 
stores. The July 1996 Bureau of Labor 
Statistics price indexes are accepted for 
use by department stores employing the 
retail inventory and last-in, first-out in
ventory methods for valuing inventories 
for tax years ended on, or with reference 
to, July 31, 1996. 

Rev. Rul. 96-46 

The following Department Store In
ventory Price Indexes for July 1996 
were issued by the Bureau of Labor 
Statistics on August 13, 1996. The in
dexes are accepted by the Internal Rev
enue Service, under § 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, July 31, 1996. 

The Department Store Inventory Price 
Indexes are prepared on a national basis 
and include (a) 23 major groups of 
departments, (b) three special combina
tions of the major groups - soft goods, 
durable goods, and miscellaneous goods, 
and (c) a store total, which covers all 
departments, including some not listed 
separately, except for the following: 
candy, foods, liquor, tobacco, and con
tract departments. 

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 ............................................ . 
Infants' Wear ........................................... . 
Women's Underwear ..................................... . 
Women's Hosiery ....................................... . 
Women's and Girls' Accessories ............................ . 
Women's Outerwear and Girls' Wear ........................ . 
Men's Clothing ......................................... . 
Men's Furnishings ....................................... . 
Boys' Clothing and Furnishings ............................ . 
Jewelry ................................................ . 
Notions .................. , ............................. . 
Toilet Articles and Drugs ................................. . 
Furniture and Bedding ...... , ............................. . 
Floor Coverings ......................................... . 
Housewares ............................................ . 
Major Appliances ........................................ . 
Radio and Television ..................................... . 
Recreation and Education2 

••••••••••••••••••••••••••••••••• 
2 Home Improvements .................................... . 

Auto Accessories2 
....••••••••••••••••.•.•.•.•.....•....•. 

Groups 1-15: Soft Goods ...................................... . 

Groups 16-20: Durable Goods ................................. . 

Groups 21-23: Misc. Goods2 
•.•.•.•.•••.•....•.••••••••••••••••• 

Store Total3 
.................................•............ 

July 
1995 

515.5 
656.6 
617.5 
914.5 
596.5 
526.0 
283.3 
546.7 
398.1 
593.3 
550.5 
474.7 
999.0 
838.7 
861.1 
657.8 
563.7 
777.6 
245.2 

82.0 
113.9 
122.4 
106.7 

580.5 

462.4 

113.8 

541.2 

I Absence of a minus sign before percentage change in this column signifies price increase. 
2 Indexes on a January 1986=100 base. 

Percent 
Change from 

July July 1995 to 
1996 July 19961 

539.2 4.6 
635.6 -3.2 
643.9 4.3 
888.2 -2.9 
609.3 2.1 
536.9 2.1 
289.3 2.1 
544.7 -0.4 
380.6 -4.4 
610.3 2.9 
573.0 4.1 
475.9 0.3 

1016.0 1.7 
779.4 -7.1 
880.9 2.3 
671.6 2.1 
577.5 2.4 
811.9 4.4 
245.8 0.2 

79.2 -3.4 
112.7 -1.1 
126.8 3.6 
107.0 0.3 

582.4 0.3 

470.3 1.7 

113.5 -0.3 

544.2 0.6 

3 The store total index covers all departments, including some not listed separately, except for the following: candy, foods, 
liquor, tobacco, and contract departments. 
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26 CFR 1.472-1: Last-in, first-out inventories. 

LIFO; price indexes; department 
stores. The August 1996 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 valu
ing inventories for tax years ended on, 
or with reference to, August 31, 1996. 

Rev. Rul. 96-50 

The following Department Store In
ventory Price Indexes for August 1996 
were issued by the Bureau of Labor 
Statistics on September 13, 1996. The 
indexes are accepted by the Internal 
Revenue Service, under § 1.472-1(k) of 
the Income Tax Regulations and Rev. 
Proc. 8Cr-46, 198Cr-2 C.B. 739, for ap
propriate 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, 1996. 

The Department Store Inventory Price 
Indexes are prepared on a national basis 
and include (a) 23 major groups of 
departments, (b) three special combina
tions of the major groups - soft goods, 
durable goods, and miscellaneous goods, 
and (c) a store total, which covers all 
departments, including some not listed 
separately, except for the following: 
candy, foods, liquor, tobacco, and con
tract departments. 

BUREAU OF LABOR STATISTICS, DEPARTMENT STORE 
INVENTORY PRICE INDEXES BY DEPARTMENT GROUPS 

(January 1941 = 100, unless otherwise noted) 

Groups Aug. Aug. 
1995 1996 

1. Piece Goods .................................. . 534.7 524.3 
2. Domestics and Draperies ........................ . 663.1 642.6 
3. Women's and Children's Shoes ................... . 622.3 640.3 
4. Men's Shoes .................................. . 923.8 895.9 
5. Infants' Wear .................................. . 620.6 610.3 
6. Women's Underwear ........................... . 519.0 525.8 
7. Women's Hosiery .............................. . 287.5 287.5 
8. Women's and Girls' Accessories .................. . 550.4 546.2 
9. Women's Outerwear and Girls' Wear .............. . 404.5 381.2 
10. Men's Clothing ................................ . 604.6 611.7 
11. Men's Furnishings ............................. . 542.4 567.9 
12. Boys' Clothing and Furnishings ................... . 477.3 485.4 
13. Jewelry ...................................... . 1011.2 1023.8 
14. Notions ...................................... . 868.8 770.0 
15. Toilet Articles and Drugs ........................ . 861.5 885.1 
16. Furniture and Bedding .......................... . 659.2 669.2 
17. Floor Coverings ............................... . 572.4 588.7 
18. Housewares ................................... . 783.4 810.6 
19. Major Appliances .............................. . 247.7 244.8 
20. Radio and Television ........................... . 82.1 78.8 
21. Recreation and Education2 

•••••••••••••••.••..•••• 114.2 112.1 
122.2 125.9 
107.1 107.2 

22. Home Improvements2 
•.•.••••.••••.•.••.••••.•.•• 

23. Auto Accessories2 
••.••.•....••••.•••.•.•••••••.• 

Groups 1 - 15: Soft Goods ........................... . 585.2 582.9 
465.3 '469.2 
114.1 113.1 

Groups 16 - 20: Durable Goods ....................... . 
Groups 21 - 23: Misc. Goods2 

.•••.•.•.••.••••••.•••••• 

Store Total3 
•...••..•.•.•..••••••••••..••..•.•••• 544.9 544.0 

1 Absence of a minus sign before percentage change in this column signifies price increase. 
2 Indexes on a January 1986= 100 base. 

Percent 
Change from 
Aug. 1995 to 
Aug. 1996 1 

-1.9 
-3.1 

2.9 
-3.0 
-1.7 

1.3 
0.0 

-0.8 
-5.8 

1.2 
4.7 
1.7 
1.2 

-11.4 
2.7 
1.5 
2.8 
3.5 

-1.2 
-4.0 
-1.8 

3.0 
0.1 

-0.4 
0.8 

-0.9 

-0.2 

3 The store total index covers all departments, including some not listed separately, except for the following: candy, foods, 
liquor, tobacco, and contract departments. 
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26 CFR 1.472-1: Last-in, first-out inventories, 

LIFO; price indexes; department 
stores. The September 1996 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 valu
ing inventories for tax years ended on, 
or with reference to, September 30, 
1996. 

Rev. Rul. 96-54 

The following Department Store In
ventory Price Indexes for September 
1996 were issued by the Bureau of 
Labor Statistics on October 16, 1996. 
The indexes are accepted by the Internal 
Revenue Service, under § 1.472-1 (k) of 
the Income Tax Regulations and Rev. 
Proc. 86--46, 1986--2 C.B. 739, for ap
propriate 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, September 30, 1996. 

The Department Store Inventory Price 
Indexes are prepared on a national basis 
and include (a) 23 major groups of 
departments, (b) three special combina
tions of the major groups - soft goods, 
durable goods, and miscellaneous goods, 
and (c) a store total, which covers all 
departments, including some not listed 
separately, except for the following: 
candy, foods, liquor, tobacco, and COD

tract departments. 

BUREAU OF LABOR STATISTICS, DEPARTMENT STORE 
INVENTORY PRICE INDEXES BY DEPARTMENT GROUPS 

(January 1941 = 100, unless otherwise noted) 

1. 
2. 
3. 
4. 
5. 
6. 

Groups 

Piece Goods .................................. . 
Domestics and Draperies ........................ . 
Women's and Children's Shoes ................... . 
Men's Shoes .................................. . 
Infants' Wear .................................. . 
Women's Underwear ........................... . 

7. Women's 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. 
16. 
17. 
18. 
19. 
20. 
21. 
22. 
23. 

Toilet Articles and Drugs ........................ . 
Furniture and Bedding .......................... . 
Floor Coverings ............................... . 
Housewares ................................... . 
Major Appliances .............................. . 
Radio and Television ........................... . 
Recreation and Education2 

................••.••..• 

Home Improvements2 
•..•••••.•.••••••••••••••••• 

Auto Accessories2 
.................•.........•... 

Groups 1-15: Soft Goods ............................. . 

Groups 16-20: Durable Goods ........................ . 

Groups 21-23: Misc. Goods2 
..........•................ 

Store Total3 
.....................•........•...... 

Sep. 1995 

538.3 
663.4 
646.4 
926.9 
627.1 
517.1 
285.7 
555.5 
418.9 
619.5 
558.7 
482.8 

1031.4 
803.3 
863.0 
665.6 
563.1 
798.9 
249.7 

81.7 
114.3 
121.7 
106.9 

596.7 

470.1 

114.0 

553.2 

Percent Change from 
Sep. 1995 

Sep. 1996 to Sep. 19961 

534.8 -0.7 
644.1 -2.9 
647.9 0.2 
916.1 -1.2 
631.9 0.8 
536.0 3.7 
289.0 1.2 
557.1 0.3 
407.2 -2.8 
612.0 -1.2 
573.6 2.7 
489.8 1.4 

1040.3 0.9 
795.2 -1.0 
895.9 3.8 
675.6 1.5 
589.9 4.8 
810.0 1.4 
247.1 -1.0 

77.2 -5.5 
111.4 -2.5 
125.9 3.5 
107.0 0.1 

596.8 0.0 

469.0 -0.2 

112.6 -1.2 

552.2 -0.2 

I Absence of a minus sign before percentage change in this column signifies price increase. 
2 Indexes on a January 1986=100 base. 
3 The store total index covers all departments, including some not listed separately, except for the following: candy, foods, 
liquor, tobacco, and contract departments. 
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26 CFR 1.472-1: Last-in. first-out inventories. 

LIFO; price indexes; department 
stores. The October 1996 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 valu
ing inventories for tax years ended on, 
or with reference to, October 31, 1996. 

Rev. Rul. 96-60 methods for tax years ended on, or with 
reference to, October 31, 1996. 

I. 
2. 
3. 
4. 
5. 
6. 
7. 
8. 
9. 

10. 
11. 
12. 
13. 
14. 
15. 
16. 
17. 
18. 
19. 
20. 
21. 
22. 
23. 

The following Department Store In
ventory Price Indexes for October 1996 
were issued by the Bureau of Labor 
Statistics on November 14, 1996. The 
indexes are accepted by the Internal 
Revenue Service, under § 1.472-1(k) of 
the Income Tax Regulations and Rev. 
Proc. 86-46, 1986-2 C.B. 739, for ap
propriate application to inventories of 
department stores employing the retail 
inventory and last-in, first-out inventory 

The Department Store Inventory Price 
Indexes are prepared on a national basis 
and include (a) 23 major groups of 
departments, (b) three special combina
tions of the major groups-soft goods, 
durable goods, and miscellaneous goods, 
and (c) a store total, which covers all 
departments, including some not listed 
separately, except for the following: 
candy, foods, liquor, tobacco, and con
tract departments. 

BUREAU OF LABOR STATISTICS, DEPARTMENT STORE 
INVENTORY PRICE INDEXES BY DEPARTMENT GROUPS 

(January 1941 = 100, unless otherwise noted) 

Groups 

Piece Goods ............................................... . 
Domestics and Draperies ..................................... . 
Women's and Children's Shoes ................................ . 
Men's Shoes ............................................... . 
Infants' Wear .............................................. . 
Women's Underwear ........................................ . 
Women's Hosiery ........................................... . 
Women's and Girls' Accessories ............................... . 
Women's Outerwear and Girls' Wear ........................... . 
Men's Clothing ............................................. . 
Men's Furnishings .......................................... . 
Boys' Clothing and Furnishings ............................... . 
Jewelry ................................................... . 
Notions ................................................... . 
Toilet Articles and Drugs ..................................... . 
Furniture and Bedding ....................................... . 
Floor Coverings ............................................ . 
Housewares ................................................ . 
Major Appliances ........................................... . 
Radio and Television ........................................ . 
Recreation and Education2 

•••••..•••••••••••.••••.••••••••••••• 

Home Improvements2 
•........•.................•.•.....•..... 

Auto Accessories2 
........•..................•..•...........•. 

Oct. 1995 

508.6 
664.7 
647.5 
930.1 
633.8 
522.6 
290.7 
558.3 
430.5 
621.1 
572.1 
501.9 

1014.3 
782.3 
868.7 
666.4 
567.4 
801.2 
248.9 

80.6 
114.0 
122.1 
107.0 

Percent Change 
from Oct. 1995 

Oct. 1996 to Oct. 19961 

561.0 10.3 
641.0 -3.6 
661.8 2.2 
920.1 -1.1 
626.4 -1.2 
536.8 2.7 
285.7 -1.7 
557.5 -0.1 
417.5 -3.0 
621.9 0.1 
581.7 1.7 
490.7 -2.2 

1043.6 2.9 
797.3 1.9 
901.4 3.8 
667.5 0.2 
585.2 3.1 
808.1 0.9 
246.2 -I.I 

77.8 -3.5 
111.8 -1.9 
125.6 2.9 
107.4 0.4 

Groups 1-15: Soft Goods ........................................ . 603.0 603.4 0.1 
Groups 16-20: Durable Goods ................................... . 469.3 467.7 -0.3 
Groups 21-23: Misc. Goods2 

•••••••.•••••••.•••.•••••••••••.•••••• 113.9 112.9 -0.9 

Store Total3 
................................................. . 556.9 556.1 -0.1 

I Absence of a minus sign before percentage change in this column signifies price increase. 
2Indexes on a January 1986= I 00 base. 
'The store total index covers all departments. including some not listed separately. except for the following: candy. foods, liquor, tobacco. and contract 
departments. 

Part 1Il.-Adjustments 

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 1996. See Rev. Rul. 96-34. page 
75. 

The adjusted applicable federal short-term. mid
term. and long-term rates are set forth for the 
month of August 1996. See Rev. Rul. 96-37. page 
77. 

The adjusted applicable federal short-term, mid
term. and long-term rates are set forth for the 
month of September 1996. See Rev. Rul. 96-43. 
page 78. 

The adjusted applicable federal short-teml. mid
term. and long-term rate, are ,et forth for the 
month of October 1996. See Rev. Rul. 96-49. 
page 79. 

The adju'>led applicable federal ,hort-ternl. mid
term. and long-term rates arc ,et forth for the 
month of November 1996. See Rev. Rul. 96-52. 
page 81. 
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The adjusted applicable federal short-term, mid
term, and long-term rates are set forth for the 
month of December 1996. See Rev. Rul. %--57, 
page 82. 

26 CFR 1.483-1: Computation of interest on 
certain deferred payments. 

As defined by section 1274A, the definitions for 
both ;;qualified debt instruments" and "cash 
method debt instruments" have dollar ceilings on 
the stated principal amount. The limits to the 
stated principal amount are adjusted for inflation 
for sales or exchanges occurring in the 1997 
calendar year. See Rev. Rul. 96---63, page 83. 

Subchapter F.-Exempt Organizations 

Part l.-General Rule 

Section 50l.-Exemption From Tax 
on Corporations, Certain Trusts, 
Etc. 

26 CFR 1.501(a~l: Exemption from taxation. 

Procedure provides that exempt organizations 
that hold group exemption letters should file the 
"roup exemption information required annually by 
Rev. Proc. 80--27, 1980--1 C.B. 677, with the 
Ogden Service Center, Mail Stop 6271, 1000 
South 1200 West, Ogden, UT 84404-4749. Rev. 
Proc. 80--27 modified. See Rev. Proc. 96---40, 
page 301. 

Part 1Il.-Taxatlon of Business Income of Certain 

Exempt Organizations 

Section 512.-Unrelated Business 
Taxable Income 

The Service is providing inflation adjustments 
for taxable years beginning in 1996 and 1997 to 
the maximum amount of annual dues that can be 
paid to certain agricultural or horticultural organi· 
zations without any portion being treated as unre
lated trade or business income by reason of any 
benefits or privileges available to members. See 
Rev. Proc. 96---59, page 392. 

Section 513.-Unrelated Trade or 
Business 

The Service is providing inflation adjustments 
for taxable years beginning in 1997 to the maxi· 
mum amount of a ;'Iow cost article." Funds raised 
through a charity's distribution of "low cost 
articles" will not be treated as unrelated business 
income to the charity. See Rev. Proc. 96-59, 
page 392. 

Subchapter G.-Corporatlons Used to Avoid 

Income Tax on Shareholders 

Part IV.-Deductlon for Dividends Paid 

Section 561.-Definition of 
Deduction for Dividends Paid 

26 CFR /.561-1: Deduction for dividends paid. 

If a regulated investment company makes distri
butions to shareholders that vary as a result of the 
allocation of certain expenses. may the company 
include those distributions in the amount of its 
deduction for dividends paid? See Rev. Proc. 
96---47. page 338. 
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Section 562.-Rules Applicable in 
Determining Dividends Eligible for 
Dividends Paid Deduction 

26 CFR 1.562-2: Preferential dividends. 

If a regulated investment company makes distri
butions to shareholders that vary as a result of the 
allocation of certain expenses, may the company 
include those distributions in the amount of its 
deduction for dividends paid? See Rev. Proc. 
96---47, page 338. 

Subchapter J.-Estates, Trusts, Beneficiaries, 

and Decedents 

Part I.-Estates, Trusts, and Beneficiaries 

Subpart A.-General Rules for Taxation of 

Estates and Trusts 

Section 642.-Special Rules for 
Credits and Deductions 

26 CFR 1.642(c~5: Definition of pooled income 
fund. 
(Also § 170; 1.170A-9.J 

Pooled income fund; community 
trust; maintenance requirement. This 
ruling provides guidance on when a 
fund maintained by a community trust 
satisfies the maintenance requirement 
for a pooled income fund under section 
642(c)(5)(E) of the Code. 

Rev. Rul. 96-38 

ISSUE 

Does a fund satisfy the pooled in
come fund requirements of § 642(c)(5)
(E) of the Internal Revenue Code if the 
fund is maintained by a community trust 
and in the instrument of transfer either 
(I) the donor gives the community trust 
complete discretion to determine how 
the remainder interest will be used to 
further charitable purposes, or (2) the 
donor requests or requires that the com
munity trust place the proceeds from the 
remainder interest in one of its compo
nent funds that is designated to benefit a 
specific charitable organization? 

FACTS 

Both A and B are organizations 
described in § 170(b)(1 )(A)(vi) and 
are community trusts described in 
§ 1.170A-9( e)(I 0) of the Income Tax 
Regulations. Each pooled income fund's 
declaration of trust and instruments of 
transfer (collectively referred to as the 
"governing instrument") satisfy the re
quirements of § 642(c)(5)(A)-(D) ~d 
(F); therefore, each proposed fun~ w~lI 
qualify as a pooled income fund If t. e 
provisions of § 642(c)(5)(E) are satIs-

fied. bl' h a 
Situation I. A proposes to esta IS. 

. d h t A will maIll-pooled Illcome fun t a 

. f the Governing tam. Under the terms 0 b 

instrument, a donor contributes t~ A an 
irrevocable remainder interest 10 the 
property that the donor transfers to the 
pooled income fund, and A has full 
discretion to determine how to use the 
remainder interest to further A's chari
table purposes. 

Situation 2. B proposes to establish a 
pooled income fund that B will main
tain. Under the terms of the governing 
instrument, a donor contributes to B an 
irrevocable remainder interest in the 
property that the donor has transferred 
to the pooled income fund. In the instru
ment of transfer, however, the donor 
may either request or require that after 
the death of the donor's designated 
income beneficiaries, B place the pro
ceeds of the remainder interest in one of 
B's component funds that satisfies the 
requirements of § 1.170A-9(e)(11)(ii) 
and is designated to benefit a specific 
charitable organization. Under the terms 
of B's donor-designated component 
funds, B makes current distributions of 
the income of the component fund to 
the designated charitable organization. B 
may also distribute principal to the 
designated charitable organization to fi
nance special projects or in extraordi
nary circumstances. As required in 
§ 1.l70A-9(e)(11)(v)(B)(1), B's govern
ing body has the power to modify any 
restriction on the distributions from its 
component funds if, in the sole judg
ment of the governing body, the restric
tion becomes unnecessary, incapable of 
fulfillment, or inconsistent with the 
charitable needs of the community or 
area served. 

LAW AND ANALYSIS 

A pooled income fund is a trust that 
satisfies the requirements listed in 
§ 642(c)(5). Section 642(c)(5)(A) and 
§ 1.642( c )-5(b)(1) provide that each do
nor who transfers property to the trust 
must contribute an irrevocable remain
der interest in the property to or for the 
use of an organization described in 
§ 170(b)(l)(A), except certain private 
foundations described in clauses (vii) 
and (viii) of § 170(b)(I )(A). 

Section 642(c)(5)(E) provides that the 
trust must be maintained by the organi
zation to which the remainder interest is 
contributed and of which no donor or 
beneficiary of an income interest is a 
trustee. Section 1.642(c)-5(b)(5) pro
vides that the maintenance requirement 
of § 642(c)(5)(E) is satisfied only if the 



public charity exercises control directly 
or indirectly over the fund. 

The maintenance requirement is de
signed to ensure that the fund's assets 
will not be manipulated for the benefit 
of noncharitable interests and that the 
amount received by the charitable orga
nization will reflect the amount of any 
charitable contribution deduction the do
nor may have taken for contributing the 
remainder interest. H.R. Rep. No. 413 
(Part 1), 91st Cong., 1st Sess. 58 (1969), 
1969-3 C.B. 200, 237; and S. Rep. No. 
552, 91 st Cong., 1 st Sess. 87 (1969), 
1969-3 C.B. 423, 479. For an organiza
tion to satisfy the maintenance require
ment of § 642(c)(5)(E), it may not be 
serving merely as a conduit for a gift to 
another beneficiary, but instead must be 
receiving a contribution itself that it will 
use to achieve its charitable purposes. 

Under § 1.170A-9(e)(11), a group of 
funds is treated as a single community 
trust if the funds operate under a com
mon name, have a common governing 
instrument, prepare common reports, 
and are under the direction of a com
mon governing board that has the power 
to modify any restriction on distribu
tions from any of the funds, if in the 
sole judgment of the governing body, 
the restriction becomes unnecessary, in
capable of fulfillment, or inconsistent 
with the charitable needs of the commu
nity or area served. Under § 1.170A-
9( e )(11 )(ii), a fund created by gift, be
quest, or other transfer that is not 
subject to any material restnctIOn or 
condition (within the meaning of 
§ 1.507-2(a)(8» can be treated as a 
component part of the single entity. A 
fund held by a community trust and 
designated by the donor to pay its 
income annually to a specific public 
charity is not subject to a material 
restriction and therefore may qualify as 
a component part of the community 
trust (component fund). § 1.507-
2(a)(8)(v), Example (3). 

In Situation 1, the governing instru
ment provides that the donor contributes 
an irrevocable remainder interest in the 
contributed property to A, and A has 
discretion over how to use the remain
der interest to further charitable pur
poses. Although A may elect to use 
some or all of the remainder interest for 
the benefit of other charitable organiza
tions, A is given full dominion and 
control over the remainder interest. 
Therefore, for § 642(c)(5), a donor in 
Situation I will be treated as contribut
ing the remainder interest to A. Because 
A will maintain the fund, the fund will 

satisfy the requirements of § 642(c)(5)
(E) and will qualify as a pooled income 
fund under § 642(c)(5). 

In Situation 2, the governing instru
ment allows a donor in the instrument 
of transfer either to request or to require 
that B place the proceeds from the 
remainder interest in one of its desig
nated funds that is a component part of 
B under § 1.170A-9(e)(11)(ii). Under 
§ 1.170A-9(e)(11), B's component 
funds, including its donor-designated 
funds, are treated as a single entity, 
rather than separate entities. Thus, even 
though the donor in Situation 2 will 
either request or require that B place the 
proceeds of the remainder interest into 
one of its donor-designated funds, the 
donor will be treated under § 642(c)(5) 
as contributing the remainder interest to 
B. Because B will maintain the fund, the 
fund will satisfy the requirements of 
§ 642(c)(5)(E) and will qualify as a 
pooled income fund under § 642(c)(5). 

HOLDINGS 

(1) A fund maintained by a commu
nity trust satisfies the maintenance re
quirement of § 642(c)(5)(E) if, in the 
instrument of transfer, the donor gives 
the remainder interest to the community 
trust with full discretion to choose how 
the remainder interest will be used to 
further charitable purposes. 

(2) A fund maintained by a commu
nity trust satisfies the maintenance re
quirement of § 642(c)(5)(E) if, in the 
instrument of transfer, the donor either 
requests or requires that the community 
trust place the proceeds of the remainder 
interest in a fund that has been desig
nated to be used for the benefit of 
specific charitable organizations pro
vided the fund is a component part that 
satisfies the requirements of § 1.170A-
9(e)(11)(ii). 

Subchapter L.-Insurance Companies 

Part I.-Life Insurance Companies 
Subpart C.-Life Insurance Deductions 

Section 807.-Rules for Certain 
Reserves 

The adjusted applicable federal short-term. mid
term. and long-term rates are set forth for the 
month of July 1996. See Rev. Rul. 96--34. page 
75. 

The adjusted applicable federal short-term. mid
term. and long-term rates are set forth for the 
month of August 1996. See Rev. Rul. 96--37. page 
77. 

The adjusted applicable federal short-term. mid
term. and long-term rates are set forth for the 
month of September 1996. See Rev. Rul. 96--43. 
page 78. 

The adjusted applicable federal short-term. mid
term. and long-term rates are set forth for the 
month of October 1996. See Rev. Rul. 96--49. 
page 79. 

The adjusted applicable federal short-term. mid
term, and long-term rates are set forth for the 
month of November 1996. See Rev. Rul. 96--52. 
page 81. 

The adjusted applicable federal short-term, mid
term. and long-term rates are set forth for the 
month of December 1996. See Rev. Rul. 96--57. 
page 82. 

Section 809.-Reduction in Certain 
Deductions of Mutual Life 
Insurance Companies 
26 CFR 1.809-9: Computation of the differential 
earnings rate and the recomputed differential 
earnings rate. 

Mutual life insurance companies; 
differential earnings rate. The differen
tial earnings rate for 1995 and the 
recomputed differential earnings rate for 
1994 are set forth for use by mutual life 
insurance companies to compute their 
income tax liabilities for 1995. 

Rev. Rul. 96-42 

This revenue ruling contains the dif
ferential earnings rate for 1995 and the 
recomputed differential earnings rate for 
1994. Under § 809 of the Internal Rev
enue Code, mutual life insurance com
panies use these rates in computing their 
Federal income tax liability for taxable 
years beginning in 1995. This revenue 
ruling also contains the figures on which 
the determinations of these rates are 
based. Notice 96-15, 1996-13 I.R.B. 19, 
contained tentative determinations of 
these rates. 

Section 809(a) provides that, in the 
case of any mutual life insurance com
pany, the amount of the deduction al
lowable under § 808 for policyholder 
dividends is reduced (but not below 
zero) by the .. differential earnings 
amount." Any excess of the differential 
earnings amount over the amount of the 
deduction allowable under § 808 is 
taken into account as a reduction in the 
closing balance of reserves under sub
sections (a) and (b) of § 807. The 
"differential earnings amount" for any 
taxable year is the amount equal to the 
product of (a) the life insurance compa
ny's average equity base for the taxable 
year multiplied by (b) the "differential 
earnings rate" for that taxable year. The 
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"differential earnings rate" for the tax
able year is the excess of (a) the 
"imputed earnings rate" for the taxable 
year over (b) the "average mutual earn
ings rate" for the second calendar year 
preceding the calendar year in which the 
taxable year begins. The "imputed earn
ings rate" for any taxable year is the 
amount that bears the same ratio to 16.5 
percent as the "current stock earnings 
rate" for the taxable year bears to the 
"base period stock earnings rate." 

Section 809(f) provides that, in the 
case of any mutual life insurance com
pany, if the "recomputed differential 
earnings amount" for any taxable year 
exceeds the differential earnings amount 
for that taxable year, the excess is 
included in life insurance gross income 
for the succeeding taxable year. If the 
differential earnings amount for any tax
able year exceeds the recomputed differ
ential earnings amount for that taxable 
year, the excess is allowed as a life 
insurance deduction for the succeeding 
taxable year. The "recomputed differen
tial earnings amount" for any taxable 
year is an amount calculated in the same 
manner as the differential earnings 
amount for that 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. 

The stock earnings rates and mutual 
earnings rates taken into account under 
§ 809 generally are determined by di
viding statement gain from operations 
by the average equity base. For this 
purpose, the term "statement gain from 
operations" means "the net gain or loss 
from operations required to be set forth 
in the annual statement, determined 
without regard to Federal income taxes, 
and .. , properly adjusted for realized 
capital gains and losses .... " See 
§ 809(g)(l). The term "equity base" is 
defined as an amount determined in the 
manner prescribed by regulations equal 
to surplus and capital increased by the 
amount of nonadmitted financial assets, 
the excess of statutory reserves over the 
amount of tax reserves, the sum of 
certain other reserves, and 50 percent of 
any policyholder dividends (or other 
similar liability) payable in the follow
ing taxable year. See § 809(b)(2), (3), 
(4), (5) and (6). Section \.809-10 of the 
Income Tax Regulations provides that 
the equity base includes both the asset 
valuation reserve and the interest main-
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tenance reserve for taxable years ending 
after December 31, 1991. 

Section 1.809-9(a) of the regulations 
provides that neither the differential 
earnings rate under § 809( c) nor the 
recomputed differential earnings rate 
that is used in computing the recom
puted differential earnings amount under 
§ 809(f)(3) may be less than zero. 

For purposes of § 809, the differen
tial earnings rate for 1995 and the rate 
used to calculate the recomputed differ
ential earnings amount for 1994 (the 
recomputed differential earnings rate for 
1994), and the figures on which these 
two rates are based are set forth in 
Table 1. 

Rev. Rul. 96--42 TABLE 1 

Determination of Rates To Be Used 
For Taxable Years Beginning in 1995 

Differential earnings rate for 
1995 ................... 0 

Recomputed differential earn-
ings rate for 1994. . . . . . .. 5.887 

Imputed earnings rate for 
1994 ................... 15.109 

Imputed earnings rate for 
1995. . . . . . . . . . . . . . . . . .. 12.625 

Base period stock earnings 
rate ................... . 

Current stock earnings rate 
for 1995 ............... . 

Stock earnings rate for 1992 . 
Stock earnings rate for 1993 . 
Stock earnings rate for 1994. 
Average mutual earnings rate 

for 1993 ............... . 
Average mutual earnings rate 

for 1994 ............... . 

Part II.-Other Insurance Companies 

18.221 

13.942 
7.004 

23.385 
11.437 

18.406 

9.222 

Section 832.-lnsurance Company 
Taxable Income 
26 CFR 1.832-4: Gross Income. 

The salvage discount factors are set forth for the 
1996 accident year. These factors will be used for 
computing estimated salvage recoverable for pur
poses of section 832 of the Code. See Rev. Proc. 
96-45, page 336. 

Part III.-Provisions of General Application 

Section 846.-Discounted Unpaid 
Losses Defined 

The adjusted applicable federal short-term, mid
term, and long-term rates are set forth for the 
month of July 1996. See Rev. Rul. 96-34, page 
75. 

The adjusted applicable federal short-term, mid
term and lana-term rates are set forth for the 
monili of Aua;st 1996. See Rev. Rul. 96-37, page 

'" 77. 

The adjusted applicable federal short-term, mid
term. and long-term rates are set forth for the 
month of September 1996. See Rev. Rul. 96-43, 
page 78. 

The adjusted applicable federal short-term, mid
term, and long-term rates are set forth for the 
month of October 1996. See Rev. Rul. 96-49, 
page 79. 

The adjusted applicable federal short-term, mid
term, and long-term rates are set forth for the 
month of November 1996. See Rev. Rul. 96-52, 
page 81. 

The adjusted applicable federal short-term, mid
term, and long-term rates are set forth for the 
month of December 1996. See Rev. Rul. 96-57, 
page 82. 

26 CFR 1.846--1: Application of discount factors. 

The loss payment patterns and discount factors 
are set forth for the 1996 accident year. These 
factors will be used for computing discounted 
unpaid losses under section 846 of the Code. See 
Rev. Proc. 96-44, page 330. 

The salvage discount factors are set forth for the 
1996 accident year. These factors will be used for 
computing estimated salvage recoverable for pur
poses of section 832 of the Code. See Rev. Proc. 
96-45, page 336. 

Subchapter M.-Regulated Investment 

Companies and Real Estate Investment Trusts 

Part I.-Regulated Investment Companies 

Section 852.-Taxation of 
Regulated Investment Companies 
and Their Shareholders 
26 CFR 1.852-1: Taxation of regulated investment 
companies. 

If a regulated investment company makes distri
butions to shareholders that vary as a result of the 
allocation of certain expenses, may the company 
include those distributions in the amount of its 
deduction for dividends paid~ See Rev. Proc. 
96-47. page 338. 

26 CFR 1.852-3: Investment company taxable 
income. 

If a regulated investment company makes distri
butions to shareholders that vary as a result of the 
allocation of certain expenses, may the company 
deduct the distributions for purposes of computing 
the company's investment company taxable in
come~ See Rev. Proc. 96-47, page 338. 



Subchapter N.-Tax Based on Income From 

Sources Within or Without the United States 

Part I.-Determination of Sources of Income 

Section 863.-Special Rules for 
Determining Source 
26 CFR 1.863-3: Allocation and apportionment of 
income from certain sales of inventory. 

T.D.8687 

DEPARTMENT OF THE TREASURY 
Internal Revenue Service 
26 CFR Parts 1 and 602 

Source of Income From Sales of 
Inventory and Natural Resources 
Produced in One Jurisdiction and 
Sold in Another Jurisdiction 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final and temporary regula
tions. 

SUMMARY: This document contains 
regulations governing the source of in
come from sales of natural resources or 
other inventory produced in the United 
States and sold outside the United States 
or produced outside the United States 
and sold in the United States. This 
document affects persons who produce 
natural resources or other inventory in 
the United States and sell outside the 
United States, or produce natural re
sources or other inventory outside the 
United States and sell in the United 
States. 

EFFECTIVE DATE: December 30, 
1996. 

Applicability: These regulations apply 
to taxable years beginning after Decem
ber 30, 1996. However, taxpayers may 
apply these regulations for taxable years 
beginning after July 11, 1995, and on or 
before December 30, 1996. 

SUPPLEMENTARY INFORMATION: 

Paperwork Reduction Act 

The collection of information con
tained in this final regulation has been 
reviewed and approved by the Office of 
Management and Budget in accordance 
with the requirements of the Paperwork 
Reduction Act (44 u.s.c. 3507) under 
control number 1545-1476. Responses 
to this collection of information are 
mandatory. 

An agency may not conduct or spon
sor, and a person is not required to 
respond to, a collection of information 
unless the collection of information dis
plays a valid control number. 

The estimated average annual burden 
per respondent is approximately 2.6 
hours. 

Comments concerning the accuracy of 
this burden estimate and suggestions for 
reducing this burden should be sent to 
the Internal Revenue Service, Attn: 
IRS Reports Clearance Officer, T:FP, 
Washington, DC 20224, and the Office 
of Management and Budget, Attn: 
Desk Officer for the Department of the 
Treasury, Office of Information and 
Regulatory Affairs, Washington, DC, 
20503. 

Books or records relating to this col
lection of information must be retained 
as long as their contents may become 
material in the administration of any 
internal revenue law. Generally, tax re
turns and tax return information are 
confidential, as required by 26 U.S.C. 
6103. 

Background 

This document contains final regula
tions to be added to the Income Tax 
Regulations (26 CFR part 1) under 
section 863 of the Internal Revenue 
Code (Code). The final regulations pro
vide rules for allocating and apportion
ing income between U.S. and foreign 
sources from natural resources and other 
inventory produced in the United States 
and sold outside the United States, or 
produced outside the United States and 
sold in the United States. 

On December 11, 1995, proposed 
regulations [INTL-0003-95 (1996-1 
C.B. 831)] were published in the Fed
eral Register (60 FR 63478). The IRS 
received written comments on the pro
posed regulations and held a public 
hearing on April 10, 1996. Having con
sidered the comments and the statements 
made at the hearing, the IRS and the 
Treasury Department adopt the proposed 
regulations as modified by this Treasury 
decision. The comments and revisions 
are discussed below. 

Explanation of Provisions 

I. Allocation of gross income from sales 
of natural resources under section 863(a) 

Section 1.863-1 (b) of the proposed 
regulations relate to the rules governing 
natural resources. The proposed regula
tions provide three methods for deter
mining the amount of United States or 
foreign source income from sales of 
natural resources. One method (derived 
from the existing regulations) sources 
income in its entirety to the location of 

the natural resources, and applies where 
the taxpayer does not engage in substan
tial additional production beyond pro
duction of the natural resources. The 
second method, the export terminal rule, 
splits sales income at the export termi
nal, sourcing gross receipts equal to the 
fair market value at the export terminal 
to the location of the natural resources, 
and gross receipts in excess of that 
amount either to the place of sale or 
according to the rules in § 1.863-3, 
depending on the circumstances. The 
third method requires taxpayers per
forming additional production in the 
country where the natural resources are 
located, to split gross receipts at the 
point of the additional production, 
sourcing gross receipts equal to the fair 
market value prior to that point to the 
location of the natural resources and 
gross receipts in excess of that amount 
according to the rules in § 1.863-3. 

1. Implications of the Tenth Circuit's 
Order in Phillips 

Section 1.863-1 (b)(1 )(i) of the pro
posed regulations sources certain income 
from natural resources in its entirety to 
the location of the resources. The pre
amble to the proposed regulations states 
that Treasury and the IRS would con
sider the Tenth Circuit's unpublished 
opinion in its Order and Judgment in 
Phillips Petroleum v. Comm'r, 97 T.c. 
30 (1991), 101 T.c. 78 (1993), aff'd. 
without published opinion, 70 F.3d 1282 
(10th Cir., 1995), in finalizing the regu
lations. In Phillips, the Tax Court ruled 
§ 1.863-1 (b)'s natural resource regula
tion, generally sourcing income from 
U.S. natural resources in its entirety to 
the United States, invalid to the extent it 
conflicted with the Court's interpretation 
of section 863(b )(2). That section pro
vides that gains, profits and income 
from the sale of inventory property 
produced within and sold without the 
United States (or vice versa) shall be 
treated as derived partly from sources 
within and partly from sources without 
the United States. The Tenth Circuit 
affirmed the Tax Court. 

In view of Phillips, the final regula
tions modify the proposed regulations to 
eliminate the 100 percent allocation rule, 
making the determination of the source 
of income subject instead to the export 
terminal rule. Thus, gross receipts equal 
to the fair market value of the product 
at the export terminal are allocated to 
the location of the farm, mine, well, 
deposit or uncut timber, with the source 
of gross receipts from such sales in 
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excess of the product's fair market value 
at the export terminal allocated to the 
country of sale. 

Several commentators requested that 
any change to the natural resource rules 
made in light of Phillips be done in 
proposed form, providing opportunity to 
comment on the regulations. However, 
because the final regulations merely 
eliminate the rule which required a 
single source of income for sales of 
natural resources, and because Treasury 
and the IRS believe that there has been 
adequate opportunity to comment on the 
proposed regulations' export terminal 
rule, the natural resources rules are 
issued in final form. 

2. Availability of the 50/50 method for 
natural resources 

Several commentators wrote that there 
is no basis for treating natural resources 
differently than other inventory. There
fore, producers of natural resources 
should be permitted to determine the 
source of their income under the 50/50 
method described in § 1.863-3(b)(l). 
They point to legislation enacted in the 
Tax Reform Act of 1986, arguing that 
Congress, in enacting section 865 to 
govern personal property sales, drew no 
distinction between sales of natural re
sources and sales of other inventory. 
Commentators have also pointed to sec
tion 865(b), enacted in 1993, providing 
that income from sales of U.S. softwood 
must be U.S. source in its entirety. They 
conclude that Congress was aware of 
the Tax Court's decision in Phillips, 
overruling Phillips only for softwood, 
but intending that all other natural re
sources be sourced under the 50/50 
method. 

Treasury and the IRS do not believe 
that Congress in the 1986 Act evidenced 
an intent to source all income from sales 
of natural resources under the 50/50 
method. Rather, Congress merely re
ferred to the 50/50 method to generally 
describe the methods for sourcing in
come from certain types of inventory 
sales. In addition, the legislative history 
to the 1993 Act, requiring income from 
softwood sales to be allocated in its 
entirety to the United States, does not 
suggest that Congress intended to over
turn the longstanding regime governing 
sales of other natural resources. More
over, the Small Business Job Protection 
Act of 1996, Public Law 104-188 (Au
gust 20, 1996) (the 1996 Act), further 
clarifies that the Service is not required 
to apply the 50/50 method. Prior to the 
1996 Act, section 865(b) provided that 
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income from inventory sales was to be 
sourced under sections 861 (a)(6), 
862(a)(6), and 863(b). The 1996 Act, in 
section 1704(f)( 4)(A), amended Code 
section 865(b )(2) by striking 863(b) and 
inserting 863. The Act makes this 
amendment effective as if included in 
amendments made by section 1211 of 
the Tax Reform Act of 1986 (Public 
Law 99-514). This technical correction 
to the 1986 Act clarifies that Treasury 
has broad authority to provide rules 
sourcing income from sales of inventory 
under section 863, and is not restricted 
to any particular method. 

Treasury and the IRS also believe 
longstanding distinctions have been 
made in the tax treatment of natural 
resources and other property, both in our 
tax laws and in our tax treaties. Most 
treaties, for example, grant primary or 
exclusive taxing jurisdiction to the coun
try where natural resources are located. 
Thus, income from sales of natural 
resources is treated differently than in
come derived from sales of other inven
tory, which is normally subject to the 
business profits article of a treaty. See, 
e.g., Article 6 of the United States 
Model Income Tax Convention (Septem
ber 20, 1996), which provides that in
come from real property, "including 
income from agriculture and forestry" 
may be taxed by the country where the 
resources are located. 

The legislative history to section 
863 's predecessor, section 217(e) of the 
Revenue Act of 1921, also reflects an 
intention that natural resources be 
treated differently from other property. 
The House version of section 217 (H.R. 
8245, 67th Cong., 1 st Sess. (Aug.20, 
1921) included a provision sourcing 
income from natural resources in its 
entirety to the location of the resources. 
However, based on testimony raising the 
possibility of a case where such a single 
source rule should not apply, the Senate 
struck the provision that allocated all of 
the income from natural resources to a 
single country. (H.R. 8245 (67th Cong., 
1 st Sess. (November 4, 1921»; Hearings 
Before The Committee on Finance, 
United States Senate, H.R. 8245, 67th 
Cong., 1st Sess. (September 1 to Octo
ber I, 1921), at 309-310. A provision 
similar to that considered by the House, 
but with flexibility available for unusual 
cases, was then added to the regulations 
promulgated in 1922. 

Thus, Treasury and the IRS believe 
that income from natural resources 
should be sourced differently than in
come from other sales of inventory. 

3. Clarification of language 10 

§ 1.863-2 

In response to a comment, the final 
regulations are modified to clarify that 
the source of income from sales of 
natural resources must be determined 
solely under the rules set forth in 
§ 1.863-1 (b) of the final regulations. 
Treasury and the IRS clarified this point 
in corrections to the proposed regula
tions, published on August 27, 1996, in 
the Federal Register (61 FR 44023). 

4. Additional production activities 

The proposed regulations define addi
tional production activities in § 1.863-
1 (b )(3 )(ii) as substantial production ac
tivities performed by the taxpayer in 
addition to activities relating to the 
ownership or operation of any farm, 
mine, oil or gas well, other natural 
deposit, or timber. The proposed regula
tions provide that generally the prin
ciples of § 1.954-3(a)( 4) apply in deter
mining whether an activity qualifies as 
such additional production. However, in 
no case will activities that prepare the 
natural resource itself for export, includ
ing those that are designed to facilitate 
transportation of the natural resource to 
or from the export terminal, be consid
ered additional production. Thus, the 
proposed regulations in an example indi
cate liquefaction of natural gas would 
not constitute additional production ac
tivities. 

Liquefaction is the process of liquefy
ing natural gas so that it can be trans
ported by tanker for sales abroad. Sev
eral commentators urged us to 
reconsider our position, arguing that 
liquefaction is an expensive, complex 
activity. Treasury and the IRS, however, 
continue to believe that liquefaction is 
an activity preparing the natural re
source itself for export within the mean
ing of § 1.863-1 (b )(3 )(ii) of the final 
regulations, and that it is appropriate to 
exclude such activities from the defini
tion of additional production. Even 
though liquefaction may be an expen
sive, complex process, liquefied natural 
gas retains its character as a natural 
resource, so that liquefaction should be 
treated no differently than other pro
cesses that prepare natural resources for 
export. 

Several commentators requested that 
the regulations more precisely define the 
processes that constitute production of 
natural resources, to better differentiate 
those activities described in § 1.863-
J(b)(1) of the proposed regulations, as 



being from the ownership or operation 
of any farm, mine, oil or gas well, other 
natural deposit, or timber, from those 
that qualify as additional production 
activities within the meaning of 
§ 1.863-1 (b)(3 )(ii) of the proposed 
regulations. In particular, a commentator 
requested that the final regulations spe
cifically address this issue in the case of 
mining. In response to this comment, 
the final regulations include an example 
describing certain mining processes that 
would not qualify as additional produc
tion activities in the case of copper. 

5. Treatment of partnerships 

The proposed regulations provide that, 
in applying the rules in § 1.863-3 of 
the proposed regulations, a partner 
would be treated as engaged in the 
production activity of its partnership. 
However, that provision was not ex
tended to § 1.863-1 of the proposed 
regulations, which generally provides 
rules for detennining the source of in
come from sales of natural resources. 
The final regulations provide rules for 
transactions involving partners and part
nerships, which apply in the same man
ner to sales of natural resources and to 
sales of other inventory. See II. 3. of 
this preamble for a discussion of those 
rules. 

6. Genetically-engineered agricultural 
products 

One commentator requested that final 
regulations state that natural resources 
do not include products, such as certain 
seeds, where the premium value of the 
product is derived from genetic traits 
produced by biotechnology or traditional 
methods, and the seeds themselves are 
not grown for consumption. The inher
ent nature of products as agricultural 
products, however, does not change be
cause they may be subject to research 
and development. Because they remain 
natural resources, Treasury and the IRS 
rejected this comment. 

II. Allocation and apportionment of 
income from sales of inventory other 
than natural resources 

Section 1.863-3 of the proposed regu
lations provides rules for allocating and 
apportioning income from inventory 
sales other than natural resources where 
the taxpayer produces property in the 
United States and sells outside the 
United States, or produces property out
side the United States and sells in the 
United States (Section 863 Sales). The 

proposed regulations provide three 
methods: the 50/50 method, the indepen
dent factory price method, and the 
books and records method. 

1. Sales in international waters or in 
space 

Consistent with the existing regula
tions, the proposed regulations limit the 
methods in § 1.863-3 to sales within a 
foreign country. The preamble, however, 
requests comments on whether the regu
lation should be expanded to cover sales 
made in international waters or in space. 
Although the statute refers to sales out
side the United States, Treasury and the 
IRS expressed concern in that preamble 
that expanding the scope of the regula
tions to include all such sales could lead 
to abuses where, for example, a tax
payer produced goods in the United 
States, passed title to those goods out
side the United States, and then sold the 
goods to U.S. customers. In considering 
whether to expand the scope of the final 
regulations to include such sales, Trea
sury and the IRS requested comments 
on whether to include an exception to 
the title passage rule for sales of goods 
produced in the United States and des
tined for the U.S. market. 

In response to comments and consis
tent with the preamble to the proposed 
regulations, the final regulations expand 
the scope of the existing and proposed 
regulations to include sales outside the 
United States. Moreover, to prevent 
abuse from this expanded rule, the final 
regulations provide that sales of goods 
wholly produced in the United States 
and sold for use, consumption, or dispo
sition in the United States, will be 
considered to take place in the United 
States. Income from such sales will be 
treated as from U.S. sources. The final 
regulations rely on rules in § 1.864-
6(b )(3 )(ii) (relating to the determination 
of whether foreign source income is 
effectively connected with a U.S. trade 
or business under section 864(c)(4)(iii», 
for detennining the country of use, 
consumption, or disposition. Also, prop
erty will be treated as wholly produced 
in the United States for this purpose if it 
is subject to no more than packaging, 
repackaging, labeling, or other minor 
assembly operations outside the United 
States. See also § 1.861-7(c) to deter
mine the source of income in any case 
in which the sales transaction is ar
ranged in a particular manner for the 
primary purpose of tax avoidance. 

Treasury and the IRS are considering 
whether the rules of the final regulations 

are appropriate where a product is pro
duced in one country but is destined for 
use either on the high seas or in space. 
Until additional guidance is provided, 
taxpayers may rely upon the general 
rules of the final regulations for these 
cases. 

2. Segregation and aggregation of sales 

Once a taxpayer selects a method 
under § 1.863-3(b) for dividing gross 
income derived from Section 863 Sales 
between production activity and sales 
activity, § 1.863-3(a) of the proposed 
regulations provide that a taxpayer must 
separately apply that method to Section 
863 Sales in the United States and to 
Section 863 Sales outside the United 
States. The proposed regulations also 
provide in § 1.863-3(a) that taxpayers 
must determine the source of gross 
income under paragraph (c) and taxable 
income under paragraph (d) by aggre
gating all Section 863 Sales to which a 
method described in paragraph (b) ap
plies. 

The final regulations clarify that the 
rules of paragraphs (c) and (d) apply 
separately to Section 863 Sales in the 
United States and to Section 863 Sales 
outside the United States, so that tax
payers are required to aggregate all 
Section 863 Sales under paragraphs (c) 
and (d) after the taxpayer has first 
separately applied the method under 
paragraph (b) to Section 863 Sales in 
the United States and to Section 863 
Sales outside the United States. 

3. Transactions with partnerships 

The proposed regulations provide in 
§ 1.863-3(a) that a taxpayer's produc
tion activity includes production activi
ties conducted through a partnership of 
which the taxpayer is a partner either 
directly or through one or more partner
ships. One commentator recommended 
that final regulations extend the partner
ship rules to natural resources. However, 
the commentator suggested that an ag
gregate approach to partnerships should 
apply only in cases where the partner
ship, instead of selling the property and 
distributing the proceeds to the partner, 
distributes the property to a partner. In 
response to the comments, the final 
regulations modify the proposed regula
tions. Under the final regulations, the 
aggregate approach applies to a partner
ship's production or sales activity only 
for two purposes. First, the aggregate 
approach applies for purposes of deter
mining the source of a partner's dis
tributive share of partnership Income. 
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Thus, if a partnership engages in the 
production of inventory property in the 
United States and sells such property 
outside the United States, a partner will 
be considered to have produced and sold 
that inventory property in the same 
manner as the partnership when deter
mining the source of its distributive 
share of such sales income. Second, the 
aggregate approach applies for purposes 
of sourcing income from the sale of 
inventory property that is transferred in 
kind from or to a partnership. Thus, for 
example, where the partnership makes 
an in kind distribution of inventory 
property to its partners, the source of the 
partner's income from the sale of such 
property is determined based on both its 
own activity and on the partnership's 
activity. Similarly, the aggregate ap
proach applies in cases where a partner 
contributes inventory produced by it to 
its partnership, if the partnership then 
sells the inventory (e.g., as a distributor 
or after further processing). 

The entity approach applies for all 
other purposes. For example, where a 
partnership manufactures inventory 
property and sells the property to one of 
its partners, the source of that partner's 
income from the resale of the property 
is determined without regard to the 
partnership's manufacturing activity. 
Consistent with this modification, the 
final regulations also specify that assets 
owned by a partnership (or a partner) 
are not deemed owned by the partner 
(or the partnership) unless the aggregate 
approach applies to the transaction at 
issue. 

4. Taxable income method 

In response to comments, § 1.863-
2(b) of the proposed regulations is clari
fied to provide that taxpayers may elect 
the principles of § 1.863-3(b)(1) and (c) 
to determine the source of taxable in
come (rather than gross income) from 
sales of inventory property. 

5. Independent factory price (IFP) 
method 

One commentator requested clarifica
tion that the sale establishing an IFP 
must be sourced under the IFP method 
only if a taxpayer elects the IFP method. 
The proposed and final regulations in
tend this result. The IFP method applies 
to either the sale establishing the IFP or 
to a sale applying the IFP only if the 
taxpayer elects the IFP method. 

The proposed regulations eliminated 
the provision in existing regulations per
mitting taxpayers to establish an IFP by 
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methods other than by sales to indepen
dent distributors. The preamble, how
ever, requested comments on the contin
ued utility of such a provision. Two 
commentators recommended that the 
provision be retained and expanded to 
permit taxpayers to establish an IFP by 
any method that is appropriate under 
section 482. The commentators stated 
that any evidence acceptable for proving 
an arm's length price under section 482 
should be acceptable as an IFP. The 
commentators also stated that taxpayers 
who cannot use the IFP method must 
use the 50/50 method, and that the 
50/50 method may not produce an equi
table result for nonresidents importing 
goods into the United States. 

After further consideration, Treasury 
and the IRS have decided to finalize the 
regulations on this point as proposed. 
No convincing evidence has been pre
sented for the need of a broad-based 
rule permitting taxpayers to establish an 
IFP by any method that would otherwise 
be appropriate under section 482 when 
they can use books and records to 
demonstrate a more appropriate sourcing 
result. In view of the absence of a 
clearly identified benefit for taxpayers 
and the availability of the books and 
records method, Treasury and the IRS 
believe that expansion of the IFP rule is 
not justified. 

6. Books and records 

Under both the existing and proposed 
regulations, taxpayers can request per
mission from the District Director to use 
a taxpayer's books and records to allo
cate or apportion income between U.S. 
and foreign sources if this method more 
clearly reflects the taxpayer's income. 
The preamble to the proposed regula
tions requests comments on retaining the 
books and records method. Two com
mentators asked for retention of this 
method because instances may arise 
where a taxpayer does not have third 
party sales, thereby making the IFP 
method unavailable. In such cases, a 
taxpayer may find it advantageous to 
determine the source of its income on 
the basis of its books and records. These 
comments were accepted. The final 
regulations retain the books and records 
method, subject to an election and prior 
approval of the method by the District 
Director. 

7. Determination of source of gross in
come from production activities 

a. Definition of production assets 
i. Contract manufacturing 

Under the proposed regulations, pro
duction assets are limited to those 
owned directly by the taxpayer that are 
directly used by the taxpayer to produce 
the relevant inventory. These rules are 
intended to insure that taxpayers do not 
attribute the assets or activities of re
lated or unrelated parties manufacturing 
under contract with the taxpayer. One 
commentator asked that the definition of 
production assets be expanded to in
clude production assets owned by re
lated or unrelated contract manufactur
ers. The commentator contends that by 
limiting production assets to those 
owned by the taxpayer, the regulations 
source income differently depending 
upon the form in which the taxpayer 
conducts business. Treasury and the 
IRS, however, believe it is appropriate 
to limit production assets in the appor
tionment formula to assets owned by the 
taxpayer and used by the taxpayer to 
produce the inventory. In addition, tax
payers generally do not know the con
tract manufacturer's basis in its produc
tion assets. Further, it would be very 
difficult to draw a clear line between 
contract manufacturers and other suppli
ers. Thus, Treasury and the IRS do not 
believe the source of a taxpayer's in
come should take into account activities 
of others or assets owned by others with 
whom the taxpayer has manufacturing 
arrangements. The final regulations 
clarify, however, that this rule does not 
override the single entity rules set forth 
under § 1.1502-13 (dealing with mem
bers of an affiliated group filing on a 
consolidated basis), or the rules under 
§ 1.863-3(g) dealing with partnerships. 

ii. Accounts receivable 
One commentator also asserted that 

accounts receivable should be included 
as a production asset. This comment 
was rejected. The production formula is 
intended to approximate the location of 
the taxpayer's production activity. Thus, 
assets not directly involved in produc
tion should not be included. 
b. Anti-abuse rule 

The preamble to the proposed regula
tions indicated that the purpose of the 
property fraction is to attribute the 
source of production income to the 
location of production activity. Treasury 
and the IRS, however, were concerned 
that taxpayers would attempt to artifi
cially affect the location of assets to 
manipulate the rules, and so solicited 
comments on whether an anti-abuse rule 
was needed. No comments were re
ceived that objected to such anti-abuse 
rule. After further considering the issue, 



Treasury and the IRS have included an 
anti-abuse rule in the final regulations to 
prevent taxpayers from manipulating the 
property formula to achieve inappropri
ate results. Therefore, the anti-abuse rule 
provides that if a taxpayer has entered 
into or structured one or more transac
tions with a principal purpose of reduc
ing its U.S. tax liability by affecting the 
formula in a manner inconsistent with 
the purpose of the regulation, the Dis
trict Director may make appropriate ad
justments so that the source of the 
taxpayer's income from production ac
tivity more clearly reflects the source of 
that income. An example in the regula
tions demonstrates circumstances where 
the anti-abuse rule may apply. In that 
example, with a principal purpose of 
reducing its U.S. tax liability, the tax
payer leases all of its U.S. property so 
that it owns only property located in a 
foreign country. The example concludes 
that the District Director may ignore a 
sale-leaseback transaction to more 
clearly reflect the source of the taxpay
er's production income. 

8. Determination of taxable income 

One commentator requested that the 
calculation of taxable income, when ap
plying the 50150 method along with the 
research and experimental (R&E) ex
pense allocation rules in § 1.861-17, be 
clarified. The commentator suggests that 
the last sentence of § 1.863-3(d) of the 
proposed regulations can be read to 
conflict with the R&E set aside in 
§ 1.861-17. The final regulations clarify 
that the R&E set aside remains available 
to taxpayers using the 50150 method. 

9. Reporting requirements 

The proposed regulations, in § 1.863-
3(e), require a taxpayer to fully explain 
the methodology used to determine the 
source of income, the circumstances 
justifying use of that method, the extent 
that sales are aggregated, and the 
amount of income so allocated. One 
commentator wrote that the reporting 
requirements in § 1.863-3(e) of the pro
posed regulations are unnecessary and 
excessively burdensome. The regulations 
clarify that the requirement is limited to 
a statement attached to the tax return, 
explaining the methodology used, the 
circumstances justifying that use, the 
aggregation of sales, and the amount of 
income allocated. Treasury and the IRS 
believe the reporting requirements in 
§ 1.863-3(e) of the proposed regula
tions are reasonable, and serve legiti
mate administrative purposes. 

Special Analyses 

It has been determined that this Trea
sury decision is not a significant regula
tory action as defined in EO 12866. 
Therefore, a regulatory assessment is not 
required. It is hereby certified that these 
regulations will not have a significant 
economic impact on a substantial num
ber of small entities. This certification is 
based on the fact that the rules of this 
section principally impact large multina
tionals who pay foreign taxes on sub
stantial foreign operations and therefore 
the rules will impact very few small 
entities. Moreover, in those few in
stances where the rules of this section 
impact small entities, the economic im
pact on such entities is not likely to be 
significant. Accordingly, a regulatory 
flexibility analysis is not required. Pur
suant to section 7805(f) of the Internal 
Revenue Code, the notice of proposed 
rulemaking preceding these regulations 
was submitted to the Small Business 
Administration for comment on its im
pact on small business. 

* * * * * 

Adoption of Amendments to the 
Regulations 

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

PART I-INCOME TAXES 

Paragraph 1. The authority citation for 
part 1 is amended by adding entries in 
numerical order to read as follows: 

Authority: 26 U.S.c. 7805 * * * 
Section 1.863-2 also issued under 26 

u.s.c. 863. 
Section 1.863-3 also issued under 26 

U.S.c. 863. 
Section 1.863-4 also issued under 26 

u.s.c. 863. 
Section 1.863-6 also issued under 26 

U.S.c. 863. * * * 
Par. 2. Sections 1.863-3 and 

I.863-3T are redesignated as §§ 1.863-
3A and I.863-3AT, respectively, and an 
undesignated center heading is added 
preceding the redesignated sections to 
read as follows: 

Regulations Applicable to Taxable 
Years Prior to December 30, 1996 

Par. 3. Section 1.863-0 is added to 
read as follows: 

§ 1.863-0 Table of contents. 

This section lists captions contained 
in §§ 1.863-1, 1.863-2, and 1.863-3. 

§ 1.863-1 Allocation of gross income. 

(a) In general. 
(b) Natural resources. 
(1) In general. 
(2) Additional production prior to ex-

port terminal. 
(3) Definitions. 
(i) Production activity. 
(ii) Additional production activities. 
(iii) Export terminal. 
(4) Determination of fair market 

value. 
(5) Determination of gross income. 
(6) Tax return disclosure. 
(7) Examples. 
(c) Determination of taxable income. 
(e) Effective dates. 

§ 1.863-2 Allocation and apportionment 
of taxable income. 

(a) Determination of taxable mcome. 
(b) Determination of source of tax

able income. 
(c) Effective dates. 

§ 1.863-3 Allocation and apportionment 
of income from certain sales of inven
tory. 

(a) In general. 
(1) Scope 
(2) Special rules 
(b) Methods to determine income at

tributable to production activity and 
sales activity. 

(1) 50150 method. 
(i) Determination of gross mcome. 
(ii) Example. 
(2) IFP method. 
(i) Establishing an IFP. 
(ii) Applying the IFP method. 
(iii) Determination of gross income. 
(iv) Examples. 
(3) Books and records method. 
(c) Determination of the source of 

gross income from production activity 
and sales activity. 

(1) Income attributable to production 
activity. 

(i) Production only within the United 
States or only within foreign countries. 

(A) Source of income. 
(B) Definition of production assets. 
(C) Location of production assets. 
(ii) Production both within the United 

States and within foreign countries. 
(A) Source of income. 
(B) Adjusted basis of production as-

sets. 
(iii) Anti-abuse rule. 
(iv) Examples. 
(2) Income attributable to sales activ

ity. 
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(d) Determination of source of tax
able income. 

(e) Election and reporting rules. 

(I) Elections under paragraph (b) of 
this section. 

(2) Disclosure on tax return. 

(f) Income partly from sources within 
a possession of the United States. 

(g) Special rules for partnerships. 
(h) Effective dates. 

Par. 4. In § 1.863-1, paragraphs (a), 
(b) and (c) are revised and paragraph (e) 
is added to read as follows: 

§ 1.863-1 Allocation of gross income. 

(a) In general. Items of gross income 
other than those specified in section 
861 (a) and section 862(a) will generally 
be separately allocated to sources within 
or without the United States. See 
§ 1.863-2 for alternate methods to de
termine the income from sources within 
or without the United States in the case 
of items specified in § 1.863-2(a). See 
also sections 865(b) and (e)(2). In the 
case of sales of property involving part
ners and partnerships, the rules of 
§ 1.863-3(g) apply. 

(b) Natural resources-(l) In gen
eral. Notwithstanding any other provi
sion, except to the extent provided in 
paragraph (b )(2) of this section, gross 
receipts from the sale outside the United 
States of products derived from the 
ownership or operation of any farm, 
mine, oil or gas well, other natural 
deposit, or timber within the United 
States, must be allocated between 
sources within and without the United 
States based on the fair market value of 
the product at the export terminal (as 
defined in paragraph (b )(3 )(iii) of this 
section). Notwithstanding any other pro
vision, except to the extent provided in 
paragraph (b )(2) of this section, gross 
receipts from the sale within the United 
States of products derived from the 
ownership or operation of any farm, 
mine, oil or gas well, other natural 
deposit, or timber outside the United 
States must be allocated between 
sources within and without the United 
States based on the fair market value of 
the product at the export terminal. For 
place of sale, see §§ 1.861-7(c) and 
1.863-3( c )(2). The source of gross re
ceipts equal to the fair market value of 
the product at the export terminal will 
be from sources where the farm, mine. 
well, deposit, or uncut timber is located. 
The source of gross receipts from the 
sale of the product in excess of its fair 
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market value at the export terminal 
(excess gross receipts) will be deter
mined as follows-

(i) If the taxpayer engages in addi
tional production activities subsequent to 
shipment from the export terminal and 
outside the country of sale, the source of 
excess gross receipts must be deter
mined under § 1.863-3. For purposes of 
applying § 1.863-3, only production as
sets used in additional production activ
ity subsequent to the export terminal are 
taken into account. 

(ii) In all other cases, excess gross 
receipts will be from sources within the 
country of sale. This paragraph (b) (I )(ii) 
applies to a taxpayer that engages in 
additional production activities in the 
country of sale, as well as to a taxpayer 
that does not engage in additional pro
duction activities at all. 

(2) Additional production prior to ex
port terminal. Notwithstanding any other 
provision of this section, gross receipts 
from the sale of products derived by a 
taxpayer who performs additional pro
duction activities as defined in para
graph (b)(3)(ii) of this section before the 
relevant product is shipped from the 
export terminal are allocated between 
sources within and without the United 
States based on the fair market value of 
the product immediately prior to the 
additional production activities. The 
source of gross receipts equal to the fair 
market value of the product immediately 
prior to the additional production activi
ties will be from sources where the 
farm, mine, well, deposit, or uncut tim
ber is located. The source of gross 
receipts from the sale of the product in 
excess of the fair market value immedi
ately prior to the additional production 
activities must be determined under 
§ 1.863-3. For purposes of applying 
§ 1.863-3, only production assets used 
in the additional production activities 
are taken into account. 

(3) Definitions-(i) Production activ
ity. For purposes of this section, produc
tion activity means an activity that cre
ates, fabricates, manufactures, extracts, 
processes, cures, or ages inventory. See 
§ 1.864--1. Except as otherwise pro
vided in §§ 1.1502-13 or 1.863-(g)(2), 
only production activities conducted di
rectly by the taxpayer are taken into 
account. 

(ii) Additional production activities. 
For purposes of this section, additional 
production activities are substantial pro
duction activities performed directly by 
the taxpayer in addition to activities 
from the ownership or operation of any 

farm, mine, oil or gas well, other natural 
deposit, or timber. Whether a taxpayer's 
activities constitute additional produc
tion activities will be determined under 
the principles of § 1.954-3(a)( 4). How
ever, in no case will activities that 
prepare the natural resource itself for 
export, including those that are designed 
to facilitate the transportation of the 
natural resource to or from the export 
terminal, be considered additional pro
duction activities for purposes of this 
section. 

(iii) Export terminal. Where the farm, 
mine, well, deposit, or uncut timber is 
located without the United States, the 
export terminal will be the final point in 
a foreign country from which goods are 
shipped to the United States. If there is 
no such final point in a foreign country 
(e.g., the property is extracted and pro
duced on the high seas), the export 
terminal will be the place of production. 
Where the farm, mine, well, deposit, or 
uncut timber is located within the 
United States, the export terminal will 
be the final point in the United States 
from which goods are shipped from the 
United States to a foreign country. The 
location of the export terminal is deter
mined without regard to any contractual 
terms agreed to by the taxpayer and 
without regard to whether there is an 
actual sale of the products at the export 
terminal. 

(4) Determination of fair market 
value. For purposes of this section, fair 
market value depends on all of the facts 
and circumstances as they exist relative 
to a party in any particular case. Where 
the products are sold to a related party 
in a transaction subject to section 482, 
the determination of fair market value 
under this section must be consistent 
with the arm's length price determined 
under section 482. 

(5) Determination of Rross income. 
To determine the amount of a taxpayer's 
gross income from sources within or 
without the United States, the taxpayer's 
gross receipts from sources within or 
without the United States determined 
under this paragraph (b) must be re
duced by the cost of goods sold prop
erly attributable to gross receipts from 
sources within or without the United 
States. 

(6) Tax return disclosure. A taxpayer 
that determines the source of its income 
under this paragraph (b) shall attach a 
statement to its return explaining the 
methodology used to determine fair 
market value under paragraph (b)(4) of 
this section, and explaining any addi-



tional production aCtivIties (as defined 
in paragraph (b)(3)(ii) of this section) 
performed by the taxpayer. In addition, 
the taxpayer must provide such other 
information as is required by § 1.863-3. 

(7) Examples. The following ex
amples illustrate the rules of this para
graph (b): 

Example 1. No additional production. U.S. 
Mines, a U.S. corporation, operates a copper mine 
and mill in country X. U.S. Mines extracts 
copper-bearing rocks from the ground and trans
ports the rocks to the mill where the rocks are 
ground and processed to produce copper-bearing 
concentrate. The concentrate is transported to a 
port where it is dried in preparation for export, 
stored and then shipped to purchasers in the 
United States. Because title to the property is 
passed in the United States and, under the facts 
and circumstances, none of U.S. Mine's activities 
constitutes additional production prior to the ex
port terminal within the meaning of § 1.863-
I (b)(3)(ii), under § 1.863-1 (b) (I ) and (b)(I )(ii), 
gross receipts equal to the fair market value of the 
concentrate at the export terminal will be from 
sources without the United States, and excess 
gross receipts will be from sources within the 
United States. 

Example 2. No additional production. US Gas, a 
U.S. corporation, extracts natural gas within the 
United States, and transports the natural gas to a 
U.S. port where it is liquified in preparation for 
shipment. The liquified natural gas is then trans
ported via freighter and sold without additional 
production activities in a foreign country. Lique
faction of natural gas is not an additional produc
tion activity because liquefaction prepares the 
natural gas for transportation from the ex port 
terminal. Therefore, under § 1.863-1 (b)(I) and 
(b) (I )(ii), gross receipts equal to the fair market 
value of the liquefied natural gas at the export 
terminal will be from sources within the United 
States, and excess gross receipts will be from 
sources without the United States. 

Example 3. Sale in third country. US Gold, a 
U.S. corporation, mines gold in country X, pro
duces gold jewelry in the United States, and sells 
the jewelry in country Y. Assume that the fair 
market value of the gold at the export terminal in 
country X is $40, and that US Gold ultimately 
sells the gold jewelry in country Y for $100. 
Under § 1.863-1 (b), $40 of US Gold's gross 
receipts will be allocated to sources without the 
United States. Under § 1.863-1 (b)( I )(i), the 
source of the remaining $60 of gross receipts will 
be determined under § 1.863-3. If US Gold 
applies the 50/50 method described in § 1.863-3, 
$20 of cost of goods sold is properly attributable 
to activities subsequent to the export terminal, and 
all of US Gold's production assets subsequent to 
the export terminal are located in the United 
States, then $20 of gross income will be allocated 
to sources within the United States and $20 of 
gross income will be allocated to sources without 
the United States. 

Example 4. Production in country of sale. US 
Oil, a U.S. corporation, extracts oil in country X. 
transports the oil via pipeline to the export 
terminal in country y, refines the oil in the United 
States, and sells the refined product in the United 
States to unrelated persons. Assume that the fair 
market value of the oil at the export terminal in 
country Y is $80, and that US Oil ultimately sells 
the refined product for $100. Under § 1.863-

I(b)(l), $80 of US Oil's gross receipts will be 
allocated to sources without the United States, and 
under § 1.863-1 (b)(l )(ii) the remaining $20 of 
gross receipts will be allocated to sources within 
the United States. 

Example 5. Additional production prior to ex
port. The facts are the same as in Example 1, 
except that U.S. Mines also operates a smelter in 
country X. The concentrate output from the mill is 
transported to the smelter where it is transformed 
into smelted copper. The smelted copper is ex
ported to purchasers in the United States. Under 
the facts and circumstances, all of the processes 
applied to make copper concentrate are considered 
mining. Therefore, under § 1.863-1 (b)(2), gross 
receipts equal to the fair market value of the 
concentrate at the smelter will be from sources 
without the United States. Under the facts and 
circumstances, the conversion of the concentrate 
into smelted copper is an additional production 
activity in a foreign country within the meaning of 
§ 1.863-1 (b)(3)(ii). Therefore, the source of U.S. 
Mine's excess gross receipts will be determined 
pursuant to § 1.863-1 (b )(2). 

(C) Determination of taxable income. 
The taxpayer's taxable income from 
sources within or without the United 
States will be determined under the 
rules of §§ 1.861-8 through 1.861-14T 
for determining taxable income from 
sources within the United States. 

* * * * * 

(e) Effective dates. The rules of para
graphs (a), (b) and (c) of this section 
will apply to taxable years beginning 
after December 30, 1996. However, tax
payers may apply the rules of this 
section for taxable years beginning after 
July II, 1995, and on or before Decem
ber 30, 1996. For years beginning be
fore December 30, 1996, see § 1.863-1 
(as contained in 26 CFR part 1 revised 
as of April 1, 1996). 

Par. 5. Section 1.863-2 is revised to 
read as follows: 

§ 1.863-2 Allocation and apportionment 
of taxable income. 

(a) Determination of taxable income. 
Section 863(b) provides an alternate 
method for determining taxable income 
from sources within the United States in 
the case of gross income derived from 
sources partly within and partly without 
the United States. Under this method, 
taxable income is determined by deduct
ing from such gross income the ex
penses, losses, or other deductions prop
erly apportioned or allocated thereto and 
a ratable part of any other expenses. 
losses, or deductions that cannot defi
nitely be allocated to some item or class 
of gross income. The income to which 
this section applies (and that is treated 
as derived partly from sources within 

and partly from sources without the 
United States) will consist of gains, 
profits, and income 

( 1) From certain transportation or 
other services rendered partly within and 
partly without the United States to the 
extent not within the scope of section 
863(c) or other specific provisions of 
this title; 

(2) From the sale of inventory prop
erty (within the meaning of section 
865(i» produced (in whole or in part) 
by the taxpayer in the United States and 
sold outside the United States or pro
duced (in whole or in part) by the 
taxpayer outside the United States and 
sold in the United States; or 

(3) Derived from the purchase of per
sonal property within a possession of 
the United States and its sale within the 
United States, to the extent not excluded 
from the scope of these regulations 
under § 1.936-6(a)(5), Q&A 7. 

(b) Determination of source of tax
able income. Income treated as derived 
from sources partly within and partly 
without the United States under para
graph (a) of this section may be allo
cated to sources within and without the 
United States pursuant to § 1.863-1 or 
apportioned to such sources in accor
dance with the methods described in 
other regulations under section 863. To 
determine the source of certain types of 
income described in paragraph (a)( I) of 
this section, see § 1.863-4. To deter
mine the source of gross income de
scribed in paragraph (a)(2) of this sec
tion, see § 1.863-\ for natural resources 
and see § 1.863-3 for other inventory. 
Taxpayers, at their election, may apply 
the principles of § 1.863-3(b)(l) and (c) 
to determine the source of taxable in
come (rather than gross income) from 
sales of inventory property (other than 
natural resources). To determine the 
source of income partly from sources 
within a possession of the United States, 
including income described in paragraph 
(a)(3) of this section, see § 1.863-3(f). 

(c) Effective dates. This section will 
apply to taxable years beginning after 
December 30, 1996. However. taxpayers 
may apply the rules of this section for 
taxable years beginning after July II, 
1995, and on or before December 30, 
1996. For years beginning before De
cember 30. 1996, see § 1.863-2 (as 
contained in 26 CFR part I revised as 
of April I. 1996). 

Par. 6. Section 1.863-3 is added to 
read as follows: 
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§ 1.863-3 Allocation and apportionment 
of income from certain sales of inven
tory. 

(a) In general-(1) Scope. Para
graphs (a) through (e) of this section 
apply to determine the source of income 
derived from the sale of inventory prop
erty (inventory), which a taxpayer pro
duces (in whole or in part) within the 
United States and sells outside the 
United States, or which a taxpayer pro
duces (in whole or in part) outside the 
United States and sells within the 
United States (Section 863 Sales). A 
taxpayer must divide gross income from 
Section 863 Sales between production 
activity and sales activity using one of 
the methods described in paragraph (b) 
of this section. The source of gross 
income from production activity and 
from sales activity must then be deter
mined under paragraph (c) of this sec
tion. Taxable income from Section 863 
Sales is determined under paragraph (d) 
of this section. Paragraph (e) of this 
section describes the rules for electing 
the methods described in paragraph (b) 
of this section and the information that a 
taxpayer must disclose on a tax return. 
Paragraph (f) of this section applies to 
determine the source of certain income 
derived from a possession of the United 
States. Paragraph (g) of this section 
provides special rules for partnerships 
for all sales subject to §§ 1.863-1 
through 1.863-3. Paragraph (h) of this 
section provides effective dates for the 
rules in this section. 

(2) Rules of application for Section 
863 Sales. Once a taxpayer has elected a 
method described in paragraph (b) of 
this section, the taxpayer must sepa
rately apply that method to Section 863 
Sales in the United States and to Section 
863 Sales outside the United States. In 
addition, the taxpayer must apply the 
rules of paragraphs (c) and (d) of this 
section by aggregating all Section 863 
Sales to which a method described in 
paragraph (b) of this section applies, 
after separately applying that method to 
Section 863 Sales in the United States 
and to Section 863 Sales outside the 
United States. See section 865(i)(1) for 
the definition of inventory property. See 
also section 865(e)(2). See § 1.861-7(c) 
and paragraph (c )(2) of this section for 
the time and place of sale. 

(b) Methods to determine income at
tributable to production activity and 
sales activity-(l) 50150 method
(i) Determination of gross income. Gen
erally, gross income from Section 863 
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Sales will be apportioned between pro
duction activity and sales activity under 
the 50/50 method as described in this 
paragraph (b)(l). Under the 50/50 
method, one-half of the taxpayer's gross 
income will be considered income at
tributable to production activity and the 
source of that income will be deter
mined under the rules of paragraph 
(c)( 1) of this section. The remaining 
one-half of such gross income will be 
considered income attributable to sales 
activity and the source of that income 
will be determined under the rules of 
paragraph (c)(2) of this section. In lieu 
of the 50/50 method, the taxpayer may 
elect to determine the source of income 
from Section 863 Sales under the IFP 
method described in paragraph (b )(2) of 
this section or, with the consent of the 
District Director, the books and records 
method described in paragraph (b)(3) of 
this section. 

(ii) Example. The following example 
illustrates the rules of this paragraph 
(b)(1 ): 

Example. 50/50 method. (i) P, a U.S. corpora
tion, produces widgets in the United States. P sells 
the widgets for $100 to D, an unrelated foreign 
distributor, in another country. P's cost of goods 
sold is $40. Thus, P's gross income is $60. 

(ii) Pursuant to the 50/50 method, one-half of 
P's gross income, or $30, is considered income 
attributable to production activity, and one-half of 
P's gross income, or $30, is considered income 
attributable to sales activity. 

(2) IF? method-(i) Establishing an 
IFP. A taxpayer may elect to allocate 
gross income earned from production 
activity and sales activity using the 
independent factory price (IFP) method 
described in this paragraph (b)(2) if an 
IFP is fairly established. An IFP is fairly 
established based on a sale by the 
taxpayer only if the taxpayer regularly 
sells part of its output to wholly inde
pendent distributors or other selling con
cerns in such a way as to reasonably 
reflect the income earned from produc
tion activity. A sale will not be consid
ered to fairly establish an IFP if sales 
activity by the taxpayer with respect to 
that sale is significant in relation to all 
of the activities with respect to that 
product. 

(ii) Applying the IF? method. If the 
taxpayer elects to use the IFP method, 
the amount of the gross sales price 
equal to the IFP will be treated as 
attributable to production activity, and 
the excess of the gross sales price over 
the IFP will be treated as attributable to 
sales activity. If a taxpayer elects to use 
the IFP method, the IFP must be applied 
to all Section 863 Sales of inventory 

that are substantially similar in physical 
characteristics and function, and are sold 
at a similar level of distribution as the 
inventory sold in the sale fairly estab
lishing an IFP. The IFP will only be 
applied to sales that are reasonably 
contemporaneous with the sale fairly 
establishing the IFP. An IFP cannot be 
applied to sales in other geographic 
markets if the markets are substantially 
different. If the taxpayer elects the IFP 
method, the rules of this paragraph will 
also apply to determine the division of 
gross receipts between production activ
ity and sales activity in a Section 863 
Sale that itself fairly establishes an IFP. 
If the taxpayer elects to apply the IFP 
method, the IFP method must be applied 
to all sales for which an IFP may be 
fairly established and applied for that 
taxable year and each subsequent tax
able year. The taxpayer will apply either 
the salsa method described in paragraph 
(b)( 1) of this section or the books and 
records method described in paragraph 
(b )(3) of this section to any other Sec
tion 863 Sale for which an IFP cannot 
be established or applied for each tax
able year. 

(iii) Determination of gross income. 
The amount of a taxpayer's gross in
come from production activity is deter
mined by reducing the amount of gross 
receipts from production activity by the 
cost of goods sold properly attributable 
to production activity. The amount of a 
taxpayer's gross income from sales ac
tivity is determined by reducing the 
amount of gross receipts from sales 
activity by the cost of goods sold (if 
any) properly attributable to sales activ
ity. The source of gross income from 
production activity is determined under 
the rules of paragraph (c)(1) of this 
section, and the source of gross income 
from sales activity will be determined 
under the rules of paragraph (c)(2) of 
this section. 

(iv) Examples. The following ex
amples illustrate the rules of this para
graph (b )(2): 

Example 1. IF? method. (i) P, a U.S. producer, 
purchases cotton and produces cloth in the United 
States. P sells cloth in country X to D, an 
unrelated foreign clothing manufacturer, for $100. 
Cost of goods sold for cloth is 580, entirely 
attributable to production activity. P does not 
engage in significant sales activity in relation to its 
other activities in the sales to D. Under these 
facts, the sale to D fairly establishes an IFP of 
$100. Assume that P elects to use the IFP method. 
Accordingly, $100 of the gross sales price is 
treated as attributable to production activity, and 
no amount of income from this sale is attributable 
to sales activity. After reducing the gross sales 



price by cost of goods sold, $20 of the gross 
income is treated as attributable to production 
activity ($100--$80). 

(ii) P also sells cloth in country X to A, a 
unrelated foreign retail outlet, for $110. Because P 
elected the IFP method and the cloth is substan
tially similar to the cloth sold to D, the IFP fairly 
established in the sales to D must be used to 
determine the amount attributable to production 
activity in the sale to A. Accordingly, $100 of the 
gross sales price is treated as attributable to 
production activity and $10 ($110--$100) is attrib
utable to sales activity. After reducing the gross 
sales price by cost of goods sold, $20 of the gross 
income is treated as attributable to production 
activity ($100--$80) and $10 is attributable to sales 
activity. 

Example 2. Scope of IF? Method. (i) useo 
manufactures three dissimilar products. useo 
elects to apply the IFP method. In year I, an IFP 
can be established for sales of product X, but not 
for products Y and Z. In year 2, an IFP cannot be 
established for any of useo's products. In year 3, 
an IFP can be established for products X and Y, 
but not for product Z. 

(ii) In year I, USCo must apply the IFP method 
to sales of product X. In year 2, although useo's 
IFP election remains in effect, useo is not 
required to apply the IFP election to any products. 
In year 3, USCo is required to apply the IFP 
method to sales of products X and Y. 

(3) Books and records method. A tax
payer may elect to determine the 
amount of its gross income from Section 
863 Sales that is attributable to produc
tion and sales activities for the taxable 
year based upon its books of account if 
it has received in advance the permis
sion of the District Director having audit 
responsibility over its tax return. The 
taxpayer must establish to the satisfac
tion of the District Director that the 
taxpayer, in good faith and unaffected 
by considerations of tax liability, will 
regularly employ in its books of account 
a detailed allocation of receipts and 
expenditures which clearly reflects the 
amount of the taxpayer's income from 
production and sales activities. If a 
taxpayer receives permission to apply 
the books and records method, but does 
not comply with a material condition set 
forth by the District Director, the Dis
trict Director may, in its discretion, 
revoke permission to use the books and 
records method. The source of gross 
income treated as attributable to produc
tion activity under this method may be 
determined under the rules of paragraph 
(c)(1) of this section, and the source of 
gross income attributable to sales activ
ity will be determined under the rules of 
paragraph (c )(2) of this section. 

(c) Determination of the source of 
gross income from production activity 
and sales activity-(1) Income attribut
able to production activity-(i) Produc
tion only within the United States or 
only within foreign countries-

(A) Source of income. For purposes of 
this section, production activity means 
an activity that creates, fabricates, 
manufactures, extracts, processes, cures, 
or ages inventory. See § 1.864-1. Sub
ject to the provisions in § 1.1502-13 or 
paragraph (g)(2)(ii) of this section, the 
only production activities that are taken 
into account for purposes of §§ 1.863-
1, 1.863-2, and this section are those 
conducted directly by the taxpayer. 
Where the taxpayer's production assets 
are located only within the United States 
or only outside the United States, the 
income attributable to production activ
ity is sourced where the taxpayer's 
production assets are located. For rules 
regarding the source of income when 
production assets are located both within 
the United States and without the United 
States, see paragraph (c)(1 )(ii) of this 
section. 

(B) Definition of production assets. 
Subject to the provisions of § 1.1502-13 
and paragraph (g)(2)(ii) of this section, 
production assets include only tangible 
and intangible assets owned directly by 
the taxpayer that are directly used by the 
taxpayer to produce inventory described 
in paragraph (a) of this section. Produc
tion assets do not include assets that are 
not directly used to produce inventory 
described in paragraph (a) of this sec
tion. Thus, production assets do not 
include such assets as accounts receiv
ables, intangibles not related to produc
tion of inventory (e.g., marketing intan
gibles, including trademarks and 
customer lists), transportation assets, 
warehouses, the inventory itself, raw 
materials, or work-in-process. In addi
tion, production assets do not include 
cash or other liquid assets (including 
working capital), investment assets, pre
paid expenses, or stock of a subsidiary. 

(C) Location of production assets. 
For purposes of this section, a tangible 
production asset will be considered lo
cated where the asset is physically lo
cated. An intangible production asset 
will be considered located where the 
tangible production assets owned by the 
taxpayer to which it relates are located. 

(ii) Production both within the United 
States and within foreign countries
(A) Source of income. Where the tax
payer's production assets are located 
both within and without the United 
States, income from sources without the 
United States will be determined by 
multiplying the income attributable to 
the taxpayer's production activity by a 
fraction, the numerator of which is the 
average adjusted basis of production 

assets that are located outside the United 
States and the denominator of which is 
the average adjusted basis of all produc
tion assets within and without the 
United States. The remammg income is 
treated as from sources within the 
United States. 

(B) Adjusted basis of production as
sets. For purposes of paragraph 
(c)(l)(ii)(A) of this section, the adjusted 
basis of an asset is determined under 
section 1011. The average adjusted basis 
is computed by averaging the adjusted 
basis of the asset at the beginning and 
end of the taxable year, unless by reason 
of material changes during the taxable 
year such average does not fairly repre
sent the average for such year. In this 
event, the average adjusted basis will be 
determined upon a more appropriate 
basis. If production assets are used to 
produce inventory sold in Section 863 
Sales and are also used to produce other 
property during the taxable year, the 
portion of its adjusted basis that is 
included in the fraction described in 
paragraph (c)(1 )(ii)(A) of this section 
will be determined under any method 
that reasonably reflects the portion of 
the assets that produces inventory sold 
in Section 863 Sales. For example, the 
portion of such an asset that is included 
in the formula may be determined by 
multiplying the asset's average adjusted 
basis by a fraction, the numerator of 
which is the gross receipts from sales of 
inventory from Section 863 Sales pro
duced by the asset, and the denominator 
of which is the gross receipts from all 
property produced by that asset. 

(iii) Anti-abuse rule. The purpose of 
this paragraph (c)(1) is to attribute the 
source of the taxpayer's production in
come to the location of the taxpayer's 
production activity. Therefore, if the 
taxpayer has entered into or structured 
one or more transactions with a princi
pal purpose of reducing its U.S. tax 
liability by manipulating the formula 
described in paragraph (c)(1 )(ii)(A) of 
this section in a manner inconsistent 
with the purpose of this paragraph 
(c)(l), the District Director may make 
appropriate adjustments so that the 
source of the taxpayer's income from 
production activity more clearly reflects 
the source of that income. 

(iv) Examples. The following ex
amples illustrate the rules of this para
graph (c)(1): 

Example 1. Source of produCfion income. (i) A. 
a U.S. corporation. produces widgets that are sold 
both within the United States and within a foreign 
country. The initial manufacture of all widgets 
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occurs in the United States. The second stage of 
production of widgets that are sold within a 
foreign country is completed within the country of 
sale. A's U.S. plant and machinery which is 
involved in the initial manufacture of the widgets 
has an average adjusted basis of $200. A also 
owns warehouses used to store work-in-process. A 
owns foreign equipment with an average adjusted 
basis of $25. A's gross receipts from all sales of 
widgets is $100, and its gross receipts from export 
sales of widgets is $25. Assume that apportioning 
average adjusted basis using gross receipts is 
reasonable. Assume A's cost of goods sold from 
the sale of widgets in the foreign countries is $13 
and thus, its gross income from widgets sold in 
foreign countries is $12. A uses the 50/50 method 
to divide its gross income between production 
activity and sales activity. 

(ii) A determines its production gross income 
from sources without the United States by multi
plying one-half of A's $12 of gross income from 
sales of widgets in foreign countries, or $6, by a 
fraction, the numerator of which is all relevant 
foreign production assets, or $25, and the denomi
nator of which is all relevant production assets, or 
$75 ($25 foreign assets + ($200 U.S. assets X $25 
gross receipts from export salesl$IOO gross re
ceipts from all sales)). Therefore, A's gross pro
duction income from sources without the United 
States is $2 ($6 X ($25/$75). 

Example 2. Location of intangible property. 
Assume the same facts as Example 1, except that 
A employs a patented process that applies only to 
the initial production of widgets. In computing the 
formula used to determine the source of income 
from production activity, A's patent, if it has an 
average adjusted basis, would be located in the 
United States. 

Example 3. Anti-abuse rule. (i) Assume the 
same facts as Example 1. A sells its U.S. assets to 
B, an unrelated U.S. corporation, with a principal 
purpose of reducing its U.S. tax liability by 
manipulating the property fraction. A then leases 
these assets from B. After this transaction, under 
the general rule of paragraph (c)(l )(ii) of this 
section, all of A's production income would be 
considered from sources without the United States, 
because all of A's relevant production assets are 
located within a foreign country. Since the leased 
property is not owned by the taxpayer, it is not 
included in the fraction. 

(ii) Because A has entered into a transaction 
with a principal purpose of reducing its U.S. tax 
liability by manipulating the formula described in 
paragraph (c)(l )(ii)(A) of this section, A's income 
must be adjusted to more clearly reflect the source 
of that income. In this case, the District Director 
may redetermine the source of A's production 
income by ignoring the sale-leaseback transac
tions. 

(2) Income attributable to sales activ
ity. The source of the taxpayer's income 
that is attributable to sales activity will 
be determined under the provisions of 
§ 1.861-7(c). However, notwithstanding 
any other provision, for purposes of 
section 863, the place of sale will be 
presumed to be the United States if 
personal property is wholly produced in 
the United States and the property is 
sold for use, consumption, or disposition 
in the United States. See § 1.864-
6(b)(3)(ii) to determine the country of 
use, consumption, or disposition. Also, 
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in applying this paragraph, property will 
be treated as wholly produced in the 
United States if it is subject to no more 
than packaging, repackaging, labeling, 
or other minor assembly operations out
side the United States, within the mean
ing of § 1.954-3(a)(4)(iii)(property 
manufactured or produced by a con
trolled foreign corporation). 

(d) Determination of source of tax
able income. Once the source of gross 
income has been determined under para
graph (c) of this section, the taxpayer 
must properly allocate and apportion 
separately under §§ 1.861-8 through 
1.861-14T the amounts of its expenses, 
losses, and other deductions to its re
spective amounts of gross income from 
Section 863 Sales determined separately 
under each method described in para
graph (b) of this section. In addition, if 
the taxpayer deducts expenses for re
search and development under section 
174 that may be attributed to its Section 
863 Sales under § 1.861-8(e)(3), the 
taxpayer must separately allocate or ap
portion expenses, losses, and other de
ductions to its respective amounts of 
gross income from each relevant product 
category that the taxpayer uses in apply
ing the rules of § 1.861-8( e )(3 )(i)(A). 
In the case of gross income from Sec
tion 863 Sales determined under the IFP 
method or the books and records 
method, the rules of §§ 1.861-8 through 
1.861-14T must apply to properly allo
cate or apportion amounts of expenses, 
losses and other deductions allocated 
and apportioned to such gross income 
between gross income from sources 
within and without the United States. In 
the case of gross income from Section 
863 Sales determined under the 50/50 
method, the amounts of expenses, 
losses, and other deductions allocated 
and apportioned to such gross income 
must be apportioned between sources 
within and without the United States pro 
rata based on the relative amounts of 
gross income from sources within and 
without the United States determined 
under the 50/50 method. Research and 
experimental expenditures qualifying un
der § 1.861-17 are allocated under that 
section, and are not allocated and appor
tioned pro rata under the 50/50 method. 

(e) Election and reporting rules
(1) Elections under paragraph (b) of 
this section. If a taxpayer does not elect 
a method specified in paragraph (b )(2) 
or (3) of this section, the taxpayer must 
apply the method specified in paragraph 
(b)( 1) of this section. The taxpayer may 
elect to apply the method specified in 

paragraph (b)(2) of this section by using 
the method on a timely filed original 
return (including extensions). A taxpayer 
may elect to apply the method specified 
in paragraph (b)(3) of this section by 
using the method on a timely filed 
original return (including extensions), 
but only if the taxpayer has received 
permission from the District Director to 
apply that method. Once a method under 
paragraph (b) of this section has been 
used, that method must be used in later 
taxable years unless the Commissioner 
consents to a change. However, if a 
taxpayer elects to change to or from the 
method specified in paragraph (b)(3) of 
this section, the taxpayer must obtain 
permission from the District Director 
instead of the Commissioner. Permission 
to change methods from one year to 
another year will not be withheld unless 
the change would result in a substantial 
distortion of the source of the taxpayer's 
income. 

(2) Disclosure on tax return. A tax
payer who uses one of the methods 
described in paragraph (b) of this sec
tion must fully explain in a statement 
attached to the return the methodology 
used, the circumstances justifying use of 
that methodology, the extent that sales 
are aggregated, and the amount of in
come so allocated. 

(f) Income partly from sources within 
a possession of the United States. Tax
payers with income partly from sources 
within a possession of the United States 
must apply the rules of § 1.863-3A(c). 

(g) Special rules for partnerships
(1) General rule. For purposes of 
§ 1.863-1 and this section, a taxpayer's 
production or sales activity does not 
include production and sales activities 
conducted by a partnership of which the 
taxpayer is a partner either directly or 
through one or more partnerships, ex
cept as otherwise provided in paragraph 
(g)(2) of this section. 

(2) Exceptions-(i) In general. For 
purposes of determining the source of 
the partner's distributive share of part
nership income or determining the 
source of the partner's income from the 
sale of inventory property which the 
partnership distributes to the partner in 
kind, the partner's production or sales 
activity includes an activity conducted 
by the partnership. In addition, the pro
duction activity of a partnership includes 
the production activity of a taxpayer that 
is a partner either directly or through 
one or more partnerships, to the extent 
that the partner's production activity is 
related to inventory that the partner 



contributes to the partnership in a trans
action described under section 721. 

(ii) Attribution of production assets to 
or from a partnership. A partner will be 
treated as owning its proportionate share 
of the partnership's production assets 
only to the extent that, under paragraph 
(g)(2)(i) of this section, the partner's 
activity includes production activity con
ducted through a partnership. A partner's 
share of partnership assets will be deter
mined by reference to the partner's dis
tributive share of partnership income for 
the year attributable to such production 
assets. Similarly, to the extent a partner
ship's activities include the production 
activities of a partner, the partnership 
will be treated as owning the partner's 
production assets related to the inventory 
that is contributed in kind to the partner
ship. See paragraph (c)(l)(ii)(B) of this 
section for rules apportioning the basis 
of assets to Section 863 Sales. 

(iii) Basis. For purposes of this sec
tion, in those cases where the partner is 
treated as owning its proportionate share 
of the partnership's production assets, 
the partner's basis in production assets 
held through a partnership shall be de
termined by reference to the partner
ship's adjusted basis in its assets (in
cluding a partner's special basis 
adjustment, if any, under section 743). 
Similarly, a partnership's basis in a 
partner's production assets is determined 
with reference to the partner's adjusted 
basis in its assets. 

(iv) Separate application of methods. 
If, under paragraph (g)(2) of this sec
tion, a partner is treated as conducting 
the activity of a partnership, and is 
treated as owning its proportionate share 
of a partnership's production assets, a 
partner must apply the method it has 
elected under paragraph (b) of this sec
tion separately to Section 863 Sales 
described in this paragraph (g) and all 
other Section 863 Sales. 

(3) Examples. The following ex
amples illustrate the rules of this para
graph (g): 

Ewmple I. Distrihutive shart of partnership 
income. A. a U.S. corporation. forms a partnership 
in the United States with B. a country X corpora
tion. A and B each have a 50 percent interest in 
the income, gains, losses, deductions and credits 
of the partnership. The partnership is engaged in 
the manufacture and sale of widgets. The widgets 
are manufactured in the partnership's plant located 
in the United States and are sold by the partner
ship outside the United States. The partnership 
owns the manufacturing facility and all other 
production assets used to produce the widgets. A's 
distributive share of partnership income includes 
50 percent of the sales income from these sales. In 

applying the rules of section 863 to determine the 
source of its distributive share of partnership 
income from the export sales of widgets, A is 
treated as carrying on the activity of the partner
ship related to production of these widgets and as 
owning a proportionate share of the partnership's 
assets related to production of the widgets, based 
upon its distributive share of partnership income. 

Example 2. Distriblllion ill kind. Assume the 
same facts as in Example 1 except that the 
partnership, instead of selling the widgets, distrib
utes the widgets to A and B. A then further 
processes the widgets and then sells them outside 
the United States. In determining the source of the 
income earned by A on the sales outside the 
United States, A is treated as conducting the 
activities of the partnership related to production 
of the distributed widgets. Thus, the source of 
gross income on the sale of the widgets is 
determined under section 863 and these regula
tions. A applies the 50/50 method described in 
paragraph (b)(I) of this section to determine the 
source of income from the sales. In applying 
paragraph (c)( I) of this section, A is treated as 
owning its proportionate share of the partnership's 
production assets based upon its distributive share 
of partnership income. 

(h) Effective dates. The rules of this 
section apply to taxable years beginning 
after December 30, 1996. However, tax
payers may apply these regulations for 
taxable years beginning after July II, 
1995, and on or before December 30, 
1996. For years beginning before De
cember 30, 1996, see §§ 1.863-3A and 
1.863-3AT. 

Par. 7. Section 1.863-4 is amended by 
revising the section heading and para
graph (a) to read as follows: 

~ 1.863-4 Certain transportation ser
vices. 

(a) General. A taxpayer carrying on 
the business of transportation service 
(other than an activity giving rise to 
transportation income described in sec
tion 863(c) or to income subject to other 
specific provisions of this title) between 
points in the United States and points 
outside the United States derives income 
partly from sources within and partly 
from sources without the United States. 

* 

§ 1.863-5 [Removed] 

Par. 8. Section 1.863-5 is removed. 

PART 602-0MB CONTROL NUM
BERS UNDER THE PAPERWORK 
REDUCTION ACT 

Par. 9. The authority citation for part 
602 continues to read as follows: 

Authority: 26 U.S.c. 7805. 
Par. 10. In § 602.101, paragraph (c) 

is amended by adding entries for 
1.863-1 and 1.863-3A, and revising the 
entry for 1.863-3 to read as follows: 

~ 602.101 OMB Control numhers. 

(c) * * * 
CFR part or section 
where identified and 
described 

* * 
1.863-1 ............. . 
1.863-3 ............. . 

* * * 
1.863-3A ............ . 

* * * 

Current OMB 
control No. 

* * 
1545-1476 
1545-1476 

* * 
1545-0126 

* * 

Margaret Milner Richardson, 
Commissioner of Internal Revenue. 

Approved November 25, 1996. 

Donald C. Lubick, 
Acting Assistant Secretary 

of Tax Policy. 

(Filed by the Office of the Federal Register on 
November 27. 1996. 8:45 a.m .. and published in 
the issue of the Federal Register for November 29. 
1996. 61 ER. 6(540) 

Part II.-Nonresident Aliens and Foreign 

Corporations 

Subpart A.-Nonresident Alien Individuals 

Section 877.-Expatriation To 
Avoid Tax 

The Service is providing inflation adjustments 
for calendar year 1997 to amounts used to deter
mine whether a principal purpose of expatriation is 
to avoid tax. See Rev. Proc. 96-59. page 392. 

Part IV.-Domestic International Sale 

Corporations 

Subpart B.-Treatment of DistributIons to 

Shareholders 

Section 995.-Taxation of DISC 
Income to Shareholders 

1996 base period T-bill rate. The 
"base period T-bill rate" for the period 
ending September 30, 1996, is pub
lished, as required by section 995(f)(4) 
of the Code. 

Rev. Rul. 96-55 

Section 995(0(1) of the Internal Rev
enue Code provides that a shareholder 
of a DISC shall pay interest each tax
able year in an amount equal to the 
product of the shareholder's DISC
related defen'ed tax liabIlIty for the year 
and the "base period T-bill rate." Under 
section 995(0(4). the ba~e period T-bill 
rate is the annual rate of mterest deter
mined by the Secretary to be equivalent 
to the average investment yield of 
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United States Treasury bills with maturi
ties of 52 weeks which were auctioned 
during the one-year period ending on 
September 30 of the calendar year end
ing 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, 1996, is 5.51 
percent. 

Pursuant to section 6622 of the Code, 
interest must be compounded daily. The 
table below provides factors for com
pounding the base period T-bill rate 
daily for any number of days in the 
shareholder's taxable year (including a 
52-53 week accounting period) for the 
1996 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» 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. Gen
erally, one would use the factor for 365 
days. One would use a different factor 
only if the shareholder's taxable year for 
which the interest charge being deter
mined 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; Rev. 
Rul. 87-129, 1987-2 C.B. 196; Rev. 
Rul. 88-94, 1988-2 C.B. 301; Rev. Rul. 
89-116, 1989-2 C.B. 197; Rev. Rul. 
90-96, 1990-2 C.B. 188; Rev. Rul. 
91-59, 1991-2 C.B. 347; Rev. Rul. 
92-98, 1992-2 C.B. 201; Rev. Rul. 
93-77, 1993-2 C.B. 253; Rev. Rul. 
94-68, 1994-2 C.B. 177: and Rev. Rul. 
95-77, 1995-2 C.B. 122. 

1996 ANNUAL RATE, 
COMPOUNDED DAILY 

5.51 PERCENT 
DAYS FACTOR 

1 .000150546 
2 .000301116 
3 .000451707 
4 .000602322 
5 .000752959 

6 .000903619 
7 .001054301 
8 .001205006 
9 .001355734 

10 .001506485 
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DAYS 

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 

56 
57 
58 
59 
60 

61 
62 

5.51 PERCENT 
FACTOR 

.001657258 

.001808054 

.001958873 

.002109714 

.002260578 

.002411465 

.002562374 

.002713306 

.002864261 

.003015239 

.003166239 

.003317263 

.003468308 

.003619377 

.003770468 

.003921582 

.004072719 

.004223879 

.004375061 

.004526266 

.004677494 

.004828745 

.004980018 

.005131314 

.005282633 

.005433975 

.005585340 

.005736727 

.005888137 

.006039570 

.006191025 

.006342504 

.006494005 

.006645529 

.006797076 

.006948646 

.007100239 

.007251854 

.007403492 

.007555153 

.007706837 

.007858544 

.008010273 

.008162026 

.008313801 

.008465599 

.008617420 

.008769263 

.008921130 

.009073020 

.009224932 

.009376867 

DAYS 

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 

111 
112 
113 
114 
115 

5.51 PERCENT 
FACTOR 

.009528825 

.009680806 

.009832810 

.009984837 

.010136886 

.010288959 

.010441054 

.010593173 

.010745314 

.010897478 

.011049665 

.011201875 

.011354108 

.011506364 

.011658642 

.011810944 

.011963268 

.012115616 

.012267986 

.012420380 

.012572796 

.012725235 

.012877697 

.013030183 

.013182691 

.013335222 

.013487776 

.013640353 

.013792953 

.013945576 

.014098222 

.014250890 

.014403582 

.014556297 

.014709035 

.014861796 

.015014580 

.015167387 

.015320216 

.015473069 

.015625945 

.015778844 

.015931766 

.016084711 

.016237679 

.016390670 

.016543684 

.016696721 

.016849781 

.017002864 

.017155970 

.017309099 

.017462252 



5.51 PERCENT 5.51 PERCENT 5.51 PERCENT 
DAYS FACTOR DAYS FACTOR DAYS FACTOR 

116 .017615427 171 .026075679 226 .034606268 
117 .017768625 172 .026230151 227 .034762024 
118 .017921847 173 .026384646 228 .034917804 
119 .018075091 174 .026539165 229 .035073607 
120 .018228359 175 .026693707 230 .035229433 

121 .018381650 176 .026848272 231 .035385284 
122 .018534963 177 .027002860 232 .035541157 
123 .018688300 178 .027157472 233 .035697054 
124 .018841660 179 .027312107 234 .035852975 
125 .018995043 180 .027466765 235 .036008919 

126 .019148449 181 .027621446 236 .036164886 
127 .019301878 182 .027776151 237 .036320877 
128 .019455331 183 .027930879 238 .036476891 
129 .019608806 184 .028085630 239 .036632929 
130 .019762304 185 .028240405 240 .036788991 

131 .019915826 186 .028395203 241 .036945076 
132 .020069371 187 .028550024 242 .037101184 
133 .020222939 188 .028704869 243 .037257316 
134 .020376529 189 .028859737 244 .037413471 
135 .020530144 190 .029014628 245 .037569650 

136 .020683781 191 .029169542 246 .037725853 
137 .020837441 192 .029324480 247 .037882079 
138 .020991124 193 .029479441 248 .038038328 
139 .021144831 194 .029634426 249 .038194601 
140 .021298561 195 .029789433 250 .038350898 

141 .021452314 196 .029944465 251 .038507218 
142 .021606090 197 .030099519 252 .038663561 
143 .021759889 198 .030254597 253 .038819928 
144 .021913711 199 .030409698 254 .038976319 
145 .022067557 200 .030564823 255 .039132733 

146 .022221425 201 .030719970 256 .039289171 
147 .022375317 202 .030875142 257 .039445632 
148 .022529232 203 .031030336 258 .039602117 
149 .022683170 204 .031185554 259 .039758625 
150 .022837132 205 .031340796 260 .039915157 

151 .022991116 206 .031496060 261 .040071713 
152 .023145124 207 .031651348 262 .040228292 
153 .023299155 208 .031806660 263 .040384895 
154 .023453209 209 .031961995 264 .040541521 
155 .023607286 210 .032117353 265 .040698171 

156 .023761386 211 .032272734 266 .040854844 
157 .023915510 212 .032428139 267 .041011541 
158 .024069657 213 .032583568 268 .041168262 
159 .024223827 214 .032739020 269 .041325006 
160 .024378020 215 .032894495 270 .041481774 

161 .024532237 216 .033049993 271 .041638565 
162 .024686476 217 .033205515 272 .041795380 
163 .024840739 218 .033361061 273 .041952219 
164 .024995025 219 .033516630 274 .042109081 
165 .025149335 220 .033672222 275 .042265967 

166 .025303667 221 .033827838 276 .042422876 
167 .025458023 222 .033983477 277 .042579809 
168 .025612402 223 .034139139 278 .042736766 
169 .025766804 224 .034294825 279 .042893746 
170 .025921230 225 .034450535 280 .043050750 
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DAYS 

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 

316 
317 
318 
319 
320 

321 
322 
323 
324 
325 

326 
327 
328 
329 
330 

331 
332 
333 
334 
335 

5.51 PERCENT 
FACTOR 

.043207778 

.043364829 

.043521904 

.043679002 

.043836125 

.043993270 

.044150440 

.044307633 

.044464850 

.044622090 

.044779354 

.044936642 

.045093954 

.045251289 

.045408648 

.045566030 

.045723437 

.045880867 

. 046038320 

.046195798 

.046353299 

.046510823 

.046668372 

.046825944 

.046983540 

.047141160 

.047298803 

.047456470 

.047614161 

.047771876 

.047929614 

.048087376 

.048245162 

.048402971 

.048560805 

.048718662 

.048876543 

.049034447 

.049192376 

.049350328 

.049508304 

.049666304 

.049824327 

.049982375 

.050140446 

. 050298541 

.050456659 

.050614802 

.050772968 

. 050931158 

.051089372 

.051247610 

.051405872 

.051564157 

.051722466 
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DAYS 

336 
337 
338 
339 
340 

341 
342 
343 
344 
345 

346 
347 
348 
349 
350 

351 
352 
353 
354 
355 

356 
357 
358 
359 
360 

361 
362 
363 
364 
365 

366 
367 
368 
369 
370 

371 

5.51 PERCENT 
FACTOR 

.051880799 

.052039156 

.052197537 

.052355942 

.052514370 

.052672822 

.052831299 

.052989799 

.053148322 

.053306870 

.053465442 

.053624037 

.053782657 

.053941300 

.054099967 

.054258658 

.054417373 

.054576112 

.054734874 

.054893661 

.055052471 

.055211306 

.055370164 

.055529046 

.055687953 

.055846883 

.056005837 

.056164815 

.056323816 

.056482842 

.056641892 

.056800966 

.056960063 

.057119185 

.057278330 

.057437500 

Subchapter O.-Galn or Loss on Disposition of 

Property 

Part I.-Determination of Amount of and 

Recognition of Gain or Loss 

Section IOOl.-Determination of 
Amount of and Recognition of Gain 
or Loss 

26 CFR 1.1001-3: Modifications of debt instru
ments . 

T.D.8675 

DEPARTMENT OF THE TREASURY 
Internal Revenue Service 
26 CFR Part I 

Modifications of Debt Instruments 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final regulations. 

SUMMARY: This document contains 
final regulations relating to the modifi
cation of debt instruments. The regula
tions govern when a modification is 
treated as an exchange of the original 
debt instrument for a modified instru
ment. The regulations provide needed 
guidance to issuers and holders of debt 
instruments. 

DATES: These regulations are effective 
September 24, 1996. 

For dates of applicability of these 
regulations, see § 1.1001-3(h). 

SUPPLEMENTARY INFORMATION: 

Background 

On December 2, 1992, proposed 
amendments to 26 CPR part 1 were 
published in the Federal Register (57 
FR 57034 [FI-31-92, 1992-2 C.B . 
683]) to provide guidance under 
§ 1.1001-3. The proposed regulations 
relate to the modification of debt instru
ments. On February 17, 1993, the IRS 
held a public hearing on the proposed 
regulations. In addition, the IRS re
ceived numerous written comments on 
the proposed regulations. The proposed 
regulations, with certain changes made 
in response to comments, are adopted in 
this Treasury decision as final regula
tions. The principal changes to the regu
lations, as well as the major comments 
and suggestions, are discussed below. 

Explanation of Provisions 

A. General 

The preamble to the proposed regula
tions states that the proposed regulations 
are intended to address the uncertainty 
concerning when the modification of a 
debt instrument results in a deemed 
exchange of the old debt instrument for 
a new instrument. Some of this uncer
tainty resulted from the possible impact 
of the decision of the Supreme Court in 
Cottage Savings Ass' n v. Commissioner, 
499 U.S. 554 (1991). The preamble 
invites comments with respect to 
whether it is desirable to provide rules 
for the modification of debt instruments 
as well as comments with respect to 
what those rules should be . 

Although the IRS received many 
comments on the proposed regulations, 
relatively few commentators addressed 
the question of whether regulations on 
the modification of debt instruments are 
desirable. A few commentators argued 



against the promulgation of regulations 
on this subject. A number of other 
commentators were supportive of the 
attempt to provide certainty through a 
series of specific rules. Some commen
tators suggested that the regulations 
adopt a facts and circumstances ap
proach with safe harbors under which 
certain modifications would not be 
treated as exchanges. In contrast, other 
commentators suggested using additional 
bright-line rules to provide more cer
tainty with respect to when a modifica
tion is, and is not, treated as an ex
change of the old debt instrument for a 
new instrument. Most commentators, 
however, limited their comments to the 
specific rules of the proposed regula
tions. 

The IRS and Treasury considered 
adopting a single, general rule instead of 
several detailed rules. That approach, 
while providing less guidance, would 
have the advantage of reducing com
plexity and avoiding anomalies that can 
result from bright- line rules (for ex
ample, different results for economically 
similar transactions). Nevertheless, after 
considering that approach the IRS and 
Treasury concluded that both taxpayers 
and the IRS would benefit from regula
tions specifically addressing the treat
ment of certain modifications. A debt 
modification that results in an exchange 
may have a variety of consequences, 
and parties contemplating a change to a 
debt instrument should be able to deter
mine whether that change will result in 
an exchange. 

Accordingly, the final regulations re
tain the basic structure of the proposed 
regulations. Thus, an alteration of the 
terms of a debt instrument is first tested 
to determine whether the alteration is a 
"modification." If there is a modifica
tion, the modification is then tested to 
determine whether it is a "significant 
modification." A significant modifica
tion results in an exchange of the origi
nal debt instrument for a modified in
strument that differs materially either in 
kind or in extent within the meaning of 
§ 1.1001-1 (a). 

Although the final regulations gener
ally follow the approach of the proposed 
regulations, certain rules have been 
added or modified to address a number 
of issues noted by commentators. For 
example, in one instance the final regu
lations provide a general rule with re
spect to a particular type of modification 
together with a safe harbor for certain 
changes that will not result in ex
changes. In other instances, the final 

regulations retain the bright-line ap
proach of the proposed regulations. The 
IRS and Treasury invite comments on 
the operation of the final regulations and 
will consider providing additional guid
ance as appropriate. 

B. Other instruments 

In the preamble to the proposed regu
lations, the IRS invites comments with 
respect to whether the regulations 
should be expanded to address modifica
tions of financial instruments other than 
debt instruments. In response, several 
commentators argued that a dealer's as
signment of its position in an interest 
rate swap contract or other notional 
principal contract should not result in an 
exchange under section 1001 for the 
nonassigning counterparty. In response 
to these comments, the IRS and Trea
sury are issuing proposed and temporary 
regulations that provide a special rule 
for dealer assignments of notional prin
cipal contracts. However, those tempo
rary and proposed regulations and these 
final regulations do not address whether 
particular instruments are debt instru
ments for Federal income tax purposes. 

With the exception of those temporary 
and proposed regulations, the final regu
lations have not been expanded to cover 
the modification of financial instruments 
other than debt instruments. The modifi
cation of other instruments is less com
mon than the modification of debt 
instruments, and the rules for modifica
tions of debt instruments would not 
necessarily work well or be appropriate 
in determining whether modifications of 
other instruments result in exchanges 
under section 1001. For equity instru
ments in particular, the IRS and Trea
sury believe that the application of cer
tain rules in these regulations would be 
inappropriate. Similarly, for contracts 
that are not debt instruments, the final 
regulations do not limit or otherwise 
affect the application of the "fundamen
tal change" concept articulated in Rev. 
Rul. 90-109 (1990-2 C.B. 191), in 
which the IRS concluded that the exer
cise by a life insurance policyholder of 
an option to change the insured under 
the policy changed "the fundamental 
substance" of the contract, and thus was 
a disposition under section 1001. 

e. Modifications 

The final regulations retain the gen
eral rule of the proposed regulations that 
a modification includes any alteration of 
a legal right or obligation of the issuer 
or holder. The final regulations, how-

ever, do not adopt the rule of the 
proposed regulations that a unilateral 
waiver of a right that does not rise to 
the level of a settlement of terms be
tween the parties is not a modification 
of the original instrument. Commenta
tors noted that it often is impossible to 
distinguish between a unilateral waiver 
of a right and a workout agreed to by 
the parties in which only the holder of 
the instrument makes meaningful con
cessions. Moreover, in the case of a 
prepayable debt instrument, the holder's 
waiver of rights may be an inducement 
to the obligor not to terminate the debt 
instrument. 

In defining when an alteration is a 
modification, the final regulations also 
generally retain the rule that a change in 
a term of a debt instrument that occurs 
by operation of the terms of a debt 
instrument is not a modification. A 
change may occur by operation of the 
terms of an instrument at a specified 
time, as a result of a contingency speci
fied in the instrument, or upon the 
exercise of an option provided for in the 
instrument to change a term. 

The final regulations limit the appli
cation of the rule for changes that occur 
by operation of the terms of a debt 
instrument in three respects. First, the 
final regulations retain the rule of the 
proposed regulations that any alteration 
that results in an instrument or property 
right that is not debt for federal income 
tax purposes is a modification, even if 
the alteration occurs by operation of the 
terms of the instrument (unless the alter
ation occurs pursuant to a holder's op
tion under the terms of the instrument to 
convert the instrument into equity of the 
issuer). Second, the final regulations 
also provide that any alteration that 
results in a substitution of a new obli
gor, the addition or deletion of a co
obligor, or a change in the recourse 
nature of an instrument is a modifica
tion. The IRS and Treasury believe that 
these changes may be so fundamental 
that they should be considered modifica
tions even if they occur by operation of 
the terms of an instrument. Thus, these 
modifications always must be tested for 
significance to determine whether they 
result in exchanges. 

Third, the final regulations provide 
that alterations resulting from the exer
cise of either of two categories of 
options are modifications. These two 
categories of options are (i) those that 
are not unilateral (defined essentially in 
the same manner as in the proposed 
regulations) and (ii) holder options the 
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exercise of which results in a deferral or 
a reduction in any scheduled payment of 
interest or principal. Because alterations 
resulting from the exercise of such op
tions typically involve either negotia
tions between an issuer and holder or a 
workout, the IRS and Treasury believe it 
is appropriate to treat them as modifica
tions and test for significance. In this 
regard, the rule for holder options result
ing in deferrals or reductions of pay
ments addresses more specifically the 
concerns underlying the proposed regu
lations' rule discussed above regarding 
unilateral waivers that rise to the level 
of a settlement of the terms. 

Many commentators argued that the 
proposed regulations are overly restric
tive in recognizing only temporary non
performance by the issuer and tempo
rary waivers of default rights by holders 
as not being modifications. In particular, 
commentators expressed concern about 
an example in the proposed regulations 
that illustrates the temporary waiver rule 
with a situation in which the waiver is 
only for a 3-month period. The IRS and 
Treasury recognize that parties may 
need a period of time to modify the 
terms of a debt instrument following an 
issuer's default and that a holder's 
waiver or nonenforcement of default 
rights may not itself evidence an agree
ment with respect to new terms. 

The final regulations respond to these 
comments in two respects. First, the 
regulations provide that nonperformance 
by the issuer is not, in and of itself, a 
modification. Second, the regulations 
provide a limited exception to the rule 
that a waiver of rights is a modification. 
Under this exception, absent an actual 
written or oral agreement by the issuer 
and the holder to alter other terms of the 
instrument, an agreement by the holder 
to stay collection or temporarily waive 
an acceleration clause or similar default 
right is not a modification for a period 
of two years following the issuer's non
performance, or for a longer period 
(after the initial two-year period) during 
which the parties conduct good faith 
negotiations or during the pendency of 
bankruptcy proceedings. Once the par
ties agree to new terms, however, there 
is a modification of the instrument. 

As under the proposed regulations, a 
modification is tested when the parties 
agree to a change even if the change is 
not immediately effective, but the final 
regulations add exceptions for a change 
in a term that is agreed to by the parties 
but is subject to reasonable closing 
conditions or that occurs as a result of 
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bankruptcy proceedings. In these cases, 
a modification occurs on the date the 
change in the term becomes effective. 
Thus, if the conditions do not occur 
(and the change in the term does not 
become effective), a modification does 
not occur. 

D. Significant modifications 

The final regulations retain the struc
ture of the proposed regulations for 
determining whether a modification is 
significant, but change a number of the 
specific rules for particular types of 
modifications. The final regulations also 
add a new general rule for types of 
modifications for which specific rules 
are not provided. Under this general rule 
(the general significance rule), a modifi
cation is significant if, based on all the 
facts and circumstances, the legal rights 
or obligations being changed and the 
degree to which they are being changed 
are economically significant. The gen
eral significance rule also applies to a 
type of modification for which specific 
rules are provided if the modification is 
effective upon the occurrence of a sub
stantial contingency. Moreover, the gen
eral significance rule will apply for 
certain types of modifications that are 
effective on a substantially deferred ba
sis. When testing a modification under 
the general significance rule, all modifi
cations made to the instrument (other 
than those for which specific bright-line 
rules are provided) are considered col
lectively. Thus, a series of related modi
fications, each of which independently is 
not significant under the general signifi
cance rule, may together constitute a 
significant modification. 

With the addition of the general sig
nificance rule, certain specific rules of 
the proposed regulations have not been 
included in the final regulations. For 
example, under the proposed regula
tions, whether the addition or deletion of 
a put or call right is a significant 
modification depends on the value of 
the put or call. The significance of an 
alteration of a put or call right depends 
on whether the alteration significantly 
affects the value of the right. The pro
posed regulations provide similar rules 
for the addition, deletion, or alteration 
of a conversion or exchange right. Un
der the proposed regulations, certain 
changes in the types of payments under 
a debt instrument (for example, a 
change from a fixed rate debt instrument 
to a variable rate or contingent payment 
debt instrument) are significant modifi
cations. These rules have not been in-

eluded in the final regulations because 
the general significance rule provides 
adequate guidance. 

For changes in the yield of a debt 
instrument, the final regulations provide 
that a change in yield is significant if 
the change exceeds the greater of 25 
basis points or five percent of the 
original yield on the instrument. This 
rule was modified in response to com
ments that a change of more than 25 
basis points should be permitted in the 
case of debt instruments issued with 
high interest rates. The final regulations 
also limit this change-of-yield bright
line rule to fixed rate and variable rate 
debt instruments. Because of the diffi
culties in developing appropriate mecha
nisms for measuring changes in the 
yield of other debt instruments (for 
example, contingent payment debt in
struments), the final regulations provide 
that the significance of changes in the 
yield of those other instruments is deter
mined under the general significance 
rule. The final regulations also incorpo
rate other technical changes to clarify 
the application of the change-in-yield 
rules. 

The final regulations do not adopt the 
suggestion of some commentators that a 
reduction in the principal amount of a 
debt instrument should not be consid
ered a modification. As under the pro
posed regulations, for purposes of deter
mmmg if there is a significant 
modification, the yield on the modified 
instrument is computed by reference to 
the adjusted issue price immediately 
before the modification. A reduction in 
principal reduces the total payments on 
the modified instrument and often re
sults in a significantly reduced yield on 
the instrument. Thus, these rules give 
the same weight to changes in the 
principal amount as to changes in the 
interest payments. The IRS and Treasury 
believe that the tax consequences of a 
change in the yield that results from a 
change in the amounts payable should 
not differ because of the characterization 
of the payments that are reduced as 
principal rather than interest. 

For changes in the timing of pay
ments (including any resulting change in 
the amount of payments), the proposed 
regulations contain a rule that an exten
sion of the final maturity of an instru
ment for the lesser of five years or 50 
percent of the original term of the 
instrument is not a significant modifica
tion. Any other change in the timing of 
payments is subject to two rules. Under 
the first rule, any material deferral of 



payments is a significant modification. 
Under the second rule, any change in 
terms designed to avoid the application 
of the rules for original issue discount is 
a significant modification. Commenta
tors objected to both of these rules 
because they do not provide bright-line 
rules for determining whether a modifi
cation is significant. In addition, the 
commentators argued that an example in 
the proposed regulations that concerns 
the deferral of interim payments is in
consistent with the rule for an extension 
of final maturity. 

The final regulations combine the 
rules for extensions of final maturity 
and other changes in the timing and/or 
amounts of payments. While adopting 
the material deferral rule generally, the 
final regulations also allow the deferral 
of payments within a safe-harbor period 
(the lesser of five years or 50 percent of 
the original term of the instrument) if 
the deferred amounts are unconditionally 
payable at the end of that period. The 
final regulations do not contain the rule 
that the Commissioner may treat any 
deferral of payments made with a prin
cipal purpose of avoiding the time value 
of money rules, including the rules for 
original issue discount, as a significant 
modification. The concerns addressed by 
this rule in the proposed regulations 
have been resolved in final regulations 
recently issued under section 1275. See 
§ 1.1275-2U). 

For a change in the obligor on an 
instrument, the final regulations retain 
the general rule in the proposed regula
tions that changing the obligor on a 
recourse debt instrument is significant. 
In addition to the exception for section 
381 (a) transactions in the proposed 
regulations, the final regulations include 
an exception for transactions in which 
the new obligor acquires substantially 
all of the assets of the original obligor. 
Each exception must meet two require
ments. First, other than the substitution 
of a new obligor, the transaction must 
not result in any alteration that would be 
a significant modification but for the 
fact that it occurs by operation of the 
terms of the instrument. Second, the 
transaction must not result in a change 
in payment expectations. The final regu
lations also provide that the substitution 
of a new obligor on a tax-exempt bond 
is not a significant modification if the 
new obligor is a related entity to the 
original obligor and the collateral secur
ing the instrument continues to include 
the original collateral. 

A change in payment expectations 
occurs if there is a substantial enhance
ment or impairment of the obligor's 
capacity to meet its payment obligations 
under the instrument and the enhance
ment or impairment results in a change 
to an adequate capacity from a specula
tive capacity or vice versa. There is no 
change in payment expectations, how
ever, if the obligor has at least an 
adequate capacity to meet its payment 
obligations both before and after the 
modification. 

The final regulations also apply the 
payment expectations test to determine 
whether the addition or deletion of a 
co-obligor is a significant modification. 
Similarly, the final regulations provide 
that whether certain other modifications 
are significant is determined by refer
ence to whether the modifications result 
in a change in payment expectations. 
Those modifications include (i) the re
lease, substitution, or addition of collat
eral as security for a recourse debt, (ii) 
the addition, deletion, or alteration of a 
guarantee or other credit enhancement, 
and (iii) a change in the priority of a 
debt instrument. As under the proposed 
regulations, a modification that releases, 
substitutes, or adds a substantial amount 
of collateral as security for a 
nonrecourse debt instrument is a signifi
cant modification. 

A number of commentators raised 
questions regarding the circumstances 
under which the modification of a debt 
instrument will require a determination 
of whether the modified instrument is 
debt or equity. Many expressed concern 
that a deterioration in the financial con
dition of the issuer between the date of 
original issuance and the date of the 
modification could lead to a determina
tion that the modified instrument is not 
debt for tax purposes. The final regula
tions address this concern by providing 
a rule that for purposes of this regula
tion, unless there is a substitution of a 
new obligor, any deterioration in the 
financial condition of the issuer is not 
considered in determining whether the 
modified instrument is properly charac
terized as debt. 

The final regulations also modify the 
rules pertaining to the significance of 
changes in the method under which 
payments are calculated. The proposed 
regulations provide that a modification 
is significant if it results in a change 
between the categories of fixed rate, 
variable rate, and contingent payment 
instruments or if it changes the currency 
in which payment under the debt instru-

ment is made. The Treasury and the IRS 
determined that such an approach was 
both too broad and too narrow (i.e., 
certain changes involving economically 
insignificant adjustments would be char
acterized as significant, while other 
more economically dramatic changes 
would not be characterized as signifi
cant). Accordingly, the final regulations 
do not provide any bright-line rules so 
that the significance of any change in 
the method under which payments are 
calculated is determined under the gen
eral significance rule. 

The final regulations adopt the rule of 
the proposed regulations that a change 
in the recourse nature of an instrument 
is a significant modification, but limit 
this specific rule to changes from sub
stantially all recourse to substantially all 
nonrecourse, or vice versa. If an instru
ment is not substantially all recourse or 
not substantially all nonrecourse either 
before or after a modification, the sig
nificance of the modification is deter
mined under the general significance 
rule. The final regulations also provide 
two exceptions. First, a modification 
that changes a recourse debt instrument 
to a nonrecourse debt instrument is not 
a significant modification if the instru
ment continues to be secured only by 
the original collateral and the modifica
tion does not result in a change in 
payment expectations. Second, a 
defeasance of a tax-exempt bond permit
ted by the terms of the instrument 
generally is not a significant modifica
tion. 

E. Rules of application 

The rules of application in the final 
regulations are similar to those in the 
proposed regulations. In general, the 
final regulations treat a series of 
changes of an instrument over time as a 
single change. To avoid the need to 
retain information for all modifications 
that affect yield over the life of the debt 
instrument, however, the final regula
tions add a rule that, for changes in the 
yield, modifications occurring more than 
five years earlier are disregarded. 

The final regulations do not adopt the 
suggestion of commentators that the 
rules in § 1.1001-3 should not apply to 
tax-exempt bonds. These commentators 
stated that, as a result of an intervening 
change in the Internal Revenue Code 
(Code) or regulations, a significant 
modification could result in bonds that 
were tax-exempt when issued ceasing to 
be tax-exempt bonds. Because many 
changes in the Code and regulations 
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have been made applicable to refunding 
bonds, it is appropriate that changes to 
outstanding tax-exempt bonds that are 
in substance, the equivalent of refund~ 
ings be treated as such. The IRS and 
Treasury believe that the standards used 
under § 1.1001-3 generally are appro
priate for this purpose. 

In response to other comments, a 
number of changes have been made to 
better coordinate the final regulations 
with municipal financing practices. The 
regulations clarify that state and local 
bonds (other than those financing con
duit loans) are treated as recourse obli
gations for purposes of determining 
whether a modification is significant. 
State and local bonds financing conduit 
loans are nonrecourse only if there is no 
recourse to either the actual issuer or the 
conduit borrower. In the case of bonds 
financing conduit loans, the final regula
tions clarify that the obligor of a tax
exempt bond is the entity that issues the 
bond and not the conduit borrower. The 
regulations note, however, that a trans
action between a holder of a tax-exempt 
bond and a conduit borrower may result 
in an indirect modification of the tax
exempt bond. 

F. Other matters 

The preamble to the proposed regula
tions indicates that Notice 88-130 
(1988-2 C.B. 543), which provides spe
cial rules for qualified tender bonds, will 
continue to apply. The final regulations 
continue this approach, and thus do not 
apply for purposes of determining 
whether tax-exempt bonds that are 
qualified tender bonds are reissued for 
purposes of sections 103 and 141 
through 150. The IRS and Treasury are 
reviewing the rules of Notice 88-130 
and intend to issue proposed regulations 
on this subject under section 150. When 
the final regulations are issued under 
section 150, the exclusion for qualified 
tender bonds in § 1.1001-3 will be 
revised or eliminated as appropriate. 

Also, as noted in the preamble to the 
proposed regulations, a modification of 
a debt instrument that results in an 
exchange under section 1001 does not 
determine if there has been an exchange 
or other disposition of an installment 
obligation under section 453B. Whether 
or not there has been an exchange or 
other disposition of an installment obli
gation is determined under the cases and 
rulings applicable to section 453B. Simi-
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larly, the fact that an alteration does not 
constitute a modification or a significant 
modification does not preclude other tax 
consequences. 

Simultaneously with the issuance of 
these final regulations, the IRS and 
Treasury are issuing temporary and pro
posed regulations under section 166. 
Those regulations allow taxpayers, in 
certain limited situations, to claim a 
deduction for a partially worthless debt 
when the terms of a debt instrument are 
modified. Commentators on the pro
posed regulations noted that section 166 
permits a deduction for a partially 
worthless debt only in the year that the 
taxpayer makes a partial charge-off for 
book accounting purposes. A significant 
modification of a debt instrument that 
has been partially charged off may result 
in the recognition of gain and an in
creased tax basis in the instrument. 
Because the book charge-off is not re
versed, however, the taxpayer cannot 
take another charge-off, and thus the 
taxpayer cannot meet the requirement 
for a deduction for a partially worthless 
debt under section 166. In this situation, 
the temporary and proposed regulations 
deem the charge-off to have occurred at 
the time of the significant modification 
if certain requirements are met. 

Effective Dates 

The final regulation applies to alter
ations of the terms of a debt instrument 
on or after September 24, 1996. Taxpay
ers, however, may rely on this section 
for alterations of the terms of a debt 
instrument after December 2, 1992, and 
before September 24, 1996. 

Special Analyses 

It has been determined that this Trea
sury decision is not a significant regula
tory action as defined in EO 12866. 
Therefore, a regulatory assessment is not 
required. It also has been determined 
that section 553(b) of the Administrative 
Procedure Act (5 U.S.c. chapter 5) and 
the Regulatory Flexibility Act (5 U.S.c. 
c.hapter 6) do not apply to these regula
tl~~S, and, therefore, a Regulatory Flex
IbilIty Analysis is not required. Pursuant 
to section 7805(D of the Internal Rev
enue Code, the notice of proposed 
rulemakmg preceding these regulations 
was submitted to the Small Business 
Administration for comment on its im
pact on small business. 

* * 

Adoption of Amendments to the Regula
tions 

Accordingly, 26 CFR part 1 is 
amended as follows: 

PART I-INCOME TAXES 
Paragraph 1. The authority citation for 

part 1 continues to read in part as 
follows: 

Authority: 26 U.S.c. 7805 * * * 
Par. 2. Section 1.1001-3 is added to 

read as follows: 

§ 1.1001-3 Modifications of debt in
struments. 

(a) Scope-(l) In general. This sec
tion provides rules for determining 
whether a modification of the terms of a 
debt instrument results in an exchange 
for purposes of § 1.100I-l(a). This sec
tion applies to any modification of a 
debt instrument, regardless of the form 
of the modification. For example, this 
section applies to an exchange of a new 
instrument for an existing debt instru
ment, or to an amendment of an existing 
debt instrument. This section also ap
plies to a modification of a debt instru
ment that the issuer and holder accom
plish indirectly through one or more 
transactions with third parties. This sec
tion, however, does not apply to ex
changes of debt instruments between 
holders. 

(2) Qualified tender bonds. This sec
tion does not apply for purposes of 
determining whether tax-exempt bonds 
that are qualified tender bonds are reis
sued for purposes of sections 103 and 
141 through 150. 

(b) General rule. For purposes of 
§ 1.1001-1 (a), a significant modifica
tion of a debt instrument, within the 
meaning of this section, results in an 
exchange of the original debt instrument 
for a modified instrument that differs 
materially either in kind or in extent. A 
modification that is not a significant 
modification is not an exchange for 
purposes of § 1.1001-1 (a). Paragraphs 
(c) and (d) of this section define the 
~erm m~dification and contain examples 
illustratmg the application of the rule. 
Paragraphs (e) and (D of this section 
provide rules for determining when a 
modification is a significant modifica
tion. Paragraph (g) of this section con
t~ins examples illustrating the applica
tlon of the rules in paragraphs ( e) and 
(D of this section. 

(c) Modification defined-(l) In gen
eral-(i) Alteration of terms. A modifi
cation means any alteration, including 



any deletion or addition, in whole or in 
part, of a legal right or obligation of the 
issuer or a holder of a debt instrument, 
whether the alteration is evidenced by 
an express agreement (oral or written), 
conduct of the parties, or otherwise. 

(ii) Alterations occurring by opera
tion of the terms of a debt instrument. 
Except as provided in paragraph (c)(2) 
of this section, an alteration of a legal 
right or obligation that occurs by opera
tion of the terms of a debt instrument is 
not a modification. An alteration that 
occurs by operation of the terms may 
occur automatically (for example, an 
annual resetting of the interest rate 
based on the value of an index or a 
specified increase in the interest rate if 
the value of the collateral declines from 
a specified level) or may occur as a 
result of the exercise of an option 
provided to an issuer or a holder to 
change a term of a debt instrument. 

(2) Exceptions. The alterations de
scribed in this paragraph (c)(2) are 
modifications, even if the alterations 
occur by operation of the terms of a 
debt instrument. 

(i) Change in obligor or nature of 
instrument. An alteration that results in 
the substitution of a new obligor, the 
addition or deletion of a co-obligor, or a 
change (in whole or in part) in the 
recourse nature of the instrument (from 
recourse to nonrecourse or from 
nonrecourse to recourse) is a modifica
tion. 

(ii) Property that is not debt. An 
alteration that results in an instrument or 
property right that is not debt for federal 
income tax purposes is a modification 
unless the alteration occurs pursuant to a 
holder's option under the terms of the 
instrument to convert the instrument into 
equity of the issuer (notwithstanding 
paragraph (c)(2)(iii) of this section). 

(iii) Certain alterations resulting from 
the exercise of an option. An alteration 
that results from the exercise of an 
option provided to an issuer or a holder 
to change a term of a debt instrument is 
a modification unless-

(A) The option is unilateral (as de
fined in paragraph (c)(3) of this sec
tion); and 

(B) In the case of an option exercis
able by a holder, the exercise of the 
option does not result in (or, in the case 
of a variable or contingent payment, is 
not reasonably expected to result in) a 
deferral of, or a reduction in, any sched
uled payment of interest or principal. 

(3) Unilateral option. For purposes of 
this section, an option is unilateral only 

if, under the terms of an instrument or 
under applicable law-

(i) There does not exist at the time 
the option is exercised, or as a result of 
the exercise, a right of the other party to 
alter or terminate the instrument or put 
the instrument to a person who is re
lated (within the meaning of section 
267(b) or section 707(b)(1» to the is
suer; 

(ii) The exercise of the option does 
not require the consent or approval of

(A) The other party; 
(B) A person who is related to that 

party (within the meaning of section 
267(b) or section 707(b)(1», whether or 
not that person is a party to the instru
ment; or 

(C) A court or arbitrator; and 
(iii) The exercise of the option does 

not require consideration (other than 
incidental costs and expenses relating to 
the exercise of the option), unless, on 
the issue date of the instrument, the 
consideration is a de minimis amount, a 
specified amount, or an amount that is 
based on a formula that uses objective 
financial information (as defined in 
§ 1.446-3(c)(4)(ii»/ 

(4) Failure to perform-(i) In gen
eral. The failure of an issuer to perform 
its obligations under a debt instrument is 
not itself an alteration of a legal right or 
obligation and is not a modification. 

(ii) Holder's temporary forbearance. 
Notwithstanding paragraph (c)(1) of this 
section, absent a written or oral agree
ment to alter other terms of the debt 
instrument, an agreement by the holder 
to stay collection or temporarily waive 
an acceleration clause or similar default 
right (including such a waiver following 
the exercise of a right to demand pay
ment in full) is not a modification 
unless and until the forbearance remains 
in effect for a period that exceeds-

(A) Two years following the issuer's 
initial failure to perform; and 

(B) Any additional period during 
which the parties conduct good faith 
negotiations or during which the issuer 
is in a title 11 or similar case (as 
defined in section 368(a)(3)(A». 

(5) Failure to exercise an option. If a 
party to a debt instrument has an option 
to change a term of an instrument, the 
failure of the party to exercise that 
option is not a modification. 

(6) Time of modification-(i) In gen
eral. Except as provided in this para
graph (c)(6), an agreement to change a 
term of a debt instrument is a modifica
tion at the time the issuer and holder 

enter into the agreement, even if the 
change in the term is not immediately 
effective. 

(ii) Closing conditions. If the parties 
condition a change in a term of a debt 
instrument on reasonable closing condi
tions (for example, shareholder, regula
tory, or senior creditor approval, or 
additional financing), a modification oc
curs on the closing date of the agree
ment. Thus, if the reasonable closing 
conditions do not occur so that the 
change in the term does not become 
effective, a modification does not occur. 

(iii) Bankruptcy proceedings. If a 
change in a term of a debt instrument 
occurs pursuant to a plan of reorganiza
tion in a title 11 or similar case (within 
the meaning of section 368(a)(3)(A», a 
modification occurs upon the effective 
date of the plan. Thus, unless the plan 
becomes effective, a modification does 
not occur. 

(d) Examples. The following ex
amples illustrate the provisions of para
graph (c) of this section: 

Example 1. Reset bond. A bond provides for the 
interest rate to be reset every 49 days through an 
auction by a remarketing agent. The reset of the 
interest rate occurs by operation of the terms of 
the bond and is not an alteration described in 
paragraph (c)(2) of this section. Thus, the reset of 
the interest rate is not a modification. 

Example 2. Obligation to maintain collateral. 
The original terms of a bond provide that the bond 
must be secured by a certain type of collateral 
having a specified value. The terms also require 
the issuer to substitute collateral if the value of the 
original collateral decreases. Any substitution of 
collateral that is required to maintain the value of 
the collateral occurs by operation of the terms of 
the bond and is not an alteration described in 
paragraph (c )(2) of this section. Thus, such a 
substitution of collateral is not a modification. 

Example 3. Alteration contingent on an act of a 
party. The original terms of a bond provide that 
the interest rate is 9 percent. The terms also 
provide that, if the issuer files an effective regis
tration statement covering the bonds with the 
Securities and Exchange Commission, the interest 
rate will decrease to 8 percent. If the issuer 
registers the bond, the resulting decrease in the 
interest rate occurs by operation of the terms of 
the bond and is not an alteration described in 
paragraph (c)(2) of this section. Thus, such a 
decrease in the interest rate is not a modification. 

Example 4. Substitution of a new obligor occur
ring by operation of the terms of the debt 
instrument. Under the original terms of a bond 
issued by a corporation, an acquirer of substan
tially all of the corporation's assets may assume 
the corporation's obligations under the bond. Sub
stantially all of the corporation's assets are ac
quired by another corporation and the acquiring 
corporation becomes the new obligor on the bond. 
Under paragraph (c)(2)(i) of this section, the 
substitution of a new obligor, even though it 
occurs by operation of the terms of the bond, is a 
modification. 

Example 5. Defeasance with release of cov
enants. (i) A corporation issues a 30-year, recourse 
bond. Under the terms of the bond, the corporation 
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may secure a release of the financial and restric
tive covenants by placing in trust government 
securities as collateral that will provide interest 
and principal payments sufficient to satisfy all 
scheduled payments on the bond. The corporation 
remains obligated for all payments. including the 
contribution of additional securities to the trust if 
necessary to provide sufficient amounts to satisfy 
the payment obligations. Under paragraph (c)(3) of 
this section. the option to defease the bond is a 
unilateral option. 

(ii) The alterations occur by operation of the 
terms of the debt instrument and are not described 
in paragraph (c)(2) of this section. Thus, such a 
release of the covenants is not a modification. 

Example 6. Legal defeasance. Under the terms 
of a recourse bond, the issuer may secure a release 
of the financial and restrictive covenants by plac
ing in trust government securities that will provide 
interest and principal payments sufficient to satisfy 
all scheduled payments on the bond. Upon the 
creation of the trust, the issuer is released from 
any recourse liability on the bond and has no 
obligation to contribute additional securities to the 
trust if the trust funds are not sufficient to satisfy 
the scheduled payments on the bond. The release 
of the issuer is an alteration described in para
graph (c)(2)(i) of this section, and thus is a 
modification. 

Example 7. Exercise of an option by a holder 
that reduces amounts payable. (i) A financial 
institution holds a residential mortgage. Under the 
original terms of the mortgage, the fmancial 
institution has an option to decrease the interest 
rate. The financial institution anticipates that, if 
market interest rates decline, it may exercise this 
option in lieu of the mortgagor refinancing with 
another lender. 

(ii) The financial institution exercises the option 
to reduce the interest rate. The exercise of the 
option results in a reduction in scheduled pay
ments and is an alteration described in paragraph 
(c)(2)(iii) of this section. Thus, the change in 
interest rate is a modification. 

Example 8. Conversion of adjustable rate to 
fixed rate mortgage. (i) The original terms of a 
mortgage prov ide for a variable interest rate, reset 
armually based on the value of an objective index. 
Under the terms of the mortgage, the mortgagor 
may, upon the payment of a fee equal to a 
specified percentage of the outstanding principal 
amount of the mortgage, convert to a fixed rate of 
interest as determined based on the value of a 
second objective index. The exercise of the option 
does not require the consent or approval of any 
person or create a right of the holder to alter the 
terms of, or to put, the instrument. 

(ii) Because the required consideration to exer
cise the option is a specified amount fixed on the 
issue date, the exercise of the option is unilateral 
as defined in paragraph (c)(3) of this section. The 
conversion to a fixed rate of interest is not an 
alteration described in paragraph (c)(2) of this 
section. Thus, the change in the type of interest 
rate occurs by operation of the terms of the 
instrument and is not a modification. 

Example 9. Holder's option to increase interest 
rate. (i) A corporation issues an 8-year note to a 
bank in exchange for cash. Under the terms of the 
note, the bank has the option to increase the rate 
of interest by a specified amount upon a certain 
decline in the corporation's credit rating. The 
bank's right to increase the interest rate is a 
unilateral option as described in paragraph (c)(3) 
of this section. 

(ii) The credit rating of the corporation declines 
below the specified level. The bank exercises its 
option to increase the rate of interest. The increase 
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in the rate of interest occurs by operation of the 
terms of the note and does not result in a deferral 
or a reduction in the scheduled payments or any 
other alteration described in paragraph (c )(2) of 
this section. Thus, the change in interest rate is not 
a modification. 

Example 10. Issuer's right to defer payment of 
interest. A corporation issues a 5-year note. Under 
the terms of the note, interest is payable armually 
at the rate of 10 percent. The corporation, how
ever, has an option to defer any payment of 
interest until maturity. For any payments that are 
deferred, interest will compound at a rate of 12 
percent. The exercise of the option, which results 
in the deferral of payments, does not result from 
the exercise of an option by the holder. The 
exercise of the option occurs by operation of the 
terms of the debt instrument and is not a modifica
tion. 

Example II. Holder's option to grant deferral of 
payment. (i) A corporation issues a 10-year note to 
a bank in exchange for cash. Interest on the note 
is payable semi-armually. Under the terms of the 
note, the bank may grant the corporation the right 
to defer all or part of the interest payments. For 
any payments that are deferred, interest will 
compound at a rate 150 basis points greater than 
the stated rate of interest. 

(ii) The corporation encounters financial diffi
culty and is unable to satisfy its obligations under 
the note. The bank exercises its option under the 
note and grants the corporation the right to defer 
payments. The exercise of the option results in a 
right of the corporation to defer scheduled pay
ments and, under paragraph (c)(3)(i) of this sec
tion, is not a unilateral option. Thus, the alteration 
is described in paragraph (c)(2)(iii) of this section 
and is a modification. 

Example 12. Alteration requiring consent. The 
original terms of a bond include a provision that 
the issuer may extend the maturity of the bond 
with the consent of the holder. Because any 
extension pursuant to this term requires the con
sent of both parties, such an extension does not 
occur by the exercise of a unilateral option (as 
defined in paragraph (c)(3) of this section) and is 
a modification. 

Example 13. Waiver of an acceleration clause. 
Under the terms of a bond, if the issuer fails to 
make a scheduled payment, the full principal 
amount of the bond is due and payable immedi
ately. Following the issuer's failure to make a 
scheduled payment, the holder temporarily waives 
its right to receive the full principal for a period 
ending one year from the date of the issuer's 
default to allow the issuer to obtain additional 
financial resources. Under paragraph (c)(4)(ii) of 
this section, the temporary waiver in this situation 
is not a modification. The result would be the 
same if the terms provided the holder with the 
right to demand the full principal amount upon the 
failure of the issuer to make a scheduled payment 
and, upon such a failure, the holder exercised that 
right and then waived the right to receive the 
payment for one year. 

(e) Significant modifications. Whether 
the modification of a debt instrument is 
a significant modification is determined 
under the rules of this paragraph (e). 
Paragraph (e)(1) of this section provides 
a general rule for determining the sig
nificance of modifications not otherwise 
addressed in this paragraph (e). Para
graphs (e)(2) through (6) of this section 
provide specific rules for determining 

the significance of certain types of 
modifications. Paragraph (f) of this sec
tion provides rules of application, in
cluding rules for modifications that are 
effective on a deferred basis or upon the 
occurrence of a contingency. 

(1) General rule. Except as otherwise 
provided in paragraphs (e)(2) through 
(e)(6) of this section, a modification is a 
significant modification only if, based 
on all facts and circumstances, the legal 
rights or obligations that are altered and 
the degree to which they are altered are 
economically significant. In making a 
determination under this paragraph 
(e)(l), all modifications to the debt 
instrument (other than modifications 
subject to paragraphs (e)(2) through (6) 
of this section) are considered collec
tively, so that a series of such modifica
tions may be significant when consid
ered together although each 
modification, if considered alone, would 
not be significant. 

(2) Change in yield-(i) Scope of 
rule. This paragraph (e)(2) applies to 
debt instruments that provide for only 
fixed payments, debt instruments with 
alternative payment schedules subject to 
§ 1.1272-1 (c), debt instruments that 
provide for a fixed yield subject to 
§ 1.1272-1 (d) (such as certain demand 
loans), and variable rate debt instru
ments. Whether a change in the yield of 
other debt instruments (for example, a 
contingent payment debt instrument) is a 
significant modification is determined 
under paragraph (e)(1) of this section. 

(ii) In general. A change in the yield 
of a debt instrument is a significant 
modification if the yield computed un
der paragraph (e)(2)(iii) of this section 
varies from the annual yield on the 
unmodified instrument (determined as of 
the date of the modification) by more 
than the greater of-

(A) Y4 of one percent (25 basis 
points); or 

(B) 5 percent of the annual yield of 
the unmodified instrument (.05 x annual 
yield). 

(iii) Yield of the modified instru
ment-(A) In general. The yield com
puted under this paragraph (e)(2)(iii) is 
the annual yield of a debt instrument 
with-

(l) an issue price equal to the ad
justed issue price of the unmodified 
instrument on the date of the modifica
tion (increased by any accrued but un
paid interest and decreased by any ac
crued bond issuance premium not yet 
taken into account, and increased or 
decreased, respectively, to reflect pay-



ments made to the issuer or to the 
holder as consideration for the modifica
tion); and 

(2) payments equal to the payments 
on the modified debt instrument from 
the date of the modification. 

(B) Prepayment penalty. For purposes 
of this paragraph (e)(2)(iii), a commer
cially reasonable prepayment penalty for 
a pro rata prepayment (as defined in 
§ 1.127S-2(f)) is not consideration for a 
modification of a debt instrument and is 
not taken into account in determining 
the yield of the modified instrument. 

(iv) Variable rate debt instruments. 
For purposes of this paragraph (e)(2), 
the annual yield of a variable rate debt 
instrument is the annual yield of the 
equivalent fixed rate debt instrument (as 
defined in § 1.127S-S(e» which is con
structed based on the terms of the 
instrument (either modified or unmodi
fied, whichever is applicable) as of the 
date of the modification. 

(3) Changes in timing of payments
(i) In general. A modification that 
changes the timing of payments (includ
ing any resulting change in the amount 
of payments) due under a debt instru
ment is a significant modification if it 
results in the material deferral of sched
uled payments. The deferral may occur 
either through an extension of the final 
maturity date of an instrument or 
through a deferral of payments due prior 
to maturity. The materiality of the defer
ral depends on all the facts and circum
stances, including the length of the 
deferral, the original term of the instru
ment, the amounts of the payments that 
are deferred, and the time period be
tween the modification and the actual 
deferral of payments. 

(ii) Safe-harbor period. The deferral 
of one or more scheduled payments 
within the safe-harbor period is not a 
material deferral if the deferred pay
ments are unconditionally payable no 
later than at the end of the safe-harbor 
period. The safe-harbor period begins on 
the original due date of the first sched
uled payment that is deferred and ex
tends for a period equal to the lesser of 
five years or SO percent of the original 
term of the instrument. For purposes of 
this paragraph (e)(3)(ii), the term of an 
instrument is determined without regard 
to any option to extend the original 
maturity and deferrals of de minimis 
payments are ignored. If the perio.d 
during which payments are deferred IS 

less than the full safe-harbor period, the 
unused portion of the period remains a 

safe-harbor period for any subsequent 
deferral of payments on the instrument. 

(4) Change in obligor or security
(i) Substitution of a new obligor on 
recourse debt instruments-(A) In gen
eral. Except as provided in paragraph 
(e)(4)(i)(B), (C), or (D) of this section, 
the substitution of a new obligor on a 
recourse debt instrument is a significant 
modification. 

(B) Section 38I(a) transaction. The 
substitution of a new obligor is not a 
significant modification if the acquiring 
corporation (within the meaning of sec
tion 381) becomes the new obligor 
pursuant to a transaction to which sec
tion 381 (a) applies, the transaction does 
not result in a change in payment expec
tations, and the transaction (other than a 
reorganization within the meaning of 
section 368(a)(1)(F» does not result in a 
significant alteration. 

(C) Certain asset acquisitions. The 
substitution of a new obligor is not a 
significant modification if the new obli
gor acquires substantially all of the 
assets of the original obligor, the trans
action does not result in a change in 
payment expectations, and the transac
tion does not result in a significant 
alteration. 

(D) Tax-exempt bonds. The substitu
tion of a new obligor on a tax-exempt 
bond is not a significant modification if 
the new obligor is a related entity to the 
original obligor as defined in section 
168(h)( 4)(A) and the collateral securing 
the instrument continues to include the 
original collateral. 

(E) Significant alteration. For pur
poses of this paragraph (e)(4), a signifi
cant alteration is an alteration that 
would be a significant modification but 
for the fact that the alteration occurs by 
operation of the terms of the instrument. 

(F) Section 338 election. For pur
poses of this section, an election under 
section 338 following a qualified stock 
purchase of an issuer's stock does not 
result in the substitution of a new 
obligor. 

(G) Bankruptcy proceedings. For pur
poses of this section, the filing of a 
petition in a title 11 or similar case (as 
defined in section 368(a)(3)(A» by itself 
does not result in the substitution of a 
new obligor. 

(ii) Substitution of a new obligor on 
nonrecourse debt instruments. The sub
stitution of a new obligor on a 
nonrecourse debt instrument is not a 
significant modification. 

(iii) Addition or deletion of co
obligor. The addition or deletion of a 

co-obligor on a debt instrument is a 
significant modification if the addition 
or deletion of the co-obligor results in a 
change in payment expectations. If the 
addition or deletion of a co-obligor is 
part of a transaction or series of related 
transactions that results in the substitu
tion of a new obligor, however, the 
transaction is treated as a substitution of 
a new obligor (and is tested under 
paragraph (e)(4)(i» of this section rather 
than as an addition or deletion of a 
co-obligor. 

(iv) Change in security or credit en
hancement-(A) Recourse debt instru
ments. A modification that releases, sub
stitutes, adds or otherwise alters the 
collateral for, a guarantee on, or other 
form of credit enhancement for a re
course debt instrument is a significant 
modification if the modification results 
in a change in payment expectations. 

(B) Nonrecourse debt instruments. A 
modification that releases, substitutes, 
adds or otherwise alters a substantial 
amount of the collateral for, a guarantee 
on, or other form of credit enhancement 
for a nonrecourse debt instrument is a 
significant modification. A substitution 
of collateral is not a significant modifi
cation, however, if the collateral is 
fungible or otherwise of a type where 
the particular units pledged are unimpor
tant (for example, government securities 
or financial instruments of a particular 
type and rating). In addition, the substi
tution of a similar commercially avail
able credit enhancement contract is not 
a significant modification, and an im
provement to the property securing a 
nonrecourse debt instrument does not 
result in a significant modification. 

(v) Change in priority of debt. A 
change in the priority of a debt instru
ment relative to other debt of the issuer 
is a significant modification if it results 
in a change in payment expectations. 

(vi) Change in payment expecta
tions-(A) In general. For purposes of 
this section, a change in payment expec
tations occurs if, as a result of a transac
tion-

(l) There is a substantial enhance
ment of the obligor's capacity to meet 
the payment obligations under a debt 
instrument and that capacity was prima
rily speculative prior to the modification 
and is adequate after the modification; 
or 

(2) There is a substantial impairment 
of the obligor's capacity to meet the 
payment obligations under a debt instru
ment and that capacity was adequate 
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prior to the modification and is prima
rily speculative after the modification. 

(B) Obligor's capacity. The obligor's 
capacity includes any source for pay
ment, including collateral, guarantees, or 
other credit enhancement. 

(5) Changes in the nature of a debt 
instrument-(i) Property that is not 
debt. A modification of a debt instru
ment that results in an instrument or 
property right that is not debt for federal 
income tax purposes is a significant 
modification. For purposes of this para
graph (e)(5)(i), any deterioration in the 
financial condition of the obligor be
tween the issue date of the unmodified 
instrument and the date of modification 
(as it relates to the obligor's ability to 
repay the debt) is not taken into account 
unless, in connection with the modifica
tion, there is a substitution of a new 
obligor or the addition or deletion of a 
co-obligor. 

(ii) Change in recourse nature-(A) 
In general. Except as provided in para
graph (e)(5)(ii)(B) of this section, a 
change in the nature of a debt instru
ment from recourse (or substantially all 
recourse) to nonrecourse (or substan
tially all nonrecourse) is a significant 
modification. Thus, for example, a legal 
defeasance of a debt instrument in 
which the issuer is released from all 
liability to make payments on the debt 
instrument (including an obligation to 
contribute additional securities to a trust 
if necessary to provide sufficient funds 
to meet all scheduled payments on the 
instrument) is a significant modification. 
Similarly, a change in the nature of the 
debt instrument from nonrecourse (or 
substantially all nonrecourse) to recourse 
(or substantially all recourse) is a sig
nificant modification. If an instrument is 
not substantially all recourse or not 
substantially all nonrecourse either be
fore or after a modification, the signifi
cance of the modification is determined 
under paragraph (e)( 1) of this section. 

(B) Exceptions-(l) Defeasance of 
tax-exempt bonds. A defeasance of a 
tax-exempt bond is not a significant 
modification even if the issuer is re
leased from any liability to make pay
ments under the instrument if the 
defeasance occurs by operation of the 
terms of the original bond and the issuer 
places in trust government securities or 
tax-exempt government bonds that are 
reasonably expected to provide interest 
and principal payments sufficient to sat
isfy the payment obligations under the 
bond. 
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(2) Original collateral. A modifica
tion that changes a recourse debt instru
ment to a nonrecourse debt instrument is 
not a significant modification if the 
instrument continues to be secured only 
by the original collateral and the modi~i
cation does not result in a change III 

payment expectations. For this purpose, 
if the original collateral is fungible or 
otherwise of a type where the particular 
units pledged are unimportant (for ex
ample, government securities or finan
cial instruments of a particular type and 
rating), replacement of some or all units 
of the original collateral with other units 
of the same or similar type and aggre
gate value is not considered a change in 
the original collateral. 

(6) Accounting or financial cov
enants. A modification that adds, de
letes, or alters customary accounting or 
financial covenants is not a significant 
modification. 

(f) Rules of application-( 1) Testing 
for significance-(A) In general. 
Whether a modification of any term is a 
significant modification is determined 
under each applicable rule in paragraphs 
(e)(2) through (6) of this section and, if 
not specifically addressed in those rules, 
under the general rule in paragraph 
(e)(1) of this section. For example, a 
deferral of payments that changes the 
yield of a fixed rate debt instrument 
must be tested under both paragraphs 
(e)(2) and (3) of this section. 

(B) Contingent modifications. If a 
modification described in paragraphs 
(e)(2) through (5) of this section is 
effective only upon the occurrence of a 
substantial contingency, whether or not 
the change is a significant modification 
is determined under paragraph (e)( 1) of 
this section rather than under paragraphs 
(e)(2) through (5) of this section. 

(C) Deferred modifications. If a 
modification described in paragraphs 
(e)(4) and (5) of this section is effective 
on a substantially deferred basis, 
whether or not the change is a signifi
cant modification is determined under 
paragraph (e)(1) of this section rather 
than under paragraphs (e)( 4) and (5) of 
this section. 

(2) Modifications that are not signifi
cant. If a rule in paragraphs (e)(2) 
through (4) of this section prescribes a 
degree of change in a term of a debt 
instrument that is a significant modifica
tion, a change of the same type but of a 
lesser degree is not a significant modifi
cation under that rule. For example, a 
20 basis point change in the yield of a 
fixed rate debt instrument is not a 

significant modification und~r p~agraph 
(e)(2) of this section. LikeWIse, If a rule 
in paragraph (e)(4) of this section. re
quires a change in payment .ex~e.ctatlOns 
for a modification to be sIgmfIcant, a 
modification of the same type that does 
not result in a change in payment expec
tations is not a significant modification 
under that rule. 

(3) Cumulative effect of modifica
tions. Two or more modifications of a 
debt instrument over any period of time 
constitute a significant modification if, 
had they been done as a single change, 
the change would have resulted in a 
significant modification under paragraph 
(e) of this section. Thus, for example, a 
series of changes in the maturity of a 
debt instrument constitutes a significant 
modification if, combined as a single 
change, the change would have resulted 
in a significant modification. The sig
nificant modification occurs at the time 
that the cumulative modification would 
be significant under paragraph (e) of 
this section. In testing for a change of 
yield under paragraph (e)(2) of this 
section, however, any prior modification 
occurring more than 5 years before the 
date of the modification being tested is 
disregarded. 

(4) Modifications of different terms. 
Modifications of different terms of a 
debt instrument, none of which sepa
rately would be a significant modifica
tion under paragraphs (e)(2) through (6) 
of this section, do not collectively con
stitute a significant modification. For 
example, a change in yield that is not a 
significant modification under paragraph 
(e)(2) of this section and a substitution 
of collateral that is not a significant 
modification under paragraph (e)(4)(iv) 
of this section do not together result in a 
significant modification. Although the 
significance of each modification is de
termined independently, in testing a par
ticular modification it is assumed that 
all other simultaneous modifications 
have already occurred. 

(5) Definitions. For purposes of this 
section: 

(i) Issuer and obligor are used inter
changeably and mean the issuer of a 
debt instrument or a successor obligor. 

(ii) Variable rate debt instrument and 
contingent payment debt instrument 
have the meanings given those terms in 
section 1275 and the regulations there
under. 

(iii) Tax-exempt bond means a state 
or local bond that satisfies the require
ments of section 103(a). 



(iv) Conduit loan and conduit bor
rower have the same meanings as in 
§ 1.1 SO-I (b). 

(6) Certain rules for tax-exempt 
bonds-(i) Conduit loans. For purposes 
of this section, the obligor of a tax
exempt bond is the entity that actually 
issues the bond and not a conduit bor
rower of bond proceeds. In determining 
whether there is a significant modifica
tion of a tax-exempt bond, however, 
transactions between holders of the tax
exempt bond and a borrower of a con
duit loan may be an indirect modifica
tion under paragraph (a)(l) of this 
section. For example, a payment by the 
holder of a tax-exempt bond to a con
duit borrower to waive a call right may 
result in an indirect modification of the 
tax-exempt bond by changing the yield 
on that bond. 

(ii) Recourse nature-(A) In general. 
For purposes of this section, a tax
exempt bond that does not finance a 
conduit loan is a recourse debt instru
ment. 

(B) Proceeds used for conduit loans. 
For purposes of this section, a tax
exempt bond that finances a conduit 
loan is a recourse debt instrument unless 
both the bond and the conduit loan are 
nonrecourse instruments. 

(C) Government securities as collat
eral. Notwithstanding paragraphs 
(f)(6)(ii)(A) and (B) of this section, for 
purposes of this section a tax-exempt 
bond that is secured only by a trust 
holding government securities or tax
exempt government bonds that are rea
sonably expected to provide interest and 
principal payments sufficient to satisfy 
the payment obligations under the bond 
is a nonrecourse instrument. 

(g) Examples. The following ex
amples illustrate the provisions of para
graphs (e) and (f) of this section: 

Example 1. Modijicution of call right. (i) Under 
the terms of a 30-year, fixed-rate bond, the issuer 
can call the bond for 102 percent of par at the end 
of ten years or for 101 percent of par at the end of 
20 years. At the end of the eighth year. the holder 
of the bond pays the issuer to waive the issuer's 
right to call the bond at the end of the tenth year. 
On the date of the modification, the issuer's credit 
rating is approximately the same as when the bond 
was issued, but market rates of interest have 
declined from that date. 

(ii) The holder's payment to the issuer changes 
the yield on the bond. Whether the change in yield 
is a significant modification depends on whether 
the yield on the modified bond varies from the 
yield on the original bond by more than the 
change in yield as described in paragraph (e)(2)(ii) 
of this section. 

(iii) If the change in yield is not a significant 
modification, the elimination of the issuer's call 
right must also be tested for significance. Because 

the specific rules of paragraphs (e)(2) through 
(e)(6) of this section do not address this modifica
tion, the significance of the modification must be 
determined under the general rule of paragraph 
(e)(I) of this section. 

Example 2. Extension of maturity and change in 
yield. (i) A zero-coupon bond has an original 
maturity of ten years. At the end of the fifth year, 
the parties agree to extend the maturity for a 
period of two years without increasing the stated 
redemption price at maturity (i.e., there are no 
additional payments due between the original and 
extended maturity dates, and the amount due at 
the extended maturity date is equal to the amount 
due at the original maturity date). 

(ii) The deferral of the scheduled payment at 
maturity is tested under paragraph (e)(3) of this 
section. The safe-harbor period under paragraph 
(e)(3)(ii) of this section starts with the date the 
payment that is being deferred is due. For this 
modification, the safe-harbor period starts on the 
original maturity date, and ends five years from 
this date. All payments deferred within this period 
are unconditionally payable before the end of the 
safe-harbor period. Thus, the deferral of the pay
ment at maturity for a period of two years is not a 
material deferral under the safe-harbor rule of 
paragraph (e)(3)(ii) of this section and thus is not 
a significant modification. 

(iii) Even though the extension of maturity is 
not a significant modification under paragraph 
(e)(3)(ii) of this section, the modification also 
decreases the yield of the bond. The change in 
yield must be tested under paragraph (e)(2) of this 
section. 

Example 3. Change in yield resulting from 
reduction of principal. (i) A debt instrument issued 
at par has an original maturity of ten years and 
provides for the payment of $100,000 at maturity 
with interest payments at the rate of 10 percent 
payable at the end of each year. At the end of the 
fifth year, and after the annual payment of interest, 
the issuer and holder agree to reduce the amount 
payable at maturity to $80,000. The annual interest 
rate remains at 10 percent but is payable on the 
reduced principal. 

(ii) In applying the change in yield rule of 
paragraph (e)(2) of this section, the yield of the 
instrument after the modification (measured from 
the date that the parties agree to the modification 
to its final maturity date) is computed using the 
adjusted issue price of $100,000. With four annual 
payments of $8,000, and a payment of $88,000 at 
maturity, the yield on the instrument after the 
modification for purposes of determining if there 
has been a significant modification under para
graph (e)(2)(i) of this section is 4.332 percent. 
Thus, the reduction in principal is a significant 
modification. 

Example 4. Deferral of scheduled interest pay
ments. (i) A 20-year debt instrument issued at par 
provides for the payment of $100,000 at maturity 
with annual interest payments at the rate of 10 
percent. At the beginning of the eleventh year, the 
issuer and holder agree to defer all remaining 
interest payments until maturity with compound
ing. The yield of the modified instrument remains 
at 10 percent. 

(ii) The safe-harbor period of paragraph 
(e)(3)(ii) of this section begins at the end of the 
eleventh year, when the interest payment for that 
year is deferred, and ends at the end of the 
sixteenth year. However, the payments deferred 
during this period are not unconditionally payable 
by the end of that 5-year period. Thus, the deferral 

of the interest payments is not within the safe
harbor period. 

(iii) This modification materially defers the 
payments due under the instrument and is a 
significant modification under paragraph (e)(3)(i) 
of this section. 

Example 5. Assumption of mortgage with in
crease in interest rate. (i) A recourse debt instru
ment with a 9 percent annual yield is secured by 
an office building. Under the terms of the instru
ment, a purchaser of the building may assume the 
debt and be substituted for the original obligor if 
the purchaser has a specified credit rating and if 
the interest rate on the instrument is increased by 
one-half percent (50 basis points). The building is 
sold, the purchaser assumes the debt, and the 
interest rate increases by 50 basis points. 

(ii) If the purchaser's acquisition of the building 
does not satisfy the requirements of paragraphs 
(e)(4)(i)(B) or (C) of this section, the substitution 
of the purchaser as the obligor is a significant 
modification under paragraph (e)(4)(i)(A) of this 
section. 

(iii) If the purchaser acquires substantially all of 
the assets of the original obligor, the assumption 
of the debt instrument will not result in a signifi
cant modification if there is not a change in 
payment expectations and the assumption does not 
result in a significant alteration. 

(iv) The change in the interest rate, if tested 
under the rules of paragraph (e )(2) of this section, 
would result in a significant modification. The 
change in interest rate that results from the 
transaction is a significant alteration. Thus, the 
transaction does not meet the requirements of 
paragraph (e)(4)(i)(C) of this section and is a 
significant modification under paragraph 
(e)(4)(i)(A) of this section. 

Example 6. Assumption of mortgage. (i) A 
recourse debt instrument is secured by a building. 
In connection with the sale of the building, the 
purchaser of the building assumes the debt and is 
substituted as the new obligor on the debt instru
ment. The purchaser does not acquire substantially 
all of the assets of the original obligor. 

(ii) The transaction does not satisfy any of the 
exceptions set forth in paragraph (e)(4)(i)(B) or 
(C) of this section. Thus, the substitution of the 
purchaser as the obligor is a significant modifica
tion under paragraph (e)(4)(i)(A) of this section. 

(iii) Section I 274(c)( 4), however, provides that 
if a debt instrument is assumed in connection with 
the sale or exchange of property, the assumption is 
not taken into account in determining if section 
127 4 applies to the debt instrument unless the 
terms and conditions of the debt instrument are 
modified in connection with the sale or exchange. 
Because the purchaser assumed the debt instru
ment in connection with the sale of property and 
the debt instrument was not otherwise modified, 
the debt instrument is not retested to determine 
whether it provides for adequate stated interest. 

Example 7. Substitution of a nell' obligor in 
section 381(a) transaction. (i) The interest rate on 
a 30-year debt instrument issued by a corporation 
provides for a variable rate of interest that is reset 
annually on June I st based on an objective index. 

(ii) In the tenth year. the issuer merges (in a 
transaction to which section 3R I (a) applie'i into 
another corporation that becomes the new obligor 
on the debt instrument. The merger occurs on June 
I st, at which time the interest rate is also reset by 
operation of the terms of the instrument. The new 
interest rate varies from the previous interest rate 
by more than the greater of 25 basis points and 5 
percent of the annual yield of the unmodified 
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instrument. The substitution of a new obligor does 

not result in a change in payment expectations. 

(iii) The substitution of the new obligor occurs 

in a section 381 (a) transaction and does not result 
in a change in payment expectations. Although the 

interest rate changed by more than the greater of 
25 basis points and 5 percent of the annual yield 

of the unmodified instrument, this alteration did 
not occur as a result of the transaction and is not a 
significant alteration under paragraph (e)(4)(i)(E) 

of this section. Thus, the substitution meets the 
requirements of paragraph (e)(4)(i)(B) of this 
section and is not a significant modification. 

Example 8. Substitution of credit enhancement 
contract. (i) Under the terms of a recourse debt 
instrument, the issuer's obligations are secured by 
a letter of credit from a specified bank. The debt 
instrument does not contain any provision allow
ing a substitution of a letter of credit from a 
different bank. The specified bank, however, en
counters financial difficulty and rating agencies 
lower its credit rating. The issuer and holder agree 
that the issuer will substitute a letter of credit from 
another bank with a higher credit rating. 

(ii) Under paragraph (e)(4)(iv)(A) of this sec
tion, the substitution of a different credit enhance
ment contract is not a significant modification of a 
recourse debt instrument unless the substitution 
results in a change in payment expectations. While 
the substitution of a new letter of credit by a bank 
with a higher credit rating does not itself result in 
a change in payment expectations, such a substitu
tion may result in a change in payment expecta
tions under certain circumstances (for example, if 
the obligor's capacity to meet payment obligations 
is dependent on the letter of credit and the 
substitution substantially enhances that capacity 
from primarily speCUlative to adequate). 

Example 9. Improvement to collateral securing 
nonrecourse debt. A parcel of land and its im
provements, a shopping center, secure a 
nonrecourse debt instrument. The obligor expands 
the shopping center with the construction of an 
additional building on the same parcel of land. 
After the construction, the improvements that 
secure the nonrecourse debt include the new 
building. The building is an improvement to the 
property securing the nonrecourse debt instrument 
and its inclusion in the collateral securing the debt 
is not a significant modification under paragraph 
(e)(4)(iv)(B) of this section. 

(h) Effective date. This section ap
plies to alterations of the terms of a debt 
instrument on or after September 24, 
1996. Taxpayers, however, may rely on 
this section for alterations of the terms 
of a debt instrument after December 2, 
1992, and before September 24, 1996. 

Margaret Milner Richardson, 
Commissioner of Internal Revenue. 

Approved: 

Leslie Samuels, 
Assistant Secretary of the Treasury. 

(Filed by the Office of the Federal Register on 
June 25. 1996, 8:45 a.m., and published in the 
issue of the Federal Register for June 26, 1996. 61 
F.R. 32(26) 
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Part ll.-Basls Rules of General Application 

Section l016.-Adjustments to 
Basis 

26 CFR 1.1016-3: Exhaustion. wear and tear, 
obsolescence. amorti~ation. and depletion for peri
ods since February 28. 1913. 

Reduction of basis for business use of an 
automobile under either the optional standard 
mileage rate method or a mileage allowance under 
a reimbursement or other expense allowance ar
rangement. See Rev. Proc. 96-63, page 420. 

Subchapter P.-Capital Gains and Losses 

Part IV.-Special Rules for Determining Capital 

Gains and Losses 

Section 1254.-Gain From 
Disposition of Interest in Oil, Gas, 
Geothermal, or Other Mineral 
Properties 

26 CFR 1.1254-4: Special rules for S corpora
tions and their shareholders. 

T.D.8684 

DEPARTMENT OF THE TREASURY 
Internal Revenue Service 
26 CFR Parts 1 and 602 

Treatment of Gain From the 
Disposition of Interest in Certain 
Natural Resource Recapture 
Property by S Corporations and 
Their Shareholders 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final regulations. 

SUMMARY: This document contains fi
nal regulations relating to the tax treat
ment by S corporations and their share
holders of gain from the disposition by 
an S corporation (and a corporation that 
was formerly an S corporation) of cer
tain natural resource recapture property 
(section 1254 property after enactment 
of the Tax Reform Act of 1986 and oil, 
gas, or geothermal property before en
actment of the Tax Reform Act of 
1986), and also rules relating to the 
disposition of stock in an S corporation 
that holds certain natural resource recap
ture property. Changes to the applicable 
tax law were made by the Tax Reform 
Act of 1986, and the Subchapter S 
Revision Act of 1982. The regulations 
provide the public with guidance in 
complying with the changed tax laws. 

EFFECTIVE DATE: October 10, 1996. 

SUPPLEMENTARY INFORMATION: 

Paperwork Reduction Act 

The collection of information con
tained in these final regulations has been 
reviewed and approved by the Office of 
Management and Budget in accordance 
with the Paperwork Reduction Act (44 
U.s.c. 3507) under control number 
1545-1493. This information is required 
by the IRS to establish that a portion of 
the gain recognized upon a sale or 
exchange of S corporation stock is not 
attributable to a shareholder's section 
1254 costs so as to qualify for the 
exception contained in § 1.1254-
4(c)(2)(i)(A). 

An agency may not conduct or spon
sor, and a person is not required to 
respond to, a collection of information 
unless the collection of information dis
plays a valid control number. 

The estimated annual burden per re
spondent varies from .5 hours to 1.5 
hours, depending on individual circum
stances, with an estimated average of I 
hour. 

Comments concerning the accuracy of 
this burden estimate and suggestions for 
reducing this burden should be sent to 
the Internal Revenue Service, Attn: 
IRS Reports Clearance Officer, T:FP, 
Washington, DC 20224, and to the Of
fice of Management and Budget, Attn: 
Desk Officer for the Department of the 
Treasury, Office of Information and 
Regulatory Affairs, Washington, DC 
20503. 

Books or records relating to this col
lection of information must be retained 
as long as their contents may become 
material in the administration of any 
internal revenue law. Generally, tax re
turns and tax return information are 
confidential, as required by 26 U.S.c. 
6103. 

Background 

On December 21, 1995, the IRS pub
lished in the Federal Register a notice 
of proposed rulemaking (60 FR 66238 
[PS-7-89, 1996-1 C.B. 847]) providing 
rules for applying the provisions of 
section 1254 to the disposition of natu
ral resource recapture property by an S 
corporation (and a corporation that was 
formerly an S corporation) and the dis
position of S corporation stock. No 
written comments responding to this 
notice were received. No public hearing 
was held because no hearing was re
quested. The proposed regulations are 
adopted without any substantive change 



by this Treasury decision. However, in 
the course of preparing the final regula
tions for publication, the IRS and Trea
sury Department have determined that 
§§ 1.1254-2 and 1.1254-3 are in need 
of minor technical clarifications. Ac
cordingly, §§ 1.1254-2 and 1.1254-3 
are clarified as discussed below. 

Clarification of §§ 1.1254-2 and 
1.1254-3 

Section 1.1254-2(d)(1) is amended to 
state that § 1.1254- 2( d)(1) is applied 
without regard to § 1.1254-1 (b)(2)(vii). 
This amendment clarifies that section 
1254 costs must be recaptured in a 
like-kind exchange or involuntary con
version that involves the acquisition of 
property that is not natural resource 
recapture property. The amendment 
makes clear that the treatment of like
kind exchanges and involuntary conver
sions involving natural resource recap
ture property is similar to the treatment 
of these transactions involving section 
1245 property. See §§ 1.1245-3(a)(3), 
1.1245-4(d)(l), 1.1245-4(d)(2), Ex
ample 2, and 1.1245-5(a)(2), Example. 

Section 1.1254-3(b)(l) provides that 
if natural resource recapture property is 
transferred in certain transactions the 
amount of section 1254 costs with re
spect to the property in the hands of the 
transferee equals the amount of section 
1254 costs with respect to the property 
in the hands of the transferor minus the 
amount of any gain taken into account 
as ordinary income under section 
1254(a)(l) by the transferor upon the 
disposition. The intent of this rule is that 
in these transactions the section 1254 
costs with respect to the property are to 
be transferred to the transferee but re
duced by any gain taken into account as 
ordinary income. However, in the case 
of an S corporation or partnership 
transferor, the section 1254 costs have 
generally been allocated among the 
shareholders or partners. Consequently, 
§ 1.1254-3(b)(I) is clarified to provide 
that in the case of an S corporation 
transferor the section 1254 costs include 
the section 1254 costs of the sharehold
ers minus any gain taken into account 
by the shareholders as ordinary income. 
A similar clarification is added for part
nership transferors. 

Similarly, § 1.1254-3(d) is clarified 
for like-kind exchanges and involuntary 
conversions to provide that in the case 
of an S corporation the section 1254 
costs include the section 1254 costs of 

the shareholders minus any gain taken 
into account by the shareholders as 
ordinary income. A similar clarification 
is added for a partnership. 

Effective Date 

Section 1.1254-4 applies to disposi
tions of natural resource recapture prop
erty by an S corporation (and a corpora
tion that was formerly an S corporation) 
and dispositions of S corporation stock 
occurring on or after October 10, 1996. 
The clarifications to §§ 1.1254-2 and 
1.1254-3 are effective for dispositions 
of property occurring on or after Octo
ber 10, 1996. 

Special Analyses 

It has been determined that this Trea
sury decision is not a significant regula
tory action as defined in EO 12866. 
Therefore, a regulatory assessment is not 
required. It also has been determined 
that section 553(b) of the Administrative 
Procedure Act (5 U.S.C. chapter 5) does 
not apply to these regulations, and be
cause the notice of proposed ru1emaking 
preceding the regulations was issued 
prior to March 29, 1996, the Regulatory 
Flexibility Act (5 U.S.c. chapter 6) does 
not apply. Pursuant to section 7805(f) of 
the Code, the notice of proposed 
rulemaking preceding these regulations 
was submitted to the Small Business 
Administration for comment on its im
pact on small business. 

* * * * * 

Amendments to the Regulations 

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

PART I-INCOME TAXES 

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

Authority: 26 U.S.c. 7805 * * * 
Section 1.1254-4 also issued under 26 
U.S.c. 1254(b). * * * 

Par. 2. Section 1.1254-0 is amended 
by revising the entry for § 1.1254-4 to 
read as follows: 

§ 1.1254-0 Table of contents for sec
tion 1254 recapture rules. 

* * * * * 

§ 1.1254-4 Special rules for S corpora
tions and their shareholders. 

(a) In general. 

(b) Determination of gain treated as 
ordinary income under section 1254 
upon a disposition of natural resource 
recapture property by an S corporation. 

(1) General rule. 
(2) Examples. 
(c) Character of gain recognized by a 

shareholder upon a sale or exchange of 
S corporation stock. 

(1) General rule. 
(2) Exceptions. 
(3) Examples. 
(d) Section 1254 costs of a share

holder. 
(e) Section 1254 costs of an acquir

ing shareholder after certain acquisi
tions. 

(1) Basis determined under section 
1012. 

(2) Basis determined under section 
1014(a). 

(3) Basis determined under section 
1014(b)(9). 

(4) Gifts and section 1041 transfers. 
(f) Special rules for a corporation that 

was formerly an S corporation or for
merly a C corporation. 

(1) Section 1254 costs of an S corpo
ration that was formerly a C corpora
tion. 

(2) Examples. 
(3) Section 1254 costs of a C corpo

ration that was formerly an S corpora
tion. 

(g) Determination of a shareholder's 
section 1254 costs upon certain stock 
transactions 

(1) Issuance of stock. 
(2) Natural resource recapture prop-

erty acquired in exchange for stock. 
(3) Treatment of nonvested stock. 
(4) Exception. 
(5) Aggregate of S corporation share

holders' section 1254 costs with respect 
to natural resource recapture property 
held by the S corporation 

(6) Examples. 

* * * 

Par. 3. Section 1.1254-2 is amended 
by revising paragraph (d)(I)(ii) to read 
as follows: 

§ 1.1254-2 Exceptiuns and limitations. 

* 

(d) * * * (I) * * * 
(ii) The fair market value of property 

acquired that is not natural resource 
recapture property (determined without 
regard to § 1.1254-I(b)(2)(vii)) and is 
not taken into account under paragraph 
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(d)(l)(i) of this section (that is, qualify
ing property under section 1031 or 1033 
that is not natural resource recapture 
property). 

* * * * * 
Par. 4. Section 1.1254-3 is amended 

by revIsmg paragraphs (b)(1 )(i), 
(b)(l)(ii), (d)(1)(i) and (d)(l)(ii) to read 
as follows: 

§ 1.1254-3 Section 1254 costs immedi
ately after certain acquisitions. 

* * * * * 
(b) * * * (1) * * * 
(i) The amount of section 1254 costs 

with respect to the natural resource 
recapture property in the hands of the 
transferor immediately before the dispo
sition (and in the case of an S corpora
tion or partnership transferor, the section 
1254 costs of the shareholders or part
ners with respect to the natural resource 
recapture property); minus 

(ii) The amount of any gain taken 
into account as ordinary income under 
section 1254( a)(l) by the transferor 
upon the disposition (and in the case of 
an S corporation or partnership 
transferor, any such gain taken into 
account as ordinary income by the 
shareholders or partners). 

* * * * * 
(d) * * * (1) * * * 
(i) The amount of section 1254 costs 

with respect to the natural resource 
recapture property disposed of (includ
ing the section 1254 costs of the share
holders of an S corporation or of the 
partners of a partnership with respect to 
the natural resource recapture property); 
minus 

(ii) The amount of any gain taken 
into account as ordinary income under 
section 1254( a)(l) by the transferor 
upon the disposition (and in the case of 
an S corporation or partnership 
transferor, any such gain taken into 
account as ordinary income by the 
shareholders or partners). 

* * * * * 
Par. 5. Section 1.1254-4 is amended 

by adding text to read as follows: 

§ 1.1254-4 Special rules for S corpora
tions and their shareholders. 

(a) In general. This section provides 
rules for applying the provisions of 
section 1254 to S corporations and their 
shareholders upon the disposition by an 
S corporation (and a corporation that 
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was formerly an S corporation) of natu
ral resource recapture property and upon 
the disposition by a shareholder of stock 
of an S corporation that holds natural 
resource recapture property. 

(b) Determination of gain treated as 
ordinary income under section 1254 
upon a disposition of natural resource 
recapture property by an S corpora
tion-(l) General rule. Upon a disposi
tion of natural resource recapture prop
erty by an S corporation, the amount of 
gain treated as ordinary income under 
section 1254 is determined at the share
holder level. Each shareholder must rec
ognize as ordinary income under section 
1254 the lesser of-

(i) The shareholder's section 1254 
costs with respect to the property dis
posed of; or 

(ii) The shareholder's share of the 
amount, if any, by which the amount 
realized on the sale, exchange, or invol
untary conversion, or the fair market 
value of the property upon any other 
disposition (including a distribution), ex
ceeds the adjusted basis of the property. 

(2) Examples. The following ex
amples illustrate the provisions of para
graph (b)( 1) of this section: 

Example 1. Disposition of natural resource 
recapture property other than oil and gas property. 
A and B are equal shareholders in X, an S 
corporation. On January I, 1997, X acquires for 
$90,000 an undeveloped mineral property, its sole 
property. During 1997, X expends and deducts 
$100,000 in developing the property. On January 
IS, 1998, X sells the property for $250,000 when 
X's basis in the property is $90,000. Thus, X 
recognizes gain of $160,000 on the sale. A and B's 
share of the $160,000 gain recognized is $80,000 
each. Each shareholder has $50,000 of section 
1254 costs with respect to the property. Under 
these circumstances, A and B each are required to 
recognize $50,000 of the $80,000 of gain on the 
sale of the property as ordinary income under 
section 1254. 

Example 2. Disposition of oil and gas property 
the adjusted basis of which is allocated to the 
shareholders under section 61 3A( c)(J 1). C and D 
are equal shareholders in Y, an S corporation. On 
January I, 1997, Y acquires for $150,000 an 
undeveloped oil and gas property, its sole property. 
During 1997, Y expends in developing the prop
erty $40,000 in intangible drilling costs which it 
elects to expense under section 263(c). On January 
15. 1998, Y sells the property for $200,000. C and 
D's share of the $200,000 amount realized on the 
sale is $100,000 each. C and D each have a basis 
of $75.000 in the property and $20,000 of section 
1254 costs with respect to the property. Under 
these circumstances, C and D each are required to 
recognize $20,000 of the $25,000 gain on the sale 
of the property as ordinary income under section 
1254. 

(c) Character of gain recognized by a 
shareholder upon a sale or exchange of 
S corporation stock-( I) General rule. 
Except as provided in paragraph (c)(2) 

of this section, if an S corporation 
shareholder recognizes gain upon a sale 
or exchange of stock in the S corpora
tion (determined without regard to sec
tion 1254), the gain is treated as ordi
nary income under section 1254 to the 
extent of the shareholder's section 1254 
costs (with respect to the shares sold or 
exchanged). 

(2) Exceptions-(i) Gain not attribut
able to section 1254 costs-(A) General 
rule. Paragraph (c)(1) of this section 
does not apply to any portion of the 
gain recognized on the sale or exchange 
of the stock that the taxpayer establishes 
is not attributable to section 1254 costs. 
The portion of the gain recognized that 
is not attributable to section 1254 costs 
is that portion of the gain recognized 
that exceeds the amount of ordinary 
income that the shareholder would have 
recognized under section 1254 (with 
respect to the shares sold or exchanged) 
if, immediately prior to the sale or 
exchange of the stock, the corporation 
had sold at fair market value all of the 
corporation's property the disposition of 
which would result in the recognition by 
the shareholder of ordinary income un
der section 1254. 

(B) Substantiation. To establish that a 
portion of the gain recognized is not 
attributable to a shareholder's section 
1254 costs so as to qualify for the 
exception contained in paragraph 
(c)(2)(i)(A) of this section, the share
holder must attach to the shareholder's 
tax return a statement detailing the 
shareholder's share of the fair market 
value and basis, and the shareholder's 
section 1254 costs, for each of the S 
corporation's natural resource recapture 
properties held immediately before the 
sale or exchange of stock. 

(ii) Transactions entered into as part 
of a plan to avoid recognition of ordi
nary income under section 1254. In the 
case of a contribution of property prior 
to a sale or exchange of stock pursuant 
to a plan a principal purpose of which is 
to avoid recognition of ordinary income 
under section 1254, paragraph (c)( 1) of 
this section does not apply. Instead, the 
amount recognized as ordinary income 
under section 1254 is the amount of 
ordinary income the selling or exchang
ing shareholder would have recognized 
under section 1254 (with respect to the 
shares sold or exchanged) had the S 
corporation sold its natural resource re
capture property the disposition of 
which would have resulted in the recog
nition of ordinary income under section 



1254. The amount recognized as ordi
nary income under the preceding sen
tence reduces the amount realized on the 
sale or exchange of the stock. This 
reduced amount realized is used in de
termining any gain or loss on the sale or 
exchange. 

(3) Examples. The following ex
amples illustrate the provisions of this 
paragraph (c): 

Example 1. Application of general rule upon a 
sale of S corporation stock. C and D are equal 
shareholders in Y, an S corporation. As of January 
I, 1997, Y holds two mining properties: Blackacre, 
with an adjusted basis of $5,000 and a fair market 
value of $35,000, and Whiteacre, with an adjusted 
basis of $20,000 and a fair market value of 
$15,000. Y also holds securities with a basis of 
$5,000 and a fair market value of $10,000. On 
January 1, 1997, D sells 50 percent of D's Y stock 
to E for $15,000. As of the date of the sale, D's 
adjusted basis in the Y stock sold is $7,500, and D 
has $18,000 of section 1254 costs with respect to 
Blackacre and $12,000 of section 1254 costs with 
respect to Whiteacre. Under this paragraph (c), the 
gain recognized by D upon the sale of Y stock is 
treated as ordinary income to the extent of D's 
section 1254 costs with respect to the stock sold, 
unless D establishes that a portion of such excess 
is not attributable to D's section 1254 costs. 
However, because D would recognize $7,500 in 
ordinary income under section 1254 with respect 
to the stock sold if Y sold Blackacre (the only 
asset the disposition of which would result in 
ordinary income to D under section 1254), the 
$7,500 of gain recognized by D upon the sale of 
D's Y stock is attributable to D's section 1254 
costs. Therefore, upon the sale of stock to E, D 
recognizes $7,500 of ordinary income under this 
paragraph (c). 

Example 2. Sale of S corporation stock where 
gain is not entirely attributable to section 1254 
costs. Assume the same facts as in Example I, 
except that Blackacre has a fair market value of 
$25,000, and the securities have a fair market 
value of $20,000. Immediately prior to the sale of 
stock to E, if Y had sold Blackacre (its only asset 
the disposition of which would result in the 
recognition of ordinary income to D under section 
1254), D would recognize $5,000 in ordinary 
income with respect to the stock sold under 
section 1254. D attaches a statement to D's tax 
return for 1997 detailing D's share of the fair 
market values and bases, and D's section 1254 
costs with respect to Blackacre and Whiteacre. 
Therefore, upon the sale of stock to E, of the 
$7,500 gain recognized by D, $5,000 is ordinary 
income under this paragraph (c). 

Example 3. Contribution of property prior to 
sale of S corporation stock as part of a plan to 
avoid recognition of ordinary income under sec
tion 1254. H owns all of the stock of Z, an S 
corporation. As of January 1, 1997, H has $3,000 
of section 1254 costs with respect to property P, 
which is natural resource recapture property and 
Z's only asset. Property P has an adjusted basis of 
$5,000 and a fair market value of $8,000. H has a 
basis of $5,000 in Z stock, which has a fair 
market value of $8,000. On January I, 1997, H 
contributes securities to Z which have a basis of 
$7,000 and a fair market value of $4,000. On 
April IS, 1997, H sells all of the Z stock to J for 
$12,000. On that date, H's adjusted basis in the Z 
stock is also $12,000. Based on all the facts and 
circumstances, the sale of stock is part of a plan 

(along with the contribution by H of the securities 
to Z) that has a principal purpose to avoid 
recognition of ordinary income under section 
1254. Consequently, under paragraph (c)(2)(ii) of 
this section, H must recognize $3,000 as ordinary 
income under section 1254, the amount of ordi
nary income that H would recognize as ordinary 
income under section 1254 if property P were sold 
at fair market value. In addition, H reduces the 
amount realized on the sale of the stock ($12,000) 
by $3,000. As a result, H also recognizes a $3,000 
capital loss on the sale of the stock ($9,000 
amount realized less $12,000 adjusted basis). 

(d) Section 1254 costs of a share
holder. An S corporation shareholder's 
section 1254 costs with respect to any 
natural resource recapture property held 
by the corporation include all of the 
shareholder's section 1254 costs with 
respect to the property in the hands of 
the S corporation. See § 1.1254-1 (b){1 ) 
for the definition of section 1254 costs. 

(e) Section 1254 costs of an acquir
ing shareholder after certain acquisi
tions-(1) Basis determined under sec
tion 1012. If stock in an S corporation 
that holds natural resource recapture 
property is acquired and the acquiring 
shareholder's basis for the stock is de
termined solely by reference to its cost 
(within the meaning of section 1012), 
the amount of section 1254 costs with 
respect to the property held by the 
corporation in the acquiring sharehold
er's hands is zero on the acquisition 
date. 

(2) Basis determined under section 
J014(a). If stock in an S corporation 
that holds natural resource recapture 
property is acquired from a decedent 
and the acquiring shareholder's basis is 
determined, by reason of the application 
of section 1014(a), solely by reference 
to the fair market value of the stock on 
the date of the decedent's death or on 
the applicable date provided in section 
2032 (relating to alternate valuation 
date), the amount of section 1254 costs 
with respect to the property held by the 
corporation in the acquiring sharehold
er's hands is zero on the acquisition 
date. 

(3) Basis determined under section 
1 014(b)(9). If stock in an S corporation 
that holds natural resource recapture 
property is acquired before the death of 
the decedent, the amount of section 
1254 costs with respect to the property 
held by the corporation in the acquiring 
shareholder's hands includes the 
amount, if any, of the section 1254 costs 
deducted by the acquiring shareholder 
before the decedent's death, to the ex
tent that the basis of the stock (deter-

mined under section 1014(a» is required 
to be reduced under section 1014(b)(9) 
(relating to adjustments to basis when 
the property is acquired before the death 
of the decedent). 

(4) Gifts and section 1041 transfers. 
If stock is acquired in a transfer that is a 
gift, in a transfer that is a part sale or 
exchange and part gift, or in a transfer 
that is described in section 1041(a), the 
amount of section 1254 costs with re
spect to the property held by the corpo
ration in the acquiring shareholder's 
hands immediately after the transfer is 
an amount equal tcr--

(i) The amount of section 1254 costs 
with respect to the property held by the 
corporation in the hands of the 
transferor immediately before the trans
fer; minus 

(ii) The amount of any gain recog
nized as ordinary income under section 
1254 by the transferor upon the transfer. 

(f) Special rules for a corporation 
that was formerly an S corporation or 
formerly a C corporation-(I) Section 
1254 costs of an S corporation that was 
formerly a C corporation. In the case of 
a C corporation that holds natural re
source recapture property and that elects 
to be an S corporation, each sharehold
er's section 1254 costs as of the begin
ning of the corporation's first taxable 
year as an S corporation include a pro 
rata share of the section 1254 costs of 
the corporation as of the c lose of the 
last taxable year that the corporation 
was a C corporation. 

(2) Examples. The following ex
amples illustrate the application of the 
provisions of paragraph (f)( I) of this 
section: 

Example I. Sale of natural resource recapture 
property held by an S corporation that was 
formerly a C corporation---(i) Y is a C corporation 
that elects to be an S corporation effective January 
I, 1997. On that date, Y owns Oil Well, which is 
natural resource recapture property and a capital 
asset. Y has section 1254 costs of $20.000 as of 
the close of the last taxable year that it was a C 
corporation. On January I, 1997, Oil Well has a 
value of $200,000 and a basis of $100,000. Thus. 
under section 1374, y's net unrealized built-in 
gain is $100,000. Also on that date, Y's basis in 
Oil Well is allocated to A, Y's sole shareholder. 
under section 613A(c)( II) and the section 1254 
costs are allocated to A under paragraph (f)( I) of 
this section. In addition, A has a basis in As Y 
stock of $100,000. 

(ii) On November I, 1997, Y sells Oil Well for 
$250,000. During 1997, Y has taxable income 
greater than $100,000, and no other transactions or 
items treated as recognized built-in gain or loss. 
Under section 1374, Y has net recognized built-in 
gain of $100,000. Assuming a tax rate 01 35 
percent on capital gain, Y has a tax of S3S.0()() 
under section 1374. The tax of S35,O()O is treated 
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as a capital loss under section 1366(f)(2). A has a 
realized gain on the sale of $150,000 ($250,000 
minus $100,000) of which $20,000 is recognized 
as ordinary income under section 1254, and 
$130,000 is recognized as capital gain. Conse
quently, A recognizes ordinary income of $20,000 
and net capital gain of $95,000 ($130,000 minus 
$35,000) on the sale. 

Example 2. Sale of stock followed by sale of 
natural resource recapture property held by an S 
corporation that was formerly a C corporation
(i) Assume the same facts as in Example lei). On 
November I, 1997, A sells all of A's Y stock to P 
for $250,000. A has a realized gain on the sale of 
$150,000 ($250,000 minus $100,0(0) of which 
$20,000 is recognized as ordinary income under 
section 1254, and $130,000 is recognized as 
capital gain. 

(ii) On November 2, 1997, Y sells Oil Well for 
$250,000. During 1997, Y has taxable income 
greater than $100,000, and no other transactions or 
items treated as recognized built-in gain or loss. 
Under section 1374, Y has net recognized built-in 
gain of $100,000. Assuming a tax rate of 35 
percent on capital gain, Y has a tax of $35,000 
under section 1374. The tax of $35,000 is treated 
as a capital loss under section I 366(f)(2). P has a 
realized gain on the sale of $150,000 ($250,000 
minus $100,000), which is recognized as capital 
gain. Consequently, P recognizes net capital gain 
of $115,000 ($150,000 minus $35,000) on the 
sale. 

(3) Section 1254 costs of a C corpo
ration that was formerly an S corpora
tion. In the case of an S corporation that 
becomes a C corporation, the C corpora
tion's section 1254 costs with respect to 
any natural resource recapture property 
held by the corporation as of the begin
ning of the corporation's first taxable 
year as a C corporation include the sum 
of its shareholders' section 1254 costs 
with respect to the property as of the 
close of the last taxable year that the 
corporation was an S corporation. In the 
case of an S termination year as defined 
in section 1362(e)(4), the shareholders' 
section 1254 costs are determined as of 
the close of the S short year as defined 
in section 1362( e)(1 )(A). See paragraph 
(g)(5) of this section for rules on deter
mining the aggregate amount of the 
shareholders' section 1254 costs. 

(g) Determination of a shareholder's 
section 1254 costs upon certain stock 
transactions-( 1) Issuance of stock. 
Upon an issuance of stock (whether 
such stock is newly-issued or had been 
held as treasury stock) by an S corpora
tion in a reorganization described In 

section 368 or otherwise-
(i) Each recipient of shares must be 

allocated a pro rata share (determined 
solely with respect to the shares issued 
in the transaction) of the aggregate of 
the S corporation shareholders' section 
1254 costs with respect to natural re
source recapture property held by the S 
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corporation immediately before the issu
ance (as determined pursuant to para
graph (g)(5) of this section); and 

(ii) Each pre-existing shareholder 
must reduce his or her section 1254 
costs with respect to natural resource 
recapture property held by the S corpo
ration immediately before the issuance 
by an amount equal to the pre-existing 
shareholder's section 1254 costs imme
diately before the issuance multiplied by 
the percentage of stock of the corpora
tion issued in the transaction. 

(2) Natural resource recapture prop
erty acquired in exchange for stock. If 
natural resource recapture property is 
transferred to an S corporation in ex
change for stock of the S corporation 
(for example, in a section 351 transac
tion, or in a reorganization described in 
section 368), the S corporation must 
allocate to its shareholders a pro rata 
share of the S corporation's section 
1254 costs with respect to the property 
immediately after the transaction (as 
determined under § 1.1254- 3(b)(I». 

(3) Treatment of non vested stock. 
Stock issued in connection with the 
performance of services that is substan
tially nonvested (within the meaning of 
§ 1.83-3(b» is treated as issued for 
purposes of this section at the first time 
it is treated as outstanding stock of the 
S corporation for purposes of section 
1361. 

(4) Exception. Paragraph (g)(1) of 
this section does not apply to stock 
issued in exchange for stock of the same 
S corporation (as for example, in a 
recapitalization described in section 
368(a)(1 )(E». 

(5) Aggregate of S corporation share
holders' section 1254 costs with respect 
to natural resource recapture property 
held by the S corporation-(i) In gen
eral. The aggregate of S corporation 
shareholders' section 1254 costs is equal 
to the sum of each shareholder's section 
1254 costs. The S corporation must 
determine each shareholder's section 
1254 costs under either paragraph 
(g)(5)(ii) (written data) or paragraph 
(g)(5)(iii) (assumptions) of this section. 
The S corporation may determine the 
section 1254 costs of some shareholders 
under paragraph (g)(5)(ii) of this section 
and of others under paragraph (g)(5)(iii) 
of this section. 

(ii) Written data. An S corporation 
may determine a shareholder's section 
1254 costs by using written data pro
vided by a shareholder showing the 
shareholder's section 1254 costs with 

respect to natural resource recapture 
property held by the S corporation un
less the S corporation knows or has 
reason to know that the written data is 
inaccurate. If an S corporation does not 
receive written data upon which it may 
rely, the S corporation must use the 
assumptions provided in paragraph 
(g)(5)(iii) of this section in determining 
a shareholder's section 1254 costs. 

(iii) Assumptions. An S corporation 
that does not use written data pursuant 
to paragraph (g)(5)(ii) of this section to 
determine a shareholder's section 1254 
costs must use the following assump
tions to determine the shareholder's sec
tion 1254 costs-

(A) The shareholder deducted his or 
her share of the amount of deductions 
under sections 263(c), 616, and 617 in 
the first year in which the shareholder 
could claim a deduction for such 
amounts, unless in the case of expendi
tures under sections 263(c) or 616 the S 
corporation elected to capitalize such 
amounts; 

(B) The shareholder was not subject 
to the following limitations with respect 
to the shareholder's depletion allowance 
under section 611, except to the extent a 
limitation applied at the corporate level: 
the taxable income limitation of section 
613(a); the depletable quantity limita
tions of section 613A(c); or the limita
tions of sections 613A(d)(2), (3), and 
(4) (exclusion of retailers and refiners). 

(6) Examples. The following ex
amples illustrate the provisions of this 
paragraph (g): 

Example l. Transfer of natural resource recap
ture property to an S corporation in a section 351 
transaction. As of January I, 1997, A owns all the 
stock (20 shares) in X, an S corporation. X holds 
property that is not natural resource recapture 
property that has a fair market value of $2,000 
and an adjusted basis of $2,000. On January I, 
1997, B transfers natural resource recapture prop
erty, Property P, to X in exchange for 80 shares of 
X stock in a transaction that qualifies under 
section 351. Property P has a fair market value of 
$8,000 and an adjusted basis of $5,000. Pursuant 
to section 351, B does not recognize gain on the 
transaction. Immediately prior to the transaction, 
B's section 1254 costs with respect to Property P 
equaled $6,000. Under § l.l254-2(c)(I), B does 
not recognize any gain under section 1254 on the 
section 351 transaction and, under § 1.1254-
3(b)(I), X's section 1254 costs with respect to 
Property P immediately after the contribution 
equal $6,000. Under paragraph (g)(2) of this 
section, each shareholder is allocated a pro rata 
share of X's section 1254 costs. The pro rata share 
of X's section 1254 costs that is allocated to A 
equals $1,200 (20 percent interest in X multiplied 
by X's $6,000 of section 1254 costs). The pro rata 
share of X's section 1254 costs that is allocated to 
B equals $4,800 (80 percent interest in X multi
plied by X's $6,000 of section 1254 costs). 



Example 2. Contribution of money in exchange 
for stock of an S corporation holding natural 
resource recapture property. As of January I, 
1997, A and B each own 50 percent of the stock 
(50 shares each) in X, an S corporation. X holds 
natural resource recapture property, Property p, 
which has a fair market value of $20,000 and an 
adjusted basis of $14,000. A's and B's section 
1254 costs with respect to Property Pare $4,000 
and $1,500, respectively. On January I, 1997, C 
contributes $20,000 to X in exchange for 100 
shares of X's stock. Under paragraph (g)(1 )(i) of 
this section, X must allocate to C a pro rata share 
of its shareholders' section 1254 costs. Using the 
assumptions set forth in paragraph (g)(5)(iii) of 
this section, X determines that A's section 1254 
costs with respect to natural resource recapture 
property held by X equal $4,500. Using written 
data provided by B, X detennines that B's section 
1254 costs with respect to Property P equal 
$1,500. Thus, the aggregate of X's shareholders' 
section 1254 costs equals $6,000. C's pro rata 
share of the $6,000 of section 1254 costs equals 
$3,000 (C's 50 percent interest in X multiplied by 
$6,000). Under paragraph (g)(1 )(ii) of this section, 
A's section 1254 costs are reduced by $2,000 (A's 
actual section 1254 costs ($4,000) multiplied by 
50 percent). B's section 1254 costs are reduced by 
$750 (B's actual section 1254 costs ($1,500) 
multiplied by 50 percent). 

Example 3. Merger involving an S corporation 
that holds natural resource recapture property. X, 
an S corporation with one shareholder, A, holds as 
its sole asset natural resource recapture property 
that has a fair market value of $120,000 and an 
adjusted basis of $40,000. A has section 1254 
costs with respect to the property of $60,000. For 
valid business reasons, X merges into Y, an S 
corporation with one shareholder, B, in a reorgani
zation described in section 368(a)(1 )(A). Y holds 
property that is not natural resource recapture 
property that has a fair market value of $120,000 
and basis of $120,000. Under paragraph (c) of this 
section, A does not recognize ordinary income 
under section 1254 upon the exchange of stock in 
the merger because A did not otherwise recognize 
gain on the merger. Under paragraph (g)(2) of this 
section, Y must allocate to A and B a pro rata 
share of its $60,000 of section 1254 costs. Thus, A 
and B are each allocated $30,000 of section 1254 
costs (50 percent interest in X, each, multiplied by 
$60,000). 

Par. 6. Section 1.1254-6 is amended 
by adding two sentences at the end of 
this section to read as follows: 

§ 1.1254-6 Effective date of regulations. 

* * * Section 1.1254-4 applies to 
dispositions of natural resource recap
ture property by an S corporation (and a 
corporation that was fonnerly an S 
corporation) and dispositions of S cor
poration stock occurring on or after 
October 10, 1996. Sections 1.1254-
2(d)(1)(ii) and 1.1254-3(b)(1)(i) and (ii) 
and (d)(1 )(i) and (ii) are effective for 
dispositions of property occurring on or 
after October 10, 1996. 

PART 602-0MB CONTROL 
NUMBERS UNDER THE 
PAPERWORK REDUCTION ACT 

Par. 7. The authority citation for part 
602 continues to read as follows: 

Authority: 26 U.S.c. 7805. 
Par. 8. In § 602.101, paragraph (c) is 

amended by adding an entry in numeri
cal order to the table to read as follows. 

§ 602.101 OMB Control numbers. 

* * * * * 
(c) * * * 

CFR part of section 
where identified Current OMB 
and described control No. 

* * * * * 
1.1254-4 ............. 1545-1493 

* * * * * 
Michael P. Dolan, 

Acting Commissioner of 
Internal Revenue. 

Approved September 10, 1996. 

Donald C. Lubick, 
Assistant Secretary of the Treasury. 

(Filed by the Office of the Federal Register on 
October 9, 1996, 8:45 a.m., and published in the 
issue of the Federal Register for October 10, 1996, 
61 F.R. 53062) 

REV. RUL. 96-34 TABLE 1 

Part V.-Speclal Rules for Bonds and Other Debt 

Instruments 

Subpart A.-Orlglnal Issue Discount 

Section 1274.-Determination of 
Issue Price in the Case of Certain 
Debt Instruments Issued for 
Property 

(Also Sections 42, 280G, 382, 412, 467, 468, 482, 
483, 807, 846, 1288, 7520, 7872.) 

Federal rates; adjusted federal 
rates; adjusted federal long-term rate, 
and the long-term exempt rate. For 
purposes of sections 1274, 1288, 382, 
and other sections of the Code, tables 
set forth the rates for July 1996, 

Rev. Rul. 96-34 

This revenue ruling provides various 
prescribed rates for federal income tax 
purposes for July 1996 (the current 
month.) Table 1 contains the short-term, 
mid-tenn, and long-tenn applicable fed
eral rates (AFR) for the current month 
for purposes of section 1274(d) of the 
Internal Revenue Code, Table 2 contains 
the short-tenn, mid-term, and long-tenn 
adjusted applicable federal rates (ad
justed AFR) for the current month for 
purposes of section 1288(b), Table 3 
sets forth the adjusted federal long-tenn 
rate and the long-tenn tax-exempt rate 
described in section 382(f), Table 4 
contains the appropriate percentages for 
detennining the low-income housing 
credit described in section 42(b )(2) for 
buildings placed in service during the 
current month. Table 5 contains the 
federal rate for detennining the present 
value of an annuity, an interest for life 
or for a tenn of years, or a remainder or 
a reversionary interest for purposes of 
section 7520. Finally, Table 6 contains 
the blended annual rate for purposes of 
section 7872. 

Applicable Federal Rates (AFR) for July 1996 

Period for Compounding 

Annual Semiannual Quarterly Monthly 

Short-Term 

AFR 6.04% 5.95% 5,91% 5.88% 
110% AFR 6.66% 6.55% 6.50% 6.46o/c 
120% AFR 7.27% 7.14% 7.08% 7,04o/c 

130% AFR 7.89% 7.74% 7.67% 7.62% 
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REV. RUL. 96-34 TABLE I-Continued 

Applicable Federal Rates (AFR) for July 1996 

Period for Compounding 

Annual Semiannual 

Mid-Term 

AFR 6.74% 6.63% 
110% AFR 7.42% 7.29% 
120% AFR 8.12% 7.96% 
130% AFR 8.81% 8.62% 
150% AFR 10.20% 9.95% 
175% AFR 11.94% 11.60% 

Long-Term 

AFR 7.12% 7.00% 
110% AFR 7.85% 7.70% 
120% AFR 8.58% 8.40% 
130% AFR 9.31% 9.10% 

REV. RUL. 96-34 TABLE 2 

Adjusted AFR for July 1996 

Period for Compounding 

Annual Semiannual 

Short-term 
adjusted AFR 3.88% 3.84% 

Mid-term 
adjusted AFR 4.83% 4.77% 

Long-term 
adjusted AFR 5.78% 5.70% 

REV. RUL. 96-34 TABLE 3 

Rates Under Section 382 for July 1996 

Adjusted federal long-term rate for the current month 

Quarterly 

6.58% 
7.22% 
7.88% 
8.53% 
9.83% 

11.44% 

6.94% 
7.63% 
8.31% 
9.00% 

Quarterly 

3.82% 

4.74% 

5.66% 

Long-term tax-exempt rate for ownership changes during the current month (the highest of the 
adjusted federal long-term rates for the current month and the prior two months) 

REV. RUL. 96-34 TABLE 4 

Appropriate Percentages Under Section 42(b)(2) for July 1996 

Appropriate percentage for the 70% present value low-income housing credit 

Appropriate percentage for the 30% present value low-income housing credit 

REV. RUL. 96-34 TABLE 5 

Rate Under Section 7520 for July 1996 

Applicable federal rate for determining the present value of an annuity, an interest for life or a 
term of years, or a remainder or reversionary interest 
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Monthly 

6.54% 
7.18% 
7.83% 
8.47% 
9.75% 

11.33% 

6.90% 
7.58% 
8.26% 
8.93% 

Monthly 

3.81% 

4.72% 

5.63% 

5.78% 

5.78% 

8.63% 

3.70% 

8.2% 



REV. RUL. 96-34 TABLE 6 

Blended Annual Rate for 1996 

Section 7872(e)(2) blended annual rate for 1996 

(Also Sections 42, 28OG, 382, 412, 467, 468, 482, 
483, 807, 846, 1288, 7520, 7872.) 

Federal rates; adjusted federal 
rates; adjusted federal long-term rate, 
and the long-term exempt rate. For 
purposes of sections 1274, 1288, 382, 
and other sections of the Code, tables 
set forth the rates for August 1996. 

Rev. Rul. 96-37 

This revenue ruling provides various 
prescribed rates for federal income tax 

purposes for August 1996 (the current 
month.) Table 1 contains the short-term, 
mid-term, and long-term applicable fed
eral rates (APR) for the current month 
for purposes of section 127 4( d) of the 
Internal Revenue Code. Table 2 con
tains the short-term, mid-term, and 
long-term adjusted applicable federal 
rates (adjusted AFR) for the current 
month for purposes of section 1288(b). 
Table 3 sets forth the adjusted federal 
long-term rate and the long-term tax-

5.77% 

exempt rate described in section 382(f). 
Table 4 contains the appropriate per
centages for determining the low
income housing credit described in sec
tion 42(b)(2) for buildings placed in 
service during the current month. Fi
nally, Table 5 contains the federal rate 
for determining the present value of an 
annuity, an interest for life or for a term 
of years, or a remainder or a reversion
ary interest for purposes of section 
7520. 

REV. RUL. 96-37 TABLE 1 

Applicable Federal Rates (AFR) for August 1996 

Period for Compounding 

Short-Term 

APR 
110% APR 
120% AFR 
130% APR 

Mid-Term 

APR 
110% APR 
120% APR 
130% APR 
150% AFR 
175% AFR 

Long-Term 

APR 
110% APR 
120% APR 
130% APR 

Short-term 
adjusted APR 

Mid-term 
adjusted APR 

Long-term 
adjusted APR 

Annual 

6.15% 
6.78% 
7.40% 
8.04% 

6.84% 
7.54% 
8.24% 
8.94% 

10.36% 
12.13% 

7.21% 
7.94% 
8.68% 
9.41% 

Annual 

3.97% 

4.89% 

5.80% 

Semiannual 

6.06% 
6.67% 
7.27% 
7.88% 

6.73% 
7.40% 
8.08% 
8.75% 

10.10% 
11.78% 

7.08% 
7.79% 
8.50% 
9.20% 

REV. RUL. 96-37 TABLE 2 

Adjusted AFR for August 1996 

Period for Compounding 

Semiannual 

3.93% 

4.83% 

5.72% 

Quarterly Monthly 

6.01% 5.98% 
6.62% 6.58% 
7.21% 7.16% 
7.80% 7.75% 

6.67% 6.64% 
7.33% 7.29% 
8.00% 7.95% 
8.66% 8.59% 
9.98% 9.89% 

11.61 % 11.50% 

7.02% 6.98% 
7.72% 7.67% 
8.41% 8.35% 
9.10% 9.03% 

Quarterly Monthly 

3.91O/C 3.90% 

4.80% 4.78% 

5.68% 5.65% 
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REV. RUL. 96-37 TABLE 3 

Rates Under Section 382 for August 1996 

Adjusted federal long-term rate for the current month 5.80% 

Long-term tax-exempt rate for ownership changes during the current month (the highest of the 
adjusted federal long-term rates for the current month and the prior two months) 5.80% 

REV. RUL. 96-37 TABLE 4 

Appropriate Percentages Under Section 42(b )(2) for August 1996 

Appropriate percentage for the 70% present value low-income housing credit 8.65% 

3.71% Appropriate percentage for the 30% present value low-income housing credit 

REV. RUL. 96-37 TABLE 5 

Rate Under Section 7520 for August 1996 

Applicable federal rate for determining the present value of an annuity, an interest for life or a 
term of years, or a remainder or reversionary interest 8.2% 

(Also sections 42. 280G. 382. 412. 467. 468. 482. 
483.807.846.1288. 7520. 7872.) 

Federal rates; adjusted federal 
rates; adjusted federal long-term rate; 
and the long-term exempt rate. For 
purposes of sections 1274, 1288, 382, 
and other sections of the Code, tables 
set forth the rates for September 1996. 

Rev. Rul. 96-43 

This revenue ruling provides various 
prescribed rates for federal income tax 

purposes for September 1996 (the cur
rent month.) Table 1 contains the short
term, mid-term, and long-term appli
cable federal rates (AFR) for the current 
month for purposes of section 1274(d) 
of the Internal Revenue Code. Table 2 
contains the short-term, mid-tenn, and 
long-term adjusted applicable federal 
rates (adjusted AFR) for the current 
month for purposes of section 1288(b). 
Table 3 sets forth the adjusted federal 
long- tenn rate and the long-tenn tax-

REV. RUL. 96-43 TABLE 1 

exempt rate described in section 382(f). 
Table 4 contains the appropriate per
centages for determining the low
income housing credit described in sec
tion 42(b)(2) for buildings placed in 
service during the current month. Fi
nally, Table 5 contains the federal rate 
for determining the present value of an 
annuity, an interest for life or for a term 
of years, or a remainder or a reversion
ary interest for purposes of section 
7520. 

Applicable Federal Rates (AFR) for September 1996 

Period for Compounding 
Annual Semiannual Quarterly Monthly 

Short-Term 
AFR 6.02% 5.93% 5.89% 5.86% 

110% AFR 6.63% 6.52% 6.47% 6.43% 
120% AFR 7.25% 7.12% 7.06% 7.02% 
130% AFR 7.86% 7.71% 7.64% 7.59% 

Mid-Term 
AFR 6.64% 6.53% 6.48% 6.44% 

110% AFR 7.31% 7.18% 7.12% 7.07% 
120% AFR 7.99% 7.84% 7.76% 7.71% 
130% AFR 8.67% 8.49% 8.40% 8.34% 
150% AFR 10.04% 9.80% 9.68% 9.61% 
175% AFR 11.76% 11.43% 11.27% 11.17% 

Long-Term 
AFR 7.03% 6.91 % 6.85% 6.81% 

110% AFR 7.74% 7.60% 7.53% 7.48% 
120% AFR 8.46% 8.29% 8.21% 8.15% 
130% AFR 9.18% 8.98% 8.88% 8.82% 
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Short-tenn 
adjusted AFR 

Mid-tenn 
adjusted AFR 

Long-tenn 
adjusted AFR 

Annual 

4.00% 

4.69% 

5.63% 

REV. RUL. 96--43 TABLE 2 

Adjusted AFR for September 1996 

Period for Compounding 
Semiannual Quarterly 

3.96% 3.94% 

4.64% 4.61% 

5.55% 5.51% 

REV. RUL. 96--43 TABLE 3 

Rates Under Section 382 for September 1996 
Adjusted federal long-tenn rate for the current month 
Long-tenn tax-exempt rate for ownership changes during the current month (the highest of the 

adjusted federal long-term rates for the current month and the prior two months.) 

REV. RUL. 96--43 TABLE 4 

Appropriate Percentages Under Section 42(b )(2) for September 1996 

Appropriate percentage for the 70% present value low-income housing credit 

Appropriate percentage for the 30% present value low-income housing credit 

REV. RUL. 96--43 TABLE 5 

Rate Under Section 7520 for September 1996 

Applicable federal rate for detennining the present value of an annuity, an interest for life or a 
tenn of years, or a remainder or reversionary interest 

Monthly 

3.93% 

4.60% 

5.49% 

5.63% 

5.80% 

8.61% 

3.69% 

8.0% 

(Also sections 42, 280G, 382, 412, 467, 468, 482, 
483, 807, 846, 1288, 7520, 7872.) 

Federal rates; adjusted federal 
rates; adjusted federal long-term rate, 
and the long-term exempt rate. For 
purposes of sections 1274, 1288, 382, 
and other sections of the Code, tables 
set forth the rates for October 1996. 

Rev. Rul. 96-49 

This revenue ruling provides various 
prescribed rates for federal income tax 

purposes for October 1996 (the current 
month.) Table 1 contains the short-tenn, 
mid-tenn, and long-term applicable fed
eral rates (AFR) for the current month 
for purposes of section 127 4( d) of the 
Internal Revenue Code. Table 2 contains 
the short-tenn, mid-tenn, and long-tenn 
adjusted applicable federal rates (ad
justed AFR) for the current month for 
purposes of section 1288(b). Table 3 
sets forth the adjusted federal long-term 
rate and the long-tenn tax-exempt rate 

described in section 382(f). Table 4 
contains the appropriate percentages for 
determining the low-income housing 
credit described in section 42(b)(2) for 
buildings placed in service during the 
current month. Finally, Table 5 contains 
the federal rate for determining the 
present value of an annuity, an interest 
for life or for a tenn of years, or a 
remainder or a reversionary interest for 
purposes of section 7520. 

Short-Term 

AFR 
110% AFR 
120% AFR 
130% AFR 

REV. RUL. 96--49 TABLE 1 

Applicable Federal Rates (AFR) for October 1996 

Period for Compounding 

Annual Semiannual Quarterly 

6.07% 5.98% 5.94% 
6.69% 6.58% 6.53% 
7.31% 7.18% 7.12% 
7.92% 7.77% 7.70% 

Monthly 

5.91% 
6.49% 
7,07% 
7.65% 
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REV. RUL. 96-49 TABLE I-Continued 

Applicable Federal Rates (AFR) for October 1996 

Period for Compounding 

Annual Semiannual Quarterly 

Mid-Term 

AFR 6.72o/c 6.61% 6.56% 
110% AFR 7.40ck 7.27% 7.21% 
120% AFR 8.090/c 7.93% 7.85% 
130% AFR 8.77o/c 8.59% 8.50% 
150% AFR 10.17% 9.92% 9.80% 
175% AFR 11.90% 11.57% 11.41 % 

Long-Term 

AFR 7.13% 7.01% 6.95% 
110% AFR 7.86% 7.71% 7.64% 
120% AFR 8.59% 8.41% 8.32% 
130% AFR 9.32% 9.11 % 9.01% 

REV. RUL. 96-49 TABLE 2 

Adjusted AFR for October 1996 

Period for Compounding 

Annual Semiannual Quarterly 
Short-term 
adjusted AFR 4.04% 4.00% 3.98% 

Mid-term 
adjusted AFR 4.71% 4.66% 4.63% 

Long-term 
adjusted AFR 5.64% 5.56% 5.52% 

REV. RUL. 96-49 TABLE 3 

Rates Under Section 382 for October 1996 

Adjusted federal long-term rate for the current month 

Long-term tax-exempt rate for ownership changes during the current month (the highest of the 
adjusted federal long-term rates for the current month and the prior two months.) 

REV. RUL. 96-49 TABLE 4 

Appropriate Percentages Under Section 42(b)(2) 
for October 1996 

Appropriate percentage for the 709c present value low-income housing credit 

Appropriate percentage for the 30e;( present value low-income housing credit 

REV. RUL. 96-49 TABLE 5 

Rate Under Section 7520 for October 1996 

Applicable federal rate for determining the present value of an annuity, an interest for life or a 
term of years, or a remainder or reversionary interest 
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Monthly 

6.52% 
7.16% 
7.80% 
8.44% 
9.72% 

11.30% 

6.91% 
7.59% 
8.27% 
8.94% 

Monthly 

3.97% 

4.62% 

5.50% 

5.64% 

5.80% 

8.63% 

3.70% 

8.0% 



(Also sections 42. 280G. 382.412.467.468.482. 
483. 807. 846. 1288. 7520. 7872.) 

Federal rates; adjusted federal 
rates; adjusted federal long-term rate, 
and the long-term exempt rate. For 
purposes of sections 1274, 1288, 382, 
and other sections of the Code, tables 
set forth the rates for November 1996. 

Rev. Rul. 96-52 

This revenue ruling provides various 
prescribed rates for federal income tax 

purposes for Novemher 1996 (the cur
rent month.) Table 1 contains the short
term, mid-term, and long-term appli
cable federal rates (AFR) for the current 
month for purposes of section 1274(d) 
of the Internal Revenue Code. Table 2 
contains the short-term, mid-term, and 
long-term adjusted applicable federal 
rates (adjusted AFR) for the current 
month for purposes of section 1288(b). 
Table 3 sets forth the adjusted federal 
long-term rate and the long-term tax-

REV. RUL. 96--52 TABLE 1 

exempt rate described in section 382(f). 
Table 4 contains the appropriate per
centages for determining the low
income housing credit described in sec
tion 42(b)(2) for buildings placed in 
service during the current month. Fi
nally, Table 5 contains the federal rate 
for determining the present value of an 
annuity, an interest for life or for a term 
of years, or a remainder or a reversion
ary interest for purposes of section 
7520. 

Applicable Federal Rates (AFR) for November 1996 

Period for Compounding 

Annual 
Short-Term 

AFR 5.96% 
110% AFR 6.56% 
120% AFR 7.16% 
130% AFR 7.78% 

Mid-Term 

AFR 6.60% 
110% AFR 7.27% 
120% AFR 7.94% 
130% AFR 8.62% 
150% AFR 9.98% 
175% AFR 11.68% 

Long-Term 

AFR 7.02% 
110% AFR 7.73% 
120% AFR 8.45% 
130% AFR 9.17% 

Semiannual 

5.87% 
6.46% 
7.04% 
7.63% 

6.49% 
7.14% 
7.79% 
8.44% 
9.74% 

11.36% 

6.90% 
7.59% 
8.28% 
8.97% 

Quarterly 

5.83% 
6.41% 
6.98% 
7.56% 

6.44% 
7.08% 
7.72% 
8.35% 
9.62% 

11.20% 

6.84% 
7.52% 
8.20% 
8.87% 

Monthly 

5.80% 
6.37% 
6.94% 
7.51% 

6.40% 
7.04% 
7.67% 
8.30% 
9.55% 

11.10% 

6.80% 
7.47% 
8.14% 
8.81% 

--- --_ ... _-- ---------------------

,-------------------------------------------------

Short-term 
adjusted AFR 

Mid-term 
adjusted AFR 

Long-term 
adjusted AFR 

Annual 

3.95% 

4.731k 

5.609(' 

REV. RUL. 96--52 TABLE 2 

Adjusted AFR for November 1996 

Period for Compounding 

Semiannual 

3.91% 

4.680'[ 

5.52% 

REV. RUL. 96--52 TABLE 3 

Quarterly 

3.89% 

4.65% 

5.48% 

Rates Under Section 382 for November 1996 

Adjusted federal long-term rate for the current month 

Long-term tax-exempt rate for ownership changes during the current month (the highest of 
the adjusted federal long-term rates for the current month and the prior two months.) 

Monthly 

3.88% 

4.64% 

5.46% 

5.60% 

5.64% 
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REV. RUL. 96-52 TABLE 4 

Appropriate Percentages Under Section 42(b )(2) for November 1996 

Appropriate percentage for the 70% present value low-income housing credit 8.60% 
3.69% Appropriate percentage for the 30% present value low-income housing credit 

REV. RUL. 96-52 TABLE 5 

Rate Under Section 7520 for November 1996 

Applicable federal rate for determining the present value of an annuity, an interest for life or 
a term of years, or a remainder or reversionary interest 8.0% 

(Also Sections 42. 280G. 382. 412. 467. 468. 482. 
483. 807. 846. 1288. 7520. 7872.) 

Federal rates; adjusted federal 
rates; adjusted federal long-term rate, 
and the long-term exempt rate. For 
purposes of sections 1274, 1288, 382, 
and other sections of the Code, tables 
set forth the rates for December 1996. 

Rev. Rul. 96-57 

This revenue ruling provides various 
prescribed rates for federal income tax 

purposes for December 1996 (the cur
rent month.) Table I contains the short
term, mid-term, and long-term appli
cable federal rates (AFR) for the current 
month for purposes of section 127 4( d) 
of the Internal Revenue Code. Table 2 
contains the short-term, mid-term, and 
long-term adjusted applicable federal 
rates (adjusted AFR) for the current 
month for purposes of section 1288(b). 
Table 3 sets forth the adjusted federal 
long-term rate and the long-term tax
exempt rate described in section 382(f). 

REV. RUL. 96-57 TABLE 1 

Table 4 contains the appropriate percent
ages for determining the low-income 
housing credit described in section 
42(b)(2) for buildings placed in service 
during the current month. Table 5 con
tains the federal rate for determining the 
present value of an annuity, an interest 
for life or for a term of years, or a 
remainder or a reversionary interest for 
purposes of section 7520. Finally, Table 
6 contains the 1997 interest rate for 
sections 846 and 807. 

Applicable Federal Rates (AFR) for December 1996 

Period for Compounding 

Annual Semiannual Quarterly Monthly 

Short-Term 

AFR 5.75% 5.67% 5.63% 5.60% 
110% AFR 6.34% 6.24% 6.19% 6.16% 
120% AFR 6.92% 6.80% 6.74% 6.71% 
130% AFR 7.51% 7.37% 7.30% 7.26% 

Mid-Term 

AFR 6.31% 6.21% 6.16% 6.13% 
110% AFR 6.95% 6.83% 6.77% 6.73% 
120% AFR 7.59% 7.45% 7.38% 7.34% 
130% AFR 8.23% 8.07% 7.99% 7.94% 
150% AFR 9.54% 9.32% 9.21% 9.14% 
175% AFR 11.17% 10.87% 10.73% 10.63% 

Long-Term 

AFR 6.77% 6.66% 6.61% 6.57% 
110% AFR 7.46% 7.33% 7.26% 7.22% 
1200/c AFR 8.15% 7.99% 7.91% 7.86% 
1300/[ AFR 8.85% 8.66% 8.57% 8.51% 
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REV. RUL. 96-57 TABLE 2 

Adjusted AFR for December 1996 

Period for Compounding 

Annual Semiannual Quarterly Monthly 

Short-term 
adjusted AFR 3.83% 3.79% 3.77% 3.76% 

Mid-term 
adjusted AFR 4.58% 4.53% 4.50% 4.49% 

Long-term 
adjusted AFR 5.48% 5.41% 5.37% 5.35% 

REV. RUL. 96-57 TABLE 3 

Rates Under Section 382 for December 1996 

Adjusted federal long-term rate for the current month 5.48% 

Long-term tax-exempt rate for ownership changes during the current month (the highest of the 
adjusted federal long-term rates for the current month and the prior two months) 5.64% 

REV. RUL. 96-57 TABLE 4 

Appropriate Percentages Under Section 42(b)(2) for December 1996 

Appropriate percentage for the 70% present value low-income housing credit 8.54% 

3.66% Appropriate percentage for the 30% present value low-income housing credit 

REV. RUL. 96-57 TABLE 5 

Rate Under Section 7520 for December 1996 

Applicable federal rate for determining the present value of an annuity, an interest for life or a 
term of years, or a remainder or reversionary interest 7.6% 

REV. RUL. 96-57 TABLE 6 

Rates Under Sections 846 and 807 

Applicable rate of interest for 1997 for purposes of sections 846 and 807 

26 CFR 1.1274A-I: Special rules for certain 
transactions where stated principal amount does 
not exceed $2,800,000. 

As defined by section 1274A, the definitions for 
both "qualified debt instruments" and "cash 
method debt instruments" have dollar ceilings on 
the stated principal amount. The limits to the 
stated principal amount are adjusted for inflation 
for sales or exchanges occurring in the 1997 
calendar year. See Rev. Rul. 96--63, on this page. 

Section 1274A.-Special Rules for 
Certain Transactions Where Stated 
Principal Amount Does Not Exceed 
$2,800,000. 
(Also §§ 1274,483; 1.1274A-I.) 

Section 1274A inflation-adjusted 
numbers for 1997. This ruling provides 

the dollar amounts, increased by the 
1997 inflation-adjustment, for section 
1274A of the Code. Rev. Rul. 96-4 
supplemented and superseded. 

Rev. Rul. 96-63 

This revenue ruling provides the dol
lar amounts, increased by the 1997 
inflation adjustment, for § 1274A of the 
Internal Revenue Code. 

BACKGROUND 

In general, §§ 483 and 1274 of the 
Code determine the principal amount of 
a debt instrument given in consideration 
for the sale or exchange of nonpublicly 
traded property. In addition, any interest 

6.33% 

on a debt instrument subject to § 1274 
is taken into account under the original 
issue discount provisions of the Code. 
Section I 274A, however, modifies the 
rules under §§ 483 and 1274 for certain 
types of debt instruments. 

In the case of a "qualified debt 
instrument," the discount rate used for 
purposes of §§ 483 and 1274 of the 
Code may not exceed 9 percent, com
pounded semiannually. Section 
127 4A(b) defines a qualified debt instru
ment as any debt instrument given in 
consideration for the sale or exchange of 
property (other than new § 38 property 
within the meaning of § 48(b), as in 
effect on the day before the date of 
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enactment of the Revenue Reconcilia
tion Act of 1990) if the stated principal 
amount of the instrument does not ex
ceed the amount specified in § 1274A
(b). For debt instruments arising out of 
sales or exchanges before January 1, 
1990, this amount is $2,800,000. 

In the case of a "cash method debt 
instrument," as defined in § 1274A(c) 
of the Code, the borrower and lender 
may elect to use the cash receipts and 
disbursements method of accounting. In 
particular, for any cash method debt 
instrument, § 1274 does not apply, and 
interest on the instrument is accounted 
for by both the borrower and the lender 
under the cash method of accounting. A 
cash method debt instrument is a quali
fied debt instrument that meets the fol
lowing additional requirements: (A) In 
the case of instruments arising out of 
sales or exchanges before January 1, 

Calendar Year of Sale or Exchange 
1990 
1991 
1992 
1993 
1994 
1995 
1996 
1997 

1990, the stated principal amount does 
not exceed $2,000,000, (B) The lender 
does not use an accrual method of 
accounting and is not a dealer with 
respect to the property sold or ex
changed, (C) Section 1274 would have 
applied to the debt instrument but for an 
election under § 1274A(c); and (D) An 
election under § 127 4A( c) is jointly 
made with respect to the debt instrument 
by the borrower and lender. Section 
1.1274A-l(c)(l) of the Income Tax 
Regulations provides rules concerning 
the time for, and manner of, making this 
election. 

Section 1274A(d)(2) of the Code pro
vides that, for any debt instrument aris
ing out of a sale or exchange during any 
calendar year after 1989, the dollar 
amounts stated in § 127 4A(b) and 
§ 1274A(c)(2)(A) are increased by the 
inflation adjustment for the calendar 

Rev. Rul. 96-63 Table 1 
Inflation-Adjusted Amounts Under § 1274A 

1274A(b) Amount 
(qualified debt instrument) 

$2,933,200 
$3,079,600 
$3,234,900 
$3,332,400 
$3,433,500 
$3,523,600 
$3,622,500 
$3,723,800 

year. Any increase due to the inflation 
adjustment is rounded to the nearest 
multiple of $100 (or, if the increase is a 
multiple of $50 and not of $100, the 
increase is increased to the nearest mul
tiple of $100). The inflation adjustment 
for any calendar year is the percentage 
(if any) by which the CPI for the 
preceding calendar year exceeds the CPI 
for calendar year 1988. Section 1274A
(d)(2)(B) defines the CPI for any calen
dar year as the average of the Consumer 
Price Index as of the close of the 
12-month period ending on September 
30 of that calendar year. 

INFLATION-ADJUSTED AMOUNTS 

For debt instruments arising out of 
sales or exchanges after December 31, 
1989, the inflation-adjusted amounts un
der § 127 4A are shown in Table 1. 

1274A(c)(2)(A) Amount 
(cash method debt instrument) 

$2,095,100 
$2,199,700 
$2,310,600 
$2,380,300 
$2,452,500 
$2,516,900 
$2,587,500 
$2,659,900 

Note: These inflation adjustments were computed using the All-Urban, Consumer Price Index, 1982-1984 base, pub
lished by the Bureau of Labor Statistics. 

EFFECT ON OTHER DOCUMENTS 

Rev. Rul. 96-4, 1996-3 I.R.B. 16, is 
supplemented and superseded. 

Section 1275.-0ther Definitions 
and Special Rules 

26 CFR 1.1275-4: Contingent payment debt in
strumous. 

T.D.8674 

DEPARTMENT OF THE TREASURY 
Internal Revenue Service 
26 CFR Parts 1 and 602 

Debt Instruments with Original 
Issue Discount; Contingent 
Payments; Anti-Abuse Rule 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 
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ACTION: Final regulations. 

SUMMARY: This document contains 
final regulations relating to the tax 
treatment of debt instruments that 
provide for one or more contingent 
payments. This document also contains 
final regulations that treat a debt 
instrument and a related hedge as an 
integrated transaction. In addition, this 
document contains amendments to the 
original issue discount regulations, and 
finalizes the anti-abuse rule relating to 
those regulations. The final regulations 
in this document provide needed guid
ance to holders and issuers of con
tingent payment debt instruments. 

DATES: Except as noted below, the 
regulations are effective August 13, 
1996. The amendments to * 1.1275-5 
are effective June 14, 1996, except for 
paragraphs (a)(6), (b)(2), and (c)(I), 
which arc effective August 1:1, 1996. 

The removal of § 1.483-2'1' is effective 
June 14, 1996. The removal of 
§ 1.1275-2T is effective August 13, 
1996. 

For dates of applicability of these 
regulations, see Effecti ve Dates under 
Supplementary Information. 

SUPPLEMENTARY INFORMATION: 

Paperwork Reductio/l Act 

The collections of information con
tained in these final regulations have 
been reviewed and approved by the 
Office of Management and Budget in 
accordance wi th the Paperwork Reduc
tion Act (44 U.S.c. 3507) under 
control number 1545-1450. Responses 
to these collections of information arc 
required to determine a taxpayer's 



interest income or deductions on a 
contingent payment debt instrument. 

An agency may not conduct or 
sponsor, and a person is not required to 
respond to, a collection of information 
unless the collection of information 
displays a valid control number. 

The estimated annual burden per 
respondent/recordkeeper varies from .3 
hours to .5 hours. depending on indi
vidual circumstances, with an estimated 
average of .47 hours. 

Comments concerning the accuracy 
of this burden estimate and suggestions 
for reducing this burden should be sent 
to the Internal Revenue Service, Altn: 
IRS Reports Clearance Officer, T:FP, 
Washington. DC 20224, and to the 
Ortice or Management and Budget, 
Attn: Desk Officer for the Department 
of the Treasury, Office of Information 
and Regulatory Affairs. Washington, 
DC 20503. 

Books or records relating to the 
collections of information must be 
retained as long as their contents may 
become material in the administration 
of any internal revenue law. Generally, 
tax returns and tax return information 
arc confidential, as required by 26 
U.S.c. 6103. 

Backg rou lid 

Section 1275(d) of the Internal Reve
nue Code (Code) grants the Secretary 
the authority to prescribe regulations 
under the original issue discount (OlD) 
provisions of the Code (sections 163(e) 
and 1271 through 1275), including 
regulations relating to debt instruments 
that provide for contingent payments. 
On February 2, 1994, the IRS pub
lished final OlD regulations in the 
Federal Register (59 FR 4799 ITO 
8517, 1994-1 C.B. 381). However, the 
final 010 regulations did not contain 
rules for contingent payment debt 
instruments. 

On December 16, 1994, the IRS 
published a notice of proposed 
rulemaking in the Federal Register (59 
FR 62884 IFI-59-91, 1995-1 C.il. 
8941) relating to the tax treatment of 
debt instruments that provide for one or 
more contingent payments. The notice 
also contained proposed amendments to 
the regulations under sections 483 
(relating to unstated interest), 1001 
(relating to the amount realized on a 
sale, exchange. or other disposition of 
property), 1272 (relating to the accrual 
of OlD), 1274 (relating to debt instru
ments issued for nonpublicly traded 

property), and 1275(c) (relating to OlD 
information reporting requirements), 
and to * 1.1275-5 (relating to variable 
rate debt instruments). In addition, the 
notice contained proposed regulations 
relating to the integration of a con
tingent payment or variable rate debt 
instrument with a related hedge. The 
notice withdrew the proposed regula
tions relating to contingent payment 
debt instruments that were previously 
published in the Federal Register on 
April 8, 1986 (51 FR 12(87), and 
February 28, 1991 (56 FR 8308). 

On March 16, 1995, the IRS held a 
public hearing on the proposed regula
tions. In addition, the IRS received a 
number of written comments on the 
proposed regulations. The proposed 
regulations, with certain changes to 
respond to comments, are adopted as 
final regulations. In addition, certain 
clarifying and conforming amendments 
are made to the 010 regulations that 
were published in the Federal Register 
on February 2, 1994. The comments 
and significant changes are discussed 
below. 

Explallatioll of Provisiolls 

Section 1.1275-4 COlllingent pa)'lIIelll 
debt instruments 

A. NOI/{.:olltingellt bond method 

Under the noncontingent bond 
method in the proposed regulations, a 
taxpayer computes interest accruals on 
a contingent payment debt instrument 
by setting a payment schedule as of the 
issue date and applying the OlD rules 
to the payment schedule. The payment 
schedule consists of all fixed payments 
on the debt instrument and a projected 
amount for each contingent payment. 
For market-based contingencies (i.e .• 
contingencies for which price quotes 
are readily available), the projected 
amount is the forward price of the 
contingency. For other contingencies, 
the issuer first determines a reasonable 
yield for the debt instrument .md then 
sets projected amounts equal to the 
relative expected payments on the 
contingencies so that the payment 
schedule produces the reasonable yield. 
These rules were designed to produce a 
yield similar to the yield the issuer 
would obtain 011 a fixed rate debt 
instrument. 

Commentators suggested that the 
regulations could be simplified if they 

used the same basic methodology for 
both market-based and non-Illarket
based contingencies. In addition, com
mentators suggested that forward price 
quotes would be variable or manipul
able and that taxpayers will set more 
appropriate payment schedules if they 
first determine yield and then set the 
payment schedule to fit the yield. 

The linal regulations adopt these 
suggestions and generally conform the 
treatment of debt instruments that 
provide for either market-based or non
market-based contingent payments. 
Thus, for any contingent payment debt 
instrument subject to the noncontingent 
bond method, a taxpayer first deter
mines the yield on the instrument and 
then sets the payment schedule to fit 
the yield. The yield is determined by 
the yield at which the issuer would 
issue a fixed rate debt instrument with 
terms and conditions similar to the 
contingent payment debt instrument 
(the comparable yield). Relevant terms 
and conditions include the level of 
subordination, term, timing of pay
ments, and general market conditions. 
For example, if a hedge is available 
such that the issuer or holder could 
integrate the debt instrument and the 
hedge into a synthetic fixed-rate debt 
instrument under the rules of * 1.1275-
6, the comparable yield is the yield that 
the synthetic fixed-rate debt instrument 
would have. If a §1.1275-6 hedge (or 
the substantial equivalent) is not avail
able, but similar fixed rate debt instru
ments of the issuer trade at a price that 
reflects a spread above a benchmark 
rate, the comparable yield is the sum of 
the value of the benchmark rate on the 
issue date and the spread. In all cases, 
the yield must be a reasonable yield for 
the issuer and may not be less than the 
applicable Federal rate (AFR). 

Once the comparable yield is deter
mined, the payment schedule is set to 
produce the comparable yield. The final 
regulations retain the general approach 
of the proposed regulations in deter
mining the payment schedule. Thus, for 
market-based payments, the projected 
payment is the forward price of the 
payment. For non-market-based pay
ments, the projected payment is the 
expected amount of the payment as of 
the issue date. 

Comlllentators were concerned that a 
taxpayer could overstate the yield on a 
contingent payml'llt debt instrument 
and, therefore, claim excess interest 
deductions during the term of the in
strument. They were particularly COIl

cerned about a long-term debt instru-
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ment that has non-market-based 
payments because the taxpayer's deter
mination would be hard to verify and 
any excess interest ueuuctions would 
not be recaptured for a long time. 

The final regulations address this 
concern by proviuing that the compar
able yielu for a debt instrulllent is 
presumed to be the AfR if the 
instrulllent proviues for a non-market
baseu payment and is part of an issue 
that is marketeu or sold in substantial 
part to tax-exempt investors or other 
investors for wholll the treatment of the 
debt instrument is not expected to have 
a substantial effect on their U.S. tax 
liability. A taxpayer Illay overcome this 
presumption only with clear and con
vincing evidence that the comparable 
yield for the debt instrument should be 
a specific yielu that is higher than the 
AFR. Appraisals and other valuations 
of non publicly traueu properly cannot 
be useu tl) overcollle the presulllption, 
nor can references to general market 
rates. An issuer may, for example, 
overcome the presumption by showing 
that recently issueu similar debt instru
ments of the issuer trade at a price that 
retlects a specific yield. 

One commentator suggested that the 
use of the term IJmjeeled IJ([Ylilelll 
schcdulc caused securities law prob
lems because the issuer could be seen 
as making represelltations to the holder 
about the expected payments. The 
comparable yield and projected pay
ment schedule determined under these 
regulations are for tax purposes only 
and arc not assurances by the issuer 
with respect to the payments. The final 
regulations retain the terlll pf(Jjecled 
plIYlIlCIII schedule, but an issuer Illay 
use a different term to describe the 
payment scheuule (e.g., payment sched
ule uetermineo unoer *1.1275-4) if the 
language used by the issuer is clear. 

Unoer the proposed regulations, pro
jecteu payment~ rather than actual 
payments are useo to determine the 
aojusteu issue price of a debt instru
ment, the holoer's basis in a oebt 
instrument, ano the amollnt of any 
contingent payment treateo as maoe on 
the scheduled retirement of a debt 
instrument. One commentator ques
tioned the use of projected payments to 
make these determinations. The ap
proach in the proposed regulations is 
appropriate, however, because a posi
tive or negative adjustment is used to 
take into account the difference be
t ween the actual amount and the 
projected amount of a contingent pay-
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men!. This difference would be counted 
twice if the adjusted issue price, the 
holder's basis, and the amount deemed 
paid on retirement were based on the 
actual amount rather than the projected 
amount of a contingent payment. Thus, 
the approach used in the proposed 
regulations is retained in the final 
regulations. 

13. Tax-exempt obligaliolls 

In response to comments, the rules 
contained in § I. I 275-4(d) relating to 
tax-exempt contingent payment obliga
tions have been revised. Under the 
proposed regulations, tax-exempt obli
gations are generally subject to the 
noncontingent bond method, with the 
following modi fications: (I) The yield 
on which interest accruals arc based 
may not exceed the greater of the yield 
on the obligation, determined without 
regard to the non-market-based con
tingent payments, and the tax-exempt 
AfR that applies to the obligation; (2) 
Positive adjustments are treated as gain 
from the sale or exchange of the 
obligation rather than as interest; and 
(3) Negative adjustments reduce the 
amount of tax-exempt interest, and, 
therefore, are generally not taken into 
account as deductible losses. These 
modifications to the noncontingent 
bond method for tax-exempt obliga
tions were added because the IRS and 
Treasury believe that when a property 
right is embedded in a tax-exempt 
obi igation it is generally inappropriate 
to treat payments on the right as 
interest on an obligation of a state or 
pol itical subdivision. 

Several commentators suggested that 
the proposed regulations relating to tax
exempt obi igations arc overly restric
tive. These commentators questioned 
the reason for limiting the rate of 
accrual to the tax-exempt AFR and 
characterizing positive adjustments as 
taxable gain rather than interest. They 
also questioned the fairness of treating 
negati ve adjustments as nondedl:.ctible 
adjustments to tax-exempt interest 
when positive adjustments are treated 
as taxable gain. Some of the commen
tators suggested that, at a minimum, 
the interest limitations !'hould not apply 
to contingent obligations that pay inter
est based on interest rate formulas that 
reflect the cost of funds rather than 
changes in the value of embedded 
property rights. finally, commentators 
noted that programs involving munici
pal refinancings of real estate projects 
(for example, low-income multi-family 

housing projects) would be jeopardized 
by the proposed reguhltions because 
payments on tax-exempt obligations 
issued to finance these projects are in 
certain cases contingent in part on the 
revenues or appreciation in value of the 
project. 

The IRS and Treasury continue to 
believe that gain from a property right 
should not be recharacterized as tax
exempt interest merely because the 
property right is embedded in a tax
exempt obligation. The IRS and Treas
ury nevertheless recognize that certain 
types of traditional tax-exempt /inanc
ings should not be subject to the 
interest limitations of the proposed 
regulations (e.g., financings on which 
interest is computed in a manner that 
relates to the cost of funds). Accord
ingly, § 1.I275-4(d) has been revised to 
include a category of tax-exempi obli
gations that will be subject to Ihe 
noncontingent bond method without the 
tax-exempt inlerest limitations con
tained in the proposed regulations. This 
category of tax-exempt obligations in
cludes (1) obligations that would 
qualify as variable rate debt instru
ments (VRDls) except for the failure to 
meet certain of the technical require
ments of the VRDI definition (such as 
the cap and floor limitations, or the 
requirement that interest be paid or 
compounded at least annually), and (2) 
certain obligations issued to refinance 
an obligation, the proceeds of which 
were used to finance a project. 

For other tax-exempl obligations, the 
interest restrictions of the proposed 
regulations are adopted in final form. 
Section 1.1275-4(d) has been revised, 
however, to provide that a negative 
adjustment is treated as a taxable loss 
from the sale or exchange of the 
obligation, rather than as a nondeduct
ible adjustment to tax-exempt interest. 

C. Prepaid tuitioll plalls 

A number of commentators asked 
whether contracts issued under state
sponsored prepaid tuition plans arc 
subject to § 1.1275-4. Although the 
terms of the contracts vary, the con
tracts generally are issued pursuant to a 
plan created by a state to enable the 
participants in the plan to save for 
post-secondary education for them
selves or other designated beneficiaries. 
In adoilion, the plans generally provide 
protection against increases in the costs 
of higher education or otherwise subsi
dize these costs, often by providing for 



contingent payments that arc linked to 
the future costs of post-secondary 
education. 

The COlllmentators argue that * 1.1275~ docs not apply to the 
contracts because the contracts arc not 
debt instruments for federal income tax 
purposes. In addition. the commentators 
argue that. even i I' the contracts arc 
debt instruments. the noncontingent 
bond method would be unduly burden
some and inappropriate for contracts of 
this type. 

The final regulations under * 1.1275-
4 do not affect the treatment of 
contracts issued pursuant to state
sponsored prepaid tUition plans. 
whether or not the contracts arc debt 
instruments. The tinal regulations. like 
the proposed regulations, only apply to 
debt instruments. Thus. the final reg
ulations do not apply to contracts 
issued pursuant to a plan created by a 
state to enable participants to save for 
post-secondary education if the con
tracts arc not debt instruments. In 
addition. the final regulations provide 
an exception for any debt instrument 
issued pursuant to a state-sponsored 
prepaid tuition plan. 

This exception applies to a contract 
issued pursuant to a plan or arrange
ment if: The plan or arrangement is 
created by a state statute; the plan or 
arrangement has a pri mary objecti ve of 
enabling the participants to pay for the 
costs of post-secondary education for 
themselves or their designated benefici
aries; and the contingencies under the 
contract are related to such purpose. 
These characteristics are intended to 
describe all existing state-sponsored 
prepaid tuition plans. Therefore, the 
final regulations do not change the tax 
treatment of a contract issued pursuant 
to these plans. As a result, if the 
contract is a debt instrument, the 
contingent payments on the contruct are 
not taken into account by an individual 
until the payments are made. 

The exception in the final regulations 
is intended to apply only to the existing 
state-sponsored prepaid tuition plans 
and to any future plans that are sub
stantially similar to the existing plans. 
In addition, no inference is intended as 
to whether contracts issued by any 
state-sponsored prepaid tuition plan are 
debt instruments. 

D. Debt instruments subject to 
section 1274 

The proposed regulations provide a 
method for contingent payment debt 

instruments not subject to the noncon
tingent bond method (i.e.. a non
publicly traded debt instrument issued 
in a sale or exchange of non publicly 
traded property). Under the method, a 
debt instrument's noncontingent pay
ments are treated as a separate debt 
instrument. which is generally taxed 
under the rules for noncontingent debt 
instruments. The debt instrument's con
tingent payments are taken into account 
when made. A portion of each con
tingent payment is treated as principal. 
based on the amount determined by 
discounting the payment at the AFR 
from the payment date to the issue 
date. and the remainder is treated as 
interest. Special rules are provided if a 
contingent payment becomes fixed 
more than 6 months before it is due. 

The final regulations generally adopt 
the method in the proposed regulations. 
In addition, the final regulations con
tain rules for a holder whose basis in a 
debt instrument is different from the 
instrument's adjusted issue price (e.g., 
a subsequent holder). 

E. Inflation-indexed bonds 

The Treasury recently announced 
that it was considering issuing bonds 
indexed to inflation (61 FR 25164). 
Depending on their ultimate structure, 
the noncontingent bond method might 
be inappropriate for these bonds. If the 
Treasury issues these bonds, the Treas
ury and IRS may issue regulations to 
provide a simplified tax treatment for 
the bonds. The treatment would require 
current accrual of the inflation 
component. 

Otller amendments to tile OlD 
regulations 

A. Alternative payment schedules 
under §1.1272-1(c) 

Section I. 1272-1 (c) provides rules to 
determine the yield and maturity of 
certain debt instruments that provide 
for one or more alternative payment 
schedules applicable upon the occur
rence of a contingency (or contingen
cies), provided that the timing and 
amounts of the payments that comprise 
each payment schedule are known as of 
the issue date. Under these rules, the 
yield and maturity of a debt instrument 
are generally determined by assuming 
that the payments will be made under 
the payment schedule most likely to 
occur (based on all the facts and 
circumstances as of the issue date). 

Special rules are provided for uncondi
tional options and mandatory sinking 
funds. 

The general rules in * 1.1272-1 (c) 
produce a reasonable result when a 
debt instrument has one stated payment 
schedule that is very likely to occur 
and one or more alternative payment 
schedules that arc unlikely to occur. In 
this case, adherence to the stated 
payment schedule will result in ac
cruals on the debt instrument that 
reasonably reflect the expected return 
on the instrument. The rules can lead to 
unreasonable results, however. if a debt 
instrument provides for a stated pay
ment schedule and one or more alterna
tive payment schedules that dil'fcr 
significantly and that have a compar
able likelihood of occurring. In this 
case, the accruals based on the payment 
schedule identified as most likely to 
occur could differ significantly from 
the expected return on the debt instru
ment, which would reflect all the 
payment schedules and their relative 
probabilities of occurrence. 

Because the general rules of 
§1.1272-I(c) could produce unreason
able results, these rules have been 
modified. Under the final regulations, if 
a single payment schedule is signifi
cantly more likely than not to occur, 
the yield and maturity of the debt 
instrument arc calculated based on that 
payment schedule. As a result. any 
other debt instrument that provides for 
an alternative payment schedule (other 
than because of an unconditional option 
or mandatory sinking fund) will gener
ally be subject to the rules in § 1.1275-
4 for contingent payment debt instru
ments. The final regulations generally 
retain the rules for mandatory sinking 
funds and unconditional options. 

B. Remote alld illcidelltal 
cOlltingencies 

The proposed regulations provide 
that a payment subject to a remote or 
incidental contingency is not consid
ered a contingent payment for purposes 
of § 1.1275-4. In response to a COI11-

ment. the rule relating to remote and 
incidental contingencies has been 
broadened. through the aJJition of new * 1.1275-2(h). to provide that remote 
and incidental contingencies are gener
ally ignored for purposes of sections 
163(e) (othcr than section 163(e)(5» 
and 1271 through 1275 and the regula
tions thereunder. Thus. for example. if 
an otherwise fixed payment debt instru
ment provides for an additional pay-

1996-2 C.B. 87 



ment that will be made upon the 
occurrence of a contingency and there 
is a remote likelihood that the con
tingency will occur, the contingent 
payment is ignored for purposes of 
computing OlD accruals on the instru
ment. Ir the contingency occurs, how
ever, then, solely for purposes of 
sections 1272 and 1273, the debt 
instrument is treated as reissued. There
fore, OlD on the debt instrument is 
redetermined. 

C. D(f/llitioll (~f l/l/aIUiec! stated 
illterest 

The addition of the rules for remote 
or incidental contingencies and the 
changes to the rules for alternative 
payment schedules allow simplification 
of the definition of qualified stated 
interest. Under ~1.1273-I(c), as pub
lished in the Federal Register on 
February 2, 1994, qualified stated 
interest must be unconditionally pay
able in cash or property at least 
annually at a single Iixed rate. Interest 
is unconditionally payable only if late 
payment (other than a late payment that 
occurs within a reasonable grace 
period) or nonpayment is expected to 
be penal ized or reasonable remedies 
exist to compel payment. 

This definition of unconditionally 
payable can be read to conllict with the 
alternative payment schedule rules. For 
example, if a debt instrument has two 
alternative payment schedules, one 
schedule can be stated as the required 
payment schedule and the other sched
ule can be stated as a penalty if the 
required payments are not made. The 
required payments might then be 
treated as unconditionally payable and, 
therefore, as being qual i fied stated 
interest even if they would not be 
qualified stated interest if treated under 
the alternative payment schedule rules. 
Under this treatment, if a payment is 
not made, the reissuance rules of the 
alternative payment schedule regime do 
not apply. Holders can thus argue that 
no OlD would accrue with respect to 
the debt instrument even though OlD 
would accrue if the instrument were 
treated as having an alternative pay
mcnt schedulc and holders fully expect 
any unmade payment to be made in the 
future. 

The remote or incidental rules in 
~ 1.1275-2(h) provide a better mecha
nism for determining whether a pay
ment is Cjualilied stated interest and 
determining the treatment if no pay
ment is made. Thus, the final regula-
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tions modify the definition of uncondi
tionally payable so that interest is 
unconditionally payable only if reason
able legal remedies exist to compel 
payment or the debt instrument other
wise provides terms and conditions that 
make the likelihood of late payment 
(other than a late payment that occurs 
within a reasonable grace period) or 
nonpayment remote. If the payment is 
not made (other than because of in
solvency, default, or similar circum
stances), the final regulations require a 
deemed reissuance for OlD purposes, 
which ensures that OID will accrue. 
This approach should simplify the 
treatment of many debt instruments and 
yet ensure that OID accrues in appro
priate circu mstances. 

D. OlD (.J/Iti-llbllse rule 

On February 2, 1994, the IRS 
published in the Federal Register 
temporary and proposed regulations 
that contained an anti-abuse rule for 
purposes of the OlD regulations 
(~1.I275-2T (59 FR 4831); * 1.1275-
2(g) (59 FR 4878)). Under the anti
abusc rule, the Commissioner can apply 
or depart from the regulations under 
section 163(e) or sections 1271 through 
1275 as necessary to achieve a reason
able result if a principal purpose in 
structuring a debt instrument or engag
ing in a transaction is to achieve a 
result under the regulations that is 
unreasonable in light of the applicable 
statutes. This rule is adopted as a final 
regulation with some clarifying changes 
and the addition of an example to 
illustrate its application to certain con
tingent payment debt instruments. 

E. Deterlllillation of issue price under 
sectioll J 2 74 

Under the proposed regulations, the 
issue price of a contingent payment 
debt instrument that is subject to 
section 1274 (i.e.. a debt instrumcnt 
issued in exchange for nonpublicly 
traded property) is determined without 
taking into account the instrument's 
contingent payments. Thus, the issue 
price of the debt instrument (and the 
buyer's initial basis in the property) is 
limited to an amount determined by 
taking into account only the noncon
tingent payments. The buyer's basis in 
the property, however, is increased by 
the amount of a contingent payment 
treated as principal. This approach was 
adopted primarily because it is inap
propriate to allow a buyer a basis in 

property that re/lects anticipated con
tingent payments that are uncertain in 
amount. In addition, this approach 
limits the ability of the buyer to 
overstate interest deductions over the 
term of the debt instrument. The 
approach of the proposed regulations 
has been adopted in the final regula
tions for taxable debt instruments sub
ject to section 1274. See §1.1274-2(g). 

It is not appropriate, however, to 
apply this approach to tax-exempt 
contingent payment obligations subject 
to section 1274. Because the present 
value of projected contingent payments 
generally is not included in the issue 
price of a taxable deht instrument 
subject to section 1274, the instrument 
is accounted for under * 1.127S-4(c). 
This regime is not appropriate for tax
exempt obligations because it docs not 
distinguish between tax-exempt interest 
and gain attributable to an embedded 
property right. Thus, in order to permit 
tax-exempt obligations to be subject to 
the noncontingent bond method under 
§1.I27S-4(b), the final regulations 
provide special rules to determine the 
issue price of a tax-exempt contingent 
payment obligation subject to section 
1274. 

Under these rules, the issue price of 
a tax-exempt contingent payment obli
gation subject to section 1274 is equal 
to the fair market value of the obliga
tion on the issue date (or, in the case of 
an obligation that provides for interest
based or revenue-based payments, the 
greater of the obligation's fair market 
value or stated principal amount). In 
addition, the obligation is subject to the 
rules of * 1.1 275-4(d) (the noncon
tingent bond method for tax-exempt 
contingent payment obligations) rather 
than § 1.127S-4(c). However, to ensure 
that the buyer's basis is the same as if 
thc buyer had issued a taxable debt 
instrulllcnt, the final regulations limit 
the buyer's basis to the present value 
of the fixed paymcnts. 

~J. J 275-0 Illtegratioll /'lites 

Commentators generally approved of 
the integration rules in the proposed 
regulations, and those rules arc adopted 
with only two significant changes. 

First, the final regulations allow (but 
do not require) the integration of a 
hedge with a fixed rate debt instrument. 
For example, a taxpayer may integrate 
a fixed rate debt instrument and a swap 
into a VRDI. Although the hedging 
transaction regulations (~1.446-4) 



cover many of these transactions, the 
integration rules provide more certain 
treatment. The final regulations, how
ever, do not allow the Commissioner to 
integrate a hedge with either a fixed 
rate debt instrument or a VRDI that 
provides for interest at a qualified 
floating rate. In these cases, treating the 
hedge and the debt instrument sepa
rately is a longstanding rule that 
generally clearly rellects income. 

Second, in limited circumstances, the 
final regulations allow a hedge to be 
entered into prior to the date the 
taxpayer issues or acquires the debt 
instrument. In these circumstances, 
however, the taxpayer must identify the 
hedge as part of an integrated transac
tion on the day the hedge is entered 
into by the taxpayer. Under the final 
regulations, if the hedging transaction 
has not yet had any cash flows (in
cluding amounts paid to enter into or 
purchase the hedge), the integration 
rules work appropriately so that any 
built-in gain or loss on the hedge at the 
time of integration is included over the 
term of the synthetic debt instrument. 
Thus, the tinal regulations put no 
restriction on the time the hedging 
transaction has to be entered into in 
this case. If there have been cash flows 
on the hedge, the tinal regulations 
require the hedge to be entered into no 
earlier than a date that is substantially 
contemporaneous with the date on 
which the debt instrument is acquired. 
This approach should allow commer
cially reasonable transactions to be 
integrated without the need to create 
complex rules to determine the treat
ment of prior cash Ilows on the 
hedging transaction. 

The rules for remote and incidental 
contingencies in § I. I 275-2(h) apply 
for purposes of the integration rules. 
Thus, if there is an incidental mismatch 
between a § 1.1275-6 hedge and a qual
ifying debt instrument, a taxpayer may 
still integrate the hedge and the instru
ment. The mismatch is dealt with 
according to the rules for incidental 
contingencies. 

The final regulations also clarify the 
timing of income, deductions, gains, and 
losses from a hedge of a contingent 
payment debt instrument not subject to 
integration. Under § 1.446-4, the in
come, deductions, gains, and losses must 
match the income, deductions, gains, 
and losses from the debt instrument. 
The tinal regulations clarify that gain or 
loss realized on a transaction that 
hedges a contingent payment on a debt 

instrument subject to § 1.1 275-4(c) is 
taken into account when the contingent 
payment is taken into account under 
§ 1.1275-4(c). This treatment does not 
allow the taxpayer to change the timing 
of the income, deductions, gains, and 
losses from the debt instrument. 

Effective Dates 

In general, the final regulations apply 
to debt instruments issued on or after 
August 13, 1996. Section 1.1275-6 
applies to a qualifying debt instrument 
issued on or after August 13, 1996. 
Section 1.1275-<J also applies to a 
qualifying debt instrument acquired by 
the taxpayer on or after August 13, 
1996, if the qualifying debt instrument 
is a lixed rate debt instrument or a 
VRDI or if the qualifying debt instru
ment and the § 1.1275-6 hedge are 
acquired by the taxpayer substantially 
contemporaneously. Except as otherwise 
provided in the regulations, the changes 
to § 1.1275-5 apply to debt instruments 
issued on or after April 4, 1994. 

Debt instruments issued before the 
effective date of the filial regulations 

For a contingent payment debt in
strument issued before August 13, 
1996, a taxpayer may use any reason
able method to account for the debt 
instrument, including a method that 
would have been required under the 
proposed regulations when the debt 
instrument was issued. However, unless * l.l275-6 applies to the debt instru
ment, integration is not a reasonable 
method to account for the instrument. 

COllsellt to chllllge accoullting method 

The Commissioner grants consent for 
a taxpayer to change its method of 

accounting to follow the final reoula
tions in this document. This conse~lt is 
gran"ted, however, only for a change for 
the first taxable year in which the 
taxpayer must account for a debt 
instrument under the final regulations. 
The change is made on a cut-off basis 
(i.e.. the new method only applies to 
debt instruments issued on or after 
August 13, 1996). Therefore, no items 
of income or deduction are omitted or 
duplicated, and no adjustment under 
section 481 is allowed. 

Special Allalyses 

It has been determined that this 
Treasury decision is not a significant 
regulatory action as defined in EO 
12866. Therefore, a regulatory assess
ment is not required. It also has been 
determined that section 553(b) of the 
Administrative Procedure Act (5 U.S.C. 
chapter 5) and the Regulatory Flex
ibility Act (5 U.S.c. chapter 6) do not 
apply to these regulations, and, there
fore, a Regulatory Flexibility Analysis 
is not required. Pursuant to section 
7805(f) of the Internal Revenue Code, 
the notice of proposed rulemaking 
preceding these regulations was submit
ted to the Small Business Administra
tion for comment on its impact on 
small business. 

* * * * * * 

Adoption of Ame"dments to the 
Regulatiolls 

Accordingly, 26 CFR parts I and 
602 are amended as follows: 

Part I-INCOME TAXES 

Paragraph 1. The authority citation 
for part I is amended by removing the 
entry for § 1.1275-2T and adding two 
entries in numerical order to read as 
follows: 

Authority: 26 U.S.c. 7805 * * * 
Section 1.483-4 also issued under 26 
U.S.c. 483(f). * * * 

Section 1.1275-6 also issued under 26 
U.S.c. 1275(d). * * * 

Par. 2. Section 1.163-7 is amended 
by adding a sentence at the end of 
paragraph (a) to read as follows: 

§1.163-7 Deductioll for OlD 011 

certaill debt illstrulllelllS. 

(a) * * * To determine the amount 
of interest (OlD) that is deductible each 
year on a debt instrument that provides 
for contingent payments, see § 1.1275-
4. 

* * * * * * 
Par. 3. Section 1.446-4 IS amended 

by: 
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I. Redesignating paragraphs (a)(2)
(ii) and (a)(2)(iii) as paragraphs (a)(2)
(iii) and (a)(2)(iv), respectively. 

2. Adding a new paragraph (a)(2)(ii). 

3. Adding a sentence at the end of 
paragraph (e)(4). 

The additions read as follows: 

~1.446-4 Hedgillg trallsactiolls. 

(a) * 
(2) * 

* * 
* * 

(ii) An integrated transaction subject 
to ~ 1.1275-6; 

* * * * * * 

(e) * * * 
(4) * * * Similarly, gain or loss 

realized on a transaction that hedges a 
contingent payment on a debt instru
ment subject to * 1.1275-4(c) (a con
tingent payment debt instrument issued 
for nonpublicly traded property) is 
taken into account when the contingent 
payment is taken into account under * I. I 275-4(c). 

* * * * * * 

§1.483-2T [Rcmovcd] 

Par. 4. Section 1.483-2T is removed 
effective June 14. 1l)96. 

Par. 5. Section 1.483-4 is added to 
read as follows: 

~/.4R3-4 COl/til/gcl/t paylllel/ts. 

(a) 11/ gel/cral. This section applies 
to a contract for the sale or exchange 
of property (the overal\ contract) if the 
contract provides for one or more 
contingent payments and the contract i~ 
subject to section 483. This section 
applies even if the contract provides for 
adequate stated interest under ~ 1.483-
2. I f this section applies to a contract. 
interest under the contract is generally 
computed and accounted for using rules 
similar to those that would apply if the 
contract were a debt instrument subject 
to * 1.1275-4(c). Consequently, all non
contingent payments under the overal\ 
contract are treated as if made under a 
separate contract, and interest accruals 
on this separate contract are computed 
under rules similar to those contained 
in * I. I 275-4(c)(3). Each contingent 
payment under the overall contract is 
characterized as principal and Interest 
under rules similar to those contained 
in * I. I 275-4(c)(4). However. any inter
est. or amount treated as interest. on a 
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contract subject to this section is taken 
into account by a taxpayer under the 
taxpayer's regular method of account
ing (e.g., an accrual method or the cash 
receipts and disbursements method). 

(b) !':"J..wnples. The following exam
ples illustrate the provisions of para
graph (a) of this section. 

Ewmple I. [)eferred paymellt sale with 
colltillliellt illterest-(i) Facts. On December 31. 
19%. A sells depreciable personal properly to B. 
As consideration for the sale. B issues 10 A a 
debt instrument with a malurity date of Decem
ber 31. 20(H. The debt inslrument provides for a 
principal payment of $200.000 on Ihe maturity 
date. and a paymenl of interest on December 31 
of each year, beginning in 1997. equal to a 
pen:entage of the IOtal gross income derived 
from the property in that year. However. the tolal 
interest payable on the debt instrument over its 
entire term is limited to a maximum of $50.000. 
Assume that on December 31. 1996. the shorl
term applicable Federal rate is 4 percent. 
compounded annually. and the mid-term applica
ble Federal rate is 5 percent. compounded 
annually. 

(ii) Treatmellt (~r IItJlICOIltilillelll paymellt /IS 

separate CUlltracl. Each payment of interest is a 
contingent payment. Accordingly. under para
graph (a) of this section. for purposes of 
applying section 4liJ to the debt instrument. the 
right to the noncontingent payment of $200.000 
is treated as a separate contract. The 'amount of 
unstated interest on this separate contract is 
equal to $43.21)5. which is the amount by which 
the payment ($200.000) exceeds the present 
value of the payment ($156,705), calculated 
using the test rate of 5 percent. compounded 
annually. The $200.000 payment is thus treated 
as consisting of a payment of interest of $43,21)5 
and a payment of principal of $156.705. The 
interest is includible in A's gross income. and 
deductible by B. unuer their respective methods 
of accounting. 

(iii) Treatmellt of C(}lItillllelll paymellts. As
sume that the amount of the contingent payment 
that is paiu on December 31. 1997. is $20.000. 
Under paragraph (a) of this section. the $20.000 
payment is treated as a payment of principal of 
$19.231 (the present value. as of the date of sale. 
of Ihe $20.000 payment. calculated using a test 
rate equal 10 4 percent. compounded annually) 
iUld a payment of interest of $761). The $7(1) 
interest payment is includible in A's gross 
incoll1e. and deductible by B, in their respective 
lax able years in which the payment occurs. The 
amount treated as principal gives B additional 
hasis in Ihe property on Decemher 31, 11)\17. The 
remaining contingent payments on the debt 
instrument are i1ccounled for similarly. using a 
test rate of 4 percent. compounded annually. for 
the payments made on Decemher 31. II)Yli. and 
December 31. 11)99. i1nd a test rate of 5 percent. 
compounded annually. for the payments made on 
December 31. 2000. and Decemher 31. 200 I. 

!:'.wmple 2. COlltillKellt .Hllck !llIyo!il-( i) 

Facts. M Corporation and N Corporation c.lch 
owns one-half of the stock of 0 Corporation. On 
Decemher 31. 11)96, pursuant to a rcorgani/ation 
qualifying under section 36X(a)( I)(U), M ac
quires the one-half interest of 0 held hy N in 
exchiUlge for 30.000 shares of M voting stock 
and a non-assignable right to receive up to 
10.000 additional shares of M's voting stock 
during the next 3 years. pwvided the net profits 

of 0 exceed certain amounts speciricu in Ihe 
conlract. No interest is provideJ for in the 
l'Ontract. No aduitional shares are received in 
1997 or in 199M. In 1999. Ihe iUlIIual earnings of 
o exceed Ihe specified amount. and. on Decem
ber 31. 1999. an addilional 3.000 M voting 
shares are triUlsferreu to N. The fair market value 
of Ihe 3.000 shares on Decemher 31, 1999, is 
$300.000. Assume that on December 31. 1996. 
Ihe short-term applicahle Federal ralc is 4 
percent. compounued annually. M and N are 
calelldar year taxpayers. 

(ii) Allocatioll of illtere.H. Section 1274 docs 
not apply 10 Ihe right 10 receive the auuilional 
shares because the right is not a dcbl instruml'nt 
for feueral income lax purposes. As a resull. Ihe 
transfer of the 3.000 M voting shares to N is a 
deferred payment subjeci to seclion 4li3 and iI 

porlion of Ihe shares is Ireilled as unstated 
interest under Ihal section. The amount of 
interest allocable 10 the shares is equal to Ihe 
excess of $300.000 (the fair market value of the 
shares 011 December 31. 19(9) over $266.699 
(the present value of $300.000. uetermincd hy 
discounting the payment at the lest rate of 4 
percent. compounded annually. from Decemher 
31, 1999. to December 31. 1996). As a resull. 
the amount of inlerest allocable to the payment 
of the shares is $33.301 ($300.000 - $266.6(9). 
Both M and N take the interest inlo account in 
1999. 

(c) Effective date. This section ap
plies to sales and exchanges that occur 
on or after August 13. 1996. 

Par_ 6. Section 1.1001-1 is amended 
by revising paragraph (g) to read as 
follows: 

§1.1001-1 Compulation of gaill or 
loss. 

* * * * * * 

(g) Debt illSt ruments issued ill ex
c/wnge for property-( I) III general. If 
a debt instrument is issued in exchange 
for property, the alnount realized al
tributable to the debt instrument is the 
issue price of the debt instrument as 
determined under * 1.1273-2 or * 1.1274-2, whichever is applicable. If, 
however. the issue price of the debt 
instrument is detcrmineJ under section 
1273(b)(4), the amount realized attribu
table to the debt instrument is its stated 
principal amount reJuced by any un
statcd interest (as determined under 
section 483). 

(2) Cawill dcbt illstrUl/lellts that 
provide for cOlltillgellt paYlllellts-(i) III 
gelleral. Paragraph (g)( I) of this sec
tion docs not apply to a debt instru
ment subject to either * 1.483-4 or 
~1.1275-4(c) (certain contingent pay
ment debt instruments issued for lIon
publicly traJed property). 

(ii) Sl}ccil1l rille to deterlllil/e ({I/lOUllt 

realiz.eti. If a debt instrument subject to 
*1.1275-4(c) is issued in exchange for 
property. and the incomc from the 



exchange is not reported under the 
installment method of section 453, the 
amount realized allributable to the debt 
instrument is the issue price of the debt 
instrument as determined under 
§ 1.1 274-2(g), increased by the fair 
mm'ket value of the contingent pay
ments payable on the debt instrument. 
I f a debt instrument subjcct to * 1.483-
4 is issued in exchange for property, 
and the income from the exchange is 
not reported under the installment 
method of section 453, the amount 
realized allributable to thc debt instru
mcnt is its stated principal amount, 
rcduccd by any unstated interest (as 
determined under section 483). and 
increased by the fair markct value of 
the contingent payments payable on the 
debt instrument. This paragraph 
(g)(2)(ii), however. does not apply to a 
debt instrumcnt if the fair market value 
of the contingent payments is not 
reasonably ascertainable. Only in rare 
and extraordinary cases will the fair 
market value of the contingent pay
ments be treated as not reasonably 
ascertainable. 

(3) Coordination IVilli seclion 453. If 
a debt instrument is issued in exchange 
for property, and the incomc from the 
exchange is not reported under the 
installnwnt method of scction 453, this 
paragraph (g) appl ics rather than 
*15a.453-I(d)(2) to detcrminc the tax
payer's amount realized attributable to 
the debt instrument. 

(4) Er(a·tive date. This paragraph (g) 
applies 'io sales or exchangcs that occur 
on or after August 13. 1996. 

Par. 7. Section 1.1012-1 is amendcd 
hy rcvbing paragraph (g) to read as 
follows: 

§/.10/2-1 Basis of property. 

* * * * * * 
(g) Debt illstruments issued ill ex

chanRe for property-( I) III gelleral. 
For purposes of paragraph (a) of this 
section, if a debt instrument is issued 
in exchange for property, the cost of 
the property that is attributable to the 
debt instrument is the issue price of the 
debt instrument as determined under 
§ 1.1273-2 or § 1.1274-2, whichever is 
applicable. If, however, the issue price 
of the debt instrument is determined 
under section 1273(b)(4), the cost of 
the property allributable to th~ ~ebt 
instrument is its stated pnnclpal 
amount reduced by any unstated inter
est (as determined under section 483). 

(2) Certain tax-exempt obligations. 
This paragraph (g)(2) applies to. a tax
exempt obligation (as defined In sec-

tion 1275(a)(3» that is issued in 
exchange for property and that has an 
issue price determined under § 1.1274-
2(j) (concerning tax-exempt contingent 
payment obligations and certain tax
exempt variable rate debt instruments 
subject to section 1274). Notwithstand
ing paragraph (g)( I) of this section, if 
this paragraph (g)(2) applies to a tax
exempt obligation, for purposes of 
paragraph (a) of this section, the cost 
of the property that is attributable to 
the obligation is the sum of the present 
values of the noncontingent payments 

(7) Effective date. 
(d) Certain debt instruments that 

provide for a fixed yield. 

* * * * * * 
§1.1274-2 Issue price of deht 
instruments to which sectioll 1274 
applies. 

* * * * * * 
(g) Treatment of contingent payment 

debt instruments. 

* * * * * * 
(as determined under § 1.1 274-2(c». (i) 

(3) Effective date. This paragraph (g) (j) 
applies to sales or exchanges that occur 

[Reserved] 

on or after August 13, 1996. 
Par. 8. Section 1.l271-0(b) is 

amended by: 
1. Revising the entries for para

graphs (c)(2), (c)(3), (c)(4), and (d) of 
§ 1.1272-1. 

2. Adding an entry for paragraph 
(c)(7) of § 1.1272-1. 

3. Revising the entry for paragraph 
(g) and adding entries for paragraphs 
(i) and (j) of §1.I274-2. 

4. Removing the language "IRe
served],' from the entry for paragraph 
(g) and adding entries for paragraphs 
(g), (h), (i), and (j) of § 1.1275-2. 

5. Removing the entries for 
§ 1.l275-2T. 

6. Adding entries for § 1.1275-4. 
7. Adding entries for paragraphs 

(a)(5) and (a)(6) of § 1.l275-5. 
8. Revising the entries for para

graphs (c)(l) and (c)(5) of §1.1275-5. 
9. Adding entries for § 1.1275-6. 

The revisions and additions read as 
follows: 

§I.I27I-O Original issue discount; 
effective date; table of contellts. 

* * * * * * 
(b) * * * 

* * * * * * 
§/./272-I Current illclusioll (~( OlD 
ill income. 

* * * * * * 
(c) * * * 

(2) 

(3) 

Payment schedule that is sig
nificantly more likely than 
not to occur. 
Mandatory sinking fund pro-
vision. 

(4) Consistency rule. I Reserved I 

* * * * * * 

Special rules for tax-exempt 
obligations. 
(1) Certain variable rate debt in-

(2) 

(3) 

struments. 
Contingent payment 
struments. 
Effective date. 

* * * * * * 

debt in-

§1.I275-2 Special rules relatillg to 
debt illstrumellts. 

(g) 

(h) 

* * * 
Anti-abuse rule. 
(I ) I n general. 

* * * 

(2) Unreasonable result. 
(3) Examples. 
(4) Effective date. 
Remote and incidental con-
tingencies. 
( I ) I n general. 
(2) Remote contingencies. 
(3) Incidental contingencies. 
(4) Aggregation rule. 
(5) Consistency rule. 
(6) Suhsequcnt adjustments. 
(7) Effective date. 

(i) I Reservedl 
(j) Treatment of certain modill-

cations. 

* * * * * * 
§ I. /275-4 COlllillMellt pllyll/elll deht 
illst rUlI/ents. 

(a) Applicability. 
( I ) I n general. 
(2) Exceptions. 
(3) Insolvency and default. 
(4) Convertible debt instruments. 
(5) Remote and incidental con-

ti ngencies. 
(b) Noncolltingellt bond method. 

(I) Applicability. 
(2) In general. 
(3) Description of mcthod. 
(4) Comparable yield and pro

jected paymcnt schedule. 
(5) Qualified stated intercst. 
(6) Adjustments. 
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(7) Adjusted issue price. adjusted 
basis, and retirement. 

(8) Character on sale. exchange. 
or retirement. 

(9) Operating rules. 
(c) Method for debt instruments not 

subject to the noncontingent 
bond method. 
(I) Applicability. 
(2) Separation into components. 
(3) Treatment of noncontingcnt 

payments. 
(4) Treatment of contingent pay

ments. 
(5) Basis di fferent from adjusted 

issue price. 
(6) Treatment of a holder on 

sale. exchange. or retirement. 
(7) Examples. 

(d) Rules for tax-exempt obligations. 
( I ) I n general. 
(2) Ccrtain tax-exempt obliga

tions with interest-based or 
revenuc-based payments 

(3) All other tax-exempt obliga
tions. 

(4) Basis different from adjusted 
issue price. 

(e) Amoullts treated as intcrcst under 
this scction. 

(I) Effective date. 

§ 1.1275-5 Variable rate debt 
i /lSt rumellt.I'. 

(a) * * * 

(c) 

(5) No contingent principal pay
ments. 

(6) Special rule for debt instru
ments issued for nonpublicly 
traded property. 

* * * * * * 
* * * 
(I) Definition. 

* * * * * * 
(5) Tax-exempt obligations. 

* * * * * * 
~/.1275-6 IllteJ:ratioll of qualifying 
debt illst I'Umellts. 

(a) In general. 
(b) Definitions. 

(I) Qualifying debt instrumcnt. 
(2) Section 1.1275-6 hedgc. 
(3) Financial instrument. 
(4) Synthetic debt instrument. 

(c) Integrated transaction. 
(I) Integration by taxpayer. 
(2) integration by Commissioner. 

(d) Special rules for legging into 
and legging out of an integrated 
transaction. 
(I) Lcgging into. 
(2) Lcgging out. 
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(e) Identification requirements. 
(f) Taxation of integrated transac

tions. 
(I) General rule. 
(2) Issue date. 
(3) Term. 
(4) Issue price. 
(5) Adjusted issue price. 
(6) Qualified stated interest. 
(7) Stated redemption price at 

maturity. 
(8) Source of interest income and 

allocation of expense. 
(9) Effectively connected in

come. 
(10) Not a short-term obligation. 
(II) Special rules in the event of 

integration by the Commis
sioner. 

(12) Retention of separate transac
tion rules for certain pur
poses. 

(13) Coordination with consoli-
dated return rules. 

(g) Predecessors and successors. 
(h) Examples. 
(i) [Reserved] 
U> Effecti ve date. 

Par. 9. Section 1.1272-1 is amended 
by: 

I. Revising paragraphs (b)(2)(ii), (c). 
and (d). 

2. Adding a sentcnce at the end of 
paragraph (1)(2). 

3. Removing the language "deter
mining yield and maturity" from the 
first sentcncc of paragraph 0) Example 
5 (iii) and adding the language "sec
tions 1272 and 1273" in its place. 

4. Removing the language "deter
mining yield and maturity" from the 
second scntence of paragraph 0) Exam
ple 7 (v) and adding the language 
"sections 1272 and 1273" in its place. 

The revisions and addition rcad as 
follows: 

§1.1272-1 Currellt illc/usioll (~{ OlD 
ill illcome. 

* * * * * * 
(b) * * * 
(2) * * * 
(ii) A debt instrument that provides 

for contingcnt payments. other than a 
debt instrument described in paragraph 
(c) or (d) of this section or except as 
provided in § 1.1275-4; or 

* * * * * * 
(c) Yield alld maturity of cerwill 

debt illstrumellts su/~iect to COII-

tillgellcies-( I) Applicability. This 
paragraph (c) provides rules to deter
mine the yicld and maturity of certain 
debt instruments that provide for an 
alternative payment schedule (or sched
ules) applicable upon the occurrence of 
a contingency (or contingencies). This 
paragraph (c) applies. however, only if 
the timing and amounts of the pay
ments that comprise each payment 
schedule are known as of the issue date 
and the debt instrument is subject to 
paragraph (c)(2), (3), or (5) of this 
section. A debt instrument does not 
provide for an alternative payment 
schedule merely because there is a 
possibility of impairment of a payment 
(or payments) by insolvency. default, 
or similar circumstances. See * I. I 275-
4 for the treatment of a debt instrument 
that provides for a contingency that is 
not described in this paragraph (c). See 
§J.I273-1(c) to determine whether 
stated interest on a debt instrument 
subject to this paragraph (c) is qualified 
stated interest. 

(2) PaYl1lellf schedule that is siJ:llifi
cantly more likely thall 1I0t to occur. If. 
based on all the facts and circulll
stances as of the issue date. a single 
payment schedule for a debt instru
ment, including the stated payment 
schedule, is significantly more likely 
than not to occur, the yield and 
maturity of the debt instrument are 
computed based on this payment 
schedule. 

(3) Mandatory sill king fund provi· 
sioll. Notwithstanding paragraph (c)(2) 
of this section, if a debt instrument is 
subject to a mandatory sinking fund 
provision. the provision is ignored for 
purposes of computing the yield and 
maturity of the debt instrument if the 
use and terms of the provision meet 
reasonable commercial standards. For 
purposes of the preceding sentence, a 
mandatory sinking fund provision is a 
provision that meets the following 
requirements: 

(i) The provision requires the issuer 
to redeem a certain amount of debt 
instruments in an issue prior to 
maturity. 

(ii) The debt instruments actually 
redeemed are choscn by lot or pur
chased by the issuer either in the open 
market or purslIant to an offer made to 
all holders (with any proration deter
mined by lot). 

(iii) On the isslIe dale. the specific 
debt instruments that will be rcdeemed 
on any date prior to maturity cannot be 
identified. 



(4) COllsistellcy rule. I Reserved I 
(5) Treatmellt of certaill optiolls. 

Notwithstanding paragraphs (c)(2) and 
(3) of this section, the rules of this 
paragraph (c)(5) determine the yield 
and maturity of a debt instrument that 
provides the holder or issuer with an 
unconditional option or options, ex
ercisable on one or more dates during 
the term of the debt instrument, that, if 
exercised, require payments to be made 
on the debt instrument under an alter
native payment schedule or schedules 
(e.}:., an option to extend or an option 
to call a debt instrument at a fixed 
premium). Under this paragraph (c)(5), 
an issuer is deemed to exercise or not 
exercise an option or combination of 
options in a manner that minimizes the 
yield on the debt instrument, and a 
holder is deemed to exercise or not 
exercise an option or combination of 
options in a manner that maximizes the 
yield on the debt instrument. If both 
the issuer and the holder have options, 
the rules of this paragraph (c)(5) are 
applied to the options in the order that 
they may be exercised. Sec paragraph 
(j) Example 5 through Example X of 
this section. 

(6) Subsequel/t wUustmellts. If a 
contingency described in this paragraph 
(c) (including the exercise of an option 
described in paragraph (c)(5) of this 
section) actually occurs or does not 
occur, contrary to the assumption made 
pursuant to this paragraph (c) (a change 
in circumstances), then, solely for 
purposes of sections 1272 and 1273, 
the debt instrument is treated as retired 
and then reissued on the date of the 
change in circumstances for an amount 
equal to its adjusted issue price on that 
date. Sec paragraph U> Example 5 and 
Example 7 of this section. If, however, 
the change in circumstances results in a 
substantially contemporaneous pro-rata 
prepayment as defined in § 1.1275-
2(f)(2), the pro-rata prepayment is 
treated as a payment in retirement of a 
portion of the debt instrument, which 
may result in gain or loss to the holder. 
See paragraph (j) Example 6 and 
Example 8 of this section. 

(7) Effective date. This paragraph (c) 
applies to debt instruments issued on or 
after August 13, 1996. 

(d) Certain debt instruments that 
provide for a fixed yield. If a debt 
instrument provides for one or more 
contingent payments but all possible 
payment schedules under the terms of 
the instrument result in the same fixed 
yield, the yield of the debt instrument 

is the fixed yield. For example, the 
yield of a debt instrument with princi
pal payments that are fixed in total 
amount but that are uncertain as to 
time (such as a demand loan) is the 
stated interest rate if the issue price of 
the instrument is equal to the stated 
principal amount and interest is paid or 
compounded at a fixed rate over the 
entire term of the instrument. This 
paragraph (d) applies to debt instru
ments issued on or after August 13, 
1996. 

* * * * * * 

(f) * * * 
(2) * * * For purposes of the 

preceding sentence, the last possible 
date that the debt instrument could be 
outstanding is determined without re
gard to § 1.1275-2(h) (relating to pay
ments subject to remote or incidental 
contingencies). 

* * * * * * 

§ I. I 272-l(e) is ignored. This para
graph (c)( I )(ii) applies to debt instru
ments issued on or after August 13, 
1996. 

* * * * * * 
(f) * * * 

I::mmple 4. Qualified .f1alell ill/cresl 01/ a dcl1/ 
illslmlllelli Illal is .wbjeel /0 all IIplioll-(i) 
Faels. 011 Jalluary I, I'N7, A issucs, lor 
$100,000, a IO-year debt instrumellt thaI 
provides for a $100,000 prinl:ipal paymclIl al 
maturity and for annual intercst payments 01 
$10,000. Undcr the tcrms of the debt instrunlcnl, 
A has the option, cxcrcisable on Jalluary I, 2002, 
to lowcr thc allnual intercst paymcnts to $X,OOO. 
III addition, the debt illstrument gives lhe Iwlder 
an unconditional right to put thc dcbl inslrument 
back to A. exercisable on January I, 2002, ill 
return for $100,000. 

(ii) An/Oil/II of qualified .\'Ialcd illlerCJi. Under 
paragraph (c)(2) of this scction. the debt 
instrument provides for qualificd Slated interest 
to thc extcllt of the lowest fixed rate at which 
qualificd stat cd intcrcst would bc payable undcr 
any payment schcdule. If thc paymcnt schnlulc 
determined by assuming that thc issucr's option 

Par. 10. 
amended by: 

Section 1.1273-/ 

will be exercised ami the put option will lIot he 
exercised were treated as the debt instrumellt's 
sole payment schedule, ollly $X,OOO of each 
annual interest payment would be qualificd stated 

is interest. Under any othcr paymcnt schedule, thc 

I. Removing the language "princi
pal payments uncertain as to time" in 
the fourth sentence of paragraph (a) 
and adding the language "a fixed 
yield" in its place. 

2. Revising paragraph (c)(1 )(ji). 

3. Revising paragraph (f) Example 4. 
The revisions read as follows: 

§1.1273-1 Definitioll of OlD. 

* * * * * * 
(c) * * * (1) * * * 
(ii) Ullconditiollally payable. Interest 

is unconditionally payable only if rea
sonable legal remedies exist to compel 
timely payment or the debt instrument 
otherwise provides terms and condi
tions that make the likelihood of late 
payment (other than a late payment that 
occurs within a reasonable grace 
period) or nonpayment a remote con
tingency (within the meaning of * 1.1275-2(h». For purposes of the 
preceding sentence, remedies or other 
terms and conditions are not taken into 
account if the lending transaction does 
not reflect arm's length dealing and the 
holder does not intend to enforce the 
remedies or other terms and conditions. 
For purposes of determining whether 
interest is unconditionally payable, Ihe 
possibility of nonpayment due 10 de
fault, insolvency, or similar circum
stances, or due to the exercise of a 
conversion option described in 

debt instrumcnt would providc for allnual 
qualified statcd illtcrcst paymcnts of $10,000. 
Accordingly, oilly $X,OOO of each annual illtcrest 
payment is qualified statcd intcrcst. Any cxccss 
of each annual intcrest payment ovcr $X,OOO is 
included in thc dcbt instrumcnt's statcd rcdcmp
tion price at maturity. 

* 
Par. II. 

amended by: 

* * * 
Section 

* * 
1.1274-2 is 

1. Removing the language 
"§1.1272-1(c)(3)(ii)" from paragraph 
(e) and adding the language "§ 1.1272-
1 (c)(3)" in its place. 

2. Revising paragraph (g). 

3. Adding and reserving paragraph 
(i) and adding paragraph (j). 

The revisions and additions rcad as 
follows: 

§1.1274-2 Issue price (~r debt 
illstrumcllts /() which scctioll 1274 
applies. 

* * * * * * 
(g) Treatmellt of cOlltil/g(,lIt 1)(1),111('111 

debt illslnlll/ellls. Notwithstanding para
graph (b) of this section, if a dcbt 
instrumellt subjcct to section 1274 
provides for one or more contingcllt 
payments, the issue price of thc dcbt 
instrumcnt is the Icsscr of the instru
ment's noncontingent principal pay
ments and thc sum of the prc!-.cnt 
values of thc noncontingcnt payments 
(as detcrmined undcr paragraph (c) of 
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this section). However, if the debt 
instrument is issued in a potentially 
abusive situation, the issue price of the 
debt instrument is the fair market value 
of the noncontingcnt payments. For 
additional rules relating to a debt 
instrument that provides for one or 
more contingent payments, see 
§1.1275-4. This paragraph (g) applies 
to debt instruments issued on or after 
August 13, 1996. 

* * * * * * 

(i) I Reserved J 

(j) Special rules for tax-exempt 
obli}:atiolls--( 1) Certaill variable I'llte 
(leht illstl'llmellts. Notwithstanding para
graph (b) of this section, if a tax
exempt obligation (as defined in sec
tion 1275(a)(3» is a variable rate debt 
instrumcnt (within the mcaning of 
§ 1.1275-5) that pays intcrest at an 
objective rate and is subject to section 
1274, the issuc price of the obligation 
is the grcater of thc obligation's fair 
market valuc and its stated principal 
amount. 

(2) COlltill}:l!lIt pll)'mellt deht illstru
ments. Notwithstanding paragraphs (b) 
and (g) of this section, if a tax-excmpt 
obligation (as defined in scction 
1275(a)(3) is subject to section 1274 
and § 1.1275-4, the issue price of the 
obligation is the fair markct value of 
the obligation. Ilowcver, in the case of 
a tax-exempt obligation that is subject 
to § 1.1275-4(d)(2) (an obligation that 
provides for interest-based or revenue
based payments), the issue price of the 
obligation is the greater of the obliga
tion's fair market value and its stated 
principal amount. 

(3) Effective date. This paragraph U> 
applies to debt instruments issued on or 
after August 13, 1996. 

Par. 12. Section 1.1275-2 is 
amended by adding the text of para
graph (g), adding paragraph (h), adding 
and reserving paragraph (i), and adding 
paragraph (j) to read as follows: 

* I. 1275-2 Special rules re/atillN to 
de/Jt instrumellts. 

* * * * * * 

(g) Allti-a/Juse rule-( I) III }:ellemi. 
If a principal purpose in structuring a 
debt instrument or engaging in a trans
action is to achieve a resull that is 
unreasonable in light of the purposes of 
section 163(e), sections 1271 through 
1275, or any related section of the 
Code, the Commissioner can apply or 
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dcpart from the rcgulations under the 
applicable sections as necessary or 
appropriate to achieve a reasonable 
result. For example, if this paragraph 
(g) applics to a debt instrument that 
provides for a contingent payment, the 
Commissioner can treat the con
tingcncy as if it were a separate 
position. 

(2) Unreasollahle result. Whether a 
result is unreasonable is determined 
bascd on all the facts and circum
stances. In making this determination, a 
significant fact is whether the treatment 
of the debt instrument is expected to 
have a substantial effect on the issuer's 
or a holder's U.S. tax liability. In the 
case of a contingcnt payment debt 
instrument, another significant fact is 
whether the result is obtainable without 
the application of § 1.1275-4 and any 
related provisions (e.}:.. if the debt 
instrument and the contingency were 
entered into separately). A result will 
not be considered unreasonable. how
ever, in the absence of an expected 
substantial effect on the present value 
of a taxpayer's tax liability. 

(3) Examples. The following exam
ples illustrate the provisions of this 
paragraph (g). 

1~"lllll/ple I. A issues a l:urrent-pay, inaeasing
rate note that provides for an early call option. 
AltlHlugh the option is deemed exercised lOll the 
l:all date under § 1.1272-1 (l:)(5), the option is not 
expel:ted to he exercised hy A. In addition. a 
principal purpose of induding the option in the 
terms or the note is to limit the amount of 
interest inwme indudihle hy the holder in the 
period prior to the l:all date hy virtue of the 
option rules in ~1.I272-1(l:)(5). Moreover. the 
application or the option rules is expcl:ted to 
suhstantially reduce the present value or the 
holder's tax Iiahility. Based on these fiKtS. the 
applkation of § 1.1272-l(c)(5) produl:es an un
reasonable result. Therefore, under this paragraph 
(g), the Commissioner can apply the regulations 
(in whole or in parl) to the note without regard 
to §1.I272-I(c)(5). 

Example 2. C, a foreign wrporation not 
sllhject to U.S. taxation. issues to a U.S. holder a 
deht instrument that provides for a conlingenl 
paymcnt. Thc dehl instrumenl is issued for cash 
and is suhject to the noncontingent hond method 
in ~1.1275-4(h). Six monlhs afler isslIam:e, C 
and the holder modify the deht instrumellt so that 
there is a deemed reissuanl:e or Ihe inslrUillenl 
under sel:tion 1001. The new deht instrumenl is 
subject to Ihe rules of § 1.1 275-4(c) ralher than 
~1.1275-4(h). The applicalion of §1.I275-4(c) is 
expel:led 10 subslantially reduce Ihe presenl value 
or Ihe holder's tax liahililY as wmparrd 10 the 
application of § 1.1 275-4(h). In addition, a 
principal purpose of the modilicalion is to 
suhslantially reduce the present value of Ihe 
holder's tax liahility through the application of 
§ 1.127 5-4(c). Based on these facts. the applka
tion of § 1.127 5-4( c) produces an unreasonahle 
result. Therefore, under Ihis paragraph tg), the 
Commissioner can apply the nonconlingent homl 

method to the modified deht instrument. 

Ex"all/ple 3. D issues a convertihle. dcht 
instrument rather than an economically 
equivalent investment unit wnsisting '~f a dent 
instrument and a warrant. The wnverllhle ueht 
instrument is issueu at par anu proviues for 
allnual payments of interest. D issues the 
convertible debt instrument rather than tlte 
investment unit so that the ueht instrument would 
not have OlD. See § 1. I 273-2(jl. In general, tltis 
is a reasonahle result in light of the purposes of 
the applicable statutes. Therefore, the Conlin is
sioner generally will not usc the authority unucr 
this paragraph (g) to depart from the applicatioll 
of § 1.1 273-2(j) in this case. 

(4) EIfective date. This paragraph (g) 
applies to debt instruments issued on or 
after August 13, 1996. 

(h) Remote alld incidelltal COIl

tingencies-( 1) 111 !:eneral. This para
graph (h) applies to a debt instrument 
if one or more payments on the 
instrument are subject to either a 
remote or incidental contingency. 
Whether a contingency is remote or 
incidental is determined as of the issue 
date of the debt instrument, including 
any date there is a deemed reissuance 
of the debt instrument under paragraph 
(h)(6)(ii) or (j) of this section or 
§1.1272-l(c)(6). Except as otherwise 
provided, the treatment of the con
tingency under this paragraph (h) ap
plies for all purposes of sections 163(e) 
(other than section 163(e)(5» and 1271 
through 1275 and the regulations there
under. For purposes of this paragraph 
(h), the possibility of impairment of a 
paymcnt by insolvency, default, or 
similar circumstances is not a 
contingency. 

(2) RCII/ote cOlltill}:ellcies. A con
tingency is remote if there is a remote 
likelihood either that the contingency 
will occur or that the contingency will 
not occur. If there is a remote likeli
hood that the contingency will occur. it 
is assumed that the contingency will 
not occur. If there is a remote likeli
hood that the contingency will not 
occur, it is assumed that the con
tingency will occur. 

(3) IlIcidelltal c()lltill}:ellcies-(i) 
COlltill}:ellc), re/atillR to al/10Ullt. A 
contin('ency relatinn to the amount of a I:> I:> 

payment is incidental if, under all 
reasonably expected market conditions, 
the potential amount of the payment is 
insignificant relative to the total ex
pected amount of the remaining pay
ments on the debt instrument. If a 
payment on a debt instrument is subject 
to an incidental contingency described 
in this paragraph (h)(3)(i), the payment 
is ignored until the payment is made. 



However. see paragraph (h)(6)(i)(l3) of 
this section for the treatment of the 
debt instrument if a change in circum
stances occurs prior to the date the 
payment is made. 

(ii) Contin;:ency relllling to time. A 
contingency relating to the timing of a 
payment is incidental if. under all 
reasonably expected market conditions. 
the potential difference in the timing of 
the payment (from the earliest date to 
the latest date) is insigni ficant. I f a 
payment on a debt instrument is subject 
to an incidental contingency described 
in this paragraph (h)(3)(ii). the payment 
is treated as made on the earliest date 
that the payment could be made pur
suant to the contingency. If the pay
ment is not made on this date. a 
taxpayer makes appropriate adjustments 
to take into account the delay in 
payment. Ilowever. see paragraph 
(h)(6)(i)(C) of this section for the 
treatment of the debt instrument if the 
delay is not insignificant. 

(4) A;:;:re;:ation rule. For purposes 
of paragraph (h)(2) of this section. if a 
debt instrument provides for multiple 
contingencies each of which has a 
remote likelihood of occurring but. 
when all of the contingencies arc con
sidereu together. there is a greater than 
remote likelihood that at least one of 
the contingencies will occur, none of 
the contingencies is treated as a remote 
contingency. For purposes of paragraph 
(h)(3)(i) of this section. if a debt 
instrument provides for multiple con
tingencies each of which is incidental 
but the potential total amount of all of 
the payments subject to the contingen
cies is not, under reasonably expected 
market conditions, insignificant relative 
to the total expected amount of the 
remaining payments on the debt instru
ment, none of the contingencies is 
treated as incidental. 

(5) Consistency rule. For purposes 
of paragraphs (h)(2) and (3) of this sec
tion. the issuer's determination that a 
contingency is either remote or inci
dental is binding on all holders. How
ever, the issuer's determination is not 
binding on a holder that explicitly 
discloses that its determination is dif
ferent from the issuer's determination. 
Unless otherwise prescribed by the 
Commissioner, the disclosure must be 
made on a statement attached to the 
holder's timely filed federal income tax 
return for the taxable year that includes 
the acquisition date of the debt instru
ment. See § 1.1 275-2(e) for rules relat
ing to the issuer's obligation to disclose 

certain information to holders. 
(6) Subsequellt GlUllstmellts-(i) Ap

plicability. This paragraph (h)(6) ap
plies to a debt instrument when there is 
a change in circumstances. For pur
poses of the preceding sentence, there 
is a change in circumstances if-

(A) A remote contingency actually 
occurs or does not occur, contrary to 
the assumption made in paragraph 
(h)(2) of this section; 

([3) A payment subject to an inci
dental contingency described in para
graph (h)(3)(i) of this section becomes 
fixed in an amount that is not insignifi
cant relative to the total expected 
amount of the remaining payments on 
the debt instrument; or 

(C) A payment subject to an inci
dental contingency described in para
graph (h)(3)(ii) of this section becomes 
fixed such that the difference between 
the assumed payment date and the due 
date of the payment is not insignificant. 

(ii) In general. If a change in 
circumstances occurs. solely for pur
poses of sections 1272 and 1273, the 
debt instrument is treated as retired and 
then reissued on the date of the change 
in circumstances for an amount equal 
to the instrument's adjusted issue price 
on that date. 

(iii) COlllillgellt payment debt instru
ments. Notwithstanding paragraph 
(h)(6)(ii) of this section. in the case of 
a contingent payment debt instrument 
subject to §1.I275-4, if a change in 
circumstances occurs,' no retirement or 
reissuance is treated as OCCUlTing. but 
any payment that is fixed as a result of 
the change in circumstances is gov
erned by the rules in § 1.1275-4 that 
apply when the amount of a contingent 
payment becomes fixed. 

(7) E.f{ective date. This paragraph (h) 
applies to debt instruments issued on or 
after August 13, 1996. 

(i) [Reserved] 

U> Treatmellt 0/ certaill modifica
tions. If the terms of a debt instrumcnt 
arc modified to defer one or more 
payments, anu the modification docs 
not cause an exchange under section 
100 I, then. solely for purposes of 
sections 1272 and 1273. the debt in
strument is treated as retired and then 
reissued on the date of the modification 
for an amount equal to the instrument's 
adjusted issue price on that date. This 
paragraph U> applies to debt in:-tru
ments issued on or after August 13, 
1996. 

§ 1.] 27S-2T [Removed] 

Par. 13. Section 1.1275-2T is re
moved effective August 13, 1996. 

Par. 14. In § 1.127 5-3, paragraph 
(b)( 1 )(i) is revised to read as follows: 

§ 1.12 75-3 OlD in/ormatioll reporting 
reqlii rements. 

* * * * * * 
(b) * * * (I) * * * 
(i) Set forth on the face of the debt 

instrument the issue price, the amount 
of OlD. the issue date. the yield to 
maturity, and, in the case of a debt 
instrument subject to the rules of 
§ I. I 275-4(b), the comparable yield and 
projected payment schedule; or 

* * * * * * 
Par. 15. Section 1.1275-4 is added to 

read as follows: 

§1.1275-4 Contillgellt pllyment debt 
illstrumellts. 

(a) Applicability-(l) III ;:elleral. 
Except as provided in paragraph (a)(2) 
of this section, this section applies to 
any debt instrument that provides for 
one or more contingent payments. In 
general, paragraph (b) of this section 
applies to a contingent payment debt 
instrulllent that is issued for money or 
publicly traded property and paragraph 
(c) of this section applies to a con
tingent payment debt instrument that is 
issued for lIonpublicly traded property. 
Paragraph (d) of this section provides 
special rules for tax-exempt obliga
tions. See * 1.1275-6 for a taxpayer's 
treatment of a contingent payment dcbt 
instrument and a hedge. 

(2) /:-"xcl'Jltiolls. This section docs not 
apply to-

0) A debt instrument that has an 
issue price determined under section 
1273(b)(4) (e.;:.. a debt instrument 
subject to section 4~3); 

(ii) A variable rate debt instrument 
(as defined in *1.1275-5); 

(iii) A debt instrument subject to 
*1.1272-1(c) (a debt instrument that 
provides for certain conlingencies) or 
* I. 1272-1 (d) (a debt instru ment that 
provides for a fixed yield); 

(iv) A debt instrument subject to 
section 988 (except as provided in 
section 9~8 and the regulations 
thereunder) ; 

(v) A debl instrumenl to which 
section 1272(a)(6) applies (certain ill-
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terests in or mortgages held by a 
REMIC, and certain other debt instru
ments with payments subject to 
acceleration); 

(vi) A debt instrument (other than a 
tax-exl!mpt obligation) described in 
section I 272(a)(2) (e.x., U.S. savings 
bonds. certain loans between natural 
persons, and short-term taxable obliga
tions); or 

(vii) A debt instrument issued pur
suant to a plan or arrangement if

(A) The plan or arrangement IS 

created by a state statute; 
(3) A primary objective of the plan 

or arrangement is to enable the partici
pants to pay for the costs of post
secondary educat ion for themsel ves or 
their designated beneliciaries; and 

(C) Contingent payments on the debt 
instrument arc related to such 
objective. 

(3) Illsolvellcy alld defalilt. A pay
ment is not contingent merely because 
of the possibility of impairment by 
insolvency. default. or similar cir
cumstances. 

(4) COllvcl'li/JIe deht illstrumcllts. A 
debt instrument does not provide for 
contingent payments merely because it 
provides for an option to conver! the 
debt instru ment into the stock of the 
issuer. into the stock or debt of a 
related party (within the meaning of 
section 267(b) or 707(b)( I ». or into 
cash or other property in an amount 
equal to the approximate value of such 
stock or debt. 

(5) Remote (llld illcidental colltingen
cies. A payment is not a contingent 
payment merely because of a con
tingency that, as of the issue date, is 
either remote or incidental. Sec * 1.1275-2(h) for the treatment of re
mote and incidental contingencies. 

(b) NOllcolltingcllt h(llld lIlethod-( I) 
Applicability. The noncontingent bond 
method described in this paragraph (b) 
applies to a contingent payment debt 
instrument that has an issue price 
detel'lllined under * 1.1273--2 (e.g.. a 
contingent payment debt instrument 
that is issued for money or publicly 
traded property). 

(2) In xelleral. Under the noncon
tingent bond method. interest on a debt 
instrument must be taken into account 
whether or not the amount of any pay
ment is fixed or determinable in the 
taxable year. The amount of interest 
that is taken into account for each 
accrual period is determined by con
structing a projected payment schedule 
for the debt instrument and applying 
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rules similar to those for accruing OlD 
on a noncontingent debt instrument. If 
the actual amount of a contingent pay
ment is not equal to the projected 
amount. appropriate adjustments are 
made to rellect the difference. 

(3) Descriptioll (~f method. The fol
lowing steps describe how to compute 
the amount of income, deductions, 
gain, and loss under the noncontingent 
bond method: 

(i) Step olle: Determille the compar
ahle yield. Determine the comparable 
yield for the debt instrument under the 
rules of paragraph (b)(4) of this sec
tion. The comparable yield is deter
mined as of the debt instrument's issue 
date. 

(ii) Step two: Determine the pro
jected paymellt schedule. Determine the 
projected payment schedule for the 
debt instrument under the rules of 
paragraph (b)(4) of this section. The 
projected payment schedule is deter
mined as of the issue date and remains 
fixed throughout the term of the debt 
instrument (except under paragraph 
(b)(<J)(ii) of this section, which applies 
to a payment that is fixed more than 6 
months before it is due). 

(iii) Step three: Determine the daily 
IJOrtiolls of illterest. Determine the 
daily portions of interest on the debt 
instrument for a taxable year as fol
lows. The amount of interest that 
accrues in each accrual period is the 
product of the comparable yield of the 
debt instrument (properly adjusted for 
the length of the accrual period) and 
the debt instrument's adjusted issue 
price at the beginning of the accrual 
period. See paragraph (b)(7)(ii) of this 
section to determine the adjusted issue 
price of the debt instrument. The daily 
portions of interest are determined by 
allocating to each day in the accrual 
period the ratable portion of thl! interest 
that accrues in the accrual period. 
Except as modified by paragraph 
(b)(3)(iv) of this section. the daily 
portions of interest are includible in 
income by a holder for each day in the 
holder's taxable year on which the 
holder held the debt instrument and are 
deductible by the issuer for each day 
during the issuer's taxable year on 
which the issuer was primarily liable 
on the debt instrument. 

(iv) Step four: AlUust the (lillO/lilt (~f 
income or deductions for dUferellces 
he/ween projected alld aCllIal CO/l

tillgellt paymellts. Make appropriate 
adjustments to the amount of income or 
deductions allributable to the debt 
instrument in a taxable year for any 

differences between projected and ac
tual contingent payments. See para
graph (b)(6) of this section to deter
mine the amount of an adjustment and 
the treatment of the adjustment. 

(4) Comparable yield and pn~iected 
paYlI/ellt sclJedule. This paragraph (b)
(4) provides rules for determining the 
comparable yield and projected pay
ment schedule for a debt instrument. 
The comparable yield and projected 
payment schedule must be supported by 
contemporaneous documentation show
ing that both arc reasonable. are based 
on reliable. complete. and accurate 
data, and are made in good faith. 

(i) COli/parable yield-(A) III xell
era/. Except as provided in paragraph 
(b)(4)(i)(B) of this section. the compar
able yield for a debt instrument is the 
yield at which the issuer would issue a 
fixed rate debt instrument with terms 
and conditions similar to those of the 
contingent payment debt instrument 
(the comparable fixed rate debt instru
ment), including the level of subordina
tion. term, timing of payments. and 
general market conditions. For exam
ple. if a § 1.1275-6 hedge (or the 
substantial equivalent) is available. the 
comparable yield is the yield on the 
synthetic fixed rate debt instrument that 
would result if the issuer entered into 
the §1.1275-6 hedge. If a §1.1275-6 
hedge (or the substantial equivalent) is 
not available, but similar fixed rate 
debt instruments of the issuer trade at a 
price that reflects a spread above a 
benchmark rate. the comparable yield is 
the sum of the value of the benchmark 
rate on the issue date and the spread. In 
determining the comparable yield. no 
adjustments arc made for the riskiness 
of the contingencies or the liquidity of 
the debt instrument. The comparable 
yield must be a reasonable yield for the 
issuer and must not be less than the 
applicable Federal rate (based on the 
overall maturity of the debt in
strument). 

(l3) PreSUlIIlJtion for certaill deht 
illstrUlllellts. This paragraph (b)(4)(i)(I3) 
applies to a debt instrument if the 
instrument provides for one or more 
contingent payments not based 011 

market information and the instrument 
is part of an issue that is marketed or 
sold in substantial part to persons for 
whom the inclusion of interest under 
this paragraph (b) is not expected to 
have a substantial effect on their U.S. 
tax liability. If this paragraph 
(b)(4)(i)(B) applies to a debt instru
ment. the instrument's comparable 
yield is presumed to be the appl icable 



Federal rate (based on the overall 
maturity of the debt instrument). A 
taxpayer may overcome this presump
tion only with clear and convincing 
evidence that the comparable yield for 
the debt instrument should be a speci fic 
yield (determined using the principles 
in paragraph (b)(4)(i)(A) of this sec
tion) that is higher than the applicable 
Federal rate. The presumption may not 
be overcome with appraisals or other 
valuations of nonpublicly traded prop
erty. Evidence used to overcome the 
presumption must be speci fic to the 
issuer and must not be based on 
comparable issuers or general market 
conditions. 

(ii) P/"(~iect('d paymellt schedule. The 
projected payment schedule for a debt 
instrument includes each noncontingent 
payment and an amount for each 
contingent payment determined as 
follows: 

(A) Market-based IJllyml'lIts. I l' a 
contingent payment is based on market 
information (a market-based payment), 
the amount of the projected payment is 
the forward price of the contingent 
payment. The forward pricc of a 
contingent payment is the amount one 
party would agree, as of the issue date, 
to pay an unrelated party for the right 
to the contingent payment on the 
selliement date (e.g., the date the 
contingent payment is made). For ex
ample, if the right to a contingent 
payment is substantially similar to an 
exchange-traded option, the forward 
price is the spot price of the option (the 
option premium) compounded at the 
applicable Federal rate from the issue 
date to the date the contingent payment 
is due. 

(B) Other paymell ts. If a contingent 
payment is not based on market infor
mation (a non-market-based payment), 
the amount of the projected payment is 
the expected value of the contingent 
payment as of the issue date. 

(C) Adjustments to the projected 
payment schedule. The projected pay
ment schedule must produce the com
parable yield. I f the projected payment 
schedule does not produce the compar
able yield, the schedule must be ad
justed consistent with the principles of 
this paragraph (b)(4) to produce the 
comparable yield. For example, the 
adjusted amounts of non-markel-based 
payments must reasonably renect the 
relative expected values of the pay
ments and must not be set to accelerate 
or defer income or deductions. If the 
debt instrument contains both market-

based and non-market-based payments, 
adjustments are generally made IIrst to 
the non-market-based payments be
cause more objective information is 
available for the market-based 
payments. 

(iii) Market iI(forlllatioll. For pur
poses of this paragraph (b), market 
information is any information on 
which an objective rate can be based 
under *1.I275-5(c)(1) or (2). 

(iv) Issuer/holder consistellcy. The 
issuer's projected payment schedule is 
used to determine the holder's interest 
accruals and adjustments. The issuer 
must provide the projected payment 
schedule to the holder in a manner 
consistent with the issuer disclosure 
rules of * 1.1275-2(e). If the isslIer 
does not create a projected payment 
schedule for a debt instrument or the 
issuer's projected payment schedule is 
unreasonable, the holder of the debt 
instrument must determine the compar
able yield and projected payment 
schedule for the debt instrument under 
the rules of this paragraph (1;1)(4). A 
holder that determines its own pro
jected payment schedule must explicitly 
disclose this fact and the reason why 
the holder set its own schedule (e.g., 
why the issuer's projected payment 
schedule is unreasonable). Unless oth
erwise prescribed by the Commissioner, 
the disclosure must be made on a 
statement attached to the holder's 
timely filed federal income tax return 
for the taxable year that includes the 
acquisition date of the debt instrument. 

(v) Issuer's determillatioll re
spected-(A) III gelleral. If the issuer 
maintains the contemporaneous docu
mentation required by this paragraph 
(b)(4), the issuer's determination of the 
comparable yield and projected pay
ment schedule will be respected unless 
either is unreasonable. 

(B) Unreaso/lahle determinatioll. For 
purposes of paragraph (b)(4)(v)(A) of 
this section, a comparable yield or 
projected payment schedule generally 
will be considered unreasonable if it is 
set with a purpose to overstate, unders
tate, accelerate, or defer interest ac
cruals on the debt instrument. In a 
determination of whether a comparable 
yield or projected payment schedule is 
unreasonable, consideration will be 
given to whether the treatlllcnt of the 
debt instrument under this seclion is 
expected 10 have a subslanlial effect on 
the issuer's or holder's U.S. tax lia
bility. For example, if a taxable issuer 
markets a debt instrument to a holder 

not subject to U.S. taxation, the com
parable yield will be given close 
scrutiny and will not be respected 
unless contemporaneous doculllentation 
shows that the yield is not too high. 

(e) Exceptioll. Paragraph (b)(4)(v)
(A) of this section does not apply to a 
debt instrument subject to paragraph 
(b)(4)(i)(B) of this seclion (concerning 
a yield presumption for certain debt 
instruments that provide for non
market-based payments). 

(vi) Exalllpies. The following exam
ples illustrate the provisions of this 
paragraph (b)(4). In each example, 
assume that the instrument described is 
a debt instrument for federal income 
tax purposes. No inference is intended, 
however, as to whether the instrument 
is a debt instrument for federal income 
tax purposes. 

Example I. Markel-baud paymelll-(i) F{/CI.f. 

On Decemher 31. 1996, X corporation issues for 
$1.000.000 a debt instrument that matures on 
December 31. 2006. The deht instrument pro
vides for annual payments of interest, beginning 
ill 1997. at the rate of 6 percent and for a 
payment at maturity equal to 30 t,O(X),OOO plus the 
excess, if any, of the price of to,OOO shares of 
puhlidy traded stock in an unrelated corporation 
on the lIIaturity date over $.150,000. or less the 
excess, if any, of $350.000 over the price of 
t 0.000 shares of the stock on the maturity date. 
On the issue date, the forward price to purchase 
10,000 shares of the stock on December 31, 
2(X)6, is 30350.000. 

(ii) Comparable .1';('/11. Under paragraph 
(h)(4)(i) of this section, the deht instrument"s 
comparahle yield is the yield 011 the synthetic 
deht instrumellt that would result if X corpora
tion elltered into a *1.1275-6 hedge. A ~1.I275-
6 hedge in this case is a forward contract to 
purchase 10.000 sharcs of the stock 011 Decemher 
31, 2006. II" X corporatioll elltered into this 
hedge. the resulting sYllthetic deht instruillent 
would yield 6 perccnt. COIllPOlllllkd allilually. 
Thus. the comparahle yield on the deht instru
lIIent is 6 pcrcent, cOlllpounded alillually. 

(iii) Projl'I"ICII JlaI'mclIl Icilcdule. Under para
graph (h)(4)(ii) of this sectioll. thc projectcd 
payllll'lIt sdll'duk for the deht illsirulllclit COli· 
siSls of 10 alillual paymcllts of $(10.000 ami a 
projected allloulit for the l'Olitiligelit payment at 
lIIaturily. Because the right 10 the colltingellt 
payllIelit is hased on llIar~et illformatioll. the 
projected alllount of Ihe contingent payillelit is 
Ihe forwanJ price of the paymcnt. The right to 
Ihe conlingent paymenl is suhstantially similar to 
a righl to a paymenl of $1.000.000 comhined 
with a cash-selilcd forward contract for the 
purchase of 10.000 shares of Ihe slock for 
$350,000 on Decemher 31. 2006. Because the 
forwanl price to purl'ilase 10.000 shares of Ihe 
stock on Del'cllIhcr J I, 2()()(1. is $J50.000. Ihe 
aillouni 10 he n:ceived or paid under Ihe forward 
conlracl is projecled 10 he l.ern. As a resull. Ihc 
projecled alll(lulIl of Ihe conlill,!;l'nl paymenl al 
lIIalurily is $1,000.000. cOllsislillg of Ihe 
$1.000.000 hase ,IIIIIIUIII alld 1111 addilioll,lI 
alllouni 10 he received or paid under Ihe lorwanl 
l.'(JIllracl. 

(A) A,sullIe. allnnalivcly. Ihal Oil Ihe issue 
dale Ihe I",ward price I" purchase IIJ.Il()O shares 
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Il~' the stock on Decemher 31. 2006. is $370.000 
I~ X corporation enterell into a ~ 1.1275-6 hell~~ 
(a Illrward contract to purchase the shares f~)r 
$370.0()(~). the resulting synthelic dehl inslrumCilI 
would Yield 6.15 percenl. compounded annually. 
Thus •. the comparahle yield on Ihe deht inslru
mel~t IS 6.15 percenl. cOin pounded annually. The 
projected ~aymellt schedule for the lIeht inslru
ment COIiSISts of 10 annual payments of $60 000 
anll a pro]' ecte I . I' . . • l . amount or Ihe contlllgent 
paymenl. al malunty. The projecled amuunt of 
the contlllgcni paymcnt is $1.020.000. consisting 
o~ the $1.~)()0.000 hase amounl plus Ihe excess 
$_0.000 ul Ihe forward prke of Ihe stock over 
the purchase price of the ~Iod under (he forwarll 
contract. 

(13) Assuille. alternatively. Ihal on Ihe issue 
dale the lorwarll price 10 purchase 10 (X)() '1' . 

I
. I • s Jares 

o. t Ie slock on Deccmhcr 31. 2006. is $3)0.000 
II X corporation enlered into a .• I 1')75 r. I .1 • • :< • _ • -0) leuge. 
tl~e rcsulllllg synlhetic deht instrument would 
Yield 5.X5 pcrcen~. compoundell annually. Thus. 
thc comparahle Yield on the lIeht instrument is 
?X5 percent. compoulllJeli annually. The pro
Jectc~ paymellt schedule for the deht instrument 
con~lsls of 10 annual paymcnts of $60.000 and a 
pr~Jcc"cd amoullt. for the COllt ingellt paymellt at 
n~atunty. TI.le proJccted amount of the contingenl 
payment IS $9XO.OOO. consisting of the 
$1,000.000 hase amount minus the excess 
$20.000 of the purchase prke of the stock under 
the forwarll contract over the forward price of 
the stock. 

. 1;\lIl11ple 2. NOll-lIIlIrkN-IJlIsed pllYlllellts-(i) 
/-IlCu. On Decemher 31. 1996. Y issues to Z for 
$1.000.000 a deht inslrument that matures on 
Decemher 31. 2000. The deht inslrument has a 
staled. prim:ipal amount of $1.000,000, payable at 
matunty, and provides for payments on Decem
her 31 of each year. heginning in 1997. of 
$20,O{~0 plus I percent of Y's g.ross receipts, if 
any. lor the year. On the issue date. Y has 
oUlslanding fixed rate deht instruments with 
maturities of 2 10 10 years that trade at a price 
that reflects an average of 100 hasis points over 
Treasury bonds. These deht instruments have 
~erms and cunditions similar to those of the debt 
IIIslrumenl. Assume that on December 31, 1996, 
4-year Treasury honds have a yield of 6.5 
percenl. compounded annually, and that no 
~ 1.1275-6 hedge is availahle fur Ihe debt 
IIISlrulllell1. In addition. assume thaI Ihe interest 
inclusions allrihutahle 10 the deht instrument a;e 
expe~led to have a subslantial effect on Z's U.S. 
tax lIahility. 

. Iii) COlllparable yield. The comparahle yield 
lor Ihe deht inslrumenl is equal to Ihe value of 
lI~e henchmark rate (i.e.. the yield on 4-year 
1 reasury honds) on Ihe issue date plus the 
spread. Thus, Ihe dellt instrument's comparable 
yield is 7.5 percent, compounded annually. 

(iii.) P~(}jected l)(j)'1I/1'1I1 schedule. Y anticipales 
Ihat It Will have no gross receipts in \997, hut 
Ihat it will have gross receipts in later years. and 
those gross receipls will g.row each year for the 
next Ihree years. Based on its husiness projec
tions. Y helieves that it is nol unreasonable to 
expeci Ihat ils gross receipts in 1999 and each 
year Ihereal'tcr will grow by hetwecn 6 percent 
and 13 percent over the prior year. Thus. Y IIIUst 
lake Ihese expeclalions into accounl in estahlish
ing a projeclell paymcnt schedule for the dcbt 
insirullleni Ihal rcsulls in a yield of 7.5 percenl. 
cIlnlpoundcd annually. Accordingly, Y could 
reasonahly sel Ihe following projected payment 
schedule for Ihe deht inslrument: 
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[)llIe NOIIClIIltill);ellt 

payfllellt 

COlllill);('1lI on the debt instrument under paragraph 

I 213 1/l9Y7 
12/311199X 
lWI/199Y 
I 213 l/20(){) 

$ 20.0{)() 
20,(X)0 
20,()()0 

1,020,000 

paymellt 

$ 0 
70,000 
75.600 
X3,X50 

(5) Qualified staled illterest. No 
amounts payable on a debt instrument 
to which this paragraph (b) applies arc 
qualified stated interest within the 
meaning of § 1.1273-I(c). 

(6) Adjustments. This paragraph 
(b)(6) provides rules for the treatment 
of positive and negative adjustments 
under the noncontingent bond method. 
A taxpayer takes into account only 
those adjustments that occur durin o a 
taxable year while the debt instru;ent 
is held by the taxpayer or while the 
taxpayer is primarily liable on the debt 
instrument. 

(i) Determination (l positive and 
lIegative adjustments. If the amount of 
a contingent payment is more than the 
projected amount of the continoent 

·0 

pa~ment, the difference is a positive 
adjustment on the date of the payment. 
If the amount of a contingent payment 
is less than the projected amount of the 
contingent payment. the difference is a 
negative adjustment on the date of the 
payment (or on the scheduled date of 
the payment if the amount of the 
payment is zero). 

(ii) Treatment of net jJositil'e lIlUllst
melllS. The amount, if any, by which 
total positive adjustJllents on a debt 
instrument in a taxable year exceed the 
total negative adjustments on the debt 
instrument in the taxable year is a net 
positive adjustment. A net positive 
adjustment is treated as auuitional 
interest for the taxable year. 

(iii) Treatme/lt (~f /let /leMatil'e ad
justments. The amount. if any, by 
which total negative adjustments on a 
debt instrument in a taxable year 
exceed the total positive aujustments 011 

~he debt instrument in the· taxable year 
IS a net negative adjustillent. A tax
payer's net negative adjustmcnt on a 
debt instrument for a taxable year is 
treated as follows: 

(A) Redllction of illterest accruals. 
A net negative adjustment first reduces 
interest for the taxable year that the 
taxpayer would otherwise account for 
on the. ~ebt !Ilst.rument under paragraph 
(b)(3)(1l1) of thiS section. 

(B) Ordillal)' incollle or loss. If the 
net negative adjustment excecus the 
interest for the taxable year that Ihe 
taxpayer would otherwise account for 

(b)(3)(iii) of this section, the excess is 
treated as ordinary loss by a holder and 
ordinary income by an issuer. How
ever, the amount treated as ordinary 
loss by a holder is limited to the 
amount by which the holder's total 
interest inclusions on the debt instru
ment exceed the total amount of the 
holder's net negative adjustments 
treated as ordinary loss 011 the debt 
instrument in prior taxable years. The 
amount treated as ordinary income by 
an issuer is limited to the amoul1t by 
which the issuer's total interest deduc
tions on the debt instrument exceed the 
total amount of the issuer's net nega
tive adjustments treated as ordinary 
income on the debt instrument in prior 
taxable years. 

(C) Can)/onvard. If the net nega
tive adjustment exceeds the sum of the 
amounts treated by the taxpayer as a 
reduction of interest and as ordinary 
income or loss (as the case may be) on 
the debt instrument for the taxable 
year, the excess is a negative adjust
ment carryforward for the taxable year. 
In .general, a taxpayer treats a negative 
adjltstment carryforward for a taxable 
year as a negative adjustment on the 
debt instrument on the first day of the 
succeeding taxable year. Ilowever, if a 
holder of a debt instrument has a 
negative adjustment carryforward on 
Ihe debt inslrument in a taxable year in 
which the uebt inslrument is sold, 
exchangcu, or retired, Ihe negative 
aUjustmenl carryforward reduces the 
holder's aillount realized on the sale, 
exchange, or retircment. If an issuer of 
a debt instrumcnt has a neoative 

. b 

adJu~tmcnt carryforward on the debt 
inslruillent for a taxable year in which 
the debt instrument is retired, Ihe issuer 
takes the negative adjustment carryfor
ward inlo account as oruinary income. 

(I) Treatlllent under section (j7. A 
net negative adjuslment is not subject 
to section 67 (the 2-percent 1100r on 
miscellaneous itemized deductions). 

(iv) Cross-references. If a holder has 
a hasis in a uebt inslrument that is 
different from the debt instrument's 
adjusted issue price. the holder may 
have auditional l)Ositive or ne"ative 

. b 

adJustmcnts under paragraph (b)(9)(i) 
of this section. I f the amount of a 
contingent payment is fixed more than 
6 monlhs before the date it is due, the 
alllount and timing of the adjustment 
arc determined under paraoraph 
(b)(9)(ii) of this section. b 

(7) Adjusted issue price. atUlisled 



/wsis. alld retirelllelll-(i) III ~eller£l/. If 
a debt instrument is subject to the 
noncontingent bond method. this para
graph (b)(7) provides rules to deter
mine the adjusted issue price of the 
debt instrument. the holder's basis in 
the debt instrument. and the treatment 
of any scheduled or unscheduled retire
ments. In general. because any dif
ference between the actual amount of a 
contingent payment and the projected 
amount of the payment is taken into 
account as an adjustment to income or 
deduction. the projected payments are 
treated as the actual payments for 
purposes of making adjustments to 
issue price and basis and determining 
the alllount of any contingent payment 
made on a scheduled retirement. 

(ii) Defillitioll td lU(justed issue 
price. The adjusted issue price of a 
debt instrument is equal to the debt 
instrument's issue price. increased by 
the interest previously accrued on the 
debt instrument under paragraph 
(b)(3)(iii) of this section (determined 
without regard to any adjustments 
taken into account under paragraph 
(b)(3)(iv) of this section). and de
creased by the amount of any noncon
tingent payment and the projected 
amount of any contingent payment 
previously made on the debt instru
ment. See paragraph (b)(9)(ii) of this 
section for special rules that apply 
when a contingent payment is fixed 
more than 6 months before it is due. 

(iii) Al(justlllellts 10 basis. A holder's 
basis in a debt instrument is increased 
by the interest previously accrued by 
the holder on the debt instrument under 
paragraph (b)(3)(iii) of this section 
(determined without regard to any 
adjustments taken into account under 
paragraph (b)(3)(iv) of this section). 
and decreased by the amount of any 
noncontingent payment and the pro
jected amount of any contingent pay
ment previously made on the debt 
instrument to the holder. See paragraph 
(b)(9)(i) of this section for special rules 
that apply when basis is different from 
adjusted issue price and paragraph 
(b)(9)(ii) of this section for special 
rules that apply when a contingent 
payment is fixed more than 6 months 
before it is due. 

(iv) Scheduled retiremellts. For pur
poses of determining the amount real
ized by a holder and the repurchase 
price paid by the issuer on the sched
uled retirement of a debt instrument. a 
holder is treated as receiving. and the 
issuer is treated as paying. the pro-

jected amount of any contingent pay
ment due at maturity. If the amount 
paid or received is different from the 
projected amount. see paragraph (b)(6) 
of this section for the treatment of the 
difference by the taxpayer. Under para
graph (b)(6)(iii)(C) of this section. the 
amount realized by a holder on the 
retirement of a debt instrument is 
reduced by any negative adjustment 
carryforward determined in the taxable 
year of the retirement. 

(v) Ullscheduled retirements. An un
scheduled retirement of a debt instru
ment (or the receipt of a pro-rata 
prepayment that is treated as a retire
ment of a portion of a debt instrument 
under * 1.l275-2(f)) is treated as a 
repurchase of the debt instrument (or a 
pro-rata portion of the debt instrument) 
by the issuer from the holder for the 
amount paid by the issuer to the holder. 

(vi) Examples. The following exam
ples illustrate the provisions of para
graphs (b)(6) and (7) of this section. In 
each example. assume that the instru
ment described is a debt instrument for 
federal income tax purposes. No in
ference is intended. however. as to 
whether the instrument IS a debt 
instrument for federal income tax 
purposes. 

I:'.rample I. Trl'{I/melll I!f I'0S;I;I'e (jllli lIe!:lI/iI'e 
adju.flmellls-(i) Faci.t. On Deccmbcr 31. 1996. 
Z. a calclllJar ycar taxpaycr. purchascs a dcbt 
instrumcnt subjcct 10 this paragraph (b) at 
original issuc for $I.O()O. Thc debt instrument's 
comparablc yicld is 10 pcrccnt. compounded 
annually. and thc projcctcd payment sehcdule 
providcs for payments of $500 on Dcccmbcr 31. 
1997 (consisting of a noncontingcnt payment of 
$375 and a projcctcd amount of $125) and $660 
on Deccmbcr 31, 199X (consisting of a noncon
tingcnt paymcnl of $600 and a projectcd amount 
of $60). Thc dcbt instrument is a capital a.~scl in 
thc hands of Z. 

(ii) Adjuslmelll ;11 1997. Bascd on the pro
jectcd paymcnt schcdule. Z's IOtal daily portions 
of intcrcst on thc dcbt instrumcnt arc $100 for 
1997 (issuc pricc of $I.(X)O x 10 pcrrcnl). 
Assumc that thc paymcnt actually made on 
Deccmber 31. 1(1)7. is $375. rathcr than the 
projcctcd $500. Undcr paragraph (b)(6)(i) of this 
scction. Z has a ncgativc adjustment of $125 on 
Deccmber 31. 1(1)7. allributablc to thc diiTerclII:e 
bctwccn Ihc amount of thc actual paymcnt and 
thc amount of the projcctcd paymcnt. Becausc Z 
has no positivc adjustmcnts for 1997. Z has a nct 
ncgativc adjustmcnl of $125 on thc dcbt 
instrumcnt for 1997. This nct ncgativc adjust
mcnt rcduecs to zcro thc $100 total daily 
portions of intcrcst Z would otherwisc include in 
incomc in 1997. Accordingly. Z has no interest 
incomc on thc dcht instrumcnt for 1997. Because 
Z had no intcrcst inclusions on thc deht 
instrumcnt for prior taxablc ycars. thc remaining 
$25 of thc nct ncgativc adjustmcnt is a nC)!ativc 
adjustmcnt carryforward for 1997 that results in 
a ncgativc adjustmcnt of $25 on January I. J l)')X. 

(iii) Adjuslmelll 10 ;sJlle price WI/I !JIIS;,\". Z's 

lotal daily portions of intcrest on thc deht 
instrumcnt arc $100 for 1(1)7. Thc adjusted issuc 
pricc of thc dcbt instrumcnt and Z's adjusted 
basis in Ihc dcbt instrumcnt arc incrcascd hy this 
amount. dcspitc thc fact that Z docs not includc 
this amount in incomc hccausc of the nct 
ncgativc adjustmcnt for 1997. In addition. thc 
adjustcd issuc pricc of thc deht instrumcnt and 
Z's adjustcd ba.~is in thc dcht instrumcllt arc 
dccrcascd on Deccmber 31 • 1997. hv thc 
projcctcd amount of thc paymcnt on tha't datc 
($500). Thus. on January I. 199X, Z's adjustcd 
hasis in the dcht instrumcnt and the adjusted 
issuc pricc of thc deht instrumcnt arc $6tX). 

(iv) Adjusimellls ;11 19911. Based on the pro
jccted paymcnt schedule. Z's totat daily portions 
of inlerest arc $60 for 199!! (adjustcd issue pricc 
of $600 x 10 percent). Assume Ihat the paymcnt 
actually madc on Dcccmhcr 31. 199X. is $7(X). 
rathcr than thc projected $660. Undcr paragraph 
(b)(6)(i) of this scction. Z has a positivc 
adjustmcnt of ~O on Deccmbcr 31. 199X. 
allributahle to Ihe differcncc he tween thc amount 
of thc actual payment and thc amount of thc 
projcctcd paymcnt. Bccausc Z also has a 
ncgative adjustmcnt of $25 on January I. 199X. 
Z has a net positivc adjustmcnt of $15 on the 
deht instrumcnt for J 99X (the cxcess of the $40 
positive adjustmcnt ovcr the $25 ncgative adjusl
menl). As a resull. Z has $75 of intcrcsi income 
on thc dcht instrument for 11J9X (the $15 nct 
positive adjustmcnt plus thc $60 total daily 
portions of interest that arc taken into an:ount hy 
Z in that ycar). 

(v) Rl'liremt'lll. Based on the projectcd pay
ment schedule. Z's adjusted hasis in the dcht 
instrumcnt immediately beforc thc paymcnt at 
maturity is $660 ($600 plus $60 total daily 
portions of interest for 199X). Even though Z 
receives $700 at maturity. for purposes of 
determining the amount reali/.ed hy Z on 
retiremcnt of thc deht instrument. Z is trcated as 
rcceiving the projccted amount of the contingent 
payment on Decemher 31. 19l)X. Thcreforc. Z is 
Ircated as rcceiving $6CIO on Decemhcr 31. 199X. 
Becausc Z's adjusted hasis in the deht instrument 
illlillediately hefore its retirclllcnt is $660. Z 
recognizes no gain or loss on the retircillent. 

I:wmple 2. Ne!:lIlil'(' IlIljll.Hmelll mrry{onwml 
for year I!{ .llIle-li) F(lcl.\'. Assulllc the same 
facts as in 1:'xI/lIIl'le 1 or this paragraph 
(h)(7)(vi). except that Z sells thc deht instrumcnt 
on January I. IIJIJX. for $630. 

(ii) G(lill Oil .HI/I'. On thc date the dcht 
instrulllent is sold. Z's adjustcd hasis in the deht 
instrulllcnt is $6(Xl. Because Z has a ncgative 
adjustment or $25 (In the deht instrument on 
January I. I l)'JX. and has IIll positive adjustmcnts 
(In the deht instrulllent in IlJl)X. Z has a net 
negative adjustment ror IIJIJX or :1025. Because Z 
has n(lt included in income any interest on thc 
deht instrumcnt. thc cntire $25 nct negativc 
adjustment is a negative adjw,lincnt carryforward 
for the taxahle year of thc sale. Under paragraph 
(h)(6)(iii)(C) of this section. the :1025 negative 
adjustment "arryf(lrward rcduces the amount 
reali!.ed hy Z ,\n the sale or the deht instrument 
frolll $630 t(l $605. Thus. Z has a gain on the 
sale or $5 ($605 - $6(0). Under paragraph 
(h)(X)(i) or this section. the gain i, trcated as 
interest incoille. 

I:'xlllllp/e 3. NI'!:lIlil'(' (/(ljll.HIIII'11i cllrry{orll'(/r(/ 
for rear of relirl'IIIl'III-ti) h/l'I.1'. Assullle thc 
saml' racts a' in /c"I1/ll/l'iI' I or this paragraph 
(h)(7)(vi). excl'pl Ihal the paymCilt aClually made 
on Decemhel :II. 1l)l)X. is $(115. rathcr than the 
projected $6(,(). 

Iii) Adjll.l/ml'I/I.I· //I /<;98. Under paragraph 
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(h)(6)(i) of this section. Z has a negative 
aujustmcnt of $45 on Dccciliher 31. I YYX. 
atlrihutahle til the uil'fcrcnce hetwecn the amount 
of the actual payment and the aillount of the 
projected payment. In addition. Z has a negative 
adjustment of ~25 on January I. 1l}l}X. See 
I:\ampll' 1 Iii) of this paragraph (h)(7)(vil. 
Bccause Z has no positivc adjustmcnts in I YYX. 
Z has a net negativc adjustmcnt of :PO for I YYX. 
This net negative adjustlllcnt rcduces to zero the 
$()() total daily portions of intereM Z would 
otherwise indude in income for I YYX. Thercl'ore. 
Z has no interest incomc on the dcht instrulllcnt 
for IYYX. Because Z had no interest inclusions 
on the deht instrumcnt for IYY7. the remaining 
$10 of the net negative adjustmcnt is a negative 
aujustmcnt carryforward for I YYX that reduces 
thc alilount reali/.ed hy Z on retirement of thc 
deht instrument. 

(iii) Loss OIl re/ir('II/(,II/. Illlmcdiatcly hcl'ore 
the payment at maturity. Z's adjusted hasis in thc 
ucht instrument is :\.660. Undcr paragraph 
(h)(7)(iv) of this section. Z is trcatcd as rccciving 
thc projccted aillount of thc contingcnt payment. 
or :\.660. as the payment at maturity. Under 
paragraph (h)(6)(iii)(C) of this section. howe vcr. 
this amount is reduccd by any negative adjust
ment carryforward detcrmined for thc taxable 
ycar of rctiremcnt to caiculatc thc amount Z 
realizcs on rctircmcnt of thc dcbt instrumcnt. 
Thus. Z has a loss of $10 on thc retircment of 
the deht instrumcnt. cqual to the amount hy 
which Z's adjusted hasis in thc ucht instrumcnt 
($660) cxcecds the amoulll Z realizes on the 
retircmcnt of thc deht instrumcnt ($660 minus 
thc $10 ncgativc adjustmcnt carryforward). Un
dcr paragraph (b)(8)(ii) of this scction. thc loss is 
a capital loss. 

(8) Character Oil sale, exchanxe, or 
retirement-(i) Gaill. Any gain recog
nized by a holder on the sale, ex
change, or retirement of a debt 
instrument subject to this paragraph (b) 
is interest income. 

(ii) Loss. Any loss recognized by a 
holder on the sale, exchange, or retire
ment of a debt instrument subject to 
this paragraph (b) is ordinary loss to 
the extent that the holder's total interest 
inclusions on the debt instrument ex
ceed the total net negative adjustments 
on the debt instrument the holder took 
into account as ordinary loss. Any 
additional loss is treated as loss from 
the sale, exchange, or retirement of the 
debt instrument. However, any loss that 
would otherwise be ordinary under this 
paragraph (b)(8)(ii) and that is attribu
table to the holder's basis that could 
not be amortized under section 
171(b)(4) is loss from the sale, ex
change, or retirement of the debt 
instrument. 

(iii) Special rule if there are no 
remailling cOlltil/xcnt payments Oil the 
t/c/Jt il/strument-(A) III Reneral. Not
withstanding paragraphs (b)(8)(i) and 
(ii) of this section, if, at the time of the 
sale, exchange, or retirement of the 
debt instrument, there arc no remaining 
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contingent payments due on the debt 
instrument under the projected payment 
schedule, any gain or loss recognized 
by the holder is gain or loss from the 
sale, exchange, or retirement of the 
debt instrument. See paragraph (b)
(9)(ii) of this section to determine 
whether there are no remaining con
tingent payments on a debt instrument 
that provides for fixed but deferred 
contingent payments. 

(13) Exception for certain positive 
adjustments. Notwithstanding paragraph 
(b)(8)(iii)(A) of this section, if a 
positive adjustment on a debt instru
ment is spread under paragraph (b)(9)
(ii)(F) or (G) of this section, any gain 
recognized by the holder on the sale, 
exchange, or retirement of the instru
ment is treated as interest income to 
the extent of the positive adjustment 
that has not yet been accrued and 
included in income by the holder. 

(iv) Examples. The following exam
ples illustrate the provisions of this 
paragraph (b)(8). [n each example, 
assume that the instrument described is 
a debt instrument for federal income 
tax purposes. No inference is intended, 
however, as to whether the instrument 
is a debt instrument for federal income 
tax purposes. 

EWlllpll' I. Gi/;II (III .1'II1t'-(i) Fac/,\'. On 
January I. I YYX, D. a calcndar ycar taxpayer. 
sclls a deht instrumcnt that is suhject 10 

paragraph (h) of this section for $1.350. The 
projcctcd paymcnt schcdulc for thc dcht instru
mcnt provides for contingcnt payments altcr 
January 1. I Y9X. On January I. I YYX. D has an 
adjusted basis in the deht instrument of $1.200. 
In audition, D has a ncgativc adjustmcnt carry
forward of $50 for 1997 that. undcr paragraph 
(h)(6)(iii)(C) of this section. results in a negativc 
aujustmcnt of $50 on January I. IYYX. D has no 
positivc adjustmcnts on thc dcht instrumcnt on 
January I, 199R. 

(ii) Charac/er of ga;lI. Undcr paragraph (h)(6) 
of this scction. thc $50 negativc adjustment on 
January 1. 199X, rcsults in a ncgativc adjustmcnt 
carryforward for 199X. the taxahlc year of thc 
salc of the dcht instrument. Undcr paragraph 
(h)(6)(iii)(Cl of this scction. thc negative adjust
ment carryforward rcduccs thc amounl realil.cd 
hy D on thc salc of thc dcht instrument from 
$1,350 to $1,300. As a rcsult. D realil.cs a $100 
gain on thc sale of thc deht instrumcnt. cqual to 
the $1.30() amount rcalizcd minus D's $1.200 
adjusted basis in thc debt instrument. Under 
paragraph (b)(8)(i) of this section. thc gain is 
intcrcst incomc to D. 

Example 2. Loss Oil sal('-(i) f·lIc/s. On 
Dcccmhcr 31. IYY6. E. a calcndar year taxpaycr. 
purchascs a dcht instrument at original issuc for 
$1.000. Thc dcht instrument is a capital asscl in 
the hands of E. Thc deht inslrumcnt providcs for 
a singlc paymcnt on Dcccmhcr 31. 1'1'1X (lhc 
maturity dalc of thc instrument). of $1.000 plus 
an amount hascd on thc increasc. if an}" in thc 
price of a specified commOllity over thc tcrm of 
thc instrument. The comparahlc yicld for the deht 

instrumcnt is 9.54 pcrccnt. compouncled all
nually, anu thc projccteu payment schcdule 
provides for a paymcnt of $1,200 on Deccmhcr 
31, 1998. Bascu on the projcctcu paymcnt 
seheuulc, the total uaily portions of iniercsi arc 
$95 for 1997 anu $105 for 1998. 

(ii) Ore/illarv 10JJ. Assume Ihat E sells Ihe 
deht illstrumci.t for $1.0S0 Oil Deccmber 31. 
1997. 011 that datc, E has all aujustcu hasis in Ihe 
dcbt instrumcnt of $1.095 ($1,000 original hasis, 
plus total daily portions of $YS for IY97). 
Therefore, E rcalil.es a $45 loss Oil thc sale of 
the ueht instrumcnt ($1.0S0 - $1,()I)51. Thc loss 
is oruinary to thc cxtcnt E's total intcrest 
inclusions on thc dcht instrumcnt ($95) cxeced 
thc total IIct IIcgativc adjustmcnts Oil the 
instrument Ihat E took inlo account as all 
ordinary loss. Bccausc E has nol had any net 
ncgativc aujustlllcnts on Ihe debl inslrumcnt, Ihc 
$45 loss is an ordinary loss. 

(iii) Capital loss. Altcrnalivcly, assumc that E 
sells Ihc uchl illslrumcnt for $990 011 Dcccmhcr 
31, 1997. E rcalizes a $105 loss on the salc of 
thc deht instrumcnt ($990 - $1,09S). Thc loss is 
oruinary to Ihc cxlcnt E's totat intcrcst inclusions 
on thc ucbl instrumcnt ($95) cxcccu the lotal net 
negativc aujustlllcnts on Ihc instrumcnl thai E 
took into account as an ordinary loss. Bccause E 
has not hau any nct negalivc adjustmcnts on Ihe 
dcht instrulllcnt. $YS of the $IOS loss is all 
ordinary loss. The rClllaining $10 of the $105 
loss is a capital loss. 

(9) Operatinx rules. The rules of 
this paragraph (b)(9) apply to a debt 
instrument subject to the noncontingent 
bond method notwithstanding any other 
rule of this paragraph (b). 

(i) Basis different from adjusted is
sue price. This paragraph (b)(9)(i) 
provides rules for a holder whose basis 
in a debt instrument is different from 
the adjusted issue price of the debt 
instrument (e.g., a subsequent holder 
that purchases the debt instrument for 
more or less than the instrument's 
adjusted issue price). 

(A) General rule. The holder ac
crues interest under paragraph (b)
(3)(i i i) of this section and makes 
adjustments under paragraph (b)(3)(iv) 
of this section based on the projected 
payment schedule determined as of the 
issue date of the debt instrument. 
lIowever, upon acqutrtng the debt 
instrument, the holder must reasonably 
allocate any difference between the 
adjusted issue price and the basis to 
daily portions of interest or projected 
payments over the remaining term of 
the debt instrument. Allocations arc 
taken into account under paragraphs 
(b)(9)(i)(I3) and (C) of this section. 

(I3) Basis XI'ClItl'l' til all a(~illsted iss/le 
price. If Ihe holder's basis in the debt 
instrument exceeds the debt instru
ment's adjusted issue price, the amount 
of the difference allocated to a daily 
portion of interest or to a projected 



payment is treateli as a negative 
adjustment on the date the daily portion 
accrues or the payment is made. On the 
date of the adjustment, the holder's 
adjusted basis in the debt instrument is 
reduced by the amount the holder treats 
as a negative adjustment under this 
paragraph (b)(9)(i)(B). See paragraph 
(b)(9)(ii)(E) of this section for a special 
rule that applies when a contingent 
payment is fixed more than 6 months 
before it is due. 

(C) Basis less thall adjusted issue 
price. If the holder's basis in the debt 
instrument is less than the debt instru
ment's adjusted issue price, the amount 
of the difference allocated to a daily 
portion of interest or to a projected 
payment is treated as a positive adjust
ment on the date the daily portion 
accrues or the payment is made. On the 
date of the adjustment, the holder's 
adjusted basis in the debt instrument is 
increased by the amount the holder 
treats as a positive adjustment under 
this paragraph (b)(9)(i)(C). See para
graph (b)(9)(ii)(E) of this section for a 
special rule that applies when a con
tingent payment is fixed more than 6 
months before it is due. 

(D) Premium alld discoulll rules do 
/lot apply. The rules for accruing 
premium and discount in sections 171, 
I 272(a)(7), 1276, and 1281 do not 
apply. Other rules of those sections, 
such as section 171 (b)(4), continue to 
apply to the extent relevant. 

(E) Sale harbor lor exchange listed 
debt illstrume/lts. If the debt instrument 
is exchange listed property (within the 
meaning of * 1.1273-2(f)(2», it is 
reasonable for the holder to allocate 
any difference between the holder's 
basis and the adjusted issue price of the 
debt instrument pro-rata to daily por
tions of interest (as determined under 
paragraph (b)(3)(iii) of this section) 
over the remaining term of the debt 
instrument. A pro-rata allocation is not 
reasonable, however, to the extent the 
holder's yield on the debt instrument, 
determined after taking into account the 
amounts allocated under this paragraph 
(b)(9)(i)(E), is less than the applicable 
Federal rate for the instrument. For 
purposes of the preceding sentence, the 
applicable Federal rate for the debt 
instrument is determined as if the 
purchase date were the issue date and 
the remaining term of the instrument 
were the term of the instrument. 

(F) Examples. The following exam
ples illustrate the provisions of this 
paragraph (b)(9)(i). In each example, 

assume that the instrument described is 
a debt instrument for federal income 
tax purposes. No inference is intended, 
however, as to whether the instrument 
is a debt instrument for federal income 
tax purposes. In addition, assume that 
each instrument is not exchange listed 
property. 

I:\(/mp/e I. /Jasi.l· grealer Ih(/I/ adjl/slcd issuc 
price-Ii) Facl.f. On Juty I. 1998. Z purchascs 
for $1,405 a lIcht instrumcnt that maturcs on 
Deccmber 31. 1999. anll promiscs to pay on thc 
maturity lIatc $1.000 plus thc incrcasc, if allY. in 
Ihc pricc of a spccil1cll amount of a commollily 
from thc issuc dalc 10 thc maturity datc. Thc dcht 
inslrumcnl was originally issucll on Dccemher 
3 \, 1996. for an issue price of $1.000. The 
comparahle yield for Ihe debl inslrumenl is 10.25 
percent. compounlled scmiannually. and Ihe 
projectell payment schedule for the deht inslru
ment (delermined as of the issue dale) provides 
for a single payment at maturily of $1.350. Al 
thc timc of thc purchase, the lIebl instrument has 
all alljustcll issue price of $1.162. assuming 
scmiannual accrual pcriods enlling on Dcccmhcr 
31 and Junc 30 of each ycar. Thc incrcasc in Ihc 
value of lhc deht instrumcnt ovcr its adjustcd 
issue pricc is due to an incrcase in thc expcctcll 
amount of thc contingcnt paymcnt and not to a 
decrcase in market inlcrcst rales. The dcht 
instrumcnt is a capilal assct in thc hands of Z. Z 
is a calcndar year taxpaycr. 

(ii) A/localiOlI of Ihe differel/ce betweell l1a.fis 
alld adjusled i.uue price. Z's hasis in thc deht 
instrument on July I, I 991!. is $1,405. Undcr 
paragraph (h)(9)(i)(A) of this scclion. Z allocalcs 
the $243 diffcrcncc betwccn hasis ($1,405) and 
adjusled issuc price ($1.162) to the contingcnl 
paymcnt al maturity. Z's allocation of Ihc 
diffcrencc betwccn hasis and adjustcd issuc pricc 
is reasonable bccausc the increasc in thc value of 
thc deot instrulllcni ovcr ils adjustcd issuc pricc 
is due 10 all incrcase in Ihe cxpected amounl of 
the conlingcnt paymcnt. 

(iii) Trellimelll of debl illslrumenl for 1998. 
Based on Ihe projeclcd paymcnt schcllule. $60 of 
inlercst accrucs on the dcht instrumcnt from July 
I. 1998 to Deccmher 31. 1991! (thc product of 
thc dcbt instrumcnt's adjustcd issuc price on July 
1.1998 ($1.162) and thc comparahlc yield 
propcrly adjusted for thc Icngth of thc accrual 
pcriod (10.25 pcrcentJ2». Z has no nct ncgativc 
or positive adjuslmcnts for 1991!. Thus. Z 
includes in incomc $60 of total daily portions of 
intcrcst for 1998. On Decemoer 31. 199R. Z's 
adjust cd oasis in the dcbl instrumcnt is $1,465 
($1,405 original basis. plus total daily portions of 
$60 for I 991!). 

(iv) I~"jfeci of allocaliol/ 10 cOl/lil/gelll paymel/I 
at maluril.\". Assume Ihal thc paymcnt actually 
madc on Dcccmoer 31. 1999. is $1.400. rather 
Ihan the projecled $1.350. Thus. under paragraph 
(o)(6)(i) of Ihis section. Z has a positivc 
adjustmcnl of $50 on Deccmher 31. 1999. In 
addition. undcr paragraph (0)(9)( i)( 13) of this 
section. Z has a ncgativc adjustment of $243 on 
December 31. 1999. which is allrihutahlc 10 thc 
diffcrcnce betwccn Z's hasis in thc dcht instru
mcnl on July I. 1998. and the instrumcnt's 
adjuslcd issuc pricc on Ihat datc. As a rcsult. Z 
has a nel negalive adjustmcnl of $193 for 1999. 
lliis ncl ncgative adjuslmcnl reduces 10 /.elll thc 
$12l! lolal daily pOr\ions of intercst Z would 
othcrwise includc in incomc in 1999. Arcord
ingly. Z has 110 intcrcsl incomc on thc dcht 

inslrumcnt for 1999. Bccausc Z had $()O of 
intcrest inclusions for 1991!. $60 of Ihe rcmaining 
$65 nct ncgative adjustmcnt is treatcd hy Z as an 
ordinary loss for 1999. The rcmaining $5 of thc 
nct ncgalivc adjustmcnt is a ncgativc adjustmcnt 
carryforward for 1999 thai rcduccs thc amount 
rcalizcd hy Z on thc rctircmcnt of thc dcbt 
instrumcnt from $1.350 to $1.345. 

(v) Loss al maluril.'". On Dcccmhcr 31. 1999. 
Z's hasis in thc dehl instrumcnt is $1.350 
($1,405 original basis. plus total daily portions of 
$60 for 1991! and $128 for 1999. minus thc 
ncgalive adjustmcnt of $243). As a rcsull. Z 
rcali7.cs a loss of $5 on thc rctiremcnt of thc dcht 
instrumcnt (thc dillercncc hctwccn thc amount 
rcalizcd on the rclircmcnl ($1,345) and Z's 
adjusted hasis in thc dchl instrumcnt ($1.350». 
Under paragraph (h)(l!)(ii) of Ihis scction. thc $5 
loss is treated as loss from the rctircmcnt of thc 
debt instrumcnt. Consequcntly, Z realil.cs a tolal 
loss of $65 on thc dcht instrumcnl for I Y99 (a 
$60 orllinary loss and a $5 capilal loss). 

I~\all/ple 2. Basi.f less Ilrall IIIljuxlcd iX.flle 
price-Oj Facl.f. On January I. 1999. Y pur
chascs for $910 a debl inslrumcnl that pays 7 
pcrccnt inlercst scmiannually on Junc 30 and 
Deccmher 31 of cach year. and that promiscs to 
pay on Deccmher J I. 2001. $1.000 plus or minus 
$10 timcs thc positivc or ncgativc dillercncc. if 
any. hctween a specified amount and thc valuc of 
an indcx on Dccemher 31. 200\. Howevcr. thc 
payment on Dcccmher 31. 200 I. may not hc Icss 
Ihan $650. Thc dcht instrumcnt was originally 
issucd on Dcccmhcr 31. 1996. for an issuc price 
of $1.000. The comparahlc yicld for thc dcht 
inslrument is 9.XO perccnt. compoundcd scmian
nually. ,uld thc projcctcd paymcnt schcdulc for 
the deht instrumcnt (determincd as of thc issuc 
datc) providcs for scmiannual paymcnts of $35 
and a contingent paymcnt at maturity of $1.175. 
On January I. 1999. thc dcht inslrument has an 
adjustcd issue price of $1.0(,0. assuming scmian
nual accrual periods cnding on Deccmhcr 31 and 
Junc 30 of each ycar. Y is a calendar ycar 
taxpayer. 

(ii) Allocaliol/ l!f IiiI' ,IIlkrl'l/("(' 111'/11"('('1/ haJiJ 
(/Ili/ (Ii/juJu'il iJJIIC priCl'. Y's hasis in the dcht 
instrumcnt on January I. 1999. is :10910. Under 
paragraph (h)(9)(i)(A) of this scclion. Y must 
allocatc thc $150 dillcrencc hctween hasis (:10910) 
and adjustcd issuc pricc ($1.060) to daily 
portions of intcrcst or to projectcd payments. 
Thcsc amounts will hc posilivc adjustmcnts taken 
into account at thc timc thc daily portions accruc 
or thc paymcnts are madc. 

(A) Assumc that. hccausc of a decrcasc in thc 
relcvant index. thc cxpected valuc of Ihc 
paymcnt at maturity has declined by ahout 9 
pcrccllt. Bascd Oil forward priccs Oil Jalluary I. 
1999. Y dctermincs that upproximatcly $105 of 
thc lIilTcrcncc hctwecll hasis and mljustcd issuc 
pricc is al\ocahlc to thc contingellt puyml"llt. Y 
allocatcs thc rcmaining $45 to daily portiolls of 
intcrest on a pro·rata hasis (i.e .. the amount 
allocated to all accrual period ("quais the product 
of $45 alld a fractioll. the nUlilerator of which is 
thc total daily portiolls for thc accrual perind and 
thc dellominator of which is the total daily 
portions relilailling on the deot instrumcnt on 
January I. 1(99). This allocation is reasonahle. 

(13) Assume altcrnativcly that. hascd ()n yield~ 

or comparahlc dehl instrunlcnts and its purchase 
pricc for thc dcht instrument. Y Jctermines that 
an appropriate yield for the dcht ill~trumellt is 13 
percent. compoullded ~cmianllually. Ila~cd Oil 

this dctcrmination. Y allocales :1055.75 nr thc 
dilTcrcllcc het wecn oasis anJ adjuqed issuc pricc 
to daily portion~ or illterest as rollow~: "15.19 to 
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lhc uaily pori ions of inlercsl lor lhc laxahlc ycar 
cllliing Dccclllhcr 31. IYYY; $IX.40 10 lhc uaily 
portillns of inlcresl for lhc laxahlc ycar cnuing 
Dccclllhcr 31. 20(X); anu $22.16 10 lhc uaily 
portions of inlcrcsl for lhc laxahlc ycar cnding 
Dcccmhcr 31. 200 I. Y allocalcs lhc rcmaining 
$Y4.25 III lhc conlingcnl paymcnl al malurily. 
This allocalion is rcasllnahlc. 

(ii) Fixed but deferred cOlltin~ent 
puyments. This paragraph (b)(9)(ii) 
provides rules that apply when the 
amount of a contingent payment be
comes fixed before the payment is due. 
For purposes of paragraph (b) of this 
section. if a contingenl payment be
comes fixed within the 6-month period 
ending on the due date of the payment. 
the payment is treated as a contingent 
payment even after the payment is 
fixed. If a contingent payment becomes 
fixed more than 6 months before the 
payment is due, the following rules 
apply to the debt instrument. 

(A) DetCf'millillK adjustmellts. The 
amount of the adjustment attributable 
to the contingent payment is equal to 
the difference between the present 
value of the amount that is fixed and 
the present value of the projected 
amount of the contingent payment. The 
present value of each amount is deter
mined by discounting the amount from 
the date the payment is due to the date 
the payment becomes fixed, using a 
discount rate equal to the comparable 
yield on the debt instrument. The 
adjustment is treated as a positive or 
negative adjustmcnt. as appropriate, on 
the date the contingent payment be
comes fixed. See paragraph (b)(9)
(ii)(G) of this section to determine the 
timing of the adjustment if all remain
ing contingent payments on the debt 
instrument become fixed substantially 
contemporaneously. 

(8) Paymellt schedule. The con
tingent payment is no longer treated as 
a contingent payment after the date the 
amount of the payment becomes fixed. 
On the date the contingent payment 
becomes fixed, the projected payment 
schedule for the debt instrument is 
modified prospectively to retlect the 
fixed amount of the payment. There
fore, no adjustment is made under 
paragraph (b)(3)(iv) of this section 
when the contingent payment is actu
all y made. 

(C) Accrual period. Notwithstanding 
the determination under § 1.1272-1 (b)
(I )(ii) of accrual periods for the debt 
instrument. an accrual period ends on 
the day the contingent payment be
comes fixed. and a new accrual period 
begins on the day after the day the 
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contingent payment becomes fixed. 
(D) Adjustments to basis alld ad

justed is.me price. The amount of any 
positive adjustment on a debt instru
ment determined under paragraph (b)
(9)(ii)(A) of this section increases the 
adjusted issue price of the instrument 
and the holder's adjusted basis in the 
instrument. Similarly, the amount of 
any negative adjustment on a debt 
instrument determined under paragraph 
(b)(9)(ii)(A) of this section decreases 
the adjusted issue price of the instru
ment and the holder's adjusted basis in 
the instrument. 

(E) Basis d(fferellt from adjusted 
issue price. If a holder's basis in u, debt 
instrument exceeds the debt instru
ment's adjusted issue price, the amount 
allocated to a projected payment under 
paragraph (b)(9)(i) of this section is 
treated as a negative adjustment on the 
date the payment becomes fixed. If a 
holder's basis in a debt instrument is 
less than the debt instru men!' s adjusted 
issue price, the amount allocated to a 
projected payment under paragraph 
(b)(9)(i) of this section is treated as a 
positive adjustment on the date the 
payment becomes fixed. 

(F) Special rule for certain COII

tingetlt interest pllyments. Notwith
standing paragraph (b)(9)(ii)(A) of this 
section, this paragraph (b)(9)(ii)(F) ap
plies to contingent stated interest pay
ments that are adjusted to compensate 
for contingencies regarding the reason
ableness of the debt instrument's stated 
rate of interest. For example, this 
paragraph (b)(9)(ii)(F) applies to a debt 
instrument that provides for an increase 
in the stated rate of interest if the credit 
quality of the issuer or liquidity of the 
debt instrument deteriorates. Contingent 
stated interest payments of this type are 
recognized over the period to which 
they relate in a reasonable manner. 

(G) Special rule when all cOlltillxellt 
payments become .fIxed. Notwithstand
ing paragraph (b)(9)(ii)(A) of this 
section, if all the remaining contingent 
payments on a debt instrument become 
fixed substantially contemporaneously, 
any positive or negative adjustments on 
the instrument are taken into account in 
a reasonable manner over the period to 
which they relate. For purposes of the 
preceding sentence, a payment is 
treated as a fixed payment if all 
remaining contingencies with respect to 
the payment are remote or incidental 
(within the meaning of § 1.1275-2(h». 

(H) Example. The following exam
ple illustrates the provisions of this 

paragraph (b)(9)(ii). In this example, 
assume that the instrument described is 
a debt instrument for federal income 
tax purposes. No inference is intended, 
however, as to whether the instrument 
is a debt instrument for federal income 
tax purposes. 

Example. Fixed bU/ deferred PllwI/('lIls-(i) 

Facls. On Dcecmher 31. 1996. B. a calendar year 
laxpaycr, purchases a dclll inslrumcnl al original 
issuc for $1.000. The dclll instrumcnl maturcs on 
Dcccmhcr 3t. 2002. and proviucs for a paymcnl 
of $1.000 al malurily. In addilion. on Dcccmocr 
31 , t999, and Deec mllcr 31. 2002. I he dchl 
inslrumcnl providcs for paymcnls cqual 10 lhe 
exccss of lhc avcragc daily valuc of an inucx for 
lhe 6-monlh pcriod ending on Scplcmocr 30 of 
lhe prcccuing ycar ovcr a spccificd amounl. The 
debl inslrumcnl's comparahle yicld is 10 perccnt. 
eompounucu annually, and lhc illstrumcnl's 
projcclcd paymenl schcuulc consisls of a pay
mcnt of $250 on Dcccmhcr 31. I YYY. and a 
paymcnl of $1.439 on Dcccmhcr 31. 2002. B 
uses allnual accrual pcriods. 

(ii) ""ere.H (lccrllal for 1Y97. Ilascu on the 
projecled paymcnl schedulc. B includcs a IOlal of 
$100 or daily portions or intcrcsl in income in 
IYY7. U's adjustcd hasis in lhc dchl instrumenl 
anu lhe dchl instrumcnl's adjustcd issuc price on 
Dcccmhcr .11. 19Y7. is $1.100. 

(iii) IlIIae.11 accrllal for 199X-(A) AdjllJI
IIIelll. Based on lhc projcclcd paymcnl schcdule. 
B would includc $110 of hllal daily porlions or 
inlcrcsl in incomc in 19YX. Howcvcr. assume lhal 
on Seplcmocr 30. 199X. thc paymcnt duc on 
Dccclllhcr J I. IlJlj9. fixes al $JOO. ralhcr limn 
lhe projccled $250. Thus. on SCplclllocr 30. 
I YlJX. B has an adjuslmcnl cqual to the 
dillcrcncc helwccn thc prcsenl valuc of lhc $JOO 
I1xcu amounl anu lhc prcscnl valuc or lhc :1>250 
projcclcu ailloulll or lhe conlingcnl paymcnl. The 
presenl valucs or lhe lwo paymcnls arc detcr
mincd oy di~counling cach payment rrom the 
dalc lhe paymcnl is due (Decemhcr 31. I YYY) 10 
lhc ualc lhe paymcnl hccomcs fixcd (SeplClnoer 
30. I YYX). using a discount ralc equal 10 10 
pcrccnl. compounucd .ulIlually. Thc prcscnt value 
or lhc fixcd paYlllcnl is $2fi6.30 and lhe prcscnl 
valuc of lhc projccled amounl or lhe conlingenl 
paymenl is $221.9 I. Thus. on Scplcmoer 30. 
I Y9X. B has a posilive adjuslmcnl of $44 .. 1\1 
($266.30 - 3>221.9 I). 

<B) Il(£o"1 of (/djllsllIIe",. Under paragwph 
(h)(Y)(ii)(C) or lhis scclion. B's accrual period 
ends on Seplcmhcr 30. I Y9X. The daily pori ions 
or inlcresl on lhc de hi inslnlmcnl ror lhe period 
from January I. IlJlJX 10 Scplcmher 30. I YlJX 
lolal 3>X 1.51. Thc <Idjuslcd issuc price of lhe dcol 
inslrunll:nl and B's adjush:d hasis in lhc dcOI 
inslrumcnl arc Ihus increased OVl'r lhis peril1d hy 
$125.YO (lhc sum of lhc daily pOrlions of inlercsl 
or $X 1.51 and lhc posilivc adjuslmcnl of $44.3lJ 
madc al lhe end of Ihc period) 10 $1.225.YO. For 
purposcs of all fulurc accrual periods. including 
lhc ncw accrual period from OclOocr I. I Y9X. 10 

Dcccmocr 31. I YY8. lhe uchl inslrumenl's 
projccled paymcnl schedulc is modificd 10 refleel 
a fixeu paymenl of $300 on Decclllhcr J I. I YlilJ. 
Bascd on lhc new <Jdjusted issue price of Ihe debl 
inslrumcnl and lhc IICW projecled paymenl 
schcdule. lhc yield on lhc de hi inslrumcnl docs 
nol changc. 

(C) illleresi (/ccrual for I 99H. Based on lhc 
modil1ed projecled paymenl schedule. $2lJ.56 of 
inleresl accrues during lhe accrual pcriod lhal 
cnds on Dcccmher 31. 19lJX. Ikt'ausc B has no 



othcr adjustmcnts during 199X, thc $44.39 
positivc adjustment on Scptcmhcr 30, 199X, 
rcsults ill a nct positive adjuslIncnt for 199X, 
which is additional interest for that ycar. Thus. U 
includcs $155.46 ($XI.51 + $29.56 + $44.39) of 
illlcrcst in incomc in 199X. U's adjustcd hasis in 
thc deht instrumcnt and the dcht instrumcnt's 
adjustcd issue price 011 Decemher 31, 199X, is 
$1.255.46 (:\.1.225.90 from the cnd of the prior 
accrual period plus $21).56 total daily portions 
for the current accrual pcriod). 

(iii) Timill~ colltillMellcies. This para
graph (b)(9)(iii) provides rules for debt 
instruments that have payments that arc 
contingent as to time. 

(A) Treatmellt oj cerltJill optiolls. If 
a taxpayer has an unconditional option 
to put or call the oebt instrument, to 
exchange the debt instrument for other 
property, or to extend the maturity date 
of the debt instrument, the projected 
payment schedule is determined by 
using the principles of § 1.1272-1 (c)(5). 

(13) Other timing contingencies. 
[Reserved] 

(iv) Cross-border transactiolls-(A) 
Allocatioll of deductions. For purposes 
of § 1.861-8, the holder of a debt 
instrument shalI treat any deduction or 
loss treated as an ordinary loss under 
paragraph (b)(6)(iii)(13) or (b)(8)(ii) of 
this section as a deduction that is 
definitely related to the class of gross 
income to which income from such 
debt instrument belongs. Accordingly, 
if a U.S. person holds a debt instru
ment issued by a related controlled 
foreign corporation and, pursuant to 
section 904(d)(3) and the regulations 
thereunder, any interest accrued by 
such U.S. person with respect to such 
debt instrument would be treated as 
foreign source general limitation in
come, any deductions relating to a net 
negative adjustment will reduce the 
U.S. person's foreign source general 
limitation income. The holder shall 
apply the general rules relating to 
allocation and apportionment of deduc
tions to any other deduction or loss 
realized by the holder with respect to 
the debt instrument. 

(13) Illvestmellts ill United SltJtes real 
property. Notwithstanding paragraph 
(b)(8)(i) of this section, gain on the 
sale, exchange, or retirement of a debt 
instrument that is a United States real 
property interest is treated as gain for 
purposes of sections 897, 1445, and 
6039C. 

(v) Coordillatioll with subchapter M 
alld related provisions. For purposes of 
sections 852(c)(2) and 4982 and 
§ 1.852-11, any positive adjustment, 
negative adjustment, income, or loss on 

a debt instrument that occurs after 
October 31 of a taxable year is treated 
in the same manner as foreign currency 
gain or loss that is attributable to a 
section 988 transaction. 

(vi) Coordillatioll with section 1092. 
A holder treats a negative adjustment 
and an issuer treats a positive adjust
ment as a loss with respect to a 
position in a straddle if the debt 
instrument is a position in a straddle 
and the contingency (or any portion of 
the contingency) to which the adjust
ment relates would be part uf the 
straddle if entered into as a separate 
position. 

(c) Method for debt illstrumellts 1I0t 
subject to the IlOlIcOIllill~ellt hOlld 
method-( 1) Applicability. This para
graph (c) applies to a contingent 
payment debt instrument (other than a 
tax-exempt obligation) that has an issue 
price determined under § 1.1274-2. For 
example, this paragraph (c) generally 
applies to a contingent payment debt 
instrument that is issued for non
publicly traded property. 

(2) Separatioll illto CO/llpOllellts. If 
paragraph (c) of this section applies to 
a debt instrument (the overall debt 
instrument), the noncontingent pay
ments are subject to the rules in 
paragraph (c)(3) of this section, and the 
contingent payments arc accounted for 
separately under the rules in paragraph 
(c)(4) of this section. 

(3) Treatment of IlOlICO/llillMent pay
ments. The noncontingent payments arc 
treated as a separate debt instrumcnt. 
The issue price of the separate debt 
instrument is the issuc price of the 
overall debt instrument, determined 
under § 1.1274-2(g). No interest pay
ments on the separate debt instrumcnt 
are qualified stated interest payments 
(within the meaning of §1.I273-l(c» 
and the de minimis rules of section 
1273(a)(3) and § 1.1273-1 (d) do not 
apply to the separate debt instrument. 

(4) Treatmellt of C()lItill~(,lIt pay
ments-(i) In Relleral. Except as 
provided in paragraph (c)(4)(iii) of this 
section, the portion of a contingcnt 
payment treatcd as interest unoer para
graph (c)(4)(ii) of this section is 
includible in gross income by the 
holder and deductible from gross in
come by the issuer in their respective 
taxable years in which the payment is 
made. 

(ii) Characterization of cOlltill~ellt 
paymellts as principal alld interest
(A) Gelleral rule. A contingent pay
ment is treated as a payment of 

principal in an amount equal to the 
present value of thc payment. octer
mined by discounting the payment at 
the test rate from the date the payment 
is made to the issue date. The amount 
of the payment in excess of the amount 
treated as principal under the preceding 
sentence is treated as a payment of 
interest. 

(B) Test rate. The test rate used for 
purposes of paragraph (c)(4)(ii)(A) of 
this section is the rate that woulo be 
the test rate for the overall debt 
instrument under §1.1274-4 if the term 
of the overall debt instrument began on 
thc issue date of the ovcrall dcbt 
instrument and endeo on the date thc 
contingent paymcnt is made. However, 
in the case of a contingent payment 
that consists of a paymcnt of stated 
principal accompanied by a paymcnt of 
stated intcrest at a rate that exceeds the 
test rate detennineo under the preced
ing sentence, the test rate is the stated 
interest rate. 

(iii) CerltJill delayed cOJllillReJlt 
fJa),lIIeJlts-(A) Gel/eral rule. Notwith
standing paragraph (c)(4)(ii) of this 
section, if a contingent payment be
comes fixed more than 6 months before 
the paymcnt is due, thc issucr and 
holoer arc treatcd as if thc issuer had 
issued a separate debt instrument on 
the date the payment becomes fixed, 
maturing on the date the payment is 
due. This separate dcbt instrument is 
treated as a debt instrument to which 
section 1274 applies. The stated princi
pal amount of this separate dcbt 
instrument is the amount of the pay
ment that becomes fixeu. An amount 
equal to the issue price of this debt 
instrument is characterizeo as intercst 
or principal under the rules of para
graph (c)(4)(ii) of this section ano 
accountcd for as if this amount had 
been paio by the issuer to the holdcr on 
the date that the amount of the paymcnt 
becomes fixed. To determine the issue 
price of thc separate debt instrument, 
the payment is discounted at the test 
rate from the maturity oate of the 
separate debt instrument to the date 
that the alllount of the payment be
comes fixed. 

(13) Test rale. The test rate used for 
purposes of paragraph (c)(4)(iii)(A) of 
this section is oetermined in thc same 
manner as the test rate under paragraph 
(c)(4)(ii)(B) of this section is detcr
minco except that the date the con
tingent payment is due is used rather 
than the date the contingent payment is 
made. 
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(5) Basis differellt from adjusted 
issue price. This paragraph (c)(5) 
provides rules for a holder whose basis 
in a debt instrument is different from 
the instrument's adjusted issue price 
(e·X., a subsequent holder). This para
graph (c)(5), however, docs not apply 
if the holder is reporting income under 
the installment method of section 453. 

(i) AI/owtioll (!( has is. The holder 
must allocate basis to the noncon
tingent component (i.e., the right to the 
noncontingent payments) and to any 
separate debt instruments described in 
paragraph (c)(4)(iii) of this section in 
an amount up to the total of the 
adjusted issue price of the noncon
tingent component and the adjusted 
issue prices of the separate debt instru
ments. The holder must allocate the 
remaining basis, if any, to the con
tingent component (i.e., the right to the 
contingent payments). 

(ii) NOllcolltillgellt cOlllponellt. Any 
difference between the holder's basis in 
the noncontingent component and the 
adjusted issue price of the noncon
tingent component, and any difference 
between the holder's basis in a separate 
debt instrument and the adjusted issue 
price of the separate debt instrument, is 
taken into account under the rules for 
market discount, premium, and acquisi
tion premium that apply to a noncon
tingent debt instrument. 

(iii) COlltin,l:ellt compollent. Amounts 
received by the holder that are treated 
as principal payments under paragraph 
(c)(4)(ii) of this section reduce the 
holder's basis in the contingent compo
nent. If the holder's basis in the 
contingent component is reduced to 
zero, any additional principal payments 
on the contingent component are 
treated as gain from the sale or 
exchange of the debt instrument. Any 
basis remallllllg on the contingent 
component on the date the final con
tingent payment is made increases the 
holder's adjusted basis in the noncon
tingent component (or, if there are no 
remaining noncontingent payments, is 
treated as loss from the sale or 
exchange of the debt instrument). 

(6) Treatmellt of a holder Oil sale, 
exchange, or retiremellt. This para
graph (c)(6) provides rules for the 
treatment of a holder on the sale, 
exchange, or retirement of a debt 
instrument subject to paragraph (c) of 
this section. Under this paragraph 
(c)(6), the holder must allocate the 
amount received from the sale, ex
change, or retirement of a debt instru-
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ment first to the noncontingent 
component and to any separate debt 
instruments described in paragraph 
(c)(4)(iii) of this section in an amount 
up to the total of the adjusted issue 
price of the noncontingent component 
and the adjusted issue prices of the 
separate debt instruments. The holder 
must allocate the remaining amount 
received, if any, to the contingent 
component. 

(i) Amoullt allocated to the noncon
tingent cOllljJollent. The amount allo
cated to the noncontingent component 
and any separate debt instruments is 
treated as an amount realized from the 
sale, exchange, or retirement of the 
noncontingent component or separate 
debt instrument. 

(ii) AlIlount al/ocated to the COII

tingellt colllponent. The amount allo
cated to the contingent component is 
treated as a contingent payment that is 
made on the date of the sale, exchange, 
or retirement and is characterized as 
interest and principal under the rules of 
paragraph (c)(4)(ii) of this section. 

(7) Examples. Thc following cxam
pies illustrate the provisions of this 
paragraph (c). In each example, assume 
that the instrument described is a dcbt 
instrument for federal income tax pur
poses. No inference is intended, how
ever, as to whether the instrument is a 
dcbt instrument for fcderal incomc tax 
purposes. 

I:."xample I. COlllill1(elll illterest payml'lIts-(i) 
Facts. A owns Btackacrc. uncncumhcrcu ucprc
ciahlc rcat cstatc. On January I, 1997, A sclls 
Blackacrc to n. As consiucration for thc salc. n 
makcs a downpaymcnt of $1.000,000 and issucs 
to A a dcbt instrumcnt that maturcs on Dccemhcr 
31. 2001. Thc dcbt instrumcnt providcs for a 
paymcnt of principal at maturity of $5.000.000 
and a contingcnt paymcnt of intcrcst on Dccem
ber 31 of cach ycar cqual to a fi xed perccntagc 
of thc gross rcnts n rcceives from I1lackacre in 
that ycar. Assumc that thc dcbt instrument is not 
issucd in a potcntially abusivc situation. Assumc 
also that on January I, 1997, thc short-tcrm 
appticablc Fcdcral ratc is 5 pcrccnt, cllmpoumlcd 
annually, and thc mid-tcrm applicahlc Fedcral 
ratc is 6 pcrccnt, compoundcd annually. 

(ii) [)etermilla/ioll 0/ isme price. Undcr * 1.1274-2(g), thc issuc pricc of thc ucht 
instrument is $3,736.291, which is the prcsent 
valuc, as of thc issuc date. of thc $5,(X)0.()(X) 
noncontingcnt payment duc at maturity. calcu
latcd using a discount ratc cqual to thc mid-term 
applicabtc Fedcral ratc. UIIlJcr § 1.1 0 12-1 (g)( I ). 
B's basis in Blackacrc on January I, 1997, is 
$4,736,291 ($1,000.000 down paymcnt plus thc 
$3.736,291 issuc pricc of thc dcbt instrumcnt). 

(iii) NOIICOlllillllell/ paymelll treated as sepa
ra/e debt ills/rulllelll. Undcr paragraph (c)(3) of 
this section, thc right to thc noncontingcnt 
paymcnt of principal at maturity is trcatcd as a 
scparatc dcbt instrument. The issuc pricc of this 
scparatc dcht instrumcnt is $3,736.291 (thc issuc 

price of the overall debt instrument). Thc 
separate debt instrument has a staled redcmption 
price at maturity of $5,000,000 and. thcrcfore, 
010 of $1,263,709. 

(iv) Trea/mellt of COl//illl(ellt pO.l'lI/el//s. As
sume that the amount of contingent interest that 
is fixed and paid on December 31, 1997, is 
$200,000. Under paragraph (c)(4)(ii) of this 
section, this payment is treated as consisting of a 
payment of principal of $190,476, whkh is the 
present value of thc paymcnt, determined by 
discounting thc payment at the test rate of 5 
percent, compounded annually, from the date thc 
payment is made to thc issue date. Thc 
remainder of UIC $200,000 paymcnt ($9.524) is 
treated as interest. The additional amount treatcd 
as principal gives B additional basis in IJIackacrc 
on Decemher 31, t997. The portion of thc pay
mcnt treatcd as intercst is includihlc in gross 
income hy A and deductible by n in their 
rcspective taxahle years in which Decemhcr 31, 
t997 occurs. Thc remaining contingent paymcnts 
on thc deht instrumcnt are accounted for 
similarly, using a test rate of 5 perccnt, 
compoundcd annually, for the contingent pay
mCllls due on Decembcr 31, 1991<, and Deccmber 
31, 1999, and a test rate of 6 perccnt, 
compounded annually, for thc contingcnt pay
mcnts duc on Dcccmber 31, 2000, and Deccmber 
31, 2001. 

EXlImple 2. Fixed but de/erred pa.l'mell/-(i) 
Fac/s. The facts are the samc as in paragraph 
(c)(7) I::wmple 1 of this section, exccpt that the 
wntingcnt payment of interest that is fixcd un 
Decemher J I. 19'}7. is not payable until Deccm
hcr 31, 2(XJ1, the maturity date. 

(ii) Trell/men/ 0/ de/errccl COII/iIlIlCIII pa,Vmelll. 
Assumc that thc amollnt of thc paymcnt that 
bccomcs Ii xcd on Deccmbcr 31. 1997, is 
$200,O(X). Because this amount is not payable 
until Dcccmbcr 31, 200 I, undcr paragraph 
(c)(4j(iii) of this scction. a separatc debt 
instrulllcnt to which section 1274 applies is 
treatcd as issucd hy II on Deccmhcr J I. 1997 
(thc datc the paymcnt is lixcd). Thc maturity 
date of this scparate debt instrumcnt is Dcccmber 
31, 2(X) I (thc datc on which thc paymcnt is duc). 
The stated principal amount of this scparate debt 
instrumcnt is $200.000, the amount of thc 
paymcnt that bccomcs fixcd. The imputed 
principal amount of the scparatc dcbt instrument 
is $15X,419. which is thc prescnt value, as of 
Deccmber J I. 1997. of thc $200,000 payment. 
wmputcd using a discount ratc cqual to thc tcst 
ratc of thc overall dcbt instrumcnt (6 perccnt, 
compounded annually). An amount equal to the 
issuc pricc of thc separatc dcbt instrument is 
trcatcd as an amount paid on Dcccmher 31. 
1997. and characterizcd as intcrcst and princiral 
undcr thc rules of paragraph (c)(4)(ii) of this 
section. The amount of thc decmcd paymen! 
characterizcd as principal is equal to $150.X75. 
which is the prcsent value. as of January I. 1997 
(thc issuc datc of thc overall dcnt instrument), ()r 
thc dccmcd payment, wmputcd using a discount 
rate of 5 pcrccnt. compounded annually. The 
amount of thc dcemed paymcnt charactcrizcd a.~ 
intcrcst is $7.544 ($151<,419 - $150,1<75), which 
is includinlc in gross inwmc by A and 
dcductible by B in thcir rcspectivc taxable ycars 
in which December 31, 1997 occurs. 

(d) Rilles for tax-exempt 
obli,l:aliOl1s-( I) 111 ,l:elleral. Except as 
modified by this paragraph (d), the 
noncontingent bond method described 
in paragraph (b) of this section applies 
to a tax-exempt obligation (as defined 



in section l275(a)(3» to which this 
section applies. Paragraph (d)(2) of this 
section applies to certain tax-exempt 
obligations that provide for interest
based payments or revenue-based pay
ments and paragraph (d)(3) of this 
section applies to all other obligations. 
Paragraph (d)( 4) of this section pro
vides rules for a holder whose basis in 
a tax-exempt obi igation is di fferent 
from the adjusted issue price of the 
obligation. 

(2) Certaill lax-exempt obligatiollS 
with interest-based or revenue-based 
paYlllellts-(i) Applicability. This para
graph (d)(2) applies to a tax-exempt 
obligation that provides for interest
based payments or revenue-based 
payments. 

(ii) Illterest-based paymellts. A tax
exempt obligation provides for interest
based payments if the obligation would 
otherwise qualify as a variable rate 
debt instrument under § l.l275-5 ex
cept that-

(A) The obligation provides for 
more than one fixed rate; 

(13) The obligation provides for one 
or more caps, floors, or governors (or 
similar restrictions) that arc lixed as of 
the issue date; 

(C) The interest on the obligation is 
not compounded or paid at least 
annually; or 

(0) The obligation provides for in
terest at one or more rates equal to the 
product of a qualified floating rate and 
a fixed multiple greater than zero and 
less than .65, or at one or more rates 
equal to the product of a qualified 
floating rate and a fixed multiple 
greater than zero and less than .65, 
increased or decreased by a fixed rate. 

(iii) Revellue-based payments. A tax
exempt obligation provides for 
revenue-based payments if the 
obligation-

(A) Is issued to refinance (including 
a series of refinancings) an obligation 
(in a series of relinancings, the original 
obligation), the proceeds of which were 
lIsed to tinance a project or enterprise; 
and 

(B) Would otherwise qualify as a 
variable rate debt instrument under 
* 1.1275-5 except that it provides for 
stated interest payments at least an
nually based on a single fixed percent
age of the revenue, value, change in 
value, or other similar measure of the 
performance of the refinanced project 
or enterprise. 

(iv) Modificatiolls to the noncoll-

tillKellt bUild lIIethod. If a tax-exempt 
obligation is subject to this paragraph 
(d)(2), the following modifications to 
the noncontingent bond method de
scribed in paragraph (b) of this section 
apply to the obligation. 

(A) Daily portiolls and lIet positive 
adjllstmellts. The daily portions of 
interest determined under paragraph 
(b)(3)(iii) of this section and ~my net 
positive adjustment on the obligation 
arc interest for purposes of section 103. 

(B) Net lIegative adjustmellts. A net 
negative adjustment for a taxable year 
reduces the amount of tax-exempt 
interest the holder would otherwise 
account for on the obligation for the 
taxable year under paragraph (b)(3)(iii) 
of this section. If the net negative 
adjustment exceeds this amount, the 
excess is a nondeductible, noncapitaliz
able loss. If a regulated investment 
company (RIC) within the meaning of 
section 851 has a net negative adjust
ment in a taxable year that would be a 
nondeductible, noncapitalizable loss un
der the prior sentence, the RIC must 
usc this loss to reduce its tax-exempt 
interest income on other tax-exempt 
obligations held during the taxable 
year. 

(C) Gains. Any gain recognized on 
the sale, exchange, or retiremcnt of the 
obligation is gain from the sale or 
exchange of the obligation. 

(D) Losses. Any loss recognizcd on 
the salc, cxchange, or retircment of the 
obligation is treated the same as a net 
negative adjustment under paragraph 
(d)(2)(iv)(B) of this section. 

(E) Special rule for losses alld lIet 
negative adjustmellts. Notwithstanding 
paragraphs (d)(2)(iv)(I3) and (0) of this 
section, on the sale, exchange, or 
retirement of the obligation, the holder 
may claim a loss from the sale or 
exchange of the obligation to the extent 
the holder has not received in cash or 
property the sum of its original invest
ment in the obligation and any amounts 
included in income under paragraph 
(d)(4)(ii) of this section. 

( 3) A II 0 the r t a x - ex e III II t 
obligatiolls-(i) Applicability. This 
paragraph (d)(3) applies to a tax
exempt obligation that is not subject to 
paragraph (d)(2) of this section. 

(ii) Modifications to the IWIICOIl

tillRellt bond method. If a tax-exempt 
obligation is subject to this paragraph 
(d)(3), the following modi fications to 
the noncontingent bond method de
scribed in paragraph (b) of this section 
apply to the obligation. 

(A) Modification 10 projected pay
mellt schedule. The comparable yield 
for the obligation is the greater of the 
obligation's yield, determined without 
regard to the contingent payments, and 
the tax-exempt applicable Federal rate 
that applies to the obligation. The 
Internal Revenue Service publishes the 
tax-exempt applicable Federal rate for 
each month in the Internal Revenue 
Bulletin (sec *601.60 I(d)(2)(ii) of this 
chapter). 

(B) Daily portiolls. The daily por
tions of interest determined under 
paragraph (b)(3)(iii) of this section arc 
interest for purposes of section 103. 

(C) IIdjustlllellts. A net positive ad
justment on the obligation is treated as 
gain to the holder from the sale or 
exchange of the obligation in the 
taxable year of the adjustment. A net 
negative adjustment on the obligation is 
treated as a loss to the holder from the 
sale or exchange of the obligation in 
the taxable year of the adjustment. 

(0) Gaills and losses. Any gain or 
loss recognized on the sale, exchange, 
or retirement of the obligation is gain 
or loss from the sale or exchange of the 
obligation. 

(4) Basis differellt frolll lIlUl/sted 
issue price. This paragraph (d)(4) 
provides rules for a holder whose basis 
in a tax-cxempt obligation is different 
from the adjusted issue price of the 
obligation. The rules of paragraph 
(b)(9)(i) of this section do not apply to 
tax-exclIlpt obligations. 

(i) Basis Mreater thull lIlUusted issue 
price. If the holder's basis in the 
obligation exceeds the obligation's ad
justed issue price, the holder, upon 
acquiring the obligation, must allocate 
this difference to daily portions of 
intcrest 011 a yield to maturity basis 
over the remaining term of the obliga
tion. The amount allocated to a daily 
portion of interest is not deductible by 
the holder. Ilowever, the holder's basis 
in the obligation is reduced by the 
amount allocated to a daily portion of 
interest on the date the daily portion 
accrues. 

(ii) Basis less thall adjusted issue 
I,,·ice. If the holder's basis in the 
obligation is less than the obligation's 
adjusted issue price. the holder, upon 
acquiring the obligation, must allocate 
this difference to daily portions of 
interest on a yield to maturity basis 
over the remaining term of the obliga
tion. The amount allocated to a daily 
portion of interest is includible in 
income by the holder as ordinary 
income 011 the date the daily portion 

1996-2 C.B. 105 



accrues. The holder's adjusted basis in 
the obligation is increased by the 
amount includible in income by the 
holder under this paragraph (d)(4)(ii) 
on the date the daily portion accrues. 

(iii) Prelllil/III alld discoullt rules do 
not lIpply. The rules for accruing 
premiulll and discount in sections 171, 
1276, and 1288 do not apply. Other 
rules of those sections continue to 
apply to the extent relevant. 

(e) Amoullts treated as interest UII

der this sectioll. Amounts treated as 
interest under this section are treated as 
OlD for all purposes of the Internal 
Revenue Code. 

(f) Effcctive datc. This section ap
plies to debt instruments issued on or 
after August 13, 1996. 

Par. 16. Section 1.1275-5 IS 

amended by: 
I. Revising paragraph (a)( I). 
2. Removing the language "The 

debt instrument must provide for stated 
interest" from the introductory lan
guage of paragraph (a)(3)(i) and adding 
the language "The debt instrument 
must not provide for any stated interest 
other than stated interest" in its place. 

3. Removing the language "less 
than I year" from the first sentence of 
paragraph (a)(3)(ii) and adding the 
language" I year or less" in its place. 

4. Adding paragraphs (a)(5) and 
(a)(6). 

5. Revising paragraph (b)(2). 
6. Revising paragraphs (c)(l) and 

(c)(5). 
7. Removing the language "cost of 

newly borrowed funds" from para
graph (c)(3)(ii) and adding the lan
guage "qualified floating rate" in its 
place. 

8. Revising paragraph (d) introduc
tory text; revising Exalllples 4 through 
9; and adding Exalll/lle 10. 

9. Revising paragraph (e)(2). 
10. Revising paragraph (e)(3)(v) in

troductory text; revising Example 3 (ii); 
and removing Example 3 (iii). 

The revisions and additions read as 
follows: 

*1.1275-5 Variahlc rate debt 
i list rllll/Cllts. 

(a) Applicability-(I) 111 gencral. 
This section provides rules for variable 
rate debt instruments. Except as 
provided in paragraph (a)(6) of this 
section, a variable rate debt instrument 
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is a debt instrument that meets the 
conditions described in paragraphs 
(a)(2), (3), (4), and (5) of this section. 
If a debt instrument that provides for a 
variable rate of interest does not 
qualify as a variable rate debt instru
ment, the debt instrument is a con
tingent payment debt instrument. See * 1.1275-4 for the treatment of a 
contingent payment debt instrument. 
See *1.1275-6 for a taxpayer's treat
ment of a variable rate debt instrument 
and a hedge. 

* * * * * * 
(5) No cOlltillE;cnt principal pay

mellts. Except as provided in paragraph 
(a)(2) of this section, the debt instru
ment must not provide for any princi
pal payments that are contingent 
(within the meaning of * 1.1 275-4(a». 

(6) Special rule for debt instruments 
issued for lIollpubliciy traded property. 
A debt instrument (other than a tax
exempt obligation) that would other
wise qualify as a variable rate debt 
instrument under this section is not a 
variable rate debt instrument if section 
1274 applies to the instrument and any 
stated interest payments on the instru
ment are treated as contingent pay
ments under * 1.1274-2. This paragraph 
(a)(6) applies to debt instruments 
issued on or after August 13, 1996. 

(b) * * * 
(2) Certaill rates based Oil a 

qualified float ill}: rate. For a debt 
instrument issued on or after August 
13, 1996, a variable rate is a qualified 
floating rate if it is equal to either-

(i) The product of a qualified float
ing rate descri bed in paragraph (b)( I ) 
of this section and a fixed multiple that 
is greater than .65 but not more than 
1.35; or 

(ii) The product of a qualified float
ing rate described in paragraph (b)(I) 
of this section and a tixed mUltiple that 
is greater than .65 but not more than 
1.35, increased or decreased by a fixed 
rate. 

* * * * * * 

(c) Objectil'e rate-( I) Defil1ition
(i) In gelleral. For debt instruments 
issued on or after August 13, 1996, an 
objective rate is a rate (other than a 
qualified floating rate) that is deter
mined using a single fixed formula and 
that is based on objective financial or 
economic information. For example, an 
objective rate generally includes a rate 
that is based on one or more qualified 

floatino rates or on the yield of actively 
traded to personal property (within the 
meanino of section 1 092(d)(1 }). 

to 

(ii) Exceptioll. For purposes of para
graph (c)(1 )(i) of this section, an 
objective rate does not include a rate 
based on information that is within the 
control of the issuer (or a related party 
within the meaning of section 2C17(b) or 
707(b)(1» or that is unique to the 
circumstances of the issuer (or a related 
party within the meaning of section 
267(b) or 707(b)( 1», such as dividends, 
profits, or the value of the issuer's 
stock. However, a rate docs not fail to 
be an objective rate merely because it 
is based on the credit quality of the 
issuer. 

* * * * * * 
(5) Tax-exempt o/JIiE;lltions. Notwith

standing paragraph (c)( I) of this sec
tion, in the case of a tax-exempt 
obligation (within the meaning of sec
tion I 275(a)(3)}, a variable rate is an 
objective rate only if it is a qualified 
inverse Iloating rate or a qualified 
inllation rate. A rate is a qualified 
inllation rate if the rate measures 
contemporaneous changes in inllation 
based on a general inflation index. 

(d) Examples. The following exam
ples illustrate the rules of paragraphs 
(b) and (c) of this section. For purposes 
of these examples, assume that the debt 
instrument is not a tax-exempt obliga
tion. In addition, unless otherwise 
provided, assume that the rate is not 
reasonably expected to result in a 
significant front-loading or back
loading of interest and that the rate is 
not based on objective financial or 
economic information that is within the 
control of the issuer (or a related party) 
or that is unique to the circumstances 
of the issuer (or a related party). 

* * * * * * 
I:xalllple 4. Rale I)(ued Oil ('lllIlIlIes ill Ihe 

mille of a C/JI//II/Oilily il/dt'x. On January I. 1'J'J7. 
X issucs a dehl inslrumenl Ihal provides for 
annual inlcresl paymenls al Ihe end of each year 
al a rale equal 10 Ihe perccnlage increase. if any. 
in Ihe value of an index for Ihe year immedialely 
preccding Ihc paymenl. The index is hased Oil 

Ihe priccs of several aClively lraded commodilies. 
Varialions in Ihe value of Ihis inleresl rale canllol 
reasonably be expecled 10 measure conlempo
raneous varial ions in Ihe cosl of newly borrowed 
funds. Accordingly. Ihe rale is nol a qualified 
Iloaling ralc. Ilowever. hecause Ihe rale is based 
on objeclive financial informalion using a sillgle 
Iixed formula. Ihe rale is an objeclive rale. 

I,'xall/plt' 5. Rate /JtlSl'd Oil a percell/{/lle 0/ 

s<'!tf> 5011 11/11t'.I. On January I. 1'1'17. X issues a 
dehl inslrumenl Ihal provides for annual inleresl 
paymenls al Ihe end of each year hased on a 
fixed pcrcenlage of Ihe value of Ihe S&P 500 
Index. Varialions in Ihe value of Ihis inleresl rale 



cannot reasonahly he expectetl to measure 
contemporaneous variations in the wst of newly 
horrowetl funtls anti. therefore. the rate is not a 
qualified floating rate. Allhough the rate is 
tlescrihcd in paragraph (c)( I )(i) of this section. 
the rate is not an ohjective rate he cause. hased 
on historical tlata, it is reasonahly expected that 
the average value of the rate during the first half 
of the instrument's term will he significantly less 
than the average value of the rate tluring the 
final hall of the instrument's term. 

l~xample 6. Rate based (}II issuer's profits. On 
January I, 1997. Z issues a debt instrument that 
provitles for annual interest payments equal to I 
percent of Z's gross profits earned during the 
year immediately preceding the payment. Varia
tions in the value of this interest rate cannot 
reasonably be expected to measure contempo
raneous variations in the cost of newly borrowed 
funtls. Accordingly. the rate is not a qualified 
floating rate. In addition. because the rate is 
based on information that is unique to the 
issuer's circumstances, the rate is not an 
objective rate. 

J:.·xample 7. Rate based on a multiple of an 
ill/ere.!"t index. On January I. 1997, Z issues a 
deht instrument with annual interest payments at 
a rate equal to two times the value of I-year 
LI BOR as of the payment date. Because the rate 
is a mulliple greater than 1.35 times a qualified 
Iloating rate, the rate is not a qualifietl floating 
rate. However. because the rate is based on 
objective financial information using a single 
fixed formula. the rate is all objective rate. 

t:.:wmple 8. Variable rate based on the cost of 
borrowed funds in a foreign currency. On 
January I. 1997. Y issues a 5-year dollar 
denllminatetl deh~ instrument that provides for 
annual interest payments at a rate equal to the 
value of I-year French franc L1130R as of the 
payment tlate. Variations in the value of French 
franc L1BOR do not measure contemporaneous 
changes in the cost of newly borrowetl funds in 
dollars. As a result, the rate is not a qualified 
lloating rate for an instrument denominated in 
dollars. However. because the rate is based on 
ohjective financial information using a single 
fixed formula, the rate is an objective rate. 

Hwmple 9. Qualifiell illI'erse .{1oatinll rate. On 
January I. 1997. X issues a debt instrument that 
provides for annual intcrest payments at the end 
of each year at a rate equal to 12 percent minus 
the value of I-year L1BOR as of the payment 
date. On the issue date. the value of I-year 
L1130R is 6 percen!. Because the rate can 
reasonably he expectetl to inversely reflect 
contemporaneous variat ions in I-year L1130R. it 
is a qualified inverse floating rate. However. if 
the value of I-year L1BOR on the issue date 
were II percent rather than 6 percent. the rate 
would not he a qualifietl inverse floating rate 
because the rate could not reasonahl y he 
expectetl to inversely rellect contemporaneous 
variations in I-year L1BOR. 

Hmmple 10. Rate based 01/ an il/flatiol/ il/dex. 
On January I. 1997. X issues a tlebt instrument 
that provides for annual interest payments at the 
entl of each year at a rate equal to 400 hasis 
points (4 pereen!) plus the annual percentage 
change in a general inflation intlex (e. II.. the 
Consumer Price Index. U.S. City Average. All 
Items, for all Urban Consumers. seasonally 
IInatljustetl). The rate, however. may not he less 
than zero. Variations in the value of this interest 
rate cannot reasonably be expected to measure 
contemporaneous variations in the cost of newly 
borrowetl funtls. Accortlingly. the rate is not a 
qualifietl floating rate. However. hecause the rate 

is hased on ohjective economic information using 
a single fixetl formula, the rate is an ohjeetive 
ratc. 

(e) * * * 
(2) Variable rute debt illstrument 

that provides for annual payments of 
illterest at a single variable rute. If a 
variable rate debt instrument provides 
for stated interest at a single qualified 
tloating rate or objective rate and the 
interest is unconditionally payable in 
cash or in property (other than debt 
instruments of the issuer), or will be 
constructively received under section 
451, at least annually, the following 
rules apply to the instrument: 

(i) All stated interest with respect to 
the debt instrument is qualilied stated 
interest. 

(ii) The amount of qualified stated 
interest and the amount of 010, if any, 
that accrues during an accrual period is 
determined under the rules applicahle 
to fixed rate debt inslruments by 
assuming that the variable rate is a 
fixed rate equal to-

(A) In the case of a qualified float
ing rate or qualified inverse floating 
rate, the value. as of the issue date, of 
the qualified floating rate or qualified 
inverse floating rate; or 

(B) In the case of an objective rate 
(other than a qualified inverse tloating 
rate). a fixed rate that retlects the yield 
that is reasonably expected for the debt 
instrument. 

(iii) The qualified stated interest al
locable to an accrual period is in
creased (or decreased) if the interest 
actually paid during an accrual period 
exceeds (or is less than) the interest 
assumed to be paid during the accrual 
period under paragraph (e)(2)(ii) of this 
section. 

(3) * * * 
(v) Examples. The following exam

ples illustrate the rules in paragraphs 
(e)(2) and (3) of this section. 

* * * * * * 
Example 3. * * * 

(ii) Accrual of OIl) al/d lfl/alified .wlled 
ill/erest. Untler paragraph (e)(2) of this section. 
the variahle rate deht instrument is treatetl as a 
2-year tleht instrument that has an issue price of 
$90,000. a statetl principal amount of $100.000. 
alld interest paymcnts of $5.000 at the ('nd of 
each year. The deht instrument has $IO.(X)O of 
010 anti the annual interest payments of $5.000 
arc qualified statetl interest payments. Under 
Ii 1.1272-1, the debt instrument has a yield of 
10.H2 percent. compounded annually. The 
amount of 010 allocahle tll the first anllual 
accrual period (assuming Z uses annual accrual 

periods) is $4,743.25 (($l)O.(}OO x .IOH2) -
$5.(00), and the amount of 010 allocahle to the 
secontl annual accrual periotl is $5.256.75 
($100,000 - $94.743.25). Under paragraph 
(e)(2)(iii) of this section. the $2.000 tliffercnce 
between the $7.000 interest payment actually 
matle at maturity anti the $5.000 interest payment 
assumed to be matle at maturity untler the 
equivalent fixed rate deht instrumcnt is treated as 
atlditional qualifietl statetl interest for the period. 

* * * * * * 
Par. 17. Section 1.1275-6 is added to 

read as follows: 

* 1.1275-6 Integratioll (~( qlwf!(yinX 
debt illst rumellts. 

(a) In xeneruf. This seclion generally 
provides for Ihe inlegralion of a 
qualifying debt inslrument with a hedge 
or combinalion of hedges if the com
bined cash llows of Ihe componenls arc 
subslanlially equivalenl 10 Ihe cash 
flows on a fixed or variable rate debt 
instrument. The integraled Iransaclion 
is generally subject to the rules of this 
section rather than the rules 10 which 
each component of the transaction 
would be subject on a separate basis. 
The purpose of this section is to pennil 
a more appropriate determination of the 
character and timing of income. deduc
tions. gains, or losses than would be 
permitted by separate Ireatment of the 
components. The rules of this section 
affect only the lax payer who holds (or 
issues) the qualifying debt instrumenl 
and enters inlo the hedge. 

(b) Delillitiolls-( I) Qual!(ving debt 
instrument. A qualifying debl instru
menl is any debt instrument (including 
an integrated Iransaction as defined in 
paragraph (c) of this section) othcr 
than-

(i) A tax-excmpl obligalion as de
fined in section I 275(a)(3); 

(ii) A debt inslrument 10 which 
section 1272(a)(6) applies (certain in
terests in or mortgages held by a 
REMIC. and certain other debl instru
ments with payments subjecl to acccl
eration); or 

(iii) A debt instntlllenl that is subject 
to §1.483-4 or §1.1275-4(c) (ccrtain 
contingent paymenl debt inslrumcnts 
issued for nonpublicly Iraded properly). 

(2) Sectiol/ 1.1275-() Itcdf.:e-(i) 11/ 
xel/eral. A *1.1275-6 hedge is any 
financial insirulllent (as defined in 
paragraph (b)(3) of this seclion) if the 
combineu cash Ilows or Ihe financial 
instntmenl and Ihc qualifying dcbt 
inslrumenl penni I Ihe calculalion of a 
yield to maturity (under the principles 
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or section 1272), or the right to the 
combined cash flows would qualify 
under * 1.1275-5 as a variable rate debt 
instrument that pays interest at a 
qualilied floating rate or rates (except 
for the requirement that the interest 
payments be stateJ as interest). A 
financial instrument is not a * 1.1275-6 
hedge, however, if the resulting syn
thetic debt instrument does not have 
the same term as the remaining term of 
the qualifying debt instrument. A finan
cial instrument that hedges currency 
risk is not a * 1.1275-6 hedge. 

(ii) Limitations-(A) A debt instru
ment issued by a taxpayer and a debt 
instrument held by the taxpayer cannot 
be part of the same integrated 
transaction. 

(B) A debt instrument can be a * 1.1275-6 hedge only if it is issued 
substantially contemporaneously with, 
and has the same maturity (including 
rights to accelerate or delay payments) 
as, the qualifying debt instrument. 

(3) Financial instrllment. For pur
poses of this section, a financial 
instrument is a spot, forward, or futures 
contract, an option, a notional principal 
contract, a debt instrument, or a similar 
instrument, or combination or series of 
linancial instruments. Stock is not a 
financial instrument for purposes of 
this section. 

(4) Synthetic debt illst rumellt. The 
synthetic debt instrument is the hypo
thetical debt instrument with the same 
cash flows as the combined cash flows 
of the qualifying debt instrument and 
the * 1.1275-6 hedge. 

(c) integrated trallsaction-(l) inte
gration by taxpayer. Except as other
wise provided in this section, a qualify
ing debt instrument and a § 1.1275-6 
hedge are an integrated transaction if 
all of the following requirements are 
satisfied: 

(i) The taxpayer satisfies the idenli
tication requirements of paragraph (e) 
of this section on or before the date the 
taxpayer enters into the § 1.1275-6 
hedge. 

(ii) None of the parties to the * 1.1275-6 hedge are related within the 
meaning of section 267(b) or 707(b)(l), 
or, if the parties are related, the party 
providing the hedge uses, for federal 
income tax purposes, a mark-to-market 
method of accounting for the hedge and 
all similar or related transactions. 

(iii) Both the qualifying debt instru
ment and the § 1.1275-6 hedge are 
entered into by the same individual, 
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partnership, trust, estate, or corporation 
(regardless of whether the corporation 
is a member of an afliliated group of 
corporations that files a consolidated 
return). 

(iv) If the taxpayer is a foreign 
person engaged in a U.S. trade or 
business and the taxpayer issues or 
acquires a qualifying debt instrument, 
or enters into a * 1.1275-6 hedge, 
through the trade or business, all items 
of income and expense associated with 
the qualifying debt instrument and the * 1.1275-6 hedge (other than interest 
expense that is subject to * 1.882-5) 
would have been effectively connected 
with the U.S. trade or business 
throughout the term of the qualifying 
debt instrument had this scdion not 
applied. 

(v) Neither the qualifying debt in
strument, nor any other debt instrument 
that is part of the samc issue as the 
qualifying debt instrument, nor the 
*1.1275-6 hedge was, with respect to 
the taxpayer, part of an integrated 
transaction that was terminated or 
otherwise legged out of within the 30 
days immcdiatcly preccding the date 
that would be the issue date of the 
synthetic debt instrument. 

(vi) The qualifying debt instrument 
is issued or acquired by the taxpayer 
on or before the date of the first 
payment on the § 1.1275-6 hedge, 
whether made or received by the 
taxpayer (including a payment made to 
purchase the hedge). If the qualifying 
debt instrument is issued or acquired 
by the taxpayer after, but substantially 
contemporaneously with, the datc of 
the tirst payment on the * 1.1275-6 
hedge, the qualifying debt instrument is 
treated, solely for purposes of this 
paragraph (c)( 1 )(vi), as meeting the 
requirements of the preceding sentence. 

(vii) Neither the * 1.1275-6 hedge 
nor the qualifying debt instrument was, 
with respect to the taxpayer, part of a 
straddle (as defined in section 1092(c» 
prior to the issue date of the synthetic 
debt instrument. 

(2) inteRratioll by Commissioner. 
The Commissioner may treat a qualify
ing debt instrument and a financial 
instrument (whether entered into by the 
taxpayer or by a related party) as an 
integrated transaction if the combined 
cash nows on the qualifying debt 
instrument and financial instrument are 
substantially the same as the combined 
cash flows required for the financial 
instrument to be a * 1.1275-6 hedge. 

The Commissioner, however, may nol 
inteITrate a transaction unless Ihe 
qualifying debt instrume~t eit~ler is 
subject to § 1.1275-4 or IS subject to 
§ 1.1275-5 and pays interest at an 
objective rate. The circumstances under 
which the Commissioner may require 
integration include, but are not limited 
to, thc following: 

(i) A taxpayer fails to idcntify a 
qualifying debt instrument and the 
* 1.1275-6 hedge under paragraph (e) 
of this section. 

(ii) A taxpayer issues or acquires a 
qualifying debt instrulllent and a related 
party (within the meaning of seclion 
267(h) or 707(b)(I» enters into the 
* 1.1275-6 hedge. 

(iii) A taxpayer issues or acquires a 
qualifying Jeht instrulllent and enters 
into the § 1.1275-6 hedge with a related 
party (within the meaning of section 
267(b) or 707(b)( I». 

(iv) Thc taxpayer legs out of an 
integrated transaction and within 30 
days enters into a new * 1.1275-6 
hedge with respect to the same qualify
ing dcbt instrument or another debt 
instrument that is part of the same 
issue. 

(d) Special rilles for leggillg ill to 
alld legging Ollt of all illtegrated 
transaction-( I) Leggillg illlo-(i) Def
initioll. Legging into an integrated 
transaction under this section means 
that a § 1.1275-6 hedge is entered into 
after thc date the qualifying debt 
instrulllent is issued or acquircd hy the 
taxpayer, anJ the requiremcnts of para
graph (c)( I) of this section are satisfi~d 
on the date the § 1.1275-6 hedge IS 

entered into (the leg-in date). 
(ii) Treatmellt. If a taxpayer legs 

into an integrated transaction, the tax
payer treats the qualifying debt instru
ment under the applicable rules for 
taking interest and DID into account up 
to the leg-in date, except that the day 
before the leg-in date is treated as the 
end of an accrual period. As of the leg
in date, the qualifying debt instrument 
is subject to the rules of paragraph (f) 
of this section. 

(iii) Allti-ahuse rule. If a taxpayer 
legs into an integrated transaction with 
a principal purpose of deferring or 
accelerating income or deductions on 
the qualifying debt instrument, the 
Commis~ioner may-

(A) Treat the qualifying debt instru
ment as sold for its fair market value 
on the leg-in date; or 

(B) Refuse to allow the taxpayer to 



integrate the qualifying debt instrument 
and the ~ 1.1275-6 hedge. 

(2) Leggillg ollt-(i) Defillitioll-(A) 
Leggillg (Jut (( tile ta).l'ayer lias illte
grated. If a taxpayer has integrated a 
qualifying debt instrument anJ a 

~ 1.1275-6 hedge under paragraph 
(c)(\) of this section, legging out 
means that, prior to the maturity of the 
synthetic debt instrument, the § 1.1275-
6 hedge ceases to meet the require
ments for a § 1.1275-6 hedge, the 
taxpayer fails to meet any requirement 
of paragraph (c)( I) of this section, or 
the taxpayer disposes of or otherwise 
terminates all or a part of the qualify
ing debt instrument or § 1.1275-6 
hedge. If the taxpayer fails to meet the 
requirements of paragraph (c)( I) of this 
section but meets the requirements of 
paragraph (c)(2) of this section, the 
Commissioner may treat the taxpayer 
as not legging out. 

(13) Leggillg out if the Commissioner 
has illtegrated. If the Commissioner 
has integrated a qualifying debt instru
ment and a financial instrument under 
paragraph (c)(2) of this section, legging 
out means that, prior to the maturity of 
the synthetic debt instrument, the re
quirements for Commissioner integra
tion under paragraph (e)(2) of this 
section are not met or the taxpayer fails 
to meet the requirements for taxpayer 
integration under paragraph (c)( I) of 
this section and the Commissioner 
agrees to allow the taxpayer to be 
treated as legging out. 

(C) I.:.~·ceptioll for certain nonrecog
lIitioll trallsactiolls. If, in a single 
nonrecognition transaction, a taxpayer 
disposes of, or ceases to be primarily 
liable on, the qualifying debt instru
ment and the § 1.1275-6 hedge, the 
taxpayer is not treated as legging out. 
Instead, the integrated transaction is 
treated under the rules governing the 
nonrecognition transaction. For exam
ple, if a holder of an integrated 
transaction is acquired in a reorganiza
tion under section 368(a)( I )(A), the 
holder is treated as disposing of the 
synthetic debt instrument in the reorga
nization rather than legging out. If the 
successor holder is not eligible for 
integrated treatment, the successor is 
treated as legging out. 

(ii) Operatillg rules. If a taxpayer 
legs out (or is treated as legging out) of 
an integrated transaction, the following 
rules apply: 

(A) The transaction is treated as an 
integrated transaction during the time 

the requirements of paragraph (c)( I) or 
(2) of this section, as appropriate, arc 
satisfied. 

(13) Immediately before the ta"payer 
legs out, the taxpayer is treated as 
selling or otherwise terminating the 
synthetic debt instrument for its fair 
market value and, except as provided in 
paragraph (d)(2)(ii)(0) of this section, 
any income, deduction, gain, or loss is 
realized and recognized at that time. 

(C) If, immediately after the tax
payer legs out, the taxpayer holds or 
remains primarily liable on the qualify
ing debt instrument, adjustments are 
made to reflect any difference between 
the fair market value of the qualifying 
debt instrulllent and the adjusted issue 
price of the qualifying debt instrument. 
If, immediately after the taxpayer legs 
out, the taxpayer is a party to a 
§ 1.1275-6 hedge, the § 1.1275-6 hedge 
is treated as entered into at its fair 
market value. 

(0) If a taxpayer legs out of an 
integrated transaction by disposing of 
or otherwise terminating a * 1.1275-6 
hedge within 30 days of legging into 
the integrated transaction, then any loss 
or deduction determined under para
graph (d)(2)(ii)(I3) of this section is not 
allowed. Appropriate adjustments are 
made to the qualifying debt instrument 
for any disallowed loss. The adjust
ments arc taken into account on a yield 
to maturity basis over the remaining 
term of the qualifying debt instrument. 

(E) If a holder of a debt instrument 
subject to § 1.1275-4 legs into an 
integrated transaction with respect to 
the instrument and subsequently legs 
out of the integrated transaction, any 
gain recognized under paragraph (d)(2)
(ii)(B) or (C) of this section is treated 
as interest income to the extent deter
mined under the principles of ~ 1.1275-
4(b)(8)(iii)(I3) (rules for determining 
the character of gain on the sale of a 
debt instrument all of the payments on 
which have been lixed). If the synthetic 
debt instrument would qualify as a 
variable rate debt instrument, the 
equivalent fixed rate debt instrument 
determined under § 1.1275-5(e) is used 
for this purpose. 

(e) Identificatioll requiremellts. For 
each integrated transaction, a taxpayer 
must enter and retain as part of its 
books and records the following 
information-

(I) The date the qualifying debt 
instrument was issued or acquired (or 
is expected to be issued or acquired) by 

the taxpayer and the date the § 1.127 5-
6 hedge was entered into by the 
taxpayer; 

(2) A description of the qualifying 
debt instrument and the § 1.1275-6 
hedge; and 

(3) A su III mary of the cash flows 
and accruals resulting from treating the 
qualifying debt instrument and the * 1.1275-6 hedge as an integrated trans
action (i.e., the cash flows and accruals 
on the synthetic debt instrulllent). 

([) Taxation (~f illtcxrated tralls
actions-( I) General rule. An inte
grated transaction is generally treated 
as a single transaction by the taxpayer 
during the period that the transaction 
qualifies as an integrated transaction. 
Except as provided in paragraph (1)( 12) 
?f this section, while a qualifying debt 
IIlstrument and a * 1.1275-6 hedge arc 
part of an integrated transaction, nei
ther the qualifying debt instrulllent nor 
the * 1.1275-6 hedge is subject to the 
rules that would apply on a separate 
hasis to the deht instrulllent and the * 1.1275-6 hedge, including section 
1092 or * 1.446-4. The rules that would 
govern the treatment of the synthetic 
debt instrulllent generally govern the 
treatment of the integrated transaction. 
For example, the integrated transaction 
may be subject to section 263(g) or, if 
the synthetic debt instrument would be 
part of a straddle. section 1092. Gener
ally, the synthetic debt instrument is 
subject to sections 163(e) and 1271 
through 1275. with terms as set forth in 
paragraphs (1)(2) through (13) of this 
section. 

(2) Issue date. The issue date of the 
synthetic debt instrument is the lirst 
date on which the taxpayer entered into 
all of the components of the synthetic 
debt instrument. 

(3) Term. The term of the synthetic 
debt instrument is the period beginning 
on the issue date of the synthetic debt 
instrument and ending on the maturity 
date of the qualifying debt instrument. 

(4) Issue price. The issue price of 
the synthetic debt instrument is the 
adjusted issue price of the qualifying 
debt instru ment on the issue date of the 
synthetic deht instrument. I f. as a result 
of entering into the ~ 1.1275-6 hedge. 
the taxpayer pays or receives one or 
more payments that are substantially 
contemporaneous with the issue date of 
the synthetic debt instrulllent, the pay
Illents reduce or increase the issue price 
as appropriate. 

(5) 1\(lju.lICc/ i.l.lue price. In general, 
the adjusted issue price of the synthetic 
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debt instrument is determined under the 
principles of *1.l275-I(b). 

(6) Qualified stated illterest. No 
amounts payable on the synthetic debt 
instrument are qualified stated interest 
within the meaning of *1.I273-I(c). 

(7) Stated redelllptioll price at 
mallIrity-(i) SYllthetic debt instrumellts 
thllt are /JorrowinRs. In general, jf the 
synthetic debt instrument is a borrow
ing, the instrument's stated redemption 
price at maturity is the sum of all 
amounts paid or to be paid on the 
qualifying debt instrument and the * 1.1275-6 hedge, reduced by any 
amounts received or to be received on 
the * 1.1275-6 hedge. 

(ii) Synthetic debt illstrumellts that 
are held by the taxpayer. In general, if 
the synthetic debt instrument is held by 
the taxpayer, the instrument's stated 
redemption price at maturity is the sum 
of all amounts received or to be 
received by the taxpayer on the 
qualifying debt instrument and the 
* 1.1275-6 hedge, reduced by any 
amounts paid or to be paid by the 
taxpayer on the * 1.1275-6 hedge. 

(iii) Certain amounts igllored. For 
purposes of this paragraph (0(7), if an 
amount paid or received on the 
* 1.1275-6 hedge is taken into account 
under paragraph (0(4) of this section to 
determine the issue price of the syn
thetic debt instrument, the amount is 
not taken into account to determine the 
synthetic debt instrument's stated re
demption price at maturity. 

(8) Source of interest income and 
a/locution of expense. The source of 
interest income from the synthetic debt 
instrument is determined by reference 
to the source of income of the qualify
ing debt instrument under sections 
861 (a)( I) and 862(a)( I). For purposes 
of section 904, the character of interest 
from the synthetic debt instrument is 
determined by reference to the charac
ter of the interest income from the 
qualifying debt instrument. Interest ex
pense is allocated and apportioned 
under regulations under section 861 or 
under § 1.882-5. 

(9) Effectively cOllllected ill COI1le. If 
the requirements of paragraph (c)( I )(iv) 
of this section are satisfied. any interest 
income resulting from the synthetic 
debt instrument entered into by the 
foreign person is treated as effectively 
connected with a U.S. trade or busi
ness. and any interest expense resulting 
from the synthetic debt instrument 
entered into by the foreign person is 
allocated and apportioned under 
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§ 1.882-5. 

(10) Not a short-term obligatioll. For 
purposes of section I 272(a)(2)(C). a 
synthetic debt instrument is not treated 
as a short-term obligation. 

(II) Special rules ill the event of 
illteRratioll by the CO/llmissioner. If the 
Commissioner requires integration, ap
propriate adjustments are made to the 
treatment of the synthetic debt instru
ment, and, if necessary, the qualifying 
debt instrument and financial instru
ment. For example, the Commissioner 
may treat a financial instrument that is 
not a *1.1275-6 hedge as a *1.1275-6 
hedge when applying the rules of this 
section. The issue date of the synthetic 
debt instrument is the date determined 
appropriate by the Commissioner to 
requ ire integration. 

(12) Retelltio/l oj separate trall.wc
tioll rules jor certain PllrlJoses. This 
paragraph (O( 12) provides for the 
retention of separate transaclion rules 
for certain purposes. In addition. by 
publication in the Internal Revenue 
Bulletin (see *601.60 I (d)(2)(ii) of this 
chapter), the Commissioner may re
quire use of separate transaction rules 
for any aspect of an integrated 
transaction. 

(i) Foreigll persolls that ellter illto 
illtexrated trallsactions giving rise' to 
U.S. source income lIot e.ffectil'ely 
cOllnected with a U.S. trade or husi
lIess. If a foreign person enters into an 
integrated transaction that gives rise 10 
U.S. source interest income (deter
mined under the source rules for the 
synthetic debt instrument) not effec
tively connected with a U.S. trade or 
business of the foreign person, para
graph (0 of this section does not apply 
for purposes of sections 871 (a). 881. 
1441. 1442, and 6049. These sections 
of the Internal Revenue Code are 
applied to the qualifying debt instru
ment and the * 1.1275-6 hedge on a 
separate basis. 

(ii) Relatiollship hetween taxpayer 
alld other persons. Because the rules of 
this section affect only the taxpayer 
that enters into an integrated transac
tion (i.e., either the issuer or a particu
lar holder of a qualifying debt instru
ment). any provisions of the Internal 
Revenue Code or regulations that 
govern the relationship between the 
taxpayer and any other person are 
applied on a separate basis. For exam
ple, taxpayers must comply with any 
reporting or disclosure requirements on 
any qualifying debt instrument as if it 
were not part of an integrated transac-

tion. Thus, if required under * 1.l275-
4(b)(4), an issuer of a conlingent 
payment debt inslrument subjecl to 
inteorated treatment must provide Ihe 

b 

projected payment schedule to holders. 
Similarly, if a U.S. corporation enters 
into an integrated transaction thaI in
cludes a notional principal contract, the 
source of any l)(lyment received by the 
counterparty on the notional principal 
contract is determined under * 1.863-7 
as if the contract were not part of an 
integrated transaction, and. if received 
by a foreign person who is not engaged 
in a U.S. trade or business. the 
payment is non-U.S. source income 
that is not subject to U.S. withholding 
tax. 

( 13) Coordilllltioll with consolidated 
retlll'll rules. If a taxpayer enters into a 
* 1.1275-6 hedge with a member of the 
same consolidated group (the cOllnter
party) and the * 1.1275-6 hedge is part 
of an integrated transaction for the 
taxpayer, the * 1.1275-6 hedge is not 
treated as an intercompany transaction 
for purposes of * 1.1502- I 3. I f the 
taxpayer legs out of integrated treat
ment. the taxpayer and the counterparty 
are each treated as disposing of its 
position in the * I. I 275-6 hedge under 
the principles of paragraph (d)(2) of 
this section. If the * 1.1275-6 hedge 
remains in existence after the leg-ollt 
date, the * 1.1275-6 hedge is treated 
under the rules that would otherwise 
apply to the transaction (including 
* 1.1502-13 if the transaction is be
tween lIlembers). 

(g) Predecessors alld successors. For 
purposes of this section, any reference 
to a taxpayer. holder, issuer, or person 
includes, where appropriate, a reference 
to a predecessor or successor. For 
purposes of the preceding sentence. a 
predecessor is a transferor of an asset 
or liability (including an integrated 
transaction) to a transferee (the suc
cessor) in a nonrecognition transaction. 
Appropriate adjustments, if necessary, 
arc made in the application of this 
section to predecessors and successors. 

(h) EXllmples. The following exam
ples iliustrate the provisions of this 
section. In each example, assume that 
the qualifying debt instrument is a debt 
instrulllent for federal incollle tax pur
poses. No inference is intended, how
ever. as to whether the debt instrument 
is a debt instrument for federal income 
tax purposes. 

I'.HIII/ple I. 1.I'.HlN hc,lxc-( i) F{le/.r. On 
January I. 11)<)7. V. a lIomcslic corporalioo. 
issues a 5-ycar debl illslrulllClll for $I.O()O. The 



deht in~trument provilles for annual payments of 
interest at a rate equal to the value of I-ycar 
LI BOR and " principal payment of $1.000 at 
maturity. On thc samc day. V cntcrs intu a 
5-ycar intercst ratc swap agrccmcnt with all 
unrelatell party. Unller the swap. V pays 6 
percent and receives I-year L1IlOR on a notional 
principal amount of $1.000. The payments on the 
swap are fixcd and made on the same days as the 
paymcnts Oil the lIeht instrumenl. On January I. 
1'1'17. V idelltil1es the lIcht instrument ami the 
swap as an integrated transaction in accordance 
with the requirements or paragraph (e) uf this 
section. 

(ii) IJi};iililil." for il/le};ratiOI/. The deht instru
ment is a qualifying lIebt instrumenl. The swap is 
a * 1.1275-6 hedge hecause it is a financial 
instrument and a yield to maturity on the 
comhined cash flows of the swap anll the dcht 
instrument can be calculated. V has met the 
identification rcquiremcnts. and the other require
mcnts of paragraph (c)( I) or this scction are 
satisfied. Therefore. the transaction is an inte
grated tfallsactioll undcr this section. 

(iii) Trealmel/I of Ille .~yl/Illelic debl il/slru-
1II('1//' The synthetic debt instrument is a 5-year 
dcht instrumcnt that has all issue price or $1.000 
,lIld provides fI'r annual intcrest paymcnts of $60 
and a principal payment of $1.000 at maturity. 
Under paragraph (1')(6) of this scction. no 
amounts payablc on the synthetic dcbt instrumcnt 
arc qualil1cd statcd interest. Thus. under para
graph (f)(7)(i) of this section. the synthetic debt 
instrument has a statcd redcmption price at 
maturity of $I.JOO (the sum of all amounts to hc 
paid on the qualifying deht instrumcnt and thc 
swap. reduced by amounts to he received on thc 
swap I. The synthctic dcbt instrumcnt. thcrefore. 
has $300 of OlD. 

1:·.IllIll{lle 2. Is.wer IIeli};e "'illl (1II oplioll-(i) 
Facls. On Dcccmhcr 31. 1'1'16. W. a domcstic 
n>rporation. issucs for $1.000 a debt instrumcnt 
that matures on December 31. 1'1'1'1. The debt 
instrument has a statcd principal amount of 
$I.O()() payable at maturity. The dcbt instrumcnt 
also provides for a paymcnt at maturity cqual to 
$10 timcs the increasc. if ,my. in thc value of a 
Ilationally known compositc indcx or stocks from 
Deccmhcr 31. 1'1'16. to thc maturity datc. On 
Dccemher 31. 1'1'16. W purehascs rrom ,m 
unrelated party an option that pays $10 timcs the 
increase. if any. in the stock inllex from 
Deccmhcr 31. 1'196. to Dccember 31. 1'1'1'1. W 
pays $250 for thc pplion. On Dccember 31. 
1'1<.16. W idcntifies the dcbt instrument and 
option as an intcgraled transaction in accordance 
with thc requircments or paragraph (c) of this 
section. 

(ii) /;,/igibilil.l' for inlexmlioll. The lIcbt instru
mcnt is a qualifying debt instrument. The option 
is a * 1.1275-6 hedge because it is a financial 
instrument anll a yielll to maturity on the 
combincd cash flows PI' the option anll the dcbt 
instrument can be calculatell. W has met the 
idcntilication requirements. anll the othcr require
mcnts of paragraph (c)(I) or this section are 
satisficd. Thereforc. the transaction is an intc
grated transaction under this scetion. 

(iii) Trc(/llIIenl of Ihe sYlllllelic (Iebl illslru-
111('1/1. Under paragraph (f)(4) of this scction. the 
issue price or the synthctic debt instrument is 
equal to the issuc price of the dcbt instrument 
($I.O()O) rcduccll hy the paymcnt ror thc option 
($250). As a result. thc synthctic deht instrumcnt 
is a :I-year dcht instrument with an issue price or 
$ 750. Under paragraph (flO) of this section. the 
synthctic dcbt instrumcnt has a stated rcdcmption 
price at maturity or $1.000 (thc $250 paymcnt 
ror thc option is not takcn into account). The 
synlhetic debt instrumcnt. thereforc. has $250 or 
OlD. 

I:). a 11/1'11' J. /ledge wilh pre'paid .fwap-(i) 
Facls. On January I. 1997. H purchases for 
£ 1.000 a 5-ycar debt instrument that providcs for 
scmiannual paymcnts based on 6-month pound 
L1IlOR anll a payment of the £1.000 principal at 
maturity. On thc samc day. H entcrs into a swap 
with an unrelated third party under which H 
rcccives semiannual payments. in pounds. of 10 
percent. compoundctl semiannually. and makes 
scmiannual paymcnts. in pounds. of 6-month 
pound L1BOR on a notional principal amount of 
£ 1.000. Paymcnts on the swap are fixed and 
madc on the same datcs as thc payments pn thc 
dcbt instrument. II alsp makcs a [102 prl'pay
mcnt on thc swap. On January I. 11)'17. II 
idcntil1es the swap and thc dcbt instrument as an 
integratcd transaction in accordance with thc 
rcquirements of paragraph (e) of this section. 

(ii) l:'Iixibilil.l' for il/lexmlioll. Thc debt instru
ment is a qualifying lIebt instrumcnt. The swap is 
a * 1.1275-6 hcdgc becausc it is a financial 
instrument anll a yicld to maturity on the 
combincd cash flows or thc swap and the dcbt 
instrumcnt can be calculatcd. Although the debt 
instrument is dcnominated in pounds. the swap 
hcdges only intercst rate risk. not currcncy risk. 
Thcrefore. thc transaction is an integrated trans
action unller this scction. Sce § 1.'IRX-5(a) for the 
trcatmcnt of a dcbt instrumcnt anll a swap if thc 
swap hcdges currcney risk. 

(iii) Treallll('1/1 of Ihe s\'I/IIIelic (Iebl inslru
lIIel/l. Under paragraph (1')(4) of this scction. thc 
issue pricc or the synthctic debt instrumcnt is 
cqual to the issue price or thc dcht instrument 
([ 1.(00) increascd by the prcpayment on thc 
swap (£162). As a result. the synthetic debt 
instrument is a 5-year debt instrumcnt that has an 
issue price or £1. I 62 and provides for scmian
nual interest payments or [50 and a principal 
paymcnt of [1.000 at maturity. Under paragraph 
(0(0) or this section. no amounts payable on the 
synthctic tlebt instrument are qualified stated 
intercst. Thus. unller paragraph (flO )(ii) of this 
section. the synthetic deht instrumcnt's stated 
rcdemption price at maturity is [1.500 (thc sum 
or all amounts \0 be reeeivell on the qualifying 
debt instrument allli the § 1.1275-6 hedge. 
reduced by all amounts to be paid on thc 
§ 1.1275-6 hcdge other than the £ 162 prepayment 
for the swap). The synthetic dcbt instrumcnt. 
therefore. has £33R of OlD. 

Example 4. LeX}!iIlX illlo (/1/ illle};rllletl ImllS
aclioll by a Iwlder-(i) Facts. On Dcccmbcr :II. 
1996. X corporat ion purchases for $1 .000.000 a 
deht instrument that matures on Dccembcr 31. 
2006. The debt instrumcnt provitlcs ror annual 
payments of interest at the rate or 6 perccnt and 
ror a payment at maturity equal to $1.000.000. 
increased hy the excess. if any. of the pricc or 
1.000 units or a commodity on Dcccmbcr :II. 
2006. over $350.000. and deercascd by thc 
excess. if any. of $350.000 over thc pricc of 
1.000 units or the commlxlity on that date. Thc 
projectcll amount or Ihe payment at maturity 
determined unllcr § 1.127 5-4( h)( 4) is $1.020.000. 
On Decemher 31. 19'19. X enters into a cash
sellietl forwarll contract with an unrclated party 
to sell 1.000 units of thc commollity on 
Deecmhcr J I. 2006. for $450.000. On Deccmbcr 
31. 1'19'1. X also itlentilies the lIeht inslrumcnt 
and the forward contract as an intcgrated 
tnmsaction in accordance with the rcquircmcnts 
of paragraph (e) or this section. 

(ii) 1:/ixibililY for illle};fllliol/. X mects the 
rcquircments ror integration a~ of Dccembcr 31. 
1999. Therefore. X leggcd into an intcgratcd 
transaction on that date. Prior to that datc. X 
treats the dcbt instrument undcr thc applicablc 
rulcs of § 1.1275-4. 

(iii) Tr('(/IIII ('II t (If Ihe n'I/IIIeIIC dehl ill.llm· 

/11('1/1. As of Dccemher 31. 11)'11). thc dcht 
instrument and the forwarll contract arc treated 
as an integratcd transaction. Thc issuc pricc of 
the synthctic de hi instnllllcnt is equal to the 
adjusled issuc price of thc qualifying debl 
instrumcnt on thc leg-in dale. $1.004.R04 (as
~uming onc ycar accrual periods). Thc tcrm of 
thc synthctic deht instrumenl is from Dccemhcr 
J I. 1'1'1'1. to Dccember 31. 2006. The synthctic 
deht instrumcnl providcs for annual intcrcsi 
payml'llts of $60.()OO and a principal paymcnt at 
maturity of $1.100.000 ($1.00().OOO + $450.000-
$J50.()()I». Under paragraph (1')(6) of this scction. 
no amounts payahlc on thc synthctic debt 
instrumcnt arc qualilicd statcd intcrest. Thus. 
under paragraph (no)( ii) of this scction. the 
synthctic dcht instrument's statcll redemption 
price OIl maturity is $1.520.000 (the sum or all 
amounts to hc rcceivcd by X on thc qualifying 
debt instrumenl and thc § 1.1275-6 hellge. 
reduced hy all amounts to be paid by X on the * 1.1275-6 hcdge). The synthetic lIebt instrumcnt. 
thercfore. has $515.1 '16 of OlD. 

l::Iallll'le 5. AblIJil'e lex·il/-(i) F(/c/J. On 
January I. 1'1'17. Y wrporation purchases for 
$1.000.000 a lIebt instrumcnt that matures on 
Deccmhcr 31. 2001. Thc deht instrument 
provides for annual p'lyments of intercst at thc 
ratc of 6 prrcent. a payment on Decemher :II. 
1'1'1'1. of thc increasc. if any. in thc price of a 
l'll/ll1ll0dity Irom January I. 1'1'17. to Deccmbcr 
31. 11)99. and a payment at maturity of 
$I.()OO.OOO and thc increase. if any. in the pricc 
of the commodity from Decemher J I. 1'1'1'1 to 
maturity. Because the debt instrument is a 
contingellt payment deht instrumcnt suhject to * 1.1275-4. Y accrues intcrcst hascd on thc 
projected pay/Ilrnt schedule. 

(ii) u};-il/. Uy late 1'11)'1. the pricc of the 
conllllOdity has ~uhstantially increascd. anll Y 
expects a positive adjustmcnt on Dcccmhcr 31. 
1'199. In laic 1'11)'1. Y enters into an agrcement to 
cxclwn!!c the two commodity hased paymcnts on 
the deht instrumcnt for two paymcnts on the 
samc datcs of $100.000 cach. Y identifics the 
transaction as an intcgrated transaction in accord
ance with the rcquiremcllts of para/!raph (c) of 
this scction. Y disposcs of thc hedge in carly 
2(X)0. 

(iii) Treal/llell/' The Icgging into an integratcd 
transaction has thc effect or dcferring thc 
positive adjustlllent from 1'1'1'1 to 2000. Uccausc 
Y legged into the integratcd transaction with a 
principal purpmc to dcfcr thc positive adjust
mcnt. thc Commissioner may treat the deht 
instrumcnt as sold for its fair markct value on 
the leg-in date or rcfuse to allow intcgration. 

1:'.Iaml'le 6. /r/le};fllliol/ of o{(.fellill}; tlehl 
illSIf//lI/el/ls-(i) /-'{/CII. On January I. 1'1'17. Z 
issues two IO-year deht instrumcnls. Thc firsl. 
Issuc I. has an issuc price of $1.000. pays 
intcrcst annually at 6 percl'lll. and. at maturity. 
pays $I.(X)O. increased hy $1 timcs thc incrcase. 
if any. in thc value of thc S&P I(X) Indcx over 
the tcrm of the instrument and redul'cll hy $1 
times the decreasc. if any. in the value of the 
S&P 100 Index ovcr the tcrm of the instrument. 
Howcvcr. thc amount paid at maturity may not 
bc less than $500 or more than $1.500. 11lc 
sccond. Issuc 1. has an issuc price of $1.000. 
pays interest anllually at X pcrccnt. ami. at 
maturity. pays $I.()()O. reduccd hy $1 times the 
incrcasc. if any. in thc valuc of thc S&P 100 
Indcx ovcr the tcrm of thc instrument and 
increased hy $1 timcs thc decrcasc. if any. in thc 
valuc of thc S&P 100 Indcx ovcr thc tcrlll of till: 
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inSirumenl. The amount paid at maturity may not 
he less tlmn $500 or more than $1.500. On 
January I. 1997. Z identifies Issue I as the 
qualifying deht instrument. Issue 2 as a * 1.1275-
6 hedge. and otherwise meets the identil1eation 
requirements of paragraph (e) of this section. 

(ii) Ui!iibilily for illle):rlllillll. Both Issue I 
and Issue 2 are qualifying debt instruments. Z 
has met the identilkation requirements hy 
identifying Issue I as the qualifying deht 
instrument and Issue 2 as the * 1.1275-6 hedge. 
The other requirements of paragraph (cl( I) of 
this section arc satisfied. Therefore. the transac
tion is an integrated transaction under this 
section. 

(iii) TrCtlllllClI1 of lire sl"IIllrelic tlebl illslru-
1111'11/. The synthetic deht instrument has an issue 
price of $2.000. provides for a payment at 
maturity of $2.000. and. in addition. provides for 
annual payments of $140. Under paragraph (1)(6) 
of this section. no amounts payahle on the 
synthetic debt instrument are qualified stated 
interesl. Thus. under paragraph (f)(7)(i) of this 
section, the synthetic deht instrument's stated 
redemption price at maturity is $3,400 (the sum 
of all amounts to he paid on the qualifying debt 
instrument and the * 1.1275-6 hedge. reduced by 
amounts tn he receiveu on the §1.1275-6 hedge 
olher than the $1,000 payment received on the 
issue dale). The synlhelic debt instrument. 
therefore. has $1,400 of 010. 

1:.Iulllflle 7. !lIle):ratet! IfiIllsaClioll ellicred illio 
/II' (/ forci):11 !Jers()II-(i) Fucls. X. a foreign 
person. enlers into an integrated transaction by 
purchasing a qualifying debt instrument thai pays 
U.S. soun:e interest and entering into a notional 
principal contract with a U.S. corporation. 
Ncilher Ihe income fmm the qualifying debt 
instrument nor Ihe income from the notional 
principal contract is effectively connected with a 
U.S. Irade or business. The notional principal 
conlract is a § 1.1275-6 hedge. 

(ii) TrC(//IIICIII of illleJ:rtlled Iransuclioll. Under 
paragraph mOl) of Ihis section, X will receive 
U.S. source income fmm the integraled transac
lion. However. under paragraph (r){ 12)(i) of this 
scclion. Ihe qualifying debt instrument and the 
nolional principal contract are treated as if they 
are nol part of an integrated Iransaction for 
purposcs of delermining whether tax is due and 
must he wilhheld on income. Accordingly. 
hecause the § 1.1275-6 hedge would produce 
foreign source income under § 1.863-7 to X if it 
were nol part of an integrated transaction. any 
income on the § 1.1275-6 hedge generally will 
11111 he suhject to tax unuer sections 871( a) and 
XX I. and the U.S. corporation Ihal is the 
counlerparly will not be required to withhold tax 
on paymenls under Ihe § 1.1275-6 hedge under 
sec I ions 1441 and 1442. 

(i) I Reserved I 
U) Effective date. This section ap

plies to a qualifying debt instrument 
issued on or after August 13. 1996. 
This section also applies to a qualifying 
debt instrument acquired by the tax
payer on or after August 13. 1996, if-

(I) The qualifying debt instrument is 
a fixed rale debt instrument or a 
variable rale debt instrument; or 

(2) The qualifying debt instrument 
and Ihe * 1.1275-6 hedge are acquired 
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by the taxpayer substantially con
temporaneously. 

PART 602-0MB CONTROL 
NUMBERS UNDER THE 
PAPERWORK REDUCTION ACT 

Par. 18. The authority citation for 
part 602 continues to read as follows: 

Authority: 26 U.S.c. 7805. 
Par. 19. Section 602.101. paragraph 

(c) is amended by: 
1. Removing the following entries 

from the table: 

§602./O/ OMB COlltrol lIulI/bers. 

* * * * * * 

(c) * * * 

CFR part or section 

where identi fled 
and described 

Current OMS 
control number 

* * * * * * 

1.1272-I(c)(4) ........... 1545-1353 

* * * * * * 

1.1275-3(b) 
1.1275-3(c) 

1545-1353 
1545-0887 

* * * * * * 

2. Adding entries in numerical order 
to the table to read as follows: 

*602.101 OMLJ COlltrol /lilli/bel'S. 

* * * * * * 

(c) * * * 

erR part or section 
where identilied 
and described 

Current OMB 
control number 

* * * * * * 

1.1 275-2(h) ............. 1545-1450 
1.1275-3 ............... 1545-0887 

1545-1353 
1545-1450 

1.1 275-4(b) ............. 1545-1450 

1.1275-6(e) 1545-1450 

* * * * * * 

Margaret Milner Richardson. 
COl/lmissio/ler of I/llemal Revellue. 

Approved March 22, 1996. 

Leslie Samuels, 
Assistant Secretary of the Treasury. 

(Filed by the Office of the Federal Register on 
June II, 1996, 8: 45 a.m., and published in the 
issue of the Federal Register for June 14, 1996,61 
F.R. 30133) 

Subpart D.-Miscellaneous ProvIsions 

Section 1288.-Treatment of 
Original Issue Discount on 
Tax-Exempt Obligations 

The adjusted applicable federal short-tenn, mid
tenn, and long-tenn rates are set forth for the 
month of July 1996. See Rev. Rul. 96-34, page 
75. 

The adjusted applicable federal short-tenn, mid
tenn, and long-tenn rates are set forth for the 
month of August 1996. See Rev. Rul. 96-37, page 
77. 

The adjusted applicable federal short-tenn, mid
tenn, and long-tenn rates are set forth for the 
month of September 1996. See Rev. Rul. 96-43, 
page 78. 

The adjusted applicable federal short-tenn, mid
tenn, and long-tenn rates are set forth for the 
month of October 1996. See Rev. Rul. 96-49, 
page 79. 

The adjusted applicable federal short-tenn, mid
tenn, and long-tenn rates are set forth for the 
month of November 1996. See Rev. Rul. 96-52, 
page 81. 

The adjusted applicable federal short-tenn, mid
tenn, and long-tenn rates are set forth for the 
month of December 1996. See Rev. Rul. 96-57, 
page 82. 

Subchapter U.-Deslgnatlon and Treatment of 
Empowerment Zones, Enterprise Communities, 
and Rural Developmemt Investment Areas 
Part 11.-Tax-Exempt Facility Bonds for 
Empowerment Zones and EnterprIse 

Communities 

Section 1394.-Tax Exempt 
Enterprise Zone Facility Bonds 
26 CFR 1.1394-1: Enterprise zone facility bonds. 

T.D.8673 

DEPARTMENT OF THE TREASURY 
Internal Revenue Service 
26 CFR Part 1 

Entrprise Zone Facility Bonds 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 



ACTION: Final regulations. 

SUMMARY: This document contains 
final regulations relating to enterprise 
zone facility bonds issued by State and 
local governments. These regulations 
reflect changes to the law made by the 
Omnibus Budget Reconciliation Act of 
1993. These regulations affect issuers 
of enterprise zone facility bonds. 

EFFECTIVE DATE: These regulations 
arc effective May 31, 1996. 

For dates of applicability of these 
regulations to enterprise zone facility 
bond issues, see §1.l394-I(q) of these 
regulations. 

SUPPLEMENTARY INFORMATION: 

Backgroulld 

On December 30, 1994. proposed 
regulations (FI-72-88 [1995-1 C.B. 
859]) were published in the Federal 
Register (59 FR 67658) to pr~vide 
guidance under sections 141 (relating 
to private activity bonds and to 
qualified bonds), 145 (relating to 
qualified 501(c)(3) bonds), 148 (relat
ing to arbitrage), 150 (relating to 
change of use), and 1394 (relating to 
enterprise zone facility bonds). On June 
8, 1995, the IRS held a public hearing 
on the proposed regulations. Written 
comments responding to the proposed 
regulations were received. 

This Treasury decision addresses the 
issues relating to enterprise zone facil
ity bonds. Later guidance will be pub
lished relating to sections 141, 145. 
148, and 150. After consideration of all 
the comments, the proposed regulations 
under section 1394 (relating to en
terprise zone facility bonds) are 
adopted as revised by this Treasury 
decision. The principal revisions to the 
proposed regulations under section 
1394 are discussed below. 

Explanation of Provisions 

Section 1394 applies to bonds issued 
to provide enterprise zone facilities in 
both empowerment zones and en
terprise communities (zones). 

A. Period of compliance. 

The proposed regulations in general 

require compliance with the require
ments applicable to enterprise zone 
facility bonds throughout the term of 
the enterprise zone facility bonds. The 
proposed regulations provide two ex
ceptions to this general rule: (i) a 
business that is first established in 
connection with the issuance of en
terprise zone facility bonds does not 
need to meet the requirements of an 
enterprise zone business and enterprise 
zone property until the "testing date," 
which is the later of one year after the 
issue date or one year after the date on 
which the financed property is placed 
in service, and (ij) the issuer and 
principal user of the facility are permit
ted a one-year period to cure non
compliance. 

The final regulations modify the 
general rule to require compliance with 
the requirements applicable to en
terprise zone facility bonds throughout 
the greater of (i) the remainder of the 
period during which the zone designa
tion is in effect under section 1391 
(zone designation period), and (ii) the 
period that ends on the weighted 
average maturity date of the enterprise 
zone facility bonds. The final regula
tions also provide that, in general, 
compliance with the requirements ap
plicable to enterprise zone facility 
bonds is not required after the date on 
which the last of the enterprise zone 
facility bonds of the issue cease to be 
outstanding. 

I. Start (~r cOlllpliallce period. 

Commentators requested that the 
testing date provisions be extended to 
all businesses, not just start-up busi
nesses. Commentators also suggested 
lengthening the start-up period. The 
final regulations follow the recommen
dation to expand the testing date 
provisions to all issuers and principal 
users of property financed with en
terprise zone facility bonds if the issuer 
and the principal user reasonably ex
pect that the requirements will be met 
by the testing date and proceed with 
due diligence to comply with the 
requirements. The start-up period is 
increased to the later of 18 months 
after the issue date or 18 months after 
the date on which the financed property 
is placed in service. 

2. COlllpliallce period for certaill 
requiremellts. 

Commentators suggested that com
pliance with the requirements for an 

enterprise zone business should be 
based only on reasonable expectations 
on the issue date. Commentators sug
gested that. alternatively. the required 
compliance period should be reduced to 
either (i) thrce years (similar to the test 
period for qualified small issue man
ufacturing bonds), or (ii) the remainder 
of the zone designation period. 

Issuers and principal users should be 
required to meet the requirements 
applicable to enterprise zone facility 
bonds for a meaningful period of time 
in order to further the goals of 
economic development in the zones. 
Therefore. for purposes of meeting the 
requirements applicable to enterprise 
zone facility bonds. the final regula
tions in general require issuers and 
principal users of financed property to 
mcet the requirements throughout the 
greater of (i) the remainder of the zone 
designation period, and (ii) the period 
that ends on the weighted average 
maturity date of the enterprise zone 
facility bonds. 

While compliance is generally not 
required after the enterprise zone facil
ity bonds are retired, the final regula
tions do require issuers and principal 
users to meet the requirements of an 
enterprise zone business and enterprise 
zone property for a minimum com
pliance period of at least three years 
after the initial testing date. The final 
regulations permit the issuer to identify 
an alternative initial testing date. This 
alternative initial testing date is a date 
after the issue date of the enterprise 
zone facility bonds and prior to the 
initial testing date that would have 
been otherwise determined under the 
final regulations. 

Principal users are subject to the 
change in use penalty of section 
I 394(e) throughout the greater of (i) 
the remainder of the zone designation 
period. and (ii) the period that ends on 
the weighted average maturity date of 
the enterprise zone facility bonds. 

3. Measurement of compliance. 

The proposed regulations provide 
guidance on meeting the enterprise 
zone business definitions. Commenta
tors pointed out several difficulties in 
meeting the tests in the proposed 
regulations and in curing non
compliance within a one-year period. 
Commentators also asked for guidance 
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on how part-lime employees are to be 
treated for the 35 percent resident 
employee requirement. 

In general, each of lhe enterprise 
zone business requirements applies 
over taxable year periods. The begin
ning and end of the period of required 
compliance, however, may not corre
spond to the beginning and ending 
dales of the principal user's taxable 
year. The proposed regulations do not 
address the treatment of a taxable year 
only a part of which falls in a required 
compliance period. The final regula
tions provide that a taxable year is 
disregarded if the part of the year that 
falls in a required compliance period 
does not exceed 90 days. 

Although the final regulations gener
ally require annual compliance for the 
requirements under sections 1397B and 
1397C, the final regulations allow a 
five-year averaging, taking into account 
only immediately preceding years 
going back to the taxable year that 
includes the initial testing date. The 
requirements under sections 1397B and 
l397C i ncl ude requirements relating to 
location of performance of employee 
services, location of tangible and intan
gible property, source of gross income 
from the active conduct of business, 
and the residence of employees. The 
averaging approach permits principal 
users who exceed the requirements to 
provide a cushion for future unantici
pated noncompliance (for example, a 
non-recurring extraordinary payment 
for services performed outside the 
zone). 

The final regulations allow the 35 
percent resident employee requirement 
to be met on any reasonable basis (for 
example, on a per-employee basis or on 
the basis of employee actual work 
hours). For purposes of the per
employee fraction, employees working 
less than 15 hours a week arc not 
included in the numerator or the 
denominator. The principal user must 
consistently apply the method to deter
mine compliance with the 35 percent 
resident employee requirement through
out the required compliance period. 

The final regulations also provide 
that a zone employee who moves out 
of the zone may continue to be treated 
as a resident of the zone, provided that 
employee was a bona fide resident of 
the zone, that employee continues to 
perform services for the principal user 
in an enterprise zone business in the 
zone and substantially all of those 
services arc performed in the zone, and 
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the principal user hires a resident of the 
zone for the next available comparable 
(or lesser) position. 

The final regulations reduce the 
"substantially all" requirement for 
purposes of various tests under sections 
1397B and 1397C from 90 percent to 
85 percent. 

B. QuaLified zone property definition. 

The proposed regulations provide that 
property that has been abandoned for 
more than one year meets the original 
use requirement. The final regulations 
provide that if real property is vacant 
for at least a one-year period including 
the date of zone designation, use prior 
to that period is disregarded for pur
poses of oeterrnining original use. 

C. Other ruLes. 

Commentators requested guidance on 
the appropriate method for treating 
activities within the zone as though 
they constituted a separately incorpo
rated business for purposes of the 
enterprise zone business test. 

The final regulations allow a business 
to treat its activities within a zone as 
part of a separately incorporated busi
ness if it allocates income and activities 
attributable to the business within the 
zone using a reasonable allocation 
method and has evidence of its alloca
tions sufficient to establish compliance 
with the various requirements. 

D. PrillcipaL user. 

The proposed regulations do not 
address the requirement that "the prin
cipal user" of the enterprise zone 
facility bond proceeds be an enterprise 
zone business. Commentators suggested 
that principal user generally be defined 
in the same manner as in the regula
tions applicable to qualified small issue 
bonds and qualified 501(c)(3) bonds, 
which relate to use of bond proceeds 
by "any" principal user, but without 
applying the definition to customers. 
One commentator (relying on the defi
nition of a qualifying business) sug
gested that financing for commercial 
real estate owned by a business that is 
not an enterprise zone business should 
be permitted, so long as 50 percent of 
the gross rental income comes from 
lessees that are enterprise zone 
businesses. 

The final regulations provide ~hat an 
owner of financed property IS the 
principal user except that, in the case 
of commercial real estate, the lessee 
may be treated as the principal user if 
the rental of the property is a qualified 
business under section 1397B(d)(2). 

Special Allalyses 

It has been determined that this 
Treasury decision is not a significant 
regulatory action as defined in EO 
12866. Therefore, a regulatory assess
ment is not required. It also has been 
determined that section 553(b) of the 
Administrative Procedure Act (5 U.S.C. 
chapter 5) and the Regulatory Flex
ibility Act (5 U.S.c. chapter 6) do not 
apply to these regulations, and, there
fore, a Regulatory Flexibility Analysis 
is not required. Pursuant to section 
7805<0 of the Internal Revenue Code, 
the notice of proposed rulemaking 
preceding these regulations was submit
ted to the Small Business Administra
tion for comment on its impact on 
small business. 

* * * * * * 

Adoption of AmelJdments to the 
ReguLatiolls 

Accordingly. 26 CFR part 1 is 
amended as follows: 

PART I-INCOME TAXES 

Paragraph 1. The authority citation 
for part 1 is amended by adding an 
entry in numerical order to read as 
follows: 

Authority: 26 U.S.c. 7805 * * * 
Section 1.1394-1 also issued under 26 
U.S.c. 1397D. 

Par. 2. Sections 1.1394-0 and 
1.1394-1 are added under the undesig
nated centerheading "DEFINITIONS; 
SPECIAL RULES" to read as follows: 

§1.1394-O Table of contents. 

This section lists the major para
graph headings contained in § 1.1394-1. 

§1.1394-1 Enterprise zone facility 
bOllds. 



(a) Scope. 
(b) Period of compliance. 

(1 ) In general. 
(2) Compliance after an issue is 

retired. 
(3) Deemed compliance. 

(c) Special rules for requirements of 
sections 1397B and 1397C. 
(I) Start of compliance period. 
(2) Compliance period for certain 

prohibited activities. 
(3) Minimum compliance period. 
(4) Initial testing date. 

(d) Testing on an average basis. 
(e) Resident employee requirements. 

(I) Determination of employee 
status. 

(2) Employee treated as zone 
resident. 

(3) Resident employee per
centage. 

(t) Application to pooled financing 
bond and loan recycling 
programs. 

(g) Limitation on amount of bonos. 
(1) Determination of outstanding 

amount. 
(2) Pooled financing bond 

programs. 
(h) Original use requirement for pur

poses of qualified zone property. 
(i) Land. 
(j) Principal user. 

(1) In general. 
(2) Rental of real property. 
(3) Pooled financing bond pro

gram. 
(k) Treatment as separately incorpo

rated business. 
(1) Substantially all. 
(m) Application of sections 142 and 

146 through 150. 
(1 ) In general. 
(2) Maturity limitation. 
(3) Volume cap. 
(4) Remedial actions. 

(n) Continuing compliance and 
change of use penalties. 
(I) In general. 
(2) Coordination with deemed 

compliance provisions. 
(3) Application to pooled financ

ing bond and loan recycling 
programs. 

(4) Section 150(b)(4) inap
plicable. 

(0) Refunding bonds. 
(1) In general. 
(2) Maturity limitation. 

(p) Examples. 
(q) Effective dates. 

(l) In general. 
(2) Elective retroactive applica

tion in whole. 

§1.1394-1 EllIerprise Wile facility 
bonds. 

(a) Scope. This section contains 
rules relating to tax-exempt bonds 
under section 1394 (enterprise zone 
facility bonds) to provide enterprise 
zone facilities in both empowerment 
zones and enterprise communities 
(zones). See sections 1394, 1397B, and 
1397C for other rules and definitions. 

(b) Period of compliance-(l) 111 
general. Except as provided in para
graphs (b)(2) and (c) of this section, 
the requirements under sections 1394(a) 
and (b) applicable to enterprise zone 
facility bonds must be complied with 
throughout the greater of the 
following-

(i) The remainder of the period 
during which the zone designation is in 
effect under section 1391 (zone desig
nation period); and 

(ii) The period that ends on the 
weighted average maturity date of the 
enterprise zone facility bonds. 

(2) Complial/ce after an issue is 
retired. Except as provided in para
graph (c)(3) of this section, the require
ments applicable to enterprise zone 
facility bonds do not apply to an issue 
after the date on which no enterprise 
zone facility bonds of the issue are 
outstanding. 

(3) Damed cO/llp/ial/cc-(i) Gelleral 
rule. An issue is deemed to comply 
with the requirements of sections 
1394(a) and (b) if-

(A) The issuer and the principal user 
in good faith attempt to meet the 
requirements of sections I 394(a) and 
(b) throughout the period of COIl1-

pliance required under this section; and 
(B) Any failure to meet these re

quirements is corrected within a one
year period after the failure is first 
discovered. 

(ii) Exception. The provisions of 
paragraph (b)(3)(i) of this section do 
not apply to the requirements of section 
1397B(d)(5)(A) (relating to certain pro
hibited business activities). 

(iii) Good faith. In order to satisfy 
the good faith requirement of paragraph 
(b)(3)(i)(A) of this section, the princi
pal user must at least annually demon
strate to the issuer the principal user's 
monitoring of compliance with the re
quirements of sections 1394(a) and (b). 

(c) Special rules for requiremellts of 
sections 13978 alld J 397C-( I) Start 
of compliance period. Except as pro
vided in paragraph (c)(2) of this 

section. the requiremcnts of scctions 
1397B (relating to qualification as an 
enterprise zone business) and 1397C 
(relating to satisfaction of the rules for 
qualified zone property) do not apply 
prior to the illitia/ testillK dale (as 
defined in paragraph (c)(4) of this 
section) if-

(i) The issuer and the principal user 
reasonably expect on the issue date of 
the ent'!rprise zone facility bonds that 
those requirements will be met by the 
principal user on or before the initial 
testing date; and 

(ii) The issuer and the principal user 
exercisc due diligence to meet those 
requirements prior to the initial testing 
date. 

(2) Compliallce period for certain 
prohibited activities. The requirements 
of section 1397B(d)(5)(A) (relating to 
certain prohibited business activities) 
must be complied with throughout the 
term of the enterprise zone facility 
bonds. 

(3) Minimum compliance period. 
The requirements of sections 1397B(b) 
or (c) and 1397C must be satisfied for 
a continuous period of at least three 
years after the initial testing date, 
notwithstanding that-

(i) The period of compliance re
quired under paragraph (b)(l) of this 
section expires before the end of the 
three-year period; or 

(ii) The enterprise zone facility 
bonds are retired before the end of the 
three-year period. 

(4) Initial testin/: date-(i) In gen
eral. Except as otherwise provided in 
paragraph (c)(4)(ii) of this section, the 
initial testing date is the date that is 18 
months after the later of the issue date 
of the enterprise zone facility bonds or 
the date on which the financed property 
is placed in service; provided, however, 
it is not later than-

(A) Three years after the issue date; 
or 

(B) Five years after the issue date, if 
the issue finances a construction project 
for which both the issuer and a 
licensed architect or engineer certify on 
or before the issue date of the en
terprise zone facility bonds that more 
than three years after the issue date is 
necessary to complete construction of 
the project. 

(ii) Alternative initial testing date. If 
the issuer identifies as the initial testing 
date a date after the issue date of the 
enterprise zone facility bonds and prior 
to the initial testing date that would 
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have been determined under paragraph 
(c)(4)(i) of this section, that earlier date 
is treated as the initial testing date. 

(d) Testing on an average basis. 
Compliance with each of the requir~
ments of section 1397B(b) or (c) 1S 
tested each taxable year. Compliance 
with any of the requirements may be 
tested on an average basis, taking into 
account up to four immediately preced
ing taxable years plus the current 
taxable year. The earliest taxable year 
that may be taken into account f~r 
purposes of the preceding sente~c~. 1S 
the taxable year that includes the 1nlUai 
testing date. A taxable year is dis
reoarded if the part of the taxable year 
th~t falls in a required compliance 
period does not exceed 90 days. 

(e) Resident employee require
ments-(l) Determination of employee 
status. For purposes of the requirement 
of section 1397B(b)(6) or (c)(5) that at 
least 35 percent of the employees are 
residents of the zone, the issuer and the 
principal user may rely on a certifica
tion, signed under penalties of perjury 
by the employee, provided-

(i) The certification provides to the 
principal user the address of the 
employee's principal residence; 

(ii) The employee is required by the 
certification to notify the principal user 
of a change of the employee's principal 
residence; and 

(iii) Neither the issuer nor the prin
cipal user has actual knowledge that 
the principal residence set forth in the 
certification is not the employee's 
principal residence. 

(2) Employee treated as zone re
sident. If an issue fails to comply with 
the requirement of section l397B(b)(6) 
or (c)(5) because an employee who 
initially resided in the zone moves out 
of the zone, that employee is treated as 
still residing in the zone if-

(i) That employee was a bona fide 
resident of the zone at the time of the 
certification described in paragraph 
(e)(l) of this section; 

(ii) That employee continues to per
form services for the principal user in 
an enterprise zone business and sub
stantially all of those services are 
performed in the zone; and 

(iii) A resident of the zone meeting 
the requirements of section 1397B(b)
(5) or (c)(4) is hired by the principal 
user for the next available comparable 
(or lesser) position. 

(3) Resident employee percentage. 
For purposes of meeting the require-
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ment of section l397B(b)(6) or (c)(5) 
that at least 35 percent of the 
employees of an enterprise zone busi
ness are residents of a zone, paragraphs 
(e)(3)(i) and (ii) of this section apply. 

(i) The term employee includes a 
self-employed individual within the 
meaning of section 401(c)(l). 

(ii) The resident employee percent
age is determined on any reasonable 
basis consistently applied throughout 
the period of compliance required 
under this section. The per-employee 
fraction (as defined in paragraph 
(e)(3)(ii)(A) of this section) or the 
employee actual work hour fr~~tion (as 
defined in paragraph (e)(3)(1l)(B) of 
this section) are both reasonable 
methods. 

(A) The term per-employee fraction 
means the fraction, the numerator of 
which is, during the taxable year, the 
number of employees who work at 
least 15 hours a week for the principal 
user, who reside in the zone, and who 
arc employed for at least 90 days, and 
the denominator of which is, during the 
same taxable year, the aggregate num
ber of all employees who work at least 
15 hours a week for the principal user 
and who are employed for at least 90 
days. 

(8) The term employee actual work 
hour fraction means the fraction, the 
numerator of which is the aggregate 
total actual hours of work for the 
principal user of employees who reside 
in the zone during a taxable year, and 
the denominator of which is the aggre
Clate total actual hours of work for the 
b • 

principal user of all employees dUring 
the same taxable year. 

(f) Applicatioll to pooled fillallcill}.: 
bonel and [01111 recyclillX proxrams. In 
the case of a pooled financing bond 
program described in paragraph (g)(2) 
of this section or a loan recycling 
program described in paragraph (m)(2)
(ii) of this section, the requirements of 
paragraphs (b) through (e) of this 
section apply on a loan-by-Ioan basis. 
See also paragraphs (g)(2) (relating to 
limitation on amount of bonds), (m)(2) 
(relating to maturity limitations), (m)(3) 
(relating to volume cap), and (m)(4) 
(relating to remedial actions) of this 
section. 

(g) Limitatioll on alllollllt of bond.~
(I) Determination of outstandlllg 
amount. Whether an issue satisfies the 
requirements of section 1394(c) (~cl.at
ing to the $3 million and $20 millIon 
aggregate limitations on the amount of 

outstanding enterprise zone fa~ility 
bonds) is determined as of the ~ssue 
date of that issue, based on the Issue 
price of that issue and. the adjus~ed 
issue price of outstandmg enterprISe 
zone facility bonds. Amounts of out
standing enterprise zone facility bonds 
allocable to any entity are determined 
under rules contained in section l44(a)
(IO)(C) and the underlying regulations. 
Thus, the definition of principal user 
for purposes of section I 394(c) is 
different from the definition of prillci. 
pal user for purposes of paragraph U) 
of this section. 

(2) Pooled fillancing bond pro
grllms-(i) III gelleral. The limitations 
of section 1394(c) for an issue for a 
pooled financing bond program arc 
determined with regard to the amount 
of the actual loans to enterprise zone 
businesses rather than the amount lent 
to intermediary lenders as defined in 
paragraph (g)(2)(ii) of this section. This 
paragraph (g)(2) applies only to ~he 
extent the proceeds of those enterpnse 
zone facility bonds are loaned to one or 
more enterprise zone businesses within 
42 months of the issue date of the 
enterprise zone facility bonds or. ~e 
used to redeem enterprise zone faclhty 
bonds of the issue within that 42-month 
period. 

(ii) Pooled financing bond program 
defined. For purposes of this secti~n, a 
pooled financing bond J~rogram IS a 
program in which the 1ssu.er of en
terprise zone facility bon?s, 111 order t~ 
provide loans to enterpnse zone bUS1-
nesses, lends the proceeds of the 
enterprise zone facility bonds to a b.ank 
or similar intermediary (intermediary 
lender) which must then relend ~hc 
proceeds to two or more enterpnse 
zone businesses. 

(h) Original use requirement for 
purposes of qualified zone property .. In 
general for purposes of section 
1397C(~)(1 )(B), the term original use 

h· h the means the first use to w 1C 
property is put within t~e zone. F~~ 
purposes of section 1394, 1f propert~ 1 
vacant for at least a one-ye~ pe~lOd 
including the date of zone des1gnation, 
use prior to that period is disreg~~ed 
for purposes of determining or.1g~n~ 
usc. For this purpose, de mInimIS 
incidental uses of property, such as 
renting the side of a building for a 
billboard, are disregarded. 

(i) Land. The determination of 
whether land is functionally related and 
subordinate to qualified zone property 
is made in a manner consistent with the 



rules for exempt facilities under section 
142. 

(j) Principal user-( I) In gelleral. 
Except as provided in paragraph U)(2) 
of this section, the term prillcipal user 
means the owner of financed property. 

(2) Rental of real p rope rty-(i) A 
lessee as the prillcipal user. If an 
owner of real property financed with 
enterprise zone facility bonds is not an 
enterprise zone business within the 
meaning of section 1397B, but the 
rental of the property is a qualified 
business within the meaning of section 
I 397B(d)(2), the term prillcipal user 
for purposes of sections 1394(b) and 
(e) means the lessee or lessees. 

(ii) Allocatioll of enterprise zone 
facility bOllds. If a lessee is the 
principal user of real property under 
paragraph U)(2)(i) of this section, then 
proceeds of enterprise zone facility 
bonds may ,be allocated to expenditures 
for real property only to the extent of 
the property allocable to the lessee's 
leased space, including expenditures for 
common areas. 

(3) Pooled fillallcilll? bOlld program. 
An intermediary lender in a pooled 
financing bond program described in 
paragraph (g)(2) of this section is not 
treated as the principal user. 

(k) Treatmellt as separately illcorpo
rated busilless. For purposes of section 
1394(b)(3)(B), a trade or business may 
be treated as separately incorporated if 
allocations of income and activities 
attributable to the business conducted 
within the zone are made using a 
reasonable allocation method and if 
that trade or business has evidence of 
those allocations su fficient to establ ish 
compliance with the requirements of 
paragraphs (b) through (f) of this 
section. Whether an allocation method 
is reasonable will depend upon the 
facts and circumstances. An allocation 
method will not be considered to be 
reasonable unless the allocation method 
is applied consistently by the trade or 
business and is consistent with the 
purposes of section 1394. 

(I) Substantially all. For purposes of 
sections 1397B and 1397C(a), the term 
substantially all means 85 percent. 

(m) Application of sectiolls 142 and 
146 through 150-(1) 111 general. Ex
cept as provided in this paragraph (m), 
enterprise zone facility bonds are 
treated as exempt facility bonds that 
are described in section 142(a), and all 
regulations general\y applicable to ex
empt facility bonds apply to enterprise 
zone facility bonds. For this purpose, 

enterprise zone businesses are treated 
as meeting the public use requirement. 
Sections 147(c)(l)(A) (relating to lim
itations on financing the acquisition of 
land), 147(d) (relating to financing the 
acquisition of existing property), and 
142(b)(2) (relating to limitations on 
financing office space) do not apply to 
enterprise zone facility bonds. See also 
paragraph (n)(4) of this section. 

(2) Maturity limitatioll-(i) Require
ments. An issue of enterprise zone 
facility bonds, the proceeds of which 
are to be used as part of a loan 
recycling program, satisfies the require
ments of section 147(b) if-

(A) Each loan satisfies the require
ments of section 147(b) (determined by 
treating each separate loan as a sepa
rate issue); and 

(B) The term of the issue does not 
exceed 30 years. 

(ii) Loall recyclillg program de filled. 
A loall recycling program is a program 
in which-

(A) The issuer reasonably expects as 
of the issue date of the enterprise zone 
facility bonds that loan repayments 
frolll principal users will be used to 
make additional loans during the zone 
designation period; 

(13) Repayments of principal on 
loans (including prepayments) received 
during the zone designation period are 
used within six months of the date of 
receipt either to make new loans to 
enterprise zone businesses or to redeem 
enterprise zone facility bonds that are 
part of the issue; and 

(C) Repayments of principal on 
loans (including prepayments) received 
after the zone designation period are 
used to redeem enterprise zone facility 
bonds that are part of the issue within 
six months of the date of receipt. 

(3) Volume cap. For purposes of 
applying section l46(0(5)(A) (relating 
to elective carryforward of unused 
volume limitation), issuing enterprise 
zone facility bonds is a carryforward 
purpose. 

(4) Remedial actiolls. In the case of 
a pooled financing bond program de
scribed in paragraph (g)(2) of this 
section or a loan recycling program 
described in paragraph (m)(2)(ii) of this 
section, if a loan fails to meet the 
requirements of paragraphs (b) through 
(0 of this section, within six months of 
noncompliance (after taking into ac
count the deemed compliance provi
sions of paragraph (b)(3) of this 
section, if applicable), an amount equal 

to the outstanding loan principal must 
be prepaid and the issuer must-

(i) Reloan the amount of the prepay
ment; or 

(ii) Use the prepayment to redeem an 
amount of outstanding enterprise zone 
facility bonds equal to the outst.Ulding 
principal amount of the 10illl that no 
longer meets those requirements. 

(n) Continuing cOlllplillnce llnd 
change of use pellallies-( 1) In gen
eral. The penalty provisions of section 
1394(e) apply throughout the period of 
compliance required under paragraph 
(b)(l) of this section. 

(2) Coord illation wilh deemed CO/ll

pliance provisiolls. Section I 394(e)(2) 
does not apply during any period 
during which the issue is deemed to 
comply with the requirements of sec
tion 1394 under the deemed compliance 
provisions of paragraph (b)(3) of this 
section. 

(3) Application 10 pooled financing 
bOlld and loan recycling programs. In 
the case of a pooled financing bond 
program described in paragraph (g)(2) 
of this section or a loan recycling 
program described in paragraph 
(m)(2)(ii) of this section, section 
1394(e) applies on a loan-by-loan 
basis. 

(4) Section 150(b)(4) inapplicable. 
Section 150(b)(4) does not apply to 
enterprise zone facility bonds. 

(0) Refunding bonds-(l) III gen
eral. An issue of bonds issued after the 
zone designation period to refund en
terprise zone facility bonds (other than 
in an advance refunding) are treated as 
enterprise zone facility bonds if the 
refunding issue and the prior issue, if 
treated as a single combined issue, 
would meet all of the requirements for 
enterprise zone facility bonds, except 
the requirements in section 1394(c). 
For example, the compliance period 
described in paragraph (b)(1) of this 
section is calculated taking into account 
any extension of the weighted average 
maturity of the refunding issue com
pared to the remaining weighted aver
age maturity of the prior issue. The 
proceeds of the refunding issue are 
allocated to the same expenditures and 
purpose investments as the prior issue. 

(2) Maturity limitatioll. The maturity 
limitation of section 147(b) is applied 
to a refunding issue by taking into 
account the issuer's reasonable expecta
tions about the economic life of the 
financed property as of the issue date 
of the prior issue and the actual 
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weighted average maturity of the com
bined refunding issue and prior issue. 

(p) Examples. The following exam
ples il1ustrate paragraphs (a) through 
(0) of this section: 

Example J. A~'eragillg of elllerprise ZOlle 
busilless requiremellts. City C issues enterprise 
lOne facility bonds, the proceeds of which are 
loaned by C to Corporation B to finance the 
acquisition of equipment for its existing business 
locateu in a zone. On the issue date of the 
enterprise lOne facility bonds, B meets all of the 
requirements of section I 397B(b), except that 
only 25% of D's employees reside in the zone. C 
and D reasonably expect on Ule issue date to 
meet all requirements of section 1397B(b) by the 
date that is 18 months after the equipment is 
placed in service (the initial testing date). In each 
of the first, second, and third taxable years after 
the initial testing date, 35%, 40% and 45%, 
respectively, of B's employees are zone re
sidents. In the fourth year after the testing date, 
only 25% of B's employees arc zone residents. B 
continues to meet the 35% resident employee 
requirement, because the average of lone re
sident employees for those four taxable years is 
approximately 36%. The percentage of lOne 
residents employed by B he fore the initial testing 
date is not included in determining whether B 
continues to comply with Ule 35% resident 
employee requirement. 

Example 2. Measuremellt of residelll employee 
percelllage. Authority D issues enterprise wne 
facility bonds, Ule proceeds of which arc loaned 
to Sole Proprietor F to establish an accounting 
business in a zone. In the lirst year after the 
initial testing date, Ule staff working for F 
includes F, who works 40 hours per week ami 
docs not live in the lone, one employee who 
resides in the zone and works 40 hours per week, 
one employee who docs not reside in the zone 
and works 20 hours per week, and one employee 
who docs not reside in the zone and work.~ 10 
hours per week. F meets the 35% resident 
employee test by calculating the percentage on 
the basis of employee actual work hours as 
described in paragraph (e)(3 )(ii)(B) of this 
section. If F uses the per-employee basis as 
described in paragraph (e)(J)(ii)(A) of this 
section to determine if Ule resident employee test 
is met, the pereentage of employees who arc 
lOne residents on a per-employee hasis is only 
33% hecause F must exclude from the numerator 
and Ule denominator the employee who works 
only 10 hours per week. If F caleulates Ule 
resident employee test as a percentage of 
employee actual work hours as described in 
paragraph (e)(3)(ii)(B) of this seetion in the first 
year, F must calculate the resident employee test 
a~ a percentage of employee actual work hours 
each year. 

Example 3. Active COli duct of busilless withill 
the ZOlle. State G issues enterprise zone facility 
bonds and loans the proceeds to Corporation H 
to finance me acquisition of equipment for H's 
mail order clothing business, which is located in 
a zone. H purchases the supplies for its clothing 
business from suppliers located hoth within and 
outside of the zone and expects that orders will 
be received both from customers who will reside 
or work wilhin the zone and from others outside 
the zone. All orders are reeeived and filled at, 
and are shipped from, H's clothing business 
located in the zone. H meets Ule requirement that 

118 1996-2 C.B. 

at Icast 80% of its gross income is derived from 
Ule active conduct of business within the zone. 

Example 4. Elllerprise zOlle busilless deftlli
tioll. City J issues enterprise zone facilily honds, 
the proceeds of which are loaned to Partnership 
K to finance the acquisition of equipment for ils 
printing operation located in the zone. All orders 
are taken and completed, and all hilling and 
accounting activities are performcd, at the print 
shop located in the zone. K, on occa~ion, uses its 
equipment (including its trucks) and employces 
to deliver large print jobs to customers who 
reside outside of Ule zone. So long as K is ahle 
to estahlish that its trucks are used in UIC zone at 
lea~t 85% of Ule time and its employees perform 
at least 85% of services for K in the zone, K 
meets the requirements of scctions 1397 D(b )(3) 
and (5). 

Example 5. Treatmelll as a separately incorpo
rated IlIIsines.~. The facts are the same as in 
bample 4 except that six years after the issue 
datc of UIC enterprise wne facility honds, K 
determines to expand its operations to a sccond 
location outside of the houndaries of the wne. 
Although the expansion would result in the 
failure of K to meet the tests of 13nB(h), K. 
using a reasonahle allocation method, allocale.~ 

income and activities to its operations within the 
lOne and ha.~ evidence of these allocations 
sufficient to estahlish compliance with the 
requirements of paragraphs (11) through (I) of this 
section. The honds will not fail to he enterprise 
zone facility bonds mcrely because of the 
expansion. 

/:''.I:ample 6. Trealmrlll of pooled jillancillg 
bond programs. Authority L issues honds in the 
aggregate pri llci pal amount of $5,000,000 and 
loans the proceeus to Dank M pursuant to a 
loans-to-lenders program. M docs not meet the 
definition of enterprise zone husiness contained 
in section I W7B. Prior to the issue date of the 
honds, L held a puhlic hearing regarding 
issuance of the bonds for the loan.~-to-Ienders 
program, descrihing thc projects of idcntified 
horrowers to he financed initially with 
$4,000.000 of the proceeds of the honds. The 
applicahle clected represcntative of L approved 
issuance of the honds subscquent to thc public 
hearing. The loan agreement hetwcen Land M 
provides that the other proceeds of the bonds 
will he hcld by M and loaned to horrowers that 
qualify as enterprise zone businesses, following a 
puhlie hearing and approval hy the applicable 
clected representative of L of cach loan hy M to 
an enterprise zone husiness. None of the loans 
will he in principal amounts in excess of 
$),000,000. The loans hy M will otherwisc meet 
thc requirements of section 131)4. The bonds will 
be enterprise wne facility honds. 

Example 7. ()rigillal u.re requirement for 
purposes of qualified wne properly. City N 
issues enterprise zone facility Ixmds, the pro
ceeds of which arc loaned to Corporation P to 
linance Ule acquisition of equipment. P uses the 
proceeds after the lOne designation date to 
purchase used equipment located outside of the 
zone and places the equipment in service at its 
location in the zone. Substantially all of the usc 
of the equipment is in the zone and is in the 
active conduct of a qualified business by P. The 
equipment is treated as qualilied enterprise zone 
property under section 131)7C because P makes 
lhe first use of the property wiUlin the I.one after 
the lOne designation date. 

/:.'.I:ample 8. Principal user. State R issues 
enterprise lOne facility honds and loans the 

proceeds to Partnership S to linance the con
struction of a small shopping center to he located 
in ", zone. S is in the husiness of commercial real 
f' .late. S is not an enterprise zone husiness, hut 
ha~ secured one anchor lessee, Corporation T, for 
the shopping center. T would qualify as an 
enterprise zone business. S will derive 60% of its 
gross rental income of thc shopping center from 
T. S does not anticipate that the remaining rental 
income will come from enterprise zone busi
nesses. T will occupy 60% of the total rentable 
space in the shopping ccnter. S can usc 
entcrprise wne facility hond proceeds to finance 
the portion of the costs of Ule shopping center 
allocahle to T (60%) becau.~e T is treated as the 
principal user of Ule enterprise zone facility bond 
proceeds. 

l:'.xample 9. Remedial actiolls. State W issues 
pooled financing enterprise zone facility bonds, 
the proceeds of which will be loaned to several 
enterprise wne husinesses in the two enterprise 
communities and one empowerment zone in W. 
Proceeds of the pooled financing bonds are 
loaned to Corporation X, an enterprise zone 
husiness, for a tcrm of 10 years. Six years after 
the date of the loan, X expands its operations 
beyond Ule empowerment zone and is no longer 
able to meet Ule requirements of section 1394. X 
docs not reasonably expect to be able to cure the 
noncompliance. The loan documents provide that 
X must prepay its loan in the event of non
compliancc. W does not expect to be able to 
rcloan the prepayment by X within six months of 
noncompliance. X's noncompliance will nol 
affect the qualification of Ule pooled financing 
bonds as enterprise zone facility bonds if W uses 
the proceeds from the loan prepayment to redeem 
outstanding enterprise zone facility bonds within 
six months of noncompliance in an amount 
eomparahle to the outstanding amount of the 
loan immediately prior to prepayment. X will be 
denied an interest expense deduction for lhe 
interest accruing from the first day of Ule taxable 
year in which the noncompliance began. 

(q) Effective dates-( 1) In general. 
Except as otherwise provided in this 
section, the provisions of this section 
apply to all issues issued after July 30, 
1996, lind subject to section 1394. 

(2) Elective retroactive application 
in wilole. An issuer mlly apply the 
provisions of this section in whole, but 
not in part, to any issue that is 
outstanding on July 30, 1996, and is 
subject to section 1394. 

Margaret Milner Richardson, 
Commissioner of Internal Revenue. 

Approved May 22, 1996. 

Leslie Samuels, 
Assistant Secretary of the Treasury. 

(Filed by the Office of the Federal Register on 
May 30, 1996, 8:45 a.m., and published in the 
issue of the Federal Register for May 31, 
11)96, 61 F.R. 27258) 



Chapter 5.-Tax on Transfers to Avoid Income 

Tax 

Section 1491.-lmposition of Tax 

If the status of a trust changes from domestic to 
foreign, what are the consequences for purposes of 
the section 1491 excise tax? See Notice 96-65, 
page 232. 

Chapter S.-Consolldated Returns 

Subchapter A.-Returns and Payment of Tax 

Section 1502.-Regulations 

26 CFR 1.1502-21T: Net operating losses (tempo· 
rary). 

T.D.8677 

DEPARTMENT OF THE TREASURY 
Internal Revenue Service 
26 CFR Parts 1 and 602 

Consolidated Returns-Limitations 
on the Use of Certain losses and 
Deductions 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final and temporary regula
tions. 

SUMMARY: This document contains fi
nal and temporary amendments to the 
consolidated return regulations relating 
to deductions and losses of members. 
The temporary amendments concern the 
method for computing the limitations 
with respect to separate return limitation 
year (SRLY) losses. They also concern 
the rules relating to carryover and car
ryback of losses to consolidated and 
separate return years and to the built-in 
deduction rules. Final amendments are 
made amending definitions and redesig
nating sections displaced by temporary 
regulations. The text of these temporary 
regulations also serves as the text of the 
proposed regulations set forth in CO-
24-96 on page 437. 

DATES: These amendments are effec
tive Thursday, June 27, 1996. For dates 
of application and special transition 
rules, see Effective Dates under 
SUPPLEMENTARY INFORMATION. 

SUPPLEMENTARY 
INFORMATION: 

Paperwork Reduction Act 

The collection of information con
tained in the temporary regulations has 
been reviewed and approved by the 
Office of Management and Budget in 
accordance with the Paperwork Reduc-

tion Act (44 U.S.c. 3507) under the 
control number 1545-1237. Section 
1.1502-21T(b)(3) requires a response 
from certain consolidated groups. The 
IRS requires the information to assure 
that an election to relinquish a carryback 
period is properly documented. 
Reponses to this collection of informa
tion are required to obtain a benefit 
(relating to the carryover of losses 
which would otherwise be carried back). 

An agency may not conduct or spon
sor, and a person is not required to 
respond to, a collection of information 
unless the collection of information dis
plays a valid control number. 

For further information concerning 
this collection of information, and where 
to submit comments on the collection of 
information and the accuracy of the 
estimated burden, and suggestions for 
reducing this burden, please refer to the 
preamble to the cross-referencing notice 
of proposed rulemaking published in 
this issue of the Bulletin. 

Books or records relating to a collec
tion of information must be retained as 
long as their contents may become ma
terial in the administration of any Inter
nal Revenue law. Generally, tax returns 
and tax return information are confiden
tial, as required by 26 U.S.c. 6103. 

Background and Explanation of Provi
sions 

On February 4, 1991, the IRS and 
Treasury published in the Federal Reg
ister a notice of proposed rulemaking 
(CO-078-90, 56 FR 4228) setting forth 
amendments to the rules regarding the 
net operating losses, built-in deductions, 
and capital losses of consolidated 
groups, including rules regarding the 
carryover and carryback of losses to 
consolidated and separate return years. 
Some of the amendments are clarifying, 
and some change the existing rules. The 
principal changes related to losses aris
ing in (or carried to) SRLY years. The 
preamble to the proposed amendments 
explains the proposed changes in detail. 
The IRS and Treasury also published 
Notice 91-27 (1991-2 C.B. 629) to 
advise of intended modifications to the 
proposed amendments. 

Generally, section 1503(a) requires 
that a consolidated group determine its 
tax in accordance with the regulations 
under section 1502 prescribed before the 
last day prescribed by law for the filing 
of its tax return. Many of the proposed 
amendments have proposed effective 
dates of January 29, 1991, and other 

transitional rules for their application. 
Because of this effective date, consoli
dated groups have been uncertain 
whether the existing rules or the pro
posed rules (if adopted) will determine 
their use of losses for consolidated re
turn years ending on or after January 29, 
1991. 

To address the uncertainty, the IRS 
and Treasury are issuing this Treasury 
decision to adopt temporary amend
ments to the rules regarding a consoli
dated group's losses, including the car
ryover and carryback of SRLY losses. 
The temporary amendments are substan
tially identical to the rules proposed on 
January 29, 1991. A more detailed dis
cussion of the effective dates of the 
temporary amendments, including spe
cial transitional rules, is set forth below 
under Effective Dates. 

These temporary amendments prima
rily address the uncertainty created by 
the proposed effective dates. They do 
not address the comments on the pro
posed amendments. Many of these com
ments are still under consideration. 

As companions to this Treasury deci
sion, the IRS and Treasury also issue two 
other sets of temporary regulations under 
sections 382 and 383 concerning the use 
of losses and deductions by consolidated 
groups and by members of controlled 
groups. See TD 8678 on page 134 and 
TD 8679 on page 25. 

Effective Date 

The temporary amendments are gen
erally effective for consolidated return 
years beginning on or after January I, 
1997. However, two important changes 
are made to the effective date provisions 
set forth in the proposed rules. 

As proposed, the amendments gener
ally applied to consolidated return years 
ending on or after January 29, 1991 , 
without regard to the year in which the 
losses arose and without regard to 
whether the losses are subject to the 
SRLY rules. An exception to the general 
effective date rules was made for the 
proposed SRLY rules and built-in de
duction rules, which generally applied 
only to losses and deductions of corpo
rations that became members (and ac
quisitions occurring) on or after January 
29, 1991, without regard to when they 
arose. Thus, the proposed amendments 
required the losses and deductions of 
members acquired before January 29, 
1991, to remain subject to the existing 
SRLY limitations. 
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The temporary amendments revise 
this treatment. Losses and deductions of 
a member (including SRLY losses) car
ried to consolidated return years begin
ning on or after January 1, 1997, are 
governed by the temporary amendments, 
regardless of the year in which the loss 
or deduction was recognized, and re
gardless of when the member with the 
SRLY loss became a member of the 
group. 

The temporary amendments also con
tain rules relating to consolidated return 
years ending on or after January 29, 
1991, and beginning before January 1, 
1997. Specifically, a consolidated group 
may apply the temporary amendments to 
those consolidated return years provided 
that three principal conditions are met: 
(1) all the temporary amendments must 
be applied consistently on the group's 
final return (original or amended return) 
for each such year for which the statute 
of limitations does not preclude the 
filing of an amended return on January 
1, 1997; (2) the temporary amendments 
relating to the treatment of built-in de
ductions and SRLY losses must be ap
plied with respect to the losses and 
deductions of those corporations that 
became members of the group, and to 
acquisitions occurring, on or after Janu
ary 29, 1991, and only with respect to 
such losses and deductions; and (3) 
appropriate adjustments must be made 
in the earliest subsequent open year to 
reflect any inconsistency in a year for 
which the statute of limitations pre
cludes the filing of an amended return 

Affected Section 

1.469-1 (h)(2) 

1.597-2(c)(5), first sentence 

1.597-2(c)(S), second sentence 

I.S97-4(g)(3), fifth sentence 

I.S97-4(g)(3), sixth sentence 

1.904(f)-3(a) 
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on January 1, 1997. Until consolidated 
return years beginning on or after Janu
ary 1, 1997, the rules of the existing 
regulations relating to the treatment of 
built-in deductions and SRLY losses 
continue to apply to corporations that 
became members before, and to acquisi
tions occurring before, January 29, 
1991. See § 1.1502-21T(g)(3). 

SPECIAL ANALYSIS 

It has been determined that this Trea
sury decision is not a significant regula
tory action as defined in EO 12866. 
Therefore, a regulatory assessment is not 
required. It is hereby certified that these 
regulations do not have a significant 
economic impact on a substantial num
ber of small entities. This certification is 
based on the fact that these regulations 
will primarily affect affiliated groups of 
corporations that have elected to file 
consolidated returns, which tend to be 
larger businesses. Therefore, a Regula
tory Flexibility Analysis under the Reg
ulatory Flexibility Act (5 U.S.c. chapter 
6) is not required. Pursuant to section 
7805(f) of the Internal Revenue Code, 
the notice of proposed rulemaking pre
ceding these regulations were sent to the 
Small Business Administration for com
ment on their impact on small business. 

Adoption of Amendments to the Regula
tions 

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

Remove 

1.1S02-21 (consolidated net operating 
loss), and 1.1S02-22 (consolidated net 
capital gain or loss) 

§§ 1.1S02-1S, 1.1S02-21, and 
1.1S02-22 

§§ 1.1S02-1S, 1.1S02-21 or 1.1S02-22 

§§ 1.1S02-1S, 1.1S02-21 and 
1.1S02-22 

§§ 1.1S02-1S, 1.1S02-21, or 1.1S02-22 

(or §§ 1.1S02-21(b) and 1.1S02-79(a» 
(or § 1.1S02-21T(b) 

PART I-INCOME TAXES 

Paragraph 1. The authority citation 
for Part 1 is amended in part by adding 
citations in numerical order to read as 
follows: 

Authority: 26 U.S.c. 780S * * * 
Section 1.IS02-O also issued under 26 

U.S.c. 1502.* * * 
Section 1.1502-11 T also issued under 

26 U.S.C. 1502. 
Section 1.1S02-2 also issued under 26 

U.S.c. IS02.* * * 
Section 1.1502-15T also issued under 

26 U.S.c. 1502.* * * 
Section 1.1502-21 T also issued under 

26 U.S.c. 1502. 
Section 1.1502-22T also issued under 

26 U.S.c. 1502. 
Section 1.1S02-23T also issued under 

26 U.S.c. IS02.* * * 
Section 1.1S02-79 also issued under 

26 U.S.C. IS02. 
Section 1.1S02-15A also issued under 

26 U.S.c. IS02. 
Section 1.1502-21A also issued under 

26 U.S.c. IS02. 
Section 1.1S02-22A also issued under 

26 U.S.c. IS02. Section 1.1S02-23A 
also issued under 26 U.S.c. IS02. 

Section 1.IS02-41 A also issued under 
26 U.S.c. IS02. 

Section 1.1S02-79A also issued under 
26 U.S.c. IS02.* * * 

Par. 2. In the list below, for each 
section indicated in the left column, 
remove the wording indicated in the 
middle column, and add the wording 
indicated in the right column. 

Add 

1.1S02-21T (Net operating losses (tem
porary», and 1.1S02-22T (consolidated 
net capital gain and loss (temporary» 

§§ 1.1 S02-1ST, 1.1S02-21T, and 
1.1S02-22T (or §§ 1.1S02-1SA, 1.1S02-
21A, and 1.1S02-22A, as appropriate) 

§§ 1.1S02-1ST, 1.1S02-21T or 1.1S02-
22T (or §§ 1.1502-1 SA, l.1S02-21A or 
1.1S02-22A, as appropriate) 

§§ l.1S02-1ST, 1.1S02-21 T and 
1.1S02-22T (or §§ 1.1S02-1SA, 1.1S02-
21A and 1.1S02-22A, as appropriate) 

§§ 1.1S02-1ST, 1.1S02-21 T, or 1.1S02-
22T (or §§ 1.1S02-1SA, l.lS02-21A, or 
1.1S02-22A, as appropriate) 

(or §§ l.1S02-21A(b) and 1.1S02-
79A(a), as appropriate» 



Affected Section Remove 

1.904(f)-3(b) (or §§ 1.1502-22 and 1.1502-79(b) 

1.1341-1 (f)(2)(i) § 1.1502-2A 

1.1502-9(a), seventh sentence § 1.1502-79 

1.1502-9(a), eighth sentence § 1.1502-79 

1.l502-9(f) Example 5(ii) § 1.1502-21 (c) 

1.1502-11 (a)(2) § 1.1502-21 

1.1502-11(a)(3) § 1.1502-22 

1.1502-11(a)(4) § 1.1502-23 

1.1502-11(b)(2)(iii) Example l(c) § 1.1502-79 

1.1502-11 (b )(2)(iii) Example 2( d) § 1.1502-79 

1.1502-1 1 (b)(2)(iii) Example 3(e) § 1.1502-79 

1.1502-12(b) § 1.1502-15 shall be taken into ac-
count as provided in that section 

1.1502-13(c)(7)(ii) Example IO(d) § 1.1502-21 (c) 

1.1502-13(g)(5) Example 4(b) § 1.1502-15 

1.1502-13(h)(2), Example l(a) § 1.1502-21 (c) 

1.1502-13(h)(2) Example I(b) § 1.1502-21 (c) 

1.1502-13(h)(2) Example 2(a) § 1.1502-15 

1.1502-13(h)(2) Example 2(b) § 1.1502-22( c) 

1.1502-15(a)(l), first sentence § 1.1502-21 (c) 

1.1502-15(a)(l), first sentence § 1.1502-22(c) 

1.1502-15(a)(l), second sentence under §§ 1.1502-21, 1.1502-22, and 
1.1502-79 

1.1502-15(a)(l), second sentence in § 1.1502-21(c) or § 1.1502-22(c) 
(as the case may be) 

1.1502-15(a)(3) § 1.1502-31 A(b )(9) 

1.1502-18(f)(l )(ii), (I )(iii), (2)(i), (2)(ii), § 1.1502-39A 
and (4) Example (i) and (ii) 

1.l502-18(f)(5) 

1.1502-20(a)(l ) 

1.1502-20(c)( 4), Example 7(iii) 

§ 1.1502-31 A(b)(1) 

1.1502-15(b) 

§ 1.1502-21 

Add 

(or § 1.1502-22T(b) (or §§ 1.1502-22A 
and 1.1502-79A(b), as appropriate» 

§ 1.1502-2A (as contained in the 26 
C.F.R. edition revised as of April 1, 
1996) 

§ 1.1502-21T(b)(2) (or § 1.1502-79A, 
as appropriate) 

§ 1.I502-21T(b)(l) (or § 1.1502-79A, 
as appropriate) 

§ 1.I502-2IA(c) 

§§ 1.1502-21T (or 1.1502-21A, as 
appropriate) 

§§ 1.1502-22T (or 1.1502-22A, as 
appropriate) 

§§ 1.1502-23T (or 1.1502-23A, as 
appropriate) 

§ 1.1502-21T (or § 1.1502-79A, as 
appropriate) 

§§ 1.1502-21 T and 1.1502-22T, respec
tively (or § 1.1502-79A, as appropriate), 

§ 1.1502-21T (or § 1.1502-79A, as 
appropriate) 

§§ 1.1502-15A or 1.1502-15T shall be 
taken into account as provided in those 
sections 

§ 1.1502-2IT(c) 

§ 1.1502-15T (or § 1.1502-15A, as 
appropriate) 

§ 1.1502-2IT(c) 

§ 1.1502-2IT(c) 

§ 1.1502-15T 

§ 1.1502-22T 

§ 1.1502-21A(c) 

§ 1.1502-22A(c) 

under §§ 1.1502-21A, 1.1502-22A, and 
1.1502-79A (or §§ 1.1502-21T and 
1.1502-22T, as appropriate) 

in §§ 1.1502-2IT(c) or 1.1502-22T(c) 
(or §§ 1.1502-21A(c) or 1.1502-22A(c), 
as appropriate), as the case may be 

§ 1.1502-3IA(b)(9) (as contained in the 
26 C.F.R. edition revised as of April I, 
1996) 

§ 1.1502-39A (as contained in the 26 
C.F.R. edition revised as of April 1, 
1996) 

§ 1.1502-31 A(b)(I) (as contained in the 
26 C.F.R. edition revised as of April I, 
1996) 

1.1502-11(c) 

§§ 1.1502-21 A or 1.1502-21 T 
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Affected Section 

1.1502-20(g)(3), Example l(i) 

1.1502-20(g)(3), Example 2(i) 

1.1502-21 (b)(1) 

1.1502-21 (b)(1) 

1.1502-21 (b )(2)(i) 

1.1502-21 (e)(1 )(i) 

1.1502-22(a)(1 )(ii) 

1.1502-22(a)(3) 

1.1502-22(b)( 1) 

1.1502-23 

1.1502-26(a)(l )(ii) concluding text 

1.1502-32(b)(5) Example 2(b) 

1.1502-41 (a) 

1.1502-41 (a) 

1.1502-41 (b) 

1.1502-41 (b) 

1.1502-42(f)( 4)(i)(A) 

1.1502-42U) Example 4(b) 

1.1502-42(j) Example 4(c) 

1.1502-42(j) Example 4(c) 

1.1502-43(b)(2)(iv) 

1.l502-43(b)(2)(v) 

1.1502-43(b)(2)(vi) 

1.1502-43(b )(2)(vi) 

1.1502-43(b)(2)(vii) 

1.1502-43(b)(2)(vi ii) 

1.1502-44(b )(2) 

1.1502-44(b )(3) 

1.1502-47(h)(2)(i) 
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Remove 

§ 1.1502-21 

§ 1.1502-21 

paragraph (a) of § 1.1502-79 

§ 1.1502-15 

paragraph (a)(4) of § 1.1502-79 

paragraph (a)(3) of § 1.1502-79 

§ 1.1502-23 

§ 1.1502-15 

paragraph (b) of § 1.1502-79 

§§ 1.1502-21(c) and 1.1502-22(c), as 
provided in § 1.1502-15(a) 

paragraph (f) of § 1.1502-21 

1.1502-79 

paragraph (a)(l) of § 1.1502-22 

§ 1.1502-23 

paragraph (a)(l) of § 1.1502-22 

paragraph (b) of § 1.1502-22 

§ 1.1502-79(a)(3) 

§ 1.1502-79(a)(3) 

§ 1.1502-21(b)(3) 

§ 1.1502-79(a)(3) 

§ 1.1502-21(a) 

§ 1.1502-22(a) 

§ 1.1502-41(a) 

§ 1.1502-41 (b) 

§ 1.1502-22(b) 

Section 1.1502-15 (built-in deductions) 
does 

§ 1.1502-21 

§ l.l502-22 

§ l.l502-21 

Add 

§§ 1.1502-21A or 1.l502-21T 

§§ 1.1502-21A or Ll502-21T 

§§ 1.1502-79A(a) 

§ 1.1502-15A (or § 1.1502-11(c), as 
appropriate) 

this paragraph 

this paragraph 

§§ 1.1502-23A or 1.1502-23T 

§§ 1.l502-15A and 1.1502-11(c) 

§ 1.1502-79A(b) (or § 1.1502-22T(b), 
as appropriate) 

§§ 1.1502-21A(c) and 1.1502-22A(c), 
as provided in § 1.1502-15A(a) (or 
§§ 1.1502-2IT(c) and 1.1502-22T(c), as 
provided in § 1.1502-15T(a), as appro
priate) 

§§ 1.l502-2IT(e) or 1.1502-21A(f), as 
appropriate, 

1.1502-2IT(b) 

§ 1.1502-22A(a) 

§ 1.1502-23A 

§ 1.1502-22A(a) 

§ 1.1502-22A(b) 

§ 1.1502-21 T(b ) (or § 1.1502-
79A(a)(3), as appropriate) 

§ 1.1502-79A(a)(3) 

§ 1.1502-21A(b)(3) 

§ 1.1502-79A(a)(3) 

§§ 1.1502-2IT(a) or 1.1502-21A(a), as 
appropriate 

§§ 1.1502-22T(a) or 1.1502-22A(a), as 
appropriate 

§§ 1.1502-22T(a) or 1.1502-41A, as 
appropriate 

§§ 1.1502-22T(a) or 1.1502-41A, as 
appropriate 

§§ 1.1502-22T(b) or 1.1502-22A(b), as 
appropriate 

Sections 1.1502-15A (Limitations on 
built-in deductions not subject to 
§ 1.1502-15T) and 1.1502-15T (SRLY 
limitation on built-in losses (temporary» 
do 

§§ 1.1502-21T or 1.1502-21A (as 
appropriate) 

§§ 1.1502-22T or 1.1502-22A (as 
appropriate) 

§§ 1.1502-21T or 1.1502-21A (as 
appropriate) 



Affected Section 

1.1502-47(h)(2)(ii) 

1.1502-47(h)(2)(iii) 

1. 1502-47(h)(2)(iv) 

1.1502-47(h)(2)(vii) Example 

1.1502-47(h)(3)(iii) 

1.1502-47(h)(3)(iv) and (v) 

1.1502-47(h)(4)(i), first sentence 

1.1502-47(h)( 4)(i), second sentence 

1.1502-47(h)( 4)(ii), first sentence 

1.1502-47(h)( 4)(ii), first sentence 

1.1502-47(h)(4)(ii), second sentence 

1.1502-47(h)( 4)(ii), second sentence 

1.1502-47(h)( 4)(iii) 

1.1502-47(k)(5) 

1.1502-47(1)(3)(i) 

1.1502-47(m)(2)(ii) 

1.1502-47(m)(2)(ii) 

1.1502-47(m)(3 )(i) 

1.1502-47(m)(3)(vi)(A), both instances 

1.1502-47(m)(3)(vii) 

1.1502-47(m)(3)(ix ) 

1.1502-47(m)(5) Example 4 

1.1502-47(0)(2)(i) 

1.1502-47(0)(2)(ii) 

1.1502-47(q) 

1.1502-78(a) 

1.1502-79(a)( 1 )(i) 

1.1502-79(b)( 1) 

Remove 

§ 1.1502-21(f) 

§ 1.1502-21 

§ 1.1502-21 

§§ 1.1502-21 and 1.1502-79 

§ 1.1502-21(c) 

§ 1.1502-21(d) 

§ 1.1502-22 

§ 1.1502-22(a) 

§ 1.1502-22 

§ l.l502-21 

"§ 1.1502-22(d)" 

"§ l.l502-21(d)" 

§ 1.1502-22(b)( 1) 

§ 1.1502-22 

§ l.l502-21 

§ l.l502-21 

§ 1.1502-22 

§§ 1.1502-21 and 1.1502-22 

§ l.l502-79( a)(3) 

§ 1.1502-21 (b)(3)(ii) 

§ l.l502-15 (including the exceptions 
in paragraph (a)( 4) thereof) 

§ 1.1502-15 

§ 1.1502-41 

§ 1.1502-41 

§ 1.1502-21(b)(3) and § 1.1502-
79(a)(3) 

§ 1.1502-79 (a), (b), or (c) 

§ 1.1502-21 

1.1502-22 

Add 

§§ 1.1502-21(A)(f) or 1.1502-21T(e) 
(as appropriate) 

§§ 1.1502-21 A or 1.1502-21 T (as 
appropriate) 

§§ 1.1502-21A or 1.1502-21T (as 
appropriate) 

§§ 1.1502-21A and 1.1502-79A 

§§ 1.1502-21A(c) or 1.1502-21T(c) (as 
appropriate) 

§ 1.1502-21A(d) 

§§ 1.1502-22T or 1.1502-22A (as 
appropriate) 

§§ 1.1502-22T or 1.1502-22A(a) (as 
appropriate) 

§§ 1.1502-22A or 1.1502-22T 

§§ 1.1502-21 T or 1.1502-21 A (as 
appropriate) 

"§ 1.1502-22A(d)" 

"§ 1.1502-21A(d)" 

§§ 1.1502-22A(b)(l) or 1.1502-22T(b) 

§§ l.l502-22T or 1.1502-22A (as 
appropriate) 

§§ 1.1502-21T or 1.1502-21A (as 
appropriate) 

§§ 1.1502-21T or 1.1502-21A (as 
appropriate) 

§§ 1.1502-22T or 1. 1502-22A (as 
appropriate) 

§§ 1.1502-21T and 1.1502-22T (or 
§§ 1.1502-21 A and 1.1502-22A, as 
appropriate) 

§§ 1.1502-21T(b) or 1.1502-79A(a)(3) 
(as appropriate) 

§ 1.1502-21A(b)(3)(ii) 

§§ 1.1502-15T and 1.1502-15A (includ
ing applicable exceptions thereto) 

§ 1.1502-15A 

§§ 1.1502-41A or 1.1502-22T (as 
appropriate) 

§§ 1.1502-41A or 1.1502-22T (as 
appropriate) 

§§ 1.1502-21 A(b )(3) and 1.1502-
79A(a)(3) (or § 1.1502-2IT, as appro
priate) 

§§ 1.1502-21T(b), 1.1502-22T(b), or 
1.1502-79(c) (or §§ 1. 1502-79A(a), 
1.1502-79A(b), or 1.1502-79(c), as 
appropriate) 

§ 1.1502-21A 

1.1502-22A 
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Affected Section 

1.1502-79(c)( I) 

1.1502-79( d)(1 ) 

1.1502-79( e)(1) 

1.1502-80(c) 

1.1502-IOO(c)(2) 

1.l503-2(d)(2)(i) 

1.l503-2(d)(2)(ii) 

1.1503-2(d)(4) Example I(iv) 

1.1503-2(d)(4) Example 2(iv) 

1.1503-2(g)(2)(vii)(B)( I) 

1.1503-2(g)(2)(vii)(B )(2) 

1.l503-2(g)(2)(vii)(E) 

1.1503-2(g)(2)(vii)(G) Example 1 

1.1503-2(g)(2)(vii)(G) Example 2 

1.1503-2(h)(3) 

1.1503-2A(f)( 1 )(i) intro text 

1.1503-2A(f)(l )(i)(C) 

1. 1503-2A(f)(2)(i) 

1. 1503-2A(f)(2)(ii) 

Remove Add 

paragraph (a)(l) and (2) of this section § 1.1502-2IT(b) (or §§ 1.1502-
79A(a)(1) and (2), as appropriate) 

paragraph (a)(l) and (2) of this section § 1.1502-21T(b) (or §§ 1.1502-
79A(a)(1) and (2), as appropriate) 

paragraph (a)(l) and (2) of this section§ 1.1502-21T(b) (or §§ 1.1502-
79A(a)(1) and (2), as appropriate) 

§ 1.l502-15(b) § 1.1502-11(c) 

§ l.l502-21 §§ 1.1502-21A or 1.1502-2IT (as 
appropriate) 

§ l.l502-21(c) §§ 1.1502-2IA(c) or 1.1502-2IT(c), as 
appropriate 

§ l.l502-21(c) 

1.1502-22 

§ 1.1502-21 (c) 

§ l.l 502-21 (c) 

§ l.l502-21(c) 

§ 1.1502-21(c) 

§ 1.1 502-21 (c) 

§ l.l502-21(c) 

§ 1.1502-21(c) 

§ l.l502-79(a)(3) 

§ l.l502-79 

§ l.l502-21(c)(2) 

§ 1.1502-21(c)(2) 

§§ 1.1502-2IA(c) or 1.1502-2IT(c), as 
appropriate 

1.1502-22T(c) 

§ 1.1502-21A(c) 

§§ 1.1502-21A(c) or 1.1502-21T(c) (as 
appropriate) 

§§ 1.1502-21A(c) or 1.1502-21T(c) (as 
appropriate) 

§§ 1.1502-21A(c) or 1.1502-2lT(c) (as 
appropriate) 

§§ 1.1502-21A(c) or 1.1502-2lT(c), as 
appropriate 

§§ 1.1502-21A(c) or 1.1502-2lT(c), as 
appropriate 

§§ 1.1502-21A(c) or 1.1502-2lT(c) (as 
appropriate) 

§ 1.1502-21T(b) 

§ 1.1502-22T(b) 

§§ 1.1502-21A(c)(2) or 1.1502-2lT(c) 
(as appropriate) 

§§ 1.1502-21A(c)(2) or 1.1502-2lT(c) 
(as appropriate) 

1.1503-2A(f)(4) Example 2(iv), first sen- § l.l502-21(c)(2) § 1.1502-21A(c)(2) 
tence 

1.1503-2A(f)(4) Example 2(iv), second § l.l502-21(c) 
sentence 

l.l552-1 (a)(3 )(i) 

1.1552-1 (b)(1) 

301.6402-7(g)(2)(iii) 

301.6402-7(g)(3) Example 2, second 
sentence 

§ 1.1502-30A 

§ l.l502-30A 

§ 1.1502-21(b) 

§ 1.1502-21 

301.6402-7(g)(3) Example 2, third sen- § 1.1502-21(c) 
tence 

301.6402-7(h)(l)(ii) Example(B) 

301.6402-7(h)(1 )(ii) Example(B) 
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1.1502-21(b) 

1.1502-22(b) 

§ 1.1502-21A(c) 

§ 1.1502-30A (as contained in the 26 
C.F.R. edition revised as of April 1, 
i996) 

§ 1.1502-30A (as contained in the 26 
C.F.R. edition revised as of April I, 
1996) 

§§ 1.1502-2lT(b) or 1.1502-21A(b) (as 
appropriate) 

§ 1.1502-2lT 

§ 1.1502-21T(c) 

1.1502-2lT(b) 

1.1502-22T(b) 



§ 1.1501-1 [Removed] 

Par. 3. Section 1.1501-1 is removed. 
Par. 4. The undesignated centerhead

ing immediately following § 1.1504-4 
is revised from "REGULATIONS AP
PLICABLE TO TAXABLE YEARS 
PRIOR TO JANUARY 1, 1966" to 
"REGULATIONS APPLICABLE TO 
TAXABLE YEARS BEFORE JANU
ARY 1, 1997". 

§§ 1.1502-0A through 1.1502-3A, 
1.1502-10A through 1.1502-19A and 
1.1502-30A through 1.1502-51A [Re
moved] 

Par. 5. Sections 1.1S02-0A through 
1.IS02-3A, 1.IS02-10A through 
l.lS02-19A, and 1.1S02-30A through 
l.lS02-S1A are removed. 

Par. 6. Section 1.1502-0 is revised to 
read as follows: 

§ 1.1502-0 Effective dates. 

(a) The regulations under section 
1502 are applicable to taxable years 
beginning after December 31, 1965, ex
cept as otherwise provided therein. 

(b) The provisions of §§ 1.1S02-0A 
through 1.IS02-3A, 1.1S02-10A 
through 1.1S02-19A, and 1.1S02-30A 
through 1.1S02-S1A (as contained in the 
26 CFR part 1 edition revised April 1, 
1996) are applicable to taxable years 
beginning before January 1, 1966 .. 

Par. 7. Section 1.1502-1 is amended 
by revising paragraphs (b), (f)(1), and 
(f)(2) introductory text, and adding para
graphs (f)( 4) and (j), and reserving para
graph (i) to read as follows: 

§ 1.1502-1 Definitions 

* * * * * 
(b) Member. The term member means 

a corporation (including the common 
parent) that is included in the group, or 
as the context may require, a corpora
tion that is included in a subgroup. 

* * * * * 
(f) Separate return limitation year

(1) In general. Except as provided in 
paragraphs (f)(2) and (3) of this section, 
the term separate return limitation year 
(or SRLy) means any separate return 
year 'of a member or of a predecessor of 
a member. 

(2) Exceptions. The term separate re
turn limitation year (or SRLy) does not 
include: 

* * * * 
(4) Predecessors and successors. The 

term predecessor means a transferor or 
distributor of assets to a member (the 
successor) in a transaction-

(i) To which section 381 (a) applies; 
or 

(ii) That occurs on or after January 1, 
1997, in which the successor's basis for 
the assets is determined, directly or 
indirectly, in whole or in part, by refer
ence to the basis of the assets of the 
transferor or distributor, but only if the 
amount by which basis differs from 
value, in the aggregate, is material. In 
the case of such a transaction, only one 
member may be considered a predeces
sor to or a successor of one other 
member. 

* * * * * 
(i) [Reserved] 
(j) Affiliated. Corporations are affili

ated if they are members of a group 
with each other. 

Par. 8. In § 1.1502-2, paragraph (h) 
is revised to read as follows: 

§ 1.1502-2 Computation of tax liability. 

* * * * * 
(h) The tax imposed by section 1201, 

instead of the taxes computed under 
paragraphs (a) and (g) of this section, 
computed by reference to the net capital 
gain of the group (see § 1.IS02-22T) 
(or, for consolidated return years to 
which § 1.IS02-22T does not apply, 
computed by reference to the excess of 
the consolidated net long-term capital 
gain over the consolidated net short
term capital loss (see § 1.1502-41A for 
the determination of the consolidated net 
long-term capital gain and the consoli
dated net short-term capital loss)); 

* * * * * 
Par. 9. In § 1.1502-15, paragraph (b) 

is redesignated as paragraph (c) of 
§ 1.1502-11, and the heading of newly 
designated § 1.1502-11, paragraph (c) 
is revised to read as follows: 

§ 1.1502-11 Consolidated taxable in
come. 

* * * * * 
(c) Disallowance of loss attributable 

to pre-1966 distributions. * * * 
Par. 10. Section 1.1502-15 is redesig

nated as § 1.1 502-1 SA; the section 
heading of the newly designated 
§ l.1S02-1SA is revised; and paragraph 
(b) is added to read as follows: 

§ 1.1502-15A Limitations on the allow
ance of built-in deductions for consoli
dated return years beginning before 
January 1, 1997. 

* * * * * 
(b) Effective date. This section ap

plies to any consolidated return years to 

which § 1.1502-21 T does not apply. 
See § 1.1S02-2IT(g) for effective dates 
of that section. 

Par. II. Section I .IS02-IST is added 
to read as follows: 

§ I.JS02-JST SRLY limitation on 
built-in losses (temporary). 

(a) SRLY limitation. Built-in losses 
are subject to the SRLY limitation under 
§§ 1.1S02-2IT(c) and 1. I S02-22T(c) 
(including applicable subgroup prin
ciples). Built-in losses are treated as 
deductions or losses in the year recog
nized, except for the purpose of deter
mining the amount of, and the extent to 
which the built-in loss is limited by, the 
SRLY limitation for the year in which it 
is recognized. Solely for such purpose, a 
built-in loss is treated as a hypothetical 
net operating loss carryover or net capi
tal loss carryover arising in a SRLY, 
instead of as a deduction or loss in the 
year recognized. To the extent that a 
built-in loss is allowed as a deduction 
under this section in the year it is 
recognized, it offsets any consolidated 
taxable income for the year before any 
loss carryovers or carry backs are al
lowed as a deduction. To the extent not 
so allowed, it is treated as a separate net 
operating loss or net capital loss car
ryover or carryback arising in the year 
of recognition and, under § 1.1502-
2IT(c) or § 1.1502-22T(c), the year of 
recognition is treated as a SRLY. 

(b) Built-in losses-(I) Defined. If a 
corporation has a net unrealized built-in 
loss under section 382(h)(3) (as modi
fied by this section) on the day it 
becomes a member of the group 
(whether or not the group is a consoli
dated group), its deductions and losses 
are built-in losses under this section to 
the extent they are treated as recognized 
built-in losses under section 
382(h)(2)(B) (as modified by this sec
tion). This paragraph (b) generally ap
plies separately with respect to each 
member, but see paragraph (c) of this 
section for circumstances in which it is 
applied on a subgroup basis. 

(2) Operating rules. Solely for pur
poses of applying paragraph (b)(I) of 
this section, the principles of § 1.1502-
94T(c) apply with appropriate adjust
ments, including the following: 

(i) Ownership change. A corporation 
is treated as having an ownership 
change under section 382(g) on the day 
the corporation becomes a member of a 
group, and no other events (e.g., a 
subsequent ownership change under sec-
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tion 382(g) while it is a member) are 
treated as causing an ownership change. 
In the case of an asset acquisition by a 
group, the assets and liabilities acquired 
directly from the same transferor pursu
ant to the same plan are treated as the 
assets and liabilities of a corporation 
that becomes a member of the group 
(and has an ownership change) on the 
date of the acquisition. 

(ii) Recognized built-in gain or loss. 
A loss that is included in the determina
tion of net unrealized built-in gain or 
loss and that is recognized but disal
lowed or deferred (e.g., under 
§ 1.1502-20 or section 267) is not 
treated as a built-in loss unless and until 
the loss would be allowed during the 
recognition period without regard to the 
application of this section. Section 
382(h)(1 )(B)(ii) does not apply to the 
extent it limits the amount of recognized 
built-in loss that may be treated as a 
pre-change loss to the amount of the net 
unrealized built-in loss. 

(c) Built-in losses of subgroups-(1) 
In general. In the case of a subgroup, 
the principles of paragraph (b) of this 
section apply to the subgroup, and not 
separately to its members. Thus, the net 
unrealized built-in loss and recognized 
built-in loss for purposes of paragraph 
(b) of this section are based on the 
aggregate amounts for each member of 
the subgroup. 

(2) Members of subgroups. A sub
group is composed of those members 
that have been continuously affiliated 
with each other for the 60 consecutive 
month period ending immediately before 
they become members of the group in 
which the loss is recognized. A member 
remains a member of the subgroup until 
it ceases to be affiliated with the loss 
member. For this purpose, the principles 
of § 1.1502-21T(c)(2)(iv) through (vi) 
apply with appropriate adjustments. 

(3) Built-in amounts. Solely for pur
poses of determining whether the sub
group has a net unrealized built-in loss 
or whether it has a recognized built-in 
loss, the principles of §§ 1.1502-91 T(g) 
and (h) apply with appropriate adjust
ments. 

(d) Examples. For purposes of the 
examples in this section, unless other
wise stated, all groups file consolidated 
returns, all corporations have calendar 
taxable years, the facts set forth the only 
corporate activity, value means fair mar
ket value and the adjusted basis of each 
asset equals its value, all transactions 
are with unrelated persons, and the 
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application of any limitation or thresh
old under section 382 is disregarded. 
The principles of this section are illus
trated by the following examples: 

Example 1. Determination of recognized built-in 
loss. (a) P buys all the stock of T during Year 1 
for $100, and T becomes a member of the P 
group. T has three depreciable assets. Asset 1 has 
an unrealized loss of $20 (basis $45, value $25), 
asset 2 has an unrealized loss of $25 (basis $50, 
value $25), and asset 3 has an unrealized gain of 
$25 (basis $25, value $50). 

(b) Under paragraph (b)(2)(i) of this section, T 
is treated as having an ownership change under 
section 382(g) on becoming a member of the P 
group. This treatment does not depend on whether 
P's acquisition of the T stock actually constitutes 
an ownership change under section 382(g), or 
whether T is subject to any limitation under 
section 382. Under paragraph (b)(1) of this sec
tion, none of T's $45 of unrealized loss is treated 
as a built-in loss unless T has a net unrealized 
built-in loss under section 382(h)(3) on becoming 
a member of the P group. 

(c) Under section 382(h)(3)(A), T has a $20 net 
unrealized built-in loss on becoming a member of 
the P group «$20) + ($25) + $25 = ($20)). 
Assume that this amount exceeds the threshold 
requirement in section 382(h)(3)(B). Under section 
382(h)(2)(B), the entire amount of T's $45 unreal
ized loss is treated as a built-in loss to the extent 
it is recognized during the 5-year recognition 
period described in section 382(h)(7). Under para
graph (b)(2)(ii) of this section, the restriction 
under section 382(h)(l )(B)(ii), which limits the 
amount of recognized built-in loss that is treated 
as pre-change loss to the amount of the net 
unrealized built-in loss, is inapplicable for this 
purpose. Consequently, the entire $45 of unreal
ized loss (not just the $20 net unrealized loss) is 
treated under paragraph (b)(I) of this section as a 
built-in loss to the extent it is recognized within 5 
years of T's becoming a member of the P group. 
Under paragraph (a) of this section, a built-in loss 
is subject to the SRLY limitation under § 1.1502-
2IT(c)(I). 

(d) Under paragraph (b)(2)(i) of this section, 
the results would be the same if T transferred all 
of its assets and liabilities to a subsidiary of the P 
group in a single transaction described in section 
351. 

Example 2. Actual application of section 382 
not relevant. (a) The facts are the same as in 
Example 1, except that P buys 55 percent of the 
stock of T during Year I, resulting in an owner
ship change of T under section 382(g). During 
Year 2, P buys the 45 percent balance of the T 
stock, and T becomes a member of the P group. 

(b) Although T has an ownership change for 
purposes of section 382 in Year I and not Year 2, 
T's joining the P group in Year 2 is treated as an 
ownership change under section 382(g) for pur
poses of this section. Consequently, for purposes 
of this section, whether T has a net unrealized 
built-in loss under section 382(h)(3) is determined 
as if the day T joined the P group were a change 
date. Thus, the results are the same as in Example 
1. 

Example 3. Determination of a recognized 
built-in loss of a subgroup. (a) During Year I, P 
buys all of the stock of S for $100, and S 
becomes a member of the P group. M is the 
common parent of another group. At the beginning 
of Year 7, M acquires all of the stock of P, and P 
and S become members of the M group. At the 
time of M's acquisition of the P stock, P has 

(disregarding the stock of S) a $10 net unrealized 
built-in gain (two depreciable assets, asset I with 
a basis of $35 and a value of $55, and asset 2 
with a basis of $55 and a value of $45), and S has 
a $75 net unrealized built-in loss (two depreciable 
assets, asset 3 with a basis of $95 and a value of 
$10, and asset 4 with a basis of $10 and a value 
of $20). 

(b) Under paragraph (c) of this section, P and S 
compose a subgroup on becoming members of the 
M group because P and S were continuously 
affiliated for the 60 month period ending immedi
ately before they became members of the M 
group. Consequently, paragraph (b) of this section 
does not apply to P and S separately. Instead, their 
separately computed unrealized gains and losses 
are aggregated for purposes of determining 
whether and the extent to which any unrealized 
loss is treated as built-in loss under this section 
and is subject to the SRLY limitation under 
§ 1.\ 502-2 IT(c). 

(c) Under paragraph (c) of this section, the P 
subgroup has a net unrealized built-in loss on the 
day P and S become members of the M group 
determined by treating the day they become 
members as a change date. The net unrealized 
built-in loss is the aggregate of P's net unrealized 
built-in gain of $10 and S's net unrealized built-in 
loss of $75, or an aggregate net unrealized built-in 
loss of $65. (The stock of S owned by P is 
disregarded for purposes of determining the net 
unrealized built- in loss. However, any loss al
lowed on the sale of the stock within the recogni
tion period is taken into account in detennining 
recognized built-in loss.) Assume that the $65 net 
unrealized built-in loss exceeds the threshold re
quirement under section 382(h)(3)(B). 

(d) Under paragraphs (b)(l), (b)(2)(ii), and (c) 
of this section, a loss recognized during the 5-year 
recognition period on an asset of P or S held on 
the day that P and S became members of the M 
group is a built-in loss except to the extent the 
group establishes that such loss exceeds the 
amount by which the adjusted basis of such asset 
on the day the member became a member ex
ceeded the fair market value of such asset on that 
same day. If P sells asset 2 for $45 in Year 7 and 
recognizes a $10 loss, the entire $10 loss is treated 
as a built-in loss under paragraphs (b)(2)(ii) and 
(c) of this section. If S sells asset 3 for $\0 in 
Year 7 and recognizes an $85 loss, the entire $85 
loss is treated as a built-in loss under paragraphs 
(b)(2)(ii) and (c) of this section (not just the $55 
balance of the P subgroup's $65 net unrealized 
built-in loss). 

(e) The determination of whether P and S 
constitute a SRLY subgroup for purposes of loss 
carryovers and carry backs, and the extent to which 
built-in losses are not allowed under the SRLY 
limitation, is made under § 1.\ 502-2 I T(c). 

Example 4. Computation of SRLY limitation. (a) 
During Year I, individual A forms T by contribut
ing $300 and T sustains a $100 net operating loss. 
During Year 2, T's assets decline in value to $100. 
At the beginning of Year 3, P buys all the stock of 
T for $100, and T becomes a member of the P 
group with a net unrealized built-in loss of $100. 
Assume that $100 exceeds the threshold require
ments of section 382(h)(3 )(B). During Year 3, T 
recognizes its unrealized built-in loss as a $100 
ordinary loss. The members of the P group 
contribute the following net income to the consoli
dated taxable income of the P group (disregarding 
T's recognized built-in loss and any consolidated 
net operating loss deduction under § i.l502-2I1) 
for Years 3 and 4: 



Year 3 Year 4 Total 

P group 
(without n $100 $100 $200 

T ~ ~ 100 

CTI $160 $I~ $300. 
(b) Under paragraph (b) of this section, T's 

$100 ordinary loss in Year 3 (not taken into 
account in the consolidated taxable income com
putations above) is a built-in loss. Under para
graph (a) of this section, the built-in loss is treated 
as a net operating loss carryover for purposes of 
determining the SRLY limitation under § 1.1502-
2IT(c). 

(c) For Year 3, § 1.1502-21 T(c) limits T's 
$100 built-in loss and $100 net operating loss 
carryover from Year I to the aggregate of the P 
group's consolidated taxable income through Year 
3 determined by reference to only T's items. For 
this purpose, consolidated taxable income is deter
mined without regard to any consolidated net 
operating loss deductions under § 1.1502-21 T(a). 

(d) The P group's consolidated taxable income 
through Year 3 is $60 when determined by 
reference to only T's items. Under § 1.1502-
2IT(c), the SRLY limitation for Year 3 is therefore 
$60. 

(e) Under paragraph (a) of this section, the 
$100 built- in loss is treated as a current deduction 
for all purposes other than determination of the 
SRLY limitation under § 1.1502-2IT(c). Conse
quently, a deduction for the built-in loss is allowed 
in Year 3 before T's loss carryover from Year I is 
allowed, but only to the extent of the $60 SRLY 
limitation. None of T's Year I loss carryover is 
allowed because the built-in loss ($100) exceeds 
the SRLY limitation for Year 3. 

(f) The $~ balance of the built-in loss that is 
not allowed in Year 3 because of the SRLY 
limitation is treated as a $~ net operating loss 
arising in Year 3 that is carried to other years in 
accordance with the rules of § 1.1502-21T(b). 
The $~ net operating loss is treated under 
paragraph (a) of this section and § 1.1502-
2IT(c)(l)(ii) as a loss carryover or carryback from 
Year 3 that arises in a SRLY, and is subject to the 
rules of § 1.1502-21 T (including § 1.1502-
21 T( c» rather than this section. 

(g) The facts are the same as in paragraphs (a) 
through (f) of this Example 4, except that T also 
recoonizes additional built-in losses in Year 4. For 
purp~ses of determining the SRLY limitation for 
these additional losses in Year 4 (or any subse
quent year), the $60 of built-in loss allowed as a 
deduction in Year 3 is treated under paragraph (a) 
of this section as a deduction in Year 3 that 
reduces the P group's consolidated taxable income 
when determined by reference to only T's items. 

Example 5. Built-in loss exceeding consolidated 
taxable income in the year recognized. (a) P buys 
all the stock of T during Year I, and T becomes a 
member of the P group. At the time of acquisition, 
T has a depreciable asset with an unrealized loss 
of $45 (basis $100, value $55), which exceeds the 
threshold requirements of section 382(h)(3)(B). 
During Year 2, T sells its asset for $55 and 
recognizes the unrealized built-in loss. The .p 
group has $10 of consolidated taxa~le mcome. III 

Year 2, computed by disregarding T s recogmtlOn 
of the $45 built-in loss and the consolidated net 
operating loss deduction, while the consolidated 
taxable income would be $25 if determined by 
reference to only T's items (other than the $45 
loss). 

(b) 1"s $45 loss is recognized in Year 2 and, 
under paragraph (b) of this section, constitute~ a 
built-in loss. Under paragraph (a) of thiS sectIOn 
and § 1.1502-21T(c)(I)(ii). the loss is treated as a 

net operating loss carryover to Year 2 for purposes 
of applying the SRLY limitation under § 1.1502-
2IT(c). 

(c) For Year 2, T's SRLY limitation is the 
aggregate of the P group's consolidated taxable 
income through Year 2 determined by reference to 
only T's items. For this purpose, consolidated 
taxable income is determined by disregarding any 
built-in loss that is treated as a net operating loss 
carryover, and any consolidated net operating loss 
deductions under § 1.1502-21 T(a). Consolidated 
taxable income so determined is $25. 

(d) Under § 1.1502-2IT(c), $25 of the $45 
built-in loss could be deducted in Year 2. Because 
the P group has only $10 of consolidated taxable 
income (determined without regard to the $45), 
the $25 loss creates a consolidated net operating 
loss of $15. This loss is carried back or over under 
the rules of § 1.1502-2IT(b) and absorbed under 
the rules of § 1.1502-2IT(a). This loss is not 
treated as arising in a SRLY (see § 1.1502-
2IT(c)(l)(ii» and therefore is not subject to the 
SRLY limitation under § 1.1502-2IT(c) in any 
consolidated return year of the group to which it is 
carried. The remaining $20 is treated as a loss 
carryover arising in a SRLY and is subject to the 
limitation of § I. I 502-2 IT(c) in the year to which 
it is carried. 

(e) Predecessors and successors. For 
purposes of this section, any reference 
to a corporation or member includes, as 
the context may require, a reference to a 
successor or predecessor, as defined in 
§ 1.1502-1 (f)(4). 

(f) Effective date-(1) In general. 
This section applies to built-in losses 
recognized in consolidated return years 
beginning on or after January I, 1997. 

(2) Application to prior periods. See 
§ 1.1502-21 T(g)(3) for rules generally 
permitting a group to apply the rules of 
this section to consolidated return years 
ending on or after January 29, 1991, and 
beginning before January 1, 1997. A 
group must treat all corporations that 
were affiliated on January I, 1987, and 
continuously thereafter as having met 
the 60 consecutive month requirement 
of paragraph (c)(2) of this section on 
any day before January I, 1992, on 
which the determination of net unreal
ized built-in gain or loss of a subgroup 
is made. 

Par. 12. Section 1.1502-21 is redesig
nated as § 1.1502-2IA; the heading of 
the newly designated § 1.1502-2IA is 
revised; and paragraphs (d)(4), (e)(3) 
and (h) are added to read as follows: 

§ 1.1 502-21A Consolidated net operat
ing loss deduction generally applicable 
for consolidated return years beginning 
before January 1,1997. 

* * * * * 
(d) * * * 
(4) Cross-reference. See § 1.1502-

21T(d)(l) for the rule that applies the 
principles of this paragraph (d) in con-

solidated return years beginning on or 
after January 1, 1997, with respect to a 
consolidated return change of ownership 
occurring before January I, 1997. 

(e) * * * 
(3) Effective date. This paragraph (e) 

disallows or reduces the net operating 
loss carryovers of a member as a result 
of a transaction to which old section 
382 (as defined in § 1.382-2T(f)(21» 
applies. See § 1.1502-21T(d)(2) for the 
rule that applies the principles of this 
paragraph (e) in consolidated return 
years beginning on or after January I, 
1997, with respect to such a transaction. 

* * * * * 
(h) Effective date. Except as provided 

in § 1.1502-21T(d)(l), (d)(2), and 
(g)(3), this section applies to consoli
dated return years beginning before 
January I, 1997. 

Par. 13. Section 1.1502-21 T is added 
to read as follows: 

§ 1.1502-21T Net operating losses 
(temporary ). 

(a) Consolidated net operating loss 
deduction. The consolidated net operat
ing loss deduction (or CNOL deduction) 
for any consolidated return year is the 
aggregate of the net operating loss car
ryovers and carrybacks to the year. The 
net operating loss carryovers and car
rybacks consist of-

(1) Any CNOLs (as defined in para
graph (e) of this section) of the consoli
dated group; and 

(2) Any net operating losses of the 
members arising in separate return 
years. 

(b) Net operating loss carryovers and 
carrybacks to consolidated return and 
separate return years. Net operating 
losses of members arising during a 
consolidated return year are taken into 
account in determining the group's 
CNOL under paragraph (e) of this sec
tion for that year. Losses taken into 
account in determining the CNOL may 
be carried to other taxable years 
(whether consolidated or separate) only 
under this paragraph (b). 

(I) Carryovers and carrybacks Rener
ally. The net operating loss carryovers 
and carrybacks to a taxable year are 
determined under the principles of sec
tion 172 and this section. Thus, losses 
permitted to be absorbed in a consoli
dated return year generally are absorbed 
iT: the order of the taxable years in 
which they arose. and losses carried 
from taxable years ending on the same 
date, and which are available to offset 
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consolidated taxable income for the 
year, generally are absorbed on a pro 
rata basis. See Example 2 of paragraph 
(c)(l)(iii) of this section for an illustra
tion of pro rata absorption of losses 
subject to a SRLY limitation. Additional 
rules provided under the Code or regula
tions also apply. See, e.g., section 
382(1)(2)(B ). 

(2) Carryovers and carrybacks of 
CNOLs to separate return years-(i) In 
general. If any CNOL that is attribut
able to a member may be carried to a 
separate return year of the member, the 
amount of the CNOL that is attributable 
to the member is apportioned to the 
member (apportioned loss) and carried 
to the separate return year. If carried 
back to a separate return year, the 
apportioned loss may not be carried 
back to an equivalent, or earlier, con
solidated return year of the group; if 
carried over to a separate return year, 
the apportioned loss may not be carried 
over to an equivalent, or later, consoli
dated return year of the group. For rules 
permitting the reattribution of losses of 
a subsidiary to the common parent when 
loss is disallowed on the disposition of 
subsidiary stock, see § 1.IS02-20(g). 

(ii) Special rules-(A) Year of depar
ture from group. If a corporation ceases 
to be a member during a consolidated 
return year, net operating loss carryovers 
attributable to the corporation are first 
carried to the consolidated return year, 
and only the amount so attributable that 
is not absorbed by the group in that year 
is carried to the corporation's first sepa
rate return year. 

(B) Offspring rule. In the case of a 
member that has been a member con
tinuously since its organization, the 
CNOL attributable to the member is 
included in the carrybacks to consoli
dated return years before the member's 
existence. See paragraph (f) of this 
section for applications to predecessors 
and successors. If the group did not file 
a consolidated return for a carryback 
year, the loss may be carried back to a 
separate return year of the common 
parent under paragraph (b)(2)(i) of this 
section, but only if the common parent 
was not a member of a different con
solidated group or of an affiliated group 
filing separate returns for the year to 
which the loss is carried or any subse
quent year in the carryback period. 
Following an acquisition described in 
§ l.lS02-7S(d)(2) or (3), references to 
the common parent are to the corpora
tion that was the common parent imme
diately before the acquisition. 
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(iii) Equivalent years. Taxable years 
are equivalent if they bear the same 
numerical relationship to the consoli
dated return year in which a eNOL 
arises, counting forward or backward 
from the year of the loss. For example, 
in the case of a member's third taxable 
year (which was a separate return year) 
that preceded the consolidated return 
year in which the loss arose, the equiva
lent year is the third consolidated return 
year preceding the consolidated return 
year in which the loss arose. See para
graph (b )(3)(iii) of this section for cer
tain short taxable years that are disre
garded in making this determination. 

(iv) Amount of CNOL attributable to 
a member. The amount of a CNOL that 
is attributable to a member is deter
mined by a fraction the numerator of 
which is the separate net operating loss 
of the member for the year of the loss 
and the denominator of which is the 
sum of the separate net operating losses 
for that year of all members having such 
losses. For this purpose, the separate net 
operating loss of a member is deter
mined by computing the CNOL by 
reference to only the member's items of 
income, gain, deduction, and loss, in
cluding the member's losses and deduc
tions actually absorbed by the group in 
the taxable year (whether or not ab
sorbed by the member). 

(v) Examples. For purposes of the 
examples in this section, unless other
wise stated, all groups file consolidated 
returns, all corporations have calendar 
taxable years, the facts set forth the only 
corporate activity, value means fair mar
ket value and the adjusted basis of each 
asset equals its value, all transactions 
are with unrelated persons, and the 
application of any limitation or thresh
old under section 382 is disregarded. 
The principles of this paragraph (b )(2) 
are illustrated by the following ex
amples: 

Example 1. Offspring rule. (a) P is fonned at 
the beginning of Year I and files a separate return. 
P fonns S on March IS of Year 2, and P and S 
file a consolidated return. P purchases all the stock 
of T at the beginning of Year 3, and T becomes a 
member of the P group. Twas fonned in Year 2 
and filed a separate return for that year. P, S, and 
T sustain a $1,100 eNOL in Year 3 and, under 
paragraph (b)(2)(iv) of this section, the loss is 
attributable $200 to P, $300 to S, and $600 to T. 

(b) Of the $1,100 eNOL in Year 3, the $SOO 
amount of the eNOL that is attributable to P and 
S ($200 + $300) may be carried to P's separate 
return in Year I. Even though S was not in 
existence in Year I, the $300 amount of the 
eNOL attributable to S may be carried back to P's 
separate return in Year I because S (unlike T) has 
been a member of the P group since its organiza
tion and P is a qualified parent under paragraph 

(b)(2)(ii)(B) of this section. To the extent not 
absorbed in that year, the loss may then be carried 
to the P group's return in Year 2. The $600 
amount of the eNOL attributable to T is a net 
operating loss carryback to T's separate return in 
Year 2. 

Example 2. Departing members. (a) The facts 
are the sarrie as in Example 1. In addition, on June 
IS of Year 4, P sells all the stock of T. The P 
group's consolidated return for Year 4 includes the 
income of T through June IS. T files a separate 
return for the period from June 16 through 
December 31. 

(b) $600 of the Year 3 eNOL attributable to T 
is appor- tioned to T and is carried back to its 
separate return in Year 2. To the extent the $600 is 
not absorbed in T's separate return in Year 7, it is 
carried to the consolidated return in Year 4 before 
being carried to T's separate return in Year 4. Any 
portion of the loss not absorbed in T's Year 2 or in 
the P group's Year 4 is then carried to T's separate 
return in Year 4. 

(3) Special rules-(i) Election to re
linquish carry-back. A group may make 
an irrevocable election under section 
172(b )(3) to relinquish the entire car
ryback period with respect to a eNOL 
for any consolidated return year. The 
election may not be made separately for 
any member (whether or not it remains 
a member), and must be made in a 
separate statement entitled "THIS IS 
AN ELECTION UNDER SECTION 
l.lS02-2IT(b)(3)(i) TO WAIVE THE 
ENTIRE CARRYBACK PERIOD PUR
SUANT TO SECTION 172(b)(3) FOR 
THE [insert consolidated return year] 
CNOLs OF THE CONSOLIDATED 
GROUP OF WHICH [insert name and 
employer identification number of com
mon parent] IS THE COMMON PAR
ENT." The statement must be signed by 
the common parent and filed with the 
group's income tax return for the con
solidated return year in which the loss 
arises. 

(ii) Special election for groups that 
include insolvent financial institutions. 
For rules applicable to relinquishing the 
entire carryback period with respect to 
losses attributable to insolvent financial 
institutions, see § 301.6402-7 of this 
chapter. 

(iii) Short years in connection with 
transactions to which section 38J(a) 
applies. If a member distributes or trans
fers assets to a corporation that is a 
member immediately after the distribu
tion or transfer in a transaction to which 
section 381 (a) applies, the transaction 
does not cause the distributor or 
transferor to have a short year within 
the consolidated return year of the group 
in which the transaction occurred that is 
counted as a separate year for purposes 
of determining the years to which a net 
operating loss may be carried. 



(iv) Special status losses. [Reserved] 
(c) Limitations on net operating loss 

carryovers and carrybacks from sepa
rate return limitation years-( 1) SRLY 
limitation-(i) General rule. The aggre
gate of the net opera- ting loss car
ryovers and carrybacks of a member 
arising (or treated as arising) in SRLY s 
that are included in the CNOL deduc
tions for all consolidated return years of 
the group under paragraph (a) of this 
section may not exceed the aggregate 
consolidated taxable income for all con
solidated return years of the group de
termined by reference to only the mem
ber's items of income, gain, deduction, 
and loss. For this purpose-

(A) Consolidated taxable income is 
computed without regard to CNOL de
ductions; 

(B) Consolidated taxable income 
takes into account the member's losses 
and deductions (including capital losses) 
actual- ly absorbed by the group in 
consolidated return years (whether or 
not absorbed by the member); 

(C) In computing consolidated tax
able income, the consolidated return 
years of the group include only those 
years, including the year to which the 
loss is carried, that the member has been 
continuously included in the group's 
consolidated return, but exclude: 

(1) For carryovers, any years ending 
after the year to which the loss is 
carried; and 

(2) For carrybacks, any years ending 
after the year in which the loss arose; 
and 

(D) The treatment under § 1.1S02-
1ST of a built-in loss as a hypothetical 
net operating loss carryover in the year 
recognized is solely for purposes of 
determining the limitation under this 
paragraph (c) with respect to the loss in 
that year and not for any other purpose. 
Thus, for purposes of determining con
solidated taxable income for any other 
losses, a built-in loss allowed under this 
section in the year it arises is taken into 
account. 

(ii) Losses treated as arising ill 
SRLYs. If a net operating loss carryover 
or carryback did not arise in a SRL Y but 
is attributable to a built-in loss (as 
defined under § 1.IS02-IST), the car
ryover or carryback is treated for pur
poses of this paragraph (c) as arising in 
a SRLY if the built-in loss was not 
allowed, after application of the SRLY 
limitation, in the year it arose. For an 
illustration, see § I. I S02-1ST(d), Ex
ample 5. 

(iii) Examples. The principles of this 
paragraph (c)(1) are illustrated by the 
following examples: 

Example 1. Determination of SRLY limitation. 
(a) In Year I, individual A forms T and T sustains 
a $100 net operating loss that is carried forward. P 
buys all the stock of T at the beginning of Year 2, 
and T becomes a member of the P group. The P 
group has $300 of consolidated taxable income in 
Year 2 (com- puted without regard to the CNOL 
deduction). Such consolidated taxable income 
would be $70 if detennined by reference to only 
T's items. 

(b) T's $100 net operating loss carryover from 
Year 1 arose in a SRLY. See § 1.1502-1 (f)(2)(iii). 
Thus, the $100 net operating loss carryover is 
subject to the SRLY limitation in paragraph (c)(I) 
of this section. The SRLY limitation for Year 2 is 
consolidated taxable income detennined by refer
ence to only T's items, or $70. Thus, $70 of the 
loss is included under paragraph (a) of this section 
in the P group's CNOL deduction for Year 2. 

(c) The facts are the same as in paragraph (a) 
of this Example J, except that such consolidated 
taxable income (computed without regard to the 
CNOL deduction and by reference to only T's 
items) is a loss (a CNOL) of $370. Because the 
SRLY limitation may not exceed the consolidated 
taxable income determined by reference to only 
T's items, and such items aggregate to a CNOL, 
T's $100 net operating loss carryover from Year 1 
is not allowed under the SRLY limitation in Year 
2. Moreover, if consolidated taxable income (com
puted without regard to the CNOL deduction and 
by reference to only T's items) did not exceed 
$370 in Year 3. the carryover would still be 
restricted under § 1.1502-2IT(c) in Year 3, be
cause the aggregate consolidated taxable income 
for all consolidated return years of the group 
computed by reference to only T's items would 
not be a positive amount. 

Example 2. Net operating loss carryovers. (a) In 
Year I, individual A forms P and P sustains a $40 
net operating loss that is carried forward. P has no 
income in Year 2. Unrelated corporation T sustains 
a net operating loss of $50 in Year 2 that is 
carried forward. P buys the stock of T during Year 
3, but T is not a member of the P group for each 
day of the year. P and T file separate returns and 
sustain net operating losses of $120 and $60, 
respectivel:', for Year 3. The P group files 
consolidat- ed returns beginning in Year 4. During 
Year 4, the P group has $160 of consolidated 
taxable income (computed without regard to the 
CNOL deduction). Such consolidated taxable in
come would be $70 if determined by reference to 
only T's items. These results are summarized as 
follows: 

Separate/ 
Separate Separate Affiliated 
Year 1 Year 2 Year 3 

Consoli
dated 
Year 4 

P $(40) $0 $(120) $90 
T 0 (50) (60) 70 
CTI $160. 

(b) p's Year I, Year 2, and Year 3 are not 
SRLY s with respect to the P group. See § 1.1502-
I (f)(2)(i). Thus, P's $40 net operating loss arising 
in Year 1 and $120 net operating loss arising in 
Year 3 are not subject to the SRLY limitation 
under paragraph (c) of this section. Under the 
principles of section 172, paragraph (b) of this 
section requires that the loss arising in Year 1 be 
the first loss absorbed by the P group in Year 4. 
Absorption of this loss leaves $120 of the group's 
consolidated taxable income available for offset by 
other loss carryovers. 

(c) T's Year 2 and Year 3 are SRlYs with 
respect to the P group. See § 1.1502-1 (f)(2)(ii), 
Thus, T's $50 net operating loss arising in Year 2 
and $60 net operating loss arising in Year 3 are 
subject to the SRLY limitation. Under paragraph 
(c)(I) of this section, the SRLY limitation for Year 
4 is $70, and under paragraph (b) of this section, 
T's $50 loss from Year 2 must be included under 
paragraph (a) of this section in the P group's 
CNOL deduction for Year 4. The absorption of 
this loss leaves $70 of the group's consolidated 
taxable income available for offset by other loss 
carryovers. 

(d) P and T each carry over net operating losses 
to Year 4 from a taxable year ending on the same 
date (Year 3). The losses carried over from Year 3 
total $180. Under paragraph (b) of this section, the 
losses carried over from Year 3 are absorbed on a 
pro rata basis, even though one arises in a SRl Y 
and the other does not. However, the group cannot 
absorb more than $20 of T's $60 net operating 
loss arising in Year 3 because its $70 SRLY 
limitation for Year 4 is reduced by T's $50 Year 2 
SRLY loss already included in the CNOL deduc
tion for Year 4. Thus, the absorption of Year 3 
losses is as follows: 
Amount of P's Year 3 losses 

absorbed = $120/($120 + $20) x $70 = $60 
Amount of T's Year 3 losses 

absorbed = $ 20/($120 + $20) x $70 = $10. 
(e) The absorption of $10 of T's Year 3 loss 

further reduces T's SRL Y limitation to $10 ($70 of 
initial SRLY limita- tiQn, reduced by the $60 net 
operating loss already included in the CNOl 
deductions for Year 4 under paragraph (a) of this 
section). 

(f) P carries its remaining $60 Year 3 net 
operating loss and T carries its remaining $50 Year 
3 net operating loss over to Year 5. Assume that, 
in Year 5, the P group has $90 of consolidated 
taxable income (computed without regard to the 
CNOl deduction). The group's CTI determined by 
reference to only T's items is a CNOl of $4. For 
Year 5, the CNOL deduction includes $60 of P's 
Year 3 loss but only $6 of T's Year 3 loss (the 
aggregate consolidated taxable income for Years 4 
and 5 deter- mined by reference to T's items, or 
$66, reduced by T's SRLY losses actually ab
sorbed by the group in Year 4, or $60), 

Example 3, Net operating loss carrybacks. 
(a)( I) P owns all of the stock of Sand T. The 
members of the P group contribute the following 
to the consolidated taxable income of the P group 
for Years 1,2, and 3: 

Year 1 Year 2 Year 3 Total 

P $100 $60 $80 $240 
Year I Year 2 Year 3 Total 

S 20 20 30 70 
T 30 10 (50) (10) 

CTI $150 $90 $60 $300. 
(2) P sells all of the stock of T to individual A 

at the beginning of Year 4. For its Year 4 separate 
return year, T has a net operating loss of $30, 

(b) T's Year 4 is a SRlY with respect to the P 
group. See § 1.1502-1 (f)( I), T's $30 net operating 
loss carryback to the P group from Year 4 is not 
allowed under § 1.1502-21 T(c) to be included in 
the CNOl deduction under paragraph (a) of this 
section for Year l. 2, or 3, because the P group's 
consolidated taxable income would not be a 
positive amount if determined by reference to only 
T's items for all consolidated return years through 
Year 4 (without regard to the $30 net operating 
loss). However, the $30 loss is carried forward to 
T's Year 5 and succeeding taxable years as 
provided under the Code. 
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Example 4. Computation of SRLY limitation for 
built-in losses treated as net operating loss car
ryovers. (a) In Year I, individual A fonus T by 
contributing $300 and T sustains a $100 net 
operating loss. During Year 2, Ts assets decline in 
value by $100. At the beginning of Year 3, P buys 
all the stock of T for $100, and T becomes a 
member of the P group. At the time of the 
acquisition, T has a $100 net unrealized built-in 
loss, which exceeds the threshold requirements of 
section 382(h)(3)(B). During Year 3, T recognizes 
its unrealized loss as a $100 or- dinary loss. The 
members of the P group contribute the following 
to the consolidated taxable income of the P group 
for Years 3 and 4 (computed without regard to Ts 
recognition of its unrealized loss and any CNOL 
deduction under § 1.IS02-21 T): 

Year 3 Year 4 Total 

P group $100 $100 $200 
(without T) 

T 60 40 100 

cn $160 $140 $300. 
(b) Under § I.IS02-IST(a), Ts $100 of ordi

nary loss in Year 3 constitutes a built-in loss that 
is subject to the SRLY limitation under § I.1S02-
2IT(c). The amount of the limitation is detennined 
by treating the deduction as a net operating loss 
carryover from a SRLY. The built-in loss is 
therefore subject to a $60 SRL Y limitation for 
Year 3. The built-in loss is treated as a net 
operating loss carryover solely for purposes of 
deter- mining the extent to which the loss is not 
allowed by reason of the SRLY limitation, and for 
all other purposes the loss remains a loss arising 
in Year 3. Consequently, under paragraph (b) of 
this section, the $60 allowed under the SRLY 
limitation is absorbed by the P group before Ts 
$100 net operating loss carryover from Year I is 
allowed. 

(c) Under § 1.IS02-IST(a). the $40 balance of 
the built- in loss that is not allowed in Year 3 
because of the SRLY limi- tation is treated as a 
$40 net operating loss arising in Year 3 that is 
subject to the SRLY limitation because. under 
§ 1.IS02-2IT(c)(l)(ii), Year 3 is treated as a 
SRLY, and is carried to other years in accordance 
with the rules of paragraph (b) of this section. The 
SRLY limitation for Year 4 is the P group's con
solidated taxable income for Year 3 and Year 4 
determined by reference to only Ts items and 
without regard to the group's CNOL deductions 
($60 + $40). reduced by Ts loss actually ab
sorbed by the group in Year 3 ($60). The SRLY 
limitation for Year 4 is $40. 

(d) Under paragraph (c) of this section and the 
prin- ciples of section 172(b). $40 of Ts $100 net 
operating loss carryover from Year I is included in 
the CNOl deduction under paragraph (a) of this 
section in Year 4. 

(2) SRLY subgroup limitation. In the 
case of a net operating loss carryover or 
carryback for which there is a SRLY 
subgroup, the principles of paragraph 
(c)(l) of this section apply to the SRLY 
subgroup, and not separately to its mem
bers. Thus, the contribution to consoli
dated taxable income and the net operat
ing loss carryovers and carrybacks 
arising (or treated as arising) in SRLY s 
that are included in the eNOL deduc
tions for all consolidated return years of 
the group under paragraph (a) of this 
section are based on the aggregate 
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amounts of income, gain, deduction, and 
loss of the members of the SRLY sub
group for the relevant consolidated re
turn years (as provided in paragraph 
(c)(l)(i)(C) of this section). For an illus
tration of aggregate amounts during the 
relevant consolidated return years fol
lowing the year in which a member of a 
SRLY subgroup ceases to be a member 
of the group, see paragraph (c)(2)(vii) 
Example 4 of this section. A SRLY 
subgroup may exist only for a carryover 
or carryback arising in a year that is not 
a SRLY (and is not treated as a SRLY 
under paragraph (c)(l)(ii) of this sec
tion) with respect to another group (the 
former group), whether or not the group 
is a consolidated group. A separate 
SRLY subgroup is determined for each 
such carryover or carryback. A consoli
dated group may include more than one 
SRLY subgroup and a member may be a 
member of more than one SRLY sub
group. Solely for purposes of determin
ing the members of a SRLY subgroup 
with respect to a loss: 

(i) Carryovers. In the case of a car
ryover, the SRLY subgroup is composed 
of the member carrying over the loss 
(the loss member) and each other mem
ber that was a member of the former 
group that becomes a member of the 
group at the same time as the loss 
member. A member remains a member 
of the SRLY subgroup until it ceases to 
be affiliated with the loss member. The 
aggregate determination described in 
paragraph (c)( 1) of this section and this 
paragraph (c)(2) includes the amounts of 
income, gain, deduction, and loss of 
each member of the SRLY subgroup for 
the consolidated return years during 
which it remains a member of the SRL Y 
subgroup. For an illustration of the 
aggregate deter- mination of a SRLY 
subgroup, see paragraph (c)(2)(vii) Ex
ample 2 of this section. 

(ii) Carrybacks. In the case of a 
carryback, the SRLY subgroup is com
posed of the member carrying back the 
loss (the loss member) and each other 
member of the group from which the 
loss is carried back that has been con
tinuously affiliated with the loss mem
ber from the year to which the loss is 
carried through the year in which the 
loss arises. 

(iii) Built-in losses. In the case of a 
built-in loss, the SRLY subgroup is 
composed of the member recognizing 
the loss (the loss member) and each 
other member that was part of the 
subgroup with respect to the loss deter
mined under § 1.1502-15T(c)(2) imme-

diately before the members became 
members of the group. The principles of 
paragraphs (c)(2)(i) and (ii) of this sec
tion apply to determine the SRLY sub
group for the built-in loss that is, under 
paragraph (c)(l)(ii) of this section, 
treated as arising in a SRLY with re
spect to the group in which the loss is 
recognized. For this purpose and as the 
context requires, a reference in those 
paragraphs to a group or former group 
is a reference to the subgroup deter
mined under § l.1S02-1ST(c)(2). 

(iv) Principal purpose of avoiding or 
increasing a SRLY limitation. The mem
bers composing a SRLY subgroup are 
not treated as a SRLY subgroup if any 
of them is formed, acquired, or availed 
of with a principal purpose of avoiding 
the application of, or increasing any 
limitation under, this paragraph (c). Any 
member excluded from a SRLY sub
group, if excluded with a prin- cipal 
purpose of so avoiding or increasing any 
SRLY limitation, is treated as included 
in the SRLY subgroup. 

(v) Coordination with other limita
tions. This paragraph (c)(2) does not 
allow a net operating loss to offset 
income to the extent inconsistent with 
other limitations or restrictions on the 
use of losses, such as a limitation based 
on the nature or activities of members. 
For example, any dual consolidated loss 
may not reduce the taxable income to an 
extent greater than that allowed under 
section 1503(d) and § 1.1503-2. See 
also § 1.1502-47(q) (relating to pre
emption of rules for life-nonlife groups). 

(vi) Anti-duplication. If the same item 
of income or deduction could be taken 
into account more than once in deter
mining a limitation under this paragraph 
(c), or in a manner inconsistent with any 
other provision of the Code or regula
tions incorporating this paragraph (c), 
the item of income or deduction is taken 
into account only once and in such 
manner that losses are absorbed in ac
cordance with the ordering rules in 
paragraph (b) of this section and the 
underlying purposes of this section. 

(vii) Examples. The principles of this 
paragraph (c)(2) are illustrated by the 
following examples: 

Example 1. Members of SRLY subgroups. (a) 
During Year I, P sustains a $SO net operating loss. 
At the beginning of Year 2, P buys all the stock of 
S at a time when the aggregate basis of S's assets 
exceeds their aggregate value by $70 (as deter
mined under § 1.1 S02-1ST). At the beginning of 
Year 3. P buys all the stock of T, T has a $60 net 
operating loss carryover at the time of the acquisi
tion, and T becomes a member of the P group. 
During Year 4, S fonus SI and T forms TI. each 
by contributing assets with built-in gains which 



are, in the aggregate, material. S I and Tl become 
members of the P group. M is the common parent 
of another group. During Year 7, M acquires all of 
the stock of P, and the members of the P group 
become members of the M group for the balance 
of Year 7. The $50 and $60 loss carryovers of P 
and T are carried to Year 7 of the M group, and 
the value and basis of S's assets did not change 
after it became a member of the former P group. 

(b) Under paragraph (c)(2) of this section, a 
separate SRLY subgroup is determined for each 
loss carryover and built-in loss. In the P group, P's 
$50 loss carryover is not treated as arising in a 
SRLY. See § 1.1502-1 (f). Consequently, the car
ryover is not subject to limitation under paragraph 
(c) of this section in the P group. 

(c) In the M group, P's $50 loss carryover is 
treated as arising in a SRLY and is subject to the 
limitation under paragraph (c) of this section. A 
SRLY subgroup with respect to that loss is 
composed of members which were members of the 
P group, the group as to which the loss was not a 
SRLY. The SRLY subgroup is composed of P, the 
member carrying over the loss, and each other 
member of the P group that became a member of 
the M group at the same time as P. A member of 
the SRLY subgroup remains a member until it 
ceases to be affiliated with P. For Year 7, the 
SRLY subgroup is composed of P, S, T, SI, and 
Tl. 

(d) In the P group, S's $70 unrealized loss, if 
recognized within the 5-year recognition period 
after S becomes a member of the P group, is 
subject to limitation under paragraph (c) of this 
section. See § 1.1502-15T and paragraph (c)(l)(ii) 
of this section. Because S was not continuously 
affiliated with P, T, or T I for 60 consecutive 
months prior to joining the P group, these corpora
tions cannot be included in a SRLY subgroup with 
respect to S's unrealized loss in the P group. See 
paragraph (c)(2)(iii) of this section. As a successor 
to S, S I is included in a subgroup with S in the P 
group. Because S did not cease to exist, however, 
S I 's contribution to consolidated taxable income 
may not be used to increase the consolidated 
taxable income of the P group that may be offset 
by the built-in loss. See paragraph (f) of this 
section. 

(e) In the M group, S's $70 unrealized loss, if 
recognized within the 5-year recognition period 
after S becomes a member of the M group, is 
subject to limitation under paragraph (c) of this 
section. Prior to becoming a member of the M 
group, S had been continuously affiliated with P 
(but not T or TI) for 60 consecutive months and 
S I is a successor that has remained continuously 
affiliated with S. Those members had a net 
unrealized built-in loss immediately before they 
became members of the group under § 1.1502-
15T(c). Consequently, in Year 7, S, SI, and P 
compose a subgroup in the M group with respect 
to S's unrealized loss. S I 's contribution to consoli
dated taxable income may not be used to increase 
the consolidated taxable income of the M group 
that may be offset by the recognized built- in loss. 
See paragraph (f) of this section. 

(f) In the P group, T's $60 loss carryover arose 
in a SRLY and is subject to limitation under 
paragraph (c) of this section. p, S, and S I were 
not members of the group in which T's loss arose 
and cannot be members of a SRLY subgroup with 
respect to the carryover in the P group. See 
paragraph (c)(2)(i) of this section. As a successor 
to T, TI is included in a SRLY subgroup with T in 
the P group; however, because T did not cease to 
exist, TI's contribution to consolidated taxable 
income may not be used to increase the consoli-

dated taxable income of the P group that may be 
offset by the carryover. See paragraph (f) of this 
section. 

(g) In the M group, T's $60 loss carryover 
arose in a SRLY and is subject to limitation under 
paragraph (c) of this section. T and TI remain the 
only members of a SRLY subgroup with respect to 
the carryover, but Tl's contribution to consoli
dated taxable income may not be used to increase 
consolidated taxable income of the M group that 
may be offset by the carryover. See paragraph (f) 
of this section. 

Example 2. Computation of SRLY subgroup 
limitation. (a) Individual A forms S. Individual B 
forms T. In Year 2, P buys all the stock of S and T 
from A and B, and S and T become members of 
the P group. For Year 3, the P group has a $45 
CNOL, which is attributable to p, and which P 
carries forward. M is the common parent of 
another group. At the beginning of Year 4, M 
acquires all of the stock of P and the former 
members of the P group become members of the 
M group. 

(b) P's year to which the loss is attributable, 
Year 3, is a SRLY with respect to the M group. 
See § 1.1502-1 (f)(l). However, P, S, and T com
pose a SRLY subgroup with respect to the Year 3 
loss under paragraph (c)(2)(i) of this section 
because Year 3 is not a SRLY (and is not treated 
as a SRLY) with respect to the P group. P's loss is 
carried over to the M group's Year 4 and is 
therefore subject to the SRLY subgroup limitation 
in paragraph (c)(2) of this section. 

(c) In Year 4, the M group has $10 of consoli
dated taxable income (computed without regard to 
the CNOL deduction for Year 4). However, such 
consolidated taxable income would be $45 if 
determined by reference to only the items of P, S, 
and T, the members included in the SRLY sub
group with respect to P's loss carryover. There
fore, the SRLY subgroup limitation under para
graph (c)(2) of this section for P's net operating 
loss carryover from Year 3 is $45. Because the M 
group has only $10 of consolidated taxable income 
in Year 4, however, only $10 of P's net operating 
loss carryover is included in the CNOL deduction 
under paragraph (a) of this section in Year 4. 

(d) In Year 5, the M group has $100 of 
consolidated taxable income (computed without 
regard to the CNOL deduction for Year 5). Neither 
P, S, nor T has any items of income, gain, 
deduction, or loss in Year 5. Although the mem
bers of the SRLY subgroup do not contribute to 
the $100 of consolidated taxable income in Year 5, 
the SRLY subgroup limitation for Year 5 is $35 
(the sum of SRLY subgroup consolidated taxable 
income of $45 in Year 4 and $0 in Year 5, less the 
$10 net operating loss carryover actually absorbed 
by the M group in Year 4). Therefore, $35 of P's 
net operating loss carryover is included in the 
eNOL deduction under paragraph (a) of this 
section in Year 5. 

Example 3. Inclusion in more than one SRLY 
subgroup. (a) At the beginning of Year 1, S buys 
all the stock of T, and T becomes a member of the 
S group. For Year I, the S group has a eNOL of 
$10, all of which is attributable to S and is carried 
over to Year 2. At the beginning of Year 2, P buys 
all the stock of S, and S and T become members 
of the P group. For Year 2, the P group has a 
eNOL of $35, all of which is attributable to P and 
is carried over to Year 3. At the beginning of Year 
3, M acquires all of the stock of P and the former 
members of the P group become members of the 
M group. 

(b) P's and S's net operating losses arising in 
SRLYs with respect to the M group are subject to 
limitation under paragraph (c) of this section. P, S. 

and T compose a SRLY subgroup for purposes of 
determining the limitation for P's $35 net operat
ing loss carryover arising in Year 2 because, under 
paragraph (c)(2)(i) of this section, Year 2 is not a 
SRLY with respect to the P group. Similarly, S 
and T compose a SRLY subgroup for purposes of 
determining the limitation for S's $10 net operat
ing loss carryover arising in Year I because Year I 
is not a SRLY with respect to the S group. 

(c) Sand T are members of both the SRLY 
subgroup with respect to P's losses and the SRLY 
subgroup with respect to S's losses. Under para
graph (c)(2) of this section, S's and T's items 
cannot be included in the determination of the 
SRLY subgroup limitation for both SRLY sub
groups for the same consolidated return year; 
paragraph (c)(2)(vi) of this section requires the M 
group to consider the items of S and T only once 
so that the losses are absorbed in the order of the 
taxable years in which they were sustained. Be
cause S's loss was incurred in Year 1, while P's 
loss was incurred in Year 2, the items will be 
added in the determination of the consolidated 
taxable income of the S and T SRLY subgroup to 
enable S's loss to be absorbed first. The taxable 
income of the P, S, and T SRL Y subgroup is then 
computed by including the consolidated taxable 
income for the Sand T SRLY subgroup less the 
amount of any net operating loss carryover of S 
that is absorbed after applying this section to the S 
subgroup for the year. 

Example 4. Corporation ceases to be affiliated 
with a SRLY subgroup. (a) P and S are members 
of the P group and the P group has a eNOL of 
$30 in Year 1, all of which is attributable to P and 
carried over to Year 2. At the beginning of Year 2, 
M acquires all of the stock of P, and P and S 
become members of the M group. P and S 
compose a SRLY subgroup with respect to P's net 
operating loss carryover. For Year 2, consolidated 
taxable income of the M group determined by 
reference to only the items of P (and without 
regard to the eNOL deduction for Year 2) is $40. 
However, such consolidated taxable income of the 
M group determined by reference to the items of 
both P and S is a loss of $20. Thus, the SRL Y 
subgroup limitation under paragraph (c)(2) of this 
section prevents the M group from including any 
of P's net operating loss carryover in the eNOL 
deduction under paragraph (a) of this section in 
Year 2, and P carries the loss to Year 3. 

(b) At the end of Year 2, P sells all of the S 
stock and S ceases to be a member of the M 
group and, in tum, ceases to be affiliated with the 
P subgroup. For Year 3, consolidated taxable 
income of the M group is $50 (determined without 
regard to the eNOL deduction for Year 3), and 
such consolidated taxable income would be $10 if 
determined by reference to only items of P. 
However, the limitation under paragraph (c) of this 
section for Year 3 for P's net operating loss 
carryover still prevents the M group from includ
ing any of P's loss in the eNOL deduction under 
paragraph (a) of this section. The limitation results 
from the inclusion of S's items for Year 2 in the 
determination of the SRLY subgroup limitation for 
Year 3 even though S ceased to be a member of 
the M group (and the P subgroup) at the end of 
Year 2. Thus, the M group's consolidated taxable 
income determined by reference to only the SRLY 
subgroup members' items for all consolidated 
return years of the group through Year 3 (deter
mined without regard to the eNOL deduction) is 
not a positive amount. 

(d) Coordination with consolidated 
return change of ownership limitation 
and transactions subject to old section 
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382-(1) Consolidated return changes 
of ownership. If a consolidated return 
change of ownership occurred before 
January 1, 1997, the principles of 
§ l.lS02-21A(d) apply to determine the 
amount of the aggregate of the net 
operating losses attributable to old mem
bers of the group that may be included 
in the consolidated net operating loss 
deduction under paragraph (a) of this 
section. For this purpose, § 1.1S02-1 (g) 
is applied by treating that date as the 
end of the year of change. 

(2) Old section 382. The principles of 
§ 1.1S02-21A(e) apply to disallow or 
reduce the amount of a net operating 
loss carryover of a member as a result 
of a transaction subject to old section 
382. 

(e) Consolidated net operating loss. 
Any excess of deductions over gross 
income, as determined under § 1.IS02-
11 (a) (without regard to any consoli
dated net operating loss deduction), is 
also referred to as the consolidated net 
operating loss (or CNOL). 

(f) Predecessors and successors-( I) 
In general. For purposes of this section, 
any reference to a corporation, member, 
common parent, or subsidiary, includes, 
as the context may require, a reference 
to a successor or predecessor, as defined 
in § l.l 502-1 (f)(4). 

(2) Limitation on SRLY subgroups. 
Except as the Commissioner may other
wise determine, any increase in the 
consolidated taxable income of a SRLY 
subgroup that is attributable to a succes
sor is disregarded unless the successor 
acquires substantially all the assets and 
liabilities of its predecessor and the 
predecessor ceases to exist. 

(g) Effective date-(l) In general. 
This section generally applies to con
solidated return years beginning on or 
after January I, 1997. 

(2) SRLY limitation. Except in the 
case of those members (including mem
bers of a SRLY subgroup) described in 
paragraph (g)(3 )(iii) of this section, a 
group does not take into account a 
consolidated taxable year beginning be
fore January I, 1997, in determining the 
aggregate of the consolidated taxable 
income under paragraph (c)(l) of this 
section (including for purposes of 
§ 1.1502-15T and § 1.1502-22T( c» for 
the members (or SRLY subgroups). 

(3) Application to prior periods. A 
consolidated group may apply the rules 
of this section to all consolidated return 
years ending on or after January 29, 
1991, and beginning before January I, 
1997, provided that-
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(i) The group's tax liability as shown 
on an original or an amended return is 
consistent with the application of the 
rules of this section (other than this 
paragraph (g» and §§ 1.1S02-1ST, 
l.lS02-22T, 1.1S02-23T, 1.1S02-91T 
through l.lS02-96T, and l.lS02-98T 
for each such year for which the statute 
of limitations does not preclude the 
filing of an amended return on January 
1, 1997; 

(ii) Each section described in para
graph (g)(3)(i) of this section and 
§ l.lS02-1(f)(4)(ii) is applied by substi
tuting "taxable years ending on or after 
January 29, 1991" for "taxable years 
be ginning on or after January 1, 1997" 
(and "before January 29, 1991" for 
"before January 1, 1997" in the case of 
consolidated return changes of owner
ship) as the context requires. 

(iii) The rules of paragraph (c) of this 
section and §§ 1.1502-15T and l.l502-
22T(c) are applied only with respect to 
the losses and deductions of those cor
porations that became members of the 
group (including members of a sub
group), and to acquisitions occurring, on 
or after January 29, 1991, (and only 
with respect to such losses and deduc
tions); 

(iv) The rules of §§ 1.1502-15A, 
1.1502-21A(c) and 1.1502-22A(c) are 
applied with respect to the losses and 
deductions of those corporations that 
became members of the group, and to 
acquisitions occurring, before January 
29, 1991; and 

(v) Appropriate adjustments are made 
in the earliest subsequent open year to 
reflect any inconsistency in a year for 
which the statute of limitations pre
cludes the filing of an amended return 
on January 1, 1997. 

(4) Waiver of carrybacks. Paragraph 
(b )(3 )(i) of this section (relating to the 
waiver of carrybacks) applies to net 
operating losses arising in a consoli
dated return year for which the due date 
of the income tax return (without regard 
to extensions) is on or after Monday, 
August 26, 1996. 

Par. 14. Section 1.1502-22 is redesig
nated as § 1.1502-22A; the heading of 
the newly designated § 1.1502-22A is 
revised; and paragraphs (d)(3) and (e) 
are added to read as follows: 

§ 1.IS02-22A Consolidated net capital 
gain or loss generally applicable for 
consolidated return years beginning be
fore January I. 1997. 

* * * * 
(d) * * * 

(3) Cross-reference. See § 1.1S02-
22T(d) for the rule that applies the 
principles of this paragraph (d) in con
solidated return years beginning on or 
after January 1, 1997, with respect to a 
consolidated return change of ownership 
occurring before January 1, 1997. 

(e) Effective date. This section ap
plies to any consolidated return years to 
which § l.l502-21 T(g) does not apply. 
See § 1.1502-2IT(g) for effective dates 
of that section. 

Par. IS. Section 1.1502-22T is added 
to read as follows: 

§ 1.1502-22T Consolidated capital 
gain and loss (temporary). 

(a) Capital gain. The determinations 
under section 1222, including capital 
gain net income, net long-term capital 
gain, and net capital gain, with respect 
to members during consolidated return 
years are not made separately. Instead, 
consolidated amounts are determined for 
the group as a whole. The consolidated 
capital gain net income for any consoli
dated return year is determined by refer
ence to--

(1) The aggregate gains and losses of 
members from sales or exchanges of 
capital assets for the year (other than 
gains and losses to which section 1231 
applies); 

(2) The consolidated net section 1231 
gain for the year (determined under 
§ 1.1502-23T); and 

(3) The net capital loss carryovers or 
carrybacks to the year. 

(b) Net capital loss carryovers and 
carrybacks-(l) In general. The deter
minations under section 1222, including 
net capital loss and net short-term capi
tal loss, with respect to members during 
consolidated return years are not made 
separately. Instead, consolidated 
amounts are determined for the group as 
a whole. Losses included in the consoli
dated net capital loss may be carried to 
consolidated return years, and, after ap
portionment, may be carried to separate 
return years. The net capital loss car
ryovers and carrybacks consist of-

(i) Any consolidated net capital 
losses of the group; and 

(ii) Any net capital losses of the 
members arising in separate return 
years. 

(2) Carryovers and carrybacks gener
ally. The net capital loss carryovers and 
carry backs to a taxable year are deter
mined under the principles of section 
1212 and this section. Thus, losses per
mitted to be absorbed in a consolidated 



return year generally are absorbed in the 
order of the taxable years in which they 
were sustained, and losses carried from 
taxable years ending on the same date, 
and which are available to offset con
solidated capital gain net income, gener
ally are absorbed on a pro rata basis. 
Additional rules provided under the 
Code or regulations also apply, as well 
as the SRLY limitation under paragraph 
(c) of this section. See, e.g., section 
382(1)(2)(B). 

(3) Carryovers and carrybacks of 
consolidated net capital losses to sepa
rate return years. If any consolidated 
net capital loss that is attributable to a 
member may be carried to a separate 
return year under the principles of 
§ ·1.1502-2IT(b)(2), the amount of the 
consolidated net capital loss that is 
attributable to the member is appor
tioned and carried to the separate return 
year (apportioned loss). 

(4) Special rules-(i) Short years in 
connection with transactions to which 
section 381(a) applies. If a member 
distributes or transfers assets to a corpo
ration that is a member immediately 
after the distribution or transfer in a 
transaction to which section 381(a) ap
plies, the transaction does not cause the 
distributor or transferor to have a short 
year within the consolidated return year 
of the group in which the transaction 
occurred that is counted as a separate 
year for purposes of determining the 
years to which a net capital loss may be 
carried. 

(ii) Special status losses. [Reserved] 
(c) Limitations on net capital loss 

carryovers and carrybacks from sepa
rate return limitation years. The aggre
gate of the net capital losses of a 
member arising (or treated as arising) in 
SRLYs that are included in the determi
nation of consolidated capital gain net 
income for all consolidated return years 
of the group under paragraph (a) of this 
section may not exceed the aggregate of 
the consolidated capital gain net income 
for all consolidated return years of the 
group determined by reference to only 
the member's items of gain and loss 
from capital assets as defined in section 
1221 and trade or business assets de
fined in section 1231 (b), including the 
member's losses actually absorbed by 
the group in the taxable year (whether 
or not absorbed by the member). The 
principles of § 1.1502-2IT( c )(including 
the SRLY subgroup principles under 
§ 1.1502-2IT(c)(2)) apply with appro
priate adjustments for purposes of ap
plying this paragraph (c). 

(d) Coordination with respect to con
solidated return change of ownership 
limitation occurring in consolidated re
turn years beginning before January 1. 
1997. If a consolidated return change of 
ownership occurred before January 1, 
1997, the principles of § 1.1502-22A(d) 
apply to determine the amount of the 
aggregate of the net capital loss attribut
able to old members of the group (as 
those terms are defined in § 1.1502-
l(g», that may be included in the net 
capital loss carryover under paragraph 
(b) of this section. For this purpose, 
§ 1.1502-1 (g) is applied by treating that 
date as the end of the year of change. 

(e) Consolidated net capital loss. Any 
excess of losses over gains, as deter
mined under paragraph (a) of this sec
tion (without regard to any carryovers or 
carrybacks), is also referred to as the 
consolidated net capital loss. 

(f) Predecessors and successors. For 
purposes of this section, the principles 
of § 1.1502-2IT(f) apply with appropri
ate adjustments. 

(g) Effective date-(l) In general. 
This section applies to consolidated re
turn years beginning on or after January 
1, 1997. 

(2) Application to prior periods. See 
§ 1.1502-21 T(g)(3) for rules generally 
permitting a group to apply the rules of 
this section to consolidated return years 
ending on or after January 29, 1991, and 
beginning before January 1, 1997. 

Par. 16. Section 1.1502-23 is redesig
nated § 1.1502-23A; the section head
ing of the newly designated § 1.1502-
23A is revised; the current text of the 
section is designated as paragraph (a) 
and paragraph (b) is added to read as 
follows: 

§ 1.1502-23A Consolidated net section 
1231 gain or loss generally applicable 
for consolidated return years beginning 
before January 1. 1997. 

'" '" '" '" '" 
(b) Effective date. This section ap

plies to any consolidated return years to 
which § 1.1502-2IT(g) does not apply. 
See § 1.1502-21 T(g) for effective dates 
of that section. 

Par. 17. Section 1.1502-23T is added 
to read as follows: 

§ 1.1502-23T Consolidated net section 
1231 gain or loss (temporary). 

(a) In general. Net section 1231 gains 
and losses of members arising during 
consolidated return years are not deter
mined separately. Instead, the consoli-

dated net section 1231 gain or loss is 
determined under this section for the 
group as a whole. 

(b) Recapture of ordinary loss. [Re
served] 

(c) Effective date-(l) In general. 
This section applies to gains and losses 
arising in the determination of consoli
dated net section 1231 gain or loss for 
taxable years beginning on or after 
January 1, 1997. 

(2) Application to prior periods. See 
§ 1.1502-21 T(g)(3) for rules generally 
permitting a group to apply the rules of 
this section to consolidated return years 
ending on or after January 29, 1991, and 
beginning before January 1, 1997. 

Par. 18. Section 1.1502-41 is redesig
nated as § 1.1502-41 A; the section 
heading of the newly designated 
§ 1.1502-41 A is revised; and paragraph 
(c) is added to read as follows: 

§ 1.1502-41A Determination of con
solidated net long-term capital gain and 
consolidated net short-term capital loss 
generally applicable for consolidated re
turn years beginning before January 1. 
1997. 

'" '" '" '" '" 
(c) Effective date. This section ap

plies to any consolidated return years to 
which § 1.1502-21 T(g) does not apply. 
See § 1.1502-21 T(g) for effective dates 
of that section. 

Par. 19. Section 1.1502-79A is added 
to read as follows: 

§ 1.1502-79A Separate return years 
generally applicable for consolidated re
turn years beginning before January 1. 
1997. 

(a) through (e) [Reserved] 
(f) Effective date. Paragraphs (a) and 

(b) of this section apply to losses arising 
in consolidated return years to which 
§ 1.1502-21 T(g) does not apply. For 
this purpose net operating loss deduc
tions, carryovers, and carry backs arise in 
the year from which they are carried. 
See § 1.1502-21T(g) for effective dates 
of that section. 

Par. 20. In § 1.1502-79, paragraphs 
(a) and (b) are redesignated as 
§ 1.I502-79A, paragraphs (a) and (b). 

Par. 21. Section 1.1502-79 is 
amended by adding new paragraphs (a) 
and (b) to read as follows: 

§ 1.1502-79 Separate return years. 

(a) Carryover and carryback of con
solidated net operating losses to sepa
rate return years. For losses arising in 
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consolidated return years beginning be
fore January 1, 1997, see § 1.1502-
79A(a). For later years, see § 1.1502-
2IT(b). 

(b) Carryover and carryback of con
solidated net capital loss to separate 
return years. For losses arising in con
solidated return years beginning before 
January 1, 1997, see § 1.1502-79A(b). 
For later years, see § 1.1502-22T(b). 

* * * * * 

PART 602-0MB CONTROL 
NUMBERS UNDER THE 
PAPERWORK REDUCTION ACT 

Par. 22. The authority citation for 
part 602 continues to read in part as 
follows: 

Authority: 26 U.S.c. 7805. 
Par. 23. In § 602.l01, paragraph (c) 

is amended by adding an entry in nu
merical order to the table to read as 
follows: 
§ 602.101 OMB Control numbers. 

* * * * * 
(c) * * * 

CFR part or section where Current OMB 

identified or described control No. 

* * * * * 
1.1502-21T ................ 1545-1237 

* * * * * 

Margaret Milner Richardson, 
Commissioner of Internal Revenue. 

Approved May 31, 1996. 

Leslie Samuels, 
Assistant Secretary of the Treasury. 

(Filed by the Office of the Federal Register on 
June 26, 1996, 8:45 a.m., and published in the 
Issue of the Federal Register for June 27, 1996, 61 
ER. 33321) 

26 CFR 1.1502-91T: Application of section 382 
with respect to a consolidated group (temporary). 

T.D.8678 

DEPARTMENT OF THE TREASURY 
Internal Revenue Service 
26 CFR Parts 1 and 602 

Regulations Under Section 1502 of 
the Internal Revenue Code of 1986' 
Limitations on Net Operating Loss ' 
Carryforwards and Certain Built-in 
Losses and Credits Following an 
Ownership Change of a 
Consolidated Group 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 
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ACTION: Temporary regulations. 

SUMMARY: This document contains 
temporary regulations regarding the op
eration of sections 382 and 383 of the 
Internal Revenue Code of 1986 (relating 
to limitations on net operating loss car
ryforwards and certain built-in losses 
and credits following an ownership 
change) with respect to consolidated 
groups. The regulations include rules for 
determining whether a loss group or a 
loss subgroup has an ownership change, 
for computing a consolidated section 
382 limitation or subgroup section 382 
limitation, and for applying sections 382 
and 383 to corporations that join or 
leave a group. The rules are necessary 
to provide guidance to such groups on 
the use of certain of their tax attributes. 
The text of these temporary regulations 
also serves as the text of CO-25-96, 
page 439. 

DATES: These regulations are effective 
Thursday, June 27, 1996. 

For dates of application and special 
transition rules, see Effective Dates un
der SUPPLEMENTARY INFORMA
TION. 

SUPPLEMENTARY INFORMATION: 

Paperwork Reduction Act 

The collection of information con
tained in the temporary regulations has 
been reviewed and approved by the 
Office of Management and Budget in 
accordance with the Paperwork Reduc
tion Act (44 U.S.c. 3507) under the 
control number 1545-1218. The collec
tion requires a response from certain 
consolidated groups. The IRS requires 
the information described in § 1.1502-
95T(e) to assure that a section 382 
limitation is properly determined in 
cases of corporations that cease to be 
members of a group. Responses to this 
collection of information are required to 
obtain a benefit (relating to the section 
382 limition applicable to the departing 
member(s». 

An agency may not conduct or spon
sor, and a person is not required to 
respond to, a collection of information 
unless the collection of information dis
plays a valid control number. 

.For fur~her information concerning 
thiS collectIOn of information, and where 
to submit comments on the collection of 
inf?rmation and the accuracy of the 
estimated burden, and suggestions for 
reducing this burden, please refer to the 
preamble to CO-25-96, page 439. 

Books or records relating to a collec
tion of information must be retained as 
long as their contents may become ma
terial in the administration of any Inter
nal Revenue law. Generally, tax returns 
and tax return information are confiden
tial, as required by 26 U.S.c. 6103. 

Background and Explanation of Provi
sions 

On February 4, 1991, the IRS and 
Treasury issued three notices of pro
posed rulemaking, CO-132-87 (56 FR 
4194), CO-077-90 (56 FR 4183), and 
CO-078-90 (56 FR 4228), setting forth 
rules regarding the application of sec
tions 382 and 383 by consolidated 
groups and by controlled groups, and 
regarding the use of built-in deductions 
and net operating losses and capital 
losses, including the carryover and car
ryback of separate return limitation year 
(SRLY) losses of members of consoli
dated groups. The preambles to the three 
proposed regulations explain their rules 
in detail. The IRS and Treasury also 
published Notice 91-27 (1991-2 c.B. 
629) to advise of intended modifications 
to the proposed regulations. 

For reasons explained in the preamble 
to TD 8677 (published on page 119), the 
IRS and Treasury are issuing temporary 
amendments concerning the use of 
built-in deductions and net operating 
losses and capital losses of members of 
consolidated groups. Some of the rules 
in those temporary amendments are 
closely related to rules regarding the 
application of section 382 to members 
of consolidated groups (for example, 
rules relating to built-in deductions and 
subgroups). Because of the close rela
tionship, and in order to give consoli
dated groups immediate guidance on the 
application of sections 382 and 383, the 
IRS and Treasury are issuing these tem
porary amendments. The temporary 
amendments are substantially identical 
to the rules proposed on January 29, 
1991. 

These temporary amendments do not 
address the comments on the proposed 
amendments. Many of these comments 
are still under consideration. 

As a companion to this Treasury 
decision, the IRS and Treasury are also 
issuing temporary regulations relating to 
the application of sections 382 and 383 
by members of controlled groups. See 
TD 8679 published on page 25. 



Effective Dates. 

The temporary regulations are gener
ally effective for testing dates that occur 
on or after January 1, 1997. Transition 
rules contained in the proposed amend
ments are retained and made applicable 
to testing dates before January 1, 1997. 

SPECIAL ANALYSIS 

It has been determined that this Trea
sury decision is not a significant regula
tory action as defined in EO 12866. 
Therefore, a regulatory assessment is not 
required. It is hereby certified that these 
regulations do not have a significant 
economic impact on a substantial num
ber of small entities. This certification is 
based on the fact that these regulations 
will primarily affect affiliated groups of 
corporations that have elected to file 
consolidated returns, which tend to be 
larger businesses. Therefore, a Regula
tory Flexibility Analysis under the 
Regulatory Flexibility Act (5 U.S.c. 
chapter 6) is not required. Pursuant to 
section 7805(f) of the Internal Revenue 
Code, the notice of proposed rulemaking 
preceding these regulations were sent to 
the Small Business Administration for 
comment on their impact on small busi
ness. 

Adoption of Amendments to the Regula
tions 

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

PART I-INCOME TAXES 

Paragraph 1. The authority citation for 
part 1 is amended by adding entries in 
numerical order to read as follows: 

Authority: 26 U.S.C. 7805 * * * 
Section 1.1502-91 T also issued under 

26 U.S.c. 382(m) and 26 U.S.c. 1502. 
Section I.I502-92T also issued under 

26 U.S.c. 382(m) and 26 U.S.c. 1502. 
Section I.1502-93T also issued under 

26 U.S.c. 382(m) and 26 U.S.c. 1502. 
Section I.I502-94T also issued under 

26 U.S.c. 382(m) and 26 U.S.c. 1502. 
Section I.1502-95T also issued under 

26 U.S.c. 382(m) and 26 U.S.c. 1502. 
Section I.I502-96T also issued under 

26 U.S.c. 382(m) and 26 U.S.c. 1502. 
Section 1.1502-98T also issued under 

26 U.S.c. 382(m) and 26 U.S.c. 1502. 
Section l.I502-99T also issued under 

26 U.S.c. 382(m) and 26 U.S.c. 1502. 

* * * 
Par. 2. Sections 1.1502-90T through 

I.I502-99T are added to read as fol
lows: 

§ I.IS02-90T Table of contents (tempo
rary). The following table contains the 
major headings in §§ 1.1502-91 T 
through 1.1502-99T. 

§ 1.1502-91T Application of section 
382 with respect to a consolidated group 
(temporary). 

(a) Determination and effect of an own
ership change. 

(1) In general. 
(2) Special rule for post-change year 

that includes the change date. 
(3) Cross reference. 
(b) Definitions and nomenclature. 
(c) Loss group. 
(1) Defined. 
(2) Coordination with rule that ends 

separate tracking. 
(3) Example. 
(d) Loss subgroup. 
(1) Net operating loss carryovers. 
(2) Net unrealized built-in loss. 
(3) Loss subgroup parent. 
(4) Principal purpose of avoiding a 

limitation. 
(5) Special rules. 
(6) Examples. 
(e) Pre-change consolidated attribute. 
(1) Defined. 
(2) Example. 
(f) Pre-change subgroup attribute. 
(1) Defined. 
(2) Example. 
(g) Net unrealized built-in gain and 

loss. 
(1) In general. 
(2) Members included. 
(i) Consolidated group. 
(ii) Loss subgroup. 
(3) Acquisitions of built-in gain or loss 

assets. 
(4) Indirect ownership. 
(h) Recognized built-in gain or loss. 
(1) In general. 
(2) Disposition of stock or an intercom-

pany obligation of a member. 
(3) Deferred gain or loss. 
(4) Exchanged basis property. 
(i) [Reserved] 
U) Predecessor and successor corpora

tions. 

§ 1.1502-92T Ownership change of a 
loss group or a loss subgroup (tempo
rary). 

(a) Scope. 
(b) Determination of an ownership 

change. 
(1) Parent change method. 
(i) Loss group. 
(ii) Loss subgroup. 
(2) Examples. 

(3) Special adjustments. 
(i) Common parent succeeded by a new 

common parent. 
(ii) Newly created loss subgroup parent. 
(iii) Examples. 
(4) End of separate tracking of certain 

losses. 
(c) Supplemental rules for determining 

ownership change. 
(1) Scope. 
(2) Cause for applying supplemental 

rule. 
(3) Operating rules. 
(4) Supplemental ownership change 

rules. 
(i) Additional testing dates for the com

mon parent (or loss subgroup par
ent). 

(ii) Treatment of subsidiary stock as 
stock of the common parent (or loss 
subgroup parent). 

(iii) 5-percent shareholder of the com
mon parent (or loss subgroup par
ent). 

(5) Examples. 
(d) Testing period following ownership 

change under this section. 
(e) Information statements. 
(1) Common parent of a loss group. 
(2) Abbreviated statement with respect 

to loss subgroups. 

§ I.I502-93T Consolidated section 382 
limitation (or subgroup section 382 limi
tation) (temporary). 

(a) Determination of the consolidated 
section 382 limitation (or subgroup 
section 382 limitation). 

(1) In general. 
(2) Coordination with apportionment 

rule. 
(b) Value of the loss group (or loss 

subgroup). 
(1) Stock value immediately before 

ownership change. 
(2) Adjustment to value. 
(3) Examples. 
(c) Recognized built-in gain of a loss 

group or loss subgroup. 
(d) Continuity of business. 
( 1) In general. 
(2) Example. 
(e) Limitations of losses under other 

rules. 

§ 1.1502-94T Coordination with sec
tion 382 and the regulations thereunder 
when a corporation becomes a member 
of a consolidated group (temporary). 

(a) Scope. 
(1) In general. 
(2) Successor corporation as new loss 

member. 
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(3) Coordination in the case of a loss 
subgroup. 

(4) End of separate tracking of certain 
losses. 

(5) Cross-reference. 
(b) Application of section 382 to a new 

loss member. 
(1) In general. 
(2) Adjustment to value. 
(3) Pre-change separate attribute de-

fined. 
(4) Examples. 
(c) Built-in gains and losses. 
(d) Information statements. 

§ 1.1502-95T Rules on ceasing to be a 
member of a consolidated group (or loss 
subgroup) (temporary). 

(a) In general. 
(1) Consolidated group. 
(2) Election by common parent. 
(3) Coordination with §§ 1.1502-91 T 

through 1.1502-93T. 
(b) Separate application of section 382 

when a member leaves a consoli
dated group. 

(1) In general. 
(2) Effect of a prior ownership change 

of the group. 
(3) Application in the case of a loss 

subgroup. 
(4) Examples. 
(c) Apportionment of a consolidated 

section 382 limitation. 
(1) In general. 
(2) Amount of apportionment. 
(3) Effect of apportionment on the con

solidated section 382 limitation. 
(4) Effect on corporations to which the 

consolidated section 382 limitation 
is apportioned. 

(5) Deemed apportionment when loss 
group terminates. 

(6) Appropriate adjustments when 
former member leaves during the 
year. 

(7) Examples. 
(d) Rules pertaining to ceasing to be a 

member of a loss subgroup. 
(I) In general. 
(2) Examples. 
(e) Filing the election to apportion. 
(I) Form of the election to apportion. 
(2) Signing of the election. 
(3) Filing of the election. 
(4) Revocation of election. 

§ 1.1502-96T Miscellaneous rules 
(temporary). 

(a) End of separate tracking of losses. 
(I) Application. 
(2) Effect of end of separate tracking. 
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(3) Continuing effect of end of separate 
tracking. 

(4) Special rule for testing period. 
(5) Limits on effects of end of separate 

tracking. 
(b) Ownership change of subsidiary. 
(1) Ownership change of a subsidiary 

because of options or plan or ar
rangement. 

(2) Effect of the ownership change. 
(i) In general. 
(ii) Pre-change losses. 
(3) Coordination with §§ 1.1502-91 T, 

1.1502-92T, and 1.1502-94T. 
(4) Example. 
(c) Continuing effect of an ownership 

change. 

§ 1.1502-97T Special rules under sec
tion 382 for members under the jurisdic
tion of a court in a title 11 or similar 
case (temporary). [Reserved] 

§ 1.1502-98T Coordination with sec
tion 383 (temporary). 

§ 1.1502-99T Effective dates (tempo
rary). 

(a) Effective date. 
(b) Testing period may include a period 

beginning before January 1, 1997. 
(c) Transition rules. (1) Methods per
mitted. (i) In general. 
(ii) Adjustments to offset excess limita-

tion. 
(iii) Coordination with effective date. 
(2) Permitted methods. 
(d) Amended returns. 
(e) Section 383. 

§ 1.1502-91 T Application of section 
382 with respect to a consolidated 
group (temporary). 

(a) Determination and effect of an 
ownership change-(l) In general. This 
section and §§ 1.1502-92T and 1.1502-
93T set forth the rules for determining 
an ownership change under section 382 
for members of consolidated groups and 
the section 382 limitations with respect 
to attributes described in paragraphs (e) 
and (f) of this section. These rules 
generally provide that an ownership 
change and the section 382 limitation 
are determined with respect to these 
attributes for the group (or loss sub
group) on a single entity basis and not 
for its members separately. Following an 
ownership change of a loss group (or a 
loss subgroup) under § 1.1502-92T, the 
amount of consolidated taxable income 
for any post-change year which may be 
offset by pre-change consolidated at
tributes (or pre-change subgroup at-

tributes) shall not exceed the consoli
dated section 382 limitation (or 
subgroup section 382 limitation) for 
such year as determined under 
§ 1.1502-93T. 

(2) Special rule for post-change year 
that includes the change date. If the 
post-change year includes the change 
date, section 382(b)(3)(A) is applied so 
that the consolidated section 382 limita
tion (or subgroup section 382 limitation) 
does not apply to the portion of consoli
dated taxable income that is allocable to 
the period in the year on or before the 
change date. See generally § 1.382-6 
(relating to the allocation of income and 
loss). The allocation of consolidated 
taxable income for the post-change year 
that includes the change date must be 
made before taking into account any 
consolidated net operating loss deduc
tion (as defined in § 1. 1502-2IT(a). 

(3) Cross reference. See §§ 1.1502-
94T and 1.1502-95T for rules that apply 
section 382 to a corporation that be
comes or ceases to be a member of a 
group or loss subgroup. 

(b) Definitions and nomenclature. For 
purposes of this section and §§ 1.1502-
92T through 1.1502-99T, unless other
wise stated: 

(1) The definitions and nomenclature 
contained in section 382 and the regula
tions thereunder (including the nomen
clature and assumptions relating to the 
examples in § 1.382-2T(b)) and this 
section and §§ 1.1502-92T through 
1.1502-99T apply; and 

(2) In all examples, all groups file 
consolidated returns, all corporations file 
their income tax returns on a calendar 
year basis, the only 5-percent share
holder of a corporation is a public 
group, the facts set forth the only owner 
shifts during the testing period, and each 
asset of a corporation has a value equal 
to its adjusted basis. 

(c) Loss group-( I) Defined. A loss 
group is a consolidated group that: 

(i) Is entitled to use a net operating 
loss carryover to the taxable year that 
did not arise (and is not treated under 
§ 1.1502-21T(c) as arising) in a SRLY; 

(ii) Has a consolidated net operating 
loss for the taxable year in which a 
testing date of the common parent oc
curs (determined by treating the com
mon parent as a loss corporation); or 

(iii) Has a net unrealized built-in loss 
(determined under paragraph (g) of this 
section by treating the date on which the 
determination is made as though it were 
a change date). 



(2) Coordination with rule that ends 
separate tracking. A consolidated group 
may be a loss group because a mem
ber's losses that arose in (or are treated 
as arising in) a SRLY are treated as 
described in paragraph (c)(l)(i) of this 
section. See § 1.1502-96T(a). 

(3) Example. The following example 
illustrates the principles of this para
graph (c). 

Example. Loss group. (a) L and L1 file separate 
returns and each has a net operating loss carryover 
arising in Year I that is carried over to Year 2. A 
owns 40 shares and L owns 60 shares of the 100 
outstanding shares of L1 stock. At the close of 
Year I, L buys the 40 shares of L1 stock from A. 
For Year 2, L and L1 file a consolidated return. 
The following is a graphic illustration of these 
facts: 
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(b) L and L1 become a loss group at the 
beginning of Year 2 because the group is entitled 
to use the Year I net operating loss carryover of 
L, the common parent, which did not arise (and is 
not treated under § 1.1502-2IT(c) as arising) in a 
SRLY. See § 1.1502-94T for rules relating to the 
application of section 382 with respect to L I 's net 
operating loss carryover from Year I which did 
arise in a SRLY. 

(d) Loss subgroup-(l) Net operating 
loss carryovers. Two or more corpora
tions that become members of a consoli
dated group (the current group) compose 
a loss subgroup if: 

(i) They were affiliated with each 
other in another group (the former 
group), whether or not the group was a 
consolidated group; 

(ii) They bear the relationship de
scribed in section 1504( a)(l) to each 

other through a loss subgroup parent 
immediately after they become members 
of the current group; and 

(iii) At least one of the members 
carries over a net operating loss that did 
not arise (and is not treated under 
§ 1.1502-2IT(c) as arising) in a SRLY 
with respect to the former group. 

(2) Net unrealized built-in loss. Two 
or more corporations that become mem
bers of a consolidated group compose a 
loss subgroup if they: 

(i) Have been continuously affiliated 
with each other for the 5 consecutive 
year period ending immediately before 
they become members of the group; 

(ii) Bear the relationship described in 
section 1504(a)(l) to each other through 
a loss subgroup parent immediately after 
they become members of the current 
group; and 

(iii) Have a net unrealized built-in 
loss (determined under paragraph (g) of 
this section on the day they become 
members of the group by treating that 
day as though it were a change date). 

(3) Loss subgroup parent. A loss sub
group parent is the corporation that 
bears the same relationship to the other 
members of the loss subgroup as a 
common parent bears to the members of 
a group. 

(4) Principal purpose of avoiding a 
limitation. The corporations described in 
paragraph (d)(1) or (2) of this section do 
not compose a loss subgroup if anyone 
of them is formed, acquired, or availed 
of with a principal purpose of avoiding 
the application of, or increasing any 
limitation under, section 382. Instead, 
§ 1.1502-94T applies with respect to 
the attributes of each such corporation. 
This paragraph (d)( 4) does not apply 
solely because, in connection with be
coming members of the group, the 
members of a group (or loss subgroup) 
are rearranged to bear a relationship to 
the other members described in section 
1504(a)(1). 

(5) Special rules. See § 1.1502-
95T(d) for rules concerning when a 
corporation ceases to be a member of a 
loss subgroup. See also § 1.1502-
96T(a) for a special rule regarding the 
end of separate tracking of SRLY losses 
of a member that has an ownership 
change or that has been a member of a 
group for at least 5 consecutive years. 

(6) Examples. The following ex
amples illustrate the principles of this 
paragraph (d). 

Example 1. Loss subgroup. (a) P owns all the L 
stock and L owns all the L1 stock. The P group 
has a consolidated net operating loss arising in 

Year I that is carried to Year 2. On May 2, Year 2, 
P sells all the stock of L to A, and L and L I 
thereafter file consolidated returns. A portion of 
the Year I consol idated net operating loss is 
apportioned under § 1.1502-21T(b) to each of L 
and L1, which they carry over to Year 2. The 
following is a graphic illustration of these facts: 
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(b)(1) Land L1 compose a loss subgroup 
within the meaning of paragraph (d)(1) of this 
section because-

(i) They were affiliated with each other in the P 
group (the former group); 

(ii) They bear a relationship described in sec
tion 1504(a)(1) to each other through a loss 
subgroup parent (L) immediately after they be
came members of the L group; and 

(iii) At least one of the members (here, both L 
and L1) carries over a net operating loss to the L 
group (the current group) that did not arise in a 
SRLY with respect to the P group. 

(2) Under paragraph (d)(3) of this section, L is 
the loss subgroup parent of the L loss subgroup. 

Example 2. Loss subgrou~section 1504(a)( 1) 
relationship. (a) P owns all the stock of Land Ll. 
L owns all the stock of L2. L I and L2 own 40 
percent and 60 percent of the stock of U, 
respectively. The P group has a consolidated net 
operating loss arising in Year I that is carried over 
to Year 2. On May 22, Year 2. P sells all the stock 
of Land L1 to PI, the common parent of another 
consolidated group. The Year I consolidated net 
operating loss is apportioned under § 1.1502-
21 T(b), and each of L. L I. L2. and U carries 
over a portion of such loss to the first consolidated 
return year of the P I group ending after the 
acquisition. The following is a graphic illustration 
of these facts: 
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(b) Land L2 compose a loss subgroup within 
the meaning of paragraph (d)(l) of this section. 
Neither L I nor L3 is included in a loss subgroup 
because neither bears a relationship described in 
section IS04(a)( I) through a loss subgroup parent 
to any other member of the former group immedi
ately after becoming members of the PI group. 

Example 3. Loss subgrou~section 1504(a)(l) 
relationship. The facts are the same as in Example 
2. except that the stock of L I is transferred to L in 
connection with the sale of the L stock to PI. L. 
L I. L2. and L3 compose a loss subgroup within 
the meaning of paragraph (d)(l) of this section 
because-

( I) They were affiliated with each other in the 
P group (the former group); 

(2) They bear a relationship described in sec
tion IS04(a)( I) to each other through a loss 
subgroup parent (L) immediately after they be
come members of the PI group; and 

(3) At least one of the members (here. each of 
L. L I. L2. and L3) carries over to the P I group 
(the current group) a net operating loss that did 
not arise in a SRL Y with respect to the P group 
(the former group). 

(e) Pre-change consolidated at
trihute-( I) Defined. A pre-change con
solidated attribute of a loss group is-

(i) Any loss described in paragraph 
(c)(1 lei) or (ii) of this section (relating 
to the definition of loss group) that is 
allocable to the period ending on or 
before the change date; and 

(ii) Any recognized built-in loss of 
the loss group. 

(2) Example. The following example 
illustrates the principle of this paragraph 
(e ). 

E.\{III/I'lc. Prc·chanRe consolidated attribute. (a) 
The L group has a consolidated net operating loss 
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ansmg in Year I that is carried .over to Year 2. 
The L loss group has an ownership change at the 

beginning of Year 2. 
(b) The net operating loss carryover of the L 

loss group from Year I is a pre-change consoli
dated attribute because the L group was entitled to 
use the loss in Year 2, the loss did not arise in a 
SRLY with respect to the L group, and therefore 
the loss was described in paragraph (c)(l)(i) of 
this section. Under paragraph (a) of this section, 
the amount of consolidated taxable income of the 
L group for Year 2 that may be offset by this loss 
carryover may not exceed the consolidated section 
382 limitation of the L group for that year. See 
§ l.lS02-93T for rules relating to the computa
tion of the consolidated section 382 limitation. 

(t) Pre-change subgroup attribute
(1) Defined. A pre-change subgroup at
tribute of a loss subgroup is-

(i) Any net operating loss carryover 
described in paragraph (d)(I)(iii) of this 
section (relating to the definition of loss 
subgroup); and 

(ii) Any recognized built-in loss of 
the loss subgroup. 

(2) Example. The following example 
illustrates the principle of this paragraph 
(t). 

Example. Pre-change subgroup attribute. (a) P 
is the common parent of a consolidated group. P 
owns all the stock of L, and L owns all the stock 
of L I. L2 is not a member of an affiliated group, 
and has a net operating loss arising in Year I that 
is carried over to Year 2. On December II, Year 2, 
LI acquires all the stock of L2. causing an 
ownership change of L2. During Year 2, the P 
group has a consolidated net operating loss that is 
carried over to Year 3. On November 2. Year 3, M 
acquires all the L stock from P. M, L. L1, and L2 
thereafter file consolidated returns. All of the P 
group Year 2 consolidated net operating loss is 
apportioned under § I.IS02-2IT(b) to Land L2. 
which they carryover to the M group. 

(b)( I) L, L I, and L2 compose a loss subgroup 
because-

(i) They were affiliated with each other in the P 
group (the former group); 

(ii) They bore a relationship described in sec
tion IS04(a)(I) to each other through a loss 
subgroup parent (L) immediately after they be
came members of the L group; and 

(iii) At least one of the members (here. both L 
and L2) carries over a net operating loss to the M 
group (the current group) that is described in 
paragraph (d)(1 )(iii) of this section. 

(2) For this purpose, L2's loss from Year I that 
was a SRLY loss with respect to the P group (the 
former group) is treated as described in paragraph 
(d)( I )(iii) of this section because of the application 
of the principles of § I.IS02-96T(a). See para
graph (d)(S) of this section. M's acquisition results 
in an ownership change of L, and therefore the L 
loss subgroup under § 1.IS02-92T(a)(2). See 
§ 1.IS02-93T for rules governing the computation 
of the subgroup section 382 limitation. 

(c) In the M group, L2's Year I loss continues 
to be subject to a section 382 limitation resulting 
from the ownership change that occurred on 
December II. Year 2. See § I. I S02-96T(c). 

(g) Net unrealized built-in gain and 
loss-( I) In general. The determination 
whether a consolidated group (or loss 
subgroup) has a net unrealized built-in 
gain or loss under section 382(h)(3) is 

based on the aggregate amount of the 
separately computed net unrealized 
built-in gains or losses of each member 
that is included in the group (or loss 
subgroup) under paragraph (g)(2) of this 
section, including items of built-in in
come and deduction described in section 
382(h)(6). Thus, for example, amounts 
deferred under section 267, or under 
§ 1.1502-13 (other than amounts de
ferred with respect to the stock of a 
member (or an intercompany obligation) 
included in the group (or loss subgroup) 
under paragraph (g)(2) of this section) 
are built-in items. The threshold require
ment under section 382(h)(3)(B) applies 
on an aggregate basis and not on a 
member-by-member basis. The separately 
computed amount of a member included 
in a group or loss subgroup does not 
include any unrealized built-in gain or 
loss on stock (including stock described 
in section 1504(a)(4) and § 1.382-
2T(t)(l8)(ii) and (iii» of another member 
included in the group or loss subgroup 
(or on an intercompany obligation). 
However, a member of a group or loss 
subgroup includes in its separately com
puted amount the unrealized built-in gain 
or loss on stock of another member (or 
on an intercompany obligation) not in
cluded in the group or loss subgroup. If a 
member is not included in a group (or 
loss subgroup) under paragraph (g)(2) of 
this section, the determination of whether 
the member has a net unrealized built-in 
gain or loss under section 382(h)(3) is 
made on a separate entity basis. See 
§ 1.1502-94(c) (relating to built-in gain 
or loss of a new loss member) and 
§ l.lS02-96(a) (relating to the end of 
separate tracking of certain losses). 

(2) Members included-(i) Consoli
dated group. The members included in 
the determination whether a consoli
dated group has a net unrealized built-in 
gain or loss are all members of the 
group on the day that the determination 
is made other than-

(A) A new loss member with a net 
unrealized built-in loss described in 
§ 1.1502-94T(a)(l )(ii); and 

(B) Members included in a loss sub
group described in § l.1502-91T(d)(2). 

(ii) Loss subgroup. The members in
cluded in the determination whether a 
loss subgroup has a net unrealized 
built-in gain or loss are those members 
described in paragraphs (d)(2)(i) and (ii) 
of this section. 

(3) Acquisitions of built-in gain or 
loss assets. A member of a consolidated 
group (or loss subgroup) may not, in 
determining its separately computed net 



unrealized built-in gain or loss, include 
any gain or loss with respect to assets 
acquired with a principal purpose to 
affect the amount of its net unrealized 
built-in gain or loss. A group (or loss 
subgroup) may not, in determining its 
net unrealized built-in gain or loss, 
include any gain or loss of a member 
acquired with a principal purpose to 
affect the amount of its net unrealized 
built-in gain or loss. 

(4) Indirect ownership. A member's 
separately computed net unrealized 
built-in gain or loss is adjusted to the 
extent necessary to prevent any duplica
tion of unrealized gain or loss attribut
able to the member's indirect ownership 
interest in another member through a 
nonmember if the member has a 
5-percent or greater ownership interest 
in the nonmember. 

(h) Recognized built-in gain or loss
(1) In general. [Reserved] 

(2) Disposition of stock or an inter
company obligation of a member. Gain 
or loss recognized by a member on the 
disposition of stock (including stock 
described in section IS04( a)( 4) and 
§ 1.382-2T(f)(l8)(ii) and (iii» of an
other member or an intercompany obli
gation is treated as a recognized built-in 
gain or loss under section 382(h)(2) 
(unless disallowed under § 1.1502-20 
or otherwise), even though gain or loss 
on such stock or obligation was not 
included in the determination of a net 
unrealized built-in gain or loss under 
paragraph (g)( I) of this section. 

(3) Deferred gain or loss. Gain or loss 
that is deferred under provisions such as 
section 267 and § 1.1502-13 is treated as 
recognized built-in gain or loss only to 
the extent taken into account by the 
group during the recognition period. 

(4) Exchanged basis property. If the 
adjusted basis of any asset is determined, 
directly or indirectly, in whole or in part, 
by reference to the adjusted basis of 
another asset held by the member at the 
beginning of the recognition period. the 
asset is treated, with appropriate adjust
ments, as held by the member at the 
beginning of the recognition period. 

(i) [Reserved] 
U) Predecessor and successor corpo

rations. A reference in this section and 
§§ 1.1502-92T through 1.IS02-99T to 
a corporation, member, common parent. 
loss subgroup parent, or subsidiary in
cludes, as the context may require. a 
reference to a predecessor or successor 
corporation. For example, the determina
tion whether a successor satisfies the 
continuous affiliation requirement of 

paragraph (d)(2)(i) of this section is 
made by reference to its predecessor. 

§ 1.1502-92T Ownership change of a 
loss group or a loss subgroup (tempo
rary). 

(a) Scope. This section provides rules 
for determining if there is an ownership 
change for purposes of section 382 with 
respect to a loss group or a loss sub
group. See § 1.1502-94T for special 
rules for determining if there is an 
ownership change with respect to a new 
loss member and § 1.1502-96T(b) for 
special rules for determining if there is 
an ownership change of a subsidiary. 

(b) Determination of an ownership 
change-(1) Parent change method-(i) 
Loss group. A loss group has an owner
ship change if the loss group's common 
parent has an ownership change under 
section 382 and the regulations thereun
der. Solely for purposes of determining 
whether the common parent has an 
ownership change-

(A) The losses described in 
§ 1.1502-9JT(c) are treated as net oper
ating losses (or a net unrealized built-in 
loss) of the common parent; and 

(B) The common parent determines 
the earliest day that its testing period 
can begin by reference to only the 
attributes that make the group a loss 
group under § 1.1502-9JT( c). 

(ii) Loss subgroup. A loss subgroup 
has an ownership change if the loss 
subgroup parent has an ownership 
change under section 382 and the regu
lations thereunder. The principles of 
§ 1.1502-95T(b) (relating to ceasing to 
be a member of a consolidated group) 
apply in determining whether the loss 
subgroup parent has an ownership 
change. Solely for purposes of determin
ing whether the loss subgroup parent 
has an ownership change-

(A) The losses described in 
§ 1.l502-9JT(d) are treated as net oper
ating losses (or a net unrealized built-in 
loss) of the loss subgroup parent; 

(B) The day that the members of the 
loss subgroup become members of the 
group (or a loss subgroup) is treated as 
a testing date within the meaning of 
§ 1.382-2(a)(4); and 

(C) The loss subgroup parent deter
mines the earliest day that its testing 
period can begin under § 1.382-
2T( d)(3) by reference to only the at
tributes that make the members a loss 
subgroup under § 1.1502-91 T(d). 

(2) Examples. The following ex
amples illustrate the principles of th is 
paragraph (b). 

£.wmple J. LO.IS KI"OU/}---{!I\ 11('1"1171/) chi/llge 0/ 
rhe common parenr. (aj A 0\\"[1\ all the L ,tock. L 
own-; 80 percent and B o\\"n, 20 percent of the LI 
stock. For Year I. the L group ha, a con,olidated 
net operating loss that resulted from the operations 
of LI and that is carried 0\ er to Year 2. TIle value 
of the L stock is S I 000. The total value of the L I 
stock is $600 and the value of the L I stock held 
by B is $120. The L group is a loss group under 
§ 1.1502-9IT(c)(I) because it i, entitled to u,e its 
net operating los<; c,UTyover from Year I. On 
August 15, Year 2. A sell;, 51 percent of the L 
stock to C. The following is a graphic illustration 
of these facts: 

r1 
c 
N 
o 80% 

L 11 
L 

51% of 0 L stock C .. 

(b) Under paragraph (b)( I )(i) of this section, 
section 382 and the regulations thereunder are 
applied to L to determine whether it (and therefore 
the L loss group) has an ownership change with 
respect to it, net operating loss carryover from 
Year I attributable to L I on August 15. Year 2. 
The sale of the L stock to C causes an ownership 
change of L under ~ 1.382-2T and of the L loss 
group under paragraph (b)( I )(i) of this section. 
The amount of consolidated taxable income of the 
L loss group for any post-change taxable year that 
may be offset by its pre-change consolidated 
attributes (that is. the net operating loss carryover 
from Year I attributable to L1) may not exceed 
the consolidated section 382 limitation for the L 
loss group for the taxable year. 

Example 2. Loss grolll}---{J\\"I1er Shlft.l· of sub.lid
iaries di.lIeKarded. (a) The facb are the same as in 
Example J. except that on August 15. Year 2. A 
sells only 49 percent of the L stock to C and. on 
December 12. Year 3. in an unrelated tT<Ulsaction. 
B sells the 20 percent of the L I stock to D. As 
sale of the L stock to C docs not causc an 
ownership change of L undcr ~ 1.382-2T nor of 
the L loss group under paragraph (b)( I )(i) of this 
section. The following is a graphic illustration of 
these facts: 

49% of CD L stock C .. 

---.. ~® 
20% of 
L1 stock 

Ih) [3" ,uhsequL'nl s"k "I 1.1 sl"d. IS nllt I,,~en 

11110 accounl lor purr"hes ()I lktl'rlll"1In~ \\ hL·thcr 
the L 1o" group has an 1)1\ nership change under 
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paragraph (b)(\ )(i) of this section, and, accord
ingly, there is no ownership change of the L loss 
group, See paragraph (c) of this section, however, 
for a supplemental ownership change method that 
would apply to cause an ownership change if the 
purchases by C and D were pursuant to a plan or 
arrangement. 

Example 3. Loss subgroup--ownership change 
of loss subgroup parent controls. (a) P owns all 
the L stock. L owns 80 percent and A owns 20 
percent of the L I stock. The P group has a 
consolidated net operating loss arising in Year I 
that is carried over to Year 2. On September 9, 
Year 2, P sells 51 percent of the L stock to B, and 
Ll is apportioned a portion of the Year I consoli
dated net operating loss under § 1.1502-2IT(b), 
which it carries over to its next taxable year. L 
and L I file a consolidated return for their first 
taxable year ending after the sale to B. The 
following is a graphic illustration of these facts: 

P 51% of 0 
L stock B 

I 
~ 

C 

N L 
0 

L 

LL%l 

p 

49% 

L 

(b) Under § J.I502-9IT(d)(l), Land Ll com
pose a loss subgroup on September 9, Year 2, the 
day that they become members of the L group. 
Under paragraph (b)(l )(ii) of this section, section 
382 and the regulations thereunder are applied to 
L to determine whether it (and therefore the L loss 
subgroup) has an ownership change with respect 
to the portion of the Year I consolidated net 
operating loss that is apportioned to L I on Sep
tember 9, Year 2. L has an ownership change 
resulting from p's sale of 51 percent of the L 
stock to A. Therefore, the L loss subgroup has an 
ownership change with respect to that loss. 

Example 4. Loss group and 1055 subgrou~ 

contemporaneous ownership changes. (a) A owns 
all the stock of corporation M, M owns 35 percent 
and B owns 65 percent of the L stock, and Lawns 

140 1996-2 C.B. 

all the L I stock. The L group has a consolidated 
net operating loss arising in Year I that is carried 
over to Year 2. On May 19, Year 2, B sells 45 
percent of the L stock to M for cash. M, L, and 
Ll thereafter file consolidated returns. L and Ll 
are each apportioned a portion of the Year I 
consolidated net operating loss, which they carry 
over to the M group's Year 2 and Year 3 
consolidated return years. The M group has a 
consolidated net operating loss arising in Year 2 
that is carried over to Year 3. On June 9, Year 3, 
A sells 70 percent of the M stock to C. The 
following is a graphic illustration of these facts: 
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(b) Under § J.I502-9IT(d)(I), Land Ll com
pose a loss subgroup on May 19, Year 2, the day 
they become members of the M group. Under 
paragraph (b)(l )(ii) of this section, section 382 
and the regulations thereunder are applied to L to 
determine whether L (and therefore the L loss 
subgroup) has an ownership change with respect 
to the loss carryovers from Year I on May 19, 
Year 2, a testing date because of B's sale of L 
stock to M. The sale of L stock to M results in 
only a 45 percentage point increase in A's owner
ship of L stock. Thus, there is no ownership 
change of L (or the L loss subgroup) with respect 
to those loss carryovers under paragraph (b)( I )(ii) 
of this section on that day. 

(c) June 9, Year 3, is also a testing date with 
respect to the L loss subgroup because of A's sale 
of M stock to C. The sale results in a 56 
percentage point increase in C's ownership of L 
stock, and L has an ownership change. Therefore, 
the L loss subgroup has an ownership change on 
that day with respect to the loss carryovers from 
Year 1. 

(d) Paragraph (b) (I )(i) of this section requires 
that section 382 and the regulations thereunder be 
applied to M to determine whether M (and 
therefore the M loss group) has an ownership 
change with respect to the net operating loss 
carryover from Year 2 on June 9, Year 3, a testing 
date because of A's sale of M stock to C. The sale 
results in a 70 percentage point increase in C's 
ownership of M stock, and M has an ownership 
change. Therefore, the M loss group has an 
ownership change on that day with respect to that 
loss carryover. 

(3) Special adjustments-(i) Common 
parent succeeded by a new common 
parent. For purposes of determining if a 
loss group has an ownership change, if 
the common parent of a loss group is 
succeeded or acquired by a new com
mon parent and the loss group remains 
in existence, the new common parent is 
treated as a continuation of the former 
common parent with appropriate adjust
ments to take into account shifts in 
ownership of the former common parent 
during the testing period (including 
shifts that occur incident to the common 
parent's becoming the former common 
parent). 

(ii) Newly created loss subgroup par
ent. For purposes of determining if a 
loss subgroup has an ownership change, 
if the member that is the loss subgroup 
parent has not been the loss subgroup 
parent for at least 3 years as of a testing 
date, appropriate adjustments must be 
made to take into account owner shifts 
of members of the loss subgroup so that 
the structure of the loss subgroup does 
not have the effect of avoiding an 
ownership change under section 382. 
(See paragraph (b)(3)(iii) Example 3 of 
this section.) 

(iii) Examples. The following ex
amples illustrate the principles of this 
paragraph (b )(3). 

Example I. New common parent acquires old 
common parent. (a) A, who owns all the L stock, 
sells 30 percent of the L stock to B on August 26, 
Year I. L owns all the L I stock. The L group has 
a consolidated net operating loss arising in Year I 
that is carried over to Year 3. On July 16, Year 2, 
A and B transfer their L stock to a newly created 
holding company, He. in exchange for 70 percent 
and 30 percent, respectively, of the HC stock. Hc' 
L, and L I thereafter file consolidated returns. 
Under the principles of § 1.1502-75(d), the L loss 
group is treated as remaining in existence, with 
He taking the place of L as the new common 
parent of the loss group. The following is a 
graphic illustration of these facts: 
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(b) On November II, Year 3, A sells 25 percent 
of the He stock to B. For purposes of determining 
if the L loss group has an ownership change under 
paragraph (b)(l lei) of this section on November 
II, Year 3, He is treated as a continuation of L 
under paragraph (b )(3 lei) of this section because it 
acquired L and became the common parent with
out terminating the L loss group. Accordingly, 
He's testing period commences on January I, Year 
I, the first day of the taxable year of the L loss 
group in which the consolidated net operating loss 
that is carried over to Year 3 arose (see § 1.382-
2T(d)(3)(i)). Immediately after the close of No
vember II, Year 3, B's percentage ownership 

interest in the common parent of the loss group 
(He) has increased by 55 percentage points over 
its lowest percentage ownership during the testing 
period (zero percent). Accordingly, He and the L 
loss group have an ownership change on that day. 

Example 2. New common parent in case in 
which common parent ceases to exist. (a) A, B, 
and e each own one-third of the L stock. Lawns 
all the L1 stock. The L group has a consolidated 
net operating loss arising in Year 2 that is carried 
over to Year 3. On November 22, Year 3, L is 
merged into P, a corporation owned by D, and L1 
thereafter files consolidated returns with P. A, B, 
and e, as a result of owning stock of L, own 90 
percent of P's stock after the merger. D owns the 
remaining 10 percent of P's stock. The merger of 
L into P qualifies as a reverse acquisition of the L 
group under § I. I 502-75(d)(3)(i), and the L loss 
group is treated as remaining in existence, with P 
taking the place of L as the new common parent 
of the L group. The following is a graphic 
illustration of these facts: 

(b) For purposes of determining if the L loss 
group has an ownership change on November 22, 
Year 3, the day of the merger, P is treated as a 
continuation of L so that the testing period for P 
begins on January I, Year 2, the first day of the 
taxable year of the L loss group in which the 
consolidated net operating loss that is carried over 
to Year 3 arose. Immediately after the close of 
November 22, Year 3, D is the only 5-percent 
shareholder that has increased his ownership inter
est in P during the testing period (from zero to 10 
percentage points). 

(c) The facts are the same as in paragraph (a) 
of this Example 2, except that A has held 23 '/' 
shares (23'/3 percent) of L's stock for five years, 
and A purchased an additional 10 shares of L 
stock from E two years before the merger. Imme
diately after the close of the day of the merger (a 
testing date), A's ownership interest in p, the 
common parent of the L loss group, has increased 
by 62;' percentage points over her lowest percent
age ownership during the testing period (23 'I, 
percent to 30 percent). 

(d) The facts are the same as in (a) of this 
Example 2, except that P has a net operating loss 
arising in Year I that is carried to the first 

consolidated return year ending after the day of 
the merger. Solely for purposes of determining 
whether the L loss group has an ownership change 
under paragraph (b)( I )(i) of this section. the 
testing period for P commences on January I. Year 
2. P does not determine the earliest day for its 
testing period by reference to its net operating loss 
carryover from Year 1. which ~§ 1502-1(f)(3) and 
1. I 502-7S(d)(3 lei) treat as arising in a SRL Y. Sec 
§ 1.IS02-94T to determine the application of 
section 382 with respect to p's net operating loss 
carryover. 

Example 3. Newly acquired loss subgroup par
ent. (a) P owns all the L stock and L owns all the 
L1 stock. The P group has a consolidated net 
operating loss arising in Year I that is carried over 
to Year 3. On January 19, Year 2, L issues a 20 
percent stock interest to B. On February S. Year 3, 
P contributes its L stock to a newly formed 
subsidiary, He, in exchange for all the He stock. 
and distributes the He stock to its sole shareholder 
A. He, L, and L1 thereafter file consolidated 
returns. A portion of the P group's Year I 
consolidated net operating loss is apportioned to L 
and L1 under § 1.1502-21 T(b) and is carried over 
to the He group's year ending after February 5, 
Year 3. He, L, and Ll compose a loss subgroup 
within the meaning of § 1.1502-91T(d) with 
respect to the net operating loss carryovers from 
Year I. The following is a graphic illustration of 
these facts: 
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(b) February 5. Year 3. is a testing date for He 
as the loss subgroup parent with respect to the net 
operating loss carryovers of Land L I from Year 
1. See paragraph (b)( I )(ii)(B) of this section. For 
purposes of determining whether He has an 
ownership change on the testing date. appropriate 
adjustments must be made with respect to the 
changes in the percentage ownership of the stock 
of He because He was not the loss subgroup 
parent for at least 3 years prior to the day on 
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which it became a member of the He loss 
subgroup (a testing date). The appropriate adjust
ments include adjustments so that He succeeds to 
the owner shifts of other members of the former 
group. Thus, He succeeds to the owner shift of L 
that resulted from the sale of the 20 percent 
interest to B in determining whether the He loss 
subgroup has an ownership change on February 5, 
Year 3, and on any subsequent testing date that 
includes January 19, Year 2. 

(4) End of separate tracking of cer
tain losses. If § 1.1502-96T(a) (relating 
to the end of separate tracking of at
tributes) applies to a loss subgroup, 
then, while one or more members that 
were included in the loss subgroup 
remain members of the consolidated 
group, there is an ownership change 
with respect to their attributes described 
in § 1.1502-96T(a)(2) only if the con
solidated group is a loss group and has 
an ownership change under paragraph 
(b)(1)(i) of this section (or such a 
member has an ownership change under 
§ 1.1502-96T(b) (relating to ownership 
changes of subsidiaries». If, however, 
the loss subgroup has had an ownership 
change before § 1.1502-96T(a) applies, 
see § 1.1502-96T( c) for the continuing 
application of the subgroup's section 
382 limitation with respect to its pre
change subgroup attributes. 

(c) Supplemental rules for determin
ing ownership change-( 1) Scope. This 
paragraph (c) contains a supplemental 
rule for determining whether there is an 
ownership change of a loss group (or 
loss subgroup). It applies in addition to, 
and not instead of, the rules of para
graph (b) of this section. Thus, for 
example, if the common parent of the 
loss group has an ownership change 
under paragraph (b) of this section, the 
loss group has an ownership change 
even if, by applying this paragraph (c), 
the common parent would not have an 
ownership change. 

(2) Cause for applying supplemental 
rule. This paragraph (c) applies to a loss 
group (or loss subgroup) if-

(i) Any 5-percent shareholder of the 
common parent (or loss subgroup par
ent) increases its percentage ownership 
interest in the stock of both-

(A) A subsidiary of the loss group (or 
loss subgroup) other than by a direct or 
indirect acquisition of stock of the com
mon parent (or loss subgroup parent); and 

(8) The common parent (or loss sub
group parent); and 

(ii) Those increases occur within a 3 
year period ending on any day of a 
consolidated return year or, if shorter. the 
period beginning on the first day follow-
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ing the most recent ownership change of 
the loss group (or loss subgroup). 

(3) Operating rules. Solely for pur
poses of this paragraph (c)-

(i) A 5-percent shareholder of the 
common parent (or loss subgroup par
ent) is treated as increasing its percent
age ownership interest in the common 
parent (or loss subgroup parent) or a 
subsidiary to the extent, if any, that any 
person acting pursuant to a plan or 
arrangement with the 5-percent share
holder increases its percentage owner
ship interest in the stock of that entity; 

(ii) The rules in section 382(1)(3) and 
§§ l.382-2T(h) and l.382-4(d) (relating 
to constructive ownership) apply with 
respect to the stock of the subsidiary by 
treating such stock as stock of a loss 
corporation; and 

(iii) In the case of a loss subgroup, a 
subsidiary includes any member of the 
loss subgroup other than the loss sub
group parent. (The loss subgroup parent 
is, however, a subsidiary of the loss 
group of which it is a member.) 

(4) Supplemental ownership change 
rules. The determination whether the 
common parent (or loss subgroup par
ent) has an ownership change is made 
by applying paragraph (b)(1) of this 
section as modified by the following 
additional ru\es-

(i) Additional testing dates for the 
common parent (or loss subgroup parent). 
A testing date for the common parent (or 
loss subgroup parent) also incIudes-

(A) Each day on which there is an 
increase in the percentage ownership of 
stock of a subsidiary as described in 
paragraph (c)(2) of this section; and 

(8) The first day of the first consoli
dated return year for which the group is 
a loss group (or the members compose a 
loss subgroup); 

(ii) Treatment of subsidiary stock as 
stock of the common parent (or loss 
subgroup parent). The common parent 
(or loss subgroup parent) is treated as 
though it had issued to the person 
acquiring (or deemed to acquire) the 
subsidiary stock an amount of its own 
stock (by value) that equals the value of 
the subsidiary stock represented by the 
percentage increase in that person's 
ownership of the subsidiary (determined 
on a separate entity basis). A similar 
principle applies if the increase in per
centage ownership interest is effected by 
a redemption or similar transaction; and 

(iii) 5-percent shareholder of the com
mon parent (or loss subgroup parent). 
Any person described in paragraph 
(c)(3)(i) of this section who is acting 

pursuant to the plan or arrangement is 
treated as a 5-percent shareholder of the 
common parent (or loss subgroup parent). 

(5) Examples. The following ex
amples illustrate the principles of this 
paragraph (c). 

Example 1. Stock of the common parent under 
supplemental rules. (a) A owns all the L stock. L 
is not a member of an affiliated group and has a 
net operating loss carryover arising in Year I that 
is carried over to Year 6. On September 20, Year 
6, L transfers all of its assets and liabilities to a 
newly created subsidiary, S, in exchange for S 
stock. L and S thereafter file consolidated returns. 
On November 23, Year 6, B contributes cash to L 
in exchange for a 45 percent ownership interest in 
L and contributes cash to S for a 20 percent 
ownership interest in S. 

(b) B is a 5-percent shareholder of L who 
increases his percentage ownership interest in L 
and S during the 3 year period ending on Novem
ber 23, Year 6. Under paragraph (c)(4)(ii) of this 
section, the determination whether L (the common 
parent of a loss group) has an ownership change 
on November 23, Year 6 (or on any testing date in 
the testing period which includes November 23, 
Year 6), is made by applying paragraph (b)(l)(i) 
of this section and by treating the value of B's 20 
percent ownership interest in S as if it were L 
stock issued to B. 

Example 2. Plan or arrangement-public offer
ing of subsidiary stock. (a) A owns all the stock of 
Land L owns all the stock of L I. The L group has 
a consolidated net operating loss arising in Year I 
that resulted from the operations of LI and that is 
carried over to Year 2. As part of a plan, A sells 
49 percent of the L stock to B on October 7, Year 
2, and LI issues new stock representing a 20 
percent ownership interest in L I to the public on 
November 6, Year 2. The following is a graphic 
illustration of these facts: 
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(b) A's sale of the L stock to B does not cause 
an ownership change of the L loss group on 
October 7, Year 2, under the rules of § 1.382-2T 
and paragraph (b)(l )(i) of this section. 

(c) Because the issuance of L I stock to the 
public occurs in connection with B's acquisition of 
L stock pursuant to a plan, paragraph (c)(4) of this 
section applies to detennine whether the L loss 
group has an ownership change on November 6, 
Year 2 (or on any testing date for which the 
testing period includes November 6, Year 2). 

(d) Testing period following owner
ship change under this section. If a loss 
group (or a loss subgroup) has had an 
ownership change under this section, the 
testing period for determining a subse
quent ownership change with respect to 
pre-change consolidated attributes (or 
pre-change subgroup attributes) begins 
no earlier than the first day following 
the loss group's (or loss subgroup's) 
most recent change date. 

(e) Information statements-(1) Com
mon parent of a loss group. The com
mon parent of a loss group must file the 
information statement required by 
§ 1.382-2T(a)(2)(ii) for a consolidated 
return year because of any owner shift, 
equity structure shift, or the issuance or 
transfer of an option-

(i) With respect to the common par
ent and with respect to any subsidiary 
stock subject to paragraph (c) of this 
section; and 

(ii) With respect to an ownership 
change described in § 1.1502-96T(b) 
(relating to ownership changes of sub
sidiaries). 

(2) Abbreviated statement with re
spect to loss subgroups. The common 
parent of a consolidated group that has a 
loss subgroup during a consolidated re
turn year must file the information state
ment required by § 1.382-2T(a)(2)(ii) 
because of any owner shift, equity struc
ture shift, or issuance or transfer of an 
option with respect to the loss subgroup 
parent and with respect to any subsid
iary stock subject to paragraph (c) of 
this section. Instead of filing a separate 
statement for each loss subgroup parent, 
the common parent (which is treated as 
a loss corporation) may file the single 
statement described in paragraph (e)(1) 
of this section. In addition to the infor
mation concerning stock ownership of 
the common parent, the single statement 
must identify each loss subgroup parent 
and state which loss subgroups, if any, 
have had ownership changes during the 
consolidated return year. The loss sub
group parent is, however, still required 
to maintain the records necessary to 
determine if the loss subgroup has an 
ownership change. This paragraph (e)(2) 
applies with respect to the attributes of a 

loss subgroup until, under § 1.1502-
96T(a), the attributes are no longer 
treated as described in § 1.1502-91 T(d) 
(relating to the definition of loss sub
group). After that time, the information 
statement described in paragraph (e)(1) 
of this section must be filed with respect 
to those attributes. 

§ 1.lS02-93T Consolidated section 382 
limitation (or subgroup section 382 limi
tation) (temporary). 

(a) Determination of the consolidated 
section 382 limitation (or subgroup sec
tion 382 limitation}-(1) In general. 
Following an ownership change, the 
consolidated section 382 limitation (or 
subgroup section 382 limitation) for any 
post-change year is an amount equal to 
the value of the loss group (or loss 
subgroup), as defined in paragraph (b) 
of this section, multiplied by the long
term tax-exempt rate that applies with 
respect to the ownership change, and 
adjusted as required by section 382 and 
the regulations thereunder. See, for ex
ample, section 382(b )(2) (relating to the 
carryforward of unused section 382 
limitation), section 382(b)(3 )(8) (relat
ing to the section 382 limitation for the 
post-change year that includes the 
change date), section 382(m)(2) (relating 
to short taxable years), and section 
382(h) (relating to recognized built-in 
gains and section 338 gains). 

(2) Coordination with apportionment 
rule. For special rules relating to appor
tionment of a consolidated section 382 
limitation (or a subgroup section 382 
limitation) when one or more corpora
tions cease to be members of a loss 
group (or a loss subgroup) and to aggre
gation of amounts so apportioned, see 
§ I. I 502-95T(c). 

(b) Value of the loss group (or loss 
subgroup}-( I) Stock value immediately 
before ownership change. Subject to any 
adjustment under paragraph (b)(2) of 
this section, the value of the loss group 
(or loss subgroup) is the value, immedi
ately before the ownership change, of 
the stock of each member, other than 
stock that is owned directly or indirectly 
by another member. For this purpose-

(i) Ownership IS determined under 
§ 1.382-2T; 

(ii) A member is considered to indi
rectly own stock of another member 
through a nonmember only if the mem
ber has a 5-percent or greater ownership 
interest in the nonmember; and 

(iii) Stock includes stock described in 
section 1504(a)(4) and § 1.382-
2T(f)(l8 )(ii) and (iii). 

(2) Adjustment to value. The value of 
the loss group (or loss subgroup), as 
determined under paragraph (b)( I) of 
this section, is adjusted under any rule 
in section 382 or the regulations there
under requiring an adjustment to such 
value for purposes of computing the 
amount of the section 382 limitation. 
See, for example, section 382(e)(2) (re
demptions and corporate contractions), 
section 382(1)(1) (certain capital contri
butions) and section 382(1)(4) (owner
ship of substantial nonbusiness assets). 
The value of the loss group (or loss 
subgroup) determined under this para
graph (b) is also adjusted to the extent 
necessary to prevent any duplication of 
the value of the stock of a member. For 
example, the principles of § 1.382-8T 
(relating to controlled groups of corpo
rations) apply in determining the value 
of a loss group (or loss subgroup) if, 
under § 1.1502-91 T(g)(2), members are 
not included in the determination 
whether the group (or loss subgroup) 
has a net unrealized built-in loss. 

(3) Examples. The following ex
amples illustrate the principles of this 
paragraph (b). 

Example I. Basic case. (a) L, Ll, and L2 
compose a loss group. L has outstanding common 
stock, the value of which is $100. Ll has 
outstanding common stock and preferred stock that 
is described in section 1504(a)(4). L owns 90 
percent of the L 1 common stock, and A owns the 
remaining 10 percent of the L I common stock 
plus all the preferred stock. The value of the L I 
common stock is $40, and the value of the LI 
preferred stock is $30. L2 has outstanding com
mon stock, 50 percent of which is owned by L 
and 50 percent by L I. The L group has an 
ownership change. The following is a graphic 
illustration of these facts: 

C 

N 
o 
L 

L~~ FMVs--
L stock: $100 

M's L1 stock: $ 20 

(b) Under paragraph (b)( I) of this ,ection. the L 
group dm?s not include the \' aluc of the ,tock of 
any member that i, owned directly or indirectly by 
another mcmber in computing ih consolidated 
section 3X2 limitation. Accordingly. the value of 
the ,tock of the I(h\ group i, S 13'+. the 'lIlll of the 
vallie of ~-

( I) The cornlllon stock of L (S I (0): 

(2) the 10 percent of the LI comlllon ,tock (S.+) 
owncu by A: and 
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(3) The Ll preferred stock ($30) owned by A. 
Example 2. Indirect ownership. (a) Land L 1 

compose a consolidated group. L's stock has a 
value of $100. L owns 80 shares (worth $80) and 
corporation M owns 20 shares (worth $20) of the 
Ll stock. L also owns 79 percent of the stock of 
corporation M. The L group has an ownership 
change. The following is a graphic illustration of 
these facts: 

C 

N 
o 

L common stock: $100 
L1 common stock: $ 40 

Ll preferred stock: $ 30 

(b) Under paragraph (b)(I) of this section, 
because of L's more than 5 percent ownership 
interest in M. a nonmember. L is considered to 
indirectly own 15.8 shares of the Ll stock held by 
M (79% x 20 shares). The value of the L loss 
group is $104.20. the sum of the values of-

(I) The L stock ($100); and 
(2) The L1 stock not owned directly or indi

rectly by L (21 % x $20. or $4.20). 

(C) Recognized built-in gain of a loss 
group or loss subgroup. If a loss group 
(or loss subgroup) has a net unrealized 
built-in gain, any recognized built-in 
gain of the loss group (or loss subgroup) 
is taken into account under section 
382(h) in detennining the consolidated 
section 382 limitation (or subgroup sec
tion 382 limitation). 

(d) Continuity of business-( I) In 
general. A loss group (or a loss sub
group) is treated as a single entity for 
purposes of determining whether it satis
fies the continuity of business enterprise 
requirement of section 382(c)(1). 

(2) Example. The following example 
illustrates the principle of this paragraph 
(d). 

Example. Continuity of business enterprise. L 
owns all the stock of two subsidiaries. Ll and L2. 
The L group has an ownership change. It has 
pre-change consolidated attributes attributable to 
L2. Each of the members has historically con
ducted a separate line of business. Each line of 
business is approximately equal in value. One year 
after the ownership change. L discontinues its 
separate business and the business of L2. The 
separate business of L 1 is continued for the 
remainder of the 2 year period following the 
ownership change. The continuity of business 
enterprise requirement of section 382{ c)( 1) is met 
even though the separate businesses of Land L2 
are discontinued. 

(e) Limitations of losses under other 
rules. If a section 382 limitation for a 
post-change year exceeds the consoli
dated taxable income that may be offset 
by pre-change attributes for any reason, 
including the application of the limita
tion of § 1.l502-2IT(c), the amount of 
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the excess is carried forward under 
section 382(b )(2) (relating to the car
ryforward of unused section 382 limita
tion). 

§ I.I502-94T Coordination with sec
tion 382 and the regulations thereunder 
when a corporation becomes a member 
of a consolidated group (temporary J. 

(a) Scope-(1) In general. This sec
tion applies section 382 and the regula
tions thereunder to a corporation that is 
a new loss member of a consolidated 
group. A corporation is a new loss 
member if it-

(i) Carries over a net operating loss 
that arose (or is treated under § 1.1502-
21 T( c) as arising) in a SRLY with 
respect to the current group, and that is 
not described in § 1.l502-9IT( d)(1); or 

(ii) Has a net unrealized built-in loss 
(determined under paragraph (c) of this 
section on the day it becomes a member 
of the current group by treating that day 
as a change date) that is not taken into 
account under § 1.1502-91 T(d)(2) in 
detennining whether two or more corpo
rations compose a loss subgroup. 

(2) Successor corporation as new 
loss member. A new loss member also 
includes any successor to a corporation 
that has a net operating loss carryover 
arising in a SRLY and that is treated as 
remaining in existence under § 1.382-
2(a)(1)(ii) following a transaction de
scribed in section 381 (a). 

(3) Coordination in the case of a loss 
subgroup. For rules regarding the deter
mination of whether there is an owner
ship change of a loss subgroup with 
respect to a net operating loss or a net 
unrealized built-in loss described in 
§ 1.1502-9IT(d) (relating to the defini
tion of loss subgroup) and the computa
tion of a subgroup section 382 limitation 
following such an ownership change, 
see §§ 1.1502-92T and 1.1502-93T. 

(4) End of separate tracking of cer
tain losses. If § 1.l502-96T(a) (relating 
to the end of separate tracking of at
tributes) applies to a new loss member, 
then, while that member remains a 
member of the consolidated group, there 
is an ownership change with respect to 
its attributes described in § 1.1502-
96T(a)(2) only if the consolidated group 
is a loss group and has an ownership 
change under § I. 1 502-92T(b )(1 )(i) (or 
that member has an ownership change 
under § 1.1502-96T(b) (relating to 
ownership changes of subsidiaries». If, 
however, the new loss member has had 
an ownership change before § 1.1502-

96T(a) applies, see § 1.1502-96T(c) for 
the continuing application of the section 
382 limitation with respect to the mem
ber's pre-change losses. 

(5) Cross-reference. See section 
382(a) and § l.l502-96T(c) for the 
continuing effect of an ownership 
change after a corporation becomes or 
ceases to be a member. 

(b) Application of section 382 to a 
new loss member-(l) In general. Sec
tion 382 and the regulations thereunder 
apply to a new loss member to deter
mine, on a separate entity basis, whether 
and to what extent a section 382 limita
tion applies to limit the amount of 
consolidated taxable income that may be 
offset by the new loss member's pre
change separate attributes. For example, 
if an ownership change with respect to 
the new loss member occurs under sec
tion 382 and the regulations thereunder, 
the amount of consolidated taxable in
come for any post-change year that may 
be offset by the new loss member's 
pre-change separate attributes shall not 
exceed the section 382 limitation as 
determined separately under section 
382(b) with respect to that member for 
such year. If the post-change year in
cludes the change date, section 
382(b )(3 )(A) is applied so that the sec
tion 382 limitation of the new loss 
member does not apply to the portion of 
the taxable income for such year that is 
allocable to the period in such year on 
or before the change date. See generally 
§ 1.382-6 (relating to the allocation of 
income and loss). 

(2) Adjustment to value. The value of 
the new loss member is adjusted to the 
extent necessary to prevent any duplica
tion of the value of the stock of a 
member. For example, the principles of 
§ 1.382-8T (relating to controlled 
groups of corporations) apply in deter
mining the value of a new loss member. 

(3) Pre-change separate attribute de
fined. A pre-change separate attribute of 
a new loss member is-

(i) Any net operating loss carryover 
of the new loss member described in 
paragraph (a)(l) of this section; and 

(ii) Any recognized built-in loss of 
the new loss member. 

(4) Examples. The following ex
amples illustrate the principles of this 
paragraph (b). 

Example I. Basic case. (a) A and P each own 
50 percent of the L stock. On December 19. Year 
6. P purchases 30 percent of the L stock from A 
for cash. L has net operating losses arising in Year 
1 and Year 2 that it carries over to Year 6 and 
Year 7. The following is a graphic illustration of 
these facts: 



L 
NOL 

80% 

NOL 

(b) L is a new loss member because it has net 
operating loss carryovers that arose in a SRLY 
with respect to the P group and L is not a member 
of a loss subgroup under § I.JS02-9IT(d). Under 
section 382 and the regulations thereunder, L is a 
loss corporation on December 19, Year 6, that day 
is a testing date for L, and the testing period for L 
commences on December 20, Year 3. 

(c) P's purchase of L stock does not cause an 
ownership change of L on December 19, Year 6, 
with respect to the net operating loss carryovers 
from Year I and Year 2 under section 382 and 
§ 1.382-2T. The use of the loss carryovers, how
ever, is subject to limitation under § I.JS02-2IT(c). 

Example 2. Multiple new loss members. (a) The 
facts are the same as in Example I, and, on 
December 31, Year 6, L purchases all the stock of 
L I from B for cash. L1 has a net operating loss of 
$40 arising in Year 3 that it carries over to Year 7. 
The following is a graphic illustration of these facts: 

80% 
100% of 
L1 stock 

NOL ~ 

NOL 

(b) Ll is a new los, member bccau,c it has a 
net operating loss carryover from Year 3 that arose 
in a SRLY with respect to the P group and LI is 
not a member of a loss subgroup under ~ 1.1502-
9IT(d)(I). 

(c) L's purchase of all the stock of L I causes 
an ownership change of LI on December 31, Year 
6, under section 382 and § 1.382-2T. Accordingly, 
a section 382 limitation based on the value of the 
Ll stock immediately before the ownership change 
limits the amount of consolidated taxable income 
of the P group for any post-change year that may 
be offset by L1's loss from Year 3. 

(d) Ll's ownership change in connection with 
its becoming a member of the P group is an 
ownership change described in § 1.1502-96T(a). 
Thus, starting on January I, Year 7, the P group 
no longer separately tracks owner shifts of the 
stock of Ll with respect to Ll's loss from Year 3. 
Instead, the P group is a loss group because of 
such loss under § 1.1502-91 T( c). 

Example 3. Ownership changes of new loss 
members. (a) The facts are the same as in 
Example 2, and, on April 30. Year 7, C purchases 
all the stock of P for cash. 

(b) L is a new loss member on April 30, Year 
7, because its Year I and Year 2 losses arose in 
SRLYs with respect to the P group and it is not a 
member of a loss subgroup under ~ 1.1502-
9IT(d)(I). The testing period for L commences on 
May I, Year 4. C's purchase of all the P stock 
causes an ownership change of L on April 30, 
Year 7, under section 382 and § 1.382-2T with 
respect to its Year I and Year 2 losses. Accord
ingly, a section 382 limitation based on the value 
of the L stock immediately before the ownership 
change limits the amount of consolidated taxable 
income of the P group for any post-change year 
that may be offset by L's Year I and Year 2 losses. 
The use of those carryovers is also subject to 
limitation under § 1.1502-2IT(c). 

(c) The P group is a loss group on April 30, 
Year 7, because it is entitled to use L1's loss from 
Year 3, and such loss is no longer treated as a loss 
of a new loss member starting the day after L I 's 
ownership change on December 31. Year 6. See 
§§ 1.1502-96T(a) and I.l502-9IT(c)(2). C's pur
chase of all the P stock causes an ownership 
change of P, and therefore the P loss group. on 
April 30, Year 7, with respect to L I's Year 3 loss. 
Accordingly, a consolidated section 382 limitation 
based on the value of the P stock immediately 
before the ownership change limits the amount of 
consolidated taxable income of the P group for 
any post-change year that may be offset by L1's 
Year 3 loss. 

(c) Built-in gains and losses. As the 
context may require, the principles of 
§§ 1.1502-9IT(g) and (h) and 1.1502-
93T(c) (relating to built-in gains and 
losses) apply to a new loss member on a 
separate entity basis. See § 1.1502-
9IT(g)(3). 

(d) Information statements. The com
mon parent of a consolidated group that 
has a new loss member subject to 
paragraph (b)(1) of this section during a 
consolidated return year must file the 
information statement required by 
§ 1.382-2T(a)(2)(ii) because of any 
owner shift, equity structure shift, or 
issuance or transfer of an option with 
respect to the new loss member. Instead 
of filing a separate statement for each 

new loss member the common parent 
may file a single statement described in 
§ 1.382-2T(a)(2)(ii) with respect to the 
stock ownership of the common parent 
(which is treated as a loss corporation). 
In addition to the information concern
ing stock ownership of the common 
parent, the single statement must iden
tify each new loss member and state 
which new loss members, if any, have 
had ownership changes during the con
solidated return year. The new loss 
member is, however, required to main
tain the records necessary to determine 
if it has an ownership change. This 
paragraph (d) applies with respect to the 
attributes of a new loss member until an 
event occurs which ends separate track
ing under § 1.1502-96T(a). After that 
time, the information statement de
scribed in § 1.1502-92T(e)(l) must be 
filed with respect to these attributes. 

§ I.IS02-9ST Rules on ceasing to be a 
member of a consolidated group (or loss 
subgroup) (temporary). 

(a) In general-(1) Consolidated 
group. This section provides rules for 
applying section 382 on or after the day 
that a member ceases to be a member of 
a consolidated group (or loss subgroup). 
The rules concern how to determine 
whether an ownership change occurs 
with respect to losses of the member, 
and how a consolidated section 382 
limitation (or subgroup section 382 limi
tation) is apportioned to the member. As 
the context requires, a reference in this 
section to a loss group, a member, or a 
corporation also includes a reference to 
a loss subgroup, and a reference to a 
consolidated section 382 limitation also 
includes a reference to a subgroup sec
tion 382 limitation. 

(2) Election by common parent. Only 
the common parent (not the loss sub
group parent) may make the election 
under paragraph (c) of this section to 
apportion either a consolidated section 
382 limitation or a subgroup section 382 
limitation. 

(3) Coordination with §§ I.IS02-9IT 
through 1.1 S02-93T. For rules regarding 
the determination of whether there is an 
ownership change of a loss subgroup 
and the computation of a subgroup 
section 382 limitation following such an 
ownership change, see §~ 1.1502-91T 
through 1.1502-93T. 

(b) Separate application of section 
382 when a member leaves a consoli
dated group-( I) In general. Except as 
provided In §~ 1.1502-91T through 
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1.1502-93T (relating to rules applicable 
to loss groups and loss subgroups), 
section 382 and the regulations thereun
der apply to a corporation on a separate 
entity basis after it ceases to be a 
member of a consolidated group (or loss 
subgroup). Solely for purposes of deter
mining whether a corporation has an 
ownership change-

(i) Any portion of a consolidated net 
operating loss that is apportioned to the 
corporation under § 1.1502-21 T(b) is 
treated as a net operating loss of the 
corporation beginning on the first day of 
the taxable year in which the loss arose; 

(ii) The testing period may include 
the period during which (or before 
which) the corporation was a member of 
the group (or loss subgroup); and 

(iii) Except to the extent provided in 
§ 1.1502-20(g) (relating to reattributed 
losses), the day it ceases to be a mem
ber of a consolidated group is treated as 
a testing date of the corporation within 
the meaning of § 1.382-2(a)( 4). 

(2) Effect of a prior ownership 
change of the group. If a loss group has 
had an ownership change under 
§ 1.1502-92T before a corporation 
ceases to be a member of a consolidated 
group (the former member)-

(i) Any pre-change consolidated at
tribute that is subject to a consolidated 
section 382 limitation continues to be 
treated as a pre-change loss with respect 
to the former member after the attribute 
is apportioned to the former member; 

(ii) The former member's section 382 
limitation with respect to such attribute 
is zero except to the extent the common 
parent apportions under paragraph (c) of 
this section all or a part of the consoli
dated section 382 limitation to the 
former member; 

(iii) The testing period for determin
ing a subsequent ownership change with 
respect to such attribute begins no ear
lier than the first day following the loss 
group's most recent change date; and 

(iv) As generally provided under sec
tion 382, an ownership change of the 
former member that occurs on or after 
the day it ceases to be a member of a 
loss group may result in an additional, 
lesser limitation amount with respect to 
such loss. 

(3) Application in the case of a loss 
subgroup. If two or more former mem
bers are included in the same loss 
subgroup immediately after they cease 
to be members of a consolidated group, 
the principles of paragraphs (b) and (c) 
of this section apply to the loss sub
group. Therefore, for example, an appor-
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tionment by the common parent under 
paragraph (c) of this section is made to 
the loss subgroup rather than separately 
to its members. 

(4) Examples. The following ex
amples illustrate the principles of this 
paragraph (b). 

Example I. Treatment of departing member as 
a separate corporation throughout the testing 
period. (a) A owns all the L stock. L owns all the 
stock of LI and L2. The L group has a consoli
dated net operating loss arising in Year I that is 
carried over to Year 3. On January 12, Year 2, A 
sells 30 percent of the L stock to B. On February 
7, Year 3, L sells 40 percent of the L2 stock to C, 
and L2 ceases to be a member of the group. A 
portion of the Year I consolidated net operating 
loss is apportioned to L2 under ~ I.IS02-2IT(b) 
and is carried to L2's first separate return year, 
which ends December 31, Year 3. The following is 
a graphic illustration of these facts: 
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(b) Under paragraph (b)( I) of this section. L2 is 
a loss corporation on February 7. Year 3. Under 
paragraph (b)( I )(iii) of this section. February 7. 

Year 3, is a testing date. Under paragraph (b)( I )(ii) 
of this section. the testing period for L2 with 
respect to this testing date commences on January 
I. Year I. the first day of the taxable year in 
which the portion of the consolidated net operating 
loss apportioned to L2 arose. Therefore, in deter
mining whether L2 has an ownership change on 
February 7. Year 3. B's purchase of 30 percent of 
the L stock and C's purchase of 40 percent of the 
L2 stock are each owner shifts. L2 has an 
ownership change under section 382(g) and 
~ 1.382-2T because Band C have increased their 
ownership interests in L2 by 18 and 40 percentage 
points, respectively, during the testing period. 

Example 2. Effect of prior ownership change of 
loss group. (a) L owns all the LI stock and LI 
owns all the L2 stock. The L loss group had an 
ownership change under § I.IS02-92T in Year 2 
with respect to a consolidated net operating loss 
arising in Year I and carried over to Year 2 and 
Year 3. The consolidated section 382 limitation 
computed solely on the basis of the value of the 
stock of L is $100. On December 31, Year 2, LI 
sells 25 percent of the stock of L2 to B. L2 is 
apportioned a portion of the Year I consolidated 
net operating loss which it carries over to its first . 
separate return year ending after December 31, 
Year 2. L2's separate section 382 limitation with 
respect to this loss is zero unless L elects to 
apportion all or a part of the consolidated section 
382 limitation to L2. (See paragraph (c) of this 
section for rules regarding the apportionment of a 
consolidated section 382 limitation.) L apportions 
$50 of the consolidated section 382 limitation to 
L2. 

(b) On December 31, Year 3, Ll sells its 
remaining 75 percent stock interest in L2 to C, 
resulting in an ownership change of L2. L2's 
~;ection 382 limitation computed on the change 
date with respect to the value of its stock is $30. 
Accordingly, L2's section 382 limitation for post
change years ending after December 31, Year 3, 
with respect to its pre-change losses, including the 
consolidated net operating losses apportioned to it 
from the L group. is $30, adjusted as required by 
section 382 and the regulations thereunder. 

(c) Apportionment of a consolidated 
section 382 iimitation-(l) In general. 
The common parent may elect to appor
tion all or any part of a consolidated 
section 382 limitation to a former mem
ber (or loss subgroup). See paragraph 
(e) of this section for the time and 
manner of making the election to appor
tion. 

(2) Amount of apportionment. The 
common parent may apportion all or 
part of each element of the consolidated 
section 382 limitation determined under 
§ 1.1502-93T. For this purpose, the 
consolidated section 382 limitation con
sists of two elements-

(i) TI1C value element, which is the 
element of the limitation determined 
under section 382(b)(I) (relating to 
value multiplied by the long-term tax
exempt rate) without regard to such 
adjustments as those described in sec
tion 382(b )(2) (relating to the car
ryforward of unused section 382 limita
tion), section 382(b )(3 )(8) (relating to 
the section 382 limitation for the post-



change year that includes the change 
date), section 382(h) (relating to built-in 
gains and section 338 gains), and sec
tion 382(m)(2) (relating to short taxable 
years); and 

(ii) The adjustment element, which is 
so much (if any) of the limitation for 
the taxable year during which the 
former member ceases to be a member 
of the consolidated group that is attrib
utable to a carryover of unused limita
tion under section 382(b )(2) or to recog
nized built-in gains under 382(h). 

(3) Effect of apportionment on the 
consolidated section 382 limitation. The 
value element of the consolidated sec
tion 382 limitation for any post-change 
year ending after the day that a former 
member (or loss subgroup) ceases to be 
a member(s) is reduced to the extent 
that it is apportioned under this para
graph (c). The consolidated section 382 
limitation for the post-change year in 
which the former member (or loss sub
group) ceases to be a member(s) is also 
reduced to the extent that the adjustment 
element for that year is apportioned 
under this paragraph (c). 

(4) Effect on corporations to which 
the consolidated section 382 limitation 
is apportioned. The amount of the value 
element that is apportioned to a former 
member (or loss subgroup) is treated as 
the amount determined under section 
382(b)(1) for purposes of determining 
the amount of that corporation's (or loss 
subgroup's) section 382 limitation for 
any taxable year ending after the former 
member (or loss subgroup) ceases to be 
a member(s). Appropriate adjustments 
must be made to the limitation based on 
the value element so apportioned for a 
short taxable year, carryforward of un
used limitation, or any other adjustment 
required under section 382. The adjust
ment element apportioned to a former 
member (or loss subgroup) is treated as 
an adjustment under section 382(b)(2) or 
section 382(h), as appropriate, for the 
first taxable year after the member (or 
members) ceases to be a member (or 
members). 

(5) Deemed apportionment when loss 
group terminates. If a loss group termi
nates, to the extent the consolidated 
section 382 limitation is not apportioned 
under paragraph (c)( I) of this section, 
the consolidated section 382 limitation 
is deemed to be apportioned to the loss 
subgroup that includes the common par
ent, or, if there is no loss subgroup that 
includes the common parent immedi
ately after the loss group terminates, to 
the common parent. A loss group termi-

nates on the first day of the first taxable 
year that is a separate return year with 
respect to each member of the former 
loss group. 

(6) Appropriate adjustments when 
former member leaves during the year. 
Appropriate adjustments are made to the 
consolidated section 382 limitation for 
the consolidated return year during 
which the former member (or loss sub
group) ceases to be a member(s) to 
reflect the inclusion of the former mem
ber in the loss group for a portion of 
that year. 

(7) Examples. 
amples illustrate 
paragraph (c). 

The following ex
the principles of this 

Example I. Consequence of apportionment. (a) 
L owns all the L1 stock and LI owns all the L2 
stock. The L group has a $200 consolidated net 
operating loss arising in Year I that is carried over 
to Year 2. At the close of December 31. Year I, 
the group has an ownership change under 
§ 1.1502-92T. The ownership change results in a 
consolidated section 382 limitation of $10 based 
on the value of the stock of the group. On August 
29, Year 2, L I sells 30 percent of the stock of L2 
to A. L2 is apportioned $90 of the group's $200 
consolidated net operating loss under § 1.1502-
21 T(b). L, the common parent, elects to apportion 
$6 of the consolidated section 382 limitation to 
L2. The following is a graphic illustration of these 
facts: 
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(b) For its separate return years ending after 
August 29, Year 2 (other than the taxable year 
ending December 31, Year 2), L2's section 382 
limitation with respect to the $90 of the group's 
net operating loss apportioned to it is $6, adjusted, 
as appropriate, for any short taxable year, unused 
section 382 limitation, or other adjustment. For its 
consolidated return years ending after August 29, 
Year 2, (other than the year ending December 31. 
Year 2) the L group's consolidated ,ection 382 
limitation with respect to the remaining S II 0 of 
pre-change consolidated attribute is S4 (510 minus 
the $6 value element apportioned to L2). adjusted, 
as appropriate. for any short taxable year. unused 
section 382 limitation. or other adjustment. 

(c) For the L group's consolidated return year 
ending December 31. Year 2. the value element of 
its consolidated section 382 limitation is increased 
by 54 (rounded to the nearest dollar}. to account 
for the period during which L2 was a member of 
the L group (56. the consolidated section 3K2 
limitation apportioned to L2. times 241 365. the 
ratio of the number of days during Year 2 that L2 

is a member of the group to the number of days in 
the group's consolidated return year). See para
graph (cH6) of this section. Therefore. the value 
element of the consolidated section 382 limitation 
for Year 2 of the L group is 58 (rounded to the 
nearest dollar). 

(d) The section 382 limitation for L2's short 
taxable year ending December 31, Year 2, is S2 
(rounded to the nearest dollar). which is the 
amount that bears the same relationship to $6, the 
value element of the consolidated section 382 
limitation apportioned to L2, as the number of 
days during that short taxable year, 124 days, 
bears to 365. See § 1.382-4(c). 

Example 2. Consequence of no apportionment. 
The facts arc the same as in Example I. except 
that L does not elect to apportion any portion of 
the consolidated section 382 limitation to L2. For 
its separate return years ending after August 29, 
Year 2, L2's section 382 limitation with respect to 
the $90 of the group's pre-change consolidated 
attribute apportioned to L2 is zero under paragraph 
(b)(2)(ii) of this section. Thus, the $90 consoli
dated net operating loss apportioned to L2 cannot 
offset L2 's taxable income in any of its separate 
return years ending after August 29, Year 2. For 
its consolidated return years ending after August 
29, Year 2, the L group's consolidated section 382 
limitation with respect to the remaining $110 of 
pre-change consolidated attribute is $10, adjusted, 
as appropriate, for any short taxable year, unused 
section 382 limitation. or other adjustment. 

Exalllple 3. ApportionmenT of adjustment ele
ment. The facts arc the same as in Example I, 
except that L2 ceases to be a member of the L 
group on August 29, Year 3, and the L group has a 
$4 carryforward of an unused consolidated section 
382 limitation (under section 382(b)(2) to the 
1993 consolidated return year. The carryover of 
unused limitation increases the consolidated sec
tion 3g2 limitation for the Year 3 consolidated 
return year from $10 to $14. L may elect to 
apportion all or any portion of the $10 value 
element and all or any portion of the $4 adjust
ment element to L2. 

(d) Rules pertaining to ceasing to be 
a member of a loss subgroup-( I) In 
general. A corporation ceases to be a 
member of a loss subgroup-

(i) On the first day of the first tax
able year for which it files a separate 
return; or 

(ii) The first day that it ceases to bear 
a relationship described in section 
1504( a) (I ) to the loss subgroup parent 
(treating for this purpose the loss sub
group parent as the common parent 
described in section 1504(a)( I )(A». 

(2) Examples. TIle principles of this 
paragraph (d) are illustrated by the fol
lowing examples. 

Example I. BOSIC el/.li'. (a) P owns all the L 
stock. L owns all the L 1 \lock and L I owns all 
the L2 stoch .. The P group has a consolidated net 
operating los> ansing in Year I that is carried 0\ er 
to Year 2. On Decelllhcr 1 I. Year 2. P sells all the 
stock of I. to corporatioll M. Each of L. L I. and 
L2 is apportioned a portion of the Year I consoli· 
dated net operating los>. and thereafter each JOins 
with M in filing consolidated returns. Under 
~ 1 1 ~(J2 ')2T. the I. los> suhgroup has an owner 
ship change on Deccmher 1 I. Year 2. The I. los> 
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subgroup has a subgroup section 382 limitation of 
$100. The following is a graphic illustration of 
these facts: 
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(b) On May 22. Year 3. L I sells 40 percent of 
the L2 stock to A. L2 carries over a portion of the 
P group's net operating loss from Year I to its 
separate return year ending December 31. Year 3. 
Under paragraph (d)( I) of this section, L2 ceases 
to be a member of the L loss subgroup on May 
22. Year 3, which is both (I) the first day of the 
first taxable year for which it files a separate 
return and (2) the day it ceases to bear a 
relationship described in ,ection IS04{a)( I) to the 
loss subgroup parent. L. The net operating loss of 
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L2 that is carried over from the P group is treated 
as a pre-change loss of L2 for its separate return 
years ending after May 22, Year 3. Under para
graphs (a)(2) and (b)(2) of this section, the 
separate section 382 limitation with respect to this 
loss is zero unless M elects to apportion all or a 
part of the subgroup section 382 limitation of the 
L loss subgroup to L2. 

Example 2. Formation of a nell' loss subgroup. 
The facts are the same as in Example 1, except 
that A purchases 40 percent of the L1 stock from 
L rather than purchasing L2 stock from Ll. L1 
and L2 file a consolidated return for their first 
taxable year ending after May 22, Year 3, and 
each of L1 and L2 carries over a part of the net 
operating loss of the P group that arose in Year I. 
Under paragraph (d)(I) of this section, L1 and L2 
cease to be members of the L loss subgroup on 
May 22, Year 3. The net operating losses carried 
over from the P group are treated as pre-change 
subgroup attributes of the loss subgroup composed 
of L I and L2. The subgroup section 382 limitation 
with respect to those losses is zero unless M elects 
to apportion all or part of the subgroup section 
382 limitation of the L loss subgroup to the L1 
loss subgroup. The following is a graphic illustra
tion of these facts: 
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Example 3. Ceasing to bear a section 
l504( a)( 1 ) relationship to a loss subgroup parent. 
(a) A owns all the stock of P, and P owns all the 
'>tock of L I and L2. The P group has a consoli
dated net operating loss arising in Year I that is 
carried over to Year 3 and Year 4. Corporation M 
acquires all the stock of P on November II, Year 
3, and P. L I, and L2 thereafter file consolidated 
returns with M. M's acquisition results in an 
ownership change of the P loss subgroup under 
§ I. I S02-92T(b)( I j(ii). The following is a graphic 
illustration of these facts: 
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(b) P distributes the L2 stock to M on October 
7, Year 4. L2 ceases to be a member of the Ploss 
subgroup on October 7. Year 4, the first day that it 
ceases to bear the relationship described in section 
1504(a)(I) to P, the P loss subgroup parent. See 
paragraph (d)(1 )(ii) of this section. Thus, the 
section 382 limitation with respect to the pre· 
change subgroup attributes attributable to L2 is 
zero except to the extent M elects to apportion all 
or a part of the subgroup section 382 limitation of 
the P loss subgroup to L2. 

Example 4. Relationship through a successor. 
The facts are the same as in Example 3, except 
that, instead of p's distributing the stock of L2, L2 
merges into L I on October 7, Year 4. LI (as 
successor to L2 in the merger within the meaning 
of § 1.382-2T(f)( 4») continues to bear a relation
ship described in section 1504(a)( I) to p, the loss 
subgroup parent. Thus. L2 does not cease to be a 
member of the P loss subgroup as a result of the 
merger. 

(e) Filing the election to apportion
(1 ) Form of the election to apportion. 
An election under paragraph (c) of this 
section must be made by the common 
parent. The election must be made in 



the form of the following statement: 
"THIS IS AN ELECTION UNDER 
§ 1.1502-95T OF THE INCOME TAX 
REGULATIONS TO APPORTION ALL 
OR PART OF THE [insert either CON
SOLIDATED SECTION 382 LIMITA
TION or SUBGROUP SECTION 382 
LIMITATION, as appropriate] TO [in
sert name and E.I.N. of the corporation 
(or the corporations that compose a new 
loss subgroup) to which allocation is 
made]. The declaration must also in
clude the following information, as ap
propriate-

(i) The date of the ownership change 
that resulted in the consolidated section 
382 limitation (or subgroup section 382 
limitation); 

(ii) The amount of the consolidated 
section 382 limitation (or subgroup sec
tion 382 limitation) for the taxable year 
during which the former member (or 
new loss subgroup) ceases to be a 
member of the consolidated group (de
termined without regard to any appor
tionment under this section; 

(iii) The amount of the value element 
and adjustment element of the consoli
dated section 382 limitation (or sub
group section 382 limitation) that is 
apportioned to the former member (or 
new loss subgroup) pursuant to para
graph (c) of this section; and 

(iv) The name and E.I.N. of the com
mon parent making the apportionment. 

(2) Signing of the election. The elec
tion statement must be signed by both 
the common parent and the former 
member (or, in the case of a loss 
subgroup, the common parent and the 
loss subgroup parent) by persons autho
rized to sign their respective income tax 
returns. 

(3) Filing of the election. The elec
tion statement must be filed by the 
common parent of the group that is 
apportioning the consolidated section 
382 limitation (or the subgroup section 
382 limitation) with its income tax re
turn for the taxable year in which the 
former member (or new loss subgroup) 
ceases to be a member. The common 
parent must also deliver a copy of the 
statement to the former member (or the 
members of the new loss subgroup) on 
or before the day the group files its 
income tax return for the consolidated 
return year that the former member (or 
new loss subgroup) ceases to be a 
member. A copy of the statement must 
be attached to the first return of the 
former member (or the first return in 
which the members of a new loss 
subgroup join) that is filed after the 

close of the consolidated return year of 
the group of which the former member 
(or the members of a new loss sub
group) ceases to be a member. 

(4) Revocation of election. An elec
tion statement made under paragraph (c) 
of this section is revocable only with the 
consent of the Commissioner. 

§ 1.1502-96T Miscellaneous rules 
(temporary). 

(a) End of separate tracking of 
losses-(l) Application. This paragraph 
(a) applies to a member (or a loss 
subgroup) with a net operating loss 
carryover that arose (or is treated under 
§ 1.1502-2IT(c) as arising) in a SRLY 
(or a net unrealized built-in gain or loss 
determined at the time that the member 
(or loss subgroup) becomes a member 
of the consolidated group if there is-

(i) An ownership change of the mem
ber (or loss subgroup in connection 
with, or after, becoming a member of 
the group; or 

(ii) A period of 5 consecutive years 
following the day that the member (or 
loss subgroup) becomes a member of a 
group during which the member (or loss 
subgroup) has not had an ownership 
change. 

(2) Effect of end of separate tracking. 
If this paragraph (a) applies with respect 
to a member (or loss subgroup), then, 
starting on the day after the earlier of 
the change date (but not earlier than the 
day the member (or loss subgroup) 
becomes a member of the consolidated 
group) or the last day of the 5 consecu
tive year period described in paragraph 
(a)(1)(ii) of this section, the member's 
net operating loss carryover that arose 
(or is treated under § 1.1502-21 T( c) as 
arising) in a SRLY, is treated as de
scribed in § 1.1502-9IT( c)(1)(i). Also, 
the member's separately computed net 
unrealized built-in gain or loss is in
cluded in the determination whether the 
group has a net unrealized built-in gain 
or loss. The preceding sentences also 
apply for purposes of determining 
whether there is an ownership change 
with respect to such attributes following 
such change date (or earlier day) or 5 
consecutive year period. Thus, for ex
ample, starting the day after the change 
date or the end of the 5 consecutive 
year period-

(i) The consolidated group which in
cludes the new loss member or loss 
subgroup is no longer required to sepa
rately track owner shifts of the stock of 
the new loss member or loss subgroup 

parent to determine if an ownership 
change occurs with respect to the at
tributes of the new loss member or 
members included in the loss subgroup; 

(ii) The group includes the member's 
attributes in determining whether it is a 
loss group under § 1.1502-9IT(c); 

(iii) There is an ownership change 
with respect to such attributes only if 
the group is a loss group and has an 
ownership change; and 

(iv) If the group has an ownership 
change, such attributes are pre-change 
consolidated attributes subject to the 
loss group's consolidated section 382 
limitation. 

(3) Continuing effect of end of sepa
rate tracking. As the context may re
quire, a current group determines which 
of its members are included in a loss 
subgroup on any testing date by taking 
into account the application of this sec
tion in the former group. See the ex
ample in § 1.1502-9IT(f)(2). 

(4) Special rule for testing period. 
For purposes of determining the begin
ning of the testing period for a loss 
group, the member's (or loss sub
group's) net operating loss carryovers 
(or net unrealized built-in gain or loss) 
described in paragraph (a)(2) of this 
section are considered to arise-

(i) in a case described in paragraph 
(a)(1 )(i) of this section, in a taxable year 
that begins not earlier than the later of 
the day following the change date or the 
day that the member becomes a member 
of the group; and 

(ii) in a case described in paragraph 
(a)( 1 )(ii) of this section, in a taxable 
year that begins 3 years before the end 
of the 5 consecutive year period. 

(5) Limits on effects of end of sepa
rate tracking. The rule contained in this 
paragraph (a) applies solely for purposes 
of §§ 1.1502-91 T through 1.1502-95T 
and this section (other than paragraph 
(b)(2)(ii)(B) of this section (relating to 
the definition of pre-change attributes of 
a subsidiary» and § 1.1502-98T, and 
not for purposes of other provisions of 
the consolidated return regulations, in
c luding, for example, §§ 1.1502-15T 
and 1.1502-21T (relating to the consoli
dated net operating loss deduction). See 
also paragraph (c) of this section for the 
continuing effect of an ownership 
change with respect to pre-change at
tributes. 

(b) Ownership chanRe of sub
sidiary-( I) Ownership chanRe of a 
subsidiary because of options or plan 
or arrangement. Notwithstanding 
§ 1.1502-92T, a subsidiary may have 
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an ownership change for purposes of 
section 382 with respect to its attributes 
which a group or loss subgroup includes 
in making a determination under 
§ 1.1502-91 T(c)(1) (relating to the defi
nition of loss group) or § 1.1502-
9IT(d) (relating to the definition of loss 
subgroup). The subsidiary has such an 
ownership change if it has an ownership 
change under the principles of 
§ 1.1502-95T(b) and section 382 and 
the regulations thereunder (determined 
on a separate entity basis by treatmg the 
subsidiary as not being a member of a 
consolidated group) in the event of-

(i) The deemed exercise under 
§ 1.382-4(d) of an option or options 
(other than an option with respect to 
stock of the common parent) held by a 
person (or persons acting pursuant to a 
plan or arrangement) to acquire more 
than 20 percent of the stock of the 
subsidiary; or 

(ii) An increase by 1 or more 
S-percent shareholders, acting pursuant 
to a plan or arrangement to avoid an 
ownership change of a subsidiary, in 
their percentage ownership interest in 
the subsidiary by more than SO percent
age points during the testing period of 
the subsidiary through the acquisition 
(or deemed acquisition pursuant to 
§ 1.382-4(d» of ownership interests in 
the subsidiary and in higher-tier mem
bers with respect to the subsidiary. 

(2) Effect of the ownership change
(i) In general. If a subsidiary has an 
ownership change under paragraph 
(b)( 1) of this section, the amount of 
consolidated taxable income for any 
post-change year that may be offset by 
the pre-change losses of the subsidiary 
shall not exceed the section 382 limita
tion for the subsidiary. For purposes of 
this limitation, the value of the subsid
iary is determined solely by reference to 
the value of the subsidiary's stock. 

(ii) Pre-change losses. The pre
change losses of a subsidiary are-

(A) Its allocable part of any consoli
dated net operating loss which is attrib
utable to it under § \.1S02-21 T(b) (de
termined on the last day of the 
consolidated return year that includes 
the change date) that is not carried back 
and absorbed in a taxable year prior to 
the year including the change date; 

(B) I ts net operating loss carryovers 
that arose (or are treated under 
§ I.IS02-2IT(c) as having arisen) in a 
SRLY; and 

(C) Its recognized built-in loss with 
respect to its separately computed net 
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unrealized built-in loss, if any, deter
mined on the change date. 

(3) Coordination with §§ 1.1502-
91T, 1.l502-92T, and 1.1502-94T. If an 
increase in percentage ownership inter
est causes an ownership change with 
respect to an attribute under this para
graph (b) and under § 1.1502-92T on 
the same day, the ownership change is 
considered to occur only under 
§ 1.1502-92T and not under this para
graph (b). See § 1.1502-94T for anti
duplication rules relating to value. 

(4) Example. The following example 
illustrates paragraph (b)( 1 )(ii) of this 
section. 

Plan to avoid an ownership change of a 
subsidiary. (a) L owns all the stock of Ll, Ll 
owns all the stock of L2, L2 owns all the stock of 
U, and U owns all the stock of L4. The L group 
has a consolidated net operating loss arising in 
Year I that is carried over to Year 2. L has assets 
other than its Ll stock with a value of $900. Ll, 
L2, and U own no assets other than their L2, U, 
and L4 stock. L4 has assets with a value of $100. 
During Year 2, A, B, C, and D, acting pursuant to 
a plan to avoid an ownership change of L4, 
acquire the following ownership interests in the 
members of the L loss group: (A) on September 
II, Year 2, A acquires 20 percent of the Ll stock 
from L and B acquires 20 percent of the L2 stock 
from Ll; and (B) on September 20, Year 2, C 
acquires 20 percent of the stock of U from L2 
and D acquires 20 percent of the stock of L4 from 
U. The following is a graphic illustration of these 
facts: 
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(b) The acquisitions by A, B, C, and D pursu
ant to the plan have increased their respective 
percentage ownership interests in L4 by approxI
mately 10. 13. 16. and 20 percentage points. for a 

total of approximately 59 percentage points during 
the testing period. This more than 50 percentage 
point increase in the percentage ownership interest 
in L4 causes an ownership change of L4 under 
paragraph (b)(2) of this section. 

(C) Continuing effect of an ownership 
change. A loss corporation (or loss 
subgroup) that is subject to a limitation 
under section 382 with respect to its 
pre-change losses continues to be sub
ject to the limitation regardless of 
whether it becomes a member or ceases 
to be a member of a consolidated group. 
See § 1.382-5T(d) (relating to succes
sive ownership changes and absorption 
of a section 382 limitation). 

§ 1.IS02-97T Special rules under sec
tion 382 for members under the jurisdic
tion of a court in a title 11 or similar 
case (temporary). [Reserved] 

§ 1.IS02-98T Coordination with sec
tion 383 (temporary). 

The rules contained in §§ 1.1502-
91 T through 1.1502-96T also apply for 
purposes of section 383, with appropri
ate adjustments to reflect that section 
383 applies to credits and net capital 
losses. Similarly, in the case of net 
capital losses, general business credits, 
and excess foreign taxes that are pre
change attributes, § 1.383-1 applies the 
principles of §§ l.lS02-91T through 
1.IS02-96T. For example, if a loss 
group has an ownership change under 
§ 1.IS02-92T and has a carryover of 
unused general business credits from a 
pre-change consolidated return year to a 
post-change consolidated return year, the 
amount of the group's regular tax liabil
ity for the post-change year that can be 
offset by the carryover cannot exceed 
the consolidated section 383 credit limi
tation for that post-change year, deter
mined by applying the principles of 
§§ 1.383-1(c)(6) and l.lS02-93T (relat
ing to the computation of the consoli
dated section 382 limitation). 

§ 1.IS02-99T Effective dates (tempo
rary). 

(a) Effective date. Sections I.IS02-
91T through 1. I S02-96T and 1.1502-
98T apply to any testing date on or after 
January I, 1997. Sections I.IS02-94T 
through I. I S02-96T also apply on any 
date on or after January I, 1997, on 
which a corporation becomes a member 
of a group or on which a corporation 
ceases to be a member of a loss group 
(or a loss subgroup). 

(b) Testing period may include a pe
riod beginning before January /, /997. 



A testing period for purposes of 
§§ 1.1502-91T through 1.1502-96T and 
1.1502-98T may include a period begin
ning before January 1, 1997. Thus, for 
example, in applying § 1.1502-
92T(b)(l )(i) (relating to the determina
tion of an ownership change of a loss 
group), the determination of the lowest 
percentage ownership interest of any 
5-percent shareholder of the common 
parent during a testing period ending on 
a testing date occurring on or after 
January 1, 1997, takes into account the 
period beginning before January 1, 
1997, except to the extent that the 
period is more than 3 years before the 
testing date or is otherwise before the 
beginning of the testing period. See 
§ 1.1502-92T(b)( 1). 

(c) Transition rules-(1) Methods 
permitted-(i) In general. For the period 
ending before January 1, 1997, a con
solidated group is permitted to use any 
method described in paragraph (c)(2) of 
this section which is consistently applied 
to determine if an ownership change 
occurred with respect to a consolidated 
net operating loss, a net operating loss 
carryover (including net operating loss 
carryovers arising in SRLYs), or a net 
unrealized built-in loss. If an ownership 
change occurred during that period, the 
group is also permitted to use any 
method described in paragraph (c)(2) of 
this section which is consistently applied 
to compute the amount of the section 
382 limitation that applies to limit the 
use of taxable income in any post
change year ending before, on, or after 
January 1, 1997. The preceding sentence 
does not preclude the imposition of an 
additional, lesser limitation due to a 
subsequent ownership change nor, ex
cept as provided in paragraph (c)(l)(iii) 
of this section, does it permit the begin
ning of a new testing period for the loss 
group. 

(ii) Adjustments to offset excess limi
tation. If an ownership change occurred 
during the period ending before January 
1, 1997, and a method described in 
paragraph (c)(2) of this section was not 
used for a post-change year, the mem
bers (or group) must reduce the section 
382 limitation for post-change years for 
which an income tax return is filed after 
January 1, 1997, to offset, as quickly as 
possible, the effects of any section 382 
limitation that members took into ac
count in excess of the amount that 
would have been allowable under 
§§ 1.1502-91T through 1.1502-96T and 
1. 1502-98T. 

(iii) Coordination with effective date. 
Notwithstanding that a group may have 
used a method described in paragraph 
(c)(2)(ii) or (iii) of this section for the 
period before January 1, 1997, 
§§ 1.1502-91 T through 1.1502-96T and 
1.1502-98T apply to any testing date 
occurring on or after January 1, 1997, 
for purposes of determining whether 
there is an ownership change with re
spect to any losses and, if so, the 
collateral consequences. Any ownership 
change of a member other than the 
common parent pursuant to a method 
described in paragraph (c )(2)(ii) or (iii) 
of this section does not cause a new 
testing period of the loss group to begin 
for purposes of applying § 1.1502-92T 
on or after January 1, 1997. 

(2) Permitted methods. The methods 
described in this paragraph (c)(2) are: 

(i) A method that does not materially 
differ from the rules in §§ 1.1502-91 T 
through 1.1502-96T and 1.1502-98T 
(other than those in § 1. 1502-95T( c) 
(relating to the apportionment of a sec
tion 382 limitation) as they would apply 
to a corporation that ceases to be a 
member of the group before January 1, 
1997). As the context requires, the 
method must treat references to rules in 
current regulations as references to rules 
in regulations generally effective for 
taxable years before January 1, 1997. 
Thus, for example, the taxpayer must 
treat a reference to § 1.382-4(d) (relat
ing to options) as a reference to 
§ 1.382-2T(h)( 4) for any testing date to 
which § 1.382-2T(h)( 4) applies. Simi
larly, a reference to § 1.1502-2IT(c) 
may be a reference to § 1.1502-21A(c), 
as appropriate. Furthermore, the method 
must treat all corporations that were 
affiliated on January 1, 1987, and con
tinuously thereafter as having met the 5 
consecutive year requirement of 
§ 1.1502-91T(d)(2)(i) on any day be
fore January 1, 1992, on which the 
determination of net unrealized built-in 
gain or loss of a loss subgroup is made; 

(ii) A reasonable application of the 
rules in section 382 and the regulations 
thereunder applied to each member on a 
separate entity basis, treating each mem
ber's allocable part of a consolidated net 
operating loss which is attributable to it 
under § 1.1502-21T(b) as a net operat
ing loss of that member and applying 
rules similar to § 1.382-8T to avoid 
duplication of value in computing the 
section 382 limitation for the member 
(see § 1.382-8T(h) (relating to the ef
fective date and transition rules regard
ing controlled groups»; or 

(iii) A method approved by the Com
missioner upon application by the com
mon parent. 

(d) Amended returns. A group may 
file an amended return in connection 
with an ownership change occurring 
before January I, 1997, to modify the 
amount of a section 382 limitation with 
respect to a consolidated net operating 
loss, a net operating loss carryover (in
cluding net operating loss carryovers 
arising in SRLYs), or a recognized 
built-in loss (or gain) only if it files 
amended returns: 

(1) For the earliest taxable year end
ing after December 31, 1986, in which 
it had an ownership change, if any, 
under § 1.1502-92T; 

(2) For all subsequent taxable years 
for which returns have already been 
filed as of the date of the amended 
return; 

(3) The modification with respect to 
all members for all taxable years ending 
in 1987 and thereafter complies with 
§§ 1.1502-91T through 1.1502-96T and 
1. 1502-98T; and 

(4) The amended return(s) permitted 
by the applicable statute of limitations 
is/are filed before Tuesday, September 
24, 1996. 

(e) Section 383. This section also 
applies for the purposes of section 383, 
with appropriate adjustments to reflect 
that section 383 applies to credits and 
net capital losses. 

PART 602-0MB CONTROL NUM
BERS UNDER THE PAPERWORK 
REDUCTION ACT 

Par. 3. The authority citation for part 
602 continues to read in part as follows: 

Authority: 26 U.S.c. 7805. 

Par. 4. In § 602.10 I, paragraph (c) is 
amended by adding an entry in numeri
cal order to the table to read as follows: 

§ 602./01 OMB Control numbers. 

* 

(c) * * * 
CFR part or section 
where identified or 
described 

* * 

* 

* 
1.1502-95T ........... . 

* * * 

Current 
OMB 

control No. 

* * 
1545-1218 

* * 

Margaret Milner Richardson. 
Commissioner of Internal Re\'cnuc, 
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Approved May 31, 1996. 

Leslie Samuels, 
Assistant Secretary of the Treasury. 

(Filed by the Office of the Federal Register on 
June 26, 1996, 8:45 a.m., and published in the 
issue of the Federal Register for June 27, 1996, 61 
F.R. 33335) 

Subtitle B.-Estate and Gift Taxes 

Chapter 11.-Estate Tax 

Subchapter A.-Estates of Citizens or Residents 

Part III.-Gross Estate 

Section 2031.-Definition of Gross 
Estate 
26 CFR 20.2031-5: Valuation of cash on hand or 
on deposit. 

Rev. Rul. 67-396 is modified to provide that, if 
certain conditions are satisfied, the delivery of a 
check to a noncharitable donee will be deemed to 
be complete for federal gift and estate tax pur
poses when the check is deposited, cashed against 
available funds of the donee, or presented for 
payment in the calendar year for which favorable 
gift tax treatment is sought. See Rev. Rul. 96-56, 
page 161. 

Part IV.-Taxable Estate 

Section 2056A.-Qualified 
Domestic Trust 
26 CFR 20.2056A-2: Requirements for qualified 
domestic trusts. 

T.D.8686 

DEPARTMENT OF THE TREASURY 
Internal Revenue Service 
26 CFR Parts 20 and 602 

Requirements to Ensure Collection 
of Section 2056A Estate Tax 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final regulations. 

SUMMARY: This document contains 
final regulations that provide guidance 
relating to the additional requirements 
necessary to ensure the collection of the 
estate tax imposed under section 
2056A(b) with respect to taxable events 
involving qualified domestic trusts 
(QDOTs) described in section 2056A(a). 
DATES: These regulations are effective 
November 29, 1996. 

For dates of applicability, see 
§ 20.2056A-2(d). 

SUPPLEMENTARY INFORMATION: 

Paperwork Reduction Act 

The collection of information con
tained in these final regulations has been 
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reviewed and approved by the Office of 
Management and Budget in accordance 
with the Paperwork Reduction Act (44 
U.S.c. 3507) under control number 
1545-1443. Responses to this collection 
of information are required in order for 
an estate to be eligible for the estate tax 
marital deduction in cases where the 
surviving spouse is not a United States 
citizen. 

An agency may not conduct or spon
sor, and a person is not required to 
respond to, a collection of information 
unless the collection of information dis
plays a valid control number. 

The estimated annual burden per re
spondent varies from 30 minutes to 3 
hours, depending on individual circum
stances, with an estimated average of 
1.39 hours. 

Comments concerning the accuracy of 
this burden estimate and suggestions for 
reducing this burden should be sent to 
the Internal Revenue Service, Attn: 
IRS Reports Clearance Officer T:FP, 
Washington, DC 20224, and to the Of
fice of Management and Budget, At
tention: Desk Officer for the Department 
of the Treasury, Office of Information 
and Regulatory Affairs, Washington, DC 
20503. 

Books or records relating to this col
lection of information must be retained 
as long as their contents may become 
material in the administration of any 
internal revenue law. Generally, tax re
turns and tax return information are 
confidential, as required by 26 U.S.C. 
6103. 

Background 

A notice of proposed rulemaking was 
published in the Federal Register on 
January 5, 1993 (58 FR 305), reflecting 
amendments to the Internal Revenue 
Code by the Technical and Miscella
neous Revenue Act of 1988 (Public Law 
100-647), the Revenue Reconciliation 
Act of 1989 (Public Law 101-239), and 
the Revenue Reconciliation Act of 1990 
(Public Law 101-508). The amendments 
generally relate to sections 2056 and 
2523, and affect the availability of the 
estate and gift tax marital deduction 
when the surviving spouse or the donee 
spouse is not a United States citizen. 
Part of the NPRM was published in the 
Federal Register as final regulations, in 
TO 8612, on August 22, 1995 (60 FR 
43531 [1995-2 C.B. 192]). That part of 
the NPRM that addressed the regulatory 
requirements to ensure the collection of 
the estate tax imposed by section 
2056A(b)(1 )(A) and (B) was published 

in the Federal Register on August 22, 
1995, in the form of temporary and 
proposed regulations, (60 FR 43554 and 
60 FR 43575, respectively) in order to 
afford the public a further opportunity to 
comment on these security arrangements. 

On January 16, 1996, the IRS held a 
hearing on the temporary and proposed 
regulations. These final regulations re
flect the comments received in response 
to the temporary and proposed regula
tions. 

Explanation of Provisions 

The following is a summary of the 
significant comments received and the 
reasons for accepting or rejecting those 
comments in the final regulations. 

Under the temporary regulations, a 
qualified domestic trust (QDOT) that 
has assets in excess of $2 million, may 
alternate among the three security ar
rangements provided in the regulations 
(U.S. bank trustee, bond or letter of 
credit), provided that at all times, at 
least one of the three arrangements is in 
effect. A QDOT with assets of $2 
million. or less need not satisfy these 
requirements, if, in general, the trust 
holdings of foreign situs real property 
are limited to 35 percent of the fair 
market value of the trust corpus. 

Comments were received that trusts in 
actual compliance with these regulatory 
requirements, but which do not explic
itly include the required language, will 
not qualify as a QDOT. In addition, 
comments suggested that the imposition 
of numerous governing instrument re
quirements will increase the difficulty of 
drafting a QDOT and result in a trust 
document that will have to include de
tailed provisions, many of which are not 
likely to be applicable. A suggestion was 
made that if the governing instrument 
requirement is retained in the regula
tions, then the required security provi
sions should be permitted to be incorpo
rated by reference in a trust document. 
This suggestion was adopted. However, 
in order to assist taxpayers who may 
wish to specify the required provisions 
in the governing instrument, the IRS has 
published guidance in the Internal Rev
enue Bulletin (see § 602.l01(d)(2) of 
this chapter) providing sample language 
that may be used in a QDOT instrument 
to satisfy the additional security require
ments contained in the final regulations. 

In response to comments, the lan
guage of the regulations has been modi
fied to clarify that the QDOT may 
alternate among the three arrangements 



provided in the regulations as long as, at 
any given time, one of the three ar
rangements is required to be operative. 

Comments suggested that the tempo
rary regulations may be viewed as re
quiring that a QDOT that initially em
ploys the bank trustee security 
alternative must, irrespective of whether 
the QDOT has switched to another 
security option, continue to have at least 
one U.S. Bank acting as a trustee. In 
response to this comment, the final 
regulations clarify that, if the QDOT 
changes to a different security arrange
ment, a U.S. bank need not continue to 
act as trustee. 

Under the temporary regulations, in 
determining whether the value of the 
assets passing to a QDOT are in excess 
of, or less than, $2 million, indebtedness 
with respect to the assets is not taken 
into account to reduce value. Similarly, 
under the temporary regulations, the 
amount of the bond or letter of credit 
that is furnished to the IRS must be 
equal to 65 percent of the fair market 
value of the trust assets determined 
"without regard to any indebtedness 
thereon." Comments suggested that in
debtedness should be taken into account 
in determining whether the $2 million 
dollar threshold has been exceeded and 
the amount of the bond or letter of 
credit required. This change has not 
been made. The IRS and Treasury be
lieve that the retention of the rule that 
indebtedness on the property is not 
taken into account to reduce value most 
effectively ensures collection of the es
tate tax imposed under section 
2056A(b). For the limited purpose under 
this section (i.e., to determine whether 
the $2 million threshold is exceeded and 
the amount of the bond or letter of 
credit to be furnished to the IRS) the 
complexity that would be involved in 
drafting rules to determine which debts 
qualify to be taken into account and 
which do not is not warranted. 

Under the temporary regulations, with 
regard to the bond and letter of credit 
security options, if the fair market value 
of the trust assets, is "finally deter
mined" to be in excess of the value of 
the trust assets as originally reported, 
the trustee has a reasonable period of 
time (not exceeding sixty days from the 
date of the final determination) to adjust 
the ,amount of the bond or letter of 
credit. The temporary regulations also 
use the term "finally determined" in 
addressing substantial undervaluations of 
property passing to a QDOT and the 
grace period provided to meet the secu-

rity requirements when a QDOT is 
determined to contain assets in excess of 
$2 million. Comments were received 
suggesting that the regulations provide a 
definition of "finally determined". 

Accordingly, the final regulations pro
vide that the value of the assets will be 
finally determined on the earliest to 
occur of-

1. The entry of a decision, judgment, 
decree, or other order by any court of 
competent jurisdiction that has become 
final; 

2. The execution of a closing agree
ment made under section 7121; 

3. Any final disposition by the IRS of 
a claim for refund; 

4. The issuance of an estate tax clos
ing letter (if no claim for refund is 
filed); or 

5. The expiration of the statute of 
limitations for assessment with respect 
to the decedent's estate tax liability. 

In response to comments, the regula
tion addressing the required duration of 
the bond or letter of credit has been 
clarified to provide that the security 
arrangement must remain in effect until 
the trust ceases to function as a QDOT. 

Comments have been received regard
ing the amount of the bond or letter of 
credit that must be furnished to the IRS. 
One commentator stated that, since the 
purpose of the bond or letter of credit 
requirement is to provide a source of 
funds for the payment of the section 
2056A(b) estate tax, the amount of the 
required bond or letter of credit should 
be based on either the maximum federal 
estate tax rate, or the amount of estate 
tax deferred, rather than 65% of the 
value of the QDOT, as provided in the 
regulations. This suggestion has not 
been adopted. Generally, the regulation 
requires a bond of 65 percent of the 
initial fair market value of the trust 
assets to ensure that the potential estate 
tax liability is adequately secured if the 
trust property appreciates in value. 

The temporary regulations providing 
that notice of failure to renew a bond or 
letter of credit must be "received by the 
IRS at least 60 days prior to the end of 
the term of the bond or letter of credit" 
has been changed to reference the date 
the notice is "mailed to" the IRS. 
Further, under the final regulations, the 
notice must also be mailed to the U.S. 
Trustee of the QDOT. 

Under the regulations, in the case of a 
QDOT of less than $2 million, if on the 
last day of a taxable year of the QDOT. 
the value of foreign real property owned 
by the QDOT exceeds 35 percent of the 

QDOT assets because of distributions of 
principal during that year, or because of 
fluctuations in the value of the foreign 
currency in the jurisdiction where the 
real property is located, a grace period 
of one year is provided to allow the 
trustee to comply with the 35 percent 
limit. Comments suggested that changes 
in the relative value of the trust assets 
would also cause the trust to fail to 
satisfy the 35 percent limit, and failure 
to comply due to such changes that are 
beyond the control of the trustee should 
also be eligible for the grace period. 
Accordingly, under the final regulations, 
the trustee will also be accorded the 
grace period to satisfy the 35 percent 
limit if, as a result of changes in the 
relative values of the trust assets, more 
than 35 percent of the value of the trust 
consists of foreign real estate. 

Under the temporary regulations, for 
purposes of determining whether the $2 
million threshold has been exceeded, 
and for purposes of determining the 
amount of the bond or letter of credit, 
the executor of the decedent's estate 
may exclude up to $600,000 in value 
attributable to real property wherever 
situated (and related furnishings) owned 
directly by the QDOT that is used by 
the surviving spouse as the spouse's 
principal residence. Comments were re
ceived that the regulations should be 
expanded to allow the exclusion of all 
residential real property that is actually 
used by the surviving spouse. Thus, a 
vacation home or second home would 
qualify for the exclusion. It was also 
suggested that all personally used resi
dential real property, regardless of value, 
should be eligible for the exclusion. The 
final regulations do not change the mon
etary limit of $600,000 for the exclu
sion. The $600,000 limit for the exclu
sion facilitates the reduction of the costs 
associated with providing security while 
adequately ensuring the collection of the 
section 2056A(b) tax. This is especially 
the case in situations where the residen
tial real property is situated outside the 
United States so that a significant col
lection risk is presented. However, under 
the final regulations the exclusion has 
been redesignated as a "personal resi
dence" exclusion. The exclusion is now 
available for the principal residence of 
the surviving spouse and one additional 
residence, to the extent the combined 
value excluded does not exceed 
$600,000. The second residence will be 
eligible for the exclusion only if the 
residence is used by the survlvmg 
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spouse as a personal residence and not 
subject to any rental arrangement with 
any person. 

Under the temporary regulations, the 
residence exclusion election is made by 
attaching a written statement to the 
estate tax return on which the QDOT 
election is made. Commentators sug
gested that the final regulations allow 
the election to be made at any time 
during the term of the QDOT, and not 
necessarily at the time of filing of the 
decedent's estate tax return. For ex
ample, if the bank trustee alternative is 
selected by the trustee of the QDOT, but 
at some future date the trustee desires to 
change to the bond or letter of credit 
security arrangement, the trustee should 
be given the opportunity to make a 
delayed election of the exclusion. In 
response to these comments, the final 
regulations provide that the election may 
be made at any time during the term of 
the QDOT. In addition, the final regula
tion provides for the cancellation of a 
prior election. 

Under the temporary regulations, the 
U.S. Trustee of a QDOT is required to 
file an annual statement with the IRS 
containing specified items of informa
tion (including a list of all assets held 
by the QDOT together with the fair 
market value of each asset determined 
as of the last day of the taxable year) if 
the residence exclusion applies during 
the taxable year. Comments were re
ceived suggesting that the cost of com
pliance with this annual reporting re
quirement will limit the utility of the 
residence exclusion. In response to these 
comments, annual reporting is no longer 
required solely because the personal 
residence exclusion was elected. How
ever, the regulations retain the annual 
reporting requirement where the resi
dence previously subject to the exclu
sion is sold, or where the residence 
ceases to be used as a personal resi
dence during the taxable or calendar 
year. 

Under the temporary regulations, if a 
residence that is subject to the exclusion 
is sold during the term of the QDOT, 
the exclusion will continue to apply if, 
within 12 months of the date of sale, the 
amount of the adjusted sales price (as 
defined in section I 034(d)(l» is used to 
purchase a new residence for the spouse. 
In response to comments, this provision 
has been amended to provide that if a 
residence ceases to be used as the 
personal residence of the spouse, or if 
the residence is sold during the term of 
the QDOT, the exclusion may be ap-
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plied to another residence that is held in 
either the same QDOT or in another 
QDOT, if the other residence is used as 
a personal residence of the spouse. The 
amount of exclusion that may be applied 
to the new personal residence under 
these circumstances can be up to 
$600,000 (less that amount previously 
allocated to a residence that continues to 
qualify for the exclusion) even if the 
entire $600,000 exclusion was not previ
ously used for the initial personal resi
dence(s). 

Also, under the temporary regulations, 
on the sale of a residence, if less than 
the entire adjusted sales price is rein
vested in a new residence, then the 
amount of the exclusion initially 
claimed by the QDOT is reduced pro
portionately. For example, if a residence 
is sold for an adjusted sales price of 
$1,000,000 and a new residence is ac
quired for $800,000, then, the original 
exclusion would be reduced by 
$120,000 to $480,000: $200,000 (ad
justed sales price not reinvested)/ 
$1,000,000 (adjusted sales price) x 
$600,000. Comments were received sug
gesting that this rule be changed to 
provide that the amount of the exclusion 
as adjusted not be reduced below the 
amount actually reinvested (up to 
$600,000). This suggestion was adopted 
in the final regulations, reflecting that 
two residences can now qualify for the 
$600,000 exclusion. 

Special Analyses 

It has also been determined that sec
tion 553(b) of the Administrative Proce
dure Act (5 U.S.c. chapter 5) does not 
apply to these regulations, and because 
the notice of proposed rulemaking pre
ceding the regulations was issued prior 
to March 29, 1996, the Regulatory Flex
ibility Act (5 U.S.c. chapter 6) does not 
apply. 

* *" * 

Adoption of Amendments to the Regula
tions 

Accordingly, 26 CFR parts 20 and 
602 are amended as follows: 

PART 20-ESTATE TAX; ESTATES 
OF DECEDENTS DYING AFTER AU
GUST 16, 1954 

Paragraph 1. The authority citation for 
part 20 continues to read in part as 
follows: 

Authority: 26 U.S.c. 7805 * * * 

Par. 2. In § 20.2056A-0, the table of 
contents is amended by revising the 
entry for § 20.2056A-2(d) to read as 
follows: 

§ 20.2056A-O Table of contents. 

* * 

§ 20.2056A-2 Requirements for quali
fied domestic trust. 

* * 

(d) Additional requirements to ensure 
collection of the section 2056A estate 
tax. 

(1) Security and other arrangements 
for payment of estate tax imposed under 
section 2056A(b)(1). 

(2) Individual trustees. 
(3) Annual reporting requirements. 
(4) Request for alternate arrangement 

or WaIver. 
(5) Adjustment of dollar threshold 

and exclusion. 
(6) Effective date and special rules. 

* 

Par. 3. In § 20.2056A-2, paragraph 
(d) is added to read as follows: 

§ 20.2056A-2 Requirements for quali
fied domestic trust. 

* * 

(d) Additional requirements to ensure 
collection of the section 2056A estate 
tax-( 1) Security and other arrange
ments for payment of estate tax imposed 
under section 2056A(b)( I }-(i) QDOTs 
with assets in excess of $2 million. If 
the fair market value of the assets 
passing, treated, or deemed to have 
passed to the QDOT (or in the form of 
a QDOT), determined without reduction 
for any indebtedness with respect to the 
assets, as finally determined for federal 
estate tax purposes, exceeds $2 million 
as of the date of the decedent's death or, 
if applicable, the alternate valuation date 
(adjusted as provided in paragraph 
(d)(l )(iii) of this section), the trust in
strument must meet the requirements of 
either paragraph (d)(l )(i)(A), (B), or (e) 
of this section at all times during the 
term of the QDOT. The QDOT may 
alternate between any of the arrange
ments provided in paragraphs (d)(I)(i)
(A), (B), and (C) of this section pro
vided that, at any given time, one of the 
arrangements must be operative. See 
paragraph (d)(l)(iii) of this section for 
the definition of finally determined. The 
QDOT may provide that the trustee has 
the discretion to use anyone of the 
security arrangements or may provide 



that the trustee is limited to using only 
one or two of the arrangements speci
fied in the trust instrument. A trust 
instrument that specifically states that 
the trust must be administered in com
pliance with paragraph (d)(l )(i)(A), (B), 
or (C) of this section is treated as 
meeting the requirements of paragraphs 
(d)(l )(i)(A), (B). or (C) for purposes of 
paragraphs (d)( I )(i) and, if applicable, 
(d)(l)(ii) of this section. 

(A) Bank Trustee. Except as other
wise provided in paragraph (d)(6)(ii) or 
(iii) of this section, the trust instrument 
must provide that whenever the Bank 
Trustee security alternative is used for 
the QDOT, at least one U.S. Trustee 
must be a bank as defined in section 
581. Alternatively, except as otherwise 
provided in paragraph (d)(6)(ii) or (iii) 
of this section, at least one trustee must 
be a United States branch of a foreign 
bank, provided that, in such cases, dur
ing the entire term of the QDOT a U.S. 
Trustee must act as a trustee with the 
foreign bank trustee. 

(B) Bond. Except as otherwise pro
vided in paragraph (d)(6)(ii) or (iii) of 
this section, the trust instrument must 
provide that whenever the bond security 
arrangement alternative is used for the 
QDOT, the U.S. Trustee must furnish a 
bond in favor of the Internal Revenue 
Service in an amount equal to 65 per
cent of the fair market value of the trust 
assets (determined without regard to any 
indebtedness with respect to the assets) 
as of the date of the decedent's death 
(or alternate valuation date, if appli
cable), as finally determined for federal 
estate tax purposes (and as further ad
justed as provided in paragraph 
(d)(l )(iv) of this section). If, after ex
amination of the estate tax return, the 
fair market value of the trust assets, as 
originally reported on the estate tax 
return, is adjusted (pursuant to a judicial 
proceeding or otherwise) resulting in a 
final determination of the value of the 
assets as reported on the return, the U.S. 
Trustee has a reasonable period of time 
(not exceeding sixty days after the con
clusion of the proceeding or other action 
resulting in a final determination of the 
value of the assets) to adjust the amount 
of the bond accordingly. But see, para
graph (d)(l)(i)(D) of this section for a 
special rule in the case of a substantial 
undervaluation of QDOT assets. Unless 
an alternate arrangement under para
graph (d)(l )(i)(A), (B), or (C) of this 
section, or an arrangement prescribed 
under paragraph (d)(4) of this section. is 
provided, or the trust is otherwise no 

longer subject to the requirements of 
section 2056A pursuant to section 
2056A(b)(l2), the bond must remain in 
effect until the trust ceases to function 
as a QDOT and any tax liability finally 
determined to be due under section 
2056A(b) is paid, or is finally deter
mined to be zero. 

(1) Requirements for the bond. The 
bond must be with a satisfactory surety, 
as prescribed under section 7101 and 
§ 301.7 IO I-I of this chapter (Regula
tions on Procedure and Administration), 
and is subject to Internal Revenue Ser
vice review as may be prescribed by the 
Commissioner. The bond may not be 
cancelled. The bond must be for a term 
of at least one year and must be auto
matically renewable at the end of that 
term, on an annual basis thereafter, 
unless notice of failure to renew is 
mailed to the U.S. Trustee and the 
Internal Revenue Service at least 60 
days prior to the end of the term, 
including periods of automatic exten
sions. Any notice of failure to renew 
required to be sent to the Internal Rev
enue Service must be sent to the Estate 
and Gift Tax Group in the District 
Office of the Internal Revenue Service 
that has examination jurisdiction over 
the decedent's estate (Internal Revenue 
Service, District Director, [specify loca
tion] District Office, Estate and Gift Tax 
Examination Group, [specify Street Ad
dress, City, State, Zip Code)) (or in the 
case of noncitizen decedents and United 
States citizens who die domiciled out
side the United States, Estate Tax 
Group, Assistant Commissioner (Interna
tional), 950 L'Enfant Plaza, CP:IN:D:C:
EX:HQ: 1114, Washington, DC 20024). 
The Internal Revenue Service will not 
draw on the bond if, within 30 days of 
receipt of the notice of failure to renew, 
the U.S. Trustee notifies the Internal 
Revenue Service (at the same address to 
which notice of failure to renew is to be 
sent) that an alternate arrangement under 
paragraph (d) (I )(i)(A), (B), or (C) or 
(d)(4) of this section, has been secured 
and that the arrangement will take effect 
immediately prior to or upon expiration 
of the bond. 

(2) Form of bond. The bond must be 
in the following form (or in a form that 
is the same as the following form in all 
material respects), or in such alternative 
form as the Commissioner may pre
scribe by guidance published in the 
Internal Revenue Bulletin (see 
§ 601.601(d)(2) of this chapter): 

Bond in Favor of the Internal Rev
enue Service To Secure Payment of 

Section 2056A Estate Tax Imposed Un
der Section 2056A(b) of the Internal 
Revenue Code. 

KNOW ALL PERSONS BY 
THESE PRESENTS, That the under-
signed, , the SURETY, 
and , the PRINCIPAL, 
are irrevocably held and firmly bound to 
pay the Internal Revenue Service upon 
written demand that amount of any tax 
up to $[amount determined under para
graph (d)( 1 j(i)(B) of this section}, im
posed under section 2056A(b)( I) of the 
Internal Revenue Code (including penal
ties and interest on said tax) determined 
by the Internal Revenue Service to be 
payable with respect to the principal as 
trustee for: [Identify trust and governing 
instrument, name and address of 
trustee}, a qualified domestic trust as 
defined in section 2056A(a) of the Inter
nal Revenue Code, for the payment of 
which the said Principal and said Surety, 
bind themselves, their heirs, executors, 
administrators, successors and assigns, 
jointly and severally, firmly by these 
presents. 

WHEREAS, The Internal Revenue 
Service may demand payment under this 
bond at any time if the Internal Revenue 
Service in its sole discretion determines 
that a taxable event with respect to the 
trust has occurred; the trust no longer 
qualifies as a qualified domestic trust as 
described in section 2056A(a) of the 
Internal Revenue Code and the regula
tions promulgated thereunder, or a dis
tribution subject to the tax imposed 
under section 2056A(b)( I ) has been 
made. Demand by the Internal Revenue 
Service for payment may be made 
whether or not the tax and tax return 
(Form 706--QDT) with respect to the 
taxable event is due at the time of such 
demand, or an assessment has been 
made by the Internal Revenue Service 
with respect to the tax. 

NOW THEREFORE, The condition 
of this obligation is such that it must not 
be cancelled and, if payment of all tax 
liability finally determined to be im
posed under section 2056A(b) is made, 
then this obligation is null and void; 
otherwise, this obligation is to remain in 
full force and effect for one year from 
its effective date and is to be automati
cally renewable on an annual basis 
unless, at least 60 days prior to the 
expiration date, including periods of 
automatic renewals, the surety mails to 
the U.S. Trustee and the Internal Rev
enue Service by Registered or Certified 
Mail. return receipt requested. notice of 
the failure to renew. Receipt of this 

1996-2 C.B. 155 



notice of failure to renew by the Internal 
Revenue Service may be considered a 
taxable event. The Internal Revenue Ser
vice will not draw upon the bond if, 
within 30 days of receipt of the notice 
of failure to renew, the trustee notifies 
the Internal Revenue Service that an 
alternate security arrangement has been 
secured and that the arrangement will 
take effect immediately prior to or upon 
expiration of the bond. The surety re
mains liable for all taxable events oc
curring prior to the date of expiration. 
All notices required to be sent to the 
Internal Revenue Service under this 
instrument should be sent to District 
Director, [specify location] District Of
fice, Estate and Gift Tax Examination 
Group, Street Address, City, State, Zip 
Code. (In the case of nonresident non
citizen decedents and United States citi
zens who die domiciled outside the 
United States, all notices should be sent 
to Estate Tax Group, Assistant Commis
sioner (International), 950 L'Enfant 
Plaza, CP:IN:D:C:EX:HQ: 1114, Wash
ington, DC 20024). 

This bond shall be effective as of 
Principal ____ _ 

Date __ _ Surety _____ _ 
Date __ _ 

(3) Additional governing instrument 
requirements. The trust instrument must 
provide that in the event the Internal 
Revenue Service draws on the bond, in 
accordance with its terms, neither the 
U.S. Trustee nor any other person will 
seek a return of any part of the remit
tance until after April 15th of the calen
dar year following the year in which the 
bond is drawn upon. After that date, any 
such remittance will be treated as a 
deposit and returned (without interest) 
upon request of the U.S. Trustee, unless 
it is determined that assessment or col
lection of the tax imposed by section 
2056A(b)(1) is in jeopardy, within the 
meaning of section 6861. If an assess
ment under section 6861 is made, the 
remittance will first be credited to any 
tax liability reported on the Form 706-
QDT, then to any unpaid balance of a 
section 2056A(b)(1 )(A) tax liability 
(plus interest and penalties) for any 
prior taxable years, and any balance will 
then be returned to the U.S. Trustee. 

(4) Procedure. The bond is to be 
filed with the decedent's federal estate 
tax return, Form 706 or 706NA (unless 
an extension for filing the bond is 
granted under § 301.9100 of this chap
ter). The U.S. Trustee must provide a 
written statement with the bond that 
provides a list of the assets that will be 
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used to fund the QDOT and the respec
tive values of the assets. The written 
statement must also indicate whether 
any exclusions under paragraph 
(d)(1)(iv) of this section are claimed. 

(C) Letter of credit. Except as other
wise provided in paragraph (d)(6)(ii) or 
(iii) of this section, the trust instrument 
must provide that whenever the letter of 
credit security arrangement is used for 
the QDOT, the U.S. Trustee must fur
nish an irrevocable letter of credit issued 
by a bank as defined in section 581, a 
United States branch of a foreign bank, 
or a foreign bank with a confirmation 
by a bank as defined in section 581. The 
letter of credit must be for an amount 
equal to 65 percent of the fair market 
value of the trust assets (determined 
without regard to any indebtedness with 
respect to the assets) as of the date of 
the decedent's death (or alternate valua
tion date, if applicable), as finally deter
mined for federal estate tax purposes 
(and as further adjusted as provided in 
paragraph (d)(1)(iv) of this section). If, 
after examination of the estate tax re
turn, the fair market value of the trust 
assets, as originally reported on the 
estate tax return, is adjusted (pursuant to 
a judicial proceeding or otherwise) re
sulting in a final determination of the 
value of the assets as reported on the 
return, the U.S. Trustee has a reasonable 
period of time (not exceeding 60 days 
after the conclusion of the proceeding or 
other action resulting in a final determi
nation of the value of the assets) to 
adjust the amount of the letter of credit 
accordingly. But see, paragraph 
(d)(1)(i)(D) of this section for a special 
rule in the case of a substantial under
valuation of QDOT assets. Unless an 
alternate arrangement under paragraph 
(d)(1)(i)(A), (B), or (C) of this section, 
or an arrangement prescribed under 
paragraph (d)( 4) of this section, is pro
vided, or the trust is otherwise no longer 
subject to the requirements of section 
2056A pursuant to section 
2056A(b )(12), the letter of credit must 
remain in effect until the trust ceases to 
function as a QDOT and any tax liabil
ity finally determined to be due under 
section 2056A(b) is paid or is finally 
determined to be zero. 

(1) Requirements for the letter of 
credit. The letter of credit must be 
irrevocable and provide for sight pay
ment. The letter of credit must have a 
term of at least one year and must be 
automatically renewable at the end ?f 
the term at least on an annual baSIS, 
unless n'otice of failure to renew is 

mailed to the U.S. Trustee and the 
Internal Revenue Service at least sixty 
days prior to the end of the tenn, 
including periods of automatic renewals. 
If the letter of credit is issued by the 
U.S. branch of a foreign bank and the 
U.S. branch is closing, the branch (or 
foreign bank) must notify the U.S. 
Trustee and the Internal Revenue Service 
of the closure and the notice of closure 
must be mailed at least 60 days prior to 
the date of closure. Any notice of failure 
to renew or closure of a U.S. branch of 
a foreign bank required to be sent to the 
Internal Revenue Service must be sent to 
the Estate and Gift Tax Group in the 
District Office of the Internal Revenue 
Service that has examination jurisdiction 
over the decedent's estate (Internal Rev
enue Service, District Director, [specify 
location] District Office, Estate and Gift 
Tax Examination Group, [Street Address, 
City State, Zip Code]) (or in the case of 
noncitizen decedents and United States 
citizens who die domiciled outside the 
United States, Estate Tax, Assistant 
Commissioner (International), 950 
L'Enfant Plaza, CP:IN:D:C:EX:HQ:I114, 
Washington, DC 20024). The Internal 
Revenue Service will not draw on the 
letter of credit if, within 30 days of 
receipt of the notice of failure to renew 
or closure of the U.S. branch of a 
foreign bank, the U.S. Trustee notifies 
the Internal Revenue Service (at the 
same address to which notice is to be 
sent) that an alternate arrangement under 
paragraph (d)(l)(i)(A), (B), or (C), or 
(d)( 4) of this section, has been secured 
and that the arrangement will take effect 
immediately prior to or upon expiration 
of the letter of credit or closure of the 
U.S. branch of the foreign bank. 

(2) Form of letter of credit. The letter 
of credit must be made in the following 
form (or in a form that is the same as 
the following form in all material re
spects), or an alternative form that the 
Commissioner prescribes by guidance 
published in the Internal Revenue Bulle
tin (see § 601.601(d)(2) of this chapter): 

[Issue Date] 

To: Internal Revenue Service 
Attention: District Director, [specify 

location] District Office 
Estate and Gift Tax Examination 

Group 
[Street Address, City, State, 

ZIP Code] 
[Or in the case of nonresident noncitizen 
decedents and United States citizens 
who die domiciled outside the United 
States, 



To: Estate Tax Group, 
Assistant Commissioner 

(International) 
950 L'Enfant Plaza 
CP:IN:D:C:EX:HQ: 1114 
Washington, DC 20024]. 

Dear Sirs: 
We hereby establish our irrevocable 

Letter of Credit No. __ in your favor 
for drawings up to U.S. $ [Applicant 
should provide bank with amount which 
Applicant determined under paragraph 
(d)( 1)(i)(C)] effective immediately. This 
Letter of Credit is issued, presentable 
and payable at our office at ___ _ 
_____ and expires at 3:00 p.m. 
[EDT, EST, CDT, CST, MDT, MST, 
PDT, PST] on at said office. 

For information and reference only, 
we are informed that this Letter of 
Credit relates to [Applicant should pro
vide bank with the identity of qualified 
domestic trust and governing instru
ment], and the name, address, and iden
tifying number of the trustee is [Appli
cant should provide bank with the 
trustee name, address and the QDOTs 
TIN number, if any]. 

Drawings on this Letter of Credit are 
available upon presentation of the fol
lowing documents: 

1. Your draft drawn at sight on us 
bearing our Letter of Credit No. 
__ ; and 
2. Your signed statement as follows: 
The amount of the accompanying 
draft is payable under [identify bank] 
irrevocable Letter of Credit No. 
______ pursuant to section 
2056A of the Internal Revenue Code 
and the regulations promulgated 
thereunder, because the Internal Rev
enue Service in its sole discretion has 
determined that a "taxable event" 
with respect to the trust has occurred; 
e.g., the trust no longer qualifies as a 
qualified domestic trust as described 
in section 2056A of the Internal Rev
enue Code and regulations promul
gated thereunder, or a distribution 
subject to the tax imposed under 
section 2056A(b)( 1 ) of the Internal 
Revenue Code has been made. 
Except as expressly stated herein, this 

undertaking is not subject to any agree
ment, requirement or qualification. The 
obligation of [Name of Issuing Bank] 
under this Letter of Credit is the indi
vidual obligation of [Name of Issuing 
Bank] and is in no way contingent upon 
reimbursement with respect thereto. 

It is a condition of this Letter of 
Credit that it is deemed to be automati-

cally extended without amendment for a 
period of one year from the expiration 
date hereof, or any future expiration 
date, unless at least 60 days prior to any 
expiration date, we mail to you and to 
the U.S. Trustee notice by Registered 
Mail or Certified Mail, return receipt 
requested, or by courier to your and the 
trustee's address indicated above, that 
we elect not to consider this Letter of 
Credit renewed for any such additional 
period. Upon receipt of this notice, you 
may draw hereunder on or before the 
then current expiration date, by presen
tation of your draft and statement as 
stipulated above. 

[In the case of a letter of credit issued 
by a U.S. branch of a foreign bank the 
following language must be added]. It is 
a further condition of this Letter of 
Credit that if the u.s. branch of {name 
of foreign bank} is to be closed, that at 
least sixty days prior to closing, we mail 
to you and the u.s. Trustee notice by 
Registered Mail or Certified Mail, return 
receipt requested, or by courier to your 
and the u.S. Trustee's address indicated 
above, that this branch will be closing. 
This notice will specify the actual date of 
closing. Upon receipt of the notice, you 
may draw hereunder on or before the 
date of closure, by presentation of your 
draft and statement as stipulated above. 

Except where otherwise stated herein, 
this Letter of Credit is subject to the 
Uniform Customs and Practice for 
Documentary Credits, 1993 Revision, 
ICC Publication No. 500. If we notify 
you of our election not to consider this 
Letter of Credit renewed and the expira
tion date occurs during an interruption 
of business described in Article 17 of 
said Publication 500, unless you had 
consented to cancellation prior to the 
expiration date, the bank hereby specifi
cally agrees to effect payment if this 
Letter of Credit is drawn against within 
30 days after the resumption of busi
ness. 

Except as stated herein, this Letter of 
Credit cannot be modified or revoked 
without your consent. 

Authorized Signature _____ _ 
Date __ _ 

(3) Form of confirmation. If the require
ments of this paragraph (d)( I )(i)(C) are 
satisfied by the issuance of a letter of 
credit by a foreign bank with confirma
tion by a bank as defined in section 581, 
the confirmation must be made in the 
following form (or in a form that is the 
same as the following form in all mate
rial respects), or an alternative form as 

the Commissioner prescribes by guid
ance published in the Internal Revenue 
Bulletin (see § 602.101(d)(2) of this 
chapter): 

[Issue Date] 
To: Internal Revenue Service 

Attention: District Director, 
{specify location} 

District Office 
Estate and Gift Tax 

Examination Group 
[State Address, City, 

State, ZIP Code] 
[or in the case of nonresident noncitizen 
decedents and United States citizens 
who die domiciled outside the United 
States, 
To: Estate Tax Group, 

Assistant Commissioner 
(International) 

950 L'Enfant Plaza 
CP:IN:D:C:EX:HQ: 1114 
Washington, DC 20024]. 

Dear Sirs: 
We hereby confirm the enclosed irre-

vocable Letter of Credit No. __ _ 
and amendments thereto, if any, in your 
favor by [Issuing Bank] 
for drawings up to U.S. $, _____ _ 
[same amount as in initial Letter of 
Credit] effective immediately. This con
firmation is issued, presentable and pay
able at our office at and 
expires at 3:00 p.m. [EDT, EST, 
CDT, CST, MDT, MST, PDT, PST] on 
___ at said office. 

For information and reference only, 
we are informed that this Confirmation 
relates to [Applicant should provide 
bank with the identity of qualified do
mestic trust and governing instrument], 
and the name, address, and identifying 
number of the trustee is [Applicant 
should provide bank with the trustee 
name, address and the QDOT's TIN 
number, if any]. 

We hereby undertake to honor your 
sight draft(s) drawn as specified in the 
Letter of Credit. 

Except as expressly stated herein, this 
undertaking is not subject to any agree
ment, condition or qualification. The 
obligation of [Name of Confirming 
Bank] under this Confirmation is the 
individual obligation of [Name of Con
firming Bank] and is in no way contin
gent upon reimbursement with respect 
thereto. 

It is a condition of this Confirmation 
that it is deemed to be automatically 
extended without amendment for a pe
riod of one year from the expiry date 
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hereof, or any future expiration date, 
unless at least sixty days prior to the 
expiration date, we send to you and to 
the U.S. Trustee notice by Registered 
Mail or Certified Mail, return receipt 
requested, or by courier to your and the 
trustee's addresses, respectively, indi
cated above, that we elect not to con
sider this Confirmation renewed for any 
additional period. Upon receipt of this 
notice by you, you may draw hereunder 
on or before the then current expiration 
date, by presentation of your draft and 
statement as stipulated above. 

Except where otherwise stated herein, 
this Confirmation is subject to the Uni
form Customs and Practice for Docu
mentary Credits. 1993 Revision, ICC 
Publication No. 500. If we notify you of 
our election not to consider this Confir
mation renewed and the expiration date 
occurs during an interruption of business 
described in Article 17 of said Publica
tion 500, unless you had consented to 
cancellation prior to the expiration date, 
the bank hereby specifically agrees to 
effect payment if this Confirmation is 
drawn against within 30 days after the 
resumption of business. 

Except as stated herein, this Confir
mation cannot be modified or revoked 
without your consent. 

Authorized Signature _____ _ 
Date __ _ 

(4) Additional governing instrument 
requirements. The trust instrument must 
provide that if the Internal Revenue 
Service draws on the letter of credit (or 
confirmation) in accordance with its 
terms, neither the U.S. Trustee nor any 
other person will seek a return of any 
part of the remittance until April 15th of 
the calendar year following the year in 
which the letter of credit (or confirma
tion) is drawn upon. After that date, any 
such remittance will be treated as a 
deposit and returned (without interest) 
upon request of the U.S. Trustee after 
the date specified above, unless it is 
determined that assessment or collection 
of the tax imposed by section 
2056A(b)(1) is in jeopardy, within the 
meaning of section 6861. I f an assess
ment under section 6861 is made, the 
remittance will first be credited to any 
tax liability reported on the Form 706-
QDT, then to any unpaid balance of a 
section 2056A(b)(1 )(A) tax liability 
(plus interest and penalties) for any 
prior taxable years, and any balance will 
then be returned to the U.S. Trustee. 

(5) Procedure. The letter of credit 
(and confirmation, if applicable) is to be 
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filed with the decedent's federal estate 
tax return, Form 706 or 706NA (unless 
an extension for filing the letter of 
credit is granted under § 301.9100 of 
this chapter). The U.S. Trustee must 
provide a written statement with the 
letter of credit that provides a list of the 
assets that will be used to fund the 
QDOT and the respective values of the 
assets. The written statement must also 
indicate whether any exclusions under 
paragraph (d)(1 )(iv) of this section are 
claimed. 

(D) Disallowance of marital deduc
tion for substantial undervaluation of 
QDOT property in certain situations. (1) 
If either-

(i) The bond or letter of credit secu
rity arrangement under paragraph 
(d)(l)(i)(B) or (C) of this section is 
chosen by the U.S. Trustee; or 

(ii) The QDOT property as originally 
reported on the decedent's estate tax 
return is valued at $2 million or less 
but, as finally determined for federal 
estate tax purposes, the QDOT property 
is determined to be in excess of $2 
million, then the marital deduction will 
be disallowed in its entirety for failure 
to comply with the requirements of 
section 2056A if the value of the QDOT 
property reported on the estate tax re
turn is 50 percent or less of the amount 
finally determined to be the correct 
value of the property for federal estate 
tax purposes. 

(2) The preceding sentence does not 
apply if-

(i) There was reasonable cause for 
the undervaluation; and 

(ii) The fiduciary of the estate acted 
in good faith with respect to the under
valuation. For this purpose, § 1.6664-
4(b) of this chapter applies, to the extent 
applicable, with respect to the facts and 
circumstances to be taken into account 
in' making this determination. 

(ii) QDOTs with assets of $2 million 
or less. If the fair market value of the 
assets passing, treated, or deemed to 
have passed to the QDOT (or in the 
form of a QDOT), determined without 
reduction for any indebtedness with re
spect to the assets, as finally determined 
for federal estate tax purposes, is $2 
million or less as of the date of the 
decedent's death or, if applicable, the 
alternate valuation date (adjusted as pro
vided in paragraph (d)(1 )(iv) of this 
section), the trust instrument must pro
vide that either no more than 35 percent 
of the fair market value of the trust 
assets, determined annually on the last 
day of the taxable year of the trust (or 

on the last day of the calendar year if 
the QDOT does not have a taxable 
year), will consist of real property lo
cated outside of the United States, or the 
trust will meet the requirements pre
scribed by paragraph (d)(l)(i)(A), (B), 
or (C) of this section. See paragraph 
(d)(l)(ii)(D) of this section for special 
rules in the case of principal distribu
tions from a QDOT, fluctuations in the 
value of foreign real property held by a 
QDOT due to changes in value of 
foreign currency, and fluctuations in the 
fair market value of assets held by the 
QDOT. See paragraph (d)(l)(iv) of this 
section for a special rule for personal 
residences. If the fair market value, as 
originally reported on the decedent's 
estate tax return, of the assets passing or 
deemed to have passed to the QDOT 
(determined without reduction for any 
indebtedness with respect to the assets) 
is $2 million or less, but the fair market 
value of the assets as finally determined 
for federal estate tax purposes is more 
than $2 million, the U.S. Trustee has a 
reasonable period of time (not exceeding 
sixty days after the conclusion of the 
proceeding or other action resulting in a 
final determination of the value of the 
assets) to meet the requirements pre
scribed by paragraph (d)(l )(i)(A), (B), 
or (C) of this section. However, see 
paragraph (d)(l)(i)(D) of this section in 
the case of a substantial undervaluation 
of QDOT assets. See § 20.2056A-
2(d)(l)(iii) for the definition of finally 
determined. 

(A) Multiple QDOTs. For purposes of 
this paragraph (d)(l)(ii), if more than 
one QDOT is established for the benefit 
of the surviving spouse, the fair market 
value of all the QDOTs are aggregated 
in determining whether the $2 million 
threshold under this paragraph (d)(l )(ii) 
is exceeded. 

(B) Look-through rule. For purposes 
of determining whether no more than 35 
percent of the fair market value of the 
QDOT assets consists of foreign real 
property, if the QDOT owns more than 
20% of the voting stock or value in a 
corporation with 15 or fewer sharehold· 
ers, or more than 20% of the capital 
interest of a partnership with 15 or 
fewer partners, then all assets owned by 
the corporation or partnership are 
deemed to be owned directly by the 
QDOT to the extent of the QDOT's pro 
rata share of the assets of that corpora
tion or partnership. For a partnership, 
the QDOT partner's pro rata share is 
based on the greater of its interest in the 
capital or profits of the partnership. For 



purposes of this paragraph, all stock in 
the corporation, or interests in the part
nership, as the case may be, owned by 
or held for the benefit of the surviving 
spouse, or any members of the surviving 
spouse's family (within the meaning of 
section 267(c)(4», are treated as owned 
by the QDOT solely for purposes of 
determining the number of partners or 
shareholders in the entity and the 
QDOT's percentage voting interest or 
value in the corporation or capital inter
est in the partnership, but not for the 
purpose of determining the QDOT's pro 
rata share of the assets of the entity. 

(C) Interests in other entities. Inter
ests owned by the QDOT in other 
entities (such as an interest in a trust) 
are accorded treatment consistent with 
that described in paragraph (d)(l)(ii)(B) 
of this section. 

(D) Special rule for foreign real 
property. For purposes of this paragraph 
(d)(l)(ii), if, on the last day of any 
taxable year during the term of the 
QDOT (or the last day of the calendar 
year if the QDOT does not have a 
taxable year), the value of foreign real 
property owned by the QDOT exceeds 
35 percent of the fair market value of 
the trust assets due to: distributions of 
QDOT principal during that year; fluc
tuations in the value of the foreign 
currency in the jurisdiction where the 
real estate is located; or fluctuations in 
the fair market value of any assets held 
in the QDOT, then the QDOT will not 
be treated as failing to meet the require
ments of this paragraph (d)(l). Accord
ingly, the QDOT will not cease to be a 
QDOT within the meaning of 
§ 20.2056A-5(b)(3) if, by the end of 
the taxable year (or the last day of the 
calendar year if the QDOT does not 
have a taxable year) of the QDOT 
immediately following the year in which 
the 35 percent limit was exceeded, the 
value of the foreign real property held 
by the QDOT does not exceed 35 
percent of the fair market value of the 
trust assets or, alternatively, the QDOT 
meets the requirements of either para
graph (d)(l )(i)(A), (B), or (C) of this 
section on or before the close of that 
succeeding year. 

(iii) Definition of finally determined. 
For purposes of § 20.2056A-2(d)(l )(i) 
and (ii), the fair market value of assets 
will be treated as finally determined on 
the earliest to occur of-

(A) The entry of a decision, judg
ment, decree, or other order by any 
court of competent jurisdiction that has 
become final; 

(B) The execution of a closing agree
ment made under section 7121; 

(C) Any final disposition by the In
ternal Revenue Service of a claim for 
refund; 

(D) The issuance of an estate tax 
closing letter (Form L-154 or equiva
lent) if no claim for refund is filed; or 

(E) The expiration of the period of 
assessment. 

(iv) Special rules for personal resi
dence and related personal effects-(A) 
Two million dollar threshold. For pur
poses of determining whether the $2 
million threshold under paragraphs 
(d)(l)(i) and (ii) of this section has been 
exceeded, the executor of the estate may 
elect to exclude up to $600,000 in value 
attributable to real property (and related 
furnishings) owned directly by the 
QDOT that is used by, or held for the 
use of the surviving spouse as a per
sonal residence and that passes, or is 
treated as passing, to the QDOT under 
section 2056(d). The election may be 
made regardless of whether the real 
property is situated within or without 
the United States. The election is made 
by attaching to the estate tax return on 
which the QDOT election is made a 
written statement claiming the exclusion. 
The statement must clearly identify the 
property or properties (i.e. address and 
location) for which the election is being 
made. 

(B) Security requirement. For pur
poses of determining the amount of the 
bond or letter of credit required when 
paragraph (d)(l)(i)(B) or (C) of this 
section applies, the executor of the es
tate may elect to exclude, during the 
term of the QDOT, up to $600,000 in 
value attributable to real property (and 
related furnishings) owned directly by 
the QDOT that is used by, or held for 
the use of the surviving spouse as a 
personal residence and that passes, or is 
treated as passing, to the QDOT under 
section 2056(d). The election may be 
made regardless of whether the real 
property is situated within or without 
the United States. The election is made 
by attaching to the estate tax return on 
which the QDOT election is made a 
written statement claiming the exclusion. 
If an election is not made on the 
decedent's estate tax return, the election 
may be made, prospectively, at any 
time, during the term of the QDOT, by 
attaching to the Form 706-QDT a writ
ten statement claiming the exclusion. A 
statement may also be attached to the 
Form 706-QDT that cancels a prior 
election of the personal residence exclu-

sion that was made under this para
graph, either on the decedent's estate tax 
return or on a Form 706-QDT. 

(C) Foreign real property limitation. 
The special rules of this paragraph 
(d)(l )(iv) do not apply for purposes of 
determining whether more than 35 per
cent of the QDOT assets consist of 
foreign real property under paragraph 
(d)(l )(ii) of this section. 

(D) Personal residence. For purposes 
of this paragraph (d)(l)(iv), a personal 
residence is either the principal resi
dence of the surviving spouse within the 
meaning of section 1034 or one other 
residence of the surviving spouse. In 
order to be used by or held for the use 
of the spouse as a personal residence, 
the residence must be available at all 
times for use by the surviving spouse. 
The residence may not be rented to 
another party, even when not occupied 
by the spouse. A personal residence may 
include appurtenant structures used by 
the surviving spouse for residential pur
poses and adjacent land not in excess of 
that which is reasonably appropriate for 
residential purposes (taking into account 
the residence's size and location). 

(E) Related furnishings. The term re
lated furnishings means furniture and 
commonly included items such as appli
ances, fixtures, decorative items and 
china, that are not beyond the value 
associated with normal household and 
decorative use. Rare artwork, valuable 
antiques, and automobiles of any kind or 
class are not within the meaning of this 
term. 

(F) Required statement. If one or 
both of the exclusions provided in para
graph (d)(l)(iv)(A) or (B) of this section 
are elected by the executor of the estate 
and the personal residence is later sold 
or ceases to be used, or held for use as 
a personal residence, the U.S. Trustee 
must file the statement that is required 
under paragraph (d)(3) of this section at 
the time and in the manner provided in 
paragraphs (d)(3)(ii) and (iii) of this 
section. 

(G) Cessation of use. Except as pro
vided in this paragraph (d) (I )(iv)(G), if 
the residence ceases to be used by, or 
held for the use of, the spouse as a 
personal residence of the spouse, or if 
the residence is sold during the term of 
the QDOT, the exclusions provided in 
paragraphs (d)(l)(iv)(A) and (B) of this 
section cease to apply. However, if the 
residence is sold, the exclusion contin
ues to apply if, within 12 months of the 
date of sale, the amount of the adjusted 
sales price (as defined in section 
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1 034(b)(1» is reinvested to purchase a 
new personal residence for the spouse. 
If less than- the amount of the adjusted 
sales price is reinvested, the amount of 
the exclusion equals the amount rein
vested in the new residence plus any 
amount previously allocated to a resi
dence that continues to qualify for the 
exclusion, up to a total of $600,000. If 
the QDOT ceases to qualify for all or 
any portion of the initially claimed 
exclusions, paragraph (d)(1 )(i) of this 
section, if applicable (determined as if 
the portion of the exclusions disallowed 
had not been initially claimed by the 
QDOT), must be complied with no later 
than 120 days after the effective date of 
the cessation. In addition, if a residence 
ceases to be used by, or held for the use 
of the spouse as a personal residence of 
the spouse or if the personal residence is 
sold during the term of the QDOT, the 
personal residence exclusion may be 
allocated to another residence that is 
held in either the same QDOT or in 
another QDOT that is established for the 
surviving spouse, if the other residence 
qualifies as being used by, or held for 
the use of the spouse as a personal 
residence. The trustee may allocate up 
to $600,000 to the new personal resi
dence (less the amount previously allo
cated to a residence that continues to 
qualify for the exclusion) even if the 
entire $600,000 exclusion was not previ
ously utilized with respect to the origi
nal personal residence(s). 

(v) Anti-abuse rule. Regardless of 
whether the QDOT designates a bank as 
the U.S. Trustee under paragraph 
(d)(l)(i)(A) of this section (or otherwise 
complies with paragraph (d)(l )(i)(A) of 
this section by naming a foreign bank 
with a United States branch as a trustee 
to serve with the U.S. Trustee), complies 
with paragraph (d)(l )(i)(B) or (C) of 
this section, or is subject to and com
plies with the foreign real property 
requirements of paragraph (d)(1)(ii) of 
this section, the trust immediately ceases 
to qualify as a QDOT if the trust 
utilizes any device or arrangement that 
has, as a principal purpose, the avoid
ance of liability for the estate tax im
posed under section 2056A(b)( 1), or the 
prevention of the collection of the tax. 
For example, the trust may become 
subject to this paragraph (d)(1)(v) if the 
U.S. Trustee that is selected is a domes
tic corporation established with insub
stantial capitalization by the surviving 
spouse or members of the spouse's 
family. 
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(2) Individual trustees. If the U.S. 
Trustee is an individual United States 
citizen, the individual must have a tax 
home (as defined in section 911(d)(3» 
in the United States. 

(3) Annual reporting requirements
(i) In general. The U.S. Trustee must 
file a written statement described in 
paragraph (d)(3)(iii) of this section, if 
the QDOT satisfies anyone of the 
following criteria for the applicable re
porting years-

(A) The QDOT directly owns any 
foreign real property on the last day of 
its taxable year (or the last day of the 
calendar year if it has no taxable year), 
and the QDOT does not satisfy the 
requirements of paragraph (d)(1)(i)(A), 
(B), or (C) or (d)(4) of this section by 
employing a bank as trustee or provid
ing security; or 

(B) The personal residence previously 
subject to the exclusion under paragraph 
(d)(1)(iv) of this section is sold, or that 
personal residence ceases to be used, or 
held for use, as a personal residence, 
during the taxable year (or during the 
calendar year if the QDOT does not 
have a taxable year); or 

(C) After the application of the look
through rule contained in paragraph 
(d)(1)(ii)(B) of this section, the QDOT 
is treated as owning any foreign real 
property on the last day of the taxable 
year (or the last day of the calendar year 
if the QDOT has no taxable year), and 
the QDOT does not satisfy the require
ments of paragraph (d)(1 )(A), (B), (C) 
or (d)(4) of this section by employing a 
bank as trustee or providing security. 

(ii) Time and manner of filing. The 
written statement, containing the infor
mation described in paragraph (d)(3)(iii) 
of this section, is to be filed for the 
taxable year of the QDOT (calendar 
year if the QDOT does not have a 
taxable year) for which any of the 
events or conditions requiring the filing 
of a statement under paragraph (d)(3)(i) 
of this section have occurred or have 
been satisfied. The written statement is 
to be submitted to the Internal Revenue 
Service by filing a Form 706-QDT, with 
the statement attached, no later than 
April 15th of the calendar year follow
ing the calendar year in which or with 
which the taxable year of the QDOT 
ends (or by April 15th of the following 
year if the QDOT has no taxable year), 
unless an extension of time is obtained 
under § 20.2056A-ll(a). The Form 
706-QDT, with attached statement, must 
be filed regardless of whether the Form 
706-QDT is otherwise required to be 

filed under the provisions of this chap
ter. Failure to file timely the statement 
may subject the QDOT to the rules of 
paragraph (d)(l)(v) of this section. 

(iii) Contents of statement. The writ
ten statement must contain the following 
information-

(A) The name, address, and taxpayer 
identification number, if any, of the U.S. 
Trustee and the QDOT; and 

(B) A list summarizing the assets 
held by the QDOT, together with the 
fair market value of each listed QDOT 
asset, determined as of the last day of 
the taxable year (December 31 if the 
QDOT does not have a taxable year) for 
which the written statement is filed. If 
the look-through rule contained in para
graph (d)(1)(ii)(B) of this section ap
plies, then the partnership, corporation, 
trust or other entity must be identified 
and the QDOT's pro rata share of the 
foreign real property and other assets 
owned by that entity must be listed on 
the statement as if directly owned by the 
QDOT; and 

(C) If a personal residence previously 
subject to the exclusion under paragraph 
(d)(1)(iv) of this section is sold during 
the taxable year (or during the calendar 
year if the QDOT does not have a 
taxable year), the statement must pro
vide the date of sale, the adjusted sales 
price (as defined in section I034(b)(l», 
the extent to which the amount of the 
adjusted sales price has been or will be 
used to purchase a new personal resi
dence and, if not timely reinvested, the 
steps that will or have been taken to 
comply with paragraph (d)(l)(i) of this 
section, if applicable; and 

(D) If the personal residence ceases 
to be used, or held for use, as a personal 
residence by the surviving spouse during 
the taxable year (or during the calendar 
year if the QDOT does not have a 
taxable year), the written statement must 
describe the steps that will or have been 
taken to comply with paragraph (d)(l)(i) 
of this section, if applicable. 

(4) Request for alternate arrangement 
or waiver. If the Commissioner provides 
guidance published in the Internal Rev
enue Bulletin (see § 601.601(d)(2) of 
this chapter) pursuant to which a testa
tor, executor, or the U.S. Trustee may 
adopt an alternate plan or arrangement 
to assure collection of the section 2056A 
estate tax, and if the alternate plan or 
arrangement is adopted in accordance 
with the published guidance, then the 
QDOT will be treated, subject to para
graph (d)(1)(v) of this section, as meet
ing the requirements of paragraph (d)(l) 



of this section. Until this guidance is 
published in the Internal Revenue Bulle
tin (see § 601.601(d)(2) of this chapter), 
taxpayers may submit a request for a 
private letter ruling for the approval of 
an alternate plan or arrangement pro
posed to be adopted to assure collection 
of the section 2056A estate tax in lieu 
of the requirements prescribed in this 
paragraph (d)(4). 

(5) Adjustment of dollar threshold 
and exclusion. The Commissioner may 
increase or decrease the dollar amounts 
referred to in paragraph (d)(l )(i), (ii) or 
(iv) of this section in accordance with 
guidance published in the Internal Rev
enue Bulletin (see § 601.601(d)(2) of 
this chapter). 

(6) Effective date and special rules. 
(i) This paragraph (d) is effective for 
estates of decedents dying after Febru
ary 19, 1996. 

(ii) Special rule in the case of incom
petency. A revocable trust or a trust 
created under the terms of a will is 
deemed to meet the governing instru
ment requirements of this paragraph (d) 
notwithstanding that the requirements 
are not contained in the governing in
strument (or otherwise incorporated by 
reference) if the trust instrument (or 
will) was executed on or before Novem
ber 20, 1995, and-

(A) The testator or settlor dies after 
February 19, 1996; 

(B) The testator or settlor is, on No
vember 20, 1995, and at all times 
thereafter, under a legal disability to 
amend the will or trust instrument; 

(C) The will or trust instrument does 
not provide the executor or the U.S. 
Trustee with a power to amend the 
instrument in order to meet the require
ments of section 2056A; and 

(D) The U.S. Trustee provides a writ
ten statement with the federal estate tax 
retum (Form 706 or 706NA) that the 
trust is being administered (or will be 
administered) so as to be in actual com
pliance with the requirements of this 
paragraph (d) and will continue to be 
administered so as to be in actual com
pliance with this paragraph (d) for the 
duration of the trust. This statement must 
be binding on all successor trustees. 

(iii) Special rule in the case of certain 
irrevocable trusts. An irrevocable trust is 
deemed to meet the governing instru
ment requirements of this paragraph (d) 
notwithstanding that the requirements are 
not contained in the governing instru
ment (or otherwise incorporated by refer
ence) if the trust was executed on or 
before November 20, 1995, and: 

(A) The settlor dies after February 
19, 1996; 

(B) The trust instrument does not 
provide the U.S. Trustee with a power 
to amend the trust instrument in order to 
meet the requirements of section 2056A; 
and 

(C) The U.S. Trustee provides a writ
ten statement with the decedent's federal 
estate tax return (Form 706 or 706NA) 
that the trust is being administered in 
actual compliance with the requirements 
of this paragraph (d) and will continue 
to be administered so as to be in actual 
compliance with this paragraph (d) for 
the duration of the trust. This statement 
must be binding on all successor trust
ees. 

§ 20.2056A-2T [Removed] 

Par. 3a. Section 20.2056A-2T is re
moved. 

PART 602-0MB CONTROL NUM
BERS UNDER THE PAPERWORK 
REDUCTION ACT 

Par. 4. The authority citation for part 
602 continues to read as follows: 
Authority: 26 U.S.c. 7805. 

Par. 5. In § 602.101, paragraph (c) is 
amended by: 

I. Removing the following entry 
from the table: 

§ 602.101 OMB Control numbers. 

* 

(c) * * * 
CFR part or section 
where identified and 
described 

* * * * 

Current OMB 
control No. 

* 
20.2056A-2T(d) . . . . . .. 1545-1443 

* * * * * 
2. Adding the following entry in nu

merical order to the table to read as 
follows: 

§ 602.101 OMB Control numbers. 

(c) * * * 
CFR part or section 
where identified and 
described 

* * * 

* 

* 

Current OMB 
control No. 

* 
20.2056A-2........ ... 1545-1443 

* * * * * 

Margaret Milner Richardson. 
Commissioner of 1nternal Revenue. 

Approved September 19, 1996. 

Donald C. Lubick, 
Acting Assistant Secretary 

of the Treasury. 

(Filed by the Office of the Federal Register on 
November 27. 1996, 8:45 a.m., and published in 
the issue of the Federal Register for November 29. 
1996. 61 F.R. 60551) 

26 CFR 20.2056A-2(d)( I I: Security and OTher 
arrangements for paymenT of eSTaTe Tax imposed 
under seCTion 2056A(b)( I I. 

Sample paragraphs are provided that may be 
used to satisfy the governing instrument require
ments contained in §§ 20.2056A-2(d)(1 )(i) and 
(d)( I )(ii) of the Estate Tax Regulations for a 
qualified domestic trust (QDOn as described in 
§ 2056A of the Internal Revenue Code. See Rev. 
Proc. 96-54, page 386. 

Chapter 12.-Gift Tax 

Subchapter B.-Transfers 

Section 2511.-Transfers in 
General 

26 CFR 25.2511-2: Cessation of donor's dominion 
and conTrol. 
(Also § 2031; 20.2031-5.1 

If certain conditions are satisfied, the 
delivery of a check to a noncharitable 
donee will be deemed to be complete for 
federal gift and estate tax purposes when 
the check is deposited, cashed against 
available funds of the donee, or pre
sented for payment in the calendar year 
for which favorable gift tax treatment is 
sought. Rev. Rul. 67-396 modified. 

Rev. Rul. 96-56 

In view of the Fourth Circuit's deci
sion in Metzger v. Commissioner, 38 
F.3d 118 (4th Cir. 1994) the Internal 
Revenue Service has reconsidered the 
rationale for the holding in Situation I 
of Rev. Rul. 67-396, 1967-2 C.B. 351. 
In Situation I, the donor transferred a 
gift check on December 25 to a 
noncharitable donee, but the donee held 
the check until January 2 of the follow
ing year when it was cashed by the 
drawee bank. Rev. Rul. 67-396 con
c ludes that the gift was not complete for 
federal gift tax purposes until the check 
was paid by the drawee bank on January 
2, because prior to the check's payment, 
certification, acceptance by the drawee, 
or negotiation, the donor had not relin
quished dominion and control over the 
funds. Prior to the occurrence of one of 
these events, the donor could have 
stopped payment and revoked the gift. 

Met;.ger holds that if a check is 
delivered to a noncharitable donee. for 
federal gift tax purposes, completion of 
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the gift relates back to the date the 
check was deposited by the donee. pro
vided the check is paid by the drawee 
bank while the donor is alive and: (1) 
the donor intended to make a gift; (2) 
delivery of the check was unconditional: 
and (3) the donee presented the check 
for payment in the year for which com
pleted gift treatment is sought and within 
a reasonable time of issuance. The Ser
vice will follow the Met::.ger decision. 

HOLDING 

Rev. Rul. 67-396 is modified to pro
vide that the delivery of a check to a 
noncharitable donee will be deemed to 
be a completed gift for federal gift and 
estate tax purposes on the earlier of (i) 
the date on which the donor has so 
parted with dominion and control under 
local law as to leave in the donor no 
power to change its disposition, or (ii) 
the date on which the donee deposits the 
check (or cashes the check against avail
able funds of the donee) or presents the 
check for payment, if it is established 
that: (I) the check was paid by the 
drawee bank when first presented to the 
drawee bank for payment; (2) the donor 
was alive when the check was paid by 
the drawee bank; (3) the donor intended 
to make a gift; (4) delivery of the check 
by the donor was unconditional; and (5) 
the check was deposited, cashed, or 
presented in the calendar year for which 
completed gift treatment is sought and 
within a reasonable time of issuance. 
The result in Situation J of Rev. Rul. 
67-396 remains the same for two rea
sons: the check was not delivered un
conditionally (the donor requested that 
the donee not deposit or cash the check 
for a few days) and the check was not 
presented for payment in the same cal
endar year for which completed gift 
treatment was sought. 

EFFECT ON OTHER DOCUMENTS 

Rev. Rul. 67-396 is modified. 

Subtitle C.-Employment Taxes 

Chapter 21.-Federal Insurance Contributions 

Act 

SubChapter C.-General Provisions 

Section 3121.-Definitions 

26 CFR 31.3121(a)-l: Wages. 

Is back pay that is received in satisfaction of a 
claim for denial of a promotion due to disparate 
treatment employment discrimination under Title 
VII of the Civil Rights Act of 1964, as amended 
in 1991. treated as .. wages" for purposes of 
~ 3121 (FICM' See Rev. Rul. 96-65. page 6. 
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Chapter 22.-Rallroad 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 Sec
tion 3221 (c) of the Railroad Retirement 
Tax Act (26 USc. 3221(c», the Rail
road 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 
compensation is paid by such employer 
for services rendered to him during the 
quarter beginning July 1, 1996, shall be 
at the rate of 34 cents. 

In accordance with directions in Sec
tion 15(a) of the Railroad Retirement 
Act of 1974, the Railroad Retirement 
Board has determined that for the quar
ter beginning July 1, 1996, 33.4 percent 
of the taxes collected under Sections 
3211(b) and 3221(c) of the Railroad 
Retirement Tax Act shall be credited to 
the Railroad Retirement Account and 
66.6 percent of the taxes collected under 
such Sections 3211(b) and 3221(c) plus 
100 percent of the taxes collected under 
Section 3221(d) of the Railroad Retire
ment Tax Act shall be credited to the 
Railroad Retirement Supplemental Ac
count. 

Dated May 29, 1996. 

Beatrice Ezerski, 
Secretary to the Board. 

(Filed by the Office of the Federal Register on 
June 5, 1996, 8:45 a.m., and published in the issue 
of the Federal Register for June 6, 1996, 61 F.R. 
28911) 

Determination of Quarterly Rate of 
Excise Tax for Railroad Retirement 
Supplemental Annuity Program 

In accordance with directions in Sec
tion 3221 (c) of the Railroad Retirement 
Tax Act (26 U.S.c., Section 3221(c)), 
the Railroad Retirement Board has de
termined that the excise tax imposed by 
such Section 322I(c) on every em
ployer, with respect to having individu
als in his employ, for each work-hour 
for which compensation is paid by such 
employer for services rendered to him 
during the quarter beginning October I, 
1996, shall be at the rate of 34 cents. 

In accordance with directions in Sec
tion 15(a) of the Railroad Retirement 

Act of 1974, the Railroad Retirement 
Board has determined that for the quar
ter beginning October 1, 1996, 33.8 
percent of the taxes collected under 
Sections 3211(b) and 3221(c) of the 
Railroad Retirement Tax Act shall be 
credited to the Railroad Retirement Ac
count and 66.2 percent of the taxes 
collected under such Sections 3211 (b) 
and 3221(c) plus 100 percent of the 
taxes collected under Section 3221 (d) of 
the Railroad Retirement Tax Act shall be 
credited to the Railroad Retirement 
Supplemental Account. 

Dated: August 27, 1996. 

Beatrice Ezerski, 
Secretary to the Board 

(Filed by the Office of the Federal Register on 
September 4, 1996, 8:45 a.m., and published in 
the issue of the Federal Register for September 5, 
1996,61 F.R. 46871) 

In accordance with directions in Sec
tion 3221 (c) of the Railroad Retirement 
Tax Act (26 U.S.c. 3221 (c)), the Rail
road 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 
compensation is paid by such employer 
for services rendered to him during the 
quarter beginning January 1, 1997, shall 
be at the rate of 35 cents. 

In accordance with directions in Sec
tion 15(a) of the Railroad Retirement 
Act of 1974, the Railroad Retirement 
Board has determined that for the quar
ter beginning January 1, 1997, 33.4 
percent of the taxes collected under 
Sections 3211 (b) and 3221(c) of the 
Railroad Retirement Tax Act shall be 
credited to the Railroad Retirement Ac
count and 66.6 percent of the taxes 
collected under such Sections 3211 (b) 
and 3221(c) plus 100 percent of the 
taxes collected under Section 3221(d) of 
the Railroad Retirement Tax Act shall be 
credited to the Railroad Retirement 
Supplemental Account. 

Dated: December 4, 1996. 

Beatrice Ezerski, 
Secretary to the Board 

(Filed by the Office of the Federal Register on 
December II, 1996, 8:45 a.m., and published in 
the issue of the Federal Register for December 12, 
1996. 61 F.R. 65422) 



Subchapter D.-General Provisions 

Section 3231.-Definitions 
26 CFR 3J.323l(e)--l: Compensation 

Is back pay that is received in satisfaction of a 
claim for denial of a promotion due to disparate 
treatment employment discrimination under Title 
VII of the Civil Rights Act of 1964, as amended 
in 1991, treated as .. compensation" for purposes 
of § 3231 (RRTA)? See Rev. Rul. 96-65, page 6. 

Chapter 23.-Federal Unemployment Tax Act 

Section 3306.-Definitions 
26 CFR 3l.3306(b)--l: Wages. 

Is back pay that is received in satisfaction of a 
claim for denial of a promotion due to disparate 
treatment employment discrimination under Title 
VII of the Civil Rights Act of 1964, as amended 
in 1991, treated as "wages" for purposes of 
§ 3306 (FUTA)? See Rev. Rul. 96-65, page 6. 

Chapter 24.-Collectlon of Income Tax at Source 
on Wages 

Subchapter A.-Withholding From Wages 

Section 3401.-Definitions 
26 CFR 3J.340l(a)--l: Wages. 

Is back pay that is received in satisfaction of a 
claim for denial of a promotion due to disparate 
treatment employment discrimination under Title 
VII of the Civil Rights Act of 1964, as amended 
in 1991, treated as "wages" for purposes of 
§ 3401 (federal income tax withholding)? 

Subtitle D.-Miscellaneous Excise Taxes 

Chapter 31.-Retall Excise Taxes 

Subchapter A.-Luxury Passenger Automobiles 

Section 4001.-Passenger Vehicles 
The Service is providing inflation adjustments 

to the price above which a passenger vehicle 
becomes subject to an excise tax for transactions 
occurring in calendar year 1997. See Rev. Proc. 
96--59, page 391. 

Section 4003.-Special Rules 
The Service is providing inflation adjustments 

to the price above which a passenger vehicle 
becomes subject to an excise tax for transactions 
occurring in calendar year 1997. (Price includes 
the price of installation of parts or accessories on 
a passenger vehicle within six months of the date 
after the vehicle was first placed in service.) See 
Rev. Proc. 96-59, page 391. 

Chapter 34.-Pollcles Issued by Foreign Insurers 

Section 4371.-lmposition of Tax 

Ct.D.2060 

SUPREME COURT OF THE UNITED 
STATES 

No. 95-591 

UNITED STATES, PETITIONER v. 
INTERNATIONAL BUSINESS 
MACHINES CORPORATION 

[517 U.S.-] 

ON WRIT OF CERTIORARI TO THE 

UNITED STATES COURT OF 

APPEALS FOR THE FEDERAL 

CIRCUIT 

June 10, 1996 

Syllabus 

Pursuant to § 4371 of the Internal Revenue 
Code, respondent International Business Machines 
Corporation (IBM) paid a tax on insurance premi
ums remitted to foreign insurers to cover ship
ments of goods to its foreign subsidiaries. When 
its refund claims were denied, IBM filed suit in 
the Court of Federal Claims, contending that 
§ 4371 's application to policies insuring export 
shipments violated the Export Clause, which states 
that "[nlo Tax or Duty shall be laid on Articles 
exported from any State." The court agreed, 
rejecting the Government's argument that Thames 
& Mersey Marine Ins. Co. v. United States, 237 
U. S. 19-in which this Court held that a federal 
stamp tax on policies insuring marine risks could 
not, under the Export Clause, be constitutionally 
applied to policies covering export shipments
had been superseded by subsequent decisions 
interpreting the Import-Export Clause, which states 
in relevant part, "No State shall . . . lay any 
Imposts or Duties on Imports or Exports." The 
Court of Appeals affirmed. 

Held: The Export Clause prohibits assessment 
of nondiscriminatory federal taxes on goods in 
export transit. 

(a) While this Court has strictly enforced the 
Export Clause's prohibition against federal taxa
tion of goods in export transit and certain closely 
related services and activities, see, e.g., Thames & 
Mersey, supra, it has not exempted pre-export 
goods and services from ordinary tax burdens or 
exempted from federal taxation various services 
and activities only tangentially related to the 
export process, see, e.g., Cornell v. Coyne, 192 
U.S. 418. Conceding that the tax assessed here 
violates the Export Clause under Thames & 
Mersey, the Government asks that the case be 
overruled because its underlying theory has been 
rejected in the context of the Commerce and 
Import-Export Clauses and those Clauses have 
historically been interpreted in harmony with the 
Export Clause. 

(b) When this Court expressly disavowed its 
early view that the dormant Commerce Clause 
required a strict ban on state taxation of interstate 
commerce, Complete Auto Transit, lnc. v. Brady, 
430 U.S. 274, 288-289, it resolved a long struggle 
over the meaning of the nontextual negative 

command of that Clause. The Export Clause. on 
the other hand. expressly prohibits Congre" from 
laying any tax or duty on exports. These textual 
disparities strongly suggest that shifh in the 
Court's view of the dormant Commerce Clau,e's 
scope cannot govern Export Clau,e interpretation. 
Cf. Richfield Oil Corp. v. State Bd. of Eqllali:a
tion. 329 U. S. 69. 75-76. 

(c) While one may question Tha/lles & Mer.lev's 
finding that a tax on policies insuring exports is 
functionally the same as a tax on exportation 
itself. the Government apparently has chosen not 
to do so here. Under the principles that animate 
the policy of stare decisis, the Court declines to 
overrule Thames & Mersey's long-standing prece
dent, which has caused no uncertainty in commer
cial export transactions, on a theory not argued by 
the parties. 

(d) This Court's recent Import-Export Clause 
cases do not require that Thames & Mersey be 
overruled. Meaningful textual differences that 
should not be overlooked exist between the Export 
Clause and the Import-Export Clause. In finding 
the assessments in Michelin Tire Corp. v. Wages. 
423 U.S. 276, and Department of ReI'enue of 
Wash. v. Association of Wash. Stel'edoring Cos .. 
435 U. S. 734, valid, the Court recognized that the 
Import-Export Clause's absolute ban on "Imposts 
or Duties" is not a ban on every tax. Because 
impost and duty are thus narrower terms than tax. 
a particular state assessment might be beyond the 
Import-Export Clause's reach. while an identical 
federal assessment might be subject to the Export 
Clause. The word "Tax" has a common, and 
usually expansive, meaning that should not be 
ignored. The Clauses were also intended to serve 
different goals. The Government's policy argu
ment-that the Framers intended the Export 
Clause to narrowly alleviate the fear of northern 
repression through taxation of southern ex ports by 
prohibiting only discriminatory taxes--cannot be 
squared with the Clause's broad language. The 
better reading is that the Framers sought to 
alleviate their concerns by compietely denying to 
Congress the power to tax exports at all. See 
Fairbank v. United States, 181 U. S. 283. 

(e) Even assuming that Michelin and Washing
ton Stevedoring govern the Export Clause inquiry 
here, those holdings do not interpret the Import
Export Clause to permit assessment of nondis
criminatory taxes on imports and exports in tran
sit. 

59 F. 3d 1234, affirmed. 

ThOMAS, J., delivered the opinion of the Court. 
in which REHNQUIST, C. J., and O·CO:-;:-;OR. 
SCALIA, SOUTER, and BREYER. 11., joined. 
KENNEDY, J., filed a dissenting opinion. in which 
GINSBURG, 1., joined. STEVENS. J., took no part in 
the consideration or decision of the case. 

JUSTICE THOMAS delivered the opin

ion of the Court. 

We resolve in this case whether the 

Export Clause of the Constitution per

mits the imposition of a generally appli

cable, nondiscriminatory federal tax on 

goods in export transit. We hold that it 

does not. 

Section 4371 of the Internal Revenue 

Code imposes a tax on insurance premi

ums paid to foreign insurers that are not 
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subject to the federal income tax. I 26 U. 
S. C. § 4371 (1982 ed.). International 
Business Machines Corporation (IBM) 
ships products that it manufactures in 
the United States to numerous foreign 
subsidiaries and insures those shipments 
against loss. When the foreign subsid
iary makes the shipping arrangements, 
the subsidiary often places the insurance 
with a foreign carrier. When it does, 
both IBM and the subsidiary are listed 
as beneficiaries in the policy. 

IBM filed federal excise tax returns 
for the years 1975 through 1984, but 
reported no liability under § 4371. The 
IRS audited IBM and determined that 
the premiums paid to foreign insurers 
were taxable under § 4371 and that 
IBM-as a named beneficiary of the 
insurance policies-was liable for the 
tax. The IRS assessed a tax against IBM 
for each of those years. 

IBM paid the assessments and filed 
refund claims, which the IRS denied. 
IBM then commenced suit in the Court 
of Federal Claims, contending that ap
plication of § 4371 to policies insuring 
its export shipments violated the Export 
Clause. The focus of the suit was this 
Court's decision in Thames & Mersey 
Marine Ins. Co. v. United States, 237 
U.S. 19 (1915), in which we held that a 
federal stamp tax on policies insuring 
marine risks could not, under the Export 
Clause, be constitutionally applied to 
policies covering export shipments. The 
United States argued that the analysis of 
Thames & Mersey is no longer valid, 
having been superseded by subsequent 
decisions interpreting the Import-Export 
Clause-specifically, Michelin Tire 
Corp. v. Wages, 423 U. S. 276 (1976), 
and Department of Revenue of Wash. v. 
Association of Wash. Stevedoring Cos., 
435 U. S. 734 (1978). The Court of 
Federal Claims noted that this Court has 
never overruled Thames & Mersey and 
ruled that application of § 4371 to poli
cies insuring goods in export transit 
violates the Export Clause. 31 Fed. C1. 
500 (1994). The Court of Appeals for 
the Federal Circuit affirmed. 59 F. 3d 
1234 (1995). We agreed to hear this 
case to decide whether we should over
rule Thames & Mersey. 516 U.S. _ 
(1995). 

II 

I The tax does not apply if a policy issued by a 
foreign insurer is "signed or countersigned by an 
officer or agent of the insurer in a State, or in the 
District of Columbia, within which such insurer is 
authorized to do business." 26 U. S. C. § 4373(1) 
(1982 ed.). 
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The Export Clause states simply and 
directly: "No Tax or Duty shall be laid 
on Articles exported from any State." 
U.S. Const., Art. I, § 9, c1. 5. We have 
had few occasions to interpret the lan
guage of the Export Clause, but our cases 
have broadly exempted from federal taxa
tion not only export goods, but also 
services and activities closely related to 
the export process. At the same time, we 
have attempted to limit the term "Articles 
exported" to permit federal taxation of 
pre-export goods and services. 

Our early cases upheld federal assess
ments on the manufacture of particular 
products ultimately intended for export 
by finding that pre-export products are 
not "Articles exported." See Pace v. 
Burgess, 92 U. S. 372 (1876); Turpin v. 
Burgess, 117 U. S. 504 (1886); Cornell 
v. Coyne, 192 U. S. 418 (1904). Pace 
and Turpin both involved a federal ex
cise tax on tobacco products. In Pace, 
though tobacco intended for export was 
exempted from the tax, the exemption 
itself was subject to a per-package 
stamp charge of 25 cents. When a to
bacco manufacturer challenged the 
stamp charge, we upheld the charge on 
the basis that the stamps were designed 
to prevent fraud in the export exemption 
from the excise tax and did not, there
fore, represent a tax on exports. 92 U.S., 
at 375. When Congress later repealed 
the 25-cent charge for the exemption 
stamp in a statute that referred to the 
stamp as an "export tax," another 
manufacturer sued to recover the money 
it had paid for the exemption stamps. 
See Turpin, supra. Without disturbing 
the prior ruling in Pace that the stamp 
charge was not a tax on exports, 117 
U.S., at 505, we explained that the 
prohibition of the Export Clause "has 
reference to the imposition of duties on 
goods by reason or because of their 
exportation or intended exportation, or 
whilst they are being exported," id., at 
507. We said that the plaintiffs would 
have had no Export Clause claim even 
if there had been no exemption from the 
excise because the goods were not in 
the course of exportation and might 
never be exported. Ibid. Turpin broadly 
suggested that the Export Clause prohib
its both taxes levied on goods in the 
course of exportation and taxes directed 
specifically at exports. 

In Cornell, the Court addressed 
whether the Export Clause prohibited 
application of a federal excise tax on 
filled cheese manufactured under con
tract for export. Looking to the analysis 
set out in Turpin, we rejected the con-

tention that the Export Clause bars ap
plication of a nondiscriminatory tax im
posed before the product entered the 
course of exportation. "The true con
struction of the constitutional provision 
is that no burden by way of tax or duty 
can be cast upon the exportation of 
articles, and does not mean that articles 
exported are relieved from the prior 
ordinary burdens of taxation which rest 
upon all property similarly situated." 
Cornell, supra, at 427. Pace, Turpin, 
and Cornell made clear that nondis
criminatory pre-exportation assessments 
do not violate the Export Clause, even if 
the goods are eventually exported. 

At the same time we were defining a 
domain within which nondiscriminatory 
taxes could permissibly be imposed on 
goods intended for export, we were also 
making clear that the Export Clause 
strictly prohibits any tax or duty, dis
criminatory or not, that falls on exports 
during the course of exportation. See 
Fairbank v. United States, 181 U. S. 
283 (1901); United States v. Hvoslef, 
237 U. S. 1 (1915); Thames & Mersey 
Marine Ins. Co. v. United States, supra. 
In Fairbank, for example, we addressed 
a federal stamp tax on bills of lading for 
export shipments imposed by the War 
Revenue Act of 1898. The Court found 
that the tax was facially discriminatory, 
Fairbank, supra, at 290, and, though not 
directly imposed on the goods being 
exported, the tax was nevertheless "in 
effect a duty on the article transported," 
181 U. S., at 294. Consequently, the tax 
fell directly into the category of forbid
den taxes on exports defined in Turpin. 
In striking down the tax, we said: 

"The requirement of the Consti
tution is that exports should be 
free from any governmental bur
den. The language is 'no tax or 
duty.' Whether such provision is 
or is not wise is a question of 
policy with which the courts have 
nothing to do. We know histori
cally that it was one of the com
promises which entered into and 
made possible the adoption of the 
Constitution. It is a restriction on 
the power of Congress . .. ." 181 
U. S., at 290. 

Hvoslef and Thames & Mersey dif
fered from Fairbank in that the taxes 
imposed in those cases--on ship char
ters and marine insurance, respec
tively-did not facially discriminate 
against exports. The Court nonetheless 
prohibited the application of those gen
erally applicable, nondiscriminatory 
taxes to the transactions at issue because 



each tax was, in effect, a tax on exports. 
The type of charter contract at issue in 
HvosleJ was "in contemplation of law a 
mere contract of affreightment," 237 
U.S., at 16, and we found that the tax, 
as applied to charters for exportation, 
"was in substance a tax on the exporta
tion; and a tax on the exportation is a 
tax on the exports," id., at 17. Likewise, 
in Thames & Mersey, we found that 
"proper insurance during the voyage is 
one of the necessities of exportation" 
and that "the taxation of policies insur
ing cargoes during their transit to for
eign ports is as much a burden on 
exporting as if it were laid on the 
charter parties, the bills of lading, or the 
goods themselves." 237 U. S., at 27. 

Shortly after HvosleJ and Thames & 
Mersey, the Court rejected an attempt to 
shield from taxation the net income of a 
company engaged in the export busi
ness. William E. Peck & Co. v. Lowe, 
247 U. S. 165 (1918). In accordance 
with the analysis set out in Turpin, we 
found both that the tax was nondiscrimi
natory and that "[i]t is not laid on 
articles in course of exportation or on 
anything which inherently or by the 
usages of commerce is embraced in 
exportation or any of its processes." 247 
U. S., at 174. 

Only a few years later the Court 
struck down the application of a tax on 
the export sale of certain baseball equip
ment. See A. G. Spalding & Bros. v. 
Edwards, 262 U. S. 66 (1923). Although 
the tax was clearly nondiscriminatory, 
we explained that the goods being taxed 
had entered the course of exportation 
when they were delivered to the export 
carrier. Id., at 70. Because the taxable 
event, the transfer of title, occurred at 
the same moment the goods entered the 
course of exportation, we held that the 
tax could not constitutionally be applied 
to the export sale. Id., at 69-70. 

The Court has strictly enforced the 
Export Clause's prohibition against fed
eral taxation of goods in export transit, 
and we have extended that protection to 
certain services and activities closely 
related to the export process. We have 
not, however, exempted pre-export 
goods and services from ordinary tax 
burdens; nor have we exempted from 
federal taxation various services and 
activities only tangentially related to the 
export process. 

III 

The Government concedes, as it did 
below, that this case is largely indistin-

guishable from Thames & Mersey and 
that, if Thames & Mersey is still good 
law, the tax assessed against IBM under 
§ 4371 violates the Export Clause. See 
Tr. of Oral Arg. 5; 59 F. 3d, at 1237. 
The parties apparently agree that there is 
no legally significant distinction be
tween the insurance policies at issue in 
this case and those at issue in Thames & 
Mersey, and, accordingly, the Govern
ment asks that we overrule Thames & 
Mersey. 

The Government asserts that the Ex
port Clause permits the imposition of 
generally applicable, nondiscriminatory 
taxes, even on goods in export transit. 
The Government urges that we have 
historically interpreted the Commerce, 
Import-Export, and Export Clauses in 
harmony and that we have rejected the 
theory underlying Thames & Mersey in 
the context of the Commerce and 
Import-Export Clauses. Accordingly, the 
Government contends that our Export 
Clause jurisprudence, symbolized by 
Thames & Mersey, has become an 
anachronism in need of modernization. 
The Government asks us to reinterpret 
the Export Clause to permit the imposi
tion of generally applicable, nondis
criminatory taxes as we have under the 
Commerce Clause and, it argues, under 
the Import-Export Clause. 

A 

The Government contends that our 
dormant Commerce Clause JUrISpru
dence has shifted dramatically and that 
our traditional understanding of the Ex
port Clause, which is based partly on an 
outmoded view of the Commerce 
Clause, can no longer be justified. It is 
true that some of our early Export 
Clause cases relied on an interpretation 
of the Commerce Clause that we have 
since rejected. In Fairbank, 181 U. S., 
at 298-300, for example, we analogized 
to Robbins v. Shelby County Taxing 
Dist., 120 U. S. 489, 497 (1887), in 
which we held that "[i]nterstate com
merce cannot be taxed at all [by the 
States], even though the same amount of 
tax should be laid on domestic com
merce, or that which is carried on solely 
within the state." Referring to the cat
egorical ban on taxation of interstate 
commerce declared in Robbins, we lik
ened the scope of the Commerce 
Clause's ban on state taxation of inter
state commerce to the Export Clause's 
ban on federal taxation of exports. 
Fairbank, supra, at 300; see also 
HvosleJ, 237 U. S., at 15 ("The court 

[in Fairbank] found an analogy in the 
construction which had been given to 
the commerce clause in protecting inter
state commerce from state legislation 
imposing direct burdens"). After 
Thames & Mersey, the Commerce 
Clause construction espoused in Robbins 
fell out of favor, see Western Live Stock 
v. Bureau oj Revenue, 303 U. S. 250, 
254 (1938) ("It was not the purpose of 
the commerce clause to relieve those 
engaged in interstate commerce from 
their just share of state tax burden even 
though it increases the cost of doing the 
business"), and we expressly disavowed 
that view in Complete Auto Transit, Inc. 
v. Brady, 430 U. S. 274, 288-289 
(1977). 

Our rejection in Complete Auto of 
much of our early dormant Commerce 
Clause jurisprudence did not, however, 
signal a similar rejection of our Export 
Clause cases. Our decades-long struggle 
over the meaning of the nontextual 
negative command of the dormant Com
merce Clause does not lead to the 
conclusion that our interpretation of the 
textual command of the Export Clause 
is equally fluid. At one time, the Court 
may have thought that the dormant 
Commerce Clause required a strict ban 
on state taxation of interstate commerce, 
but the text did not require that view? 
The text of the Export Clause, on the 
other hand, expressly prohibits Congress 
from laying any tax or duty on exports. 
These textual disparities strongly sug
gest that shifts in the Court's view of 
the scope of the dormant Commerce 
Clause should not, and indeed cannot, 
govern our interpretation of the Export 
Clause. Cf. Richfield Oil Corp. v. State 
Bd. oj Equalization, 329 U. S. 69, 
75-76 (1946) (distinguishing accommo
dations made under the Commerce 
Clause from the express textual prohibi
tion of the Import-Export Clause). 

B 

The Government's primary assertion 
is that modifications in our Import
Export Clause jurisprudence require par
allel modifications in the Export Clause 

2 The Commerce Clause is an express grant of 
power to Congress to "regulate Commerce 
among the several States." U. S. Const.. Art. I, 
§ 8, cl. 3. It does not expressly prohibit the States 
from doing anything. though we have long recog
nized negative implications of the Clause that 
prevent certain state taxation even when Congress 
has failed to legislate. See Fulton Corp. v. 
Faulkner, 516 U. S. _, _ (1996) (slip op., at 
4-5); Quill Corp. v. North Dakota, 504 U. S. 298, 
309 (1992). 
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context. More specifically, the Govern
ment argues that our decisions in 
Michelin Tire Corp. v. Wages, 423 U. S. 
276 (1976), and Department oj Revenue 
oj Wash. v. Association oj Wash. Steve
doring Cos., 435 U. S. 734 (1978), 
establish that States may impose gener
ally applicable, nondiscriminatory taxes 
even if those taxes fall on imports or 
exports. The Export Clause, the Govern
ment contends, is no more restrictive. 

The Import-Export Clause, which is 
textually similar to the Export Clause, 
says in relevant part, "No State shall 
. .. lay any Imposts or Duties on Im
ports or Exports." U. S. Const., Art. I, 
§ 10, cl. 2. Though minor textual differ
ences exist and the Clauses are directed 
at different sovereigns, historically both 
have been treated as broad bans on 
taxation of exports, and in several cases 
the Court has interpreted the provisions 
of the two Clauses in tandem. For 
instance, in the Court's first decision 
interpreting the Import-Export Clause, 
Chief Justice Marshall said: 

"The States are forbidden to lay a 
duty on exports, and the United 
States are forbidden to lay a tax or 
duty on articles exported from any 
State. There is some diversity in 
language, but none is perceivable 
in the act which is prohibited." 
Brown v. Maryland, 12 Wheat. 
419,445 (1827). 

See also Kosydar v. National Cash 
Register Co., 417 U. S. 62, 67, n. 5 
(1974); HvosleJ, supra, at 13-14; 
Cornell, 192 U. S., at 427-428; Turpin, 
117 U. S., at 506-507. The Government 
argues that our longstanding parallel 
interpretations of the two Clauses re
quire judgment in its favor. We disagree. 

In Michelin, we addressed whether a 
State could impose a nondiscriminatory 
ad valorem property tax on imported 
goods that were no longer in import 
transit. Michelin, which imported tires 
from Canada and France and stored 
them in a warehouse, argued that Geor
gia could not constitutionally assess ad 
valorem property taxes against its im
ported tires. We explained that "[t]he 
Framers of the Constitution '" sought 
to alleviate three main concerns": (i) 
ensuring that the Federal Government 
speaks with one voice when regulating 
foreign commerce; (ii) preserving import 
revenues as a major source of federal 
revenue; and (iii) preventing disharmony 
likely to be caused if seaboard States 
taxed goods coming through their ports. 
Michelin, supra, at 285-286. The Court 
found that nondiscriminatory ad valorem 
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taxes violate none of these policies. A 
century earlier, however, the Court had 
ruled that, under the "original package 
doctrine," a State could not impose such 
a tax until the goods had lost their 
character as imports and had been incor
porated into the mass of property in the 
State. Low v. Austin, 13 Wall. 29, 34 
(1872). The Michelin Court overruled 
Low and held that the nondiscriminatory 
property tax levied on Michelin's inven
tory of imported tires did not violate the 
Import-Export Clause because it was not 
an impost or duty on imports. 423 U. S., 
at 301. See also Limbach v. Hooven & 
Allison Co., 466 U. S. 353 (1984) 
(reaffirming that Michelin expressly 
overruled the original package doctrine 
altogether and not merely Low on its 
facts). 

Two years later, in Washington Steve
doring, we upheld against an Import
Export Clause challenge a nondiscrimi
natory state tax assessed against the 
compensation received by stevedoring 
companies for services performed within 
the State. The Court found that Wash
ington's stevedoring tax did not violate 
the policies underlying the Import
Export Clause. Unlike the property tax 
at issue in Michelin, the activity taxed 
by Washington occurred while imports 
and exports were in transit. That fact 
was not dispositive, however, because 
the tax did not fall on the goods them
selves: 

"The levy reaches only the busi
ness of loading and unloading 
ships or, in other words, the busi
ness of transporting cargo within 
the State of Washington. Despite 
the existence of the first distinc
tion, the presence of the second 
leads to the conclusion that the 
Washington tax is not a prohibited 
'Impost or Duty' when it violates 
none of the policies [that animate 
the Import-Export Clause]." Wash
ington Stevedoring, supra, at 755. 

Relying on Canton R. Co. v. Rogan, 340 
U. S. 511 (1951), which upheld a tax on 
the gross receipts of a railroad that 
operated a marine terminal and trans
ported imports and exports, we ruled in 
Washington Stevedoring that taxation of 
transportation services, whether by rail
road on the docks or by stevedores 
loading and unloading ships, did not 
relate to the value of the goods and 
could not be considered imposts or 
duties on the goods themselves. 435 
U.S., at 757. 

A tax on policies insuring exports is 
not, precisely speaking, the same as a 
tax on exports, but Thames & Mersey 
held that they were functionally the 
same under the Export Clause. We noted 
in Washington Stevedoring that one may 
question the finding in Thames & 
Mersey that the tax was essentially a tax 
upon the exportation itself. 435 U. S., at 
756, n. 21. We expressed concern that 
"[t]he basis for distinguishing Thames 
& Mersey is less clear" than for 
Fairbank or Richfield Oil, because the 
marine insurance policies in Thames & 
Mersey arguably "had a value apart 
from the value of the goods." 435 U. S., 
at 756, n. 21. Nevertheless, the Govern
ment apparently has chosen not to chal
lenge that aspect of Thames & Mersey 
in this case. Tr. of Oral Arg. 5, 8-9, 40. 
When questioned on that implicit con
cession at oral argument, the Govern
ment· admitted that it "chose not to" 
argue that § 4371 does not impose a tax 
on the goods themselves. [d., at 9. It 
would be inappropriate for us to reex
amine in this case, without the benefit 
of the parties' briefing, whether the 
policies on which § 4371 is assessed 
are so closely connected to the goods 
that the tax is, in essence, a tax on 
exports. 3 See, e.g., id., at 27-28 (,'[T]he 
record doesn't reveal the sort of statisti
cal information Justice Breyer was sug
gesting might be relevant" to determine 
"whether this is sufficiently indirect that 
it's not a tax on exports, ... because the 
Government has conceded throughout 

3 The Court has never held that the Export Clause 
prohibits only direct taxation of goods in export 
transit. In Brown v. Maryland, 12 Wheat. 419 
(1827), Chief Justice Marshall expressed in dicta 
his skepticism that a federal occupational tax on 
exporters could pass scrutiny under the Export 
Clause. {d., at 445 ("[W]ould government be 
permitted to shield itself from the just censure to 
which this attempt to evade the prohibitions of the 
constitution would expose it, by saying that this 
was a tax on the person, not on the article, and 
that the legislature had a right to tax occupa
tions')"). In Fairbank. Hvoslef, and Thames & 
Mersey, we struck down taxes that were not 
assessed directly on goods in export transit. but 
which the Court found to be so closely related as 
to be effectively a tax on the goods themselves. 
We have never repudiated that principle, but 
neither have we ever carefully defined how we 
decide whether a particular federal tax is suffi
ciently related to the goods or their value to 
violate the Export Clause. To the extent the issue 
was raised in the petition for certiorari, the 
Government failed to address the issue in its brief 
on the merits and therefore has abandoned it. See 
Posters 'N' Things, Ltd. v. United States, 511 U. 
S. 513 (1994) (slip op .. at 15); Russell v. United 
States, 369 U. S. 749. 754, n. 7 (1962). 



that they are not disputing that this tax, 
if discriminatory, IS in violation of the 
Constitution "). 

Stare decisis is a "principle of 
policy," Helvering v. Hallock, 309 U. S. 
106, 119 (1940), and not "an inexorable 
command," Payne v. Tennessee, 501 U. 
S. 808, 828 (1991). Applying that 
policy, we frequently have declined to 
overrule cases in appropriate circum
stances because stare decisis "pro
motes the evenhanded, predictable, and 
consistent development of legal prin
ciples, fosters reliance on judicial deci
sions, and contributes to the actual and 
perceived integrity of the judicial pro
cess." Id., at 827. "[E]ven in constitu
tional cases, the doctrine carries such 
persuasive force that we have always 
required a departure from precedent to 
be supported by some 'special justifica
tion.'" !d., at 842 (SOUTER, J., concur
ring) (quoting Arizona v. Rumsey, 467 
U. S. 203, 212 (1984». 

Though from time to time we have 
overruled governing decisions that are 
"unworkable or are badly reasoned," 
Payne, supra, at 827; see Smith v. Al
[wright, 321 U. S. 649, 665 (1944), we 
have rarely done so on grounds not 
advanced by the parties. Thames & 
Mersey has been controlling precedent 
for over 80 years, and the Government 
does not, indeed could not, argue that the 
rule established there is "unworkable." 
Despite the dissent's speCUlative protesta
tions to the contrary, post, at 9-11, there 
is simply no evidence that Thames & 
Mersey has caused or will cause uncer
tainty in commercial export transactions. 
The principles that animate our policy of 
stare decisis caution against overruling a 
long-standing precedent on a theory not 
argued by the parties, and we decline to 
do so in this case.4 

2 

What the Government does argue is 
that our Import-Export Clause cases re
quire us to overrule Thames & Mersei· 

4 The dissent suggests that "the Court assumes the 
statute to be invalid rather than deciding it to be 
so." Post, at 2. We make no such assumptions. 
Rather, we begin with a longstanding decision 
that, by all accounts, controls this case. Even the 
Government agrees that Congress enacted a law 
whose application in this case directly contravenes 
our holding in Thames & Mersey. We sit not to 
condemn § 4371, but rather to determine whether 
it is to be saved by overruling binding precedent. 
5 The dissent suggests that we make a "serious 
mistake" in deciding whether a nondiscriminatory 
tax on goods violates the Export Clause, post, at 
19. We do not agree that it is a mistake to address 
the arguments actually advanced by the parties. 

We have good reason to hesitate before 
adopting the analysis of our recent 
Import-Export Clause cases into our 
Export Clause jurisprudence. Though we 
have frequently interpreted the Clauses 
together, see supra, at 9-10, our more 
recent Import-Export Clause cases, on 
which the Government relies, caution 
that meaningful textual differences exist 
and should not be overlooked. The Ex
port Clause prohibits Congress from 
laying any "Tax or Duty" on exports, 
while the Import-Export Clause prevents 
the States from laying any "Imposts or 
Duties" on imports or exports. In both 
Michelin and Washington Stevedoring, 
we left open the possibility that a par
ticular state assessment might not prop
erly be called an impost or duty, and 
thus would be beyond the reach of the 
Import-Export Clause, while an identical 
federal assessment might properly be 
called a tax and would be subject to the 
Export Clause. Though we found in 
Michelin that a nondiscriminatory state 
property tax does not transgress the 
policy dictates of the Import-Export 
Clause, we also recognized that the 
Import-Export Clause is "not written in 
terms of a broad prohibition of every 
'tax,''' and that impost and duty are 
narrower terms than tax. 423 U. S., at 
290-293. In Washington Stevedoring, we 
likewise rejected the assertion that the 
Import-Export Clause absolutely prohib
its all taxation of imports and exports. 
435 U. S., at 759. We said that "the 
term 'Impost or Duty' is not self
defining and does not necessarily en
compass all taxes" and that the respon
dents' argument to the contrary ignored 
"the central holding of Michelin that the 
absolute ban is only of 'Imposts or 
Duties' and not of all taxes." Ibid. 

The distinction between imposts or 
duties and taxes is especially pertinent 
in light of the peculiar definitional 
analysis we chose in Michelin. Finding 
substantial ambiguity in the phrase "Im
posts or Duties," we "decline[d] to 
presume it was intended to embrace 
taxation that does not create the evils 
the Clause was specifically intended to 
eliminate." Michelin, supra, at 293-294. 
We entirely bypassed the etymological 
inquiry into the proper meaning of the 
terms "impost" and "duty," and instead 
created a regime in which those terms 
are conclusions to be drawn from an 
examination into whether a particular 
assessment "was the type of exaction 
that was regarded as objectionable by 
the Framers of the Constitution." 423 U. 

S., at 286. We are not prepared to o;;ay 
that the word "Tax" is "sufficiently 
ambiguous," id., at 293, that we may 
ignore its common, and usually expan
sive,6 meaning in favor of an Export 
Clause decisional rule in which a tax is 
not a "Tax" unless it discriminates 
against exports. Consequently, Michelin 
and Washington Stevedoring, which held 
that the assessments in question were 
not "Imposts or Duties" at all, do not 
logically validate the assessment at issue 
in this case, which, by all accounts, 
remains a "Tax." 

It is not intuitively obvious that 
Michelin's three-pronged analysis of the 
Framers' concerns is really just another 
way of stating a nondiscrimination prin
ciple. But even if it were, the Govern
ment cannot reasonably rely on Michelin 
to govern the Export Clause because 
Michelin drew its analysis around the 
phrase "Imposts or Duties" and ex
pressly excluded the broader term 
"Tax" that appears in the Ex port 
Clause. Michelin marked a more permis
sive approach to state taxation under the 
Import-Export Clause only by distin
guishing the presumptively stricter lan
guage of the Export Clause. We agree 
with the Government that Michelin in
forms our decision in this case, but not 
in a way that supports the Government's 
position. It is simply no longer true that 
the Court perceives no substantive dif
ference between the two Clauses. 

We are similarly hesitant to adopt the 
Import-Export Clause's policy-based 
analysis without some indication that the 
Export Clause was intended to alleviate 
the same "evils" to which the Import
Export Clause was directed. Unlike the 
Import-Export Clause, which was in
tended to protect federal supremacy in 
international commerce,.to preserve fed
eral revenue from import duties and 
imposts, and to prevent coastal States 
with ports from taking unfaiT advantage 
of inland States, see Michelin, supra, at 
285-286, the Export Clause serves none 
of those goals. Indeed, textually, the 
Export Clause does quite the oppoo;;ite. It 
specifically prohibits Congress from 
regulating international commerce 
through export taxes, disallows any at-

6 Though Michelin discusses "ta\CS" in terllls 01 

"every exaction." 423 U. S" at 290. it al,,) 
suggests that at the time of the Founding "proh
ably only capitation. land. and general propeltj 
exactions were known by the term 'ta\' rather 
than the term ·duty.· .. iii .. at 291. In any nent. 
the Michelin Court understood that the tcrms lIsed 
in the Export Clause were broader than those lheel 
in the Import-Export Clause. 
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tempt to raise federal revenue from 
exports, and has no direct effect on the 
way the States treat imports and exports. 

As a purely historical matter, the 
Export Clause was originally proposed 
by delegates to the Federal Convention 
from the Southern States, who feared 
that the Northern States would control 
Congress and would use taxes and du
ties on exports to raise a disproportion
ate share of federal revenues from the 
South. See 2 M. Farrand, The Records 
of the Federal Convention of l787, pp. 
95, 305-308, 359-363 (rev. ed. 1966). 
The Government argues that this "nar
row historical purpose" justifies a nar
row interpretation of the text and that 
application of § 4371 to policies insur
ing exports does not conflict with the 
policies embodied in the Clause. Brief 
for United States 32-34. While the 
original impetus may have had a narrow 
focus, the remedial provision that ulti
mately became the Export Clause does 
not, and there is substantial evidence 
from the Debates that proponents of the 
Clause fully intended the breadth of 
scope that is evident in the language. 
See, e. g., 2 Farrand, Records of the 
Federal Convention, at 220 (Mr. King: 
"In two great points the hands of the 
Legislature were absolutely tied. The 
importation of slaves could not be pro
hibited--exports could not be taxed"); 
id., at 305 ("Mr. Mason urged the 
necessity of connecting with the power 
of levying taxes ... that no tax should 
be laid on exports"); id., at 360 (Mr. 
Elseworth [sic]: "There are solid rea
sons agst. Congs taxing exports"); ibid. 
("Mr. Butler was strenuously opposed to 
a power over exports"); id., at 361 (Mr. 
Sherman: "It is best to prohibit the 
National legislature in all cases"); id., at 
362 ("Mr. Gerry was strenuously op
posed to the power over exports"). 

The Government argued for a differ
ent narrow interpretation of the Export 
Clause in Fairbank. See 181 U. S., at 
292-293. Arguing that the Debates ex
pressed a primary interest in diffusing 
sectional conflicts, the Government 
urged the Fairbank Court to interpret 
the Export Clause to permit taxation of 
"the act of exportation or the document 
evidencing the receipt of goods for 
export, for these exist with substantial 
uniformity throughout the country." Id., 
at 292. We rejected that argument: 

"If mere discrimination between 
the States was all that was con
templated, it would seem to follow 
that an ad valorem tax upon all 
exports would not be obnoxious to 
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this constitutional prohibition. But 
surely under this limitation Con
gress can impose an export tax 
neither on one article of export, 
nor on all articles of export." Ibid. 

As in Fairbank, we think the text of the 
constitutional provision provides a better 
decisional guide than that offered by the 
Government. The Government's policy 
argument-that the Framers intended the 
Export Clause to narrowly alleviate the 
fear of northern repression through taxa
tion of southern exports by prohibiting 
only discriminatory taxes--cannot be 
squared with the broad language of the 
Clause. The better reading, that adopted 
by our earlier cases, is that the Framers 
sought to alleviate their concerns by 
completely denying to Congress the 
power to tax exports at all. 

3 
Even assuming that Michelin and 

Washington Stevedoring govern our Ex
port Clause inquiry in this case, the 
Government's argument falls short of its 
goal. Our holdings in Michelin and 
Washington Stevedoring do not reach the 
facts of this case and, more importantly, 
do not interpret the Import-Export 
Clause to permit assessment of nondis
criminatory taxes on imports and ex
ports in transit. Michelin involved a tax 
on goods, but the goods were no longer 
in transit. The tax in Washington Steve
doring burdened imports and exports 
while they were still in transit, but it did 
not fall directly on the goods them
selves. This case, as it comes to us, is a 
hybrid in which the tax both burdens 
exports during transit and-as the Gov
ernment concedes and our earlier cases 
held-is essentially a tax on the goods 
themselves. The Government argues that 
Michelin and Washington Stevedoring by 
analogy permit Congress to impose gen
erally applicable, nondiscriminatory 
taxes that fall directly on exports in 
transit. Brief for United States 32 
(Michelin and Washington Stevedoring 
"demonstrate that, when a generally 
applicable, nondiscriminatory tax is at 
issue, the mere fact that the tax applies 
also to goods that are in the export or 
import process does not provide a con
stitutional immunity from taxation"). If 
this contention is to succeed, the Gov
ernment at the very least must show that 
our Import-Export Clause jurisprudence 
now permits a State to impose a nondis
criminatory tax directly on goods in 
import or export transit. We think the 
Government has failed to make that 
showing. 

The Court has never upheld a state 
tax assessed directly on goods in import 
or export transit. In Michelin, we sug
gested that the Import-Export Clause 
would invalidate application of a non
discriminatory property tax to goods still 
in import or export transit. 423 U. S., at 
290 (compliance with the Import-Export 
Clause may be secured "by prohibiting 
the assessment of even nondiscrimina
tory property taxes on [import or export] 
goods which are merely in transit 
through the State when the tax is as
sessed"). See also Virginia Indonesia 
Co. v. Harris County Appraisal Dist., 
910 S. W. 2d 905, 915 (Tex. 1995) 
(invalidating application of a nondis
criminatory ad valorem property tax to 
goods in export transit). 

We also declined to endorse the Gov
ernment's theory in Washington Steve
doring. After reciting that the Court in 
Canton R. Co. had distinguished Thames 
& Mersey, Fairbank, and Richfield Oil, 
we pointed out that in those cases "the 
State [or Federal Government] had taxed 
either the goods or activity so connected 
with the goods that the levy amounted 
to a tax on the goods themselves." 
Washington Stevedoring, 435 U. S., at 
756, n. 21. We expressly declined to 
"reach the question of the applicability 
of the Michelin approach when a State 
directly taxes imports or exports in 
transit," id., at 757, n. 23, because, 
although the goods in that case were in 
transit, the tax fell on "a service distinct 
from the goods and their value," id., at 
757. Thus, contrary to the Government's 
contention, this Court's Import-Export 
Clause cases have not upheld the valid
ity of generally applicable, nondiscrimi
natory taxes that fall on imports or 
exports in transit. We think those cases 
leave us free to follow the express 
textual command of the Export Clause 
to prohibit the application of any tax 
"laid on Articles exported from any 
State. " 

* * * * * 
We conclude that the Export Clause 

does not permit assessment of nondis
criminatory federal taxes on goods in 
export transit. Reexamination of the 
question whether a particular assessment 
on an activity or service is so closely 
connected to the goods as to amount to 
a tax on the goods themselves must 
await another day. We decline to over
rule Thames & Mersey. The judgment of 
the Court of Appeals for the Federal 
Circuit is affirmed. 

It is so ordered. 



Subtitle F.-Procedure and Administration 

Chapter 61.-lnformatlon and Returns 

Subchapter A.-Returns and Records 

Part 11.-Tax Returns or Statements 

Subpart A.-General Requirement 

Section 6011.-General 
Requirement of Return, Statement, 
or List 
26 CFR 31.6011(a)-4: Returns of income tax 
withheld. 

Standard and alternate procedures to be used in 
preparing employment tax forms where a 
predecessor-successor employer relationship exists. 
Rev. Proc. 84-77 modified and superseded. See 
Rev. Proc. 9&-60, page 399. 

26 CFR 301.6011-2T: Required use of magnetic 
media (Temporary). 

Automatic extensions of time to furnish Forms 
W-2 to employees and file Fonns W-2 with the 
Social Security Administration are provided for 
"Qualified Employers." See Rev. Proc. 9&-57, 
page 389. 

26 CFR 301.6011-2T: Required use of magnetic 
media (temporary). 

T.D.8683 

DEPARTMENT OF THE TREASURY 
Internal Revenue Service 
26 CFR Parts 1 and 301 

Magnetic Media Filing 
Requirements for Information 
Returns 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final and temporary regula
tions. 

SUMMARY: This document contains 
regulations relating to the requirements 
for filing information returns on mag
netic media or in other machine
readable form under section 6011 (e) of 
the Internal Revenue Code (Code). 
These regulations affect persons filing 
information returns. These regulations 
prescribe new magnetic media filing 
requirements for employers filing wage 
and tax statements for employees in 
Puerto Rico, U.S. Virgin Islands, Guam, 
and American Samoa. In addition, these 
regulations provide taxpayers with the 
guidance to comply with the changes 
made to the Code and to the administra
tive practices with respect to filing on 
magnetic media or in other machine
readable form. The text of these tempo
rary regulations also serves as the text 
of the proposed regulations set forth in 
REG-209803-95, page 497. 

EFFECTIVE DATE: These regulations 
are effective on January 1, 1997. 

SUPPLEMENTARY INFORMATION: 
For persons residing in the following 
locations, contact the following offices 
of the Social Security Administration 
(not a toll-free call), if the inquiry 
relates to magnetic media filing and 
magnetic media specifications for Form 
W-2, Form 499R-2/W-2PR, Form 
W-2VI, Form W-2GU, and Form 
W-2AS: 

Alabama (404) 331-2587 (Atlanta), 
Alaska (206) 615-2125 (Seattle), 
American Samoa (415) 744-4559 

(San Francisco), 
Arizona (415) 744-4559 (San 

Francisco), 
Arkansas (501) 324-5466 (Little 

Rock), 
California (415) 744-4559 (San 

Francisco ), 
Colorado (303) 844-2364 (Denver), 
Connecticut (617) 565-2895 (Boston), 
Delaware (215) 597-4632 

(Philadelphia), 
District of Columbia (215) 597-4632 

(Philadelphia), 
Florida (404) 331-2587 (Atlanta), 
Georgia (404) 331-2587 (Atlanta), 
Guam (415) 744-4559 (San 

Francisco), 
Hawaii (415) 744-4559 (San 

Francisco), 
Idaho (206) 615-2125 (Seattle), 
Illinois (312) 353-6717 (Chicago), 
Indiana (312) 353-6717 (Chicago), 
Iowa (816) 42£r.2095 (Kansas City), 
Kansas (816) 42£r.2095 (Kansas 

City), 
Kentucky (404) 331-2587 (Atlanta), 
Louisiana (504) 389-0426 (Baton 

Rouge), 
Maine (617) 565-2895 (Boston), 
Maryland (215) 597-4632 

(Philadelphia), 
Massachusetts (617) 565-2895 

(Boston), 
Michigan (312) 353-6717 (Chicago), 
Minnesota (312) 353-6717 (Chicago), 
Mississippi (404) 331-2587 (Atlanta), 
Missouri (816) 42£r.2095 (Kansas 

City), 
Montana (303) 844-2364 (Denver), 
Nebraska (816) 42£r.2095 (Kansas 

City), 
Nevada (415) 744-4559 (San 

Francisco), 
New Hampshire (617) 565-2895 

(Boston), 
New Jersey (2 12) 264-0258 (New 

York), 

New Mexico (505) 262-6048 
(Albuquerque ), 

New York (212) 264-0258 (New 
York), 

North Carolina (404) 331-2587 
(Atlanta), 

North Dakota (303) 844-2364 
(Denver), 

Ohio (312) 353-6717 (Chicago). 
Oklahoma (405) 951-3007 

(Oklahoma City), 
Oregon (206) 615-2125 (Seattle), 
Pennsylvania (215) 597-4632 

(Philadelphia), 
Puerto Rico (809) 76£r.5574 (San 

Juan), 
Rhode Island (6 I 7) 565-2895 

(Boston), 
South Carolina (404) 331-2587 

(Atlanta), 
South Dakota (303) 844-2364 

(Denver), 
Tennessee (404) 331-2587 (Atlanta), 
Texas-Central/South (210) 229-6433 

(San Antonio), 
Texas-Dallas County (214) 767-6777 

(Dallas), 
Texas-North (817) 334-3123 (Forth 

Worth), 
Texas-Southeast (7 I 3) 653-4722 

(Houston), 
Texas-West (505) 262-6048 

(Albuquerque), 
Utah (303) 844-2364 (Denver), 
Vermont (617) 565-2895 (Boston), 
Virgin Islands (809) 76£r.5574 (San 

Juan), 
Virginia (2 I 5) 597-4632 

(Philadelphia), 
Washington (206) 615-2125 (Seattle), 
West Virginia (215) 597-4632 

(Philadelphia), 
Wisconsin (312) 353-67 I 7 (Chicago), 

and 
Wyoming (303) 844-2364 (Denver). 
Magnetic Media Reporting, Internal 

Revenue Service, Martinsburg Comput
ing Center, P.O. Box 1359, Martinsburg, 
West Virginia 2540 1-1359; telephone 
(304) 263-8700 (not a toll-free call), if 
the inquiry relates to either the waiver 
procedure for all forms described in 
these regulations or to the magnetic 
media specifications for Forms 1042-S, 
1098, 1099 series, 5498. 8027. or 
W-2G. 

Background 

This document contains amendments 
to the Procedure and Administration 
Regulations (26 CFR Part 30 I) relating 
to the requirement under section 60 I I (e) 
to file information returns on magnetic 
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media or in other machine-readable 
form. Section 6011(e) authorizes the 
Secretary to prescribe regulations pro
viding the standards for determining 
which returns must be filed on magnetic 
media or in other machine-readable 
form. Section 6011(e) of the Internal 
Revenue Code (Code) was added to the 
Code by section 319 of the Tax Equity 
and Fiscal Responsibility Act of 1982, 
Public Law 97-248, 96 Stat. 610; and 
was amended by section 109 of the 
Interest and Dividend Tax Compliance 
Act of 1983, Public Law 98-67, 97 Stat. 
383; and section 7713 of the Revenue 
Reconciliation Act of 1989 (1989 Act), 
Public Law 101-239, 103 Stat. 2394. 

This document also contains conform
ing amendments to the Income Tax 
Regulations (26 CFR Part 1) relating to 
returns of information of brokers and 
barter exchanges required under section 
6045. 

Explanation of Provisions 

In order to reduce its administrative 
burden and increase accurate processing 
of information, the Social Security Ad
ministration (the SSA) requested that 
regulations be issued to require Forms 
499R-2/W-2PR (Withholding State
ment), Forms W-2VI (U.S. Virgin Is
lands Wage and Tax Statement), Forms 
W-2GU (Guam Wage and Tax State
ment), and Forms W-2AS (American 
Samoa Wage and Tax Statement) to be 
filed on magnetic media. In Notice 
95-64 (1995-2 C.B. 342), the IRS in
formed taxpayers of its intention to 
issue regulations requiring these forms 
to be filed on magnetic media with the 
SSA and invited public comment on the 
matter. The Notice stated that the re
quirement would be effective for wage 
and tax statements required to be filed 
after December 31, 1996. No comments 
were received in response to the Notice. 
These regulations expand the wage and 
tax statements required to be filed on 
magnetic media with the SSA to include 
Form 499R-2/W-2PR, Form W-2VI, 
Form W-2GU, and Form W-2AS. 

In addition, these regulations reflect 
the current provisions of section 
60 11 (e). As amended by the 1989 Act, 
section 6011(e)(2)(A) provides that the 
Secretary shall not require any person to 
file returns on magnetic media unless 
the person is required to file at least 250 
returns during the calendar year (250-
threshold). Consistent with the provi
sions of section 60I1(e)(2)(A), these 
regulations provide that no person is 
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required to file on magnetic media un
less the person is required to file 250 or 
more returns during the calendar year. 
Further, these regulations clarify that 
each type of information return is con
sidered a separate return, and the 250-
threshold applies separately to each type 
of form required to be filed. 

In addition, these regulations reflect 
the current administrative practices with 
respect to filing information returns on 
magnetic media or in other machine
readable form. The IRS and the SSA 
now permit filing on tape cartridge but 
no longer permit filing on cassette. 
Further, the IRS currently permits elec
tronic filing as an alternative method of 
filing, and the SSA is considering per
mitting electronic filing in the future. 
Thus, under these regulations, magnetic 
media generally include magnetic tape, 
tape cartridge, diskette, and other media 
(such as electronic filing) specifically 
permitted under the applicable regula
tions, procedures, or publications. 

Further, these regulations reflect the 
current procedures for obtaining consent 
and authorization from the IRS before 
filing on magnetic media. These regula
tions refer to Form 4419 (Application 
for Filing Information Returns 
Magnetically/Electronically), which must 
be filed by a transmitter with the IRS 
before filing Forms 1042-S, 1098, 1099 
series, 5498, 8027, and W-2G on mag
netic media or electronically. These 
regulations also remove any reference to 
obtaining consent from the SSA because 
it no longer requires consent or authori
zation before filing on magnetic media. 

Under the existing regulations, a tax
payer may request a hardship waiver 
from the magnetic media filing require
ments. The principal factor for demon
strating hardship is the amount, if any, 
by which the cost of filing on magnetic 
media exceeds the cost of filing on 
paper. The existing regulations provide 
that, if an employer is required to make 
a final return on Form 941, or a varia
tion thereof, and expedited filing of 
Form W-2 is required, the unavailability 
of the specifications for magnetic media 
filing will be treated as creating a 
hardship, and a waiver of the magnetic 
media filing requirements for the expe
dited Forms W-2 may be granted. This 
document extends this waiver provision 
to expedited filing of Forms 499R-2/W-
2PR, Forms W-2VI, Forms W-2GU, 
and Forms W-2AS. 

Special Analyses 

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

It is hereby certified that the regula
tions in this document will not have a 
significant economic impact on a sub
stantial number of small entities. This 
certification is based on a determination 
that these regulations impose no addi
tional reporting or recordkeeping re
quirement and only prescribe the 
method of filing information returns that 
are already required to be filed. Further, 
these regulations are consistent with the 
requirements imposed by statute. Section 
6011 (e )(2)(A) provides that, in prescrib
ing regulations providing standards for 
determining which returns must be filed 
on magnetic media or in other machine
readable form, the Secretary shall not 
require any person to file returns on 
magnetic media unless the person is 
required to file at least 250 returns 
during the calendar year. Consistent with 
the statutory provision, these regulations 
do not require information returns to be 
filed on magnetic media unless 250 or 
more returns are required to be filed. 
Further, the economic impact caused by 
filing on magnetic media should be 
minimal. If a taxpayer's operations are 
computerized, reporting in accordance 
with the regulations should be less 
costly than filing on paper. If the tax
payer's operations are not computerized, 
the incremental cost of magnetic media 
reporting should be minimal in most 
cases because of the availability of 
computer service bureaus. In addition, 
the existing regulations provide that the 
IRS may waive the magnetic media 
filing requirements upon a showing of 
hardship. It is anticipated that the waiver 
authority will be exercised so as not to 
unduly burden taxpayers lacking both 
the necessary data processing facilities 
and access at a reasonable cost to 
computer service bureaus. Accordingly, 
a Regulatory Flexibility Analysis under 
the Regulatory Flexibility Act (5 U.S.c. 
chapter 6) is not required. 

Pursuant to section 7805(f) of the 
Internal Revenue Code, these regulations 
will be submitted to the Chief Counsel 
for Advocacy of the Small Business 
Administration for comment on their 
impact on small business. 

* * * * * 



Adoption of Amendments to the Regula
tions 

Accordingly, 26 CFR parts 1 and 301 
are amended as follows: 

PART I-INCOME TAXES 

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

Authority: 26 U.S.c. 7805 * * * 
Par. 2. Section 1.6045-1 is amended 

by adding a sentence at the end of 
paragraph (q) to read as follows: 

§ 1.6045-1 Returns of information of 
brokers and barter exchanges. 

* * * * * 
(q) * * * With regard to paragraph (1) 

of this section, see section 6011 (e) of 
the Internal Revenue Code for informa
tion returns required to be filed after 
December 31, 1989, and before January 
I, 1997; and see § 1.6045-IT(1) for 
information returns required to be filed 
after December 31, 1996. 

Par. 3. Section 1.6045-1 T is added to 
read as follows: 

§ 1.6045-1T Returns of information of 
brokers and barter exchanges (tempo
rary). 

(a) through (k) [Reserved] For further 
guidance, see § 1.6045-1 (a) through 
(k). 

(1) Use of magnetic media. For infor
mation returns filed after December 31, 
1996, see § 301.6011-2T of this chapter 
for rules relating to filing information 
returns on magnetic media and for rules 
relating to waivers granted for undue 
hardship. For information returns filed 
prior to January 1, 1997, see § 1.6045-
1(1). 

Par. 4. Section 1.6045-2 is amended 
by adding a sentence at the end of 
paragraph (i) to read as follows: 

§ I.6045-2 Furnishing statement re
quired with respect to certain substitute 
payments. 

* * * * * 
(i) * * * With regard to paragraph 

(g)(2) of this section, see section 
6011 (e) of the Internal Revenue Code 
for information returns required to be 
filed after December 31, 1989, and 
before January 1, 1997; and see 
§ 1.6045-2T(g)(2) for information re
turns required to be filed after Decem
ber 31, 1996. 

Par. 5. Section 1.6045-2T is added to 
read as follows: 

§ 1.6045-2T Furnishing statement re
quired with respect to certain substitute 
payments (temporary). 

(a) through (g)(l) [Reserved] For fur
ther guidance, see § 1.6045-2(a) 
through (g)( 1). 

(g)(2) Use of magnetic media. For 
information returns filed after December 
31, 1996, see § 301.60 11-2T of this 
chapter for rules relating to filing infor
mation returns on magnetic media and 
for rules relating to waivers granted for 
undue hardship. For information returns 
filed prior to January 1, 1997, see 
§ 1.6045-2(g)(2). 

PART 301-PROCEDURE AND 
ADMINISTRATION 

Par. 4. The authority citation for part 
301 continues to read in part as follows: 

Authority: 26 U.S.c. 7805 * * * 
Par. 5. Section 301.6011-2T is added 

to read as follows: 

§ 301.6011-2T Required use of mag
netic media (temporary). 

This section applies to information 
returns required to be filed after Decem
ber 31, 1996. For information returns 
required to be filed after December 31, 
1989, and before January I, 1997, see 
section 6011 (e) of the Internal Revenue 
Code and § 301.6011-2. 

(a) Meaning of terms. The following 
definitions apply for purposes of this 
section: 

(1) Magnetic media. The term mag
netic media means any magnetic media 
permitted under applicable regulations, 
revenue procedures, or, in the case of 
returns filed with the Social Security 
Administration, Social Security Admin
istration publications. These generally 
include magnetic tape, tape cartridge, 
and diskette, as well as other media 
(such as electronic filing) specifically 
permitted under the applicable regula
tions, procedures, or publications. 

(2) and (3) [Reserved] For further 
guidance, see § 301.6011- 2(a)(2) and 
(3). 

(b) Returns required on magnetic me
dia. (1) If the use of Form 1042-S, 
1098, 1099 series, 5498, 8027, W-2G, 
or other form treated as a form specified 
in this paragraph (b)( 1) is required by 
the applicable regulations or revenue 
procedures for the purpose of making an 
information return, the information re
quired by the form must be submitted 
on magnetic media, except as otherwise 
provided in paragraph (c) of this section. 

Returns on magnetic media must be 
made in accordance with applicable rev
enue procedures or publications. See 
§ 601.601 (d)(2)(ii)(b) of this chapter. 
Pursuant to these procedures, the con
sent of the Commissioner of Internal 
Revenue (or other authorized officer or 
employee of the Internal Revenue Ser
vice) to a magnetic medium must be 
obtained by submitting Form 4419 (Ap
plication for Filing Information Returns 
Magnetically/Electronically) prior to 
submitting a return described in this 
paragraph (b)( 1) on the magnetic me
dium. 

(2) If the use of Form W-2 (Wage 
and Tax Statement), Form 499R-2/W-
2PR (Withholding Statement), Form 
W-2VI (U.S. Virgin Islands Wage and 
Tax Statement), Form W-2GU (Guam 
Wage and Tax Statement), Form W-2AS 
(American Samoa Wage and Tax State
ment), or other form treated as a form 
specified in this paragraph (b )(2) is 
required for the purpose of making an 
information return, the information re
quired by the form must be submitted 
on magnetic media, except as otherwise 
provided in paragraph (c) of this section. 
Returns described in this paragraph 
(b)(2) must be made in accordance with 
applicable Social Security Administra
tion procedures or publications (which 
may be obtained from the local office of 
the Social Security Administration). 

(3) [Reserved] For further guidance, 
see § 301.6011-2(b)(3). 

(c) Exceptions-(1) Low-volume fil
ers/250-threshold-(i) In general. No 
person is required to file information 
returns on magnetic media unless the 
person is required to file 250 or more 
returns during the calendar year. Persons 
filing fewer than 250 returns during the 
calendar year may make the returns on 
the prescribed paper form, or, alterna
tively, such persons may make returns 
on magnetic media in accordance with 
paragraph (b) of this section. 

(ii) [Reserved] For further guidance, 
see § 301.6011- 2(c)(l)(ii). 

(iii) No aggregation. Each type of 
information return described in para
graphs (b)(l) and (2) of this section is 
considered a separate return for pur
poses of this paragraph (c)(l). There
fore, the 250-threshold applies sepa
rately to each type of form required to 
be filed. 

(iv) Examples. The provisions of 
paragraph (c)(l )(iii) of this section are 
illustrated by the following examples: 

Example 1. For the calendar year ending De. 
cember 31, 1996, Company X is required to file 
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200 returns on Form 1099-INT and 350 returns on 
Form 1099-MISC. Company X is not required to 
file Forms 1099-INT on magnetic media but is 
required to file Forms 1099-MISC on magnetic 
media. 

Example 2. During the calendar year ending 
December 31. 1996. Company Y has 275 employ
ees in Puerto Rico and 50 employees in American 
Samoa. Company Y is required to file Forms 
499R-2/W-2PR on magnetic media but is not 
required to file Forms W-2AS on magnetic media. 

Example 3. For the calendar year ending De
cember 31. 1996. Company Z files 300 original 
returns on Form 1099-DIV and later files 70 
corrected returns on Form 1099-DIV. Company Z 
is required to file the original returns on magnetic 
media. However, Company Z is not required to 
file the corrected returns on magnetic media 
because the corrected returns fall under the 250-
threshold. See § 301.6721-1 (a)(2)(ii). 

(2) Waiver. (i) The Commissioner 
may waive the requirements of this 
section if hardship is shown in a request 
for waiver filed in accordance with this 
paragraph (c)(2)(i). The principal factor 
in determining hardship will be the 
amount, if any, by which the cost of 
filing the information returns in accor
dance with this section exceeds the cost 
of filing the returns on other media. 
Notwithstanding the foregoing, if an 
employer is required to make a final 
return on Form 941. or a variation 
thereof, and expedited filing of Forms 
W-2, Forms 499R-2/W-2PR, Forms 
W-2VI, Forms W-2GU, or Form 
W-2AS is required, the unavailability of 
the specifications for magnetic media 
filing will be treated as creating a 
hardship. See § 31.6071(a)-I(a)(3)(ii). 
A request for waiver must be made in 
accordance with applicable revenue pro
cedures or publications. See § 601.601-
(d)(2)(ii)(b) of this chapter. Pursuant to 
these procedures, a request for waiver 
should be filed at least 45 days before 
the due date of the information return in 
order for the Service to have adequate 
time to respond to the request for 
waiver. The waiver will specify the type 
of information return and the period to 
which it applies and will be subject to 
such terms and conditions regarding the 
method of reporting as may be pre
scribed by the Commissioner. 

(ii) The Commissioner may prescribe 
rules that supplement the provisions of 
paragraph (c)(2)(i) of this section. 

(C)(3) and (4) [Reserved]. For further 
guidance, see § 301.6011-2(c)(3) and 
(4). 

(u) and (e) [Reserved] For further 
guidance, see § 301.6011-2(d) and (e). 

( f) Failure to file. If a person fails to 
file an information return on magnetic 
media when required to do so by this 
section, the person is deemed to have 
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failed to file the return. In addition, if a 
person making returns on a paper fonn 
under paragraph (c) of this section fails 
to file a return on machine-readable 
paper fonn when required to do so by 
this section, the person is deemed to 
have failed to file the return. See sec
tions 6652, 6693, and 6721 for penalties 
for failure to file certain returns. See 
also section 6724 and the regulations 
under section 6721 for the specific rules 
and limitations regarding the penalty 
imposed under section 6721 for failure 
to file on magnetic media. 

(g) Effective date. (l) [Reserved] For 
further guidance, see § 301.6011-
2(g)( 1 ). 

(2) Paragraphs (a)(l), (b)(l) and (2), 
(c)(1 )(i), (iii), and (iv), (c)(2), and (f) of 
this section are effective for infonnation 
returns required to be filed after Decem
ber 31, 1996. For information returns 
required to be filed after December 31, 
1989, and before January 1, 1997, see 
section 6011 (e) of the Internal Revenue 
Code and § 301.6011-2. 

Margaret Milner Richardson, 
Commissioner of Internal Revenue. 

Approved September 10, 1996. 

Donald C. Lubick, 
Actin£? Assistant Secretary 

of the Treasury. 

(Filed by the Office of the Federal Register on 
October 9, 1996, 8:45 a.m., and published in the 
issue of the Federal Register for October 10, 1996, 
61 F.R.53058) 

Subpart B.-Income Tax Returns 

Section 6012.-Persons Required 
to Make Returns of Income 
26 CFR 1.6012-1: 1ndividua/.1 required to make 
returns of income. 

The Service is providing adjusted tax tables for 
individuals and trusts and estates for taxable years 
beginning in 1997 to reflect changes in the cost of 
living. See Rev. Proc. 9&--59, page 392. 

26 CFR 1.6012-5: Composite return in lieu of 
specified form. 

What are the requirements for participation in 
the 1997 Electronic Filing Program for the Form 
1040 series? See Rev. Proc. 96--61, page 40 I. 

What are the requirements for participation in 
the 1997 On-Line Filino Prooram for the Form 
1040 series? See Rev. Pr~c. 9~62. page 412. 

Section 6013.-Joint Returns of 
Income Tax by Husband and Wife 
26 CFR 1.6013-1: Joint returns. 

The Service is providing adjusted tax tables for 
individuals for taxable years beginning in 1997 to 
reflect changes in the cost of living. See Rev. 
Proc. 96--59, page 392. 

Part III.-Information Returns 

Subpart A.-Information Concerning Persons 

Subject to Special Provisions 

Section 6033.-Returns by Exempt 
Organizations 

The Service is providing inflation adjustments 
for taxable years beginning in 1997 to the amount 
of dues certain exempt organizations can charge 
and still be excepted from the reporting require
ments for exempt organizations with nondeductible 
lobbying expenditures. See Rev. Proc. 96--59. 
page 392. 

Section 6039F.-Notice of Large 
Gifts Received From Foreign 
Persons 

The Service is providing an inflation adjustment 
for taxable years beginning in 1997 to the amount 
of gifts in a taxable year from foreign person(s) 
that triggers a reporting requirement for a United 
States person. See Rev. Proc. 96--59, page 392. 

Subpart B.-Information Concerning 

Transactions With Other Persons 

Section 6041.-lnformation at 
Source 
26 CFR 1.6041-1: Return of information as to 
payments of $600 or more. 

Specifications for paper substitutes for Fonns 
1096. 1098, 1099, 5498, and W-2G. See Rev. 
Proc. 96--42. page 306. 

26 CFR 7.6041-1: Return of information as to 
payments of winnings from bingo. keno. and slot 
machines (Temporary). 

Specifications for paper substitutes for Fonns 
1096. 1098. 1099, 5498, and W--2G. See Rev. 
Proc. 96--42. page 306. 

Section 604IA.-Returns 
Regarding Payments of 
Remuneration for Services and 
Direct Sales 

Specifications for paper substitutes for Fonns 
1096. 1098. 1099. 5498, and W-2G. See Rev. 
Proc. 96--42, page 306. 

Section 6042.-Returns Regarding 
Payments of Dividends and 
Corporate Earnings and Profits 
26 CFR 1.6042-2: Returns of information as to 
dividends paid in calendar years after 1962. 

Specifications for paper substitutes for Fonns 
1096. 1098, 1099, 5498, and W-2G. See Rev. 
Proc. 96--42. page 306. 



26 CFR 1.6042-4: Statements to recipients of 
dividend payments. 

Specifications for paper substitutes for Forms 
1096. 1098. 1099. 5498. and W-2G. See Rev. 
Proc. 96--42. page 306. 

Section 6043.-Returns Regarding 
Liquidation, Dissolution, 
Termination, or Contraction 
26 CFR 1.6043-2 Return of information respect
ing distributions in liquidation. 

Specifications for paper substitutes for Forms 
\096. 1098. 1099. 5498. and W-2G. See Rev. 
Proc. 96--42. page 306. 

Section·6044.-Returns Regarding 
Payments of Patronage Dividends 
26 CFR 1.6044-2: Returns of information as to 
payments of patronage dividends with respect to 
patronage occurring in taxable years beginning 
after 1962. 

Specifications for paper substitutes for Forms 
1096. 1098. 1099. 5498. and W-2G. See Rev. 
Proc. 96--42. page 306. 

26 CFR 1.6044-5: Statements to recipients of 
patronage dividends. 

Specifications for paper substitutes for Forms 
1096. 1098. 1099. 5498. and W-2G. See Rev. 
Proc. 96--42. page 306. 

Are payors. required to report payments on 
Form 1099. permitted to use certain logos and 
identifying slogans on substitute Forms 1099? See 
Notice 96-62. page 228. 

Section 6045.-Returns of Brokers 
26 CFR 1.6045-1: Returns of information of 
brokers and barter exchanges. 

Specifications for paper substitutes for Forms 
1096. 1098. 1099. 5498. and W-2G. See Rev. 
Proc. 96-42. page 306. 

26 CFR 1.6045-2: Furnishing statement required 
with respect to certain substitute payments. 

Specifications for paper substitutes for Forms 
1096. 1098. 1099. 5498. and W-2G. See Rev. 
Proc. 96--42. page 306. 

26 CFR 1.6045-4: Information reporting on real 
estate transactions with dates of closing on or 
afterlanuary I. 1991. 

Specifications for paper substitutes for Forms 
\096. \098. 1099. 5498. and W-2G. See Rev. 
Proc. 96-42. page 306. 

Section 6047 .-Information 
Relating to Certain Trusts and 
Annuity Plans 
26 CFR 1.6047-1: Information to be furnished 
with regard to employee retirement plan covering 
an owner-employee. 

Specifications for paper substitutes for Forms 
1096. 1098. 1099. 5498. and W-2G. See Rev. 
Proc. 96-42. page 306. 

Section 6049.-Returns Regarding 
Payments of Interest 
26 CFR 1.6049-4: Return of information as to 
interest paid and original issue discount includible 
in gross income after December 31. 1982. 

Specifications for paper substitutes for Forms 
\096. 1098. 1099. 5498. and W-2G. See Rev. 
Proc. 96-42. page 306. 

26 CFR 1.6049~: Statements to recipients of 
interest payments and holders of obligations as to 
which there is attributed original issue discount 
after December 31. 1982. 

Are payors. required to report payments on 
Form 1099. permitted to use certain logos and 
identifying slogans on substitute Forms 1099? See 
Notice 96-62. page 228. 

Specifications for paper substitutes for Forms 
1096. 1098. 1099. 5498. and W-2G. See Rev. 
Proc. 96-42. page 306. 

26 CFR 1.6049-7: Returns of information with 
respect to R£MIC regular interests and collateral
ized debt obligations. 

Specifications for paper substitutes for Forms 
1096. 1098. 1099. 5498. and W-2G. See Rev. 
Proc. 96-42. page 306. 

Section 6050A.-Reporting 
Requirements of Certain Fishing 
Boat Operators 
26 CFR I .6050A-I: Reporting requirements of 
certain fishing boat operators. 

Specifications for paper substitutes for Forms 
1096. 1098. 1099. 5498. and W-2G. See Rev. 
Proc. 96-42. page 306. 

Section 6050B.-Returns Relating 
to Unemployment Compensation 
26 CFR 1.60508-1: Information returns by person 
making unemployment compensation payments. 

Specifications for paper substitutes for Forms 
1096. 1098. 1099. 5498. and W-2G. See Rev. 
Proc. 96--42. page 306. 

Section 6050D.-Returns Relating 
to Energy Grants and Financing 
26 CFR 1.60500-1: Information returns relating 
to energy grants and financing. 

Specifications for paper substitutes for Forms 
1096. 1098. 1099. 5498. and W-2G. See Rev. 
Proc. 96-42. page 306. 

Section 6050E.-State and Local 
Income Tax Refunds 
26 CFR 1.6050£-1: Reporting of state and local 
income tax refunds. 

Specifications for paper substitutes for Forms 
1096. 1098. 1099. 5498. and W-2G. See Rev. 
Proc. 96-42. page 306. 

Section 6050H.-Returns Relating 
to Mortgage Interest Received in 
Trade or Business From Individuals 
26 CFR 1.6050H-I: Information reporting oj 
mortgage interest rcceilwl in a trade or business 
from an indil·idlw!. 

Specifications for paper substitutes for Forms 
1096. 1098. 1099. 5498. and W-2G. See Rev. 
Proc. 96--42. page 306. 

26 CFR 1.6050H-2: Time, form, and manner of 
reporting interest receil'eel on qualified mortgage. 

Specifications for paper substitutes for Forms 
1096. 1098, 1099, 5498. and W-2G. See Rev. 
Proc. 96--42, page 306. 

Section 6050J.-Returns Relating 
to Foreclosures and Abandonments 
of Security 
26 CFR 1.60501-IT: Questions and answers con
cerning information returns relating to foreclo
sures and abandonments of security (Temporary). 

Specifications for paper substitutes for Forms 
1096, 1098, 1099, 5498. and W-2G. See Rev. 
Proc. 96--42, page 306. 

Section 6050N.-Returns 
Regarding the Payments of 
Royalties 
26 CFR 1.6050N-I: Statements to recipients of 
royalties. 

Are payors, required to report payments on 
Form 1099, permitted to use certain logos and 
identifying slogans on substitute Forms 1099? See 
Notice 96-62, page 228. 

Specifications for paper substitutes for Forms 
1096, 1098, 1099, 5498. and W-2G. See Rev. 
Proc. 96--42, page 306. 

Section 6050P.-Returns Relating 
to the Cancellation of Indebtedness 
by Certain Financial Entities 
26 CFR 1.6050P-IT: InJ{Jrmation reporting for 
discharges of indebtedness by certain financial 
entities (temporan). 

26 CFR 1.6050P-I: Information reporting for 
discharges oj indebtedness by certain financial 
entities. 

Specifications for paper substitutes for Forms 
1096, 1098, 1099. 5498, and W-2G. See Rev. 
Proc. 96--42, page 306. 

Subpart C.-Information Regarding Wages Paid 

Employees 

Section 6051.-Receipts for 
Employees 
26 CFR 31.15051-1: Statements jor employees. 

Automatic extensiom of time to furnish Forms 
W-2 to employees and file Forms W-2 with the 
Social Securit) Administration are provided for 
"Qualified Employers." Sec Rev. Proc. 96--57. 
page 3R9. 
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Standard and alternate procedures to be used in 
preparing employment tax forms where a 
predecessor-successor employer relationship exists. 
Rev. Proc. 84-77 modified and superseded. See 
Rev. Proc. 96-60. page 399. 

Part IV.-Signing and Verifying of Returns and 

Other Documents 

Section 606l.-Signing of Returns 
and Other Documents 

26 CFR 1.6061-1: Signing of refums and Of her 
dOCUmenf5 hv indil·idllals. 

What are the requirements for participation in 
the 1997 Electronic Filing Program for the Fonn 
1040 series" See Rev. Proc. 96-61. page 40 I. 

Part V.-Time for Filing Returns and Other 

Documents 

Section 607l.-Time for Filing 
Returns and Other Documents 

26 CFR 31.6071(a~l: Time for filing refums and 
orher documenfs. 

Automatic extensions of time to furnish Fonns 
W-2 to employees and file Fonns W-2 with the 
Social Security Administration are provided for 
"Qualified Employers." See Rev. Proc. 96-57. 
page 389. 

Standard and alternate procedures to be used in 
preparing employment tax forms where a 
predecessor-successor employer relationship exists. 
Rev. Proc. 84-77 modified and superseded. See 
Rev. Proc. 96-60. page 399. 

Part Vi.-Extension of Time for Filing Returns 

Section 6081.-Extension of Time 
for Filing Returns 

26 CFR 31.6081(a~l: EXfensions oj fime for 
filing refums and ofizer dOrUmenf5. 

Automatic extensions of time to furnish Fonns 
W-2 to employees and file Fonns W-2 with the 
Social Security Administration are provided for 
"Qualified Employers." See Rev. hoc. 96--57. 
page 389. 

Chapter 64.-Collectlon 

Subchapter A.-General Provisions 

Section 6302.-Mode or Time of 
Collection 

26 CFR 40.6302(c!--l: Use of GOlwnmpnf deposi· 
faries. 

T.D.8685 

DEPARTMENT OF THE TREASURY 
Internal Revenue Service 

26 CFR Pam 40. 48. 49 301. 601 and 602 

Deposits of Excise Taxes 

AGENCY: Internal Revenue Service 
(IRS). Treasury. 

ACTION: Final regulations. 
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SUMMARY: This document contains fi
nal regulations relating to deposits of 
excise taxes. These regulations reflect 
chano-es to the law made by the Uru
guaye Round Agreements Act and affect 
persons required to make deposits of 
excise taxes. This document also re
moves obsolete excise tax regulations. 

EFFECTIVE DATE: November 12, 
1996 

SUPPLEMENTARY INFORMATION: 

Back[?round 

The Uruguay Round Agreements Act 
of 1994 amended sections 6302(e) and 
(f) (relating to deposits of excise taxes). 
As amended, effective January 1, 1995, 
these provisions require an additional 
deposit in September of each year of all 
excise taxes except those imposed by 
section 4261 or 4271 (relating to air 
transportation). The taxes imposed by 
sections 4261 and 4271 are scheduled to 
expire on December 31, 1996. If those 
taxes are reinstated, they will be subject 
to the new deposit provisions beginning 
on January I, 1997. 

Temporary regulations (T.D. 8616 
[1995-2 C.B. 263]) were published in 
the Federal Register on August 29, 
1995 (60 FR 44758), along with a 
notice of proposed rule making (PS-8-95 
[1995-2 C.B. 506]) cross-referencing 
the temporary regulations (60 FR 
44788). No written comments were re
ceived and no public hearing was held. 
The proposed regulations are adopted as 
revised by this Treasury decision and 
the corresponding temporary regulations 
are removed. 

Explanation of Revisions 

The temporary regulations provide 
rules implementing the changes made by 
the Act in a separate regulations section 
(§ 40.6302(c)-5T). Instead of finalizing 
that section, this document incorporates 
the amendments made by the temporary 
regulations into the text of §§ 40.6302-
(c)-l through 40.6302(c)-4. 

To reflect changes in technology, the 
l4-day rule under § 40.6302(c)-4 is 
amended to apply to deposits made by 
electronic funds transfer. 

In addition, the rules set forth in 
§§ 601.104(a)(5) and 601.403(c)(2), re
lating to persons required to collect and 
pay over tax, have been combined, 
revised, and moved to part 49 as 
§ 49.4291-1. 

Removal of Obsolete Regulations; 
Amendments to Table of OMB Control 
Numbers 

This document removes obsolete ex
cise tax regulations under part 601 and 
obsolete cross-references under part 301. 
Also removed are obsolete regulations 
relating to matters now under the juris
diction of the Bureau of Alcohol, To
bacco, and Firearms (ATF). Generally, 
regulations pertaining to ATF procedural 
rules are in 27 CFR parts 70 and 7\. 

In addition, this document updates 
various entries in the Table of OMB 
Numbers contained in part 602. 

Special Analyses 

It has been determined that this Trea
sury decision is not a significant regula
tory action as defined in EO 12866. 
Therefore, a regulatory assessment is not 
required. It also has been determined 
that section 553(b) of the Administrative 
Procedure Act (5 U.S.c. chapter 5) and 
the Regulatory Flexibility Act (5 U.S.c. 
chapter 6) do not apply to these regula
tions, and, therefore, a Regulatory Flex
ibility Analysis is not required. Pursuant 
to section 7805(f) of the Internal Rev
enue Code, the notice of proposed 
rulemaking preceding these regulations 
was submitted to the Chief Counsel for 
Advocacy of the Small Business Admin
istration for comment on its impact on 
small business. 

* 

Adoption of Amendments to the 
Regulations 

Accordingly, 26 CFR parts 40, 48, 49, 
301, 601 , and 602 are amended as 
follows: 

PART 40-EXCISE TAX 
PROCEDURAL REGULATIONS 

Paragraph 1. The authority citation 
for part 40 continues to read in part as 
follows: 

Authority: 26 U.S.c. 7805 * * * 
Par. la. Section 40.6011(a)-1 is 

amended as follows: 
1. Paragraph (c) is amended by add

ing a sentence to the end of the para
graph. 

2. Paragraph (d) is removed. 
The addition reads as follows: 

§ 40.601I(a~1 Returns. 

* 
(c) * * * For provisions relating to 

obligations of a person required to co1-



lect and pay over facilities and services 
excise taxes, see § 49.4291-1 of this 
chapter. 

Par. 2. Section 40.6011(a)-2(b)(2) is 
amended by removing the reference 
"§ 40.6302( c )-1 (e )(2)" and adding 
"§ 40.6302(c)-I(f)(2)" in its place. 

Par. 3. Section 40.6302(c)-1 IS 

amended as follows: 
1. Paragraph (a) is amended by re

moving the parenthetical "(relating to 
taxes imposed on gasoline by section 
4081)" from the last sentence and add
ing "(relating to section 4081 taxes)" in 
its place. 

2. Paragraph (b)(l )(i) is amended by 
removing the reference "paragraph (e)" 
and adding "paragraph (f)" in its place. 

3. Paragraph (b)(l)(ii) is removed and 
paragraph (b)(l )(iii) is redesignated as 
paragraph (b)(l)(ii). 

4. Paragraph (b)(S)(ii) is removed and 
paragraph (b)(S)(iii) is redesignated as 
paragraph (b)(S)(ii). 

S. Newly designated paragraph 
(b)(S)(ii) is amended by removing the 
reference "paragraph (e)(3)" and adding 
"paragraph (f)(3)" in its place. 

6. Paragraph (b)(6)(ii) is amended by 
removing the language .. paragraph 
(b)(6)(iii) of this section (relating to 
deposits of gasoline tax for September)" 
and adding "paragraph (e) of this sec
tion (relating to deposits of 9-day rule 
taxes for September)" in its place. 

7. Paragraph (b)(6)(iii) is removed. 
8. Paragraphs (c)(2)(i)(A) and (c)(2) 

(iii)(B) are amended by removing the 
parenthetical "( 16.67 percent)". 

9. Paragraph (c)(2)(iv) is removed. 
10. Paragraph (c)(3)(iii) is removed 

and paragraph (c)(3)(iv) is redesignated 
as paragraph (c)(3)(iii). 

II. Paragraph (g) is removed. 
12. Paragraphs (e) and (f) are redes

ignated as paragraphs (f) and (g), re
spectively, and a new paragraph (e) is 
added. 

13. Newly designated paragraph 
(f)(3)(ii) is amended by removing the 
reference "paragraph (e)(3)" and adding 
"paragraph (f)(3)" in its place. 

The addition reads as follows: 

§ 40.6302(c)-1 Use of Government de
positaries. 

* * 
(e) Special rules for September-( I) 

Deposits required. In the case of depos
its of 9-day rule taxes for the second 
semimonthly period in September, sepa
rate deposits are required for the period 
September 16th-26th and the period 
September 27th-30th. 

(2) Amount of deposit. The deposits 
of 9-day rule taxes for the period Sep
tember 16th-26th and the period Sep
tember 27th-30th must be not less than 
the amount of net tax liability for 9-day 
rule taxes incurred during the respective 
periods. The net tax liability incurred 
during these periods may be computed 
by-

(i) Determining the amount of net tax 
liability reasonably expected to be in
curred during the second semimonthly 
period in September; 

(ii) Treating II/1S of that amount as 
the net tax liability incurred during the 
period September 16th-26th; and 

(iii) Treating the remainder of the 
amount determined under paragraph 
(e)(2)(i) of this section (adjusted to 
reflect net tax liability actually incurred 
through the end of September) as the 
net tax liability incurred during the 
period September 27th-30th. 

(3) Time to deposit-(i) In general. 
The deposit of 9-day rule taxes required 
for the period beginning September 16th 
must be made by September 29. The 
deposit required for the period ending 
September 30th must be made at the 
time prescribed in paragraph (b)(6)(i) of 
this section for making deposits for the 
second semimonthly period in Septem
ber. 

(ii) Due date on Saturday or Sunday. 
A deposit that would otherwise be due 
on September 29 must be made by 
September 28 if September 29 is a 
Saturday and by September 30 if Sep
tember 29 is a Sunday. 

(4) Safe harbor rule based on look
back quarter liability. The safe harbor 
rule in paragraph (c)(2)(i) of this section 
does not apply to 9-day rule taxes for 
the third calendar quarter unless-

(i) The deposit of 9-day rule taxes for 
the period September 16th-26th is not 
less than 11/90 of the net tax liability 
reported for 9-day rule taxes for the 
look-back quarter; and 

(ii) The total deposit of 9-day rule 
taxes for the second semimonthly period 
in September is not less than 1/6 of the 
net tax liability reported for 9-day rule 
taxes for the look-back quarter. 

(S) Safe harbor rule based on current 
liability. The safe harbor rule of para
graph (c)(3)(i) of this section does not 
apply to 9-day rule taxes for the third 
calendar quarter unless-

(i) The deposit of 9-day rule taxes for 
the period September 16th-26th is not 
less than 69.67 percent of the net tax 

liability for 9-day rule taxes for the 
second semimonthly period in Septem
ber; and 

(ii) The total deposit of 9-day rule 
taxes for the second semimonthly period 
in September is not less than 9S percent 
of the net tax liability for 9-day rule 
taxes for that semimonthly period. 

(6) Persons not required to use elec
tronic funds transfer. In the case of a 
person that is not required to deposit 
excise taxes by electronic funds transfer 
(a non-EFT depositor), the rules of this 
paragraph (e) apply with the following 
modifications: 

(i) The periods for which separate 
deposits must be made are September 
16th-2Sth and September 26th-30th. 

(ii) The deposit required for the pe
riod beginning September 16th must be 
made by September 28. A deposit that 
would otherwise be due on September 
28 must be made by September 27 if 
September 28 is a Saturday and by 
September 29 if September 28 is a 
Sunday. 

(iii) The generally applicable frac
tions and percentage are modified to 
reflect the different deposit periods in 
accordance with the following table: 

Generally 
applicable 
fractions and 
percentage 

II/1S 
11/90 

Modifications for 
non-EFT depositors 

10/ IS 
10/90 

69.67 percent 63.33 percent 

(7) Effective date. This paragraph (e) 
is effective August I, 1995, for all 9-day 
rule taxes except those imposed by 
section 4261 or 4271. For taxes imposed 
by section 4261 or 4271, this paragraph 
(e) applies beginning January I, 1997. 

* * * 
Par. 4. Section 40.6302(c)-2 is 

amended as follows: 
I. Paragraphs (b )(2)(i)(A) and (b )(2) 

(ii)(B) are amended by removing the 
parenthetical "(16.67 percent)". 

2. Paragraph (c) is revised. 
The revision reads as follows: 

§ 40.6302(c)-2 Special rules for use of 
Government depositaries under section 
4681. 

(c) Special rules for Septemher-(1) 
Deposits required. In the case of depos
its of 30-day rule taxes for the first 
semimonthly period in September, sepa
rate deposits are required for the period 
September \ st-\\ th and the period Sep
tember \2th-\ 5th. 
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(2) Amount of deposit. The deposits 
of 30-day rule taxes for the period 
September 1 st-11th and the period Sep
tember 12th-15th must be not less than 
the amount of net tax liability for 30-
day rule taxes incurred during the re
spective periods. The net tax liability 
incurred during these periods may be 
computed by-

(i) Determining the amount of net tax 
liability incurred during the first semi
monthly period in September (or, if 
semimonthly liability is computed by 
dividing monthly liability by two, the 
amount reasonably expected to be in
curred); 

(ii) Treating 11/15 of that amount as 
the net tax liability incurred during the 
period September 1 st -11th; and 

(iii) Treating the remainder of the 
amount determined under paragraph 
(c)(2)(i) of this section (adjusted, if that 
amount is based on reasonable expecta
tions, to reflect net tax liability actually 
incurred through the end of September) 
as the net tax liability incurred during 
the period September 12th-15th. 

(3) Time to deposit-(i) In general. 
The deposit required for the period 
beginning September I st and the deposit 
for the second semimonthly period in 
August must be made by September 29. 
The deposit required for the period 
ending September 15th must be made at 
the time prescribed in paragraph 
(b)(1)(i) of this section for making de
posits for the first semimonthly period 
in September. 

(ii) Due date on Saturday or Sunday. 
A deposit that would otherwise be due 
on September 29 must be made by 
September 28 if September 29 is a 
Saturday and by September 30 if Sep
tember 29 is a Sunday. 

(4) Safe harbor rule based on look
back quarter liability. The safe harbor 
rule of paragraph (b)(2)(i) of this section 
does not apply for the third calendar 
quarter unless-

(i) The deposit of 30-day rule taxes 
for the period September 1st-II th is not 
less than 11/90 of the net tax liability 
reported for 30-day rule taxes for the 
look-back quarter; and 

(ii) The total deposit of 30-day rule 
taxes for the first semimonthly period in 
September is not less than 1/6 of the net 
tax liability reported for 30-day rule 
taxes for the look-back quarter. 

(5) Safe harbor rule based on current 
liability. The safe harbor rule of para
graph (b)(3) of this section does not 
apply for the third calendar quarter 
unless-
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(i) The deposit of 30-day rule taxes 
for the period September 1 st -11th is not 
less than 69.67 percent of the net tax 
liability for 30-day rule taxes for the 
first semimonthly period in September; 
and 

(ii) The total deposit of 30-day rule 
taxes for the first semimonthly period in 
September is not less than 95 percent of 
the net tax liability for 30-day rule taxes 
for that semimonthly period. 

(6) Persons not required to use elec
tronic funds transfer. In the case of a 
person that is not required to deposit 
excise taxes by electronic funds transfer 
(a non-EFf depositor), the rules of this 
paragraph (c) apply with the following 
modifications: 

(i) The periods for which separate 
deposits must be made are September 
1st-10th and September 11th-15th. 

(ii) The deposit required for the pe
riod beginning September 1st and the 
deposit required for the second semi
monthly period in August must be made 
by September 28. A deposit that would 
otherwise be due on September 28 must 
be made by September 27 if September 
28 is a Saturday and by September 29 if 
September 28 is a Sunday. 

(iii) The generally applicable frac
tions and percentage are modified to 
reflect the different deposit periods in 
accordance with the following table: 

Generally 
applicable 
fractions and 
percentage 

11/15 
11/90 
69.67 percent 

Modifications for 
non-EFf depositors 

10/15 
10/90 
63.33 percent 

(7) Effective date. This paragraph (c) 
is effective August 1, 1995. 

Par. 5. Section 40.6302(c)-3 is 
amended as follows: 

I. In paragraph (b)(1 )(ii), first sen
tence, the language "deposits to" is 
removed and "deposits of" is added in 
its place. 

2. In paragraph (b)(3), first sentence, 
the language "durina" is removed and 
"during a" is added in its place. 

3. Paragraphs (f) and (g) are redesig
nated as paragraphs (g) and (h), respec
tively, and a new paragraph (f) is added. 

4. In newly designated paragraph (h), 
first sentence, the language "This sec
tion" is removed and "Except as other
wise provided, this section" is added in 
its place. 

The addition reads as follows: 

§ 40.6302(c)-3 Special rules for use of 
Government depositaries under chapter 
33. 

* * * * * 
(f) Special rules for September-(l) 

Deposits required. In the case of alterna
tive method taxes charged (that is, in
cluded in amounts billed or tickets sold) 
during the first semimonthly period in 
September, separate deposits are re
quired for the taxes charged during the 
period September 1 st -11th and the pe
riod September 12th-15th. 

(2) Time to deposit-(i) In general. 
The deposit required for alternative 
method taxes charged during the period 
beginning September 1 st must be made 
by September 29. The deposit required 
for alternative method taxes charged 
during the period ending September 
15th must be made at the time pre
scribed in paragraph (c) of this section 
for making deposits for the first semi
monthly period in October. 

(ii) Due date on Saturday or Sunday. 
A deposit that would otherwise be due 
on September 29 must be made by 
September 28 if September 29 is a 
Saturday and by September 30 if Sep
tember 29 is a Sunday. 

(3) Amount of deposit. The deposits 
of alternative method taxes required for 
the period September 1 st -11th and the 
period September 12th-15th must be not 
less than the amount of alternative 
method taxes charged during the respec
tive periods. The amount of alternative 
method taxes charged during these peri
ods may be computed by-

(i) Determining the net amount of 
alternative method taxes reflected in the 
separate account for the first semi
monthly period in September (or one
half of the net amount of alternative 
method taxes reasonably expected to be 
reflected in the separate account for the 
month of September); 

(ii) Treating 11/15 of that amount as 
the amount of taxes charged during the 
period September 1 st-IIth; and 

(iii) Treating the remainder of the 
amount determined under paragraph 
(f)(3)(i) of this section (adjusted, if that 
amount is based on reasonable expecta
tions, to reflect actual taxes charged 
through the end of September) as the 
amount charged during the period Sep
tember 12th-15th. 

(4) Safe harbor rule based on look
back quarter liability. The safe harbor 



rule of § 4O.6302(c)-I(c)(2)(i) does not 
apply for the fourth calendar quarter 
unless-

(i) The deposit for alternative method 
taxes charged during the period Septem
ber 1 st-llth is not less than 11/90 of the 
net tax liability reported for alternative 
method taxes for the look-back quarter; 
and 

(ii) The total deposit for alternative 
method taxes charged during the first 
semimonthly period in September is not 
less than 1/6 of the net tax liability 
reported for alternative method taxes for 
the look-back quarter. 

(S) Safe harbor rule based on current 
liability. The safe harbor rule of 
§ 40.6302(c)-1(c)(3)(i) does not apply 
for the fourth calendar quarter unless-

(i) The deposit for alternative method 
taxes charged during the period Septem
ber 1 st-ll th is not less than 69.67 
percent of the alternative method taxes 
charged during the first semimonthly 
period in September; and 

(ii) The total deposit for alternative 
method taxes charged during the first 
semimonthly period in September is not 
less than 9S percent of the alternative 
method taxes charged during that semi
monthly period. 

(6) Persons not required to use elec
tronic funds transfer. In the case of a 
person that is not required to deposit 
excise taxes by electronic funds transfer 
(a non-EFf depositor), the rules of this 
paragraph (f) apply with the following 
modifications: 

(i) The taxes for which separate de
posits must be made are the taxes 
charged during the periods September 
1st-10th and September Ilth-ISth. 

(ii) The deposit required for taxes 
charged during the period beginning 
September I st must be made by Sep
tember 28. A deposit that would other
wise be due on September 28 must be 
made by September 27 if September 28 
is a Saturday and by September 29 if 
September 28 is a Sunday. 

(iii) The generally applicable frac
tions and percentage are modified to 
reflect the different deposit periods in 
accordance with the following table: 

Generally 
applicable 

fractions and 
percentage 

II/1S 
11/90 
69.67 percent 

Modifications for 
non-EFf depositors 

lOllS 
10/90 
63.33 percent 

(7) Effective date. This paragraph (f) 
is effective August 1, 1995, for all taxes 
except those imposed by section 4261 or 
4271. For taxes imposed by section 
4261 or 4271, this paragraph (f) applies 
beginning January 1, 1997. 

* * * 
Par. 6. Section 40.6302(c)-4 is 

amended as follows: 
I. Paragraph (a) is amended by revis

ing the first sentence and removing the 
second sentence. 

2. Paragraph (b)( I) is amended by 
removing the language "transfer be
tween accounts with the same Govern
ment depositary" in the first sentence 
and adding "electronic funds transfer" 
in its place. 

3. Paragraph (d) is redesignated as 
paragraph (e) and a new paragraph (d) 
is added. 

4. Newly designated paragraph (e) is 
amended by removing the language 
"Highway Act" and adding "Highway 
Revenue Act" in its place. 

The revision and addition read as 
follows: 

§ 40.6302( c)-4 Special rule for use of 
Government depositaries under section 
4081. 

(a) Overview. This section sets forth 
a special rule for deposits of taxes 
imposed by section 4081. * * * 

* *- * 
(d) Special rules for September. De

posits of 14-day rule taxes for the 
second semimonthly period in Septem
ber must be made in the manner pre
scribed by § 40.6302(c)-I(e) applied 
with the following modifications: 

(I) Each reference to 9-day rule taxes 
is treated, instead, as a reference to 
14-day rule taxes. 

(2) The deposit required for the pe
riod ending September 30th must be 
made at the time prescribed in para
graph (b) of this section (rather than at 
the time prescribed in § 40.6302(c)
l(b)(6)(i». 

* 

§ 40.6302(c)-ST [Removed] 

Par. 7. Section 40.6302(c)-ST IS re
moved. 

§ 40.9999-1 [Amended] 

Par. 8. Section 40.9999-1 is amended 
as follows: 

I. Example 1(iii) is amended by re
moving the parenthetical "(§ 40.6302-
(c)-I(e)(2»" and adding "(§ 40.6302-
(c)-I(f)(2»" in its place. 

2. Example 3 is amended by: 
a. Removing the language "diesel 

fuel" and adding "aviation fuel" in its 
place in the following locations: 

i. Example 3, heading. 
ii. Example 3(i)( I), each time it ap

pears in the first sentence. 
iii. Example 3(i)( 1), second and third 

sentences. 
iv. Example 3(i)( 4), second sentence. 
v. Example 3(ii), fourth and seventh 

sentences. 
vi. Example 3(iii), third sentence. 
vii. Example 3(iv), second sentence. 
b. In Example 3(iii), second sentence, 

removing the parenthetical "(§ 40.6302-
(c)-I(e)(3»" and adding "(§ 40.6302-
(c)-I(f)(3»" in its place. 

PART 48-MANUFACTURERS AND 
RETAILERS EXCISE TAXES 

Par. 9. The authority citation for part 
48 continues to read in part as follows: 

Authority: 26 u.s.c. 780S * * * 

§ 48.4082-2 [Amended] 

Par. 9a. In § 48.4082-2, paragraph 
(a) is amended by removing the refer
ence "section 6714" and adding "sec
tion 671S" in its place. 

§ 48.4083-1 [Amended] 

Par. 10. Section 48.4083-1 is 
amended as follows: 

1. In paragraph (b)( 1 ) introductory 
text, first sentence, the reference "sec
tion 6714(a)" is removed and "section 
671S(a)" is added in its place. 

2. In paragraph (d)(l), second sen
tence, the reference "section 6714" is 
removed and "section 671S" is added in 
its place. 

§ 48.6427-7 [Removed] 

Par. 11. Section 48.6427-7 is re
moved. 

§ 48.6714-1 [Redesignated as 
48.671S-I] 

Par. 12. Section 48.6714-1 is redesig
nated as § 48.671S-1. 

Par. 13. In newly designated 
§ 48.67IS-I, the first and second sen
tences of paragraph (a) introductory text 
are amended by removing the reference 
"section 6714(a)" and adding "section 
671S(a)" in its place. 

PART 49-FACILITIES AND 
SERVICES EXCISE TAXES 

Par. 14. The authority citation for 
part 49 continues to read as follows: 
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Authority: 26 U.S.c. 7805. 
Par. 14a. Subpart F, consisting of 

§ 49.4291-1, is added to read as fol
lows: 

Subpart F-Collection of Tax By 
Persons Receiving Payment 

§ 49.4291-/ Persons receiving payment 
must collect tax. 

Except as otherwise provided in sec
tion 4263(a), every person receiving any 
payment for facilities or services on 
which a tax is imposed upon the payor 
thereof under chapter 33 shall collect 
the amount of the tax from the person 
making that payment. Under section 
750 I, all taxes collected in this manner 
are held by the collecting agent in trust 
for the United States. If the person from 
whom the tax is required to be collected 
refuses to pay it or if for any reason it 
is impossible for the collecting agent to 
collect the tax from that person, the 
collecting agent is required to report to 
the district director the name and ad
dress of that person, the nature of the 
facility provided or service rendered, the 
amount paid therefor, and the date on 
which paid. Upon receipt of this infor
mation the district director will proceed 
against the person to whom the facilities 
were provided or the services rendered 
to assert the amount of tax due, afford
ing that person the same district confer
ence, protest, and appellate rights as are 
available to other excise taxpayers. In 
addition, when a field or office audit of 
a collecting agent's records, or of a 
taxpayer's records, discloses that the 
collecting agent failed during prior re
porting periods to collect taxes due, the 
district director may assert those taxes 
directly against the person to whom the 
facilities were provided or the services 
rendered, whether or not the collecting 
agent had attempted collection or the 
person liable for the tax had refused 
payment thereof. 

PART 301-PROCEDURE AND 
ADMINISTRATION 

Par. 15. The authority citation for 
part 30] continues to read in part as 
follows: 

Authority: 26 U.s.c. 7805 * * * 

~ 301.6156-1 [Removed] 

Par. 15a. Section 301.6156-1 IS re
moved. 

~ 301.6206-1 [Removed] 
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Par. 16. Section 301.6206-1 is re
moved. 

§§ 301.6415-1 through 301.6421-1 and 
301.6423-1 [Removed] 

Par. 17. Sections 301.6415-1 through 
301.6421-1 and 301.6423-1 are re
moved. 

§ 301.6675-1 [Removed] 

Par. 18. Section 301.6675-1 IS re
moved. 

Par. 19. The undesignated center 
heading following § 301.6905-1 is re
vised to read as follows: 

Licensing 

Par. 20. The undesignated center 
heading preceding § 301.7001-1 is re
moved. 

Par. 21. The undesignated center 
heading preceding § 301.7011-1 is re
moved. 

§ 301.7011-1 [Removed] 

Par. 22. Section 301.7011-1 is re
moved. 

§ 301.7232-1 [Removed] 

Par. 23. Section 301.7232-1 is re
moved. 

§ 301.7328-1 [Removed] 

Par. 24. Section 301.7328-1 is re
moved. 

PART 601-STATEMENT OF 
PROCEDURAL RULES 

Par. 25. The authority citation for 
part 601 continues to read as follows: 

Authority: 5 U.S.c. 301 and 552. 

§ 601.101 [Amended] 

Par. 25a. Section 601.101 is amended 
as follows: 

1. Paragraph (b) is amended by re
moving the seventh sentence and the 
last sentence. 

2. Paragraph (c) is removed. 
Par. 26. Section 601.102 is amended 

as follows: 
1. Paragraphs (b)(2)(i) and (b)(2)(ii) 

are revised. 
2. Paragraphs (b )(2)(iii), (b )(2)(iv), 

and (c) are removed. 
The revisions read as follows: 

§ 601.102 Classification of taxes col
lected by the Internal Revenue Service. 

* * * 

(b) * * * 
(2) * * * 
(i) Employment taxes. 
(ii) Miscellaneous excise taxes col

lected by return. 

* * * * * 

§ 601.104 [Amended] 

Par. 27. Section 601.104 is amended 
as follows: 

1. Paragraphs (a)( 4) and (a)(5) are 
removed. 

2. Paragraph (c)(4) is amended by 
removing the eighth and ninth sentences. 

§ 601.201 [Amended] 

Par. 28. In § 601.201, paragraph 
(a)(2) is amended by removing the last 
sentence. 

§ 601.202 [Amended] 

Par. 29. In § 601.202, paragraph 
(c)(1) is amended by removing the par
enthetical "(other than the manufactur
ers excise tax on firearms arising from 
application of sections 4181 and 4182 of 
the Internal Revenue Code of 1954)". 

§ 601.203 [Amended] 

Par. 30. In § 601.203, paragraph 
(a)(1) is amended by removing the last 
sentence. 

Subpart C [Removed and Reserved] 

Par. 31. Subpart C of part 60] is 
removed and reserved. 

Par. 32. The heading for subpart D of 
part 601 is revised to read as follows: 

Subpart D-Provisions Special to 
Certain Employment Taxes §§ 601.402 
through 601.405 [Removed] 

Par. 33. Sections 601.402 through 
601 .405 are removed. 

Subpart J [Removed] 

Par. 34. Subpart J of part 601 is 
removed. 

PART 602-0MB CONTROL 
NUMBERS UNDER THE 
PAPERWORK REDUCTION ACT 

Par. 35. The authority citation for 
part 602 continues to read as follows: 

Authority: 26 U.S.c. 7805. 
Par. 35a. In § 602.101, paragraph (c) 

is amended by: 
1. Removing the following entries 

from the table: 



§ 602.101 OMB Control numbers. 

* * * 

(c) * * * 

CFR part or section where 
identified and described 

* * * 
48.0--3 ................... . 

* * * 

* 

* 

* 

* 

Current OMB 
control No. 

* 
1545-0685 

* 
48.4102-1 . . . . . . . . . . . . . . . . . 1545-0023 

1545-0725 

* * * 
48.4221-8 ................ . 
48.4221-9 ................ . 

* * * 

* 

* 

* 
1545-0023 
1545-0023 

* 
48.6427-7. . . . . .. . . .. . . . .. . 1545-0143 

1545-0162 
* * * * * 

48.6675-1 . . . . .. . . . . .. . . . . . 1545-0723 

* * * * * 
301.7011-1 ................ 1545-0123 

* * * * * 
601.104. . . . . . . . .. . . . . .. . .. 1545-0023 

1545-0233 
* * * * * 

601.201................... 1545-0819 

* * * 
601.402 .................. . 
601.403 .................. . 

* * * 

* 

* 

* 
1545-0014 
1545-0023 

* 

2. Adding entries in numerical order 

to the table to read as follows: 

§ 602.101 OMB Control numbers. 

* * * 
(c) * * * 

CFR part or section where 
identified and described 

* * * 

* 

* 

* 

Current OMB 
control No. 

* 
601.104 .................. , 1545-0233 

* * * * * 
601.201................... 1545-0019 

* * * * 
601.401 .................. . 
601.504 .................. . 

* * * * 

Approved June 26, 1996. 
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Margaret Milner Richardson, 

Commissioner of Internal Revenue. 

Donald C. Lubick, 

Acting Assistant Secretary of the 
Treasury. 

(Filed by the Office of the Federal Register on 
November 8, 1996. 8:45 a.m., and published in the 
issue of the Federal Register for November 12, 
1996,61 F.R.58004) 

Subchapter C.-Lien for Taxes 

Section 6323.-Validity and Priority 
Against Certain Persons 

Ct.D.2059 

SUPREME COURT OF THE 
UNITED STATES 

No. 95-323 

UNITED STATES, PETITIONER v. 
THOMAS R. NOLAND, TRUSTEE 

FOR DEBTOR FIRST TRUCK 
LINES, INC. 
517 U.S.-

ON WRIT OF CERTIORARI TO THE 
UNITED STATES COURT OF 

APPEALS FOR THE SIXTH CIRCUIT 

May 13, 1996 

Syllabus 

The Internal Revenue Service filed claims in the 
Bankruptcy Court for taxes, interest, and penalties 
that accrued after debtor First Truck Lines, Inc., 
sought relief under Chapter II of the Bankruptcy 
Code but before the case was converted to a 
Chapter 7 bankruptcy. The court found that all of 
the IRS's claims were entitled to first priority as 
administrative expenses under II U. S. C. 
§§ 503(b)(l )(C) and 507(a)(I), but held that the 
penalty claim was subject to "equitable subordina
tion" under § 510(c), which the court interpreted 
as giving it authority not only to deal with 
inequitable Government conduct, but also to adjust 
a statutory priority of a category of claims. The 
court's decision to subordinate the penalty claim to 
the claims of the general unsecured creditors was 
affirmed by the District Court and the Sixth 
Circuit, which concluded that postpetition, 
nonpecuniary loss tax penalty claims are suscep
tible to subordination by their very nature. 

Held: A bankruptcy court may not equitably 
subordinate claims on a categorical basis in dero
gation of Congress's priorities scheme. The lan
guage of § 510(c), principles of statutory con
struction, and legislative history clearly indicate 
Congress's intent in its 1978 revision of the Code 
to use the existing judge-made doctrine of equi
table subordination as the starting point for decid
ing when subordination is appropriate. By adopt
ing "principles of equitable subordination," 
§ 510(c) allows a bankruptcy court to reorder a 
tax penalty when justified by particular facts. It is 
also clear that Congress meant to give courts some 
leeway to develop the doctrine. However, a read
ing of the statute that would give courts leeway 
broad enough to allow subordination at odds with 
the congressional ordering of priorities by category 
is improbable in the extreme. The statute would 
then empower a court to modify the priority 
provision's operation at the same level at which 
Congress operated when it made its characteristi
cally general judgment to establish the hierarchy 
of claims in the first place, thus delegating 
legislative revision, not authorizing equitable ex
ception. Nonetheless, just such a legislative type 
of decision underlies the reordering of priorities 
here. The Sixth Circuit's decision runs directly 
counter to Congress's policy judgment that a 

postpetition tax penalty should receive the priority 
of an administrative expense. Since the Sixth 
Circuit's rationale was inappropriately categorical 
in nature, this Court need not decide whether a 
bankruptcy court must always fmd creditor mis
conduct before a claim may be equitably subordi
nated. 
48 F. 3d 210, reversed and remanded. 

SOUTER, 1., delivered the opinion for a unani
mous Court. 

JUSTICE SOUTER delivered the opinion 

of the Court. 

The issue in this case is the scope of 

a bankruptcy court's power of equitable 
subordination under 11 U.S.c. § 51O(c). 
Here, in the absence of any finding of 

inequitable conduct on the part of the 
Government, the Bankruptcy Court sub
ordinated the Government's claim for a 
postpetition, noncompensatory tax pen
alty, which would normally receive first 
priority in bankruptcy as an "adminis
trative expense," §§ 503(b)( 1 )(C), 
507(a)( 1). We hold that the bankruptcy 
court may not equitably subordinate 
claims on a categorical basis in de
rogation of Congress's scheme of priori

ties. 

In April 1986, First Truck Lines, Inc., 
voluntarily filed for relief under Chapter 
II of the Bankruptcy Code, and in the 
subsequent operation of its business as a 
debtor-in-possession incurred, but failed 
to discharge, tax liabilities to the Inter
nal Revenue Service. First Truck moved 
to convert the case to a Chapter 7 
liquidation in June 1988, and in August 
1988 the Bankruptcy Court granted that 
motion and appointed respondent Tho
mas R. Noland as trustee. The liquida
tion of the estate's assets raised insuffi
cient funds to pay all of the creditors. 

After the conversion, the IRS filed 
claims for taxes, interest, and penalties 
that accrued after the Chapter II filing 
but before the Chapter 7 conversion, and 
although the parties agreed that the 
claims for taxes and interest were en
titled to priority as administrative ex
penses, §§ 503(b), 507(a)(1), and 

726(a)( I ),' they disagreed about the pri

ority to be given tax penalties. The 
Bankruptcy Court determined that the 
penalties (like the taxes and interest) 

were administrative expenses under 

I Section 507(a)( I) provides. in relevant part: "(a) 
The following expenses and claims have priority 
in the following order: (I) First. administrative 
expenses allowed under section 503(b) of this title 
.... " Under ~ 503(b)( I), administrative expenses 
include "any tax ... incurred by the estate" (with 
certain exceptions not relevant here), as well as 
"any fine [or] penalty ... relating to [such] a tax 
.... " Section 726(a)( I) adopts the order of 
pa) ment specified in ~ 507 for Chapter 7 proceed
ing\. 
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§ 503(b) but held them to be subject to 
equitable subordination under § 51 O( c)? 
In so doing, the Court read that section 
to provide authority not only to deal 
with inequitable conduct on the Govern
ment's part, but also to adjust a statutory 
priority of a category of claims. The 
Bankruptcy Court accordingly weighed 
the relative equities that seemed to flow 
from what it described as "the Code's 
preference for compensating actual loss 
claims," and subordinated the tax pen
alty claim to those of the general unse
cured creditors. In re First Truck Lines, 
Inc., 141 B. R. 621, 629 (SD Ohio 
1992). The District Court affirmed. In
ternal Revenue Service v. Noland, 190 
B. R. 827 (SD Ohio 1993). 

After reviewing the legislative history 
of the 1978 revision to the Bankruptcy 
Code and several recent appeals cases 
on equitable subordination of tax penal
ties, the Sixth Circuit affirmed, as well. 
In re First Truck Lines, Inc., 48 F. 3d 
210 (1995). The Sixth Circuit stated that 
it did 

"not see the fairness or the justice 
in permitting the Commissioner's 
claim for tax penalties, which are 
not being assessed because of pe
cuniary losses to the Internal Rev
enue Service, to enjoy an equal or 
higher priority with claims based 
on the extension of value to the 
debtor, whether secured or not. 
Further, assessing tax penalties 
against the estate of a debtor no 
longer in existence serves no puni
tive purpose. Because of the na
ture of postpetition, nonpecuniary 
loss tax penalty claims in a Chap
ter 7 case, we believe such claims 
are susceptible to subordination. 
To hold otherwise would be to 
allow creditors who have sup
ported the business during its at
tempt to reorganize to be penal
ized once that effort has failed and 
there is not enough to go around." 
Id., at 218. 

See also Burden v. United States, 917 F. 
2d 115, 120 (CA3 1990); Schultz Broad
way Inn v. United States, 912 F. 2d 230, 
234 (CA8 1990); In re Virtual Network 
Services Corp., 902 F. 2d 1246, 1250 
(CA 7 1990). We granted certiorari to 
determine the appropriate scope of the 
power under the Bankruptcy Code to 
subordinate a tax penalty, 516 U. S. _ 
(! 995), and we now reverse. 

'Section 510(c) provides that "the court may ... 
under principles of equitable subordination. s~bor
dinah: for purposes of distribution all or part of an 
allowed claim. . .. 
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The judge-made doctrine of equitable 
subordination predates Congress's revi
sion of the Code in 1978. Relying in 
part on our earlier cases, see, e.g., 
Comstock v. Group of Institutional In
vestors, 335 U. S. 211 (1948); Pepper v. 
Litton, 308 U. S. 295 (1939); Taylor v. 
Standard Gas & Elec. Co., 306 U. S. 
307 (1939), the Fifth Circuit, in its 
influential opinion in In re Mobile Steel 
Co., 563 F. 2d 692, 700 (CA5 1977), 
observed that the application of the 
doctrine was generally triggered by a 
showing that the creditor had engaged in 
"some type of inequitable conduct." 
Mobile Steel discussed two further con
ditions relating to the application of the 
doctrine: that the misconduct have "re
sulted in injury to the creditors of the 
bankrupt or conferred an unfair advan
tage on the claimant," and that the 
subordination "not be inconsistent with 
the provisions of the Bankruptcy Act." 
Ibid. This last requirement has been read 
as a "reminder to the bankruptcy court 
that although it is a court of equity, it is 
not free to adjust the legally valid claim 
of an innocent party who asserts the 
claim in good faith merely because the 
court perceives that the result is inequi
table." DeNatale & Abram, The Doc
trine of Equitable Subordination as Ap
plied to Nonmanagement Creditors, 40 
Bus. Law. 417, 428 (1985). The district 
courts and courts of appeals have gener
ally followed the Mobile Steel formula
tion, In re Baker & Getty Financial 
Services, Inc., 974 F. 2d 712, 717 (CA6 
1992). 

Although Congress included no ex
plicit criteria for equitable subordination 
when it enacted § 510(c)(I), the refer
ence in § 51O(c) to "principles of equi
table subordination," clearly indicates 
congressional intent at least to start with 
existing doctrine. This conclusion is 
confirmed both by principles of statu
tory construction, see Midlantic Nat. 
Bank v. New Jersey Dept. of Environ
mental Protection, 474 U. S. 494, 501 
(1986) ("The normal rule of statutory 
construction is that if Congress intends 
for legislation to change the interpreta
tion of a judicially created concept, it 
makes that intent specific. The Court 
has followed this rule with particular 
care in construing the scope of bank
ruptcy codifications") (citation omitted), 
and by statements in the legislative 
history that Congress "intended that the 
term 'principles of equitable subordina
tion' follow existing case law and leave 
to the courts development of this prin
ciple," 124 Congo Rec. 32398 (1978) 

(Rep. Edwards); see also id., at 33998 
(Sen. DeConcini). In keeping with pre-
1978 doctrine, many Courts of Appeals 
have continued to require inequitable 
conduct before allowing the equitable 
subordination of most claims, see, e.g., 
In re Fabricators, Inc., 926 F. 2d 1458, 
1464 (CA5 1991); In re Bellanca Air
craft Corp., 850 F. 2d 1275, 1282-1283 
(CA8 1988), although several have done 
away with the requirement when the 
claim in question was a tax penalty. See, 
e.g., Burden, supra, at 120; Schultz, 
supra, at 234; In re Virtual Network, 
supra, at 1250. 

Section 51O(c) may of course be 
applied to subordinate a tax penalty, 
since the Code's requirement that a 
Chapter 7 trustee must distribute assets 
"in the order specified in ... section 
507," (which gives a first priority to 
administrative expense tax penalties) is 
subject to the qualification, "[ e ]xcept as 
provided in section 510 of this title 
.... " 11 U.S.c. § 726(a). Thus, "prin
ciples of equitable subordination" may 
allow a bankruptcy court to reorder a 
tax penalty in a given case. It is almost 
as clear that Congress meant to give 
courts some leeway to develop the doc
trine, 124 Congo Rec. 33998 (1978), 
rather than to freeze the pre-1978 law in 
place. The question is whether that 
leeway is broad enough to allow subor
dination at odds with the congressional 
ordering of priorities by category. 

The answer turns on Congress's prob
able intent to preserve the distinction 
between the relative levels of generality 
at which trial courts and legislatures 
respectively function in the normal 
course. Hence, the adoption in § 51O(c) 
of "principles of equitable subordina
tion" permits a court to make exceptions 
to a general rule when justified by 
particular facts, cf. Hecht CO. V. Bowles, 
321 U. S. 321, 329 (1944) ("The es
sence of equity jurisdiction has been the 
power of the Chancellor to do equity 
and to mould each decree to the necessi
ties of the particular case"). But if the 
provision also authorized a court to 
conclude on a general, categorical level 
that tax penalties should not be treated 
as administrative expenses to be paid 
first, it would empower a court to 
modify the operation of the priority 
statute at the same level at which Con
gress operated when it made its charac
teristically general judgment to establish 
the hierarchy of claims in the first place. 
That is, the distinction between charac
teristic legislative and trial court func
tions would simply be swept away, and 



the statute would delegate legislative 
revision, not authorize equitable excep
tion. We find such a reading improbable 
in the extreme. "Decisions about the 
treatment of categories of claims in 
bankruptcy proceedings . .. are not dic
tated or illuminated by principles of 
equity and do not fall within the judicial 
power of equitable subordination . .. ." 
Burden, 917 F. 2d, at 122 (Alito, J., 
concurring in part and dissenting in 
part). 

Just such a legislative type of deci
sion, however, underlies the Bankruptcy 
Court's reordering of priorities in ques
tion here, as approved by the District 
Court and the Court of Appeals. Despite 
language in its opinion about requiring a 
balancing of the equities in individual 
cases, the Court of Appeals actually 
concluded that "postpetition, nonpecuni
ary loss tax penalty claims" are "sus
ceptible to subordination" by their very 
"nature." 48 F. 3d, at 218. And al
though the court said that not every tax 
penalty would be equitably subordi
nated, ibid., that would be the inevitable 
result of consistent applications of the 
rule employed here, which depends not 
on individual equities but on the suppos
edly general unfairness of satisfying 
"postpetition, nonpecuniary loss tax 
penalty claims" before the claims of a 
general creditor. 

The Court of Appeals's decision thus 
runs directly counter to Congress's 
policy judgment that a postpetition tax 
penalty should receive the priority of an 
administrative expense, 11 U.S.c. 
§§ 503(b)(l)(C), 507(a)(1), and 726(a)
(1). This is true regardless of Noland's 
argument that the Bankruptcy Court 
made a distinction between compensa
tory and noncompensatory tax penalties, 
for this was itself a categorical distinc
tion at a legislative level of generality. 
Indeed, Congress recognized and em
ployed that distinction elsewhere in the 
priority provisions: Congress specifically 
assigned 8th priority to certain compen
satory tax penalties, see § 507(a)(8)(G), 
and 12th priority to prepetition, noncom
pensatory penalties, see § 726(a)(1), and 
(4).3 

3 Noland argues that "although the penalties at 
iss\le arose postpetition," this claim should be 
viewed as a prepetition penalty because a "reorga· 
nized debtor is in many respects similar to a 
prepetition debtor ... [and) the conversion of 
[this] case to chapter 7 was tantamount to the 
filing of a new petition." Brief for Respondent 16. 
n. 7. But we agree with the Sixth Circuit, see In re 
First Truck Lines. Inc.. 48 F. 3d 210. 214 (1995), 
that the penalties at issue here are postpetition 
administrative expenses pursuant to II U. S. C. 

The Sixth Circuit, to be sure, invoked 
a more modest authority than legislative 
revision when it relied on statements by 
the congressional leaders of the 1978 
Code revisions, see 48 F. 3d, at 215, 
217-218, and it is true that Representa
tive Edwards and Senator DeConcini 
stated that "under existing law, a claim 
is generally subordinated only if [the] 
holder of such claim is guilty of inequi
table conduct, or the claim itself is of a 
status susceptible to subordination, such 
as a penalty or a claim for damages 
arising from the purchase or sale of a 
security of the debtor." 124 Congo Rec. 
32398 (1978) (Rep. Edwards); see also 
id., at 33998 (Sen. DeConcini). But their 
remarks were not statements of existing 
law and the Sixth Circuit's reliance on 
the unexplained reference to subordi
nated penalties ran counter to this 
Court's previous endorsement of priority 
treatment for postpetition tax penalties. 
See Nicholas V. United States, 384 U. S. 
678, 692-695 (1966). More fundamen
tally, statements in legislative history 
cannot be read to convert statutory lee
way for judicial development of a rule 
on particularized exceptions into del
egated authority to revise statutory cat
egorization, untethered to any obligation 
to preserve the coherence of substantive 
congressional judgments. 

Given our conclusion that the Sixth 
Circuit's rationale was inappropriately 
categorical in nature, we need not de
cide today whether a bankruptcy court 
must always find creditor misconduct 
before a claim may be equitably subor
dinated. We do hold that (in the absence 
of a need to reconcile conflicting con
gressional choices) the circumstances 
that prompt a court to order equitable 
subordination must not occur at the 
level of policy choice at which Congress 
itself operated in drafting the Bank
ruptcy Code. Cf. In re Ahlswede, 516 F. 
2d 784, 787 (CA9) ("[T]he [equity] 
chancellor never did, and does not now, 
exercise unrestricted power to contradict 
statutory or common law when he feels 

§§ 348(d). 503(b)(l). Although § 348(d) provides 
that a "claim against the estate or the debtor that 
arises after the order for relief but before conver
sion in a case that is converted under section 1112, 
1208, or 1307 of this title. other than a claim 
specified in section 503(b) of this title. shall be 
treated for all purposes as if such claim had arisen 
immediately before the date of the filing of the 
petition." the claim for priority here is "specified 
in section 503(b)" and Congress has already 
determined that it is not to be treated like 
prepetition penalties. Noland mayor may not have 
a valid policy argument. but it is up to Congress. 
not this Court, to revise the determination if it so 
chooses. 

a fairer result may be obtained by 
application of a different rule "), cert. 
denied sub nom. Stebbins V. Crocker 
Citizens Nat. Bank, 423 U.S. 913 
(1975); In re Columbia Ribbon Co., 117 
F. 2d 999, 1002 (CA3 1941) (court 
cannot "set up a subclassification of 
claims ... and fix an order of priority 
for the sub-classes according to its 
theory of equity"). 

In this instance, Congress could have, 
but did not, deny noncompensatory, 
postpetition tax penalties the first prior
ity given to other administrative ex
penses, and bankruptcy courts may not 
take it upon themselves to make that 
categorical determination under the 
guise of equitable subordination. The 
judgment of the Court of Appeals is 
reversed, and the case is remanded for 
further proceedings consistent with this 
opinion. 

It is so ordered. 
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Respondent Lundy and his wife withheld from 
their 1987 wages substantially more in federal 
income taxes than they actually owed for that 
year. but they did not file their 1987 tax return 
when it was due. nor did they file a return or 
claim a refund of the overpaid taxes in the 
succeeding 2'12 years. On September 26. 1990, the 
Commissioner of Internal Revenue mailed Lundy 
a notice of deficiency for 1987. Some three 
months later. the Lundys filed their joint 1987 tax 
return. which claimed a refund of their overpaid 
taxes. and Lundy filed a timely petition in the Tax 
Court seeking a redetermination of the claimed 
deficiency and a refund. The Tax Court held that 
where. as here. a taxpayer has not filed a tax 
return by the time a notice of deficiency is mailed, 
and the notice is mailed more than two years after 
the date on which the taxes are paid, a 2-year 
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"look-back" period applies under 26 U. S. C. 
§ 65l2(b)(3 )(B). and the court lacks jurisdiction 
to award a refund. The Fourth Circuit reversed. 
finding that the applicable look-back period in 
these circumstances is three years and that the Tax 
Court had jurisdiction to award a refund. 

Held: The Tax Court lacks jurisdiction to award 
a refund of taxes paid more than two years prior 
to the date on which the Commissioner mailed the 
taxpayer a notice of deficiency. if. on the date that 
the notice was mailed. the taxpayer had not yet 
filed a return. In these circumstances. the appli
cable look-back period under § 65l2(b)(3)(B) is 
two years. 

(a) Section 65l2(b)(3)(B) forbids the Tax Court 
to award· a refund unless it first determines that 
the taxes were paid "within the [look-back] period 
which would be applicable under section 
6511 (b)(2) ... if on the date of the mailing of the 
notice of deficiency a claim [for refund] had been 
filed." Section § 651 I (b)(2)(A) in tum instructs 
the court to apply a 3-year look-back period if a 
refund claim is filed. as required by § 6511 (a). 
.. within 3 years from the time the return was 
filed." while § 6511(b)(2)(B) specifies a 2-year 
look -back period if the refund claim is not filed 
within that 3-year period. The Tax Court properly 
applied the 2-year look-back period to Lundy's 
case because. as of September 26. 1990 (the date 
the notice of deficiency was mailed). Lundy had 
not filed a tax return. and. consequently. a claim 
filed on that date would not be filed within the 
3-year period described in § 6511(a). Lundy's 
taxes were withheld from his wages. so they are 
deemed paid on the date his 1987 tax return was 
due (April IS. 1988). which is more than two 
years prior to the date the notice of deficiency was 
mailed. Lundy is therefore seeking a refund of 
taxes paid outside the applicable look-back period. 
and the Tax Court lacks jurisdiction to award a 
refund. 

(b) Lundy suggests two alternative interpreta
tions of § 6512(b)(3)(B). neither of which is 
persuasive. Lundy first adopts the Fourth Circuit's 
view. which is that the applicable look-back period 
is determined by reference to the date that the 
taxpayer actually filed a claim for refund. and 
argues that he is entitled to a 3-year look-back 
period because his late-filed 1987 tax return 
contained a refund claim that was filed within 
three years from the filing of the return itself. This 
interpretation is contrary to the requirements of the 
statute and leads to a result that Congress could 
not have intended. as it in some circumstances 
subjects a timely filer of a return to a shorter 
limitations period in Tax Court than a delinquent 
filer. Lundy's second argument. that the "claim" 
contemplated by § 6512(b)(3)(B) can only be a 
claim filed on a tax return. such that a uniform 
3-year look-back period applies under that section. 
is similarly contrary to the language of the statute. 

(C) This Court is bound by § 6512(b)(3)(B),s 
l<lIlguage as it is written. and even if the Court 
\,ere persuaded by Lundy's policy-based argu
ments for applying a 3-year look-back period. the 
Court is not free to rewrite the statute simply 
because its effects might be susceptible of im
provement. 
-15 F. 3d 856. reversed. 

O'CU~~()R. J .. delivered the opinion of the 
Coun. in which REHM)ulsT. C. J .• and SCALIA. 
KF~~fcDY. SOl;TER. GI~SBL:RG. and BREYER. JJ .. 
joined. Sn-\I,\;". 1.. filed a dissenting opinion. 
TH()\IAS. 1.. filed a dissenting opinion. in which 
Slnl\s. J .. joined. 

JUSTICE O'CONNOR delivered the 
opinion of the Court. 
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In this case, we consider the "look
back" period for obtaining a refund of 
overpaid taxes in the United States Tax 
Court under 26 U.S.c. § 6512(b)(3)(B), 
and decide whether the Tax Court can 
award a refund of taxes paid more than 
two years prior to the date on which the 
Commissioner of Internal Revenue 
mailed the taxpayer a notice of defi
ciency, when, on the date the notice of 
deficiency was mailed, the taxpayer had 
not yet filed a return. We hold that in 
these circumstances the 2-year look
back period set forth in § 6512(b )(3 )(B) 
applies, and the Tax Court lacks juris
diction to award a refund. 

During 1987, respondent Robert F. 
Lundy and his wife had $10,131 in 
federal income taxes withheld from their 
wages. This amount was substantially 
more than the $6,594 the Lundys actu
ally owed in taxes for that year, but the 
Lundys did not file their 1987 tax return 
when it was due, nor did they file a 
return or claim a refund of the overpaid 
taxes in the succeeding two and a half 
years. On September 26, 1990, the 
Commissioner of Internal Revenue 
mailed Lundy a notice of deficiency, 
informing him that he owed $7,672 in 
additional taxes and interest for 1987 
and that he was liable for substantial 
penalties for delinquent filing and negli
gent underpayment of taxes, see 26 U. 
S. C. §§ 6651(a)(1) and 6653(1). 

Lundy and his wife mailed their joint 
tax return for 1987 to the Internal 
Revenue Service (IRS) on December 22, 
1990. This return indicated that the 
Lundys had overpaid their income taxes 
for 1987 by $3,537 and claimed a 
refund in that amount. Two days after 
the return was mailed. Lundy filed a 
timely petition in the Tax Court seeking 
a redetermination of the claimed defi
ciency and a refund of the couple's 
overpaid taxes. The Commissioner filed 
an answer generally denying the allega
tions in Lundy's petition. Thereafter, the 
parties negotiated towards a settlement 
of the claimed deficiency and refund 
claim. On March 17, 1992, the Commis
sioner filed an amended answer ac
knowledging that Lundy had filed a tax 
return and that Lundy claimed to have 
overpaid his 1987 taxes by $3,537. 

The Commissioner contended in this 
amended pleading that the Tax Court 
lacked jurisdiction to award Lundy a 
refund. The Commissioner argued that if 
a taxpayer does not file a tax return 

before the IRS mails the taxpayer a 
notice of deficiency, the Tax Court can 
only award the taxpayer a refund of 
taxes paid within two years prior to the 
date the notice of deficiency was 
mailed. See 26 U.S.c. § 6512(b)(3)(B). 
Under the Commissioner's interpretation 
of § 6512(b )(3)(B), the Tax Court 
lacked jurisdiction to award Lundy a 
refund because Lundy's withheld taxes 
were deemed paid on the date that his 
1987 tax return was due (April 15, 
1988), see § 6513(b)(l), which is more 
than two years before the date the notice 
was mailed (September 26, 1990). 

The Tax Court agreed with the posi
tion taken by the Commissioner and 
denied Lundy's refund claim. Citing an 
unbroken line of Tax Court cases adopt
ing a similar interpretation of § 6512-
(b)(3)(B), e.g. Allen v. Commissioner, 
99 T. C. 475, 479-480 (1992); Galuska 
v. Commissioner, 98 T. C. 661, 665 
(1992); Berry v. Commissioner, 97 T. C. 
339, 344-345 (1991); White v. Commis
sioner, 72 T. C. 1126, 1131-1133 (1979) 
(renumbered statute); Hosking v. Com
missioner, 62 T. C. 635, 642-643 (1974) 
(renumbered statute), the Tax Court held 
that if a taxpayer has not filed a tax 
return by the time the notice of defi
ciency is mailed, and the notice is 
mailed more than two years after the 
date on which the taxes are paid, the 
look-back period under § 6512(b)(3)(B) 
is two years and the Tax Court lacks 
jurisdiction to award a refund. 65 TCM 
3011, 3014-3015, RIA TC memo ~3, 
278 (1993). 

The Court of Appeals for the Fourth 
Circuit reversed, finding that the appli
cable look-back period in these cir
cumstances is three years and that the 
Tax Court had jurisdiction to award 
Lundy a refund. 45 F. 3d 856, 861 
(1995). Every other Court of Appeals to 
have addressed the question has af
firmed the Tax Court's interpretation of 
§ 6512(b)(3)(B), see Davison v. Com
missioner, 9 F. 3d 1538 (CA2 1993) 
(unpublished disposition); Allen v. Com
missioner, 23 F. 3d 406 (CA6 1994) 
(unpublished disposition); Galuska v. 
Commissioner, 5 F. 3d 195, 196 (CA 7 
1993); Richards v. Commissioner, 37 F. 
3d 587, 589 (CAW 1994); see also 
Rossman v. Commissioner, 46 F. 3d 
1144 (CA9 1995) (unpublished disposi
tion) (affirming on other grounds). We 
granted certiorari to resolve the conflict, 
515 U. S. __ (1995), and now reverse. 



II 

A taxpayer seeking a refund of over
paid taxes ordinarily must file a timely 
claim for a refund with the Internal 
Revenue Service (IRS) under 26 U. S. 
C. § 6511. I That section contains two 
separate provisions for determining the 
timeliness of a refund claim. It first 
establishes a filing deadline: The tax
payer must file a claim for a refund 
"within 3 years from the time the return 
was filed or 2 years from the time the 
tax was paid, whichever of such periods 
expires the later, or if no return was 
filed by the taxpayer, within 2 years 
from the time the tax was paid. " 
§ 6511 (b)( 1) (incorporating by reference 
§ 6511(a)). It also defines two "look
back" periods: If the claim is filed 
"within 3 years from the time the return 
was filed," ibid., then the taxpayer is 

I In relevant part, 26 U. S. C. § 6511 provides: 
"(a) Period of limitation on filing claim 
Claim for credit or refund of an overpayment of 

any tax imposed by this title in respect of which 
tax the taxpayer is required to file a return shall be 
filed by the taxpayer within 3 years from the time 
the return was filed or 2 years from the time the 
tax was paid. whichever of such periods expires 
the later, or if no return was filed by the taxpayer. 
within 2 years from the time the tax was paid. 
Claim for credit or refund of an overpayment of 
any tax imposed by this title which is required to 
be paid by means of a stamp shall be filed by the 
taxpayer within 3 years from the time the tax was 
paid. 

"(b) Limitation on allowance of credits and 
refunds 

"(1) Filing of claim within prescribed period 
No credit or refund shall be allowed or made 

after the expiration of the period of limitation 
prescribed in subsection (a) for the filing of a 
claim for credit or refund. unless a claim for credit 
or refund is filed by the taxpayer within such 
period. 

"(2) Limit on amount of credit or refund 
"(A) Limit where claim filed within 3-year 

period 
If the claim was filed by the taxpayer during the 

3-year period prescribed in subsection (a). the 
amount of the credit or refund shall not exceed the 
portion of the tax paid within the period, immedi
ately preceding the filing of the claim. equal to 3 
years plus the period of any extension of time for 
filing the return. If the tax was required to be paid 
by means of a stamp, the amount of the credit or 
refund shall not exceed the portion of the tax paid 
within the 3 years immediately preceding the 
filing of the claim. 

"(B) Limit where claim not filed within 3-year 
period 

If the claim was not filed within such 3-year 
period. the amount of the credit or refund shall not 
exceed the portion of the tax paid during the 2 
years immediately preceding the filing of the 
claim. 

"(C) Limit if no claim filed 
If no claim was filed. the credit or refund shall 

not exceed the amount which would be allowable 
under subparagraph (A) or (B). as the case may 
be. if claim was filed on the date the credit or 
refund is allowed." 

entitled to a refund of "the portion of 
the tax paid within the 3 years immedi
ately preceding the filing of the claim." 
§ 6511 (b )(2)(A) (incorporating by refer
ence § 6511 (a». If the claim is not filed 
within that 3-year period, then the tax
payer is entitled to a refund of only that 
"portion of the tax paid during the 2 
years immediately preceding the filing 
of the claim." § 6511(b)(2)(B) (incorpo
rating by reference § 6511 (a». 

Unlike the provisions governing re
fund suits in United States District 
Court or the United States Court of 
Federal Claims, which make timely fil
ing of a refund claim a jurisdictional 
prerequisite to bringing suit, see 26 
U.S.c. § 7422(a); Martin v. United 
States, 833 F. 2d 655, 658-659 (CA 7 
1987), the restrictions governing the Tax 
Court's authority to award a refund of 
overpaid taxes incorporate only the 
look-back period and not the filing 
deadline from § 6511. See 26 U.S.c. 
§ 6512(b)(3)? Consequently, a taxpayer 
who seeks a refund in the Tax Court, 
like respondent, does not need to actu
ally file a claim for refund with the IRS; 

2 In relevant part, 26 U. S. C. § 6512(b) provides: 
"( I) Jurisdiction to determine 
Except as provided by paragraph (3) and by 

section 7463, if the Tax Court finds that there is 
no deficiency and further finds that the taxpayer 
has made an overpayment of income tax for the 
same taxable year ... in respect of which the 
Secretary determined the deficiency, or finds that 
there is a deficiency but that the taxpayer has 
made an overpayment of such tax, the Tax Court 
shall have jurisdiction to determine the amount of 
such overpayment, and such amount shall, when 
the decision of the Tax Court has become final, be 
credited or refunded to the taxpayer. 

"(3) Limit on amount of credit or refund 
No such credit or refund shall be allowed or 

made of any portion of the tax unless the Tax 
Court determines as part of its decision that such 
portion was paid-

"(A) after the mailing of the notice of defi
ciency, 

"(B) within the period which would be appli
cable under section 651 I (b)(2). (c), or (d), if on 
the date of the mailing of the notice of deficiency 
a claim had been filed (whether or not filed) 
stating the grounds upon which the Tax Court 
finds that there is an overpayment, or 

"(C) within the period which would be appli
cable under section 6511 (b)(2), (ci. or (d). in 
respect of any claim for refund filed within the 
applicable period specified in section 6511 and 
before the date of the mailing of the notice of 
deficiency" 

"(i) which had not been disallowed before that 
date. 

"(ii) which had been disallowed before that 
date and in respect of which a timely suit for 
refund could have been commenced as of that 
date. or 

"(iii) in respect of which a suit for refund had 
been commenced before that date and within the 
period specified in section 6532." 

the taxpayer need only show that the tax 
to be refunded was paid during the 
applicable look-back period. 

In this case, the applicable look-back 
period is set forth in § 6512(b )(3 )(B), 
which provides that the Tax Court can
not award a refund of any overpaid 
taxes unless it first determines that the 
taxes were paid: 

"within the period which would 
be applicable under section 
65 11 (b)(2) ... if on the date of 
the mailing of the notice of defi
ciency a claim had been filed 
(whether or not filed) stating the 
grounds upon which the Tax Court 
finds that there is an overpay
ment. " 
The analysis dictated by § 6512(b)

(3)(B) is not elegant, but it is straight
forward. Though some courts have ad
verted to the filing of a "deemed 
claim," see Galuska, 5 F. 3d, at 196; 
Richards, 37 F. 3d, at 589, all that 
matters for the proper application of 
§ 6512(b)(3)(B) is that the "claim" 
contemplated in that section be treated 
as the only mechanism for determining 
whether a taxpayer can recover a refund. 
Section 6512(b)(3)(B) defines the look
back period that applies in Tax Court by 
incorporating the look-back provisions 
from § 6511 (b )(2), and directs the Tax 
Court to determine the applicable period 
by inquiring into the timeliness of a 
hypothetical claim for refund filed "on 
the date of the mailing of the notice of 
deficiency. " 

To this end, § 6512(b )(3 )(B) directs 
the Tax Court's attention to § 6511 (b)
(2), which in tum instructs the court to 
apply either a 3-year or a 2-year look
back period. See §§ 6511(b)(2)(A) and 
(B) (incorporating by reference 
§ 6511(a»; see supra, at 5. To decide 
which of these look-back periods to 
apply, the Tax Court must consult the 
filing provisions of § 6511 (a) and ask 
whether the claim described by 
§ 6512(b)( 3 )(B )-a claim fi led "on the 
date of the mailing of the notice of 
deficiency"-would be filed "within 3 
years from the time the return was 
filed." See § 6511(b)(2)(A) (incorporat
ing by reference § 6511 (a». If a claim 
filed on the date of the mailing of the 
notice of deficiency would be filed 
within that 3-year period, then the look
back period is also three years and the 
Tax Court has jurisdiction to award a 
refund of any taxes paid within three 
years prior to the date of the mailing of 
the notice of deficiency. §§ 6511 (b)
(2)(A) and 6512(b)(3)(B). If the claim 
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would not be filed within that 3-year 
period, then the period for awarding a 
refund is only two years. §§ 6511 (b)
(2)(B) and 6512(b)(3)(B). 

In this case, we must determine which 
of these two look-back periods to apply 
when the taxpayer fails to file a tax 
return when it is due, and the Commis
sioner mails the taxpayer a notice of 
deficiency before the taxpayer gets 
around to filing a late return. The Fourth 
Circuit held that a taxpayer in this 
situation is entitled to a 3-year look
back period if the taxpayer actually files 
a timely claim at some point in the 
litigation, see infra, at 10-11, and re
spondent offers additional reasons for 
applying a 3-year look-back period, see 
infra, at 13-17. We think the proper 
application of § 6512(b )(3)(B) instead 
requires that a 2-year look-back period 
be applied. 

We reach this conclusion by follow
ing the instructions set out in § 6512-
(b )(3 )(B). The operative question is 
whether a claim filed "on the date of 
the mailing of the notice of deficiency" 
would be filed "within 3 years from the 
time the return was filed." See supra, 
at 7; § 6512(b )(3)(B) (incorporating 
§§ 6511(b)(2) and 6511(a». In the case 
of a taxpayer who does not file a re
turn before the notice of deficiency 
is mailed, the claim described in 
§ 6512(b )(3 )(B) could not be filed 
"within 3 years from the time the return 
was filed." No return having been filed, 
there is no date from which to measure 
the 3-year filing period described in 
§ 6511 (a). Consequently, the claim con
templated in § 6512(b )(3 )(B) would not 
be filed within the 3-year window de
scribed in § 6511 (a), and the 3-year 
look-back period set out in § 6511-
(b)(2)(A) would not apply. The appli
cable look-back period is instead the 
default 2-year period described in 
§ 6511 (b )(2)(B), which is measured 
from the date of the mailing of the 
notice of deficiency, see § 6512(b )(3)
(B). The taxpayer is entitled to a refund 
of any taxes paid within two years prior 
to the date of the mailing of the notice 
of deficiency. 

Special rules might apply in some 
cases, see e.g., § 6511(c) (extension of 
time by agreement); § 6511 (d) (special 
limitations periods for designated items), 
but in the case where the taxpayer has 
filed a timely tax return and the IRS is 
claiming a deficiency in taxes from that 
return, the interplay of §§ 6512(b )(3)(B) 
and 6511 (b )(2) generally ensures that 
the taxpayer can obtain a refund of any 
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taxes against which the IRS is asserting 
a deficiency. In most cases, the notice of 
deficiency must be mailed within three 
years from the date the tax return is 
filed. See 26 U. S. C. §§ 6501(a) and 
6503(a)(1); Badaracco v. Commissioner, 
464 U. S. 386, 389, 392 (1984). There
fore, if the taxpayer has already filed a 
return (albeit perhaps a faulty one), any 
claim filed "on the date of the mailing 
of the notice of deficiency" would nec
essarily be filed within three years from 
the date the return is filed. In these 
circumstances, the applicable look-back 
period under § 6512(b )(3)(B) would be 
the 3-year period defined in § 6511 (b)
(2)(A), and the Tax Court would have 
jurisdiction to award a refund. 

Therefore, in the case of a taxpayer 
who files a timely tax return, § 6512-
(b)(3)(B) usually operates to toll the 
filing period that might otherwise de
prive the taxpayer of the opportunity to 
seek a refund. If a taxpayer contesting 
the accuracy of a previously filed tax 
return in Tax Court discovers for the 
first time during the course of litigation 
that he is entitled to a refund, the 
taxpayer can obtain a refund from the 
Tax Court without first filing a timely 
claim for refund with the IRS. It does 
not matter, as it would in district court, 
see § 7422 (incorporating §§ 6511), 
that the taxpayer has discovered the 
entitlement to a refund well after the 
period for filing a timely refund claim 
with the IRS has passed, because 
§ 6512(b)(3)(B) applies "whether or not 
[a claim is] filed," and the look-back 
period is measured from the date of the 
mailing of the notice of deficiency. Ibid. 
Nor does it matter, as it might in a 
refund suit, see 26 CFR § 301.6402-
2(b)( 1) (1995), whether the taxpayer has 
previously apprised the IRS of the pre
cise basis for the refund claim, because 
26 U. S. C. § 6512(b )(3 )(B) posits the 
filing of a hypothetical claim "stating 
the grounds upon which the Tax Court 
finds that there is an overpayment," 
§ 6512(b )(3 )(B). 

Section 6512(b )(3 )(B) treats delin
quent filers of income tax returns less 
charitably. Whereas timely filers are 
virtually assured the opportunity to seek 
a refund in the event they are drawn 
into Tax Court litigation, a delinquent 
filer's entitlement to a refund in Tax 
Court depends on the date of the mail
ing of the notice of deficiency. Section 
6512(b )(3 )(B) tolls the limitations pe
riod, in that it directs the Tax Court to 
measure the look-back period from the 
date on which the notice of deficiency is 

mailed and not the date on which the 
taxpayer actually files a claim for re
fund. But in the case of delinquent 
filers, § 6512(b )(3 )(B) establishes only 
a 2-year look-back period, so the delin
quent filer is not assured the opportunity 
to seek a refund in Tax Court: If the 
notice of deficiency is mailed more than 
two years after the taxes were paid, the 
Tax Court lacks jurisdiction to award 
the taxpayer a refund. 

The Tax Court properly applied this 
2-year look-back period to Lundy's case. 
As of September 26, 1990 (the date the 
notice was mailed), Lundy had not filed 
a tax return. Consequently, a claim filed 
on that date would not be filed within 
the 3-year period described in § 6511-
(a), and the 2-year period from § 6511-
(b )(2)(B) applies. Lundy's taxes were 
withheld from his wages, so they are 
deemed paid on the date his 1987 tax 
return was due (April 15, 1988), see 26 
U. S. C. § 6513(b)(1), which is more 
than two years prior to the date the 
notice of deficiency was mailed (Sep
tember 26, 1990). Lundy is therefore 
seeking a refund of taxes paid outside 
the applicable look-back period, and the 
Tax Court lacks jurisdiction to award 
such a refund. 

III 

In deciding Lundy's case, the Fourth 
Circuit adopted a different approach to 
interpreting § 6512(b )(3 )(B) and applied 
a 3-year look-back period. Respondent 
supports the Fourth Circuit's rationale, 
but also offers an argument for applying 
a uniform 3-year look-back period under 
§ 6512(b)(3)(B). We find neither posi
tion persuasive. pI The Fourth Circuit 
held that: 

"[T]he Tax Court, when applying 
the limitation provision of § 6511-
(b)(2) in light of § 6512(b)(3)
(B), should substitute the date of 
the mailing of the notice of defi
ciency for the date on which the 
taxpayer filed the claim for re
fund, but only for the purpose of 
determining the benchmark date 
for measuring the limitation period 
and not for the purpose of deter
mining whether the two-year or 
three-year limitation period ap
pI ies." 45 F. 3d, at 861. 

In other words, the Fourth Circuit held 
that the look-back period is measured 
from the date of the mailing of the 
notice of deficiency (i.e., the taxpayer is 
entitled to a refund of any taxes paid 
within either two or three years prior to 
that date), but that that date is irrelevant 



in calculating the length of the look
back period itself. The look-back period, 
the Fourth Circuit held, must be defined 
in terms of the date that the taxpayer 
actually filed a claim for refund. Ibid. 
(" [T]he three-year limitation period ap
plies because Lundy filed his claim for 
refund ... within three years of filing 
his tax return"). Thus, under the Fourth 
Circuit's view, Lundy was entitled to a 
3-year look-back period because 
Lundy's late-filed 1987 tax return con
tained a claim for refund, and that claim 
was filed within three years from the 
filing of the return. Ibid. (taxpayer en
titled to same look-back period that 
would apply in district court). 
Contrary to the Fourth Circuit's interpre
tation, the fact that Lundy actually filed 
a claim for a refund after the date on 
which the Commissioner mailed the no
tice of deficiency has no bearing in 
determining whether the Tax Court has 
jurisdiction to award Lundy a refund. 
See supra, at 6. Once a taxpayer files a 
petition with the Tax Court, the Tax 
Court has exclusive jurisdiction to deter
mine the existence of a deficiency or to 
award a refund, see 26 U. S. C. 
§ 6512(a), and the Tax Court's jurisdic
tion to award a refund is limited to 
those circumstances delineated in 
§ 6512(b)(3). Section 6512(b)(3)(C) is 
the only provision that measures the 
look-back period based on a refund 
claim that is actually filed by the tax
payer, and that provision is inapplicable 
here because it only applies to refund 
claims filed "before the date of the 
mailing of the notice of deficiency." 
§ 6512(b)(3)(C). Under § 6512(b)(3)
(B), which is the provision that does 
apply, the Tax Court is instructed to 
consider only the timeliness of a claim 
filed "on the date of the mailing of the 
notice of deficiency," not the timeliness 
of any claim that the taxpayer might 
actually file. 
The Fourth Circuit's rule also leads to a 
result that Congress could not have 
intended, in that it subjects the timely, 
not the delinquent, filer to a shorter 
limitations period in Tax Court. Under 
the Fourth Circuit's rule, the availability 
of a refund turns entirely on whether the 
taxpayer has in fact filed a claim for 
refund with the IRS, because it is the 
date of actual filing that determines the 
applicable look-back period under 
§ 6511(b)(2) (and, by incorporation, 
§ 6512(b)(3)(B». See 45 F. 3d, at 861; 
see supra, at II. This rule might "elimi
nate[] the inequities resulting" from ad
hering to the 2-year look-back period, 

45 F. 3d, at 863, but it creates an even 
greater inequity in the case of a tax
payer who dutifully files a tax return 
when it is due, but does not initially 
claim a refund. We think our interpreta
tion of the statute achieves an appropri
ate and reasonable result in this case: 
The taxpayer who files a timely income 
tax return could obtain a refund in the 
Tax Court under § 6512(b)(3)(B), with
out regard to whether the taxpayer has 
actually filed a timely claim for refund. 
See supra, at 8-9. 
If it is the actual filing of a refund claim 
that determines the length of the look
back period, as the Fourth Circuit held, 
the filer of a timely income tax return 
might be out of luck. If the taxpayer 
does not file a claim for refund with his 
tax return, and the notice of deficiency 
arrives shortly before the 3-year period 
for filing a timely claim expires, see 26 
U. S. C. §§ 6511(a) and (b)(l), the 
taxpayer might not discover his entitle
ment to a refund until well after the 
commencement of litigation in the Tax 
Court. But having filed a timely return, 
the taxpayer would be precluded by the 
passage of time from filing an actual 
claim for refund "within 3 years from 
the time the return was filed," as 
§ 6511 (b )(2)(A) requires. § 6511 (b )(2)
(A) (incorporating by reference 
§ 6511(a». The taxpayer would there
fore be entitled only to a refund of taxes 
paid within two years prior to the 
mailing of the notice of deficiency. See 
§ 6511 (b )(2)(B); 45 F. 3d, at 861-862 
(taxpayer entitled to same look-back 
period as would apply in district court, 
and look-back period is determined 
based on date of actual filing). It is 
unlikely that Congress intended for a 
taxpayer in Tax Court to be worse off 
for having filed a timely return, but that 
result would be compelled under the 
Fourth Circuit's approach. 
Lundy offers an alternative reading of 
the statute that avoids this unreasonable 
result, but Lundy's approach is similarly 
defective. The main thrust of Lundy's 
argument is that the "claim" contem
plated in § 6512(b)(3)(B) could be filed 
"within 3 years from the time the return 
was filed," such that the applicable 
look-back period under § 6512(b)(3)(B) 
would be three years, if the claim were 
itself filed on a tax return. Lundy in fact 
argues that Congress must have intended 
the claim described in § 6512(b)(3)(B) 
to be a claim filed on a return, because 
there is no other way to file a claim for 
refund with the IRS. Brief for Respon
dent 28, 30 (citing 26 CFR § 301.6402-

3(a)(1) (1995). Lundy therefore argues 
that § 6512(b)(3)(B) incorporates a uni
form 3-year look-back period for Tax 
Court cases: If the taxpayer files a 
timely return, the notice of deficiency 
(and the "claim" under § 6512(b)(3)
(B» will necessarily be filed within 
three years of the return and the look
back period is three years; if the tax
payer does not file a return, then the 
claim contemplated in § 6512(b)(3)(B) 
is deemed to be a claim filed with, and 
thus within three years of, a return and 
the look-back period is again three 
years. Like the Fourth Circuit's ap
proach, Lundy's reading of the statute 
has the convenient effect of ensuring 
that taxpayers in Lundy's position can 
almost always obtain a refund if they 
file in Tax Court, but we are bound by 
the terms Congress chose to use when it 
drafted the statute, and we do not think 
that the term "claim" as it is used in 
§ 6512(b )(3 )(B) is susceptible of the 
interpretation Lundy has given it. The 
Internal Revenue Code does not define 
the term "claim for refund" as it is used 
in § 6512(b)(3)(B), cf. 26 U.S.c. 
§ 6696(e)(2) ("For purposes of section 
6694 and 6695 ... [t]he term 'claim for 
refund' means a claim for refund of, or 
credit against, any tax imposed by sub
title A"), but it is apparent from the 
language of § 6512(b)(3)(B) and the 
statute as a whole that a claim for 
refund can be filed separately from a 
return. Section 6512(b)(3)(B) provides 
that the Tax Court has jurisdiction to 
award a refund to the extent the tax
payer would be entitled to a refund "if 
on the date of the mailing of the notice 
of deficiency a claim had been filed." 
(Emphasis added.) It does not state, as 
Lundy would have it, that a taxpayer is 
entitled to a refund if on that date "a 
claim and a return had been filed." 
Perhaps the most compelling evidence 
that Congress did not intend the term 
"claim" in § 6512 to mean a "claim 
filed on a return" is the parallel use of 
the term "claim" in § 6511 (a). Section 
6511 (a) indicates that a claim for refund 
is timely if it is "filed by the taxpayer 
within 3 years from the time the return 
was filed," and it plainly contemplates 
that a claim can be filed even "if no 
return was filed." 26 U.s.c. § 6511(a). 
If a claim could only be filed with a 
return, as Lundy contends, these provi
sions of the statute would be senseless, 
cf. 26 U. S. C. § 6696 (separately 
defining "claim for refund" and "re
tum"), and we have been given no 
reason to believe that Congress meant 
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the tenn "claim" to mean one thing in 
§ 6511 but to mean something else 
altogether in the very next section of the 
statute, The interrelationship and close 
proximity of these provisions of the 
statute "presents a classic case for ap
plication of the 'nonnal rule of statutory 
construction that identical words used in 
different parts of the same act are 
intended to have the same meaning.' " 
Sullivan v. Stroop, 496 U. S. 478, 484 
(1990) (quoting Sorenson v. Secretary of 
Treasury, 475 U. S. 851, 860 (1986) 
(internal quotation marks omitted). 
The regulation Lundy cites in support of 
his interpretation, 26 CFR § 301.6402-
3(a)(l) (1995), is consistent with our 
interpretation of the statute. That regula
tion states only that a claim must "[i]n 
general" be filed on a return, ibid., 
inviting the obvious conclusion that 
there are some circumstances in which a 
claim and a return can be filed sepa
rately. We have previously recognized 
that even a claim that does not comply 
with federal regulations might suffice to 
toll the limitations periods under the Tax 
Code. see, e.g., United States v. Kales, 
314 U. S. 186.194 (1941) ("notice 
fairly advising the Commissioner of the 
nature of the taxpayer's claim" tolls the 
limitations period. even if "it does not 
comply with formal requirements of the 
statute and regulations"), and we must 
assume that if Congress had intended to 
require that the "claim" described in 
§ 6512(b)(3)(B) be a "claim filed on a 
return," it would have said so explicitly. 

IV 

Lundy offers two policy-based argu
ments for applying a 3-year look-back 
period under § 6512(b)(3 )(B). He ar
gues that the application of a 2-year 
period is contrary to Congress' broad 
intent in drafting § 6512(b)(3)(B), 
which was to preserve. not defeat. a 
taxpayer's claim to a refund in Tax 
Court. and he claims that our interpreta
tion creates an incongruity between the 
limitations period that applies in Tax 
Court litigation and the period that 
would apply in a refund suit filed in 
district court or the Court of Federal 
Claims. Even if we were inclined to 
depart from the plain language of the 
statute. we would find neither of these 
arguments persuasive. 

Lundy correctly argues that Congress 
intended ~ 6512(b)(3)(B) to permit tax
payers to seek a refund in Tax Court in 
circumstances in which they might oth· 
ef\\'l,e be barred from filing an adminis
trati\T claim for refund with the IRS. 
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This is in fact the way § 6512(b )(3 )(B) 
operates in a large number of cases. See 
supra, at 8-9. But that does not mean 
that Congress intended that § 6512(b)
(3)(B) would always preserve taxpayers' 
ability to seek a refund. Indeed, it is 
apparent from the face of the statute that 
Congress also intended § 6512(b )(3 )(B) 
to act sometimes as a bar to recovery. 
To this end, the section incorporates 
both the 2-year and the 3-year look-back 
periods from § 6511 (b )(2), and we must 
assume (contrary to Lundy's reading, 
which provides a unifonn 3-year period, 
see supra, at 13-14) that Congress in
tended for both those look-back periods 
to have some effect. Cf. Badaracco, 464 
U. S., at 405 (Stevens, J., dissenting) 
("Whatever the correct standard for 
construing a statute of limitations ... 
surely the presumption ought to be that 
some limitations period is applicable"). 
(Emphasis deleted.) 

Lundy also suggests that our interpre
tation of the statute creates a disparity 
between the limitations period that ap
plies in Tax Court and the periods that 
apply in refund suits filed in district 
court or the Court of Federal Claims. In 
this regard, Lundy argues that the claim 
for refund he filed with his tax return on 
December 28 would have been timely 
for purposes of district court litigation 
because it was filed "within three years 
from the time the return was filed," 
§ 6511 (b)(1) (incorporating by reference 
§ 6511(a»; see also Rev. Rul. 76-511, 
1976-2 Cum. Bull. 428, and within the 
3-year look-back period that would ap
ply under § 6511 (b )(2)(A). Petitioner 
disagrees that there is any disparity, 
arguing that Lundy's interpretation of 
the statute is wrong and that Lundy's 
claim for refund would not have been 
considered timely in district court. See 
Brief for Petitioner 12, 29-30 and n. 11 
(citing Miller v. United States, 38 F. 3d 
473, 475 (1994». 

We assume without deciding that 
Lundy is correct, and that a different 
limitations period would apply in district 
court. but nonetheless find in this dis
parity no excuse to change the limita
tions scheme that Congress has crafted. 
The rules governing litigation in Tax 
Court differ in many ways from the 
rules governing litigation in the district 
court and the Court of Federal Claims. 
Some of these differences might make 
the Tax Court a more favorable forum. 
while others may not. Compare 26 U. S. 
C. § 6213(a) (taxpayer can seek relief 
in Tax Court without first paying an 
assessment of taxes) with Flora v. 

United States, 362 U.S. 145, 177 (1960) 
(28 U.S.c. § 1346(a)(l) requires full 
payment of the tax assessment before 
taxpayer can file a refund suit in dis
trict court); and compare 26 U.S.c. 
§ 6512(b )(3 )(B) (Tax Court must as
sume that the taxpayer has filed a claim 
"stating the grounds upon which the 
Tax Court" intends to award a refund) 
with 26 CFR § 301.6402-2(b)(1) (1995) 
(claim for refund in district court must 
state grounds for refund with specific
ity). To the extent our interpretation of 
§ 6512(b)(3)(B) reveals a further dis
tinction between the rules that apply in 
these fora, it is a distinction compelled 
by the statutory language, and it is a 
distinction Congress could rationally 
make. As our discussion of § 6512-
(b )(3 )(B) demonstrates, see supra, at 
8-9, all a taxpayer need do to preserve 
the ability to seek a refund in the Tax 
Court is comply with the law and file a 
timely return. 

We are bound by the language of the 
statute as it is written, and even if the 
rule Lundy advocates might "accor[d] 
with good policy," we are not at liberty 
"to rewrite [the] statute because [we] 
might deem its effects susceptible of 
improvement." Badaracco, 464 U. S., at 
398. Applying § 6512(b)(3)(B) as Con
gress drafted it, we find that the appli
cable look-back period in this case is 
two years, measured from the date of 
the mailing of the notice of deficiency. 
Accordingly, we find that the Tax Court 
lacked jurisdiction to award Lundy a 
refund of his overwithheld taxes. The 
judgment is reversed. 

It is so ordered. 

Chapter 67.-lnterest 

Subchapter A.-Interest on Underpayments 

Section 6601.-lnterest on 
Underpayment, Nonpayment or 
Extensions of Time for Payment of 
Tax 
26 CFR 30/.660/-/: Interest on underpayments. 

Uniform tables for computing interest using the 
daily compounding rules. See Rev. Proc. 95-17. 
1995-1. C.B. 556. 

Subchapter B.-Interest on Overpayments 

Section 661 I.-Interest on 
Overpayments 
26 CFR 301.66/1-1: Interes! on mwpa."mcntl . 

Uniform tables for computing interest using Ihe 
daily compounding rules. See Rev. Proc. 95-17. 
1995-1. C.B. 556. 



Subchapter C.-Determination of Interest Rate, 
Compounding of Interest 

Section 6621.- Determination of 
Rate of Interest 

26 CFR 301.6621-1: Interest rate. 

Uniform tables for computing interest using the 
daily compounding rules. See Rev. Proc. 95-17, 
1995-1, C.B. 556. 

26 CFR 301.6621-1: Interest rate. 

Interest rates; underpayments and 
overpayments. The rate of interest de
termined under section 6621 of the 
Code for the calendar quarter beginning 
October 1, 1996, will be 8 percent for 
overpayments, 9 percent for underpay
ments, and 11 percent for large corpo
rate underpayments. The rate of interest 
paid on the portion of a corporation 
overpayment exceeding $10,000 is 6.5 
percent. 

Rev. Rul. 96-44 

Section 6621 of the Internal Revenue 
Code establishes different rates for inter
est on tax overpayments and interest on 
tax underpayments. Under § 6621 (a)(1), 
the overpayment rate is the sum of 
the federal short-term rate plus 2 per
centage points, except the rate for the 
portion of a corporate overpayment of 
tax exceeding $10,000 for a taxable 
period is the sum of the federal short
term rate plus 0.5 of a percentage point 
for interest computations made after 

December 31, 1994. Under § 6621 (a)
(2), the underpayment rate is the sum of 
the federal short-term rate plus 3 per
centage points. 

Section 6621(c) provides that for pur
poses of interest payable under § 6601 
on any large corporate underpayment, 
the underpayment rate under 
§ 6621(a)(2) is determined by substitut
ing "5 percentage points" for "3 per
centage points. " See § 6621 ( c) and 
§ 301.6621-3 of the Regulations on 
Procedure and Administration for the 
definition of a large corporate underpay
ment and for the rules for determining 
the applicable rate. Section 6621 (c) and 
§ 301.6621-3 are generally effective for 
periods after December 31, 1990. 

Section 6621 (b)( 1) provides that the 
Secretary will determine the federal 
short-term rate for the first month in 
each calendar quarter. 

Section 6621 (b )(2)(A) provides that 
the federal short-term rate determined 
under § 6621(b)(1) for any month ap
plies during the first calendar quarter 
beginning after such month. 

Section 6621 (b )(3) provides that the 
federal short-term rate for any month is 
the federal short-term rate determined 
during such month by the Secretary in 
accordance with § 1274(d), rounded to 
the nearest full percent (or, if a multiple 
of 1/2 of 1 percent, the rate is increased 
to the next highest full percent). 

Notice 88-59, 1988-1 CB. 546, an
nounced that in determining the quar-

TABLE OF INTEREST RATES 

terly interest rates to be used for over
payments and underpayments of tax 
under § 6621, the Internal Revenue Ser
vice will use the federal short-term rate 
based on daily compounding because 
that rate is most consistent with § 6621 
which, pursuant to § 6622, is subject to 
daily compounding. 

Rounded to the nearest full percent, 
the federal short-term rate based on 
daily compounding determined during 
the month of July 1996 is 6 percent. 
Accordingly, an overpayment rate of 8 
percent and an underpayment rate of 9 
percent are established for the calendar 
quarter beginning October 1, 1996. The 
overpayment rate for the portion of 
corporate overpayments exceeding 
$10,000 for the calendar quarter begin
ning October 1, 1996, is 6.5 percent. 
The underpayment rate for large corpo
rate underpayments for the calendar 
quarter beginning October 1, 1996, is 11 
percent. These rates apply to amounts 
bearing interest during that calendar 
quarter. 

Interest factors for daily compound 
interest for annual rates of 6.5 percent, 8 
percent, 9 percent, and 11 percent are 
published in Tables 66, 69, 71, and 75 
of Rev. Proc. 95-17, 1995-1 CB. 556, 
620, 623, 625, and 629. 

Annual interest rates to be com
pounded daily pursuant to § 6622 that 
apply for prior periods are set forth in 
the accompanying tables. 

PERIODS BEFORE JUL. I, 1975-PERIODS ENDING DEC 31, 1986 

OVERPAYMENTS AND UNDERPAYMENTS 

PERIOD 

Before Jul. 1, 1975 
Jul. I, 1975-Jan. 31, 1976 
Feb. I, 1976-Jan. 31, 1978 
Feb. I, 1978-Jan. 31, 1980 
Feb. 1, 1980-Jan. 31, 1982 
Feb. I, 1982-Dec. 31, 1982 
Jan. 1, 1983-Jun. 30, 1983 
Jul. I, 1983-Dec. 31, 1983 
Jan. 1, 1984-Jun. 30, 1984 
Jul. 1, 1984-Dec. 31, 1984 
Jan. I, 1985-Jun. 30, 1985 
Jul. 1, 1985-Dec. 31, 1985 
Jan. 1, 1986-Jun. 30, 1986 
Jul. 1, 1986-Dec. 31, 1986 

RATE DAILY RATE TABLE IN 1995-1 CB. 

6% 
9% 
7% 
6% 

12% 
20% 
16% 
11 % 
11% 
11% 
13% 
11% 
10% 
9% 

Table 2, pg. 557 
Table 4, pg. 559 
Table 3, pg. 558 
Table 2, pg. 557 
Table 5, pg. 560 
Table 6, pg. 560 
Table 37, pg. 591 
Table 27, pg. 581 
Table 75, pg. 629 
Table 75, pg. 629 
Table 31, pg. 585 
Table 27, pg. 581 
Table 25 pg. 579 
Table 23, pg. 577 
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TABLE OF INTEREST RATES 

FROM JAN. 1, 1987-PRESENT 

OVERPAYMENTS UNDERPAYMENTS 

RATE TABLE PG RATE TABLE PG 
1995-1 C.B. 1995-1 C.B. 

Jan. 1, 1987-Mar. 31, 1987 8% 21 575 9% 23 577 

Apr. 1, 1987-Jun. 30, 1987 8% 21 575 9% 23 577 

Jut 1, 1987-Sep. 30, 1987 8% 21 575 9% 23 577 
Oct. 1, 1987-Dec. 31, 1987 9% 23 577 10% 25 579 
Jan. 1, 1988-Mar. 31, 1988 10% 73 627 11% 75 629 
Apr. 1, 1988-Jun. 30, 1988 9% 71 625 10% 73 627 
Jut 1, 1988-Sep. 30, 1988 9% 71 625 10% 73 627 
Oct. 1, 1988-Dec. 31, 1988 10% 73 627 11% 75 629 
Jan. 1, 1989-Mar. 31, 1989 10% 25 579 11% 27 581 
Apr. 1, 1989-Jun. 30, 1989 11 % 27 581 12% 29 583 
Jut 1, 1989-Sep. 30, 1989 11% 27 581 12% 29 583 
Oct. 1, 1989-Dec. 31, 1989 10% 25 579 11% 27 581 
Jan. 1, 1990-Mar. 31, 1990 10% 25 579 11% 27 581 
Apr. 1, 1990-Jun. 30, 1990 10% 25 579 11% 27 581 
Jul. 1, 1990-Sep. 30, 1990 10% 25 579 11% 27 581 
Oct. 1, 1990-Dec. 31, 1990 10% 25 579 11% 27 581 
Jan. 1, 1991-Mar. 31, 1991 10% 25 579 11% 27 581 
Apr. 1, 1991-Jun. 30, 1991 9% 23 577 10% 25 579 
Jul. 1, 1991-Sep. 30, 1991 9% 23 577 10% 25 579 
Oct. 1, 1991-Dec. 31, 1991 9% 23 577 10% 25 579 
Jan. 1, 1992-Mar. 31, 1992 8% 69 623 9% 71 625 
Apr. 1, 1992-Jun. 30, 1992 7% 67 621 8% 69 623 
Jul. 1, 1992-Sep. 30, 1992 7% 67 621 8% 69 623 
Oct. 1, 1992-Dec. 31, 1992 6% 65 619 7% 67 621 
Jan. 1, 1993-Mar. 31, 1993 6% 17 571 7% 19 573 
Apr. 1, 1993-Jun. 30, 1993 6% 17 571 7% 19 573 
Jul. 1, 1993-Sep. 30, 1993 6% 17 571 7% 19 573 
Oct. 1, 1993-Dec. 31, 1993 6% 17 571 7% 19 573 
Jan. 1, 1994-Mar. 31, 1994 6% 17 571 7% 19 573 
Apr. 1, I 994-Jun. 30, 1994 6% 17 571 7% 19 573 
Jul. I, I 994-Sep. 30, 1994 7% 19 573 8% 21 575 
Oct. I, 1994-Dec. 31, 1994 8% 21 575 9% 23 577 
Jan. 1, 1995-Mar. 31, 1995 8% 21 575 9% 23 577 
Apr. I, 1995-Jun. 30, 1995 9% 23 577 10% 25 579 
Jul. I, 1995-Sep. 30, 1995 8% 21 575 9% 23 577 
Oct. I, I 995-Dec. 31, 1995 8% 21 575 9% 23 577 
Jan. I, I 996--Mar. 31, 1996 8% 69 623 9% 71 625 
Apr. I, I 996--Jun. 30, 1996 7% 67 621 8% 69 623 
Jul. I, I 996--Sep. 30, 1996 8% 69 623 9% 71 625 
Oct. I, I 996--Dec. 31, 1996 8% 69 623 9% 71 625 

TABLE OF INTEREST RATES FOR LARGE CORPORATE UNDERPAYMENTS 

Jan. I, I 99 I-Mar. 31,1991 
Apr. I, 1991-Jun. 30, 1991 
Jui. I, 1991-Sep. 30,1991 
Oct. I, 1991-Dec. 31, 1991 
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FROM JANUARY I, 1991-PRESENT 

13% 
12% 
12% 
12% 

RATE TABLE PG 
1995-1 C.B. 

31 585 
29 583 
29 583 
29 583 



TABLE OF INTEREST RATES FOR LARGE CORPORATE UNDERPAYMENTS-Continued 

Jan. 1, 1992-Mar. 31, 1992 
Apr. 1, 1992-Jun. 30, 1992 
JuI. 1, 1992-Sep. 30, 1992 
Oct. 1, 1992-Dec. 31, 1992 
Jan. 1, 1993-Mar. 31, 1993 
Apr. 1, 1993-Jun. 30, 1993 
JuI. 1, 1993-Sep. 30, 1993 
Oct. 1, 1993-Dec. 31, 1993 
Jan. 1, 1994-Mar. 31, 1994 
Apr. 1, 1994-Jun. 30, 1994 
JuI. 1, 1994-Sep. 30, 1994 
Oct. 1, 1994-Dec. 31, 1994 
Jan. 1, 1995-Mar. 31, 1995 
Apr. 1, 1995-Jun. 30, 1995 
JuI. 1, 1995-Sep. 30, 1995 
Oct. 1, 1995-Dec. 31, 1995 
Jan. 1, 1996--Mar. 31, 1996 
Apr. 1, 1996--Jun. 30, 1996 
JuI. 1, 1996--Sep. 30, 1996 
Oct. 1, 1996--Dec. 31, 1996 

FROM JANUARY 1, 1991-PRESENT 

11% 
10% 
10% 
9% 
9% 
9% 
9% 
9% 
9% 
9% 

10% 
11% 
11% 
12% 
11% 
11% 
11% 
10% 
11% 
11% 

RATE TABLE PG 
1995-1 C.B. 

75 
73 
73 
71 
23 
23 
23 
23 
23 
23 
25 
27 
27 
29 
27 
27 
75 
73 
75 
75 

629 
627 
627 
625 
577 
577 
577 
577 
577 
577 
579 
581 
581 
583 
581 
581 
629 
627 
629 
629 

TABLE OF INTEREST RATES FOR CORPORATE OVERPAYMENTS EXCEEDING $10,000 

Jan. 1, 1995-Mar. 31, 1995 
Apr. 1, 1995-Jun. 30, 1995 
JuI. 1, 1995-Sep. 30, 1995 
Oct. 1, 1995-Dec. 31, 1995 
Jan. 1, 1996--Mar. 31, 1996 
Apr. 1, 1996--Jun. 30, 1996 
JuI. 1, 1996--Sep. 30, 1996 
Oct. 1, 1996--Dec. 31, 1996 

26 CFR 301.6621-1: Interest rate 

Interest rates; underpayments and 
overpayments. The rate of interest de
termined under section 6621 of the Code 
for the calendar quarter beginning Octo
ber 1, 1996, will be 8 percent for 
overpayments, 9 percent for underpay
ments, and 11 percent for large corporate 
underpayments. The rate of interest paid 
on the portion of a corporate overpay
ment exceeding $10,000 is 6.5 percent. 

Rev. Rul. 96-61 

Section 6621 of the Internal Revenue 
Code establishes different rates for inter
est on tax overpayments and interest on 

FROM JANUARY 1, 1995-PRESENT 

6.5% 
7.5% 
6.5% 
6.5% 
6.5% 
5.5% 
6.5% 
6.5% 

tax underpayments. Under § 6621 (a)(1), 
the overpayment rate is the sum of the 
federal short-term rate plus 2 percentage 
points, except the rate for the portion of 
a corporate overpayment of tax exceed
ing $10,000 for a taxable period is the 
sum of the federal short-term rate plus 
0.5 of a percentage point for interest 
computations made after December 31, 
1994. Under § 6621(a)(2), the under
payment rate is the sum of the federal 
short-term rate plus 3 percentage points. 

Section 6621(c) provides that for pur
poses of interest payable under § 6601 
on any large corporate underpayment, 
the underpayment rate under 

RATE TABLE PG 
1995-1 C.B. 

18 
20 
18 
18 
66 
64 
66 
66 

572 
574 
572 
572 
620 
618 
620 
620 

§ 6621 (a)(2) is determined by substitut
ing "5 percentage points" for "3 per
centage points." See § 6621 (c) and 
§ 301.6621-3 of the Regulations on 
Procedure and Administration for the 
definition of a large corporate underpay
ment and for the rules for determining 
the applicable rate. Section 6621 (c) and 
§ 301.6621-3 are generally effective for 
periods after December 31, 1990. 

Section 6621 (b)(1) provides that the 
Secretary will determine the federal 
short-term rate for the first month in 
each calendar quarter. 

Section 6621 (b )(2)(A) provides that 
the federal short-term rate determined 
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under § 6621(b)(1) for any month ap
plies during the first calendar quarter 
beginning after such month. 

Section 6621 (b)(2)(B) provides that in 
determining the addition to tax under 
§ 6654 for failure to pay estimated tax 
for any taxable year, the federal short
term rate that applies during the third 
month following such taxable year also 
applies during the first 15 days of the 
fourth month following such taxable year. 

Section 6621(b)(3) provides that the 
federal short-term rate for any month is 
the federal short-term rate determined 
during such month by the Secretary in 
accordance with § 1274(d), rounded to 
the nearest full percent (or, if a multiple 
of 112 of 1 percent, the rate is increased 
to the next highest full percent). 

Notice 88-59, 1988-1 C.B. 546, an
nounced that, in determining the quar-

terly interest rates to be used for over
payments and underpayments of tax 
under § 6621, the Internal Revenue Ser
vice will use the federal short-term rate 
based on daily compounding because 
that rate is most consistent with § 6621 
which, pursuant to § 6622, is subject to 
daily compounding. 

Rounded to the nearest full percent, 
the federal short-term rate based on 
daily compounding determined during 
the month of October 1996 is 6 percent. 
Accordingly, an overpayment rate of 8 
percent and an underpayment rate of 9 
percent are established for the calendar 
quarter beginning January 1, 1997. The 
overpayment rate for the portion of 
corporate overpayments exceeding 
$10,000 for the calendar quarter begin
ning January 1, 1997, is 6.5 percent. 
The underpayment rate for large corpo-

TABLE OF INTEREST RATES 

rate underpayments for the calendar 
quarter beginning January 1, 1997, is 11 
percent. These rates apply to amounts 
bearing interest during that calendar 
quarter. 

The 9 percent rate also applies to 
estimated tax underpayments for the 
first calendar quarter in 1997 and for the 
first 15 days in April 1997. 

Interest factors for daily compound 
interest for annual rates of 6.5 percent, 8 
percent, 9 percent, and 11 percent are 
published in Tables 18, 21, 23, and 27, 
of Rev. Proc. 95-17, 1995-1 C.B. 556, 
572, 575, 577, and 581. 

Annual interest rates to be com
pounded daily pursuant to § 6622 that 
apply for prior periods are set forth in 
the tables accompanying this revenue 
ruling. 

PERIODS BEFORE JUL. 1, I975-PERIODS ENDING DEC. 31, 1986 

OVERPAYMENTS AND UNDERPAYMENTS 

PERIOD 

Before Jui. 1, 1975 
Jui. 1, 1 975-Jan. 31, 1976 
Feb. 1, 1 976-Jan. 31, 1978 
Feb. 1, 1 978-Jan. 31, 1980 
Feb. 1, 1980-Jan. 31, 1982 
Feb. 1, I982-Dec. 31, 1982 
Jan. 1, I983-Jun. 30, 1983 
Jui. 1, 1 983-Dec. 31, 1983 
Jan. 1, 1984-Jun. 30, 1984 
Jui. 1, 1 984-Dec. 31, 1984 
Jan. 1, 1985-Jun. 30, 1985 
Jui. 1, 1 985-Dec. 31, 1985 
Jan. 1, 1 986-Jun. 30, 1986 
Jui. 1, I986-Dec. 31, 1986 

Jan. 1, 1987-Mar. 31, 1987 
Apr. 1, 1987-Jun. 30, 1987 
Jui. 1, 1 987-Sep. 30, 1987 
Oct. 1, 1987-Dec. 31, 1987 
Jan. 1, 1988-Mar. 31, 1988 
Apr. 1, 1988-Jun. 30, 1988 
Jui. 1, 1988-Sep. 30, 1988 
Oct. 1, 1988-Dec. 31, 1988 
Jan. 1, 1989-Mar. 31, 1989 
Apr. 1, 1989-Jun. 30, 1989 
Jui. 1, 1989-Sep. 30, 1989 
Oct. 1, 1989-Dec. 31, 1989 
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RATE 

6% 
9% 
7% 
6% 

12% 
20% 
16% 
11% 
11% 
11% 
13% 
11% 
10% 
9% 

TABLE OF INTEREST RATES 

FROM JAN. 1, 1987-PRESENT 

OVERPAYMENTS 

RATE TABLE PG 1995-1 C.B. 

8% 21 575 
8% 21 575 
8% 21 575 
9% 23 577 

10% 73 627 
9% 71 625 
9% 71 625 

10% 73 627 
10% 25 579 
11% 27 581 
11% 27 581 
10% 25 579 

DAILY RATE TABLE 
IN 1995-1 C.B. 

Table 2, pg. 557 
Table 4, pg. 559 
Table 3, pg. 558 
Table 2, pg. 557 
Table 5, pg. 560 
Table 6, pg. 560 
Table 37, pg. 591 
Table 27, pg. 581 
Table 75, pg. 629 
Table 75, pg. 629 
Table 31, pg. 585 
Table 27, pg. 581 
Table 25 pg. 579 
Table 23, pg. 577 

UNDERPAYMENTS 

RATE TABLE PG 1995-1 c.B. 

9% 23 577 
9% 23 577 
9% 23 577 

10% 25 579 
11% 75 629 
10% 73 627 
10% 73 627 
11 % 75 629 
11% 27 581 
12% 29 583 
12% 29 583 
11% 27 581 



Jan. 1, 199a-Mar. 31, 1990 
Apr. 1, 1990-Jun. 30, 1990 
Jul. 1, 1990-Sep. 30, 1990 
Oct. 1, 1990-Dec. 31, 1990 
Jan. 1, 1991-Mar. 31, 1991 
Apr. 1, 1991-Jun. 30, 1991 
Jul. 1, 1991-Sep. 30, 1991 
Oct. 1, 1991-Dec. 31, 1991 
Jan. 1, 1992-Mar. 31, 1992 
Apr. 1, 1992-Jun. 30, 1992 
Jul. 1, 1992-Sep. 30, 1992 
Oct. 1, 1992-Dec. 31, 1992 
Jan. 1, 1993-Mar. 31, 1993 
Apr. 1, 1993-Jun. 30, 1993 
Jul. 1, 1993-Sep. 30, 1993 
Oct. 1, 1993-Dec. 31, 1993 
Jan. 1, 1994-Mar. 31, 1994 
Apr. 1, 1994-Jun. 30, 1994 
Jul. 1, 1994-Sep. 30, 1994 
Oct. 1, 1994-Dec. 31, 1994 
Jan. 1, 1995-Mar. 31, 1995 
Apr. 1, 1995-Jun. 30, 1995 
Jul. 1, 1995-Sep. 30, 1995 
Oct. 1, 1995-Dec. 31, 1995 
Jan. 1, 1996-Mar. 31, 1996 
Apr. 1, 1996-Jun. 30, 1996 
Jul. 1, 1996-Sep. 30, 1996 
Oct. 1, 1996-Dec. 31, 1996 
Jan. 1, 1997-Mar. 31, 1997 

Jan. 1, 1991-Mar. 31, 1991 
Apr. 1, 1991-Jun. 30, 1991 
Jul. 1, 1991-Sep. 30, 1991 
Oct. 1, 1991-Dec. 31, 1991 
Jan. 1, 1992-Mar. 31, 1992 
Apr. 1, 1992-Jun. 30, 1992 
Jul. 1, 1992-Sep. 30, 1992 
Oct. 1, 1992-Dec. 31, 1992 
Jan. 1, 1993-Mar. 31, 1993 
Apr. 1, 1993-Jun. 30, 1993 
Jul. 1, 1993-Sep. 30, 1993 
Oct. 1, 1993-Dec. 31, 1993 
Jan. 1, 1994-Mar. 31, 1994 
Apr. 1, 1994-Jun. 30, 1994 
Jul. 1, 1994-Sep. 30, 1994 
Oct. 1, 1994-Dec. 31, 1994 
Jan. 1, 1995-Mar. 31, 1995 

TABLE OF INTEREST RATES-Continued 

FROM JAN. 1, 1987-PRESENT 

OVERPAYMENTS 

RATE TABLE PG 1995-1 C.B. 

10% 25 579 
10% 25 579 
10% 25 579 
10% 25 579 
10% 25 579 
9% 23 577 
9% 23 577 
9% 23 577 
8% 69 623 
7% 67 621 
7% 67 621 
6% 65 619 
6% 17 571 
6% 17 571 
6% 17 571 
6% 17 571 
6% 17 571 
6% 17 571 
7% 19 573 
8% 21 575 
8% 21 575 
9% 23 577 
8% 21 575 
8% 21 575 
8% 69 623 
7% 67 621 
8% 69 623 
8% 69 623 
8% 21 575 

TABLE OF INTEREST RATES FOR 
LARGE CORPORATE UNDERPAYMENTS 

FROM JANUARY 1, 1991-PRESENT 

UNDERPAYMENTS 

RATE TABLE PG 1995-1 C.B. 

11% 
11% 
11% 
11% 
11% 
10% 
10% 
10% 
9% 
8% 
8% 
7% 
7% 
7% 
7% 
7% 
7% 
7% 
8% 
9% 
9% 

10% 

13% 
12% 
12% 
12% 
11% 
10% 
10% 
9% 
9% 
9% 
9% 
9% 
9% 
9% 

10% 
11% 
11% 

9% 
9% 
9% 
8% 
9% 
9% 
9% 

27 581 
27 581 
27 581 
27 581 
27 581 
25 579 
25 579 
25 579 
71 625 
69 623 
69 623 
67 621 
19 573 
19 573 
19 573 
19 573 
19 573 
19 573 
21 575 
23 577 
23 577 
25 579 
23 577 
23 577 
71 625 
69 623 
71 625 
71 625 
23 577 

RATE TABLE PG 
1995-1 C.B. 

31 
29 
29 
29 
75 
73 
73 
71 
23 
23 
23 
23 
23 
23 
25 
27 
27 

585 
583 
583 
583 
629 
627 
627 
625 
577 
577 
577 
577 
577 
577 
579 
581 
581 
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TABLE OF INTEREST RATES FOR 
LARGE CORPORATE UNDERPAYMENTS-Continued 

FROM JANUARY 1, 1991-PRESENT 

RATE TABLE PG 
1995-1 C.B. 

Apr. 1, 1995-Jun. 30, 1995 12% 29 583 

Jul. 1, 1995-Sep. 30, 1995 11% 27 581 

Oct. 1, 1995-Dec. 31, 1995 11% 27 581 

Jan. 1, 1996-Mar. 31, 1996 11% 75 629 

Apr. 1, 1996-Jun. 30, 1996 10% 73 627 

Jul. 1, 1996-Sep. 30, 1996 11% 75 629 

Oct. I, 1996-Dec. 31, 1996 11% 75 629 

Jan. I, 1997-Mar. 31, 1997 11% 27 581 

TABLE OF INTEREST RATES FOR CORPORATE 
OVERPAYMENTS EXCEEDING $10,000 

Jan. I, I 995-Mar. 31, 1995 
Apr. 1, I 995-Jun. 30, 1995 
Jul. I, 1995-Sep. 30, 1995 
Oct. I, I 995-Dec. 31, 1995 
Jan. I, I 996-Mar. 31, 1996 
Apr. 1, 1 996-Jun. 30, 1996 
Jul. I, I 996-Sep. 30, 1996 
Oct. I, I 996-Dec. 31, 1996 
Jan, I, I 997-Mar. 31,1997 

Section 6622.-lnterest 
Compounded Daily 

26 CFR 301.6622-.J: Inrerest compounded elm Iv. 

Uniform tables for computing intere,1 u,ing the 
daily compounding rules. See Rev. Proc 9~ 17. 
1995-1. C.S. 556. 

Chapter 74.-Closing Agreements and 

Compromises 

Section 7121.-Closing 
Agreements 

If an i,suer of ,tate or local bond, h,,, u,cd the 
proceed, of those bonds to pay more thaI! fair 
market value for nonpurpose inve\lmenh depo,· 
ited into an advance refunding e'LTO". "hal Me 
the procedures that an issuer may folio" 10 

request a closing agreement pursuant tl) which the 
purchase of those inve,tments alone will nI'l he 
sufficient to cause ~§ I 03(b)( 2) and I ~~ ." the 
Intemal Revenue Code to apply tIl thu,e i)d,J.,"' 

See RC\. Proc. 96-~ I. page ~O I. 
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FROM JANUARY I, 1995-PRESENT 

Chapter 76.-Judicial Proceedings 

Subchapter B.-Proceedings by Taxpayers and 

Third Parties 

Section 7430.-Awarding of Costs 
and Certain Fees 

The Service is providing an inflation adjustment 
for calendar year 1997 to the hourly limit on 
attorney fees that may be awarded in a judgment 
or settlement of an administrative or judicial 
proceeding concerning the determination. collec
tion. or refund of tax. interest. or penalty. See Rev. 
Proc. 96 59. page 392. 

Chapter 77.-Miscellaneous Provisions 

Section 7503.-Time for 
Performance of Acts Where Last 
Day Falls on Saturday, Sunday, or 
Legal Holiday 

26 C/. R .W! 75li3-1: Time for performance oj (lets 
"'he< lUll du\ /u/l.\ on Sa/u/day. SUt/dlIY. ur Ic);a/ 
hO/lihi\. 

RATE TABLE PG 

6.5% 
7.5% 
6.5% 
6.5% 
6.5% 
5.5 % 
6.5% 
6.50/c 
6.5% 

T.D.8681 

1995-1 c.B. 

18 
20 
18 
18 
66 
64 
66 
66 
18 

572 
574 
572 
572 
620 
618 
620 
620 
572 

DEPARTMENT OF THE TREASURY 
Internal Revenue Service 
26 CFR Part 301 

Time for Performance of Acts 
Where Last Day Falls on Saturday, 
Sunday, or Legal Holiday 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Final regulations. 

SUMMARY: This document contains 
final regulations relating to the time for 
performance of acts by taxpayers and by 
the Commissioner, a district director. or 
the director of a regional service center, 
when the last day for performance falls 
on a Saturday, Sunday, or legal holiday. 
In particular, these regulations replace 
the list of legal holidays with a citation 



to the District of Columbia law that is 
the source of the list. 

EFFECTIVE DATE: These regulations 
are effective Wednesday, August 14, 
1996. 

SUPPLEMENTARY INFORMATION: 

Background 

On September 25, 1995, the IRS 
published in the Federal Register (60 
FR 49356) a notice of proposed 
rulemaking (IA-36-91 [1995-2 C.B. 
470]) relating to the time for perfor
mance of acts when the last day for 
performance falls on a Saturday, Sun
day, or legal holiday. When the last day 
for performance of an act by a taxpayer 
or an employee or administrator of the 
IRS falls on a Saturday, Sunday, or legal 
holiday, section 7503 of the Internal 
Revenue Code (Code) extends the time 
for performing the act. Under the exten
sion, the act must be performed by the 
next day that is not a Saturday, Sunday, 
or legal holiday. The current regulations 
explain and supplement section 7503. 
This document contains final regulations 
that simplify and update the current 
regulations. In particular, the final regu
lations replace the list of holidays, 
which are determined by reference to 
the law in the District of Columbia, with 
a citation to that law. 

The IRS received oral and written 
comments on the notice of proposed 
rulemaking. No public hearing was held 
or requested. After consideration of the 
comments, which are addressed below, the 
proposed regulations under section 7503 
are adopted as published in the notice. 

.. 
Explanation of Provisions and Summary 
of Comments 

In response to the notice of proposed 
rulemaking for the regulations under 
section 7503, three categories of com
ments were received. First, there was 
some concern that replacing the list of 
legal holidays with a citation to the law 
in the District of Columbia would mean 
the list of holidays would no longer be 
accessible. It was suggested that the IRS 
annually publish the holidays by an
nouncement or some other method. The 
final regulations do not retain the list of 
holidays because such a list requires 
regulatory revision whenever a change 
in the law occurs with respect to the 
holidays. However, a tax calendar that 
lists the legal holidays is annually made 
available through IRS Publication 509. 
This free publication can be obtained by 

calling the toll free telephone number 
1-800-TAX-FORM (1-800-829-
3676), or by contacting an IRS Forms 
Distribution Center. 

Second, it was requested that the IRS 
address the impact of a federal govern
ment shutdown on the time for perfor
mance of acts when the last day for 
performance is a day when the govern
ment is closed. Section 7503 of the 
Code is limited to extending the time 
for performance of acts when the last 
day for performance falls on a Saturday, 
Sunday, or legal holiday. Therefore, the 
regulations for section 7503 are not 
appropriate for clarifying the effect of a 
federal government shutdown on the 
time allowed for performance of an act. 

Third and last, it was requested that the 
regulations outline the kinds of acts to 
which the extension of time provided 
under section 7503 applies. The final 
regulations do not include this informa
tion. The purpose of the current regulatory 
project is to replace the list of holidays 
and revise other outdated material in the 
regulations. Outlining the kinds of acts to 
which section 7503 applies is not within 
the scope of the current project. 

Special Analyses 

It has been determined that this Trea
sury decision is not a significant regula
tory action as defined in EO 12866. 
Therefore, a regulatory assessment is not 
required. It also has been determined that 
section 553(b) of the Administrative Pro
cedure Act (5 U.S.c. chapter 5) and the 
Regulatory Flexibility Act (5 U .S.c. 
chapter 6) do not apply to these regula
tions, and, therefore, a Regulatory Flex
ibility Analysis is not required. Pursuant 
to section 7805(f) of the Internal Revenue 
Code, the notice of proposed rule making 
preceding these regulations was submitted 
to the Chief Counsel for Advocacy of the 
Small Business Administration for com
ment on its impact on small business. 

* 

Adoption of Amendments to the Regula
tions 

Accordingly, 26 CFR part 301 is 
amended as follows: 

PART 301-PROCEDURE AND AD
MINISTRATION 

Paragraph I. The authority citation for 
part 301 continues to read in part as 
follows: 

Authority: 26 U.S.c. 7805 * * * 
Par. 2. Section 301.7503-1 IS 

amended as follows: 

I. In the fourth sentence of paragraph 
(a), the language "Thursday, November 
22, 1956 (Thanksgiving Day), the suit 
will be timely if filed on Friday, No
vember 23, 1956, in the Court of 
Claims" is removed and the language 
"Thursday, November 23, 1995 
(Thanksgiving Day), the suit will be 
timely if filed on Friday, November 24, 
1995, in the Court of Federal Claims" is 
added in its place. 

2. Paragraph (b) is revised as set 
forth below. 

3. Paragraph (c) is removed. 
The revision reads as follows: 

§ 301.7503-1 Time for performance of 
acts where last day falls on Saturday, 
Sunday, or legal holiday. 

* * * * * 
(b) Legal holidays. For the purpose of 

section 7503, the term legal holiday 
includes the legal holidays in the Dis
trict of Columbia as found in D.C. Code 
Ann. 28-2701. In the case of any return, 
statement, or other document required to 
be filed, or any other act required under 
the authority of the internal revenue 
laws to be performed, at an office of the 
Internal Revenue Service, or any other 
office or agency of the United States, 
located outside the District of Columbia 
but within an internal revenue district, 
the term legal holiday includes, in addi
tion to the legal holidays in the District 
of Columbia, any statewide legal holi
day of the state where the act is re
quired to be performed. If the act is 
performed in accordance with law at an 
office of the Internal Revenue Service 
or any other office or agency of the 
United States located in a territory or 
possession of the United States, the term 
legal holiday includes, in addition to the 
legal holidays in the District of Colum
bia, any legal holiday that is recognized 
throughout the territory or possession in 
which the office is located. 

Margaret Milner Richardson, 
Commissioner of Internal Revenue. 

Approved June 20, 1996. 

Donald C. Lubick, 
Acting Assistant Secretary 

of the Treasury. 

(Filed by the Office of the Federal Register on 
August 13. 1996. 8: 45 a.m .. and published in the 
iss~e of the Federal Register for August 14. 1996. 
61 F.R. 42178) 
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Section 7520.-Valuation Tables 

The adjusted applicable federal short-tenn, mid
term, and long-tenn rates are set forth for the 
month of July 1996. See Rev. Rul. 96-34, 
page 75. 

The adjusted applicable federal short-tenn, mid
tenn, and long-tenn rates are set forth for the 
month of August 1996. See Rev. Rul. 96-37, 
page 77. 

The adjusted applicable federal short-tenn, mid
tenn, and long-tenn rates are set forth for the 
month of September 1996. See Rev. Rul. 96-43, 
page 78. 

The adjusted applicable federal short-tenn, mid
tenn, and long-term rates are set forth for the 
month of October 1996. See Rev. Rul. 96-49, 
page 79. 

The adjusted applicable federal short-tenn, mid
tenn, and long-tenn rates are set forth for the 
month of November 1996. See Rev. Rul. 96-52, 
page 81. 

The adjusted applicable federal short-tenn, mid
tenn, and long-tenn rates are set forth for the 
month of December 1996. See Rev. Rul. 96-57, 
page 82. 

Chapter 80.-General Rules 

Subchapter A.-Application of Internal Revenue 

Laws 

Section 7805.-Rules and 
Regulations 
26 CFR 301.7805-1: Rules and regulations. 

Are amounts received in satisfaction of a claim 
for denial of a promotion due to disparate treat
ment employment discrimination under Title VII 
of the Civil Rights Act of 1964, as amended in 
1991, excludable from gross income under 
§ 104(a)(2)? The holding will not apply adversely 
to damages received under any provision of law 
providing tort or tort type remedies for employ
ment discrimination on the basis of race, color, 
religion, gender, national origin, or other similar 
classifications, if the damages are received (I) on 
or before June 14, 1995, the date that Schleier was 
decided by the Supreme Court, or (2) pursuant to 
a written binding agreement, court decree, or 
mediation award in effect on (or issued on or 
before) June 14, 1995. See Rev. Rul. 96-65, 
page 6. 

26 CFR 301.9100-IT: Extensions of time to make 
elections (temporary). 

T.D.8680 

DEPARTMENT OF THE TREASURY 
Internal Revenue Service 
26 CFR Parts 301 and 602 

Extensions of Time to Make 
Elections 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 
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ACTION: Temporary regulations. 

SUMMARY: This document contains 
temporary regulations concerning exten
sions of time for making certain elec
tions under the Internal Revenue Code 
(Code). The regulations provide the 
standards that the Commissioner will 
use to grant taxpayers extensions of 
time for making these elections. The 
text of these temporary regulations also 
serves as the text of the proposed regu
lations set forth in IA-29-96 on page 
483. 

DATES: These regulations are effective 
June 27, 1996. 

For dates of applicability, see 
§ 301.9100--1T(h) of these regulations. 

SUPPLEMENTARY INFORMATION: 

Paperwork Reduction Act 

These regulations are being issued 
without prior notice and public proce
dure pursuant to the Administrative Pro
cedure Act (5 U.S.c. 553). For this 
reason, the collection of information 
contained in these regulations has been 
reviewed and, pending receipt and 
evaluation of public comments, ap
proved by the Office of Management 
and Budget under control number 1545-
1488. Responses to this collection of 
information are required to obtain an 
extension of time for making an elec
tion. 

An agency may not conduct or spon
sor, and a person is not required to 
respond to, a collection of information 
unless the collection of information dis
plays a valid control number. 

For further information concerning 
this collection of information, where to 
submit comments on the collection of 
information and the accuracy of the 
estimated burden, and suggestions for 
reducing this burden, please refer to the 
preamble to IA-29-96 on page 483. 

Books or records relating to a collec
tion of information must be retained as 
long as their contents may become ma
terial in the administration of any inter
nal revenue law. Generally, tax returns 
and tax return information are confiden
tial, as required by 26 U.S.c. 6103. 

Background 

This document contains temporary 
regulations amending the Regulations on 
Procedure and Administration (26 CFR 
part 301) concerning extensions of time 
for making certain elections. The regula-

tions provide the standards that the 
Commissioner will use to grant taxpay
ers extensions of time for making these 
elections. These standards provide relief 
to taxpayers who reasonably and in 
good faith fail to make a timely election 
when granting relief will not prejudice 
the interests of the government. The 
regulations provide a means by which 
taxpayers can be in the same position 
they would have been in had they made 
their elections in a timely fashion. 

Explanation of Provisions 

These temporary regulations provide 
the standards the Commissioner will use 
to determine whether to grant an exten
sion of time to make an election when 
the deadline for making the election is 
prescribed by regulation, revenue ruling, 
revenue procedure, notice, or announce
ment published in the Federal Register 
or the Internal Revenue Bulletin (regula
tory election). Under section 6081(a), 
these regulations also provide an auto
matic extension of time to make an 
election when the deadline for making 
the election is prescribed by statute 
(statutory election) and the deadline for 
making the election is the due date of 
the return or the due date of the return 
including extensions. These regulations 
adopt and revise the standards for relief 
provided in Rev. Proc. 92-85, 1992-2 
C.B.490. 

Automatic Extensions 

Rev. Proc. 92-85 provides an auto
matic 12-month extension for certain 
regulatory elections listed in Appendix A 
of that revenue procedure. The tempo
rary regulations continue the automatic 
12-month extension and update the list 
of eligible regulatory elections. 

Rev. Proc. 92-85 also provides an 
automatic 6-month extension for statu
tory elections when the deadline for 
making the election is prescribed as the 
due date of the return or the due date of 
the return including extensions. The 
temporary regulations expand the auto
matic 6-month extension to include 
regulatory elections. 

Other Extensions 

Rev. Proc. 92-85 provides relief for 
certain regulatory elections that do not 
qualify for relief under the automatic 
extensions. Rev. Proc. 92-85 requires a 
taxpayer to demonstrate that (1) it acted 
reasonably and in good faith and (2) 
granting relief will not prejudice the 



interests of the government. The tempo
rary regulations continue to provide ex
tensions for such regulatory elections 
upon a showing of reasonable action 
and good faith and no prejudice to the 
interests of the government. 

The temporary regulations adopt the 
standards for reasonable action and good 
faith in Rev. Proc. 92-85. The regula
tions provide that a taxpayer is deemed 
to have acted reasonably and in good 
faith if: (1) the taxpayer applies for 
relief before the failure to make the 
regulatory election is discovered by the 
IRS; (2) the taxpayer inadvertently 
failed to make the election because of 
intervening events beyond its control; 
(3) the taxpayer failed to make the 
election because after exercising reason
able diligence the taxpayer was unaware 
of the necessity for the election; (4) the 
taxpayer reasonably relied on written 
advice of the IRS; or (5) the taxpayer 
relied on a qualified tax professional, 
including a professional employed by 
the taxpayer, and the professional failed 
to make or advise the taxpayer to make 
the election. However, a taxpayer is 
deemed to have not acted reasonably 
and in good faith if: (I) the taxpayer is 
requesting relief for an election to alter 
a return position for which an accuracy
related penalty could have been imposed 
under section 6662; (2) the taxpayer was 
fully informed of the required election 
and related tax consequences and chose 
not to file the election; or (3) the 
taxpayer uses hindsight in requesting 
relief. 

The temporary regulations adopt the 
standards for prejudice to the interests 
of the government in Rev. Proc. 92-85. 
The regulations provide that the interests 
of the government are deemed to be 
prejudiced if granting relief would result 
in a taxpayer having a lower tax liability 
than the taxpayer would have had if the 
regulatory election had been timely 
made. In addition, the interests of the 
government are ordinarily deemed to be 
prejudiced if the tax year in which the 
election should have been made or any 
affected tax years are closed by the 
statute of limitations. 

Accounting Method and Period Elec
tions 

Rev. Proc. 92-85 provides limited 
relief (ordinarily not to exceed 90 days 
from the deadline for filing Form 3115, 
Application for Change in Accounting 
Method) for requests to change an ac
counting method subject to the proce-

dure described in § 1.446-1(e)(3)(i) (re
quiring the advance written consent of 
the Commissioner). The temporary regu
lations continue this limited relief. Rev. 
Proc. 92-85 provides an automatic 12-
month extension for the election to use 
the last-in, first-out (LIFO) inventory 
method under section 472 and also 
provides relief for the section 472 elec
tion beyond the automatic 12-month 
extension. Rev. Proc. 92-85 is otherwise 
inapplicable to accounting method regu
latory elections, except for three specific 
elections listed in Appendix B of that 
revenue procedure. 

The temporary regulations provide re
lief for all accounting method regulatory 
elections. For example, relief will now 
be available for elections under sections 
197 (amortization of goodwill and cer
tain other intangibles) and 468A (special 
rules for nuclear decommissioning 
costs). 

The temporary regulations provide ad
ditional rules regarding what constitutes 
prejudice to the interests of the govern
ment for accounting method regulatory 
elections. The temporary regulations 
provide that the interests of the govern
ment are deemed to be prejudiced ex
cept in unusual and compelling circum
stances if: (1) the election requires an 
adjustment under section 481 (a); (2) the 
taxpayer is under examination, requests 
relief to change from an impermissible 
method of accounting, and granting re
lief will provide the taxpayer a more 
favorable method of accounting or more 
favorable terms and conditions than the 
taxpayer would receive if the change is 
made as part of the examination; or (3) 
the election provides a more favorable 
method of accounting or more favorable 
terms and conditions if the election is 
made by a certain date or taxable year. 

Rev. Proc. 92-85 provides an auto
matic 12-month extension for elections 
to use other than the required taxable 
year under section 444. Rev. Proc. 
92-85 also provides limited relief (ordi
narily not to exceed 90 days from the 
deadline for filing Form 1128, Applica
tion to Adopt, Change, or Retain a Tax 
Year) for accounting period regulatory 
elections subject to Rev. Proc. 87-32, 
1987-2 C.B. 396. Rev. Proc. 92-85 is 
otherwise inapplicable to accounting pe
riod regulatory elections. The temporary 
regulations extend the limited relief for 
elections subject to Rev. Proc. 87-32 to 
all other accounting period regulatory 
elections except for the section 444 

election, and provide relief for the sec
tion 444 election beyond the automatic 
12-month extension. 

Effect on other documents 

Rev. Proc. 92-85, 1992-2 C.B. 490, 
as modified and clarified by Rev. Proc. 
93-28, 1993-2 C.B. 344, is obsolete as 
of June 27, 1996. 

Rev. Proc. 92-20, 1992-1 C.B. 685, 
is modified as of June 27, 1996, to the 
extent that the provisions of this regula
tion apply to applications for relief with 
respect to requests to change an ac
counting method subject to the proce
dures of Rev. Proc. 92-20. 

Rev. Proc. 87-32, 1987-2 C.B. 396, 
is modified as of June 27, 1996, to the 
extent that the provisions of this regula
tion apply to applications for relief with 
respect to requests to change an ac
counting period subject to the proce
dures of Rev. Proc. 87-32. 

Special Analyses 

It has been determined that this Trea
sury decision is not a significant regula
tory action as defined in EO 12866. 
Therefore, a regulatory assessment is not 
required. It has also been determined 
that section 553(b) of the Administrative 
Procedure Act (5 u.s.c. chapter 5) and 
the Regulatory Flexibility Act (5 U.S.c. 
chapter 6) do not apply to these regula
tions, and, therefore, a Regulatory Flex
ibility Analysis is not required. Pursuant 
to section 7805(f) of the Internal Rev
enue Code, these temporary regulations 
will be submitted to the Chief Counsel 
for Advocacy of the Small Business 
Administration for comment on their 
impact on small businesses. 

* * * * * 

Adoption of Amendments to the Regula
tions 

Accordingly, 26 CFR parts 301 and 
602 are amended as follows: 

PART 30\-PROCEDURE AND 
ADMINISTRATION 

Paragraph 1. The authority citation for 
part 301 is amended by adding entries 
in numerical order to read as follows: 

Authority: 26 U.S.c. 7805 * * * 

Section 301.9iOO-IT also issued under 
26 u.s.c. 6081; 
Section 301.9100-2T also issued under 
26 u.s.c. 6081; 
Section 301.9100-3T also issued under 
26 U.S.c. 6081; * * * 
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Par. 2. Sections 301.9100-1 T through 
301.9100-3T are added to read as fol
lows: 

§ 301.9100-1 T Extensions of time to 
make elections (temporary). 

(a) - (c) [Reserved]. 

(d) Introduction. The regulations un
der this section and §§ 301.9100-2T 
through 301.9100-3T provide the stan
dards the Commissioner will use to 
determine whether to grant an extension 
of time to make a regulatory election. 
The regulations under this section and 
§§ 301.9100-2T through 301.9100-3T 
also provide an automatic extension of 
time to make certain statutory elections. 
An extension of time is available for 
elections that a taxpayer is otherwise 
eligible to make and the granting of an 
extension of time is not a determination 
that the taxpayer is otherwise eligible to 
make the election. Section 301.9100-2T 
provides automatic extensions of time 
for making regulatory and statutory 
elections when the deadline for making 
the election is the due date of the return 
or the due date of the return including 
extensions. Section 301.9100-3T pro
vides extensions of time for making 
regulatory elections that do not meet the 
requirements of § 301.91 00-2T. 

(e) Terms. The following terms have 
the meanings provided below: 

Election includes an application for 
relief in respect of tax; a request to 
adopt, change, or retain an accounting 
method or accounting period; but does 
not include an application for an exten
sion of time for filing a return under 
section 6081. 

Regulatory election means an election 
whose deadline is prescribed by a regu
lation published in the Federal Register, 
or a revenue ruling, revenue procedure, 
notice, or announcement published in 
the Internal Revenue Bulletin. 

Statutory election means an election 
whose deadline is prescribed by statute. 

Taxpayer means any person within the 
meaning of section 7701(a)(I). 

(f) General standards for relief The 
Commissioner in the Commissioner's 
discretion may grant a reasonable exten
sion of time to make a regulatory elec
tion, or a statutory election (but no more 
than 6 months except in the case of a 
taxpayer who is abroad), under all sub
titles of the Internal Revenue Code 
except subtitles E, G, H, and I, provided 
the taxpayer demonstrates to the satis
faction of the Commissioner that-
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(I) The taxpayer acted reasonably 
and in good faith; and 

(2) Granting relief will not prejudice 
the interests of the government. 

(g) Exceptions. Notwithstanding the 
provisions of paragraph (f) of this sec
tion, an extension of time will not be 
granted-

(1) For elections under section 
4980A(f)(5); 

(2) For elections required to be made 
prior to November 20, 1970, in the case 
of an election-

(i) Required to be made in or with 
the taxpayer's original income tax re
turn; 

(ii) Required to be exercised by filing 
a claim for credit or refund, unless the 
election is required to be exercised on 
or before a date that precedes the date 
of expiration of the period of limitations 
provided in section 6511; 

(iii) Required to be filed in a petition 
to the Tax Court; 

(iv) To change a previous election; 
(v) To change an accounting method 

as described in §§ 1.77-1 of this chap
ter and 1.446-1 of this chapter; 

(vi) To change an accounting period 
as described in § 1.442-1 of this chap
ter; or 

(vii) To change the method of treat
ing bad debts as described in § 1.166-1 
of this chapter; or 

(3) For elections that are expressly 
excepted from relief or where alternative 
relief is provided by a statute, a regula
tion published in the Federal Register, 
or a revenue ruling, revenue procedure, 
notice, or announcement published in 
the Internal Revenue Bulletin. 

(h) Effective dates. In general, this 
section and §§ 301.9100-2T through 
301.9100-3T are effective for all re
quests for relief being considered by the 
IRS on June 27, 1996, and for all 
requests for relief submitted on or after 
June 27, 1996. However, the automatic 
12-month extension and the automatic 
6-month extension provided in 
§ 301.9100-2T are effective for elec
tions whose due dates are on or after 
June 27, 1996. 

§ 301.9 JOO-2T Automatic extensions 
(temporary ). 

(a) Automatic 12-month extension
(1) In general. An automatic extension 
of 12 months from the original deadline 
for making a regulatory election is 
granted to make elections described in 
paragraph (a)(2) of this section provided 
the taxpayer takes corrective action as 

defined in paragraph (c) of this section 
within that 12-month extension period. 

(2) Elections eligible for automatic 
I2-rnonth extension. The following regu
latory elections are eligible for the auto
matic 12-month extension described in 
paragraph (a)(1) of this section-

(i) The election to use other than the 
required taxable year under section 444; 

(ii) The election to use the last-in, 
first-out (LIFO) inventory method under 
section 472; 

(iii) The 15-month rule for filing an 
exemption application for a section 
501(c)(9), 501(c)(17), or 501(c)(20) or
ganization under section 505; 

(iv) The IS-month rule for filing an 
exemption application for a section 
501(c)(3) organization under section 
508; 

(v) The election to be treated as a 
homeowners association under section 
528; 

(vi) The election to adjust basis on 
partnership transfers and distributions 
under section 754; 

(vii) The estate tax election to spe
cially value qualified real property 
(where the IRS has not yet begun an 
examination of the filed return) under 
section 2032A(d)(1); 

(viii) The chapter 14 gift tax election 
to treat a qualified payment right as 
other than a qualified payment under 
section 2701(c)(3)(C)(i); and 

(ix) The chapter 14 gift tax election 
to treat any distribution right as a quali
fied payment under section 2701 (c)(3)
(C)(ii). 

(b) Automatic 6-month extension. An 
automatic extension of 6 months from 
the due date of a return excluding 
extensions is granted to make regulatory 
or statutory elections whose deadlines 
are prescribed as the due date of the 
return or the due date of the return 
including extensions in the case of a 
taxpayer that timely filed its return for 
the year the election should have been 
made, provided the taxpayer takes cor
rective action as defined in paragraph 
(c) of this section within that 6-month 
extension period. This extension does 
not apply, however, to regulatory or 
statutory elections that must be made by 
the due date of the return excluding 
extensions. 

(c) Corrective action. For purposes of 
this section, corrective action means 
filing an original or an amended return 
for the year the regulatory or statutory 
election should have been made and 
attaching the appropriate form or state
ment for making the election. For those 



elections not required to be filed with a 
return, corrective action means taking 
the steps required to file the election in 
accordance with the statute, the regula
tion published in the Federal Register, 
or the revenue ruling, revenue proce
dure, notice, or announcement published 
in the Internal Revenue Bulletin. Tax
payers who make an election under an 
automatic extension (and all taxpayers 
whose tax liability would be affected by 
the election) must report their income in 
a manner that is consistent with the 
election and comply with all other re
quirements for making the election for 
the year the election should have been 
made and for all affected years; other
wise, the Service may invalidate the 
election. 

(d) Procedural requirements. Any re
turn, statement of election, or other form 
of filing that must be made to obtain an 
automatic extension must provide the 
following statement at the top of the 
document: "FILED PURSUANT TO 
§ 301.9100-2T". Any filing made to 
obtain an automatic extension must be 
sent to the same address that the filing 
to make the election would have been 
sent had the filing been timely made. 
No request for a letter ruling is required 
to obtain an automatic extension. Ac
cordingly, user fees do not apply to 
taxpayers taking corrective action to 
obtain an automatic extension. 

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

Example. Taxpayer A fails to make a certain 
election when filing A's 1996 income tax return on 
March 17, 1997, the due date of the return. This 
election does not affect the tax liability of any 
other taxpayer. The applicable regulation requires 
that the election be made by attaching the appro
priate form to a timely filed return including 
extensions. In accordance with paragraphs (b) and 
(c) of this section, A may make the regulatory 
election by filing an amended return with the 
appropriate form by September 15, 1997 (6 
months from the March 17, 1997, due date). 

§ 30I.9J00-3T Other extensions (tem
porary). 

(a) In general. Requests for exten
sions of time for regulatory elections 
that do not meet the requirements of 
§ 301.9100-2T must be made under the 
rules of this section. Requests for relief 
subject to this section will be granted 
when the taxpayer provides the evidence 
(including affidavits described in para
graph (e) of this section) to establish 
that the taxpayer acted reasonably and 
in good faith, and granting relief will 
not prejudice the interests of the govern
ment. 

(b) Reasonable action and good 
jaith-(1) In general. Except as pro
vided in paragraphs (b)(3)(i) through 
(iii) of this section, a taxpayer is 
deemed to have acted reasonably and in 
good faith if the taxpayer-

(i) Requests relief under this section 
before the failure to make the regulatory 
election is discovered by the IRS; 

(ii) Inadvertently failed to make the 
election because of intervening events 
beyond the taxpayer's control; 

(iii) Failed to make the election be
cause, after exercising reasonable dili
gence (taking into account the taxpay
er's experience and the complexity of 
the return or issue), the taxpayer was 
unaware of the necessity for the elec
tion; 

(iv) Reasonably relied on the written 
advice of the IRS; or 

(v) Reasonably relied on a qualified 
tax professional, including a tax profes
sional employed by the taxpayer, and 
the tax professional failed to make, or 
advise the taxpayer to make, the elec
tion. 

(2) Reasonable reliance on a quali
fied tax professional. For purposes of 
this paragraph (b), a taxpayer will not 
be considered to have reasonably relied 
on a qualified tax professional if the 
taxpayer knew or should have known 
that the professional was not-

(i) Competent to render advice on the 
regulatory election; or 

(ii) Aware of all relevant facts. 
(3) Taxpayer deemed to have not 

acted reasonably or in good faith. For 
purposes of this paragraph (b), a tax
payer is deemed to have not acted 
reasonably and in good faith if the 
taxpayer-

(i) Seeks to alter a return position for 
which an accuracy-related penalty has 
been or could be imposed under section 
6662 at the time the taxpayer requests 
relief (taking into account any qualified 
amended return filed within the meaning 
of § 1.6664-2(c)(3» of this chapter and 
the new position requires or permits a 
regulatory election for which relief is 
requested; 

(ii) Was fully informed of the re
quired election and related tax conse
quences, but chose not to file the elec
tion; or 

(iii) Uses hindsight in requesting re
lief. If specific facts have changed since 
the original deadline for making the 
election that make the election advanta
geous to a taxpayer, the IRS will not 
ordinarily grant relief. In such a case, 
the IRS will grant relief only when the 

taxpayer provides strong proof that the 
taxpayer's decision to seek relief did not 
involve hindsight. 

(c) Prejudice to the interests of the 
government-(1) In general-(i) Lower 
tax liability. The interests of the govern
ment are prejudiced if granting relief 
would result in a taxpayer having a 
lower tax liability in the aggregate for 
all years to which the regulatory elec
tion applies than the taxpayer would 
have had if the election had been timely 
made (taking into account the time 
value of money). Similarly, if the tax 
consequences of more than one taxpayer 
are affected by the election, the govern
ment's interests are prejudiced if extend
ing the time for making the election 
may result in the affected taxpayers, in 
the aggregate, having a lower tax liabil
ity than if the election had been timely 
made. 

(ii) Closed years. The interests of the 
government are ordinarily prejudiced if 
the tax year in which the regulatory 
election should have been made or any 
tax years that would have been affected 
by the election had it been timely made 
are closed by the period of limitations 
on assessment under section 6501 (a) 
before the taxpayer's receipt of a ruling 
granting relief under this section. The 
IRS may condition a grant of relief on 
the taxpayer providing the IRS with a 
statement from an independent auditor 
(other than an auditor providing an 
affidavit pursuant to paragraph (e)(3) of 
this section) certifying that the require
ments of paragraph (c)(1 )(i) of this 
section are satisfied. 

(2) Special rules for accounting 
method regulatory elections. The inter
ests of the government are deemed to be 
prejudiced except in unusual and com
pelling circumstances if the accounting 
method regulatory election is-

(i) Subject to the procedure described 
in § 1.446-1(e)(3)(i) of this chapter (re
quiring the advance written consent of 
the Commissioner), and the request for 
relief under this section is filed more 
than 90 days after the deadline for filing 
the Form 3115, Application for Change 
in Accounting Method; 

(ii) Not an election described in para
graph (c)(2)(i) of this section and re
quires an adjustment under section 
481 (a) (or would require an adjustment 
under section 481 (a) if the taxpayer 
changed to the method of accounting for 
which relief is requested in a taxable 
year subsequent to the taxable year the 
election should have been made); 

1996-2 C.B. 197 



(iii) Not an election described in 
paragraph (c)(2)(i) of this section, the 
taxpayer is under examination and re
quests relief under this section to change 
from an impermissible method of ac
counting, and granting relief will pro
vide the taxpayer a more favorable 
method of accounting or more favorable 
terms and conditions than the taxpayer 
would receive if the change from the 
impermissible method is made as part of 
the examination; or 

(iv) Not an election described in 
paragraph (c)(2)(i) of this section and 
the election provides a more favorable 
method of accounting or more favorable 
terms and conditions if the election is 
made by a certain date or taxable year. 

(3) Special rules for accounting pe
riod regulatory elections. The interests 
of the government are deemed to be 
prejudiced except in unusual and com
pelling circumstances if an election is an 
accounting period regulatory election 
(other than the election to use other than 
the required taxable year under section 
444) and the request for relief is filed 
more than 90 days after the deadline for 
filing the Form 1128, Application to 
Adopt, Change, or Retain a Tax Year (or 
other required statement). 

(d) Effect of amended returns-(l) 
Second examination under section 
7605(b). Taxpayers requesting and re
ceiving an extension of time under this 
section waive any objections to a second 
examination under section 7605(b) for 
the issue(s) that is the subject of the 
relief request and any correlative adjust
ments. 

(2) Suspension of the period of limi
tations under section 6501 (a). A request 
for relief under this section does not 
suspend the period of limitations on 
assessment under section 6501(a). Thus, 
for relief to be granted, the IRS may 
require the taxpayer to consent under 
section 6501(c)(4) to an extension of the 
period of limitations on assessment for 
the tax year in which the regulatory 
election should have been made and any 
tax years that would have been affected 
by the election had it been timely made. 

(e) Procedural requirements-(1) In 
general. Requests for relief under this 
section must provide evidence that satis
fies the requirements in paragraphs (b) 
and (c) of this section, and must provide 
additional information as required by 
this paragraph (e). 

(2) Affidavit and declaration from 
taxpayer. The taxpayer, or the individual 
who acts on behalf of the taxpayer with 
respect to tax matters, must submit a 
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detailed affidavit describing the events 
that led to the failure to make a valid 
regulatory election and to the discovery 
of the failure. When the taxpayer relied 
on a qualified tax professional for ad
vice, the taxpayer's affidavit must de
scribe the engagement and responsibili
ties of the professional as well as the 
extent to which the taxpayer relied on 
the professional. The affidavit must be 
accompanied by a dated declaration, 
signed by the taxpayer, which states: 
"Under penalties of perjury, I declare 
that, to the best of my knowledge and 
belief, the facts presented herein are 
true, correct, and complete." The indi
vidual who signs for an entity must 
have personal knowledge of the facts 
and circumstances at issue. 

(3) Affidavits and declarations from 
other parties. The taxpayer must submit 
detailed affidavits from the individuals 
having knowledge or information about 
the events that led to the failure to make 
a valid regulatory election and to the 
discovery of the failure. These individu
als must include the taxpayer's income 
tax return preparer, any individual (in
cluding an employee of the taxpayer) 
who made a substantial contribution to 
the preparation of the return, and any 
accountant or attorney, knowledgeable in 
tax matters, who advised the taxpayer 
with regard to the election. An affidavit 
must describe the engagement and re
sponsibilities of the individual as well as 
the advice that the individual provided 
to the taxpayer. Each affidavit must 
include the name, current address, and 
taxpayer identification number of the 
individual, and be accompanied by a 
dated declaration, signed by the indi
vidual, which states: "Under penalties 
of perjury, I declare that, to the best of 
my knowledge and belief, the facts 
presented herein are true, correct, and 
complete. " 

(4) Other Information. The request 
for relief filed under this section must 
also contain the following information-

(i) The taxpayer must state whether 
the taxpayer's return(s) for the tax year 
in which the regulatory election should 
have been made or any tax years that 
would have been affected by the elec
tion had it been timely made is being 
examined by a district director, or is 
being considered by an appeals office or 
a federal court. The taxpayer must no
tify the IRS office considering the re
quest for relief if the IRS starts an 
examination of any such return while 
the taxpayer's request for relief is pend
ing; 

(ii) The taxpayer must state when the 
applicable return, form, or statement 
used to make the election was required 
to be filed and when it was actually 
filed; 

(iii) The taxpayer must submit a copy 
of any documents that refer to the 
election; 

(iv) When requested, the taxpayer 
must submit a copy of the taxpayer's 
income tax return for any taxable year 
for which the taxpayer requests an ex
tension and any return affected by the 
election; and 

(v) When applicable, the taxpayer 
must submit a copy of the income tax 
returns of other taxpayers affected by 
the election. 

(5) Filing instructions. A request for 
relief under this section is a request for 
a letter ruling. Requests for relief should 
be submitted in accordance with the 
applicable procedures for requests for a 
letter ruling and must be accompanied 
by the applicable user fee. 

(f) Examples. The following ex
amples illustrate the provisions of this 
section: 

Example 1. Taxpayer discovers own error. Tax
payer A prepares A's 1996 income tax return. A is 
unaware that a particular regulatory election is 
available to report a transaction in a particular 
manner. A files the 1996 return without making 
the election and reporting the transaction in a 
different manner. In 1998, A hires a qualified tax 
professional to prepare A's 1998 return. The 
professional discovers that A did not make the 
election_ A promptly files for relief in accordance 
with this section. Assuming paragraphs (b)(3)(i) 
through (iii) of this section do not apply, A is 
deemed to have acted reasonably and in good 
faith. 

Example 2. Reliance on qualified tax profes
sional. Taxpayer B hires a qualified tax profes
sional to advise B on preparing B's 1996 income 
tax return and provides the professional with all 
the information requested_ The professional fails to 
advise B that a regulatory election is necessary in 
order for B to report income on B's 1996 return in 
a particular manner. Nevertheless, B reports this 
income in a manner that is consistent with having 
made the election. In 1999, during the examination 
of the 1996 return by the IRS, the examining 
agent discovers that the election has not been 
filed. B promptly files for relief in accordance 
with this section, including attaching an affidavit 
from B's professional stating that the professional 
failed to advise B that the election was necessary. 
Assuming paragraphs (b)(3)(i) through (iii) of this 
section do not apply, B is deemed to have acted 
reasonably and in good faith. 

Example 3. Accuracy-related penalty. Taxpayer 
C reports income on its 1996 income tax return in 
a manner that contravenes a statutory provision. C 
was aware of the statutory provision that prohib
ited the manner in which C reported this income, 
but did not provide adequate disclosure of the 
return position within the meaning of § 1.6662-
3(c) of this chapter. In 1999, during the examina
tion of the 1996 return, the IRS raises an issue 
regarding the reporting of this income on C's 
return. C requests relief under this section to elect 



an alternative method of reporting the income. 
Under paragraph (b)(3)(i) of this section, C is 
deemed to have not acted reasonably and in good 
faith because C seeks to alter a return position for 
which an accuracy-related penalty could be im
posed under section 6662. 

Example 4. Election not requiring adjustment 
under section 481 (a). Taxpayer D prepares D's 
1996 income tax return. D is unaware that a 
particular accounting method regulatory election is 
available. D files the 1996 return using another 
method of accounting. In 1998, D hires a qualified 
tax professional to prepare D's 1998 return. The 
professional discovers that D did not make the 
election. D promptly files for relief in accordance 
with this section. Assume the applicable regulation 
provides that the election does not require an 
adjustment under section 481(a) and the election is 
not subject to the procedure described in § 1.446-
1 (e)(3)(i) of this chapter. Further assume that if D 
were granted an extension of time to make the 
election, D would pay no less tax than if the 
election had been timely made. Under paragraph 
(c) of this section, the interests of the government 
are not deemed to be prejudiced. 

Example 5. Election requiring adjustment under 
section 481 (a). The facts are the same as in 
Example 4 of this paragraph (f) except that the 
applicable regulation provides that the election 
requires an adjustment under section 481(a). Un
der paragraph (c)(2)(ii) of this section, the inter
ests of the government are deemed to be preju
diced except In unusual or compelling 
circumstances. 

Example 6. Under examination. A regulation 
permits an automatic change from an impermis
sible method of accounting on a cut-off basis. Any 
change to this method made as part of an 
examination is made with a section 481 (a) adjust
ment. Taxpayer E reports income on 5's 1996 
income tax return using the impermissible method 
of accounting. In 1999, during the examination of 
the 1996 return by the IRS, the examining agent 
questions the propriety of E's method of account
ing. E requests relief under this section to make 
the change pursuant to the regulation for 1996. E 
will receive less favorable terms and conditions if 
the change in method of accounting is made with 
a section 481 (a) adjustment by the examining 
agent than if the change is made on a cut-off basis 
pursuant to the regulation. Under paragraph 
(c)(2)(iii) of this section, the interests of the 
government are deemed to be prejudiced except in 
unusual and compelling circumstances. 

PART 602-0MB CONTROL 
NUMBERS UNDER THE 
PAPERWORK REDUCTION ACT 

Par. 3. The authority citation for part 
602 continues to read as follows: 

Authority: 26 U.S.c. 7805 
Par. 4. Section 602.101 (c) is amended 

by adding the following entries in nu
merical order to the table: 

§ 602.101 OMB Control numbers 

* * * * * 

(c) * * * 

CFR part or section where 

identified and described 

* * * * 

Current OMB 

control No. 

* 
§ 301.9100-2T............. 1545-1488 
§ 301.9100-3T............. 1545-1488 

* * * * * 

Margaret Milner Richardson, 
Commissioner of Internal Revenue. 

Donald C. Lubick, 
Assistant Secretary of the Treasury. 

(Filed by the Office of the Federal Register on 
June 26, 1996, 8:45 a.m., and published in the 
issue of the Federal Register for June 27, 1996,61 
F.R. 33365) 

Subchapter C.-ProvIsIons Affecting More Than 

One Subtitle 

Section 7872.-Treatment of Loans 
With Below-Market Interest Rates 

The adjusted applicable federal short-term, mid
term, and long-term rates are set forth for the 
month of July 1996. See Rev. Rul. 96-34. 
page 75. 

The adjusted applicable federal short-term. mid
term. and long-term rates are set forth for the 
month of August 1996. See Rev. Rul. 96-37. 
page 77. 

The adjusted applicable federal short-term. mid
term. and long-term rates are set forth for the 
month of September 1996. See Rev. Rul. 96-43. 
page 78. 

The adjusted applicable federal short-term. mid
term. and long-term rates are set forth for the 
month of October 1996. See Rev. Rul. 96-49. 
page 79. 

The adjusted applicable federal short-term. mid
term. and long-term rates are set forth for the 
month of November 1996. See Rev. Rul. 96-52. 
page 81. 

The adjusted applicable federal short-term. mid
term. and long-term rates are set forth for the 
month of December 1996. See Rev. Rul. 96-57. 
page 82. 

CPI adjustment for below-market 
loans for 1997. The amount that section 
7872(g) of the Code permits a taxpayer 
to lend to a qualified continuing care 
facility without incurring imputed inter
est is published and adjusted for infla
tion for years 1987-1997. Rev. Rul. 
96--5 supplemented and superseded. 

Rev. Rul. 96-64 

This revenue ruling publishes the 
amount that § 7872(g) of the Internal 
Revenue Code permits a taxpayer to 
lend to a qualifying continuing care 
facility without incurring imputed inter
est. The amount is adjusted for inflation 
for the years after 1986. 

Section 7872 of the Code generally 
treats loans bearing a below-market in
terest rate as if they bore interest at the 
market rate. 

Section 7872(g)( 1) of the Code pro
vides that, in general, § 7872 does not 
apply for any calendar year to any 
below-market loan made by a lender to 
a qualified continuing care facility pur
suant to a continuing care contract if the 
lender (or the lender's spouse) attains 
age 65 before the close of the year. 

Section 7872(g)(2) of the Code pro
vides that, in the case of loans made 
after October 11, 1985, and before 1987, 
§ 7872(g)(l) applies only to the extent 
that the aggregate outstanding amount of 
any loan to which § 7872(g) applies 
(determined without regard to 
§ 7872(g)(2», when added to the aggre
gate outstanding amount of all other 
previous loans between the lender (or 
the lender's spouse) and any qualified 
continuing care facility to which 
§ 7872(g)( 1) applies, does not exceed 
$90,000. 

Section 7872(g)(5) of the Code pro
vides that, for loans made during any 
calendar year after 1986 to which 
§ 7872(g)( I) applies, the $90,000 limit 
specified in § 7872(g)(2) is increased 
by an inflation adjustment. The inflation 
adjustment for any calendar year is the 
percentage (if any) by which the Con
sumer Price Index (CPI) for the preced
ing calendar year exceeds the CPI for 
calendar year 1985. Section 7872(g)(5) 
states that the CPI for any calendar year 
is the average of the CPI as of the close 
of the 12-month period ending on Sep
tember 30 of that calendar year. 

Rev. Rul. 96--5, 1996--3 I.R.B. 29, 
publishes the amount specified in 
§ 7872(g)(2) of the Code, increased by 
the inflation adjustment, for the years 
1987-96. 

Table 1 sets forth the amount speci
fied in § 7872(g)(2) of the Code. The 
amount is increased by the inflation 
adjustment for the years 1987-97. 
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REV. RUL. 96-64 TABLE 1 
Limit under 7872(g)(2) 

Year 

Before 1987 
1987 
1988 
1989 
1990 
1991 
1992 
1993 
1994 
1995 
1996 
1997 

Amount 

$ 90,000 
$ 92,200 
$ 94,800 
$ 98,800 
$103,500 
$108,600 
$114,100 
$117,500 
$121,100 
$124,300 
$127,800 
$131,300 

Note: These inflation adjust
ments were computed using the 
All-Urban, Consumer Price In
dex 1982-1984 base, published 
by the Bureau of Labor Statistics. 
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EFFECT ON OTHER DOCUMENTS 

Rev. Rul. 96-5, 1996-3 I.R.B. 29, is 
supplemented and superseded. 
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Part II. Treaties and Tax Legislation 
Subpart A.-Tax Conventions 

FIJI 

REPUBLIC OF FIJI 
MINISTRY OF 

FOREIGN AFFAIRS 
SUVA 

AUGUST 12, 1996 

The Ministry of Foreign Affairs of the 
Government of the Republic of Fiji 
presents its compliments to the Embassy 
of the United States of America and has 
the honour to refer to the latter's Note 
No. 64 of June 19, 1996, the text of 
which reads as follows: 

"The Embassy of the United States 
of America presents its compliments 
to the Ministry of Foreign Affairs of 
the Government of the Republic of 
Fiji and has the honour to propose 
that the two governments conclude an 
agreement to exempt from income tax 
on a reciprocal basis, income derived 
by residents of the other country from 
the international operation of ships 
and aircraft. The terms of the agree
ment are as follows: 

The Government of the United 
States of America, in accordance with 
section 872(B) and 883(A) of the 
Internal Revenue Code, agrees to ex
empt from tax gross income derived 
from the international operation of 
ships or aircraft by individuals who 
are residents of Fiji (other than 
United States citizens) and corpora
tions which are incorporated in Fiji. 

The Government of the Republic of 
Fiji agrees to exempt from tax gross 
income derived from the international 
operation of ships or aircraft by indi
viduals who are residents of the 
United States of America (other than 
Fiji citizens) and corporations which 
are incorporated in the United States 
of America. 

In the case of a Fiji corporation, 
the exemption shall apply only if the 
corporation meets one of the follow
ing conditions: 

(I) The corporation's stock is pri
marily and regularly traded on an 
established securities market in Fiji, 
another country which grants an 
equivalent exemption to U.S. cor
porations, or the United States, 

or 
(II) More than 50 percent of the 
value of the corporation's stock is 
owned directly or indirectly by in
dividuals who arc residents of Fiji 
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or of another foreign country which 
grants an equivalent exemption to 
U.S. corporations or by a corpora
tion organized in a country which 
grants an equivalent exemption to 
u.s. corporations and whose stock 
is primarily and regularly traded on 
an established securities market in 
that country, another country which 
grants an equivalent exemption to 
U.S. corporations, or the United 
States. 
For the purpose of exemption from 

the u.s. tax, Subparagraph (II) will 
be considered to be satisfied if the 
corporation is a "controlled foreign 
corporation" under the Internal Rev
enue Code. 

In the case of a U.S. corporation, 
the exemption shall apply only if the 
corporation meets the ownership re
quirements under Fiji law. 

In this agreement: 
(A) The terms "contracting state", 
and "other contracting state" mean 
the Sovereign Democratic Republic 
of Fiji or the United States of 
America, the governments of which 
have concluded this agreement. 
(B) Gross income includes all in
come derived from international 
operation of ships or aircraft, in
cluding: 

(I) Income from the rental on a 
full (time or voyage) basis of 
ships or aircraft used in interna
tional transport; 
(II) Income from the rental on a 
bareboat basis of ships or aircraft 
used in international transport; 
(III) Income from the rental of 
containers and related equipment 
used in international transport 
that is incidental to income from 
the international operation of 
ships and aircraft; and 
(IV) Gains from the sale or 
other alienation of ships or air
craft used in international trans
port derived by a person prima
rily engaged in the international 
operation of ships or aircraft. 

In the application of this agreement 
by a contracting state, any term not 
defined in this agreement shall, unless 
the context otherwise requires, have 
the meaning which it has under the 
laws of that state relating to the taxes 
to which this agreement applies. 

The Embassy proposes that if the 
foregoing is acceptable to the Govern
ment of the Republic of Fiji, this note 

and the Ministry's note in reply shall 
constitute an agreement. This agree
ment shall enter into force on the date 
of the Ministry's note in reply and 
shall have effect in respect of income 
derived on or after January 1, 1996, 
and during all prior years for which 
the relevant statute of limitations re
mains open on that date. 

This agreement shall continue into 
force until the Government of either 
contracting state gives written notice 
of termination of the agreement to the 
Government of the other contracting 
state through the diplomatic channel. 

The Embassy of the United States 
of America avails itself of this oppor
tunity to renew to the Ministry of 
Foreign Affairs of the Government of 
the Republic of Fiji the assurances of 
its highest consideration." 
The Ministry has the further honour 

to confirm that the Government of the 
Republic of Fiji accepts that the Embas
sy's above-quoted Note and this Note in 
reply from the Ministry shall constitute 
an agreement between the two govern
ments to exempt from income tax on a 
reciprocal basis, income derived by resi
dents of the other country from the 
international operation of ships and air
craft. 

The Ministry of Foreign Affairs of the 
Government of the Republic of Fiji 
avails itself of this opportunity to renew 
to the Embassy of the United States of 
America the assurances of its highest 
consideration. 

JORDAN 

EMBASSY OF 
THE UNITED STATES OF AMERICA 

AMMAN, JORDAN 
APRIL 7, 1988 

Note No. 078 

The Embassy of the United States of 
America presents its compliments to the 
Ministry of Foreign Affairs of Jordan 
and has the honor to propose that the 
two governments conclude an agreement 
to exempt from income tax, on a recip
rocal basis, income derived by residents 
of the other country from the interna
tional operation of ships and aircraft. 
The terms of the agreement are as 
follows: 

• The Government of the United 
States of America, in accordance with 
Sections 872(b) and 883 of the Internal 



Revenue Code, agrees to exempt from 
tax gross income derived from the inter
national operation of ships or aircraft by 
individuals who are residents of Jordan 
(other than U.S. citizens) and corpora
tions organized in Jordan. This exemp
tion is granted on the basis of equivalent 
exemptions granted by Jordan to citizens 
of the United States (who are not resi
dents of Jordan) and to corporations 
organized in the United States (which 
are not subject to tax by Jordan on the 
basis of residence). 

• In the case of a corporation, the 
exemption shall apply only if the corpo
ration meets either of the following 
conditions: 

(1) More than 50 percent of the value 
of the corporation's stock is owned, 
directly or indirectly, by individuals who 
are residents of Jordan or of another 
country which grants a reciprocal ex
emption to U.S. citizens and corpora
tions; or 

(2) The corporation's stock is prima
rily and regularly traded on an estab
lished securities market in Jordan, or is 
wholly owned by a corporation whose 
stock is so traded and which is also 
organized in Jordan. 

For purposes of subparagraph 1, the 
Government of Jordan and its wholly 
owned public corporations will be 
treated as an individual resident of Jor
dan. For purposes of the exemption 
from U.S. tax, subparagraph (1) will be 
considered to be satisfied if the corpora
tion is a "controlled foreign corpora
tion" under the Internal Revenue Code. 

• Gross income includes all income 
derived from the international operation 
of ships or aircraft on a full (time or 
voyage) basis and income from the 
rental of containers and related equip
ment which is incidental to the interna
tional operation of ships or aircraft. It 
also includes income from the rental on 
a bareboat basis of ships and aircraft 
used for international transport. 

• The Embassy of the United States 
of America considers that this Note, 
together with the Ministry'S reply Note 
confirming that the Government of Jor
dan agrees to these terms, constitutes an 
agreement amending the agreement of 
April 17, 1973 and June 20, 1974. 1 This 
agreement shall enter into force on the 
date of the Ministry's reply Note and 
shall have effect with respect to taxable 
years beginning on or after January I, 
1987. 

ITIAS 8002; 26 UTS 16. 

• Either government may terminate 
this agreement by giving written notice 
of termination through diplomatic chan
nels. 

• The Embassy of the United States 
of America takes this opportunity to 
renew to the Ministry of Foreign Affairs 
of Jordan the assurances of its highest 
consideration. 

HASHEMITE KINGDOM OF 
JORDAN 

MINISTRY OF 
FOREIGN AFFAIRS 

APRIL 7, 1988 

No. 490 

The Ministry of Foreign Affairs of the 
Hashemite Kingdom of Jordan present 
their compliments to the Embassy of the 
United States of America and have the 
honour to acknowledge receipt of their 
Note No. 078 dated April 7, 1988 which 
reads as follows: 

[For text of the U.S. note, see above.] 
The Ministry have the further honour 

to inform the distinguished Embassy 
that the foregoing proposal is acceptable 
to the Government of the Hashemite 
Kingdom of Jordan who therefore agree 
that the Embassy's note together with 
this reply shall constitute an agreement 
between the two governments which 
shall amend the agreement of April 17, 
1973 and June 20, 1974 and shall enter 
into force on the date of this reply. 

The Ministry of Foreign Affairs of the 
Hashemite Kingdom of Jordan avail 
themselves of this opportunity to renew 
to the Embassy of the United States of 
America the assurances of their highest 
consideration. 

LUXEMBOURG 

EMBASSY OF THE UNITED 
STATES OF AMERICA 

LUXEMBOURG 
APRIL 11, 1989 

The Embassy of the United States of 
America presents its compliments to the 
Ministry of Foreign Affairs of the Grand 
Duchy of Luxembourg and has the 
honor to propose that the two Govern
ments conclude an agreement to exempt 
from income and capital tax, on a 
reciprocal basis, income derived and 
capital owned by residents of the other 
country in respect of the international 
operations of ships and aircraft. The 
terms of the agreement are as follows: 

The Government of the United States 
of America, in accordance with sections 
872(b) and 883(a) of the Internal Rev
enue Code, agrees to exempt from tax, 
gross income derived from the interna
tional operation of ships or aircraft by 
individuals who are residents of Luxem
bourg (other than U.S. citizens) and 
corporations organized in Luxembourg. 
This exemption is granted on the basis 
of equivalent exemptions granted by the 
Grand Duchy of Luxembourg to indi
vidual residents of the United States and 
to corporations organized in the United 
States (which are not subject to tax by 
Luxembourg on the basis of residence). 

In the case of a Luxembourg corpora
tion, the exemption shall apply only if 
the corporation meets either of the fol
lowing conditions: 

(i) The corporation's stock is prima
rily and regularly traded on an estab
lished securities market in Luxembourg, 
another country which grants an equiva
lent exemption to U.S. corporations, or 
the United States; or 

(ii) More than 50 percent of the value 
of the corporation's stock is owned, 
directly or indirectly, by individuals who 
are residents of Luxembourg or of an
other country which grants an equivalent 
exemption to U.S. corporations or by a 
corporation organized in a country 
which grants a reciprocal exemption to 
U.S. corporations and whose stock is 
primarily and regularly traded on an 
established securities market in that 
country, another country which grants an 
equivalent exemption to U.S. corpora
tions, or the United States. 

For purposes of subparagraph (ii), the 
Government of the Grand Duchy of 
Luxembourg will be treated as an indi
vidual resident of Luxembourg. For pur
poses of the exemption from U.S. tax, 
subparagraph (ii) will be considered to 
be satisfied if the corporation is a 
"controlled foreign corporation" under 
the Internal Revenue Code. 

Gross income includes all income 
derived from the international operation 
of ships or aircraft, including income 
from the rental of ships or aircraft on a 
full (time or voyage) basis and income 
from the rental of containers and related 
equipment which is incidental to the 
international operation of ships or air
craft. It also includes income from the 
rental on a bareboat basis of ships and 
aircraft used for international transport. 

The Grand Duchy of Luxembourg 
agrees to exempt from income taxes on 
individuals and corporations and from 
communal tax on commercial profits 
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income derived from the international 
operation of ships or aircraft by U.S. 
residents and corporations organized in 
the United States (other than corpora· 
tions which are subject to tax by Lux
embourg on the basis of residence). 

The Grand Duchy of Luxembourg 
agrees to exempt from wealth tax and 
communal tax on invested capital, capi
tal represented by ships or aircraft oper
ated in international traffic and by mov
able property pertaining to the operation 
of such ships or aircraft. 

In the case of a U.S. corporation, the 
exemption shall apply only if the corpo
ration meets either of the following 
conditions: 

(i) the corporation's stock is primarily 
and regularly traded on an established 
securities market in the United States, 
another country which grants a recipro
cal exemption to Luxembourg corpora
tions, or the United States; or 

(ii) more than 50 percent of the value 
of the corporation's stock is owned, 
directly or indirectly, by individuals who 
are residents of the United States or of 
another country which grants a recipro
cal exemption to Luxembourg corpora
tions or by a corporation organized in a 
country which grants a reciprocal ex
emption to Luxembourg corporations 
and whose stock is primarily and regu
larly traded on an established securities 
exchange in that country, another coun
try which grants a reciprocal exemption 
to Luxembourg corporations or the 
United States. 

Income includes all income derived 
from the international operation of ships 
or aircraft, including income from the 
rental of ships or aircraft on a full (time 
or voyage) basis and income from the 
rental of containers and related equip
ment which is incidental to the interna
tional operation of ships or aircraft. It 
also includes income from the rental on 
a bareboat basis of ships and aircraft 
used for international transport. 

This agreement will not affect the 
provisions of Article V of the Conven
tion of December J 8, J 962, between the 
United States of America and the Grand 
Duchy of Luxembourg with respect to 
taxes on income and property which 
will remain in effect. 

This agreement shall enter into force 
upon the confirmation by the Embassy 
of the United States of America of the 
notification by the Government of the 
Grand Duchy of Luxembourg indicating 
that all necessary internal procedures 
have been completed and the exemption 
from taxes as provided for in paragraphs 
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I and 2 shall have effect with respect to 
taxable years beginning on or after 
January I, 1987. 

Either government may terminate this 
agreement by giving written notice of 
termination through diplomatic channels. 

The Embassy of the United States of 
America takes this opportunity to renew 
to the Ministry of Foreign Affairs the 
assurances of its highest consideration. 

GRAND DUCHY OF LUXEMBOURG 
MINISTRY OF FOREIGN AFFAIRS 

LUXEMBOURG 
JUNE 22, 1989 

The Ministry of Foreign Affairs of the 
Grand Duchy of Luxembourg presents 
its compliments to the Embassy of the 
United States of America and has the 
honor to acknowledge receipt of its note 
of II April 1989, proposing the terms of 
an agreement for a reciprocal exemption 
from income and capital tax of income 
derived and capital owned in respect of 
the international operation of ships and 
aircraft. The terms of the agreement are 
as follow: 

1. The Government of the United 
States of America, in accordance with 
section 872(b) and 883(a) of the Internal 
Revenue Code, agrees to exempt from 
tax, gross income derived from the 
international operation of ships or air
craft by individuals who are residents of 
Luxembourg (other than U.S. citizens) 
and corporations organized in Luxem
bourg, This exemption is granted on the 
basis of equivalent exemptions granted 
by the Grand Duchy of Luxembourg to 
individual residents of the United States 
and to corporations organized in the 
United States (which are not subject to 
tax by Luxembourg on the basis of 
residence ). 

In the case of a Luxembourg corpora
tion, the exemption shall apply only if 
the corporation meets either of the fol
lowing conditions: 

(i) The corporation's stock is prima
rily and regularly traded on an estab
lished securities market in Luxembourg, 
another country which grants an equiva
lent exemption to U.S. corporations, or 
the United States; or 

(ii) More than 50 percent of the value 
of the corporation's stock is owned, 
directly or indirectly, by individuals who 
are residents of Luxembourg or of an
other country which grants an equivalent 
exemption to U.S. corporations or by a 
corporation organized in a country 

which grants a reciprocal exemption to 
U.S. corporations and whose stock is 
primarily and regularly traded on an 
established securities market in that 
country, another country which grants an 
equivalent exemption to U.S. corpora
tions, or the United States. 

For purposes of subparagraph (ii), the 
Government of the Grand Duchy of 
Luxembourg will be treated as an indi
vidual resident of Luxembourg. For pur
poses of the exemption from U.S. tax, 
subparagraph (ii) will be considered to 
be satisfied if the corporation is a 
"controlled foreign corporation" under 
the Internal Revenue Code. 

Gross income includes all income 
derived from the international operation 
of ships or aircraft, including income 
from the rental of ships or aircraft on a 
full (time or voyage) basis and income 
from the rental of containers and related 
equipment which is incidental to the 
international operation of ships or air
craft. It also includes income from the 
rental on a bareboat basis of ships and 
aircraft used for international transport. 

2. The Grand Duchy of Luxembourg 
agrees to exempt from income taxes on 
individuals and corporations and from 
communal tax on commercial profits 
income derived from the international 
operations of ships or aircraft by U.S. 
residents and corporations organized in 
the United States (other than corpora
tions which are subject to tax by Lux
embourg on the basis of residence). 

The Grand Duchy of Luxembourg 
agrees to exempt from wealth tax and 
communal tax on invested capital, capi
tal represented by ships or aircraft oper· 
ated in international traffic and by mov
able property pertaining to the operation 
of such ships or aircraft. 

In the case of a U.S. corporation, the 
exemption shall apply only if the corpo· 
ration meets either of the following 
conditions: 

(i) The corporation's stock is prima
rily and regularly traded on an estab· 
lished securities market in the United 
States, another country which grants a 
reciprocal exemption to Luxembourg 
corporations, or Luxembourg; or 

(ii) More than 50 percent of the value 
of the corporation's stock is owned, 
directly or indirectly, by individuals who 
are residents of the United States or of 
another country which grants a recipro
c.al exemption to Luxembourg corpora
tions or by a corporation organized in a 



country which grants a reciprocal ex
emption to Luxembourg corporations 
and whose stock is primarily and regu
larly traded on an established securities 
exchange in that country, another coun
try which grants a reciprocal exemption 
to Luxembourg corporations or Luxem
bourg. 

Income includes all income derived 
from the international operation of ships 
or aircraft, including income from the 
rental of ships or aircraft on a full (time 
or voyage) basis and income from the 
rental of containers and related equip
ment which is incidental to the interna
tional operation of ships or aircraft. It 
also includes income from the rental on 
a bareboat basis of ships and aircraft 
used for international transport. 

3. This agreement will not affect the 
provisions of Article V of the Conven
tion of December 18, 1962, between the 
United States of America and the Grand 
Duchy of Luxembourg with respect to 
taxes on income and property which 
will remain in effect. 

4. This agreement shall enter into 
force upon the confirmation by the 
Embassy of the United States of 
America of the notification by the Gov
ernment of the Grand Duchy of Luxem
bourg indicating that all necessary inter
nal procedures have been completed and 
the exemption from taxes as provided 
for in paragraphs 1 and 2 shall have 
effect with respect to taxable years 
beginning on or after January I, 1987. 

5. Either Government may terminate 
this agreement by giving written notice 
of termination through diplomatic chan
nels. 

The Ministry of Foreign Affairs of the 
Grand Duchy of Luxembourg takes this 
opportunity to renew to the Embassy of 
the United States of America the assur
ances of his highest consideration. 

RUSSIA 

EMBASSY OF 
THE UNITED STATES OF AMERICA 

MOSCOW 
JULY 18, 1994 

The Embassy of the United States of 
America presents its compliments to the 
Ministry of Foreign Affairs of the Rus
sian Federation. The Government of the 
United States of America, in accordance 

with Sections 872(b) and 883(a) of the 
Internal Revenue Code, agrees to ex
empt from tax gross income derived 
from the international operations of 
ships or aircraft by individual residents 
of the Russian Federation (other than 
U.S. citizens) and corporations which 
are incorporated in the Russian Federa
tion. This exemption is granted on the 
basis of equivalent exemptions granted 
by the Russian Federation to individual 
residents of the United States and to 
corporations organized in the United 
States. 

In the case of a Russian corporation, 
the exemptions shall apply only if the 
corporation meets the ownership or pub
lic trading requirements of U.S. law. 

Gross income includes all income 
derived from the international operation 
of ships or aircraft, including: 

1. Income from the rental on a full 
(time or voyage) basis of ships or 
aircraft used in international transport; 
II. Income from the rental on a 
bareboat basis of ships or aircraft 
used in international transport if such 
income is incidental to income from 
the international operation of ships or 
aircraft; 
III. Income from the rental of con
tainers and related equipment used in 
international transport if such income 
is incidental to income from the inter
national operation of ships or aircraft; 
IV. Gains from the sale or other 
alienation of ships or aircraft used in 
international transport by a person 
primarily engaged in the international 
operation of ships or aircraft. 
When the Government of the Russian 

Federation agrees to these terms, this 
will constitute an agreement between the 
two governments. This agreement shall 
enter into force on the date of the 
Government of the Russian Federation's 
reply note and shall have effect with 
respect to taxable years beginning on or 
after January I, 1991, and terminate 
from the date of entry into force of the 
Agreement between the Russian Federa
tion and the United States of America to 
Avoid Double Taxation and Prevention 
of Tax Evasion with Respect to Taxes 
on Income and Capital dated June 17, 
1992. 

The Embassy of the United States of 
America avails itself of the opportunity 
to extend to the Ministry of Foreign 

Affairs of the Russian Federation re
newed assurances of its highest consid
eration. 

RUSSIAN FEDERATION 
MINISTRY OF 

FOREIGN AFFAIRS 
MOSCOW 

JULY 21, 1994 
The Ministry of Foreign Affairs of the 

Russian Federation presents its compli
ments to the Embassy of the United 
States of America and has the honor to 
confirm receipt of the Embassy note no. 
MFAl112/94 dated July 18, 1994, which 
reads as follows: 

The Russian translation of the above
mentioned note agrees in all substantive 
respects with the original English text, 
with the following exceptions: 

P. I, para. I 
English: ... presents its compliments to 
the Ministry of Foreign Affairs of the 
Russian Federation. The Government of 
the United States of America ... 
Russian: ... presents its compliments to 
the Ministry of Foreign Affairs of the 
Russian Federation and has the honor to 
advise that the Government of the 
United States of America ... 

Ibid 
English: the Internal Revenue Code 
Russian: the Tax Code 

P. 2, para. IV 
English: ... by a person primarily en
gaged in the international transport ... 
Russian: .,. by a juridical person 
_____ engaged in the international 
transport ... 
[Translator'S note: in the numeration of 
paragraphs on pp. 1-2, the English text 
uses Roman numerals, whereas the Rus
sian text employs ordinary numbers] 

We have the honor to inform you that 
the foregoing is acceptable to the Gov
ernment of the Russian Federation, and 
it therefore agrees that the U.S. Em
bassy note and this reply thereto shall 
constitute an Agreement between the 
Government of the Russian Federation 
and the Government of the United 
States of America, which shall enter into 
force on the date of this reply. 

The Ministry of Foreign Affairs of the 
Russian Federation avails itself of the 
opportunity to extend to the Embassy of 
the United States of America the assur
ances of its high consideration. 
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Part III. Administrative, Procedural, and Miscellaneous 
Delegation Order No. 155 (Rev. 4) 

Delegation of Authority 

AGENCY: Internal Revenue Service 

ACTION: Delegation of Authority 

SUMMARY: This delegation order is 
revised to give authority to sign recom
mendation letters for nonsuit settlements 
to the Regional Counsel and District 
Counsel in the field and to the Deputy 
Associate Chief Counsel and Assistant 
Chief Counsel in the National Office. In 
addition, it has been expanded in scope 
to cover nonrefund matters. The text of 
the delegation order appears below. 

EFFECTIVE DATE: August 15, 1996. 

Recommendation Letters to the De
partment of Justice Concerning 
Settlement OtTers Covering Persons 
or Periods Not in Suit Authority: For 
matters under their respective jurisdic
tions, to sign recommendation letters to 
the Department of Justice concerning 
Settlement Offers related to pending 
refund cases or any other cases or 
matters referred to the Department of 
Justice for prosecution or defense with 
respect to persons or periods not in suit. 

Delegated to: 
Chief Counsel 
Associate Chief Counsel 
Deputy Associate Chief Counsel 

Authority: For matters under their 
respective jurisdictions, to sign recom-

Month Year 

June 1996 

Instructions for Filing Claims for 
Refund of Insurance Premium 
Excise Tax Based on the U.S. 
Supreme Court's Opinion in United 
States v. IBM 

Notice 96-37 

PURPOSE 

This notice provides instructions for 
filing claims for refund of insurance 
premium excise tax imposed by section 
4371 of the Internal Revenue Code 
based on the Supreme Court's opinion 
in United States v. International Busi
ness Machines Corp., 64 U.S.L.w. 4419 
(June 10, 1996). 

208 1996-2 C.B. 

mendation letters concerning Settlement 
Offers related to pending refund cases 
or any other cases or matters referred to 
the Department of Justice for prosecu
tion or defense with respect to: (a) 
periods not in suit ending prior to the 
date of the resulting settlement agree
ment; (b) tax consequences for periods 
not in suit ending after the date of the 
settlement agreement that necessarily re
sult from the settlement of the periods 
in suit; (c) issues conceded in full by 
the taxpayer for periods not in suit 
ending after the date of the settlement 
agreement; (d) persons not in suit for 
the periods described in (a); and (e) 
persons not in suit for the items de
scribed in (b) and (c). 

Delegated to: 
Regional Counsel 
District Counsel 
Assistant Chief Counsel 

In exercising both of the above au
thorities, the advice of the Chief of 
Appeals and/or District Director with 
jurisdiction over the nonsuit persons or 
periods should be obtained and consid
ered. 

Redelegation: The authority del
egated herein may not be redelegated. 

Sources of Authority: 26 CFR 
301.7122-1,26 CFR 301.7701-9. To the 
extent that authority previously exer
cised consistent with this order may 

require ratification, it is hereby approved 
and ratified. This order supersedes Del
egation Order No. 155 (Rev. 3), effec
tive October 1, 1991. 

Dated: August 15, 1996. 

Michael P. Dolan, 
Deputy Commissioner. 

(Filed by the Ofice of the Federal Register on 
September 5, 1996, 8:45 a.m., and published in 
the issue of the Federal Register for September 6, 
1996, 61 F.R. 47235) 

Weighted Average Interest Rate 
Update 

Notice 96-36 

Notice 88-73 provides guidelines for 
determining the weighted average inter
est rate and the resulting permissible 
range of interest rates used to calculate 
current liability for the purpose of the 
full funding limitation of § 412(c)(7) of 
the Internal Revenue Code as amended 
by the Omnibus Budget Reconciliation 
Act of 1987 and as further amended by 
the Uruguay Round Agreements Act, 
Pub. L. 103-465 (GATT). 

The average yield on the 30-year 
Treasury Constant Maturities for May 
1996 is 6.93 percent. 

The following rates were determined 
for the plan years beginning in the 
month shown below. 

Weighted Average 

6.92 

90% to 108% 
Permissible Range 

90% to 110% 
Permissible Range 

6.23 to 7.48 

BACKGROUND 

Section 4371(1) of the Code imposes 
a tax on each policy of insurance or 
reinsurance issued by any foreign in
surer or reinsurer with respect to casu
alty insurance that is issued to or for, or 
in the name of, an insured as defined in 
section 4372(d) of the Code. The rate of 
tax is 4 percent of the premium paid on 
the policy. 

In U.S. v. IBM, the Supreme Court 
held that the tax imposed by section 
4371(1) of the Internal Revenue Code of 
1986 may not be applied to premiums 
paid with respect to insurance covering 
risks associated with goods actually in 
export transit from the U.S. The Su-

6.23 to 7.61 

preme Court's decision was based on 
the Export Clause of the U.S. Constitu
tion, Art. I, sec. 9, cl. 5. 

PROCEDURE FOR CLAIMING 
REFUND OF INSURANCE PREMIUM 
EXCISE TAX 

Any taxpayer requesting a refund of 
insurance premium excise tax based on 
the U.S. v. IBM opinion must file a 
Form 8849, Claim for Refund of Excise 
Taxes. Refunds relating to insurance 
premium excise tax based on the U.S. v. 
IBM opinion may not be claimed as a 
credit against any other tax liability, and 
this notice provides the only procedure 
for claiming a refund. . 



In addition to the information re
quired by the Form 8849, a claim for 
refund must be accompanied by docu
mentation establishing that the tax for 
which a refund is claimed was paid with 
respect to insurance covering only goods 
actually in export transit from the U.S. 
In the case of a policy covering risks in 
addition to goods in export transit, the 
claim for refund must be accompanied 
by documentation establishing the por
tion of the insurance excise tax attribut
able to premiums paid only for insuring 
goods in actual export transit from the 
U.S. 

The following statement should be 
typed or clearly written at the top of the 
Form 8849: 

Month 

July 

Year 

1996 

Determination of Whether Income 
of a Controlled Foreign Corporation 
Earned Through a Partnership Is 
Subpart F Income 

Notice 96-39 
This Notice sets forth the Service's 

position on the Eighth Circuit's recent 
decision in Brown Group, Inc. v. Com
missioner, 77 F.3d 217 (8th Cir. 1996), 
vacating and remanding 104 T.C 105 
(1995). This Notice also announces that 
the Service intends to issue regulations 
under Subpart F of the Internal Revenue 
Code describing how the aggregate ap
proach to partnerships applies to deter
mine the treatment of a controlled for
eign corporation's ("CFC's") distribu
tive share of partnership income for 
purposes of subpart F. 

BACKGROUND 
In Brown Group, a CFC incorporated 

in the Cayman Islands was a partner in 
a Cayman Islands partnership. The part
nership was not a sham. It acted as a 
purchasing agent for the CFC's U.S. 
parent with respect to footwear manu
factured in Brazil and received commis
sion income from the U.S. parent as 
compensation for its efforts. The foot
wear imported by the U.S. parent was 
sold primarily in the United States. For 
its fiscal year ended November 1, 1986, 
the U.S. parent did not include as 
subpart F income the CFC's distributive 
share of the partnership's commission 
Income. 

CLAIM FOR REFUND OF 
INSURANCE PREMIUM EXCISE 

TAX AS A RESULT OF U.S. V. IBM. 

Any Form 8849 requesting a refund 
of insurance premium excise tax should 
be submitted to the following address: 

Internal Revenue Service Center 
P.O. Box 21086 

Philadelphia, PA 19114 

Weighted Average Interest Rate 
Update 

Notice 96-38 

Notice 88-73 provides guidelines for 
determining the weighted average inter-

est rate and the resulting permissible 
range of interest rates used to calculate 
current liability for the purpose of the 
full funding limitation of § 412(c)(7) of 
the Internal Revenue Code as amended 
by the Omnibus Budget Reconciliation 
Act of 1987 and as further amended by 
the Uruguay Round Agreements Act, 
Pub. L. 103-465 (GATT). 

The average yield on the 30-year 
Treasury Constant Maturities for June 
1996 is 7.06 percent. 

The following rates were determined 
for the plan years beginning in the 
month shown below. 

Weighted Average 

6.92 

90% to 108% 
Permissible Range 

90% to 110% 
Permissible Range 

6.23 to 7.47 

At issue in Brown Group was whether 
the CFC partner's distributive share of 
the income of the Cayman Islands part
nership was foreign base company sales 
income. If so, this income would be 
currently includible in the gross income 
of the CFC's U.S. shareholder as sub
part F income. See sections 951 (a)(1) 
and (b), 952(a), 954(d) and 957(a) of 
the Internal Revenue Code. Foreign base 
company sales income is defined under 
section 954(d) to include commission 
income from the purchase of personal 
property on behalf of a related person 
where the property that is purchased is 
both manufactured and sold for use 
outside the CFC's country of incorpora
tion. 

In Brown Group, the parties agreed 
that the commission income was earned 
from purchasing personal property that 
was both manufactured and sold for use 
outside the CFC's country of incorpora
tion. The narrow issue in dispute was 
whether the footwear was purchased on 
behalf of a related person, as defined in 
section 954(d)(3) of the Code. It was 
undisputed that the U.S. parent, on 
whose behalf the purchases were made, 
was a related person with respect to the 
CFC The Service argued that an aggre
gate theory of partnerships should apply, 
under which the CFC's distributive 
share of the partnership'S commission 
income would be tested at the CFC 
level to determine whether it was for
eign base company sales income. Ac
cordingly, the related person determina-

6.23 to 7.61 

tion would be made at the partner level, 
as if the purchases had been made 
directly by the CFC The taxpayer ar
gued that an entity theory of partner
ships should apply, under which the 
CFC's distributive share of partnership 
income would be tested at the partner
ship level. The taxpayer maintained that, 
at the partnership level, the purchases 
were not made on behalf of a related 
person. 

The Tax Court, after withdrawing an 
earlier opinion favorable to the taxpayer, 
held in a reviewed opinion that the CFC 
partner's distributive share of the part
nership's commission income was for
eign base company sales income. The 
Tax Court reached its conclusion based 
upon an analysis of the provisions and 
purposes of subpart F and subchapter K, 
as well as the case law discussing the 
application of the entity and aggregate 
theories of partnership taxation. The Tax 
Court's holding is consistent with the 
Service's published position in Rev. Rul. 
89- 72, 1989-1 CB. 257. 

On appeal by the taxpayer, the Eighth 
Circuit vacated and remanded the deci
sion of the Tax Court. The court con
cluded, based upon its application of the 
definition of related person in section 
954(d)(3) of the Code, that the commis
sion income was not foreign base com
pany sales income at the partnership 
level and that the CFC partner's dis
tributive share of this partnership in
come therefore was not subpart F in
come. 
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THE SERVICE'S POSITION 

The Service disagrees with the opin
ion of the Eighth Circuit in Brown 
Group. To permit a CFC to avoid sub
part F by earning income through a 
partnership under circumstances in 
which the income would be subpart F 
income if earned directly by the CFC 
would be contrary to the purposes of 
subpart F. See S. Rep. No. 1881, 87th 
Cong., 2d Sess. 78-79 (1962). 

The legislative history of subchapter 
K indicates that, although a partnership 
is to be considered an entity in the 
treatment of transactions between a part
ner and a partnership, it need not be 
considered a separate entity for purposes 
of applying other provisions of the Code 
.. if the concept of the partnership as a 
collection of individuals is more appro
priate for such provisions." H.R. Conf. 
Rep. No. 2543, 83d Congo 2d. Sess. 59 
(1954). The courts have recognized that 
the aggregate approach may be applied 
in appropriate circumstances. See Casel 
V. Commissioner, 79 T.C. 424, 433 
(1982); Unger V. Commissioner, T.e. 
Memo. 1990-15, aff'd 936 F.2d 1316 
(D.C. Cir. 1991). Section 1.701-2(e) and 
(f) of the Income Tax Regulations con
firmed the Commissioner's authority to 
treat a partnership as an aggregate of its 
partners in whole or in part as appropri
ate to carry out the purposes of any 
provision of the Code or regulations 
thereunder. 

The Service intends to issue regula
tions under subpart F to confirm its 
position that whether a CFC partner's 
distributive share of partnership income 
is subpart F income generally is deter
mined at the CFC partner level. Prior to 
the effective date of those regulations, 
the Service will rely on principles and 
authorities under subpart F and 
subchapter K to apply the aggregate 
approach, including section l.701-2(e) 
and (f) of the regulations for periods for 
which it is effective. 

Request for Comments on 
Procedures Relating to Voluntary 
and Involuntary Changes in Method 
of Accounting 

Notice 96-40 

This notice invites public comment on 
possible changes to Rev. Proc. 92-20, 
1992-1 C.B. 685, which provides the 
general procedures for a taxpayer to 
change a method of accounting. These 
changes may include (I) adding proce-
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dures for changes in method of account
ing made by the district director as part 
of an examination and by an appeals 
officer as part of a settlement, and (2) 
revising some of the existing procedures 
to better achieve prompt voluntary com
pliance with proper tax accounting prin

ciples. 

BACKGROUND 

Section 446(e) of the Internal Rev
enue Code and § 1.446-1 (e) of the 
Income Tax Regulations state that, ex
cept as otherwise provided, a taxpayer 
must secure the consent of the Commis
sioner before changing a method of 
accounting for federal income tax pur
poses . 

Section 1.446-1 (e)(3)(ii) authorizes 
the Commissioner to prescribe adminis
trative procedures setting forth the terms 
and conditions under which taxpayers 
will be permitted to change a method of 
accounting. The terms and conditions 
the Commissioner may prescribe include 
the taxable year for which the change in 
method of accounting is effective and 
the taxable year or years in which a 
§ 481(a) adjustment is taken into ac
count. 

Rev. Proc. 92-20 sets forth the gen
eral procedures under § 1.446-1 (e) for 
obtaining the consent of the Commis
sioner to change a method of account
ing. Rev. Proc. 92-20 uses a gradation 
of incentives to encourage prompt vol
untary compliance. Under this approach, 
taxpayers that voluntarily file a request 
to change prior to being contacted for 
an examination of their income tax 
returns receive the most favorable terms 
and conditions. Once contacted for an 
examination, taxpayers are generally 
precluded from requesting a change 
without the consent of the district direc
tor. However, some taxpayers that have 
been contacted for examination may 
request a change during certain "win
dow periods." For example, certain tax
payers may request a change during the 
first 90 days after contact for examina
tion, but will then receive terms and 
conditions less favorable than those 
available if they had requested a change 
prior to such contact. Other taxpayers 
requesting a change during certain other 
available window periods receive terms 
and conditions no less favorable than 
those available if they had requested the 
change prior to contact for examination. 
Taxpayers that are required by the dis
trict director to change their method of 

accounting as part of an examination 
receive the least favorable terms and 
conditions. 

In addition, Rev. Proc. 92-20 gener
ally provides less favorable terms and 
conditions for changes from a "Cat
egory A method" of accounting than 
from a "Category B method." A Cat
egory A method is any method that is 
specifically not permitted by the Code, 
regulations, or a decision of the Su
preme Court or any method that differs 
from a method that is specifically re
quired by any of these authorities. A 
Category B method is any method that 
is not a Category A method. 

The Service also has provided a num
ber of procedures for taxpayers to obtain 
automatic consent to change certain 
methods of accounting. Taxpayers com
plying with these procedures are deemed 
to have obtained the consent of the 
Commissioner to change their method of 
accounting. 

REQUEST FOR PUBLIC COMMENT 

Rev. Proc. 92-20 provides no guid
ance on changes in method of account
ing made by the district director on 
examination or by an appeals officer in 
a settlement. In addition, the Service 
and Treasury are evaluating whether 
using window periods and characterizing 
a method of accounting as a Category A 
or B method are effective in encourag
ing prompt voluntary compliance. Ac
cordingly, the Service and Treasury re
quest comments on possible changes to 
Rev. Proc. 92-20 including, but not 
limited to, the following: 

(1) What are the consequences to the 
Service and the taxpayer when the dis
trict director, as part of an examination, 
or an appeals officer, as part of a 
settlement, makes an adjustment that 
involves a method of accounting? For 
example, under what circumstances does 
such an adjustment constitute a change 
in method of accounting imposed by the 
Service (e.g., only if the adjustment 
includes a § 481(a) adjustment)? When 
does such a change become final (e.g., 
when the taxpayer agrees to assessment 
of the tax, when the period of limita
tions for filing a claim for refund ex
pires, or at some other point)? What are 
the effects of such a change on taxable 
years for which a return has been filed 
and taxable years for which a return has 
not yet been filed? 

(2) Are the various window periods of 
Rev. Proc. 92-20 effective in encourag
ing prompt voluntary compliance with 



proper tax accounting principles? If not, 
what alternatives should the Service 
consider? 

(3) Should the distinction between 
Category A and Category B methods of 
accounting be modified or eliminated? If 
so, what alternatives should the Service 
consider? 

(4) Should the Service provide auto
matic consent procedures for more ac
counting method changes? If so, for 
what changes? 

Taxpayers may submit comments in 
writing to: 

Internal Revenue Service 
Attn: CC:DOM:CORP:R (lA-Branch 

7, Room 5228). 
P.O. Box 7604 
Ben Franklin Station 
Washington, D.C. 20044. 

Alternatively, taxpayers may submit 
comments electronically via the IRS 
Internet site at: 

http://www.irs. ustreas.gov /prod/ 
tax_regs/comments.html. 

All comments should be received by 
September 30, 1996. The comments 
submitted will be available for public 
inspection and copying. 

1996 Section 43 Inflation 
Adjustment 

Notice 96-41 

Section 43(b )(3 )(B) of the Internal 
Revenue Code requires the Secretary to 
publish an inflation adjustment factor. 
The enhanced oil recovery credit under 
§ 43 for any taxable year is reduced if 
the "reference price," determined under 
§ 29(d)(2)(C), for the calendar year pre
ceding the calendar year in which the 
taxable year begins is greater than $28 
multiplied by the inflation adjustment 
factor for that year. 

The tenn "inflation adjustment fac
tor" means, with respect to any calendar 
year, a fraction the numerator of which 
is the GNP implicit price deflator for the 
preceding calendar year and the denomi
nator of which is the GNP implicit price 
deflator for 1990. 

Because the reference price for the 
1995 calendar year ($14.62) does not 

exceed $28 multiplied by the inflation 
adjustment factor for the 1996 calendar 
year, the enhanced oil recovery credit 
for qualified costs paid or incurred in 
1996 is determined without regard to the 
phase-out for crude oil price increases. 

Table 1 contains the GNP implicit 
price deflator used for the 1996 calendar 
year, as well the previously published 
GNP implicit price deflators used for the 
1991 through 1995 calendar years. 

Notice 96-41 TABLE 1 

GNP IMPLICIT PRICE DEFLATORS 

Calendar 
Year 

1990 
1991 
1992 
1993 
1994 
1995 

GNP Implicit 
Price Deflator 

112.9 (used for 1991) 
117.0 (used for 1992) 
120.9 (used for 1993) 
124.1 (used for 1994) 
126.0 (used for 1995) 
107.5 (used for 1996)* 

*Beginning in 1995, the GNP im
plict price deflator was rebased rela
tive to 1992. The 1990 GNP implicit 
price deflator used to compute the 
1996 § 43 inflation adjustment fac
tor is 93.6 

Table 2 contains the inflation adjust
ment factor and the phase-out amount 
for taxable years beginning in the 1996 
calendar year as well as the previously 
published inflation adjustment factors 
and phase-out amounts for the 1991 
through 1995 calendar years. 

Notice 96-41 TABLE 2 

INFLATION ADJUSTMENT 
FACTORS AND 

PHASE-OUT AMOUNTS 

Inflation 
Calendar Adjustment Phase-out 

Year Factor Amount 

1991 1.0000 0 
1992 1.0363 0 
1993 1.0708 0 
1994 1.0992 0 
1995 1.1160 0 
1996 1.1485 0 

1996 Marginal Production Rates 

Notice 96-42 
Section 613A(c)(6)(C) of the Internal 

Revenue Code defines the term "appli
cable percentage" for purposes of deter
mining percentage depletion for oil and 
gas produced from marginal properties. 
The applicable percentage is the per
centage (not greater than 25 percent) 
equal to the sum of 15 percent, plus one 
percentage point for each whole dollar 
by which $20 exceeds the reference 
price (detennined under § 29(d)(2)(C» 
for crude oil for the calendar year 
preceding the calendar year in which the 
taxable year begins. The reference price 
detennined under § 29(d)(2)(C) for the 
1995 calendar year is $14.62. 

Table 1 contains the applicable per
centages for marginal production for 
taxable years beginning in calendar 
years 1991 through 1996. 

Notice 96-42 TABLE 1 

APPLICABLE PERCENTAGE FOR 
MARGINAL PRODUCTION 

Calendar Year 

1991 
1992 
1993 
1994 
1995 
1996 

Applicable 
Percentage 

15 percent 
18 percent 
19 percent 
20 percent 
21 percent 
20 percent 

Weighted Average Interest Rate 
Update 

Notice 96-43 
Notice 88-73 provides guidelines for 

detennining the weighted average inter
est rate and the resulting pennissible 
range of interest rates used to calculate 
current liability for the purpose of the 
full funding limitation of § 412( c )(7) of 
the Internal Revenue Code as amended 
by the Omnibus Budget Reconciliation 
Act of 1987 and as further amended by 
the Uruguay Round Agreements Act, 
Pub. L. 103-465 (GATT). 

The average yield on the 30-year 
Treasury Constant Maturities for July 
1996 is 7.03 percent. 

The following rates were detennined 
for the plan years beginning in the 
month shown on next page. 
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Month Year 

August 1996 

Miscellaneous Provisions Relating 
to the Tax Treatment of Partnership 
Items; Procedure and 
Administration; OMB Control 
Numbers; Correction 

Notice 96-44 

AGENCY: Internal Revenue Service, 
Treasury. 

ACTION: Correcting amendment. 

SUMMARY: This document contains a 
correction to temporary regulations 
(T.D. 8128 [1987-1 C.B. 325]), which 
were published in the Federal Register 
on Thursday, March 5, 1987 (52 FR 
6779) relating to certain rules for the tax 
treatment of partnership items. 

EFFECTIVE DATE: March 5, 1987. 

SUPPLEMENTARY INFORMATION: 

Background 

The temporary regulations that are the 
subject of this correction is under sec
tions 6221 thru 6233 of the Internal 
Revenue Code. 

Month 

September 

Year 

1996 

Excise Taxes on Excess Benefit 
Transactions Engaged in by Certain 
Tax-Exempt Organizations 

Notice 96-46 

This notice summarizes certain as
pects of Taxpayer Bill of Rights 2 
related to excise taxes on excess benefit 
transactions involving organizations de
scribed in § 501(c)(3) (except private 
foundations) and § 501 (c)(4). Taxpayer 
Bill of Rights 2, Pub. L. No. 104-168, 
110 Stat. 1452, (TBOR2) was enacted 
July 30, 1996. This notice also provides 
guidance with respect to the filing of 
returns for these excise taxes, and solic
its comments to be considered in draft
ing future guidance. See Notice 96-47, 
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Weighted 
Average 

90% to 108% 
Permissible 

Range 

90% to 110% 
Permissible 

Range 

6.92 6.22 to 7.47 6.22 to 7.61 

Need for Correction 

As published, the temporary regula
tions (T.D. 8128) contains an error 
which may prove to be misleading and 
is in need of clarification. 

* * * * * 
Accordingly, 26 CPR part 301 is 

corrected by making the following cor
recting amendment: 

PART 301-PROCEDURE AND 
ADMINISTRATION 

Paragraph 1. The authority citation 
for part 301 continues to read in part as 
follows: 

Authority: 26 U.S.c. 7805 * * * 

§ 301.6231 (a)(7)-lT [Correctly 
redesignated from § 301.6231 (a)(7)-1] 

Par. 2. Section 301.6231 (a)(7)-l is 
redesignated as § 301.6231 (a)(7)-lT. 

Michael L. Slaughter, 
Acting Chief, Regulations Unit, 

Assistant Chief Counsel (Corporate). 

(Filed by the Office of the Federal Register on 
July 18, 1996, 8:45 a.m., and published in the 
issue of the Federal Register for July 19, 1996, 61 
F.R. 37683) 

Weighted Average Interest Rate 
Update 

Notice 96-45 

Notice 88-73 provides guidelines for 
determining the weighted average inter
est rate and the resulting permissible 
range of interest rates used to calculate 
current liability for the purpose of the 
full funding limitation of § 412(c)(7) of 
the Internal Revenue Code as amended 
by the Omnibus Budget Reconciliation 
Act of 1987 and as further amended by 
the Uruguay Round Agreements Act, 
Pub. L. 103-465 (GATT). 

The average yield on the 30-year 
Treasury Constant Maturities for August 
1996 is 6.84 percent. 

The following rates were determined 
for the plan years beginning in the 
month shown below. 

90% to 108% 90% to 110% 
Weighted Permissible Permissible 
Average Range Range 

6.91 6.22 to 7.46 6.22 to 7.60 

page 8, this Bulletin, for aspects of 
TBOR2 related to the express prohibi
tion of private inurement for § 501 (c)
(4) organizations, and Notice 96-48, 
page 9 , this Bulletin, for disclosure 
requirements for, and increases in cer
tain penalties on, exempt organizations 
generally. 

I. In General 

Section 1311 (a) of TBOR2 creates 
new § 4958, which imposes excise 
taxes on excess benefit transactions. An 
excess benefit transaction subject to 
tax under § 4958 is any transaction in 
which an economic benefit is provided 
by an organization described in 
§ 501(c)(3) (except for a private foun-

dation) or § 501(c)(4) directly or indi
rectly to, or for the use of, any disquali
fied person if the value of the economic 
benefit provided exceeds the value of 
the consideration (including the perfor
mance of services) received for provid
ing the benefit. A disqualified person is 
any person who was, at any time during 
the 5-year period ending on the date of 
the excess benefit transaction, in a posi
tion to exercise substantial influence 
over the affairs of the organization. 
Disqualified persons also include family 
members and certain entities in which at 
least 35 percent of the control or benefi
cial interests are held by persons de
scribed in the preceding sentence. An 
organization manager is an officer, 



director, trustee, or any individual hav
ing powers or responsibilities similar to 
those of an officer, director, or trustee. 

Section 4958 imposes three taxes. The 
first tax is equal to 25 percent of the 
excess benefit amount, and is to be paid 
by any disqualified person who engages 
in an excess benefit transaction 
(§ 4958(a)(1 ». The second tax is equal 
to 200 percent of the excess benefit 
amount, and is to be paid by any 
disqualified person if the excess benefit 
transaction is not corrected within the 
taxable period (§ 4958(b)). The third 
tax is equal to 1 0 percent of the excess 
benefit amount, and is to be paid by any 
organization manager who knowingly 
participates in an excess benefit transac
tion (§ 4958(a)(2)). With respect to any 
one excess benefit transaction, the maxi
mum amount of this third tax may not 
exceed $10,000. 

II. Effective Date for Excise Taxes 

The new § 4958 excise taxes apply to 
excess benefit transactions occurring on 
or after September 14, 1995. They do 
not apply, however, to any benefit aris
ing from a transaction pursuant to any 
written contract that was binding on 
September 13, 1995, and continued in 
force through the time of the transac
tion. 

III. Returns for Payment of Excise 
Taxes 

Charities and other persons liable for 
certain Chapter 41 or Chapter 42 excise 
taxes must file returns on Form 4720 to 
calculate and report the taxes due. The 
Treasury Department will issue regula
tions providing that disqualified persons 
and organization managers (or their 35 
percent controlled entities) liable for 
§ 4958 excise taxes on excess benefit 
transactions are required to file an an
nual return on Form 4720. For excess 
benefit transactions that occurred after 
September 13, 1995, in a taxable year 
ending before December 31, 1996, the 
persons liable for payment of the excise 
taxes must use the 1995 Form 4720 to 
calculate and report those taxes. The 
Service will revise Form 4720 for tax
able years ending on or after December 
31, 1996. 

The Treasury Department will also 
issue regulations which will provide that 
returns on Form 4720 for taxable years 
ending after September 13, 1995, and on 
or before July 30, 1996 (the date of 
TBOR2's enactment), will be due on 
December 15, 1996. Returns for taxable 

years ending after July 30, 1996, will be 
due on the 15th day of the fifth month 
following the close of that taxable year. 

The person filing should clearly mark 
the top of the 1995 Form 4720 that it is 
for payment of § 4958 excise taxes. Use 
Part II-A, columns (a), (b), and (h) to 
report information about the person(s) 
liable and the amount of the tax; use 
Schedule A columns (b), (c), (e), and (f) 
(if a transaction with a disqualified 
person, using the 25 percent tax rate), or 
(b), (c), (e), and (g) (if a transaction 
with an organization manager, using the 
10 percent tax rate) to provide other 
information requested about the transac
tion. 

IV. Reporting Requirements for § 4958 
Excise Taxes 

Section 1312(a) of TBOR2 amends 
§ 6033(b) to require § 501(c)(3) organi
zations to report the amounts of the 
taxes paid under § 4958 with respect to 
excess benefit transactions involving the 
organization, as well as any other infor
mation the Secretary may require con
cerning those transactions. Section 
6033(f) is also amended to impose the 
same filing requirements on § 501(c)(4) 
organizations. These amendments only 
apply to returns for taxable years begin
ning after July 30, 1996. Accordingly, 
affected organizations do not have to 
include information on taxes paid under 
§ 4958, or any other information that 
may be required with respect to excess 
benefit transactions, on their returns for 
taxable years beginning before July 31, 
1996. 

V. Comments on Future Guidance In
vited 

The Service invites comments on the 
amendments made by § § 1311 (a) and 
1312 of TBOR2 (new § 4958 and re
porting requirements related to those 
excise taxes). The Service will consider 
these comments in drafting future guid
ance. In order to issue this guidance 
promptly, the Service requests that writ
ten comments be submitted by Decem
ber 12, 1996. Send submissions to: 
CC:DOM:CORP:R (Notice 96-46), 
Room 5226, Internal Revenue Service, 
POB 7604, Ben Franklin Station, Wash
ington, DC 20044. Submissions may be 
hand-delivered between the hours of 8 
a.m. and 5 p.m. to: CC:DOM:CORP:R 
(Notice 96-46), Courier's Desk, Internal 
Revenue Service, 1111 Constitution Av
enue, NW, Washington, DC. Alterna
tively, taxpayers may submit comments 

electronically via the Internet directly to 
the IRS internet site at http://www.irs. 
us treas. gov I prod/tax_re g sl com men ts. 
html. 

Private Inurement Expressly 
Prohibited for Section 501(c)(4) 
Organizations 

Notice 96-47 

This notice summarizes an important 
aspect of Taxpayer Bill of Rights 2 
related to the amendment to § 501(c)(4) 
of the Internal Revenue Code. Taxpayer 
Bill of Rights 2, Pub. L. No. 104--168, 
110 Stat. 1452, (TBOR2) was enacted 
July 30, 1996. See Notice 96-46, page 
7, this Bulletin, for aspects of TBOR2 
related to excise taxes on excess benefit 
transactions engaged in by § 501 (c)( 4) 
organizations and § 501 (c)(3) organiza
tions (except private foundations), and 
Notice 96-48, page 9 , this Bulletin, for 
disclosure requirements for, and in
creases in certain penalties on, exempt 
organizations generally. 

Private Inurement Expressly Prohibited 
for § 50J(c)(4) Organizations 

TBOR2 amends § 501(c)(4) to ex
pressly prohibit inurement of any part of 
the net earnings of an entity otherwise 
described in that section to the benefit 
of any private shareholder or individual. 
That amendment applies to inurement 
occurring on or after September 14, 
1995. The amendment does not apply, 
however, to inurement occurring prior to 
January 1, 1997, if that inurement re
sults from a written contract that was 
binding on September 13, 1995, and 
continued in force through the time that 
the inurement occurred. 

Comments on Future Guidance Invited 

The Service invites comments on the 
amendments made by § 1311 (b) of 
TBOR2 (the amendment to § 501(c)
(4». The Service will consider these 
comments in drafting future guidance. In 
order to issue this guidance promptly, 
the Service requests that written com
ments be submitted by December 12, 
1996. Send submissions to: CCDOM: 
CORP:R (Notice 96-47), Room 5226, 
Internal Revenue Service, POB 7604, 
Ben Franklin Station, Washington, DC 
20044. Submissions may be hand
delivered between the hours of 8 a.m. 
and 5 p.m. to: CCDOM:CORP:R (No
tice 96-47), Courier's Desk, Internal 
Revenue Service, 1111 Constitution Av-
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enue, NW, Washington, DC. Alterna
tively, taxpayers may submit comments 
electronically via the Internet directly to 
the IRS internet site at http://www.irs. 
ustreas. gov / prod/tax_regs/ commen ts. 
html. 

Tax-Exempt Organization 
Information Returns-Requirement 
to Provide Copies to the Public and 
Increases in Certain Penalties 

Notice 96-48 

This notice summarizes certain as
pects of Taxpayer Bill of Rights 2 
related to (1) inspection requirements 
for exempt organizations and (2) in
creases in certain penalties on exempt 
organizations. Taxpayer Bill of Rights 2, 
Pub. L. No. 104-168, 110 Stat. 1452, 
(TBOR2) was enacted July 30, 1996. 

This notice also describes a provision 
of the Small Business Job Protection 
Act of 1996, Pub. L. No. 104-188, 110 
Stat. 1755, enacted August 20, 1996, 
that increases certain penalties on ex
empt organizations for failing to satisfy 
inspection requirements. 

This notice also solicits comments to 
be considered in drafting future guid
ance. See Notice 96--46, page 7, this 
Bulletin, for aspects of TBOR2 related 
to excise taxes on excess benefit trans
actions engaged in by certain tax
exempt organizations, and Notice 96--47, 
page 8, this Bulletin, for aspects of 
TBOR2 related to the express prohibi
tion of private inurement for § 501 (c)
(4) organizations. 

I. Inspection Requirements Related to 
Annual Information Returns 

Section 1313(a) of TBOR2 amends 
§ 6104(e) with regard to the manner in 
which an exempt organization, other 
than a private foundation, must allow 
inspection by the public of its annual 
information returns and its application 
for exemption. Section 6104(e), as 
amended, provides that if a request is 
made, in person or in writing, for a 
copy of certain documents, an organiza
tion must provide the copies to the 
requester without charge, other than a 
reasonable fee for any reproduction and 
mailing costs. The documents that may 
be requested under § 6104(e) are (1) 
one or more of an exempt organization's 
three most recent information returns, 
and (2) the organization's application 
for recognition of exemption under 
§ 501(a) (together with a copy of any 
supporting papers and any document 
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issued by the Internal Revenue Service 
in response). If the request is made in 
person, the copies must be provided 
immediately. If the request is made in 
writing, the copies must be provided 
within 30 days. 

Pursuant to § 6104(e)(3), this new 
requirement to provide copies without 
charge (other than a reasonable fee for 
any reproduction and mailing costs) 
does not apply if, in accordance with 
regulations promulgated by the Secre
tary, the organization has made the 
requested documents widely available. 
Additionally, the new § 6104(e) require
ment does not apply if the Secretary 
determines, upon application by the or
ganization, that the request is part of a 
harassment campaign and that compli
ance with the request is not in the 
public interest. 

The requirement to provide copies 
without charge (other than a reasonable 
fee for any reproduction and mailing 
costs) does not take effect until 60 days 
after the Secretary of the Treasury first 
issues regulations under new § 6104-
(e)(3). Until that time, the prior law 
governs the manner in which an exempt 
organization, other than a private foun
dation, must allow inspection of its 
annual information returns by the public. 

Until regulations are issued, prior law 
requires tax-exempt organizations to 
show a requester copies of the organiza
tion's three most recent annual informa
tion returns, and the organization's ap
plication for exemption (together with a 
copy of any supporting papers and any 
document issued by the Internal Rev
enue Service in response), at the organi
zation's principal place of business (and 
at other offices in certain instances). 
Although prior law requires the organi
zation to allow inspection of the returns 
and requires the organization to allow 
the requester to take notes while in
specting the returns, it does not require 
the organization to provide a copy that 
the requester can take from the organi
zation's office. 

II. Increases in Certain Penalties 

Failure to File Complete and Timely 
Annual Information Returns 

Section 1314(a) of TBOR2 amends 
§ 6652(c)(1)(A) to increase the penal
ties on exempt organizations for failure 
to file complete and timely annual infor
mation returns. Section 6652(c)(l)(A) 
provides that a failure to timely file an 
annual information return, failure to in
clude any of the information required to 

be shown on the return, or failure to 
show the correct information, results in 
a penalty to be paid by the organization 
of $20 per day (increased from $10 per 
day) for each day during which the 
failure occurs. The maximum penalty 
under § 6652(c)(1)(A) with respect to 
anyone return shall not exceed the 
lesser of $10,000 (increased from 
$5,000) or 5 percent of the gross re
ceipts of the organization for the year. 

Failure to Allow inspection of Annual 
Returns and Exemption Applications 

Section 1704(s) of the Small Business 
Job Protection Act, Pub. L. No. 104-
188, 110 Stat. 1755 (SBJPA), enacted 
August 20, 1996, amends § § 6652(c)
(1 )(C) and (D) to increase the penalties 
for failure to allow inspection of any 
return or application under § 61 04( d) or 
§ 6104(e). Under the amended § 6652-
(c)(l)(C), any person failing to allow 
inspection of annual returns must pay 
$20 per day (increased from $10 per 
day) for each day during which such 
failure continues, not to exceed $10,000 
(increased from $5,000). Under the 
amended § 6652(c)(l)(D), any person 
failing to allow inspection of an organi
zation's application for exemption must 
pay $20 per day (increased from $10 
per day) for each day such failure 
continues. 

Willful Failure to Allow Inspection 

Section 1313(b) of TBOR2 amends 
§ 6685 to increase the penalty for a 
willful failure to allow inspection of any 
return or application for exemption un
der § § 6104(d) or (e) from $1,000 to 
$5,000. The amendment to § 6685 does 
not take effect until 60 days after the 
Secretary of the Treasury first issues 
regulations under new § 6104( e )(3). 

Special Penalty for Large Tax-Exempt 
Organizations 

Section 1314(b) of TBOR2 creates a 
new special penalty for large organiza
tions under § 6652(c)(l)(A). Under this 
provision, a failure to timely file an 
annual information return, failure to in
clude any of the information required to 
be shown on the return, or failure to 
show the correct information by an 
exempt organization with gross receipts 
exceeding $1,000,000 for any year re
sults in a penalty to be paid by the 
organization of $100 per day for each 
day during which the failure occurs. The 
maximum penalty under § 6652(c)(l) 



for an organization with gross receipts 
exceeding $1,000,000 shall not exceed 
$50,000. 

The amended penalties in § 6652-
(c)(1) apply to returns for taxable years 
ending on or after July 30, 1996. 

III. Comments on Future Guidance In
vited 

The Service invites comments on the 
amendments to the Internal Revenue 
Code made by § § 1313 and 1314 of 
TBOR2 and § 1704(s) of SBJPA (in
spection requirements and penalty in
creases). The Service will consider these 
comments in drafting future guidance. In 
particular, comments are requested con
cerning ways in which an organization 
can make the relevant documents widely 
available, and, therefore, qualify for ex
emption from the general requirements 
of § 6104(e)(3). The Service is inter
ested in providing suitable or helpful 
alternatives for qualifying for the ex
emption. These could include, but are 
not limited to, electronic dissemination 
through the internet or other electronic 
databases, depositing copies at public li
braries, or providing copies to third
party organizations that will make the 
documents available to the public for a 
reasonable fee. The Service is also inter
ested in comments with respect to how 
these methods could satisfy requests 
made in person or in writing. The Ser
vice intends to expeditiously issue guid
ance on the § 6104(e)(3) exception, and 
therefore requests that written comments 
be submitted by November 12, 1996. 
Send submissions to: CCDOM:CORP:R 
(Notice 96-48), Room 5226, Internal 
Revenue Service, POB 7604, Ben 
Franklin Station, Washington, DC 
20044. Submissions may be hand
delivered between the hours of 8 a.m. 
and 5 p.m. to: CCDOM:CORP:R (No
tice 96-48), Courier's Desk, Internal 
Revenue Service, 1111 Constitution Av
enue, NW, Washington, DC. Alterna
tively, taxpayers may submit comments 
electronically via the internet by submit
ting comments directly to the IRS 
Internet site at http:// 
www.irs.ustreas.gov/prod/tax_regs/ 
comments.html. 

Compliance With Tax-Exempt Bond 
Arbitrage Requirements 

Notice 96-49 

Rev. Proc. 96-41, 1996-32 I.R.B. 9, 
is part of a continuing initiative of the 
Internal Revenue Service to address the 

complex compliance matters associated 
with the arbitrage yield restriction and 
rebate requirements of § 148 of the 
Internal Revenue Code. In particular, 
Rev. Proc. 96-41 provides a voluntary 
closing agreement program for issuers 
of state or local government bonds that 
may have used bond proceeds to pay 
more than fair market value for 
nonpurpose investments deposited into 
an advance refunding escrow. As dis
cussed below, this notice requests com
ments on Rev. Proc. 96-41 and modifies 
section 5.01 of Rev. Proc. 96-41 by 
extending the deadline for requesting a 
closing agreement under the program. In 
the meantime, issuers can continue to 
take advantage of the closing agreement 
program. 

Rev. Proc. 96-41 reflects the Ser
vice's efforts to provide issuers with a 
relatively standardized, voluntary proce
dure to identify and correct potential 
noncompliance with the arbitrage yield 
restriction and rebate requirements of 
§ 148. As part of the standardized ap
proach, the closing agreement program 
described in Rev. Proc. 96-41 utilizes 
the concept of spot price as the basis for 
the closing agreement amount. Rev. 
Proc. 96-41 acknowledges, however, 
that the use of spot price is for the 
administrative convenience of issuers of 
state or local government bonds and the 
Service. As indicated in Rev. Proc. 96-
41, no inference should be drawn that 
spot price necessarily reflects fair mar
ket value in any particular case. 

Since the release of Rev. Proc. 96-41, 
the Service has received written and oral 
comments on the revenue procedure. In 
response to these comments, the Service 
is reviewing the revenue procedure and 
is taking the following steps. 

(1) The' Service extends the deadline 
in section 5.01 of Rev. Proc. 96-41 for 
requesting a closing agreement under 
the revenue procedure from July 19, 
1997, to a date that will be no earlier 
than 1 year from the date the Service 
publishes further guidance relating to 
the duration of the closing agreement 
program described in Rev. Proc. 96-41. 
See section 4.02 of Rev. Proc. 96-41, 
however, for a limitation on the use of 
the closing agreement program for is
sues under examination (or which come 
under examination). 

(2) The Service invites interested par
ties to submit written comments on all 
aspects of Rev. Proc. 96-41. The Ser
vice is particularly interested in receiv
ing comments and specific proposals on 
the following matters: 

(i) What is an appropriate time period 
within which to request a closing agree
ment under the closing agreement pro
gram described in Rev. Proc. 96-41? 

(ii) What methods or procedures are 
appropriate to determine spot price (in
cluding the range of values acceptable 
as spot price) for purposes of determin
ing the closing agreement amount under 
section 6 of Rev. Proc. 96-41? 

(iii) Are there other methods appro
priate for determining the closing agree
ment amount that would be easier for 
the Service and issuers to apply? 

(iv) Are alternative closing agreement 
programs warranted either for all types 
of issues or for particular types of issues 
such as (a) small issues, or (b) bonds 
issued on or prior to August 15, 1986, 
or prior to other effective dates of the 
Tax Reform Act of 1986? 

The Service requests that comments 
(a signed original and eight (8) copies) 
be submitted in writing on or before 
December 17, 1996. Send submissions 
to: CC:DOM:CORP:R (Notice 96-49), 
Room 5226, Internal Revenue Service, 
POB 7604, Ben Franklin Station, Wash
ington, DC 20044. In the alternative, 
comments (1) may be hand delivered 
between the hours of 8 a.m. and 5 p.m. 
to CC:DOM:CORP:R (Notice 96-49), 
Courier's Desk, Internal Revenue Ser
vice, 1111 Constitution Ave., NW, Wash
ington, DC, or (2) may be submitted 
electronically via the Service's internet 
site at http://www.irs.ustreas.gov/prodi 
tax_regs/comments.html. All comments 
will be available for public inspection 
and copying. 

A public hearing has been scheduled 
for January 15, 1997, at 10 a.m. in 
Room 332, Federal Trade Commission 
Building, 6th and Pennsylvania Ave., 
NW, Washington, DC. Because of ac
cess restrictions, visitors will not be 
admitted beyond the Federal Trade 
Commission Building lobby more than 
15 minutes before the hearing starts. 

The hearing will be subject to proce
dures similar to those described in 26 
CFR 601.601(a)(3). 

Persons that wish to present oral 
comments at the hearing must submit 
written comments by December 17. 
1996, and submit an outline of the 
topics to be discussed and the time to be 
devoted to each topic (signed original 
and eight (8) copies) by Dcccmber 24. 
1996. 

A period of 10 minutes will be allot
ted to each person for making com
ments. 
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An agenda showing the scheduling of 
the speakers will be prepared after the 
deadline for receiving outlines has 
passed. Copies of the agenda will be 
available free of charge at the hearing. 

EFFECT ON OTHER DOCUMENTS 

Rev. Proc. 96--41, section 5.01 is 
modified by extending the deadline for 
requesting a closing agreement from 
July 19, 1997, to a date that will be no 
earlier than 1 year from the date the 
Service publishes further guidance relat
ing to the duration of the closing agree
ment program described in Rev. Proc. 
96--41. 

Furnishing Statements Required 
With Respect To Certain Substitute 
Payments; Correction 

Notice 96-50 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Correcting amendment. 

SUMMARY: This document contains a 
correction to final regulations (T.D. 
8029 [1985-2 C.B. 303]), which were 
published in the Federal Register on 
Wednesday, June 5, 1985 (50 FR 23676) 
relating to statements required to be 
furnished by brokers and information 
returns of brokers. 

EFFECTIVE DATE: June 5, 1985. 

SUPPLEMENTARY 
INFORMATION: 

Background 

The final regulations that are the 
subject of this correction are under 
sections 6042, 6045 and 6049 of the 
Internal Revenue Code. 

Need for Correction 

The final regulations (T.D. 8029) 
omitted instructions to remove 
§ 1.6045-2T and the entry for the OMB 
control number. It is the intent of this 
document to make these removals as of 
the publication of the final regulations. 

*" ::-: * * 

Correcting Amendment to Regulations 

Accordingly, 26 CFR parts I and 602 
are corrected by making the following 
correcting amendments: 
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PART I-INCOME TAXES 

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

Authority: 26 U.S.c. 7805 * * * 

§ 1.6045-2T [Removed] 

Par. 2. Section 1.6045-2T is re
moved. 

PART 602-0MB CONTROL NUM
BERS UNDER THE PAPERWORK 
REDUCTION ACT 

Par. 3. The authority citation for part 
602 continues to read as follows: 

Authority: 26 U.S.c. 7805. 

§ 602.101 [Amended] 

Par. 4. Section 602.10 I (c) is amended 
by removing the entry for § 1.6045-2T 
from the table. 

Cynthia E. Grigsby, 
Chief, Regulations Unit, 

Assistance Chief Counsel (Corporate). 

(Filed by the Office of the Federal Register on 
September 4, 1996, 8:45 a.m., and published in 
the issue of the Federal Register for September 5, 
1996, 61 F.R. 46719) 

Inflation-Indexed Debt Instruments 

Notice 96-51 

The Department of the Treasury plans 
to issue securities that are adjusted for 
inflation and deflation ("Treasury 
Inflation-Protection Securities"). See 
Amendment to the Uniform Offering 
Circular for the Sale and Issue of Mar
ketable Book-Entry Treasury Bills, 
Notes and Bonds, which was filed with 
the Federal Register on September 25, 
1996. To provide guidance on the fed
eral income tax treatment of these secu
rities and other debt instruments with 
similar terms, the Internal Revenue Ser
vice (IRS) intends to issue proposed and 
temporary regulations under §§ 1275(d) 
and 1286 of the Internal Revenue Code 
prior to the first issuance of the securi
ties. This notice describes, in general 
terms, the debt instruments that are 
expected to be subject to the regulations 
and how these instruments are expected 
to be treated under the regulations. 

TREASURY 
INFLATION-PROTECTION 
SECURITIES 

As described in the Offering Circular, 
a Treasury Inflation-Protection Security 
will provide for semiannual payments of 
interest and a payment of principal at 
maturity. In general, each payment will 
be adjusted to take into account any 
inflation or deflation that occurs be
tween the issue date of the security and 
the payment date. 

The principal amount of a Treasury 
Inflation-Protection Security will be ad
justed for inflation and deflation based 
on monthly changes in the non
seasonally adjusted U.S. City Average 
All Items Consumer Price Index for All 
Urban Consumers (CPI-U), which is 
published by the Bureau of Labor Statis
tics of the Department of Labor. The 
inflation-adjusted principal amount of 
the security for the first day of any 
month will be determined by multiply
ing the principal amount at issuance by 
a fraction, the numerator of which is the 
value of the index for the adjustment 
date and the denominator of which is 
the value of the index for the issue date. 
The inflation-adjusted principal amount 
of the security for a day other than the 
first day of a month will be determined 
based on a straight-line interpolation 
between the inflation-adjusted principal 
amount for the first day of the month 
and the inflation-adjusted principal 
amount for the first day of the next 
month. The value of the index used to 
determine the adjustment for the first 
day of a particular month will be the 
value of the index reported for the third 
preceding month. 

Each semiannual payment of interest 
will be determined by multiplying a 
single fixed rate of interest by the 
inflation-adjusted principal amount of 
the security for the date of the interest 
payment. Thus, although the interest rate 
will be fixed, the amount of each inter
est payment will vary with changes in 
the principal of the security as adjusted 
for inflation and deflation. 

A Treasury Inflation-Protection Secu
rity also will provide for an additional 
payment at maturity if the security's 
inflation-adjusted principal amount for 
the maturity date is less than the securi
ty's principal amount at issuance. The 
amount of the additional payment will 
equal the excess of the security's princi-



pal amount at issuance over the securi
ty's inflation-adjusted principal amount 
for the maturity date. 

INFLATION-INDEXED DEBT 
INSTRUMENTS 

In general, the regulations will apply 
to an inflation-indexed debt instrument, 
regardless of the identity of the issuer. 
An inflation-indexed debt instrument 
generally will be defined in the regula
tions as a debt instrument that satisfies 
the following conditions: 

(1) The debt instrument is issued for 
U.S. dollars and all payments of princi
pal and interest on the instrument are 
denominated in U.S. dollars. 

(2) The principal amount of the debt 
instrument is adjusted for inflation and 
deflation. The adjustment must be mea
sured by changes in the current value of 
a single general price or wage index 
published monthly by an agency of the 
United States Government (e.g., the 
CPI-U). A current value of an index is a 
value of the index that has been updated 
and published within the six month 
period preceding the date of the adjust
ment. 

(3) The debt instrument provides for 
an appropriate method to calculate its 
inflation-adjusted principal amount for 
each day to reflect the monthly changes 
in the current value of the price or wage 
index. For example, the inflation
adjusted principal amount for the first 
day of each month is determined by 
reference to the change in the index for 
the third preceding month, and the 
inflation-adjusted principal amount for 
any other day is determined based on 
straight-line interpolation between the 
inflation-adjusted principal amount for 
the first day of the month and the 
inflation-adjusted principal amount for 
the first day of the next month. 

(4) Each stated interest payment on 
the debt instrument, if any, is computed 
by multiplying a single fixed rate of 
interest by the inflation-adjusted princi
pal amount for the date of the interest 
payment. 

(5) The payments on the debt instru
ment are not subject to any contingen
cies other than the inflation contingency. 
For this purpose, a contingency that is 
remote or incidental will be ignored. In 
addition, a payment will not be contin
gent merely because of the possibility of 
impairment by insolvency, default, or 
similar circumstances. 

Notwithstanding the condition de
scribed in paragraph (5) above, a debt 

instrument will not fail to qualify as an 
inflation-indexed debt instrument merely 
because it provides for a minimum 
guarantee payment. A minimum guaran
tee payment is an additional payment 
that is made at maturity if the debt 
instrument's inflation-adjusted principal 
amount for the maturity date is less than 
the instrument's principal amount at is
suance. The amount of the additional 
payment must be no more than the 
excess of the debt instrument's principal 
amount at issuance over the instrument's 
inflation-adjusted principal amount for 
the maturity date. 

An example of a debt instrument that 
satisfies the above conditions is a Trea
sury Inflation-Protection Security. 

If a debt instrument qualifies as an 
inflation-indexed debt instrument, one of 
two methods will apply to account for 
qualified stated interest and original is
sue discount (OlD) on the instrument: 
the coupon bond method or the discount 
bond method. In general, both methods 
will measure the amount of qualified 
stated interest and OlD that accrues on 
an inflation-indexed debt instrument 
based on changes in the principal 
amount of the debt instrument and con
stant yield principles. 

The discount bond method will apply 
a formula to determine the amount of 
OlD that accrues during an accrual 
period on an inflation-indexed debt in
strument. This formula is based on 
changes in the inflation index over the 
term of the debt instrument and the 
yield of the debt instrument at issuance. 
In the case of certain inflation-indexed 
debt instruments, however, the accruals 
of OlD on the debt instruments can 
easily be determined without the use of 
the formula. Therefore, the regulations 
will provide a simplified version of the 
discount bond method for these debt 
instruments (the coupon bond method). 

COUPON BOND METHOD 

The coupon bond method will apply 
to an inflation-indexed debt instrument 
that satisfies two conditions: First, there 
is no more than a de minimis difference 
between the debt instrument's issue 
price and its principal amount at issu
ance. Second, all stated interest payable 
on the debt instrument is qualified stated 
interest. For purposes of the regulations, 
stated interest will be qualified stated 
interest if it is unconditionalIy payable 
in cash at least annually. The coupon 
bond method will apply to Treasury 

Inflation-Protection Securities that are 
not stripped into principal and interest 
components. 

If an inflation-indexed debt instru
ment qualifies for the coupon bond 
method, the qualified stated interest pay
able on the debt instrument will be 
taken into account under the taxpayer's 
regular method of accounting. Any in
crease in the inflation-adjusted principal 
amount will be treated as OlD for the 
period in which the increase occurs. Any 
decrease in the inflation-adjusted princi
pal amount (a deflation adjustment) will 
be taken into account under the rules for 
deflation adjustments described below. 

For example, if a taxpayer who uses 
the cash receipts and disbursements 
method of accounting (cash method) 
holds a Treasury Inflation-Protection Se
curity for an entire calendar year, the 
taxpayer generally will include in in
come the interest payments received on 
the security during the year. In addition, 
the taxpayer will include in income an 
amount of OlD measured by subtracting 
the inflation-adjusted principal amount 
of the security for January 1 of the year 
from the inflation-adjusted principal 
amount of the security for January 1 of 
the next year. If the taxpayer uses an 
accrual method of accounting rather 
than the cash method, the taxpayer will 
include in income the qualified stated 
interest that accrued on the debt instru
ment during the year and an amount of 
OlD measured by subtracting the 
inflation-adjusted principal amount of 
the security for January 1 of the year 
from the inflation-adjusted principal 
amount of the security for January 1 of 
the next year. 

DISCOUNT BOND METHOD 

If an inflation-indexed debt instru
ment does not qualify for the coupon 
bond method (e.g., because it is issued 
at a discount), the instrument will be 
subject to the discount bond method. In 
general, the discount bond method will 
require taxpayers to make current ad
justments to their OlD accruals on the 
debt instrument to account for changes 
In the inflation-adjusted principal 
amount. 

Under the discount bond method, a 
taxpayer will accrue OlD using the four 
steps provided under § 1.1272-1 (b)(1 ) 
of the Income Tax Regulations (constant 
yield method). However, the debt instru
ment's yield to maturity will be deter
mined as of the issue date by assuming 
no inflation or deflation, and the OlD 
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allocable to an accrual period (n) will be 
determined by using the following for
mula: 

OID(n) = {AIP(n) X [r + inf(n) + 
(r x inf(n»)]} - QSI(n) where, 

r = yield of the debt instrument determined as 
of the issue date by assuming no inflation or 
deflation, adjusted for the length of the accrual 
period; 

inf(n) = percentage change in the inflation index 
for period (n); 

AIP(n) = adjusted issue price at the beginning of 
period (n); and 

QSI(n) = qualified stated interest allocable to 
period (n). 

If the formula produces a negative 
amount of OID, this amount (deflation 
adjustment) will be taken into account 
under the rules for deflation adjustments 
described below. 

DEFLATION ADJUSTMENTS 

In general, a deflation adjustment will 
reduce the amount of interest includible 
in income by a holder with respect to 
the debt instrument for the taxable year. 
If the amount of the deflation adjust
ment exceeds the interest otherwise in
cludible in income for the taxable year, 
the excess will be treated as an ordinary 
loss by the holder for the taxable year. 
However, the amount treated as an ordi
nary loss will be limited to the amount 
by which the holder's total interest 
inclusions on the debt instrument in 
prior taxable years exceed the total 
amount treated by the holder as an 
ordinary loss on the debt instrument in 
prior taxable years. If the deflation ad
justment exceeds the interest otherwise 
includible in income by the holder with 
respect to the debt instrument for the 
taxable year and the amount treated as 
an ordinary loss for the taxable year, 
this excess will be carried forward to 
offset interest income on the debt instru
ment in subsequent taxable years. In 
general, any excess remaining upon the 
sale, exchange, or retirement of the debt 
instrument will result in a loss to the 
holder for federal income tax purposes. 
Similar rules will apply to determine an 
issuer's interest deductions and income 
for the debt instrument. 

MINIMUM GUARANTEE 

Under both the coupon bond method 
and the discount bond method, a mini
mum guarantee payment as described 
above generally will be ignored until the 
payment is made. If there is a minimum 
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guarantee payment, the payment will be 
treated as a payment of interest. 

ACCRUALS OF QUALIFIED STATED 
INTEREST 

In certain situations, a taxpayer will 
have to determine how much qualified 
stated interest, if any, has accrued as of 
a certain date on an inflation-indexed 
debt instrument. The regulations will 
provide that the amount of accrued but 
unpaid qualified stated interest as of any 
date is determined by using the prin
ciples of § 1.446-3(e)(2)(ii) (relating to 
notional principal contracts). For ex
ample, if the interval between interest 
payment dates spans two taxable years, 
a taxpayer using an accrual method of 
accounting will determine the amount of 
accrued qualified stated interest for the 
first taxable year by reference to the 
inflation-adjusted principal amount for 
the last day of the taxable year. 

SUBSEQUENT HOLDERS 

For purposes of determining whether 
a holder acquires an inflation-indexed 
debt instrument at a premium or with 
market discount, the amount payable at 
maturity on the instrument will be 
treated as equal to the instrument's 
inflation-adjusted principal amount for 
the day the holder acquires the instru
ment. Any premium or market discount 
will be taken into account over the 
remaining term of the debt instrument 
by making the same assumption. 

STRIPS 

A Treasury Inflation-Protection Secu
rity will be eligible upon issuance for 
the Department of the Treasury's Sepa
rate Trading of Registered Interest and 
Principal of Securities (STRIPS) pro
gram. Under this program, the interest 
and principal components of a Treasury 
Inflation-Protection Security may be 
transferred as separate instruments 
(stripped bonds and coupons). In gen
eral, § 1286 treats the holder of a 
stripped bond (or coupon) as if the 
holder purchased a newly issued debt 
instrument that has OlD. The regulations 
will provide that the holder of a compo
nent of a Treasury Inflation-Protection 
Security that is stripped under the Trea
sury STRIPS program must use the 
discount bond method to account for the 
OlD on the component. 

REOPENINGS 

The regulations will provide that a 
reopening of Treasury Inflation-

Protection Securities will be a qualified 
reopening for purposes of § 1.1275-
2(d)(2), provided the reopening occurs 
not more than one year after the original 
securities were first issued to the pUblic. 

EFFECTIVE DATE 

The regulations will apply to debt 
instruments issued on or after the date 
the regulations are published in the 
Federal Register. 

REQUEST FOR COMMENTS 

The IRS and the Department of the 
Treasury request comments on the rules 
described in this notice. Comments 
should be submitted in writing on or 
before October 28, 1996 to: CCDOM: 
CORP:R (Notice 96-51), Room 5226, 
Internal Revenue Service, POB 7604, 
Ben Franklin Station, Washington, DC 
20044. In the alternative, comments (1) 
may be hand delivered between the 
hours of 8 a.m. and 5 p.m. to CCDOM: 
CORP:R (Notice 96-51), Courier's 
Desk, Internal Revenue Service, 1111 
Constitution Ave., NW, Washington, DC, 
or (2) may be submitted electronically 
via the IRS internet site at http:// 
www.irs.ustreas.gov/prod/tax_regs/ 
comments.html. All comments will be 
available for public inspection and copy
ing. 

Work Opportunity Tax Credit -
Pre-Screening Notice 

Notice 96-52 

This Notice provides temporary tran
sition relief for employers with respect 
to the Work Opportunity Tax Credit 
(WOTC) that was enacted as part of the 
Small Business Job Protection Act of 
1996, Pub. L. No. 104-188 (August 20, 
1996). 

BACKGROUND 

The WOTC provides a tax credit for 
employers who hire individuals belong
ing to one .of the following groups: (1) 
qualified recipients of benefits under 
AFDC or a successor program; (2) 
qualified veterans; (3) qualified ex
felons; (4) high-risk youth; (5) voca
tional rehabilitation referrals; (6) quali
fied summer youth employees; or (7) 
qualified food stamp recipients. See In
ternal Revenue Code section 51. The 
WOTC is effective for wages paid to 
qualified individuals whose first day of 
work for the employer is on or after 
October 1, 1996. 



For purposes of the WOTC, a pro
spective employee is not considered a 
member of one of the targeted groups 
unless the individual is certified as such 
by a State Employment Security Agency 
(SESA). The SESA certification require
ment may be satisfied in either of two 
ways: 

Under one approach, an employer 
may receive a certification from a 
SESA, on or before the day the prospec
tive employee begins work, stating that 
the individual is a member of a targeted 
group. Section 51 (d)(11 )(A)(i). 

Under the other approach, the em
ployer must complete a "pre-screening 
notice" with respect to the prospective 
employee on or before the day the 
individual is offered employment, and 
then, within 21 days after the individual 
begins work, must submit that notice, 
signed by the individual and the em
ployer under penalties of perjury, to the 
SESA as part of a request for certifica
tion. Section 51 (d)(11 )(A)(ii). If an em
ployer uses this approach, the employer 
must also receive a certification from 
the SESA that the individual is, in fact, 
a member of a targeted group before 
claiming the WOTC with respect to the 
individual. 

The IRS on September 26, 1996, 
issued Form 8850, Work Opportunity 
Credit Pre-Screening Notice and Certifi
cation Request, to serve as the pre
screening notice. This Form will be 
available electronically beginning Sep
tember 27, 1996, through the IRS Home 
Page on the World Wide Web (http:// 
www.irs.ustreas.gov) or by modem di
rectly to 703-321-8020 (not a toll-free 
number). Employers may also request 
copies of Form 8850 by calling 1-800-
TAX-FORM (1-800--829-3676); how
ever, copies of Form 8850 will not be 
available through this toll-free service 
until approximately October 15, 1996. 

TEMPORARY TRANSITION RELIEF 

This Notice provides temporary tran
sition relief for employers that did not 
complete Form 8850 at the time a job 
offer was made if the following condi
tions are satisfied: 

(I) The job offer was made on or 
after August 20, 1996, and on or before 
October 31, 1996. 

(2) At the time the job offer was 
made, the employer reasonably believed, 
based on information provided by the 
prospective employee, that the indi
vidual was a member of a targeted 
group. 

(3) Form 8850 is properly completed 
and signed by both the employer and 
the individual, and submitted to the 
SESA, by the later of (a) November 21, 
1996, or (b) 21 days after the indiv
idual begins work for the employer. 

An employer seeking to rely on the 
temporary transition relief provided by 
this Notice should write "FILED PUR
SUANT TO NOTICE 96--52" across the 
top of the Form 8850. The employer 
should also strike the words "I com
pleted this form on or before the day a 
job was offered to the applicant and 
that" from the jurat preceding the signa
ture line of the form. 

If these conditions are satisfied, the 
Service will treat the Form 8850 as 
having been timely completed and sub
mitted to the SESA in accordance with 
Code section 51(d)(II)(A)(ii). The 
SESA must, however, certify that the 
individual named in the form is, in fact, 
a member of a targeted group before the 
employer may claim the WOTC with 
respect to the individual. 

Medical Savings Accounts 

Notice 96-53 

The Health Insurance Portability and 
Accountability Act of 1996 added sec
tion 220 to the Internal Revenue Code 
to permit eligible individuals to establish 
medical savings accounts (MSAs) under 
a pilot project beginning on January I, 
1997. 

This notice provides certain basic in
formation about MSAs. It does not 
attempt to summarize all of the specific 
rules that apply. 

The notice is divided into seven parts. 
Part I of the notice explains what MSAs 
are and who can have them. Part II 
describes how MSAs can be established. 
Parts III and IV cover contributions to 
MSAs and distributions from MSAs. 
Part V deals with the statutory limit on 
the number of taxpayers who can use 
MSAs. Part VI relates to information 
reporting by MSA trustees and custodi
ans, and Part VII addresses other mat
ters relating to MSAs. 

I. What Are MSAs and Who Can Have 
Them? 

Q-I. What is an MSA? 

A-I. An MSA is a tax-exempt trust 
or custodial account established for the 
purpose of paying medical expenses in 
conjunction with a high-deductible 

health plan. A number of the rules that 
apply to MSA are similar to rules that 
apply to individual retirement arrange
ments (IRAs). For example, like an 
IRA, an MSA is established for the 
benefit of an individual, and is "por
table". Thus, if the individual is an 
employee who later changes employers 
or leaves the work force, the MSA does 
not stay behind with the former em
ployer, but stays with the individual. 
However, because MSAs differ from 
IRAs in some important respects, tax
payers cannot use an IRA as an MSA, 
and cannot combine an IRA and an 
MSA in a single account. 

Q-2. Who is eligible to have an 
MSA? 

A-2. Two types of individuals are 
eligible to establish an MSA: 

(1) an employee (or spouse of an 
employee) of a "small employer" that 
maintains an individual or family "high
deductible health plan" covering that 
individual (employee or spouse); or 

(2) a self-employed person (or the 
spouse of a self-employed person) main
taining an individual or family "high
deductible health plan" covering that 
individual (self-employed person or 
spouse). 

See A-6 and A-7 for additional limita
tions on who may establish MSAs. 

Q-3. What is a "small employer" for 
MSA purposes? 

A-3. An employer is a "small em
ployer" for a calendar year if the em
ployer employed an average of 50 or 
fewer employees on business days dur
ing either of the two preceding calendar 
years. Special rules apply to new em
ployers, consolidated groups, and certain 
employers that have added employees. 
See Internal Revenue Code section 
220(c)(4). 

Q-4. What is a "high-deductible 
health plan" that makes someone eli
gible for an MSA? 

A-4. A "high-deductible health plan ,. 
is a health plan that: (I) has an annual 
deductible of at least $1,500, and not 
more than $2,250, for individual (self
only) coverage; or (2) has an annual 
deductible of at least $3,000, and not 
more than $4,500, for family coverage 
(coverage of more than one individual). 
In addition, the annual out-of-pocket 
expenses under the plan cannot exceed 
$3,000 for individual coverage and 
$5,500 for family coverage. Out-of-
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pocket expenses include deductibles, co
payments and other amounts the partici
pant must pay for covered benefits, but 
do not include premiums. 

Q-S. Can a health maintenance orga
nization (HMO) offer a high-deductible 
health plan? 

A-S. Yes. A high-deductible health 
plan may be offered by a variety of 
entities, including insurance companies 
and health maintenance organizations 
(HMOs). 

Q-6. What kind of other health cov
erage makes an individual ineligible for 
an MSA? 

A-6. Except as described in A-7, an 
individual is ineligible for an MSA if 
the individual is covered under a health 
plan (whether as an individual, spouse, 
or dependent) that is not a high
deductible health plan (including being 
covered as a beneficiary under Medi
care) as well as under a high-deductible 
health plan. 

Q-7. What other kinds of health cov
erage mayan individual maintain with
out losing eligibility for an MSA? 

A-7. An individual remains eligible 
for an MSA if, in addition to a high
deductible health plan, the individual 
has coverage (whether provided through 
insurance or otherwise) for accidents, 
disability, dental care, vision care, long
term care, insurance for a specified 
disease or illness, insurance that pays a 
fixed amount per day (or other period) 
of hospitalization; or insurance under 
which substantially all of the coverage 
provided relates to liabilities from work
ers' compensation laws, torts, or owner
ship or use of property (such as automo
bile insurance). 

Q-8. Are MSAs allowed under a caf
eteria plan? 

A-8. A high-deductible health plan 
(described in A-4) can be provided as 
part of a cafeteria plan. Such a high
deductible health plan can be used in 
conjunction with an MSA. However, the 
MSA must be established outside the 
cafeteria plan, because a cafeteria plan 
is not permitted to provide for contribu
tions to an MSA. Outside of the cafete
ria plan context, an employee will not 
be subject to taxation merely because 
the employee has a choice between 
employer contributions to an MSA and 
other employer-provided accident or 
health coverage. 
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II. How Can An MSA Be Established? 

Q-9. How does an eligible individual 
establish an MSA? 

A-9. Beginning January 1, 1997, any 
eligible individual (as described in A-2) 
can establish an MSA with a qualified 
MSA trustee or custodian, in much the 
same way that individuals establish 
IRAs with qualified IRA trustees or 
custodians. No permission or authoriza
tion from the Internal Revenue Service 
(IRS) is necessary to establish an MSA. 

Q-I0. Who is a qualified MSA 
trustee or custodian? 

A-I0. Any insurance company or any 
bank (including a similar financial insti
tution as defined in Internal Revenue 
Code section 408(n» can be a MSA 
trustee or custodian. In addition, any 
other persons already approved by the 
IRS to be trustees or custodians of IRAs 
are automatically approved to be MSA 
trustees or custodians. Persons other 
than banks, insurance companies, or 
previously approved IRA trustees or 
custodians may request approval to be a 
trustee or custodian in accordance with 
the procedures set forth in Treasury 
Regulation § 1.408-2(e) (relating to 
IRA nonbank trustees). An eligible indi
vidual who is an employee may estab
lish a MSA without any involvement of 
the employer. 

Q-ll. How does an individual or 
small employer sign up for or enroll in 
the MSA pilot project? 

A-II. Neither individuals nor small 
employers "sign up for", "apply for", 
or otherwise "enroll in" the MSA pilot 
project. Rather, as described in A-9, 
eligible individuals or small employers 
can proceed to arrange for the establish
ment of MSAs with qualified trustees or 
custodians without awaiting permission 
or authorization from the IRS. (Sections 
V and VI, below, give further informa
tion on the limits Congress imposed on 
the number of taxpayers who can con
tribute to MSAs, and reporting by trust
ees and custodians.) 

III. Contributions to MSAs. 

Q-12. Who may contribute to an 
MSA? 

A-12. In the case of an MSA estab
lished by an employee or by the spouse 
of an employee, the account holder 
(employee or spouse, respectively) may 
contribute to the MSA. Alternatively, the 
employee's employer may contribute to 
the employee's or spouse's MSA. How
ever, if an employer makes a contribu
tion to an MSA for a given year, the 

account holder of that MSA may not 
contribute to any MSA for that year. 
(Additional restrictions apply if an em
ployee's spouse receives MSA contribu
tions. See Internal Revenue Code sec
tion 220(b)(S)(B).) 

In the case of an MSA established by 
a self-employed individual or spouse, 
the account holder (the self-employed 
individual or the spouse, respectively) 
may contribute to the MSA. 

Q-13. How much may be contributed 
to an MSA? 

A-I3. The maximum annual amount 
permitted to be contributed to an MSA 
for a year is (1) for high-deductible 
individual coverage, 6S percent of the 
deductible; and (2) for high-deductible 
family coverage, 7S percent of the de
ductible. The same annual contribution 
limit applies whether the contributions 
are made by an employee, an employer, 
or a self-employed person. The annual 
contribution limit is the sum of the 
limits determined separately for each 
month, based on status, eligibility and 
health plan coverage as of the first day 
of the month. Although the annual limi
tation is calculated using monthly data, 
the contribution for the year can be 
made in one or more payments, at the 
convenience of the individual or the 
employer, at any time within the dead
line described in A-IS. 

For example, assume that an indi
vidual has self-only coverage under a 
high-deductible health plan with an an
nual deductible of $1,800. The annual 
contribution limit is 65 percent of 
$1,800 ($1,170), and the monthly contri
bution limit is $97.50 ($1,170112). As
sume further that the individual is an 
eligible individual for each of the first 
eight months of the year, but not there
after. In that case, the contribution limit 
for the year is $780 (8 x $97.50). 

Q-14. In what- form may contribu
tions be made to an MSA? 

A-14. Contributions to an MSA must 
be made in cash. For example, contribu
tions may not be made in the form of 
stock or other property. 

Q-15. What is the tax treatment of an 
eligible individual's MSA contributions? 

A-IS. Contributions by an eligible 
individual to an MSA (which are subject 
to the limits described in A-13) are 
deductible in computing adjusted gross 
income. Accordingly, the contributions 
are deductible whether or not the eli-



gible individual itemizes deductions. 
The tax deduction for an employee or 
the employee's spouse, however, cannot 
exceed the individual's compensation at
tributable to the employer that sponsors 
the high-deductible plan covering the 
individual. For a self-employed . indi
vidual, in addition to the contribution 
limits described in A-13, the tax deduc
tion cannot exceed the individual's 
earned income from the trade or busi
ness with respect to which the high
deductible plan is established. In addi
tion, the statute denies a tax deduction 
to any individual who may be claimed 
as a dependent on another taxpayer's 
return. 

Q-16. What is the tax treatment of 
employer contributions to an eligible 
individual's MSA? 

A-16. Employer contributions to an 
eligible individual's MSA (which are 
limited as described in A-13) are ex
cludable from gross income, are not 
subject to withholding for income tax, 
and are not subject to other employment 
taxes (i.e., SoCial Security and Medicare 
taxes (FICA), federal unemployment tax 
(FUTA) or railroad retirement tax). 

Q-17. What is the tax treatment of 
earnings on amounts in an MSA? 

A-17. Earnings on amounts in an 
MSA are not taxable prior to distribu
tion from the MSA. See A-21 regarding 
the taxation of distributions. 

Q-18. When is the deadline for an 
eligible individual to make contributions 
to an MSA for any particular year? 

A-18. An eligible individual may 
make MSA contributions for a particular 
tax year no later than the time pre
scribed by law (without extensions) for 
filing the individual's federal income tax 
return for that year. As in the case of 
IRAs, for calendar year taxpayers, gen
erally the deadline for contributions to 
an MSA is April 15 following the year 
for which the contributions are made. 

Q-19.What happens when MSA con
tributions exceed the amount that may 
be deducted or excluded from gross 
income? 

A-19. Contributions by individuals 
are not deductible to the extent that they 
exceed the limits in A-13 or A-IS or if 
they are made by an individual who is 
not an eligible individual. Contributions 
by employers are included in gross 
income to. the extent that they exceed 
the limits in A-13 or if they are made 
on behalf of an individual who is not an 
eligible individual. In addition, under 
the statute an exCise tax of six percent 
for each tax year is imposed on the 

account holder for these excess indi
vidual and employer contributions. If, 
however, the excess contributions for a 
tax year and the net income attributable 
to these excess contributions are paid to 
the account holder before the last day 
prescribed by law, including extensions, 
for filing the account holder's tax return 
for the tax year, then (1) the exCise tax 
does not apply; (2) the distribution of 
the excess contributions is not taxed; 
and (3) the net income attributable to 
the excess contributions is included in 
the account holder's gross income for 
the tax year in which the distribution is 
made. 

rv. Distributions From MSAs. 

Q-20. When is an individual permit
ted to receive distributions from an 
MSA? 

A-20. An individual is permitted to 
receive a distribution from an MSA at 
any time. 

Q-21. How are distributions from an 
MSA taxed? 

A-21. Distributions from an MSA are 
excludable from gross income if used 
for medical expenses of the MSA ac
count holder and the account holder's 
family, with certain exceptions, and are 
includible in gross income if used for 
any other purpose. Under one such 
exception, in any year for which an 
MSA contribution is made, distributions 
from an MSA of that account holder to 
pay medical expenses are included in 
gross income if, for the month in which 
the expense was incurred, the individual 
for whom the expense was incurred was 
not covered under a high-deductible 
health plan or had coverage that makes 
a person ineligible for an MSA (see A-4 
through A-7). If included in gross in
come, distributions generally are subject 
to an additional 15 percent tax. How
ever, if distributions that are included in 
gross income are made after the account 
holder turns age 65, becomes disabled 
or dies, the additional 15 percent tax 
does not apply. 

Q-22. What medical expenses are eli
gible for tax-free distributions? 

A-22. Medical expenses are defined 
under section 213 of the Code, but do 
not include expenses for insurance other 
than long-term care insurance, premiums 
for "COBRA" -type health care continu
ation coverage, or premiums for health 
care coverage while an individual re
ceives unemployment compensation. 

Q-23. Must MSA trustees or custodi
ans determine whether MSA distribu
tions are used for medical expenses? 

A-23. MSA trustees or custodians are 
not required to determine whether MSA 
distributions are used for medical ex
penses; individuals who have MSAs 
should make this determination. 

V. Cap on Number of Taxpayers Using 
MSAs. 

Q-24. Does the law limit the number 
of MSAs that can be established? 

A-24. Yes. The statute authorizes 
MSAs as a "pilot project". Under the 
statute, the pilot project is scheduled to 
end in the year 2000; however, the 
ability to establish MSAs generally will 
end earlier if the number of taxpayers 
contributing (or receiving employer con
tributions) to an MSA exceeds certain 
statutory limits for 1997, 1998 or 1999. 
In general, in determining whether the 
limits are exceeded, certain previously 
uninsured individuals will not be 
counted. 

Q-25. What happens after the pilot 
project ends? 

A-25. After the pilot project ends, all 
eligible individuals (as described in 
A-2) who previously made or received 
MSA contributions (or who are em
ployed by certain employers whose em
ployees previously used MSAs) can 
make or receive MSA contributions, if 
they remain eligible individuals. In addi
tion, individuals can continue to receive 
distributions from MSAs as described in 
A-20 through A-22. 

Q-26. Do any special deadlines apply 
if the ability to establish MSAs gener
ally ends early? 

A-26. If the statutory limits are 
reached and therefore the ability to 
establish MSAs ends early (as referred 
to in A-24), an eligible individual who 
is not covered by a high-deductible 
health plan by a "cut-off date" specified 
in the law will be unable to establish an 
MSA, unless the individual's employer 
established a high-deductible health plan 
for its employees before that date and 
meets certain other requirements. 

For employees of small employers, 
the law specifies two potential cut-off 
dates in 1997: September 1 and October 
1. (For self-employed individuals, these 
dates are October 1, and November 1, 
1997, respectively.) For each of 1998 
and 1999, the potential cut-off date is 
October 1 of that year. If the employer's 
health plan has a regularly scheduled 
enrollment period that occurs during the 
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period between the potential cut-off date 
and the end of the relevant year, the 
potential cut-off date is deferred to 
December 31 of that year. 

Q-27. How will a taxpayer know if 
the ability to establish MSA generally 
ends early? 

A-27. If the statutory limits are 
reached and therefore the ability to 
establish MSAs generally ends early (as 
described in A-24), the IRS will make 
an announcement not later than October 
1 of the relevant year stating the appli
cable cut-off date. The ability to estab
lish MSAs will not be cut off before the 
announcement is made. 

VI. Information Reporting by Trustees 
and Custodians. 

Q-28. How will the number of MSAs 
be determined? 

A-28. The statute requires MSA 
trustees and custodians to report by 
August 1 of each year (1997, 1998, and 
1999) the number of MSAs established 
before July 1 of the year, and also to 
report by June 1, 1997, the number of 
MSAs established before May 1, 1997 
(together with additional information). 
See Internal Revenue Code section 
2200). The IRS will release a form to 
be used in making these reports. 

Q-29. What other information report
ing is required? 

A-29. Information reporting required 
for MSAs is similar to information 
reporting for IRAs. The IRS will release 
forms and instructions to report MSA 
contributions, distributions and deduc
tions. For further information, contact 
the Information Reporting Call Site on 
(304) 263-8700 (not a toll-free number). 

Month 

October 

1997 Pension Plan Limitationsl 

Notice 96-55 

Year 

1996 

Section 415 of the Internal Revenue 
Code provides for dollar limitations on 
benefits and contributions under quali
fied plans. Section 415 also requires that 
the Commissioner annually adjust these 

IBased on News Relea,e IR-9(r.43. dated October 
24, 1996. 
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VII. Other Matters. 

MSAs are subject to a variety of 
other statutory rules and provlSlons, 
many of which are not addressed in this 
notice. No inference should be drawn 
regarding issues not expressly addressed 
in this notice that may be suggested by 
a particular question or answer, or by 
the inclusion or exclusion of certain 
questions. 

Among the statutory provisions not 
addressed in this notice are: 

* The requirement that employers 
make comparable MSA contributions for 
all comparable participating employees. 

* The investment restrictions on 
MSAs. 

* The rollover rules for MSAs. 
* The special rules that apply upon 

divorce or death of the account holder. 
* The rules for allocating the deduc

tion for MSA contributions between 
married people. 

* The Congressionally mandated 
study as to the effects of MSAs in the 
small group market on selection (includ
ing adverse selection), health costs (in
cluding the impact on premiums of 
individuals with comprehensive cover
age), use of preventive care, consumer 
choice, the scope of coverage of high
deductible plans purchased in conjunc
tion with such accounts, and other is
sues. 

The statutory proVISIOns governing 
MSAs, including new section 220 of the 
Internal Code are contained in section 
301 of the Health Insurance Portability 
and Accountability Act of 1996, P. L. 
No. 104-191, 110 Stat. 1936. 

VIII. Comments Invited. 

Comments are invited on new section 
220 of the Internal Revenue Code. Writ
ten comments are requested by March 
16, 1997. Send submissions to: 
CC:DOM:CORP:R (Notice 96-53), 
Room 5226, Internal Revenue Service, 
POB 7604, Ben Franklin Station, Wash
ington, DC 20044. Submissions may be 
hand-delivered between the hours of 8 
a.m. and 5 p.m. to: CC:DOM:CORP:R 
(Notice 96-53), Courier's Desk, Internal 
Revenue Service, 1111 Constitution Av
enue, NW, Washington, DC. Alterna
tively, taxpayers may submit comments 
electronically via the internet by submit
ting comments directly to the IRS 
internet site at htpil/www.irs.ustreas.gov/ 
prodltax_regs/comments.html. 

Weighted Average Interest Rate 
Update 

Notice 96-54 

Notice 88-73 provides guidelines for 
determining the weighted average inter
est rate and the resulting permissible 
range of interest rates used to calculate 
current liability for the purpose of the 
full funding limitation of § 412( c)(7) of 
the Internal Revenue Code as amended 
by the Omnibus Budget Reconciliation 
Act of 1987 and as further amended by 
the Uruguay Round Agreements Act, 
P.L. 103-465 (GATT). 

The average yield on the 30-year 
Treasury Constant Maturities for Sep
tember 1996 is 7.03 percent. 

The following rates were determined 
for the plan years beginning in the 
month shown below. 

Weighted 
Average 

90% to 108% 
Permissible 

Range 

90% to 110% 
Permissible 

Range 

6.91 6.22 to 7.47 6.22 to 7.61 

limits for cost-of-living increases. Other 
limitations applicable to deferred com
pensation plans are also affected by 
these adjustments. 

Effective January 1, 1997, the limita
tion for the annual benefit under 
§ 415(b)(1 )(A) for defined benefit plans 
is increased from $120,000 to $125,000. 
For participants who separated from 
service before January 1, 1997, the 
limitation for defined benefit plans un-

der § 415(b)(l)(B) is computed by mul
tiplying the participant's compensation 
limitation, as adjusted through 1996 by 
1.0294. The limitation for defined con
tribution plans under § 415(c)(1)(A) re
mains unchanged at $30,000. 

The Code provides that various other 
dollar amounts are to be adjusted at the 
same time and in the same manner as 
the dollar limitation of § 415(b)(1 )(A) 
is adjusted. These dollar amounts and 



the adjusted amounts are as follows: 
The special limitation for qualified 

police or firefighters under § 415(b )(2)
(G) is increased from $66,000 to 
$70,000. 

The limitation on the exclusion for 
elective deferrals under § 402(g)( 1) re
mains unchanged at $9,500. 

The dollar amount under § 409(0)(1)
(C)(ii) for determining the maximum 
account balance in an employee stock 
ownership plan subject to a 5-year dis
tribution period is increased from 
$690,000 to $710,000, while the dollar 
amount used to determine the lengthen
ing of the 5-year distribution period is 
increased from $135,000 to $140,000. 

The threshold amount under 
§ 4980A(c)(1)(B) regarding excess dis-

tributions is increased from $155,000 to 
$160,000. 

The limitation used in the definition 
of highly compensated employee under 
§ 414(q)(l)(B), as amended by the 
Small Business Job Protection Act of 
1996, is $80,000. 

The annual compensation limit under 
§§ 401 (a)(l7) and 404(1) is increased 
from $150,000 to $160,000. 

The compensation amount under 
§ 408(k)(2)(C) regarding simplified em
ployee pension plans (SEPs) remains 
unchanged at $400. The compensa
tion amount under § 408(k)(3)(C) for 
SEPs is increased from $150,000 to 
$160,000. 

The compensation amount under 
§ 408(p)(2)(A) regarding simple retire-

ment accounts, as added by § 1421 of 
the Small Business Job Protection Act 
of 1996, is $6,000. 

The limitation on deferrals under 
§ 457(b)(2) and (c)(l) concerning eli
gible deferred compensation plans of 
state and local governments and of 
tax-exempt organizations remains un
changed at $7,500. 

Administrators of defined benefit or 
defined contribution plans that have re
ceived favorable determination letters 
should not request new determination 
letters solely because of yearly amend
ments to adjust maximum limitations in 
the plans. 

Tables for Figuring Amount Exempt from Levy on Wages, Salary, and Other Income 

Notice 96-56 

1. Table for Figuring Amount Exempt from Levy on Wages, Salary, and Other Income (Forms 668-W, 668-W(c), & 
668-W(c)(DO» 1997 

Publication 1494, shown below, provides tables which show the amount of an individual's income that is exempt from a 
notice of levy used to collect delinquent tax in 1997. 

(Amounts are for each pay period.) 

Filing Status: Single 

Pay Number of Exemptions Claimed on Statement 
Period 

1 2 3 4 5 6 More Than 6 

Daily 26.15 36.35 46.54 56.73 66.92 77.12 15.96 plus 10.19 for 
each exemption 

Weekly 130.77 181.73 232.69 283.65 334.62 385.58 79.81 plus 50.96 for 
each exemption 

Biweekly 261.54 363.46 465.38 567.31 669.23 771.15 159.62 plus 101.92 for 
each exemption 

Semi- 283.33 393.75 504.17 614.58 725.00 835.42 172.92 plus 110.42 for 
monthly each exemption 

Monthly 566.67 787.50 1008.33 1229.17 1450.00 1670.83 345.83 plus 220.83 for 
each exemption 
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Filing Status: Unmarried Head of Household 

Pay Number of Exemptions Claimed on Statement 
Period 

1 2 3 4 5 6 More Than 6 

Daily 33.46 43.65 53.85 64.04 74.23 84.42 23.27 plus 10.19 for 
each exemption 

Weekly 167.31 218.27 269.23 320.19 371.15 422.12 116.35 plus 50.96 for 
each exemption 

Biweekly 334.62 436.54 538.46 640.38 742.31 844.23 232.69 plus 101.92 for 
each exemption 

Semi- 362.50 472.92 583.33 693.75 804.17 914.58 252.08 plus 110.42 for 
monthly each exemption 

Monthly 725.00 945.83 1166.67 1387.50 1608.33 1829.17 504.17 plus 220.83 for 
each exemption 

Filing Status: Married Filing Joint (and Qualifying Widow(er)s) 

Pay Number of Exemptions Claimed on Statement 
Period 

1 2 3 4 5 6 More Than 6 

Daily 36.73 46.92 57.12 67.31 77.50 87.69 26.54 plus 10.19 for 
each exemption 

Weekly 183.65 234.62 285.58 336.54 387.50 438.46 132.69 plus 50.96 for 
each exemption 

Biweekly 367.31 469.23 571.15 673.08 775.00 876.92 265.38 plus 101.92 for 
each exemption 

Semi- 397.92 508.33 618.75 729.17 839.58 950.00 287.50 plus 110.42 for 
monthly each exemption 

Monthly 795.83 1016.67 1237.50 1458.33 1679.17 1 900.00 575.00 plus 220.83 for 
each exemption 

Filing Status: Married Filing Separate 

Pay Number of Exemptions Claimed on Statement 
Period 

1 2 3 4 5 6 More Than 6 

Daily 23.46 33.65 43.85 54.04 64.23 74.42 13.27 plus 10.19 for 
each exemption 

Weekly 117.31 168.27 219.23 270.19 321.15 372.12 66.35 plus 50.96 for 
each exemption 

Biweekly 234.62 336.54 438.46 540.38 642.31 744.23 132.69 plus 101.92 for 
each exemption 

Semi- 254.17 364.58 475.00 585.42 695.83 806.25 143.75 plus 110.42 for 
monthly each exemption 

Monthly 508.33 729.17 950.00 1170.83 1391.67 1612.50 287.50 plus 220.83 for 
each exemption 
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2. Table for Figuring Additional Exempt Amount for Taxpayers at Least 65 Years Old and/or Blind 

Additional Exempt Amount 

Filing Status * Daily Wkly Bi-Wkly Semi-Mthly Monthly 

Single or Head I 3.85 19.23 38.46 41.67 83.33 
of Household 2 7.69 38.46 76.92 83.33 166.67 

Any Other 1 3.08 15.38 30.77 33.33 66.67 
Filing Status 2 6.15 30.77 61.54 66.67 133.33 

3 9.23 46.15 92.31 100.00 200.00 
4 12.31 61.54 123.08 133.33 266.67 

* ADDITIONAL STANDARD DEDUCTION claimed on Parts 3, 4, & 5 of levy. 

Examples 

These tables show the amount exempt from a levy on wages, salary, and other income. For example: 

1. A single taxpayer who is paid weekly and claims three exemptions (including one for the taxpayer) has $232.69 exempt 
from levy. 

2. If the taxpayer in number 1 is over 65 and writes 1 in the ADDITIONAL STANDARD DEDUCTION space on Parts 3, 4, 
& 5 of the levy, $251.92 is exempt from this levy ($232.69 plus $19.23). 

3. A taxpayer who is married, files jointly, is paid bi-weekly, and claims two exemptions (including one for the taxpayer) has 
$469.23 exempt from levy. 

4. If the taxpayer in number 3 is over 65 and has a spouse who is blind, this taxpayer should write 2 in the ADDITIONAL 
STANDARD DEDUCTION space on Parts 3, 4, & 5 of the levy. Then, $530.77 is exempt from this levy ($469.23 plus 
$61.54). 

Indian Tribal Casinos and Reporting 
Under Title 31 

Notice 96-57 

This notice clarifies the reporting re
quirements under the Internal Revenue 
Code for cash transactions of more than 
$1 Q,OOO from gaming activities for In
dian tribal casinos with gross annual 
gaming revenues in excess of $1 million 
and with operations on Indian tribal 
lands. Effective August 1, 1996, these 
tribal casinos must comply with the 
currency transaction reporting, record
keeping, and compliance-program re
quirements of the Bank Secrecy Act 
(BSA), 31 U.S.c. §§ 5311-5330 (1994). 
As a result, these tribal casinos are not 
required to report certain transactions 
under § 60501 of the Internal Revenue 
Code. 

Section 60501(a) generally requires 
any person who is engaged in a trade or 
business and who, in the course of that 
trade or business, receives cash in ex
cess of $ 10,000 in one transaction (or 
two or more related transactions) to file 
an IRS Form 8300 (Report of Cash 
Payments Over $10,000 Received in a 
Trade or Business) with the Internal 
Revenue Service. However, § 60501(c) 

(1) provides an exception from the re
porting requirements of § 60501(a) for 
cash received in a transaction reported 
under Title 31, if the Secretary deter
mines that reporting under § 60501 
would be duplicative. 

The BSA and the regulations under 
Title 31 require certain financial institu
tions to report the receipt (or disburse
ment) of cash of more than $ 10,000 
from certain transactions. See 31 U.S.c. 
§ 5313 (1994) and 31 C.F.R. 
§ 103.22(a)(2) (1996). Under § 5312(a) 
(2)(x) of the BSA and 31 C.F.R. 
§ 103.11(n)(7)(i) the term "financial in
stitution" includes a casino that has 
gross annual gaming revenues (as de
scribed in 31 C.F.R. § 103.ll(n)(7)(ii» 
in excess of $1 million. 

Effective August 1, 1996, 31 C.F.R. 
§ 103.11 (n)(7)(i) was amended to pro
vide that the term "casino" means a 
casino or gambling casino that is duly 
licensed or authorized to do business as 
such in the United States, whether under 
the laws of a State or of a Territory or 
Insular Possession of the United States, 
or under the Indian Gaming Regulatory 
Act or other federal, state, or tribal law 
or arrangement affecting Indian lands 
(including, without limitation, a casino 
operating on the assumption or under 
the view that no such authorization is 

required for casino operation on Indian 
lands), and that has gross annual gaming 
revenue in excess of $1 million. 61 Fed. 
Reg. 7055 (1996). This amendment is 
intended to apply only to Class III 
casinos. 

Accordingly, effective August 1, 
1996, any Class III Indian tribal casino 
having gross annual gaming revenue in 
excess of $1 million that engages in a 
cash transaction of more than $10,000 
(as defined in 31 C.F.R. § 103.22(a)(2» 
with respect to gaming activities must 
report that transaction under 31 u.s.c. 
§ 5313 and the regulations thereunder 
and satisfy applicable recordkeeping and 
compliance-program requirements of 31 
C.F.R. § 103. Such a casino is not also 
required to report that transaction under 
§ 60501 of the Code. 

Section 60501 continues to apply, 
however, to a transaction in which cash 
of more than $10,000 is received by 
such a casino from a nongaming busi
ness activity (such as a shop, restaurant, 
entertainment, or hotel). See 26 C.F.R. 
§ 1.60501-1 (d)(2)(iii). 

This notice does not affect the current 
reporting requirements applicable to a 
Class II gaming establishment. 
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Qualified State Tuition Programs 

Notice 96-58 

This notice provides guidance regard
ing certain reporting requirements and 
the transition rules applicable to "quali
fied State tuition programs" described in 
§ 529 of the Internal Revenue Code, 
recently enacted by section 1806 of the 
Small Business Job Protection Act, Pub. 
L. 104-188 (the" Act"). The notice also 
solicits comments from the public on 
section 529. 

Section 529 provides tax-exempt sta
tus to "qualified State tuition pro
grams," meaning programs established 
and maintained by a State (or agency or 
instrumentality thereof) under which 
persons may (1) purchase tuition credits 
or certificates on behalf of a designated 
beneficiary entitling the beneficiary to a 
waiver or payment of qualified higher 
education expenses of the beneficiary, or 
(2) contribute to an account established 
for the sole purpose of meeting qualified 
higher education expenses of the desig
nated beneficiary of the account. 

Under § 529, qualified State tuition 
programs also must meet requirements 
relating to contributions, refunds, and 
maintenance of separate accounts for 
each designated beneficiary of the pro
gram. In addition, the program must 
prohibit investment direction by con
tributors or beneficiaries, the pledge or 
assignment of any interest in the pro
gram as security for a loan, and excess 
contributions. 

In general, § 529 is effective for 
taxable years ending after August 20, 
1996, the date of enactment. However, 
the Act includes a transition rule provid
ing that if 

(1) a S tate maintains (on the date of 
enactment) a program under which 
persons may purchase tuition credits 
on behalf of, or make contributions 
for educational expenses of, a desig
nated beneficiary, and (2) such pro
gram meets the requirements of a 
qualified State tuition program before 
the later of (a) one year after the date 
of enactment, or (b) the first day of 

Month Year 

November 1996 
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the first calendar quarter after the 
close of the first regular session of 
the State legislature that begins after 
the date of enactment, then the provi
sions of the ... [Act] will apply to con
tributions (and earnings allocable 
thereto) made before the date the 
program meets the requirements of a 
qualified State tuition program, with
out regard to whether the require
ments of a qualified State tuition 
program are satisfied with respect to 
such contributions and earnings .... 

H.R. Conf. Rep. No. 737, 104th Cong., 
2d Sess. 282 (1996). (Conference Re
port). The Internal Revenue Service will 
not assert income tax liability against a 
State tuition program for any period 
before the program meets the require
ments of § 529 if the program qualifies 
for the transition rule. 

Section 529(c)(3)(A) and (B) provides 
that any distribution made by or benefit 
furnished in-kind under a qualified State 
tuition program shall be includible in 
the gross income of the distributee in 
the manner as provided under § 72, to 
the extent not excluded from gross in
come under any other provision. 

Section 529(d) authorizes the Internal 
Revenue Service to require qualified 
State tuition programs to file informa
tion reports for education furnished to 
beneficiaries or distributions made to 
individuals during any calendar year. 
Any reporting requirements promulgated 
under § 529(d) would apply in lieu of 
any other reporting requirement for a 
program that may apply with respect to 
information returns or payee statements 
on distributions. 

The Internal Revenue Service is cur
rently developing reporting requirements 
under § 529(d). However, because this 
legislation was enacted late in the year 
and because States are expected to need 
time to implement appropriate record
keeping, reporting will not be required 
for any distribution made by, or benefit 
furnished in-kind under, a qualified 
State tuition program prior to 1998. In 
addition, the Internal Revenue Service 
will not assess penalties against plan 
administrators who do not file informa-

tion returns or provide payee statements 
on distributions made during 1997 and 
prior years. 

Comments on Future Guidance In
vited 

The Internal Revenue Service invites 
comments on § 529, including the re
quirements for reporting distributions 
made by qualified State tuition pro
grams, the requirements for qualification 
and operation of these programs, and the 
treatment for federal tax purposes of 
distributions made by these programs. 
These comments will be considered in 
drafting future guidance. Please send 
written comments by December 31, 
1996, to: CC:DOM:CORP:R (Notice 
96-58), Room 5226, Internal Revenue 
Service, POB 7604, Ben Franklin Sta
tion, Washington, DC 20044. Submis
sions may be hand-delivered between 
the hours of 8 a.m. and 5 p.m. to: 
CC:DOM:CORP:R (Notice 96-58), 
Courier's Desk, Internal Revenue Ser
vice, 1111 Constitution Avenue, NW, 
Washington, DC. Alternatively, taxpay
ers may submit comments electronically 
via the Internet directly to the IRS in
ternet site at http://www.irs.ustreas.gov/ 
prodltax_regs/comments.html. 

Weighted Average Interest Rate 
Update 

Notice 96-59 

Notice 88-73 provides guidelines for 
determining the weighted average inter
est rate and the resulting permissible 
range of interest rates used to calculate 
current liability for the purpose of the 
full funding limitation of § 412( c )(7) of 
the Internal Revenue Code as amended 
by the Omnibus Budget Reconciliation 
Act of 1987 and as further amended by 
the Uruguay Round Agreements Act, 
Pub. L. 103-465 (GATT). 

The average yield on the 30-year 
Treasury Constant Maturities for Octo
ber 1996 is 6.81 percent. 

The following rates were determined 
for the plan years beginning in the 
month shown below. 

Weighted Average 

6.91 

90% to 108% 
Permissible Range 

90% to 110% 
Permissible Range 

6.22 to 7.46 6.22 to 7.60 



Interim Guidance on Sections 877, 
1494, 6039F, and 6048 

Notice 96-60 

This notice provides guidance for tax
payers affected by the penalty provision 
of section 1494 and the filing require
ments of section 6048(a) of the Internal 
Revenue Code ("Code"), as amended 
by the Small Business Job Protection 
Act of 1996 ("SBJPA"). This notice 
also provides guidance for taxpayers 
affected by the ruling request provision 
of section 877 of the Code, as amended 
by the Health Insurance Portability and 
Accountability Act of 1996 ("HIPAA"), 
and the information reporting require
ments of section 6039F of the Code, as 
added by HIPAA. 1 

BACKGROUND 

Section 877, as amended by HIPAA, 
generally provides that a former U.S. 
citizen who renounces his citizenship 
after February 5, 1995, or a former 
long-term lawful permanent resident 
who ceases to be taxed as a lawful 
permanent resident after that date, who 
had as a principal purpose for such 
renunciation or cessation the avoidance 
of U.S. taxes, will be taxed on all of his 
U.S. source income for the succeeding 
to-year period. An individual who meets 
a tax liability or net worth test is 
considered to be tax motivated. A 
former citizen who satisfies certain cri
teria will not be subject to these tests if 
he submits a ruling request within one 
year of renunciation of U.S. citizenship 
for a determination by the Secretary as 
to whether such renunciation had as one 
of its principal purposes the avoidance 
of U.S. taxes. However, the statute pro
vides that in no event will this one-year 
period expire before November 19, 1996 
(the date that is 90 days after the 
enactment of HIPAA). 

Section 6039F, as added by HIPAA, 
requires each individual who relin
quishes U.S. citizenship after February 
5, 1995, to provide an information state
ment to the U.S. Department of State, a 
diplomatic or consular officer of the 
United States, or a federal court at the 
time of expatriation. Any individual who 
ceases to be taxed as a lawful perma
nent resident after February 5, 1995, 
must provide a similar information state
ment with his U.S. tax return for that 

IThere are currently two provisions of the Code 
designated as section 6039F. The Service intends 
to seek a technical correction to H1PAA to redes
ignate section 6039F of the Code. as added by 
HIPAA, as section 60390. 

year. However, the statute provides that 
in no event will this information state
ment be required to be filed before 
November 19, 1996. 

Section 1491 generally imposes an 
excise tax on the transfer of property by 
a U.S. person to a foreign corporation as 
paid-in surplus or as a contribution to 
capital, to a foreign estate or trust, or to 
a foreign partnership. Current regula
tions under section 1494 require a U.S. 
transferor to file a return on the date 
such a transfer is made. Section 1494(c), 
as added by SBJPA, imposes a penalty 
for the failure to file a required return 
with respect to any transfer described in 
section 1491 that occurs after August 
20, 1996 (the date of enactment of 
SBJPA). 

Section 6048(a), as amended by 
SBJPA, generally requires any U.S. per
son who transfers property to a foreign 
trust after August 20, 1996, to file an 
information return. The statute provides 
that this return must be filed no later 
than 90 days after the transfer (or such 
later date as the Secretary may pre
scribe). 

INTERIM GUIDANCE 

The Service intends to issue detailed 
guidance in these areas before the end 
of 1996. The forthcoming guidance will 
not require the submission of a ruling 
request under section 877, an informa
tion statement under section 6039F, or 
an information return under section 
6048(a) before a date that is at least 60 
days after the issuance of that guidance. 
Any such ruling request, information 
statement, or information return submit
ted within the time period set forth in 
the forthcoming guidance will be con
sidered filed in a timely manner. In 
addition, no penalty will be imposed 
under section I 494( c) if a return re
quired with respect to a section 1491 
transfer is filed no later than 60 days 
after the issuance of the forthcoming 
guidance (or such later date specified in 
that guidance). 

Information Reporting for 
Discharges of Indebtedness: 
Waiver of Penalties in Certain 
Circumstances for Foreign 
Financial Entities 

Notice 96-61 

This notice extends the scope of the 
penalty relief granted in the preamble to 
the final Income Tax Regulations under 
§ 6050P of the Internal Revenue Code 

relating to the reporting of discharges of 
indebtedness (61 F.R. 262, January 4, 
1996). 

Section 6050P requires an information 
return to be filed by an applicable entity, 
including an applicable financial entity, 
which discharges the indebtedness of 
any person if the amount discharged is 
$600 or more. Section 6050P(c)(2) pro
vides that an applicable financial entity 
includes any financial institution de
scribed in § 581 or 591(a), any credit 
union, and any other corporation which 
is a direct or indirect subsidiary of such 
entity but only if, by virtue of being 
affiliated with the entity, the corporation 
is subject to supervision and examina
tion by a Federal or State agency which 
regulates such other entities. 

Section 1.6050P-I(d) of the regula
tions provides certain exceptions from 
the reporting requirements. Section 
1.6050P-l (d)( 4) reserves guidance as to 
the circumstances under which the re
porting requirements will not apply to 
the discharge of indebtedness of foreign 
debtors held by foreign branches of U.S. 
financial institutions. Section 1.6050P-
1 (d)( 4)(ii) identifies the criteria that 
must be met in order to treat indebted
ness held by a foreign branch of a U.S. 
financial institution as being within the 
scope of the reserved guidance. 

The preamble to the final regulations 
states, in part, that "the IRS and Trea
sury are continuing to study the issue of 
whether reporting is necessary in the 
case of foreign debtors whose debt is 
discharged by foreign branches of U.S. 
financial institutions. Accordingly, pend
ing the issuance of further guidance, no 
penalties will be imposed if an appli
cable financial entity fails to report a 
discharge of indebtedness of a foreign 
debtor by a foreign branch of the en
tity. " 

After issuance of the final regulations, 
commentators requested that the penalty 
relief described in the preamble to the 
final regulations also apply to indebted
ness held by foreign offices or branches 
of foreign financial institutions that are 
applicable financial entities under 
§ 6050P(c)(2)(C). 

The Internal Revenue Service has 
determined that, pending the issuance of 
further guidance, the relief granted in 
the preamble should be extended, as 
suggested by commentators. To accom
plish this, the regulations will be 
amended to delete the word "U.S." 
from the heading of § 1.6050P-I(d)(4) 
and the introductory text in § 1.6050P-
1 (d)( 4)( ii). Furthermore, no penalties 
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will be imposed if a foreign office or 
branch of a foreign applicable financial 
entity fails to report a discharge of 
indebtedness of a foreign debtor de
scribed in § 1.6050P-l (d)( 4)(ii) after 
giving effect to the preceding sentence. 

Logos and Identifying Slogans on 
Substitute Forms 1099 

Notice 96-62 

This notice informs payors who are 
required to report certain payments on 
Form 1099 that the Service intends to 
issue regulations permitting these payors 
to use certain logos and identifying 
slogans on substitute Forms 1099 re
quired to be furnished to payees after 
December 31, 1995, and invites public 
comment on this matter. 

The Internal Revenue Code generally 
requires that payors of interest (§ 6049), 
dividends (§ 6042), patronage dividends 
(§ 6044), and royalties (§ 6050N), 
make an information return, in the form 
prescribed by the Secretary, setting forth 
the amount of such payments and the 
name and address of the payee. The 
payor must also furnish the payee with a 
copy of the information return (the 
payee statement) in person or in a 
statement mailing. Payors may furnish 
either the official Form 1099 or an 
acceptable substitute payee statement. 

The legislative history to the state
ment mailing requirement provides that 
only certain limited enclosures in the 
statement mailing can be made with the 
payee statement, specifically: (I) a 
check; (2) a letter explaining why no 
check is enclosed; and (3) a statement 
of the payee's specific account with the 
payor. The legislative history further 
provides that a mailing is not a state
ment mailing if it encloses any other 
material such as advertising, promo
tional material, or a quarterly or annual 
report. The legislative history explains 
that this additional material is not per
mitted because these enclosures may 
make it less likely that payees will 
recognize the importance of the payee 
statement and may not utilize the payee 
statement in completing their tax re
turns. See S. Rep. No. 99-318, 99th 
Cong., 2d Sess. at 191; and H.R. Conf. 
Rep. No. 99-841, 99th Cong., 2d Sess. 
at II-791. 

The Service recently issued final 
regulations that apply to payee state
ments due after December 31, 1995. 
~§ 1.6042-4; 1.6044--5; 1.6049-6(e); 
and 1.6050N-I of the Income Tax 
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Regulations. These regulations provide 
that the mailing of payee statements 
must qualify as a statement mailing. To 
qualify, the mailing is permitted to con
tain only certain specified nontax enclo
sures, limited to: (1) a check; (2) a letter 
explaining why no check is enclosed; 
(3) a statement of the payee's account; 
and (4) a letter explaining the tax conse
quences of the information in the payee 
statement. See, e.g., § 1.6042-4(d)(2)(i). 
The regulations prohibit other non tax 
enclosures and promotional or advertis
ing materials and provide that even a de 
minimis amount of such material vio
lates the statement mailing requirement. 
Although the regulations specifically 
permit logos on the envelope and on the 
permitted nontax enclosures identified 
above, they do not permit logos on the 
substitute Form 1099 itself. See, e.g., 
§ 1.6042-4(d)(2)(i). 

The Service intends to amend the 
regulations to allow the use of certain 
logos and identifying slogans on substi
tute Forms 1099 required to be fur
nished to payees. The amended regula
tions generally will permit logos 
(including the name of the payor in any 
typeface, font, or stylized fashion and/or 
a symbolic icon) and identifying slo
gans, provided the logo or identifying 
slogan is used by the payor in the 
ordinary course of its trade or business. 
However, consistent with Congressional 
intent, the amended regulations will pro
vide that use of a logo or identifying 
slogan must not make it less likely that 
a reasonable payee will recognize the 
importance of the payee statement for 
tax reporting purposes. Pending issuance 
of the amended regulations, the Service 
will not impose penalties in connection 
with a payor's use on a payee statement 
of a logo or an identifying slogan that 
satisfies these requirements. 

Public comment invited. The Service 
invites public comment on this matter. 
Written comments may be submitted by 
mail to: 

Internal Revenue Service 
P.O. Box 7604 
Ben Franklin Station 
Attn: CC:CORP:T:R (lA-Branch 1), 

Room 5228 
Washington, D.C. 20044; 

or, alternatively, via the internet at: 
http://www.irs.ustreas.gov/prod/tax_regs/ 
comments.html. 

Request for Comments on the 
Desirability of Guidance Relating to 
Section 457 Nonqualified Deferred 
Compensation Plans of State and 
Local Government and Tax-Exempt 
Employers 

Notice 96-63 

This notice invites public comment on 
possible changes to procedures relating 
to requests for private letter rulings 
under § 457 of the Code. These changes 
may include (1) the publication of 
model amendments for existing § 457 
plans in lieu of the issuance of rulings 
on individual plan amendments reflect
ing changes applicable to plans that 
meet the requirements of § 457(b) un
der the Small Business Job Protection 
Act of 1996, P.L. 104--188 ("SBJPA"), 
and (2) the creation of a Master and 
Prototype plan program for plans that 
meet the requirements of § 457(b). 

BACKGROUND 

Section 457 plans are nonqualified, 
deferred compensation plans established 
by state and local government and tax
exempt employers. These employers 
may establish either eligible plans that 
meet the requirements of § 457(b) or 
ineligible § 457(f) plans. The plans are 
subject to the specific requirements and 
deferral limitations of § 457 of the 
Code. Under § 457(a), compensation 
deferred pursuant to eligible plans that 
meet the requirements of § 457(b) and 
the income attributable to such deferred 
compensation is not taxable until the 
taxable year in which the deferred 
amounts are actually paid or made avail
able to the plan participant or other 
beneficiary. In contrast, compensation 
deferred under a plan described in 
§ 457(f) is included in the participant's 
or beneficiary's gross income for the 
first taxable year in which there is no 
substantial risk of forfeiture of the rights 
to the compensation. In addition, prior 
to the enactment of the SBJPA, 
§ 457(b)(6) mandated that eligible plans 
under § 457(b) be unfunded and that 
plan assets not be set aside for the 
exclusive benefit of participants. 

The SBJPA changed certain require
ments for plans under § 457(b). Section 
457(g), added by § 1448 of the SBJPA, 
now mandates that all assets and income 
of eligible state and local government 
plans (but not eligible plans of tax
exempt entities) must be held in trust 
for the exclusive benefit of participants 
and their beneficiaries. The trust require-



ment applies immediately to eligible 
plans established after August 20, 1996. 
For government plans already in exist
ence on that date, the effective date of 
the § 457(g) requirement is January 1, 
1999. However, a trust may be added to 
existing government plans at any time. 

In addition, all plans that meet the 
requirements of § 457(b) may imple
ment changes to § 457(e) made by 
§ 1447 of the SBJPA. Section 457(e)(9) 
provides that certain benefits will not be 
treated as made available by reason of 
certain elections with regard to distribu
tions from eligible § 457(b) plans. Also, 
§ 457(e)(l5) provides a cost-of-living 
adjustment for the maximum deferral 
amount under § § 457(b)(2) and (c)(l) 
of the Code. These amendments made 
by § 1447 of the SBJPA apply to tax
able years beginning after December 31, 
1996. 

The Service is considering issuing 
model language that will provide plan 
sponsors of eligible plans that meet the 
requirements of § 457(b) with a stream
lined method for amending their plans 
to comply with the new requirements of 
§ 457. This model language can be 
adopted by existing eligible plans in lieu 
of receiving a new ruling under 
§ 457(b). This approach will provide 
time and cost savings to employers who 
have previously received favorable rul
ing letters with respect to their § 457(b) 
plans. 

In addition, the Service is considering 
the establishment of a ruling program 
for master and prototype § 457(b) plans 
that will consider the statutory changes 
to § 457 under the SBJPA. The Service 
believes that this type of program is 
particularly well suited to ruling re
quests under § 457(b). For example, 
under such a program, if a state creates 
a plan, it can then be adopted by the 
political subdivisions, agencies and in
strumentalities of that state, without the 
need for individual rulings for each state 
employer that adopts the same plan. In 
addition, the prototype plan program 
could be used by banks, insurance com
panies and mutual fund companies, who 
may be interested in receiving advance 
rulings for plans that meet the require
ments of § 457(b). 

REQUEST FOR PUBLIC 
COMMENT 

The Service is now evaluating pos
sible changes to the advance letter rul
ing program for eligible § 457 plans. 
Accordingly, the Service requests com
ments concerning the usefulness of the 

model language and master and proto
type plan approaches, and welcomes 
comments on any other useful ap
proaches the Service might consider. 
Comments can be addressed to 
CC:DOM:CORP:R (Notice 96-63), 
room 5228, Internal Revenue Service, 
POB 7604, Ben Franklin Station, Wash
ington, DC 20044. Alternatively, taxpay
ers may transmit comments electroni
cally via the IRS Internet site at http:// 
www.irs.ustreas.gov/prod/tax_regs/ 
comments.htmi. In the alternative, 
comments may be hand delivered be
tween the hours of 8 a.m. and 5 p.m. to 
CC:DOM:CORP:R (Notice 96-63), 
Courier's Desk, Internal Revenue Build
ing, 1111 Constitution Avenue NW., 
Washington, DC. 

Nondiscrimination Rules for Plans 
Maintained by Governments and 
Tax-Exempt Organizations 

Notice 96-64 

I. PURPOSE 

This notice addresses certain issues 
relating to the nondiscrimination rules 
that apply to qualified plans maintained 
by governments and by organizations 
exempt from taxation under § 501(a) of 
the Internal Revenue Code ("tax-exempt 
organizations "). 

For governmental plans, this notice
• Extends the date for applying the 

regulations under § 401(k) and (m) until 
the first plan year beginning on or after 
October 1, 1997 (or, if later, 90 days 
after the opening of the first legislative 
session beginning on or after October I, 
1997, of the governing body with au
thority to amend the plan, if that body 
does not meet continuously); 

• Clarifies that deemed satisfaction 
of the § 401(a)(4) and § 41O(b) nondis
crimination and minimum coverage 
rules also applies for purposes of the 
references to those sections under 
§ 401(k) and (m); 

• Provides a special option for ap
plying the § 401(k) and (m) nondis
crimination tests for years before 1999; 
and 

• Allows governments until the 2001 
plan year to apply, for nondiscrimination 
purposes, a reasonable, good faith inter
pretation of existing law in determining 
which entities must be aggregated, with 
any further guidance applying prospec
tively for plan years beginning in or 
after 2001. 

For plans maintained by tax-exempt 
organizations, this notice-

• Extends the date for applying the 
regulations under §§ 401(a)(4), 401(a)
(5), 401(1), 41O(b), 414(r), and 414(s) 
until the first plan year beginning on or 
after October 1, 1997; 

• Extends the remedial amendment 
period and other administrative relief 
until the last day of the first plan year 
beginning on or after October 1, 1997; 

• Extends through the 1997 plan 
year the relief under existing regulations 
permitting employees of certain tax
exempt entities to be disregarded in 
applying § 41O(b) to a § 401(k) plan 
maintained by a taxable entity; and 

• Allows tax-exempt organizations 
until the 2001 plan year to apply, for 
nondiscrimination purposes, a reason
able, good faith interpretation of existing 
law in determining which entities must 
be aggregated, with any further guidance 
applying prospectively for plan years 
beginning in or after 2001. 

II. BACKGROUND 

A. Governmental Plans 

Announcement 95-48, 1995-23 I.R.B. 
13, provides that, in the case of govern
mental plans described in § 414(d), the 
regulations under § 401 (k) and (m) ap
ply to plan years beginning on or after 
the later of January 1, 1997, or 90 days 
after the opening of the first legislative 
session beginning on or after January I, 
1997, of the governing body with au
thority to amend the plan, if that body 
does not meet continuously. The regula
tions under §§ 401 (a)( 4), 401 (a)(26), 
41O(b), and 414(s) apply to plan years 
beginning on or after the later of Janu
ary 1, 1999, or 90 days after the 
opening of the first legislative session 
beginning on or after January 1, 1999, 
of the governing body with authority to 
amend the plan, if that body does not 
meet continuously (" 1999 legislative 
date"). For plan years beginning before 
the applicable effective date, govern
mental plans are deemed to satisfy 
§§ 401 (a)(4), 401 (a)(26), 401(k), 401-
(m), 410(b), and 414(s). 

Announcement 95-48 also provides 
that the remedial amendment period un
der § 401 (b) for governmental plans 
extends to the last day of the first plan 
year beginning on or after the later of 
January 1, 1999, or the 1999 legislative 
date. During the remedial amendment 
period, additional administrative relief 
provided under Notice 92-36, 1992-2 
C.B. 364, continues to be available. 

Announcement 95-48 solicited com
ments on the application of the nondis-
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crimination requirements to governmen
tal plans. Comments included discussion 
of state law restrictions on modifying 
benefits for current employees and noted 
that it may be difficult to identify the 
appropriate governmental entity to be 
treated as the employer for purposes of 
nondiscrimination testing. For example, 
in the case of a state-wide plan covering 
members of a particular occupation 
(such as public school teachers), ques
tions have been raised whether the em
ployers for testing purposes would be 
the special districts (such as the school 
districts), the local governments, or 
other governmental entities. Comments 
also raised the issue of whether deemed 
satisfaction of § 401(a)(4) and § 41O(b) 
by a governmental plan applies for 
purposes of certain requirements under 
§ 401 (k) and (m). 

B. Plans Maintained by Tax
Exempt Organizations 

Announcement 95-48 provides that, 
in the case of plans maintained by 
tax-exempt organizations, other than 
church plans described in § 41 O( c)( 1)
(B) ("nonelecting church plans"), the 
regulations under §§ 401 (a)(4), 401(a)
(5), 401(1), 410(b), 414(r), and 414(s) 
apply to plan years beginning on or 
after January I, 1997. For plan years 
beginning before that effective date, a 
plan maintained by a tax-exempt organi
zation must be operated in accordance 
with a reasonable, good faith interpreta
tion of §§ 401(a)(4), 401 (a)(5), 401(1), 
410(b), 414(r), and 414(s). The remedial 
amendment period for plans maintained 
by tax-exempt organizations was ex
tended in Announcement 95-48 to the 
last day of the first plan year beginning 
on or after January 1, 1997. During the 
remedial amendment period, additional 
administrative relief provided under No
tice 92-36 continues to be available. 
(See section V of Notice 92-36, and 
section IV of Rev. Proc. 94--13, 1994--1 
C.B. 566, for the definition of "plan 
maintained by a tax-exempt organiza
tion. ") 

Announcement 95-48 solicited com
ments on the issue of which entities 
must be aggregated under § 414(b) and 
(c) (relating to the definition of em
ployer) and on any other related nondis
crimination issues affecting tax-exempt 
organizations. No comments were sub
mitted on behalf of tax-exempt organi
zations in response to Announcement 
95-48, and the Treasury and the Service 
have not identified any other unique 
characteristics of tax-exempt organiza-
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tions that require special rules for apply
ing §§ 401(a)(4), 401(a)(5), 401(1), 
41O(b), 414(r), or 414(s) to plans main
tained by tax-exempt organizations 
(other than nonelecting church plans). 

C. Nonelecting Church Plans 

Under Announcement 95-48, in the 
case of nonelecting church plans, the 
regulations under §§ 401(a)(4), 401(a)
(5), 401(1), and 414(s) apply to plan 
years beginning on or after January 1, 
1999. For plan years beginning before 
that effective date, a nonelecting church 
plan must be operated in accordance 
with a reasonable, good faith interpreta
tion of §§ 401 (a)(4), 401 (a)(5), 401(1), 
and 414(s). The remedial amendment 
period for nonelecting church plans was 
extended in Announcement 95-48 to the 
last day of the first plan year beginning 
on or after January 1, 1999. During the 
remedial amendment period, additional 
administrative relief provided under No
tice 92-36 continues to be available. 

III. EXTENSION OF EFFECTIVE 
DATES 

A. Governmental Plans 

Under the extension provided by this 
notice, in the case of governmental 
plans, the regulations under § 401 (k) 
and (m) apply only to plan years begin
ning on or after the later of October 1, 
1997, or 90 days after the opening of 
the first legislative session beginning on 
or after October 1, 1997, of the govern
ing body with authority to amend the 
plan, if that body does not meet continu
ously. For plan years beginning before 
this extended effective date, governmen
tal plans are deemed to satisfy § 401(k) 
and (m). The special rule in § 1.402(a)
l(d)(3)(v) of the Income Tax Regula
tions (providing an income tax deferral 
for certain elective contributions) is ex
tended for the same period. The Trea
sury and the Service do not anticipate 
issuing any further guidance on the 
application of the regulations under 
§ 401(k) and (m) to governmental plans 
prior to the effective date. 

B. Plans Maintained by Tax
Exempt Organizations 

Under the extension provided by this 
notice, in the case of plans maintained 
by tax-exempt organizations (other than 
nonelecting church plans), the regula
tions under §§ 401(a)(4), 401(a)(5), 
401(1), 410(b), 414(r), and 414(s) apply 
only to plan years beginning on or after 
October I, 1997. For plan years begin-

ning before this extended effective date, 
such plans must be operated in accor
dance with a reasonable, good faith 
interpretation of these sections. The 
Treasury and the Service do not antici
pate issuing any further guidance on the 
application of the regulations under 
these sections to plans maintained by 
tax-exempt organizations prior to the 
effective date. 

C. Nonelecting Church Plans 

As noted above, under Announcement 
95-48, in the case of nonelecting church 
plans, the regulations under §§ 401(a)
(4), 401(a)(5), 401(1), and 414(s) do not 
apply until the 1999 plan year. 

IV. EXTENSION OF REMEDIAL 
AMENDMENT PERIOD AND 
ADMINISTRATIVE RELIEF 

A. Remedial Amendment Period 

Notice 92-36 and Announcement 
95-48 set forth the remedial amendment 
period described in § 40 1 (b) applicable 
to governmental plans and plans main
tained by tax-exempt organizations. The 
remedial amendment period is the pe
riod during which a plan may be 
amended retroactively to comply with 
certain plan qualification requirements. 
Notice 92-36 makes additional adminis
trative relief available during the reme
dial amendment period. For example, 
the transition relief under Alternative II 
D of Notice 88-131, 1988-2 C.B. 546, 
applies. This permits, during the reme
dial amendment period, the continued 
accrual of certain benefits under a plan 
that would otherwise fail to comply with 
§ 401(a)(4) until the plan is amended to 
comply with that section. In addition, 
for purposes of testing benefits, rights 
and features for the first plan year in 
which the regulations under § 401(a)(4) 
are effective, Notice 92-36 provides that 
any amendment made during the plan 
year regarding eligibility for a benefit, 
right or feature may be treated as if it 
had been in effect for the entire plan 
year. 

B. Governmental Plans and 
Nonelecting Church Plans 

As noted above, under Announcement 
95-48, administrative relief under No
tice 92-36, including the remedial 
amendment period, extends to the last 
day of the first plan year beginning on 
or after the later of January 1, 1999, or 
the 1999 legislative date in the case of 
governmental plans, and to the last day 
of the first plan year beginning on or 



after January 1, 1999, in the case of 
nonelecting church plans. 

C. Plans Maintained by Tax
Exempt Organizations 

Under this notice, the remedial 
amendment period for plans maintained 
by tax-exempt organizations (other than 
nonelecting church plans) is extended to 
the last day of the first plan year 
beginning on or after October 1, 1997. 
The additional administrative relief pro
vided under Notice 92-36 also applies 
through this extended remedial amend
ment period. Thus, in the case of a plan 
with a plan year of October 1 through 
September 30, any amendments required 
to comply with the regulations under 
§§ 401(a)(4), 401(a)(5), 401(1), 41O(b), 
414(r), and 414(s) for the plan year 
beginning October 1, 1997, must be 
made by September 30, 1998. In the 
case of a plan using a calendar plan 
year, these regulations are first effective 
for the 1998 plan year, and any amend
ments required to comply with these 
regulations for that year must be made 
by December 31, 1998. 

V. SPECIAL RULES FOR § 401(k) 
AND (m) PLANS 

A. Governmental Plans 

1. Application of §§ 401(a)(4) and 
410(b) 

As noted above, for governmental 
plans, the regulations under §§ 401 (a)
(4), 401 (a)(26), 41O(b), and 414(s) apply 
to plan years beginning on or after the 
later of January 1, 1999, or the 1999 
legislative date. For plan years begin
ning before the applicable effective date, 
governmental plans are deemed to sat
isfy these provisions. Certain provisions 
of § 401 (k) and (m) and the regulations 
thereunder separately require that a plan, 
or certain aspects of a plan, satisfy 
§ 401(a)(4) or 41O(b). For example, 
§ 401(k)(3)(A)(i) requires that the em
ployees eligible to benefit under a cash 
or deferred arrangement satisfy § 410-
(b)(1). This notice clarifies that, for plan 
years beginning before the later of Janu
ary 1, 1999, or the 1999 legislative date, 
a governmental plan is deemed to sat
isfy § 401(a)(4) and § 41O(b) for all 
purposes, including for purposes of 
§ 401(k) and (m). Thus, for example, a 
governmental plan that is subject to 
§ 401 (k) is deemed to satisfy § 401 (k)
(3)(A)(i) without regard to whether the 
group of eligible employees satisfies 
§ 41O(b)(1), and a governmental plan 
that is subject to § 401(m) is deemed to 

satisfy § 401(a)(4) and § 410(b) for 
purposes of § 1.401(m)-I(a)(2) and 
(e)( 4). 

2. Special Testing Rule 

Under §§ 1.410(b)-7(c)(4)(ii)(C), 
1.401(k)-I(g)(11), and 1.401 (m)-1 (f)
(14), in the case of a plan that covers 
employees of more than one employer, 
the tests under § 401 (k)(3) and 
§ 401(m)(2) must be applied on an 
employer-by-employer basis. As dis
cussed above, comments have noted that 
it may be difficult to identify the appro
priate employer for purposes of testing a 
plan that covers employees of different 
governmental entities. Under this notice, 
for plan years beginning before the later 
of January 1, 1999, or the 1999 legisla
tive date, in applying the tests under 
§ 401(k)(3) and § 401(m)(2) to a gov
ernmental plan the employees covered 
by the plan may be treated as employed 
by a single governmental employer. 
Thus, the tests under § 401(k)(3) and 
§ 401(m)(2) may be applied to a gov
ernmental plan on a plan-wide basis, 
notwithstanding the fact that the plan 
may cover employees of more than one 
governmental employer. 

B. Plans Maintained by Controlled 
Groups Consisting of Tax
Exempt and Taxable Entities 

Some employers consist of tax
exempt entities and taxable entities that 
must be aggregated under § 414(b) or 
(c) in determining whether a plan is 
qualified. Under § 401(k)(4)(B), prior to 
its amendment by § 1426 of the Small 
Business Job Protection Act of 1996 
("SBJPA"), tax-exempt organizations 
were precluded from establishing plans 
that included qualified cash or deferred 
arrangements under § 401 (k). Thus, an 
employer that included both taxable and 
tax-exempt entities was only permitted 
to maintain a plan that included a 
qualified cash or deferred arrangement 
under § 401 (k) for the taxable entities. 
However, the SBJPA amended § 401(k)
(4)(B) to repeal this prohibition and 
permit tax-exempt entities to establish 
such plans for plan years beginning after 
1996. 

Special rules are provided in 
§§ 1.401 (a)(26)-1 (b)( 4) and 1.41O(b)-
6(g) for a qualified cash or deferred 
arrangement under § 401 (k) for the em
ployees of a taxable entity that must be 
aggregated with a tax-exempt entity. 
Under these special rules, if certain 
requirements are met, the employees of 
the tax-exempt entity that are precluded 

from being covered in the qualified cash 
or deferred arrangement may be disre
garded when determining whether the 
arrangement maintained by the taxable 
entity satisfies § 401 (a)(26) or 
§ 41O(b). The special rules apply only 
to employees whose employer is pre
cluded under § 401(k)(4)(B) from main
taining a qualified cash or deferred 
arrangement. 

Beginning in 1997, these special rules 
would no longer apply because employ
ees of a tax-exempt entity are permitted 
to be covered by a qualified cash or 
deferred arrangement. The Treasury and 
the Service recognize that this change 
presents practical issues for employers 
consisting of both tax-exempt and tax
able entities as they consider possible 
redesign of their retirement programs in 
light of § 1426 of the SBJPA. Conse
quently, this notice extends the relief 
provided under § 1.41O(b)-6(g) for 
these employers through the 1997 plan 
year. Through the 1997 plan year only, 
these employers may continue to disre
gard employees of tax-exempt entities 
when testing a qualified cash or deferred 
arrangement maintained by a taxable 
entity in accordance with § lAlO(b)-
6(g). 

Section 1432 of the SBJPA provides 
that, beginning in the 1997 plan year, 
§ 401(a)(26) applies only to defined 
benefit plans. Accordingly, it is not 
necessary to extend the relief provided 
by § 1.401(a)(26)-I(b)(4) with respect 
to § 401 (a)(26). 

VI. 403(b) PLANS 

Notice 89-23, 1989-1 C.B. 654, dis
cusses the nondiscrimination require
ments under § 403(b)(12)(A) for annu
ity contracts, custodial accounts, or 
retirement income accounts purchased 
under plans eligible for favorable tax 
treatment under § 403(b) ("403(b) 
plans "). Section 403(b )(12)(A)(i) pro
vides that, with respect to nonelective 
contributions, a 403(b) plan must meet 
the requirements of §§ 401 (a)(4), (5), 
(17) and (26), 401(m), and 41O(b). No
tice 89-23 provides that § 403(b )(12) is 
satisfied if an employer operates its 
403(b) plan in accordance with a rea
sonable, good faith interpretation of 
§ 403(b)( 12). As provided in Announce
ment 95-48, until further guidance is 
issued, employers maintaining 403(b) 
plans may continue to rely on Notice 
89-23. However, employers maintaining 
403(b) plans may not continue to rely 
on a reasonable, good faith interpreta-
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tion of § 401(a)(17), but must comply 
with the regulations under § 401(a)(17) 
as of the applicable effective dates set 
forth in § 1.401 (a)(17)-1 (d). Of course, 
for the period for which a qualified plan 
is deemed to satisfy any particular statu
tory nondiscrimination requirement, the 
nonelective contributions under a gov
ernmental 403(b) plan also are deemed 
to satisfy that requirement. 

VII. APPLICATION OF § 414(b) 
AND (c) 

Until further guidance is issued, gov
ernments and tax-exempt organizations 
(including churches) may apply a rea
sonable, good faith interpretation of ex
isting law in determining which entities 
must be aggregated under § 414(b) and 
(c). Any further guidance will be applied 
on a prospective basis only and will not 
be effective before plan years beginning 
in 2001. 

The Treasury and the Service invite 
specific suggestions for an aggregation 
standard or standards appropriate for 
tax-exempt organizations under § 414-
(b), (c) and (0). In particular, comments 
are requested on the appropriateness of 
the standard described in Section 
V.B.2.a of Notice 89-23, under which 
two entities are in the same controlled 
group if at least 80% of the directors, 
trustees or other individual members of 
one entity's governing body are either 
representatives of or directly or indi
rectly control, or are controlled by, the 
other entity. However, because questions 
have arisen as to whether this standard 
would be appropriate and sufficient in 
all circumstances, the Treasury and the 
Service intend to consider alternative 
and additional standards as well. 

VIII. COMMENTS 

Comments or suggestions in response 
to this notice should be submitted by 
April 30, 1997, and should be addressed 
to: CC:DOM:CORP:T:R (Notice 96-64), 
Room 5226, Internal Revenue Service, 
POB 7604, Ben Franklin Station, Wash
ington, D.C. 20044. Alternatively, tax
payers may hand-deliver comments be
tween the hours of 8 a.m. and 5 p.m. to: 
CC:DOM:CORP:T:R (Notice 96-64), 
Courier's desk, Internal Revenue Ser
vice, IIII Constitution Ave., NW, Wash
ington, DC, or may submit comments 
electronically via the IRS internet site at 
http://www. irs. ustreas. gov Iprodltax_re gsl 
comments.html. 
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IX. EFFECT ON OTHER 
DOCUMENTS 

Notice 89-23 and Notice 92-36 are 
modified. 

Treatment of a Trust as Domestic 
or Foreign-Changes Made by the 
Small Business Job Protection Act 

Notice 96-65 

This notice provides guidance with 
respect to certain provisions of the 
Small Business Job Protection Act of 
1996 (the "Act"), Public Law 104-188, 
110 Stat. 1755 (August 20, 1996), deal
ing with the status of a trust as domestic 
or foreign under sections 7701 (a)(30) 
and 7701(a)(31) of the Internal Revenue 
Code (the "Code"). The first section of 
this notice grants trusts that meet the 
conditions specified in this notice addi
tional time to comply with the new 
domestic trust criteria contained in the 
Act and allows such trusts to continue 
to file as a domestic trusts during this 
period. The second section of this notice 
addresses the time and manner for mak
ing the election provided by the Act to 
apply the new trust criteria retroactively. 
The third section of this notice provides 
guidance regarding the application of 
sections 1491 through 1494 of the Code 
if the status of a trust changes from 
domestic to foreign. 

BACKGROUND 

Prior to the Act, the status of a trust 
as domestic or foreign turned upon the 
subjective determination of whether the 
trust was more comparable to a resident 
or 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), affd, 132 F.2d 
914 (4th Cir. 1943). Section 1907(a) of 
the Act amended sections 7701(a)(30) 
and (31) of the Code to provide more 
objective criteria for determining the 
status of a trust. New section 
7701(a)(30) provides that a trust will be 
treated as a domestic trust if a court 
within the United States is able to 
exercise primary supervision over the 
administration of the trust and one or 
more U.S. fiduciaries have the authority 
to control all substantial decisions of the 
trust. New section 7701 (a)(31) provides 
that a foreign trust is any trust that is 
not a domestic trust. 

Section 1491 imposes a 35 percent 
excise tax on a transfer of property by a 
U.S. person, including a domestic trust, 

to a foreign trust. In general, the excise 
tax is imposed on the excess of the fair 
market value of the property transferred 
over the adjusted basis of such property 
plus any gain recognized on the transfer 
by the U.S. person. 

If a domestic trust becomes a foreign 
trust, such trust shall be treated for 
purposes of section 1491 as having 
transferred, upon becoming a foreign 
trust, all of its assets to a foreign trust. 
Act section 1907(b), amending section 
1491. However, to the extent that a 
grantor or another person is treated as 
the owner of all or a portion of the trust 
under sections 673 through 679 when 
such trust becomes a foreign trust, the 
portion of the trust owned by such 
person is not taken into account in 
determining the assets treated as trans
ferred to the foreign trust for purposes 
of section 1491. See, e.g., Rev. Rul. 
87-61, 1987-2 C.B. 219. 

New sections 7701 (a)(30) and (31) 
apply in determining the status of a trust 
for taxable years beginning after De
cember 31, 1996. A trustee of a trust 
may, however, elect to have the new 
criteria apply to the first taxable year of 
the trust ending after August 20, 1996 
(the date of enactment of the Act). Act 
section 1907(a)(3). 

ADDITIONAL TIME TO COMPLY 
WITH NEW DOMESTIC TRUST 
CRITERIA 

In the first taxable year that new 
section 7701(a)(30) applies, it is pos
sible for a trust treated as a domestic 
trust under prior law to become a for
eign trust solely by operation of the new 
law, notwithstanding that the trust may 
prefer to remain a domestic trust for 
U.S. tax purposes. In that event, the 
domestic trust may be subject to the 35 
percent excise tax on any built-in gain 
in its assets as of the date of its change 
in status. 

Certain existing domestic trusts that 
desire to remain domestic trusts may 
have difficulty meeting the new domes
tic trust criteria in section 7701 (a)(30) 
prior to the first taxable year beginning 
after December 31, 1996. Treasury and 
the Service believe that these trusts 
should have a reasonable amount of 
time to comply with the new domestic 
trust criteria. Accordingly, a domestic 
trust in existence on August 20, 1996 
("existing trust"), may continue to file 
tax returns as a domestic trust for 
taxable years of the trust beginning after 
December 31, 1996, if the trust satisfies 



the conditions of this notice. This relief 
is not available to a trust if an election 
has been made pursuant to section 
1907(a)(3)(B) of the Act to apply the 
new trust criteria to the first taxable 
year of the trust ending after August 20, 
1996. 

An existing domestic trust must sat
isfy the following conditions to qualify 
for the relief provided by this section of 
the notice: (1) the trustee must initiate 
modification of the trust to conform 
with the domestic trust criteria by the 
due date (including extensions) for filing 
the trust's income tax return for its first 
taxable year beginning after December 
31, 1996; (2) the trustee must complete 
the modification within two years of 
that date ("two-year period"); and (3) 
the trustee must attach a statement to 
the trust's income tax return as de
scribed below. If an existing domestic 
trust meets these conditions, it may 
continue to file as a domestic trust for 
taxable years of the trust beginning after 
December 31, 1996. For purposes of 
this notice, "modification" includes any 
action taken Uudicial or nonjudicial) to 
reform, amend, modify, or alter the trust 
that is effective under local law. 

The statement referred to above must 
be entitled "Election to Rely on Notice 
96-65 to File as a Domestic Trust," and 
must be attached to the trust's income 
tax return for each taxable year that this 
notice is relied on to file as a domestic 
trust. The statement must be signed 
under penalties of perjury by the trustee 
and contain the following information: 

(l) A statement that the trust is rely
ing on this notice to file as a domestic 
trust for the taxable year; 

(2) A statement that the trustee filed 
original income tax returns treating the 
trust as a domestic trust for each taxable 
year of the trust beginning after 1994, 
and will continue to file as a domestic 
trust while actions are being taken to 
meet the domestic trust criteria; 

(3) The date on which actions to 
modify the trust to meet the domestic 
trust criteria were initiated and a brief 
description of both completed and forth
coming actions necessary to meet the 
domestic trust criteria; 

(4) The name, taxpayer identification 
number, and address of any U.S. person 
who, but for the relief provided in this 
notice, would be treated as the owner of 
all or a portion of the trust under section 
679 for any taxable year of the trust 
beginning after December 31, 1996; and 

(5) A statement that, if the trust does 
not meet the domestic trust criteria in 

section 7701(a)(30) by the end of the 
two-year period, the trustee will file all 
of the trust's applicable returns (whether 
original or amended) for taxable years 
of the trust beginning after December 
31, 1996, treating the trust as a foreign 
trust. 

If the trust satisfies the trust criteria 
in section 7701(a)(30) by the end of the 
two-year period, the trust will be treated 
as a domestic trust during this period for 
all purposes of the Code. In the case of 
an existing domestic trust that fails to 
meet the conditions set forth in this 
notice to continue to file as a domestic 
trust, such trust will be treated as a 
foreign trust for all taxable years of the 
trust beginning after December 31, 
1996, for all purposes of the Code. In 
that event, any U.S. person who is 
treated as owning all or a portion of the 
trust for any taxable year of the trust 
beginning after December 31, 1996, and 
any beneficiary whose tax liability was 
affected by the change in the trust's 
status must file amended returns in 
order to correctly report their income 
tax liability for any taxable year that the 
trust relied on this notice to file as a 
domestic trust. 

If reasonable actions have been taken 
to meet the domestic trust criteria, but 
due to circumstances beyond the trust
ee's control the trust is unable to meet 
such criteria by the date set forth in this 
notice, the trustee may provide a written 
statement to the District Director having 
jurisdiction over the trust's return setting 
forth the reasons for failing to meet the 
domestic trust criteria in a timely man
ner. If the District Director determines 
that the failure was due to reasonable 
cause, the District Director may grant 
the trust an extension of time to meet 
such criteria. Whether an extension of 
time is granted shall be in the sole 
discretion of the District Director and, if 
granted, may contain such terms with 
respect to assessment as may be neces
sary to ensure that the correct amount of 
tax will be collected from the trust, its 
owners, and its beneficiaries. If the trust 
does not obtain an extension from the 
District Director before the end of the 
two-year period, then the trustee must 
treat the trust as a foreign trust for all 
taxable years of the trust beginning after 
December 31, 1996. 

The following example illustrates the 
relief provided by this section of the 
notice. Assume a U.S. court has primary 
supervision over an existing domestic 
trust with a single foreign trustee. The 
trust, a calendar year taxpayer, is not 

treated as owned by the grantor or 
another person under sections 673 
through 679. On April 1, 1998, the 
foreign trustee tenders his letter of resig
nation to take effect upon appointment 
of a new U.S. trustee. The trustee 
attaches the statement described in this 
notice to the trust's 1997 tax return. A 
new U.S. trustee is appointed on July 
30, 1998, and the trustee attaches the 
required statement to the trust's 1998 
tax return. 

The trust may continue to file as a 
domestic trust for the 1997 and 1998 
taxable years because (1) the trustee 
initiated modification of the trust by the 
due date for filing the trust's income tax 
return for its first taxable year beginning 
after December 31, 1996; (2) the modi
fication was completed within two years 
of the due date for filing the trust's 
1997 return; and (3) the trustee attached 
the required statement to the trust's 
1997 and 1998 income tax returns. 

If, however, a new U.S. trustee had 
not been appointed by the end of the 
two-year period, and an extension of 
time had not been granted by the Dis
trict Director, the trust would have been 
treated as a foreign trust for all taxable 
years beginning after December 31, 
1996. For purposes of section 1491 such 
trust would have been treated as having 
transferred all of its assets to a foreign 
trust upon becoming a foreign trust on 
January 1, 1997. 

ELECTION TO APPLY NEW 
TRUST CRITERIA 
RETROACTIVELY 

New sections 7701 (a)(30) and (31) 
apply to determine whether a trust is 
domestic or foreign for taxable years 
beginning after December 31, 1996. 
However, under section 1907(a)(3)(B) of 
the Act, a trustee of a trust may elect to 
apply the new trust criteria to the first 
taxable year of the trust ending after 
August 20, 1996 ("the election year"). 
This section of the notice announces the 
time and manner for making the elec
tion. 

If an election is made to apply new 
sections 7701 (a)(30) and (31) to the 
trust's first taxable year ending after 
August 20, 1996, the new trust criteria 
must be applied for the entire election 
year. Thus, for example, if a domestic 
trust with the calendar year as its tax
able year has a single foreign trustee, 
and that trustee elects to apply new 
sections 7701 (a)( 30) and (31) to the 
trust's 1996 taxable year, then the trust 
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will be treated as a foreign trust begin
ning on January 1, 1996. 

To make the election, the trustee must 
attach a statement entitled "Election 
Under Section 1907(a)(3)(B) of the 
Small Business Job Protection Act of 
1996 to Apply New Trust Criteria Retro
actively," to the trust's income tax re
turn for its first taxable year ending 
after August 20, 1996. The statement 
must be signed under penalties of per
jury by the trustee and contain the 
following information: 

(1) A statement that the trust is rely
ing on this notice to apply the new trust 
criteria for its first taxable year ending 
after August 20, 1996; 

(2) A declaration stating whether the 
trustee has filed an original U.S. income 
tax return treating the trust as a domes
tic trust for any of the three immediately 
preceding taxable years; and 

(3) A declaration stating whether, 
during the election year, there has been 
a change in trust status. 

If a trust changes status from domes
tic to foreign as a result of this election, 
the trustee must, as a condition of 
making the election, attach a statement 
agreeing to treat the change in trust 
status as a transfer of the trust's assets 
to a foreign trust for purposes of section 
1491, except to the extent the grantor or 
another person is treated as the owner of 
the trust under sections 673 through 679 
when such trust becomes a foreign trust. 

APPLICATION OF SECTIONS 1491 
THROUGH 1494 

If the status of a trust changes from 
domestic to foreign as a result of the 
new law, whether or not by reason of an 
election to apply the new trust criteria 
retroactively, for purposes of section 
1491 the trust will be treated as having 
made a transfer of all of its assets to a 
foreign trust upon becoming a foreign 
trust, except to the extent a grantor or 
another person is treated as the owner of 
the trust under sections 673 through 679 
when such trust becomes a foreign trust. 
Act section 1907(b); See also H.R. 
Conf. Rep. No. 737, 104th Cong., 2d 
Sess. 338 (1996). In the case of an 
existing domestic trust that fails to meet 
the conditions set forth earlier in this 
notice to continue to file as a domestic 
trust, then to the extent there is a 
transfer of assets to the foreign trust for 
purposes of section 1491, such transfer 
will occur upon the trust becoming a 
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foreign trust at the beginning of the first 
taxable year beginning after December 
31, 1996. 

Under section 1494(a), the excise tax 
imposed by section 1491 is due and 
payable at the time of the transfer. 
Treasury and the Service expect to issue 
regulations under section 1494 that will 
provide that any excise tax due on a 
transfer of assets to a foreign trust as a 
result of a change in trust status may be 
paid by attaching Form 926, and any 
applicable excise tax, to the trust's in
come tax return for the taxable year in 
which the transfer occurs. If the excise 
tax is not paid until the trust's income 
tax return for the year is filed, interest 
must be paid on the amount of excise 
tax due at the rates determined under 
section 6621, with respect to the period 
between the date on which the transfer 
occurred and the date on which the 
excise tax is actually paid. Until regula
tions are issued, the guidance provided 
by this section of the notice may be 
relied on by taxpayers. For penalties 
applicable for failure to report a transfer 
of property described in section 1491, 
see Act section 1902, adding section 
1494(c) and Notice 96--60, 1996--49 
I.R.B.7. 

In the case of an existing domestic 
trust that has relied in good faith on the 
first section of this notice to continue to 
file as a domestic trust, but fails to meet 
the criteria in section 7701(a)(30) by the 
end of the two-year period, the trustee 
must make a return on Form 926 no 
later than thirty day after the end of the 
two-year period to report a section 1491 
transfer that occurs on the change in the 
trust's status, and to pay any excise tax 
and interest due. Form 926 may be 
attached to an amended return filed by 
the trustee for the first taxable year of 
the trust ending after December 31, 
1996. If Form 926 is filed no later than 
thirty days after the end of the two-year 
period, no penalties will be imposed 
under section 1494( c). 

Under section 1492, the excise tax 
imposed by section 1491 shall not apply 
to: transfers to certain exempt organiza
tions (section 1492(1»; transfers de
scribed in section 367 (section 
1 492(2)(A»; transfers with respect to 
which an election has been made to 
apply principles similar to the principles 
of section 367 (section 1492(2)(B»; or 
transfers with respect to which an elec
tion has been made under section 1 057 
(section 1492(3». A transfer to a foreign 
trust that occurs as a result of a change 
in trust status from domestic to foreign 

may be nontaxable under sections 
1492(1) and (3). Such a transfer cannot 
be nontaxable under section 1492(2)(A) 
because the transfers described in sec
tion 367 are limited to transfers to 
foreign corporations. 

Treasury and the Service are studying 
whether it is appropriate to allow a 
domestic trust that becomes a foreign 
trust to elect to apply principles similar 
to the principles of section 367 under 
section 1492(2)(B) and, if so, how such 
principles should be applied. Until fur
ther guidance is provided, a domestic 
trust that becomes a foreign trust may 
not avoid the section 1491 excise tax by 
electing principles similar to the prin
ciples of section 367, unless the trust 
obtains a private letter ruling with re
spect to the application of the principles 
of section 367 to its particular facts. 

PAPERWORK REDUCTION ACT 

The collections of information con
tained in this notice have been reviewed 
and approved by the Office of Manage
ment and Budget for review in accor
dance with the Paperwork Reduction 
Act (44 U.S.c. 3507) under control 
number 1545-1506. 

An agency may not conduct or spon
sor, and a person is not required to 
respond to, a collection of information 
unless the collection of information dis
plays a valid control number. 

The collections of information in this 
notice are in the sections headed Addi
tional Time to Comply with New Domes
tic Trust Criteria and Election to Apply 
New Trust Criteria Retroactively. This 
information is required by the IRS to 
assure compliance with the new provi
sions of the Small Business Job Protec
tion Act of 1996. The likely respondents 
are individuals, business or other for
profit institutions, and not-for-profit in
stitutions. 

The estimated total annual reporting 
burden is 550 hours. 

The estimated average annual burden 
per respondent is 27 minutes. The esti
mated number of respondents is 1,200. 

The estimated annual frequency of 
responses is annually. 

Books or records relating to a collec
tion of information must be retained as 
long as their contents may become ma
terial in the administration of any inter
nal revenue law. Generally, tax returns 
and tax return information are confiden
tial, as required by 26 U.S.c. 6103. 



Weighted Average Interest Rate 
Update 

Notice 96-66 

Notice 88-73 provides guidelines for 
determining the weighted average inter
est rate and the resulting permissible 

range of interest rates used to calculate 
current liability for the purpose of the 
full funding limitation of § 412( c )(7) of 
the Internal Revenue Code as amended 
by the Omnibus Budget Reconciliation 
Act of 1987 and as further amended by 
the Uruguay Round Agreements Act, 

Month 

December 

Year 

1996 

Weighted Average 

6.89 

90% to 108% Permissible Range 

6.20 to 7.44 

Application of Section 401(a)(9) to 
Employees who Attain Age 70% in 
1996. 

Notice 96-67 

PURPOSE 

This Notice addresses certain issues 
related to amendments, made by section 
1404 of the Small Business Job Protec
tion Act of 1996, Pub. L. 104--188 
(SBJPA), to the minimum distribution 
requirements of section 401(a)(9) of the 
Internal Revenue Code. Specifically, the 
notice provides guidance on the applica
tion of section 401(a)(9), as amended by 
the SBJPA, to employees (other than 
5-percent owners) who attain age 70Y2 
in 1996 but who have not retired by the 
end of 1996. 

BACKGROUND 

Section 401 (a)(9) provides that, in 
order for a plan to be qualified under 
section 401 (a), distributions from the 
plan must commence no later than the 
"required beginning date". Similar rules 
apply to an individual retirement ac
count or annuity (IRA) and a section 
403(b) contract (i.e., an annuity contract 
described in section 403(b), a custodial 
account described in section 403(b )(7) 
or a retirement income account de
scribed in section 403(b)(9». 

Prior to the amendments made by the 
SBJPA, section 401(a)(9)(C) generally 
defined required beginning date as April 
I of the calendar year following the 
calendar year in which an employee 
attained age 70 112. This meant that an 
employee who attained age 701/2 was 
required to commence distributions from 
the plan, even if the employee had not 
retired from employment with the em
ployer maintaining the plan. 

Section 1404 of the SBJPA amended 
the definition of required beginning date 
that applies to an employee who is not a 
5-percent owner. The amendment pro
vides that, in the case of such an 
employee, the required beginning date is 

April 1 of the calendar year following 
the later of the calendar year in which 
the employee attains age 70Y2 or the 
calendar year in which the employee 
retires. In the case of an employee who 
is a 5-percent owner, the required begin
ning date remains April 1 of the calen
dar year following the calendar year in 
which the 5-percent owner attains age 
70Y2. The amendments made by section 
1404 of the SBJPA apply to years 
beginning after December 31, 1996. 

The amendments do not apply to the 
required beginning date for distributions 
from an IRA, including an IRA estab
lished in conjunction with a Simplified 
Employee Pension (SEP) or a SIMPLE 
Plan. In addition, the amendments do 
not affect the determination of the re
quired beginning date for church plans 
and government plans, since, under the 
pre-SBJPA version of section 401 (a)(9), 
the required beginning date for these 
plans already was April I of the calen
dar year following the later of the 
calendar year in which the employee 
attains age 70Y2 or the calendar year in 
which the employee retires. 

Taxpayers have requested guidance on 
the application of the amendments to 
section 401(a)(9)(C) made by the SBJPA 
to employees who attain age 70Y2 in 
1996, but have not retired by the end of 
1996. This Notice is issued in response 
to those requests. 

QUESTIONS AND ANSWERS 

Q-I: What is the effective date of the 
amendments to section 401 (a)(9) made 
by section 1404 of the SBJPA 7 

A-I: Section 40 I (a)(9), as amended 
by section 1404 of the SBJPA, applies 
in determining the amount of any mini
mum distribution required to be made 
during any calendar year beginning on 
or after January I, 1997 (that was not 
required to be made during an earlier 
calendar year). 

Q-2: Is a minimum distribution re
quired to be made by April I, 1997 for 
an employee (other than a 5-percent 

Pub. L. 103-465 (GATT). 

The average yield on the 30-year 
Treasury Constant Maturities for No
vember 1996 is 6.48 percent. 

The following rates were determined 
for the plan years beginning in the 
month shown below. 

90% to 110% Permissible Range 

6.20 to 7.58 

owner) who attains age 70Y2 in 1996, 
but has not retired from employment 
with the employer maintaining the plan 
by the end of 19967 

A-2: No. Such an employee's re
quired beginning date is determined un
der section 401 (a)(9), as amended by the 
SBJPA. Thus, the employee's required 
beginning date is not April I, 1997. 
Instead, the employee's required begin
ning date is April I of the calendar year 
following the year in which the em
ployee retires from employment with the 
employer maintaining the plan. 

Q-3: If a plan distribution is made in 
1996 to an employee (other than a 
5-percent owner) who attains age 70Y2 
in that year, but has not retired by the 
end of 1996 from employment with the 
employer maintaining the plan, is any 
portion of the distribution a required 
distribution for purposes of section 
402(c)( 4)(B)7 

A-3: Yes. Section 402(c)(4)(B) pro
vides that a distribution is not an eli
gible rollover distribution to the extent 
that it is required under section 
401 (a)(9). If a distribution is made dur
ing 1996 (i.e., prior to the January I, 
1997 effective date of the SBJPA 
amendments to section 401(a)(9», then, 
whether that distribution is a required 
distribution under section 40 I (a)(9) is 
determined by applying section 
401 (a)(9) as in effect prior to amend
ment by the SBJPA. 

Under Q&A-7 of § 1.402(c)-2 of the 
Income Tax Regulations, a distribution 
in the year an employee attains age 70Y2 
is treated as a required distribution un
der section 401(a)(9) to the extent that 
the total required minimum distribution 
under section 401 (a)(9) for that year has 
not been satisfied. Therefore, although 
under Q&A-2 of this Notice, no distri
bution is required to be made by April 
I, 1997 with respect to an employee 
(other than a 5-percent owner) who 
attains age 70 1/, during 1996, but has 
not retired by the end of that year. if a 
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distribution actually is made to such an 
employee in 1996, the distribution is 
treated as a required distribution to the 
extent that the total required minimum 
distribution under section 401 (a)(9), as 
in effect prior to amendment by the 
SBJPA, has not been satisfied. Thus, to 
that extent, the distribution is not an 
eligible rollover distribution and is not 
subject to mandatory 20% withholding 
under section 3405(c). However, a dis
tribution to such an employee in 1997 
(i.e., after the effective date of the 
SBJPA amendments) is not a required 
distribution under section 401 (a)(9). 

Q-4: How does the guidance pro
vided in Q&A-2 and Q&A-3 of this 
Notice apply to the determination of the 
required minimum distribution from a 
section 403(b) contract? 

A-4: In applying section 401(a)(9) to 
a section 403(b) contract to which con
tributions are made by an employer, an 
employee's required beginning date is 
determined under section 401 (a)(9) in 
the same manner as it would be deter
mined for a qualified plan maintained 
by that employer. Accordingly, the re
quired beginning date with respect to a 
section 403(b) contract of an employee 
who attains age 70Yz in 1996 and who 
has not retired from employment by the 
end of 1996 is determined under 
Q&A-2 of this Notice. Similarly, 
whether a distribution in 1996 from a 
section 403(b) contract is a required 
minimum distribution (and thus not an 
eligible rollover distribution) is deter
mined in accordance with the guidance 
in Q&A-3 of this notice. 

REQUEST FOR COMMENTS 
CONCERNING RELAXATION OF 
SECTION 411(d)(6) 

Except to the extent provided by 
regulations, section 411 (d)(6)(B) pre
cludes a plan amendment that eliminates 
an optional form of benefit as it applies 
to benefits accrued as of the later of the 
adoption date or the effective date of the 
amendment. The right to commence 
benefit distributions in any form at a 
particular time is an optional form of 
benefit within the meaning of section 
411(d)(6)(B) and Q&A-l(b) of 
§ l.411 (d)-4 of the Income Tax Regula
tions. When it enacted section 1404 of 
the SBJPA, Congress did not alter the 
application of section 411(d)(6). Accord-
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ingly, an amendment that eliminates the 
right to receive a distribution prior to 
retirement (an in-service distribution) af
ter age 70Y2 is precluded by section 
411 (d)(6) if the amendment applies to 
benefits accrued as of the later of the 
adoption date or the effective date of the 
amendment. 

A plan that retains in-service distribu
tions after age 70V2 (either as a manda
tory or an optional form of distribution) 
will satisfy the requirements of section 
401(a)(9) as amended, and will not be 
prohibited by section 411 (d)(6). How
ever, the Service and the Treasury rec
ognize the potential complexity of ad
ministering these distribution options. 
Therefore, the Service and the Treasury 
are considering the extent to which it is 
appropriate to exercise the authority in 
section 411(d)(6)(B) to permit plan 
amendments to eliminate the option to 
receive in-service distributions after age 
70Y2. In making this determination, fac
tors that the Service and the Treasury 
will take into account include the impor
tance to plan participants of protecting 
the option to receive in-service distribu
tions as well as the potential complexity 
to employers, plan administrators and 
participants of retaining the option. 

The Service and the Treasury request 
comments concerning the extent to 
which a relaxation of section 411(d)(6) 
protection is appropriate for amend
ments that eliminate in-service distribu
tions after age 70Yz (e.g., by limiting 
section 411(d)(6) protection to employ
ees above a certain age). Because the 
Service and the Treasury have received 
requests that this guidance be provided 
on an expedited basis, comments are 
requested to be submitted by January 
31, 1997. 

Comments can be addressed to 
CC:DOM:CORP:R (Notice 96-67), 
room 5228, Internal Revenue Service, 
POB 7604, Ben Franklin Station, Wash
ington, DC 20044. In the alternative, 
comments may be hand delivered be
tween the hours of 8 a.m. and 5 p.m. to 
CC:DOM:CORP:R (Notice 96-67), 
Courier's Desk, Internal Revenue Ser
vice, 1111 Constitution Avenue NW., 
Washington, DC. Alternatively, taxpay
ers may transmit comments electroni
cally via the IRS Internet site at http:// 
www.irs.ustreas.gov/prod/tax_regs/ 
comments.html 

26 CFR 1.127-2: Educational Assistance Pro
grams. 

Definitions Relating to Application 
of Exclusion Under Section 127 of 
the Internal Revenue Code 

Notice 96-68 

This notice provides guidance regard
ing certain definitions affecting the 
proper tax treatment of educational as
sistance received by employees under 
§ 127 of the Internal Revenue Code as 
amended by the Small Business Job 
Protection Act of 1996, Pub. L. 104-188 
(the" Act"). 

Section 1202 of the Act restores the 
exclusion from gross income for up to 
$5,250 of educational assistance pro
vided under an educational assistance 
program described in § 127, effective 
for an employee's first taxable year 
beginning after December 31, 1994. The 
Act amends the definition of "educa
tional assistance" to provide that, for 
graduate level courses, the exclusion 
does not apply to expenses relating to 
courses "beginning after June 30, 
1996." For this purpose, a "graduate 
level course" will be treated as meaning 
any course taken by an employee who 
has a bachelor's degree or is receiving 
credit toward a more advanced degree, 
if the particular course can be taken for 
credit by any individual in a program 
leading to a law, business, medical, or 
other advanced academic or professional 
degree. Section 127(c)(l). This is the 
same definition set forth in Notice 89-
33, 1989-1 C.B. 674, with respect to 
amendments made by the Technical and 
Miscellaneous Revenue Act of 1988, 
Pub. L. 100-647, relating to graduate level 
courses. 

The amendment of the term "educa
tional assistance" to exclude graduate 
level courses applies to courses begin
ning after June 30, 1996. Similarly, the 
§ 127 exclusion only applies with re
spect to "courses beginning" before a 
specified date in 1997. For purposes of 
both of these provisions, a course ordi
narily will be considered to begin on the 
first regular day of class for the course. 
The first regular day of class for any 
course that is offered during a regular 
academic term at an educational institu
tion will be considered to be the first 
day on which regular classes generally 
begin for courses offered during that 
term. A regular academic term during 
which a course is offered might be, for 
example, a semester or, if the semester 
consists of more than one session, the 



session during which the course is of
fered. The date on which an individual 
registers for or enrolls in a course does 
not determine when the course begins. 

For example, assume an employee 
registers in January 1996 for a graduate 
level independent study course for the 
upcoming summer term. The course 
consists of working with a professor to 
write a paper. Other courses offered for 
the summer term hold their first regular 

Rev. Proe. 96-36 

class during the first week of June 1996. 
The first day on which regular classes 
are held in the term is Monday, June 3, 
1996, and classes continue until August. 
The employee does not meet with the 
professor until the second week of July 
1996. Under the preceding paragraph, 
the independent study course would be 
treated as beginning on or before June 
30, 1996 for purposes of § 127. This is 
because regular classes for courses of-

fered during the summer term in which 
this course was taken generally began 
on June 3, 1996. 

The amendments to § 127 do not 
affect the tax treatment of educational 
benefits under any other section of the 
Internal Revenue Code including em
ployment related education described in 
Treas. Reg. § 1.162-5. 

Use this revenue procedure to prepare Tax Year /996 information returns for submission to Internal Revenue Service 
(IRS) using any of the following: 

- Magnetic Tape 
- Tape Cartridge 
- 8mm (.315-inch) Tape Cartridge 

*(Pilot for AS400 Operating Systems) 
- 51f.1-inch Diskette 
- 3 ~-inch Disketle 
- Electronic Filing 

- (Bisynchronous) 
- (Asynchronous) 

IRSIMCC has discontinued processing a-inch diskettes for tax year 1996, calendar year 1997. If you currently file 
information returns on a-inch diskette, you need to change to one of the options listed above. 

*For Tax Year 1996, the processing of amm tape cartridge as an acceptable form of magnetic media is offered as a 
pilot program for transmitters using AS400 systems only. 

Please read this publication carefully. Persons or businesses required to file information returns may be subject to 
penalties for failure to file or include correct information if they do not follow the instructions in this revenue procedure. 

Part A. General 

Section I. 
Section 2. 
Section 3. 
Section 4. 
Section 5. 
Section 6. 
Section 7. 
Section 8. 
Section 9. 
Section 10. 
Section 11. 
Section 12. 
Section 13. 
Section 14. 
Section 15. 
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Corrected Returns 
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Effect on Paper Returns 
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Part A. General 

Revenue procedures are generally 
revised annually to reflect legislative 
and form changes. Comments concern
ing this revenue procedure, or sugges
tions for making it more helpful, can 
be addressed to: 

Internal Revenue Service 
Martinsburg Computing Center 
Attn: IRB, Information Support 
Section 
P. O. Box 1359, MS-360 
Martinsburg, WV 2540 I 

Sec. 1. Purpose 

.01 The purpose of this revenue 
procedure is to provide the speci fica
tions for Iiling Forms 1098, 1099 
series, 5498, and W-2G electronically 
or on magnetic media, which includes 
~-inch magnetic tape; IBM 3480, 3490 
or AS400 compatible tape cartridges; 
or 5114- and 31/2-inch diskettes with IRS. 
IRS/MCC has discontinued processing 
8-illcl, diskettes. This revenue proce
dure must be used for the preparation 
of Tax Year 1996 information returns 
and information returns for years prior 
to 1996 that are required to be liIed. 
This revenue procedure must be used to 
prepare current and prior year informa
tion returns Iiled between January I, 
1997, and December 31, 191)7. Specifi
cations for filing the following forms 
are contained in this revenue 
procedure. 

(a) Form 1098, Mortgage Interest 
Statement. 

(b) Form 1099-A, Acquisition or 
Abandonment of Secured 
Property. 

(c) Form 1099-B, Proceeds from 
Broker and Barter Exchange 
Transactions. 

(d) Form 1099-C, Cancellation 
of Debt. 

(e) Form 1099-DlV, Dividends 
and Distributions. 

(0 Form I099-G, Certain Gov
ernment Payments. 

(g) Form 1099-INT, Interest 
Income. 

(h) Form 1099-MISC, Mis
cellaneous Income. 

(i) Form 1099-01D, Original Is
sue Discount. 

(j) Form 1099-PATR, Taxable 
Distributions Received from 
Cooperatives. 

(k) Form 1099-R, Distributions 
from Pensions, Annuities, Re
tirement or Profit-Sharing 
Plans, IRAs, Insurance Con
tracts, etc. 

(I) Form 1099-S, Proceeds from 
Real Estate Transactions. 

(m) Form 5498, Individual Retire-
ment Arrangement 
Information. 

(n) Form W-2G, Certain Gam
bling Winnings. 

.02 Specifications for filing Forms 
W-2 on magnetic media .u·e available 
from the Social Security Administration 
(SSA) only. Filers can call 1-800-
SSA-1213 to obtain the phone number 
of the SSA Magnetic Media Coordina
tor for their area. 

.03 The Internal Revenue Service, 
Martinsburg Computing Center (lRS/ 
MCC) has the responsibility for proc
essing Forms 1098, 1099 series, 5498, 
and W-2G filed magnetically or 
electronically. IRS/MCC does not proc
ess Forms W-2. Paper and/or magnetic 
media for Forms W-2 must be sent to 
SSA. IRS/MCC does, however, process 
waiver requests (Form 85(8) and ex
tension of time requests (Form 88(9) 
for filing Forms W-2. 

.04 In most cases, the box numbers 
on the paper forms correspond with the 
amount codes used to file magnetically/ 
electronically; how#!ver, if discrepan
cies occur, the instructions in this 
revenue procedure govern. 

.05 This revenue procedure also 
provides the requirements and speci fi
cations for magnetic media or 
electronic filing under the Combined 
Federal/State Filing Program. 

.06 The following revenue proce
dures and publications provide more 
detailed filing procedures for certain 
other information returns. 

(a) 199(j "Instructions for rorms 
1099, 1098, 5498, and W-
2G" provides speci fic in
structions on completing and 
submitting information re
turns to IRS. 

(b) Rev. Proc. 84-33, 1984-1 
C.B. 502, regarding the op
tional method for agents to 
report and deposit backup 
withholding. 

(c) Publication 1179. Rules and 
Specifications for Private 
Printing of Substitute rorms 
1096, 1098, 1099 Series, 
5498, and W-2G. 

(d) Publication 1239, Specifica
tions for Filing Form 8027, 
Employer's Annual Informa
tion Return of Tip Income 
and Allocated Tips, on Mag
net ic Tape and 5 '11- or 3'/2-
inch Diskettes. 

(e) Publication 1187, Specifica
tions for Filing Form 1042-S, 
Foreign Person's U.S. Source 
Income Subject to Withhold
ing, Electronically or on 
Magnetic Tape, and 5 1/4- or 
3 'h-inch Magnetic Diskettes. 

(0 Publication 1245, Specifica
tions for Filing Form W-4, 
Employee's Withholding Al
lowance Certificate, on Mag
netic Tape, and 5 1/4- or 3 1/2-

inch Magnetic Diskette. 
.07 This revenue procedure super

sedes Rev. Proc. 95-29 and 95-29A 
published as Publication 1220 (Rev. 6-
95), Specifications for Filing Forms 
1098, 1099, 5498, and W-2G Magnet
ically or Electronically. 

.08 Refer to Part A, Sec. 17, for 
definitions of terms used in this 
publication. 

Sec. 2. Nature of Changes-Current 
Year (Tax Year 1996) 

.01 In this publication, all pertinent 
changes for Tax Year 1996 have been 
emphasized by the use of italics. This 
has been done for the convenience of 
the filers in identifying new informa
tion. Filers are still advised to read the 
publication in its entirety. 

.02 Programming Changes 
a. Payer/Transmi tier "A" Record 

Changes: 
(1) For all forms, Payment Year, 

Field Positions 2-3 must be incre
mented by one (from 95 to (6) unless 
reporting prior year data. 

b. Payer/Transmitter "B" Record 
Changes: 

(1) For all forms, Payment Year, 
Field Positions 2-3 must be incre
mented by one (from 95 to 96) unless 
reporting prior year data. 

(2) Part B, Sec. 8: For Form 
1099-R Distribution Codes, Field Posi
tions 4-5, acceptable combinations of 
numeric distribution codes now include 
codes 8 and 4. 

(3) Part B, Sec. 8: For Form 5498, 
a SEP Indicator has been added in 
Field Position 44. 

.03 Editorial Changes-General 
(a) Eight inch diskette processing 

has been eliminated by IRS/MCC. All 
references to 8-inch diskette processing 
have bcen deleted frolll this 
publication. 

(b) Part A, Sec. 4.04 was included 
to inform payers of electronic filing 
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methods; i.e., Mainframe and Informa
tion Reporting Program Bulletin Board 
System (lRP-BBS) electronic filing, 
and a brief overview of options avail
able on the IRP-BBS. 

(c) Part A, Sec. 5.14: Instructions 
have been added for obtaining an 
automatic waiver for filing Form 5498 
for participants of Operation Joint 
Endeavor (Bosnia Region). 

(d) Part A, Sec. 7.01: A chart has 
been added to clarify the guidelines for 
applications for a transmitter control 
code (TCC). 

(e) Part A, Sec. 12.02 and 12.03: 
Information has been added regarding 
the Media Tracking Slip (Form 9267) 
which accompanies media returned to 
filers due to processing problems. 

(0 Part A, Sec. 17: The Definition 
of Terms section has been expanded. 

(g) Part B. Sec. 3.0 I (a): Tape car
tridge specifications have been ex
panded to include IBM 3490E as 
acceptable media. 

(h) Part F: Information in this part 
has been provided as a quick reference 
point for addresses and telephone num
bers for IRS/MCC. 

(i) Numerous statements have been 
added and bolded throughout the pub
lication instructing filers not to report 
duplicate data which may result in 
erroneous penalty notices bei ng 
generated. 

.04 Editorial Changes-Magnetic 
Media Specifications 

(a) Part B, Sec. 4: 8mm (.315-inch) 
tape cartridge specifications have been 
added. This is a pilot program for 
transmitters with AS400 operating sys
tems only. 

(b) Part B, Sec. 6: Instructions have 
been included for reporting IRA contri
butions for Operation Joint Endeavor 
(Bosnia Region) participants. 

(c) Part B, Sec. 6. PayerlTransmiLter 
"A" Record-General Field Descrip
tions-Field Positions 23-31, Form 
5498: A note was added directing the 
filer to enter "I" in the IRA/SEP 
Indicator Field (position 44 of the 
Payee "B" Record) for a simplified 
employee pension (SEP). 

(d) Part B, Sec. 8: A separate Payee 
"B" Record Layout Position 322-420, 
has been created for Form I 099-R. 

(e) Part B, Sec. 8, Payee "B" Field 
Positions 4-5, Document Specific 
Code/Distribution Code for the Tax 
Year of Refund for I 099-G: A state
ment has been added to instruct filers 
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to report the distribution code that 
reflects the tax year for which the 
REFUND was made, not 1996. Refund 
Years have been added to identify the 
valid corresponding code. 

m Part B. Sec. 8, Payee "B" 
Record General Field Descriptions and 
Record Layout-IRA/SEP Indicator, 
Field Position 44: Text was added to 
the Description and Remarks to enter 
"I" for Form 5498 if reporting a 
contribution to a simplified employee 
pension (SEP). A note was also added 
to reflect the change. 

(g) Part C. Sec. 6: IBM 3780 
Bisynchronous communication has 
been expanded to include the specifica
tions and circuit number of 
304-264-7045 for Hayes OPTIMA 288 
Y.FC Smartmodem for 14400 bps 
transmissions. 

(h) Part C. Sec. 7: A Type of File 
Indicator has been added in Field 
Position 44 for Extension File in the 
Bisynchronous Electronic Filing Record 
Specifications. 

(i) Part E, Sec. 3, RECORD LAY
OUT. Field Positions 6-14: Reference 
to the Foreign Entity Indicator has been 
corrected to read, Field Position 176, 
must be set to "X." 

Sec. 3. Where to File and How to 
Contact the IRS, Martinsburg 
Computing Center (MCC) 

.01 All information returns filed 
magnetically or electronically are proc
essed at IRS/MCC. Files containing 
information returns. requests for IRS 
magnetic media and electronic filing 
information. undue hardship waivers. 
and requests for extensions of time to 
file returns or to furnish the statements 
to recipients are to be sent to the 
following addresses: 

If by Postal Service: 
IRS-Martinsburg Computing Center 
P. O. Box 1359, MS-360 
Martinsburg. WY 25401-1359 

or 
+ 

If by truck or air freight: 
IRS-Martinsburg Computing Center 
Information Reporting Program 
Route 9 and Needy Road, MS-360 
Martinsburg. WY 2540 I 

.02 Send a magnetically filed exten
sion of time request to one of the 
following addresses: 

If by Postal Service: ~ 
IRS-Martinsburg Computing 
Center 
A Un: Extension of Time 
Coordinator 
P. O. Box 879, MS-360 
KearneYSVille, WY 25430 

If by truck or air freight: + 
IRS-Martinsburg Computing 
Center 
AUn: Extension of Time 
Coordinator 
Route 9 and Needy Road, MS-360 
Martinsburg, WY 2540 I 

.03 Inquiries may be made between 
8:30 a.m. and 4:30 p.m. Eastern time. 
The telephone numbers for magnetic 
media inquiries or electronic submis
sions are: 

~ 

304-263-8700-Call Site-PART A, 
Sec 3.19 

304-264-7070-IRP-BBS (Informa
tion Reporting Program Bulletin 
Board System)-PART D 

304-264-7080-4.8 Modems
PART C 

304-264-7040-9.6 Modems
PART C 

304-264-7045-14.4 Modems
PART C 

304-267-3367-TDD (Telecom
munication Device for the DeaO 

304-264-5602-FAX MACHINE 
(These are not toll-free telephone 

numbers.) 
TO OBTAIN FORMS, CALL: 
1-800-TAX-FORM (1-800-

829-3676) 
.04 The 1996 "Instructions for 

Forms 1099, 1098, 5498, and W-2G" 
have been included in the Publication 
1220 for transmitter convenience. The 
Form 1096 is used only to transmit 
Copy A of paper Forms 1099, 1098, 
5498, and W-2G. If filing paper 
returns, follow the mailing instructions 
on the Form 1096 and submit the paper 
returns to the appropriate IRS Service 
Center. 

.05 Requests for paper Forms 1096, 
1098, 1099 and W-2G, and publica
tions unrelated to magnetic medial 
electronic filing should be requested by 
calling the "Forms Only Number" 
listed in your local telephone directory 
or by calling the IRS toll-free number 
1-800-TAX -FO RM (1-800-82,9-3676). 

.06 Questions pertaining to magnetic 
media filing of Forms W-2 must be 



directed to the Social Security Admin
istration (SSA). Filers can call 1-800-
SSA-1213 to obtain the phone number 
of the SSA Magnetic Media Coordina
tor for their area. 

.07 Payers should not contact IRS/ 
MCC if they have received a penally 
notice and need additional information. 
or are requesting an abatement of the 
penalty. Penalty notices contain an IRS 
representative's name and/or phone 
number for contact purposes; or. the 
payer may be instructed to respond in 
writing to the address provided. IRS/ 
MCC does not issue penalty notices 
and does not have the authority to 
abate penalties. For penally informa
tion. refer to the Penally section of 
1996 "Instructions for Forms 1099. 
1098. 5498. and W-2G." 

.08 A taxpayer or authorized repre
sentative may request a copy of a tax 
return or a Form W-2 filed with a 
return by submitting Form 4506. Re
quest for Copy or Transcript of Tax 
Form. to IRS. This form may be ob
tained by calling 1-800-TAX-FORM 
(1-800-829-3676) . 

.09 The IRS Centralized Call Site 
answers both magnetic media and tax 
law questions relating to the filing of 
information returns (Forms 1096. 1098, 
1099. 5498. 8027. W-2. W-2G. W-3, 
Questionable W-4's. and 1042S). The 
IRSIMCC Call Site also handles in
quiries dealing with backup withhold
ing due to missing and incorrect 
taxpayer identification numbers. The 
Call Site is located at IRS/MCC and 
operates in conjunction with the Infor
mation Reporting Program. The Call 
Site provides service to the payer 
community (financial institutions. 
employers, and other transmitters of 
information returns). Recipients of in
formation returns (payees) should con
tinue to contact 1-800-829-1040 or 
other numbers specified in the tax 
return instructions with any questions 
on how to report information returns. 

The Call Site accepts calls from all 
areas of the country. The number to 
call is 304-263-8700 or Telecom
munications Device for the Deaf 
(TOO) 304-267-3367. These are toll 
calls. Hours of operation for the Call 
Site are Monday through Friday. 8:30 
a.m. to 4:30 p.m. Eastern Time. The 
Call Site is in operation throughout the 
year to handle payers'. transmitters', 
and employers' questions. Due to the 
high demand for assistance at the end 
of January and February, it is advisable 

to call as soon as possible to avoid 
these peak filing seasons. 

Sec. 4. Filing Requirements 

.01 Under section 6011(e)(2)(A) of 
the Internal Revenue Code. any person, 
including a corporation, partnership. 
individual, estate, and trust. who is 
required to file 250 or more informa
tion returns must file such returns 
magnetically/electronically. The 250 or 
more requirement applies separately 
for each type of return and also to 
each type of corrected return. Even 
though payers may not be required to 
file magnetically/electronically. IRS en
courages them to do so. 

.02 All filing requirements that fol
low apply individually to each report
ing entity as defined by its separate 
Taxpayer Identification Number (TIN) 
ISocial Security Number (SSN). or 
Employer Identification Number 
(EIN) I. For example. if a corporation 
with several branches or locations uses 
the same EIN. the corporation must 
aggregate the total volume of returns to 
be tiled for that EIN and apply the 
filing requirements to each type of 
return accordingly. 

.03 Payers who are required to sub
mit their information returns on mag
netic media may choose to submit their 
documents by electronic filing. Payers 
who submit their information returns 
electronically arc considered to have 
satisfied the magnetic media filing 
requirements. 

.04 IRSIMCC has two methods by 
which payers may submit their files 
elect TOnically. Bisynchronous (main
frame) electronic filing. which can be 
found in ParI C of Ihis publicalion. or 
Asynchronous (it!fOrmalion Reporting 
Program Bulletin Board System). which 
is ill Part D. All overview of some 
features provided on the IRP-BBS are 
as follows: 

• Electronic filing of i'!formatioll 
returns 10 the IRS using dial-up 
lIlodems 

• Return llotijicl1lioll of the accept
ability of the data transmit/ed 
within 24 to 4X hours 

• Electronic communication with 
I RS and Social Security bulletin 
boa rd systems 

., Access to illformatioll reporting 
publicatiolls 

• Access to shareware 
• Access to forms relating to the 

Informatioll Reporting Program 

• News about the latest changes and 
updates that affect the fltformatioll 
Reporting Program at IRS 

• Answers 10 messages and ques
tions left on the bulletin board 

• IRP-BBS is available for public 
use and can be reached by dialing 
304-264-7070 

• Telephone lines are available 24 
hours a day, 7 days a week. 
Routine maintenance is performed 
daily, at approximately 7:00 a.m. 
Eastern Time Zone. 

• Questions, comments, or sugges
tions can be directed to the 
Systems Operator (SYSOP) 
through IRP-BBS. 

.05 The following requirements ap
ply separately to both originals and 
corrections filed magnetically/ 
electronically: 

1098 
1099-A 
1099-B 
1099-C 
1099-DlV 
I099-G 
1099-INT 
1099-MISC 
1099-010 
1099-PATR 
1099-R 
1099-S 
5498 
W-2G 

250 or morc of any of 
these forms require inag
netic media or electronic 
filing with IRS. These are 
stand alone documents 
and are not to be aggre
gated for purposes of de
termining the 250 thresh
old. For example. if you 
must file 100 Forms 
1099-B and 300 Forms 
1099-INT, Forms 1099-B 
need not be filed magnet
ically or electronically 
since they do not meet the 
threshold of 250. How
ever, Forms 1099-INT 
must be filed magnetically 
or electronically since 
they meet the threshold of 
250. 

.06 The above requirements do not 
apply if the payer establishes undue 
hardship (see Part A. Sec. 5). 

Sec. 5. Form 8508, Request for 
Waiver from Filing Information 
Returns on Magnetic Media 

.01 If a payer is required to file on 
magnetic media but fails to do so (or 
fails to file electronically. in lieu of 
magnetic media filing) and does not 
have an approved waiver on record. the 
payer will be subject to a penalty of 
$50 per return. (For penalty informa
tion, refer to the Penalty st'ction of the 
1996 "I nstructions for Forms 1099. 
1098. 5498. and W-2G.") 
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.02 If payers are required to tile 
original or corrected returns on mag
netic media, but such filing would 
create an undue hardship. they may 
request a waiver from these filing 
requirements by submitting Form 8508. 
Request for Waiver From Filing Infor
mation Returns on Magnetic Media. to 
IRS/MCC. 

.03 Even though a payer may submit 
up to 249 corrections on paper. IRS/ 
MCC encourages magnetically or 
electronically submitted corrections. 
Once the 250 threshold has been met. 
filers arc required to submit any returns 
of 250 or more magnetically or elec
tronically. However, if a waiver for 
original documents is approved, any 
corrections for the same type of returns 
will be covered under this waiver. 

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

.05 A transmitter must submit a 
separate I·'orm 8508 for each payer. 
Do not submit a list of payers. 

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

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

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

. 09 Filers arc encollraged to submit 
Form 8508 to IRS/MCC at least 45 
days before the due date of the returns. 
Ilowever. new brokers and new barter 
exchanges may request an undlle hard
ship waiver by the end of the second 
month following the month in which 
they became a broker or barter 
exchange. 

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

.11 Waivers arc evaluated on a case
by-case basis and arc approved or 

242 1996-2 C.B. 

denied based on criteria set forth under 
section 6011(e) of the Internal Revenue 
Code. The transmitter must allow a 
minimum of 30 days for IRS/MCC to 
respond to a waiver request. 

.12 If a waiver request is approved, 
the transmitter sholiid keep the ap
proval letter on file. The transmitter 
should not send a copy of the ap
proved waiver to the service center 
where the paper returns are filed. 

.13 An appro\'ed waiver from fil
ing information returns on magnetic 
media does not provide exemption 
from all filing. The payer must timely 
file information returns on acceptable 
paper forms with the appropriate sub
mission processing site. 

.14 Desert Storm/Operatioll ./oilll 
Endeavor (Bosllia Regioll) 
Contributions-If a payer is required 
to file a Form 5498 magnetically/ 
electronically. the payer may request an 
automatic waiver to file Forms 5498 
on paper for participants of Desert 
Storm or Opel'lltions Joint Endeavor. 
'1111.' pay('/' should dl.'lIr/y lIIark Desert 
Storlll or Ol'erlllions Joint Endcavor Oil 

the waiver requcst fol'll/. 

Sec. 6. Vendor List 

.01 IRS/MCC prepares a list of 
vendors who support magnetic media 
or electronic tiling. The Vendor List 
(Pub. 1582) contains the names of 
service bureaus that will produce files 
on the prescribed types of magnetic 
media or via electronic tiling. It also 
contains the names of vendors who 
provide software packages for payers 
who wish to produce magnetic media 
or electronic files on their own com
puter systems. This list is provided . 
UpOIl r('{luest. as a courtesy and in no 
way implies IRS/MCC approval or 
endorsement. 
.... Note: If liIers mcet the filing 

relluirclllcnls and engage a 
servin' hureau to prcparc 
Illedia 011 their behalr, lhe 
liIers should he careful nol 
to report duplicate data, 
which Illay cause penally 
n(ltices to be generatcd. 

.02 II /llI)'er 11/11)' re(lue.lt a Velldor 

List (Pub. 1582) by contacting IRS/ 
MCC at 304-263-8700 or by way of 
leller (see Part A. Sec. 3). This in
formation is also available from the 
Information Reporting Program Bul
letin Board System (refer to Part D). 
Vendor names will not be provided 
over the telephone. 

.03 A vendor, who offers a software 
package, has the ability to produce 
magnetic media for customers. or has 
the capability to electronically file 
information returns, and would like to 
be included on the list, must submit a 
wrillen request to IRS/MCC. The re
quest should be submitted by August 
15 and must include: 

(a) Company name 
(b) Address (include city, state, 

and ZIP code) 
(c) Telephone number (include 

area code) 
(d) Contact person 
(e) Type(s) of service provided 

(e.x., service bureau andlor 
software) 

m Type(s) of media offered 
(e.x.. magnetic tape or tape 
cartridge, 5114- or 3 lf2-inch 
diskelles. or electronic filing) 

(g) Type of return 
.04 The vendor list is updated an

nually. Therefore, any changes to infor
mation already on the vendor list must 
also be received by IRS/MCC no later 
than August 15 to be included on the 
most current vendor list. 

Sec. 7. Form 4419, Application for 
Filing Information Returns 
MagneticallylElectronically 

.()J Transmitters are required to sub
mit Form 4419. Application for Filing 
Information Returns Magnetically/ 
Electronically. to request authorization 
to lile information returns with IRS/ 
MCC. A single Form 4419 should be 
filed no mailer how many types of 
returns the transmiller will be submit
ting magnetically/electronically. For ex
ample. if a transmitter plans to tile 
Forms 1099-1 NT. one Form 4419 
should be submitted. If, at a later date, 
another type of form is to be filed, the 
transmiller docs not need to submit a 
new Form 4419. 



EXCEPTIONS 
An additional Form 4419 is required for liIing each of the following types of returns: Forms 1042-S, 8027, and 
Questionable W-4. 

FORM TITLE EXPLANA TlON 

1042-S Foreign Persol/ 's U.S. Source 
II/come Subject to Withholdil/g 

Paymel/ts subject to withholdil/g under Chapter 3 of the Code, 
il/e/utlil/g il/terest, dividel/ds, royalties, pensions and annuities, 
gamblil/g wil/llil/gs al/d compensatiol/ for personal services. 

8027 Employer's AI/I/ual iJ,(orl1lation 
Return of Tip II/come al/d 
Allocated Tips 

Receipts from food or heverage operations, tips reported by 
employees, al/d allocated tips. 

Questionable W-4 
(See Note) 

Employee's Wit hholdi ng Al-
10wance Certificate 

Forms receil't!d during the quarter from empLoyees still 
ell/ployed at the end of the quarter who claim the following: 
(a) More than 10 withllolding allowances or 
(b) Exempt status and wages normally would be more than 

$200 a week . 

... Note: Employers are not required to send other Forms W-4 unless notified to do so by the IRS. 

If filers wish to report both 
electronically and magnetically, only 
one Form 4419 needs to be submitted. 

.02 Magnetic tape, tape cartridge, 
diskette, and electronically-filed returns 
may not be submitted to IRS/MCC 
until the application has been approved. 
Please read the instructions on the back 
of Form 4419 carefully. A Form 4419 
is included in the Publication 1220 for 
the filer's use. This form may be 
photocopied. Additional forms may be 
obtained by calling 1-800-TAX-FORM 
( 1-800-829-3676). 

.03 Upon approval, a five-character 
alpha/numeric Transmitter Control 
Code (TCC) will be assigned and 
included in an approval letter. The 
TCC must be coded in the Payer "A" 
Record. If a transmitter uses more than 
one TCC to file, each TCC must be 
reported on separate media or in 
separate transmissions if filing 
electronicall y. 

.04 A magnetic media reporting 
package containing the current revenue 
procedure, forms, and instructions will 
be sent to the attention of the contact 
person indicated on Form 4419. This 
package will be sent annually. 

.OS If any of the information on the 
Form 4419 changes, please notify IRSI 
MCC in writing so that the IRS/MCC 
database can be updated. The transmit
ter should include the TCC in all 
correspondence. 

• 06 Form 4419 can be submi tted at 
any time during the year; however, it 
must be submitted to IRS/MCC at least 
30 days before the due date of the 
return(s). For documents to be liIed 

electronically using IBM 3780 bi
synchronous protocols, Form 4419 
must be submitted at least 45 days 
prior to the due date of the returns 
(Sec Part C, Sec. 2). This will allow 
IRS/MCC the minimum amount of time 
necessary to process and respond to 
applications. In the event that computer 
equipment or software is not compat
ible with IRS/MCC. a waiver may be 
requested to file returns on paper 
documents. 

.07 I RS/MCC encourages transmit
ters who file for multiple payers to 
submit one application and to usc the 
assigned TCC for all payers. Include a 
list of all payers and TINs with the 
Form 4419. Transmitters arc en
cOUl"aged to provide an updated list to 
IRS/MCC annually. 

.08 If a payer's files are prepared by 
a service bureau, the payer may not 
need to submit an application to obtain 
a TCC. Some service bureaus will pro
duce files, code their own TeC on the 
media, and send it to IRS/MCC for the 
payer. Other service bureaus will pre
pare magnetic media and return the 
media to the payer for submission to 
IRS/MCC. These service bureaus may 
require the payer to obtain a TCC to be 
coded in the "A" Record. Payers 
should contact their service bureaus for 
further information. 

.09 Once a transmitter is approved 
to file magnetically or electronically, it 
is not necessary to reapply each year 
unless: 

(a) The payer has discontinued 
fil ing magnetically or elec
tronically for three years; the 
payer's TCC may have been 
reassigned by IRS/MCC. 

(b) The payer's magnetic media 
files were transmitted in the 
past by a service bureau 
using the service bureau's 
TCC, bu t now the payer has 
computer equipment compat
ible with that of IRS/MCC 
and wishes to prepare his or 
her own files. The payer must 
request a TCC by filing Form 
4419. 

.10 One Form 4419 may be submit
ted regardless of how many types of 
media or methods used to file the 
return. A payer may apply for more 
than one TCC, but must code only one 
TCC per media. Notify IRS/MCC of 
any TCCs that will not be used so 
these numbers may be reassigned. 

.11 In accordance with Regulations 
section 1.6041-7(b), payments by sepa
rate departments of a health care carrier 
to providers of medical and health care 
services may be reported on separate 
returns on magnetic media. In this case, 
the headquarters will be considered the 
transmitter, and the individual depart
ments of the company filing reports 
will be considered payers. A single 
Form 4419 covering all departments 
filing on magnetic media should be 
submitted. One TCC may be used for 
all departments. 

.12 Approval to file does not imply 
endorsement by IRS/MCC of the com
puter software or of the quality of tax 
preparation services provided . 

Sec. 8. Test Files 

.01 IRS/MCC docs not require test 
files, except for filers wishing to 
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participate in the Combined Federall 
State Filing Program (see Part A. Sec. 
16. for further information concerning 
the Combined Federal/State Filing 
Program). 

.02 lRS/MCC encourages first-time 
magnetic media or electronic filers to 
submit a test. The test file should 
consist of a sample of each type of 
record: 

(a) Payer" A" Record (must not 
be fictitious data) 

(b) Multiple Payee "B" Records 
(at least 11 "B" Records 
per each "A" Record) 

(c) End of Payer "C" Record 
(d) State Totals "K" Record, if 

participating in the Combined 
Federal/State Filing Program 

(e) End of Transmission "F" 
Record 

See PART B for record formats. 
.03 Use the Test Indicator in the 

"A" Record to show that this is a test 
file. 

• 04 IRS/MCC will check the file to 
ensure it meets the speci fications of 
this revenue procedure. For current 
filers. sending a test file will provide 
the opportunity to ensure that their 
software reflects any programming 
changes. 

If unable to submit a magnetic or 
electronic test file, a hardcopy printout 
that shows a sample of each record 
type (A. B, C, and F) may be sub
mitted. The hard copy print test is 
"ot acceptable for Combined Federall 
State Filing approval. 

.05 Tests should be sent to IRS/ 
MCC between November 1 and De
cember 31. The test file must be 
received at MCC by December 31 in 
order to be processed. Filers may begin 
submitting test tapes and diskettes after 
October 1; however. the data will not 
be processed until on or after Novem
ber 1. 

.06 For tests filed electronically, the 
transmitter must send the signed Form 
4804, Transmittal of Information Re
turns Reported Magnetically/Elec
tronically, the same day the transmis
sion is made. For tests filed on 
magnetic tape, tape cartridge. 51/4- and 
3 Ih-inch diskette, the transmitter must 
include the signed Form 4804 in the 
same package with the corresponding 
magnetic media. Mark the "TEST" 
box in block 1 on the form. Also, 
check "TEST" on the external media 
label. 

If submitting a hard copy printout. 
mark the printout as "TEST" and 
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include name. telephone number. and 
address of a person who can be 
contacted to discuss its acceptability. 

.07 IRS/MCC will send a letter of 
acknowledgment to indicate the test 
results. Unacceptable magnetic media 
files. along with documentation identi
fying the errors. will be returned. 
Resubmission of test tiles must be 
received by IRS/MCC no later than 
December 31. 

.08 Successfully processed media 
will not be returned to filers. 

Sec. 9. Filing of Information Returns 
MagneticallylElectronically and 
Retention Requirements 

. 01 Form 4804. Transmittal of Infor
mation Returns Reported Magnetically/ 
Electronically, Form 4802, Transmittal 
of Information Returns Reported 
Magnetically/Electronically (Continua
tion), or computer-generated substitute, 
must accompany all magnetic media 
shipments. For electronic transmissions, 
the Form 4804 and Form 4802, if ap
plicable. must be sent the same day as 
the electronic transmission. Form 4802, 
Transmittal of Information Returns Re
ported Magnetically/Electronically 
(Continuation), is a continuation of 
Form 4804 and should only be used if 
the filer is reporting more than four 
types of returns and/or more than four 
payers. Form 4802 is not a stand-alone 
form; it can only accompany Form 
4804. 

.02 IRS/MCC encourages the use of 
computer-generated substitutes for 
Form 4804/4802 (See Note). The sub
stitutes must contain all information 
requested on the original forms includ
ing the affidavit and signature line. 
Photocopies are acceptable but an 
original signature is required. 
... Note: When using computer

generated forms, be sure to 
very clearly mark which 
lax year is being reported. 
This will eliminate a phone 
communication from IRS/ 
MCC to question the tax 
year. 

.03 A transmitter may report for any 
combination of payers and/or docu
ments in a submission. For example, if 
reporting Forms I099-INT for Bank A. 
Forms 1099-DIV for Bank B, and 
Forms 1098 for Bank C, three separate 
tapes or diskettes need not be created. 
All three banks and all types of docu
ments can be coded on one tape or 

diskette as long as each filing entity or 
type of return is separated by an "A" 
Record. Only one "F" Record may be 
used at the end of a transmission. 
Multiple tapes or diskettes can be sent 
in one package. Filers must include 
Form 4804, 4802, or computer
generated substitute with their 
shipment. 

.04 Multiple types of media may be 
submitted in a shipment. However, 
submit a separate Form 4804 for each 
type of media. 

.05 Current and prior year data may 
be submitted in the same shipment; 
however, each tax year must be on 
separate media, and a separate Form 
4804 must be prepared to clearly 
indicate each tax year . 

.06 Filers who have prepared their 
information returns in advance of the 
due date are encouraged to submit this 
information to IRS/MCC no earlier 
than January 1 of the year the return is 
due . 

.07 Do not report duplicate infor
mation. If a liIer submits returns 
magnetically/electronically, identical 
paper documents must not be filed. 
This may result in erroneous penalty 
notices. 

.08 Form 4804 may be signed by the 
payer or the transmitter, service bureau, 
paying agent. or disbursing agent (all 
hereafter referred to as agent), on 
behalf of the payer. An agent may sign 
the Form 4804 if the agent has the 
authority to sign the affidavit under an 
agency agreement (either oral, written, 
or implied) that is valid under state law 
and adds the caption "FOR: (name of 
payer). " 
... Note: Failure to sign the affidavit 

on Form 4804 may delay 
processing or could result 
in the files being returned 
unprocessed • 

.09 Although an authorized agent 
may sign the affidavit, the payer is 
responsible for the accuracy of the 
Form 4804 and the returns filed. The 
payer will be liable for penalties for 
failure to comply with filing 
requirements. 

.10 An external media label, must be 
affixed to each tape and diskette. If 
diskettes are used. and the operating 
system is not MS-DOS compatible, the 
operating system and hardware infor
mation must be provided. Failure to 
provide this information may re,5ult in 
the diskettes being returned to the filer. 
For instructions on how to prepare an 



external media label, refer to PART F 
"Miscellaneous Information." 

.11 On the outside of the shipping 
container, affix or attach a label which 
reads IRB __ of __ reflecting 
the number of containers in the ship
ment (See labels in PART F). If there 
is only one container, mark the outside 
as Box 1 of 1. For multiple containers, 
include the sequence (for example, Box 
1 of 3, 2 of 3, 3 of 3). 

.12 When submitting files include 
the following: 

(a) A signed Form 4804; 
(b) Form 4802, if applicable; 
(c) External media label affixed to 

magnetic media; 
(d) IRB __ of __ outside 

label. 
.... Note: See Parts C and D for 

electronic submission 
requiremen ts. 

.13 If returns from different loca
tions (using the same name and TIN) 
are submitted on the same file. IRS 
encourages the filer to consolidate each 
type of information return under one 
"A" Record. For example, all "B" 
Records for the same type of return 
should be together under one " A" 
Record and followed by the End of 
Payer "C" Record. 

.14 IRS/MCC will not pay for or 
accept "Cash-on-Delivery" or 
"Charge to IRS" shipments of tax 
information that an individual or orga
nization is legally required to submit. 

.IS In general. payers should retain a 
copy of the information returns filed 
with IRS or have the ability to recon
struct the data for at least 3 years from 
the reporting due date. with the excep
tion of Form 1099-C. A financial 
entity must retain a copy of Form 
1099-C, Cancellation of Debt, or have 
the ability to reconstruct the data 
required to be included on the return, 
for at least 4 years from the date such 
return is required to be filed. Whenever 
backup withholding is imposed. a 4 
year retention is required. 

Sec. 10. Due Dates 

.01 The due dates for filing paper 
returns with IRS also apply to magnetic 
media or electronic filing. Filing of 
information returns is on a calendar 
year basis, except for Form 5498, 
which is used to report amounts con
tributed during, or after (but not later 
than April 15) of the calendar year. 

.02 Information returns filed 
magnetically/electronically for Forms 
1098, 1099. and W-2G must be sub
mitted to IRS/MCC postmarked no 
later than February 28. If using a 
delivery service other than postal serv
ice. the actual date of receipt by IRS/ 
MCC will be used as the submission 
date. This should be considered in 
meeting filing requirements timely. 

.03 The due date for furnishing 
statements to recipients is January 31. 
Form 5498 statements are due to the 
participants by January 31 for the fair 
market value of the account and by 
May 31 for contributions made to IRAs 
for the prior calendar year. 

.04 Form 5498 filed magneticallyl 
electronically must be submitted to 
IRS/MCC postmarked no later than 
May 31. Form 5498 is filed for con
tributions to be applied to 1996 that arc 
made January I. /996. through April 
/5, /997. and/or to report the fair 
market value of the IRA/SEP. 

.05 If any due date falls on a 
Saturday, Sunday, or legal holiday. the 
return or statement is considered timely 
if filed or furnished on the next day 
that is not a Saturday. Sunday, or legal 
holiday. 

.06 Usc this rcvenlle procedure to 
prepare information returns filed mag
netically or electronically beginning 
January 1. /997. and received by IRSI 
MCC no later than December 31. 1997. 

Sec. 11. Extensions of Time 

.01 An extension of time to file may 
be requested for Forms 1099. 1098. 
5498. W-2G, W-2, and 1042-S. 

.02 Form 8809. Request for Exten
sion of Time to File Information 
Returns. should be submitted to IRSI 
MCC. This form may be used to re
quest an extension of time to file 
information returns submitted on paper. 
magnetically or electronically. 

.03 Requesting an extension of time 
for multiple payers may be done by 
submitting Form 8809 and attaching a 
list of the payer names and their TINs 
(EIN or SSN). The listing must be 
attached to ensure that the extension 
is recorded for all payers. Form 8809 
may be computer-generated or pho
tocopied. Be sure that all the pertinent 
information is included. 

. 04 Requests for an extension of 
time to file for more than 50 payers arc 
required to be submitted magnetically 

or electronically (See Note). Requests 
for an extension of time for 10 to 50 
payers arc encouraged to be filed 
magnetically or electronically via IRP
BBS. (See Part E, Sec. 3, for the record 
format.) The request may be filed on 
tape. tape cartridge. 5 114- or 3 V2-inch 
diskette. or electronically through the 
IRP-BBS or mainframe. 
.... Note: Form 4419, Application for 

Filing Information RetuTlls 
Magnetically/Electronically, 
must be completed in order 
to Jile an extension request 
lIlagnetically/electronically. 

.05 A magnetically filed request for 
an extension of time should be sent 
using the following addresses: 
If by Postal Service: ~ 

IRS-Martinsburg Computing 
Center 
Attn: Extension of Time 
Coordinator 
P. O. Box 879, MS-360 
Kearneysville. WV 25430 

If by truck or air freight: + 
IRS-Martinsburg Computing 
Center 
A Un: Extension of Time 
Coordinator 
Route 9 and Needy Road. MS-360 
Martinsburg, WV 2540 I 

.06 Requests for extensions of time 
for multiple payers will be responded 
to with one approval letter. accom
panied by a list of payers covered 
under that approval. 

.07 As soon as it is apparent that a 
30 day extension of time to file is 
needed. Form 8809 may be submitted. 
It will take a minimum of 30 days for 
IRS/MCC to respond to an extension 
request. Under certain circumstances a 
request for an extension of time could 
be denied. When a denial letter is 
received. any additional or necessary 
information may be resubmitted within 
20 days. 

.08 If an additional extension of 
time is needed, a second Form 8809 
must be requested before the end of the 
initial extension. Line 7 on the form 
should be checked to indicate that an 
additional extension is being requested. 
A second 30-day extension will be 
approved only in cases of extreme 
hardship or catastrophic events. When 
requesting a second 30-day extension 
of time. do flOt hold your Jiles waiting 
for a respollse . 

.09 Form 8809 must be post
marked no later than the due date of 
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the return for which an extension is 
requested. If requesting an extension 
of time to file several types of forms, 
use one Form 8809, but the Form 
8809 must be postmarked no later 
than the carliest due datc. For 
example, if rC(IUcsting an extension 
of time to file both Forms 1099-INT 
and 5498, submit Form 8809 post
marked on or before February 28. 
Complete more than one Form 8809 
to avoid this problem. 

.10 If an extension request is ap
proved, the approval letter should be 
kept on file. (The approval letter or 
copy of the approval letter for extell
sion of time should 1I0t be sellt to IRS/ 
MCC with the /IIaKnetic media file or 
to the service center where the paper 
retuflls are filed.) 

.11 Request an extension for only 
one tax year. 

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

. I3 Failure to properly complete and 
sign the Form 8809 may cause delays 
in processing the request or result in a 
denial. Carefully read and follow the 
instructions on the back of the Form 
8809. 

.14 Form 8809 may be obtained by 
calling 1-800-TAX-FORM (1-800-
829-3676). 

.15 Request an extension of time to 
furnish the statements to recipient of 
Forms 1098, 1099, 5498, W-2G. W-2. 
and 1042-S by submitting a IeUer to 
IRS/MCC or to the payer's local 
District Director containing the follow
ing information: 

(a) Payer Name 
(b) TIN 
(c) Address 
(d) Type of Return 
(e) Specify that the extension re

quest is to provide statements 
to recipients. 

(f) Reason for Delay 
(g) Signature of Payer or Person 

Duly Authorized 
Requests for an extension of time to 

furnish the statements of Forms 1098, 
1099, 5498, W-2G, W-2. and 1042-S 
to recipients are not automatically 
approved; however, if approved. gener
ally an extension will allow a max
imum of 30 additional days from the 
due date to furnish the statements to 
the recipients. If the request is denied, 
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the statements must be sent to the 
recipients timely. The request must be 
postmarked by the date on which the 
statements arc due to the recipients. 

Sec. 12. Processing of Information 
Returns MagneticallylElectronically 

.01 All data received at IRS/MCC 
for processing will be given the same 
protection as individual income tax 
returns (Form 1040). IRS/MCC will 
process the data and determine if the 
records are formatted and coded ac
cording to this revenue procedure. 

.02 If the data is formatted incor
rectly, the file will be returned for 
replacement accompallied with a Media 
Tracking Slip (FOrtll 9267). If media is 
returned, it is because IRS/MCC en
countered errors (not limited to format) 
and was unable to process the media, 
therefore, requiring a replacement. 
Open all packages immediately. 

.03 Files must be corrected and 
returned with the Media Trackillg Slip 
(Form 9267) to IRS/MCC within 45 
days from the date of the letter IRSI 
MCC included with the returned files. 
A penalty for failure to file correct 
information returns by the due date will 
be assessed if the files are not cor
rected and returned within the 45 days 
or if the incorrect liIes are returned 
by IRS/MCC for replacement more 
than two times. A penalty for inten
tional disregard of filing requirements 
will be assessed if a replacement file is 
not received. (For penalty information, 
refer to the Penalty section of the /996 
"Instructions for Forms 1099, 1098. 
5498. and W-2G.") When possible, 
IRS/MCC may return only the portion 
of the file that needs replacement. 

.04 Sample records identifying errors 
encountered will be provided with the 
returned media. It is the responsibility 
of the transmitter to check the entire 
file for similar errors. 

.OS The following definitions have 
been provided to help distinguish be
tween a correction and a replacement: 

• A correction is an information 
return submitted by the transmitter 
to correct an information return 
that was previously submitted to 
IRS/MCC, but contained er
roneous information. 

• A replacement is an information 
return file that IRS/MCC has 
returned to the transmitter due to 
errors encountered during process
ing. Ajier lIecessary changes have 

beell made. the file must be re
turned for processillg along with 
the blue and white Media Track
ing Slip (Form 9267) which was 
illcluded ill the shipment from IRS/ 
MCC. 

• Filers should never send any
thing to IRS/MCC marked "RE
PLACEMENT" unless IRSI 
M CC returned media to them. 

.06 IRS/MCC will not return media 
after successful processing. Therefore, 
if the transmitter wants proof that IRSI 
MCC received a shipment, the trans
mitter should select a service with 
tracing capabilities or one that will 
provide proof of delivery. 

.07 IRS/MCC will work with filers 
as much as possible to assist with 
processing problems. 
,.. Note: If the mer is contacted by 

IRS/MCC, a prompt reo 
sponse is important. IRSI 
MCC may have informa· 
tion that the mer needs to 
correct his or her me. 

.08 IRS/MCC contacts payers who 
have submitted payee data with missing 
TINs in an attempt to prevent errors 
that could result in penalties. Payers 
who submit data with missing TINs 
and have taken the required steps to 
obtain this information are encouraged 
to attach a leller of explanation to the 
required Form 4804. This will prevent 
unnecessary contact from IRS/MCC. 
This letter. however. will not prevent 
backup withholding notices (CP2100 or 
CP2100A Notices) or penalties for 
missing or incorrect TINs. 

.09 Do not use special shipping con
tainers for transmitting data to IRSI 
MCC. Shipping containers will not be 
returned. 

Sec. 13. Corrected Returns 

.01 The magnetic media filing re
quirements of 250 information returns 
applies separately to both original and 
corrected returns. 
Elf a payer has 100 Forms 1099-A to 
X be corrected, they can be filed on 
A paper since they fall under the 250 
M threshold. However, if the payer has 
P 300 Forms 1099-B to be corrected. 
L they must be flied magnetically or 
E electronically since they meet the 

250 threshold. If for some reason a 
payer cannot file the 300 corrections 
on magnetic media. to avoid penal
ties, a request for a waiver must be 
submitted before filing on paper. No 
waiver is required for corrections that 
fall under the required threshold. 



.02 Corrections should be filed as 
soon as possible. Corrections filed 
after August 1 may be subject to the 
maximum penalty of $50 per return. 
Corrections filed prior to August I may 
be subject to a lesser penalty. (For 
information on penalties, refer to the 
Penalty Section of the 1996 "Instruc
tions for Forms 1099, 1098, 5498, and 
W-2G.' ') However, if payers discover 
errors after August I, they may still be 
required to file corrections so that they 
will not be subject to a penalty for 
intentional disregard of the filing re
quirements. Failure to correct informa
tion returns may result in penalties for 
failure to provide correct information. 
All fields must be completed with the 
correct information, not just the data 
fields needing correction. Submit cor
rections only for the returns filed in 
error, not the entire file. Furnish 
corrected statements to reci pients as 
soon as possible. 

.03 There are numerous types of 
errors, and in some cases, more than 
one transaction may be required to 
correct the initial error. If the original 
return was filed as an aggregate, the 
filers must consider this in filing 
corrected returns. 

• 04 Corrected returns may be in
cluded on the same medium as original 
returns; however, separate "A" Rec
ords are required. Corrected returns 
must be identified on the Form 4804 
and the external media label by indicat
ing "Correction." 
.. Note: If filers discover that cer

tain information returns 

were omitted on their 
original file, they must 
not submit these docu
ments as corrections. 
They must submit them 
as originals. 

.OS If a payer discovers errors for 
prior years that affect a large number 
of payees, in addition to sending IRS 
the corrected returns and notifying the 
payees, a letter containing the follow
ing inrormation should be sent to IRS/ 
MCC: 

(a) Name and address of payer 
(b) Type of error (please explain 

clearly) 
(c) Tax year 
(d) Payer TIN 
(e) TCC 

(0 Type of Return 
(g) Number of Payees 
This information will be forwarded 

to the appropriate office in an attempt 
to prevent erroneous notices from being 
sent to the payees. The correction must 
be submitted on an actual information 
return document or tiled magnetically/ 
electronically. Provide the correct tax 
year in Box 2 of the Form 4804 and 
the external media label. 

.06 Prior year data, original and 
corrected, must be filed according to 
the requirements of this revenue proce
dure. If submitting prior year correc
tions, usc the record format for the 
current year and submit on separate 
media. However, usc the actual year 
designation of the correction in field 

positions 2-3. If filing electronically, a 
separate transmission must be made for 
each tax year. 

.07 In general, filers should submit 
corrections for returns to be filed 
within the last three calendar years 
(four years if the payment is a report
able payment subject to backup with
holding under section 3406 of the 
Code). 

.08 All paper returns, whether origi
nal or corrected, must be flIed with the 
appropriate service center. 

.09 Form 4804 and Form 4802, must 
be submitted with corrected files sub
mitted magnetically or electronically. 

.10 The "8" Record provides a 20-
position field for the Payer's Account 
Number for the Payee. This number 
will help identify the appropriate incor
rect return if more than one return is 
filed for a particular payee. Do not 
enter a TIN in this field. A payer's 
account number for the payee may be a 
checking account number, savings ac
count number, serial number, or any 
other number assigned to the payee by 
the payer that will distinguish the 
specific account. This number should 
appear on the initial return and on the 
corrected return in order to identify and 
process the correction properly . 

.11 The record sequence for filing 
corrections is the same as for original 
returns . 

. 12 Review the chart that follows. 
Errors normally fall under one of the 
two categories listed. Next to each type 
of error made is a list of instructions 
on how to file the corrected return. 

Guidelines for Filillg Corrected Returns Magnetically/Electronically 

Error Made on the Original Return 

Two (2) separate transactions arc required to make the 
following corrections properly. Following directions for both 
Transations 1 and 2 (Sec Note 1). 
1. Original return was filed with one or more of the 

following errors: 

How To File the Corrected Return 

Transaction 1: Identify incorrect returns 

A. Prepare a new Form 4804/4802 that includes information 
related to this tile. 
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Guidelines for Filing Corrected Returns Magnetically/Electronically (Continued) 

Error Made on the Original Return 

(a) No Payee TIN (SSN or EIN) 
(b) Incorrect Payee TIN 
(c) Incorrect Payee Name 
(d) Wrong type of return indicator 

How To File the Corrected Return 

B. Mark "Correction" in Block 1 of Form 4804. 
C. Prepare a new tile. 

Make a separate "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. 

D. The Payee "8" Record must contain exactly the same 
information as submitted previously, except, insert a 
"G" in field position 7 of the "B" Record, and for all 
payment amounts, enter "0" (zero). 

E. Corrected returns submitted to IRS/MCC using a "G" 
coded "B" Record may be on the same tape or diskette 
as those returns submitted without the "G" code; 
however, separate "A" Records are required. 

F. Prepare a "C" Record. 
Transaction 2: Report the correct information 
A. Prepare a new file with the correct information in all 

records. 
B. Make a separate "A" Record for each type of return and 

each payer being reported. 
C. The "B" Record must show the correct Information as 

well as a "C" in field position 7. 
D. Corrected returns submitted to IRS/MCC using a "C" 

coded "B" Record may be on the same tape or diskette 
as those returns submitted without the "C" code; 
however, separate "A" Records are required. 

E. Prepare a "C" Record. 
F. Indicate "Correction" on the external media label. 

... Note 1: Payers who can show that they h~lve reasonable cmlse (defined in the regulations under sections 6721-6724 
of the Internal Revenue Code) arc not required to make corrections for returns filed with a missing or 
incorrect name and/or TIN. These payers should change their records in order to submit correct 
information in the future. Payers who cannot show reasonable cause are encouraged to make corrections 
for the current processing year by August 1 to reduce applicable penalties. Corrections filed by August 1 
will reduce the $50 per return penalty for filing returns with missing or incorrect information to $15 or 
$30. (For penalty information, refer to the Penalty section of the 1996 "Instructions for Forms 1099, 1098, 
5498, and W-2G.") Corrections filed after August 1 will not reduce the penalty but will allow IRS to 
update the payee's records. The regulations for IRC sections 6721-6724 are available in Publication 1586, 
Reasonable Cause Regulations and Requirements as They Apply to Missing and Incorrect TINs. The 
publication may be obtained by calling 1-800-TAX-FORM (1-800-829-3676). 

ONE TRANSACTION IS REQUIRED TO MAKE THE 
FOLLOWING CORRECTIONS PROPERLY (See Note 2). 
2. Original return was filed with one or more of the 

following errors: 
(a) Incorrect Payment Amount Codes in the "A" 

Record 
(b) Incorrect Payment amounts in the "B" Record 
(c) Incorrect Code in the Document Specific/ 

Distribution Code Field in the "B" Record 
(d) Incorrect Payee Address 
(e) Direct Sales Indicator 
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A. Prepare a new Form 4804/4802 that includes information 
relating to this new tile. 

B. Mark "Correction" in Block 1 of Form 4804. 
C. Prepare a new file. Make separate "A" Records for each 

type of return being reported. Information in the "A" 
Record may be the same as it was in the original 
submission. 

D. The "B" Record must show the correct information as 
well as a "G" in field position 7. 

E. Corrected returns submitted to IRS/MCC using a "G" 
coded "B" Record may be on the same tape or diskette 
as those returns submitted without the "G" code; 
however, separate "A" Records arc required. 

F. Prepare a "C" Record. 
G. Mark "Correction" on the external media label. 



Guidelines for Filing Corrected Returns Magnetically/Electrollically (Continued) 

Error Made on the Original Return How To File the Corrected Return 

rr Note 2: If a filer is correcting the name and/or TIN in addition to any errors listed in item 2 of the chart, then 
two transactions will be required. If a filer is reporting "G" coded, "C" coded, and/or "Non-coded" 
(original) returns on the same media, they must be reported under separate "A" Records. 

Sec. 14. Taxpayer Identification Number (TIN) 

.01 Section 6109 of the Internal Revenue Code requires a person to furnish his/her TIN to the person obligated to file the 
information return . 

• 02 The payee's TIN and name combination is used to associate information returns reported to IRS/MCC with 
corresponding information on tax returns. It is imperative that correct Social Security and Employcr Identification Numbers 
for payees be provided to IRS/MCC. Do not enter hyphens or alpha characters. Entering all zeros, ones, twos, etc., will 
have the effect of an incorrect TIN . 

• 03 The payer and payee names with associated TINs should be consistent with the names and TINs used on other tax 
returns. Also, the name and TIN provided must belong to the owner of the account. If the account is recorded in more than 
one name, furnish the name and TIN 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 "B" Record. For individuals, the payee TIN is generally the 
payee's Social Security Number. For other entities, the payee TIN is the payee's Employer Identification Number. For sole 
proprietors, the payee TIN may be either an SSN or EIN but the sole proprietor's name (not the business name) must be 
used . 

• 04 Failure to provide the correct name and corresponding TIN could result in a penalty and/or backup withholding notice 
(sometimes referred to as a "8" notice). (For penalty information, refer to the Penalty Section of the 1996 "Instructions for 
Forms 1099, 1098, 5498, and W-2G." For "13" Notice information, refer to the Backup Withholding Section of the same 
publication. ) 

.05 The following charts will help payers determine the TIN to be furnished to IRS/MCC for those persons for whom 
they are reporting information (payees). 

Chart 1. Guidelines for Social Security Numbers 

For this type of account-

1. Individual 
2. Joint aceount (Two or more individ
uals, including husband and wife) 

3. Custodian account of a minor 
(Uniform Gift, or Transfers, to Minors 
Act) 

4. The usual revocable savings trust 
account (grantor is also trustee) 

5. A so-called trust account that is not 
a legal or valid trust under state law 
6. 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 or, if 
combined funds, the first individual on 
the account. 
The minor 

The grantor-trustee 

The actual owner 

The owner (An SSN or EIN) 

In the First Payee Name Line of the 
Payee "B" Record, enter the name of-

The individual 

The individual whose SSN is entered 

The minor 

The grantor-trustee 

The actual owner 

The owner, not the business name (the 
filer may enter the business name on 
the second name line). 

Chart 2. Guidelines for Employer Identification Numbers 

For this type of account-

1. A valid trust, estate, or pension trust 
2. Corporate 

3. Association, club, religious, chari
table, educational, or other tax-exempt 
organization 

In the Taxpayer Identification Number 
field of the Payee "B" Record, enter 
the EIN of-

Legal entity I 

The corporation 

The organization 

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 
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Chart 2. Guidelines for Employer Identification Numbers (Continued) 

For this type of account-

4. Partnership account held in the name 
of the business 

5. A broker or registered nominee/ 
middleman 

6. Account with Department of Agri
culture in the name of a public entity 
(such as a state or local government. 
school district. or prison). that receives 
agriculture program payments 
7. Sole proprietorship 

In the Taxpayer Identification Number 
field of the Payee "8" Record. enter 
the EIN 01'-

The partnership 

The broker or nominee/middleman 

The public entity 

The business (An EIN or SSN) 

In the First Payee Name line of the 
Payee "B" Record. enter the name of-

The partnership 

The broker or nominee/middleman 

The public entity 

The owner. not the business name (the 
tiler may enter the business name on 
the second name line). 

I 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. 15. Effect on Paper Returns 

.01 Magnetic/electronic reporting of 
information returns eliminates the need 
to submit paper documents to the IRS. 
CAUTION! Do not send Copy A of 
the paper forms to IRS/MCC in 
addition to magnetic media and 
electronic filing. This will result in 
duplicate filing; therefore. erroneous 
notices could be generated. 

.02 Payers are responsible for 
providing statements to the payees as 
outlined in the 1996 "Instructions for 
Forms 1099. 1098. 5498. and W-2G." 
Refer to these instructions for filing 
information returns on paper with the 
IRS and furnishing statements to 
recipients. 

.03 Statements to recipients should 
be clear and legible. If the official IRS 
form is not used. the tiler must adhere 
to the speci fications and guidelines in 
Publication I 179. "Rules and Specifi
cations for Private Printing of Sub
stitute Forms 1096, 1098. 1099 Series. 
5498. and W-2G." 

Sec. 16. Combined Federal/State 
Filing Program 

.01 The Combined Federal/State Fil
ing Program was established to sim
plify information returns filing for the 
taxpayer. IRS/MCC will forward this 
information to participating states free 
of charge for approved tilers. Separate 
reporting to those states is not 
necessary. 

The following Information Returns 
may not be filed under this program: 
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Form 1098-Mortgage Interest 
Statement 

Form 1099-A-Acquisition or 
Abandonment of Secured Property 

Form 1099-U-Proceeds for 
Broker and Barter Exchange 

Transactions 

Form 1099-C-Cancellation of 
Debt 

Form I099-S-Procceds From 
Real Estale Transactions 

and 

Form W-2G-Cerlain Gambling 
Winnings 

. 02 To request approval to partici
pate. a magnetic media or electronic 
test file coded for this program must 
be submitted to IRS/MCC between 
November I and December 3 I. Hard 
copy print tests are not acceptable 
for Combined Federal/State Filing 
approval. 

.03 Attach a letter to the Form 4804 
submitted with the test file to indicate a 
desire to participate in this program. 

.04 A test file is only required for 
the first year. Each record. both in the 
test and the actual data file. must 
conform to this revenue procedure. 

.OS If the test file is acceptable. IRS/ 
MCC will send the filer an approval 
letter. and a Form 6847. Consent for 
Internal Revenue Service to Release 
Tax Information. which the payer must 
complete. sign. and return to IRS/MCC 
before allY tax information can be 
released to the state. Filers must write 
their TCe on Form 6847. If the test 
file is not acceptable. IRS/MCC will 
return the media with a letter indicating 

the problems. The replacement test file 
must be returned to IRS/MCC 
postmarked on or before December 31. 

.06 A separate Form 6847 is re
quired for each payer. A transmitter 
may not combine payers on one Form 
6847 even if acting as Attorney-in-Fact 
for several payers. Form 6847 may be 
computer-generated as long as it in
cludes all information that is on the 
original form or it may be photocopied. 
If the Form 6847 is signed by an 
Attorney-in-Fact. the written consent 
from the payer must clearly indicate 
that the Attorney-in-Fact is empowered 
to authorize release of the information . 

.07 Only code the records for par
ticipating states and for those payers 
who have submitted Form 6847. 

.08 Some participating states require 
separate notification that the payer is 
filing in this manner. Since IRS/MCC 
acts as a forwarding agent only. it is 
the payer's responsibility to contact 
the appropriate states for further 
information. 

.09 All corrections properly coded 
for the Combined Federal! State Filing 
Program will be forwarded to the 
participating states. 

.10 Participating states and corre
sponding valid state codes are listed in 
Table 1 of this section. The appropriate 
state code must be entered for those 
documents that meet the state filing 
requirements; do not use state abbre
viations. 

.11 To simplify filing. some of the 
participating states have provided their 
information return reporting require
ments (see Table 2). Each state filing 



regulations are subjecl 10 change by 
lhe stale. U is Ute payer's respon
sibility 10 contacl lhe participating 
stales 10 verify lhe crileria provided 
in lhis table. 

.12 Upon submission of the actual 
tiles. the transmitter must be sure of 
the following: 

(a) All records should be coded 
exactly as required by this reve
nue procedure. 

(b) The "C" Hecord must be fol
loweLl by a state total "K" 
Record for each state being 
reporteLl. 

(c) Payment alllount totals and the 

valid participating state code 
must be included in the State 
Totals "K" Record. 

(d) The last "K" Record must be 
followed by an "A" Record or 
an End of Transmission "F" 
Record (if this is the last record 
of the entire file). 

Table 1. Participating St..'ltes And Their Codes 

State Code State Code State Code 

Alabama 01 Iowa 19 North Carolina 37 
Arizona 04 Kansas 20 North Dakota 38 
Arkansas 05 Maine 23 Oregon 41 
California 06 Massachusetts 25 South Carojina 45 
Delaware 10 Minnesota 27 Tennessee 47 
District of Columbia II Mississippi 28 Wisconsin 55 
Georgia 13 Missouri 29 
Hawaii 15 Montana 30 
Idaho 16 New .Jersey 34 
Indiana 18 New Mexico 35 

Table 2. Dollar Criteria For SUlte Reporting 

STATE 1099-01 V I099-G I099-1NT 1099-MISC 1099-010 lO99-PATR I099-R 5498 

Alabama $1500 $ NR $1500 $1500 $1500 $1500 $1500 NR 
Arkansas 100 2500 100 2500 2500 2500 2500 a 

District of Columbiab 600 600 600 600 600 600 600 NR 
Hawaii 10 a 10 600 10 10 600 a 

Idaho 10 10 10 600 10 10 600 a 

Iowa 100 1000 1000 1000 1000 1000 1000 NR 
Minnesota 10 10 10 600 10 10 600 a 

Mississippi 600 600 600 600 600 600 600 NR 
Missouri NR NR NR 1200" NR NR NR NR 
Montana 10 10 10 600 10 10 600 a 

New Jersey 1000 1000 1000 1000 1000 1000 1000 NR 
North Carolina 100 100 100 600 100 100 100 a 

Tennessee 25 NR 25 NR NR NR NR NR 
Wisconsin NR NR NR 600 NR NR 600 NR 

The preceding list is for information purposes only. The state filing requirements arc subject to change by the states. For 
complete information on state filing requirements. contact the appropriate state tax agencies. 

Filing requirements for any state in TABLE I not shown in TABLE 2 arc the same as the federal requirement. 

NR = No filing requirement. 
Footnotes: 

a. All amounts are to be reported. 
b. Amounts are for aggregates of several types of income from the same payer. 
c. Missouri would prefer those returns filed with respect to non-Missouri residents to be sent directly to their state agency. 
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Sec. 17. Definition of Terms 

Element 

Asynchronous Protocols 

1> 

Bisynchronous Protocols 

Correction 

Dc:scription 

This type of data transmission is most often used by 
microcomputers, PCs and some minicomputers. 
Asynchronous transmissions transfer data at arbitrary time 
intervals using the start-stop method. Each character 
transmitted has its own start bit and stop bit. 

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. 

For purposes of this publication, these are electronic 
transmissions made using IBM 3780 protocols. These 
transmissions must be in EBCDIC character code and use 
the Bell 208B (4800bps) or AT&T 2296A (9600bps) 
modems. Standard IBM 3780 space compression is 
acceptable. 

A correction is an information return submitted by the payer 
to correct erroneous information previously submitted to 
IRS/MCC. 

... Note: A correction should not be confused wiLh a REPLACEMENT. Only media returned to the filer by IRS/ 
MCC due to processing problems should be marked REPLACEMENT. 

CUSIP Number 

Employer Identification Number (EIN) Electronic Filing 

File 

Filer 

Filing Year 

Golden Parachute Payment 

Incorrect Taxpayer Identification Number (Incorrect TIN) 

Information Return 
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A number developed by the Committee on Uniform Security 
Identification Procedures to serve as a common denominator 
in communications among users for security transactions and 
security information. 

A nine-digit number assigned by IRS for federal tax 
reporting purposes. Submission of information returns using 
switched telecommunications network circuits. These trans
missions usc modems, dial-up phone lines, and asynchronous 
or bisynchronous protocols. See Parts A, C, and D of this 
publication for specific information on electronic filing. 
For purposes of this revenue procedure, a file consists of all 
records submitted by a payer or transmitter, either magnet
ically or electronically. 

Person responsible for submitting information returns to IRS. 

The year ill which the information returns are being 
submitted to IRS/MCC (if magnetically) or service center (if 
paper). 

A payment made by a corporation to a certain officer, 
shareholder. or highly compensated individual when a 
change in the ownership or control of the corporation occurs 
or when a change in the ownership of a substantial part of 
the corporate assets occurs. 

A TIN may be incorrect for several reasons: 
(a) The payee gave a wrong number (e.g., the payee is listed 

as the only owner of an account but provided someone 
else's TIN). 

(b) A processing error (e.g., the number was typed 
incorrectly). 

(c) The payee's status changed (e.g., a payee name change 
was not conveyed to the IRS or SSA so that they could 
enter the change in their records). 

The vehicle for submitting required information about 
another person to IRS. 
Information returns are filed by financial institutions aod by 
others who make certain types of payments as part of their 
trade or business. 



Element 

Magnetic Media 

Media Tracking Slip 

Missing Taxpayer Identification Number (Missing TIN) 

PS 58 Costs 

Payee 

Payer 

Replacement 

Descriptioll 

The information required to be reported on an information 
return includes interest, dividends, pensions, nonemployed 
compensation for personal services, stock transactions, sales 
of real estate, mortgage interest, and other types of 
information. For this revenue procedure, an information 
return is Form 1098, 1099-A, 1099-B, 1099-C, I 099-DIV, 
1099-G, 1099-INT, 1099-MISC, 1099-0ID, 1099-PATR, 
1099-R, 1099-S, 5498, or W-2G. 

For this revenue procedure, the term "magnetic media" 
refers to ih-inch magnetic tape; IBM 3480/349013490E or 
AS400 compatible tape cartridge; or 5Y4- and 31/2-inch 
diskette. 

Form 1J267 accompanies media that IRSIMCC has returned 
to the filer for correetioll due to format or fatal errors 
encountered whell trying 10 process media. THIS MUST BE 
RETURNED WITH TilE REPLACEMENT FILE. 

The payee TIN on an information return is "missing" if: 
(a) there is no entry in the TIN field, 
(b) includes one or more alpha characters (a character or 

symbol other than an Arabic number) as one of the nine 
digits, OR 

(c) payee TIN has less than nine digits 

The current cost of life insurance under a qualified plan 
taxable under section 72(m) and Regulations section 1.72-
16(b). (Sec Part B, Sec. 7, Payee "B" Record, Document 
Specific/Distribution Code, Category of Distribution, Code 
9.) 

Person or organization receiving payments from the payer, 
or for whom an information return must be filed. The payee 
includes a borrower (Form 1099-A), a debtor (l099-C), a 
participant (Form 5498), and a gambling winner (Form W-
2G). For Form 1098, the payee is the individual paying the 
interest. For Form 1099-S, the payee is the seller or other 
transferor. 

Includes the person making payments, a recipient of 
mortgage interest payments, a broker, a person reporting a 
real estate transaction, a barter exchange, a creditor, a 
trustee, or an 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 media files. 

A replacement is an information return file that IRS/MCC 
has returned to the transmitter due to errors encountered 
during processing . 

... Note: Filers should never submit media to IRSIMCC marked "REPLACEMENT" ulliess IRSIMCC returned media to 
tile fliers. Wilen sending "REPLACEMENT" media, be sure to include the Media Tracking Slip (Form 9267) 
which will accompany media returned by IRSIMCC. Media that has bee" incorrectly marked as 
REPLACEMENT may result ill duplicate filillg. 

Service Bureau 

Social Security Number (SSN) 

Special Character 

SSA 

Person or organization with whom the payer has a contract 
to prepare andlor submit information return files to IRSI 
MCC. A parent company submitting data for a subsidiary is 
not considered a service bureau. 

A nine-digit number assigned by SSA to an individual for 
wage and tax reporting purposes. 

Any character that is not a numeral, an alpha, or a blank. 

Social Sccuri ty Administration. 

1996-2 C.B. 253 



Elemellt 

Statement to Recipient 

Taxpayer Identification Number (TIN) 

Tax Year 

Transfer Agent 

Transmitter 

Transmitter Control Code (TCC) 

Vendor 

Sec. 18. State Abbreviations 

Description 

f'or purposes of this revenue procedure, the copy of Form 
1099, 1098, 5498, or W-2G that is required to be sent by 
the payer to the recipient to provide information to be 
reported on the recipient's tax return. When reporting Fonn 
1098, the payer is the receiver of the mortgage interest and 
the recipient is the person making the interest payment. 
When reporting Form 1099-S, the payer is the entity 
reporting the transaction and the recipient is the seller or 
other transferor. 
May be either an Employer Identification Number (EIN) or 
Social Security Number (SSN). 

The year in which payments were made by a payer 10 a 
payee. 

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 
945). The payer may be required to submit to IRS/MCC a 
form 2678, Employer Appointment of Agent Under Section 
3504 of the Internal Revenue Code, which notifies IRS/MCC 
of the transfer agent relationship. 

Person or organization submitting file(s) magnetically/ 
electronically. May be payer or agent of payer. 

A five character alpha/numeric number assigned by IRSI 
MCC to the transmitter prior to actual filing magnetically or 
electronically. This number is inserted in the "A" Record of 
the files and must be present before the file can be 
processed. An application Form 4419 must be filed with 
IRS/MCC to receive this number. 

Service bureaus tllat will produce information return files on 
Ihe prescribed Iypes of magnelic media or via electronic 
filin/.: for payers who meet the 250 threshold or may be 
unable to prepare their OWII media. Companies who provide 
soflware for payers who wish 10 produce their own media or 
electronic files. 

.01 The following state abbreviations arc to be used when developing the state code portion of address fields. This table 
provides state abbreviations only, and docs not represent those states participating in the Combined Federal/State Filing 
Program. 

Stale Code Stale Code Slate Code 

Alabama AL Kentucky KY Ohio OH 
Alaska AK Louisiana LA Oklahoma OK 
American Samoa AS Maine ME Oregon OR 
Arizona AZ Marshall Islands MH Pennsylvania PA 
Arkansas AR Maryland MD Puerto Rico PR 
California CA Massachusells MA Rhode Island RI 
Colorado CO Michigan MI Soulh Carolina SC 
Connecticut CT Minnesola MN South Dakota SD 
Delaware DE Mississippi MS Tennessee TN 
District of Columbia DC Missouri MO Texas TX 
Federated Stales Montana MT Utah VT 

of Micronesia FM Nebraska NE Vermont VT 
Florida FL Nevada NV Virginia VA 
Georgia GA New Ilampshire NH Virgin Island VI 
Guam GU New Jersey NJ Washinglon WA 
Hawaii HI New Mexico NM West Virginia WV 
Idaho ID New York NY Wisconsin WI 
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State Code State Code State Code 

Illinois IL North Carolina NC Wyoming WY 
Indiana IN North Dakota ND 
Iowa IA Northern 
Kansas KS Mariana Islands MP 

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

• 03 For foreign country addresses, filers may use a 40 position free format which should include city, province or state, 
postal code, and name of country in this order. This is allowable only if a "I" (one) appears in the Foreign Country 
Indicator Field of the "B" Record . 

• 04 When reporting APO/FPO addresses use the following format: 

Payee Name 
Mailing Address 

Payee City 
*Payee State 
Payee ZIP Code 

EXAMPLE: 

PVT Willard J. Doc 
Company F. PSC Box 100 
167 Infantry REGT 
APO (or FPO) 
AE, AA. or AP 
098010100 

* AE is the designation for ZIPs beginning with 090-098, AA for ZIP 340, and AP for ZIPs 962-966. 

Sec. 19. Major Problems Encountered 

IRS/MCC encourages filers to verify the format and content of each type of record to ensure the accuracy of the data. 
This may eliminate the need for IRS/MCC to return files for replacement. This may be important for those payers who have 
either had their files prepared by a service bureau (sec Note) or who have purchased preprogrammed software packages. If a 
filer purchased a software package for a previous tax year, it may no longer be valid for reporting current tax year 
information returns. Following arc some of the most frequently encountered problems with magnetic/electronic files 
submitted to IRS/MCC. 

Some of the problems listed ill the Major Problems EIIC()ulllered ilia), result ill media beillg returned for replacemellt . 

... Note: If filers meet the liIing requirements and engage a service bureau to prepare media on their behalf, the 
liIers should be careful not to report duplicate data which may generate penalty notices. 

1. Discrepancy between IRSIMCC totals und totals in Payer "C" Records 

The "C" Record is a summary record for a type of return for a given payer as reported in the "B" Records. IRS balances 
the total number of payees and payment amounts and compares them with totals in the "C" Records. Filers should verify 
the accuracy of the records because imbalances may necessitate return of files for replacement. 

2. The Payment Amount Fields in the "8" Record do not correspond to the Amount Codes in the "A" Record 

If codes 2, 4, and 7 appear in the Amount Codes Field of the "A" Record, then the "B" Record must show payment 
amounts in only Fields 2, 4, and 7, right-justified and unused positions must be zero (0) tilled. 

EXAMPLE: "A" RECORD 

"B" RECORD 

247bbbhbb 
(Pos. 23-31) 

0000867599 
(Pos. 61-70) 

0000709097 
(Pos. 81-90) 

0000044985 
(Pos. 111-120) 

('b' denotes a blank) 

(Payment Amount 2) 

(payment Amount 4) 

(Payment Amount 7) 
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3. Blanks or invalid characters appear in Payment Amount Fields in the "B" Record 

Money amounts must be right-justified and zero (0) filled. Do not use blanks. 

4. Incorrect TIN in I)ayer "A" Record 

The Payer's TIN reported in positions 7-15 of the "A" Record must be correct in order for IRS/MCC to process the media. 
The TIN provided in the "A" Record should correspond with the name provided in the first payer name line. 

S. Bad Format 

IRS/MCC receives data in prior year format. 13e sure to use the current revenue procedure (Publication 1220) for 
formatting data. 

6. Incorrect tax year in the Payer "A" Record and the Payee "B" Record 

The tax year in both the payee and payer record should reflect the year of the information that is being reported. Filers need 
to check their files to ensure that this information is correct. 

7. Incorrect reporting of Form W-2 information to IRS 

Form W-2 information is submitted to SSA. and not to IRS/MCC. SSA has its own magnetic media reporting program and 
specifications for wage information. and the media containing Forms W-2 is submitted to SSA. Any media received at IRSI 
MCC that contains Form W-2 information will be returned to the filer. The local SSA office should be contacted for 
information concerning filing Forms W-2 on magnetic media. 

8. Excessive withholding credits 

Generally, for most information returns. other than Forms I099-MISC, 1099-R, and W-2G. Federal withholding amounts 
should not exceed 31 percent of the income reported. Validate the total reported in the withholding field against the total 
income reported. 

9. Incorrect format for TINs in the Payee "U" Record 

A check of "8" Records should be made to ensure the Taxpayer Identification Numbers (TINs) are formatted correctly. 
There should be nine numerics, no alphas. hyphens. commas, or blanks. Incorrect formatting of TINs may result in a 
penalty. (For penalty information, refer to the Penalty section of the 1996 "Instructions for Forms 1099, 1098, 5498, and 
W-2G.") 

lRS/MCC contacts filers who have submitted payee data with missing TINs in an attempt to prevent erroneous notices. 
Payers/transmitters who submit data with missing TINs and have taken the required steps to obtain this information are 
encouraged to attach a letter of explanation to the required Form 4804. This will prevent unnecessary contact from IRSI 
MCC. This letter, however, will not prevent backup withholding notices (CP2100 and CP2100A Notices) or penalties for 
missing or incorrect TINs. (For penalty information, refer to the Penalty section of the 1996 "Instructions for Forms 1099, 
1098, 5498, and W-2G.") 

10. Distribution Codes for Form 1099-R reported incorrectly 

Distribution Codes for Form I099-R are being reported incorrectly or not being reported. See valid distribution codes for 
1099-R in the Payee "8" Record layout. 

11. Incorrect Record Totals Listed on Form 4804 

The Combined Total Payee Records listed on the Form 4804 (Box 9) are used in the verification process of information 
returns. The figure in this box should be the total number of Payee "B" Records contained on the media submitted with the 
Form 4804. The figures on the Form 4804 are compared against the total number of Payee "B" Records processed on the 
media. Imbalances may necessitate the return of the files for replacement. 

12. Invalid Use of IRA/SEP Indicator 

The lRA/SEP Indicator for Form I099-R should be used only for the reporting of a distrib~tion from an IRA or SEP. The 
total amount distributed from an IRA or SEP should be reported in Payment Amount FlCld 2 (IRAISEP Distribution). 
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Part B. Magnetic Media Specifications 

Sec. 1. General 

.01 The specifications contained in 
this part of the revenue procedure 
define the required format and contents 
of the records to be included in the 
magnetic media file. 

.02 A provision is made in the "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 purposes: 

(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 the state or 
local department of revenue for filing 
instructions. (Also refer to Part A, Sec. 
16.) 

(b) Contain information for the 
filer's own personal use and used at the 
discretion of the filer to include infor
mation related to each individual re
turn. IRSIMCC will not use the infor
mation supplied in this field. The 
length of this field will vary depending 
on the type of return. 

.03 Transmitters should be consistent 
in the use of recording codes and 
density on files. If the media does not 
meet these specifications, it could be 
returned to the transmitter for replace
ment. Filers are encouraged to submit a 
test prior to submitting the actual file. 
Contact IRS/MCC for further informa
tion at 304-263-8700. 

.04 Use "K" Records only if the 
payer is an approved Combined 
Federal/State filer. 

Sec. 2. Tape Specifications 

.01 IRS/MCC can process most 
magnetic tape files if the following 
specifications are followed: 

(a) 9 track EBCDIC (Extended 
Binary Coded Decimal Inter
change Code) with: 

(1) Odd parity. 
(2) A density of 1600 or 6250 

CPI. 
(3) If transmitters use UNISYS 

Series 1100, they must sub
mit an interchange tape. 

(b) 9 track ASCII (American 
Standard Coded Information 
Interchange) with: 

(1) Odd parity. 

(2) A density of 1600 or 6250 
CPI. 

Transmillers should be consistent in 
the use of recording codes and density 
on files. 

. 02 All compatible tape files must 
have the following characteristics: Type 
of tape-Y2-inch (12.7 mm) wide, 
computer-grade magnetic tape on reels 
of up to 2,400 feet (731.52 m) within 
the following specifications: 

(a) Tape thickness: 1.0 or 1.5 mils 
and 

(b) Reel diameter: 101/2-inch 
(26.67 cm), 81/2-ineh (21.59 
cm), 7-inch (17.78 em), or 
6-inch. 

.03 The tape records defined in this 
revenue procedure may be blocked 
subject to the following: 

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

(b) If the usc 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. 

(c) All records, except the header 
and trailer labels. may be 
blocked or unblocked. A rec
ord may not contain any con
trol fields or block descriptor 
fields which describe the 
length of the block or the 
logical records within the 
block. The number of logical 
records within a block (the 
blocking factor) must be con
stant in every block with the 
exception of the last block 
which may be shorter (see 
item b above). The block 
length must be evenly divisible 
by 420. 

(d) Records may not span blocks. 
.04 Labeled or unlabeled tapes may 

be submilled. 
.05 For the purposes of this revenue 

procedure the following must be used: 

Tape Mark: 
(a) Used to signify the physical 

end of the recording on tape. 
(b) For even parity, use BCD 

configuration 00 IIII (8421). 
(c) May follow the header label 

and precede andlor follow the 
trailer label. 

.06 IRS/MCC can only read one 
data file on a tape. A data file is a 
group of records which mayor may not 
begin with a tapemark, but must end 
with a trailer label. Any data beyond 
the trailer label cannot be read by IRS 
programs . 

Sec. 3. Tape Cartridge Specifications 

.01 In most instances, IRS/MCC can 
process tape cartridges that meet the 
following specifications: 

(a) Must be IBM 3480, 3490, 
3490E, or AS400 compatible. 

(b) Must meet American National 
Standard Institute (ANSI) 
standards, and have the fol
lowing characteristics: 

(l) Tape cartridges will be Y2-
inch tape contained in plas
tic cartridges which are ap
proximately 4-inches by 
5-inches by I-inch in 
dimension. 

(2) Magnetic tape will be chro
mium dioxide particle based 
Y2-inch tape. 

(3) Cartridges must be 18-track 
or 36-track parallel (See 
Note). 

(4) Cartridges will contain 
37.871 CPI or 75,742 CPI 
(characters per inch). 

(5) Mode will be full function. 
(6) The data may be com

pressed using EDRC (Mem
orex) or IDRC (IBM) 
compression. 

(7) Either EBCDIC (Extended 
Binary Coded Decimal In
terchange Code) or ASCII 
(American Standard Coded 
Information Interchange) 
may be used. 

.02 The tape cartridge records de
fined in this revenue procedure may be 
blocked subject to the following: 

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

(b) 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. 

(c) All records, except the header 
and trailer labels, may be 
blocked or unblocked. A rec-
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ord may not contain any con
trol fields or block descriptor 
fields which describe the 
length of the block or the 
logical records within the 
block. The number of logical 
records within a block (the 
blocking factor) must be con
stant in every block with the 
exception of the last block 
which may be shorter (see 
item b above). The block 
length must be evenly divisible 
by 420. 

(d) Records may not span blocks. 
.03 Tape cartridges may be labeled 

or unlabeled. 
.04 For the purposes of this revenue 

procedure, the following must be used: 
Tape Mark: 
(a) Used to signify the physical 

end of the recording on tape. 
(b) For even parity, use BCD 

configuration 001111 (8421). 
(c) May follow the header label 

and precede and/or follow the 
trailer label. 

... Note: Filers should indicate on 
the external media label 
and transmittal Form 4804 
whether the cartridge is 36-
track or 18-track. 

Sec. 4. Smm (.315-inch) Tape 
Cartridges 

For Tax Year 1996, the processing 
of 8mm tape cartridge (also referred to 
as cassette) as WI acceptable form of 
maglletic media is offered as a pilot 
program for trallsmitters with AS400 
operatiolls systems only. 

.01 In most installces, IRSIMCC call 
process tape cartridges that lIleet the 
following specificatiolls: 

(a) Must meet Americall Natiollal 
Standard Illstitute (ANSI) 
standards, alld have the fol
lowing characteristics: 

(1) 8mm (.315-incll) tape car
tridges will be 2ih-illch by 
33f4-illcll. 

(2) Magnetic tape will be chro
mium dioxide particle based 
8mm tape. 

(3) Mode will be full fUllction. 
(4) Compressed data is not 

acceptable. 
(5) Either EBCDIC (Extended 

Binary Coded Decimal 111-
terchange Code) or ASCII 
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(Americall Standard Coded 
Illformatioll Illterchallxe) 
lila)' be used. I/owever, IRSI 
MC:C ellcourages the use of 
EBCDIC. Tllis i/!formation 
must appear Oil the external 
media label affixed to the 
cartridge. 

(6) A file lIlay cOllsist of more 
thall olle cartridge, how
ever, 110 more thall 250,000 
documellts may he trallsmit
ted per file or per cartridRe. 
The filellame, for example; 
IRSTAX will cOlltain a three 
dixit ext elision. The extell
sioll will indicate the se
quellce of the cartridxe 
with ill the file I of 3, 2 of 3, 
alld 3 of 3 al1d would 
appear ill the header label 
IRSTAX.OOI, IRSTAX.002, 
alld IRSTAX003 011 each 
cartridxe (~f the file. 

.02 The 8mlll (.315-il1ch) tape car
tridxe records defined ill this revellue 
procedure may be blocked subject to 
the followillg: 

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

(b) If the use of blocked records 
would result ill a short block, 
all remaillillR positions of the 
block //lust he filled with 9 's; 
however, the last block of the 
file lIlay be filled with 9's or 
trullcated. Do not pad a 
block with blanks. 

(c) All records, except the header 
alld trailer labels, //lay be 
blocked or ullblocked. A rec
ord lIIay not cOlltaill allY con
trol fields or block descriptor 
fields which describe the 
lellgth of the block or the 
loXical records within the 
block. The lIumber of loxical 
records with ill a block (the 
blocking factor) must be COlI

.~IlJ/lt ill eve!)' block with the 
exceptioll of the last block 
which may be shorter (see 
item b above). The block 
lellgth must be evellly divisible 
by 420. 

(d) 'COPY' or 'SA VE' commalld 
must be used to store dara on 
the cartridge. 

(c) Extraneous data followillX the 
.. F" record will result in 
media being returned for re
placemellt. 

(I) Records may lIot span blocks. 

(g) No more than 250,000 docu
mellts per cartridge alld per 
file. 

.03 For faster processing, IRS/MCC 
ellcourages transmitters to use header 
labeled cartridges. IRSTAX may be 
used as a suggested filename. 

.04 For the purposes of this revenue 
procedure. the following must be used: 

Tape Mark: 
(a) Used to signify the physical 

elld of the recording 011 tape. 
(b) For even parity, use BCD 

COli figuration 001111 (8421). 
(c) May follow the header label 

alld precede and/or follow the 
trailer label. 

.05 If extraneous data follows tlte 
elld of the file "F" Record, the file 
must he returned for repLacement. 
Therefore, IRS/MCC encourages trans
millers to use blank tape cartridges 
rather than cartridges previously used, 
ill the preparatioll of data when sub
mitting informatioll returns. 

.06 IRSIMCC can ollly read one data 
file Oil a tape. A data file is a group of 
records which mayor may not begill 
with a tapemark, hut must end with a 
trailer label. Any data beyond the 
trailer label canllot be read by IRS 
programs. 

Sec. 5. SIf4-inch and 3lh-inch 
Diskette Specifications 

.01 To be compatible, a diskette file 
must meet the following specifications: 

(a) 51/.i- or 3lh-inches in diameter. 
(b) Data must be recorded in 

standard ASCII code. For 51/4-
inch diskettes, data may be 
recorded using EBCDIC if the 
diskette is created on an IBM 
System 36. 

(c) Records must be a fixed length 
of 420 bytes per record. 

(d) Delimiter character commas 
(,) must not be used. 

(e) Positions 419 and 420 of each 
record have been reserved for 
use as carriage return/line feed 
(cr/lf) characters if applicable. 

(f) Filename of IRST AX must be 
used. Do not enter any other 
data in this field. If a file wiIl 
consist of more than one dis
kette, the filename IRSTAX 
will contain a three-digit exten
sion. This extension will indi
cate the sequence of the dis-



kettes within the file. For example. the first diskette will be named IRST AX.OO 1, the second diskette will be 
IRSTAX.002. etc. 

(g) A diskette file may consist of multiple diskettes as long as the file naming conventions are followed. 
(h) Disketles must meet one of the following specifications: 

Capacity 

1.44 mb 
1.44 mb 
1.2 mb 
720 kb 
360 kb 
320 kb 
180 kb 
160 kb 

.02 IRS/MCC encourages transmit
ten; to use blank or currently formalled 
disketles when preparing files (Sec 
Note). If extraneous data follows the 
end of file "F" Record. the file must 
be returned for replacement. 

• 03 IRS/MCC prefers that 51/4- and 
31h-inch diskettes be created using MS
DOS; however. diskettes created using 
other operating systems may be accept
able. 

... Note: 3Yz-inch Diskettes Created 
on a System 36 or AS400 
Are Not Acceptable. 

IRS/MCC has equipment that can 
convert diskettes created under most 
operating systems to the appropriate 
MS-DOS format. IRS/MCC strongly 
recommends that transmitters submit a 
test file for 51/4- and 3 1/2-inch diskettes. 
especially if their data was not created 
using MS-DOS. 

.04 Transmitters arc encouraged to 
use high density diskettes. Low density 
diskettes are acceptable but must be 
formatted in low density. 

.05 Transmitters should check media 
for vimses before submitting media to 
IRS/MCC. 

Sec. 6. Payer/Transmitter "A" 
Record-General Field Descriptions 

.01 The Payer/Transmiller "A" Rec
ord identifies the payer and transmitler 

Tracks 

96tpi 
135tpi 
96tpi 
48tpi 
48tpi 
48tpi 
48tpi 
48tpi 

Sides/Density 

hd 
hd 
hd 
ds/dd 
ds/dd 
ds/dd 
ss/dd 
ss/dd 

of the magnetic media tile and provides 
parameters for the succeeding Payee 
"B" Records. IRS computer programs 
rely on the absolute relationship be
tween 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 
depends on the number of payers and 
the different types of returns being 
reported. The payment amounts for one 
payer and for one type of return should 
be consolidated under one "A" Record 
if submi tted on the same file. 

. 03 Do not submit separate "A" 
Records for each payment amount 
being reported. For example. if a payer 
is filing Form 1099-DIV to report 
Amount Codes I. 2. and 3. all three 
amount codes should be reported under 
one "A" Record. not three separate 
"A" Records. For "B" Records that 
do not contain payment amounts for all 
three amount codes. enter zeros for 
those which have no payment to be 
reported. 

.04 The first record on the file must 
be an "A" Record. A transmiller may 
include "B" Records for more than 
one payer on a tape or diskette. 
However. each group of "B" Records 
must be preceded by an •• A" Record 
and followed by an End of Payer "C" 
Record. A single tape or diskette may 
contain different types of returns but 
the types of returns must not be 
intermingled. A separate "A" Record 

Sector Size 

512 
512 
512 
512 
512 
512 
512 
512 

is required for each payer and each 
type of return being reported. 

.OS All records must be a fixed 
length of 420 positions. 

.06 An •• A" Record may be blocked 
with "B" Records. however. the initial 
record on a file must be an "A" 
Record. IRS/MCC will accept an "A" 
Record after a "C" Record. 

.07 Do not begin any record at the 
end of a block or diskette and continue 
the same record into the next block . 

.08 All alpha characters entered in 
the "A" Record must be upper-case . 

.09 When filing Form I 098. Mort
gage Interest Statement, the •• A" Rec
ord will reflect the name of the 
recipient of the interest referred to as 
the payer in these instructions. The 
"B" Record will reflect the individual 
paying the interest (borrower/payer of 
record) and the amount paid. 

... Note: For all fields marked Re
quired. a transmitter must 
provide the information de
scribed under Description 
and Remarks. For fields not 
marked Required. a trans
mitter must allow for the 
field, but may be instructed 
to enter blanks or zeros in 
the indicated media posi
tion(s) and for the indicated 
length. All records are now a 
fixed length of 420 positions. 

Record Name: Payerrrransmitter "A" Record 

Field 
Position 

2-3 

Field Title 

Record Type 

Payment Year 

Length Description and Remarks 

Required. Enter "A." 

2 Required. Enter "96" (unless reporting prior year data). 
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Field 
Position Field Title 

4-6 Reel Sequence 
Number 

7-15 Payer's TIN 

16-19 Payer Name 
Control 

20 

21 

22 

23-31 

Last Filing 
Indicator 

Combined Federall 
State Filer 

Type of Return 

Amount Codes 
(See Note) 
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Record Name: Payerrrransmitter "A" Record-Continued 

Length Description and Remarks 

3 The reel sequence number is incremented by 1 for each tape or diskette on the 
file starting with 00 I. The transmitter may enter blanks or zeros in this field. 
IRS/MCC bypasses this information. Indicate the proper sequence on the 
external media label. 

9 Required. Must be the valid nine-digit Taxpayer Identification Number assigned 
to the payer. Do not enter blanks, hyphens, or alpha characters. 
All zeros, ones, twos, etc., will have the effect of an incorrect TIN. For foreign 
entities that are not required to have a TIN, this field may be blank. However, 
the Foreign Entity Indicator, position 49 of the "A" Record, should be set to 
"I" (one). 

4 Not a required field. The Payer Name Control can be obtained only from the 
mail label on the Package 1099 that is mailed to most payers each December. 
To distinguish between Package 1099 and the Magnetic Media Reporting 
(MMR) Package, the Package 1099 contains instructions for paper filing only, 
and the mail label on the package contains a four (4) character name control. 
The MMR Package contains instructions for filing magnetically or electronically. 
The mail label does not contain a name control. Names of less than four (4) 
characters should be left-justified, filling the unused positions with blanks. If a 
Package 1099 has not been received or the Payer Name Control is unknown, this 
field must be blank filled. 

9 

Enter a "I" (one) if this is the last year the payer will file, otherwise, enter 
blank. Use this indicator if the payer will not be filing information returns under 
this payer name and TIN in the future either magnetically, electronically, or on 
paper. 

Required for the Combined FederallState Filing Program. Enter "I" (one) if 
participating in the Combined Federal/State Filing Program, otherwise, enter 
blank. Refer to Part A, Sec. 16, for further information. Forms 1098, 1099-A, 
1099-B, 1099-C, 1099-S, and W-2G cannot be filed under this program. 

Required. Enter the appropriate code from the table below: 
Type of Return 

1098 
1099-A 
1099-B 
I099-C 
1099-DIV 
1099-G 
I099-INT 
1099-MISC 
1099-0ID 
I099-·PATR 
I099-R 
I099-S 
5498 
W-2G 

Code 

3 
4 
B 
5 
1 
F 
6 
A 
D 
7 
9 
S 
L 
W 

Required. Enter the appropriate amount codes for the type of return being 
reported. Generally, for each amount code entered in this field, a corresponding 
payment amount must appear in the Payee "B" Record. In most cases, the box 
numbers on paper information returns correspond with the amount codes 
used to file magnetically/electronically. However, if discrepancies occur, this 
revenue procedure governs. 



Field 
Position 

Record Name: Payerrrransmilter "A" Record-Continued 

Field Title Length Description and Remarks 

Example of Amount Codes: 

If position 22 of the Payerrrransmilter "A" Record is "A" (for I099-MISC) and positions 23-31 arc 
"1247bbbbb". this indicates the payer is reporting any or all four payment amounts (1247) in all of the 
following "13" Records. (In this example, "b" denotes blanks in the designated positions. Do not enter the 
leUer 'b'.) 

The first payment amount field will represent rents; 
the second will represent royalties; 
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 nonemployed compensation; 

and 
the eighth and ninth will be all "0" (zeros). 

Enter the amount codes in ascending sequence (i.e., I 247bbbbb. left justify information. and fill unused 
positions with blanks. For further clarification of the amount codes. contact lRS/MCC. (In this example, "b" 
denotes blanks in the designated positions. Do not enter the leUer 'b'.) 

rr Note: A type of return and an amount code must be present in every Payer "A" Record even if no money 
amounts are being reported. For a detailed explanation of the information to be reported in each amount 
code, refer to the 1996 "Instructions for Forms 1099, 1098, 5498, and W-2G." 

Amount Codes Form 1098-
Mortgage Interest Statement 

Amount Codes Form 1099-A
Acquisition or Abandonment of 
Secured Property (Sec Note 1) 

For Reporting Mortgage Interest Received From PayerslBorrowers (Payer of 
Record) on Form 1098: 

AI/lOll/It 
Code 
I 
2 
3 

Amount Type 
Mortgage interest received from payer(s)/borrower(s) 
Points paid on purchase of principal residence 
Refund of overpaid interest 

For Reporting the Acquisition or Abandonment of Secured Property on Form 
1099-A: 

Amount 
Code 
2 
4 

Amount Type 
Balance of principal outstanding 
Fair market value of property 

rr Note 1: If, in the same calendar year, a debt is canceled in connection with the acquisition or abandonment of 
secured property and the liIer would be required to liIe both Forms 1099-A and 1099-C (Cancellation of 
Debt) for one debtor, the liIer is required to liIe Form 1099-C only. See the 1996 "Instructions for Forms 
1099, 1098, 5498, and W-2G" for further information on coordination with Form 1099-C. 

Amount Codes Form 1099-B 
Proceeds From Broker and 
Barter Exchange Transaction 

For Reporting Payments on Form 1099-13: 

Amount 
Code 
2 
3 
4 

6 

7 
8 
9 

Amoullt Type 
Stocks. bonds. etc. (For forward contracts. See Note 1) 
Bartering (Do not report negative amounts.) 
Federal income tax withheld (backup withholding) (Do not report 
negative amounts.) 
Profit or (loss) realized on Closed Regulated Futures or Foreign 
Currency Contracts in 1996 (See Note 2). 
Unrealized profit or (loss) on open contracts-l 2/3 1195 (Sec Note 2). 
Unrealized profit or (loss) on open contracts-12/31196 (See Note 2). 
Aggregate profit or (loss) (See Note 2). 

rr Note 1: The payment amount field associated with Amount Code 2 may be used to represent a loss from a closing 
transaction on a forward contract. Refer to the "B" Record - General Field Descriptions, Payment 
Amount Fields, for instructions on reporting negative amounts. 
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Record Name: Payerrrransmitter "A" Record-Continued 

Field 
Position Field Title Length Description and Remarks 

... Note 2: Payment Amount Fields 6, 7, 8, and 9 are to be used for the reporting of regulated futures or foreign 
currency contracts. 

Amount Codes 
Form 1099-C-Cancellation 
of Debt (See Note 1) 

For Reporting Cancellation of Debt on Form l099-C: 

AmoulII 
Code 
2 
3 
4 
7 

Amoullt TYIJe 
Amount of debt canceled (See Note 2) 
Interest included in Amount Code 2 
Penalties. lines. or administrative costs included in Amount Code 2 
Fair market value of property (Sec Note 3) 

... Note 1: If, in the same calendar year, a debt is canceled in connection with the acquisition or abandonment of 
secured property for one debtor and the filer would be required to file both Forms 1099-C and 1099-A 
(Acquisition or Abandonment of Secured Property) the filer is required to file Form 1099-C only. See the 
1996 "Instructions for Forms 1099, 1098,5498, and W-2G" for further information on coordination with 
Form 1 099-A • 

... Note 2: A debt is any amount owed to the debtor including principal, interest, penalties, administrative costs, and 
fines, to the extent they are indebtedness under section 61(a)(12). The amount of debt discharged or 
canceled may be all or only part of the total amount owed. See the 1996 "Instructions for Forms 1099, 
1098, 5498, and W-2G" for further information . 

... Note 3: Amount Code 7 will be used only if a combined Form 1099-A and 1099-C is being filed. See the 1996 
"Instructions for Forms 1099, 1098. 5498, and W-2G" for further information on reporting the fair 
market value of property and coordination with Form 1099-A. 

Amount Codes 
Form 1099-DIV-Dividends 
and Distributions 

For Reporting Payments on Form 1099-D1V: 

Amoullt 
Code 
I 
2 
3 
4 
5 
6 
7 
8 
9 

AmoUllt Type 
Gross dividends and other distributions on stock (See Note) 
Ordinary dividends (See Note) 
Capital gain distributions (See Note) 
Nontaxable distributions (if determinable) (See Note) 
Investment expenses (See Note) 
Federal income tax withheld (backup withholding) 
Foreign tax paid 
Cash liquidation distributions 
Noncash liquidation distributions (show fair market value) 

... Note: Amount Code 1 MUST be present (unless the payer is using Amount Codes 8 or 9 only) and must equal the 
sum of amounts reported for Amount Codes 2, 3, 4, and 5. If an amount is present for Amount Code 1, 
there must be an amount present for Amount Codes 2-5 as applicable. 

Amount Codes 
Form 1099-G-Certain 
Government Payments 

Amount Codes 
Form 1099-INT-Interest 
Income 
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For Reporting Payments on Form 1099-G: 

Amount 
Code 
1 
2 
4 
6 
7 

Amoullt Type 
Unemployment compensation 
State or local income tax refunds. credits, or offsets 
Federal income tax withheld (backup withholding) 
Taxable grants 
Agriculture payments 

For Reporting Payments on Form l099-INT: 



Field 
Position Ficld Title 

Amount Codes 
Form 1 099-M ISC
Miscellaneous Income 

Rccord Namc: PaycrrrransllIiltcr .• A" Rccord-Continued 

Length Description and Rcmarks 

Amoullt 
Cocle 
I 
2 
3 
4 
5 

Amoullt T:vpe 
Intcrest income not included in Amount Code 3 
Early withdrawal penalty 
Interest on U.S. Savings 130nds and Treasury obligations 
Federal income tax withheld (backup withholding) 
Foreign tax paid 

For Reporting Payments on Form 1099-MISC: 

AmoUllt 
Code 
I 
2 
3 
4 

5 
6 
7 
8 
9 

A mount Type 
Rents (See Note I) 
Royalties (See Note 2) 
Other income 
Federal incomc tax withheld (backup withholding and withholding on 
payments of Indian gaming profits) 
Fishing boat proceeds 
Medical and health care payments 
Nonemployed compensation or crop insurance proceeds (See Note 3) 
Substitute payments in lieu of dividends or interest 
Excess golden parachute payments 
(Filers: See Note 4) 

.... Note 1: If reporting the Direct Sales Indicator only, use Type of Return Code A for 1099-MISC in position 22, 
and Amount Code 1 in position 23 of the Payer "A" Record. All payment amount fields in the Payee 
"8" Record will cuntain zeros . 

.... Note 2: Do not report timber royalties under a "pay-as-cut" contract; these must be reported on Form 1099-S . 

.... Note 3: Amount Code 7 is normally used to report nonemployed compensation. However, Amount Code 7 may 
also be used to report crop insurance proceeds. See positions 4-5 of the "8" Record for instructions. If 
nonemployed compensation and croll insurance proceeds are being paid to the same payee, a separate 
"8" Record for each transaction is required . 

.... Note 4: For the convenience of the payer, the Special Data Entries Field in the Payee "8" Record may be used to 
report state and local income tax withheld. This information does not need to be reported to IRS. 

Amount Codes 
"'orm 1 099-01 D-Original 
Issue Discount 

Amount Codes 
Form 1099-PATR-Taxable 
Distributions Received From 
Cooperatives 

For Reporting Payments on Form 1099-01D: 

AmOUIll 
Code Amount Type 
I Original issue discount for 1996 
2 Other periodic interest 
3 Early withdrawal penalty 
4 Federal income tax withheld (backup withholding) 

For Reporting Payments on Form I099-PATR: 

Amount 
Code Amoullt Type 

I Patronage dividends 
2 Nonpatronage distributions 
3 Per-unit retain allocations 
4 Federal income tax withheld (backup withholding) 
5 Redemption of nonqualified notices and retain allocations 

Pass-Through Credits (See Note) 

6 For filers' use 

1996-2 C.B. 263 



Field 
Position Field Title 

Record Name: Payerrrransmilter "A" Record-Continued 

Length Description and Remarks 

Amoullt 
Code 
7 
8 
9 

Amoullt Type 
Energy investment credit 
Jobs credit 
Patron's Alternative Minimum Tax (AMT) Adjustment 

.. Note: Amount Codes 6, 7, and 8 are reserved for the patron's share of unused credits that the cooperative is 
passing through to the patron. Other credits, such as the Indian employment credit may be reported in 
Amount Code 6. The title of the credit reported ill Amount Code 6 should be reported in the Special Data 
Entries Field in the Payee "u" Record. The amounts shown for Amount Codes 6, 7, 8, and 9 must be 
reported to the payee. These Amount Codes and the Special Data Entries Field are for the convenience of 
the filer. This information is not needed by IRS/MCC. 

Amount Codes Form 1099-R
Distributions From Pensions, 
Annuities, Retirement or Prolit
Sharing Plans, IRAs, Insurance 
Contracts, etc. (See Note 1) 

for Reporting Payments on Form I 099-R: 

AII/oullt 
Code Amoullt T)'jJe 

1 Gross distribution (See Note 2) 
2 Taxable amount (See Note 3) 
3 Capital gain (included in Amount Code 2) 
4 Federal income tax withheld (See Note 4) 
5 Employee contributions or insurance premiums 
6 Net unrealized appreciation in employers' securities 
8 Other 
9 Total employee contributions 

.. Note 1: Additional information may be required in the "8" Record. Refer to positions 44 through 48 of the "8" 
Record . 

.. Note 2: If the payment shown for Amount Cude 1 is a total distribution, enter a "1" (one) in position 47 of the 
"8" Record. An amount must be shown in Amount Field 1 . 

.. Note 3: If a distribution is a loss, do not enter a negative amount. For example, if stock is distributed but the 
value is less than the employee's after-tax contributions, enter the value of the stock in Amount Code 1, 
enter "0" (zero) in Amount Code 2, and enter the employee's contributions in Amount Code 5. 
If the taxable amount cannot be determined, enter a "I" (one) in position 48 of the "8" Record. If 
reporting an IRA/SEP distribution, generally include the amount of the distribution in the Taxable 
Amount (Payment Amount Field 2, positions 61-70) and enter a "I" (one) in the IRAISEP Indicator Field 
(position 44). A "1" (one) may be entered in the Taxable Amount Not Determined Indicator Field 
(position 48) of the Payee "8" Record, but the amount of the distribution must still be reported in 
Payment Amount Fields 1 and 2. See the explanation for 80x 2a of Form 1099-R in the 1996 
"Instructions for Forms 1099, 1098, 5498, and W-2G" for more information on reporting the taxable 
amount. 

.. Note 4: See the 1996 "Instructions for Forms 1099, 1098, 5498, and W-2G" for information concerning federal 
income tax withheld for Form 1 099-R . 

.. Note: For payers who wish to report state or local income tax, see Part 8, Section 7 (6) Payee "8" Record
Record Layout Positions 322-420 Form 1099-R. 

Amount Codes Form 1099-
S-Proceeds From Real 
Estate Transactions 

For Reporting Payments on Form 1099-S: 

AmOUIIl 
Code Amount Type 
2 Gross proceeds (See Note) 
5 Buyer's part of real estate tax 

.. Note: Include payments of timber royalties made under a "pay-as-cut" contr.ac~, reportable under section 6050N . 
If timber royalties are being reported, enter "TIM8ER" in the deSCription field of the "8" Record. For 
more information, see Announcement 90-129, 1990-48 I.R.8. 10. 
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Field 
Position Field Title 

Record Name: Payerrrransmilter "A" Record-Continued 

Length Description and Remarks 

Amount Codes Form 5498-
Individual Retirement 
Arrangement Information (See 
Note) 

For Reporting Payments on Form 5498: 

Amount 
Code 
I 
2 
3 
4 

Amoullt Type 
Regular IRA contributions made in 1996 and 1997 for 1996. 
Rollover IRA contributions 
Life insurance cost included in Amount Code 1 
Fair market value of the account 

... Note: For information regarding Inherited IRAs, refer to the 1996 "Instructions for Forms 1099, 1098, 5498, and 
W-2G" and Rev. Proc. 89-52, 1989-2 C.B. 632. Beneficiary information must be given in the Payee Name 
Line Field of the "B" Record. 
If reporting IRA contributions for a Desert Storm/Shield participant for other than 1996 or an Operations 
Joint Endeavor (Bosnia Region) participant, enter "OS," for Desert Storm or "JE" for Joint Endeavor, the 
year for which the contribution was made, and the amount of the contribution in the Special Data Entries 
Field of the "B" Record. Do not enter the contributions in Amount Code 1. 
For information concerning Desert Storm/Shield participant reporting, refer to the 1994 "Instructions for 
Forms 1099, 1098, 5498, and W-2G," or Notice 91-17, 1991-1 C.B. 319. The instructions for tiling Form 
5498 for Desert Storm/Shield participants will also apply to participants of Operation Joint Endeavor of the 
Bosnia Region. 

Amount Codes Form W-2G
Certain Gambling Winnings 

For Reporting Payments on Form W-2G: 

Amoullt 
Code 
I 
2 
3 
7 

AmOUIIl T)1JC 
Gross winnings 
Federal income tax withheld 
State income tax withheld (See Note) 
Winnings from identical wagers 

... Note: State income tax withheld is added for the convenience of the payer but need not be reported to IRSIMCC. 

32 

33 

34-41 

42-43 

44-48 

49 

Test Indicator 

Service Bureau 
Indicator 

Blank 

Magnetic Tape 
Filer Indicator 

Transmilter 
Control Code 
(TCC) 

Foreign Entity 
Indicator 

8 

2 

5 

Required. Enter "T" if this is a test file, otherwise enter a blank. 

Enter "I" (one) if a service was used to develop and/or transmit files, 
otherwise, enter blank. See Part A, Sec. 17 for the definition of service bureau. 

Enter blanks. 

Required for magnetic tape/lape cartridge filers only. Enter the letters "LS" (in 
uppercase only). Use of this field by filers using other types of media will be 
acceptable but is not required. 

Required. Enter the five character alpha/numeric Transmitter Control Code 
assigned by IRS/MCC. A TCC mllst be obtained to file data on this program. 
Do not enter more than one TCe per tile. 

Enter a "I" (one) if the payer s a foreign entity and income is paid by the 
corporation to a U.S. resident. If the payer is not a foreign entity, enter a blank 
(See Note) . 

... Note: If payers erroneously report entities as foreign, they may be subject to a penalty for providing incorrect 
information to IRS. Therefore, payers must be sure to code only those records as foreign entities that 
should be coded. 

50-89 First Payer Name 
Line 

40 Required. Enter the name of the payer whose TIN appears in positions 7-15 of 
the "A" Record. Any extraneous information must be deleted. Left justify 
information, and fill unused positions with blanks. (Filers should not enter a 
transfer agent's name in this field. Any transfer agent's name should appear in 
the Second Payer Name Line Field.) 
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Field 
Position Field Title 

Record Name: Payerrrransmitler "A" Record-Continued 

Length Description and Remarks 

... Note: When reporting Form 1098, Mortgage Interest Statement, the" A" Record will reflect the name and TIN 
of the recipient of the interest/the filer of Form 1098 (the payer). The "8" Record will reflect the 
individual paying the interest (the payer of record) and the amount paid. For Form 1099-5, the "A" 
Record will reflect the person responsible for reporting the transaction (the filer of Form 1099-5) and the 
"8" Record will reflect the seller/transferor. 

90-129 

130 

Second Payer 
Name Line 

Transfer Agent 
Indicator 

131-170 Payer Shipping 
Address 

171-210 Payer City, State, 
and ZIP Code 

211-290 Transmiller Name 

291-330 Transmiller 
Mailing Address 

331-370 Transmitter City, 
State, and ZIP 
Code 

371-418 Blank 

419-420 Blank 
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40 

40 

40 

80 

40 

40 

48 

2 

If the Transfer (or Paying) Agent Indicator (position 130) contains a "1" (one), 
this field must contain the name of the transfer (or paying) agent. If the 
indicator contains a "0" (zero), this field may contain either a continuation of 
the First Payer Name Line or blanks. Left justify information and fill unused 
positions with blanks. 

Required. Identifies the entity in the Second Payer Name Line Field. (Sec Part 
A, Sec. 17 for a definition of transfer agent.) 

Code 
I 

o (zero) 

Meaning 
The entity in the Second Payer Name Line Field is the transfer (or 
paying) agent. 
The entity shown IS not the transfer (or paying) agent (i.e., the 
Second Payer Name Line Field contains either a continuation of the 
First Payer Name Line Field or blanks). 

Required. If the Transfer Agent Indicator in position 130 is a "I" (one), enter 
the shipping address of the transfer (or paying) agent. Otherwise, enter the 
actual shipping aduress of the payer. The street address should include number, 
street, apartment or suite number (or P. O. Box if mail is not delivered to street 
address). Left justify information, and fill unused positions with blanks. 

Required. If the Transfer Agent Indicator in position 130 is a "I" (one), enter 
the city, town, or post oflice, state abbreviation and ZIP Code of the transfer 
agent. Otherwise, enter the city, town, or post office, state, and ZIP Code of the 
payer. Left justify information, and fill unused positions with blanks. 

Required if the payer and the transmiller are not the same. Enter the name of 
the transmitter in the manner in which it is used in normal business. The name 
of tlansmitter must be reported in the same manner throughout the entire file. 
Left justify information, and fill unuseu positions with blanks. If the payer and 
transmiller are the same, this field may be blank. 

Required if the payer and transmitter are not the same. Enter the mailing 
aduless of the transmitter. Street address should include number, street, 
apartment or suite number (or P.O. Box if mail is not delivered to street 
address). Left justi fy information, and fill unused positions with blanks. If the 
payer and transmitter are the same, this field may be blank. 

Required if the payer and transmitter are not the same. Enter the city, town, or 
post office, state, and ZIP Code of the transmitter. Left justify information and 
fill unused positions with blanks. If the payer and transmitter are the same, this 
field may be blank. 

Enter blanks. 

Enter blanks or Carriage Return/Line Feed (CR/LF). 



Sec. 7. Payer/Transmitter "A" Record-Record Layout 

Record Payment Reel 
Payer's Payer Last 

Type Year Sequence 
TlN* 

Name Filing 
Number Control* Indicator 

2-3 4-6 7-15 16-19 20 

Combined Type 
Amount Service 

Federal/State of Test 
Bureau 

Filer Return Codes Indicator 
Indicator 

21 22 23-31 32 33 

Magnetic 
Transmitter Foreign First Second 

Tape Payer Payer Blank 
Filer 

Control Entity 
Name Name 

Indicator Code Indicator 
Line* Line* 

34-41 42-43 44-48 49 50-89 90-129 

Transfer Payer Payer City 
Transmitter 

Transmitter 
Agent Shipping State And 

Name 
Mailing 

Indicator Address* Zip Code* Address 

130 131-170 171-210 211-290 291-330 

Transmitter Blank 
City. State. Blank or 

and Zip Code CR/LF 

331-370 371-418 419-420 

... Note: When reporting Form 1098, Mortgage Interest Statement, the "A" Record will renect the name and TIN of 
the recipient of the interest (the payer). For Form 1099-S, the "A" Record will renect the person 
responsible for reporting the transaction. 

Sec. 8. Payee "B" Record-General Field Descriptions and Record Layouts 

.01 The "B" Record contains the payment information from the information returns. When filing information returns. the 
format for the "B" Records will remain cOllstant and is a fixed length of 420 positions. The record layout for positions 1 
through 321 is the same for all "S" Records. Positions 322 through 420 vary for Forms 1099-A. 1099-B. 1099-C. 1099-
OlD. 1099-S. and W-2G to accommodate variations within these forms. In the "A" Record. the amount codes that appear 
in tape or diskette positions 23 through 31 will be left-justified and filled with blanks. In the "B" Record, the filer must 
allow for all nine Payment Amount Fields. For those fields not used. enter "O's" (zeros). For example. a payer reporting on 
Form 1099-MISC. should ENTER "A" in tape position 22 of the "A" Record. Type of Return. If reporting payments for 
Amount Codes 1.2.4. and 7. the payer would reportl11cdia positions 23 through 31 of the "A" Record as "1247bbbbb." 
(In this example. "b" denotes blanks. Do not entcr the letter ·b·.) In the "B" Record: 
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Positions 51 through 60 for Pay
ment Amount I will represent 
Rents. 

Positions 61-70 for Payment 
Amount 2 will represent 
Royalties. 

Positions 71-80 for Payment 
Amount 3 will be "O's" 
(zeros). 

Positions 81-90 for Payment 
Amount 4 will represent Federal 
income tax withheld. 

Positions 91-110 for Payment 
Amounts 5 and 6 will be "O's" 
(zeros). 

Positions 111-120 for Payment 
Amount 7 will represent Non
employee compensation. 

Positions 121-140 for Payment 
Amounts 8 and 9 will be "O's" 
(zeros). 

.02 The following specifications in
clude a field in the payee records 
called "Name Control" in which the 
first four characters of the payee's 
surname are to be entered by the filer. 

.03 If filers are unable to determine 
the first four characters of the surname, 
the Name Control Field may be left 
blank. Compliance with the following 
will facilitate IRS computer programs 
in generating the name control: 

(a) The surname of the payee 
whose TIN is shown in the 
"B" Record should always 
appear first. If, howcver, the 
records have been developed 
using the first name first, the 

Field 

tiler must leave a blank space 
between the first and last 
names. 

(b) In the case of multiple payees, 
only the surname of the payee 
whose TIN (SSN or EIN) is 
shown in the •• B" Record 
must be present in the First 
Payee Name Line. Surnames 
of any other payees may be 
entered in the Second Payee 
Name Line. 

.04 See Part A, Sec. 14 for further 
information concerning Taxpayer Iden
tification Numbers (TINs). 

.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 
governmcnts, or for the personal use of 
the filer. IRS does not use the data 
provided in the Special Data Entries 
Field, therefore, the IRS program does 
not check the content or format of the 
data entered in this field. It is the 
filcr's option to usc the Special Data 
Entry Field. If this field is coded, it 
will not affect the processing of the 
"B" Records. 

.06 Those payers participating in the 
Combined Federal/State Filing Program 
must adhere to all of the specifications 
in Part A, Sec. 16, in order to 
participate in this program. Forms 
1098, 1099-A, 1099-8, 1099-C, 1099-
S, and W-2G cannot be filed under the 
Combined Federal/State Filing 
Program. 

,07 All alpha characters entered in 
the "B" Record must be uppercase. 

Record Name: Payee "B" Record 

.08 Do not use decimal points (.) to 
indicate dollars and cents. Ten dollars 
must appear as 000000 1 000 in the 
payment amount field. 

.09 IRS strongly encourages trans
mitters to review the data for accuracy 
before submission to prevent issuance 
of erroneous notices. Transmitters 
should be especially careful that the 
names, TINs, account numbers, types 
of income, and income amounts are 
correct. 

.1 0 When reporting Form 1098, 
Mortgage Interest Statement, the "A" 
Record will reflect the name and TIN 
of the recipient of the interest, the filer 
of the Form 1098 (the payer). The 
"B" Record will reflect the individual 
paying the interest (borrower/payer of 
record) and the amount paid. For Form 
1099-S, the "A" Record will reflect 
the person responsible for reporting the 
transaction (the filer of the Form 1099-
S) and the "B" Record will reflect the 
seller/transferor. 

... Note: For all fields marked Re
quired, the transmitter 
must provide the informa
tion described under De
scription and Remarks. For 
those fields not marked 
Required, the transmitter 
must allow for the field, 
but may be instructed to 
enter blanks or zeros in the 
indicated position(s) and 
for the indicated length. All 
records are a fixed length 
of 420 positions. 

Position Field Title Length Description and Remarks 

2-3 

4-5 

Record Type 

Payment Year 

Document 
Specific/ 
Distribution Code 
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2 

2 

Required. Enter "B." 

Required. Enter "96" (unless reporting prior year data). 

Required for Forms I099-G, I099-MISC, I099-R and W-2G. For all other 
forms, or if not used, enter blanks. 



Record Name: Payee "U" Record-Continued 

Field 
Position Field Title Length Description and Remarks 

Tax Year of Refund (Form 
l099-G only) 

Tax Yeur 
For Which 

Refund Wus 
Is.~ued 

1991 
1992 
1993 
1994 
1995 
1986 
1987 
1988 
1989 
1990 

For Form I099-G. use only for reporting the tax year for which the *refund. 
credit. or offset (Amount Code 2) was issued. Enter in position 4; position 5 
must be blank. If the refund. credit, or offset is not attributable to income from a 
trade or business. enter the numeric year from the table below for which the 
refund. crcdit. or offset was issued (e.g., for 1995, enter 5). If the refund, credit 
or offset is exclusively attributable to income from a trade or business and is not 
of general application. enter the alpha equivalent of the year from the table 
below (e.g., for 1995. entcr E). 

Code For Tax Year 
Which Refund Was Issued 

*Code 
For 

Gelleral 
Refullcl 

1 
2 
3 
4 
5' 
6 
7 
8 
9 
o 

*Code For 
Trade/Business 
Refund (Alpha 

Equivalellt) 
A 
B 
C 
D 
£ 
F 
G 
H 
I 
J 

*Be sure the distribution code renects the lax year for which the REFUND was made, not the lax year of the Form 
l099-G. 

Crop Insurance Proceeds 
(Form l099-MISC only) 

Distribution Code (Form 
l099-R only) (For a 
detailed explanation of the 
Distribution Codes, sec the 
1996 "Instructions for 
Forms 1099, 1098, 5498. 
and W-2G.") 

For Form l099-MISC. Entcr "I" (one) in position 4 if the payments reported 
for Amount Code 7 arc crop insurance proceeds. Position 5 will be blank. 
"'or Form l099-R, enter the appropriate distribution code(s). More than one 
code may apply for Form 1099-R. If only one code is required, it must be 
entered in position 4 and position 5 must be blank. Enter at least one (1) dis
tribution code. A blank in position 4 is not acceptable. 

Enter the applicable code from the table that follows. Position 4 must contain a 
numeric code in all cases except when using P, D, E. F. G, or H. Distribution 
Code A. B, or C. when applicable. must be entered in position 5 with the 
applicable numeric code in position 4. 
Whcn using Codc P for an IRA distribution under section 408(d)(4) of the 
Internal Revenue Code, the filer may also entcr Code 1 if applicable. 

Only three numcric combinations arc acceptable, Codes 8 and 1, Codes 8 and 2 
and Codes 8 and 4. on one return. These three combinations can be used only if 
both codes apply to the distribution being reported. If more than one numeric 
code is applicable to different parts of a distribution, report two separate "B" 
Records. 
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Record Name: Payee "B" Record-Continued 

Field 
Position Field Tille Length Description and Remarks 

Form l099-R 
Continued 

Distribution Codes E, F, and I-I cannot be used in conjunction with other codes. 
Distribution Code G may be used in conjunction with Distribution Code 4 only, 
if applicable. 

Category Code 
Early (premature) distribution, no known exception 1 * 
Early (premature) distribution, exception applies (as defined in sec- 2* 

tion 72(q), (0, or (v) of the Internal Revenue Code) (other than 
disability or death) 

Disability 3* 
Death (includes payments to an estate or other beneficiary) 4* 
Prohibited transaction 5* 
Section 1035 exchange 6 
Normal distribution 7* 
Excess contributions plus earnings/excess deferrals (and/or earnings) 8* 

taxable in 1996 
PS 58 costs 9 
Excess contributions plus earnings/excess deferrals taxable in 1995 p* 
May be eligible for 5- or lO-year tax option A 
May be eligible for death benefit exclusion B 
May be eligible for both A and B C 
Excess contributions plus earnings/excess deferrals taxable in 1994 D* 
Excess annual additions under section 415 E 
Charitable gift annuity F 
Direct rollover to IRA G 
Direct rollover to qualified plan or tax-sheltered annuity H 

* If reporting an IRA or SEP distribution, code a "1" (one) in position 44 of the "8" Record. 

Type of Wager (Form 
W-2G only) 
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For Form W-2G, enter the applicable code in position 4. Position 5 will be 
blank. 
Category Code 
Horse race track (or off-track betting of a horse track nature) I 
Dog race track (or off-track belting of a dog track nature) 2 
Jai-alai 3 
State-conducted lottery 4 
Keno 5 
Bingo 6 
Slot machines 7 
Any other type of gambling winnings 8 



Field 
Position 

6 

7 

Field Title 

2nd TIN Notice 

Corrected Return 
Indicator 

Record Name: Payee "B" Record-Continued 

Length Description and Remarks 

For Forms 1099-B, 1099-DIV, I099-INT, 1099-MISC, 1099-010, and 1099-
PATR only. 

Enter "2" to indicate notification by IRS/MCC twice within three calendar 
years that the payee provided an incorrect name andlor TIN combination, 
otherwise, enter a blank. 

Indicate a corrected return. 

Code Defillitioll 
G If this is a one-transaction correction or the first of a two-transaction 

correction 

C If this is the second transaction of a two transaction correction 
Blank If this is not a return being submitted to correct information already 

processed by IRS . 

... Note: C, G, and non-coded records must be reported using separate Payer "A" Records. Refer to Part A, Sec. 13, 
for specific instructions on how to liIe corrected returns. 

8-11 Name Control 4 If determinable, enter the first four (4) characters of the surname of the person 
whose TIN is heing reported in positions 15-23 of the "B" Record, otherwise, 
enter blanks. This is usually the payee. If the name that corresponds to the 
TIN is not included in the lirst or second payee name line and the correct 
name control is not provided, a backup withholding notice may be 
generated for the record. Surnames of less than four (4) characters should be 
left-justified, filling the unused positions with blanks. Special characters and 
imbedded hlanks should be removed. In the case of a business, other than a sole 
proprietorship, use the first four significant characters of the business name. 
Disregard the word "thc" when it is the first word of thc name. unless there are 
only two words in the name. A dash (-) and an ampersand (&) are the only 
acceptable special characters. Surname prefixes are considered part of the 
surname, e.g., for Van Elm, the name control would be VANE . 

... Note: Although extraneous words, titles, and special characters are allowed (i.e., Mr., Mrs., Dr., apostrophe, or 
dash), this information may be droppcd during subscCluent IRS/MCC processing. 

The following examples may be helpful to filers in developing the Name Control: 

Individuals: 

CorporatiOllS: 

Name 

Jane Brown 
John A. Lu 
James P. Ell, Sr. 
John O'Neill 
Mary Vall Buren 
Juan De Jesus 
Gloria A. El-Roy 
Mr. John Smith 
Joe McCarthy 
Pedro Torres-Lopes 
Maria Lopez Moreno** 
Binh To La 
Nhat Thi Phalli 
Mark D'Allesandro 

The First National Bank 
The Hideaway 
A & B Cafe 
11TH Street Inc. 

Name Control 

BROW 
LEE* 
EN* 
ONEI 
VANB 
DEJE 
EL-R 
SMIT 
MCCA 
TORR 
LOPE 
LA* 
PHAM 
DALL 

FIRS 
THEH 
A&BC 
11TH 
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Field 
Position Field Title 

Sole Proprietor: 

Partnership: 

Estate: 

Trusts and Fiduciaries: 

Exempt Organization: 

Record Name: Payee "13" Record-Continued 

Length Description and Remarks 

Name 

Mark Hemlock DBA 
The Sunshine Club 

Robert Aspen and Bess Willow 
Harold Fir, Bruce Elm, and Joyce Spruce et al Ptr 

Frank While Estate 
Sheila Blue Estate 

Daisy Corporation Employee Benefit Trust 
Trust FBO The Cherryblossom Society 

Laborer's Union, AFL-CIO 
St. Bernard's Methodist Church Bldg. Fund 

Name Control 

HEML 

ASPE 
FIR* 

WHIT 
BLUE 

DAIS 
CHER 

LABO 
STBE 

* Name Controls of less than four (4) significant characters must be left-justified and blank-filled. 

** For Hispanic names, when two last names are shown for an individual, derive the name control from the first last name. 

12 Direct Sales 
Indicator 

1099 MISC only. Enter a "I" (one) to indicate sales of $5,000 or more of 
consumer products to a person on a buy/sell, deposit/commission, or any other 
commission basis for resale anywhere other than in a permanent retail 
establishment. Otherwise, enter a blank . 

... Notc: If rcporting dircct sales only, usc Type of Return" A" in position 22, and Amount Code 1 in position 23 of 
the Payer "A" Record. All paymcnt amount fields in the Payee "8" Record will contain zeros. 

13 Blank 

14 Type of TIN 

Enter blank. 

This field is used to identify the Taxpayer Identification Number (TIN) in 
positions 15-23 as either an Employer Identification Number (EIN), or a Social 
Security Number (SSN).* Enter the appropriate code from the following table: 

* While not a "Required" field, this information is important for the correct processing of the payee's TIN. 

15-23 Taxpayer 
Identification 
Number 

Type of TIN 

I 

Type of Accoullt 

EIN A business, organization, sole proprietor, or other entity 

9 

2 
Blank 

SSN An individual, including a sole proprietor 
N/A If the type of TIN is not determinable, enter a blank. 

Required. Enter the nine digit Taxpayer Identification Number of the payee 
(SSN or EIN). If an identification number has been applied for but not 
received, enter blanks. Do not enter hyphens or alpha characters. All zeros, 
ones, twos, etc. will have the effect of an incorrect TIN. If the TIN is not 
available, enter blanks (See Note) . 

... Note: IRS/MCC contacl~ payers who have submiUed payee data with missing TINs in an attempt to prevent 
erroneous notices. Payers who submit data with missing TINs, and have taken the required steps to obtain 
this information arc encouraged to attach a letter of explanation to the required Form 4804. This will 
prevent unnecessary contact from IRS/MCC. This leUer, however, will not prevent backup withholding 
notices (CP2100 or CP2100A) or penalties. (Refer to the Penalty section of the 1996 "Instructions for Forms 
1099, 1098, 5498, and W-2G" for missing or incorrect TINs.) 
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Field 
Position 

24-43 

44 

Field Title 

Payer's Account 
Number for Payee 

IRA/SEP Indicator 

Record Name: Payee "13" Record-Continued 

Length Description and Remarks 

20 Enter any number assigned by the payer to the payee (e.K .• checking or savings 
account number). rilers arc encouraged to usc this field. This number helps to 
distinguish individual payee records and should be unique for each 
document. Do not use the payee's TIN since this will not make each record 
unique. This information is particularly useful when corrections arc filed. This 
number will be provided with the backup withholding notification and may be 
helpful in identifying the branch or subsidiary reporting the transaction. Do not 
define data in this field in packed decimal format. If fewer than twenty 
characters are used. filers may either left or right justify. filling the remaining 
positions with blanks. 

Form 1099-R. Enter" I" (one) if reporting a distribution from an IRA or SEP; 
otherwise. enter a blank (Sec Note). Form 5498. Ellter ")" (olle) if reportillg 
Simplified El/lployee Pensio/l (SEP). 

,... Note: For Form 1099-R, generally, report the total amount distributed from an IRA or SEP in Payment Amount 
Field 2 (Taxable Amounl), ns well as Payment Amount Field I (Gross Distribution) of the "S" Record. 
Filers may indicate the taxable amount was not determined by using the Taxable Amount Not Determined 
Indicator (position 48) of the "B" Record. However, still report the amount distributed in Payment Amount 
Fields 1 and 2. Refer to the 1996 "Instructions for Forms 1099, 1098, 5498, and W-2G" for exceptions. 

45-46 

47 

Percentage of 
Total Distribution 

Total Distribution 
Indicator (See 
Note) 

2 Form 1099-R only. Use this field when reporting a total distribution to more 
than one person. such as when a participant is deceased and a payer distributes 
to two or more beneficiaries. Therefore. if the percentage is 100, leave this field 
blank. If the percentage is a fraction. round off to the nearest whole number (for 
example. 10.4 percent will be 10 percent; 10.5 percent or more will be II 
percent). Enter the percentage received by the person whose TIN is included in 
positions 15-23 of the "13" Record. This field must be right-justified. and 
unused positions must be zero-filled. If not applicable, enter blanks. Filers 
need not enter this information for IRA or SEP distributions or for direct 
rollovers. 

Form I099-R only. Enter a "I" (one) only if the payment shown for Amount 
Code I is a total distribution that closed out the account; otherwise, enter a 
blank. 

,... Note: A total distribution is one or more distributions within one tax year in which the entire balance of the 
account is distributed. Any distribution that docs not meet this definition is not a total distribution. 

48 Taxable Amount 
Not Determined 
Indicator 

Form 1099-R only. Enter a "I" (one) only if the taxable amount of the 
payment entered for Payment Amount rield I (Gross Distribution) of the "8" 
Record cannot be computed; otherwise. enter blank. If Taxable Amount Not 
Determined Indicator is used. enter "O's" (zeros) in Payment Amount Field 2 of 
the Payee "13" Record unless the IRA/SEP Indicator is present (See Note). 
Please make every effort to compute the taxable amount. 

,... Note: If reporting an IRA or SEt' distribution for Form 1099-R, the Taxable Amount Not Determined Indicator 
may be used; but, it is not required. If the IRA/SEP Indicator is present, generally, the amount of the 
distribution must be reported in both I'ayment Amount Fields 1 and 2. Refer to the 1996 "Instructions for 
Forms 1099, 1098, 5498, and W-2G" for more information. 
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Field 
Position 

49-50 

Record Name: Payee "S" Record-Continued 

Field Title Length Description and Remarks 

Blank 2 Enter blanks. 

Payment Amount Fields 
(Must be numeric) (See 
Note 1) 

Required. Filers should allow for all payment amounts. For those not used, 
enter zeros. For example: If position 22, Type of Return, of the "A" Record is 
"A" (for 1099-MISC) and positions 23-31, Amount Codes, are "1247bbbbb". 
This indicates the payer is reporting any or all four payment amounts (1247) in 
all of the following "S" Records. (In this example, "b" denotes blanks in the 
designated positions. Do not enter the letter 'b.') Payment Amount I will 
represent rents; Payment Amount 2 will represent royalties; Payment Amount 3 
will be all "O's" (zeros); Payment Amount 4 will represent Federal income tax 
withheld; Payment Amounts 5 and 6 will be all "O's" (zeros); Payment amount 
7 will represent nonemployed compensation, and Payment Amounts 8 and 9 will 
be all "O's" (zeros). Each payment field must contain 10 numeric characters 
(See Note 2). Each payment amount must be entered in U.S. dollars and cents. 
The right-most two positions represent cents in the payment amount fields. Do 
not enter dollar signs. commas, decimal points, or negative payments, except 
those items that renect a loss on Form 1099-B. Positive and negative amounts 
arc indicated by placing a "+" (plus) or "-" (minus sign) in the left-most 
position of the payment amount field. A negative over punch in the units 
position may be used, instead of a minus sign, to indicate a negative amount. 
If a plus sign, minus sign, or negative over punch is not used, the number is 
assumed to be positive. Negative over punch cannot be used in PC created files. 
Payment amounts must be right-justified and unused positions must be zero
filled. Federal income tax withheld cannot be reported as a negative amount on 
any form. 

,.. Notc 1: Filcrs are instructed to cnter numcric information in all paymcnt fields whcn filing magnetically or 
electronically. However, when rel)orlin~ information on the statement to recipient, the payer may be 
instructed to leave a box blank. Follow the guidelines provided in the paper instructions for the statement 
to recipient. 

,.. Note 2: If a payer is reporting a *money amount in excess of 9999999999 (dollars and cents), it must be reported 
as follows: 

(1) The first Payee "S" Record MUST contain *9999999999. 
(2) The second Payee "S" Record will contain the remaining money amount. 

51-60 Payment 
Amount 1* 

61-70 Payment 
Amount 2* 

71-80 Payment 
Amount 3* 

81-90 Payment 
Amount 4* 

91-100 Payment 
Amount 5* 

101-110 Payment 
Amount 6* 

111-120 Payment 
Amount 7* 

121-130 Payment 
Amount 8* 
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10 

10 

10 

10 

10 

10 

10 

10 

*DO NOT SPLIT THIS FIGURE IN HALF. 

The amount reported in this field represents payments for Amount Code I in the 
"A" Record. 

The amount reported in this field represents payments for Amount Code 2 in the 
"A" Record. 

The amount reported in this field represents payments for Amount Code 3 in the 
"A" Record. 

The amount reported in this field represents payments for Amount Code 4 in the 
"A" Record. 

The amount reported in this field represents payments for Amount Code 5 in the 
"A" Record. 

The amount reported in this field represents payments for Amount Code 6 in the 
" A" Record. 

The amount reported in this field represents payments for Amount Code 7 in the 
"A" Record. 

The amount reported in this field represents payments for Amount Coda 8 in the 
"A" Record. 



field 
Position field Title 

131 140 Payment 
Amount 9* 

Record Name: Payee "13" Record-Continued 

Length Description and Remarks 

10 The amount reported in this field represents payments for Amount Code 9 in the 
" A" Record. 

* If there are discrepancies between the payment amount fields and the boxes on the paper forms, the instructions in this 
revenue procedure govern. 

141-160 Olank 

161 Foreign Country 
Indicator 

162-201 First Payee Name 
Line 

20 

40 

Enter blanks. 

If the adorcss of the payec IS I1l a foreign country, enter a "I" (one) in this 
field; othcrwise, enter blanks. When filers use this indicator, they may use a free 
format for the payee city, state, and ZIP Code. Address information must not 
appear in the First or Secono Payce Namc Line. 

Required. Enter the name of the payee (preferably surname first) whose 
Taxpayer Identification Number (TIN) was provided in positions 15-23 of the 
"0" Record. Left justify and fill unused positions with blanks. If more space is 
required for the name, utilize the Second Payee Name Line Field. If there arc 
multiple payees, only the name of the payee whose TIN has been provided 
should be cntered in this field. The names of the other payees may be entered in 
the Second Payee Name Line Field. If reporting information for a sole 
proprietor, the individual's name must always be present, preferably on the First 
Payee Name Line. The use of the business name is optional in the Second Payee 
Name Line Field . 

... Note: When reporting Form 1098, Mortgage Interest Statement, the "A" Record will reflect the name of the 
recipient of the interest (the payer). The "6" Record will reflect the individual paying the interest (the 
borrower/payer of record) and the amount paid. For Form 1099-8, the "B" Record will reflect the seller/ 
transferor information. 

For Form 5498 Inherited IRAs. enter the beneficiary's name followed by the word "beneficiary." For example. "Orian 
Young as beneficiary of Joan Smith" or something similar that signifies that the IRA was once owned by Joan Smith. Filers 
may abbreviate the woro "beneficiary" as, for example. "benef." Refer to the 1996 "Instructions for Forms 1 099. 1098. 
5498, and W-2G." The beneficiary's TIN must be reported in positions 15-23 of the "0" Record. 

202-241 Second Payee 
Name Line 

242-281 Payee Mailing 
Address 

40 

40 

If there arc multiple payees. (e.g .• partners. joint owners. or spouses), use this 
field for those names not associated with the TIN provided in position 15-23 of 
the "0" Record or if not enough space was provided in the First Payee Name 
Line, continue the name in this field. Do not enter address information. It is 
important that filers provide as much payee information to IRS/MCC as possible 
to identify the payee assigned the TIN. 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. Street address should include 
number, street. apartment or suite number (or P.O. Box if mail is not delivered 
to street address). Left justify information and fill unused positions with blanks. 
This field must lIot contain any data other than the payee's mailing address. 

For U.S. addresses, the payee city. state. and ZIP Code must be reported as a 29. 2. and 9 position field. respectively. 
Filers must adhere to the correct format for the payee city, stale, and ZI P Code. For foreign addresses. filers may use 
the payee city, state. and ZIP Code as a continuolls 40 position field. Enter information in the following order: city, province 
or state. postal code. and the name of the country. When reporting a foreign address, the Foreign Country Indicator in 
position 161 must contain a "I" (one). 

282-310 Payee City 29 

31) -312 Payee State 2 

313-321 Payee ZIP Code 9 

Required. Enter the city. town or post office. Left justify information and fill 
the unused positions with blanks. Enter APO or FrO if applicable. Do not enter 
state and ZIP Code information in this field. 

Required. Enter the valid U.S. Postal Service state abbreviations for states or 
the appropriate postal identifier (AA. AE. or AP) described in Part A. Sec. 18. 

Required. Enter the valid nine digit ZIP Code assigned by the U.S. Postal 
Service. If only the first five digits arc known. left justify information and fill 
the unused positions with blanks. For foreign countries. alpha characters are 
acceptable as long as the filer has entered a "I" (one) in the Foreign Cuuntry 
Indicator Field. located in position 161 of the "0" Record. 
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Record 
Type 

Name 
Control 

8-11 

IRAISEP 
Indicator 

44 

Payment 
Amount 1 

51-60 

Payment 
Amount 6 

101-110 

Blank 

141-160 

Payee 
City 

Standard Payee "B" Record Format For 
All Types of Returns up to Position 321 

Document 2nd Corrected 
Payment Specific! TIN Return 

Year Distribution Notice 
Code (Optional) 

Indicator 

2-3 

Direct 
Sales 

Indicator 

12 

Percentage of 
Total 

Distribution 

45-46 

Payment 
Amount 2 

61-70 

Payment 
Amount 7 

111-120 

Foreign 
Country 
Indicator 

161 

I 

Payee Payee 

State 
Zip 

Code 

4-5 6 7 

Type Taxpayer 
Payer's 
Account 

Blank of Identification Number 
TIN Number For Payee 

13 14 15-23 24-43 

Total 
Taxable 
Amt Not 

Distribution Determined 
Blank 

Indicator 

47 

Payment 
Amount 3 

71-80 

Payment 
Amount 8 

121-130 

First 
Payee Name 

Line 

162-201 

I 

Indicator 

48 49-50 

Payment Payment 
Amount 4 Amount 5 

81-90 91-100 

Payment 
Amount 9 

131-140 

Second 
Payee Name 

Line 

202-241 

Payee 
Mailing 
Address 

242-281 

282-310 311-312 313-321 
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Record Name: Payee "B" Record-Continued 

Field 
Position Field Title Length Description and Remarks 

The following sections define the field positions for the different types of returns in the Payee "8" Record (positions 
322-420): 

(I) Forms 1098, I099-DIV, 1099-G. 1099-INT. \099-MISC, I099-PATR, and 5498 
(2) Form 1099-A 
(3) Form 1099-B 
(4) Form 1099-C 
(5) Form 1099-010 
(6) Form 1099-R 
(7) Form 1099-S 
(8) Form W-2G 

(1) Payee "B" Record-Record Layout Positions 322-420 Forms 1098, 1099-D1V, 1099-G, 1099-INT, 1099-MISC, 
1099-PATR, and 5498 

322-349 Blank 28 

350-416 Special Data 67 
Entries 

417-418 Combined Federal! 2 
State Code 

419-420 Blank 2 

Enter blanks. 

This portion of the .. B" Record may be used to record information for state or 
local government reporting or for the filer's own purposes. Payers should 
contact the state or local revenue departments for 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. 16, 
Table I. For those payers or states not participating in this program or for forms 
not valid for state reporting, enter blanks. 

Enter blanks. or carriage return/line feed (cr/lf) characters. 

Payee "8" Record-Record Layout Positions 322-420 

Forms 1098, 1099-D1V, 1099-G, 1099-INT, 1099-MISC, 1099-PATR, and 5498 

Special 
Combined 

Blank Federal/ 
Blank Data State or 

Entries Code CR/LF 

322-349 350-416 417-418 419-420 

(2) Payee "B" Record-Record Layout Positions 322-420 Form 1099-A 

322-349 Blank 

350-370 Special Data 
Entries 

371-376 Date of Lender's 
Acquisition or 
Knowledge of 
Abandonment 

377 Liability Indicator 

28 

21 

6 

Enter blanks. 

This portion of the .. B" Record may be used to record information for state or 
local government reporting or for the filer's own purposes. Payers should 
contact the state or local revenue departments for the filing requirements. If this 
tield is not utilized, enter blanks. 

Form 1099-A only. Enter the acquisition date of the secured property or the 
datc they first knew or had reason to know the property was abandoned, in the 
format MMDDYY (i.e .• 052296). Do NOT enter hyphens or slashes. 

Form 1099-A only. Enter the appropriate indicator from the table below: 
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Field 
Position Field Title 

Liability 
Indicator 

378-416 Description of 
Property 

417-418 Blank 

419-420 Blank 

Record Name: Payee "B" Record-Continued 
Form 1099-A 

Length Description and Remarks 

39 

2 

2 

Indicator Usage 

l3Iank 
Borrower was personally liable for repayment of the debt. 
Borrower was not liable for repayment debt. 

Form 1099-A only. Enter a brief description of the property. 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-1995 Buick Regal or office equipment). Enter "CCC" for 
crops forfeited on Commodity Credit Corporation loans. If fewer than 39 
positions arc required, left justify information and fill unused positions with 
blanks. 

Enter blanks. 

Enler blanks, or carriage returnlline feed (cr/lt) characters. 

Payee "B" Record-Record Layout Positions 322-420 Form 1099-A 

Special Date of 
Blank Lender's Liability Description 

Blank Data Blank or Acquisition Indicator of Property 
Entries or Abandonmcnt Crllf 

322-349 350-370 371-376 377 378-416 417-418 419-420 

(3) Payee "B" Record-Record Layout Position 322-420 Form 1 099-B 

Field 
Position 

322-349 

350-359 

360 

Field Title 

Blank 

Special Data 
Entries 

Gross 
Procecds 
Indicator 

Length 

28 

10 

361-366 Date of Sale 6 

367-379 CUSIP Number 13 
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Description and Remarks 

Enter blanks. 

This portion of the "13" Record Illay be used to record information for state or 
local government reporting or the tiler's own purposes. Payers should contact the 
state or local revenue departments for the filing requirements. If this field is not 
utilized, enler blanks. 

Form l099-U only. Enter the appropriate indicator from the following table, 
otherwise. enter blanks. 

Indica/or 
I 
2 

U,wge 
Gross proceeds 
Gross proceeds less commissions and option premiums 

Form 1099-B only. For broker transactions, enter the trade date of the 
transaction. For barter exchanges. enter the date when cash. property. a credit, or 
scrip is actually or constructively received in the format MMDDYY (e.g., 
0521(6). Enter blanks if this is an aggregate transaction. Do NOT enter hyphens 
or slashes 

Form 1099-B only. For broker transactions only, enter the CUSIP (Committee on 
Uniform Security Identification Procedures) number of the item reported for 
Amount Code 2 (stocks, bonds, etc.). Enter blanks if this is an aggregate 
transaction. Enter "0" (zeros) if the number is not available. Right justify 
information and fill unused positions with blanks. 



Payee "B" Record-Record Layout Positions 322420 Form 1099-B-Continued 

Field 
Position Field Title 

380-418 Description 

Length Description and Remarks 

39 Form 1099-8 only. If fewer than 39 characters are required, left justify 
information and fill unused positions with blanks. For broker transactions, enter 
a brief description of the disposition item (e.g., 100 shares of XYZ Corp.). For 
regulated futures and forward contracts, enter "RFC" or other appropriate 
description and any amount subject to backup withholding (see Note). For 
bartering transactions, show the services or property provided. 

,.. Note: The amount withheld in these situations is to be included in Amount Code 4. 

419-420 Blank 2 Enter blanks, or carriage returnl line feed (cr/lO characters. 

Payee "8" Record-Record Layout Positions 322-420 Form 1099-8 

Blank 

322-349 

Blank 
or 

CRILF 

419-420 

Special 
Data 

Entries 

350-359 

Gross 
Proceeds 
Indicator 

360 

Date of CUSIP 
Sale Number 

Description 

361-366 367-379 380-418 

(4) Payee "B" Record-Record Layout Positions 322-420 Form l099-C 

Field 
Position Field Title 

322-349 Blank 

350-370 Special Data 
Entries 

371-376 Date 

377 

Canceled 

Bankruptcy 
Indicator 

378-416 Debt 
Description 

417-418 Blank 

419-420 Blank 

Length 

28 

21 

6 

39 

2 

2 

Description and Remarks 

Enter blanks. 

This portion of the "B" Record may be used to record information for state or 
local government reporting or for the filer's own purposes. Payers should 
contact the state or local revenue departments for filing requirements. If this 
field is not utilized, enter blanks. 

Form 1 099-C only. Enter the date the debt was canceled in the format of 
MMDDYY (i.e., 052296). Do not cnter hyphens or slashes. 

Form 1099-C only. Enter "1" (one) to indicate the debt was discharged in 
bankruptcy. 

Illdicator 
I 
Blank 

Usage 
Debt was discharged in bankruptcy. 
Debt was not discharged in bankruptcy. 

Form 1099-C only. Enter a description of the origin of debt, such as student 
loan, mortgage, or credit card expenditure. If a combined Form 1099-C and 
1099-A is being filed, also enter a description of the property. 

Enter blanks. 

Enler blanks, or carriage returnlline feed (cr/lO. 
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Blank 

322-349 

Blank 

417-418 

Payee "B" Record-Record Layout Positions 322-422 Form 1099-C 

Special 
Data 

Entries 

350-370 

Blank 
Or 

CRILF 

419-420 

Date 
Canceled 

371-376 

Bankruptcy Debt 
Indicator Description 

377 378-416 

(5) Payee "8" Record-Record Layout Position 322-420 Form 1099-01D 

Field 
Position Field Title Length Description and Remarks 

322-349 Blank 28 Enler blanks. 

350-377 Special Data 28 This portion of the "B" Record may be used to record information for state 
Entries or local government reporting or for the filer's own purposes. Payers should 

contact the state or local revenue departments for filing requirements. If this 
field is not used, enter blanks. 

378-416 Description 39 Required 1099-010 only. Enter the CUSIP number, if any. If there is no 
CUSIP number, enter the abbreviation for the stock exchange and issuer, the 
coupon rate, and year of maturity (e.g., NYSE XYZ 12 112 98). Show the 
name of the issuer if other than the payer. If fewer than 39 characters are 
required, left justify information and fill unused positions with blanks. 

417-418 Combined 2 If payee record is to be forwarded to a state agency as part of the Combined 
Federal/ Federal/State Filing Program, enter the valid state code from Part A, Sec. 16, 
State Code Table I. For those payers or states not participating in this program and for 

forms not valid for state reporting, enter blanks. 

419-420 Blank 2 Enter blanks or carriage return/line feed (crllf) characters. 

Payee "8" Record-Record Layout Positions 322-420 Form 1099-010 

Special Combined Blank 
Blank Data Description Fec.:.!ral/ or 

Entries State Code CRILF 

322-349 350-377 378-416 417-418 419-420 

(6) Payee "8" Record-Record Layout Positions 322-420 1099-R 

Field 
Position Field Title 

322-349 Blank 

350-396 Special Data 
Entries 
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Length 

28 

47 

Description and Remarks 

Enter blanks. 

This portion of the "B" Record may be used to record information for state or 
local government reporting or for the filer's own purposes. Pay(.;rs shou~d 
contact the slate or local revenue departments for filing requirements. If thiS 
field is nol utilized, enter blanks. 



Record Name: Payee "B" Record Form 1099-R-Continued 

Field 
Position Field Title Length Description and Remarks 

397~O6 State Income 10 State illcome tax withheld is for the cOllvenience of the filers. This information 
Tax Withheld does flot need to he reported to IRS. The payment amount must be right justified 
(Form 1099-R and unused positiollS must be zero-filled. If not reporting state tax withheld. this 
only) field lIIay be used as a continuation of the Special Data Entries field. 

407~16 Local Income 10 Local incollle tax withheld is for the convenience of the filers. This information 
Tax Withheld does 1I0t need to be reported to IRS. Payment alllount must be right justified and 
(Form 1099-R unused positions must be zero-filled. If not reporting local tax withheld. this 
only) field may he used as a continuation of the Special Data Entries field. 

417-418 Combined 2 If this payee record is to be forwarded to a state agency as part of the Combined 
Federal/S tate Federal/State Filing Program, enter the valid state code from Part A. Sec. 16, 
Code Table I. For those payers or states not participating in this program or for forms 

not valid for state reporting. enter blanks. 

419-420 Blank 2 Enter blanks, or carriage return/line feed (cr/IO characters. 

Payee "8" Record-Record Layout Positions 322-420 Form 1099-R 

Blank 

322-349 

Blank 
or 

CRILF 

419-420 

Special 
Data 

Entries 

350-396 

State Income 
Tax Withheld 

(Form 1099-R 
Only) 

397-406 

Local Income Combined 
Tax Withheld Federal! 

(Form 1 OW-/? State 
Ollly) Code 

407-416 417-418 

(7) Payee "8" Record-Record Layout Positions 322-420 Form 1099-S 

Field 
Position Field Title 

322-349 Blank 

350-372 Special Data 
Entries 

373-378 Date of 
Closing 

379-417 Address or 
Legal 
Description 

Length 

28 

23 

6 

39 

Description and Remarks 

Enter blanks. 

This portion of the .. B" Record may be used to record information for state or 
local government reporting or for the filer's own purposes. Payers should 
contact the state or local revenue departments for filing requirements. If this 
field is not utilized, enter blanks. 

Required Form 1099-S only. Enter the closing date in the format MMDDYY 
(e.g., 052296). Do not enter hyphens or slashes. 

Required Form 1099-S only. Enter the address of the property transferred 
(including city, state, and ZIP Code). If the address does not sufficiently identify 
the property, also enter a legal description, such as section, lot, and block. For 
timber royalties, enter "TIMBER." If fewer than 39 positions are required, left 
justify information and fill unused positions with blanks. 
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Field 
Position Field Title 

418 Property or 
Services 
To Be Received 

419-420 Blank 

Record Name: Payee "B" Record-Form 1099-S-Continued 

Length Description and Remarks 

2 

Required Form 1099-S only. Enter "1" (one) if the transferor received or will 
receive properly (other than cash and consideration treated as cash in computing 
gross proceeds) or services as part of the consideration for the property 
transferred. Otherwise, enter a blank. 

Entel' blanks or carriage returnlline feed (crill) characters. 

Payee "8" Record-Record Layout Positions 322-420 Form 1099-S 

Special 
Address Property 

Blank 
Date of Or Or 

Blank Data 
Closing Legal Services 

or 
Entries Description Received 

CRILF 

322-349 350-372 373-378 379-417 418 419-420 

... Note: When reporting Form 1099-S, the "8" Record will renect the sellerltransferor information. 

(8) Payee "8" Record-Record Layout Positions 322-420 Form W-2G 

Field 
Position Field Title 

322-352 Blank 

353-358 Dale Won 

359-373 Transaction 

374-378 Race 

379-383 Cashier 

384-388 Window 

389-403 First lD 

404-418 Second ID 

419-420 Blank 

Length Description and Remarks 

31 Enter blanks. 

6 Required Form W-2G only. Enter lhe dale of lhe winning event in the format 
MMDDYY (e.g., 052296). Do not enter hyphens or slashes. This is not the 
date the money was paid, if paid after the date of the race (or game). 

15 Required Form W-2G only. For state-conducted lotteries, enter the ticket or 
other identifying number. For keno, bingo, and slot machines, enter the ticket or 
card number (and color. if applicable), machine serial number. or any other 
information that will help identify the winning transaction. All others, enter 
blanks. 

5 Form W-2G only. If applicable. enter the race (or game) relating to the 
winning ticket. Otherwise, enter blanks. 

5 Form W-2G only. If applicable. enter the initials of the cashier making the 
winning payment; otherwise, enter blanks. 

5 Form W-2G only. If applicable, enter the window number or location of the 
person paying the winnings; otherwise, enter blanks. 

15 Form W-2G only. For other than state lotteries. enter the first identification 
number of the person receiving lhe winnings; otherwise, enter blanks. 

15 Form W-2G only. For other than state lotteries, enter the second identification 
number of the person receiving the winnings; otherwise, enter blanks. 

2 Enter blanks, or carriage returnlline feed (crIll) characters. 

Payee "8" Record - Record Layout Positions 322-420 Form W-2G 

Blank Date Won Transaction I Race Cashier I Window I First I Id 

322-352 353-358 359-373 374-378 379-383 384-388 389-403 
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Second 
Id 

404-418 

Blank 
or 

CRILF 

419-420 

Sec. 9. End of Payer "e" Record-Record layout 

.01 The End of Payer "C" Record is a fixed record length of 420 positions. The control total fields are each 15 
positions in length . 

• 02 The "C" Record consists of the total number of payees and the totals of the payment amount fields filed by a given 
payer and/or a particular type of return. The "C" Record must be written after the last "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 . 

• 03 In developing the "C" Record. for example. if a payer 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 . 

• 04 PayerslTransmitters should verify the accuracy of the totals since data with missing or incorrect "C" Records may be 
returned for replacement. 

Field 
Position 

2-7 

8-10 

Field Title 

Record Type 

Number of 
Payees 

Blank 

Length Description and Remarks 

6 

3 

Required. Enter "c." 
Required. Enter the total numberof "B" Records covered by the preceding 
"A" Record. Right justify information and fill unused positions with zeros. 

Enter blanks. 

Required. Accumulate totals of any payment amount fields in the "B" Record into the appropriate control total fields of 
the "C" Record. Control totals must be right-justified and unused control total fields zero-filled. All control total fields 
are 15 positions in length. 

11-25 Control 
Total 1 

26-40 Control 
Total 2 

41-55 Control 
Total 3 

56-70 Control 
Total 4 

71-85 Control 
TotalS 

86-100 Control 
Total 6 

101-115 Control 
Total 7 

116-130 Control 
Total 8 

131-145 Control 
Total 9 

146-420 Blank 

Record Number of 
Type Payees 

2-7 

15 

15 

15 

15 

15 

15 

15 

15 

15 

275 Enter blanks. Filers may enter carriage return/line feed (crllt) characters in 
positions 419-420. 

End of Payer "C" Record-Record Layout 

Blank 
Control Control Control 
Total I Total 2 Total 3 

8-10 11-25 26-40 41-55 
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End or Payer "C" Record-Record Layout-Continued 

Control Control Control Control Control Control Blank 

Total 4 Total 5 Total 6 Total 7 Total 8 Total 9 
or 

CRILF 

56-70 71-85 86-100 101-115 116-130 131-145 146-420 

Sec. 10. State Totals "K" Record-Record Layout 

.01 The State Totals "K" Record is a fixed record length of 420 positions. The control total fields are each 15 positions 
in length . 

• 02 The "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 In developing the "K" Record, for example, if a payer used Amount Codes 1,3, and 6 in the "A" Record, the totals 
from the "B" Records coded for this state will appear in Control Totals I, 3, and 6 of the "K" Record . 

• 05 There must be a separate "K" Record for each state being reported . 

• 06 Refer to Part A, Sec. 16 for the requirements and conditions that must be met to file via this program . 

• 07 Control total fields have beell added for the accumulated totals of state alld local withholdillg fields from the "8" 
Records for Form J099-R only for each stale beillX reported. 

(1) State Totals "K" Record-Record Layout Forms 1099-DlV, 1099-G, 1099-INT, 1099-MISC, 1099-010, 1099-
PATR, and 5498 

Field 
Position 

2-7 

8-10 

Field Title 

Record Type 

Number of 
Payees 

Blank 

Length Description and Remarks 

6 

3 

Required. Enter "K." 

Required. Enter the total number of "B" Records being coded for this state. 
Right justify information and fill unused positions with zeros. 

Enter blanks. 

Required. Accumulate totals of any payment alllount fields in the "0" Records for each state being reported into the 
appropriate control total fields of the appropriate" K" Record. Control totals must be right-justified, and unused control 
total fields zero-filled. All control total fields are 15 positions in length. 

11-25 Control 15 
Total I 

26-40 Control 15 
Total 2 

41-55 Control 15 
Total 3 

56-70 Control 15 
Total 4 

71-85 Control 15 
TotalS 

86-100 Control 15 
Total 6 

101-115 Control 15 
Total 7 

116-130 Control 15 
Total 8 

131-145 Control IS 
Total 9 

146-416 Blank 271 Reserved for IRS usc. Enter blanks. 

417-418 Combined 2 Required. Enter the code assigned to the state which is to receive the 
Federal! information. (Refer to Part A, Sec. 16 Table I.) 
State Code 
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Field 
Position Field Title 

419-420 Blank 

Record 
Type 

Control 
Total 4 

56-70 

Blank 

146-416 

Number of 
Payees 

2-7 

Control 
Total 5 

71-85 

Combined 
Federall 

State Code 

417-418 

Record Name: State Totals "K" Record-Continued 

Length Description and Remarks 

2 Enter blanks or carriage return/line feed (crlIt) characters. 

State Totals "K" Record-Record Layout 

Blank 

8-10 

Control 
Total 6 

86-100 

Blank 
or 

CR/LF 

419-420 

Control 
Total I 

11-25 

Control 
Total 7 

101-115 

Control 
Total 2 

26-40 

Control 
Total 8 

116-130 

Control 
Total 3 

41-55 

Control 
Total 9 

131-145 

(2) State Totals "K" Record-Record Layout Form 1099-R 

Field 
Position Field Title 

2-7 

8-10 

Record Type 

Number of 
Payees 

Blank 

Length Description and Remarks 

6 

3 

Required. Entcr "K." 

Required. Enter the total number of "B" Records being coded for this slate. 
Right justify and fill unused positions with zeros. 

Enter blanks. 

Required. Accumulate totals of any payment amount fields in the "U" Records for each state being reported into the 
appropriate control total fields of the appropriate "K" Record. Control totals must be right justified, and unused control 
total fields zero-filled. All control lotal fields are 15 positions in Icngth. 

11-25 Control 15 
Total I 

26-40 Control 15 
Total 2 

41-55 Control 15 
Total 3 

56-70 Control 15 
Total 4 

71-85 Control 15 
Total 5 

86-100 Control 15 
Total 6 

101-115 Control 15 
Total 7 

116-130 Control 15 
Total 8 

131-145 Control 15 
Total 9 

146-386 Blank 241 Reserved for IRS usc. Enter blanks. 
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Record Name: Slale TOlals "K" Record I099-R-Conlinued 

Field 
Position 

387-401 

402-416 

417-418 

419-420 

Record 
Type 

I 

Control 
Total 4 

56-70 

Blank 

146-386 

Field Title 

COlllrol Total 
State Income 
Tax Withheld 
(Form 1099-R 
only) 

Control Total 
Local Income 
Tax Withheld 
(Form J099-R 
ollly) 

Combined 
Federal/S tate 
Code 

Blank 

Number of 
Payees 

2-7 

Control 
Total 5 

71-85 

Control Total 
State Illcome 
Tax Withheld 

(Form 1099-R 
Ollly 

387-401 

Length Description and Remarks 

15 Accumulate totals of the state illcome tax withheld field ill the Payee "8" 
RecoflJ. Otherwise, ellter blallks. 

15 Accumulate totals of the local income tax withheld field in the Payee "8" 
Record. Otherwise, ellter blallks. 

2 Rcquircd. Enter the code assigned to the state which is to receive the 
information. (Refer to Part A, Sec. 16, Table I.) 

2 Entcr blanks or carriage return/line feed (cr/lf) characters. 

Slatc Totals "K" Rccord-Rccord Layout-l099-R 

Blank 

8-10 

Control 
Total 6 

86-100 

Control 
Total I 

11-25 

Control 
Total 7 

101-115 

Control Total 
Local Illcome 
Tax Withheld 

(F orlll 1099-R Ollly) 

402-416 

Control 
Total 2 

26-40 

Control 
Total 8 

116-130 

Control 
Total 3 

41-55 

Control 
Total 9 

131-145 

Combined 
Federal! 

State 
Code 

Blank 
or 

CR/LF 

417-418 419-420 

Sec. 11. End of Transmission "F" Record-Record layout 

.01 The end of transmission "F" Rccord is a fixcd rccord Icngth of 420 positions. The "F" Record is a summary of 
the number of payers in the entire file . 

• 02 This record should be written after the last "C" Record (or last "K" Record, when applicable) of the cntire file. 

2-5 

6-30 

31-420 

Record Type 

Number of "A" 
Records 

Zero 

Blank 
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Record Name: End of Transmission "F" Record 

4 

25 

390 

RC(IUircd. Enter "F." 

Enter the total number of Payer" A" Records in the entire file (right justify and 
zero till) or enler all zeros. 

Enter zeros. 

Entcr blanks. Filers may enter carriage return/line feed (cr/lf) characters in 
positions 419-420. 



End of Transmission "F" Record-Record Layout 

Record Number of 
Type "A" Records 

2-5 

Part C. Bisynchronous (Mainframe) 
Electronic Filing Specifications 

Sec. 1. General 

.01 Bisynchronous electronic filing 
of Forms 1098, 1099, 5498, and W-2G 
information returns is offered as an 
alternative to magnetic media (tape, 
tape cartridge, or diskette) or paper 
filing, but is not a requirement. This 
method uses IBM 3780 communica
tions protocols and is used primarily by 
mainframe filers. Electronic filing will 
fulfill the magnetic media requirements 
for those payers who are required to 
file magnetically. It may also be used 
by payers who are under the filing 
threshold requirement, but would prefer 
to file their information returns this 
way. 

.02 The electronic filing of informa
tion returns is not affiliated with the 
Form 1040 electronic filing program. 
These two programs are totally inde
pendent, and filers must obtain separate 
approval to participate in each of them. 
All inquiries concerning the electronic 
filing of infonnation returns should be 
directed to lRS/MCC. IRS/MCC per
sonnel cannot answer questions or 
assist taxpayers in the filing of Form 
1040 tax returns. Filers with questions 
of this nature will be directed to the 
Taxpayer Service toll free number 
(1-800-829-1040) for assistance. 

.03 Filers participating in the 
electronic filing program for informa
tion returns will submit their returns to 
IRS/MCC by way of modems, and not 
through magnetic media or paper filing. 

.04 If a request for extension is 
approved, transmitters who file elec
tronically will be granted an extension 
of 30 days to file. Part A, Sec. II, 
explains procedures for requesting ex
tensions of time. Filers are encouraged 
to file their data as soon as possible. 

.05 The formats of the "A", "B", 
"e", "K", and "F" Records are the 
same for electronically filed records as 
they are for 5v..- and 3Y2-inch diskettes, 
tapes, and tape cartridges. For 
electronically filed documents, each 
transmission is considered a separate 

Blank 
Zeros or 

CR/LF 

6-30 31-420 

file; therefore, each transmission must 
have an End of Transmission (EOT) 
"F" Record. 

Sec. 2. Electronic Filing Approval 
Procedure 

.01 Filers must obtain, or already 
have, a Transmitter Control Code 
(TCC) assigned to them prior to 
submitting their files electronically. 
(Filers who currently have a TCC for 
magnetic filing do not have to request 
a second TCC for electronic filing.) 
Refer to Part A, Sec. 7, for information 
on how to obtain a TCe. 

.02 Filers using bisynchronous pro
tocols must obtain an IRS/MCC
assigned password prior to submitting 
test or actual data files. To obtain a 
password, the following steps must be 
taken: 

(a) Bisynchronous filers who al
ready have a TCC must submit 
either Form 4419 or a letter to 
indicate that they wish to file 
information returns electroni
cally. Another TCC will not 
be assigned. If a letter is 
submitted, it must contain the 
following: 

1) Name and address of 
transmi tter. 

2) Transmitter Control Code. 
3) Name and phone number of 

a contact person within the 
filer's organization to whom 
a password will be assigned. 

(b) Within 30 days of receiving 
the application or letter, IRSI 
MCC will send Form 6086, 
Time Sharing Operation 
(TSO) Password Assignment, 
to the filer which will contain 
the password to he used for 
electronic submissions. 

(c) Upon receipt of Form 6086, 
the user (person who will 
actually transmit the data) will 
separate the acknowledgment 
from the password. Both the 
user and the user's manager 
must sign the acknowledgment 
and mail to: 

(,J Chief, Security and Disclosure 
Branch 
IRS. Martinsburg Computing Center 
P. O. Box 1208, MS-370 
Martinsburg, WV 25401 

(d) The users or filers should retain 
a copy of the signed acknowl
edgment for their records. It is 
the filer's responsibility to en
sure that the password is not 
compromised. Access to IRS/ 
MCC computers will not be al
lowed without a valid password. 
After a password is received and 
the acknowledgment returned, 
the filer may submit a data file. 

(c) For security reasons, all bi
synchronous passwords will ex
pire periodically, and a new 
password will automatically be 
assigned. If filers have any ques
tions relating to the security 
procedures, and/or they need to 
report their password has been 
compromised, they must contact 
lRS/MCC as soon as possible at: 

L~ IRS/MCC 
Information Returns Branch 
P. O. Box 1359, MS-360 
Martinsburg, WV 25401 

or by calling: 304-263-8700. 

.03 It is the user's responsibility to 
remember the password and not allow 
the password to be compromised. 

Sec. 3. Test Files 

.01 Filers are not required to submit 
a test file; however, the submission of 
a test file is encouraged for first time 
electronic filers in order to resolve any 
data or communication problems prior 
to the filing season. If filers wish to 
submit an electronic test file for Tax 
Year J 996 (returns to be filed in 1997), 
it must be submitted to IRS/MCC no 
earlier thall November I, 1996, 
through December 31, 1996. 

.02 If a filer encounters problems 
while transmitting electronic test files, 
contact IRS/MCC for assistance. 

.03 A password must be obtained 
before submitting an electronic test file. 
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.04 Bisynchronous electronic test 
files will be processed and filers will 
be notified as to the acceptability of 
their data within 5 workdays of the 
date the data and transmittal Form 
4804 are received by IRS/MCC. 

• 05 A test file is required from filers 
who want approval for the Combined 
Federal/State Filing Program. See Part 
A, Sec. 16, for further details. 

Sec. 4. Electronic Submissions 

.01 Electronically filed information 
may be submitted to IRS/MCC 7 days 
a week, 24 hours a day, except for 
routine maintenancelbackup which is 
performed at 4:00 a.m. Eastern Time. 
Technical assistance will be available 
Monday through Friday between 8:30 
a.m. and 4:30 p.m. Eastern Time by 
calling 304-263-8700. 

.02 Lengthy transmissions (100,000 
or more records) are not encouraged 
since the transmission may be inter
rupted by line noise problems. It is 
advisable to break lengthy files into 
multiple transmissions. 

.03 The time required to transmit 
information returns electronically will 
vary depending on the modem speed, if 
IBM 3780 data compression is used, 
and if the records are blocked. The 
following transmission rate was based 
on an actual test file received at MCC 
using 4800 bps, no compression, and 
one record per block: 

4500 records 50 minutes 

Sec. 5. Transmittal Requirements 

.01 All data submitted electronically 
is verified by transmittal Form 4804. 
The transmitter must send the signed 
Form 4804 the same day the transmis
sion is made. No return is considered 
filed until a Form 4804 is received by 
IRS/MCC. 

.02 Form 4804 can be ordered by 
calling the IRS toll free forms and 
publications order number I-800-TAX
FORM (1-800-829-3676) or it lIlay be 
computer-generated. If a filer chooses 
to computer-generate Form 4804, all of 
the information contained on the origi
nal form, including the affidavit. must 
also be contained on the computer
generated form. 

.03 The filer whose TCC is used in 
the "A" Record is responsible for 
submitting the transmittal Form 4804. 

.04 Forms 4804 may be mailed to 
the following addresses: 
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If by Postal Service: 

IRS-Martinsburg Computing Center 

l!.J Attn: Electronic Filing Coordi
nator 

P. O. 1359, MS-360 

Martinsburg, WV 25401-1359 

I f by truck or air freight: 

IRS-Martinsburg Computing Center 

+ Attn: Electronic Filing Coordi
nator 

Route 9 and Needy Road, MS-360 

Martinsburg, WV 25401 

.05 A signed Form 4804 submitted 
for electronically filed information re
turns may be faxed to IRS/MCC at the 
following number: 304-264-5602. 
Faxed transmittals will allow IRS/MCC 
to begin processing the file imme
diately; however, a filer must still send 
the actual signed Form 4804 the same 
day as the electronic submission. 

Sec. 6. IBM 3780 Bisynchronous 
Communication Specifications 

.01 Transmissions using 113M 3780 
bisynchronous protocols must be in 
EI3CDIC character code. Modems must 
be compatible with either l3ell 20813 
for 4800 bps transmissions, AT&T 
2296A for 9600 bps transmissions, or 
Hayes OPTIMA 288 V.FC 511l1lrtmodem 
for 14400 bps transmissions. These 
modems are dial-up type modems using 
the Public Switched Telephone Net
work. IBM 3780 data compression is 
acceptable for any bisynchronous trans
mission. Records may be blocked up to 
4096 bytes with INTER RECORD 
SEPARATORS. 

.02 IRS/MCC will accept informa
tion returns filed electronically over 
switched telecommunications network 
circuits. For 4800 bps. the circuit will 
be 304-264-7080. For 9600 bps, the 
circuit will be 304-264-7040. For 
14400 bps, the circuit will be 
304-264-7045. These circuits are 
equipped for bisynchronous transmis
sion using the 113M 3780 protocol. 

. 03 The 4800 bps line terminates at a 
Bell 20813 modem. The I3ell 20813 
modem uses phase-shift keying and 
eight-phase modulation to transmit bin
ary serial data signals over the tele
phone line in half-duplex mode. The 
following options have been selected: 

- Transmit Level set to -4 dI3m 
- Compromise Equalizer in (4-Db 

Slope) 

- DSR off in Analog Loop Mode 

- Automatic Answer 

- Transmitter Internally Timed 

- RS-CS Interval of 50 ms 

.04 The 9600 bps line terminates at 
an AT&T Dataphone II 2296A modem . 
The AT&T 2296A modem is a full
duplex, CCITT V.32 compatible unit 
which operates at 9600 bps or 4800 bps 
(fallback). The following options have 
been selected: 

- Receiver Responds to Remote 
Loopback 

- Loss-of-Carrier Disconnect 

- Received-Space Disconnect 

- Send-Space Disconnect 
- Automatic Answer 

- Answer on Ring 
- DTR Interlock 

- Retrain Enable 
- Internal Timing 
- CTS Controlled by RTS 

- 0-1 ms RTS to CTS Delay 
- CTS Dependent on Carrier 

- RR Indicates Carrier 
- 9600 Trellis Coding 
- 4800 bps Fallback 
- 4 dB Compromise Equalization 

.05 The 14400 bps line terminates at 
a Hayes OPTIMA 288 V.FC smart
modem. The Hayes OPTIMA smart
modem is a half-duplex, ITU-T (jor
JIIerly CClTn V.32 and V.32 bis 
cOJllpatible unit which operates at 
14400 bps, 9600 bps, or 4800 bps 
(fallhack). The following options have 
heen selected: 

- Monitor DTR signal 
- Assert D5R signal after hand-

shake neRotiation, hut before connect 
result code 

- Ring cOlltrol 5=1 

Sec. 7. Bisynchronous Electronic 
Filing Record SpeCifications 

.01 For bisynchronous filing there 
arc two additional identifier records 
which must be used to transmit data . 
These records are 420 positions in 
length and are the first ($$REQUEST) 
and second ($$ADD) records sent in an 
electronic transmission. The purpose of 
these records is to provide the pass
word and identity of the transmitter. 
The $$REQUEST, $$ADD, and the 
data file should be transmitted. as one 
file. In some cases, filers have at
tempted to send the $$REQUEST and 



$$ADD as separate files. Doing this will result in a failed transmission . 

• 02 With the exception of these additional records. the file format for electronic filing is the same as for magnetic media 
filing. The format of each of these records is as follows: 

Field 
Position Field Title 

1-20 $$REQUEST 
Identifier 
Record 

21-420 Blank 

Record Name: $$REQUEST 

Length Description and Remarks 

20 Enter the following characters: 
$$REQUEST IO=MSGFILE 

400 Enter blanks. 

Electronic Filing Identifier $$REQUEST RECORD--Record Layout 

$$REQUEST 
Identifier 

Record 

1-20 

Blank 

21-420 

.03 Upon making contact with IRS/MCC and furnishing a valid password in the $$ADD identifier record. a data 
transmission session will commence. The transmission will continue until an End of Transmission (EOT) "F" record is 
received. At the end of each transmission. the following message should be received electronically by the filer: "DATA 
RECEIVED AT MCC" and the line will be disconnected. If this message is not received, there was a problem with the 
submission. and the filer should contact IRS/MCC immediately . 

• 04 Upon receiving a data file and transmittal Form 4804. IRS/MCC will release the data for further processing. If the 
media cannot be processed, the filer will be notified by either letter or telephone that the data must be retransmitted. This 
file name, if necessary, will be provided by IRS/MCC and is to be placed in positions 45-51 of the $$ADD record when the 
file is retransmitted. 

Field 
Position Field Title 

1-9 $$ADD 

10-17 

18 

19-26 

27 

28-43 

44 

45-51 

Identifier 
Record 

Password 

Blank 

BATCHIO 

Quote 

Transmitter Name 

Type of File 
Indicator 

Replacement File 
Name 

Record Name: $$ADD 

Length Description and Remarks 

9 Enter the following characters: $$ADD 10= 

8 

8 

16 

7 

Enter the password assigned by lRS/MCC. For information concerning the 
password. see Part C, Sec. 2. 

Enter a blank. 

Enter the following characters: BATCHIO= 

Enter a single quote ('). 

Enter the transmiller's name. This name should remain consistent in all 
transmissions. If the lransmiller's name exceeds 16 positions, truncate the name. 

Enter the Type of File Indicator from the list below: 
o = Original filing 
T = Test File 
C = Correction file 
R = Replacement file 
E = Extellsion File 

Use this field only if this is a replacement file. Enter the replacement file 
name which IRS/MCC has assigned to this file. This file name will be provided 
to the filer in the letter notifying them that a replacement file is necessary. If 
contact is made by telephone. the replacement file name will be given to the 
filer by IRS/MCC at that time. For other than replacement files, this field will 
contain blanks. 
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Record Name: $$ADD-Continued 

Field 
Position Field Title Length Description and Remarks 

52 Quote Enter a single quote ('). 

53-420 Blanks 368 Enter blanks. 

Electronic Filing Identifier $$ADD Record-Record Layout 

$$ADD Transmiller 
Identifier Password Blank 13atchid Quote 

Name 
Record 

1-9 10-17 18 19-26 27 28-43 

Type of Replacement File File Name Quote Blanks 
Indicator 

44 45-51 52 

Part D. Asynchronous (lRP-BBS) 
Electronic Filing Specifications 

Sec. 1. General 

.01 Asynchronous electronic filing of 
Forms 1098, 1099, 5498, and W-2G, 
originals, corrections, and replacements 
of information returns is offered as an 
alternative to magnetic media (tape, 
tape cartridge, or diskette) or paper 
filing, but is not a requirement. 
Electronic filing using the Information 
Reporting Program Bulletin Board Sys
tem (lRr-BBS) will fulfill the mag
netic media requirements for those 
filers who are required to file magnet
ically. It may also be used by those 
payers who are under the filing thresh
old requirement, but would prefer to 
file their information returns this way. 
If the original file was sent magnet
ically, but was returned for replace
ment, the replacement may be transmit
ted electronically. Also, if the original 
file was submitted via magnetic media. 
any corrections may be transmilled 
electronically. 

.02 The electronic filing of informa
tion returns is not affiliated with the 
Form 1040 electronic filing program. 
These two programs are totally inde
pendent, and filers must obtain separate 
approval to participate in each of them. 
All inquiries concerning the electronic 
filing of information returns should be 
directed to IRS/MCe. IRS/MCC per-
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53-420 

sonnel cannot answer qucstions or 
assist taxpayers in the filing of Form 
J040 tax returns. Filers with questions 
of this nature will be directed to the 
Taxpayer Service toll-free number 
(1-800-829-1040) for assistance. 

.03 Filers participating in the 
electronic filing program for informa
tion returns will submit their returns to 
IRS/MCC by way of modems and not 
through magnetic media or paper filing. 
Files suhl1litted ill this 11I111lller /Ilust he 
in s/C1lldllrd ASCII code. 

.04 If a request for extension is 
approved. transmillers who file 
electronically will be granted an exten
sion of 30 days to file. Part A, Sec. II. 
explains procedures for requesting ex
tensions of time. Filers arc encouraged 
to file their data as soon as possible. 

.OS The formats of the "A", "U", 
"C", "K", and "F" Records are the 
same for electronically filed records as 
they are for 5114- and 31/2-inch diskelles, 
tapes. and tape cartridges and /Ilust he 
ill stalldard ASCII code. For 
electronically filed documents, each 
transmission is considered a separate 
file; therefore each transmission must 
have an End of Transmission (EaT) 
"F" Record. 

Sec. 2. Electronic Filing Approval 
Procedure 

.01 Filers must obtain, or alrcady 
have, a Transmiller Control Code 
(TCC) assigned to them prior to sub-

milling their files electronically. (Filers 
who currently have a TCC for magnetic 
filing do not have to request a second 
TCC for electronic filing.) Refer to 
Part A, Sec. 7 for information on how 
to obtain a TCe. 

.02 Once a TCC is obtained, filers 
using IRP-BBS assign their own pass
words and do not need special 
approval. 

.03 With all passwords, it is the 
user's responsibility to remember the 
password and not allow the password 
to be compromised. However, if filers 
do forget their password, call 
304-263-8700 for assistance. 

... Note: Passwords on the IRP-
BBS are case sensitive. 

Sec. 3. Test Files 

.01 Filers are not required to submit 
a test file; however, the submission of 
a test file is encouraged for first time 
electronic filers in order to resolve any 
data or communication problems prior 
to the filing season. If filers wish to 
submit an electronic test file for Tax 
Year JY96 (returns to be filed in 1997), 
it must be submitted to IRS/MCC no 
earlier than November 1, 1996, 
through December 31, 1996. 

.02 If a filer encounters problems 
while transmitting the electronic test 
files, contact IRS/MCC for assistance. 

.03 Filers can verify the status of 
their transmitted test data by dialing the 



IRP-BBS. This information will be 
available within two workdays after 
their transmission is received by IRSI 
MCC. 

.04 A test file is required from 
filers who want approval for the 
Combined Federal/State Filing Pro
gram. See Part A, Sec. 16 for further 
details. 

Sec. 4. Electronic Submissions 

.01 Electronically filed information 
may be submitted to IRS/MCC 24 
hours a day, 7 days a week. Technical 
assistance will be available Monday 
through Friday between 8:30 a.m. and 
4:30 p.m. Eastern Time by calling 
304-263-8700. 

.02 Filers may submit as many docu
ments as they choose electronically. 
Filers are allowed 240 minutes a day; 
however, more time may be re-

Transmission 
Speed in bps 

2400 

9600 

19200 

38400 

.05 Files submitted to IRP-BBS 
must have a unique filename; therefore, 
the IRP-BBS will build the filename 
that must be used. The name will con
sist of the filer's TCC, submission type 
(T = Test, P = Production, C = 
Correction, and R = Replacement) and 
a sequence number. Filers may call the 
file anything they choose on their end. 
The sequence number will be incre
mented every time they send, or at
tempt to send, a file. Record the upload 
date, time, and filename. This informa
tion will be needed by MCC in order to 
identify the file if assistance is required 
and to complete Form 4804. 

Sec. 5. Transmittal Requirements 

.01 The results of the electronic 
transmission will be posted to the (F)ile 
Status area of the IRP-BBS, however, 
no further processing will occur until 
the signed Form 4804 is received. The 
transmitter must send the signed Form 
4804 the same day the electronic 
transmission is made. No return is 
considered filed until a Form 4804 is 
received by IRSIMCC. 

quested if needed. It may be advan
tageous to break down large files (files 
in excess of two hours of transmission 
time) into several smaller liIes. For 
example, if large files contain several 
types of returns or payers, transmit each 
return or payer as a separate file. As a 
result, if only one of the files is 
incorrect, a replacement would be 
needed for only the incorrect file. 

.03 Do not transmit data using 
IRP-BBS January 1 through Janu
ary 7. This will allow time for the 
lRP-BI3S to be updated to renect 
current year changes. 

.04 Data compression is encouraged 
when submitting information returns by 
way of the lRP-BBS. MCC has the 
ability to decompress files created 
using several popular software com
pression programs such as ARC, 
LHARC, and PKZIP. Software data 
compression can be done alone or in 

500 Records 2500 Records 

2 min 55 sec IO min 25 sec 

1 min 5 sec 4 min 35 sec 

41 sec 2 min 51 sec 

25 sec 1 min 55 sec 

.02 Form 4804 can be ordered by 
calling the IRS toll-free forms and 
publication order number I-800-TAX
FORM, 0-800-829-3676), downloaded 
from the IRP-BBS, or it may be 
computer-generated. A copy of the 
form is also available in the back of 
this publication. If a filer chooses to 
computer-generate Form 4804, all of 
the information contained on the origi
nal form, including the affidavit, must 
also be contained on the computer
generated form. 

.03 The filer whose TCC is used in 
the "A" Record is responsible for 
submitting the transmittal Form 4804. 

.04 FOllns 4804 may be mailed to 
the following addresses: 

If by Postal Service: 
IRS-Martinsburg Computing 
Center 

Col Att,,: Electronic Filillg Coordi
lIator 
P. O. Box 1359, MS-360 
Martinsburg, WV 25401-1359 

If by Lruck or air freight: 
IRS-Martinsburg Computing 
Center 

conjunction with V.42bis hardware 
compression. 

The time required to transmit infor
mation returns electronically will vary 
depending on the modem speed and the 
type of data compression used, if any. 
However, transmissions to IRP-BBS 
will be significantly faster than 
electronic filing to the mainframe. The 
time required to transmit a file can 
be reduced by as much as 85 percent 
by using software compression and 
hardware compression. 

The following are actual transmission 
rates achieved in test uploads at MCC 
using compressed files (PKZIP) and the 
xmodem protocol. The actual transmis
sion rates will vary depending on the 
protocol that is used. (Uploads will be 
approximately 25 percent faster when 
using the XMODEM-IK or ZMODEM 
protocols.) 

10000 Records 

55 min 10 sec 

21 min 20 sec 

13 min 23 sec 

9 min 10 sec 

+ Alln: Electronic Filing Coordi
nator 
Rou te 9 and Needy Road, 
MS-360 
Martinsburg, WV 25401 

Sec. 6. Information Reporting 
Program Bulletin Board System 
(lRP-BBS) Specifications 

.01 The IRP-BBS is an electronic 
bulletin board system available to filers 
of information returns. In addition to 
filing information returns electronically, 
the IRP-BBS provides other ca
pabilities. Some of the advantages of 
IRP-BBS are as follows: 

(I) Notification within two work
days as to the acceptability of 
the data transmitted. 

(2) Immediate access to the latest 
changes and updates that af
fect the Information Reporting 
Program at IRS/MCC (pro
gram, legislative, etc.). 

(3) Access to publications such as 
the Publication 1220 a!) soon 
as they are available. 
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(4) Capability to communicate 
with IRS/MCC personnel. 

(5) Ability to retrieve information 
and files applicable to the 
IRP-BBS. 

.02 The IRP-BBS is available for 
public use and accessible using various 
personal computer communications 
equipment; however, electronic submis
sion of information returns is limited to 
holders of valid TCCs. A TCC is not 
needed to access those portions of the 
IRP-BBS that contain forms and pub
lications or to leave questions or 
messages for IRS/MCC personnel. 

.03 Filers using IRP-BBS can deter
mine the acceptability of files submit
ted by checking the file status area of 
the bulletin board. These reports are 
not immediately available but will be 
available two workdays after the trans
mission is received by IRS/MCe. 

.04 Contact the IRP-BBS by dialing 

304-264-7070. The communication 
software settings for IRP-BBS are: 

- No parity 

- Eight data bits 
- One stop bit 
- Full duplex 

The communication software should be 
set up to use the fastest speed allowed 
by the filer's modem. 

.05 Duc to the large number of com
Illunication products available, it is 
impossible to provide specific informa
tion 011 a particular software package or 
hardware configuration. Filers should 
contact their software or hardware 
supplier for assistance. 

.06 IRP-BBS software provides a 
mCllu-driven environment allowing ac
cess to different parts of IRP-BBS. 
Whenever possible, lRS/MCC persoll
nel will provide assistance in resolving 
any communication problems with 
lRP-BBS. 

.07 IRP-BBS can be accessed at 
speeds from 1200 to 28,800 bps. The 
speed is automatically negotiated for 
connection at the speed of the calling 
modem. The communication standards 
supported include Industry Standard 
212A, V.22bis, V.32, V.32bis, V.34, 
and V.Fe. Point-to-point error control 
is supported using the V.42 ITU-T 
standard or MNP 2-4. Data compres
sion is supported using V.42bis ITU-T 
standard or MNP5. 

Sec. 7. IRP-BBS First Logon 
Procedures 

.01 The following information will 
be requested to set up the filer's user 
protile when logging onto the IRP
BBS for the first time. 

(A) Enter the letter, that corre
sponds to the filer's terminal, 
from the following: 

<A> 
<D> 
<G> 
<J> 

IBM PC <B> 
ADM-3 <E> 
TRS-80 <H> 
VT-IOO <CR> 

IBM w/ANSI 
1I19/Z19/H89 
Vidtex 

<C> Atari 
<F> Televid 925 
<1> VT-52 

if none of the above 

Most PCs, clones, etc., will select the IBM PC emulation. Machines with color, CGA, EGA, or VGA should select IBM 
w/ANSI. 
(B) Upper/lower case, line feed needed, 0 (zero) nulls after each <CR>, do you wish to modify this? (Most users 

answer no.) 

Problem 

File does not uj1load/download 

All files not processed 

Replacement needed 

Cannot determine file status 

Transfer aborts before it starts 

Loss of carrier during session 

Unreadable screens after selecting 
"IBM w/ANSI" 
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Common User Problems 

Probable Cause 

Not starting communication when 
prompted by 'Awaiting Start Signal' 

Compressing several files into one 
filename 

Original data incorrect 

Not dialing back thru IRP-BBS to 
check the status of the file 

Transfer protocol mismatch 

Incorrect modem setting on user's 
end 

ANSI.SYS driver not loaded in the 
user's PC 

Solution 

Start upload/download on filers end 

Compress only one file for every 
filename 

Replacement must be submitted 
within 45 days of original 
transmission 

Within 24 to 48 hours after sending 
a file, check under (F)ile Status for 
notification of acceptability 

Ensure protocols match on both the 
sending and receiving ends 

Reference your modem manual about 
increasing the value of the S 10 
register 

Select non ANSI under (Y)our 
settings 



Problem 

IRS cannot complete final processing 
of data 

IRS cannot determine which file is 
being replaced 

IRS cannot determine the type of file 
being sent 

Incorrect file not replaced within 45 
days 

Duplicate data 

Part E. MagneticlElectronic 
Specification for Extensions of Time 

Sec. 1. General Information 

.01 The specifications in Part E 
include the required 200-byte record 
format for extensions of time to file 
requests submitted on magnetic media 
or via electronically. Also included are 
the instructions for the information that 
is to be entered in the record. Filers 
are advised to read this section in its 
entirety to ensure proper filing. 

.02 Only filers who have been as
signed a Transmitter Control Code //lay 
request an extension of time magnet
ically or electronically. If ),ou meet the 
threshold of more thall 50 payers when 
requesting an extension but are below 
the 250 documellts threshold. you must 
still submit a Form 4419. Application 
for Filing Information Returns 
Magnetically/Electronically. Requests 
for extensions of time may be made for 
Forms 1098. 1099. 5498. W-2G. W-2. 
and 1042-S. 

.03 For Tax Year 1996 (returns due 
to be filed in 1997). transmitters 
requesting an extension of time to file 
for more than 50 payers (llot payees) 
are required to file the extension 
request on magnetic media or 
electronically. Transmitters requesting 
an extension of time for 10 to 50 
payers (not payees) are encouraged to 
file the request magnetically or elec
tronically. The request may be filed on 
tape. tape cartridge. 5v..- and 3Y2-inch 
diskette. or electronically through the 
IRP-BBS. 

.04 For extension requests filed on 
magnetic media. the transmitter must 

IRS Encountered Proillems 

Probable Cause 

User did not mail the Form 4804 

User did not indicate which file is 
being replaced 

User incorrectly indicated T. p. C. or 
R for the type of file 

User did not diaJ back thru IRP-BBS 
to check the status of file 

Transmitter sends corrections for en
tire file 

send the completed. signed Form 8809, 
Request for Extension of Time to File 
Information Returns. in the same pack
age as the corresponding media. For 
extension requests filed electronically. 
the transmitter must FAX the Form 
8809 the same day the transmission is 
made. 

.05 TransmiUers should not sub
mit a list of payer names and TINS 
with the Form 8809 with the mag
netic media or electronic liIes. Box 6 
of the Form 8809 must be completed 
with the total /lumber of payer records 
(total number of payers) all the 
transmitter's extension of time file. 

.06 To be considered. an extension 
request must be postmarked or trans
mitted by the due date of the returns; 
otherwise. the request will be denied. 

.07 The extension record format is 
also on the IRP-BBS and can be 
downloaded. See Part D for more 
information on how lo contact lhe 
IRP-BBS. 

.08 A magnetically-filed request for 
an extension of lime should be sent 
using the following addresses: 

If by Postal: 
IRS-Martinsburg Computing 
Center 

W AUn: Extellsion of Time Coordi
nator 
P. O. Box 879. MS-360 
Kearneysville, WV 25430 

If by truck or air freight: 

IRS-Martinsburg Computing 
Center 

+ ,tltn: Extellsion of Time Coordi
IIator 

Solution 

Mail completed Form complete final 
4804 the same day as the electronic 
transmission 

Must enter the filename that is being 
being replaced under the replacement 
option 

When prompted. enter the correct 
type of file for data being sent 

Within two workdays check under 
(F)ile Status for notification of 
acceptabi I i ty 

Only submit corrections for incorrect 
records 

Route 9 and Needy Road. 
MS-360 

Martinsburg. WV 25401 

... Note: Due to the large volume of 
mail received by IRSIMCC 
and the time factor in
volved in processing the 
Form 8809, it is imperative 
that the attention line be 
present on all envelopes or 
packages containing Exten
sion of Time (EOT) 
requests. 

.09 If using a delivery service other 
than postal service. the actual date of 
receipt by IRS/MCC will be used as 
the submitted date. This should be 
considered in meeting filing require
ments timely. 

.10 Transmitters who submit their 
extensions of time requests magnet
ically or electronically will receive a 
letter from IRS/MCC with an attached 
list of the payers specifying approval 
and/or denial. 

.11 Do not submit tax year 1996 
extensions of time to file requests on 
magnetic media or electronically before 
January 1. 1997. 

.12 Filers may request an extension 
of time as soon as they are aware that 
an extension is necessary but not later 
than the due date of the return. It will 
take a minimum of 30 days for IRS/ 
MCC to respond to an extension 
request. Under certain circumstances a 
request for an extension of time could 
be denied. In such cases. the transmit
ter recei ves a denial letter. When this 
denial letter is received. the transmitter 
has 20 days to provide the additional or 
necessary information and resubmit the 
extension request to IRS/MCC. 

1996-2 C.B. 293 



.13 Each piece of magnetic media 
must have an external media label 
containing the following information: 

(a) Transmitter name 

(b) Transmitter Control Code 
(TCC) 

(c) Tax year 

(d) The words "Extension of 
Time" 

(e) Record count 
. 14 A request for an extension of 

time to file is not automatically 
granted. Approval or denial is depend
ent on information provided on the 
Form 8809. 

.IS If the first request for an exten
sion of time to file was submitted 
magnetically or electronically, addi
tional extension requests should be 
submitted in the same manner. 

. 16 If an additional extension of 
time is needed, a second Form 8809 
may be submitted before the end of the 
initial extension with a postmark re
flecting the date mailed. Line 7 on the 
form should be checked to indicate that 
the original extension has been re
ceived and the additional extension is 
being requested. 

.17 See Part A, Sec. II, for complete 
information on requesting an extension 
of time to file information returns. If 
there are additional questions or con
cerns, contact IRS/MCC. 

Sec. 2. Magnetic Tape, Tape 
Cartridge, 51/4- and JIll-inch Diskette 
and IRP-BBS Specifications 

. 01 Tape specifications are as 
follows: 

(a) 9 track. 
(b) EBCDIC (Extended Binary 

Coded Decimal Interchange 
Code) or ASCII (American 
Standard Coded Information 
Interchange) recording mode. 

(c) 1600 or 6250 BPI. 
(d) A block must not exceed 

32,600 tape positions and must 
be a multiple of 200. 

(e) Record length of 200 bytes. 

<0 Labeled or unlabeled tapes 
may be submitted. 

.02 Tape cartridge specifications arc 
as follows: 
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(a) Must be IBM 3480, 3490, or 
AS400 compatible. 

(b) Must meet American National 
Standard Institute (ANSI) 
standards and have the follow
ing characteristics: 

(1) Tape cartridges will be 112-
inch tape contained in plas
tic cartridges which are ap
proximately 4-inches by 
5-inches by I-inch in 
dimension. 

(2) Magnetic tape will be chro
mium dioxide particle based 
II2-inch tape. 

(3) Cartridges will be 18-track 
or 36-track parallel. Indicate 
011 the external media label 
if the tape cartridge is 18-
or 36-track. 

(4) Mode will be full function . 
(5) The data may be com

pressed using EDRC (Mcm
orex) or IDRC (IBM) 
compression. 

(6) Either EBCDIC or ASCII. 
(c) A block must not exceed 

32,600 tape positions and must 
be a multiple of 200. 

(d) Record length of 200 bytes. 
(el Labeled or unlabeled tape car

tridges may be submitted. 
_03 Diskette specifications are as 

follows: 
(a) 5114- or 31j~-inches in diameter. 
(b) ASCII recording mode only. 

Additional specifications may 
be found in Part B, Sec. 3, of 
this revenue procedure . 

(c) Record length of 200 bytes. 
(d) Diskettes must be created 

using the MS-DOS operating 
system. 

(e) Filename of IRSEOT must be 
used. No other filenames are 
acceptable. If a file will con
sist of more than one diskette, 
the filename IRSEOT will 
contain a three-digit extension. 
This extension will indicate 
the sequence of the diskettes 
within the file. For example, 
the first diskette will be named 
IRSEOT.OOI, the second dis
kette will be named IR
SEOT.002, etc. 

(I) Delimiter character commas (,) 
must not be used. 

(g) Positions 199 and 200 of each 
record have been reserved for 
use as carriage returnlline feed 
(cr/lO characters, if applicable. 

.04 Bisynchronous electronic specifi
cations include: 

(a) Transmitter must have Trans
mitter Control Code number 
(TCC) . 

(b) Access phone numbers: 
4800 bps 304-264-7080 

9600 bps 304-264-7040 
14400 bps 304-265-7045 

(c) Data compression is en
couraged. 

... Note: See Part C, Bisynchronous 
(Mainframe) Electronic Fil
ing Specifications, for de
tailed information on filing 
with IRS/MCC via bi
synchronous protocols. 

.OS IRP-BBS specifications include: 

(a) Transmitter must have Trans
mitter Control Code number 
(TCC). 

(b) IRP-BBS access phone num
ber is 304-264-7070. 

(c) Communications software set-
tings are: 

- No parity 
- Eight data bits 
- One stop bit 
- Full duplex 
(d) Access speeds from 1200 to 

28,800 bps. 
(c) Data compression is 

encouraged. 

... Note: Sec Part D, IRP-BBS 
Electronic Filing Specifica
tions, for detailed informa
tion on filing with IRS/ 
MCC via I RPIBBS. 

Sec_ J. Record Layout 

.01 Positions 6 through 174 of the 
following record should contain infor
mation about the payer for whom the 
extension of time to file is being 
requested. Do not enter transmitter 
information in these fields_ Only one 
TCC may be present in a file. 



Field 
Position Field Title 

1-5 Transmitter 
Control Code 
(TCC) 

6-14 Payer TIN 

15-54 Payer Name 

55-94 Second Payer 
Name 

95-134 Payer Address 

135-163 Payer City 

164-165 Payer State 

166-174 Payer ZIP Code 

175 Document 
Indicator (See 
Note) 

Record Layout 

Length Description and Remarks 

5 Rcquircd. Enter the five digit Transmitter Control Code issued by IRS. Only 
olle TCC per liIe is acceptable. 

9 RC(IUired. Must be the valid nine-digit EIN/SSN assigned to the payer. Do not 
cnter blanks, hyphens or alpha characters. All zeros, ones, twos, etc. will 
have the effect of an incorrect TIN. For foreign entities that are not required to 
have a TIN, this field may be blank; however, the Foreign Entity Indicator, 
position 176, must be set to "X." 

40 Required. Enter the name of the payer whose TIN appears in positions 6-14. 
Left justify information. 

40 If additional space is needed, this field may be used to continue name line 
information (e.g., % First National Bank), otherwise, enter blanks. 

40 Required. Enter the payer's address. Street address should include number, 
street, apartment or suite number (or P.O. Box if mail is not delivered to a street 
address). 

29 

2 

9 

Required. Enter payer city, town, or post office. 

Required. Enter payer valid U.S. Postal Service state abbreviation (refer to Part 
A, Sec. 18). 

Required. Enter payer ZIP code. If using a five-digit ZIP code, left justify 
information and fill unused positions with blanks. 

Required. Enter the document you arc requesting an extension of time for using 
the following code: 

Code Document 
I W-2 
2 1098, 1099-A, 1099-B, J099-C, 1099-DlV, 1099-G, 1099-INT, 1099-

MISC, 1099-010, 1099-PATR, 1099-R, 1099-S, or W-2G 
3 5498 
4 1042-S 
5 REMIC Documents (l099-INT or 1099- 010) 

... Note: Do not enter any other values in this field. Submit a separate record for each document. For example, if 
you are requesting an extension for 1099-INT and 5498 for the same payer, submit one record with "2" 
coded in this field and another record with "3" coded in this field. If you are requesting an extension for 
l099-DIV and l099-MISC for the same payer, submit one record with "2" coded in this field. 

176 Foreign Entity 
Indicator 

177-198 Blank 

199-200 Blank 

Transmitter 
Payer Control 

Code EIN 

1-5 6-14 

22 

2 

Enter character "X" if Indicator the payer is a foreign entity. 

Enter blanks. 

Enter blanks. Diskette filers may code the ASCII carriage return/line feed (crl 
If) characters. 

Extension of Time Record Layout 

Payer 
Second 

Payer Payer 
Payer 

Name Name Address City 

15-54 55-94 95-134 135-163 
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Payer 
State 

164-165 

Blank 
or 

CRILF 

199-200 

Payer 
Zip 

Code 

166-174 

Part F. Miscellaneous Information 

Document Foreign Entity 
Indicator Indicator Blank 

175 176 177-198 

Sec. 1. Addresses for Martinsburg Computing Center 

To submit an application to file, waiver request (forms), correspondence, and magnetic media files, use the following: 
Mailing by U. S. Postal Service: 0 

Shipping by truck or air freight: + 

IRS-Martinsburg Computing Center 
P. O. Box 1359, MS-360 

Martinsburg, WV 25401-1359 

IRS-Martinsburg Computing Center 
Information Reporting Program 

Route 9 and Needy Road, MS-360 
Martinsburg, WV 25401 

To submit a magnetically filed extension of time request, use the following: 

Mailing by U.S. Postal Service: r·.1 

IRS-Martinsburg Computing Center 
ATTN: Extension of Time Coordinator 

P. O. Box 879, MS-360 
Kearneysville, WV 25430 

Shipping by truck or air freight: + 
IRS-Martinsburg Computing Center 

A rrN: Extension of Time Coordinator 
Route 9 and Needy Road, MS-360 

Martinsburg, WV 25401 

Sec. 2. Telephone Numbers for Contacting IRSIMCC 

~ 
Phone Numbers for 

Contacting the Martinsburg Computing Center 

Information Reporting Program Call Site: 
? . 

304-263-8700 

Between 8:30 a.m. and 4:30 p.m. Eastern Time 

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

Information Returns FAX Machine: 

304-264-5602 
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Electronic Filing: 

(IRP-BBS) 
(Asynchronous) 
304-264-7070 

Mainframe Filing-(llisynchrollous Filing) 
4.8 Modems 304-264-7080 
9.6 Modems 304-264-7040 
14.4 Modems 304-264-7045 

HOURS OF OPERATION-
24 HOURS A DAY 
7 DAYS A WEEK 

Sec. 3 Preparation Instructions for Media Label 

Media label, Form 5064, has been obsoleted. II is no longer necessary to use special labels from IRS for your media. Any 
pressure sensitive label can now be used as long as it contains the following information: 

Type of liIing: Indicate whether data is Original, Replacement, Test or Correction. 

Tax Year: Indicate tax year for which media is submilled. 

IRS TCC: (Transmitter Control Code): Provide TCC assigned to the transmitter. (See P,ut A, Section 7.) 

Transmitter's name 

Operating system/Hardware: 

For 5 111- and 3Y2-inch diskelle liles, 
indicate the type of personal computer 
operating system, and software package 
used to create the media (for example: 
IBM.PC/AT-MSD/DOS, Apple Maclntoshl 
MacWrite V2.2). 

For tape, indicate either EBCDIC or ASCII. 

Recommcnded label format: 
Type of filing ________________ _ 
Tax Year IRS TCC ______ _ 
Transmiller name _______________ _ 
Operating system/Hardware ___________ _ 
Number of payees ______________ _ 
Transmitter number for media __________ _ 
Media sequence of ______ _ 

For tape cartridge, indicate operating system, either EBCDIC or ASCII, and either IS- or 36-track. 

For Smm tape cartridge, indicate operating system, and either EBCDIC or ASCII. 

Number of payees: Indicate the total number of Payee "B" Records, Recipient "Q" Records for 

Form I 042S, or total number of establishments for Form S027 reported on the media. 

TransmiUer number for media: If available. provide the in-house number assigned by your organization to the lapes. tape 
cartridges or diskelles. 

Media sequence: Indicate sequence numbcr of mcdia and total number of media in lile (for exal1lple: Media sequence 1 of 
3, 2 of 3, 3 of 3). 

Please aflix external label to appropriate area on magnetic media. Do not hinder the ability to process media when 
aflixing label. 
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I R B I R B 
Box of Box of -- --- -- --

-------------------------+-----------------_. 

I R B I R B 
Box of Box of 

-- --- -- ---

'----~------------------i------------------· 

I R B 
Box of -- ---

I 
I 
I 
I 
I 
I 
I 

I R B 
: Box of 
I -- ---

.. ----------------~I .. ----------------~ -------------------------~-------------------

I .. ----------------~ I 
Internal Revenue Service I 

I 
Martinsburg Computing Center I 

Internal Revenue Service 
Martinsburg Computing Center 
Route 9 and Needy Road 
Martinsburg WV 25401 

POBox 1359 I 
Martinsburg WV 25401 

(II,H' tillS label for us Pustal dcJiverie,l) 

I 
I 
I 

I .. ----------------~ (lise this label for truck or air freight deliveries) 

(Reproduce as needed) 

To expeJite hanJling, please affix these labels, or substitute 
labels, to tbe OUTSIDE of your shipping container. 

This is the end of Publication 1220 for Tax Year 191)6. 
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26 CFR 601.201: Rulings and determination 
letters. 
(Also Part I. Sections 5, 103. 143; 1.25-4T. 
1.103-1, 6a.J03A-2.) 

Rev. Proc. 96-37 

SECTION 1. PURPOSE 

This revenue procedure provides 
guidance concerning the United States 
and area median gross income figures 
that are to be used by issuers of quali
fied mortgage bonds, as defined in 
§ 143(a) of the Internal Revenue Code, 
and issuers of mortgage credit certifi
cates, as defined in § 25(c), in comput
ing the housing cost/income ratio de
scribed in § 143(f)(5). 

SECTION 2. BACKGROUND 

.01 Section 103(a) provides that, ex
cept as provided in § 1 03(b), gross 
income does not include interest on any 
state or local bond. Section 1 03(b)( 1) 
provides that § 103(a) shall not apply to 
any private activity bond that is not a 
"qualified bond" within the meaning of 
§ 141. Section 141 (e) provides that the 
term "qualified bond" includes any pri
vate activity bond that (1) is a qualified 
mortgage bond, (2) meets the volume 
cap requirements under § 146, and (3) 
meets the applicable requirements under 
§ 147. 

.02 Section 143(a)(1) provides that 
the term "qualified mortgage bond" 
means a bond that is issued as part of a 
"qualified mortgage issue". Section 
143(a)(2)(A) provides that the term 
"qualified mortgage issue" means an 
issue of one or more bonds by a state or 
political subdivision thereof, but only if 
(i) all proceeds of the issue (exclusive 
of issuance costs and a reasonably re
quired reserve) are to be used to finance 
owner- occupied residences; (ii) the is
sue meets the requirements of subsec
tions (c),(d),(e),(f),(g),(h),(i), and (m)(7) 
of § 143; (iii) the issue does not meet 
the private business tests of paragraphs 
(1) and (2) of § 141(b); and (iv) with 
respect to amounts received more than 
10 years after the date of issuance, 
repayments of $250,000 or more of 
principal on financing provided by the 
issue are used not later than the c lose of 
the first semi-annual period beginning 
after the date the prepayment (or com
plete repayment) is received to redeem 
bonds that are part of the issue. 

.03 Section 143(f) imposes eligibility 
requirements concerning the maximum 
income of mortgagors for whom financ
ing may be provided by qualified mort
gage bonds. Section 25(c)(2)(A)(iii)(lV) 

provides that recIpients of mortgage 
credit certificates must meet the income 
requirements of § I 43(f). Generally, un
der §§ I 43(f)(l ) and 25(c )(2)(A)(iii)
(IV), these income requirements are met 
only if all owner-financing under a 
qualified mortgage bond and all certified 
indebtedness amounts under a mortgage 
credit certificate program are provided 
to mortgagors whose family income is 
115 percent or less of the applicable 
median family income. Under 
§ 143(f)(6), the income limitation is 
reduced to 100 percent of the applicable 
median family income if there are fewer 
than three individuals in the family of 
the mortgagor. 

.04 Section I 43(f)( 4) provides that 
the term "applicable median family in
come" means the greater of (A) the area 
median gross income for the area in 
which the residence is located or (B) the 
statewide median gross income for the 
state in which the residence is located. 

.05 Section 143(f)(5) provides for an 
upward adjustment of the income limita
tions in certain high housing cost areas. 
Under § 143(f)(5)(C), a high housing 
cost area is a statistical area for which 
the housing cost/income ratio is greater 
than 1.2. The housing cost/income ratio 
is determined under § 143(f)(5)(D) by 
dividing (a) the applicable housing price 
ratio by (b) the ratio that the area 
median gross income bears to the me
dian gross income for the United States. 
The applicable housing price ratio is the 
new housing price ratio (new housing 
average purchase price for the area 
divided by the new housing average 
purchase price for the United States) or 
the existing housing price ratio (existing 
housing average area purchase price 
divided by the existing housing average 
purchase price for the United States), 
whichever results in the housing cost/ 
income ratio being closer to 1. This 
income adjustment applies only to bonds 
issued and nonissued bond amounts 
elected after December 31, 1988. 

.06 The Department of Housing and 
Urban Development (HUD) has com
puted the median gross income for the 
United States, the states, and statistical 
areas within the states. The income 
information was released to the HUD 
regional offices on December 14, 1995, 
and may be obtained by calling the 
HUD reference service at 1-800--245-
2691, or, in the Washington, D.C., area, 
at 301-251-5154. The Internal Revenue 
Service annually publishes only the me
dian gross income for the United States. 

.07 The most recent nationwide aver
age purchase prices and average area 
purchase price safe harbor limitations 
were published on September 6, 1994, 
in Rev. Proc. 94-55, 1994-2 C.B. 716. 

SECTION 3. APPLICATION 

.01 When computing the housing 
cost/income ratio under § I 43(f)(5), is
suers of qualified mortgage bonds and 
mortgage credit certificates must use 
$41,600 as the median gross income for 
the United States. See section 2.06 of 
this revenue procedure. 

.02 When computing the housing 
cost/income ratio under § 143(f)(5), is
suers of qualified mortgage bonds and 
mortgage credit certificates must use the 
area median gross income figures re
leased by HUD on December 14, 1995. 
See section 2.06 of this revenue proce
dure. 

SECTION 4. EFFECT ON OTHER 
REVENUE PROCEDURES 

.0 I Rev. Proc. 95-32, 1995-28 I.R.B. 
6, is obsolete except as provided in 
section 5.02 of this revenue procedure. 

.02 This revenue procedure does not 
affect the effective date provisions of 
Rev. Rul. 86-124, 1986-2 C.B. 27. 
Those effective date provisions will re
main operative at least until the Service 
publishes a new revenue ruling that 
conforms the approach to effective dates 
set forth in Rev. Rul. 86-124 to the 
general approach taken in this revenue 
procedure. 

SECTION 5. EFFECTIVE DATES 

.01 Issuers must use the United States 
and area median gross income figures 
specified in section 3 of this revenue 
procedure for commitments to provide 
financing that are made, or (if the 
purchase precedes the financing commit
ment) for residences that are purchased, 
in the period that begins on December 
14, 1995, the date HUD released the 
income figures, and ends on the date 
when these United States and area me
dian gross income figures are rendered 
obsolete by a new revenue procedure. 

.02 Notwithstanding section 5.01 of 
this revenue procedure, issuers may con
tinue to rely on the United States and 
area median gross income figures speci
fied in Rev. Proc. 95-32 with respect to 
bonds originally sold and non issued 
bond amounts elected not later than 
August 14, if the commitments or pur-
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chases described in section 5.01 are 
made not later than October 14, 1996. 

26 CFR 601.203: Offers in compromise. 
(Also Part I. Section 7122; 301.7122-1) 

Rev. Proc. 96-38 

SEC. 1. PURPOSE 

This revenue procedure provides 
guidance to taxpayers who wish to sub
mit offers in compromise on photo
copies or computer generated copies of 
Form 656, Offer in Compromise, pub
lished by the Service at the time the 
taxpayer makes the offer. This revenue 
procedure also establishes the conditions 
under which the Service will process 
offers submitted on such forms. Specifi
cally, this revenue procedure sets forth 
the required content of a photocopied or 
a computer generated Form 656 and 
states that taxpayers who submit offers 
on such copies authorize the Service to 
treat them as verbatim duplicates of the 
Form 656 published by the Service. 

SEC. 2. CHANGES 

. 01 This revenue procedure provides 
guidance to taxpayers who wish to sub
mit offers in compromise on photo
copies or computer generated copies of 
Form 656, Offer in Compromise, which 
the Service publishes and processes 
when the taxpayer makes the offer. 

.02 This revenue procedure declares 
Rev. Proc. 57-41, 1957-2 C.B. 1119 
and Rev. Proc. 80-6, 1980-1 C.B. 586 
obsolete. 

SEC. 3. PROCEDURE 

.01 The Service administers an offer 
in compromise program whereby a tax
payer may submit an offer to compro
mise a tax liability based on doubt as to 
liability or doubt as to collectibility. 
These offers are submitted on Form 656, 
Offer in Compromise, which is revised 
by the Service when necessary. 

.02 The Service will receive for pro
cessing legible photocopies or computer 
generated copies that are verbatim dupli
cates of the most current, revised ver
sion of Form 656, Offer in Compromise, 
published by the Service when the tax
payer makes the offer. However, this 
procedure only applies to revised ver
sions of Form 656 showing a revision 
date after September 1993. (See Sec. 6 
for a description of the revised versions 
of Form 656 to which this revenue 
procedure applies.) An offer submitted 
on a photocopy or computer generated 
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copy of Form 656 must be printed on 
the same size paper the Service uses to 
publish Forms 656 at the time the offer 
is made. (The Service currently pub
lishes Form 656 on paper measuring 
eight and one-half by eleven inches). 

.03 When a taxpayer makes an offer 
on a form that appears to be a photo
copy or computer generated copy of 
Form 656, then pursuant to the terms of 
that form, the taxpayer authorizes the 
Service to treat the copy as a verbatim 
duplicate of the Service's most currently 
revised version of Form 656 that has a 
revision date after September 1993. 

.04 An offer submitted on a photo
copy or computer generated copy of 
Form 656 must bear the taxpayer's 
original signature and initials, if re
quired. The Service will not process an 
offer in compromise bearing a signature 
or initials that were duplicated by elec
tronic or photographic means, i.e., a 
facsimile transmission or photocopy. 

.05 If a taxpayer submits an offer in 
compromise on a photocopy or com
puter generated copy of Form 656 and 
the terms and conditions of the offer 
appear on any page other than the front 
and reverse sides of the signature page, 
then the taxpayer must initial and date 
all pages containing terms and condi
tions of the offer. 

.06 The decision whether to process 
photocopies or computer generated cop
ies of Form 656 remains within the 
Service's discretion. 

SEC. 4. INQUIRIES 

Inquiries regarding this revenue pro
cedure should be directed to Internal 
Revenue Service, Office of Special Pro
cedures CP:CO:C:SP, 1111 Constitution 
Avenue, NW, Washington, DC 20224. 

SEC. 5. EFFECT ON OTHER 
REVENUE PROCEDURES 

This revenue procedure declares Rev. 
Proc. 57-41, 1957-2 C.B. 1119 and 
Rev. Proc. 80-6, 1980-1 C.B. 586 obso
lete. Rev. Proc. 57-41 is obsolete be
cause it required taxpayers to use a re
vision of Form 656 that is not currently 
published or processed by the Service. 
Rev. Proc. 80-6 is obsolete because the 
delegations and procedural matters de
scribed therein have been superseded, 
i.e., delegations of authority are now set 
forth in Delegation Order No. 11 (Rev. 
24) and IRM Handbook 1229; all other 
procedural matters described therein are 
now set forth in Delegation Order No. 
11 (Rev. 24), IRM Handbook 1229, 

IRM 57(10)0 through 57(10)(23).4, IRM 
8(13)20 through 8(13)70, and CCOM 
(34)510 through (34)560. 

SEC. 6. EFFECTIVE DATE 

This revenue procedure is effective 
when published. It applies to all revi
sions of Form 656, Offer in Compro
mise, showing a revision date after 
September 1993. The Service is cur
rently revising Form 656. The version of 
Form 656 currently published by the 
Service bears the revision date of Sep
tember 1993. This revenue procedure 
shall not apply to the September 1993 
version of Form 656, and the Service 
will not process substitute forms based 
on that version, but will process substi
tute forms based on the next revised 
version. 

26 CFR 60/.201: Rulings and determination let· 
ters. 
(Also §§ 355; 1.355-2.) 

Rev. Proc. 96-39 

SECTION 1. PURPOSE 

This revenue procedure amplifies Rev . 
Proc. 96-3, 1996-1 I.R.B. 82, which 
sets forth the areas of the Internal 
Revenue Code under the jurisdiction of 
the Associate Chief Counsel (Domestic) 
and the Associate Chief Counsel (Em
ployee Benefits and Exempt Organiza
tions) relating to issues on which the 
Internal Revenue Service will not issue 
advance rulings or determination letters. 

SECTION 2. BACKGROUND 

Section 5 of Rev. Proc. 96-3 sets 
forth those areas under extensive study 
in which rulings or determination letters 
will not be issued until the Service 
resolves the issue through publication of 
a revenue ruling, revenue procedure, 
regulations or otherwise. Section 355(a) 
of the Internal Revenue Code applies to 
distributions to a shareholder with re
spect to stock, or to a security holder in 
exchange for securities, of stock or 
securities of a corporation controlled by 
the distributing corporation immediately 
before the distribution. In cases in which 
there have been negotiations, agreements 
or arrangements with respect to transac
tions or events which, if consummated 
before the distribution, would result in 
the distribution of stock or securities of 
a corporation which is not controlled by 
the distributing corporation, the Service 
intends to study further the proper 
evaluation of the facts and circum-



stances to determine whether the re
quirements of § 355 are satisfied. 

SECTION 3. PROCEDURE 

Rev. Proc. 96-3 is amplified by add
ing to Section 5 the following: 

Section 355.-Distribution of Stock 
or Securities of a Controlled Corpora
tion.-Whether a distribution of stock or 
securities is described in § 355(a)(1) if 
there have been negotiations, agreements 
or arrangements with respect to transac
tions or events which, if treated as 
consummated before the distribution, 
would result in the distribution of stock 
or securities of a corporation which is 
not controlled by the distributing corpo
ration (or, if stock is retained by the 
distributing corporation, in a distribution 
of an amount of stock not constituting 
control). 

SECTION 4. EFFECTIVE DATE 

This revenue procedure will apply to 
all ruling requests postmarked or, if not 
mailed, received on or after July 23, 
1996. 

26 CFR 601.201: Rulings and determination let
ters. (Also Part 1, § 501; 1.501(a)-1.) 

Rev. Proc. 96-40 

SEC. 1. PURPOSE 

The purpose of this revenue proce
dure is to modify Rev. Proc. 80-27, 
1980-1 C. B. 677, by identifying the 
one central location where all filers of 
reports required of group parents to 
maintain group exemptions should send 
the required annual reports. 

SEC. 2. BACKGROUND 

Rev. Proc. 80-27, provides, in § 6.02, 
for nine separate locations to which 
group parents should send the annual 
information required to maintain a group 
exemption letter. These designations 
were generally based upon the locations 
of the service centers closest to the 
filers. The Service has now centralized 
the filing of the required information in 
the Internal Revenue Service Center, 
Ogden, Utah. 

SEC. 3. CHANGES 

.01 Rev. Proc. 80-27 is modified by 
deleting the text of § 6.02 in its entirety 
and substituting the following: 

Filers of the information listed in 
§ 6.01 should send the report to: 

Ogden Service Center 
Mail Stop 6271 

1000 South 1200 West 
Ogden, UT 84404-4749 

SEC. 4. EFFECTIVE DATE 

This revenue procedure is effective 
for all group exemption filings submit
ted on or after July 1, 1996, to comply 
with the requirements of § 6 of Rev. 
Proc. 80-27. 

SEC. 5. EFFECT ON OTHER 
REVENUE PROCEDURES 

Rev. Proc. 80-27 is modified. 

26 CFR 601.202: Closing agreements. 
(Also Part 1, §§ 103,148,7121.) 

Rev. Proc. 96-41 

SECTION 1. PURPOSE 

This revenue procedure applies to an 
issuer of state or local bonds that has 
used the proceeds of state or local bonds 
sold prior to July 19, 1996, to pay more 
than fair market value for nonpurpose 
investments deposited into an advance 
refunding escrow. It provides a program 
under which an issuer may request a 
closing agreement pursuant to which the 
purchase of those investments alone will 
not be sufficient to cause §§ 1 03(b )(2) 
and 148 of the Internal Revenue Code 
to apply to those bonds. 

SECTION 2. BACKGROUND 

.01 Section 103(a) provides, in gen
eral, that gross income does not include 
interest on any state or local bond. 
Section 1 03(b )(2) provides, however, 
that this exclusion from gross income 
does not apply to arbitrage bonds. 

.02 Section 148(a)(1) provides, in 
general, that bonds of an issue are 
arbitrage bonds if any portion of the 
proceeds of the issue is "reasonably 
expected" on the issue date of the issue 
to be used directly or indirectly to 
acquire higher yielding investments. 

.03 Section 1.148-1 (b) of the Income 
Tax Regulations provides that an issu
er's expectations or actions are reason
able only if a prudent person in the 
same circumstances as the issuer would 
have those same expectations or take 
those same actions, based on all the 
objective facts and circumstances. Sec
tion 1.148-1 (b) also provides that fac
tors relevant to a determination of rea
sonableness include the level of inquiry 
by the issuer into factual matters. 

.04 Section 148(f) provides, in gen
eral, that bonds of an issue are arbitrage 
bonds unless the earnings from the 
investment of bond proceeds in excess 

of the yield on the issue are rebated to 
the United States. The rebate require
ment of § 148(f) is generally not based 
on reasonable expectations . 

. 05 Section 1.1 48-6(c ) provides that 
gross proceeds of an issue of bonds are 
not allocated to a payment for a 
nonpurpose investment in an amount 
greater than the fair market value of that 
investment on the purchase date. For 
this purpose only, the fair market value 
of a nonpurpose investment is adjusted 
to take into account qualified adminis
trative costs allocable to that investment. 

.06 Section 1.148-5(d)(6)(i) generally 
defines fair market value as the price at 
which a willing buyer would purchase 
from a willing seller in a bona fide, 
arm's-length transaction. Fair market 
value generally is determined on the 
date on which a contract to purchase the 
nonpurpose investment becomes binding 
(that is, the trade date rather than the 
settlement date). 

.07 Section 1.148-5(d)(6)(iii) provides 
that the purchase price of a guaranteed 
investment contract is treated as its fair 
market value on the purchase date if the 
issuer makes a bona fide solicitation for 
a guaranteed investment contract that 
meets the requirements of that section. 
The definition of guaranteed investment 
contract in § 1.148-1 (b) generally does 
not include the purchase of investments 
for an escrow for an advance refunding 
transaction. 

.08 Section 1.148-2( d)(2)(ii) defines 
"materially higher yield" for invest
ments in an advance refunding escrow 
as 0.001 percent higher than the yield 
on the issue. 

.09 An issuer cannot avoid the appli
cation of § 148 by giving away the 
prohibited arbitrage profit. See 2 H.R. 
Conf. Rep. No. 841, 99th Cong., 2d 
Sess. 11-746 (1986), 1986-3 (Vol. 4) 
C.B. 746. The deflection of arbitrage 
through the purchase of investments at 
other than fair market value is prohib
ited. H.R. Rep. No. 426, 99th Cong., 1st 
Sess. 556 (1985), 1986-3 (Vol. 2) C.B. 
556. 

.10 Issuers of advance refunding 
bonds commonly enter into an agree
ment to purchase United States Treasury 
securities that are to be deposited into 
an escrow to pay the refunded prior 
issue of bonds. In most cases, an issuer 
enters into this investment purchase 
agreement on the same date it enters 
into an agreement to sell its advance 
refunding bonds. That date (the "sale 
date") is often several weeks before the 
issue date of the issue of bonds. 
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.11 In a typical tax-exempt advance 
refunding transaction, the obligation to 
purchase the Treasury securities is con
tingent on the issuance and sale of the 
advance refunding bonds, which in tum 
are commonly subject to contingencies 
that are standard in the municipal bond 
industry (such as the ability of bond 
counsel to render an unqualified opinion 
on the validity of the bonds). 

.12 In general, a valuation method 
must take into account all pertinent 
information. A valuation method that 
singles out one economic factor and 
disregards other significant economic 
factors is erroneous. See, e.g., Powers v. 
Commissioner, 312 U.S. 259, 260 
(1941), 1941-1 C.B. 448; Guggenheim 
v. Rasquin, 312 U.S. 254 (1941), 
1941-1 C.B. 445; Commissioner v. Mc
Cann, 146 F.2d 385 (2d Cir. 1944). 

.13 Certain state and local govern
ment issuers, and certain sellers of Trea
sury securities to state and local govern
ment issuers, of advance refunding 
bonds have used a valuation method that 
results in prices for those Treasury secu
rities that exceed the fair market value 
of the securities. It has been asserted 
that the risk of nonsettlement justifies 
the inclusion of the cost of a hedge 
(such as a put option on Treasury secu
rities) in the fair market value of the 
Treasury securities to protect the seller 
against any increase in interest rates 
between the sale date (trade date) and 
the issue date (settlement date). 

.14 In these transactions, a substantial 
mark-up of the price of Treasury securi
ties for the risk of nonsettlement is 
inappropriate for two reasons. First, the 
risk of nonsettlement is remote. In addi
tion, the seller of the Treasury securities 
is in a position to benefit if interest rates 
fall. This potential for benefit should 
reduce the weight given to the potential 
for loss if rates should rise. In general, 
non settlement is not more likely when 
interest rates rise than when they fall. 

.15 In other cases, issuers have en
tered into agreements to purchase open 
market Treasury securities to be depos
ited into an escrow to pay the refunded 
prior issue of bonds. On the same date, 
issuers have subscribed to purchase 
United States Treasury securities-State 
and Local Government Series ("SLGS") 
from the United States Department of 
the Treasury, Bureau of Public Debt to 
pay the same refunded prior issue of 
bonds. In effect, this arrangement pro
vides a call option on the open market 
Treasury securities to the seller of those 
securities. 
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.16 In the case of simultaneous SLGS 
subscription and forward purchase con
tracts, the issuer and the seller of the 
open market Treasury securities agree 
on the sale date that, if the advance 
refunding bonds are issued and if inter
est rates decline between the sale date 
and the issue date of the advance re
funding bonds so that the value of the 
nonpurpose investments increases, the 
issuer will purchase the SLGS. In this 
case, the seller will not be obligated to 
deliver the open market Treasury securi
ties to the issuer. Alternatively, if the 
advance refunding bonds are issued and 
if interest rates remain the same or 
increase between the sale date and the 
issue date so that the value of the 
nonpurpose investments remains the 
same or decreases, the issuer will be 
obligated to purchase the open market 
Treasury securities. In this case, the 
seller will be obligated to deliver the 
open market Treasury securities to the 
issuer for deposit into the advance re
funding escrow. In addition, the issuer 
will not purchase the SLGS. In such a 
case, by subscribing for the SLGS, the 
issuer in effect provides a call option on 
the open market Treasury securities to 
the seller of the open market Treasury 
securities. For purposes of the arbitrage 
rules, the fair market value of the open 
market Treasury securities under the 
agreement with the seller must accord
ingly be reduced by the value of this 
call option. 

.17 Even if the issuer obtains certifi
cations that the purchase price being 
paid for nonpurpose investments does 
not exceed the fair market value of 
those investments, an issue may never
theless fail to meet the reasonable ex
pectations standard of § 148(a). Further, 
in general, an agreement between unre
lated persons about price does not pre
sumptively establish fair market value in 
a situation where one party to the 
agreement lacks financial incentive to 
obtain the best price. See Raymond v. 
Commissioner, 114 F.2d 140 (7th Cir.) , 
cert. denied, 311 U.S. 710 (1940). 

.18 All the facts and circumstances 
are considered in the determination of 
whether the proceeds of the issue are to 
be invested at a materially higher yield. 
Factors strongly tending to establish that 
an issuer does not reasonably expect the 
proceeds of the issue to be invested at a 
materially higher yield are (1) the use of 
a bona fide bidding procedure to reason
ably probe the market for the fair mar
ket value of nonpurpose investments and 
(2) reasonable due diligence by the 

issuer to review the method used to 
determine the fair market value of Trea
sury securities. One important factor 
tending to establish that a bidding pro
cedure is bona fide is that it is con
ducted by a person that does not have a 
material financial interest in the transac
tion (for example, as the seller of Trea
sury securities to the issuer). 

.19 Some issuers have obtained Trea
sury securities for an advance refunding 
escrow by using procedures that gener
ally are designed to conform to the safe 
harbor for guaranteed investments con
tracts in § 1.148-5(d)(6)(iii). Although 
that safe harbor does not expressly ap
ply to the purchase of Treasury securi
ties for an advance refunding escrow, 
the Internal Revenue Service will apply 
the principles underlying that safe har
bor to the purchase of those nonpurpose 
investments. Absent extraordinary cir
cumstances, a bona fide bidding proce
dure consistent with the principles of the 
safe harbor for guaranteed investments 
contracts is rebuttably presumed to es
tablish fair market value for transactions 
to which this revenue procedure is ap
plicable, even in cases where the for
ward price paid for Treasury securities 
is greater than the spot price of those 
Treasury securities. Other procedures 
may also establish fair market value. 

.20 If promulgated as a final regula
tion, § 1.148-5(d)(6)(v) of the proposed 
Income Tax Regulations, published in 
the Federal Register on June 27, 1996 
(61 Fed. Reg. 33405), would provide a 
rebuttable presumption for establishing 
fair market value for Treasury securities 
purchased other than directly from the 
United States Treasury for those transac
tions described in the regulation. 

SECTION 3. DESCRIPTION OF THE 
CLOSING AGREEMENT PROGRAM 
FOR ADVANCE REFUNDING 
ESCROWS 

.01 Under the program established by 
this revenue procedure, the Service will 
enter into closing agreements with the 
issuers of bonds. These closing agree
ments will resolve the effect of the 
payment of more than fair market value 
for the nonpurpose investments for yield 
restriction and rebate purposes under 
§ 148. The closing agreements will not 
resolve any other matters. 

.02 The closing agreements will pro
vide that, for purposes of § 148, the 
amount paid by the issuer for the Trea
sury securities deposited into an advance 
refunding escrow will be treated as the 
fair market value for those nonpurpose 



investments. For purposes of computing 
rebate under § 148(f), the closing agree
ment amount will not be treated as a 
rebate payment. 

.03 This program is a compliance 
program but is not based upon an 
examination of an issue of bonds by the 
Service. 

.04 Because this program does not 
arise out of an examination, consider
ation under this program does not pre
clude or impede an examination of the 
issuer, the bondholders, or the issue of 
bonds by the Service with respect to 
matters not addressed in the closing 
agreement. 

.05 The intent underlying this pro
gram is to treat expeditiously all re
quests for closing agreements which are 
submitted in accordance with sections 5 
and 6 of this revenue procedure. Ac
cordingly, negotiations with the issuers 
on the basis of mitigating circumstances 
of individual cases will not be enter
tained under the terms of this revenue 
procedure. 

SECTION 4. SCOPE 

.01 This revenue procedure applies to 
any issue of advance refunding bonds 
which was sold prior to July 19, 1996, 
and issued prior to August 19, 1996, and 
the proceeds of which were used to 
purchase nonpurpose investments pursu
ant to an agreement that is substantially 
similar to an agreement to purchase 
described in sections 2.13 or 2.15 of this 
revenue procedure. 

.02 An issue of bonds that is under an 
examination by the Service is not eli
gible for the program. An issue of bonds 
is under examination if the issuer of the 
bonds has been contacted in any manner 
by the Service for the purpose of sched
uling any type of examination of that 
issue of bonds. For issuers that do not 
avail themselves of a closing agreement 
under this revenue procedure, the Ser
vice will treat the purchase of 
nonpurpose investments with the pro
ceeds of an issue of bonds as being 
subject to the usual procedures govern
ing tax consequences. The result upon 
any examination by the Service of the 
issue of bonds could be different from 
the terms of this revenue procedure, 
depending on the merits of the issuer's 
position. 

.03 For purposes of this revenue pro
cedure, "issuer" means only the entity 
that actually issues the bonds and not a 
conduit borrower of the issue. 

SECTION 5. PROCEDURE 

.01 The issuer seeking relief must 
request a closing agreement within 1 
year from July 19, 1996, following the 
procedures in this revenue procedure. 

.02 The issuer must request a closing 
agreement using Form 10001, which is 
shown as an exhibit at the end of this 
revenue procedure. 

.03 The closing agreement will be 
prepared by the Service and, in general, 
will be in substantially the same form as 
the model closing agreement set forth in 
Announcement 95-61, Exhibit (7)( 10)
(15)0-6, 1995-32 I.R.B. 54, 74, or any 
successor of Announcement 95-61. 

.04 As a condition to executing a 
closing agreement under this procedure, 
the issuer must agree to pay, simulta
neously with the execution by the issuer 
of the closing agreement, the closing 
agreement amount computed under sec
tion 6 of this revenue procedure. 

.05 The Service will not challenge 
whether an issuer paid more than fair 
market value for Treasury securities that 
are purchased other than directly from 
the United States Treasury and deposited 
into an advance refunding escrow in a 
transaction described in section 2.13 of 
this revenue procedure if: 

(1) The amount paid for the Trea
sury securities does not exceed the spot 
price as described in section 6.02 of this 
revenue procedure; 

(2) The period between the sale 
date and the issue date of the issue of 
bonds was not greater than 1 month; 
and 

(3) The Treasury securities are pur
chased prior to July 19, 1996. 

SECTION 6. CLOSING AGREEMENT 
AMOUNT 

.01 The closing agreement amount is 
equal to: 

(1) The excess of the amount paid 
by the issuer for the nonpurpose invest
ments deposited in the advance refund
ing escrow over the spot price (as 
described in section 6.02 of this revenue 
procedure) of those nonpurpose invest-

ments (this excess is referred to as the 
"differential amount"); plus 

(2) Interest on the differential 
amount from the issue date of the bonds 
to the date of payment at an interest rate 
equal to the yield on the issue of bonds. 

.02 The spot price is the noncontin
gent price on the trade date of a 
nonpurpose investment for delivery on 
the next business day after the trade 
date. 

.03 In the case of an agreement to 
purchase Treasury securities described in 
section 2.15 of this revenue procedure, 
the differential amount must include the 
value of a call option on an equivalent 
portfolio of Treasury securities for the 
period from the sale date to the issue 
date of the advance refunding bonds at a 
strike price for the portfolio equal to the 
price established in the agreement. 

.04 Use of the spot price as the basis 
for the settlement amount under this 
revenue procedure is for the administra
tive convenience of state and local gov
ernment issuers and the Service and 
does not reflect a view by the Service 
that the spot price closely reflects the 
fair market value in all cases of a 
contingent forward price for the portfo
lio. For example, in many cases, use of 
the noncontingent forward price for 
Treasury securities may be a more accu
rate basis for determining the fair mar
ket value of the contingent forward 
price. 

.05 Use of the spot price of the 
nonpurpose investments is not permitted 
if the period between the sale date and 
the issue date of the issue of bonds was 
greater than 1 month. 

SECTION 7. INQUIRIES 

Inquiries in regard to this revenue 
procedure should be directed to: 

Internal Revenue Service 
CP:E:EO:T:4 Room 6236 
1111 Constitution Ave. NW 
Washington, DC 20224 

SECTION 8. EFFECTIVE DATE 

This revenue procedure is effective 
July 19, 1996, and applies to state or 
local bonds described in section 4.01 of 
this revenue procedure. 
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Form 10001 
(July 1996) 

Department of the Treasury -Internal Revenue Service 

Request for Closing Agreement Relating to Advance Refunding 
Issue Under Sections 148 and 7121 and Rev. Proc. 96-41 

OMBNo. 
1545-1492 

1. Issuer's name 2. Issuer's employer identification number 

3. Address (Number, street, city, state, ZIP Code) 

Refunding Bonds 

4. Name of issue 

5. Principal amount of issue 6. Sale date of issue (mmddyy) 

7. Enter Regulations under IRC 148 that apply to the issue 

Open Market Securities Information 

8. Name(s) of seller(s) of open ma!i(et securities purchased for advance refunding escrow 

Amounts 

9. Amount actually paid by the issuer for the open ma!i(et securities 

10. The spot price of the open ma!i(et securities on the sale date of the open ma!i(et securities 

1'. Amount of brokerage commission paid to the seller of the open ma!i(et securities, if any 

'2. The value of a call option if a subscription for United States securities - State and Local 
Government Series was cancelled in connection with the purchase of the open ma!i(et securities 

, 3. Proposed closing agreement amount 

14. Attach copies of the following documents: 

(a) CorTl)Iete and filed Form 8038 or 8038-G of refunding iaaue (e) A statement detailing erry oral and other terms Of !he agreement for 
!he open rnu1<et securities 

(1) A statement explaining !he financial soc.rces and i i I8IhodoIogy L4Xln 
(b) F'naJ offering doc:unent which !he spot price in line 1 0 II based 

(c) MlItrage cer1lfic:ate (g) Escrow agreerrent 

(d) Confirmations and receipts of !he open rrarket aecurities (h) A statement explaining !he ()C)(11lUIa1Ion of !he proposed closing 

~ed agreement 8/T'IO'.J'1I in IN 13 

Under penaltlee of perJury, I decle ... that I hev •• umlned thle reqUMt. Including accompanying doCument., and that. to the beat of my 

knowJedge and belief, the tecta presented In support of the requested cloaing agreement .... tl'Ve, correct .nd complete. 

Your signature Title Date (rrmJd'fY! 

Print name Telephone number 

fOf' Papefwor1t Reduction Act Notice, ... beck of th'- form. Catalog No. 22S34X Form 10001 (7-96) 
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Instructions for Form 10001 

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 if you wish to request to enter into a closing agreement in accordance 
with the provisions of Revenue Procedure 96-41. 
You are not required to provide the information requested on a form that is subject to the Paperwork Reduction 
Act unless the form displays a valid OMB control number. Books or records relating to a form or Its Instructions 
must be retained as long as their contents may become material in the administration of any Internal Revenue 
law. Generally, tax returns and return Information are confidential, as required by Code section 6103. 
The time needed to complete this form will vary depending on Individual circumstances. The estimated average 
time is 3 hours. 
If you have comments conceming the accuracy of this time estimate or suggestions for making this form Simpler, 
we would be happy to hear from you. You can write to the Tax Forms Committee, Western Area Distribution 
Center, Rancho Cordova, CA 95743-0001. Do Not send the form to this address. Instead, see the ''Where to 
File" instructions below. 

Effective Date: Requests for closing agreements must be submitted using this form within one year from 
July 19, 1996. 

Where to File: 
Requests for closing agreements must be sent to the following address: 

Internal Revenue Service 
Attention: CP:E:EO 
P.O. Box 120 
Ben Franklin Station 
Washington, D.C. 20044 

Who Must Sign: 
A request for a closing agreement must be signed by the issuer. The person who signs for an issuer must be an 
official of the issuer who has personal knowledge of the facts and whose duties are not limited to obtaining a 
clOSing agreement from the Service. 

Computing of Closing Agreement Amount: 
See section 6 of Revenue Procedure 96-41 for the computation of the closing agreement amount. 

Spot PrIce: 
Use of the spot price of the nonpurpose investments is not permitted if the period between the sale date and the 
issue date of the bonds was greater than one month. The issuer must submit an altemative calculation 
establishing the fair market value for Treasury securities in such instances. See section 6 of Revenue Procedure 
96-41 for additional information on the spot price. 

Form 10001 (7-96) 

1996-2 C.B. 305 



26 CFR 601.602: Forms and instructions. 
(Also Part 1, Sections 408, 6041, 6041A, 6042, 
6043, 6044, 6045, 6047, 6049, 6050A, 6050B, 
6050D, 6050E, 6050H, 6050J, 6050N, 6050P; 
1.408-5, 1.408-7, 1.6041-1, 7.6041-1, 1.6042-2, 
1.6042--4, 1.6044-2, 1.6044-5, 1.6045-1, 
5f.6045-1, 1.6045-2, 1.6045--4, 1.6047-1, 
1.6049--4, 1.6049-6, 1.6049-7, 1.6050A-l, 
1.6050B-l, 1.6050D-l, 1.6050E-l, 1.6050H-1, 
1.6050H-2, 1.6050J-IT, 1.6050N-l, 1.6050P-l) 

Rev. Proc. 96-42 

CONTENTS 

PART A. GENERAL 

SECTION 1. PURPOSE 
SECTION 2. NATURE OF 

CHANGES 
SECTION 3. REQUIREMENTS 

FOR ACCEPTABLE SUBSTI
TUTE FORMS 1096, 1098, 1099, 
5498, AND W-2G 

SECTION 4. DEFINITIONS 
SECTION 5. INSTRUCTIONS FOR 

PREPARING PAPER FORMS 
THAT WILL BE FILED WITH 
THE IRS (COPY A) 

SECTION 6. MAGNETIC MEDIA 
AND ELECTRONIC FILING 

SECTION 7. SUBSTITUTE STATE
MENTS TO RECIPIENTS AND 
FORM RECIPIENT COPIES 

PART B. SPECIFICATIONS FOR 
SUBSTITUTE FORMS TO BE FILED 
WITH IRS (EXCEPT W-2G) 

SECTION 1. GENERAL 
SECTION 2. SPECIFICATIONS 

FOR FORM 1096 AND COPY A 
OF FORM 1098, 1099, AND 5498 

PART C. SPECIFICATIONS FOR 
SUBSTITUTE FORMS W-2G TO BE 
FILED WITH IRS 

SECTION 1. GENERAL 
SECTION 2. SPECIFICATIONS 

FOR COpy A FOR FORMS 
W-2G 

PART D. ADDITIONAL 
INSTRUCTIONS FOR FORMS 1098, 
1099, 5498,ANDW-2G 

SECTION 1. OTHER COPIES 
SECTION 2. OMB REQUIRE

MENTS 
SECTION 3. REPRODUCTION 

PROOFS 
SECTION 4. EFFECT ON OTHER 

REVENUE PROCEDURES 

PART E. EXHIBITS 

EXHIBIT A. FORM 1098 
EXHIBIT B. FORM 1099-A 
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EXHIBIT C. FORM 1099-B 
EXHIBIT D. FORM 1099-C 
EXHIBIT E. FORM 1099-DIV 
EXHIBIT F. FORM 1099-G 
EXHIBIT G. FORM 1099-INT 
EXHIBIT H. FORM 1099-MISC 
EXHIBIT I. FORM 1099-0ID 
EXHIBIT J. FORM 1099-PATR 
EXHIBIT K. FORM 1099-R 
EXHIBIT L. FORM 1099-S 
EXHIBIT M. FORM W-2G 
EXHIBIT N. FORM 5498 
EXHIBIT O. FORM 1096 

PART A. GENERAL 

SECTION 1. PURPOSE 

.01 The purpose of this revenue pro
cedure is to set forth the requirements 
for: 

1. Using official Internal Revenue 
Service (IRS) forms to file information 
returns with IRS, 

2. Preparing acceptable substitutes of 
the official IRS forms to file informa
tion returns, and 

3. Using such official or acceptable 
substitute forms to furnish information 
to a recipient. 

This revenue procedure contains specifi
cations for the following information 
returns: 

(a) Form 1098 Mortgage Interest 
Statement; 

(b) Form 1099-A Acquisition or 
Abandonment of Secured Property; 

(c) Form 1099-B Proceeds From 
Broker and Barter Exchange Trans
actions; 

(d) Form 1099-C Cancellation of 
Debt; 

(e) Form 1099-DIV Dividends and 
Distributions; 

(f) Form 1099-G Certain Govern
ment Payments; 

(g) Form 1099-INT Interest Income; 
(h) Form 1099-MISC Miscellaneous 

Income; 
(i) Form 1099-0ID Original Issue 

Discount; 
U) Form 1099-PATR Taxable Distri

butions Received From Coopera
tives; 

(k) Form 1099-R Distributions From 
Pensions, Annuities, Retirement or 
Profit-Sharing Plans, IRAs, Insur
ance Contracts, etc.; 

(I) Form 1099-S Proceeds From Real 
Estate Transactions; 

(m) Form W-2G Certain Gambling 
Winnings; 

(n) Form 5498 Individual Retirement 
Arrangement Information; and 

(0) Form 1096 Annual Summary and 
Transmittal of U.S. Information Re
turns. 

.02 For the purpose of this revenue 
procedure, a substitute form or statement 
is one that is not printed by the IRS. For 
a substitute form or statement to be 
acceptable to the IRS, it must confonn 
to the official form or the specifications 
outlined in this revenue procedure. DO 
NOT SUBMIT ANY SUBSTITUTE 
FORMS OR STATEMENTS TO IRS 
FOR APPROVAL. Private printers can
not state "This is an IRS approved 
form." Further, only those forms that 
conform to the official form or comply 
with the specifications set forth herein 
are acceptable. See Part A, Section 7, 
for the specifications that apply to fonn 
recipient statements (generally Copy B). 

.03 Filers who make payments to 
certain persons (payees) (or in some 
cases receive payments) during a calen
dar year are required by the Internal 
Revenue Code (IRC) to file infonnation 
returns with the IRS reflecting these 
payments. Further, as discussed below, 
these filers must provide this infonna
tion to their payees. 

.04 In general, the manner in which a 
filer must file an information return is 
governed by section 6011 of the IRC. A 
filer must file information returns on 
magnetic media or on paper. Under 
section 6011 of the IRC, a filer who is 
required to file 250 or more infonnation 
returns (of anyone type) during a 
calendar year must file those returns on 
magnetic media. Filers required to file 
less than 250 returns during a calendar 
year may, but are not required to, file 
such information returns on magnetic 
media (small volume filers). The IRS 
explains these legal requirements for 
filing information returns (and providing 
a copy to a payee) in the annual publi
cation of Instructions for Fonns 1099, 
1098,5498, and W-2G. 

.05 Copies of the official forms for 
the reporting year and the instruction 
booklet may be obtained by calling our 
toll-free number 1-800-TAX-FORM 
(1-800-829-3676). 

.06 The IRS prints and provides the 
forms on which various payments must 
be reported. Alternatively, filers may 
prepare substitute copies of these IRS 
forms and use such forms to report 
payments to the IRS. 

.07 IRS operates a centralized call 
site, located at the Martinsburg Comput-



ing Center (MCC), to answer questions 
related to information returns, penalties, 
and backup withholding. The call site 
phone number is 304-263-8700. The 
number for Telecommunications Device 
for the Deaf (TDD) is 304-267-3367. 
These are not toll-free numbers. 

.08 IRS has established a personal 
computer based Information Reporting 
Bulletin Board System (IRP-BBS) at 
MCC. This system provides information 
about forms and publications, including 
this revenue procedure, news of the 
latest changes, answers to questions, 
access to shareware, and other features. 
The IRP-BBS is available for public use 
and can be reached by dialing 304-264-
7070. The IRP-BBS is compatible with 
most modems. For more information 
concerning this system, call MCC at 
304-263-8700 (not a toll-free number) 
Monday through Friday 8:30 A. M. to 
4:30 P. M. eastern time. 

SEC. 2. NATURE OF CHANGES 

.01 The text and exhibits were up
dated for tax year 1996. 

.02 The phone number for the Infor
mation Reporting Bulletin Board System 
(IRP-BBS) has been changed. See Part 
A, Sec. 1.08. 

.03 On Form 5498, new box 5 (check 
box for simplified employee pension 
(SEP» was added. See Exhibit N. 

.04 A statement regarding the accep
tance of handwritten forms has been 
added to Part A, Section 5.04. 

.05 A note requesting that a phone 
number be included on statements to 
recipients has been added to Part A, 
Sections 7.01(7) and 7.02(2). 

.06 A note referring to the correct 
form measurements has been added to 
Part B, Sec. 2.01. 

.07 The note regarding new verbiage 
for paper and ink specifications for 
substitute forms has been deleted from 
Part B, Sec. 2.02. The current specifica
tions are applicable to our new OCR 
equipment. Therefore, it is not necessary 
to change the current specifications. 

.08 New procedures for obtaining Re
producible copies were added to Part D, 
Sec. 3. 

SEC. 3 REQUIREMENTS FOR 
ACCEPTABLE SUBSTITUTE FORMS 
1096, 1098, 1099, 5498, and 
W-2G 

.01 Paper substitutes for Form 1096 
and Copy A of Forms 1098, 1099, 5498, 
and W-2G that totally conform to the 
specifications contained in this revenue 

procedure may be privately printed and 
filed as returns with the IRS. The refer
ence to the Department of the Treasury -
Internal Revenue Service should be in
cluded on all such forms. The Catalog 
Number (Cat. No.) shown on the 1996 
Forms 1096, 1098, 1099, 5498, and 
W-2G is used for IRS distribution pur
poses and need not be printed on any 
substitute forms. 

If you are uncertain of any specifica
tion set forth herein and want that 
specification clarified, you may submit a 
letter citing the specification in question, 
giving your understanding and interpre
tation of the specification, and enclosing 
an example of the form (if appropriate) 
to: 

Internal Revenue Service 
ATTN: T:S:P:S - SAL (IRP 

Coordinator) 
1111 Constitution Avenue, NW 
Washington, DC 20224 

NOTE: Allow at least 45 days for the 
IRS to respond. 

.02 Copy B (Form 1098 - For Payer, 
Form 1099-A - For Borrower, Form 
1099-C - For Debtor, Form 1099-S -
For Transferor, Other Forms 1099 - For 
Recipient, Form 5498 - For Participant, 
and Forms W-2G and 1099-R - To Be 
Attached To the Federal Tax Return), 
and Copy C- (Form 1099-R For Recipi
ent's Records and Form W-2G For 
Winner's Records) must contain the in
formation specified in PART A Section 
7 in order to constitute a "statement" or 
"official form" under the applicable 
provisions of the Internal Revenue 
Code. The format of this information is 
at the discretion of the filer with the 
exception of the location of the tax year, 
form number and form name specified 
in Part A Section 7.01(6) and composite 
Form 1 099 statements specified in 
PART A Sections 7.02 and 7.04. 

.03 Forms 1096, 1098, 1099, 5498, 
and W-2G are subject to annual review 
and possible change. Therefore, filers 
are cautioned against overstocking sup
plies of privately printed substitutes. 
THE SPECIFICATIONS CONTAINED 
IN THIS REVENUE PROCEDURE AP
PLY TO 1996 FORMS ONLY. 

.04 Proposed substitutes for Copy A 
that do not conform to the specifications 
in this revenue procedure are not accept
able. Further, if you file such forms with 
IRS, you may be subject to a penalty for 
failure to file an information return 
under section 6721 of the Internal Rev
enue Code (IRC). Generally, the penalty 
is $50 for each failure to file a form (up 
to $250,000) that the IRS cannot accept 

as a return because it does not meet the 
provisions in this revenue procedure. No 
IRS office is authorized to allow devia
tions from this revenue procedure. 

SEC. 4. DEFINITIONS 

.01 The term "form recipient" means 
the person to whom you are required by 
law to furnish a copy of the official 
form or information statement: i.e., for 
Form 1098, the recipient is the "payer/ 
borrower"; Form 1099-A, the "bor
rower"; Form 1099-C, the "debtor"; 
Form 1099-S, the "transferor"; other 
Forms 1099, the payment recipient; 
Form 5498, the "participant"; and Form 
W-2G, the "winner." 

.02 The term "filer" means the per
son or organization required by law to 
file a form listed in PART A Section 
1.01 with the IRS. Thus, a filer may be 
a payer, a creditor, a recipient of mort
gage interest payments, a broker, a bar
ter exchange, a person reporting real 
estate transactions, a trustee or issuer of 
an individual retirement arrangement 
(including 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. 

.03 A corrected (or amended) return 
is one that corrects information previ
ously reported to IRS. (A voided return 
will not correct previously reported in
formation.) 

.04 The term "substitute form" 
means a paper substitute of Copy A of 
an official form listed in PART A Sec
tion 1.01 that totally conforms to the 
provisions in this revenue procedure. 

.05 The term "substitute form recipi
ent statement" means a paper statement 
of the information reported on a form 
listed in PART A Section 1.01 that must 
be furnished to a person (form recipi
ent), as so defined under the applicable 
provisions of the Internal Revenue Code 
and the applicable regulations. 

.06 A composite substitute statement 
is one in which two or more required 
statements (e.g., Forms 1 099-INT and 
1099-DIV) are furnished to the recipient 
on one document. However, each state
ment must be separately designated and 
must contain all the requisite Form 1099 
information except as provided in Part A 
Section 7. A composite statement CAN
NOT be filed with the IRS. See PART A 
Section 7.02 and 7.04 for more informa
tion on composite statements. 
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SEC. 5. INSTRUCTIONS FOR 
PREPARING PAPER FORMS THAT 
WILL BE FILED WITH THE IRS (Copy 
A) 

. 01 The form recipient's name, street 
address, city, state, and ZIP code infor
mation should be TYPED OR MA
CHINE PRINTED IN BLACK INK on 
separate lines. Carbon copies and photo
copies are not acceptable. The city, 
state, and ZIP code must be on the same 
line. 

.02 The name of the appropriate form 
recipient must be shown on the fIrst or 
second name line in the area on the 
form provided for the form recipient's 
name and address. No descriptive infor
mation or other name may precede the 
form recipient's name. Only ONE form 
recipient's name may appear on the first 
name line of the form. If the names of 
multiple recipients must be set forth on 
the form, on the first name line insert 
the recipient name that corresponds to 
the taxpayer identification number (TIN) 
used for information reporting purposes. 
Place the other form recipients' names, 
on the succeeding name line (up to 2 
name lines are allowable). Because cer
tain states require that trust accounts be 
provided in a different format, generally 
filers should provide information returns 
reflecting payments to trust accounts 
with (1) the trust's employer identifica
tion number (EIN) in the recipient's TIN 
area, (2) the trust's name on the recipi
ent's fIrst name line, and (3) the name 
of the trustee on the recipient's second 
name line. 

. 03 You should use the account 
number box for an account number 
designation. This number must not ap
pear anywhere else on the form, and this 
box may not be used for any other item. 
Showing the account number is optional. 
However, it may be to your benefit to 
include the recipient'S account number 
or designation on paper documents if 
your system of records uses the account 
number or designation in conjunction 
with, or rather than, the name, social 
security number, or employer identifica
tion number for identification purposes. 
If you furnish the account number, the 
IRS will include it in future notices to 
you about backup withholding. If you 
use window envelopes and reduced rate 
mail to mail statements to recipients, be 
sure the account number does not ap
pear in the window. Otherwise the 
Postal Service may not accept them for 
mailing. 
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.04 Although forms completed in 
handwriting will be accepted, in order 
for IRS to process the submitted forms 
in the most economical manner, the IRS 
prefers that filers TYPE OR MACHINE 
PRINT data entries. In addition, filers 
should insert data in the middle of 
blocks well separated from other print
ing and guidelines, and take other mea
sures to guarantee a clear, dark black, 
sharp image. 

.05 Machine printed forms should be 
printed using a 6 lines/inch option. 

.06 Machine printed forms should be 
printed in 10 pitch pica (i.e., 10 print 
positions per inch) or 12 pitch elite (i.e., 
12 print positions per inch). Proportional 
spaced fonts are unacceptable. 

.07 To correct returns, enter an "X" 
within the checkbox located at the top 
of the form making the correction, to 
the left of the word "CORRECTED." 
DO NOT type the words CORRECTED 
RETURN on the Form 1096, 1098, 
1099, 5498, or W-2G. See "Corrected 
Returns" in the 1996 "Instructions for 
Forms 1099, 1098, 5498, and W-2G." 

.08 If you make an error while typing 
or printing a Form 1098, 1099, or 5498, 
enter an "X" in the "VOID" box at the 
top of the form. An entry in the 
"VOID" box will not correct previously 
filed information returns. See "Void 
Returns" in the 1996 "Instructions for 
Forms 1099, 1098, 5498, and W-2G." 

.09 DO NOT use a felt tip marker. 
The machine used to "read" paper 
forms generally cannot "read" this ink 
type . 

.1 0 Substitute forms prepared in con
tinuous or strip form must be burst and 
stripped to conform to the size specified 
for a single sheet before they are filed 
with IRS. The size specified does not 
include pinfeed holes. Pinfeed holes 
MUST NOT be present on forms filed 
with the IRS. 

.11 Use decimal points to indicate 
dollars and cents. DO NOT use dollar 
signs ($), ampersands (&), asterisks (*), 
commas (,), or other special characters 
in the numbered money boxes. Example: 
2000.00 is acceptable. 

.12 DO NOT FOLD Forms 1096, 
1098, 1099, or 5498 being mailed to 
IRS. Mail these forms flat in an appro
priately sized envelope or box. Folded 
documents cannot be readily moved 
through the scanner transport used in 
IRS processing. 

.l3 DO NOT STAPLE Forms 1096 
to the returns being transmitted. Staple 
holes in the vicinity of the return code 
number reduce the IRS's ability to ma
chine scan the type of documents . 

.14 DO NOT type other information 
on Copy A. DO NOT cut or separate 
the individual forms on the sheet of 
forms of Copy A (except Forms W-2G). 

.15 MAIL completed paper forms to 
the IRS service center specified on the 
back of Form 1096 and in the 1996 
"Instructions for Forms 1099, 1098, 
5498, and W-2G." Specific information 
needed to complete the forms in this 
revenue procedure is given in those 
instructions. A chart is included in those 
instructions giving a quick guide to 
which form must be filed to report a 
particular payment. 

SEC. 6. MAGNETIC MEDIA AND 
ELECTRONIC FILING 

.01 All forms listed in Section 1.01 
(except Form 1096) may be filed mag
netically or electronically. The IRS en
courages all filers including nominees 
(hereafter collectively referred to as fil
ers) to file information returns on mag
netic media or electronically instead of 
on paper forms. 

.02 Any person who is required to 
file 250 or more (of anyone type of 
form) information returns for one calen
dar year MUST file on magnetic media 
unless an undue hardship waiver is 
requested and received. To request a one 
year waiver of the magnetic media filing 
requirements, for the current tax year 
only, submit Form 8508, Request for 
Waiver From Filing Information Returns 
on Magnetic Media. See Publication 
1220 Part A, Sec. 5, for more informa
tion. Specifications for filing informa
tion returns on magnetic media are 
contained in Publication 1220, "Specifi
cations for Filing Forms 1098, 1099, 
5498, and W-2G Magnetically or Elec
tronically." Copies of this publication 
may be obtained by calling 1-800-
TAX-FORM (1-800-829-3676). Pay
ers who do not comply with the mag
netic media filing requirements and who 
are not granted a waiver may be subject 
to penalties. Note: Filing electronically 
will satisfy the magnetic media filing 
requirements. Refer to Publication 1220, 
Part C, Bisynchronous (Mainframe) 
Electronic Filing Specifications and Part 
D, Asynchronous (IRB-BBS) Electronic 
Filing Specifications. 



SEC. 7. SUBSTITUTE STATEMENTS 
TO FORM RECIPIENTS AND FORM 
RECIPIENT COPIES 

If you are not using the official IRS 
form to furnish statements to your re
cipients, your substitute statements must 
comply with the rules in this section. In 
general, see Regulations sections 
1.6042-4, 1.6044-5, 1.6049-6, and 
1.6050N-l on the manner in which 
certain statements must be provided to 
recipients (statement mailing require
ments for most Forms 1099-DIV and 
1099-1 NT, all Forms 1099-OlD and 
1099-PATR, and Form 1099-MISC or 
1099-S for royalties). 

.01 SUBSTITUTE STATEMENTS 
TO RECIPIENTS - Forms 1099-INT 
(except for interest reportable under sec
tion 6041), DIV (except for section 
404(k) dividends», OlD, and PATR 
ONLY. The requirement to furnish form 
recipients with an official Form 1099-
INT, DIV, 010, or PATR may be met 
by furnishing Copy B of the official 
form or by furnishing a substitute Form 
1099 (form recipient statement) if it 
contains the same language as that of 
the official IRS form (such as aggregate 
amounts paid to the form recipient, any 
backup withholding, the name, address, 
and TIN of the person making the 
return, and any other information re
quired by the official form). Information 
not required by the official form should 
not be included on the substitute form 
except for state tax withholding infor
mation. You may enter a total of the 
individual accounts listed on the form 
only if they have been paid by the same 
payer. For example, if you are listing 
interest paid on several accounts by one 
financial institution on Form 1099-
INT, you may also enter the total 
interest amount. You may also enter a 
date next to the corrected box if that 
box is checked. 

The form recipient statement, e.g., 
Copy B of a substitute form for 1099-
INT, 1099-DIV, 1099-010, and 1099-
PATR, must comply with the following 
requirements. 

(1) Box captions and numbers that 
are applicable must be clearly iden
tified, using the same wording and 
numbering as on the official form. 
However on Form 1099-INT, if 
box 3 is not on your substitute 
form, you may drop "not included 
in box 3" from the box I caption. 

(2) The form recipient statement must 
contain all applicable form recipi
ent instructions provided on the 

front and back of the official IRS 
form. Those instructions may be 
provided on a separate sheet of 
paper. 

(3) The form recipient statement must 
contain the following statement in 
bold and conspicuous type, "This 
is important tax information and is 
being furnished to the Internal Rev
enue 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 the IRS determines that it has 
not been reported." 

(4) The caption "Federal income tax 
withheld" must be in bold face 
type on the form recipient state
ment. 

(5) The form recipient statement must 
contain the Office of Management 
and Budget (OMB) number as 
shown on the official IRS form. 
See Part D, Section 2. 

(6) The form recipient statement must 
contain the tax year (e.g., 1996), 
form number (e.g., Form 1099-
INT), and form name (e.g., Interest 
Income) of the official IRS Form 
1099 for which it substitutes promi
nently displayed together in one 
area of the statement. For example, 
the tax year, form number, and 
form name could be shown in the 
upper right part of the statement. 
Each copy must be appropriately 
labeled (such as Copy B, For Re
cipient) (see PART D Section 1.02 
for applicable labels of forms). DO 
NOT include the words "Substitute 
for" or "In lieu of" on the form 
recipient statement. 

(7) Layout and format of the form is 
at the discretion of the filer. How
ever, IRS encourages the use of 
statements with boxes so that the 
statement has the appearance of a 
form and can be easily distin
guished from other nontax state
ments. NOTE: Please include your 
telephone number on statements to 
recipients you provide so that tax
payers can contact you directly 
with questions. 

(8) With respect to dividend income, 
a mutual fund family may sepa
rately state on one document (e.g., 
one piece of paper) the dividend 
income earned by a recipient from 
each fund within the family of 
funds as required by Form 1099-
DIV. However, each fund and its 
earnings must be separately stated. 
The form must contain an instruc-

tion to the recipient that each 
fund's dividends and name. not the 
name of the mutual fund family. 
must be reported on the recipient's 
tax return. The form cannot contain 
an aggregate total of all funds. 
Moreover, a mutual fund family 
may furnish a single statement (as 
a single filer) for Form I 099-1 NT, 
DIV, and OID information. Each 
fund and its earnings must be sepa
rately stated. The form must con
tain an instruction to the recipient 
that each fund's earnings and name, 
not the name of the mutual fund 
family, is to be reported on the 
shareholder's tax return. The form 
cannot contain an aggregate total of 
all funds. 

.02 COMPOSITE SUBSTITUTE 
STATEMENTS - FORMS 1099-INT 
(except for interest reportable under 
section 6041), DIV (except for section 
404(k) dividends», 010, AND PATR 
ONLY. - A composite form recipient 
statement is permitted for reportable 
payments of interest, dividends, original 
issue discount, and/or patronage divi
dends (Forms 1099-INT, DIV, OlD or 
PATR) when one payer is reporting 
more than one of these payments during 
a calendar year to the same form recipi
ent. Generally, do not include any other 
Form 1099 information (e.g., 1098 or 
1099-A) on a composite statement with 
the information required on the forms 
listed in the preceding sentence. Excep
tion: A filer may include Form 1099-B 
information on a composite form with 
the forms listed above. Although the 
composite form recipient statement may 
be on one sheet, the format of the 
composite form recipient statement must 
satisfy the following requirements in 
addition to the requirements listed in 
Section 7.01 above. 

(1) All information pertaining to a 
particular type of payment must be 
located and blocked together on the 
form and must be separate from 
any information covering other 
types of payments included on the 
form. For example, if you are re
porting interest and dividends. the 
Form 1099-INT information must 
be presented separately from the 
Form 1099-DIV information. 

(2) The tax year. form number. and 
form name of the official IRS 
forms for which the composite 
form recipient statement sub~titutes 
must be prominently displayed to
gether in one area at the beginning 
of each appropriate block of infor-
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mation. NOTE: Please include 
your telephone number on state
ments to recipients you provide so 
that taxpayers can contact you di
rectly with questions. 

(3) Any information required by the 
official IRS forms that would other
wise be repeated in each informa
tion block is only required to be 
listed once in the first information 
block on the composite form. For 
example, there is no requirement to 
report the name of the filer in each 
information block. This rule does 
not apply to any money amounts, 
e.g., Federal income tax withheld, 
or to any other information that 
applies to money amounts. 

(4) A composite statement shall be 
considered an acceptable substitute 
only if the type of payment and the 
recipient's tax obligation with re
spect to the payment are no less 
clear than if each required state
ment were furnished separately on 
an official form. 

.03 SUBSTITUTES STATEMENTS 
TO RECIPIENTS - FORMS 1098, 
1099-A, 1099-B, 1099-C, 1099-0, 
1099-MISC, 1099-R, 1099-S, 5498, 
W-20, AND CERTAIN FORMS 1099-
INT AND 1099-DIV. Statements to 
form recipients of payments reportable 
on Forms 1098, 1099-A, 1099-B, 
1099-C, 1099-G, 1099-MI8C, 
1099-R, 1099-8, 5498, 1099-DIV only 
for section 404(k) dividends report
able under section 6047, and 1099-
INT only for interest of $600 or more 
made in the course of a trade or 
business reportable under section 
6041 can be, but are not required to be, 
copies of the official forms. If you do 
not use the official form as the form 
recipient statement, the substitute recipi
ent statement must meet the following 
requirements: 

(1) The tax year, form number, and 
form name must be the same as the 
official form, and must be promi
nently displayed together in one 
area of the statement. 

(2) The filer's and the form recipi
ent's identifying information re
quired on the official IRS form 
must be included. 

(3) All applicable money amounts 
and information, including box 
numbers, required to be reported to 
the form recipient must be titled on 
the form recipient statement in sub
stantially the same manner as those 
on the official IRS form. The cap
tion "Federal income tax withheld" 
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must be in bold face type on the 
form recipient statement. Excep
tion: If you are reporting a pay
ment as "Other income" in box 3, 
Form 1099-MI8C, you may sub
stitute appropriate explanatory lan
guage for the box title. For ex
ample, for payments of accrued 
wages and leave to a beneficiary of 
a deceased employee, you might 
change the title of box 3 to "Ben
eficiary payments" or something 
similar. (You cannot make this 
change on Copy A.) 

(4) Appropriate instructions to the 
form recipient, similar to those on 
the official IRS form, must be 
provided to aid in the proper re
porting of the items on the form 
recipient's income tax return. For 
payments reported on Form 
1 099-B , the requirement to include 
instructions that are substantially 
similar to those on the official IRS 
form may be satisfied by providing 
form recipients with a single set of 
instructions with respect to all 
Forms 1099-B statements required 
to be furnished in a calendar year. 
NOTE: If Federal income tax with
held is shown on Form 1099-R or 
W -2G, Copy B (to be attached to 
the tax return) and Copy C (for 
recipient's/winner's records) must 
be furnished to the recipient. If 
Federal income tax withheld is not 
shown on Form 1099-R or 
W-2G, only Copy C is required to 
be furnished. However, instructions 
similar to those contained on the 
back of the official Copy Band 
Copy C of Form 1099-R must be 
furnished to the recipient. For con
venience, you may choose to pro
vide both Copies B and C of Form 
1099-R to the recipient. 

(5) The quality of carbon used to 
produce statements to recipients 
must meet new standards as fol
lows: 
(a) all copies must be CLEARLY 

LEGIBLE; 
(b) all copies must have the capa

bility to be photocopied; 
(c) fading must not be of such a 

degree as to preclude legibility 
and the ability to photocopy. In 
general, black chemical transfer 
inks are preferred; other colors 
are permitted only if the above 
standards are met. Hot wax and 
cold carbon spots are NOT per
mitted on any of the internal 
form plies. These spots are per-

mitted on the back of a mailer 
top envelope ply. 

(6) A mutual fund family may sepa
rately state on one document (e.g., 
one piece of paper) the Form 
1099-B information for a recipient 
from each fund as required by 
Form 1099-B. However, the gross 
proceeds, etc., from each transac
tion within a fund must be sepa
rately stated. The form must con
tain an instruction to the recipient 
that each fund's amount and name, 
not the name of the mutual fund 
family, must be reported on the 
recipient'S tax return. The form 
cannot contain an aggregate total of 
all funds. 

(7) For Form 1099-8, Proceeds 
From Real Estate Transactions, you 
may use a Uniform Settlement 
Statement under the Real Estate 
Settlement Procedures Act of 1974 
(RESPA), as the written statement 
to the transferor if it is conformed 
by including on the statement the 
legend described in (8)(e) below 
and by designating which informa
tion on the Uniform Settlement 
Statement is being reported to IRS 
on Form 1099-8. 

(8) Form recipient statements must 
contain the following legends: 
(a) Form 1098-(i) "The informa

tion in boxes 1, 2 and 3 is 
important tax information and is 
being furnished to the Internal 
Revenue Service. If you are re
quired to file a return, a negli
gence penalty or other sanction 
may be imposed on you if the 
IRS determines that an underpay
ment of tax results because you 
overstated a deduction for this 
mortgage interest or for these 
points or because you did not 
report this refund of interest on 
your return." (ii) "The amount 
shown may not be fully deduct
ible 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 interest 
to the extent it was incurred by 
you, actually paid by you, and 
not reimbursed by another per
son. " 

(b) Form 1099-A and 1099-C
"This is important tax informa
tion and is being furnished to the 
Internal Revenue Service. If you 
are required to file a return, a 



negligence penalty or other sanc
tion may be imposed on you if 
taxable income results from this 
transaction and the IRS deter
mines that it has not been re
ported." 

(c) 1099-B, 1099-DIV, 1099-G, 
1099-INT, 1099-MISC, and 
W-2G (Copy C)- "This is im
portant tax information and is 
being furnished to the Internal 
Revenue Service. If you are re
quired to file a return, a negli
gence penalty or other sanction 
may be imposed on you if this 
income is taxable and the IRS 
determines that it has not been 
reported. " Copy B of Form 
W-2G must state "This informa
tion is being furnished to the 
Internal Revenue Service. Report 
this income on your Federal tax 
return. If this form shows Fed
eral income tax withheld in box 
2, attach this copy to your re
turn." 

(d) Form 1099-R, Copy B-"Re
port this income on your Federal 
tax return. If this form shows 
Federal income tax withheld in 
box 4, attach this copy to your 
return. This information is being 
furnished to the Internal Revenue 
Service." Form 1099-R, Copy 
C-"This information is being 
furnished to the Internal Revenue 
Service." 

(e) Form 1099-S-"This is impor
tant tax information and is being 
furnished to Internal Revenue 
Service. If you are required to 
file a return, a negligence penalty 
or other sanction may be im
posed on you if this item is 
required to be reported and the 
IRS determines that it has not 
been reported." 

(f) Form 5498-"The information 
in boxes 1, 2, 3, 4 and 5 is being 
furnished to the Internal Revenue 
Service." Note: If the trustee 
does not issue Form 5498 to a 
participant because no contribu
tions were made to an IRA for 
the year, a year-end statement 
issued to the participant reporting 
the fair market value of the ac
count must contain a similar leg
end designating which informa
tion is being furnished to IRS. 

.04 COMPOSITE SUBSTITUTE 
STATEMENT - FORMS SPECIFIED IN 
7.03 ONLY. - A composite form recipi
ent statement for forms specified in 7.03 

is permitted when one filer is reporting 
more than one of the related payments 
during a calendar year to the same form 
recipient. A composite statement is not 
allowable for a combination of forms 
listed in 7.01 and forms listed in 7.03 
except that a filer may report Form 
1099-B information on a composite 
form with the forms listed in 7.01 as 
described in 7.02. Although the compos
ite form recipient statement may be on 
one sheet, the format of the composite 
form recipient statement must satisfy the 
requirements listed in items 0), (2), (3) 
and (4) of 7.02 above in addition to the 
requirements specified in 7.03. A com
posite statement of Forms 1098 and 
1099-INT (for interest reportable under 
section 6049) IS NOT ALLOWABLE. 

PART B - SPECIFICATIONS FOR 
SUBSTITUTE FORMS TO BE FILED 
WITH IRS (EXCEPT FORM W-2G) 

SEC. 1. GENERAL 

.01 The following specifications pre
scribe the format requirements for 
Forms 1096 and Copy A of Forms 
1098, 1099, and 5498. (See Part C for 
Form W-2G specifications.) 

.02 The form identifying number 
(e.g., 9191 for Form 1099-DIV) must 
be printed in non-reflective black 
carbon-based ink in print positions 15 
through 19 using an OCR A font. The 
checkboxes located to the right of the 
form identifying number must be 10-
point boxes, the void checkbox is in 
print position 25 and the corrected 
checkbox in position 33. These measure
ments are from the left edge of the 
paper, not including the perforated strip. 

SEC. 2. SPECIFICATIONS FOR 
FORMS 1096 AND COPY A OF 
FORMS 1098, 1099 AND 5498 

.01 The substitute form must be an 
exact replica of the official IRS repro
duction proof with respect to layout and 
contents. NOTE: To determine the cor
rect form measurements, see Exhibits A 
through 0 at the end of this publication. 
The specifications for Copy A of Forms 
1098, 1099 and 5498 are provided in 
Exhibits A through N, and specifications 
for Form 1096 are provided in Exhibit 
0.] Hot wax and cold carbon spots are 
not permitted on any of the internal 
form plies. These spots are permitted on 
the back of a mailer top envelope ply. 
Use of chemical transfer paper for Copy 

A is acceptable. The Government Print
ing Office (GPO) symbol must be de
leted. 

.02 Color and quality of paper for 
Copy A (cut sheets and continuous 
pinfeed forms) as specified by JCP Code 
0---25, dated November 29, 1978, must 
be white 100% bleached chemical wood, 
optical character recognition (OCR) 
bond produced in accordance with the 
following specifications: 
NOTE: Reclaimed fiber in any percent
age is permitted provided the require
ments of this standard are met. 

(1) Acidity: Ph value, average, 
not less than ....................... .4.5 

(2) Basis Weight 17 x 22 
500 cut sheets ................... 18-20 
Metric equivalent-g/m2 

•.••..••••..•• 75 
A Tolerance of :!:5 pet. 
shall be allowed. 

(3) Stiffness: Average, each 
direction, not less 
than-milligrams .................... 50 

(4) Tearing strength: Average, 
each direction, not less 
than-grams ........................ 40 

(5) Opacity: Average, not less 
than-percent ....................... 82 

(6) Thickness: Average-
inch-O.0038 

Metric equivalent
mm-0.097 

A tolerance of +0.0005 inch 
(0.0127 mm) shall be allowed. 

Paper shall not vary more than 
0.0004 inch (0.0102 mm) from 
one edge to the other. 

(7) Porosity: Average, not less 
than-seconds ........ . . . . . . . . . . . . . . 10 

(8) Finish (smoothness): Average, 
each side-seconds ................ 20-5 
For information only, 
the Sheffield 
equivalent-units ............... 170-100 

(9) Dirt: Average, each side, 
not to exceed-parts 
per million .......................... 8 

.03 All printing on Forms 1098, 
1099, and 5498 must be in red OCR 
dropout ink, Flint J-6983 (formerly 
Sinclair-Valentine) or an exact match, 
except for the 4-digit form identifying 
numbers, which must be printed in non
reflective carbon-based black ink. The 
shaded areas of any substitute form 
should generally correspond to that 
present on the official form. Printing on 
Form 1096 above the statement: 
"Please return this entire page to the 
Internal Revenue Service. Photocopies 
are NOT acceptable." must be in red 
OCR dropout ink (except for the 4 digit 
form identifying number 6969). All 
printing including and below the state
ment described in the previous sentence 
may be in any shade or tone of black 
ink. Black ink should only appear on the 
lower portion of the reverse side of 
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Form 1096 where it would not bleed 
through and interfere with scanning. The 
instructions to filers are printed on the 
back of the copy designated for the 
Payer, Recipient for 1098, Lender for 
Form 1099-A, Creditor for 1099-C, 
Filer for 1099-S, or Trustee or Issuer 
for Form 5498 in any ink color or tone. 
Separation between fields must be 0.1 
inch. Other than the Form 1099-R, the 
numbered captions are printed as a solid 
with no shaded background. Other print
ing requirements are discussed below. 

OCR Specifications 

The contractor must have or initiate a 
quality control program to assure OCR 
ink density. In addition, the contractor 
must have access to either a MacBeth 
PCM-II tester or a Kidder 082A tester 
to evaluate the ink at regular intervals 
throughout a shift. 

Paper and Ink 

Readings will be made when printed 
on approved 20 lb. white OCR bond 
with a reflectance of not less than 80%. 
Black ink used must not have a reflec
tance greater than 15%. These readings 
are based on requirements of the "REI 
Input 80 Model Cl & D" Optical 
Scanner using Flint Ink (formerly 
known as Sinclair - Valentine J-6983 
red ink) or equal. 

MacBeth PCM II Tester 

The tested Print Contrast Signal 
(PCS) values when using the MacBeth 
PCM-II tester on the "C" scale must 
range from .01 minimum to .06 maxi
mum. 

Kidder 082A Tester 

The tested Print Contrast Signal 
(PCS) values when using the Kidder 
082A tester on the Infra Red (lR) scale 
must range from .12 minimum to .21 
maximum. White calibration disc must 
be 100%, sensitivity must be set at one 
(1). 

Alternative Tester 

If an alternative tester is used it must 
be approved by the Government so that 
tested (PCS) values can be established 
with this equipment. Approval may be 
obtained by writing to the following 
address: 

Commissioner of Internal Revenue 
Attn: HR:F:P:P Room 1237 
Tax Forms Procurement Analyst 
1111 Constitution Avenue, NW 
Washington, DC 20224 
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.04 Typography - Type must be sub
stantially identical in size and shape 
with corresponding type on the official 
form. All rules are either 1/2-point or 
%-point. Rules must be identical to that 
on the official IRS form. NOTE: The 
form identifying number must be 
nonreflective carbon-based black ink in 
OCR A Font. 

05 Dimension - Three Forms 1098, 
1099, or 5498 (Copy A) are contained 
on a single page, except Form 1099-R 
which contains two documents per page, 
which is 8 inches wide (exclusive of 
any snap-stubs and/or pinfeed holes) by 
II inches deep. There is a .33 inch top 
margin from the top of the corrected 
box, and there is a .25 inch right 
margin. There is a 1/32" (0.0313") toler
ance for the right margin. These mea
surements are constant for all Forms 
1098, 1099 and 5498. The measure
ments will be shown only once in the 
exhibit section of this publication, on 
the Form 1098. Exceptions to these 
measurements will be shown on the 
remainder of exhibits. If the right and 
top margins are properly aligned, the 
left margin for all forms will be correct. 
All margins must be free of all printing. 
See Exhibits A through 0 in this publi
cation for the correct form measure
ments. 

.06 The depth of the individual trim 
size of each form on a page must be the 
same as that of the official form (3 2/3 

inches, except 5112 inches for Form 
1099-R). 

.07 The words "For Paperwork Re
duction Act Notice and instructions for 
completing this form, see Instructions 
for Forms 1099, 1098, 5498, and 
W-2G" must be printed on Copy A (and 
Copy C). The words "For more infor
mation and the Paperwork Reduction 
Act Notice, see the Instructions for 
Forms 1099, 1098, 5498, and W-2G" 
must be printed on Form 1096. 

.08 The OMB Number must be 
printed on Copies A and Form 1096 in 
the same location as that on the official 
form. 

. 09 Privately printed continuous sub
stitute forms (Copy A) must be perfo
rated at each lJ" (3 per page, or 2 per 
page for 1099-R) page depth. No perfo
rations are allowed between the Pd' 
forms (or 5'1/' for Form 1099-R) on a 
single copy page of Copy A. 

.10 The words "Do NOT Cut or 
Separate Forms on This Page" must be 
printed in red dropout ink (as required 
by form specifications) between the 
three, or two for Forms 1099-R. 

NOTE: Perforations are required be
tween all the other individual copies 
(Copies Band C, and Copies I and 2 
for Form 1099-R and Form 1099-
MISe, and Copy D for Form 1099-R) 
included in the set. 

.II Chemical transfer paper is permit
ted for Copy A only if the following 
standards are met: 

(I) Only chemically backed paper 
is acceptable for Copy A. 

(2) Carbon coated forms are not 
permitted. Front and back chemically 
treated paper cannot be processed prop
erly by machine. 

(3) Chemically transferred images 
must be black in color. 

.12 Hot wax and cold carbon spots 
are NOT permitted for Copy A. Inter
leaved carbon should be black and must 
be of good quality to assure legibility of 
information on all copies to preclude 
smudging. All copies must be 
CLEARLY LEGIBLE. Fading must not 
be of such a degree as to preclude 
legibility. 

.13 Printer's symbol - The GPO 
symbol must not be printed on substitute 
Copy A. Instead, the employer identifi
cation number (EIN) of the forms 
printer must be entered in the bottom 
margin on the face of each individual 
form of Copy A, or the bottom margin 
on the reverse side of each Form 1096. 
THE FORM MUST NOT CONTAIN 
THE STATEMENT "IRS Ap· 
PROVED." 

.14 A postal indicia may be used if it 
meets the following criteria: a) it is 
printed in the OCR ink color prescribed 
for the form; and b) no part of the 
indicia is within 1 print position of the 
scannable area. 

PART C. SPECIFICATIONS FOR 
SUBSTITUTE FORMS W-2G TO BE 
FILED WITH IRS 

SEC. 1. GENERAL 

.01 The following specifications pre
scribe the format requirements for Form 
W-2G-COPY A ONLY . 

.02 A filer may file a substitute Form 
W-2G with the IRS (hereinafter re
ferred to as "substitute Copy A"). The 
substitute form (filed with the IRS) must 
be an exact replica of the official form 
with respect to layout and contents. 

SEC. 2. SPECIFICATIONS FOR 
COpy A FOR FORMS W-2G 

.01 Color and Quality of Paper
Paper for Copy A must be white chemi-



cal wood bond, or equivalent, 20 
pound (basis 17 X 22-500), plus or 
minus 5 percent. The paper must 
consist substantially of bleached chem
ical wood pulp and be free from 
unbleached or ground wood pulp or 
recycled printed paper. It also must 
be suitably sized to accept ink with
out feathering. 

.02 Color and Quality of Ink-All 
printing must be in a high quality 
non-gloss black ink. Bar codes should 
be free from picks and voids. 

.03 Typography-The type must 
be substantially identical in size and 
shape with that on the official form. 
All rules on the document are either 
1/2 point (.007 inch), 1 point (0.015 
inch), or 3 point (0.045). Vertical rules 
must be parallel to the left edge of 
the document; horizontal rules, to the 
top edge. 

.04 Dimensions-The official form 
is 8 inches wide x 32/3 inches deep, 
exclusive of a 2/3 inch snap stub on 
the left side of the form. The snap 
feature is not required on substitutes. 
The top and right margins must be 
1/4 inch plus or minus .0313. If the 
top and right margins are properly 
aligned, the left margin for all forms 
will be correct. All margins must be 
free of any printing. If the substitute 
forms are in continuous or strip form, 
they must be burst and stripped to 
conform to the size specified for a 
single form. 

(1) The width of a substitute Copy 
A must be 8 inches. The left margin 
must be free of all printing other than 
that shown on the official form. 

(2) The depth of a substitute Copy 
A must be 3213 inches. 

.05 Hot wax and cold carbon spots 
are not permitted on any of the internal 
form plies. These spots are permitted on 
the back of a mailer top envelope ply. 
Interleaved carbons, if used, should be 
black and of good quality to preclude 
smudging. 

.06 Printer's Symbol-The Govern
ment Printing Office (GPO) symbol 
must not be printed on substitute Forms 
W-2G. Instead the employer identifica
tion number (EIN) of the forms printer 
must be printed in the bottom margin on 
the face of each individual form of 
Copy A of such substitute forms. The 
form must not contain the statement 
"IRS approved." 

PART D. ADDITIONAL 
INSTRUCTIONS FOR FORMS 1098, 
1099, 5498, AND W-2G 

SEC. 1. OTHER COPIES 

.01 Copies B, C, and in some cases 
D, I, and 2, are included in the official 
assembly for the convenience of the 
filer. There is no legal requirement that 
privately printed substitute forms in
clude all these copies, Copies B, and in 
some cases Copies C, will satisfy the 
requirement of the law and regulations 
concerning the statement of information 
that is required to be furnished to the 
form recipient. NOTE: If Federal in
come tax withheld is shown on Form 
W-2G or I099-R, Copy B (to be 
attached to the tax return) and Copy C 
must be furnished to the recipient. Copy 
D (Forms I099-R and W-2G) may be 
desired as a filer record copy. Only 
Copy A should be filed with the IRS. 

.02 Arrangement of Assembly- The 
parts of the assembly must be arranged, 
from top to bottom, as follows: (a) All 
forms-Copy A "For Internal Revenue 
Service Center. " (b) Form 1098- Copy B 
"For Payer"; Copy C "For Recipient." 
(c) Form 1099-A- Copy B "For Bor
rower"; Copy C "For Lender." (d) Form 
1099-C Copy B "For Debtor"; Copy C 
"For Creditor"; (e) Forms 1099-B, 
1099-DIV, 1099-G, 1099-INT, 1099-
OID, and 1099-PATR- Copy B "For 
Recipient"; Copy C "For Payer." (f) 
Form 1099-MISC- Copy 1 "For State 
Tax Department"; Copy B "For Recipi
ent"; Copy 2 "To be filed with recipi
ent's state income tax return, when re
quired."; Copy C "For Payer." (g) Form 
1099-R- Copy 1 "For State, City, or 
Local Tax Department"; Copy B "Re
port this income on your Federal tax 
return. If this form shows Federal in
come tax withheld in box 4, attach this 
copy to your return."; Copy C "For 
Recipient's Records"; Copy 2 "File this 
copy with your state, city, or local 
income tax return, when required."; 
Copy D "For Payer." (h) Form 1099-S
Copy B "For Transferor"; Copy C "For 
Filer." (i) Form 5498- Copy B "For 
Participant"; Copy C "For Trustee or 
Issuer." (j) Form W-2G- Copy 1 "For 
State Tax Department"; Copy B "Report 
this income on your Federal tax return. 
If this form shows Federal income tax 
withheld in box 2, attach this copy to 
your return." Copy C "For Winner's 
Records"; Copy 2 "Attach this copy to 
your state income tax return, if re
quired."; Copy D "For Payer." 

.03 Perforations are required between 
forms on all copies except Copy A to 
enable the separation of individual 
forms. Copy A of Form W-2G may be 
perforated. 

SEC. 2. OMB REQUIREMENTS 
.01 Office of Management and Bud

get (OMB) Requirements for Substitute 
Forms-Public Law 96-511 requires 
that: (I) OMB approve Internal Revenue 
Service tax forms, (2) each form show 
(in the upper right comer) the OMB 
approval number, and (3) the form (or 
its instructions) state why IRS is collect
ing the information, how it will be used 
and whether it must be given to IRS. 
The official IRS forms or instructions 
contain this information and any substi
tute must contain it also. 

.02 The OMB requirements for sub
stitute IRS forms are: 

(1) All substitute forms, including 
substitute statements to recipients, 
must show the OMB number as it 
appears on the official IRS form; 

(2) For Copy A, the OMB number 
must appear exactly as shown on the 
official IRS form; 

(3) For any copy other than Copy 
A, the OMB number must use one of 
the following formats: 

(a) OMB No. XXXX-XXXX 
(preferred) or; 
(b) OMB # XXXX-XXXX. 

(4) All substitute forms (Copy A 
only) must state "For Paperwork Reduc
tion Act Notice, see Instructions for 
Forms 1099, 1098, 5498, and W-2G." 

.03 The official OMB numbers may 
be obtained from reproduction proofs or 
official IRS printed forms. 

SEC 3. REPRODUCIBLE COPIES 
.01 As of April 30, 1996, IRS discon

tinued taking orders for reproducible 
and information copies of federal tax 
materials. However, there will be several 
new options available to obtain federal 
tax material in the future. The new 
options are: 

(1) Internal Revenue Information 
Services (IRIS)-IRIS is housed 
within FedWorld, known also as 
the Electronic Marketplace of U.S. 
Government Information. IRIS at 
FedWorld can be reached by: 
(a) Modem (dial up) at (703) 

321-8020, 
(b) by Internet - Telnet to 

iris .irs. ustreas. gov 
(c) by File Transfer Protocol 

(FTP) connect to 
ftp.irs.ustreas.gov 

1996-2 C.B. 313 



(d) or by World Wide Web 
http://www.irs.ustreas.gov 

(2) IRS Federal Tax Forms CD
ROM-The IRS also offers an 
alternative to downloading elec
tronic files from IRIS and pro
vides prior-year access to tax 
forms and instructions through 
it's Federal Tax Forms CD-ROM. 
First offered during 1994, the CD 
will again be available for the 
upcoming filing season. For sys
tem requirements and to order the 
1996 Federal Tax Forms CD
ROM contact the Government 
Printing Office's (GPO's) Super
intendent of Documents either: 

314 1996-2 C.B, 

(a) by telephone (202) 521-
1800; or 

(b) electronically through GPO's 
Federal Bulletin Board on 
(202) 512-1387. 

(3) Government Printing Office 
Superintendent of Documents 
Bookstores-The Government 
Printing Office Superintendent of 
Documents Bookstores also sell 
individual copies of tax forms, 
instructions and publications. 
Call (202) 521-1800 to find the 
bookstore nearest to you. 

.02 Forms 1096, 1098, 1099 Series, 
and 5498 are provided electronically on 
the IRS home page, IRIS bulletin board 

system, and on the Federal Tax Fonns 
CD-ROM, but CANNOT be used for 
filing with IRS when printed from a 
conventional laser printer. These fonns 
contain drop-out ink requirements as 
described in Part B, Section 2. of this 
publication. 

SEC. 4. EFFECT ON OTHER 
REVENUE PROCEDURES 

Revenue Procedure 95-30, 1995-1 
C.B. 27 I.R.B. 9, covering paper returns 
and statements for payments made dur
ing the 1995 calendar year is hereby 
superseded. 



Exhibit A 

.50" 
......., .. ~--.,.L,~~~n:n;---- 4.65" 

~@96 
3.33" 

social security number 

Mortgage 
Interest 

Statement 

Copy A 
For 

Internal Revenue 
3 .4 0" _--'l~ Service Center 

t-;;;;:::::-::±=;;::::::::;;::::-::::;-:::-:;--t----_____ +7-±~:_:_-~"':"':'"_:__~-------___IFlle with Form 1096, .25" 
of overpaid interest For Paperwork 

F';,/;I~--.:1~09::8~_ 7.25" 

... 11--- 8 .00" 

RECIPIENrs Federal identification no. 

PAYER's/BORROWER'S name 

Street address (including apt. no.) 

City, state, and ZIP code 

Account number (optional) 

Form 1098 

11.0" 

8181 
RECIPIENrSIlENDER'S name, street 

RECIPIENrS Federal Identification no. 

PAYER'S/BORROWER'S name 

Street address Oncluding apt. no.) 

City, state, and ZIP code 

Account number (optional) 

Form 1098 

~@96 
Form 1098 

$ 
2 Points paid on purchase of prinCipal residence 

$ 
3 Refund of overpaid interest 

$ 

Reduction Act 
Notice and 

instructions for 
completing this form, 
see Instructions for 
Forms 1099, 1098, 

5498, and W-2G, 

Mortgage 
Interest 

Statement 

Copy A 
For 

Internal Revenue 
Service Center 
with Form 1096, 

For Paperwork 
Reduction Act 

Notice and 
Instructions for 

I CC1ml)lel:ing this form, 
see Instructions for 
Forms 1099, 1098, 

5498, and W-2G, 

Cat. No. 14402K Department of the Treasury - Internal Revenue Service 

Do NOT Cut or Separate Forms on This Page 

OMB No. 1545-0901 

~@96 
Form 1098 

social security number 

$ 
2 POints paid on purchase of prinCipal residence 

$ 
3 Refund of overpaid interest 

$ 
4 

Mortgage 
Interest 

Statement 

Copy A 
For 

Internal Revenue 
Service Center 
with Form 1096, 

For Paperwork 
Reduction Act 

Notice and 
instructions for 

completing this form, 
see Instructions for 
Forms 1099, 1098, 

5498, and W-2G. 

Cat. No. 14402K Department ot the Treasury· Internal Revenue Service 

Do NOT Cut or Separate Forms on This Page 
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316 

8080 

LENDER'S Federal Identification number BORROWER'S identification number 

BORROWER'S name 

OMB No. 1545-0877 

~®96 
Form 1099-A 

Acquisition or 
Abandonment of 

Secured Property 

Copy A 
For 

Internal Revenue 
Service Center 

~--:-~_-:--:-___ -:-__________ j~~~~~~~~t!~=~~:=-=-~~~ .. Flle with Fonn 1096, 

Street address (including apt. no.) 

City, state, and ZIP code 

Account number (optional) 

Form 1099-A 

6 Description of property 

Cat. No. 14412G Department of the Treasury - Intemal Revenue Service 

Do NOT Cut or Separate Forms on This Page 

OMB No. 1545-0877 

~®96 
Form 1099-A 

2 Balance of principal 

Acquisition or 
Abandonment of 

Secured Property 

LENDER'S Federal Identification number BORROWER'S identification number 
outstanding Copy A 

For 
Internal Revenue 

Service Center BORROWER'S name 

Street address (inCluding apt. no.) 

City, state, and ZIP code 

Account number (optional) 

Form 

$ 

5 Was borrower personally liable for 

6 DeSCription of property 

with Fonn 1096, 

For Paperwork 
Reduction Act 

Notice and 
instructions for 

completing this form, 
see Instructions for 
Fonns 1099, 1098, 

5498, and W-2G, 

Cat. No. 14412G Department of the Treasury - Internal Revenue Service 

Do NOT Cut or Separate Forms on This Page 

D 
LENDER'S name, street address, City, state, and ZIP code OMB No. 1545-0877 

LENDER'S Federal identification number BORROWER'S Identification number 

BORROWER'S name 

Street address (including apt. no.) 

City, state, and ZIP code 6 DeSCription of property 

Account number (optional) 

Form Cat. No. 14412G 

~®96 
Acquisition or 

Abandonment of 
Secured Property 

Copy A 
For 

Internal Revenue 
Service Center 

File with Fonn 1096, 

For Paperwork 
Reduction Act 

Notice and 
instructions for 

completing this form, 
see Instructions for 
Forms 1099, 1098, 

5498, and W-2G, 

Department of the Treasury - Internal Revenue Service 

Do NOT Cut or Separate Forms on This Page 

1996-2 C.B. 



Exhibit C 

7979 OVOID o CORRECTED 
PAYER'S name, street address, city, state, and ZIP code I. Date of sale (MMDDyy) OMB No. 1545-0715 Proceeds From 

~®96 Broker and 
lb CUSIP No. Barter Exchange 

Form 1099-8 Transactions 
2 Stocks, bonds, etc. Reported } D!i/a16 proceeds 1 . 9 " ~ 
$ to IRS U G~s proceeds less commissions and option premiums 

PAYER'S Federal Identification number I RECIPIENT'S identification number 3 Bartering 4 Federal Income tax Withheld Cop~A -- ~ 3.9" 'l'br 
RECIPIENrs name 5 Description Internal Revenue 

Service Center 

Regulated Futures Contracts File with Form 1096, 

Street address uncludlng apt. no.) 6 Profit or (loss) realized in 7 Unrealized profit or (loss) on For Paperwork 
1995 open contracts- t V31/94 Reduction Act 

1.4"-' - 1.4" - Notice and 
City, state, and ZIP code ~ ~ 

~ 

instructions for 
8 Unrealized profit or (loss) on 9 Aggregate profit or 0055) completing this form, 

A~ount number (optional) 
open contracts-I V31/95 see Instructions for J 2nd TIN Not. Forms 1099 ~ - 2.8" ~ L~ '" '" 

4.1" :>4811, ana w-zu, 

Form 1099-8 .60" Cat. No. 1441W Department of the Treasury -Internal Revenue Service 

Do NOT Cut or Separate Forms on This Page 

7979 OVOID o CORRECTED 
PAYER'S name, street address, City, state. end ZIP code I. Date of sale (MMDDYY) OMB No. 1545-0715 Proceeds From 

~®96 Broker and 
lb CUSIP No. Barter Exchange 

Form 1099-8 Transactions 
2 Stocks, bonds, etc. Reported} 0 Gross proceeds 
$ to IRS 0 Gross proceeds less commissions and option premiums 

PAYER'S Federal ident,ficalion number I RECIPIENT'S Identification number 3 Bartering 4 Federal Income tax withheld Copy A 
$ $ For 

RECIPIENT'S name 

Street address Uncluding apt. no.) 

City, state, and ZIP code 

Account number (optional) 

Form 1099-8 

7979 

5 DeSCription Internal Revenue 
Service Center 

Regulated Futures Contracts File with Form 1096, 

6 Profit or (loss) realized in 7 Unrealized profit or (loss) on For Paperwork 
1995 open contracts-1V31/94 Reduction Act 

Notice and $ $ instructions for 
8 UnrealIZed profit or (loss) on 9 Aggregate profit or (loss) completing this form, 

12ndO Not. 
open contracts-1V31/95 see Instructions for 

Fonnns 1099, 1098, 
$ $ 5498, and W-2G, 

Cat. No. 1441W Department of the Treasury - Internal Revenue Service 

Do NOT Cut or Separate Forms on This Page 

OVOID 0 CORRECTED 
PAYER'S name, street address, City, state, and ZIP code I. Date of sale (MMDDYY) OMB No. 1545-0715 Proceeds From 

~®96 Broker and 
lb CUSIP No. Barter Exchange 

Form 1099-8 Transactions 
2 Stocks, bonds, etc. Reported } 0 Gross proceeds 
$ to IRS 0 Gross proceeds less commissions and opllon premiums 

PAYER'S Federal identification number I RECIPIENT'S Identification number 3 Bartering 4 Federal Income tax Withheld Copy A 
$ $ For 

RECIPIENT'S name S DeSCription Internal Revenue 
Service Center 

Regulated Futures Contracts File with Form 1096, 

Street address (including apt no) 6 Profit or (loss) realized In 7 Unrealized profit or floss) on For Paperwork 
1995 open contracts-1 V31 194 Reduction Act 

$ $ 
Notice and 

City, state, and ZIP code instructions for 
8 Unrealized profit or (loss) on 9 Aggregate profit or (10551 completing thiS form, 

open contracts-1V31/95 see Instructions for 
Account number (optional) 12ndO Not 

$ 
Forms 1099, 1098, 

$ 5498, and W-2G. 

Form 1099-8 Cat No 14411 V Department Of the Treasury - Internal Revenue Service 

Do NOT Cut or Separate Forms on This Page 
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Exhibit 0 

318 

858 VOID o 
CREDITOR'S name, street address, city, state, and ZIP code 

CREDITOR'S Federal Identification DEBTOR'S Identification number 

3.40" 
3 Interest Included in box 2 

$ 

~®96 

4 Penalties, fines, admin. 
costs included in box 2 

$ 

Cancellation 
of 

Debt 

A 
For 

Internal Revenue 
Service Center 

File with Fonn 1096, 

City, state, and ZIP code 

For Paperwork 
Reduction Act 

.40"~~1t;I....-.... 
instructions for 

completing this form, 

I-------------------------+----------r:::-:'---------t see Inatructlons for e Check for DSr1KrLJDII:. 7 Fair market value of property Fonna 1099, 1098, 

Street address (including apt. no.) 5 Debt description 

Account number (optIonal) 

Form 1 

8585 

CREDITOR'S Federal Identification 

DEBTOR'S name 

Street address (inCluding apt. no.) 

City, state, and ZIP code 

$ 5498, and W·2G, 

Cat. No. 26280W Department of the Treasury - Internal Revenue Service 

Do NOT Cut or Separate Forms on This Page 

o 
OMB No. 1545-1424 

~®96 
Form 1099-C 

DEBTOR'S Identification number 1 Date canceled 2 Amount of debt canceled 

$ 
3 Interest Included In box 2 4 Penalties, fines, admin. 

costs included in box 2 

$ $ 
5 Debt description 

Cancellation 
of 

Debt 

Copy A 
For 

Internal Revenue 
Service Center 

File with Fonn 1096, 

For Paperwork 
Reduction Act 

Notice and 
instructions for 

completing this form, 

I--------------------------+----------r-----------I see Instructions for 
7 Fair market value of property Fonns 1099, 1098, e CP'leek for 081,KrLJDtc:V 

Form 1099-C 

8585 

CREDITOR·S Federal identification 

DEBTOR'S name 

$ 5498, and W·2G, 

Cat. No. 26280W Department of the Treasury - Internal Revenue Service 

Do NOT Cut or Separate Forms on This Page 

DEBTOR'S identificatIon number 

3 Interest Included In box 2 

$ 

~®96 

of debt canceled 

Cancellation 
of 

Debt 

Copy 
For 

Internal Revenue 
Service Center 

Ie with Fonn1096, 

City, state, and ZIP code 

For Paperwork 
Reduction Act 

Notice and 
instructions for 

completing this form, 

r.-==-::-=~;:-:'::-:~---------------~---------__ ~;::==::_::=:_::_:::==i see Instructions for 
Account number (optional) 8 Check fOI market value of property Forms 1099, 1098, 

Street address (including apt. no.) 5 Debt deSCription 

5498, and W·2G, 
Form 1099-C Cat. No. 26280W Department of the Treasury - Internal Revenue Service 

Do NOT Cut or Separate Forms on This Page 

1996-2 C.B. 



Exhibit E 

9191 OVOID o CORRECTED 
PAYER'S name, street address, city, state, and ZIP code 1 a Gross dividends and other OMS No. 1545-0110 

distributions on stock (Total 
of lb, Ie, ld, and Ie) Dividends and $ 

~®96 1 b Ordinary diVidends Distributions - 4" ---$ 
'I. - Form 1099-DIV 

PAYER'S Federal identification number I RECIPIENT'S identification number 1c Capital gain distnbutlons 2 Federal Income tax Withheld Copy A 
$ $ 

For 
RECIPIENT'S name 1d Nontaxable distributions 3 Foreign tax paid Internal Revenue 

Service Center 

$ $ File with Form 1096. 
Street address Oncluding apt. no.) Ie Investment expenses 4 foreign country or U.S. possesSion For Paperwork 

$ Reduction Act 
Notice and 

City, state, and ZIP code 
Liquidation Distributions 

instructions for 
completing this form, 

~count number (optional) 12nd TIN Not. 5 Cash e Noncash (Fair marl<et value) 
see Instructions for 

2.8" :. 0 - 4.1" 
Fonns 1099, 'I,Il98, - ~ '" .,.."o, .. n,,~. 

- 4 f h r - Internal Revenue SeNt Form 1099 DIV IP!t. No. 14415N Department 0 t e T easury 
.60" 

ee 

Do NOT Cut or Separate Forms on This Page 

9191 OVOID o CORRECTED 
PAYER'S name, street address, city, state, and ZIP code 1. Gross diVidends and other OMS No. 1545-0110 

dlstnbutions on stock (Total 
of lb. lc, ld, and Ie) 

Dividends and $ 
~®96 1 b Ordinary diVidends Distributions 

$ Form 1099-DIV 
PAYER'S Federal identification number I RECIPIENT'S identification number 1c Capital gain distributions 2 Federal income tax Withheld Copy A 

$ $ 
For 

RECIPIENrs name 1d Nontaxable dlstnbutlons 3 Foreign tax paid Internal Revenue 
Service Center 

$ $ File with Form 1096. 

Street address (including apt. no.) 18 Investment expenses 4 foreign country or U.S. possession For Paperwork 

$ Reduction Act 
Notice and 

City, state, and ZIP code 
Liquidation Distributions 

instructions for 
completing this form, 

1
2nd 0 Not. 

5 Cash e Noncash (Fair market value) 
see Instructions for 

Account number (optional) Fonns 1099, 1098, 
$ $ 5498, and W-2G. 

Form 1099-DIV Cat. No. 1441SN Department of the Treasury - Internal Revenue Service 

Do NOT Cut or Separate Forms on This Page 

9191 OVOID o CORRECTED 
PAYER'S name, street address, city, state, and ZIP code 1. Gross diVidends and other OMS No. 1545-0110 

dlstnbutlons on stock (Total 
of lb, Ie, ld, and Ie) 

Dividends and $ 
~®96 1 b Ordinary diVidends Distributions 

$ Form 1099-DIV 
PAYER'S Federal identification number I RECIPIENT'S Identification number 1c Capital gain distributions 2 Federal Income tax Withheld Copy A 

$ $ 
For 

RECIPIENrs name 1d Nontaxable distnbutlons 3 Foreign tax paid Internal Revenue 
Service Center 

$ $ File with Form 1096. 

Street address (including apt. no.) Ie Investment expenses 4 Foreign country or U S possession For Paperwork 

$ Reduction Act 
Notice and 

City, state, and ZIP code 
liquidation Distributions 

instructions for 
completing this form, 

1
2nd 0 Not. 

5 Cash 6 NoncaSh (Fair market value) 
see Instructions for 

Account number (optional) Fonns 1099, 1098, 
$ $ 5498, and W-2G, 

Form 1099-DIV Cat No 14415N Department of the Treasury· Internal Revenue Service 

Do NOT Cut or Separate Forms on This Page 
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320 

8686 

PAYER'S Federal Identification number RECtPIENT'S Identification number 

RECIPIENT'S name 

OMB No. 1545-0120 

~®96 
Form 1099-G 
Federal income tax withheld 

Certain 
Government 

Payments 

Copy A 
For 

Internal Revenue 
Service Center 

l-____________________ -+~~~~~~~~9_:;_;;:::_:=:::_:::_;::::_:;_--_jFile with Form 1096. 

For Paperwork 
1.15 PlQAWlilili~ 

Street address (Including apt. no.) 

City, state, and ZIP code 

Account number (optional) 

Form 1099-G 

8 86 D VOID 

Cat. No. 14438M 

Notice and 
instructions for 

completing this form, 
see Instructions for 
Forms 1099, 1098, 

5498, and W-2G. 

Department of the Treasury - Internal Revenue Service 

Do NOT Cut or Separate Forms on This Page 

D CORRECTED 
PAYER'S name, street address, City, state, and ZIP code 1 Unemployment compensation OMB No. 1545-0120 

PAYER'S Federal identification number RECIPIENT'S identification number 

RECIPIENT'S name 

~®96 
Form 1099-G 

4 Federal income tax withheld 

Certain 
Government 

Payments 

Copy A 
For 

Internal Revenue 
Service Center 

File with Form 1096. 
r-----------------------------------~~~~~~~~~~----~~--~ 

Street address (including apt. no.) For Paperwork 

City, state, and ZIP code 

Account number (optional) 

Form 1099-G 

8686 D VOID 

Reduction Act 
Notice and 

instructions for 
completing this form, 
see Instructions for 
Forms 1099, 1098, 

and W-2G. 

Cat No. 14438M Department of the Treasury - Internal Revenue Serv.ce 

Do NOT Cut or Separate Forms on This Page 

PAYER'S name, street address, city, state, and ZIP code 1 Unemployment compensation OMB No. 1545-0120 

PAYER'S Federal Identification number 

RECIPIENT'S name 

Street address (including apt no) 

C,ly, state, and ZIP code 

Account number (optional) 

Form 1099-G 

1996-2 C.B. 

$ 
2 State or local Income tax 

refunds, credits, or offsets 

$ 
RECIPIENT'S Identification number 3 Box 2 amounl IS for tax year 

~®96 
Form 1099-G 
federal income tax wllhheld 

Certain 
Government 

Payments 

Copy A 
For 

Internal Revenue 
Service Center 

with Form 1096. 

For Paperwork 
Reduction Act 

Notice and 
instructions for 

~~~~~~~~~~~~~~~~ completing this form, ~ see Instructions for 
Forms 1099, 1098, 

5498, and W-2G. 

Cat No. t 4438M Department of the Treasury - Internal Revenue ServIce 

Do NOT Cut or Separate Forms on This Page 



Exhibit G 

9292 
Payer's RTN (optional) OMB No. 1545-0112 

~@98 Interest Income 

Form 1099-INT 
PAYER'S Federal identification number RECIPIENT'S identification number Interest Income not included in bOx 3 Copy A 

For 
Internal Revenue 

Service Center 

RECIPIENT'S name 

Street address (inCluding apt. no.) 

City, state, and ZIP code 

2.8" 
Form 1099-1 NT 

9292 

$ 
2 Early Withdrawal penalty 

tIIIIr-1.4"---I~ 

Federal Income tax withheld 

3 Interest on U.S. Savings 
Bonds and Treas. obllgallons 

8 Foreign country or U.S. 
possession 

with Form 1096, 

For Paperwork 
Reduction Act 

Notice and 
instructions for 

completing this form, 
see Instructions for 

r-~1M~----------------~----~1.1 " ______ -;~F~o~rm~s~~~~ 
No. 14410K Department of the Treasury - Internal Revenue Service 

.60" 
Do NOT Cut or Separate Forms on This Page 

CORRECTED 
PAYER'S name, street address, City, state, and ZIP code Payer's RTN (optional) OMB No. 1545-011 

~@98 Interest Income 

Form 1099-INT 
PAYER'S Federal identification number RECIPIENT'S Identification number Interest Income not included in box 3 Copy A 

RECIPIENT'S name 

Street address (including apt. no.) 

City, state, and ZIP code 

Account number (optional) 

Form 1099-INT 

9292 

For 
2 Early Withdrawal penalty 3 Interest on U.S. Savings Internal Revenue 

Bonds and Treas. obligations Service Center 

File with Form 1096, 

Federal Income tax withheld For Paperwork 
Reduction Act 

Notice and 
5 Foreign tax paid instructions for 

completing this form, 
see Instructions for 
Forms 1099, 1098, 

5498, and W·2G. 

Cat. No. 14410K Department of the Treasury - Internal Revenue Service 

Do NOT Cut or Separate Forms on This Page 

PAYER'S name, street address, city, state, and ZIP code Payer's RTN (optional) OMB No. 1545-0112 

~@98 Interest Income 

Form 1099-INT 
PAYER'S Federal ,dentif,callon number RECIPIENT'S Identification number Interest Income not Included In box 3 Copy A 

For 
2 Early Withdrawal penalty RECIPIENT'S name 3 Interest on U.S Savings Internal Revenue 

Bonds and Treas. obligallons Service Center 

with Form 1096. 

I-s-tr-ee-t-a-d-d-re-S-S-(-in-C-'u-d-,n-g-a-p-t.-n-o~.)--------------t-:~Fed:::;:e:::ra:;,:,n::c::o:m::e-;t:ax::-:::w:::,th;:;h::e:;;,d;t~~ For Paperwork 
Reduction Ac! 

City, state, and ZIP code 

Account number (opllonal) 

Form 1099-INT 

Notice and 
5 Foreign tax paid instructions for 

completing this form, 
see Instructions for 

Forms 1099, 1098, 
5498, and W-2G 

Cat No 14410K Department of the Treasury - Internal Revenue Service 

Do NOT Cut or Separate Forms on This Page 
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Exhibit H 

9595 OVOID o CORRECTED 
PAYER'S name, street address, city, state, and ZIP code ~ents 

1.4"-+ 
OMS No, 1545-0115 

~ 
2 Royalties ~®96 Miscellaneous 
$ Income 
3 Other Income 

$ Form 1099-MISC 
PAYER'S Feesral identification number -, RECIPIENT'S Identification number 4 Feeeral Income tax WIthheld 5 Fishing boat proceeds Copy A 

$ $ For 
RECIPIENT'S name 6 Medical and health care payments 7 Nonemployee compensation Internal Revenue 

$ $ Service Center 

8 Substitute payments in lieu of II Payer made direct sales of File with Form 1096, 
dividends or interest 55,000 or more of consumer 

For Paperwork Street address (including apt. no.) products to a buyer il 
$ (reCipient) lor resale ~ ~1.1 S"'Il!uel.ieP'l 

Notice and 
City, state, and ZIP code o Crop Insurance proceeds 11 State income tax withheld instructions for 

$ $ completing this form, 

---12M TIN N~ ~2 StatelPayer's state number see Instruction1s~ 
~ount number (optional) Forms 1099 1 - 2.8" I L .J 4.1" 5498, and W4'U, 

Form 1099-MISC -.60" Cat. No. I 4425J Department of the Treasury Internal Revenue Service 

Do NOT Cut or Separate Forms on This Page 

9595 OVOID o CORRECTED 
PAYER'S name, street address, city, state, and ZIP code 1 Rents OMB No. 1545-0115 

$ 
2 Royalties ~®96 Miscellaneous 
$ Income 
3 Other Income 

$ Form 1099-MISC 
PAYER'S Feeeral Identification number I RECIPIENT'S identification number 4 Feeeral Income tax Withheld 5 Fishing boat proceeds Copy A 

$ $ For 
RECIPIENT'S name 6 Medical and health care payments 7 Nonemployee compensation Internal Revenue 

$ $ Service Center 

8 Subsiliute payments in lieu 01 9 Payer made direct sales of File with Form 1096, 

Street address (including apt. no.) 
dividends or intereSI 55,000 or more of consumer 

For Paperwork products to a buyer 
$ (reCipient) lor resale ~ 0 Reduction Act 

Notice and 
City, state, and ZIP code o Crop Insurance proceeds 11 State income tax withheld instnuctions for 

$ $ completing this form, 

Account number (optional) 
1
2nd 0 Not. 

~2 State/Payer's state number 
see Instructions for 
Forms 1099, 1098, 

5498, and W·2G, 

Form 1099-MISC Cat. No t 4425J Department of the Treasury - Internal Revenue Service 

Do NOT Cut or Separate Forms on This Page 

9595 OVOID o CORRECTED 
PAYER'S name, street address, city, Slate, and ZIP code 1 Rents OMS No, 1545-0115 

$ 
2 Royalties 

~®96 Miscellaneous 
$ Income 
3 Other Income 

$ Form 1099-MISC 
PAYER'S Feeeral IdenloficaMn number I RECIPIENT'S Identification number 4 Feeeral IOcome tax wlthhetd 5 F IShIOg boat proceeds Copy A 

$ $ For 
RECIPIENT'S name 6 Medical and heallh care payments 7 Nonemployee compensation Internal Revenue 

$ $ Service Center 

8 Substitute payments in lieu of II Payer made direct sales of File with Form 1096, 

Street address Qncludlng apt. no.) divideMs or Interest 55,000 or more of consumer 
For Paperwork products to a buyer 

$ (recipient) lor resale ~ 0 Reduction Act 
Notice and 

City, state, and ZIP COde o Crop Insurance proceeds 11 State Income ta. Withheld instructions for 

$ $ completing this form, 

Account number (optional) 

rdO

NOL 2 State/Payer's state number 
see Instructions for 

Forms 1099, 1098, 
5498, and W-2G, 

Form 1099-MISC Cat No. 14425J Department of the Treasury - Internal Revenue Service 

Do NOT Cut or Separate Forms on This Page 

322 1996-2 C.B, 



Exhibit I 

9696 
name, street address, 

OVOID 
state, and ZIP code 

o CORRECTED 
1 Original issue discount 

lor 1995 

PAYER'S Federal identification number RECIPIENT'S identification number 

RECIPIENrs name 

Street address ~nCI\{ding apt. no.) 

City, state, and ZIP code 

2.8" 
Form 1099-010 Cat. No. 14421 R 

OMS No. 1545-011 

~®96 
Form 1099-010 

Federal income tax withheld 

Original Issue 
Discount 

Copy A 
For 

Internal Revenue 
Service Center 

File with Form 1096, 

For Paperwork 
Reduction Act 

Notice and 
instructions for 

completing this form, 
see Instructions for 

Forms 

Department of the Treasury - Internal Revenue Service 

Do NOT Cut or Separate Forms on This Page 

9696 
name, street address, city, state, 

D 
1 Original issue discount 

for 1995 

2 Other periodic interest 

PAYER'S Federal identification number RECIPIENrS identification number Early withdrawal penalty 

RECIPIENT'S name 5 Description 

Street address Oncluding apt. no.) 

City, state, and ZIP Code 

Account number (optional) 

Form 1099-010 Cat. No. 14421 R 

OMS No. 1545-011 

~96 
Form 1099-010 

Federal income tax withheld 

Original Issue 
Discount 

Copy A 
For 

Internal Revenue 
Service Center 
with Form 1096, 

For Paperwork 
Reduction Act 

Notice and 
instructions for 

completing this form, 
see Instructions for 
Forms 1099, 1098, 

and W-2G, 

Department of the Treasury - Internal Revenue Service 

Do NOT Cut or Separate Forms on This Page 

9696 
PAYER'S name, street address, city, state, 

PAYER'S Federal identification number RECIPIENrS identification number 

RECIPIENT'S name 5 Description 

Street address (including apt. no.) 

City, state, and ZIP code 

Account number (optional) 

Form 1099-010 Cat. No. 14421 R 

OMS No. 1545-011 

~®96 
Form 1099-010 

Federal income tax withheld 

Original Issue 
Discount 

Copy A 
For 

Internal Revenue 
Service Center 
with Form 1096. 

For Paperwork 
Reduction Act 

Notice and 
instructions for 

completing this form, 
see Instructions for 
Forms 1099, 1098, 

5498, and W-2G. 

Department of the Treasury· Internal Revenue Service 

Do NOT Cut or Separate Forms on This Page 
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Exhibit J 

324 

9797 OVOID 
PAYER'S name, street address, city, state, and ZIP code OMB No. 1545-0118 

~®96 
2 Nonpatronage distributions 

$ 
3 Per-unit retain allocations 

$ Form 1099-PATR 
~--------------r= __ --~~~--~~~~----~~ PAYER'S Federal identification number RECIPIENT'S identification number 4 Federal income tax withheld 

RECIPIENT'S name 

Street address (including apt no.) 

City, state, and ZIP code 

$ 
5 Redemplion 01 non qualified 

notices and retain allocallons 

Jobs credit 

Taxable 
Distributions 

Received From 
Cooperatives 

Copy A 
For 

Internal Revenue 
Service Center 

File with Form 1096, 

For Paperwork 
Reduction Act 

Notice and 
instructions for 

completing this form, 
I---------------------r----~----------'-;....--------_i see Instructions for 

IIIIIIF-------- 2.8" ------I~ 
Forms 

4.1" ----------~~~~~~~~ 
Form 1099-PATR Cat. No. 14435F Department of the Treasury - Internal Revenue Service 

'Do NOT Cut or Separate Forms on This Page 

9797 OVOID o 
PAYER'S name, street address, city, state, and ZIP code Patronage dividends 

Nonpatronage dlstribullons 

3 Per-unit retain allocations 

OMB No. 1545-01 18 

~®96 
Taxable 

Distributions 
Received From 

Cooperatives 
$ Form 1099-PATR 

~~~~~----~==~~------~----~~~~ -~~~----~~ PAYER'S Federal identification number RECIPIENT'S identification number 4 Federal income tax Withheld 0Y Copy A 

RECIPIENT'S name 
$ 
5 Redemption of nonqualified 

notices and retain allocations 

For 
Internal Revenue 

Service Center 

I-:-__ ~-~~---------------_+:L-------_I~~~~~ File with Form 1096. 
Street address 0ncludlng apt. no,) """"'''''''''"'''I For Paperwork 

Reduction Act 
Notice and 

instructions for 
completing this form, 

t---------------------r----~----------'-~--------_i see Instructions for 
Account number (optional) Forms 1099, 1096, 

City, state, and ZIP code Jobs credit 

5496, and W-2G, 

Form 1099-PATR Cot. No. 14435F Department of the Treasury - Internal Revenue Service 

Do NOT Cut or Separate Forms on This Page 

9797 
PAYER'S name, street address, city, state, and ZIP code 1 Patronage diVidends 

Nonpatronage distributions 

Per-unit retain allocations 

PAYER'S Federal Identification number RECIPIENT'S,ldentiflcatlon number 4 Federal Income tax withheld 

RECIPIENT'S name 5 Redemption 01 nonqualilled 
notices and retain allocations 

OMB No, 1545-0118 

~®96 
Taxable 

Distributions 
Received From 

Cooperatives 

Copy A 
For 

Internal Revenue 
Service Center 

k:--__ :---____ :------------------+~--------~~~~~~~~~~Flle with Form 1096, 
Street adaress (Including apt no.) For Paperwork 

City, state, and ZIP code Jobs credit 

$ 
9 Patron's AMT adJustment 

Reduction Act 
Notice and 

instructions for 
$ completing this form, 

I---------------------r----I-:!:---------.L-;.....--------'i see Instructions for 
Account number (optional) Forms 1099, 1096, 

5498, and W-2G. 

Form 1099-PATR Cat. No. 14435F Oep."m.",t of the Treasury. Internal Revenue Service 

Do NOT Cut or Separate Forms on This Page 
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Exhibit K 

9898 OVOID o CORRECTED 
~ ,YER'S name, street address, city, state, and ZIP code 1 Gross distribution OMS No. 1545-0119 Distributions From 

Pensions, Annuities, 
Retirement or 
Profit·Sharing 

Plans, IRAs, 
Insurance 

Contracts, etc. 

- 1.4" ... 
$ -

~®96 4.S" 2a Taxable amount 

$ Form 1099·R 

1~~==~~ .... ~~~ ........ ~ ........................................ l-2:b~T~a~x~a~bl;e~a~m~0~u~ntJb~~~~~TO~~~I~~~t~~L:j1~.2S" CQP~ I- not determined ~.6S ". . ~ 
P YER'S Federal identification RECIPIENT'S identification 3 Capital gain (included 4 Federal income tax Internal Revenue 
m mber number in box 2a) withheld Service Center 

R CIPIENT'S name 

S eet address (including apt. no.) 

Ci y, state, and ZIP code 

A count number (optional) 

+ 
1.0" , Form 1099·R 

,SO" 
9898 

5 Employee contributions 
or insurance premiums 

$ 
6 Net unrealized 

appreciation in 
employer's securities 

File with Form 1096. 

For Paperwork 
Reduction Act 

Notice and 
$ .4" $ instructions for 

7 Distribution ~ 8 Other .4" completing this 
code SEP .-1 0" .... ~ form, see 

~1.0"........ D ::.:" '2.60" +~-Tni --__ 'n_s ... tro:Urrctmlo5"n"t~l1f.o~r 
~ ~ v.,,, '!:' 

9a Your percentage of total 9b Total employee contributions 1::,~:~: 
distribution % $ 

10 State tax withheld 11 State/Payer's state no. 12 State distribution 

~1.1""" --- ---- ---- ---- ---- --- ---- --- $ -- --- -- ---- ---- -- -- .. -~ --- ------- -- ---- ----------
13 Local tax withheld 14 Name of locality 15 Local distribution 

-~-- --- -- ----- ------- ------- -- ---- ----------------- --- --- ~ --- ----- ------ -----_. 
$ 

Cat No. 144360 Departmenl of the Treasury - Internal Revenue Service 

Do NOT Cut or Separate Forms on This Page 

OVOID o CORRECTED 
PAYER'S name, street address, city, state, and ZIP code Gross distribution OMS No. 1545-0119 Distributions From 

Pensions. Annuities, 
Retirement or 
Profit·Sharing 

Plans, IRAs, 
Insurance 

Contracts, etc. 

PAYER'S Federal identification 
number 

RECIPIENT'S name 

Street address (including apt. no.) 

City, state, and ZIP code 

Account number (optional) 

Form 1099·R 

RECIPIENT'S identification 
number 

$ 
2a Taxable amount 

$ 
2b Taxable amount 

not determined 0 
3 Capital gain (included 

in box 2a) 

$ 
5 Employee contributions 

or insurance premiums 

$ 
7 Distribution IRA! 

code SEP 

0 
9a Your percentage of total 

distribution % 

10 State tax withheld 

~®96 
Form 1099·R 

To~1 

distribution o 
4 Federal income tax 

withheld 

$ 
6 Net unrealized 

appreciation in 
employer's securities 

$ 
8 Other 

$ % 

9b Total employee contributions 
$ 

11 State/Payer's state no. 

Copy A 
For 

Internal Revenue 
Service Center 

File with Form 1096_ 

For Paperwork 
Reduction Act 

Notice and 
instructions for 
completing this 

form, see 
Instructions for 

Forms 1099, 
1098,5498, 
and W-2G. 

12 State distribution 

-J-------------------------- ----------------------------- ~--------------------. 

13 Local tax withheld 14 Name of tocality 15 Local distribution 

-~------------- ------------- -- -------------- .. --.... _ .. - -. ~ .... _ .... -- _ .. _ .. ---

Cat. No. 144360 Department of th~ Treasury - Internal Revenue Service 

Do NOT Cut or Separate Forms on This Page 
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Exhibit L 

OVOID o CORRECTED 7575 
FILER'S name, street address. City, state, and ZIP code 1 Date of closing (MMOOYY) OMS No. 1545-0997 

.- 1.4" -- --.. 
Proceeds From Real 

2 Gross proceedS ~®96 Estate Transactions 

$ Form 1099-S 

FILER'S Federal IdentlflcahOn numbe~ TRANSFEROR'S Identification number 3 Address or legal descnptlon [including crty, state, and ZIP code) Copy A 
.- 1.7" :''- 1.7" :. For 

Internal Revenue 
TRANSFEROR'S name Service Center 

~ 2.8" • File with Form 1096, 

Street address (Including apt no.) 
For Paperwork 
Reduction Act 

1.15." Not.ice and 

City, state. and ZIP code 4 Check. here If the transferor received or will receive 
_ InstructloQWIu 

property or services as part of the consideration, ~ LJ ~mpletlng tnls T","" 

see Instructions for 
Account number (optional) 5 Buyer's part of real estate tax Forms 1099, 1098, 

$ 5498, and W-2G. 

Form 1099-5 Cat. No. 64292E Department of the Treasury - Internal Revenue Service 

Do NOT Cut or Separate Forms on This Page 

7575 OVOID o CORRECTED 
FILER'S name. sHeet address, city. state, and ZIP code 1 Date of clOSing (MMODyy) OMS No. 1545-0997 

~®96 
Proceeds From Real 

2 Gross proceeds Estate Transactions 

$ Form 1099-S 
FILER'S Federal identification number I TRANSFEROR'S Identlf,callon number 3 Address or legal descnphon (including crty, state, and ZIP code) Copy A 

For 
TRANSFEROR'S name Internal Revenue 

Service Center 

File with Form 1096. 

Street address (including apt. no.) For Paperwork 
Reduction Act 

Notice and 
City, state, and ZIP code 

4 Check here jf the transferor received or will rec&lve instructions for 

property or services as part of the consideration. ~ 0 completing this form, 

Account number (optional) 5 Buyer's part of real estate tax 
see Instructions for 
Forms 1099, 1098, 

$ 5498, and W-2G, 

Form 1099-5 Cat. No. 64292E Department of the Treasury - Internal Revenue Service 

Do NOT Cut or Separate Forms on This Page 

7575 OVOID o CORRECTED 
FILER'S name, street address, City, state, and ZIP code 1 Date of ClOSing (MMDOyy) OMS NO. 1545-0997 

~®96 
Proceeds From Real 

2 Gross proceeds Estate Transactions 

$ Form 1099-S 
FILER'S Federal Identification number I TRANSFEROR'S Identification number 3 Address or legal descflpllon (including city. state. and ltP code) Copy A 

For 

TRANSFEROR'S name Internal Revenue 
Service Center 

File with Form 1096. 

Street address (Including apt no.) For Paperwork 
Reduction Act 

Notice and 
CIty. state, and ZIP code 

4 Check here If the transferor received or Will receive instructions for 

property or S8nneSS 85 part of the conSideration, ~ 0 completing this form, 
see Instructions for 

Account number (optional) 5 Buyer's part of real estate tax Forms 1099, 1098, 
$ 5498, and W-2G. 

Form 1099-S Cal No 64292E Department of the Treasury - Internal Revenue Service 

Do NOT Cut or Separate Forms on This Page 
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Exhibit M 

3232 o CORRECTED 
PAYER'S name 1 Gross winnings 2 Federal income tax With~d OMS No, 1545-0238 

~ ~1.45" 
. 

~ 1.45" • ~®96 . 
~eet address 3 Type of wager 4 Date won 

3.0" - Form W-2G . 
City, state, and ZIP code 5 Transaction 6 Race 

Certain 

Fedetal Identification number 
2.8" 

8 Cashier 
Gambling 

7 Winnings from identical wagers 
.1.4" Winnillj: 

WINNER'S name 9 Winnefs taxp.iyer idenUlicallOn no. 10 Window For Paperwork 
Reduction Act Notice 

and Instructions for 

Street address ~ncluding apt. no.) 11 First 1.0. 12 Second 1.0. completing this form, 
see Instructions for 
Forms 1099, 1098, 

City, state, and ZIP code ,Ir 13 Stattll'ayefs state identification no. 14 State Income tax Withheld 5498, and W-2G, 

File with Form 1098. 

Under pena~l1Is of pe~ury, I declare that. to the best of my knowledge and belief, the name, address, and ta.xpayer Identification number that I have furnished Copy A 
correctly Identily me as the recipient of this payment and any payments from identical wagers, and that no other person is entitled to any part of these payments. 

For Internal Revenue 

Signature. Date. Service Center 

Form W-2G Cat. No. 101 38V Department of the Treasury - Internal Revenue Service 

3232 o CORRECTED 
PAYER'S name 1 Gross winnings 2 Fedetal income tax withheld OMS No. 1545-0238 

Street address 3 Type of wager 4 Date won ~®96 
Form W-2G 

City, state, and ZIP code 5 Transaction 8 Race 
Certain 

Federal Identification number 7 Winnmgs from identical wagers 8 Cashier 
Gambling 
Winnings 

WINNER'S name 9 Winnefs taxpayer idenlilicallOn no. 10 Window For Paperwork 
Reduction Act Notice 

and instructions for 
Street address ~ncludlng apt. no.) 11 First 1.0. 12 Second 1.0. completing this form, 

see Instructions for 
Forms 1099, 1098, 

City, state, and ZIP code 13 State/Payefs stale identification no. 14 State income tax withheld 5498, and W-2G. 

File with Form 1096. 

Under penalties of perjury, I declare that, to the best of my knowledge and belief, the name, address. and taxpayer identification number that I have furnished Copy A correctly Identify me as the recipient of this payment and any payments from Identical wagers, and that no other person is entitled to any part of these payments. 
For Internal Revenue 

Signature. Date. Service Center 

Form W-2G Cat. No. 10138V Department of the Treasury - Internal Revenue Service 

3232 o CORRECTED 
PAYER'S name 1 Gross winnings 2 Federal income tax withheld OMS No. 1545-0238 

Street address 3 Type of wager 4 Date won ~®96 
Form W-2G 

City, state, and ZIP code 5 Transaclion 6 Race 
Certain 

Federal Identification number 7 Winmngs from identical wagers 8 Cashier 
Gambling 
Winnings 

WINNER'S name 9 Winnefs taxp.iyer Idenbhcahon no. 10 Window For Paperwork 
Reduction Act Notice 

and instructions for 
Sireel address (including apl. no.) 11 Firsll.D. 12 Second 1.0. completing this form, 

see Instructions for 
Forms 1099, 1098, 

City, slale, and ZIP code 13 State/Payefs state idenhflcallon no 14 Siale Income lax Withheld 5498, and W-2G. 

File with Form 1096. 

Under penalties of pe~ury. I declare that. to the best of my knowledge and belief. the name. address. and taxpayer Identllicatlon number that I have furnished Copy A correctly idenlily me as the reCipient oflhis payment and any paymenls from idenllcal wagers. and Ihal no olher person IS entilled 10 any part of these payments. 
For Internal Revenue 

Signature. Date. Service Center 

Form W-2G Cal. No. 101 38V Departmenl of Ihe Treasury - Inlemal Revenue Service 
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Exhibit N 

2828 OVOID o CORRECTED 
TRUSTEE'S or ISSUER'S name, street address, City, state, and ZIP code 1 Regular IRA contributions OMB No. 1545-0747 

made in 1995 and 1996 Individual tor 1995 - ~:i:~ ~®96 
Retirement 

2 Rollover IRA contributions Arrangement 
Information 

$ Form 5498 

TRUSTEE'S or ISSUER'S fedel3lldenhllcahon no. \ PARTICIPANT'S social secUrity number 3 Lite Insurance cost included in box 1 Copy A 
$ For 

PARTICIPANT'S name 4 Fa" market value of account Internal Revenue 
Service Center 

$ File with Form 1096. 

Street address (Including apt. no.) 5 Check for SEP For Paperwork 

0 Reduction Act 
Notice and 

City, state, and ZIP code instructions for 
completing this form, 
see Instructions for 

Account number (optional) Forms 1099, 1098, 
5498, and W-2G. 

Form 5498 Cat. No. 50010C Department of the Treasury - Internal Revenue Senllce 

Do NOT Cut or Separate Forms on This Page 

2828 OVOID o CORRECTED 
TRUSTEE'S or ISSUER'S name, street address, City, state. and ZIP code 1 Regular IRA contributions OMB No. 1545-0747 

made In 1995 and 1996 Individual for 1995 

$ ~®96 
Retirement 

2 Rollover IRA contributions Arrangement 
Information 

$ Form 5498 
TRUSTEE'S or ISSUER'S fedel3lldentlflcatlon no I PARTICIPANT'S social secUrity number 3 ute Insurance cost Included in box 1 Copy A 

$ For 
PARTICIPANT'S name 4 Fair market value of account Internal Revenue 

Service Center 

$ File with Form 1096. 

Street address (Including apt. no.) 5 Check for SEP For Paperwork 

0 Reduction Act 
Notice and 

City, state, and ZIP code instructions for 
completing this form, 

Account number (optional) 
see Instructions for 
Forms 1099, 1098, 

5498, and W-2G. 

Form 5498 Cat. No. 50010C Department of lhe Treasury - Internal Revenue Service 

Do NOT Cut or Separate Forms on This Page 

2828 OVOID o CORRECTED 
TRUSTEE'S or ISSUER'S name, street address, City, state, and ZIP code 1 Regular IRA contributions OMB No, 1545-0747 

made In 1995 and 1996 Individual for 1995 

$ 
~®96 

Retirement 
2 ROllover IRA contributions Arrangement 

Information 
$ Form 5498 

TRUSTEE'S or ISSUER'S federalldenhhcallon no I PARTICIPANT'S'soclal secUrity number 3 Life Insurance cost Included In box 1 Copy A 
$ For 

PARTICIPANT'S name 4 Fair market value of account Internal Revenue 
Service Center 

$ File with Form 1096. 

Street address (Including apt no) 5 Check for SEP For Paperwork 

0 Reduction Act 
Notice and 

C,ty, state, and ZIP code instructions for 
completing this form, 

Account number (optional) see Instructions for 
Forms 1099, 1098, 

5498, and W-2G. 

Form 5498 Cat. No 5001 DC Department of the Treasury - Internal Revenue ServIce 

Do NOT Cut or Separate Forms on This Page 
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Exhibit 0 
A ~I' 

,;0" 
DO NOT STAPLE 6969 

J A" 
OMS No 1545-0108 

1096 Annual Summar: and Transmittal of Form 

U.S. Inforn ation Returns ~®96 Department of the Treasury 
Intemal Revenue Service 

i r FILER'S name 
,~ I 

I~ -- 7.25 " " I • Street address (including room r suite number) • 
L 

2.25 " • 1.33 " • • L 

t H City, state, and ZIP code • J • I 3.9 • 
For Officia1 fuse Only Name of parsor to contact if the IRS 

.35" If you are not using a preprinted label, enter in needs more infc mation 

~n I I I I OJ box 1 or 2 below the identification number you .33,,4 1J .. 
used as the filer on the information returns being Telephone num er 
transmitted. Do not fill in both boxes 1 and 2. ( ) 

1 Employer identificahon number 12 SocIal security number 3 Total number c 4 Federal income tax withheld 15 Total amount reported wIth this Form' 096 

=-- 1 .4" .. -' " .4 " forms 1.2" .L 1.4" .. ~ 1 .9 " 
Enter an "X" in only one box below to indicate the type of form being fi ~d. If this is your FINAL return, enter an "X" here • 0 .25" - ....... 

,09B '099·A '099·8 '099-C '099·DIV '099·G '099·INT '099-MISC 1099·010 ,099·PA'm 1099·R '099·S 5498 -§II 
86 92 95 96 97 98 75 28 

~ -- 81 80 79 85 91 

I, -0" 0 0 0 0 0 0 0 0 0 0 0 0 0 

Please return this entire page to the Internal Reve ~ue Service. Photocopies are NOT acceptable. 

Under penalties of perjury, I declare that I have examined this return and accom anylng documents, and, to the best of my knowledge and belief. they are true. 
correct, and complete. - 8.00" .. -- -
Signature ~ Title ~ Date ~ 

Instructions Box 1 or 2.-Complete only if you are not using a preprinted 
IRS label. Individuals not in a trade or business must enter their 

Purpose of Form.-Use this form to transmit paper Forms 1099, social security number in box 2; sole proprietors and all others 
1098,5498, and W-2G to the Internal Revenue Service. DO NOT must enter their employer identification number in box 1. 
USE FORM 1096 TO TRANSMIT MAGNETIC MEDIA. See Form However, sole proprietors who do not have an employer 
4804, Transmittal of Information Returns Reported identification number must enter their social security number in 
Magnetically/Electronically. box 2. 
Use of Preprinted Label.-If you received a preprinted label Box 3.-Enter the number of forms you are transmitting with this 
from the IRS with Package 1099, place the label in the name Form 1096. Do not include blank or voided forms or the Form 
and address area of this form inside the brackets. Make any 1096 in your total. Enter the number of correctly completed 
necessary changes to your name and address on the label. forms, not the number of pages, being transmilted. For example, 
However, do not use the label if the taxpayer identification if you send one page of three-to-a-page Forms 5498 with a 
number (TIN) shown is incorrect. Do not prepare your own Form 1096 and you have correctly completed two Forms 5498 
label. Use only the IRS-prepared label that came with your on that page, enter "2" in box 3 of Form 1096. 
Package 1099, 

Box 4.-Enter the total Federal income tax withheld shown on 
If you are not using a preprinted label, enter the filer's name, the forms being transmitted with this Form 1096. 

address (including room, suite, or other unit number), and TIN in 
Box 5.-No entry is required if you are filing Form 1099-A or the spaces provided on the form. 
1099-G. For all other forms, enter the total of the amounts from 

Filer.-The name, address, and TIN of the filer on this form the specific boxes of the forms listed below: 
must be the same as those you enter in the upper left area 

Form W-2G Box 1 of Form 1099, 1098, 5498, or W-2G. A filer includes a payer, a 
recipient of mortgage interest payments (including points), a 11.00" Form 1098 Boxes 1 and 2 
broker, a barter eXChange, a creditor, a person reporting real Form 1099-B Boxes 2 and 3 
estate transactions, a trustee or issuer of an individual retirement Form 1099-C Box 2 arrangement (including an IRA or SEP), and a lender who 

Form 1099-DIV Boxes 1 a, 5, and 6 acquires an interest in secured property or who has reason to 
know that the property has been abandoned. Form 1099-INT Boxes 1 and 3 
Transmitting to the IRS.-5end the forms in a flat mailing (not Form 1099-MISC Boxes 1, 2, 3, 5,6,7.8, and 10 
folded). Group the forms by form number and transmit each Form 1099-010 Boxes 1 and 2 
group with a separate Form 1096. For example, if you must file Form 1099-PATR Boxes 1, 2, 3, and 5 both Forms 1098 and 1099-A, complete one Form 1096 to 

Form 1099-R Box 1 transmit your Forms 1098 and another Form 1096 to transmit 
your Forms 1099-A. You need not submit original and corrected Form 1099-S Box 2 
returns separately. Form 5498 Boxes 1 and 2 
For more Information and the Paperwork Reduction Act Notice, see thE Instructions for Forms 1099, 1098, 5498. and W-2G. Form 10961'9951 

Cat. N( 144000 

lr 
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26 CFR 601.201: Rulings and determination let-
ters. 
(Also §§ 355; 1.355-3.) 

Rev. Proc. 96-43 

SECTION 1. PURPOSE 

This revenue procedure amplifies Rev. 
Proc. 96-3, 1996-1 I.R.B. 82, which 
sets forth the areas of the Internal 
Revenue Code under the jurisdiction of 
the Associate Chief Counsel (Domestic) 
and the Associate Chief Counsel (Em
ployee Benefits and Exempt Organiza
tions) relating to issues on which the 
Internal Revenue Service will not issue 
advance rulings or determination letters. 

SECTION 2. BACKGROUND 

Section 4 of Rev. Proc. 96-3 sets 
forth those areas in which rulings or 
determination letters will not ordinarily 
be issued. Section 355(a) of the Internal 
Revenue Code applies to distributions of 
stock or securities of a corporation con
trolled by the distributing corporation if 
each of the corporations is engaged in 
the active conduct of a trade or busi
ness. Section 355(b) provides that a 
corporation is engaged in such conduct 
if, among other things, it is directly 
engaged in the active conduct of a trade 
or business, or substantially all of its 
assets consist of stock and securities of 
a corporation controlled by it (immedi
ately after the transaction) which is so 
engaged. 

.03 Tables 

Homeowners/Farmowners 

SECTION 3. PROCEDURE 

Rev. Proc. 96-3 is amplified by add
ing to section 4 the following: 

Section 355.-Distribution of Stock 
and Securities of a Controlled Corpora
tion.-Whether a distribution of stock or 
securities is described in § 355(a)(l) 
when the gross assets of the trades or 
businesses relied on to satisfy the active 
trade or business requirement of 
§ 355(b) will have a fair market value 
that is less than 5 percent of the total 
fair market value of the gross assets of 
the corporation directly conducting the 
trades or businesses. The Service may 
rule that the trades or businesses satisfy 
the active trade or business requirement 
of § 355(b) if it can be established that, 
based upon all relevant facts and cir
cumstances, the trades or businesses are 
not de minimis compared with the other 
assets or activities of the corporation 
and its subsidiaries. 

SECTION 4. EFFECTIVE DATE 

This revenue procedure will apply to 
all ruling requests postmarked or, if not 
mailed, received on or after August 8, 
1996. 

26 CFR 601.201: Rulings and determination let
ters 
(Also Part I. Sections 846; 1.846-1.) 

Rev. Proc. 96-44 

SEC. 1. PURPOSE 
This revenue procedure prescribes the 

Tables of Discount Factors 
Section 846 

- 1996-
Interest rate: 6.63 percent 

Discounted 
Cumulative Estimated Losses Unpaid Losses at 
Losses Paid Paid Each Year Year End 

Tax Year (%) (%) (%) 

AY+ 0 66.8753 66.8753 30.6325 
AY+ I 90.4633 23.5880 8.3060 
AY+ 2 93.3914 2.9281 5.8331 
AY+ 3 95.7081 2.3167 3.8276 
AY+ 4 97.4081 1.7000 2.3259 
AY+ 5 98.6271 1.2190 1.2214 
AY+ 6 99.1528 0.5257 0.7595 
AY+ 7 99.5425 0.3897 0.4074 
AY+ 8 99.7318 0.1893 0.2390 
AY+ 9 99.8063 0.0745 0.1779 
AY+IO N/A 0.0745 0.1127 
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loss payment patterns and discount fac
tors for the 1996 accident year. These 
factors will be used for computing dis
counted unpaid losses under § 846 of 
the Internal Revenue Code. See Rev. 
Proc. 92-47, 1992-1 C.B. 980, for back
ground concerning the loss payment 
patterns and application of the discount 
factors. 

SEC. 2. SCOPE 
This revenue procedure applies to any 

taxpayer that is required to discount its 
unpaid losses under § 846 for a line of 
business using discount factors pub
lished by the Secretary. 

SEC. 3. TABLES OF DISCOUNT 
FACTORS 

.01 The following tables present 
separately for each line of business the 
discount factors under § 846 for acci
dent year 1996. All the discount factors 
presented in this section were deter
mined using the applicable interest rate 
under § 846(c) for 1996, which is 6.63 
percent, and by assuming all loss pay
ments occur in the middle of the calen
dar year. 

.02 If the groupings of individual 
lines of business on the annual state
ment changes, taxpayers must discount 
the unpaid losses on the resulting lines 
of business in accordance with the dis
counting patterns that would have ap
plied to those unpaid losses based on 
their classification on the 1990 annual 
statement. 

Unpaid Losses Discount 
at Year End Factor 

(%) (%) 

33.1247 92.4763 
9.5367 87.0955 
6.6086 88.2656 
4.2919 89.1817 
2.5919 89.7376 
1.3729 88.9620 
0.8472 89.6468 
0.4575 89.0559 
0.2682 89.1020 
0.1937 91.8346 
0.1192 94.5850 



Discounted 
Cumulative Estimated Losses Unpaid Losses at Unpaid Losses Discount 
Losses Paid Paid Each Year YearEnd at Year End Factor 

Tax Year (%) (%) (%) (%) (%) 

AY+l1 N/A 0.0745 0.0432 0.0447 96.8412 
AY+12 N/A 0.0447 0.0000 0.0000 N/A 

Private Passenger Auto Liability/Medical 

Discounted 
Cumulative Estimated Losses Unpaid Losses at Unpaid Losses Discount 
Losses Paid Paid Each Year Year End at Year End Factor 

Tax Year (%) (%) (%) (%) (%) 

AY+ 0 34.7617 34.7617 58.9016 65.2383 90.2868 
AY+ 1 66.2963 31.5346 30.2435 33.7037 89.7336 
AY+ 2 81.2140 14.9177 16.8444 18.7860 89.6646 
AY+ 3 89.8272 8.6132 9.0671 10.1728 89.1303 
AY+ 4 94.4549 4.6277 4.8895 5.5451 88.1776 
AY+ 5 96.8788 2.4239 2.7107 3.1212 86.8495 
AY+ 6 98.1526 1.2738 1.5751 1.8474 85.2614 
AY+ 7 98.6962 0.5436 1.1182 1.3038 85.7661 
AY+ 8 99.0485 0.3523 0.8286 0.9515 87.0805 
AY+ 9 99.2667 0.2182 0.6582 0.7333 89.7569 
AY+1O N/A 0.2182 0.4765 0.5151 92.5079 
AY+l1 N/A 0.2182 0.2828 0.2969 95.2452 
AY+12 N/A 0.2182 0.0762 0.0787 96.8412 
AY+13 N/A 0.0787 0.0000 0.0000 N/A 

Commercial Auto/Truck Liability/Medical 

Discounted 
Cumulative Estimated Losses Unpaid Losses at Unpaid Losses Discount 
Losses Paid Paid Each Year Year End at Year End Factor 

Tax Year (%) (%) (%) (%) (%) 

AY+ 0 20.8439 20.8439 69.0004 79.1561 87.1701 
AY+ 1 47.3136 26.4697 46.2421 52.6864 87.7685 
AY+ 2 65.6475 18.3340 30.3760 34.3525 88.4244 
AY+ 3 79.0481 13.4005 18.5522 20.9519 88.5467 
AY+ 4 86.8945 7.8465 11.6798 13.1055 89.1220 
AY+ 5 92.4503 5.5558 6.7172 7.5497 88.9736 
AY+ 6 95.5751 3.1247 3.9359 4.4249 88.9483 
AY+ 7 97.3052 1.7302 2.4103 2.6948 89.4420 
AY+ 8 98.1469 0.8417 1.7009 1.8531 91.7885 
AY+ 9 98.8549 0.7080 1.0826 1.1451 94.5428 
AY+1O N/A 0.7080 0.4233 0.4371 96.8412 
AY+ll N/A 0.4371 0.0000 0.0000 N/A 

Workers' Compensation 

Discounted 
Cumulative Estimated Losses Unpaid Losses at Unpaid Losses Discount 
Losses Paid Paid Each Year Year End at Year End Factor 

Tax Year (%) (%) (%) (%) (%) 

AY+ 0 22.3366 22.3366 64.2484 77.6634 82.7268 
AY+ 1 50.6941 28.3575 39.2256 49.3059 79.5557 
AY+ 2 66.1886 15.4945 25.8264 33.8114 76.3837 
AY+ 3 74.4228 8.2342 19.0359 25.5772 74.4253 
AY+ 4 79.5663 5.1434 14.9867 20.4337 73.3432 
AY+ 5 83.7227 4.1564 11.6883 16.2773 71.8077 
AY+ 6 86.l316 2.4089 9.9758 13.8684 71.9321 
AY+ 7 88.4452 2.3136 8.2482 11.5548 71.3830 
AY+ 8 88.9625 0.5173 8.2608 11.0375 74.8434 
AY+ 9 89.9266 0.9641 7.8130 10.0734 77.5606 
AY+lO N/A 0.9641 7.3355 9.1093 80.5270 
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Discounted 
Cumulative Estimated Losses Unpaid Losses at Unpaid Losses Discount 
Losses Paid Paid Each Year YearEnd at Year End Factor 

Tax Year (%) (%) (%) (%) (%) 

AY+ll N/A 0.9641 6.8263 8.1453 83.8070 
AY+12 N/A 0.9641 6.2833 7.1812 87.4975 
AY+13 N/A 0.9641 5.7044 6.2171 91.7536 
AY+14 N/A 0.9641 5.0871 5.2530 96.8412 
AY+15 N/A 5.2530 0.0000 0.0000 N/A 

Commercial Multiple Peril 

Discounted 
Cumulative Estimated Losses Unpaid Losses at Unpaid Losses Discount 
Losses Paid Paid Each Year YearEnd at Year End Factor 

Tax Year (%) (%) (%) (%) (%) 

AY+ 0 33.4193 33.4193 56.7613 66.5807 85.2519 
AY+ 1 59.1296 25.7103 33.9757 40.8704 83.1303 
AY+ 2 67.4080 8.2784 27.6799 32.5920 84.9284 
AY+ 3 75.7571 8.3491 20.8936 24.2429 86.1844 
AY+ 4 83.8673 8.1102 13.9041 16.1327 86.1858 
AY+ 5 89.5799 5.7126 8.9270 10.4201 85.6710 
AY+ 6 93.4124 3.8325 5.5614 6.5876 84.4217 
AY+ 7 95.6455 2.2331 3.6242 4.3545 83.2276 
AY+ 8 96.9571 1.3116 2.5101 3.0429 82.4887 
AY+ 9 97.4497 0.4926 2.1678 2.5503 85.0017 
AY+I0 N/A 0.4926 1.8029 2.0577 87.6150 
AY+11 N/A 0.4926 1.4137 1.5651 90.3275 
AY+12 N/A 0.4926 0.9988 1.0725 93.1260 
AY+13 N/A 0.4926 0.5563 0.5799 95.9349 
AY+14 N/A 0.4926 0.0845 0.0873 96.8412 
AY+15 N/A 0.0873 0.0000 0.0000 N/A 

Medical Malpractice 

Discounted 
Cumulative Estimated Losses Unpaid Losses at Unpaid Losses Discount 
Losses Paid Paid Each Year YearEnd at Year End Factor 

Tax Year (%) (%) (%) (%) (%) 

AY+ 0 3.7026 3.7026 69.6231 96.2974 72.3001 
AY+ 1 11.5535 7.8510 66.1321 88.4465 74.7708 
AY+ 2 21.9296 10.3761 59.8022 78.0704 76.6003 
AY+ 3 32.8555 10.9259 52.4848 67.1445 78.1669 
AY+ 4 46.6164 13.7609 41.7548 53.3836 78.2165 
AY+ 5 60.9092 14.2928 29.7641 39.0908 76.1409 
AY+ 6 69.2349 8.3257 23.1402 30.7651 75.2157 
AY+ 7 71.6574 2.4225 22.1728 28.3426 78.2316 
AY+ 8 73.7610 2.1036 21.4707 26.2390 81.8275 
AY+ 9 77.8395 4.0786 18.6826 22.1605 84.3062 
AY+I0 N/A 4.0786 15.7097 18.0819 86.8808 
AY+l1 N/A 4.0786 12.5396 14.0033 89.5476 
AY+12 N/A 4.0786 9.1594 9.9248 92.2886 
AY+13 N/A 4.0786 5.5551 5.8462 95.0206 
AY+14 N/A 4.0786 1.7118 1.7676 96.8412 
AY+15 N/A 1.7676 0.0000 0.0000 N/A 

Special Liability (Ocean Marine, Aircraft (all Perils), Boiler and Machinery) 

Discounted 
Cumulative Estimated Losses Unpaid Losses at Unpaid Losses Discount 
Losses Paid Paid Each Year YearEnd at Year End Factor 

Tax Year (%) (%) (%) (0/0) (0/0) 

AY+ 0 31.2231 31.2231 61.1626 68.7769 88.9290 
AY+ 1 68.2247 37.0016 27.0091 31.7753 85.0004 
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Discounted 
Cumulative Estimated Losses Unpaid Losses at Unpaid Losses Discount 
Losses Paid Paid Each Year YearEnd at Year End Factor 

Tax Year (0/0) (0/0) (0/0) (0/0) (0/0) 

AY+ 2 80.2858 12.0611 16.3453 19.7142 82.9115 
AY+ 3 85.4166 5.1308 12.1308 14.5834 83.1827 
AY+ 4 89.4028 3.9862 8.8189 10.5972 83.2194 
AY+ 5 93.2493 3.8465 5.4316 6.7507 80.4607 
AY+ 6 94.0515 0.8022 4.9634 5.9485 83.4397 
AY+ 7 95.8901 1.8386 3.3939 4.1099 82.5788 
AY+ 8 97.7995 1.9093 1.6473 2.2005 74.8580 
AY+ 9 97.9920 0.1925 1.5577 2.0080 77.5737 
AY+I0 N/A 0.1925 1.4621 1.8155 80.5381 
AY+ll N/A 0.1925 1.3603 1.6230 83.8157 
AY+12 N/A 0.1925 1.2517 1.4304 87.5033 
AY+13 N/A 0.1925 1.1359 1.2379 91.7563 
AY+14 N/A 0.1925 1.0124 1.0454 96.8412 
AY+15 N/A 1.0454 0.0000 0.0000 N/A 

Other Liability 

Discounted 
Cumulative Estimated Losses Unpaid Losses at Unpaid Losses Discount 
Losses Paid Paid Each Year YearEnd at Year End Factor 

Tax Year (0/0) (0/0) (0/0) (0/0) (0/0) 

AY+ 0 9.9737 9.9737 68.4086 90.0263 75.9874 
AY+ 1 21.8819 11.9082 60.6475 78.1181 77.6356 
AY+ 2 32.5583 10.6764 53.6438 67.4417 79.5409 
AY+ 3 41.4543 8.8960 48.0142 58.5457 82.0115 
AY+ 4 56.3583 14.9040 35.8074 43.6417 82.0485 
AY+ 5 71.6763 15.3180 22.3638 28.3237 78.9578 
AY+ 6 78.0397 6.3635 17.2755 21.9603 78.6670 
AY+ 7 82.2566 4.2168 14.0665 17.7434 79.2771 
AY+ 8 85.2754 3.0188 11.8818 14.7246 80.6934 
AY+ 9 87.4014 2.1260 10.4742 12.5986 83.1378 
AY+I0 N/A 2.1260 8.9734 10.4727 85.6836 
AY+ll N/A 2.1260 7.3730 8.3467 88.3341 
AY+12 N/A 2.1260 5.6665 6.2207 91.0905 
AY+13 N/A 2.1260 3.8469 4.0948 93.9461 
AY+14 N/A 2.1260 1.9066 1.9688 96.8412 
AY+15 N/A 1.9688 0.0000 0.0000 N/A 

Special Property (Fire, Allied Lines, Inland Marine, Earthquake, Glass, Burglary, and Theft) 

Discounted 
Cumulative Estimated Losses Unpaid Losses at Unpaid Losses Discount 
Losses Paid Paid Each Year Year End at Year End Factor 

Tax Year (0/0) (0/0) (0/0) (0/0) (0/0) 

AY+ 0 57.7817 57.7817 39.8533 42.2183 94.3982 
AY+ 1 88.3390 30.5573 10.9415 11.6610 93.8306 
AY+ 2 N/A 5.8305 5.6463 5.8305 96.8412 
AY+ 3 N/A 5.8305 0.0000 0.0000 N/A 

Auto Physical Damage 

Discounted 
Cumulative Estimated Losses Unpaid Losses at Unpaid Losses Discount 
Losses Paid Paid Each Year Year End at Year End Factor 

Tax Year (0/0) (0/0) (0/0) (0/0) (0/0) 

AY+ 0 84.1827 84.1827 15.2177 15.8173 96.2092 
AY+ 1 98.8697 14.6870 1.0606 1.1303 93.8306 
AY+ 2 N/A 0.5651 0.5473 0.5651 96.8412 
AY+ 3 N/A 0.5651 0.0000 0.0000 N/A 
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Fidelity, Surety, Financial Guaranty, Mortgage Guaranty 
Discounted 

Cumulative Estimated Losses Unpaid Losses at Unpaid Losses Discount 
Losses Paid Paid Each Year YearEnd at Year End Factor 

Tax Year (%) (%) (%) (%) (%) 

AY+ 0 25.1728 25.1728 68.7158 74.8272 91.8327 

AY+ 1 57.6281 32.4553 39.7578 42.3719 93.8306 

AY+ 2 N/A 21.1859 20.5167 21.1859 96.8412 
AY+ 3 N/A 21.1859 0.0000 0.0000 N/A 

Other (including Credit, Accident and Health) 

Discounted 
Cumulative Estimated Losses Unpaid Losses at Unpaid Losses Discount 
Losses Paid Paid Each Year YearEnd at Year End Factor 

Tax Year (%) (%) (%) (%) (%) 

AY+ 0 63.6725 63.6725 34.1976 36.3275 94.1369 
AY+ 1 88.8927 25.2202 10.4220 11.1073 93.8306 
AY+ 2 N/A 5.5536 5.3782 5.5536 96.8412 
AY+ 3 N/A 5.5536 0.0000 0.0000 N/A 

International (Composite) 
Discounted 

Cumulative Estimated Losses Unpaid Losses at Unpaid Losses Discount 
Losses Paid Paid Each Year YearEnd at Year End Factor 

Tax Year (%) (%) (%) (%) (%) 

AY+ 0 30.8006 30.8006 58.6213 69.1994 84.7137 
AY+ 1 56.9235 26.1229 35.5330 43.0765 82.4881 
AY+ 2 68.6906 11.7671 25.7379 31.3094 82.2050 
AY+ 3 76.7697 8.0791 19.1017 23.2303 82.2275 
AY+ 4 83.5336 6.7639 13.3837 16.4664 81.2783 
AY+ 5 88.9725 5.4390 8.6546 11.0275 78.4822 
AY+ 6 91.6218 2.6493 6.4927 8.3782 77.4953 
AY+ 7 93.4305 1.8087 5.0554 6.5695 76.9538 
AY+ 8 94.3638 0.9333 4.4269 5.6362 78.5443 
AY+ 9 95.0595 0.6957 4.0020 4.9405 81.0046 
AY+I0 N/A 0.6957 3.5490 4.2448 83.6078 
AY+ll N/A 0.6957 3.0659 3.5492 86.3851 
AY+12 N/A 0.6957 2.5509 2.8535 89.3943 
AY+13 N/A 0.6957 2.0016 2.1578 92.7611 
AY+14 N/A 0.6957 1.4160 1.4622 96.8412 
AY+15 N/A 1.4622 0.0000 0.0000 N/A 

Reinsurance A 

Discounted 
Cumulative Estimated Losses Unpaid Losses at Unpaid Losses Discount 
Losses Paid Paid Each Year Year End at Year End Factor 

Tax Year (%) (%) (%) (%) (%) 

AY+ 0 35.8044 35.8044 58.7668 64.1956 91.5432 
AY+ 1 72.2671 36.4628 25.0109 27.7329 90.1850 
AY+ 2 79.1294 6.8622 19.5830 20.8706 93.8306 
AY+ 3 N/A 10.4353 10.1057 10.4353 96.8412 
AY+ 4 N/A 10.4353 0.0000 0.0000 N/A 

Reinsurance B (Composite) 

Discounted 
Cumulative Estimated Losses Unpaid Losses at Unpaid Losses Discount 
Losses Paid Paid Each Year YearEnd at Year End Factor 

Tax Year (%) (%) (%) (%) (0/0) 

AY+ 0 30.8006 30.8006 58.6213 69.1994 84.7137 
AY+ 1 56.9235 26.1229 35.5330 43.0765 82.4881 
AY+ 2 68.6906 11.7671 25.7379 31.3094 82.2050 
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Discounted 
Cumulative Estimated Losses Unpaid Losses at Unpaid Losses Discount 
Losses Paid Paid Each Year Year End at Year End Factor 

Tax Year (%) (%) (%) (%) (%) 

AY+ 3 76.7697 8.0791 19.1017 23.2303 82.2275 
AY+ 4 83.5336 6.7639 13.3837 16.4664 81.2783 
AY+ 5 88.9725 5.4390 8.6546 11.0275 78.4822 
AY+ 6 91.6218 2.6493 6.4927 8.3782 77.4953 
AY+ 7 93.4305 1.8087 5.0554 6.5695 76.9538 
AY+ 8 94.3638 0.9333 4.4269 5.6362 78.5443 
AY+ 9 95.0595 0.6957 4.0020 4.9405 81.0046 
AY+I0 N/A 0.6957 3.5490 4.2448 83.6078 
AY+ll N/A 0.6957 3.0659 3.5492 86.3851 
AY+12 N/A 0.6957 2.5509 2.8535 89.3943 
AY+13 N/A 0.6957 2.0016 2.1578 92.7611 
AY+14 N/A 0.6957 1.4160 1.4622 96.8412 
AY+15 N/A 1.4622 0.0000 0.0000 N/A 

Reinsurance C 
Discounted 

Cumulative Estimated Losses Unpaid Losses at Unpaid Losses Discount 
Losses Paid Paid Each Year Year End at Year End Factor 

Tax Year (%) (%) (%) (%) (%) 

AY+ 0 23.0513 23.0513 69.1110 76.9487 89.8144 
AY+ 1 47.1565 24.1051 48.8016 52.8435 92.3512 
AY+ 2 73.1742 26.0177 25.1708 26.8258 93.8306 
AY+ 3 N/A 13.4129 12.9892 13.4129 96.8412 
AY+ 4 N/A 13.4129 0.0000 0.0000 N/A 

Miscellaneous Casualty (Composite) 

Discounted 
Cumulative Estimated Losses Unpaid Losses at Unpaid Losses Discount 
Losses Paid Paid Each Year Year End at Year End Factor 

Tax Year (%) (%) (%) (%) (%) 

AY+ 0 73.9503 73.9503 24.6750 26.0497 94.7226 
AY+ 1 93.7601 19.8099 5.8549 6.2399 93.8306 
AY+ 2 N/A 3.1199 3.0214 3.1199 96.8412 
AY+ 3 N/A 3.1199 0.0000 0.0000 N/A 

Long Lines (Composite) 

Discounted 
Cumulative Estimated Losses Unpaid Losses at Unpaid Losses Discount 
Losses Paid Paid Each Year Year End at Year End Factor 

Tax Year (%) (%) (%) (%) (%) 

AY+ 0 30.8006 30.8006 58.6213 69.1994 84.7137 
AY+ 1 56.9235 26.1229 35.5330 43.0765 82.4881 
AY+ 2 68.6906 11.7671 25.7379 31.3094 82.2050 
AY+ 3 76.7697 8.0791 19.1017 23.2303 82.2275 
AY+ 4 83.5336 6.7639 13.3837 16.4664 81.2783 
AY+ 5 88.9725 5.4390 8.6546 11.0275 78.4822 
AY+ 6 91.6218 2.6493 6.4927 8.3782 77.4953 
AY+ 7 93.4305 1.8087 5.0554 6.5695 76.9538 
AY+ 8 94.3638 0.9333 4.4269 5.6362 78.5443 
AY+ 9 95.0595 0.6957 4.0020 4.9405 81.0046 
AY+1O N/A 0.6957 3.5490 4.2448 83.6078 
AY+l1 N/A 0.6957 3.0659 3.5492 86.3851 
AY+12 N/A 0.6957 2.5509 2.8535 89.3943 
AY+13 N/A 0.6957 2.0016 2.1578 92.7611 
AY+14 N/A 0.6957 1.4160 1.4622 96.8412 
AY+15 N/A 1.4622 0.0000 0.0000 N/A 
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26 CFR 601.201: Rulings and determination let
ters 
(Also Part 1. Sections 832. 846; 1.832-4. 1.846-
1.) 

Rev. Proc. 96-45 

SEC. 1. PURPOSE 

This revenue procedure prescribes the 
salvage discount factors for the 1996 
accident year. These factors will be used 
for computing discounted estimated sal
vage recoverable under § 832 of the 
Internal Revenue Code. 

SEC. 2. BACKGROUND 

Section 832(b )(5)(A) requires that all 
estimated salvage recoverable (including 
that which cannot be treated as an asset 
for state accounting purposes) be taken 
into account in computing the deduction 
for losses incurred. Under § 832(b)
(5)(A), paid losses are to be reduced by 
salvage and reinsurance recovered dur
ing the taxable year. This amount is 
adjusted to reflect changes in discounted 
unpaid losses on nonlife insurance con
tracts and in unpaid losses on life 
insurance contracts. An adjustment is 
then made to reflect any changes in 
discounted estimated salvage recover
able and in reinsurance recoverable. 

Pursuant to § 832(b), the amount of 
estimated salvage is detennined on a 
discounted basis in accordance with pro
cedures established by the Secretary. 

SEC. 3. SCOPE 

This revenue procedure applies to any 
taxpayer that is required to discount 
estimated salvage recoverable under 
§ 832. 

SEC. 4. APPLICATION 

.01 The following tables present 
separately for each line of business the 
discount factors under § 832 for the 
1995 accident year. All the discount 
factors presented in this section were 
determined using the applicable interest 
rate under § 846( c) for 1996, which is 
6.63 percent, and by assuming all esti
mated salvage is recovered in the 
middle of each calendar year. See Rev. 
Proc. 91-48, 1991-2 C.B. 760, for back
ground regarding the tables. 

.02 These tables must be used by 
taxpayers irrespective of whether they 
elected to discount unpaid losses using 
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their own historical experience under 
§ 846. 

.03 Tables. 

Tables of Discount Factors 
Salvage Recoverable 

- 1996 -
Interest rate: 6.63 percent 

Homeowners/Fannowners 

Discount 
Factor 

Tax Year (%) 

AY+ 0 
AY+ 1 
AY+ 2 
AY+ 3 
AY+ 4 
AY+ 5 
AY+ 6 
AY+ 7 
AY+ 8 
AY+ 9 
AY+I0 
AY+ll 

92.4763 
87.0955 
88.2656 
89.1817 
89.7376 
88.9620 
89.6468 
89.0559 
89.1020 
91.8346 
94.5850 
96.8412 

Private Passenger Auto Liability/Medical 

Discount 
Factor 

Tax Year 

AY+ 0 
AY+ 1 
AY+ 2 
AY+ 3 
AY+ 4 
AY+ 5 
AY+ 6 
AY+ 7 
AY+ 8 
AY+ 9 
AY+I0 
AY+ll 
AY+12 

(%) 

90.2868 
89.7336 
89.6646 
89.1303 
88.1776 
86.8495 
85.2614 
85.7661 
87.0805 
89.7569 
92.5079 
95.2452 
96.8412 

Commercial Auto/Truck Liability/ 
Medical 

Tax Year 

AY+ 0 
AY+ 1 
AY+ 2 
AY+ 3 
AY+ 4 
AY+ 5 
AY+ 6 
AY+ 7 
AY+ 8 
AY+ 9 
AY+10 

Discount 
Factor 

(%) 

87.1701 
87.7685 
88.4244 
88.5467 
89.1220 
88.9736 
88.9483 
89.4420 
91.7885 
94.5428 
96.8412 

Workers' Compensation 

Tax Year 

AY+ 0 
AY+ 1 
AY+ 2 
AY+ 3 
AY+ 4 
AY+ 5 
AY+ 6 
AY+ 7 
AY+ 8 
AY+ 9 
AY+1O 
AY+ll 
AY+12 
AY+13 
AY+14 

Discount 
Factor 

(%) 

82.7268 
79.5557 
76.3837 
74.4253 
73.3432 
71.8077 
71.9321 
71.3830 
74.8434 
77.5606 
80.5270 
83.8070 
87.4975 
91.7536 
96.8412 

Commercial Multiple Peril 

Tax Year 

AY+ 0 
AY+ 1 
AY+ 2 
AY+ 3 
AY+ 4 
AY+ 5 
AY+ 6 
AY+ 7 
AY+ 8 
AY+ 9 
AY+1O 
AY+ll 
AY+12 
AY+13 
AY+14 

Medical Malpractice 

Tax Year 

AY+ 0 
AY+ 1 
AY+ 2 
AY+ 3 
AY+ 4 
AY+ 5 
AY+ 6 
AY+ 7 
AY+ 8 
AY+ 9 
AY+1O 
AY+ll 
AY+12 
AY+13 
AY+14 

Discount 
Factor 

(%) 

85.2519 
83.1303 
84.9284 
86.1844 
86.1858 
85.6710 
84.4217 
83.2276 
82.4887 
85.0017 
87.6150 
90.3275 
93.1260 
95.9349 
96.8412 

Discount 
Factor 

(0/0) 

72.3001 
74.7708 
76.6003 
78.1669 
78.2165 
76.1409 
75.2157 
78.2316 
81.8275 
84.3062 
86.8808 
89.5476 
92.2886 
95.0206 
96.8412 



Special Liability (Ocean Marine, Fidelity, Surety, Financial Guaranty, Reinsurance B (Composite) 
Aircraft (all Perils), Boiler and Mortgage Guaranty Discount 
Machinery) Discount Factor 

Discount 
Factor Tax Year (0/0) 

Factor 
Tax Year (0/0) Tax Year (0/0) 

AY+ 0 84.7137 

AY+ 0 88.9290 AY+ 0 84.0469 AY+ 1 82.4881 

AY+ 1 85.0004 AY+ 1 86.4207 AY+ 2 82.2050 

AY+ 2 82.9115 AY+ 2 87.7821 AY+ 3 82.2275 

AY+ 3 83.1827 AY+ 3 89.4142 AY+ 4 81.2783 

AY+ 4 83.2194 AY+ 4 91.0835 AY+ 5 78.4822 

AY+ 5 80.4607 AY+ 5 92.7170 AY+ 6 77.4953 

AY+ 6 83.4397 AY+ 6 93.9699 AY+ 7 76.9538 

AY+ 7 82.5788 AY+ 7 95.0086 AY+ 8 78.5443 

AY+ 8 74.8580 AY+ 8 96.8412 AY+ 9 81.0046 
AY+lO 83.6078 

AY+ 9 77.5737 Other (including Credit, Accident and AY+11 86.3851 
AY+I0 80.5381 
AY+ll 83.8157 

Health) AY+12 89.3943 

AY+12 87.5033 Discount AY+13 92.7611 

AY+13 91.7563 Factor AY+14 96.8412 

AY+14 96.8412 Tax Year (0/0) Reinsurance C 

Other Liability AY+ 0 89.9648 Discount 
Discount AY+ 1 91.7311 Factor 

Factor AY+ 2 92.9067 Tax Year (0/0) 
Tax Year (0/0) AY+ 3 94.5018 

AY+ 4 95.8377 AY+ 0 77.0244 
AY+ 0 75.9874 AY+ 5 96.8412 AY+ 1 80.3308 
AY+ 1 77.6356 AY+ 2 82.0405 
AY+ 2 79.5409 International (Composite) AY+ 3 83.8941 
AY+ 3 82.0115 AY+ 4 86.0620 
AY+ 4 82.0485 Discount AY+ 5 88.4270 
AY+ 5 78.9578 Factor AY+ 6 91.0715 
AY+ 6 78.6670 Tax Year (0/0) AY+ 7 93.8805 
AY+ 7 79.2771 AY+ 0 84.7137 AY+ 8 96.8412 
AY+ 8 80.6934 AY+ 1 82.4881 
AY+ 9 83.1378 AY+ 2 82.2050 Miscellaneous Casualty (Composite) 

AY+lO 85.6836 AY+ 3 82.2275 Discount 
AY+11 88.3341 AY+ 4 81.2783 Factor 
AY+12 91.0905 AY+ 5 78.4822 Tax Year (0/0) 
AY+13 93.9461 AY+ 6 77.4953 AY+ 0 85.0124 AY+14 96.8412 AY+ 7 76.9538 AY+ 1 86.9026 

Special Property (Fire, Allied Lines, 
AY+ 8 78.5443 AY+ 2 87.8050 
AY+ 9 81.0046 

Inland Marine, Earthquake, Glass, AY+lO 83.6078 
AY+ 3 89.0382 

Burglary, and Theft) AY+11 86.3851 
AY+ 4 90.2502 

Discount 
AY+12 89.3943 

AY+ 5 91.6718 
Factor AY+ 6 92.9603 

Tax Year (0/0) AY+13 92.7611 
AY+ 7 94.5573 

AY+14 96.8412 
AY+ 0 89.4016 AY+ 8 96.8412 

AY+ 1 91.1418 Reinsurance A Long Lines (Composite) 
AY+ 2 92.1391 Discount Discount AY+ 3 93.5634 Factor Factor AY+ 4 94.5558 Tax Year (0/0) Tax Year (0/0) AY+ 5 96.2074 
AY+ 6 96.8412 AY+ 0 77.0244 AY+ 0 84.7137 

AY+ 1 80.3308 AY+ 1 82.4881 
Auto Physical Damage AY+ 2 82.0405 AY+ 2 82.2050 

Discount AY+ 3 83.8941 AY+ 3 82.2275 
Factor AY+ 4 86.0620 AY+ 4 81.2783 

Tax Year (0/0) AY+ 5 88.4270 AY+ 5 78.4822 
AY+ 0 95.1966 AY+ 6 91.0715 AY+ 6 77.4953 
AY+ 1 95.6676 AY+ 7 93.8805 AY+ 7 76.9538 
AY+ 2 96.8412 AY+ 8 96.8412 AY+ 8 78.5443 

1996-2 C.B. 337 



Discount 
Factor 

Tax Year (%) 

AY+ 9 81.0046 
AY+1O 83.6078 
AY+ll 86.3851 
AY+12 89.3943 
AY+13 92.7611 
AY+14 96.8412 

26 CFR 601.105: Examination of returns and 
claims for refund. credit. or abatement; determina
tion of correct tax liability. (Also Part 1. § 42; 
1.42-14.) 

Rev. Proc. 96-46 

SECTION 1. PURPOSE 

This revenue procedure publishes the 
amounts of unused housing credit car
ryovers allocated to qualified states un
der § 42(h)(3)(D) of the Internal Rev
enue Code for calendar year 1996. 

SECTION 2. BACKGROUND 

Rev. Proc. 92-31, 1992-1 C.B. 775, 
provides guidance to state housing credit 
agencies of qualified states on the pro
cedure for requesting an allocation of 
unused housing credit carryovers under 
§ 42(h)(3)(D). Section 4.06 of Rev. 
Proc. 92-31 provides that the Internal 
Revenue Service will publish in the 
Internal Revenue Bulletin the amount of 
unused housing credit carryovers allo
cated to qualified states for a calendar 
year from a national pool of unused 
credit authority (the National Pool). This 
revenue procedure publishes these 
amounts for calendar year 1996. 

SECTION 3. PROCEDURE 

.01 The unused housing credit car
ryover amount allocated from the Na
tional Pool by the Secretary to each 
qualified state for calendar year 1996 is 
as follows: 

Qualified State 

Alabama 
Alaska 
Arizona 
California 
Colorado 
Connecticut 
Florida 
Hawaii 
Idaho 
Illinois 
Indiana 
Iowa 
Kansas 
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Amount 
Allocated 

$117,431 
16,867 

113,423 
874,843 
101,760 
91,156 

388,365 
32,816 
31,536 

327,102 
160,100 
78,742 
71,087 

Qualified State 

Kentucky 
Maine 
Maryland 
Massachusetts 
Michigan 
Minnesota 
Mississippi 
Missouri 
Nebraska 
Nevada 
New Hampshire 
New Jersey 
New Mexico 
New York 
Ohio 
Oregon 
Pennsylvania 
Rhode Island 
South Dakota 
Tennessee 
Utah 
Vermont 
Virginia 
Washington 
Wisconsin 

Amount 
Allocated 

106,520 
34,514 

139,336 
168,144 
264,309 
127,117 
74,288 

146,907 
45,174 
40,554 
31,647 

219,998 
46,037 

505,712 
309,011 
85,895 

335,453 
27,750 
20,068 

144,040 
53,107 
16,144 

182,367 
148,716 
141,451 

.02 When certain issues are resolved, 
qualified states may be entitled to an 
additional allocation from the 1996 Na
tional Pool. If it is determined that 
qualified states are entitled to an addi
tional allocation from the 1996 National 
Pool, the Service will publish the addi
tional amount allocated to each qualified 
state as quickly as feasible to enable the 
state to allocate the amount before the 
close of 1996. Unless the Service is 
notified by a qualified state that it does 
not wish an additional allocation before 
these amounts are published, the Service 
will assume that a qualified state wishes 
to receive an additional allocation. A 
qualified state should notify the Service 
that it does not wish an additional 
allocation from the 1996 National Pool 
by writing to the address published in 
Sec. 4.05 of Rev. Proc. 92-31, in which 
case the refused additional allocation 
can be allocated to other qualified states. 
Any additional amount that a qualified 
state fails to allocate before the close of 
1996 will not be considered in determin
ing whether a state qualifies for the 
1997 National Pool. 

SECTION 4. EFFECTIVE DATE 

This revenue procedure is effective 
for allocations of housing credit dollar 
amounts attributable to the National 
Pool component of a qualified state's 

housing credit ceiling for calendar year 
1996. 

26 CFR 601.201: Rulings and determination [et
ters. 
IAlso Part 1. §§ 561.562.852; 1.561-1. 1.562-2. 
1.852-1. 1.852-3) 

Rev. Proc. 96-47 

SECTION 1. PURPOSE 

This revenue procedure describes con
ditions under which distributions made 
to shareholders of a regulated invest
ment company (RIC) may vary and 
nevertheless be deductible as dividends 
under § 562 of the Internal Revenue 
Code. 

SECTION 2. BACKGROUND 

.01 Section 852(b)(2)(D) allows a 
RIC a deduction for dividends paid (as 
defined in § 561 with certain modifica
tions). Section 561 defines the deduction 
for dividends paid and applies the rules 
of § 562 to determine which dividends 
are eligible for the deduction for divi
dends paid. Section 562(c) provides that 
the amount of any distribution is not 
considered a dividend for purposes of 
computing the dividends paid deduction 
under § 561 unless the distribution is 
pro rata, does not prefer any share of 
stock of a class over any other share of 
stock of that same class, and does not 
prefer one class of stock over another 
class except to the extent that one class 
is entitled (without reference to waivers 
of their rights by shareholders) to the 
preference. 

.02 Many RICs have issued groups of 
shares that represent interests in the 
same portfolio of securities but have 
different arrangements for shareholder 
services or the distribution of shares or 
both. Because the fees for these arrange
ments and services may vary, sharehold
ers with equivalent investments in the 
same fund may receive different distri
butions. To permit open-end manage
ment investment companies to issue 
these groups of shares, the Securities 
and Exchange Commission (SEC) has 
adopted Rule 18f-3, 17 C.F.R. 
270.18f-3, under the Investment Com
pany Act of 1940, 15 U.S.c. 80a-1 to 
-64 (1940 Act). 

SECTION 3. SCOPE 

This revenue procedure applies to a 
corporation that meets all of the follow
ing requirements: 

.01 The corporation is described in 
§ 851(a) and § 851(b)(1). 



.02 Groups of shares of the corpora
tion have different arrangements for 
shareholder services or the distribution 
of shares or both (Qualified Groups). 
Expenses related to these arrangements 
are allocated to the Qualified Group of 
shares on behalf of which the expenses 
were incurred. The requirements in this 
subsection are to be interpreted in a 
manner consistent with the SEC's inter
pretation of analogous requirements in 
the rules under the 1940 Act. Thus, to 
determine whether groups of shares 
have different arrangements for share
holder services or the distribution of 
shares, see Rule 18f-3(a)(l)(i), 17 CFR 
270.l8f-3(a)(l )(i), and Exemptions for 
Open End Management Investment 
Companies Issuing Multiple Classes of 
Shares, Investment Company Act Re
lease No. 20,915, 60 Fed. Reg. 11,876 
at 11,878 (Mar. 2, 1995). 

.03 Advisory fees and other expenses 
related to the management of the corpo
ration's assets (including custodial fees 
and tax-return preparation fees) are allo
cated to all shares by net asset value, 
regardless of Qualified Group. 

.04 Expenses other than those de
scribed in section 3.02 and 3.03 (for 
example, transfer agency fees) that are 
incurred on behalf of one or more 
Qualified Groups in a different amount 
or at a different rate from the amount or 
rate at which the expense is incurred on 
behalf of one or more other Qualified 
Groups are allocated either by net asset 
value, regardless of Qualified Group, or 
on the basis of the amount incurred on 
behalf of each Qualified Group. 

.05 The rights and obligations of the 
shareholders of each Qualified Group 
are fixed in the corporation's organizing 
documents. Except as otherwise pro
vided in this revenue procedure, each 
Qualified Group is entitled to distribu
tions calculated under those documents 
in the same manner and at the same 
time as all other Qualified Groups. For 
purposes of this calculation, expenses 
are allocated under those documents to 
each Qualified Group at the same time 
as to all other Qualified Groups. 

.06 Each Qualified Group separately 
meets the requirements of § 67(c)(2)(B) 
(defining the required characteristics of 
shares of a publicly offered RIC). 

SECTION 4. PROCEDURE 

If variations in distributions to share
holders of different Qualified Groups 
exist solely as a result of the allocation 
of expenses in accordance with the 

applicable provisions of section 3 of this 
revenue procedure, those variations do 
not prevent the distributions from being 
dividends under § 562. 

SECTION 5. EFFECTIVE DATE 

This revenue procedure is effective 
September 6, 1996. 

26 CFR 601.602: Tax forms and instructions. 

Rev. Proc. 96-48 
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SECTION 6. CHANGES PERMIT
TED TO THE FORM 1040 
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SECTION 7. OTHER CHANGES 
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SECTION 8. ACCEPTABLE FOR
MATS FOR COMPUTER
GENERATED FORMS AND 
SCHEDULES 

SECTION 9. COMPUTER
GENERATED FORMS NOT 
SHOWN AS EXHIBITS IN THIS 
REVENUE PROCEDURE 

SECTION 10. INSTRUCTIONS 
FOR FORMATTING 
COMPUTER-GENERATED SUB
STITUTES 

SECTION 11. ADDITIONAL IN
STRUCTIONS FOR ALL FORMS 

SECTION 12. FILING SUBSTI
TUTE FORMS WITH THE SER
VICE 

SECTION 13. SPECIAL FORM 
1040EZ OPTICAL CHARACTER 
RECOGNITION (OCR) RE
QUIREMENTS 

SECTION 14. COMPUTER GEN
ERATED ALTERNATIVE RE
TURNS, 1040PC FORMAT RE
TURN 

SECTION 15. SPECIAL FORM 941 
REQUIREMENTS - OCR SPECI
FICATIONS 

SECTION 16. SPECIAL FORM 941 
REQUIREMENTS - BLACK AND 
WHITE SPECIFICATIONS 

SECTION 17. PAPER SUBSTI
TUTES FOR FORM 1042-S 

SECTION 18. SPECIFICATIONS 
FOR FILING SUBSTITUTE 
SCHEDULES K-l 

SECTION 19. PROCEDURES FOR 
PRINTING INTERNAL REV
ENUE SERVICE ENVELOPES 

SECTION 20. SPECIFICATIONS 
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SECTION 21. PROCEDURE FOR 
SUBSTITUTE FORM 5471 AND 
FORM 5472 

SECTION 22. FORMS FOR ELEC
TRONICALLY FILED RETURNS 

SECTION 23. FTD MAGNETIC 
TAPE PAYMENTS 

SECTION 24. EFFECT ON OTHER 
DOCUMENTS 

PART C. EXHIBITS 

EXHIBIT A-I. SCHEDULE A (Pre
ferred) 

EXHIBIT A-2. SCHEDULE A (Ac
ceptable) 

EXHIBIT B-1. SCHEDULE B (Pre
ferred) 

EXHIBIT B-2. SCHEDULE B (Ac
ceptable) 

EXHIBIT CG-A. SCHEDULE A 
(Computer generated) 

EXHIBIT CG-B. SCHEDULE B 
(Computer generated) 

EXHIBIT BW-l. FORM 941 - Ac
ceptable black and white substitute 

EXHIBIT BW-2. SCHEDULE B, 
Form 941 - Acceptable black and 
white substitute 

EXHIBIT L-l. LIST OF FORMS 
REFERRED TO IN REVENUE 
PROCEDURE 

EXHIBIT L-2. PAYMENT 
VOUCHER SPECIFICATIONS 

PART A. GENERAL 

SEC. 1. PURPOSE 

The purpose of this revenue proce
dure is to provide the general require
ments and conditions for the develop
ment, printing, and approval of all 
substitute tax forms to be acceptable for 
filing in lieu of official IRS produced 
and distributed forms. All IRS tax forms 
of the types identified in Section 2.03, 
whether or not specifically mentioned 
herein by title or form number, are cov
ered by this general revenue procedure. 
Certain unique, specialized forms re
quire the use of other additional revenue 
procedures to supplement this publica
tion (see Part A, Sections 15 and 16 for 
a list of revenue procedures). Persons 
wanting to submit substitute Forms W-2 
should first read Publication 1141, Gen
eral Rules and Specifications for Private 
Printing of Substitute Forms W-2 and 
W-3. 
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SEC. 2. SCOPE 
.01 The Service accepts quality sub

stitute tax forms that are consistent with 
the official forms they represent, and 
that do not have an adverse impact on 
our processing. The IRS Substitute 
Forms Program administers the formal 
acceptance and processing of these 
forms nationwide. While this program 
deals primarily with paper documents, it 
also interfaces with other processing and 
filing media such as magnetic tape, 
optical character recognition, electronic 
filing, etc., within a totally integrated 
tax administration system. 

.02 Only those substitute forms that 
comply fully with the requirements set 
forth herein are acceptable. 

.03 The following forms are covered 
by this revenue procedure: 

1 Tax returns and their related forms 
and schedules. 

2 Applications for permission to file 
returns electronically and forms submit
ted as required documentation for 
electronically-filed returns. 

3 Powers of Attorney. 
4 Estimated tax payment vouchers. 
5 Forms and schedules relating to 

partnerships, exempt organizations, and 
employee plans. 

.04 The following forms are not cov
ered: 

1 Federal Tax Deposit (FTD) cou
pons. 

2 Requests for information or docu
mentation initiated by the Service. 

3 Forms used internally by the Ser
vice. 

4 State tax forms. 
5 Forms developed by other agencies 

(except for Form TD F 90-22.1, Report 
of Foreign Bank and Financial Ac
counts). 

.05 Exhibit L-l lists the form num
bers mentioned in this document and 
their titles. 

.06 This revenue procedure is up
dated as required to reflect pertinent tax 
year form changes and to meet process
ing and/or legislative requirements. 

SEC. 3. NATURE OF CHANGES 

.01 Instructions for barcoding Forms 
1040A and related schedules and attach
ments, which appeared in Revenue Pro
cedure 95-46, have not been added to 
this procedure. While barcodes will ap
pear on the official forms, they are not 
required on substitute returns. 

.02 Statement of Intention for Form 
1040 processing deleted. 

.03 Payment vouchers for Forms 
1040, 941, 940, 940-EZ, 943, 945, and 
2290 are required for tax year 1996 
forms. 

.04 Minor revisions have been made 
to the addresses for the Substitute W-2 
Coordinator and the Employee Plans 
OCR Forms Coordinator. 

.05 References to OMB expiration 
dates have been deleted. These dates are 
being phased out as forms are revised. 

.06 Revision to preparer's informa
tion instructions. Preparer's data will 
now be preprinted on Page 2 of Form 
1040EZ. 

.07 Definition of conditional approval 
modified. Forms will not be accepted 
for conditional approval (i.e. based on 
drafts) after the final version has been 
published. 

.08 Requirement to have forms which 
are filed quarterly approved each quarter 
has been deleted. Quarterly forms must 
be approved during the year if the form 
has been revised. 

.09 Assignment of Forms Approval 
Number changed to assignment of 
Source Codes. 

.10 Non-tax material (e.g., logos, firm 
names) may not be printed anywhere 
along the top margin. 

.11 Paragraph referencing separate 
approval numbers for electronically filed 
returns deleted. 

.12 Printing specifications now re
quire that fill-in data (i.e. taxpayer en
tries) be no smaller than eight points in 
height. 

.13 Form 3975, Tax Practitioner An
nual Mailing List Application Update, 
may only be used to order Package X. 
Other publications may be ordered by 
phone. 

.14 The reproduction proof and 
reader list programs are being discontin
ued as of October 1, 1996. Additional 
information has been added regarding 
the IRIS Bulletin Board, the Internet, 
and tax forms on CD-ROM. 

.15 Graphics changes revised for 
Form 1040, Page 2. 

.16 Additional information has been 
added to the specifications for substitute 
envelopes. 

.17 The section on Form 945 require
ments for scanning has been deleted. 

.18 Reference added to Form 5471, 
Schedule J; reference deleted for Form 
5471, Schedule P. 

.19 The exhibit which lists the forms 
referenced in this document has been 
updated. 



.20 An exhibit showing the specifica
tions for payment voucher scanlines has 
been added. 

.21 Various editorial changes. 

SEC. 4. DEFINITIONS 

.01 Substitute Form. A tax form (or 
related schedule) that differs in any way 
from the official version and is intended 
to replace the entire form that is printed 
and distributed by the Service. This term 
also covers those approved substitute 
forms exhibited in this revenue proce
dure. 

.02 Printed (or Preprinted) Form. A 
form produced using conventional print
ing processes. Also, a printed form 
which has been reproduced by photo
copying or similar processes. 

. 03 Preprinted Pin-Fed Form. A 
printed form that has marginal perfora
tions for use with automated and high
speed printing equipment. 

.04 Computer-Prepared Substitute 
Form. A preprinted form in which the 
taxpayer's tax entry information has 
been inserted by a computer, computer
printer or other computer type equip
ment, such as word-processing equip
ment. 

.05 Computer-Generated Substitute 
Tax Return or Form. A tax return or 
form that is entirely designed and 
printed by the use of a computer printer, 
such as a laser printer, etc., on plain 
white paper. This return or form must 
conform to the physical layout of the 
corresponding Service form although the 
typeface may differ. The text should 
match the text on the officially-printed 
form as closely as possible; condensed 
text and abbreviations will be consid
ered on a case-by-case basis. Exception: 
All jurats (perjury statements) must be 
reproduced verbatim. 

.06 Manually-prepared form. A 
preprinted reproduced form in which the 
taxpayer's tax entry information is en
tered by an individual using a pen, 
pencil, typewriter, or other non
automated equipment. 

.07 Computer-Generated Answer 
Sheet Format Tax Return. A tax return 
that contains the taxpayer's significant 
line entries only, and is formatted three 
columns per page with tax form head
ings, a summary, and jurat. This return 
is printed on plain white paper using a 
computer printer. 

.08 Graphics. Those parts of a printed 
tax form that are not tax amount entries 
nor called-for information. Generally, 
these are line numbers, captions, shad-

ings, instructions, special indicators, 
borders, rules, and strokes created by 
typesetting, photographics, photocompo
sition, etc. 

.09 Acceptable Reproduced Form. A 
legible photocopy of an original form. 

.10 Supporting Statement (Supple
mental Schedule). A document providing 
detailed information to support an entry 
for a line(s) on an official or approved 
substitute form and filed with (attached 
to) a tax return. (A supporting statement 
is not a tax form and does not take the 
place of an official form, unless specifi
cally permitted elsewhere in this proce
dure.) 

.11 Specific Forms Terms. The fol
lowing terms are used throughout this 
revenue procedure in reference to all 
substitute forms, with the exception of 
the 1040PC "answer sheet format" tax 
return. 

1 Format. The overall physical ar
rangement and general layout of a sub
stitute form. 

2 Sequence. The same numeric and 
logical placement order of data, as re
flected on the official form version. 
Sequence is an integral part of the total 
format requirement. 

3 Line Reference (Code). The line 
numbers, letters or alpha-numerics used 
to identify each captioned line on the 
official forms; and printed to the imme
diate left of each caption or data entry 
field. 

4 Item caption. The textual portion of 
each line on the form, identifying the 
specific data elements required. 

5 Data Entry Field. All areas desig
nated on a form for the insertion of 
data, such as dollar amounts, quantities, 
responses, check-boxes, etc. 

SEC. 5. GENERAL REQUIREMENTS 
FOR APPROVAL 

.01 If you plan to change or modify 
any tax returns or forms per Section 
7.01 below, you can, without further 
approval, generate your own substitutes 
of the tax forms. See Agreement in 
Section 21. 

.02 If your changes are more exten
sive, you must get official approval 
before using substitute forms. These 
changes include the use of typefaces and 
sizes other than those found on the 
offical form and the condensing of line 
item descriptions to save space. 

.03 Schedules 
(a) Schedules are considered to be an 

integral part of a complete tax return 
when assigned consecutive page num-

bers and printed contiguously with page 
one of the return. Form 706, United 
States Estate (and Generation-Skipping 
Transfer) Tax Return, is an example of 
this situation, where Schedules A 
through S have pages numbered as part 
of the basic return. For a Form 706 to 
be approved, the entire form including 
Schedules A through S must be submit
ted. 

(b) However, Schedules I, 2, and 3 
of Form 1040A are examples of sched
ules that can be separately computer
generated. Although IRS-printed as a 
continuation of Form 1040A, none of 
these schedules have page numbers that 
require them to be filed with Form 
1040A, and may, therefore, be separated 
from Form 1040A and submitted as 
computer-generated substitute schedules . 

.04 The Service is continuing a pro
gram to identify and contact tax return 
preparers, forms developers, and soft
ware publishers who use or distribute 
unapproved forms that do not conform 
to this revenue procedure, and thus 
impede processing of the returns. 

SEC. 6. HIGHLIGHTS OF 
PERMITTED CHANGES AND 
REQUIREMENTS 

.01 METHODS OF REPRODUCING 
INTERNAL REVENUE SERVICE 
PRINTED TAX FORMS TO MAKE 
SUCH REPRODUCTIONS SUITABLE 
FOR USE AS SUBSTITUTE TAX 
FORMS WITHOUT PRIOR AP
PROVAL. 

1 You can photocopy most tax forms 
and use them instead of the official 
ones. The entire substitute form, includ
ing entries, must be legible. However, 
some Service forms should never be 
reproduced as photocopies, or submitted 
on carbon copies, for use as substitute 
forms. These forms are input through 
OCR scanning equipment and substi
tutes must meet the specifications found 
in Part B of this revenue procedure or 
the appropriate revenue procedure re
ferred to in Part A, Section 16. 

(a) Forms W-2, W-2G, W-2AS, 
W-2GU, W-3, 1096, 1098, 1099-A, 
1099-B, 1099-C, 1099-DIV, 1099-G, 
1099-INT, 1099-MISC, 1099-0ID, 
1099-PATR, 1099-R, 1099-S, 5498, 
8109, and S109-B are the major forms 
that fall in this excluded category. 

(b) Most of these forms have provi
sions for assessment of penalties for 
submitting non-OCR scannable substi
tute versions. For further information, 
see Publication 1179, Specifications for 

1996-2 C.B. 341 



Paper Document Reporting and Paper 
Substitutes for Forms 1096, 1098, 1099 
Series, 5498, and W-2G (revised annu
ally). 

(c) All payment vouchers (Forms 
940-V, 940-EZ(V), 941-V, 943-V, 
945-V, 1040-V, and 2290-V) must be 
reproduced. Substitute vouchers must be 
the same size as the officially printed 
vouchers. Vouchers that are prepared for 
printing on a laser printer may include a 
scanline. See Exhibit L-2 for scanline 
specifications. 

2 You can reproduce any current tax 
form as cut sheets, snapsets, and 
marginally-punched, pin-fed forms so 
long as you use an official Service 
version as the master copy. Official 
versions are supplied by the Service, 
such as those in the taxpayer's tax 
package, those printed in revenue proce
dures, and over-the-counter forms avail
able at IRS and other governmental 
public offices or buildings. Forms are 
also available on CD-ROM, and online 
via the IRS bulletin board and the 
Internet (see Sections 19 and 20). 

3 If you reproduce either Form 1040, 
1040A or 1040EZ as described in the 
preceding paragraph, you can adjust the 
graphics on specified areas to allow for 
computer-printed or word processor fill
in. Only the areas listed in Part B of this 
revenue procedure may be adjusted 
without specific prior approval. 

4 You can reproduce a "signature 
form" as a valid substitute form. Many 
tax forms (including returns) have a 
taxpayer signature requirement as part 
of the form layout. The jurat/perjury 
statement/signature line areas must be 
retained and worded exactly as on the 
official form. The requirement for a 
signature by itself does not prohibit a 
tax form from being properly computer
generated. 

5 You can computer-generate Answer 
Sheet Format Tax Returns on plain bond 
paper using IRS-accepted software for 
the 1040PC format for return types 
1040EZ, 1040, 1040A, and attachments, 
forms, and schedules. 

.02 THINGS YOU CANNOT DO TO 
INTERNAL REVENUE SERVICE 
PRINTED TAX FORMS TO MAKE 
THEM SUITABLE FOR USE AS SUB
STITUTE TAX FORMS. 

1 You cannot, without prior Service 
approval, change any Internal Revenue 
Service tax forms or use your own 
(non-approved) versions, unless specifi
cally permitted by this revenue proce
dure. 
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2 You cannot adjust any of the graph
ics on Forms 1040, 1040A and 1040EZ 
(except in those areas specified in Part 
B of this revenue procedure) without 
prior approval from the Service. 

3 You cannot use your own pre
printed label on tax returns filed with 
the Service, unless you fully comply 
with the exception criteria specified in 
Part A, Section 14.02. 

SEC. 7. APPROVAL 

.01 Basic Requirements. Preparers 
who desire to file substitute privately 
designed and printed tax forms and/or 
computer-generated and computer
prepared tax forms must develop such 
substitutes using these guidelines. These 
substitutes, unless excepted by revenue 
procedure, must be approved by the 
Service before being filed. A software 
developer who wants to market, distrib
ute, or use for its own clientele, a tax 
preparation package featuring the 
1040PC tax return format, must first file 
an application to participate in the pro
gram. Only after successfully fulfilling 
test requirements will a developer's soft
ware package be accepted by the Ser
vice to produce 1040PC tax returns. 

.02 Requests for Approval 
I The Service cannot grant final ap

proval of your substitute form until the 
official form has been published. How
ever, the Service usually releases ad
vance proof copies of selected major tax 
forms that are subject to further changes 
and OMB approval before their release 
in final format for printing and distribu
tion to the public. We encourage sub
mission of proposed substitutes of these 
advance proof forms, and will grant 
conditional approval based solely on 
these early proofs. These advance proofs 
are subject to significant change before 
forms are finalized. If these advance 
proofs are used as the basis for your 
substitute forms, you will be responsible 
for subsequently updating your final 
forms to agree with the final official 
version before use. These revisions need 
not be submitted for further approval. 
Conditional approval will not be granted 
after the final version of an official form 
is published. 

2 Submission of substitute forms 
must be based on the appropriate rev
enue procedures. There is a list in Part 
A, Section IS. Any alteration of forms 
must be within the limits acceptable to 
the Service. It is possible that, from one 
filing period to another, a change in law 
or a change in internal need (processing, 

audit, compliance, etc.) may change the 
allowable limits for the alteration of the 
official form. 

3 When specific approval of any sub
stitute form (other than those specified 
in 7.02.4 and 7.02.5 below, or forms for 
which different instructions are pub
lished in other revenue procedures) is 
desired, a sample of the proposed substi
tute should be forwarded for consider
ation by letter to the Internal Revenue 
Service, Attention: Substitute Forms 
Program Coordinator, T:FP:S, Room 
2712, 1111 Constitution Ave. NW, 
Washington, DC 20224. To expedite 
multiple forms approval, we prefer that 
your proposed forms be submitted in 
separate sets by return. For example, 
Forms 1040 and their normally related 
schedules or attachments should be sub
mitted separately from Forms 1120, 
1065,5500 Series, etc., if at all possible. 
Schedules and forms (e.g., Forms 3468, 
4136, etc.) that can be used with more 
than one type of return (e.g., 1040, 
1041, 1120, etc.) should be submitted 
only once for approval, regardless of the 
number of different tax returns with 
which they may be ultimately associ
ated. In addition, all pages of a multi
page form or return should be submitted 
in the same package. 

4 The following forms should not be 
submitted to IRS (or the Social Security 
Administration, if applicable) for spe
cific approval: W-2, W-3, 1096, 1098, 
1099 Series, 5498, and W-2G. If you 
are uncertain of any specification set 
forth in the appropriate revenue proce
dures and want that specification clari
fied, you may submit a letter citing the 
specification in question, your interpre
tation of that specification, and an ex
ample of the form to the following 
addresses: 

Forms W-2 and W-3: 
Internal Revenue Service 
Attn: Substitute Form W-2 Coordinator, 

CP:CO:SC:A 
1111 Constitution Avenue, NW, 

Room 7238 
Washington, DC 20224 

Forms 1096, 1098, 1099 Series, 5498, 
and W-2G: 

Internal Revenue Service 
Attn: IRP Coordinator, T:S:P:S 

(Salubria Building) 
1111 Constitution Avenue, NW 
Washington, DC 20224 

5 For Form 1040PC approval, see 
Part B, Section 14. For approval of 



OCR scannable application forms for 
Employee Plans, see Part B, Section 2l. 

6 As no Service office except the 
ones specified in this procedure are 
authorized to approve substitute forms, 
unnecessary delay may result if forms 
are sent elsewhere for approval. All 
forms submitted to any other office 
must be forwarded to the appropriate 
office for formal control, review, and 
official approval. No IRS office is au
thorized to allow deviations from this 
revenue procedure. 

7 The Service does not review or 
approve the logic of specific software 
programs, nor confirm the calculations 
entered on forms output from these 
programs that are submitted for ap
proval. The accuracy of the program 
itself remains the responsibility of the 
software package developer, distributor, 
or user. The Substitute Forms Program 
is primarily concerned with the pre
filing quality review of the final forms 
output, produced by whatever means, 
that are expected to be processed by 
IRS field offices. For the above reasons, 
it is suggested that you submit forms 
without including any "taxpayer" infor
mation such as names, addresses, mon
etary amounts, etc. 

. 03 When to Send Proposed Substi
tutes. Proposed substitutes which are 
required to be submitted per this Rev
enue Procedure should be sent to the 
address listed in .02 above, as much in 
advance of the filing period for the form 
as possible. This is to allow adequate 
time for analysis and response. 

.04 Accompanying Statement. When 
the sample substitute is submitted, there 
should be an accompanying statement 
that lists the form number of each 
substitute requested and detail those 
items that deviate from the official form 
in position, arrangement, appearance, 
line numbers, additions, deletions, etc. 
Included with each of the items should 
be a detailed reason or justification for 
the change and an approximation of the 
number of forms expected to be filed. 

.05 Approval/Non-Approval Letter. 
The Service will send either a formal 
letter of approval/non-approval or, when 
provided by the originator, a checksheet 
for the forms included in the package, 
provided no lengthy explanations are 
required. Approval letters may contain 
qualifications for use of the substitutes. 
Non-approval letters may specify the 
changes required for approval, but also 
may require resubmission for approval. 
Telephone contact is used when pos
sible. 

.06 Duration of Approval 
1 Most signature tax returns and 

many of their schedules and related 
forms have the tax (liability) year 
printed in the upper right hand comer. 
Approvals for these forms are usually 
good for one calendar year (January 
through December of the year of filing) 
or, in the case of corporation tax forms 
(with the exception noted below), for 
the remainder of the quarters in the 
calendar year. Quarterly tax forms in the 
94X series require approval for any 
quarter in which the form has been 
revised. 

2 If the preprinted year is the only 
change made to a form described in 1 
above, the form for the upcoming year 
is not subject to review. Otherwise each 
new filing season requires a new ap
proval. Limited continued use of a 
change approved for one tax year may 
be allowed for the same form in the 
following tax year. See .07 below for 
the limitations and for other require
ments. Examples of such changes are 
the use of abbreviated words, revised 
form spacing, compressed text lines, 
shortened captions, etc., which do not 
change the consistency of lines or text 
on the official forms. 

3 Other forms may have expiration 
dates displayed in the upper right hand 
comer. Approval of these forms is usu
ally valid through the expiration date. 
Occasionally, these forms or their in
structions will be revised before the 
expiration date. If substantial change is 
made to the form, new substitutes must 
be submitted for approval. If the expira
tion date changes due to revisions to the 
instructions, minor editorial changes to 
the form or to extend the date without 
revision to the form, it is not subject to 
review. 

.07 Limited Continued Use of an Ap
proved Change 

I If you received written approval of 
a previous tax year substitute form gov
erned by this revenue procedure and 
continue to use the approved change on 
your current tax year substitute form, 
you may revise your form to include 
this change and, without additional writ- . 
ten approval, use it as a current tax year 
substitute form, provided you comply 
with the requirements in this revenue 
procedure. See exception in 3 below. 

2 If you received written approval for 
a specific change on a specific form last 
year, such as deleting the vertical lines 
used to separate dollars and cents on 
some form'> and schedules e.g., Sched
ules A & B of Form 1040, you may 

again make the same change on the 
same form this year if the item changed 
is present on this year's official form. 
Thus, the change aIJowed in last year's 
approved substitute Schedule A, for ex
ample, can be continued in your new 
substitute for this year. The new substi
tute does not have to be sent to the IRS 
and written approval is not required. 
However, the new substitute must con
form to the official current year IRS 
form in other respects: date, Office of 
Management and Budget (OMB) ap
proval number, attachment sequence 
number, Paperwork Reduction Act No
tice Statement, arrangement, item cap
tion, line number, line reference, data 
sequence, etc. It must also comply with 
this revenue procedure-which may 
have eliminated, added to, or otherwise 
changed the guideline(s) which affected 
the change approved last year. Addition
ally, you will be bound by the "Agree
ment" in Section 21. 

3 Exception: Those written approvals 
which state that the approved change or 
form would not be aIJowed in any other 
tax year, or for a temporary, limited, or 
interim approval pending resolution of a 
failure to meet one or more Service
prescribed requirements . 

4 This authorization for continued 
use of an approved change is limited to 
the continuation of design logic from an 
immediately prior tax year substitute 
form to a current tax year substitute 
form. 

.08 Requested Copies. Generally, you 
must send us one copy of each form 
being submitted for approval. However 
if you are producing forms for different 
computer systems (e.g., IBM (or com
patible) vs. MacIntosh) or different 
types of printers (laser vs. dot matrix), 
and these forms differ significantly in 
appearance, submit one copy for each 
type of system or printer. 

.09 Responsibility. Following the re
ceipt of initial approval for a substitute 
forms package, or of a software output 
program to print substitute forms, it is 
the responsibility of the originator (de
signer or distributor) to provide each 
subsequent client firm or individual with 
the pertinent Service forms requirements 
which must be met for continuing ac
ceptability. Examples of this responsibil
ity include the use of prescribed print 
paper, font size, legibility, state tax data 
deletion, the legal requirements of the 
Paperwork Reduction Act Notice for 
informing all users of substitute forms 
of the official use and collection re-
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quirements stated in the instructions for 
the official IRS forms, completion of 
documents, etc. 

.10 Source code (formerly) Forms 
Approval Number. The Substitute Forms 
Program Coordinator Office, T:FP:S, 
will assign a unique source code to each 
firm that submits substitute paper forms 
for approval. This will be a permanently 
assigned control number that should be 
used on every form created by a particu
lar firm. 

1 This number should be printed at 
the bottom left margin area on the first 
page of every approved substitute paper 
form. 

2 The source code for paper returns 
consists of three alpha characters. 

3 This number should not be used on 
optically scanned (OCR) forms, except 
for certain specified Forms lO40-ES. 

SEC. 8. OFFICE OF MANAGEMENT 
AND BUDGET (OMB) 
REQUIREMENTS FOR ALL 
SUBSTITUTE FORMS 

.01 Legal Requirements of the Paper
work Reduction Act of 1995 (" Act"). 
Public Law 104-13 requires that: (1) 
OMB approve all Service tax forms that 
are subject to the Act; (2) each IRS 
form contains (in the upper right comer) 
the OMB number, if any; and, 3) each 
IRS form (or its instructions) states why 
IRS is the information, how it will be 
used, and whether or not the information 
is required to be furnished. This infor
mation must be provided to every user 
of any official or substitute tax forms. 

.02 Application of Act to Substitute 
Forms. 

10MB Number Is Required. All sub
stitute forms must contain in the upper 
right comer (see marginal Printing, Part 
A, Sec. 13.02.1(c» the OMB number 
that is on the official form. 

2 Format Required - OMB No. 
XXXX-XXXX (Preferred) or OMB # 
XXXX-XXXX. 

3 Required Explanation to Users of 
Substitute Forms. You must also inform 
the users of your substitute forms of the 
Service use and collection requirements 
stated in the instructions for the official 
Service form. 

(a) If you provide your users or cus
tomers with the official IRS instructions, 
page I of each form must retain either 
the Paperwork Reduction Act Notice, or 
a reference to it as on the official forms 
(usually in the lower left comer of the 
forms). 
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(b) If the Service instructions are not 
provided to users of your forms, the 
exact text of the Paperwork Reduction 
Act Notice must be furnished on the 
form or separately. This notice reads, in 
part, "We ask for this information to 
carry out the Internal Revenue laws of 
the United States. You are required to 
give us the information. We need it to 
insure that you are complying with these 
laws and to allow us to figure and 
collect the right amount of tax .... " You 
must also include a copy of the alterna
tive statement provided to users of your 
forms with the forms you submit for 
approval. 

.03 Obtaining OMB Number and No
tice. The OMB number and Paperwork 
Reduction Act Notice may be obtained 
from the official printed form (or its 
instructions), any format produced by 
the Service (e.g. CD or BBS download) 
or directly from the Service. 

SEC. 9. GENERAL GUIDELINES 

.01 The Official Form is the Stan
dard. Because a substitute form is a 
variation from the official form, you 
should know the requirements of the 
official form for the year of use before 
you modify it to meet your needs. The 
Service provides several means of ob
taining the most frequently used tax 
forms. These include the sale of a 
CD-ROM, and access to an electronic 
forms bulletin board (See Part A, Sec
tion 17-19). 

.02 Design. Each form must follow 
the design of the official form as to 
format arrangement, item caption, line 
numbers, line references, and sequence. 

.03 State Tax Information Prohibited. 
State tax information must not appear 
(be visible) on the federal tax return or 
associated form or schedule which is 
filed with the Internal Revenue Service, 
except where amounts are claimed on or 
required by the federal return, e.g., line 
5, Schedule A (Form 1040). (See Part A, 
Sec. 14.03 Block Out Methods.) 

.04 Federal and State Columns. When 
a form is designed with both federal and 
state columns, the federal column must 
be to the left of the state column and 
adjacent to the line caption. Again, state 
tax information must not be on a federal 
tax form. 

.05 Vertical Alignment of Amount 
Fields. 

I When a form is to be computer
prepared, you may remove the vertical 
line in the amount field that separates 
dollars from cents. When a form is to be 

computer-generated, vertically align the 
amount entry fields where possible. You 
must also use one of the ten-character 
amount formats shown in Part B, Sec . 
3.04. 

2 If the possibility exists that a form 
may be manually prepared, the federal 
column must have a vertical line or 
some type of indicator in the amount 
field to separate dollars from cents if the 
official form has a vertical line. The 
cents column must be at least 2/10 inch 
wide. 

.06 Attachment Sequence Number. 
Please note that most individual income 
tax forms have an "attachment sequence 
number" located just below the year 
designation in the upper right comer of 
the form. The Service uses this number 
to indicate the order in which forms are 
to be attached to the tax return so they 
may be processed in that order. On 
computer-prepared forms it must be 
printed in no less than 12-point bold
face type and centered below the form's 
year designation. On computer-generated 
forms, place the sequence number fol
lowing the year designation for the tax 
form and separate with an asterisk. It is 
not necessary to duplicate the "Attach
ment Sequence Number" wording, ex
cept for the actual number. (See Forms 
Exhibits at end of this Revenue Proce
dure.) 

.07 Attachment Sequence Numbers 
Required. The attachment sequence 
number is required on most IRS forms. 
Please note that some of the numbers 
necessarily change each year. The spe
cific sequence numbers used on official 
IRS forms must be duplicated on the 
representative substitute form. If a se
quence number is not provided on the 
official form, it is not required on a 
substitute of that form either. 

.08 Paid Preparer's Information and 
Signature Area. On Forms 1040EZ, 
1040A, 1040, and 1120, etc., the "Paid 
Preparer's Use Only" area may not be 
rearranged or relocated. You may, how
ever, add three extra lines to the paid 
preparer's address area without prior 
approval. This applies to other tax forms 
as well. Please note that the preparer's 
area on Form 1040EZ is on the bottom 
of Page 2. Substitute Forms 1040EZ 
with the preparer area on Page 1 or in a 
different location on Page 2 will not be 
accepted. 

.09 Assembly of Forms. If develop
ing software or forms for use by others, 
please inform your customers/clients 
that the order in which the forms are 
arranged may affect the processing of 



the package. A return must be arranged 
in this order: (1) the tax return, (2) 
Form 1040: schedules and forms in 
sequence number order; all others 
(Forms 1120, 1120S, 1065, lO41, etc.): 
lettered schedules (Schedule D, etc.) in 
alphabetical order and numbered forms 
in numerical order (Forms 2220, 4626, 
etc.), (3) supporting statements in the 
same sequence as the forms they sup
port, and (4) additional information re
quired or voluntarily submitted. In this 
way, they are received in the order in 
which they must be processed. If you do 
not send them to us in this order, the 
Service has to delay the return package 
to disassemble them and place them in 
this order before processing is contin
ued. 

SEC. 10. PHYSICAL ASPECTS AND 
REQUIREMENTS: PAPER 

.01 Paper Content. The paper must 
be: 

1 Chemical wood writing paper that 
is equal to or better than the quality 
used for the official form; 

2 at least 18 pound (11" x 22", 500 
sheets) or 

3 at least 50 pound offset book (25" 
x 38", 500 sheets). 

.02 Paper Prohibited. Carbon-bonded 
paper is prohibited from use for all 
substitute forms filed with the Service. 

. 03 Paper with Chemical Transfer 
Properties - Limited Use. Chemical 
transfer paper for all substitute forms 
may be used only when the following 
specifications are met. 

1 Each ply within the chemical trans
fer set of forms must be labeled. 

2 Only the top ply (ply one and 
white in color), the one which contains 
chemical on the back only (coated 
back), may be filed with the Service. 
For example, a set containing three plies 
would be constructed as follows: ply 
one (coated back), "Federal Return, File 
with IRS"; ply two (coated front and 
back), "Taxpayer's copy", and ply three 
(coated front), "Preparer's copy." 

3 The file designation, "Federal Re
turn, File with IRS," for ply one must 
be printed in the bottom right margin 
Uust below the last line of the form) in 
12-point, bold-face type. It is not man
datory, but recommended, that the file 
designation, "Federal Return, File with 
IRS," be printed in a contrasting ink for 
visual emphasis. 

4 Carbon Paper. We prefer that you 
do not attach any carbon paper to any 
return you file with the Service. 

.04 Paper and Ink Color. We prefer 
that the color and opacity of paper 
substantially duplicates that of the origi
nal form. This means that your substi
tute must be printed in black ink and 
may be on white or on the color paper 
the Service form is printed on. (See Part 
B for exceptions regarding scannable 
documents). Forms 1040A and lO40 
substitute reproductions may be in black 
ink without the colored shading. The 
only exception to this rule is Form 
1041-ES, which should always be 
printed with a very light gray shading in 
the color screened area. This is neces
sary to assist us in expeditiously sepa
rating this form from the very similar 
Form lO40-ES. 

.05 Page Size. Substitute or repro
duced forms and computer prepared/ 
generated substitutes may be the same 
size as the official form (8" x II", in 
most cases) or they may be the standard 
commercial size (81/2" x 11") exclusive 
of pin-feed holes. The thickness of the 
stock cannot be less than .003 inch. 

SEC. 11. PHYSICAL ASPECTS AND 
REQUIREMENTS: PRINTING 

.01 Printing Medium. The private 
printing of all substitute tax forms must 
be by conventional printing processes, 
photocopying, computer-graphics, or 
similar reproduction processes. 

.02 Legibility . 
1 All forms must have a high stan

dard of legibility, both as to printing and 
reproduction and as to fill-in matter. 
Entries of taxpayer data may be no 
smaller than eight points. 

2 The Service reserves the right to 
reject those with poor legibility. The ink 
and printing method used must ensure 
that no part of a form (including text, 
graphics, data entries, etc.) develops 
"smears" or similar quality deteriora
tion, including any subsequent copies or 
reproductions made from an approved 
master substitute form, either during 
preparation or during Service process
ing. 

.03 Type Font. Many federal tax 
forms are printed using "Helvetica" as 
the basic type font. We request that you 
use this type font when composing 
substitute forms. 

.04 Print Spacing. Substitute forms 
should be printed using a 6 lines/inch 
vertical print option. They should also 
be printed horizontally in 10 pitch pica 
(i.e., lO print characters per inch) or 12 
pitch elite (i.e., 12 print positions per 
inch). 

.05 Image Size. The image size of 
printed substitute forms should be as 
close as possible to that of the official 
form. You may omit any text on both 
computer-prepared and computer
generated forms that is solely instruc
tional. 

.06 Title Area Changes. To allow a 
large top margin for marginal prIntmg 
and more lines per page (see Sec. 13 
below), the title line(s) for all substitute 
forms (not including the form's year 
designation and sequence number, when 
present), may be photographically re
duced by 40 percent or reset as one line 
of type. When reset as one line, the type 
size may be no smaller than 14-point. 
You may omit "Department of the Trea
sury, Internal Revenue Service" and all 
reference to instructions in the form's 
title area. 

.07 Remove Government Printing Of
fice Symbol. When privately printing 
substitute tax forms, the Government 
Printing Office symbol and/or jacket 
number must be removed. In the same 
place, using the same type size, print the 
Employer Identification Number (EIN), 
the Social Security Number (SSN) of 
the printer or designer, or the IRS 
assigned source code. (We prefer this 
last number be printed in the lower left 
area of the first page of each form.) 
Also remove the IRS Catalog Number, 
if one is present in the bottom center 
margin, and the Recycle Symbol, if the 
substitute is not produced on recycled 
paper. 

.08 Printing On One Side of Paper. 
While it is preferred that both sides of 
the paper be used for substitute and 
reproduced forms, resulting in the same 
page arrangement as that of the official 
form or schedule, the Service will not 
object if only one side of the paper is 
used. 

.09 Photocopy Equipment. The Ser
vice does not undertake to approve or 
disapprove the specific equipment or 
process used in reproducing official 
forms. Photocopies of forms must be 
entirely legible and satisfy the condi
tions stated in this and other revenue 
procedures. 

.10 Reproductions. Reproductions of 
official forms and substitute forms 
which do not meet the requirements of 
this revenue procedure may not be filed 
instead of the official forms. I\legible 
photocopies are subject to being re
turned to the filer for resubmission of 
legible copies. 

.II Removal of Instructions. You may 
remove all references to instructions. No 
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prior approval is needed. One exception 
is that the statement, "For Paperwork 
Reduction Act Notice, See Instructions", 
must be retained or a similar statement 
provided on each form. 

SEC. 12. PHYSICAL ASPECTS AND 
REQUIREMENTS: MARGINS 

.01 Margin Size. 
1 The format of a reproduced tax 

return when printed on the page must 
have margins on all sides at least as 
large as the margins on the official 
form. This allows room for Service 
employees to make the necessary entries 
on the form during processing. 

2 A one-half to one-quarter inch mar
gin must be maintained across the top, 
bottom, and both sides (exclusive of any 
pin-fed holes) of all computer-generated 
substitutes. The margin area is also used 
by Service employees to make necessary 
entries on the form during processing. 

3 The marginal, perforated strips con
taining the pin-fed holes must be re
moved from all forms prior to filing 
with the Service. 

.02 Marginal Printing. 
1 Non-Tax Material Allowed in Lim

ited Areas. 
(a) Printing is never allowed in the 

top margin of the tax return form (i.e., 
Forms 1040, 1040A, 1040EZ, 1120, 
940, 941, 5500 Series, etc.). The Service 
uses this area to imprint a Document 
Locator Number and a DPS Unique 
Submission Identifier for each return. 

(b) With the exception of the actual 
tax return forms (i.e., Forms 1040, 
lO40A, 1040EZ, 1120, 940, 941, etc.), 
you may print in the left vertical margin 
and in the left half of the bottom 
margin, except for the substitute forms 
source code, which must be placed in 
the lower left area of Page 1. 

2 Prior Approval Not Required. Prior 
approval is not required for the marginal 
printing allowed in 1 above when 
printed on an official form, on a photo
copy of an official form, or on an 
(unchanged) IRS reproduction proof. 

3 Prior Approval Required. The mar
ginal printing allowance in I above is 
also the guide for the preparation of 
acceptable substitute forms. There is no 
exception to the requirement that no 
printing is allowed in the top margin of 
the tax return form. 

SEC. 13. EXAMPLES OF 
APPROVED FORMATS 

.01 Examples. Two sets of exhibits 
(Exhibits A-I, B-1, A-2 and B-2) are 
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at the end of this revenue procedure. 
These are examples of how the guide
lines in this revenue procedure may be 
used in some specific cases. Vertical 
spacing is six (6) lines to the inch. 
These examples are from a prior year 
and are not to be used as substitute 
forms. 

.02 No State Tax Information. No 
state tax information can appear on 
these forms when filed with the Form 
1040. The state column may be present 
but the state tax information must not be 
visible when filed with the Service. We 
prefer that the entire state column be 
completely blocked out. 

.03 BLOCK OUT METHODS. A 
suggested method to block out state tax 
information is: (I) place the substitute 
form in a clear plastic folder, (2) on the 
folder, place a strip of opaque material 
the exact width and length of the col
umn you wish to block out, then (3) 
photocopy the substitute form while still 
in the folder. The result will be a form 
with only the federal tax information 
visible. Another method is to take a 
black marking pen and, using either 
vertical or horizontal strokes, cross out 
the state figures. Carbon interleaved sets 
may be used where the amounts entered 
in the state column are filled in with 
black carbon overprint. This copy may 
be filed with the return. 

.04 Examples of acceptable compu
ter-generated formats are also shown in 
the Exhibits section of this revenue 
procedure. The exhibits are for Sched
ules A and B. Vertical spacing is six (6) 
lines to the inch. You may also refer to 
them as examples of how the guidelines 
in this revenue procedure may be used 
in specific cases. 

I A combination of upper and lower 
case print fonts is acceptable in produc
ing the computer-generated forms in
cluded in this procedure. 

2 This same logic for computer
generated forms can be applied to any 
Service form that is normally reproduc
ible as a substitute form, with the excep
tion of tax return forms as discussed 
elsewhere. 

SEC. 14. SPECIFICATIONS FOR 
FILING SUBSTITUTE FORMS 

.01 Filing Substitute Forms. To be 
acceptable for filing, a substitute return 
or form must print out in a format that 
will allow the party submitting the re
turn to follow the same instructions as 
for filing official forms. These instruc
tions are in the taxpayer's tax package, 

or in the related form instructions. The 
form must be on the appropriate size 
paper, be legible, and include a jurat 
where one appears on the published 
form. 

I Note to software publishers: The 
Service has received returns produced 
by software packages with approved 
output where either the form heading 
was altered or the lines were spaced 
irregularly. This produces an illegible or 
unrecognizable return or a return with 
the wrong number of pages. We realize 
that many of these problems are caused 
by individual printer differences but 
they may delay input of return data and, 
in some cases, generate correspondence 
to the taxpayer. Therefore, in the in
structions to the purchasers of your 
product, both individual and profes
sional, please stress that their returns 
will be processed more efficiently if 
they are properly formatted. This in
cludes: 

(a) having the correct form numbers 
and titles at the top of the return and 

(b) submitting the same number of 
pages as if the form were an official 
IRS form, with the line items on the 
proper pages. 

.02 Use Preaddressed Internal Rev
enue Service Label. If you are a practi
tioner filling out a return for a client or 
a software publisher who prints instruc
tion manuals, stress the use of the 
preaddressed label provided in the tax 
package the Service sent to the taxpayer, 
when available. The use of this label (or 
its precisely duplicated label informa
tion) is extremely important for the 
efficient, accurate, and economical pro
cessing of a taxpayer's return. Labeled 
returns indicate that a taxpayer is an 
established filer and permits us to auto
matically accelerate processing of those 
returns. This results in quicker refunds, 
accurate names/addresses and postal de
liveries, and less manual review by IRS 
functions. 

1 If you are producing a software 
package that generates name and ad
dress data onto the tax return, do not 
under any circumstances program either 
the Service preprinted check digits or a 
practitioner-derived Name Control to ap
pear on any return prepared and filed 
with the Service. 

3 If programming to print forms, use 
only the following label information 
format for single filers: 

000-0(0)000 
JOHN Q. PUBLIC 
310 OAK DRIVE 
HOMETOWN, STATE 94000 



4 Use only the following information 
for joint filers: 

000--00--0000 000-00-0000 
JOHN Q. PUBLIC 
MARY I. PUBLIC 
310 OAK DRIVE 
HOMETOWN, STATE 94000 

SEC. 15. GUIDANCE FROM OTHER 
REVENUE PROCEDURES 

.01 Guidance for the substitute tax 
forms not covered in this revenue proce
dure and the revenue procedures which 
govern their use, are as follows: 

I Revenue Procedure 94-79, IRS 
Publication 1355, Requirements and 
Conditions for the Reproduction, Private 
Design, and Printing of Substitute Forms 
1040-ES. 

2 Revenue Procedures 96-24 and 96-
24a, IRS Publication 1141, General 
Rules and Specifications for Private 
Printing of Substitute Forms W-2 and 
W-3. 

3 Revenue Procedure 96-42, IRS 
Publication 1179, Specifications for Pa
per Document Reporting and Paper Sub
stitutes for Forms 1096, 1098, 1099 
Series, 5498, and W-2G. 

4 Revenue Procedure 96-11 , IRS 
Publication 1187, Specifications for Fil
ing Form 1042-S, Foreign Person's U.S. 
Source Income Subject to Withholding, 
on Magnetic Tape. 

5 Revenue Procedure 96-36, IRS 
Publication 1220, Specifications for Fil
ing Forms 1098, 1099, 5498, and W-2G 
Magnetically or Electronically. 

6 Revenue Procedure 95-18, IRS 
Publication 1223, Specifications for Pri
vate Printing of Substitute Forms W-2c 
and W-3c. 

SEC. 16. ORDERING 
PUBLICATIONS 

.01 In 1996, Form 3975, Tax Practi
tioner Annual Mailing List Application! 
Update, which is available in Publica
tion 1045, Information for Tax 
Practitioners, may be only be used to 
order Package X, Informational Copies 
of Tax Forms and Instructions. The 
revenue procedures listed below may be 
ordered by calling 1-800-TAX-FORM 
(1-800-829-3676). Identify the re
quested document by IRS publication 
number. The following publications ad
dress the filing of substitute forms, as 
well as documents on magnetic tape: 

1 Pub. 1141, the revenue procedure 
on specifications for private printing for 
Forms W-2 and W-3. 

2 Pub. 1167, the revenue procedure 
on substitute printed, computer-prepared, 
and computer-generated tax forms and 
schedules. 

3 Pub. 1179, the revenue procedure 
on paper substitute information returns 
(Forms 1096, 1098, 1099 series, 5498, 
and W-2G). 

4 Pub. 1192, Catalog of Reproducible 
Forms and Instructions. 

5 Pub. 1220, the revenue procedure 
on electronic or magnetic tape and mag
netic diskette reporting for information 
returns (Forms 1098, 1099 series, 5498, 
and W-2G). 

6 Pub. 1223, the revenue procedure 
on substitute Forms W-2c and W-3c. 

7 Pub. 1239, Specifications for Filing 
Form 8027, Employer's Annual Infor
mation Return of Tip Income and Allo
cated Tips, on Magnetic Tape. 

8 Pub. 1245, Magnetic Tape Report
ing for Forms W-4. 

9 Pub. 1345, Handbook for Elec
tronic Filers of Individual Income Tax 
Returns (Tax Year 1996). (This is an 
annual publication; tax year is subject to 
change.) 

10 Pub. 1345-A, Handbook for Elec
tronic Filers of Individual Income Tax 
Returns (Tax Year 1996). This publica
tion, printed in the late fall, supplements 
Publication 1345. 

11 Pub. 1355, the revenue procedure 
on the requirements for substitute Form 
I040-ES. 

.02 If you are mailing your order, the 
address to use is determined by your 
location. If you are located in: 

I Alaska, Arizona, California, Colo
rado, Hawaii, Idaho, Kansas, Montana, 
Nevada, New Mexico, Oklahoma, Or
egon, Utah, Washington, Wyoming, 
Guam, Northern Marianas, or American 
Samoa, mail your request to: 
Western Area Distribution Center 
Rancho Cordova, CA 95743-0001 
2 Alabama, Arkansas, Illinois, Indiana, 
Iowa, Kentucky, Louisiana, Michigan, 
Minnesota, Mississippi, Missouri, Ne
braska, North Dakota, Ohio, South Da
kota, Tennessee, Texas, or Wisconsin, 
mail your request to: 
Central Area Distribution Center 
P.O. Box 8903 
Bloomington, IL 61702-8903 
3 Connecticut, Delaware, District of 
Columbia, Florida, Georgia, Maine, 
Maryland, Massachusetts, New Hamp
shire, New Jersey, New York, North 
Carolina, Pennsylvania, Rhode Island, 
South Carolina, Vermont, Virginia, West 
Virginia, as well as all foreign countries 
and Puerto Rico, mail your request to: 

Eastern Area Distribution Center 
P.O. Box 85074 
Richmond, VA 23261-5074 

4 Taxpayers in the Virgin Islands 
should mail their requests to: 
V.I. Bureau of Internal Revenue 
9601 Estate Thomas 
Charlotte Amalie, St. Thomas, VI 00802 

SEC. 17. ORDERING 
REPRODUCTION PROOFS 

The reproduction proof program will 
be discontinued in October 1996. Forms 
are available on the IRS BBS, the 
Internet and on CD-ROM. See Sections 
19 and 20. 

SEC. 18. READER LIST PROGRAM 
The reader list program will be dis

continued in October 1996. Forms are 
available on the IRS BBS, the Internet 
and on CD-ROM. See Sections 19 and 
20. 

SEC. 19. INTERNAL REVENUE 
INFORMATION SYSTEMS BULLETIN 
BOARD AND THE INTERNET 

.01 Copies of tax forms and some 
publications may be downloaded as 
print files from the Internet or from the 
Internal Revenue Information Systems 
(IRIS) Bulletin Board. Forms can be 
downloaded in several file formats. 
Those choosing to use the portable 
document file format (.pdf files) for 
viewing in Microsoft Windows or on a 
Macintosh can also download a free 
copy of the Adobe Acrobat Reader. 

.02 Access the Internet via one of the 
following: World Wide Web - http:// 
www.irs.ustreas.gov, FTP = ftp.irs. 
ustreas.gov, or Telnet - iris.irs.ustreas. 
gov. This service is free but time on the 
Internet is subject to the fees charged by 
your Internet provider. 

.03 IRIS can be reached via Fed
World, an aggregation of federal BBS 
maintained by the Department of Com
merce. IRIS can be reached directly by 
modem at (703) 321-8020; FedWorld's 
main number is (703) 321-3339. These 
are toll calls. 

SEC. 20. FEDERAL TAX FORMS ON 
CD-ROM 

.01 The IRS also offers access to 
current and prior year tax forms and 
instructions through its Federal Tax 
Forms CD-ROM. The CD will be is
sued in two cumulative releases for the 
1996 tax year. 

.02 The CD will contain over 600 
current year tax forms, instructions, and 
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Taxpayer Information Publications 
(TIPs). Also included are prior year 
forms and instructions from 1991 and 
TIPs from 1994. All necessary software 
to view the files must be installed from 
the CD-ROM. Software for Microsoft 
Windows 3.x and Macintosh System 7.5 
and later is included on the disk. The 
software will also run under Windows 
95. 

.03 All products are presented in 
Adobe's Portable Document Format 
(PDF). A copy of the Adobe Acrobat 
Reader is on the CD. In addition, the 
TIPs will be provided in the Standard 
Generalized Markup Language (SGML). 

. 04 For system requirements and to 
order the 1996 Federal Tax Forms CD
ROM (stock number 648-D96--00004-
6), contact the Government Printing Of
fice's (GPO) Superintendent of 
Documents: 

1 by telephone - (202) 512-1800; 
select option 1; 

2 by fax - (202) 512-2250; 
3 through GPO's Federal Bulletin 

Board - (202) 512-1387; after signon 
type "/go irs"; 

4 through GPO's World Wide Web 
site at http://www.gpo.gov/su_docs; 

5 by mail using the order form con
tained in IRS Publication 1045 (Infor
mation for Tax Practitioners); or 

6 by mail to Superintendent of Docu
ments, P.O. Box 371954, Pittsburgh, PA 
15250-7954. 

.05 The cost of the CD is $25 and it 
will be released in February 1997. 
Please reference stock number 648-D96--
00004-6. Those who order before De
cember 2, 1996 will also receive the 
Janaury early release CD containing tax 
products issued to that point. 

SEC. 21. AGREEMENT 

Any person or company who uses 
substitute forms and makes all or part of 
the changes specified in this revenue 
procedure, agrees to the following stipu
lation: 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 processing of the tax 
return, the person or company agrees to 
accept the determination 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. 

348 1996-2 C.B. 

Notification of deficiencies may be 
made by letter, phone contact, or both 
and may include the return of unaccept
able forms for resubmission of accept
able forms. 

PART B. SPECIFIC 

SEC. I. GENERAL 

The specifications contained in this 
part of the revenue procedure define 
specific, detailed requirements for cer
tain forms and conditions. These specifi
cations must be adhered to in producing 
acceptable substitute forms as defined 
herein . 

SEC. 2. CONDITIONS-TAX 
RETURNS (FORM 1040, 1040A, 
1120, ETC.) 

. 01 Acceptable Forms. 
1 Computer-Generated Versions. Com

puter-generated versions of a tax return form 
(e.g., Form 1040, 104OA, 1120, etc., which 
requires a signature and that establishes tax 
liability) are permitted under the following 
conditions: 

(a) These substitute returns must be 
printed on plain white paper. 

(b) Substitute returns and forms must 
conform to the physical layout of the 
corresponding Service form although the 
typeface may differ. The text should 
match the text on the officially
published form as closely as possible; 
condensed text and abbreviations will be 
considered on a case-by-case basis. Ex
ception: All jurats (perjury statements) 
must be reproduced verbatim. No text 
can be added, deleted, or changed in 
meaning. It must be readily identifiable 
as a valid tax return. 

(c) Various computer-graphic print 
media such as laser printing, dot matrix 
addressable printing, etc., may be used 
to produce the substitute forms. 

(d) The substitute return must be the 
same exact number of pages, and con
tain the same line text as the official 
return. 

(e) All computer-generated tax re
turns MUST be submitted for approval 
prior to their original use. Should you 
receive an approval letter for a return 
and the following year's return has no 
changes except the preprinted year, the 
latter return is not subject to approval. 
Exception: If the approval letter speci
fies a one-time exception for your re
turn, the next year's return must be 
approved. 

2 Computer Generated Condensed 
Format Versions. The accepted con-

densed print format version for indi
vidual returns is the lO40PC "answer 
sheet format" tax return. 

.02 Prohibited Forms. 
I Tax returns (e.g., Forms 1040, etc.) 

CANNOT be computer-generated on 
lined or color-barred paper, using the 
basic non-graphic layouts acceptable for 
all other (non-tax return) substitute 
forms and schedules. 

2 Tax returns that differ from the 
official IRS forms in a manner that 
makes them non-standard or unprocess
able. 

.03 Changes Permitted To The Forms 
1040 and 1040A. 

1 Certain changes (listed below) are 
permitted to the graphics of the form 
without prior approval, but these 
changes apply only to preprinted forms 
as described in .01 above . 

2 Changes not requiring prior ap
proval are good only for the annual 
filing period, which is the current Tax 
Year. Such changes are valid in subse
quent years only if the official form 
does not change. 

3 Other Changes Not Listed. All 
changes not listed here require prior 
approval from the Service BEFORE the 
form may be filed with the Service. 

SEC. 3. CHANGES PERMITTED TO 
GRAPHICS (FORMS 1040A AND 
1040) 

.01 Adjustments 
You may make minor vertical and 

horizontal spacing adjustments to allow 
for computer or word-processing print
ing. This includes widening the amount 
columns or tax entry areas so long as 
the adjustments do not exceed other 
provisions stated in revenue procedures. 
No prior approval is needed for these 
changes. However, the users of forms 
with such changes are bound by the 
"Agreement" in Part A, Section 21. 

.02 Name and Address Area. 
1 The horizontal rules and instruc

tions within the name and address area 
may be removed and the entire area left 
blank; no line or instruction can remain 
in the area. However, the statement 
regarding use of the IRS mail label 
should be retained. 

2 The heavy ruled border (when 
present) that outlines the name and 
address area must not be removed, relo
cated, expanded or contracted. 

3 Required Format 
(a) When the name and address area 

is left blank, as provided in 1 above, the 
following format must be used when 



prmtmg the taxpayer's name and ad
dress. Otherwise, unless the taxpayer's 
preprinted label is affixed over the infor
mation entered in this area, the lines 
must be filled-in as shown 

1st name line (35 characters maxi
mum) 
2nd name line (35 characters maxi
mum) 
In-care-of name line (35 characters 
maximum) 
City, State (24 char. max.), one blank 

char., & ZIP (five char.) 
(b) When there is no in-care-of name 

line, the name and address will consist 
of only three lines (single filer) or four 
lines (joint filer). Examples of the for
mats follow: 

Example of name and address (joint 
filer) with no in-care-of name line: 

JOHN Z. JONES 
MARY 1. JONES 
1234 ANYWHERE ST., APT 111 
ANYTOWN, STATE 12321 
Example of name and address (single 

filer) with in-care-of name line: 
JOHN Z. JONES 
ClO THOMAS A. JONES 
4311 SOMEWHERE AVE. 
SAMETOWN, STATE 54345 
.03 Social Security Number (SSN) 

and Employer Identification Number 
(EIN) Area. 

1 The vertical lines separating the 
format arrangement of the SSN/EIN 
may be removed. 

2 When the vertical lines are re
moved, the SSN and EIN formats must 
be 000-00-0000 or 00--0000000, respec
tively. 

.04 Cents Column. 
1 You may remove the vertical rule 

that separates the dollars from the cents. 
2 All entries in the amount column 

should have a decimal point following 
the whole dollar amounts whether or not 
the vertical line that separates the dol
lars from the cents is present. 

3 You may omit printing the cents, 
but all amounts entered on the form 
must follow a consistent format. You are 
strongly urged to round off the figures 
to whole dollar amounts, following the 
official return instructions. Where sev
eral amounts are summed together, the 
total should be rounded off subsequent 
to the addition (i.e, indivdual amounts 
should not be rounded off for computa
tion purposes). 

4 When printing money amounts, you 
must use one of the following ten
character formats: (a) 0,000,000. (b) 
000,000.00 

5 When there is no entry for a line 
leave the line blank. 

.05 "Paid Preparer's Use Only" Area. 
1 On all forms, the paid preparer's 

information area may not be rearranged 
or relocated. 

2 You may add three lines and re
move the horizontal rules in the 
preparer's address area. 

SEC. 4. CHANGES PERMITTED TO 
FORM 1040A GRAPHICS 

No prior approval is needed for the 
following changes (for use with 
computer-prepared forms only): 

.01 Line 4. 
This line may be compressed horizon

tally (to allow for same line entry for 
the name of the qualifying child) by 
using the following caption: "Head of 
household; child's name" (name field). 

. 02 Other Lines. 
Any line whose caption takes up two 

or more vertical lines may be com
pressed to one line by using contrac
tions, etc., and by removing instructional 
references. 

. 03 Page 2 (Form 1040A). 
All lines must be present and num

bered in the order shown on the official 
form. These lines may also be com
pressed as in .02 above. 

.04 Color Screening. 
It is not necessary to duplicate the 

color-screening used on the official 
form. A substitute Form 1040A may be 
printed in black and white only, with no 
color screening. 

SEC. 5. OTHER CHANGES 
PROHIBITED 

No other changes to the Form 1040A 
graphics are allowed without prior ap
proval, except for the removal of in
structions and references to instructions. 

SEC. 6. CHANGES PERMITTED TO 
THE FORM 1040 GRAPHICS 

No prior approval is needed for the 
following changes (for use with 
computer-prepared forms only): 

.01 Line 4. 
This line may be compressed horizon

tally (to allow for a larger entry area for 
the name of the qualifying child) by 
using the following caption: "Head of 
household; child's name" (name field). 

.02 Line 6c. 
The vertical lines separating columns 

(1) through (4) may be removed. The 
captions may be shortened to allow a 
one-line caption for each column. 

.03 Other Lines. 
Any other line whose caption takes 

up two or more vertical lines may be 
compressed to one line by using con
tractions, etc., and by removing instrUc
tional references. 

.04 Line 21 - Other Income. 
1 The fill-in portion of this line may 

be expanded vertically to three lines. 
2 The amount entry box must remain 

a single entry. 
.05 Line 38 - Tax 
You may change the line caption to 

read "Tax" and computer-print the 
words "Total includes tax from" and 
either "Forms(s) 8814", "Form 4970", 
or "Form 4972". 

.06 Line 42 
You may change the caption to read: 

"Other credits from Form" and 
computer-print only the formes) that 
apply . 

.07 Color Screening. 
It is not necessary to duplicate the 

color-screening used on the official 
form. A substitute Form 1 040 may be 
printed in black and white only, with no 
color screening . 

SEC. 7. OTHER CHANGES 
PROHIBITED 

No other changes to the Form 1040 
graphics are permitted without prior ap
proval except for the removal of instruc
tions and references to instructions. 

SEC. 8. ACCEPTABLE FORMATS 
FOR COMPUTER-GENERATED 
FORMS AND SCHEDULES 

.01 Exhibits of acceptable computer
generated formats for the schedules usu
ally attached to the Form 1040 are 
shown in the Exhibits section of this 
revenue procedure. 

.02 Use of Acceptable Formats. If 
your computer-generated forms appear 
exactly like the exhibits, no prior autho
rization is needed. 

SEC. 9. COMPUTER-GENERATED 
FORMS NOT SHOWN AS EXHIBITS 
IN THIS REVENUE PROCEDURE 

.01 Those desiring to computer
generate forms not shown here may do 
so, but they must design such forms 
themselves by following the manner and 
style of those in the Exhibits section of 
this revenue procedure, and by taking 
care to observe other requirements and 
conditions stated here. 

.02 Computer-generated forms so de
signed do not require prior approval 
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from the Service. However, the user of 
such forms is bound by the " Agree
ment" in Part A, Sec. 21 above. The 
Service encourages the submission of all 
proposed forms for review and approval. 

.03 If you wish, you may submit any 
substitute form to the Service for ap
proval consideration, if the proposed 
form is covered in Part A, Section 2.03. 

SEC. 10. INSTRUCTIONS FOR 
FORMATIING 
COMPUTER-GENERATED 
SUBSTITUTES 

.01 Format Arrangement 
The format of each substitute sched

ule or form must follow the format of 
the official schedule or form as to item 
captions, line references, line numbers, 
sequence, form arrangement and format, 
etc. Basically try to make the form look 
like the official one, with readability and 
consistency being primary factors. You 
may use periods and/or other similar 
special characters to separate the various 
parts and sections of the form. DO NOT 
use alpha or numeric characters for 
these purposes. With the exceptions in 
.02 below, all line numbers and items 
must be printed even though an amount 
is not entered on the line. 

.02 Line Numbers. 
1 When a line on an official form is 

designated by a number or a letter, that 
designation (reference code) must be 
used on a substitute form. 

2 The reference code must be printed 
to the left of the corresponding cap
tioned line and also immediately preced
ing the data entry field even if there is 
no reference code immediately preced
ing the data entry field on the offIcial 
form. If an entry field contains multiple 
lines but shows the line references only 
one time on the left and right side of the 
form, do not use more than the same 
number of line references on the substi
tute return. 

3 In addition, the reference code that 
is immediately before the data field 
must either be followed by a period or 
enclosed in parentheses. There also must 
be at least two blank spaces between the 
period or the right parenthesis and the 
first digit of the data field. (See example 
below.) 

4 A decimal point (i.e., a period) 
should be used for each money amount 
regardless of whether the amount is 
reported in dollars and cents or in whole 
dollars, or whether or not the vertical 
line that separates the dollars from the 
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cents is present. The decimal points 
must be vertically aligned when pos
sible. 
Example: 
5 STATE & LOCAL INC. 

TAX ................... 5. 495.00 
6 REAL ESTATE 

TAXES ................ 6. 
7 PERSONAL PROPERTY 

TAXES ................ 7. 198.00 
or 

5 STATE & LOCAL INC. 
TAX .................. (5) 495.00 

6 REAL ESTATE 
TAXES ............... (6) 

7 PERSONAL PROPERTY 
TAXES ............... (7) 198.00 
.03 Multiple Page Forms. 
When submitting multiple page 

forms, send all pages of the form in the 
same package. 

SEC. 11. ADDITIONAL 
INSTRUCTIONS FOR ALL FORMS 

.01 Internal control numbers and 
identifying symbols of the computer 
pre parer may be shown on the substi
tute, if the use of such numbers or 
symbols is acceptable to the taxpayer 
and the taxpayer's representative. If 
shown, such information must not be 
printed in the top one-half inch clear 
area of any form or schedule requiring a 
signature. With the exception of the 
actual tax return form (i.e., Forms 1040, 
1l20, 940, 941, 5500 Series, etc.), you 
may print in the left vertical and bottom 
left margins. The bottom left margin 
you may use extends 31/2 inches from 
the left edge of the form. (See Part A, 
Sec. 12 for more information on this 
subject.) 

.02 Descriptions for captions, lines, 
etc., appearing on the substitute forms 
may be limited to one print line by 
using abbreviations and contractions, 
and by omitting articles, prepositions, 
etc. However, sufficient key words must 
be retained to permit ready identification 
of the caption, line or item. 

I Explanatory detail and/or interme
diate calculations for derivation of final 
line totals, may be included on the 
substitute. We prefer that such calcula
tions be submitted in the form of a 
supporting statement. If intermediate 
calculations are included on the substi
tute, the line on which they appear may 
not be numbered or lettered. Intermedi
ate calculations may not be printed in 
the right column. This column is re
served for official numbered and lettered 
lines that correspond to the ones on the 

official form. If a supporting statement 
is submitted, intermediate calculations or 
subtotals may be formatted at the 
preparer's option. 

2 Text prescribed for the official 
form, which is solely instructional in 
nature, e.g., "Attach this schedule to 
Form 1040," "See instructions," etc., 
may be omitted from the substitute 
form. 

3 Information for more than one 
schedule or form may not be shown on 
the same printout page. It is strongly 
recommended that a substitute form not 
exceed the same number of pages used 
for the official form. 

(a) Both sides of the paper may be 
printed for multiple page official forms; 
but it is unacceptable to intermix single 
page schedules of forms, except for 
Schedules A and B which are printed 
back to back by the Service. For ex
ample, Schedule E can be printed on 
both sides of the paper, because the 
official form is multiple page, with page 
two continued on the back. However, 
for example, do not print Schedule E on 
the front page and Schedule SE on the 
back, or Schedule A on the front and 
Form 8615 on the back, etc. Both pages 
of a substitute form must match the 
official form version it represents, ex
cept that the back page may be blank if 
the Service form only contains the in
structions thereon. 

4 Identify all computer-prepared sub
stitutes clearly; print the form designa
tion one-half inch from the top margin 
and one and one-half inches from the 
left margin; print the title centered on 
the first line of print; and print the 
taxable year and, where applicable, the 
sequence number on the same line one
half to one inch from right margin. 
Include the taxpayer's name and SSN 
on all forms and attachments. Also print 
the OMB number as reflected on the 
official form. 

5 The state tax column may be 
present, but the state tax information 
must NOT be visible on the copy filed 
with the Service. When a form is de
signed with both federal and state col
umns, the federal column must be to the 
left of the state column and adjacent to 
the line caption. 

6 Negative (or loss) monetary amount 
entries should be enclosed in brackets, 
or signed minus, to assist in the accurate 
computation and input of form data. On 
many official forms the Service pre
prints brackets in selected negative data 



fields, and these designations should be 
retained or inserted on affected substi
tute fonns. 

SEC. 12. FILING SUBSTITUTE 
FORMS WITH THE SERVICE 

Instruct the taxpayer to follow the 
same instructions as for filing official 
fonns, unless filing the fonns as a tax 
preparer. These instructions are in the 
taxpayer's tax package. 

SEC. 13. SPECIAL FORM 1040EZ 
OPTICAL CHARACTER 
RECOGNITIONjlMAGE CHARACTER 
RECOGNITION (OCRjlCR) 
REQUIREMENTS 

.01 The Fonn 1040EZ is designed in 
OCRlICR format. IRS has the capability 
to machine read this fonn by optical 
character recognition/image character 
recognition (OCR/ICR) equipment. 
Form 1040EZ data may also be filed 
electronically or on Fonn 1040PC. 

.02 An acceptable substitute OCRI 
ICR Fonn 1040EZ must generally be an 
exact replica of the official OCRlICR 
reproduction proof with respect to lay
out, content and required OCRlICR 
characteristics. 

.03 The specific paper requirements 
which must be met for the development 
of a substitute (privately printed) OCRI 
ICR Fonn 1040EZ include the follow
ing: 

1 Color and quality of paper-Paper 
must be white, OCRlICR grade bond, 
with no fluorescent additives or water 
marks, and with zero rag content. 

2 Reflectivity of paper-Must be 
80% or greater. 

3 Opacity-The paper opacity ratio 
must be 80% or more. 

4 Paper Weight-Specified paper 
weight is 20 lb. OCR/ICR bond 
(.0035"). 

5 Dirt-Must not exceed 10 parts per 
million. 

6 Finish (smoothness)-Must be be
tween 90 and 160 units (Sheffield). 

7 Porosity-Paper should have a 
Gurley reading between 15 and 95. 

8 Gloss-Paper with shiny or lus
trous appearance (glossy) should be 
avoided. 

9 Size-Fonn trim size must be 8" x 
11". 

. 04 The specific ink requirements 
which must be met for this fonn include 
the following: 

1 Print Color-The face of the fonn 
prints in black and green, the back 
prints in black only (70% screen). 

2 Ink-Green ink used must be 
highly reflective OCRlICR type, such as 
Flint 1-27975, or an exact match. Black 
ink used must be non-reflective. 

3 Face Registration-Black to green 
must be .02" (plus or minus) both 
horizontally and vertically. 

4 Face Screen-Forms contain a 
green screened background equal to a 
15% tone of 11O-line screen. Follow 
registration marks on repro-proof for 
screen positioning. Handprinted boxes 
are included on Page 1 of the reproduc
tion proof and should be printed as a 
50% value of the recommended OCR! 
ICR green ink. Inks used for 
handprinted boxes must reflect at least 
90% of the background on which it is 
printed as measured in the visible range. 

5 Face Margins-Approximately %" 
head from top trimmed edge to screen 
(li2" to black image). W' outside from 
trimmed edges to screen. 

6 Back Margins-W' head, 5/16" foot, 
and 5/16" sides. 

7 Back Screen-Back copy should be 
screened for 70% tone value. 

.05 Typography 
Type must be substantially identical 

in both size and shape with correspond
ing type on the official fonn reproduc
tion proof. 

.06 To assure proper alignment and 
position of hand-printed characters rep
resenting return lines 1 through 10 tax 
data, they must be handprinted (entered) 
into the preprinted amount field boxes 
on the fonn. A #2 lead wooden pencil, 
or blue, and/or black ink pen (ball point, 
fountain, or feIt-tipped) is recommended 
as the writing tool which will consis
tently provide the required stroke width 
and print contrast on entered characters. 

.07 Reading of handprinted characters 
requires adherence to the following 
techniques. 

1 Enter numeric amount digits care
fully and clearly. Fill at least ¥3 of the 
individual character box height, keeping 
the character within the box with no 
overlapping or touching characters. Spe
cific required digit constraints are shown 
below. 

2 When entering "fours", keep the 
top open. 

3 When entering "ones", do not use 
serifs. 

4 When entering "twos", do not add 
extra loops . 

5 All character lines must be con
nected, with no gaps. 

.08 All the general and detailed pro
visions of this Revenue Procedure apply 
(in addition to this specific OCR!ICR 

Section) for the development of substi
tute OCR!ICR Fonns I040EZ. 

SEC. 14. COMPUTER GENERATED 
ALTERNATIVE RETURNS, FORM 
1040PC FORMAT RETURN 

.01 The Internal Revenue Service is 
offering a new approach for filing indi
vidual income tax returns. The 1040PC 
Fonnat Return is an alternative to the 
conventional preprinted tax return. The 
1040PC is an answer sheet return, gen
erated on a personal computer, in three
column fonnat that prints only tax data 
that is input into the software. Tax 
returns are filed by tax preparers and 
taxpayers using commercially available 
tax preparation software packages that 
include the 1040PC Fonnat Return print 
option. 

1 1040PC Format Returns are 
computer-prepared, printed on plain 
white paper, signed and mailed to the 
designated processing center and are 
processed like any other conventionally 
filed return. 

2 Preparers, or taxpayers, must pur
chase IRS accepted tax preparation soft
ware packages that include the 1040PC 
print option. All that is necessary to 
participate in 1040PC is a personal 
computer, accepted software, a printer, 
and plain white paper. 1040PC is attrac
tive to tax preparers and taxpayers who 
might not be interested or capable of 
Electronic Filing. 

3 The Direct Deposit option is avail
able to taxpayers filing I040PC returns. 
Balance due returns may also be filed 
using 1040PC. The payment may be 
forwarded to the Service Center with a 
separate payment voucher (Fonn 1040-
V). 

4 All software used to generate the 
1040PC Format Return must be tested 
and accepted by the Internal Revenue 
Service. Testing will validate 1040PC 
returns generated by the software and 
that the software program is in compli
ance with validity and consistency 
checks in the IRS 1040PC Project speci
fications. Software developers who wish 
to participate in the 1040PC program 
must submit Form 9356, Application for 
Software Developers to Participate in 
the 1040PC Answer Sheet for Individual 
Income Tax Returns, to the 1040PC 
Filing Section. 

5 Upon successful completion of 
software acceptance testing, the software 
developer will be issued a software 
acceptance code that will be embedded 
into the software and print on every 
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1040PC return generated. This is not the 
same as the Forms Approval Number 
which is referenced in Part A, Section 8, 
or the approval number which is gener
ated for OCR Scannable Application 
Forms for Employee Plans in Part B, 
Section 19. 

6 The Internal Revenue Service be
lieves that 1040PC will prove beneficial 
to taxpayers, tax preparers, and the 
Service. For specific information about 
the alternative computer generated 
1040PC Format Return, refer to Publica
tion 1678, Project 1040PC, Handbook 
for lO40PC Format Preparers and Publi
cation 1630, Project 1040PC, Specifica
tions for Software Developers. You may 
also call (202) 283-0180 or write: 

Internal Revenue Service 
lO40PC Filing Office, T:S:P:I 
1111 Constitution Ave., NW 
Washington, DC 20224 

SEC. 15. SPECIAL FORM 941 
REQUIREMENTS - OCR 
SPECIFICATIONS 

. 01 The official Form 941 and Sched
ule B (Form 941) are designed in OCR! 
ICR format. The Service has the capa
bility to machine read these forms by 
optical character recognition/image char
acter recognition (OCR!ICR) equipment 
(Scan-optics 9000 Series), if submitted 
in acceptable OCR!ICR format. 

.02 Form 941 and Schedule B (Form 
941) may be produced either in OCR! 
ICR scannable format or as black and 
white substitute forms which can be 
recognized by the scanning equipment. 
The specific criteria in .03 and .04 apply 
if the substitute form is to be produced 
for OCR processing. Specification for 
black and white substitutes are in Sec
tion 16. 

.03 An acceptable substitute OCR! 
ICR Form 941 or Schedule B must be 
an exact replica of the official reproduc
tion proof with respect to layout, con
tent, and required OCR!ICR characteris
tics. 

.04 The specific paper requirements 
which must be met for the development 
of substitute (privately printed) forms 
generaHy duplicate those specified in 
Part B, Section 13, with the folIowing 
exception: 

I Size-Form 941 trim size must be 
81/2" X II". 

. 05 The specific ink requirements 
which must be met for these forms 
include the folIowing: 

1 Print Color-Black and Red 
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2 Ink-Red ink must be a highly 
reflective (not less than 80%) OCR!ICR 
type ink, such as SinclairlValentine 
J6983 or an exact match. Black ink 
reflectance must not be greater than 
15%. 

3 Handprinted Boxes (including the 
numbers outside the boxes)-These 
handprinted boxes (for IRS entries and 
use only) are included on the reproduc
tion proof, and should be printed as a 
50% screen value of the recommended 
OCR/ICR red ink. Inks used for 
handprinted boxes must be 15% or less 
when tested using the MacBeth or Kid
der testers (see #5 below). 

4 Face Margins-Minimum margins 
require 1/2" head; center sides; and 5/16" 

foot. 
5 Testers-The following two print 

testers may be used for Form 941. Any 
other type tester must first be approved 
by the IRS. 

(a) MacBeth PCM-II 
Use "C" scale. The Print Contrast 

Signal (PCS) must range between .01 
minimum to .06 maximum . 

(b) Kidder 082 A 
Use infrared scale. PCS values must 

faH in the range of .12 minimum to .21 
maximum. White calibration disk must 
be set at 100%. Sensitivity must be set 
at "1". 

SEC. 16. SPECIAL FORM 941 
REQUIREMENTS - BLACK AND 
WHITE SPECIFICATIONS 

Note: This requirement will take ef
fect at a future date. Until written 
notice is given, either this version or a 
duplicate of the current Form 941 in 
black and white is acceptable. 

.01 Exhibits BW-l and BW-2 are 
exhibits of acceptable black and white 
substitutes Forms 941 and Schedule B. 
The general specifications for black and 
white substitutes are as foHows: 

(a) No vertical or horizontal rules, 
except for the IRS internal use boxes in 
the upper right comer of Form 941 and 
the signature line. 

(b) The ID code ("4141" or "5151") 
must be printed in OCR-A or Courier 
font and data fields must be printed in a 
non-proportional typeface (preferably 
Courier). 

(c) All data positions in the instruc
tions that follow include the margins . 
Character positions are counted from the 
left edge based on 10 characters per 
inch; print lines are counted from the 
top edge based on six lines per inch. 

(d) The boxes labeled "IRS Use" on 
Form 941 must be displayed as shown 
on the official form. If possible, use 
dotted or broken lines. The boxes start 
in position 17 and cover print lines 19 
through 21 . 

. 02 The other checkboxes on Form 
941 must not be displayed. The form 
must be programmed to display non
numeric data at the following locations: 

(a) ID Code - starts in line 6, position 
19. 

(b) Taxpayer identification (entity) 
data (name, address, etc.) - starts in line 
9, position 20. 

(c) State Deposit Code - line 11, 
position 12. 

(d) Different address checkbox - line 
21, position 13. 

(e) Final Return Checkbox - line 23, 
postion 39. 

(f) Seasonal employer checkbox -
line 24, position 62. 

(g) Social Security and Medicare 
taxes checkbox - line 35, position 60. 

(h) Overpayment boxes (line 16) -
line 51, positions 23 and 43. 

(i) Semiweekly depositors checkbox -
line 53, position 77. 

(j) Monthly depositors checkbox -
line 54, position 77. 

.03 Amount fields - Do not reproduce 
the doHar signs on lines 6a, 6b, 7, or 9. 
The decimal point for the first amount 
on lines 6a, 6b, and 7 must be placed in 
position 48. The decimal point for 
amounts in items 2 through 15 
(righthand column) must be placed in 
position 75. The print lines for the 
amounts are: 

Item Print Line Item Print Line 

2 26 9 37 
3 27 10 39 
4 28 11 41 
5 30 12 43 
6a 31 13 45 
6b 32 14 47 
7 33 15 49 
8 35 
.04 The monthly summary amounts 

on line 17 must be displayed on print 
line 58. Decimal points must be dis
played in positions 19, 37, 56, and 74 
for columns (a) through (d), respec
tively. 

.05 Schedule B (Form 941) 
(a) Display the ID Code (5151) on 

print line 6, position 20. Display the 
name (positions 9-49), EIN (53-66), 
and quarter ended (69-78) on print line 
9. 

(b) The daily amounts appear on the 
foHowing print lines: 



First month - lines 15, 17, 19,21, 23, 
25, and 27 

Second month - lines 31, 33, 35, 37, 
39, 41, and 43 

Third month - lines 47, 49, 51, 53, 55, 
57, and 59 

Subtotal A - line 28 
Subtotal B - line 44 
Subtotal C - line 60 
Total D - line 61 

(b) The body of this form has five 
columns. The following character posi
tions refer to the placement of a decimal 
point in the amount. The amounts will 
the expand two characters to the right 
for cents and a variable number to the 
left for dollars. 

Column 1 - days 1 through 7 - position 
17 

Column 2 - days 8 through 14 - posi
tion 32 

Column 3 - days 15 through 21 - posi
tion 46 

Column 4 - days 22 through 28 - posi
tion 61 

Column 5 - days 29 through 31 and 
totals - position 76 

Please do not fill in the area under day 
31. 

SEC. 17. PAPER SUBSTITUTES FOR 
FORM 1042-S 

. 01 Paper substitutes for Form 
1042-S, Foreign Person's U.S. Source 
Income Subject to Withholding, that 
totally conform to the specifications 
contained in this procedure may be 
privately printed without prior approval 
from the Internal Revenue Service. Pro
posed substitutes not conforming to 
these specifications must be submitted 
for consideration. 

1 The request should be submitted by 
November 15 of the year prior to the 
year the form is to be used. This is to 
allow the Service adequate time to re
spond and the submitter adequate time 
to make any corrections. These requests 
should contain a copy of the proposed 
form, the need for the specific devia
tion(s), and the number of information 
returns to be printed. 

2 Form 1042-S is subject to annual 
review and possible change. Withhold
ing agents and form suppliers are cau
tioned against overstocking supplies of 
the privately printed substitutes. 

3 Copies of the official form for the 
reporting year may be obtained from 
most Service offices. The Service pro
vides only cut sheets (no carbon inter-

leaves) of these forms. Continuous fan
fold/pin-fed forms are not provided. 

.02 Instructions for Withholding 
Agents 

1 Only original copies may be filed 
with the Service. Carbon copies and 
reproductions are not acceptable. 

2 The term "Recipient's U.S. tax
payer identification number," for an in
dividual means the social security num
ber (SSN) or individual taxpayer 
identification number (ITIN), consisting 
of nine digits separated by hyphens as 
follows: 000-00-0000. For all other re
cipients, the term means employer iden
tification number (EIN). The EIN con
sists of nine digits separated by one 
hyphen as follows: 00--0000000. The 
taxpayer identification number must be 
in one of these formats. 

3 Withholding agents are requested to 
type or machine print whenever pos
sible, provide quality data entries on the 
forms (that is, use black ribbon, insert 
data in the middle of blocks well sepa
rated from other printing and guide
lines), and take other measures to guar
antee a clear, sharp image. Withholding 
agents are not required, however, to 
acquire special equipment solely for the 
purposes of preparing these forms. 

4 On corrected returns, the words 
CORRECTED RETURN must be typed 
in all capital letters in the top V4 inch, 
right of center margin. All required 
information must be completed on a 
corrected return since it replaces and 
supersedes the information return previ
ously filed. 

5 Substitute forms prepared in con
tinuous or strip form must be burst and 
stripped to conform to the size specified 
for a single form before they are filed 
with the Service. The dimensions are 
found below. 

(a) Computer cards are acceptable, 
provided they meet all requirements re
garding layout, content, and size. 

.03 Substitute Forms Format Require
ments. 

1 Privately printed substitute Forms 
1042-S must be exact replicas of the 
official forms with respect to layout and 
contents. Only the dimensions of the 
substitute form may differ and the print
ing of the Government Printing Office 
symbol must be deleted. The exact di
mensions are found below. 

2 Line 1 must be present, line 2 may 
be omitted if it is not needed. If line 2 
is omitted, also omit line 3. 

3 None of the b0xes can be omitted. 
Each box (a through h) must be present 

and in the exact order. The box for each 
payment amount must contain the ap
propriate caption. 

4 Color and Quality of paper. 

(a) Paper for Copy A must be white 
chemical wood bond, or equivalent, 20 
pound (basis 17 x 22-500), plus or 
minus 5 percent; or offset book paper, 
50 pound (basis 25 x 38-500). No 
optical brighteners may be added to the 
pulp or paper during manufacture. The 
paper must consist of principally 
bleached chemical woodpulp or recycled 
printed paper. It also must be suitably 
sized to accept ink without feathering. 

(b) Copies B, C, D (for Recipient), 
and E (for Withholding Agent) are pro
vided in the official assembly solely for 
the convenience of the withholding 
agent. Withholding agents may choose 
the format, design, color and quality of 
the paper used for these copies. 

5 Color and Quality of Ink-All 
printing must be in a high quality 
non-gloss black ink. Bar codes should 
be free from picks and voids. 

6 Typography-Type must be sub
stantially identical in size and shape to 
corresponding type on the official form. 
All rules on the document are either 1 
point (0.015 inch) or 3 point (0.045 
inch). Vertical rules must be parallel to 
the left edge of the document; horizontal 
rules, parallel to the top edge . 

7 Dimensions-The official form is 8 
inches wide X 5 1/2 inches deep, exclu
sive of a 1/2 snap stub on the left side of 
the form. The snap feature is not re
quired on substitutes. 

(a) The width of a substitute Copy A 
must be a minimum of 7 inches and a 
maximum of 8 inches, although adher
ence to the size of the official form is 
preferred. If the width of the substitute 
Copy A is reduced from that of the 
official form, the width of each field on 
the substitute form must be reduced 
proportionately. The left margin must be 
1/2 inch and free of all printing other 
than that shown on the official form. 

(b) The depth of a substitute Copy A 
must be a minimum of 5 1f6 inches and 
a maximum of 5 1/2 inches. 

8 Carbonized forms or "spot car
bons" are not permissible. Interleaved 
carbons, if used, must be of good qual
ity to preclude smudging and should be 
black. 

9 Other Copies-Copies B, C, and D 
are required to be furnished for the 
convenience of payees who are required 
to send a copy of the form with other 

1996-2 C.B. 353 



federal and state returns they file. Copy 
E may be desired as a withholding 
agent!s record/copy. 

.04 Additional Instructions 
1 Arrangement of Assembly-If all 

five parts are present, the parts of the 
assembly shall be arranged from top to 
bottom as follows: Copy A (Original) 
"For Internal Revenue Service," Copies 
B, C, and D "For Recipient," and Copy 
E "For Withholding Agent." 

SEC. 18. SPECIFICATIONS FOR 
FILING SUBSTITUTE SCHEDULES 
K-l 

Prior approval is NOT required for a 
substitute Schedule K-1 that accompa
nies Form 1065 (for partnership), a 
Form 1120S (for small business corpora
tion), or a Form 1041 (for fiduciary) 
when the substitute Schedule K-l meets 
all of the following requirements. 

.01 The Schedule K-1 must contain 
the payer and recipient's name, address 
and SSN/EIN. 

.02 The Schedule K-1 must contain 
all line items required for use by the 
taxpayer. 

.03 The line items must be in the 
same order and arrangement as those on 
the official form. 

.04 The line items must be numbered, 
titled, and/or captioned exactly as shown 
on the official form. 

.05 Each taxpayer's information must 
be on a separate sheet of paper. There
fore, all continuously printed substitutes 
must be separated, by taxpayer, before 
filing with the Service. 

. 06 Schedules K-l for recipients 
must have instructions for required line 
items attached. 

.07 You may be subject to penalties 
if you file Schedules K-l with the 
Service and furnish Schedules K-l to 
partners, shareholders, or beneficiaries 
that do not conform to the specifications 
of this revenue procedure. 

.08 The amount of each partner's, 
shareholder's or beneficiary's share of 
each line item must be shown. The 
furnishing of a total amount for each 
line item and a percentage (or decimal 
equivalent) to be applied to such total 
amount by the partner, shareholder, or 
beneficiary does not satisfy the law and 
the specifications of this revenue proce
dure. 

.09 If you file Schedules K-l not 
conforming to the above specifications, 
IRS may consider these as not process
able and return them to you to be filed 
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correctly. You may also be subjected to 
the penalty as mentioned in .07 above. 

SEC. 19. PROCEDURES FOR 
PRINTING INTERNAL REVENUE 
SERVICE ENVELOPES 

.01 Organizations are now permitted 
to produce substitute tax return enve
lopes. Use of substitute return envelopes 
that comply with the requirements set 
forth in this section will assist in deliv
ery of mail by the U.S. Postal Service 
and facilitate internal sorting once the 
envelopes are received at the Internal 
Revenue Service Centers. The perma
nent five digit ZIP codes assigned to the 
ten service centers are listed below. 
These ZIP codes must be utilized when 
mailing returns to the prescribed service 
center: 

ATLANTA GA 39901 
KANSAS CITY MO 64999 
AUSTIN TX 73301 
PHILADELPHIA PA 19255 
MEMPHIS TN 37501 
ANDOVER MA 05501 
CINCINNATI OH 45999 
HOLTSVILLE NY 00501 
OGDEN UT 84201 
FRESNO CA 93888 
.02 The sorting of returns by form 

type is accomplished by the preprinted 
bar codes on return envelopes that are 
included in each specific type of form 
or package mailed to the taxpayer. The 
32 bit bar code located to the left of the 
address on each envelope identifies the 
type of form that person is filing and 
assist the Service in consolidating like 
returns together for processing. Failure 
to use the envelopes furnished by the 
Service results in additional processing 
time and effort, and possibly delays the 
timely deposit of funds, processing of 
returns, and issuance of refund checks. 

.03 The Internal Revenue Service will 
not furnish or sell bulk quantities of 
preprinted tax return envelopes to tax
payers or tax practitioners. A suitable 
alternative has been developed which 
will accommodate the sorting needs of 
both the IRS and the U.S. Postal Ser
vice. The new alternative is based on 
the use of ZIP + 4 or 9 digit ZIP codes 
for mailing various types of tax returns 
to the different area service centers. 
Essentially, the Postal Service wiIl uti
lize the last four digits to identify and 
sort the various form types into separate 
groups for processing. The list of add-on 
four digits or + 4 portion of the 9 digit 
ZIP codes with the related form designa
tions is provided below and is to be-

come a permanent part of the five digit 
service center ZIP codes shown above. 

FORM ZIP + FOUR 
XXXXX-OOOI 
XXXXX-0002 
XXXXX-0005 
XXXXX-0006 
XXXXX-0008 
XXXXX-0011 
XXXXX-0012 
XXXXX-0013 
XXXXX-0014 
XXXXX-0015 
XXXXX-0020 
XXXXX-0024 
XXXXX-0027 
XXXXX-0031 
XXXXX-0044 

PACKAGE 
Reserved 
1040 
941 
940 
943 
1065 
1120 
1 120S 
1040EZ 
I040A 
5500-C/R 
5500EZ 
990 
2290 
5500 

.04 The Reproducible Program that in 
past years supplied the envelope Repro
duction Proofs will be abolished Sep
tember 30, 1996. The IRS will no 
longer provide camera copy to practitio
ners for the production of envelopes. 
Practitioners must develop their own 
camera copy. 

.05 Use of preparer company names, 
addresses, and logos is permissible so 
long as prescribed clear areas are not 
invaded. The government recommends 
that the envelope stock have an average 
opacity not less than 89 percent and 
contain a minimum of 50 percent waste 
paper. Use of carbon based ink is essen
tial for effective address and bar code 
reading. Envelope construction can be of 
side seam or diagonal seam design. The 
government recommends that the size of 
the envelope should be 5%" by 9" . 
Continuous pin-fed construction is not 
desirable, but is permissible if the glued 
edge is at the top. This requirement is 
firm as mail opening equipment is de
signed to slice or otherwise open the 
bottom edge of each envelope. 

.06 The above procedures or guide
lines are written for the user having 
envelopes preprinted. Many practitioners 
may not wish to have volumes of the 
different envelopes with differing ZIP 
codes/form designations preprinted for 
reasons of low volume, warehousing, 
waste, etc. In this case, the practitioner 
can type or machine print the addresses 
with the appropriate ZIP codes to ac
commodate sorting~ If the requirements! 
guidelines outlined in this section cannot 
be met, then use of only the appropriate 
five digit service center ZIP code is 
needed. 



SEC. 20. SPECIFICATIONS FOR 
OCR SCANNABLE APPLICATION 
FORMS FOR EMPLOYEE PLANS 

.01 Fonns 4461, 446 I-A, 4461-B, 
5300, 5303, 5307, 5310, 5310-A, and 
6406 are OCR scannable documents 
submitted to key district offices for 
empl~yee plans matters. They may be 
submitted as Computer-generated substi
tute fonns if the requirements of this 
section are satisfied. 

.02 An OCR data sheet must be gen
erated according to the following re
quirements: 

I Set at least I" margin at top, bot
tom, and both sides. 

2 A data element consists of a less 
than sign, information or at least 5 blank 
spaces, and a greater than sign (delimit
ers). All data elements from page one of 
the application forms in .01 above must 
be printed on the OCR data sheet, even 
if no infonnation is entered between the 
delimiters. 

3 Add at least 2 spaces before and 
after each delimiter. 

4 Each data element must start at the 
left margin. 

5 One line for each data field, except 
employer and plan name fields may be 
two lines. However, only one set of 
delimiters may bracket the field, even if 
the field is on two lines. 

6 Each data element must appear on 
the OCR data sheet in the same se
quence as printed on the preprinted 
fonn, reading top to bottom and from 
left to right. 

7 Each data field must be sequen
tially numbered at left commencing with 
1. See Notice 90-38 for examples of the 
acceptable fonnat. 

8 The data sheet must be printed on 
81jz" X II" white nonrecycled paper 
suitable for use with printing equipment 
and duplicating machines. A photocopy 
is not acceptable. Heavyweight bond 
paper and onion skin paper are not 
acceptable. 

9 Use 10 pitch type in a standard 
business font (e.g., courier, elite, pica). 

10 Add at least two spaces before 
and after each less than and greater than 
sign (delimiters). 

11 Do not fold or staple the OCR 
data sheet. It may remain loose, or be 
paper or spring clipped to the applica
tion. 

12 At the top of the OCR data sheet 
add the heading "OCR Data Sheet, File 
With Application Fonn, Approval Num
ber (leave nine spaces for approval 
number)". 

.03 The OCR data sheet must be 
submitted for approval to: EP OCR 
Forms Coordinator, E:EP:FC, Room 
2232, 1111 Constitution Ave., NW, 
Washington, DC 20224. 

.04 The OCR data sheet must be 
submitted with a complete word-for
word identical copy of the application 
fonn except as described in .05 below. 
This copy may be a photocopy, or a 
Computer-Generated Substitute Form. 
Computer-generated substitute forms 
may be submitted for approval to the 
address in .03 above. However, except 
for the OCR data sheet, such approval is 
not required if the requirements of this 
Revenue Procedure are satisfied. If ap
proval is requested, leave nine spaces 
for the approval number above the 
OMB approval number. 

.05 The OCR data sheet replaces one 
copy of page one of the application 
which must otherwise be submitted in 
duplicate. To avoid confusion when gen
erating the OCR data sheet, the follow
ing wording should be deleted from the 
first page of the application, "File page 
1 of the fonn in duplicate" and "Both 
copies of this page must be signed". If 
the Procedural Requirements Checklist 
is being generated, the following line 
items should be modified as indicated. 
Item (e) or (f) "Have you submitted 
page 1 in duplicate?" should be modi
fied to read, "Have you submitted the 
OCR data sheet?", and item (f) or (g) 
"Have you signed both copies of page 1 
of the application?" should be modified 
to read, "Have you signed the applica
tion?" 

.06 Nonscannable EP application 
forms, e.g., Fonn(s) 5305 and 5306, 
may be computer-generated. They need 
not be submitted for approval if the 
requirements of this Revenue Procedure 
are satisfied. If approval is desired, 
these fonns may be submitted to the 
address in .03 above. 

SEC. 21. PROCEDURE FOR 
SUBSTITUTE FORM 5471 AND 
FORM 5472 

.01 Instructions for Preparing Substi
tute Fonns 5471, Infonnation Return of 
U.S. Persons With Respect To Certain 
Foreign Corporations, and their accom
panying Schedules J, M, N, and 0, and 
Fonns 5472, Information Return of a 
250/0 Foreign-Owned U.S. Corporation 
or a Foreign Corporation Engaged In a 
U.S. Trade or Business (Under Sections 
6038A and 6038C of the Internal Rev
enue Code). 

1 Paper and Computer-Generated 
Substitutes for Fonn 5471 and the ac
companying Schedules J, M, N. and O. 
and Fonn 5472 that totally conform to 
the specifications contained in this pro
cedure may be privately printed, but 
must have prior approval and are subject 
to annual review from the Internal Rev
enue Service. 

2 Copies of the official fonns for the 
reporting year may be obtained from 
most Service offices. The Service pro
vides only cut sheets of these forms. 
Continuous fan-folded/pin-fed forms are 
not provided. 

3 The Service will accept QUALITY 
substitute tax fonns that are consistent 
with the official fonns they represent, 
AND that do not have an adverse 
impact on our processing. Therefore, 
only those substitute fonns that conform 
to, and do not deviate from the corre
sponding official forms, are acceptable. 

.02 Computer-Prepared Tax Forms 
If the substitute returns and schedules 

meet the guidelines prescribed herein, 
the Service will for filing purposes 
accept computer-prepared Forms 5471 
and 5472 filled in by a computer, word 
processing equipment or similar auto
mated equipment or a combination of 
computer-prepared/generated and filled 
in infonnation, filed separately or at
tached to individual or business Illcome 
tax returns. 

.03 Format Arrangement 
1 The substitute must follow the de

sign of the official fonn as to format, 
arrangement, item caption, line numbers, 
line references, and sequence. It must be 
an exact textual and graphic MIRROR 
image of the official fonn for it to be 
acceptable. 

2 The filer must use one of the 
official ten character amount formats. 
All entries in the amount column should 
have a decimal point following the 
whole dollar amounts whether or not the 
vertical line that separates the dollars 
from the cents is present. It must follow 
a consistent format. 

3 The reference code must be printed 
to the left of the corresponding cap
tioned line and also immediately preced
ing the data entry field EVEN if there is 
no reference code preceding the data 
entry field on the official form. The 
reference code that is immediately be
fore the data field must either b~ fol
lowed by a period or enclosed in paren
theses. There also must be at least two 
blank spaces between the period or the 
right parenthesis and the first digit of 
the data field. 
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4 The size of the page must be the 
same as the official form (8 1/2" XlI"). 

5 The acceptable print is 
"Helvetica" . 

6 The spacing of the print must be 6 
lines/inch vertical, 10 or 12 print charac
ters per inch horizontally. 

7 A 1/2 to 1/4 inch margin must be 
maintained across the top, bottom, and 
both sides (exclusive of any pin feed 
holes). 

8 The substitute form must be of the 
same number of pages as the official 
one. 

9 The preprinted brackets in the 
money fields should be retained. 

10 The filer must COMPLETELY fill 
in all the specified numbers or refer
enced lines as they appear on the offi
cial form, (not just totals), BEFORE 
attaching any supporting statement. 

11 Supporting statements are NEVER 
to be used until the required official 
form they support are first totally filled 
in (completed). A blank or incomplete 
form that refers to a supporting state
ment, in lieu of completing a tax return 
is unacceptable. 

12 Descriptions for captions, lines, 
etc., appearing in the substitute forms 
may be limited to one print line by 
using abbreviations and contractions, 
and by omitting articles, prepositions, 
etc. However, sufficient key words must 
be retained to permit ready identification 
of the caption, line or item. 

13 Text prescribed for the official 
form, which is solely instructional in 
nature, e.g., "Attach this schedule to 
Form 1 040", "See instructions," etc., 
may be omitted from the form. 

.04 Filing Instructions 

Instructions for filing substitute forms 
are the same as for filing official forms. 
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SEC. 22. FORMS FOR 
ELECTRONICALLY FILED RETURNS 

.01 Since the 1986 filing season, the 
Service has been accepting current pro
cessing year electronically filed refund 
returns. Since tax year 1991, we accept 
balance due returns that are filed elec
tronically. Electronic filing is a method 
by which qualified filers transmit tax 
return information directly to an IRS 
Service Center over telephone lines, in 
the format of the official Internal Rev
enue Service forms. 

Anyone wishing to participate in the 
Electronic Filing Program for individual 
income tax returns must submit a Form 
8633, Application to Participate in the 
Electronic Filing Program. (Note: For 
Business returns, prospective partici
pants must submit a Form 9041, Appli
cation for Electronic/Magnetic Media 
Filing of Business and Employee Ben
efit Plan Returns.) 

.02 The taxpayer signature does not 
appear on the electronically transmitted 
tax return and is obtained by the quali
fied electronic filer on Form 8453, U. S. 
Individual Income Tax Declaration for 
Electronic Filing, for Forms 1040, 
1040A and 1040EZ. Form 8453, which 
serves as a transmittal for the associated 
non-electronic (paper) documents, such 
as Forms W-2, W-2G, and 1099-R, is a 
one-page form and can only be ap
proved through the Substitute Forms 
Program in that format. For specific 
information about electronic filing, refer 
to Publication 1345, Handbook for Elec
tronic Filers of Individual Income Tax 
Returns. (NOTE: For Business returns, 
the electronic/magnetic media partici
pants must use the official Form 
8453-E, F or P, or an approved substi-

tute that duplicates the official form in 
language, format, content, color and 
size.) 

.03 A participant in the electronic 
filing program who wants to develop a 
substitute form should follow the guide
lines for preparing substitute forms 
throughout this publication, and send a 
sample of the form for approval to the 
Substitute Forms Coordinator at the ad
dress in Part A, Section 7. Forms 8453 
prepared using a font where all IRS
approved wording will not fit on a 
single page will not be accepted as 
substitute forms. This applies primarily 
to dot-matrix printers, although forms 
prepared similarly on laser and inkjet 
printers will also be rejected. PLEASE 
NOTE: Use of unapproved forms could 
result in suspension of the participant 
from the electronic filing program. 

SEC. 23 FTD MAGNETIC TAPE 
PAYMENTS 

.01 REVENUE PROCEDURE 89-48 
(IRS PUBLICATION 1315) provides the 
requirements and instructions for report
ing agents who submit Federal Tax 
Deposits (Fro) payment information on 
magnetic tape. Magnetic tape submis
sions for FTD can be made for Forms 
940, 941, 942, 943, 720, CT-l, 990-
PF, 990-T, 990-C, 1042, 1120, and 
Schedule A (Form 941) Backup With
holding. 

.02 Revenue Procedure 89-49 (Pub. 
1374) provides the requirements and 
instructions for certain banks and fidu
ciaries to submit quarterly Form 
1041-ES payments on magnetic tape 
through the Federal Tax Deposit (FTD) 
system. 

SEC. 24. EFFECT ON OTHER 
DOCUMENTS 

This revenue procedure supersedes 
Revenue Procedures 95-16, I.R.B. 
1995-8, and 95-46, I.R.B. 95-46. 



Exhibi: A-l P!:"cfe~!:"ed Farr'w,:) 
SCHEDULES A&B Schedule A-Itemized Deductions OMS No. 'S4~74 --
(Form 1040) 

(Schedule B is on back) ~®95 
~ of.". T_..., Anacllment 
1_~""""SeMoot (991 ~ Attach to Fo"" 1040. ~ s.. InstnJC1lon. for Schedul .. A and B (FO"" 1040). SeQuence No. 07 
Name(" sllown on Form 1040 Your Mcwla..:unty number 

Medical Caution: Do not incfude expenses reimbursed or Plid by others. 
and 1 Medical and dental expenses (see page A·1) • 1 

Dental 2 Enter amount from Form 1040. line 32. I 2 i 
" 

Expenses 3 Multiply line 2 above by 7.5% (.075) • 3 
4 Subtract line 3 from line 1. It line 3 is more than line 1. enter -0· 4 

Taxes You 5 State and local income taxes 5 

Paid 6 Real estate taxes (see page A-2) • 6 

(S .. 7 Personal property taxes . 7 
page A-l.) 8 Other taxes. List type and amount ~ •••••••• _._ ••.••.••. 

8 
9 

Add'llnn' 5' iii~;;~(jh·8-: .................................... -
9 

Interest 10 Home mortgage Interest and points reported to you on Form 1098 10 

You Paid 11 Home mortgage interest not reported to you on Form 1098. If paid 
(S .. to the person from whom you bought the home,s" page A-3 
page A-2.) and show that person's name, identifying no., and address ~ 

............................................................................... 
.. ............ .... ....................... ........... ............. .............. ..... 

Not.: ............................................................................................. 11 
Pe"onal 12 Points not reported to you on Form 1 098. See page A·3 interest is 

for special rules. 12 not 
deductible. 13 Investment interest. If required. attach Form 4952. (See 

page A-3.) . 13 
14 Add lines 10 through 13 • . . . . . 14 

Gifts to 15 Gifts by cash or check. If you made any gift of $250 or 
Charity more, see page A-3 . . 15 

If you made a 18 Other than by cash or check. If any gift of $250 or more, 
gift and got a see page A·3.1f over $500, you MUST attach Form 8283 18 
benefit for it, 17 Carryover from prior year 17 
S" page A·3. 

18 Add lines 1 5 through , 7 • 18 
Casually and 
The" Losses 19 Casualty or theft loss(es). Attach Form 4684. (See page A-4.) 19 

Job Expenses 20 Unreimbursed employ.e expens85-job travel, union 
and Most dues, job education. etc. If required, you MUST attach 
Olher Form 2106 or 2106-EZ. (See page A-S.) ~ ••••••••••••• _ 
Miscellaneous ...................................................................................... 
Deductions .................................................................................... 20 

21 Tax preparation fees . 21 

(S .. 22 Other expenses-investment, safe deposit box, etc. Ust 
page A·S for type and amount ~ •• _ ••• _ ••• _ •••••••••••••••••••••••••••••• 
expenses to 22 
deduct here.) ........................................................................ 

23 Add lines 20 tlYough 22, • • • • • 23 

24 Enter amount from Form 1040, line 32. I 24 I '1 
25 Multiply line 24 above by 2% (.02) . 25 

26 Subtract line 25 trom line 23. If line 25 is more than line 23, enter .0- 26 
Other 27 Other-from list on page A·5. List type and amount ~ ••••• _ •••••••••• _ ••••••••••••• 
Miscellaneous 
Deductions 

.................................................................................................................. 
27 

Total 28 Is Form 1040, line 32, over $114,700 (over $57,350 if married filin9 separately)? 
Itemized NO. Your deduction is not limited. Add the amounts in the tar right cokJmn 

}. Deductions tor lines 4 through 27. Also, enter on Form 1040, line 34, the larger of ~ 28 
this amount or your standard deduction. 

YES. Your deduction may be limited. See page A·Stor the amount to enter. 

For Paperworll: Reduction Act Notlc., ... Fo"" 1040 In8tNctlons. Schedul. A (Fo"" 10401 1995 

S582 
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Exhibit A-2 (Acceptable Format) 
SCHEDULES A&B Schedule A-Itemized Deductions OMS No 1545·0074 

(Form 1040) 
(Sche<1ule B is on back) ~®95 

~_ of !he Tr • ...., 

• Attach to Form 1040. ~ Se_ Instruction. tor Schedules A. and B (Form 10401. 
Anac",...,,1 

! ... emlll Reow..-.we~. (99) SeQuence No. 07 
t'iNnel') ,,,own on Fonn 1040 V_ .. cWi eec....." "" ...... 

Medical Caution: Do not include eJlpenses flJImb<ned or pad by others. 

and 1 Medical and dental expenses (see page A·l) . 1 
" 

Dental 2 Enter amount Irom Form 1040. line 32. 1 21 
Expenses 3 Multipty line 2 above by 7.5% (.075) . 3 

4 Subtract line 3 trom line 1. If line 3 IS more than line 1. enter ·0· 4 

Taxes You 5 State and local income taxes 5 

Paid 6 Real estate taxes (see page A.2) 6 

(S" 7 Personal property taxes ... 7 

page A.1.) 8 Other taxes. List type and amount ~ .................... 
8 ......................................................................... 

g Add lines 5 through 8 . 9 

Interest 10 Home mortgage Interest and pOints report ell to you on Form 1098 10 

You Paid 11 Home mortgage interest not reported to you on Fonn 1098. If paid 

(S .. to the person from whom you bought the home, see paqe A-3 
page A.2.) and show that person's name. Identifying no .• and address ~ 

..................................................................... 

.... ..................... ••••••• •••••• ••••••••• -_ ••••••••••••• .o •••• 

Note: 11 ................................................................. 
PerwnaJ 12 Points not reported to you on Form 1098. See page A·3 int_st is 

for special rules. 12 
not . . 
deductible. 13 Investment inter"t If required. attach Form 4952. (5 .. 

page A-3.) . 13 
14 Add lin" 1 0 throu9h 1 3 . . . . 14 

Gifts to 15 Gifts by cash or check. If you made any gift of $250 or 
Charity morw, s .. page A·3 15 

If you made a 18 Other than by cash or check. If any gift of $250 or more, 
~ and got a s .. page A·3. II over $500, you MUST attach Form 8283 18 
benefit fOl it. 17 Carryover trom prior y •• 17 
, .. p.A-3. 

11 Add lines 15 through 17 . 18 

Casualty allll 
The" LOllIS l' Casualty or theft loss(es). Attach Form 4684. (See page A-4.) 19 

Job Expensil 20 Unreimbursed employ .. expenses-job travel. union 
and Most dues, job education. etc. II reqUlrec:t. you MUST attach 
Other Form 2106 or 2106-EZ. (s.. page A·5.) ~ •••••••••••••• 
Miseellaneolll ................................................................. 
Deductions 20 .................................................................... 

21' Tax preparation fees . 21 

(S .. 22 Other .xpens~nvestment, safe deposit box, etc. Ust 
pag_ A·S for type and amount ~ ••••••••••••••.•.•••••••••.•.•••••••••••• 
8J!.penSIS to 22 
dedUC1 here.) ................................................................ 

23 Add lines 20 tlToUOh 22. • • . • 23 
" 

24 Enter amount from Form 1040. line 32. L 24 , 
25 Multiply lin. 24 above by 2% (.02) 25 
26 Subtract line 25 trom line 23. II line 25 is more than line 23. enter .0- 26 

Other 27 Other-trom list on page A·5. List type and amount ~ .............................. 
Miscellaneolll 
Deductions 

••• .o .................................................................................................. 

27 

Total 28 Is Form 1040, line 32. over $114.700 (over $57.350 if married filing separately)? 
Itemized NO. Your deduction is not limited. Add the amounts in the far right cokJmn 

) Deductions lor !tnes 4 through 27. Also. enter on Form 1040. line 34. the larger of .. 28 

this amount or your standard deduction. 

YES. Your deduction may be limited. See page A·5 for the amount to enter. 

For Pllperwo", Reduction Act Notice .... Form 1040 instruction.. Schedul. A (Form 1a.0I 1995 

5582 
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Exhibit 8-1 (Preferred Format) 
!;cn~u,e,'\&8 (Form 1040) 1995 OMB No 1545·0074 

tulmet.ll snown on Form 1040 00 nOI enter narne ano SOCI~ ~unty "umDe'f .1 "'own on orner 'Ide yo ....... a .. MCunty num~' 

Part I 
Interest 
Income 

(See 
pages 15 
and S·l.) 

.,Note: If you 
received a Form 
lC99·INT. Form 
1099·010. or 
substitute 
statement from 
a brokerage firm. 
list the firm's 
name as the 
payer and enter 
the total interest 
shown on that 
form. 

Part II 
Dividend 
Income 

(See 
pages 15 
and S·l.) 

Note: If you 
received a Form 
1099·0N or 
substitute 
statement from 
a brokerage 
firm. list the 
firm's name as 
the payer and 
enter the total 
diVidends 
shown on that 
form. 

Part III 
Foreign 
Accounts 
and 
Trusts 

(See 
page B·2.) 

Schedule B-Interest and Dividend Income Anact'lment 
~uence No 08 

Note: If you had oller 5400 In taxable interest mcome. you must also complete Part III. 

list name of payer. If any Interest IS from a seller·financed mortgage and the 
buyer used the property as a personal residence. see page B·l and list thiS 
interestiirst. Also. show that buyer's social security number and address ~ 

............ _.- ................................................... -................................................................. -........................... .. 

...................... -.................................................................................... .. 

..... •• ... •• .............. oo ........ _ •••• oo •• oo .............. _ .... oooo •••• oo ..... oo.oooo ....... oo _ .... oo.oo ...... oo .......... oooooo ... . 

.. oo_ ••••••••• oo ............... oooo .... _ .............. oo ...... oo •• oo_ ... oo ..... oo.oooo ..... oo_ .. __ ..... oo ......... oo •• oooo .. _ .......... .. 

oo ...... oo ........... oo .. _ ... oo _ .. oo _.oo" _ .. _ ...... _ .. _oo ............ _ .................. oo ............ oooo .... .;. •• _. _ .... _. __ .oooo __ .. _. 

2 Add the amounts on line 1 . 

3 Excludable interest on series EE U.S. savings bonds issued after 1989 from Form 

Amount 

2 

8815, line 14. You MUST attach Form 8815 to Form 1040 • . . • • . • 1--=3~ _____ +-_ 
4 Subtract line 3 from line 2. Enter the result here and on Form 1040 line 8a ~ 4 

Note: If you had over $400 in gross dillidends and/or other distnbutions on stock, you must also complete Part III. 

5 List name of payer. Include gross dividends andlor other distributions on stock 
here. Any capital gain distributions and nontaxable distributions will be deducted 
on lines 7 and 8 ~ .................................................................... . 

.oooo •••• - •••• _ •• oo. _._ •• oooo_ ..... _ ... _ •••••• _ ..... oo _oo ..... oo ............ _ .. - ............. oo .. _ ... _. _oo - oo •• oo ..... _ 

........ _ ..... _ ..... _oo ............ oo ............ •• - _oo .................. oooo ................ oo .... oooo. _ .. oo ••• oooo .... _oooo ••••• oo.oo_ 

•• : ..... oo ••••••••• • _OOOO"" .............. oo .. oo .................. - -- ••• _ ... oooo. _ •• oo.oo.-oo ....... - •••••• oo ... oo. 

.... - •••••••••••••••• - ............... -_ ••• oooo. oo .... _oo •• _ ••• _ ........... oo .. _ .......... oooo ....... _.oooo ••• _ ..... . 

6 Add the amounts on line 5. • . • • • • • . • • . • . 
7 Capital gail distributions. Enter here and on Schedule 0" • 11-'7~1 _____ +-1--I 
8 Nontaxable distributions. (See the inst. for Form 1040, line 9.) 11-:8:-J1 _____ .l...-1--I 
9 Add lines 7 and 8 . • • • • • • • • • • 

Amount 

5 

6 

9 

10 Subtract line 9 from line 6. Enter the result here and on Form 1040, line 9 . ~ 0......;,1""0-'-_____ -.1.. __ 

"If you do not need Schedule 0 to report any other gains or losses. see thlt 
instructions for Form 1040 line 13 on page 16 

If you had over $400 of Interest or diVidends or had a foreIgn account or were a grantor of. or a transferor 
to. a foreign trust, you must complete thIS part. 

Yes No 

11a At any lime during 1995, did you have an interest in or a signature or other authority over a financial 
account in a foreign country. such as a bank account. securities account. or other financial 
account? See page B·2 for exceptions and tiling reqUirements for Form TO F 90·22.1 

b If "Yes." enter the name of the foreign country • ....................................................... 

12 Were you the grantor of. or transferor to, a foreign trust that eXisted dUring 1995, whether or not 
you have any beneficial interest in it? If "Yes," you may have to file Form 3520, 3520·A. or 926 . 

For Paperwont Reduction Act Notice, ... Form 1040 instruction •. Schedule B (Form 10401 1995 
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Exhibit 8-2 (Acceptable Fo~mut) 
~=reaule, MB (Form 1()401 1995 OM8 No. 1545·0074 Page 2 
~."rr".', lnown 0" Form 1()40. Do n01 enler n;une ioflO SOCial ~un\y ~umDef rt Vtown on oln ... sloe. 

360 

Part I 
Interest 
Income 

(See 
pages 15 
and B·l.) 

Not.:;r you 
received a Form 
1(99·INT. Form 
10')9·010. or 
substitute 
statement from 
a tlrokfll'agl lim. 
list the tim's 
name as the 
pa)flI' and enter 
the !otal in!e,est 
shown on that 
Iorm: 

Schedule B-Interest and Dividend Income 
Note: If you had over $400 In taxable Interest Income. you musr aJso complere ParT 1/1 

List name of payer. If any Interest IS from a seller· financed mortgage and the 
buyer used the property as a personal residence, see page B·l and list this 
interest first. Also. show that buyer's social security number and address ~ 

a ........................ •• .. • ...... ••••••••••• .. •• .. • .. •••••••••• ....................................... . 

............ _ ........................ _ .................... -............................ _ ..................................................... -.. 

...................................................................................................... 

.............................................................................................................................. 

1 

AnKnment 
Sequence No. 08 

Amount 

2 Add the amounts on line 1 • . . . • • . . . • • r-=2=-t------+ 
3 Excludable interest on series EE U.S. savings bonds issued aft., 1989 from Form 

8815. line 14. You MUST attach Form 8815 to Form 1040 t-"3'-i _____ -+ 
______ 4 Subtract line 3 from line 2. Enter the result here and on Form 1040 line Sa ~ " 

Part II 
Dividend 
Income 

(s.. 
pagee 1S 
and B·q 

Not.: If you 
ree: etved a Form 
1C99·DIVor 
substitute 
statement from 
a brokerage 
firm. list :h. 
firm'S I'!ame as 
the payer and 
enter the lotal 
diVIdends 
shown on that 
form. 

Part III 
Foreign 
Accounts 
and 
Trusts 

(See 
i)olgl B·2.) 

f·ote: If you had oller $400 in gross dillidends 8I'Idior other distributions on stock, you must also complete Part III. 

5 List name of payer. Include oross dividends and/or other distributions on stock 
here. Arey capItal oain distributions and nontaxable distributions wiN be deducted 
on lines 7 and 8 ~ .................................................................... . 

6 Add the amounts on line 5. • • • • • • • •• • 
7 Capital gan distributions. Enter her. and on Schedule O· • 11o--'7:...*-I ___ ~I_~ 
8 Nontaxable distributions. (See the inst. for Fo"" 1040, lint 9.) 11..-:&:...1-'--____ -'--f--.1 
9 Add lines 7 and 8 • • • • • • • • • • • • 

Amount 

5 

8 

I 

10 Subtract line 9 from line 6. Enter the result h4n and on Form 1040, line 9 • ~ ~1.:.0-,-____ --,,--
'If you do not nfNd Schedule 0 to report arty other gains or loss.s, s .. the 
instructions for Form 1040. line 73. on page 16. 

If you had OYer $400 of Interest or diVidends Of had a foreign account or were a grantor of, or a transferor 
to. a fore'9n trust. you must complete this part. 

Y •• No 

11a At any time dll'inO 1995, did you have an interest in or a sionature or other authority over a financial 
account in a foreign country, such as a bank account, secll'ities account. or other financial 
:}ccount? See page B.2 for ellceptions and filing requirements for Form TO F 90·22.1 . . • . 

b If "Yes," enter the name of the foreign country ~ ....................................................... 
12 Were you the orantor of. or transfltf'or to, a for.ign trust that existed dll'ing 1995. whether or not 

you have any beneficial interest in it? If "Yes," you may have to flte Form 3520. 3520·A. or 926 . 

For Pa~rworlc Reduction Act Notic •• SH Form t040 instruction .. Schedul. B (Form 1040t 1995 
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Exhlbi~ CG-A (Schedule AI 
Schedule A ITEMIZED DEDUCTIONS 
(Form 1040) 

1995 * 07 
OMB no. 1545-0074 

SSN 
···MEDICAL AND DENTAL EXPENSES***.****** ••• **.**·*·*****************·**** 

1 Medical and dental expenses •....••.•..•.•.•• (l) 
2 Amount from Form 1040, line 32 ••.. (2) 
3 Multiply line 2 by 7.5% (.075) •••••••••••••• (3) 
4 Subtract line 3 from line 1, not less than zero ••••••• (4) 

***TAXES YOU~AID************.******************************************* 
·5 State and local income taxes •••••..••••••.•• (5) 
6 Real estate taxes ••.••••••••••.••••••••••••. (6) 
7 Personal property taxes ••••••••••••••••••••• (7) 
8 Other taxes. List type and amount. 

__ ~~~ ____________ ~ __________ ..•••••••••••••. (8) 
9 Add lines 5 thru 8 .................................... ( 9 ) 

***INTEREST YOU PAID***************************************************** 
10 Home mortgage interest and points reported 

to you on Form 1098 ••••••••••.••••••.•••••• (10) 
11 Home mtg int not reported on Form 1098. If to 

seller, person's name, id no., and address: 

__ ~ ________________ ~ __________________ •••••••• (11) 
12 Points not reported to you on Form 1098 •••• (12) 
13 Investment interest. Att Form 4952 if req •• (13) 
14 Add lines 10 thru 13 ••••••••••••••••••••••••••••••••• (14) 
***GIFTS TO CHARITY****************************************************** 
15 Gifts by cash or check ••••••••••••••••••••• (15) 
16 Other than cash or check. If over $500, 

you MUST attach Form 8283 •••••••••••••••••• (16) 
17 Carryover from prior year •••••••••••••••••• (17) 
18 Add lines 15 thru 17 ••••••••••••••••••••••••••••••••• (18) 
***CASUALTY AND THEFT LOSSES********************************************* 
19 Ca~ualty or theft loss(es) from Form 4684 •••••••••••• (19) 
***JOB EXPENSES & MOST OTHER MISCELLANEOUS DEDUCTIONS******************** 
20 Unreim employee exp (Form 2106) ________ _ 

•• (20) 
21 Tax preparation fees ••••••••••••••••••••••• (21) 
22 Other expenses: 

•• (22) 
23 Add lines 20 thru 22 ••••••••••••••••••••••• (23) 
24 Amount from Form 1040, line 32 ••• (24) 
25 Multiply line 24 by 2' (.02) ••••••••••••••• (25) 
26 Subtract line 25 from line 23, not less than zero •••• (26) 
***OTHER MISCELLANEOUS DEDUCTIONS**************************************** 

___________________ - • • • • • • • • • • • (27) 

***TOTAL ITEMIZED DEDUCTIONS********************************************* 
28 If Form 1040, line 32 more than $114,700 ($57,350 MFS), 

see page A-5. Else add right column of lines 4-27 •••• (28) 
************************************************************************* 
D260 For Paperwork Reduction Act Notice, see Form 1040 Instructions. 
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sc;~~ritBCG-B (sch~~~l~~~ AND DIVIDEND INCOME 
(Form 1040) 

1995 * 08 
OMS no. 1545-0074 

SSN 
*********************************************~*************************** 
Part I - Interest Income 

1 ________________________________________ .•••••••••••••••••• (1) 

------------~--------------------------..................... . 
----------------------------------------..............••..••.. 
----------------------------------------...............•...•.. 
----------------------------------------..................... . 
-------------------------------------..................... . 
--------------------------------------..................... . 
----------------------------------------..................... . 
----------------------------------------.....................• 
----------------------------------------....•................. 
------------------~----------------~--..•.....•....•••..•... 
Less tax-exempt interest •••••••• To Form· 1040, line 8b •••• 

2 Add the amounts on line 1 ••••••••••••••••••••••••••••• (2) 
3 Excludable savings bond interest from Form 8815 ••••••• (3) 
4 Subtract line 3 from line 2 ••••• To Form 104P, line 8a (4) 

Amount 

************************************************************************* 
Part II - Dividend Income Amount 

5 Dividend income (include capital gain dist, nontaxable dist, etc.) 
________________________________________ ••••••••••••••••••• (5) 

-------------------------------------..................... . 
----------------------------------------...............••.•... 
-------------------------------------..................... . 
---------------------------------------.....•••..••..••••...• 
----------------------------------------............••.....•.• ---------------------------------------....•......•...•.....• 
---------------------------------------........•......•.....• 
----------------------------------------..................... . 
------------------------------------..................... . 
---------------------------------------..................... . 
--------------------------------------...•.••....••.....•... 
~~~~--------------~--~~----------..........•.....•..... 

6 Add the amounts on line 5 ••••••••••••••••••••••••••••• (6) 
7 Capital gain distributions ••••••••••••••••• (7) 
8 Nontaxable distributions ••••••••••••••••••• (8) 
9 Add linea 7 and 8 •.••••••••••••••••••••••••••••••••••• (9) 

10 Subtract line 9 from line 6. To Form 1040, line 9 ••• (10) 
************************************************************************* 
Part III ~ Foreign Accounts and Foreign Trusts 
If you had over $400 of interest or dividends OR had a foreign account 
or were a grantor of, or a transferor to, a foreign trust, must complete: 
11a At any time during 1995, did you have an interest in or a signature 

authority over a financial account in a foreign country (such as a 
bank account, securities account, or other financial account)?. ___ 

b If Yes, name of foreign country. 
12 Were you the grantor of, or transferor to, a foreign trust that 

existed during 1995, whether or not you have any beneficial interest 
in it? If Yes, you may have to file Form 3520, 3520-A, or 926 •• ___ 

************************************************************************* 
D260 For Paperwork Reduction Act Notice, see Form 1040 Instructions. 
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EXHIBIT BW-l 

r"rm 941 
t1l.~v. April 1994) 
[).:patlJ'Deut of the Treuury 
Luana! RevC'lluc Service 

4141 
Employer's Quarterly Federal Tax Return 
~ separate imtructions for information on completing this return. 

Fnt~ lUte 
code for 
.1aIC in 
"hi~b 
J<positJ 
made. 
(see 
rage 2 of 
IrullUctions). 

If adclreu is 
differmt 
rrom prior 
n:tum. check 
h~n:s 

Please type or prim. 

Ir you do no( bave to m. mun. in the future. ~beCIt ben ODd enlCir date f uW ... aga paid 
If you .-e a seasonal employer. ICC s--aJ E.ployen oa pap 2 and ~bedt bero (sec imttuctiom) 

I Number of employees (except household) employed in the pay period that includes March 12th 

2 Total wages and tips subject to withholding. plus other compensation 2 
3 
4 

3 Total income tax withheld from wages, tips. and sick pay 

4 Adjustment of withheld iIrome tax for preceding quarters of calendar year 

5 Adjusted total of income tax withheld 

6a Taxable social security wages 

Gb Taxable social security tips 
7 Taxable Medicare wages and tips 
8 Total social security and Medicare taxes. 

Check here if wages DOt subject to social security and/or Medicare tax 
9 AdjustmCllt of s~ial ..,;urity and Medicant tax. 

Sick Pay $ +/- Fractions of centsS +/- Other $ 

x 12.4%
x 12.4%-
x 2.901.-

5 

6a 
6b 
7 

8 

"" 9 

10 Adjusted total of social security and Medicare taxes 10 

11 Total taxes (add lines 5 ands 10) 11 

12 Advance eam:<! income credit (EIC) payments made by employees, if any 12 

13 Net Taxes (subtract line 12 from line 11). 13 

I ~ Total deposits for quaJter, iIrluding overpayment applied from a prior quarter, 14 

15 Balance due (:;,',trnct line 14 from line 13). Pay to Internal Revenue Service. 15 

16 Overpayment, if line 14 is more than line 13, emr excess here 
and check if to be: Applied to next return OR Refumed. 

All filers: If line 13 is less than $.500, you need DOt complete line 17 of Schedule B. 
Semiweekly depostiors: Complete Schedule B and check here 

OMB No. 154'-0029 

I 

U 
m 
FP 

I 

I 

Monthly depositors: Complete line 1" columns (a) through (d) and check here 

17 Monthly Summary or FederaJ Tax Liability 
(a) First month liability (b) Second month liability (c) Third month liability (d) Fourth mooLh liability 

Sign 
Here 

Under pcoaJtiea of perjury. I declare thai I bave examined thiI return. iDcludin. ac:c:ompulyiDlI Khedul .. and a.Ilacbrnenll. and to the bnt of my 

knowledge IIId belief. it is UUc. comet. IIId ac:cunr.e. 
Print Your 
Name and Title ~ Date ~ 

For Paperwork Reduction Act Notice, see page I of separate instructions. 
Si ~ 

Fonn 941 (Rev. 4-94) 
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EXHlBIT BW2 

SCHEDULE B 
(FORM 941) 
(Rcv. Jmuary 1994) 5151 
DcpIl1mCIII of the Tra.wy 
Internal RcvCOUCl ScMce 

Name 

Employer's Record of Federal Tax Liability 
~See Ci.rtu1ar E for more information about employment tax returns. 

Attach to form 941 or Form 941-SS. 

Emp.1D 

OMB No. 1 S4,.oo29 
Expirn 1·31·96 

You must complete this schedule if you are rc:qumd to deposit on a semiwcekly basis, or ifyoUl tax liability on any 
day is SI00,OOO or more. Show tax"liabilty here. DOt deposits. (The IRS gets deposit data from FTD coupons.) 

A. Dally Tn Liability - Flnt Month of Quarter 

8 15 22 

2 9 16 23 

3 10 17 24 

4 11 18 25 

5 12 19 26 

6 13 20 27 

7 14 21 28 
A Total tax liability for flJ'St month of quarter 

B. Dally Tn Liability - Second Month of Quarter 

8 15 22 

2 9 16 23 

3 10 17 24 

4 11 18 2' 

5 12 19 26 

6 13 20 27 

7 14 21 28 

B Total tax liability for second morth of quarter 
C. Dally Tn Liability - Third Month of Quarter 

8 IS 22 
, 

2 9 16 23 

3 10 17 24 

4 11 18 25 

5 12 19 26 

6 13 20 27 

7 14 21 28 

C Total tax liability for third month of quarter 
o Total for quarter (add lines A. B, and C). This should cquallinc 13 of Form 941. 

For Paperwork Reduction Act Notice, sec page 1. 
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29 

30 

31 

A 

29 

30 

31 

B 

29 

30 

31 

C 

D 

Schedule B (Form 941) (Rev. 1-94) 



EXHIBIT L-1 - LIST OF FORMS REFERRED TO IN REVENUE PROCEDURE 

rQBM 

706 

720 
940 

940-EZ 

941 
941 Sch. B 
943 

945 
945-A 
990··C 
990-PF 

990-T 
1040 
1040-ES 
1040A 
1040EZ 

1040PC 
1041 
1041-ES 
1042 

1042-S 

1065 
1096 

1098 
1099-A 
1099-B 

1099-C 
1099-DIV 
1099-G 
1099-INT 
1099-MISC 
1099-010 
1099-PATR 
1099-R 

1099-S 
1120 

TITLE 

United states Estate (and Generation-Skipping 
Transfer) Tax Return 
Quarterly Federal Excise Tax Return 
Employer's Annual Federal Unemployment (FUTA) Tax 
Return 
Employer's Annual Federal Unemployment (FUTA) Tax 
Return 
Employer's Quarterly Federal Tax Return 
Employer's Record of Federal Tax Liability 
Employer's Annual Tax Return for Agricultural 
Employees 
Annual Return of Withheld Federal Income Tax 
Annual Record of Federal Tax Liability 
Farmers' Cooperative Association Income Tax Return 
Return of Private Foundation or section 4947(a) (1) 
Trust Treated as a Private Foundation 
Exempt Organization Business Income Tax Return 
U.S. Individual Income Tax Return 
Estimated Tax for Individuals 
U.S. Individual Income Tax Return 
Income Tax Return for Single and Joint Filers with 
No Dependents 
1040PC Format U.S. Individual Income Tax Return 
U.S. Income Tax Return for Estates and Trusts 
Estimated Tax for Estates and Trusts 
Annual Withholding Tax Return for U.S. Source 
Income of Foreign Persons 
Foreign Person's U.S. Source Income Subject to 
Withholding 
U.S. Partnership Return of Income 
Annual Summary and Transmittal of U.S. Information 
Returns 
Mortgage Interest Statement 
Acquisition or Abandonment of Secured Property 
Proceeds from Broker and Barter Exchange 
Transactions 
Cancellation of Debt 
Dividends and Distributions 
certain Government Payments 
Interest Income 
Miscellaneous Income 
Original Issue Discount 
Taxable Distributions Received from Cooperatives 
Distributions form Pensions, Annuities, Retirement 
or Profit-sharing Plans, IRAs, Insurance 
Contracts, Etc. 
Proceeds from Real Estate Transactions 
U.s. corporation Income Tax Return 

1996-2 C.B. 365 



EXHIBIT L-l - LIST OF FORMS REFERRED TO IN REVENUE PROCEDURE 
(continued) 

2290 
3468 
3975 

4136 
4461 

4461-A 

4461-B 

5300 

5303 

5305 
5306 

5307 

5310 
5310-A 

5498 
5500 

5500 C/R 

5500-EZ 

6406 

8109 
8109-B . 
8453 

8453-E 

8453-F 

8453-P 

8633 

9041 

366 1996-2 C.B. 

Heavy Vehicle Use Tax Return 
Investment Credit 
Tax Practitioner Annual Mailing List Application 
Update 
Credit for Federal Tax Paid on Fuels 
Application for Approval of Master or Prototype 
and Regional Prototype Defined Contribution Plan 
Application for Approval of Master or Prototype 
and Regional Prototype Defined Benefit Plan 
Application for Approval of Master or Prototype 
Plan, or Regional Prototype Plan Mass Submitter 
Return Adopting Sponsor 
Application for Determination for Employee Benefit 
Plan 
Application for Determination for Collectively 
Bargained Plan 
Individual Retirement Trust Account 
Application for Approval of Prototype or Employer 
Sponsored Individual Retirement Account 
Application for Determination for Adopters of 
Master or Prototype, Regional Prototype or Volume 
Submitter Plans 
Application for Determination for Terminating Plan 
Notice of Plan Merger or Consolidation, Spinoff, 
or Transfer of Plan Assets or Liabilities; Notice 
of Qualified Separate Lines of Business 
Individual Retirement Arrangement Information 
Annual Return/Report of Employee Benefit Plan 
(With 100 or more participants) 
Annual Return/Report of Employee Benefit Plan 
(With fewer than 100 participants) 
Annual Return of one-Participant (Owners and Their 
Spouses) Retirement Plan 
Short Form Application for Determination For Minor 
Amendment of Employee Benefit Plan 
Federal Tax Deposit Coupon 
Federal Tax Deposit Coupon 
U.S. Individual Income Tax Declaration for 
Electronic Filing 
Employee Benefit Plan Declaration and Signature 
for Electronic/Magnetic Media Filing 
U.S. Income Tax Declaration and Signature for 
Electronic and Magnetic Media Filing 
U.S. Partnership Declaration and Signature for 
Electronic and Magnetic Media Filing 
Application to Participate in the Electronic 
Filing program 
Application for Electronic/Magnetic Media Filing 
of Business and Employee Benefit Plan Returns 



EXHIBIT L-l - LIST.OF FORMS REFERRED TO IN REVENUE PROCEDURE 
(continued) 

CT-l 
W-2 
W-2G 
W-3 

Employer's Annual Railroad Retirement Tax Return 
Wage and Tax Statement 
certain Gambling Winnings 
Transmittal of Income and Tax Statements 

1996-2 C.B. 367 



EXHIBIT L-2 - PAYMENT VOUCHER SPECIFICATIONS 

NNNNNNNNN AA AAAA NN N NNNN NNN 
ABC D E F G 

A Social Security/ 
Employer Identification 
Number (SSN/EIN) 

B Check Digit 

C Name control 

D Master File Tax (MFT) 
Code 

E Taxpayer Identification 
Number (TIN) Type 

F Tax Period 

G Transaction Code 

9 numeric 

2 alpha 

4 alphanumeric 

2 numeric 
(see below) 

1 numeric 
(see below) 

4 numeric (yymm) 

3 numeric 

MFT Code - 30 for Form 1040 family; 10 for Form 940 and 
940-EZ; 01 for 941; 11 for Form 943; 16 for Form 945; 60 
for Form 2290. 

TIN Type - 0 for Form 1040 family; 2 for Forms 940, 
940-EZ, 941, 943, 945, and 2290. 

Voucher size - 8.5" x 3.25". The document scanline must 
be vertically positioned 1. 625" from the bottom of the 
scanline to the bottom of the voucher. The right most 
character of the scanline must be placed 3.5" from the 
right leading edge of the document. 

The maximum vertical displacement is .06 inches. The 
minimum required horizontal clear space between characters 
is .014 inches. The line to be scanned must have a clear 
band 0.25 inches in height from top to bottom of the 
scanline, and from border to border of the document. 
"Clear band" means no printing except for dropout ink. 
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26 CFR 601.201: Rulings and determination fel
ters_ 

Rev. Proc. 96-49 

SECTION 1. PURPOSE 

This revenue procedure provides a 
model amendment that will give plan 
sponsors a streamlined way to amend 
. their plans to comply with the require
ments of the Uniformed Services Em
ployment and Reemployment Rights Act 
of 1994, Pub. L. No. 103-353 
("USERRA"), and § 414(u) of the In
ternal Revenue Code. The revenue pro
cedure also provides that plan amend
ments to reflect the provisions of 
USERRA and § 414(u) generally will 
not be required to be made before 1998. 
Section 414(u) was added by § 1704(n) 
of the Small Business Job Protection 
Act of 1996, Pub. L. No. 104-188 
("SBJPA"). The model amendment is 
available for use by sponsors of master 
or prototype ("M&P"), regional proto
type, volume submitter specimen, indi
vidually designed, and simplified em
ployee pension ("SEP") plans that have 
received favorable opinion, notification, 
advisory, ruling, or determination letters 
that take into account the requirements 
of the Tax Reform Act of 1986, Pub. L. 
No. 99-514 ("TRA '86"). 

SECTION 2. BACKGROUND AND 
GENERAL INFORMATION 

.01 USERRA, codified at 38 U.S.c. 
§§ 4301-4333, revised and restated the 
federal law protecting veterans' reem
ployment rights. Under USERRA, which 
is interpreted and enforced by the Veter
ans' Employment and Training Service 
of the U.S. Department of Labor, an 
employee who is absent from a position 
with an employer because of military 
service generally is entitled to reemploy
ment with that employer, subject to 
certain limits and exceptions. USERRA 
also requires certain other rights and 
benefits to be provided or made avail
able, including, in certain circumstances, 
coverage under the employer's health 
plan. In addition, on reemployment, an 
employee is entitled to receive certain 
pension, profit-sharing and similar ben
efits (under defined benefit or defined 
contribution plans) that would have been 
received but for the employee's absence 
during military service. USERRA sets 
forth various rules relating to the em
ployee's reemployment and other rights 
and benefits, inc1uding-

• the types of military service cov
ered, 

• advance notice of military service 
to be given to an employer, 

• documentation of reemployment 
eligibility, 

• exceptions for dishonorable dis
charge and employer hardship, 

• the position in which an individual 
must be reemployed, and 

• enforcement procedures. 
.02 Section 414(u) generally provides 

that a contribution that is made by an 
employer or employee to an individual 
account plan or by an employee to a 
contributory defined benefit plan, and 
that is required under USERRA, is taken 
into account for purposes of the limita
tions of § 402(g), 402(h), 403(b), 
404(a), 404(h), 408, 415 or 457 in the 
year to which the contribution relates, 
not the year in which the contribution is 
made. In addition, § 414(u) provides 
that a plan is not treated as failing to 
meet the requirements of § 401 (a)(4), 
401 (a)(26), 401(k)(3), 401 (k)(l 1), 401-
(k)(l2), 401 (m), 403(b)(l2), 408(k)(3), 
408(k)(6), 408(p), 41O(b), or 416 be
cause of the contribution (or the right to 
make the contribution). 

.03 Section 414(u) generally provides 
that an employer maintaining a plan 
shall be treated as meeting the require
ments of USERRA only if an employee 
reemployed under USERRA is treated as 
not having incurred a break in service 
because of the period of military ser
vice, the employee's military service is 
treated as service with the employer for 
vesting and benefit accrual purposes, the 
employee is permitted to make addi
tional elective deferrals and employee 
contributions in an amount not exceed
ing the maximum amount the employee 
would have been permitted or required 
to contribute during the period of mili
tary service if the employee had actually 
been employed by the employer during 
that period ("make-up contributions"), 
and the employee is entitled to any 
accrued benefits that are contingent on 
employee contributions or elective de
ferrals to the extent the employee pays 
the contributions or elective deferrals to 
the plan. Make-up contributions must be 
permitted during the period that begins 
on the date of reemployment and contin
ues for five years or, if less, three times 
the period of military service. With 
respect to make-up contributions, the 
employer must make matching contribu
tions that would have been required if 
the make-up contributions had actually 
been made during the period of military 
service. 

.04 Section 4l4(u) provides that an 
employee is treated as receiving com
pensation from the employer during the 
period of military service equal to the 
compensation the employee otherwise 
would have received from the employer 
during that period, or, if the compensa
tion the employee otherwise would have 
received is not reasonably certain, the 
employee's average compensation from 
the employer during the period immedi
ately preceding the period of military 
service. For purposes of § 414(u), 
USERRA is not treated as requiring the 
crediting of earnings to an employee 
with respect to any contribution before 
the contribution is actually made or 
requiring any allocation of forfeitures to 
the employee for the period of military 
service. Section 414(u) also provides 
that, if a plan provides for the suspen
sion of an employee's obligation to 
repay a loan for any part of any period 
of military service, the suspension is not 
taken into account for purposes of 
§ 72(p), 401(a) or 4975(d)(l). 

.05 USERRA provides generally that 
it is effective with respect to reemploy
ments initiated 60 days or more after the 
October 13, 1994, enactment date of 
USERRA, that is, reemployments initi
ated on or after December 12, 1994. 
USERRA provides that an employee 
pension benefit plan has two years from 
the date of enactment, that is, until 
October 13, 1996, to come into compli
ance. Section 1704(n)(3) of SBJPA pro
vides that § 414(u) is effective as of 
December 12, 1994. The relief provided 
by § 414(u) extends to plans that are 
not operated in compliance with the 
requirements of USERRA specified in 
§ 414( u) until after October 12, 1996, 
as well as to plans that were operated in 
compliance with those requirements be
fore October 13, 1996. 

.06 Provisions of SBJPA that are un
related to US ERR A changed various 
qualification requirements for plans. 
Section 1465 of SBJPA provides that, if 
a plan amendment is required by certain 
changes under SBJPA ("SBJPA 
change"), the amendment is not re
quired to be made before the first day of 
the first plan year beginning on or after 
January I, 1998 (January I, 2000, for a 
governmental plan as defined in 
§ 414(d) of the Code), if the plan is 
operated in accordance with the SBJPA 
change during the period from the effec
tive date of the SBJPA change to the 
time the plan amendment is required 
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and if the plan amendment reflecting the 
SBJPA change applies retroactively to 
that period. 

. 07 Plan amendments to reflect the 
provisions of USERRA and § 414(u) 
will not be required to be made before 
the date plan amendments will be re
quired to be made under § 1465 of 
SBJPA. 

SECTION 3. MODEL AMENDMENT 

.01 All plans-Sponsors described in 
subsection .02 may amend their plans by 
adopting, word-for-word, the model lan
guage in the appendix to this revenue 
procedure in accordance with the in
structions in this revenue procedure. If a 
sponsor to whom the model language is 
available pursuant to subsection .02 
adopts the model language, neither ap
plication to the Service nor a user fee is 
required. The Service will not issue new 
opinion, notification, advisory, ruling, or 
determination letters for plans that are 
amended solely to add the model lan
guage described in this section. 

.02 The model language is available 
only to sponsors of M&P, regional pro
totype, volume submitter specimen, and 
individually designed (including volume 
submitter and SEP) plans that, as of the 
date of the adoption of the model 
amendment, have reliance on a favor
able opinion, notification, advisory, rul
ing, or determination letter that takes 
into account the requirements of TRA 
'86 under Rev. Proc. 87-50, 1987-2 
C.B. 647, as modified; Rev. Proc. 89-9, 
1989-1 C.B. 780, as modified; Rev. 
Proc. 89-13, 1989-1 C.B. 801, as modi
fied; Rev. Proc. 90-20, 1990-1 C.B. 
495; Rev. Proc. 91-41, 1991-2 C.B. 
697; Rev. Proc. 91-66, 1991-2 C.B. 
870; Rev. Proc. 93-39, 1993-2 C.B. 
513; or Rev. Pmc. 96-6, 1996-1 I.R.B. 
151. 

.03 M&P, Regional Prototype and 
Volume Submitter Plans-M&P, re
gional prototype and volume submitter 
plan sponsors that use the model lan
guage must file Form 8837, Notice of 
Adoption of Revenue Procedure Model 
Amendments. 

SECTION 4. RELIANCE 

An employer entitled to rely on an 
opinion, notification, ruling, or determi
nation letter will not lose reliance on the 
letter merely because of this amend
ment. Plan amendments made in accor
dance with section 2.07 and section 3 of 
this revenue procedure will not cause 
the plan to lose its otherwise applicable 
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extended reliance period under Rev. 
Procs. 89-9 and 89-13, as modified by 
Rev. Proc. 93-9, 1993-1 C.B. 474, or 
section 13 of Rev. Proc. 93-39 . 

APPENDIX 

MODEL AMENDMENTS 

AMENDMENT 1 

(Note to Sponsor: The following model 
amendment may be used to amend plans 
to provide for the requirements of 
USERRA and § 414(u) of the Code.) 

"Notwithstanding any provision of this 
plan to the contrary, contributions, ben
efits and service credit with respect to 
qualified military service will be pro
vided in accordance with § 414(u) of 
the Internal Revenue Code." 

AMENDMENT 2 

(Note to Sponsor: The following model 
amendment may be used to amend plans 
that provide for loans to participants, if 
the sponsor chooses to suspend loan 
repayments during participants' periods 
of military service.) 

"Loan repayments will be suspended 
under this plan as permitted under 
§ 414(u)(4) of the Internal Revenue 
Code. " 

26 CFR 601.202: Closing agreements. 

Rev. Proc. 96-50 

SECTION 1. PURPOSE 

This revenue procedure modifies Rev. 
Proc.95-24, 1995-1 C.B. 694, concern
ing the Tax Sheltered Annuity Voluntary 
Correction (TVC) Program by extending 
the last day for submissions under the 
TVC Program. 

SECTION 2. BACKGROUND 

Effective May 1, 1995, the Internal 
Revenue Service established the TVC 
Program as an experimental program 
that is available through October 31, 
1996, for 403(b) plans that are not under 
an Employee Plans or Exempt Organiza
tions examination. The TVC Program 
generally permits an eligible employer 
to correct operational defects in the 
employer'S 403(b) plan that are specifi
cally described in Section 7 of Rev. 
Proc. 95-24 and not excepted from 
coverage under the program under Sec
tion 5 of that revenue procedure. An 
employer pays a voluntary correction 
fee based on the number of its employ
ees and a sanction with respect to the 

corrected defects. Correction must be 
made for all years of the defects. In 
general, excise taxes are not waived 
under the TVC Program, and the em
ployer is still responsible for payment of 
Federal Insurance Contributions Act 
(FICA) taxes in appropriate circum
stances. At the end of the TVC process, 
the employer will receive a correction 
statement setting forth the applicable 
corrections and conditions. 

SECTION 3. EXTENSION OF TVC 
PROGRAM 

Section 3.02 of Rev. Proc. 95-24 
provides that the TVC Program will be 
available through October 31, 1996. In 
order to continue to evaluate the TVC 
Program, it will continue to be available 
through December 31, 1998. 

SECTION 4. EXPANSION OF THE 
PROGRAM 

The Service has received comments 
and inquiries regarding the expansion of 
the TVC Program to permit the correc
tion of defects not currently covered 
under Rev. Proc. 95-24. The Service 
will continue to consider these com
ments and inquiries and may publish 
additional guidance in the future. 

SECTION 5. EFFECTIVE DATE 

This revenue procedure is effective on 
November 1, 1996. 

SECTION 6. EFFECT ON OTHER 
DOCUMENTS 

Rev. Proc. 95-24 is modified. 

26 CFR 601.105: Examination of returns and 
claims for refund, credit, or abatement; determina
tion of correct tax liability. 
(Also Part I, § 42; 1.42-14.) 

Rev. Proc. 96-51 

SECTION 1. PURPOSE 

This revenue procedure supplements 
Rev. Proc. 96-46, 1996-38 I.R.B. 144, 
by publishing amounts of unused hous
ing credit carryovers allocated to quali
fied states under § 42(h)(3)(D) of the 
Internal Revenue Code for calendar year 
1996 in addition to those published in 
Rev. Proc. 96-46. This revenue proce
dure also publishes the total amounts of 
unused housing credit carryovers allo
cated to qualified states under 
§ 42(h)(3)(O) for calendar year 1996. 

SECTION 2. BACKGROUND 

Rev. Proc. 96-46 published a portion 
of the unused housing credit carryovers 



allocated to qualified states from a na
tional pool of unused credit authority for 
calendar year 1996 (the 1996 National 
Pool). Sec. 3.02 of Rev. Proc. 96-46 
provides that upon resolution of certain 
issues, qualified states may be entitled 
to an additional allocation from the 
1996 National Pool. These issues have 
been resolved and qualified states are 

Qualified State 

Alabama 
Alaska 
Arizona 
California 
Colorado 
Connecticut 
Florida 
Hawaii 
Idaho 
Illinois 
Indiana 
Iowa 
Kansas 
Kentucky 
Maine 
Maryland 
Massachusetts 
Michigan 
Minnesota 
Mississippi 
Missouri 
Nebraska 
Nevada 
New Hampshire 
New Jersey 
New Mexico 
New York 
Ohio 
Oregon 
Pennsylvania 
Rhode Island 
South Dakota 
Tennessee 
Utah 
Vermont 
Virginia 
Washington 
Wisconsin 
(Note: Amounts are rounded) 

.02 Any additional amount of unused 
housing credit carryover published in 
this revenue procedure that a qualified 
state fails to allocate before the close of 
1996 will not be considered in determin
ing whether that state qualifies for an 
allocation of unused housing credit car
ryover for calendar year 1997. 

entitled to an additional allocation from 
the 1996 National Pool. This revenue 
procedure publishes these additional al
location amounts. Because there will be 
no further allocations to qualified states 
for the 1996 calendar year, this revenue 
procedure also publishes the total 
amounts of unused housing credit car
ryovers allocated to qualified states from 

Additional Amount 

$ 10,322 
1,483 
9,970 

76,898 
8,945 
8,013 

34,137 
2,885 
2,772 

28,752 
14,073 
6,921 
6,249 
9,363 
3,034 

12,248 
14,780 
23,233 
11,173 
6,530 

12,913 
3,971 
3,565 
2,782 

19,338 
4,047 

44,452 
27,162 
7,550 

29,486 
2,439 
1,764 

12,661 
4,668 
1,419 

16,030 
13,072 
12,433 

SECTION 4. EFFECT ON OTHER 
REVENUE PROCEDURES 

This revenue procedure supplements 
Rev. Proc. 96-46 by increasing the 
amounts of unused housing credit car
ryovers allocated to qualified states from 
the 1996 National Pool. 

the 1996 National Pool. 

SECTION 3. PROCEDURE 

.01 The additional amount of unused 
housing credit carryover allocated to 
each qualified state from the 1996 Na
tional Pool, and the total amount of 
unused housing credit carryover allo
cated to each qualified state from the 
1996 National Pool is as follows: 

Total Amount 

$ 127,753 
18,350 

123,392 
951,741 
110,705 
99,168 

422,502 
35,701 
34,308 

355,855 
174,173 
85,663 
77,336 

115,883 
37,548 

151,583 
182,924 
287,542 
138,290 
80,818 

159,820 
49,145 
44,118 
34,429 

239,336 
50,084 

550,164 
336,172 
93,445 

364,939 
30,190 
21,832 

156,701 
57,775 
17,563 

198,397 
161,788 
153,885 

SECTION 5. EFFECTIVE DATE 

This revenue procedure is effective 
for allocations of housing credit dollar 
amounts attributable to the National 
Pool component of a qualified state's 
housing credit ceiling for calendar year 
1996. 
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26 CFR 301.6109-1: Guidance for qualification 
as an acceptance agent. and execution of an 
agreement between an acceptance agent and the 
Internal Revenue Service relating to the issuance 
of certain taxpayer identifying numbers. 

Rev. Proc. 96-52 

CONTENTS 
SECTION 1. PURPOSE 
SECTION 2. BACKGROUND 
SECTION 3. DEFINITIONS 
SECTION 4. ACCEPTANCE AGENT 
SECTION 5. ACCEPTANCE AGENT 

AGREEMENT 
SECTION 6. CERTIFYING 

ACCEPTANCE AGENT 
SECTION 7. EFFECTIVE DATE 
SECTION 8. PAPERWORK 

REDUCTION ACT 

SECTION 1. PURPOSE 

This revenue procedure describes the 
application procedures for becoming an 
acceptance agent and the requisite 
agreement that an acceptance agent must 
execute with the Internal Revenue Ser
vice (IRS). Persons may wish to become 
an acceptance agent for purposes of 
facilitating the issuance of (1) IRS indi
vidual taxpayer identification numbers 
(ITINs) to alien individuals who are 
ineligible to obtain social security num
bers (SSNs), or (2) employer identifica
tion numbers (EINs) to foreign persons. 

SECTION 2. BACKGROUND 

Section 301.6109-1 (d)(3) of the In
come Tax Regulations (Regulations) 
provides general procedures for obtain
ing an ITIN which require the submis
sion of an application form (Form 
W-7), together with documentation con
sidered as evidence of the alien indi
vidual's identity and alien status. Section 
301.6109-1 (d)(2) of the Regulations 
provides general procedures for obtain
ing an EIN which require the submis
sion of an application form (Form SS-
4), together with any supplementary 
statement as may be required. The regu
lations require an applicant for an ITIN 
or an EIN to furnish the information 
required by the form, the accompanying 
instructions, and any applicable regula
tions. An applicant may either submit 
the application form for an ITIN or an 
EIN directly to the IRS or, as provided 
in § 301.6109-1(d)(3)(iv) of the Regu
lations, apply for an ITIN or an EIN by 
using an acceptance agent. 

SECTION 3. DEFINITIONS 

For purposes of this revenue proce-
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dure, the terms listed below are defined 
as follows. 

.01 An acceptance agent is a person 
(i.e., an individual or an entity) who, 
pursuant to a written agreement with the 
IRS, is authorized to assist alien indi
viduals and other foreign persons in 
obtaining ITINs or EINs from the IRS. 
An acceptance agent acting in its capac
ity as an acceptance agent does not act 
as an agent of the IRS, nor is it 
authorized to hold itself out as an agent 
of the IRS. 

.02 An alien individual is an indi
vidual who is not a citizen or a national 
of the United States. 

.03 A foreign person is a nonresident 
alien individual, a foreign corporation, a 
foreign partnership, a foreign trust, a 
foreign estate, or any other person that 
is not a U.S. person, the U.S. govern
ment, or a U.S. state or the District of 
Columbia. 

.04 Alien status refers to an individu
al's status as a non- U.S. citizen or 
non-U.S. national. 

.05 Identity refers to the fact of being 
the same individual as is represented, 
claimed, or described. 

. 06 TIN (taxpayer identifying num
ber) refers to both ITINs and EINs. 

SECTION 4. ACCEPTANCE AGENT 

.01 Role of acceptance agent. (1) In 
general. The role of an acceptance agent 
is to facilitate the application process 
and the issuance of TINs to alien indi
viduals and foreign persons. An accep
tance agent performs this duty by for
warding the completed Form W-7 
(together with the required documentary 
evidence) to the IRS, Philadelphia Ser
vice Center to obtain ITINs, or by 
forwarding the completed Form SS-4 
(together with any supplementary state
ment if required) to the IRS, Philadel
phia Service Center to obtain EIN s, or 
by calling Tele-TIN: (215) 574- 2400 to 
obtain EINs. 

(2) Certifying acceptance agent. In 
the case of obtaining an ITIN, if permit
ted under the agreement with the IRS, a 
person may assume greater responsibil
ity as a certifying acceptance agent. In 
that case, the acceptance agent may 
review the documentation required to 
accompany Form W-7 and certify to the 
IRS that it has reviewed the required 
documentation and to the best of its 
knowledge and belief, the documenta
tion is authentic, complete, and accurate. 
See section 6 of this revenue procedure 
for further information. 

.02 Application process for accep-

tance agent. (1) Eligible persons. Per
sons eligible to become acceptance 
agents include, but are not limited to, a 
financial institution defined in section 
265(b)(5) of the Internal Revenue Code 
(Code) or § 1.165-12(c)(l)(v) of the 
Regulations, a college or university that 
is an educational organization defined in 
§ 1.501(c)(3)- l(d)(3)(i) of the Regula
tions, a federal agency defined in sec
tion 6402(f) of the Code, and persons 
that provide professional assistance to 
taxpayers in the preparation of their tax 
returns. An eligible person may be a 
U.S. or a foreign person. 

(2) Pre-application conference. Prior 
to submitting a formal application, a 
person interested in becoming an accep
tance agent may request a conference 
with the IRS, which may be held in 
person or by telephone, to explore infor
mally the benefits and burdens associ
ated with the role of an acceptance 
agent. Requests for pre-application con
ferences should be directed to the Assis
tant Commissioner (International), For
eign Payments Division (telephone: 
(202) 874-1800, not a toll-free number) . 

(3) Written application. (a) Where to 
apply. A person may apply to become an 
acceptance agent by submitting a written 
request to: 

Assistant Commissioner 
(International) 

Foreign Payments Division CP:IN:-
OO:WT 

950 L'Enfant Plaza South, SW 
Washington, DC 20024 
FAX: (202) 874-1984 
(b) Content of application. The appli

cation shall indicate that the person is 
requesting permission to execute an 
agreement with the IRS pursuant to 
§ 301.6109-1(d)(3)(iv) of the Regula
tions, and in accordance with this rev
enue procedure. The application shall 
include the information listed below. 

(i) The applicant's complete name, 
address, and EIN. If the applicant does 
not have an EIN, a completed Form 
SS-4 must be included to obtain such 
number. 

(ii) The reason that the applicant 
wishes to become an acceptance agent, 
and the type of responsibilities the ap
plicant expects to assume. 

(iii) A description of the applicant, 
including the entity status of the appli
cant (e.g., bank, university, governmen
tal agency, etc.) and the state (or if 



outside the United States, the country) 
under whose laws the applicant is cre
ated or organized. 

(iv) A list of the applicant's employ
ees who will be responsible parties for 
performance under the acceptance agent 
agreement, including their title and posi
tion description. 

(v) A list of the offices or branches, 
if any, intended to be covered by the 
agreement and their location, including 
mailing address. 

(vi) The business relationship the ap
plicant has with the persons whom it 
expects to assist in obtaining TINs. 

(vii) An estimate of the number of 
Forms W-7 and/or Forms SS-4 it ex
pects to submit to the IRS per year. 

(viii) The name and telephone num
ber of a person the IRS can contact 
regarding the application. 

(4) IRS review of application. (a) Re
quest for additional information. Upon 
review of the application, the IRS may 
request additional information. 

(b) Determination and notification of 
status. Upon completion of review of 
the application, including any additional 
information submitted, the IRS will de
termine whether the applicant. qualifies 
to become an acceptance agent and will 
notify the applicant of this determina
tion. If the applicant is approved as an 
acceptance agent, the IRS will provide 
instructions to the applicant regarding 
the procedures for entering into the 
acceptance agent agreement with the 
IRS. 

SECTION 5. ACCEPTANCE AGENT 
AGREEMENT 

.01 In general. An acceptance agent 
agreement described under § 30l.6109-
1 (d)(3)(iv)(A) of the Regulations is an 
agreement between the IRS and a per
son authorized by virtue of the agree
ment to act as an acceptance agent on 
behalf of an alien individual or a foreign 
person with respect to that individual's 
or person's need to obtain an ITIN or an 
EIN from the IRS. The Assistant Com
missioner (International) shall sign the 
agreement on behalf of the IRS. If the 
acceptance agent is a person other than 
an individual, the agreement must be 
signed by an authorized representative 
of the acceptance agent. 

.02 Terms and procedures. The terms 
of an acceptance agent agreement may 
vary depending upon such factors as the 
nature of the applicant (e.g., bank, uni
versity, governmental agency, etc.) and 
its location (i.e., inside the United States 

or outside the United States). The accep
tance agent agreement will generally 
contain the following terms and condi
tions necessary to insure proper admin
istration of the process by which the 
IRS issues TINs to alien individuals and 
foreign persons. 

(1) Procedures for providing TIN ap
plication forms. An acceptance agent 
shall agree to maintain a supply of Form 
W-7 for obtaining ITINs, and of Form 
SS-4 for obtaining EINs from the IRS. 
The acceptance agent may use a substi
tute form that is approved by the IRS. 
For example, if the acceptance agent is 
a financial institution, the Form W-7 or 
Form SS-4 may be incorporated as part 
of an account opening package. In addi
tion, an acceptance agent shall agree to 
send a Form W-7 to any individual 
client or customer (who is not a U.S. 
citizen or national) that it knows, or has 
reason to know, has been issued a 
temporary tax identification number by 
the IRS, and to advise the client or 
customer of the need to replace the 
temporary tax identification number 
with an ITIN. 

(2) Procedures for assisting in 
completion of TIN application forms. An 
acceptance agent shall agree to assist in 
the preparation of the TIN application 
form. For example, the acceptance agent 
should make certain that every item 
included on the application form has 
been completed and should assist the 
TIN applicant in understanding the in
formation required by the application 
form. The acceptance agent should con
tact the IRS for assistance regarding any 
questions about the forms, application 
process, the requirement to have TINs, 
etc. that it cannot reasonably answer. 
Questions regarding such matters should 
be directed to the IRS at (215) 516-
ITIN (4846) (not a toll-free number). 

(3) Procedures for IRS communica
tion with acceptance agent. The appli
cant's signature on the Form W-7 pro
vides the power of attorney to the 
acceptance agent, authorizing communi
cation with the IRS regarding that par
ticular application only. The acceptance 
agent may act as an agent for the 
applicant regarding any additional com
munication necessary with the IRS in 
connection with the application form. 
However, IRS communication with an 
acceptance agent in connection with a 
Form SS-4 application requires that the 
applicant has furnished a power of attor
ney (e.g., Form 2848) authorizing such 
communication. 

(4) Procedures for submitting TIN 
application forms. An acceptance agent 
shall agree to submit promptly the TIN 
application forms or approved substitute 
forms (together with the required docu
mentation for ITINs or the supplemen
tary statement, if required, for EINs) to 
the IRS at the mailing address for the 
Philadelphia Service Center included on 
Form W-7 or Form SS-4, or the follow
ing street address (for registered or 
certified mail): 11601 Roosevelt Blvd., 
D.P. 426, Philadelphia, PA 19255. 

(5) Procedures for collecting and re
viewing required documentation for as
signment of an ITiN. A Form W-7 must 
be accompanied by documentary evi
dence of alien status and identity. The 
types of acceptable documentary evi
dence may vary depending upon such 
factors as the ITIN applicant's country 
of citizenship or nationality, the ITIN 
applicant's residency at the time of the 
application (i.e., inside or outside the 
United States), etc. The acceptance 
agent must review the applicant'S docu
mentation in order to determine whether 
the documentation is of a type which 
the IRS regards as reliable evidence of 
alien status and identity. The acceptance 
agent agreement will specify the various 
types of documentary evidence that the 
acceptance agent should accept for sub
mission with Form W-7. Examples of 
documentary evidence supporting alien 
status (i.e., non-U.S. citizenship or na
tionality) include a foreign passport, a 
foreign birth record, or a current docu
ment issued by the Immigration and 
Naturalization Service (INS) in accor
dance with that agency's regulations. 
Examples of documentary evidence sup
porting identity include a driver's li
cense, identity card, school record, 
medical record, marriage record, voter 
registration card, military registration 
card, passport, or a current document 
issued by INS in accordance with that 
agency's regulations. Generally, one 
piece of documentary evidence should 
contain a picture or photo identification. 
GeneraIIy, ITIN applicants must submit 
the required documentation during a 
personal interview with the acceptance 
agent. The agreement wiII generaIIy re
quire that original (or certified copies of 
original) documentation be submitted to 
the IRS with Form W-7. AII original 
documents will be returned promptly to 
the acceptance agent (i.e., no later than 
3 business days from receipt of a com
plete application by the IRS, Philadel
phia Service Center). Copies of original 
documents, if aIIowed to be submitted 
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under the acceptance agent agreement, 
will not be returned to the acceptance 
agent. 

(6) Procedures for assisting taxpayers 
with notification procedures in the event 
of a change of alien status. When an 
acceptance agent knows that an indi
vidual assigned an ITIN has become 
eligible to obtain (or has, in fact, ob
tained) a SSN, such acceptance agent 
shall agree to inform the individual of 
the obligation to (1) apply for aSSN, 
(2) stop using the previously-assigned 
ITIN upon receipt of the new SSN, and 
(3) notify the IRS of this change in 
alien status. The acceptance agent's duty 
with respect to this matter shall apply 
only to the situation where the accep
tance agent has a continuing business 
relationship with the individual. An alien 
individual may become eligible to ob
tain a SSN if, for example, such indi
vidual has become a U.S. citizen or a 
permanent U.S. resident (i.e., "green 
card" holder), or is lawfully permitted 
by INS to work in the United States. 
The ITIN holder's notification to the 
IRS should state that the individual 
either is eligible to have or has aSSN, 
and should include the individual's 
name, address, previously-assigned ITIN 
and new SSN (if available), the current 
date, and the individual's signature. This 
information may be provided to the IRS 
by FAX: (215) 516-3270 or by mail: 
IRS, Philadelphia Service Center, ATTN: 
ITIN Unit-D.P. 426, P.O. Box 447, 
Bensalem, PA 19020. Questions regard
ing this matter should be directed to 
(215) 516-ITIN (4846) (not a toll-free 
number). 

(7) Procedures for IRS verification of 
compliance with acceptance agent 
agreement. The acceptance agent agree
ment will specify the procedures by 
which the IRS will verify the acceptance 
agent's compliance with the agreement. 
In particular, the procedures must enable 
the IRS to verify that the acceptance 
agent has adequate procedures in effect 
to assist applicants properly. The proce
dures also must enable the IRS to verify 
that the acceptance agent is complying 
with any record retention requirements 
relating to the issuance of TINs. Verifi
cation of compliance with the accep
tance agent agreement does not consti
tute an examination of the books and 
records of the acceptance agent. 

(8) Procedures regarding termination 
of ucceptwlce agent agreement. An ac
ceptance agent agreement generally is 
not subject to expiration and renewal. 
Either the acceptance agent or the IRS 
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may terminate an agreement 30 days 
after delivery of notice of termination to 
the other party. The decision to termi
nate is solely at the discretion of the 
party giving such notice. However, the 
IRS generally will not give notice of 
termination unless the acceptance agent 
willfully fails to comply with procedures 
required by the agreement or to perform 
any duty or obligation required in the 
agreement (including failing to exercise 
due diligence under the agreement) and 
such failure constitutes material non
compliance. In addition, the IRS may 
give notice of termination where the 
acceptance agent has misrepresented 
material information given on its appli
cation to become an acceptance agent or 
on a TIN application. Further, notice of 
termination may be given where the 
acceptance agent accepts a TIN applica
tion with knowledge that material infor
mation on the form is false. The accep
tance agent may request that the IRS 
reinstate the acceptance agent agreement 
by submitting, within 30 days of receipt 
of the notice of termination, a written 
explanation of how the acceptance agent 
proposes to correct the violation and, if 
appropriate, to modify its procedures to 
ensure that such violation will not occur 
in the future. The IRS shall accept or 
reject the request, or make a counterpro
posal within 20 days of receipt of the 
request. 

SECTION 6. CERTIFYING 
ACCEPTANCE AGENT 

.01 General requirements. A certify
ing acceptance agent is a person that is 
authorized under the agreement with the 
IRS to submit a Form W-7 to the IRS 
on behalf of an applicant, without hav
ing to furnish supporting documentary 
evidence. Instead, when submitting a 
Form W-7 to the IRS, a certifying 
acceptance agent certifies to the IRS 
that it has reviewed the appropriate 
documentation evidencing the ITIN ap
plicant's identity and alien status, and 
that it is maintaining a record of such 
documentation. In addition, the accep
tance agent must certify that to the best 
of its knowledge and belief, the docu
mentation is authentic, complete, and 
accurate. As part of the certification, the 
acceptance agent must describe the 
documentation upon which it is relying. 
The certification is not binding on the 
IRS, which may, in appropriate cases, 
request to see appropriate documentation 
before issuing an ITIN. 

.02 Application process. (l) Written 
application. IRS permission to act as a 

certifying acceptance agent is condi
tioned upon the acceptance agent's 
agreeing to verify documentation sup
porting the identity and alien status of 
an ITIN applicant, maintain certain 
records, and submit certain information 
to the IRS upon request. As a result, in 
addition to the information required to 
be submitted with an application to 
become an acceptance agent as outlined 
in section 4.02(3) of this revenue proce
dure, an applicant to become a certify
ing acceptance agent must also provide 
the following information: 

(a) If an applicant relies on local 
know-your-customer practices and pro
cedures for identifying customers or 
clients, and communicating with cus
tomers or clients, then the applicant 
must provide an explanation of those 
practices and procedures, including (1) 
the extent to which they are mandated 
and verified under local law and regula
tions applicable at each location in
tended to be covered by the agreement 
and (2) the penalties or sanctions that 
may apply under local law in the event 
of a failure to comply with such proce
dures. Supporting documentation must 
be included. 

(b) Information regarding the antici
pated reason why customers or clients 
need to apply for ITINs (e.g., nonresi
dent alien ineligible for SSN, resident 
alien ineligible for SSN, or U.S. per
son's dependent ineligible for SSN). 

(2) Pre-application conference. Prior 
to submitting a formal application, a 
person interested in becoming a certify
ing acceptance agent may request a 
conference with the IRS, which may be 
held in person or by telephone. This 
conference will provide an opportunity 
to address such matters as the scope of 
the agreement, corresponding obligations 
that would arise under the agreement for 
the applicant, and the nature of docu
mentation, record maintenance, and veri
fication procedures that would arise un
der the agreement. Requests for pre
application conferences should be 
directed to the Assistant Commissioner 
(International), Foreign Payments Divi
sion (telephone: (202) 874-1800, not a 
toll-free number). 

.03 Agreement. The terms of a certi
fying acceptance agent agreement may 
vary from case to case depending upon 
such factors as local laws and practices, 
know-your-customer procedures, super
visory controls, and the types of internal 
controls and recordkeeping procedures 
in effect in the normal course of busi
ness of the certifying acceptance agent. 



Generally, the acceptance agent agree
ment will contain the terms and condi
tions necessary to insure proper admin
istration of the process by which the 
IRS issues ITINs to alien individuals as 
are described in section 5.02 of this 
revenue procedure. The following terms 
are in addition to those outlined in 
section 5 above. 

(l) Procedures for collecting, review
ing, and maintaining a record of re
quired documentation for assignment of 
an ITIN. A certifying acceptance agent 
agreement will describe the procedures 
by which the acceptance agent will 
verify the identity and alien status of 
ITIN applicants and submit a certifica
tion to the IRS. To the extent possible, 
procedures already in place to identify 
persons for local regulatory purposes or 
as part of normal course of business will 
be used to support the representations 
made by the acceptance agent regarding 
these matters. To the extent applicable, 
an acceptance agent may use documen
tation evidencing citizenship. nationality, 
residency, or immigration status to sup
port its determination of the alien status 
of ITIN applicants. The reliability of 
any documentation should be evaluated 
by the acceptance agent on the basis of 
the type of information stated on the 
document, the source document, if any, 
used to substantiate the information on 
the document, the issuance procedures 
used, and the ease with which the 
document can be counterfeited. Where 
the IRS determines that these require
ments or practices are not sufficient, it 
may require that additional procedures 
and documentation be established. 

The acceptance agent will agree that, 
for purposes of determining its compli
ance with the acceptance agent agree
ment, it will maintain a record of the 
documentation obtained and reviewed 
pursuant to the obligations set forth in 
the agreement. If the acceptance agent 
has a professional or business relation
ship with the ITIN applicant, the docu
mentation with respect to the ITIN ap
plicant shall be maintained for as long 
as the ITIN applicant maintains such a 
relationship with the acceptance agent 
and for a reasonable period, as pre
scribed by the IRS in the agreement, 
from the date such relationship ceases. 
If the acceptance agent does not have a 
professional or business relationship 
with the ITIN applicant, the documenta
tion with respect to the ITIN applicant 
shall be maintained for three years after 
presentation. 

(2) Procedures for IRS compliance 
checks of certifications. A certifying ac
ceptance agent must also agree to fur
nish supporting documentary evidence 
to the IRS upon written request in such 
manner as the IRS and the acceptance 
agent will establish. In order to conduct 
periodic compliance checks, the IRS 
may rely on sampling techniques andlor 
verification (by random selection) with 
ITIN recipients to assure reliability of 
the acceptance agent's certifications 
while ensuring the least amount of dis
ruption and burden to the acceptance 
agent. The acceptance agent agreement 
will specify the manner in which IRS 
compliance checks will take place (i.e., 
either on site or through correspon
dence). Where the acceptance agent re
sides outside of the United States, in 
appropriate cases, assistance may be 
obtained from the tax authorities of the 
country where the acceptance agent re
sides. 

SECTION 7. EFFECTIVE DATE 

This revenue procedure is effective on 
the date of publication. 

SECTION 8. PAPERWORK 
REDUCTION ACT 

The collections of information con
tained in this revenue procedure have 
been reviewed and approved by the 
Office of Management and Budget in 
accordance with the Paperwork Reduc
tion Act (44 U.S.c. 3507) under control 
number 1545-1499. 

An agency may not conduct or spon
sor, and a person is not required to 
respond to, a collection of information 
unless the collection of information dis
plays a valid control number. 

The collections of information con
tained in this revenue procedure are in 
section 4.02(3), section 5.02(6), and sec
tion 6.02( 1). This information is re
quired to assist the IRS in issuing TINs 
to certain alien individuals and foreign 
persons. In addition, this information 
will be used to enable the IRS to 
determine whether persons qualify as 
acceptance agents. The collection of 
information is required to obtain an 
acceptance agent agreement. The likely 
respondents are state or local govern
ments, business or other for-profit insti
tutions, federal agencies, and nonprofit 
institutions. 

The estimated total annual reportingl 
recordkeeping burden is 41,006 hours. 

The estimated average annual burden 
per respondent/recordkeeper is 3 hours, 

12 minutes. The estimated number of 
respondents/recordkeepers is 12,825. 

The estimated annual frequency of 
responses is on occasion. 

Books or records relating to a collec
tion of information must be retained as 
long as their contents may become ma
terial in the administration of any inter
nal revenue law. Generally tax returns 
and tax return information are confiden
tial, as required by 26 U.S.C. 6103. 

Section 482. - Allocations 
Between Related Parties 

Rev. Proc. 96-53 

SECTION 1. PURPOSE 

This revenue procedure updates and 
supersedes Revenue Procedure 91-22, 
1991-1 C.B. 526, and informs taxpayers 
how to secure an advance pricing agree
ment (" APA") from the Office of the 
Associate Chief Counsel (International) 
covering the prospective determination 
and application of transfer pricing meth
odologies ("TPMs") for international 
transactions. An APA is an agreement 
between the Service and the taxpayer on 
the TPM to be applied to any apportion
ment or allocation of income, deduc
tions, credits, or allowances between or 
among two or more organizations, 
trades, or businesses owned or con
trolled, directly or indirectly, by the 
same interests. The TPM thus represents 
the application to the taxpayer"s spe
cific facts and circumstances of the best 
method within the meaning of the in
come tax regulations under § 482 of the 
Internal Revenue Code ("the regula
tions"), as agreed pursuant to negotia
tions between the Service and the tax
payer. 

SEC. 2. OVERVIEW 

Under the APA request procedure, the 
taxpayer proposes a TPM and provides 
data intended to show that the TPM is 
the appropriate application of the best 
method within the meaning of the regu
lations for determining arm's length re
sults between the taxpayer and specified 
affiliates with respect to specified inter
company transactions. The Service 
evaluates the APA request by analyzing 
the data submitted and any other rel
evant information. After discussion, if 
the taxpayer's proposal is acceptable, 
the parties execute an APA covering the 
proposed TPM. APAs often involve 
agreements with foreign competent au
thorities under income tax conventions. 

1996-2 C.B. 375 



SEC. 3. PRINCIPLES OF THE APA 
PROCESS 

.01 The APA process is designed to 
be a flexible problem-solving process, 
based on cooperative and principled ne
gotiations between taxpayers and the 
Service. 

.02 APAs are intended to reflect 
agreement between the taxpayer and the 
Service on the best method, within the 
meaning of the regulations, for deter
mining arm's length prices, and the 
proper application of the best method to 
the taxpayer's specific facts and circum
stances (that is, the TPM). In negotia
tions for APAs involving one or more 
foreign competent authorities ("bilat
eral" and "multilateral" APAs), the ini
tial negotiating position of the U.S. 
competent authority will reflect the Ser
vice's opinion, based on consultation 
with the taxpayer, of the best method 
within the meaning of the regulations 
and the appropriate TPM. 

.03 The taxpayer must, to the extent 
feasible, secure relevant pricing data 
from closely comparable uncontrolled 
transactions. If this information cannot 
be obtained, the taxpayer must identify 
any transactions it believes may be 
comparable, but for which reliable data 
is unavailable. Where such transactions 
cannot be identified, the taxpayer must, 
to the extent possible, secure relevant 
pricing data from uncontrolled transac
tions that are similar, even though not 
closely comparable, and propose adjust
ments to account for differences be
tween such uncontrolled transactions 
and its own operations. The APA pro
cess may apply notwithstanding that no 
comparable uncontrolled transactions 
can be identified. In such cases, a 
taxpayer must demonstrate that the pro
posed TPM otherwise satisfies the re
quirements of § 482 and this revenue 
procedure. 

.04 The APA Policy Board (the 
"Policy Board") consists of the Associ
ate Chief Counsel (International), the 
Assistant Commissioner (International), 
and the Assistant Commissioner (Exami
nation). The Policy Board establishes 
Servicf. policy on matters of substantial 
general importance pertaining to the 
APA Program. 

. 05 The APA Program is under the 
immediate supervision of a Director (the 
"APA Director") within the Office of 
the Associate Chief Counsel (Interna
tional). The APA Director shall, directly 
or by delegation, take any actions neces-
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sary for carrying out the provisions of 
this revenue procedure. 

.06 Application of the TPM to tax 
years prior to those covered by the APA 
("rollback" of the TPM) is an effective 
means of enhancing voluntary compli
ance and an effective use of resources in 
addressing unresolved transfer pricing 
issues. It is Service policy that, when
ever feasible (based, for example, on 
consistency of facts, law, and available 
records in the prior years), the TPM 
should be used for resolving such issues 
for prior taxable years. As provided in 
section 8 of this revenue procedure, the 
taxpayer may request that the Service 
consider a rollback in connection with a 
particular request. Taxpayers should rec
ognize that, even absent a request for a 
rollback, the Service may, under regu
larly applicable procedures, determine 
that the TPM agreed to in an APA 
should be applied to prior years. When 
applying the TPM to prior years, 
whether or not at the request of the 
taxpayer, adjustments may be made to 
reflect differences in facts, economic 
conditions, and applicable legal rules. 

.07 The filing of an APA request does 
not put into abeyance any examination 
or other enforcement proceeding. Ser
vice personnel responsible for APAs and 
for enforcement proceedings involving 
the taxpayer shall, to the extent feasible, 
coordinate their activities so as to avoid 
duplicative information requests to the 
taxpayer, to enhance the efficiency of 
Service operations and to reduce overall 
taxpayer compliance burdens. 

.08 Prompt and fair resolution of 
APA requests and renewals, in keeping 
with the demands of the multinational 
economic environment, are central goals 
of the APA process. 

.09 The Service intends that the APA 
process will retain the flexibility to 
address the needs of particular taxpay
ers. To this end, the Service and the 
taxpayer may, by agreement, adopt spe
cial procedures, including simplified 
procedures, that depart from those set 
forth in this revenue procedure. Such 
special procedures might be warranted, 
for example, in order to meet the needs 
of small business taxpayers, or in order 
to facilitate simultaneous negotiation of 
APAs by the taxpayer, the Service, and 
foreign competent authorities. 

SEC. 4. PREFILING CONFERENCES 

.01 Some cases are not suitable for 
APAs. Even in suitable cases, the extent 
of information needed and scope of the 
necessary written request will vary from 

case to case. Therefore, the taxpayer 
may request one or more prefiling con
ferences to explore informally the suit
ability of an APA and to clarify what 
data, documentation, and analyses are 
likely to be necessary in order for the 
Service to be able to consider a request; 
the need for an independent expert; 
potentially applicable TPMs; the possi
bility of an agreement among competent 
authorities; and the Service's schedule 
and method for coordinating and evalu
ating the request. 

.02 To schedule a prefiling confer
ence, the taxpayer or its representative 
should contact the APA Office with 
three alternative dates for the prefiling 
conference. The taxpayer may request a 
prefiling conference either on the basis 
that its identity will be made known in 
connection with the conference, or that 
it will participate in the conference on 
an anonymous basis. If the taxpayer 
chooses to make its identity known in 
the conference, representatives of the 
District and of any Appeals or District 
Counsel Office with responsibility for 
the taxpayer's returns normally will par
ticipate in the pre filing conference. If 
the taxpayer initially requests a prefiling 
conference on an anonymous basis, then 
chooses to identify itself, the conference 
may be rescheduled to permit necessary 
personnel to participate. When request
ing a prefiling conference on an identi
fied basis, the taxpayer must inform the 
APA Office whether transactions similar 
or related to those to be covered by the 
proposed APA are currently under con
sideration by Examination, Appeals or 
Counsel. Taxpayers should, at least one 
week prior to a pre filing conference, 
send a brief prefiling submission to the 
APA Office that confirms the date, time 
and place of the prefiling conference; 
lists the persons attending the prefiling 
conference for the taxpayer; and outlines 
the issues to be discussed at the prefil
ing conference. If the prefiling submis
sion is ten pages or less, it may be sent 
by facsimile; if the prefiling submission 
exceeds ten pages, seven copies and one 
original should be delivered pursuant to 
the instructions contained in section 5.13 
of this revenue procedure. 

SEC. 5. CONTENT OF APA 
REQUESTS 

.01 General . 
(1) All materials submitted with the 

request become part of the Service'S file 
and will not be returned. Therefore, 
original documents should not be sub
mitted. 



(2) The taxpayer must submit copies 
of any documents relating to the pro
posed TPM and must ensure that all 
submitted information is properly la
beled, indexed, and referenced in the 
request. Any previously-submitted docu
ments that the taxpayer wishes to asso
ciate with the request must be refer
enced in the request. If the records or 
documents to be submitted are too volu
minous for transmittal with the request, 
the taxpayer must describe the contents 
of such items in the request, certify that 
the items exist at the time the request is 
submitted, state where the items are 
located, state whom the Service can 
contact to secure the items, and confirm 
that the items will promptly be made 
available upon request. 

(3) All documents submitted in a for
eign language must be accompanied by 
an English translation. 

(4) The user fee should be submitted 
with the request, unless previously sub
mitted. 

.02 Explanation of the Proposed 
TPM. 

The taxpayer must provide a detailed 
explanation and analysis of each pro
posed TPM based on the principles 
discussed in sections 3.02 and 3.03 of 
this revenue procedure. The request 
should illustrate each proposed TPM by 
applying it, in a consistent format, to the 
prior three taxable years' financial and 
tax data of the parties. When historical 
data cannot be used to illustrate a TPM 
(for example, when the TPM applies to 
a new product or business), the request 
should include an illustration based on 
projected or hypothetical data. If cover
age of three taxable years is inappropri
ate for any reason, the taxpayer should 
provide data for an appropriate date 
range and explain why this range was 
chosen. 

.03 General Factual and Legal Items 
for All Proposed TPMs. 

Unless otherwise agreed in a prefiling 
conference, each request must include, 
in addition to any other items specified 
in this revenue procedure, the foIl owing 
items: 

(1) The organizations, trades, busi
nesses' and transactions that will be 
subject to the APA. 

(2) The names, addresses, telephone 
numbers, and taxpayer identification 
numbers of the controlled taxpayers that 
are parties to the requested APA (the 
parties). 

(3) A properly completed Form 2848 
for any persons authorized to represent 

the parties in connection with the re
quest. If the taxpayer or the taxpayer's 
authorized representative has retained 
any other person or persons (including, 
but not limited to, a law firm, account
ing firm, or economic consulting firm) 
to assist the taxpayer in pursuing the 
APA request, the taxpayer must also 
provide a separate written authorization 
for disclosures to such person or persons 
and their employees during the Service's 
consideration of the request, pursuant to 
the instructions in § 301.6103(c)-1 of 
the Income Tax Regulations. 

(4) A brief description of the general 
history of business operations, world
wide organizational structure, owner
ship, capitalization, financial arrange
ments, principal businesses, and the 
place or places where such businesses 
are conducted, and major transaction 
flows of the parties. 

(5) Representative financial and tax 
data of the parties for the last three 
taxable years, together with other rel
evant data and documents in support of 
the proposed TPM. This item includes, 
but need not be limited to, data con
tained in Form 5471 (Information Re
port with Respect to a Foreign Corpora
tion); Form 5472 (Information Report of 
a Foreign Owned Corporation); income 
tax returns; financial statements; annual 
reports; other pertinent U.S. and foreign 
government filings (for example, cus
toms reports or SEC filings); existing 
pricing, distribution, or licensing agree
ments; marketing and financial studies; 
and company-wide accounting proce
dures, business segment reports, bud
gets, projections, business plans, and 
worldwide product line or business seg
ment profitability reports. 

(6) The functional currency of each 
party and the currency in which pay
ment between parties is made for the 
transactions that will be covered by the 
APA. 

(7) The taxable year of each party. 
(8) A description of significant finan

cial accounting methods employed by 
the parties that have a direct bearing on 
the proposed TPM. 

(9) An explanation of significant fi
nancial and tax accounting differences, 
if any, between the U.S. and the foreign 
countries involved that have a bearing 
on the proposed TPM. 

(10) A discussion of any relevant 
statutory provisions, tax treaties, court 
decisions, regulations, revenue rulings, 
or revenue procedures that relate to the 
proposed TPM. 

(11) A statement describing all previ
ous and current issues at the examina
tion, appeals, judicial, or competent au
thority levels that relate to the proposed 
TPM, including an explanation of the 
taxpayer's and the government's posi
tions and any resolution of any such 
issues. The same information may also 
be required for similar issues involving 
foreign tax authorities. 

.04 Specific Factual Items for a Pro
posed TPM other than a Cost Sharing 
Arrangement. 

The foIlowing information may be 
appropriate to establish the arm's length 
basis of the proposed TPM under 
§ 482: 

(1) Pertinent measurements of profit
ability and return on investment (for 
example, gross profit margin or markup, 
gross income/total operating expenses, 
net operating profit margin, or return on 
assets). 

(2) A functional analysis of each 
party setting forth the economic activi
ties performed, the assets employed, the 
economic costs incurred, and the risks 
assumed. 

(3) An economic analysis or study of 
the general industry pricing practices 
and economic functions performed 
within the markets and geographical 
areas to be covered by the APA. 

(4) A list of the taxpayer's competi
tors and a discussion of any uncon
trolled transactions, lines of business or 
types of businesses that may be compa
rable or similar to those addressed in the 
request. 

(5) A detailed presentation of the re
search efforts and criteria used to iden
tify and select possible independent 
comparables and of the application of 
the criteria to the potential comparables. 
This presentation should include a list of 
potential comparables and an explana
tion of why each was either accepted or 
rejected. 

(6) A detailed explanation of the se
lection and application of the factors 
used to adjust the activities of selected 
independent comparables for purposes 
of devising the proposed TPM. Ex
amples of possible adjustments include 
adjustments to accord with product line 
segregations; for functional differences 
relating to activities performed, assets 
employed, risks and costs incurred; for 
volume or scale differences; and for 
differing economic and market condi
tions. 
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.05 Specific Factual Items for a Cost 
Sharing Arrangement. 

The taxpayer must apply the cost 
sharing regulations under § 482 in de
veloping the cost sharing arrangement 
proposed in the request. The following 
illustrates information that may be ap
propriate to establish that the proposed 
arrangement is a qualified cost sharing 
arrangement: 

(I) The history of the business opera
tions, the geographic locations, and prin
cipal business activities (for example, 
manufacturing or marketing) of each of 
the participants. 

(2) Documentation of the arrange
ment and any changes made to it, along 
with an explanation and the dates 
thereof. 

(3) The participants, their dates of 
entry, each participant's contribution to 
the arrangement, each participant's inter
est in any covered intangibles, and how 
each participant reasonably anticipates 
that it will derive benefits from the use 
of covered intangibles; a statement 
whether there has been or will be any 
transfer by any participant of covered 
intangibles to another taxpayer under 
common control and, if so, how benefits 
will be reflected under those circum
stances; and evidence of participants' 
compliance with the reporting require
ments under the cost sharing regulations. 

(4) The method for calculating each 
participant's share of intangible develop
ment costs and the reason why such 
method can reasonably be expected to 
reflect that participant's share of antici
pated benefits; and a statement whether 
and how the participants' shares of 
intangible development costs will be 
adjusted to account for changes in eco
nomic conditions, the business opera
tions and practices of the participants, 
and the ongoing development of intan
gibles under the arrangement. 

(5) The scope of the research and 
development to be undertaken, including 
the intangible or class of intangibles 
intended to be developed. 

(6) The duration of the arrangement; 
the conditions under which the arrange
ment may be modified or terminated; 
and the consequences of such modifica
tion or termination, such as the interest 
that each participant will receive in any 
covered intangibles. 

(7) The scope of intangible develop
ment costs, and which costs are included 
and which are excluded (for example, 
costs of technology acquired from third 
parties: non-product specific develop
ment costs; costs associated with aban-
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doned projects; costs associated with 
specific stages of product development; 
and relevant labor, material, and over
head costs); a description of any ser
vices performed for participants to be 
included in intangible development costs 
(for example, contract research) and 
how those services would be taken into 
account; and, for a representative period, 
a breakdown of total costs incurred, and 
the costs borne by each participant, 
pursuant to the arrangement. 

(8) The basis used for measuring 
benefits, the projections used to estimate 
benefits, and why such basis and projec
tions yield the most reliable estimate of 
reasonably anticipated benefits; a de
scription of any amounts to be received 
from nonparticipants for the use of 
covered intangibles (for example, as a 
royalty pursuant to a license agreement) 
and how such amounts would be taken 
into account; and, for a representative 
period, a comparison of projected and 
actual benefit shares. 

(9) The accounting method used to 
determine the cost and benefits of the 
intangible development (including the 
method used to translate foreign curren
cies), and to the extent that the account
ing method differs materially from U.S. 
generally accepted accounting principles, 
an explanation of any material differ
ences. 

(10) Prior research, if any, undertaken 
in the intangible development area; any 
tangible or intangible property made 
available for use in the arrangement and 
any compensation paid for that property 
(specifying the amount, payor and 
payee, and how such compensation is 
determined); and any other information 
used to establish the value of pre
existing and covered intangibles. 

(11) Whether and how participants 
may join or leave the arrangement (or 
otherwise change their interests in cov
ered intangibles); any adjustments that 
will be made to the participants' inter
ests in covered intangibles in such 
cases; any payments that must be made 
in such cases, and how such payments 
will be calculated and made; and 
whether any changes in the participants' 
interests in covered intangibles have 
already occurred, any compensation paid 
for those interests, and any information 
used to establish the value of such 
interests. 

(2) How cost sharing payments and 
buy-in or buy-out payments (i.e., pay
ments made when a participant contrib
utes intangibles, or acquires or relin
quishes an interest in covered 

intangibles) made or received have been 
treated for U.S. income tax purposes. 

(13) Representative internal manuals, 
directives, guidelines, and similar docu
ments prepared for purposes of imple
menting or operating the cost sharing 
arrangement (for example, research and 
development committee meeting min
utes, market studies, economic impact 
analyses, capital expenditure budgets, 
engineering studies, reports and studies 
of trends and profitability in the indus
try, and financial analyses for financing 
and cash flow purposes). 

(14) Each participant's gross and net 
profitability (historical for five taxable 
years and projected for two taxable 
years) with regard to the product area 
covered by the arrangement. 

.06 Discussion of Collateral Income 
Tax Issues. 

The taxpayer must discuss any rel
evant collateral income tax issues (for 
example, issues relating to foreign tax 
credits) raised by the proposed TPM 
under United States law. 

.07 Critical Assumptions. 
The taxpayer must propose and de

scribe a set of critical assumptions. A 
critical assumption is any fact (whether 
or not within control of the taxpayer) 
related to the taxpayer, a third party, an 
industry, or business and economic con
ditions, the continued existence of which 
is material to the taxpayer's proposed 
TPM. Critical assumptions might in
clude, for example, a particular mode of 
conducting business operations, a par
ticular corporate or business structure or 
a range of expected business volume. 

.08 Contents of Annual Report. 
Section 11.01 of this revenue proce

dure provides that the taxpayer must file 
an annual report for each taxable year 
covered by the APA. The taxpayer 
should propose in the request a list of 
items to be included in each report. For 
example, the report should generally 
include the following items: (a) the 
application of the TPM to the actual 
operations for the year; (b) a description 
of any material lack of conformity with 
critical assumptions and the reasons 
therefor (or, if there has been no mate
rial lack of conformity with critical 
assumptions, a statement to that effect); 
and (c) an analysis of any compensating 
adjustments to be paid by one entity to 
the other, and the manner in which the 
payments are to be made. Other items 
may be appropriate to the taxpayer's 
particular circumstances. 



.09 Term. 
(1) The taxpayer must propose an 

initial term for the APA. For example, 
the APA could take effect at the begin
ning of the taxable year during which it 
was requested or signed, and last for 
three taxable years. The term should be 
appropriate to the industry, product, or 
transaction involved. 

(2) The APA request must be filed no 
later than the time prescribed by law 
(including extensions) for filing the tax
payer's Federal income tax return for 
the first taxable year to be covered by 
the APA. For purposes of the preceding 
sentence, an APA request will be consid
ered filed on the date payment of the 
required user fee is made (within the 
meaning of § 7502(a)), provided that a 
substantially complete APA request is 
filed with the Service within 120 days 
thereafter, subject to extension by the 
Service based on a showing of substan
tial unforeseen circumstances. 

.10 Request for Competent Authority 
Consideration. 

The taxpayer must state whether any 
of the parties to a request are residents 
of or conduct activities in a foreign 
country that has a tax treaty with the 
United States or in a possession of the 
United States, and whether the taxpayer 
proposes an agreement among compe
tent authorities or an agreement de
scribed in Rev. Proc. 89-8, 1989-1 C.B. 
778 (see section 7 of this revenue 
procedure for guidelines). For purposes 
of this revenue procedure, "competent 
authority" includes the u.S. and foreign 
competent authorities under income tax 
treaties to which the U.S. is a party, and 
also includes the Assistant Commis
sioner (International) acting with respect 
to a possession tax agency described in 
Rev. Proc. 89-8, as well as a designated 
possession tax official within the mean
ing of that revenue procedure. If the 
taxpayer proposes an agreement among 
competent authorities for the initial term 
of the APA, the taxpayer's request must 
include the information described in 
sections 4.05(a) and (b) and, in a sepa
rate document, section 4.05(m), of Rev. 
Proc. 96--13, 1996--3 I.R.B. 31, or simi
lar information pursuant to a request for 
relief under Rev. Proc. 89-8. 

.11 Perjury Statement. 
The taxpayer must include in any 

request for an APA, and any supplemen
tal submission, a declaration in the fol
lowing form: 

Under penalties of perjury, I de
clare that I have examined this 

request, including accompanying 
documents, and, to the best of my 
knowledge and belief, the request 
contains all the relevant facts relat
ing to the request, and such facts 
are true, correct, and complete. 

The declaration must be signed by the 
person or persons on whose behalf the 
request is being made and not by the 
taxpayer's representative. The person 
signing for a corporate taxpayer must be 
an authorized officer of the taxpayer 
who has personal knowledge of the facts 
and whose duties are not limited to 
obtaining letter rulings or determination 
letters from the Service, or negotiating 
APAs. The person signing for a trust or 
a partnership must be a trustee or a 
partner who has personal knowledge of 
the facts. 

.12 Signatures. 
The taxpayer or the taxpayer's autho

rized representative must sign the re
quest. If an authorized representative is 
to sign, the taxpayer and representative 
must conform to the rules of Rev. Proc. 
96--1, 1996--1 I.R.B. 8 (or its successor). 

.13 Copies and Mailing. 
(1) Requests or other documents con

taining user fees must be mailed or 
delivered to 

Internal Revenue Service 
Attn: CC:DOM:CORP:T 
P.O. Box 7604 
Ben Franklin Station 
Washington, DC 20044, 

or may also be hand delivered to the 
drop box at the 12th Street entrance of 
1111 Constitution Avenue, N.W., Wash
ington, DC. 

(2) All other communications may 
either be mailed to 

Advance Pricing Agreement Program 
Internal Revenue Service 
Attn: CC:INTL 
Room 3501, 1111 Constitution Ave., 
NW 
Washington, DC 20224 

or may be delivered to 
Advance Pricing Agreement Program 
Internal Revenue Service 
Attn: CC:INTL 
5th Floor, 950 L'Enfant Plaza, SW 
Washington, DC 20024 

The taxpayer should provide the original 
and seven copies of its APA request and 
of all supplemental materials submitted 
while the request is pending. 

.14 User Fees. 
(1) The user fee for each separate 

request for an advance pricing agree-

ment is $25,000 except as provided 
below in this section 5.14 of this rev
enue procedure. 

(2) The user fee for each sepa
rate request for an advance pricing 
agreement from a taxpayer with gross 
income (as determined in section 
5.14(7) of this revenue procedure) of at 
least $100,000,000 and less than 
$1,000,000,000 is $15,000. 

(3) The user fee for each separate 
request for an advance pricing agree
ment or renewal from a taxpayer with 
gross income (as determined in section 
5.14(7) of this revenue procedure) of 
less than $100,000,000 is $5,000. 

(4) Notwithstanding sections 5.14(1) 
and (2) of this revenue procedure, if it is 
apparent on the face of the APA request 
that the transaction or transactions sub
ject to the request involve tangible prop
erty and/or services the total annual 
value of which is not in excess of 
$50,000,000, or payments for intangible 
property (such as royalties) not in ex
cess of $10,000,000 annually, the user 
fee for each separate request shall not 
be more than $7,500. 

(5) As explained in section 5.14(8) of 
this revenue procedure, an APA request 
that involves pricing issues in more than 
one foreign jurisdiction will normally be 
considered to constitute multiple bilat
eral requests. The user fee for the first 
such request shall be determined under 
sections 5.14(1), (2), (3), (4), or (6) of 
this revenue procedure as applicable. 
The user fee for each subsequent bilat
eral request, however, shall be not more 
than $7,500, if such subsequent bilateral 
request (a) involves the same product 
line, goods, services, or intangibles, and 
the same issues, as involved in the first 
request; (b) covers the same taxable 
years as covered by the first request; 
and (c) proposes the same TPM as the 
first request. 

(6) Notwithstanding sections 5.14( 1) 
and (2) of this revenue procedure, the 
user fee for a request for renewal of an 
APA, when the material facts, critical 
assumptions and proposed TPM have 
not substantially changed, shall not be 
more than $7,500. 

(7) For purposes of sections 5.14(2) 
and 5.14(3) of this revenue procedure, 
gross income of a U.s. person (or 
non-U.S. person filing a federal income 
tax return with respect to all such 
person's income) is equal to "total in
come" as reported on the last federal 
income tax return for such person (as 
amended) filed for a full (12 month) 
taxable ye~r ending before the date the 

1996-2 C.B. 379 



request was filed, plus "cost of goods 
sold" as reported on that federal income 
tax return, plus any income not subject 
to tax under section 103 for that period; 
and gross income of all other persons 
shall be computed on an equivalent 
basis (that is, gross receipts or economic 
income plus cost of goods sold) for such 
person's most recently completed 12-
month year. For purposes of sections 
5.14(2) and (3) of this revenue proce
dure, gross income of a taxpayer shall 
include the gross income (determined 
pursuant to the preceding sentence) of 
all organizations, trades or businesses 
(whether or not incorporated, whether or 
not resident or organized in the U.S., 
and whether or not affiliated for tax 
purposes) owned or controlled directly 
or indirectly by the same interests con
trolling the taxpayer. 

(8) For purposes of this section 5.14 
of this revenue procedure, a separate 
request constitutes a request for agree
ment on a transfer pricing methodology 
or methodologies comprising a closely 
related set of facts, such that review of 
the single set of facts will suffice to 
determine the suitability of all the meth
odologies involved in the separate re-

Taxpayer Gross Income 

$1 billion or more 
Less than $1 billion and greater 

than or equal to $100 million 
Less than $100 million 

quest. For example, an APA submission 
involving the pricing of tangible prod
ucts and the manufacturing services pro
vided by a parent to a subsidiary with 
respect to those products usually would 
constitute one separate request. Simi
larly, a submission involving separate 
product lines manufactured in the same 
location by substantially similar pro
cesses usually would constitute one 
separate request. However, a submission 
involving product lines manufactured at 
different locations, or by manufacturing 
processes that are not substantially simi
lar, usually would constitute more than 
one request. The fact that an APA 
submission involves pricing issues re
lated to more than one foreign jurisdic
tion, and thus requires analyses of sepa
rate factual or economic issues, as well 
as negotiations between the U.S. and 
more than one foreign competent au
thority, will normally result in treatment 
of the submission as more than one 
request. However, such separate requests 
may be eligible for reduced user fees 
under paragraph (5) of this section 5.14 
of this revenue procedure. 

(9) If an APA request is submitted or 
processed under paragraphs (2), (3), (4), 

Each Additional 
Original Request Multilateral Requesr 

$25,000 $7,500 
$IS,OOO $7,500 

$S,OOO $S,OOO 

(5), or (6) of this section 5.14 of this 
revenue procedure, and it later becomes 
apparent that the request does not meet 
the criteria for application of such para
graphs, the Service wiII request an addi
tional user fee to conform the request to 
the proper amount under this revenue 
procedure, as appropriate. The taxpayer 
may either pay such additional fee and 
continue the APA process or may with
draw the request. If the taxpayer with
draws the request, the Service may return 
the user fee to the taxpayer if the Service 
determines that such action would be 
appropriate under the circumstances. Ex
cept to the extent inconsistent with this 
revenue procedure, the principles of Rev. 
Proc. 96-1 (or its successor), including 
but not limited to section 14 thereof, 
shall apply to all questions related to 
user fees in connection with APAs. The 
APA Team Leader described in section 
6.04 of this revenue procedure, prior to 
the initial meeting with the taxpayer on a 
filed APA, will make a determination 
regarding the correctness of the taxpay
er's initial payment of user fees and 
request any necessary corrections. 

(10) The chart below summarizes the 
foregoing user fee provisions: 

Routine RenewazZ Small Transactions3 

$7,SOO $7,500 
$7,SOO $7,500 

$5,000 $S,OOO 

'Only if such additional request involves the same issues, covers the same years, and proposes the same TPM as the first request; see section 5.14(5). 
20nly if the material facts, critical assumptions, and proposed TPM have not substantially changed; see section 5.14(6). 
3Regardless of taxpayer size, applies to transactions that involve (i) tangible property or services valued at no more than $50 million annually, or (ii) payments 
for intangible property not in excess of $10 million annually; see section 5.14(4). 

SEC. 6. PROCESSING OF APA 
REQUESTS 

.01 Initial Contact. 
After receiving a request for an APA, 

a representative of the APA Program 
will contact the taxpayer to discuss any 
questions that the Service may have, or 
to ask for any additional information or 
documents believed necessary in order 
to initiate processing of the request. 
Additional information and documents 
must be supplied by the date specified 
by the Service, as extended for good 
cause. 

.02 Coordination with Other IRS Of
fices. 

Upon receipt of a request, the APA 
Director will coordinate the evaluation 
of the request with other Service offi-
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cials, such as the District Director, Re
gional Director of Appeals and District 
Counsel. In appropriate cases, such as 
where a request proposes an agreement 
between competent authorities, the APA 
Director will coordinate with the U.S. 
competent authority. 

.03 Evaluation Process. 

The Office of Associate Chief Coun
sel (International), in coordination with 
the appropriate District Director and 
other appropriate Service officials, will 
evaluate the taxpayer's APA request by 
discussing it with the taxpayer, verifying 
the data supplied, and requesting addi
tional supporting data if necessary. The 
evaluation of the request will not consti
tute an examination or inspection of the 
taxpayer's books and records under 

§ 760S(b) or any other provision of the 
Code. 

.04 Formation of the APA Team and 
Designation of Team Leader. 

Within 4S days of receiving the tax
payer's APA request and any required 
user fees, the APA Director will appoint 
an APA Team to review the request. The 
APA Team normally will consist of at 
least one representative of the Office of 
Associate Chief Counsel (International), 
as well as representatives of the appro
priate District and District Counsel and, 
when appropriate, Appeals and the U.S. 
competent authority. The APA Director 
will appoint a Team Leader to oversee 
the APA Team's activities. Whenever 
reasonably feasible, if a pre filing confer
ence has been held with the taxpayer, 



the Team Leader will be appointed from 
among the IRS representatives at the 
prefiling conference. 

.05 Negotiation and Drafting. 
(l) The APA Team shall arrange with 

the taxpayer for an initial meeting to 
take place within 60 days of receiving 
the taxpayer's APA request and required 
user fee. In connection with the initial 
meeting, the APA Team and the taxpayer 
shall agree on a Case Plan and Sched
ule, to which everyone involved in the 
APA-both government and taxpayer 
personnel-will be expected to adhere. 
The Case Plan and Schedule should list 
each question raised by the initial Ser
vice review of the APA request and 
should include a schedule for seeking to 
resolve each. The Case Plan and Sched
ule generally should reflect agreement 
between the APA Team and the taxpayer 
on the scope and nature of any addi
tional information that will be required 
to resolve these questions in order to 
negotiate an APA. Firm dates should be 
agreed upon for case milestones, includ
ing: (a) submission of any necessary 
additional information by the taxpayer; 
(b) evaluation of the information by the 
government; (c) negotiation of a recom
mended agreement or competent author
ity negotiating position; and (d) presen
tation of the recommended agreement or 
competent authority negotiating position 
in writing to the Associate Chief Coun
sel (International). 

(2) The time scheduled for comple
tion of the case milestones will depend 
to some extent on the scope and com
plexity of the particular case. In the case 
of bilateral or multilateral requests, the 
Service will seek to work with the 
competent authority of the treaty partner 
or U.S. possession involved to minimize 
the time needed for competent authority 
resolution. 

(3) To minimize delays caused by the 
need to coordinate different parties' 
schedules on short notice, the time and 
place of meetings required for any steps 
in the case should be determined in the 
Case Plan and Schedule. 

(4) Failures by either the taxpayer or 
the APA Team to meet case milestones 
will be addressed promptly, normally in 
a meeting or telephone conference in
volving the APA Director, members of 
the Service APA Team, and the taxpayer. 
If a taxpayer has failed to meet one of 
the case milestones, the APA Director 
will assist .the taxpayer in remedying 
any difficulties and will propose a 
course of action to ensure that mile-

stones can be met. Substantial and con
sistent failure by the taxpayer to comply 
with the Case Plan and Schedule will be 
treated by the Service as a withdrawal 
of the APA request. In this event, if the 
taxpayer wishes to continue to pursue 
the APA, the taxpayer will be required 
to refile the request and pay a new user 
fee. If the Service fails to meet a case 
milestone, the APA Director, the Service 
APA Team, and supervisors in the Dis
trict and Region, as appropriate, shall 
work together promptly to remedy the 
situation. 

(5) In some circumstances, develop
ment of the case after agreement on the 
Case Plan and Schedule will suggest, to 
both the APA Team and the taxpayer, 
that some milestone dates should be 
adjusted. To preserve flexibility, the 
APA Team and the taxpayer may amend 
the Case Plan and Schedule by mutual 
agreement, consistent with the need to 
maintain progress toward completion of 
the case as expeditiously as feasible. 

(6) The function of the APA Team is 
to negotiate and recommend an agree
ment, and if applicable to recommend in 
consultation with the taxpayer a compe
tent authority negotiating position, to the 
Associate Chief Counsel (International). 
Negotiations between taxpayers and the 
APA Team should be documented by 
means agreed between the parties. The 
District Director with responsibility for 
the taxpayer's returns shall be provided 
an opportunity to review and comment 
on the draft APA in the case of a 
unilateral APA, and the proposed initial 
US competent authority negotiating po
sition in the case of a bilateral or 
multilateral APA. Signature of an APA 
by the Associate Chief Counsel (Interna
tional) and the taxpayer will constitute 
agreement to the APA. 

.06 Withdrawing the Request. 
The taxpayer may withdraw the re

quest at any time before the execution 
of the APA. Pursuant to the principles of 
Rev. Proc. 96-1 (or its successors), 
including but not limited to section 
14.09 thereof, the user fee generally will 
not be refunded if the taxpayer with
draws its request for an APA. 

.07 Rejecting the Request. 
The Service may decline either to 

accept any APA request or to execute 
any APA, as requested, after a request 
has been accepted. If the Service de
clines to execute an APA after the 
request has been initiated, the Service 
normally will retain the user fee, al
though the fee may be returned if the 

Service determines that such action 
would be appropriate under the circum
stances. If the Service proposes to reject 
an APA request, the taxpayer will be 
granted one conference of right. Other 
conferences may be granted at the Ser
vice's discretion. 

SEC. 7. COMPETENT AUTHORITY 
CONSIDERATION 

.01 When any of the parties to a 
request are entitled to seek relief under 
the mutual agreement provision of a tax 
treaty between a foreign country and the 
United States, or under Rev. Proc. 89-8, 
the competent authorities may enter into 
agreements concerning the APA. Re
quests similar to APA requests that are 
initiated through treaty partners or pos
session tax agencies and submitted to 
the U.S. competent authority will be 
processed under this revenue procedure 
and Rev. Proc. 96-13, as appropriate. In 
order to provide timely clarification of 
factual issues, minimize the potential for 
miscommunication, and assist in devel
opment of a multiple party agreement 
on a timely basis, the Service will 
generally initiate coordination among 
the taxpayer, the Service, and the com
petent authorities of treaty partners at 
the earliest possible stage of consider
ation of an APA request including, 
where possible, the prefiling stage. In 
this manner, the U.S. and foreign com
petent authorities can develop a joint 
understanding of the case which should 
facilitate negotiation and resolution of 
competent authority issues. The taxpayer 
should remain available throughout con
sideration of the request to assist the 
Service in reaching agreement with the 
foreign competent authority. Final agree
ment to the negotiated APA will be 
sought among the taxpayer, the Service, 
and the foreign competent authority. As 
a general matter, the taxpayer is encour
aged to submit APA requests and related 
correspondence simultaneously to the 
Service and to foreign competent au
thorities involved in the requests. 

.02 The purpose of the competent 
authority agreement is to avoid double 
taxation. If such an agreement is not 
acceptable to the taxpayer, the taxpayer 
may withdraw the APA request (see 
section 6.06 of this revenue procedure). 
If the competent authorities are unable 
to reach an agreement or the taxpayer 
does not accept the competent authority 
agreement, the Service will attempt to 
negotiate a unilateral APA with the 
taxpayer (see section 7.07 of this rev
enue procedure). 
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.03 The taxpayer must cooperate with 
the Service and the U.S. competent 
authority, pursuant to the standards set 
forth in Rev. Proc. 96-13 and any other 
applicable revenue procedures. Any in
formation received or prepared by the 
Service, including information furnished 
by the taxpayer or the related foreign 
entity, will be subject to the restrictions 
on disclosure of tax related information 
provided by U.S. law and the applicable 
income tax convention. 

.04 It may be necessary to request 
sensitive confidential data (such as trade 
secrets) which, if disclosed, could harm 
the taxpayer's competitive position. In 
such cases, the parties will attempt to 
negotiate a mechanism to permit verifi
cation by a foreign competent authority 
without disclosing such information. 

.05 When the competent authorities 
enter into an agreement covering an 
APA, the Service will, to the extent 
practicable, agree to a mutual exchange 
of information with the foreign compe
tent authority concerning any subsequent 
modifications, cancellation, revocation, 
requests to renew, evaluation of annual 
reports, or examination of the taxpayer's 
compliance with the terms and condi
tions of the APA. Bilateral APAs may 
provide for simultaneous filing of the 
annual report with the Service and with 
the foreign tax administration. 

.06 The U.S. competent authority will 
seek to persuade the foreign competent 
authority to use APA data only on terms 
similar to those described in sections 
10.04 and 10.05 of this revenue proce
dure. 

.07 To minimize taxpayer and gov
ernmental uncertainty and administrative 
cost, bilateral or multilateral APAs gen
erally are preferable to unilateral APAs 
when competent authority procedures 
are available with respect to the foreign 
country or countries involved. In appro
priate circumstances, however, the Ser
vice may execute an APA with a tax
payer without reaching a competent 
authority agreement. The taxpayer must 
show sufficient justification for a unilat
eral APA. When a unilateral APA re
quest involves taxpayers operating in a 
country that is a treaty partner, the 
Service may notify the treaty partner of 
the filing of the request and provide the 
treaty partner with other information 
related to the request, under normal 
rules governing the exchange of infor
mation under income tax treaties. In 
some circumstances, procedures agreed 
upon with particular foreign competent 
authori ties, or the requirements of 
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proper relations with treaty partners, 
may preclude unilateral APAs. 

.08 Section 7.05 of Rev. Proc. 96-13 
provides in part that, if a taxpayer 
reaches a settlement on an issue with 
Counsel pursuant to a written agree
ment, the U.S. competent authority will 
endeavor only to obtain a correlative 
adjustment from a treaty country and 
will not undertake any actions that 
would otherwise change such agreement. 
The restrictions imposed under section 
7.05 of Rev. Proc. 96-13 with respect to 
the discretion of the U.S. competent 
authority to negotiate correlative relief 
will not apply to a unilateral APA. 
However, a unilateral APA may hinder 
the ability of the U.S. competent author
ity to reach a mutual agreement which 
will provide relief from double taxation, 
particularly when a contemporaneous bi
lateral or multilateral APA request would 
have been both effective and practical 
(within the meaning of § 1.901-
2(e)(5)(i» to obtain consistent treatment 
of the APA matters in a treaty country. 
(If there is a settlement with respect to 
taxable years prior to the first year 
subject to a unilateral APA based on 
rollback of such APA's TPM (as dis
cussed in sections 3.06 and 8 of this 
revenue procedure), section 7.05 of Rev. 
Proc. 96-13 will apply to such rollback 
years in the regular manner.) 

SEC. S. ROLLBACKS 

.01 The taxpayer may indicate in its 
APA request, or at any time prior to the 
completion of APA negotiations, that it 
desires for the Service to consider using 
the TPM of the APA to resolve transfer 
pricing issues for years prior to the 
earliest year covered by the APA. In 
general, the principles set forth in sec
tion 3.06 of this revenue procedure will 
govern the Service's consideration of 
this request (the "rollback request"). 
When a rollback request is made after 
submission of the APA request, the 
taxpayer must provide the request to the 
APA Director at the address indicated in 
section 5.13(2) of this revenue proce
dure. 

.02 If a rollback request is submitted 
in connection with a bilateral or multi
lateral APA, the rollback request will be 
deemed to constitute an application for 
accelerated competent authority consid
eration as described in section 7.06 of 
Rev. Proc. 96-13. The Office of Associ
ate Chief Counsel (International), the 
District Director, and the U.S. compe-

tent authority will coordinate consider
ation of the request. The taxpayer's 
request must include all information 
required for accelerated competent au
thority consideration under Rev. Proc. 
96-13, subject to the rules set forth 
therein. The taxpayer's request can per
tain to any years prior to the first year 
to be covered under the requested APA, 
except that, in order to facilitate effec
tive competent authority negotiations, 
the Service may require that, if acceler
ated competent authority consideration 
is to be granted, it will apply to one Or 
more specified years. In exercising their 
regular discretion over the conduct of 
accelerated competent authority consid
eration, Service officials shall seek to 
implement the policy concerning APA 
rollbacks stated in section 3.06 of this 
revenue procedure. 

.03 If a rollback request is submitted 
in connection with a bilateral or multi
lateral APA and involves a taxable year 
that is under the jurisdiction of Appeals, 
the rollback request will be deemed to 
constitute an application for simulta
neous Appeals and competent authority 
consideration as described in section 8 
of Rev. Proc. 96-13 and will be subject 
to the rules set forth therein. The Office 
of Associate Chief Counsel (Interna
tional), the Regional Director of Ap
peals, and the U.S. competent authority 
will coordinate consideration of the re
quest. In exercising their regular discre
tion over the conduct of simultaneous 
Appeals and competent authority consid
eration, Service officials shall seek to 
implement the policy concerning APA 
rollbacks stated in section 3.06 of this 
revenue procedure. 

.04 Subject to the policy set forth in 
section 3.06 of this revenue procedure, 
the determination whether a rollback 
shall be granted with respect to a tax
able year is within the discretion of the 
Service official with jurisdiction over 
the taxable year subject to the rollback 
- typically, either the District Director, 
the Regional Director of Appeals, the 
Assistant Commissioner (International) 
(for matters subject to competent author
ity negotiations), or the District Counsel 
(for matters under litigation). Except to 
the extent inconsistent with this revenue 
procedure, normal procedures for resolv· 
ing tax issues, including but not limited 
to closing agreements and other settle
ment documents and Forms 870 and 
870AD, shall be used to implement APA 
rollbacks. 



SEC. 9. INDEPENDENT EXPERT 
OPINION 

. 01 The taxpayer may be required to 
provide at its own expense an indepen
dent expert, acceptable to both the tax
payer and the Service (and, in a bilateral 
or multilateral proceeding, the foreign 
competent authority or authorities) to 
review and opine on the proposed TPM. 
The taxpayer may suggest in its APA 
request whether an independent expert is 
needed, or the Service (or, if applicable, 
the foreign competent authority) may 
determine that an independent expert is 
needed for the evaluation of the taxpay
er's request. 

.02 For purposes of this revenue pro
cedure, an expert is any person who, by 
agreement between the taxpayer and the 
Service (and, if involved, the foreign 
competent authority), possesses expert 
education or experience in a field of 
study, industry or geographic area that is 
relevant to the subject matter of the 
taxpayer's APA request. 

.03 For purposes of this revenue pro
cedure, an expert is independent if the 
expert has not participated to any mate
rial extent in the development of the 
request and has not in the past assisted 
either the Service or the taxpayer in 
matters substantially related to the re
quest. 

.04 If an expert is necessary, the 
expert will critically analyze the taxpay
er's proposed TPM and render a written 
opinion. The opinion will address any 
questions and concerns raised by the 
Service or the taxpayer (and, if in
volved, the foreign competent authority); 
conclude whether the proposed TPM or 
a revised version fairly supports and 
produces an arm's length approach; and 
provide the basis for this opinion. How
ever, the expert's opinion will not be 
binding on any of the parties. The 
taxpayer and the Service (and, if in
volved, the foreign competent authority) 
will have access to the expert's report 
and supporting documentation. The Ser
vice and the taxpayer shall both be kept 
fully informed of any communications 
between the other party and the inde
pendent expert, and receive copies of all 
information provided by such other 
party to the expert. 

. 05 If an independent expert is neces
sary, the taxpayer must provide a waiver 
under § 6103(c) to the Service for pur
poses of discussing returns or return 
information with the expert. The tax
payer must also ensure that the expert is 
familiar with the provisions of this rev-

enue procedure and that any opinion 
rendered by the expert complies with 
those provisions . 

SEC. 10. LEGAL EFFECT 

.01 An APA is a binding agreement 
between the taxpayer and the Service. 

.02 If the taxpayer complies with the 
terms and conditions of the APA, the 
Service will regard the results of apply
ing the TPM as satisfying the arm's 
length standard, and, except as provided 
in this revenue procedure, will not con
test the application of the TPM to the 
subject matter of the APA. The taxpayer 
remains otherwise subject to U.S. in
come tax laws and is entitled to any 
benefits otherwise available under U.S. 
income tax laws. 

.03 Except to the extent provided by 
regulations, an APA shall have no legal 
effect except with respect to the tax
payer, taxable years and transactions to 
which the APA specifically relates. 

.04 Except as otherwise provided by 
written agreement, regulations, or this 
revenue procedure, neither the APA nor 
any non-factual oral or written represen
tations or submissions made in conjunc
tion therewith may be introduced by the 
taxpayer or the Service as evidence in 
any judicial or administrative proceeding 
in relation to any tax year, transaction, 
or person not covered by the APA. 
However, taxpayers should recognize 
that the preceding sentence does not 
preclude rollback of the APA TPM, nor 
the discovery, use, or admissibility of 
non-factual material otherwise discover
able or obtained other than in the APA 
process merely because the same or 
similar material was also included in the 
APA or representations or submissions 
made in connection with the APA or 
presented during the APA process. 

.05 Except as otherwise provided by 
written agreement or regulations, if an 
APA is not executed or if an executed 
APA is later revoked or canceled, nei
ther the APA or the proposal to use a 
particular TPM, nor any non-factual oral 
or written representations or submissions 
made during the APA process, may be 
introduced by the taxpayer or the Ser
vice as an admission by the other party 
in any administrative or judicial pro
ceeding for the taxable years for which 
the APA was requested or executed . 
However, taxpayers should recognize 
that the preceding sentence does not 
preclude the discovery, use, or admissi
bility of non- factual material otherwise 
discoverable or obtained other than in 
the APA process merely because the 

same or similar material was also in
cluded in the APA or representations or 
submissions made in connection with 
the APA or presented during the APA 
process. 

SEC. 11. ADMINISTERING THE APA 

.01 Annual Reports. 
(1) For each taxable year covered by 

the APA, the taxpayer must file a timely 
and complete annual report describing 
the taxpayer's actual operations for the 
year and demonstrating good faith com
pliance with the terms and conditions of 
the APA. The report must include all 
items called for by the APA, must 
describe any pending or contemplated 
requests to renew, modify or cancel the 
APA, and must describe any compensat
ing adjustments made pursuant to sec
tion 11.02 of this revenue procedure. 

(2) The taxpayer shall file an original 
and four copies of each report, no later 
than 90 days after the time prescribed 
by law (including extensions) for filing 
the taxpayer's Federal income tax return 
for the year covered by the report, or by 
such other date as is specified in the 
APA, with the APA Director at the 
address indicated in section 5.13(2) of 
this revenue procedure. The taxpayer 
may also be required to file a copy of 
the annual report with the treaty partner 
or partners with respect to a bilateral or 
multilateral APA. The report must com
ply with sections 5.11 and 5.12 of this 
revenue procedure. 

(3) The Service will contact the tax
payer regarding an annual report only if 
it is necessary to clarify or complete the 
information contained in the annual re
port. Additional information must be 
supplied by the date specified by the 
Service, as extended for good cause. 
Any contact between the taxpayer and 
the Service for the purpose of clarifying 
the information contained in the annual 
report will not constitute an examina
tion, or the commencement of any ex
amination, of the taxpayer for purposes 
of § 7605(b) or any other provision of 
the Code. 

.02 CompensatinR Adjustments. 
(1) If the results of applying the TPM 

differ from those contemplated by the 
APA, the APA may permit the taxpayer 
and its related foreign entity to make a 
compensating adjustment. For example, 
if the APA provides for a range of 
expected operating results, and the ac
tual operating results are outside that 
range (but within any limits specified in 
the APA), the APA may permit the 
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parties to make a compensating adjust
ment to bring the results to an agreed 
upon point within the described range. 
Such compensating adjustment should 
be reflected on the taxpayer's timely 
filed (with extensions) federal income 
tax return; if the taxpayer is not able to 
make such adjustments in its original 
return, the required compensating adjust
ment must in any event be made and 
paid within 90 days of the date pre
scribed for filing such return (with ex
tensions), and reflected on an amended 
return filed within such period and the 
timely filed annual report required by 
section 11.01 of this revenue procedure. 
To the extent the APA covers years for 
which federal income tax returns were 
filed before the APA was executed, the 
taxpayer must make any required com
pensating adjustments in an amended 
return or returns filed within, and pay 
such compensating adjustments within, 
90 days of entering into such APA. 

(2) The taxable income and earnings 
and profits of both the taxpayer and its 
related foreign entity for a taxable year 
covered by an APA will include all 
income generated as a result of the TPM 
as increased or decreased by any com
pensating adjustment for that year. A 
compensating adjustment will be 
deemed to have been made as of the last 
day of the taxable year to which it 
applies. For all U.S. income tax pur
poses, after taking into consideration 
any compensating adjustment, the ad
justed figures will be used. Provided 
that the taxpayer has made a good faith 
effort to comply with the TPM in such 
manner as to avoid the need for com
pensating adjustments, and payments of 
compensating adjustments are made 
within the time specified in section 
11.02(1) of this revenue procedure, (i) 
the compensating adjustment will not be 
taken into account in the computation of 
any required estimated tax installments 
for such year, (ii) the taxpayer will not 
be subject to the failure to pay penalties 
under § § 6651 and 6655 by reason of 
the compensating adjustment, and (iii) 
no interest will accrue on any receivable 
or payable established to settle such 
compensating adjustment. A compensat
ing adjustment may, however, be taken 
into account for purposes of redetermin
ing any foreign tax credits in accordance 
with § 901. Subject, where applicable, 
to agreement between competent au
thorities, the taxpayer or the related 
foreign entity may employ any method 
that accords with section 4 of Rev. Proc. 
65-17, 1965-1 C.B. 833 (as modified), 
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or any successor, for paying compensat
ing adjustments, including checks, wire 
transfers, offsets through intercompany 
accounts, or recharacterized dividends. 
All actions taken with respect to such 
compensating adjustments must be 
documented and disclosed in the annual 
report. 

(3) A "subsequent compensating ad
justment" arises when the taxpayer or 
the Service makes normal and routine 
adjustments (for example, correction of 
computational errors) to the determina
tion and computation of the taxpayer's 
TPM during the taxable year or years 
under the APA, as determined in accor
dance with the TPM. The generally 
applicable Code rules relating to assess
ment, collection and refund of tax and 
the principles of Rev. Proc. 65-17 (as 
modified), or any successor, apply to 
any resulting change in Federal income 
tax liability because of a subsequent 
compensating adjustment. 

(4) When an agreement between 
competent authorities is sought as part 
of the APA request, the principles stated 
in this section will be discussed with the 
appropriate foreign competent authority 
to seek to ensure substantially identical 
treatment of the taxpayer's related for
eign entity. 

(5) The Service and the taxpayer may 
agree in an APA to modify the foregoing 
provisions relating to compensating ad
justments. 

.03 Examination. 
(1) If the District Director examines a 

tax year covered by an APA, the exami
nation of matters covered by the APA 
will be limited to the factors in section 
11.03(2) of this revenue procedure. The 
District Director will not re-evaluate the 
TPM itself. 

(2) The District Director may require 
the taxpayer to establish that (a) the 
taxpayer has complied in good faith 
with the terms and conditions of the 
APA; (b) the material representations in 
the APA and the annual reports remain 
valid and accurately describe the taxpay
er's operations; (c) the supporting data 
and computations used in applying the 
TPM were correct in all material re
spects; (d) the critical assumptions un
derlying the APA remain valid; and (e) 
the taxpayer has consistently applied the 
TPM and met the critical assumptions. 

(3) If the District Director determines 
that any requirement in section 11.03(2) 
of this revenue procedure has not been 
satisfied, the issue will be submitted to 
the Associate Chief Counsel (Intern a-

tional) for resolution. The Associate 
Chief Counsel (International) will decide 
either to continue to apply the APA; 
revoke the APA (see section 11.05 of 
this revenue procedure); cancel the APA 
(see section 11.06); or revise the APA 
(see section 11.07). 

(4) The District Director may, with
out securing the consent of the Associ
ate Chief Counsel (International), pro
pose normal and routine audit 
adjustments, which are not related to 
interpretation of the TPM, to the deter
mination and computation of the operat
ing results of the taxpayer's TPM during 
the taxable year or years under examina
tion (as determined in accordance with 
the TPM) without affecting the contin
ued validity or applicability of the APA. 
If the taxpayer agrees with the proposed 
adjustments, they will be given effect 
through payment of additional compen
sating adjustments. If the taxpayer does 
not agree, the taxpayer may contest the 
proposed adjustments through normal 
administrative and judicial proceedings. 
Any changes to compensating adjust
ments previously made by the taxpayer, 
in respect of the taxable year or years 
under examination, that arise as a result 
of the audit adjustments made by the 
District Director will be made within 
ninety days of a final determination of 
the audit adjustments. Any compensat
ing adjustments and changes to compen
sating adjustments described in this sec
tion 11.03(4) will be treated as 
subsequent compensating adjustments 
for purposes of section 11.02 of this 
revenue procedure. 

.04 Record Retention. 
(1) The taxpayer must maintain 

books and records sufficient to enable 
the Service to examine the taxpayer's 
compliance with the APA. The APA may 
specify the books and records that are 
necessary to fulfill this objective and 
may specify that compliance with the 
applicable provisions of the APA will 
constitute compliance with the provi
sions of §§ 6038A and 6038C with 
respect to transactions covered by the 
APA. 

(2) Upon examination, information 
requested by the Service must be made 
available to the Service upon written 
request within 30 days, and translations 
must be provided within 30 days of a 
request for translation of specific docu
ments, both as extended for good cause. 
The fact that a foreign jurisdiction may 
impose a penalty upon the taxpayer or 
other person for disclosing the material 



will not constitute reasonable cause for 
noncompliance with the Service's re
quest. 

.05 Revoking the APA. 
(1) The Associate Chief Counsel (In

ternational) may revoke the APA if there 
has been fraud or malfeasance (as de
fined in § 7121) or disregard (as de
fined in § 6662(b)(1) and (c» by the 
taxpayer in connection with the APA, 
including but not limited to fraud, mal
feasance or disregard involving any of 
the following: the material facts set 
forth in the request or subsequent sub
missions (including the annual report), 
or lack of good faith compliance with 
the terms and conditions of the APA. 
Material facts are those that, if known 
by the Service, could reasonably have 
resulted in a significantly different APA 
(or no APA at all). The Associate Chief 
Counsel (International) is not required to 
revoke the APA and may require the 
taxpayer to continue to abide by it. 

(2) If the APA is revoked for any 
reason, the revocation may be retroac
tive to the first day of the first taxable 
year for which the APA was effective. 

(3) If the APA is revoked for any 
reason, the Service may determine defi
ciencies in income taxes and additions 
thereto in accordance with applicable 
provisions of the Code. In addition, (a) 
relief under Rev. Proc. 65-17 may be 
denied; (b) if the Service determines 
that the taxpayer may avail itself of the 
relief under Rev. Proc. 65-17, interest 
on any account receivable established 
under section 4.03 of that revenue pro
cedure may be determined not to be 
subject to mutual agreement or correla
tive relief; (c) the revocation of the APA 
may be treated as an "egregious case" 
under Rev. Rul. 80-231, 1980-2 C.B. 
219, with the result that the taxpayer 
may be denied a foreign tax credit in 
accordance with that ruling; and (d) the 
unilateral relief provisions of Rev. Proc. 
96-14, 1996-3 I.R.B. 41, may not be 
available. When an APA has been the 
subject of negotiation with a. forei~n 
competent authority, the ServIce ~Ill 
seek to coordinate any action concernmg 
revocation of the APA with the foreign 
competent authority. 

.06 Cancelling the APA. 
(1) The Associate Chief Counsel (In

ternational) may cancel the APA if the 
District Director, with the concurrence 
of the Associate Chief Counsel (Interna
tional), determines that there was a 
misrepresentation, mistake as to a mate
rial fact, failure to state a material fact, 

or lack of good faith compliance with 
the terms and conditions of the APA 
(but not fraud, malfeasance or disregard) 
in connection with the request for the 
APA, or in any subsequent submissions 
(including the annual report). Material 
facts are those that, if known by the 
Service, would have resulted in a sig
nificantly different APA (or no APA at 
all). 

(2) The Associate Chief Counsel (In
ternational) may waive cancellation if 
the taxpayer can show good faith and 
reasonable cause to the satisfaction of 
the Associate Chief Counsel (Interna
tional), and if the taxpayer agrees to 
make any adjustment proposed by the 
Associate Chief Counsel (International) 
to correct for the misrepresentation, mis
take as to a material fact, failure to state 
a material fact, or noncompliance. The 
Associate Chief Counsel (International) 
is not required to cancel the APA and 
may require the taxpayer to continue to 
abide by it. 

(3) If the APA is cancelled under 
section 11.06( 1) of this revenue proce
dure, the cancellation will be effective 
as of the beginning of the year in 
respect of which the misrepresentation, 
mistake as to a material fact, failure to 
state a material fact, or noncompliance 
occurs. If, however, the cancellation 
results from a change in law or treaty, 
as provided in section 11.07(1) of this 
revenue procedure, the cancellation nor
mally will be effective as of the effec
tive date of the change in law or treaty. 

(4) If the APA is cancelled for any 
reason, then as of the effective date of 
the cancellation the APA will cease to 
be of any further force and effect with 
respect to the taxpayer and the Service 
for U.S. income tax purposes. After the 
effective date of the cancellation, the tax 
treatment of the transactions covered by 
the APA will be subject to all U.S. tax 
rules (including treaty rules) that other
wise apply. When an APA has been the 
subject of negotiation with a foreign 
competent authority, the Service will 
seek to coordinate any action concerning 
cancellation of the APA with the foreign 
competent authority. 

.07 Revising the APA. 
(1) If a critical assumption has not 

been met, or there has been a change in 
law or treaty as described in section 
11.09 of this revenue procedure, the 
APA may be revised by agreement of 
the parties. If such agreement cannot be 
achieved, the APA will be cancelled. 

(2) If a critical assumption has not 
been met, the taxpayer must notify the 
APA Director, including with the notifi
cation supporting documentation and a 
statement whether a revision appears 
appropriate. The taxpayer shall file the 
notification at any time prior to the last 
date permitted for filing the annual 
report for the year in which the failure 
to meet a critical assumption occurred. 
In providing the notification, the tax
payer must follow the procedures con
tained in sections 5.11 through 5.13 of 
this revenue procedure. 

(3) If a critical assumption has not 
been met, the taxpayer and the Service 
will discuss how to revise the APA. If 
the taxpayer and the Service cannot 
execute a revised agreement, the APA 
will be cancelled as of the beginning of 
the taxable year in which the failure to 
meet a critical assumption occurred. If 
the Service and the taxpayer can agree 
on a revised APA, the effective date of 
the revised APA will be stated in the 
new APA. 

(4) If the Service and the taxpayer 
agree to revise an APA that has been 
subject to competent authority agree
ment, the revised APA will be submitted 
to the U.S. competent authority in order 
to seek the consent of the foreign com
petent authority to the revised APA. If 
the foreign competent authority refuses 
to accept the revised APA, or if the 
competent authorities cannot agree on a 
revised APA agreeable to all parties, the 
taxpayer and the Service may: (a) agree 
to continue to apply the existing APA, 
(b) agree to apply the revised APA or 
agree to further revision thereof, or (c) 
agree to cancel the APA as of an agreed 
date. If such agreement cannot be 
achieved, the APA will be cancelled 
pursuant to section 11.07(1) of this 
revenue procedure. 

.08 Renewing the APA. 
A taxpayer may request renewal by 

following the form and procedures that 
apply to initial APA requests. The tax
payer must submit the user fee as 
required under section 5.14 of this rev
enue procedure, and must provide ap
propriate supporting documentation with 
the request. Unless otherwise agr~ed by 
the Service, the taxpayer should fIle the 
request to renew no later than nine 
months before the expiration of the 
initial term or any renewal term. 

.09 Change in Law or Treaty. 
If there is a change in any applicable 

U.S. law or treaty that changes the 
Federal income tax treatment of any 
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matter covered by the APA, the new law 
or treaty provision supersedes the APA 
to the extent the APA is inconsistent 
therewith. The parties may revise the 
APA under section 11.07 of this revenue 
procedure to reconcile it with the new 
law or treaty provision. 

SEC. 12. DISCLOSURE 

The infonnation received or generated 
by the Service during the APA process 
relates directly to the existence and 
amount of tax liabiiity of the taxpayer 
under the Internal Revenue Code. There
fore, the APA and such infonnation are 
subject to the confidentiality require
ments of § 6103. In addition, the APA 
and such infonnation may be confiden
tial pursuant to the provisions of income 
tax conventions, or other rules appli
cable to communications with foreign 
governments. 

SEC. 13. EFFECT ON OTHER 
DOCUMENTS 

Rev. Proc. 91-22, 1991-1 C.B. 526, 
is superseded. Rev. Proc. 96-13 is modi
fied. Rev. Proc. 9Cr 1 is modified. 

SEC. 14. EFFECTIVE DATE 

This revenue procedure will apply to 
all APA requests, including requests for 
renewal, received on or after December 
31, 1996, except that (i) section 7.08 
shall apply to all such APA requests and 
APA requests that have been filed on or 
after the effective date of Rev. Proc. 
9Cr13, (ii) section 8.02 and/or section 
8.03 may at the taxpayer's request apply 
to an APA request filed prior to such 
date and with respect to which an APA 
has not been concluded, and (iii) any 
provision of section 5.14 may apply to a 
request filed prior to such date and with 
respect to which an APA has not been 
concluded, if the taxpayer demonstrates 
that such application is necessary to 
avoid unfairness to the taxpayer. 

SEC. 15. PAPERWORK REDUCTION 
ACT 

The collections of information con
tained in this revenue procedure have 
been reviewed and approved by the 
Office of Management and Budget in 
accordance with the Paperwork Reduc
tion Act (44 U.S.c. 3507) under control 
number 1545-1503. 

An agency may not conduct or spon
sor, and a person is not required to 
respond to, a collection of information 
unless the collection of information dis
plays a valid control number. 
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The collections of information in this 
revenue procedure are in sections 4.02, 
5,8.02,9, 11.01, 11.02(1), 11.04, 11.07, 
and 11.08. This infonnation is required 
to provide the Service sufficient infor
mation to evaluate and process the APA 
request or request for renewal of an 
existing APA, or to determine whether 
the taxpayer is in compliance with the 
tenns and conditions of an APA. This 
infonnation will be used to evaluate the 
proposed TPM, and the taxpayer's com
pliance with the·tenns and conditions of 
any APA to which it is a party. The 
collections of infonnation are required 
to obtain an APA. The likely respon
dents are business or other for-profit 
institutions. 

The estimated total annual reporting 
and/or recordkeeping burden is 5,250 
hours. 

The estimated average burden for an 
APA prefiling conference is 10 hours; 
the estimated average burden for an 
APA request is 50 hours; and the esti
mated average burden for preparation of 
an annual report by a party to an APA is 
15 hours. The estimated number of 
respondents and/or recordkeepers is 160. 

The estimated annual frequency of 
responses is one request or report per 
year per applicant or party to an APA, 
except that a taxpayer requesting an 
APA may also request a prefiling con
ference. 

Books or records relating to a collec
tion of information must be retained as 
long as their contents may become ma
terial in the administration of any inter
nal revenue law. Generally tax returns 
and tax return information are confiden
tial, as required by § 6103. 

26 CFR 2056A: Qualified domestic trust. 

Rev. Proc. 96-54 

SEC. 1. PURPOSE 

This revenue procedure provides 
sample paragraphs that may be used to 
satisfy the governing instrument require
ments contained in §§ 20.2056A-
2(d)(l )(i) and (d) (I )(ii) of the Estate Tax 
Regulations for a qualified domestic 
trust (QDOT) as described in § 2056A
(a) of the Internal Revenue Code. 

SEC. 2. BACKGROUND 

Section 2056A(a)(2) authorizes the 
Internal Revenue Service to promulgate 
regulations that will ensure the collec
tion of the additional estate tax imposed 
under § 2056A(b)(1)(A) and (B). Final 

regulations were issued pursuant to this 
authorization on December 9, 1996. 

Under § 20.2056A-2(d)(l )(i), if the 
fair market value of the assets passing 
to the QDOT is in excess of $2 million, 
either: (A) at least one Trustee must be 
a United States bank described in 
§ 581, or a U.S. Branch of a foreign 
bank; (B) the trustee must furnish a 
bond in favor of the Internal Revenue 
Service in an amount equal to 65 per
cent of the fair market value of the trust 
corpus; or' (C) the trustee must furnish 
an irrevocable letter of credit in an 
amount equal to 65 percent of the fair 
market value of the trust corpus. The 
regulations provide detailed descriptions 
of the required terms of the bond and 
letter of credit and sample forms for 
each. 

Under § 20.2056A-2(d)(l)(i), the 
QDOT may alternate among the ar
rangements provided in paragraphs 
(d)(l)(i)(A), (B), and (C), provided that 
at any given time at least one of the 
arrangements is in effect. 

Under § 20.2056A-2(d)(l)(ii), if the 
fair market value of the QDOT assets is 
$2 million or less, the QDOT must 
provide that the trustee will either sat
isfy the requirements listed above, or 
limit the fair market value of real prop
erty that is held by the trust and situated 
outside the United States to 35 percent 
of the value of the trust at the close of 
the taxable year. A special look-through 
rule applies for interests in corporations 
or partnerships that own real property. 
In addition, an executor may elect to 
exclude up to $600,000 in value of a 
principal residence passing to the QDOT 
in determining if the $2 million thresh
old has been exceeded. 

This revenue procedure contains 
sample trust language that, if adopted in 
the trust instrument, will be recognized 
as meeting the requirements of 
§ 20.2056A-2(d)(l )(i)(A), (B), and (C), 
and (d)(l)(ii). 

SEC. 3. SCOPE AND OBJECTIVE 

The sample trust language contained 
in section 4 of this revenue procedure 
meets all of the requirements under 
§ 20.2056A-2(d)(l )(i)(A), (B), and (C), 
and (d)(l)(ii). If the trust instrument 
expressly adopts language that is the 
same in all material respects to the 
sample paragraphs provided herein, and 
otherwise meets the requirements of a 
qualified domestic trust under 
§ 2056A(a) and § 20.2056A-2, the Ser
vice will recognize the trust as satisfy-



ing the applicable requirements of 
§ 2056A(a) and the corresponding regu
lations. 

SEC. 4. SAMPLE QUALIFIED 
DOMESTIC TRUST LANGUAGE 
THAT MAY BE USED TO SATISFY 
THE "GOVERNING INSTRUMENT" 
REQUIREMENTS OF 
§ 20.2056A-2(d)(l )(i) and (ii). 

My trustee shall comply with the 
requirements for security arrangements 
for qualified domestic trusts as set forth 
in Treas. Reg. § 20.2056A-2(d)(1)(i) or 
(ii), summarized as follows: 

(a) Trust in Excess of $2 Million. If 
the fair market value of the assets 
passing to the trust (determined without 
reduction for any indebtedness thereon) 
exceeds $2 million on the relevant valu
ation date, then my Trustee must at all 
times during the term of the Trust either 
satisfy the U.S. Bank as Trustee require
ment (see Treas. Reg. § 20.2056A-2(d)
(l)(i)(A», or furnish a bond that satis
fies the requirements of Treas. Reg. 
§ 20.2056A- 2(d)(1)(i)(B), or furnish an 
irrevocable letter of credit that satisfies 
the requirements of Treas. Reg. 
§ 20.2056A-2(d)(1)(i)(C), (hereinafter 
referred to as the U.S. Bank, Bond, or 
Letter of Credit Requirement). My 
Trustee may alternate between any of 
the security arrangements described in 
the preceding sentence provided that, at 
all times during the term of the trust, 
one of the arrangements is operative. 

If my Trustee elects to furnish a bond 
or letter of credit as security, then in the 
event the Internal Revenue Service 
draws on the instrument in accordance 
with its terms, neither my U.S. Trustee 
nor any other person will seek a return 
of any part of the remittance until after 
April 15th of the calendar year follow
ing the year in which the bond or letter 
of credit is drawn upon. 

(b) Trust of $2 Million or Less. If the 
fair market value of the assets passing 
to the trust (determined without reduc
tion for any indebtedness) is $2 million 
or less on the relevant valuation date, 
then my Trustee must comply with 
either the U.S. Bank, Bond, or Letter of 
Credit Requirement only if more than 
35% of the fair market value of the trust 
assets, determined annually on the last 
day of the taxable year of the trust, 
consists of real property located outside 
the United States. For purposes of deter
mining whether more than 35% of the 

trust assets consist of foreign real prop
erty, Treas. Reg. § 20.2056A-2( d)(l)
(ii)(B) applies. 

(c) Determination of Value. For pur
poses of determining whether the fair 
market value of the trust assets exceeds 
$2 million, my Trustee is authorized to 
make the election under Treas. Reg. 
§ 20.2056A-2(d)(1)(iv)(A) with respect 
to real property used as my spouse's 
personal residence. 

(d) Amount of Bond or Letter of 
Credit. For purposes of determining the 
amount of the bond or letter of credit, 
my Trustee is authorized to make the 
election under Treas. Reg. § 20.2056A-
2(d)(1)(iv)(B) with respect to real prop
erty used as my spouse's personal resi
dence. 

(e) Annual Statements. My Trustee is 
directed to file any annual statements 
required under Treas Reg. § 20.2056A-
2(d)(3). 

(f) General Conduct. Notwithstanding 
anything contained herein to the con
trary, my U.S. Trustee is hereby autho
rized to enter into alternative plans or 
arrangements with the Internal Revenue 
Service pursuant to Treas. Reg. 
§ 20.2056A-2(d)(4) to assure collection 
of the deferred estate tax, in lieu of the 
provisions contained herein. 

(g) References to Regulations. All 
references to "Treas. Reg." in this docu
ment shall be references to regulations 
published under 26 CFR as in effect on 
the date of execution of this document, 
or, in the event that any such regulation 
is amended or superseded thereafter, to 
the regulation (or any successor regula
tion) as so amended. 

(h) Dollar Values. The use of the 
dollar sign ($) shall indicate amounts 
stated in U.S. dollars. 

SEC. 5. APPLICATION 

The Service will recognize a trust as 
meeting all of the requirements of 
§ 20.2056A-2( d)(l )(i) and (ii) if the 
trust contains language that is the same 
in all material respects to the paragraphs 
provided in section 4, and the trust 
operates in a manner consistent with the 
terms of the trust instrument. 

* * * * * 

SEC. 7. EFFECTIVE DATE 

This revenue procedure is effective 
for trusts for which qualified domestic 
trust elections are made after December 

9, 1996, the date of publication of this 
revenue procedure in the Internal Rev
enue BuIIetin. 

26 CFR 601.201: Rulings and determination let
ters. 

Rev. Proc. 96-55 

SECTION 1. PURPOSE 

.0 I This revenue procedure provides 
a model amendment for sponsors of 
certain master and prototype ("M&P"), 
regional prototype, volume submitter 
specimen, and individuaIIy designed 
profit-sharing or stock bonus plans in 
order to assist these plan sponsors in 
amending their plans to comply with 
Rev. Rul. 94-76, 1994-2 C.B. 46. 

.02 This revenue procedure also ex
tends, until June 30, 1997, the time 
period to adopt corrective plan amend
ments provided for in Rev. Rul. 94-76. 

SECTION 2. BACKGROUND AND 
GENERAL INFORMATION 

.01 Section 401 (a) of the Internal 
Revenue Code provides that a trust 
created or organized in the United States 
and forming a part of a qualified stock 
bonus, pension, or profit-sharing plan of 
an employer constitutes a qualified trust 
only if the various requirements set out 
in § 401 (a) are met. 

.02 Section 1.401-1(b)(l)(i) of the 
Income Tax Regulations provides the 
definition of a pension plan for purposes 
of § 401(a). This section provides, in 
part, that a pension plan is a plan 
established and maintained by an em
ployer primarily to provide for the pay
ment of definitely determinable benefits 
to employees over a period of years, 
usuaIIy for life, after retirement. This 
section also provides that a pension plan 
may provide for the payment of a 
pension due to disability, and may also 
provide for incidental death benefits. 

.03 Rev. Rul. 56-693, 1956-2 C.B. 
282, as modified by Rev. Rul. 60-323, 
1960-2 C.B. 148, provides that, pursu
ant to the definition of a pension plan in 
§ 1.401-1 (b) of the regulations, a pen
sion plan fails to meet the requirements 
of § 401(a) if it permits an employee to 
withdraw any part of the employee's 
accrued benefit (other than a benefit 
attributable to voluntary employee con
tributions) prior to certain distributable 
events; i.e., retirement, death, disability, 
severance of employment, or termination 
of the plan. 

.04 Rev. Rul. 94-76 provides that, to 
satisfy § 40 1 (a), benefits attributable to 
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assets and liabilities transferred, within 
the meaning of § 414(1), from a money 
purchase pension plan to a profit-sharing 
or stock bonus plan must remain subject 
to the restrictions on distributions from 
pension plans set forth in Rev. Rul. 
56-693 based upon § 1.40 I-I (b) of the 
regulations. 

. 05 Rev. Rul. 94-76 provides that, in 
order to remain qualified under 
§ 401 (a), profit-sharing or stock bonus 
plans that accept transfers of assets and 
liabilities from money purchase pension 
plans and permit distributions prior to 
retirement, death, disability, severance of 
employment, or termination of the plan, 
must be amended to provide that on or 
after a transfer of assets and liabilities 
from a money purchase pension plan to 
the profit-sharing or stock bonus plan, 
the account balances (including the post
transfer earnings thereon) attributable to 
the transferred assets and liabilities will 
be distributed only on or after the 
occurrence of one of these events on or 
after which distributions are permitted 
from a pension plan. 

.06 Rev. Rul. 94-76 provides that 
certain profit-sharing plans or stock bo
nus plans are permitted to be amended 
to eliminate an optional form of benefit 
provided for in the plan prior to Decem
ber 12, 1994, solely with respect to 
benefits attributable to assets and liabili
ties that are transferred (within the 
meaning of § 414(1» from a money 
purchase pension plan (other than any 
portion of those assets and liabilities 
attributable to voluntary employee con
tributions), to the extent that the op
tional form permits distribution of those 
benefits prior to the employee's retire
ment, death, disability, or severance of 
employment, and prior to plan termina
tion. The plan amendment eliminating 
the optional form of benefit must be 
adopted by the last day of the first plan 
year beginning on or after December 12, 
1994, and must be made effective not 
later than the first day of that plan year, 
or, if later, 90 days after December 12, 
1994. 

.07 With respect to certain plans, em
ployers are entitled to extended reliance 
pursuant to Rev. Proc. 89-9, 1989-1 
C.B. 780, Rev. Proc. 89-13, 1989-1 
c.B. 801 (both as modified by Rev. 
Proc. 93-9, 1993-1 C.B. 474), or Rev. 
Proc. 93-39, 1993-2 C.B. 513 (relating 
to master or prototype plans, regional 
prototype plans, and individually de
signed plans). Except in certain limited 
circumstances, plans that are entitled to 
this extended reliance generally are not 
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required to be amended until 1999 to 
comply with administrative guidance of 
general applicability (e.g., revenue rul
ings). Accordingly, for a profit-sharing 
or stock bonus plan entitled to extended 
reliance, if no transfer of assets and 
liabilities to the plan from a money 
purchase pension plan occurred or oc
curs after the date of the plan's most 
recent determination letter and prior to 
the date that the amendment required by 
Rev. Rul. 94-76 is adopted and if the 
amendment is made effective within 
certain time limits specified in Rev. Rul. 
94-76, there is an extended period for 
amending the plan. 

SECTION 3. MODEL AMENDMENT 

.01 All plans-Sponsors described in 
subsection .02 may amend their plans by 
adopting the model language in the 
appendix to this revenue procedure on a 
word-for-word basis, in accordance with 
the instructions in this revenue proce
dure. If a sponsor to whom the model 
language is available pursuant to subsec
tion .02 adopts the model language, 
neither application to the Service nor a 
user fee is required. The Service will 
not issue new opinion, notification, ad
visory, or determination letters for plans 
that are amended solely to add the 
model language described in this sec
tion. 

.02 The model language is available 
only to sponsors of M&P, regional proto
type, volume submitter specimen, and 
individually designed plans (including 
volume submitter plans) that 1) are eli
gible for the relief from failure to be 
qualified under § 40 I (a) provided in 
Rev. Rul. 94-76 and 2) as of the date of 
the adoption of the model amendment 
have reliance on a favorable opinion, 
notification, or determination letter that 
takes into account the requirements of 
the Tax Reform Act of 1986, Pub. L. 
No. 99-514 ("TRA '86") under Rev. 
Proc. 89-9, 1989-1 C.B. 780, as modi
fied; Rev. Proc. 89-13, 1989-1 C.B. 
801, as modified; Rev. Proc. 90-20, 
1990-1 C.B. 495; Rev. Proc. 91-41, 
1991-2 C.B. 697; Rev. Proc. 91-66, 
1991-2 CB. 870; Rev. Proc. 93-39, 
1993-2 CB. 513; or Rev. Proc. 96-6, 
1996-1 I.R.B. 151. Condition 2) in the 
preceding sentence does not apply to 
plans I) that (a) have received a favor
able determination, opinion, or notifica
tion letter that considered TEFRA, 
DEFRA, and REA, and (b) have been 
submitted within the plan's § 401(b) 
remedial amendment period for a deter-

mination, opmlOn, or notification letter 
that considers TRA '86 (TRA '86 reme
dial amendment period) but have not yet 
received the letter or 2) for which the 
TRA '86 remedial amendment period 
has not yet expired, such as adopters of 
master and prototype plans, regional pro
totype plans, and volume submitter 
plans, described in section 3 of Rev . 
Proc. 95-12, 1995-1 CB. 508; govern
mental plans described in Announcement 
95-48, 1995-23 I.R.B. 13; and plans 
maintained by tax-exempt organizations, 
including non-electing church plans, de
scribed in Announcement 95-48. 

.03 M&P, Regional Prototype and 
Volume Submitter Plans-M&P, re
gional prototype and volume submitter 
plan sponsors that use the model lan
guage must file Form 8837, Notice of 
Adoption of Revenue Procedure Model 
Amendments. 

SECTION 4. EXTENSION OF TIME 
TO ADOPT AMENDMENT 

The time period for adopting a plan 
amendment eliminating an optional form 
of benefit pursuant to Rev. Rut. 94-76 
is extended to June 30, 1997, for profit
sharing or stock bonus plans that other
wise were required, under that revenue 
ruling, to be amended to eliminate any 
optional form of benefit before that date. 

SECTION 5. RELIANCE 

An employer entitled to rely on an 
opinion, notification, or determination 
letter will not lose reliance on the letter 
merely because of this amendment. 
Plans that are amended in accordance 
with section 3 of this revenue procedure 
will not cause the plan to lose its 
otherwise applicable extended reliance 
period under Rev. Procs. 89-9 and 89-
13, as modified by Rev. Proc. 93-9, or 
section 13 of Rev. Proc. 93-39. 

APPENDIX 
MODEL LANGUAGE 

(Note to Sponsor: The following 
model amendment may be used to 
amend a profit-sharing or stock bonus 
plan to eliminate an optional fonn of 
benefit provided for in the plan on or 
before December 12, 1994, solely with 
respect to benefits attributable to assets 
and liabilities that have been transferred, 
within the meaning of § 414(1), from a 
money purchase pension plan (other than 
any portion of those assets and liabilities 
attributable to voluntary employee con
tributions) to the extent that the optional 
form permits distribution of those ben-



efits prior to the employee's retirement, 
death, disability or severance from em
ployment, and prior to plan termination.} 

This amendment is effective __ _ 
(For plans, 

other than those entitled to extended 
reliance as described in Rev. Rul. 94-
76, insert a date not later than the first 
day of the first plan year beginning on 
or after December 12, 1994, or, if later, 
90 days after December 12, 1994. For 
plans entitled to extended reliance, see 
Rev. Rul. 94-76 for the permissible 
effective date.) 

Notwithstanding any provision of this 
plan to the contrary, to the extent that 
any optional form of benefit under this 
plan permits a distribution prior to the 
employee's retirement, death, disability, 
or severance from employment, and 
prior to plan termination, the optional 
form of benefit is not available with 
respect to benefits attributable to assets 
(including the post-transfer earnings 
thereon) and liabilities that are trans
ferred, within the meaning of § 414(1} of 
the Internal Revenue Code, to this plan 
from a money purchase pension plan 
qualified under § 401(a} of the Internal 
Revenue Code (other than any portion of 
those assets and liabilities attributable to 
voluntary employee contributions). 

26 CFR 601.201: Rulings and determinations 
letters. 

Rev. Proc. 96-56 

Section 1. PURPOSE 

This revenue procedure amplifies Rev. 
Proc. 96-3, 1996-1 I.R.B. 82, which 
sets forth areas of the Internal Revenue 
Code ("Code") under the jurisdiction of 
the Associate Chief Counsel (Employee 
Benefits and Exempt Organizations) in 
which the Internal Revenue Service will 
not issue advance rulings. 

Section 2. BACKGROUND 

Rev. Proc. 96-3, section 5, lists spe
cific areas in which rulings or determi
nation letters will not be issued because 
the areas are under extensive study. This 
revenue procedure adds a subparagraph 
for certain rulings involving § 457 
nonqualified deferred compensation 
plans of state and local government 
and tax-exempt entities. The Small Busi
ness Job Protection Act of 1996, P.L. 
104-188 ("SBJPA") has substantially 
changed the requirements for state and 
local government plans that meet the 
requirements of § 457(b} by mandating 

that all assets and income of these plans 
be held in trust for the exclusive benefit 
of the participants and their beneficia
ries. The SBJPA has also added other 
provisions which are now available for 
use in all plans that meet the require
ments of § 457(b). 

Section 3. PROCEDURE 
Rev. Proc. 96-3 is amplified by add

ing to section 5 the following: Section 
457. Deferred Compensation Plans of 
State and Local Government and Tax
Exempt Organizations. The tax effect of 
provisions under the Small Business Job 
Protection Act affecting plans described 
in § 457. Taxpayers may, however, still 
receive advance rulings on § 457 plans 
based on the law in effect prior to 
enactment of the Small Business Job 
Protection Act. 

Section 4. EFFECTIVE DATE 
This revenue procedure applies to all 

ruling requests, including any pending in 
the National Office before December 16, 
1996. In pending cases, taxpayers may 
withdraw their ruling request from con
sideration and obtain a refund of their 
user fee. If the ruling request is not 
withdrawn, the ruling will analyze the 
taxpayer's plan under the law in effect 
before the enactment of the SBJPA. 

Section 5. EFFECTS ON OTHER 
REVENUE PROCEDURES 

Rev. Proc. 96-3 is amplified. 

26 CFR 601.602: Forms and instructions. 
(Also Part 1, §§ 6011, 6051, 6071, 6081; 
301.6011-2T. 31.6051-1, 31.6071(a)-i, 31.6081 
(a)-i ) 

Rev. Proc. 96-57 

SECTION 1. PURPOSE 

.01 This revenue procedure provides 
automatic extensions of time for (1) 
furnishing Form W-2, Wage and Tax 
Statement, to employees and (2) filing 
Form W-2, with the Social Security 
Administration (SSA) as provided in 
§§ 3l.6051-1(d)(2)(ii) and 3l.6081(a)
l(a)(3)(ii) of the Employment Tax Regu
lations. These automatic extensions also 
apply to Form 499R-2/W-2PR, With
holding Statement; Form W-2VI, U.S. 
Virgin Island Wage and Tax Statement; 
Form W-2GU, Guam Wage and Tax 
Statement; and Form W-2AS, American 
Samoa Wage and Tax Statement, These 
automatic extensions are only available 
to "Qualified Employers," as defined 
below. 

SECTION 2. BACKGROUND 

.01 Section 60l1(a) of the Internal 
Revenue Code provides that any person 
made liable for any tax, or for the 
collection of the tax, must make a return 
or statement according to the forms or 
regulations prescribed by the Secretary. 

.02 Section 3l.6011(a)-1 prescribes 
Form 941 as the form to use for persons 
required to make a quarterly return 
under the Federal Insurance Contribu
tions Act. 

.03 Section 3l.6011(a)-4 prescribes 
Form 941 as the form to use for persons 
required to make a quarterly return of 
income tax withheld from wages. 

.04 Section 31.6011 (a)-6 provides 
that an employer who ceases to pay 
wages reportable on Form 941 shall file 
a final Form 94l. 

.05 Section 3l.6071 (a)-1 provides 
that Form 941 generally must be filed 
on or before the last day of the first 
calendar month following the quarter for 
which it is made. 

.06 Section 6051 (a) provides that (1) 
every person required to deduct and 
withhold income tax, or who would 
have been required to deduct and with
hold if the employee had claimed no 
more than 1 withholding exemption, or 
(2) every employer engaged in a trade 
or business who pays remuneration for 
services performed by an employee, 
must furnish a written statement to an 
employee regarding the remuneration 
paid to the employee during the calen
dar year. Section 3l.6051-1 (a) provides 
that the statement is Form W-2. Form 
W-2 must be furnished to the employee 
on or before January 31 of the following 
calendar year. If the employee's employ
ment is terminated before the close of 
the calendar year, however, and the 
employee requests the Form W-2 in 
writing, the Form W-2 must be fur
nished to the employee within 30 days 
of the later of the written request from 
the employee or the last payment of 
wages, provided such 30-day period 
ends before January 31. 

.07 Section 3l.605l-1 (d)(1 )(ii) pro
vides that, effective January I, 1997, an 
employer who is required to file a final 
Form 941 must furnish Forms W-2 to 
its employees on or before the date 
required for filing the final Form 941. If 
the final Form 941 is a monthly return, 
as described in § 31.6011(a)-5, the 
Forms W-2 must be furnished on or 
before the last day of the month in 
which the final Form 941 is required to 
be filed. 
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.08 Section 31.6071(a)-I(a)(3)(ii) 
provides that, effective January I, 1997, 
an employer who is required to file a 
final Form 941 must file Forms W-2 on 
or before the last day of the second 
calendar month following the period for 
which the final Form 941 is filed. 

.09 Section 301.6011-2T(b)(2) of the 
temporary Regulations on Procedure and 
Administration provides that if an em
ployer is required to file 250 or more 
Forms W-2, Forms 499R-2/W-2PR, 
Forms W-2VI, Forms W-2GU, or 
Forms W-2AS in a calendar year, the 
employer must file these forms on mag
netic media. The 250 return threshold 
applies separately to each type of form. 
Employers who file less than 250 of 
these forms in a calendar year may file 
their forms on magnetic media with 
SSA, but are not required to do so. 

.10 SSA prepares the magnetic media 
specifications (Specifications) for filing 
Forms W-2 and updates them annually. 
SSA updates the Specifications generally 
by July of the year to which they apply, 
and prints them in Technical Information 
Bulletin-4 (TIB-4). Employers may ob
tain the Specifications by contacting 
their Magnetic Media Coordinator (call 
1-800-SSA-1213 for the number of the 
local coordinator). Employers using a 
personal computer and a modem can 
download the TIB-4 from either of two 
electronic bulletin board systems: SSA
BBS (410-965-1133) or IRP-BBS(IRS) 
(304-264-7070). Employers can gener
ally obtain the Specifications by either 
of these methods in July of the current 
year. 

.11 SSA mails the TIB-4 to those 
employers who filed on magnetic media 
in the prior year. SSA mails the TIB-4 
early in the fourth quarter of each year 
to allow employers sufficient time to 
update their payroll systems for prepar
ing the current year Forms W-2, which 
generally are due the last day of Febru
ary following the year in which the 
wages were paid. 

.12 SSA also prepares the magnetic 
media specifications for Forms 499R-2/ 
W-2PR, Forms W-2VI, Forms W-2GU, 
and Forms W-2AS. These specifica
tions, which are published in TIB-5 
(Forms 499R-2/W-2PR); TIB-6 (Form 
W-2VI); and TIB-7 (Forms W-2GU 
and Forms W-2AS), are available early 
in the fourth quarter of the year to 
which they apply. 

.13 Section 31.6051-1 (d)(2)(ii) pro
vides that the Commissioner may pub
lish procedures for automatic extensions 
of time to furnish Forms W-2 to em-
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ployees where the employer is required 
to furnish Forms W-2 on an expedited 
basis. 

.14 Section 31.6081(a)-1(a)(3)(ii) 
provides that the Commissioner may 
publish procedures for automatic exten
sions of time to file Forms W-2 with 
SSA where the employer is required to 
file Forms W-2 on an expedited basis. 

.15 Automatic extensions are appro
priate for those employers who are 
required to (1) furnish Forms W-2 to 
employees and file Forms W-2 with 
SSA on an expedited basis, and (2) file 
Forms W-2 on magnetic media before 
the current Specifications are available. 
They are also appropriate for those 
employers who have filed on magnetic 
media in the prior year, even though not 
required to do so. While use of mag
netic media does not apply to Forms 
W-2 furnished to employees, an ex
tended due date for the employee copy 
of Forms W-2 is granted to allow the 
employer to prepare all the Forms W-2 
at approximately the same time. 

SECTION 3. SCOPE 

.01 Qualified Employers. The auto
matic extensions of time are available to 
"Qualified Employers." A "Qualified 
Employer" is an employer who: 

1) is required to furnish Forms W-2 
to its employees on an expedited basis 
under § 31.6051-1 (d)(l )(ii) and file 
Forms W-2 with SSA on an expedited 
basis under § 31.6071 (a)-1 (a)(3)(ii), 
and 

2) is either required to file the expe
dited Forms W-2 with SSA on magnetic 
media, or filed Forms W-2 on magnetic 
media in the year prior to the year that 
expedited Forms W-2 are required 
(whether or not the employer was re
quired to file on magnetic media in the 
prior year). 

.02 Application to returns filed by 
employers for employees in Guam, U.S. 
Virgin Islands, American Samoa and 
Puerto Rico. Wage and tax statements 
filed by employers for employees in 
Guam, U.S. Virgin Islands, American 
Samoa and Puerto Rico (Form W-2GU, 
Form W-2VI, Form W-2AS and Form 
499R-2/W-2PR, respectively) are 
treated in the same manner as Forms 
W-2. 

SECTION 4. AUTOMATIC 
EXTENSION PERIOD 

.01 Qualified Employers must furnish 
Forms W-2 to the employees on or 
before the later of the expedited due 

date under § 31.6051-1(d)(1)(ii) or Oc
tober 31 of the year in which they file 
their final Form 941. 

.02 This automatic extension of time 
to furnish Forms W-2 to employees 
does not relieve an employer of its 
obligation to furnish a Form W-2 within 
30 days to any employee who makes 
such a request in writing under § 6051. 

.03 Qualified Employers must file 
Forms W-2 on or before the later of the 
expedited due date under § 31.6071(a)
l(a)(3)(ii) or November 30 of the year 
in which they file their final Form 941. 

.04 These automatic extension peri
ods remain in effect until new automatic 
extension periods are published by the 
Commissioner. 

SECTION 5. DISCRETIONARY 
EXTENSIONS 

.01 Qualified Employers may request 
additional extensions of time to furnish 
Forms W-2 to employees and file 
Forms W-2 with SSA. Additional exten
sions of time are discretionary and 
should be requested from the Director, 
Martinsburg Computing Center. See 
§§ 31.6051-1(d)(2)(i), 31.6081(a)
l(a)(3)(i) and Form 8809. 

.02 Employers who do not meet the 
definition of a "Qualified Employer" 
may request an extension of time to 
furnish Forms W-2 to employees and 
file Forms W-2 with SSA. These exten
sions of time are discretionary and 
should be requested from the Director, 
Martinsburg Computing Center. See 
§§ 31.6051-1(d)(2)(i), 31.6081(a)-
1(a)(3)(i) and Form 8809. 

SECTION 6. EFFECTIVE DATE 

This revenue procedure is effective 
January 1, 1997. 

26 CFR 601.105: Examination of returns and 
claims for refund, credit or abatement; determina
tion of correct tax liability. 
(Also Part 1, § 6662.) 

Rev. Proc. 96-58 

SEC. 1. PURPOSE 

.01 This revenue procedure updates 
Rev. Proc. 95-55, 1995-2 C.B. 457, and 
identifies circumstances under which the 
disclosure on a taxpayer's return of a 
position with respect to an item is 
adequate for the purpose of reducing the 
understatement of income tax under 
§ 6662(d) of the Internal Revenue Code 
(relating to the substantial understate
ment aspect of the accuracy-related pen-



alty) , and for the purpose of avoiding 
the preparer penalty under § 6694(a) 
(relating to understatements due to unre
alistic positions). This revenue proce
dure does not apply with respect to any 
other penalty provision (including the 
negligence or disregard provisions of the 
§ 6662 accuracy-related penalty). 

. 02 This revenue procedure applies to 
any return filed on 1996 tax forms for a 
taxable year beginning in 1996, and to 
any return filed on 1996 tax forms in 
1997 for short taxable years beginning 
in 1997. 

SEC. 2. CHANGES FROM REV. 
PROC.95-55 

Editorial changes only have been 
made in this revenue procedure. 

SEC. 3. BACKGROUND 

.01 If § 6662 applies to any portion 
of an underpayment of tax required to 
be shown on a return, an amount equal 
to 20 percent of the portion of the 
underpayment to which the section ap
plies is added to the tax. (The penalty 
rate is 40 percent in the case of certain 
gross valuation misstatements.) Under 
§ 6662(b)(2), § 6662 applies to the por
tion of an underpayment that is attribut
able to a substantial understatement of 
income tax. 

. 02 Section 6662(d)(l) provides that 
there is a substantial understatement of 
income tax if the amount of the under
statement exceeds the greater of 10 
percent of the amount of tax required to 
be shown on the return for the taxable 
year or $5,000 ($10,000 in the case of a 
corporation other than an S corporation 
or a personal holding company). Section 
6662(d)(2) defines an understatement 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 
that is shown on the return reduced by 
any rebate (within the meaning of § 
6211 (b )(2». 

.03 In the case of an item not attrib
utable to a tax shelter, § 6662(d)(2)
(B)(ii) provides that the amount of the 
understatement is reduced by the portion 
of the understatement attributable to any 
item with respect to which the relevant 
facts affecting the item's tax treatment 
are adequately disclosed on the return or 
on a statement attached to the return, 
and there is a reasonable basis for the 
tax treatment of such item by the tax
payer . 

. 04 In general, this revenue procedure 
provides guidance in determining when 

disclosure is adequate for purposes of 
§ 6662(d). For purposes of this revenue 
procedure, 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. Guidance un
der § 6662(d) for returns filed in 1994, 
1995, and 1996 is provided in Rev. 
Proc. 94-36, 1994-1 C.B. 682; Rev. 
Proc. 94-74, 1994-2 C.B. 823; and Rev. 
Proc. 95-55, 1995-2 C.B. 457, respec
tively. 

SEC. 4. PROCEDURE 

.01 Additional disclosure of facts rel
evant to, or positions taken with respect 
to, issues involving any of the items set 
forth below is unnecessary for purposes 
of reducing any understatement of in
come tax under § 6662(d) provided that 
the forms and attachments are com
pleted in a clear manner and in accor
dance with their instructions. The money 
amounts entered on the forms must be 
verifiable, and the information on the 
return must be disclosed in the manner 
described below. For purposes of this 
revenue procedure, a number is verifi
able if, on audit, the taxpayer can 
demonstrate the origin of the number 
(even if that number is not ultimately 
accepted by the Internal Revenue Ser
vice) and the taxpayer can show good 
faith in entering that number on the 
applicable form. 

(1) Form 1040, Schedule A, Item
ized Deductions: 

(a) Medical and Dental Ex
penses: Complete lines 1 through 4, 
supplying all required information. 

(b) Taxes: Complete lines 5 
through 9, supplying all required infor
mation. Line 8 must list each type of tax 
and the amount paid. 

(c) Interest Expense: Complete 
lines 10 through 14, supplying all re
quired information. This section 
4.01(l)(c) does not apply to (i) amounts 
disallowed under § 163(d) unless Form 
4952, Investment Interest Expense De
duction, is completed, or (ii) amounts 
disallowed under § 265. 

(d) Contributions: Complete 
lines 15 through 18, supplying all re
quired information. Merely entering the 
amount of the donation on Schedule A, 
however, will not constitute adequate 
disclosure if the taxpayer receives a 
substantial benefit from the donation 
shown. If a contribution of property 
other than cash is made and the amount 
claimed as a deduction exceeds $500, a 

properly completed Form 8283, Noncash 
Charitable Contributions, must be at
tached to the return. This section 
4.01(l)(d) will not apply to any contri
bution of $250 or more unless the 
contemporaneous written acknowledge
ment requirement of § 170(f)(8) is satis
fied . 

(e) Casualty and Theft Losses: 
Complete Form 4684, Casualties and 
Thefts, and attach to the return. Each 
item or article for which a casualty or 
theft loss is claimed must be listed on 
Form 4684. 

(2) Certain Trade or Business Ex
penses (including, for purposes of this 
section 4.01 (2), the following six ex
penses as they relate to the rental of 
property): 

(a) Casualty and Theft Losses: 
The procedure outlined in section 
4.01(l)(e) above must be followed. 

(b) Legal Expenses: The amount 
claimed must be stated. This section 
4.01(2)(b) does not apply, however, to 
amounts properly characterized as capi
tal expenditures, personal expenses, or 
nondeductible lobbying or political ex
penditures, including amounts that are 
required to be (or that are) amortized 
over a period of years. 

(c) Specific Bad Debt Charge
off: The amount written off must be 
stated . 

(d) Reasonableness of Officers' 
Compensation: Form 1120, Schedule E, 
Compensation of Officers, must be com
pleted when required by its instructions. 
The time devoted to business must be 
expressed as a percentage as opposed to 
"part" or "as needed." This section 
4.01(2)(d) does not apply to "golden 
parachute" payments, as defined under 
§ 280G. This section 4.01(2)(d) will not 
apply to the extent that remuneration 
paid or incurred exceeds the $1 million 
employee remuneration limitation, if ap
plicable. 

(e) Repair Expenses: The 
amount claimed must be stated. This 
section 4.0l(2)(e) does not apply, how
ever, to any repair expenses properly 
characterized as capital expenditures or 
personal expenses. 

(f) Taxes (other than foreign 
taxes): The amount claimed must be 
stated. 

(3) Form 1120, Schedule M-l, 
Reconciliation of Income (Loss) per 
Books With Income per Return, pro
vided: 

(a) The amount of the deviation 
from the financial books and records is 
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not the result of a computation that 
includes the netting of items; and 

(b) The information provided 
reasonably may be expected to apprise 
the Internal Revenue Service of the 
nature of the potential controversy con
cerning the tax treatment of the item. 

(4) Foreign Tax Items: 
(a) International Boycott Trans

actions: Transactions disclosed on Form 
5713, International Boycott Report. 

(b) Intercompany Transactions: 
Transactions and amounts shown on 
Schedule M (Form 5471), Transactions 
Between Controlled Foreign Corporation 
and Shareholders or Other Related Per
sons, lines 19 and 20, and Form 5472, 

26 CFR 601.602: Tax forms and instructions. 

Part IV, Monetary Transactions Between 
Reporting Corporations and Foreign Re
lated Party, lines 7 and 18. 

(5) Other: 
(a) Moving Expenses: Complete 

Form 3903, Moving Expenses, or Form 
3903-F, Foreign Moving Expenses, and 
attach to the return. 

(b) Sale or Exchange of Your 
Main Home: Complete Form 2119, Sale 
of Your Home, and attach to the return. 

(c) Employee Business Ex
penses: Complete Form 2106, Employee 
Business Expenses, or Form 2106-EZ, 
Umeimbursed Employee Business Ex
penses, and attach to the return. This 
section 4.01 (5)(c) does not apply to club 

dues, or to travel expenses for any 
non-employee accompanying the tax
payer on a trip. 

(d) Fuels Credit: Complete Form 
4136, Credit for Federal Tax Paid on 
Fuels, and attach to the return. 

(e) Investment Credit: Complete 
Form 3468, Investment Credit, and at
tach to the return. 

SEC. 5. EFFECTIVE DATE 

.01 This revenue procedure applies to 
any return filed on 1996 tax forms for a 
taxable year beginning in 1996, and to 
any return filed on 1996 tax forms in 
1997 for short taxable years beginning 
in 1997. 

(Also Part I, §§ 1,32,59,63,68,132,135,151,170,512,513,877,4001,4003, 6012, 6013, 6033, 6039F, 7430; 1.1-1, 1.32-2, 1.63-1, 1.151-4, 1.170-1, 
1.6012-1,1.6013-1) 
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SECTION 1. PURPOSE 

This revenue procedure sets forth in
flation adjusted items for 1997. 

SECTION 2. CHANGES MADE 
FROM PRECEDING YEAR 

.01 Amounts used to determine eligi
bility for the elective method under 
§ 1 (g)(7) to report the "kiddie tax" on 
the parent's tax return, and to make 
computations under this method, are 
adjusted for inflation for tax years be
ginning in 1997. See section 3.02 of this 
revenue procedure. 

.02 The amount of investment in
come that causes an individual to be 
denied the earned income tax credit 
under § 32(i) is adjusted for inflation 
for tax years beginning in 1997. See 
section 3.03(2) of this revenue proce
dure. 

.03 A limited exemption from the 
alternative minimum tax under § 59(j) 

for a child subject to the "kiddie tax" is 
adjusted for inflation for tax years be
ginning in 1997. See section 3.04 of this 
revenue procedure. 

.04 The maximum amount of annual 
dues that can be paid to certain agricul
tural or horticultural organizations under 
§ 512(d)(l) without any portion being 
treated as unrelated trade or business 
income by reason of any benefits or 
privileges available to members is ad
justed for inflation for tax years begin
ning in 1997. See section 3.10 of this 
revenue procedure. 

.05 The amounts used under § 877 to 
determine whether a principal purpose 
of expatriation is to avoid tax are ad
justed for inflation for calendar year 
1997. See section 3.12 of this revenue 
procedure. 

.06 The amount of gifts in a taxable 
year from foreign person(s), which trig
gers a reporting requirement for a 

United States person under § 6039F, is 
adjusted for inflation for tax years be
ginning in 1997. See section 3.15 of this 
revenue procedure. 

.07 The hourly limit on attorney fees 
that may be awarded under § 7430, in a 
judgment or settlement of an administra
tive or judicial proceeding concerning 
the determination, collection, or refund 
of tax, interest, or penalty under the 
Code, is adjusted for inflation for tax 
years beginning in 1997. See section 
3.16 of this revenue procedure. 

SECTION 3. 1997 ADJUSTED 
ITEMS 

.01 Tax Rate Tables. The follow
ing adjusted tax rate tables are pre
scribed in lieu of the tables in subsec
tions (a), (b), (c), (d), and (e) of § I of 
the Code with respect to tax years 
beginning in 1997. 

TABLE I-Section l(a).-MARRIED INDIVIDUALS FILING JOINT RETURNS AND SURVIVING SPOUSES 

If Taxable Income Is: 

Not Over $41,200 

Over $41,200 but not over $99,600 

Over $99,600 but not over $151,750 

Over $151,750 but not over $271,050 

Over $271,050 

The Tax Is: 

15% of the taxable income 

$6,180 plus 28% of the excess over $41,200 

$22,532 plus 31 % of the excess over $99,600 

$38,698.50 plus 36% of the excess over $151,750 

$81,646.50 plus 39.6% of the excess over $271,050 

TABLE 2-Section l(b).-HEADS OF HOUSEHOLDS 

If Taxable Income Is: 

Not Over $33,050 

Over $33,050 but not over $85,350 

Over $85,350 but not over $138,200 

Over $138,200 but not over $271,050 

Over $271,050 

The Tax Is: 

15% of the taxable income 

$4,957.50 plus 28% of the excess over $33,050 

$19,601.50 plus 31 % of the excess over $85,350 

$35,985 plus 36% of the excess over $138,200 

$83,811 plus 39.6% of the excess over $271,050 

TABLE 3-Section I(c).-UNMARRIED INDIVIDUALS (OTHER THAN SURVIVING SPOUSES 
AND HEADS OF HOUSEHOLDS) 

If Taxable Income Is: 

Not Over $24,650 

Over $24,650 but not over $59,750 

Over $59,750 but not over $124,650 

Over $124,650 but not over $271,050 

Over $271,050 

The Tax Is: 

15% of the taxable income 

$3,697.50 plus 28% of the excess over $24,650 

$13,525.50 plus 31 % of the excess over $59,750 

$33,644.50 plus 36% of the excess over $124,650 

$86,348.50 plus 39.6% of the excess over $271,050 
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TABLE 4-Section l(d).-MARRIED INDIVIDUALS FILING SEPARATE RETURNS 

If Taxable Income Is: 

Not Over $20,600 

Over $20,600 but not over $49,800 

Over $49,800 but not over $75,875 

Over $75,875 but not over $135,525 

Over $135,525 

The Tax Is: 

15% of the taxable income 

$3,090 plus 28% of the excess over $20,600 

$11,266 plus 31 % of the excess over $49,800 

$19,349.25 plus 36% of the excess over $75,875 

$40,823.25 plus 39.6% of the excess over $135,525 

TABLE 5-Section l(e).-ESTATES AND TRUSTS 

If Taxable Income Is: 

Not Over $1,650 

Over $1,650 but not over $3,900 

Over $3,900 but not over $5,950 

Over $5,950 but not over $8,100 

Over $8,100 

.02 Unearned Income of Minor Chil
dren Taxed as if Parent's Income (the 
"Kiddie Tax" ). 

(l) Reporting on Child's Return. 
(a) Section 1 (g) provides that the 

tax on the net unearned income of a 
child under the age of 14 is computed at 
the marginal rate of the child's parent. 
Under § 1 (g)(4)(A)(ii), net unearned in
come generally equals unearned income 
less the sum of (I) the amount in effect 
for the tax year under § 63(c)(5)(A), 
plus (II) the greater of the amount 
described in (I) or certain itemized de
ductions. 

(b) The amount in effect for tax 
years beginning in 1997 under 
§ 63(c)(5)(A) is $650. See section 
3.05(2) below. Accordingly, for tax 
years beginning in 1997, net unearned 
income will generally equal unearned 
income less the greater of $1,300 or 
$650 plus certain itemized deductions. 

(2) Election to Report on Parent's 
Return. 

(a) Section I (g)(7)(A) provides 
that if a child's gross income from 

The Tax Is: 

15% of the taxable income 

$247.50 plus 28% of the excess over $1,650 

$877 .50 plus 31 % of the excess over $3,900 

$1,513 plus 36% of the excess over $5,950 

$2,287 plus 39.6% of the excess over $8,100 

interest and dividends is more t9an the 
amount described in § 1 (g)( 4)(A)(ii)(I) 
and less than ten times that amount, and 
certain other conditions are met, a par
ent may elect to include a child's gross 
income in the parent's gross income for 
the taxable year. Under § 1 (g)(7)(B), 
the "kiddie tax" is determined by (I) 
including the portion of a child's gross 
income in the parent's gross income to 
the extent that the child's gross income 
exceeds twice the amount described in 
§ 1 (g)(4)(A)(ii)(I), and (II) adding to 
the tax on that income the lesser of 15 
percent of either the amount described 
in § 1 (g)( 4)(A)(ii)(I) or the excess of 
the child's gross income over such 
amount. 

(b) The amount in effect for tax 
years beginning in 1997 under 
§ 1 (g)( 4)(A)(ii)(I), which is also the 
amount under § 63(c)(5)(A) (see section 
3.02(l)(b) above), is $650. Accordingly, 
for tax years beginning in 1997, to 
qualify to make the parent's election, the 

child's gross income from interest and 
dividends must be more than $650 and 
less than $6,500 pursuant to § I(g)
(7)(A). Under § 1 (g)(7)(B), the "kiddie 
tax" is imposed on the parent by (I) 
including a child's gross income in ex
cess of $1,300 in the parent's gross in
come, and (II) adding to the tax on that 
income the lesser of either $97.50 (or 
$98 if the taxpayer elects to round on 
the return) or 15 percent of the excess 
of the child's gross income over $650. 

.03 Earned Income Tax Credit. 

(1) Amount of credit; phaseout in
come levels. 

(a) Section 32(a)(l) provides an 
earned income tax credit amount for 
certain taxpayers with one child, two or 
more children, or no children. For tax 

years beginning in 1997, the "maximum 
amount of the credit" is calculated by 
multiplying the "earned income 
amount" by the "credit percentage" as 
follows: 

Maximum Amount 
Type of Taxpayer 

1 child 

Credit Percentage Earned Income Amount of the Credit 

2 or more children 
No children 

34 
40 
7.65 

$6,500 
$9,140 
$4,340 

$2,210 
$3,656 
$ 332 

(b) Section 32(a)(2) provides for the phaseout of the earned income tax credit. The amount of the reduction in the 
maximum amount of the credit caused by the phaseout is calculated by multiplying the "phaseout percentage" by the amount 
by which the taxpayer's adjusted gross income (or, if greater, earned income) exceeds the "threshold phaseout amount." For tax 
years beginning in 1997, the "phaseout percentages," the "threshold phaseout amounts," and the "completed phaseout 
amounts" are as follows: 
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Type of Taxpayer 

1 child 

Phaseout Percentage 

15.98 

Threshold Phaseout 
Amount 

Completed Phaseout 
Amount 

2 or more children 
No children 

(c) The Internal Revenue Service 
will prescribe tables showing the 
amount of the earned income tax credit 
for each type of taxpayer. 

(2) Excessive investment income. 

(a) Under § 32(i), the earned in
come tax credit is denied if the aggre
gate amount of certain investment in
come for the taxable year exceeds 
$2,200 (the "disqualified income limita
tion"). 

(b) For tax years beginning in 
1997, the "disqualified income limita
tion" is $2,250. 

.04 Alternative Minimum Tax Exemp
tion for "Kiddie Tax" Reported on Par
ent's Return. 

(1) Section 59(j) provides that for 
a child to whom § 1 (g) applies, the 
exemption amount for purposes of the 
alternative minimum tax under § 55 
shall not exceed the sum of (A) such 
child's earned income for the taxable 
year, plus (B) twice the amount in effect 
for the taxable year under § 63(c)(5)(A) 
(or, if greater, the child's share of the 
unused parental minimum tax exemp
tion). 

(2) The amount in effect for tax 
years beginning in 1997 under 
§ 63(c)(5)(A) is $650. See section 
3.05(2) below. Accordingly, for tax 
years beginning in 1997, twice the 
amount in effect for the taxable year 
under § 63(c)(5)(A) is $1,300. 

.05 Standard Deduction. 

(1) The following adjusted stan
dard deduction amounts are prescribed 
in lieu of the amounts set forth in 
§ 63(c)(2) with respect to tax years 
beginning in 1997. 

Standard 
Filing Status Deduction 

MARRIED INDIVIDUALS $6,900 
FILING JOINT RETURNS 
AND SURVIVING 
SPOUSES (§ 1 (a» 

HEADS OF HOUSE- $6,050 
HOLDS (§ l(b» 

21.06 
7.65 

$11,930 
$11,930 
$ 5,430 

Standard 
Filing Status Deduction 

UNMARRIED INDIVIDU- $4,150 
ALS (OTHER THAN 
SURVIVING SPOUSES 
AND HEADS OF 
HOUSEHOLDS) (§ I(c» 

MARRIED INDIVIDUALS $3,450 
FILING SEPARATE RE-
TURNS (§ I(d» 

(2) Under § 63(c)(5)(A) for tax 
years beginning in 1997, the standard 
deduction for an individual who may be 
claimed as a dependent by another tax
payer for a tax year be"ginning' i'ri the' 
calendar year in which the individual's 
tax year begins, cannot exceed the 
greater of (A) $650 or (B) the amount 
of the individual's earned income. 

(3) Under § 63(f) for tax years 
beginning in 1997, the additional stan
dard deduction amounts for the aged 
and for the blind are $800 for each. 
These amounts are each increased to 
$1,000 if the individual is also unmar
ried and not a surviving spouse. 

.06 Overall Limitation on Itemized 
Deductions. 

(1) Section 68 provides that the 
amount of itemized deductions other
wise allowable for the tax year shall be 
reduced by the lesser of (I) 3 percent of 
the excess of adjusted gross income 
over the "applicable amount," or (2) 80 
percent of the amount of certain item
ized deductions otherwise allowable for 
the tax year. 

(2) The "applicable amount" for 
tax years beginning in 1997 is $121,200 
($60,600 in the case of a separate return 
filed by a married individual within the 
meaning of § 7703). 

.07 Qualified Transportation Fringe. 
(1) Section 132(f) provides an ex

clusion from gross income for certain 
employer-provided transportation re
ferred to as a "qualified transportation 
fringe." A "qualified transportation 
fringe" means any of the following: 
transportation in a commuter highway 
vehicle between the employee's resi
dence and place of employment, any 
transit pass, and qualified parking. Sec
tion l32(f)(2)(A) limits the exclusion for 
the aggregate of the transportation in a 

$25,760 
$29,290 
$ 9,770 

commuter highway vehicle and the tran
sit pass to $60 per month (the "$60 
vehicle/transit" limitation). Section 
132(f)(2)(B) limits the exclusion for 
qualified parking to $155 per month (the 
"$155 parking" limitation). 

(2) For tax years beginning in 
1997, the "$60 vehicle/transit" limita
tion is $65 and the "$155 parking" 
limitation is $170. 

.08 Income from United States Sav
ings Bonds for Taxpayers Who Pay 
Qualified Higher Education Expenses. 

(1) Section 135 provides an exclu
sion of income from the redemption of 
United States saving06 -bonds- for taxpay
ers who pay qualified higher education 
expenses. Section 135(b)(2) provides for 
the phaseout of the exclusion. The 
amount of the reduction in the exclusion 
caused by the phaseout is calculated by 
multiplying the amount otherwise ex
cludable by a fraction. The numerator of 
the fraction is the excess of the taxpay
er's modified adjusted gross income 
over the threshold amount ($60,000 for 
joint returns or $40,000 for others) and 
the denominator is $30,000 for joint 
returns or $15,000 for others. 

(2) For tax years beginning in 
1997, the amounts of modified adjusted 
gross income above which the phaseout 
of the exclusion begins ("threshold 
phaseout amounts"), and the amounts at 
which the benefit is completely phased 
out ("completed phaseout amounts"), 
are as follows: 

Threshold Completed 
Phaseout Phaseout 

Filing Status Amount Amount 

Code § I(a) $76,250 $106,250 
Others $50,850 $ 65,850 

.09 Personal Exemption. 
(1) Section 151 (b) generally allows 

a taxpayer an exemption for himself or 
herself. Section 151 (c) generally allows 
a taxpayer additional exemptions for 
dependents as defined in § 152. The 
personal exemption for tax years begin
ning in 1997 is $2,650. 

(2) Section 151(d)(3) provides for 
the phaseout of the tax benefit of the 
personal exemptions allowed by § 151. 
The reduction in the amount of personal 
exemptions caused by the phaseout is 
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calculated by reducing the total amount 
of the personal exemptions by 2 percent 
for each $2,500 increment (or portion 
thereof) of adjusted gross income in 
excess of a threshold phaseout amount. 
For tax years beginning in 1997, the 
"threshold phaseout amounts" and the 
"completed phaseout amounts" are as 
follows: 

Completed 
Threshold Phaseout 
Phaseout Amount 

Filing Status Amount After 

Code § l(a) $181,800 $304,300 
Code § l(b) $151,500 $274,000 
Code § l(c) $121,200 $243,700 
Code § l(d) $ 90,900 $152,150 

.10 Treatment of Dues Paid to Agri
cultural or Horticultural Organizations. 

(1) Section 512( d)(1) provides that 
no portion of annual dues required by 
an agricultural or horticultural organiza
tion described in § 501(c)(5) is treated 
as derived from an unrelated trade or 
business by reason of any benefits or 
privileges to which members are entitled 
if the amount of required annual dues 
from each member does not exceed 
$100 (the "$100 amount"). 

(2) For tax years beginning in 
1997, the "$100 amount" is $106. 

.11 Insubstantial Benefit Limitations 
for Contributions Associated with Chari
table Fund-Raising Campaigns. 

(1) Section 513(h)(1 )(A) provides 
that, in the case of certain exempt 
organizations, the term "unrelated busi
ness income" does not include activities 
relating to the distribution of "low cost 
articles" (as defined in § 513(h)(2» if 
the distribution of such articles is inci
dental to the solicitation of charitable 
contributions. 

(2) Section 3 of Rev. Proc. 90-12, 
1990-1 C.B. 471, as amplified by Rev. 
Proc. 92-49, 1992-1 C.B. 987, and as 
modified by Rev. Proc. 92-102, 1992-2 
C.B. 579, provides guidelines for deter
mining the deductible amount of contri
butions under § 170 when contributors 
receive something in return for their 
contributions. The guidelines provide 
that insubstantial benefits received by a 
contributor (in the context of a chari
table fund-raising campaign) are disre
garded, which makes the contribution 
fully deductible under § 170. The 
guidelines further provide the following 
three alternative limitations on what are 
insubstantial benefits: 

(a) The fair market value of all 
the benefits received is not more than 
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2-percent of the contribution, or $50 
(the "$50 benefit" limitation), which
ever is less; 

(b) The contribution is $25 (the 
"$25 payment" limitation) or more, and 
the only benefits received by the donor 
in return during the calendar year have a 
cost, in the aggregate, of not more than 
a "low cost article" under § 513(h)(2); 
or 

(c) In connection with a request 
for a charitable contribution, the charity 
mails or otherwise distributes free, unor
dered items to patrons, and the cost of 
such items (in the aggregate) distributed 
to any single patron in a calendar year 
is not more than a "low cost article" 
under § 513(h)(2). 

(3) For tax years beginning in 
1997, the "$50 benefit" limitation is 
$69, the "$25 payment" limitation is 
$34.50, and the "low cost article" limi
tation is $6.90. 

.12 Expatriation to Avoid Tax. 
(1) Under § 877(a)(I), an indi

vidual who loses United States citizen
ship may be subject to taxation under 
§ 877(b) if a principal purpose of such 
loss is the avoidance of tax. Under 
§ 877(a)(2), an individual is treated as 
having the avoidance of tax as a princi
pal purpose of such loss if (A) the 
average annual net income tax (as de
fined in § 38( c)(1» of such individual 
for a period of 5 taxable years ending 
before the date of the loss of United 
States citizenship is greater than 
$100,000 (the "$100,000 amount") or 
(B) the net worth of the individual as of 
such date is $500,000 or more (the 
"$500,000 amount"). 

(2) For calendar year 1997, the 
"$100,000 amount" is $106,000 and the 
"$500,000 amount" is $528,000. 

.13 Luxury Automobile Excise Tax. 
(1) Section 4001(a) imposes an ex

cise tax on the first retail sale of any 
passenger vehicle to the extent the price 
exceeds $30,000 (the "$30,000 
amount"). Section 4003(a) imposes an 
excise tax on the installation of parts or 
accessories on a passenger vehicle 
within six months of the date after the 
vehicle was first placed in service, to 
the extent the price of all parts and 
accessories, including installation, and 
the price of the vehicle exceed the 
"$30,000 amount." 

(2) For calendar year 1997, the 
"$30,000 amount" is $36,000. 

.14 Reporting Exception for Certain 
Exempt Organizations with Nondeduct
ible Lobbying Expenditures. 

(1) Section 6033(e)(1)(A) provides 
that certain exempt organizations that 
payor incur nondeductible lobbying 
expenditures must include the total of 
those expenditures on their annual re
turns and must notify their members 
with a reasonable estimate of the portion 
of dues allocated to those expenditures. 
Section 6033( e )(3) provides that 
§ 6033(e)(I)(A) shall not apply to an 
organization that establishes to the satis
faction of the Secretary that substan
tially all of its dues are nondeductible 
without regard to the lobbying expendi
ture restrictions. Section 4.02 of Rev. 
Proc. 95-35, 1995-2 C.B. 391, provides 
that § 501(c)(4) social welfare organiza
tions and § 501(c)(5) agricultural and 
horticultural organizations are treated as 
satisfying § 6033(e)(3) if either (1) 
more than 90 percent of all annual dues 
are received from persons, families, or 
entities who each pay $50 or less (the 
"$50 exception" amount), or (2) more 
than 90 percent of all annual dues are 
received from certain exempt entities. 

(2) For tax years beginning in 
1997, the "$50 exception" amount is 
$53. 

.15 Notice of Large Gifts Received 
from Foreign Persons. 

(1) Section 6039F requires that a 
United States person report infonnation 
on gifts from foreign persons if the 
aggregate of such gifts from all such 
persons exceeds $10,000 (the "$10,000 
amount") in a taxable year. 

(2) For tax years beginning in 
1997, the "$10,000 amount" is $10,276. 

.16 Attorney Fee Awards. 
(1) Under § 7430, attorney fees 

may be awarded in a judgment or 
settlement of an administrative or judi
cial proceeding concerning the determi
nation, collection, or refund of tax, 
interest, or penalty under the Code. The 
attorney fees are subject to an hourly 
limit of $11 0 (the "$110 amount") 
pursuant to § 7430(c)(1). 

(2) For calendar year 1997, the 
"$110 amount" is $110. 

SECTION 4. COMPUTATION OF 
INFLATION ADJUSTMENTS 

.01 Tax Rate Tables. 
(1) Section 1 (f)(1) provides that 

not later than December 15 of each 
calendar year, the Secretary shall pre
scribe inflation-adjusted tax rate tables 
that apply in lieu of the tax rate tables 
in § 1 with respect to tax years begin
ning in the succeeding calendar year. 



(2) Under § 1(f)(3), the inflation 
adjustment for a calendar year is the 
percentage (if any) by which the Con
sumer Price Index (CPI) for the preced
ing calendar year exceeds the CPI for 
the calendar year 1992. However, 
§ 1 (f)(7)(B) provides that in prescribing 
the inflation adjustments for the 36 
percent and 39.6 percent tax rate brack
ets, the preceding calendar year's CPI is 
compared with the CPI for the calendar 
year 1993. For purposes of computing 
the inflation adjustment, § 1 (f)( 4) de
fines the CPI as the average of the 12 
monthly CPIs for the 12-month period 
ending on August 31 of such calendar 
year. Under § 1(f)(5), the CPI is that for 
all-urban consumers published by the 
Department of Labor. 

(3) Section 1 (f)(2)(A) provides that 
the inflation adjustment is reflected in 
the tax rate tables by increasing the 
minimum and maximum dollar amounts 
for each rate bracket. Under § 1 (f)(6), 
an adjusted bracket amount is "rounded 
down" to the nearest multiple of $50 
($25 in the case of married individuals 
filing separately). 

.02 Kiddie Tax. 
(1) Reporting on Child's Return. 

Section 1 (g)( 4) uses the limitation on 
the standard deduction for certain de
pendents under § 63(c)(5)(A) in com
puting the "kiddie tax." That limitation 
is adjusted for inflation under 
§ 63(c)(4). The inflation adjustment 
computation under § 63(c)(4) is de
scribed below in section 4.05. 

(2) Election To Report on Parent's 
Return. Section 1 (g)(7) uses an amount 
described in § 1 (g)( 4) in computing the 
"kiddie tax." Section 1 (g)( 4) uses the 
limitation on the standard deduction for 
certain dependents under § 63(c)(5)(A), 
and is adjusted, as described above in 
section 4.02(1). 

.03 Earned Income Tax Credit. 
(1) Amount of credit; phaseout in

come levels. 
(a) Section 32(j) provides that 

the "earned income amounts" and 
"phaseout amounts," which limit the 
earned income tax credit, are adjusted 
for inflation under the method described 
in § 1 (f)(3), except that the preceding 
calendar year's CPI is compared with 
the CPI for the calendar year 1995. 
Under § 32(j)(2)(A), the adjusted 
amount is rounded to the nearest mul
tiple of $10. 

(b) Under § 32(b)(2), the base 
amounts of the "earned income 
amounts" and "phaseout amounts" are 
$6,330 and $11,610 for a taxpayer with 

one child, $8,890 and $11,610 for a 
taxpayer with two or more children, and 
$4,220 and $5,280 for a taxpayer with 
no children. 

(2) Excessive Investment Income. 
(a) Section 32(j) provides that 

the "disqualified income limitation" is 
adjusted for inflation under the method 
described in § 1 (f)(3), except that the 
preceding calendar year's CPI is com
pared with the CPI for the calendar year 
1995. Under § 32(j)(2)(B), the "dis
qualified income limitation" is "rounded 
down" to the next lowest multiple of 
$50. 

(b) Under § 32(i), the base 
amount of the "disqualified income 
limitation" is $2,200. 

.04 Alternative Minimum Tax Exemp
tion for "Kiddie Tax" Reported on Par
ent's Return. Section 59(j) uses the 
limitation on the standard deduction for 
certain dependents under § 63(c)(5)(A) 
in computing the alternative minimum 
tax on income subject to the "kiddie 
tax. " The limitation on the standard 
deduction is adjusted for inflation under 
§ 63(c)( 4). The inflation adjustment 
computation under § 63(c)(4) is de
scribed below in section 4.05. 

. 05 Standard Deduction. 
(1) Under § 63(c)(4), the standard 

deduction amounts (including the limita- . 
tion for certain dependents and the addi
tional standard deduction amounts for 
the aged and for the blind) are adjusted 
for inflation under the method described 
in § 1(f)(3), except that the preceding 
calendar year's CPI is compared with 
the CPI for the calendar year 1987. 
Under § 1 (f)(6), an adjusted amount is 
"rounded down" to the nearest multiple 
of $50 ($25 in the case of the basic 
standard deduction for married individu
als filing separately). 

(2) Under § 63(c)(2), the base 
amounts of the basic standard deduction 
are $5,000 for married individuals filing 
joint returns and surviving spouses; 
$4,400 for heads of households; $3,000 
for unmarried individuals (other than 
surviving spouses and heads of house
holds); and $2,500 for married individu
als filing separate returns. Under 
§ 63(c)(5)(A), the base amount of the 
limited standard deduction for an indi
vidual who may be claimed as a depen
dent by another taxpayer is $500. Under 
§ 63(f), the base amounts of the addi
tional standard deduction for the aged 
and for the blind are $600 for each, 
except that these amounts are increased 
to $750 if the individual is unmarried 
and not a surviving spouse. 

.06 Overall Limitation on Itemized 
Deductions. 

(1) Section 68(b)(2) provides that 
the "applicable amount" for the overall 
limitation on itemized deductions is ad
justed for inflation under the method 
described in § 1(f)(3), except that the 
preceding calendar year's CPI is com
pared with the CPI for the calendar year 
1990. Under § 1 (f)(6), the adjusted "ap
plicable amount" is "rounded down" to 
the nearest multiple of $50 ($25 in the 
case of married individuals filing sepa
rately). 

(2) Under § 68(b)(1), the base 
amount of the "applicable amount" is 
$100,000 ($50,000 in the case of a 
separate return by a married individual 
within the meaning of § 7703). 

.07 Qualified Transportation Fringe. 
Section 132(f)(6) provides that the limi
tation on the amount of the exclusion 
from gross income for a qualified trans
portation fringe is adjusted for inflation 
under the method described in § 1 (f)(3). 
See section 4.01 above. Under 
§ 132(f)(6)(B), an increased amount that 
is not a multiple of $5 is "rounded 
down" to the next lowest multiple of 
$5 . 

.08 Income from United States Sav
ings Bonds for Taxpayers Who Pay 
Qualified Higher Education Expenses. 
Section 135(b )(2)(B) provides that the 
dollar amount at which the phaseout of 
the exclusion (of income from the re
demption of United States savings bonds 
for taxpayers who pay qualified higher 
education expenses) begins is adjusted 
for inflation under the method described 
in § 1 (f)(3). The preceding calendar 
year's CPI is compared with the CPI for 
the calendar year 1989. The adjusted 
dollar amount is rounded to the nearest 
multiple of $50 (if the adjusted figure is 
a multiple of $25, it is increased to the 
next highest mUltiple of $50) under 
§ 135(b )(2)(C). 

.09 Personal Exemption. 
(1) Exemption amount. 

(a) Section 151(d)(4)(A) pro
vides that the personal exemption 
amount is adjusted for inflation under 
the method described in § 1 (f)(3), ex
cept that the preceding calendar year's 
CPI is compared with the CPI for the 
calendar year 1988. The adjusted ex
emption is "rounded down" to the near
est multiple of $50 under § 1 (f)(6). 

(b) Under § 151(d)(1), the base 
amount of the personal exemption is 
$2,000. 

(2) Phaseout amounts. 
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(a) Section 151(d)(4)(B) pro
vides that the "threshold amounts" at 
which the phaseout of the tax benefit of 
the personal exemptions begins are ad
justed for inflation under the method 
described in § 1 (f)(3), except that the 
preceding calendar year's CPI is com
pared with the CPI for the calendar year 
1990. Under § 1 (f)(6), an adjusted 
"threshold amount" is "rounded down" 
to the nearest multiple of $50 ($25 in 
the case of married individuals filing 
separately). 

(b) Under § 151(d)(3)(C), the 
base amounts of the "threshold 
amounts" are $150,000 for Code § l(a) 
taxpayers; $125,000 for Code § 1 (b) 
taxpayers; $100,000 for Code § 1 (c) 
taxpayers; and $75,000 for Code § l(d) 
taxpayers. 

.10 Treatment of Dues Paid to Agri
cultural or Horticultural Organizations. 
Section 512(d)(2) provides that the 
"$100 amount" is adjusted for inflation 
under the method described in § 1 (f)(3), 
except that the preceding calendar year's 
CPI is compared with the CPI for the 
calendar year 1994. 

. 11 Insubstantial Benefit Limitations 
for Contributions Associated with Chari
table Fund-Raising Campaigns. 

(1) Section 5I3(h). 
(a) Section 513(h)(l )(C) pro

vides that the maximum cost of a "low 
cost article" is adjusted for inflation 
under the method described in § 1(f)(3), 
except that the preceding calendar year's 
CPI is compared with the CPI for the 
calendar year 1987. 

(b) Under § 513(h)(2)(A), the 
base amount of the "low cost article" is 
$5. 

(2) Rev. Proc. 90-12. Rev. Proc. 
90-12 provides for the adjustment of the 
"low cost article" and the "$25 pay
ment" limitations in that revenue proce
dure as provided under § 513(h)(2)(C). 
The "$50 benefit" limitation in that 
revenue procedure is adjusted in the 
same manner. 

. 12 Expatriation to Avoid Tax. Sec
tion 877(a)(2) provides that the 
"$100,000 amount" and the "$500,000 
amount" are adjusted for inflation under 
the method described in § 1 (f)(3), ex
cept that the preceding calendar year's 
CPI is compared with the CPI for the 
calendar year 1994. Under § 877(a)(2), 
the adjusted "$100,000 amount" and 
"$500,000 amount" are rounded to the 
nearest multiple of $1,000. 

.13 Luxury Automobile Excise Tax. 
Section 400 I (e)(1 ) provides that the 
"$30,000 amount" threshold for the ex-
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cise tax on a lUXUry automobile in 
§§ 4001(a) and 4003(a) is adjusted for 
inflation under the method described in 
§ 1 (f)(3), except that the preceding cal
endar year's CPI is compared with the 
CPI for the calendar year 1990. Under 
§ 4001 (e)(2), the adjusted "$30,000 
amount" is "rounded down" to the 
nearest multiple of $2,000. 

.14 Reporting Exception for Certain 
Exempt Organizations with Nondeduct
ible Lobbying Expenditures. Section 
5.05 of Rev. Proc. 95-35 provides that 
the "$50 exception" amount is adjusted 
for inflation under the method described 
in § 1 (f)(3), except that the preceding 
calendar year's CPI is compared with 
the CPI for the calendar year 1994. The 
adjusted "$50 exception" amount is 
rounded up to the next highest dollar. 

.15 Notice of Large Gifts Received 
from Foreign Persons. Section 6039F(d) 
provides that the "$10,000 amount" is 
adjusted for inflation under the method 
described in § 1 (f)(3), except that the 
preceding calendar year's CPI is com
pared with the CPI for the calendar year 
1995. 

.16 Attorney Fee Awards. Section 
7 430( c)(1 )(B) provides that the "$11 0 
amount" is adjusted for inflation under 
the method described in § 1(f)(3), ex
cept that the preceding calendar year's 
CPI is compared with the CPI for the 
calendar year 1995. The adjusted "$110 
amount" is rounded to the nearest mul
tiple of $10 under § 7430(c)(1)(B). 

SECTION 5. 1997 INFLATION 
ADJUSTMENT FACTORS 

.01 1995 Base Year Adjustments. The 
CPI for 1996 is 155.2416666667 and the 
CPI for 1995 is 151.0750000000. This 
results in an inflation adjustment factor 
of 1.0275801202. This factor applies to 
the earned income tax credit, the report
ing of large gifts from foreign persons 
for tax years beginning in 1997, and the 
awarding of attorney fees for calendar 
year 1997 . 

.02 1994 Base Year Adjustments. The 
CPI for 1996 is 155.2416666667 and the 
CPI for 1994 is 146.9000000000. This 
results in an inflation adjustment factor 
of 1.0567846608. This factor applies to 
the treatment of dues paid to agricultural 
or horticultural organizations, the 
amounts used to determine whether a 
principal purpose of expatriation is to 
avoid tax, and the reporting exception 
for certain exempt organizations with 
nondeductible lobbying expenditures for 
tax years beginning in 1997. 

.03 1993 Base Year Adjustments. The 
CPI for 1996 is 155.2416666667 and the 
CPI for 1993 is 143.1750000000. This 
results in an inflation adjustment factor 
of 1.0842791456. This factor applies to 
the 36 percent and 39.6 percent brackets 
of the tax rate tables for tax years 
beginning in 1997. 

.04 1992 Base Year Adjustments. The 
CPI for 1996 is 155.2416666667 and the 
CPI for 1992 is 138.9250000000. This 
results in an inflation adjustment factor 
of 1.1174494631. This factor applies to 
the 15 percent, 28 percent, and 31 
percent brackets of the tax rate tables, 
and to the qualified transportation fringe 
limitations for tax years beginning in 
1997. 

.05 1990 base year adjustments. The 
CPI for 1996 is 155.2416666667 and the 
CPI for 1990 is 128.0583333333. This 
results in an inflation adjustment factor 
of 1.2122730526. This factor applies to 
the phaseout of personal exemptions, to 
the limitation on itemized deductions, 
and to the luxury automobile excise tax 
threshold for tax years beginning in 
1997 . 

.06 1989 base year adjustments. The 
CPI for 1996 is 155.2416666667 and the 
CPI for 1989 is 122.1500000000. This 
results in an inflation adjustment factor 
of 1.2709100832. This factor applies to 
the qualified higher education expense 
exclusion for tax years beginning in 
1997. 

.07 1988 Base Year Adjustments. The 
CPI for 1996 is 155.2416666667 and the 
CPI for 1988 is 116.6166666667. This 
results in an inflation adjustment factor 
of 1.3312133772. This factor applies to 
the personal exemption for tax years 
be ginning in 1997. 

.08 1987 Base Year Adjustments. The 
CPI for 1996 is 155.2416666667 and the 
CPI for 1987 is 111.9833333333. This 
results in an inflation adjustment factor 
of 1.3862926031. This factor applies to 
the "kiddie tax" (including the election 
to report on the parent's return) and the 
limitation on the alternative minimum 
tax exemption for "kiddie tax" reported 
on a parent's return, the standard deduc
tion amounts, and the insubstantial ben
efit limitations for charitable contribu
tions for tax years beginning in 1997. 

SECTION 6. EFFECT ON OTHER 
DOCUMENTS 

.01 Rev. Proc. 95-53. Rev. Proc. 95-
53, 1995-2 C.B. 445, is amplified and 
modified as follows: 



(1) Kiddie Tax. For tax years be
ginning in 1996, the amount in effect 
under § 1 (g)( 4)(A)(ii)(I) for purposes of 
the election to report on a parent's 
return is the same as that provided in 
section 3.02(b) of this revenue proce
dure for tax years beginning in 1997. 

(2) Alternative Minimum Tax Ex
emption for "Kiddie Tax" Reported on 
Parent's Return. For tax years beginning 
in 1996, the amount in effect under 
§ 63(c)(5)(A) is the same as that pro
vided in section 3.04 of this revenue 
procedure for tax years beginning in 
1997. 

(3) Income from United States Sav
ings Bonds for Taxpayers Who Pay 
Qualified Higher Education Expenses. 
For tax years beginning in 1996, the 
amounts of modified adjusted gross in
come above which the § 135 exclusion 
begins to phase out and the amounts at 
which the phaseout is complete, are as 
follows: 

Threshold Completed 
Phaseout Phaseout 

Filing Status Amount Amount 

Code § l(a) $74,200 $104,200 
Others $49,450 $ 64,450 

(4) Treatment of Dues Paid to Ag
ricultural or Horticultural Organiza
tions. For tax years beginning in 1996, 
no portion of annual dues required by 
an agricultural or horticultural organiza
tion described in § 501(c)(5) is treated 
as derived from an unrelated trade or 
business by reason of any benefits or 
privileges to which members are entitled 
if the amount of required annual dues 
from each member does not exceed 
$103. 

.02 Rev. Proc. 94-72. Rev. Proc. 94-
72, 1994-2 C.B. 811, is modified as 
follows: For tax years beginning in 
1995, the amounts of modified adjusted 
gross income above which the § 135 
exclusion begins to phase out and the 
amounts at which the phaseout is com
plete, are as follows: 

Threshold Completed 
Phaseout Phaseout 

Filing Status Amount Amount 

Code § l(a) $72,150 $102,150 
Others $48,100 $ 63,100 

.03 Rev. Proc. 93-49. Rev. Proc. 93-
49, 1993-2 C.B. 581, is modified as 
follows: For tax years beginning in 
1994, the amounts of modified adjusted 
gross income above which the § 135 
exclusion begins to phase out and the 
amounts at which the phaseout is com-

plete, are as follows: 

Threshold 
Phaseout 

Filing Status Amount 

Completed 
Phaseout 
Amount 

Code § l(a) $70,350 $100,350 
Others $46,900 $ 61,900 

.04 Rev. Proc. 92-/02. Rev. Proc. 
92-102, 1992-2 C.B. 579, is modified 
as follows: For tax years beginning in 
1993, the amounts of modified adjusted 
gross income above which the § 135 
exclusion begins to phase out and the 
amounts at which the phaseout is com
plete, are as follows: 

Threshold Completed 
Phaseout Phaseout 

Filing Status 

Code § l(a) 
Others 

Amount 

$68,250 
$45,500 

Amount 

$98,250 
$60,500 

SECTION 7. EFFECTIVE DATE 

.01 General Rule. Except as provided 
in sections 6 and 7.02, this revenue 
procedure applies to tax years beginning 
in 1997. 

.02 Calendar Year Rule. This revenue 
procedure applies to transactions or 
events occurring in calendar year 1997 
for purposes of section 3.12 (the expa
triation tax), section 3.13 (the excise tax 
on luxury automobiles), and section 3.16 
(the hourly limit on attorney fee 
awards). 

26 CFR 601.602: Forms and instructions. 
(Also Part I, §§ 60Jl, 6051, 6071; 31.60Jl(aH, 
31.6051-1,31.6071(0)-1. 

Rev. Proc. 96-60 

SECTION 1. PURPOSE 

.01 This revenue procedure modifies 
and supersedes Rev. Proc. 84-77, 
1984-2 C.B. 753. This revenue proce
dure explains both the standard proce
dure and an alternate procedure for 
preparing and filing Form W-2, Wage 
and Tax Statement; Form W-3, Trans
mittal of Income and Tax Statements; 
Form 941, Employer's Quarterly Federal 
Tax Return; Form W-4, Employee's 
Withholding Allowance Certificate; and 
Form W-5, Earned Income Credit Ad
vance Payment Certificate in certain 
acquisitions. This revenue procedure ap
plies when an employer (successor) ac
quires substantially all the property (1) 
used in a trade or business of another 
employer (predecessor), or (2) used in a 
separate unit of a trade or business of a 
predecessor, and in connection with, or 

immediately after the acqUisitIOn (but 
during the same calendar year) the suc
cessor employs individuals who immedi
ately prior to the acquisition were em
ployed in the trade or business of the 
predecessor. (The term "trade or busi
ness," for purposes of this revenue 
procedure, may include the activity of a 
nonprofit organization or of a federal or 
state agency.) 

.02 This revenue procedure does not 
apply to the situation described in Rev. 
Rul. 62-60, 1962-1 C.B. 186, which 
relates to the absorption of one corpora
tion by another in a statutory merger or 
consolidation, where the resultant entity 
is regarded as the same taxpayer and the 
same employer as the absorbed corpora
tion. 

SECTION 2. CHANGES 
.01 Section 4.01, which provided the 

time frame for a predecessor to furnish 
Forms W-2 under the standard proce
dure, has been modified to explain that 
the predecessor must furnish Forms 
W-2 to its former employees, and file 
Forms W-2 and W-3 with the Social 
Security Administration (SSA) on an 
expedited basis, if the predecessor has 
ceased to pay wages and is required to 
file a final Form 941. 

.02 Section 5.01, which provided the 
alternate procedure for furnishing Forms 
W-2, has been modified to provide that 
the expedited furnishing and filing re
quirements do not apply to the succes
sor. 

.03 Section 5.02, which provided the 
alternate procedure for the predecessor 
to submit Form 941, has been modified 
to provide that if the predecessor is 
required to file a final Form 941, the 
predecessor must both furnish Forms 
W-2 to its employees who are not 
acquired by the successor and file 
Forms W-2 and W-3 with SSA on an 
expedited basis. 

.04 Section 5.06 has been added to 
provide procedures for transferring elec
tronically filed Forms W-4 from the 
predecessor to the successor. 

SECTION 3. BACKGROUND 

.01 Section 6011(a) of the Internal 
Revenue Code provides that any person 
made liable for any tax, or for the 
collection of the tax, must make a return 
or statement according to the forms or 
regulations prescribed by the Secretary. 

.02 Section 31.60l1(a)-1 of the Em
ployment Tax Regulations prescribes 
Form 941 as the form to use for persons 
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required to make a quarterly return 
under the Federal Insurance Contribu
tions Act. 

. 03 Section 31.6011 (a)-4 prescribes 
Form 941 as the form to use for persons 
required to make a quarterly return of 
income tax withheld from wages. 

.04 Section 31.6011(a)-6 provides 
that an employer who ceases to pay 
wages reportable on Form 941 shall file 
a final Form 941. 

.05 Section 31.6071 (a)-l provides 
that the Form 941 generally must be 
filed on or before the last day of the 
first calendar month following the quar
ter for which it is made. 

.06 Section 6051(a) provides that (1) 
every person required to deduct and 
withhold income tax, or who would 
have been required to deduct and with
hold if the employee had claimed no 
more than 1 withholding exemption, or 
(2) every employer engaged in a trade 
or business who pays remuneration for 
services performed by an employee, 
must furnish a written statement to an 
employee regarding the remuneration 
paid to the employee during the calen
dar year. Section 31.6051-1 (a) provides 
that the statement is Form W-2. Form 
W-2 must be furnished to the employee 
on or before January 31 of the following 
calendar year. If the employee's employ
ment is terminated before the close of 
the calendar year, however, and the 
employee requests the Form W-2 in 
writing, the Form W-2 must be fur
nished to the employee within 30 days 
of the later .of the written request from 
the employee or the last payment of 
wages, provided such 30-day period 
ends before January 31. 

.07 Section 31.6051-1 (d)(1 )(ii) pro
vides that, effective January 1, 1997, an 
employer who is required to file a final 
Form 941 must furnish Forms W-2 to 
its employees on or before the date 
required for filing the final Form 941. If 
the final Form 941 is a monthly return 
as described in § 31.6011 (a)-5, the 
Forms W-2 must be furnished on or 
before the last day of the month in 
which the final Form 941 is required to 
be filed. 

.08 Section 31.6071(a)-I(a)(3)(ii) 
provides that, effecti ve January 1, 1997, 
an employer who is required to file a 
final Form 941 must file Forms W-2 
and W-3 on or before the last day of 
the second calendar month following the 
period for which the final Form 941 IS 
filed. 

400 1996-2 C.B. 

.09 Section 31.3402(f)(5)-I(c) pro
vides that an employer may establish a 
system for its employees to file Form 
W-4 electronically . 

SECTION 4. STANDARD 
PROCEDURE 

.01 In general. Under the standard 
procedure, the predecessor performs all 
the reporting duties for the wages and 
other compensation it pays. These duties 
include the filing of quarterly Forms 
941 and the furnishing and filing of 
Forms W-2 and W-3. In connection 
with the successor's acquisition of prop
erty and hiring of employees from the 
predecessor, as described in section 
1.01, the predecessor may cease to pay 
any wages required to be reported on 
Form 941 (for example, the predecessor 
may go out of business). In that case, 
the predecessor must file the Form 941 
for the quarter of the acquisition as a 
final Form 941. If the predecessor does 
not cease to pay any wages required to 
be reported on Form 941, (for example, 
the predecessor remains in business) a 
final Form 941 is not required. Instead, 
the predecessor would file its quarterly 
Form 941 for the quarter of the acquisi
tion. The successor, under the standard 
procedure, performs all the reporting 
duties for the wages and other compen
sation it pays. 

.02 Forms W-2. 
(1) In general. If, under the cir

cumstances described in section 1.01, 
the predecessor is not required to file a 
final Form 941, the predecessor and 
successor both must furnish Forms W-2 
to their respective employees no later 
than January 31 of the following calen
dar year. If an employee requests the 
Form W-2 earlier, however, the Form 
W-2 must be furnished within 30 days 
of the written request, or within 30 days 
after the final payment of wages to the 
employee, whichever is later, provided 
the 30 day period ends before January 
31. The predecessor and successor must 
file Forms W-2 and W-3 for their 
respective employees with SSA no later 
than the last day of February of the 
following calendar year. 

(2) Expedited Forms W-2. If, un
der the circumstances described in sec
tion 1.01, the predecessor is required to 
file a final Form 941, the predecessor 
must furnish Forms W-2 to its former 
employees on an expedited basis. The 
Forms W-2 are due on or before the 
date required for filing the final Form 
941. If the predecessor is required to file 

Form 941 on a monthly basis, the Forms 
W-2 are due on or before the last day 
of the month in which the final Form 
941 is required to be filed. The prede
cessor must also file Forms W-2 and 
W-3 with SSA on an expedited basis. 
The Forms W-2 and W-3 are due on or 
before the last day of the second calen
dar month following the period for 
which the final Form 941 is required to 
be filed. 

.03 Forms W-4. The predecessor 
must keep on file the Forms W-4 
provided by its former employees. The 
transferred employees must provide the 
successor with new Forms W-4 as the 
successor now becomes responsible for 
deducting and withholding tax from 
wages paid to the transferred employees. 

.04 Forms W-S. The predecessor 
must also keep on file the Forms W-5 
provided by its former employees. The 
transferred employees must provide the 
successor with new Forms W-5 for the 
current year. 

SECTION 5. ALTERNATE 
PROCEDURE 

.01 In general. If, in connection with 
the circumstances described in section 
1.01, the predecessor and successor so 
agree, the predecessor will be relieved 
from furnishing Forms W-2 to any 
employees who will be employed in the 
same calendar year by the successor 
(acquired employees). In such circum
stances the acquired employees presum
ably will be paid wages by the succes
sor in the same calendar year and the 
Forms W-2 furnished to the acquired 
employees by the successor for the year 
will include wages paid, and taxes with
held, by both the predecessor and the 
successor. The predecessor will also be 
relieved from filing Forms W-2 with 
SSA for the acquired employees. The 
predecessor's entire Form W-2 reporting 
obligations for the acquired employees 
will be assumed by the successor. The 
predecessor remains responsible for the 
Form W-2 reporting obligations for 
those employees who are not employed 
by the successor. 

.02 Forms W-2. 
(1) In general. If, under the cir

cumstances described in section 1.01, 
the predecessor is not required to file a 
final Form 941, the predecessor must 
furnish Forms W-2 to employees who 
are not employed by the successor by 
January 31 of the following calendar 
year. Forms W-2 and W-3 filed by the 
predecessor with SSA for employees 



who are not employed by the successor 
are due the last day of February of the 
following calendar year. If the successor 
assumes the predecessor's obligation to 
furnish Forms W-2 to the acquired 
employees for a calendar year, the suc
cessor must assume the predecessor's 
entire Form W-2 reporting obligation. 
Thus, Forms W-2 furnished by the 
successor to the acquired employees 
must include the wages paid and the 
taxes withheld by both the predecessor 
and the successor. The successor must 
include on the Forms W-2 any amount 
reportable by the predecessor, including 
"Other compensation" or uncollected 
employee tax on tips, if applicable. 
Forms W-2 must be furnished by the 
successor to its employees (both the 
acquired employees and any other em
ployees of the successor) by January 31 
of the following calendar year. Forms 
W-2 and W-3 must be filed by the 
successor with SSA by the last day of 
February of the following calendar year. 

(2) Expedited Forms W-2. If, un
der the circumstances described in sec
tion 1.01, the predecessor is required to 
file a final Form 941, the predecessor 
must furnish Forms W-2 to the employ
ees who are not employed by the suc
cessor on an expedited basis. Forms 
W-2 and W-3 filed with SSA by the 
predecessor must also be filed on an 
expedited basis. The successor is not 
required to either furnish Forms W-2 to 
the acquired employees or to file the 
Forms W-2 and W-3 with SSA on an 
expedited basis. 

.03 Form 941 filed by predecessor. 
To the extent the wages paid and the 
taxes withheld by the predecessor are to 
be included in the Forms W-2 furnished 
to the acquired employees by the suc
cessor, there will be a difference be
tween the amounts shown on the prede
cessor's Form W-3 and its Form 941. 
When the predecessor files its Form 
941, it should attach a statement ex
plaining the discrepancy and include the 
name, address, and identification num
ber of the successor and a reference to 
this revenue procedure. This Form 941 
cannot be filed electronically. See Rev. 
Proc. 96-19, 1996-4 I.R.B. 80, section 
3.03. 

.04 Form 941 filed by successor. 
There will be a corresponding difference 
between the amounts shown on the 
successor's Form W-3 and its Form 
941. When the successor files its Form 
941, it should also attach a statement to 
its Form 941 explaining the discrepancy, 
and include the name, address, and 

identification number of the predecessor 
and a reference to this revenue proce
dure. This Form 941 cannot be filed 
electronically. See Rev. Proc. 96-19, 
1996-4 I.R.B. 80, section 3.03. For 
instructions relating to annual wage 
limitations, see § 31.3121(a)(l)-1. 

.05 Forms W-4. The predecessor 
must transfer to the successor all current 
Forms W-4 that were provided to the 
predecessor by the acquired employees. 
The successor must keep the transferred 
Forms W-4 on file and deduct and 
withhold from the wages it pays to the 
acquired employees according to the 
information supplied on those forms 
until an employee submits a revised 
form. The successor employer must sub
mit to the Service, in accordance with 
§ 31.3402(f)(2)-1 (g), copies of the 
Forms W -4 received by the predecessor 
during the current calendar quarter and 
the preceding calendar quarter. 

.06 Transfer of Forms W-4 furnished 
electronically. If the predecessor and 
successor both maintain an electronic 
system for use by employees in filing 
Forms W-4, and the systems are com
patible, the predecessor may electroni
cally transfer the Forms W-4 of the 
acquired employees to the successor. 
The successor may also choose to ac
quire and maintain the predecessor's 
system. If these options do not apply, 
the transferred employees must provide 
the successor with a new Form W-4, 
either electronically or on paper, as 
prescribed by the successor. 

.07 Forms W-S. The predecessor 
must transfer to the successor all Forms 
W-5 for the current year that were 
provided to the predecessor by the ac
quired employees. 

SECTION 6. EFFECT ON OTHER 
REVENUE PROCEDURES 

Rev. Proc. 84-77 is modified and 
superseded. 

SECTION 7. EFFECTIVE DATE 

This revenue procedure is effective 
January 1, 1997. 

SECTION 8. PAPERWORK 
REDUCTION ACT 

The collections of information con
tained in this revenue procedure have 
been reviewed and approved by the 
Office of Management and Budget in 
accordance with the Paperwork Reduc
tion Act (44 U.S.c. 3507) under control 
number 1545-1510. 

An agency may not conduct or spon
sor, and a person is not required to 
respond to, a collection of information 
unless the collection of information dis
plays a valid control number. 

The collections of information in this 
revenue procedure are in sections 5.03 
and 5.04. This information is required to 
explain the discrepancy between the 
amounts reported on Forms 941 and 
W-3 filed by both the predecessor and 
successor who use the Alternate Proce
dure. This information will be used to 
assist the IRS in reconciling Forms 941 
and W-3. The collections of information 
are required to use the Alternate Proce
dure. The likely respondents are busi
ness or other for-profit institutions. 

The estimated total annual reporting 
burden is 110,700 hours. 

The estimated annual burden per re
spondent is 12 minutes. The estimated 
number of respondents is 553,500. 

The estimated annual frequency of 
responses is on occasion. 

Books or records relating to a collec
tion of information must be retained as 
long as their contents may become ma
terial in the administration of any inter
nal revenue law. Generally tax returns 
and tax return information are confiden
tial, as required by 26 U.S.c. 6103. 

26 CFR 601.602: Tax forms and instructions. 
(Also Part I, Sections 6012, 6061; 1.6012-5, 
1.6061-1.) 
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SECTION 1. PURPOSE 

This revenue procedure informs those 
who participate in the 1997 Electronic 
Filing Program for Form 1040 and Form 
1040A, U.S. Individual Income Tax Re
turn, and Form 1040EZ, Income Tax 
Return for Single and Joint Filers With 
No Dependents, of their obligations to 
the Internal Revenue Service, taxpayers, 
and other participants. This revenue pro
cedure updates Rev. Proc. 95-49, 
1995-2 C.B. 419. 

SECTION 2. BACKGROUND AND 
CHANGES 

.01 Section 1.6012-5 of the Income 
Tax Regulations provides that the Com
missioner may authorize the use, at the 
option of a person required to make a 
return, of a composite return in lieu of 
any form specified in 26 CFR Part 1 
(Income Tax), subject to the conditions, 
limitations, and special rules governing 
the preparation, execution, filing, and 
correction thereof as the Commissioner 
may deem appropriate. 

.02 For purposes of this revenue pro
cedure, an electronically filed Form 
1040, Form 1040A, or Form 1040EZ is 
a composite return consisting of elec
tronically transmitted data and certain 
paper documents. The nonelectronic por
tion of the return consists of Form 8453, 
U.S. Individual Income Tax Declaration 
for Electronic Filing, and other paper 
documents that cannot be electronically 
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transmitted. Form 8453 must be re
ceived by the Service before any elec
tronically filed return is complete (see 
section 5.08 of this revenue procedure). 
An electronically filed return must con
tain the same information that a return 
filed completely on paper contains. See 
section 7 of this revenue procedure for 
procedures for completing Form 8453. 

.03 The Service will periodically is
sue a publication that lists the forms and 
schedules associated with a Form 1040 
that can be electronically transmitted. 

.04 A Form 1040, a Form lO40A, or 
a Form 1040EZ cannot be electronically 
filed after October 15, 1997, notwith
standing the fact that the taxpayer has 
been granted an extension to file a 
return beyond that date. 

.05 An amended tax return cannot be 
electronically filed. A taxpayer must file 
an amended tax return on paper in 
accordance with the instructions for 
Form lO40X, Amended U.S. Individual 
Income Tax Return. 

.06 A tax return that has a foreign 
address for the taxpayer cannot be elec
tronically filed. Army/Air Force (APO) 
and Fleet (FPO) post offices are not 
considered foreign addresses. 

.07 A tax return for a decedent can
not be electronically filed. The decedent's 
spouse or personal representative must 
file a paper tax return for the decedent. 

.08 This revenue procedure updates 
Rev. Proc. 95-49, which applied to the 
Electronic Filing Program for the 1996 
filing season. The updates include 
changes in the Electronic Filing Pro
gram for the 1997 filing season, clarifi
cations of prior Electronic Filing Pro
gram statements, and additional guid
ance derived from other Service docu
ments that relate to the Electronic Filing 
Program. Some of the updates are: 

(1) in certain circumstances, a let
ter may be submitted in lieu of a revised 
Form 8633 (section 4.04); 

(2) the application period to submit 
a new application for an applicant that 
purchases an Electronic Filer on or after 
November 1, 1996, is 30 days after the 
date of the purchase (section 4.05(2»; 

(3) the time period to submit a 
revised Form 8633 is extended to 30 
days (section 4.06); 

(4) a Principal for a firm or organi
zation is defined (section 4.10); 

(5) certain Responsible Officials 
may be listed on a maximum of ten or 
twenty Forms 8633 (sections 4.12); 

(6) an Electronic Filer's foreign lo
cation no longer has to have an APO or 
FPO address and additional information 

is required on Form 8633 for a foreign 
location (section 4.14); 

(7) a nonparticipating ERO may be 
dropped from the Electronic Filing Pro
gram (section 4.16); 

(8) a fee for the electronic trans
mission of a tax return may not be 
computed using any amount from the 
return (section 5.05); 

(9) the time period for an Elec
tronic Filer to notify the Service that it 
is discontinuing its participation in the 
Electronic Filing Program is extended to 
30 days (section 5.07); 

(10) the duties of a Transmitter are 
clarified (section 5.16); 

(11) an ERO must advise taxpayers 
that refund information is available on 
TeleTax (section 8.05); 

(12) information an Electronic 
Filer must provide regarding a taxpay
er's address of record is clarified (sec
tion 8.06); 

(13) the effect of suspending a 
Principal or a Responsible Official, on 
entities that listed the Principal or Re
sponsible Official on their Forms 8633, 
is clarified (section 13.02); 

(14) the two-year periods for de
nial and suspension are modified and 
clarified (sections 13.10 and 13.11); 

(15) the time and method to re
spond to a proposed letter of denial and 
a denial letter are clarified (sections 
14.03 and 14.06); and 

(16) the time and method to re
spond to a proposed suspension letter 
and a suspension letter are clarified 
(sections 15.02 and 15.05). 

SECTION 3. ELECTRONIC FILING 
PARTICIPANTS-DEFINITIONS 

.01 After acceptance into the Elec
tronic Filing Program, as described in 
section 4 of this revenue procedure, a 
participant is referred to as an "Elec
tronic Filer." 

.02 An Electronic Filer is categorized 
as follows: 

(1) ELECTRONIC RETURN 
ORIGINATOR. An "Electronic Return 
Originator" (ERO) is: (a) an "Electronic 
Return Preparer" who prepares tax re
turns, including Forms 8453, for taxpay
ers who intend to have their returns 
electronically filed; and/or (b) an "Elec
tronic Return Collector" who accepts 
completed tax returns, including Forms 
8453, from taxpayers who intend to 
have their returns electronically filed. 

(2) SERVICE BUREAU. A "Ser
vice Bureau" receives tax return infor
mation on any media from an ERO, 



formats the return information, and ei
ther forwards the return information to a 
Transmitter or sends back the return 
information to the ERO. A Service Bu
reau mayor may not process Forms 
8453 and send them to the appropriate 
service center. 

(3) SOFTWARE DEVELOPER. A 
"Software Developer" develops soft
ware for the purposes of (a) formatting 
returns according to the Service's elec
tronic return specifications; and/or (b) 
transmitting electronic returns directly to 
the Service. A Software Developer may 
also sell its software. 

(4) TRANSMITTER. A "Transmit
ter" transmits the electronic portion of a 
return directly to the IRS Data Commu
nications Subsystem. An entity that pro
vides a "bump-up" service is a Trans
mitter. A bump-up service provider 
increases the transmission rate or line 
speed of formatted or reformatted infor
mation that is being sent to the Service 
via a public switched telephone network. 
For example, a bump-up service pro
vider may increase the transmission rate 
or line speed of information from 4800 
bits per second (BPS) to 9600 BPS. 
Service specifications for electronic fil
ing require an asynchronous speed of 
300 BPS to 38,400 BPS or a 
bisynchronous speed of 4800 BPS to 
19,200 BPS. 

.03 The Electronic Filer categories 
are not mutually exclusive. For example, 
an ERO can, at the same time, be 
considered a Transmitter, Software De
veloper, or Service Bureau depending on 
the function(s) performed. 

.04 An electronic filing controlled of
fice: (1) is an office in which an 
Electronic Filer has an ownership inter
est; (2) uses hardware, software, and 
transmission services supplied by an 
Electronic Filer; (3) receives income tax 
returns for electronic filing; and (4) has 
direct contact with taxpayers. At a mini
mum, direct contact includes verifying 
dollar amounts, routing transit numbers, 
and depositor account numbers on 
Forms 8453. A controlled office mayor 
may not be open all year. 

.05 An Electronic Filer may have a 
drop-off collection point(s). The activity 
at a drop-off collection point is limited 
solely to receiving a return or return 
information that a taxpayer wants to 
have electronically filed and collecting a 
fee for electronically filing that return. 
No returns may be prepared at the 
drop-off collection point. An Electronic 
Filer need not have an ownership inter
est in the drop-off collection point. 

SECTION 4. ACCEPTANCE IN THE 
ELECTRONIC FILING PROGRAM 

.01 Except as provided in sections 
4.02 through 4.04 of this revenue proce
dure, an Electronic Filer that has ac
tively participated in the 1996 Electronic 
Filing Program does not have to reapply 
to participate in the 1997 Electronic 
Filing Program. However, an Electronic 
Filer that intends to function as a Trans
mitter or a Software Developer in the 
1997 Electronic Filing Program must 
first successfully complete the testing 
described in section 4.08 of this revenue 
procedure. In addition, section 4.15 of 
this revenue procedure provides for the 
Service's issuance of credentials neces
sary for participation in the 1997 Elec
tronic Filing Program. 

.02 Applicants and Electronic Filers 
must file a new Form 8633, Application 
to Participate in the Electronic Filing 
Program, with completed fingerprint 
cards for the appropriate individuals if: 

(1) the applicant has never actively 
participated in the Electronic Filing Pro
gram; 

(2) the applicant is an Electronic 
Filer that has actively participated in the 
Electronic Filing Program and wants to 
operate an electronic filing business at a 
new location; 

(3) the applicant has previously 
been denied participation in the Elec
tronic Filing Program; or 

(4) the applicant has been sus
pended from the Electronic Filing Pro
gram. 

.03 To participate in the 1997 Elec
tronic Filing Program, an Electronic 
Filer in the 1996 Electronic Filing Pro
gram must submit a revised Form 8633, 
signed by all Principals and the Respon
sible Official, with completed fingerprint 
cards for the appropriate individuals if: 

(1) the Electronic Filer functioned 
solely as a Software Developer during 
the 1996 Electronic Filing Program and 
intends to function as an ERO, Service 
Bureau, or Transmitter during the 1997 
Electronic Filing Program; 

(2) there is an additional principal, 
such as a partner or a corporate officer, 
that must be listed on Form 8633, line 8 
(formerly line lk(l», "Principals of 
Your Firm or Organization"; 

(3) there is a "Principal" listed on 
Form 8633, line 8, that should be de
leted; or 

(4) the "Responsible Official" on 
Form 8633, line 9 (formerly line 1 k(2», 
changes. 

.04 To participate in the 1997 Elec
tronic Filing Program, an Electronic 
Filer in the 1996 Electronic Filing Pro
gram must submit either a revised Form 
8633, or a letter containing the same 
information contained in a revised Form 
8633, if there is any revision to the 
following information: 

(1) the Firm name or Doing Busi
ness As (DBA) name; 

(2) the business or mailing address; 
(3) the contact representative or the 

alternate contact representative's name 
or telephone number; 

(4) the Electronic Filer's form of 
organization, as described on Form 
8633, line Ik; 

(5) the electronic functions per
formed by an Electronic Filer, other 
than an Electronic Filer that functions 
solely as a Software Developer; or 

(6) the number or location(s) of 
drop-off collection points. 
A Form 8633 or letter submitted under 
this section should only include the 
information requested on lines 1 a 
through Ii of Form 8633 and the infor
mation being revised. A Principal or a 
Responsible Official must sign the Form 
8633 or the letter. 

.05 Applicants described in section 
4.02 of this revenue procedure must 
submit new applications within the fol
lowing time periods: 

(1) except as provided in section 
4.05(2) of this revenue procedure, the 
application period begins on August 1, 
1996, and ends on December 2, 1996; 
and 

(2) if an applicant purchases an 
Electronic Filer on or after November I, 
1996, a new application must be submit
ted within 30 days after the date of the 
purchase. 

.06 Revised applications described in 
sections 4.03 and 4.04 of this revenue 
procedure must be submitted within 30 
days of the change(s) reflected on the 
revised Form 8633 or in the letter. 

.07 Applicants and Electronic Filers 
described in sections 4.02 through 4.04 
of this revenue procedure must file 
Form 8633 (or a letter containing the 
same information as provided in section 
4.04 of this revenue procedure) with the 
service center that accepts electronically 
filed returns from the applicant's state. 

.08 Applicants and Electronic Filers 
described in sections 4.01 through 4.03 
of this revenue procedure that intend to 
function as a Transmitter or a Software 
Developer in the 1997 Electronic Filing 
Program must first successfully com-
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plete the necessary testing at the appro
priate service center(s). 

.09 Each individual listed as a Princi
pal or a Responsible Official must: 

(1) be a United States citizen or an 
alien lawfully admitted for permanent 
residence as described in 8 U .S.c. 
§ 1l01(a)(20) (1994); 

(2) have attained the age of 21 as 
of the date of application; 

(3) submit with Form 8633 one 
standard fingerprint card with a full set 
of fingerprints taken by a law enforce
ment agency, except as provided in 
section 4.10 of this revenue procedure; 

(4) pass a suitability check that 
includes a credit check and a fingerprint 
check; and 

(5) if applying to be an ERO, meet 
state and local licensing and/or bonding 
requirements in connection with the 
preparation of tax returns and the collec
tion of prepared returns that taxpayers 
intend to have electronically filed. How
ever, if the state and local licensing 
and/or bonding requirements apply to a 
business entity, the individual(s) must 
demonstrate that the business entity 
meets the requirements. 

.10 A Principal for a firm or organi
zation includes the following: 

(1) Sole Proprietorship. The sole 
proprietor is the Principal for a sole 
proprietorship. 

(2) Partnership. Each partner who 
has a five percent (5%) or more interest 
in the partnership is a Principal of the 
partnership. If no partner has at least a 
5% or more interest in the partnership, 
the Principal is an individual authorized 
to act for the partnership in legal and/or 
tax matters (at least one such individual 
must be listed on Form 8633). 

(3) Corporation. The President, 
Vice-President, Secretary, and Treasurer 
of the corporation are each a Principal 
of the corporation. 

(4) Other. The Principal for a for
profit entity that is not a sole proprietor
ship, partnership, or corporation, is an 
individual authorized to act for the en
tity in legal and/or tax matters (at least 
one such individual must be listed on 
Form 8633). 

.11 A Responsible Official is the indi
vidual who oversees the daily operations 
of an Electronic Filer's office. As set 
forth in section 4.12 of this revenue 
procedure, a Responsible Official may 
be responsible for more than one office. 

.12 A Responsible Official is catego
rized as follows: 

(I) TIER I RESPONSIBLE OFFI
CIAL. A "Tier I Responsible Official" 
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is a Responsible Official who does not 
meet the definition of a "Tier II Re
sponsible Official." A Tier I Responsible 
Official should be able to physically 
visit on a daily basis each office for 
which he or she is listed as a Respon
sible Official. A Tier I Responsible 
Official may be listed on a maximum of 
ten applications (Forms 8633). 

(2) TIER II RESPONSIBLE OFFI
CIAL. A "Tier II Responsible Official" 
is an individual who has participated in 
the Electronic Filing Program as a Re
sponsible Official during at least the two 
most recent filing seasons and who has 
never been suspended from participation 
in the Electronic Filing Program. A Tier 
II Responsible Official should be able to 
physically visit on a daily basis any 
office for which he or she is listed as a 
Responsible Official. A Tier II Respon
sible Official may be listed on a maxi
mum of twenty applications (Forms 
8633). 

.13 An individual may choose to sub
mit evidence of the individual's profes
sional status in lieu of one standard 
fingerprint card if the individual is: 

(1) an attorney in good standing of 
the bar of the highest court of any State, 
possession, territory, Commonwealth, or 
the District of Columbia, and is not 
currently under suspension or disbar
ment from practice before the Service; 

(2) a certified public accountant 
who is duly qualified to practice as a 
certified public accountant in any State, 
possession, territory, Commonwealth, or 
the District of Columbia and is not 
currently under suspension or disbar
ment from practice before the Service; 

(3) an enrolled agent pursuant to 
part 10 of 31 C.ER. Subtitle A; 

(4) an officer of a publicly held 
corporation; or 

(5) a banking official who is 
bonded and has been fingerprinted 
within the last two years. 

.14 If an Electronic Filer has a for
eign location, the following information 
is required on any new or revised Form 
8633: 

(1) the complete name of the con
tact representative at the foreign loca
tion; 

(2) the complete mailing address 
for the foreign location (including city, 
country, and postal code); 

(3) the complete business address 
for the foreign location (including city, 
country, and postal code); 

(4) the complete local telephone 
number for the foreign location (include 
international access code, country code, 
and city code); and 

(5) the information on lines 1m, 
In, Ip, and Iq of Form 8633 for the 
stateside contact representative. The 
stateside contact representative will re
ceive all Service correspondence for the 
foreign location relating to the Elec
tronic Filing Program. 

.15 The Service will issue credentials 
to eligible applicants for the 1997 Elec
tronic Filing Program, as well as Elec
tronic Filers that do not have to reapply 
pursuant to section 4.01, 4.03, or 4.04 of 
this revenue procedure (provided they 
have first satisfactorily completed the 
testing described in section 4.08 of this 
revenue procedure if they intend to 
function as a Transmitter or Software 
Developer). No one may participate in 
the Electronic Filing Program for the 
1997 filing season without the following 
credentials: 

(1) a letter of acceptance into the 
Electronic Filing Program for the 1997 
filing season; 

(2) an Electronic Filing Identifica
tion Number (EFIN); 

(3) if appropriate, an Electronic 
Transmitter Identification Number 
(ETIN); 

(4) if appropriate, a Service Bureau 
Identification Number (SBIN); and 

(5) if appropriate, a Collection 
Point Identification Number (CPIN). 

.16 An ERO may not receive a letter 
of acceptance to participate in the 1997 
Electronic Filing Program if the Service 
did not receive and accept during the 
1996 filing season any electronically 
filed returns containing the ERO's 
EFIN. In addition, an ERO may be 
dropped from the 1997 Electronic Filing 
Program if the Service does not receive 
and accept prior to April 15, 1997, any 
electronically filed returns containing 
the ERO's EFIN. In either case, the 
Service will notify the ERO that it has 
been dropped from the Electronic Filing 
Program and explain what steps the 
ERO needs to take for future participa
tion in the program. 

.17 If an Electronic Filer is a Soft
ware Developer that performs no other 
function in the Electronic Filing Pro
gram but software development, no 
Principal or Responsible Official needs 
to pass a suitability check. 

.18 If an Electronic Filer will have a 
drop-off collection point(s) (as defined 
in section 3.05 of this revenue proce
dure) for the 1997 filing season, an 



Electronic Filer must submit a Form 
8633 that lists each drop-off collection 
point. By listing a drop-off collection 
site on Form 8633, an Electronic Filer 
becomes a "parent" in relation to a 
listed drop-off collection point. 

.19 The following reasons, which ap
ply to any firm, organization, Principal, 
or Responsible Official listed on Form 
8633, may result in the rejection of an 
application to participate in the 1997 
Electronic Filing Program (this list is 
not all-inclusive): 

(1) conviction of any criminal of
fense under the revenue laws of the 
United States, or of any offense involv
ing dishonesty or breach of trust; 

(2) failure to file timely and accu
rate tax returns, including returns indi
cating that no tax is due; 

(3) failure to timely pay any tax 
liabilities; 

(4) assessment of tax penalties; 
(5) suspension/disbarment from 

practice before the Service; 
(6) other facts or conduct of a 

disreputable nature that would reflect 
adversely on the Electronic Filing Pro
gram; 

(7) misrepresentation on an appli
cation; 

(8) suspension or rejection from 
the program in a prior year; 

(9) unethical practices in return 
preparation; 

(10) stockpiling returns prior to of
ficial acceptance into the Electronic Fil
ing Program (see section 5.14 of this 
revenue procedure); 

(11) knowingly and directly or in
directly employing or accepting assis
tance from any firm, organization, or 
!ndividual that is prohibited from apply
Ing to participate in the Electronic Filing 
Program (see section 13.10 of this rev
enue procedure) or that is suspended 
from participating in the Electronic Fil
ing Program (see section 13.11 of this 
revenue procedure). This includes any 
individual whose actions resulted in the 
rejection or suspension of a corporation 
or a partnership from the Electronic 
Filing Program; or 

(12) knowingly and directly or in
directly accepting employment as an 
associate, correspondent, or as a sub
agent from, or sharing fees with, any 
firm, organization, or individual that is 
~rohibited from applying to participate 
In the Electronic Filing Program (see 
section 13.10 of this revenue procedure) 
?r that is suspended from participating 
In the Electronic Filing Program (see 
section 13.11 of this revenue procedure). 

This includes any individual whose ac
ti.ons resulted in the rejection or suspen
sIon of a corporation or a partnership 
from the Electronic Filing Program. 

SECTION 5. RESPONSIBILITIES OF 
AN ELECTRONIC FILER 

.01 To ensure that complete returns 
are accurately and efficiently filed, an 
Electronic Filer must comply with all 
the publications and notices of the Ser
vice. Currently, these publications and 
notices include: 

(1) Handbook for Electronic Filers 
of Individual Income Tax Returns, Pub
lication 1345, and Handbook for Elec
tronic Filers of Individual Income Tax 
Returns (Supplement), Publication 
1345A; 

. (2) Electronic Return File Specifi
catIOns and Record Layouts for Indi
vidual Income Tax Returns, Publication 
1346; 

(3) Test Package for Electronic Fil
ing of Individual Income Tax Returns, 
Publication 1436; and 

(4) Postings to the Electronic Fil
ing System Bulletin Board (EFS Bulle
tin Board). 

.02 An Electronic Filer must maintain 
a high degree of integrity, compliance, 
and accuracy. 

.03 An Electronic Filer may only ac
cept returns for electronic filing directly 
from taxpayers, from drop-off collection 
sites accurately identified on its own 
Form 8633 (see section 4.18 of this 
revenue procedure), or from another 
Electronic Filer. 

.04 If the taxpayer's address on a 
Form W-2, Wage and Tax Statement, 
Form W-2G, Statement for Recipients 
of Certain Gambling Winnings, Form 
1099-R, Distributions From Pensions 
Annuities, Retirement or Profit-Sharin~ 
Plans, IRAs, Insurance Contracts, etc., 
Form 1040, Schedule C, Profit or Loss 
From Business (Sale Proprietorship), or 
Form 1040, Schedule C-EZ, Profit or 
Loss From Business-Short Version, or 
any other tax form is different than the 
taxpayer's address in the entity section 
of the electronic portion of the taxpay
er's Form 1040, the ERO or the Service 
Bureau must input for transmission to 
the Service those addresses that differ 
from the taxpayer's address on the elec
tronic portion of the taxpayer's Form 
1040. 

.05 If an Electronic Filer charges a 
fee for the electronic transmission of a 
tax return, the fee may not be based on 
a percentage of the refund amount or 

any other amount from the tax return. 
An Electronic Filer may not charge a 
separate fee for Direct Deposit. See 
section 9 of this revenue procedure. 

.06 An Electronic Filer must submit a 
revised Form 8633 to the appropriate 
service center within 30 days of when 
any of the conditions or changes de
scribed in section 4.03 or 4.04 of this 
revenue procedure occur. See section 
4.06 of this revenue procedure. 

.07 An Electronic Filer must notify 
the service center where the Electronic 
Filer filed its Form 8633 within 30 days 
of discontinuing its participation in the 
Electronic Filing Program. This does not 
preclude reapplication in the future. 

.08 An Electronic Filer must ensure 
that an electronic return is filed on or 
before the due date of the return. A tax 
return is not considered filed until the 
electronic portion of the tax return has 
been acknowledged by the Service as 
accepted for processing and a completed 
and signed Form 8453 has been re
ceived by the Service. However, if the 
electronic portion of a return is success
fully transmitted on or shortly before the 
due date and the Electronic Filer com
plies with section 7.01 of this revenue 
procedure, the return will be deemed 
timely filed. If the electronic portion of 
a return is initially transmitted on or 
shortly before the due date and is ulti
mately rejected, but the Electronic Filer 
and the taxpayer comply with section 
5.13 of this revenue procedure, the 
return will be deemed timely filed. In 
the case of a balance due return, see 
section 11 of this revenue procedure for 
instructions on how to make a timely 
payment of tax. 

.09 An Electronic Filer that functions 
as an ERO must: 

(1) comply with the procedures for 
completing and securing Forms 8453 
described in section 7 of this revenue 
procedure; 

(2) comply with the procedures de
scribed in section 11 of this revenue 
procedure for handling a balance due 
return; 

. (3) while returns are being filed, 
retam and, if requested, make available 
to the Service the following material at 
the business address from which a re
turn was accepted for electronic filing: 

(a) a copy of the signed Form 
8453 and paper copies of Forms W-2 
W-2G, and 1099-R: ' 

(b) a complete copy of the elec
tronic portion of the return (may be 
retained on magnetic media) that can be 
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readily and accurately converted into an 
electronic transmission that the Service 
can process; and 

(c) the acknowledgement file re
ceived from the Service or from a third 
party Transmitter; and 

(4) retain until the end of the cal
endar year in which a return was filed, 
and, if requested, make available to the 
Service the materials described in sec
tion 5.09(3) of this revenue procedure at 
either the business address from which a 
return was electronically filed or from 
the contact representative named on 
Form 8633. 

.10 An ERO who is the paid preparer 
of an electronic tax return must also 
retain for the prescribed amount of time 
the materials described in § 1.6107-1 (b) 
that are required to be kept by an 
income tax return preparer. 

.11 An ERO must identify the paid 
pre parer (if any) in the appropriate field 
of the electronic return, in addition to 
ensuring that the paid preparer signed 
Form 8453. If Form 8453 is not signed 
by the paid preparer, the ERO must 
attach a copy of the Form I040EZ 
signed by the paid pre parer below the 
taxpayer's signature or pages one and 
two of Form 1040A or Form 1040 that 
includes the paid preparer's signature. 
These copies must be marked 
"COPY-DO NOT PROCESS" to pre
vent duplicate filings. 

.12 An ERO must ensure against the 
unauthorized use of its EFIN and, if 
applicable, the CPIN(s) issued to its 
drop-off collection point(s). An ERO 
must not transfer its EFIN or the 
CPIN(s) of its drop-off collection 
point(s) by sale, merger, loan, gift, or 
otherwise to another entity. 

.13 If the electronic portion of a 
t~payer's return is acknowledged as 
rejected by the Service, and the reason 
for the. rejection cannot be rectified by 
the actIons described in section 6.02(3), 
the ERO, within 24 hours of receiving 
the rejection, must take all reasonable 
steps to tell the taxpayer that the taxpay
er's return has not been filed. When the 
ERO advises the taxpayer that the tax
payer's return has not been filed, the 
ERO must provide the taxpayer with the 
reject code(s), an explanation of the 
reject code(s), and the sequence number 
of each reject code(s). If the taxpayer 
~hooses not to have the previously re
Jected return retransmitted or if the 
return cannot be accepted for process
Ing, the taxpayer must file a paper 
return by the later of: 
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(I) the due date of the return; or 
(2) within ten calendar days after 

the Service's acknowledgement that the 
return is rejected or notification that the 
return cannot be retransmitted with an 
explanation of why the return is being 
filed after the due date. 

.14 An ERO is responsible for ensur
ing that stockpiling does not occur at its 
office(s) or drop-off collection point(s). 
Stockpiling means collecting returns 
from taxpayers or from another Elec
tronic Filer prior to official acceptance 
into the Electronic Filing Program, or, 
after official acceptance into the Elec
tronic Filing Program, waiting more 
than three calendar days to transmit a 
return to the Service after receiving the 
information necessary for an electronic 
transmission of a tax return. 

.15 An Electronic Filer who functions 
as a Service Bureau must: 

(1) deliver all electronic returns to 
a Transmitter or to the ERO who gave 
the electronic returns to the Service 
Bureau within three calendar days of 
receipt; 

(2) retrieve the acknowledgement 
file from the Transmitter within one 
calendar day of receipt by the Transmit
ter; 

(3) initiate the communication of 
the acknowledgement file to the ERO 
(whether related or not) within one work 
day of retrieving the acknowledgement 
file; 

(4) if the Service Bureau processes 
Forms 8453, send back to the ERO any 
return and Form 8453 that needs correc
tion, unless the correction is described 
in section 6.02(3); 

(5) accept tax return information 
only from Electronic Filers; 

(6) include its SBIN and the 
ERO's EFIN with all return information 
the Service Bureau forwards to a Trans
mitter or sends back to an ERO; 

(7) retain each acknowledgement 
file received from a Transmitter until the 
end of the calendar year in which the 
electronic return was filed; 

(8) if requested, serve as a contact 
point between its client EROs and the 
Service; 

(9) if requested, provide the Ser
vice with a list of each client ERO' and , 

(10) ensure against the unautho
rized use of its SBIN. A Service Bureau 
must not transfer its SBIN by sale, 
merger, loan, gift, or otherwise to an
other entity. 

.16 An Electronic Filer who functions 
as a Transmitter must: 

(1) transmit all electronic returns 
within three calendar days of receipt; 

(2) retrieve the acknowledgement 
file within two work days of transmis
sion; 

(3) match the acknowledgement 
file to the original transmission file and 
initiate the communication of the 
acknowledgement file to the ERO or the 
Service Bureau (whether or not the ERO 
or the Service Bureau are related to the 
Transmitter) within two work days of 
retrieving the acknowledgement file; 

(4) retain an acknowledgement file 
received from the Service until the end 
of the calendar year in which the elec
tronic return was filed; 

(5) immediately contact the appro
pri~te service center's Electronic Filing 
Umt for further instructions if an 
acknowledgement of acceptance for pro
cessing has not been received by the 
Transmitter within two work days of 
transmission or if a Transmitter receives 
an acknowledgement for a return that 
was not transmitted on the designated 
transmission; 

(6) promptly correct any transmis
sion error that causes an electronic 
transmission to be rejected; 

(7) contact the appropriate service 
center's Electronic Filing Unit for assis
tance if a return has been rejected after 
three transmission attempts; 

(8) ensure the security of all trans
mitted data; 

(9) ensure against the unauthorized 
use of its EFIN or ETIN. A Transmitter 
must not transfer its EFIN or ETIN by 
sale, merger, loan, gift, or otherwise to 
another entity; and 

(10) not use software that has a 
Service assigned production password 
built into the software. 

.17 A Transmitter who provides 
transmission services to other unrelated 
Electronic Filers must only accept elec
tronic returns for transmission to the 
IRS Data Communications Subsystem 
from accepted Electronic Filers. A 
Transmitter must include the ERO's 
EFIN and if applicable, the CPIN on 
each return that the Transmitter accepts 
from an ERO. In addition, a Transmitter 
must also include a Service Bureau's 
SBIN if a Service Bureau formats the 
return information. 

.18 An Electronic Filer who functions 
as a Software Developer must: 

(1) promptly correct any software 
error which causes an electronic return 
to be rejected; 

(2) promptly distribute any soft
ware correction; 



(3) ensure that any software pack
age that will be used to transmit any 
returns from multiple Electronic Filers 
has the capability of combining returns 
from these Electronic Filers into one 
Service transmission file taking into ac
count the sorting requirements of the 
Declaration Control Number (DCN); 

(4) ensure that no other entity uses 
the Software Developer's EFIN or 
ETIN. A Software Developer must not 
transfer by sale, merger, loan, gift, or 
otherwise its EFIN or ETIN to another 
entity; and 

(5) not incorporate into its software 
a Service assigned production password. 

.19 An Electronic Filer with a drop
off collection point is the ERO for that 
drop-off collection point. The ERO must 
clearly display its name at each drop-off 
collection point. The Service will hold 
the ERO responsible for any violation of 
the advertising standards described in 
section 12 or any other violation of this 
revenue procedure that occurs at a drop
off collection point listed on the ERO's 
Form 8633. The ERO must also serve as 
the contact point between the Service 
and the drop-off collection point for all 
correspondence including problem reso
lution and report evaluation. 

.20 In addition to the specific respon
sibilities described in this section, an 
Electronic Filer must meet all the re
quirements in this revenue procedure to 
keep the privilege of participating in the 
Electronic Filing Program. 

SECTION 6. PENALTIES 

.01 Penalties for Disclosure or Use of 
Information. 

(1) An Electronic Filer, except a 
Software Developer, is a tax return 
preparer (Preparer) under the definition 
of § 301. 7216--1 (b) of the Regulations 
on Procedure and Administration. A 
Preparer is subject to a criminal penalty 
for disclosure or use of tax return 
information, as described in 
§ 301.7216--1 (a). In general, that regula
tion provides that any pre parer who 
discloses or uses any tax return informa
tion for a purpose other than preparing, 
assisting in preparing, or obtaining or 
providing services in connection with 
the preparation of a tax return is guilty 
of a misdemeanor. In addition, § 6713 
of the Internal Revenue Code provides 
for civil penalties that may be assessed 
against a preparer who makes an unau
thorized disclosure or use of tax return 
information. 

(2) Under § 301.7216--2(h), disclo
sure of tax return information among 
accepted Electronic Filers for the pur
pose of preparing a return is permis
sible. For example, it is permissible for 
an ERO to pass on tax return informa
tion to a Service Bureau and/or a Trans
mitter for the purpose of having an 
electronic return formatted and transmit
ted to the Service. However, if the tax 
return information is discloseq or used 
in any other way, a Service Bureau 
and/or a Transmitter may be guilty of a 
misdemeanor as described in section 
6.01(1) of this revenue procedure. 

.02 Other Preparer Penalties. 
(1) Pre parer penalties may be as

serted against an individual or firm who 
meets the definition of an income tax 
return preparer under § 7701(a)(36) and 
§ 301.7701-15. Examples of preparer 
penalties that may be asserted under 
appropriate circumstances include, but 
are not limited to, those set forth in 
§§ 6694, 6695, and 6713. 

(2) Under § 301.7701-15(d), Elec
tronic Return Collectors, Service Bu
reaus, Transmitters, and Software Devel
opers are not income tax return 
preparers for the purpose of assessing 
most preparer penalties as long as their 
services are limited to "typing, repro
duction, or other mechanical assistance 
in the preparation of a return or claim 
for refund." 

(3) If an Electronic Return Collec
tor, Service Bureau, Transmitter, or Soft
ware Developer alters the return infor
mation in a nonsubstantive way, this 
alteration will be considered to come 
under the "mechanical assistance" ex
ception described in § 301.7701-
15(d)(1). A nonsubstantive change is a 
correction or change limited to a trans
position error, misplaced entry, spelling 
error, or arithmetic correction that falls 
within the following tolerances: 

(a) the Total Tax amount, With
holding amount, Refund amount, or 
Amount Owed shown on Form 8453 
differs from the corresponding amount 
on the electronic portion of the tax 
return by no more than $7; 

(b) the Total Income amount 
shown on Form 8453 differs from the 
corresponding amount on the electronic 
portion of the tax return by no more 
than $25; or 

(c) dropping cents and rounding 
to whole dollars. 

(4) If an Electronic Return Collec
tor, Service Bureau, or Transmitter alters 
the return information in a substantive 
way, rather than having the taxpayer 

alter the return, the Electronic Return 
Collector, Service Bureau, or Transmit
ter will be considered to be an income 
tax return preparer for purposes of 
§ 7701(a)(36). 

(5) If an Electronic Return Collec
tor, Service Bureau, or Transmitter, or 
the product of a Software Developer, 
goes beyond mechanical assistance, any 
of these parties may be held li..lble for 
income tax return preparer penalties. 
Rev. Rul. 85-189, 1985-2 C.B. 341, 
describes a situation where a Software 
Developer was determined to be an 
income tax return preparer and subject 
to certain preparer penalties. 

.03 In addition to the above specified 
provisions, the Service reserves the right 
to assert all appropriate pre parer, 
nonpreparer, and disclosure penalties 
against an Electronic Filer as warranted 
under the circumstances. 

SECTION 7. FORM 8453, u.S. 
INDIVIDUAL INCOME TAX 
DECLARATION FOR ELECTRONIC 
FILING 

.01 Procedures for Completing Form 
8453. 

(1) Form 8453 must be completed 
in accordance with the instructions for 
Form 8453. 

(2) The taxpayer(s)'s name, ad
dress, social security number(s), tax re
turn information, and direct deposit of 
refund information in the electronic 
transmission must be identical to the 
information on the Form 8453 that the 
taxpayer(s) signed and provided for sub
mission to the Service. 

(3) An Electronic Filer, a financial 
institution, or any other entity associated 
with the electronic filing of a taxpayer's 
return must not put its address in the 
section reserved for the taxpayer's ad
dress on Form 8453 or anywhere in the 
electronic portion of a return. 

(4) After the return has been pre
pared and before the return is electroni
cally transmitted, the taxpayer must 
verify the information on the electronic 
portion of the return and on Form 
8453, and must sign Form 8453. The 
taxpayer may verify the information on 
the electronic portion of the return by 
viewing this information on a computer 
display terminal. Both spouses' signa
tures are required on a joint return prior 
to the electronic transmission of the tax 
return. 

(5) An Electronic Filer must sub
mit the taxpayer's Form 8453 to the 
appropriate service center within one 
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work day after the Electronic Filer re
ceives acknowledgment that the elec
tronic portion of the taxpayer's return 
has been accepted for processing. 

(6) If an Electronic Filer functions 
as an ERO, the Electronic Filer must 
sign the ERO's Declaration on Form 
8453. 

(7) If the ERO is also the paid 
preparer, the ERO must check the "Paid 
Preparer" box and sign the ERO Decla
ration on Form 8453. 

.02 Corrections to Form 8453. 
(1) A new Form 8453 is not re

quired for a nonsubstantive change. A 
nonsubstantive change is limited to a 
correction that does not exceed the 
tolerances, described in section 7.02(2) 
of this revenue procedure for arithmetic 
errors, a transposition error, a misplaced 
entry, or a spelling error. The incorrect 
non substantive information must be 
neatly lined through on the Form 8453 
and the correct data entered next to the 
lined-through entry. Also, the individual 
making the correction must initial the 
correction. 

(2) The tolerances for section 
7 .02( 1) of this revenue procedure are: 

(a) the "Total Income" does not 
differ from the amount on the electronic 
tax return by more than $25; or 

(b) the "Total Tax", the "Fed
eral income tax withheld", the "Re
fund", or the "Amount you owe" does 
not differ from the amount on the 
electronic portion of the tax return by 
more than $7. 

(3) If the ERO makes a substantive 
change to the electronic portion of the 
return after Form 8453 has been signed 
by the taxpayer, but before it is trans
mitted, the ERO must have all the 
necessary parties described above sign a 
new Form 8453 that reflects the correc
tions before the return is transmitted. 

(4) Dropping cents or rounding to 
whole dollars does not constitute a sub
stantive change or alteration to the re
turn unless the amount differs by more 
than the above tolerances. All rounding 
should be accomplished in accordance 
with the instructions in the Form 1040 
tax package. 

.03 If the Service determines that a 
Form 8453 is missing, the ERO must 
provide the Service with a replacement. 
The ERO must also provide a copy of 
the Form(s) W-2, W-2G, 1099R, and 
all other attachments to Form 8453. 

.04 If a substitute Form 8453 is used 
it must be approved by the Service prio; 
to use. See Rev. Proc. 96-48, 1996-39 
I.R.B. 10. 
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SECTION 8. INFORMATION AN 
ELECTRONIC FILER MUST PROVIDE 
TO THE TAXPAYER 

.01 The ERO must furnish the tax
payer with a complete paper copy of the 
taxpayer's return. A complete copy of a 
taxpayer's return includes: (1) Form 
8453 and other paper documents that 
cannot be electronically transmitted, and 
(2) a printout of the electronic portion 
of the return. See section 2.02 of this 
r~venue procedure. The electronic por
tIOn of the return can be contained on a 
replica of an official form or on an 
unofficial form. However, on an unoffi
cial form, data entries must be refer
enced to the line numbers on an official 
form. 

.02 The ERO must advise the tax
payer to retain a complete copy of the 
return and any supporting material. 

.03 The ERO must advise the tax
payer that an amended return, if needed, 
must be filed as a paper return and 
mailed to the service center that would 
handle the taxpayer's paper return. 

.01 The ERO must, upon request, 
proVIde the taxpayer with the Declara
tion Control Number and the date the 
electronic portion of the taxpayer's re
turn w~s acknowledged as accepted for 
processmg by the Service. 

.05 The ERO must advise taxpayers 
that they can call the local IRS TeleTax 
number to inquire about the status of 
their tax refund. The ERO should also 
advise taxpayers to wait at least three 
weeks from the acceptance date of the 
electronic return before calling the 
TeleTax number. 

.06 If a taxpayer chooses to use an 
address other than his or her home 
address on the return, the Electronic 
Filer must inform the taxpayer that the 
address on the electronic portion of the 
return, once processed by the Service 
will be used to update the taxpayer'~ 
address of record. The Internal Revenue 
Service uses the taxpayer's address of 
record for various notices that are re
quired to be sent to a taxpayer's "last 
known address" under the Internal Rev
enue Code, and for refunds of overpay
ments of tax (unless otherwise specifi
cally directed by the taxpayer, such as 
by Direct Deposit). 

SECTION 9. DIRECT DEPOSIT OF 
REFUNDS 

.01 The Service will ordinarily pro
cess a request for Direct Deposit but 
reserves the right to issue a paper refund 
check. 

.02 The Service does not guarantee a 
specific date by which a refund will be 
~irectly deposited into the taxpayer's 
fmancial institution account. 

.03 Neither the Service nor Financial 
~anagement Service (FMS) is respon
SIble for the misapplication of a Direct 
Deposit that is caused by error, negli
gence, or malfeasance on the part of the 
taxpayer, Electronic Filer, financial insti
tutIon, or any of their agents. 

.04 An ERO must: 
(1) advise taxpayers of the option 

to receive their refund by paper check 
or direct deposit; 

(2) not charge a separate fee for a 
Direct Deposit; 
. (3) accept any Direct Deposit elec-

tIon to any eligible financial institution 
designated by the taxpayer; 

. (4) ensure that the taxpayer is eli
gIble to choose Direct Deposit; 

(5) verify that the taxpayer has 
entered the Direct Deposit information 
requested on Part II of Form 8453 
correctly and that the information en
tered is the information transmitted with 
the electronic portion of the return· 

(6) caution the taxpayer tha; once 
an electronic return has been accepted 
for processing by the Service: 

(a) the Direct Deposit election 
cannot be rescinded; 

(b) the Routing Transit Number 
(RTN) of the financial institution cannot 
be changed; and 

(c) the taxpayer's account num
ber cannot be changed; and 

(7) advise the taxpayer that refund 
information is available by calling the 
local IRS TeleTax number. See section 
8.05 of this revenue procedure. 

SECTION 10. REFUND 
ANTICIPATION LOANS 

.01 A Refund Anticipation Loan 
(RAL) is money borrowed by a taxpayer 
that is based on a taxpayer's anticipated 
income tax refund. The Service has no 
involvement in RALs. A RAL is a 
contract between the taxpayer and the 
lender. 

.02 Any entity that is involved in the 
Electronic Filing Program, including a 
financial institution that accepts direct 
deposits of income tax refunds, has an 
obligation to every taxpayer who applies 
for a RAL to clearly explain to the 
taxpayer that a RAL is in fact a loan, 
and not. a. substitute for or a quicker way 
of recelvmg an income tax refund. An 
Electronic Filer must advise the tax
payer that if a Direct Deposit is not 



timely, the taxpayer may be liable to the 
lender for additional interest on the 
RAL. 

.03 An Electronic Filer may assist a 
taxpayer in applying for a RAL. 

.04 An Electronic Filer may charge a 
flat fee to assist a taxpayer in applying 
for a RAL. The fee must be identical for 
all of the Electronic Filer's customers 
and must not be related to the amount 
of the refund or a RAL. The Electronic 
Filer must not accept a fee from a 
financial institution for any service con
nected with a RAL that is contingent 
upon the amount of the refund or a 
RAL. 

.05 The Service has no responsibility 
for the payment of any fees associated 
with the preparation of a return, the 
electronic transmission of a return, or a 
RAL. 

.06 An Electronic Filer may disclose 
tax information to the lending financial 
institution in connection with an appli
cation for a RAL only with the taxpay
er's written consent as specified in 
§ 301.721 6--3 (b). 

.07 An Electronic Filer that is also 
the return preParer, and the financial 
institution or other lender that makes an 
RAL, may not be related taxpayers 
within the meaning of § 267 or § 707. 

.08 Section 6695(f) imposes a $500 
penalty on a return preParer who en
dorses or negotiates a refund check 
issued to any taxpayer other than the 
return preparer. However, a bank, as 
defined in § 581, may accept the full 
amount of a refund check as a deposit 
in the taxpayer's account for the benefit 
of the taxpayer. Section 1.6695-1 (f) 
clarifies § 6695 of the Code by explain
ing that the prohibition on a return 
preparer negotiating a refund check is 
limited to a refund check for a return 
that the return preParer prepared. A 
preparer that is also a financial institu
tion, but has not made a loan to the 
taxpayer on the basis of the taxpayer's 
anticipated refund, may (1) cash a re
fund check and remit all of the cash to 
the taxpayer or accept a refund check 
for deposit in full to a taxpayer's ac
count, provided the bank does not ini
tially endorse or negotiate the check; or 
(2) endorse a refund check for deposit 
in full to a taxpayer's account pursuant 
to a written authorization of the tax
payer. A pre parer bank may also subse
quently endorse or negotiate a refund 
check as part of the check-clearing 
process through the financial system 
after initial endorsement. Any income 
tax return preparer that violates this 

provlSlon may be suspended from the 
Electronic Filing Program. 

SECTION 11. BALANCE DUE 
RETURNS 

.01 All service centers that accept 
electronically filed returns will accept 
electronically filed balance due returns. 

.02 The Electronic Filer must furnish 
Form 1040-V, Electronic Payment 
Voucher, to a taxpayer who electroni
cally files a balance due return. 

.03 To expedite the crediting of a tax 
payment, a taxpayer who electronically 
files a balance due return should mail 
his or her tax payment with either Form 
1040-V or the scannable payment 
voucher that is included in some tax 
packages. Each of these options has 
specific mailing instructions. 

.04 A taxpayer who electronically 
files a balance due return must make a 
full and timely payment of any tax that 
is due. Failure to make full payment of 
any tax that is due on or before April 
15, 1997, will result in the imposition of 
interest and may result in the imposition 
of penalties. 

SECTION 12. ADVERTISING 
STANDARDS FOR ELECTRONIC 
FILERS AND FINANCIAL 
INSTITUTIONS 

. 01 An Electronic Filer shall comply 
with the advertising and solicitation pro
visions of 31 C.P.R. Part 10 (Treasury 
Department Circular No. 230). This cir
cular prohibits the use or participation in 
the use of any form of public communi
cation containing a false, fraudulent, 
misleading, deceptive, unduly influenc
ing, coercive, or unfair statement or 
claim. In addition, advertising must not 
imply a special relationship with the 
Service, FMS, or the Treasury Depart
ment. Any claims concerning faster re
funds by virtue of electronic filing must 
be consistent with the language in offi
cial Service publications. 

.02 An Electronic Filer must adhere 
to all relevant federal, state, and local 
consumer protection laws that relate to 
advertising and soliciting. 

.03 An Electronic Filer must not use 
the Service's name, "Internal Revenue 
Service" or "IRS" , within a firm's 
name. 

.04 An Electronic Filer must not use 
improper or misleading advertising in 
relation to the Electronic Filing Program 
(including the time frames for refunds 
and RALs). 

.05 Use of Direct Deposit name and 
logo. 

(1) The name "Direct Deposit" 
will be used with initial capital letters or 
all capital letters. 

(2) The logo/graphic for Direct De
posit will be used whenever feasible in 
advertising copy. 

(3) The color or size of the Direct 
Deposit logo/graphic may be changed 
when used in advertising pieces. 

.06 Advertising materials shall not 
carry the FMS, IRS, or other Treasury 
Seals. 

.07 Advertising for a cooperative 
electronic return project (public/private 
sector) must clearly state the names of 
all cooperating parties. 

.08 In advertising the availability of a 
RAL, an Electronic Filer and a financial 
institution must clearly (and, if appli
cable, in easily readable print) refer to 
or describe the funds being advanced as 
a loan, not a refund; that is, it must be 
made clear in the advertising that the 
taxpayer is borrowing against the antici
pated refund and not obtaining the re
fund itself from the financial institution. 

.09 If an Electronic Filer uses radio 
or television broadcasting to advertise, 
the broadcast must be pre-recorded. The 
Electronic Filer must keep a copy of the 
pre-recorded advertisement for a period 
of at least 36 months from the date of 
the last transmission or use . 

.10 If an Electronic Filer uses direct 
mail or fax communications to advertise, 
the Electronic Filer must retain a copy 
of the actual mailing or fax, along with 
a list or other description of the firms, 
organizations, or individuals to whom 
the communication was mailed, faxed, 
or otherwise distributed for a period of 
at least 36 months from the date of the 
last mailing, fax, or distribution. 

.11 Acceptance to participate in the 
Electronic Filing Program does not im
ply endorsement by the Service or FMS 
of the software or quality of services 
provided. 

SECTION 13. MONITORING AND 
SUSPENSION OF AN ELECTRONIC 
FILER 

.01 The Service will monitor an Elec
tronic Filer for conformity with this 
revenue procedure. The Service can im
mediately suspend, without notice, an 
Electronic Filer from the Electronic Fil
ing Program. However, in most circum
stances, a suspension from participation 
in the Electronic Filing Program is ef
fective as of the date of the letter 
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informing the Electronic Filer of the 
suspension. Before suspending an Elec
tronic Filer, the Service may issue a 
warning letter that describes specific 
corrective action for deviations from this 
revenue procedure. 

.02 If a Principal or Responsible Of
ficial is suspended from the Electronic 
Filing Program, every entity that listed 
the suspended Principal or Responsible 
Official on its Form 8633 may also be 
suspended. 

.03 The Service will monitor the 
timely receipt of Forms 8453, as well as 
their overall legibility. 

.04 The Service will monitor the 
quality of an Electronic Filer's transmis
sions throughout the filing season. The 
Service will also monitor electronic re
turns and tabulate rejections, errors, and 
other defects. If quality deteriorates, the 
Electronic Filer will receive a warning 
from the Service. 

.05 The Service will monitor drop-off 
collection points and advise a parent of 
any Electronic Filing Program violations 
the Service has encountered with a 
parent's drop-off collection point. If a 
parent fails to correct a drop-off collec
tion point problem, the parent will be 
required to eliminate that drop-off col
lection point. Failure to take corrective 
action or eliminate a drop-off collection 
point will cause the Service to suspend 
the parent. If the Service initiates sus
pension action, it will apply to all 
returns filed by the parent. 

.06 The Service will monitor com
plaints about an Electronic Filer and 
issue a warning or suspension letter as 
appropriate. 

.07 The Service reserves the right to 
suspend the electronic filing privilege of 
any Electronic Filer that violates any 
provision of this revenue procedure. 
Generally, the Service will advise a 
suspended Electronic Filer concerning 
the requirements for reacceptance into 
the Electronic Filing Program. The fol
lowing reasons may lead to a warning 
letter and/or suspension of an Electronic 
Filer from the Electronic Filing Program 
(this list is not all-inclusive): 

(I) the reasons listed in section 
4.19 of this revenue procedure; 

(2) deterioration in the format of 
individual transmissions; 

(3) unacceptable cumulative error 
or rejection rate; 

(4) untimely received, illegible, in
complete, missing, or unapproved sub
stitute Forms 8453; 
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(5) stockpiling returns at any time 
while participating in the Electronic Fil
ing Program; 

(6) failure on the part of a Trans
mitter to retrieve acknowledgement files 
within two work days of transmission 
by the Service; 

(7) failure on the part of a Trans
mitter to initiate the communication of 
acknowledgement files to clients within 
two work days of receipt of the 
acknowledgement files from the Service; 

(8) significant complaints about an 
Electronic Filer's performance in the 
Electronic Filing Program; 

(9) failure on the part of an Elec
tronic Filer to ensure that no other entity 
uses the Electronic Filer's EFIN and/or 
ETIN; 

(10) having more than one EFIN 
for the same business entity at the same 
location (the business entity is generally 
the entity that reports on its return the 
income derived from electronic filing), 
unless the Service has issued more than 
one EFIN to a business entity. For 
example, the Service may issue more 
than one EFIN to accommodate high 
volumes of returns; 

(II) failure on the part of a Trans
mitter to include a Service Bureau's 
SBIN in the transmission of a return 
submitted by a Service Bureau; 

(12) failure on the part of an ERO 
to include a drop-off collection point's 
CPIN as part of a return collected from 
a drop-off collection point; 

(13) failure on the part of an Elec
tronic Filer to cooperate with the Ser
vice's efforts to monitor Electronic Fil
ers and investigate electronic filing 
abuse; 

(14) failure on the part of an Elec
tronic Filer to properly use the standard/ 
non-standard W-2 indicator; 

(15) failure on the part of an Elec
tronic Filer to properly use the refund 
anticipation loan (RAL) indicator; 

(16) failure on the part of a Ser
vice Bureau or a Transmitter to include 
the ERO's EFIN as part of a return that 
the ERO submits to the Service Bureau 
or the Transmitter; 

(17) violation of the advertising 
standards described in section 12 of this 
revenue procedure; 

(18) failure to maintain and make 
available records as described in section 
5.09(4) of this revenue procedure; 

(19) accepting a tax return for 
electronic filing either directly or indi
rectly from a firm, organization, or 
individual (other than the taxpayer who 

is submitting his or her return) that is 
not in the Electronic Filing Program; 

(20) submitting the electronic por
tion of a return with information that is 
not identical to the information on Form 
8453; 

(21) failure to timely pay any ap
plicable fees, as implemented by subse
quent guidance; or 

(22) failure to timely submit a re
vised Form 8633 notifying the Service 
of changes described in section 4.03 or 
4.04 of this revenue procedure. 

.08 The Service may list in the Inter
nal Revenue Bulletin, district office list
ings, district office newsletters, and the 
EFS Bulletin Board the name and own
er(s) of any entity suspended from the 
Electronic Filing Program and the effec
tive date of the suspension. 

.09 A district director may warn Elec
tronic Filers who are using the services 
of a rejected or a suspended Electronic 
Filer that sections 4.19(11) and (12) of 
this revenue procedure prohibit a busi
ness relationship with a rejected or a 
suspended Electronic Filer. However, in 
appropriate circumstances, the Service 
may immediately suspend the Electronic 
Filer. 

.10 If an application for participation 
in the Electronic Filing Program is de
nied, the applicant is ineligible to submit 
a new application for two years from 
the application date of the denied appli
cation. 

.11 If an Electronic Filer is sus
pended from participating in the Elec
tronic Filing Program, the period of 
suspension includes the remainder of the 
calendar year in which the suspension 
occurs plus the next two calendar years. 
A suspended participant may submit a 
new application for the application pe
riod immediately preceding the end of 
the suspension. 

SECTION 14. ADMINISTRATIVE 
REVIEW PROCESS FOR DENIAL OF 
PARTICIPATION IN THE 
ELECTRONIC FILING PROGRAM 

.01 An applicant that has been denied 
participation in the Electronic Filing 
Program has the right to an administra
tive review. During the administrative 
review process, the denial of participa
tion remains in effect. 

.02 In response to the submission of 
a Form 8633, the appropriate district 
office will either (I) accept an applicant 
into the Electronic Filing Program, or 
(2) issue a proposed letter of denial that 
explains to the applicant why the district 



office proposes to reject the application 
to participate in the Electronic Filing 
Program. 

.03 An applicant that receives a pro
posed letter of denial may mail or 
deliver, within 30 calendar days of the 
date of the proposed letter of denial, a 
written response to the district office 
that issued the proposed letter of denial. 
The applicant's response must address 
the district office's explanation for pro
posing the denial to participate. 

.04 Upon receipt of an applicant's 
written response, the district office will 
reconsider its proposed letter of denial. 
The district office may (1) withdraw its 
proposed letter of denial and admit the 
applicant into the Electronic Filing Pro
gram, or (2) finalize its proposed letter 
of denial and issue it to the applicant. 

.05 If an applicant receives a final 
letter from the district office that denies 
the applicant participation in the Elec
tronic Filing Program, the applicant is 
entitled to an appeal, in writing, to the 
Director of Practice. 

. 06 The appeal must be mailed or 
delivered to the district office that is
sued the denial letter within 30 calendar 
days of the date of the denial letter. An 
applicant's written appeal must contain a 
detailed explanation, with supporting 
documentation, of why the denial should 
be reversed. In addition, the applicant 
must include a copy of the applicant's 
Form 8633 and a copy of the denial 
letter. 

.07 The district office whose denial is 
being appealed will, upon receipt of a 
written appeal to the Director of Prac
tice, forward to the Director of Practice 
its file on the applicant and the material 
described in section 14.06 of this rev
enue procedure that the applicant has 
submitted to the district office. The 
district office will forward to the Direc
tor of Practice these materials within 15 
calendar days of receipt of the appli
cant's written appeal to the Director of 
Practice. 

.08 Failure to respond within the 30-
day periods described in sections 14.03 
and 14.06 of this revenue procedure 
irrevocably terminates an applicant's 
right to an administrative review or 
appeal. 

SECTION 15. ADMINISTRATIVE 
REVIEW PROCESS FOR 
SUSPENSION FROM THE 
ELECTRONIC FILING PROGRAM 

.0 I An Electronic Filer that has been 
suspended from participation in the 

Electronic Filing Program has the right 
to an administrative review. During the 
administrative review process, the sus
pension remains in effect. 

.02 If an Electronic Filer receives a 
proposed suspension letter, the Elec
tronic Filer may mail or deliver, within 
30 calendar days of the date of the 
proposed suspension letter, a detailed 
written explanation, with support
ing documentation, of why the pro
posed suspension letter should be with
drawn. This written response should be 
sent to the district office or service 
center that issued the proposed suspen
sion letter. 

.03 Upon receipt of the Electronic 
Filer's written response, the district of
fice or service center will reconsider its 
proposed suspension of the Electronic 
Filer. The district office or service cen
ter will either withdraw its proposed 
suspension letter and reinstate the Elec
tronic Filer or issue a suspension letter 
to the Electronic Filer. 

.04 If an Electronic Filer receives a 
suspension letter from a district office or 
a service center, the Electronic Filer is 
entitled to an appeal, in writing, to the 
Director of Practice. 

.05 The appeal must be mailed or 
delivered to the district office or service 
center that issued the suspension let
ter within 30 calendar days of the 
date of the suspension letter. The Elec
tronic Filer's written appeal must 
contain detailed reasons, with support
ing documentation, for reversal of the 
suspension. In addition, the Electronic 
Filer must include a copy of its Form 
8633 and a copy of the suspension 
letter. 

.06 The district office or service cen
ter whose decision to suspend is be
ing appealed will, upon receipt of a 
written appeal to the Director of Prac
tice, forward to the Director of Practice 
its file on the Electronic Filer and the 
material described in section 15.05 of 
this revenue procedure that the Elec
tronic Filer has submitted to the district 
office or the service center. The district 
office or the service center will forward 
to the Director of Practice these materi
als within IS calendar days of the 
receipt of the Electronic Filer's written 
request for appeal to the Director of 
Practice. 

.07 Failure to appeal within the 30-
day period described in section 15.05 of 
this revenue procedure irrevocably ter
minates an Electronic Filer's right to an 
appeal. 

SECTION 16. VITA AND TCE 
SPONSORED ELECTRONIC FILING 

.01 This revenue procedure applies to 
VITA (Volunteer Income Tax Assis
tance) and TCE (Tax Counselling for the 
Elderly) sponsors subject to the excep
tions and restrictions described in this 
section. 

.02 For purposes of this section, the 
District Director may be represented by 
an individual designated by the District 
Director such as a District Office Elec
tronic Filing Coordinator (DOEFC) or a 
Taxpayer Education Coordinator. 

.03 To be accepted in, or to continue 
participation in, the Electronic Filing 
Program, a VITA or TCE sponsor must: 

(1) have obtained the District Di
rector's permission (and, in the case of a 
TCE sponsor, the permission of the 
Service office that is funding the TCE 
program) to provide electronic filing; 
and 

(2) have a manual or electronic 
quality review system for each return to 
be electronically filed . 

.04 The District Director will advise 
the VITA and TCE sponsor how to 
submit or transmit returns. Some of the 
options available to the District Director 
are: 

(1) having the VITA or TCE spon
sor submit returns on paper, magnetic 
disk, or in an electronic transmission to 
the DOEFC or other locally designated 
office; 

(2) having the VITA or TCE spon
sor directly transmit returns to the ap
propriate service center; or 

(3) having the VITA or TCE spon
sor use a third party Transmitter. 

.05 A VITA or TCE sponsor is not 
required to manually sign Form 8453 as 
ERa. However, if the VITA or TeE 
sponsor chooses not to manually sign 
Form 8453, the VITA or TeE sponsor 
must otherwise furnish on Form 8453 its 
VITA or TCE acronym and, if operating 
from multiple sites, a site designation 
number. 

.06 A VITA or TeE sponsor can only 
accept a return for electronic filing that 
is (1) prepared at the VITA or TeE site 
by a VITA or TeE volullteer, (2) pre
pared by a taxpayer that meets the 
criteria for VITA or TeE assistance, or 
(3) prepared by a paid preparer that 
meets the criteria for VITA or TeE 
assistance. 

.07 Only returns and accompanying 
forms and schedules included in a dis
trict, VITA, or TCE training course may 
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be accepted for electronic filing by a 
VITA or TeE sponsor. 

.08 A VITA or TeE sponsor and a 
District Director may enter into an 
agreement that provides for the retention 
of copies of tax returns and Forms 8453 
by a District Director. This information 
must be retained by either the VITA or 
TeE sponsor or a District Director. This 
information must not be given to a third 
party, including a third party Transmit
ter. 

.09 A District Director is responsible 
for ensuring that Form 8453 is sent to 
the appropriate Service office or service 
center. However, a District Director may 
delegate to the VITA or TeE sponsor 
the responsibility for mailing Form 8453 
to the appropriate office or service cen
ter. 

.10 A VITA or TCE sponsor may 
collect a fee only if it is directly related 
to defraying the actual cost of electroni
cally transmitting a tax return. A VITA 
or TCE sponsor may also collect this 
fee on behalf of a third party Transmit
ter who electronically transmitted a 
VITA or TCE return. 

. 11 Before a VITA or TCE sponsor 
may collect a fee for electronically 
filing a tax return, the VITA or TCE 
sponsor must ensure that the taxpayer 
understands that: 

(1) the fee is not for the prepara
tion of the return; and 

(2) the VITA or TCE service is 
offered without regard to either the 
electronic filing of a return or the 
collection of a fee. 

SECTION 17. EMPLOYER 
SPONSORED ELECTRONIC FILING 

.01 This revenue procedure applies to 
an employer who chooses to offer elec
tronic filing as an employee benefit to 
(1) business owners and spouses, (2) 
employees and spouses, and/or (3) de
pendents of business owners and em
ployees, subject to the exceptions and 
restrictions described in this section. 

.02 For purposes of this section, the 
District Director may be represented by 
an individual designated by the District 
Director. 

.03 An employer may choose to elec
tronically transmit returns or may ar
range to have tax returns electronically 
transmitted through a third party. If an 
employer chooses to transmit returns 
from more than one location, the em
ployer must submit a properly com
pleted Form 8633 for each location. 
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.04 An employer may offer electronic 
filing as an employee benefit whether 
the employer chooses to transmit tax 
returns or contracts with a third party to 
transmit the tax returns. 

.05 If an employer contracts with a 
third party to transmit tax returns, the 
employer may collect from participating 
employees a fee that is directly related 
to defraying the actual cost of electroni
cally transmitting a tax return. 

.06 An employer is not required to 
manually sign Form 8453 as ERO. 
However, if the employer chooses not to 
manually sign Form 8453, the employer 
must otherwise furnish on Form 8453 its 
name, address, and the designation 
"Employee Benefit," and if operating 
from multiple sites, a site designation 
number. 

.07 An employer and a District Di
rector may enter into an agreement that 
provides for the retention of copies of 
tax returns including Forms 8453. In the 
absence of such an agreement, this in
formation must be retained by the em
ployer. This information is not to be 
given to a third party, including a third 
party Transmitter. 

SECTION 18. EFFECT ON OTHER 
DOCUMENTS 

Rev. Proc. 95-49, 1995-2 C.B. 419, 
is superseded. 

SECTION 19. EFFECTIVE DATE 

This revenue procedure is effective 
December 30, 1996. 

SECTION 20. INTERNAL REVENUE 
SERVICE OFFICE CONTACT 

All questions regarding this revenue 
procedure should be directed to the 
Internal Revenue Service. The telephone 
number for this purpose is (202) 283-
1010 (not a toU-free number). 

SECTION 21. PAPERWORK 
REDUCTION ACT 

The collections of information con
tained in this revenue procedure have 
been reviewed and approved by the 
Office of Management and Budget in 
accordance with the Paperwork Reduc
tion Act (44 U.S.C. 3507) under control 
number 1545-1512. 

An agency may not conduct or spon
sor, and a person is not required to 
respond to, a collection of information 
unless the collection of information dis
plays a valid control number. 

The coUections of information in this 
revenue procedure are in sections 5, 8, 

9, and 12. This information is required 
to implement the Electronic Filing Pro
gram and to enable taxpayers to file 
their individual income tax returns elec
tronically. The information will be used 
to ensure that taxpayers receive accurate 
and essential information regarding the 
filing of their electronic returns and to 
identify the persons involved in the 
filing of electronic returns. The collec
tions of information are required to 
retain the benefit of participating in the 
Electronic Filing Program. The likely 
respondents are business or other for
profit institutions. 

The estimated total annual reporting 
and recordkeeping burden is 1,146,272 
hours. 

The estimated annual burden per 
respondentirecordkeeper varies from six 
(6) minutes to 15.5 hours, depending on 
individual circumstances, with an esti
mated average of 15.28 hours (or ap
proximately six (6) minutes per elec
tronically filed return). The estimated 
number of respondents and recordkeep
ers is 75,000. 

The estimated annual frequency of 
responses is on occasion . 

Books or records relating to a collec
tion of information must be retained as 
long as their contents may become ma
terial in the administration of any inter
nal revenue law. Generally, tax returns 
and tax return information are confiden
tial, as required by 26 U.S.C. § 6103. 

26 CFR 601.602: Tax forms and instructions. 
(Also Part 1, Sections 6012, 6061; 1.6012-5, 
1.6061-1.) 
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SECTION 1. PURPOSE 

This revenue procedure informs those 
who participate in the 1997 On-Line 
Filing Program for Form 1040 and Form 
1040A, U.S. Individual Income Tax Re
turn, and Form 1040EZ, Income Tax 
Return for Single and Joint Filers With 
No Dependents, of their obligations to 
the Internal Revenue Service, taxpayers, 
and other participants. This revenue pro
cedure updates Rev. Proc. 96-20, 
1996--4 I.R.B. 88. 

SECTION 2. BACKGROUND AND 
CHANGES 

.01 During the 1996 federal income 
tax filing season, all returns filed 
through the On-Line Filing Program 
were filed at the Austin Service Center. 
For the 1997 federal income tax filing 
season, the program is being expanded 
to allow returns filed through the On
Line Filing Program to be filed at ~11 
service centers that process electromc 
returns . 

. 02 Section 1.6012-5 of the Income 
Tax Regulations provides that the Com
missioner may authorize the use, at the 
option of a person required t? m.ake a 
return, of a composite return m heu of 
any form specified in 26 c.F.R. ~~t 1 
(Income Tax), subject to the condItlO.ns, 
limitations, and special rules governmg 
the preparation, execution, fili~g,. and 
correction thereof as the CommIssIoner 
may deem appropriate. 

.03 For purposes of this r~venue ~ro
cedure an on-line electromcally fIled 
Form '1040 Form 1040A, or Form 
lO40EZ is a' composite return consisting 
of electronically transmitted data and 
certain paper documents. The non-

electronic portion of the return consists 
of Form 8453-0L, U.S. Individual In
come Tax Declaration for On-Line Fil
ing, and other paper documents that 
cannot be electronically transmitted. 
Form 8453-0L must be received by the 
Service before an on-line electronically 
filed return is complete (See section 
5.07 of this revenue procedure). An 
on-line electronically filed return must 
contain the same information that a 
return filed completely on paper con
tains. See section 7 of this revenue 
procedure for procedures for completing 
Form 8453-0L. 

.04 The Service will periodically is
sue a publication that lists the forms and 
schedules associated with a Form 1040 
that can be electronically transmitted. 

.05 A Form 1040, a Form lO40A, or 
a Form 1040EZ cannot be electronically 
filed after October 15, 1997, notwith
standing the fact that the taxpayer has 
been granted an extension to file a 
return beyond that date. 

.06 An amended tax return cannot be 
electronically filed. A taxpayer must file 
an amended tax return on paper in 
accordance with the instructions for 
Form 1040X, Amended U.S. Individual 
Income Tax Return. 

.07 A tax return that has a foreign 
address for the taxpayer cannot be elec
tronically filed. Army/Air Force (APO) 
and Fleet (FPO) post offices are not 
considered foreign addresses. 

.08 A tax return for a decedent can
not be electronically filed. The dece
dent's spouse or personal representative 
must file a paper tax return for the 
decedent. 

.09 This revenue procedure updates 
Rev. Proc. 96--20, which applied to the 
On-Line Filing Program for the 1996 
filing season. The updates include 
changes in the On-Line Filing .~rog.ram 
for the 1997 filing season, clarIfIcatIOns 
of prior On-Line Filing Program s~ate

ments, and additional guidance denved 
from other Service documents that relate 
to the On-Line Filing Program. Some of 
the updates are: 

(1) in certain circumstances, a l~tter 
may be submitted in lieu of a reVIsed 
Form 8633 (section 4.04); 

(2) the time period to submit a re
vised Form 8633 is extended to 30 days 
(section 4.05); 

(3) a fee for the electronic transmis
sion of a tax return may not be com
puted using any amount from the return 
(section 5.04); 

(4) a revised Form 8633 must be 
filed with the IRS Headquarters On-Line 
Filing Analyst (section 5.05); 

(5) the time period for an On-Line 
Filer to notify the Service that it is 
discontinuing its participation in the On
Line Filing Program is extended to 30 
days (section 5.06); 

(6) a Software Developer must ensure 
that its software package cannot be used 
to transmit more than three electronic 
returns (section 5.10(3»; 

(7) a Software Developer must ensure 
that its software package contains a 
Form 8453-0L format that can be 
printed and used by a taxpayer to file 
with the Service (section 5.10(4»; 

(8) a Software Developer must ensure 
that its software package contains a 
consent to disclosure statement (section 
5.1 0(5»; 

(9) a Software Developer must pro
vide software and accompanying docu
mentation to the IRS Headquarters On
Line Filing Analyst once the software 
has been successfully tested (section 
5.10(6»; 

(10) a Transmitter must transmit elec
tronic returns to the appropriate service 
center based on the state code in the 
taxpayer's return address (section 
5.11 (3»; 

(11) a Transmitter must enter the let
ter "0" in Field #15 (Transmission 
Type Code) when transmitting the elec
tronic portion of an on-line electroni
cally filed return to the Service (section 
5.13); 

(12) a Transmitter must not combine 
the electronic portion of an on-line 
electronically filed return with the elec
tronic portion of any other return within 
the same transmission to the Service 
(section 5.14); 

(13) a Transmitter must provide a 
taxpayer with the appropriate service 
center's address for mailing the Form 
8453-0L (section 5.15(5»; 

(14) a Software Developer that per
forms a function in the On-line Filing 
Program other than software develop
ment is a tax return pre parer under the 
definition of § 301.7216--1(a) of the 
Regulations on Procedure and Adminis
tration (section 6.01 (1»; 

(15) a taxpayer will mail Form 
8453-0L to the appropriate service cen
ter (section 7.01); 

(16) the effect of suspending a Prin
cipal or a Responsible Official, on enti
ties that listed the Principal or Respon
sible Official on their Forms 8633, is 
clarified (section 12.02); 
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(17) the two-year periods for denial 
and suspension are modified and clari
fied (sections 12.09 and 12.10); 

(18) the time and method to respond 
to a proposed letter of denial and a 
denial letter are clarified (sections 13.03 
and 13.06); and 

(19) the time and method to respond 
to a proposed suspension letter and a 
suspension letter are clarified (sections 
14.02 and 14.05). 

SECTION 3. ON-LINE FILING 
PARTICIPANTS-DEFINITIONS 

.01 After acceptance into the On-Line 
Filing Program, as described in section 
4 of this revenue procedure, a partici
pant is referred to as an "On-Line 
Filer. " 

. 02 An On-Line Filer is categorized 
as follows: 

(1) ON-LINE SERVICE PRO
VIDER. An "On-Line Service Provider" 
is an on-line information service organi
zation that provides paying subscribers 
dial-up access to a variety of data bases. 
For purposes of the On-Line Filing 
Program, an On-Line Service Provider 
must also have: 

(a) an established subscriber or 
client base to whom the On-Line Ser
vice Provider offers services on a con
tinuing basis and about which the On
Line Service Provider maintains certain 
minimum information identifying the 
subscriber. Such information could in
clude the subscriber's name, account 
number, or credit card or demand de
posit account number; 

(b) a port capacity of at least 
1,000 lines or the ability to simulta
neously service 1,000 customers; 

(c) a network of personal com
puters that are linked by modems; 

(d) access to a broad spectrum 
of information and/or entertainment ser
vices; and 

(e) a client base that has the 
ability to communicate using electronic 
mail. 

(2) SOFTWARE DEVELOPER. A 
"Software Developer" develops soft
ware for the purposes of (a) formatting 
returns according to the Service's elec
tronic return specifications; and/or (b) 
transmitting electronic returns directly to 
the Service. A Software Developer may 
also sell its software. 

(3) TRANSMIITER. A "Transmit
ter" transmits the electronic portion of a 
return directly to the IRS Data Commu
nications Subsystem. An entity that pro
vides a "bump-up" service is a Trans-
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mitter. A "bump-up" service provider 
increases the transmission rate or line 
speed of formatted or reformatted infor
mation that is being sent to the Service 
via a public switched telephone network. 
For example, a bump-up service pro
vider may increase the transmission rate 
or line speed of information from 4800 
bits per second (BPS) to 9600 BPS. 
Service specifications for electronic fil
ing require an asynchronous speed of 
300 BPS to 38,400 BPS or a 
bisynchronous speed of 4800 BPS to 
19,200 BPS. 

.03 The On-Line Filer categories are 
not mutually exclusive. For example, an 
On-line Service Provider can, at the 
same time, be considered a Transmitter 
or Software Developer depending on the 
function(s) performed . 

SECTION 4. ACCEPTANCE IN THE 
ON-LINE FILING PROGRAM 

.01 The Service will review and pro
cess applications received on or before 
December 2, 1996, for acceptance into 
the 1997 On-Line Filing Program. 

.02 Applicants and On-Line Filers are 
required to submit a new Form 8633 
designated for the On-Line Filing Pro
gram (hereinafter "Form 8633 "), with 
fingerprint cards for appropriate indi
viduals, to the IRS Headquarters On
Line Filing Analyst (see section 17 of 
this revenue procedure) if: 

(1) the applicant has never partici
pated in the On-Line Filing Program; 

(2) the On-Line Filer intends to 
function as an On-Line Service Provider 
or a Transmitter during the 1997 On
Line Filing Program; 

(3) the applicant has previously 
been denied participation in the On-Line 
Filing Program; or 

(4) the applicant has been sus
pended from the On-Line Filing Pro
gram. 

.03 An On-Line Filer must submit a 
revised Form 8633, signed by all Princi
pals and the Responsible Official, with 
completed fingerprint cards for the ap
propriate individuals if: 

(1) there is an additional Principal, 
such as a partner or corporate officer, 
that must be listed on Form 8633, line 8 
(formerly line lk(1 », "Principals of 
Your Firm or Organization"; 

(2) there is a "Principal" listed on 
Form 8633, line lk(1), that should be 
deleted; or 

(3) the "Responsible Official" on 
Form 8633, line 9 (formerly line lk(2» 
changes. 

.04 An On-Line Filer must submit 
either a revised Form 8633 or a letter 
containing the same information con
tained in a revised Form 8633 if there is 
any change to the following: 

(1) the Firm name or Doing Busi
ness As (DBA) name; 

(2) the business or mailing address; 
(3) the contact representative or the 

alternate contact representative's name 
or telephone number; or 

(4) the On-Line Filer's form of 
organization, as described on Form 
8633, line lk; 
A Form 8633 or letter submitted under 
this section needs to include only the 
information requested on lines 1 a 
through 1 i of Form 8633 and the infor
mation being revised and must be sub
mitted within 30 days of the change(s). 
A Principal or Responsible Official must 
sign the Form 8633 or the letter. 

.05 Revised applications described in 
section 4.03 or 4.04 of this revenue 
procedure must be submitted to the IRS 
Headquarters On-Line Filing Analyst 
within 30 days of the change(s). 

.06 Applicants and On-Line Filers 
that intend to function as a Transmitter 
or a Software Developer in the 1997 
On-Line Filing Program must first suc
cessfully complete the necessary testing 
at the appropriate service center(s). 

.07 Each individual listed as a Princi
pal or a Responsible Official must: 

(1) be a United States citizen or an 
alien lawfully admitted for permanent 
residence as described in 8 U.S.C. 
§ 1l01(a)(20) (1994); 

(2) have attained the age of 21 as 
of the date of application; 

(3) submit with Form 8633 one 
standard fingerprint card with a full set 
of fingerprints taken by a law enforce
ment agency, except as provided in 
subsection 4.08 of this revenue proce
dure; and 

(4) pass a suitability check that 
includes a credit check and a fingerprint 
check. 

.08 An individual may choose to sub
mit evidence of the individual's profes
sional status in lieu of one standard 
fingerprint card if the individual is: 

(1) an attorney in good standing of 
the bar of the highest court of any State, 
possession, territory, Commonwealth, or 
the District of Columbia, and is not 
currently under suspension or disbar
ment from practice before the Service; 

(2) a certified public accountant 
who is duly qualified to practice as a 
certified public accountant in any State, 
possession, territory, Commonwealth, or 



the District of Columbia, and is not 
currently under suspension or disbar
ment from practice before the Service; 

(3) an enrolled agent pursuant to 
part 10 of 31 C.ER. Subtitle A; 

(4) an officer of a publicly held 
corporation; or 

(5) a banking official who is 
bonded and has been fingerprinted 
within the last two years. 

.09 The Service will issue credentials 
for the 1997 On-Line Filing Program to 
eligible applicants and On-Line Filers 
(provided they have first satisfactorily 
completed the testing described in sec
tion 4.06 of this revenue procedure). No 
one may participate in the On-Line 
Filing Program for the 1997 filing sea
son without the following credentials: 

(1) a letter of acceptance into the 
On-Line Program for the 1997 filing 
season; 

(2) an Electronic Filing Identifica
tion Number (EFIN) for each applicable 
service center; and 

(3) if appropriate, an Electronic 
Transmitter Identification Number 
(ETIN) for each applicable service cen
ter. 

.10 If an On-Line Filer is a Software 
Developer that performs no other func
tion in the On-Line Filing Program but 
software development, no Principal or 
Responsible Official needs to pass a 
suitability check. 

.11 The following reasons, which ap
ply to any firm, organization, Principal, 
or Responsible Official listed on Form 
8633, may result in the rejection of an 
application to participate in the 1997 
On-Line Filing Program (this list is not 
a11-inclusive): 

(1) conviction of any criminal of
fense under the revenue laws of the 
United States, or of any offense involv
ing dishonesty or breach of trust; 

(2) failure to file timely and accu
rate tax returns, including returns indi
cating that no tax is due; 

(3) failure to timely pay any tax 
liabilities; 

(4) assessment of tax penalties; 
(5) suspension/disbarment from 

practice before the Service; 
(6) other facts or conduct of a 

disreputable nature that would reflect 
adversely on the On-Line Filing Pro
gram; 

(7) misrepresentation on an appli
cation; 

(8) suspension or rejection from 
either the Electronic Filing Program or 
the On-Line Filing Program in a prior 
year; 

(9) unethical practices in return 
preparation; 

(10) stockpiling returns prior to of
ficial acceptance into the On-Line Filing 
Program (see section 5.20 of this rev
enue procedure); 

(11) knowingly and directly or in
directly employing or accepting assis
tance from any firm, organization, or 
individual that is prohibited from apply
ing to participate in the Electronic Filing 
Program or the On-Line Filing Program, 
or that is suspended from participating 
in the Electronic Filing Program or the 
On-Line Filing Program. This includes 
any individual whose actions resulted in 
the rejection or suspension of a corpora
tion or a partnership from the Electronic 
Filing Program or the On-Line Filing 
Program; or 

(12) knowingly and directly or in
directly accepting employment as an 
associate, correspondent, or as a sub
agent from, or sharing fees with, any 
firm, organization, or individual that is 
prohibited from applying to participate 
in the Electronic Filing Program or the 
On-Line Filing Program, or that is sus
pended from participating in the Elec
tronic Filing Program or the On-Line 
Filing Program. This includes any indi
vidual whose actions resulted in the 
rejection or suspension of a corporation 
or a partnership from the Electronic 
Filing Program or the On-Line Filing 
Program. 

SECTION 5. RESPONSIBILITIES OF 
AN ON·LlNE FILER 

.01 To ensure that complete returns 
are accurately and efficiently filed, an 
On-Line Filer must comply with all the 
publications and notices of the Service. 
Currently, these publications and notices 
include: 

(1) Handbook for Electronic Filers 
of Individual Income Tax Returns, Pub
lication 1345 and Handbook for Elec
tronic Filers of Individual Income Tax 
Returns (Supplement), Publication 
1345A; 

(2) Electronic Return File Specifi
cations and Record Layouts for Indi
vidual Income Tax Returns, Publication 
1346; 

(3) Test Package for Electronic Fil
ing of Individual Income Tax Returns, 
Publication 1436; and 

(4) Postings to the Electronic Fil
ing System Bulletin Board (EFS Bulle
tin Board). 

.02 An On-Line Filer must maintain a 
high degree of integrity, compliance, 
and accuracy. 

.03 An On-Line Filer may only ac
cept returns for on-line electronic filing 
directly from taxpayers or from another 
On-Line Filer. 

.04 If an On-Line Filer charges a fee 
for the electronic transmission of a tax 
return, the fee may not be based on a 
percentage of the refund amount or any 
other amount from the tax return. 

.05 An On-Line Filer must submit a 
revised Form 8633 to the IRS Head
quarters On-Line Filing Analyst within 
30 days of when any of the conditions 
or changes described in section 4.03 or 
4.04 of this revenue procedure occur. 

.06 An On-Line Filer must notify the 
IRS Headquarters On-Line Filing Ana
lyst within 30 days of discontinuing its 
participation in the On-Line Filing Pro
gram. This does not preclude reapplica
tion in the future. 

.07 An On-Line Filer must ensure 
that an on-line electronic return is filed 
on or before the due date of the return. 
A tax return is not considered filed until 
the electronic portion of the tax return 
has been acknowledged by the Service 
as accepted for processing and a com
pleted and signed Form 8453-0L has 
been received by the Service. However, 
if the electronic portion of a return is 
successfully transmitted on or shortly 
before the due date and the taxpayer 
complies with section 7.01 of this rev
enue procedure, the return will be 
deemed timely filed. If the electronic 
portion of a return is initially transmit
ted on or shortly before the due date 
and is ultimately rejected, but the tax
payer complies with section 5.17 of this 
revenue procedure, the return will be 
deemed timely filed. In the case of a 
balance due return, see section 10 of 
this revenue procedure for instructions 
on how to make a timely payment of 
tax. 

.08 An On-Line Filer must ensure 
that no other entity uses its EFIN or 
ETIN. An On-Line Filer must not trans
fer its EFIN or ETIN by sale, loan, gift, 
or otherwise to another entity. 

.09 An On-Line Filer that functions 
as an On-Line Service Provider must: 

(I) provide assistance to a sub
scriber in transmitting the electronic 
portion of a tax return; 

(2) ensure that no more than three 
tax returns are filed electronically by 
one subscriber; 
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(3) not provide to a subscriber 
software that has a Service-assigned 
production password built into the soft
ware; 

(4) immediately deliver to a sub
scriber the information provided by a 
Transmitter under section 5.16 or 5.17 
of this revenue procedure; and 

(5) if requested, inform a sub
scriber that information regarding a re
fund can be obtained by using the IRS 
TeleTax system or contacting the appro
priate service center's customer service 
department. 

.10 An On-Line Filer that functions 
as a Software Developer must: 

(1) promptly correct any software 
error which causes an electronic return 
to be rejected; 

(2) promptly distribute any soft
ware correction; 

(3) ensure that its software package 
cannot be used to transmit more than 
three electronic returns; 

(4) ensure that its software package 
contains a Form 8453-0L format that 
can be printed and used by a taxpayer to 
file with the Service; 

(5) ensure that its software package 
contains a consent to disclosure state
ment; 

(6) provide software and accompa
nying documentation provided to a pur
chaser of its software (a demonstration 
package is sufficient to satisfy this re
quirement) to the IRS Headquarters On
Line Filing Analyst, once the software 
has been successfully tested for the 
1997 filing season (see section 4.06 of 
this revenue procedure); and 

(7) not incorporate into its software 
a Service-assigned production password. 

. 11 An On-Line Filer that functions 
as a Transmitter must: 

(1) assign (as prescribed in Publi
cation 1345) a Declaration Control 
Number (DCN) to the electronic portion 
of each return received from a taxpayer; 

(2) include the assigned DCN in 
the transmission of the electronic por
tion of a return; 

(3) transmit all electronic returns 
within three calendar days of receipt to 
the appropriate service center based on 
the state code in the taxpayer's return 
address; 

(4) retrieve the acknowledgement 
file within two work days of transmis
sion; 

(5) match the acknowledgement 
file to the original transmission file and 
notify the taxpayer of the status of a 
transmitted return as prescribed in sec
tion 5.18 of this revenue procedure; 
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(6) retain, until the end of the 
calendar year in which a return was 
filed, an acknowledgement file received 
from the Service; 

(7) retain, until the end of the 
calendar year in which a return was 
filed, a complete copy of the electronic 
portion of the return (may be retained 
on magnetic media) that can be readily 
and accurately converted into an elec
tronic transmission that the Service can 
process; 

(8) immediately contact the Elec
tronic Filing Unit at the appropriate 
service center for further instructions if 
an acknowledgement of acceptance for 
processing has not been received by the 
Transmitter within two work days of 
transmission or if the Transmitter re
ceives an acknowledgement for a return 
that was not transmitted on the desig
nated transmission; 

(9) promptly correct any transmis
sion error that causes an electronic 
transmission to ·be rejected; 

(10) contact the Electronic Filing 
Unit at the appropriate service center for 
assistance if a return has been rejected 
after three transmission attempts; 

(11) ensure the security of all 
transmitted data; 

(12) ensure that it does not trans
mit or accept for transmission more than 
three electronic returns originating from 
one software package; 

(13) ensure that the electronic por
tion of a return contains a completed 
consent to disclosure statement; and 

(14) ensure that it does not use 
software that has a Service-assigned 
production password built into the soft
ware . 

.12 A Transmitter must include an 
On-Line Service Provider's EFIN on 
each return that the Transmitter accepts 
from an On-Line Service Provider. 

.l3 A Transmitter must enter the let
ter "0" in Field #15 (Transmission 
Type Code) when transmitting the elec
tronic portion of an on-line electroni
cally filed return to the Service. See Part 
II, Section 1, page 4, of Publication 
1346. 

.14 A Transmitter must ensure that it 
does not combine the electronic portion 
of an on-line electronically filed return 
with the electronic portion of any other 
return within the same transmission to 
the Service. 

.15 If the electronic portion of a 
taxpayer's return is acknowledged as 
accepted by the Service, the Transmitter 
must notify the taxpayer, as prescribed 

in section 5.18 of this revenue proce
dure, of the following: 

(1) the date the transmission was 
accepted; 

(2) the DCN; 
(3) where to put the DeN on Form 

8453-0L; 
(4) the requirement to properly 

complete and timely submit a Form 
8453-0L with accompanying paper 
documents within one work day; 

(5) the appropriate service center's 
address to which Form 8453-0L with 
accompanying paper documents must be 
sent; 

(6) that a Form 8453-0L must be 
received by the Service before an on
line electronically filed return is com
plete; and 

(7) the taxpayer's failure to timely 
submit a Form 8453-0L with accompa
nying paper documents could result in 
the Service not allowing the taxpayer to 
file a tax return through the On-Line 
Filing Program in the future. 

.16 If the electronic portion of a 
taxpayer's return is acknowledged as 
rejected by the Service, the Transmitter 
must notify the taxpayer, as prescribed 
in section 5.18 of this revenue proce
dure, of the following: 

(1) that the electronic portion of 
the return submitted by the taxpayer has 
not been accepted for processing; 

(2) the date of the rejection; 
(3) what the reject code means; 
(4) what steps the taxpayer needs 

to take to correct the error that caused 
the rejection; and 

(5) the information contained in 
section 5.17 of this revenue procedure. 

.17 If the taxpayer chooses not to 
have the rejected return retransmitted or 
if the return cannot be accepted for 
processing, the taxpayer, in order to file 
a timely return, must file a paper return 
by the later of: 

(1) the due date of the return; or 
(2) within ten calendar days of the 

Service's acknowledgment that the re
turn is rejected or notification that the 
return cannot be retransmitted, with an 
explanation of why the return is being 
filed after the due date. 

.18 A Transmitter that transmits a 
return of a taxpayer who is a subscriber 
of an On-Line Service Provider must 
notify the taxpayer by sending an elec
tronic transmission to the On-Line Ser
vice Provider within two work days of 
retrieving the acknowledgement file. A 
Transmitter that transmits a return of a 



taxpayer who is not a subscriber of an 
On-Line Service Provider must notify 
the taxpayer by: 

(1) sending an electronic transmis
sion to the taxpayer within two work 
days of retrieving the acknowledgement 
file; or 

(2) mailing a written notification to 
the taxpayer within one work day of 
retrieving the acknowledgement file. 

. 19 A Transmitter must, if requested, 
make available to the Service all items 
required by this section to be retained 
until the end of the calendar year in 
which a return was filed. The Transmit
ter must make this material available 
either at the business address of the 
Transmitter or from the contact repre
sentative named on Form 8633. 

. 20 A Transmitter is responsible for 
ensuring that stockpiling does not occur. 
Stockpiling means collecting returns 
from taxpayers prior to official accep
tance into the On-Line Filing Program, 
or, after official acceptance into the 
On-Line Filing Program, waiting more 
than three calendar days to transmit a 
return to the Service after receiving the 
information necessary for an electronic 
transmission of a tax return. 

.21 An On-Line Filer may not offer, 
nor in any way participate in or facili
tate, a Refund Anticipation Loan (RAL) 
in connection with any return filed un
der the On-Line Filing Program. A RAL 
is money borrowed by a taxpayer that is 
based on a taxpayer's anticipated in
come tax refund. 

.22 An On-Line Filer may not charge 
a separate fee for a Direct Deposit. See 
section 9 of this revenue procedure. 

.23 In addition to the specific respon
sibilities described in this section, an 
On-Line Filer must meet all the require
ments in this revenue procedure to keep 
the privilege of participating in the 
On-Line Filing Program. 

SECTION 6. PENALTIES 

.01 Penalties for Disclosure or Use 
of Information. 

(1) An On-Line Filer, except a 
Software Developer that performs no 
other function in the On-Line Filing 
Program but software development, is a 
tax return preparer (Preparer) under the 
definition of § 301.7216-1 (b) of the 
Regulations on Procedure and Adminis
tration. A Preparer is subject to a crimi
nal penalty for disclosure or use of tax 
return information, as described in 
§ 301.7216-1(a). In general, that regula
tion provides that any pre parer who 

discloses or uses any tax return informa
tion for a purpose other than preparing, 
assisting in preparing, or obtaining or 
providing services in connection with 
the preparation of a tax return is guilty 
of a misdemeanor. In addition, § 6713 
of the Internal Revenue Code provides 
for civil penalties that may be assessed 
against a preparer who makes an unau
thorized disclosure or use of tax return 
information. 

(2) Under § 301.7216-2(h), disclo
sure of tax return information among 
accepted On-Line Filers for the purpose 
of preparing a return is permissible. For 
example, it is permissible for an On
Line Service Provider to pass on tax 
return information to a Transmitter for 
the purpose of having an on-line elec
tronic return formatted and transmitted 
to the Service. However, if the tax 
return information is disclosed or used 
in any other way, an On-Line Filer may 
be guilty of a misdemeanor as described 
in section 6.01 (I) of this revenue proce
dure. 

. 02 Other Preparer Penalties. 
(l) Pre parer penalties may be as

serted against an individual or firm who 
meets the definition of an income tax 
return preparer under § 7701(a)(36) and 
§ 301.7701-15. Examples of preparer 
penalties that may be asserted under 
appropriate circumstances include, but 
are not limited to, those set forth in 
§§ 6694,6695, and 6713. 

(2) Under § 301.7701-15(d), an 
On-Line Filer is not an income tax 
return pre parer for the purpose of as
sessing most preparer penalties as long 
as the On-Line Filer's services are lim
ited to "typing, reproduction, or other 
mechanical assistance in the preparation 
of a return or claim for refund." 

(3) If an On-Line Filer alters the 
return information in a nonsubstantive 
way, this alteration will be considered to 
come under the "mechanical assistance" 
exception described in § 301.7701-
15( d)(l). A nonsubstantive change is a 
correction or change limited to a trans
position error, misplaced entry, spelling 
error, or arithmetic correction that falls 
within the following tolerances: 

(a) the Total Tax amount, With
holding amount, Refund amount, or 
Amount Owed shown on Form 
8453-0L differs from the corresponding 
amount on the electronic portion of the 
tax return by no more than $7; 

(b) the Total Income amount 
shown on Form 8453-0L differs from 

the corresponding amount on the elec
tronic portion of the tax return by no 
more than $25; or 

(c) dropping cents and rounding 
to whole dollars. 

(4) If an On-Line Filer alters the 
return information in a substantive way, 
rather than having the taxpayer alter the 
return, the On-Line Filer will be consid
ered to be an income tax return pre parer 
for purposes of § 7701 (a)(36) . 

(5) If an On-Line Filer goes be
yond mechanical assistance, the On-Line 
Filer may be held liable for income tax 
return preparer penalties. Rev. Rul. 85-
189, 1985-2 C.B. 341, describes a situa
tion where a Software Developer was 
determined to be an income tax return 
preparer and subject to certain preparer 
penalties . 

.03 In addition to the above specified 
provisions, the Service reserves the right 
to assert all appropriate pre parer, 
nonpreparer, and disclosure penalties 
against an On-Line Filer as warranted 
under the circumstances. 

SECTION 7. FORM 8453-OL, U.S . 
INDIVIDUAL INCOME TAX 
DECLARATION FOR ON-LINE FILING 

.01 Procedures for Completing Form 
8453-0L. 

(l) Form 8453-0L must be com
pleted by the taxpayer in accordance 
with the instructions for Form 8453-0L. 

(2) The taxpayer(s)'s name, ad
dress, social security number(s), tax re
turn information, and direct deposit of 
refund information in the electronic 
transmission must be identical to the 
information on the Form 8453-0L that 
the taxpayer(s) signs and will mail to 
the appropriate service center. 

(3) If the electronic portion of a 
return was filed as a joint return, both 
spouses' signatures are required on 
Form 8453-0L. 

(4) The taxpayer's Form 8453-0L 
must be sent to the address of the 
appropriate service center within one 
work day after the taxpayer is provided 
notification that the electronic portion of 
the taxpayer's return has been accepted 
for processing. 

.02 If the Service determines that a 
Form 8453-0L is missing, the taxpayer 
must provide the Service with a replace
ment. A taxpayer must also provide a 
copy of any Form W-2, Wage and Tax 
Statement, Form W-2G, Certain Gam
bling Winnings, Form 1099-R, Distribu
tions From Pensions, Annuities, Retire
ment or Profit-Sharing Plans, IRAs, 
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Insurance Contracts, etc., and all other 
attachments to Form 8453-0L. 

.03 If a substitute Form 8453-0L is 
used, it must be approved by the Service 
prior to use. See Rev. Proc. 96-48, 
1996-39 I.R.B. 10. 

SECTION 8. INFORMATION AN 
ON-LINE FILER MUST PROVIDE TO 
THE TAXPAYER 

.01 The Transmitter must advise a 
taxpayer to retain a complete copy of 
the return and any supporting material. 

.02 The Transmitter must advise the 
taxpayer that an amended return, if 
needed, must be filed as a paper return 
and mailed to the service center that 
would handle the taxpayer's paper re
turn. 

. 03 The Transmitter must give the 
taxpayer the Declaration Control Num
ber (DCN) for the taxpayer's Form 
8453-0L and instructions to the tax
payer for entering the DCN on Form 
8453-0L. 

.04 If a taxpayer inquires about the 
status of a refund, the Transmitter, or 
On-Line Service Provider if the taxpayer 
is a subscriber, must advise the taxpayer 
to use the IRS TeleTax system or con
tact the appropriate service center's cus
tomer service department. The Transmit
ter or On-Line Service Provider should 
also advise the taxpayer to wait at least 
three weeks from the acceptance date of 
the electronic return before making an 
inquiry regarding the status of a refund. 

.05 The Transmitter must inform the 
taxpayer that the address on the elec
tronic portion of the return, once pro
cessed, will be used to update the 
taxpayer's address of record. The Inter
nal Revenue Service uses the taxpayer's 
address of record for various notices 
that are required to be sent to a taxpay
er's "last known address" under the 
Internal Revenue Code and for refunds 
of overpayments of tax (unless other
wise specifically directed by the tax
payer, such as by Direct Deposit). 

SECTION 9. DIRECT DEPOSIT OF 
REFUNDS 

.01 The Service will ordinarily pro
cess a request for Direct Deposit but 
reserves the right to issue a paper refund 
check. 

.02 The Service does not guarantee a 
specific date by which a refund will be 
directly deposited into the taxpayer's 
financial institution account. 

.03 Neither the Service nor Financial 
Management Service (FMS) is respon-
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sible for the misapplication of a Direct 
Deposit that is caused by error, negli
gence, or malfeasance on the part of the 
taxpayer, On-Line Filer, financial insti
tution, or any of their agents. 

SECTION 10. BALANCE DUE 
RETURNS 

.01 An electronically filed balance 
due return is transmitted to the appropri
ate service center in the same manner 
that a refund or zero balance return is 
filed. A balance due return is not com
plete unless and until the Service re
ceives Form 8453-0L completed and 
signed by the taxpayer. 

.02 The Transmitter must furnish 
Form 1040-V, Electronic Payment 
Voucher, to a taxpayer who electroni
cally files a balance due return . 

.03 To expedite the crediting of a tax 
payment, a taxpayer who electronically 
files a balance due return should mail 
his or her tax payment with either Form 
1040-V or the scannable payment 
voucher that is included in some tax 
packages. Each of these options has 
specific mailing instructions. 

.04 A taxpayer who electronically 
files a balance due return must make a 
full and timely payment of any tax that 
is due. Failure to make full payment of 
any tax that is due on or before April 
15, 1997, will result in the imposition of 
interest and may result in the imposition 
of penalties. 

SECTION 11. ADVERTISING 
STANDARDS FOR ON-LINE FILERS 

.01 An On-Line Filer shall comply 
with the advertising and solicitation pro
visions of 31 C.ER. Part 10 (Treasury 
Department Circular No. 230). This cir
cular prohibits the use or participation in 
the use of any form of public communi
cation containing a false, fraudulent, 
misleading, deceptive, unduly influenc
ing, coercive, or unfair statement or 
claim. In addition, advertising must not 
imply a special relationship with the 
Service, FMS, or the Treasury Depart
ment. Any claims concerning faster re
funds by virtue of electronic filing must 
be consistent with the language in offi
cial Service publications. 

.02 An On-Line Filer must adhere to 
all relevant federal, state, and local 
consumer protection laws that relate to 
advertising and soliciting. 

.03 An On-Line Filer must not use 
the Service's name, "Internal Revenue 
Service" or "IRS", within a firm's 
name. 

.04 An On-Line Filer must not use 
improper or misleading advertising in 
relation to the On-Line Filing Program 
(including the time frames for refunds). 

.05 Use of Direct Deposit name and 
logo. 

(1) The name "Direct Deposit" 
will be used with initial capital letters or 
all capital letters. 

(2) The logo/graphic for Direct De
posit will be used whenever feasible in 
advertising copy. 

(3) The color or size of the Direct 
Deposit logo/graphic may be changed 
when used in advertising pieces. 

.06 Advertising materials shall not 
carry the FMS, IRS, or other Treasury 
Seals. 

.07 Advertising for a cooperative 
electronic return project (public/private 
sector) must clearly state the names of 
all cooperating parties. 

.08 If an On-Line Filer uses radio or 
television broadcasting to advertise, the 
broadcast must be pre-recorded. The 
On-Line Filer must keep a copy of the 
pre-recorded advertisement for a period 
of at least 36 months from the date of 
the last transmission or use. 

.09 If an On-Line Filer uses direct 
mail or fax communications to advertise, 
the On-Line Filer must retain a copy of 
the actual mailing or fax, along with a 
list or other description of firms, organi
zation, or individuals to whom the com
munication was mailed, faxed, or other
wise distributed for a period of at least 
36 months from the date of the last 
mailing, fax, or distribution. 

.10 Acceptance to participate in the 
On-Line Filing Program does not imply 
endorsement by the Service or FMS of 
the software or quality of services pro
vided. 

SECTION 12. MONITORING AND 
SUSPENSION OF AN ON-LINE FILER 

.01 The Service will monitor an On
Line Filer for conformity with this rev
enue procedure. The Service can imme
diately suspend, without notice, an On
Line Filer from the On-Line Filing 
Program. However, in most circum
stances, a suspension from participation 
in the On-Line Filing Program is effec
tive as of the date of the letter inform
ing the On-Line Filer of the suspension. 
Before suspending an On-Line Filer, the 
Service may issue a warning letter that 



describes specific corrective action for 
deviations from this revenue procedure. 

.02 If a Principal or Responsible Of
ficial is suspended from the On-Line 
Filing Program, every entity that listed 
the suspended Principal or Responsible 
Official on its Form 8633 may also be 
suspended. 

.03 The Service will monitor the 
timely receipt of Forms 8453-0L. 

.04 The Service will monitor the 
quality of an On-Line Filer's transmis
sions throughout the filing season. The 
Service will also monitor electronic re
turns and tabulate rejections, errors, and 
other defects. If quality deteriorates, the 
On-Line Filer will receive a waming 
from the Service. 

. 05 The Service will monitor com
plaints about an On-Line Filer and issue 
a warning or suspension letter as appro
priate. 

.06 The Service reserves the right to 
suspend the electronic filing privilege of 
any On-Line Filer that violates any 
provision of this revenue procedure. 
Generally, the Service will advise a 
suspended On-Line Filer concerning the 
requirements for reacceptance into the 
On-Line Filing Program. The following 
reasons may lead to a warning letter 
and/or suspension of an On-Line Filer 
from the On-Line Filing Program (this 
list is not all-inclusive): 

(1) the reasons listed in section 
4.11 of this revenue procedure; 

(2) deterioration in the format of 
individual transmissions; 

(3) unacceptable cumulative error 
or rejection rate; 

(4) stockpiling returns at any time 
while participating in the On-Line Filing 
Program; 

(5) failure on the part of a Trans
mitter to retrieve acknowledgement files 
within two work days of transmission 
by the Service; 

(6) failure on the part of a Trans
mitter to notify the taxpayer, as pre
scribed in section 5.18 of this revenue 
procedure, of the status of a transmitted 
return within two work days of receipt 
of the acknowledgement files from the 
Service; 

(7) failure on the part of an On
Line Service Provider to ensure that no 
more than three tax returns are filed 
electronically by one subscriber; 

(8) failure on the part of a Trans
mitter to ensure that it does not transmit 
or accept for transmission more than 

three electronic returns originating from 
one software package; 

(9) significant complaints about an 
On-Line Filer; 

(10) failure on the part of an On
Line Filer to ensure that no other entity 
uses its EFIN and/or ETIN; 

(11) having more than one EFIN 
for the same business entity at the same 
location (the business entity is generally 
the entity that reports on its return the 
income derived from electronic filing), 
unless the Service has issued more than 
one EFIN to a business entity. 

(12) failure on the part of an On
Line Filer to cooperate with the Ser
vice's efforts to investigate electronic 
filing abuse; 

(13) violation of the advertising 
standards described in section 11 of this 
revenue procedure; 

(14) failure to maintain and make 
available records as described in section 
5.19 of this revenue procedure; 

(15) failure to supply a taxpayer 
with an accurate DCN; 

(16) failure to give effective in
structions to a taxpayer concerning the 
entry of the DCN on Form 8453-0L; 

(17) failure to timely pay any ap
plicable fees, as implemented by subse
quent guidance; or 

(18) failure to timely submit a re
vised Form 8633 or a letter containing 
the same information contained in a 
revised Form 8633 notifying the Service 
of changes described in section 4.03 or 
4.04 of this revenue procedure. 

.08 The Service may list in the Inter
nal Revenue Bulletin, district office list
ings, district office newsletters, and on 
the EFS Bulletin Board the name and 
owner(s) of any entity suspended from 
the On-Line Filing Program and the 
effective date of the suspension. 

.09 If an application for participation 
in the On-Line Filing Program is denied, 
the applicant is ineligible to submit a 
new application for two years from the 
application date of the denied applica
tion. 

.10 If a participant is suspended from 
participating in the On-Line Filing Pro
gram, the period of suspension includes 
the remainder of the calendar year in 
which the suspension occurs plus the 
next two calendar years. A suspended 
participant may submit a new applica
tion for the application period immedi
ately preceding the end of the suspen
sion. 

SECTION 13. ADMINISTRATIVE 
REVIEW PROCESS FOR DENIAL OF 
PARTICIPATION IN THE ON-LINE 
FILING PROGRAM 

.0 I An applicant that has been denied 
participation in the On-Line Filing Pro
gram has the right to an administrative 
review. During the administrative review 
process, the denial of participation re
mains in effect. 

.02 In response to the submission of 
a Form 8633, the appropriate district 
office will either (1) accept an applicant 
into the On-Line Filing Program, or (2) 
issue a proposed letter of denial that 
explains to the applicant why the district 
office proposes to reject the application 
to participate in the On-Line Filing 
Program . 

.03 An applicant who receives a pro
posed letter of denial may mail or 
deliver, within 30 calendar days of the 
date of the proposed letter of denial, a 
written response to the district office 
that issued the proposed letter of denial. 
The applicant's response must address 
the district office's explanation for pro
posing the denial to participate. 

.04 Upon receipt of an applicant's 
written response, the district office will 
reconsider its proposed letter of denial. 
The district office may (1) withdraw its 
proposed letter of denial and admit the 
applicant into the On-Line Filing Pro
gram, or (2) finalize its proposed letter 
of denial and issue it to the applicant. 

.05 If an applicant receives a final 
letter from the district office that denies 
the applicant participation in the On
Line Filing Program, the applicant is 
entitled to an appeal, in writing, to the 
Director of Practice. 

.06 The appeal must be mailed or 
delivered to the district office that is
sued the denial letter within 30 calendar 
days of the date of the denial letter. An 
applicant's written appeal must contain a 
detailed explanation, with supporting 
documentation, of why the denial should 
be reversed. In addition, the applicant 
must include a copy of the applicant's 
Form 8633 and a copy of the denial 
letter. 

.07 The district office whose denial is 
being appealed will, upon receipt of a 
written appeal to the Director of Prac
tice, forward to the Director of Practice 
its file on the applicant and the material 
described in section 13.06 of this rev
enue procedure that the applicant has 
submitted to the district office. The 
district office will forward to the Direc
tor of Practice these materials within 15 
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calendar days of receipt of the appli
cant's written appeal to the Director of 
Practice. 

. 08 Failure to respond within the 30-
day periods described in sections 13.03 
and 13.06 of this revenue procedure 
irrevocably terminates an applicant's 
right to an administrative review or 
appeal. 

SECTION. 14. ADMINISTRATIVE 
REVIEW PROCESS FOR 
SUSPENSION FROM THE ON-LINE 
FILING PROGRAM 

.01 An On-Line Filer that has been 
suspended from participation in the On
Line Filing Program has the right to an 
administrative review. During the ad
ministrative review process, the suspen
sion remains in effect. 

. 02 If an On-Line Filer receives a 
proposed suspension letter, the On-Line 
Filer may mail or deliver, within 30 
calendar days of the date of the pro
posed suspension letter, a detailed writ
ten explanation, with supporting docu
mentation, of why the proposed 
suspension letter should be withdrawn. 
This written response should be sent to 
the district office or service center that 
issued the proposed suspension letter. 

.03 Upon receipt of the On-Line Fil
er's written response, the district office 
or service center will reconsider its 
proposed suspension of the On-Line 
Filer. The district office or service cen
ter will either withdraw its proposed 
suspension letter and reinstate the On
Line Filer or issue a suspension letter to 
the On-Line Filer. 

.04 If the On-Line Filer receives a 
suspension letter from a district office or 
a service center, the On-Line Filer is 
entitled to an appeal, in writing, to the 
Director of Practice. 

.05 The appeal must be mailed or 
delivered to the district office or service 
center that issued the suspension letter 
within 30 calendar days of the date of 
the suspension letter. The On-Line Fil
er's written appeal must contain detailed 
reasons, with supporting documentation, 
for reversal of the suspension. In addi
tion, the On-Line Filer must include a 
copy of its Form 8633 and a copy of the 
suspension letter. 

.06 The district office or service cen
ter whose decision to suspend is being 
appealed will, upon receipt of a written 
appeal to the Director of Practice, for
ward to the Director of Practice its file 
on the On-Line Filer and the material 
described in section 14.05 of this rev-
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enue procedure that the On-Line Filer 
has submitted to the district office or the 
service center. The district office or the 
service center will forward to the Direc
tor of Practice these materials within 15 
calendar days of the receipt of an On
Line Filer's written request for appeal. 

.05 Failure to appeal within the 30-
day period described in section 14.05 of 
this revenue procedure irrevocably ter
minates an On-Line Filer's right to an 
appeal. 

SECTION 15. EFFECT ON OTHER 
DOCUMENTS 

Rev. Proc. 96-20, 1996-4 I.R.B. 88, 
is superseded. 

SECTION 16. EFFECTIVE DATE 

This revenue procedure is effective 
December 30, 1996. 

SECTION 17. INTERNAL REVENUE 
SERVICE OFFICE CONTACT 

All questions regarding the electronic 
filing aspects of the On-Line Filing 
Program should be directed to the Elec
tronic Filing Office. The telephone num
ber for this purpose is (202) 283-1010 
(not a toll-free number). All questions 
regarding the on-line aspects of this 
program should be directed to the IRS 
Headquarters On-Line Filing Analyst. 
The telephone number for this purpose 
is (202) 283-0265 (not a toll-free num
ber). 

SECTION 18. PAPERWORK 
REDUCTION ACT 

The collections of information con
tained in this revenue procedure have 
been reviewed and approved by the 
Office of Management and Budget in 
accordance with the Paperwork Reduc
tion Act (44 U.S.c. 3507) under control 
number 1545-1513. 

An agency may not conduct or spon
sor, and a person is not required to 
respond to, a collection of information 
unless the collection of information dis
plays a valid control number. 

The collections of information in this 
revenue procedure are in sections 5, 8, 
and 11 of the revenue procedure. This 
information is required by the IRS to 
implement the On-Line Filing Program 
and to enable taxpayers to file their 
individual income tax returns electroni
cally through the On-Line Filing Pro
gram. The information will be used to 
ensure that taxpayers receive accurate 
and essential information regarding the 

filing of their return through the On
Line Filing Program and to identify the 
persons involved in the filing of a return 
through the On-Line Filing Program . 
The collections of information are re
quired to retain the benefit of participat
ing in the On-Line Filing Program. The 
likely respondents are business or other 
for-profit institutions. 

The estimated total annual reporting 
and recordkeeping burden is 5,919 
hours. 

The estimated annual burden per 
respondentlrecordkeeper varies from 
eight (8) minutes to 455 hours, depend
ing on individual circumstances, with an 
estimated average of 423 hours (or 
approximately two (2) minutes per on
line electronically filed return). The esti
mated number of respondents and 
recordkeepers is 14 . 

The estimated annual frequency of 
responses is on occasion. 

Books or records relating to a collec
tion of information must be retained as 
long as their contents may become ma
terial in the administration of any inter
nal revenue law. Generally, tax returns 
and tax return information are confiden
tial, as required by 26 U.S.C. § 6103. 

26 CFR 601.105: Examination of returns and 
claims for refund, credit, or abatement; determina
tion of correct tax liability. 
(Also Part 1, Sections 62, 162, 274, 1016; 1.62-2, 
1.162-17, l.274-5T. 1.274(d)-J, 1.1016-3.) 

Rev. Proc. 96-63 

SEC. 1. PURPOSE 

This revenue procedure updates Rev. 
Proc. 95-54, 1995-2 C.B. 450, by pro
viding optional standard mileage rates 
for employees, self-employed individu
als, or other taxpayers to use in comput
ing the deductible costs paid or incurred 
on or after January 1, 1997, of operating 
a passenger automobile for business, 
charitable, medical, or moving expense 
purposes. This revenue procedure also 
provides rules under which the amount 
of ordinary and necessary expenses of 
local travel or transportation away from 
home that are paid or incurred by an 
employee will be deemed substantiated 
under § 1.274-5T of the temporary In
come Tax Regulations when a payor 
(the employer, its agent, or a third party) 
provides a mileage allowance under a 
reimbursement or other expense allow
ance arrangement to pay for such ex
penses. Use of a method of substantia
tion described in this revenue procedure 
is not mandatory and a taxpayer may 



use actual allowable expenses if the 
taxpayer maintains adequate records or 
other sufficient evidence for proper sub
stantiation. 

SEC. 2. SUMMARY OF STANDARD 
MILEAGE RATES 

Business (Sec. S below) 
31.S cents per mile 

Rural Mail Carrier (Sec. 6 below) 
47.2S cents per mile 

Charitable (Sec. 7 below) 
12 cents per mile 

Medical and Moving (Sec. 7 below) 
10 cents per mile 

SEC. 3. BACKGROUND 
.01 Section 162(a) of the Internal 

Revenue Code allows a deduction for all 
the ordinary and necessary expenses 
paid or incurred during the taxable year 
in carrying on any trade or business. 
Under that provision, an employee or 
self-employed individual may deduct the 
cost of operating a passenger automobile 
to the extent that it is used in a trade or 
business. However, under § 262, no 
portion of the cost of operating a pas
senger automobile that is attributable to 
personal use is deductible. 

.02 Section 27 4( d) provides, in part, 
that no deduction shall be allowed under 
§ 162 with respect to any listed prop
erty (as defined in § 280F(d)(4) to 
include passenger automobiles and any 
other property used as a means of 
transportation) unless the taxpayer com
plies with certain substantiation require
ments. The section further provides that 
regulations may prescribe that some or 
all of the substantiation requirements do 
not apply to an expense that does not 
exceed an amount prescribed by such 
regulations. 

.03 Section 1.274(d)-1 in part, grants 
the Commissioner the authority to pre
scribe rules relating to mileage allow
ances for ordinary and necessary ex
penses of local travel and transportation 
away from home. Pursuant to this grant 
of authority, the Commissioner may pre
scribe rules under which such allow
ances, if in accordance with reasonable 
business practice, will be regarded as (1) 
equivalent to substantiation, by adequate 
records or other sufficient evidence, of 
the amount of such travel and transpor
tation expenses for purposes of 
§ 1.274-ST(c), and (2) satisfying the 
requirements of an adequate accounting 
to the employer of the amount of such 
expenses for purposes of § 1.274-ST(f). 

.04 Section 62(a)(2)(A) allows an 
~mployee, in determining adjusted gross 
Income, a deduction for the expenses 
allowed by Part VI (§ 161 and follow
ing), subchapter B, chapter 1 of the 
Code, paid or incurred by the employee 
in connection with the performance of 
services as an employee under a reim
bursement or other expense allowance 
arrangement with a payor. 

.OS Section 62(c) provides that an 
arrangement will not be treated as a 
reimbursement or other expense allow
ance arrangement for purposes of 
§ 62(a)(2)(A) if it-

(1) does not require the employee 
to substantiate the expenses covered by 
the arrangement to the payor, or 

(2) provides the employee with the 
right to retain any amount in excess of 
the substantiated expenses covered un
der the arrangement. Section 62(c) fur
ther provides that the substantiation re
quirements described therein shall not 
apply to any expense to the extent that, 
under the grant of regulatory authority 
prescribed in § 274(d), the Commis
sioner has provided that substantiation is 
not required for such expense. 

.06 Under § 1.62-2(c)(1) a reim
bursement or other expense allowance 
arrangement satisfies the requirements 
of § 62(c) if it meets the requirements 
of business connection, substantiation, 
and returning amounts in excess of 
expenses as specified in the regulations. 
Section 1.62-2(e)(2) specifically pro
vides that substantiation of certain busi
ness expenses in accordance with rules 
prescribed under the authority of 
§ 1.274(d)-1 will be treated as substan
tiation of the amount of such expenses 
for purposes of § 1.62-2. Under 
§ 1.62-2(f)(2), the Commissioner may 
prescribe rules under which an arrange
ment providing mileage allowances will 
be treated as satisfying the requirement 
of returning amounts in excess of ex
penses, even though the arrangement 
does not require the employee to return 
the portion of such an allowance that 
relates to miles of travel substantiated 
and that exceeds the amount of the 
employee's expenses deemed substanti
ated pursuant to rules prescribed under 
§ 274(d), provided the allowance is rea
sonably calculated not to exceed the 
amount of the employee's expenses or 
anticipated expenses and the employee 
is required to return any portion of such 
an allowance that relates to miles of 
travel not substantiated. 

.07 Section 1.62-2(h)(2)(i)(B) pro
vides that if a payor pays a mileage 

allowance under an arrangement that 
meets the requirements of § 1.62-
2( c)(1), the portion, if any, of the allow
ance that relates to miles of travel 
substantiated in accordance with 
§ 1.62-2(e), that exceeds the amount of 
the employee's expenses deemed sub
stantiated for such travel pursuant to 
rules prescribed under §§ 274(d) and 
1.274(d)-I, and that the employee is not 
required to return, is subject to with
holding and payment of employment 
taxes. See §§ 31.3121(a)-3, 31.3231-
(e)-3, 31.3306(b)-2, and 3 1.3401 (a)-4. 
Because the employee is not required to 
return this excess portion, the reasonable 
period of time provisions of § 1.62-2(g) 
(relating to the return of excess 
amounts) do not apply to this excess 
portion. 

.08 Under § 1.62-2(h)(2)(i)(B)(4), 
the Commissioner may, in his or her 
discretion, prescribe special rules regard
ing the timing of withholding and pay
ment of employment taxes on mileage 
allowances. 

SEC. 4. DEFINITIONS 

.01 Standard mileage rate. The term 
"standard mileage rate" means the ap
plicable amount provided by the Service 
for optional use by employees or self
employed individuals in computing the 
deductible costs of operating passenger 
automobiles owned by them (including 
vans, pickups, or panel trucks) for busi
ness purposes, or by taxpayers in com
puting the deductible costs of operating 
passenger automobiles for charitable, 
medical, or moving expense purposes. 

.02 Transportation expenses. The 
term "transportation expenses" means 
the expenses of operating a passenger 
automobile for local travel or transporta
tion away from home. 

.03 Mileage allowance. The term 
"mileage allowance" means a payment 
under a reimbursement or other expense 
allowance arrangement that meets the 
requirements specified in § 1.62-2( c)(1) 
and that is 

(I) paid with respect to the ordi
nary and necessary business expenses 
incurred, or which the payor reasonably 
anticipates will be incurred, by an em
ployee for transportation expenses in 
connection with the performance of ser
vices as an employee of the employer, 

(2) reasonably calculated not to ex
ceed the amount of the expenses or the 
anticipated expenses, and 

(3) paid at the applicable standard 
mileage rate, a flat rate or stated sched-
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ule, or in accordance with any other 
Service-specified rate or schedule. 

.04 Flat rate or stated schedule. A 
mileage allowance is paid at a flat rate 
or stated schedule if it is provided on a 
uniform and objective basis with respect 
to the expenses described in section 
4.03. Such allowance may be paid peri
odically at a fixed rate, at a cents-per
mile rate, at a variable rate based on a 
stated schedule, at a rate that combines 
any of these rates, or on any other basis 
that is consistently applied and in accor
dance with reasonable business practice. 
Thus, for example, a periodic payment 
at a fixed rate to cover the fixed costs 
(including depreciation, insurance, regis
tration and license fees, and personal 
property taxes) of driving an automobile 
in connection with the performance of 
services as an employee of the em
ployer, coupled with a periodic payment 
at a cents-per-mile rate to cover the 
operating costs (including gasoline and 
all taxes thereon, oil, tires, and routine 
maintenance and repairs) of using an 
automobile for such purposes, is an 
allowance paid at a flat rate or stated 
schedule. Likewise, a periodic payment 
at a variable rate based on a stated 
schedule for different locales to cover 
the costs of driving an automobile in 
connection with the performance of ser
vices as an employee is an allowance 
paid at a flat rate or stated schedule. 

SEC. 5. BUSINESS STANDARD 
MILEAGE RATE 

.01 In general. The standard mileage 
rate for transportation expenses paid or 
incurred on or after January 1, 1997, is 
31.5 cents per mile for all miles of use 
for business purposes. This business 
standard mileage rate will be adjusted 
annually (to the extent warranted) by the 
Service, and any such adjustment will 
be applied prospectively. 

.02 Use of the business standard 
mileage rate. A taxpayer may, on a 
yearly basis, deduct an amount equal to 
either the business standard mileage rate 
times the number of business miles 
traveled or the actual costs (both operat
ing and fixed) paid or incurred by the 
taxpayer that are allocable to traveling 
those business miles. 

.03 Business standard mileage rate in 
lieu of operating and fixed costs. A 
deduction computed using the standard 
mileage rate for business miles is in lieu 
of operating and fixed costs of the 
automobile allocable to business pur
poses. Such items as depreciation, main-
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tenance and repairs, tires, gasoline (in
cluding all taxes thereon), oil, insurance, 
and registration fees are included in 
operating and fixed costs. 

.04 Parking fees, tolls, interest, and 
taxes. Parking fees and tolls attributable 
to use of the automobile for business 
purposes may be deducted as separate 
items. Likewise, interest relating to the 
purchase of the automobile as well as 
state and local taxes (other than those 
included in the cost of gasoline) may be 
deducted as separate items, but only to 
the extent that the interest or taxes are 
allowable deductions under § 163 or 
164 respectively. If the automobile is 
operated less than 100 percent for busi
ness purposes, an allocation is required 
to determine the business and nonbusi
ness portion of the taxes and interest 
deduction allowable. However, § 163-
(h)(2)(A) expressly provides that interest 
is nondeductible personal interest when 
it is paid or accrued on indebtedness 
properly allocable to the trade or busi
ness of performing services as an em
ployee. Section 164 also expressly pro
vides that state and local taxes that are 
paid or accrued by a taxpayer in con
nection with an acquisition or disposi
tion of property will be treated as part 
of the cost of the acquired property or 
as a reduction in the amount realized on 
the disposition of such property. 

.05 Depreciation. 
For automobiles placed in service 

for business purposes, and for which the 
business standard mileage rate has been 
used for any year, depreciation will be 
considered to have been allowed at the 
rate of 11 cents a mile for 1989, 1990, 
and 1991; 11.5 cents a mile for 1992 
and 1993; and 12 cents a mile for 1994, 
1995, 1996, and 1997, for those years in 
which the business standard mileage rate 
was used. If actual costs were used for 
one or more of those years, the rates 
above will not apply to any year in 
which such costs were used. The depre
ciation described above will reduce the 
basis of the automobile (but not below 
zero) in determining adjusted basis as 
required by § 1016. 

.06 Limitations. 
(1) The business standard mileage 

rate may not be used to compute the 
deductible expenses of (a) vehicles used 
for hire, such as taxicabs, (b) two or 
more automobiles used simultaneously 
(such as in fleet operations), or (c) any 
vehicle that is leased, rather than owned, 
by the taxpayer. 

(2) The business standard mileage 
rate may not be used if (a) the automo-

bile has previously been depreciated 
using a method other than straight-line 
for its estimated useful life, (b) a § 179 
deduction has been claimed, or (c) the 
taxpayer has used the Accelerated Cost 
Recovery System (ACRS) under former 
§ 168 or the Modified Accelerated Cost 
Recovery System (MACRS) under cur
rent § 168. By using the business stan
dard mileage rate, the taxpayer has 
elected to exclude the automobile from 
MACRS pursuant to § 168(f)(l).If, 
after using the business standard mile
age rate, the taxpayer uses actual costs, 
the taxpayer must use straight-line de
preciation for the automobile's remain
ing estimated useful life (subject to the 
applicable depreciation deduction limita
tions under § 280F for any passenger 
automobile). 

SEC. 6. RURAL MAIL CARRIER 
SPECIAL MILEAGE RATE 

.01 Special mileage rate. For taxable 
years beginning after December 31, 
1987, § 6008 of the Technical and Mis
cellaneous Revenue Act of 1988, 
1988-3 c.B. 347, allows employees of 
the United States Postal Service to use a 
special mileage rate in computing the 
amount allowable as a deduction for 
business use of an automobile in per
forming qualifying services. Qualifying 
services are services involving the col
lection and delivery of mail on a "rural 
route," as that term is defined by the 
Postal Service. The special mileage rate 
is equal to 150 percent of the business 
standard mileage rate, and is 47.25 cents 
per mile for transportation expenses paid 
or incurred on or after January 1, 1997 
(150 percent of the business standard 
mileage rate of 31.5 cents per mile). 
The special mileage rate applies to all 
business use of an automobile while 
performing qualifying services. It will 
be adjusted annually (to the extent war
ranted) by the Service to reflect changes 
in the business standard mileage rate, 
and any such adjustment will be applied 
prospectively. 

.02 Depreciation. In determining the 
adjusted basis of an automobile used to 
perform qualifying services, depreciation. 
will be computed as provided in section 
5.05, except as provided in section 6.03. 

.03 Special depreciation rules. The 
special mileage rate is not available for 
any automobile if, for any taxable year 
beginning after December 31, 1987, the 
employee claims depreciation for such 
automobile. For this purpose, claiming 
depreciation means the deduction of any 



amount under § 167, 168, or 179 (in
cluding any such deduction attributable 
to use in a trade or business that does 
not involve the performance of qualify
ing services). The availability of the 
special mileage rate is not affected by 
depreciation claimed for taxable years 
beginning before January 1, 1988. Thus, 
the special mileage rate is available 
even if the automobile was fully depre
ciated in taxable years beginning before 
January 1, 1988, and regardless of the 
year the automobile was placed in ser
vice. 

.04 Rural mail carrier special mile
age rate in lieu of operating and fixed 
costs. The rules provided under section 
5.03 also apply to use of the special 
mileage rate. 

.05 Parking fees, tolls, interest, and 
taxes. The rules provided under section 
5.04 also apply to the use of the special 
mileage rate. 

SEC. 7. CHARITABLE, MEDICAL, 
AND MOVING STANDARD MILEAGE 
RATE 

.01 Charitable. Section 170(i) pro
vides a standard mileage rate of 12 
cents per mile for purposes of comput
ing the charitable deduction for use of a 
passenger automobile in connection with 
rendering gratuitous services to a chari
table organization under § 170. 

.02 Medical and moving. The stan
dard mileage rate is 10 cents per mile 
for use of a passenger automobile (a) to 
obtain medical care described in § 213, 
or (b) as part of a move for which the 
expenses are deductible under § 217. 
The standard mileage rates for medical 
and moving transportation expenses will 
be adjusted annually (to the extent war
ranted) by the Service, and any such 
adjustment will be applied prospectively. 

.03 Charitable, medical, or moving 
expense standard mileage rate in lieu of 
operating expenses. A deduction com
puted using the applicable standard 
mileage rate for charitable, medical, or 
moving expense miles is in lieu of 
operating expenses (including gasoline 
and oil) of the automobile allocable to 
such purposes. Costs for such items as 
depreciation, maintenance and repairs, 
tires, insurance, and registration fees are 
not deductible, and are not included in 
such standard mileage rates. 

.04 Parking fees. tolls, interest, and 
taxes. Parking fees and tolls attributable 
to the use of the automobile for chari
table, medical, or moving expense pur
poses may be deducted as separate 

items. Likewise, interest relating to the 
purchase of the automobile as well as 
state and local taxes (other than those 
included in the cost of gasoline) may be 
deducted as separate items, but only to 
the extent that the interest and taxes are 
allowable deductions under § 163 or 
164, respectively. 

SEC. 8. FIXED AND VARIABLE RATE 
ALLOWANCE 

. 01 In general. 
(1) The ordinary and necessary ex

penses paid or incurred by an employee 
in driving an automobile in connection 
with the performance of services as an 
employee of the employer will be 
deemed substantiated (in an amount de
termined under section 9) when a payor 
reimburses such expenses with a mile
age allowance using a flat rate or stated 
schedule that combines periodic fixed 
and variable rate payments that meet all 
the requirements of this section (a FAVR 
allowance). 

(2) The amount of a FAVR allow
ance must be based on data that (a) is 
derived from the base locality, (b) re
flects retail prices paid by consumers, 
and (c) is reasonable and statistically 
defensible in approximating the actual 
expenses of employees receiving the 
allowance. 

.02 Definitions. 
(1) FAVR allowance. A FAVR al

lowance includes periodic fixed pay
ments and periodic variable payments. A 
payor may maintain more than one 
FAVR allowance. A FAVR allowance 
that uses the same payor, standard auto
mobile (or an automobile of the same 
make and model that is comparably 
equipped), retention period, and business 
use percentage is considered one FAVR 
allowance, even though other features of 
the allowance may vary. A FAVR allow
ance also includes any optional high 
mileage payments; however, such op
tional high mileage payments are in
cluded in the employee's gross income, 
are reported as wages or other compen
sation on the employee's Form W-2, 
and are subject to withholding and pay
ment of employment taxes when paid. 
See section 9.05. An optional high mile
age payment covers the additional de
preciation for a standard automobile 
attributable to business miles driven and 
substantiated by the employee for a 
calendar year in excess of the annual 
business mileage for that year. If an 
employee is covered by the FAVR al
lowance for less than the entire calendar 

year, the annual business mileage may 
be prorated on a monthly basis for 
purposes of the preceding sentence. 

(2) Periodic fixed payment. A peri
odic fixed payment covers the projected 
fixed costs (including depreciation, in
surance, registration and license fees, 
and personal property taxes) of driving a 
standard automobile in connection with 
the performance of services as an em
ployee of the employer in a base local
ity, and must be paid at least quarterly . 
A periodic fixed payment may be com
puted by (a) dividing the total projected 
fixed costs for the standard automobile 
for all years of the retention period, 
determined at the beginning of the re
tention period, by the number of peri
odic fixed payments in the retention 
period, and (b) multiplying the resulting 
amount by the business use percentage. 

(3) Periodic variable payment. A 
periodic variable payment covers the 
projected operating costs (including 
gasoline and all taxes thereon, oil, tires, 
and routine maintenance and repairs) of 
driving a standard automobile in con
nection with the performance of services 
as an employee of the employer in a 
base locality, and must be paid at least 
quarterly. The rate of a periodic variable 
payment for a computation period may 
be computed by dividing the total pro
jected operating costs for the standard 
automobile for the computation period, 
determined at the beginning of the com
putation period, by the computation pe
riod mileage. A computation period can 
be any period of a year or less. Compu
tation period mileage is the total mile
age (business and personal) a payor 
reasonably projects a standard automo
bile will be driven during a computation 
period and equals the retention mileage 
divided by the number of computation 
periods in the retention period. For each 
business mile substantiated by the em
ployee for the computation period, the 
periodic variable payment must be paid 
at a rate that does not exceed the rate 
for that computation period. 

(4) Base locality. A base locality is 
the particular geographic locality or re
gion of the United States in which the 
costs of driving an automobile in con
nection with the performance of services 
as an employee of the employer are 
generally paid or incurred by the em
ployee. Thus, for purposes of determin
ing the amount of fixed costs, the base 
locality is generally the geographic lo
cality or region in which the employee 
resides. For purposes of determining the 
amount of operating costs, the base 
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locality is generally the geographic lo
cality or region in which the employee 
drives the automobile in connection with 
the performance of services as an em
ployee of the employer. 

(5) Standard automobile. A stan
dard automobile is the passenger auto
mobile selected by the payor on which a 
specific FAVR allowance is based. 

(6) Standard automobile cost. The 
standard automobile cost for a calendar 
year may not exceed 95 percent of the 
sum of (a) the retail dealer invoice cost 
of the standard automobile in the base 
locali ty, and (b) state and local sales or 
use taxes applicable on the purchase of 
such an automobile. Further, the stan
dard automobile cost may not exceed 
$26,500. 

(7) Annual mileage. Annual mile
age is the total mileage (business and 
personal) a payor reasonably projects a 
standard automobile wiII be driven dur
ing a calendar year. Annual mileage 
equals the annual business mileage di
vided by the business use percentage. 

(8) Annual business mileage. An
nual business mileage is the mileage a 
payor reasonably projects a standard 
automobile will be driven by an em
ployee in connection with the perfor
mance of services as an employee of the 
employer during the calendar year, but 
may not be less than 6,250 miles for a 
calendar year. Annual business mileage 
equals the annual mileage multiplied by 
the business use percentage. 

(9) Business use percentage. A 
business use percentage is determined 
by dividing the annual business mileage 
by the annual mileage. The business use 
percentage may not exceed 75 percent. 
In lieu of demonstrating the reasonable
ness of the business use percentage 
based on records of total mileage and 
business mileage driven by the employ
ees annually, a payor may use a busi
ness use percentage that is less than or 
equal to the following percentages for a 
FA VR allowance that is paid for the 
following annual business mileage: 

Annual business 
mileage 

6,250 or more but 
less than 10,000 

10,000 or more but 
less than 15,000 

15,000 or more but 
less than 20,000 

20,000 or more 

Business use 
percentage 

45 percent 

55 percent 

65 percent 

75 percent 
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(10) Retention period. A retention 
period is the period in calendar years 
selected by the payor during which the 
payor expects an employee to drive a 
standard automobile in connection with 
the performance of services as an em
ployee of the employer before the auto
mobile is replaced. Such period may not 
be less than two calendar years. 

(11) Retention mileage. Retention 
mileage is the annual mileage multiplied 
by the number of calendar years in the 
retention period. 

(12) Residual value. The residual 
value of a standard automobile is the 
projected amount for which it could be 
sold at the end of the retention period 
after being driven the retention mileage. 
The Service will accept the following 
safe harbor residual values for a stan
dard automobile computed as a percent
age of the standard automobile cost: 

Retention period 

2-year 
3-year 
4-year 

Residual value 

70 percent 
60 percent 
50 percent 

.03 FAVR allowance in lieu of operat
ing and fixed costs. 

(1) Except as provided in section 
8.03(2), a deduction computed using a 
FAVR allowance is in lieu of all the 
operating and fixed costs paid or in
curred by an employee in driving the 
automobile in connection with the per
formance of services as an employee of 
the employer. 

(2) Parking fees and tolls attribut
able to an employee driving the standard 
automobile in connection with the per
formance of services as an employee of 
the employer are not included in fixed 
and operating costs and may be de
ducted as separate items. Similarly, in
terest relating to the purchase of the 
standard automobile may be deducted as 
a separate item, but only to the extent 
that the interest is an allowable deduc
tion under § 163. 

. 04 Depreciation. 
(I) A FAVR allowance may not be 

paid with respect to an automobile for 
which the employee has claimed (a) 
depreciation using a method other than 
straight-line for its estimated useful life, 
(b) a § 179 deduction has been claimed, 
or (c) the taxpayer has used the Acceler
ated Cost Recovery System (ACRS) 
under former § 168 or the Modified 
Accelerated Cost Recovery System 
(MACRS) under current § 168. If an 
employee uses actual costs for an auto
mobile that has been covered by a 

FAVR allowance, the employee must 
use straight-line depreciation for the 
automobile's remaining estimated useful 
life (subject to the applicable deprecia
tion deduction limitations under § 280F 
for any passenger automobile). 

(2) The total amount of the depre
ciation component for the retention pe
riod taken into account in computing the 
periodic fixed payments for that reten
tion period may not exceed the excess 
of the standard automobile cost over the 
residual value of the standard automo
bile. In addition, the total amount of 
such depreciation component may not 
exceed the sum of the annual § 280F 
limitations on depreciation (in effect at 
the beginning of the retention period) 
that apply to the standard automobile 
during the retention period. 

(3) The depreciation included in 
each periodic fixed payment portion of a 
FAVR allowance paid with respect to an 
automobile will reduce the basis of the 
automobile (but not below zero) in 
determining adjusted basis as required 
by § 1016. See section 8.07(2) for the 
requirement that the employer report the 
depreciation component of a periodic 
fixed payment to the employee. 

.05 FAVR allowance limitations. 

(1) A FAVR allowance may be 
paid only to an employee who substanti
ates to the payor for a calendar year at 
least 5,000 miles driven in connection 
with the performance of services as an 
employee of the employer or, if greater, 
80 percent of the annual business mile
age of that FAVR allowance. If the 
employee is covered by the FAVR al
lowance for less than the entire calendar 
year, these limits may be prorated on a 
monthly basis. 

(2) A FAVR allowance may not be 
paid to a control employee (as defined 
in § 1.61-21(f)(5) and (6), excluding 
the $100,000 limitation in paragraph 
(f)(5)(iii)) . 

(3) At no time during a calendar 
year may a majority of the employees 
covered by a FAVR allowance be man
agement employees. 

(4) At all times during a caleqdar 
year at least 10 employees of an em
ployer must be covered by one or more 
FAVR allowances. 

(5) A FAVR allowance may be 
paid only with respect to an automobile 
(a) owned by the employee receiving 
the payment, (b) the cost of which, 
when new, is at least 90 percent of the 



standard automobile cost taken into ac
count for purposes of determining the 
FAVR allowance for the first calendar 
year the employee receives the alIow
ance with respect to that automobile, 
and (c) the model year of which does 
not differ from the current calendar year 
by more than the number of years in the 
retention period. 

(6) The insurance cost component 
of a FAVR alIowance must be based on 
the rates charged in the base locality for 
insurance coverage on the standard auto
mobile during the current calendar year 
without taking into account such rate
increasing factors as poor driving 
records or young drivers. 

(7) A FAVR alIowance may be 
paid only to an employee whose insur
ance coverage limits on the automobile 
with respect to which the FAVR allow
ance is paid are at least equal to the 
insurance coverage limits used to com
pute the periodic fixed payment under 
that FAVR alIowance. 

.06 Employee reporting. Within 30 
days after an employee's automobile is 
initially covered by a FAVR allowance, 
or is again covered by a FAVR allow
ance if such coverage has lapsed, the 
employee by written declaration must 
provide the payor with the folIowing 
information: (a) the make, model, and 
year of the automobile owned by the 
employee, (b) written proof of the insur
ance coverage limits on the automobile, 
(c) the odometer reading of the automo
bile, (d) the purchase price of the auto
mobile, and (e) whether the employee 
has claimed depreciation with respect to 
the automobile using any of the depre
ciation methods prohibited by section 
8.04(1). The information described in 
(a), (b), and (c) of the preceding sen
tence also must be supplied by the 
employee to the payor within 30 days 
after the beginning of each calendar 
year that the employee's automobile is 
covered by a FAVR alIowance. 

. 07 Payor recordkeeping and report-
ing. 

(1) The payor or its agent must 
maintain written records setting forth (a) 
the statistical data and projections on 
which the FAVR allowance payments 
are based, and (b) the information pro
vided by the employees pursuant to 
section 8.06. 

(2) Within 30 days of the end of 
each calendar year, the employer must 
provide each employee covered by a 
FAVR allowance during that year with a 
statement listing the amount of deprecia
tion included in each periodic fixed 

payment portion of the FAVR allowance 
paid during that calendar year and ex
plaining that by receiving a FAVR al
lowance the employee has elected to 
exclude the automobile from MACRS 
pursuant to § 168(f)(1). 

.08 Failure to meet section 8 require
ments. If an employee receives a mile
age allowance that fails to meet one or 
more of the requirements of section 8, 
the employee may not be treated as 
covered by any FAVR allowance of the 
payor during the period of such failure. 
Nevertheless, the expenses to which that 
mileage allowance relates may be 
deemed substantiated using the method 
described in sections 5, 9.01(1), and 
9.02 to the extent the requirements of 
those sections are met. 

SEC. 9. APPLICATION 

.01 If a payor pays a mileage allow
ance in lieu of reimbursing actual trans
portation expenses incurred or to be 
incurred by an employee, the amount of 
the expenses that is deemed substanti
ated to the payor is either: 

(1) for any mileage allowance 
other than a FAVR allowance, the lesser 
of the amount paid under the mileage 
allowance or the applicable standard 
mileage rate in section 5.01 or 6.01 
multiplied by the number of business 
miles substantiated by the employee; or 

(2) for a FAVR allowance, the 
amount paid under the FAVR allowance 
less the sum of (a) any periodic variable 
rate payment that relates to miles in 
excess of the business miles substanti
ated by the employee and that the 
employee fails to return to the payor 
although required to do so, (b) any 
portion of a periodic fixed payment that 
relates to a period during which the 
employee is treated as not covered by 
the FAVR allowance and that the em
ployee fails to return to the payor 
although required to do so, and (c) any 
optional high mileage payments . 

. 02 If the amount of transportation 
expenses is deemed substantiated under 
the rules provided in section 9.01, and 
the employee actually substantiates to 
the payor the elements of time, place (or 
use), and business purpose of the trans
portation expenses in accordance with 
paragraphs (b)(2) (travel away from 
home), (b)(6) (listed property, which 
includes passenger automobiles and any 
other property used as a means of 
transportation), and (c) of § 1. 274-5T, 
the employee is deemed to satisfy the 
adequate accounting requirements of 

§ 1.274-5T(f), as well as the require
ment to substantiate by adequate records 
or other sufficient evidence for purposes 
of § 1.274-5T(c). See § 1.62-2(e)(1) 
for the rule that an arrangement must 
require business expenses to be substan
tiated to the payor within a reasonable 
period of time. 

.03 An arrangement providing mile
age alIowances will be treated as satis
fying the requirement of § 1.62-2(f)(2) 
with respect to returning amounts in 
excess of expenses as follows: 

(1) For a mileage allowance other 
than a FAVR allowance, the requirement 
to return excess amounts will be treated 
as satisfied if the employee is required 
to return within a reasonable period of 
time (as defined in § 1.62-2(g» any 
portion of such an allowance that relates 
to miles of travel not substantiated by 
the employee, even though the arrange
ment does not require the employee to 
return the portion of such an allowance 
that relates to the miles of travel sub
stantiated and that exceeds the amount 
of the employee's expenses deemed sub
stantiated. For example, assume a payor 
provides an employee an advance mile
age allowance of $70 based on an 
anticipated 200 business miles at 35 
cents per mile (at a time when the 
applicable business standard mileage 
rate is 31.5 cents per mile), and the 
employee substantiates 120 business 
miles. The requirement to return excess 
amounts will be treated as satisfied if 
the employee is required to return the 
portion of the allowance that relates to 
the 80 unsubstantiated business miles 
($28) even though the employee is not 
required to return the portion of the 
allowance ($4.20) that exceeds the 
amount of the employee's expenses 
deemed substantiated under section 9.01 
($37.80) for the 120 substantiated busi
ness miles. However, the $4.20 excess 
portion of the allowance is treated as 
paid under a nonaccountable plan as 
discussed in section 9.05 . 

(2) For a FAVR allowance, the 
requirement to return excess amounts 
will be treated as satisfied if the em
ployee is required to return within a 
reasonable period of time (as defined in 
§ 1.62-2(g», (a) the portion (if any) of 
the periodic variable payment received 
that relates to miles in excess of the 
business miles substantiated by the em
ployee, and (b) the portion (if any) of a 
periodic fixed payment that relates to a 
period during which the employee was 
not covered by the FAVR allowance. 
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.04 An employee is not required to 
include in gross income the portion of a 
mileage allowance received from a 
payor that is less than or equal to the 
amount deemed substantiated under sec
tion 9.01, provided the employee sub
stantiates in accordance with section 
9.02. See § 1.274-ST(f)(2)(i). In addi
tion, such portion of the allowance is 
treated as paid under an accountable 
plan, is not reported as wages or other 
compensation on the employee's Form 
W-2, and is exempt from the withhold
ing and payment of employment taxes. 
See §§ 1.62-2(c)(2) and (c)(4). 

.05 An employee is required to in
clude in gross income only the portion 
of a mileage allowance received from a 
payor that exceeds the amount deemed 
substantiated under section 9.01, pro
vided the employee substantiates in ac
cordance with section 9.02. See 
§ 1.274-ST(f)(2)(ii). In addition, the ex
cess portion of the allowance is treated 
as paid under a nonaccountable plan, is 
reported as wages or other compensation 
on the employee's Form W-2, and is 
subject to withholding and payment of 
employment taxes. See §§ 1.62-
2( c )(3)(ii), (c )(5), and (h)(2)(i)(B). 

. 06 If the amount of the expenses 
deemed substantiated under the rules 
provided in section 9.01 is less than the 
amount of the employee's business 
transportation expenses, the employee 
may claim an itemized deduction for the 
amount by which the business transpor
tation expenses exceed the amount that 
is deemed substantiated, provided the 
employee substantiates all the business 
transportation expenses, includes on 
Form 2106, Employee Business Ex
penses, the deemed substantiated portion 
of the mileage allowance received from 
the payor, and includes in gross income 
the portion (if any) of the mileage 
allowance received from the payor that 
exceeds the amount deemed substanti
ated. See § 1.274-5T(f)(2)(iii). How
ever, for purposes of claiming this item
ized deduction, substantiation of the 
amount of the expenses is not required 
if the employee is claiming a deduction 
that is equal to or less than the appli
cable standard mileage rate multiplied 
by the number of business miles sub
stantiated by the employee minus the 
amount deemed substantiated under sec
tion 9.01. The itemized deduction is 
subject to the 2-percent floor on miscel
laneous itemized deductions provided in 
~ 67. 

.07 An employee may deduct an 
amount computed pursuant to section 
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5.01 or 6.01 only as an itemized deduc
tion. This itemized deduction is subject 
to the 2-percent floor on miscellaneous 
itemized deductions provided in § 67. 

.08 A self-employed individual may 
deduct an amount computed pursuant to 
section 5.01 in determining adjusted 
gross income under § 62(a)(1). 

.09 If a payor's reimbursement or 
other expense allowance arrangement 
evidences a pattern of abuse of the rules 
of § 62(c) and the regulations thereun
der, all payments under the arrangement 
will be treated as made under a nonac
countable plan. Thus, such payments are 
included in the employee's gross in
come, are reported as wages or other 
compensation on the employee's Form 
W-2, and are subject to withholding and 
payment of employment taxes. See 
§§ 1.62-2(c)(3), (c)(S), and (h)(2). 

SEC. 10. WITHHOLDING AND 
PAYMENT OF EMPLOYMENT 
TAXES. 

.01 The portion of a mileage allow
ance (other than a FAVR allowance), if 
any, that relates to the miles of business 
travel substantiated and that exceeds the 
amount deemed substantiated for those 
miles under section 9.01(1) is subject to 
withholding and payment of employ
ment taxes. See § 1.62-2(h)(2)(i)(B). 

(1) In the case of a mileage allow
ance paid as a reimbursement, the ex
cess described in this section 10.01 is 
subject to withholding and payment of 
employment taxes in the payroll period 
in which the payor reimburses the ex
penses for the business miles substanti
ated. See § 1.62-2(h)(2)(i)(B)(2). 

(2) In the case of a mileage allow
ance paid as an advance, the excess 
described in this section 10.01 is subject 
to withholding and payment of employ
ment taxes no later than the first payroll 
period following the payroll period in 
which the business miles with respect to 
which the advance was paid are substan
tiated. See § 1.62-2(h)(2)(i)(B)(3). If 
some or all of the business miles with 
respect to which the advance was paid 
are not substantiated within a reasonable 
period of time and the employee does 
not return the portion of the allowance 
that relates to those miles within a 
reasonable period of time, the portion of 
the allowance that relates to those miles 
is subject to withholding and payment 
of employment taxes no later than the 
first payroll period following the end of 
the reasonable period. See § 1.62-
2(h)(2)(i)(A). 

(3) In the case of a mileage allow
ance that is not computed on the basis 
of a fixed amount per mile of travel 
(e.g., a mileage allowance that combines 
periodic fixed and variable rate pay
ments, but that does not satisfy the 
requirements of section 8), the payor 
must compute the amount, if any, that 
exceeds the amount deemed substanti
ated under section 9.01 (1) periodically 
(no less frequently than quarterly) by 
comparing the total mileage allowance 
paid for the period to the applicable 
standard mileage rate in section 5.01 or 
6.01 multiplied by the number of busi
ness miles substantiated by the em
ployee for the period. Any excess is 
subject to withholding and payment of 
employment taxes no later than the first 
payroll period following the payroll pe
riod in which the excess is computed. 
See § 1.62-2(h)(2)(i)(B)( 4). 

(4) For example, assume an em
ployer pays its employees a mileage 
allowance at a rate of 35 cents per mile 
(when the business standard mileage 
rate is 31.5 cents per mile). The em
ployer does not require the return of the 
portion of the allowance (3.5 cents) that 
exceeds the business standard mileage 
rate for the business miles substantiated . 
In June, the employer advances an em
ployee $175 for 500 miles to be traveled 
during the month. In July, the employee 
substantiates to the employer 400 busi
ness miles traveled in June and returns 
$35 to the employer for the 100 busi
ness miles not traveled. The amount 
deemed substantiated for the 400 miles 
traveled is $126 and the employee is not 
required to return the remaining $14. No 
later than the first payroll period follow
ing the payroll period in which the 400 
business miles traveled are substantiated, 
the employer must withhold and pay 
employment taxes on $14. 

.02 The portion of a FAVR allow
ance, if any, that exceeds the amount 
deemed substantiated for those miles 
under section 9.01 (2) is subject to with
holding and payment of employment 
taxes. See § 1.62-2(h)(2)(i)(B). 

(1) Any periodic variable rate pay
ment that relates to miles in excess of 
the business miles substantiated by the 
employee and that the employee fails to 
return within a reasonable period, or any 
portion of a periodic fixed payment that 
relates to a period during which the 
employee is treated as not covered by 
the FAVR allowance and that the em
ployee fails to return within a reason
able period, is subject to withholding 
and payment of employment taxes no 



later than the first payroll period follow
ing the end of the reasonable period. 
See § 1.62-2(h)(2)(i)(A). 

(2) Any optional high mileage pay
ment is subject to withholding and pay
ment of employment taxes when paid. 

SEC. 11. EFFECT ON OTHER 
DOCUMENTS 

Rev. Proc. 9S-S4, 1995-2 C.B. 4S0, is 
hereby superseded for mileage allow
ances paid to an employee on or after 
January 1, 1997, with respect to trans
portation expenses paid or incurred on 
or after January 1, 1997, and, for pur
poses of computing the amount allow
able as a deduction,' for transportation 
expenses paid or incurred on or after 
January 1, 1997. 

26 CFR 601.105: Examination of returns and 
claims for refund, credit, or abatement; determina· 
tion of correct tax liability. 
(Also Part 1, §§ 62, 162, 267, 274; 1.62-2, 
1.162-17, 1.267(a)-1, 1.274-5T, 1.274(d)-1.) 

Rev. Proc. 96-64 

SECTION 1. PURPOSE 

This revenue procedure updates Rev. 
Proc. 96-28, 1996-1 c.B. 686, by pro
viding rules under which the amount of 
ordinary and necessary business ex
penses of an employee for lodging, 
meal, and incidental expenses or for 
meal and incidental expenses incurred 
while traveling away from home will be 
deemed substantiated under § 1.274-ST 
of the temporary Income Tax Regula
tions when a payor (the employer, its 
agent, or a third party) provides a per 
diem allowance under a reimbursement 
or other expense allowance arrangement 
to pay for such expenses. This revenue 
procedure also provides an optional 
method for employees and self
employed individuals to use in comput
ing the deductible costs of business 
meal and incidental expenses paid or 
incurred while traveling away from 
home. Use of a method described in this 
revenue procedure is not mandatory and 
a taxpayer may use actual allowable 
expenses if the taxpayer maintains ad
equate records or other sufficient evi
dence for proper substantiation. This 
revenue procedure does not provide 
rules under which the amount of an 
employee's lodging expenses will be 
deemed substantiated when a payor pro
vides an allowance to pay for those 
expenses but not meal and incidental 
expenses. 

SECTION 2. BACKGROUND AND 
CHANGES 

.01 Section 162(a) of the Internal 
Revenue Code allows a deduction for all 
the ordinary and necessary expenses 
paid or incurred during the taxable year 
in carrying on any trade or business. 
Under that provision, an employee or 
self-employed individual may deduct ex
penses paid or incurred while traveling 
away from home in pursuit of a trade or 
business. However, under § 262, no 
portion of such travel expenses that is 
attributable to personal, living, or family 
expenses is deductible. 

.02 Section 274(d) provides, in part, 
that no deduction shall be allowed under 
§ 162 for any traveling expense (includ
ing meals and lodging while away from 
home) unless the taxpayer complies with 
certain substantiation requirements. The 
section further provides that regulations 
may prescribe that some or all of the 
substantiation requirements do not apply 
to an expense that does not exceed an 
amount prescribed by such regulations. 

.03 Section 1.274(d)-I(a) of the regu
lations, in part, grants the Commissioner 
the authority to prescribe rules relating 
to reimbursement arrangements or per 
diem allowances for ordinary and neces
sary expenses paid or incurred while 
traveling away from home. Pursuant to 
this grant of authority, the Commis
sioner may prescribe rules under which 
such arrangements or allowances, if in 
accordance with reasonable business 
practice, will be regarded (1) as equiva
lent to substantiation, by adequate 
records or other sufficient evidence, of 
the amount of such travel expenses for 
purposes of § 1.274-ST(c), and (2) as 
satisfying the requirements of an ad
equate accounting to the employer of 
the amount of such travel expenses for 
purposes of § 1.274-ST(f). 

.04 Section l.274-STU) grants the 
Commissioner the authority to establish 
a method under which a taxpayer may 
elect to use a specified amount for 
meals paid or incurred while traveling 
away from home in lieu of substantiat
ing the actual cost of meals. 

.OS For purposes of determining ad
justed gross income, § 62(a)(2)(A) al
lows an employee a deduction for ex
penses allowed by Part VI (§ 161 and 
following), subchapter B, chapter 1 of 
the Code, paid or incurred by the em
ployee in connection with the perfor
mance of services as an employee under 
a reimbursement or other expense allow
ance arrangement with a payor. 

.06 Section 62(c) provides that an 
arrangement will not be treated as a 
reimbursement or other expense allow
ance arrangement for purposes of 
§ 62(a)(2)(A) if it-

(1) does not require the employee 
to substantiate the expenses covered by 
the arrangement to the payor, or 

(2) provides the employee with the 
right to retain any amount in excess of 
the substantiated expenses covered un
der the arrangement. 

Section 62(c) further provides that the 
substantiation requirements described 
therein shall not apply to any expense to 
the extent that, under the grant of regu
latory authority prescribed in § 274(d), 
the Commissioner has provided that 
substantiation is not required for such 
expense. 

.07 Under § 1.62-2(c)(1) a reim
bursement or other expense allowance 
arrangement satisfies the requirements 
of § 62(c) if it meets the requirements 
of business connection, substantiation, 
and returning amounts in excess of 
expenses as specified in the regulations. 
Section 1.62-2(e)(2) specifically pro
vides that substantiation of certain busi
ness expenses in accordance with rules 
prescribed under the authority of 
§ 1.274(d)-I(a) or 1.274-ST(j) will be 
treated as substantiation of the amount 
of such expenses for purposes of 
§ 1.62-2. Under § 1.62-2(f)(2), the 
Commissioner may prescribe rules under 
which an arrangement providing per 
diem allowances will be treated as satis
fying the requirement of returning 
amounts in excess of expenses, even 
though the arrangement does not require 
the employee to return the portion of 
such an allowance that relates to days of 
travel substantiated and that exceeds the 
amount of the employee's expenses 
deemed substantiated pursuant to rules 
prescribed under § 274(d), provided the 
allowance is reasonably calculated not 
to exceed the amount of the employee's 
expenses or anticipated expenses and the 
employee is required to return any por
tion of such an allowance that relates to 
days of travel not substantiated. 

.08 Section 1.62-2(h)(2)(i)(B) pro
vides that if a payor pays a per diem 
allowance that meets the requirements 
of § 1.62-2(c)(l), the portion, if any, of 
the allowance that relates to days of 
travel substantiated in accordance with 
§ 1.62-2(e), that exceeds the amount of 
the employee's expenses deemed sub
stantiated for such travel pursuant to 
rules prescribed under § 274(d) and 
§ 1.274(d)-I(a) or § 1.274-ST(j), and 
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that the employee is not required 
to return, is subject to withholding 
and payment of employment taxes. See 
§§ 31.3121(a)-3, 31.3231(e)-3, 
31.3306(b)-2, and 31.3401(a)-4. Be
cause the employee is not required to 
return this excess portion, the reasonable 
period of time provisions of § 1.62-2(g) 
(relating to the return of excess 
amounts) do not apply to this portion. 

.09 Under § 1.62-2(h)(2)(i)(B)(4), 
the Commissioner may, in his or her 
discretion, prescribe special rules regard
ing the timing of withholding and pay
ment of employment taxes on per diem 
allowances. 

.10 Section 5.04 contains a descrip
tion of changes to the high-cost locali
ties for purposes of section 5. 

.11 Changes to sections 3.01(3), 4.02, 
and 6.02 clarify that the amount of an 
employee's expenses of traveling away 
from home may be deemed substanti
ated under the revenue procedure if a 
payor pays a per diem amount for the 
employee's lodging, meal, and incidental 
expenses that is equal to or less than the 
amount of the Federal per diem for the 
locality of travel for the day (or part of 
the day). 

.12 Changes to sections 1, 3.01(1), 
6.01, and 6.06 clarify that the revenue 
procedure does not provide rules under 
which the amount of an employee's 
lodging expenses will be deemed sub
stantiated when a payor provides an 
allowance to pay for those expenses but 
not meal and incidental expenses. 

SECTION 3. DEFINITIONS 

.01 Per diem allowance. The term 
"per diem allowance" means a payment 
under a reimbursement or other expense 
allowance arrangement that meets the 
requirements specified in § 1.62-2(c)(1) 
and that is 

(1) paid with respect to ordinary 
and necessary business expenses in
curred, or which the payor reasonably 
anticipates will be incurred, by an em
ployee for lodging, meal, and incidental 
expenses or for meal and incidental 
expenses for travel away from home in 
connection with the performance of ser
vices as an employee of the employer, 

(2) reasonably calculated not to ex
ceed the amount of the expenses or the 
anticipated expenses, and 

(3) paid at or below the applicable 
Federal per diem rate, a flat rate or 
stated schedule, or in accordance with 
any other Service-specified rate or 
schedule. 
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.02 Federal per diem rate. 
(1) General rule. The Federal per 

diem rate is equal to the sum of the 
Federal lodging expense rate and the 
Federal meal and incidental expense 
(M&IE) rate for the locality of travel. 
Each of these rates for a particular 
locality in the continental United States 
("CONUS") is set forth in Appendix A 
of 41 C.P.R., Chapter 301, as amended. 
See 41 C.P.R. Part 301-7 (1996), as 
amended, for specific rules regarding 
these Federal rates. Each of these rates 
is established by the Secretary of De
fense for a particular nonforeign locality 
outside the continental United States 
("OCONUS") (including Alaska, Ha
waii, Puerto Rico, the Northern Mariana 
Islands, and the possessions of the 
United States), and by the Secretary of 
State for a particular foreign OCONUS 
locality. Each of these OCONUS rates is 
published in the Per Diem Supplement 
to the Standardized Regulations (Gov
ernment Civilians, Foreign Areas). See, 
e.g., Maximum Travel Per Diem Allow
ances for Foreign Areas, PD Supplement 
382, issued March 1, 1996. 

(2) Locality of travel. The term 
"locality of travel" means the locality 
where an employee traveling away from 
home in connection with the perfor
mance of services as an employee of the 
employer stops for sleep or rest. 

(3) Incidental expenses. The term 
"incidental expenses" includes, but is 
not limited to, expenses for laundry, 
cleaning and pressing of clothing, and 
fees and tips for services, such as for 
porters and baggage carriers. The term 
"incidental expenses" does not include 
taxicab fares or the costs of telegrams or 
telephone calls. 

. 03 Flat rate or stated schedule. 
( 1) In general. Except as provided in 
section 3.03(2), an allowance is paid at 
a flat rate or stated schedule if it is 
provided on a uniform and objective 
basis with respect to the expenses de
scribed in section 3.01. Such allowance 
may be paid with respect to the number 
of days away from home in connection 
with the performance of services as an 
employee or on any other basis that is 
consistently applied and in accordance 
with reasonable business practice. Thus, 
for example, an hourly payment to cover 
meal and incidental expenses paid to a 
pilot or flight attendant who is traveling 
away from home in connection with the 
performance of services as an employee 
is an allowance paid at a flat rate or 
stated schedule. Likewise, a payment 
based on the number of miles traveled 

(e.g., cents per mile) to cover meal and 
incidental expenses paid to an over-the
road truck driver who is traveling away 
from home in connection with the per
formance of services as an employee is 
an allowance paid at a flat rate or stated 
schedule. 

(2) Limitation. For purposes of this 
revenue procedure, an allowance that is 
computed on a basis similar to that used 
in computing the employee's wages or 
other compensation (e.g., the number of 
hours worked, miles traveled, or pieces 
produced) does not meet the business 
connection requirement of § 1.62-2(d), 
is not a per diem allowance, and is not 
paid at a flat rate or stated schedule, 
unless, as of December 12, 1989, (a) the 
allowance was identified by the payor 
either by making a separate payment or 
by specifically identifying the amount of 
the allowance, or (b) an allowance com
puted on that basis was commonly used 
in the industry in which the employee is 
employed. See § 1.62-2(d)(3)(ii). 

SECTION 4. PER DIEM 
SUBSTANTIATION METHOD 

.01 Per diem allowance. If a payor 
pays a per diem allowance in lieu of 
reimbursing actual expenses for lodging, 
meal, and incidental expenses incurred 
or to be incurred by an employee for 
travel away from home, the amount of 
the expenses that is deemed substanti
ated for each calendar day (or part of 
the calendar day, see section 6.04) is 
equal to the lesser of the per diem 
allowance for such day or the amount 
computed at the Federal per diem rate 
for the locality of travel for such day (or 
part of such day, see section 6.04). 

.02 Meals only per diem allowance . 
If a payor pays a per diem allowance 
only for meal and incidental expenses in 
lieu of reimbursing actual expenses for 
meal and incidental expenses incurred or 
to be incurred by an employee for travel 
away from home, the amount of the 
expenses that is deemed substantiated 
for each calendar day (or part of the 
calendar day, see section 6.04) is equal 
to the lesser of the per diem allowance 
for such day or the amount computed at 
the Federal M&IE rate for the locality 
of travel for such day (or part of such 
day, see section 6.04). A per diem 
allowance is treated as paid only for 
meal and incidental expenses if (1) the 
payor pays the employee for actual 
expenses for lodging based on receipts 
submitted to the payor, (2) the payor 
provides the lodging in kind, (3) the 



payor pays the actual expenses for lodg
ing directly to the provider of the lodg
ing, (4) the payor does not have a 
reasonable belief that lodging expenses 
were or will be incurred by the em
ployee, or (5) the allowance is computed 
on a basis similar to that used in 
computing the employee's wages or 
other compensation (e.g., the number of 
hours worked, miles traveled, or pieces 
produced). 

.03 Optional method for meals only 
deduction. In lieu of using actual ex
penses, employees and self-employed 
individuals, in computing the amount 
allowable as a deduction for ordinary 
and necessary meal and incidental ex
penses paid or incurred for travel away 
from home, may use an amount com
puted at the Federal M&IE rate for the 
locality of travel for each calendar day 
(or part thereof, see section 6.04) the 
employee or self-employed individual is 
away from home. Such amount will be 
deemed substantiated for purposes of 
paragraphs (b)(2) (travel away from 
home) and (c) of § 1. 274-5T, provided 
the employee or self-employed indi
vidual substantiates the elements of 
time, place, and business purpose of the 
travel expenses in accordance with those 
regulations. 

.04 Special rules for transportation 
industry. 

(1) In general. This section 4.04 
applies to (a) a payor that pays a per 
diem allowance only for meal and inci
dental expenses for travel away from 
home as described in section 4.02 to an 
employee in the transportation industry, 
or (b) an employee or self-employed 
individual in the transportation industry 
who computes the amount allowable as 
a deduction for meal and incidental 
expenses for travel away from home in 
accordance with section 4.03. 

(2) Rates. A taxpayer described in 
section 4.04( 1) may treat $36 as the 
Federal M&IE rate for any locality of 
travel in CONUS, and/or $40 as the 
Federal M&IE rate for any locality of 
travel OCONUS. A payor that uses 
either (or both) of these special rates 

Key city 

Arizona 
Grand Canyon 

Phoenix/Scottsdale 
(October I-May 14) 

with respect to an employee must use 
the special rate(s) for all amounts sub
ject to section 4.02 paid to that em
ployee for travel away from home 
within CONUS and/or OCONUS, as the 
case may be, during the calendar year. 
Similarly, an employee or self-employed 
individual that uses either (or both) of 
these special rates must use the special 
rate(s) for all amounts computed pursu
ant to section 4.03 for travel away from 
home within CONUS and/or OCONUS, 
as the case may be, during the calendar 
year. 

(3) Periodic rule. A payor de
scribed in section 4.04( 1) may compute 
the amount of the employee's expenses 
that is deemed substantiated under sec
tion 4.02 periodically (not less fre
quently than monthly), rather than daily, 
by comparing the total per diem allow
ance paid for the period to the sum of 
the amounts computed at the Federal 
M&IE rate(s) for the localities of travel 
for the days (or partial days, see section 
6.04) the employee is away from home 
during the period. For example, assume 
an employee in the transportation indus
try travels away from home within 
CONUS on 17 days (including partial 
days under section 6.04) during a calen
dar month and receives a per diem 
allowance only for meal and incidental 
expenses from a payor that uses the 
special rule under section 4.04(2). The 
amount deemed substantiated under 
section 4.02 is equal to the lesser of 
the total per diem allowance paid for 
the month or $612 (17 days at $36 per 
day). 

(4) Transportation industry de
fined. For purposes of this section 4.04, 
an employee or self-employed individual 
is "in the transportation industry" only 
if the employee's or individual's work 
(a) is of the type that directly involves 
moving people or goods by airplane, 
barge, bus, ship, train, or truck, and (b) 
regularly requires travel away from 
home which, during any single trip 
away from home, usually involves travel 
to localities with differing Federal 
M&IE rates. For purposes of the preced-

ing sentence, a payor must determine 
that an employee or a group of employ
ees is "in the transportation industry" 
by using a method that is consistently 
applied and in accordance with reason
able business practice. 

SECTION 5. HIGH-LOW 
SUBSTANTIATION METHOD 

.01 General rule. If a payor pays a 
per diem allowance in lieu of reimburs
ing actual expenses for lodging, meal, 
and incidental expenses incurred or to 
be incurred by an employee for travel 
away from home and the payor uses the 
high-low substantiation method de
scribed in this section 5 for travel within 
CONUS, the amount of the expenses 
that is deemed substantiated for each 
calendar day (or part of the calendar 
day, see section 6.04) is equal to the 
lesser of the per diem allowance for 
such day or the amount computed at the 
rate set forth in section 5.02 for the 
locality of travel for such day (or part of 
such day, see section 6.04). This high
low substantiation method may be used 
in lieu of the per diem substantiation 
method provided in section 4.01, but 
may not be used in lieu of the meals 
only substantiation method provided in 
section 4.02 or 4.03. 

.02 Specific high-low rates. The per 
diem rate set forth in this section 5.02 
is $166 for travel to any "high-cost 
locality" specified in section 5.03, or 
$109 for travel to any other locality 
within CONUS. Whichever per diem 
rate applies, it is applied as if it were 
the Federal per diem rate for the local
ity of travel. For purposes of applying 
the high-low substantiation method, the 
Federal M&IE rate shall be treated as 
$40 for a high-cost locality and $32 for 
any other locality within CONUS. 

.03 High-cost localities. The follow
ing localities have a Federal per diem 
rate of $138 or more for all or part of 
the calendar year, and are high-cost 
localities for all of the calendar year or 
the portion of the calendar year speci
fied in parenthesis under the key city 
name: 

County and other defined location 

All points in the Grand Canyon National Park and Kaibab National Forest within 
Coconino County 
Maricopa 

1996-2 C.B. 429 



Key city 

California 
Gualala/Point Arena 
Los Angeles 

Palo Alto/San Jose 
San Francisco 
South Lake Tahoe 
Yosemite Nat' I Park 

(April l-October 31) 

Colorado 
Aspen 

(January 15-March 31) 
Keystone/Silverthorne 
Steamboat Springs 

(December I-March 31) 
Telluride 
Vail 

(November I-March 31) 

District of Columbia 
Washington, D.C. 

Florida 
Key West 

Illinois 
Chicago 

Indiana 
Nashville 

(June I-October 31) 

Maine 
Bar Harbor 

(July I-September 14) 

Maryland 
Ocean City 

(May I-September 30) 
Saint Michaels 

Massachusetts 
Boston 
Cambridge/Lowell 
Hyannis 

(July I-September 30) 
Martha's Vineyard/Nantucket 

Michigan 
Leland 

(May I-September 30) 
Mackinac Island 

(June I-September 30) 

Nevada 
Incline Village 
Stateline 

New Jersey 
Atlantic City 

(April I-November 30) 
Ocean City/Cape May 

(May 15-September 30) 
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County and other defined location 

Mendocino 
Los Angeles, Kern, Orange, and Ventura Counties; Edwards Air Force Base; Naval 
Weapons Center and Ordnance Test Station, China Lake 
Santa Clara 
San Francisco 
EI Dorado 
Mariposa 

Pitkin 

Summit 
Routt 

San Miquel 
Eagle 

Washington, D.C.; the cities of Alexandria, Falls Church, and Fairfax, and the coun
ties of Arlington, Loudoun, and Fairfax in Virginia; and the counties of Montgomery 
and Prince Georges in Maryland 

Monroe 

Du Page, Cook, and Lake 

Brown 

Hancock 

Worcester 

Talbot 

Suffolk 
Middlesex 
Barnstable 

Dukes and Nantucket 

Leelanau 

Mackinac 

Incline Village 
Douglas 

Atlantic 

Cape May 



New Mexico 
Santa Fe 

Key city 

(May I-October 31) 

New York 
New York City 

White Plains 

North Carolina 
Duck/Outer Banks 

(May I-September 30) 

Ohio 
Sandusky 

(May I-September 30) 
Pennsylvania 

Chester/Radnor 
Philadelphia 

Rhode Island 
Newport/Block Island 

(May I-October 14) 

Utah 
Bullfrog 

(April I-October 31) 
Park City 

(December I-March 31) 

Virginia 
Virginia Beach 

(May I-September 30) 
Wintergreen 

Wisconsin 
Wisconsin Dells 

(June I-September 14) 

Wyoming 
Jackson 

(June I-October 14) 

,04 Changes in high-cost /owlitic,\, 
The list of high-cost localities in section 
5,03 of this Revenue Procedure differs 
from the list of high-cost localities in 
section 5.03 of Rev. Proc. 96-28. The 
following localities have been added to 
the list of high-cost localities: Saint 
Michaels, Maryland: Chester/Radnor. 
Pennsylvania; and Block Island, Rhode 
Island. The portion of the year for 
which the following are high-cost locali
ties has been changed: Yosemite Na
tional Park, California (April I-October 
31); Steamboat Springs, Colorado (De
cember I-March 31); Telluride, Colo
rado (all year); Vail, Colorado (Novem
ber I-March 31); Ocean City/Cape May. 
New Jersey (May IS-September 30): 
Santa Fe, New Mexico (May I-October 
31). The following localities have been 
removed from the list of high-cost lo
calities: Gulf Shores, Alabama; Santa 

COllllty and other defined location 

Santa Fe 

The boroughs of Bronx, Brooklyn, Manhattan, Queens, and Staten Island; Nassau and 
Suffolk Counties 
Westchester 

Dare 

Erie 

Delaware 
Philadelphia; city of Bala Cynwyd in Montgomery County 

Newport and Washington 

Garfield 

Summit 

Virginia Beach, Norfolk, Portsillouth and Chesapeake 

Nelson 

Columbia 

Teton 

Barbara, CalifornIa; Boulder, Colorado. 
and Denver. Colorado: Bridgeport/ 
Danbury, Connecticut: Naples, Florida; 
Rockport, Maine: Annapolis, Maryland, 
and Baltimore, Maryland: Detroit, 
Michigan. and Traverse City, Michigan; 
Newark. New Jersey. Parsippany/Dover, 
New Jersey, and Princeton/Trenton, New 
Jersey: Lake Placid. New York: Crater 
Lake/Klamath Falls, Oregon: Valley 
Forge/Malvern, Pennsylvania; Provi
dence. Rhode Island: Myrtle Beach, 
South Carolina. 

.05 Spccific lililitotiull. A payor that 
uses the high-low substantiatIon method 
with respect to an employee must use 
that method for all amounts paid to that 
employee for tr,l\e! away from horne 
within CONUS during the calendar year. 
Howe\er. with respect to that employee. 
the payor may still reimhurse actual 
e'\pen~es or use the meals onl; per diem 

method described in section 4.02 for any 
travel away from home, and may use 
the per diem substantiation method de
scribed in section 4.01 for any 
OCONUS travel away from home. 

SECTION 6. LIMITATIONS AND 
SPECIAL RULES 

.01 In general. The Federal per diem 
rate and the Federal M&IE rate de
scribed in section 3.02 for the locality of 
travel will be applied in the same man
ner as applied under the Federal Travel 
Regulations, 41 C.F.R. Part 301-7 
(1996), except as provided in sections 
6.02 through 6.04. 

.02 Federal per diem rate. A receipt 
for lodging expenses is not required in 
determining the amount of expenses 
deemed substantiated under section 4,01 
or 5.01. 
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.03 Federal per diem or M&IE rate. 
A payor is not required to reduce the 
Federal per diem rate or the Federal 
M&IE rate for the locality of travel for 
meals provided in kind, provided the 
payor has a reasonable belief that meal 
and incidental expenses were or will be 
incurred by the employee. 

.04 Proration of the Federal per diem 
or M &IE rate. Pursuant to the Federal 
Travel Regulations, in determining the 
Federal per diem rate or the Federal 
M&IE rate for the locality of travel, the 
full applicable Federal M&IE rate is 
available for a full day of travel from 
12:01 a.m. to 12:00 midnight. For pur
poses of determining the amount 
deemed substantiated under section 4 or 
5 with respect to partial days of travel 
away from home, either of the following 
methods may be used to prorate the 
Federal M&IE rate to determine the 
Federal per diem rate or the Federal 
M&IE rate for the partial days of travel: 

(1) Such rate may be prorated us
ing the method prescribed by the Fed
eral Travel Regulations. Currently the 
Federal Travel Regulations allow one
fourth of the applicable Federal M&IE 
rate for each 6-hour quarter of the day 
(i.e., midnight to 6 a.m., 6 a.m. to noon, 
noon to 6 p.m., and 6 p.m. to midnight) 
during any portion of which the em
ployee or self-employed individual is 
traveling away from home in connection 
with the performance of services as an 
employee or self-employed individual; 
or 

(2) Such rate may be prorated us
ing any method that is consistently 
applied and in accordance with reason
able business practice. For example, if 
an employee travels away from home 
from 9 a.m. one day to 5 p.m. the next 
day, a method of proration that results in 
an amount equal to 2 times the Federal 
M&IE rate will be treated as being in 
accordance with reasonable business 
practice (even though only 11/2 times the 
Federal M&IE rate would be allowed 
under the Federal Travel Regulations). 
Similarly, if a self-employed individual 
travels away from home from 7 p.m. 
one day to 9 p.m. the next day, a 
method of proration that results in an 
amount equal to ]1j2 times the Federal 
M&IE rate will be treated as being in 
accordance with reasonable business 
practice (even though only ]1j4 times the 
Federal M&IE rate would be allowed 
under the Federal Travel Regulations). 

.05 Application of the 50-percent 
limitation on meal expenses. When a per 
diem allowance is paid only for meal 

432 1996-2 C.B. 

and incidental expenses or when an 
amount for meal and incidental expenses 
is computed pursuant to section 4.03, an 
amount equal to the lesser of the per 
diem allowance for each calendar day 
(or part of the calendar day, see section 
6.04) or the Federal M&IE rate for the 
locality of travel for such day (or part of 
such day, see section 6.04) is treated as 
an expense for food and beverages. 
When a per diem allowance is paid for 
lodging, meal, and incidental expenses, 
the payor must treat an amount equal to 
the Federal M&IE rate for the locality 
of travel for each calendar day (or part 
of the calendar day, see section 6.04) 
the employee is away from home as an 
expense for food and beverages. For 
purposes of the preceding sentence, 
when a per diem allowance for lodging, 
meal, and incidental expenses for a full 
day of travel is paid at a rate that is less 
than the Federal per diem rate for the 
locality of travel, the payor may treat an 
amount equal to 40 percent of such per 
diem allowance for a full day of travel 
as the Federal M&IE rate for the local
ity of travel. 

.06 No double reimbursement or de
duction. If a payor pays a per diem 
allowance in lieu of reimbursing actual 
expenses for lodging, meal, and inciden
tal expenses or for meal and incidental 
expenses in accordance with section 4 
or 5, any additional payment with re
spect to such expenses is treated as paid 
under a nonaccountable plan, is included 
in the employee's gross income, is re
ported as wages or other compensation 
on the employee's Form W-2, and is 
subject to withholding and payment of 
employment taxes. Similarly, if an em
ployee or self-employed individual com
putes the amount allowable as a deduc
tion for meal and incidental expenses 
for travel away from home in accor
dance with section 4.03 or 4.04, no 
other deduction is allowed to the em
ployee or self-employed individual with 
respect to such expenses. For example, 
assume an employee receives a per diem 
allowance from a payor for lodging, 
meal, and incidental expenses or for 
meal and incidental expenses incurred 
while traveling away from home. During 
that trip, the employee pays for dinner 
for the employee and two business asso
ciates. The payor reimburses as a busi
ness entertainment meal expense the 
meal expense for the employee and the 
two business associates. Because the 
payor also pays a per diem allowance to 
cover the cost of the employee's meals, 
the amount paid by the payor for the 

employee's portion of the business en
tertainment meal expense is treated as 
paid under a nonaccountable plan, is 
reported as wages or other compensation 
on the employee's Form W-2, and is 
subject to withholding and payment of 
employment taxes. 

.07 Related parties. Sections 4.01, 
4.02, 4.04 (to the extent it relates to 
section 4.02), and 5 of this revenue 
procedure will not apply in any case in 
which a payor and an employee are 
related within the meaning of § 267(b), 
but for this purpose the percentage of 
ownership interest referred to in 
§ 267(b)(2) shall be 10 percent. 

SECTION 7. APPLICATION 

.01 If the amount of travel expenses 
is deemed substantiated under the rules 
provided in section 4 or 5, and the 
employee actually substantiates to the 
payor the elements of time, place, and 
business purpose of the travel expenses 
in accordance with paragraphs (b )(2) 
(travel away from home) and (c) (other 
than subparagraph (2)(iii)(A) thereof) of 
§ 1.274-5T, the employee is deemed to 
satisfy the adequate accounting require
ments of § 1.274-5T(f) as well as the 
requirement to substantiate by adequate 
records or other sufficient evidence for 
purposes of § 1.274-5T(c). See § 1.62-
2(e)(1) for the rule that an arrangement 
must require business expenses to be 
substantiated to the payor within a rea
sonable period of time. 

.02 An arrangement providing per 
diem allowances will be treated as satis
fying the requirement of § 1.62-2(f)(2) 
with respect to returning amounts in 
excess of expenses if the employee is 
required to return within a reasonable 
period of time (as defined in § 1.62-
2(g» any portion of such an allowance 
that relates to days of travel not substan
tiated, even though the arrangement 
does not require the employee to return 
the portion of such an allowance that 
relates to days of travel substantiated 
and that exceeds the amount of the 
employee's expenses deemed substanti
ated. For example, assume a payor pro
vides an employee an advance per diem 
allowance for meal and incidental ex
penses of $200, based on an anticipated 
5 days of business travel at $40 per day 
to a locality for which the Federal 
M&IE rate is $34, and the employee 
substantiates 3 full days of business 
travel. The requirement to return excess 
amounts will be treated as satisfied if 
the employee is required to return 



within a reasonable period of time (as 
defined in § 1.62-2(g» the portion of 
the allowance that is attributable to the 
2 unsubstantiated days of travel ($80), 
even though the employee is not re
quired to return the portion of the 
allowance ($18) that exceeds the amount 
of the employee's expenses deemed sub
stantiated under section 4.02 ($102) for 
the 3 substantiated days of travel. How
ever, the $18 excess portion of the 
allowance is treated as paid under a 
nonaccountable plan as discussed in sec
tion 7.04. 

.03 An employee is not required to 
include in gross income the portion of a 
per diem allowance received from a 
payor that is less than or equal to the 
amount deemed substantiated under the 
rules provided in section 4 or 5 if the 
employee substantiates the business 
travel expenses covered by the per diem 
allowance in accordance with section 
7.01. See § 1.274-5T(f)(2)(i). In addi
tion, such portion of the allowance is 
treated as paid under an accountable 
plan, is not reported as wages or other 
compensation on the employee's Form 
W-2, and is exempt from the withhold
ing and payment of employment taxes. 
See § 1.62-2(c)(2) and (c)(4). 

.04 An employee is required to in
clude in gross income only the portion 
of the per diem allowance received from 
a payor that exceeds the amount deemed 
substantiated under the rules provided in 
section 4 or 5 if the employee substanti
ates the business travel expenses cov
ered by the per diem allowance in 
accordance with section 7.01. See 
§ 1.274-5T(f)(2)(ii). In addition, the ex
cess portion of the allowance is treated 
as paid under a nonaccountable plan, is 
reported as wages or other compensation 
on the employee's Form W-2, and is 
subject to withholding and payment of 
employment taxes. See § 1.62-
2(c )(3)(ii), (c )(5), and (h)(2)(i)(B). 

.05 If the amount of the expenses that 
is deemed substantiated under the rules 
provided in section 4.01, 4.02, or 5 is 
less than the amount of the employee's 
business expenses for travel away from 
home, the employee may claim an item
ized deduction for the amount by which 
the business travel expenses exceed the 
amount that is deemed substantiated, 
provided the employee substantiates all 
the business travel expenses, includes on 
Form 2106, Employee Business Ex
penses, the deemed substantiated portion 
of the per diem allowance received from 
the payor, and includes in gross income 
the portion (if any) of the per diem 

allowance received from the payor that 
exceeds the amount deemed substanti
ated. See § 1.274-5T(f)(2)(iii). How
ever, for purposes of claiming this item
ized deduction with respect to meal and 
incidental expenses, substantiation of the 
amount of the expenses is not required 
if the employee is claiming a deduction 
that is equal to or less than the amount 
computed under section 4.03 minus the 
amount deemed substantiated under sec
tion 4.02 and section 7.01. The itemized 
deduction is subject to the 50-percent 
limitation on meal and entertainment 
expenses provided in § 274(n) and the 
2-percent floor on miscellaneous item
ized deductions provided in § 67. 

.06 An employee who does not re
ceive a per diem allowance for meal and 
incidental expenses may deduct an 
amount computed pursuant to section 
4.03 only as an itemized deduction. This 
itemized deduction is subject to the 
50-percent limitation on meal and enter
tainment expenses provided in § 274(n) 
and the 2-percent floor on miscellaneous 
itemized deductions provided in § 67. 

.07 A self-employed individual may 
deduct an amount computed pursuant to 
section 4.03 in determining adjusted 
gross income under § 62(a)(l). This 
deduction is subject to the 50-percent 
limitation on meal and entertainment 
expenses provided in § 274(n). 

.08 If a payor's reimbursement or 
other expense allowance arrangement 
evidences a pattern of abuse of the rules 
of § 62(c) and the regulations thereun
der, all payments under the arrangement 
will be treated as made under a nonac
countable plan. Thus, such payments are 
included in the employee's gross in
come, are reported as wages or other 
compensation on the employee's Form 
W-2, and are subject to withholding and 
payment of employment taxes. See 
§ 1.62-2(c)(3), (c)(5), and (h)(2). 

SECTION 8. WITHHOLDING AND 
PAYMENT OF EMPLOYMENT TAXES 

.01 The portion of a per diem allow
ance, if any, that relates to the days of 
business travel substantiated and that 
exceeds the amount deemed substanti
ated for those days under section 4.01, 
4.02, or 5 is subject to withholding and 
payment of employment taxes. See 
§ 1.62-2(h)(2)(i)(B). 

.02 In the case of a per diem allow
ance paid as a reimbursement, the ex
cess described in section 8.0 I is subject 
to withholding and payment of employ
ment taxes in the payroll period in 

which the payor reimburses the ex
penses for the days of travel substanti
ated. See § 1.62-2(h)(2)(i)(B )(2). 

.03 In the case of a per diem allow
ance paid as an advance, the excess 
described in section 8.01 is subject to 
withholding and payment of employ
ment taxes no later than the first payroll 
period following the payroll period in 
which the days of travel with respect to 
which the advance was paid are substan
tiated. See § 1.62-2(h)(2)(i)(B)(3). If 
some or all of the days of travel with 
respect to which the advance was paid 
are not substantiated within a reasonable 
period of time and the employee does 
not return the portion of the allowance 
that relates to those days within a 
reasonable period of time, the portion of 
the allowance that relates to those days 
is subject to withholding and payment 
of employment taxes no later than the 
first payroll period following the end of 
the reasonable period. See § 1.62-
2(h )(2)(i )(A). 

.04 In the case of a per diem allow
ance only for meal and incidental ex
penses for travel away from home paid 
to an employee in the transportation 
industry by a payor that uses the rule in 
section 4.04(3), the excess of the per 
diem allowance paid for the period over 
the amount deemed substantiated for the 
period under section 4.02 (after applying 
section 4.04(3», is subject to withhold
ing and payment of employment taxes 
no later than the first payroll period 
following the payroll period in which 
the excess is computed. See § 1.62-
2(h)(2)(i)(B)( 4). 

.05 For example, assume that an em
ployer pays an employee a per diem 
allowance to cover business expenses 
for meals and lodging for travel away 
from home at a rate of 120 percent of 
the Federal per diem rate for the locali
ties to which the employee travels. The 
employer does not require the employee 
to return the 20 percent by which the 
reimbursement for those expenses ex
ceeds the Federal per diem rate. The 
employee substantiates 6 days of travel 
away from home: 2 days in a locality in 
which the Federal per diem rate is $100 
and 4 days in a locality in which the 
Federal per diem rate is $125. The 
employer reimburses the employee $840 
for the 6 days of travel away from home 
(2 x (l209c x $100) + 4 x (120% x 
$125», and does not require the em
ployee to return the excess payment of 
$140 «2 days x $20 ($120-$100) + 4 
days x $25 ($150-$125». For the pay
roll period in which the employer reim-
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burses the expenses, the employer must 
withhold and pay employment taxes on 
$140. See section 8.02. 

SECTION 9. EFFECT ON OTHER 
DOCUMENTS 

Rev. Proc. 96-28 is hereby super
seded for per diem allowances paid to 
an employee on or after January 1, 1997 
with respect to lodging, meal, and inci
dental expenses or with respect to meal 
and incidental expenses paid or incurred 
for travel while away from home on or 
after January 1, 1997 and, for purposes 
of computing the amount allowable as a 
deduction, for meal and incidental ex
penses paid or incurred by an employee 
or self-employed individual for travel 
while away from home on or after 
January 1, 1997. 
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Social Security Contribution and 
Benefit Base 

Under authori ty contained in the 
Social Security Act ("the Act"), the 
Commissioner. Social Security Admin
istration. has determined and announced 
(61 F.R. 55346. dated October 25, 
1996) that the contribution and bene
fit base for remuneration paid in 1997, 
and self-employment income earned in 
taxable years beginning in J 997 is 
$65,400. 

"Old-Law" Contribution and Benefit 
Base 

General. The 1997 "old-law" contri
bution and benefit base is $48,600. This 
is the base that would have been effec
tive under the Act without the enactment 
of the 1977 amendments. The base is 
computed under section 230(b) of the 
Act as it read prior to the J 977 amend
ments. 

The "old-law" contribution and ben
efit base is used by: 

(a) the Railroad Retirement program 
to determine certain tax liabilities and 
tier II benefits payable under that pro
gram to supplement the tier I payments 
whieh correspond to basic Social Secu
rity benefits, 

(b) the Pension Benefit Guaranty 
Corporation to determine the maximum 
amount of pension guaranteed under the 
Employee Retirement Income Security 
Act (as stated in section 230(d) of the 
Act), 

(c) Social Security to determine a 
year of coverage in computing the spe
cial minimum benefit, as described ear
lier, and 

(d) Social Security to determine a 
year of coverage (acquired whenever 
earnings equal or exceed 25 percent of 
the "old-law" base for this purpose 
only) in computing benefits for persons 
who are also eligible to receive pensions 
based on employment not covered under 
section 210 of the Act. 
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Notice of Proposed Rulemaking 
Notice of Proposed Rulemaking 
and Notice of Public Hearing 

Section 1059 Extraordinary 
Dividends 

CO-9-96 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rulemak
ing and notice of public hearing. 

SUMMARY: This document contains 
proposed regulations relating to certain 
distributions made by corporations to 
certain corporate shareholders. The pro
posed regulations are necessary to 
clarify that certain distributions in re
demption of stock are treated as extraor
dinary dividends notwithstanding provi
sions that otherwise might exempt the 
distributions from extraordinary divi
dend treatment. Corporations that re
ceive a distribution in redemption of 
stock may be affected if the redemption 
is either part of a partial liquidation of 
the redeeming corporation or is not pro 
rata as to all shareholders. This docu
ment also provides notice of a public 
hearing on these proposed regulations. 

DATES: Written comments and outlines 
of topics to be discussed at the public 
hearing scheduled for Wednesday, Octo
ber 2, 1996, must be received by Sep
tember 16, 1996. 

ADDRESSES: Send submissions to: 
CC:DOM:CORP:R (CO-9-96), room 
5228, Intemal Revenue Service, POB 
7604, Ben Franklin Station, Washington, 
DC 20044. In the alternative, submissions 
may be hand delivered between the hours 
of 8 a.m. and 5 p.m. to: CC:DOM:CORP:
R (CO-9-96), Courier's Desk, Internal 
Revenue Service, 1111 Constitution Av
enue NW, Washington, DC. The public 
hearing will be held in room 3313, 
Internal Revenue Building, 1111 Constitu
tion Avenue NW, Washington, DC. 

SUPPLEMENTARY 
INFORMATION: 

Background 

This document contains proposed 
amendments to the Income Tax Regula
tions (26 CFR part 1) relating to the 
extraordinary dividend provisions under 
section 1059 of the Internal Revenue 
Code. Section 1059 was added by the 
Deficit Reduction Act of 1984, Public 
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Law 98-369. One of the purposes of 
section 1059 is to prevent a corporate 
shareholder from creating an artificial 
loss on stock. See General Explanation 
of the Revenue Provisions of the Deficit 
Reduction Act of 1984. 

Section 1059(a) generally requires a 
corporation that receives an extraordi
nary dividend on stock it has not held 
for at least two years before the divi
dend announcement date to reduce its 
basis (but not below zero) immediately 
before any sale or disposition of the 
stock by the non taxed portion of the 
dividend (generally, the amount of the 
dividends received deduction). If the 
nontaxed portion of the dividend ex
ceeds basis, the excess generally is 
treated as additional gain recognized 
when the stock is sold. Section 1059(c) 
generally defines an extraordinary divi
dend as a dividend that equals or ex
ceeds the threshold percentage of the 
taxpayer's adjusted basis in such stock. 

Sections 1059(d)(6), (e)(1), and (e)(2) 
were enacted as part of the Tax Reform 
Act of 1986. Each of those sections 
affects the definition of extraordinary 
dividends contained in section 1059(c). 
Section 1059(d)(6) generally excludes 
an extraordinary dividend from section 
1059(a) treatment if the distributee is an 
original shareholder of the distributing 
corporation and the earnings and profits 
from which the dividend is paid are 
attributable solely to the original share
holder. Section 1059(e)(2) generally ex
cludes a dividend from extraordinary 
dividend treatment if it is a "qualifying 
dividend." A dividend generally is a 
qualifying dividend if the distributee and 
distributing corporations are affiliated at 
the time of the distribution and the 
distribution is out of affiliated year 
earnings and profits. Both sections 
1059(d)(6) and (e)(2) contemplate that 
the distribution that otherwise would be 
an extraordinary dividend subject to sec
tion 1059(a) is derived from earnings 
and profits accumulated while the 
distributee corporation is a shareholder 
of the distributing corporation. Gener
ally, a corporate shareholder's ability to 
create an artificial loss is reduced if all 
of the distributing corporation's earnings 
and profits are accumulated while the 
distributee corporation is a shareholder 
of the distributing corporation. 

Section 1059(e)(1) expands the scope 
of the extraordinary dividend definition 
in section 1059(c) by disregarding the 
holding period and threshold rules for 

certain distributions. Generally, section 
1059(e)(I) provides that a non pro rata 
redemption or a partial liquidation that is 
treated as a dividend under section 301 
is an extraordinary dividend to which 
section 1059(a) applies without regard to 
the threshold percentage or the period 
the taxpayer held such stock. See Gen
eral Explanation of the Tax Reform Act 
of 1986, Joint Committee on Taxation, 
100th Cong., 1st Sess. (May 4, 1987). 

These regulations address the question 
of whether section 1059(d)(6) or (e)(2) 
applies to a distribution otherwise 
treated as an extraordinary dividend un
der section 1059(e)(1). The IRS and 
Treasury Department believe that apply
ing those provISIOns to section 
1059(e)(1) is inconsistent with the pur
pose of section 1059 and may create 
inappropriate consequences, such as ba
sis shifting that eliminates gain or cre
ates an artificial loss. 

Accordingly, these regulations clarify 
that neither section 1059(d)(6) nor sec
tion 1059(e)(2) applies to a distribution 
treated as an extraordinary dividend un
der section 1059(e)(1). In finalizing 
these regulations, the IRS and Treasury 
Department will consider comments that 
illustrate distributions described in sec
tion 1059( e)( 1) to which the application 
of section 1059(d)(6) or (e)(2) is appro
priate or to which section 1059(e)(1) 
otherwise should not apply. 

These regulations also address the 
question of whether an exchange treated 
as a dividend under section 356(a)(2) is 
subject to section 1059( e)(1). These 
regulations clarify that for purposes of 
section 1059(e)(1), an exchange under 
section 356(a)(1) is treated as a redemp
tion and, to the extent any amount is 
treated as a dividend under section 
356(a)(2), it is treated as a dividend 
under section 301. 

Explanation of Provisions 

Proposed § 1.l059(e)-I(a) provides 
that neither section 1059(d)(6) nor sec
tion 1059(e)(2) will prevent any distribu
tion treated as an extraordinary dividend 
under section 1059(e)(1) from being 
treated as an extraordinary dividend. For 
example, if a redemption of stock is not 
pro rata as to all shareholders, any 
amount treated as a dividend under sec
tion 301 is treated as an extraordinary 
dividend regardless of whether the divi
dend is a qualifying dividend. 



Proposed § 1.l059(e)-I(b) provides 
that for purposes of section 1 059( e)(1), 
an exchange under section 356(a)(l) is 
treated as a redemption and, to the 
extent any amount is treated as a divi
dend under section 356(a)(2), it is 
treated as a dividend under section 301. 

Proposed Effective Date 

These regulations are proposed to 
apply to distributions announced on or 
after June 17, 1996. 

Special Analyses 

It has been determined that this notice 
of proposed rulemaking is not a signifi
cant regulatory action as defined in EO 
12866. Therefore, a regulatory assess
ment is not required. It also has been 
determined that section 553(b) of the 
Administrative Procedure Act (5 U.S.c. 
chapter 5) and the Regulatory Flexibility 
Act (5 U.S.c. chapter 6) do not apply to 
these regulations, and, therefore, a Regu
latory Flexibility Analysis is not required. 
Pursuant to section 7805(f) of the Inter
nal Revenue Code, this notice of pro
posed rulemaking will be submitted to 
the Chief Counsel for Advocacy of the 
Small Business Administration for com
ment on its impact on small business. 

Comments and Public Hearing 

Before these proposed regulations are 
adopted as final regulations, consider
ation will be given to any written com
ments (a signed original and eight (8) 
copies) that are submitted timely to the 
IRS. All comments will be available for 
public inspection and copying. 

A public hearing has been scheduled 
at 10 a.m. on Wednesday, October 2, 
1996, room 3313, Internal Revenue Ser
vice, 1111 Constitution Avenue NW, 
Washington, DC. Because of access re
strictions, visitors will not be admitted 
beyond the Internal Revenue Building 
lobby more that 15 minutes before the 
hearing starts. 

The rules of 26 CFR 601.601(a)(3) 
apply to the hearing. 

Persons that wish to present oral com
ments at the hearing must submit written 
comments by September 16, 1996, and 
submit an outline of the topics to be 
discussed and the time to be devoted to 
each topic (signed original and eight (8) 
copies) by September 16, 1996. 

A period of 10 minutes will be allotted 
to each person for making comments. 

An agenda showing the scheduling of 
the speakers will be prepared after the 

deadline for recelvmg outlines has 
passed. Copies of the agenda will be 
available free of charge at the hearing. 

* * * * 

Proposed Amendments to the 
Regulations 

* 

Accordingly, 26 CFR part 1 is pro
posed to be amended as follows: 

PART I-INCOME TAXES 

Paragraph 1. The authority citation for 
part 1 is amended by adding an entry in 
numerical order to read as follows: 

Authority: 26 U.S.C. 7805 * * * 
Section 1.l059(e)-1 also issued under 
26 U.S.c. 1059(e)(l) and (e)(2). * * * 

Par. 2. Section 1.l059(e)-1 is added 
to read as follows: 

§ I.J059(e)-I Non pro rata redemp
tions. 

(a) In general. Section 1059(d)(6) (ex
ception where stock held during entire 
existence of corporation) and section 
1059(e)(2) (qualifying dividends) do not 
apply to a distribution treated as an 
extraordinary dividend under section 
1059(e)(1). For example, if a redemption 
of stock is not pro rata as to all share
holders, any amount treated as a dividend 
under section 301 is treated as an extraor
dinary dividend regardless of whether the 
dividend is a qualifying dividend. 

(b) Reorganizations. For purposes of 
section 1 059( e)( 1), an exchange under 
section 356(a)(1) is treated as a redemp
tion and, to the extent any amount is 
treated as a dividend under section 
356(a)(2), it is treated as a dividend 
under section 301. 

(c) Effective date. This section ap
plies to distributions announced (within 
the meaning of section 1059(d)(5» on 
or after June 17, 1996. 

Margaret Milner Richardson, 
Commissioner of Internal Revenue. 

(Filed by the Office of the Federal Register on 
June 17, 1996, 8:45 a.m., and published in the 
issue of the Federal Register for June 18 1996, 61 
ER. 30845) 

Notice of Proposed Rulemaking 
and Notice of Public Hearing 

Consolidated Returns-Limitations 
on the Use of Certain Losses and 
Deductions 

CO-24-96 
AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Withdrawal of prior proposed 
rule, notice of proposed rulemaking by 
cross-reference to temporary regulations, 
and notice of public hearing. 

SUMMARY: On January 29, 1991, pro
posed rules under section 1502 were 
filed with the Office of the Federal 
Register (CO-78-90; see 56 FR 4228; 
1991-1 C.B. 757). A public hearing was 
held on April 8, 1991. The IRS and 
Treasury published Notice 91-27 
(1991-2 C.B. 629) to advise of intended 
modifications to the proposed regula
tions. The January, 1991, proposed rules 
are withdrawn, and these proposed rules 
are issued in their place. 

In T.D. 8677 on page 119, the IRS is 
issuing temporary regulations relating to 
the carryover and carryback of losses to 
consolidated and separate return years. 
The text of those temporary regulations 
also serves as the text of these proposed 
regulations. This document also provides 
a notice of public hearing on these 
proposed regulations. 

DATES: Written comments must be re
ceived by Wednesday, September 25, 
1996. Outlines of topics to be discussed 
at the public hearing scheduled for 
Thursday, October 17, 1996, at 10 a.m. 
must be received by Thursday, Septem
ber 26, 1996. 

ADDRESSES: Send submissions to: 
CC:DOM:CORP:R (CO-24-96), room 
5228, Internal Revenue Service, POB 
7604, Ben Franklin Station, Washington, 
DC 20044. In the alternative, submis
sions may be hand delivered between the 
hours of 8 a.m. and 5 p.m. to: CC:DOM:
CORP:R (CO-24-96), Courier's Desk, 
Internal Revenue Service, 1111 Constitu
tion Avenue NW, Washington, DC. The 
public hearing will be held in the NYU 
Classroom, Room 2615, Internal Rev
enue Building, 1111 Constitution Avenue 
NW, Washington, DC 20224. 

SUPPLEMENTARY 
INFORMATION: 

Paperwork Reduction Act 

The collection of information con
tained in this notice of proposed 
rulemaking has been reviewed and ap
proved by the Office of Management and 
Budget in accordance with the Paper
work Reduction Act (44 U.S.c. 3507) 
under the control number 1545-1237. 
Section 1.1502-21 (b )(3) requires a re
sponse from certain consolidated groups. 
The IRS requires the information to 
assure that an election to relinquish a 
carryback period is properly documented. 
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Comments concerning the collection 
of information should be sent to the 
Office of Management and Budget, 
Attn: Desk Officer for the Department 
of Treasury, Office of Information and 
Regulatory Affairs, Washington, DC, 
20503, with copies to the Internal Rev
enue Service, Attn: IRS Reports Clear
ance Officer, T:FP. Washington, DC, 
20224. Comments on the collection of 
information should be received by Mon
day, August 26, 1996. 

An agency may not conduct or spon
sor, and a person is not required to 
respond to, a collection of information 
unless the collection of information dis
plays a valid control number. 

The collection of information is in 
Proposed § 1.1502-21 (b )(3). That sec
tion permits an election to relinquish a 
carryback period with respect to a con
solidated net operating loss. The com
mon parent of the group files the state
ment evidencing the election with the 
income tax return of the group. This 
information is required by the IRS to 
assure that an election to relinquish a 
carryback period is properly docu
mented. The likely respondents and/or 
recordkeepers are certain consolidated 
groups of corporations. Responses to 
this collection of information are re
quired to obtain a benefit (relating to the 
carryover of losses which would other
wise be carried back). 

Books or records relating to this col
lection of information must be retained as 
long as their contents may become mate
rial in the administration of any Internal 
Revenue law. Generally, tax returns and 
tax return information are confidential, as 
required by 26 U.S.c. 6103. 

Estimated total annual reporting bur
den: 1,000 hours. The estimated annual 
burden per respondent varies from five 
to thirty minutes, depending on indi
vidual circumstances, with an estimated 
average of ten minutes. Estimated num
ber of respondents: 6,000. Estimated 
annual frequency of responses: 1. 

Background 

Temporary regulations in T.D. 8677 
on page 119 amend the Income Tax 
Regulations (26 CFR par 1) relating to 
deductions and losses of members. The 
temporary amendments concern the 
method for computing the limitations 
with respect to separate return limitation 
year (SRLY) losses. They also concern 
the rules relating to carryover and car
ryback of losses to consolidated and 
separate return years and to the built-in 
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deductions rules. The final regulations 
that are proposed to be based on these 
proposed regulations would be added to 
part 1 of title 26 of the Code of Federal 
Regulations. Those final regulations 
would provide rules for computing the 
limitations with respect to separate re
turn limitation year (SRLY) losses. They 
also concern the rules relating to car
ryover and carryback of losses to con
solidated and separate return years and 
to the built-in deductions rules. 

For the text of these new temporary 
regulations, see T.D. 8677 on page 119. 
The preamble to the temporary regula
tions explains the regulations. 

Proposed Effective Date 

For dates of application and special 
transition rules, see the discussion of 
Effective Dates under SUPPLEMEN
TARy INFORMATION relating to the 
temporary regulations, published on 
page 436. 

Special Analyses 

It has been determined that this notice 
of proposed rulemaking is not a signifi
cant regulatory action as defined in EO 
12866. Therefore, a regulatory assess
ment is not required. It is hereby certi
fied that these regulations do not have a 
significant economic impact on a sub
stantial number of small entities. This 
certification is based on the fact that 
these regulations will primarily affect 
affiliated groups of corporations that 
have elected to file consolidated returns, 
which tend to be larger businesses. 
Therefore, a Regulatory Flexibility Analy
sis under the Regulatory Flexibility Act 
(5 U.S.c. chapter 6) is not required. 
Pursuant to section 7805(0 of the Inter
nal Revenue Code, this notice of pro
posed rule making will be submitted to 
the Chief Counsel for Advocacy of the 
Small Business Administration for com
ment on its impact on small business. 

Comments and Public Hearing 

Before these proposed regulations are 
adopted as final regulations, consider
ation will be given to any written com
ments (a signed original and eight (8) 
copies) that are submitted timely to the 
IRS. All comments will be available for 
public inspection and copying. 

A public hearing has been scheduled 
for Thursday, October 17, 1996, at 10 
a.m. in the NYU Classroom, Room 
2615, Internal Revenue Building, 1111 
Constitution Avenue NW, Washington, 
DC. Because of access restrictions, visi-

tors will not be admitted beyond the 
building lobby more than 15 minutes 
before the hearing starts. 

The rules of 26 CFR 601.601 (a)(3) 
apply to the hearing. 

Persons that wish to present oral 
comments at the hearing must submit 
written comments by Wednesday, Sep
tember 25, 1996, and submit an outline 
of the topics to be discussed and the 
time to be devoted to each topic (signed 
original and eight (8) copies) by Thurs
day, September 26, 1996. 

A period of 10 minutes will be allot
ted to each person for making com
ments. 

An agenda showing the scheduling of 
the speakers will be prepared after the 
deadline for receiving outlines has 
passed. Copies of the agenda will be 
available free of charge at the hearing. 

Withdrawal of Notice of Proposed 
Rulemaking 

Accordingly, under the authority of 26 
U.S.c. 7805, the notice of proposed 
rulemaking that was published on Janu
ary 29, 1991 (56 FR 4228) is with
drawn. 

* * * * * 

Proposed Amendments to the Regula
tions 

Accordingly, 26 CFR part 1 is pro
posed to be amended as follows: 

PART I-INCOME TAXES 

Paragraph 1. The authority citation for 
Part 1 is amended in part by adding 
citations in numerical order to read as 
follows: 

Authority: 26 U.S.C. 7805 

* * * 
Section 1.1502-15 also issued under 

26 U.S.c. 1502. 

* * * 
Section 1.1502-21 also issued under 

26 U.S.c. 1502. 
Section 1.1502-22 also issued under 

26 U.S.C. 1502. 
Section 1.1502-23 also issued under 

26 U.S.c. 1502. 
Section 1.1502-79 also issued under 

26 U.S.C. 1502. 
Section 1.l502-15A also issued under 

26 U.S.c. 1502. 
Section 1.1502-21A also issued under 

26 U.S.c. 1502. 
Section 1.1502-22A also issued under 

26 U.S.c. 1502. 
Section 1.1502-23A also issued under 

26 U.S.C. 1502. 



Section 1.1502-41 A also issued under 
26 U.S.c. 1502. 

Section 1.1502-79A also issued under 
26 U.S.c. 1502. 

* * * 
Par. 2. Section 1.1502-15 is added to 

read as follows: 

§ 1.1502-15 SRLY limitation on built-in 
losses. 

[The text of this proposed section is 
the same as the text of § 1.1502-15T 
published elsewhere in this issue of the 
Bulletin.] 

Par. 3. Section 1.1502-21 is added to 
read as follows: 

§ 1.1502-21 Net operating losses. 

[The text of this proposed section is 
the same as the text of § 1.1502-21T 
published in T.D. 8677. ] 

Par. 4. Section 1.1502-22 is added to 
read as follows: 

§ 1.1502-22 Consolidated capital gain 
and loss. 

[The text of this proposed section is 
the same as the text of § 1.1502-22T 
published in T.D. 8677.] 

Par. 5. Section 1.1502-23 is added to 
read as follows: 

§ 1.1502-23 Consolidated net section 
1231 gain or loss. 

[The text of this proposed section is 
the same as the text of § 1.1502-23T 
published in T.D. 8677.] 

Margaret Milner Richardson, 
Commissioner of Internal Revenue. 

(Filed by the Office of the Federal Register on 
June 26, 1996, 8:45 a.m., and published in the 
issue of the Federal Register for June 27, 1996,61 
F.R. 33393) 

Notice of Proposed Rulemaking 
and Notice of Public Hearing 

Regulations Under Section 1502 of 
the Internal Revenue Code of 1986; 
Limitations on Net Operating Loss 
Carryforwards and Certain Built-in 
Losses and Credits Following an 
Ownership Change of a 
Consolidated Group 

CO-25-96 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Withdrawal of prior proposed 
rule, notice of proposed rulemaking by 

cross-reference to temporary regulations, 
and notice of public hearing. 

SUMMARY: On February 4, 1991, pro
posed rules under section 1502 were 
published in the Federal Register (CO-
132-87; see 56 FR 4194; 1991-1 C.B. 
728). A public hearing was held on 
April 8, 1991. The IRS and Treasury 
published Notice 91-27 (1991-2 C.B. 
629) to advise of intended modifications 
to the proposed regulations. The Febru
ary, 1991, proposed rules are withdrawn 
and these proposed regulations are is
sued in their place. 

In TD 8678, page 134, the IRS is 
issuing temporary regulations regarding 
the operation of sections 382 and 383 of 
the Internal Revenue Code of 1986 
(relating to limitations on net operating 
loss carry forwards and certain built-in 
losses and credits following an owner
ship change) with respect to consoli
dated groups. The text of those tempo
rary regulations also serves as the text 
of these proposed regulations. This 
document also provides a notice of 
public hearing on these proposed regula
tions. 

DATES: Written comments must be re
ceived by Wednesday, September 25, 
1996. Outlines of topics to be discussed 
at the public hearing scheduled for 
Thursday, October 17, 1996, at 10 a.m. 
must be received by Thursday, Septem
ber 26, 1996. 

ADDRESSES: Send submissions to: 
CC:DOM:CORP:R (CO-25-96), room 
5228, Internal Revenue Service, POB 
7604, Ben Franklin Station, Washington, 
DC 20044. In the alternative, submis
sions may be hand delivered between 
the hours of 8 a.m. and 5 p.m. to: 
CC:DOM:CORP:R (CO-25-96), Couri
er's Desk, Internal Revenue Service, 
1111 Constitution Avenue NW, Washing
ton, DC. The public hearing will be held 
in the NYU Classroom, Room 2615, 
Internal Revenue Building, 1111 Consti
tution Avenue NW, Washington, DC. 

SUPPLEMENTARY INFORMATION: 

Paperwork Reduction Act 

The collection of information con
tained in this notice of proposed 
rulemaking has been reviewed and ap
proved by the Office of Management 
and Budget in accordance with the Pa
perwork Reduction Act (44 U.S.c. 
3507) under the control number 1545-
1218. The collection requires a response 
from certain consolidated groups. The 

IRS requires the information described 
in Proposed § 1.1502-95(e) to assure 
that a section 382 limitation is properly 
determined in cases of corporations that 
cease to be members of a group. 

Comments concerning the collection 
of information should be sent to the 
Office of Management and Budget, 
Attn: Desk Officer for the Department 
of the Treasury, Office of Information 
and Regulatory Affairs, Washington, 
DC, 20503, with copies to the Internal 
Revenue Service, Attn: IRS Reports 
Clearance Officer, T:FP. Washington, 
DC 20224. Comments on the collection 
of information should be received by 
Monday, August 26, 1996. 

An agency may not conduct or spon
sor, and a person is not required to 
respond to, a collection of information 
unless the collection of information dis
plays a valid control number. 

The collection of information is in 
Proposed § 1. 1502-95( e). That section 
permits an election with respect to the 
apportionment of a group section 382 
limitation to a departing member. A 
statement evidencing the apportionment 
must be filed by the group and the 
departing member indicating relevant in
formation regarding the apportionment. 
The likely respondents and/or 
recordkeepers are corporations that are 
members of certain consolidated groups. 
Responses to this collection of informa
tion are required to obtain a benefit 
(relating to the section 382 limition 
applicable to the departing member(s». 

Books or records relating to this col
lection of information must be retained 
as long as their contents may become 
material in the administration of any 
Internal Revenue law. Generally, tax 
returns and tax return information are 
confidential, as required by 26 U.s.c. 
6103. 

Estimated total annual reporting bur
den: 380 hours. The estimated annual 
burden per respondent varies from ten to 
thirty minutes, depending on individual 
circumstances, with an estimated aver
age of fifteen minutes. Estimated num
ber of respondents: 9,125. Estimated 
frequency of responses: once every six 
years. 

Background 

Temporary regulations in T.D. 8678. 
page 134, amend the Income Tax Regu
lations (26 CFR Part I) under section 
1502, relating to limitations on net oper
ating loss carry forwards and certain 
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built-in losses and credits following an 
ownership change with respect to con
solidated groups. The final regulations 
that are proposed to be based on these 
proposed regulations would be added to 
part 1 of title 26 of the Code of Federal 
Regulations. Those final regulations 
would provide rules relating to limita
tions on net operating loss carryforwards 
and certain built-in losses following an 
ownership change. 

For the text of these new temporary 
regulations, see T.D. 8678. The pre
amble to the temporary regulations ex
plains the regulations. 

Special Analyses 

It has been determined that this notice 
of proposed rulemaking is not a signifi
cant regulatory action as defined in EO 
12866. Therefore, a regulatory assess
ment is not required. It is hereby certi
fied that these regulations do not have a 
significant economic impact on a sub
stantial number of small entities. This 
certification is based on the fact that 
these regulations will primarily affect 
affiliated groups of corporations that 
have elected to file consolidated returns, 
which tend to be larger businesses. 
Therefore, a Regulatory Flexibility 
Analysis under the Regulatory Flexibil
ity Act (5 U.S.c. chapter 6) is not 
required. Pursuant to section 7805(f) of 
the Internal Revenue Code, this notice 
of proposed rulemaking will be submit
ted to the Chief Counsel for Advocacy 
of the Small Business Administration for 
comment on its impact on small busi
ness. 

Comments and Public Hearing 

Before these proposed regulations are 
adopted as final regulations, consider
ation will be given to any written com
ments (a signed original and eight (8) 
copies) that are submitted timely to the 
IRS. All comments will be available for 
public inspection and copying. 

A public hearing has been scheduled 
for Thursday, October 17, 1996, at 10 
a.m. in the NYU Classroom, Room 
2615, Internal Revenue Building, 1111 
Constitution Avenue NW, Washington, 
DC. Because of access restrictions, visi
tors will not be admitted beyond the 
building lobby more than 15 minutes 
before the hearing starts. 

The rules of 26 CFR 601.601(a)(3) 
apply to the hearing. 

Persons that wish to present oral 
comments at the hearing must submit 
written comments by Wednesday, Sep-
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tember 25, 1996, and submit an outline 
of the topics to be discussed and the 
time to be devoted to each topic (signed 
original and eight (8) copies) by Thurs
day, September 26, 1996. 

A period of 10 minutes will be allot
ted to each person for making com
ments. 

An agenda showing the scheduling of 
the speakers will be prepared after the 
deadline for receiving outlines has 
passed. Copies of the agenda will be 
available free of charge at the hearing. 

Withdrawal of Notice of Proposed 
Rulemaking 

Accordingly, under the authority of 26 
U.S.C. 7805, the notice of proposed 
rulemaking that was published on Janu
ary 29, 1991 (56 FR 4194) is with
drawn. 

* * * * * 

Proposed Amendments to the Regula
tions 

Accordingly, 26 CFR parts 1 and 602 
are proposed to be amended as follows: 

PART I-INCOME TAXES 

Paragraph 1. The authority citation for 
part 1 is amended by adding entries in 
numerical order to read as follows: 

Authority: 26 U.S.c. 7805 * * * 
Section 1.1502-91 also issued under 

26 U.S.c. 382(m) and 26 U.S.c. 1502. 
Section 1.1502-92 also issued under 

26 U.S.c. 382(m) and 26 U.S.c. 1502. 
Section 1.1502-93 also issued under 

26 U.S.c. 382(m) and 26 U.S.c. 1502. 
Section 1.1502-94 also issued under 

26 U.S.c. 382(m) and 26 U.S.C. 1502. 
Section 1.1502-95 also issued under 

26 U.S.c. 382(m) and 26 U.S.c. 1502. 
Section 1.1502-96 also issued under 

26 U.S.c. 382(m) and 26 U.S.c. 1502. 
Section 1.1502-98 also issued under 

26 U.S.c. 382(m) and 26 U.S.c. 1502. 
Section 1.1502-99 also issued under 

26 U.S.c. 382(m) and 26 U.S.c. 1502. 
* * * 

Par. 2. Sections 1.1502-90 through 
1.1502-99 are added to read as follows: 

§ 1.1502-90 Table of contents. 

§ 1.1502-91 Application of section 382 
with respect to a consolidated group. 

§ 1.1502-92 Ownership change of a 
loss group or a loss subgroup. 

§ 1.1502-93 Consolidated section 382 
limitation (or subgroup section 382 limi
tation. 

§ 1.1502-94 Coordination with section 
382 and the regulations thereunder when 
a corporation becomes a member of a 
consolidated group. 

§ 1.1502-95 Rules on ceasing to be a 
member of a consolidated group (or loss 
subgroup). 

§ 1.1502-96 Miscellaneous rules. 

§ 1.1502-97 Special rules under section 
382 for members under the jurisdiction 
of a court in a title 11 or similar case. 

§ 1.1502-98 Coordination with section 
383. 

§ 1.1502-99 Effective dates. 

[The text of the above proposed sec
tions is the same as the text of 
§ § 1.1502-90T through 1.1502-99T 
published in T.D. 8678. ] 

Margaret Milner Richardson, 
Commissioner of Internal Revenue. 

(Filed by the Office of the Federal Register on 
June 26, 1996, 8:45 a.m., and published in the 
issue of the Federal Register for June 27. 1996,61 
F.R. 33395) 

Notice of Proposed Rulemaking 
and Notice of Public Hearing 

Regulations Under Section 382 of 
the Internal Revenue Code of 1986; 
Application of Section 382 in Short 
Taxable Years and With Respect to 
Controlled Groups 

CO-26-96 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Withdrawal of prior proposed 
rule, notice of proposed rulemaking by 
cross-reference to temporary regulations, 
and notice of public hearing. 

SUMMARY: On January 29, 1991, pro
posed rules under section 382 of the 
Internal Revenue Code of 1986 (relating 
to limitations on net operating loss car
ryforwards and certain built-in losses 
following an ownership change) were 
filed with the Office of the Federal 
Register (CO-77-90; see 56 FR 4183; 
1991-1 C.B. 749). The January, 1991, 
proposed rules are withdrawn and these 
proposed rules are issued in their place. 

In T.D. 8679, page 25, the IRS is is
suing temporary regulations relating to 
the application of section 382 in short 
taxable years and with respect to controlled 



groups. These regulations comply with 
the statutory direction under section 
382(m) to prescribe such regulations. 
Additional rules amend certain aspects 
of § 1.382-2T relating principally to the 
separate tracking of the stock ownership 
of loss corporations that cease to exist 
following a merger or similar transac
tions. 

The text of those temporary regula
tions also serves as the text of these 
proposed regulations. This document 
also provides a notice of public hearing 
on these proposed regulations. 

DATES: Written comments must be re
ceived by Wednesday, September 25, 
1996. Outlines of topics to be discussed 
at the public hearing scheduled for 
Thursday, October 17, 1996, at 10 a.m. 
must be received by Thursday, Septem
ber 26, 1996. 

ADDRESSES: Send submissions to: 
CC:DOM:CORP:R (CO-26-96), room 
5228, Internal Revenue Service, POB 
7604, Ben Franklin Station, Washington, 
DC 20044. In the alternative, submis
sions may be hand delivered between 
the hours of 8 a.m. and 5 p.m. to: 
CC:DOM:CORP:R (CO-26-96), Couri
er's Desk, Internal Revenue Service, 
1111 Constitution Avenue NW, Washing
ton, DC. The public hearing will be held 
in the NYU Classroom, Room 2615, 
Internal Revenue Building, 1111 Consti
tution Avenue NW, Washington, DC. 

SUPPLEMENTARY INFORMATION: 

Paperwork Reduction Act 

The collection of information con
tained in this notice of proposed 
rulemaking has been reviewed and ap
proved by the Office of Management 
and Budget in accordance with the Pa
perwork Reduction Act (44 U.S.c. 
3507) under the control number 1545-
1434. Proposed § 1.382-8(h) requires a 
response from certain corporations that 
are members of controlled groups. The 
IRS requires this information to assure 
compliance with section 382(m)(5) so 
that the value of a loss corporation that 
is a member of a controlled group is not 
taken into account more than once in 
computing a section 382 limitation. 

Comments concerning the collection 
of information should be sent to the 
Office of Management and Budget, 
Attn: Desk Officer for the Department 
of Treasury, Office of Information and 
Regulatory Affairs, Washington, DC 
20503, with copies to the Internal Rev-

enue Service, Attn: IRS Reports Clear
ance Officer, T:FP. Washington, DC 
20224. Comments on the collection of 
information should be received by Mon
day, August 26, 1996. 

An agency may not conduct or spon
sor, and a person is not required to 
respond to, a collection of information 
unless the collection of information dis
plays a valid control number. 

Proposed § 1.382-8(h) provides that 
the loss corporation must file a state
ment signed by it and any other member 
of the controlled group that elects to 
restore value to it indicating relevant 
information regarding the election. The 
likely respondents and/or recordkeepers 
are corporations that are members of 
certain controlled groups. Responses to 
this collection of information are re
quired to obtain a benefit (relating to the 
restoration of value for section 382 
purposes). 

Books or records relating to this col
lection of information must be retained 
as long as their contents may become 
material in the administration of any 
Internal Revenue law. Generally, tax 
returns and tax return information are 
confidential, as required by 26 U.S.C. 
6103. 

Estimated total annual reporting bur
den: 875 hours. The estimated annual 
burden per respondent varies from ten to 
thirty minutes, depending on individual 
circumstances, with an estimated aver
age of fifteen minutes. Estimated num
ber of respondents: 21,000. Estimated 
frequency of responses: once every six 
years. 

Background 

Temporary regulations in T.D. 8679, 
page 25, amend the Income Tax Regula
tions (26 CFR Part 1) under section 382 
of the Internal Revenue Code of 1986. 
Among other changes, those regulations 
add temporary regulations § § 1.382-
5T and 1.382-8T, and amend § 1.382-
2T(f). The final regulations that are 
proposed to be based on these proposed 
regulations would be added to part 1 of 
title 26 of the Code of Federal Regula
tions. Those final regulations would pro
vide rules relating to limitations on net 
operating loss carryforwards and certain 
built-in losses following an ownership 
change under section 382. 

For the text of these new temporary 
regulations, see T.D. 8679. The pre
amble to the temporary regulations ex
plains the regulations. 

Special Analyses 

It has been determined that this notice 
of proposed rulemaking is not a signifi
cant regulatory action as defined in EO 
12866. Therefore, a regulatory assess
ment is not required. It also has been 
determined that section 553 (b) of the 
Administrative Procedure Act (5 U.S.C. 
chapter 5) and the Regulatory Flexibility 
Act (5 U.S.C. chapter 6) do not apply to 
these regulations, and, therefore, a Regu
latory Flexibility Analysis is not required. 
Pursuant to section 7805(f) of the Inter
nal Revenue Code, this notice of pro
posed rulemaking will be submitted to 
the Chief Counsel for Advocacy of the 
Small Business Administration for com
ment on its impact on small business. 

Comments and Public Hearing 

Before these proposed regulations are 
adopted as final regulations, consider
ation will be given to any written com
ments (a signed original and eight (8) 
copies) that are submitted timely to the 
IRS. All comments will be available for 
public inspection and copying. 

A public hearing has been scheduled 
for Thursday, October 17, 1996, at 10 
a.m. in the NYU Classroom, Room 
2615, Internal Revenue Building, 1111 
Constitution Avenue NW, Washington, 
DC. Because of access restrictions, visi
tors will not be admitted beyond the 
building lobby more than 15 minutes 
before the hearing starts. 

The rules of 26 CFR 601.601(a)(3) 
apply to the hearing. 

Persons that wish to present oral 
comments at the hearing must submit 
written comments by Wednesday, Sep
tember 25, 1996, and submit an outline 
of the topics to be discussed and the 
time to be devoted to each topic (signed 
original and eight (8) copies) by Thurs
day, September 26, 1996. 

A period of 10 minutes will be allot
ted to each person for making com
ments. 

An agenda showing the scheduling of 
the speakers will be prepared after the 
deadline for receiving outlines has 
passed. Copies of the agenda will be 
available free of charge at the hearing. 

Withdrawal of Notice of Proposed 
Rulemaking 

Accordingly, under the authority of 26 
U.S.C. 7805, the notice of proposed 
rulemaking that was published on Janu
ary 29, 1991 (56 FR 4183) is withdrawn. 

1996-2 C.B. 441 



Proposed Amendments to the Regula
tions 

Accordingly, 26 CFR part 1 is pro
posed to be amended as follows: 

PART I-INCOME TAXES 

Paragraph 1. The authority citation for 
part 1 is amended by revising the entry 
for § 1.382-2T and adding citations for 
§ § 1.382-5 and 1.382-8 in numerical 
order to read as follows: 

Authority: 26 U.S.c. 7805 * * * 
Section 1.382-2T also issued under 

26 U.S.c. 382(g)(4)(C), (i), (k)(l) and 
(6), (1)(3), (m), and 26 U.S.c. 383.* * * 

Section 1.382-5 also issued under 26 
U.S.C. 382(m).* * * 

Section 1.382-8 also issued under 26 
U.S.c. 382(m).* * * 

Par. 2. Section 1.382-1 is amended by 
revising the entries for § 1.382-
2(a)(1)(iv), and adding § § 1.382-5 and 
1.382-8 to read as follows: 

§ 1.382-1 Table of contents. 

* * * * * 

§ 1.382-2 General rules for ownership 
change. 

(a) * * * 
(1) * * * 
(iv) End of separate accounting for 

losses and credits of distributor or 
transferor loss corporation. 

* * * * * 

§ 1.382-5 Section 382 limitation. 

(a) Scope. 
(b) Computation of value. 
(c) Short taxable year. 
(d) Successive ownership changes and 

absorption of a section 382 limitation. 
(1) In general. 
(2) Recognized built-in gains and 

losses. 
(3) Effective date. 
(e) Controlled groups. 
(f) Effective date. 

* * * * * 

§ 1.382-8 Controlled groups. 

(a) Introduction. 
(b) Controlled group loss and con

trolled group with respect to a con
trolled group loss. 

(c) Computation of value. 
(1) Reduction in value. 
(2) Restoration of value. 
(3) Reduction in value by the amount 

restored. 
(4) Appropriate adjustments. 
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(5) Certain reductions in the value of 
members of a controlled group. 

(d) No double reduction. 
(e) Definitions and nomenclature. 
(1) Definitions in § 1.382-2T. 
(2) Controlled group. 
(3) Component member. 
(4) Predecessors and successors. 
(f) Coordination between consolidated 

groups and controlled groups. 
(g) Examples. 
(h) Time and manner of filing elec-

tion to restore. 
(1) Statement required. 
(2) Revocation of election. 
(3) Filing by component member. 
(i) [Reserved] 
U) Effective date. 
(1) In general. 
(2) Transition rule. 
(3) Corporations that are not members 

on January 29, 1991. 
(4) Amended returns. 
Par. 3. Section 1.382-2 is amended as 

follows: 

§ 1.382-2 General rules for ownership 
change. 

[The text of the proposed amend
ments to paragraphs (e)(2)(iv), (f)(1)(i), 
(ii) and (iii), (f)(4), (f)(5), and (f)(18)(i) 
is the same as the text of the amend
ments to paragraphs (e)(2)(iv), (f)(1)(i), 
(ii) and (iii), (f)(4), (f)(5), and (f)(18)(i) 
of § 1.382-2T, published in T.D. 8679, 
page 25.] 

Par. 4. Sections 1.382-5 and 1.382-8 
are added to read as follows: 

[The text of these proposed sections 
is the same as the text of § § 1.382-5T 
and 1.382-8T published in T.D. 8679, 
page 25.] 

Margaret Milner Richardson, 
Commissioner of Internal Revenue. 

(Filed by the Office of the Federal Register on 
June 26, 1996, 8:45 a.m., and published in the 
issue of the Federal Register on June 27, 1996,61 
F.R. 33391) 

Notice of Proposed Rulemaking 

Modifications of Bad Debts and 
Dealer Assignments of Notional 
Principal Contracts 

FI-59-94 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rulemak
ing by cross-reference to temporary 
regulations. 

SUMMARY: In T.D. 8676 on page 9, 
the IRS is issuing temporary regulations 
relating to the allowance of a deduction 
for a partially worthless debt when the 
terms of a debt instrument have been 
modified. The temporary regulations 
provide relief to certain taxpayers that 
are required to recognize gain as the 
result of modifying a debt instrument, 
when a portion of the gain is in part 
caused by a reduction of the debt's basis 
attributable to a bad debt deduction 
claimed in a prior taxable year. The 
temporary regulations provide guidance 
to taxpayers that modify the terms of a 
debt instrument after deducting an 
amount for partial worthlessness. 

In T.D. 8676 the IRS is also issuing 
temporary regulations relating to certain 
assignments of notional principal con
tracts by dealers in those contracts. The 
temporary regulations provide guidance 
to taxpayers relating to consequences of 
these assignments. 

The text of those temporary regula
tions also serves as the text of these 
proposed regulations. 

DATES: Written comments and requests 
for a public hearing must be received by 
September 23, 1996. 

ADDRESSES: Send submissions to: 
CC:DOM:CORP:R (FI-59-94), room 
5228, Internal Revenue Service, POB 
7604, Ben Franklin Station, Washington, 
DC 20044. In the alternative, submis
sions may be hand delivered between 
the hours of 8 a.m. and 5 p.m. to: 
CC:DOM:CORP:R (FI-59-94), Courier's 
Desk, Internal Revenue Service, 1111 
Constitution Avenue NW, Washington, 
DC 20224. 

SUPPLEMENTARY 
INFORMATION: 

Background 

Temporary regulations in T.D. 8676 
amend the Income Tax Regulations (26 
CFR part 1) relating to section 166. The 
temporary regulations contain rules re
lating to the requirement that a debt be 
charged off before a deduction on ac
count of partial worthlessness is al
lowed. The rules apply to certain tax
payers who are required to recogni~ 
gain as the result of a significant modI
fication of a debt instrument. 

Temporary regulations in T.D. 8676 
amend the Income Tax Regulations (26 
CFR part 1) relating to section 1001. 
The temporary regulations contain rules 



relating to certain assignments of no
tional principal contracts by dealers in 
those contracts. 

The text of those temporary regula
tions also serves as the text of these 
proposed regulations. The preamble to 
the temporary regulations explains the 
temporary regulations. 

Special Analyses 

It has been determined that this notice 
of proposed rulemaking is not a signifi
cant regulatory action as defined in EO 
12866. Therefore, a regulatory assess
ment is not required. It also has been 
determined that section 553(b) of the 
Administrative Procedure Act (5 U.S.c. 
chapter 5) and the Regulatory Flexibility 
Act (5 U.S.c. chapter 6) do not apply to 
these regulations, and, therefore, a 
Regulatory Flexibility Analysis is not 
required. Pursuant to section 7805(f) of 
the Internal Revenue Code, this notice 
of proposed rulemaking will be submit
ted to the Chief Counsel for Advocacy 
of the Small Business Administration for 
comment on its impact on small busi
ness. 

Comments and Requests for a Public 
Hearing 

Before these proposed regulations are 
adopted as final regulations, consider
ation will be given to any written com
ments (a signed original and eight (8) 
copies) that are submitted timely to the 
IRS. All comments will be available for 
public inspection and copying. A public 
hearing may be scheduled if requested 
in writing by any person that timely 
submits written comments. If a public 
hearing is scheduled, notice of the date, 
time, and place for the hearing will be 
published in the Federal Register. 

* * * * * 

Proposed Amendments to the Regula
tions 

Accordingly, 26 CFR part 1 is pro
posed to be amended as follows: 

PART I-INCOME TAXES 

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

Authority: 26 U.S.c. 7805 * * * 
Par. 2. Section 1.166-3 is amended by 

adding paragraph (a)(3) to read as fol
low: 

§ 1.166-3 Partial or total worthless
ness. 

[The text of proposed paragraph 
(a)(3) is the same as the text of 
§ 1.166-3T(a)(3) published in T.D. 
8676]. 

Par. 3. Section 1.1001-4 is added to 
read as follows: 

§ 1.1001-4 Modifications of notional 
principal contracts. 

[The text of proposed section 
1.1 00 1-4 is the same as the text of 
§ 1.1001-4T published in T.D. 8676]. 

Margaret Milner Richardson, 
Commissioner of Internal Revenue. 

(Filed by the Office of the Federal Register on 
June 24. 1996, 8:45 a.m., and published in the 
issue of the Federal Register for June 25, 1996,61 
ER. 32728) 

Notice of Proposed Rulemaking 
and Notice of Public Hearing 

Mark-to-Market for Dealers in 
Securities; Equity Interests in 
Related Parties and the 
Dealer-Customer Relationship 

FI-32-95 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rulemak
ing and notice of public hearing. 

SUMMARY: This document contains 
proposed regulations that make mark-to
market accounting inapplicable to most 
equity interests in related entities. The 
regulations also relate to the definition 
of a dealer in securities for certain 
federal income tax purposes. To qualify 
as a dealer in securities, a taxpayer must 
engage in transactions with customers. 
The proposed regulations concern the 
existence of dealer-customer relation
ships. The Revenue Reconciliation Act 
of 1993 amended the applicable tax law. 
These regulations provide guidance for 
taxpayers that engage in securities trans
actions. This document also provides 
notice of a public hearing on these 
proposed regulations. 

DATES: Written comments and outlines 
of oral comments to be presented at a 
public hearing scheduled for October 15, 
1996, at 10 a.m., must be received by 
September 18, 1996. 

ADDRESSES: Send submissions to: 
CC:DOM:CORP:R (FI-32-95), room 
5228, Internal Revenue Service, POB 
7604, Ben Franklin Station, Washington, 
DC 20044. In the alternative, submis-

sions may be hand delivered between 
the hours of 8 a.m. and 5 p.m. to: 
CC:DOM:CORP:R (FI-32-95), Couri
er's Desk, Internal Revenue Service, 
1111 Constitution Avenue NW, Washing
ton, DC 20224. The public hearing will 
be held in the Commissioner's Confer
ence Room, room 3313, Internal Rev
enue Building, 1111 Constitution Avenue 
NW, Washington, DC 20224. 

SUPPLEMENTARY 
INFORMATION: 

Paperwork Reduction Act 

The collection of information con
tained in this notice of proposed 
rulemaking has been submitted to the 
Office of Management and Budget for 
review in accordance with the Paper
work Reduction Act of 1995 (44 U.S.c. 
3507). 

Comments on the collection of infor
mation should be sent to the Office of 
Management and Budget, Attn: Desk 
Officer for the Department of the Trea
sury, Office of Information and Regula
tory Affairs, Washington, DC 20503, 
with copies to the Internal Revenue 
Service, Attn: IRS Reports Clearance 
Officer, T:FP, Washington, DC 20224. 
Comments on the collection of informa
tion should be received by August 19, 
1996. 

An agency may not conduct or spon
sor, and a person is not required to 
respond to, a collection of information 
unless the collection of information dis
plays a valid control number. 

The collection of information is de
scribed in the Explanation of Provisions 
section of the Preamble (rather than 
being included in the text of the pro
posed regulations). The Preamble re
quests comments on whether the final 
regulations should permit taxpayers to 
elect to disregard certain inter-company 
transactions in determining status as a 
dealer in securities. The preamble also 
indicates that, if the election is allowed 
to be made, it is expected that taxpayers 
would make it by attaching a statement 
to a tax return. If the final regulations 
allow taxpayers to make this election in 
this manner, the information will be 
required by the IRS to determine 
whether the election has been made, and 
will be used for that purpose. The likely 
respondents will be businesses that file 
consolidated tax returns. If taxpayers are 
allowed to make the election, responses 

1996-2 C.B. 443 



to this collection of information will be 
required to obtain the benefit of having 
status as a dealer in securities deter
mined without regard to certain inter
company transactions. 

Books or records relating to a collec
tion of information must be retained as 
long as their contents may become ma
terial in the administration of any inter
nal revenue law. Generally, tax returns 
and tax return information are confiden
tial, as required by 26 U.S.C. 6103. 
Estimated total annual reporting burden: 
6,000 hours. 
The estimated annual burden per respon
dent varies from .25 hour to 1 hour, 
depending on individual circumstances, 
with an estimated average of .5 hours. 
Estimated number of respondents: 

12,000. 
Estimated annual frequency of re

sponses: once in the existence of each 
respondent. 

Background 

This document contains proposed 
regulations under section 475 of the 
Internal Revenue Code, which requires 
mark-to-market accounting for certain 
dealers in securities. Section 475 was 
added by section 13223 of the Revenue 
Reconciliation Act of 1993, Pubic Law 
103-66, 107 Stat. 481, and is effective 
for all taxable years ending on or after 
December 31, 1993. 

Temporary and proposed regulations 
published on December 29, 1993, [S8 
FR 68798] provide that stock in a 
50-percent-controlled subsidiary (and in
terests in SO-percent-controlled partner
ships and trusts) are deemed properly 
identified as held for investment and 
thus are excluded from mark-to-market 
accounting. The IRS is reproposing this 
rule with two changes. First, the IRS 
has concluded that the rationale for the 
rule applies equally to equity interests in 
most related persons and not just to 
persons controlled by the taxpayer. Sec
ond, after considering various comments 
received, the IRS determined that this 
rule prohibiting marking a security to 
market should not apply if two require
ments are met: (I) the security is ac
tively traded on a national securities 
exchange or through an interdealer quo
tation system; and (2) the taxpayer who 
marks owns less than S percent of all 
shares or interests of the same class. 
Comments are requested as to whether it 
is appropriate to allow any equity inter
ests in related parties to be marked to 
market, and, if so, whether the proposed 
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limitations are the most appropriate 
ones. The provisions in this document 
concerning these issues are referred to 
below in this preamble as the repro
posed regulations. 

When commenting on the temporary 
and proposed regulations, taxpayers 
asked the IRS to provide guidance on 
whether certain transactions are entered 
into with customers for purposes of 
section 47S. Whether transactions are 
entered into with customers can affect 
both whether a taxpayer is a dealer in 
securities subject to mark-to-market ac
counting (see section 47S(c)(I» and 
whether a dealer may exempt a security 
from mark-to-market treatment (see 
section 475(b)(1)(A) and (B) and 
§ 1.475(b)-IT(a». 

In response to these comments, on 
January 4, 1995, the IRS published 
proposed regulations [(FI-42-94) (60 
FR 397)] stating that whether a taxpayer 
is transacting business with customers is 
determined based on all of the facts and 
circumstances (see proposed § 1.47S(c)
l(c), reproposed as § 1.47S(c)-1(a». 
These proposed regulations also provide 
that the term dealer in securities in
cludes a taxpayer that, in the ordinary 
course of its trade or business, regularly 
holds itself out as being willing and able 
to enter into either side of a transaction 
enumerated in section 47S(c)(1)(B) (see 
proposed § 1.47S(c)-1(c)(2), reproposed 
as § 1.475(c)-1(a)(2». 

On March 4, 1996, the IRS published 
Notice 96--12 (1996--10 I.R.B. 29), stat
ing that the IRS intended to publish 
additional proposed regulations concern
ing when transactions with related par
ties may be transactions with customers 
for purposes of section 475. Notice 
96--12 also described the substance of 
rules that the proposed regulations were 
expected to contain. The rules were 
expected to be proposed to be effective 
for taxable years beginning on or after 
February 20, 1996. The proposed regu
lations in this document generally reflect 
the substance that was described in 
Notice 96--12. 

Explanation of Provisions 

Prohibition against marking equity 
interests in related persons 

The reproposed regulations identify 
certain assets that are inherently invest
ments and, thus, may not be marked to 
market under section 47S. The new rules 
retain the provision in the temporary 
regulations that prevents marking certain 
insurance products to market, but they 

differ from the temporary regulations in 
the provisions that prevent the marking 
of certain equity interests. Under the 
temporary regulations, the prohibition 
against marking applies only if the 
dealer in securities controls the issuer of 
an equity interest (whether it is stock in 
a corporation or an interest in a widely 
held or publicly traded partnership or 
trust). The reproposed regulations ex
pand the scope of this treatment so that 
mark-to-market accounting cannot be 
used for equity interests in many related 
issuers. (For these purposes, the repro
posed regulations incorporate by refer
ence the relevant relations described in 
sections 267(b) and 707(b)(I).) The re
proposed regulations also narrow the 
scope of this prohibition against mark
ing so that mark-to-market accounting 
can be used for certain actively-traded 
securities, regardless of the dealer's rela
tion to the issuer of the security, if the 
dealer owns less than five percent of the 
securities. The IRS is particularly inter
ested in receiving comments on the 
scope of the reproposed rules' exception 
to the general prohibition on marking to 
market equity interests in a related per
son. 

These reproposed regulations also 
contain rules to cover situations where a 
security begins, or ceases, to be subject 
to this deemed-identification rule. First, 
if a security is being marked to market 
and then, as a result of a change in 
facts, the regulations prohibit the secu
rity from continuing to be marked to 
market, the regulations require that the 
security be marked as of the close of 
business on the last day before the day 
when the prohibition on marking first 
applies. 

Second, the reproposed regulations 
also cover situations in which the regu
lations have prohibited a security from 
being marked to market and then the 
prohibition on marking ceases to apply. 
In these cases, the deadline for the 
taxpayer to identify the security under 
section 475(b)(2) as exempt from mark
to-market treatment is generally ex
tended until the date the prohibition on 
marking ceases to apply. (If the taxpayer 
had identified the security by the origi
nal deadline, the extension, of course, is 
irrelevant.) If the identification is not 
made on or before the deadline (as so 
extended), new changes in value are 
taken into account under the mark-to
market method, but recognition of ap
preciation and depreciation that occurred 
while the security was not being marked 
is suspended. This is the approach 



adopted by section 475(b)(3) for securi
ties that lose their exemption from 
mark-to-market treatment. The repro
posed rule is to apply both when the 
prohibition on marking ceases because 
of a change in facts and when the 
prohibition on marking ceases because 
the rule covering certain actively-traded 
securities becomes effective. 

In sum, under the reproposed regula
tions, the following assets held by a 
dealer in securities are deemed to be 
properly identified as held for invest
ment: (1) stock in a corporation (or a 
partnership or beneficial ownership in
terest in a widely held or publicly traded 
partnership or trust) to which the tax
payer is related (other than certain 
actively-traded stock or interests); and 
(2) an annuity, endowment, or life insur
ance contract. The provision concerning 
the second category of assets continues 
to be proposed to apply to all taxable 
years ending on or after December 31, 
1993. The rules concerning the first 
category of assets, however, are pro
posed to prohibit only those marks to 
market that would have occurred on or 
after June 19, 1996. If the prohibition 
against marking begins to apply to a 
security solely because of this effective 
date rule, then (unlike the situation 
when the onset of the prohibition is 
caused by a change in facts) the security 
is not marked to market immediately 
before the prohibition begins. 

In general, the provision allowing 
certain actively-traded securities to be 
marked to market even when the issuer 
of the security is related is proposed to 
be effective for marks to market on or 
after June 19, 1996. Thus, this effective 
date is the same as the effective date in 
the reproposed regulations for the gen
eral prohibition on marking to market 
securities issued by a related person. 
Until the reproposed regulations are fi
nalized, however, all equity interests 
issued by controlled entities continue to 
be subject to the temporary regulations' 
prohibition against being marked to 
market, even if the dealer owns less 
than 5 percent of interests of that class 
and even if the interests are actively 
traded. 

Some commenters suggested there 
should be no per se rule treating certain 
securities as held for investment, but 
instead there should be a rebuttable 
presumption to this effect for these 
items. Other commenters proposed to 
add, or delete, a variety of items to or 
from those deemed to be per se held for 

investment. The reproposed regulations 
do not adopt these suggestions. 

Consolidated Returns 

Under both the temporary and the 
reproposed regulations, there are situa
tions in which the mark-to-market 
method may apply to a consolidated 
group member's stock held by another 
member of the group. This may result in 
the recognition of duplicate gain or loss. 
For instance, if a common parent marks 
to market stock in a subsidiary to reflect 
increases in the value of the subsidiary 
stock owned by the parent resulting 
from appreciation in the value of the 
subsidiary's assets, the parent will rec
ognize gain on that stock under the 
mark-to-market method. The subsid
iary's subsequent sale of the assets will 
replicate that gain at the subsidiary 
level. The gains will generate duplicate 
stock basis increases under section 475 
and § 1.1502-32(b), creating the poten
tial for an offsetting loss when the stock 
is subsequently marked down to fair 
market value under section 475. Section 
1.1502-20, however, may disallow any 
such offsetting loss. Comments are in
vited regarding how to address the 
anomalies these rules may produce. 

The dealer-customer relationship 

These proposed regulations clarify 
that a taxpayer's transactions with mem
bers of its consolidated group or other 
related persons may be transactions with 
customers for purposes of section 475. 
Thus, a taxpayer may be a dealer in 
securities for purposes of section 475 
even if its only customer transactions 
are transactions with members of its 
consolidated group. In enacting section 
475, Congress adopted a taxpayer-by
taxpayer approach to determining dealer 
status, rather than the single-entity ap
proach embodied in § 1.1502-13. 

An example in the proposed regula
tions clarifies that, for purposes of sec
tion 475, transactions do not fail to be 
transactions with customers solely be
cause the parties enter into them with 
other than arms-length pricing terms. 
Under section 482 and the regulations 
thereunder, however, the district director 
may make allocations between or among 
the members of the group if he or she 
determines that a member has not re
ported its true taxable income. 

These proposed regulations generally 
reflect the substance of the rules set 
forth in Notice 96--12 (1996--10 I.R.B. 
29). In response to taxpayer comments, 

however, certain language in Notice 
96--12 has been clarified. Because of 
these changes, although the rules de
scribed in Notice 96--12 were expected 
to be proposed to be effective for tax
able years beginning on or after Febru
ary 20, 1996, these proposed regulations 
are to be effective for taxable years 
beginning on or after June 20, 1996. If 
there are any situations in which the 
proposed rules lead to a different result 
from that which would be reached under 
the rules described in the notice, a 
taxpayer may reasonably and consis
tently apply the rules described in the 
notice for any taxable year beginning on 
or after February 20, 1996, and before 
June 20, 1996. 

Under these regulations, a taxpayer 
may be a dealer in securities based 
solely on transactions with other mem
bers of its consolidated group. The IRS 
requests comments on whether certain 
consolidated groups should be allowed 
to disregard inter-member transactions 
in determining a member's status as a 
dealer in securities. For instance, a 
group might be allowed to disregard 
inter-member transactions if the group, 
considered as a single corporation, 
would not be a dealer in securities for 
purposes of section 475. It is likely that 
the election, if permitted by the final 
regulations, would be made by attaching 
an appropriate statement to the taxpay
er's return. (See the Paperwork Reduc
tion Act section of this preamble, which 
requests comments on the burden that 
might be imposed by this requirement.) 
The IRS hereby requests comments on 
the desirability and potential terms and 
conditions of any such election. Com
ments could also address whether such 
an election should apply in determining 
whether a taxpayer had made more than 
negligible sales for purposes of repro
posed § 1.475(c)-1(c). Further, the IRS 
requests comments on whether the elec
tion should be available only to groups 
that have not made a separate-entity 
election under § 1.1221-2(d)(2). 

Miscellaneous 

Some of the 1993 and 1995 proposed 
regulations are reordered. 

Special Analyses 

It has been determined that this notice 
of proposed rulemaking is not a signifi
cant regulatory action as defined in EO 
12866. Therefore, a regulatory assess
ment is not required. It also has been 
determined that section 553(b) of the 
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Administrative Procedure Act (5 V.S.c. 
chapter 5) and the Regulatory Flexibility 
Act (5 V.S.c. chapter 6) do not apply to 
these regulations, and, therefore, a 
Regulatory Flexibility Analysis is not 
required. Pursuant to section 7805(f) of 
the Internal Revenue Code, this notice 
of proposed rulemaking will be submit
ted to the Chief Counsel for Advocacy 
of the Small Business Administration for 
comment on its impact on small busi
ness. 

Comments and Public Hearing 

Before these proposed regulations are 
adopted as final regulations, consider
ation will be given to any written com
ments (a signed original and eight (8) 
copies) that are submitted timely to the 
IRS. All comments will be available for 
public inspection and copying. 

A public hearing has been scheduled 
for October 15, 1996, at 10 a.m. in the 
Commissioner's Conference Room, 
room 3313, Internal Revenue Building, 
1111 Constitution Avenue NW, Washing
ton, DC 20224. Because of access re
strictions, visitors will not be admitted 
beyond the Internal Revenue Building 
lobby more than 15 minutes before the 
hearing starts. 

The rules of 26 CFR 601.60l(a)(3) 
apply to the hearing. 

Persons that wish to present oral 
comments at the hearing must submit 
written comments and submit an outline 
of the topics to be discussed and the 
time to be devoted to each topic (signed 
original and eight (8) copies) by Sep
tember 18, 1996. 

A period of 10 minutes will be allot
ted to each person for making com
ments. 

An agenda showing the scheduling of 
the speakers will be prepared after the 
deadline for receiving outlines has 
passed. Copies of the agenda will be 
available free of charge at the hearing. 

* x * * 

Proposed Amendments to the Regula
tions 

Accordingly, 26 CFR part 1 is pro
posed to be amended as follows: 

PART I-INCOME TAXES 

Paragraph 1. The authority citation for 
part 1 ,as proposed on January 4, 1995, 
at 60 FR 401, is further amended by 
revising the entries for "Section 
1.475(b )-1", "Section 1.475(b)-2", and 
"Section 1.475(b)-4" to read as follows: 

Authority: 26 U.S.c. 7805. * * * 
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Section 1.475(b)--1 also issued under 
26 V.S.c. 475(a) and 26 V.S.c. 475(e). 

Section 1.475(b)--2 also issued under 
26 V.S.C. 475(b)(2) and 26 U.S.c. 
475(e). * * * 

Section 1.47 5(b)--4 also issued under 
26 V.S.c. 475(b)(2), 26 V.S.c. 475(e), 
and 26 V.S.c. 6001. * * * 

Par. 2. Section 1.475--0, as proposed 
on January 4, 1995 (60 FR 401), is 
amended by: 

1. Revising the heading and entries 
for § § 1.475(b )-1, 1.475(b )-2, and 
1.475(b)--4. 

2. Revising the entries under 
§§ 1.475(c)--1 and 1.475(c)-2. 

3. Removing the entries under 
§ 1.475 ( e)-I. 

The revisions read as follows: 

§ 1.475-0 Table of contents. 

* * * * * 

§ 1.475(b)-1 Scope of exemptions from 
mark-to-market requirement. 

(a) Securities held for investment or not 
held for sale. 
(b) Securities deemed identified as held 
for investment. 

(1) In general. 
(2) Relationships 

(i) General rule 
(ii) Attribution 
(iii) Trusts treated as partnerships 

(3) Securities traded on certain estab
lished financial markets. 

(4) Changes in status. 
(i) Onset of prohibition against 

marking. 
(ii) Termination of prohibition 

against marking. 
(iii) Examples 

(c) Securities deemed not held for in
vestment. 

(1) General rule for dealers in no
tional principal contracts and deriva
tives. 

(2) Exception for securities not ac
quired in dealer capacity. 
(d) Special rules. 

(1) Stock, partnership, and beneficial 
ownership interests in certain controlled 
corporations, partnerships, and trusts. 

(i) In general. 
(ii) Control defined. 
(iii) Applicability. 

(2) [Reserved] 

§ 1.475 (b )-2 Exemptions-Identifica
tion requirements. 

(a) Identification of the basis for ex
emption. 

(b) Time for identifying a security with 
a substituted basis. 
(c) Securities involved in integrated 
transactions under § 1.1275-6. 

(1) Definitions. 
(2) Synthetic debt held by a taxpayer 

as a result of legging in. 
(3) Securities held after legging out. 

* * * * * 
§ I.475(b)-4 Exemptions-Transitional 
issues. 

(a) Transitional identification. 
(1) Certain securities previously iden

tified under section 1236. 
(2) Consistency requirement for other 

securities. 
(b) Corrections on or before January 31, 
1994. 

(1) Purpose. 
(2) To conform to § 1.475(b)-I(a). 

(i) Added identifications. 
(ii) Limitations. 

(3) To conform to § 1.475(b)-I(c). 
(c) Effect of corrections. 

§ 1.475(c)-1 Definitions-Dealer in se
curities. 

(a) Dealer-customer relationship. 
(1) [Reserved]. 
(2) Transactions described in section 

475( c)(1 )(B). 
(i) In general. 
(ii) Examples. 

(3) Related parties. 
(i) In general. 
(ii) Example. 

(b) Sellers of nonfinancial goods and 
services. 
(c) Taxpayers that purchase securities 
but do not sell more than a negligible 
portion of the securities. 

(1) Exemption from dealer status. 
(2) Negligible portion. 
(3) Special rules. 

(d) Issuance of life insurance products. 

§ 1.475(c)-2 Definitions-Security. 

(a) In general. 
(b) Synthetic debt held by a taxpayer as 
a result of an integrated transaction 
under § 1.1275-6. 
(c) Negative value REMIC residuals. 
(d) Special rules. 

* * * * * 

§ 1.475(e)-1 Effective dates. 

Par. 3. Section 1. 475 (b)--1 as pro
posed on December 29, 1993 (58 FR 
68798), is amended by revising para
graph (b) and adding paragraph (d) to 
read as follows: 



§ I.475(b)-I Scope of exemptions from 
mark-to-market requirement. 

* * * * * 
(b) Securities deemed identified as 

held for investment-(l) In general. The 
following items held by a dealer in. 
securities are per se held for investment 
within the meaning of section 475(b)
(l)(A) and are deemed to be properly 
identified as such for purposes of sec
tion 475(b)(2)-

(i) Except as provided in paragraph 
(b)(3) of this section, stock in a corpora
tion, or a partnership or beneficial own
ership interest in a widely held or 
publicly traded partnership or trust, to 
which the taxpayer has a relationship 
specified in paragraph (b)(2) of this 
section; or 

(ii) A contract that is treated for 
federal income tax purposes as an annu
ity, endowment, or life insurance con
tract (see sections 817 and 7702). 

(2) Relationships-(i) General rule. 
The relationships specified in this para
graph (b )(2) are-

(A) those described in section 
267(b)(2), (3), (10), (11), or (12); or 

(B) those described in section 
707(b)(1)(A) or (B). 

(ii) Attribution. The relationships 
described in paragraph (b)(2)(i) of this 
section are determined taking into ac
count sections 267(c) and 707(b)(3), as 
appropriate. 

(iii) Trusts treated as partner
ships. For purposes of this paragraph 
(b )(2), the phrase partnership or trust is 
substituted for the word partnership in 
sections 707(b)(l) and 707(b)(3), and a 
reference to beneficial ownership inter
est is added to each reference to capital 
interest or profits interest in those sec
tions. 

(3) Securities traded on certain 
established financial markets. Paragraph 
(b)(1)(i) of this section does not apply 
to a security if-

(i) The security is actively traded 
within the meaning of § 1.1092(d)-l(a) 
taking into account only established fi
nancial markets identified in 
§ 1.1092(d)-I(b)(1)(i) or (ii) (describing 
national seCUrIties exchanges and 
interdealer quotation systems), and 

(ii) The taxpayer owns less than 5 
percent of all of the shares or interests 
in the same class. 

(4) Changes in status-(i) Onset of 
prohibition against marking-(A) Once 
a security begins to be described in 
paragraph (b)( 1) of this section and for 
so long as it continues to be so de-

scribed, section 475(a) does not apply to 
the security in the hands of the taxpayer. 

(B) If a security has not been 
timely identified under section 475(b)(2) 
and, after the last day on which such an 
identification would have been timely, 
the security begins to be described in 
paragraph (b)(1) of this section, then the 
dealer must recognize gain or loss on 
the security as if it were sold for its fair 
market value as of the close of business 
of the last day before the security begins 
to be described in paragraph (b)(1) of 
this section, and gain or loss is taken 
into account at that time. 

(ii) Termination of prohibition 
against marking. If a taxpayer did not 
timely identify a security under section 
475(b)(2) and paragraph (b)(l) of this 
section applies to the security on the last 
day on which such an identification 
would have been timely but it thereafter 
ceases to apply-

(A) An identification of the se
curity under section 475(b)(2) is timely 
if made on or before the close of the 
day paragraph (b)(1) of this section 
ceases to apply; and 

(B) Unless the taxpayer timely 
identifies the security under section 
475(b)(2) (taking into account the addi
tional time for identification that is 
provided by paragraph (b)(4)(ii)(A) of 
this section), section 475(a) applies to 
changes in value of the security after the 
cessation in the same manner as under 
section 475(b)(3). 

(iii) Examples. These examples illus
trate this paragraph (b)( 4): 

Example J. Onset of prohibition against mark
ing-(A) Facts. Corporation H owns 75 percent of 
the stock of corporation D, a dealer in securities 
within the meaning of section 475(c)(I). On 
December I, 1995, D acquired less than half of 
the stock in corporation X. D did not identify the 
stock for purposes of section 475(b)(2). On July 
17, 1996, H acquired from other persons 70 
percent of the stock of X. As a result, D and X 
became related within the meaning of paragraph 
(b)(2)(i) of this section. The stock of X is not 
described in paragraph (b )(3) of this section 
(concerning securities traded on certain established 
financial markets). 

(B) Holding. Under paragraph (b)(4)(i) of this 
section, D recognizes gain or loss on its X stock 
as if the stock were sold for its fair market value 
at the close of business on July 16, 1996, and the 
gain or loss is taken into account at that time. As 
with any application of section 475(a), proper 
adjustment is made in the amount of any gain or 
loss subsequently realized. After July 16, 1996, 
section 475(a) does not apply to D's X stock while 
D and X continue to be related to each other. 

Example 2. Termination of prohibition against 
marking; retained securities identified as held for 
investment-(A) Facts. On July \, 1996, corpora
tion H owned 60 percent of the stock of corpora
tion Y and all of the stock of corporation D, a 
dealer in securities within the meaning of section 

475(c)(I). Thus. D and Y are related within the 
meaning of paragraph (b)(2)(i) of this section. 
Also on July I, 1996. D acquired. as an invest
ment, 10 percent of the stock of Y. The stock of Y 
is not described in paragraph (b)(3) of this section 
(concerning securities traded on certain established 
fmancial markets). When D acquired its shares of 
Y stock, it did not identify them for purposes of 
section 475(b)(2). On December 27. 1996. D 
identified its shares of Y stock as held for 
investment under section 475(b)(2). On December 
3D, 1996, H sold all of its shares of stock in Y to 
an unrelated party. As a result, D and Y cease to 
be related within the meaning of paragraph 
(b)(2)(i) of this section. 

(B) Holding. Under paragraph (b)(4)(ii)(A) of 
this section, identification of the Y shares is timely 
if done on or before the close of December 3D, 
1996. Because D timely identified its Y shares 
under section 475(b)(2), it continues to refrain 
from marking to market its Y stock after Decem
ber 3D, 1996. 

Example 3. Termination of prohibition against 
marking; retained securities not identified as held 
for investment-(A) Facts. The facts are the same 
as in Example 2 above, except that D did not 
identify its stock in Y for purposes of section 
475(b)(2) on or before December 3D, 1996. Thus, 
D did not timely identify these securities under 
section 475(b )(2) (taking into account the addi
tional time for identification provided in paragraph 
(b)(4)(ii)(A) of this section). 

(B) Holding. Under paragraph (b)(4)(ii)(B) of 
this section, section 475(a) applies to changes in 
value of D's Y stock after December 3D, 1996, in 
the same manner as under section 475(b)(3). Thus. 
any appreciation or depreciation that occurred 
while the securities were prohibited from being 
marked to market is suspended. Further, section 
475(a) applies only to those changes occurring 
after December 30, 1996. 

* * * * * 
(d) Special rules-(1) Stock, partner

ship, and beneficial ownership interests 
in certain controlled corporations, part
nerships, and trusts-(i) In general. The 
following items held by a dealer in 
securities are per se held for investment 
within the meaning of section 
475(b)(1)(A) and are deemed to be 
properly identified as such for purposes 
of section 475(b)(2)-

(A) Stock in a corporation that the 
taxpayer controls (within the meaning of 
paragraph (d)(l )(ii) of this section); or 

(B) A partnership or beneficial own
ership interest in a widely held or 
publicly traded partnership or trust that 
the taxpayer controls (within the mean
ing of paragraph (d)(l )(ii) of this sec
tion). 

(ii) Control defined. Control means 
the ownership, directly or indirectly 
through persons described in section 
267(b) (taking into account section 
267(c», of-

(A) 50 percent or more of the total 
combined voting power of all classes of 
stock entitled to vote; or 

(B) 50 percent or more of the 
capital interest, the profits interest, or 
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the beneficial ownership interest in the 
widely held or publicly traded partner
ship or trust. 

(iii) Applicability. The rules of this 
paragraph (d)(1) apply only before the 
date 30 days after final regulations on 
this subject are published in the Federal 
Register. 

(2) [Reserved]. 
Par. 4. Section 1.475(b)-2, as pro

posed on December 29, 1993 (58 FR 
68798), is redesignated as § 1.475(b)-4. 

Par. 5. Section 1.475(b)-4, as pro
posed on January 4, 1995 (60 FR 404), 
is redesignated as § 1.475(b)-2. 

Par. 6. Section 1.475(c)-I, as pro
posed on December 29, 1993 (58 FR 
68798), and amended on January 4, 
1995 (60 FR 405), is amended as fol
lows: 

1. Paragraph (c) is removed. 
2. Paragraphs (a) and (b) are redes

ignated as paragraphs (b)and (c), respec
tively. 

3. New paragraph (a) is added to read 
as follows: 

§ I.475( c ~I Definitions-Dealer in se
curities. 

(a) Dealer-customer relationship. 
Whether a taxpayer is transacting busi
ness with customers is determined on 
the basis of all of the facts and circum
stances. 

(1) [Reserved]. 
(2) Transactions described in section 

475(c)(1 )(BHi) In general. For pur
poses of section 475(c)(l)(B), the term 
dealer in securities includes, but is not 
limited to, a taxpayer that, in the ordi
nary course of the taxpayer's trade or 
business, regularly holds itself out as 
being willing and able to enter into 
either side of a transaction enumerated 
in section 475(c)(l)(B). 

(ii) Examples. The following ex
amples illustrate the rules of this para
graph (a)(2). In the following examples, 
B is a banle 

Example I. B regularly offers to enter into 
interest rate swaps with other persons in the 
ordinary course of its trade or business. B is 
willing to enter into interest rate swaps under 
which it either pays a fixed interest rate and 
receives a floating rate or pays a floating rate and 
receives a fixed rate. B is a dealer in securities 
under section 475(c)( I )(B), and the counterparties 
are its customers. 

Example 2. B, in the ordinary course of its 
trade or business, regularly holds itself out as 
being willing and able to enter into either side of 
positions in a foreign currency with other banks in 
the interbank market. B's activities in the foreian 
currency make it a dealer in securities under 
section 475(cj(I)(B), and the other banks in the 
interbank market are its customers. 
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Example 3. B engages in frequent transactions 
in a foreign currency in the interbank market. 
Unlike the facts in Example 2, however, B does 
not regularly hold itself out as being willing and 
able to enter into either side of positions in the 
foreign currency, and all of B's transactions are 
driven by its internal need to adjust its position in 
the currency. No other circumstances are present 
to suggest that B is a dealer in securities for 
purposes of section 475(c)(l )(B). B's activity in 
the foreign currency does not qualify it as a dealer 
in securities for purposes of section 475(c)(l)(B), 
and its transactions in the interbank market are not 
transactions with customers. 

(3) Related parties-(i) In general. A 
taxpayer's transactions with members of 
its consolidated group or with other 
related persons may be transactions with 
customers for purposes of section 475. 
For example, transactions enumerated in 
section 475(c)(1)(B) between members 
of a consolidated group are transactions 
with customers if, in the ordinary course 
of its business, the taxpayer holds itself 
out as being willing and able to engage 
in these transactions on a regular basis. 
A taxpayer may be a dealer in securities 
within the meaning of section 475(c)(l) 
even if its only customer transactions 
are transactions with other members of 
its consolidated group. 

(ii) Example. The following example 
illustrates this paragraph (a)(3): 

Example. Risk management transactions-( I) 
Facts. He, a hedging center, provides interest rate 
hedges to all of the members of its consolidated 
group. Because of the efficiencies created by 
having a centralized risk manager, group policy 
prohibits members other than He from entering 
into derivative interest rate positions with outside 
parties. He regularly holds itself out as being 
willing and able to, and in fact does, enter into 
either side of interest rate swaps with its fellow 
members. He periodically computes its aggregate 
position and hedges the net risk with an unrelated 
party. He does not otherwise enter into interest 
rate positions with persons that are not members 
of the consolidated group. Because He attempts to 
operate at cost and the terms of its swaps do not 
factor in any risk of default by the affiliate, He's 
affiliates receive somewhat more favorable terms 
then they would receive from an unrelated swaps 
dealer. 

(2) Holding. Because He regularly holds itself 
out as being willing and able to enter into 
transactions enumerated in section 475(c)(l)(B), 
He is a dealer in securities for purposes of section 
475(c)(l )(B) and the other members are its cus
tomers. 

* * * * * 
Par. 7. Section 1.475(c)-2, as pro

posed on December 29, 1993 (58 FR 
68798), and amended on January 4, 
1995 (60 FR 405), is amended as fol
lows: 

1. Paragraphs (b), (c), and (d) are 
redesignated as paragraphs (c), (d), and 
(b), respectively. 

2. Paragraph (a) and newly desig
nated paragraph (c) are revised by re-

moving the phrase "paragraph (b)" each 
place it appears and replacing it with 
"paragraph (c)" each place it appeared. 

3. Newly designated paragraph (d) is 
revised by removing the phrase "para
graphs (a)(3) and (b)" and replacing it 
with "paragraphs (a)(3) and (c)". Newly 
designated paragraph (d) is further re
vised by removing the phrase "this 
paragraph (c)(1»." and replacing it with 
the phrase "this paragraph (d)(l».". 

4. Newly designated paragraph (b) is 
revised by removing the words "See 
§ 1.475(b)-4(c)" and replacing them 
with the words "See § 1.475(b)-2(c)". 

Par. 8. Section 1.475(e)-I, as pro
posed on December 29, 1993 (58 FR 
68798), and amended on January 4, 
1995 (60 FR 405), is revised to read as 
follows: 

§ I.475(e)-I Effective dates. 

(a) Section 1.475(a)-1 (concerning 
mark-to-market for debt instruments) ap
plies to taxable years beginning on or 
after January 1, 1995. 

(b) Section 1.475(a)-2 (concerning 
marking a security to market upon dis
position) applies to dispositions or ter
minations of ownership occurring on or 
after January 4, 1995. 

(c) Section 1.475(a)-3 (concerning 
acquisition by a dealer of a security 
with a substituted basis) applies to secu
rities acquired, originated, or entered 
into on or after January 4, 1995. 

(d) Section 1.475(b)-1 (concerning 
the scope of exemptions from the mark
to-market requirement) applies as fol
lows: 

(1) Section 1.475(b)-I(a) (concerning 
securities held for investment or not 
held for sale) applies to taxable years 
ending on or after December 31, 1993. 

(2) Except as provided elsewhere in 
this paragraph (d)(2), § 1.475(b)-I(b)(1) 
(concerning securities deemed identified 
as held for investment) applies to tax
able years ending on or after December 
31, 1993. 

(i) Section 1.475(b)-l(b)(l)(i) (con
cerning equity interests issued by a 
related person) applies on or after June 
19, 1996. If, on June 18, 1996, a 
security is subject to mark-to-market 
accounting and, on June 19, 1996, 
§ 1.475(b)-1(b)(1) begins to apply to 
the security solely because of the effec
tive dates in this paragraph (d)(2) (rather 
than because of a change in facts), then 
the rules of § 1.475(b)-I(b)(4)(i)(A) 
(concerning the prohibition against 
marking) apply, but § 1. 475(b)-1 (b)-



(4)(i)(B) (imposing a mark to market on 
the day before the onset of the prohibi
tion) does not apply. 

(ii) Section 1.475(b)-1(b)(2) (con
cerning relevant relationships for pur
poses of determining whether equity 
interests in related persons are prohib
ited from being marked to market) ap
plies on or after June 19, 1996. 

(iii) Section 1.475(b)-I(b)(3) (con
cerning certain actively-traded securi
ties) generally applies on or after June 
19, 1996, to securities held on or after 
that date. In the case, however, of 
securities described in § 1.475(b)-
1 (d)(l)(i) (concerning equity interests 
issued by controlled entities), 
§ 1.475(b}-1(b)(3) applies on or after 
the date thirty days after final regula
tions on this subject are published in the 
Federal Register to securities held on 
or after that date. If § 1.475(b)-1(b)(l) 
ceases to apply to a security by virtue of 
the operation of this paragraph (d)(2)(ii), 
the rules of § 1.475(b)-I(b)(4)(ii) apply 
to the cessation. 

(iv) Except to the extent provided in 
paragraph (d)(2)(i) of this section, 
§ 1.475(b}-l(b)(4) (concerning changes 
in status) applies on or after Jun 19, 
1996. 

(e) Section 1.475(b)-2 (concerning 
the identification requirements for ob
taining an exemption from mark-to
market treatment) applies to identifica
tions made on or after January 4, 1995. 

(f) Section 1.475(b)-3 (concerning 
exemption of securities in certain 
securitization transactions) applies to se
curities acquired, originated, or entered 
into on or after January 4, 1995. 

(g) Section 1.475(b)-4 (concerning 
transitional issues relating to exemp
tions) applies to taxable years ending on 
or after December 31, 1993. 

(h) Section 1.475(c}-l(a) (concerning 
the dealer-customer relationship), except 
for § 1.475(c)-1(a)(l), (a)(2)(ii), and 
(a)(3), applies to taxable years beginning 
on or after January 1, 1995. Section 
1.475(c}-l(a)(2)(ii) and (a)(3) (concern
ing certain aspects of the dealer
customer relationship) apply to taxable 
years beginning on or after June 20, 
1996. 

(i) Section 1.475(c)-I(b) (concerning 
sellers of nonfinancial goods and ser
vices) and (c) (concerning taxpayers that 
purchase securities but do not sell more 
than a negligible portion of the securi
ties) applies to taxable years ending on 
or after December 31, 1993. 

U) Section 1.475(c}-1 (d) (concerning 
the issuance of life insurance products) 

applies to taxable years beginning on or 
after January 1, 1995. 

(k) Section 1.475(c)-2 (concerning 
the definition of security) applies to 
taxable years ending on or after Decem
ber 31, 1993. Note, however, that, by its 
terms, § 1.475(c}-2(a)(3) applies only 
to interests or arrangements that are 
acquired on or after January 4, 1995, 
and that the integrated transactions to 
which § 1.475(c)-2(b) applies will exist 
only after the effective date of 
§ 1.1275-6. 

(1) Section 1.475(d)-1 (concerning 
the character of gain or loss) applies to 
taxable years ending on or after Decem
ber 31, 1993. 

Margaret Milner Richardson, 
Commissioner of Internal Revenue. 

(Filed by the Office of the Federal Register on 
June 19, 1996, 8:45 a.m., and published in the 
issue of the Federal Register for June 20, 1996, 61 
F.R. 31474) 

Notice of Proposed Rulemaking 
and Notice of Public Hearing 

Amortizable Bond Premium 

FI-48-95 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rulemak
ing and notice of public hearing. 

SUMMARY: This document contains 
proposed regulations relating to the fed
eral income tax treatment of bond pre
mium and bond issuance premium. The 
proposed regulations reflect changes to 
the law made by the Tax Reform Act of 
1986 and the Technical and Miscella
neous Revenue Act of 1988. The pro
posed regulations in this document 
would provide needed guidance to hold
ers and issuers of debt instruments. This 
document also provides a notice of a 
public hearing on the proposed regula
tions. 

DATES: Written comments must be re
ceived by September 25, 1996. Requests 
to appear and outlines of topics to be 
discussed at the public hearing sched
uled for October 23, 1996, at 10 a.m. 
must be received by October 2, 1996. 

ADDRESSES: Send submissions to: 
CC:DOM:CORP:R (FI-48-95), room 
5226, Internal Revenue Service, POB 
7604, Ben Franklin Station, Washington, 
DC 20044. In the alternative, submis
sions may be hand delivered between 

the hours of 8 a.m. and 5 p.m. to: 
CC:DOM:CORP:R (FI-48-95), Couri
er's Desk, Internal Revenue Service, 
1111 Constitution Avenue, NW, Wash
ington, DC. A public hearing will be 
held in the Commissioner's Conference 
Room, Internal Revenue Building, 1111 
Constitution Avenue, NW, Washington, 
DC. 

SUPPLEMENTARY INFORMATION: 

Paperwork Reduction Act 

The collections of information con
tained in this notice of proposed 
rulemaking have been submitted to the 
Office of Management and Budget for 
review in accordance with the Paper
work Reduction Act of 1995 (44 U.S.c. 
3507). 

Comments on the collections of infor
mation should be sent to the Office of 
Management and Budget, Attn: Desk 
Officer for the Department of Treasury, 
Office of Information and Regulatory 
Affairs, Washington, DC 20503, with 
copies to the Internal Revenue Service, 
Attn: IRS Reports Clearance Officer, 
T:FP, Washington, DC 20224. Com
ments on the collections of information 
should be received by August 26, 1996. 

An agency may not conduct or spon
sor, and a person is not required to 
respond to, a collection of information 
unless the collection of information dis
plays a valid control number. 

The collections of information are in 
proposed §§ 1.163-13(h)(3), 1.171-
4(a)(1), and 1.171-5(c)(2)(iii). This in
formation is required by the IRS to 
monitor compliance with the federal tax 
rules for amortizing bond premium and 
bond issuance premium. The likely re
spondents are taxpayers who either ac
quire a bond at a premium or issue a 
bond at a premium. Responses to this 
collection of information are required to 
determine whether a holder of a bond 
has elected to amortize bond premium 
and to determine whether an issuer or a 
holder has changed its method of ac
counting for premium. 

Books or records relating to a collec
tion of information must be retained as 
long as their contents may become ma
terial in the administration of any inter
nal revenue law. Generally, tax returns 
and tax return information are confiden
tial, as required by 26 U.S.c. 6103. 

Estimated total annual reporting bur
den: 50,000 hours. The estimated annual 
burden per respondent varies from 0.25 
hours to 0.75 hours, depending on indi-
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vidual circumstances, with an estimated 
average of 0.5 hours. 

Estimated number of respondents: 
100,000. 

Estimated annual frequency of re
sponses: One time per respondent. 

Background 

Sections 1.171-1 through 1.171-4 of 
the Income Tax Regulations were pro
mulgated in 1957 and last amended in 
1968. In the Tax Reform Act of 1986, 
section 171 (b) was amended to require 
that bond premium be amortized by 
reference to a constant yield. In the 
Technical and Miscellaneous Revenue 
Act of 1988, section 171(e) was amended 
to require that bond premium be amor
tized as an offset to interest income. The 
proposed regulations would substantially 
revise the existing regulations to reflect 
these amendments. In addition, the pro
posed regulations would revise existing 
guidance addressing the issuer's treat
ment of bond issuance premium. 

Explanation of Provisions 

In general, bond premium arises when 
a holder acquires a bond for more than 
the principal amount of the bond. Simi
larly, bond issuance premium arises 
when an issuer issues a bond for more 
than the principal amount of the bond. A 
holder will purchase, and an issuer will 
issue, a bond for more than its principal 
amount when the stated interest rate on 
the bond is higher than the current 
market yield for the bond. 

The holder's treatment of bond pre
mium is addressed in proposed regula
tions under section 171. The issuer's 
treatment of bond issuance premium is 
addressed in proposed regulations under 
section 163. In each case, the amortiza
tion of premium is based on constant 
yield principles. For this reason, the 
proposed regulations use concepts and 
definitions from the original issue dis
count (OID) regulations (§§ 1.1271-0 
through 1.1275-6). 

Determination of bond premium 

Under the proposed regulations, bond 
premium is defined as the excess of a 
holder's basis in a bond over the sum of 
the remaining amounts payable on the 
bond other than payments of qualified 
stated interest. The holder generally de
termines the amount of bond premium 
as of the date the holder acquires the 
bond. 

The proposed regulations provide spe
cial rules that limit a holder's basis 
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solely for purposes of determining bond 
premium. For example, if a bond is 
convertible into stock of the issuer at 
the holder's option, for purposes of 
determining bond premium, the holder 
must reduce its basis in the bond by the 
value of the conversion option. This 
reduction prevents the holder from inap
propriately amortizing the cost of the 
embedded conversion option. 

Amortization of bond premium 

Under section 171, the holder of a 
taxable bond acquired at a premium 
may elect to amortize bond premium. 
The holder of a tax-exempt bond ac
quired at a premium must amortize the 
premium. As premium is amortized, the 
holder's basis in the bond is reduced by 
a corresponding amount under section 
1016(a)(5). 

Under the proposed regulations, a 
holder amortizes bond premium by off
setting qualified stated interest income 
with bond premium. An offset is calcu
lated for each accrual period using con
stant yield principles. However, the off
set for an accrual period is only taken 
into account when the holder takes 
qualified stated interest into account 
under the holder's regular method of 
accounting. Thus, a holder using the 
cash receipts and disbursements method 
of accounting does not take bond pre
mium into account until a qualified 
stated interest payment is received. 

For certain bonds (e.g., bonds that 
pay a variable rate of interest or that 
provide for an interest holiday), the 
amount of bond premium allocable to an 
accrual period could exceed the amount 
of qualified stated interest allocable to 
that period. The proposed regulations 
address this situation by providing that 
the excess bond premium is not allowed 
as a deduction but is carried forward to 
future accrual periods. 

Variable rate debt instruments 

Because a variable rate debt instru
ment (VRDI) provides for variable inter
est payments, the yield and payment 
schedule of a VRDI cannot be deter
mined without making assumptions 
about the amount of the variable pay
ments. Under the OID regulations, OlD 
on a VRDI is determined and allocated 
among accrual periods by reference to 
an equivalent fixed rate debt instrument 
constructed as of the issue date of the 
VRDI. The proposed regulations provide 
that bond premium on a VRDI is deter
mined and allocated in a similar manner. 

Under the proposed regulations, bond 
premium on a VRDI is determined and 
allocated by reference to an equivalent 
fixed rate debt instrument. However, the 
equivalent fixed rate debt instrument is 
constructed as of the date the holder 
acquires the VRDI rather than the issue 
date. 

Bonds subject to certain contingencies 

If a bond provides for one or more 
alternative payment schedules, the yield 
of the bond cannot be determined with
out making assumptions about the actual 
payment schedule. The OlD regulations 
provide three rules for making these 
assumptions. First, if one payment 
schedule is significantly more likely 
than not to occur, the yield of the debt 
instrument is determined by reference to 
this payment schedule. Second, if the 
debt instrument is subject to a manda
tory sinking fund provision, the yield is 
determined without regard to the manda
tory sinking fund provision. Third, not
withstanding the first two rules, if the 
debt instrument provides for an uncondi
tional option or options to alter the 
payment schedule, the yield is deter
mined by assuming that the issuer will 
exercise its options in the manner that 
minimizes the yield of the debt instru
ment and that the holder will exercise 
its options in the manner that maximizes 
the yield of the debt instrument. 

The proposed regulations generally 
use similar assumptions to determine the 
holder's yield on a bond that provides 
for alternative payment schedules. How
ever, in the case of an issuer's option on 
a taxable bond, the proposed regulations 
reverse the assumption by assuming that 
the issuer will exercise the option only 
if doing so would increase the yield on 
the bond. See section 171 (b)( l)(B )(ii). 
As a result of this rule, a holder gener
ally must amortize bond premium on a 
taxable bond by reference to the stated 
maturity date, even if it appears likely 
the bond will be called. In this case, if 
the bond is actually called, the proposed 
regulations provide that the holder may 
deduct the unamortized premium. If the 
bond is partially called and the partial 
call is not a pro-rata prepayment, the 
proposed regulations do not allow the 
holder to deduct a portion of the 
unamortized premium. Instead, the 
holder must recompute the yield of the 
bond on the date of the partial call and 
amortize the remaining premium by ref
erence to the recomputed yield. 



Treasury and IRS request comments 
on the application of the alternative 
payment schedule rules. Specifically, 
comments are requested on whether the 
"significantly more likely than not to 
occur" standard is appropriate for tax
able bonds, whether ignoring mandatory 
sinking fund provisions is appropriate 
for tax-exempt bonds, and whether the 
distinction between pro-rata and non
pro-rata calls is appropriate. 

Bond issuance premium 

Under existing § 1.61-12(c), a corpo
rate issuer treats premium received upon 
issuance of a bond as a separate item of 
income. Over the term of the bond, the 
premium is taken into income, and the 
full amount of the stated interest is 
deducted. The proposed regulations 
would revise the treatment of bond 
issuance premium. Under the proposed 
regulations, bond issuance premium is 
amortized as an offset to the issuer's 
otherwise allowable interest deduction, 
not as a separate item of income. The 
amount of bond issuance premium am
ortized in any period is based on a 
constant yield. In addition, the proposed 
regulations would apply to all issuers, 
not just corporate issuers. 

De minimis rules and aggregate rules 

The proposed regulations do not pro
vide rules for de minimis amounts of 
premium or for aggregate methods of 
accounting for premium. Treasury and 
IRS request comments on whether de 
minimis rules or aggregate rules are 
necessary or appropriate. 

Bonds not subject to the proposed regu
lations 

The proposed regulations generally 
apply to bonds acquired or issued at a 
premium. Certain bonds, however, are 
excluded from the application of the 
proposed regulations. For example, the 
proposed regulations exclude debt in
struments subject to section 1272(a)(6) 
(relating to certain prepay able debt in
struments). No inference is intended 
regarding the treatment of these debt 
instruments. 

Proposed effective dates 

The proposed regulations relating to 
bond premium provide that the final 
regulations generally will apply to bonds 
acquired on or after the date 60 days 
after the date final regulations are pub
lished in the Federal Register. How-

ever, if a holder makes the election to 
amortize bond premium for the taxable 
year containing the date 60 days after 
the date final regulations are published, 
the regulations apply to bonds held on 
or after the first day of that taxable year. 

The proposed regulations relating to 
bond issuance premium provide that the 
final regulations will apply to debt in
struments issued on or after the date 60 
days after the date final regulations are 
published in the Federal Register. 

The proposed regulations also would 
provide automatic consent for a taxpayer 
to change its method of accounting for 
premium in certain circumstances. Be
cause the change is made on a cut-off 
basis, no items of income or deduction 
are omitted or duplicated. Therefore, no 
adjustment under section 481 is allowed. 

Special Analyses 

It has been detennined that this notice 
of proposed rulemaking is not a signifi
cant regulatory action as defined in EO 
12866. Therefore, a regulatory assess
ment is not required. It also has been 
detennined that section 553(b) of the 
Administrative Procedure Act (5 U.S.c. 
chapter 5) and the Regulatory Flexibility 
Act (5 U.S.c. chapter 6) do not apply to 
these regulations, and, therefore, a 
Regulatory Flexibility Analysis is not 
required. Pursuant to section 7805(f) of 
the Internal Revenue Code, this notice 
of proposed rulemaking will be submit
ted to the Chief Counsel for Advocacy 
of the Small Business Administration for 
comment on its impact on small busi
ness. 

Comments and Public Hearing 

Before these proposed regulations are 
adopted as final regulations, consider
ation will be given to any written com
ments (a signed original and eight (8) 
copies) that are submitted timely to the 
IRS. All comments will be available for 
public inspection and copying. 

A public hearing has been scheduled 
for October 23, 1996, at 10 a.m. in the 
Commissioner's Conference Room, In
ternal Revenue Building, 1111 Constitu
tion Avenue, NW, Washington, DC. Be
cause of access restrictions, visitors will 
not be admitted beyond the building 
lobby more than 15 minutes before the 
hearing starts. 

The rules of 26 CFR 601.601 (a)(3) 
apply to the hearing. 

Persons that wish to present oral 
comments at the hearing must submit 
written comments by September 25, 

1996, and submit an outline of the 
topics to be discussed and the time to be 
devoted to each topic (signed original 
and eight (8) copies) by October 2, 
1996. 

A period of 10 minutes will be allot
ted to each person for making com
ments. 

An agenda showing the scheduling of 
the speakers will be prepared after the 
deadline for receiving outlines has 
passed. Copies of the agenda will be 
available free of charge at the hearing. 

* * * * * 

Proposed Amendments to the Regula
tions 

Accordingly, 26 CFR part 1 is pro
posed to be amended as follows: 

PART I-INCOME TAXES 

Paragraph 1. The authority citation for 
part 1 is amended by adding entries in 
numerical order to read as follows: 

Authority: 26 U.S.c. 7805 * * * 
Section 1.171-2 also issued under 26 

U.S.c. 171(e). 
Section 1.171-3 also issued under 26 

U.S.c. 171(e). 
Section 1.171-4 also issued under 26 

U.S.c. 171(c). * * * 
Par. 2. Section 1.61-12 is amended by 

revising paragraph (c) to read as fol
lows: 

§ 1.61-12 Income from discharge of 
indebtedness. 

* * * * * 
(c) Issuance and repurchase of debt 

instruments-(l) Issuance. An issuer 
does not realize gain or loss upon the 
issuance of a debt instrument (as de
fined in § 1.1275-1 (d». 

(2) Repurchase-(i) In general. An 
issuer does not realize gain or loss upon 
the repurchase of a debt instrument. For 
purposes of this paragraph (c)(2), the 
term repurchase includes the retirement 
of a debt instrument, the conversion of a 
debt instrument into stock of the issuer, 
and the exchange (including an ex
change under section 100 I) of anew Iy 
issued debt instrument for an existing 
debt instrument. 

(ii) Repurchase at a discount. An 
issuer realizes income from the dis
charge of indebtedness upon the repur
chase of a debt instrument for an 
amount less than its adjusted issue price 
(as defined in § 1.163-13(d)(5». The 
amount of discharge of indebtedness 
income is equal to the excess of the 
adjusted issue price over the repurchase 
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price. To determine the repurchase price 
of a debt instrument that is repurchased 
through the issuance of a new debt 
instrument, see section 108(e)(lO). See 
§ 1.108-2 for rules relating to the real
ization of discharge of indebtedness in
come upon the acquisition of a debt 
instrument by a person related to the 
Issuer. 

(iii) Repurchase at a premium. An 
issuer may be entitled to a repurchase 
premium deduction upon the repurchase 
of a debt instrument for an amount 
greater than its adjusted issue price (as 
defined in § 1.163-13(d)(5». See 
§ 1.163-7(c) for the treatment of repur
chase premium. 

(3) Bond issuance premium. For rules 
relating to an issuer's interest deduction 
for a debt instrument issued with bond 
issuance premium, see § 1.163-13. 

(4) Effective date. This paragraph (c) 
applies to debt instruments issued on or 
after the date that is 60 days after the 
date final regulations are published in 
the Federal Register. 

* * * * * 
Par. 3. Section 1.163-7 is amended by 

revising the first sentence of paragraph 
(c) to read as follows: 

§ 1.163-7 Deduction for DID on cer
tain debt instruments. 

* * * * * 
(c) Deduction upon repurchase. Ex

cept to the extent disallowed by any 
other section of the Internal Revenue 
Code (e.g., section 249) or this para
graph (c), if a debt instrument is repur
chased by the issuer for a price in 
excess of its adjusted issue price (as 
defined in § 1.163-13( d)(5», the excess 
(repurchase premium) is deductible as 
interest for the taxable year in which the 
repurchase occurs. * * * 

* * * * * 
Par. 4. Section 1 .163-13 IS added to 

read as follows: 

§ 1.163-13 Treatment of bond issuance 
premium. 

(a) General rule. If a debt instrument 
is issued with bond issuance premium, 
this section limits the amount of the 
issuer's interest deduction otherwise al
lowable under section 163(a). In gen
eral, the issuer determines its interest 
deduction by offsetting the interest al
locable to an accrual period with the 
bond issuance premium allocable to that 
period. Bond issuance premium is al
locable to an accrual period based on a 
constant yield. The use of a constant 
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yield to amortize bond issuance pre
mium is intended to conform the treat
ment of debt instruments having bond 
issuance premium with those having 
original issue discount. Unless otherwise 
provided, the terms used in this section 
have the same meaning as those terms 
in section 163( e), sections 1271 through 
1275, and the corresponding regulations. 
Moreover, the provisions of this section 
apply in a manner consistent with those 
of section 163(e), sections 1271 through 
1275, and the corresponding regulations. 
In addition, the anti- abuse rule in 
§ 1.1275-2(g) applies for purposes of 
this section. For rules dealing with the 
treatment of bond premium by a holder, 
see §§ 1.171-1 through 1.171-5. 

(b) Exceptions. This section does not 
apply to-

(1) A debt instrument to which sec
tion 1272(a)(6) applies (relating to cer
tain interests in or mortgages held by a 
REMIC, and certain other debt instru
ments with payments subject to accel
eration); or 

(2) A debt instrument to which 
§ 1.1275-4 applies (relating to certain 
debt instruments that provide for contin
gent payments). 

(c) Bond issuance premium. Bond 
issuance premium is the excess, if any, 
of the issue price of a debt instrument 
over its stated redemption price at matu
rity. For purposes of this section, the 
issue price of a convertible bond (as 
defined in § 1.171-1(e)(l)(iii)(C» does 
not include an amount equal to the 
value of the conversion option. 

(d) Offsetting qualified stated interest 
with bond issuance premium-(l) In 
general. An issuer amortizes bond issu
ance premium by offsetting the qualified 
stated interest allocable to an accrual 
period with the bond issuance premium 
allocable to the accrual period. This 
offset occurs when the issuer takes the 
qualified stated interest into account 
under its regular method of accounting. 

(2) Qualified stated interest allocable 
to an accrual period. See § 1. 446-2(b) 
to determine the accrual period to which 
qualified stated interest is allocable and 
to determine the accrual of qualified 
stated interest within an accrual period. 

(3) Bond issuance premium allocable 
to an accrual period. The bond issuance 
premium allocable to an accrual period 
is determined under this paragraph 
(d)(3). Within an accrual period, the 
bond issuance premium allocable to the 
period accrues ratably. 

(i) Step one: Determine the debt in
strument's yield to maturity. The yield to 

maturity of a debt instrument is deter
mined under the rules of § 1.1272-
1 (b)(1 )(i). 

(ii) Step two: Determine the accrual 
periods. The accrual periods are deter
mined under the rules of § 1.1272-
1 (b)(1 )(ii). 

(iii) Step three: Determine the bond 
issuance premium allocable to the ac
crual period. The bond issuance pre
mium allocable to an accrual period is 
the excess of the qualified stated interest 
allocable to the accrual period over the 
product of the adjusted issue price at the 
beginning of the accrual period and the 
yield. In performing this calculation, the 
yield must be stated appropriately taking 
into account the length of the particular 
accrual period. Principles similar to 
those in § 1.1272-1(b)(4) apply in de
termining the bond issuance premium 
allocable to an accrual period. 

(4) Bond issuance premium in excess 
of qualified stated interest. If the bond 
issuance premium allocable to an ac
crual period exceeds the qualified stated 
interest allocable to the accrual period 
for a debt instrument, the excess is 
carried forward to the next accrual pe
riod and offsets qualified stated interest 
in that accrual period to the extent of 
the disallowed amount. If the amount 
carried forward to an accrual period 
exceeds the qualified stated interest for 
that period, the excess is carried forward 
to subsequent accrual periods, beginning 
with the next accrual period, and is used 
to offset qualified stated interest in those 
accrual periods to the extent of the 
excess. If an excess amount exists on 
the date the debt instrument is retired, 
the issuer takes this amount into account 
as ordinary income. 

(5) Adjusted issue price. In general, 
the adjusted issue price of a debt instru
ment is determined under the rules of 
§ 1.1275-1(b). In addition, the adjusted 
issue price of the debt instrument is 
decreased by the amount of bondissu
ance premium previously allocable un
der paragraph (d)(3) of this section. 

(e) Special rules-(l) Variable rate 
debt instruments issued with bond issu
ance premium. Bond issuance premium 
on a variable rate debt instrument is 
determined by reference to the stated 
redemption price at maturity of the 
equivalent fixed rate debt instrument 
constructed as of the issue date. In 
addition, the issuer allocates bond issu
ance premium on a variable rate debt 
instrument among the accrual periods by 
reference to the equivalent fixed rate 
debt instrument. The equivalent fixed 



rate debt instrument is determined using 
the principles of § 1.1275-5(e). 

(2) Remote and incidental contingen
cies. For purposes of determining and 
amortizing bond issuance premium, if a 
bond provides for a contingency that is 
remote or incidental (within the meaning 
of § 1.1275-2(h», the contingency is 
taken into account under the rules for 
remote and incidental contingencies in 
§ 1.1275-2(h). 

(f) Example. The following example 
illustrates the rules of this section. 

Example-(i) Facts. On February I, 1999, X 
issues for $110,000 a debt instrument maturing on 
February I, 2006, with a stated principal amount 
of $100,000, payable at maturity. The debt instru
ment provides for unconditional payments of inter
est of $10,000, payable on February I of each 
year. X uses the calendar year as its taxable year, 
X uses the cash receipts and disbursements 
method of accounting, and X decides to use 
annual accrual periods ending on February I of 
each year. X's calculations assume a 30-day month 
and 360-day year. 

(ii) Amount of bond issuance premium. The 
issue price of the debt instrument is $11 0,000. 
Because the interest payments on the debt instru
ment are qualified stated interest, the stated re
demption price at maturity of the debt instrument 
is $100,000. Therefore, the amount of bond issu
ance premium is $10,000 ($110,000 - $100,000). 

(iii) Bond issuance premium allocable to the 
first accrual period. Based on the payment sched
ule and the issue price of the debt instrument, the 
yield of the debt instrument is 8.07 percent, 
compounded annually. (Although, for purposes of 
simplicity, the yield as stated is rounded to two 
decimal places, the computations do not reflect 
this rounding convention.) The bond issuance 
premium allocable to the accrual period ending on 
February I, 2000, is the excess of the qualified 
stated interest allocable to the period ($10,000) 
over the product of the adjusted issue price at the 
beginning of the period ($110,000) and the yield 
(8.07 percent, compounded annually). Therefore, 
the bond issuance premium allocable to the ac
crual period is $1,118.17 ($10,000 - $8,881.83). 

(iv) Premium used to offset interest. Although X 
makes an interest payment of $10,000 on February 
I, 2000, X only deducts interest of $8,881.83, the 
qualified stated interest allocable to the period 
($10,000) offset with bond issuance premium 
allocable to the period ($1,118.17). 

(g) Effective date. This section applies 
to debt instruments issued on or after 
the date that is 60 days after the date 
final regulations are published in the 
Federal Register. 

(h) Consent to change method of 
accounting. The Commissioner grants 
consent for an issuer to change its 
method of accounting for bond issuance 
premium on debt instruments issued on 
or after the date that is 60 days after the 
date final regulations are published in 
the Federal Register. However, this 
consent is granted only if-

(1) The change is made to comply 
with this section; 

(2) The change is made for the first 
taxable year for which the issuer must 
account for a debt instrument under this 
section; and 

(3) The issuer attaches to its federal 
income tax return for the taxable year 
containing the change a statement that it 
has changed its method of accounting 
under this section. 

Par. 5. Sections 1.171-1 through 
1.171-4 are revised to read as follows: 

§ 1.171-1 Bond premium. 

(a) Overview-(l) In general. This 
section and §§ 1.171-2 through 1.171-5 
provide rules for the determination and 
amortization of bond premium by a 
holder. In general, a holder amortizes 
bond premium by offsetting the interest 
allocable to an accrual period with the 
premium allocable to that period. Bond 
premium is allocable to an accrual pe
riod based on a constant yield. The use 
of a constant yield to amortize bond 
premium is intended generally to con
form the treatment of bond premium to 
the treatment of original issue discount 
under sections 1271 through 1275. Un
less otherwise provided, the terms used 
in this section and §§ 1.171-2 through 
1.171-5 have the same meaning as those 
terms in sections 1271 through 1275 and 
the corresponding regulations. Moreover, 
the provisions of this section and 
§§ 1.171-2 through 1.171-5 apply in a 
manner consistent with those of sections 
1271 through 1275 and the correspond
ing regulations. In addition, the anti
abuse rule in § 1.1275-2(g) applies for 
purposes of this section and §§ 1.171-2 
through 1.171-5. 

(2) Cross-references. For rules dealing 
with the adjustments to a holder's basis 
to reflect the amortization of bond pre
mium, see § 1.1016-5(b). For rules 
dealing with the treatment of bond issu
ance premium by an issuer, see 
§ 1.163-13. 

(b) Scope-(l) In general. Except as 
provided in paragraph (b)(2) of this 
section, this section and §§ 1.171-2 
through 1.171-5 apply to any bond that, 
upon its acquisition by the holder, is 
held with bond premium. For purposes 
of this section and §§ 1.171-2 through 
1.171-5, the term bond has the same 
meaning as the term debt instrument in 
§ 1.1275-1(d). 

(2) Exceptions. This section and 
§§ 1.171-2 through 1.171-5 do not ap
ply to-

(i) A bond to which section 
1272(a)(6) applies (relating to certain 

interests in or mortgages held by a 
REMIC, and certain other debt instru
ments with payments subject to accel
eration); 

(ii) A bond to which § 1.1275-4 
applies (relating to certain debt instru
ments that provide for contingent pay
ments); 

(iii) A bond held by a holder that has 
made a § 1.1272-3 election with respect 
to the bond; 

(iv) A bond that is stock in trade of 
the holder, a bond of a kind that would 
properly be included in the inventory of 
the holder if on hand at the close of the 
taxable year, or a bond held primarily 
for sale to customers in the ordinary 
course of the holder's trade or business; 
or 

(v) A bond issued before September 
28, 1985, unless the bond bears interest 
and was issued by a corporation or by a 
government or political subdivision 
thereof. 

(c) General rule-(1) Tax-exempt ob
ligations. A holder must amortize bond 
premium on a bond that is a tax-exempt 
obligation. See § 1.171-2( c) Example 4. 

(2) Taxable bonds. A holder may elect 
to amortize bond premium on a taxable 
bond. Except as provided in paragraph 
(c)(3) of this section, a taxable bond is 
any bond other than a tax-exempt obli
gation. See § 1.171-4 for rules relating 
to the election to amortize bond pre
mium on a taxable bond. 

(3) Bonds the interest on which is 
partially excludable. For purposes of 
this section and §§ 1.171-2 through 
1.171-5, a bond the interest on which is 
partially excludable from gross income 
(e.g., a securities acquisition loan under 
section 133) is treated as two instru
ments, a tax-exempt obligation and a 
taxable bond. The holder's basis in the 
bond and each payment on the bond are 
allocated between the two instruments 
based on the ratio of the interest exclud
able to the total interest payable on the 
bond. 

(d) Determination of bond premium
(1) In general. A holder acquires a bond 
at a premium if the holder's basis in the 
bond immediately after its acquisition 
by the holder exceeds the sum of all 
amounts payable on the bond after the 
acquisition date (other than payments of 
qualified stated interest). This excess is 
bond premium, which is amortizable 
under § 1.171-2. 

(2) Additional rules for amounts pay
able on certain bonds. Additional rules 
apply to determine the amounts payable 
on a variable rate debt instrument and 
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on a bond that provides for certain 
alternative payment schedules. See 
§ 1.171-3. 

(e) Basis. A holder determines its 
basis in a bond under this paragraph (e). 
This determination of basis applies only 
for purposes of this section and 
§§ 1.171-2 through 1.171-5. Because 
of the application of this paragraph (e), 
the holder's basis in the bond for pur
poses of these sections may differ from 
the holder's basis for determining gain 
or loss on the sale or exchange of the 
bond. 

(1) Determination of basis-(i) In 
general. In general, the holder's basis in 
the bond is the holder's basis for deter
mining loss on the sale or exchange of 
the bond. 

(ii) Bonds acquired in certain ex
changes. If the holder acquired the bond 
in exchange for other property (other 
than in a reorganization defined in sec
tion 368) and the holder's basis in the 
bond is determined in whole or in part 
by reference to the holder's basis in the 
other property, the holder's basis in the 
bond may not exceed its fair market 
value immediately after the exchange. 
See paragraph (f) Example 1 of this 
section. If the bond is acquired in a 
reorganization, see section 171 (b)( 4)(B). 

(iii) Convertible bonds-(A) General 
rule. If the bond is a convertible bond, 
the holder's basis in the bond is reduced 
by an amount equal to the value of the 
conversion option. The value of the 
conversion option may be determined 
under any reasonable method. For ex
ample, the holder may determine the 
value of the conversion option by com
paring the market price of the convert
ible bond to the market prices of similar 
bonds that do not have conversion op
tions. See paragraph (f) Example 2 of 
this section. 

(B) Convertible bonds acquired in 
certain exchanges. If the bond is a 
convertible bond acquired in a transac
tion described in paragraph (e)(1 )(ii) of 
this section, the holder's basis in the 
bond may not exceed its fair market 
value immediately after the exchange 
reduced by the value of the conversion 
option. 

(C) Definition of convertible bond. A 
convertible bond is a bond that provides 
the holder with an option to convert the 
bond into stock of the issuer, stock or 
debt of a related party (within the 
meaning of section 267(b) or 707(b)(1», 
or into cash or other property in an 
amount equal to the approximate value 
of that stock or debt. 
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(2) Basis in bonds held by certain 
transferees. Notwithstanding paragraph 
(e)(1) of this section, if the bond is 
transferred basis property (as defined in 
section 7701(a)(43» and the transferor 
had acquired the bond at a premium, the 
holder's basis in the bond is-

(i) The holder's basis for determining 
loss on the sale or exchange of the 
bond; reduced by 

(ii) Any amounts that the transferor 
could not have amortized under this 
paragraph (e) or under § 1.171-4( c ). 

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

Example 1. Bond received in liquidation of a 
partnership interest-(i) Facts. PR is a partner in 
partnership PRS. PRS does not have any unreal
ized receivables or substantially appreciated inven
tory items as defined in section 751. On January 
I, 1997, PRS distributes to PR a taxable bond, 
issued by an unrelated corporation, in liquidation 
of PR's partnership interest. At that time, the fair 
market value of PR's partnership interest is 
$40,000 and the basis is $100,000. The fair market 
value of the bond is $40,000. 

(ii) Determination of basis. Under section 
732(b), PR's basis in the bond is equal to PR's 
basis in the partnership interest. Therefore, PR's 
basis for determining loss on the sale or exchange 
of the bond is $100,000. However, under para
graph (e)(I)(ii) of this section, PR's basis in the 
bond is $40,000 for purposes of this section and 
§§ 1.171-2 through 1.171-5. 

Example 2. Convertible bond-(i) Facts. On 
January I, 1997, A purchases for $1,100 B 
corporation's bond maturing on January I, 2000, 
with a stated principal amount of $1,000, payable 
at maturity. The bond provides for unconditional 
payments of interest of $30 on January I and July 
I of each year. In addition, the bond is convertible 
into 15 shares of B corporation stock at the option 
of the holder. On January I, 1997, B corporation's 
nonconvertible, publicly-traded, three-year debt 
with similar credit rating trades at a price that 
reflects a yield of 6.75 percent, compounded 
semiannually. 

(ii) Determination of basis. A's basis for deter
mining loss on the sale or exchange of the bond is 
$1,100. As of January I, 1997, discounting the 
remaining payments on the bond at the yield at 
which B's similar nonconvertible bonds trade 
(6.75 percent, compounded semiannually) results 
in a present value of $980. Thus, the value of the 
conversion option is $120. Under paragraph 
(e)(l )(iii)(A) of this section, A's basis is $980 
($1,100 - $120) for purposes of this section and 
§§ 1.171-2 through 1.171-5. The sum of all 
amounts payable on the bond other than qualified 
stated interest is $1,000. Because A's basis (as 
detennined under paragraph (e)(l )(iii)(A) of this 
section) does not exceed $1,000, A does not 
acquire the bond at a premium. 

§ 1.171-2 Amortization of bond pre
mium. 

(a) Offsetting qualified stated interest 
with premium-(1) In general. A holder 
amortizes bond premium by offsetting 
the qualified stated interest allocable to 
an accrual period with the bond ~re
mium allocable to the accrual penod. 

This offset occurs when the holder takes 
the qualified stated interest into account 
under the holder's regular method of 
accounting. 

(2) Qualified stated interest allocable 
to an accrual period. See § 1.446-2(b) 
to determine the accrual period to which 
qualified stated interest is allocable and 
to determine the accrual of qualified 
stated interest within an accrual period. 

(3) Bond premium allocable to an 
accrual period. The bond premium al
locable to an accrual period is deter
mined under this paragraph (a)(3). 
Within an accrual period, the bond pre
mium allocable to the period accrues 
ratably. 

(i) Step one: Determine the holder's 
yield. The holder's yield is the discount 
rate that, when used in computing the 
present value of all remaining payments 
to be made on the bond (including 
payments of qualified stated interest), 
produces an amount equal to the hold
er's basis in the bond as determined 
under § 1.171-1 (e). For this purpose, 
the remaining payments include only 
payments to be made after the date the 
holder acquires the bond. The yield is 
calculated as of the date the holder 
acquires the bond, must be constant over 
the term of the bond, and must be 
calculated to at least two decimal places 
when expressed as a percentage. 

(ii) Step two: Determine the accrual 
periods. A holder determines the accrual 
periods for the bond under the rules of 
§ 1.1272-1(b)(1)(ii). 

(iii) Step three: Determine the bond 
premium allocable to the accrual pe
riod. The bond premium allocable to an 
accrual period is the excess of the 
qualified stated interest allocable to the 
accrual period over the product of the 
holder's adjusted acquisition price (as 
defined in paragraph (b) of this section) 
at the beginning of the accrual period 
and the holder's yield. In performing 
this calculation, the yield must be stated 
appropriately taking into account the 
length of the particular accrual period. 
Principles similar to those in § 1.1272-
1(b)(4) apply in determining the bond 
premium allocable to an accrual period. 

(4) Bond premium in excess of quali
fied stated interest. If the bond premium 
allocable to an accrual period exceeds 
the qualified stated interest allocable to 
the accrual period for that bond, the 
excess is carried forward to the next 
accrual period and offsets qualified 
stated interest in that accrual period to 
the extent of the disallowed amount. If 
the bond premium carried forward to an 



accrual period exceeds the qualified 
stated interest for that period, the excess 
is carried forward to subsequent accrual 
periods, beginning with the next accrual 
period, and is used to offset qualified 
stated interest in those accrual periods to 
the extent of the excess. 

(5) Additional rules for certain bonds. 
Additional rules apply to determine the 
amortization of bond premium on a 
variable rate debt instrument and on a 
bond that provides for certain alternative 
payment schedules. See § 1.171-3. 

(b) Adjusted acquisition price. The 
adjusted acquisition price of a bond at 
the beginning of the first accrual period 
is the holder's basis as determined under 
§ 1.171-1(e). Thereafter, the adjusted 
acquisition price is the holder's basis in 
the bond decreased by-

(1) The amount of bond premium 
previously allocable under paragraph 
(a)(3) of this section; and 

(2) The amount of any payment pre
viously made on the bond other than a 
payment of qualified stated interest. 

(c) Examples. The following examples 
illustrate the rules of this section. Each 
example assumes the holder uses the 
calendar year as its taxable year and has 
elected to amortize bond premium, ef
fective for all relevant taxable years. In 
addition, each example assumes a 30-
day month and 360-day year. Although, 
for purposes of simplicity, the yield as 
stated is rounded to two decimal places, 
the computations do not reflect this 
rounding convention. 

Example 1. Taxable bond-(i) Facts. On Febru
ary I, 1999, A purchases for $110,000 a taxable 
bond maturing on February I, 2006, with a stated 
principal amount of $100,000, payable at maturity. 
The bond provides for unconditional payments of 
interest of $10,000, payable on February I of each 
year. A uses the cash receipts and disbursements 
method of accounting, and A decides to use annual 
accrual periods ending on February I of each year. 

(ii) Amount of bond premium. The interest 
payments on the bond are qualified stated interest. 
Therefore, the sum of all amounts payable on the 
bond (other than the interest payments) is 
$100,000. Under § 1.171-1, the amount of bond 
premium is $10,000 ($110,000 - $100,(00). 

(iii) Bond premium allocable to the first accrual 
period. Based on the remaining payment schedule 
of the bond and A's basis in the bond, A's yield is 
8.07 percent, compounded annually. The bond 
premium allocable to the accrual period ending on 
February I, 2000, is the excess of the qualified 
stated interest allocable to the period ($10,000) 
over the product of the adjusted acquisition price 
at the beginning of the period ($110,000) and A's 
yield (8.07 percent, compounded annually). There
fore, the bond premium allocable to the accrual 
period is $1,118.17 ($10,000 - $8,881.83). 

(iv) Premium used to offset interest. Although A 
receives an interest payment of $10,000 on Febru
ary 1,2000, A only includes in income $8,881.83, 
the qualified stated interest allocable to the period 

($10,000) offset with bond premium allocable to 
the period ($1,118.17). Under § I. 10 I 6-5(b), A's 
basis in the bond is reduced by $1,118.17 on 
February I, 2000. 

Example 2. Alternative accrual periods-(i) 
Facts. The facts are the same as in Example 1 of 
this paragraph (c) except that A decides to use 
semiannual accrual periods ending on February I 
and August I of each year. 

(ii) Bond premium allocable to the first accrual 
period. Based on the remaining payment schedule 
of the bond and A's basis in the bond, A's yield is 
7.92 percent, compounded semiannually. The bond 
premium allocable to the accrual period ending on 
August I, 1999, is the excess of the qualified 
stated interest allocable to the period ($5,000) over 
the product of the adjusted acquisition price at the 
beginning of the period ($110,000) and A's yield, 
stated appropriately taking into account the length 
of the accrual period (7.92 percentl2). Therefore, 
the bond premium allocable to the accrual period 
is $645.29 ($5,000 - $4,354.71). Although the 
accrual period ends on August I, 1999, the 
qualified stated interest of $5,000 is not taken into 
income until February I, 2000, the date it is 
received. Likewise, the bond premium of $645.29 
is not taken into account until February I, 2000. 
The adjusted acquisition price of the bond on 
August I, 1999, is $109,354.71 (the adjusted 
acquisition price at the beginning of the period 
($110,000) less the bond premium allocable to the 
period ($645.29». 

(iii) Bond premium allocable to the second 
accrual period. Because the interval between 
payments of qualified stated interest contains more 
than one accrual period, the adjusted acquisition 
price at the beginning of the second accrual period 
must be adjusted for the accrued but unpaid 
qualified stated interest. Therefore, the adjusted 
acquisition price on August I, 1999, is 
$114,354.71 ($109,354.71 + $5,000). The bond 
premium allocable to the accrual period ending on 
February I, 2000, is the excess of the qualified 
stated interest allocable to the period ($5,000) over 
the product of the adjusted acquisition price at the 
beginning of the period ($114,354.71) and A's 
yield, stated appropriately taking into account the 
length of the accrual period (7.92 percentl2). 
Therefore, the bond premium allocable to the 
accrual period is $472.88 ($5,000 - $4,527.12). 

(iv) Premium used to offset interest. Although A 
receives an interest payment of $10,000 on Febru
ary I, 2000, A only includes in income $8,881.83, 
the qualified stated interest of $10,000 ($5,000 
allocable to the accrual period ending on August 
I, 1999, and $5,000 allocable to the accrual period 
ending on February I, 2000) offset with bond 
premium of $1,118.17 ($645.29 allocable to the 
accrual period ending on August I, 1999, and 
$472.88 allocable to the accrual period ending on 
February I, 2000). As indicated in Example 1 of 
this paragraph (c), this same amount would be 
taken into income at the same time had A used 
annual accrual periods. 

Example 3. Holder uses accrual method of 
accounting-(i) Facts. The facts are the same as 
in Example 1 of this paragraph (c) except that A 
uses the accrual method of accounting. Thus, for 
the accrual period ending on February I, 2000, the 
qualified stated interest allocable to the period is 
$10,000, and the bond premium allocable to the 
period is $1,118.17. Because the accrual period 
extends beyond the end of A's taxable year, A 
must allocate these amounts between the two 
taxable years. 

(ii) Amounts allocable to the first taxable year. 
The qualified stated interest allocable to the first 
taxable year is $9,166.67 ($10,000 x 11112). The 

bond premium allocable to the first taxable year is 
$1,024.99 ($1,118.17 x 11112). 

(iii) Premium used to offset interest. For 1999, 
A includes in income $8,141.68, the qualified 
stated interest allocable to the period ($9,166.67) 
offset with bond premium allocable to the period 
($1,024.99). Under § 1.I016-5(b), A's basis in the 
bond is reduced by $1,024.99 in 1999. 

(iv) Amounts allocable to the next taxable year. 
The remaining amounts of qualified stated interest 
and bond premium allocable to the accrual period 
ending on February I, 2000, are taken into 
account for the taxable year ending on December 
31,2000. 

Example 4. Tax-exempt obligation-(i) Facts. 
On January 15, 1999, C purchases for $120,000 a 
tax-exempt obligation maturing on January 15, 
2006, with a stated principal amount of $100,000, 
payable at maturity. The obligation provides for 
unconditional payments of interest of $9,000, 
payable on January 15 of each year. C uses the 
cash receipts and disbursements method of ac
counting, and C decides to use annual accrual 
periods ending on January 15 of each year. 

(ii) Amount of bond premium. The interest 
payments on the obligation are qualified stated 
interest. Therefore, the sum of all amounts payable 
on the obligation (other than the interest pay
ments) is $100,000. Under § 1.171-1, the amount 
of bond premium is $20,000 ($120,000 -
$100,000). 

(iii) Bond premium allocable to the first accrual 
period. Based on the remaining payment schedule 
of the obligation and C's basis in the obligation, 
C's yield is 5.48 percent, compounded annually. 
The bond premium allocable to the accrual period 
ending on January 15, 2000, is the excess of the 
qualified stated interest allocable to the period 
($9,000) over the product of the adjusted acquisi
tion price at the beginning of the period 
($120,000) and C's yield (5.48 percent, com
pounded annually). Therefore, the bond premium 
allocable to the accrual period is $2,420.55 
($9,000 - $6,579.45). 

(iv) Premium used to offset interest. Although C 
receives an interest payment of $9,000 on January 
15, 2000, C only receives tax-exempt interest 
income of $6,579.45, the qualified stated interest 
allocable to the period ($9,000) offset with bond 
premium allocable to the period ($2,420.55). Un
der § 1.10 I 6-5(b), C's basis in the obligation is 
reduced by $2,420.55 on January 15, 2000. 

§ 1.171-3 Special rules for certain 
bonds. 

(a) Variable rate debt instruments. 
Bond premium on a variable rate debt 
instrument is determined by reference to 
the stated redemption price at maturity 
of the equivalent fixed rate debt instru
ment constructed for the variable rate 
debt instrument. In addition, a holder 
allocates bond premium on a variable 
rate debt instrument among the accrual 
periods by reference to the equivalent 
fixed rate debt instrument. The equiva
lent fixed rate debt instrument is deter
mined as of the date the variable rate 
debt instrument is acquired by the 
holder and is constructed using the 
principles of § 1.1275-5(e). See para
graph Cd) Example I of this section. 
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(b) Yield and remaznzng payment 
schedule of certain bonds subject to 
contingencies-( I) Applicability. This 
paragraph (b) provides rules that apply 
in determining the yield and remaining 
payment schedule of certain bonds that 
provide for an alternative payment 
schedule (or schedules) applicable upon 
the occurrence of a contingency (or 
contingencies). This paragraph (b) ap
plies, however, only if the timing and 
amounts of the payments that comprise 
each payment schedule are known as of 
the date the holder acquires the bond 
(the acquisition date) and the bond is 
subject to paragraph (b )(2), (3), or (4) of 
this section. A bond does not provide for 
an alternative payment schedule merely 
because there is a possibility of impair
ment of a payment (or payments) by 
insolvency, default, or similar circum
stances. See § 1.1275-4 for the treat
ment of a bond that provides for a 
contingency that is not described in this 
paragraph (b). 

(2) Remaining payment schedule that 
is significantly more likely than not to 
occur. If, based on all the facts and 
circumstances as of the acquisition date, 
a single remaining payment schedule for 
a bond is significantly more likely than 
not to occur, this remaining payment 
schedule is used to determine and amor
tize bond premium under §§ 1.171-1 
and 1.171-2. 

(3) Mandatory sinking fund provision. 
Notwithstanding paragraph (b)(2) of this 
section, if a bond is subject to a manda
tory sinking fund provision described in 
§ 1.1272-1(c)(3) and the use and terms 
of the provision meet reasonable com
mercial standards, the provision is ig
nored for purposes of determining and 
amortizing bond premium under 
§§ 1.171-1 and 1.171-2. 

(4) Treatment of certain options-(i) 
Applicability. Notwithstanding para
graphs (b)(2) and (3) of this section, the 
rules of this paragraph (b)( 4) determine 
the remaining payment schedule of a 
bond that provides the holder or issuer 
with an unconditional option or options, 
exercisable on one or more dates during 
the remaining term of the bond, to alter 
the bond's remaining payment schedule. 

(ii) Operating rules. A holder deter
mines the remaining payment schedule 
of a bond by assuming that each option 
will (or will not) be exercised under the 
following rules: 

(A) Issuer options. The issuer of a 
tax-exempt obligation is deemed to ex
ercise or not exercise an option or 
combination of options in the manner 
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that minimizes the holder's yield on the 
obligation. The issuer of a taxable bond 
is deemed to exercise or not exercise an 
option or combination of options in the 
manner that maximizes the holder's 
yield on the bond. 

(B) Holder options. A holder is 
deemed to exercise or not exercise an 
option or combination of options in the 
manner that maximizes the holder's 
yield on the bond. 

(C) Multiple options. If both the is
suer and the holder have options, the 
rules of paragraphs (b)(4)(ii)(A) and (B) 
of this section are applied to the options 
in the order that they may be exercised. 
Thus, the deemed exercise of one option 
may eliminate other options that are 
later in time. 

(5) Subsequent adjustments-(i) In 
general. Except as provided in para
graph (b )(5)(ii) of this section, if a 
contingency described in this paragraph 
(b) (including the exercise of an option 
described in paragraph (b)( 4) of this 
section) actually occurs or does not 
occur, contrary to the assumption made 
pursuant to this paragraph (b) (a change 
in circumstances), then solely for pur
poses of section 171, the bond is treated 
as retired and reacquired by the holder 
on the date of the change in circum
stances for an amount equal to the 
adjusted acquisition price of the bond as 
of that date. If, however, the change in 
circumstances results in a substantially 
contemporaneous pro-rata prepayment as 
defined in § 1.1275-2(f)(2), the pro-rata 
prepayment is treated as a payment in 
retirement of a portion of the bond. See 
paragraph (d) Example 2 of this section. 

(ii) Bond premium deduction on the 
issuer's call of a taxable bond. If a 
change in circumstances results from an 
issuer's call of a taxable bond or a 
partial call that is a pro- rata prepay
ment, the holder may deduct as bond 
premium an amount equal to the excess, 
if any, of the adjusted acquisition price 
of the bond over the greater of the 
amount received on redemption or the 
amount payable on maturity. 

(c) Remote and incidental contingen
cies. For purposes of determining and 
amortizing bond premium, if a bond 
provides for a contingency that is re
mote or incidental (within the meaning 
of § 1. 1275-2(h», the contingency is 
taken into account under the rules for 
remote and incidental contingencies in 
§ 1. 1275-2(h). 

(d) Examples. The following ex
amples illustrate the rules of this sec
tion. Each example assumes the holder 

uses the calendar year as its taxable year 
and, except as otherwise stated, has 
elected to amortize bond premium, ef
fective for all relevant taxable years. In 
addition, each example assumes a 30-
day month and 360-day year. Although, 
for purposes of simplicity, the yield as 
stated is rounded to two decimal places, 
the computations do not reflect this 
rounding convention. 

Example 1. Variable rate debt instrument-(i) 
Facts. On March I. 1999, E purchases for 
$110,000 a taxable bond maturing on March I, 
2007, with a stated principal amount of $100,000, 
payable at maturity. The bond provides for uncon. 
ditional payments of interest on March I of each 
year based on the percentage appreciation of a 
nationally-known commodity index. On March I, 
1999, it is reasonably expected that the bond will 
yield 12 percent, compounded annually. E uses the 
cash receipts and disbursements method of ac· 
counting, and E decides to use annual accrual 
periods ending on March I of each year. Assume 
that the bond is a variable rate debt instrument 
under § 1.1275-5. 

(ii) Amount of bond premium. Because the bond 
is a variable rate debt instrument, E determines 
and amortizes its bond premium by reference to 
the equivalent fixed rate debt instrument con· 
structed for the bond as of March I, 1999. 
Because the bond provides for interest at a single 
objective rate that is reasonably expected to yield 
12 percent, compounded annually, the equivalent 
fixed rate debt instrument for the bond is an eight
year bond with a principal amount of $100,000, 
payable at maturity. It provides for annual pay
ments of interest of $12,000. E's basis in the 
equivalent fixed rate debt instrument is $11 0,000. 
The sum of all amounts payable on the equivalent 
fixed rate debt instrument (other than payments of 
qualified stated interest) is $100,000. Under 
§ 1.171-1, the amount of bond premium is 
$10,000 ($110,000 - $100,000). 

(iii) Bond premium allocable to each accrual 
period. E allocates bond premium to the remaining 
accrual periods by reference to the payment sched· 
ule on the equivalent fixed rate debt instrument. 
Based on the payment schedule of the equivalent 
fixed rate debt instrument and E's basis in the 
bond, E's yield is 10.12 percent, compounded 
annually. The bond premium allocable to the 
accrual period ending on March I, 2000, is the 
excess of the qualified stated interest allocable to 
the period for the equivalent fixed rate debt 
instrument ($12,000) over the product of the 
adjusted acquisition price at the beginning of the 
period ($110,000) and E's yield (10.12 percent, 
compounded annually). Therefore, the bond pre
mium allocable to the accrual period is $870.71 
($12,000 - $11,129.29). The bond premium al
locable to all the accrual periods is listed in the 
following schedule: 

Accrual Adjusted acquisition Premium 
period price at beginning of allocable to 
ending accrual period accrual period 

3/1/00 $110,000.00 $870.71 
3/1/01 109,129.29 958.81 
3/1/02 108,170.48 1,055.82 
3/1/03 107,114.66 1,162.64 
3/1/04 105,952.02 1,280.27 
3/1/05 104,671.75 1,409.80 
3/1106 103,261.95 1,552.44 
3/1/07 101,709.51 1,709.51 

$10,000.00 



(iv) Qualified stated interest for each accrual 
period. Assume the bond actually pays the follow
ing amounts of qualified stated interest: 

Accrual period ending Qualified stated interest 

311100 
31110 I 
311/02 
311103 
311104 
311 lOS 
311106 
311107 

$IS,OOO.OO 
0.00 
0.00 

10,000.00 
8,000.00 

12,000.00 
IS,OOO.OO 
8,SOO.00 

(v) Premium used to offset interest. E's interest 
income for each accrual period is determined by 
offsetting the qualified stated interest allocable to 
the period with the bond premium allocable to the 
period. For the accrual period ending on March I, 
2000, E includes in income $14,129.29, the quali
fied stated interest allocable to the period 
($IS,OOO) offset with the bond premium allocable 
to the period ($870.71). For the accrual period 
ending on March I, 200 I, the bond premium 
allocable to the period ($9S8.81) exceeds the 
qualified stated interest allocable to the period 

($0). Therefore. the excess of 59S8.81 (S958.81 -
$0) is carried forward to the next accrual period. 
For the next accrual period. the qualified stated 
interest for the period is insufficient to offset the 
bond premium allocable to the period ($I.OSS.82) 
and the amount carried forward from the prior 
period ($958.81). Thus, $2,014.63 ($I,OSS.82 + 
$958.81) is carried forward to the accrual period 
ending on March I, 2003, and offsets qualified 
stated interest allocable to that period. The amount 
E incl udes in income for each accrual period is 
shown in the following schedule: 

Accrual period ending 

311100 

Qualified stated interest 

$IS,OOO.OO 

Premium allocable to 
accrual period Interest income Premium carryforward 

311101 
311102 
311/03 
311104 
311 lOS 
311106 
311107 

0.001 
0.00 

10,000.00 
8,000.00 

12,000.00 
IS,OOO.OO 
8,SOO.00 

Example 2. Partial call that results in a pro
rata prepayment-(i) Facts. On April I, 1999, M 
purchases for $110,000 N's taxable bond maturing 
on April I, 2006, with a stated principal amount of 
$100,000, payable at maturity. The bond provides 
for unconditional payments of interest of $10,000, 
payable on April I of each year. N has the option 
to call all or part of the bond on April I, 200 I, at 
a S percent premium over the principal amount. M 
uses the cash receipts and disbursements method 
of accounting. 

(ii) Determination of yield and the remaining 
payment schedule. M's yield determined without 
regard to the call option is 8.07 percent, com
pounded annually. M's yield determined by assum
ing N exercises its call option is 6.89 percent, 
compounded annually. Under paragraph 
(b)(4)(ii)(A) of this section, it is assumed N will 
not exercise the call option because exercising the 
option would minimize M's yield. Thus, for 
purposes of determining and amortizing bond 
premium, the bond is assumed to be a seven-year 
bond with a single principal payment at maturity 
of $100,000. 

(iii) Amount of bond premium. The interest 
payments on the bond are qualified stated interest. 
Therefore, the sum of all amounts payable on the 
bond (other than the interest payments) is 
$100,000. Under § 1.171-1, the amount of bond 
premium is $10,000 ($110,000 - $100,000). 

(iv) Bond premium allocable 10 the first two 
accrual periods. For the accrual period ending on 
April I, 2000, M includes in income $8,881.83, 
the qualified stated interest allocable to the period 
($10,000) offset with bond premium allocable to 
the period ($1,118.17). The adjusted acquisition 
price on April I, 2000, is $108,881.83 ($110,000 -
$1, 118.17). For the accrual period ending on April 
I, 200 I, M includes in income $8,79I.S4, the 
qualified stated interest allocable to the period 
($10,000) offset with bond premium allocable to 
the period ($1,208.46). The adjusted acquisition 
price on April I, 2001. is $107.673.37 
($108.881.83 - $1,208.46). 

(v) Partial call. Assume N calls one-half of M's 
bond for $S2.500 on April I. 200 I. Because it was 
assumed the call would not be exercised. the call 
is a change in circumstances. However. the partial 
call is also a pro-rata prepayment within the 
meaning of § 1.127S-2(f)(2). As a result. the call 

$870.71 
9S8.81 

I,OSS.82 
1,162.64 
1,280.27 
1,409.80 
I.5S2.44 
I ,709.S I 

$10,000.00 

is treated as a retirement of one-half of the bond. 
Under paragraph (b)(S)(ii) of this section, M may 
deduct $1,336.68, the excess of its adjusted acqui
sition price in the retired portion of the bond 
($107,673.37/2, or $S3,836.68) over the amount 
received on redemption ($S2,SOO). M's adjusted 
basis in the portion of the bond that remains 
outstanding is $S3,836.68 ($107,673.37 -
$S3,836.68). 

§ 1.171-4 Election to amortize bond 
premium on taxable bonds. 

(a) Time and manner of making the 
election-( 1) In general. A holder 
makes the election to amortize bond 
premium by offsetting interest income 
with bond premium in the holder's 
timely filed federal income tax return 
for the first taxable year to which the 
holder desires the election to apply. The 
holder should attach to the return a 
statement that the holder is making the 
election under this section. 

(2) Coordination with OlD election. If 
a holder makes an election under 
§ 1.1272-3 for a bond with bond pre
mium, the holder is deemed to have 
made the election under this section. 

(b) Scope of election. The election 
under this section applies to all taxable 
bonds held during or after the taxable 
year for which the election is made. 

(c) Election to amortize made in a 
subsequent taxable year-( 1) In general. 
If a holder elects to amortize bond 
premium and holds a taxable bond ac
quired before the taxable year for which 
the election is made, the holder may not 
amortize amounts that would have been 
amortized in prior taxable years had an 
election been in effect for those prior 
years. 

$14,129.29 
0.00 
0.00 

6,822.73 
6,719.73 

IO,S90.20 
13,447.56 
6,790.49 

9S8.81 
2,014.63 

(2) Example. The following example 
illustrates the rule of this paragraph (c)_ 

Example-(i) Facts. On May I, 1999, C pur
chases for $130,000 a taxable bond maturing on 
May I, 2006, with a stated principal amount of 
$100.000, payable at maturity. The bond provides 
for unconditional payments of interest of $1 S,OOO, 
payable on May I of each year. C uses the cash 
receipts and disbursements method of accounting 
and the calendar year as its taxable year. C has not 
previously elected to amortize bond premium, but 
does so for 2002. 

(ii) Amount to amortize. C's basis for determin
ing loss on the sale or exchange of the bond is 
$130,000. Thus, under § 1.171-1, the amount of 
bond premium is $30,000. Under § 1.171-2, if a 
bond premium election were in effect for the prior 
taxable years. C would have amortized $3.2S7.44 
of bond premium on May I. 2000, and $3.5S 1.68 
of bond premium on May I, 200 I. based on 
annual accrual periods ending on May I. Thus. for 
2002 and future years to which the election 
applies, C may amortize only $23.190.88 ($30,000 
- $3,2S7.44 - $3,SS 1.68). 

(d) Revocation of election. The elec
tion under this section may not be 
revoked unless approved by the Com
missioner. 

Par. 6. Section 1.171-5 is added to 
read as follows: 

§ 1.171-5 Effective date and transition 
rules. 

(a) Effective date-( I) In Reneral. 
This section and §§ 1.171-1 through 
1.171-4 apply to bonds acquired on or 
after the date 60 days after the date final 
regulations are published in the Federal 
Register. However, if a holder makes 
the election under § 1.171-4 for the 
taxable year containing the date 60 days 
after the date final regulations are pub
lished in the Federal Register, this 
section and §§ 1.171-1 through 1.171-4 
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apply to bonds held on or after the first 
day of that taxable year. 

(2) Transition rule for use of constant 
yield. Notwithstanding paragraph (a)(l) 
of this section, § 1.l71-2(a)(3) (provid
ing that the bond premium allocable to 
an accrual period is determined with 
reference to a constant yield) does not 
apply to a bond issued before September 
28, 1985. 

(b) Coordination with existing elec
tion. A holder is deemed to have made 
the election under § 1.171-4 if the 
holder elected to amortize bond pre
mium under section 171 and that elec
tion is effective on the date 60 days 
after the date final regulations are pub
lished in the Federal Register. 

(c) Accounting method changes-(l) 
Consent to change. A holder required to 
change its method of accounting for 
bond premium to comply with 
§§ 1.171-1 through 1.171-3 must se
cure the consent of the Commissioner in 
accordance with the requirements of 
§ 1.446--1 (e). Paragraph (c)(2) of this 
section provides the Commissioner's au
tomatic consent for certain changes. A 
holder making the election does not 
need the Commissioner's consent. 

(2) Automatic consent. The Commis
sioner grants consent for a holder to 
change its method of accounting for 
bond premium with respect to bonds to 
which §§ 1.171-1 through 1.171-3 ap
ply. The consent granted by this para
graph (c)(2) applies provided-

(i) The holder elected to amortize 
bond premium under section 171 for a 
taxable year prior to the taxable year 
containing the date 60 days after the 
date final regulations are published in 
the Federal Register and that election 
has not been revoked; 

(ii) The change is made for the first 
taxable year for which the holder must 
account for a bond under §§ 1.171-1 
through 1.171-3; and 

(iii) The holder attaches to its return 
for the taxable year containing the 
change a statement that it has changed 
its method of accounting under this 
section. 

Par. 7. Section 1.1016--5 is amended 
by revising paragraph (b) to read as 
follows: 

§ J. J OJ 6-5 Miscellaneous adjustments 
to basis. 

(b) Amortizable bond premium. A 
holder's basis in a bond is reduced by 
the amount of bond premium used to 
offset qualified stated interest Income 
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under § 1.171-2. This reduction occurs 
when the holder takes the qualified 
stated interest into account under the 
holder's regular method of accounting. 
In addition, a holder's basis in a taxable 
bond is reduced by the amount of bond 
premium allowed as a deduction under 
§ 1.171-3(b )(5)(ii) (relating to the issu
er's call of a taxable bond). 

* * * * * 
§ 1.1016-9 (Removed] 

Par. 8. Section 1.1016-9 is removed. 

Margaret Milner Richardson, 
Commissioner of Internal Revenue. 

(Filed by the Office of the Federal Reigster on 
June 26, 1996, 8:45 a.m., and published in the 
issue of the Federal Register for June 27, 1996, 61 
F.R. 33396) 

Notice of Proposed Rulemaking 
and Notice of Public Hearing 

Arbitrage Restrictions on 
Tax-Exempt Bonds 

FI-28-96 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rulemak
ing and notice of public hearing. 

SUMMARY: This document contains 
proposed regulations on the arbitrage 
restrictions applicable to tax-exempt 
bonds issued by state and local govern
ments. Changes to applicable law were 
made by the Tax Reform Act of 1986. 
These proposed regulations affect issu
ers of tax-exempt bonds and would 
provide guidance for complying with the 
arbitrage regulations. 

DATES: Written comments must be re
ceived by September 25, 1996. Requests 
to speak (with outlines of oral com
ments) at a public hearing scheduled for 
Thursday, October 24, 1996, at 10 a.m. 
must be received by October 3, 1996. 

ADDRESSES: Send submissions to: 
CC:DOM:CORP:R (FI-28-96), room 
5226, Internal Revenue Service, POB 
7604, Ben Franklin Station, Washington. 
DC 20044. In the alternative, submis
sions may be hand delivered between 
the hours of 8 a.m. and 5 p.m. to: 
CC:DOM:CORP:R (FI-28-96), Couri
er's Desk, Internal Revenue Service, 
1111 Constitution Avenue. NW, Wash
ington, DC. The public hearing will be 
held in the Commissioner's Conference 

Room, Internal Revenue Building, 1111 
Constitution Avenue, NW, Washington, 
DC. 

SUPPLEMENTARY 
INFORMATION: 

Paperwork Reduction Act 

The collections of information con
tained in this notice of proposed 
rulemaking have been submitted to the 
Office of Management and Budget for 
review in accordance with the Paper
work Reduction Act of 1995 (44 U.S.c. 
3507). 

Comments on the collections of infor
mation should be sent to the Office of 
Management and Budget, Attn: Desk 
Officer for the Department of the Trea
sury, Office of Information and Regula
tory Affairs, Washington, DC 20503, 
with copies to the Internal Revenue 
Service, Attn: IRS Reports Clearance 
Officer, T:FP, Washington, DC 20224. 
Comments on the collections of infor
mation should be received by August 
26, 1996. 

An agency may not conduct or spon
sor, and a person is not required to 
respond to, a collection of information 
unless the collection of information dis
plays a valid control number. 

The collections of information are in 
proposed § 1.148-5(d)(6)(v), (vi), and 
(vii). This information is required by the 
IRS to verify compliance with section 
148. This information will be used to 
establish a rebuttable presumption that a 
Treasury obligation is purchased at fair 
market value. The likely respondents 
and/or recordkeepers are state or local 
governments. Responses to this collec
tion of information are required to es
tablish a rebuttable presumption that a 
Treasury obligation is purchased at fair 
market value. 

Books or records relating to a collec
tion of information must be retained as 
long as their contents may become ma
terial in the administration of any inter
nal revenue law. Generally, tax returns 
and tax return information are confiden
tial, as required by 25 U.S.c. 6103. 

Estimated total annual reporting and 
recordkeeping burden: 2,400 hours. 
The estimated annual burden per 
respondentirecordkeeper varies from 2 
hours to 30 hours, depending on indi
vidual circumstances, with an estimated 
average of 6 hours. 

Estimated number of respondentsl 
recordkeepers: 400. 

Estimated annual frequency of re
sponses: on occasion. 



Background 

This document contains proposed 
regulations amending the Income Tax 
Regulations (26 CFR part 1) under 
section 148 of the Internal Revenue 
Code to provide guidance on 
nonpurpose investments for purposes of 
arbitrage yield restrictions under section 
148. 

Explanation of Provisions 

A. Background of proposed regulations 

Section 148 provides rules concerning 
the use of proceeds of state and local 
bonds to acquire higher yielding invest
ments. Section 148(a) provides that, ex
cept as otherwise permitted by section 
148, interest on a state or local bond 
generally is tax-exempt only if the is
suer invests bond proceeds at a yield not 
exceeding the bond yield. Section 148(0 
provides, in general, that interest on a 
state or local bond is tax-exempt only if 
the issuer rebates to the United States 
certain earnings from investing bond 
proceeds at a yield exceeding the bond 
yield. 

Section 1.148-6(c) provides that gross 
proceeds of an issue of bonds are not 
allocated to a payment for a nonpurpose 
investment in an amount greater than 
the fair market value of that investment 
on the purchase date. For this purpose 
only, the fair market value of a 
nonpurpose investment is adjusted to 
take into account qualified administra
tive costs allocable to that investment. 

Regulations relating to the arbitrage 
yield restriction rules are in §§ 1.148-0 
through 1.148-11 and in §§ 1.148-lT, 
1.148-2T, 1.148-3T, 1.148-4T, 1.148-
5T, 1.148-6T, 1.148-9T, 1.148-10T, and 
1.148-1lT. The proposed regulations 
would clarify and revise certain provi
sions of these regulations. 

B. Bona fide solicitation 

Section 1.148-5(d)(6)(iii) provides 
that the purchase price of a guaranteed 
investment contract is treated as its fair 
market value on the purchase date if the 
issuer makes a bona fide solicitation for 
a guaranteed investment contract that 
meets the requirements of that section. 
The proposed regulations would clarify 
that a solicitation for a guaranteed in
vestment contract is rebuttably presumed 
to be bona fide if the following require
ments are met: (i) if the issuer uses an 
agent to conduct the bidding process, 
the agent does not bid to provide the 
investment; (ii) all bidders have equal 

opportunity to bid so that, for example, 
no bidder is given the opportunity to 
review other bids (a last look) before 
bidding; and (iii) all bidders are reason
ably competitive providers of invest
ments of the type purchased. 

C. Rebuttable presumption for establish
ing fair market value 

Section 1.148-5(d)(6)(iii) provides a 
safe harbor for establishing fair market 
value for guaranteed investment con
tracts. The definition of guaranteed in
vestment contract generally does not 
include the purchase of investments for 
an escrow for an advance refunding 
transaction. 

The proposed regulations would pro
vide a rebuttable presumption for estab
lishing fair market value for United 
States Treasury obligations purchased 
other than directly from the United 
States Treasury. The proposed regula
tions would apply the principles under
lying the safe harbor in the regulations 
for establishing fair market value for 
guaranteed investment contracts. 

D. Qualified administrative costs 

Section 1.148-5(e)(2)(i) provides in 
general that, in determining payments 
and receipts on nonpurpose investments, 
qualified administrative costs are taken 
into account. Thus, qualified administra
tive costs increase the payments for, or 
decrease the receipts from, the invest
ments. 

The proposed regulations would pro
vide a special rule to determine quali
fied administrative costs for United 
States Treasury obligations purchased 
other than directly from the United 
States Treasury. 

Proposed Effective Dates 

The regulations are proposed to apply 
to bonds sold on or after the date 60 
days after the adoption of final regula
tions. In addition, these regulations are 
proposed to apply after that date to 
permit an issuer to apply these regula
tions to bonds to which certain other 
regulations under section 148 apply that 
were sold prior to that date. 

Special Analyses 

It has been determined that this notice 
of proposed rulemaking is not a signifi
cant regulatory action as defined in EO 
12866. Therefore, a regulatory assess
ment is not required. It also has been 
determined that section 553(b) of the 
Administrative Procedure Act (5 U.S.c. 

chapter 5) and the Regulatory Flexibility 
Act (5 U.S.c. chapter 6) do not apply to 
these regulations, and, therefore, a 
Regulatory Flexibility Analysis is not 
required. Pursuant to section 7805(0 of 
the Internal Revenue Code, this notice 
of proposed rulemaking will be submit
ted to the Chief Counsel for Advocacy 
of the Small Business Administration for 
comment on its impact on small busi
ness. 

Comments and Public Hearing 

Before these proposed regulations are 
adopted as final regulations, consider
ation will be given to any written com
ments (a signed original and eight (8) 
copies) that are submitted timely to the 
IRS. All comments will be available for 
public inspection and copying. 

A public hearing has been scheduled 
for Thursday, October 24, 1996, at 10 
a.m., in the Commissioner's Conference 
Room, Internal Revenue Building, 1111 
Constitution Avenue, NW, Washington, 
DC. Because of access restrictions, visi
tors will not be admitted beyond the 
Internal Revenue Building lobby more 
than IS minutes before the hearing 
starts. 

The rules of 26 CFR 601.601(a)(3) 
apply to the hearing. 

Persons that wish to present oral 
comments at the hearing must submit 
written comments by September 25, 
1996, and submit an outline of the 
topics to be discussed and the time to be 
devoted to each topic (signed original 
and eight (8) copies) by October 3, 
1996. 

A period of 10 minutes will be allot
ted to each person for making com
ments. 

An agenda showing the scheduling of 
the speakers will be prepared after the 
deadline for receiving outlines has 
passed. Copies of the agenda will be 
available free of charge at the hearing. 

* * 

Proposed Amendments to the Regula
tions 

Accordingly, 26 CFR part I is pro
posed to be amended as follows: 

PART I-INCOME TAXES 

Paragraph I. The authority citation for 
part I continues to read as follows: 

Authority: 26 U.s.c. 7805 * * * 
Par. 2. Section 1.148-5 is amended by 

adding paragraphs (d)(6)(iv) through 
(d)(6)(viii) and (e)(2)(iv) to read as 
follows: 
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§ 1.148-5 Yield and valuation of invest
ments. 

* 
(d) * * * 
(6) * * * 

* * * * 

(iv) Rebuttable presumption for es
tablishing that a solicitation for a guar
anteed investment contract is bona fide. 
For purposes of paragraph (d)(6)(iii)(A) 
of this section, a solicitation for a 
guaranteed investment contract is rebut
tably presumed to be bona fide if the 
other requirements of paragraph 
(d)(6)(iii) of this section and the follow
ing requirements are satisfied: 

(A) If the issuer uses an agent to 
conduct the bidding process, the agent 
does not bid to provide the investment; 

(B) All bidders have equal opportu
nity to bid so that, for example, no 
bidder is given the opportunity to re
view other bids (a last look) before 
bidding; and 

(C) All bidders are reasonably com
petitive providers of investments of the 
type purchased. 

(v) Rebuttable presumption for estab
lishing fair market value for United 
States Treasury obligations purchased 
other than directly from the United 
States Treasury. The purchase price of 
United States Treasury obligations that 
are purchased other than directly from 
the United States Treasury is rebuttably 
presumed to be the fair market value on 
the purchase date if all of the following 
requirements are satisfied: 

(A) The issuer conducts in good faith 
a solicitation for the purchase of Trea
sury obligations that meets the require
ments of paragraphs (d)(6)(iv)(A) 
through (C) of this section, and the 
issuer receives at least three bona fide 
bids from providers that have no mate
rial financial interest in the issue. For 
this purpose, underwriters and financial 
advisors for an issue are considered to 
have a material financial interest in the 
issue. 

(B) The issuer purchases the highest
yielding Treasury obligations for which 
a qualifying bid is made. 

(C) The yield on the Treasury obliga
tions purchased is not significantly less 
than the yield then available from the 
provider on reasonably comparable 
Treasury obligations offered to other 
persons for purchase on terms compa
rable to those offered to the issuer from 
a source of funds other than gross 
proceeds of tax-exempt bonds. If closely 
comparable forward prices are not of
fered to other persons for purchase from 
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a source other than gross proceeds of 
tax-exempt bonds, a reasonable basis for 
this comparison may be by reference to 
implied forward prices for Treasury ob
ligations based on standard financial 
formulas. In general, a certificate pro
vided by an agent conducting the bid
ding process detailing this comparison 
establishes that this comparability stan
dard is met. 

(D) In no event is the yield on any 
Treasury obligation purchased less than 
the highest yield then available on a 
United States Treasury security - State 
and Local Government Series from the 
United States Department of the Trea
sury, Bureau of Public Debt, with the 
same maturity. 

(E) The terms of the agreement to 
purchase the Treasury obligations are 
reasonable. 

(F) The issuer retains the items enu
merated in paragraphs (d)(vi) and (vii) 
of this section with the bond documents. 

(vi) Copies. The items described in 
this paragraph (d)(vi) are a copy of each 
of the following-

(A) The purchase agreement or con
firmation and a statement detailing any 
oral and other terms of the agreement; 

(B) The receipt or other record of the 
amount actually paid by the issuer for 
the Treasury obligations, including a 
statement setting out the amount of any 
brokerage commission, broker fee, or 
bidding fee paid to or by the seller of 
the Treasury obligations; and 

(C) Each bid that is received with 
respect to the solicitation of the Trea
sury obligations (clearly stamped to 
show date and time when the bid was 
received) and a description of the bid
ding procedure used. 

(vii) Statement. The item described in 
this paragraph (d)(vii) is a statement 
from the issuer, dated as of the issue 
date of the bonds, certifying, under 
penalties of perjury, that-

(A) If the issuer used an agent to 
conduct the bidding process, the agent 
did not bid to provide the investment; 

(B) All bidders had equal opportunity 
to bid so that, for example, no bidder 
had an opportunity to review other bids 
before bidding; 

(C) All bidders are reasonably com
petitive sellers of Treasury obligations; 
and 

(D) The issuer received at least three 
bona fide bids from providers that have 
no material financial interest in the 
issue. (viii) For purposes of paragraphs 
(d)(6)(v) through (vii) of this secti~n, 
the term issuer means only the entIty 

that actually issues the bonds and not a 
conduit borrower of the issuer. 

(e) * * * 
(2) * * * 
(iv) Special rule for United States 

Treasury obligations purchased other 
than directly from the United States 
Treasury. For Treasury obligations pur
chased other than directly from the 
United States Treasury, a fee paid to a 
bidding agent is a qualified administra
tive cost only if the following require
ments are satisfied: 

(A) The fee must be reasonable. In 
general, a fee must be separately stated 
in order for the issuer to have a basis 
for determining that a fee is reasonable. 
The fee is presumed to be reasonable if 
it does not exceed .02 percent of the 
amount invested in Treasury obligations. 

(B) The fee must be comparable to a 
fee that would be charged for a reason
ably comparable investment of Treasury 
obligations if acquired with a source of 
funds other than gross proceeds of tax
exempt bonds. This comparability stan
dard must be applied even if no identi
cal investments are customarily acquired 
with a source of funds other than gross 
proceeds of tax-exempt bonds. In gen
eral, reference must be made to the 
bidding fees paid by investors that are 
not issuers of tax-exempt bonds in those 
transactions that are most closely com
parable to the purchase of investments 
by the issuer of tax-exempt bonds. For 
example, reference to the bidding fees 
generally paid for the purchase of for
ward contracts for Treasury obligations 
is ordinarily a reasonable method of 
determining whether bidding fees are 
reasonable. 

* * * * 

Margaret Milner Richardson, 
Commissioner of Internal Revenue. 

(Filed by the Office of the Federal Register on 
June 26, 1996, 8:45 a.m., and published in the 
issue of the Federal Register for June 27, 1996,61 
F.R. 33405) 

Notice of Proposed Rulemaking 

Sale of Seized Property 

GL-7-96 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rulemak
ing. 

SUMMARY: This document contains 
proposed regulations relating to the sale 



of seized property. The proposed regula
tions reflect changes concerning the set
ting of a minimum price for seized 
property by the Tax Reform Act of 
1986. The proposed regulations affect 
all sales of seized property. 

DATES: Written comments and requests 
for a public hearing must be received by 
September 11, 1996. 

ADDRESSES: Send submissions to: 
CC:DOM:CORP:R (GL-007-96), room 
5228, Internal Revenue Service, POB 
7604, Ben Franklin Station, Washington, 
DC 20044. In the alternative, submis
sions may be hand delivered to: 
CC:DOM:CORP:R (GL-007-96), room 
5228, Internal Revenue Service, 1111 
Constitution Avenue, NW, Washington, 
DC. 

SUPPLEMENTARY INFORMATION: 

Background 

This document contains proposed 
amendments to the Procedure and Ad
ministration Regulations (26 CFR part 
301) relating to the sale of seized prop
erty under section 6335 of the Internal 
Revenue Code (Code). The Tax Reform 
Act of 1986 amended section 6335(e), 
relating to the manner and conditions of 
sale, to authorize the Secretary to deter
mine whether it would be in the best 
interest of the United States to buy 
seized property at the minimum price 
set by the Secretary. These proposed 
regulations reflect this change. 

Explanation of Provisions 

Section 1570 of the Tax Reform Act 
of 1986 amended section 6335( e) of the 
Code to require the Secretary to deter
mine before the sale of seized property 
whether it would be in the best interest 
of the United States to purchase such 
property at the minimum price set by 
the Secretary. The best interest determi
nation is to be based on criteria pre
scribed by the Secretary. If, at the sale, 
one or more persons offer at least the 
minimum price, the property shall be 
sold to the highest bidder. If no one 
offers at least the minimum price and 
the Secretary has determined that it 
would be in the best interest of the 
United States to purchase the property 
for the minimum price, the property will 
be declared sold to the United States for 
the minimum price. If no one offers the 
minimum price and the Secretary has 
not determined that it would be in the 
best interest of the United States to 

purchase the property for the mmImum 
price, the property shall be released to 
the owner of the property and the 
expense of the levy and sale shall be 
added to the amount of tax for the 
collection of which the United States 
made the levy. Any property released 
shall remain subject to any lien imposed 
by subchapter C of chapter 64 of sub
title F of the Code. 

The proposed regulations reflect the 
changes made by the Tax Reform Act of 
1986. The regulations propose to autho
rize district directors to make the re
quired determination whether it would 
be in the best interest of the United 
States to purchase seized property for 
the minimum price. In addition, the 
regulations propose to set forth factors 
the district director may consider when 
determining the best interest of the 
United States. The district director may 
consider all relevant facts and circum
stances including for example: (1) mar
ketability of the property; (2) cost of 
maintaining the property; (3) cost of 
repairing or restoring the property; (4) 
cost of transporting the property; (5) 
cost of safeguarding the property; (6) 
cost of potential toxic waste cleanup; 
and (7) other factors pertinent to the 
type of property. 

Special Analyses 

It has been determined that this notice 
of proposed rulemaking is not a signifi
cant regulatory action as defined in EO 
12866. Therefore, a regulatory assess
ment is not required. It also has been 
determined that section 553(b) of the 
Administrative Procedure Act (5 U.S.c. 
chapter 5) and the Regulatory Flexibility 
Act (5 u.s.c. chapter 6) do not apply to 
these regulations, and, therefore, a 
Regulatory Flexibility Analysis is not 
required. Pursuant to section 7805(f) of 
the Internal Revenue Code, this notice 
of proposed rulemaking will be submit
ted to the Chief Counsel for Advocacy 
of the Small Business Administration for 
comment on its impact on small busi
ness. 

Comments and Requests for a Public 
Hearing 

Before these proposed regulations are 
adopted as final regulations, consider
ation will be given to any written com
ments that are submitted timely (prefer
ably a signed original and eight (8) 
copies) to the IRS. All comments will 
be available for public inspection and 
copying. A public hearing may be 

scheduled if requested in wrItmg by a 
person that timely submits written com
ments. If a public hearing is scheduled, 
notice of the date, time, and place for 
the hearing will be published in the 
Federal Register. 

* * * * * 

Proposed Amendments to the Regula
tions 

Accordingly, 26 CFR part 301 is 
proposed to be amended as follows: 

PART 301-PROCEDURE AND 
ADMINISTRATION 

Paragraph 1. The authority citation for 
part 301 continues to read in part as 
follows: 

Authority: 26 U.S.c. 7805 * * * 
Par. 2. Section 301.6335-1 is amended 

as follows: 
1. Paragraph (c)(3) is revised. 
2. Paragraphs (c)(4) through (c)(9) 

are redesignated as paragraphs (c)(5) 
through (c)(lO). 

3. New paragraph (c)(4) is added. 
The additions and revision read as 

follows: 

301.6335-1 Sale of seized property. 

* * * * * 
(c) * * * 
(3) Determinations relating to mInI

mum price-(i) Minimum price. Before 
the sale of property seized by levy, the 
district director shall determine a mini
mum price, taking into account the 
expenses of levy and sale, for which the 
property shall be sold. The internal 
revenue officer conducting the sale may 
either announce the minimum price be
fore the sale begins, or defer announce
ment of the minimum price until after 
the receipt of the highest bid, in which 
case, if the highest bid is greater than 
the minimum price, no announcement of 
the minimum price shall be made. 

(ii) Purchase by the United States. 
Before the sale of property seized by 
levy, the district director shall determine 
whether the purchase of property by the 
United States at the minimum price 
would be in the best interest of the 
United States. In determining whether 
the purchase of property would be in the 
best interest of the United States, the 
district director may consider all rel
evant facts and circumstances including 
for example-

(a) Marketability of the property; 
(b) Cost of maintaining the property; 
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(c) Cost of repairing or restoring the 
property; 

(d) Cost of transporting the property; 
(e) Cost of safeguarding the property; 
(f) Cost of potential toxic waste 

cleanup; and 
(g) Other factors pertinent to the type 

of property. 
(iii) Effective date. This paragraph 

(c)(3) applies to detenninations relating 
to minimum price made on or after 
[date final regualtions are published in 
the Federal Register]. 

(4) Disposition of property at sale
(i) Sale to highest bidder at or above 
minimum price. If one or more persons 
offer to buy the property for at least the 
amount of the minimum price, the prop
erty shall be sold to the highest bidder. 

(ii) Property deemed sold to United 
States at minimum price. If no one 
offers at least the amount of the mini
mum price for the property and the 
Secretary has detennined that it would 
be in the best interest of the United 
States to purchase the property for the 
minimum price, the property shall be 
declared to be sold to the United States 
for the minimum price. 

(iii) Release to owner. If the property 
is not declared to be sold under para
graph (c)(4)(i) or (ii) of this section, the 
property shall be released to the owner of 
the property and the expense of the levy 
and sale shall be added to the amount of 
tax for the collection of which the United 
States made the levy. Any property re
leased under this paragraph (c)(4)(iii) 
shall remain subject to any lien imposed 
by subchapter C of chapter 64 of subtitle 
F of the Internal Revenue Code. 

(iv) Effective date. This paragraph 
(c)( 4) applies to dispositions of property 
at sale made on or after [date final 
regulations are published in the Federal 
Register]. 

* * 

Margaret Milner Richardson, 
Commissioner of Internal Revenue. 

(Filed by the Office of the Federal Register on 
June 12, 1996, 8: 45 a.m., and published in the 
issue of the Federal Register for June J 3. 1996. 61 
F.R. 3(012) 

Notice of Proposed Rulemaking 
and Notice of Public Hearing 

Section 467 Rental Agreements 

IA-292-84 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 
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ACTION: Notice of proposed rulemak
ing and notice of public hearing. 

SUMMARY: This document contains 
proposed regulations relating to the 
treatment of rent and interest under 
certain agreements for the lease of 
tangible property. The proposed regula
tions apply to certain rental agreements 
that provide increasing or decreasing 
rents, or deferred or prepaid rent. This 
document also provides notice of a 
public hearing on these regulations. 

DATES: Written comments, requests to 
appear and outlines of topics to be 
discussed at the public hearing sched
uled for September 25, 1996, must be 
received by September 3, 1996. 

ADDRESSES: Send submissions to: 
CC:DOM:CORP:R (IA-292-84), Room 
5228, Internal Revenue Service, POB 
7604, Ben Franklin Station, Washington, 
DC 20044. In the alternative, submis
sions may be hand delivered between 
the hours of 8 a.m. and 5 p.m. to 
CC:DOM:CORP:R (IA-292-84), Cou
rier's Desk, Internal Revenue Service, 
1111 Constitution Avenue NW, Washing
ton, DC. The public hearing will be held 
in the Commissioner's Conference 
Room, 3rd Floor, 1111 Constitution Av
enue NW, Washington, DC. 

SUPPLEMENTARY INFORMATION: 

Background 

This document contains proposed 
amendments to the Income Tax Regula
tions (26 CFR part 1) relating to 
section 467 of the Internal Revenue 
Code (Code). This section was added 
by the Tax Reform Act of 1984. In 
genera!, section 467 requires parties to 
certain rental agreements to accrue rent 
and interest in accordance with the 
rules specified in section 467. These 
proposed regulations provide guidance 
regarding the applicability of section 
467, and the amount of rent and 
interest required to be accrued under 
section 467. No inference should be 
drawn from any provision in the 
proposed regulations concerning 
whether an arrangement constitutes a 
lease for Federal income tax purposes. 

Explanation of Provisions 

I. Section 467 rental agreements 

Section 467(a) provides that, if a 

rental agreement is a section 467 rental 
agreement, the lessor and lessee must 
take into account for a taxable year the 
section 467 rent and the section 467 
interest for that year. A section 467 
rental agreement is a rental agreement 
that has !ncreasing or decreasing rents, 
or prepaId or deferred rents. A rental 
agreement has increasing or decreaSing 
rents if the annualized fixed rent 
allocated to any rental period exceeds 
the annualized fixed rent allocated to 
any other rental period in the lease 
term. The proposed regulations provide 
that a rent holiday at the beginning of 
the lease term is disregarded in deter
mining whether the rental aoreement 
has increasing or decreasing r:nt if the 
rent holiday period is three months or 
less. 

In addition, the proposed regulations 
provide that a rental agreement has 
increasing or decreasing rent if it 
requires (or may require) the payment 
of contingent rent, other than con
tingent rent that is contingent due to (a) 
a provision computing rent based on a 
percentage of the lessee's gross or net 
receipts (but only if the percentage 
does not vary throughout the term of 
the lease); (b) adjustments based on a 
reasonable price index; or (c) a provi
sion requiring the lessee to pay real 
estate taxes, insurance premiums, main
tenance costs, or any other cost (other 
than a debt service cost) that relates to 
the leased property and is not within 
the control of the lessor or lessee or a 
person related to the lessor or lessee. 

Section 467(d)(l)(A) provides that a 
rental agreement has deferred rent if 
rent allocated to a calendar year is 
payable after the close of the succeed
i?g calendar year. The proposed regula
tIOns provide that there is prepaid rent 
if rent allocated to a calendar year is 
payable prior to the beginning of the 
prior calendar year. 

Section 467(d)(2) provides that sec
tion 467 does not apply to a rental 
agreement if the aggregate rental pay
ments and other consideration to be 
received for the use of the property do 
not exceed $250,000. 

2. Section 467 rent 

Under the proposed regulations, the 
section 467 rent for a taxable year is 
the sum of the fixed rent for any rental 
periods that begin and end in the 
taxable year, a ratable portion of the 
fixed rent for other rental periods 
beginning or ending in the taxable year, 
and any contingent rent that accrues in 



the taxable year. In general, the pro
pllsed regulations provide that rental 
periods may be of any length as long 
as (a) the rental periods are one year or 
less. cover the entire lease term, and do 
not overlap. and (b) each scheduled 
payment under the rental agreement 
occurs within 30 days of the beginning 
or cnd of a rental period. The amount 
of fixed rent for a rental period 
depends on the terms of the rental 
agreement. 

A. Disqualified leaseback or IOllg
term agreement 

Section 467 provides that if the 
section 467 rental agreement is a 
leaseback or long-term agreement and 
has increasing or decreasing rents a 
principal purpose of which is tax 
avoidance (a disqualified leaseback or 
long-term agreement), the fixed rent for 
each rental period is the constant rental 
amount. The proposed regulations pro
vide that (a) the Commissioner, rather 
than the parties to the rental agreement, 
will determine whether a rental agree
ment is a disqualified leaseback or 
long-term agreement and (b) a rental 
agreement will not be disqualit1ed 
unless it requires more than $2,000,000 
in rental payments and other considera
tion. The proposed regulations also 
provide that, if either the lessor or the 
lessee is not subject to Federal income 
tax on its income or is a tax-exempt 
entity (within the meaning of section 
168(h)(2», the rental agreement will be 
closely scrutinized, and clear and con
vincing evidence will be required to 
establish that tax avoidance is not a 
principal purpose for providing increas
ing or decreasing rent. 

Section 467(b)(5) provides that reg
ulations should set forth circumstances 
under which section 467 rental agree
ments will not be treated as dis
qualified leasebacks or long-term 
agreements, including circumstances re
lating to the use of price indices, 
percentage rents, reasonable rent holi
days, or changes in amounts paid to 
third parties. In addition to these safe 
harbors, which have been included in 
the proposed regulations, the Con
ference Committee Report stated that 
the Committee anticipated that regula
tions under section 467 would adopt 
standards under which leases providing 
for fluctuations in rents by no more 
than a reasonable percentage above or 
below the average rent over the term of 
the lease will be deemed not motivated 

by tax avoidance. The report cited the 
standards for advance rulings on lever
aged lease transactions set forth in Rev. 
Proc. 75-21 (1975-1 C.13. 715), and 
stated that such standards may not be 
appropriate for real estate leases. H.R. 
Rep. No. 861, 98th Cong., 2d Sess. 893 
(1984). 

The proposed regulations contain a 
safe harbor providing that tax avoid
ance will not be considered to be a 
principal purpose for providing increas
ing or decreasing rents if the rents 
allocable to each calendar year of the 
lease do not vary from the average 
annual rents over the entire lease term 
by more than 10 percent. This safe 
harbor is based on, but is not identical 
to, the safe harbor contained in Rev. 
Proc. 75-21. The proposed regulations 
do not provide a safe harbor specifi
cally applicable to real estate leases. 
The IRS and the Treasury Department 
invite comments regarding the nature 
and extent of a safe harbor for such 
leases, as well as comments on whether 
additional safe harbors are appropriate 
either generally or for particular 
industries. 

Section 467(e)(1) provides that the 
constant rental amount is the amount 
that, if paid at the end of each rental 
period, would result in a present value 
equal to the present value of all 
amounts payable under the disqualified 
leaseback or long-term agreement. If 
constant rental accrual is required, all 
rental periods must be equal in length 
except for an initial or final short rental 
period. 

B. Agreements lVithout adequate 
illterest 

If the section 467 rental agreement is 
not a disqualified leaseback or long
term agreement and docs not provide 
adequate interest for prepaid or de
ferred rent, the proposed regulations 
provide that the fixed rent for each 
rental period is the proportional rental 
amount. The proportional rcntal amount 
is the fixed rent allocated to the rental 
period under the rental agreement 
multiplied by a fraction, the numerator 
of which is the present value of the 
amounts payable as fixed rent and 
interest on fixed rent under the rental 
agreement and the denominator of 
which is the present value of the fixed 
rent allocated to each rental period 
under the rental agreement. Under the 
proposed regulations, a rental agree
ment provides adequate interest if (a) 

no deferred or prepaid rent is required 
under the agreement, (b) there is 
deferred or prepaid rent but the agree
ment requires the payment of interest at 
an adequate single fixed rate, or (c) 
there is deferred or prepaid rent but the 
present values of rent payments and 
rent accruals meet certain tests set forth 
in the proposed regulations. 

C. Rental agreemelll accrual 

The proposed regulations provide 
that if neither the constant rental 
amount nor the proportional rental 
amount is required to be accrued, the 
fixed rent for a rental period is the 
fixed rent allocated to that rental period 
in accordance with the section 467 
rental agreement. The amount of fixed 
rent allocated to a rental period by the 
rental agreement depends on whether 
the agreement provides a specific al
location of fixed rent. The proposed 
regulations provide that if a rental 
agreement provides a speci fic alloca
tion of fixed rent, the amount of fixed 
rent allocated to each rental period 
during the lease term is the amount of 
rent allocated to that period by the 
agreement. For this purpose, a rental 
agreement that allocates rent to a 
period is treated as allocating rent 
ratably within that period. Thus, if a 
rental agreement provides that 
$120,000 is allocated to each calendar 
year in the lease term, $10,000 of rent 
is allocated to each calendar month. In 
general, under the proposed regulations, 
a rental agreement specifically allocates 
fixed rent if the agreement unam
biguously specifies, for periods of no 
longer than a year, a fixed amount of 
rent for which the lessee becomes 
liable on account of the use of the 
property during that period. 

If a section 467 rental agreement 
docs not provide a specific allocation 
of fixed rent, the amount of fixed rent 
allocated to a rental period is the 
amount of fixed rent payable during 
that rental period. 

3. Section 467 illlerest 

The section 467 interest for a taxable 
year is the sum of the interest on fixed 
rent for any rental period that begins 
and ends in the taxable year, a ratable 
portion of the interest on fixed rent for 
any other rental period beginning or 
ending in the taxable year, and any 
interest that accrues on contingent rent 
during the taxable year. If a section 
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467 rental agreement provides an ade
quate stated rate of interest, the interest 
on tixed rent for a rental period is the 
interest provided in the agreement for 
that period. If no adequate stated rate 
of interest is provided, the interest on 
tixed rent for a rental period is 
determined under the section 467 loan 
rules. 

Under the proposed regulations, there 
is a deemed loan (a section 467 loan) 
in a rental period if, at the beginning of 
that period, there is a difference be
tween the amount of tixed rent payable 
under the section 467 rental agreement 
and the amount of tixed rent required 
to be accrued under the proposed 
regulations. For rental periods in which 
there is a section 467 loan, the interest 
for the rental period is equal to the 
product of the principal balance of the 
section 467 loan at the beginning of the 
rental period and the yield of the 
section 467 loan. 

In general, the principal balance of a 
section 467 loan as of the beginning of 
any rental period is the difference 
between the cumulative amount of 
accrued fixed rent and interest and the 
cumulative amount of tixed rent and 
interest payable under the section 467 
rental agreement. The yield of a section 
467 loan is the discount rate at which 
the sum of the present values of all 
amounts payable by the lessee as tixed 
rent and interest on tixed rent, plus the 
sum of the negative present values of 
all amounts payable by the lessor as 
interest on prepaid tixed rent. equals 
the sum of the present values of the 
tixed rent allocated to the rental 
periods. 

The amount constituting a section 
467 loan may be either positive or 
negative. For purposes of applying any 
aspect of the proposed regulations 
relating to a section 467 loan. the 
principal balance of the loan should be 
clearly identified as either positive or 
negative. For example. if the principal 
balance of a loan at the beginning of a 
rental period is a negative number, the 
interest on the loan for that period will 
also be a negative number. 

4. Rental agreements with variable 
rates of illterest 

The proposed regulations provide 
rules for section 467 rental agreements 
that provide for certain types of vari
able rates of interest. The rules in the 
proposed regulations arc similar to the 
rules provided in §1.I275-5 for the 
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computation of original issue discount 
(OlD) for variable rate debt instruments 
providing for interest at qualitied tloat
ing rates. Under the proposed regula
tions, a rental agreement provides 
variable interest if the rental agreement 
provides for stated interest that is paid 
or compounded at least annually at a 
rate or rates that meet the requirements 
of § 1. I 275-5(a)(3 )(i)(A) or (B) and 
§1.I275-5(a)(4). If a rental agreement 
provides for tluctuations in interest 
other than pursuant to one or more 
qualified floating rates the interest will 
be subject to the rules for contingent 
payments. 

Under the proposed regulations, if a 
section 467 rental agreement provides 
variable interest, the tixed rate sub
stitutes (determined in the same manner 
as under § 1.1275-5(e) treating the 
agreement date as the issue date) for 
the variable rates of interest called for 
by the agreement must be used in 
computing the proportional rental 
amount, the constant rental amount, the 
principal balance of a section 467 loan, 
and the yield of a section 467 loan. 
Further, in determining the interest on 
fixed rent for any rental period, the 
variable interest adjustment amount 
must be taken into account. The 
variable interest adjustment amount for 
a rental period is the difference be
tween (a) the amount of interest that 
would have accrued during the rental 
period under the terms of the rental 
agreement, and (b) the amount of 
interest that would have accrued during 
the rental period under the terms of the 
agreement using the fixed rate 
substitutes. 

5. Nelita! agreements with cOl/tingent 
paymellts 

The proposed regulations reserve on 
the issue of the section 467 treatment 
of contingent rent. The IRS and the 
Treasury Department anticipate that 
regulations addressing this issue will 
provide rules for contingent rent similar 
to those provided for computing OlD 
for contingent payment debt instru
ments in § 1.1275-4. The IRS and the 
Treasury Department invite comments 
regarding the application of the * 1.1275-4 rules to section 467 rental 
agreements. 

6. RecolJtIlre 

Section 467(c) provides that if a 
section 467 rental agreement is a 

leaseback or long-term agreement 
providing for increasing rent but is not 
subject to constant rental accrual, and 
the property subject to the agreement is 
disposed of, a portion of the gain 
realized on the disposition is required 
to be recaptured by the lessor as 
ordinary income. Accordingly, a lease
back or long-term agreement could be 
subject to section 467(c) even though it 
does not require more than $2,000,000 
in rental payments and other considera
tion and is thus not subject to constant 
rental accrual. 

The recapture amount is equal to the 
lesser of the prior understated inclu
sions or the section 467 gain. The prior 
understated inclusions arc the excess of 
(a) the aggregate amount of section 467 
rent and section 467 interest for the 
period during which the lessor held the 
properly, determined as if the section 
467 rental agreement were a dis
qualified leaseback or long-term agree
ment. over (b) the aggregate amount of 
section 467 rent and section 467 
interest accrued by the lessor during 
that period. The section 467 gain is the 
excess of (a) the amount realized from 
the disposition, over (b) the sum of the 
adjusted basis of the property and the 
amount of any gain from the disposi
tion that is treated as ordinary income 
under any provision of subtitle A of the 
Code other than section 467(c} (e.g .• 
section 1245 or 1250). 

In the case of a disposition that is 
not a sale, exchange, or involuntary 
conversion, the section 467 gain is the 
excess of (a) the fair market value of 
the property on the date of disposition, 
over (b) the sum of the adjusted basis 
of the property and the amount of any 
gain from the disposition that is treated 
as ordinary income under Code provi
sions other than section 467(c}. The 
regulations provide exceptions to this 
recapture rule for dispositions by gift, 
transfers at death, and certain tax-free 
transactions. 

7. Other disposition rules 

Under the proposed regulations, if 
property subject to a section 467 rental 
agreement is sold. exchanged, or other
wise disposed of, the section 467 rent 
for a period is taken into account by 
the owner of the property during the 
period. The lessee, however, must 
continue to take section 467 rent and 
section 467 interest into account with
out regard to the change of ownership. 

Further, if there is a sale, exchange 



or other disposition of property subject 
to a section 467 rental agreement, the 
beginning balance of the transferor's 
section 467 loan after the transfer 
equals the net present value at the time 
of the transfer of all amounts subse
quently payable as fixed rent and 
interest on fixed rent to the transferor 
and all amounts subsequently payable 
as interest on prepaid fixed rent by the 
transferor. The transferor must continue 
to take into account interest on the 
transferor's section 467 loan balance 
after the transfer. The beginning bal
ance of the transferee's section 467 
loan is equal to the principal balance of 
the section 467 loan immediately be
fore the transfer reduced by the begin
ning balance of the transferor's section 
467 loan after the transfer. Amounts 
payable to the transferor after the 
transfer are not taken into account in 
adjusting the transferee's section 467 
loan balance. 

Finally, under the proposed regula
tions, if there is a disposition of 
property subject to a section 467 rental 
agreement, the transferor and transferee 
must treat the beginning balance of the 
transferee's section 467 loan as a 
liability that is either assumed in 
connection with the transfer of the 
property or secured by the property 
acquired subject to the liability (if 
negative) and as a reduction in the 
consideration for the transfer of the 
property (if positive). In the case of a 
positive section 467 loan balance, a 
reduction in the consideration for the 
transfer of the property is appropriate 
because the transferee will also be 
deemed to have acquired an asset other 
than the property itself, i.e., the loan, 
and a portion of the total consideration 
should be allocated to the loan balance. 
Similar rules apply to transfers of 
leasehold interests under section 467 
rental agreements. 

In order to account for any timing 
differences that may exist between a 
schedule of payments under a section 
467 rental agreement and a separate 
schedule providing an allocation of 
rent, it will be necessary, in appropriate 
cases, to determine the amount of a 
section 467 loan balance even if the 
rental agreement does not have either 
deferred or prepaid rent or if the renlal 
agreement has deferred or prepaid rent 
but provides adequate stated interest. 
The proposed regulations provide that 
the section 467 loan rules apply to 
rental agreements described in the 
preceding sentence, but only for pur-

poses of the rules relating to disposi
tions of property subject to a section 
467 rental agreement and the rules 
relating to transfers of leasehold inter
ests under a section 467 rental 
agreement. 

Although the proposed regulations 
contain rules applicable to all disposi
tions of property subject to a section 
467 rental agreement and all transfers 
of leasehold interests under a section 
467 rental agreement, the regulations 
reserve guidance on the question of 
whether special rules should be 
provided for transfers of property and 
leasehold interests in transactions in 
which gain or loss is not recognized in 
whole or in part. Examples of these 
transactions would include transfers 
between a partnership and one or more 
of its partners, transfers to a controlled 
corporation under section 351, transfers 
pursuant to a reorganization described 
in section 368(a), like-kind exchanges 
subject to section 1031, and transfers 
by gift or upon the death of the owner 
of the property or the holder of the 
leasehold interest. The IRS and Treas
ury Department invite comments on 
whether special rules should be pro
vided for any of these transactions. 

8. Proposed effective dare 

The regulations arc proposed to be 
effective for (I) rental agreements 
entered into after the date that final 
regulations under section 467 arc pub
lished and (2) disqualified Icasebacks 
and long-term agreements entered into 
after June 3, 1996. No inference should 
be drawn from the proposed effective 
date concerning the treatment of rental 
agreements entered into before the 
regulations are applicable. Moreover, 
the I RS will, in appropriate circulll
stances, apply the provisions of section 
467 requiring constant rental accrual to 
rental agrcements entered into on or 
before June 3, 1996. 

9. Issues /lot addressed 

The proposed regulations do not 
address the application of section 467 
to payments for services. The IRS and 
the Treasury Department invite com
ments on the appropriate scope of rules 
under section 467 for transactions 
involving deferred payments for serv
ices in light of the scope of scction 
404. In addition, the IRS and the 
Treasury Department invite commcnts 
on whether rules should be provided 

for transactions invol v ing prepayments 
for services. 

The proposed regulations do not 
address the application of section 467 
to transactions sometimcs referred to as 
"lease strips" or "stripping transac
tions", as described in Notice 95-53 
(1995-44 I.R.B. 21). Notice 95-53 
provide~ that regulations will be issued 
pursuant to section 770 I (/) (and, as 
appropriate. other sections of the Code) 
recharactcrizing stripping transactions. 
The IRS and the Treasury Department 
invite COllllllcnts on whether rules 
should be provided that would apply 
section 467 to such transactions. 

The proposed regulations do not 
provide for an adjustment to section 
467 rent and interest where a section 
467 rental agreement is modified. The 
IRS and the Treasury Department 
invite comillents on the appropriate 
treatmcnt of the lessor and lessee in 
these cases. 

The proposed regulations do not 
provide rules addressing the treatment 
of paymcnts by the lessor to induce a 
lessee to enter into a rental agreement. 

Special A/lalyses 

It has been determined that this 
notice of proposed rulemaking is not a 
significant regulatory action as defined 
in EO 12866. Therefore, a regulatory 
assessment is not required. It also has 
been determined that section 553(b) of 
the Administrative Procedure Act (5 
U.S.C. chapter 5) and the Regulatory 
Flexibility Act (5 U.S.c. chapter 6) do 
not apply to these proposed regulations, 
and. therefore, a Regulatory Flexibility 
Analysis is not required. Pursuant to 
section 7805(0 of the Internal Revenue 
Code, this notice of proposed rulemak
ing will be submitted to the Chief 
Counsel for Advocacy of the Small 
Business Administration for comment 
on its impact on small businesses. 

COI/lmellts alld Public Hearillg 

Before these proposed regulations 
are adopted as final regulations, consid
eration will be given to any written 
comments (a signed original and eight 
(8) copies) that are submitted timely to 
the IRS. All comments will be avail
able for public inspection and copying. 

A public hearing has been scheduled 
for September 25, 1996 at 10 a.m. in 
the COlllmissioner's Conference Room, 
1111 Constitution Avenue NW, Wash
ington, DC. Because of access restric
tions, visitors will not be admitted 
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beyond the Internal Revenue Building 
lobby more than 15 minutes before the 
hearing starts. 

The rules of 26 CFR 601.601(a)(3) 
apply to the hearing. 

Persons that wish to present oral 
comments at the hearing must submit 
wriltcn comments and submit an out
line of the topics to be discussed and 
the time to be devoted to each topic by 
September 3, 1996. A period of 10 
minutes will be allotted to each person 
for making comments. 

An agenda showing the scheduling 
of the speakers will be prepared after 
the deadline for receiving outlines has 
passed. Copies of the agenda will be 
available free of charge at the hearing. 

* * * * * * 
Proposed Amelldmellts 10 the 
Regulatiolls 

Accordingly, 26 CFR part is 
proposed to be amended as follows: 

PART I-iNCOME TAXES 

Paragraph I. The authority citation 
for part I is amended by adding entries 
in numerical order to rcad as follows: 

Authority: 26 U.S.c. 7805 * * * 
Section 1.467-1 is also issued under 

26 U.S.C. 467. 

Section 1.467-2 is also issued under 
26 U.S.c. 467. 

Section 1.467-3 is also issued under 
26 U.S.C. 467. 

Section 1.467-4 is also issued under 
26 U.S.C. 467. 

Section 1.467-5 is also issued unuer 
26 U.S.C. 467. 

Section 1.467-6 is also issued under 
26 U.S.c. 467. 

Section 1.467-7 is also issued under 
26 U.S.c. 467. 

Section 1.467-8 is also issued under 
26 U.S.c. 467. 

* * * 
Par. 2. In § 1.61-8. the first sentence 

of paragraph (b) is revised to read as 
follows: 

§/.6/-8 Rellts alld royalties. 

* * * * * * 

(b) * * * Except as provided in 
section 467 and the regulations there
under. gross income includes advance 
rentals, which must be included in 
income for the year of receipt regard-
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less of the period covered or the 
method of accounting employed by the 
taxpayer. * * * 

* * * * * * 
Par. 3. In *1.451-1, paragraph (g) is 

added to read as follows: 

§1.451-1 Gelleral rule for taxable 
year of inclusioll. 

* * * * * * 
(g) TilllillX (l illcome from sectio/l 

407 rel/llll axreelllellts. For the timing 
of income with respect to section 467 
rental agreements, see section 467 and 
the regulations thereunder. 

Par. 4. Section 1.461-1 is amended 
by: 

I. Adding a sentence at the end of 
paragraph (a)( I). 

2. Adding paragraph (a)(2)(iii)(E). 

The additions read as follows: 

§/.46/-1. Gelleral rule for Illxable 
year of deductioll. 

(a) * * * (I) * * * See section 467 
and the regulations thereunder for rules 
under which a liability arising out of 
the lise of property pursuant to a 
section 467 rental agreement is taken 
into account. 

(2) * * * 
(iii) * * * 
(E) Except as otherwise provided by 

regulations or othcr published guidance 
issued by the Commissioner. in the 
case of a li<Jbility arising out of the use 
of property pursuant to a section 467 
rental agreement, the all events test 
(including economic performance) is 
considered met in the taxable year in 
which the liability is to be taken into 
account under section 467 and the 
regulations thereunder. 

* * * * * * 

Par. 5. Section 1.461-4 is amended 
by: 

I. Revising the heading of paragraph 
(d)(3 )(ii). 

2. Redesignating the text of para
graph (d)(3)(ii) following the heading 
as paragraph (d)(3)(ii)(A) and adding a 
heading for newly designated paragraph 
(d)(3)(ii)(A). 

2. Adding paragraph (d)(3)(ii)(8). 
3. Adding sentence at the end of the 

introductory text of paragraph (d)(7). 
The revisions and additions read as 

follows: 

§1.46J-4 Ecollomic performance. 

* * * * * * 
(d) * * * 
(3) * * * 
(ii) Exceptiolls-(A) Volume, fre

quency of use, or illcome. * * * 
(8) Sectioll 467 relltal agreemellIs. 

In the case of a liability arising out of 
the use of properly pursuant to a 
section 467 rental agreement, economic 
performance occurs as provided in 
§ 1.461-1 (a)(2)(i i i)(E). 

* * * * * * 

(7) * * * Assume further that the 
examples do not involve section 467 
rental agreements and, therefore. sec
tion 467 is not applicable. 

* * * * * * 

Par. 6. Sections 1.467-0 through 
1.467-8 arc added to read as follows: 

§1.467-0 Table of contents. 

This section lists the major captions 
that appear III *§1.467-1 through 
1.467-8. 

§/.467-/ Treatment of lessors and 
lessees gellerally. 

(a) Overview. 
(I) I n general. 
(2) Cases in which rules are 

inapplicable. 
(3) Limited effect for rental 

agreements with total rents 
between $250,000 and 
$2.000,000. 

(4) Summary of rules. 
(i) Basic rules. 
(ii) Special rules. 

(b) Method of accounting for section 
467 rental agreements. 

(c) Section 467 rental agreements. 
( I) In general. 
(2) Increasing or decreasing rent. 

(i) Fixed rent. 
(A) In general. 
(8) Certain rent holidays 

disregarded. 
(ii) Fixed rent allocated to a 

rental period. 
(A) Specific allocation. 

(I) In general. 
(2) Rental agree

ments specifically 
allocating fixed 
rent. 

(B) No specific 
allocation. 



(iii) Contingent rent. 
(A) In general. 
(8) Certain contingent 

rent disregarded. 
(3) Deferred or prepaid rent. 

(i) Deferred rent. 
(ii) Prepaid renl. 
(iii) Rent allocated to a ~al

endar year. 
(iv) Examples. 

(4) Rental agreements involvinn 
total payments of $250,OO() 
or less. 
(i) In general. 
(ii) ~pecial rules in COlllput

lIlg amollnt described in 
paragraph (c)(4)(i). 

(d) Section 467 rent. 
(I) In general. 
(2) Fixed rent for a rental 

period. 
(i) Constant rental accrual. 
(ii) Proportional rental 

accrual. 
(iii) Section 467 rental agree

ment accrual. 
(e) Section 467 interest. 

(I) In general. 
(2) Interest on fixed rent for a 

rental period. 
(i) In general. 
(ii) Section 467 rental agree

ments with auequate 
interest. 

(3) Treatment of interest. 
(f) Modification of a rental 

agreement. 
(g) Treatment of amounts payable by 

essor to lessee. 

(h) 
(i) 
(j) 

(I) Interest. 
(2) Other amounts. 1 Reserved] 
Meaning of terms. 
[Reserved] 
Computational rules. 
(I) Counting conventions. 
(2) Conventions regarding timing 

of rent and payments. 
(i) In general. 
(ii) Time amount is payable. 

(3) Annualized fixed rent. 
(4) Allocation of fixed rent 

within a period. 
(5) Rental period length. 

§/.467-2 Relit accrual for sectioll 
467 relllal agreemellts without 
adequate illlerest. 

(a) Section 467 rental agreement for 
which proportional rental accrual 
is required. 

(b) Adequate interest on fixed rent. 
(\) I n general. 
(2) Section 467 rental agree

ments that provide for a 

variable rate of interest. 
(c) Computation of proportional 

rental amount. 
(\) In general. 
(2) Section 467 rental aoree-I:> 

ments that provide for a 
variable rate of interest. 

(d) Present value. 

(e) Appl icable Federal rate. 
(I) I n general. 
(2) Source of applicable Federal 

rates. 
(3) 110 percent of appl icable 

Feueral rate. 
(4) Term of the section 467 

rental agreement. 
(i) In general. 
Oi) Section 467 rental agree

ments with variable 
interest. 

(t) Examples. 

~ 1.4f17-3 Di.I(/lIlIl!fied IClIselmd..1 alld 
IOllg-terll/ agrcell/cllts. 

(a) General rule. 
(b) Disqualified leaseback or long

term agreement. 
(1) In general. 
(2) Leaseback. 
(3) Long-term agreement. 

(i) In general. 
(ii) Statutory recovery 

period. 
(A) I n general. 
(13) Special rule for 

leases of properties 
having different stat
utory recovery 
periods. 

(c) Tax avoidance as principal pur
pose for increasing or decreasing 
rent. 
( I) In general. 
(2) Safe harbors. 

(d) Calculating constant rental 
amount. 
( I) I n general. 
(2) Initial or final short pcriods. 
(3) Method to determine constant 

rental amount; no short 
periods. 
(i) Step I. 
(ii) Step 2. 
(iii) Step 3. 

(e) Example. 

~1.4(j7-4 Sectioll 467 loall. 

(a) I n general. 
( I ) 
Overview. 
(2) No section 467 loan in the 

case of certain section 467 

rental agreements. 
(3) Rental agreenlents subject to 

con:-.t<ll1t rental accrual. 
(4) Special rule in applying the 

provisions of * 1,467-7(e) or 
~ I .467 - 7 (I} 

(b) Principal balance. 
(I) In general. 
(2) Section 467 rental 

agreements that provide for 
prepaid fixed rent and 
adequate stated interest. 

(3) Timing of payments. 
(c) Yield. 

( I) I n general. 
(i) Method of determining 

yield. 
(~~) Method of stating yield. 
(III) Rounding adjustments. 

(2) Yield of section 467 rental 
agreements for which con
stant rental amount or 
proportional rental amount IS 

computed. 
(3) Determination of present 

values. 
(d) Contingent payments. 
(e) Section 467 rental agreements 

that call for payments before or 
after the lease term. 

(f) Examples. 

.~/.467-5 Sectioll 467 relltal 
agreell/ellts with variable illterest. 

(a) Variable interest on deferred or 
prepaid rent. 
(I) In general. 
(2) Exceptions. 

(b) Variable rate treated as fixed. 
( J) I n general. 
(2) Variable interest adjustment 

amount. 
(i) In general. 
(ii) Sign of adjustment. 

(3) Section 467 loan balance. 
(c) Examples. 

!$1.467-6 Sectioll 467 relltal 
a~,.eelllellts with cOlltillgellt pal'lIlellts. 
lReserved] . 

~1.467-7 Sectioll 467 recaJiture alld 
other rules relatill~ to dispositio/ls. 

(a) Section 467 recapture. 
(b) Recapture amount. 

(I) In general. 
(2) Prior understated inclusions. 

(i) III gencral. 
(ii) Partial rental periods. 

(3) Section 467 gain. 
(i) In general. 
(ii) Certain dispositions. 
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(c) Special rules. 
(1) Gifts. 
(2) Dispositions at death. 
(3) Certain tax-free exchanges. 

(i) I n general. 
(ii) Dispositions covered. 

(4) Dispositions by transferee. 
(5) Like-kind exchanges and 

involuntary conversions. 
(6) Installment sales. 
(7) Dispositions covered by 

sections 170(e), 341(e)(l2), 
or 751(c). 

(d) Examples. 
(c) Other rules relating to dis

positions. 
( I) I n general. 
(2) Treatment of section 467 

loan. 
(3) Special rules for transfers in 

certain nonrecognition trans
actions. [Reserved} 

(f) Treatment of assignments by 
lessee and lessee-financed 
renewals. 
(I) Substitute lessee usc. 
(2) Lessor use. 
(3) Special rules for transfers in 

certain nonrecognition trans
act ions. [Reserved I 

§ 1.467-8 'Effective date. 

§1.467-1 TrecJtmellt of lessors allli 
lessees gellerally. 

(a) Overview-(l) III gel/eral. When 
applicable, section 467 requires a lessor 
and lessee of tangible property to treat 
rents consistently and to use the accrual 
method of accounting regardless or 
their overall method of accounting. In 
addition, in certain cases involving tax 
avoidance, the lessor and lessee must 
take rent and stated or imputed interest 
into account under a constant rental 
method, pursuant to which time value 
of money principles are applied to treat 
the rent as having accrued ratably over 
the entire lease term. 

(2) Cases ill which rules are iI/appli
cable. Section 467 applies only to 
leases (or other similar arrangements) 
that constitute section 467 rental agree
ments as defined in paragraph (c) of 
this section. For example, a rental 
agreement is not a section 467 rental 
agreement, and, therefore, is not sub
ject to the provisions of this section 
and §§ 1.467-2 through 1.467-8 (the 
section 467 regulations), if it specifies 
equal amounts of rent for each month 
(or other similar period) throughout the 
lease term and all payments of rent are 
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due in the year to which the rent 
relates (or in the preceding or succeed
ing year). In addition. the section 467 
regulations do not apply to a rental 
agreement lhal requires lotal rents of 
$250,000 or less determined, for this 
purpose, by disregarding 'lny adjust
ments based on a reasonable price 
index and the amount of any rent 
resulting from the lessee's obligation to 
pay certain third-party expenses of the 
lessor. 

(3) Limited effect for relltal agree
mellts with total rellts belween 
$250.000 amL $2,000,000. A rental 
agreement is a section 467 rental 
agreement, and, therefore, the section 
467 regulations generally apply, if the 
agreement requires total rents of more 
than $250,000 and does not specify 
equal amounts of rent for each month 
(or other similar period) throughout the 
lease term. If, however, the rental 
agreement requires total rents of 
$2,000,000 or less (determined by 
disregarding adjustments and excluding 
the s'lme types of rent that arc dis
regarded or excluded for purposes of 
the $250,()()O threshold requirement) 
and all payments of rent arc due in the 
year to which the renl relates (or in the 
preceding or succeeding year), the only 
effect of the section 467 regulations is 
10 require the lessor and lessee to take 
rent into account in the year to which 
the rent relates. 

(4) SUlIIlJlary of rules-(i) Basic: 
rules. Paragwph (c) of this section 
provides rules for determining whether 
a rental agreement is a section 467 
rental agreement. Paragraphs (d) and 
(e) of this section provide rules for 
determining the amount of rent and 
interest, respectively, required to be 
taken into account by a lessor and 
lessee under a section 467 rental 
agreement. Paragraphs (f) through (h) 
and (j) of this section provide various 
definitions and special rules relating to 
the application of the section 467 
regulations. 

(ii) Special /'Illes. Section 1.467-2 
provides rules for section 467 rental 
agreements that have deferred or pre
paid rents without providing for ade
quate interest. Section 1.467-3 provides 
rules for application of the constant 
rental accrual requirement, including 
criteria for determining whether an 
agreement is subject to this require
ment. Section 1.467-4 provides rules 
for establishing and adjusting a section 
467 loan, the amount that a lessor is 
deemed to have loaned to the lessee, or 

vice versa, pursuant to the application 
of the section 467 regulations. Sections 
1.467-5 and 1.467-6 provide rules for 
applying the section 467 regulations 
where a rental agreement requires 
variable interest or certain contingent 
payments. Section 1.467-7 provides 
rules for the treatment of dispositions 
by a lessor of property subject to a 
section 467 rental agreement and the 
treatment of assignments by lessees and 
certain lessee-financed renewals of a 
section 467 rental agreement. Finally, * 1.467-8 provides the effective date 
rules for the section 467 regulations. 

(b) Method of accoullting for section 
467 rental agreemelll.s. If a rental 
agreement is a section 467 rental 
agreement, as described in paragraph 
(c) of this section, the lessor and lessee 
must each take into account for any 
taxable year-

(I) The section 467 rent for the 
taxable year (as defined in paragraph 
(d) of this section); and 

(2) The section 467 interest for the 
taxable year (as defined in paragraph 
(c) of this section). 

(c) Sectioll 467 rentaL agreemellts
(I) In general. Except as olherwise 
provided in paragraph (c)(4) of this 
section, Ihe term section 467 rental 
agreemellt means a rental agreement, as 
deli ned in paragraph (h) of this section, 
Ihal has increasing or decreasing rents 
(as described in paragraph (c)(2) of this 
section), or prepaid or deferred rents 
(as described in paragraph (c)(3) of this 
section). 

(2) Illcreasillg or decreasil1g renl
(i) Fixed rellt-(A) In general. A rental 
agreement has increasing or decreasing 
rent if the annualized fixed rent, as 
described in paragraph (j)(3) of this 
section, allocated to any rental period 
exceeds the annualiz.ed fixed rent allo
cated to any other rental period in the 
lease term. 

(B) Certain rent holidays dis
rep,arded. Notwithstanding the provi
sions of paragraph (c)(2)(J)(A) of this 
section, a rental agreement does not 
have increasing or decreasing rent if 
the increasing or decreasing rent is 
solely auributable to a rent holiday 
provision allowing reduced rent (in
cluding no rent) for a period at the 
beginning of the lease term, but only if 
the duration of the rent holiday does 
not exceed three months. 

(ii) Fixed relit allocated to a rental 
period-(A) Specific allocation-(l) In 
}!,elleral. If a rental agreement provides 



a speci fic allocation of fixed rent, as 
described in paragraph (c)(2)(ii)(A)(2) 
of this section, the amount of fixed rent 
allocated to each rental period during 
the lease term is the amount of fixed 
rent allocated to that period by the 
rental agreement. 

(2) Rental agreemellts sfJec~fically 
allocating fixed rent. A rental agree
ment specifically allocates fixed rent if 
the rental agreement unambiguously 
specifics, for periods no longer than a 
year, a fixed amount of rent for which 
the lessee becomes liable on account of 
the use of the property during that 
period, and the total amount of fixed 
rent specified is equal to the total 
amount of fixed rent payable under the 
lease. For example, a rental agreement 
providing that rent is $100,000 per 
calendar year, and that provides for 
total payments of fixed rent equal to 
the total amount specified, specifically 
allocates renl. Similarly, a rental agree
ment that states the amount of rent 
accruing each month or the amollnt of 
rent allocated to each year contains a 
specific allocation if the total payments 
of fixed rent equal the total amount 
specified. A rental agreement stating 
only when rent is payable does not 
specifically allocate rent. 

(B) No Jpecijic allocatioll. If a rental 
agreement does not provide a specific 
allocation of fixed rent (for example, 
because the total amount of fixed rent 
specified is not equal to the total 
amount of fixed rent payable under the 
lease), the amount of fixed rent allo
cated to a rental period is the amount 
of fixed rent payable during that rental 
period. If an amount of fixed rent is 
payable before the beginning of the 
lease term, it is allocated to the first 
rental period in the lease term. If an 
amount of fixed rent is payable after 
the end of the lease term, it is allocated 
to the last rental period in the lease 
term. 

(iii) Contingellt relll-(A) III gell
eral. A rental agreement has increasing 
or decreasing rent if it requires (or may 
require) the payment of contingent re~t 
(as detined in paragraph (h) of thiS 
section), other than contingent rent 
described in paragraph (c)(2)(iii)(13) of 
this section. 

(B) Certaill cOlltillgellt relit dis
regarded. Contingent rent is dis
regarded for purposes of this paragraph 
(c)(2)(iii) to the extent-

(I) The rent is contingent solely as 
the result of a provision pursuant to 
which the rent is equal to a percentage 
of the lessee's receipts (gross or ne!), 

but only if the percentage does not 
vary throughout the term of the lease; 

(2) The rent is contingent solely as 
the result of an adjustment based on a 
reasonable price index, as defined in 
paragraph (h) of this section; or 

(3) The rent is contingent solely as 
the result of a provision requiring the 
lessee to pay third-party costs, as 
defined in paragraph (h) of this section. 

(3) Deferred or prepaid rellt-(i) 
Deferred rellt. A rental agreement has 
deferred rent under this paragraph 
(c)(3) if the amount of rent allocated to 
a calendar year (determined under 
paragraph (c)(3)(iii) of this section), 
when added to the rent allocated to all 
precetling calendar years, exceeds the 
cumulative amollnt of rent payable as 
of the close of the succeeding calendar 
year. 

(ii) Prel}(lid rellt. A rental agreement 
has prepaid rent under this paragraph 
(c)(3) if the amollnt of rent allocated to 
a calendar year (determined under 
paragraph (c)(3)(iii) of this section), 
when added to the rent allocated to all 
preceding calendar years, is less than 
the cuillulati ve amount of rent payable 
before the beginning of the preceding 
calendar year. 

(iii) Relll alloclIted to a calelldar 
year. For purposes of this paragraph 
(c)(3), the rent allocated to a calendar 
year is the sum of-

(A) The fixed rent allocated to any 
rental period (determined under para
graph (c)(2)(ii) of this section) that 
begins and ends in the calendar year; 

(8) A ratable portion of the fixed 
rent allocated to any other rental period 
that begins or ends in the calendar 
year; and (C) Any contingent rent that 
accrues during the calendar year as 
provided in § 1.467-6. 

(iv) EXlIlIlples. The following exam
ples illustrate the application of this 
paragraph (c)(3): 

I:~\,(/II/fl/(' I. (i) A and U cnter inlO a rcntal 
agrccmcnt that provides ror Ihe Ieasc or propcrty 
10 bC/:in on January I. 19<)7. and end on 
DCl:cmbcr 31. 2000. Thc rcntal agreement 
provides Ilwt rent or :1>100.000 accrucs during 
each year or the leasc lerlll, Under the rcnlal 
agreemcnt. no rcnl is payahle during calendar 
year 1997. a paymcnt of $100.000 is 10 oc mauc 
on Dcccmhcr 31. 11}9!!. and Deccmher 31, 11}99, 
al\(J a paYllIcnt or $200.000 is 10 hc mauc 011 

Dccclllocr 31. 2000. A and U hoth sclcct thc 
calcnuar ycar as thcir rental period. Thus. undcr 
paragraph (c)(3)(iii) of this section. thc amount 
of rcnt alhKatcu 10 each rental period under 
paragraph (c)(2)(ii) or this section is $100.000. 
Thcreforc. Ihe rcntal agrccment docs not have 
inneasing or decreasing rcnt as descrihcu in 
paragr<lph (c)(2)(i) or this scction. 

(ii) Under paragraph (c)(3)(i) of Ihi~ seclion. a 
rcntal agrccmcnt has uel'crreu rent if. al Ihc close 
of a calclluar ycar, the cumulativc amounl or rent 
allocateu undcr paragraph (c)(3)(iii) or this 
sCl:tion cxcccus the l:ulllulativc anHllJnl or Icnl 
payahlc as of thc close or the succecuing year. In 
this cxamplc. thcrc is no defcrred rcnt: thc renl 
allocatcd to 1997 ($1 00.0(0) doc~ not cxcecu the 
l'umulativc renl payable as of Del:cmbcr 31. 
1998 ($100.000); the rent all(Kalcu to IIJ<)X and 
prcceuing years ($200.000) uocs nOI cxcccu Ihe 
cumulativc rent payahlc as of Dccemher 31. 
I ()()() ($200.000); thc rcnt allocalcu to 11J99 anu 
prel:cding ycars ($300.000) docs not excecu the 
nlillulalive rent payablc as of Deccmher 31. 
2000 ($400.000); and the rent allocalcu to 2000 
,UlU preccding years ($400.000) Joes not cXl:ceu 
the l:umulativc renl payablc as of Dccember 31. 
2001 ($400.000). Thcrcrorc. hecause thc rental 
agrcemcnt docs not havc incrcasing or decreasing 
rent and uoes nol have prepaid or ucferrcu rcnt. 
thc rcntal agrccmcnt is not a section 467 rental 
agreemcnt. 

f:'.wmple 2. (i) A and 0 cnter inlo a rental 
agrcemcnt Ihat proviucs for the Icase or personal 
property ror Icn ycars. ocginning on January I. 
1997. allu cnding on Dcccmber 31. 2006. Thc 
rcntal agrccmcnt providcs for accruals of rcnt or 
$10.000 uuring cach month of thc Ieasc term. 
Unucr paragraph (c)(3)(iii) of this section. 
$120.000 is allocatcd to cadI calcndar year. Thc 
rcntal agrcemcnt provides for a $1.200.000 
payment on Dccembcr 31, 1997. 

(ii) Thc rcnlal agrecmcnl uocs not have 
increasing or uccreasillg renl as ucscribcu in 
paragraph (c)(2)(i) of this section. Thc rcnlal 
agrccmcnt proviucs prcpaiu rent under paragraph 
(l:)(3)tii) or this section becausc an amounl of 
rcnt allocatcu tu a calenuar ycar. whcn aducu to 
thc rcnt alltKatcu tu all prcl:cding calcnuar ycars. 
is less thnn the cumulativc amount of rcnt 
paYilhlc ocforc thc bcginning of the prcceuing 
calcndar year. For cxamplc, thc rcnl allocalcd to 
I Y9<) anu preccding l:alendnr ycars ($360,000) is 
less Ihan lhc cumulativc amount of rcnt payable 
heforc Ihe t>cginning of thc prcceding calenuar 
year ($1.200.000 is payablc Oil Del:cmher 31. 
19<)7). Accordingly. thc rcntnl ngrccmcnt is a 
scctioll 467 rental agrcclllent. 

(4) Rental agreemellts involving 10-

tal paYlI/ellts of $250.000 or less-(i) 
III gelleral. A rental agreement is not a 
section 467 rental agreement if, taking 
into account any payments of con
tingent rent, and any other contingent 
consideration, the sum of the aggregate 
amount of rental payments under the 
rental agreement and the aggregate 
value of other consideration to be 
received for the use of property is not 
reasonably expected, as of the agree
ment date (as defined in paragraph (h) 
of this section). to exceed $250,000. 

(ii) Special rules ill colI/jJutillg 
amount described ill paragraph (c)(4)
(i). The following rules apply in 
determining the amount described in 
paragraph (c)(4)(i) of this section-

(A) Stated interest on deferred rent 
is not taken into account. However, the 
Commissioner Illay recharaclerize a 
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portion of stated interest as additional 
rent if a rental agreement provides for 
interest on deferred rent at a rate that, 
in light of all of the facts and 
circumstances, is clearly greater than 
the arm's-length rate of interest that 
would have been charged in a lending 
transaction between the lessor and 
lessee. 

(B) Consideration that does not in
volve a cash payment is taken into 
account at its fair market value. A 
liability that is either assumed or 
secured by property acquired subject to 
the liability is taken into account at its 
remaining principal amount or, in the 
case of an obligation originally issued 
at a discount, at its adjusted issue price. 

(C) All leases that are part of the 
same transaction or a series of related 
transactions are treated as a single 
lease. Whether two or more leases are 
part of the same transaction or a series 
of related transactions depends on all 
the facts and circumstances. 

(D) Any increase or decrease in rent 
payable solely as a result of an 
adjustment based on a reasonable price 
index is not taken into account. 

(E) Contingent rent described in 
paragraph (c)(2)(iii)(B)(3) of this sec
tion is not taken into account. 

(d) Section 467 rent-(l) In general. 
The section 467 rent for a taxable year 
is the sum of-

(i) The fixed rent for any rental 
period (determined under paragraph 
(d)(2) of this section) that begins and 
ends in the taxable year; 

(ii) A ratable portion of the fixed 
rent for any other rental period begin
ning or ending in the taxable year; and 

(iii) In the case of a section 467 
rental agreement that provides for 
contingent rent, the contingent rent that 
accrues during the taxable year as 
provided in § 1.467-6. 

(2) Fixed rent for a rental period
(i) Constant rental accrual. In the case 
of a section 467 rental agreement that 
is a disqualified leaseback or long-term 
agreement (as described in § 1.467-
3(b», the fixed rent for a rental period 
is the constant rental amount (as 
determined under § 1.467-3(d». 

(ii) Proportional rental accrual. In 
the case of a section 467 rental 
agreement that is not described in 
paragraph (d)(2)(i) of this section, and 
does not provide adequate interest on 
fixed rent (as determined under 
§ 1.467-2(b», the fixed rent for a rental 
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period is the proportional rental amount 
(as determined under § 1.467-2(c». 

(iii) Section 467 rental agreement 
accrual. In the case of a section 467 
rental agreement that is not described 
in paragraph (d)(2)(i) or (ii) of this 
section, the fixed rent for a rental 
period is the amount of fixed rent 
allocated to the rental period under the 
rental agreement, as determined under 
paragraph (c)(2)(ii) of this section. 

(e) Section 467 interest-(1) In gen
eral. The section 467 interest for a 
taxable year is the sum of-

(i) The interest on fixed rent for any 
rental period that begins and ends in 
the taxable year; 

(ii) A ratable portion of the interest 
on fixed rent for any other rental 
period beginning or ending in the 
taxable year; and 

(iii) In the case of a section 467 
rental agreement that provides for 
contingent rent, any interest that ac
crues on the contingent rent during the 
taxable year as provided in § 1.467-6. 

(2) Interest on fixed rent for a rental 
period-(i) In general. Except as 
provided in paragraph (e)(2)(ii) of this 
section and §1.467-5(b)(1)(ii), the in
terest on fixed rent for a rental period 
is equal to the product of-

(A) The principal balance of the 
section 467 loan (as described in 
§ 1.467-4(b» at the beginning of the 
rental period; and 

(B) The yield of the section 467 
loan (as described in § 1.467-4(c». 

(ii) Section 467 rental agreements 
with adequate interest. Except in the 
case of a section 467 rental agreement 
that is a disqualified leaseback or long
term agreement, if a section 467 rental 
agreement provides adequate interest 
under §1.467-2(b)(1)(i) (agreements 
with no deferred or prepaid rent) or 
§1.467-2(b)(1)(ii) (agreements with ad
equate stated interest at a single fixed 
rate), the interest on fixed rent for a 
rental period is the amount of interest 
provided in the rental agreement for the 
period. 

(3) Treatment of interest. If the 
section 467 interest for a rental period 
is a positive amount, the lessor has 
interest income and the lessee has an 
interest expense. If the section 467 
interest for a rental period is a negative 
amount, the lessee has interest income 
and the lessor has an interest expense. 

(f) Modification of a rental agree
ment. If, after the lease date, the lessor 

and lessee agree to a substantial 
modification of the terms of a lease, 
the modified lease is treated, except as 
provided in this paragraph (f), as a new 
rental agreement for purposes of this 
section and §§ 1.467-2 through 1.467-
8. If a principal purpose of such a 
modification is to avoid the purpose or 
intent of section 467, the Commissioner 
may treat the original and modified 
lease as a single rental agreement for 
purposes of this section and §§ 1.467-2 
through 1.467-8. 

(g) Treatment of amounts payable by 
lessor to lessee-(1) Interest. For pur
poses of determining present value, any 
amounts payable by the lessor to the 
lessee as interest on prepaid rent are 
treated as negative amounts. 

(2) Other amounts. [Reserved] 
(h) Meaning of terms. The following 

meanings apply for purposes of this 
section and §§ 1.467-2 through 1.467-
8-

(1) Agreement date means the earlier 
of the lease date or the first date on 
which there is a binding written con
tract that substantially sets forth the 
terms under which the property will be 
leased. 

(2) Contingent rent means any rent 
that is not fixed rent, including any 
amount reflecting an adjustment based 
on a reasonable price index. 

(3) Fixed rent means any rent to the 
extent its amount and the time at which 
it will be paid are fixed and determin
able under the terms of the section 467 
rental agreement as of the lease date, as 
defined in paragraph (h)( 4) of this 
section. For this purpose, the possibility 
of a breach or other early termination 
of the rental agreement and any provi
sion that makes adjustments based on a 
reasonable price index are disregarded 
in determining whether amounts spec
ified in the agreement are fixed rent. 

(4) Lease date means the date on 
which the lessee first has the right to 
use property that is the subject of the 
section 467 rental agreement. 

(5) Lease term means the period 
during which the lessee has the use of 
property subject to the section 467 
rental agreement. An option period is 
included in the lease term only if it is 
expected, as of the agreement date, that 
the option will be exercised by either 
the lessor or the lessee. For this 
purpose, a lessor is generally expected 
to exercise an option if, for example, as 
of the agreement date, the rent in effect 



for the option period exceeds the ex
pected market rental for the property 
during such period. Similarly, a lessee 
is generally expected to exercise an 
option if, for example, as of the 
agreement date, the rent for the option 
period is less than the expected market 
rental for such period. The lessor's or 
lessee's determination that an option 
period is either included in or excluded 
from the lease term is not binding on 
the Commissioner. If the lessee (or a 
related person) agrees that one or both 
of them will or could be obligated to 
make payments in the nature of rent 
(within the meaning of §1.l68(i)-2(b)
(2» for a period when another lessee 
(the substitute lessee) or the lessor will 
have use of the property subject to the 
rental agreement, the Commissioner 
may, in appropriate cases, treat the 
period when the substitute lessee or 
lessor will have use of the property as 
part of the lease term. See paragraph 
§ 1.467-7(0 for special rules applicable 
to the lessee, substitute lessee, and 
lessor. 

(6) An adjustment is based on a 
reasonable price index if the adjust
ment reflects inflation or deflation 
occurring over a period during the 
lease term and is determined consist
ently under any generally recognized 
index for measuring inflation or 
deflation. 

(7) Except as otherwise provided in 
this paragraph (h)(7), two persons are 
related persons if they either have a 
relationship to each other that is 
specified in section 267(b) or section 
707(b)O) or are related entities within 
the meaning of sections 168(h)(4)(A), 
(B), or (C). For purposes of determin
ing whether a section 467 rental 
agreement is a leaseback within the 
meaning of § 1.467-3(b )(2), two per
sons are related persons if they are 
related persons within the meaning of 
section 465(b )(3)(C). 

(8) Rental agreement includes any 
agreement, whether written or oral, that 
provides for the use of tangible prop
erty and is treated as a lease for 
Federal income tax purposes. 

(9) Third-party costs include any 
real estate taxes, insurance premiums, 
maintenance costs, or any other cost 
(other than a debt service cost) that 
relates to the leased property and is not 
within the control of the lessor or 
lessee or any related person. 

(i) [Reserved]. 
(j) Computational rules. For pur

poses of this section and §§ 1.467-2 

through 1.467-8, the following rules 
apply-

0) Counting conventions. Any rea
sonable counting convention may be 
used (e.g., 30 days per month/360 days 
per year) to determine the length of a 
rental period or to perform any com
putation. Rental periods of the same 
descriptive length, for example annual, 
semiannual, quarterly, or monthly, may 
be treated as being of equal length. 

(2) Conventions regarding timing of 
rent and payments-(i) In general. For 
purposes of determining present values 
and yield-

(A) Except as otherwise provided in 
this section and §§ 1.467-2 through 
1.467-7, the rent allocated to a rental 
period is taken into account on the last 
day of the rental period; 

(B) Any amount payable during the 
first half of the first rental period is 
treated as payable on the first day of 
that rental period; 

(C) Any amount payable during the 
first half of any other rental period is 
treated as payable on the last day of 
the preceding rental period; and 

(D) Any amount payable during the 
second half of a rental period is treated 
as payable on the last day of the rental 
period. 

(ii) Time amount is payable. For 
purposes of this paragraph (j)(2), an 
amount is payable on the last day for 
timely payment (that is, the last day 
such amount may be paid without 
incurring interest, computed at an 
arm's-length rate, or a substantial 
penalty charge) and an amount payable 
at the midpoint of a rental period is 
treated as payable during the first half 
of the rental period. 

(3) Annualized fixed rent. An
nualized fixed rent is determined by 
multiplying the fixed rent allocated to 
the rental period under paragraph 
(c)(2)(ii) of this section by a number 
that represents the ratio of one year to 
the length of the rental period. Thus, if 
the fixed rent allocated to a rental 
period is $100,000 and the rental 
period is one month, the annualized 
fixed rent allocated to the rental period 
is $1,200,000. 

(4) Allocation of fixed rent within a 
period. A rental agreement that allo
cates fixed rent to any period is treated 
as allocating fixed rent ratably within 
that period. Thus, if a rental agreement 
provides that $120,000 is allocated to 
each calendar year in the lease term, 

$10,000 of rent is allocated to each 
calendar month. 

(5) Rental period length. Except as 
provided in § 1.467-3(d)(1) (relating to 
agreements for which constant rental 
accrual is required), rental periods may 
be of any length and may vary in 
length as long as-

(i) The rental periods are one year or 
less, cover the entire lease term, and do 
not overlap; 

(ii) Each scheduled payment under 
the rental agreement (other than a 
payment scheduled to occur before or 
after the lease term) occurs within 30 
days of the beginning or end of a rental 
period; and 

(iii) In the case of a rental agree
ment that does not provide a specific 
allocation of fixed rent, the rental 
periods selected do not cause the 
agreement to be treated as a section 
467 rental agreement unless all alterna
tive rental period schedules would 
result in such treatment. 

§I.467-2 Rent accrual for section 
467 rental agreements without 
adequate interest. 

(a) Section 467 rental agreement for 
which proportional rental accrual is 
required. Under §1.467-1(d)(2)(ii), the 
fixed rent for each rental period is the 
proportional rental amount, defined 
under paragraph (c) of this section, if-

(1) The section 467 rental agreement 
is not a disqualified leaseback or long
term agreement under §1.467-3(b); and 

(2) The section 467 rental agreement 
does not provide adequate interest on 
fixed rent under paragraph (b) of this 
section. 

(b) Adequate interest on fixed rent 
(I) In general. A section 467 rental 
agreement provides adequate interest 
on fixed rent if, disregarding any 
contingent rent-

(i) The rental agreement has no 
prepaid or deferred rent as described in 
§1.467-1(c)(3); 

(ii) The rental agreement has prepaid 
or deferred rent, and-

(A) The rental agreement provides 
interest (the stated rate of interest) on 
deferred or prepaid fixed rent at a 
single fixed rate (as defined III 

§ 1.1273-I(c)(l )(iii»; 
(B) The stated rate of interest on 

fixed rent is no lower than 110 percent 
of the applicable Federal rate (as 
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defined in paragraph (e)(3) of this 
section); 

(C) The amount of deferred or pre
paid fixed rent on which interest is 
charged is adjusted at least annually to 
reflect the amolJnt of deferred or 
prepaid fixed re.1t as of a date no 
earlier than the date of the preceding 
adjustment and no later than the date of 
the succeeding adjustment; and 

(D) The rental agreement requires 
interest to be paid or compounded at 
least annually; 

(iii) The rental agreement provides 
for deferred rent but no prepaid rent, 
and the sum of the present values of all 
amounts payable by the lessee as fixed 
rent (and interest, if any, thereon) is 
equal to or greater than the sum of the 
present values of the fixed rent allo
cated to each rental period; or 

(iv) The rental agreement provides 
for prepaid rent but no deferred rent, 
and the sum of the present values of all 
amounts payable by the lessee as fixed 
rent, plus the sum of the negative 
present values of all amounts payable 
by the lessor as interest, if any, on 
prepaid fixed rent, is equal to or less 
than the sum of the present values of 
the fixed rent allocated to each rental 
period. 

(2) Section 467 rental agreements 
that provide for a variable rate of 
interest. For purposes of the adequate 
interest test under paragraph (b)( 1) of 
this section, if a section 467 rental 
agreement provides for variable inter
est, the rental agreement is treated as 
providing for fixed rates of interest on 
deferred or prepaid fixed rent equal to 
the fixed rate substitutes (determined in 
the same manner as under §1.1275-5(e) 
treating the agreement date as the issue 
date) for the variable rates called for by 
the rental agreement. For purposes of 
this section, a rental agreement pro
vides for variable interest if the rental 
agreement provides for stated interest 
that is paid or compounded at least 
annually at a rate or rates that meet the 
requirements of § 1.1 275-5(a)(3)(i)(A) 
or (8) and § l.1275-5(a)( 4). 

(c) Computation of proportional 
rental amount-(1) In general. The 
proportional rental amount for a rental 
period is the amount of fixed rent 
allocated to the rental period under 
§l.467-I(c)(2)(ii), multiplied by a frac
tion. The numerator of the fraction is 
the sum of the present values of the 
amounts payable under the terms of the 
section 467 rental agreement as fixed 
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rent and interest thereon. The de
nominator of the fraction is the sum of 
the present values of the fixed rent 
allocated to each rental period under 
the rental agreement. 

(2) Section 467 rental agreements 
that provide for a variable rate of 
interest. To calculate the proportional 
rental amount for a section 467 rental 
agreement that provides for a variable 
rate of interest, see § 1.467-5. 

(d) Present value. For purposes of 
determining adequate interest under 
paragraph (b) of this section or the 
proportional rental amount under para
graph (c) of this section, present values 
are determined as of the first day a 
fixed rent payment is called for by the 
section 467 rental agreement if the 
rental agreement calls for payments of 
fixed rent prior to the lease term. 
Otherwise, present values are deter
mined as of the first day of the first 
rental period in the lease term. The 
present value of any amount is deter
mined using a discount rate equal to 
110 percent of the applicable Federal 
rate. For purposes of the present value 
determination under paragraph (b)(1)
(iv) of this section, the fixed rent 
allocated to a rental period must be 
discounted from the first day of the 
rental period. For other conventions 
and rules relating to the determination 
of present value, see § l.467 -1 (g) and 
(j). 

(e) Applicable Federal rate-(1) In 
general. The applicable Federal rate for 
a section 467 rental agreement is the 
applicable Federal rate in effect on the 
agreement date. Except as otherwise 
provided in this section, the applicable 
Federal rate for a rental agreement 
means-

(i) The Federal short-term rate if the 
term of the rental agreement is not over 
3 years; 

(ii) The Federal mid-term rate if the 
term of the rental agreement is over 3 
years but not over 9 years; and 

(iii) The Federal long-term rate if 
the term of the rental agreement is over 
9 years. 

(2) Source of applicable Federal 
rates. The Internal Revenue Service 
publishes the applicable Federal rates, 
based on annual, semiannual, quarterly, 
and monthly compounding, each month 
in the Internal Revenue Bulletin (see 
§60l.601(d) of this chapter. However, 
the applicable Federal rates may be 
based on any compounding assumption. 

To convert a rate based on one 
compounding assumption to an 
equivalent rate based on a different 
compounding assumption, see §1.1272-
1 (j), Example 1. 

(3) 110 percent of applicable Fed
e ral rate. For purposes of § l.467 -I, 
this section and §§ 1.467-3 through 
1.467-8, 110 percent of the applicable 
Federal rate means 110 percent of the 
applicable Federal rate based on semi
annual compounding, or any rate based 
on a different compounding assumption 
that is equivalent to 110 percent of the 
applicable Federal rate based on semi
annual compounding. 

(4) Term of the section 467 rental 
agreement-(i) In general. For pur
poses of determining 110 percent of the 
applicable Federal rate under this para
graph (e), the term of the section 467 
rental agreement includes the lease 
term, any period before the lease term 
beginning with the first day an amount 
of fixed rent is payable under the terms 
of the rental agreement, and any period 
after the lease term ending with the last 
day an amount of fixed rent or interest 
thereon is payable under the rental 
agreement. 

(ii) Section 467 rental agreements 
with variable interest. If a section 467 
rental agreement provides variable in
terest on prepaid or deferred fixed rent, 
the term of the rental agreement for 
purposes of calculating 110 percent of 
the applicable Federal rate is deter
mined in accordance with paragraph 
(e)(4)(i) of this section by substituting 
for the term of the rental agreement, 
the longest period between interest rate 
adjustment dates, or, if the rental 
agreement provides an initial fixed rate 
of interest on prepaid or deferred fixed 
rent, the period between the agreement 
date and the last day the fixed rate 
applies, if this period is longer. If, as 
described in § 1. 1 274-4(c)(2)(ii), the 
rental agreement provides for a 
qualified floating rate (as defined in 
§1.1275-5(b» that in substance resem
bles a fixed rate, 110 percent of the 
applicable Federal rate is determined 
by reference to the lease term. 

(f) Examples. The following exam
ples illustrate the application of this 
section. In each of these examples it is 
assumed that constant rental accrual 
does not apply: 

Example 1. (i) C agrees to lease property from 
D for five years beginning on January 1, 1998, 
and ending on December 31, 2002. The section 



467 rental agreement provides that rent of 
$100,000 accrues in each calendar year in the 
lease term and that rent of $500,000 plus 
$120,000 of interest is payable on December 31, 
2002. Assume that the parties select the calendar 
year as the rental period and that 110 percent of 
the applicable Federal rate based on annual 
compounding is 10 percent. 

(ii) The rental agreement has deferred rent 
under § 1.467-1(c)(3)(i) because the fixed rent 
allocated to calendar years 1998, 1999, and 2000 
is not paid until 2002. In addition, because the 
rental agreement does not state an interest rate, 
the rental agreement does not satisfy the 
requirements of paragraph (b)(1 )(ii) of this 
section. Thus, the adequacy of interest must be 
determined under paragraph (b)(1 )(iii) of this 
section. 

(iii)(A) Because the rental agreement has 
deferred fixed rent and no prepaid rent, the 
agreement has adequate interest only if the 
present value rules provided in paragraph 
(b)(1)(iii) are met. The present value of all fixed 
rent and interest payable under the rental 
agreement is $384,971.22, determined as follows: 
$384,971.22 = $620,000/(1.10)5. The present 
value of all fixed rent allocated under the rental 
agreement (discounting the amount of fixed rent 
allocated to a rental period from the last day of 
the rental period) is $379,078.68, determined as 
follows: 

$37907878 = $1000000 X 1-(1.10)5 ,. , .10 

(B) Accordingly, the sum of the present 
values of amounts payable exceeds the sum of 
the present values of fixed rent allocated. The 
rental agreement provides adequate interest on 
fixed rent. 

(iv) For an example illustrating the computa
tion of the yield on the rental agreement and the 
allocation of the interest and rent provided for 
under the rental agreement, see § 1.467-4(f), 
Example 2. 

Example 2. (i) E and F enter into a section 467 
rental agreement for the lease of equipment 
beginning on January 1, 1998, and ending on 
December 31, 2002. The rental agreement 
provides that rent of $100,000 accrues for each 
calendar month during the lease term. All rent is 
payable on December 31, 2002, together with 
interest on accrued rent at a qualified floating 
rate set at a current value (as defined in 
§1.1275-5(a)(4» that is compounded at the end 
of each calendar month and adjusted at the 
beginning of each calendar month throughout the 
lease term. Therefore, the rental agreement 
provides for variable interest within the meaning 
of paragraph (b )(2) of this section. 

(ii) On the agreement date the qualified 
floating rate is 7.5 percent, and 110 percent of 
the applicable Federal rate, as defined in 
paragraph (e)(3) of this section, based on 
monthly compounding, is 7 percent. Under 
paragraph (b )(2) of this section, the fixed rate 
substitute for the qualified floating rate is 7.5 
percent and the agreement is treated as providing 
for interest at this fixed rate for purposes of 
determining whether adequate interest is 
provided under paragraph (b) of this section. 
Accordingly, the requirements of paragraph 
(b)(1)(ii) of this section are satisfied, and the 
rental agreement has adequate interest. 

Example 3. (i) X and Y enter into a section 
467 rental agreement for the lease of real 

property beginning on January I, 1998, and 
ending on December 31, 2000. The rental 
agreement provides that rent of $80,000 is 
allocable to 1998, $100,000 is allocable to 1999, 
and $120,000 is allocable to 2000. Under the 
rental agreement, Y must make a $300,000 
payment on December 31, 2000. Assume that 
both X and Y choose the calendar year as the 
rental period, X and Y are calendar year 
taxpayers, and 110 percent of the applicable 
Federal rate is 8.5 percent compounded annually. 
Assume further that the rental agreement fails to 
provide adequate interest under paragraph (b)(I) 
of this section. Therefore, under § 1.467-1 (d)
(2)(ii), the fixed rent for each rental period is the 
proportional rental amount. 

(ii)(A) The proportional rental amount is 
computed under paragraph (c) of this section. 
Because the rental agreement does not call for 
any fixed rent payments prior to the lease term, 
under paragraph (d) of this section, present value 
is determined as of the first day of the first rental 
period in the lease term. The sum of the present 
values of the amounts payable by the lessee 
under the rental agreement is computed as 
follows: 

$234871 43 = $300,000 
,_. (1 + .085)3 

(B) The sum of the present values of the fixed 
rent allocated to each rental period (discounting 
the fixed rent allocated to a rental period from 
the last day of such rental period) is computed as 
follows: 

$252,627.22 = $80,000 + $100,000 + $120,000 
(I + .085) (1 + .085)2 (1 + .085)3 

(e) Thus, the fraction for determining the 
proportional rental amount is .9297194 
($234,872.43/$252,627.22). The section 467 
fixed rents for the taxable years within the lease 
term are: 

Taxable 
year 

1998 
1999 
2000 

Section 467 rent 

$ 74,377.55 ($ 80,000 X .9297194) 
92,971.94 ($100,000 X .9297194) 

111,566.33 ($120,000 X .9297194) 

§1.467-3 Disqualified leasebacks and 
long-term agreements. 

(a) General rule. Under §1.467-
1 (d)(2)(i), constant rental accrual (as 
described under paragraph (d) of this 
section) must be used to determine the 
fixed rent for each rental period in the 
lease term if the section 467 rental 
agreement is a disqualified leaseback or 
long-term agreement within the mean
ing of paragraph (b) of this section. 

(b) Disqualified leaseback or long
term agreement-(1) In general. A 
leaseback (as defined in paragraph 
(b)(2) of this section) or a long-term 
agreement (as defined in paragraph 
(b)(3) of this section) is disqualified 
only if-

(i) The amount determined with re
spect to the section 467 rental agree
ment under §1.467-1(c)(4) (relating to 
the exception for rental agreements 
involving total payments of $250,000 
or less) exceeds $2,000,000; 

(ii) A principal purpose for provid
ing increasing or decreasing rent is the 
avoidance of Federal income tax (as 
described in paragraph (c) of this 
section); and 

(iii) The Commissioner determines 
that it is appropriate to treat the section 
467 rental agreement as a disqualified 
leaseback or long-term agreement. 

(2) Leaseback. A section 467 rental 
agreement is a leaseback if the lessee 
(or a related person) had any interest 
(other than a de minimis interest) in the 
property at any time during the two
year period ending on the agreement 
date. For this purpose, interests in 
property include options and agree
ments to purchase the property 
(whether or not the lessee or related 
person was considered the owner of the 
property for Federal income tax pur
poses) and, in the case of subleased 
property, any interest as a sublessor. 

(3) Long-term agreement-(i) In 
general. A section 467 rental agree
ment is a long-term agreement if the 
lease term exceeds 75 percent of the 
statutory recovery period for the 
property. 

(ii) Statutory recovery period-(A) 
In general. The term statutory recovery 
period means-

(1) In the case of property deprecia
ble under section 168, the applicable 
period determined under section 
467(e)(3)(A); 

(2) In the case of land, 19 years; and 
(3) In the case of any other tangible 

property, the period that would apply 
under section 467(e)(3)(A) if the prop
erty were property to which section 
168 applied. 

(B) Special rule for leases of prop
erties having different statutory recnv
ery periods. In the case of a lease of 
two or more related properties that 
have different statutory recovery peri
ods, the statutory recovery period for 
purposes of paragraph (b)(3)(ii)(A) of 
this section is the weighted average. 
based on the fair market values of the 
properties on the lease date, of the 
statutory recovery periods of each of 
the properties. 

(c) Tax avoidance as principal pur
pose for increasinR or decreasinR 
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rent-(l) In general. Whether tax 
avoidance is a principal purpose for 
providing increasing or decreasing rent 
in a leaseback or long-term agreement 
is based on all of the facts and cir
cumstances. However, if either the 
lessee or the lessor is not subject to 
Federal income tax on its income or is 
a tax-exempt entity (within the mean
ing of section l68(h)(2», the agree
ment will be closely scrutinized and 
clear and convincing evidence will be 
required to establish that tax avoidance 
is not a principal purpose for providing 
increasing or decreasing rent. 

(2) Safe harbors. Tax avoidance is 
not considered to be a principal pur
pose for providing increasing or de
creasing rent if-

(i) The rent allocated to each calen
dar year (determined without regard to 
any increase or decrease attributable to 
a provision described in paragraph 
(c)(2)(ii)(C) of this section) does not 
vary from the average rent allocated to 
all calendar years by more than 10 
percent (for this purpose, the rent 
allocated to a partial calendar year is 
adjusted by multiplying the rent by the 
number of partial years in a full 
calendar year); or 

(ii) All of the increases and de
creases in rent are attributable to one or 
more of the following provisions-

(A) A provision requiring an in
crease in rent equal to a percentage of 
the lessee's receipts (gross or net) if 
the percentage does not vary through
out the term of the lease; 

(B) A provision requiring an adjust
ment based on a reasonable price index 
as described in §1.467-I(h); 

(C) A provision requiring the lessee 
to pay third-party costs as described in 
§1.467-1(h); or 

(D) A rent holiday provision allow
ing reduced rent (including no rent) for 
an interim period at the beginning of 
the lease term, but only if the duration 
of the rent holiday does not exceed the 
lesser of 24 months or 10 percent of 
the lease term and there is a substantial 
business purpose for the rent holiday 
provision. 

(d) Calculating constant rental 
amount-( 1) In general. Except as 
provided in paragraph (d)(2) of this 
section, the constant rental amount is 
the amount that, if paid at the end of 
each rental period, would result in a 
present value equal to the present value 
of all amounts payable under the dis-
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qualified leaseback or long-term aaree
ment as rent and interest. In comp~ting 
the constant rental amount, the rules 
for determining present value are the 
same as those provided in § 1.467-2(d) 
for computing the proportional rental 
amount. If constant rental accrual is 
required, all rental periods (other than 
an initial or final short period of not 
more than one month) must be equal in 
length and satisfy the requirements of 
§ 1.467-10)(5). 

(2) Initial or final short periods. If a 
disqualified leaseback or long-term 
agreement has an initial or final short 
rental period, the constant rental 
amount for the initial or final short 
period may be determined under any 
reasonable method. However, the sum 
of the present values of all the constant 
rental amounts must equal the present 
values of all amounts payable under the 
disqualified leaseback or long-term 
agreement as rent and interest. Any 
adjustment necessary to eliminate the 
section 467 loan balance because of the 
method used to determine the constant 
rental amount for short periods must be 
taken into account as section 467 rent 
for the final rental period. 

(3) Method to determine constant 
rental amount; no short periods-(i) 
Step 1. Determine the present value of 
amounts payable under the disqualified 
leaseback or long-term agreement as 
rent or interest. 

(ii) Step 2. Determine the present 
value of $1 to be received at the end of 
each rental period during the lease term 
as of the first day of the first rental 
period during the lease term (or, if 
earlier, the first day a rent payment is 
required under the rental agreement). 

(iii) Step 3. Divide the amount deter
mined in paragraph (d)(3)(i) of this 
section (Step 1) by the number of 
dollars determined in paragraph 
(d)(3 )(ii) of this section (Step 2). 

(e) Example. The following example 
illustrates the application of paragraph 
(d) of this section: 

Example. (i) X and Y enter into a disqualified 
leaseback for a 5-year lease of personal property 
beginning on January I, 1998, and ending on 
December 31, 2002. The rental agreement pro
vides that $0 of rent is allocated to years 1998, 
1999, and 2000, and that rent of $17,500,000 is 
allocated to years 2001 and 2002. The rental 
agreement provides that the rent allocated to 
each year is payable on December 31 of that 
year. Assume all rental periods are the calendar 
year. Assume also that 110 percent of the 
applicable Federal rate based on annual com
pounding is 12 percent. 

(ii) Step 1 in calculating the constant rental 
amount is to determine the present value of the 
two payments due under the rental agreement as 
follows: 

$21051536 = $17,500,000 $17,500,000 
" (1.12)4 + (1.12)5 

(iii) Because no amounts of rent are payable 
before the lease term, Step 2 in calculating the 
constant rental amount is to determine the 
present value as of the first day of the lease term 
of $1 to be received at the end of each rental 
period during the lease term. This results in a 
present value of $3.6047762. In Step 3 the 
amount determined in Step 1 is divided by the 
number of dollars determined in Step 2. Thus, 
the constant rental amount is $5,839,901 for each 
calendar year during the lease term computed as 
follows: 

$5,839,901 = $21,051,536 
3.6047762 

§1.467-4 Section 467 loan. 

(a) In general-(1) Overview. Ex
cept as provided in paragraph (a)(2) of 
this section, the section 467 loan rules 
of this section apply to a section 467 
rental agreement if, as of the first day 
of that period, there is a difference 
between the amount of fixed rent 
payable under the rental agreement on 
or before the first day and the amount 
of fixed rent required to be accrued in 
accordance with § 1.467-l(d)(2) before 
the first day. Paragraph (b) of this 
section provides rules for computing 
the principal balance of a section 467 
loan at the beginning of any rental 
period. The principal balance of a 
section 467 loan may be positive or 
negative. For purposes of the Code, if 
the principal balance is positive, the 
amount represents a loan from the 
lessor to the lessee and, if the principal 
balance is negative, the amount repre
sents a loan from the lessee to the 
lessor. 

(2) No section 467 loan in the case 
of certain section 467 rental agree
ments. Except as provided in paragraph 
(a)(3) and (4) of this section, this 
section does not apply to section 467 
rental agreements that provide adequate 
interest under §1.467-2(b)(1)(i) (agree
ments with no deferred or prepaid rent) 
or §1.467-2(b)(l)(ii) (agreements with 
deferred or prepaid rent that provide 
adequate stated interest at a single 
fixed rate). 

(3) Rental agreements subject to 
constant rental accrual. Notwithstand
ing the provisions of paragraph (a)(2) 
of this section, this section applies to 



rental agreements subject to constant 
rental accrual under § 1.467-3. 

(4) Special rule in applying the 
provisions of §1.467-7(e) or (f). Not
withstanding the provisions of para
graph (a)(2) of this section, this section 
applies to rental agreements that 
provide adequate interest under 
§ 1.467-2(b)(1 )(i) or (ii), but only for 
purposes of applying the provisions of 
§ 1.467-7(e) (relating to dispositions of 
property subject to a section 467 rental 
agreement) or § 1.467-7(f) (relating to 
assignments by lessees and lessee
financed renewals) to a transaction 
described therein. Further, for section 
467 rental agreements that provide 
adequate interest under § 1.467-2(b)
(l)(i) or (ii), the section 467 interest 
that accrues on the section 467 loan 
balance after the sale, exchange, or 
other disposition under §1.467-7(e) or 
the assignment or renewal under 
§ 1.467-7(f) is the section 467 interest 
that accrues under the terms of the 
rental agreement (if any). 

(b) Principal balance-( 1) In gen
eral. Except as provided in paragraph 
(b)(2) of this section or in §1.467-7(e) 
or (f), the principal balance of the 
section 467 loan at the beginning of a 
rental period equals the fixed rent 
accrued in preceding rental periods-

(i) Increased by the interest on fixed 
rent includible in the gross income of 
the lessor for preceding rental periods 
and any amount payable by the lessor 
on or before the first day of the rental 
period as interest on prepaid fixed rent; 
and 

(ii) Decreased by the interest on 
prepaid fixed rent includible in the 
gross income of the lessee for preced
ing rental periods and any amount 
payable by the lessee on or before the 
first day of the rental period as fixed 
rent or interest thereon. 

(2) Section 467 rental agreements 
that provide for prepaid fixed rent and 
adequate stated interest. If a section 
467 rental agreement calls for prepaid 
fixed rent and provides adequate inter
est under §1.467-2(b)(l)(iv), the princi
pal balance of the section 467 loan at 
the beginning of a rental period equals 
the principal balance determined under 
paragraph (b)(l) of this section, plus 
the fixed rent accrued for that rental 
period. 

(3) Timing of payments. For pur
poses of this paragraph (b), the day on 
which an amount is payable is deter
mined under the rules of § 1.467-
IG)(2). 

(c) Yield-( I) In general-(i) 
Method of determining yield. Except as 
provided in paragraph (c)(2) of this 
section, the yield of a section 467 loan 
is the discount rate at which the sum of 
the present values of all amounts 
payable by the lessee as fixed rent and 
interest on fixed rent, plus the sum of 
the present values of all amounts 
payable by the lessor as interest on 
prepaid fixed rent, equals the sum of 
the present values of the fixed rent that 
accrues in accordance with § 1.467-
l(d)(2). The yield must be constant 
over the term of the section 467 rental 
agreement, and, when expressed as a 
percentage, must be calculated to at 
least two decimal places. 

(ii) Method of stating yield. In deter
mining the section 467 interest for a 
rental period, the yield of the section 
467 loan must be stated appropriately 
by taking into account the length of the 
rental period. Section 1.1272-1 G) Ex
ample 1 provides a formula for con
verting a yield based on a period of 
one length to an equivalent yield based 
on a period of a different length. 

(iii) Rounding adjustments. Any ad
justment necessary to eliminate the 
section 467 loan because of rounding 
the yield to two or more decimal places 
must be taken into account as section 
467 interest for the final rental period 
determined as provided in paragraph 
(e) of this section. 

(2) Yield of section 467 rental 
agreements for which constant rental 
amount or proportional rental amount 
is computed. In the case of a section 
467 rental agreement to which § 1.467-
l(d)(2)(i) or (ii) applies, the yield of 
the section 467 loan equals 110 percent 
of the applicable Federal rate (based on 
a compounding period equal to the 
rental period). 

(3) Determination of present values. 
The rules for determining present value 
in computing the yield of a section 467 
loan are the same as those provided in 
§ 1.467-2(d) for computing the propor
tional rental amount. 

(d) Contingent payments. Except as 
otherwise required under § 1.467-6, 
contingent payments are not taken into 
account in calculating either the yield 
or the principal balance of a section 
467 loan. 

(e) Section 467 rental agreements 
that call for payments before or after 
the lease term. If a section 467 rental 
agreement calls for the payment of 
fixed rent or interest thereon before the 

beginning of the lease term, this 
section must be applied by treating the 
period beginning on the first day an 
amount is payable and ending ( . the 
day before the beginning of the first 
rental period of the lease term as one 
or more rental periods. If a rental 
agreement calls for the payment of 
fixed rent or interest thereon after the 
end of the lease term, this section must 
be applied by treating the period 
beginning on the day after the end of 
the last rental period of the lease term 
and ending on the last day an amount 
of fixed rent or interest thereon is 
payable as one or more rental periods. 
Rental period length for the period 
before the lease term or after the lease 
term is determined in accordance with 
the rules of §1.467-IG)(5). 

(f) Examples. The following exam
ples illustrate the application of this 
section: 

Example. (i)(A) A leases property to B for a 
three-year period beginning on January I. 1998, 
and ending on December 31, 2000. The section 
467 rental agreement has the following rent 
allocation schedule and payment schedule: 

Rent 
Allocation Paymelll 

1998 $400,000 
1999 600,000 
2000 800,000 $1,800,000 

(B) The rental agreement requires a $1.8 
million payment to be made on December 31, 
2000, but does not provide for interest on 
deferred rent. Assume A and B choose the 
calendar year as the rental period length. Assume 
further that 110 percent of the applicable Federal 
rate based on annual compounding is 10 percent. 

(ii) The rental agreement is not a disqualified 
leaseback or long-term agreement because it does 
not provide for the payment of more than 
$2,000,000 in rent (determined pursuant to 
§1.467-3(b)(l)(i». Because the section 467 
rental agreement does not provide adequate 
interest under § 1.467-2(b) and is not subject to 
constant rental accrual, the fixed rent that 
accrues during each rental period is the propor
tional rental amount as described in § 1.467-2(c). 
The proportional rental amounts for each rental 
period are as follows: 

1998 $370,370.37 
1999 555,555.56 
2000 740,740.74 

(iii) A section 467 loan arises at the beginning 
of the second rental period because the rent 
payable on or before that day (zero) is less than 
the fixed rent accrued under § 1.467 -I( d)( 2) in 
all preceding rental periods ($370,370.37). Under 
paragraph (c)(2) of this section, the yield of the 
loan is equal to 110 percent of the applicable 
Federal rate (10 percent compounded annually). 
Because no payments are treated as made on or 
before the first day of the second rental period, 
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the principal balance of the loan at the beginning 
of the second rental period is $370,370.37. The 
interest for the second rental period on fixed rent 
is $37,037.04 (.10 x $370,370.37) and, under 
§1.467-I(e)(3), is treated as interest income of 
the lessor and as an interest expense of the 
lessee. 

(iv) Because no payments are made on or 
before the first day of the third rental period, the 
principal balance of the loan at the beginning of 
the third rental period is equal to the fixed rent 
accrued during the first and second rental periods 
plus the lessor's interest income on fixed rent for 
the second rental period ($962,962.97 = 
$370,370.37 + $555,555.56 + $37,037.04). The 
interest for the third rental period on fixed rent is 
$96,296.30 (.10 x $962,962.97). Thus, the sum 
of the t1xed rent and interest on fixed rent for the 
three rental periods is equal to the total amount 
paid over the lease term (first year fixed rent 
accrual. $370,370.37, plus second year fixed rent 
and interest accrual. $555,555.56 + $37,037.04, 
plus third year fixed rent and interest accrual, 
$740,740.74 + $96,296.30, equals $1,800,000). B 
takes the amounts of interest and rent into 
account as expense and A takes such amounts 
into account as income for the calendar years 
identified above, regardless of their respective 
methods of accounting. 

Example 2. (i) The facts are the same as in 
Example I, § 1.467-2(0. 

(ii)(A) Pursuant to paragraph (c)(l) of this 
section, the yield of the section 467 loan is 
10.775078%, compounded annually. The follow
ing is a schedule of the rent allocable to each 
rental period during the lease term, the balance 
of the section 467 loan as of the end of each 
rental period (determined, in the case of the 
calendar year 2002, without regard to the single 
payment of rent and interest in the amount of 
$620,000 payable on the last day of the lease 
term), and the interest on the section 467 loan 
allocable to each rental period: 

Calendar Section Section 467 
Year 467 Section 467 Loan 

IlIIerest Rem Balance 

1988 $ 0 $100,000.00 $100,000.00 
1999 10,775.08 100,000.00 210,775.08 
2000 22,711.18 100,000.00 333,486.26 
2001 35,933.41 100,000.00 469,419.67 
2002 50,580.33 100,000.00 620,000.00 

(B) C takes the amounts of interest and rent 
into account as expense and D takes such 
amounts into account as income for the calendar 
years identified above, regardless of their respec
tive methods of accounting. 

§1.467-5 Section 467 rental 
agreements with variable interest. 

(a) Variable interest on deferred or 
prepaid rent-(l) In general. This 
section provides rules for computing 
section 467 rent and interest in the case 
of section 467 rental agreements 
providing variable interest. For pur
poses of this section, a rental agree
ment provides for variable interest if 
the rental agreement provides for stated 
interest that is paid or compounded at 
least annually at a rate or rates that 
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meet the requirements of § 1.1 275-5(a)
(3)(i)(A) or (B) and §1.l275-5(a)(4). If 
a section 467 rental agreement provides 
for interest that is neither variable 
interest nor determined by reference to 
a fixed rate, the amount of any interest 
will be treated as a contingent payment 
subject to § 1.467-6. 

(2) Exceptions. This section is not 
applicable to section 467 rental agree
ments that provide adequate interest 
under § 1.467-2(b)(l)(i) (agreements 
with no deferred or prepaid rent) or 
§1.467-2(b)(l)(ii) (rental agreements 
with stated interest at a single fixed 
rate). The exceptions in this paragraph 
(a)(2) do not apply to rental agreements 
subject to constant rental accrual under 
§1.467-3. 

(b) Variable rate treated as fixed
(1) In general. If a section 467 rental 
agreement provides variable interest-

(i) The fixed rate substitutes (deter
mined in the same manner as under 
§ 1.1275-5(e) treating the agreement 
date as the issue date) for the variable 
rates of interest on prepaid or deferred 
fixed rent provided by the rental 
agreement must be used in computing 
the proportional rental amount under 
§ 1.467-2(c), the constant rental amount 
under § 1.467-3(d), the principal bal
ance of a section 467 loan under 
§ 1.467-4(b), and the yield of a section 
467 loan under §1.467-4(c); and 

(ii) The interest on fixed rent for any 
rental period is equal to the amount 
that would be determined under 
§1.467-1(e)(2) if the section 467 rental 
agreement did not provide variable 
interest, using the fixed rate substitutes 
determined under paragraph (b)(l )(i) of 
this section in place of the variable 
rates called for by the rental agreement, 
plus the variable interest adjustment 
amount provided in paragraph (b)(2) of 
this section. 

(2) Variable interest adjustment 
amount-(i) In general. The variable 
interest adjustment amount for a rental 
period equals the difference between-

(A) The amount of interest that, 
without regard to section 467, would 
have accrued during the rental period 
under the terms of the section 467 
rental agreement; and 

(B) The amount of interest that, 
without regard to section 467, would 
have accrued during the rental period 
under the terms of the section 467 
rental agreement using the fixed rate 
substitutes determined under paragraph 

(b)(1)(i) of this section in place of the 
variable interest rates called for by the 
rental agreement. 

(ii) Sign of adjustment. If the amount 
determined Tmder paragraph (b)(2)(i)
(A) of this ~ection is greater than the 
amount determined under paragraph 
(b)(2)(i)(B) of this section, the variable 
interest adjustment amount is positive. 
If the amount determined under para
graph (b)(2)(i)(A) of this section is less 
than the amount determined under 
paragraph (b )(2)(i)(B) of this section, 
the variable interest adjustment amount 
is negative. 

(3) Section 467 loan balance. The 
variable interest adjustment amount is 
not taken into account in determining 
the principal balance of a section 467 
loan under § 1.467-4(b). Instead, the 
section 467 loan balance is computed 
as if all amounts payable under the 
section 467 rental agreement were 
based on the fixed rate substitutes 
determined under paragraph (b)(l)(i) of 
this section. 

(c) Examples. The following exam
ples illustrate the application of this 
section: 

Example 1. (i) X and Y enter into a section 
467 rental agreement for the lease of personal 
property beginning on January I, 1998, and 
ending on December 31, 2000. It allocates 
$100,000 of rent to 1998, $200,000 to 1999, and 
$100,000 to 2000, and requires the lessee to pay 
all $400,000 of rent on December 31, 2000. The 
rental agreement requires the accrual of interest 
on unpaid accrued rent at two different qualified 
floating rates (as defined in § 1.1275-5(b», one 
for 1999 and the other for 2000, such interest to 
be paid on December 31 of the year it accrues. 
The rental agreement provides that the qualified 
floating rate is set at a current value within the 
meaning of §1.l275-5(a)(4). Assume that on the 
agreement date, 110 percent of the applicable 
Federal rate is 10 percent, compounded annUally. 

(ii) The rental agreement is not a disqualified 
leaseback or long-term agreement because it does 
not provide for the payment of more than 
$2,000,000 in rent (determined pursuant to 
§ 1.467-3(b)(1 lei»~. To determine if the section 
467 rental agreement provides for adequate 
interest under §1.467-2(b), §1.467-2(b)(2) re
quires the use of fixed rate substitutes (in this 
example determined in the same manner as under 
§ 1.1275-5(e)(3)(i) treating the agreement date as 
the issue date) in place of the variable rates 
called for by the rental agreement. Assume that 
on the agreement date the qualified floating 
rates, and therefore the fixed rate substitutes, 
relating to 1999 and 2000 are 10 and 15 percent 
compounded annually. Taking into account the 
fixed rate substitutes, the sum of the present 
values of all amounts payable by the lessee as 
fixed rent and interest thereon is greater than the 
sum of the present values of the fixed rent 
allocated to each rental period. Accordingly, the 
rental agreement provides adequate interest under 
§1.467-2(b)(1)(iii) and the fixed rent accruing in 



each calendar year during the rental agreement is 
the fixed rent allocated under the rental 
agreement. 

(iii) Because the section 467 rental agreement 
provides for variable interest on unpaid accrued 
fixed rent at qualified floating rates and the 
qualified floating rates are set at a current value, 
the requirements of § 1.1275-5(a)(3)(i)(A) and 
(4) are met and the rental agreement provides for 
variable interest within the meaning of paragraph 
(a)(I) of this section. Therefore, under paragraph 
(b)(1 lei) of this section, the yield of the section 
467 loan is computed based on the fixed rate 
substitutes. Under § 1.467-4(c), the constant yield 
(rounded to two decimal places) equals 13.63 
percent compounded annually. Based on the 
fixed rate substitutes, the fixed rent, interest on 
fixed rent, and the principal balance of the 
section 467 loan, for each calendar year during 
the lease term, are as follows: 

Accrued Accrued Projected Cumulative 
Rem Illterest Paymem Loall 

1998 $100,000 $ 0 $ 0 $100,000 
303,630 

o 
1999 200,000 13,630 (10,000) 
2000 100,000 41,370 (445,000) 

(iv) To compute the actual reported interest on 
fixed rent for each calendar year, the variable 
interest adjustment amount, as described in 
paragraph (b)(2) of this section, must be added to 
the accrued interest determined in paragraph (iii) 
of this Example I. Assume that the variable rates 
for 1999 and 2000 are actually 11 and 14 
percent, respectively. Without regard to section 
467, the interest that would have accrued during 
each calendar year under the terms of the section 
467 rental agreement, and the interest that would 
have accrued under the terms of the rental 
agreement using the fixed rate substitutes deter
mined under paragraph (b)(1)(i) are as follows: 

1998 
1999 
2000 

Accrued Imerest 
Ullder Relltal 

Agreemellt 

$ 0 
11,000 
42,000 

Accrued Illterest 
Using Fixed Rate 

Substitutes 

$ 0 
10,000 
45,000 

(v) Under paragraph (b)(2) of this section, the 
variable interest adjustment amount is $1,000 
($11,000 - $10,0(0) for 1999 and is -$3,000 
($42,000 - $45,0(0) for 2000. Thus, under 
paragraph (b)(1)(ii) of this section, the actual 
interest on fixed rent for 1999 is $14,630 
($13,630 + $1,000) and for 2000 is $38,370 
($41,370 - $3,(00). 

Example 2. (i) The facts are the same as in 
Example 1 except that 110 percent of the 
applicable Federal rate is 15 percent compounded 
annually and the section 467 rental agreement 
does not provide adequate interest under § 1.467-
2(b). Consequently, the fixed rent for each 
calendar year during the lease is the proportional 
rental amount. 

(ii) The sum of the present values of the fixed 
rent provided for each calendar year during the 
lease term, discounted at 15 percent compounded 
annually, equals $303,936.87. 

(iii)(A) Paragraph (b)(1)(i) of this section 
requires the proportional rental amount to be 
computed based on the assumption that interest 
will accrue and be paid based on the fixed rate 
substitutes. Thus, the sum of the present values 
of the projected payments under the section 467 

rental agreement equals $300,156.16, computed 
as follows: 

$ 1 0,000/( 1.15)2 
445,OOO/(l.l5j3 

$ 7,561.44 
$300,156.16 

(B) The fraction for computing the proportional 
rental amount equals .9875609 
($300,156.16/$303,936.87). 

(iv) Based on the fixed rate substitutes, the 
fixed rent, interest on tixed rent, and the balance 
of the section 467 loan for each calendar year 
during the lease term are as follows: 

Propor- Accrued Projected Cumulative 
tional Rent interest Payment Loan 

1998 $ 98,756.09 $ 0.00 $ 0 $ 98,756.09 
1999 197,512.1814,813.41 (10,000) 301,081.68 
2000 98,756.0945,162.23 (445,000) 0.00 

(v) The variable interest adjustment amount in 
this example is the same as in Example 1. Under 
paragraph (b)(l)(ii) of this section, the actual 
interest on fixed rent for 1999 is $15,813.41 
($14,813.41 + $1,000) and for 2000 is 
$42,162.23 ($45,162.23 - $3,000). 

§1.467-6 Section 467 rental 
agreements with contingent payments. 
[Reserved] 

§1.467-7 Section 467 recapture and 
other rules relating to dispositions. 

(a) Section 467 recapture. Notwith
standing any other provision of the 
Code, except as provided in paragraph 
(c) of this section, a lessor disposing of 
property in a transaction to which this 
section applies must recognize the 
recapture amount (determined under 
paragraph (b) of this section) and treat 
that amount as ordinary income. This 
section applies to any disposition of 
property subject to a section 467 rental 
agreement that-

(1) Is a leaseback (as defined in 
§ 1.467-3(b )(2» or a long-term agree
ment (as defined in §1.467-3(b)(3»; 

(2) Is not disqualified under § 1.467-
3(b)(1 ); and 

(3) Allocates to any rental period 
fixed rent that, when annualized, ex
ceeds the annualized fixed rent allo
cated to any preceding rental period. 

(b) Recapture Recapture amount
(1) In general. The recapture amount 
for a disposition is the lesser of-

(i) The prior understated inclusions 
(determined under paragraph (b)(2) of 
this section); or 

(ii) The section 467 gain (determined 
under paragraph (b)(3) of this section). 

(2) Prior understated inclusions-(i) 
In general. The prior understated inclu
sions are the excess (if any) of-

(A) The aggregate amount of section 
467 rent and section 467 interest for 
the period during which the lessor held 
the property, determined as if the 
section 467 rental agreement were a 
disqualified leaseback or long-term 
agreement; over 

(B) The aggregate amount of section 
467 rent and section 467 interest 
accrued by the lessor during that 
period. 

(ii) Partial rental periods. For pur
poses of this paragraph (b )(2), the 
aggregate amounts described in para
graph (b )(2)(i)(A) and (B) of this 
section include a ratable portion of the 
section 467 rent and section 467 
interest for any partial rental period 
during which the lessor held the 
property. 

(3) Section 467 gain-(i) In general. 
Except as otherwise provided in para
graph (b)(3)(ii) of this section, the 
section 467 gain is the excess (if any) 
of-

(A) The amount realized from the 
disposition; over 

(B) The sum of the adjusted basis of 
the property and the amount of any 
gain from the disposition that is treated 
as ordinary income under any provision 
of subtitle A of the Code other than 
section 467(c) (e.g., section 1245 or 
1250). 

(ii) Certain dispositions. In the case 
of a disposition that is not a sale, 
exchange, or involuntary conversion, 
the section 467 gain is the excess (if 
any) of the fair market value of the 
property on the date of disposition over 
the amount determined under paragraph 
(b )(3 )(i)(B) of this section. 

(c) Special rules-(1) Gifts. Para
graph (a) of this section does not apply 
to a disposition by gift. However, see 
paragraph (c)( 4) of this section for 
dispositions by transferees. 

(2) Dispositions at death. Paragraph 
(a) of this section does not apply to a 
disposition if the basis of the property 
in the hands of the transferee is 
determined under section 1014(a). In 
the case of items constituting income in 
respect of a decedent, see section 691. 

(3) Certain tax-free exchanges-(i) 
In general. The recapture amount in the 
case of a disposition to which this 
paragraph (c)(3) applies is limited to 
the amount of gain recognized to the 
transferor (determined without regard 
to paragraph (a) of this section), 
reduced by the amount of any gain 
from the disposition that is treated as 
ordinary income under any provision of 
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subtitle A of the Code other than 
section 467(c). 

(ii) Dispositions covered. This para
graph (c)(3) applies to a disposition of 
property if the basis of the property in 
the hands of the transferee is deter
mined by reference to its basis in the 
hands of the transferor by reason of the 
application of section 332, 351, 361, 
721, or 731. 

(4) Dispositions by transferee. If the 
recapture amount with respect to a 
disposition of property (the first dis
position) is limited under paragraph 
(c)(1) or (3) of this section and the 
transferee subsequently disposes of the 
property in a transaction to which this 
section applies, the amount described 
in paragraph (b)(2)(i)(A) of this section 
must be increased for purposes of 
determining the recapture amount for 
such subsequent disposition by the 
excess (if any) of-

(i) The recapture amount on the first 
disposition, determined without regard 
to the limitations of paragraphs (c)(1) 
and (3) of this section; over 

(ii) The recapture amount on the first 
disposition determined after application 
of such limitations. 

(5) Like-kind exchanges and involun
tary conversions. If property is dis
posed of or converted and, before the 
application of paragraph (a) of this 
section, gain is not recognized in whole 
or in part under section 1031 or 1033, 
then the amount of section 467 gain 
taken into account by the lessor is 
limited to the sum of-

(i) The amount of gain recognized on 
the disposition or conversion of the 
property (determined without regard to 
paragraph (a) of this section); plus 

(ii) The fair market value of property 
acquired that is not subject to a section 
467 rental agreement and that is not 
taken into account under paragraph 
(c)(5)(i) of this section. 

(6) Installment sales. In the case of 
an installment sale of property to which 
paragraph (a) of this section applies-

(i) The recapture amount is recog
nized and treated as ordinary income in 
the year of the disposition; and 

(ii) Any gain in excess of the 
recapture amount shall be reported 
under the installment method of ac
counting if and to the extent that 
method is otherwise available under 
section 453. 

(7) Dispositions covered by sections 
170(e), 341(e)(12), or 751(c). For 
purposes of sections 170(e), 341(e)(l2), 
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and 751(c), amounts treated as ordinary 
income under paragraph (a) of this 
section must be treated in the same 
manner as amounts treated as ordinary 
income under section 1245 or 1250. 

(d) Examples. The following exam
ples illustrate the application of this 
section: 

Example 1. (i) X and Y enter into a section 467 
rental agreement for a 5-year lease of personal 
property beginning on January 1, 1997, and ending 
on December 31, 2001. The rental agreement 
provides that $0 of rent is allocated to 1997, 1998, 
and 1999, and $175,000 is allocated to each of the 
years 2000 and 200 1. The rental agreement 
provides that the calendar year will be the rental 
period and that the rent allocated to each calendar 
year is payable on the last day of that calendar 
year. Assume that both X and Y are calendar year 
taxpayers and that 110 percent of the applicable 
Federal rate is 11 percent, compounded annually. 
Assume further that the rental agreement is a long
term agreement (as defmed in §1.467-3(b)(3». 
The rental agreement is not a disqualified 
leaseback or long-term agreement because it does 
not provide for the payment of more than 
$2,000,000 in rent (determined pursuant to 
§1.467-3(b)(l)(i». Therefore, the fixed rent allo
cated under §1.467-1(c)(2)(ii) is zero for the first 
three rental periods and $175,000 for the fourth 
and fifth rental periods. 

(ii) On December 31, 1999, X sells the 
property subject to the section 467 rental 
agreement to an unrelated person for $990,000. 
At the time of the sale, X's adjusted basis in the 
property is $550,000. Thus, X's gain on the sale 
of the property is $440,000. Assume that none of 
this gain would be treated as ordinary income 
under any provision of the Internal Revenue 
Code other than section 467(c). Under paragraph 
(a) of this section, X is required to take the 
recapture amount into account as ordinary 
income. Under paragraph (b) of this section, the 
recapture amount is the lesser of the prior 
understated inclusions or the section 467 gain. 

(iii)(A) In computing the prior understated in
clusions under paragraph (b)(2), assume that the 
section 467 rent and section 467 interest (based on 
constant rental accrual) would be taken into account 
as follows if the section 467 rental agreement were 
a disqualified long-term agreement: 

Section Section 467 
467 Rent Interest 

1997 $59,290.59 $ 0 
1998 59,290.59 6,521.96 
1999 59,290.59 13,761.35 
2000 59,290.59 21,797.06 
2001 59,290.59 11,466.68 

(B) The aggregate amount of the section 467 
rent and section 467 interest (based on constant 
rental accrual) for 1997, 1998, and 1999 is 
$198,155.08 «3 x $59,290.59) + $6,521.96 + 
$13,761.35). Since X did not take any section 
467 rent or section 467 interest into account in 
1997, 1998, and 1999, the prior understated 
inclusions are also $198,155.08. Since none of 
the gain is treated as ordinary income under any 
provision of the Code other than section 467(c), 
the entire amount of gain ($440,000) is section 
467 gain. Accordingly, the recapture amount (the 
lesser of the prior understated inclusions or the 
section 467 gain) treated as ordinary income is 
$198.155.08. 

Example 2. (i) The facts are the same as in 
Example 1 except that the section 467 rental 
agreement specifies that rents accrue and are 
paid in the following pattern: 

Allocation Payment 

1997 $60,000 $ 0 
1998 65,000 0 
1999 70,000 0 
2000 75,000 175,000 
2001 80,000 175,000 

(ii)(A) Assume the section 467 rental agree
ment does not provide for adequate interest 
under § 1.467-2(b), and, therefore, the fixed rent 
for a rental period is the proportional rental 
amount. See § 1.467-1(d)(2)(ii). Assume that, 
under § 1.467-2(c), the following amounts would 
be required to be taken into account: 

Section 467 Section 467 
Rem Interest 

1997 $51,585.97 $ 0 
1998 55,884.80 5,674.46 
1999 60,183.63 12,445.98 
2000 64,482.46 20,435.23 
2001 68,781.28 10,526.19 

(B) The amount of section 467 rent and 
section 467 interest taken into account by A for 
1997, 1998, and 1999 is $185,774.84. Thus, the 
prior understated inclusions are $12,380.24 (the 
excess of the aggregate amount of section 467 
rent and section 467 interest, based on constant 
rental accrual, for these three years, $198,155.08, 
over the aggregate amount of section 467 rent 
and section 467 interest actually taken into 
account, $185,774.84). Since this amount is less 
than the section 467 gain, the recapture amount 
treated as ordinary income is also $12,380.24. 

(e) Other rules relating to disposi
tions-(1) In general. If property sub
ject to a section 467 rental agreement 
is sold, exchanged, or otherwise dis
posed of, the section 467 rent for a 
period is taken into account by the 
owner of the property during the 
period. The lessee, however, must 
continue to take section 467 rent and 
section 467 interest into account with
out regard to the change of ownership. 

(2) Treatment of section 467 loan. If 
there is a sale, exchange, or other 
disposition of property subject to a 
section 467 rental agreement (the trans
fer), the following rules apply in 
determining the amount of the section 
467 loan for the period after the 
transfer, the amount realized by the 
transferor, and the transferee's basis in 
the property: 

(i) The beginning balance of the 
transferor's section 467 loan is equal to 
the net present value at the time of the 
transfer of all subsequent amounts 
payable as fixed rent and interest on 
fixed rent to the transferor and all 
subsequent amounts payable as interest 
on prepaid fixed rent by the transferor. 



The transferor must continue to take 
into account interest on the transferor's 
section 467 loan balance after the date 
of the transfer. 

(ii) The beginning balance of the 
transferee's section 467 loan is equal to 
the principal balance of the section 467 
loan immediately before the transfer 
reduced (below zero, if appropriate) by 
the beginning balance of the trans
feror's section 467 loan. Amounts 
payable to the transferor are not taken 
into account in adjusting the trans
feree's section 467 loan balance. 

(iii) If the beginning balance of the 
transferee's section 467 loan is nega
tive, the transferor and transferee must 
treat the balance as a liability that is 
either assumed in connection with the 
transfer of the property or secured by 
the property acquired subject to the 
liability. If the beginning balance of the 
transferee's section 467 loan is posi
tive, the transferor and transferee must 
treat the balance as an additional asset 
acquired in connection with the transfer 
of the property. In the case of a 
positive beginning balance of the trans
feree's section 467 loan, the transferee 
will have an initial cost basis in the 
section 467 loan equal to the lesser of 
the beginning balance of the loan or 
the aggregate consideration for the 
transfer of the property subject to the 
section 467 rental agreement and the 
transfer of the transferor's interest in 
the section 467 loan. 

(3) Special rules for transfers in 
certain nonrecognition transactions. 
[Reserved] 

(f) Treatment of assignments by 
lessee and lessee-financed renewals
(1) Substitute lessee use. If a lessee 
assigns its interest in a section 467 
rental agreement to a substitute lessee 
or a period when a substitute lessee has 
the use of property subject to a rental 
agreement is otherwise included in the 
lease term under § 1.467-l(h), the sec
tion 467 rent for a period is taken into 
account by the person having the use of 
the property during the period. In 
addition, the following rules apply in 
determining the amount of the section 
467 loan for the period when the 
substitute lessee has use of the property 
and in computing the taxable income of 
the lessee and substitute lessee-

(i) The beginning balance of the 
lessee's section 467 loan is equal to the 
net present value, as of the date on 
which the substitute lessee first has use 
of the property, of all amounts subse
quently payable by the lessee as fixed 
rent and interest on fixed rent and all 

amounts subsequently payable as inter
est on prepaid fixed rent to the lessee. 
For purposes of this paragraph (f), any 
amount otherwise payable by the lessee 
shall not be treated as an amount 
subsequently payable by the lessee to 
the extent that such payment, if made 
by the lessee, would give rise to a right 
of contribution or other similar claim 
against the substitute lessee or any 
other person. The lessee must continue 
to take into account interest on the 
lessee's section 467 loan balance after 
the substitute lessee first has use of the 
property. 

(ii) The beginning balance of the 
substitute lessee's section 467 loan is 
equal to the principal balance of the 
section 467 loan immediately before the 
substitute lessee first has use of the 
property reduced (below zero, if appro
priate) by the beginning balance of the 
lessee's section 467 loan. Amounts pay
able by the lessee to any person other 
than the substitute lessee (or a related 
person) or payable to the lessee by any 
person other than the substitute lessee (or 
a related person) are not taken into 
account in adjusting the substitute 
lessee's section 467 loan balance. 

(iii) If the beginning balance of the 
substitute lessee's section 467 loan is 
positive, the beginning balance is 
treated as- (A) Gross income of the 
lessee for the taxable year in which the 
substitute lessee first has use of the 
property; and 

(B) A liability that is either assumed 
in connection with the transfer of the 
leasehold interest to the substitute 
lessee or secured by property acquired 
subject to the liability. 

(iv) If the beginning balance of the 
substitute lessee's section 467 loan is 
negative-

(A) The beginning balance is treated 
as an amount incurred by the lessee for 
the taxable year in which the substitute 
lessee first has use of the property; and 

(B) Repayments of the beginning 
balance are items of gross income of 
the substitute lessee in the taxable year 
in which the repayment occurs (deter
mined by applying any repayment first 
to the beginning balance of the sub
stitute lessee's section 467 loan). 

(v) For purposes of paragraph 
(f)(l)(iv)(B) of this section, repayments 
occur as the negative balance is amor
tized through the net accrual of rent 
and negative interest. 

(2) Lessor use. If a period when the 
lessor has the use of property subject to 
a section 467 rental agreement is 

included in the lease term under 
§ 1.467-1 (h), the section 467 rent for 
the period is not taken into account and 
the lessor is treated as a substitute 
lessee for purposes of paragraph (f)( I) 
of this section. 

(3) Special rules for transfers in 
certain nonrecognition transactions. 
[Reserved] 

§1.467-8 Effective date. 

Sections 1.467-1 through 1.467-7 
are effective for-

(a) Rental agreements entered int~ 
after the date these regulations are 
published as final regulations in the 
Federal Register; and 

(b) Disqualified lease backs and long
term agreements entered into after June 
3, 1996. 

Margaret Milner Richardson, 
Commissioner of Internal Revenue. 

(Filed by the Office of the Federal Register on 
May 31, 1996, 8:45 a.m., and published in the 
issue of the Federal Register for June 3, 1996, 
61 F.R. 27834) 

Notice of Proposed Rulemaking 
and Notice of Public Hearing 

Qualified Small Business Stock 

IA-26-94 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rulemak
ing and notice of public hearing. 

SUMMARY: This document contains 
proposed regulations relating to the 50-
percent exclusion for gain from certain 
small business stock. The proposed 
regulations reflect changes to the law 
made by the Omnibus Budget Reconcili
ation Act of 1993 (OBRA '93) and 
provide guidance to the issuers and 
owners of the stock of certain small 
businesses. This document also provides 
a notice of public hearing on these 
proposed regulations. 

DATES: Written comments and outlines 
of oral comments to be presented at the 
public hearing scheduled for October 3, 
1996, must be received by September 4, 
1996. 

ADDRESSES: Send submissions to: 
CCDOM:CORP:R (IA-26-94), Room 
5226, Internal Revenue Service, POB 
7604. Ben Franklin Station, Washington, 
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DC 20044. In the alternative, submis
sions may be hand delivered between 
the hours of 8 a.m. and 5 p.m. to 
CCDOM:CORP:R (lA-26-94), Couri
er's Desk, Internal Revenue Service, 
1111 Constitution Avenue, NW, Wash
ington, DC. The public hearing will be 
held in Room 2615, Internal Revenue 
Building, 1111 Constitution Avenue, 
NW, Washington, DC 20224. 

SUPPLEMENTARY 
INFORMATION: 

Background 

This document contains proposed 
amendments to the Income Tax Regula
tions (26 CFR part 1) relating to section 
1202 of the Internal Revenue Code. 
Section 1202 was added by section 
13113 of OBRA '93. Section 1202 al
lows a taxpayer (other than a corpora
tion) to exclude 50 percent of certain 
gain from the sale of qualified small 
business stock held for more than 5 
years. 

Section 1202( c)(1) provides that only 
stock acquired after August 10, 1993, at 
its original issuance in exchange for 
money, property other than stock, or as 
compensation for services to the corpo
ration (other than as an underwriter) 
qualifies for the exclusion (the original 
issue requirement). Section 1202(c)(3) 
provides two rules to prevent evasion of 
the original issue requirement. Under the 
first rule, the exclusion does not apply 
to stock acquired by the taxpayer if, at 
any time during the 4-year period begin
ning 2 years before the issuance of such 
stock, the corporation purchased (di
rectly or indirectly) any of its stock 
from the taxpayer or a related person. 
Section l202(c)(3)(A). Under the second 
rule, the exclusion does not apply to 
stock issued by a corporation if, during 
the 2-year period beginning I year be
fore the issuance of such stock, the 
corporation made one or more purchases 
of its stock with an aggregate value (as 
of the time of the respective purchases) 
exceeding 5 percent of the aggregate 
value of all of its stock as of the 
beginning of the 2-year period. Section 
l202( c )(3)(B). 

The IRS and Treasury are concerned 
that, in many cases, redemptions that 
have neither the purpose nor the effect 
of evading the original issue require
ment may result in disqualification un
der these rules. Section 1202(k) autho
rizes Treasury to prescribe such 
regulations as may be appropriate to 
carry out the purposes of section 1202. 
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ExplanaTion of Provisions 

The proposed regulations permit a 
corporation to redeem de mInimiS 
amounts of stock without violating the 
anti-evasion rules. The proposed regula
tions also provide that certain redemp
tions that are incident to events affecting 
a shareholder and are unlikely to result 
in evasion of the original issue require
ment are disregarded in determining 
whether redemptions exceed the de 
minimis amounts. In particular, redemp
tions upon termination of a sharehold
er's employment or the death, disability, 
or mental incompetency of a shareholder 
are disregarded. Finally, the regulations 
clarify that transfers of stock by a 
shareholder to an employee in connec
tion with the performance of services 
are not treated as redemptions for pur
poses of the anti-evasion rules. 

The regulations will apply to stock 
issued after the date they are published 
as final regulations. The regulations will 
also apply to stock issued on or before 
that date, but only with respect to the 
effect of redemptions occurring after 
that date. 

Special Analyses 

It has been determined that this notice 
of proposed rulemaking is not a signifi
cant regulatory action as defined in EO 
12866. Therefore, a regulatory assess
ment is not required. It also has been 
determined that section 553(b) of the 
Administrative Procedure Act (5 U.S.c. 
chapter 5) and the Regulatory Flexibility 
Act (5 U.S.C. chapter 6) do not apply to 
these proposed regulations, and, there
fore, a Regulatory Flexibility Analysis is 
not required. Pursuant to section 7805(f) 
of the Internal Revenue Code, this no
tice of proposed rulemaking will be 
submitted to the Chief Counsel for Ad
vocacy of the Small Business Adminis
tration for comment on its impact on 
small businesses. 

Comments and Public Hearing 

Before these proposed regulations are 
adopted as final regulations, consider
ation will be given to any written com
ments (a signed original and 8 copies) 
that are submitted timely to the IRS. All 
comments will be available for public 
inspection and copying. 

The IRS and Treasury invite com
ments on matters addressed in the pro
posed regulations and suggestions for 
any additional exceptions and clarifica
tions that may be appropriate in the 
context of the purpose of section 

1202(c)(3) and the regulatory authority 
granted in section 1202(k). The IRS and 
Treasury specifically invite comments 
from the small business community. 

The IRS and Treasury are particularly 
interested in comments regarding the 
scope of the exception for redemptions 
incident to termination of employment. 
The IRS and Treasury are committed to 
extending the exception to independent 
contractors, but seek comments regard
ing how to determine when a termina
tion of the independent contractor's ser
vices has occurred. 

A public hearing has been scheduled 
for October 3, 1996, at 10 a.m. in Room 
2615, Internal Revenue Building, 1111 
Constitution Avenue, NW, Washington, 
DC. Because of access restrictions, visi
tors will not be admitted beyond the 
building lobby more than 15 minutes 
before the hearing starts. 

The rules of 26 CFR 601.601(a)(3) 
apply to the hearing. 

Persons that wish to present oral 
comments at the hearing must submit 
written comments and an outline of 
topics to be discussed and the time to be 
devoted to each topic (signed original 
and 8 copies) by September 4, 1996. 

A period of 10 minutes will be allot
ted to each person for making com
ments. 

An agenda showing the scheduling of 
the speakers will be prepared after the 
deadline for receiving outlines has 
passed. Copies of the agenda will be 
available free of charge at the hearing. 

* * * * * 

Proposed Amendments to the Regula
tions 

Accordingly, 26 CFR part 1 is pro
posed to be amended as follows: 

PART I-INCOME TAXES 

Paragraph 1. The authority citation for 
part I is amended by adding an entry in 
numerical order to read as follows: 

Authority: 26 U.S.c. 7805 * * * 
Section 1.1202-2 is also issued under 26 
U.S.c. 1202(k). 

* * * 
Par. 2. Sections 1.1202-0 and 

1.1202-2 are added to read as follows: 

§ 1.1202-0 Table of contents. 

This section lists the major captions 
that appear in the regulations under 
§ 1.1202-2. 



§ 1.1202-2 Qualified small business 
stock; effect of redemptions. 

(a) Redemptions from taxpayer or re-
lated person. 

(I) In general. 
(2) De minimis amount. 
(b) Significant redemptions. 
(1) In general. 
(2) De minimis amount. 
(c) Transfers by shareholders in con

nection with the performance of services 
not treated as purchases. 

(d) Exceptions for termination of ser
vices, death, or disability or mental 
incompetency. 

(l) Termination of services. 
(2) Death. 
(3) Disability or mental incompe

tency. 
(e) Effective date. 

§ 1.1202-2 Qualified small business 
stock; effect of redemptions. 

(a) Redemptions from taxpayer or re
lated person-(l) In general. Stock ac
quired by a taxpayer is not qualified 
small business stock if, in one or more 
purchases during the 4-year period be
ginning on the date 2 years before the 
issuance of the stock, the issuing corpo
ration purchases (directly or indirectly) 
more than a de minimis amount of its 
stock from the taxpayer or from a 
person related (within the meaning of 
section 267(b) or 707(b» to the tax
payer. 

(2) De minimis amount. For purposes 
of this paragraph (a), stock exceeds a de 
minimis amount only if the aggregate 
amount paid for the stock exceeds 
$10,000 and more than 2 percent of the 
stock held by the taxpayer and related 
persons is acquired. The following rules 
apply for purposes of determining 
whether the 2-percent limit is exceeded. 
The percentage of stock acquired in any 
single purchase is determined by divid
ing the stock's value (as of the time of 
purchase) by the value (as of the time of 
purchase) of all stock held (directly or 
indirectly) by the taxpayer and related 
persons immediately before the pur
chase. The percentage of stock acquired 
in multiple purchases is the sum of the 
percentages determined for each sepa
rate purchase. 

(b) Significant redemptions-(l) In 
general. Stock is not qualified small 
business stock if, in one or more pur
chases during the 2-year period begin
ning on the date I year before the 
issuance of the stock, the issuing corpo
ration purchases more than a de minimis 

amount of its stock and the purchased 
stock has an aggregate value (as of the 
time of the respective purchases) ex
ceeding 5 percent of the aggregate value 
of all of the issuing corporation's stock 
as of the beginning of such 2-year 
period. 

(2) De minimis amount. For purposes 
of this paragraph (b), stock exceeds a de 
minimis amount only if the aggregate 
amount paid for the stock exceeds 
$10,000 and more than 2 percent of all 
outstanding stock is purchased. The fol
lowing rules apply for purposes of de
termining whether the 2-percent limit is 
exceeded. The percentage of the stock 
acquired in any single purchase is deter
mined by dividing the stock's value (as 
of the time of purchase) by the value (as 
of the time of purchase) of all stock 
outstanding immediately before the pur
chase. The percentage of stock acquired 
in multiple purchases is the sum of the 
percentages determined for each sepa
rate purchase. 

(c) Transfers by shareholders in con
nection with the performance of services 
not treated as purchases. A transfer of 
stock by a shareholder to an employee 
or independent contractor (or to a ben
eficiary of an employee or independent 
contractor) is not treated as a purchase 
of the stock by the issuing corporation 
for purposes of this section even if the 
stock is treated as having first been 
transferred to the corporation under 
§ 1.83-6(d)(l) (relating to transfers by 
shareholders to employees or indepen
dent contractors). 

(d) Exceptions for termination of ser
vices, death, or disability or mental 
incompetency. A stock purchase is disre
garded for purposes of this section if-

(l) Termination of services-(i) Em
ployees and directors. The stock was 
acquired by the seller in connection with 
the performance of services as an em
ployee or director and the stock is 
purchased from the seller incident to the 
seller's retirement or other bona fide 
termination of such services; 

(ii) Independent contractors. [Re
served]; 

(2) Death. The stock is purchased 
from the deceased shareholder's estate, 
beneficiary, heir, surviving joint tenant, 
or from a surviving spouse or a trust 
established by a decedent, the stock is 
purchased within 3 years and 9 months 
from the date of death, and the stock (or 
an option to acquire the stock) was 
acquired by the seller before or on 
account of the death of the decedent; or 

(3) Disability or mental incompe
tency. The stock is purchased incident to 
the disability or mental incompetency of 
the selling shareholder. 

(e) Effective date. This section ap
plies to stock issued after the date these 
regulations are published as final regula
tions in the Federal Register. This 
section also applies to stock issued on 
or before the date these regulations are 
published as final regulations in the 
Federal Register, but only with respect 
to the effect of purchases by the issuing 
corporation that occur after that date. 

Margaret Milner Richardson, 
Commissioner of Internal Revenue. 

(Filed by the Office of the Federal Register on 
June 3, 1996. II :29 a.m., and published in the 
issue of the Federal Register for June 6, 1996, 61 
ER. 28821) 

Notice of Proposed Rulemaking 
and Notice of Public Hearing 

Definition of Reasonable Basis 

IA-42-95 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rulemak
ing and notice of public hearing. 

SUMMARY: This document contains 
proposed regulations relating to the 
accuracy-related penalty regulations un
der chapter I of the Internal Revenue 
Code. These amendments are necessary 
to define reasonable basis and provide 
corrections to final regulations relating to 
the accuracy-related penalty under chap
ter I of the Internal Revenue Code. The 
proposed regulations would affect all 
taxpayers who file tax returns. This 
document also provides notice of a pub
lic hearing on these proposed regulations. 

DATES: Written or electronically gener
ated comments must be received by 
February 10, 1997. Outlines of topics to 
be discussed at the public hearing 
scheduled for February 25, 1997, must 
be received by February 4, 1997. 

ADDRESSES: Send submissions to: 
CC:DOM:CORP:R (lA-42-95l, room 
5226, Internal Revenue Service, POB 
7604, Ben Franklin Station, Washington, 
DC 20044. In the alternative, submis
sions may be hand delivered between 
the hours of 8 a.m. and 5 p.m. to: 
CC:DOM:CORP:R (lA-42-95), Couri
er's Desk, Internal Revenue Service. 
IIII Constitution Avenue, NW, Wash-
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ington, DC., or electronically, via the 
IRS Internet site at: http://www.irs. 
us treas .gov 1 prod/tax_re g sl commen ts. 
htm!. The public hearing will be held in 
room 3313, Internal Revenue Building, 
1111 Constitution Avenue NW, Washing
ton, DC. 

SUPPLEMENTARY 
INFORMATION: 

Background 

On September 1, 1995, the IRS issued 
Treasury Decision 8617 (60 FR 45663), 
setting forth final regulations relating to 
the accuracy-related penalty under chap
ter I of the Internal Revenue Code. 
These regulations provided guidance 
concerning the reasonable basis standard 
for purposes of the negligence penalty 
(section 6662(b)(1)) and for purposes of 
the disclosure exception to the penalties 
for disregarding rules or regulations 
(section 6662(b)(1») and substantial un
derstatement of income tax (section 
6662(b)(2». In the preamble to the final 
regulations, Treasury requested com
ments and suggestions on providing fur
ther guidance on the reasonable basis 
standard. Treasury has not received any 
additional comment letters in response 
to this request for comments. Previous 
comments that were addressed in the 
preamble to the final regulations pub
lished on September I, 1995 have been 
considered in drafting these proposed 
regulations. 

Explanation of Provision 

Under the final regulations currently 
in place, the reasonable basis standard is 
"significantly higher than the not frivo
lous standard applicable to pre parers 
under 6694." These proposed regula
tions provide that the reasonable basis 
standard is not satisfied by a return 
position that is merely arguable or that 
is merely a colorable claim. A return 
position will generally satisfy the rea
sonable basis standard if it is reasonably 
based on one or more of the authorities 
set forth in § 1.6662-4(d)(3 )(iii) (taking 
into account the relevance and persua
siveness of the authorities, and subse
quent developments). Additionally, the 
proposed regulations clarify that if a 
return position does not satisfy the rea
sonable basis standard, the reasonable 
cause and good faith exception as set 
forth in § 1.6664--4 may still provide 
relief from the penalty. 

Special Analyses 

It has beep. determined that this notice 
of proposed rulemaking is not a signifi-
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cant regulatory action as defined in EO 
12866. Therefore, a regulatory assess
ment is not required. It also has been 
determined that section 553(b) of the 
Administrative Procedure Act (5 U.S.C. 
chapter 5) and the Regulatory Flexibility 
Act (5 U.S.c. chapter 6) do not apply to 
these regulations, and, therefore, a 
Regulatory Flexibility Analysis is not 
required. Pursuant to section 7805(f) of 
the Internal Revenue Code, this notice 
of proposed rulemaking will be submit
ted to the Chief Counsel for Advocacy 
of the Small Business Administration for 
comment on its impact on small busi
ness. 

Comments and Public Hearing 

Before these proposed regulations are 
adopted as final regulations, consider
ation will be given to any comments 
that are submitted timely (in the manner 
described under the ADDRESSES cap
tion) to the IRS. All comments will be 
available for public inspection and copy
ing. 

A public hearing has been scheduled 
for February 25, 1997, at 10 a.m., in 
room 3313, Internal Revenue Building, 
1111 Constitution Avenue NW, Washing
ton, DC. Because of access restrictions, 
visitors will not be admitted beyond the 
building lobby more than 15 minutes 
before the hearing starts. 

The rules of 26 CFR 601.601(a)(3) 
apply to the hearing. 

Persons that wish to present oral 
comments at the hearing must submit 
written or electronically generated com
ments (in the manner described under 
the ADDRESSES caption) by February 
10, 1997, and submit an outline of the 
topics to be discussed and the time 
devoted to each topic by February 4, 
1997. 

A period of 10 minutes will be allot
ted to each person for making com
ments. 

An agenda showing the scheduling of 
speakers will be prepared after the dead
line for receiving outlines has passed. 
Copies of the agenda will be available 
free of charge at the hearing. 

* * * * * 
Proposed Amendments to the Regula
tions 

Accordingly, 26 CFR part I is pro
posed to be amended as follows: 

PART I-INCOME TAXES 

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

Authority: 26 U.S.c. 7805 * * * 
Par. 2. Section 1.6662-0 is amended 

by: 
I. Revising the entry for § 1.6662-2. 
2. Removing the entries for 

§§ 1.6662-3(b )(3 )(i) and (ii). 
3. Revising the entry for § 1.6662-

7(d). 4 
. Removing the entries for 

§§ 1.6662-7(d)(l) and (2). 
The amendments and revisions read 

as follows: 

§ 1.6662-0 Table of contents. 

* * * * * 

§ 1.6662-2 Accuracy-related penalty. 

* * * * * 

§ 1.6662-7 Omnibus Budget Reconcili
ation Act of 1993 changes to the 
accuracy-related penalty. 

* * * * * 
(d) Reasonable basis. 

* * * * * 
Par. 3. Section § 1.6662-3 is 

amended by: 
I. Revising the third sentence in 

paragraph (b)( 1) introductory text. 
2. Revising paragraph (b)(3). 
The revisions read as follows: 

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

* * * * 
(b)* * *(1) * * * A return pOSItIOn 

that has a reasonable basis as defined in 
paragraph (b)(3) of this section is not 
attributable to negligence. * * * 

* * * * * 

(3) Reasonable basis. Reasonable ba
sis is a relatively high standard of tax 
reporting, that is, significantly higher 
than not frivolous or not patently im
proper. The reasonable basis standard is 
not satisfied by a return position that is 
merely arguable or that is merely a 
colorable claim. If a return position is 
reasonably based on one or more of the 
authorities set forth in § 1.6662-
4(d)(3)(iii) (taking into account the rel
evance and persuasiveness of the au
thorities, and subsequent developments), 
the return position will generally satisfy 
the reasonable basis standard even 
though it may not satisfy the substantial 
authority standard as defined in 
§ 1.6662-4(d)(2). In addition, the rea
sonable cause and good faith exception, 
as set forth in § 1.6664--4, may provide 



relief from the penalty, even if a return 
position does not satisfy the reasonable 
basis standard. 

* * * * * 
Par. 4. In § 1.6662-4, the second 

sentence in paragraph (d)(2) is revised 
to read as follows: 

§ 1.6662-4 Substantial understatement 
of income tax. 

* * * * * 
(d) * * * 
(2) * * * The substantial authority 

standard is less stringent than the more 
likely than not standard (the standard 
that is met when there is a greater than 
50-percent likelihood of the position 
being upheld), but more stringent than 
the reasonable basis standard as defined 
in § 1.6662-3(b)(3). * * * 

* * * * 
Par. 5. In 1.6662-7, paragraph (d) is 

revised to read as follows: 

§ 1.6662-7 Omnibus Budget Reconcili
ation Act of 1993 changes to the 
accuracy-related penalty. 

* * * * 
(d) Reasonable basis. For purposes of 

§§ 1.6662-3(c) and 1.6662-4(e) and (f) 
(relating to methods of making adequate 
disclosure), the provisions of § 1.6662-
3(b)(3) apply in determining whether a 
return position has a reasonable basis. 

Par. 6. Section 1.6664-0 is amended 
by: 

I. Revising the entry for paragraph 
(c)(2) of § 1.6664-4. 

2. Removing the entries for para
graphs (c)(1 )(iii), (c )(2)(i), and (c )(2)(ii) 
of § 1.6664-4. 

The revision reads as follows: 

§ 1.6664-0 Table of contents. 

* * * * * 

§ 1.6664-4 Reasonable cause and good 
faith exception to section 6662 penalties. 

* * * * * 

(c) * * * 
(2) Advice defined. 

* * * * * 

Margaret Milner Richardson, 
Commissioner of Internal Revenue. 

(Filed by the Office of the Federal Register on 
November 8. 1996, 8:45 a.m., and published in the 
issue of the Federal Register for November 12. 
1996, 61 F.R. 58020) 

Notice of Proposed Rulemaking 
and Notice of Public Hearing 

Extensions of Time to Make 
Elections 

IA-29-96 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rulemak
ing by cross-reference to temporary 
regulations and notice of public hearing. 

SUMMARY: In TD 8680, on page 194, 
the IRS is issuing temporary regulations 
relating to extensions of time for mak
ing certain elections under the Internal 
Revenue Code (Code). The regulations 
provide the standards that the Commis
sioner will use to grant taxpayers exten
sions of time for making these elections. 
The text of those temporary regulations 
also serves as the text of these proposed 
regulations. This document also provides 
notice of a public hearing on these 
proposed regulations. 

DATES: Written comments must be re
ceived by September 25, 1996. Outlines 
of oral comments to be presented at the 
public hearing scheduled for Wednesday, 
October 30, 1996, at 10 a.m. must be 
received by October 9, 1996. 

ADDRESSES: Send submissions to: 
CC:DOM:CORP:R (IA-29-96), room 
5226, Internal Revenue Service, POB 
7604, Ben Franklin Station, Washington, 
DC 20044. In the alternative, submis
sions may be delivered between the 
hours of 8 a.m. and 5 p.m. to: 
CC:DOM:CORP:R (IA-29-96), Couri
er's Desk, Internal Revenue Service, 
1111 Constitution Avenue NW, Washing
ton, DC. The public hearing will be held 
in the IRS Classroom (room 2617), 
Internal Revenue Building, 1111 Consti
tution Avenue NW, Washington, DC. 

SUPPLEMENTARY INFORMATION: 

Paperwork Reduction Act 

The collection of information con
tained in this notice of proposed 
rulemaking has been submitted to the 
Office of Management and Budget 
(OMB) for review in accordance with 
the Paperwork Reduction Act of 1995 
(44 U.S.c. 3507). 

Comments on the collection of infor
mation should be sent to the Office of 
Management and Budget, Attn: Desk 
Officer for the Department of the Trea
sury, Office of Information and Regula-

tory Affairs. Washington, DC 20503, 
with copies to the Internal Revenue 
Service, Attn: IRS Reports Clearance 
Officer, T:FP, Washington, DC 20224. 
Comments on the collection of informa
tion should be received by August 26, 
1996. 

An agency may not conduct or spon
sor, and a person is not required to 
respond to, a collection of information 
unless the collection of information dis
plays a valid control number. 

The collection of information is in 
§§ 301.9100-2T and 301.9100-3T. This 
information is required for a taxpayer to 
obtain an extension of time to make an 
election. This information will be used 
by the IRS to determine whether to 
grant an extension of time to make an 
election. The likely respondents are 
businesses or other for-profit institu
tions, small businesses or organizations, 
nonprofit institutions, individuals or 
households, and farms. 

Books or records relating to the col
lection of information must be retained 
as long as their contents may become 
material in the administration of any 
internal revenue law. Generally, tax re
turns and tax return information are 
confidential, as required by 26 U.S.c. 
6103. 

Estimated total annual reporting 
burden: 5,000 hours 

Estimated annual burden per 
respondent: 10 hours. 

Estimated number of respondents: 500 
Estimated annual frequency 

of responses: Occasional 

Background 

Temporary regulations in TD 8680, 
on page 194, amend 26 CFR part 30 I . 
The temporary regulations contain rules 
relating to extensions of time for mak
ing certain elections. 

The text of those temporary regula
tions also serves as the text of these 
proposed regulations. The preamble to 
the temporary regulations explains the 
temporary regulations. 

Special Analyses 

It has been determined that this notice 
of proposed rulemaking is not a signifi
cant regulatory action as defined in EO 
12866. Therefore. a regulatory assess
ment is not required. It has also been 
determined that section 553(b) of the 
Administrative Procedure Act (5 U.s.c. 
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chapter 5) and the Regulatory Flexibility 
Act (5 U.S.c. chapter 6) do not apply to 
these regulations, and, therefore, a 
Regulatory Flexibility Analysis is not 
required. Pursuant to section 7805(f) of 
the Internal Revenue Code, this notice 
of proposed rule making will be submit
ted to the Chief Counsel for Advocacy 
of the Small Business Administration for 
comment on its impact on small busi
nesses. 

Comments and Public Hearing 

Before these proposed regulations are 
adopted as final regulations, consider
ation will be given to any written com
ments (a signed original and eight (8) 
copies) that are submitted timely to the 
IRS. All comments will be available for 
public inspection and copying. 

A public hearing has been scheduled 
for Wednesday, October 30, 1996, at 10 
a.m. in the IRS Classroom (room 2617), 
Internal Revenue Building, 1111 Consti
tution Avenue NW, Washington, DC. 
Because of access restrictions, visitors 
will not be admitted beyond the building 
lobby more than 15 minutes before the 
hearing starts. 

The rules of § 601.601(a)(3) apply to 
the hearing. 

Persons that have submitted written 
comments by September 25, 1996, and 
want to present oral comments at the 
hearing must submit, by October 9, 
1996, an outline of the topics to be 
discussed and the time to be devoted to 
each topic (signed original and eight (8) 
copies). A period of 10 minutes will be 
allotted to each person for making com
ments. 

An agenda showing the scheduling of 
the speakers will be prepared after the 
deadline for receiving outlines has 
passed. Copies of the agenda will be 
available free of charge at the hearing. 

* * * * * 

Proposed Amendments to the Regula
tions 

Accordingly, 26 CFR part 301 is 
proposed to be amended as follows: 

PART 301-PROCEDURE AND 
ADMINISTRATION 

Paragraph 1. The authority citation 
for part 301 is amended by removing 
the entries for §§ 301.9100-1 T through 
301.9100-3T and adding entries in nu
merical order to read as follows: 

Authority: 26 U.S.c. 7805 * * * 
Section 301.9100-1 also issued under 26 
U.S.c. 6081; 
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Section 301.9100-2 also issued under 26 
U.S.c. 6081; 
Section 301.9100-3 also issued under 26 
U.S.c. 6081; * * * 

Par. 2. Sections 301.9100-1 and 
301.9100-1T through 301.9100-3T are 
removed. 

Par. 3. Sections 301.9100-1 through 
301.9100-3 are added to read as fol
lows: 

§ 301.9100-1 Extensions of time to 
make elections. 

§ 301.9100-2 Automatic extensions. 

§ 301.9100-3 Other extensions. 

[The text of these above proposed 
sections are the same as the text of 
§§ 301.9100-1T through 301.9100-3T 
published in TD 8680.] 

Margaret Milner Richardson, 
Commissioner of Internal Revenue. 

(Filed by the Office of the Federal Register on 
June 26, 1996. 8:45 a.m., and published in the 
issue of the Federal Register for June 27, 1996. 61 
ER. 33408) 

Notice of Proposed Rulemaking 
and Notice of Public Hearing 

Allocation of Loss on Disposition of 
Stock 

INTL-4-95 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rulemak
ing and notice of public hearing. 

SUMMARY: This document contains 
proposed Income Tax Regulations relat
ing to the allocation of loss realized on 
the disposition of stock. These regula
tions will affect United States and for
eign shareholders of stock in domestic 
and foreign corporations. The regula
tions are necessary to modify existing 
guidance with respect to stock losses. 
This document also contains a notice of 
public hearing on the regulations. 

DATES: Written comments must be re
ceived by October 7, 1996. Outlines of 
topics to be discussed at the public 
hearing scheduled for November 6, 
1996, at 10 a.m. must be received by 
October 16, 1996. 

ADDRESSES: Send submissions to: 
CC:DOM:CORP:R (lNTL-4--95), room 
5228, Internal Revenue Service, POB 
7604, Ben Franklin Station, Washington 

DC 20044. In the alternative, submis
sions may be hand delivered between 
the hours of 8 a.m. and 5 p.m. to: 
CC:DOM:CORP:R (INTL-4--95), Couri
er's Desk, Internal Revenue Service, 
1111 Constitution Avenue NW, Washing
ton DC. The public hearing will be held 
in room 2615, Internal Revenue Build
ing, 1111 Constitution Avenue NW, 
Washington, DC. 

SUPPLEMENTARY INFORMATION: 

Paperwork Reduction Act 

The collection of information con
tained in this notice of proposed 
rulemaking has been submitted to the 
Office of Management and Budget for 
review in accordance with the Paper
work Reduction Act of 1995 (44 U.S.c. 
3507). 

Comments on the collection of infor
mation should be sent to the Office of 
Management and Budget, Attn: Desk 
Officer for the Department of Treasury, 
Office of Information and Regulatory 
Affairs, Washington, DC 20503, with 
copies to the Internal Revenue Service, 
Attn: IRS Reports Clearance Officer, 
T:FP, Washington, DC 20224. Com
ments on the collection of information 
should be received by September 6, 
1996. 

An agency may not conduct or spon
sor, and a person is not required to 
respond to, a collection of information 
unless the collection of information dis
plays a valid control number. 

The collection of information under 
section 865(j)(1) is in § 1.865-2(e)(2)
(ii). The proposed regulations provide 
that in order for taxpayers to elect 
retroactive application of the regulations, 
taxpayers must comply with the report
ing requirements contained in § 1.865-
2( e )(2)(ii). This information is required 
by the IRS as a condition for a taxpayer 
to elect to apply the rules of § 1.865-2 
retroactively. This information will be 
used to determine whether a taxpayer 
properly applied the regulations. The 
respondents generally will be U.S. cor
porations or individuals that sell or 
otherwise dispose of stock in a foreign 
corporation of which the seller owns 
more than 10% of the vote or value. 

Books or records relating to a collec
tion of information must be retained as 
long as their contents may become ma
terial in the administration of any inter
nal revenue law. Generally, tax returns 
and tax return information are confiden
tial, as required by 26 U.S.c. 6103. 



Estimated total annual reporting bur
den: 4,000 hours. The estimated annual 
burden per respondent varies from 1 
hour to 5 hours, depending on individual 
circumstances, with an estimated aver
age of 2 hours. 

Estimated number of respondents: 
2,000. 

Estimated annual frequency of re
sponses: Once. 

Background 

This document contains proposed 
regulations amending the Income Tax 
Regulations (26 CFR Part 1) under 
sections 861, 865, and 904 of the Inter
nal Revenue Code. These regulations are 
also issued under authority contained in 
section 7805 of the Internal Revenue 
Code. 

Explanation of Provisions 

This notice of proposed rulemaking 
provides rules under section 865U) relat
ing to the treatment of losses from the 
sale or other disposition of stock. 

Section 1.865-1 provides that the al
location of loss on the disposition of 
property not governed by § 1.865-2 
continues to be governed by the gener
ally applicable rules of § 1.861-8, ex
cept as provided in other administrative 
pronouncements. For example, Notice 
89-58 (1989-1 C.B. 699) remains in 
effect with respect to losses described in 
that Notice. The treatment of portfolio 
stock, which is excluded from § 1.865-
2, will be reviewed in the context of a 
broader project dealing with similar 
portfolio investments, including debt in
struments and derivative financial prod
ucts. Allocation of loss on the disposi
tion of stock of a regulated investment 
company and stock of an S corporation 
also will continue to be governed by 
§§ 1.861-8(e)(7)(i) and (ii). 

Section 1.865-2(a) provides the gen
eral rule that stock losses are allocated 
in the same manner as stock gains 
(determined without regard to sections 
1248 and 865(f». Thus, stock loss gen
erally is allocated to the residence of the 
seller. Loss recognized by a United 
States resident on the disposition of 
stock attributable to a foreign branch is 
allocated to foreign source income if a 
gain would have been taxable by the 
foreign country and the highest marginal 
rate of tax imposed in that foreign 
country is at least 10 percent. Loss 
recognized by a nonresident alien indi
vidual or foreign corporation with re
spect to stock constituting a United 

States real property interest reduces 
United States source income, in accor
dance with section 897. 

Section 1.865-2(b) provides excep
tions to the general rule. Section 1.865-
2(b)( 1) provides a dividend recapture 
rule that applies to losses realized on a 
disposition of stock within 24 months 
following the inclusion of a dividend or 
similar amount. To the extent of the 
dividend recapture amount, the loss shaIl 
be aIlocated to the same class of income 
as the dividend. Under a de minimis 
rule, the recapture rule will not apply if 
the sum of all dividend recapture 
amounts is less than 10 percent of the 
realized loss. 

A dividend recapture amount includes 
an actual dividend, a subpart F or 
qualified electing fund inclusion attribut
able to a dividend received by a con
trolled foreign corporation in a separate 
limitation category other than that for 
passive income, and an inclusion attrib
utable to section 956 or 956A. Divi
dends from foreign corporations, which 
often are sheltered from United States 
tax by foreign tax credits and do not 
reduce the shareholder's basis in the 
stock, may reduce the seIling price of 
the stock, thereby creating or increasing 
a loss on sale. Similarly, the identified 
subpart F inclusions may increase the 
shareholder's stock basis without sub
stantiaIly affecting the value of the 
stock, offering similar opportunities to 
create a tax mismatch from an economic 
"wash" by pairing tax-sheltered foreign 
source inclusions and United States 
source loss. 

Section 1.865-2(b)(2) provides a con
sistency rule requiring generally that 
loss recognized on the disposition of an 
80%-owned foreign affiliate reduces for
eign source passive income if, within 
the past five years, the seIler or any 
member of its consolidated group recog
nized gain on the disposition of a for
eign affiliate that was sourced under 
section 865(f). In order to provide relief 
for taxpayers that could have taken steps 
to avoid section 865(f) treatment on 
gain sales occurring prior to the publica
tion of these proposed regulations, the 
five-year lookback period wiIl be phased 
in so that losses wiIl be tainted only by 
reason of gains recognized after Septem
ber 6, 1996. 

Section 1.865-2(b)(3) provides anti
abuse rules designed to prevent taxpay
ers from changing the aIlocation of a 
loss with respect to stock or other 
property by entering into certain transac
tions. 

Section 1.865-2(c) provides rules of 
general application. Section 1.865-
2(c)(l) provides that a partner's distribu
tive share of loss resulting from a 
disposition of stock by a partnership is 
allocated as if the partner disposed of 
the stock. In an appropriate case the loss 
may be attributable to a fixed place of 
business of the partnership rather than to 
the partner's residence. 

Section 1.865-2(c)(2) provides that 
worthlessness shaIl be treated as a dis
position for purposes of the stock loss 
aIlocation rules. 

Section 1.865-2(d) provides defini
tions. 

Under § 1.865-2(e), the regulations 
are proposed to be effective for taxable 
years beginning after 60 days after the 
date final regulations are published in 
the Federal Register. However, a tax
payer may elect to apply the regulations 
retroactively to stock losses in all open 
post-1986 taxable years. A taxpayer gen
eraIly may make the election by attach
ing a statement to an original or 
amended federal income tax return filed 
after final regulations are published in 
the Federal Register. However, the 
election will not be effective unless 
amended returns are filed within 120 
days of the date final regulations are 
published in the Federal Register. 

Section 1.904-4(c) is proposed to be 
amended to provide rules specificaIly 
addressing the treatment of loss al1o
cated to the section 904(d) separate 
category for passive income. The pro
posed amendments provide that, for pur
poses of the grouping rules relating to 
the high-tax kick-out described in sec
tion 904(d)(2)(F), a passive loss is ini
tiaIly allocated to a group based on the 
foreign tax that was, or would have 
been, imposed on the transaction had the 
sale resulted in a gain under foreign law. 
If, after aIlocation and apportionment of 
all deductions, net income in a group is 
less than zero, any taxes imposed with 
respect to the group are considered 
related to general limitation income. The 
net loss is not considered related to 
general limitation income, but propor
tionately reduces income in the other 
passive income groups. The determina
tion of whether income in the positive 
income groups is high-taxed is made 
after this al1ocation of loss groups. Any 
net loss in the section 904(d) separate 
category for passive income constitutes 
a separate limitation loss governed by 
section 904(f)(5). 
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Special Analyses 

It has been determined that this notice 
of proposed rulemaking is not a signifi
cant regulatory action as defined in 
Executive Order 12866. Therefore, a 
regulatory assessment is not required. It 
is hereby certified that these regulations 
do not have a significant economic 
impact on a substantial number of small 
entities. This certification is based on 
the fact that these regulations will pri
marily affect U.S. owners of significant 
interests in foreign corporations, which 
owners generally are large multinational 
corporations. This certification is also 
based upon the fact that, even in cases 
in which the regulation applies to small 
entities, the burden imposed by the 
collection of information in the regula
tion, which is merely an election to 
apply the regulation to prior taxable 
years, is not substantial and, therefore, 
the collection of information will not 
impose a significant economic impact 
on such entities. Therefore, a Regulatory 
Flexibility Analysis under the Regula
tory Flexibility Act (5 U.S.c. chapter 6) 
is not required. Pursuant to section 
7805(f) of the Internal Revenue Code, 
this notice of proposed rulemaking will 
be submitted to the Chief Counsel for 
Advocacy of the Small Business Admin
istration for comment on their impact on 
small business. 

Comments and Public Hearing 

Before these proposed regulations are 
adopted as final regulations, consider
ation will be given to any written com
ments (signed original and eight (8) 
copies) that are timely submitted to the 
IRS. All comments will be available for 
public inspection and copying. 

A public hearing has been scheduled 
for November 6, 1996, at 10 a.m., in 
room 2615, Internal Revenue Building, 
1111 Constitution Avenue NW, Washing
ton DC. Because of access restrictions, 
visitors will not be admitted beyond the 
building lobby more than 15 minutes 
before the hearing starts. 

The rules of 26 CFR 601.601 (a)(3) 
apply to the hearing. Persons that wish 
to present oral comments at the hearing 
must submit written comments by Octo
ber 7, 1996 and submit an outline of 
topics to be discussed and time to be 
devoted to each topic (signed original 
and eight (8) copies) by October 16, 
1996. 

A period of 10 minutes will be allot
ted to each person for making com
ments. 
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An agenda showing the scheduling of 
the speakers will be prepared after the 
deadline for receiving outlines has 
passed. Copies of the agenda will be 
available free of charge at the hearing. 

Adoption of Amendments to. the Regula
tions 

Accordingly, 26 CFR Part 1 is pro
posed to be amended as follows: 

PART I-INCOME TAXES 

Paragraph 1. The authority citation for 
part 1 is amended by adding entries in 
numerical order to read as follows: 

Authority: 26 U.S.c. 7805 * * * 
Section 1.865-1 is also issued under 

26 U.S.c. 865(j)(1). 
Section 1.865-2 is also issued under 

26 U.S.C. 865(j)(1). 
Par. 2. Section l.861-8 is amended by 

adding paragraph (e)(7)(iii) to read as 
follows: § 1.861-8 Computation of tax
able income from sources within the 
United States and from other sources 
and activities. 

(e) * * * 
(7) * * * 

* * * * 

(iii) Special rules for allocation of 
loss from disposition of stock. See 
§ 1.865-2 for special rules regarding 
the allocation of loss recognized on 
certain dispositions of stock in taxable 
years beginning after December 31, 
1986. 

Par. 3. Sections 1.865-1 and 1.865-2 
are added under the undesignated cen
ter heading, DETERMINATION OF 
SOURCES OF INCOME, to read as 
follows: 

§ 1.865-1 Loss from the disposition of 
personal property. 

Allocation of loss on the sale or other 
disposition of portfolio stock, stock of a 
regulated investment company (as de
fined in section 851), stock of an S 
corporation (as defined in section 1361), 
and other personal property not gov
erned by § 1.865-2 is governed by 
§ 1.861-8 or other administrative pro
nouncements. Portfolio stock is, with 
respect to a taxpayer, stock in a corpora
tion in which the taxpayer owns, or is 
considered to own under the rules of 
section 267(c), less than 10 percent of 
the total combined voting power of all 
classes of stock entitled to vote of such 
corporation and less than 10 percent of 
the total value of the stock of such 
corporation. 

§ 1.865-2 Loss from the disposition of 
certain stock. 

(a) General rules for allocation of 
loss on disposition of stock-(1) Alloca
tion against gain. Except as otherwise 
provided in § 1.865-1 and paragraph 
(b) of this section, loss recognized on 
the sale or other disposition of stock 
shall be allocated to the class of gross 
income and, if necessary. apportioned 
between the statutory grouping of gross 
income (or among the statutory group
ings) and the residual grouping of gross 
income, with respect to which gain 
(other than gain treated as a dividend 
under section 1248) from the sale of 
such stock would give rise in the hands 
of the seller (without regard to section 
865(f). For purposes of section 904, 
any such loss shall be allocated to the 
separate category to which such gain 
would have been assigned (without re
gard to section 904(d)(2)(A)(iii)(III». 
For purposes of § 1.904--4(c)(2)(ii)(A), 
any loss allocated to passive income 
shall be allocated (prior to the applica
tion of § 1.904--4(c)(2)(ii)(B» to the 
group of passive income to which gain 
on the sale would have been assigned if 
the sale of the stock had resulted in the 
recognition of a gain under the law of 
the relevant foreign jurisdiction or juris
dictions. See section 904(f)(5) and the 
regulations under that section for rules 
regarding the treatment of separate limi
tation losses. 

(2) Stock attributable to foreign of 
flee. Except as otherwise provided in 
§ l.865-1 and paragraph (b) of this 
section, in the case of loss on the sale or 
other disposition of stock (other than 
stock constituting inventory) by a 
United States resident that is attributable 
to an office or other fixed place of 
business in a foreign country within the 
meaning of section 865(e)(3), the loss 
shall be allocated to reduce foreign 
source income if a gain would have 
been taxable by the foreign country and 
the highest marginal rate of tax imposed 
in the foreign country is at least 10 
percent. 

(3) Stock constituting a United States 
real property interest. Loss recognized 
by a nonresident alien individual or a 
foreign corporation on the sale or other 
disposition of stock that constitutes a 
United States real property interest shaJl 
be allocated to reduce United States 
source income. For additional rules gov
erning the treatment of such loss see 
section 897 and the regulations the~eun
der. 



(b) Exceptions-(1) Dividend recap
ture exception-(i) In general. Except as 
otherwise provided in § 1.865-1, if a 
taxpayer realizes a loss on a disposition 
of stock, and the taxpayer included in 
income a dividend recapture amount (or 
amounts) with respect to such stock at 
any time during the recapture period, 
then, to the extent of the dividend 
recapture amount (or amounts), the loss 
shall be allocated and apportioned on a 
proportionate basis to the class or 
classes of gross income or the statutory 
or residual grouping or groupings of 
gross income to which the dividend 
recapture amount was assigned. 

(ii) Exception for de mlnlmlS 
amounts. Paragraph (b)(1 )(i) of this sec
tion shall not apply to a loss realized by 
a taxpayer on the disposition of stock if 
the sum of all dividend recapture 
amounts included in income by the 
taxpayer with respect to such stock 
during the recapture period is less than 
10 percent of the realized loss. 

(2) Consistency exception-(i) In 
general. Except to the extent provided 
in paragraph (b)( 1) of this section, loss 
recognized by a taxpayer with respect to 
the sale or other disposition of stock of 
a foreign affiliate (or of a corporation 
that was a foreign affiliate within the 
five-year period preceding the date of 
the sale) or a foreign affiliate holding 
company shall be allocated to reduce 
foreign source income if the taxpayer 
(or, in the case of a taxpayer that is a 
member of a consolidated group (within 
the meaning of § 1.1502-1 (h» at the 
time the loss is recognized, the consoli
dated group) recognized gain on the 
disposition of any stock that was 
sourced under section 865(f) within the 
five-year period ending on the last day 
of the taxable year in which the loss 
was recognized. See paragraph (a)(1) of 
this section for rules relating to the 
allocation of the loss to separate catego
ries described in section 904(d). 

(ii) Phased-in lookback period. The 
rule of paragraph (b )(2)(i) of this section 
shall apply only if gain sourced under 
section 865(f) was recognized after Sep
tember 6, 1996. 

(3) Anti-abuse rules. If one of the 
principal purposes of a reorganization 
within the meaning of section 368(a), 
liquidation under section 332, transfer to 
a corporation under section 351, transfer 
to a partnership under section 721, 
transfer to a trust, distribution by a 
partnership, distribution by a trust, or 
transfer to or from a qualified business 
unit (within the meaning of section 

989(a» is to change the allocation of a 
built-in loss on the disposition of stock 
(or other personal property), the loss 
shall be allocated as if it were recog
nized on the disposition of the stock (or 
other personal property) immediately 
prior to the reorganization, liquidation, 
transfer, or distribution. In addition, if a 
loss recognized by a taxpayer with re
spect to the sale or other disposition of 
stock in a corporation is primarily attrib
utable to loss with respect to one or 
more financial instruments held by the 
corporation, and one of the taxpayer's 
principal purposes for holding the finan
cial instrument or instruments through 
the corporation is to allocate loss under 
§ 1.865-2, the stock loss shall be allo
cated under § 1.865-1 as if it were 
recognized on the disposition of such 
financial instrument or instruments. 
Whether a taxpayer has a principal 
purpose to allocate loss under § 1.865-
2 shall be determined by taking into 
account all the facts and circumstances, 
including whether the corporation en
gages in business activities (other than 
trading financial instruments) and 
whether the taxpayer or any related 
person or persons (within the meaning 
of section 267(b) or 954(d)(3» hold 
positions that offset loss positions held 
by the corporation. For purposes of this 
paragraph (b)(3), positions are offsetting 
if the risk of loss of holding one or 
more positions is substantially dimin
ished by holding one or more other 
positions. A person may have a principal 
purpose of affecting loss allocation even 
though this purpose is outweighed by 
other purposes (taken together or sepa
rately). 

(4) Example. The application of this 
paragraph (b) may be illustrated by the 
following example: 

Example. (i) p, a domestic corporation, is a 
United States shareholder of N, a controlled 
foreign corporation. N has never had any subpart 
F income and all of its earnings and profits are 
described in section 959(c)(3). On August 5, 1997, 
N distributes a dividend to P in the amount of 
$100. The dividend gives rise to a $5 foreign 
withholding tax, and P is deemed to have paid an 
additional $45 of foreign income tax with respect 
to the dividend under section 902. Under section 
904(d)(3) the dividend is general limitation income 
described in section 904(d)(1 )(1). 

(ii) On February 6, 1998, P sells its shares of N 
and recognizes a $110 loss. In 1998, P has the 
following taxable income, excluding the loss on 
the sale of N: 

(A) $1,000 of foreign source income that is 
general limitation income described in section 
904(d)(1 )(1), which is subject to foreign taxes of 
$400; 

(B) $1,000 of foreign source capital gain that is 
passive income described in section 904(d)(1 )(A) 
attributable to gain on the sale of stock in a 

foreign affiliate that is sourced under section 
865(f), which is subject to foreign taxes of $30. 

(iii) The $100 dividend paid in 1997 is a 
dividend recapture amount that was included in 
P's income within the recapture period preceding 
the disposition of the N stock. The de minimis 
exception of paragraph (b)( I )(ii) of this section 
does not apply because the $100 dividend recap
ture amount exceeds 10 percent of the $110 loss. 
Therefore, to the extent of the $100 dividend 
recapture amount, the loss must be allocated under 
paragraph (b) (1 lei) of this section to the separate 
limitation category to which the dividend was 
assigned (general limitation income). 

(iv) Because P recognized gain on the sale of 
stock in a foreign affiliate that was sourced under 
section 865(f) within the period described in 
paragraph (b)(2)(i) of this section, P's remaining 
$ 10 loss on the disposition of the N stock is 
allocated to foreign source passive income under 
paragraph (b)(2)(i) of this section. 

(v) After allocation of the stock loss, P's tax
able income in 1998 consists of $900 of foreign 
source general limitation income and $990 of 
foreign source passive income. 

(c) Rules of application-(1) Loss 
recognized by partnership. A partner's 
distributive share of loss resulting from 
the sale or other disposition of stock by 
a partnership shall be allocated and 
apportioned in accordance with this sec
tion as if the partner had disposed of the 
stock. If a sale of stock is attributable to 
an office or other fixed place of busi
ness of the partnership within the mean
ing of section 865(e)(3), such office or 
fixed place of business shall be consid
ered to be an office of the partner for 
purposes of this section. 

(2) Worthless stock. For purposes of 
this section, worthlessness giving rise to 
a deduction under section 165(g) (in
cluding section 165(g)(3» with respect 
to stock shall be treated as a disposition. 

(d) Definitions-(1) Terms defined in 
§ 1.861-8. See § 1.861-8 for the mean
ing of class of gross income, statutory 
grouping of gross income, and residual 
grouping of gross income. 

(2) Dividend recapture amount. A 
dividend recapture amount is a dividend 
(except for an amount treated as a 
dividend under section 78), an inclusion 
described in section 951 (a)(1 )(A)(i) (but 
only to the extent attributable to a 
dividend included in the earnings of a 
controlled foreign corporation that is 
included in foreign personal holding 
company income under section 954(c)
(1 )(A) and that, pursuant to section 
904(d)(3)(8), is treated as income in a 
separate category other than the separate 
category for passive income described in 
section 904(d)(2)(A», an inclusion de
scribed in section 951 (a)(I )(8) or (C), 
and an inclusion described in section 
1293(a)( I) (but only to the extent attrib
utable to a dividend that is included in 
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the earnings of a qualified electing fund 
and that, pursuant to section 904(d)(3)
(1), is treated as income in a separate 
category other than the separate cat
egory for passive income described in 
section 904(d)(2)(A». 

(3) Foreign affiliate. A foreign affili
ate is a foreign corporation that is a 
member of the affiliated group (within 
the meaning of section 1504(a) without 
regard to section 1504(b» that includes 
the taxpayer. 

(4) Foreign affiliate holding com
pany. A foreign affiliate holding com
pany is any corporation, substantially all 
the assets of which consist of stock of 
one or more foreign affiliates, held 
directly or indirectly. For purposes of 
this paragraph, any assets acquired or 
held by a corporation with a principal 
purpose of avoiding foreign affiliate 
holding company status shall be disre
garded. 

(5) Recapture period. A recapture pe
riod is the 24-month period preceding 
the date on which a taxpayer realizes a 
loss on a disposition of stock, increased 
by any period of time in which the 
taxpayer has diminished its risk of loss 
in a manner described in section 
246(c)(4) and the regulations thereunder. 

(6) Taxpayer. A taxpayer shall include 
all predecessors or successors of the 
taxpayer. 

(7) United States resident. See sec
tion 865(g) and the regulations thereun
der for the definition of United States 
resident. 

(e) Effective date-(l) In general. 
This section is effective for taxable 
years beginning after the date that is 60 
days after the date these regulations are 
published as final regulations in the 
Federal Register. 

(2) Prior year election-(i) In gen
eral. A taxpayer may elect to apply the 
rules of this section to all (but not less 
than all) of its taxable years that begin 
after December 31, 1986, and on or 
before the date that is 60 days after the 
date these regulations are published as 
final regulations in the Federal Regis
ter, and with respect to which the 
statute of limitations expires after the 
date that is 120 days after the date these 
regulations are published as final regula
tions in the Federal Register. The elec
tion shall be effective only if the tax
payer satisfies all the applicable 
requirements specified in paragraph 
(e)(2)(ii) of this section. 

(ii) Requirements for election-(A) 
Statement filed with original or 
amended return. For each taxable year 
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s~bject to. t~e election, a taxpayer shall 
file an ongmal or amended federal in
come tax return that reflects the rules of 
this section and includes the statement 
described in paragraph (e)(2)(ii)(C) of 
this section. Amended returns filed pur
suant to this section must be filed on or 
before the date that is 120 days after the 
date these regulations are published as 
final regulations in the Federal Regis
ter. 

(B) Presentation of statement upon 
audit. A taxpayer that is under examina
tion with respect to any taxable year 
subject to the election on the date that is 
120 days after the date these regulations 
are published as final regulations in the 
Federal Register must furnish a copy 
of the statement described in paragraph 
(e)(2)(ii)(C) of this section for all years 
subject to the election to the revenue 
agent responsible for examining its fed
eral income tax returns on or before the 
date that is 140 days after the date these 
regulations are published as final regula
tions in the Federal Register. For pur
poses of this paragraph (e)(2)(ii)(B), a 
taxpayer is under examination beginning 
on the date the taxpayer (or any member 
of the consolidated group of which the 
taxpayer is a member) has been con
tacted in any manner by a representative 
of the Internal Revenue Service for the 
purpose of scheduling any type of ex
amination of any of its federal income 
tax returns and ending on the earliest of 
the date: the taxpayer (or consolidated 
group of which the taxpayer is a mem
ber) receives a "no change" letter; the 
taxpayer (or consolidated group of 
which the taxpayer is a member) pays 
the deficiency (or proposed deficiency); 
or on which a deficiency, jeopardy, 
termination, bankruptcy, or receivership 
assessment is made. An electing tax
payer that is not under examination with 
respect to any taxable year subject to 
the election on the date that is 120 days 
after the date these regulations are pub
lished as final regulations in the Federal 
Register and is contacted thereafter by a 
representative of the Internal Revenue 
Service for the purpose of scheduling 
any type of examination of any of its 
federal income tax returns for a year 
subject to the election must furnish a 
copy of the statement described in para
graph (e)(2)(ii)(C) of this section for all 
years subject to the election to. ~he 
revenue agent responsible for ex~m.mmg 
its federal income tax returns wlthm 20 
days of being contacted. 

(C) Contents of sta~~ment. The s~~~ 
ment shall be entitled ELECTION 

DER § 1.865-2(e)(2) TO APPLY RET
ROACTIVELY § 1.865-2 STOCK 
LOSS ALLOCATION RULES." The 
statement shall identify, for the taxable 
year subject to the election, each loss 
from the disposition of stock that is 
subject to this section and that was 
incurred by the taxpayer or by any 
controlled foreign corporation (within 
the meaning of section 953(c)(1)(B) or 
957) with respect to which the taxpayer 
is a United States shareholder (within 
the meaning of section 951(b) or 
953(c)(1)(A». For each such loss, the 
statement shall provide the name and 
identifying number of the entity that 
incurred the loss, the amount of the loss, 
and the paragraph of this section under 
which the loss is allocated. Each loss 
subject to paragraph (b)(1) of this sec
tion shall be separately identified with a 
notation stating "Subject to dividend 
recapture under § 1.865-2(b)(l)." The 
statement shall also include the follow
ing declaration: "No losses, other than 
those so identified herein, are subject to 
§ 1.865-2(b)( 1)." The statement shall 
indicate whether the taxpayer or any 
controlled foreign corporation (within 
the meaning of section 953(c)(1)(B) or 
957) with respeCt to which the taxpayer 
is a United States shareholder (within 
the meaning of section 951(b) or 
953(c)(1)(A» acquired the stock after 
July 8, 1996, as a result of a transaction 
described in paragraph (b)(3) of this 
section (regardless of the purpose or 
purposes of the transaction). An election 
shall not be effective unless each state
ment required by this paragraph 
(e )(2)(ii) contains all the information 
specified herein. 

Par. 4. Section 1.904-0 is amended 
by revising the entry for § 1.904-
4(c)(2)(ii) and adding entries for para
graphs (c)(2)(ii)(A) and (B) of that 
section to read as follows: 

§ 1.904-0 Outline of regulation provi
sions for section 904. 

* * * * * 

§ 1.904-4 Separate application of sec
tion 904 with respect to certain catego
ries of income. 

* * 
(c) * * * 
(2) * * * 

* 

Oi) Grouping rules. 

* * 

(A) Initial allocation and apportion
ment of deductions. 

(B) Realloc~tion of loss groups. 
Par. 5. SectIOn 1.904--4 is amended 

by revising paragraphs (c)(l) and (c)(2) 



and adding paragraph (c)(8) Example 11 
and Example 12 to read as follows: 

(c) High-taxed income-(1) 1n gen
eral. Income received or accrued by a 
United States person that would other
wise be passive income shall not be 
treated as passive income if the income 
is determined to be high-taxed income. 
Income shall be considered to be high
taxed income if, after allocating ex
penses, losses and other deductions of 
the United States person to that income 
under paragraph (c)(2)(ii) of this section, 
the sum of the foreign income taxes 
paid or accrued by the United States 
person with respect to such income and 
the foreign taxes deemed paid or ac
crued by the United States person with 
respect to such income under section 
902 or section 960 exceeds the highest 
rate of tax specified in section 1 or 
section 11, whichever applies (and with 
reference to section 15 if applicable), 
multiplied by the amount of such in
come (including the amount treated as a 
dividend under section 78). If, after 
application of this paragraph (c), income 
that would otherwise be passive income 
is determined to be high-taxed income, 
such income shall be treated as general 
limitation income, and any taxes im
posed on that income shall be consid
ered related to general limitation income 
under § 1.904-6. If, after application of 
this paragraph (c), passive income is 
less than zero, the loss shall constitute a 
passive separate limitation loss (subject 
to the rules of section 904(f)(5) and the 
regulations under that section), but any 
taxes imposed on passive income shall 
be considered related to general limita
tion income under § 1.904-6. For addi
tional rules regarding losses related to 
passive income, see paragraph (c)(2) of 
this section. Income and taxes shall be 
translated at the appropriate rates, as 
determined under sections 986, 987 and 
989 and the regulations under those 
sections, before application of this para
graph (c). For purposes of allocating 
taxes to groups of income, United States 
source passive income is treated as any 
other passive income. In making the 
determination whether income is high
taxed, however, only foreign source in
come, as determined under United States 
tax principles, is relevant. See paragraph 
(c)(8) Examples (10), (11) and (12) of 
this section for examples illustrating the 
application of this paragraph (c)(1) and 
paragraph (c)(2) of this section. 

(2) Grouping of items of income in 
order to determine whether passive in
come is high-taxed income-(i) Effective 

date. For purposes of determining 
whether passive income is high-taxed 
income, the grouping rules of para
graphs (c)(3), (c)(4), and (c)(5) of this 
section apply to taxable years beginning 
after December 31, 1987. See notice 
87-6 for the grouping rules applicable 
to taxable years beginning after Decem
ber 31, 1986 and before January 1, 
1988. Paragraph (2)(ii)(B) of this section 
is effective for taxable years beginning 
after the date that is 60 days after the 
date these regulations are published as 
final regulations in the Federal Regis
ter. 

(ii) Grouping rules(A) Initial alloca
tion and apportionment of deductions. 
For purposes of determining whether 
passive income is high-taxed, expenses, 
losses and other deductions shall be 
allocated and apportioned initially to 
each of the groups of passive income 
(described in paragraphs (c)(3), (4), and 
(5) of this section) under the rules of 
§§ 1.861-8 through 1.861-14T, 1.865-
1, and 1.865-2. Taxpayers that allocate 
and apportion interest expense on an 
asset basis may nevertheless apportion 
passive interest expense among the 
groups of passive income on a gross 
income basis. If loss from the disposi
tion of property gives rise to foreign tax 
(e.g., the transaction giving rise to the 
loss is treated under foreign law as 
having given rise to a gain), the foreign 
tax shall be allocated to the group of 
passive income to which the loss is 
allocated under this paragraph (c)(2)(ii)
(A), without regard to paragraph 
(c)(2)(ii)(B) of this section. A determina
tion of whether passive income is high
taxed shall be made only after applica
tion of paragraph (c)(2)(ii)(B) of this 
section (if applicable). 

(B) Reallocation of loss groups. If, 
after allocation and apportionment of 
expenses, losses and other deductions 
under paragraph (c)(2)(ii)(A) of this sec
tion, the sum of the allocable deductions 
exceeds the gross income in one or 
more groups, the excess deductions shall 
proportionately reduce income in the 
other groups (but not below zero), and 
any taxes imposed with respect to such 
loss group or groups shall be considered 
related to general limitation income. 

* * * * * 
(8) * * * 

Example 11. P, a domestic corporation, earns 
the following items of gross income: $100 of 
foreign source, passive limitation interest income 
not subject to any foreign tax, $200 of foreign 
source, passive limitation royalty income subject 
to a 5 percent foreign withholding tax (foreign tax 
paid is $10). $1300 of foreign source. passive 

limitation rental income subject to a 25 percent 
foreign withholding tax (foreign tax paid is $325), 
$500 of foreign source, general limitation income 
that gives rise to a $250 foreign tax, and $2000 of 
U.S. source capital gain that is not subject to any 
foreign tax. P has a $700 deduction allocable to its 
passive rental income. P's only other deduction is 
a $500 capital loss on a sale of stock that is 
allocated to foreign source passive limitation in
come under § 1.865-2(b)(2). If P had recognized 
a gain on the stock sale under foreign law, the 
gain would not have been subject to foreign tax. 
The $500 capital loss is initially allocated to the 
group of passive income not subject to any foreign 
tax, and the $400 amount by which the capital 
loss exceeds the income in the group must be 
reapportioned to the other groups under paragraph 
(c)(2)(ii)(B) of this section. The net royalty in
come is thus reduced by $100 to $100 ($200 -
($400 x (200/800))) and the net rental income is 
reduced by $300 to $300 ($1300 - $700 - ($400 
x (600/800))). The $100 net royalty income is not 
high-taxed and remains passive income. The $300 
net rental income is high-taxed because the foreign 
taxes exceed the highest United States rate of tax 
on that income. Under the high-tax kick-out, the 
$300 of net rental income (the gross rental income 
and expenses allocated and apportioned thereto) 
and the $325 of associated foreign tax are as
signed to the general limitation category. 

Example 12. The facts are the same as in 
Example 11 except the amount of the capital loss 
that is allocated under § I. 865-2(b )(2) and para
graph (c)(2) of this section to the group of foreign 
source passive income subject to no foreign tax is 
$1100. Under paragraph (c)(2)(ii)(B) of this sec
tion, the excess deductions of $1000 must be 
reapportioned to the $200 of net royalty income 
subject to a 5% withholding tax and the $600 of 
net rental income subject to a 25% withholding 
tax. The income in each of these groups is reduced 
to zero, and the foreign taxes imposed on the 
rental and royalty income are considered related to 
general limitation income. The remaining loss of 
($200) constitutes a separate limitation loss with 
respect to passive income. 

* * * * * 

Margaret Milner Richardson, 
Commissioner of Internal Revenue. 

(Filed by the Office of the Federal Register on 
July 5, 1996,8:45 a.m., and published in the issue 
of the Federal Register for July 8, 1996, 61 ER. 
35696) 

Notice of Proposed Rulemaking 
and Notice of Public Hearing 

Definition of Structure 

PS-39-93 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rulemak
ing and notice of public hearing. 

SUMMARY: This document contains 
proposed regulations relating to deduc
tions available upon demolition of a 
building. These proposed regulations re
flect changes to the law made by the 
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Tax Refonn Act of 1984 and affect 
owners and lessees of real property who 
demolish buildings. This document also 
provides notice of a public hearing on 
these regulations. 

DATES: Written comments, requests to 
appear and outlines of topics to be 
discussed at the public hearing sched
uled for October 9, 1996, must be 
received by September 19, 1996. 

ADDRESSES: Send submissions to: 
CC:DOM:CORP:R (PS-39-93), room 
5228, Internal Revenue Service, POB 
7604, Ben Franklin Station, Washington, 
DC 20044. In the alternative, submis
sions may be hand delivered between 
the hours of 8 a.m. and 5 p.m. to: 
CC:DOM:CORP:R (PS-39-93), Couri
er's Desk, Internal Revenue Service, 
1111 Constitution Avenue NW, Washing
ton, DC. 

SUPPLEMENTARY 
INFORMATION: 

Background 

This document contains proposed 
regulations under section 280B of the 
Internal Revenue Code. Section 280B 
was added by the Tax Refonn Act of 
1976, Public Law 94-455, 2124(b), 90 
Stat. 1520, 1918 (Oct. 4, 1976), and 
significant amendments were made to 
the provision by the Economic Recovery 
Tax Act of 1981, Public Law 97-34, 
212(d)(2)(C) and (e)(2), 95 Stat. 172, 
239 (Aug. 13, 1981) (1981 Act) and the 
Tax Refonn Act of 1984, Public Law 
98-369, 1063, 98 Stat. 494, 1047 (July 
18, 1984) (1984 Act). Transition rules 
were provided in the Tax Refonn Act of 
1986, Public Law 99-514, 1978(h), 100 
Stat. 2085, 2904 (Oct. 22, 1986) (1986 
Act). As originally enacted, section 
280B required any costs or losses in
curred on account of the demolition of 
any certified historic structure (a build
ing or structure meeting certain require
ments) to be capitalized into the land 
upon which the demolished structure 
was located. The 1981 Act modified the 
definition of certified historic structure 
for purposes of section 280B from a 
building or structure meeting certain 
requirements to a building (or its struc
tural components) meeting certain re
quirements. The 1984 Act substituted 
"any structure" for "certified historic 
structure." These proposed regulations 
define what "structure" means for pur
poses of section 280B. 
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Explanation of Provisions 

These proposed regulations define the 
term "structure" for purposes of section 
280B as a building and its structural 
components as those tenns are defined 
in § 1.48-I( e) of the Income Tax Regu
lations. Thus, under section 280B, a 
structure will include only a building 
and its structural components and not 
other inherently permanent structures 
such as oil and gas storage tanks, blast 
furnaces, and coke ovens. 

The proposed regulations rely on the 
legislative history underlying the 1984 
and 1986 Acts, which refer repeatedly to 
buildings rather than to structures gener
ally. In addition, the legislative history 
of the 1984 Act discusses the difficulty 
of applying the intent test of § 1.165-3 
of the regulations, which applies to the 
demolition of buildings, and indicates 
that the newly added language is meant 
to eliminate this difficulty. 

Proposed effective date 

The regulations are proposed to be 
effective on and after the date that final 
regulations are filed with the Federal 
Register. 

Special Analyses 

It has been detennined that this notice 
of proposed rulemaking is not a signifi
cant regulatory action as defined in EO 
12866. Therefore, a regulatory assess
ment is not required. It also has been 
detennined that section 553(b) of the 
Administrative Procedure Act (5 U.S.c. 
chapter 5) and the Regulatory Flexibility 
Act (5 U.S.C. chapter 6) do not apply to 
these regulations, and, therefore, a Regu
latory Flexibility Analysis is not required. 
Pursuant to section 7805(f) of the Inter
nal Revenue Code, this notice of pro
posed rulemaking will be submitted to 
the Chief Counsel for Advocacy of the 
Small Business Administration for com
ment on its impact on small business. 

Comments and Public Hearing 

Before these proposed regulations are 
adopted as final regulations, consider
ation will be given to any written com
ments (a signed original and eight (8) 
copies) that are submitted timely to the 
IRS. All comments will be available for 
public inspection and copying. 

A public hearing has been scheduled 
for October 9, 1996, in the Commission
er's Conference Room. Because of ac
cess restrIctIOns, visitors will not be 
admitted beyond the Internal Revenue 

Building lobby more than 15 minutes 
before the hearing starts. 

The rules of 26 CFR 601.601(a)(3) 
apply to the hearing. 

Persons that wish to present oral com
ments at the hearing must submit written 
comments and an outline of the topics to 
be discussed and the time to be devoted 
to each topic (signed original and eight 
(8) copies) by September 18, 1996. 

A period of 10 minutes will be allotted 
to each person for making comments. 

An agenda showing the scheduling of 
the speakers will be prepared after the 
deadline for receiving outlines has 
passed. Copies of the agenda will be 
available free of charge at the hearing. 

* * * * * 

Proposed Amendments to the Regula
tions 

Accordingly, 26 CFR part 1 is pro
posed to be amended as follows: 

PART I-INCOME TAXES 

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

Authority: 26 U.S.c. 7805 * * * 
Par. 2. Section 1.280B-l is added to 

read as follows: 

§ 1.280B-l Demolition of structures. 

(a) In general. Section 280B provides 
that, in the case of the demolition of any 
structure, no deduction otherwise allow
able under chapter 1 of subtitle A shall 
be allowed to the owner or lessee of 
such structure for any amount expended 
for the demolition or any loss sustained 
on account of the demolition, and that 
the expenditure or loss shall be treated as 
properly chargeable to the capital account 
with respect to the land on which the 
demolished structure was located. 

(b) Definition of structure. For pur
poses of section 280B, the term struc
ture means a building, as defined in 
§ 1.48-1 (e)(1), and the structural com
ponents of that building, as defined in 
§ 1.48-1 (e)(2). 

(c) Effective date. This section applies 
with respect to demolitions occurring on 
or after the date that the final regulations 
are filed with the Federal Register. 

Margaret Milner Richardson, 
Commissioner of Internal Revenue. 

(Filed by the Office of the Federal Register on 
June 19, 1996, 8:45 a.m., and published in the 
issue of the Federal Register for June 20 1996 61 
F.R. 31473) , , 



Notice of Proposed Rulemaking 

Generation-Skipping Transfer Tax 

PS-22-96 

AGENCY: Internal Revenue Service 
(IRS), Treasury 

ACTION: Notice of proposed rulemak
ing. 

SUMMARY: This document contains 
proposed regulations relating to the final 
generation-skipping transfer (GST) tax 
regulations under chapter 13 of the 
Internal Revenue Code (Code). This 
document proposes a change to the final 
regulations and is necessary to provide 
guidance to taxpayers so that they may 
comply with chapter 13 of the Code. 

DATES: Written comments and requests 
for a public hearing must be received by 
September 10, 1996. 

ADDRESSES: Send submissions to: 
CC:DOM:CORP:R (PS-22-96), room 
5228, Internal Revenue Service, POB 
7604, Ben Franklin Station, Washington, 
DC 20044. In the alternative, submis
sions may be hand delivered between 
the hours of 8 a.m. and 5 p.m. to: 
CC:DOM:CORP:R (PS-22-96), Couri
er's Desk, Internal Revenue Service, 
1111 Constitution NW, Washington, DC. 
20224. 

SUPPLEMENTARY INFORMATION: 

Background 

On December 24, 1992, the IRS pub
lished a notice of proposed rulemaking 
in the Federal Register (57 FR 61356) 
containing proposed regulations under 
sections 2611, 2612, 2613, 2632, 2641, 
2642, 2652, 2653, 2654, and 2663. On 
December 27, 1995, the IRS published 
final regulations in the Federal Register 
(60 FR 66898) under sections 2611, 
2612, 2613, 2632, 2641, 2642, 2652, 
2653, 2654, and 2663. This proposed 
regulation will delete § 26.2652-
1(a)(4) and two related examples. 

Explanation of Provision 

Section 2652(a)(l) provides generally, 
that the term transferor means-(A) in 
the case of any property subject to the 
tax imposed by chapter 11, the decedent, 
and (B) in the case of any property 
subject to the tax imposed by chapter 
12, the donor. An individual is treated as 
transferring any property with respect to 
which the individual is the transferor. 
Under § 26.2652-1(a)(2), a transfer is 

subject to Federal gift tax if a gift tax is 
imposed under section 2501(a) and is 
subject to Federal estate tax if the value 
of the property is includible in the 
decedent's gross estate determined under 
section 2031 or section 2lO3. Under 
§ 26.2652-1 (a)( 4), the exercise of a 
power of appointment that is not a 
general power of appointment is also 
treated as a transfer subject to Federal 
estate or gift tax by the holder of the 
power if the power is exercised in a 
manner that may postpone or suspend 
the vesting, absolute ownership, or 
power of alienation of an interest in 
property for a period, measured from the 
date of the creation of the trust, extend
ing beyond any specified life in being at 
the date of creation of the trust plus a 
period of 21 years plus, if necessary, a 
reasonable period of gestation. 

The purpose of the rule 10 

§ 26.2652-1(a)(4) was to apply the 
GST tax when it may not otherwise 
have applied. It was never intended to 
(nor could it) prevent the application of 
the tax pursuant to the statutory provi
sions that apply based on the original 
taxable transfer. To eliminate any uncer
tainty concerning the proper application 
of the GST tax, the regulations under 
section 2652(a) will be clarified by 
eliminating § 26.2652- 1(a)(4) and Ex
ample 9 and Example lOin § 26.2652-
1 (a)(6) from the final regulations. 

Proposed Effective Date 

These amendments apply to transfers 
to trusts on or after June 12, 1996. 

Special Analysis 

It has been determined that this notice 
of proposed rulemaking is not a signifi
cant regulatory action as defined in EO 
12866. Therefore, a regulatory assess
ment is not required. It has also been 
determined that section 553(b) of the 
Administrative Procedure Act (5 U.S.c. 
chapter 5) and the Regulatory Flexibility 
Act (5 U.S.c. chapter 6) do not apply to 
these regulations, and therefore, a Regu
latory Flexibility Analysis is not re
quired. Pursuant to section 7805(f) of 
the Internal Revenue Code, the notice of 
proposed rulemaking preceding these 
regulations was submitted to the Small 
Business Administration for comment on 
its impact on small business. 

Comments and Requests for a Public 
Hearing 

Before this proposed regulation is 
adopted as a final regulation, consider-

ation will be given to any written com
ments (a signed original and eight (8) 
copies) that are submitted timely to the 
IRS. All comments will be available for 
public inspection and copying. A public 
hearing may be scheduled if requested 
in writing by a person that timely 
submits written comments. If a public 
hearing is scheduled, notice of the date, 
time, and place for the hearing will be 
published in the Federal Register. 

* * * * 

Proposed Amendments to the Regula
tions 

Accordingly, 26 CFR part 26 is pro
posed to be amended as follows: 

PART 26-GENERATION-SKIPPING 
TRANSFER TAX REGULATIONS UN
DER THE TAX REFORM ACT OF 
1986 

Paragraph 1. The authority citation for 
part 26 continues to read, in part, as 
follows: 

Authority: 26 U.S.c. 7805 * * * 
Par. 2 Section 26.2652-1 is amended 

as follows: 
l. Paragraph (a)(4) is removed and 

paragraphs (a)(5) and (a)(6) are redesig
nated as paragraphs (a)( 4) and (a)(5), 
respectively. 

2. In newly designated paragraph 
(a)(5), Examples 9 and 10 are removed 
and Example 11 is redesignated as Ex
ample 9. 

Margaret Milner Richardson, 
Commissioner of Internal Revenue. 

(Filed by the Office of the Federal Register on 
June II. 1996. 8:45 a.m .. and published in the 
issue of the Federal Register for June 12. 1996. 61 
F.R. 29714) 

Notice of Proposed Rulemaking 

Disclaimer of Interests and Powers 

REG-20821S-91 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rulemak
ing. 

SUMMARY: This document contains 
proposed regulations relating to the 
treatment of disclaimers for estate and 
gift tax purposes. The regulations pro
pose to clarify certain provisions gov
erning the disclaimer of property inter
ests and powers and, in addition, to 
conform the regulations to court deci
sions holding the current regulation in-
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valid with respect to the disclaimer of 
joint property interests. The proposed 
regulations will affect persons who dis
claim interests, powers or interests in 
jointly owned property after the effec
tive date of these regulations. 

DATES: Written comments and requests 
for a public hearing must be received by 
November 19, 1996. 

ADDRESSES: Send submissions to: 
CC:DOM:CORP:R (REG-208215-91), 
room 5226, Internal Revenue Service, 
POB 7604, Ben Franklin Station, Wash
ington, DC 20044. Submissions may be 
hand delivered between the hours of 8 
a.m. and 5 p.m. to: CC:DOM:CORP:R 
(REG-208215-91), Courier's Desk Inter
nal" Revenue Service, 1111 Constitution 
Avenue NW, Washington, DC. Alter
nately, taxpayers may submit comments 
electronically via the Internet by select
ing the "Tax Regs" option of the IRS 
Home Page, or by submitting comments 
directly to the IRS Internet site at 
http:\\www.irs.ustreas.gov\prod\tax_regs\ 
comments.html. 

SUPPLEMENTARY INFORMATION: 

Background 

This document proposes to amend the 
Estate and Gift Tax Regulations (26 
CFR parts 20 and 25) under sections 
2041, 2046, 2056, 2511, 2514, and 
2518, relating to the disclaimer of inter
ests in property and powers over prop
erty. 

1. Interests and powers subject to the 
disclaimer rules 

Under section 2518(a), if a person 
makes a qualified disclaimer, then for 
transfer tax purposes, the interest dis
claimed is treated as never having 
passed to the person disclaiming. Under 
section 2518(b )(2)(A), in order to have a 
qualified disclaimer, an interest must be 
disclaimed within 9 months of the date 
of "the transfer creating the interest" in 
the person disclaiming. A person to 
whom any interest passes by reason of 
the exercise or lapse of a general power 
of appointment must disclaim the inter
est passing within 9 months after the 
exercise or lapse. 

The current regulations provide that 
section 2518 applies to the disclaimer of 
interests or powers created pursuant to 
"taxable transfers" made after Decem
ber 31, 1976. They further provide that 
the 9-month period within which the 
disclaimer must be made is to be deter-

492 1996-2 C.B. 

mined with reference to the "taxable 
transfer" creating the interest in the 
disclaimant. The term "taxable transfer" 
was incorporated into the regulation 
based on a statement in the legislative 
history underlying the enactment of sec
tion 2518. H.R. Conf. Rep. No. 1515, 
94th Cong., 2d Sess. 623 (1976). 

Because the reference point under the 
regulation is the "taxable transfer" cre
ating the interest, the existing regulation 
could be viewed as implying that the 
disclaimer of an interest created in a 
transfer that is outside the scope of the 
estate or gift tax need not comply with 
the requirements of section 2518. For 
example, if the disclaimed property con
stitutes an interest in foreign situs prop
erty created pursuant to a transfer by a 
nonresident alien donor or decedent, the 
transfer by the nonresident alien would 
not be within the scope of the gift tax or 
estate tax. However, a disclaimer of 
such an interest would have to comply 
with section 2518; otherwise, there 
could be transfer tax consequences to 
the disclaimant. 

Similarly, the regulations do not spe
cifically address the disclaimer of a 
property interest passing as a result of 
the lapse or release of a general power 
of appointment created on or before 
October 21, 1942. Under sections 
2041 (a)(l) and 2514(a), the lapse or 
release of a pre-1942 power is not 
subject to transfer tax. 

The scope of the term "taxable trans
fer", as used in § 25.2511-1(c)(2), a 
related provision governing the dis
claimer of interests created in taxable 
transfers made prior to January 1, 1977, 
was considered in the Eighth Circuit 
decision in United States v. Irvine, 981 
F.2d 991 (8th Cir. 1992), rev'd, 114 S.Ct 
1473 (1994), and in Ordway v. United 
States, 908 F.2d 890 (lIth Cir. 1991). In 
these cases, the disclaimant argued that 
a disclaimer that did not satisfy the 
requirements of § 25.2511-1(c)(2) was 
nonetheless effective for estate and gift 
tax purposes because the trust interest 
that was disclaimed was created pursu
ant to a transfer in trust made prior to 
the enactment of the federal gift tax. 
Accordingly, the disclaimant argued that 
the interest was not created in a "tax
able transfer" prior to January 1, 1977, 
the regulation did not apply and the 
disclaimer had only to be effective un
der state law to avoid federal tax. The 
Service argued in both cases that the 
term "taxable transfer" references a 
generic completed gift under § 25.2511-
2 of the regulations. The Eleventh Cir-

cuit agreed with the Service in Ordway, 
while the Eighth Circuit disagreed in 
Irvine. The Supreme Court did not re
solve this issue in its review of Irvine. 
The Court concluded that even if 
§ 25.2511-2 did not apply, the dis
claimer caused the transfer of an interest 
that had not been timely disclaimed, and 
the transfer was subject to gift tax. In 
view of the conflicting Eighth and Elev
enth Circuit decisions in Irvine and 
Ordway, the Treasury and the IRS be
lieve that it is appropriate to clarify the 
regulations. 

2. Disclaimer of Jointly-owned Property 

The current regulations provide, in 
general, that in order to be a qualified 
disclaimer under section 2518, a surviv
ing joint tenant's disclaimer of both an 
interest passing to the joint tenant on the 
creation of the tenancy, and the 
survivorship interest in the joint tenancy 
or tenancy by the entirety, must be made 
within 9 months after the transfer creat
ing the tenancy. Further, a joint tenant 
cannot make a qualified disclaimer of 
any portion of a joint interest attribut
able to consideration furnished by that 
tenant. 

Section 25.2518-2(c)(4)(ii) provides a 
special rule with respect to joint tenan
cies and tenancies by the entirety in real 
property created after 1976 but prior to 
1982. During that period, section 2515 
applied in determining the gift tax con
sequences of the creation of a joint 
tenancy with right of survivorship or 
tenancy by the entirety in real property 
between husband and wife. Under sec
tion 2515, the creation of the tenancy 
was not treated as a gift subject to gift 
tax unless the parties elected to treat the 
creation of the tenancy as a gift. Rather, 
a transfer subject to gift tax occurs on 
the termination of the tenancy (other 
than by reason of the death of one of 
the tenants) if the proceeds of termina
tion are not divided according to the 
consideration furnished by each party to 
the tenancy. Under § 25.2518-2(c)(4)
(ii), in general, an interest in a tenancy 
created between 1976 and 1982 can be 
disclaimed within 9 months of the date 
of death of the first joint tenant to die, 
provided no election was made under 
section 2515 to treat the creation of the 
tenancy as a gift. The disclaimant can 
disclaim up to the portion of the tenancy 
included in the decedent's gross estate 
under section 2040. 

Section 2515 was enacted in the In
ternal Revenue Code of 1954, effective 



for tenancies created after December 31, 
1954, and was repealed with respect to 
tenancies created after December 31, 
1981, by the Economic Recovery Tax 
Act of 1981. The Technical and Miscel
laneous Revenue Act of 1988 added 
section 2523(i)(3) which provides that, 
where the spouse of a donor is not a 
citizen of the United States, the prin
ciples of section 2515, as such section 
was in effect before its repeal, shall 
apply (except for the provisions provid
ing for an election), in determining the 
gift tax consequences of the creation of 
a joint tenancy or tenancy by the en
tirety in real property between husband 
and wife. 

Although section 2515 was effective 
for tenancies created after 1954 and 
before 1982, and, in addition, the prin
ciples of section 2515 are currently 
effective for tenancies created on or 
after July 14, 1988, where the donee 
spouse is not a citizen, the special rule 
in the current regulation applies only to 
tenancies subject to section 2515 created 
after 1976 and before 1982. 

The validity of the current regulations 
with respect to joint interests that are 
unilaterally severable has been the sub
ject of repeated litigation. In Kennedy v. 
Commissioner, 804 F.2d 1332 (7th Cir. 
1986), the court held that the surviving 
spouse's survivorship interest in the de
cedent's one-half interest in jointly held 
real property was created on the dece
dent's death since, prior to that time, the 
decedent could have unilaterally severed 
the interest and defeated the spouse's 
survivorship right in that interest. Ac
cordingly, the court held that the 
survivorship interest could be disclaimed 
within 9 months of the decedent's death. 
The court concluded that the current 
regulations are invalid to the extent that 
they require a survivorship interest in a 
severable joint tenancy to be disclaimed 
within 9 months of the creation of the 
tenancy. In Estate of Dancy v. Commis
sioner, 872 F.2d 84 (4th Cir. 1989) 
(involving personal property), and 
McDonald v. Commissioner, 853 F.2d 
1494 (8th Cir. 1988) (involving real 
property), the courts also held the regu
lations invalid. 

In McDonald, the Eighth Circuit re
manded the case to the Tax Court to 
determine if the disclaimer was other
wise qualified under section 2518. On 
remand, the Service argued that since 
the joint property was attributable en
tirely to consideration furnished by the 
disclaiming spouse, the spouse could not 
disclaim any interest in the property 

under section 2518. The Tax Court 
rejected this argument in McDonald v. 
Commissioner, T.C.M. 1989-140. 

The Service announced in A.O.D. 
CC-1990-06 (Feb. 7, 1990) that it will 
follow these decisions. 

3. Disclaimer of Joint Bank Accounts 

For gift tax purposes, the creation of 
a joint bank account is treated as an 
incomplete transfer since, generally, the 
contributing joint tenant may unilaterally 
withdraw contributed funds without the 
consent of the other joint tenant. Ac
cordingly, unless a noncontributing joint 
tenant has withdrawn the funds, the 
transfer to a joint bank account does not 
become complete before the death of the 
first joint tenant. 

Explanation of Provisions 

1. Interests and Powers Subject to the 
Disclaimer Rules 

The proposed amendment clarifies 
that the application of section 2518, or 
the commencement of the 9-month pe
riod, is not dependent on the actual 
imposition of a transfer tax when the 
interest to be disclaimed is created. The 
proposed amendment substitutes the 
statutory language of section 2518(b)
(2)(A), "transfer creating the interest," 
for "taxable transfer" as the reference 
point for determining the scope of the 
regulations as well as when the time 
period for making the disclaimer com
mences. Under the proposed amend
ment, the term "transfer creating the 
interest" includes any inter vivos trans
fer that would be a completed gift under 
the gift tax regulations, whether or not a 
gift tax liability arises on the transfer 
and whether or not the transfer comes 
within the scope of the gift tax. Simi
larly, the amendment clarifies that, for 
testamentary transfers, the transfer creat
ing the interest occurs on the date of the 
decedent's death, whether or not an 
estate tax is imposed on the transfer and 
whether or not the transfer comes within 
the scope of the estate tax. The amend
ment also clarifies that, in the case of a 
disclaimer of an interest passing pursu
ant to the exercise, lapse, or release of a 
general power of appointment, the dis
claimer must be made within 9 months 
of the exercise, lapse, or release of the 
power, regardless of whether the exer
cise, lapse, or release is subject to estate 
or gift tax. The proposed regulations 
make conforming changes to the estate 
and gift tax regulations. 

2. Disclaimer of Jointly-Owned Prop
erty 

The proposed amendments would re
vise the regulations to provide that, in 
general, if a joint tenancy may be 
unilaterally severed by either party, then 
a surviving joint tenant may disclaim 
the one-half survivorship interest in 
property held in joint tenancy with right 
of survivorship within 9 months of the 
death of the first joint tenant to die, 
even if the surviving joint tenant pro
vided some or all of the consideration 
for the creation of the tenancy. 

The rationale of the courts in Dancy, 
Kennedy, and McDonald does not apply 
to joint interests that cannot be unilater
ally severed under applicable state law, 
such as interests held in tenancy by the 
entirety. In tenancies by the entirety, the 
donee spouse's joint interest in the prop
erty that cannot be unilaterally severed 
is created on the date the tenancy is 
created. Therefore, the proposed amend
ment to the regulations would reaffirm 
that any interest in a nonseverable 
cotenancy, including the survivorship in
terest, must be disclaimed within 9 
months of the date of the creation of the 
tenancy. However, the Service requests 
comments on whether or under what 
circumstances (e.g., tenancy by the en
tirety ownership of a personal residence) 
the rule applicable to unilaterally sever
able interests should apply to interests 
that are not unilaterally severable. 

The proposed amendments would ex
tend the special rule in § 25.2518-
2( c)( 4 )(ii) to tenancies created after De
cember 31, 1954, and on or before 
December 31, 1981, the entire period 
during which section 2515 was in effect. 
In addition, the special rule would be 
expanded to include tenancies created 
on or after July 14, 1988, where the 
spouse of the donor is not a United 
States citizen. Under section 2523(i)(3), 
the creation of such tenancies is also 
subject to the rules of former section 
2515. The special rule reflects the gift 
tax treatment of the creation of a joint 
tenancy or tenancy by the entirety that 
was subject to section 2515. The relief 
afforded by the special rule will apply 
to all tenancies that were subject on 
creation to section 2515. Under the 
special rule, the amount that the surviv
ing joint tenant can disclaim is depen
dent on the amount that is includible in 
the decedent's gross estate. 

1996-2 C.B. 493 



3. Disclaimer of Joint Bank Accounts 

The proposed regulations provide spe
cific rules to address the disclaimer of 
joint bank accounts. Because the transfer 
creating the interest in the funds remain
ing in the bank account at the death of 
the first joint tenant to die occurs at that 
tenant's death, the 9-month period for 
making the qualified disclaimer com
mences on the death of the first joint 
tenant. 

The proposed regulations also clarify 
that a surviving joint tenant cannot 
disclaim any portion of the account 
attributable to that survivor's contribu
tion to the account. These contributed 
funds are property owned by the survi
vor during the cotenancy and the survi
vor cannot disclaim property the survi
vor has always owned and never 
transferred. Further, the proposed regula
tions clarify that this rule applies even if 
only one-half of the property is included 
in the decedent's gross estate under 
section 2040(b) because the joint tenants 
are married. 

The proposed regulations also clarify 
the estate tax treatment of a disclaimed 
interest in a joint bank account. State 
law generally treats a disclaimant as 
predeceasing the decedent with respect 
to the disclaimed interest. The dis
claimed interest in a joint bank account 
(the creation of which is treated as an 
incomplete gift under the gift tax regula
tions), would lose its character as joint 
property and pass through the decedent's 
probate estate. Accordingly, under such 
circumstances, the interest disclaimed is 
subject to inclusion in the decedent's 
gross estate under section 2033, rather 
than section 2040(a) (providing for in
clusion based on the contribution of 
each tenant) or section 2040(b) (provid
ing for inclusion of one-half the prop
erty in the case of certain joint tenancies 
between spouses). The balance of the 
account not subject to the disclaimer 
retains its character as joint property and 
is includible in the decedent's gross 
estate under either section 2040(a) or 
section 2040(b). 

These rules are also made applicable 
to joint brokerage accounts, since the 
transfer tax treatment of these accounts 
generally parallels the treatment of joint 
bank accounts. See Rev. Rul. 69-148, 
1969-1 CB. 226. 

Proposed Effective Dates 

The amendments to § § 25.2518-1 (a) 
and 25.2518-2( c )(3) (substituting the 
statutory language in section 2518(b)-
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(2)(A) "transfer creating the interest," 
for "taxable transfer") and conform
ing changes to § § 20.2041-3(d)(6)(i), 
20.2046-1, 20.2056(d)-2(a) and (b), 
25.2511-1(c)(l), 25.2514-3(c)(5), are 
proposed to be effective for transfers 
creating the interest or power to be 
disclaimed made after the date of publi
cation as final regulations in the Federal 
Register. However, Treasury and the IRS 
do not view these amendments as pre
scribing any new rules for applying 
section 2518. 

The amendments to § 25.2518-2(c)(4) 
(relating to the disclaimer of joint prop
erty and bank accounts) are proposed to 
be effective for disclaimers made after 
the date these regulations are published in 
the Federal Register as final regulations. 

Special Analyses 

It has been determined that this notice 
of proposed rulemaking is not a signifi
cant regulatory action as defined in E.O. 
12866. Therefore, a regulatory assess
ment is not required. It has also been 
determined that section 553(b) of the 
Administrative Procedures Act (5 U.S.c. 
chapter 5) does not apply to these regula
tions and because the regulations do not 
impose a collection of information on 
small entities, the Regulatory Flexibility 
Act (5 U.S.C chapter 6) does not apply. 
Pursuant to section 7805(f) of the Inter
nal Revenue Code, this notice of pro
posed rulemaking will be submitted to 
the Chief Counsel for Advocacy of the 
Small Business Administration for com
ment on its impact on small business. 

Comments and Requests for a Public 
Hearing 

Before these proposed regulations are 
adopted as final regulations, consider
ation will be given to any written com
ments (a signed original and eight (8) 
copies) that are submitted timely to the 
IRS. All comments will be available for 
public inspection and copying. A public 
hearing may be scheduled if requested 
in writing by any person that timely 
submits written comments. If a public 
hearing is scheduled, notice of the date, 
time, and place of the hearing will be 
published in the Federal Register. 

Proposed Amendments to the Regula
tions 

Accordingly, 26 CFR parts 20 and 25 
are proposed to be amended as follows: 

PART 20-ESTATE TAX; ESTATES 
OF DECEDENTS DYING AFTER 
AUGUST J 6, 1954 

Paragraph 1. The authority .citation 
for part 20 continues to read 10 part: 

Authority: 26 U.S.C 7805 * * * 
Par. 2. Section 20.2041-3 is amended 

as follows: 
1. Paragraph (d)(6)(i) is amended by 

revising the first sentence and by adding 
a new second sentence. 

2. Paragraph (d)(6)(iii) is added. 
The additions and revisions read as 

follows: 

§ 20.2041-3 Powers of appointment 
created after October 21, 1942. 

* * * * * 
(d) * * * 
(6)(i) A disclaimer or renunciation of 

a general power of appointment created 
in a transfer made after December 31, 
1976, is not considered to be the release 
of the power if the disclaimer or renun
ciation is a qualified disclaimer as de
scribed in section 2518 and the corre
sponding regulations. For rules relating 
to when the transfer creating the power 
occurs, see § 25.2518-2(c)(3). * * * 

* * * * * 
(iii) The first and second sentences of 

paragraph (d)(6)(i) of this section are 
effective for transfers creating the power 
to be disclaimed made after the date of 
publication as final regulations in the 
Federal Register. 

* * * * * 
Par. 3. Section 20.2046-1 is revised 

to read as follows: 

§ 20.2046-1 Disclaimed property. 

(a) This section shall apply to the 
disclaimer or renunciation of an interest 
in the person disclaiming by a transfer 
made after December 31, 1976. For 
rules relating to when the transfer creat
ing the interest occurs, see § 25.2518-
2(c)(3) and (c)(4) of chapter 12. If a 
qualified disclaimer is made with re
spect to such a transfer, the Federal 
estate tax provisions are to apply with 
respect to the property interest dis
claimed as if the interest had never been 
transferred to the person making the 
disclaimer. See section 2518 and the 
corresponding regulations for rules relat
ing to a qualified disclaimer. 

(b) The first and second sentences of 
this section are effective for transfers 
creating the interest to be disclaimed 
made after the date of publication as 
final regulations in the Federal Register. 

Par. 4. Section 20.2056(d)-2 is 
amended as follows: 

1. Paragraph (a) is amended by revis
ing the first sentence and adding a new 



sentence after the first sentence, and 
paragraph (b) is revised. 

2. A new paragraph (c) is added. 
The additions and revisions read as 

follows: 

§ 20.2056( d)-2 Marital deduction; ef
fect of disclaimers of post-December 31, 
1976 transfers. 

(a) * * * If a surviving spouse dis
claims an interest in property passing to 
such spouse from the decedent created 
in a transfer made after December 31, 
1976, the effectiveness of the disclaimer 
will be determined by section 2518 and 
the corresponding regulations. For rules 
relating to when the transfer creating the 
interest occurs, see § 25.2518-2(c)(3) 
and (c)(4) of chapter 12. * * * 

(b) Disclaimer by a person other 
than a surviving spouse. If an interest in 
property passes to a person other than 
the surviving spouse from a decedent, 
and the interest is created in a transfer 
made after December 31, 1976, and -

(1) The person other than the surviv
ing spouse makes a qualified disclaimer 
with respect to such interest, and 

(2) The surviving spouse is entitled 
to such interest in property as a result of 
such disclaimer, the disclaimed interest 
is treated as passing directly from the 
decedent to the surviving spouse. For 
rules relating to when the transfer creat
ing the interest occurs, see § 25.2518-
2(c)(3) and (c)(4) of chapter 12. 

(c) Effective date. The first and sec
ond sentences of paragraphs (a) and (b) 
of this section are effective for transfers 
creating the interest to be disclaimed 
made after the date of publication as 
final regulations in the Federal Register. 

PART 25-GIFT TAX; GIFTS MADE 
AFTER DECEMBER 31, 1954 

Par. 5. The authority citation for part 
25 is amended by adding an entry in 
numerical order to read as follows: 

Authority: 26 U.S.c. 7805 * * * 
Section 25.2518-2 is also issued under 
26 U.S.C. 2518(b). * * * 

Par. 6. Section 25.2511-1 is amended 
as follows: 

1. In paragraph (c)(l), the fourth sen
tence is revised. 

2. A new paragraph (c)(3) is added. 
The additions and revisions read as 

follows: 

§ 25.251J-l Transfers in general. 

* * * * * 
(c)(1) * * * However, in the case of a 

transfer creating an interest in property 

(within the meaning of § 25.2518-
2(c)(3) and (c)(4» made after December 
31, 1976, this paragraph (c)(1) shall not 
apply to the donee if, as a result of a 
qualified disclaimer by the donee the 
interest passes to a different donee. * * * 

* * * * * 
(3) The fourth sentence of paragraph 

(c)(1) of this section is effective for 
transfers creating an interest to be dis
claimed made after the date of publica
tion as final regulations in the Federal 
Register. 

* * * * * 
Par. 7. Section 25.2514-3 is amended 

as follows: 
1. Paragraph (c)(5) is amended by 

revising the first sentence and adding a 
new second sentence. 

2. A new paragraph (c)(7) is added. 
The additions and revisions read as 

follows: 

§ 25.2514-3 Powers of appointment 
created after October 21, 1942. 

* * * * * 
(c) * * * 
(5) * * * A disclaimer or renunciation 

of a general power of appointment cre
ated in a transfer made after December 
31, 1976, is not considered a release of 
the power for gift tax purposes if the 
disclaimer or renunciation is a qualified 
disclaimer as described in section 2518 
and the corresponding regulations. For 
rules relating to when a transfer creating 
the power occurs, see § 25.2518-
2(c)(3). * * * 

* * * * * 
(7) The first and second sentences of 

paragraph (5) of § 25.2514-3(c) are ef
fective for transfers creating the power 
to be disclaimed made after the date of 
publication as final regulations in the 
Federal Register. 

* * * * * 
Par. 8. Section 25.2518-1 is amended 

as follows: 
1. Paragraph (a)(1) is revised. 
2. In paragraph (a)(2), the third, 

fourth, and fifth sentences of the Ex
ample are revised and a new sentence is 
added after the third sentence. 

3. A new paragraph (a)(3) is added. 
The additions and revisions read as 

follows: 

§ 25.2518-1 Qualified disclaimers of 
property; In general. 

(a) * * * (1) In general. The rules 
described in § § 25.2518-1 through 
25.2518-3 apply to the qualified dis
claimer of an interest in property which 

is created in the person disclaiming by a 
transfer made after December 31, 1976. 
In general, a qualified disclaimer is an 
irrevocable and unqualified refusal to 
accept the ownership of an interest in 
property. For rules relating to the deter
mination of when a transfer creating an 
interest occurs, see § 25.2518-2(c)(3) 
and (4). 

(2) * * * The transfer creating the 
remainder interest in the trust occurred 
in 1968. See § 25.2511-1 (c )(2). There
fore, section 2518 does not apply to the 
disclaimer of the remainder interest be
cause the transfer creating the interest 
was made prior to January 1, 1977. If, 
however, W had caused the gift to be 
incomplete by also retaining the power 
to designate the person or persons to 
receive the trust principal at death, and, 
as a result, no transfer (within the 
meaning of § 25.2511-1(c)(2» of the 
remainder interest was made at the time 
of the creation of the trust, section 2518 
would apply to any disclaimer made 
after W's death with respect to an 
interest in the trust property. 

(3) Section 25.2518-1(a)(1) is effec
tive for transfers creating the interest to 
be disclaimed made after the date of 
publication as final regulations in the 
Federal Register. 

:I< * 
Par. 9. Section 25.2518-2 is amended 

as follows: 
1. Paragraph (c )(3) is redesignated as 

paragraph (c)(3)(i). 
2. Newly designated paragraph 

(c)(3)(i) is amended as follows: 
a. In the first, eighth, and eleventh 

sentences, the word "taxable" is re
moved in each place it appears. 

b. In the third and ninth sentences, 
the language "taxable transfer" is re
moved and "transfer creating an inter
est" is added in each place it appears. 

c. The fourth, fifth, sixth, and seventh 
sentences are revised. 

d. A new sentence is added after the 
fourth sentence. 

3. A new paragraph (c)(3)(ii) IS 

added. 
4. Paragraph (c)( 4) is revised. 
5. In paragraph (c)(5). Example (7) is 

revised. 
6. In paragraph (c)(5), Example (9) is 

redesignated as Example (J 3) and newly 
designated Example ( J 3) is revised. 

7. In paragraph (c)(5), Example (8) is 
redesignated as Example (9) and newly 
designated Example (9) is revised. 

8. In paragraph (c)(5), Example (10) 
is redesignated as Example (J 2) and the 
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first sentence of newly designated Ex
ample (12) is revised. 

9. In paragraph (c)(5), new Examples 
(8), (10), (11), (14), and (15), are added. 

The additions and revisions read as 
follows: 

§ 25.2518-2 Requirements for a quali
fied disclaimer. 

* * * * * 
(c) * * * 
(3)(i) * * * With respect to transfers 

made by a decedent at death or transfers 
that become irrevocable at death, the 
transfer creating the interest occurs on 
the date of the decedent's death, even if 
an estate tax is not imposed on the 
transfer. For example, a bequest of 
foreign-situs property by a nomesident 
alien decedent is regarded as a transfer 
creating an interest in property even if 
the transfer would not be subject to 
estate tax. If there is a transfer creating 
an interest in property during the 
transferor's lifetime and such interest is 
later included in the transferor's gross 
estate for estate tax purposes (or would 
have been included if such interest were 
subject to estate tax), the 9-month pe
riod for making the qualified disclaimer 
is determined with reference to the 
earlier transfer creating the interest. In 
the case of a general power of appoint
ment, the holder of the power has a 
9-month period after the transfer creat
ing the power in which to disclaim. If a 
person to whom any interest in property 
passes by reason of the exercise, release, 
or lapse of a general power desires to 
make a qualified disclaimer, the dis
claimer must be made within a 9-month 
period after the exercise, release, or 
lapse regardless of whether the exercise, 
release, or lapse is subject to estate or 
gift tax. * * * 

(ii) Sentences 1, 3 through 10, and 12 
of paragraph (c)(3)(i) of this section are 
effective for transfers creating the inter
est to be disclaimed made after the date 
of publication as final regulations in the 
Federal Register. 

(4) Joint property - (i) Interests that 
are unilaterally severable. Except as 
provided in paragraph (c)(4)(iv) of this 
section with respect to joint bank ac
counts and joint brokerage accounts, in 
the case of an interest in a joint tenancy 
with right of survivorship or a tenancy 
by the entirety that either joint tenant 
can sever unilaterally under local law, a 
qualified disclaimer of the interest to 
which the disclaimant succeeds as donee 
upon creation of the tenancy must be 
made no later than 9 months after the 
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creation of the tenancy. A qualified 
disclaimer of the survivorship interest to 
which the survivor succeeds by opera
tion of law upon the death of the first 
joint tenant to die must be made no later 
than 9 months after the death of the first 
joint tenant to die. See, however, section 
2518(b )(2)(B) for a special rule in the 
case of disclaimers by persons under 
age 21. Except as provided in paragraph 
(c)( 4 )(iii) of this section (with respect to 
certain tenancies in real property created 
after 1954 and before 1982 and certain 
tenancies created on or after July 14, 
1988), the interest that may be dis
claimed within 9 months after the death 
of the first joint tenant to die is the 
interest to which the disclaimant suc
ceeds by right of survivorship, regard
less of the portion of the property 
attributable to consideration furnished 
by the disclaimant and regardless of the 
portion of the property that is included 
in the decedent's gross estate under 
section 2040. See § 25.2518-2(c)(S), 
Example (7). 

(ii) Interests that are not unilaterally 
severable. Except as provided in para
graph (c)(4)(iii) of this section with 
respect to interests created after 1954 
and before 1982 and certain interests 
created after July 14, 1988, if an interest 
in joint property with right of survivor
ship or an interest held as a tenant by 
the entirety is not unilaterally severable 
under local law, a qualified disclaimer 
of the interest or any portion of the 
interest must be made no later than 9 
months after the transaction creating the 
tenancy. A tenant by the entirety or 
other cotenant who cannot unilaterally 
sever the interest under applicable local 
law cannot make a qualified disclaimer 
of any portion of the joint interest to the 
extent attributable to consideration fur
nished by that tenant even if the dis
claimer is made within 9 months of the 
creation of the tenancy. See § 25.2518-
2(c)(5), Example (8). 

(iii) Tenancies in real property be
tween spouses created before 1982 and 
certain tenancies in real property be
tween spouses created on or after July 
14, 1988. In the case of a joint tenancy 
between spouses or a tenancy by the 
entirety in real property created after 
1954 and before 1982 where no election 
was made under section 2515, or a joint 
tenancy between spouses or a tenancy 
by the entirety in real property created 
on or after July 14, 1988, to which 
section 2S23(i)(3) applies (relating to 
the creation of a tenancy where the 
spouse of the donor is not a United 

States citizen), the survlvmg spouse 
must make a qualified disclaimer no 
later than 9 months after the death of 
the first spouse to die. The surviving 
spouse may disclaim any portion of the 
joint interest that is includible in the 
decedent's gross estate under section 
2040. See § 2S.2518-2(c)(S), Examples 
(9) and (10). 

(iv) Special rule for joint bank and 
brokerage accounts established between 
spouses or between persons other than 
husband and wife. In the case of a 
transfer to a joint bank account or a 
joint brokerage account, if a transferor 
may unilaterally withdraw the trans
feror's own contributions from the ac
count without the consent of the other 
cotenant, the transfer creating the survi
vor's interest in a decedent's share of 
the account occurs on the death of the 
deceased cotenant. Accordingly, if a sur
viving joint tenant desires to make a 
qualified disclaimer with respect to 
funds contributed by a deceased 
cotenant, the disclaimer must be made 
within 9 months of the cotenant's death. 
The surviving joint tenant may not dis
claim any portion of the joint account 
attributable to consideration furnished 
by that surviving joint tenant. See 
§ 25.2518-2(c)(S), Examples 13, 14 and 
15, regarding the treatment of dis
claimed interests under sections 2518, 
2033 and 2040. 

(v) Effective date. This paragraph 
(c)( 4) is effective for disclaimers made 
after the date of publication as final 
regulations in the Federal Register. 

(5) Examples. * * * 
* * * * * 

Example (7). On February I, 1990, A purchased 
real property with A's funds. Title to the property 
was conveyed to "A and B, as joint tenants with 
right of survivorship." Under applicable state law, 
the joint interest is unilaterally severable by either 
tenant. B dies on May I, 1997, and is survived by 
A. On January I, 1998, A disclaims the one-half 
survivorship interest in the property to which A 
succeeds as a result of B's death. Assuming that 
the other requirements of section 2518(b) are 
satisfied, A has made a qualified disclaimer of the 
one-half survivorship interest (but not the interest 
retained by A upon the creation of the tenancy, 
which may not be disclaimed by A). The result is 
the same whether or not A and B are married and 
regardless of the proportion of consideration fur
nished by A and B in purchasing the property. 

Example (8). On March I, 1997, A purchases a 
parcel of real property that is conveyed to A and 
A's spouse, B, as tenants by the entirety. A 
provides the consideration for the purchase. Under 
applicable state law, the tenancy cannot be unilat
erally severed by either tenant. In order to be a 
qualified disclaimer, any disclaimer by B of B's 
interest in the property must be made within 9 
months of the creation of the tenancy (i.e., within 
9 months of March I, 1997). Since A provided the 
entire consideration for the property and the 



tenancy is not unilaterally severable, A may not 
disclaim any interest in the tenancy. 

Example (9). On March I, 1977, H and W 
purchase a tract of vacant land which is conveyed 
to them as tenants by the entirety. The entire 
consideration is paid by H. H does not elect, under 
section 2515, to have the transaction treated as a 
transfer for purposes of Chapter 12. H dies on 
June I, 1997. W can disclaim one-half of the joint 
interest because this is the interest includible in 
H's gross estate under section 2040(b). Assuming 
that W's disclaimer is received by the executor of 
H's estate no later than 9 months after June I, 
1997, and the other requirements of section 
2518(b) are satisfied, W's disclaimer of one-half 
of the property would be a qualified disclaimer 
because the transfer which created W's interest is 
treated as not occurring until H's death, since no 
election was made under section 2515. The result 
would be the same if the property was held in 
joint tenancy with right of survivorship that was 
unilaterally severable under local law. 

Example (10). Assume the same facts as in 
example (9) except that the land was purchased on 
March I, 1989, and W is not a United States 
citizen. W has until 9 months after June I, 1997, 
to make a qualified disclaimer, and can disclaim 
the entire joint interest because this is the interest 
includible in H's gross estate under section 
204O(a). The result would be the same if the 
property was held in joint tenancy with right of 
survivorship that was unilaterally severable under 
local law. 

Example (11). In 1986, spouses A and B 
purchased a personal residence taking title as joint 
tenants with right of survivorship. Under appli
cable state law, the interest in the tenancy may be 
unilaterally severed by either party. B dies on July 
10, 1997. A wishes to disclaim the one-half 
undivided interest to which A would succeed by 
right of survivorship. If A makes the disclaimer, 
the property interest would pass under B's will to 
their child C. C, an adult, and A resided in the 
residence at B's death and will continue to reside 
there in the future. A continues to own a one-half 
undivided interest in the property. Assuming that 
the other requirements of section 25 I 8(b) are 
satisfied, A may make a qualified disclaimer with 
respect to the one-half undivided survivorship 
interest in the residence if A delivers the written 
disclaimer to the personal representative of B's 
estate by April 10, 1998, since A is not deemed to 
have accepted the interest or any of its benefits 
prior to that time and A's occupancy of the 
residence after B's death is consistent with A's 
retained undivided ownership interest. 

Example (12). H and W, husband and wife, 
reside in state X, a community property 
state. * * * 

Example (13). On July I, 1990, A opens a bank 
account that is held jointly with B, A's spouse, and 
transfers $50,000 of A's money to the account. A 
and B are United States citizens. A can regain the 
entire account without B's consent. The transfer is 
not a completed gift under § 25.2511-1(h)(4). A 
dies on August 15, 1997, and B disclaims the 
entire amount in the bank account on October 15, 
1997. Assuming that the remaining requirements 
of section 2518(b) are satisfied, B made a quali
fied disclaimer under section 2518(a) because the 
disclaimer was made within 9 months after A's 
death at which time B had succeeded to full 
dominion and control over the account. Under 
state law, B is treated as predeceasing A with 
respect to the disclaimed interest. The disclaimed 
account balance passes through A's probate estate 
and is no longer joint property includible in A's 
gross estate under section 2040. The entire account 

is, instead, includible in A's gross estate under 
section 2033. The result would be the same if A 
and B were not married. 

Example (14). The facts are the same as 
Example (13), except that B, rather than A, dies 
on August 15, 1997. A may not make a qualified 
disclaimer with respect to any of the funds in the 
bank account, because A furnished the funds for 
the entire account and A did not relinquish 
dominion and control over the funds. 

Example (15). The facts are the same as 
Example (13), except that B disclaims 40 percent 
of the funds in the account. Since, under state law, 
B is treated as predeceasing A with respect to the 
disclaimed interest, the 40 percent portion of the 
account balance that was disclaimed passes as part 
of A's probate estate, and is no longer character
ized as joint property. This 40 percent portion of 
the account balance is, therefore, includible in A's 
gross estate under section 2033. The remaining 60 
percent of the account balance that was not 
disclaimed retains its character as joint property 
and, therefore, is includible in A's gross estate as 
provided in section 204O(b). Therefore, 30 percent 
(\/2 x 60 percent) of the account balance is 
includible in A's gross estate under section 
2040(b), and a total of 70 percent of the aggregate 
account balance is includible in A's gross estate. If 
A and B were not married, then the 40 percent 
portion of the account subject to the disclaimer 
would be includible in A's gross estate as provided 
in section 2033 and the 60 percent portion of the 
account not subject to the disclaimer would be 
includible in A's gross estate as provided in 
section 2040(a), because A furnished all of the 
funds with respect to the account. 

Margaret Milner Richardson, 
Commissioner of Internal Revenue. 

(Filed by the Office of the Federal Register on 
August 20, 1996, 8:45 a.m., and published in the 
issue of the Federal Register for August 21, 1996, 
61 F.R. 43197) 

Notice of Proposed Rulemaking 
and Notice of Public Hearing 

Magnetic Media Filing 
Requirements for Information 
Returns 

REG-209803-95 
AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rulemak
ing and notice of public hearing. 

SUMMARY: In ***T.D. 8683, page 
169, the IRS is issuing temporary regu
lations relating to the requirements for 
filing information returns on magnetic 
media or in other machine-readable 
form under section 6011 (e) of the Inter
na� Revenue Code. The text of those 
temporary regulations also serves as the 
text of the proposed regulations. This 
document also contains a proposed 
amendment to § 301.6011-2(g)(2). This 
document also provides notice of a 
public hearing on these proposed regula
tions. 

DATES: Written comments must be re
ceived by January 8, 1997. Outlines of 
topics to be discussed at the public 
hearing scheduled for February 5, 1997, 
must be received by January 15, 1997. 

ADDRESSES: Send submissions to: 
CC:DOM:CORP:R (REG-209803-95), 
room 5228, Internal Revenue Service, 
POB 7604, Ben Franklin Station, Wash
ington, DC 20044. In the alternative, 
submissions may be hand delivered be
tween the hours of 8 a.m. and 5 p.m. to: 
CC:DOM:CORP:R (REG-209803-95), 
Courier's Desk, Internal Revenue Ser
vice, 1111 Constitution Ave., NW, Wash
ington, DC. Alternatively, tax
payers may submit comments electroni
cally via the internet by selecting the 
"Tax Regs" option on the IRS Home 
Page, or by submitting comments di
rectly to the IRS internet site at http:// 
www.irs.ustreas.gov/prod/tax_regs/ 
comments.html. The public hearing will 
be held in Room 3313 of the Internal 
Revenue Building, 1111 Constitution 
Ave., NW, Washington, DC. 

SUPPLEMENTARY INFORMATION: 

Background 

Temporary regulations in T.D. 8683 
amend the Income Tax Regulations (26 
CFR part 1) relating to section 6045 and 
the Procedure and Administration Regu
lations (26 CFR part 301) relating to 
section 6011 (e). The temporary regula
tions contain rules relating to the filing 
requirements of information returns on 
magnetic media or in other machine
readable form under section 6011 (e). 

The text of those temporary regula
tions also serves as the text of these 
proposed regulations. The preamble to 
the temporary regulations explains the 
temporary regulations. 

Special Analyses 

It has been determined that these 
proposed regulations are not a signifi
cant regulatory action as defined in EO 
12866. Therefore, a regulatory assess
ment is not required. 

It is hereby certified that the regula
tions in this document will not have a 
significant economic impact on a sub
stantial number of small entities. This 
certification is based on a determination 
that these regulations impose no addi
tional reporting or recordkeeping re
quirement and only prescribe the 
method of filing information returns that 
are already required to be filed. Further, 
these regulations are consistent with the 
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requirements imposed by statute. Section 
6011 (e)(2)(A) provides that, in prescrib
ing regulations providing standards for 
determining which returns must be filed 
on magnetic media or in other machine
readable form, the Secretary shall not 
require any person to file returns on 
magnetic media unless the person is 
required to file at least 250 returns 
during the calendar year. Consistent with 
the statutory provision, these regulations 
do not require information returns to be 
filed on magnetic media unless 250 or 
more returns are required to be filed. 
Further, the economic impact caused by 
requiring filing on magnetic media 
should be minimal. If a taxpayer's op
erations are computerized, reporting in 
accordance with the regulations should 
be less costly than filing on paper. If the 
taxpayer's operations are not computer
ized, the incremental cost of magnetic 
media reporting should be minimal in 
most cases because of the availability of 
computer service bureaus. In addition, 
the existing regulations provide that the 
IRS may waive the magnetic media 
filing requirements upon a showing of 
hardship. It is anticipated that the waiver 
authority wiIl be exercised so as not to 
unduly burden taxpayers lacking both 
the necessary data processing facilities 
and access at a reasonable cost to 
computer service bureaus. Accordingly, 
a Regulatory Flexibility Analysis under 
the Regulatory Flexibility Act (5 U.S.c. 
chapter 6) is not required. 

Pursuant to section 7805(t) of the 
Internal Revenue Code, these proposed 
regulations will be submitted to the 
Chief Counsel for Advocacy of the 
Small Business Administration for com
ment on their impact on small business. 

Comments and Public Hearing 

Before these proposed regulations are 
adopted as final regulations, consider
ation will be given to any written com
ments (a signed original and eight (8) 
copies) that are submitted timely to the 
IRS. All comments will be available for 
public inspection and copying. 

A public hearing has been scheduled 
for February 5, 1997, at 10 am. The 
hearing will be held in room 3313 of 
the Internal Revenue Building, 1111 
Constitution Ave., NW, Washington, DC. 
Because of access restrictions, visitors 
will not be admitted beyond the Internal 
Revenue Building lobby more than 15 
minutes before the hearing starts. 

The rules of 26 CFR 601.601 (a)(3) 
apply to the hearing. 
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Persons who wish to present oral 
comments at the hearing must submit 
written comments by January 8, 1997, 
and submit an outline of the topics to be 
discussed and the time to be devoted to 
each topic (signed original and eight (8) 
copies) by January 15, 1997. 

A period of 10 minutes will be allot
ted to each person for making com
ments. 

An agenda showing the scheduling of 
the speakers will be prepared after the 
deadline for receiving outlines has 
passed. Copies of the agenda will be 
available free of charge at the hearing. 

* * * * * 

Proposed Amendments to the Regula
tions 

Accordingly, 26 CFR parts 1 and 301 
are proposed to be amended as follows: 

PART I-INCOME TAXES 

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

Authority: 26 U.S.C. 7805 * * * 
Par. 2. In § 1.6045-1, paragraph (1) 

is revised to read as follows: 

§ 1.6045-1 Returns of information of 
brokers and barter exchanges. 

[The text of paragraph (1) as proposed 
is the same as the first sentence of 
§ 1.6045-1 T(l) published in T.D. 8683, 
page 169. 

Par. 3. In § 1.6045-2, paragraph 
(g)(2) is revised to read as follows: 

§ 1.6045-2 Furnishing statement re
quired with respect to certain substitute 
payments. 

[The text of paragraph (g)(2) as pro
posed is the same as the text of the first 
sentence of § 1.6045-2T(g)(2) pub
lished in T.D. 8683, page 169. 

PART 301-PROCEDURE AND 
ADMINISTRATION 

Par. 4. The authority citation for part 
301 continues to read in part as follows: 

Authority: 26 U.S.c. 7805 * * * 
Par. 5. Section 301.6011-2 is 

amended by revising paragraphs (a)(1), 
(b)(1) and (2), (c)(1)(i) and (iii), (c)(2), 
(t) and (g)(2), and by adding (c)(I)(iv), 
and by removing paragraphs (c)(3) and 
(4) and the last sentence of paragraph 
(e). The revisions and additions read as 
follows: 

§ 301.6011-2 Required use of magnetic 
media. 

[The text of paragraphs (a)( 1), (b)( 1) 
and (2), (c)(1)(i), (iii), and (iv), (c)(2), 
(t), and (g)(2) as proposed is the same 
as the text in § 301.6011-2T(a)(1), 
(b)(l) and (2), (c)(1)(i), (iii), and (iv), 
(c)(2), (t), and the first sentence of 
(g)(2) published in T.D. 8683, page 169. 

Margaret Milner Richardson, 
Commissioner of Internal Revenue. 

(Filed by the Office of the Federal Register on 
October 9, 1996, 8:45 a.m., and published in the 
issue of the Federal Register for October 10, 1996, 
61 F.R. 53161) 

Notice of Proposed Rulemaking 
and Notice of Public Hearing 

Application of the Grantor Trust 
Rules to Nonexempt Employees' 
Trusts 

REG-209826-96 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rulemak
ing and notice of public hearing. 

SUMMARY: This document contains 
proposed regulations relating to the ap
plication of the grantor trust rules to 
nonexempt employees' trusts. The pro
posed regulations clarify that the grantor 
trust rules generally do not apply to 
domestic nonexempt employees' trusts, 
and clarify the interaction between the 
grantor trust rules, the rules generally 
governing the taxation of nonqualified 
deferred compensation arrangements, 
and the antideferral rules for United 
States persons holding interests in for
eign entities. The proposed regulations 
affect nonexempt employees' trusts 
funding deferred compensation arrange
ments, as well as U.S. persons holding 
interests in certain foreign corporations 
and foreign partnerships with deferred 
compensation arrangements funded 
through foreign nonexempt employees' 
trusts. In addition, the proposed regula
tions affect U.S. persons that have de
ferred compensation arrangements 
funded through certain foreign 
nonexempt employees' trusts. This docu
ment also provides notice of a public 
hearing on these proposed regulations. 

DATES: Written comments must be re
ceived by December 26, 1996. Requests 
to speak (with outlines of oral com
ments to be discussed) at the public 



hearing scheduled for January 15, 1997, 
at 10:00 a.m. must be submitted by 
December 24, 1996. 

ADDRESSES: Send submissions to: 
CC:DOM:CORP:R (REG-209826-96), 
room 5226, Internal Revenue Service, 
POB 7604, Ben Franklin Station, Wash
ington, DC 20044. Submissions may be 
hand delivered between the hours of 8 
a.m. and 5 p.m. to: CC:DOM:CORP:R 
(REG- 209826-96), Courier's Desk, In
ternal Revenue Service, 1111 Constitu
tion Avenue, NW, Washington, DC. The 
public hearing will be held in room 
2615, Internal Revenue Building, 1111 
Constitution Avenue, NW, Washington, 
DC. Alternatively, taxpayers may submit 
comments electronically via the Internet 
by selecting the "Tax Regs" option on 
the IRS Home Page, or by submitting 
comments directly to the IRS Internet 
site at http://www.irs.ustreas.gov/prodJ 
tax_regs/comments.html. 

SUPPLEMENTARY INFORMATION: 

Paperwork Reduction Act 

The collection of information con
tained in this notice of proposed 
rulemaking has been submitted to the 
Office of Management and Budget for 
review in accordance with the Paper
work Reduction Act of 1995 (44 U.S.c. 
3507(d». Comments on the collection of 
information should be sent to the Office 
of Management and Budget, Attn: 
Desk Officer for the Department of the 
Treasury, Office of Information and 
Regulatory Affairs, Washington, DC 
20503, with copies to the Internal Rev
enue Service, Attn: IRS Reports Clear
ance Officer, T:FP, Washington, DC 
20224. Comments on the collection of 
information should be received by No
vember 26, 1996. Comments are specifi
cally requested concerning: 

Whether the proposed collection of in
formation is necessary for the proper 
performance of the functions of the 
Internal Revenue Service, including 
whether the information will have prac
tical utility; 

The accuracy of the estimated burden 
associated with the proposed collection 
of information (see below); 

How the quality, utility, and clarity of 
the information to be collected may be 
enhanced; 

How the burden of complying with the 
proposed collection of information may 
be minimized, including through the 

application of automated collection tech
niques or other forms of information 
technology; and 
Estimates of capital or start-up costs and 
costs of operation, maintenance, and 
purchase of services to provide informa
tion. 

The collection of information in this 
proposed regulation is in § 1.671-
1 (h)(3)(iii). This information is required 
by the IRS to determine accurately the 
portion of certain foreign employees' 
trusts properly treated as owned by the 
employer. This information will be used 
to notify the Commissioner that certain 
entities are relying on an exception for 
reasonable funding. The collection of 
information is mandatory. The likely 
respondents are businesses or other for
profit organizations. 

Estimated total annual reporting bur
den: 1,000 hours. 

The estimated annual burden per re
spondent varies from .5 hours to 1.5 
hours, depending on individual circum
stances, with an estimated average of 1 
hour. 

Estimated number of respondents: 
1,000. 

Estimated annual frequency of re
sponses: On occasion. 

An agency may not conduct or spon
sor, and a person is not required to 
respond to, a collection of information 
unless the collection of information dis
plays a valid control number assigned 
by the Office of Management and Bud
get. 

Books or records relating to a collec
tion of information must be retained as 
long as their contents may become ma
terial in the administration of any inter
nal revenue law. Generally, tax returns 
and tax return information are confiden
tial, as required by 26 U.S.c. 6103. 

Background 

On May 7, 1993, the IRS issued 
proposed regulations under section 404A 
(58 FR 27219). The section 404A pro
posed regulations provide that section 
404A is the exclusive means by which 
an employer may take a deduction or 
reduce earnings and profits for amounts 
used to fund deferred compensation in 
situations other than those in which a 
deduction or reduction of earnings and 
profits is permitted under section 404 
(the "exclusive means" rule). 

The section 404A proposed regula
tions do not provide rules regarding the 
treatment of income and ownership of 
assets of foreign trusts established to 
fund deferred compensation arrange-

ments, but refer to "other applicable 
provisions," including the grantor trust 
rules of subpart E of the Internal Rev
enue Code of 1986, as amended. Thus, 
the 1993 proposed section 404A regula
tions imply that, if an employer cannot 
or does not elect section 404A treatment 
for a foreign trust established to fund 
the employer's deferred compensation 
arrangements, the employer may be 
treated as the owner of the entire trust 
for purposes of subtitle A of the Code 
under sections 671 through 679 even 
though all or part of the trust assets are 
set aside for purposes of satisfying li
abilities under the plan. Conversely, 
some commentators believe that, for 
U.S. tax purposes, a foreign employer 
would not be treated as the owner of 
any portion of a foreign trust established 
to fund a section 404A qualified foreign 
plan even though all or part of the trust 
assets might be used for purposes other 
than satisfying liabilities under the plan. 
A number of different rules, in addition 
to the grantor trust rules, potentially 
affect the taxation of foreign trusts es
tablished to fund deferred compensation 
arrangements. These rules include: the 
nonexempt deferred compensation trust 
rules of sections 402(b) and 404(a)(5); 
the partnership rules of subchapter K; 
and the antideferral rules, which include 
subpart F and the passive foreign invest
ment company (PFIC) rules (sections 
1291 through 1297). 

Following publication of the proposed 
1993 regulations and enactment of sec
tion 956A in August of 1993, comments 
were received concerning both the asset 
ownership rules for foreign employees' 
trusts and the "exclusive means" rule 
for deductions or reductions in earnings 
and profits. These proposed regulations 
address only comments concerning in
come and asset ownership rules for 
foreign employees' trusts for federal 
income tax purposes. A foreign employ
ees' trust is a nonexempt employees' 
trust described in section 402(b) that is 
part of a deferred compensation plan, 
and that is a foreign trust within the 
meaning of section 7701 (a)(31). Com
ments concerning the "exclusive 
means"'rule will be addressed in future 
regulations. 

Statutory Background 

J. Transfers of Property Not Complete 
for Tax Purposes 

In certain situations, assets that are 
owned by a trust as a legal matter may 
be treated as owned by another person 
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for tax purposes. Thus, assets may be 
treated as owned by a pension trust for 
non-tax legal purposes but not for tax 
purposes. This occurs, for example, if 
the person who has purportedly trans
ferred assets to the trust retains the 
benefits and burdens of ownership. See, 
e.g., Frank Lyon Co. v. United States, 
435 U.S. 561 (1978); Corliss v. Bowers, 
281 U.S. 376 (1930); Grodt & McKay 
Realty, Inc. v. Commissioner, 77 T.e. 
1221 (1981); Rev. Proc. 75-21 (1975-1 
C.B. 715). If, under these principles, no 
assets have been transferred to an em
ployees' trust for federal tax purposes, 
these proposed regulations do not apply. 

2. SUbpart E--Grantors and others 
treated as substantial owners 

Even if there has been a completed 
transfer of trust assets, the subpart E 
rules may apply to treat the grantor as 
the owner of a portion of the trust for 
federal income tax purposes. Subpart E 
of part I of subchapter J, chapter 1 of 
the Code (sections 671 through 679) 
taxes income of a trust to the grantor or 
another person notwithstanding that the 
grantor or other person may not be a 
beneficiary of the trust. Under section 
671, a grantor or another person in
cludes in computing taxable income and 
credits those items of income, deduc
tion, and credit against tax that are 
attributable to or included in any portion 
of a trust of which that person is treated 
as the owner. 

Sections 673 through 679 set forth the 
rules for determining when the grantor 
or another person is treated as the owner 
of a portion of a trust for federal income 
tax purposes. Under sections 673 
through 678, the grantor trust rules 
apply only if the grantor or other person 
has certain powers or interests. For 
example, section 676 provides that the 
grantor is treated as the owner of a 
portion of a trust where, at any time, the 
power to revest in the grantor title to 
that portion is exercisable by the grantor 
or a nonadverse party, or both. A grantor 
who is the owner of a trust under 
subpart E is treated as the owner of the 
trust property for federal income tax 
purposes. See Rev. Rul. 8?-13 (1985-:-1 
e.B. 184). This document IS made aVaIl
able by the Superintendent of Docu
ments, U.S. Government Printing Office, 
Washington, DC 20402. 

Section 679 generally applies to a 
U.S. person who directly or indirectly 
transfers property to a foreign trust, 
subject to certain exceptions described 
below. Section 679 generally treats a 
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U.S. person transferring property to a 
foreign trust as the owner of the portion 
of the trust attributable to the transferred 
property for any taxable year of that 
person for which there is a U.S. benefi
ciary of any portion of the trust. In 
general, a trust is treated as having a 
U.S. beneficiary for a taxable year of 
the U.S. transferor unless, under the 
terms of the trust, no part of the income 
or corpus of the trust may be paid or 
accumulated during the taxable year to 
or for the benefit of a U.S. person, and 
unless no part of the income or corpus 
of the trust could be paid to or for the 
benefit of a U.S. person if the trust were 
terminated at any time during the tax
able year. A U.S. person is treated as 
having made an indirect transfer to the 
foreign trust of property if a non-U.S. 
person acts as a conduit with respect to 
the transfer or if the U.S. person has 
sufficient control over the non-U.S. per
son to direct the transfer by the non
U.S. person rather than itself. 

Section 679(a) provides several ex
ceptions from the application of section 
679 for certain compensatory trusts. Un
der these exceptions, section 679 does 
not apply to a trust described in section 
404(a)(4) or section 404A. Pursuant to 
amendments made in section 1903(b) of 
the Small Business Job Protection Act 
of 1996 (SBJPA), section 679 also does 
not apply to any transfer of property 
after February 6, 1995, to a trust de
scribed in section 402(b). 

3. Taxability of beneficiary of 
nonexempt employees' trust 

Section 402(b) provides rules for the 
taxability of beneficiaries of a 
nonexempt employees' trust. Under sec
tion 402(b)(1), employer contributions to 
a nonexempt employees' trust generally 
are included in the gross income of the 
employee in accordance with section 83. 
Section 402(b )(2) provides that amounts 
distributed or made available from a 
nonexempt employees' trust generally 
are taxable to the distributee under the 
rules of section 72 in the taxable year in 
which distributed or made available. 
Section 402(b)( 4) provides that, under 
certain circumstances, a highly compen
sated employee is taxed each year on 
the employee's vested accrued benefit 
(other than the employee's investment in 
the contract) in a nonexempt employees' 
trust. Under section 402(b)(3), a benefi
ciary of a nonexempt employees' trust 
generally is not treated as the owner of 
any portion of the trust under subpart E. 
The rules of section 402(b) apply to a 

beneficiary of a nonexempt employ~es' 
trust regardless of whether the trust IS a 
domestic trust or a foreign trust. 

4. Employer deduction for contributions 
to a nonexempt employees' trust 

Section 404(a)(5) provides rules re
garding the deductibility of contributi~ns 
to a nonqualified deferred compensatIOn 
plan. Under section 404(a)(5), any con
tribution paid by an employer under a 
deferred compensation plan, if otherwise 
deductible under chapter 1 of the Code, 
is deductible only in the taxable year in 
which an amount attributable to the 
contribution is includible in the gross 
income of employees participating in the 
plan, and only if separate accounts ~e 
maintained for each employee. SectlOn 
1.404(a)-12(b)(l) clarifies that an em
ployer's deduction for contributions to a 
nonexempt employees' trust is restricted 
to the amount of the contribution, and 
excludes any income received by the 
trust with respect to contributed 
amounts. 

5. The partnership rules of 
subchapter K 

A partnership is not subject to income 
taxation. However, a partner must take 
into account separately on its return its 
distributive share of the partnership'S 
income, gain, loss, deduction, or credit. 
A U.S. partner of a foreign partnership 
is subject to U.S. tax on its distributive 
share of partnership income. In addition, 
a foreign partnership may have a con
trolled foreign corporation (CFC) part
ner which must take into account its 
distributive share of partnership income, 
gain, loss, or deduction in determining 
its taxable income. These distributive 
share inclusions of the CFC may result 
in subpart F income and thus income to 
a U.S. shareholder of the CFe. If the 
grantor trust rules do not apply to any 
portion of a foreign employees' trust.' a 
foreign partnership could fund a foreIgn 
employees' trust in excess of the amount 
needed to meet its obligations to its 
employees under its deferred compensa
tion plan and yet retain control over the 
excess amount. As a result, the foreign 
partnership would not have to include 
items in taxable income attributable to 
the excess amount, and consequently the 
U.S. partner or CFC would not have to 
include those items in its income. 

6. The antideferral rules of subpart F, 
including section 956A, and PFIC 

A U.S. person that owns stock in a 
foreign corporation generally pays no 
U.S. tax currently on income eamed by 



the foreign corporation. Instead, the 
United States defers taxation of that 
income until it is distributed to the U.S. 
person. The antideferral rules, however, 
which include subpart F and the PFIC 
rules, limit this deferral in certain situa
tions. 

Subpart F of part III of Subchapter N 
(sections 951 through 964) applies to 
CFCs. A foreign corporation is a CFC if 
more than 50 percent of the total voting 
power of all classes of stock entitled to 
vote, or the total value of the stock in 
the corporation, is owned by "U.S. 
shareholders" (defined as U.S. persons 
who own ten percent or more of the 
voting power of all classes of stock 
entitled to vote) on any day during the 
foreign corporation's taxable year. The 
United States generally taxes U.S. share
holders of the CFC currently on their 
pro rata share of the CFC's subpart F 
income and sections 956 and 956A 
amounts. In effect, the U.S. shareholders 
are treated as having received a distribu
tion out of the earnings and profits 
(E&P) of the CFe. 

The types of income earned by a 
foreign employees' trust (dividends, in
terest, income equivalent to interest, 
rents and royalties, and annuities) are 
generally subpart F income. The inclu
sion under section 956 is based on the 
CFC's investment in U.S. property, 
which generally includes stock of a U.S. 
shareholder of the CFC. A U.S. share
holder's section 956A amount for a 
taxable year is the lesser of two 
amounts. The first amount is the excess 
of the U.S. shareholder's pro rata share 
of the CFC's "excess passive assets" 
over the portion of the CFC's E&P 
treated as previously included in gross 
income by the U.S. shareholder under 
section 956A. For purposes of section 
956A, "passive asset" includes any as
set which produces (or is held for the 
production of) passive income, and gen
erally includes property that produces 
dividends, interest, income equivalent to 
interest, rents and royalties, and annu
ities, subject to exceptions that generally 
are not relevant in this context. The 
second amount is the U.S. shareholder's 
pro rata share of the CFC's "applicable 
earnings" to the extent accumulated in 
taxable years beginning after September 
30, 1993. 

Section 1501(a)(2) of SBJPA repeals 
section 956A. The repeal is effective for 
taxable years of foreign corporations 
beginning after December 31, 1996, and 
for taxable years of U.S. shareholders 

with or within which such taxable years 
of foreign corporations end. 

If a CFC employer is not treated for 
federal income tax purposes as the 
owner of any portion of a foreign 
employees' trust under the grantor trust 
rules, then to the extent that passive 
assets contributed by a CFC to a 
nonexempt employees' trust would oth
erwise result in subpart F consequences 
for the CFC and its shareholders, the 
CFC's contribution could allow those 
consequences to be avoided. For ex
ample, a contribution by a CFC of 
passive assets to its foreign employees' 
trust could reduce the CFC's subpart F 
earnings and profits, and its applicable 
earnings or passive assets for section 
956A purposes, and could affect the 
CFC's increase in investment in U.S. 
property for purposes of section 956, all 
of which could affect a U.S. sharehold
er's pro rata subpart F inclusions for the 
taxable year. 

In contrast to the subpart F rules, the 
PFIC rules apply to any U.S. person 
who directly or indirectly owns any 
stock in a foreign corporation that is a 
PFIC under either an income or asset 
test. A foreign corporation, including a 
CFC, is a PFIC if either (1) 75 percent 
or more of its gross income for the 
taxable year is passive income or (2) at 
least 50 percent of the value of the 
corporation's assets produce passive in
come or are held for the production of 
passive income. For this purpose, pas
sive income generally is the same type 
of income (dividends, interest, income 
equivalent to interest, rents and royal
ties, and annuities) that would be earned 
by a foreign employees' trust. 

Under the PFIC rules, a U.S. person 
who is a direct or indirect shareholder 
of a PFIC is subject to a special tax 
regime upon either disposition of the 
PFIC's stock or receipt of certain distri
butions (excess distributions) from the 
PFIe. A shareholder, however, may 
avoid the application of this special 
regime by electing to include its pro rata 
share of certain of the PFIC's passive 
income in the year in which the foreign 
corporation earns it. 

If the grantor trust rules did not apply 
to any portion of a foreign employees' 
trust, a contribution by a foreign corpo
ration of passive assets to a nonexempt 
employees' trust would enable a U.S. 
person to avoid the PFIC rules if those 
assets would otherwise generate PFIC 
consequences for the foreign corporation 
and its shareholders. For example, by 
transferring passive assets to its 

nonexempt employees' trust in excess of 
the amount needed to meet obligations 
to its employees under its deferred com
pensation plan while retaining control 
over the excess amount, a foreign corpo
ration could divest itself of a sufficient 
amount of passive assets and the passive 
income they produce to avoid meeting 
the income and asset tests. Furthermore, 
a foreign corporation that is a PFIC 
could minimize income inclusions for a 
U.S. shareholder that has made an elec
tion to include PFIC income currently 
by transferring income-producing assets 
to a foreign employees' trust. 

Overview of proposed regulations 

Under the proposed regulations, an 
employer is not treated as an owner of 
any portion of a domestic nonexempt 
employees' trust described in section 
402(b) for federal income tax purposes. 
Section 404(a)(5) and § 1.404(a)-12(b) 
provide a deduction to the employer 
solely for contributions to a nonexempt 
employees' trust, and not for any in
come of the trust. This rule is inconsis
tent with treating the employer as own
ing any portion of a nonexempt 
employees' trust, which would require 
the employer to recognize the trust's 
income that it may not deduct under 
section 404(a)(5). Accordingly, such a 
trust is treated as a separate taxable trust 
that is taxed under the rules of section 
641 et seq. The rule in the proposed 
regulations is consistent with the hold
ings of a number of private letter rulings 
with respect to nonexempt employees' 
trusts and with the Service's treatment 
of trusts that no longer qualify as ex
empt under 501(a) (because they are no 
longer described in section 401(a» as 
separate taxable trusts rather than as 
grantor trusts. See also Rev. Rul. 74-
299 (1974-1 e.B. 154). This document 
is made available by the Superintendent 
of Documents, U.S. Government Print
ing Office, Washington, DC 20402. 

Under the proposed regulations, an 
employer generally is not treated as the 
owner of any portion of a foreign 
nonexempt employees' trust for federal 
income tax purposes, except as provided 
under section 679. The proposed regula
tions, however, also provide that the 
grantor trust rules apply to determine 
whether an employer that is a CFC or a 
U.S. employer is treated as the owner of 
a specified "fractional interest" in a 
foreign employees' trust. This rule ap
plies whether or not the employer elects 
section 404A treatment for the trust. 
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Under the proposed regulations, this rule 
also applies in the case of an employer 
that is a foreign partnership with one or 
more partners that are U.S. persons or 
CFCs (U.S.-related partnership). Such an 
employer is treated as the owner of a 
portion of a foreign employees' trust 
under these proposed regulations only if 
the employer retains a grantor trust 
power or interest over a foreign employ
ees' trust and has a specified "fractional 
interest" in the trust. 

Under these proposed regulations, the 
grantor trust rules of subpart E do not 
apply to a foreign employees' trust with 
respect to a foreign employer other than 
a CFC or a U.S.-related foreign partner
ship, except for cases in which assets 
are transferred to a foreign employees' 
trust with a principal purpose of avoid
ing the PFIC rules. The IRS and Trea
sury will continue to consider whether 
these regulations should provide addi
tional antiabuse rules that may be neces
sary for other purposes, including for 
purposes of calculating earnings and 
profits, determining the foreign tax 
credit limitation, and applying the inter
est allocation rules of § 1.882-5. 

Explanation of Provisions 

1. § 1.671-1(g): Domestic nonexempt 
employees' trusts 

The proposed regulations provide that 
an employer is not treated for federal 
income tax purposes as an owner of any 
portion of a nonexempt employees' trust 
described in section 402(b) that is part 
of a deferred compensation plan, and 
that is not a foreign trust within the 
meaning of section 7701(a)(31), regard
less of whether the employer has a 
power or interest described in sections 
673 through 677 over any portion of the 
trust. This rule is analogous to the rule 
set forth in § 1.641 (a)-O, which pro
vides that subchapter J, including the 
grantor trust rules, does not apply to 
tax-exempt employees' trusts. 

2. § 1.671-1(h): Subpart E rules for 
certain foreign employees' trusts 

The proposed regulations provide 
Subpart E rules for foreign employees' 
trusts of CFCs, foreign partnerships, and 
U.S. employers that apply for all federal 
income tax purposes. Under the pro
posed regulations, except as provided 
under section 679 or the proposed regu
lations (as described below), an em
ployer is not treated as an owner of any 
portion of a foreign employees' trust for 
federal income tax purposes. If an em
ployer IS treated as the owner of a 

502 1996-2 C.B. 

portion of a foreign employees' trust for 
federal income tax purposes as de
scribed below, then the employer is 
considered to own the trust assets attrib
utable to that portion of the trust for all 
federal income tax purposes. Thus, for 
example, if an employer is treated as the 
owner of a portion of a foreign employ
ees' trust for federal income tax pur
poses as described below, then income 
of the trust that is attributable to that 
portion of the trust increases the em
ployer's earnings and profits for pur
poses of sections 312 and 964. 

A foreign employees' trust is a 
nonexempt employees' trust described in 
section 402(b) that is part of a deferred 
compensation plan, and that is a foreign 
trust within the meaning of section 
7701(a)(31). The proposed regulations 
apply to any foreign employees' trust of 
a CFC or U.S.-related foreign partner
ship, whether or not a trust funds a 
qualified foreign plan (as defined in 
section 404A(e». The proposed regula
tions clarify that the income inclusion 
and asset ownership rules apply to the 
entity whose employees or independent 
contractors are covered under the de
ferred compensation plan. 

A. Plan of CFC employer 
The proposed regulations provide that, 

if a CFC maintains a deferred compen
sation plan funded through a foreign 
employees' trust, then, with respect to 
the CFC, the provisions of subpart E 
apply to the portion of the trust that is 
the fractional interest of the trust de
scribed in the proposed regulations. 

B. Plan of U.S. employer 
The proposed regulations provide that 

if a U.S. person maintains a deferred 
compensation plan funded through a 
foreign employees' trust, then, with re
spect to the U.S. person, the provisions 
of subpart E apply to the portion of the 
trust that is the fractional interest of the 
trust described in the proposed regula
tions. 

C. Plan of U.S.-related foreign partner
ship employer 

The proposed regulations provide that, 
if a U.S.-related foreign partnership 
maintains a deferred compensation plan 
funded through a foreign employees' 
trust, then, with respect to the U.S.
related foreign partnership, the provi
sions of subpart E apply to the portion 
of the trust that is the fractional interest 
of the trust described in the proposed 
regulations. The IRS and Treasury so
licit comments on whether these regula-

tions should provide a safe harbor rule 
for a U.S.-related foreign partnership 
that maintains a deferred compensation 
plan funded through a foreign employ
ees' trust if U.S. or CFC partnership 
interests are de minimis. The IRS and 
Treasury specifically solicit comments 
concerning the amount of U.S. or CFC 
partnership interests that would qualify 
as "de minimis." 

D. Plan of non-CFC foreign employer 
The proposed regulations provide that 

a foreign employer that is not a CFC is 
treated as an owner of a portion of a 
foreign employees' trust only as pro
vided in the antiabuse rule of § 1.1297-
4. 

E. Fractional interest 
The fractional interest of a foreign 

employees' trust described above is de
fined in the proposed regulations as an 
undivided fractional interest in the trust 
for which the fraction is equal to the 
relevant amount determined for the em
ployer's taxable year divided by the fair 
market value of trust assets determined 
for the employer's taxable year. 

F. Relevant amount 
The relevant amount for the employ

er's taxable year is defined in the pro
posed regulations as the amount, if any, 
by which the fair market value of trust 
assets, plus the fair market value of any 
assets available to pay plan liabilities 
(including any amount held under an 
annuity contract that exceeds the amount 
that is needed to satisfy the liabilities 
provided for under the contract) that are 
held in the equivalent of a trust within 
the meaning of section 404A(b)(5)(A), 
exceed the plan's accrued liability, deter
mined using a projected unit credit 
funding method. 

The relevant amount is reduced to the 
extent the taxpayer demonstrates to the 
Commissioner that the relevant amount 
is attributable to amounts that were 
properly contributed to the trust pursu
ant to a reasonable funding method, or 
experience that is favorable relative to 
any actuarial assumptions used that the 
Commissioner determines to be reason
able. In addition, if an employer that is 
a controlled foreign corporation other
wise would be treated as the owner of a 
fractional interest in a foreign employ
ees' trust, the taxpayer may rely on this 
rule only if it so indicates on a state
ment attached to a timely filed Form 
5471. The IRS and Treasury solicit 
comments regarding the most appropri
ate way in which to extend a filing 



requirement to partners in U.S.-related 
foreign partnerships and other affected 
taxpayers. 

G. Plan's accrued liability 

Under the proposed regulations, the 
plan's accrued liability for a taxable 
year of the employer is computed as of 
the plan's measurement date for the 
employer's taxable year. The plan's ac
crued liability is determined using a 
projected unit credit funding method, 
taking into account only liabilities relat
ing to services performed for the em
ployer or a predecessor employer. In 
addition, the plan's accrued liability is 
reduced (but not below zero) by any 
liabilities that are provided for under 
annuity contracts held to satisfy plan 
liabilities. 

Because CFCs generally are required 
to determine their taxable income by 
reference to U.S. tax principles, the 
definition of a plan's "accrued liability" 
refers to § 1.412(c)(3)-1. This defini
tion generally is intended to track the 
method used for calculating pension 
costs under Statement of Financial Ac
counting Standards No. 87, Employers' 
Accounting for Pensions (FAS 87), 
available from the Financial Accounting 
Standards Board, 401 Merritt 7, 
Norwalk, CT 06856. Under the method 
required to be used to calculate FAS 
87's projected benefit obligation (PBO), 
plan costs are based on projected salary 
levels. Because many taxpayers already 
compute PBO annually to determine the 
pension costs of their nonexempt em
ployees' trusts for financial reporting, 
the timing, interval and method to com
pute plan liabilities under § 1.671-1 (h) 
should minimize taxpayer burden. The 
IRS and Treasury solicit comments re
garding the extent to which the pro
posed regulations conform to existing 
procedures under FAS 87 and applicable 
foreign law, and regarding appropriate 
conforming adjustments. 

H. Fair market value of trust assets 

Under the proposed regulations, for a 
taxable year of the employer, the fair 
market value of trust assets, and the fair 
market value of retirement annuities or 
other assets held in the equivalent of a 
trust, equals the fair market value of 
those assets, as of the measurement date 
for the employer's taxable year. The fair 
market value of these assets is adjusted 
to include contributions made between 
the measurement date and the end of the 
employer's taxable year. 

I. De minimis exception 

The proposed regulations provide an 
exception to the general rule for deter
mining the relevant amount. If the rel
evant amount would not otherwise be 
greater than the plan's normal cost for 
the plan year ending with or within the 
employer's taxable year, then the rel
evant amount is considered to be zero. 

J. Proposed effective date and transition 
rules 

The proposed regulations are pro
posed to be prospective. For taxable 
years ending prior to September 27, 
1996, employers generally would not be 
treated for federal income tax purposes 
as owning the assets of foreign 
nonexempt employees' trusts (except as 
provided under section 679), consistent 
with the rules applying to domestic 
nonexempt employees' trusts. A transi
tion rule, for purposes of § 1.671-I(h), 
exempts certain amounts from the appli
cation of the proposed regulations. This 
exemption is phased out over a ten-year 
period. There is a special transition rule 
for any foreign corporation that becomes 
a CFC after September 27, 1996. In 
addition, there is a special transition rule 
for certain entities that become U.S.
related foreign partnerships after Sep
tember 27, 1996. 

3. § 1.671-2: General asset ownership 
rules 

The proposed regulations provide that 
a person who is treated as the owner of 
any portion of a trust under subpart E is 
considered to own the trust assets attrib
utable to that portion of the trust for all 
federal income tax purposes. 

4. § 1.1297-4: Subpart E rules for for
eign employers that are not controlled 
foreign corporations 

Under the proposed regulations, a 
foreign employer other than a CFC is 
not treated as the owner of any portion 
of a foreign nonexempt employees' trust 
for purposes of sections 1291 through 
1297, except for cases in which a princi
pal purpose for transferring property to 
the trust is to avoid classification of a 
foreign corporation as a PFIC (as de
fined in section 1296) or, if the foreign 
corporation is classified as a PFIC, in 
cases in which a principal purpose for 
transferring property to the trust is to 
avoid or to reduce taxation of U.S. 
shareholders of the PFIC under section 
1291 or 1293. The effective date of this 
rule is September 27, 1996. 

Income inclusion and related asset own
ership rules for foreign welfare benefit 
plans 

The IRS and Treasury solicit com
ments on the need for (and content of) 
income inclusion and asset ownership 
rules for foreign welfare benefit trusts. 

Special Analyses 

It has been determined that this notice 
of proposed rulemaking is not a signifi
cant regulatory action as defined in 
Executive Order 12866. Therefore, a 
regulatory assessment is not required. It 
is hereby certified that these regulations 
do not have a significant economic 
impact on a substantial number of small 
entities. This certification is based on 
the fact that these regulations wiIl pri
marily affect U.S. owners of significant 
interests in foreign entities, which own
ers generally are large multinational cor
porations. This certification is also based 
on the fact that the burden imposed by 
the collection of information in the 
regulation, which is a requirement that 
certain entities may rely on an exception 
for reasonable funding only if they 
indicate such reliance on a statement 
attached to a timely filed Form 5471, is 
minimal, and, therefore, the collection of 
information will not impose a significant 
economic impact on such entities. 
Therefore, a Regulatory Flexibility 
Analysis under the Regulatory Flexibil
ity Act (5 U.S.c. chapter 6) is not 
required. Pursuant to section 7805(f) of 
the Internal Revenue Code, this notice 
of proposed rulemaking wiIl be submit
ted to the Chief Counsel for Advocacy 
of the Small Business Administration for 
comment on its impact on small busi
ness. 

Comments and Public Hearing 

Before these proposed regulations are 
adopted as final regulations, consider
ation will be given to any written com
ments (a signed original and eight (8) 
copies) that are submitted timely to the 
IRS. All comments will be available for 
public inspection and copying. 

A public hearing has been scheduled 
for January 15, 1997, at 10:00 a.m. in 
room 2615, Internal Revenue Building, 
1111 Constitution Avenue, NW, Wash
ington DC. Because of access restric
tions, visitors will not be admitted be
yond the Internal Revenue Building 
lobby more than 15 minutes before the 
hearing starts. 

The rules of 26 CFR 601.601(a)(3) 
apply to the hearing. 
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Persons that wish to present oral 
comments at the hearing must submit 
written comments by December 26, 
1996, and submit an outline of the 
topics to be discussed and the time to be 
devoted to each topic (signed original 
and eight (8) copies) by December 24, 
1996. 

A period of 10 minutes will be allot
ted to each person for making com
ments. 

An agenda showing the scheduling of 
the speakers will be prepared after the 
deadline for receiving outlines has 
passed. Copies of the agenda will be 
available free of charge at the hearing. 

Proposed Amendments to the Regula
tions 

Accordingly, 26 CFR part 1 is pro
posed to be amended as follows: 

PART I-INCOME TAXES 

Paragraph 1. The authority citation for 
part 1 is amended by removing the entry 
for sections 1.129I-IOT, 1.1294-1 T, 
1.1295-lT, and 1.1297-3T and adding 
entries in numerical order to read as 
follows: 

Authority: 26 U.S.c. 7805 * * * 
Section 1.671-1 also issued under 26 

U.S.c. 404A(h) and 672(f)(2)(B). * * * 
Section 1.1291-10T also issued under 

26 U.S.c. 1291(d)(2). 
Section 1.1294-1 T also issued under 

26 U.S.c. 1294. 
Section 1.1295-1 T also issued under 

26 U.S.c. 1295. 
Section 1.1297-3T also issued under 

26 U.S.c. 1297(b)(1). 
Section 1.1297-4 also issued under 26 

U.S.c. 1297(f). * * * 
Par. 2. Section 1.671-1 is amended by 

adding paragraphs (g) and (h) to read as 
follows: 

§ 1.671-1 Grantors and others treated 
as substantial owners; scope. 

" " " " " 
(g) Domestic nonexempt employees' 

trust-( I) General rule. An employer is 
not treated as an owner of any portion 
of a nonexempt employees' trust de
scribed in section 402(b) that is part of 
a deferred compensation plan, and that 
is not a foreign trust within the meaning 
of section 7701 (a)(3l), regardless of 
whether the employer has a power or 
interest described in sections 673 
through 677 over any portion of the 
trust. See section 402(b )(3) and 
§ 1.402(b )-1 (b )(6) for rules relating to 
treatment of a beneficiary of a 
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nonexempt employees' trust as the 
owner of a portion of the trust. 

(2) Example. The following example 
illustrates the rules of paragraph (g)( 1) 
of this section: 

Example. Employer X provides nonqualified 
deferred compensation through Plan A to certain 
of its management employees. Employer X has 
created Trust T to fund the benefits under Plan A. 
Assets of Trust T may not be used for any purpose 
other than to satisfy benefits provided under Plan 
A until all plan liabilities have been satisfied. 
Trust T is classified as a trust under § 301.7701-4 
of this chapter, and is not a foreign trust within 
the meaning of section 770 I (a)(31). Under 
§ 1.83- 3( e), contributions to Trust T are consid
ered transfers of property to participants within the 
meaning of section 83. On these facts, Trust T is a 
nonexempt employees' trust described in section 
402(b). Because Trust T is a nonexempt employ
ees' trust described in section 402(b) that is part of 
a deferred compensation plan, and that is not a 
foreign trust within the meaning of section 
770 I (a)(31), Employer X is not treated as an 
owner of any portion of Trust T. 

(h) Foreign employees' trust
(1) General rules. Except as provided 
under section 679 or as provided under 
this paragraph (h)(1), an employer is not 
treated as an owner of any portion of a 
foreign employees' trust (as defined in 
paragraph (h)(2) of this section), regard
less of whether the employer has a 
power or interest described in sections 
673 through 677 over any portion of the 
trust. 

(i) Plan of CFC employer. If a con
trolled foreign corporation (as defined in 
section 957) maintains a deferred com
pensation plan funded through a foreign 
employees' trust, then, with respect to 
the controlled foreign corporation, the 
provisions of subpart E apply to the 
portion of the trust that is the fractional 
interest described in paragraph (h)(3) of 
this section. 

(ii) Plan of u.s. employer. If a United 
States person (as defined in section 
7701(a)(30» maintains a deferred com
pensation plan that is funded through a 
foreign employees' trust, then, with re
spect to the U.S. person, the provisions 
of subpart E apply to the portion of the 
trust that is the fractional interest de
scribed in paragraph (h)(3) of this sec
tion. 

(iii) Plan of U.S.-related foreign part
nership employer- (A) General rule. If 
a U.S.-related foreign partnership (as 
defined in paragraph (h)(l)(iii)(B) of 
this section) maintains a deferred com
pensation plan funded through a foreign 
employees' trust, then, with respect to 
the U.S.-related foreign partnership, the 
provisions of subpart E apply to the 

portion of the trust that is the fractional 
interest described in paragraph (h)(3) of 
this section. 

(B) U.S.-related foreign partnership. 
For purposes of this paragraph (h), a 
U.S.-related foreign partnership is a for
eign partnership in which a U.S. person 
or a controlled foreign corporation owns 
a partnership interest either directly or 
indirectly through one or more partner
ships. 

(iv) Application of § 1.1297-4 to 
plan of foreign non-CFC employer. A 
foreign employer that is not a controlled 
foreign corporation may be treated as an 
owner of a portion of a foreign employ
ees' trust as provided in § 1.1297-4. 

(v) Application to employer entity. 
The rules of paragraphs (h)(I)(i) through 
(h)(1)(iv) of this section apply to the 
employer whose employees benefit un
der the deferred compensation plan 
funded through a foreign employees' 
trust, or, in the case of a deferred 
compensation plan covering independent 
contractors, the recipient of services per
formed by those independent contrac
tors, regardless of whether the plan is 
maintained through another entity. Thus, 
for example, where a deferred compen
sation plan benefitting employees of a 
controlled foreign corporation is funded 
through a foreign employees' trust, the 
controlled foreign corporation is consid
ered to be the grantor of the foreign 
employees' trust for purposes of apply
ing paragraph (h)(l )(i) of this section. 

(2) Foreign employees' trust. A for
eign employees' trust is a nonexempt 
employees' trust described in section 
402(b) that is part of a deferred com
pensation plan, and that is a foreign 
trust within the meaning of section 
7701 (a)(31). 

(3) Fractional interest for paragraph 
(h)( 1 )-(i) In general. The fractional in
terest for a foreign employees' trust 
used for purposes of paragraph (h)(l) of 
this section for a taxable year of the 
employer is an undivided fractional in
terest in the trust for which the fraction 
is equal to the relevant amount for the 
employer's taxable year divided by the 
fair market value of trust assets for the 
employer's taxable year. 

(ii) Relevant amount-(A) In general. 
For purposes of applying paragraph 
(h)(3)(i) of this section, and except as 
provided in paragraph (h)(3)(iii) of this 
section, the relevant amount for the 
employer's taxable year is the amount, 
if any, by which the fair market value of 
trust assets, plus the fair market value of 
any assets available to pay plan liabili-



ties that are held in the equivalent of a 
trust within the meaning of section 
404A(b)(5)(A), exceed the plan's ac
crued liability. The following rules apply 
for this purpose: 

(1) The plan's accrued liability is 
determined using a projected unit credit 
funding method that satisfies the re
quirements of § 1.4l2(c)(3)-1, taking 
into account only liabilities relating to 
services performed through the measure
ment date for the employer or a prede
cessor employer. 

(2) The plan's accrued liability is 
reduced (but not below zero) by any 
liabilities that are provided for under 
annuity contracts held to satisfy plan 
liabilities. 

(3) Any amount held under an annu
ity contract that exceeds the amount that 
is needed to satisfy the liabilities pro
vided for under the contract (e.g., the 
value of a participation right under a 
participating annuity contract) is added 
to the fair market value of any assets 
available to pay plan liabilities that are 
held in the equivalent of a trust. 

(4) If the relevant amount as deter
mined under this paragraph (h)(3)(ii), 
without regard to this paragraph 
(h)(3)(ii)(A)( 4), is greater than the fair 
market value of trust assets, then the 
relevant amount is equal to the fair 
market value of trust assets. 

(B) Permissible actuarial assump
tions for accrued liability. For purposes 
of paragraph (h)(3)(ii)(A) of this section, 
a plan's accrued liability must be calcu
lated using an interest rate and other 
actuarial assumptions that the Commis
sioner determines to be reasonable. It is 
appropriate in determining this interest 
rate to look to available information 
about rates implicit in current prices of 
annuity contracts, and to look to rates of 
return on high-quality fixed-income in
vestments currently available and ex
pected to be available during the period 
prior to maturity of the plan benefits. If 
the qualified business unit computes its 
income or earnings and profits in dollars 
pursuant to the dollar approximate sepa
rate transactions method under § 1.985-
3, the employer must use an exchange 
rate that can be demonstrated to clearly 
reflect income, based on all relevant 
facts and circumstances, including ap
propriate rates of inflation and commer
cial practices. 

(iii) Exception for reasonable fund
ing. The relevant amount does not in
clude an amount that the taxpayer dem
onstrates to the Commissioner is 
attributable to amounts that were prop-

erly contributed to the trust pursuant to 
a reasonable funding method, applied 
using actuarial assumptions that the 
Commissioner determines to be reason
able, or any amount that the taxpayer 
demonstrates to the Commissioner is 
attributable to experience that is favor
able relative to any actuarial assump
tions used that the Commissioner deter
mines to be reasonable. For this 
paragraph (h)(3)(iii) to apply to a con
trolled foreign corporation employer de
scribed in paragraph (h)(l )(i) of this 
section, the taxpayer must indicate on a 
statement attached to a timely filed 
Form 5471 that the taxpayer is relying 
on this rule. For purposes of this para
graph (h)(3)(iii), an amount is consid
ered contributed pursuant to a reason
able funding method if the amount is 
contributed pursuant to a funding 
method permitted to be used under 
section 412 (e.g., the entry age normal 
funding method) that is consistently 
used to determine plan contributions. In 
addition, for purposes of this paragraph 
(h)(3)(iii), if there has been a change to 
that method from another funding 
method, an amount is considered con
tributed pursuant to a reasonable fund
ing method only if the prior funding 
method is also a funding method de
scribed in the preceding sentence that 
was consistently used to determine plan 
contributions. For purposes of this para
graph (h)(3)(iii), a funding method is 
considered reasonable only if the 
method provides for any initial un
funded liability to be amortized over a 
period of at least 6 years, and for any 
net change in accrued liability resulting 
from a change in funding method to be 
amortized over a period of at least 6 
years. 

(iv) Reduction for transition amount. 
The relevant amount is reduced (but not 
below zero) by any transition amount 
described in paragraphs (h)(5), (h)(6), or 
(h)(7) of this section. 

(v) Fair market value of assets. For 
purposes of paragraphs (h)(3 )(i) and (ii) 
of this section, for a taxable year of the 
employer, the fair market value of trust 
assets, and the fair market value of other 
assets held in the equivalent of a trust 
within the meaning of section 
404A(b)(5)(A), equals the fair market 
value of those assets, as of the measure
ment date for the employer's taxable 
year, adjusted to include contributions 
made after the measurement date and by 
the end of the employer's taxable year. 

(vi) Annual valuation. For purposes 
of determining the relevant amount for a 

taxable year of the employer, the fair 
market value of plan assets, and the 
plan's accrued liability as described in 
paragraphs (h)(3)(ii) and (iii) of this 
section, and the normal cost as de
scribed in paragraph (h)( 4) of this sec
tion, must be determined as of a consis
tently used annual measurement date 
within the employer's taxable year. 

(vii) Special rule for plan funded 
through multiple trusts. In cases in 
which a plan is funded through more 
than one foreign employees' trust, the 
fractional interest determined under 
paragraph (h)(3)(i) of this section in 
each trust is determined by treating all 
of the trusts as if their assets were held 
in a single trust for which the fraction is 
determined in accordance with the rules 
of this paragraph (h)(3). 

(4) De minimis exception. If the rel
evant amount is not greater than the 
plan's normal cost for the plan year 
ending with or within the employer's 
taxable year, computed using a funding 
method and actuarial assumptions as 
described in paragraph (h)(3)(ii) of this 
section or as described in paragraph 
(h)(3)(iii) of this section if the require
ments of that paragraph are met, that are 
used to determine plan contributions, 
then the relevant amount is considered 
to be zero for purposes of applying 
paragraph (h)(3)(i) of this section. 

(5) General rule for tranSItIOn 
amount-(i) General rule. If paragraphs 
(h)(6) and (h)(7) of this section do not 
apply to the employer, the transition 
amount for purposes of paragraph 
(h)(3)(iv) of this section is equal to the 
preexisting amount multiplied by the 
applicable percentage for the year in 
which the employer's taxable year be
gins. 

(ii) Preexisting amount. The preexist
ing amount is equal to the relevant 
amount of the trust, determined without 
regard to paragraphs (h)(3)(iv) and 
(h)( 4) of this section, computed as of 
the measurement date that immediately 
precedes September 27, 1996, disregard
ing contributions to the trust made after 
the measurement date. 

(iii) Applicable percentage. The ap
plicable percentage is equal to 1 ()() per
cent for the employer's first taxable year 
ending after this document is published 
as a final regulation in the Federal 
Register and prior taxable years of the 
employer, and is reduced (but not below 
zero) by 10 percentage points for each 
subsequent taxable year of the employer. 

(6) Transition amount for new 
CFCs-(i) General rule. In the case of 
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a new controlled foreign corporation 
employer, the transition amount for pur
poses of paragraph (h)(3)(iv) is equal to 
the pre-change amount mUltiplied by the 
applicable percentage for the year in 
which the new controlled foreign corpo
ration employer's taxable year begins. 

(ii) Pre-change amount. The pre
change amount for purposes of para
graph (h)(6)(i) is equal to the relevant 
amount of the trust, determined without 
regard to paragraphs (h)(3)(iv) and 
(h)( 4) of this section and disregarding 
contributions to the trust made after the 
measurement date, for the new con
trolled foreign corporation employer's 
last taxable year ending before the cor
poration becomes a new controlled for
eign corporation employer. 

(iii) Applicable percentage-(A) Gen
eral rule. Except as provided in para
graph (h)(6)(iii)(B) of this section, the 
applicable percentage is equal to 100 
percent for a new controlled foreign 
corporation employer's first taxable year 
ending after the corporation becomes a 
controlled foreign corporation. The ap
plicable percentage is reduced (but not 
below zero) by 10 percentage points for 
each subsequent taxable year of the new 
controlled foreign corporation. 

(B) Interim rule. For any taxable year 
of a new controlled foreign corporation 
employer that ends on or before the date 
this document is published as a final 
regulation in the Federal Register, the 
applicable percentage is equal to 100 
percent. The applicable percentage is 
reduced by 10 percentage points for 
each subsequent taxable year of the new 
controlled foreign corporation employer 
that ends after the date this document is 
published as a final regulation in the 
Federal Register. 

(iv) New CFC employer. For purposes 
of paragraph (h)(6) of this section, a 
new controlled foreign corporation em
ployer is a corporation that first be
comes a controlled foreign corporation 
within the meaning of section 957 after 
September 27, 1996. A new controlled 
foreign corporation employer includes a 
corporation that was a controlled foreign 
corporation prior to, but not on, Septem
ber 27, 1996, and that first becomes a 
controlled foreign corporation again af
ter September 27, 1996. 

(v) Anti-stuffing rule. Notwithstand
ing paragraph (h)(6)(iii) of this section, 
if, prior to becoming a controlled for
eign corporation, a corporation contrib
utes amounts to a foreign employees' 
trust with a principal purpose of obtain-
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ing tax benefits by increasing the pre
change amount, the applicable percent
age with respect to those amounts is 0 
percent for all taxable years of the new 
controlled foreign corporation employer. 

(7) Transition amount for new U.s.
related foreign partnerships-(i) Gen
eral rule. In the case of a new U.S.
related foreign partnership employer, the 
transition amount for purposes of para
graph (h)(3)(iv) of this section is equal 
to the pre-change amount multiplied by 
the applicable percentage for the year in 
which the new U.S.-related foreign part
nership employer's taxable year begins. 

(ii) Pre-change amount. The pre
change amount for purposes of para
graph (h)(7)(i) of this section is equal to 
the relevant amount of the trust, deter
mined without regard to paragraphs 
(h)(3)(iv) and (h)( 4) of this section and 
disregarding contributions to the trust 
made after the measurement date, for 
the entity's last taxable year ending 
before the entity becomes a new U.S.
related foreign partnership employer. 

(iii) Applicable percentage-(A) Gen
eral rule. Except as provided in para
graph (h)(7)(iii)(B) of this section, the 
applicable percentage is equal to 100 
percent for a new U.S.-related foreign 
partnership employer's first taxable year 
ending after the entity becomes a new 
U.S.-related foreign partnership em
ployer. The applicable percentage is re
duced (but not below zero) by 10 per
centage points for each subsequent 
taxable year of the new U.S.-related 
foreign partnership employer. 

(B) Interim rule. For any taxable year 
of a new U.S.-related foreign partner
ship employer that ends on or before the 
date this document is published as a 
final regulation in the Federal Register, 
the applicable percentage is equal to 100 
percent. The applicable percentage is 
reduced by 10 percentage points for 
each subsequent taxable year of the new 
U.S.-related foreign partnership em
ployer that ends after the date this 
document is published as a final regula
tion in the Federal Register. 

(iv) New U.S.-related foreign partner
ship employer. For purposes of para
graph (h)(7) of this section, a new 
U.S.-related foreign partnership em
ployer is an entity that was a foreign 
corporation other than a controlled for
eign corporation, or that was a foreign 
partnership other than a U.S.-related 
foreign partnership, and that changes 
from this status to a U.S.-related foreign 
partnership after September 27, 1996. A 

new U.S.-related foreign partnership em
ployer includes a corporation that was a 
U.S.-related foreign partnership prior to, 
but not on, September 27, 1996, and 
that first becomes a U.S.-related foreign 
partnership again after September 27, 
1996. 

(v) Anti-stuffing rule. Notwithstand
ing paragraph (h)(7)(iii) of this section, 
if, prior to becoming a new U.S.-related 
foreign partnership employer, an entity 
contributes amounts to a foreign em
ployees' trust with a principal purpose 
of obtaining tax benefits by increasing 
the pre-change amount, the applicable 
percentage with respect to those 
amounts is 0 percent for all taxable 
years of the new U.S.-related foreign 
partnership employer. 

(8) Examples. The following ex
amples illustrate the rules of paragraph 
(h) of this section. In each example, the 
employer has a power or interest de
scribed in sections 673 through 677 over 
the foreign employees' trust, and the 
monetary unit is the applicable func
tional currency (FC) determined in ac
cordance with section 985(b) and the 
regulations thereunder. 

Example 1. (i) Employer X is a controlled 
foreign corporation (as defined in section 957). 
Employer X maintains a defined benefit retirement 
plan for its employees. Employer X's taxable year 
is the calendar year. Trust T, a foreign employees' 
trust, is the sole funding vehicle for the plan. Both 
the plan year of the plan and the taxable year of 
Trust T are the calendar year. 

(ii) As of December 3 J, 1997, Trust T's mea
surement date, the fair market value (as described 
in paragraph (h)(3)(iv) of this section) of Trust T's 
assets is FC 1,000,000, and the amount of the 
plan's accrued liability is FC 800,000, which 
includes a normal cost for 1997 of FC 50,000. The 
preexisting amount for Trust T is FC 40,000. 
Thus, the relevant amount for 1997 is FC 160,000 
(which is greater than the plan's normal cost for 
the year). Employer X's shareholder does not 
indicate on a statement attached to a timely filed 
Form 5471 that any of the relevant amount 
qualifies for the exception described in paragraph 
(h)(3)(iii) of this section. Therefore, the fractional 
interest for Employer X's taxable year ending on 
December 31, 1997, is 16 percent. Employer X is 
treated as the owner for federal income taX 

purposes of an undivided 16 percent interest in 
each of Trust T's assets for the period from 
January I, 1997 through December 31, 1997. 
Employer X must take into account a 16 percent 
pro rata share of each item of income, deduction 
or credit of Trust T during this period in comput
ing its federal income tax liability. 

Example 2. Assume the same facts as in 
Example 1, except that Employer X's shareholder 
indicates on a statement attached to a timely filed 
Form 5471 and can demonstrate to the satisfaction 
of the Commissioner that, in reliance on paragraph 
(h)(3)(iii) of this section, FC 100,000 of the fair 
market value of Trust T's assets is attributable to 
favorable experience relative to reasonable actu
arial assumptions used. Accordingly, the relevant 



amount for 1997 is FC 60,000. Because the plan's 
nonnal cost for 1997 is less than FC 60,000, the 
de minimis exception of paragraph (h)( 4) of this 
section does not apply. Therefore, the fractional 
interest for Employer X's taxable year ending on 
December 31, 1997, is 6 percent. Employer X is 
treated as the owner for federal income tax 
purposes of an undivided 6 percent interest in each 
of Trust T's assets for the period from January I, 
1997, through December 31, 1997. Employer X 
must take into account a 6 percent pro rata share 
of each item of income, deduction or credit of 
Trust T during this period in computing its federal 
income tax liability. 

(9) Effective date. Paragraphs (g) and 
(h) of this section apply to taxable years 
of an employer ending after September 
27, 1996. 

Par. 3. Section 1.671-2 is amended by 
adding paragraph (f) to read as follows: 

§ 1.671-2 Applicable principles 

* * * * * 
(f) For purposes of subtitle A of the 

Internal Revenue Code, a person that is 
treated as the owner of any portion of a 
trust under subpart E is considered to 
own the trust assets attributable to that 
portion of the trust. 

Par. 4. Section 1.1297-4 is added to 
read as follows: 

§ 1.1297-4 Application of subpart E of 
subchapter J with respect to foreign 
employees' trusts. 

(a) General rules. For purposes of 
part VI of subchapter P, chapter 1 of the 
Code, a foreign employer that is not a 
controlled foreign corporation is not 
treated as the owner of any portion of a 
foreign employees' trust (as defined in 
§ 1.671-1(h)(2» except as provided in 
this paragraph (a), regardless of whether 
the employer has a power or interest 
described in sections 673 through 677 
over any portion of the trust. 

(1) Principal purpose to avoid classi
fication as a passive foreign investment 
company. If a principal purpose for a 
transfer of property by any person to a 
foreign employees' trust (as defined in 
§ 1.671-1(h)(2» is to avoid classifica
tion of a foreign corporation as a pas
sive foreign investment company, then 
the following rule applies. If the foreign 
employer has a power or interest de
scribed in sections 673 through 677 over 
the trust, then the grantor trust rules of 
subpart E of part I of subchapter J, 
chapter 1 of the Code will apply, for 
purposes of part VI of subchapter P, to a 
fixed dollar amount in the trust that is 
equal to the fair market value of the 
property that is transferred for the pur
pose of avoiding classification as a 

passive foreign investment company. 
Whether a principal purpose for a trans
fer is the avoidance of classification as a 
passive foreign investment company will 
be determined on the basis of all of the 
facts and circumstances, including 
whether the amount of assets held by 
the foreign employees' trust is reason
ably related to the plan's anticipated 
liabilities, taking into account any local 
law and practice relating to proper fund
ing levels. 

(2) Principal purpose to reduce or 
eliminate taxation under section 1291 or 
1293. If a principal purpose for a trans
fer of property by any person to a 
foreign employees' trust (as defined in 
§ 1.671-1(h)(2» is to reduce or elimi
nate taxation under section 1291 or 
1293, then the following rule applies. If 
the foreign employer has a power or 
interest described in sections 673 
through 677 over the trust, then the 
provisions of subpart E will apply, for 
purposes of part VI of subchapter P, to a 
fixed dollar amount in the trust that is 
equal to the fair market value of the 
property transferred for the purpose of 
reducing or eliminating taxation under 
section 1291 or 1293. Whether a princi
pal purpose for a transfer is to reduce or 
eliminate taxation under section 1291 or 
1293 will be determined on the basis of 
all the facts and circumstances, includ
ing whether the amount of assets held 
by the foreign employees' trust is rea
sonably related to the plan's anticipated 
liabilities, taking into account any local 
law and practice relating to proper fund
ing levels. 

(3) Application to employer entity. 
The rules of this section apply to the 
employer whose employees benefit un
der the deferred compensation plan 
funded through the foreign employees' 
trust, or, in the case of a deferred 
compensation plan covering independent 
contractors, the recipient of services per
formed by those independent contrac
tors, regardless of whether the plan is 
maintained through another entity. Thus, 
for example, where a deferred compen
sation plan benefitting employees of a 
foreign employer that is not a controlled 
foreign corporation is funded through a 
foreign employees' trust, the foreign 
employer is considered to be the grantor 
of the foreign employees' trust for pur
poses of this paragraph (a). 

(b) Effective date. This section ap
plies to taxable years of a foreign 

corporation ending after September 27, 
1996. 

Margaret Milner Richardson, 
Commissioner of Internal Revenue. 

(Filed by the Office of the Federal Register on 
September 26, 1996, 8:45 a.m., and published in 
the issue of the Federal Register for September 27, 
1996, 61 ER. 50778) 

Notice of Proposed Rulemaking 
and Notice of Public Hearing 

Treatment of Section 355 
Distributions by U.S. Corporations 
to Foreign Persons 

REG-209827-96 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rulemak
ing by cross-reference to temporary 
regulations and notice of public hearing. 

SUMMARY: In * * * TD 8682, page 
12, the IRS is issuing temporary regula
tions revising the final regulations under 
section 367(e)(l) with respect to section 
355 distributions of stock or securities 
by domestic corporations to foreign per
sons. The IRS is also modifying the 
temporary regulations under section 
6038B to provide that distributions de
scribed under section 367(e)(l) are sub
ject to rules under section 6038B. The 
text of those temporary regulations also 
serves as the text of these proposed 
regulations. This document also provides 
notice of a public hearing on these 
proposed regulations. 

DATES: Written comments must be re
ceived by November 7, 1996. Outlines 
of topics to be discussed at the public 
hearing scheduled for November 20, 
1996, at 10 a.m. must be received by 
October 31, 1996. 

ADDRESSES: Send submissions to: 
CC:DOM:CORP:R (INTL 0020-96), 
room 5228, Internal Revenue Service, 
POB 7604, Ben Franklin Station, Wash
ington, DC 20044. In the alternative, 
submissions may be hand delivered be
tween the hours of 8 a.m. and 5 p.m. to: 
CC:DOM:CORP:R (lNTL-0020-96), 
Courier's Desk, Internal Revenue Ser
vice, 1111 Constitution Ave. NW, Wash
ington, DC. The public hearing will be 
held in the IRS Auditorium, Internal 
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Revenue Building, 1111 Constitution 
Avenue NW, Washington, DC. 

SUPPLEMENTARY INFORMATION: 

Paperwork Reduction Act 

The collection of infonnation con
tained in this notice of proposed 
rulemaking has been submitted to the 
Office of Management and Budget for 
review in accordance with the Paper
work Reduction Act of 1995 (44 U.S.c. 
3507). 

Comments on the collection of infor
mation should be sent to the Office of 
Management and Budget, Attn: Desk 
Officer for the Department of Treasury, 
Office of Infonnation and Regulatory 
Affairs, Washington, DC 20503, with 
copies to the Internal Revenue Service, 
Attn: IRS Reports Clearance Officer, 
T:FP, Washington, DC 20224. Alterna
tively, taxpayers may submit comments 
electronically via the Internet by select
ing the "Tax Regs" option on the IRS 
Home Page, or by submitting comments 
directly to the IRS Internet site at 
http://www.irs.ustreas.gov/prod/tax regs/ 
comments.html. Comments on the col
lection of infonnation should be re
ceived by October 15, 1996. 

An agency may not conduct or spon
sor, and a person is not required to 
respond to, a collection of infonnation 
unless the collection of infonnation dis
plays a valid control number. 

The collection of infonnation under 
section 367(e)(l) is in § 1.367(e)
IT(c)(1)(ii), (2)(i)(C) and (3). The tem
porary regulations provide that in order 
for taxpayers to qualify for either the 
"U.S. real property holding corporation 
exception" or the "publicly traded cor
poration" exception, taxpayers must 
comply with the reporting requirements 
contained in § 1.367(e)-IT(c)(1)(ii) and 
§ 1.367( e )-IT( c )(2)(i)(C), respectively. 
The temporary regulations also modify 
the reporting requirements under the 
"gain recognition agreement" exception 
(§ 1.367(e)-IT(c)(3». Under the tempo
rary regulations, the controlled corpora
tion, in addition to the distributing cor
poration, must sign the gain recognition 
agreement (§ 1.367(e)-IT(c)(3)(ii)(F) 
and (iii», extend the statute of limita
tions accordingly (§ 1.367(e)-IT(c)(3)
(ii)(F) and (iv», and annually report its 
distributees to the distributing corpora
tion but not the Service (§ 1.367(e)
IT(c)(3)(v)(B». This infonnation is re
quired by the IRS as a condition for a 
taxpayer to qualify for an exception to 
the general rule of taxation under sec-
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tion 367(e)(1), and to avoid the penalties 
contained under section 6038B. This 
infonnation will be used to detennine 
whether a taxpayer properly qualifies for 
a claimed exception. The respondents 
generally will be U.S. corporations, 
probably subsidiaries of foreign multina
tionals, that are either distributing an
other corporation or being distributed 
under section 355, pursuant to a corpo
rate restructuring. 

Books or records relating to a collec
tion of infonnation must be retained as 
long as their contents may become ma
terial in the administration of any inter
nal revenue law. Generally, tax returns 
and tax return infonnation are confiden
tial, as required by 26 U.S.C. 6103. 

Estimated total annual reporting bur
den: 2,124 hours. (This equals the sum 
of (i) the prior burden of 1,604 hours, 
and (ii) the additional burden of 520 
hours contained in the new regulations.) 
The estimated annual burden per respon
dent varies from 1 hour to 8 hours, 
depending on individual circumstances, 
with an estimated average of 2 hours. 

Estimated number of respondents: 
462. 

Estimated annual frequency of re
sponses: Once (in the case of taxpayers 
that qualify for the U.S. real property 
holding company exception and the pub
licly traded company exception). Annu
ally (in the case of taxpayers that 
qualify for the gain recognition agree
ment exception). 

Background 

The *** T.D. 8682, page 12, amends 
the Income Tax Regulations (26 CFR 
part 1) under section 367(e)(1). The 
temporary regulations under section 
367(e)(1) contain rules relating to the 
distribution of stock or securities under 
section 355 by a domestic corporation to 
a person that is not a U.S. person. 

The text of T.D. 8682 also serves as 
the text of these proposed regulations. 
The preamble to T.D. 8682 explains the 
reasons for the modifications to the final 
regulations contained in the temporary 
regulations. 

Special Analyses 

It has been detennined that this notice 
of proposed rulemaking is not a signifi
cant regulatory action as defined in EO 
12866. Therefore, a regulatory assess
ment is not required. It is hereby certi
fied that these regulations do not have a 
significant impact on a substantial num
ber of small entities. This certification is 

based on the fact that these regulations 
will primarily affect large multinational 
corporations with foreign shareholders. 
The regulations do not significantly alter 
the reporting or recordkeeping duties of 
small entities. Therefore, a Regulatory 
Flexibility Analysis under the Regula
tory Flexibility Act (5 U.S.c. chapter 6) 
is not required. Pursuant to section 
7805(f) of the Internal Revenue Code, 
this notice of proposed rulemaking will 
be submitted to the Chief Counsel for 
Advocacy of the Small Business Admin
istration for comment on their impact on 
small business. 

Comments and Notice of Public Hearing 

Before these proposed regulations are 
adopted as final regulations, consider
ation will be given to any written com
ments (a signed original and eight (8) 
copies) that are submitted timely to the 
Internal Revenue Service. All comments 
will be available for public inspection 
and copying. 

A public hearing has been scheduled 
for November 20, 1996, at 10 a.m. in 
the IRS Auditorium. Because of access 
restrictions, visitors will not be admitted 
beyond the building lobby more than 15 
minutes before the hearing starts. 

The rules of 26 CFR 601.601(a)(3) 
apply to the hearing. 

Persons that wish to present oral 
comments at the hearing must submit 
written comments by November 7, 
1996, and submit an outline of the 
topics to be discussed and the time to be 
devoted to each topic (signed original 
and eight (8) copies) by October 31, 
1996. 

A period of 10 minutes will be allot
ted to each person for making com
ments. 

An agenda showing the scheduling of 
the speakers will be prepared after the 
deadline for receiving outlines has 
passed. Copies of the agenda will be 
available free of charge at the hearing. 

* * * * * 

Proposed Amendments to the Regula
tions 

Accordingly, 26 CFR part 1 is pro
posed to be amended as follows: 

PART I-INCOME TAXES 

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

Authority: 26 U.S.c. 7805. * * * 



Par. 2. Section 1.367(e)-1 is added to 
read as follows: 

§ I.367( e)-I Treatment of section 355 
distributions by u.s. corporations to 
foreign persons. 

[The text of this proposed section is 
the same as the text of § 1.367(e)-1T 
published in T.D. 8682]. 

Par. 3. Section 1.6038B-I, as pro
posed on May 16, 1986, at 51 FR 
17990, is amended by revising the sec
ond sentence of paragraph (b)(2)(i) and 
adding the text of paragraph (e) to read 
as follows: 

§ I.6038B-I Reporting of transfers de
scribed in section 367. 

[The text of proposed paragraphs 
(b)(2)(i) and (e) are the same as the text 
of § 1.6038B-IT(b )(2)(i) and (e) pub
lished in T.D. 8682.] 

Margaret Milner Richardson, 
Commissioner of Internal Revenue. 

(Filed by the Office of the Federal Register on 
August 9. 1996. 12: 19 p.m .. and published in the 
issue of the Federal Register for August 14. 1996. 
61 F.R. 42217) 

Notice of Proposed Rulemaking 

Relief From Disqualification for 
Plans Accepting Rollovers 

REG-245562-96 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Proposed regulations. 

SUMMARY: This document contains 
proposed regulations that would provide 
guidance on the qualification of retire
ment plans that accept rollover contribu
tions from employees. These regulations 
affect plan administrators of qualified 
plans that accept rollover contributions. 

DATES: Written comments must be re
ceived by December 18, 1996. 

ADDRESSES: Send submissions to 
CC:DOM:CORP:R (REG-245562-96), 
room 5228, Internal Revenue Service, 
POB 7604, Ben Franklin Station, Wash
ington, DC 20044. In the alternative, 
submissions may be hand delivered be
tween the hours of 8 a.m. and 5 p.m. to 
CC:DOM:CORP:R (REG-245562-96), 
Courier's Desk, Internal Revenue Ser
vice, IIII Constitution Avenue NW, 
Washington, DC. Alternatively, taxpay
ers may submit comments electronically 

via the Internet by selecting the "Tax 
Regs" option on the IRS Home Page, or 
by submitting comments directly to the 
IRS Internet site at http:// 
www.irs.ustreas.gov/prod/tax_regs/ 
comments.html 

SUPPLEMENTARY 
INFORMATION: 

Background 

On September 22, 1995, Final Income 
Tax Regulations (T.D. 8619 [1995-2 
C.B. 41]) under sections 401(a)(31) and 
402(c) were published in the Federal 
Register (60 FR 49199). The final regu
lations provide guidance for complying 
with the Unemployment Compensation 
Amendments of 1992 (UCA). 

UCA expanded the types of distribu
tions from a qualified plan that are 
eligible to be rolled over to an indi
vidual retirement account or individual 
retirement annuity, or to another quali
fied plan that accepts roll overs (collec
tively referred to as eligible retirement 
plans). Such distributions are referred to 
as eligible rollover distributions. UCA 
also added a new qualification provision 
under section 401(a)(31) that requires 
qualified plans to provide employees 
with a direct rollover option. Under a 
direct rollover option, an employee may 
elect to have an eligible rollover distri
bution paid directly to an eligible retire
ment plan. The direct rollover option is 
provided in addition to the pre-existing 
rollover provisions under section 402. 
Thus, an employee who receives an 
eligible rollover distribution but who 
does not elect a direct rollover still has 
the option to roll over the distribution to 
an eligible retirement plan within 60 
days of receipt. 

The final regulations under section 
401(a)(31) provide that a plan that ac
cepts a direct rollover from another plan 
will not fail to satisfy section 40 I (a) or 
403(a) merely because the plan making 
the distribution is, in fact, not qualified 
under section 401(a) or 403 (a) at the 
time of the distribution, if, prior to 
accepting the rollover, the receiving plan 
reasonably concluded that the distribut
ing plan was qualified under section 
401(a) or 403(a). The regulations pro
vide, as an example, that the receiving 
plan may reasonably conclude that the 
distributing plan was qualified under 
section 401 (a) or 403(a) if, prior to 
accepting the rollover, the plan adminis
trator of the distributing plan provided 
the receiving plan with a statement that 
the distributing plan had received a 

determination letter from the Commis
sioner indicating that the plan was quali
fied. The plan administrator is not re
quired to verify this information, such as 
by obtaining a copy of the distributing 
plan's plan document or determination 
letter, in order to reasonably conclude 
that the distributing plan is qualified 
under section 40 I (a) or 403(a). 

Explanation of Provisions 

I. Overview 

The relief to be provided in these 
proposed regulations is intended to in
crease the portability of qualified plan 
benefits when an employee changes 
jobs. This objective would be achieved 
by reassuring a plan sponsor that accep
tance of an amount as a rollover contri
bution, in appropriate circumstances, 
will not affect the plan's qualification 
under section 401(a) or 403(a). 

2. Expansion of existing relief for re
ceiving plans 

These proposed regulations would ex
pand and clarify in several respects the 
relief provided in the regulations under 
section 401 (a)(31) issued last year. First, 
the proposed regulations would clarify 
and expand the relief from disqualifica
tion currently provided for plans that 
accept direct rollovers. The protection 
would be expanded to be available not 
only if the plan administrator reasonably 
concludes the distributing plan is quali
fied under section 401 (a) or 403(a) 
(even if later it is determined that the 
distributing plan is not a qualified plan), 
but also if the plan administrator reason
ably concludes that a distribution meets 
the other requirements to be an eligible 
rollover distribution (but later it is deter
mined that this conclusion was incor
rect). Further, the proposed regulation 
would clarify that if the plan administra
tor reaches these conclusions reasonably, 
and satisfies the corrective distribution 
requirement described below, the contri
bution will be treated as a rollover con
tribution for purposes of applying quali
fication requirements under section 
401(a) or 403(a) to the plan. Thus, if the 
contribution was not, in fact. a distnbu
tion from a qualified plan or for any 
other reason fails to be an eligible 
rollover distribution within the meaning 
of section 402(c), the contribution nev
ertheless would be treated as a rollover 
contribution as opposed to, for example, 
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an employee contribution for purposes 
of section 401(m) or for purposes of 
section 415. 

Second, the regulations would extend 
this expanded relief from disqualifica
tion to plans that accept rollover contri
butions other than direct rollover contri
butions. Thus, the relief would apply to 
plans that accept rollover contributions 
made by an employee within 60 days of 
the date of the distribution from a plan. 
Further, the relief would apply to plans 
that accept rollover contributions from a 
"conduit IRAs," i.e., an individual re
tirement plan that does not contain any 
amount attributable to any source other 
than a rollover contribution (as defined 
in section 402) from a plan qualified 
under section 401 (a) or an annuity 
qualified under section 403(a). The re
lief would apply if (a) when accepting a 
rollover contribution, the plan adminis
trator of the receiving plan reasonably 
concludes that the contribution is an 
eligible rollover distribution from a 
qualified plan (or an amount distributed 
from a conduit IRA) and that the contri
bution satisfies the other applicable re
quirements of section 402(c) or 408(d)
(3) for treatment as a rollover contribu
tion and (b) the receiving plan satisfies 
the corrective distribution requirement 
described below. 

The regulations would provide ex
amples of the actions that a plan admin
istrator might take to reasonably con
clude that an employee's contribution 
satisfies the requirements for treatment 
as a rollover contribution. The examples 
are intended to be merely illustrative. 
Plan administrators may develop other 
approaches or procedures for reasonably 
reaching this conclusion. 

Finally, the regulations would provide 
that if the receiving plan later obtains 
actual knowledge or otherwise deter
mines that the distributing plan was not 
qualified at the time of the distribution, 
that any portion of the distribution was 
not an eligible rollover distribution or an 
amount distributed from a conduit IRA, 
or that the contribution to the plan 
otherwise did not satisfy the applicable 
requirements of section 402 or 408 for 
treatment as a rollover contribution, a 
corrective distribution equal to the 
amount of the contribution plus any 
earnings attributable to the contribution 
would be required to be made to the 
employee within a reasonable time after 
such determination. 
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Special Analyses 

It has been determined that this notice 
of proposed rulemaking is not a signifi
cant regulatory action as defined in EO 
12866. Therefore, a regulatory assess
ment is not required. It also has been 
determined that section 553(b) of the 
Administrative Procedure Act (5 U.S.c. 
chapter 5) does not apply to these regu
lations, and because the regulation does 
not impose a collection of information 
on small entities, the Regulatory Flex
ibility Act (5 U.S.c. chapter 6) does not 
apply. Pursuant to section 7805(f) of the 
Internal Revenue Code, this notice of 
proposed rulemaking will be submitted 
to the Chief Counsel for Advocacy of 
the Small Business Administration for 
comment on its impact on small busi
ness. 

Comments and Requests for a Public 
Hearing 

Before these proposed regulations are 
adopted as final regulations, consider
ation will be given to any written com
ments (a signed original and eight (8) 
copies) or comments transmitted via 
Internet that are submitted timely to the 
IRS. All comments will be available for 
public inspection and copying. 

A public hearing may be scheduled if 
,requested in writing by a person that 
timely submits written comments. If a 
public hearing is scheduled, notice of 
the date, time, and place for the hearing 
will be published in the Federal Regis
ter. 

* * * * * 

Proposed Amendments to the Regula
tions 

Accordingly, 26 CFR part is 
amended as follows: 

PART I-INCOME TAXES 

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

Authority: 26 U.S.c. 7805. * * * 
Par. 2. Section 1.401 (a)(3l )-1 is 

amended as follows: 
1. Under the heading "List of Ques

tions," redesignating Q-14 through 
Q-18 as Q-15 through Q-19, respec
tively, and adding new Q-14. 

2. Under the heading "Question and 
Answers," removing designation (a) and 
the paragraph heading, and removing 
paragraph (b) from A-13. 

3. Under the heading "Question and 
Answers," redesignating Q&A-14 
through Q&A-18 as Q&A-15 through 
Q&A-19, respectively, and adding 
Q&A-14. 

The additions read as follows: 

§ 1.401(a)(31)-1 Requirement to offer 
direct rollover of eligible rollover distri
butions; questions and answers. 

* * * * * 

LIST OF QUESTIONS 

* * * * * 

Q-14: If a plan accepts an invalid 
rollover contribution, whether or not as 
a direct rollover, how will the contribu
tion be treated for purposes of applying 
the qualification requirements of section 
401(a) or 403(a) to the plan? 

* * * * 

QUESTIONS AND ANSWERS 

* * * * * 

Q-14: If a plan accepts an invalid 
rollover contribution, whether or not as 
a direct rollover, how will the contribu
tion be treated for purposes of applying 
the qualification requirements of section 
401(a) or 403(a) to the plan? 

A-14: (a) Acceptance of invalid 
rollover contribution. If a plan accepts 
an invalid rollover contribution, the con
tribution will be treated, for purposes of 
applying the qualification requirements 
of section 401(a) or 403(a) to the re
ceiving plan, as if it were a valid roll
over contribution, if the following two 
conditions are satisfied. First, when ac
cepting the amount from the employee 
as a rollover contribution, the plan ad
ministrator of the receiving plan reason
ably concludes that the contribution is a 
valid rollover contribution. Second, if 
the plan administrator of the receiving 
plan later determines that the contribu
tion was an invalid rollover contribution, 
the amount of the invalid rollover con
tribution, plus any earnings attributable 
thereto, is distributed to the employee 
within a reasonable time after such 
determination. 

(b) Definitions. For purposes of this 
Q&A-14: 

(1) An invalid rollover contribution is 
an amount that is accepted by a plan as 
a rollover within the meaning of 
Q&A-I of § 1.402(c)-2 (or as a roll
over contribution within the meaning of 
section 408(d)(3)(A)(ii» but that is not 
an eligible rollover distribution from a 



qualified plan (or an amount described 
in section 408(d)(3)(A)(ii» or that does 
not satisfy the other requirements of 
section 401(a)(31), 402(c), or 408(d)(3) 
for treatment as a rollover or a rollover 
contribution. 

(2) A valid rollover contribution is a 
contribution that is accepted by a plan 
as a rollover within the meaning of 
Q&A-I of § I.402(c)-2 or as a rollover 
contribution within the meaning of sec
tion 408(d)(3) and that satisfies the 
requirements of section 401(a)(31), 402-
(c), or 408(d)(3) for treatment as a roll
over or a rollover contribution. 

(c) The provisions of paragraph (a) of 
this Q&A-14 are illustrated by the fol
lowing examples: 

Example 1. (a) Employer X maintains for its 
employees Plan M, a profit sharing plan qualified 
under section 401(a). Plan M provides that any 
employee of Employer X may make a rollover 
contribution to Plan M. Employee A is an em
ployee of Employer X, will not have attained age 
70 1/2 by the end of the year, and has a vested 
account balance in Plan 0 (a plan maintained by 
Employee A's prior employer). Employee A elects 
a single sum distribution from Plan 0 and elects 
that it be paid to Plan M in a direct rollover. 

(b) Employee A provides the plan administrator 
of Plan M with a letter from the plan administrator 
of Plan 0 stating that Plan 0 has received a 
detennination letter from the Commissioner indi
cating that Plan 0 is qualified. 

(c) Based upon such a letter, absent facts to the 
contrary, a plan administrator may reasonably 
conclude that Plan 0 is qualified and that the 
amount paid as a direct rollover is an eligible 
rollover distribution. 

Example 2. (a) Same facts as Example 1, except 
that Employee A elects to receive the distribution 
from Plan 0 and wishes to make a rollover 
contribution described in section 402 rather than a 
direct rollover. 

(b) When making the rollover contribution, Em
ployee A certifies that, to the best of Employee A's 
knowledge, Employee A is entitled to the distribu
tion as an employee and not as a beneficiary, the 
distribution from Plan 0 to be contributed to Plan 
M is not one of a series of periodic payments, the 
distribution from Plan 0 was received by Em
ployee A not more than 60 days before the date of 
the rollover contribution, and the entire amount of 
the rollover contribution would be includible in 
gross income if it were not being rolled over. 

(c) As support for these certifications, Em
ployee A provides the plan administrator of Plan 
M with two statements from Plan O. The first is a 
letter from the plan administrator of Plan 0, as 
described in Example 1, stating that Plan 0 has 
received a determination letter from the Commis
sioner indicating that Plan 0 is qualified. The 
second is the distribution statement that accompa
nied the distribution check. The distribution state
ment indicates that the distribution is being made 
by Plan 0 to Employee A, indicates the gross 
amount of the distribution. and indicates the 
amount withheld as Federal income tax. The 
amount withheld as Federal income tax is 20 
percent of the gross amount of the distribution. 
Employee A contributes to Plan M an amount not 

greater than the gross amount of the distribution 
stated in the letter from Plan 0 and the contribu
tion is made within 60 days of the date of the 
distribution statement from Plan O. 

(d) Based on the certifications and documenta
tion provided by Employee A, absent facts to the 
contrary, a plan administrator may reasonably 
conclude that Plan 0 is qualified and that the 
distribution otherwise satisfies the requirements of 
section 402(c) for treatment as a rollover contribu
tion. 

Example 3. (a) The facts are the same as in 
Example 2, except that, rather than contributing 
the distribution from Plan 0 to Plan M, Employee 
A contributes the distribution from Plan 0 to IRA 
P, an individual retirement account described in 
section 408(a). After the contribution of the distri
bution from Plan 0 to IRA P, but before the year 
in which Employee A attains age 70 112, Em
ployee A requests a distribution from IRA P and 
decides to contribute it to Plan M as a rollover 
contribution. To make the rollover contribution, 
Employee A endorses the check received from 
IRA P as payable to Plan M. 

(b) In addition to providing the certifications 
described in Example 2 with respect to the 
distribution from Plan 0, Employee A certifies 
that, to the best of Employee A's knowledge, the 
contribution to IRA P was made not more than 60 
days after the date Employee A received the 
distribution from Plan 0, no amount other than the 
distribution from Plan 0 has been contributed to 
IRA p, and the distribution from IRA P was 
received not more than 60 days earlier than the 
rollover contribution to Plan M. 

(c) As support for these certifications, in addi
tion to the two statements from Plan 0 described 
in Example 2, Employee A provides copies of 
statements from IRA P. The statements indicate 
that the account is identi fied as an IRA, the 
account was established within 60 days of the date 
of the letter from Plan 0 infonning Employee A 
that an amount had been distributed, and the 
opening balance in the IRA does not exceed the 
amount of the distribution described in the letter 
from Plan O. There is no indication in the 
statements that any additional contributions have 
been made to IRA P since the account was 
opened. The date on the check from IRA P is less 
than 60 days before the date that Employee A 
makes the contribution to Plan M. 

(d) Based on the certifications and documenta
tion provided by Employee A, absent facts to the 
contrary, a plan administrator may reasonably 
conclude that Plan 0 is qualified and that the 
contribution by Employee A is a rollover contribu
tion described in section 408(d)(3)(A)(ii) that 
satisfies the other requirements of section 
408(d)(3) for treatment as a rollover contribution. 

Par. 3. Section I.402(c)-2 is amended 
by adding a sentence to the end of A-II 
to read as follows: 

.~ 1.402( c )-2 Eli[?ible rollover distribu
tions; questions and answers. 

* * * 

A-II. * * * See § 1.401(a)(31)-I, 
Q&A-14, for guidance concerning the 
qualification of a plan that accepts a 
rollover contribution. 

* * 

Michael P. Dolan, 
Actin[? Commissioner of Internal 

RCI·cnuc. 

(Filed by the Office of the Federal Register on 
September 18, 1996. 8:45 a.m .. and published in 
the issue of the Federal Register for September 19. 
1996, 61 F.R. 49279) 

Notice of Proposed Rulemaking 
and Notice of Public Hearing 

Classification of Certain 
Transactions Involving Computer 
Programs 

REG-251520-96 

AGENCY: Internal Revenue Service 
(IRS), Treasury. 

ACTION: Notice of proposed rulemak
ing and notice of public hearing. 

SUMMARY: This document contains 
proposed regulations relating to the tax 
treatment of certain transactions involv
ing the transfer of computer programs. 
The proposed regulations provide rules 
for classifying such transactions as sales, 
licenses, leases, or the provision of 
services or of know-how under certain 
provisions of the Internal Revenue Code 
and tax treaties. This document also 
provides notice of a public hearing on 
the proposed regulations. 

DATES: Comments must be received by 
February II, 1997. Requests to speak 
(with outlines of oral comments) at a 
public hearing scheduled for March 19, 
1997, at 10 a.m. must be submitted by 
February 26, 1997. 

ADDRESSES: Send submissions to: 
CC:DOM:CORP:R (REG-251520-96), 
room 5228, Internal Revenue Service, 
POB 7604, Ben Franklin Station, Wash
ington, DC 20044. In the alternative, 
submissions may be hand delivered be
tween the hours of 8 a.m. and 5 p.m. to: 
CC:DOM:CORP:R (REG-25 I 520-96), 
Courier's Desk, Internal Revenue Ser
vice, 1111 Constitution Avenue NW, 
Washington, DC. Alternately, taxpayers 
may submit comments electronically via 
the Internet by selecting the "'Tax Regs" 
option on the IRS Home Page, or by 
submitting comments directly to the IRS 
Internet site at http:\\www.irs.ustreas.
gov\prod\tax_regs\comments.html. The 
public hearing will be held in the NYU 
Classroom, room 2615, Internal Rev-
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enue Building, 1111 Constitution Avenue 
NW, Washington, DC. 

SUPPLEMENTARY INFORMATION: 

Background 

These regulations are proposed to 
clarify the treatment under certain provi
sions of the Internal Revenue Code 
(Code) and tax treaties of income from 
transactions involving computer pro
grams. 

I. Introduction 

Computer programs are generally pro
tected by copyright law. Typically the 
protection afforded by copyright law is 
a principal source of the value of a 
computer program to the owner of the 
copyright. Conversely, the principal 
source of the value of a computer 
program to the purchaser of a copy of 
the program is not the protection af
forded by copyright law, but the right to 
use or sell the copy. In this regard, 
computer programs are similar to other 
copyrighted works such as books, 
records, motion pictures, etc. For ex
ample, when a copy of a book is 
purchased, the purchaser does not 
thereby also acquire any copyright 
rights. Accordingly, the proposed regula
tions generally distinguish between 
transactions in a copyright and in the 
subject of the copyright. 

In developing regulations addressing 
the treatment of computer programs, the 
IRS and Treasury generally have been 
guided by the following principles: (i) 
the rules should take into account the 
special features of computer programs, 
such as the ability to deliver copies 
electronically as well as physically, and 
to make perfect copies at little or no 
cost, and (ii) wherever possible, transac
tions that are functionally equivalent 
should be treated similarly. For example, 
a transaction that involves the transfer 
for internal use only of fifty copies of a 
computer program should generally be 
treated the same as a transfer of one 
copy (for internal use) with the right to 
make forty-nine other copies all for 
internal use. Similarly, if the right to use 
a computer program is limited in time, 
the transaction should generally be 
treated the same irrespective of whether, 
at the end of the period of permitted 
use, a disk containing the computer 
program must be returned, or the pro
gram automatically deactivates itself. 
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II. Copyright Law Principles 

Distinguishing between transactions in 
a copyright and in the subject of the 
copyright requires an examination of 
U.S. and foreign copyright law (e.g. EC 
Directive on Legal Protection of Com
puter Programs, 1991 (91/250/EEC); and 
the Berne Convention (Paris Text, July 
24, 1971». An overview of U.S. copy
right law as it relates to computer 
programs is set forth below. However, 
the IRS and the Treasury do not purport 
in these regulations to interpret U.S. 
copyright law and these proposed regu
lations should not be taken as an expres
sion of the legal or policy views of the 
U.S. Copyright Office. 

The Copyright Act of 1976, as 
amended (17 U.S.c. 101 et seq.), pro
vides protection against infringement of 
the exclusive rights of the owner of a 
copyright in original works of author
ship, fixed in any tangible medium of 
expression, including literary works. (17 
U.S.c. 102.) The term literary works is 
defined to include: ". . . numbers, or 
other verbal or numerical symbols or 
indicia, regardless of the nature of the 
material objects, such as books, periodi
cals, manuscripts, phonorecords, film, 
tapes, disks, or cards, in which they are 
embodied." (17 U.S.C. 101.) Thus, com
puter programs are literary works for 
purposes of the Copyright Act. 

The Copyright Act grants five exclu
sive rights to a copyright owner. Of 
these, three are most relevant in the case 
of computer programs: the right to re
produce copies of the copyrighted work 
(17 U.S.C. 106(1»; the right to prepare 
derivative works, which may themselves 
be separately copyrighted, based upon 
the copyrighted work (17 U .S.c. 103 
and 106(2»; and the right to distribute 
copies of the copyrighted work to the 
public by sale or other transfer of 
ownership, or by rental, lease or lending 
(17 U.S.c. 106(3». Additionally, in cer
tain circumstances, the right to publicly 
perform the copyrighted work (17 
U .S.c. 106(4» and the right to publicly 
display the copyrighted work may also 
be relevant (17 U.S.c. 106(5». 

Thus, under U.S. copyright law, the 
user of a computer program who does 
not possess any of those five rights (or 
parts of them) has obtained only rights 
to use the copyrighted article it pos
sesses. Generally, that user is treated 
only as having received a copy of the 
copyrighted work. Under U.S. copyright 
law, a copy is a material object in which 
a work is fixed by any method now 

known or later developed, and from 
which the work can be perceived, repro
duced, or otherwise communicated, ei
ther directly or with the aid of a ma
chine or device (17 U.S.c. 101.). In 
these proposed regulations a copy is 
also referred to as a "copyrighted ar
ticle." The distinction between copies 
and copyrights is made most clearly in 
section 202 of the Copyright Act which 
provides: 

Ownership of a copyright, or of any of the 
exclusive rights under a copyright, is dis
tinct from ownership of any material object 
in which the work is embodied. Transfer of 
ownership of any material object, including 
the copy or phonorecord in which the work 
is first fixed, does not of itself convey any 
rights in the copyrighted work embodied in 
the object; nor, in the absence of an 
agreement, does transfer of ownership of a 
copyright or of any exclusive rights under 
a copyright convey property rights in any 
material object. 

Certain rights pass to the purchaser of 
a copy of a computer program. The 
most important of these is the right to 
sell (but not, without permission, to 
lease, rent or lend) the copy to another 
person. (17 U .S.c. 109.) Additionally, 
the owner of a copy of a computer 
program has the right to make a copy of 
that copy as an essential step in the 
utilization of the program (e.g., copying 
to the memory of the computer) and 
may also make a copy for archival 
purposes. (17 U.S.C. 117.) If, however, 
the owner of the copy sells that copy, all 
copies made pursuant to the 17 U.S.C. 
117 right must be destroyed. III. The 
Proposed Regulations and Copyright 
Law Principles 

Although the proposed regulations are 
guided by copyright law principles in 
determining whether a copyright right or 
copyrighted article has been transferred, 
the regulations depart in some cases 
from a strict reliance on copyright law 
in order to take into account the special 
nature of computer programs and to 
treat functionally equivalent transactions 
in the same way. For example, the 
proposed regulations do not treat the 
transfer of a right to copy as the transfer 
of a copyright right, unless it is accom
panied by the right to distribute the 
copies to the pUblic. 

Thus, where a corporation obtains the 
right, under an agreement, to make fifty 
copies of a program for use by its 
employees at one location (a site li
cense) the transaction is not, for all 
practical purposes, any different from a 
transaction in which fifty individual 
disks are purchased. Accordingly, the 
proposed regulations treat the transac-



tion as the transfer of a copyrighted 
article, rather than of a copyright right, 
despite a copyright law requirement that 
the corporation receive a "license" to 
make those fifty copies. Similarly, under 
the proposed regulations, the transfer of 
a computer program in perpetuity for 
internal use only on a single disk or set 
of disks in return for a one-time pay
ment, in a transaction styled as a license 
of copyright rights (a so-called shrink 
wrap license), is treated as the sale of a 
copyrighted article and not the transfer 
of a copyright right. Therefore, such a 
transfer is classified solely as the sale of 
a copyrighted article for the purposes of 
the proposed regulations. 

IV. Explanation of Provisions 

Section 1.861-18(a)(1) of the pro
posed regulations describes the scope of 
the proposed regulations. These pro
posed regulations provide rules for clas
sifying transfers of computer programs 
for the purposes of subchapter N of 
chapter 1 of the Internal Revenue Code, 
sections 367, 404A, 482, 551, 679, 
1057, 1059A, chapter 3, chapter 5, sec
tions 842 and 845 (to the extent involv
ing a foreign person), and transfers to 
foreign trusts not covered by section 
679. 

Section 1.861-18(a)(2) describes the 
categories of transactions relating to 
computer programs. In particular, a 
transfer of a copyright right may be 
either a sale or license of that right and 
a transfer of a copyrighted article may 
be either a sale or lease of that copy
righted article. Section 1.861- 18(a)(3) 
defines the term computer program. 

Section 1.861-18(b)(1) provides that a 
transaction involving the transfer of a 
computer program will be classified as 
either the transfer of a copyright right, 
the transfer of a copyrighted article, the 
provision of services relating to the 
development of a computer program, or 
the provision of know-how. 

Section 1.861-18(b)(2) provides that a 
transaction involving computer programs 
which consists of more than one of the 
categories in paragraph (b)(1), is treated 
as separate transactions. Any resulting 
transaction that is de minimis, however, 
taking into account all facts and circum
stances, will not be treated as a separate 
transaction. 

Section 1.861-18( c)(1 )(i) provides 
that the transfer of a computer program 
will be classified as the transfer of a 
copyright right if the transferee acquires 
one or more of the rights set forth in 
paragraph (c)(2). 

Section 1.861-18( c)(1 )(ii) provides 
that if such rights are not transferred 
and the transaction does not involve, or 
involves to only a de minimis extent, 
the provision of services or know- how, 
then the transaction will be classified 
solely as the transfer of a copyrighted 
article. 

Section 1.861-18(c)(2) identifies 
those rights that will be treated as 
copyright rights for purposes of the 
proposed regulations. This list differs 
from the list of rights set out in the 
Copyright Act to take into account the 
special nature of computer programs. 
Specifically, the copyright law right to 
copy will only be treated as a copyright 
right for the purposes of the proposed 
regulations if it is accompanied by the 
right to distribute such copies to the 
public. The copyright rights that apply 
for purposes of this section are, in 
addition to the right to copy and distrib
ute to the public, the right to prepare 
derivative computer programs, the right 
to make a public performance of the 
computer program, and the right to 
publicly display the computer program. 
The list of rights contained in § 1.861-
18( c )(2) rather than those contained in 
the Copyright Act will apply for the 
purposes of the proposed regulations. 

Section 1.861-18(c)(3) defines a 
copyrighted article as a copy of a com
puter program from which the work can 
be perceived, reproduced or otherwise 
communicated. 

Section 1.861-18( d) of the proposed 
regulations provides rules for determin
ing whether a transaction involving a 
newly- developed or modified computer 
program will be treated as the provision 
of services or another transaction de
scribed in paragraph (b)( 1) of this sec
tion. The determination is based on all 
facts and circumstances, including how 
risk of loss is allocated and the intent of 
the parties as to ownership of the copy
right. See, e.g., Boulez v. Commissioner, 
83 T.c. 584 (1984); Rev. Rul. 74-555 
(1974-2 C.B. 202); Rev. Rul. 84-78 
(1984-1 C.B. 173). 

Section 1.861-18(e) provides rules for 
determining whether a transfer of infor
mation related to a computer program 
will be considered the provision of 
know-how. A provision of know-how 
will not be considered to occur unless a 
party transfers information that (i) re
lates to computer programming tech
niques, (ii) is not capable of being 
copyrighted, and (iii) is protected by 
trade secret protection. 

Under § 1.861-18(f)(I), if a transfer 
involves copyright rights, it will be 
further classified as either a sale or a 
license of copyright rights. This classifi
cation will be made by examining 
whether, taking into account all facts 
and circumstances, all substantial rights. 
under the principles of sections 1222 
and 1235, have passed to the transferee. 

Under § 1.861-18(f)(2), if a transfer 
involves a copyrighted article, it will be 
further classified as either a sale or a 
lease of a copyrighted article. This clas
sification will be made by examining 
whether the benefits and burdens of 
ownership have passed to the transferee. 
See, e.g., Grodt & McKay Realty, Inc. v. 
Commissioner, 77 T.c. 1221, 1237-38 
(1981); Torres v. Commissioner, 88 T.c. 
702, 720-27 (1987); Estate of Thomas v. 
Commissioner, 84 T.c. 412, 431-40 
(1985). 

Under § 1.861-18(f)(3), the determi
nation of the classification of a transfer 
involving a copyright right or copy
righted article must appropriately con
sider the special nature of computer 
programs in transactions that take ad
vantage of those characteristics. For ex
ample, a transaction in which a person 
acquires a copyrighted article on disk 
subject to a requirement that the disk be 
destroyed after a specified period is 
generally the equivalent of a require
ment that the disk be returned after such 
period. Similarly, a transaction in which 
the program deactivates itself after a 
specified period may also be treated as 
the equivalent of returning the copy. 

Section 1.861-18(g) of the proposed 
regulations provides certain additional 
rules of operation. Section 1.861-
18(g)(1) provides that neither the form 
adopted by the parties to a transaction 
nor the classification of a transaction 
under copyright law are determinative 
for tax purposes. Therefore, as illus
trated in Example 1, a transfer of a 
computer program on a disk subject to a 
shrink-wrap license will generally be a 
sale of a copyrighted article. 

Section 1.861-18(g)(2) provides that 
the method of transferring the computer 
program, for example by disk or elec
tronically, shall not be relevant in deter
mining whether a copyright right or a 
copyrighted article has been transferred. 

The foregoing rules are illustrated by 
a number of examples contained in 
§ 1.861-18(h). 

Under § 1.861-18(i), these regula
tions are proposed to apply to all trans
actions occurring on or after the date 
that is 60 days after the date the final 
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regulations are published in the Federal 
Register. No inference should be drawn 
from the proposed effective date con
cerning the treatment of transactions 
involving computer programs entered 
into before the regulations are appli
cable. 

The application of these rules for 
purposes of the affected Internal Rev
enue Code sections may result in a 
change in the method of accounting for 
certain transactions involving computer 
programs by certain taxpayers. If the 
final regulations are adopted, the IRS 
will consider issuing an automatic 
change revenue procedure to address the 
situation where the taxpayer is required 
to change its method of accounting to 
comport with the new regulations. 

Special Analyses 

It has been determined that this notice 
of proposed rulemaking is not a signifi
cant regulatory action as defined in EO 
12866. Therefore, a regulatory assess
ment is not required. It also has been 
determined that section 553(b) of the 
Administrative Procedure Act (5 U.S.c. 
chapter 5) does not apply to these 
regulations, and because the regulations 
do not impose a collection of informa
tion on small entities, the Regulatory 
Flexibility Act (5 U.S.c. chapter 6) does 
not apply. Pursuant to section 7805(f) of 
the Internal Revenue Code, this notice 
of proposed rulemaking will be submit
ted to the Chief Counsel for Advocacy 
of the Small Business Administration for 
comment on its impact on small busi
ness. 

Comments and Public Hearing 

Before these proposed regulations are 
adopted as final regulations, consider
ation will be given to any comments 
that are submitted timely (in the manner 
described in the ADDRESSES caption) 
to the IRS. All comments will be avail
able for public inspection and copying. 

A public hearing has been scheduled 
for March 19, 1997, at 10 a.m. in the 
NYU Classroom, room 2615, Internal 
Revenue Building, 1111 Constitution 
Avenue NW, Washington, DC. Because 
of access restrictions, visitors will not be 
admitted beyond the Internal Revenue 
Building lobby more than 15 minutes 
before the hearing starts. 

The rules of 26 CFR 601.601 (a)(3) 
apply to the hearing. 

Persons that wish to present oral 
comments at the hearing must submit 
comments by February 11, 1997, and 
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submit an outline of the topics to be 
discussed and the time to be devoted to 
each topic (in the manner described in 
the ADDRESSES caption) by February 
26, 1997. 

A period of 10 minutes will be allot
ted to each person for making com
ments. 

An agenda showing the scheduling of 
the speakers will be prepared after the 
deadline for receiving outlines has 
passed. Copies of the agenda will be 
available free of charge at the hearing. 

* * * 

Proposed Amendments to the 
Regulations 

Accordingly, 26 CFR part 1 is pro
posed to be amended as follows: 

PART I-INCOME TAXES 

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

Authority: 26 U.S.c. 7805 * * * 
Par. 2. Section 1.861-18 is added to 

read as follows: 

§ 1.861-18 Classification of transac
tions involving computer programs. 

(a) General-(1) Scope. This section 
provides rules for classifying transac
tions relating to computer programs for 
purposes of subchapter N of chapter 1 
of the Internal Revenue Code, sections 
367, 404A, 482, 551, 679, 1057, 1059A, 
chapter 3, chapter 5, sections 842 and 
845 (to the extent involving a foreign 
person), and transfers to foreign trusts 
not covered by section 679. 

(2) Categories of transactions. This 
section generally requires that such 
transactions be treated as being solely 
within one of four categories (described 
in paragraph (b)( 1) of this section) and 
provides certain rules for categorizing 
such transactions. In the case of a 
transfer of a copyright right, this section 
provides rules for determining whether 
the transaction should be classified as 
either a sale or exchange, or a license 
generating royalty income. In the case 
of a transfer of a copyrighted article, 
this section provides rules for determin
ing whether the transaction should be 
classified as either a sale or exchange, 
or a lease generating rental income. 

(3) Computer program. For purposes 
of this section, a computer program is a 
set of statements or instructions to be 
used directly or indirectly in a computer 
in order to bring about a certain result. 
For purposes of this paragraph (a)(3), a 

computer program includes any data 
base or similar item if the data base or 
similar item is incidental to the opera
tion of the computer program. 

(b) Categories of transactions
(1) General. Except as provided in 
paragraph (b )(2) of this section, a trans
action involving the transfer of, or the 
provision of services or of know-how 
with respect to, a computer program 
(collectively, a transfer of a computer 
program) is treated as being solely one 
of the following-

(i) A transfer of a copyright right in 
the computer program; 

(ii) A transfer of a copy of the com
puter program (a copyrighted article); 

(iii) The provision of services for the 
development or modification of the 
computer program; or 

(iv) The provision of know-how re
lating to computer programming tech
niques. 

(2) Transactions consisting of more 
than one category. Any transaction in
volving computer programs which con
sists of more than one of the transac
tions described in paragraph (b)(1) of 
this section shall be treated as separate 
transactions, with the appropriate provi
sions of this section being applied to 
each such transaction. However, any 
transaction that is de minimis, taking 
into account the overall transaction and 
the surrounding facts and circumstances, 
shall not be treated as a separate trans
action, but as part of another transac
tion. 

(c) Transfers involving both a copy
right right and a copyrighted article
(1) Classification-(i) Transfers treated 
as transfers of copyright rights. A trans
fer of a computer program is classified 
as a transfer of a copyright right if, as a 
result of the transaction, a person ac
quires anyone or more of the rights 
described in paragraphs (c)(2)(i) through 
(iv) of this section. For example, if a 
person receives a disk containing a copy 
of a computer program which enables it 
to exercise, in relation to that program, 
a non-de minimis right described in 
paragraphs (c)(2)(i) through (iv) of this 
section (and the transaction does not 
involve, or involves only a de minimis 
provision of services as described in 
paragraph (d) of this section or of 
know-how as described in paragraph (e) 
of this section), then, under paragraph 
(b )(2) of this section, the transfer is 
classified solely as a transfer of a copy
right right. 

(ii) Transfers treated solely as trans
fers of copyrighted articles. If a person 



acquires a copy of a computer program 
but does not acquire any of the rights 
described in paragraphs (c)(2)(i) through 
(iv) of this section (and the transaction 
does not involve, or involves only a de 
minimis provision of services as de
scribed in paragraph (d) of this section 
or of know-how as described in para
graph (e) of this section), the transfer of 
the copy of the computer program is 
classified solely as a transfer of a copy
righted article. 

(2) Copyright rights. The copyright 
rights referred to in paragraph (c)(1) of 
this section are as follows-

(i) The right to make copies of the 
computer program for purposes of distri
bution to the public by sale or other 
transfer of ownership, or by rental, lease 
or lending; 

(ii) The right to prepare derivative 
computer programs based upon the 
copyrighted computer program; 

(iii) The right to make a public per
formance of the computer program; or 

(iv) The right to publicly display the 
computer program. 

(3) Copyrighted article. A copy
righted article is a copy of a computer 
program from which the work can be 
perceived, reproduced or otherwise com
municated, either directly or with the aid 
of a machine or device. The copy of the 
program may be fixed in the magnetic 
medium of a floppy disk or in the main 
memory or hard drive of a computer. 

(d) Provision of services. The deter
mination of whether a transaction in
volving a newly developed or modified 
computer program is treated as either 
the provision of services or another 
transaction described in paragraph (b)(1) 
of this section is based on all the facts 
and circumstances of the transaction, 
including, as appropriate, the intent of 
the parties (as evidenced by their agree
ment and conduct) as to which party is 
to own the copyright rights in the 
computer program and how the risks of 
loss are allocated between the parties. 

(e) Provision of know-how. The pro
vision of information with respect to a 
computer program will not be treated as 
the provision of know-how for the pur
poses of this section unless the informa
tion is-

(1) Information relating to computer 
programming techniques; 

(2) Not capable itself of being copy
righted; and 

(3) Subject to trade secret protection. 
(f) Further classification of transfers 

involving copyright rights and copy
righted articles-(l) Transfers of copy-

right rights. The determination of 
whether a transfer of a copyright right is 
a sale or exchange of property is made 
on the basis of whether, taking into 
account all facts and circumstances, 
there has been a transfer of all substan
tial rights in the copyright. A transaction 
that does not constitute a sale or ex
change because not all substantial rights 
have been transferred will be classified 
as a license generating royalty income. 
For this purpose, the principles of sec
tions 1222 and 1235 shall apply. 

(2) Transfers of copyrighted articles. 
The determination of whether a transfer 
of a copyrighted article is a sale or 
exchange is made on the basis of 
whether, taking into account all facts 
and circumstances, the benefits and bur
dens of ownership have been trans
ferred. A transaction that does not con
stitute a sale or exchange because 
insufficient benefits and burdens of 
ownership of the copyrighted article 
have been transferred, such that a person 
other than the transferee is properly 
treated as the owner of the copyrighted 
article, will be classified as a lease 
generating rental income. 

(3) Special circumstances of com
puter programs. In connection with de
terminations under this paragraph (f), 
consideration must be given as appropri
ate to the special characteristics of com
puter programs in transactions that take 
advantage of these characteristics (such 
as the ability to make perfect copies at 
minimal cost). For example, a transac
tion in which a person acquires a copy 
of a computer program on disk subject 
to a requirement that the disk be de
stroyed after a specified period is gener
ally the equivalent of a transaction sub
ject to a requirement that the disk be 
returned after such period. Similarly, a 
transaction in which the program deacti
vates itself after a specified period is 
generally the equivalent of returning the 
copy. 

(g) Rules of operation-( 1) Term ap
plied to transaction by parties. Neither 
the form adopted by the parties to a 
transaction, nor the classification of the 
transaction under copyright law, shall be 
determinative. Therefore, for example, if 
there is a transfer of a computer pro
gram on a single disk for a one-time 
payment with restrictions on transfer 
and reverse engineering, which the par
ties characterize as a license (generally 
referred to as a shrink-wrap license), 
application of the rules of paragraphs (c) 
and (f) of this section may nevertheless 

result in the transaction being classified 
as the sale of a copyrighted article. 

(2) Means of transfer not to be taken 
into account. The rules of this section 
shall be applied irrespective of the 
physical or electronic medium used to 
effectuate a transfer of a computer pro
gram. 

(h) Examples. The provisions of this 
section may be illustrated by the follow
ing examples. All of the following ex
amples assume that all parties are unre
lated to each other: 

Example 1. (i) Facts. Corp A. a U.S. corpora
tion, owns the copyright in a computer program, 
Program X. It copies Program X on to disks. The 
disks are placed in boxes covered with a wrapper 
on which is printed what is generally referred to 
as a shrink-wrap license. The license is stated to 
be perpetual. Under the license no reverse engi
neering of the computer program is permitted. The 
transferee receives, first, the right to use the 
program on two of its own computers (for ex
ample, a laptop and a desktop) provided that only 
one copy is in use at anyone time, and, second, 
the right to make one copy of the program on 
each machine as an essential step in the utilization 
of the program. The transferee is permitted by the 
shrink-wrap license to sell the copy so long as it 
destroys any other copies it has made and imposes 
the same terms and conditions of the license on 
the purchaser of its copy. These disks are made 
available for sale to the general public in Country 
Z. In return for valuable consideration, p, a 
Country Z resident, receives one such disk. 

(ii) Analysis. (A) Under paragraph (g)( I) of 
this section, the label license is not determinative. 
None of the copyright rights described in para
graph (c)(2) of this section have been transferred 
in this transaction. P has received a copy of the 
program, however, and, therefore, under paragraph 
(c)(1 )(ii) of this section, P has acquired solely a 
copyrighted article. 

(8) Taking into account all of the facts and 
circumstances, P is properly treated as the owner 
of a copyrighted article. Therefore, under para
graph (f)(2) of this section, there has been a sale 
of a copyrighted article rather than the grant of a 
lease. 

Example 2. (i) Facts. The facts are the same as 
those in Example I, except that instead of selling 
disks, Corp A, the U.S. corporation, decides to 
make Program X available, for a fee, on a World 
Wide Web home page on the Internet. P, the 
Country Z resident, in return for payment made to 
Corp A, downloads Program X (via modem) onto 
the hard drive of his computer. As part of the 
electronic communication, P signifies his assent to 
a license agreement with terms identical to those 
in Example I, except that in this case P may make 
a back-up copy of the program Qn to a disk. 

(ii) Analysis. (A) None of the copyright rights 
described in paragraph (c)(2) of this section have 
passed to P. Although P did not buy a physical 
copy of the disk with the program on it. para~raph 
(g)(2) of this section provides that the means of 
transferring the program is irrelevant. Therefore. P 
has acquired a copyrighted article. 

(8) As in Example 1, P is properly treated as 
the owner of a copyrighted article. Therefore. 
under paragraph (f)(2) of this section, there has 
been a sale of a copyrighted article rather than the 
grant of a lease. 

Example 3. (i) Facts. The facts are the same as 
those in Example I. except that Corp A only 
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allows p, the Country Z resident, to use Program 
X for one week. At the end of that week, P must 
return the disk with Program X on it to Corp A. P 
must also destroy any copies made of Program X. 
If P wishes to use Program X for a further period 
he must enter into a new agreement to use the 
program for an additional charge. 

(ii) Analysis. (A) Under paragraph (c)(2) of this 
section, P has received no copyright rights. Be
cause P has received a copy of the program under 
paragraph (c)( I )(ii) of this section, he has, there· 
fore, received a copyrighted article. 

(B) Taking into account all of the facts and 
circumstances, P is not properly treated as the 
owner of a copyrighted article. Therefore. under 
paragraph (f)(2) of this section, there has been a 
lease of a copyrighted article rather than a sale. 
Taking into account the special characteristics of 
computer programs as provided in paragraph (f)(3) 
of this section, the result would be the same if P 
were required to destroy the disk at the end of the 
one week period instead of returning it since Corp 
A can make additional copies of the program at 
minimal cost. 

Example 4. (i) Facts. The facts are the same as 
those in Example 2, where P, the Country Z 
resident, receives Program X from Corp A's home 
page on the Internet, except that P may only use 
Program X for a period of one week at the end of 
which an electronic lock is activated and the 
program can no longer be accessed. Thereafter, if 
P wishes to use Program X, it must return to the 
home page and pay Corp A to send an electronic 
key to reactivate the program for another week. 

(ii) Analysis. (A) As in Example 3, under para
graph (c)(2) of this section, P has not received any 
copyright rights. P has received a copy of the 
program. and under paragraph (g)(2) of this sec
tion, the means of transmission is irrelevant, P has. 
therefore. under paragraph (c)(l )(ii) of this section, 
received a copyrighted article. 

(B) As in Example 3. P is not properly treated 
as the owner of a copyrighted article. Therefore. 
under paragraph (f)(2) of this section. there has 
been a lease of a copyrighted article rather than a 
sale. While P does retain Program X on its 
computer at the end of the one week period. as a 
legal matter P no longer has the right to use the 
program (without further payment) and. indeed. 
cannot use the program without the electronic key. 
Functionally. Program X is no longer on the hard 
drive of p" s computer. Instead. the hard drive 
contains only a series of numbers which no longer 
perform the function of Program X. Although in 
Example 3. P was required to physically retum the 
disk. taking into account the special characteristics 
of computer programs as provided in paragraph 
(f)(3) of this section. the result in this Example 4 
is the same as in Example 3. 

Example 5. (i) Facts. Corp A. a U.S. corpora
tion. transfers a disk containing Program X to 
Corp B. a Country Z corporation. and grants Corp 
B an exclusive license for the remaining term of 
the copyright to copy and distribute an unlimited 
number of copies of Program X in the geographic 
area of Country Z. prepare derivative works based 
upon Program X. make public performances of 
Program X. and publicly display Program X. Corp 
B will pay Corp A a royalty of $y a year for three 
years. which is the expected period during which 
Program X will have commercially exploitable 
value. 

(ii) Analysis. (AJ Although Corp A has trans
ferred a disk with a copy of Program X on it to 
Corp B. under paragraph (c)(l )(i) of this section 
because this transfer is accompanied by a copy
right right identified in paragraph (c)(2)(i) of this 
section. this transaction is a transfer solely of 
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copyright rights. not of copyrighted articles. For 
purposes of paragraph (b)(2) of this section, the 
disk containing a copy of Program X is a de 
minimis component of the transaction. 

(B) Applying the all substantial rights test un
der paragraph (f)(I) of this section, Corp A will be 
treated as having sold copyright rights to Corp B. 
Corp B has acquired all of the copyright rights in 
Program X. has received the right to use them 
exclusively within a geographic area, and has 
received the rights for the remaining life of the 
copyright in Program X. Under paragraph (g)( I) 
of this section. the fact that the agreement is 
labelled a license is not controlling (nor is the fact 
that Corp A receives a sum labelled a royalty). 
(This would also be the case if the copy of 
Program X to be used for the purposes of 
reproduction were transmitted electronically to 
Corp B. as a result of the application of the rule 
of paragraph (g)(2) of this section.) 

Example 6. (i) Facts. Corp A. a U.S. corpora
tion, transfers a disk containing Program X to 
Corp B, a Country Z corporation, and grants Corp 
B the non exclusive right to reproduce and 
distribute for sale to the public an unlimited 
number of disks at its factory in Country Z in 
return for a payment related to the number of 
disks copied and sold. The term of the agreement 
is two years. which is less than the remaining life 
of the copyright. 

(ii) Analysis. (A) As in Example 5, the transfer 
of the disk containing the copy of the program 
does not constitute the transfer of a copyrighted 
article under paragraph (c)(I ) of this section 
because Corp B has also acquired a copyright 
right under paragraph (c)(2)(i) of this section. For 
purposes of paragraph (b)(2) of this section. the 
disk containing Program X is a de minimis 
component of the transaction. 

(B) Taking into account all of the facts and 
circumstances, there has been a license of Program 
X to Corp B, and the payments made by Corp B 
are royalties. Under paragraph (f)(l) of this sec
tion. there has not been a transfer of all substantial 
rights in the copyright to Program X because Corp 
A has the right to enter into other licenses with 
respect to the copyright of Program X, including 
in Country Z (or even to sell that copyright, 
subject to Corp B's interest). Corp B has acquired 
no right itself to license the copyright rights in 
Program X. Finally, the term of the license is for 
less than the remaining life of the copyright in 
Program X. 

Example 7. (i) Facts. Corp C, a distributor in 
Country Z, enters into an agreement with Corp A. 
a U.S. corporation. to purchase as many copies of 
Program X on disk as it may from time- to-time 
request. Corp C will then sell these disks to 
retailers. The disks are shipped in boxes covered 
by shrink-wrap licenses (identical to the license 
described in Example f). 

(ii) Analysis. (A) Corp C has not acquired any 
copyright rights under paragraph (c)(2) of this 
section with respect to Program X. It has acquired 
individual copies of Program X. which it may sell 
to others. The use of the term license is not 
dispositive under paragraph (g)( I) of this section. 
Under paragraph (c)(l )(ii) of this section. Corp C 
has acquired copyrighted articles. 

(B) Taking into account all of the facts and 
circumstances. Corp C is properly treated as the 
owner of copyrighted articles. Therefore. under 
paragraph (f)(2) of this section. there has been a 
sale of copyrighted articles. 

Example 8. (i) Facts. Corp A. a U.S. corpora
tion. transfers a disk containing Program X to 
Corp D. a foreign corporation engaged in the 
manufacture and sale of personal computers in 

Country Z. Corp A grants Corp D the non
exclusive right to copy Program X onto the hard 
drive of computers which it manufactures, and to 
distribute those copies (on the hard drive) to the 
public. The term of the agreement is two years, 
which is less than the remaining life of the 
copyright in Program X. Corp D pays Corp A an 
amount based on the number of copies of Program 
X it loads on to computers. 

(ii) Analysis. The analysis is the same as in 
Example 6. Under paragraph (c)(2)(i) of this 
section. Corp D has acquired a copyright right 
enabling it to exploit Program X by copying it on 
to the hard drives of the computers that it 
manufactures and then sells. For purposes of 
paragraph (b )(2) of this section, the disk contain
ing Program X is a de minimis component of the 
transaction. Taking into account all of the facts 
and circumstances, Corp D has not, however, 
acquired all substantial rights in the copyright to 
Program X (for example, the term of the agree
ment is less than the remaining life of the 
copyright). Under paragraph (f)(l) of this section, 
this transaction is, therefore, a license of Program 
X to Corp D rather than a sale and the payments 
made by Corp D are royalties. 

Example 9. (i) Facts. The facts are the same as 
in Example 8. except that Corp D. the Country Z 
corporation, receives physical disks. The disks are 
shipped in boxes covered by shrink-wrap licenses 
(identical to the licenses described in Example I). 
Corp D uses each individual disk only once to 
load a single copy of Program X onto each 
separate computer. Corp D transfers the disk with 
the computer when it is sold. 

(ii) Analysis. (A) As in Example 7 (unlike 
Example 8) no copyright right identified in para
graph (c)(2) of this section has been transferred. 
Corp D acquires the disks without the right to 
reproduce and distribute publicly further copies of 
Program X. This is therefore the transfer of 
copyrighted articles under paragraph (c)(l )(ii) of 
this section. 

(B) Taking into account all of the facts and 
circumstances, Corp D is properly treated as the 
owner of copyrighted articles. Therefore, under 
paragraph (f)(2) of this section, the transaction is 
classified as the sale of a copyrighted article. 

Example /0. (i) Facts. Corp A, a U.S. corpora
tion. transfers a disk containing Program X to 
Corp E. a Country Z corporation, and grants Corp 
E the right to load Program X onto 50 individual 
workstations for use only by Corp E employees at 
one location in return for a one-time per-user fee 
(generally referred to as a site license). If addi
tional workstations are subsequently introduced, 
Program X may be loaded on to those machines 
for additional one-time per-user fees. The license 
which grants the rights to operate Program X on 
50 workstations also prohibits Corp E from selling 
the disk (or any of the 50 copies) or reverse 
engineering the program. The term of the license 
is stated to be perpetual. 

(ii) Analysis. (A) The grant of a right to copy, 
unaccompanied by the right to distribute those 
copies to the pUblic. is not the transfer of a 
copyright right under paragraph (c)(2) of this 
section. Therefore. under paragraph (c)(l )(ii) of 
this section, this transaction is a transfer of 
copyrighted articles (50 copies of Program X). 

(B) Taking into account all of the facts and 
circumstances, Corp E is properly treated as the 
owner of a copyrighted article. Therefore, under 
paragraph (f)(2) of this section, there has been a 
sale of copyrighted articles rather than the grant of 
a lease. Notwithstanding the restriction on sale, 
other factors such as. for example, the risk of loss 



and the right to use the copies in perpetuity 
outweigh, in this case, the restrictions placed on 
the right of alienation. 

Example ll. (i) Facts. The facts are the same 
as in Example 10, except that Corp E, the Country 
Z corporation, acquires the right to make Program 
X available to workstation users who are Corp E 
employees by way of a local area network (LAN). 
The number of users that can use Program X on 
the LAN at anyone time is limited to 50. Corp E 
pays a one-time fee for the right to have up to 50 
employees use the program at the same time. 

(ii) Analysis. Under paragraph (g)(2) of this 
section the mode of transmission is irrelevant. 
Therefore, as in Example 10, under paragraph 
(c)(2) of this section, no copyright right has been 
transferred and thus, under paragraph (c)(1 )(ii) of 
this section, this transaction will be classified as 
the transfer of a copyrighted article. Under the 
benefits and burdens test of paragraph (0(2) of 
this section, this transaction is a sale of copy
righted articles. 

Example 12. (i) Facts. The facts are the same 
as in Example II, except that Corp E pays a 
monthly fee to Corp A, the U.S. corporation, 
calculated with reference to the pennitted maxi
mum number of users (which can be changed) and 
the computing power of Corp E's server. In return 
for this monthly fee, Corp E receives the right to 
receive upgrades of Program X when they become 
available. The agreement may be terminated by 
either party at the end of any month. When the 
disk containing the upgrade is received, or if the 
contract is tenninated, Corp E must return the disk 
containing the earlier version of Program X to 
Corp A, and delete (or otherwise destroy) any 
copies made of the current version of Program X. 
The agreement specifically provides that Corp E 
has not thereby been granted an option to purchase 
Program X. 

(ii) Analysis. (A) Corp E has received no copy
right rights under paragraph (c)(2) of this section. 
Under paragraph (d) of this section, based on all 
the facts and circumstances of the transaction, 
Corp A has not provided services to Corp E. 
Therefore, under paragraph (c)( I )(ii) of this sec
tion, the transaction is a transfer of a copyrighted 
article. 

(B) Taking into account all facts and circum
stances, under the benefits and burdens test Corp 
E is not properly treated as the owner of the 
copyrighted article. Corp E does not receive the 
right to use Program X in perpetuity, but only for 
so long as it continues to make payments. Corp E 
does not have the right to purchase Program X on 
advantageous (or, indeed, any) terms once a 
certain amount of money has been paid to Corp A 

or a certain period of time has elapsed (which 
might indicate a sale). Once the agreement is 
terminated, Corp E will no longer possess any 
copies of Program X, current or superseded. 
Therefore under paragraph (0(2) of this section 
there has been a lease of a copyrighted article. 

Example 13. (i) Facts. The facts are the same 
as in Example 12, except that while Corp E must 
return copies of Program X as new upgrades are 
received, if the agreement terminates, Corp E may 
keep the latest version of Program X (although 
Corp E is still prohibited from selling or otherwise 
transferring any copy of Program X). 

(ii) Analysis. For the reasons stated in Example 
10, the transfer of the program will be treated as a 
sale of a copyrighted article rather than as a lease. 

Example 14. (i) Facts. Corp G, a Country Z 
corporation, enters into a contract with Corp A, a 
U.S. corporation, for Corp A to modify Program X 
so that it can be used at Corp G's facility in 
Country Z. Under the contract, Corp G is to 
acquire one copy of the program on a disk and the 
right to use the program on 5,000 workstations. 
The contract requires Corp A to rewrite elements 
of Program X so that it will conform to Country Z 
accounting standards. The services required to 
perform this task are de minimis taking into 
account the facts and circumstances of this trans
action. The agreement between Corp A and Corp 
G is otherwise identical as to rights and payment 
terms as the agreement described in Example 10. 

(ii) Analysis. (A) As in Example 10, no copy
right rights are being transferred under paragraph 
(c)(2) of this section. Under paragraph (b)(2) of 
this section, the services provided are de minimis. 
This transaction will be classified, therefore, as a 
transfer of copyrighted articles under paragraph 
(c)( I )(ii) of this section. 

(B) Taking into account all facts and circum
stances, Corp G is properly treated as the owner 
of copyrighted articles. Therefore, under paragraph 
(0(2) of this section, there has been the sale of a 
copyrighted article rather than the grant of a lease. 

Example 15. (i) Facts. Corp H, a Country Z 
corporation, enters into a license agreement for a 
modified version of Program X only if Corp A, a 
U.S. corporation, makes substantial modifications 
to the program. Only the core idea of Program X 
will be used and a considerable amount of labor 
will be expended in rewriting Program X, which 
under applicable copyright law as a derivative 
work will be a separate, new program. Corp A and 
Corp H agree that Corp A is modifying Program X 
for Corp H and that, when modified Program X is 
completed, the copyright in the modified program 
will belong to Corp H. Corp H gives instructions 
to Corp A programmers regarding program specifi-

cations. Corp H agrees to pay Corp A a fixed 
monthly sum during development of the program. 
If Corp H is dissatisfied with the development of 
the program it may cancel the contract at the end 
of any month. In the event of tennination, Corp A 
will retain all payments, while any procedures, 
techniques or copyrightable interests will be the 
property of Corp H. All of the payments are 
labelled royalties. There is no provision in the 
agreement for any continuing relationship between 
Corp A and Corp H. such as the furnishing of 
updates of the program. after completion of the 
modification work. 

(ii) Analysis. Taking into account all of the 
facts and circumstances, Corp A is treated as 
providing services to Corp H. Under paragraph (d) 
of this section, Corp A is treated as providing 
services to Corp H because Corp H bears all of 
the risks of loss associated with the development 
of modified Program X and is the owner of all 
copyright rights in modified Program X. Under 
paragraph (g)( I) of this section, the fact that the 
agreement is labelled a license is not controlling 
(nor is the fact that Corp A receives a sum 
labelled a royalty). 

Example 16. (i) Facts. Corp A, a U.S. corpora
tion, and Corp I, a Country Z corporation, agree 
that a development engineer employed by Corp A 
will travel to Country Z to provide know-how 
relating to certain techniques which are not gener
ally known to computer programmers which will 
enable Corp I to more efficiently create computer 
programs. These techniques represent the product 
of experience gained by Corp A from working on 
many computer programming projects. Such infor
mation is not capable of being copyrighted, but it 
is subject to trade secret protection. 

(ii) Analysis. This transaction contains the ele
ments of know-how specified in paragraph (e) of 
this section. Therefore, this transaction will be 
classified as the provision of know-how. 

(i) Effective date. This section applies 
to transactions occurring on or after the 
date that is sixty days after the date 
final regulations are published in the 
Federal Register. 

Margaret Milner Richardson, 
Commissioner of Internal Revenue. 

(Filed by the Office of the Federal Register on 
November 7, 1996, 3: II p.m., and published in the 
issue of the Federal Register for November 13, 
1996,61 F.R. 58152) 
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Announcement of the Disbarment, Suspension, and 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 pub
lic accountant, enrolled agent, or en
rolled actuary, in order to avoid the 
institution or conclusion of a proceeding 
for his disbarment or suspension from 
practice before the Internal Revenue Ser
vice, may offer his consent to suspension 
from such practice. The Director of 
Practice, in his discretion, may suspend 
an attorney, certified public accountant, 
enrolled agent, or enrolled· actuary in 
accordance with the consent offered. 

enue Service matter from directly or 
indirectly employing, accepting assis
tance from, being employed by, or shar
ing fees with, any practitioner disbarred 
or suspended from practice before the 
Internal Revenue Service. 

To enable attorneys, certified public 
accountants, enrolled agents, and en
rolled actuaries to identify practitioners 
under consent suspension from practice 
before the Internal Revenue Service, the 
Director of Practice will announce in the 
Internal Revenue Bulletin the names and 
addresses of practitioners who have 
been suspended from such practice, their 
designation as attorney, certified public 

accountant, enrolled agent, or enrolled 
actuary and date or period of suspen
sion. This announcement will appear in 
the weekly Bulletin at the earliest practi
cable date after such action and will 
continue to appear in the weekly Bulle
tins for five successive weeks or for as 
many weeks as is practicable for each 
attorney, certified public accountant, en
rolled agent, or enrolled actuary so 
suspended and will be consolidated and 
published in the Cumulative Bulletin. 

Attorneys, certified public accoun
tants, enrolled agents, and enrolled actu
aries are prohibited in any Internal Rev-

Name Address 

Bruender, Lawrence Lesueur, MN 

Pallman, James J. New Haven, CT 

Pribble Jr., William C. Minneapolis, MN 

Pyburn, Richard E. Downers Grove, IL 

Scalise, James J. New Britain, CT 

Kieldaisch, Dale W. Manteno, IL 

Ogorek, Charolotte F. Park Ridge, IL 

Korman, Steven B. Mulford, CT 

Myers, Donald L. Olney, MD 

Sharrett, William R. Paradise, CA 

Cornwell, Douglas S. Norwalk, CT 

Chang, Sun Kun McLean, VA 

Cariveau, Stewart Minneapolis, MN 

Carter, Gary E. Ashdown, AR 

Underwood, Wendell L. Sedalia, MO 

Candiloro, James A. Glastonbury, CT 

Schwartz, Leonard J. Danbury, CT 

Forrester, Donald F. Fairfield, OH 

Shade, Stephen E. Clearwater, FL 

Woods, James G. Huntington, CT 

Grove, Michael J. Alliance, OH 

Jenkins, Frank Montgomery, AL 

Brewton III, George W. Greenville, MS 

Fischer, Randall E. Lombard, IL 

Rhoney, Brian Wheaton, IL 

Devereux, Michael J. Florissant, MO 

Cranston, Robert S. Saugerties, NY 

Miller, Dwight W. Overland Pk, KS 

Designation 

Attorney 

CPA 

Attorney 

CPA 

Attorney 

CPA 

CPA 

CPA 

CPA 

Enrolled Agent 

CPA 

Enrolled Agent 

CPA 

CPA 

CPA 

CPA 

Enrolled Agent 

CPA 

Enrolled Agent 

CPA 

CPA 

CPA 

CPA 

CPA 

CPA 

CPA 

CPA 

CPA 

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

Date of Suspension 

Indefinite from April 18, 1996 

April 19, 1996 to October 18, 1996 

Indefinite from May 1, 1996 

May 1, 1996 to October 31, 1997 

May 1, 1996 to July 31, 1996 

May 1, 1996 to October 31, 1996 

May 3, 1996 to July 2, 1996 

May 3, 1996 to February 2, 1997 

May 7,1996 to May 6,1998 

May 8, 1996 to November 7, 1996 

May 10, 1996 to November 9, 1996 

May 13, 1996 to July 12, 1996 

May 30, 1996 to August 29, 1996 

June 1, 1996 to August 31, 1996 

June 1, 1996 to July 31, 1996 

June 1, 1996 to November 30, 1996 

June 1, 1996 to February 28, 1997 

Indefinite from June 4, 1996 

June 8, 1996 to May 7, 1997 

July 1, 1996 to June 30, 1997 

July 1, 1996 to June 30,1997 

July 1, 1996 to December 31, 1996 

July 1, 1996 to September 30, 1996 

July 1, 1996 to September 30, 1996 

July I, 1996 to December 31, 1996 

July 1, 1996 to March 31, 1997 

July 1, 1996 to December 31, 1996 

July I, 1996 to June 30,1997 
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Name Address Designation Date of Suspension 

Beck, Clyde E. Salina, KS CPA July 1, 1996 to October 31, 1996 

Seal, Ernest E. Cleveland, MS CPA August 1, 1996 to July 31, 1998 

Dicker, Joseph W. Minneapolis, MN Attorney August 1, 1996 to October 31, 1996 

Berry, James R. Columbus, MO CPA June 5, 1996 to December 4, 1997 

Rohner Jr., Richard E. Burr Ridge, IL CPA June 10, 1996 to June 9, 1997 

Bova, Robert J. Tampa, FL CPA June 10, 1996 to March 9, 1997 

Rines, Robert L. Concord, NH Attorney June 17, 1996 to December 16, 1998 

Kimball, Randy Rancho Cucamonga, CA CPA July 1, 1996 to December 31, 1996 

Cole, Sherman Oklahoma City, OK CPA July 1, 1996 to March 31, 1997 

Barretta, Samuel N. Southfield, MI Attorney August 1, 1996 to December 31, 1999 

Harris, Luis F. Orlando, FL CPA August 1, 1996 to October 31, 1996 

Vourvoulias, James Park Ridge, IL CPA August 1, 1996 to October 31, 1996 

Swan, Roy E. Salem, OR CPA August 1, 1996 to January 31, 1997 

Hamilton, Barry K. Twins Falls, ID CPA August 1, 1996 to September 30, 1996 

Horton, Greta Richland, VA CPA Indefinite from August 2, 1996 

Addabbo, Marie P. Manchester, CT Enrolled Agent September 1, 1996 to May 31, 1997 

Crouch Jr., Richard E. Miss'nViejo, CA CPA September 1, 1996 to February 28, 1999 

Sanders Jr., Wilfred A. Orlando, FL CPA September 1, 1996 to August 31, 1998 

Perkins, Nancy F. Apple Valley, MN CPA September 1, 1996 to November 30, 1996 

Nichols, Oliver R. Meriden, CT CPA September 1, 1996 to May 31, 1997 

Winiemko, Ronald C. Sterl'g Hts, MI Attorney September 1, 1996 to February 28, 1999 

Pallman, William F. Guilford, CT CPA September 30, 1996 to January 29, 1997 

Gannon, Martin C. Wallingford, CT CPA September 30, 1996 to December 29, 1996 

Andrews, Craig A. Hicksville, OH CPA September 30, 1996 to September 29, 1997 

Lamb, Gordon W. Pullman, WA CPA September 1, 1996 to January 31, 1997 

Anderson, Randall S. Arlington Hgts, IL CPA September 1, 1996 to February 28, 1998 

Broderick, William J. Farmington Hills, MI CPA September 1, 1996 to November 30, 1996 

Ruggiero, John M. Rutland, VT Attorney September 1, 1996 to October 31, 1996 

Eklund, Mark Portland, OR CPA September 1, 1996 to February 28, 1997 

Stayner, G. Craig Salt Lake City, UT CPA September 15, 1996 to June 14, 1997 

Allen, Lehman D. Lubbock, TX CPA September 20, 1996 to September 19, 1998 

Hardgrove, David L. Amarillo, TX CPA September 21, 1996 to June 20, 1997 

Trader, John H. Kansas City, MO Attorney September 30, 1996 to March 29, 1997 

Schmertz, Carl D. Wilmette, IL CPA October 1, 1996 to March 31, 1999 . 

Bengston, Wessel Chicago,IL CPA October 15, 1996 to April 14, 1997 

Sherman, Richard M. Crystal Lake, IL CPA October 18, 1996 to July 17, 1997 

Hunter, Lewis Jacksonville, FL CPA October 25, 1996 to January 24, 1997 

Hisken, Donald Red Bluff, CA CPA November 1, 1996 to March 31, 1997 

Byrne, Steven P. Arcadia, CA Attorney November 1, 1996 to January 31, 1997 

Mulrey, Robert M. Milton, MA CPA November 1, 1996 to October 31, 1997 

Edwards, Ronald A. Plymouth, MI CPA November 1, 1996 to April 30, 1998 

Hart Jr., Charles E. Wilmington, OH Attorney November 1, 1996 to October 31, 1998 

Willner, Peter D. Stowe, VT CPA November 1, 1996 to April 30, 1997 

May, Gary Madison, WI Attorney November 1, 1996 to October 31, 1998 
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Name Address Designation Date of Suspension 

Josephson, Elliott Northbrook, IL CPA November 1, 1996 to October 31, 1998 
Capwill Jr., James A. Solon,OH CPA November 1, 1996 to February 28, 1997 
Hazel, John J. Ridgefield, CT Enrolled Agent November 1, 1996 to January 31, 1997 
Jacobs, Patrick St. Paul, MN CPA November 1, 1996 to December 31, 1996 
Lau, William Crete,IL CPA November 1, 1996 to June 30, 1997 
Franklin, Gene L. Lees Summit, MO Enrolled Agent November 1, 1996 to January 31, 1997 
Winterhalter, Charles L. Cincinnati, OH CPA November 1, 1996 to April 30, 1998 
Cremer, Patricia L. Roundup, MT CPA November 5, 1996 to May 4, 1997 
Gardner, Stephen A. Dallas, TX Attorney November 7, 1996 to May 6, 1999 
Masini, David Wheat Ridge, CO CPA November 12, 1996 to November 11, 1997 
Cunningham, Michael Lafayette, IN CPA November 12, 1996 to August 11, 1997 
Smith, Robert Chicago,IL 

Under 31 Code of Federal Regula
tions, Part 10, an enrolled agent in order 
to avoid the institution or conclusion of 
a proceeding for his disbarment or sus
pension from practice before the Internal 
Revenue Service, may offer his resigna
tion from such practice. The Director of 
Practice, in his discretion, may suspend 
an enrolled agent in accordance with the 
consent offered. 

Attorneys, certified public accoun
tants, enrolled agents, and enrolled actu
aries are prohibited in any Internal Rev
enue Service matter from directly or 

CPA January 1, 1997 to December 31, 1997 

indirectly employing, accepting assis
tance from, being employed by, or shar
ing fees with, any enrolled agent who 
has resigned from practice before the 
Internal Revenue Service. 

To enable attorneys, certified public 
accountants, enrolled agents, and en
rolled actuaries to identify former en
rolled agents who have resigned from 
practice before the Internal Revenue 
Service, the Director of Practice will 
announce in the Internal Revenue Bulle
tin the names and addresses of former 

enrolled agents who have resigned from 
such practice, and date of resignation. 
This announcement will appear in the 
weekly Bulletin at the earliest prac
ticable date after such action and will 
continue to appear in the weekly Bulle
tins for five successive weeks or for as 
many weeks as is practicable for each 
enrolled agent who has resigned, and 
will be consolidated and published in 
the Cumulative Bulletin. 

The following individual has offered 
his resignation as an enrolled agent: 

Name Address Date of Resignation 

Marchioli, Anthony Dallas, TX July 12, 1996 

Under title 31 of the Code of Federal 
Regulations, section 10.76, the Director 
of Practice is authorized to immediately 
suspend from practice before the Internal 
Revenue Service any practitioner who, 
within five years, from the date the 
expedited proceeding is instituted, (1 ) 
has had a license to practice as an 
attorney, certified public accountant, or 
actuary suspended or revoked for cause; 
or (2) has been convicted of any crime 
under title 26 of the United States Code 
or, of a felony under title 18 of the 
United States Code involving dishonesty 
or breach of trust. 

Attorneys, certified public accoun
tants, enrolled agents, and enrolled actu-

Name 

Bower, Lewis H. 

Reiss, Irvin L. 

Address 

Tampa, FL 

Newton, PA 

aries are prohibited in any Internal Rev
enue Service matter from directly or 
indirectly employing, accepting assis
tance from, being employed by, or shar
ing fees with, any practitioner disbarred 
or suspended from practice before the 
Internal Revenue Service. 

To enable attorneys, certified public 
accountants, enrolled agents, and en
rolled actuaries to identify practitioners 
under expedited suspension from prac
tice before the Internal Revenue Service, 
the Director of Practice will announce in 
the Internal Revenue Bulletin the names 
and addresses of practitioners who have 
been suspended from such practice, their 
designation as attorney, certified public 

accountant, enrolled agent, or enrolled 
actuary, and date or period of suspen
sion. This announcement will appear in 
the weekly Bulletin at the earliest practi
cable date after such action and will 
continue to appear in the weekly Bulle
tins for five successive weeks or for as 
many weeks as is practicable for each 
attorney, certified public accountant, en
rolled agent, or enrolled actuary so 
suspended and will be consolidated and 
published in the Cumulative Bulletin. 

The following individuals have been 
placed under suspension from practice 
before the Internal Revenue Service by 
virtue of the expedited proceeding pro
visions of the applicable regulations: 

Designation Date of Suspension 

CPA 

CPA 

Indefinite from May 30, 1996 

Indefinite from June 4, 1996 
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Name Address Designation Date of Suspension 

Reynolds, Mark E. Brownsburg, IN Attorney Indefinite from July 1, 1996 

Moore, Philip J. Rome, GA CPA Indefinite from July to, 1996 

Broek, Kevin J. Omaha, NE CPA Indefinite from July to, 1996 

Bein, William Beachwood, OH Attorney Indefinite from August 1, 1996 

Henry, Gregory Bradford, PA Attorney Indefinite from August 1, 1996 

Sadler, George A. Houston, TX Attorney Indefinite from August 1, 1996 

Fuhr IV, John Henry Dallas, TX CPA Indefinite from August 1, 1996 

Rakov, Harris J. Mahwah, NJ Attorney Indefinite from August 1, 1996 

Perkell, Mark E. S. Burlington, VT Attorney Indefinite from August 1, 1996 

Darrah, Robert J. Neola,IA CPA Indefinite from August 21, 1996 

Constantino, Enrico J. Bay Shore, NY Attorney Indefinite from August 27, 1996 

VanLoan, Jonathan A. Frazer, PA Attorney Indefinite from August 27, 1996 

Bennett, John J. Milford, CT Attorney Indefinite from August 27, 1996 

Lavin-Munch, Carole A. Merrionette Pk, IL CPA Indefinite from August 27, 1996 

Alleva, Donald Mount Vernon, NY Enrolled Agent Indefinite from September 5, 1996 

Rose, Robert M. Dallas, TX Attorney Indefinite from September 5, 1996 

McGrath, Gregory New Smyrna Bch, FL CPA Indefinite from September 8, 1996 

Finch Jr., Kenneth L. Pelham, AL CPA Indefinite from September 8, 1996 

Pacchiana, Paul Chappaqua, NY Attorney Indefinite from October 9, 1996 

Rosenberger, David H. Centerville, OH Enrolled Agent Indefinite from October 21, 1996 

Gudes, Gerald W. Bloomfield, MI CPA Indefinite from October 22, 1996 

Donnelly, Richard S. Asheville, NC CPA Indefinite from October 22, 1996 

Burrows, William D. Dallas, TX Attorney Indefinite from November 13, 1996 

Klausner, Julius Scarsdale, NY CPA Indefinite from November 13, 1996 

Glessner, Randy Omak, WA CPA Indefinite from November 13, 1996 

Aspland, Frieda R. Greenville, SC CPA Indefinite from November 13, 1996 

Under Section 330, Title 31 of the 
United States Code, the Secretary of the 
Treasury, after due notice and opportu
nity for hearing, is authorized to sus
pend or disbar from practice before the 
Internal Revenue Service any person 
who has violated the rules and regula
tions governing the recognition of attor
neys, certified public accountants, en
rolled agents, or enrolled actuaries to 
practice before the Internal Revenue 
Service. 

enue Service matter from directly or 
indirectly employing, accepting assis
tance from, being employed by, or shar
ing fees with, any practitioner disbarred 
or under suspension from practice be
fore the Internal Revenue Service. 

accountant, enrolled agent, or enrolled 
actuary, and the date of disbarment or 
period of suspension. This announce
ment will appear in the weekly Bulletin 
for five successive weeks or as long as 
it is practicable for each attorney, certi
fied public accountant, enrolled agent, 
or enrolled actuary so suspended or 
disbarred and will be consolidated and 
published in the Cumulative Bulletin. 

Attorneys, certified public accoun
tants, enrolled agents, and enrolled actu
aries are prohibited in any Internal Rev" 

To enable attorneys, certified public 
accountants, enrolled agents, and en
rolled actuaries to identify such dis
barred or suspended practitioners, the 
Director of Practice will announce in the 
Internal Revenue Bulletin the names and 
addresses of practitioners who have 
been suspended from such practice, their 
designation as attorney, certified public 

Name 

Bushta, Patrick C. 

Hart, Joel S. 

Riggs, Patricia A. 

Hammontree, Richard F. 

522 1996-2 C.B. 

Address 

Sacramento, CA 

Beaumont, TX 

Stockton, CA 

Ogunquit, ME 

Designation 

CPA 

CPA 

Enrolled Agent 

CPA 

After due notice and opportunity for 
hearing before an administrative law 
judge, the following individuals have 
been disbarred from further practice be
fore the Internal Revenue Service: 

Effective Date 

April 18, 1996 

April 19, 1996 

April 19, 1996 

April 27, 1996 



Name Address Designation Effective Date 

Otto, Judith M. Tucson, AZ Enrolled Agent May 18, 1996 

Styvaert, Richard San Diego, CA CPA July 5, 1996 

Davis Jr., George L. Washington, DC Enrolled Agent August IS, 1996 
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PTE Prohibited Transaction 

Exemption 
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(RP 57) 389 
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56) 223 

Modification of RP 84-77 (RP 60) 399 
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and intermediary sections, added; 
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Regulations: 
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Social security contribution and benefit 
base (1997) 434 

ESTATE AND GIFT TAX 
ADMINISTRATIVE 
Gift of checks (RR 56) 161 
Proposed regulations: 

26 CFR 20.2041-3, 20.2056(d)-2, 
25.2511-1. 25.2514-3, 25.2518-1, 
-2, amended; 20.2041-3, added; 
disclaimer of interests and powers 
(REG-208215-91) 491 
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Regulations: 
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2T, removed; qualified domestic 
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174 
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Advance pricing agreement (RP 53) 375 
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2059) 179 
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57 
Bonds: 
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(RP 37) 299 
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37) 208 
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59) 392 
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for 1997 (RR 64) 199 
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(RP 51) 370 
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September 1996 (RR 45) 4; Octo
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ness (RR 65) 6 
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Educational assistance program, section 
127 (Notice 68) 236 
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ment (RR 47) 35 
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tice 63) 228 
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34) 75; August 1996 (RR 37) 77; 
September 1996 (RR 43) 78; 
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219 
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series, 1997 (RP 62) 412 
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(RP 63) 420 
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(Notice 60) 227 
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Proposed regulations: 

26 CFR 1.61-8(b), revised; 1.451-
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1.467-4, amended; 1.467-0 through 
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292-84) 462 

26 CFR 1.61-12(c), 1.163-7(c), 
1.171-1-1.171-4, 1.1016-5(b), re
vised; 1.163-13, 1.171-5, added; 
1.1016-9, removed; amortizable 
bond premium (FI-48-9S) 449 

26 CFR 1.148-S(d)(6)(iv)-(viii) and 
intermediary sections; 1.148-
5(e)(2)(iv), added; arbitrage restric
tions on tax-exempt bonds (FI-28-
96) 4S8 

26 CFR I. 166-3(a)(3), added; bad 
debts modifications and dealer as
signments of notional principal 
contracts (FI-S9-94) 442 

26 CFR 1.2808-1, added; structure, 
definition (PS-39-93) 489 

26 CFR 1.367(e)-I, 1.60388-
I (b)(2)(i); section 3S5 distributions 
of stock and securities by domestic 
corporations to foreign persons 
(REG-209827-96) S07 
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Proposed regulations-Continued 

26 CFR 1.382-S, -8, added; 1.382-
2(a)(l )(iv), revised; consolidated re
turns, short taxable years for con
trolled groups (CO-26-96) 440 

26 CFR 1.401(a)(31)-I; 1.402(c)-2, 
amended; relief from disqualifica
tion of plans accepting roll overs 
(REG-245562-96) 509 

26 CFR 1.475(b )-1, -2, -4, 1.475-
(c)-I, -2, 1.475(e)-I, revised; 
mark-to-market equity interests in 
related parties and dealer-customer 
relationship (FI-32-95) 443 

26 CFR 1.671-1 (g), (h), 1.671-2(f), 
1.1297-4, added; application of the 
grantor trust rules to nonexempt 
employees' trusts (REG-209826-
96) 498 

26 CFR 1.861-8(e)(7)(iii), 1.86S-1, 
-2, 1.904-4(c)(2)(ii)(A) and (8), 
added; 1.904-0, amended; stock 
disposition loss allocation (INTL-
4-95) 484 

26 CFR 1.861-18, added; classifica
tion of certain transactions involv
ing computer programs (REG 
2S1S20-96) Sl1 

26 CFR 1.1 OS9( e)-I, added; extraor
dinary dividends; distributions to 
corporate shareholders (CO-9-96) 
436 

26 CFR 1.1202-0, -2, added; quali
fied small business stock (lA-26-
94) 479 

26 CFR I.1S02-IS, -21, -22, -23, 
added; consolidated returns, limita
tions on the use of certain losses 
and deductions (CO-24-96) 437 

26 CFR 1 .IS02-90T -1.IS02-99T 
and intermediary sections, added; 
consolidated group, net operating 
loss carryforwards and built-in 
losses and credits following owner
ship change, limitation (CO-25-96) 
439 

26 CFR 1.604S-I, -2, 301.6011-2, 
revised; magnetic media filing re
quirements for information returns 
(REG-209803-9S) 497 

26 CFR 1.6662-0, -3, amended; 
1.6662-4(d)(2), -7(d), revised; 
I .6664-0, amended; definition of 
reasonable basis (IA-42-9S) 481 

26 CFR 301.9100-1T-301.9I00-3T 
and intermediary sections, added; 
extensions of time to make elec
tions (IA-29-96) 483 

Qualified State Tuition Program (Notice 
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INCOME TAX-Continued 
Recommendation letters for nonsuit 

settlements (Oe\. Order 155, Rev. 4) 
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filed (Ct.O. 2058) 181 
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Regulations: 
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ments modifications (TO 8675) 60 
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12 
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